A Memorial Service for Ben Graham held at

the Columbia University Facubty Club on Oct 10,1976.
About 100 people were present
It was a lovely day to have a service for Ben. A great
y of his friends and relatives were there. I met Buzzy for
the||first tlme. He's 31 and is studying to be a doctor. He's
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marjied with a young daughter., I met Winnie for the lst time.
Hisj|daughter Marjorle gave a moving little talk about her father.
It Heems he used to give them talks (lectures) on any number

of Hubjects. I think k she said he was a walking encyclopedla.

on His 80th birthday they all went to La Jolla to celebrate.

He jave a little speech in which he said that when he was

‘youl “he-was discouraged at all his mistakes but he was optimisitc

it things in the future, When he was old, he was pleased
1 he had accomplished but was pessEstie about the future.

lated himself a lttle to ' Lp;eg_i_m\igsggJ
tho he didn't travel in the same way.He felt the arts importar
Dave Dodd was there with his wife. He gave-a little talk

hich he said he had been greatly helped by Ben. It seems
"in 1928 Columbia wanted him to give a course in finance

young instructor at the time and had told the administration
ante d to get some practical experience. He said he wasn't

~if he got to be Ben's assitant because of his requestm
ecause he had recently married the former Secretary of the Dea:
#ell McCrea had induced Ben to take the a551gnment. Anyway

Dave] went on, Ben asked him to keep notes mr of the meeting.
bavel took them not’ verbatim but then typed them all up. In 1932
2ft8r giving 4 years of lectures, Ben axk® thought they could

a book ofi the lectures and that's how "“Security Analysis
orn. Dave said the book was really all Ben's thoughts but
ad both their names on the book.

Throughout the service the constant repkttien was of

Benlis generosity. A group of Baptist Blacks from Bridgeport

camél down to pay tribute to Ben. It seems they had needed
somghmoney to build a meeting place or buy a building to worship i
Thelminister gave a short little speech. 2 carloads of blacks
had|Briven down for the service. Later I learned that Ben had
giveén them $10,000 so they could buy a building after their

churkch had burned down.

B Jerry Newman officiated at the service by calling people
to tmlk. McGill, the Pres. of Columbia was the 1lst and talked
aboyft how he metx Ben in La Jolla thru the student demonstr.tions
téee | the University out there around 1965. He said he never

fousil out about Ben's investment prowess thru Ben but only

learphed about it subsequently.




| After the meeting I learned that Ben had translated Gilbert
& Swullivan into Greek. He was a truly Renaissance Man.

Jack Traynor of the Analyst Journal spoke a few words and
a téflegram was read bxxkke sent by“fhé'xnxigS'Financiar'Analysts.
Ben|was really the founder of the Society but was REaZXXX never
realfly given credit for all his help. The Guild for the Blind sent-

\iﬁéfleqram.
After the meeting which lasted about 45 minutes ~had.

e and Cake. Esty was there looking very pretty. I talked

r and Dave Dodd, Victor Graham, Dick and his sons and ex-wife.
Larry & Marie Kessel, Bert olden, Mr. Karp who had been

e in the Wellesley Summer Program. Edwin talked to a man

the Guild for the Blind. Ed Laufer was there with Rose,

bd Taff. Also some of Ben's former investors who I dida't

—too well inciudingwhottiewandMHoward~Marcus~andwEOﬁiSMBeralli
111 told me that Ben & Hazel had gone to his camp whxis which
was,Fermyoungﬂchildren.mAt,that.timewI;gatherﬂvtheykwere/alder
and|had several tents away from the camp but he let them used Coh
the|grounds as ke had a lot of acres. Bernie Werner also Florence
Victor Graham really hadn't changed but some of the others

had|pged. Douglass Newman told me that he,Ben & Fred Greenman e
; of bt




Pals at Boys High and that when Ben went into businesgs
he had asked Douglass to go in with_him before he askegd
Jerry. Douglass said he wasn't really interested in
finance so he never XxXmmkxup. took it up.Irving Kahn & His 2 sons

were there.His first wife Hazel was there I was told.

; I gathered from some of tihe conversation that Ben
really didn't leave much money. He had given most of it
"away. He had left $10,000 each’ to his grandchildren and"%x
possibly some of his nieces and newphews but there wasn'
_enough to go around. I gathered that Ben's personal affjgirs
were never very orderly. ' )

0.

, Dave Dodd said that Ben had told him that he xxxknﬁP.Ben,
wanted to do good every day. I think he achieved his objjective.

Ben was the kind of man people 10ved hﬁt were not close {to.
I think- he would have enjoyed the ceremony. It was simple
but eloguent. . :

Walter 10/11/76

1 forgot to mention that at the ceremony there was an
excellent picture of Ben painted by Bernie Schwartz. ’
While it wouldn't be my favorite because it was of Ben

‘when he was old, it was beautifully done. )
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Benjamin Graham
and Security Analysis:
A Reminiscence

Walter J. Schloss

en Graham was an original thinker as well as a clear thinker. He had
B high ethical standards and was modest and unassuming. He was one
of a kind. I worked for him for nearly 10 years as a security analyst.

In re-reading the preface to the first edition of Security Analysis, 1
am impressed all over again with Ben’s views. I quote ... “[W]e are
concerned chiefly with concepts, methods, standards, principles, and
above all with logical reasoning. We have stressed theory not for itself
alone but for its value in practice. We have tried to avoid prescribing
standards which are too stringent to follow or technical methods which
are more trouble than they are worth.”

Security Analysis says it all. It is up to analysts and investors to put
Ben’s ideas into practice.

Back in 1935 while working at Loeb Rhodes (then called Carl M.
Loeb & Co.), one of the partners, Armand Erpf, gave a good piece of
advice when I asked him how I could get into the “statistical depart-
ment.” In those days and perhaps today to some extent, the best way
to advance was by bringing in business. If you had a wealthy family or
friends, you brought in commissions. Security analysis was in its in-
fancy and who you knew was much more important than what you
knew. If you didn’t have connections, it was difficult to get ahead. In
any case Mr. Erpf told me that there was a new book called Security
Analysis that had just been written by a man called Ben Graham.

Reproduced by permission from the private writings (1976) of Walter J. Schloss.




BENJAMIN GRAHAM AND SECURITY ANALYSIS

«“Read the book and when you know everything in it, you won’t
have to read anything else.”

I took Ben’s course in Advanced Security Analysis at the New York
Stock Exchange Institute (New York Institute of Finance).

Ben was a good speaker, enthusiastic and logical. Ben did some-
thing that 1 haven’t seen done often. He would take an undervalued sit-
uation at that time, such as the bankrupt bonds of Baldwin Locomotive,
and show how much the new securities would be worth based on their
projected earning power and assets and relate this to the price of the
bonds. Many bright Wall Streeters such as Gus Levy of Goldman Sachs,

who later became the top arbitrageur in the country, used to take his

course. I often wondered how much money people made on Ben’s ideas

by transforming them into investments.
Ben was very generous with his thoughts and his time, particularly

with young people. By offering me a job as his security analyst as I was
about to leave the Army at the end of 1945, he changed my life. I know

he helped others in our field too.
At Ben’s memorial service, D

he had got involved in the book.
It seems that Ben was asked to teach a course at Columbia Univer-

sity on investments and he agreed to do it with the stipulation that he
would only do so if someone would take notes. Dave Dodd, a young
instructor, volunteered and took copious notes at each of Ben’s lectures.
Ben, using the notes, then went ahead and wrote Security Analysis. A
Dave said, Ben did the work but he insisted that Dave get credit by being

co-author.

Professor Dodd wen
director of Graham-Newman
Ben had founded in 1936 with his partner, Jerome Newman.

The ability to think clearly in the investnient field without the emo-
tions that are attached to it, is not an easy undertaking. Fear and greed
tend to affect one’s judgment. Because Ben was not really very aggres-
sive about making money, he was less affected by these emotions than
were many others.

Ben had been hurt by the Depression, $O he wanted to invest in
things that would protect him on the downside. The best way to do this

was to lay out rules which, if followed, would reduce his chance of loss-

ave Dodd, Ben’s co-author, told how
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Benjamin Graham and Security Analysis: A Reminiscenice

ood example of this was the day I happened to be in his office at
- aham-Newman when he received a telephone call that they had
ought 50 percent of Government Employees Insurance Co. (now
EICO). He turned to me and said, «Walter, if this purchase doesn’t

- work out, we can always liquidate it and get our money back.”

The fact that GEICO worked out better than his wildest dreams
wasn’t what he was looking for. As the saying goes, a stock well bought
is half sold. 1 think Ben was an expert in that area.

Graham-Newman followed the precepts set down by Ben and the
fund prospered. Compared to today’s investment company, it was tiny.
Its total net assets on january 31, 1946, were $3,300,000.

Ben’s emphasis was on protecting his expectation of profit with
minimum risk. If one wants to get hold of Moody’s Investment Manu-
als for the 1947-1956 period, itis interesting to see Graham-Newman’s
holdings. Many of them were small, practically unknown companies
but they were cheap on the numbers. It is instructive to read their
annual report for the year ended January 1946. It states that their gen-

eral investment policies were twofold.

1. To purchase securities at prices less than their intrinsic value as
determined by careful analysis with particular emphasis on the
purchase of securities at less than their liquidating value.

2. To engage in arbitrage and hedging operations.

I helped Ben with the third edition of Security Analysis, published in

1951. In the appendix is an article on sp
appeared in The Analysts Journal in 1946. In the article, he had worked

out an algebraic formula for risk-reward results that could be applied
today, 37 years later.

In 1949, The Intelligent Investor was published. This was a book for
the layman but it focused on security analysis and gave prestige t0 the
field. Its fourth revised edition is still in print.

One day, | came across a very cheap stock based on its price at the
time, Lukens Steel. We bought some but expected to buy more.

At this point, Ben went out to lunch with a man who kept telling
Ben about one blue chip after another. At the end of the meal he asked
Ben if he liked anything and Ben said we were buying some Lukens Steel.

ecial situations that first -——-)



4 BENJAMIN GRAHAM AND SECURITY ANALYSIS
1 doubt if it took a day before the man went out and bought a great deal

of Lukens and pushed the stock out of our buying range. 1 had the
impression after Ben told me the story that he didn’t want to be rude
and hadn’t realized how important his comments Were.

He tried to keep things simple- He wrote that he didn’t believe secu-
rity analysts should use more than arithmetic and possibly 2 little alge-
bra for any investment decision.

Because Benwasa cultured, many-
much time on investments as did others in
ideas. In the late 1930s he became involved in promoting his ever-
d wrote abook on it called Storage and Stabil-

dities and metals would beused asa backing

sense and with cotton at six cents
low prices, it was an interesting

proposal. He never ha the Congress, although

Bernard Baruch, a friend of his, supported the idea and it could have

been a useful way to help the farmers and reduce the threat of inflation.
Of all the things that Ben accomplished in his lifetime, Security Analy-

sis was, to me, his greatest achievement.
Ben Graham was the leader in giving s

was a privilege to know him.
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“The sillier the market’s behavior,
the greater the opportunity for the business-like investor.
Follow Graham and you will profit from folly
rather than participate in it.”

—Warren E. Buffett

“[Graham)] is the genius who literally created
the framework for investment analysis that leads
to successful investing. Like that other genius Edison,

Graham created light where there was none.”

—Bill Ruane, Sequoia Fund

“It’s never the wrong time to invoke the name

of Benjamin Graham, value investor par excellence.”

—Money
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‘CRITERIA FOR LIQUIDATIONS WHERE MONEY
1S HELD BY COMPANY.

J

1.
V/,Z. Should be a few points spread between markef and estimated work-
out despite percentage gain.

Percent profit shouid be minimum 15+.20% per annum based
on estimate of time and payments to be made.

V/ 3. If in litigation - issue should be earning some money during
period or at least not losing&El.3ie-)'r‘’./M_MW_w
4. Prospect of loss on investment should appear remote. Use
Graham's formula on special situations.

5, 1Issue should be first in line for payment - not Jjunior security.

‘/ \‘**-~w~=ctfxp?euuwéﬁ)

COMMENT : Preferable to buy liquidations before initial payout
as most of money received back and low remaining cost
then increases percent return.

\/ WARNING: Lijuidations not as profitable as formerly due primarily
to competition of specialists in this field.

With the above criteria in mind I reviewed our present
holdings and it appeared based on our figures and reports. that
Wealdon Corporation still seems attractive. ) - T

We presently own $28,500 or 1500 shares in Graham-Newman
and $68,000 or 3596 shares in Newman & Grahamn.

OQur Average Present Estimated Annual
Cost Market Work-out Time % Profit
19 18 7/8 23 1 yr. 214 (ou 14 ¢4,

It would appear likely that a large payment estimated -
$15-$20 a share will be paid within a year. To satisfy ourselves
that the management is thinking along these lines, I would suggest
that Lawrence Kessel go to Baltimore and talk with J. B. Wharton,Jr.
the Treasurer, who is the active officer. 1If this appears inadvis-
able, then a telephone call to him is suggested.

If the additional information we secure is satisfactory,
I believe we should increase our holdings in Graham-Newman Corporation
to $50,000 and Newman & Graham to $100,000.

" Walter J. Schloss
May 16,1952.
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On common stocks March 10,1894
Walter & Edwin Schloss Associates, L. P.

: . 52 VANDERBILT AVENUE ¢« NEW Y .
Factors needed to- make money in the stock mar et ORI NY 10017

(z12) 370-1844

1. Pricé is the most important factor to use in relation to value.

2. Try to establish the value of the company;‘Remember that a share
of stock represents a part of a business and is not just a piece of pape

3, Use book value as a starting point to try and establish the value
of the enterprise. Be sure that debt does not equal 100% of the
equity. (Capital and surplus for the common stock).

4, Have patience. Stocks don't go up immediately.

5. Don't buy on tips or for a quick move. Let the professionals
do that, if they can. Don't sell on bad news. )

6. Don't be afraid to be a loner but be sure that you are correct in
your judgment. You can't be 100% certain but try to look for wmk
weaknesses in your thinking. Buy on a scale and sell on a scale up.

7. Have the courage of your convictions once you have made a decision. .

8. Have é philosophy of investment and try to follow it. The above
is a way that I've found successful.

9. Don't be in too much of a hurry to sell. If the stock reaches a price th
you thirk is a fair one, then you can sell but often because a stock
goes up say 50%, people say sell it and button up your profit. Before
selling try to reevaluate the company again and see where the stock
sells in relation fo its book value. Be aware of the level of the
stock market. Are yiflds low and P-E ratios high. If the stock
market historically high. Are people very optimistic ete?

10 When buying a stock, I find it helpful to buy near the low of the

. past few years. A stock may go as igh as 125 and then decline to 60
and you think it attractive. 3 years before the stock sold at 20
which shows that there is scme vulnerability in it.

11. Try to buy assets at a discount than to buy earnings. Earnings can
change dramatically in a short time. Usually assets change slowly.
One has to know much more about a company if one buys earnings.

12.Listen to suggestions frcm peole you respect. This doesn't mean you
have to accept them. Remember it's your money and generally it is
harder to keep money than to make it. Once you lose a lost of money
it is hard to make it back.

4%, ®ry not to let your emotions affect your judgment. Year and greed
. are probably the worst emotions to have in connection with the
purchase and sale of stocks.

14 . Hemember the work compounding. For example, if you can make 12% , year
and reinvest the moneyback,you will double your money in & yrs, taxes
excluded. femember the rule of 72.Your rate of return into 72 will tell
you the nunter of years to dcuble your money. ‘

15 PR91eT ateNS AR huRARLEs B0Rlg i L 1imit your gains and inflafion

WJS
- 16. Be careful of leverage. It can go against you.




FROM THE THOUGHT-
“ FUL BUSINESSMAN

From:

Walter J. Schloss, General Partner
Walter J. Schloss Associates

RE:

“Repurchase Stock to Revitalize

Equity,” by Charles D. Ellis, HBR

July-August 1965

1 have read Mr. Ellis’ article
carefully and am in agreement with
his objectives. I would like to com-
ment on one phase of this problem,
however. :

I can understand the reluctance
of management to repurchase its
stock at, say, $30 a share when
the company’s stock has a $10
book value. For example, assume
a company has 2,000,000 shares

of stock which havé a book value " ::

of $10 and earn $3 a share. To
repurchase 500,000 shares at $30
a share would cost the compa-
ny $15,000,000, and assuming it
could borrow some of the money
to finance the purchase, the 1.-
500,000 shares remaining would
have a book value of $3.33. Not a
very prepossessing figure, despite
the fact that earnings would now
approach $4 a share. It also as-
sumes good earnings for the fu-
ture, which are never guaranteed.

Assume, however, a company’s
stock has a $100 book value, sell-
ing at $45 and earning $3 a share,
with 2,000,000 shares outstand-
ing. If the company repurchased
1,000,000 shares at $50 a share,
the book value for the remaining
shares would increase to $150 a
share, and the earnings would in-
crease to close to $6 a share.

My point is that a large book
value would help the company re-
purchase its stock, since it would
give it a bigger base from which
to operate. It would also increase

book value for the remaining share-
holders, instead of decreasing it.

I cite the above example because
it is typical of what Crane Com-
pany has done. I think Ellis should
have discussed this phase in his
study. In fact, those companies
with large book values in relation
to market prices offer the stock-
holder the greatest rewards, and
this is the one area that I don't
think Ellis covered. )

FromMm:

Charles D. Ellis, Financial Analyst
Rockefeller Brothers, Inc.

RE:

“Repurchase Stock to Revitalize
Equity,” by Charles D. Ellis, HBR
July-August 1965, and the preced-
ing letter from Walter J. Schloss

Given the examples provided in

Mr. Schloss’s letter, I would agree
that a company whose shares are
selling below book value might find
share repurchasing highly appro-
priate, particularly when substan-
tial nonoperating liquid assets are
available. Many casualty insur-
ance companies and some closed-
end investment companies clearly
fall within Schloss’s observation.
In general, however, I believe that
an emphasis on book value is not
appropriate for decision making in
nonfinancial companies.
, First, book value is often mis
leading because historic acquisi-
tion costs ignore rising values of
long-lived assets and sizable ex-
penditures to maintain the effi-
ciency and the value of facilities.
Moreover, accelerated depreciation
is often deducted. Consequently,
book value is typically substantial-
ly understated. On the other hand,
trademarks, patents, management
capability, and consumer franchis-
es — all vital to corporate earn-
ing power and often worth far
more than capital goods — are ex-
cluded from book value.

Second, the mere presence of
substantial assets may be irrele-
vant to repurchasing if they are
(a) illiquid or (b) necessary for
continued operations. On the oth-
er hand, many companies. whose

shares sell far above book value
have substantial liquid assets and/
or unused debt capacity available
for repurchasing.

Third, while asset values are
surely of primary importance in
privately held firms, in publicly
held companies the investors exer-
cise no direct control over assets
(cannot sell them, etc.) and must,
therefore, concentrate on the prof-

its which are gencrated from them.

Finally, a corporation buying its
own shares is not buying an asset.
The company is making a single
present payment in exchange for
the termination of the stockholder's
“right” to participate in future
carnings of the enterprise. Conse:
quently, the relevant analysis of
repurchasing is not present assets,
but future earnings. ®

_ book value.

Reprinted from
Harvard Business Review

yovember-Lecember 1965

From:
Walter J. Schloss, General Partner
Walter ]J. Schloss Associates

RE:
“Repurchase Stock to Revitalize
Equity,” by Charles D. Ellis, HBR
July-August 1965, and the preced-
ing letters by Walter J. Schloss and
Charles D. Ellis

I am not convinced by Mr. Ellis’
arguments that book value is un-
important in the repurchase policy
of corporations except in the case
of the repurchase of insurance and
closed-end investment companies
at a discount. While I realize that
he places his emphasis on earn-
ings, it is also true that earnings
are much more likely to fluctuate
than are book values, and there-
fore estimating longer term earn-
ings than, say, the next year or so
can be subject to serious error.
For example:

If the management of Alpha Port-
land Cement had repurchased 800,
000 shares of its stock at $30 a share
in 1960 when it was earning $2.66 a
share, it could subsequently be criti-
cized for its policy when a few years
later earnings took a tumble due to
severe competition and the stock sold
down to $11 a share in 1965. To say
that the stock market erred in its esti-
mate of the future is really not an-
swering the question, because the ce-
ment industry has a brilliant future
ahead of it. In 1956 Alpha sold as
high as $47 with earnings of $3.45,
and in 1958 sold over $42 a share,
earning $3.06 the following year.

My point is that if the assets
are large enough, the stockholders
benefit by repurchases at discounts
from book value and that the pur-
chase of stocks above book value
in times of prosperity can be la-
ter criticized if earnings decline
through no fault of management
but simply because of vicissitudes
in the industry.

It is true that value should be
determined by what a company

can earn in the future, but the
fact that this is an objective should
not allow managements to ignore
The fact that book
values tend to be understated in
terms of today's pricea is another
reason to give some welght to large
book values in industrial compa-
nies. )



The Commercial and Financial Chronicle. .. Thursday, December 31, 1953

LETTER TO THE EDITOR:

In Defense of Stock Dividends

Walter Schloss, security analyst, commenting on recenf com-

munication from Dr. Neil Carothers, cites alleged advanfages

to stockholders of stock dividends over alternatives. Maintains

stock dividend is instrument of expansion by progressive

companies. States main purpose is to benefit shareholders
while conserving cash, and build up future profits.

Editor, Commercial and Financial
Chronicle:

It scems to me that Dr. Neil
Carothers in his letter to the edi-
tor, published in the “Chronicle”
of Dec. 10, regarding the evils of
stock dividends over-simplifies a
complicated situation. No one, I
believe, has said that paying cash
-dividends is worse than paying
stock dividends, although some-
times payment of large cash divi-
dends may jeopardize a corpora-
tion’s expansion program.

. The payment of stock dividends
is used when a corporation de-
cides that earnings have to be re-
tained for expansion purposes,
but that the stockholder should
get some tangibie eviaence tnart

,» tne directors are cognizant of his
ubeds.

The articles, I believe, that Dr.
Carothers is so incensed about
appeared in the Aug. 3 and 1@
issues of “Barron’s” by Benjamin
Graham. These articles pointed
out the advantages of paying
stock dividends rather than hav-
ing the company pay large cash
dividends which are taxable to
the stockholder and then have the
corporation turn around and issue
rights to buy additional shares
to these same stockholders (i.e.
American Tel. and Tel.), A stock
dividend program will also help
those investors in companies
which have been paying small
cash dividends and re-investing
the balance of the earnings with-
out giving the stockholder a fair
return on his investment (capital
and surplus).

There is no question, in my
opinion, that the company that
pays a small stock dividend annu-
ally in addition to a cash dividend
will sell at a higher price than
the same company that just pays
the cash dividend. In fact, it
seems to me, the more wide-
awake firms with a view to ex-
pand have paid stock dividends
while the more old-fashioned
firms have tended to ignore the
advantages of paying them.

Where a company pays a cash
dividend and a stock dividend as
well, which total is more than the
earnings of the company, there
is no question that this could Iead
to an inflated market price for
the shares. This explains the re-
cent action by the New York
Stock Exchange in regard to In-
ternational Business Machines.

Preferable to Unincreased Cash
Dividends

In Dr. Carothers letter he says
“the misconceptions I have in
mind boil down to three propo-
sitions.” I will quote each alleged
misconception and then try to an-
swer them,

“{A) Stock Dividends are a de-
sirable substitute for cash
dividends.”

Stock dividends are mot a de-
sirable substitute for cash divi-
dends, but they are better than
no increase in dividends. When
a corporation needs to expand

and therefore feels that it is better
to reduce its cash payout by re-
ducing its dividend from say $3.00
to $2.00 a share (i.e. Caterpillar
Tractor), it is better for the stock~
holders to get a stock dividend
as well rather than a reduction of
a cash dividend from $3.00 to $2.00
with no stock dividend. Market-
wise the stockholder is better off
than if the dividend was abruptly
reduced with no stock dividend
forthcoming.

“(B) Stock Dividends reduce in-
come tares for the stock-
holders.”

Stock dividends tend to reduce
income taxes by translating regu-
lar income to capital gains. Taxes
are paid on dividends received.
If the corporation is profitable

" and plans to build new plants on

which additional earnings are
¢reated, the' stockholder is better
off to take stock rather than get-
ting nothing while he waits. If
a corporation is already paying
something a stock dividend mod-
estly increases the former divi-
dend.

“(C) Stock Dividends are a de-
sirable instrument for con-
verting earnings into perma-~
nent capital.”

By converting earnings into
permanent capital you are making
the management earn money on
this reconverted capital. Obvi-
ously the larger the invested capi-
tal is the more money the cor-
poration should earn, and the
more the stockholders should re-
ceive when the expansion pro-
gram is completed. Note the re-
cent Preferred Stock Dividend
declared by Consolidated Cigar.

Misconception of Intent

Dr. Carothers implies in kis
article that those in favor of
stock dividends claim that they
are better than cash dividends.
For example, Carothers states,
“There is an attempt in the ar-
ticles in question to present a
stock dividend as a profitable ex-
change for a cut in dividends pro-
vided the stockholder sells his
stock dividend.”

This is not the intent of stock
dividends. - I believe that when a
company needs. its money for
proper- business purposes, it is
better for the company to pay and
for the stockholders to receive
some stock dividends.

Corporations have many prob=-
lems to meet. A large cash divi-
dend does not necessarily solve
these problems despite the fact
that some stockholders need the
immediate cash return.

The purpose it seems to me of
a stock dividend policy is to help
stockholders immediately. when
cash is not available for a larger
distribution and at the same time
give them and the corporation a
more profitable business in the

future.
WALTER J. SCHLOSS,
Security Analyst, Graham=-
Newman Corporation
441 Fast 20th St.,
New York 10, N. Y.
Dec. 28, 1953



vear”. “last year’, ‘‘percentage
change" and “percentage change af-
ter adjusting for inflation.” The last
column will save the stockholder the
tedious job of making his own calcu-
tations should he want to find out
what reaily happened.

— Ben Lansdale

Eugene, Oregon
/ Intrinsic Value Is
Key Factor -

I note in your Editor’s Comment in
your September/October issue, you
quote Sidney Cottle as saying:
“Security analysis is the discipline
of comparative selection.” Since
stocks are only under- or over-
priced with respect to each other, the
process of comparison is going to
identify over- and under-priced
stocks with roughly the same fre-
quency in good markets and bad.”
I'm not sure what you have said
above is what Mr. Cottle means but
I must say as a security analyst, !
take exception to this point of view,
I believe stocks should be

evaluated based on their intrinsic.

worth, NOT on whether they are
over: or under-priced in relationship
with each other. For example, at the
top of a bull market one can find

stocks that may be cheaper than .

others but they both may be selling
much above their intrinsic worth. If

onc were to recommend the pur-

chase of Company A because it was

COMPARATIVELY cheaper than

Company B, he may find that he will
sustain a tremendous loss. :

On the other hand, if a stock sells
at. say, one-third of its intrinsic
value based on sound security
analysis, one can buy it irrespective
of whether other stocks are over- or
under-priced.

Stocks are NOT over-priced or

under-priced compared to other
companies but compared 1o them-
szlves, The key to the purchase of an
undervalued stock is its price COM-

PARED to its intrinsic worth.
{Congratulations on printing Ben
Graham's article on “The Future of
Common Stocks.”" It was excellent!)
—Walter J. Schioss C.F.A.
Walter J. Schloss Associates
New York
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and Loews before Larry
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RBAY mine from Kennecott after Hennecott
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The Dow Jones lndustfial Average Amended

WALTER J. SCHLOSS

ECAUSE THE Dow JONES IS the most widely used
average, it carries more weight and prestige than it
should be entitled to on the basis of accuracy. As

Harry Comer has indicated the Standard & Poor’s index is
‘2 much more accurate one than the Dow Jones because the
price of each stock is multiplied by the number of shares
outstanding and a constant divisor is used. This takes care
of stock splits and stock dividends. Since the Dow Jones
Industrial Average is simply the addition of the prices of
30 different stocks, the divisor has to be changed every
time shares are split. Thus the divisor of 30 which was
used in 1928 has now been reduced to 6.16. This tech-
nique tends to distort the average, because a stock selling
at 150 has 10 times the weight of a stock selling at 15, re-
gardless of the size of the enterprise.

Table 1. Dow Jones Industrial Average with Suggested Change
December 31, 1951

Although the Standard & Poor’s average is used by a
great many security analysts and others as a truer method
of measuring market conditions, it is not so acceptable to
many in the financial community and others outside of -it.
My suggestion (which is the reason for this article) is
simply to have the Dow Jones adopt the principle of mul-
tiplying each stock by the number of shares outstanding
and of dividing through by a fixed divisor.

To adopt this new method of computation, a certain
time would have to be fixed for the change-over, and
henceforth this new method would be used. If necessary,
for, say, 6 months the new and old averages could both
be published to show that over a short period of time
there is relatively little difference between the two. Many
chartists and others could see that this new method would

Table 2. New Average 11 Months Later
Month End November 28, 1952

E

B (o} Shares F
Shares Total Outstanding, Total
A Outstanding, Market Value, D Latest Date, Market Value,

30 Dow Jones Stocks Market Price Thousands Millions 80 Dow Jones Stocks Market Price Thousands Millions
Allied Chemical & Dye 7514 8,856 668.6 Allied Chemical & Dye 76% 8,856 679.7
American Can 11334 2474 2814 American Can 341 10,886 375.6
American Smelting 4754 5,260 250.5 American Smelting 41 5,260 215.7
Am. Tel. & Tel. 156%4 32,832 5,130.0 Am. Tel. & Tel. 16014 34,406 - 55136
Am. Tobacco 62Y; 5378 334.8 Am. Tobacco 6434 6,454 417.9
Bethlehem Steel 5114 9,583 493.5 Bethlehem Steel 53 9,583 507.9
Chrysler Corp. .70 8,702 609.1 Chrysler Corp. 8334 8,702 728.8
Corn Products 70v% 2,652 187.0 Corn Products 71 2,652 188.3
Du Pont 92 45,141 4,153.0 Du Pont 9534 45,290 4,319.8
Eastman Kodak 46 16,537 760.7 Eastman Kodak 4454 16,532 737.7
Genl. Electric 5914 28,846 1,716.3 Genl. Electric 7074 28,846 2,026.4
Genl. Foods 4474 5,575 250.2 Genl. Foods 5234 5,569 201.7
Genl. Motors 52 87,453 4,547.6 Genl. Motors 6414 87,291 5,608.4
Goodyear 44 4,131 181.8 Goodyear 49 4,145 203.1
Intl. Harvester . 35 13,131 459.6 Intl. Harvester 33 13,132 4334
" Intl. Nickel 4214 14,578 615.9 Intl. Nickel 4314 14,578 630.5
Johns-Manville 68 3,162 215.0 Johns-Manville 73% 3,166 231.9
Loéws 1714 5,143 88.7 Loews 1254 5,143 64.9
Natl. Distillers - 34y 8,489 289.6 Natl. Distillers 2214 8,500 189.1
Natl. Steel 53% 7,362 C 3911 Natl. Steel 4814 7,348 356.4
Proctor & Gamble 66%4 9,615 639.4 Proctor & Gamble 6814 9,615 658.6
Sears Roebuck 56 23,647 1,324.2 ‘Sears Roebuck 5954 23,647 1,410.0
Std. Oil of Calif. 507%% 28,673 1,458.7 Std. Oil of Calif. 5634 28,673 1,616.4
Std. Oil of N. J. 75% - 60,571 4,588.3 Std. Oil of N. J. 75% 60.571 4,588.3
Texas Co. 56%% 27,521 1,544.6 Texas Co. 5614 27492 1,543.0
Union Carbide 6354 28,806 1,832.8 Union Carbide 68% - 28,806 1,984.0
United Aircraft 3154 3,186 100.8  United Aircraft 36%5 3,192 116.5
U. S. Steel 39% 26,110 1,041.1 U. S. Steel 41y 26,110 1,077.0
Westinghouse Electric 397% 15,458 616.4 Westinghouse Electric 46Y4 15,664 724.5
Woolworth 4234 9,704 411.2 Woolworth - 4434 9,704 430.6
Total 1,758.12 35,181.9 Total 1,747.38 37,869.7
Divisor 6.53 130.7 Divisor 6.16 130.7

Dow Jones industrial » s Dow Jones industrial -

average 269.2 269.2 average 283.7 New average 289.7

Difference
*2.1%




result in little relative change except over a much longer
period of time.

In Table 1, I have assumed that the Dow Jones peo-
ple decided to change over as of December 31, 1951. As
of that date each stock is multiplied by the number of
shares outstanding according to the latest published re-
ports. Since the Dow Jones closed on December 31, 1951,
at 269.2, it is obvious that the new average would have to
start at the same place. This can be easily done by divid-
ing the total market value of all the stocks by 269.2. The
quotient would be the new divisor which would remain
constant unless a stock in the average were removed.

In this way over the years the Dow Jones average would
reflect stock splits. Therefore, not the highest-priced stocks
but rather the total market value of each of the common
stocks involved would determine their weights. Although
the tremendous differences that have resulted since 1929
between the Standard & Poor’s and Dow Jones averages
would not be eliminated, the important fact to bear in
mind is that the Dow average would be much more ac-
curate in the future than in the past. One further fact
should be kept in mind. The Dow Jones average includes
most of the largest industrial corporations in the United
States. If at some future time these large corporations
do not act market-wise in the same way as many lesser cor-
porations, then the Dow Jones may be misleading. For
now, however, its general popularity can be accepted and
used as a guide, provided it is changed along the lines sug-
gested.

"If the Dow Jones method of computation is not changed
to reflect the outstanding shares, then it is probable that

the Standard & Poor’s index will gradually be accepted by
more and more of the financial fraternity as well as by
others. When the divisor gets down to 3 or 4, a flood of
articles pointing this out will appear, if not sooner, and
after these criticisms it is to be expected that there will be
a gradual shift to a more accurate barometer.

On the assumption that the Dow Jones people decided
that December 31, 1951, was a good time to change their
average, Table 1 shows the old method and alongside of
it the new method which simply multiplies the number
of shares of stock by the market price. As we know that
the Dow Jones closed at 269.2 on December 31, we sim-
ply total up column C and divide by 269.2 to get the new
divisor which is 130.7.

In Table 1, we selected November 28, 1952, as the date
to use. This was purely arbitrary; it happened to be the
last month end before the writing of the article, and it
provided a convenient period of time to illustrate the dif-
ference between the old average and the new one.

In column F of Table 2; one sees the total market value
of the 30 stocks divided by 130.7. The net result is 289.7.
As the old Dow Jones average was 283.7, the difference in
the 11-month figures is 2.1%.

Though it is undoubtedly true that the new average
would take shghtly longer to compute, with a good cal-
culating machine it should be only a matter of minutes to
compute the hourly resuls.

If the financial community were to demand action now
along the lines suggested, an average that dates back over
half a century would become a more useful instrument
of measurement, meeting today’s needs.
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THE HIPPOCRATIC M+«THOD IN SECURITY ANALYSIS
by Cogitator (Analysts Journal 2nd quarter 19L6)

That excellent compendium of reflective thinking known as The Practical
Cogitator-from which our own pseudonym may have been filched - contalins an
interesting account by L.J.Henderson of the method of Hippocrates, "the most
flamous of physicians." This procedure isdescribed as follows:

"The first element of that method is hard, persistent, intelligent,
responsible, unremitting labor in the sick-room, not in the librarys the complete
adaptation of the doctor to his task, an adaptation that is far from being
merely intellectual. The second element of that method is accurate observation
of things and events; selection, guided by judgment borﬁQf familiarity and
experience, of the salient and the recurrent phenomena, and their classification
and methodical exploitation, The third element of that method is the judicious
construction of a theory ~ not a philosophical theory, nor a gxamm grand
effort’ of the imagination, nor a quasi-religiousy dogma, but a modest pedestrian
affair, or perhaps I had better say, a useful walking-stick to help on the
way - and the use thereof."

, Henderson goes on to suggest that this procedure, so successful in the
study of sickness, may well be employed in studying " the other experiences
of everyday life." That phrase would scarcely suggest our special line of
endeavor; yet the temptation to dﬁgw parallels between security analysis and
medicine is almost irresistible, Both medicine and security analysis partake
of the mixed nature of an art and a science; in both the oubtcome is strongly
influenced by unknown and unpredictable factors; in both we may find - in
Henderson's phrase — "the concealment of ignorance, probably more or less
unconsciously, with a show of knowledge."

If we give our imagination a little rein we can develop systematic analoges
between the work of the physician and that of the analyst We can set off the
glient, with his cash resources and his security holdings, good and bad, against
the patient with his constitution and his physical vigors or ailments  This
suggests that the typical doctor who ministers only to the sick is fulfilling
but a part of his function, as would a security analyst who was consulted
only when investments went wrong. The full duty of the physician as of the
analyst, should be to assist the patient-client to make the most effective
use of all his resources - in one case physical, in the other financial.

Another analogy, more forced yet perhaps more useful, may be drawn between
the individual patient and the individual security. Suppose doctors were asked
by insurance companies to tell at what rate they should insure given applicants
against sickness and death. This would involve an appraisal of each applicant's
health factors in quantitative terms, perhaps ¢s a per cent of "par." Is not
this at bottom what the security analyst does, or should do, with respect to
the stock or bond issues he examines? He must judge whether they are good
risks at going prices; or conversely, name the price at which they would be
good risks. Both the physician and the analyst must consider a host of factors
in arriving at tle se judgments; they must expect unforeseeable events to play
hob with some of them; they must rely on sound methods, ex perience and the law
of averages to vindicate their work.

We have pursued our analogies farther than is prudent, in order to gain
a better hearing from security analysts for the Hihppocratic method. The first
element listed at the outset = "unremitting labor in the sick-rrom" - we shall
concede is followed by our responsible analysts. We do work hard and persistentlys;
we_do gaiﬁgur knowledge of securities at first hand - in the board rogm, if not in

the sick room,
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Tt is the second and third steps that invite our self-critical attention. To
what extent do we address ourselves to the nelassification and methodical exploitak ion,. .
of the salient and recurrent phenomena™? Of this we have as yet only the rudiments.
Very little effort has been made to ®nstruct systematic inductive studies of
our experience with various types of securities, or security situations, The
experience we draw upon in forming our judgments in largely a m tter of rule-of-
thumb, of vagues impressions or evenprejudices, ratler than the resultant of many
pecorded and carefully studied case histories,

What warrant have we for our views on questions such as the following:

Do higher yielding bonds or stockéyhOW‘better over-all results than low ylelders?
Are (statistically shovm) upward earnings trends reliable enough to warrant the
payment of substantial price premiums? Are the mathematical odds in favor of

low priced stocks (in normal markets) sufficient to warrant giving preference to
this group? Can the near term earnings outlook be used soundly as a primary
basis for common stock selection? and countless others. “

It is amazing to reflect how little systematic knowledge Wall Street his to
draw upon as regards the historical behaviou of securities with defined characteristics.
We do, of course, have charts showing the long term price movements of stock
groups’ and of individual stocks, But there is no ready classification here except
by type of business. (An exception is Barron's index of low priced stocks), Where
is the continuous, evergrowing body of knowledgd and technique hsnded down by the
analysts of the gaw past to those d the present and the future? When we contrast
the annals of medicine with those of finance, the paucity of our recorded and
digested experience become a reproach,

: There are explanations and answers in rebuttal. Security analysis is a
fledding science; give it ( and the Anglysts Journal) time to spread its wings.
Contrariwise, many of us believe, perhaps ungonsciously rather than consciously,
that there is not enough permanence in the behavior of security patterns to
justify a laborious acourmilation of case histories., If physicians and rescarch
men keep oninvestigating cgncer, they will prabably end by understanding and
controlling it - because the nature of cancer does not change during the years
it is being studied. But the factors underyying security values and the price
behavior of given typs of securities do suffer alteration through the years.

By the time we have completed the cumbersome processes of inductive study, by the
time our tentative conclusions have been chécked and counterchecked through a
succession of market cycles, the chances are that new economic factors will have
supervened - and thus our hard won technique becomes obsolete before it is ever used.

That is what we may think; but how do we know whether, or to what extent, it
is s0? We lack the codified experience which will tell us whether codified =
experience is valuable or valueless. In the years to come we ~réRnlysts must
go to school to the older established disciplines. We must study their ways of
amassing -nd scrutinizing facts and from this study develop methods of .research
suited to the peculiarities of our own ® field of work, . :

The final element of the Hippocratic method is "the judicious construction
of a theory." In our initial quotation, Henderson emphasiges the modest nabure
of any such theory based on medical observation., It is to be M"only a useful
wglking-stick to help on the way." , v

V So, too, in security analysis, we need theories which stem from experience
and close observation, but which are appropriately limited in their scope and
modest in their pretensions, e must steer a middle course between starry eyed
doctrinairism on the one hand and vacillating opportunism on the other. It is

precisely this judicious admixture of the theoregtical and the practical
approach which characterizes the truly successful security analyst- and the
outstanding physician,
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"Why We Invest the Way We Do"

(Lecture delivered Dy Walter J. Schloss on May 16th, 1996
at the Behavioral Economics Forum at the Harvard Faculty
Club in Cambridge, Mass.,)

A friend of mine who is a therapist at a mental facility
in the New York area, asked me ac a favor if I would give a
lecture at his facility. He said that there were many intelligent
patients there who had emotional problems, but he thought my
speech would be helpful to them, I agreed to go, and after being
introduced to the audience, I started to talk about investments,
After a time, a big fellow in the front row got up and shouted
"Shut up, you idiot and sit down". I turned to the therapist and
asked him what I should do. My friend sald, "The therapy is work-
ing, that's the first intelligent thing that fellow has said in
months!",

I was reminded of this, because back in 1973, Forbves Magazine
wrote an article about me modestly entitled, "Making Money QOut of
Junk", I hope that this lecture will mederately improve my stand-
ing in the investment community. In any case, I'm approaching this
meeting on behavioral economics with some trepidation. I don't
think investing is a science. I rather look at it as rart art and
part science with some boundaries. My son, Edwin, and I don't
consider our approach a behavioral science, it's just bargain
hunting and since a number of value investors have gotten into
the field, it has become harder to find bargains.

We want to buy value. We buy a lot of securities. We know a

lot of people who don't like our kind of diversification, but we
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can't help that. IT you were running a departnent %tcre, you would
1ike the buyers you employ to purchase suits or dresses, etc. that
are good value for the customer. My dauyghter thought it would be
nice to go to Saks Fifth Avenue in New York and bgy my wife a
dress for $640, plus tax that wasn't on sale, My(wife, being a
Depression baby like me was horrified at the price and brought it
back.

We are bargain hunters in the stock market instead of the
retail trade or similar areas. As Ben Graham said, we buy stocks
like groceries not like perfume, or as they say, "a stock well
bought ig half sold”., One reason why we don't disclose ocur hold-
ings is that we don't want competition. If the stock goes lower,
which i1s quite possible, we'll want to buy more.

We don't want to lose money, although, we do from time to time.
We have found that if we are somewhat contrarian, we seem to do
better than if we purchased companies that are doing well tcday.
When we buy depressed stocks, we seem to reduce our stress, Some
people seem to thrive on stress, but we feel in the long run it is
bad for them., I note that Peter Lynch of Fidelity Magellan Fund
did brilliantly, but after 10 years or so, he retired because it
became too difficult to keep up the pace. I‘ve been managing our
fund for 40 years and Edwin has been with me for 23 years, and we
aren't stressed ocut yet and we hope we never will be.

We do it our way for several reasons: it fits our personality;
it avoids stress, and for me, I remember the Depression of the 1930s
very clearly and how it affected our family. People who have been

laid off in recent years won't forget what has happened to them and
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their families, and it will affect how they or their children will
act in the future. As they say, if the other fellow is laid off
it's a Recession, but if you are laid off it's a Depression. I
never want this to happen to my family, and so EQWin and I look
for ways to protect us on the downside and, if we are lucky,
something good may happen. We are basically passive investors.
We expect corporations to treat us fairly, which, unfortunately,
doesn't always happen. Since Edwin and I work tegether, we, obvi-
ously, have similar points of view, but Edwin is more aggressive in
searching out for new investment opportunities, although, he tries
to stay within our parameters.
When we buy into a company that has problems, we find it
difficult talking to management as they tend to be optimistic.
Very rarely will an officer say, "We are doing badly, the outlook
is poor and we are very pessimistic about our future”, We aren't
too good, generally, in interpreting what managements say, agsumning
we get to top management rather than stockholder relations pecple,
There is a saying that the less risk you take the better vou
sleep. Someone may say, "Why not buy short term treasuries?".
There is no risk, but little gain. If we are managing other people's
money, we have to take some risk, We have another problem managing
other people’'s money, although, we have a good chunk of our own
included in our fund. Every year we pay out our realized gains, most
of it 1in long term capital gains, as our average holding period is
L years not forever, the way some funds operate. Since many of our

limited partners want to reinvest, it doesn't seem right that they buy
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into a fund with large unrealized gains. In additiocn, some of the
partners can use the income but are reluctant to sell part of their
holdings if we have no distributions. This way we Jjust give them a
good return.

We want to buy cheap stocks based on a small premium over
book wvalue, usually a depressed market price, a record that goes
back at least 20 years, even though,the company may be somewha®
different then than now, and one that doesn's nave much debt, We
don't like a lot of debt and we don't think most value investors
care for 1t either. Price is the key factor in the purchase of a
stock compared to what we think the company is worth.

A few months ago, I was down in Jamaica and I started talking
to a lady from Atlanta. I menticned Coca Cola and she said that
her grandmother had a little coffee shop there during the Depression.
She sold the shop and took the money and invested it in Coke. She
gaid that her father owned the stock teday, never sold any and that
it was worth milliong., The punch line is that she told me that they
are hanging onto Ccke because it's going to be worth $600. a share
adjusted for future splits., She made this statement before the recent
2 for 1 stock split this year., It's kind of hard for me to imagine
that Coxe will be selling for 3800 billion dollars, but then marny
years ago I didn't think the Dow-Jones Industrials would sell for
over 5600 in my lifetime,

We are not handling large sums of money and, therefore, we
don't have the pressure that the big money managers have. We try
to do what is comfortable for us so that we don't develop ulcers.

It is important to know what you like and what you are good at and
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not worry that someone else can do better, If you are honest,
hardworking, reasonably intelligent and have good commen sensge,
you can do well in the investment field as long as you are not
too greedy and don't get too emotional when thiﬁgs g0 against
you.

We want to continue to do what we have been doing over the
years, When Howard Browne, Chris Browne's father at Tweedy, Browne
let me have a desk in his office, he never thought I'd still be
there 40 years later, Chris, I'd like to hang arcund for a while
longer as its brought me luck and good fortune. Maybe that's part

of behavioral economics,



