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Will Market Grow to Sky?
—Some Problems Ahead

By Benjomin Graham,* Vice-Presideiit, Government Employees

Insurance Co., Visiting Professor of Finunce, U.C.L. 4., Los -

Angeles; Author, “The Intelligent Investor” “Security Analysis” .
: (with D. L. Dodd)

Doubting fhe widely assumed comimr_!.';-!ion of the markel's past
12-year rise, interrupted only by three 2095 setbacks, Mr. Graham
now expects a pattern of wide “pendulun: swings,” Giting the “human
nature element” in the stock market, he: maintains the proportion of
unintefligent speculation will increase further as the market ad-
vances, setting the stage for drastic losses. Notes disparity hetween
market's recent astion and economic fz’tors. Supgests tax-gxempt
bonds for wealthy irvestors.

My study of history will not lead
me to make any definite forecasts
involving numbers and dates. That
may be a disappointment to some,
but it certain-
ly is a great
relief to me.
The applica-
bility of his-
tory almost
always ap-
pears after
the event.
When it is all
over, we can
quote chapter
and verse to
d e m ¢ nstrate
why what
happened was
bound {o hap- . Benjamin Graham

pen because it had happened be-
fore. This is not really very help-
ful. The Danish philosopher,
Kirkegaard, made the statement
that life can only be judged back-
wards, but it must be lived for-
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ward, That certainly is true with
respect to our experiences in the
stocl market,

Yet, I 'think that a knowledge
of hrstory — general history, fi-
nane.al history, stock market his-
tory-—will be found useful for a
broat perspective in planning

| one’s course, even though it may

create uncertainty and humility
rather than cocksureness with re-
spect to the immediate future. In
any ¢ase, to start with a historical
gesture of a sort, I shall refer to
my previous address delivered be-

R i fore .a New School zudience al-
: mo_st‘:; exactly six years ago, in a -
-series entifled “New Horizons in

Busiﬁeas,” and to which my own
contdibution was entitled “New
HoriZons . in Investment.”

It :I\‘i chastening to consult one’s”

formir errors in preparation for
committing new ones. S6 let me .
cite two paragraphs only. from
that April 1955 talk. One of them
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is a summary of what I said, and
the other is the only piece of spe-
cific advice which I gave to ihe
audience,

The summary is as follows:

“PTo sum  up, barring atomic
warfare, I see a generally favor-
able future for long-term invest-
ments, particularly invegiments in
common stocks, which is now
about the only interesting part of
the whole field. My one unfavor-
able prognosis is that we shall
continue to have a bull and bear
market in the future as in the past
and that for every 10% of over-
valuation in the bull market, we
are still likely as before to see a
corresponding 10% of undervalu-
ation in the succeeding decline.

“I prediet a gradual but decisive
change in corporate practices and
investment policies to adapl both
of them fo the realities of our tax
structure. 1 foresee also an im-
portant movement in the direction
of a mare effective check by
stockholders on the stewardship
of corporate management.”

Let me add to that my other
paragraph containing investment
advices, as follows: :

“I de not believe that the field
of growth stocks, atiractive ss it
is, Is practical for the average
investor to operate in confinu-
ously over the years. However,
a separate case may be made for
a concentration on public utility
common stocks by the average
run-of-the-miil investor. It might
be said that this group occupies a
special position, It gives almost a
guarantee of adeguate stahility
with a satisfactory rate of growth,
The rate of growth will probably
not be as large as that which
might be experienced in indug-
trial issues, if the selection is
especially good' or perhaps only
average. But the stability factor
will probably be greater. .One
could easily justily a determina-
tion fo concenirate one’s equity
proportion of the portfolio m the
public utility field under présent
market conditions.” '

That was said in April 1955,
’ 2

My Errors

Now, most of the things that I
talked about six years ago have
not come to pass. We have not
had a full-scale bull-and-bear-
market seguence similar to older
experience, but rather a persistent
advance punctuated only by three
declines each on the order of
some 20%.

The adaptation of corporate div-
idends and investment policies to
our modern tax structure is tak-
ing place very slowly. The effec-
tive check by stockholders on the
stewardship of corporate manage~
ment is also developing quite de-
liberately and in a roundabout
way, chiefly through purchases of
controlling stock by new interests.

My warning against continuous
operation in the field of growth
stocks by the average investor
may or may not be judged to
have been a usgeful one, in the
light of the widely varying expe-
rience of amateurs in this area of
investment, But I am rather proud
of my one piece of conerete and
pogitive advice given in 1855,
which favored conceniration of
common stoek purchases in the
public utility field. Since then the
net rige in the utility averages has
veen fuily as great as that in the
industrials. (Of course, I checked
on this before referring to the
subject.) And they have had no
intervening market decline of any
importance.

Today's “Agenda”

In my paper of today I want
to cover four matters: (1} The
causes of the market’s great ad-
vance gince 1949; (2) a closer look
at some of these causal develop-
ments; (3) my opinion as to the
general character of the stock
market of the fuiure, and (4) a
concrete suggestion for invest-
ment policies under present con-
ditions.

A number of reasons can be
adduced to explain the great rise
of the stock market from a low
of 161 for the Dow-Jones Ind.
average in 1959 to a high of 685
at the heginning of 1960, which is
almost the current figure. Jn

terms of Standard & Poor’s 500-
stock composite average, the rise
was from 13.55 in 1949 to a recent
new high of over 64, Interestingly
enough, that advance was larger
than the one in the more-popular
Dow - Jones Industrial average
during the same period.

Now, one simple explanation of
the rise may be based ¢n the pen-

© dulum-swing concept. For a pe-

riod of nearly nine years, from
October 1946 to March 1955, the
Stock Market had held continu-
ously below its normal value as
judged even by old investment
standards. One of these is my own
“Central Value"” calculation, which
is based upon an average of ten
yvears earnings divided by twice
the current interest rate on high-
grade bonds. The same thing was
true of the valuations reached by
several other methods. They all,
incidentally, gave a figure of
somewhere around 400 early in
1855, which was equivalent to the
stock market level at the time.
Prior thereto stock market prices
for many years had bheen below
the wvalues caleulated by these
now rather old-fashioned methods.

This period of nine years—
1846-1955——was no doubt an ali-
time record for continued stock
market restraint, Conceivably we
are in the midgt of .stock market
over-valuation which is not nearly
nine years old as yet. But let
me add with emphasis that only
a very rash person would take

. this simple caleulation of dates as

a reliable clue to the duration of
the present bull market,

Bases of the Rise

More seriously, the market rise
hag been based on an increase in
the earnings and dividends of
comraon  stocks generally. As
everyone knows, that increase has
been much less than the accom-
panying advance in stock prices.
The disproportionate rise, in turn,
has engendered a great growth of
confidence in the future of com-~
mon stocks, most significantly on
the part of institutional investors
—such as pension funds, universi-
fies and others. ’

Common stocks are expected {o
inerease their earnings at least as
rapidly as in former decades.
Furthermore, these earnings are
expected to have smaller downe
ward fluctuations, — i.e,, more
stability—because of the govern-
ment's new duly to prevent or
cure depressions, Share earnings
are expecied to be increased as
in the past by more or less con-
finuous inflation. This inflation
consciousness acts as a double in-

-cenfive to common stock buying,

since it not only makes them ap-
pear more atiractive foi the
future but also makes cash and
bond holdings appear unattractive
alternntives.

That these developments and
new attitudes have justified a
substantial advance in the stoek
market is beyond question. But
the careful investor cannot let it
go at that. He must ask: “How
muci of a rise is justified by these
considerations? Could the mar-
ket’s response to them be exces-
sive, either presently or at some
future date? How can I determine
whether and when such an exces-
sive, price level has been reached,
and: how could I make sure
neithz:s to over-stay a dangerous
bull; market nor to get out much
too soon?”

These are more than $64,000
questions. And I don't pretend to
know the answer to them. In my
observation there are two kinds
of stock market experts, whom
[ eall Grade A and Grade B. The
Grade A expert knows all the
right guestions. I have always
considered myself strictly a Grade
B expert.

However, it might assist those
endeavoring to formulate answerg
to thase questions for themselves
if I considered in a little more
detail some of the factors pre-
vicusly enumerated on which the
bull market has been founded.

First let’s foeck at the business
expansion which has
sinee 1849, gave the last decade
ifs- Wall Street sobriguet of the
“Fabulous PFifties,” and also led
to the advance description of the
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present decade as the “Soparing
Sixties.”

Herodotus on the “Searing Sixties”

When I first read these confi-
dent references to the “Soaring
Sixties” toward the end of 1859,
I was forcibly reminded of a
famous iale told by Herodotus in
that earliest of histories. It was
about King Croesus, the richest
man in the world. He engaged
unwisely in a war, lost if, #nd
was about to be burned to death
on the funeral pyre by his con-
queror. On the pyre he recalled a
stotement made to -him long he~
fore by Solon, a very wise Greek,
who zaid that “no man’s - life
should be counted happy until it
was over.)! And it seemed to me
that perhaps it would be more
advisable 1o delay the appellation
for a decade until it is over. In
any event, wait until it is well on
its way, before’ you characterize
it. :

The Economic Record

Strangely enough, the economic
expansion of the fifties shows up
statistically as nothing to hoast
about. In constant dollars it was
next to the lowest of the . six
decades of this century, but ap-
proximately the same as wo
others. 1t was much less than the
expansion of Gross National
Product in the forties, The figure
was a B6% increase in constant
dollars in the forfies and only
32% in the 1950°s (See accom-
panying Table). ‘

In deference to Dr. Julius Hirsch
1 would like to say that the figures
for GNP are open to some ques-
tion as all global figures are. It

is quite possible that certain im-
portant items are omitted in each
decade and that they would have
a differential effect if they were
put back into them. It is possible
that the increase in the 1950's was
larger than the figures indicate.
I don’t think, however, that it was
large enough to change the com-
plexion of the economic history of
that decade as compared with
previous decades, On the whole,
it would seem that the decade's
rate of growth in constant terms
was more or less an average kind
of performance and nothing fabu-
lous. .
Now, of course, we must next
allow for the effect of the price
inflation. There we find that the
rise in Gross National Product is
reported as 87%, which is cer-~
tainly an impressive figure. How-
ever, in the preceding ten years
the rise was 182%. That was a
period in which the stock market
had only a small advance. Be-
tween 1910 and 1919, the rise was
1629, Between 1899 and 1809 the
rise in Gross National Product
was 82%-just about what it was
in the 1950°s. We had two smaller

129, in the 1930°s, produced by
the fall of the price level.

However, when we look at the
229, rise in GNP in the 1920°s and
of 87% in the 19507s, it is rather
curious 1o observe that both the
great bull market of our financial
history have occurred in decades
in which the actual economic ex-
pansion was a little below aver-
age, and in which the expansion
in dollars was really no better
thaa average.

Increases in Certain Economic Indices at Ten-Year Intervals

1899 « 1959 -

h GNP GNP Common-Stock Common-Stoek

. (Constant 8) {Current %) farnings per Bh.*  Prices per 8h.*

1899-1909. .. __ +57% o B2% + 13% -+ 52%

1808-1919.____ +37 4163 + 21 wee 10
1919-1929_ _ .. +34 o2y 4 57 4170
1929-1939____. + 4 12 — 38 — 43
1936-16849. .- <456 4182 4186 - 34
1949-1989___.. - +32 -+ 87 ol 42 +270

*Cowles Commissien figures I1BS9-1929
Index flpgures 1529-195%.

. Standard Poor's 500--Stock Composite
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periods of rise, one of only 22%
in the 1920's and a decline of
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Share Earnings Unimpressive
The figures on common-stock

earnings, whichk are more im~

portant than the gross national
product to the investor, are even
less impressive. The earnings of
Standard & Poor’s 500 stocks, as
comprehensive an index as we
have, increased only 42% from
1949 to 1959. That was less than
half of the increase in GNP. The
Dow-Jones Industrial figures are
a little better, but the difference
is not really worth discussing.
The contrast with the 1540’s is
especially striking here. In the
1940's, earnings per share on the
larger average increased by 186%,
or practically tripled, but prices
rose only by a third. In the 1950's
earnings rose by sbout 50%, quite
a modest figure, but the market
level advanced by 270%. In other
words, it went up to nearly four
times its 1949 average, Thus, the
relationship between price change
and earnings change was just
about reversed between the 1540°s
and the 1950’s.

So far in the 1960°s both the
general economic picture and the
corporate earnings picture have
been peorer than at the end of
the 1950’s. The strength of the
stock market in these current
months is to me very reminiscent
of the stock market behavior of
1948, because it is exactly the
opposite. In those days I recall,
I think fairly accurately, a re-
mark to the effect thai the stock
market in ihe late months of 1549
resembled the Island of Laputa
in Gulliver’s Travels by Swift.
This was an island located some-
wherzs up in the sky, and what
happened there was compietely
independent of anything that oc-
curred on earth. .

Now we have the sgituation in
which for a period of more than
& year we have had relatively dis-
appointing developmenis in the
economic sphere and in earnings,
on common stocks; but the stock
market has acted entirely on its
own in response -to elements
which I am inclined to term basic-
ally speculative. This has caused
a price behavior guite the oppo-

site of what one might have ex-
pected,

The Inflation Impact

Since past and prospective in-
flation plays a dominanf role in
the thinking of investors, it is
worth looking at the figures in
this area for a moment, In the
past nine years, since the Korean
War, the Consumers Price Index
(cost of living) has advanced
ahout 12%, an inflation of a fruly
creeping sort. By conirast, in the
two vears 1947-1948, which was
definitely a bear-market period,
the price level advanced 23%—
about twice as much as it did in
the past nine years. Inflation has
been with us most of the time
during the century and generally
at a more rapid rate than in re-
cent yvears., Iis influence on the
stock market in the past has been
most erratic. When invesiorg were
bullish, they were inflation con-
scions; and when they lost their
enthusiasm  for stocks, they
seemed fo lose their sensitiveness
to inflation,

Government Support

Now, to go to another subject,
there appears to be solid merit in
the argument and conviction that
the economic climate has had a
major change for the beiter be-
cause of the enlarged role of the
government in countering depres-
sions. I believe that this has added
te the underlying stability of the
common stocks, has made them
more suitable for general invest- -
ment than they formerly were,
and justifies a higher value than
heretofore for a dellar of current
or expected earnings.

However, it may be worth re-
calling that the business commu-
nity was almost solidly opposed to
that new government policy as
embodied in the Employment Act
of 1946, Here I am going to in-
dulge in a litile bit of vanity. T
like to call to mind that as a
member of the New York State
Chamber of Commerce 15 years
ago I was the only one who spoke .
out against the Chamber resolu-
tion: roundly condemning the 1946




act, and one of the very few who | process of the investors angi_af-
voted “No” on this resolution of | fect in some way their decisions

. apprehension,

condemnation. as to their common stock port-

1 refer to this incident to indi-
cate what a remarkable change
has come over investor’s atitudes
affecting stock valuation and
stock prices. The increased valua-
tion of commen stocks can bhe
fraced in good part to three con-
siderations now considered as
very favorable and bullish, but
which not so long ago would have
#illed an investor’s heart with

The first, already mentioned, is
the increased government inter-
vention in the economic picture,
generically known as New Deal-
Tem and quite unpopular with
businessmen in the past.

The second is the entrenched
power of labor unions, which is
expected to lead to successful de-
mands for ever larger wages. In
turn these are expected to push
up the price level continuously,
thus increasing the value of com-
mon stocks. To say the least, that
is a novel investor reaction to the
increased power of labor.

The Russian Challenge

Finally, we have the belief that
the economy must expand at a
faster rate than formerly to meat
the challenge of Russian progress
and Russian arms. Along with this
is considerable reliance on gov-
ernment defense spending to
stimulate business generally and
especially to increase the profits
of the electronic and other tech-
nological enterprises which play
go prominent a part in the growth
stock field. On the surface this
reasoning appears justified. But
as soon as one considers how
closely connected are these eco-
nomic considerations with the
threat of an annihilating war,
one can only marvel at the com-
plete disappearance of the cele-
brated timidity of investors in the
face of harrowing international
uncertainties. :

It seems to me that sobering
considerations .of the kind dis-

folio. How important these con-
siderations are, to what extent
they are offset by countervailing
arguments, must be left for the
individual to figure out for him-
self.

Future Stock Markets
The next part of this discussion

relates to the general character of
future stock markets. The almost
universally accepted optimism on
this score at present is predicated

on the following beliefs: First, the
stock market will value earnings
and dividends more liberaily in
the future than it did before 1950.
Second, the “normal or central
value of shares as a whole will
advance at an attractive rate—
say at least 5% per annum-~-to
reflect corresponding expansion,
of the economy plus infiation.
Third, just as business will not
be subject to the great depres-
gions of the past because of the
government’s commitment against
them, so the stock market of the
future will not have the recurring
large declines on the order of
40% to as high as 909 which
were its essential characterigtics
for at least 70 years, covered by
the Cowles Commisison’s Common
Stock Indexes —- that is, for the
period from 1871 to the last seri-
ous decline ending in 1042,

My thinking leads me io agree
with the first part of this view
ags to a higher basic value for
stoels. than formerly; it leads me
fo a neutral position as to the
expected H%-and-more. growth
rate; and it leads me to essential
disagreement with the opinion
that the very satisfactory market
pattern since 1849 will be con-
tinued indefinitely in the years to
come, . ‘

New Era Talk Again

If this view of the stock market
of the future is accurate, then we
have indeed enfered on a new era
of finance. It is not inappropriate,
{herefore, that the main address

cussed in this section of my paper at the Stock Market Luncheon
should enter . into the thinking;of the forthcoming annual con-
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that the New Era which was only | Just recently the New York Stock

a mirage in 1928 and 1929 has now
become a wholesome reality 30

years later.

I have two somewhat philosoph-
ieal reasons for doubting whether
things will work out in Wall
Street as comfortably as now an-
ticipated. The first relates to the
determination of the new level of
normal values, which I expeet will
be more liberal than before 1950,

Betermining “Central Vaiue”

However, there is neither a de-
pendabkle statistical formula avail-
able nor a basis in long experience

by which students of securities
can determine just what this new
central value should properly be.
Consequently it will have to be
worked out in the stock market
1tgelf, and in all probability by
wide pendulum swings above and
below what will ultimately be es-
tablished as the new basis of
normal value, When that has hap-
pened we will know perfectly and
%g;c;:ely \ghy it had to be at that
and no
foure t at some other
Such eventual wide swin

the market pendualum are tgos 1?5
expected, I think, for a more fun-
damental reason, namely, the hu-
man nature factor as it shows
itsell in speculation, Participa-
tion in the stock market is not
tmited to the experienced, the
conservative, nor even the intelli-
gent. It is & game at which any
number of people may play. And
as the market level rises, the
quantlty of players grows rapidly
and their guality diminishes some-~
what in proportion.

For contrast, consider the sit-
uation in 1948. Let me recall tilgt
the Dow-Jones average was then

Exchange proudly announced that
the number of stockholdeds had
grown to a new high of 15 million
a tremendous increase from thé
figures of 1948,

Today’s Market Participants

If numbers of participants es-
tablish the future of t%e stoec?k
market, we are on very safe
grour}d“ But as always before un-
der similar conditions, many peo-
.ple in today's bull market are
interested only in the price move-
ments of stocks and have scarcely
the most shadowy notion of the
values beh_ind the issues they buy.
Even serious  minded security
analysts, lacking a guide to nor-
mal values, feel themselves com-
pelied to take their measure of
value from the level of the stock
market itself, instead of judging
th2 market’ level by their own
independent value standards,
The motte of nearly ever
active in common gtock ltrogg;
could be taken from Goethe's Iph~
igenie, who said in German: “Ich
untersuche nicht, ich fuhle nur”
(I do not investigate: 1 only feel),
With these attitudes of people |
the stock market, with ltjhceii.;' ei;:}
herent tendenecy to buy more
eagerly as the price level rises
it would be most extraordinary’
for ;he; stock market fo follow a
disciplined behavier pattern. So
by a law of human nature, which’
I consider more fundamental than
the Employment Act of 1846 or
other legislation, the excesses on
the upside are bound to be fol-
lowed by similar excesses on the
do:w.rnsa,d:e—rm other words, by an
pl.u—fashlonpd bear market of ma-
Jor proportions. When that occurs,

selling at about seven times its
i

the present unlimited confidence

in the future growth and rela-
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tively stable character of common
stock prices will be replaced by
serious doubts and pessimism.
In this connection, and again
in a literary vein, permit me io
quote a contemporary of Goethe
from France, Chateaubriand, In
his memoirs he deseribes the rapid

_changes of loyalties that took

place between Napoleon and the
Bourhbons as the fortune of war
fluctuated in 1814 and 1815. And
then he made the succinct remark,
“Hvents make more traitors than
do opinions.”

Dlsloyaity fo Investment

Principles

For the followers .of the stock
market, there is no such thing as
loyalty to investment principles.
It ig not their convictions but the
action of the market which de-
termines how they will act and
therefore what they wiil believe.
In a bull market, they are for

. Napoleon; in a bear market, they

will be for the Bourbons.

It will be observed that in th*,s
rather disquieting picture of the
stock market of the future which

I have drawn, I have been carefyl
not to supply any dates or spe-
cific price levels. I don't think
that the situstion admits of mak-
ing that type of prediction with
any high degree of reliability--
this is a point on which A, Wilfred
May would agree with me—and
therefore I have no worthwhile
opinion on the subject.

Investment for the Wealthy .

But I do have an opinion on

investment policy for wealthy
people at this juncture, a reeord

number of whom must have been
created by the stock market ad-
vances of the past decade. I
present this suggestion now with
even more conviction than my
suggestion made six years ago,
that the investor eould find boﬁh
.. stability -and growth of values in

the field of publid-utility common

stocks., My advice is as follows:
Divide your portfolic between
common stocks and tax-free bonds
in such proportion that you can
pe sure in advance of not being
hurt by any future developments,
The chief practical advantage of
having a large net worth under
today’s conditions lies precisely in
the op;:ortumty it affords to pro-
tect one’s self in both financial
and psychological terms against
any vicissitudes to come,

Bad Advice

Not long ago I was fold of a
counsel being given by a large
Wall Street banking firm to the
effect that an investor is foolish
to own any bonds af all, since
all he can expect from them is a
decrease in their value by reason
of inflation. This may seem like
good advice to those familiar only
with the histery of the past 12
years, hut to one like myself, who
has experienced personally the
ups and downs of the past 47
yvears and has studied those of

many decades previously, this
counsel seems o be short-sighted
and rash.

My motto would be taken from
my favorite poet, Virgil. It has
only three words: “In utrumgue
paratus” — “Ready for either
event ”

Own common stocks, if you
wigh, in order to protect yourself
against serious further erosion of
the dollar and in order to par-
ticipate in the excitement of our
spectacular bull market. But be
sure you own enough bonds to
safeguard both your financial
strength and your peace of mind
against the inevitable day of
reckoning for the now happy
breed of stock market speculators.

*An address by Mr. Graham at Round

Table for Busiress Executives on “New -

Horizons in Business,” conducted by the .
Business Administration Center of the
;W;gv’r‘ School, New York City, March 23,




OUR BALANCE OF PAYMENTS
The ‘Conspiracy of Silence’

by Benjamin Graham

HE PROBLEM, in relation to our balance of pay-
Tments, is a highly paradoxical one. On the one
hand there has been a real threat in the inter-
national position of the dollar; on the other, this threat
arose from reasons which are in no sense basic and
which differ completely from the standard causes of
foreign-exchange difficulties.
In this paper I shall refer to more recent develop-
ments, and inquire further into a question which I have
found most intriguing: Why have the innumerable com-

mentators on the problem—from President Kennedy at

one end of the spectrum to U. S. Steel’s Robert Tyson
at the other—failed to mention (except in completely
inadequate fashion) the underlying cause of our “dollar
crisis?” It is this virtually unanimous ignoring of the
most important fact in the case that has invited the
phrase “conspiracy of silence” used in our title.

This paper will be written in an uncompromising
style and will be highly critical of other people’s state-
ments. It will surely hurt the feelings of some and will
strike many as intemperate and even arrogant. My ex-
cuse (for what it is worth) is that the strength of the
dollar, a primary interest of the United States, may well
depend on a proper understanding of a much misunder-
stood situation. To bring that about, a forthright
utterance may be essential.

RISE AND “DISAPPEARANCE” OF THE DOLLAR CRISIS

Our balance-of-payments problem began in 1958. In
1951-57 we had experienced an overall adverse balance
averaging about $1 billion a year. This was regarded
as a favorable development for international stability,
since it permitted other nations to acquire gold and
dollars to build up their sorely needed monetary re-
serves. But in the next three years our adverse balance
averaged $3.7 billion, and in 1961 it was about $2.5
billion. This four-year loss of some $13% billion in
international “liquidity” transformed our net position
from a credit balance of $6.7 billion to a debit balance
of about the same amount (Table I). It became evi-
dent that we could not long continue a liquidity drain
at this rate and maintain the international value of the
dollar. Hence the “dollar crisis,” and the widespread

Dr. Benjamin Graham, often referred to as the Dean of
Financial Analysts, has been a frequent contributor to this
publication for the past 18 years. He is the author of “The
Intelligent Investor’ and senior author of “Security Analysis”.
Currently Dr. Graham is visiting professor of finance, Univer-
sity of California at Los Angeles.
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view that it would soon have to be devalued in terms
of gold.

Our government steadfastly denied any such neces-
sity or intention. It stated its expectation that various
steps would place our foreign accounts in balance by
the end of 1963. Figures for the second quarter of this
year showed improvement—the adverse balance falling
to an annual rate under $1 billion; and the anticipated
deficit for 1962 was placed at about $1%4 billion.

At the September convention of the World Bank and
the IMF in Washington, central bankers from many
countries “hailed the end of the dollar crisis” and “dis-
missed devaluation” as no longer a threat. In fact, they
began to express worry at what would happen to their
own trade balances and international liquidity when our
own deficits had ceased. (Whether our balance-of-
payments problem is indeed under full control is a
separate question, to be dealt with later).

An observer might well suspect that the threat to the
dollar could not have been a fundamental one if it could
be dispelled by a change in the figures of a single quarter
together with some reassuring official statements. This
brings us to our thesis: The loss of liquidity by the
United States since 1957 can be traced directly and
exclusively to the increase in the annual rate of our net
foreign investments. A development of this kind is not
basic to a country’s foreign-exchange position; it has
never compelled a devaluation in the past, and need
never be permitted to bring on an unwanted devalua-
tion in the future.

The true situation was summed up epigramatically by

Table I
U. 8. Liquid Pesition and U. S. Equity Position 1949-1961
(in billions)
Dec. 1949  Dec. 1957 Dec. 1961*

Gold $24.6 $22.8 $16.9
Less Due Foreigners on Short-term 7.0 16.1 23.8

Primary Liquidity 17.6 6.7 def.6.9
Add:
U. S. Private Investment
Short-term (gross) ... 1.3 3.2 6.0
Long-term (net) ... 8.4 20.8 30.2
U. S. (Private) Equity ... 27.3 30.7 29.3
Add:
U. S. Government Advances ... 11.0 17.3 17.0
Total Equity 38.3 48.2 17.0

*Partly estimated from balance-of-payments figures.



Table II

Our Balance of Payments in Long-Term Perspective
(Annual averages in millions)

Group A

n Group B
All Private Accounts  All Gov't Accounts

(Excl. Capital) (Incl. Capital)

Current Balance

A4+ B Group C
Private Investment

A+B+C
Final Balanc2

Period cr dr
1929-41 $ 650 $ 100
194245 . .
1946-49 7,942 5,928
1950-57 . 4,537 4,877
1958-1961 . 5,016 5,326

*Excl. foreign short-term investment here.

Aggregate Balances for Two Periods

Current Balance (Change in Equity)

Our Foreign Investments (net) ...

Final “Balance” (Change in Liquidity)

(Equity Change) (Net) * (Change in Liguidity)
er$ 550 er$ 570 er $1,120
dr 1,530 dr 170 dr 1,700
er 2,020 dr 100 er 1,920
dr 340 dr 940 dr 1,200
dr 310 dr 3,130 dr 3,440

21 Years 12 Years
1929-1949 1950-1961
,,,,,,,,,,,,,,,,, cr$ 9,100 dr § 4,000%*
,,,,,,,,,,,,,,, cr  6,300* dr 20,000
cr $15,400 dr $24,000

*Disinvestment—i.e., excess of foreign investment here
**Qur equity in unremitted earnings would exceed this debit balance.

a delegate to the recent world bankers’ convention as
follows: “The United States has not been living beyond
its international means, but it has been investing beyond
its international means.”

The correctness of this diagnosis will be demonstrated
by the comparative data which follow. We shall then
deal with certain contentions that seek to absolve our
foreign-investment rate from responsibility for the dollar
crisis. Later we shall ask why the facts in the matter
have been all but universally ignored. Finally we shall
indicate how in our opinion the origin of our difficulty
itself suggests the best way of dealing with it.

Our Balance of Payments
In Longer Perspective

In Table 1I we summarize our foreign accounts for
the long period 1929-1961 in a revised form intended
to bring out the true significance of the figures, and in
particular the extraordinary change in our foreign-
investment operations in recent years as against all
previous periods. The accounts are combined here into
only three basic groups:

A. All private transactions, net, except private cap-
ital accounts.

B. All government transactions, net, including cap-
ital accounts.

C. Private capital accounts, net, (excluding foreign
short-term capital) plus “unrecorded transactions
(errors and omissions).”

Group A includes imports and exports, various ser-
vices, transferred income from foreign investments, and
our private remittances abroad. It excludes government
services and “military transactions,” which the official
classification lists among “exports and imports of goods
and services.” We add these items—important since
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1940—to other government receipts and payments in
Group B.

The “unrecorded transactions” are included with our
capital accounts, in Group C, since it is generally under-
stood that most of these items represent transfers of
capital into or out of this country which move “outside
channels normally covered by our reporting network.”
Foreign short-term capital movements are excluded
from Group C, because they are treated as a balancing
item similar to gold movements. (Qur own private and
governmental short-term balances abroad are not con-
sidered offsets against the foreign balances here, mainly
because our government cannot use them at will to meet
demands on our gold.)

It is instructive to divide our foreign account devel-
opments since 1929 into five periods: (1) Pre-war—
1929-41; (2) World War 11-—1941-45; (3) Post-war—
1946-49; (4) Korea-Suez—1950-57; and (5) Dollar
crisis—1958-61. Our true “balance of trade” in each
period is found by combining Groups A and B, and
excluding our net private capital transactions. This
balance may be considered as our “net profit or loss”
in dealing with the rest of the world, or as our “balance
on current account,” or as our “net change in foreign
equity.”

Here we see varying results between 1929 and 1949,
followed by a very moderate average adverse balance in
the past 12 years. Actually, the adverse balance dis-
appears when our unremitted gains on investments are
taken into account. Thus, our overall “equity” position
has increased somewhat since 1949 and since 1957,
without counting any part of our government advances,
some of which are being currently collected.

The important point to note is that the small “current
loss” was slightly lower in the dollar-crisis years than in
the “contented period” of 1950-57. Not only that, in
1961—at the very height of the dollar scare—we were
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Table III

What Is Responsible for the Change in Liquidity Balance Between 1949 and 1961?
(in millions)

Group A Group C
(Merchandise All Private Group B A+ B Private Invest- A+B+4C
Balance Only) Excl. Capital All Government Current Balance ment, Net Final Balance
1949 . ... ($5,424) cr $6,140 dr $6,270 dr$ 130 er$ 341 cr$ 211
. ( 5,340) er 6,815 dr 5,327 cr 1,488 dr 3,949 dr 2,461
,,,,,,,,,,,,,,,, (dr 84) er 675 cr 943 cr 1,618 dr 4,290 dr 2,677

reporting one of the largest favorable current balances
in our history (exceeded only in 1946-47), even after
deducting over $5 billion net of government expendi-
tures abroad.

The chief figures to observe in Table II are those of
our net foreign investments (Group C). From 1929
through 1949 we actually had a net dis-investment—
excess of foreign purchases here over ours abroad—
aggregating over $7 billion.

For the 1950-7 period our net private investments
averaged somewhat under $1 billion.

We started that period in an extremely liquid posi-
tion, with too much of the world’s gold, and it was
logical for us to exchange excess liquidity (earning no
return) for profitable foreign long-term investments.
But later our behavior resembled that of investor-
speculators in our own bull market.

As our liquidity decreased—i.e., our capacity for
making foreign investments without monetary strain—
we stepped up enormously the annual rate of such in-
vestments. Excluding offsets by other investors here,
our capital transfers rose from $600 million in 1949 to
$1.3 billion in 1955 and then to $4.6 billion in 1961.
{Unrecorded transactions of $600 million are included
in the latter figure). We have indeed been investing
beyond our international means.

CHALLENGES TO OUR THESIS

My emphasis on the rise in the rate of foreign invest-
ment as the basic cause of the dollar crisis has been
challenged on various accounts. Consideration of these
objections should help clarify the picture. The first
argument is that there is no valid reason for singling
out the investment item for blame, since our adverse
balance is the resultant of many factors—including, on
the debit side, notably our huge outlays for foreign aid
and military expense abroad. One aspect of this general
viewpoint was stated by one who certainly should know
the subject, Walter Lederer, Chief of the Balance of
Payments Division of the United States Department of
Commerce. He says: “However, as long as the off-
setting relationship between capital movements and
changes in other transactions continues, both have to
be considered in an evaluation of the balance of pay-
ments, and one cannot view some types of transactions
as more ‘basic’ than the others.”

The implication here seems to be that each year’s
foreign investments may have generated offsetting credit
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items of corresponding magnitude, and thus this cate-
gory may not be usefully analyzed by itself as a causal
factor in our difficulties.

But what are facts and figures? Let us look first at
Table 111, which compares the results for 1961 with
those for 1949. In 1949 we had a small adverse balance
on current account, but our investments abroad were
then less than foreigners’ here (treating unrecorded
transactions as investments). Hence we ended 1949 with
a slight increase in liquidity. In 1961 we had almost a
$1V2 billion favorable balance on current account, but
net investments abroad of nearly $4 billion changed
this figure into a very embarrassing final adverse balance
of some $2%2 billion.

Should the blame for this spectacular change be
spread about indiscriminately between our trade ac-
counts, our government expenditures and our foreign
investments? Does the primary cause of the trouble
defy identification? How can we ascribe the deficit to
lagging exports—to “being priced out of the market,”
as so many have done—when our favorable merchan-
dise balance in 1961 ($5.3 billion) was about equal to
that of 1949, in spite of the trade advantages we enjoyed
in the post-war years of European reconstruction?

Furthermore, our combined credit balance for goods
and services (non-governmental) was actually $675
million better than in 1949. Yes, say some, but the real
culprit is obviously our government’s program of for-
eign aid and military support. Are these experts aware
that we spent $940 million less for these purposes in
1961 than in 1949? By what logic can one blame an
element that shows improvement for a great deteriora-
tion in the overall picture? Since foreign investments
are the only group that shows a significant adverse
change, and since this change is of extraordinary magni-
tude, its role as architect of our embarrassment should
be obvious to anyone who looks at the figures.

Objections Cited

But, again say the objectors, these investments gene-
rate large offsetting credits, and so they do our liquidity
no overall damage. Chief of these is our income there-
from. In 1961 this income received from abroad totaled
$3,645 million and was not much less than the $3,951
million we added to our investments (excluding here the
unrecorded transfers). It is widely held that the close-
ness of these items of income and outgo prove that our
annual foreign investments have been responsible for
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only a small part of our recent balance-of-payments
deficits.

Plausible as this contention may sound, it is entirely
fallacious. It fails to consider that nearly all the income
from investments received in, say, 1960 and 1961,
would still have been received even if we had not added
a single dollar to our $45 billion of capital abroad at
the end of 1959,

A reasonably accurate calculation on this point, cov-
ering 1958-1961, appears in Table IV. Tt shows that
the $14 billion of private capital sent out of this country
in the last four years produced at most about $1.2 bil-
lion of additional remitted income—an offset of less
than 10% against our outlay. The entire “deficit” of
1960 and 1961—the period of maximum dollar crisis
—would probably have been obviated had we reduced
our gross capital outflow to, say, $1 billion each year
instead of about $4.5 billion. (The current loss of
investment income from this reduction would have been
quite minor).

Defenders of our huge capital commitments argue
further, in this context, that they produce other impor-
tant balancing credits in the form of additional exports
of capital goods, which presumably would not have
been made had we not increased our foreign plant
accounts. Hence there is no way of determining the
overall effect of these outflows on our final balance of
payments.

In the narrow sense of complete accuracy this is of
course true. But we have some data which throw light
on the approximate magnitude of the claimed offsets.
(These appear in an elaborate study of “U. S. Business
Investments in Foreign Countries,” published in 1960
by the United States Department of Commerce). The
figures indicate that our foreign interests in 1957 bought
about $1 billion of capital goods from the U.S., as
against a total of $4.9 billion they spent that year on
plant account. Our total outflow for foreign investments
in 1957 was $3.2 billion, of which $2 billion was for
these “direct investment enterprises.”

There is an indication from these figures that our
foreign investments in any year may generate about
30% in offsetting capital exports. On the other hand,
our direct investment enterprises exported over $3.7
billion of goods to this country in 1957, a figure which
apparently well exceeded their total purchases of goods
from us. (The “incomplete total” of the latter, as com-
piled by the study, was $2.6 billion). The text of the
study emphasizes the dollar-saving advantages to the
countries in which our investments are made. The im-
plication is quite clear that, apart from remittances of
income (already discussed), we lose rather than gain
in the net effects of such investments on our balance of
payments.

THE CONSPIRACY OF SILENCE

The data presented in our four tables should show
clearly that the greatly enlarged rate of our investments
abroad has the primary responsibility for the recent
dollar crisis. Has any of my readers seen this aspect of
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Table IV

Effect of 1958-1961 Foreign Investment
on Our Income from Abroad

(in millions)

Investment income as at Dec. 1957 . $ 2,900
Expectable income 1958-1961 without new invest-

ments (Four times the Dec. 1957 rate) .. 11,600
Actual investment income 1958-1961 . 12,815

Gain in income as a result of 1958-1961 investments 1,215
Our capital outflow 1958-1961 (about)* . 14,700

Net loss in liquidity: 1958-1961 capital outflow less

gain in income 13,5600

*Includes unrecorded transactions aggregating about
$1,200 million net.

the problem recognized, or the problem discussed in
any detail, in the numerous pronouncements of the sub-
ject from nearly every authoritative source? I have not
—before last September, at least. Let me now deal with
the way the subject has been handled and the possible
reason therefor.

There has been no recognition of the essential differ-
ence between the loss of liquidity from an unfavorable
trade balance and one occasioned by investments. The
January 1962 discussion by the Council of Economic
Advisers combines both groups of transactions into
what they term the “basic accounts.”

Could the plant investment made by a business be
“basic” in the same sense as its profit or loss from
operations? By contrast the official Canadian analyses
carefully distinguish between what they call the “Cur-
rent Account Balance” and the “Net Capital Move-
ment.” A comparison between the highly unfavorable
current balance of Canada since 1955 and the approxi-
mately break-even results of the United States in that
period would have brought home the fact that Canada
was to experience a true foreign-exchange crisis, while
ours could be only a superficial or artificial one.

President Kennedy, in his February 1961 Special
Message on the Balance of Payments, stated: “The
surplus of our exports over imports, while substantial,
has not been large enough to cover our expenditures for
military establishments abroad, for capital invested
abroad by private American business, and for govern-
ment economic assistance and loan programs.”

Note that our foreign investments are sandwiched
between military expenditures and government aid—as
if they were all of essentially the same character. This
burying of capital items in the middle of expense items
became the general treatment——and a most misleading
one.

In his May 1962 speech to the U. S. Chamber of
Commerce the President further stated: “It costs the
United States $3 billion a year to maintain our troops
and our defense establishment and security commit-
ments abroad. If the balance of trade is not sufficiently
in our favor to finance this burden, we have two alter-
natives: one, to lose gold, as we have been doing; and
two, to begin to withdraw our security commitments.”
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Here our foreign investments are not even mentioned.
The fact is that our balance of trade—with investments
excluded—has been sufficiently in our favor to finance
virtually all our government outlays abroad.

The President, in ignoring the role of enlarged invest-
ment may be plausibly ascribed to his strong desires in
two directions: first to prevent wage and price increases
here; and second, to persuade our prosperous allies to
assume a larger share of our overseas burdens. For one
purpose it is useful to assert that our exports must be
substantially increased; for the other, to imply that the
dollar’s position is really precarious and in need of aid
from our allies.

Finance Chairman Tyson of U. S. Steel, last March,
put the case in stronger language—and in my view, with
even greater inaccuracy. Said he: “There is only one
real solution of the problem of unfavorable balances
of payment: it is the development or restoration of
greater ability to compete in international markets.”
The purpose of that statement is clear from the next
sentence: “That means, in turn, I think, that Americans
must find the fortitude to bring to an end the era of flat
wage inflation.”

Most of us would agree that wage inflation should be
halted. But some of us would disapprove basing that
demand on an alleged impairment of our ability to com-
pete in foreign markets—when the trade figures had
just shown for both 1960 and 1961 two of our largest
favorable merchandise balances in peacetime history,
considerably exceeding the 1950-57 average.

The Silence Continues

The Wall Street Journal, always pursuing its own
bete noire, summarized the situation thus in an editorial
last July: “Though a lot of confusion has developed
about the payments deficit, the essential facts are per-
fectly plain. U. S. business enjoys a large export surplus;
it is primarily the Government’s policies at home and
abroad that have created the deficit.” Business Week,
more judicious in tone but hardly more respectful of
the facts, expressed a similar view at the same time in
this fashion: “The plain—if disagreeable—fact is that
the U. S. has committed itself to a considerably larger
program of overseas military operations and foreign aid
than it can finance within the present structure of inter-
national trade.” Neither publication as much as men-
tions our stepped-up rate of investment, without which
there would have been no dollar crisis. (Presumably,
had we been investing $8 billion instead of $4 billion a
year, and running a $7 billion final deficit, our govern-
ment policies and commitments would still be respon-
sible for all of it).

These inaccurate characterizations have influenced
other periodicals to even more exaggerated comments.
Typical, perhaps, would be one from my own news-
paper, one of the country’s largest: “International
bankruptcy is the theoretical disaster facing the U.S.
if the bad news about the puzzling imbalance of pay-
ments problem continues. . . . We owe more in world
markets than other countries owe us. Our liabilities
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exceed our assets. . . . U. S. liabilities include imports,
military expenditures overseas, investments in foreign
enterprises, and foreign aid.”

Note here the listing of foreign investments in the
midst of our “liabilities,” with the concomitant sugges-
tion that we are on the verge of international bank-
ruptcy. No wonder people have expected a cut in the
gold value of the dollar, and some have transferred huge
sums to Switzerland and elsewhere.

It took the British Chancellor of the Exchequer to set
the situation in almost its proper perspective last Sep-
tember, by stating: “The nature of this deficit is a very
special one. On current commercial transactions the
U. S. has a massive surplus and the problem has arisen
because of the enormous amounts spent abroad on aid,
defense, and investment. It could be said that the prob-
lem is less one of a balance of payments than a balance
of generosity.” These words imply that our huge foreign
investments are part of our “generosity” which is scarce-
ly true; but they resemble generous deeds in that their
continuance is purely voluntary.

I have been chiefly concerned by the failure of our
leading economists to take the trouble to look the facts
in the face and to pay adequate attention to the key role
of foreign investment in bringing about our dollar crisis.
Relevant quotations are too numerous to be feasible.
Suffice to say that an authoritative volume, issued last
year containing 13 essays on the subject by as many
leading economists, devotes so little and so unillumi-
nating discussion to the investment component to put
the entire picture completely out of proper focus.

I am at a loss to explain what I consider a failure of
professional competence. One explanation—which un-
doubtedly will seem plausible to many readers—is that
my own diagnosis is completely incorrect. In self de-
fense may I ask only that they go back over my data
and my arguments, and consider them carefully before
deciding who is right and who is wrong in this matter
of transcendent importance.

FUTURE DANGERS AND POSSIBLE REMEDIES

Even though our problem may have arisen from a
“balance of generosity,” plus overseas investment, it did
pose a real threat to the international position of the
dollar. The improvement shown in the first half of
1962 does not in itself carry assurance that it will con-
tinue to the point needed to put the dollar out of danger.
(I should place that point at an annual loss of liquidity
of not more than, say, $1 billion).

Our foreign trade balance, so satisfactory for many
months, may take a turn for the worse, and our military
expenditures may have to be greatly increased. These
appear more than outside possibilities in the atmosphere
of real international crisis in which these words were
written (October 28, 1962).

Assume that our liquidity loss is not sufficiently
stemmed in the months to come, and assume that our
foreign investments persist at their recent embarrassing
rates; what steps can and should be taken to deal with
the situation? It is obvious that we cannot rapidly step
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up our merchandise exports sufficiently, by means of
the plant modernization expected to follow the recent
granting of tax incentives. The reliance on his pro-
cedure for a quick solution, constantly expressed by
highly-placed officials, had overtones of absurdity.

A deep cut in our overseas expenditures by the gov-
ernment is not out of the question, but involves a basic
change of policy at a time when world events seem
strongly against it. A rise in interest rates to attract or
retain short-term capital from abroad is already under
way; but this cannot change our overall liquidity posi-
tion—it only prevents conversion of our short-term
liabilities into gold withdrawals.

Whether much long-term capital could be brought in
by higher interest rates appears uncertain; in any event
there is strong opposition to moving up radically our
entire domestic interest-rate structure for this or any
other purpose. Let us discuss three other possibilities.

The first is devaluation of the dollar. Whether that
would really solve the problem is a matter of contro-
versy. But how could we possibly justify such an “act
of bankruptcy” if it is brought on by our persistence in
investing huge sums abroad? Has any nation, corpora-
tion or individual ever gone bankrupt for such a
fantastically inadequate reason?

The second possibility is obvious and logical. Let us
cut our coat to our cloth—in other words, let us cut
down our annual new foreign investments, net, to the
amounts available for this purpose from all our other
transactions. This would correspond to the normal be-
havior of an individual, who invests each year his
surplus earnings above living expenses, taxes, and con-
tributions.

The most appealing place to start such a policy would
be in the area of foreign bond and stock flotations in
this country. These have always been large, and appear
to be larger than ever in 1962—reaching a rate of $1
billion or more.

Secretary Dillon has already indicated that, should
the necessity arise, some steps to restrict that outflow of
dollars will be taken. On the other hand, the com-
pulsory reduction of our private investment abroad is

opposed to our objectives of financial freedom. All of
us would be reluctant to see such controls imposed—
even though there is ample precedent therefor in the
fiscal history of Great Britain.

To my mind the least objectionable way of dealing
with the problem would be by means of long-term
borrowings abroad made by our corporations and/or
the U. S. Government. Our difficulty grows essentially
out of our incurring short-term liabilities to foreigners
to finance long-term investments made in their coun-
tries. The evident solution would be to finance long-
term foreign investments, to the extent required, by
long-term foreign borrowings. These do not reduce our
liquidity balance, for the year, or in total, as do short-
term debts.

Such a program would entail the payment cf appre-
ciably higher interest rates than on borrowings floated
in the U. S. But if our new investments are sufficiently
profitable we can afford to pay these larger borrowing
costs against them. If they are not, we should not make
them.

It is claimed that such borrowing is “impossible”
because foreign capital markets are not well-enough
organized. However, investors in the prosperous Euro-
pean countries are lending large sums to their own
enterprises; some of our corporations have already bor-
rowed abroad; securities payable at the lenders’ option
either in their own currency or in U. S. dollars would
be especially attractive.

The question surely is not “Can we borrow abroad
on long term?”” but rather “How much will it cost us?”
To balance this extra cost against the position of the
dollar as the world’s key currency, it is well to consider
the relative magnitudes involved. One billion dollars
worth of foreign borrowing at an extra interest cost of
1¥2 % would involve an annual expense of $15 million.
Place this amount in the context of our annual foreign
accounts exceeding $30 billion on each side, and our
Gross National Product of some $550 billion. If future
threats to the dollar could be dispelled by expenditures
in annual units of $15 million, the price paid would be
a small one.
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COMMON STOCK DIVIDEND

The Board of Directors has de-
clared a regular quarterly divi-
dend of 62%¢ per share on the
Common Stock of the Company,

October 24, 1962.
T.S. O'BRIEN, Secretary

7
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TOLEDO EDISON - FEDERAL
AIR REDUCTION —=- BN
Company, Incorporated AN A Common Stock
Dividend FEDERAL PAPER BOARD CO., Inc.

of 20c a Share

Third Quarter

payable on December 5, 1962, of 1962 org at the close of business October 4,
. > 1962.

to holders of record on Novem- g Payable October 26 The dividend on the 4.6% Cumulative

ber 19, 1962 ] to Holders Of Record $25 par value Preferred Stock is payable

€ ’ : 3 October 5 December 15, 1962 to stockholders of

J. P. Williamson, Sec'y.

REGULAR QUARTERLY
DIVIDENDS SINCE 1922

Common & Preferred Dividends:

The Board of Directors of Federal

Paper Board Company, Inc. has this

O) '. day declared the following quarterly
> dividends:

&

®
for the

50¢ per share on Common Stock.
28%¢ per share on the 4.6%
Cumulative Preferred Stock.
The Common Stock dividend is payable
October 15, 1962 to stockholders of rec-

record November 29, 1962.

QUENTIN J. KENNEDY
Secretary

September 25, 1962
Bogota, New Jersey
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Comments by Ben Graham at lunchecn on 11/21/62

In new edition of Security Analysis, Graham comes up with a
valuation of 550, He asked ocur opinions.

Rert felt the averages wouldn't go below 550

T said Ididn't k® try to figure Intrinsic value of Dow Jones but
instead tried tc buy unddrvalued stocks.

Ed. Laufer agrred with me and Larry Kessel had nc opinion.

Ben told us of his relationship with IDS. He was asked to make
suggcestions on improving mebhods of analysis. He charged $10,000
for a preliminary study. His conclusions were that Analysts started

- out favoring a stock and then went out and talked to management
which confirmed their ideas. They went for growth stoecks justifying
their recommendaticns on the fact that comparable companies were
seliing at even higher muitiples.

Ben has changed his ideas on multiples of companies. Thinks
stocks will sell st higher maltiples in the future., Thinks 15 times
past earnings and 13% times future earnings.

I indicasted that investors are more sophisticated than in the

rast possibly because they have read E.G.'s books. 105,000 corpies

of 8.A. have been sold according to Charles Tatham).

A lot of wealthy investors who will put some money in Tax Exempts

but will now buy large quantities of an oil producer and then force $¢q
fS N Be3~dddn't think there was much change in the abllity of avg.

investors altho he conceded there was more money around to buy

things.

Larry felt opening of Common Market would cause great agony
and competition for many American Companies and European Cempanies
would penetrate American markets with lower preofit margin than they
were willing tc accept in Burcpe. BE.G. felt the Gomron Mkt gave
us some protection as we would all be in the same boat. The
Common Market would tend to operate the way our tariff barriers had
in the past. )
INA e 2 )
Ren is going to Washington te ta.k to Cary and Militon Cohena
Thirks 2.Z2.0, can regulire several xRk new things. l. Require
companies to file annual reports that co"resnond to reports
co's make to $.%.8. (I.C.C.requires this). 2. Make 0.7,C. co's
f1le reports to S.E.C. or give stockholders similar fZmtx info to
Listed Companies



Are We Too Conf 1dent About
Invulnerablhty of Stocks?

lly Ben}umm Grul\am“ Vlsuulg Prolanor. Umvernly

Cahlornw. Los Angeles; Author: “The Intelligent Investor”, .

Equities as 1be preforab

Iyzed in terms of their performance.in tho broad sweep of tho past

a/ “Security Arullvsu

(with D. L. Dodd).

with particular inquiry raised as to the predictive significance of the
. 1871-1861,:1920's and 1849-61 periods. Skeptical about the favulner- .
* ability of stocks as a'whele, and the sucoess of dollar-cost-averaging.

and mutual funds, Mr.; Graham ad

vises accumulators of onuitios to

have an equal stake in bouds in case we return fo the old stendard of

values or until we redevelop a n
current view of the market is one

ew Jovel of sounder valwes, ‘Kis - °
cut adrift from old standards nl

value without repiacement of dopendable new standards,

The terms of reference for this’
paper relate to systematic plans
for ‘saving  or accumulation
through common stocks. Such
plans might’

include :.(a). a -
pension plan .
concentrating

on equities,

such as the

CREF ar-

rangement for

college pro-

fessors, (b)’
the very simi- .
lar mechanics
of the newly-
developing
variable an-
nuities, (¢)°’
systematic’
purchases of
mutual-fund or closed-end in-
vestment cormpany shares, (d) an
individual dollar-averaging plan,

Benjamin Graham

such as the monthly-purchase
program of the New York Stock

- Exchange. - .
1 was asked to consider invest-

ment aspect: of such plans in
longer perspective, and to give
my views on the following ques-
tions: What results can be ex-
pected from m in the future as
compared with the reseults either
of the shorter-term past—i.e,
since 1949—cr of the longer-term
past, going back intc the last
century and farther? How good
will commor: stocks be as an in-
flation hedge in the future? Can
dollar-averas ng be counted on
infallibly to produce satisfactory
results? . Mo:e specifically, can
the much better performance of
_common stociis as against bonds
be counted o to repeat itself in
the next 15 y cars?

These are ficult questions to
answer authoritatively or even
with an acce: table degree of pro-
fessional exypertise. We have not
only to make a hazardous choice
“between the shorter-term and the
longer-term past as our guide to
the future, Lut also to face the
possibility it the future may be
much different than cither. The
major determining factor that
controls the welfare of the in-
vestor as of everyone clse is the

factor of nu: war. It is cus-
tomary to ! se of this over-
shadowing p bility by some
simple phrase such as “nuclear

war excluded” or ‘“ex-nuclear
war.” At first blush this attitude
under today’s conditions—some-
thing like staging “Hamlet” with-
out the melancholy Dane. But
perhaps we are all fageed to this
recourse for want of a better. It

. experts”

is indeed difficult to consider ra-

tionally the effect of a‘ nuclear
war on investment values.’ Can
the investor construct a fall-out

—Alfred Hayes---_

Are ‘We Too Conﬂdent About lnvulnerablllty of Stocks‘ o

5 —Benjamm Graham_--

. ‘When to'“Go Public’ for The, Acquhmon of Clnlul

—Lawrence H. Taylor-

.Commercjal Banking's More Compemlve Footing :

i —George A

. —Hon. Oren Roo

A Llle Insurance Slock@—l‘latcnu
' =—Ira U..Cobleigh

shelter for his portfolio?. Some-" *

how the questxon seems too unim- -
. portant in relation to-larger. val-
. ues to take up. seriously; ¢ven if
we did, we have little ground, Ipr.
.belxevmg that bonds will neces--

canly be better than- stocks, or.-

' vice-versa, if the dies irae comes
_upon us. :
-Hence, like other “investment

was=aut- of the following. discus-
sion, except for some observa-

tmns regarding the indefinite con-.

tinuance of the Cold War,

Which Period Will Stocks
Resemble?
This brings us, too quickly per-
haps, to the other major question
confronting investors. Which~ of

1 too shall -leave.- the:
- chances and the effects of atomic

« —Rafael  Pico.

Newbury _____ 67
' Present and’ Future Status of New . anks Blnkln( Law
(1
or )

10
s Our 259% Gold Reserve Really lmportant’—Reid Taylor__ 11

Puetto Rico’s New Debt Limit and Rising Economy
_____ 12

Theres More Than One Way to Consume Tree Pulp
____________________________ 19

—Rogcr "W.:Bahson s_bsiotig
K S Gold Rcscrves and World Liquldity—James C. T. Mao.._ 26
I‘edernl Tax Administrator and Cornorn.tc Taxpayer

U

-—Mortimer M. Caplin.

30

»”

Helm Urges Govcrnment and Labor to Press for Sound

* *

the two past periods will the fu- ~

ture stock market.resemble more
closely—that of 1949-1961;:0r that
of, say, 1871-19617

The latter comprises the 90
years for which we have common
stock indexes of earnings, -divi-
dends and prices, as compiled first
by the Cowles Commission and
then continued by Standard &
Poor’s. In discussing equity ex-
perience in terms of the future
behavior of these indexes we are
assuming that the various equity-
accumulation plans within our
purview are likely to show re-
sults in the aggregate approxi-
mating those of the S-P Compos-
ite or 500-Stock Index. It would
seem easy enough to equal these
average results; all that is needed
is a representative diversification
“across the board,” and without
that selectivity which is a watch=
word of today. But, paradoxically,
if it is easy to equal the averages
it seems almost impossible for the
average skilled investor to beat
them,

We have very full information
regarding the operations and
achievements of the investment
funds. For the 1949-1960 perviod,
as in the earlier years, they have
not managed as a group to out-
perform the S-P 500 Stock Com-

posite. (Based on the performance’

for 1951-1960 of the 58 investment

companies included in the ten-
year table appearing in Moody's
Financial Manual for 1961.) It

may be that professionally man-
aged funds are too large a part of
the total picture to be able to out-
perform the market as a whole; it

Continued on page 31
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<Our: biggest:p
s tthe .development. vf, adm
-nformaum 10 dealwithithe: sit—

uatipn.; Recent legislation requir- .
should- t

ypicalior. average. accumulator of

ry,. equmes y any plan.or under an;

mhxg
mrdgn subsidiaries’ in.'a

contmlled audit- Program:we are
conducting; and-'we expéct to-im-
prove our enforcement procedures
with: the' data’ obtained from- this
survey, Recently, our Chief Coun-
sel set up an International Opera-
tions Branch;  which should prove
of valye-in coordin;;tlng our stud
ies in,this :.complex:field..
+ We.:also--are; expandmg zour
operations  abroad. to increase our
scope of operation and to develop
more effective, -audit .procedures
‘We now - have:  five : permanent
posts - in London, Paris,’,Manila,
Ottawa -and SaoPaulo, and we are
in the process of increasing both
overgens posts and personnel. Any
new: legislation -in - the  foreign
field will obviously heighten this
expansion program. . ;
‘Enforcement of .our tax laws
must necessarily be:on a world-
wide basis. The American busi-
nessman and American-taxpayer
must be assured that these foreign
iransactions with U, S. connec-
tions.are.bearing their pmper tax
burden.
. A very large part of the. opera-
tions “of “the ‘Internal  Revenue
Service .goes far -beyond:enforce-
ment-alone; rather ‘it is aim'ed-at
'as!sting businessmen. to. under-
stand' the tax .laws and fostering
greater respect for our tax system.

In the last analysis, we are do-

ing everything reasonably possi-
ble to encourage more effective '

voluntary ' compliance: with' the
tax laws. For only in this'manner

will we be able to raise the rev- |

enue needed by our government
for all its important programs —
defense, - national and interna-
tional. .
Although the relationships be-
tween the Service and the busi-
ness community have been em-

phasized here, a strong workable 193!

tax system is the property of all
Americans. To carry out the grave
burden of administering our
highly complex tax laws, the
Commlissioner and the entire Rev-
enue Service must have the active 7.
cooperation and strong support of
every American, and this is some-
times said to l;e a painful course
to pursue willingly.

By administering the laws glvc-n
us in the fairest and most equit-
able manner, we -shall at Jleast
persuade the vast -majority of
Americans that their interests are
being guarded to the best of our
abilities. This is one of the most
effective ways we can build con-
{fidence and compliance in the
Federal tax system.

To do this, of course, we need
the ‘understanding an
every . business, every farmer,
cvery professional man, every
citizen of our country. We, can-

not promise to please everyone,

but we can promise to carry out
our function honestly and fairly.

In this context we ask for the
cooperation of every ~‘American
taxpayer. In this manner, we
all can be proud that we have met -
our responsibilities as ‘free citi-
a democratic 'society-—and
that' we are making full contribu-
tion- to ‘the strength’ of “our gov-~
ernment in a cruclnl perlod of its

S!OTY- L

rom &n addre; Mr,
lhc Fedoul Tax Fof\lm New York City.

R

Capltn. before "' 1

Analyzes Two Perlo

an'ifregular rathef than’ tegulax-
u§ -trend line.  This shénld‘ be‘evident’

ﬂer'

.from ‘an’ inspeetion’ of -our 'su 68 ymcm
e 2 o figtires’

The - price- eamlngs ratio - has
a}so shown' fluettation:

cause- of ' the’ récu
cycles-~there has been' a clé
teridency for the highest e

Xperience
1o by single. bull
ing'at:13.55 for the

Let to
bneﬂy the chief. characteristics of
the two market periods: to which
we ‘are .turning - for. clues -to . the
future, and.among'which we may
hayve to'choose. Table I gives some
data covering . the  three salient
factors of earnings, dividends and
price behavior.. We bring down
the 1940-1961 period.into two six-

year halves. The.longer span-can -

be handled in-a variety of.ways;
we have decided to supply average
computations for each of the nine
decades between 1871 and 1961.
A -cursory study of our Table
shows a number of striking dif-
ferences between:the exhibits of
the two periods. Molodovsky has
demonstrated that - the .overall
gain to investors for the 88 years
1871-1959 has averaged about 5%
per ‘annum in dividend return
and 2%% per annum in .price
appreciation—both .taken against
annual market prices. The 2% %
annual increase, compounded, in
market price was closely paral-
lelled by the annual rate of
grofethin Hoth earnings and divi-
dends.!

But between 1947-49 and 1959~
61 the growth rates for the vari-
ous ’components have been quite

1(Sce N. Molodovsky “Stock Values

and Stock Prices,” Financial Analysts
Jeurnal, March 1960.)

The above data are hased lnrlzl‘

urHLle Stnck Values and Btock Prices,"

ese, In turn, are taken {rom the Cowles Commission book,
for years before 1926 and from the spliced-on Standard Poor's 500-Stock Composite

Index for 1926 to date.

he annual-growth-rate figures are. Molodovsky compllations covering successive

21-year perlods ending in 1890, 1900,

ten yenrs ended 1961, the six yu«r« ended 1953-55 und the 12 yeurs ended 1959-61.

1901 price s the high to Dec.

TABLE II .
- Major Stock-Market Swings Between 1871 and 1949

help of 19

L?rllu ~Stund' d 500-Cor
474
6.58
4.24
5.90
4.08
8.50
6.20
10.03
6.25
10.30
7.35
10.21
6.80
9.51
6.45
3tz 3
440
1868 .
o 8.50
13.23 ;
: 747
. 10.25.
13.55

TABLE X
A Pleture of Stock Market Performance 1871- 1960 -and 1947-1961

cbmposile lndex-and rising to a
current high:.of 72.. The advance:
has,been interrupted by three re-
cessions,  each’..on  the order  of
some 20%... Under .the usual ter-
minology these .would be .char-
acterized .as . corrections . or.. set-
backs within a.bull marke

- Cyclical Stock Gyrations

tended- towards vanishing
point.. Our ' average ''figures by
decades . smooth ‘out ‘this ‘type of
variation; but they 'do mot show
the upwerd trend “in' price-earn- -
ings -ratios that' we ‘might have
expected.to accompany. improve-
_ ment- in ‘thé underlying strength
of our corporatlons and m the de-
pendability of*

onnt ipét étec
¥ combcratlve small;‘in’ ‘my view::

variousi ‘investiga<
-under 2 ‘way produce’

afni
multipliers, to' ‘be estabunhednfx: £
years of- depressionhwhen ‘profits

the.case 80 Yyears, ago.

Oﬂerlntu lnereuo and Qunllly
: ‘Decreases

‘An: exeeptlon to the' above re-
assuring  statenient .may have to
be made in ‘the field of new of=
ferings of common stocks.: Here I .
think.. a : set: ot “at '/ least” semi-
‘devel-

As is well known, the, long-
term history. of the stock market
has 'been . completely . different.
The picture, shown in Table II, is
one ‘of a_succession of bull and
bear markets of varying duration
and amplitude. ‘Between 1899 and
1949 there were 10 such well-de-
fined cycles, thus averaging.flve
years in length.  (The longest pe~
riod between peaks was 10 years,
from 1919 to 1929, and the short-
est was two years, from 1899 to
1901 and from 1937 to 1939.) Most
of the declines in the industrial
averages were .in the range. of
40% to 50%; in the earlier years
the composite average had some-
what smaller losses. The largest,
of .course, was: the-shocking fall of
the Composite Index from 31.92 in
1929 to a low of only 4:40 in 1932,
a loss'of 86%. About the.same
decline was shown by the Dow-
Jones Industrial Average.

It should be pointed out also

figures. : Actually the ratio-of 6.2
times for -1949-50, at the begin-
ning of the present bull - market,
was the lowest for any '.wo-yenr
period inour 90-year history ‘of
stock prices and earnings. A de-
votee -of the pendulum-swing
theory - of economic phenomena
might well explain the ' current
record high multiplier as a re-
action .to the opposite ‘extreme
from the -1949-1950 depreciation
of the earnings dollar.

With these. wo quite ‘diverse
stock market pictures before us,
let us now inquire what are the
respective arguments for consid-
ering the 1949-1961 period as an
integral continuation of the 1871~
1949 span, or for recognizing it as
a new dispensation which will de-
termine the character of the mar-
kets of :the future. It is not too
difficult for the student to fit the
pattern of the recent market into
that of the longer past. True, both
the duration 'and the etxent of its
rise are already greater than any
other’s.2 But that a pattern of
many -decades should establish

Annual Growth ~ new record various kinds from

Average Aver-ge Average Avernge Average Average Rate time to timge is only to be ex-
Price ns. P/ERatlo Div. Yield Payout ~ Earns. Dividends poctedq. A figew record does not

o.az 13x 021 60%  61% ;

032 % L3 021 .60 o1 _?.g:% :g‘eg% create a ney pattern or character.

0.30 15.5 0.19 4.0 64 —1. .2, g

063 131 035 42 58 46.91 +533  Are We ating the 1920's?

e S o2 o s Is it possible then that we are

068 170 078 51 85 2115 —o23 - living through’ a modified but

1.46 9.5 0.87 6.3 60 +10.60 +325 not essentially different version

o B G 54 T +590  of the experience of -the 1920’s?

310 232 197 27 64 +25 @ +3s  That there must be impressive

2.18 71 097 G4 45 4 A differences goes without saying;

3.02 10.1 1.51 4.8 50 +85. +17.

324 183 191 32 58 +3.5 L5pits for otherwise, all of Fusiwould

have been so struck by the incipi-
ent similarity as to make its con-
; tinuation  impossible. What may
be more likely—speaking in ab-
stract terms—is that the original
differences have convinced us
that the 1929 experience is irrele-
vant, but that the similarities
have been developing later, grad-
ually and so insidiously as to find
us psychologically incapable of

l) on figures appearing in N. Molodovsky's
“Financlal Al\nl)ht! Journal,” May, 196
“Common 8tock Indexes"

223

The lower growth-rate figures cover the

The

-founded confidence

has

oped . in ’handung go-called - “hot
issuies.” 'The ‘number of such’ of-
ferings has ‘been increasing stéad=
ily in the past two' years; and their
quality. has ‘been’retrogressing’at
an ‘equal rate.” It is in this specu~
lative'area that I sense'the closest
parallel .between internal market -
conditions ‘of the late 1920’s {and -
particularly. of 1919) ‘and” today:
Whether the new-issue financing
of 'dublous merit will ‘prove to be
so ‘heavy in aggregate dollars:as
ultimately - to turn : the | market
scales ' definitely downward, ‘' I
shall not venture to guess. It is
not impossible.
" The widespread belief (‘ha& we
are in ‘a new stock-market' era,
differing in its essential character
from the bull-and-bear sequences
of the past, rests on a-number of
claimed differences between' then
and now. -These go well beyond
the reforms in stock trading and
in corporate financial practices.
The case to justify the present.
unprecedented ‘level of stock
prices and earnings multipliers’is
essentially that which would jus-
tify the concept’of a permanéntly
changed character ‘and future for
the stock market.
- The safety ]:n dnttrnctlveness of

t nv

is thought to be solidly grounded
on a complex of favorable factors.:
Among them are (a) assured
growth ‘of population and GNP;
(b) a ‘rate of expansion more
rapid than formerly, created by
technological progress and. the
rivalry with Russia; (¢) an assur-
ance . against major depression
provided by the - government’s
new responsibility to prevent or
quickly terminate them; (d) the
public’s recognition that common-
stock investment is a necessary
protection against continued in-
flation; (e) the emergence of mu-
tual-funds, pension trusts-and
other institutional investors as the
chief source of demand:and con-
support for ; common

Resurrection of the 1924 Doctrine

Those who study the record of
the 1920’s will find that reasons
similar to most, but not all, of the
above were advanced to juslty
the ill-fated market rise of those
years, ‘The doctrine of “Common
Stocks as (the Best) Long-Term
Investments’” emerged in 1024 and
was made the cornerstone of the’
market's philosophy and. its. ex~

_cesses. There was the.same_.op~
_timism about the future growth

the country, and perhaps a better-"

x in_the share
of,common-stock earnings in that

growth, . (The rate of .return. ol
invested capltal ‘was better mnln
tained between 1922 and 1929 than
_between 1850,and, 1961, )» LT
- old, ctnnénrds ot val uo-—vm-

mposite  ~Dow-Jones Indus, Avernge— recognizing them. Let us attempt {inyous
R0 R HIgh Low. % Declino an enumeration of the major re- gtocks.
semblances between the current
market and that of the 1020’s, as
28 they appear to this gbserver,
The two major ifiternal differ-
31 ences relate to financial manipu-
38.85 lation of various sorts and to ex-
cessive borrowing for speculation,
53.5 31 The bull-market heights of 1929
o 78.3 were made possible by a huge
20 43.2 45 wave of buying on thinner mar-
103 ging than are now permitted.
38 53 48 Brokers' loans rose from $2.769
100.5 million.in 1926 to $8.549 million
29 532 47 in 1929, at which time they con-
110.2 stituted about half of total mem-
33 734 33 ber-bank loans, - By contrast, the
1198 corresponding rise to date has
32 639 47 - been . relatively much smaller,
381.0 _(Borrowing . on smaller, marglns
86 - A 412 89 throush other  sources ‘are no.
55 s 1#89 )4/60.2 : vefer ‘to ‘the s.r
4? 2125 WAL w‘f:-f'lhou o 1020,
30 1612 24 ey lowee Tare )i

e
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A ot ‘that of | Ew%an nature; then . (Much has beéen written on pan
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. ket cycle; will once. more prove different ;‘a&ol ct. - The new ap- a’ great many’ stupid people havé
to/ be the humansnatiire cyclé; pearance of the warfable ‘anmuity’ a great deal of stupid money. Sev<
/) economic 5301}%7‘%11“ ggesta n broad analogy with'the. eralii cconomists” have ‘plans; fop -
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" Tnvulnerability of Sto

rongly. sup-

Continted from page 81 .., record since 10
common-stock: yields — were ports this thesis.
thrown -aside then as now, on the
grounds : that: they had. no: rele-
vance to the new. economic cli-
mate. There was great confidence,

=
L X
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The new materfal on “Business have: change ) 19208, 41t iwas@uring ‘that “bull; snting:

;i Jaaterial, s DUSIRESH, G 3 4 v , 5 3 + preventing improvident rgpecula< -
Cycle Developments,”. now avall= chareter ‘nor:th ‘market that'investment trusts had:. ﬁm_—.om- ,me,‘i,'.,:,.-;mm allows -
able monthly; shows four: periods ji5 eharacte ' their: -tirst | important  ‘develop= any: man to ‘have! s hundred .
of business contraction fince.m&_l} e S ment 1r\ this’ country. - Most ‘of: the  pounds. ‘who cannot prove .to.'thé
—in 1049, 1053-4,  1957-8, and argaments. in  their favor'-were' satistaction. of ‘the Lord: Chantel<

also, in: the future stability ' of / " :
‘business and, its immunity from. 1960. All of these “,’efe,"e!'y mod- 2 i fhe ‘game.as ‘those now used 1or. lor that he Jnows what t6 o with .
severe . depressions. This) . was erate as compared with the sharp ‘. serit: levels: are Yoo, high, the : sale of: mutual-fund: shares a Atintervals

and tfor - equity { accumulation in’ |
general,! The ‘¢ollapse’ of 1929 re-
sulted in a severe and protracted
setback for ‘the investment-trust
movement; - as, part -of . a- wide-
‘spread loss “of ‘faith’ in''common.
‘stocks ‘‘generally: Tt is  true that’

'h ‘they. certainly, | be
&d ‘S0 by  older ‘standards:
Concelvably, and: even! probably,
new factors in the'économic fig-
ure have ‘moved upward the cen-
tral’ value of the average dollar

e
alth
adjud

; {entific recession of 1937-8 and the major,
f,‘,’:,’,‘f;f,,f;,}h"cf,i‘;‘}lfl““f,o’,f{g‘lmoi Sepressions after 1919 and 1920,
inventories, the absence of infla- The three declines of jabout 20%:
tion, and- other helpful factors each in the stock averages since
would  help our business leaders 1958 '?}I:petf’ to Sc‘;‘};"eslfo“:)dfr fagslb;

well the three setbacks of abou
avoid the costly mistakes of the ;54 jn ine index, of industrial

of the 'country —:ds.particilarly.
Jarge and: craving;:it séeks some

one to . devour »it: .and: there is
_plethora;it” finds some-one sand/e -
there is speculation; it 48 devoured

past. . n. Of corporate ‘earnings, and.justify ) A3 2. e C
?gfgduczxo?’.evgf ;;': ltlggt&g;ga%gs 2 more - favorable relationship many-—although perhaps less'than and there-is panic.”s. )
. than = heretofore between stock half-~managed ‘to survive the bit- - 7Thig ‘‘paragraph  ‘was written

Differences in 1920's and Today
g O

ompared old-time business depressions, it

In, my view there are three seems reasonable to deduce that
major differences between . the we are also in a new era that pre-
economic realities of the 1920's cludes . old-fashioned bear mar-
and the present. The first relates
to the inflation factor, the second

ter subsequent experience and to
re-establish’'- themselves ‘more
firmly than- before * in' public
esteem. . Furthermore; the' prin-
ciple : of 'dollar-cost averaging—
which is ‘the /most systematic of
the ' - equity-accurmulation * tech=
niques—was able to vindicate it
self in the end, after perhaps 20
.years ' of unsatisfactory-to-medi-
ocre results.4 i

nearly 150 years after:the South
Sea Bubble episode, and' it seemed .
relevant: to’ financial affairs for
nearly another century to ‘come; .
‘Interestingly_ enough, -the “'South - '
Sea Company -itgelf had lastéd al> -
most 150. years’after its ‘disastrous ~
beginning.’I'see in thesé dates ‘an
evidence of the persistence and
the repetitions of history. A great
corporation  can - withstand -great
vicissitudes; the same ;s“true“ot S
great -institutions;, among which
not the least important is:common-
stock investment  and equity -ac=
cumulation over a span of time:
But a bull market has never be=
come a financial.institution,® and

I have great doubts: whether: this
attractive development:is an ad-
missible  possibility, - ‘when = the
{railty. of human nature is taken
into account.

yields and bond: yields.. This
would  certainly ‘be: true if the.
general business picture “can be
ate cgrr}xte&_ onl":_o ,j‘cpntinuq‘ ixtud%ﬁ-
Both my analysis and my in- nitely the re a ive immunity to ce-
t0 the Cold War, and the third to Stinct warn me that there may be ggﬁf’ﬁ? itsrla ¥ %ggnﬁé“gieaigra\!—‘
b0, the Cold N Aments i :busi= & catchiin, thig piausible, A /2%: corped with here is not the fature
The bull market of the 3ssuring parallel. If the recent . .pirq) value of the stock market
1920's ran its course without the picture had been one of the stock " ther the amplitude and the
aid of commodity-price inflation; market’s- advancing in step with ., coquences of possible future
the market rise since 1949 has the national product, and in close v'\riagons aroundpthis value
been accompanied by an irregu- proportion with it also, then the tTo soften’ a possible charée of
Jar, but virtually continuous, ad- observer might conclude—some= 14 _foavigm and prejudice against
vance in wholesale and consumer What to his amazement—that not .y sé;ndards of gralue may I
prices. It is difficult to say only has the economy been Ye- i,yq this paragraph to show how
whether the investor’s current formed but human nature as well. 4, rccen}c, reé’orcll) level of stock
emphasis on future inflation pos- But here the facts part company . .i..s may be justified by some
P tes should be considered pri- With the hypothesis. P5t mplasible Caioulations) Lt
marily as a recognition on his The stocle market level has not g 'ISSllE’)Y‘IP that the invzegtor wants
part of objective fact, or rather as been governed primarily by the .n “ouerall return of 1% an-
a strong subjective reaction to an level of business, but rather by | 1o a5 a ‘composite G(Od;vi_
element that is by no means new the deyclopment of new invest- dendyiync‘om(‘: and gvcmge market
o the financial scene. We had ment theories and attitudes and (This 7% %. target

Doubts ‘Success of Dollar-Cost-

Averaging f
. The computations made of theo-
retical- dollar-averaging experi-
ence ‘in the’ past’ embolden us to
predict that such a ‘policy will
pay ‘off ultimately regardless of
when -it is ‘begun, provided it is
adhered” to conscientiously and
courageously. under all interven-
ing conditions. This is by nomeans
a minor proviso, It pre-supposes

more inflation in wholesale prices by a typical growth of specula-
Trom 1900 to 1910 than from 1050 tive interest and activity. Some
16.1060; {he rise from 1900 to 1920 Of the old financial abuses that
also exceeded that from 1940 to characterized former bu'l markets
1960 (the equivalent of from 36 to have indecd been virtually elim-
100 vs, from 51 to 120). inated. But some have again
Most of us believe that infla- raised their head, and some new
tion is the path of least resistance °n€s have appeared -and ‘are
for governments, labor leaders spreading space. These are in the
and business heads, and that 3reas of corporate reporting, cor-
e it wili be followed, But Porate financing, the quality of
the record of the past the enterprises offered for public
help us much to determine what §ale,,nnd.the ways in which new
the amount of inflation will be ISSUes of common stocks are of:
e nture. decades, whether itg fered and Subsequently ‘traded.
course will be regular or inter- \
spersed with sharp deflations as
in 1921 and 1932, and whether in- . D T s DR o/
vestors will remain as inflation- Equally important and danger-.
conscious in the future as they are OUsyin my eyes, is the ready ac-
today. The reaction to inflation, ceptance by security analysts of
o almost every other investment the going market levels and earn~
and ‘speculative attitude, seems to ings-multipliers as the proper
be more the result of the stock- standard of value and of com-
market's behavior than the cause parison for any issue under study.
of it. The new analytical concepts of

growth-stock valuation, of “cash
My view of the effects of the oy v of the desirability of tax-

gl Bt e R
i byinany T an e In th which are triumphantly able to
Sivat. place 1 think It )\{xs cone report earnings deficits—all hav:
e sooAlaenl torthe b i- enough plausibility and lack of
o cxpant;l(gn cen r&all:c ‘;ts = inner discipline to lead both in-
Dility of the past decade. But ‘i’r“ vestors and speculators far astray.
a contrary sgnse I cm'mot 'sec In sum, the new investment thed
Bow the kind of (fold s e are ories and techniques remind me
o i\iing throng very much of 1928-1929, and the
gh can continue .,houring of common-stock i
1l2r°u8h%l‘ll¢d"our “Sm“mtel and tlhg! sues of secondary and lo»?zzr d;-
of our ¢ ren.” Sometime with- e
in the present decade, a way will g;ﬁ%u‘;mg;pﬁ)slci ’ife '{‘hlc“fcfa.iﬁg
have to be found to terminate the gapi1ity of general business and

Cold War, or it will be trans-
Sttt laris-senls Bostiitien o S O DO

:"’ég" all their nuclear implica- ¢or common stocks, then it must
2 eventually pr " ins i
q llf cl:r prgsgerltyhslnce 1949 has gtock prlg’es}.) Dl
n fact rested rather\heavily on We h Ires

our defense cxpcnd‘-tl}ﬁg‘. and If working n;ie m"is’ex?gr’i\dcfi"?n :gg
in 1M‘u!h we must fairly soon have area of growth stocks. The price
either no war or nuclear war In of a successful and promising
place of Cold War, then today’s concern such as Texas Instru-
international situation cannot be ments can be driven up so high
termed more favorable for com- hy speculative emphasis on its
mon stocks than the cloudless prospects that the ensuing re-
one of 1920, 7 action has cut the price in half—
4The government’s commitment with no change in the underlying
o prevent large-scale. unemploy- worth of the business. Examples
‘ment ‘and serfous depressions is ‘of this sort are now numerous,
both_a  new. . factor and. one of Conceivably this behaviorfof is-

‘Questions Today’s Investment
. eories:

major importance. The most logi- su, i 2

| aLveason for expecting a differ- sues in the growth-stock class may
“ént kind ol stock-market cycle in
;ﬁle'(gwre,thin in the long-term
st would appear’to be by anal-

give us a preview of the ulfimate
behavior of the general market—
as represented by. comprehensive

s
on'iwlth‘,‘ﬂie ‘business cycle. The averages—if common-stoclke in.

appreciation.
is itself taken from the long-term
record of dividend -yields and
price advances; it secems reason=
able as a guide to the future.)
Assume next that earnings and
dividends will grow in the indef-
inite future at the annual rate of
4157, which appears to be the
projection for this decade. Then
the investor should be satisfied

with a 3% dividend:return.: This”

would justify a current level of 65
{for the S-P Composite, only 10%"
below the recent high. ‘A small
adjustment here or there would
put C
S-P
75.93 on Dec.-27, 1961, -the day- of.
Mr. Graham’s. address.] =~ 0.

1t is by no means impossible to
assume a permanent growth rate
of 4%%; we have been told we
must increase our GNP faster
than this or lose out in the race
with Russia. The basic @bjection
is that it is only an asghmption,
that the experience of tfe longer
past puts the figure rather at
2% %, and that the difference be-
tween 4% % and 2% % in this cal-
culation means the difference be-
tween 65 and 39 for the value of
the S-P Composite. My experi-
ence leads me to predict that the
action of the market will govern
the investor's choice as to prob-
able future growth rates, rather
than vice-versa.

Sees Ominous Portent

This completes my case for and
against a new era and character
for the stock market, If the mar-
ket since 1949 foreshadows the
stock markets of the future, the
investment aspects of equity ac-
cumulation are unbelievably fa-
vorable. All that will be needed
will be the funds to buy a repre-
sentative assortment of common
stocks and a little patience to sit
through periods of mild reaction,
The annually-compounded rate of
overall return from the 500-Stock
Composite has been about 13%
—curiously enough, this has been
about the same as the 'average
from a selected list of gro
stocks.3 I ) S

A much Jower annual rate,
‘without severe interruptions, will

prove amply ‘réwarding. ‘| N

3 Soe, for exsmpls, Table A (n "The
Growth Stock Philosophy,’ by J.F. Beh
falle, Jr.; The Finonclal Anelsts
Nov, 1960. oL .

us over the ‘top.[Ed. Note: °
industrial average reached °

e——— PR R PEXLTR
4 For - calculated “results of d:ll-t-con-

. Behm-
Journal,

that ‘the “dollar-cost-averager will
be a different sort of person from
the rest of us, that he will not be
subject to the alternations. of ex-
hilaration and. deep gloom, that
have accompanied the gyrations of
the stock market for generations
past. This, I. greatly. doubt—par-
ticularly because most of the dol-
lar-cost-averagers we are speak-
ing of will be typical members of
the. public. who have been per-
suaded to embark on an equity=-
accumulation program-by: the arts
ip now.so highly de-

veloped in mutual-fund field.
Let me ré&#rn once again to the

problem of proper perspective

for.viewingd he character.of the:

and the investment
aspects of edlity accumulation. At
the outset I presented a statistical
comparison -of the market’s be-
havior over the past 12 years and
over the past: 90 years. But our
knowledge of stock-market be-
havior goes back a good deal more
than 90 years — a full two cen-
turies and a half, in fact, to the
inception of the South?’Sea Com-
pany in 1711,

In our first edition of Security
Analysts, published in 1934, we
characterized the stock-market
madness of the 1920's as a repeti-
tion or rerun of the famous South
Sea Bubble. By comparison the
behavior of our present market
appears - more rational, dignified
and reassuring. No one today, not
even ingrained, conservatives such
as myself, expects consequences to
this market and the lt;:xonomy even
faintly resembling t! catastrophe
of 1939-1932. Yet I have a feeling
that the financial world has be-
come too complacent about the
future, too confident of the invul-
nerablity of common stocks as a
whole to a
fortunes.

_ Quotes Walter Bagehot

Fifty years ago, when- I first
read -a bit of ‘economic ‘history,
there were some lines by Walter

h Bagehot nbout}stock-.market spec-

ulation - that’ every - student was

orl
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My own inward picture of ‘the
present stock market is that of an
institution cut adrift from old
standards of value without having
found dependable’ new ‘standards.
(In this respect ‘present-day  in+
vestment ‘may be in somewhat the
samé position = as present-day
painting.) The market.may either
return to .the old measures of
central value; or—as. is perhaps
more probable——;evcntually estab-
lish-a new and more liberal, basis
for-evaluating equities. 1f the first
happens,; common 'stocks will prove
‘highly disappointing over a long

period- for many accumulators of

equities. If the newer and highe
value levels are to _be establishec
on a sound basis;-I' envisage this
working out by a process of trial
and error, . covering. an unpre=
dictable period of time anda num-
‘ber ‘of pendulum_swings of un-
‘foreseeable magnitude.® I do- not
know whether bonds will do bet-
ter than stocks over the next fif-
teen years, but I do ‘know that
the people behind College Re-
tirement Equity Fund (CREF) are
‘eminently wise in insisting . that
its beneficiaries have at least an
equal dollar stake in bond as in
stock investment. J

*An address by Mr. Graham

American Finance Association,
City, Dec. 27, 1981.
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