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by Benjamin Graham

The Future Of
Common Stocks

The following article is taken, with slight
revisions, from a paper prepared for
delivery before a group of corparate pen-
sion executives in June 1974, The last half
of the article aims te answer specific
questions raised in connection with the
address,

Before | came down to Wall Street in 1914 the
future of the stock market had already been
lorecast—once for all—in the famous dictum of
JP. Morgan the elder: “It will fluctuate.” It is a
safe prediction for me to make that, in future years
as in the past, common stocks will advance too far
and decline too far, and that investors, like
speculators—and institutions, like individuals—
will have their periods of enchantment and disen-
chantment with equities.

To support this prediction let me cite two
“watershed episodes”—as | shall call them—that
occurred within my own financial experience. The
first goes back just 50 years, to 1924; it was the
publication of EL. Smith's little book entitled,
Common Stocks as Long-Term Investmenis,
His study showed that, contrary to prevalent
beliefs, equities as a whole had proved much better
purchases than bonds during the preceding half-
century. It is generally held that these findings
provided the theoretical and psychological justifi-
cation for the ensuing bull market of the 1920',
The Dow Jones Industrial Average (DJIA), which
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stood at 90 in mid-1924, advanced to 381 by Sep-
tember 1929, from which high estate it collap-
sed—as | remember only too well—to an ignomin-
ious low of 41 in 1932

On that date the market's level was the lowest it
had registered for more than 30 years. For both
General Electric and for the Dow, the highpoint of
1929 was not to be regained for 25 years,

Here was a striking example of the calamity that
can ensue when reasoning that is entirely sound
when applied to past conditions is blindly followed
long after the relevant conditions have changed.
What was true of the attractiveness of equity in-
vestments when the Dow stood at 90 was doubtful
when the level had advanced to 200 and was com-
pletely untrue at 300 or higher.

The second episode—historical in my think-
ing—occurred towards the end of the market's
long recovery from the 1929 to 1932 debacle. It
was the report of the Federal Reserve in 1948 on
the public's attitude toward common stocks, In
that year the Dow sold as low as 165 or seven
times earnings, while AAA bonds returned only
2.82 per cent. Nevertheless, over 90 per cent of
those canvassed were opposed to buving
equities—about half because they thought them
too risky and half because of unfamiliarity, Of
course this was just the moment before common
stocks were to begin the greatest upward movement
in market history—which was to carry the Dow
from 165 to 1050 last year. What better
illustration can one wish of the age-old truth that
the public’s attitudes in matters of finance are
completely untrustworthy as guides to investment
policy? This may easily prove as true in 1974 as it
was in 1948
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I think the future of equities will be roughly the
same as their past; in particular, common-stock
purchases will prove satisfactory when made at ap-
propriate price levels. It may be objected that is far
too cursory and superficial a conclusion; that it
fails to take into account the new factors and
problems that have entered the economic picture
in recent years—especially those of inflation, un-
precedentedly high interest rates, the energy crisis,
the ecology-pollution mess and even the movement
towards less consumption and zero growth. Per-
haps | should add to my list the widespread public
mistrust of Wall Street as a whole, engendered by
its well-nigh scandalous behavior during recent
vears in the areas of ethics, financial practices of
all sorts and plain business sense.

Of course these elemenis—mainly unfavorabie
to the future values of common stocks—should be
taken into account in the formulation of today's
investments policies. But it is absurd to conclude
from them that from now on common stocks will
be undesirable investments no matter how low
their price level may fall. The real question is the
same a8 it has always been in the past, namely: Is
this a desirable time or price level to make equity
purchases” We should divide that question, | think,
into the following: a) Is this a desirable level to buy
stocks in general, as represented by the DIJIA or
Standard and Poor’s 500 (S&P 500)? b) Even if the
averages may not be at an attractive level, can in-
vestors expect satisfactory results by choosing in-
dividual issues that are undoubtedly worth at least
what they are selling for? The distinction | have
just made is clearly relevant to the present
situation because of the recent advent of the “two-
tiered market,” resulting from the massive prefer-
ence of insititutions for large, high-growth com-
pani¢s. This in tum has brought about disparities
in the P/E ratios for issues of investment charac-
ter—differences as high as ten to one—that have
been unexampled in all my experience, excepl
perhaps at the height of the 1929 madness with its
celebrated “blue-chip™ issues.

My own answer to the double gquestion just
posed is as follows: As to the present level of the
averages—say, 850 for the Dow and 93 for the
S&P 500—the factor most directly affecting
current security values and prices is most assuredly
the high rate of interest now established for the en-
tire spectrum of bond and note issues. One of the
glaring defects of institutional attitudes has been
that as recently as early 1973—when they sup-
ported the record price level of the averages—they

failed to take into account that AAA bonds were
then yielding 7.3 per cent and had been above 8.5
per cent not long before. (As it happened they were
destined to surpass the 8.5 per cent rate in 1974.)
In 1964 the AAA rate averaged 4.4 per cent. It
seems logical to me that the earning/price ratio of
stocks generally should bear a relationship to
bond-interest rates. If this thesis is accepted in its
simplest form we must conclude: If one dollar of
Dow earnings were worth $17 when bond yields
were 4.4 per cent, that one dollar is now worth
only 52 per cent of $17, or $8.80, with AAA bonds
at B5 per cent, This in turn would suggest a
currently justified multiplier of, say, nine for the
normal current earnings of the Dow. If you place
those earnings at the record 1973 figure of 586,
you arrive at a current valuation of only 775 for
the DJIA. You may quarrel with this figure on
various grounds. One may be your expectation that
bond rates will fall in the future. But that prospect
is far from certain, while the present B-1/2 per cent
rate is a fact. Also, if bond yields go down ap-
preciably, then bond prices—especially of the low-
coupen, large-discount issues—will advance as
well as stocks. Hence such bonds could still work
out better than the Dow if and when interest rates
decline.

Viewing the matter from another angle, 1 should
want the Dow or Standard and Poor's to return an
earnings yield of at least four-thirds that on AAA
bonds to give them competitive attractiveness with
bond investments. This would mean an earnings
yield of 11 per cent, and it brings us smack back to
the valuation of about 775 for the Dow that we
found by comparing the early 1974 situation with
that ten years before.

Furthermore, my calculations of growth rates
over the past 25 years give an annual figure for the
Dow of only 4-1/2 per cent. If this rate were to
continue in the future, the expectable combination
of growth plus dividends would produce less than a
ten per cent overall return, consisting of four and
one-half per cent growth plus a compounded
dividend yield of, say, five per cent. This second
calculation would make my current 775 valuation
for the Dow appear over generous. Incidentally, a
corresponding approach to the S&P 500 Index
gives 8 somewhat less favorable result than for the
Dow at current levels. The S&P 425 and 500 In-
dexes have both grown at about a five per cent rate
over the past 25 years. But this advantage appears
to be offset by their higher P/E ratios compared
with the DIIA. feontinuwed nexi page)
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Selecting Individual Common Stocks

When we come to valuing individual stocks |
should like to divide them into three classes, as |
find them in the NYSE list. Group I is the growth
issues selling at more than 20 times their last 12
months’ earnings. Group I is the relatively un-
popular stocks selling for less than seven times
recent earnings—i.e., at 15 per cent earnings vield
or better. Group I11 has multiplicrs between seven
and twenty.

In my count of 1530 NYSE issues there were 63,
or four per cent of the total, salling above 20 times
earnings, of which 24 passed the 30 times mark. By
contrast, more than 500—over a third—sold
below seven times earnings, and of these about
150—say, ten per cent of the total—were quoted
under five times the last 12 months’ profits.

If the eamings on which these multipliers are
based can be counted on, more or less, in the
future—without any special requirements as to
growth—it is evident that many NYSE issues can
now compete in attractiveness with bonds at 8-1/2
per cent, In this large area of choice there are
many that would be suitable for pension-fund in-
vestment; many indeed that may be regarded as
definitely undervalued. These are especially suited
for longer-term commitments as distinguished from
short-term speculative purchase. Among the under
seven-times-earnings list are huge concerns like
Firestone (with 83 billion of sales) and in-
termediate-sized enterprises like Emhart, which
has paid dividends for 72 vears and recently sold
under its net-current-asset value.

The Book-Value Approach

The developments that have produced these ex-
traordinarily low multipliers for so many NYSE
{and other) issues now present us with another
phenomenon—namely the reestablishment of book
value, or net worth, as a point of departure and
possible guide to the selection of common stocks,
In a large area of the present stock market we
could return to a very old-fashioned but nonethe-
less useful criterion for equity investmeni—namely
the value of the company as a private enterprise to
a private owner, irrespective of market quotations
for the shares. If the business has been prosperous,
and is at least reasonably promising for the future,
it should be worth its net asset value; hence an op-
portunity to buy an interest therein at a substantial
discount from net worth could be considered at-
tractive.

As it happens, about half the NYSE companies

were selling last month at less than book value, and
about one-quarter, or about 400 issues, at less than
two-thirds of net worth. What is equally interesting
is that about one-third of all common stocks ac-
tuaily sold both above and below their net worth
in the past 12 months, Certainly more than half
fluctuated around this figure in the last five years.
For the most part, these issues selling below book
are also in the low-multiplier group.

I may be so bold as to suggest that this situation
makes possible a quite simple approach to equity
investment that is open to almost everyone from
the small investor to the quite large pension fund
manager. This is the idea of buying selecred com-
mon stocks—those meeting additional criteria of
financial strength, etc.—obtainable at two-thirds
or less of book value, and holding them for sale at
their net asset value—to show a non-spectacular
but quite satisfactory 50 per cent profit. We cannot
predict with assurance how this apparently too-
simple investment program will work out in the
future. But I can say that my studies covering the
period 1961 to 1974 show the presence of suf-
ficient opportunities of this kind in most years, and
also excellent overall results from the assumed
operations.

Since | spoke of three groupings of the NYSE
list, I should now give my views of Groups | and
1. Those selling at intermediate multipliers may
present individual opportunities, but they have no
special interest for me as a category. But the first-
tier, high-growth issues present a real challenge to
past experience. Obviously they would be won-
derful private or market-type investments if ob-
tainable at book value or even twice that figure.
The trouble is, of course, that most of them sell at
more than five times book value—and some more
than ten times. Last year the ratios were a good
deal higher than that, At these levels, they take on
a speculative character which is due entirely to
their price level, and in no sense to any weakness
of the companies themselves. (I made this point as
long ago as 1958 in an address before the Finan-
cial Analysts Federation; it is reproduced as an
Appendix to The Intelligent Investor.) The
speculative risks attached to high-growth stocks
have been brought home dramatically in the past
18 months by the price declines in many of these
favorites. (1 need not give examples,)

However, 1 do want to use an instance here in
connection with a brief discussion of a recently
launched academic theory about the stock market,
which could have great practical importance if it
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coincided with reality. This is the hypothesis of
“the efficient market.” In its extreme form it makes
two declarations: |) The price of nearly every stock
at nearly all times reflects whatever is knowable
about the company's affairs; hence no consistent
profits can be made by seeking out and using ad-
ditional information, including that held by “in-
siders.” 2) Because the market has complete or at
least adequate information about each issue, the
prices it registers are therefore *‘correct,”
“reasonable” or “appropriate.” This would imply
that it is fruitless, or at least insufficiently reward-
ing, for security analysts to look for discrepancies
between price and value.

I have no particular quarrel with declaration
one, though assuredly there are times when a
researcher may unearth significant information
about a stock. not generally known and reflected in
the price. But | deny emphatically that because the
market has all the information it needs to establish
a correct price the prices it actually registers are in
fact correct. Take as my example a fine company
such as Avon Products. How can it make sense to
say that its price of 140 was “correct” m 1973 and
that its price of 32 was also “correct™ in 19747
Could anything have happened—outside of stock-
market psychology—to reduce the value of that
enterprise by 77 per cent or nearly six billion
dollars? The market may have had all the in-
formation it needed about Avon; what it has
lacked is the right kind of judgment in evaluating
its knowledge.

Descartes summed up the matter more than
three centuries ago, when he wrote in his *Discours
de la Méthode": “Ce n'est pas assez d'avoir U'esprit
bon, mais le principal est de I'appiquer bien.” In
English: "It is not enough to have a good in-
telligence™—and 1 add, “enough information”™ —
“the principal thing is to apply it well.”

I can assure the reader that among the 500-0dd
NYSE issues selling below seven times earnings
today, there are plenty to be found for which the
prices are not “correct” ones, in any meaningful
sense of the term. They are clearly worth more
than their current selling prices, and any security
analyst worth his salt should be able to make up an
attractive portfolio out of this “universe.”

Inflation and Investment Policy

Let us turn now to inflation. Do the prospects of
continued inflation make equity purchases un-
desirable at present market prices or indeed at any
conceivable level? It is passing strange that this

question should even suggest itself. [t seems only
yesterday that everyone was saying that stocks,
even at high prices, were definitely preferable to
bonds because equities carried an important
measure of protection against future inflation.

But it should be admitted that not only recently,
but for many years and perhaps decades past,
equitics as a whole have failed to provide the
protection against inflation that was expected from
them, 1 refer to the natural surmise that a higher
general price level would produce a higher value
for business assets and hence correspondingly
higher profit rates in relation to original costs. This
has not been borne out by the statistics. The rate of
return on book equities as a whole—much un-
derstated as they must be in terms of reproduction
costs—has at best held constant at around the 10
to 12 level. If anything, it has declined from the
1948 to 1953 period when the Dow was selling at
only seven times earnings.

It is true of course that the earnings on the DJIA
and the S&P 425 Industrials have tripled from
1947-1951 to 1969-1973. But in the same period
the book value of both indexes has quadrupled.
Hence we may say that all the increase in post-war
earnings may be ascribed to the simple building up
of net worth by the reinvestment of undistributed
profits, and none of it to the more than doubling of
the general price level in those 28 years. In other
words, inflation as such has not helped common-
stock earnings.

This is a good reason—and there are others
—nat to be enthusiastic about equities at every
market level. This caution is part of my long-held
mnvestment philosophy. But what about the current
situation? Should inflation prospects dissuade an
investor from buying strong companies on a 15 per
cent earnings return? My answer would be “no”

What are the investors' real choices—whether as
an institution or as an individual? He can elect to
keep his money in short-term obligations, at a good
vield, expecting that future inflation will eventually
produce lower market levels for all kinds of stocks,
including those with low multipliers. This choice
would be justified when the investor is convinced
that stocks are selling above their true value. but
otherwise it is only a kind of bet on future market
movements, Or he may conceivably decide on an
entirely new sort of investment policy—namely, to
move from stocks or bonds into things: real estate,
gold, commodities, valuable pictures and the like.
Let me make three observations here.

The first is that it is impossible for any really
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large sums of money—say billions of dollars—to
be invested in such tangibles, other than real
property, without creating a huge advance in the
price level, thus creating a typical speculative cycle
ending in the inevitable crash. Secondly, this very
type of hazard is already manifest to us in the real
estate ficld, where numcrous new ventures, fi-
nanced through 4 combination of borrowing and
quoted common-stock issues, have encountered
problems of all sorts, including large stock-market
losses for their investors.

My third observation is on the positive side. 1
think all investors should recognize the possibility
—though not necessarily the probability —of
future inflation at the recent 11 per cent rate, or
even higher, and should introduce what 1 shall call
a “concrete-object factor” in their overall financial
approach. By this | mean that they should not be
content to have an overwhelming proportion of
their wealth represented by paper money and its
equivalents, such as bank deposits, bonds and
receivables of all sorts. For the shorter or longer
pull—who can really tell’—it may turn out to be
wiser 10 have at least an indirect interest—via the
common-stock portfolio—in such tangibles as
land, buildings, machinery and inventories. This is
relatively easy to accomplish in the execution of an
ordinary common-stock investment policy. My
point is only that it would be worthwhile to in-
troduce the concept as a specific and measured
criterion in analyzing one's resources, That idea is
as readily applicable to pension funds as o other
portfolios.

It should be obvious from my overall approach
to the future of equities that I do not consider such
much-publicized problems as the energy crisis, en-
vironmental pressures, foreign exchange instability,
elc. as central determinations of financial policy.
They enter into the value versus price equation in
the same general fashion as would any such other
adverse factors as 1) a tendency towards lower
profit margins and 2) the higher debt burden and
the higher interest rate thereon. Their weight for
the future may be assessed by economists and
security analysts, presumably with the same ac-
curacy, or lack of it, as has characterized such
predictive work in the past.

Institutional Dominance, Efficient Markets,
and the Prospects for Security Analysis

Is there an equity bias among money managers?
My answer is that there has undoubtedly been such
4 bias in the past decade, and that it was a power-
ful force in establishing price levels for the stock

market generally that were out of line with bond
yields. It may well have contributed to these high
yields themselves, for it deprived the bond market
of billions of dollars that went instead into buying
shares from former holders at advancing P/E rates.
Since concern is now expressed about institutional
disenchantment with equities, it may well be that
the bias of recent years is not only rapidly disap-
pearing but is being reversed and that it is now the
function of real oldtimers like myself to caution
against taking on an equally unjustified bias
against stocks at low price levels.

What will be the effect on performance of
having, say, $200 billion of institutional money in
equities, plus, say 11,000 working security analysts,
all trying to “beat the averages?” The reader will
pardon a reference here to a couplet by Heinrich
Heine & propos of the appointment of 45 German
professors to some commission of inquiry 150
years ago. He wrote:

“Funf-und-vierzig Professoren—
Vaterland, du bist verioren!”
(Forty-five Professors—
Fatherland, you're ruined!)

If only 45 professors can present such a menace,
how about 11,000 analysts?

Seriously, the effect of large-scale participation
by institutions in the equity market, and the work
of innumerable financial analysts striving to
establish proper valuation for all sorts, should be
to stabilize stock-market movements, i.e., in theory
at least, to dampen the unjustified fluctuation in
stock prices. | must confess, however, that | have
seen no such result flowing from the preponderant
position of the institutions in market activity, The
amplitude of price fluctuations has, if anything,
been wider than before the institutions came into
the market on a grand scale, What can be the
reason” The only one I can give is that the in-
stitutions and their financial analysts have not
shown any more prudence and vision than the
general public; they seem to have succumbed to the
same siren songs—expressed chiefly in the cult of
“performance.” They, too, have largely put aside
the once vital distinction between investment and
speculation. (This leads me to ask whether some
day soon we shall see some legal problems for cer-
tain banking institutions growing out of their ac-
countability for the results of trust investments
made from 1968 to 1973 that failed 1o meet the
strict judicial requirements of the prudent man
rule}.

Let me give a concrete example of my statement
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that institutional investment does not appear to
have contributed either stability or rationality to
stock prices—American Airlines. The Standard
and Poor's Monthly Stock Guide shows the
holdings of this and other concerns by about 2000
insurance companies and investment funds, though
not by banks and their trust departments. In 1970,
the canvassed institutions owned 4.3 million shares
of American Airlines, or 22 per cent of the total,
The company reported a deficit of $1.30 per share
in 1970, then earnings of 13 cents in 1971 and a
magnificent 20 cents in 1972, In response, our so-
called efficient stock market advanced the price
from a 1970 low of 13 to a new all-time high of
49-7/8 in 1972. This was 250 times that year's
profits. Now what did our financial institutions do
to hold down this insane speculative binge in the
shares? Did they sell out their holdings somewhere
along the line, to cash in a profit and rid their port-
folios of a clearly overvalued issue? On the con-
trary. The Guide showed that during this period
they actually increased their ownership to 6.7
million shares, or by a full 50 per cent, held by 143
companies. And the latest figures, in 1974, show
that 117 funds etc. still owned 5.7 million shares or
20 per cent of the total. (In the meantime the com-
pany reported a record deficit of $48 million in
1973, and the price collapsed from 50 in 1972 10
7-1/2 in 1974.)

This story hardly suggests that the institutions
have been wvaliant contributors to “efficient
markets” and correct stock prices.

More and more institutions are likely to realize
that they cannot expect better than market-average
results from their equity portfolios unless they have
the advantage of better-than-average financial and
security analysts. Logically this should move some
of the institutions towards accepting the S&P 500
results as the norm for expectable performance. In
turn this might lead to using the S&P 500 or 425
lists as actual portfolios. If this proves true, clients
may then find themselves questioning the standard
fees most of them are paying financial institutions
to handle these investments. (Incidentally, if my
half-serious prophecy of a movement towards ac-
tual S&P Index portfolios is realized we should
have an ironical return to a form of investment in
equities that existed here 50 years ago. The first in-
vestment funds were actual “trusts,” and “fixed
trusts” at that. The portfolios were set up, on a
once-for-all basis, from the very beginning.
Changes could be made only under compulsory
conditions. )

A modification of my “fixed fund” suggestion
would leave more leeway for the work of financial
analysts. This modification would base equity port-
folios initially on an actual or presumed imitation
of the S&P Index, or—more simply—the DJIA,
The operating manager or decision maker would
be permitted to make substitutions in this list, but
only on a persuasive showing that the issues sub-
stituted had distinctly more intrinsic value per
dollar of price than the ones to be dropped. Com-
bined with fairly heavy accountability for the
results of such departures from the original list,
such a program might well improve the actual per-
formance. In any case it would give the financial
analysts’ profession something to do.

There has indeed been a strong intimation in this
article that the DJIA and the S&P Indexes are now
selling too high in relation to many issues now piir-
chasable at low P/E ratios. If this view is correct
any competent analyst has an excellent present op-
portunity to earn his pay by recommending
desirable substitutes for certain companies in these
averages.

Please bear in mind that while 1 have been
making a case for equity investment now—despite,
or perhaps because of, institutional disillusionment
with them—I am not proposing a 100 per cent
stock position for any investor. On the contrary, 1
think that everyone's total portfolio should always
have a minimum component of 25 per cent in
bonds, along with & complementary minimum
holding of 25 per cent in equities. The remaining
half of the funds may be divided between the two.
cither on a standard 50-50 basis (adjusted to
reflect changes caused by significant price
movements) or in accordance with some consistent
and conservative policy of increasing the bond
proportion above 50 per cent when bonds appear
more attractive than equities, and vice versa when
equities appear more attractive than bonds.

Do equities win by default because there is no
assumed liquidity in other alternatives? There are
various answers to this query. The first is, of
course, that the alternative of putting funds into
short- or longer-term debt obligations does not
diminish the liquidity factor. Secondly, | could
argue that liquidity is itself a minor desideratum in
@ true investment program, and that too many
vitlue considerations have been sacrificed to an
assumed need for quick marketability, But thirdly,
I could not say to what extent the liguidity factor
should enter into consideration of non-income-
producing objects—such as paintings, com-
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modities, etc.—as alternatives to common stocks.
My hunch is that the absence of income—as
against 8-1/2 per cent annually on bonds—should
be more important here for your investment
decisions than the liquidity factor.

An Indexed Economy and a Managed Economy

What are the implications of an "“indexed
economy”™? | have already stated views of in-
flation’s effect on equities. 1 feel that an indexed
economy—in the full sense of Milton Friedman's
recent proposal—is too impractical and remote to
warrant serious discussion here. We have it in pan
in cost-of-living adjustments in union contracts, in-
cluding to some degree pension plans. There was
once an indexed bond issue, put out by
Remington-Rand Corporation at the instance of
Irving Fisher (then a director), which varied the
coupon payments with the cost-of-living index.
Conceivably—though not probably—that idea
may be revived. However, we have a growing num-
ber of debt obligations that vary the coupon rates
with changes in current bond vields or bank lend-
ing rates. The floodgates seem to he opening here
with the offering of $650 million of Citicorp
Floating Rate Notes due in 1989,

We have all become so familiar with a more or
less managed economy since the Roosevelt era
beginning 40 years ago, that we should be quite
inured to its effect on everything including equities.
Basically, the intervention of government in the
economy has had two opposite effects on common
stock values. It has benefited them greatly through
its virtual guarantee against the money panics and
large-scale depressions of the pre-1935 decades.
But it was hurt profits through the maze of restric-
tions and the numerous other burdens it has im-
posed on business operations, Up to now the net
effect seems to have been favorable to equity
values—or at least to their prices. This can be seen
at first glance by comparing the Dow or S&P Index
lines on a chart before and after 1949 In such
camparisons the price declines in 1969 to 70 and
1973 10 74 appear like minor downturns in a
massive upward sweep.

Experience suggests therefore that the various
threats to equities implied in the last question are
not very different from other obstacles that com-
mon stocks have faced and surmounted in the past.
My prediction is that stocks will surmount them in
the Future.

But I cannot leave my subject without alluding
to another menace to equity values not touched on
in my terms of reference. This is the loss of public

confidence in the financial community growing out
of its own conduct in recent years. | insist that
more damage has been done to stock values and to
the luture of equities from inside Wall Street than
from outside Wall Street. Edward Gibbon and
Oliver Goldsmith both wrote that, “History is little
more than a register of the crimes, the follies and
the misfortunes of mankind." This phrase applies
to Wall Street history in the 1968 1o 73 period, but
with more emphasis to be given to its crimes and
follies than to its misfortunes. I have not time even
to list ull the glaring categories of improdent and
inefficient business practice, of shabby and shoddy
cthics perpetrated by financial houses and in-
dividuals, without the excuse of poverty or
ignorance to palliate their misdémeanors, Just one
incredible example: Did anyone ever hear of a
whole industry almost going bankrupt because it
was accepting more business than it could handle?
That is what happened to our proud NYSE com-
munity in 1969, with their back-office mix ups,
missing securities, etc. The abuses in the financial
practices of many corporations during the same
period paint the same melancholy picture.

It may take many years—and new legisla-
tion—for public confidence in Wall Street to be
restored, and in the meantime stock prices may
languish. But 1 should think the true investor
would be pleased, rather than discouraged, at the
prospect of investing his new savings on very
satisfactory terms. To pension-fund managers,
especially with large and annual increments to in-
vest, the prospects are especially inviting. Could
they have imagined five years ago that they would
hi able to buy AAA bonds on un eight 1o nine per
cent basis. and the shares of sound companies on a
15 per cenmt or better earnings yield? The op-
portunites available today afford a more promising
investment approach than the recent absurd idea of
aiming at, say, 25 per cent market appreciation by
shifting equities among institutions at constantly
higher price levels—a bootstrap operation if there
EVET Was one,

Let me close with a quotation from Virgil, my
favorite poet, It is inscribed beneath a large picture
pancl at the head of the grand staircase of the
Department of Agriculture building in Washing-
tor. It reads:

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

Virgil addressed this apostrophe to the Roman
farmers of his day, but | shall direct it at the com-
mon-stock buyers of this and future years:

“0 enviably fortunate [nvestors, if only
you realized your current advantages!” w»
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[owould atso like o take this appertunity 1o thank William AL
Crabe, CFAL Cludrman ol the Coniinumg Education Committed ol
The banstiute Tor fas elforsin orgaiziig the Seminar, snd G Roderick
O N oL F AL and i sanulacturers Hanove! Trust Compuany stall [or
mak i local arrangements for the Senunar. Theodore R. Lilley, C.F.A,
President of The Finangid Anclysts Federation and mémbers o his
aft e awsasted 0 the s drrangements. And finally, 1'would like to
Pk W Scoti Bauman: CF AL Exceutive Dircitor ol The Finanvial
Vit sts  Jesearch Foudation and it sialls Roburt D, Miloe, C.F.A
Precident of the Institne ol Chartered Financial Analysts; and Juck L.
Peos o, Editor ol the Financial Anilvsts Joumal and o Trustue of th
Voumdation for Thetr ciluable ssistance in planning thie Seminur and

T ol {hese Proceadings.

Duvid G, Watiersong G E.A., Prosident
The Firtancial Analysts Research Foundation

Vit

THE DECADE 19651974 115 SIGNIFICANCE FOR FINANCIAL AMNALYSTS
Benjunin Graham

‘The title ot this, semini ="=he Repaissaige ol Valae ™ dmyslivy
that the concept ol value had previoushy; breit in eclipse in Wl Strdet.

This -eclipse muy - be sdentitiod with the sinual disappearance of the

e well-established distetion: eiw e wvestment, and 1|,r1':'1|l.'11|.|:1.
In the lust decade evervone hécame-an 1ivesioy inchuding buvers of
stich oplims ared sdddot shorpseliers In niy awn thanking vhe cogice
ol value, along with that of i of safery, has always i o e
heart of true investment, while pricc cApedtatinns huse Been at the
center of speenlation. -

Loy me Tist some of the guestions velaing to thevalne-apr s 1t
that confront the financio analyst mow 1o the lightal the 196G 1074
ERporence:

1. 1% the value appronch amselul aocin teems of
{2} wha it can avenmplish on its owi, anl

() by Ccomparison of s resutbts with . theset ol Cothe

anvalvtical merhois and praciu e

2, o awhat dégmee should the 1 .:nn.iu.un U vahagiom= s
presented; - say, 0 Graham, Dodd  and O T R BT AL T
ceodified by more recent developments. inclding theoreti i
thinking?

4 What is the effect of institubionl deminarinm ol the, stids
marker on' the valuation work of the securityanalv <t the
docision-making procedures of the fnancial analysts

4. o what extentidoes’ the: sheer, number if L practicing
.LIE.{]'&'}L‘-\: wome 14,0000 FALL, meinbers, meluding - 3800 .
CoF.ALs imd aver 2,000 dcive CFA. cindidites: prevent the
average Of representative worker front achievirg wirthwiiie
resulis? This is indeed a delicate question, '

The discussion that follows will pot. separale vach of these
questions from the athers, but 1 will try 1o answer them as best | Gin.
The value approdch ‘nas heent founded on the premisc. that, i
many —but- by no. means i all—cases '1rp:‘iut'.|11-!c' rangre ol valuainion
can’ be cstablished for'a commaon studk b analviical technigues: that
often this vanpe diflers substantially fam the current price: and thar




such - dilferences  offer yewarding opportunities - lor investment
operations. The phruse “rewarding opportunities’ implies that the
ctock  market itself will vindicate the vilue:based operation, after-an
interval that averages not oo Josig Tor human patience—say, three years
o Jess, ' [ ;
Typically, tie midpoins of the value range has been found by
applying an appropriate multiplicr to, estimated future earnings. My
prosent’ view is that this is not the hest technigue. Instead, the carnings
figure Luken should be what we call *normal current camnings’, and ull
the lfuture = prospects= favorible . or qnyfé.vur.'ihh:.' specilic - or
peneral—should enter into the multiplier; ‘This procegural change’

shvidtes che  necessity of - establishing i future value and. then

discounting same Lo ity present waorth.

Such i procedure would cirry us very far from the method first
sugpested in 1988 in Dr. Juhn Burr Williams' seminul book “The
Theory ol Invesiment Vilue™, His technique required an cstimate ol
the streum b dividends Lo’ be received covet & very long future. peniod,
and the summation ol the discounted worth of cach dividend to arrive
AL present vilue, “The various muthematical methods later developed fiar
waluing growth stocks fepresent oo sort of compromise between the
Williams approich and what I now siggest, For they stop the cstimaiied

srenm of, dividends at a ermimal yeur—say Len years hence—and then

value the stock, usially on . canservative -basis, in that terminal year.
Uhe resulting ligures of dividends and ferminal value would then b
discounted- ut . n uniform chasen rate ty arrive at present valuc,.

Thuse of you who have studied Securrty, Analyiismay recall that

we tricd. to simplify ‘the miathematical methods of ‘several writers. by
suggesting o formula that employs a single varuble G, representing the

expected griwil vate” over i next seven:to twen vears, It read (uat
bottom of p. 537}

ALl = current formal earnings Limes the suim of 8% plus 205,
.This wvaluation formula—like “those it purported | to
approximate<had the great defect of Tailing to allow fur chaviges inahe

hasie wite ot interest. Byt the one development in the past decade .t'hiill_'.
has ~had  the  greatest influence Lon stock ' values—und, somewhat !

belatediy; on stock prices—has been the, phenomenal iy ance in interest

“pates. For ‘tho three years preecding the publicution of our text the o
vield on AAA bonds averaged 44 percent, and that wias also the figure 4 =5
just’ten yeurs ugo. But for the three yeard 1971-1973 the AVerape Wik Lo

7.5 pereent, and most recently 9% percent.

1o

I wieckl' seem'lbgical o me 1 ke common-stock saluations

| owars inversely with rj:prct.‘-::ntg.-.l.iw currenl inlerest s corresponding to

the analyvsi's vse a.*"rrpru-.'q-.r._lu:i»;f CUTTEN . CArTines, Suppose e restated
otif 1972 formula ¥ith that ohjeetive, nudkang it refleet the then going
AAA rate o404 perzent. The expressivon wiould then read:

CWalpe = Earnirgs e The duim ol 375 plus 8.8 G.. divided Iy thy
AANrELC, i

Sinte analvsts have b acakness for figures, vou might ke 1o T
f ) ; ) [

twor or three yesitls bisced on ths revised Tormula. For the DJEA . takiny
G as i historic 44 percent and the ANA rate af its 3-yeur averase of
7lér pereent, we pet a multiplics of 1020 :"tpp'l‘!.'{:'l.g this to the 197175
average camings: of the Dow, its centrul valuc wonld be abont 750, 11
instead ol threesyeur uverage figures you took the recenn bond Tate 0f
gy percent and. the, most recent inflation-dided annual ‘earnings o
alyout §93 the iﬁdic‘_;iti-ﬂ central vilue would be the sume Fal.- (The
higher eurmings are uifset hy the higher interest divigor.} i
“These calcalatians, for what theyare wirth, suggest that the Bow
at its recent Jow level of 627 was undenvalued by abot 15 perrent
Whether this: wauld: presage a mear of delayed end ol the current hicar
market ] Jeave 1o wisct or balder heads than mine: Howeiér, this same
method when ;Lirp&ird 1o ‘individual ‘issues would inchicate thiit many

Chave been more significantly nitvder-priced in the present murket, Take
© Farestonc as an example. Tts camings have grown at 4 bettor tate i the

past decade thun those of the Dovi: the figures for 197 1-73 show a 16
percent increase: {from 1961-63 Tor Fircstone versus 06 percint fur the
LA Hwe wsume the same future G ol 4 percent for Fiestons as
for the Dowjand hence the same multiplier of 10,2 % 197 1-7 5 carnings,
gt valuation would be 24 Tor the tire compiny shares, fuily 90 percent

aboye their 1974 low. incidentally, this would just aboul erual the
“current. book “value “of Firestone—a previously, minaor deiml in the

mvestment picture. but one-to which 1 am inclined Lo ascribe muajor
importance under today's new conditions. Firestong is, of eoursc, omly

one cxample of ' the discrepancy. bemween: the current level ol the
‘Dow-which includes several first-ticr institutional Favorites—and that,

of the gurrent run-of-the-mine pood siced company.
A multiplier based: o expected srowth and anterest rates alune

“owould imphy ‘that a vompany's Tnancial stractuie and debt positivn o
. npt enter inte ihe valuation protess. This might be the case if thie
" formuta were applied-as’ sriginally. intended ~only 0 high-growih

companics, whose ‘prospects are “considered so- gand that, they ure
aseimed to face no financial problems. But il weseck to generalize our
(ormula to apphy te Average-growth companics, we must recognize that

B




wany. of these may be in unsatslactory {inancial condition, cansed in
part by inflation pressyres and in goud part also by the over<xpansion
o corpomte debt i the past decade, (1 consider the wotal frgures for
corpurite deht sinee 1968, published in the fune 1974 issuc ol the
Surlew of Current Bustigss, 10-°be - most disquicting. They show
vl dncrese of 74 percent by ondy fivetyears, with more to come in
1974
1 e o sarisfactory way of reducing the multiplicr to allow lor i
Loclona -t - deint posstiiont, Wl sbdvice T uriysts wi quld be rather o avoid
ctetnpiing 4 formal vaduation ol such companies. [ other words, liniit
v appratsals (o enterprises ofinyestimat quality, exeluding from
Hhat vategory sl as donot met specilic eriteria ol financial strength,
Uiits sttemest brings me Biek. toour eld: pration that spuculative
companies cannnl b dealt with at all by the miadyst with satslactory
cerall resaliss By my own rather sirict quaninative criteria, Firestone

would grass the finanaalsireagh Lest by @« modest margin. Such-tests

sl el exclude up to halt ol the NYSE list 1oday, [rdm invesonent
covisidération, gt there would remain enough qualifying issucs (0 pive
1 anabysts the investor an ample selection. It should be elear tha
L hane faith i thie valuafion process as 2 mide to Investment chotoes,
buce thias 1 svondd Timit this technigue mther strictly o companivs that
meet oriteria of Tinapcial soundness. Adso, | should reguire that the
hiicdecisions tased on this approach involve a mirgin-obsaley Bctor.
Lisie mnight svell be a purchise price it over iwasLhirds ol the central
1::3:3';.-“-!."1 valuc, y
L Mo wonld stchva policy have worked ol Jduring the past decade?!
Siveral Umes the muarker price of Virvstone dell below pur formula
walie. but not by the ene-third marn, (The indicated buying Jevel in
70 was 16 aginst s low ol L7V followed by thenext year's high'of
2812y Other studies have led ‘me - believe, that o :.mupul.t-r-t'ﬁu:
vatration job of this kud would-have Found a considerable number of
cases wheve shares of sound gompanics, could have been obraned for
loss. than rwasthieds of their Tormula-value, O the whole one would
hive done giuic well over this period by buying on this basis and sclling
4t B0 pereent profit when abtamable, [ see no feason tu think thatia
smilap policy. ould not he lollowed with sitisfactory results in the
utssee. (1 sheubd be unnecessary lor me to add thid these redults dre
ot gtarantveds)
There are, vl course, many other approaches ol the valuation 1ype,
Cend different analvsts may - favor different tormulas with different
pratmeters than the twa have been using. 1 have mysell been intrigied
Ly the ides of chioosing stocks among those thut are obtainable at hot
ere than onehadl their fomier high quotation, provided that they

méct crteria of value independent ol the price record. A techmgae o
this sort would have worked firie, according 1o my studws up to and
including the post-1970 market recovery. Under more recent vernditiogis
' would | merely  have vadded @ Cpacedecline. cniterion 1o the
ditermination of huy. points bascd on the yvaluation approach. Faoy
practically all issues of - the Firestone aype an acuisition prive 4
iwithinds ol hnalvaes’ valuation would heoat tess than hall of the o
previouns market highi : L i, ) _ i
Lét me pass on to a factor in’ the viliation process that i
thinkime has - taken un comsiderable  importamee ey proscps
canditions. Thiy ks the book vilue Rgure, 1o be viewed eitler 5w point
of departure dor mare refined calculations of s prae ticably, usahie
measure of 4 common stock’s value, For years we fave all pretuy well
disregarded asser values, cxcept Tor finangial “entuerpnscs il SO
spectal  cases, - -But i recent markels i targe b perhapy 2
majoritv-ol NYS L commons have actually Miciwagted, o pode hoil
above and  below -their asser vilues. Fuen, Polaroid was recently
Ghtainihle at less than book vitlue! This Ficl wiould seem 1o st ahilisl a
realistic relationship in many cases between-net warrh and Intrinsic o
analysts’ value,, One might well speak today of *ihe Revaissandein
Book Value™
You are all intelligent enoagh to appreciate: tha | TR T
saying that- Avon Products is only worth its-book figare ol §5.70
<hare -or that Chicage Milwaukee commion i o bevalued at e $ 149
per share shown on ihe balance sheet. ln v sabstantial prrcentiet of
sues the ook value figures have no worthwhiale connedion withe o
svestment value of the: shares. Bul the analist has widay perhuaps o
thousand siecks or more to: choose from in which ‘the asset Aaluemui
actually fall within his range ol appraised value. [ many of thest canes
he could then settle for the net worth as his preferred specific tuure vl
value, and base his buy-and-sell points.on this colvenient measufe.
[his approach: can put the choice of marketable commen sioehs
o 4 basis cofresponding to that of investment i3 private. nan-gquoted
enterprise. I the: _cummitmrnl_'w:mld'I:n:- attractive as an wrdinar
business - venture it should . be: even jmore attractive as part ol 4
publicly-held enterprise; with dhe added ddvariages of diversitication
and Teady marketabilitys . _ i %
However, in my expericnce marketability hag proved ol dubions
overall advantage. It has led mvestors astray at least as much as 1 thas
helped  them. it has made. them stock:market  minded igstead ol
value-minded. ] huve @ puritanic viston of the oy {AvEsTor Ay sumentic
whao 15 entirely disinterested in ‘what the stock market does exvept OB
twa sorts of occasions that meel his converniience. The first dceasion is
when the market obligingly, permits hin o by @ group of comman

s




Stocks at bess than their indicated wiluds the second 1w hen with egual
Fourtesy i1 permits higy (0 sell i nor more than one-hall thew formcs
high queriation those that are el no importance w0 him, Trae, he i
sommetinmies dispose Gl an anvestment ut-a hss. Bt that should wit b

becatse the marker price went dowrg it should bebecause things went

lvadly fiat the comp iy anih the e, valoe ui the shares déchined below
e priee By pad oy sherm, 108 coarse the invcstor Ay iy wer the
ke paarket Tooswi-ch out Gl isades He bwns anto others that ‘wfles
g e st rating prices.

(Y ony are now s soine of the i lel-pime Teligton " Yo map
gt bie Converteid, bat e shoetdn't de you any .| Ch

At this point ket me sonsider bricfy an approach with which wi
were ohascly dentilied witen numasging the Graham-Newnran find. This
wos Lhe purchose of shares ot less than their working-capital value. Tha
vy such - goad pesiles Hor- s ewer 5 Im‘l}"-'_.;:.ir_ pi‘li-.u!. eil

Jeeision-making thit we evenuidly veniuneed albother chmman-stiek:

cienees hased om thesusual valuaipn proveidurcs, ad 'L:.i-f'l'”-l‘-'“:l';"lﬂ'd i
these  siileaerl . stocks - The “tenaissace ol it which we are
talking  abou tchay, invalies the - reappearuce ofrhis kand Vol
v estent opporiuniy. A VilueLine publication Lt manth fsted
OO suely dssues o the oensfinancial category. Their! compilition
siremests-that thére must be at least twice as many sub-wesrkimucapital
choices - the Standurd. & Poor's Alonthiy Stock Guide. (Howeer,
don't wasie 825 in serding for an gabterised syl "Iﬂdt‘l'ﬁﬂu'ks‘}"ﬁ TeRE
4t Less Than Working Gaprual2" Those responsible inexcusshly it
o deduct the deby and prefemed siock labilities dfrom the working
cagittal in arriving ot the amound available forthe commin. ) i v

[tseems no nore (hanordiniry cense wr comclude that i o Can
miake up, sav @ Sstock portiolio ol issucs abtainable at Jess than

working capital, andoal thiese dssiies. mect ather vitlue -'zi;cri:.'-inl-.ll.u!il.}_':-

the anadysts's heliel that the cnterpose hets reasunabiy good Jengtens
prospects, why. not limit on’s celection Lo such issues and forgel ‘the

more standard viluation methods und choices wi v previoushy
discuascd? 1 think: the question is a fogical unie, bul it Thises v

practical issues: How o Wil such “fressule stocks”=as Valug L

cafted  thetn—continue o -he giver: aways [what woudd  bee ithe

consequences if 2 large pumbet of ‘decision-makers  begany us ol
rothinrrow (o concentrate on; that groups; what ghoubd the analyst do;
whott these aie no lonecr avalable?

Such gcstions are actually: related brouder aspects ol the valoe '
dpproach, imeling the wailability, © of  pitietive: investpent

cppartunities i and when diodt investors and their atlvisers Tollowved
this ductrine. Ushall vetarn todhie problem later,

Suame. Interesting questions. relatmg o intringic value Vs markoet
prive ure raised by the Gikeover bids that nre now part ol our il
financial fare, The amost spectacular sich event occuned a few weeks
sy when Da farge companics actively competed: to buy 3 third, with
the resudt thap within a single month: the price ol ESB Inc. advancgl

T 170 100 over 43, We hive: always considercd” the vadue ol e

husiness. W 2 Private awner 4% 1 mignilicant clément inaAppraising 4 stove

e Wi naw have a paradicl figure for secunty analysis to think abont:

the price-thar might. be offered fot a aiven company by 2 waontld be
sequarer. I that respect the ESB transaction and the Marcar one that,
follawed it offer much encourngemenioin those whe belivve that the
real vl wf mast common’ stochs te wel ahove thelr present ikl

feweli _' ' : i

« A There ¥s anether aspral ol tuke-overns that | want 1o bring up here,
et s somewhai personnl basic. becinse it relates 1o an old and losing
battle: thay T ohave Jong - fought 1o mikie- stockholders Tess shecplike
vissivie Their minagenients. You will recall that the first bid of INCO
was dermed o Thostile act’t by vhe ESB tamagenent, who vowed s
Gaht it tonth pail, Several - managemernits Jvave pecently asked
stockholders ol xore charter changes that would muke such acquisitions
mori diftieud o e cpmplish agains) their opposition 11 other wiprels

itk L Mo ditficult 10 depnve present officers of thew johs and e
IRt for stocklioliders o phaaih s atiractive price for their shutus.
Flse st kholders, sl sheephike, gepera v approve sue b proposids. 4

Ui moseient brosnes wesproad u ol ety Barm VCELOTS

ipterests. L e that fnsncial analvsts will form G sound judguent
abiont awhat tis imvolved here and “dov Swhat sthey aan 1o clissiniele
:«.mt;khuldf;‘t.u from . cntting théin own throats sieh @ tgolish and
reck loss fashibn, This might well be g subjiel for the FAF o dlisciiss:
angd rake anoificial stand vn. e ' _

©Thiere is at least 2 superi ichal S_L'fuiiiurilj.' between the pnies offered
i takeavers and those fusmerly ruling inthe market for the. first-tict
issnes) s reprosented by “the Tavorive fitty™ The lirge instilutions have

eted sortewhint in the roie of conglomerutes exie ding their empires

by extrayigant acquisitions, The PrE mun of Avon Products averagen

2 54in 1972 and reached 65 m the high ol 1400 This muldtipher contlu

ot Bave beenijustified by any conscrvative viluatios fotmilae sachiis
“1hiose we Have been discussing: §t was not made by speculators m o
crunaway bull market: i1 had the Betive. o passive support af the

inetitutions that have begh lange bolders 6E Avoa,
A 1 seeat, stitprioms were persiaded o pay authuulish

“miltipliens lor. shares of the  Avar tvpe, by 3 combintin of three

muendes: First,the huge amounts of money they have te Gdminister,

b |




most of which they dogided 1o plice in equitics, Second, the
comparatively small nuniber ‘of issues 1o which their pperalions were
contined, “in. part because they had “to . choose - mulii-million-share
compsnies for their bluck transactions, and pactly by their insistence on
high-growth prospeets. The thied inllaence was the cult of performance.
especially i pension-fund manapement. The arithmetic here s
deceptively stmple: 112 compiny’s carnings will increase 15 percent this
gear, and i the P/E  ratio remains - unchanged, - then prestol the
vipvestment® shows a 15 percent performance, plus the smull dividend.
L e PIE mtio sdyinces—us L did Tor Avon in almost eyery yoir- the
performance becomes that ' much  better.. These  results are entirely
fudependent (ol the price levels at which these issues arc bought. Of
conime, in this {antasia the institutions were pulling themselves up by
Uheir own boutstraps -something not hard w0 do in Wall Strect, bt
I wsible 1o mamtain forever;

These institutional policies raisc two implications of importance

foor financial analysts, First, what shotld a conservative analyst have
dine i the heady area and erd ol - high-growth, high-multiplier
compinies? 1 must say mournbally: that he swould have 1o do; the
near-impossible=namely, tum his back on them and et them alone.
The anstititions themselves “had  gradually rransformed  these
invesiment-type compantes infu specilative sfocks. 1 repeat that the
ordinary -analyst cannot expect long-term® satisfacrory results i the
lield ~ uf speculative’ ‘issucs, whether they - are speenlativi by the
company’s circamstances o by the high' price jewels mt which they
habituallyosell i i

Aty second’ inference 18 pus'ﬁivu e Tor the investing public
and For the analyst whe may Ldvise i mon-institutional-clientele, We
have many complaints thiit institutional dominance of the stock market
fas put (the simall inyestor-at:a disndvantage becise he can’t compeie
with the trust companies’ hugc, resovrges, ete, The fucts are quite. the
u;rpns:ti:. 1t may be that the institutions are betier equipped than the
individual ta speculate in’ the market: 1 imhot-competent Lo piss on
that, But I oam convinced that an individual fnvestor with sonnd
priiciples, and sonundly advised, can'do distinetly: hetter aver the Jong
pull than 5 larpe stitntion. Where the (rust company “may have “to
confing fts Operations to. 300 concerns OF Jess, the individual hasup to
000 issues for his investigations and choice, Most true bargins are.not
Svaildble in large blocks; by this very fact the institutions are weil-nigh
climinated a8 competitors ol the bargain hanter.

Assuming all this is true we must recur 1o the question we raised ut

(b “outset: How many ‘financidl “apalysts canccari @ good living by =

(oczting  undervilied - tssues and recommending ‘them  to individud

o

“investors? In Wl honesty (1 cannat say that there is room for 100G

analysts, or a barge proportion ihereol, iy thisarea ol activity But dean
assert thatthe influx ol analysis into ihe undervalued sphiere it the past
hus mever been so great a§.lo cul down its profit possibiiities {hrough
that kind ol over-cultivation and ‘overcompetition, {The sraluc-analyst

yas ‘more Tikely to suller from loneliness.) Trae, bargun isstes, hiwe

repeitedly become scurce-in bull markets, but that was not because ull
the nalysts: became valtig-constious, but because of ‘the gencial
1'1.1'_.15“'51';_1, in prices. (Perhaps e could even huave detevmined whether
the ket level wils, gettiig 100 _H.i_;;h or ton low, by counting the
pinnher. of  Bsues selbing below _wmkhngq.rr-il.m'l vither Whein ssich
oppurtunitics have virtually dii_-.'._ppé:fr:-:! . past experience iidicates that
rivestors should -have vk en themselves out ol thi stock murkds | e
plunged up o their necks.in UL S, Treusury Dilks.) '

So fitr 1 have been talking about the virtues of the value approsch
s if 1 had never heard ofsuch newer discoveries ak “the nindam wilk™s
$ihe efficient nurker’ Seflicient _pm-i_l'nli-.m'_'. tlae Bieta tn-:t'l'i'-:im}:, ane
wthers such, 1 haye heard sibout- then, and, 1 want 10 talk’ Tirstfora
mament dbput Beta. This is & morc ur Joss uselul mensure of pust price

*fluctuatiohs of commin siocks. What bothers me 1= it g honics

now eqguate; the Beta idew with the cancept al risk. Price variability
ves: risk no. Reial investment risk 15 measired ot by the pc'.'c,i*lil_lli.'nt..-l :
siock may decline in price s eelation to the general markel it e
perind, but hw the dunger af - loss ol gpuality and earnini e
thrdigh ceonuniie chanfes. or deterigration in i aragement. b6 the five
cdhivions of The Dntetiigent Inoestor: | fve vsed the example nf &P

shares - 1996-1939 “1o Alastrnte” the: basic difference  between

{(lirctuations i price and changes villue, By contrast, i, the s
decade the price decline ol A &P shaves tra m o+ to & puralleled pretty
well @ corresponling loss, ol trade position profiabilics el inins
valug: The idex of measuring Savestmient risks by price {lue Trations s
repugnant to me, for the yery reason that it confises whut the stock
market says with: what actually” hitppens 1o e owners! stake:in thes

-l_'m'\i.l‘qf':biﬁ, hril .

Let e pass n'st?w'ln the dactrine of ‘the cfficient marke. bam
particalarly miterested. in this beainse of its, negative implications dor
the work ol security analysis gcn'ur-.:'liy. The subject 1s dealt with brichy
i i current article in' the Financal Analysts foiinalbot it 'has suich
potentil importamee for this adienee: that 1 gl try another ciick W
i here. _' A o !

L Lerime shuriluul shightlv the definiton, of wn effivient ket tht
appeirs on p. 97 W e Stock Markes by Lorie and, 1 Lamilton *An
S{lcent market is one intwhich o farge number of buyers el sellens
cinase the prices 1o vefteet: Tullywhat s knowihile about theiprospects

!




foe the companics dealt in” The key phrase Tor melis “reflect fully.!

Lot s assume fiestahat it meuns only that the market has and uses all

Knewible mlormation about every compiny's prospects, and henee
that there is no point For analysts to spend, their time trying to obiin

suditionad informadion. 1 dissent from that statemunt 1o the extent that -
i wonhl render menaningless (the current controversy and coneeen on the'

gse ol Smateral mlrmation”, particularly. s obtamed by sccuriy
analvsts from managements. L i all cases the market already knows
o reflecrs ull that is knowilble about wach eaterprise then ibere should
e s sueh hing 18 “niaterial inside informat jon.!”

Bul that is not my chiel quarrel with the concept of the “efficient
ke There s 4 strong implicition in thie Loyic and Hamilton book

that becausy the market refleets fully all the knowible facts it thereby i

estuhlishes correct or reasonably ccorrect prices’ for cummon sincks.

Hepee, only the sipenor security analvst can successfully select the
stocks (hit should be bought or <sold. These exceptional people—in the
Juthors’ words~*have. a-quicker and mote profpund understunding af
thie eeu O r.m'wufymw.cs to individual firmis ol changes. in the
cronomic environment ot changes within the firm itself.” They have "
rurc. and vainable Aident.” | disagree completely with this viewpomt.Ta
ostablish the fght price fur'a stock’ the markel must have adeguate
infonmauon, but i by . no means fullluw.t.'th;u'i{ ‘he market has this

infarmation. it will thereupon establish the nght price. The market’s !

evaluation o the same data 'cu yary byer d wide range ,dependenit on
bullish - enthusiasm, - congerirated sperulative  interest and similar
mfluenees, ot bedrish distllusionment. Knowledge is only one ingredient
o wriving at a4 stock”s proper” price. The other ingredient; Tnlly as
iporing as information’ is sound judgment. Pake Avon Products,

which sold ot 140 early last year, or $8 billion for the company and -

inder H-ar amere H1.2 h:i'[]iun—la_u manth, Was the market for .-"'..t‘n_'in

sefficient™ o both these dates, in ihe sense that the price reflected

“pully dnd properly’” (the later iy addition 1o the Lorie and Hamilton
phrase) the knowable fucts, Were the changes in the short period i the
cnvironment 6t the ‘company’s prospects culficient to cut 85 pereent
from the true value (of this highly profitabie, w-::l.'l-m:lmtgud._'and
strongly-linaneed enterprise? : : z

Tuke at the oiher extreme the large group of stocks selling fot fess

than their working capital. 1s the market “efficient’ in maintaining

these hivesale™ ‘prce Jevels? - Surely it does' not lack. the essential |
Snformation about companies. What it dods lack: 1s judgment, courage

and putim'ce"_-ln situations ol th is ‘kimd lie: the best dppmtuni:i_cs'l..lflﬂr

finaneiad analysis to prove their mee,

Lt

The value capproach s alwavs been more -t peradablic when
applied to, senior iysucs than to common stocks. 115 particular parpost
in bond analysis is w determine whether the enter prise has & fair vakie
so cornfortably i excess of its debt s to provide an adequate mAargin ol

“safety. The standard caléulation oi pterest coveragd has much. the same
tunition. There s much work of truly professional calilice thilt anidyss

can do in the vast area of bonds and preferred stocks—aned; ta soine
degree also; n that ‘of gomvertible issues: The fi=ld  his- becoime:
increasingly Important gnes espeerally stz all welltoanded paatialios
should have their bond compongnt. A Ak i) R
Any suecurity ) amalyst worth his saht should he Wbles 1 deeide
whether it given sénior issite has cnough statisticallv-Based prorsetion 1o
WATTENL its consideration: furinvestment. This job has bren nealected
times in the past ‘len Ayears-most gharingly in the gase of the
Penn-Central, debt structuye, It 1s an unlorgivable blot en thie recordsot

~our profession that 1.h_|:'._1".'.'=.u-.f:.c'nl.r:|! bonds were wlliwed 1o setl in fuoR

at the same prices as good public-utility issues. An examination ot tha
system’s record - in provicus | vedrs—nuling inter: alia, its pecalir

“aceounting and: the' fuct that it-pad vittually no nenme taxes—woitld

have clearly called for moving out of the bunds, 10 suy nothing of
siock even at, prices well helow its high of 86. Wenow havea SIEUin
in ‘which all honds, sell’ut high vields,. brit nuany cOmpanics have an
overextended debt position. Alscr, many of them do mi, secm, fo Fave”

sulficientdy’ sirong “protective provisiorn | in their Bonid Jindentures: to

- prevent  them ‘lrom oifering mew debt 1 exchanae tor fhcie own

common stock. (A criking ‘example s the cument boend tor stesch
operation of Caesar’s World,) These widespread prosent ingneuvers seen

to' me to be so many daggers: thrustin the solt biscdies, of-the pod
ereditors. Bondholders can and should tuke steps. legal §f negessany’, 1o

_protect their interesis against such forms of frivasion

“Thus secirty analysts could® well advise 2 ‘hast of waorthwhile

“switching in the bond field, Even in the Federal debt structyure—where

safety is mot al issue—the multiplicity ‘of indirect U. S, Government
obligations of all ‘sorts, including’ some tax cXempts, Siiggest man
gpportunitics {or investors to mmprove their vields. Similarly. we have |

seen. many convertible issues selling at close to & parity price with the,
commun, in the typical case the senior issue hus olfered u higher vicld

* than the junior shares. Thus a switch from the common stoek inte the

Lenior issue in’ these cases wojld be a plan matier ol vpmmo senst.

(Examples: Studebaker-Worthington: and Engelhard Mireral preferred -

vE: COMMONL) ke i o A _ !
Let me close with - few ‘wards of counsel from an 80vearold

veteran of many a bull and maniy a bear mirket DG thiose things asm
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analyst that . vou kow wm can-do wcll. and nnh lhnat things. H-you

can really beat the market by charts; by.astrology, or by some rare and -
waluable qfr. of yuur own, then that's the row you should hee: 1 you're '

really i good at picking the stocks most dikely 10 succeed in the. next
iwelve months, base your work oni the endeavor. 1f you can forctell the
next umpun.mr. development in: the: economy, orin rechnology, orin
consumers” prcfcrcnccs, and gauge its consequences for various cquity

walties, 1Iwn concentrate on that particular activity, But in'cach case

VOLE Imist. prove 1o oursell by honest, no- bluffing self-exammation,
P b

and by continuous Lesting ol pulnrm.mc-: that you have what it T..le:"-i

Lo p"uducc worthwhile results. : _
I you believe—as T have’ ‘always belicved—that the value appruuch

s mhn rr:nli soutid, hn:]-..ﬂ le. and '}mf:ublr- then devore xuur-:olf t4)

thut p:mupic Stick  toit, and dn:n be ‘led ‘astray by W all Street’s

fashions, 1ts t]h]ﬁ]mu, Weid m const ant chase after the fast dollar. Letme:

¢mphasize H‘.Ial it dots not: take 2 genius oz eyen o superior talent to be
wuu.r::miui .15. 2 yadue” anihyst. What it ':"[L‘L‘d‘i 15y f1rst, reasunable pood
umihgmr_f. 'auund sound principles’ of npc‘rntlum third, und mos!
L importait, firmness ol character. .

“But whintever- path ‘you follow as hinancial anilysts, hnld LN
v ser moral and mu]h clual integrity: tWall Strect in the pust decpde fell
far shiort) ol its onee praiseworthy ethical standards, 1o the great
detriment of the publicit serves and of the financial community itself.
When owas in :.Lmt:nurx school in tlm cily, morc than T0 u,m Ao,
W Iiad 1o wmr various maxims: m -‘Jtl]‘. mmrhnnhn The first onthelist
LS “Hmu:st\ 18 the best l]-nll('\.‘ : Il. 15 11.1” the l‘)c'ai puhu,.n oty new
andun I‘(‘ml -.del:i us {ﬂai :tmmh




