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Today, investors face three grave threats:

. threat of war
. threat of inflation

. threat of severe market fluctuations
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These are the very same threats Benjamin Graham discussed — fifty years ago!

Jason Zweig unveiled the attached speech on his website, saying: Here is the
original typewritten text of a speech Benjamin Graham gave in San Francisco one
week before John F. Kennedy was assassinated. In this brilliant presentation,
Graham explores how an investor should go about determining whether the market
is overvalued, how to tell what asset allocation is right for you, and how to pick
stocks wisely. This speech is a rare opportunity to see the workings of Graham’s

mind in the raw.

Graham begins with a play on words in his

speech’s title, playing off “SECURITY"
and "SECURITIES," and continues with a
wonderful recollection about the first
Financial Analysts Journal . . .

. when the New York Society of
Security Analysts established a journal
in 1946 we gave it the simple title “The
Analysts Journal.” But then we got so
many subscriptions from psychoanalysts
that we were forced in self-defense to
change the name to the present title
“The Financial Analysts Journal.”
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Jason, responsible for many things Ben Graham, continues in his introduction:

/ am grateful to Richard A. Rigg of San Francisco, who was in the audience that day,
for providing me with this copy of Graham’s speech, which to the best of my
knowledge had previously been undliscovered. After | sent a copy to Warren Buffett,
he told me that he hadn't been aware of it but regarded it as one of the best of
Graham’s speeches. | first posted it online in 2010 and am re-posting it now because
1) I discovered it too late to include in the anthology Benjamin Graham: Building a
Profession and 2) several people have told me they have been unable to find it since
| redesigned my website last year.

| hope you will agree that Graham’s word’s are at least as timely as they were more
than a half-century ago.

For all things Jason, his redesigned website is wonderful — and wonderfully free of
conflicts (oops, | mean “agency issues”) — a safe haven indeed.
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SECURITY IN AN INSECURE WORLD

A LECTURE BY

BENJAMIN GRAHAM

Doctor Reppaport has chosen a very intriguing title for my talk, "SECURITY
IN AN INSECURE WORLD." I hope that not many of you came under the mistaken im-
pression that I em going to talk about security in general. I am going to talk
only about financisl security, not sbout physical security, mental security,
metrimonial security, or other types. Even as far as financial security is con-
cerned, I am going to address myself only to lmvestment policy in stocks and bonds.
The title of this talk might better have been SECURITIES IN AN INSECURE WORLD,
bacause securities are my field, I am not going to t2lk about savings and budget
poliey, life insurance, home ownership, pension plans and other matters of that
kind. The reason is that I don't consider myself an expert in those aresas, snd I
would rather talk to you Bbout things I hope I know more about than you do.

This reminds me of the fact that when the New York Society of Security Analyatﬂ
esteblished s Journel in 1946 we gave it the simple title "The Analyests Journal.”
Bub then we got so meny inguiries amd even subscriptions from psychoenalysts that
we were forced in self-defense to change the name to the present title "The

Pinsncial Analysts Journal,"”

Irn the field of financial security, as limited to the problems of investment
policy, I would say there are three kinds of threats or dangers thet investors
should recognize as possibly existing at the present time, One of them would be
the threat from atomlc war; the second would be the threat from inflation; and the
third would be the threat from severe market fluctuations up and down, and of course
primarily down. Now, I have no prescription for financial security or for portfolio
policy that could deal with the possibility of =atomic war. I don't think anyone
elge has; we prefer +to sweep that problem under the rug and go forward to things
thet we can deal with more effectively. The second danger I mentioned was inflation.
Inflation has been & big factor in investors financial experilence going back ag far
as 1900. Not meny people realize that we had more inflstion in the first thirty
years of this century then in the second thirty years, eas mesgured by the usual

indices.
N
The continuation of some degree of infletion ia certainly probable in the
future, and that is the chief resson why most intelligent investors now recognize
that some common stocks must be included in their portfolio. However, thet is only
part of the question of the effect of infletion on investment policy. The fact is
that both the extent of inflation and the investor’'s reaction to it have veried
greatly over the years. It is by no mesns a straight-line matter. A good example
is the most recent one. We have had 2 small inflation in recent years accompanied
by a very large incresse in stock-market prices, which seem to be geared not to
the inflation experienced but rather to the dquctation of greater inflation in
the fubure. You probably know there has been no incresse in the wholesale-price
average since 1958, There hes indeed been a rise of 6% per cent in the cost of
living in the last five years, which of course is not negligible, but 1t could
gcarcely in itself be & aound besis for & 100 per cent rise in stock prices. Con-
versely, during the years 1945-1940 we did hnve & rather explosive kind of infla-
tion--the consumer price index, (that is, the "cost of living") sdvanced over
\iﬁ per cent-=bui during that pericd stock prices actually had a small decline.
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) My cemclusion here is thet investors" feelings and reactions regarding infla-
Alun ere probably more the result of the stock-markei action that they have recently
rienced than the cause of it. Consequently there is great danger of investors\
xlv*n@ inflation too much weight when the market sadvances and ignoring it entirely,

N as they did in 1945-9, when the market declines. This has actually been the hintory

of Infletion and stock market behavior ever since 1900.

The problem of price fluctuations, or market fluctuetions, is a very real cne
for investors as well as gpeculators, slthough there has been & téfidency in Wall -
Strest to deny that for a number of years in the past and even currently. Actually,
the real probiem is not whether priece fluctuations are important to the investor;
1t 18 rather the opposite, that is to find some good worksble distinction between
the investor and the speculator in common stocks. As will be pointed out later that
distinction has almost vanished from Wall Street, a fact which has caused a great
deal of trouble in the past and will cause a great deal of trouble in the fubure.

Yet ouly lest year, although it seems a» long time ago--market fluctustions,
as evidenced by @ decline in the Dow Jones Average from 735 to 535, did loom as
extrenely imporitent to investors and speculators alike, This fall of shout 27%
in the Dow"Jones Average wes sccompanied by declimes of between 50 and 90 per cent
or more in most of the new securieties that hed been issued in the preceding two
vesrs and had played such s spectaculsr part in the stock merket activity of that
period. At thet time then, in May 1962, the concept of & cne-way msrket, which could
go only upwards with very small r@actiona, seemeéd to be sbendoned for goodo However,
Wall Street has a very short memory, and now the majority of financial euthorities
geen to be slipping back to the concepts of 1960 and 1961.

They sre returning to the idea that for the smart investor the question of
stock merket fluctuations does not have to be considersd teo any great extent.
There is a two-fold emphasis here, which slurs over the reality of stock market
fluctuations. The first is the general convietion that the market can be counted on
to sdvence so empheatically through the ysars that whatever declines take place are
comparatively unimportant; hence if you have the true investor's attitude you
don't bave to concern yoursslf with them, The second claim is a denial that the
"stock market" exists at all, meaning thereby that what the market averages do is
of no real importance to the intelligent, well-advised investor or speculator. I%
seems to be a ruling tenet of Wall Street that if you practice the proper kimd of
selectivity in investments you don't have te worry sbout what the stock:market does
83 & vhole, as shown by the averages,for at all times the good stocks will bé going
up and the bad cnes will be going down and all you need to do is pick the good stocks

d forget about the stock-market averages.

/;F Bow valid are these two arguments? The £irst ope-- the argument that common
tocks sre and always will be attractive, including the present time, because of
thelr excellent record since 1949-- involves in those terms e very fundumental and
important fallacy. This ie the idea thet the better the past record of the stock
market as such the more certain it is that common stockes are sound investments for

the future. Now we all know that if a corporation has bad a very good record
over the psat years thaet is a fair indication (but no guarantee) that its record
is likely to be geood in the fubure, because it has certain business advantages
which ie wost cases ought €0 continue. But you cannot say that the fact that the
stock markKet has risen continucusly (or slightly irregularly) over a long period
in the pagy is = guarantes that it will coctinue to act in the same way in the

. future, As i see 1t; the real truth is exactly the opposite, Zor the higher the

\ gtock mark&t adwandes the more reascn there is to mistrust its future acticn i?
\yeu are going to consider enly the mearket's internel behavior. We all know that
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CPor wany decades the typleal history of the stock market has been a succession of

. lsrge rises, in good part speculabive followed inevitably by substantial falls.

/7 Consequently, the subsbtantial upsweeps of the pagt have always carried with them

warni Lg sizpals of unbappy consequences to come, It does not necessarily follow

that a large rise in the prics of 2 individusl stock or in the market averages

must e lewed by ® declines bubl the only reason to view with confidence the

Fotore 1 e of a security that hes alrgady advanced substentially in the presence

w] reagons, other than the actual price movement itself; which would Justify

fifence, Henes a large advance in the stock merket is basically a sign

caubion and not & resson for confidencs.

Let us discuss the market's possibilities from present levels in terms first
of theoretical reasoning snd then in terms of some practical congiderations. 1T
would like to mresent thres possibilities; undoubtably there are a great many more.
One possibility, which is » very popular one in present thought, is thet the rise
that has taken place since 1949-- Prom about 163 in the Dow Jones Average, to 750 at
the present time-- reflects & new and a msrvelously improved character of common
atocks, and therefore cen be expescted o continue more or less at the same rate in the
fubure, Only such & point of view cean make sense out of the prevalsnt practice of
caleulating the gainsg that lnvestors could heve made in mubtual-fund: shares or in
gimilar yurchasee over the last 14 years se 2 basis for -trying to pérsusde them to
buy such securities af Theéir pﬁ@@@nt advanced prices. As yow know, this kind of cal-
culation is done &l& the time by mutgalmﬁmmd.uﬁlemm@m %o impress investors. The
SEC requires it %o e accompanied by a perfunctéry statement that the caleculation
carries no Warrantly Por the future, but I don"t think very much emphasis is placed
upon that gqualifization.

" The second p@@@ibi”lty is that a good part of the rise I spoke of was an ad-

justment from an undervelued level ia 1949 to a proper level on some new basis of

veluation. IF that is =20, & good part of tha 1949-1963 rise could not he expected

to be repeated from a level which ig now a corrected one. However, we could have a

satigfactoy advance on the sverage, say &%% per agnum, from whatever lasvel twrns out

to be about right for today. If 750 is about the right present level then the ine

vegtor might possibly expeet & more or less standard h%% advance from thils level, year

by year, subject to moderate dowoward fluctustions.

But the third possidtility is that the nature of the merket has not changed
from its earliest times, as shown in our records that go back at least to the South
Seas Bubble in 1720, pratically 200 yesrs. WE have also very detailed data on
stock prices in the United Stetes since 1871, which were incorporated in the Cowles
and the Standard and Poor's recoerdsds It may well be that we shall still have the
all-toc-familiar alter nabtions of excessive optimism and excessive pessimism. The
most recent example of excessive pessimism is the very period which was a starting
one for this market. During 1949-50 the market had the lowest peaee-tlme price-
earnings ratio in its hisbtory. Stocks =eld at only sbout 7 times their earnings,
in the market averages I am balking about, =zs compared with about 20 times at the
present time. The implication here 1s that just as stocks were evidently under-
valued at seven times their earnings they might wery well be overvalued at twenty
times sarnings or at some higher multiplier that will be established later in this
market and will represent a level of excessive optimlizm,

My own opinior about these three cholces is that the first possibility is
reslly cut of the question. It is pot in the nature of economic reality to permit
net gains at the shown rates from 194y 10 63w som@thing like 14% per annum ine
cluding the dividend returng-- to continue indnfiniﬁeiy*n the futuré, We just
don't have a finsneial and economic system that can operate on that basis. If
that were true nobody would have to work for a living. I;remembgr very well the

_J
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apmber of people in the late 1920's who gob a corresponding view of the stock market,
gave up thelr Jjobs and plunged into Wall Street to take advantage of its wonderful
future., The second possibility--which is that the markei will advance pretty stesd-
1y from spproximately the present level, but will not have the advantage of sterting
from a very low level-- is admissible in theory. But the grest problem, one that I
will talk sbout later, is how can you determine the proper new basis for comnon
stocks valustions and therefore how can you determine the mere .or lese propér-level
for mow? . I discusged this question in a paper read to the Americsn Fimance Ass'n.
in Decembar 1261, and said then that the merket was really sdrift on & sea of un-
settled standaris. The old standards of value, which had been well establighed for
decades and perhaps generations, no longer seem to be tensble, as mch %oo ¢on-
servative; but the proper new standards of value could certainly not be worked out
either by somebody's inner-consciousness or by mathematicel calgnlations. We
shall bave to wait, probably for a considerable length of time before we can
determine dependable new stendards. In the mean time it seemed to me that the
stock market will have to carry on its calculations by @ process of tirial and error,
which could lesd to large fluctuabions sround what in the end will turn out to be the
new central valus, T thivk what heppsned since December 1961 bears out this inter-
pretation to souws degree. Certainly the big decline in 1962 represented & sharp
fluctustion of one kind, and the impressive recovery since June 1962 nay represent
8 Plustuation of the other kind. T

No doubt you would be interested to know what I meen by the terms “"old and
nev standards of valus” as applied to the stock market level. The old stenderds of
value--which were pretty well accepted up to say 1955 were reached by a number of
different approaches based on reasoning or expsrisnce. The ons I like best of
course was my own, which has besn kmowa as the "Graham." It was derived from the
Central Values average earnings of the 30 stocks in the Dow Jones Industrial
Aversge for ten yesrs past, capitalized at twice the interest rate on high grade
bonds. For example at the present time the average earnings for the lagt ten years
are about $33 on the Dow Jones unit and the present rate on high grade bonds is 4.3
per cent, If you cepitalize $33 at8.6%-- which is a miltiplier of sbout 12 you
would get a Central Value on the old basis of abeout 380, as compsred with the
present price of ahout 750. : o ‘

SIn early 1955 when I testified before the Fulbright Committee the stock market
was then about 40O, my central value was alsc around 400 end the valuations of other
"experts"” using other methods all sesmed to come to about that level. The action of
the stock market sifbe then would appear to demonstrate that thege methods of val-

uations sre ultra~conservative and much toc low, although they did work out extreme-
ly well through the stock market fluctuations from 1871 to sbout 1954, which is an
exceptionally long pericd of time for a test. Unfortunately in this kind of work,
where you are trying to determine relationships based upon past behavior, the

almost invariable experience ls that by the time yom hsve had a long enough period
to give you sufficlent confidence in your form of measurement just then new cone
ditions supsrsecs and the measurement is no longer dependable for the future.

We had to deal with this problem in the fourth edition of "Security Analysis"”
published last year, and to recognize the probebility that stocks should be valued
more liberally now than in the past, our chief reason for that; incidentally 4is net
becauss tize govarument's commitment to prevent large scale depressions has changed
the climate of zorporate sarningg fxom what it wes prior to the Employment Act
of 1946, We think thiz nev insypance against a very severs falling off in the
earnings of corporations generally would Justify a higher valuation of these _
earnings thaa in former years. Hence we have added an arbitrary 50 per cent to -
the valuation based upon our old method. Thet would give us now a value of about




o for the Dow Jones Average, and a corresponding value of about 5@ for the Standard
SOC=-gtock average., Let me point ocut that the two averages stand so close to-

a‘.

Poors 500
gether on a ten-to-one basis in their price level, dividemds and earnings,that you
can Use the two Ligures almost interchangeably for purposes of description or an-

alysis.
You must recognize that this level of 570, which is derived from an arbitrary

merk up of 50% from the old level, has no special authority behind it, It was
merely the best judgment that we could give on a situstion which does not admit

of any reslly dependable calculations. As a matter of fact if one ig sufficiently
cptimistic and adroit it is quite possible to develop & method of valuation which
sounds plausible snough and would Justify the preseant level of 750 for the Dow
Jones Average. Let me show you how that could be done. You say first that in-
vegtors would like to get sn over-all returmn of 7%% on their money in future years.
That's what common stocks have returned on the average- in dividends and price
appreclation-ever since 1871, as shown by the Cowles and Molodorsky studies. Now

if we can expect a rate of growbth of earnings and dividends of h%% 2 year then all we
need is a dividend return of 3% to meke up the desired 7i% total., Since ths Dow
Jonas and Standard Poor's dividerd return is just & little more then 3% right now
on the marke: price, we could buy these at the present level with confidence, as

we would then get a 3% return in dividends snd a 4%% annual return in growth.

Mgy people might think that even less than an cverall 73% should suffice. All that
sounds fine but if you reflect that by some chance the future growth rate would be
3%% instead of 43%- and 339 was about the sctual snnual growth in dividends in the
last ten years-- then you get quite a difference. For if now you are expecting a
33% growth rate, you will need a 4% dividend return to make up the required 73%.

On that basis the Dow Jones Average is worth Just about the 570 which we arbitrarily
gave to 1t. ‘

There is a lot of jJuggling with figures that can be done now as always; bub
none of theses nethods in itself gives a dependable result., To a great extent the
figures selected sre determined by the general sttitude of the man who is selecting
them, and that general attitude is very often determined in tuwn by what the stonk
mariet has been doing. When the stock market is at T50 you take an optimistic
attitude and use some favorable figures; but if it shoudd have a gevere decline
most pecple would jump back bo the older and mors conservative evaluation nethods.

Lzt me now point out a striking sres in which the uncertainty of the proper
valuation of common stocks i# brought to the fore., That is this very question of
the relstionship between dividend return on stocks and the interest rate on bonds.
For £ifty vears or more it was a tenet in Wall Street that stocks should yield
considerably more than bonds. In speculative markets stocks might rise until their
yield became less than that of bonds. But thig very development was a sure sign
that you were in a dangerous market-- one heading for a bad fall. A friend of mine,
head of an important brokerage house, was so enamored of that idea he used it
constantly in his market letters. More than that he actually had the relation-
ship beftween stock ylelds and bond yilelds printed in a nice chart-design on neck
ties imported from Paris, which he distributed to his friends including me. For
awhile I wore this tie at some of my lectures, and said that this was khe firgt
time that anybody had analyized the technical pesition of the stock market from
hisz necktime. Well, since 1958 stocks have been yielding considersbly less than
bonds with no sign of a return to old relationships. Hence my broker friends
found thet this concept increasing hard %o stick to. About two years ago, actual-
ly not very long before the blg market bresk, in a huge newspaper advertisement
he abandoned this concept completely, sald it was all bosh to talk about stock
ylelds as the bagls of evaluation, claimed the main thing was the peychology and
attitude of the public; and asserted this factor was strongly bulligh and justified
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confident buying of stocks. My chief reason for mentioning this ineident is that I
had just spent a lot of time studying the weekly snalyses of the atock market by
one of cur oldest financial services which started in 1909 and I fourd the identical
experlence took place just 30 years before in this service (whose name I also won's
mentior.) For many years they talked about the standard relationship between stock .
yields and bond ylelds, and they used it to determine the probable top levels for |
the stock market advances. In the great bull merket of the late 1920's this relas
tionship proved to be very unrelisble ss & short-term market forecaster, So they
t00; in a spectacular statement using almost the same language, turned their back
completely on the comparison of stock yields and bond yields and seid that the
market's psychology was the best basis for forecasting. That happened sometime
in 1928, and they stick to this viewpoint to the great crash of 1929. _
The present reletionship gives considerably lover vields ov stocks than
on bonds. High grade bonds yield about 430 per cent while the shtocks averages
yield a little bit more than 3%. Because that relationsghip has existed for the
past five years does it represent a permanent relationship for the future;, or is
it only an indication that the stock market hss been clesrly overvalued for Pive
years, in the same way that it was clearly wundervalued during the period 1949-195k2
This is the many-billion-dollar guestion. You won't be able to get the answer
to that by mathematics; you won't be able %o get it Prom an expert such as me
or anybody else; sc you'll have to answer that question Por yourself.
- But the thought that the stock market mey have been over-falued in the lagt
five years, just as it was undervalued fifieen years ago, brings us to the third
fpgssibility which I enumersted, namely that we are still going to have wide fluctua-
thicns in the future. This I consider the most probable one, though it is far from
-/ certain. My ressson for thinking that we shall have these wide fluctuations- of which
~/ we had a taste in 1962, in May particulsrly- is that I don't see any change in human
g;f natures vis-a-viz the stock market which is sufficient to establish more restraints
j/ in the public behavior than it showed cver so many decades in the past. The asctions
~ of the public with respesct to low-grade new igsues during the 1960-61 extravagsnza in
that field are an indication of ite inherent lack of réstraint. You ought to
remenber algo, that meny of the highest grade common stockrissues were forced up
to excessive levels by & market enthusiasm whish produced large subseguent declineg,
Let me give you some examples! The most impressive to my mind was that of Inter-
national Business Machines which is undoubtably the leading common stock in the .
y entire market, Speculative enthmpiaam pushed it up to 607 in December 1961, from
g which it declined to 300 in June 1962-- a fall of more than 50% in the short period
\ of 6 months. General Electric, which is the oldiest high grade investment common
\ stock, declined from a high of 100 in 1960 %o 54 in 1962. Dow Chemical, one of our
\ best chemical companieg, fell from a high of 101 to a low of L0, and U.S. Steel which
\is an old leader, shrank from 109 in 1959 to a Llow of 38 in 1962, These very
‘wide swings underline the fact that the stock market is basically the same now as it
ilmmys was, in the sense it is still subject to very substantial over-evalustion at
\sometines and’undoubtably substartial under evalustions at others. N
My basic coneclusion iz that investors as well as speculators must be prepared
in their thinking and in their policy for wide price movements in either direction, -
They should not be taken in by soothing statements that a w=eal investor doesn't have
to worry about the fluctuations of the stock market. ”
It is time now %o say what little I can say sbout the probable course of the
stock market from the present level, No doubt that is the point which would interest
the audience most and on which I can be the least enlightening. In my view there
is an important difference between the present stock market and the market at more
or less the same level in December 1961, At thst time I had no hegitation aboub
predicting that then there would have to be a fairly near-term collapse of the new-
issue market, which had passed all bounds in speculative excesses., And if that
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collapsed 1t would surely effect in some seriocus way the general level of stock

prices, it might possibly usher in the bear market which Ilnwardly I have been ex-
pecting for gome time pagt. The new issue collapse came per schedule and it did
have a major adverse sffect on the rest of the market. But a recovery began in

a comparstively short time, and it has carried the market averages to new heights,
vwhich wers contrary to my inward expectations but not to any specific predictions
which I made. I would like to point oub that the lasgt time I made any stock
market predictions was in the year 1914, when my firm judged me qualified to

write their daily market letter, based on the fact that I hed one month's ax-
perience in Wall Street. Since then I have given up making predictions.

The important point now iz that the current high levels of the market are
not accompanied bv throse excezses in the pew-igsue market and in some other direc-
tions which made it appear so vulnerable in 1961. It is the general view in Wall
Street that such characteristic abuses must develop sgain before the stock merket
can have another collapse,--or before a true bear market can begin (4£ it isn't
egainst the lay to use the dirty words "besr market”), These abuses would include
large public participation by small people who don't kmow what they are doing, high
borrowings on margin, the renewal of the new-issues spree snd 30 on. HNow this con-
tention sounds plausible enough based on experience, and so one might guess that
the market could well continue generslly upwerd for quite a while., But let me point
out "for the record” that it is not impossible in theory that the market's high level
alone could sooner or later precipitate a collapse without the necessity for ithese
technical weaknegses to show themselves. The collapse might be triggered by some
untovard economis or political development. Bub if things do happen that way it
will be the first time in markeb history, I believe, that we would have the end of
a2 bull market without the excesses and abuses of the sort I have mentionad. Bub
there is always a first time for sverything.

My opinion then regsrding the present merket level must be rather incon-
clugive, and I shall Bas® my later prescription of policy on the assumption that
investors cannot have s depsndable view on the warket's future action in the next
year or 80, but that & large and disturbing decline is likely to take place dgain
sometime-in the future, and that we should be preparsd in thought and sction for
it, is a necessary sssumption for investors to make, and for sensible speculators
too if there are eny such.

The second claim which is that there is no real "sbock market” but only, as the
Wall Street people like to say, only "a market of stocks"-- deserves a moment or
two of discussion. What they mean by saying this is that investment results depend
only on what happens to individual securities, some of which will go up and cthers

down, and that it is illusory to talk sbout what bappens o the market as a whole
I disagree with that point of

view on three grounds.

The firast is that I Jdoubt thet the merket is really so much different in this
respect from what 1t always was in the psst. I have some recollection of the mar-
ket in 1928 and 1929, and I am sure that the disperity and diversity of stocks
between those that acted well and those that acted poorly was almost as great then
88 we see now. But despite that fact it was sasentisl for investors to be guided
by a view as to the general level of the stock market. It is suprising to me that
Wall Street people haven't taken the time to make a study of the spread in price
movements between individual sbtocks in recent years as compared with what happen-
ed in former yesrs. (I have a student at UCTA who is going to make this study
and it may prove quite illuminatory).

"+ The second reason is that there is actually a considerable underlying con-
sistency in the stock market if you measure i1ts movementas by comparing two averages
which seem to be quite differsnt. One of them is the Dow Jones Industrial Average,
vwhich consists of only 30 stocks, and the other is the Standard & Pcor's Com=
posite Average which consists of 500 5t©@k§. You might well assume that if there
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ﬂﬁ?;whﬁg Aiversity of prlce mcvements then an average 1ncluding only 30 stocks
y behave different from one embracing 500, Bubt if you observe the
‘v hoth averages, now given by most newspapers you get virtually a
which means 3 parity change, almost day by day and certainly month

ten-to-une @h&ng@g
ad yaar Ly year. In the past ten years the Dow Jones Average rose from

by mondl
& 275 midepoint in 1353 to 750, while the Standard Poor's index rose froem 24.7 %o o
T3.5. An *nﬁmrea@lmg point 1s that the apparently miscellanecus group ef - :300° 1383&3

actually had s siightly betiter advance than the gilt-edge or blue-chip stocks”in the
Ddﬁ'J@nes Average, This indiceates that you c¢annct tell a prlorltyhmmahqgng"@nmupfaf
stocka iz golng to do over the fubture years in compariscon with any skher.

L4 znk the third and most important reason why the invesior should not be

/lad %o @mphaslse nis selsction of individual stocks, and to neglect the general level

of the stock nmarket is the fact thai there is no indicsbion that the investor ean do b
better than the market averages by meking hia own selections or by taking expert ‘
aivice. The Gutstandlmg support ﬁg; that pessimistic statement is found in the
record of the investment fimds, which reprssent a cowbination of about the best
financial brains in the country, and a tremendous expenditure, of money, time,

and @@E@ﬁully directed effort. The record shows that the funds heve had great dif-
floulty as & ‘whole in gqualing the performence of the 30 gbocks in the Dow Jones
Averages or the 500 Standsrd & Poor's Index, If an 1nvest@r had been able, by some
rough across-the-board ﬁlverﬁiﬁicatlen to make up a pnrtfdll@ approximaténg these
averages he would havs had every reason to expect aboubt as good results a5 wers
shown by the very intelligent and careful stock selections by the J.nvesrl:mmftm:f”ﬁhdf*k1
managers. DBubt the great Justification for the mutual funds is that very few id="

weabors actually do follow such a sound and simple policy.

I must reluctently express some skepticiam aboub the general efficacy of
economic forscasting, of stock market forecasting, and of expert selection of com-
mon stocks, in their relation to the invesiment and speculative profits which can
be made therefrom. Let me give you my reasonst I say first that to the extent that
an economic forecast appears dependeble--and it is generally so only for the short
term-~its effect Ls likely to be already reflected in the market level, and there
iz no way to make momey from 1%, For example, we cannot say because the forecast for
196k is favorable that common stocks should be bought today. The price of commen
stocks today, as everybody should know reflects the gensral expectation of a good
196%. On the other hand, longer term business forecasts have proven Lnréliabl@ on
the whole.

Similaerly, teke the case where an individusl stock is favored by one of my
own fravernity of security avalyesis is because he is opbimistic about its fubure
earnings and general ym@ﬁp&@t@q To the extent that investors generally agree that
this company has good futurs prwﬂpscta tathat extent 1ts prospects are also lilkely
to be fully reflected and perhsps over-reflected in the market price. Sometlmes
you find the contrary case where 2 Wall Strest men may say "Nobody likes this
stock, znobody has confidence in it, but I have confidence in it and I know its
results are going to be better in the future.” That's an interesting and valusble
conclusion if true. The trouble is that in most cases you can't rely on its de-
pendability. The man nay be righi or he may be wrong in saying that some un-
popular stock is going to have a very good futurs. That iz the diﬂamma, all dn-
vestors face in trying to make money oub of forecasts as to the future prospects
of any individual security.

Now, with respect to stock market forecasting as such, as a separate cec-
cupation or amusement, I don't think there is any good evidence that a recognized
and publisly used method of stock market iorecagting can be relied upon to he pro-



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

y iz the hest xnown of the methods used for forecasting the stock market. I
made meme elaborate studies of the results of applying the mechanical concepts .
of the Dow Theory, in which you have well-defined signals to bwy and sell stocks
by the movement of the average thiough resigtance points upward or downward. I
found that when I sbudied the record from 1898 to 1933, a peried of about 35
years-«thé resulis from following this mechanicel method were Pemarkably good.
About 1933, the time when the Dow Theary had shown itself a very useful method
Por desling with the market action in the 1920°s and sarly 1930's; the public's
interest in the Theery increaged enormously. Previously it had been 2 kind of
ssoberic preseription followed only by a few devebed adhsrents, snd about which
averybody else had been pretty skeptical. The Dow Theory became extremely populayx
after 1933. I studied the consequences of using exactly the same method in
the market after 1933, and I found peculiarly enough that in no cage in the
next 25 vesrs did one bepefit through following the Dow gignals mechanically.

By this I mean thet ons was never zble toc buy kls stocks back at a lower price
than he zold them for.

As vou know, the Dow Theory 1s atlill persued by a rumber of practiticoners
and serviass. I think all of them will Sell you that it is not a mechanical
theory uow, and that a large element of judgment has to snber in the interpretation
of the signals. Bub once you introduce thatb element you don't have a true theory
anymore, you Just have a cerbain experbtise which may or may not be dependeble and
ngefnl.

Let me now meke a general obssrvation. For cbvious reagsons it is impossible
bor invesbtors as a whole, sud thersfore for the average lovestor or speculator,

to do better than the general market. The reason is that you gggﬁthe general market

and you can't do bebter than yourselves., I do believe it is possible for a
// minority of investors 3o get signifieantly betber resulbts than the average. Two

conditions ares necessary for that. Oue is that they must follow some sound prine.

ciples of selaction which are relatsd to the value of the securities and not to
\\\\ their merket price actiorn. The other is that their method of operation must be

basieally differsnt than that of the majority of securiby buyers. They have to
Csut themselves off from the gensral public and put themselves into a special cata~
‘gory. I will touch more briefly con that polnt later, -

Now, let me summarize up this stage. The investor nesds common sthocks in his
portfolic; bub these introduce hazards of wide fluctusticns which he cannot
expect to avold more successfully than others unless perhaps he thinks indepen-
dently from the crowd, that is unless he is constitubtionally different from the
average.

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

Qg%(ia thet the investor is required by the very insecurity ruling in the world of

Y soday to maintein at all tires some division of his funds between bonds and stocks
(cesh and various types of interesti-bearing deposits mayfhg viewed as bond=
equivalents.) My suggestion is that the minimum peosition of this portfolio
held in common stocks ghould be 25% and the waximum should be 75%4 Consequen~
tly the maximum holding of bonds would be T5% apd the minimum 25%~ the figures
being reversed. Any varietions made im his portfolic mix should be held within
thage 25% and T5% f£igures. Any such varistions should be clesrly based on value
congiderations, which would lead him to own more common stocks when the market
seems low in relation to value and less common stocks when the market seems high

-
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in relation to value.
Now while this is the classic language of investment authorities, it is

amazing how many people think in exactly cpposite fterms. That was brought

home to me shortly after the May 1062 break when a savings-and-loan company
representative came to me with gquestions. The first question he asked me

was "Don't you think that common stocks now are less safe than before because of
the decline in the market?” That hit me between the eyes. Here were financial
people who could smeriously consider that stocks less safe because they have de-
¢lined in price then they were after they had advanced in price. The policy I
propose to have more common stocks when the market seems to be low and less when

it seems to be high by value standards is obviously opposed to the psychology

of investors generally and to that of speculators always. It 1s particularly

true now because of the great confusion hetween investment and speculation which

T shall refer to later. I suppose the idea of having more ccmmon stocks at low
levels than at high levels is a "counsel of perfection” for most investors. But

it could be followed by meny investors to the extent of an inflexible rule that
they should not increase the percentage of common stocks in their portfolio as

the market advances, except of course through the rise in the market itself, How-
ever, a more sophisticated application, which would take advantage of a rise in the
market level for salss, could be something like thiz. Use a fixed 50-50 division
between bonds and stocks. When the market level of the stocks rises %o a point
where they congtitute 55% of the total or maybe 60%, you would then sell out enough
to bring your proportion back to 50%, putting the proceeds back into bonds or into
savings benks. And conversely when the market weni down so that your common stock
proportion had fallen 45% or 40%, you would uige some of your bond money to buy
common stocks and bring it back to the 50%. That was the famous Yale University
system, which was ofi¥ of the earliest formula methods known. They used & 35% basis
for common stocks, a percentage which at that time was regerded as pretty rash

for an institution of learning. When a market rise brought it up to 40% they sold
out one eighth of their h@ldlngas to get back to 35%; when it went down to 30% they
bought one sixth to bring the ratic up again to 35%. It was a good system unbil
the market ran away on the upside, and then they decided they had too little in
common stocks. Now they are up, toz 50 to 55% waibic, like the other unlvar51t1es,
I think, and they don’'t follow the formula asymore.

Another approach that is practicable; but from a different p01nt bf view, is
the "Dollar Averaging” method, in which you put the same amount of money in coumon
stocks year after year, or quarter affter guarter. In that way you buy more shares
. .of stocks when the market level iz low and fewsr shares when its high. That

- Heéthod has worked out extremely well for those who have had (a) the money, (b) the
time, and (c¢) the character necessary to persue a consistent policy over the years
regardless of whether the mayrket has been going up or down. If you can do that you
are gusranteed satisfactory success in your investmenisz.

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

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

in U.8. Savings Bonde at 3%%; which you can redeem at will; you can buy long

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

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

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

many yearsz. They actually were in part a gift to the investor of which he didn't
take adventage up to the extent he should have as against taxable bonds. That
advantage heg diminished, because tex free bonds have advanced relative to others,
but it is still persuasive for people of substential means. I would like ‘o point
out that in 1953 municipal bonds yielded 2,93% and U.3. Government taxable bonds
3.08%, nearly the same return despite the full tax on the governments:. In October
63 the municipal average was 3.28% and that of U.S. Government bonds 4.06%, so
you see the advantage that has =merued to the past holder of tax-free bonds as
compared with U.8. government.

One guegtion for the investor which I won't go into, end I am glad I havn’t
got the time to do it; is whether he mhould take advantage of the 5% rate offered
by some of the savings and lomn assoclations in Californis. Let me say that I am
not an expert on savings- and loan asgociations, and T don't want to get drawn into
the controversy that has now begun as to whether their methods are completely sound
and their prospects are completely dependabls, I just want to say in general terms
that nobody can assume that he can get exactly the same degree of safety and
dependability in a standard type of investwent yielding 5% as In one yielding L%.

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

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

Many Investors would think my prescription too simple, If they can get res
sults equal to the averages in this easy way why shouldn't they try to get a
gubgtantially higher return by careful and compebently-adviged selectlon? My
short answer has already been given: If the invesiment funds as a whole can't

' beat the averages, even pretty clever investors as a whole can't do it either.
', The underlying problem of selection is that the "good stocks--chiefly the
‘growth stocks with better than average prospects--tend to be fully priced and

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

As I see it, the fundamental problem in common stocks is the merket's ine
Jection of a large speculative element into the strongest and beat companies by
‘egtablishing an untenably high price for them. (The rise of IBM or 607, soon
followed by a fall to 300, is the best illustration of my point.) This has add-
edgreatly to the confusion between investment and speculatlon, because 1t is easy
to tell oneself that the shares of & good company are always & sound investment,
regardless of price. From this it was an sesy step to calling everyone an in-
vestor who bought his shares outright, end finally to calling every Wall Street
customer an investor--period.

My recent crusade has been to persuade Wall Strest that it has mede a mistake,
and harmed itself, in suppressing the word "speculation" from its vocabulary.
Speculation is not bad in itself; overspeculstion is. It is important that the
public should have a fatrly good idea of the extent to which 1t is speculsting,

" not only when it busy e :"hot issue” at a completely silly price, but even when it
buys into & wonderful concern such as IBM at 7O times its highest recorded esarn- .
ings. To my mind the most veluable contribution that security analysts could meke

. to the art of investing would be the determinstion of the investment and specula-
... Edve components in the current price of any given common stock, so that the in-

"“bending buyer might have some notion of the risks he is taking ss well as what
profit he might make. I have pointed out thet my own conserveilve appraiwdl
put the investment component in IBM's 1961 price at not more than $200 per shere
==gbout $6 billion £or the entire enterprise«-ths remainder of the quotation
representing & speculative valuatkon of the compuny's undoubtedly brilliant
future. Conversely, I stated thet at least 80% of the highest prices(55)
International Harvester in 1961 could be ascribed to its Investment Value.

This d41d not prove thet Harvester was a better buy than IBMw-1t was, as it

turned out-~but 1t did demcnsirate thet the risk factor involved wes much smaller.
Let me raise a final question: Despife rather discouraging results from .
endesvors to predict market moves or to select the most attrective companies,
can the intelligent investor follow any policles of common-stock selection that
promise better than average results? I think it is possible for some strong-
minded investors to do this, by buying value rather than prospects or pop=-
ulerity. Some examples of this approach: (1) Sslect stocks of important come
panies which sall on a no-glamour besis--e.g,, International Harvester. Some
extreordinary results could have been obtelned since 1933 by buying esch year
> the sheres of the six compenies in the Dow Jones Ind. Average which sold at the
' lowest multiplier of their recent earnings. (2) Buy definitely "bargain issues.”
Typically these would be shares that sold for less their velue in working-capital
alone, with nothing paid for fixed assets and goodwill. These were quite
\  numerous uyp to as late es 1957, and were consistently profitable when diversi-
N fication was observed. Few such opportunities remein; perhaps they have baen
‘x supplanted by shares of smaller companies selling on a relatively depresssd

' basis and likely to be taken over by a lerger concern at & good advance 1n price.
\ (3) Finally there is the wide field of "special situations"--reorgsnizations,

'x mergers, take-overs, liquidetions, etc. This 18 a professional area, but it
is not impossible for intelligent investors to profit handsomely from it if
\ they approech sscurity operations as they would a commercial business.

| CONCLUSION,
\ The investor must recognize that there are uncertain and hence speculative

\




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

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