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Theory of Common-stock Investment. The Dividend Factor [387]

If it should become the standard policy to disburse the major portion
of each year’s earnings (as is done abroad), then the rate of dividend will
vary with business conditions. This would apparently introduce an added
factor of instability into stock values. But the objection to the present
practice is that it fails to produce the stable dividend rate which is its
avowed purpose and the justification for the sacrifice it imposes. Hence
instead of a dependable dividend that mitigates the uncertainty of earn-
ings we have a frequently arbitrary and unaccountable dividend policy
that aggravates the earnings hazard. The sensible remedy would be to
transfer to the stockholder the task of averaging out his own annual
income return. Since the common-stock investor must form some fairly
satisfactory opinion of average earning power, which transcends the
annual fluctuations, he may as readily accustom himself to forming a sim-
ilar idea of average income. As in fact the two ideas are substantially iden-
tical, dividend fluctuations of this kind would not make matters more
difficult for the common-stock investor. In the end such fluctuations will
work out more to his advantage than the present method of attempting,
usually unsuccessfully, to stabilize the dividend by large additions to the
surplus account.® On the former basis, the stockholder’s average income
would probably be considerably larger.

A Paradox. Although we have concluded that the payment of a lib-
eral portion of the earnings in dividends adds definitely to the attractive-
ness of a common stock, it must be recognized that this conclusion
involves a curious paradox. Value is increased by taking away value. The
more the stockholder subtracts in dividends from the capital and surplus
fund the larger value he places upon what is left. It is like the famous leg-
end of the Sibylline Books, except that here the price of the remainder is
increased because part has been taken away.

approval of a rate greater than that reccommended by the directors. Despite the latter proviso,
the mere fact that the dividend policy is submitted to the stockholders for their specific
approval or criticism carries an exceedingly valuable reminder to the management of its
responsibilities, and to the owners of their rights, on this important question.

Although this procedure is not required by the Companies Act in all cases, it is generally
followed in England. See Companies Act of 1929, Sections 6-10; Table A to the Companies
Act of 1929, pars. 89-93; Palmers Company Law, pp. 222-224, 13th ed., 1929.

8 For a comprehensive study of the effects of withholding earnings on the regularity of divi-
dend payments, see O. J. Curry, Utilization of Corporate Profits in Prosperity and Depression,
Ann Arbor, 1941.
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This point is well illustrated by a comparison of Atchison and Union
Pacific—two railroads of similar standing—over the ten-year period
between January 1, 1915, and December 31, 1924.

Per share of common
Item Union Pacific Atchison
Earned, 10 years 1915-1924 $142.00 $137
Net adjustments in surplus account dr. 1.50* cr. 13
Total available for stockholders $140.50 $150
Dividends paid $97.50 $60
Increase in market price 33.00 25
Total realizable by stockholders $130.50 $85
Increase in earnings, 1924 over 1914 9%+ 109%7
Increase in book value, 1924 over 1914 25% 70%
Increase in dividend rate, 1924 over 1914 25% none
Increase in market price, 1924 over 1914 28% 27%
Market price, Dec. 31, 1914 116 93
Market price, Dec. 31, 1924 149 118
Earnings, year ended June 30, 1914 $13.10 $7.40
Earnings, calendar year 1924 14.30 15.45

* Excluding about $7 per share transferred from reserves to surplus.
+ Calendar year 1924 compared with year ended June 30, 1914.

It is to be noted that because Atchison failed to increase its dividend
the market price of the shares failed to reflect adequately the large
increase both in earning power and in book value. The more liberal div-
idend policy of Union Pacific produced the opposite result.

This anomaly of the stock market is explained in good part by the
underlying conflict of the two prevailing ideas regarding dividends which
we have discussed in this chapter. In the following brief summary of the
situation we endeavor to indicate the relation between the theoretical and
the practical aspects of the dividend question.
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Summary

1. In some cases the stockholders derive positive benefits from an
ultraconservative dividend policy, i.e., through much larger eventual
earnings and dividends. In such instances the market’s judgment proves
to be wrong in penalizing the shares because of their small dividend. The
price of these shares should be higher rather than lower on account of the
fact that profits have been added to surplus instead of having been paid
out in dividends.

2. Far more frequently, however, the stockholders derive much greater
benefits from dividend payments than from additions to surplus. This
happens because either: (a) the reinvested profits fail to add proportion-
ately to the earning power or (b) they are not true “profits” at all but
reserves that had to be retained merely to protect the business. In this
majority of cases the market’s disposition to emphasize the dividend and
to ignore the additions to surplus turns out to be sound.

3. The confusion of thought arises from the fact that the stockholder
votes in accordance with the first premise and invests on the basis of the
second. If the stockholders asserted themselves intelligently, this paradox
would tend to disappear. For in that case the withholding of a large per-
centage of the earnings would become an exceptional practice, subject to
close scrutiny by the stockholders and presumably approved by them
from a considered conviction that such retention would be beneficial to
the owners of the shares. Such a ceremonious endorsement of a low div-
idend rate would probably and properly dispel the stock market’s scepti-
cism on this point and permit the price to reflect the earnings that are
accumulating as well as those which were paid out.

The foregoing discussion may appear to conflict with the suggestion,
advanced in the previous chapter, that long-term increases in common-
stock values are often due to the reinvestment of undistributed profits.
We must distinguish here between the two lines of argument. Taking our
standard case of a company earning $10 per share and paying dividends
of $7, we have pointed out that the repeated annual additions of $3 per
share to surplus should serve to increase the value of the stock over a
period of years. This may very well be true, and at the same time the rate
of increase in value may be substantially less than $3 per annum com-
pounded. If we take the reverse case, viz., $3 paid in dividends and $7
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added to surplus, the distinction is clearer. Undoubtedly the large addi-
tion to surplus will expand the value of the stock, but quite probably also
this value will fail to increase at the annual rate of $7 compounded. Hence
the argument against reinvesting large proportions of the yearly earnings
would remain perfectly valid. Our criticism is advanced against the
latter type of policy, e.g., the retention of 70% of the earnings, and not
against the normal reinvestment of some 30% of the profits.

Dividend Policies since 1934. If the dividend practice of American
corporations were to be judged solely by the record during 1934-1939,
the criticism expressed in this chapter would have to be softened consid-
erably. In these recent years there has been a definite tendency towards
greater liberality in dividend payments, particularly by companies that
do not have clearly defined opportunities for profitable expansion. Reten-
tion of earnings by rapidly growing enterprises, e.g., airplane manufac-
turers, is hardly open to objection. Since the end of 1932, on the other
hand, General Motors Corporation has disbursed about 80% of earnings
to common-stock holders, with no wide deviation in any year through
1939. In 1939 the Treasury Department announced that it would use 70%
as a rough or preliminary test to decide whether or not a company is sub-
ject to the penalty taxes for improper accumulation of surplus.

As far as stock prices are concerned, it can hardly be said that they
have been unduly influenced by arbitrary dividend policies in these recent
years. For not only have the policies themselves been far less arbitrary
than in former times, but there has been a definite tendency in the stock
market to subordinate the dividend factor to the reported and prospec-
tive earnings.

The Undistributed-profits Tax. The more liberal dividends of recent
years have been due in part to the highly controversial tax on undistrib-
uted profits. This was imposed by Congress in 1936, on a graduated scale
running from 7 to 27%. Following violent criticism, the tax was reduced
to a vestigial 21/2% in 1938 and repealed entirely the following year. Its
main object was to compel companies to distribute their earnings, so that
they might be subject to personal income taxes levied against the stock-
holders. A secondary objective appears to have been to restrict the accu-
mulation of corporate surpluses, which were thought by some to be
injurious, either because they withheld purchasing power from individ-
uals or because they were conducive to unwise expansion. But the tax was
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widely and violently condemned, chiefly on the ground that it prevented
the creation of surplus or reserve funds essential to meet future losses or
emergencies or expansion needs. It was said to lay a heavy penalty on
corporate thrift and prudence and to bear with particular severity on
small or new corporations which must rely largely on retained profits for
their growth.

Law Objectionable but Criticized on Wrong Grounds. In our own
opinion the law was a very bad one, but it has been criticized largely on
the wrong grounds. Its objective, as first announced, was to tax corpora-
tions exactly as if they were partnerships and hence to equalize the taxa-
tion basis of corporate and unincorporated businesses. Much could be
said in favor of this aim. But as the bill was finally passed it effectively
superposed partnership taxation on top of corporate taxation, thus heav-
ily discriminating against the corporate form and especially against small
stockholders. Nor was it a practicable tax as far as wealthy holders were
concerned, because the extremely high personal tax rates, combined with
the corporation taxes (state and federal), created an over-all burden
undoubtedly hostile to individual initiative. Fully as bad were the techni-
cal details of the tax law, which compelled distributions in excess of actual
accounting profits, disregarded very real capital losses and allowed no
flexibility in the treatment of inventory values.

Despite the almost universal opinion to the contrary, we do not believe
that the undistributed profits tax really prevented the reinvestment of
earnings, except to the extent that these were diminished by personal
income taxes—as they would be in an unincorporated business. Corpo-
rations had available a number of methods for retaining or recovering
these earnings, without subjecting them to the penalty tax. These devices
included (1) declaration of taxable stock dividends (e.g., in preferred
stock); (2) payment of “optional” dividends, so contrived as to impel the
stockholders to take stock rather than cash; (3) offering of additional stock
on attractive terms at the time of payment of cash dividends. Critics of the
tax have asserted that these methods are inconvenient or impracticable.
Our own observation is that they were quite practicable and were resorted
to by a fair number of corporations in 1936 and 1937, but that they were

9 See Rolbein, David L., “Noncash Dividends and Stock Rights as Methods for Avoidance of
the Undistributed Profits Tax,” XII The Journal of Business of the University of Chicago 221-264,
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avoided by the majority, either from unfamiliarity or from a desire to
throw as harsh a light as possible upon the law.

Proper Dividend Policy. In view of the scepticism that we have
expressed as to whether or not stockholders are really benefited by
dividend-withholding policies, we may be thought sympathetic to the
idea of preventing reinvestment of profits by imposing penalty taxes
thereon. This is far from true. Dividend and reinvestment policies should
be controlled not by law but by the intelligent decision of stockholders.
Individual cases may well justify retention of earnings to an extent far
greater than is ordinarily desirable. The practice should vary with the
circumstances; the policy should be determined and proposed in the
first instance by the management; but it should be subject to independ-
ent consideration and appraisal by stockholders in their own interest, as
distinguished from that of the corporation as a separate entity or the man-
agement as a special group.

July, 1939. For more comprehensive surveys of this tax see Alfred G. Buehler, The Undistrib-
uted Profits Tax, New York, 1937 (an adverse appraisal), and Graham, Benjamin, “The Undis-
tributed Profits Tax and the Investor,” LXVI Yale Law Journal 1-18, November, 1936,
elaborating the views expressed above.

See accompanying CD for Chapter 30, “Stock Dividends.”
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Introduction to Part V

THE QUEST FOR RATIONAL INVESTING

BY GLENN H. GREENBERG

rue confession: | never read Security Analysis while at Columbia

Business School. Never even took a securities analysis course.

Instead, some invisible hand guided me into stock research and
later money management, where | have labored for the past 33 years. It
wasn't until perhaps the middle of my investment career that | decided it
was time to pick up Graham and Dodd and see what all the buzz was
about. The first 300 pages dealt with fixed income securities, which | have
seldom owned and were of little interest to me. The equity section
seemed dated: topics such as determining the earnings power of indus-
trial cyclicals and the appropriate depreciation of utility plant and equip-
ment conjured up sepia-tone images of a bygone era. | was running my
own investment business and in need of immediate investment ideas.
Could this book help me find my next winner? Not likely, | decided. So
imagine my reaction years later when an editor from McGraw-Hill called
to ask me to write this introduction. After a long, long silence | asked if he
could send me a copy.

Rereading Graham and Dodd felt a little bit like reading Polonius’s
charge to his son in Hamlet as he departs to pursue his studies abroad
(“neither a borrower nor a lender be” and “to thine own self be true”). Yes,
the advice was sound, but it seemed so obvious. In Part V, we are coun-
seled against placing too much emphasis on near-term earnings and

warned not to trust unscrupulous management. We are cautioned about

[395]
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manipulation of financial statements and urged to appreciate the qualita-
tive aspects of a business we invest in. A bright line is drawn for us sepa-
rating speculation from investment. The appropriate level of debt in the
capital structure, how to think about commodity-based investments, and
the manic-depressive nature of markets are all addressed—well of course
these ideas sound familiar because they have been interwoven through
so many annual letters by Warren Buffett and cited by other great
investors who credit Graham and Dodd for some portion of their invest-
ment success. As implied by the title of this part, Graham and Dodd do
present detailed discussion and analysis of the income statement
accounts, but it is the more general investment precepts that | and others
treasure. This work is the more remarkable because it was written during
the uniquely depressed circumstances of 1934, a nation of 25% unem-
ployment with most businesses struggling to survive. Yet Graham and
Dodd were able to codify the principles that have inspired great investors
through 75 years of remarkable prosperity. Their insights are as applica-
ble now as ever.

The purpose of Part V is to explore analysis of the income accounts in
order to estimate the earnings power of the business and thereby deter-
mine if the stock is undervalued. There is no magic formula for this task:
the future may resemble the past—or it may not! Virtually every page of
this part is filled with useful analysis of company financials and great clar-
ity of thought on a wide variety of industries. Financial analysis, not the
CEO’s letter, is key to assessing a business. There is a total absence of
terms like “story,” “concept,’ “paradigm,’ or “trend” to justify an invest-
ment. We all want to buy low and sell high, but first we must develop
confidence in the sustainability of a business in order to arrive at a sound
judgment about what constitutes “low” and “high"”

Estimating average future earnings is not easy. In the 1930s there was

tremendous volatility in earnings because of the operating leverage inher-
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ent in manufacturing and resource businesses. The challenge in determin-
ing earnings power in today’s more stable economy is different but no less
daunting. There are global competitors and disruptive new technologies.
Financial companies have developed extraordinary new products, which
have been profitable to date but now face testing. Technology firms have
to constantly reinvent themselves. Even the most stable businesses may
surprise. | recall visiting Coca-Cola in late 1993. It was generally hailed as
the finest business in the world because of its pricing power and bound-
less international growth opportunities. Valued at 18 times earnings, it
was a bargain provided that earnings could grow over 15% annually for
an extended period of time. It never occurred to anyone that this incredi-

ble franchise would have flattish earnings from 1996 through 2002.

How We Invest

At my firm, Chieftain Capital Management, we evaluate an investment
opportunity based on the predictability of the business and a dispassion-
ate calculation of its expected rate of return. We read all of a company’s
public filings, we analyze its industry and competitors (of which, ideally,
there should not be many), we talk to its management team and industry
experts, and we gather any other relevant data we can find, distilling it all
into a historical analysis of the performance of the business. Obvious
questions arise: Can margins continue to rise? Is the business becoming
more capital intensive? Why are sales slowing? And so on. This analysis
becomes the basis for further discussions with management and ulti-
mately our projections of future results.

We and other investors today tend to focus on cash flow after capital
expenditures (free cash flow), instead of earnings, to evaluate the invest-
ment merits of a business. One advantage of this approach is that it helps
shortcut a good many games that management can play in reporting

profits. Moreover, earnings are seldom synonymous with cash available
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for shareholders, and it is the latter that should matter to investors. It has
always struck me as curious that the first questions asked by a private
investor are, how much money must | put up, how much cash will | get
back, and how fast? Why should investors in publicly traded stocks ask
different questions?

Finally, we calculate the rate of return implied by the free cash flows
we expect the business to generate, in perpetuity, taking into account
the investments the company needs to make to continue its growth. We
generally will not buy a stock unless it is priced to give us at least a 15%
rate of return. Obviously, there is much judgment involved in determin-
ing such a hurdle rate, and it must be refined to reflect the quality of the
business and expected returns from alternative investment opportunities.
In 1974 our investment hurdle would have been much higher—perhaps
25%—because there were so many undervalued stocks to choose from
and interest rates were higher. By insisting on a very high rate of return,
compared to the high-single-digit return we calculate to be offered by
the broader market, we give ourselves significant margin for error. Our
goal is to set the bar very high knowing that there will be few times
when we find a great business selling at a price that will also give us a
great rate of return. We seldom find a stock meeting these criteria, so
when we do, we build a large position: never less than 5% of our assets
and often as much as 25%. We sell a stock when the return in our model
drops to 10%—even though our alternative may be cash earning less
than 5%. At all times we are mindful that our approach is only as good as
our assumptions about the future, and small changes in our assumptions,
such as the growth rate of cash flows over the long term, can dramati-
cally alter prospective returns.

A recent reminder of the importance of assumptions is a purchase we
made in early 2007 of Ryanair, the world’s largest airline as measured by

passengers. The Irish company sports by far the lowest fares of anyone in
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the short-haul business in the European markets it serves. In 10 years, it
has grown its passengers tenfold and yet it has only a 7% share of the
market. Last year its average fare was 44 euros, which compares with 66
euros for easylet, 91 for Aer Lingus, and well over 100 euros for all the
flag carriers. Even so, Ryanair has averaged 20% net margins over the
past decade, versus low single digits for its rivals. We paid 16 times the
current year's earnings estimates and felt this price was justified by
Ryanair’s huge cost advantages and growth prospects. Then the price of
oil doubled again. The shares have declined 30% since our initial invest-
ment, and the profit outlook has dimmed.

Still, the business franchise is intact. Nothing has happened that
makes us believe the long-term value of our investment has diminished.
In fact, during this period of adversity, other low-cost carriers are
expected to cease operations. Lenders are likely to be cautious in funding
possible new entrants, and consumers may wish to trade down to take
advantage of Ryanair’s low fares. Over time, a company with this kind of
cost advantage must take market share and earn attractive returns.

The process | have just described is our attempt to cover the bases
outlined by the authors of Security Analysis. For Graham and Dodd, step 1
is careful quantitative analysis with particular attention to identifying real,
not accounting, earnings. Accounting has always presented management
with opportunities to misrepresent results. In 1934, companies ran nonre-
curring gains through the profit-and-loss statement and stretched out
depreciation schedules to make earnings look better than they were.
Managers would charge certain losses directly to shareholders’ equity,
bypassing (and inflating) net income in the process. In addition to earn-
ings, Graham and Dodd were also attuned to the importance of free cash
flow, as in their discussion of the Eureka Pipe Line (Chapter 36 on accom-
panying CD). Just as Graham and Dodd illustratively juxtapose the per-

spectives of the private businessperson and the public investor, my
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partners and | often ask ourselves the question: If this were a private

business, how would we measure its value?

Accounting Challenges

Today, the accounting challenges for the investor are far more difficult. The
Financial Accounting Standards Board (FASB) has issued any number of
accounting mandates that muddy the waters. For example, while | certainly
oppose excessive granting of stock options to management and employ-
ees, there are numerous difficulties in accounting for them as a current
expense as prescribed by the recent FASB statement 123R. First off, stock
options are a noncash obligation and may never cost the shareholder a
penny—but under 123R even a deeply out-of-the-money option will still
result in an expense years after being awarded to an employee. Second,
stock options are already reflected in the diluted share base used to calcu-
late the earnings-per-share (EPS) figures most investors focus on; by further
burdening net income with an expense for options, diluted EPS under
today’s accounting clearly reflects double counting. Finally, valuing options
requires numerous assumptions and thus opens the door to manipulation.
By the way, the previous approach to accounting for stock options was
even odder: options granted with a strike price equal to the market price
had no expense impact, but those granted below market would, in some
cases, result in an expense every year thereafter that the underlying stock
rose. There is equal confusion to be found in the FASB approach to
accounting for derivatives, hedging, pensions, leases, and recognition of
profits for carried interests, to name a few. Now companies can even record
a profit if their debt gets downgraded. Sometimes accounting rules seem
designed to carry us very far from economic reality, and some managers
are quite amenable to taking investors on such a journey.

Having analyzed the historical record, the second and far greater chal-

lenge is to determine “the utility of this past record as an indication of
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future earnings.” Graham and Dodd call it a “qualitative survey of the
enterprise!” Is the future of the business adequately predictable so as to
permit a long-term investment? Is the business growing so rapidly as to
attract numerous competitors? Is it subject to being undermined by a
new technology or changing consumer taste? Will it be squashed by
imports or Wal-Mart or by a business model enabled by the Internet? In
other words, how predictable are future cash flows? And how do we feel
about the corporate culture and management leadership? Can they be
relied on to be shrewd, rational, and motivated to maximize the value of
our investment? Or do they have a different agenda? Will management
itself follow the Graham and Dodd principles in investing the sharehold-

ers'money?

Whose Company Is It?

This last point is particularly important. Often managers get confused
and believe that it is their company, which they can run to satisfy their
personal needs—and few such managers would acknowledge that this
applies to them. We spend a lot of time getting to know the stewards
of the companies in which we invest to ascertain their personal priori-
ties. Small observations can sometimes provide a clue. A CEO who
won't answer tough questions directly is a warning sign. A deeply
tanned CEO wearing a lot of gold jewelry is not likely to be someone
we feel we can trust.

Worse yet is a CEO who undervalues his stock by offering it in
exchange for shares of a company with less attractive business prospects
than his own. This happened in 2004 when Comcast CEO Brian Roberts
made a surprise offer to purchase Disney in an all-stock deal that would
have been hugely dilutive to free cash flow and would have radically
changed the nature of the company. Clearly the motivation of the man-

agement was to build an empire by owning an American icon rather



[402] Introduction to Part V

than to build the value of its own business, on a per share basis, for the
investors. We sold a large portion of our Comcast shares upon learning of
the offer. Worried about dilution of the value of the company, others did
the same, driving down the stock price by over 20%. Roberts subse-
quently withdrew the Disney offer since he no longer had a sufficiently
valuable stock with which to make the acquisition.

Similarly, it can be disheartening to discuss the concept of share
repurchases with some managers. If we ask whether the cash return on a
capital project is as good as the return from buying back stock, they gen-
erally look at us as though we're speaking in a foreign tongue.

This qualitative assessment allows the discriminating investor to sin-
gle out truly good businesses. Few investors active today lived as | did
through the bear market of 1973 to 1974 or the crash of 1987, when the
market lost 30% of its value in only a few days. As | watched the disasters
around me, | made a promise to myself to avoid any stock that | would
not feel comfortable holding through another 1987-like crash. The reason
is simple: in the aftermath of a collapse, much wealth has evaporated
and confidence is circling the drain. Wild rumors are flying—and many
may just be true. Without confidence in the staying power of a business,
the overwhelming tendency is simply to follow the crowd and sell. Many
who do sell are so shell-shocked that they are afraid to buy again until
well after a recovery has occurred. Trading on emotions is nearly always
the wrong thing to do, especially for those investors who have carefully
done their homework. Certainly a good business can hit a rough patch,
but it is not unusual for such a business to regain its footing. Sometimes
huge stock declines occur for no apparent reason.

| recall that shortly after making a new investment in LabCorp in
August 2002, the company reported quarterly earnings that were 6% shy
of Street estimates. The stock, for which we had paid $34, or 12 times the

next year's free cash flow, fell as low as $18 in October 2002. Of course,
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of error or disappointment. It runs considerably less risk of confusion
between “confidence in the future” and mere speculative enthusiasm.

Large Profits Frequently Transitory. More frequently we have the
opposite type of situation from that just discussed. Here the analyst finds
reason to question the indefinite continuance of past prosperity.

Examples: Consider a company like J. W. Watson (“Stabilator”) Com-
pany, engaged chiefly in the manufacture of a single type of automotive
accessory. The success of such a “gadget” is normally short-lived; compe-
tition and changes in the art are an ever present threat to the stability of
earning power. Hence in such a case the student could have pointed out
that the market price, bearing the usual ratio to current and average earn-
ings, reflected a quite unwarranted confidence in the permanence of prof-
its that by their nature were likely to be transitory. Some of the pertinent
data relative to this judgment are given in the table below, with respect to
this company.?

THE J. W. WATSON COMPANY

Price range

Year Net for common Per share for common Dividend
1932 $214,026(d) $1.07(d) 3/8-1/8 None
1931 240,149(d) 1.20(d) 2-1/8 None
1930 264,269(d) 1.32(d) 6-1 None
1929 323,137(d) 1.61(d) 147/8-15/8 None
1928 348,930(d) 1.74(d) 20-51/4 50 cents
1927 503,725 2.16 253/4-187/s 50 cents
1926 577,450* 2.88% (Issue not quoted

prior to 1927)
1925 502,593* 2.51*
1924 29,285* 0.15%
1923 173,907* 0.86*
1922 142,701* 0.71*

* Earnings are for predecessor companies, applied to 1932 capitalization.

8 The common stock of the company was originally offered in September 1927 at $24.50 per
share, a price 17.3 times the average earnings of the predecessor companies during the pre-
ceding five years. This relatively high price was accounted for in part by the apparently
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A similar consideration would apply to the exhibit of Coty, Inc., in
1928. Here was a company with an excellent earnings record, but the earn-
ings were derived from the popularity of a trade-marked line of cosmet-
ics. This was a field in which the variable tastes of femininity could readily
destroy profits as well as build them up. The inference that rapidly rising
profits in previous years meant much larger profits in the future was thus
especially fallacious in this case, because by the nature of the business a
peak of popularity was likely to be reached at some not distant point, after
which a substantial falling off would be, if not inevitable, at least highly
probable. Some of the data appearing on the Coty exhibit are as follows:

Earned per share
Year Net income (adjusted)
1923 $1,070,000 $0.86
1924 2,046,000 1.66
1925 2,505,000 2.02
1926 2,943,000 2.38
1927 3,341,000 2.70
1928 4,047,000 3.09
1929 4,058,000 2.73

At the high price of 82 in 1929, Coty, Inc., was selling in the market
for about $120,000,000, or thirty times its maximum earnings. The actual
investment in the business (capital and surplus) amounted to about
$14,000,000.

Subsequent earnings were as shown in the table following.

Cory, INC.
Year Net income Earned per share
1930 $1,318,000 $0.86
1931 991,000 0.65
1932 521,000 0.34 (low price in 1932-11/2)

favorable “trend” of earnings, in part by the high recent and current earnings and in part by
the reckless standards of appraisal beginning to prevail at the time.

See pp. 438-440 of the 1934 edition of this work for a companion case—The Gabriel
Company.
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A third variety of this kind of reasoning could be applied to the brew-
ery-stock flotations in 1933. These issues showed substantial current or
prospective earnings based upon capacity operations and the indicated
profit per barrel. Without claiming the gift of second sight, an analyst could
confidently predict that the flood of capital being poured into this new
industry would ultimately result in overcapacity and keen competition.

Hence a continued large return on the actual cash investment was
scarcely probable; it was likely, moreover, that many of the individual
companies would prove financial failures, and most of the others would
be unable to earn enough to justify the optimistic price quotations engen-
dered by their initial success.?

9 See Appendix Note 55, p. 792 on accompanying CD, for brief comments on the subsequent
performance of the brewery issues of 1933.



Chapter 38

SPECIFIC REASONS FOR QUESTIONING
OR REJECTING THE PAST RECORD

IN ANALYZING AN INDIVIDUAL company, each of the governing elements in
the operating results must be scrutinized for signs of possible unfavor-
able changes in the future. This procedure may be illustrated by various
examples drawn from the mining field. The four governing elements in
such situations would be: (1) life of the mine, (2) annual output, (3) pro-
duction costs and (4) selling price. The significance of the first factor has
already been discussed in connection with charges against earnings for
depletion. Both the output and the costs may be affected adversely if
the ore to be mined in the future differs from that previously mined in
location, character or grade.!

Rate of Output and Operating Costs. Examples: Calumet and Hecla
Consolidated Copper Company. The reports of this copper producer for
1936 and previous years illustrate various questions with respect to ore
reserves. The income account for 1936 may be summarized as follows:

Copperproduced ...........ooeiiiiiiiiiii i 78,500,000 Ib.
CopperSold . .o.vve e 95,200,000 Ib. @ 9.80 cents
Profit before depreciation and depletion ....................... $3,855,000
Depreciation ..o 1,276,000
Depletion . ......uuieii 1,726,000
Earned per share after depreciation but before
depletion on 2,006,000 shares ...............coovveieieen... $1.29

I'When ore reserves are stated only as so many tons, or so many years of life, these data may
be misleading in the absence of assurance regarding the quality of ore remaining. Example:
The depletion charges of Alaska Juneau Gold Mining Company suggested a remaining life of
some 85 years from 1934. The registration statement however, claimed only some 25 years of
life from 1934. The implication (confirmed upon inquiry) is that the longer “life” included
much low-grade ore of noncommercial character.

[487]
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Early in 1937 the stock sold at $20 per share, a valuation of
$40,000,000 for the company, or $30,000,000 for the mining properties
plus $10,000,000 for the working capital.

A detailed analysis of the make-up of the 1936 earnings would have
shown them to be derived from four separate sources, approximately
as follows:

Profit before depreciation
and depletion
Number of Cents per pound Total
Source of copper pounds, millions | (approximate) (approximate)
Copper previously produced 17.3 45 $ 775,000
Conglomerate mine 36.3 3.6 1,305,000
Ahmeek mine 23.0 33 760,000
Reclamation plants 19.2 5.3 1,015,000
95.8 4.0 $3,855,000

Of these four sources of profit, all but the smallest were definitely lim-
ited in life. The sale of copper produced in prior years was obviously non-
recurring. The mainstay of the company’s production for 70 years—the
Conglomerate Branch—was facing exhaustion “in the course of 12 or 14
months.” The reclamation-plant copper, recovered by reworking old tail-
ings and providing the cheapest metal, was limited to a life of 5 to 7 years.
There remained as the only more permanent source of future output the
Ahmeek Mine, which was the highest cost operation and which had
therefore been shut down from April 1932 through 1935. (There were
also certain other high-cost properties that were still shut down in 1936.)

Analysis would indicate, therefore, that probably not more than a
total of some 7 to 8 millions in profit could be expected in the future
from the Conglomerate and the reclamation operations. Hence, aside
from new developments of a speculative character, the greater part of the
40 millions of valuation for the company would have to be supported by
earnings from higher cost properties which had contributed only a minor
part of the 1936 results.2

2 In the 1934 edition of this book we discussed a similar situation existing in this company
in 1927, at which time the largest part of the profits were being contributed by the reclama-
tion-plant operations, which were known to have a limited life.
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Freeport Sulphur Company. The exhibit of the then Freeport Texas
Company in 1933 supplies the same type of problem for the analyst, and
it also raises the question of the propriety of the use, under such circum-
stances, of the past earnings record to support the sale of new securities.
An issue of $2,500,000 of 6% cumulative convertible preferred stock was
sold at $100 per share in January 1933 in order to raise funds to equip a
new sulphur property leased from certain other companies.

The offering circular stated among other things:

1. That the sulphur reserves had an estimated life of at least 25 years based
upon the average annual sales for 1928-1932;

2. That the earnings for the period 1928-1932 averaged $2,952,500, or 19.6
times the preferred-dividend requirement.

The implication of these statements would be that, assuming no
change in the price received for sulphur, the company could confidently
be expected to earn over the next 25 years approximately the amounts
earned in the past.

The facts in the case, however, did not warrant any such deduction. The
company’s past earnings were derived from the operation of two proper-
ties, at Bryanmound and at Hoskins Mound, respectively. The Bryan-
mound area was owned by the company and had contributed the bulk of
the profits. But by 1933 its life was “definitely limited” (in the words of the
listing application); in fact the reserves were not likely to last more than about
three years. The Hoskins Mound was leased from the Texas Company. After
paying $1.06 per ton fixed royalty, no less than 70% of the remaining prof-
its were payable to Texas Company as rental.> One half of Freeport’s sales
were required to be made from sulphur produced at Hoskins. The new
property at Grande Ecaille, La., now to be developed, would require roy-
alty payments amounting to some 40% of the net earnings.

When these facts are studied, it will be seen that the earnings of
Freeport Texas for 1928-1932 had no direct bearing on the results to be
expected from future operations. The sulphur reserves, stated to be good
for 25 years, represented mineral located in an entirely different place and

3 The rate had been 50% until Freeport recouped its capital expenditures on the property.
lustrative of the general theme of this chapter is the break in Freeport’s price from

109'/4 to 65%/s in January-February 1928 coincident with the change in the royalty rate.
The student may examine a similar development in the case of Texas Gulf Sulphur, occur-
ring in 1934-1935.
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to be extracted under entirely different conditions from those obtaining
in the past. A large profit-sharing royalty would be payable on the sulphur
produced from the new project, whereas the old Bryanmound was owned
outright by Freeport and hence its profits accrued 100% to the company.
In addition to this known element of higher cost, great stress must be
laid also upon the fact that the major future profits of Freeport were now
expected from a new project. The Grande Ecaille property was not yet
equipped and in operation, and hence it was subject to the many hazards
that attach to enterprises in the development stage. The cost of production
at the new mine might conceivably be much higher, or much lower, than
at Bryanmound. From the standpoint of security analysis the important
point is that, where two quite different properties are involved, you have
two virtually separate enterprises. Hence the 1928-1932 record of Freeport
Texas was hardly more relevant to its future history than were the figures
of some entirely different sulphur company;, e.g., Texas Gulf Sulphur.
Returning once more to the business man’s viewpoint on security val-
ues, the Freeport Texas exhibit suggests the following interesting line of
reasoning. In June 1933 this enterprise was selling in the market for about
$32,000,000 (25,000 shares of preferred at 125 and 730,000 shares of com-
mon at 40). The major portion of its future profits were expected to be
derived from an investment of $3,000,000 to equip a new property leased
from three large oil companies. Presumably these oil companies drove as
good a bargain for themselves as possible in the terms of the lease. The
market was in effect placing a valuation of some $20,000,000, or more,
upon a new enterprise in which only $3,000,000 was to be invested. It was
possible, of course, that this enterprise would prove to be worth much
more than six times the money put into it. But from the standpoint of
ordinary business procedure the payment of such an enormous premium
for anticipated future results would appear imprudent in the extreme.*
Evidently the stock market—like the heart, in the French proverb—has
reasons all its own. In the writers’ view, where these reasons depart

4 Since the Freeport Texas preferred issue was relatively small, representing less than one-tenth
of the total market value of the company, this analysis would not call into question the safety of
the senior issue, but reflects only upon the soundness of the valuation accorded the common
stock—judged by investment standards. After 1933 the company did in fact encounter serious
problems of production, which held down the earnings and depressed the market price, but
these problems were later solved. Yet the maximum earnings attained by 1940—$3.30 per share
in 1937—could scarcely justify the price of 49 paid by speculators in 1933.
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violently from sound sense and business experience, common-stock buy-
ers must inevitably lose money in the end, even though large speculative
gains may temporarily accrue, and even though certain fortunate purchases
may turn out to be permanently profitable.

The Future Price of the Product. The three preceding examples
related to the future continuance of the rate of output and the operating
costs upon which the past record of earnings was predicted. We must also
consider such indications as may be available in regard to the future sell-
ing price of the product. Here we must ordinarily enter into the field of
surmise or of prophecy. The analyst can truthfully say very little about
future prices, except that they fall outside the realm of sound prediction.
Now and then a more illuminating statement may be justified by the facts.
Adhering to the mining field for our examples, we may mention the enor-
mous profits made by zinc producers during the Great War, because of
the high price of spelter. Butte and Superior Mining Company earned no
less than $64 per share before depreciation and depletion in the two years
1915-1916, as the result of obtaining about 13 cents per pound for its out-
put of zinc, against a prewar average of about 5'/4 cents. Obviously the
future earning power of this company was almost certain to shrink far
below the war-time figures, nor could these properly be taken together
with the results of any other years in order to arrive at the average or
supposedly “normal” earnings.

Change in Status of Low-cost Producers. The copper-mining industry
offers an example of wider significance. An analysis of companies in this
field must take into account the fact that since 1914 a substantial number
of new low-cost producers have been developed and that other companies
have succeeded in reducing extraction costs through metallurgical
improvements. This means that there has been a definite lowering of the
“center of gravity” of production costs for the entire industry. Other things
being equal, this would make for a lower selling price in the future than
obtained in the past. (Such a development is more strikingly illustrated by
the crude-rubber industry.) Differently stated, mines that formerly rated
as low-cost producers, i.e., as having costs well below the average, may have
lost this advantage, unless they have also greatly improved their technique

5 The same type of reasoning clearly applies to the volume of business due to war conditions,
as well illustrated by the exhibits of airplane companies in 1939-1940.
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of production. The analyst would have to allow for these developments in
his calculations, by taking a cautious view of future copper prices—at least
as compared with the prewar or the predepression average.®

Anomalous Prices and Price Relationships in the History of the
LR.T. System. The checkered history of the Interborough Rapid Tran-
sit System in New York City has presented a great variety of divergences
between market prices and the real or relative values ascertainable by
analysis. Two of these discrepancies turn upon the fact that for specific
reasons the then current and past earnings should not have been accepted
as indicative of future earning power. In abbreviated form the details of
these two situations are as follows:

For a number of years prior to 1918 the Interborough Rapid Transit
Company was very prosperous. In the 12 months ended June 30, 1917, it
earned $26 per share on its capital stock and paid dividends of $20 per
share. Nearly all of this stock was owned by Interborough Consolidated
Corporation, a holding concern (previously called Interborough-Metro-
politan Corporation) which in turn had outstanding collateral trust
bonds, 6% preferred stock and common stock. Including its share of the
undistributed earnings of the operating company it earned about $11.50
per share on its preferred stock and about $2.50 on the common. The pre-
ferred sold in the market at 60, and the common at 10. These issues were
actively traded in, and they were highly recommended to the public by
various financial agencies which stressed the phenomenal growth of the
subway traffic.

A modicum of analysis would have shown that the real picture was
entirely different from what appeared on the surface. New rapid transit
facilities were being constructed under contract between the City of New
York and the Interborough (as well as others under contract between the
City and the Brooklyn Rapid Transit Company). As soon as the new lines
were placed in operation, which was to be the following year, the earn-
ings available for Interborough were to be limited under this contract to
the figure prevailing in 1911-1913, which was far less than the current

6 On the other hand, the rise in the price of gold in 1933 invalidated for statistical purposes

previous earnings of gold producers based on $20.67 gold. Whether or not the future price
of gold will remain at $35 is anyone’s guess, but there seems no reason to make any calcula-
tions based on the old value.
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profits. The City would then be entitled to receive a high return on its
enormous investment in the new lines. If and after all such payments were
made in full, including back accruals, the City and the Interborough
would then share equally in surplus profits. However, the preferential pay-
ments due the City would be so heavy that experts had testified that under
the most favorable conditions it would be more than 30 years before there
could be any surplus income to divide with the company.
The subjoined brief table shows the significance of these facts.

INTERBOROUGH RAPID TRANSIT SYSTEM

Maximum earnings
Actual when contract with
earnings City became
Item 1917 operative
Balance for LR.T. stock $9,100,000 $5,200,000
Share applicable to Interborough
Consolidated Corp. 8,800,000 5,000,000
Interest on Inter. Consol. bonds 3,520,000 3,520,000
Balance for Inter. Consol. pfd. 5,280,000 1,480,000
Preferred dividend requirements 2,740,000 2,740,000
Balance for Inter. Consol. common 2,540,000 1,260,000(d)
Earned per share, Inter. Consol. pfd. $11.50 $3.25
Earned per share, Inter. Consol. common 2.50 nil

The underlying facts proved beyond question, therefore, that instead
of a brilliant future being in store for Interborough, it was destined to suf-
fer a severe loss of earning power within a year’s time. It would then be
quite impossible to maintain the $6 dividend on the holding company’s
preferred stock, and no earnings at all would be available for the com-
mon for a generation or more. On this showing it was mathematically
certain that both Interborough Consolidated stock issues were worth far
less than their current selling prices.”

7 Indications pointed strongly to manipulative efforts by insiders in 1916-1917 to foist these
shares upon the public at high prices before the period of lower earnings began. The payment
of full dividends on the preferred stock, during an interlude of large earnings known to be
temporary, was inexcusable from the standpoint of corporate policy but understandable as a
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The sequel not only bore out this criticism, which it was bound to
do, but demonstrated also that where an upper limit of earnings or value
is fixed, there is usually danger that the actual figure will be less than the
maximum. The opening of the new subway lines coincided with a large
increase in operating costs, due to war-time inflation; and also, as was
to be expected, it diminished the profits of the older routes. Interbor-
ough Rapid Transit Company was promptly compelled to reduce its div-
idend, and it was omitted entirely in 1919. In consequence the holding
company, Interborough Consolidated, suspended its preferred dividends
in 1918. The next year it defaulted the interest on its bonds, became
bankrupt and disappeared from the scene, with the complete extinction
of both its preferred and common stock. Two years later Interborough
Rapid Transit Company, recently so prosperous, barely escaped an immi-
nent receivership by means of a “voluntary” reorganization which
extended a maturing note issue. When this extended issue matured in
1932, the company was again unable to pay, and this time receivers took
over the property.

During the ten-year period between the two receivership applications
another earnings situation developed, somewhat similar to that of 1917.8
In 1928 the Interborough reported earnings of $3,000,000, or $8.50 per
share for its common stock, and the shares sold as high as 62. But these
earnings included $4,000,000 of “back preferential” from the subway divi-
sion. The latter represented a limited amount due the Interborough Rapid
Transit out of subway earnings to make good a deficiency in the profits
of the early years of operating the new lines. On June 30, 1928 the amount
of back preferential remaining to be paid the company was only

device to aid in unloading stock. These dividend distributions were not only unfair to the
41/2% bondholders, but, because of certain prior developments, they were probably illegal as
well. (Reference to this aspect of the case was made in Chap. 20 on accompanying CD).

8 See Appendix Note 56, p. 792 on accompanying CD, for a concise discussion of the numer-
ous anomalies in price between various Interborough System securities, viz.:
1. Between Interborough Metropolitan 4!/2s and Interborough Consolidated
Preferred in 1919.
Between L.R.T. 5s and LR.T. 7s in 1920.
Between L.R.T. stock and Manhattan “Modified” stock in 1929.
Between L.R.T. 5s and LR.T. 7s in 1933.
Between Manhattan “Modified” and Manhattan “Unmodified” stock in 1933.

G wN
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$1,413,000. Hence all the profits available for Interborough stock were due
to a special source of revenue that could continue for only a few months
longer. Heedless speculators, however, were capitalizing as permanent an
earning power of Interborough stock which analysis would show was of
entirely nonrecurrent and temporary character.



Chapter 39

PRICE-EARNINGS RATIOS FOR COMMON
STOCKS. ADJUSTMENTS FOR CHANGES
IN CAPITALIZATION

IN PREVIOUS CHAPTERS various references have been made to Wall Street’s
ideas on the relation of earnings to values. A given common stock is gen-
erally considered to be worth a certain number of times its current earn-
ings. This number of times, or multiplier, depends partly on the prevailing
psychology and partly on the nature and record of the enterprise. Prior to
the 1927-1929 bull market ten times earnings was the accepted standard
of measurement. More accurately speaking, it was the common point of
departure for valuing common stocks, so that an issue would have to be
considered exceptionally desirable to justify a higher ratio, and conversely.

Beginning about 1927 the ten-times-earnings standard was super-
seded by a rather confusing set of new yardsticks. On the one hand, there
was a tendency to value common stocks in general more liberally than
before. This was summarized in a famous dictum of a financial leader
implying that good stocks were worth fifteen times their earnings.! There
was also the tendency to make more sweeping distinctions in the valua-
tions of different kinds of common stocks. Companies in especially
favored groups, e.g., public utilities and chain stores, in 1928-1929, sold
at a very high multiple of current earnings, say, twenty-five to forty times.
This was true also of the “blue chip” issues, which comprised leading units
in miscellaneous fields. As pointed out before, these generous valuations

1 The wording of this statement, as quoted in the Wall Street Journal of March 26, 1928, was
as follows: “ ‘General Motors shares, according to the Dow, Jones & Co. averages, Mr.
Raskob remarked, ‘should sell at fifteen times earning power, or in the neighborhood of
$225 per share, whereas at the present level of $180 they sell at approximately only twelve
times current earnings’ ”
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were based upon the assumed continuance of the upward trend shown
over a longer or shorter period in the past. Subsequent to 1932 there
developed a tendency for prices to rule higher in relation to earnings
because of the sharp drop in long-term interest rates.

Exact Appraisal Impossible. Security analysis cannot presume to lay
down general rules as to the “proper value” of any given common stock.
Practically speaking, there is no such thing. The bases of value are too
shifting to admit of any formulation that could claim to be even reason-
ably accurate. The whole idea of basing the value upon current earnings
seems inherently absurd, since we know that the current earnings are
constantly changing. And whether the multiplier should be ten or fifteen
or thirty would seem at bottom a matter of purely arbitrary choice.

But the stock market itself has no time for such scientific scruples. It
must make its values first and find its reasons afterwards. Its position is
much like that of a jury in a breach-of-promise suit; there is no sound
way of measuring the values involved, and yet they must be measured
somehow and a verdict rendered. Hence the prices of common stocks are
not carefully thought out computations but the resultants of a welter of
human reactions. The stock market is a voting machine rather than a
weighing machine. It responds to factual data not directly but only as they
affect the decisions of buyers and sellers.

Limited Functions of the Analyst in Field of Appraisal of Stock
Prices. Confronted by this mixture of changing facts and fluctuating
human fancies, the securities analyst is clearly incapable of passing judg-
ment on common-stock prices generally. There are, however, some con-
crete, if limited, functions that he may carry on in this field, of which the
following are representative:

1. He may set up a basis for conservative or investment valuation of common
stocks, as distinguished from speculative valuations.

2. He may point out the significance of: (a) the capitalization structure; and (b)
the source of income, as bearing upon the valuation of a given stock issue.

3. He may find unusual elements in the balance sheet which affect the
implications of the earnings picture.

A Suggested Basis of Maximum Appraisal for Investment. The
investor in common stocks, equally with the speculator, is dependent on
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future rather than past earnings. His fundamental basis of appraisal must
be an intelligent and conservative estimate of the future earning power. But
his measure of future earnings can be conservative only if it is limited by
actual performance over a period of time. We have suggested, however, that
the profits of the most recent year, taken singly, might be accepted as the
gage of future earnings, if (1) general business conditions in that year were
not exceptionally good, (2) the company has shown an upward trend of
earnings for some years past and (3) the investor’s study of the industry
gives him confidence in its continued growth. In a very exceptional case,
the investor may be justified in counting on higher earnings in the future
than at any time in the past. This might follow from developments involv-
ing a patent or the discovery of new ore in a mine or some similar specific
and significant occurrence. But in most instances he will derive the invest-
ment value of a common stock from the average earnings of a period
between five and ten years. This does not mean that all common stocks
with the same average earnings should have the same value. The common-
stock investor (i.e., the conservative buyer) will properly accord a more lib-
eral valuation to those issues which have current earnings above the average
or which may reasonably be considered to possess better than average
prospects or an inherently stable earning power. But it is the essence of our
viewpoint that some moderate upper limit must in every case be placed on
the multiplier in order to stay within the bounds of conservative valuation.
We would suggest that about 20 times average earnings is as high a price as
can be paid in an investment purchase of a common stock.

Although this rule is of necessity arbitrary in its nature, it is not
entirely so. Investment presupposes demonstrable value, and the typical
common stock’s value can be demonstrated only by means of an estab-
lished, i.e., an average, earning power. But it is difficult to see how aver-
age earnings of less than 5% upon the market price could ever be
considered as vindicating that price. Clearly such a price-earnings ratio
could not provide that margin of safety which we have associated with the
investor’s position. It might be accepted by a purchaser in the expecta-
tion that future earnings will be larger than in the past. But in the origi-
nal and most useful sense of the term such a basis of valuation is
speculative.? It falls outside the purview of common-stock investment.

2 See Appendix Note 57, p. 794 on accompanying CD, for a discussion of the relationship
between bond-interest rates and the “multiplier” for common stocks.
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Higher Prices May Prevail for Speculative Commitments. The intent of
this distinction must be clearly understood. We do not imply that it is a
mistake to pay more than 20 times average earnings for any common
stock. We do suggest that such a price would be speculative. The purchase
may easily turn out to be highly profitable, but in that case it will have
proved a wise or fortunate speculation. It is proper to remark, moreover,
that very few people are consistently wise or fortunate in their specula-
tive operations. Hence we may submit, as a corollary of no small practi-
cal importance, that people who habitually purchase common stocks at
more than about 20 times their average earnings are likely to lose consid-
erable money in the long run. This is the more probable because, in the
absence of such a mechanical check, they are prone to succumb recur-
rently to the lure of bull markets, which always find some specious argu-
ment to justify paying extravagant prices for common stocks.

Other Requisites for Common Stocks of Investment Grade and a Corol-
lary Therefrom. It should be pointed out that if 20 times average earn-
ings is taken as the upper limit of price for an investment purchase, then
ordinarily the price paid should be substantially less than this maximum.
This suggests that about 12 or 12!/ times average earnings may be suit-
able for the typical case of a company with neutral prospects. We must
emphasize also that a reasonable ratio of market price to average earn-
ings is not the only requisite for a common-stock investment. It is a nec-
essary but not a sufficient condition. The company must be satisfactory
also in its financial set-up and management, and not unsatisfactory in its
prospects.

From this principle there follows another important corollary, viz.: An
attractive common-stock investment is an attractive speculation. This is
true because, if a common stock can meet the demand of a conservative
investor that he get full value for his money plus not unsatisfactory future
prospects, then such an issue must also have a fair chance of appreciat-
ing in market value.

Examples of Speculative and Investment Common Stocks. Our
definition of an investment basis for common-stock purchases is at vari-
ance with the Wall Street practice in respect to common stocks of high
rating. For such issues a price of considerably more than 20 times aver-
age earnings is held to be warranted, and furthermore these stocks are
designated as “investment issues” regardless of the price at which they
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between corporation and banker, it was scarcely to be hoped that the inter-
ests of the security buyer would be adequately protected. Allowance must
be made besides for the generally distorted and egotistical views prevalent
in the financial world during 1928 and 1929.

Developments since 1929. For a time it appeared that the demoraliz-
ing influence of investment-trust financing was likely to spread to the
entire field of common-stock flotations and that even the leading bank-
ing houses were prepared to sell shares of new or virtually new commer-
cial enterprises, without past records and on the basis entirely of their
expected future earnings. (There were definite signs of this tendency in
the beer-and liquor-stock flotations of 1933.) Fortunately, a reversal of
sentiment has since taken place, and we find that the relatively few com-
mon-stock issues sponsored by the first-line houses are now similar in
character and arrangements to those of former days.>

However, there has been a fair amount of activity in the common-stock
flotation field since 1933, carried on by houses of secondary size or stand-
ing. Most of these issues represent shares of new enterprises, which in turn
tend to fall in whatever industrial group is easiest to exploit at the time.
Thus in 1933 we had many gold-, liquor- and beer-stock flotations, and in
1938-1939 there was a deluge of airplane issues. The formation of new
investment companies, on the other hand, appears to be a perennial indus-
try. In surveying such common-stock flotations, the starting point must
be the realization that the investment banker behind them is not acting
primarily in behalf of his clients who buy the issue. For on the one side the
new corporation is not an independent entity, which can negotiate at
arm’s-length with various bankers representing clients with money to
invest, and on the other side, the banker is himself in part a promoter, in
part a proprietor of the new business. In an important sense, he is raising
funds from the public for himself.

New Role of Such Investment Bankers. More exactly stated, the
investment banker who floats such issues is operating in a double guise.
He makes a deal on his own behalf with the originators of the enterprise,
and then he makes a separate deal with the public to raise from them
the funds he has promised the business. He demands—and no doubt is

5 See, for example, the offerings of New Idea Company common in 1937, General Shoe
Company common in 1938, Julius Garfinckel and Company in 1939.
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entitled to—a liberal reward for his pains. But the very size of his com-
pensation introduces a significant change in his relationship to the pub-
lic. For it makes a very real difference whether a stock buyer can consider
the investment banker as essentially his agent and representative or must
view the issuing house as a promoter-proprietor-manager of a business,
endeavoring to raise funds to carry it on.

When investment banking becomes identified with the latter approach,
the interests of the general public are certain to suffer. The Securities Act
of 1933 aims to safeguard the security buyer by requiring full disclosure
of the pertinent facts and by extending the previously existing liability for
concealment or misrepresentation. Although full disclosure is undoubt-
edly desirable, it may not be of much practical help except to the skilled
and shrewd investor or to the trained analyst. It is to be feared that the typ-
ical stock buyer will neither read the long prospectus carefully nor under-
stand the implications of all it contains. Modern financing methods are
not far different from a magician’s bag of tricks; they can be executed in
full view of the public without its being very much the wiser. The use of
stock options as part of the underwriter-promoter’s compensation is one
of the newer and more deceptive tricks of the trade.

Two examples of new enterprise financing, in 1936 and 1939, will be
discussed in some detail, with the object of illustrating both the character
of these flotations and the technique of analysis required to appraise them.¢

Example A: American Bantam Car Corporation, July 1936. This offer-
ing consisted of 100,000 shares of 6% Cumulative Convertible Preference
stock, sold to the public at $10 per share, its par value. Each share was
convertible into 3 shares of common stock. The “underwriters” received
a gross commission of $2 per share, or 20% of the selling price; however,
this compensation was for selling effort only, without any guarantee to
take or place the shares.

The new company had acquired the plant of the American Austin
Car Company, which had started out in 1929 with $3,692,000 in cash
capital and had ended in bankruptcy. The organizers of the Bantam

¢ In the 1934 edition we analyzed, at this point, the offering of stock in Mouquin, Inc. (liquor
importers) made in September 1933 at $6.75 per share. The facts showed that the public was
asked to place a valuation of $1,670,000 on an enterprise with physical assets of $424,000
and no earnings record. The company passed out of existence in 1937, and the public’s
investment was wiped out.
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enterprise bought in the Austin assets, subject to various liabilities, for
only $5,000. They then turned over their purchase, plus $500 in cash, to
the new company for 300,000 shares of its common stock. In other
words, the entire common issue cost the promoters $5,500 cash plus
their time and effort.

The prospectus stated—what was an obvious fact—that the preference
stock was “offered as a speculation” That speculation could work out suc-
cessfully only if the conversion privilege proved valuable, since the mere
6% return on a preferred stock was scarcely an adequate reward for the
risk involved. (The character of the risk was shown clearly enough in
the enormous losses of the predecessor company.) But note that before
the conversion privilege could be worth anything, the common stock
would have to sell for more than $3!/3 per share—and in that case the
$5,500 investment of the organizers would be worth over $1,000,000. In
other words, before the public could make any profit, the organizers
would have to multiply their stake 180 times.

Sequel. By June 30, 1939, the company had accumulated a deficit of
$750,000; it was compelled to borrow money from the R.EC., and the pre-
terred-stock holder no longer had any equity in current assets. The price
of the preference stock declined to 3, but at the same time the common
was quoted at 3/4 bid. This meant (if the quoted price could be trusted)
that, although the public had lost 70% of its investment, the organizers’
$5,500 contribution had still a nominal market value of $225,000.

Example B: Aeronautical Corporation of America, December 1939.
This company offered to the public 60,000 shares of new common stock
at $6.25 per share. The “underwriters,” who made no firm commitment
to take any shares, received on the sale of each share the following three
kinds of compensation: (1) 90 cents in cash; (2) 1/20 of a share of stock,
ostensibly worth 31 cents, donated by the principal stockholders; (3) a
warrant to buy !/2 share of stock at prices varying between $6.25 and $8.00
per share. If the common stock was fairly worth the $6.25 offering price,
these warrants were undoubtedly worth at least $1 per share called for.
This would mean an aggregate commission for selling effort of $2.34 per
share, or more than one-third the amount paid over by the public.

The company had been in business since 1928 and had been manu-
facturing its light Aeronca planes since 1931. Its business had grown
steadily from $124,000 sales in 1934 to about $850,000 sales in 1939.
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However, the enterprise had been definitely unprofitable to the end of
1938, showing an aggregate deficit at that time of over $500,000 (includ-
ing development expense written off). In 9!/2 months to October 15,
1939, it had earned $50,000. Prior to this offering of new shares to the
public there were outstanding 66,000 shares of stock, which had a net
asset value of only $1.28 per share. In addition to the warrants for 30,000
shares to be given the underwriters, there were like warrants for 15,000
shares in the hands of the officers.

There seemed strong reason to believe that the company occupied a
favorable position in a growing industry. But analysis would show that
the participation of the public in any future increase in earnings was seri-
ously diluted in three different ways: by the cash selling expense sub-
tracted from the price to be paid for the new stock, by the small tangible
assets contributed by the original owners for their stock interest and by
the warrants which would siphon off part of any increased value. To show
the effect of this dilution, let us assume that the company proves so suc-
cessful that its fair value is twice its tangible assets after completion of this
financing—say, about $1,000,000 as compared with $484,000 of tangible
assets. What could then be the value of the stock for which the public paid
$6.25? If there were no warrants outstanding, this value would be about
$8 per share on 126,000 shares. But allowing for a value of say $2.00 per
share for the warrants, the stock itself would be worth only $7.25 per
share. Hence even a very substantial degree of success on the part of this
enterprise would add a mere 16% to the value of the public’s purchase.
Should things go the other way, a very large part of the investment would
soon be dissipated.

Should the Public Finance New Ventures? Fairly complete obser-
vation of new-enterprise financing registered with the S.E.C. since 1933
has given us a pessimistic opinion as to its soundness and its economic
value to the nation. The venturing of capital into new businesses is essen-
tial to American progress, but no substantial contribution to the upbuild-
ing of the country has ever been made by new ventures publicly financed.
Wall Street has always realized that the capital for such undertakings
should properly be supplied on a private and personal basis—by the
organizers themselves or people close to them. Hence the sale of shares
in new businesses has never been a truly reputable pursuit, and the lead-
ing banking houses will not engage in it. The less fastidious channels
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through which such financing is done exact so high an over-all selling
cost—to the public—that the chance of success of the new enterprise,
small enough at best, is thereby greatly diminished.

It is our considered view that the nation’s interest would be served by
amending the Securities Act so as to prohibit the public offering of secu-
rities of new and definitely unseasoned ventures. It would not be easy to
define precisely the criteria of “seasoning,’—e.g., size, number of years’
operation without loss—and it may be necessary to vest some discretion
on this score with the S.E.C. We think, however, that borderline and dif-
ficult cases will be relatively few in number (although our second exam-
ple above belongs, perhaps, in this category). We should be glad to see
the powers and duties of the S.E.C. diminished in many details of minor
significance; but on this point of protecting a public incapable of protect-
ing itself, our view leans strongly towards more drastic legislation.

Blue-sky Promotions. In the “good old days” fraudulent stock pro-
moters relied so largely upon high pressure salesmanship that they rarely
bothered to give their proposition any semblance of serious merit. They
could sell shares in a mine that was not even a “hole in the ground” or in
an invention the chief recommendation for which was the enormous
profit made by Henry Ford’s early partners. The victim was in fact buy-
ing “blue sky” and nothing else. Any one with the slightest business sense
could have detected the complete worthlessness of these ventures almost
at a glance; in fact, the glossy paper used for the prospectus was in itself
sufficient to identify the proposition as fraudulent.

The tightening of federal and state regulations against these swindles
has led to a different type of security promotion. Instead of offering some-
thing entirely worthless, the promoter selects a real enterprise that he can
sell at much more than its fair value. By this means the law can be obeyed
and the public exploited just the same. Oil and mining ventures lend them-
selves best to such stock flotations, because it is easy to instill in the unini-
tiated an exaggerated notion of their true worth. The S.E.C. has been
concerning itself more and more seriously with endeavors to defeat this
type of semifraud. In theory a promoter may offer something worth $1 per
share at $5, provided he discloses all the facts and adds no false represen-
tations. The Commission is not authorized to pass upon the soundness of
new securities or the fairness of their price (except in the case of public-
utility issues which come under the terms of the Public Utility Holding
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Company Act of 1935). Actually, it appears to be doing its best, by various
pressures, to discourage and even prevent the more grossly inequitable
offerings. But it is essential that the public recognize that the Commission’s
powers in this respect are severely limited and that only a sceptical analy-
sis by the intending buyer can assure him against exploitation.

Promotional activities are attracted especially to any new industry that
is in the public eye. Profits made by those first in the field, or even cur-
rently by the enterprise floated, can be given a fictitious guise of perma-
nence and of future enhancement. Hence gross overvaluations can be
made plausible enough to sell. In the liquor flotations of 1933 the degree
of overvaluation depended entirely upon the conscience of the sponsors.
Accordingly, the list of stock offerings showed all gradations from the
thoroughly legitimate down to the almost completely fraudulent.” A
somewhat similar picture is presented by the aircraft flotations of
1938-1939. The public would do well to remember that whenever it
becomes easy to raise capital for a particular industry, both the chances
of unfair deals are magnified and the danger of overdevelopment of the
industry itself becomes very real.

Repercussions of Unsound Investment Banking. The relaxation
of investment bankers’ standards in the late 1920, and their use of ingen-
ious means to enlarge their compensation, had unwholesome repercus-
sions in the field of corporate management. Operating officials felt
themselves entitled not only to handsome salaries but also to a substan-
tial participation in the profits of the enterprise. In this respect the invest-
ment-trust arrangements, devised by the banking houses for their own
benefit, set a stimulating example to the world of “big business.”
Whether or not it is proper for executives of a large and prosperous
concern to receive annual compensation running into hundreds of thou-
sands or even millions of dollars is perhaps an open question. Its answer
will depend upon the extent to which the corporation’s success is due to
their unique or surpassing ability, and this must be very difficult to deter-
mine with assurance. But it may not be denied that devious and question-
able means were frequently employed to secure these large bonuses to the
management without full disclosure of their extent to the stockholders.

7 See Appendix Note 55, p. 792 on accompanying CD, relative to investors’ experience with
brewery-stock flotations of 1933.
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Stock-option warrants (or long-term subscription rights) to buy shares
at low prices, proved an excellent instrument for this purpose—as we have
already pointed out in our discussion of stockholder-management rela-
tionships. In this field complete and continued publicity is not only the-
oretically desirable but of practical utility as well. The legislation of
1933-1934 marks an undeniable forward step in this regard, since the
major facts of managerial compensation must now be disclosed in regis-
tration statements and in annual supplements thereto (Form 10-K). With
publicity given to this compensation, we believe that the self-interest of
stockholders may be relied on fairly well to prevent it from passing all
reasonable limits.



Chapter 48

SOME ASPECTS OF
CORPORATE PYRAMIDING

PYRAMIDING IN CORPORATE finance is the creation of a speculative capital
structure by means of a holding company or a series of holding compa-
nies. Usually the predominating purpose of such an arrangement is to
enable the organizers to control a large business with the investment of
little or no capital and also to secure to themselves the major part of its
surplus profits and increased going-concern value. The device is most
often utilized by dominant interests to “cash in” speculative profits on
their holdings and at the same time to retain control. With the funds so
provided, these successful captains of finance generally endeavor to
extend their control over additional operating enterprises. The technique
of pyramiding is well illustrated by the successive maneuvers of O. P. and
M. J. Van Sweringen, which started with purchase of control of the then
relatively unimportant New York, Chicago, and St. Louis Railroad and
rapidly developed into a far-flung railroad “empire.”!

Example: The Van Sweringen Pyramid. The original transaction of the
Van Sweringens in the railroad field took place in 1916. It consisted of the

1 The complete story of how this pyramiding was effected is told in the Hearings before the
Committee on Banking and Currency, United States Senate, 73d Congress, 1st Session, on
Senate Resolution 84 of the 72d Congress and Senate Resolution 56 of the 73d Congress,
Part 2, pp. 563-777, June 5 to 8, 1933—on “Stock Exchange Practices” The story is also set
forth in greater detail and with graphic portrayal in Regulation of Stock Ownership in Rail-
roads, Part 2, pp. 820-1173 (House Report No. 2789, 71st Congress, 3d Session), especially
the inserts at p. 878 thereof. For graphic and other presentation of the effects of pyramiding
in the public-utility field see Utility Corporations (Sen. Doc. 92, 70th Congress, 1st Session,
pt. 72-A), pp. 154-166.

The most notorious pyramided structure of recent years was the Insull set-up. An inter-
esting example of a different type is presented by the United States and Foreign Securities
Corporation—United States and International Securities Corporation relationship. These two
situations are briefly described in Note 64 at p. 817 of the Appendix on accompanying CD.
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purchase from the New York Central Railroad Company, for the sum of
$8,500,000, of common and preferred stock constituting control of the New
York, Chicago, and St. Louis Railroad Company (known as the “Nickel
Plate”). This purchase was financed by giving a note to the seller for
$6,500,000 and by a cash payment of $2,000,000, which in turn was bor-
rowed from a Cleveland bank. Subsequent acquisitions of control of many
other companies were effected by various means, including the following:

1. The formation of a private corporation for the purpose (e.g., West-
ern Corporation to acquire control of Lake Erie and Western Railroad
Company, and Clover Leaf Corporation to acquire control of Toledo, St.
Louis and Western Railroad Company—both in 1922).

2. The use of the resources of one controlled railroad to acquire con-
trol of others (e.g., the New York, Chicago and St. Louis Railroad Com-
pany purchased large amounts of stock of Chesapeake and Ohio Railway
and Pere Marquette Railway Company during 1923-1925).

3. The formation of a holding company to control an individual road,
with sale of the holding company’s securities to the public (e.g., Chesapeake
Corporation, which took over control of Chesapeake and Ohio Railway
Company and sold its own bonds and stock to the public, in 1927).

4. Formation of a general holding company (e.g., Alleghany Corpora-
tion, chartered in 1929. This ambitious project took over control of many
railroad, coal, and miscellaneous enterprises).

The report on the “Van Sweringen Holding Companies” made to the
House of Representatives in 19302 includes an interesting chart showing
the contrast between the control exercised by the Van Sweringens and
their relatively small equity or financial interest in the capital of the enter-
prises controlled. On page 646 we append a summary of these data. The
tigures in Column A show the percentage of voting securities held or con-
trolled by the Van Sweringens; the figures in Column B show the propor-
tion of the “contributed capital” (bonds, stock, and surplus) actually
owned directly or indirectly by them.

It is worth recalling that similar use of the holding company for pyra-
miding control of railroad properties had been made before the war—
notably in the case of the Rock Island Company. This enterprise was
organized in 1902. Through an intermediate subsidiary it acquired nearly

2 House Report 2789, 71st Congress, 3d Session, Part 2, pp. 820-1173.
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all the common stock of the Chicago, Rock Island and Pacific Railway
Company and about 60% of the capital stock of the St. Louis and San
Francisco Railway Company. Against these shares the two holding com-
panies issued large amounts of collateral trust bonds, preferred stock and
common stock. In 1909 the stock of the St. Louis and San Francisco was
sold. In 1915 the Rock Island Company and its intermediate subsidiary
both went into bankruptcy; the stock of the operating company was taken
over by the collateral trust bondholders; and the holding company stock
issues were wiped out completely.

Companies A. Control, % B. Equity, %
Holding companies:
The Vaness Co. 80.0 27.7
General Securities Corp. 90.0 51.8
Geneva Corp. 100.0 27.7
Alleghany Corp. 41.8 8.6
The Chesapeake Corp. 71.0 4.1
The Pere Marquette Corp. 100.0 0.7
Virginia Transportation Corp. 100.0 0.8
The Pittston Co. 81.8 43
Railroad Companies:
The New York, Chicago and St. Louis R.R. Co. 49.6 0.7
The Chesapeake and Ohio Railway Co. 544 1.0
Pere Marquette Railway Co. 48.3 0.6
Erie Railroad Co. 30.8 0.6
Missouri Pacific Railroad Co. 50.5 1.7
The Hocking Valley Railway Co. 81.0 0.2
The Wheeling and Lake Erie Railway Co. 53.3 0.3
Kansas City Southern Railway Co. 20.8 0.9

The ignominious collapse of this venture was accepted at the time
as marking the end of “high finance” in the railroad field. Yet some ten
years later the same unsound practices were introduced once again, but
on a larger scale and with correspondingly severer losses to investors.
It remains to add that the Congressional investigation of railroad hold-
ing companies instituted in 1930 had its counterpart in a similar inquiry
into the finances of the Rock Island Company made by the Interstate
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Commerce Commission in 1914. The memory of the financial commu-
nity is proverbially and distressingly short.

Evils of Corporate Pyramiding. The pyramiding device is harmful
to the security-buying public from several standpoints. It results in the
creation and sale to investors of large amounts of unsound senior secu-
rities. It produces common stocks of holding companies which are sub-
ject to deceptively rapid increases in earning power in favorable years and
which are invariably made the vehicle of wild and disastrous public spec-
ulation. The possession of control by those who have no real capital
investment (or a relatively minor one) is inequitable® and makes for irre-
sponsible and unsound managerial policies. Finally the holding company
device permits of financial practices that exaggerate the indicated earn-
ings, dividend return, or “book value,” during boom times, and thus
intensify speculative fervor and facilitate market manipulation. Of these
four objections to corporate pyramiding, the first three are plainly evi-
dent, but the last one requires a certain amount of analytical treatment in
order to present its various implications.

Overstatement of Earnings. Holding companies can overstate their
apparent earning power by valuing at an unduly high price the stock div-
idends they receive from subsidiaries or by including in their income
profits made from the sale of stock of subsidiary companies.

Examples: The chief asset of Central States Electric Corporation was
a large block of North American Company common on which regular
stock dividends were paid. Prior to the end of 1929, these stock dividends
were reported as income by Central States at the market value then cur-
rent. As explained in our chapter on stock dividends, such market prices
averaged far in excess of the value at which North American charged the
stock dividends against its surplus and also far in excess of the distrib-
utable earnings on North American common. Hence the income account
of Central States Electric gave a misleading impression of the earnings
accruing to the company.

A transaction of somewhat different character but of similar effect to the
foregoing was disclosed by the report of American Founders Trust for 1927.
In November 1927 American Founders offered its shareholders the privi-
lege of buying about 88,400 shares of International Securities Corporation

3 See Appendix Note 65, p. 820 on accompanying CD, for examples on this point.
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of America Class BCommon at $16 per share. International Securities Cor-
poration was a subsidiary of American Founders, and the latter had acquired
the Class B stock of the former at a cash cost of $3.70 per share in 1926.
American Founders reported net earnings for common stock in 1927
amounting to $1,316,488, most of which was created by its own stockhold-
ers through their purchase of shares of the subsidiary as indicated above.*

Distortion of Dividend Return. Just as a holding company’s income
may be exaggerated by reason of stock dividends received, so the div-
idend return on its shares may be distorted in the public’s mind by pay-
ment of periodic stock dividends with a market value exceeding
current earnings. People are readily persuaded also to regard the value
of frequent subscription rights as equivalent to an income return on
the common stock. Pyramided enterprises are prodigal with subscrip-
tion rights, for they flow naturally from the succession of new acqui-
sitions and new financing which both promote the ambitions of those
in control and maintain speculative interest at fever heat—until the
inevitable collapse.

The issuance of subscription rights sometimes gives the stock market
an opportunity to indulge in that peculiar circular reasoning which is the
joy of the manipulator and the despair of the analyst. Company A’s stock
is apparently worth no more than 25. Speculation or pool activity has
advanced it to 75. Rights are offered to buy additional shares at 25, and
the rights have a market value of, say, $10 each. To the speculative frater-
nity these rights are practically equivalent to a special dividend of $10. It
is a bonus that not only justifies the rise to 75 but warrants more opti-
mism and a still higher price. To the analyst the whole proceeding is a
delusion and a snare. Whatever value the rights command is manufac-
tured solely out of speculators’ misguided enthusiasm, yet this chimeri-
cal value is accepted as tangible income and as vindication of the
enthusiasm that gave it birth. Thus, with the encouragement of the
manipulator, the speculative public pulls itself up by its bootstraps to
dizzier heights of irrationality.

4 In the three years 1928-1930 the American Founders group reported total net investment
profits of about $43,300,000; but all of this sum and more was derived from profits on inter-
company transactions of the kind described above. See the S.E.C’s Over-all Report on
Investment Trusts, Part III, Chapter VI, Sections II and III, released February 12, 1940.
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Example: Between August 1928 and February 1929 American and
Foreign Power Company common stock advanced from 33 to 1387/s,
although paying no dividend. Rights were offered to the common stock-
holders (and other security holders) to buy second preferred stock with
detached stock-purchase warrants. The offering of these rights, which
had an initial market value of about $3 each, was construed by many as
the equivalent of a dividend on the common stock.

Exaggeration of Book Value. The exaggeration of book value may be
effected in cases where a holding company owns most of the shares of
a subsidiary and where consequently an artificially high quotation may
readily be established for the subsidiary issue by manipulating the small
amount of stock remaining in the market. This high quotation is then
taken as the basis of figuring the book value (sometimes called the
“break-up value”) of the share of the holding company. For an early
example of these practices we may point to Tobacco Products Corpo-
ration (Va.) which owned about 80% of the common stock of United
Cigar Stores Company of America. An unduly high market price seems
to have been established in 1927 for the small amount of Cigar Stores
stock available in the market, and this high price was used to make
Tobacco Products shares appear attractive to the unwary buyer. The
thoroughly objectionable accounting and stock dividend policies of
United Cigar Stores, which we have previously discussed, were adjuncts
to this manipulative campaign.

The most extraordinary example of such exaggeration of the book
value is found, perhaps, in the case of Electric Bond and Share Company
and was founded on its ownership of most of the American and Foreign
Power Company warrants. The whole set-up seems to have been con-
trived to induce the public to pay absolutely fantastic prices without their
complete absurdity being too apparent. A brief review of the various steps
in this phantasmagoria of inflated values should be illuminating to the
student of security analysis.

First, American and Foreign Power Company issued in all 1,600,000
shares of common and warrants to buy 7,100,000 more shares at $25. This
permitted a price to be established for the common stock that generously
capitalized its earnings and prospects but paid no attention to the exis-
tence of the warrants. The quotation of the common was aided by the
issuance of rights, as explained above.
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Second, the high price registered for the relatively small common-
stock issue automatically created a correspondingly high value for the
millions of warrants.

Third, Electric Bond and Share could apply these high values to its
large holdings of American and Foreign Power common and its enor-
mous block of warrants, thus setting up a correspondingly inflated value
for its own common stock.

Exploitation of the Stock-purchase-warrant Device. The result of this
process, at its farthest point in 1929, was almost incredible. The earnings
available for American and Foreign Power common stock had shown the
following rising trend (due in good part, however, to continuous new
acquisitions):

Year Earnings for common Number of shares Earned per share
1926 $216,000 1,243,988 0.17
1927 856,000 1,244,388 0.69
1928 1,528,000 1,248,930 1.22
1929 6,510,000 1,624,357 4.01

On the theory that a “good public-utility stock is worth up to 50 times
its current earnings,” a price of 1991/4 per share was recorded for Amer-
ican and Foreign Power common. This produced in turn a price of 174
for the warrants. Hence, by the insane magic of Wall Street, earnings of
$6,500,000 were transmuted into a market value of $320,000,000 for the
common shares and $1,240,000,000 for the warrants, a staggering total
of $1,560,000,000.

Since over 80% of the warrants were owned by Electric Bond and Share
Company, the effect of these absurd prices for American and Foreign
Power junior securities was to establish a correspondingly absurd break-
up value for Electric Bond and Share common. This break-up value was
industriously exploited to justify higher and higher quotations for the lat-
ter issue. In March 1929 attention was called to the fact that the market
value of this company’s portfolio was equivalent to about $108 per share
(of new stock), against a range of 91 to 97 for its own market quotation.
The implication was that Electric Bond and Share stock was “underval-
ued” In September 1929 the price had advanced to 184!/2. It was then
computed that the “break-up value” amounted to about 150, “allowing no
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value for the company’s supervisory and construction business.” The pub-
lic did not stop to reflect that a considerable part of this “book value” was
based upon an essentially fictitious market quotation for an asset that the
company had received for nothing only a few years before (as a bonus with
American and Foreign Power Second Preferred stock).

This exploitation of the warrants had a peculiar vitality which made
itself felt even in the depth of the depression in 1932-1933. Time having
brought its usual revenge, the once dazzling American and Foreign Power
Company had trembled on the brink of receivership, as shown by a price
of only 15'/4 for its 5% bonds. Nevertheless, in November 1933 the highly
unsubstantial warrants still commanded an aggregate market quotation
of nearly $50,000,000, a figure that bore a ridiculous relationship to the
exceedingly low values placed upon the senior securities. The following
table shows how absurd this situation was, the more so since it existed in
a time of deflated stock prices, when relative values are presumably sub-
jected to more critical appraisal.

(000 OMITTED IN MARKET VALUE)

Total Price Total
Amount Price market |Dec.31,| market

Issue outstanding | Nov. 1933 | value, 1933| 1938 | value, 1938
5% Debentures $50,000 40 $20,000 53 26,500
$7 First Preferred shares 480 21 10,100 197/s 9,300
$6 First Preferred shares 387 15 5,800 15 5,800
$7 Second Preferred shares 2,655 12 31,900 91/4 24,900
Common shares 1,850 10 18,500 31/ 6,500
Warrants shares 6,874 7 48,100 1 6,900

By the end of 1938, as the table indicates, a good part of the absurd-
ity had been corrected.

Some Holding Companies Not Guilty of Excessive Pyramiding.
To avoid creating a false impression, we must point out that, although
pyramiding is usually effected by means of holding companies, it does not
follow that all holding companies are created for this purpose and are
therefore reprehensible. The holding company is often utilized for entirely
legitimate purposes, e.g., to permit unified and economical operations of
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separate units, to diversify investment and risk and to gain certain tech-
nical advantages of flexibility and convenience. Many sound and impor-
tant enterprises are in holding company form.

Examples: United States Steel Corporation is entirely a holding com-
pany; although originally there was some element of pyramiding in its
capital set-up, this defect disappeared in later years. American Telephone
and Telegraph Company is preponderantly a holding company, but its
financial structure has never been subject to serious criticism. General
Motors Corporation is largely a holding company.

A holding-company exhibit must therefore be considered on its mer-
its. American Light and Traction Company is a typical example of the
holding company organized entirely for legitimate purposes. On the other
hand the acquisition of control of this enterprise by United Light and
Railways Company (Del.) must be regarded as a pyramiding move on the
part of the United Light and Power interests.

Speculative Capital Structure May Be Created in Other Ways.
It may be pointed out also that a speculative capital structure can be cre-
ated without the use of a holding company.

Examples: The Maytag Company recapitalization, discussed in an ear-
lier chapter, yielded results usually attained by the formation of a holding
company and the sale of its senior securities. In the case of Continental
Baking Corporation—to cite another example—the holding company form
was not an essential part of the pyramided result there attained. The spec-
ulative structure was due entirely to the creation of large preferred issues
by the parent company, and it would still have existed if Continental Bak-
ing had acquired all its properties directly, eliminating its subsidiaries. (As
it happened, in 1938 this company took steps to acquire the assets of its
chief subsidiaries, thus largely eliminating the holding-company form but
retaining the speculative capital structure.)

Legislative Restraints on Pyramiding. So spectacular were the dis-
astrous effects of the public-utility pyramiding of the 1920’s that Congress
was moved to drastic action. The Public Utility Holding Company Act of
1935 includes the so-called “death sentence” for many of the existing sys-
tems, requiring them ultimately to simplify their capital structures and
to dispose of subsidiaries operating in noncontiguous territory. Forma-
tion of new pyramids is effectively blocked by requiring Commission
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Limitation upon Comparison of Speculatively and Conserva-
tively Capitalized Companies in the Same Field. The analyst
must beware of trying to draw conclusions as to the relative attractive-
ness of two railroad common stocks when one is speculatively and the
other is conservatively capitalized. Two such issues will respond quite dif-
ferently to changes for the better or the worse, so that an advantage pos-
sessed by one of them under current conditions may readily be lost if
conditions should change.

Example: The example shown on p. 681 illustrates in a twofold fash-
ion the fallacy of comparing a conservatively capitalized with a specula-
tively capitalized common stock. In 1922 the earnings of Union Pacific
common were nearly four times as high in relation to market price as
were those of Rock Island common. A conclusion that Union Pacific was
“cheaper;” based on these figures, would have been fallacious, because the
relative capitalization structures were so different as to make the two
companies noncomparable. This fact is shown graphically by the much
larger expansion of the earnings and the market price of Rock Island
common that accompanied the moderate rise in gross business during
the five years following.

The situation in 1927 was substantially the opposite. At that time Rock
Island common was earning proportionately more than Union Pacific
common. But it would have been equally fallacious to conclude that Rock
Island common was “intrinsically cheaper” The speculative capitalization
structure of the latter road made it highly vulnerable to unfavorable devel-
opment, so that it was unable to withstand the post-1929 depression.

Other Illustrations in Appendix. The practical approach to compar-
ative analysis of railroad stocks (and bonds) may best be illustrated by the
reproduction of several such comparisons made by one of the authors a
number of years ago and published as part of the service rendered to clients
by a New York Stock Exchange firm. These will be found in Appendix Note
66 on accompanying CD. It will be observed that the comparisons were
made between roads in approximately the same class as regards capitaliza-
tion structure, with the exception of the comparison between Atchison and
New York Central, in which instance special reference was made to the
greater sensitivity of New York Central to changes in either direction.
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COMPARISON OF UNION PACIFIC AND ROCK ISLAND COMMON STOCKS

Chicago,
Union Pacific Rock Island,
Item R.R. & Pacific Ry.
A. Showing the effect of general

improvement:
Average price of common, 1922 140 40
Earned per share, 1922 $12.76 $0.96
% earned on market price, 1922 9.1% 2.4%
Fixed charges and preferred dividends

earned, 1922 2.39 times 1.05 times
Ratio of gross to market value of

common, 1922 62% 419%
Increase in gross, 1927 over 1922 5.7% 12.9%
Earned per share of common, 1927 $16.05 $12.08
Increase in earnings on common,

1927 over 1922 26% 1,158%
Average price of common, 1927 179 92
Increase in average price, 1927 over 1922 28% 130%

B.  Showing the effect of a general decline

in business:

Earned on average price, 1927 9.0% 13.1%
Fixed charges and preferred dividends

earned, 1927 2.64 times 1.58 times
Ratio of gross to market value of

common, 1927 51% 204%
Decrease in gross, 1933 below 1927 46% 54%
Earned on common, 1933 $7.88 $20.40(d)
Decrease in earnings for common, 1933

below 1927 51% 269%
Average price of common, 1933 97 6
Decrease in average price, 1933

below 1927 46% 93%

Note: In June 1933 trustees in bankruptcy were appointed for the Rock Island.
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FORM II. PUBLIC-UTILITY COMPARISON

The public-utility comparison form is practically the same as that for rail-
roads. The only changes are the following: Fixed charges (as mentioned
in line 1 and elsewhere) should include subsidiary-preferred dividends.
Line 2 should be called “Funded debt and subsidiary preferred stock,” and
these should be taken from the balance sheet. Items 22 and 22 I.P, relat-
ing to net deductions, are not needed. Item 10 becomes “ratio of depre-
ciation to gross” An item, 10M, may be included to show “ratio of
maintenance to gross” for the companies which publish this information.

Our observations regarding the use of the railroad comparison apply
as well to the public-utility comparison. Variations in the depreciation
rate are fully as important as variations in the railroad maintenance ratios.
When a wide difference appears, it should not be taken for granted that
one property is unduly conservative or the other not conservative enough,
but a presumption to this effect does arise, and the question should be
investigated as thoroughly as possible. A statistical indication that one
utility stock is more attractive than another should not be acted upon
until (among other qualitative matters) some study has been made of the
rate situation and the relative prospects for favorable or unfavorable
changes therein. In view of experience since 1933, careful attention
should also be given to the dangers of municipal or federal competition.

FORM III. INDUSTRIAL COMPARISON (FOR
COMPANIES IN THE SAME FIELD)

Since this form differs in numerous respects from the two preceding, it
is given in full herewith:

A. Capitalization:

1. Bonds at par.
2. Preferred stock at market value
(number of shares X market price).
3. Common stock at market value
(number of shares X market price).
Total capitalization.
Ratio of bonds to capitalization.
Ratio of aggregate market value of preferred to capitalization.

Nk

Ratio of aggregate market value of common to capitalization.
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Income Account (most recent year):

8. Gross sales.
. Depreciation.
10. Net available for bond interest.
11. Bond interest.
12. Preferred dividend requirements.
13. Balance for common.
14. Margin of profit (ratio of 10 to 8).
15. % earned on total capitalization (ratio of 10 to 4).
Calculations:
16. Number of times interest charges earned.
16. LP. Number of times interest charges plus preferred
dividends earned.
17. Earned on common, per share.
18. Earned on common, % of market price.
17. S.P. Earned on preferred, per share.
18. S.P. Earned on preferred, % of market price.
19. Ratio of gross to aggregate market value of common.
19. S.P. Ratio of gross to aggregate market value of preferred.

Seven-year average:

20. Number of times interest charges earned.

21. Earned on common stock per share.

22. Earned on common stock, % of current market price.

(20 L.P, 21 S.P. and 22 S.P.—Same calculation for preferred
stock if wanted).

Trend figure:

23. Earned per share of common stock each year for past seven years
(adjustments in number of shares outstanding to be made where
necessary).

23. S.P. Same data for speculative preferred issues, if wanted.

Dividends:

24. Dividend rate on common.

25.

Dividend yield on common.
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24.
25.
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P. Dividend rate on preferred.
P. Dividend yield on preferred.

G. Balance sheet:

26.
27.
28.
29.
30.
30.
31.
32.
33.
34.
35.
36.
37.

38.

Cash assets.

Receivables (less reserves).

Inventories (less proper reserves).

Total current assets.

Total current liabilities.

N. Notes Payable (Including “Bank Loans” and “Bills Payable”)

Net current assets.

Ratio of current assets to current liabilities.

Ratio of inventory to sales.

Ratio of receivables to sales.

Net tangible assets available for total capitalization.

Cash-asset-value of common per share (deducting all prior obligations).
Net-current-asset-value of common per share (deducting all prior
obligations).

Net-tangible-asset-value of common per share (deducting all prior
obligations).

(36 S.P,, 37 S.P, 38 S.P.—Same data for speculative preferred issues, if
wanted).

H. Supplementary data (when available):

1.

Physical output:

Number of units; receipts per unit; cost per unit; profit per unit; total
capitalization per unit; common stock valuation per unit.
Miscellaneous:

For example: number of stores operated; sales per store; profit

per store; ore reserves; life of mine at current (or average) rate of
production.

Observations on the Industrial Comparison. Some remarks
regarding the use of this suggested form may be helpful. The net earn-

ings figure must be corrected for any known distortions or omissions,

including adjustments for undistributed earnings or losses of subsidiaries.

If it appears to be misleading and cannot be adequately corrected, it

should not be used as a basis of comparisons. (Inferences drawn from

unreliable figures must themselves be unreliable.) No attempt should be



Additional Aspects of Security Analysis [663]

made to subject the depreciation figures to exact comparisons; they are
useful only in disclosing wide and obvious disparities in the rates used.
The calculation of bond-interest-coverage is subject to the qualification
discussed in Chap. 17, with respect to companies that may have impor-
tant rental obligations equivalent to interest charges.

Whereas the percentage earned on the market price of the common
(item 18) is a leading figure in all comparisons, almost equal attention
must be given to item 15, showing the percentage earned on total capi-
talization. These figures, together with items 7 and 19 (ratio of aggregate
market value of common stock to sales and to capitalization), will indi-
cate the part played by conservative or speculative capitalization struc-
tures among the companies compared. (The theory of capitalization
structure was considered in Chap. 40.)

As a matter of practical procedure it is not safe to rely upon the fact
that the earnings ratio for the common stock (item 18) is higher than the
average for the industry, unless the percentage earned on the total capi-
talization (item 15) is also higher. Furthermore, if the company with the
poorer earnings exhibit shows much larger sales-per-dollar-of-common-
stock (item 19), it may have better speculative possibilities in the event of
general business improvement.

The balance-sheet computations do not have primary significance
unless they indicate either definite financial weakness or a substantial
excess of current-asset-value over the market price. The division of
importance as between the current results, the seven-year average and
the trend is something entirely for the analyst’s judgment to decide. Nat-
urally, he will have the more confidence in any suggested conclusion if it
is confirmed on each of these counts.

Example of the Use of Standard Forms. An example of the use of
the standard form to reach a conclusion concerning comparative values
should be of interest. A survey of the common stocks of the listed steel pro-
ducers in July 1938 indicated that Continental Steel had made a better
exhibit than the average, whereas Granite City Steel had shown much
smaller earning power. The two companies operated to some extent in the
same branches of the steel industry; they were very similar in size, and the
price of their common stocks was identical. In the tabulation presented on
page 666 we supply comparative figures for these two enterprises, omitting
some of the items on our standard form as immaterial to this analysis.
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Comments on the Comparison. The use of five-year average figures
for each item, presented along with those of the most recent twelve
months, is suggested here because the subnormal business conditions
in the year ended June 30, 1938 made it inadvisable to lay too great
emphasis on the results for this single period. Granite City reports on
calendar-year basis, whereas Continental used both a June 30 and a
December 31 fiscal year during 1934-1938. However, the availability of
quarterly or semiannual figures makes it a simple matter for the analyst
to construct his average and 12 months’ figures to end in the middle of
the year.

Analysis of the data reveals only one point of superiority for Granite
City Steel—the smaller amount of senior securities. But even this is not
necessarily an advantage, since the relatively fewer shares of Continental
common make them more sensitive to favorable as well as unfavorable
developments. The exhibit for the June 1938 year, and five-year average,
show a statistical superiority for Continental on each of the following
important points:

Earnings on market price of common stock.
Earnings on total capitalization.

Ratio of gross to market value of common.
Margin of profit.

Depreciation in relation to plant account.
Working-capital position.

Tangible asset values.

Dividend return.

Trend of earnings.

If the comparison is carried back prior to 1934, Granite City is found
to have enjoyed a marked advantage in the depression years from mid-
1930 to mid-1933. During this time it earned and paid dividends while
Continental Steel was reporting moderate losses. It is curious to observe
that in the more recent recession the tables were exactly turned, and Con-
tinental Steel did very well while Granite City fared badly. Obviously the
1937-1938 results would command more attention than those in the
longer past. Nevertheless, the thorough analyst would endeavor to learn
as much as possible about the basic reasons underlying the change in the
relative performance of the two companies.
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Study of Qualitative Factors Also Necessary. Our last observation
leads to the more general remark that conclusions suggested by compar-
ative tabulations of this sort should not be accepted until careful thought
has been given to the qualitative factors. When one issue seems to be sell-
ing much too low on the basis of the exhibit in relation to that of another
in the same field, there may be adequate reasons for this disparity that
the statistics do not disclose. Among such valid reasons may be a defi-
nitely poorer outlook or a questionable management. A lower dividend
return for a common stock should not ordinarily be considered as a
strong offsetting factor, since the dividend is usually adjusted to the earn-
ing power within a reasonable time.

Although overconservative dividend policies are sometimes followed
for a considerable period (a subject referred to in Chap. 29), there is a
well-defined tendency even in these cases for the market price to reflect
the earning power sooner or later.

Relative popularity and relative market activity are two elements not
connected with intrinsic value that nevertheless exert a powerful and
often a continuing effect upon the market quotation. The analyst must
give these factors respectful heed, but his work would be stultified if he
always favored the more active and the more popular issue.

The recommendation of an exchange of one security for another seems
to involve a greater personal accountability on the part of the analyst than
the selection of an issue for original purchase. The reason is that holders
of securities for investment are loath to make changes, and thus they are
particularly irritated if the subsequent market action makes the move
appear to have been unwise. Speculative holders will naturally gage all
advice by the test of market results—usually immediate results. Bearing
these human-nature factors in mind, the analyst must avoid suggesting
common-stock exchanges to speculators (except possibly if accompanied
by an emphatic disclaimer of responsibility for subsequent market action),
and he must hesitate to suggest such exchanges to holders for investment
unless the statistical superiority of the issue recommended is quite impres-
sive. As an arbitrary rule, we might say that there should be good reason
to believe that by making the exchange the investor would be getting at
least 50% more for his money.

Variations in Homogeneity Affect the Values of Comparative
Analysis. The dependability of industrial comparisons will vary with
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COMPARISON OF CONTINENTAL STEEL AND GRANITE CITY STEEL

(000 OMITTED, EXCEPT THOSE PER SHARE)

Item Continental Steel Granite City Steel

Market price of common, July 1938 17 17

1. Bonds at par $1,202 $1,618
2. Preferred stock at market 2,450
3. Common stock at market 3,410 6,494
4. Total capitalization 7,062 8,112
5. Ratio of common to total
capitalization 48.3% 80.0%
Average of 5 Average of 5
years ended | Year ended | years ended | Year ended
6/30/38 6/30/38 6/30/38 6/30/38
8. Gross sales $15,049 $13,989 $8,715 $8,554
9. Depreciation 500 445 390 459
10. Net available for bond interest 704 559 336 287(d)
11. Bond interest 81 67 (Est.) 18 (Est.) 54
12. Preferred dividends 179 171
13. Balance for common 444 321 318 341(d)
14. Margin of profit 4.7% 4.0% 3.9% (def)
15. % earned on total
capitalization 10.0 7.9% 4.1% (def)
16. Interest charges earned 8.7 times 8.3 times 18.7 times (def)
17. Earned on common, per share $2.29 $1.60 $1.20 $0.89(d)
18. Earned on common, % of
market price 135 9.4 7.1 (d)
19. Ratio of gross to market value
of common 441.5% 409.8% 134.3% 131.8%
Trend figures:
23. Earned per share by years:
Year ended June 30, 1938 $1.60 $0.89(d)
Year ended June 30, 1937 3.83 1.31
Year ended June 30, 1936 2.67 1.49
Year ended June 30, 1935 1.69 1.45
Year ended June 30, 1934 1.66 2.65

Dividends:

24. Dividend rate on common $1.00 None
25. Dividend yield on common 5.9%

Financial position (dates): 6/30/38 12/31/37
29. Total current assets $6,467 $4,179
30. Total current liabilities 1,198 1,164
31. Net current assets 5,269 3,015
35. Net tangible assets for total

capitalization 13,498 13,556
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the nature of the industry considered. The basic question, of course, is
whether future developments are likely to affect all the companies in the
group similarly or dissimilarly. If similarly, then substantial weight may
be accorded to the relative performance in the past, as shown by the sta-
tistical exhibit. An industrial group of this type may be called “homoge-
neous.” But, if the individual companies in the field are likely to respond
quite variously to new conditions, then the relative showing must be
regarded as a much less reliable guide. A group of this kind may be
termed “heterogeneous”

With certain exceptions for traffic and geographical variations, e.g, in
particular, the Pocohantas soft-coal carriers, the railroads must be consid-
ered a highly homogeneous group. The same is true of the larger light, heat
and power utilities. In the industrial field the best examples of homogeneous
groups are afforded by the producers of raw materials and of other standard-
ized products in which the trade name is a minor factor. These would
include producers of sugar, coal, metals, steel products, cement, cotton print
cloths, etc. The larger oil companies may be considered as fairly homoge-
neous; the smaller concerns are not well suited to comparison because they
are subject to sudden important changes in production, reserves and rela-
tive price received. The larger baking, dairy and packing companies fall into
fairly homogeneous groups. The same is true of the larger chain-store enter-
prises when compared with other units in the same subgroups, e.g., grocery,
five-and-ten-cent, restaurant, etc. Department stores are less homogeneous,
but comparisons in this field are by no means far-fetched.

Makers of manufactured goods sold under advertised trade-marks
must generally be regarded as belonging to heterogeneous groups. In
these fields one concern frequently prospers at the expense of its com-
petitors, so that the units in the industry do not improve or decline
together. Among automobile manufactures, for example, there have been
continuous and pronounced variations in relative standing. Producers of
all the various classes of machinery and equipment are subject to some-
what the same conditions. This is true also of the proprietary drug man-
ufacturers. Intermediate positions from this point of view are occupied
by such groups as the larger makers of tires, of tobacco products, of shoes,
wherein changes of relative position are not so frequent.2

2 But significant changes do occur, of course. Note, for example, the phenomenal growth of
Philip Morris, relative to its large competitors, the somewhat less spectacular development of
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The analyst must be most cautious about drawing comparative con-
clusions from the statistical data when dealing with companies in a het-
erogeneous group. No doubt preference may properly be accorded in
these fields to the companies making the best quantitative showing (if not
offset by known qualitative factors)—for this basis of selection would
seem sounder than any other—but the analyst and the investor should be
tully aware that such superiority may prove evanescent. As a general rule,
the less homogeneous the group the more attention must be paid to the
qualitative factors in making comparisons.

More General Limitations on the Value of Comparative Analy-
sis. It may be well once again to caution the student against being
deluded by the mathematical exactitude of his comparative tables into
believing that their indicated conclusions are equally exact. We have men-
tioned the need of considering qualitative factors and of allowing for lack
of homogeneity. But beyond these points lie all the various obstacles to
the success of the analyst that we presented in some detail in our first
chapter. The technique of comparative analysis may lessen some of the
hazards of his work, but it can never exempt him from the vicissitudes of
the future or the stubborness of the stock market itself or the conse-
quences of his own failure—often unavoidable—to learn all the impor-
tant facts. He must expect to appear wrong often and to be wrong on
occasion; but with intelligence and prudence his work should yield bet-
ter over-all results than the guesses or the superficial judgments of the
typical stock buyer.

General Shoe and the exceptional comparative showing of Lee Tire, in the three fields men-
tioned. All three of these were relatively small enterprises.



Chapter 50

DISCREPANCIES BETWEEN
PRICE AND VALUE

OUR EXPOSITION OF THE TECHNIQUE of security analysis has included many
different examples of overvaluation and undervaluation. Evidently the
processes by which the securities market arrives at its appraisals are fre-
quently illogical and erroneous. These processes, as we pointed out in
our first chapter, are not automatic or mechanical but psychological, for
they go on in the minds of people who buy or sell. The mistakes of the
market are thus the mistakes of groups or masses of individuals. Most of
them can be traced to one or more of three basic causes: exaggeration,
oversimplification or neglect.

In this chapter and the next we shall attempt a concise review of the
various aberrations of the securities market. We shall approach the sub-
ject from the standpoint of the practical activities of the analyst, seeking
in each case to determine the extent to which it offers an opportunity for
profitable action on his part. This inquiry will thus constitute an ampli-
fication of our early chapter on the scope and limitations of security
analysis, drawing upon the material developed in the succeeding discus-
sions, to which a number of references will be made.

General Procedure of the Analyst. Since we have emphasized that
analysis will lead to a positive conclusion only in the exceptional case, it
follows that many securities must be examined before one is found that
has real possibilities for the analyst. By what practical means does he pro-
ceed to make his discoveries? Mainly by hard and systematic work. There
are two broad methods that he may follow. The first consists of a series of
comparative analyses by industrial groups along the lines described in the
previous chapter. Such studies will give him a fair idea of the standard or
usual characteristics of each group and also point out those companies
which deviate widely from the modal exhibit. If, for example, he discovers
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that a certain steel common stock has been earning about twice as much
on its market price as the industry as a whole, he has a clue to work on—
or rather a suggestion to be pursued by dint of a thoroughgoing investiga-
tion of all the important qualitative and quantitative factors relating to the
enterprise.

The same type of methodical inquiry may be applied to the field of
bonds and preferred stocks. The wide area of receivership railroad bonds
can best be explored by means of a comparative analysis of the showing
of the bonds of roughly the same rank issued by, say, a dozen of the major
carriers in trusteeship. Or a large number of public-utility preferred
stocks could be listed according to: (1) their over-all dividend and inter-
est coverage, (2) their stock-value ratio and (3) their price and yield. Such
a simple grouping might indicate a few issues that either were well
secured and returned more than the average or else were clearly selling
too high in view of their inadequate statistical protection. And so on.

The second general method consists in scrutinizing corporate reports
as they make their appearance and relating their showing to the market
price of their bonds or stocks. These reports can be seen—in summary
form, at least—in various daily papers; a more comprehensive presenta-
tion can be found in the daily corporation-report sheets of the financial
services or weekly in the Commercial and Financial Chronicle. A quick
glance at a hundred of such reports may reveal between five and ten that
look interesting enough from the earnings or current-asset standpoint to
warrant more intensive study.

Can Cyclical Swings of Prices Be Exploited? The best understood
disparities between price and value are those which accompany the recur-
rent broad swings of the market through boom and depression. It is a mere
truism that stocks sell too high in a bull market and too low in a bear mar-
ket. For at bottom this is simply equivalent to saying that any upward or
downward movement of prices must finally reach a limit, and since prices
do not remain at such limits (or at any other level) permanently, it must
turn out in retrospect that prices will have advanced or declined too far.

Can the analyst exploit successfully the repeated exaggerations of
the general market? Experience suggests that a procedure somewhat like
the following should turn out to be reasonably satisfactory:

1. Select a diversified list of leading common stocks, e.g., those in the
“Dow-Jones Industrial Average.”
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2. Determine an indicated “normal” value for this group by applying
a suitable multiplier to average earnings. The multiplier might be equiv-
alent to capitalizing the earnings at, say, twice the current interest rate on
highest grade industrial bonds. The period for averaging earnings would
ordinarily be seven to ten years, but exceptional conditions such as
occurred in 1931-1933 might suggest a different method, e.g, basing the
average on the period beginning in 1934, when operating in 1939 or later.

3. Make composite purchases of the list when the shares can be
bought at a substantial discount from normal value, say, at 2/3 such value.
Or purchases may be made on a scale downwards, beginning say, at 80%
of normal value.

4. Sell out such purchases when a price is reached substantially above
normal value, say, !/3 higher, or from 20% to 50% higher on a scale basis.

This was the general scheme of operations developed by Roger Babson
many years ago. It yielded quite satisfactory results prior to 1925. But—as
we pointed out in Chap. 37—during the 1921-1933 cycle (measuring from
low point to low point) it would have called for purchasing during 1921,
selling out probably in 1926, thus requiring complete abstinence from the
market during the great boom of 1927-1929, and repurchasing in 1931, to
be followed by a severe shrinkage in market values. A program of this
character would have made far too heavy demands upon human fortitude.

The behavior of the market since 1933 has offered difficulties of a dif-
ferent sort in applying these mechanical formulas—particularly in deter-
mining normal earnings from which to compute normal values. It is
scarcely to be expected that an idea as basically simple as this one can be
utilized with any high degree of accuracy in catching the broad market
swings. But for those who realize its inherent limitations it may have con-
siderable utility, for at least it is likely on the average to result in purchases
at intrinsically attractive levels—which is more than half the battle in
common-stock investment.

“Catching the Swings” on a Marginal Basis Impracticable.
From the ordinary speculative standpoint, involving purchases on mar-
gin and short sales, this method of operation must be set down as imprac-
ticable. The outright owner can afford to buy too soon and to sell too
soon. In fact he must expect to do both and to see the market decline far-
ther after he buys and advance farther after he sells out. But the margin
trader is necessarily concerned with immediate results; he swims with the
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tide, hoping to gage the exact moment when the tide will turn and to
reverse his stroke the moment before. In this he rarely succeeds, so that
his typical experience is temporary success ending in complete disaster.
It is the essential character of the speculator that he buys because he
thinks stocks are going up not because they are cheap, and conversely
when he sells. Hence there is a fundamental cleavage of viewpoint
between the speculator and the securities analyst, which militates strongly
against any enduringly satisfactory association between them.

Bond prices tend undoubtedly to swing through cycles in somewhat
the same way as stocks, and it is frequently suggested that bond investors
follow the policy of selling their holdings near the top of these cycles and
repurchasing them near the bottom. We are doubtful if this can be done
with satisfactory results in the typical case. There are no well-defined
standards as to when high-grade bond prices are cheap or dear corre-
sponding to the earnings-ratio test for common stocks, and the opera-
tions have to be guided chiefly by a technique of gaging market moves
that seems rather far removed from “investment.” The loss of interest on
funds between the time of sale and repurchase is a strong debit factor, and
in our opinion the net advantage is not sufficient to warrant incurring
the psychological dangers that inhere in any placing of emphasis by the
investor upon market movements.

Opportunities in “Secondary” or Little-known Issues. Return-
ing to common stocks, although overvaluation or undervaluation of lead-
ing issues occurs only at certain points in the stock-market cycle, the
large field of “nonrepresentative” or “secondary” issues is likely to yield
instances of undervaluation at all times. When the market leaders are
cheap, some of the less prominent common stocks are likely to be a good
deal cheaper. During 1932-1933, for example, stocks such as Plymouth
Cordage, Pepperell Manufacturing, American Laundry Machinery and
many others, sold at unbelievably low prices in relation to their past
records and current financial exhibits. It is probably a matter for individ-
ual preference whether the investor should purchase an outstanding issue
like General Motors at about 50% of its conservative valuation or a less
prominent stock like Pepperell at about 25% of such value.

The Impermanence of Leadership. The composition of the market-
leader group has varied greatly from year to year, especially in view of the
recent shift of attention from past performance to assumed prospects. If
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we examine the list during the decline of 1937-1938, we shall find quite
a number of once outstanding issues that sold at surprisingly low prices
in relation to their statistical exhibits.

Example: A startling example of this sort is provided by Great Atlantic
and Pacific Tea Company common, which in 1929 sold as high as 494
and in 1938 as low as 36. Salient data on this issue are as follows:

Earned Dividend

Sales Net per share paidon | Pricerange
Year! | (000 omitted) | (000 omitted) | of common | common | of common
1938 $ 878,972 $15,834 $6.71 $4.00 72-36
1937 881,703 9,119 3.50 6.25 1171/2-45/4
1936 907,371 17,085 7.31 7.00 1301/2-110Y/2
1935 872,244 16,593 7.08 7.00 140 -121
1934 842,016 16,709 7.13 7.00 150-122
1933 819,617 20,478 8.94 7.00 1811/>-115
1932 863,048 22,733 10.02 7.00 168-1031/2
1931 1,008,325 29,793 13.40 6.50 260-130
1930 1,065,807 30,743 13.86 5.25 260-155
1929 1,053,693 26,220 11.77 4.50 494-162

! Year ended following Jan. 31, except price range.

The balance sheet of January 31, 1938, showed cash assets of 85 mil-
lions and net current assets of 134 millions. At the 1938 low prices, the
preferred and common together were selling for 126 millions. Here, then,
was a company whose spectacular growth was one of the great romances
of American business, a company that was without doubt the largest retail
enterprise in America and perhaps in the world, that had an uninter-
rupted record of earnings and dividends for many years—and yet was
selling for less than its net current assets alone. Thus one of the outstand-
ing businesses of the country was considered by Wall Street in 1938 to be
worth less as a going concern than if it were liquidated. Why? First,
because of chain-store tax threats; second, because of a recent decline in
earnings; and, third, because the general market was depressed.

We doubt that a better illustration can be found of the real nature of
the stock market, which does not aim to evaluate businesses with any
exactitude but rather to express its likes and dislikes, its hopes and fears,
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