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Want to learn more?

We hope you enjoy this McGraw-Hill eBook! If you’d like more information about this book, its author, or related books and websites, please click here.

BENJAMIN GRAHAM AND DAVID DODD forever changed the theory and practice of investing with the 1934 publication of Security Analysis. The nation, and indeed the rest of the world, was in the grips of the Great Depression, a period that brought unprecedented upheaval to the financial world. In 1940, the authors responded with a comprehensive revision. The second edition of Security Analysis is considered by many investors to be the definitive word from the most influential investment philosophers of our time.

Around the world, Security Analysis is still regarded as the fundamental text for the analysis of stocks and bonds. It is also considered to be the bible of value investing. To commemorate the 75th Anniversary of Security Analysis, McGraw-Hill is proud to publish this sixth edition.

Using the text of the 1940 edition, this new edition features lively and practical essays written by a stellar team that includes today’s leading value investors, a prominent academic, and leading financial writers. The result is a contemporary bible of value investing.

The sixth edition, with a new design that pays homage to the original 1940 design, includes a CD of the entire original 1940 second edition. This book was printed and bound by R.R. Donnelley in Crawfordsville, Indiana.

“Many shall be restored that now are fallen,
and many shall fall that now are in honor.”

HORACE—ARS POETICA.
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FOREWORD
BY WARREN E. BUFFETT
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There are four books in my overflowing library that I particularly treasure, each of them written more than 50 years ago. All, though, would still be of enormous value to me if I were to read them today for the first time; their wisdom endures though their pages fade.

Two of those books are first editions of The Wealth of Nations (1776), by Adam Smith, and The Intelligent Investor (1949), by Benjamin Graham. A third is an original copy of the book you hold in your hands, Graham and Dodd’s Security Analysis. I studied from Security Analysis while I was at Columbia University in 1950 and 1951, when I had the extraordinary good luck to have Ben Graham and Dave Dodd as teachers. Together, the book and the men changed my life.

On the utilitarian side, what I learned then became the bedrock upon which all of my investment and business decisions have been built. Prior to meeting Ben and Dave, I had long been fascinated by the stock market. Before I bought my first stock at age 11—it took me until then to accumulate the $115 required for the purchase—I had read every book in the Omaha Public Library having to do with the stock market. I found many of them fascinating and all interesting. But none were really useful.

My intellectual odyssey ended, however, when I met Ben and Dave, first through their writings and then in person. They laid out a roadmap for investing that I have now been following for 57 years. There’s been no reason to look for another.

Beyond the ideas Ben and Dave gave me, they showered me with friendship, encouragement, and trust. They cared not a whit for reciprocation—toward a young student, they simply wanted to extend a one-way street of helpfulness. In the end, that’s probably what I admire most about the two men. It was ordained at birth that they would be brilliant; they elected to be generous and kind.

Misanthropes would have been puzzled by their behavior. Ben and Dave instructed literally thousands of potential competitors, young fellows like me who would buy bargain stocks or engage in arbitrage transactions, directly competing with the Graham-Newman Corporation, which was Ben’s investment company. Moreover, Ben and Dave would use current investing examples in the classroom and in their writings, in effect doing our work for us. The way they behaved made as deep an impression on me—and many of my classmates—as did their ideas. We were being taught not only how to invest wisely; we were also being taught how to live wisely.

The copy of Security Analysis that I keep in my library and that I used at Columbia is the 1940 edition. I’ve read it, I’m sure, at least four times, and obviously it is special.

But let’s get to the fourth book I mentioned, which is even more precious. In 2000, Barbara Dodd Anderson, Dave’s only child, gave me her father’s copy of the 1934 edition of Security Analysis, inscribed with hundreds of marginal notes. These were inked in by Dave as he prepared for publication of the 1940 revised edition. No gift has meant more to me.


Preface to the Sixth Edition
THE TIMELESS WISDOM OF
GRAHAM AND DODD
BY SETH A. KLARMAN

Copyright © 2009 by The McGraw-Hill Companies, Inc. Click here for terms of use.

Seventy-five years after Benjamin Graham and David Dodd wrote Security Analysis, a growing coterie of modern-day value investors remain deeply indebted to them. Graham and David were two assiduous and unusually insightful thinkers seeking to give order to the mostly uncharted financial wilderness of their era. They kindled a flame that has illuminated the way for value investors ever since. Today, Security Analysis remains an invaluable roadmap for investors as they navigate through unpredictable, often volatile, and sometimes treacherous financial markets. Frequently referred to as the “bible of value investing,” Security Analysis is extremely thorough and detailed, teeming with wisdom for the ages. Although many of the examples are obviously dated, their lessons are timeless. And while the prose may sometimes seem dry, readers can yet discover valuable ideas on nearly every page. The financial markets have morphed since 1934 in almost unimaginable ways, but Graham and Dodd’s approach to investing remains remarkably applicable today.

Value investing, today as in the era of Graham and Dodd, is the practice of purchasing securities or assets for less than they are worth—the proverbial dollar for 50 cents. Investing in bargain-priced securities provides a “margin of safety”—room for error, imprecision, bad luck, or the vicissitudes of the economy and stock market. While some might mistakenly consider value investing a mechanical tool for identifying bargains, it is actually a comprehensive investment philosophy that emphasizes the need to perform in-depth fundamental analysis, pursue long-term investment results, limit risk, and resist crowd psychology.

Far too many people approach the stock market with a focus on making money quickly. Such an orientation involves speculation rather than investment and is based on the hope that share prices will rise irrespective of valuation. Speculators generally regard stocks as pieces of paper to be quickly traded back and forth, foolishly decoupling them from business reality and valuation criteria. Speculative approaches—which pay little or no attention to downside risk—are especially popular in rising markets. In heady times, few are sufficiently disciplined to maintain strict standards of valuation and risk aversion, especially when most of those abandoning such standards are quickly getting rich. After all, it is easy to confuse genius with a bull market.

In recent years, some people have attempted to expand the definition of an investment to include any asset that has recently—or might soon—appreciate in price: art, rare stamps, or a wine collection. Because these items have no ascertainable fundamental value, generate no present or future cash flow, and depend for their value entirely on buyer whim, they clearly constitute speculations rather than investments.

In contrast to the speculator’s preoccupation with rapid gain, value investors demonstrate their risk aversion by striving to avoid loss. A risk-averse investor is one for whom the perceived benefit of any gain is outweighed by the perceived cost of an equivalent loss. Once any of us has accumulated a modicum of capital, the incremental benefit of gaining more is typically eclipsed by the pain of having less.1 Imagine how you would respond to the proposition of a coin flip that would either double your net worth or extinguish it. Being risk averse, nearly all people would respectfully decline such a gamble. Such risk aversion is deeply ingrained in human nature. Yet many unwittingly set aside their risk aversion when the sirens of market speculation call.

Value investors regard securities not as speculative instruments but as fractional ownership in, or debt claims on, the underlying businesses. This orientation is key to value investing. When a small slice of a business is offered at a bargain price, it is helpful to evaluate it as if the whole business were offered for sale there. This analytical anchor helps value investors remain focused on the pursuit of long-term results rather than the profitability of their daily trading ledger.

At the root of Graham and Dodd’s philosophy is the principle that the financial markets are the ultimate creators of opportunity. Sometimes the markets price securities correctly, other times not. Indeed, in the short run, the market can be quite inefficient, with great deviations between price and underlying value. Unexpected developments, increased uncertainty, and capital flows can boost short-term market volatility, with prices overshooting in either direction.2 In the words of Graham and Dodd, “The price [of a security] is frequently an essential element, so that a stock … may have investment merit at one price level but not at another.” (p. 106) As Graham has instructed, those who view the market as a weighing machine—a precise and efficient assessor of value—are part of the emotionally driven herd. Those who regard the market as a voting machine—a sentiment-driven popularity contest—will be well positioned to take proper advantage of the extremes of market sentiment.

While it might seem that anyone can be a value investor, the essential characteristics of this type of investor—patience, discipline, and risk aver-sion—may well be genetically determined. When you first learn of the value approach, it either resonates with you or it doesn’t. Either you are able to remain disciplined and patient, or you aren’t. As Warren Buffett said in his famous article, “The Superinvestors of Graham-and-Doddsville,” “It is extraordinary to me that the idea of buying dollar bills for 40 cents takes immediately with people or it doesn’t take at all. It’s like an inoculation. If it doesn’t grab a person right away, I find you can talk to him for years and show him records, and it doesn’t make any difference.” 3,4 If Security Analysis resonates with you—if you can resist speculating and sometimes sit on your hands—perhaps you have a predisposition toward value investing. If not, at least the book will help you understand where you fit into the investing landscape and give you an appreciation for what the value-investing community may be thinking.

Just as Relevant Now

Perhaps the most exceptional achievement of Security Analysis, first published in 1934 and revised in the acclaimed 1940 edition, is that its lessons are timeless. Generations of value investors have adopted the teachings of Graham and Dodd and successfully implemented them across highly varied market environments, countries, and asset classes.

This would delight the authors, who hoped to set forth principles that would “stand the test of the ever enigmatic future.” (p. xliv)

In 1992, Tweedy, Browne Company LLC, a well-known value investment firm, published a compilation of 44 research studies entitled, “What Has Worked in Investing.” The study found that what has worked is fairly simple: cheap stocks (measured by price-to-book values, price-to-earnings ratios, or dividend yields) reliably outperform expensive ones, and stocks that have underperformed (over three- and five-year periods) subsequently beat those that have lately performed well. In other words, value investing works! I know of no long-time practitioner who regrets adhering to a value philosophy; few investors who embrace the fundamental principles ever abandon this investment approach for another.

Today, when you read Graham and Dodd’s description of how they navigated through the financial markets of the 1930s, it seems as if they were detailing a strange, foreign, and antiquated era of economic depression, extreme risk aversion, and obscure and obsolete businesses. But such an exploration is considerably more valuable than it superficially appears. After all, each new day has the potential to bring with it a strange and foreign environment. Investors tend to assume that tomorrow’s markets will look very much like today’s, and, most of the time, they will. But every once in a while,5 conventional wisdom is turned on its head, circular reasoning is unraveled, prices revert to the mean, and speculative behavior is exposed as such. At those times, when today fails to resemble yesterday, most investors will be paralyzed. In the words of Graham and Dodd, “We have striven throughout to guard the student against overemphasis upon the superficial and the temporary,” which is “at once the delusion and the nemesis of the world of finance.” (p. xliv) It is during periods of tumult that a value-investing philosophy is particularly beneficial.

In 1934, Graham and Dodd had witnessed over a five-year span the best and the worst of times in the markets—the run-up to the 1929 peak, the October 1929 crash, and the relentless grind of the Great Depression. They laid out a plan for how investors in any environment might sort through hundreds or even thousands of common stocks, preferred shares, and bonds to identify those worthy of investment. Remarkably, their approach is essentially the same one that value investors employ today. The same principles they applied to the U.S. stock and bond markets of the 1920s and 1930s apply to the global capital markets of the early twenty-first century, to less liquid asset classes like real estate and private equity, and even to derivative instruments that hardly existed when Security Analysis was written.

While formulas such as the classic “net working capital” test are necessary to support an investment analysis, value investing is not a paint-by-numbers exercise.6 Skepticism and judgment are always required. For one thing, not all elements affecting value are captured in a company’s financial statements—inventories can grow obsolete and receivables uncollectible; liabilities are sometimes unrecorded and property values over- or understated. Second, valuation is an art, not a science. Because the value of a business depends on numerous variables, it can typically be assessed only within a range. Third, the outcomes of all investments depend to some extent on the future, which cannot be predicted with certainty; for this reason, even some carefully analyzed investments fail to achieve profitable outcomes. Sometimes a stock becomes cheap for good reason: a broken business model, hidden liabilities, protracted litigation, or incompetent or corrupt management. Investors must always act with caution and humility, relentlessly searching for additional information while realizing that they will never know everything about a company. In the end, the most successful value investors combine detailed business research and valuation work with endless discipline and patience, a well-considered sensitivity analysis, intellectual honesty, and years of analytical and investment experience.

Interestingly, Graham and Dodd’s value-investing principles apply beyond the financial markets—including, for example, to the market for baseball talent, as eloquently captured in Moneyball, Michael Lewis’s 2003 bestseller. The market for baseball players, like the market for stocks and bonds, is inefficient—and for many of the same reasons. In both investing and baseball, there is no single way to ascertain value, no one metric that tells the whole story. In both, there are mountains of information and no broad consensus on how to assess it. Decision makers in both arenas misinterpret available data, misdirect their analyses, and reach inaccurate conclusions. In baseball, as in securities, many overpay because they fear standing apart from the crowd and being criticized. They often make decisions for emotional, not rational, reasons. They become exuberant; they panic. Their orientation sometimes becomes overly short term. They fail to understand what is mean reverting and what isn’t. Baseball’s value investors, like financial market value investors, have achieved significant outperformance over time. While Graham and Dodd didn’t apply value principles to baseball, the applicability of their insights to the market for athletic talent attests to the universality and timelessness of this approach.

Value Investing Today

Amidst the Great Depression, the stock market and the national economy were exceedingly risky. Downward movements in share prices and business activity came suddenly and could be severe and protracted. Optimists were regularly rebuffed by circumstances. Winning, in a sense, was accomplished by not losing. Investors could achieve a margin of safety by buying shares in businesses at a large discount to their underlying value, and they needed a margin of safety because of all the things that could—and often did—go wrong.

Even in the worst of markets, Graham and Dodd remained faithful to their principles, including their view that the economy and markets sometimes go through painful cycles, which must simply be endured. They expressed confidence, in those dark days, that the economy and stock market would eventually rebound: “While we were writing, we had to combat a widespread conviction that financial debacle was to be the permanent order.” (p. xliv)

Of course, just as investors must deal with down cycles when business results deteriorate and cheap stocks become cheaper, they must also endure up cycles when bargains are scarce and investment capital is plentiful. In recent years, the financial markets have performed exceedingly well by historic standards, attracting substantial fresh capital in need of managers. Today, a meaningful portion of that capital—likely totaling in the trillions of dollars globally—invests with a value approach. This includes numerous value-based asset management firms and mutual funds, a number of today’s roughly 9,000 hedge funds, and some of the largest and most successful university endowments and family investment offices.

It is important to note that not all value investors are alike. In the aforementioned “Superinvestors of Graham-and-Doddsville,” Buffett describes numerous successful value investors who have little portfolio overlap. Some value investors hold obscure, “pink-sheet shares” while others focus on the large-cap universe. Some have gone global, while others focus on a single market sector such as real estate or energy. Some run computer screens to identify statistically inexpensive companies, while others assess “private market value”—the value an industry buyer would pay for the entire company. Some are activists who aggressively fight for corporate change, while others seek out undervalued securities with a catalyst already in place—such as a spin-off, asset sale, major share repurchase plan, or new management team—for the partial or full realization of the underlying value. And, of course, as in any profession, some value investors are simply more talented than others.

In the aggregate, the value-investing community is no longer the very small group of adherents that it was several decades ago. Competition can have a powerful corrective effect on market inefficiencies and mispricings. With today’s many amply capitalized and skilled investors, what are the prospects for a value practitioner? Better than you might expect, for several reasons. First, even with a growing value community, there are far more market participants with little or no value orientation. Most managers, including growth and momentum investors and market indexers, pay little or no attention to value criteria. Instead, they concentrate almost single-mindedly on the growth rate of a company’s earnings, the momentum of its share price, or simply its inclusion in a market index.

Second, nearly all money managers today, including some hapless value managers, are forced by the (real or imagined) performance pressures of the investment business to have an absurdly short investment horizon, sometimes as brief as a calendar quarter, month, or less. A value strategy is of little use to the impatient investor since it usually takes time to pay off.

Finally, human nature never changes. Capital market manias regularly occur on a grand scale: Japanese stocks in the late 1980s, Internet and technology stocks in 1999 and 2000, subprime mortgage lending in 2006 and 2007, and alternative investments currently. It is always difficult to take a contrarian approach. Even highly capable investors can wither under the relentless message from the market that they are wrong. The pressures to succumb are enormous; many investment managers fear they’ll lose business if they stand too far apart from the crowd. Some also fail to pursue value because they’ve handcuffed themselves (or been saddled by clients) with constraints preventing them from buying stocks selling at low dollar prices, small-cap stocks, stocks of companies that don’t pay dividends or are losing money, or debt instruments with below investment-grade ratings.7 Many also engage in career management techniques like “window dressing” their portfolios at the end of calendar quarters or selling off losers (even if they are undervalued) while buying more of the winners (even if overvalued). Of course, for those value investors who are truly long term oriented, it is a wonderful thing that many potential competitors are thrown off course by constraints that render them unable or unwilling to effectively compete.

Another reason that greater competition may not hinder today’s value investors is the broader and more diverse investment landscape in which they operate. Graham faced a limited lineup of publicly traded U.S. equity and debt securities. Today, there are many thousands of publicly traded stocks in the United States alone, and many tens of thousands worldwide, plus thousands of corporate bonds and asset-backed debt securities. Previously illiquid assets, such as bank loans, now trade regularly. Investors may also choose from an almost limitless number of derivative instruments, including customized contracts designed to meet any need or hunch.

Nevertheless, 25 years of historically strong stock market performance have left the market far from bargain-priced. High valuations and intensified competition raise the specter of lower returns for value investors generally. Also, some value investment firms have become extremely large, and size can be the enemy of investment performance because decision making is slowed by bureaucracy and smaller opportunities cease to move the needle.

In addition, because growing numbers of competent buy-side and sell-side analysts are plying their trade with the assistance of sophisticated information technology, far fewer securities seem likely to fall through the cracks to become extremely undervalued.8 Today’s value investors are unlikely to find opportunity armed only with a Value Line guide or by thumbing through stock tables. While bargains still occasionally hide in plain sight, securities today are most likely to become mis-priced when they are either accidentally overlooked or deliberately avoided. Consequently, value investors have had to become thoughtful about where to focus their analysis. In the early 2000s, for example, investors became so disillusioned with the capital allocation procedures of many South Korean companies that few considered them candidates for worthwhile investment. As a result, the shares of numerous South Korean companies traded at great discounts from prevailing international valuations: at two or three times the cash flow, less than half the underlying business value, and, in several cases, less than the cash (net of debt) held on their balance sheets. Bargain issues, such as Posco and SK Telecom, ultimately attracted many value seekers; Warren Buffett reportedly profited handsomely from a number of South Korean holdings.

Today’s value investors also find opportunity in the stocks and bonds of companies stigmatized on Wall Street because of involvement in protracted litigation, scandal, accounting fraud, or financial distress. The securities of such companies sometimes trade down to bargain levels, where they become good investments for those who are able to remain stalwart in the face of bad news. For example, the debt of Enron, perhaps the world’s most stigmatized company after an accounting scandal forced it into bankruptcy in 2001, traded as low as 10 cents on the dollar of claim; ultimate recoveries are expected to be six times that amount. Similarly, companies with tobacco or asbestos exposure have in recent years periodically come under severe selling pressure due to the uncertainties surrounding litigation and the resultant risk of corporate financial distress. More generally, companies that disappoint or surprise investors with lower-than-expected results, sudden management changes, accounting problems, or ratings downgrades are more likely than consistently strong performers to be sources of opportunity.

When bargains are scarce, value investors must be patient; compromising standards is a slippery slope to disaster. New opportunities will emerge, even if we don’t know when or where. In the absence of compelling opportunity, holding at least a portion of one’s portfolio in cash equivalents (for example, U.S. Treasury bills) awaiting future deployment will sometimes be the most sensible option. Recently, Warren Buffett stated that he has more cash to invest than he has good investments. As all value investors must do from time to time, Buffett is waiting patiently.

Still, value investors are bottom-up analysts, good at assessing securities one at a time based on the fundamentals. They don’t need the entire market to be bargain priced, just 20 or 25 unrelated securities—a number sufficient for diversification of risk. Even in an expensive market, value investors must keep analyzing securities and assessing businesses, gaining knowledge and experience that will be useful in the future. Value investors, therefore, should not try to time the market or guess whether it will rise or fall in the near term. Rather, they should rely on a bottom-up approach, sifting the financial markets for bargains and then buying them, regardless of the level or recent direction of the market or economy. Only when they cannot find bargains should they default to holding cash.

A Flexible Approach

Because our nation’s founders could not foresee—and knew they could not foresee—technological, social, cultural, and economic changes that the future would bring, they wrote a flexible constitution that still guides us over two centuries later. Similarly, Benjamin Graham and David Dodd acknowledged that they could not anticipate the business, economic, technological, and competitive changes that would sweep through the investment world over the ensuing years. But they, too, wrote a flexible treatise that provides us with the tools to function in an investment landscape that was destined—and remains destined—to undergo profound and unpredictable change.

For example, companies today sell products that Graham and Dodd could not have imagined. Indeed, there are companies and entire industries that they could not have envisioned. Security Analysis offers no examples of how to value cellular phone carriers, software companies, satellite television providers, or Internet search engines. But the book provides the analytical tools to evaluate almost any company, to assess the value of its marketable securities, and to determine the existence of a margin of safety. Questions of solvency, liquidity, predictability, business strategy, and risk cut across businesses, nations, and time.

Graham and Dodd did not specifically address how to value private businesses or how to determine the value of an entire company rather than the value of a fractional interest through ownership of its shares.9

But their analytical principles apply equally well to these different issues. Investors still need to ask, how stable is the enterprise, and what are its future prospects? What are its earnings and cash flow? What is the downside risk of owning it? What is its liquidation value? How capable and honest is its management? What would you pay for the stock of this company if it were public? What factors might cause the owner of this business to sell control at a bargain price?

Similarly, the pair never addressed how to analyze the purchase of an office building or apartment complex. Real estate bargains come about for the same reasons as securities bargains—an urgent need for cash, inability to perform proper analysis, a bearish macro view, or investor disfavor or neglect. In a bad real estate climate, tighter lending standards can cause even healthy properties to sell at distressed prices. Graham and Dodd’s principles—such as the stability of cash flow, sufficiency of return, and analysis of downside risk—allow us to identify real estate investments with a margin of safety in any market environment.

Even complex derivatives not imagined in an earlier era can be scrutinized with the value investor’s eye. While traders today typically price put and call options via the Black-Scholes model, one can instead use value-investing precepts—upside potential, downside risk, and the likelihood that each of various possible scenarios will occur—to analyze these instruments. An inexpensive option may, in effect, have the favorable risk-return characteristics of a value investment—regardless of what the Black-Scholes model dictates.

Institutional Investing

Perhaps the most important change in the investment landscape over the past 75 years is the ascendancy of institutional investing. In the 1930s, individual investors dominated the stock market. Today, by contrast, most market activity is driven by institutional investors—large pools of pension, endowment, and aggregated individual capital. While the advent of these large, quasi-permanent capital pools might have resulted in the wide-scale adoption of a long-term value-oriented approach, in fact this has not occurred. Instead, institutional investing has evolved into a short-term performance derby, which makes it difficult for institutional managers to take contrarian or long-term positions. Indeed, rather than standing apart from the crowd and possibly suffering disappointing short-term results that could cause clients to withdraw capital, institutional investors often prefer the safe haven of assured mediocre performance that can be achieved only by closely following the herd.

Alternative investments—a catch-all category that includes venture capital, leveraged buyouts, private equity, and hedge funds—are the current institutional rage. No investment treatise written today could fail to comment on this development.

Fueled by performance pressures and a growing expectation of low (and inadequate) returns from traditional equity and debt investments, institutional investors have sought high returns and diversification by allocating a growing portion of their endowments and pension funds to alternatives. Pioneering Portfolio Management, written in 2000 by David Swensen, the groundbreaking head of Yale’s Investment Office, makes a strong case for alternative investments. In it, Swensen points to the historically inefficient pricing of many asset classes,10 the historically high risk-adjusted returns of many alternative managers, and the limited performance correlation between alternatives and other asset classes. He highlights the importance of alternative manager selection by noting the large dispersion of returns achieved between top-quartile and third-quartile performers. A great many endowment managers have emulated Swensen, following him into a large commitment to alternative investments, almost certainly on worse terms and amidst a more competitive environment than when he entered the area.

Graham and Dodd would be greatly concerned by the commitment of virtually all major university endowments to one type of alternative investment: venture capital. The authors of the margin-of-safety approach to investing would not find one in the entire venture capital universe.11 While there is often the prospect of substantial upside in venture capital, there is also very high risk of failure. Even with the diversification provided by a venture fund, it is not clear how to analyze the underlying investments to determine whether the potential return justifies the risk. Venture capital investment would, therefore, have to be characterized as pure speculation, with no margin of safety whatsoever.

Hedge funds—a burgeoning area of institutional interest with nearly $2 trillion of assets under management—are pools of capital that vary widely in their tactics but have a common fee structure that typically pays the manager 1% to 2% annually of assets under management and 20% (and sometimes more) of any profits generated. They had their start in the 1920s, when Ben Graham himself ran one of the first hedge funds.

What would Graham and Dodd say about the hedge funds operating in today’s markets? They would likely disapprove of hedge funds that make investments based on macroeconomic assessments or that pursue speculative, short-term strategies. Such funds, by avoiding or even selling undervalued securities to participate in one or another folly, inadvertently create opportunities for value investors. The illiquidity, lack of transparency, gargantuan size, embedded leverage, and hefty fees of some hedge funds would no doubt raise red flags. But Graham and Dodd would probably approve of hedge funds that practice value-oriented investment selection.

Importantly, while Graham and Dodd emphasized limiting risk on an investment-by-investment basis, they also believed that diversification and hedging could protect the downside for an entire portfolio. (p. 106) This is what most hedge funds attempt to do. While they hold individual securities that, considered alone, may involve an uncomfortable degree of risk, they attempt to offset the risks for the entire portfolio through the short sale of similar but more highly valued securities, through the purchase of put options on individual securities or market indexes, and through adequate diversification (although many are guilty of overdiversification, holding too little of their truly good ideas and too much of their mediocre ones). In this way, a hedge fund portfolio could (in theory, anyway) have characteristics of good potential return with limited risk that its individual components may not have.

Modern-day Developments

As mentioned, the analysis of businesses and securities has become increasingly sophisticated over the years. Spreadsheet technology, for example, allows for vastly more sophisticated modeling than was possible even one generation ago. Benjamin Graham’s pencil, clearly one of the sharpest of his era, might not be sharp enough today. On the other hand, technology can easily be misused; computer modeling requires making a series of assumptions about the future that can lead to a spurious precision of which Graham would have been quite dubious. While Graham was interested in companies that produced consistent earnings, analysis in his day was less sophisticated regarding why some company’s earnings might be more consistent than others. Analysts today examine businesses but also business models; the bottom-line impact of changes in revenues, profit margins, product mix, and other variables is carefully studied by managements and financial analysts alike. Investors know that businesses do not exist in a vacuum; the actions of competitors, suppliers, and customers can greatly impact corporate profitability and must be considered.12

Another important change in focus over time is that while Graham looked at corporate earnings and dividend payments as barometers of a company’s health, most value investors today analyze free cash flow. This is the cash generated annually from the operations of a business after all capital expenditures are made and changes in working capital are considered. Investors have increasingly turned to this metric because reported earnings can be an accounting fiction, masking the cash generated by a business or implying positive cash generation when there is none. Today’s investors have rightly concluded that following the cash—as the manager of a business must do—is the most reliable and revealing means of assessing a company.

In addition, many value investors today consider balance sheet analysis less important than was generally thought a few generations ago. With returns on capital much higher at present than in the past, most stocks trade far above book value; balance sheet analysis is less helpful in understanding upside potential or downside risk of stocks priced at such levels. The effects of sustained inflation over time have also wreaked havoc with the accuracy of assets accounted for using historic cost; this means that two companies owning identical assets could report very different book values. Of course, balance sheets must still be carefully scrutinized. Astute observers of corporate balance sheets are often the first to see business deterioration or vulnerability as inventories and receivables build, debt grows, and cash evaporates. And for investors in the equity and debt of underperforming companies, balance sheet analysis remains one generally reliable way of assessing downside protection.

Globalization has increasingly affected the investment landscape, with most investors looking beyond their home countries for opportunity and diversification. Graham and Dodd’s principles fully apply to international markets, which are, if anything, even more subject to the vicissitudes of investor sentiment—and thus more inefficiently priced—than the U.S. market is today. Investors must be cognizant of the risks of international investing, including exposure to foreign currencies and the need to consider hedging them. Among the other risks are political instability, different (or absent) securities laws and investor protections, varying accounting standards, and limited availability of information.

Oddly enough, despite 75 years of success achieved by value investors, one group of observers largely ignores or dismisses this discipline: academics. Academics tend to create elegant theories that purport to explain the real world but in fact oversimplify it. One such theory, the Efficient Market Hypothesis (EMH), holds that security prices always and immediately reflect all available information, an idea deeply at odds with Graham and Dodd’s notion that there is great value to fundamental security analysis. The Capital Asset Pricing Model (CAPM) relates risk to return but always mistakes volatility, or beta, for risk. Modern Portfolio Theory (MPT) applauds the benefits of diversification in constructing an optimal portfolio. But by insisting that higher expected return comes only with greater risk, MPT effectively repudiates the entire value-investing philosophy and its long-term record of risk-adjusted investment outperformance. Value investors have no time for these theories and generally ignore them.

The assumptions made by these theories—including continuous markets, perfect information, and low or no transaction costs—are unrealistic. Academics, broadly speaking, are so entrenched in their theories that they cannot accept that value investing works. Instead of launching a series of studies to understand the remarkable 50-year investment record of Warren Buffett, academics instead explain him away as an aberration. Greater attention has been paid recently to behavioral economics, a field recognizing that individuals do not always act rationally and have systematic cognitive biases that contribute to market inefficiencies and security mispricings. These teachings—which would not seem alien to Graham—have not yet entered the academic mainstream, but they are building some momentum.

Academics have espoused nuanced permutations of their flawed theories for several decades. Countless thousands of their students have been taught that security analysis is worthless, that risk is the same as volatility, and that investors must avoid overconcentration in good ideas (because in efficient markets there can be no good ideas) and thus diversify into mediocre or bad ones. Of course, for value investors, the propagation of these academic theories has been deeply gratifying: the brainwashing of generations of young investors produces the very inefficiencies that savvy stock pickers can exploit.

Another important factor for value investors to take into account is the growing propensity of the Federal Reserve to intervene in financial markets at the first sign of trouble. Amidst severe turbulence, the Fed frequently lowers interest rates to prop up securities prices and restore investor confidence. While the intention of Fed officials is to maintain orderly capital markets, some money managers view Fed intervention as a virtual license to speculate. Aggressive Fed tactics, sometimes referred to as the “Greenspan put” (now the “Bernanke put”), create a moral hazard that encourages speculation while prolonging overvaluation. So long as value investors aren’t lured into a false sense of security, so long as they can maintain a long-term horizon and ensure their staying power, market dislocations caused by Fed action (or investor anticipation of it) may ultimately be a source of opportunity.

Another modern development of relevance is the ubiquitous cable television coverage of the stock market. This frenetic lunacy exacerbates the already short-term orientation of most investors. It foments the view that it is possible—or even necessary—to have an opinion on everything pertinent to the financial markets, as opposed to the patient and highly selective approach endorsed by Graham and Dodd. This sound-bite culture reinforces the popular impression that investing is easy, not rigorous and painstaking. The daily cheerleading pundits exult at rallies and record highs and commiserate over market reversals; viewers get the impression that up is the only rational market direction and that selling or sitting on the sidelines is almost unpatriotic. The hysterical tenor is exacerbated at every turn. For example, CNBC frequently uses a formatted screen that constantly updates the level of the major market indexes against a digital clock. Not only is the time displayed in hours, minutes, and seconds but in completely useless hundredths of seconds, the numbers flashing by so rapidly (like tenths of a cent on the gas pump) as to be completely unreadable. The only conceivable purpose is to grab the viewers’ attention and ratchet their adrenaline to full throttle.

Cable business channels bring the herdlike mentality of the crowd into everyone’s living room, thus making it much harder for viewers to stand apart from the masses. Only on financial cable TV would a commentator with a crazed persona become a celebrity whose pronouncements regularly move markets. In a world in which the differences between investing and speculating are frequently blurred, the nonsense on financial cable channels only compounds the problem. Graham would have been appalled. The only saving grace is that value investors prosper at the expense of those who fall under the spell of the cable pundits. Meanwhile, human nature virtually ensures that there will never be a Graham and Dodd channel.

Unanswered Questions

Today’s investors still wrestle, as Graham and Dodd did in their day, with a number of important investment questions. One is whether to focus on relative or absolute value. Relative value involves the assessment that one security is cheaper than another, that Microsoft is a better bargain than IBM. Relative value is easier to determine than absolute value, the two-dimensional assessment of whether a security is cheaper than other securities and cheap enough to be worth purchasing. The most intrepid investors in relative value manage hedge funds where they purchase the relatively less expensive securities and sell short the relatively more expensive ones. This enables them potentially to profit on both sides of the ledger, long and short. Of course, it also exposes them to double-barreled losses if they are wrong.13

It is harder to think about absolute value than relative value. When is a stock cheap enough to buy and hold without a short sale as a hedge? One standard is to buy when a security trades at an appreciable—say, 30%, 40%, or greater—discount from its underlying value, calculated either as its liquidation value, going-concern value, or private-market value (the value a knowledgeable third party would reasonably pay for the business). Another standard is to invest when a security offers an acceptably attractive return to a long-term holder, such as a low-risk bond priced to yield 10% or more, or a stock with an 8% to 10% or higher free cash flow yield at a time when “risk-free” U.S. government bonds deliver 4% to 5% nominal and 2% to 3% real returns. Such demanding standards virtually ensure that absolute value will be quite scarce.

Another area where investors struggle is trying to define what constitutes a good business. Someone once defined the best possible business as a post office box to which people send money. That idea has certainly been eclipsed by the creation of subscription Web sites that accept credit cards. Today’s most profitable businesses are those in which you sell a fixed amount of work product—say, a piece of software or a hit recording—millions and millions of times at very low marginal cost. Good businesses are generally considered those with strong barriers to entry, limited capital requirements, reliable customers, low risk of technological obsolescence, abundant growth possibilities, and thus significant and growing free cash flow.

Businesses are also subject to changes in the technological and competitive landscape. Because of the Internet, the competitive moat surrounding the newspaper business—which was considered a very good business only a decade ago—has eroded faster than almost anyone anticipated. In an era of rapid technological change, investors must be ever vigilant, even with regard to companies that are not involved in technology but are simply affected by it. In short, today’s good businesses may not be tomorrow’s.

Investors also expend considerable effort attempting to assess the quality of a company’s management. Some managers are more capable or scrupulous than others, and some may be able to manage certain businesses and environments better than others. Yet, as Graham and Dodd noted, “Objective tests of managerial ability are few and far from scientific.” (p. 84) Make no mistake about it: a management’s acumen, foresight, integrity, and motivation all make a huge difference in shareholder returns. In the present era of aggressive corporate financial engineering, managers have many levers at their disposal to positively impact returns, including share repurchases, prudent use of leverage, and a valuation-based approach to acquisitions. Managers who are unwilling to make shareholder-friendly decisions risk their companies becoming perceived as “value traps”: inexpensively valued, but ultimately poor investments, because the assets are underutilized. Such companies often attract activist investors seeking to unlock this trapped value. Even more difficult, investors must decide whether to take the risk of investing—at any price—with management teams that have not always done right by shareholders. Shares of such companies may sell at steeply discounted levels, but perhaps the discount is warranted; value that today belongs to the equity holders may tomorrow have been spirited away or squandered.

An age-old difficulty for investors is ascertaining the value of future growth. In the preface to the first edition of Security Analysis, the authors said as much: “Some matters of vital significance, e.g., the determination of the future prospects of an enterprise, have received little space, because little of definite value can be said on the subject.” (p. xliii)

Clearly, a company that will earn (or have free cash flow of) $1 per share today and $2 per share in five years is worth considerably more than a company with identical current per share earnings and no growth. This is especially true if the growth of the first company is likely to continue and is not subject to great variability. Another complication is that companies can grow in many different ways—for example, selling the same number of units at higher prices; selling more units at the same (or even lower) prices; changing the product mix (selling proportionately more of the higher-profit-margin products); or developing an entirely new product line. Obviously, some forms of growth are worth more than others.

There is a significant downside to paying up for growth or, worse, to obsessing over it. Graham and Dodd astutely observed that “analysis is concerned primarily with values which are supported by the facts and not with those which depend largely upon expectations.” (p. 86) Strongly preferring the actual to the possible, they regarded the “future as a hazard which his [the analyst’s] conclusions must encounter rather than as the source of his vindication.” (p. 86) Investors should be especially vigilant against focusing on growth to the exclusion of all else, including the risk of overpaying. Again, Graham and Dodd were spot on, warning that “carried to its logical extreme, … [there is no price] too high for a good stock, and that such an issue was equally ‘safe’ after it had advanced to 200 as it had been at 25.” (p. 105) Precisely this mistake was made when stock prices surged skyward during the Nifty Fifty era of the early 1970s and the dot-com bubble of 1999 to 2000.

The flaw in such a growth-at-any-price approach becomes obvious when the anticipated growth fails to materialize. When the future disappoints, what should investors do? Hope growth resumes? Or give up and sell? Indeed, failed growth stocks are often so aggressively dumped by disappointed holders that their price falls to levels at which value investors, who stubbornly pay little or nothing for growth characteristics, become major holders. This was the case with many technology stocks that suffered huge declines after the dot-com bubble burst in the spring of 2000. By 2002, hundreds of fallen tech stocks traded for less than the cash on their balance sheets, a value investor’s dream. One such company was Radvision, an Israeli provider of voice, video, and data products whose stock subsequently rose from under $5 to the mid-$20s after the urgent selling abated and investors refocused on fundamentals.

Another conundrum for value investors is knowing when to sell. Buying bargains is the sweet spot of value investors, although how small a discount one might accept can be subject to debate. Selling is more difficult because it involves securities that are closer to fully priced. As with buying, investors need a discipline for selling. First, sell targets, once set, should be regularly adjusted to reflect all currently available information. Second, individual investors must consider tax consequences. Third, whether or not an investor is fully invested may influence the urgency of raising cash from a stockholding as it approaches full valuation. The availability of better bargains might also make one a more eager seller. Finally, value investors should completely exit a security by the time it reaches full value; owning overvalued securities is the realm of speculators. Value investors typically begin selling at a 10% to 20% discount to their assessment of underlying value—based on the liquidity of the security, the possible presence of a catalyst for value realization, the quality of management, the riskiness and leverage of the underlying business, and the investors’ confidence level regarding the assumptions underlying the investment.

Finally, investors need to deal with the complex subject of risk. As mentioned earlier, academics and many professional investors have come to define risk in terms of the Greek letter beta, which they use as a measure of past share price volatility: a historically more volatile stock is seen as riskier. But value investors, who are inclined to think about risk as the probability and amount of potential loss, find such reasoning absurd. In fact, a volatile stock may become deeply undervalued, rendering it a very low risk investment.

One of the most difficult questions for value investors is how much risk to incur. One facet of this question involves position size and its impact on portfolio diversification. How much can you comfortably own of even the most attractive opportunities? Naturally, investors desire to profit fully from their good ideas. Yet this tendency is tempered by the fear of being unlucky or wrong. Nonetheless, value investors should concentrate their holdings in their best ideas; if you can tell a good investment from a bad one, you can also distinguish a great one from a good one.

Investors must also ponder the risks of investing in politically unstable countries, as well as the uncertainties involving currency, interest rate, and economic fluctuations. How much of your capital do you want tied up in Argentina or Thailand, or even France or Australia, no matter how undervalued the stocks may be in those markets?

Another risk consideration for value investors, as with all investors, is whether or not to use leverage. While some value-oriented hedge funds and even endowments use leverage to enhance their returns, I side with those who are unwilling to incur the added risks that come with margin debt. Just as leverage enhances the return of successful investments, it magnifies the losses from unsuccessful ones. More importantly, nonrecourse (margin) debt raises risk to unacceptable levels because it places one’s staying power in jeopardy. One risk-related consideration should be paramount above all others: the ability to sleep well at night, confident that your financial position is secure whatever the future may bring.

Final Thoughts

In a rising market, everyone makes money and a value philosophy is unnecessary. But because there is no certain way to predict what the market will do, one must follow a value philosophy at all times. By controlling risk and limiting loss through extensive fundamental analysis, strict discipline, and endless patience, value investors can expect good results with limited downside. You may not get rich quick, but you will keep what you have, and if the future of value investing resembles its past, you are likely to get rich slowly. As investment strategies go, this is the most that any reasonable investor can hope for.

The real secret to investing is that there is no secret to investing. Every important aspect of value investing has been made available to the public many times over, beginning in 1934 with the first edition of Security Analysis. That so many people fail to follow this timeless and almost foolproof approach enables those who adopt it to remain successful. The foibles of human nature that result in the mass pursuit of instant wealth and effortless gain seem certain to be with us forever. So long as people succumb to this aspect of their natures, value investing will remain, as it has been for 75 years, a sound and low-risk approach to successful long-term investing.

SETH A. KLARMAN

Boston, Massachusetts, May, 2008
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THE LAPSE OF six years since first publication of this work supplies the excuse, if not the necessity, for the present comprehensive revision. Things happen too fast in the economic world to permit authors to rest comfortably for long. The impact of a major war adds special point to our problem. To the extent that we deal with investment policy we can at best merely hint at the war’s significance for the future. As for security analysis proper, the new uncertainties may complicate its subject matter, but they should not alter its foundations or its methods.

We have revised our text with a number of objectives in view. There are weaknesses to be corrected and some new judgments to be substituted. Recent developments in the financial sphere are to be taken into account, particularly the effects of regulation by the Securities and Exchange Commission. The persistence of low interest rates justifies a fresh approach to that subject; on the other hand the reaffirmance of Wall Street’s primary reliance on trend impels us to a wider, though not essentially different, critique of this modern philosophy of investment.

Although too great insistence on up-to-date examples may prove something of a boomerang, as the years pass swiftly, we have used such new illustrations as would occur to authors writing in 1939–1940. But we have felt also that many of the old examples, which challenged the future when first suggested, may now possess some utility as verifiers of the proposed techniques. Thus we have borrowed one of our own ideas and have ventured to view the sequel to all our germane 1934 examples as a “laboratory test” of practical security analysis. Reference to each such case, in the text or in notes, may enable the reader to apply certain tests of his own to the pretensions of the securities analyst.

The increased size of the book results partly from a larger number of examples, partly from the addition of clarifying material at many points, and perhaps mainly from an expanded treatment of railroad analysis and the addition of much new statistical material bearing on the exhibits of all the industrial companies listed on the New York Stock Exchange. The general arrangement of the work has been retained, although a few who use it as a text have suggested otherwise. We trust, however, that the order of the chapters can be revised in the reading, without too much difficulty, to convenience those who prefer to start, say, with the theory and practice of common-stock analysis.

BENJAMIN GRAHAM AND DAVID L. DODD
New York, New York, May, 1940
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THIS BOOK IS intended for all those who have a serious interest in security values. It is not addressed to the complete novice, however, for it presupposes some acquaintance with the terminology and the simpler concepts of finance. The scope of the work is wider than its title may suggest. It deals not only with methods of analyzing individual issues, but also with the establishment of general principles of selection and protection of security holdings. Hence much emphasis has been laid upon distinguishing the investment from the speculative approach, upon setting up sound and workable tests of safety, and upon an understanding of the rights and true interests of investors in senior securities and owners of common stocks.

In dividing our space between various topics the primary but not the exclusive criterion has been that of relative importance. Some matters of vital significance, e.g., the determination of the future prospects of an enterprise, have received little space, because little of definite value can be said on the subject. Others are glossed over because they are so well understood. Conversely we have stressed the technique of discovering bargain issues beyond its relative importance in the entire field of investment, because in this activity the talents peculiar to the securities analyst find perhaps their most fruitful expression. In similar fashion we have accorded quite detailed treatment to the characteristics of privileged senior issues (convertibles, etc.), because the attention given to these instruments in standard textbooks is now quite inadequate in view of their extensive development in recent years.

Our governing aim, however, has been to make this a critical rather than a descriptive work. We are concerned chiefly with concepts, methods, standards, principles, and, above all, with logical reasoning. We have stressed theory not for itself alone but for its value in practice. We have tried to avoid prescribing standards which are too stringent to follow, or technical methods which are more trouble than they are worth.

The chief problem of this work has been one of perspective—to blend the divergent experiences of the recent and the remoter past into a synthesis which will stand the test of the ever enigmatic future. While we were writing, we had to combat a widespread conviction that financial debacle was to be the permanent order; as we publish, we already see resurgent the age-old frailty of the investor—that his money burns a hole in his pocket. But it is the conservative investor who will need most of all to be reminded constantly of the lessons of 1931–1933 and of previous collapses. For what we shall call fixed-value investments can be soundly chosen only if they are approached—in the Spinozan phrase—“from the viewpoint of calamity.” In dealing with other types of security commitments, we have striven throughout to guard the student against overemphasis upon the superficial and the temporary. Twenty years of varied experience in Wall Street have taught the senior author that this overemphasis is at once the delusion and the nemesis of the world of finance.

Our sincere thanks are due to the many friends who have encouraged and aided us in the preparation of this work.

BENJAMIN GRAHAM AND DAVID L. DODD
New York, New York, May, 1934
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It was a distracted world before which McGraw-Hill set, with a thud, the first edition of Security Analysis in July 1934. From Berlin dribbled reports of a shake-up at the top of the German government. “It will simplify the Führer’s whole work immensely if he need not first ask somebody if he may do this or that,” the Associated Press quoted an informant on August 1 as saying of Hitler’s ascension from chancellor to dictator. Set against such epochal proceedings, a 727-page textbook on the fine points of value investing must have seemed an unlikely candidate for bestsellerdom, then or later.

In his posthumously published autobiography, The Memoirs of the Dean of Wall Street, Graham (1894–1976) thanked his lucky stars that he had entered the investment business when he did. The timing seemed not so propitious in the year of the first edition of Security Analysis, or, indeed, that of the second edition—expanded and revised—six years later. From its 1929 peak to its 1932 trough, the Dow Jones Industrial Average had lost 87% of its value. At cyclical low ebb, in 1933, the national unemployment rate topped 25%. That the Great Depression ended in 1933 was the considered judgment of the timekeepers of the National Bureau of Economic Research. Millions of Americans, however—not least, the relatively few who tried to squeeze a living out of a profitless Wall Street—had reason to doubt it.

The bear market and credit liquidation of the early 1930s gave the institutions of American finance a top-to-bottom scouring. What was left of them presently came in for a rough handling by the first Roosevelt administration. Graham had learned his trade in the Wall Street of the mid–nineteen teens, an era of lightly regulated markets. He began work on Security Analysis as the administration of Herbert Hoover was giving the country its first taste of thoroughgoing federal intervention in a peacetime economy. He was correcting page proofs as the Roosevelt administration was implementing its first radical forays into macroeconomic management. By 1934, there were laws to institute federal regulation of the securities markets, federal insurance of bank deposits, and federal price controls (not to put a cap on prices, as in later, inflationary times, but rather to put a floor under them). To try to prop up prices, the administration devalued the dollar. It is a testament to the enduring quality of Graham’s thought, not to mention the resiliency of America’s financial markets, that Security Analysis lost none of its relevance even as the economy was being turned upside down and inside out.

Five full months elapsed following publication of the first edition before Louis Rich got around to reviewing it in the New York Times. Who knows? Maybe the conscientious critic read every page. In any case, Rich gave the book a rave, albeit a slightly rueful one. “On the assumption,” he wrote, on December 2, 1934, “that despite the debacle of recent history there are still people left whose money burns a hole in their pockets, it is hoped that they will read this book. It is a full-bodied, mature, meticulous and wholly meritorious outgrowth of scholarly probing and practical sagacity. Although cast in the form and spirit of a textbook, the presentation is endowed with all the qualities likely to engage the liveliest interest of the layman.”1

How few laymen seemed to care about investing was brought home to Wall Street more forcefully with every passing year of the unprosperous postcrash era. Just when it seemed that trading volume could get no smaller, or New York Stock Exchange seat prices no lower, or equity valuations more absurdly cheap, a new, dispiriting record was set. It required every effort of the editors of the Big Board’s house organ, the Exchange magazine, to keep up a brave face. “Must There Be an End to Progress?” was the inquiring headline over an essay by the Swedish economist Gustav Cassel published around the time of the release of Graham and Dodd’s second edition (the professor thought not).2 “Why Do Securities Brokers Stay in Business?” the editors posed and helpfully answered, “Despite wearying lethargy over long periods, confidence abounds that when the public recognizes fully the value of protective measures which lately have been ranged about market procedure, investment interest in securities will increase.” It did not amuse the Exchange that a New York City magistrate, sarcastically addressing in his court a collection of defendants hauled in by the police for shooting craps on the sidewalk, had derided the financial profession. “The first thing you know,” the judge had upbraided the suspects, “you’ll wind up as stock brokers in Wall Street with yachts and country homes on Long Island.”3

In ways now difficult to imagine, Murphy’s Law was the order of the day; what could go wrong, did. “Depression” was more than a long-lingering state of economic affairs. It had become a worldview. The academic exponents of “secular stagnation,” notably Alvin Hansen and Joseph Schumpeter, each a Harvard economics professor, predicted a long decline in American population growth. This deceleration, Hansen contended in his 1939 essay, “together with the failure of any really important innovations of a magnitude to absorb large capital outlays, weighs very heavily as an explanation for the failure of the recent recovery to reach full employment.”4

Neither Hansen nor his readers had any way of knowing that a baby boom was around the corner. Nothing could have seemed more unlikely to a world preoccupied with a new war in Europe and the evident decline and fall of capitalism. Certainly, Hansen’s ideas must have struck a chord with the chronically underemployed brokers and traders in lower Manhattan. As a business, the New York Stock Exchange was running at a steady loss. From 1933, the year in which it began to report its financial results, through 1940, the Big Board recorded a profit in only one year, 1935 (and a nominal one, at that). And when, in 1937, Chelcie C. Bosland, an assistant professor of economics at Brown University, brought forth a book entitled The Common Stock Theory of Investment, he remarked as if he were repeating a commonplace that the American economy had peaked two decades earlier at about the time of what was not yet called World War I. The professor added, quoting unnamed authorities, that American population growth could be expected to stop in its tracks by 1975.5 Small wonder that Graham was to write that the acid test of a bond issuer was its capacity to meet its obligations not in a time of middling prosperity (which modest test today’s residential mortgage–backed securities struggle to meet) but in a depression. Altogether, an investor in those days was well advised to keep up his guard. “The combination of a record high level for bonds,” writes Graham in the 1940 edition, “with a history of two catastrophic price collapses in the preceding 20 years and a major war in progress is not one to justify airy confidence in the future.” (p. 142)

Wall Street, not such a big place even during the 1920s’ boom, got considerably smaller in the subsequent bust. Ben Graham, in conjunction with his partner Jerry Newman, made a very small cog of this low-horsepower machine. The two of them conducted a specialty investment business at 52 Wall Street. Their strong suits were arbitrage, reorganizations, bankruptcies, and other complex matters. A schematic drawing of the financial district published by Fortune in 1937 made no reference to the Graham-Newman offices. Then again, the partnerships and corporate headquarters that did rate a spot on the Wall Street map were themselves—by the standards of twenty-first-century finance—remarkably compact. One floor at 40 Wall Street was enough to contain the entire office of Merrill Lynch & Co. And a single floor at 2 Wall Street was all the space required to house Morgan Stanley, the hands-down leader in 1936 corporate securities underwriting, with originations of all of $195 million. Compensation was in keeping with the slow pace of business, especially at the bottom of the corporate ladder.6 After a 20% rise in the new federal minimum wage, effective October 1939, brokerage employees could earn no less than 30 cents an hour.7

In March 1940, the Exchange documented in all the detail its readers could want (and possibly then some) the collapse of public participation in the stock market. In the first three decades of the twentieth century, the annual volume of trading had almost invariably exceeded the quantity of listed shares outstanding, sometimes by a wide margin. And in only one year between 1900 and 1930 had annual volume amounted to less than 50% of listed shares—the exception being 1914, the year in which the exchange was closed for 4½ months to allow for the shock of the outbreak of World War I to sink in. Then came the 1930s, and the annual turnover as a percentage of listed shares struggled to reach as high as 50%. In 1939, despite a short-lived surge of trading on the outbreak of World War II in Europe, the turnover ratio had fallen to a shockingly low 18.4%. (For comparison, in 2007, the ratio of trading volume to listed shares amounted to 123%.) “Perhaps,” sighed the author of the study, “it is a fair statement that if the farming industry showed a similar record, government subsidies would have been voted long ago. Unfortunately for Wall Street, it seems to have too little sponsorship in officialdom.”8

If a reader took hope from the idea that things were so bad that they could hardly get worse, he or she was in for yet another disappointment. The second edition of Security Analysis had been published only months earlier when, on August 19, 1940, the stock exchange volume totaled just 129,650 shares. It was one of the sleepiest sessions since the 49,000-share mark set on August 5, 1916. For the entire 1940 calendar year, volume totaled 207,599,749 shares—a not very busy two hours’ turnover at this writing and 18.5% of the turnover of 1929, that year of seemingly irrecoverable prosperity. The cost of a membership, or seat, on the stock exchange sank along with turnover and with the major price indexes. At the nadir in 1942, a seat fetched just $17,000. It was the lowest price since 1897 and 97% below the record high price of $625,000, set—naturally—in 1929.

“‘The Cleaners,’” quipped Fred Schwed, Jr., in his funny and wise book Where Are the Customers’ Yachts? (which, like Graham’s second edition, appeared in 1940), “was not one of those exclusive clubs; by 1932, everybody who had ever tried speculation had been admitted to membership.”9 And if an investor did, somehow, manage to avoid the cleaner’s during the formally designated Great Depression, he or she was by no means home free. In August 1937, the market began a violent sell-off that would carry the averages down by 50% by March 1938. The nonfinancial portion of the economy fared little better than the financial side. In just nine months, industrial production fell by 34.5%, a sharper contraction even than that in the depression of 1920 to 1921, a slump that, for Graham’s generation, had seemed to set the standard for the most economic damage in the shortest elapsed time.10 The Roosevelt administration insisted that the slump of 1937 to 1938 was no depression but rather a “recession.” The national unemployment rate in 1938 was, on average, 18.8%.

In April 1937, four months before the bottom fell out of the stock market for the second time in 10 years, Robert Lovett, a partner at the investment firm of Brown Brothers Harriman & Co., served warning to the American public in the pages of the weekly Saturday Evening Post. Lovett, a member of the innermost circle of the Wall Street establishment, set out to demonstrate that there is no such thing as financial security—none, at least, to be had in stocks and bonds. The gist of Lovett’s argument was that, in capitalism, capital is consumed and that businesses are just as fragile, and mortal, as the people who own them. He invited his millions of readers to examine the record, as he had done: “If an investor had purchased 100 shares of the 20 most popular dividend-paying stocks on December 31, 1901, and held them through 1936, adding, in the meantime, all the melons in the form of stock dividends, and all the plums in the form of stock split-ups, and had exercised all the valuable rights to subscribe to additional stock, the aggregate market value of his total holdings on December 31, 1936, would have shown a shrinkage of 39% as compared with the cost of his original investment. In plain English, the average investor paid $294,911.90 for things worth $180,072.06 on December 31, 1936. That’s a big disappearance of dollar value in any language.” In the innocent days before the crash, people had blithely spoken of “permanent investments.” “For our part,” wrote this partner of an eminent Wall Street private bank, “we are convinced that the only permanent investment is one which has become a total and irretrievable loss.”11

Lovett turned out to be a prophet. At the nadir of the 1937 to 1938 bear market, one in five NYSE-listed industrial companies was valued in the market for less than its net current assets. Subtract from cash and quick assets all liabilities and the remainder was greater than the company’s market value. That is, business value was negative. The Great Atlantic & Pacific Tea Company (A&P), the Wal-Mart of its day, was one of these corporate castoffs. At the 1938 lows, the market value of the common and preferred shares of A&P at $126 million was less than the value of its cash, inventories, and receivables, conservatively valued at $134 million. In the words of Graham and Dodd, the still-profitable company was selling for “scrap.” (p. 673)

A Different Wall Street

Few institutional traces of that Wall Street remain. Nowadays, the big broker-dealers keep as much as $1 trillion in securities in inventory; in Graham’s day, they customarily held none. Nowadays, the big broker-dealers are in a perpetual competitive lather to see which can bring the greatest number of initial public offerings (IPOs) to the public market. In Graham’s day, no frontline member firm would stoop to placing an IPO in public hands, the risks and rewards for this kind of offering being reserved for professionals. Federal securities regulation was a new thing in the 1930s. What had preceded the Securities and Exchange Commission (SEC) was a regime of tribal sanction. Some things were simply beyond the pale. Both during and immediately after World War I, no self-respecting NYSE member firm facilitated a client’s switch from Liberty bonds into potentially more lucrative, if less patriotic, alternatives. There was no law against such a business development overture. Rather, according to Graham, it just wasn’t done.

A great many things weren’t done in the Wall Street of the 1930s. Newly empowered regulators were resistant to financial innovation, transaction costs were high, technology was (at least by today’s digital standards) primitive, and investors were demoralized. After the vicious bear market of 1937 to 1938, not a few decided they’d had enough. What was the point of it all? “In June 1939,” writes Graham in a note to a discussion about corporate finance in the second edition, “the S.E.C. set a salutary precedent by refusing to authorize the issuance of ‘Capital Income Debentures’ in the reorganization of the Griess-Pfleger Tanning Company, on the ground that the devising of new types of hybrid issues had gone far enough.” (p. 115, fn. 4) In the same conservative vein, he expresses his approval of the institution of the “legal list,” a document compiled by state banking departments to stipulate which bonds the regulated savings banks could safely own. The very idea of such a list flies in the face of nearly every millennial notion about good regulatory practice. But Graham defends it thus: “Since the selection of high-grade bonds has been shown to be in good part a process of exclusion, it lends itself reasonably well to the application of definite rules and standards designed to disqualify unsuitable issues.” (p. 169) No collateralized debt obligations stocked with subprime mortgages for the father of value investing!

The 1930s ushered in a revolution in financial disclosure. The new federal securities acts directed investor-owned companies to brief their stockholders once a quarter as well as at year-end. But the new standards were not immediately applicable to all public companies, and more than a few continued doing business the old-fashioned way, with their cards to their chests. One of these informational holdouts was none other than Dun & Bradstreet (D&B), the financial information company. Graham seemed to relish the irony of D&B not revealing “its own earnings to its own stockholders.” (p. 92, fn. 4) On the whole, by twenty-first-century standards, information in Graham’s time was as slow moving as it was sparse. There were no conference calls, no automated spreadsheets, and no nonstop news from distant markets—indeed, not much truck with the world outside the 48 states. Security Analysis barely acknowledges the existence of foreign markets.

Such an institutional setting was hardly conducive to the development of “efficient markets,” as the economists today call them—markets in which information is disseminated rapidly, human beings process it flawlessly, and prices incorporate it instantaneously. Graham would have scoffed at such an idea. Equally, he would have smiled at the discovery—so late in the evolution of the human species—that there was a place in economics for a subdiscipline called “behavioral finance.” Reading Security Analysis, one is led to wonder what facet of investing is not behavioral. The stock market, Graham saw, is a source of entertainment value as well as investment value: “Even when the underlying motive of purchase is mere speculative greed, human nature desires to conceal this unlovely impulse behind a screen of apparent logic and good sense. To adapt the aphorism of Voltaire, it may be said that if there were no such thing as common-stock analysis, it would be necessary to counterfeit it.” (p. 348)

Anomalies of undervaluation and overvaluation—of underdoing it and overdoing it—fill these pages. It bemused Graham, but did not shock him, that so many businesses could be valued in the stock market for less than their net current assets, even during the late 1920s’ boom, or that, in the dislocations to the bond market immediately following World War I, investors became disoriented enough to assign a higher price and a lower yield to the Union Pacific First Mortgage 4s than they did to the U.S. Treasury’s own Fourth Liberty 4¼s. Graham writes of the “inveterate tendency of the stock market to exaggerate.” (p. 679) He would not have exaggerated much if he had written, instead, “all markets.”

Though he did not dwell long on the cycles in finance, Graham was certainly aware of them. He could see that ideas, no less than prices and categories of investment assets, had their seasons. The discussion in Security Analysis of the flame-out of the mortgage guarantee business in the early 1930s is a perfect miniature of the often-ruinous competition in which financial institutions periodically engage. “The rise of the newer and more aggressive real estate bond organizations had a most unfortunate effect upon the policies of the older concerns,” Graham writes of his time and also of ours. “By force of competition they were led to relax their standards of making loans. New mortgages were granted on an increasingly liberal basis, and when old mortgages matured, they were frequently renewed in a larger sum. Furthermore, the face amount of the mortgages guaranteed rose to so high a multiple of the capital of the guarantor companies that it should have been obvious that the guaranty would afford only the flimsiest of protection in the event of a general decline in values.” (p. 217)

Security analysis itself is a cyclical phenomenon; it, too, goes in and out of fashion, Graham observed. It holds a strong, intuitive appeal for the kind of businessperson who thinks about stocks the way he or she thinks about his or her own family business. What would such a fount of common sense care about earnings momentum or Wall Street’s pseudo-scientific guesses about the economic future? Such an investor, appraising a common stock, would much rather know what the company behind it is worth. That is, he or she would want to study its balance sheet. Well, Graham relates here, that kind of analysis went out of style when stocks started levitating without reference to anything except hope and prophecy. So, by about 1927, fortune-telling and chart-reading had displaced the value discipline by which he and his partner were earning a very good living. It is characteristic of Graham that his critique of the “new era” method of investing is measured and not derisory. The old, conservative approach—his own—had been rather backward looking, Graham admits. It had laid more emphasis on the past than on the future, on stable earning power rather than tomorrow’s earnings prospects. But new technologies, new methods, and new forms of corporate organization had introduced new risks into the post–World War I economy. This fact—“the increasing instability of the typical business”—had blown a small hole in the older analytical approach that emphasized stable earnings power over forecast earnings growth. Beyond that mitigating consideration, however, Graham does not go. The new era approach, “which turned upon the earnings trend as the sole criterion of value, … was certain to end in an appalling debacle.” (p. 366) Which, of course, it did, and—in the CNBC-driven markets of the twenty-first century—continues to do at intervals today.

A Man of Many Talents

Benjamin Graham was born Benjamin Grossbaum on May 9, 1894, in London, and sailed to New York with his family before he was two. Young Benjamin was a prodigy in mathematics, classical languages, modern languages, expository writing (as readers of this volume will see for themselves), and anything else that the public schools had to offer. He had a tenacious memory and a love of reading—a certain ticket to academic success, then or later. His father’s death at the age of 35 left him, his two brothers, and their mother in the social and financial lurch. Benjamin early learned to work and to do without.

No need here for a biographical profile of the principal author of Security Analysis: Graham’s own memoir delightfully covers that ground. Suffice it to say that the high school brainiac entered Columbia College as an Alumni Scholar in September 1911 at the age of 17. So much material had he already absorbed that he began with a semester’s head start, “the highest possible advanced standing.”12 He mixed his academic studies with a grab bag of jobs, part-time and full-time alike. Upon his graduation in 1914, he started work as a runner and board-boy at the New York Stock Exchange member firm of Newberger, Henderson & Loeb. Within a year, the board-boy was playing the liquidation of the

Guggenheim Exploration Company by astutely going long the shares of Guggenheim and short the stocks of the companies in which Guggenheim had made a minority investment, as his no-doubt bemused elders looked on: “The profit was realized exactly as calculated; and everyone was happy, not least myself.”13

Security Analysis did not come out of the blue. Graham had supplemented his modest salary by contributing articles to the Magazine of Wall Street. His productions are unmistakably those of a self-assured and superbly educated Wall Street moneymaker. There was no need to quote expert opinion. He and the documents he interpreted were all the authority he needed. His favorite topics were the ones that he subsequently developed in the book you hold in your hands. He was partial to the special situations in which Graham-Newman was to become so successful. Thus, when a high-flying, and highly complex, American International Corp. fell from the sky in 1920, Graham was able to show that the stock was cheap in relation to the evident value of its portfolio of miscellaneous (and not especially well disclosed) investment assets.14 The shocking insolvency of Goodyear Tire and Rubber attracted his attention in 1921. “The downfall of Goodyear is a remarkable incident even in the present plenitude of business disasters,” he wrote, in a characteristic Graham sentence (how many financial journalists, then or later, had “plenitude” on the tips of their tongues?). He shrewdly judged that Goodyear would be a survivor.15 In the summer of 1924, he hit on a theme that would echo through Security Analysis: it was the evident non sequitor of stocks valued in the market at less than the liquidating value of the companies that issued them. “Eight Stock Bargains Off the Beaten Track,” said the headline over the Benjamin Graham byline: “Stocks that Are Covered Chiefly by Cash or the Equivalent—No Bonds or Preferred Stock Ahead of These Issues—An Unusually Interesting Group of Securities.” In one case, that of Tonopah Mining, liquid assets of $4.31 per share towered over a market price of just $1.38 a share.16

For Graham, an era of sweet reasonableness in investment thinking seemed to end around 1914. Before that time, the typical investor was a businessman who analyzed a stock or a bond much as he might a claim on a private business. He—it was usually a he—would naturally try to determine what the security-issuing company owned, free and clear of any encumbrances. If the prospective investment was a bond—and it usually was—the businessman-investor would seek assurances that the borrowing company had the financial strength to weather a depression.

“It’s not undue modesty,” Graham wrote in his memoir, “to say that I had become something of a smart cookie in my particular field.” His specialty was the carefully analyzed out-of-the-way investment: castaway stocks or bonds, liquidations, bankruptcies, arbitrage. Since at least the early 1920s, Graham had preached the sermon of the “margin of safety.” As the future is a closed book, he urged in his writings, an investor, as a matter of self-defense against the unknown, should contrive to pay less than “intrinsic” value. Intrinsic value, as defined in Security Analysis, is “that value which is justified by the facts, e.g., the assets, earnings, dividends, definite prospects, as distinct, let us say, from market quotations established by artificial manipulation or distorted by psychological excesses.” (p. 64)

He himself had gone from the ridiculous to the sublime (and sometimes back again) in the conduct of his own investment career. His quick and easy grasp of mathematics made him a natural arbitrageur. He would sell one stock and simultaneously buy another. Or he would buy or sell shares of stock against the convertible bonds of the identical issuing company. So doing, he would lock in a profit that, if not certain, was as close to guaranteed as the vicissitudes of finance allowed. In one instance, in the early 1920s, he exploited an inefficiency in the relationship between DuPont and the then red-hot General Motors (GM). DuPont held a sizable stake in GM. And it was for that interest alone which the market valued the big chemical company. By implication, the rest of the business was worth nothing. To exploit this anomaly, Graham bought shares in DuPont and sold short the hedge-appropriate number of shares in GM. And when the market came to its senses, and the price gap between DuPont and GM widened in the expected direction, Graham took his profit.17

However, Graham, like many another value investors after him, sometimes veered from the austere precepts of safe-and-cheap investing. A Graham only slightly younger than the master who sold GM and bought DuPont allowed himself to be hoodwinked by a crooked promoter of a company that seems not actually to have existed—at least, in anything like the state of glowing prosperity described by the manager of the pool to which Graham entrusted his money. An electric sign in Columbus Circle, on the upper West Side of Manhattan, did bear the name of the object of Graham’s misplaced confidence, Savold Tire. But, as the author of Security Analysis confessed in his memoir, that could have been the only tangible marker of the company’s existence. “Also, as far as I knew,” Graham added, “nobody complained to the district attorney’s office about the promoter’s bare-faced theft of the public’s money.” Certainly, by his own telling, Graham didn’t.18

By 1929, when he was 35, Graham was well on his way to fame and fortune. His wife and he kept a squadron of servants, including—for the first and only time in his life—a manservant for himself. With Jerry

Newman, Graham had compiled an investment record so enviable that the great Bernard M. Baruch sought him out. Would Graham wind up his business to manage Baruch’s money? “I replied,” Graham writes, “that I was highly flattered—flabbergasted, in fact—by his proposal, but I could not end so abruptly the close and highly satisfactory relations I had with my friends and clients.”19 Those relations soon became much less satisfactory.

Graham relates that, though he was worried at the top of the market, he failed to act on his bearish hunch. The Graham-Newman partnership went into the 1929 break with $2.5 million of capital. And they controlled about $2.5 million in hedged positions—stocks owned long offset by stocks sold short. They had, besides, about $4.5 million in outright long positions. It was bad enough that they were leveraged, as Graham later came to realize. Compounding that tactical error was a deeply rooted conviction that the stocks they owned were cheap enough to withstand any imaginable blow.

They came through the crash creditably: down by only 20% was, for the final quarter of 1929, almost heroic. But they gave up 50% in 1930, 16% in 1931, and 3% in 1932 (another relatively excellent showing), for a cumulative loss of 70%.20 “I blamed myself not so much for my failure to protect myself against the disaster I had been predicting,” Graham writes, “as for having slipped into an extravagant way of life which I hadn’t the temperament or capacity to enjoy. I quickly convinced myself that the true key to material happiness lay in a modest standard of living which could be achieved with little difficulty under almost all economic conditions”—the margin-of-safety idea applied to personal finance.21

It can’t be said that the academic world immediately clasped Security Analysis to its breast as the definitive elucidation of value investing, or of anything else. The aforementioned survey of the field in which Graham and Dodd made their signal contribution, The Common Stock Theory of Investment, by Chelcie C. Bosland, published three years after the appearance of the first edition of Security Analysis, cited 53 different sources and 43 different authors. Not one of them was named Graham or Dodd.

Edgar Lawrence Smith, however, did receive Bosland’s full and respectful attention. Smith’s Common Stocks as Long Term Investments, published in 1924, had challenged the long-held view that bonds were innately superior to equities. For one thing, Smith argued, the dollar (even the gold-backed 1924 edition) was inflation-prone, which meant that creditors were inherently disadvantaged. Not so the owners of common stock. If the companies in which they invested earned a profit, and if the managements of those companies retained a portion of that profit in the business, and if those retained earnings, in turn, produced future earnings, the principal value of an investor’s portfolio would tend “to increase in accordance with the operation of compound interest.”22

Smith’s timing was impeccable. Not a year after he published, the great Coolidge bull market erupted. Common Stocks as Long Term Investments, only 129 pages long, provided a handy rationale for chasing the market higher. That stocks do, in fact, tend to excel in the long run has entered the canon of American investment thought as a revealed truth (it looked anything but obvious in the 1930s). For his part, Graham entered a strong dissent to Smith’s thesis, or, more exactly, its uncritical bullish application. It was one thing to pay 10 times earnings for an equity investment, he notes, quite another to pay 20 to 40 times earnings. Besides, the Smith analysis skirted the important question of what asset values lay behind the stock certificates that people so feverishly and uncritically traded back and forth. Finally, embedded in Smith’s argument was the assumption that common stocks could be counted on to deliver in the future what they had done in the past. Graham was not a believer. (pp. 362–363)

If Graham was a hard critic, however, he was also a generous one. In 1939 he was given John Burr Williams’s The Theory of Investment Value to review for the Journal of Political Economy (no small honor for a Wall Street author-practitioner). Williams’s thesis was as important as it was concise. The investment value of a common stock is the present value of all future dividends, he proposed. Williams did not underestimate the significance of these loaded words. Armed with that critical knowledge, the author ventured to hope, investors might restrain themselves from bidding stocks back up to the moon again. Graham, in whose capacious brain dwelled the talents both of the quant and behavioral financier, voiced his doubts about that forecast. The rub, as he pointed out, was that, in order to apply Williams’s method, one needed to make some very large assumptions about the future course of interest rates, the growth of profit, and the terminal value of the shares when growth stops. “One wonders,” Graham mused, “whether there may not be too great a discrepancy between the necessarily hit-or-miss character of these assumptions and the highly refined mathematical treatment to which they are subjected.” Graham closed his essay on a characteristically generous and witty note, commending Williams for the refreshing level-headedness of his approach and adding: “This conservatism is not really implicit in the author’s formulas; but if the investor can be persuaded by higher algebra to take a sane attitude toward common-stock prices, the reviewer will cast a loud vote for higher algebra.”23

Graham’s technical accomplishments in securities analysis, by themselves, could hardly have carried Security Analysis through its five editions. It’s the book’s humanity and good humor that, to me, explain its long life and the adoring loyalty of a certain remnant of Graham readers, myself included. Was there ever a Wall Street moneymaker better steeped than Graham in classical languages and literature and in the financial history of his own time? I would bet “no” with all the confidence of a value investor laying down money to buy an especially cheap stock.

Yet this great investment philosopher was, to a degree, a prisoner of his own times. He could see that the experiences through which he lived were unique, that the Great Depression was, in fact, a great anomaly. If anyone understood the folly of projecting current experience into the unpredictable future, it was Graham. Yet this investment-philosopher king, having spent 727 pages (not including the gold mine of an appendix) describing how a careful and risk-averse investor could prosper in every kind of macroeconomic conditions, arrives at a remarkable conclusion.

What of the institutional investor, he asks. How should he invest? At first, Graham diffidently ducks the question—who is he to prescribe for the experienced financiers at the head of America’s philanthropic and educational institutions? But then he takes the astonishing plunge. “An institution,” he writes, “that can manage to get along on the low income provided by high-grade fixed-value issues should, in our opinion, confine its holdings to this field. We doubt if the better performance of common-stock indexes over past periods will, in itself, warrant the heavy responsibilities and the recurring uncertainties that are inseparable from a common-stock investment program.” (pp. 709–710)

Could the greatest value investor have meant that? Did the man who stuck it out through ruinous losses in the Depression years and went on to compile a remarkable long-term investment record really mean that common stocks were not worth the bother? In 1940, with a new world war fanning the Roosevelt administration’s fiscal and monetary policies, high-grade corporate bonds yielded just 2.75%, while blue-chip equities yielded 5.1%. Did Graham mean to say that bonds were a safer proposition than stocks? Well, he did say it. If Homer could nod, so could Graham—and so can the rest of us, whoever we are. Let it be a lesson.
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ALTHOUGH, STRICTLY speaking, security analysis may be carried on without reference to any definite program or standards of investment, such a specialization of functions would be quite unrealistic. Critical examination of balance sheets and income accounts, comparisons of related or similar issues, studies of the terms and protective covenants behind bonds and preferred stocks—these typical activities of the securities analyst are invariably carried on with some practical idea of purchase or sale in mind, and they must be viewed against a broader background of investment principles, or perhaps of speculative precepts. In this work we shall not strive for a precise demarcation between investment theory and analytical technique but at times shall combine the two elements in the close relationship that they possess in the world of finance.

It seems best, therefore, to preface our exposition with a concise review of the problems of policy that confront the security buyer. Such a discussion must be colored, in part at least, by the conditions prevailing when this chapter was written. But it is hoped that enough allowance will be made for the possibility of change to give our conclusions more than passing interest and value. Indeed, we consider this element of change as a central fact in the financial universe. For a better understanding of this point we are presenting some data, in conspectus form, designed to illustrate the reversals and upheavals in values and standards that have developed in the past quarter century.

The three reference periods 1911–1913, 1923–1925, and 1936–1938 were selected to represent the nearest approximations to “normal,” or relative stability, that could be found at intervals during the past quarter century. Between the first and second triennium we had the war collapse and hectic prosperity, followed by the postwar hesitation, inflation, and deep depression. Between 1925 and 1936 we had the “new-era boom,” the great

FINANCIAL AND ECONOMIC DATA FOR THREE REFERENCE PERIODS
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* Axe-Houghton indexes of business activity and of industrial stock prices, both unadjusted for trend; yields on 10 high-grade railroad bonds—all by courtesy of E. W. Axe & Co., Inc.

† High, low, and average prices are compared with average earnings and dividends in each period.

‡ 1936-1938 figures adjusted to reflect 40% stock dividend.

§ Figures adjusted to reflect various stock dividends and split-ups between 1913 and 1930, equivalent ultimately to about 25 shares in 1936 for 1 share in 1912.

|| Exclusive of one share of Electric Bond and Share Securities Corporation distributed as a dividend in 1925.

¶ 1936-1938 figures adjusted to reflect six-for-one exchange of shares in 1926.

collapse and depression, and a somewhat irregular recovery towards normal. But if we examine the three-year periods themselves, we cannot fail to be struck by the increasing tendency toward instability even in relatively normal times. This is shown vividly in the progressive widening of the graphs in Chart A, page 6, which trace the fluctuations in general business and industrial stock prices during the years in question.

It would be foolhardy to deduce from these developments that we must expect still greater instability in the future. But it would be equally imprudent to minimize the significance of what has happened and to return overreadily to the comfortable conviction of 1925 that we were moving steadily towards both greater stability and greater prosperity. The times would seem to call for caution in embracing any theory as to the future and for flexible and open-minded investment policies. With these caveats to guide us, let us proceed to consider briefly certain types of investment problems.

A. INVESTMENT IN HIGH-GRADE BONDS AND
PREFERRED STOCKS

Bond investment presents many more perplexing problems today than seemed to be true in 1913. The chief question then was how to get the highest yield commensurate with safety; and if the investor was satisfied with the lower yielding standard issues (nearly all consisting of railroad mortgage bonds), he could supposedly “buy them with his eyes shut and put them away and forget them.” Now the investor must wrestle with a threefold problem: safety of interest and principal, the future of bond yields and prices, and the future value of the dollar. To describe the dilemma is easy; to resolve it satisfactorily seems next to impossible.

1. Safety of Interest and Principal. Two serious depressions in the past twenty years, and the collapse of an enormous volume of railroad issues once thought safe beyond question, suggest that the future may have further rude shocks for the complacent bond investor. The old idea of “permanent investments,” exempt from change and free from care, is no doubt permanently gone. Our studies lead us to conclude, however, that by sufficiently stringent standards of selection and reasonably frequent scrutiny thereafter the investor should be able to escape most of the serious losses that have distracted him in the past, so that his collection of interest and principal should work out at a satisfactory percentage even in times of depression. Careful selection must include a due regard to future prospects, but we do not consider that the investor need be clairvoyant or that he must confine himself to companies that hold forth exceptional promise of expanding profits. These remarks relate to (really) high-grade preferred stocks as well as to bonds.

2. Future of Interest Rates and Bond Prices. The unprecedentedly low yields offered by both short- and long-term bond issues may well cause concern to the investor for other reasons than a natural dissatisfaction with the small return that his money brings him. If these low rates should prove temporary and are followed by a rise to previous levels, long-term bond prices could lose some 25%, or more, of their market value. Such a price decline would be equivalent to the loss of perhaps ten years’ interest. In 1934 we felt that this possibility must be taken seriously into account, because the low interest rates then current might well have been a phenomenon of subnormal business, subject to a radical advance with returning trade activity. But the persistence of these low rates for many years, and in the face of the considerable business expansion of 1936–1937, would argue strongly for the acceptance of this condition as a well-established result of a plethora of capital or of governmental fiscal policy or of both.

A new uncertainty has been injected into this question by the outbreak of a European war in 1939. The first World War brought about a sharp increase in interest rates and a corresponding severe fall in high-grade bond prices. There are sufficient similarities and differences, both, between the 1914 and the 1939 situations to make prediction too risky for comfort. Obviously the danger of a substantial fall in bond prices (from the level of early 1940) is still a real one; yet a policy of noninvestment awaiting such a contingency is open to many practical objections. Perhaps a partiality to maturities no longer than, say, fifteen years from purchase date may be the most logical reaction to this uncertain situation.

For the small investor, United States Savings Bonds present a perfect solution of this problem (as well as the one preceding), since the right of redemption at the option of the holder guarantees them against a lower price. As we shall point out in a more detailed discussion, the advent of these baby bonds has truly revolutionized the position of most security buyers.

Chart A.
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Chart B.
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3. The Value of the Dollar. If the investor were certain that the purchasing power of the dollar is going to decline substantially, he undoubtedly should prefer common stocks or commodities to bonds. To the extent that inflation, in the sense commonly employed, remains a possibility, the investment policy of the typical bond buyer is made more perplexing. The arguments for and against ultimate inflation are both unusually weighty, and we must decline to choose between them. The course of the price level since 1933 would seem to belie inflation fears, but the past is not necessarily conclusive as to the future. Prudence may suggest some compromise in investment policy, to include a component of common stocks or tangible assets, designed to afford some protection against a serious fall in the dollar’s value. Such a hybrid policy would involve difficult problems of its own; and in the last analysis each investor must decide for himself which of the alternative risks he would prefer to run.

B. SPECULATIVE BONDS AND PREFERRED STOCKS

The problems related to this large class of securities are not inherent in the class itself, but are rather derived from those of investment bonds and of common stocks, between which they lie. The broad principles underlying the purchase of speculative senior issues remain, in our opinion, the same as they always were: (1) A risk of principal loss may not be offset by a higher yield alone but must be accompanied by a commensurate chance of principal profit; (2) it is generally sounder to approach these issues as if they were common stocks, but recognizing their limited claims, than it is to consider them as an inferior type of senior security.

C. THE PROBLEM OF COMMON-STOCK
INVESTMENT

Common-stock speculation, as the term has always been generally understood, is not so difficult to understand as it is to practice successfully. The speculator admittedly risks his money upon his guess or judgment as to the general market or the action of a particular stock or possibly on some future development in the company’s affairs. No doubt the speculator’s problems have changed somewhat with the years, but we incline to the view that the qualities and training necessary for success, as well as the mathematical odds against him, are not vitally different now from what they were before. But stock speculation, as such, does not come within the scope of this volume.

Current Practice. We are concerned, however, with common-stock investment, which we shall define provisionally as purchases based upon analysis of value and controlled by definite standards of safety of principal. If we look to current practice to discern what these standards are, we find little beyond the rather indefinite concept that “a good stock is a good investment.” “Good” stocks are those of either (1) leading companies with satisfactory records, a combination relied on to produce favorable results in the future; or (2) any well-financed enterprise believed to have especially attractive prospects of increased future earnings. (As of early 1940, we may cite Coca-Cola as an example of (1), Abbott Laboratories as an example of (2), and General Electric as an example of both.)

But although the stock market has very definite and apparently logical ideas as to the quality of the common stocks that it buys for investment, its quantitative standards—governing the relation of price to determinable value—are so indefinite as to be almost nonexistent. Balance-sheet values are considered to be entirely out of the picture. Average earnings have little significance when there is a marked trend. The so-called “price-earnings ratio” is applied variously, sometimes to the past, sometimes to the present, and sometimes to the near future. But the ratio itself can scarcely be called a standard, since it is controlled by investment practice instead of controlling it. In other words the “right” price-earnings ratio for any stock is what the market says it is. We can find no evidence that at any time from 1926 to date common-stock investors as a class have sold their holdings because the price-earnings ratios were too high.

How the present practice of common-stock investors, including the investment trusts almost without exception, can properly be termed investment, in view of this virtual absence of controlling standards, is more than we can fathom. It would be far more logical and helpful to call it “speculation in stocks of strong companies.” Certainly the results in the stock market of such “investment” have been indistinguishable from those of old-time speculation, except perhaps for the margin element. A striking confirmation of this statement, as applied to the years after the 1929 crash, is found by comparing the price range of General Electric since 1930 with that of common stocks generally. The following figures show that General Electric common, which is perhaps the premier and undoubtedly the longest entrenched investment issue in the industrial field today, has fluctuated more widely in market price than have the rank and file of common stocks.

PRICE RANGES OF GENERAL ELECTRIC COMMON, DOW-JONES INDUSTRIALS, AND STANDARD
STATISTICS’ INDUSTRIAL STOCK INDEX, 1930–1939
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It was little short of nonsense for the stock market to say in 1937 that General Electric Company was worth $1,870,000,000 and almost precisely a year later that it was worth only $784,000,000. Certainly nothing had happened within twelve months’ time to destroy more than half the value of this powerful enterprise, nor did investors even pretend to claim that the falling off in earnings from 1937 to 1938 had any permanent significance for the future of the company. General Electric sold at 64[image: image] because the public was in an optimistic frame of mind and at 27¼ because the same people were pessimistic. To speak of these prices as representing “investment values” or the “appraisal of investors” is to do violence either to the English language or to common sense, or both.

Four Problems. Assuming that a common-stock buyer were to seek definite investment standards by which to guide his operations, he might well direct his attention to four questions: (1) the general future of corporation profits, (2) the differential in quality between one type of company and another, (3) the influence of interest rates on the dividends or earnings return that he should demand, and finally (4) the extent to which his purchases and sales should be governed by the factor of timing as distinct from price.

The General Future of Corporate Profits. If we study these questions in the light of past experience, our most pronounced reaction is likely to be a wholesome scepticism as to the soundness of the stock market’s judgment on all broad matters relating to the future. The data in our first table show quite clearly that the market underestimated the attractiveness of industrial common stocks as a whole in the years prior to 1926. Their prices generally represented a rather cautious appraisal of past and current earnings, with no signs of any premium being paid for the possibilities of growth inherent in the leading enterprises of a rapidly expanding commonwealth. In 1913 railroad and traction issues made up the bulk of investment bonds and stocks. By 1925 a large part of the investment in street railways had been endangered by the development of the automobile, but even then there was no disposition to apprehend a similar threat to the steam railroads.

The widespread recognition of the factor of future growth in common stocks first asserted itself as a stock-market influence at a time when in fact the most dynamic factors in our national expansion (territorial development and rapid accretions of population) were no longer operative, and our economy was about to face grave problems of instability arising from these very checks to the factor of growth. The overvaluations of the new-era years extended to nearly every issue that had even a short period of increasing earnings to recommend it, but especial favor was accorded the public-utility and chain-store groups. Even as late as 1931 the high prices paid for these issues showed no realization of their inherent limitations, just as five years later the market still failed to appreciate the critical changes taking place in the position of railroad bonds as well as stocks.

Quality Differentials. The stock market of 1940 has its well-defined characteristics, founded chiefly on the experience of the recent past and on the rather obvious prospects of the future. The tendency to favor the larger and stronger companies is perhaps more pronounced than ever. This is supported by the record since 1929, which indicates, we believe, both better resistance to depression and a more complete recovery of earning power in the case of the leading than of the secondary companies. There is also the usual predilection for certain industrial groups, including companies of smaller size therein. Most prominent are the chemical and aviation shares—the former because of their really remarkable record of growth through research, the latter because of the great influx of armament orders.

But these preferences of the current stock market, although easily understood, may raise some questions in the minds of the sceptical. First to be considered is the extraordinary disparity between the prices of prominent and less popular issues. If average earnings of 1934–1939 are taken as a criterion, the “good stocks” would appear to be selling about two to three times as high as other issues. In terms of asset values the divergence is far greater, since obviously the popular issues have earned a much larger return on their invested capital. The ignoring of asset values has reached a stage where even current assets receive very little attention, so that even a moderately successful enterprise is likely to be selling at considerably less than its liquidating value if it happens to be rich in working capital.

The relationship between “good stocks” and other stocks must be considered in the light of what is to be expected of American business generally. Any prediction on the latter point would be highly imprudent; but it is in order to point out that the record of the last fifteen years does not in itself supply the basis for an expectation of a long-term upward movement in volume and profits. In so far as we judge the future by the past we must recognize a rather complete transformation in the apparent outlook of 1940 against that in 1924. In the earlier year a secular rise in production and a steady advance in the figure taken as “normal” were accepted as a matter of course. But so far as we can see now, the 1923–1925 average of industrial production, formerly taken as 100 on the Federal Reserve Board’s index,1 must still be considered as high a normal as we have any right to prognosticate. Needless to say, the investor will not deny the possibility of a renewed secular rise, but the important point for him is that he cannot count upon it.

If this is the working hypothesis of the present stock market, it follows that stock buyers are expecting in general a further growth in the earnings of large companies at the expense of smaller ones and of favorably situated industries at the expense of all others. Such an expectation appears to be the theoretical basis for the high price of the one group and the low prices found elsewhere. That stocks with good past trends and favorable prospects are worth more than others goes without saying. But is it not possible that Wall Street has carried its partiality too far—in this as in so many other cases? May not the typical large and prosperous company be subject to a twofold limitation: first, that its very size precludes spectacular further growth; second, that its high rate of earnings on invested capital makes it vulnerable to attack if not by competition then perhaps by regulation?

Perhaps, also, the smaller companies and the less popular industries as a class may be definitely undervalued, both absolutely and in relation to the favored issues. Surely this can be true in theory, since at some price level the good stocks must turn out to have been selling too high and the others too low. There are strong, if not conclusive, reasons for arguing that this point may have already been reached in 1940. The two possible points of weakness in the “good stocks” are paralleled by corresponding favorable possibilities in the others. The numerous issues selling below net current asset value, even in normal markets, are a powerful indication that Wall Street’s favoritism has been overdone. Finally, if we carry the analysis further, we must realize that the smaller listed companies are representative of the hundreds of thousands of private enterprises, of all sizes, throughout the country. Wall Street is apparently predicting the continued decline of all business except the very largest, which is to flourish mightily. In our own opinion such a development appears neither economically probable nor politically possible.

Similar doubts may be voiced as to the stock market’s emphasis on certain favored industries. This is something that, by the nature of the case, must always be overdone—since there are no quantitative checks on the public’s enthusiasm for what it likes. Not only has the market invariably carried its optimism too far, but it has shown a surprising aptitude for favoring industries that soon turned out to be facing adverse developments. (Witness the baking stocks in 1925, the radio and refrigeration issues in 1927, the public utility and chain stores in 1928–1929, the liquor issues in 1933.) It is interesting to compare the “investor’s” eagerness to buy Abbott Laboratories in 1939 and his comparative indifference to American Home Products—the one kind of pharmaceutical company being thought to have brilliant, and the other to have only mediocre, prospects in store. This distinction may prove to have been soundly and shrewdly drawn; but the student who remembers the market’s not so remote enthusiasm for American Home Products itself and its companions (particularly Lambert) in 1927 can hardly be too confident of the outcome.2

Interest Rates. Coming now to the third point of importance, viz., the relation between interest rates and common-stock prices, it is clear that if current low bond yields are permanent, they must produce a corresponding decline in average stock yields and an advance in the value of a dollar of expected earning power, as compared with the situation, say, in 1923–1925. The more liberal valuation of earnings in 1936–1938, as shown by the data relating to the Dow-Jones Industrial Average on page 22, would thus appear to have been justified by the change in the long-term interest rate. The disconcerting question presents itself, however, whether or not the fall in interest rates is not closely bound up with the cessation of the secular expansion of business and with a decline in the average profitability of invested capital. If this is so, the debit factors in stock values generally may outweigh the credit influence of low interest rates, and a typical dollar of earning power in 1936–1938 may not really have been worth more than it should have been worth a decade and a half previously.

The Factor of Timing. Increasing importance has been ascribed in recent years to the desirability of buying and selling at the right time, as distinguished from the right price. In earlier periods, when the prices of investment issues did not usually fluctuate over a wide range, the time of purchase was not considered of particular importance. Between 1924 and 1929, a comfortable but quite misleading confidence developed in the unlimited future growth of sound stocks, so that any mistake in timing was sure to be rectified by the market’s recovery to ever higher levels. The past decade has witnessed very wide fluctuations without a long-term upward trend, except in a relatively small number of issues. Under these conditions it is not surprising that successful investment seems, like successful speculation, to be bound up inescapably with the choice of the right moment to buy and to sell. We thus find that forecasting of the major market swings appears now to be an integral part of the art of investment in common stocks.

The validity of stock-market forecasting methods is a subject for extensive inquiry and perhaps vigorous controversy. At this point we must content ourselves with a summary judgment, which may reflect our own prejudices along with our investigations. It is our view that stock-market timing cannot be done, with general success, unless the time to buy is related to an attractive price level, as measured by analytical standards. Similarly, the investor must take his cue to sell primarily not from so-called technical market signals but from an advance in the price level beyond a point justified by objective standards of value. It may be that within these paramount limits there are refinements of stock-market technique that can make for better timing and more satisfactory over-all results. Yet we cannot avoid the conclusion that the most generally accepted principle of timing—viz., that purchases should be made only after an upswing has definitely announced itself—is basically opposed to the essential nature of investment. Traditionally the investor has been the man with patience and the courage of his convictions who would buy when the harried or disheartened speculator was selling. If the investor is now to hold back until the market itself encourages him, how will he distinguish himself from the speculator, and wherein will he deserve any better than the ordinary speculator’s fate?

Conclusion. Our search for definite investment standards for the common-stock buyer has been more productive of warnings than of concrete suggestions. We have been led to the old principle that the investor should wait for periods of depressed business and market levels to buy representative common stocks, since he is unlikely to be able to acquire them at other times except at prices that the future may cause him to regret. On the other hand, the thousands of so-called “secondary companies” should offer at least a moderate number of true investment opportunities under all conditions, except perhaps in the heydey of a bull market. This wide but quite unpopular field may present the more logical challenge to the interest of the bona fide investor and to the talents of the securities analyst.


PART I
SURVEY AND APPROACH
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THE ESSENTIAL LESSONS
BY ROGER LOWENSTEIN
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If the modern reader were asked, what did the junk bonds of the 1980s, the dot-com stocks of the late 1990s, and, more recently, the various subprime mortgage portfolios of the 2000s all have in common, the first correct answer is that each of them took a nosedive from a highly inflated price to one rather closer to zero. You can throw in, for good measure, the net asset value and reputation of the world’s most intelligent hedge fund, Long-Term Capital Management (LTCM). The second right answer is that each was an investment disaster whose perils could have been avoided by a patient reading of Security Analysis. Graham and Dodd wrote the first edition in 1934 and first revised it in 1940—some four decades before Michael Milken became a household name and three score years in advance of the frenzy for no-documentation, adjustable-rate mortgages. The authors advocated more than a merely generalized skepticism. They prescribed (as we will see) a series of specific injunctions, each of which would have served as a prophylactic against one or more of the above-named fiascos and their associated investment fads.

While the book was received by serious investors as an instant classic, I cannot say it elevated Wall Street or the public above their tendency to speculate. If I can venture a guess as to why, it is that even the experienced investor is too often like the teenage driver first taking over the wheel. He hears the advice about being careful, avoiding icy patches and so forth, and consigns it to the remote part of his brain reserved for archived parental instructions. He surely does not want to wreck the family car, but avoiding an accident is a low priority because he does not think it will happen to him. Thus with our investor: he is focused on making money, not with averting the myriad potential wrecks in the investment landscape. And I suspect that Graham and Dodd have been ignored by those who suffer from the misconception that trying to make serious money requires that one take serious risks. In fact, the converse is true. Avoiding serious loss is a precondition for sustaining a high compound rate of growth.

In 25 years as a financial journalist, virtually all of the investors of this writer’s acquaintance who have consistently earned superior profits have been Graham-and-Dodders. The most famous, of course, is Warren Buffett, and he is also the most illustrative. Buffett became Graham’s pupil and disciple in 1950, when as a scrawny 20-year-old, he confided to a friend that he would be studying under a pair of “hotshots” (meaning Benjamin Graham and his assistant David Dodd) at the Columbia Business School.1 And he was also, years later, the first to admit that he had moved beyond the stocks that lay within his master’s ken. Buffett was an adapter; he did not imitate his mentor stroke for stroke. He began with Ben Graham types of stocks such as Berkshire Hathaway, which was then a struggling textile maker, and he moved on to Walt Disney and American Express, which possessed less in the way of tangible assets but more in economic value. Yet his approach remained consistent (even if the choice of securities it yielded did not).

It is this approach, successfully applied by a devoted minority of other professional and individual investors, that makes Security Analysis an enduring roadmap. It is still the bible for avoiding those icy patches—perhaps that much seems obvious—but it is also an instruction manual for identifying investments that are superior as well as safe.

This was known without a doubt to the working investors who enrolled in Graham’s classes, some of whom would bolt from the lecture hall to call their brokers with the names of the stocks that Professor Graham had used as examples. One later successful broker maintained that Graham’s tips had been so valuable that the class actually paid for his degree. Whatever the literal truth, Graham was the rare academic who was both theoretician and working practitioner. Some brief knowledge of the man will elucidate his approach.2 At a personal level, Graham was a caricature of the absent-minded professor, a devotee of the classics, a student of Latin and Greek, and a translator of Spanish poetry who could dress for work in mismatched shoes and who evidenced little interest in money. But intellectually, his curiosity was unrivaled. When he graduated from Columbia in 1914, he was offered positions in English, mathematics, and philosophy. Taking the advice of a college dean, he went to Wall Street, which he treated rather like another branch of academia—that is, as a discipline that was subject to logical and testable principles (albeit ones that had yet to be discovered). He gravitated to money management, in which he excelled, eventually combining it with writing and teaching. It took Graham 20 years—which is to say, a complete cycle from the bull market of the Roaring Twenties through the dark, nearly ruinous days of the early 1930s—to refine his investment philosophy into a discipline that was as rigorous as the Euclidean theorems he had studied in college.

An Analytical Discipline

This analytical approach is evident from the first chapter; indeed, it is the cornerstone of Part I, in which Graham and Dodd set forth the fundamentals. They promise to use “established principles and sound logic,” or what the authors term “the scientific method,” and yet they recognize that, as with law or medicine, investing is not hard science but a discipline in which both skill and chance play a role. Security Analysis is their prescription for maximizing the influence of the former and minimizing that of the latter. If you want to trust your portfolio to luck, this is not the book for you. It is addressed primarily to the investor, as opposed to the speculator, and the distinction that Graham and Dodd drew between them remains the heart of the work.

The investors in Graham’s day, of course, operated in a vastly different landscape than today’s. They suffered periodic and often severe economic depressions, as distinct from the occasional and generally mild recessions that have been the rule of late. They had less faith that the future would deliver prosperity, and they had less reliable information about specific securities. For such reasons, they were more inclined to invest in bonds than in stocks, most often in the bonds of well-known industrial companies. And the names of the leading companies didn’t change much from year to year or even from decade to decade. American industry was increasingly regulated, and it was not as dynamic as it has been in recent times. Wall Street was an exclusive club, and investing was a rich person’s game, not the popular sport it has become. The range of investment possibilities was also narrower. As for “alternative investments”—suffice to say that investing in a start-up that had yet to earn any profits would have been considered positively daft.

The changes in the marketplace have been so profound that it might seem astonishing that an investment manual written in the 1930s would have any relevance today. But human nature doesn’t change. People still oscillate between manic highs and depressive lows, and in their hunger for instant profits, their distaste for the hard labor of serious study and for independent thought, modern investors look very much like their grandfathers and even their great-grandfathers. Then as now, it takes discipline to overcome the demons (largely emotional) that impede most investors. And the essentials of security analysis have not much changed.

In the 1930s, there was a common notion that bonds were safe—suitable for “investment”—while stocks were unsafe. Graham and Dodd rejected this mechanical rule, as they did, more generally, the notion of relying on the form of any security. They recognized that the various issues in the corporate food chain (senior bonds, junior debt, preferred stock, and common) were not so much dissimilar but rather part of a continuum. And though a bondholder, it is true, has an economic, and also a legal, priority over a stockholder, it is not the contractual obligation that provides safety to the bondholder, the authors pointed out, but “the ability of the debtor corporation to meet its obligations.” And it follows that (leaving aside the tax shield provided from interest expense) the bondholder’s claim cannot be worth more than the company’s net worth would be to an owner who held it free and clear of debt.

This might seem obvious, but it was in no way apparent to the creditors of Federated Department Stores (which operated Bloomingdale’s and other high-end retailers) during the junk bond mania of the late 1980s. Investment banks had discovered, without any sense of shame, that they could sell junk bonds to a credulous public irrespective of the issuers’ ability to repay them. In 1988, Federated agreed to a leveraged acquisition by the Canadian developer and corporate raider Robert Campeau, which committed the company to annual interest charges thereafter of $600 million. This was rather an interesting figure because Federated was earning only $400 million.3 The Federated bonds thus violated the rule that creditors can never extract more from a company than it actually has. (They also violated common sense.) Not two years later, Federated filed for bankruptcy and its bonds crashed. Needless to say, the investors hadn’t read Graham and Dodd.

In accordance with the customs of its era, Security Analysis spends more time on bonds than it would were it written today (another sign of its Great Depression vintage is that there is scant mention of the risk that inflation poses to bondholders). But the general argument against evaluating securities on the basis of their type or formal classification is as trenchant as ever. Investors may have overcome (to a fault) their fear of stocks, but they fall into equally simplistic traps, such as supposing that investing in a stock market index is always and ever prudent—or even, until recently, that real estate “never goes down.” Graham and Dodd’s rejoinder was timeless: at a price, any security can be a suitable investment, but, to repeat, none is safe merely by virtue of its form. Nor does the fact that a stock is “blue chip” (that is, generally respected and widely owned) protect investors from loss. Graham and Dodd cited AT&T, which tumbled from a price of $494 a share in 1929 to a Depression low of $36. Modern readers will think of Ma Bell’s notorious offspring, Lucent Technologies, which in the late 1990s was the bluest of blue chips—the darling of institutional investors—until it tumbled from $80 to less than a dollar.

Graham and Dodd went from AT&T and from the general madness of the late 1920s to argue that the standard for an investment could not be based on “psychological” factors such as popularity or renown—for it would allow the market to invent new standards as it went along. The parallel to the Internet bubble of the late 1990s is eerie, for making up standards is exactly what so-called investors did. Promoters claimed that stocks no longer needed earnings, and the cream of Wall Street—firms such as Morgan Stanley, Goldman Sachs, and Merrill Lynch—thought nothing of touting issues of companies that did not have a prayer of realizing profits.

Beware of Capitalizing Hope

When Graham and Dodd warned against “the capitalization of entirely conjectural future prospects,” they could have been referring to the finde-siècle saga of Internet Capital Group (ICG), which provided seed money to Web-based start-ups, most of which were trying to start online businesses. It put money in some 47 of these prospects, and its total investment was about $350 million. Then, in August 1999, ICG itself went public at a price of $6 a share. By year-end, amidst the frenzy for Internet stocks, it was trading at $170. At that price, it was valued at precisely $46 billion. Since the company had little of value besides its investments in the start-ups, the market was assuming that, on average, its 47 seedlings would provide an average return of better than 100 to 1. Talk about capitalizing hope! Most investors do not realize a 100-for-1 return even once in their lifetimes. Alas, within a couple of years ICG’s shares had been reappraised by the market at 25 cents.

Such vignettes, though useful as well as entertaining, are merely proscriptive; they tell us what not to do. It is only when, after considerable discussion, Graham and Dodd delineate the boundary line between investment and speculation that we get our first insight of what to do. “An investment,” we are told in a carefully chosen phrase, is an operation “that promises safety of principal and a satisfactory return.”

The operative word here is “promises.” It does not assume an ironclad guarantee (some promises after all are broken, and some investments do lose money). But it assumes a high degree of certainty. No one would have said of an Internet Capital Group that it “promised” safety. But that is perhaps too easy a case. Let us look at a more established and, indeed, a more reasonably priced stock, that of Washington Mutual. Most of its shareholders at the end of 2006 presumably would have classified themselves as “investors.” The bank was large and geographically diverse; it had increased earnings nine straight years before falling off, only slightly, in 2006. Its stock over those 10 years had well more than doubled.

True, “WaMu,” as it is known, had a large portfolio of mortgages, including subprime mortgages. Across the United States, such mortgages had been extended on an increasingly flimsy basis (that is, to borrowers of dubious credit), and defaults had started to tick up. But WaMu was held in high regard. It was said to have the most sophisticated tools for risk assessment, and its public statements were reassuring. The chairman’s year-end letter applauded his company for being “positioned … to deliver stronger operating performance in 2007.” The casual stock picker, even the professional, would have had no trouble describing WaMu as an “investment.”

Graham and Dodd, however, insisted that “safety must be based on study and on standards,” in particular, study of the published financials. For 2006, WaMu’s annual report indicated a balance of $20 billion of sub-prime loans, which (though WaMu didn’t make the connection) was equal to 80% of its total stockholder equity. What’s more, the subprime portfolio had doubled in four years. WaMu had made it a practice of getting such loans off its balance sheet by securitizing them and selling them to investors, but, as it noted, if delinquency rates were to rise, investors might have less appetite for subprime loans and WaMu could wind up stuck with them. And delinquency rates were rising. Subprime loans classified as “nonperforming” had jumped by 50% in the past year and had tripled in four years. The risk of nonpayment was especially acute because WaMu had issued many loans above the traditional limit of 80% of home value—meaning that if the real estate market were to weaken, some customers would owe more than their homes were worth.

WaMu had a much larger portfolio, about $100 billion, of traditional mortgages (those rated higher than subprime). But even many of these loans were not truly “traditional.” On 60% of the mortgages in its total portfolio, the interest rate was due to adjust within one year, meaning that its customers could face sharply higher—and potentially unaffordable—rates. WaMu disclosed that such folks had been spared the possibility of foreclosure by the steady rise in home prices. This was a rather powerful admission, especially as, the bank observed, “appreciation levels experienced during the past five years may not continue.” In fact, the real estate slump was becoming national news. WaMu had bet the ranch on a rising market and now the market was tanking.

Parsing such disclosures may seem like a lot of effort (WaMu’s report is 194 pages), and indeed it does entail work. But no one who took the trouble to read WaMu’s annual report would have concluded that WaMu promised safety. The Graham and Dodd investor therefore would have been spared the pain when home prices fell and subprime losses sharply escalated. Such losses would soon prove catastrophic. Late in 2007 WaMu abandoned the subprime business and laid off thousands of employees. For the fourth quarter, it reported a loss of nearly $2 billion, and over the full year its shares suffered a 70% decline.

Since (as WaMu discovered) market trends can quickly reverse, Graham and Dodd counseled readers to invest on a sounder foundation, that is, on the basis of a security’s intrinsic value. They never—surprise to say—define the term, but we readily grasp its meaning. “Intrinsic value” is the worth of an enterprise to one who owns it “for keeps.” Logically, it must be based on the cash flow that would go to a continuing owner over the long run, as distinct from a speculative assessment of its resale value.

The underlying premise requires a tiny leap of faith. Occasionally, stocks and bonds trade for less than intrinsic value, thus the opportunity. But sooner or later—here is where faith comes into the picture—such securities should revert to intrinsic value (else why invest in them?). To summarize the core of Part I in plain English, Graham and Dodd told investors to look for securities at a hefty discount to what they are worth.

A Range of Values

The rub, then and now, is how to calculate that worth. I suspect the authors deliberately refrained from defining intrinsic value, lest they convey the misleading impression that the value of a security can be precisely determined. Given the practical limits of people’s ability to forecast (an earnings report, a romance, the weather, or anything), the authors urge that investors think in terms of a range of values. Happily, this is quite satisfactory for the purposes of investors. To quote Graham and Dodd: “It is quite possible to decide by inspection that a woman is old enough to vote without knowing her age or that a man is heavier than he should be without knowing his weight.” (p. 66)

Precision is in any case unnecessary because the aim is to pay a good deal less than intrinsic value, so as to provide a margin of safety. Just as it would be tempting fate to cross a bridge while carrying the maximum allowable tonnage, buying a stock at full value would involve “a speculative component” (since one’s calculation of value could be off).

A somewhat similar cautionary note is that favorable odds will not endow the gambler with the element of safety required for investing. Graham and Dodd used the example of a mythical roulette wheel in which the odds had been reversed to 19 to 18 in favor of the customer. “If the player wagers all his money on a single number, the small odds in his favor are of slight importance,” the authors note. In fact, the investor would be ill advised to risk his all on a single spin even if the odds were strongly in his favor.

The Long-Term Capital Management hedge fund made just such a bet, or a series of bets, in 1998. Each of its trades had been mathematically calculated (the fund had a pair of Nobel Prize winners in residence), and its previous experience suggested that on each of its trades the odds were in its favor. However, LTCM, which was highly leveraged, risked far more than it could afford to lose. And its various bets, though superficially unrelated, were linked thematically (each was a bet that the risk premiums on bonds would narrow). When one trade fell, they all did, and the legendary fund was wiped out.

So we are back to the question of what will qualify as an investment. There is a well-traveled myth that Graham and Dodd exclusively relied on a company’s book value to determine a safe threshold. While intrinsic value measures the economic potential—what an owner might hope to get out of an asset—book value is an arithmetic computation of what has been invested into it.4 But book value alone cannot be determinative. If you invested an equal sum in, say, two auto companies, one run by Toyota and the other by General Motors, the book values would be equal, but their intrinsic or economic values would be very different. Graham and Dodd did not fall into this error; they stated plainly that, in terms of forecasting the course of stock prices, book value was “almost worthless as a practical matter.”

But Graham frequently found securities that, solely on the basis of their assets and after putting them to hard study, met the safety-of-principal test. In the 1930s, markets were so depressed that it was not uncommon for stocks to sell at less than the value of their cash on hand, even after subtracting their debt. (This was akin to buying a home for less than the amount of money in the bedroom safe and getting to keep the safe as well!) Such hypercheap investments are scarcer today due to the broader-based interest in the stock market and to the armies of investors, often armed with computer screens, perpetually looking for bargains.

Bargain Hunting

Nonetheless, they do exist. Individual stocks are often cheap when a whole industry or group of securities has been sold down indiscriminately. In the early 1980s, for instance, the savings and loan industry was depressed, and for good reason. Following the elimination of regulatory ceilings on interest rates, thrifts had been forced to pay higher rates for short-term deposits than they were receiving on long-term loans. Mutual savings banks (owned by their depositors) began to go public to attract more capital, and as they did so, their stocks fetched very low values. United Savings Bank of Tacoma, for one, traded at only 35% of book value. Though many thrifts of the day were weak, Tacoma was profitable and well capitalized. “People didn’t understand them,” says one investor who did. “They had just converted [from mutual ownership], they were small, they were off people’s radar.” Within a year, the investor had quintupled his money.

Another opportunity beckoned in 1997, after the contagious meltdown of Asian stock and currency markets. Once again, the selling was indiscriminate—it tarred good companies and bad alike. Graham and Dodd investors responded opportunistically, booking flights to Hong Kong, Singapore, and Kuala Lumpur. Greg Alexander, who manages money for Ruane Cunniff & Goldfarb, read the annual report of every Asian company he had heard of and determined that South Korea, which previously had discouraged foreign investment and was thus especially short on capital, offered the best bargains. He flew to Seoul and, though still in a jet-lagged stupor, realized he was in a Graham-and-Dodders’ heaven. Cheap stocks were hanging on the market like overripe fruit. Shinyoung Securities, a local brokerage firm that had stocked up on high-yielding South Korean government bonds when interest rates were at a peak, was trading at less than half of book value. Surprisingly, even as late as 2004, Daekyo Corp., an after-school tutoring company, was trading at only $20 a share, even though each share represented $22.66 in cash in addition to a slice of the ongoing business. In Graham and Dodd terms, such stocks promised safety because they were selling for less than their tangible worth. Alexander bought a dozen South Korean stocks; each would rise manyfold within a relatively short time.

The competition for such values is fiercer in the United States, but they can be found, especially, again, when some broader trend punishes an entire sector of the market. In 2001, for instance, energy stocks were cheap (as was the price of oil). Graham and Dodd would not have advised speculating on the price of oil—which is dependent on myriad uncertain factors from OPEC to the growth rate of China’s economy to the weather. But because the industry was depressed, drilling companies were selling for less than the value of their equipment. Ensco International was trading at less than $15 per share, while the replacement value of its rigs was estimated at $35. Patterson-UTI Energy owned some 350 rigs worth about $2.8 billion. Yet its stock was trading for only $1 billion. Investors were getting the assets at a huge discount. Though the subsequent oil price rise made these stocks home runs, the key point is that the investments weren’t dependent on the oil price. Graham and Dodd investors bought into these stocks with a substantial margin of safety.

A more common sort of asset play involves peering through the corporate shell to the various subsidiaries: sometimes, the pieces add up to more than the whole. An interesting case was Xcel Energy in 2002. Xcel owned five subsidiaries, so analyzing the stock required some mathematical deconstruction (Graham had a natural affinity for such calculations). Four of the subsidiaries were profitable utilities; the other was an alternative energy supplier that was overloaded with debt and apparently headed for bankruptcy. The parent was not responsible for the subsidiary’s debt. However, in the aftermath of the Enron collapse, utility holding companies were shunned by investors. “It was a strange time,” recalled a hedge fund manager. “People were selling first and examining second. The market was irrational.”

Xcel’s bonds were trading at 56 cents on the dollar (thus, you could buy a $1,000 obligation of the parent for only $560). And the bonds paid an attractive coupon of 7%. The question was whether Xcel could pay the interest. The hedge fund investor discovered that Xcel had $1 billion of these bonds outstanding and that the book value of its healthy subsidiaries was $4 billion (these are the sort of endlessly useful figures that can be dug out of corporate disclosures). On paper, then, its assets were enough to redeem the bonds with plenty to spare. The hedge fund investor bought every bond he could find.

When no more of the bonds were available, the investor began to look at Xcel’s stock, which was depressed for the same reason as its bonds. The stock wasn’t quite as safe (in a bankruptcy, bondholders get paid off first). Still, the investor’s calculations had convinced him that the parent company would not file for bankruptcy. And the profitable subsidiaries were earning $500 million, more than $1 a share. The stock was trading at $7, or less than seven times earnings. So the investor bought the stock too.

The weak subsidiary did file for bankruptcy, but as expected this did not detract from the value of the parent. Within a year, the panic over such utilities subsided, and Wall Street reevaluated Xcel. The bonds went from $56 to $105. The stock also soared. The investor doubled his money on each of his Xcel trades. Neither had been a roll of the dice; rather, each was quantifiably demonstrable as a Graham and Dodd investment. “It was a safe, steady industry,” the investor agreed. “Not a lot of business-cycle risks. I think Ben Graham would have approved.”

As intriguing as Xcel types of puzzles may be, most stocks will simply be valued on their earnings. In reality, the process isn’t “simple.” Valuing equities involves a calculation of what a company should be able to earn each year, going forward, as distinct from taking a snapshot of the assets it has at the moment. Graham and Dodd reluctantly endorsed this exercise—“reluctantly” because the future is never as certain as the present.

Forecasting Flows

To forecast earnings with any degree of confidence is extremely difficult. The best guide can only be what a company has earned in the past. But capitalism is dynamic. Graham and Dodd frowned on trying to estimate earnings for businesses of “inherently unstable character.” Due to the rapidity with which technology evolves, many high-tech companies are innately unstable or at least unpredictable. In the late 1990s, Yahoo! was vulnerable to the risk that somebody would invent a better search engine (somebody did: Google). McDonald’s doesn’t face that risk. Its business depends largely on its brand, whose strength is unlikely to change much from one year to the next. And no one is going to reinvent the hamburger. It should be noted, though, that even McDonald’s cannot stand still; it has recently introduced espresso on its menu, in part to fend off competitors such as Starbucks.

Some present-day Graham-and-Dodders (perhaps because Buffett has had a well-publicized aversion to high tech) have a mistaken notion that all technology is impossible to analyze and is therefore off-limits. Such a wooden rule violates the Graham and Dodd precept that analysts make a fact-determinant, company-specific analysis. One example of a high-tech company that submits to a Graham type of analysis is Amazon.com. Though it does business exclusively on the Web, Amazon is essentially a retailer, and it may be evaluated in the same way as Wal-Mart, Sears, and so forth. The question, as always, is, does the business provide an adequate margin of safety at a given market price. For much of Amazon’s short life, the stock was wildly overpriced. But when the dot-com bubble burst, its securities collapsed. Buffett himself bought Amazon’s deeply discounted bonds after the crash, when there was much fearful talk that Amazon was headed for bankruptcy. The bonds subsequently rose to par, and Buffett made a killing. Another example is Intel, now a relatively mature manufacturer whose chip volume varies with the performance of the economy much as General Motors’ did in earlier eras. Indeed, Intel has been around for far longer than GM had been when Graham and Dodd were writing this book.

In estimating future earnings (for any sort of business), Security Analysis provides two vital rules. One, as noted, is that companies with stable earnings are easier to forecast and hence preferable. The world having become more changeable, this precept might be modestly updated, to wit: the more volatile a firm’s earnings, the more cautious one should be in estimating its future and the further back into its past one should look. Graham and Dodd suggested 10 years.

The second point relates to the tendency of earnings to fluctuate, at least somewhat, in a cyclical pattern. Therefore, Graham and Dodd made a vital (and oft-overlooked) distinction. A firm’s average earnings can provide a rough guide to the future; the earnings trend is far less reliable. Any baseball fan knows that just because a .250 hitter hits .300 for a week, it cannot be assumed that he will necessarily hit that well for the rest of the season. And even if he does, the odds are he will revert to form the next year. But investors get seduced by the trend; perhaps they want to be seduced, for as Graham and Dodd observed, “Trends carried far enough into the future will yield any desired result.”

To understand the distinction between the average and the trend, let’s look at the earnings per share of Microsoft over the last half of the 1990s. (Each year is for the 12-month period ended in June.)


	1995

	$0.16



	1996

	$0.23



	1997

	$0.36



	1998

	$0.46



	1999

	$0.77



	2000

	$0.91





Although the average for the period is 48 cents, the more recent numbers are higher, and the upward trend is unmistakable. Projecting the trend into the future, a casual analyst at the turn of the century might have penciled in numbers like this:


	$1.10



	$1.30



	$1.55





Give or take a few pennies, this is exactly what so-called analysts were doing. Early in 2000, the stock was trading above $50, based on the expectation that earnings would continue to soar. But 2000 was the peak of the cycle for ordering new computers. As new orders fell, Microsoft’s earnings plummeted. In 2001, it earned 72 cents. The next year, it earned only 50 cents, virtually equal to its average for the mid-1990s. The stock plunged into the low $20s.

Microsoft, however, was not some Internet fly-by-night. Over 20 years, it has always been profitable, and aside from the 2001–2002 cyclical slump, its earnings have steadily increased. Investors arguably overreacted to the slump much as, in the past, they overreacted to favorable news. They became fearful that Google might invade Microsoft’s turf, though this concern was highly speculative. Microsoft continued to dominate operating software (indeed, it has had a virtual monopoly in that business) and to generate a prodigious cash flow. Also, since it has little need for reinvestment, it is free to employ its cash as it chooses. (By contrast, an airline must continually reinvest in new planes.) In that sense, Microsoft is an inherently good business. By fiscal 2007, it was trading at a multiple of only 15 times earnings, well less than its intrinsic characteristics justified given the strength of the franchise. Once Wall Street reawakened to the fact, the stock quickly rose 50% from its low. This demonstrates the continuing pas de deux of price and value. At a high price, Microsoft was a sheer speculation; at a low one, a sound investment.

The mention of cash flow points to an area in which Security Analysis is truly dated. In the 1930s, companies did not have to publish cash flow reports, and virtually none of them did. Today, detailed cash flow statements are required, and for serious investors they are indispensable. The income statement gives the company’s accounting profit; the cash flow statement reports what happened to its money.

Companies that try to cook the books such as Enron or Waste Management can always dress up the earnings statement, at least for a while. But they can’t manufacture cash. Thus, when the income statement and the cash flow statement start to diverge, it’s a signal that something is amiss. At Sunbeam, the high-flying appliance company run by “Chain-saw” Al Dunlap, sales of blenders were reportedly (reported by the company, that is) going through the roof, but the cash flow wasn’t. It turned out that Dunlap was engaged in a massive fraud. Though he sold the company, it collapsed soon after, and “Chainsaw” was sawed off by the SEC from ever again serving as an officer or director in a public company.

Similarly, when Lucent’s stock was sky-high, it was not actually collecting cash for many of the phone systems it was delivering, in particular to customers in developing countries. It was, in effect, loaning them out pending payment. Though these “sales” were booked into earnings, once again, the cash flow statement didn’t lie.

This is a mischief that Graham would have discovered because an uncollected item goes on the balance sheet as a receivable, and Graham was a fiend for reading balance sheets. Graham and Dodd paid more attention to the balance sheet, which records a moment in financial time, than to earnings and cash flow statements, which depict the change over a previous quarter or year, because such information was either not available or not very detailed. Even the requirement for quarterly earnings was new in 1940, and earnings statements did not come freighted, as they do today, with detailed footnotes and discussions of significant risks.

Graham supplemented the published financials (though they were his primary source) with a highly eclectic mix of trade and government publications. When researching a coal stock, he consulted reports of the U.S. Coal Commission; on autos, Cram’s Auto Service. For contemporary investors, in most cases, published financials are both exhaustive and reliable. Also, today, industry data are more widely available.

An investor in U.S. securities thus faces a challenge unimaginable to Graham and Dodd. Where the latter suffered a paucity of information, investors today confront a surfeit. Company financials are denser, and the information on the Internet is, of course, unlimited—a worrisome fact given its uneven quality. The challenge is to weed out what is irrelevant, insignificant, or just plain wrong, or rather, to identify what in particular is important. This would have meant identifying cash flow issues at Lucent or subprime exposure in the case of WaMu before the stocks ran into trouble.

As a rule of thumb, investors should spend the bulk of their time on the disclosures of the security under study, and they should spend significant time on the reports of competitors. The point is not just to memorize the numbers but to understand them; as we have seen, both the balance sheet and the statement of cash flow will throw significant light on the number that Wall Street pays the most attention to, the reported earnings.

There cannot be an absolute recommendation regarding investors’ sources because people learn in different ways. Walter Schloss, a Graham employee and later a famed investor in his own right, and his son and associate Edwin shared a single telephone so that neither would spend too much time talking on it. (The Schlosses worked in an office that has been compared to a closet.) Like the Schlosses, many investors work best in teams. On the other hand, Buffett, who works in an unpretentious office in Omaha, is famously solitary. His partner, Charlie Munger, resides in Los Angeles, 1,500 miles west, and in a day-to-day sense, Buffett operates largely on his own. And while some investors rely strictly on the published financials, others do substantial legwork. Eddie Lampert, the hedge fund manager, visited dozens of outlets of auto-parts retailer AutoZone before he bought a controlling stake in it. This was Lampert’s way of getting into his comfort zone.

Information at a Premium

In general, the greater dispersion of public information today puts a premium on information that is exclusive. The most likely source of exclusive information (apologies to Schloss) is the telephone. Some mutual funds employ former journalists to ferret out investing “scoops.” They call former employees for a candid appraisal of management; they talk to suppliers and competitors. One mutual fund discovered that a just-named CEO of a prominent financial company had confessed to an associate that he was nervous about taking the job because he couldn’t read financial statements. The fund, which had been looking at the stock, immediately lost interest. Though not everyone has the resources to hire a private sleuth, some research is eminently affordable. An enterprising stockbroker kept tabs on one of his stocks, Jones Soda, by chatting up baristas at Starbucks, one of the outlets where Jones was sold. When they told him that Starbucks was dropping the brand, he sold the stock pronto. Also, there is a certain kind of conviction that can be gleaned only from hearing management answer unscripted questions. Be forewarned, though; some executives will lie.

Graham was particularly mistrustful of executives (he did not like to visit managements for this reason). He and Dodd warned that “objective tests of managerial ability are few.” Just as it is difficult to apportion proper credit to a winning coach, it is hard to say how much of a company’s success is attributable to the executives. Investors often ascribe to managerial prowess what could be the residue of favorable conditions (or simply of good luck). Coca-Cola’s earnings were rising sharply in the early and mid-1990s, and the company’s aggressively promotional CEO, Roberto Goizueta, was feted on the cover of Fortune. Goizueta was talented, but his talent was fully reflected in Coca-Cola’s earnings, and the earnings were reflected in the price of the stock. Investors, however, went a further step, pushing the stock to a lofty 45 times earnings due to their faith in management to increase earnings. Graham and Dodd referred to this as “double-counting”—that is, investors buy the stock on the basis of their faith in management and then, seeing that the stock has risen, take it as additional proof of management’s powers and bid the stock up further. In 1997, an analyst at Oppenheimer was so smitten by Goizueta, who died later that year, that he wrote that Coca-Cola had “absolute control over near-term results.”5

Such faith was misplaced on three accounts. First, Goizueta’s talent was already factored into the stock. Second, the notion that management had “absolute control” was a myth, as was demonstrated when growth tapered off. Third, to the extent it did have control, it was by “managing” Coca-Cola’s earnings, with the aid of dubious accounting contrivances. For instance, Coca-Cola made a practice of selling stakes in bottling plants and booking the gains into operating earnings to make its numbers. The suggestion that Goizueta was a magically talented guru was a warning signal. Rather than prove that Goizueta had the power to levitate earnings in the future, it raised questions about the quality of the earnings he had achieved in the past. As reality caught up with Coca-Cola, the stock went into a decadelong funk.

Such examples should demonstrate that investing is hardly less risky today than in Graham and Dodd’s era, nor is the human spirit less vulnerable to temptation and error. The complexity of our markets has further enhanced the need for an investing guide that is straightforward, logical, detailed, and, most especially, prudent. This and no more was the authors’ brief. Herewith Part I—a primer on intrinsic value, an exploration of investment as distinct from speculation, and an introduction to Graham and Dodd’s approach, their philosophy, their stratagems and guidance, and their tools.


Chapter 1
THE SCOPE AND LIMITATIONS OF
SECURITY ANALYSIS. THE CONCEPT
OF INTRINSIC VALUE

Copyright © 2009 by The McGraw-Hill Companies, Inc. Click here for terms of use.

ANALYSIS CONNOTES the careful study of available facts with the attempt to draw conclusions therefrom based on established principles and sound logic. It is part of the scientific method. But in applying analysis to the field of securities we encounter the serious obstacle that investment is by nature not an exact science. The same is true, however, of law and medicine, for here also both individual skill (art) and chance are important factors in determining success or failure. Nevertheless, in these professions analysis is not only useful but indispensable, so that the same should probably be true in the field of investment and possibly in that of speculation.

In the last three decades the prestige of security analysis in Wall Street has experienced both a brilliant rise and an ignominious fall—a history related but by no means parallel to the course of stock prices. The advance of security analysis proceeded uninterruptedly until about 1927, covering a long period in which increasing attention was paid on all sides to financial reports and statistical data. But the “new era” commencing in 1927 involved at bottom the abandonment of the analytical approach; and while emphasis was still seemingly placed on facts and figures, these were manipulated by a sort of pseudo-analysis to support the delusions of the period. The market collapse in October 1929 was no surprise to such analysts as had kept their heads, but the extent of the business collapse which later developed, with its devastating effects on established earning power, again threw their calculations out of gear. Hence the ultimate result was that serious analysis suffered a double discrediting: the first—prior to the crash—due to the persistence of imaginary values, and the second—after the crash—due to the disappearance of real values.

The experiences of 1927–1933 were of so extraordinary a character that they scarcely provide a valid criterion for judging the usefulness of security analysis. As to the years since 1933, there is perhaps room for a difference of opinion. In the field of bonds and preferred stocks, we believe that sound principles of selection and rejection have justified themselves quite well. In the common-stock arena the partialities of the market have tended to confound the conservative viewpoint, and conversely many issues appearing cheap under analysis have given a disappointing performance. On the other hand, the analytical approach would have given strong grounds for believing representative stock prices to be too high in early 1937 and too low a year later.

THREE FUNCTIONS OF ANALYSIS:
1. DESCRIPTIVE FUNCTION

The functions of security analysis may be described under three headings: descriptive, selective, and critical. In its more obvious form, descriptive analysis consists of marshalling the important facts relating to an issue and presenting them in a coherent, readily intelligible manner. This function is adequately performed for the entire range of marketable corporate securities by the various manuals, the Standard Statistics and Fitch services, and others. A more penetrating type of description seeks to reveal the strong and weak points in the position of an issue, compare its exhibit with that of others of similar character, and appraise the factors which are likely to influence its future performance. Analysis of this kind is applicable to almost every corporate issue, and it may be regarded as an adjunct not only to investment but also to intelligent speculation in that it provides an organized factual basis for the application of judgment.

2. THE SELECTIVE FUNCTION OF SECURITY ANALYSIS

In its selective function, security analysis goes further and expresses specific judgments of its own. It seeks to determine whether a given issue should be bought, sold, retained, or exchanged for some other. What types of securities or situations lend themselves best to this more positive activity of the analyst, and to what handicaps or limitations is it subject? It may be well to start with a group of examples of analytical judgments, which could later serve as a basis for a more general inquiry.

Examples of Analytical Judgments. In 1928 the public was offered a large issue of 6% noncumulative preferred stock of St. Louis-San Francisco Railway Company priced at 100. The record showed that in no year in the company’s history had earnings been equivalent to as much as 1½ times the fixed charges and preferred dividends combined. The application of well-established standards of selection to the facts in this case would have led to the rejection of the issue as insufficiently protected.

A contrasting example: In June 1932 it was possible to purchase 5% bonds of Owens-Illinois Glass Company, due 1939, at 70, yielding 11% to maturity. The company’s earnings were many times the interest requirements—not only on the average but even at that time of severe depression. The bond issue was amply covered by current assets alone, and it was followed by common and preferred stock with a very large aggregate market value, taking their lowest quotations. Here, analysis would have led to the recommendation of this issue as a strongly entrenched and attractively priced investment.

Let us take an example from the field of common stocks. In 1922, prior to the boom in aviation securities, Wright Aeronautical Corporation stock was selling on the New York Stock Exchange at only $8, although it was paying a $1 dividend, had for some time been earning over $2 a share, and showed more than $8 per share in cash assets in the treasury. In this case analysis would readily have established that the intrinsic value of the issue was substantially above the market price.

Again, consider the same issue in 1928 when it had advanced to $280 per share. It was then earning at the rate of $8 per share, as against $3.77 in 1927. The dividend rate was $2; the net-asset value was less than $50 per share. A study of this picture must have shown conclusively that the market price represented for the most part the capitalization of entirely conjectural future prospects—in other words, that the intrinsic value was far less than the market quotation.

A third kind of analytical conclusion may be illustrated by a comparison of Interborough Rapid Transit Company First and Refunding 5s with the same company’s Collateral 7% Notes, when both issues were selling at the same price (say 62) in 1933. The 7% notes were clearly worth considerably more than the 5s. Each $1,000 note was secured by deposit of $1,736 face amount of 5s; the principal of the notes had matured; they were entitled either to be paid off in full or to a sale of the collateral for their benefit. The annual interest received on the collateral was equal to about $87 on each 7% note (which amount was actually being distributed to the note holders), so that the current income on the 7s was considerably greater than that on the 5s. Whatever technicalities might be invoked to prevent the note holders from asserting their contractual rights promptly and completely, it was difficult to imagine conditions under which the 7s would not be intrinsically worth considerably more than the 5s.

A more recent comparison of the same general type could have been drawn between Paramount Pictures First Convertible Preferred selling at 113 in October 1936 and the common stock concurrently selling at 15[image: image]. The preferred stock was convertible at the holders’ option into seven times as many shares of common, and it carried accumulated dividends of about $11 per share. Obviously the preferred was cheaper than the common, since it would have to receive very substantial dividends before the common received anything, and it could also share fully in any rise of the common by reason of the conversion privilege. If a common stockholder had accepted this analysis and exchanged his shares for one-seventh as many preferred, he would soon have realized a large gain both in dividends received and in principal value.1

Intrinsic Value vs. Price. From the foregoing examples it will be seen that the work of the securities analyst is not without concrete results of considerable practical value, and that it is applicable to a wide variety of situations. In all of these instances he appears to be concerned with the intrinsic value of the security and more particularly with the discovery of discrepancies between the intrinsic value and the market price. We must recognize, however, that intrinsic value is an elusive concept. In general terms it is understood to be that value which is justified by the facts, e.g., the assets, earnings, dividends, definite prospects, as distinct, let us say, from market quotations established by artificial manipulation or distorted by psychological excesses. But it is a great mistake to imagine that intrinsic value is as definite and as determinable as is the market price. Some time ago intrinsic value (in the case of a common stock) was thought to be about the same thing as “book value,” i.e., it was equal to the net assets of the business, fairly priced. This view of intrinsic value was quite definite, but it proved almost worthless as a practical matter because neither the average earnings nor the average market price evinced any tendency to be governed by the book value.

Intrinsic Value and “Earning Power.” Hence this idea was superseded by a newer view, viz., that the intrinsic value of a business was determined by its earning power. But the phrase “earning power” must imply a fairly confident expectation of certain future results. It is not sufficient to know what the past earnings have averaged, or even that they disclose a definite line of growth or decline. There must be plausible grounds for believing that this average or this trend is a dependable guide to the future. Experience has shown only too forcibly that in many instances this is far from true. This means that the concept of “earning power,” expressed as a definite figure, and the derived concept of intrinsic value, as something equally definite and ascertainable, cannot be safely accepted as a general premise of security analysis.

Example: To make this reasoning clearer, let us consider a concrete and typical example. What would we mean by the intrinsic value of J. I. Case Company common, as analyzed, say, early in 1933? The market price was $30; the asset value per share was $176; no dividend was being paid; the average earnings for ten years had been $9.50 per share; the results for 1932 had shown a deficit of $17 per share. If we followed a customary method of appraisal, we might take the average earnings per share of common for ten years, multiply this average by ten, and arrive at an intrinsic value of $95. But let us examine the individual figures which make up this ten-year average. They are as shown in the table on page 66. The average of $9.50 is obviously nothing more than an arithmetical resultant from ten unrelated figures. It can hardly be urged that this average is in any way representative of typical conditions in the past or representative of what may be expected in the future. Hence any figure of “real” or intrinsic value derived from this average must be characterized as equally accidental or artificial.2

EARNINGS PER SHARE OF J.I. CASE COMMON


	1932

	$17.40(d)



	1931

	    2.90(d)



	1930

	  11.00



	1929

	  20.40



	1928

	  26.90



	1927

	  26.00



	1926

	  23.30



	1925

	  15.30



	1924

	    5.90(d)



	1923

	    2.10(d)



	    Average

	  $9.50



	(d) Deficit.





The Role of Intrinsic Value in the Work of the Analyst. Let us try to formulate a statement of the role of intrinsic value in the work of the analyst which will reconcile the rather conflicting implications of our various examples. The essential point is that security analysis does not seek to determine exactly what is the intrinsic value of a given security. It needs only to establish either that the value is adequate—e.g., to protect a bond or to justify a stock purchase—or else that the value is considerably higher or considerably lower than the market price. For such purposes an indefinite and approximate measure of the intrinsic value may be sufficient. To use a homely simile, it is quite possible to decide by inspection that a woman is old enough to vote without knowing her age or that a man is heavier than he should be without knowing his exact weight.

This statement of the case may be made clearer by a brief return to our examples. The rejection of St. Louis-San Francisco Preferred did not require an exact calculation of the intrinsic value of this railroad system. It was enough to show, very simply from the earnings record, that the margin of value above the bondholders’ and preferred stockholders’ claims was too small to assure safety. Exactly the opposite was true for the Owens-Illinois Glass 5s. In this instance, also, it would undoubtedly have been difficult to arrive at a fair valuation of the business; but it was quite easy to decide that this value in any event was far in excess of the company’s debt.

In the Wright Aeronautical example, the earlier situation presented a set of facts which demonstrated that the business was worth substantially more than $8 per share, or $1,800,000. In the later year, the facts were equally conclusive that the business did not have a reasonable value of $280 per share, or $70,000,000 in all. It would have been difficult for the analyst to determine whether Wright Aeronautical was actually worth $20 or $40 a share in 1922—or actually worth $50 or $80 in 1929. But fortunately it was not necessary to decide these points in order to conclude that the shares were attractive at $8 and unattractive, intrinsically, at $280.

The J. I. Case example illustrates the far more typical common-stock situation, in which the analyst cannot reach a dependable conclusion as to the relation of intrinsic value to market price. But even here, if the price had been low or high enough, a conclusion might have been warranted. To express the uncertainty of the picture, we might say that it was difficult to determine in early 1933 whether the intrinsic value of Case common was nearer $30 or $130. Yet if the stock had been selling at as low as $10, the analyst would undoubtedly have been justified in declaring that it was worth more than the market price.

Flexibility of the Concept of Intrinsic Value. This should indicate how flexible is the concept of intrinsic value as applied to security analysis. Our notion of the intrinsic value may be more or less distinct, depending on the particular case. The degree of indistinctness may be expressed by a very hypothetical “range of approximate value,” which would grow wider as the uncertainty of the picture increased, e.g., $20 to $40 for Wright Aeronautical in 1922 as against $30 to $130 for Case in 1933. It would follow that even a very indefinite idea of the intrinsic value may still justify a conclusion if the current price falls far outside either the maximum or minimum appraisal.

More Definite Concept in Special Cases. The Interborough Rapid Transit example permits a more precise line of reasoning than any of the others. Here a given market price for the 5% bonds results in a very definite valuation for the 7% notes. If it were certain that the collateral securing the notes would be acquired for and distributed to the note holders, then the mathematical relationship—viz., $1,736 of value for the 7s against $1,000 of value for the 5s—would eventually be established at this ratio in the market. But because of quasi-political complications in the picture, this normal procedure could not be expected with certainty. As a practical matter, therefore, it is not possible to say that the 7s are actually worth 74% more than the 5s, but it may be said with assurance that the 7s are worth substantially more—which is a very useful conclusion to arrive at when both issues are selling at the same price.

The Interborough issues are an example of a rather special group of situations in which analysis may reach more definite conclusions respecting intrinsic value than in the ordinary case. These situations may involve a liquidation or give rise to technical operations known as “arbitrage” or “hedging.” While, viewed in the abstract, they are probably the most satisfactory field for the analyst’s work, the fact that they are specialized in character and of infrequent occurrence makes them relatively unimportant from the broader standpoint of investment theory and practice.

Principal Obstacles to Success of the Analyst. a. Inadequate or Incorrect Data. Needless to say, the analyst cannot be right all the time. Furthermore, a conclusion may be logically right but work out badly in practice. The main obstacles to the success of the analyst’s work are threefold, viz., (1) the inadequacy or incorrectness of the data, (2) the uncertainties of the future, and (3) the irrational behavior of the market. The first of these drawbacks, although serious, is the least important of the three. Deliberate falsification of the data is rare; most of the misrepresentation flows from the use of accounting artifices which it is the function of the capable analyst to detect. Concealment is more common than mis-statement. But the extent of such concealment has been greatly reduced as the result of regulations, first of the New York Stock Exchange and later of the S.E.C., requiring more complete disclosure and fuller explanation of accounting practices. Where information on an important point is still withheld, the analyst’s experience and skill should lead him to note this defect and make allowance therefor—if, indeed, he may not elicit the facts by proper inquiry and pressure. In some cases, no doubt, the concealment will elude detection and give rise to an incorrect conclusion.

b. Uncertainties of the Future. Of much greater moment is the element of future change. A conclusion warranted by the facts and by the apparent prospects may be vitiated by new developments. This raises the question of how far it is the function of security analysis to anticipate changed conditions. We shall defer consideration of this point until our discussion of various factors entering into the processes of analysis. It is manifest, however, that future changes are largely unpredictable, and that security analysis must ordinarily proceed on the assumption that the past record affords at least a rough guide to the future. The more questionable this assumption, the less valuable is the analysis. Hence this technique is more useful when applied to senior securities (which are protected against change) than to common stocks; more useful when applied to a business of inherently stable character than to one subject to wide variations; and, finally, more useful when carried on under fairly normal general conditions than in times of great uncertainty and radical change.

c. The Irrational Behavior of the Market. The third handicap to security analysis is found in the market itself. In a sense the market and the future present the same kind of difficulties. Neither can be predicted or controlled by the analyst, yet his success is largely dependent upon them both. The major activities of the investment analyst may be thought to have little or no concern with market prices. His typical function is the selection of high-grade, fixed-income-bearing bonds, which upon investigation he judges to be secure as to interest and principal. The purchaser is supposed to pay no attention to their subsequent market fluctuations, but to be interested solely in the question whether the bonds will continue to be sound investments. In our opinion this traditional view of the investor’s attitude is inaccurate and somewhat hypocritical. Owners of securities, whatever their character, are interested in their market quotations. This fact is recognized by the emphasis always laid in investment practice upon marketability. If it is important that an issue be readily salable, it is still more important that it command a satisfactory price. While for obvious reasons the investor in high-grade bonds has a lesser concern with market fluctuations than has the speculator, they still have a strong psychological, if not financial, effect upon him. Even in this field, therefore, the analyst must take into account whatever influences may adversely govern the market price, as well as those which bear upon the basic safety of the issue.

In that portion of the analyst’s activities which relates to the discovery of undervalued, and possibly of overvalued securities, he is more directly concerned with market prices. For here the vindication of his judgment must be found largely in the ultimate market action of the issue. This field of analytical work may be said to rest upon a twofold assumption: first, that the market price is frequently out of line with the true value; and, second, that there is an inherent tendency for these disparities to correct themselves. As to the truth of the former statement, there can be very little doubt—even though Wall Street often speaks glibly of the “infallible judgment of the market” and asserts that “a stock is worth what you can sell it for—neither more nor less.”

The Hazard of Tardy Adjustment of Price Value. The second assumption is equally true in theory, but its working out in practice is often most unsatisfactory. Undervaluations caused by neglect or prejudice may persist for an inconveniently long time, and the same applies to inflated prices caused by overenthusiasm or artificial stimulants. The particular danger to the analyst is that, because of such delay, new determining factors may supervene before the market price adjusts itself to the value as he found it. In other words, by the time the price finally does reflect the value, this value may have changed considerably and the facts and reasoning on which his decision was based may no longer be applicable.

The analyst must seek to guard himself against this danger as best he can: in part, by dealing with those situations preferably which are not subject to sudden change; in part, by favoring securities in which the popular interest is keen enough to promise a fairly swift response to value elements which he is the first to recognize; in part, by tempering his activities to the general financial situation—laying more emphasis on the discovery of undervalued securities when business and market conditions are on a fairly even keel, and proceeding with greater caution in times of abnormal stress and uncertainty.

The Relationship of Intrinsic Value to Market Price. The general question of the relation of intrinsic value to the market quotation may be made clearer by the following chart, which traces the various steps culminating in the market price. It will be evident from the chart that the influence of what we call analytical factors over the market price is both partial and indirect—partial, because it frequently competes with purely speculative factors which influence the price in the opposite direction; and indirect, because it acts through the intermediary of people’s sentiments and decisions. In other words, the market is not a weighing machine, on which the value of each issue is recorded by an exact and impersonal mechanism, in accordance with its specific qualities. Rather should we say that the market is a voting machine, whereon countless individuals register choices which are the product partly of reason and partly of emotion.

RELATIONSHIP OF INTRINSIC VALUE FACTORS TO MARKET PRICE

[image: image]

ANALYSIS AND SPECULATION

It may be thought that sound analysis should produce successful results in any type of situation, including the confessedly speculative, i.e., those subject to substantial uncertainty and risk. If the selection of speculative issues is based on expert study of the companies’ position, should not this approach give the purchaser a considerable advantage? Admitting future events to be uncertain, could not the favorable and unfavorable developments be counted on to cancel out against each other, more or less, so that the initial advantage afforded by sound analysis will carry through into an eventual average profit? This is a plausible argument but a deceptive one; and its over-ready acceptance has done much to lead analysts astray. It is worth while, therefore, to detail several valid arguments against placing chief reliance upon analysis in speculative situations.

In the first place, what may be called the mechanics of speculation involves serious handicaps to the speculator, which may outweigh the benefits conferred by analytical study. These disadvantages include the payment of commissions and interest charges, the so-called “turn of the market” (meaning the spread between the bid and asked price), and, most important of all, an inherent tendency for the average loss to exceed the average profit, unless a certain technique of trading is followed, which is opposed to the analytical approach.

The second objection is that the underlying analytical factors in speculative situations are subject to swift and sudden revision. The danger, already referred to, that the intrinsic value may change before the market price reflects that value, is therefore much more serious in speculative than in investment situations. A third difficulty arises from circumstances surrounding the unknown factors, which are necessarily left out of security analysis. Theoretically these unknown factors should have an equal chance of being favorable or unfavorable, and thus they should neutralize each other in the long run. For example, it is often easy to determine by comparative analysis that one company is selling much lower than another in the same field, in relation to earnings, although both apparently have similar prospects. But it may well be that the low price for the apparently attractive issue is due to certain important unfavorable factors which, though not disclosed, are known to those identified with the company—and vice versa for the issue seemingly selling above its relative value. In speculative situations, those “on the inside” often have an advantage of this kind which nullifies the premise that good and bad changes in the picture should offset each other, and which loads the dice against the analyst working with some of the facts concealed from him.3

The Value of Analysis Diminishes as the Element of Chance Increases. The final objection is based on more abstract grounds, but, nevertheless, its practical importance is very great. Even if we grant that analysis can give the speculator a mathematical advantage, it does not assure him a profit. His ventures remain hazardous; in any individual case a loss may be taken; and after the operation is concluded, it is difficult to determine whether the analyst’s contribution has been a benefit or a detriment. Hence the latter’s position in the speculative field is at best uncertain and somewhat lacking in professional dignity. It is as though the analyst and Dame Fortune were playing a duet on the speculative piano, with the fickle goddess calling all the tunes.

By another and less imaginative simile, we might more convincingly show why analysis is inherently better suited to investment than to speculative situation. (In anticipation of a more detailed inquiry in a later chapter, we have assumed throughout this chapter that investment implies expected safety and speculation connotes acknowledged risk.) In Monte Carlo the odds are weighted 19 to 18 in favor of the proprietor of the roulette wheel, so that on the average he wins one dollar out of each 37 wagered by the public. This may suggest the odds against the untrained investor or speculator. Let us assume that, through some equivalent of analysis, a roulette player is able to reverse the odds for a limited number of wagers, so that they are now 18 to 19 in his favor. If he distributes his wagers evenly over all the numbers, then whichever one turns up he is certain to win a moderate amount. This operation may be likened to an investment program based upon sound analysis and carried on under propitious general conditions.

But if the player wagers all his money on a single number, the small odds in his favor are of slight importance compared with the crucial question whether chance will elect the number he has chosen. His “analysis” will enable him to win a little more if he is lucky; it will be of no value when luck is against him. This, in slightly exaggerated form perhaps, describes the position of the analyst dealing with essentially speculative operations. Exactly the same mathematical advantage which practically assures good results in the investment field may prove entirely ineffective where luck is the overshadowing influence.

It would seem prudent, therefore, to consider analysis as an adjunct or auxiliary rather than as a guide in speculation. It is only where chance plays a subordinate role that the analyst can properly speak in an authoritative voice and accept responsibility for the results of his judgments.

3. THE CRITICAL FUNCTION OF SECURITY ANALYSIS

The principles of investment finance and the methods of corporation finance fall necessarily within the province of security analysis. Analytical judgments are reached by applying standards to facts. The analyst is concerned, therefore, with the soundness and practicability of the standards of selection. He is also interested to see that securities, especially bonds and preferred stocks, be issued with adequate protective provisions, and—more important still—that proper methods of enforcement of these covenants be part of accepted financial practice.

It is a matter of great moment to the analyst that the facts be fairly presented, and this means that he must be highly critical of accounting methods. Finally, he must concern himself with all corporate policies affecting the security owner, for the value of the issue which he analyzes may be largely dependent upon the acts of the management. In this category are included questions of capitalization set-up, of dividend and expansion policies, of managerial compensation, and even of continuing or liquidating an unprofitable business.

On these matters of varied import, security analysis may be competent to express critical judgments, looking to the avoidance of mistakes, to the correction of abuses, and to the better protection of those owning bonds or stocks.
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(3) Difference ........ S . i L 422,099,000
(4) Calender year 1938 . 360,384,000

12 months to June 1939 (4 plus3) .....ovvvvvvreeeeneeenn...  $382,483,000
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Missouri-Kansas-Texas Railroad Company, Calendar Year 1930
(All dollar figures in thousands)

Gross revenue $15949
Rauwayopmxmgmcome(nemnemm) B L ..
Gross income (net after rents, plus other income) ...........12,009
Fixed charges (fixed interest and other deductions) 4230
Balance for adjustment interest . ............................. 7779
AJUStMentinterest ............oeeiriiiiiiiieii.e 696
Balance for dividends (net income) . . 7083
Preferred dividends ... 4645

Balance for common ... . FRTTT . . L...2438
Net afer taxes exceeds gross income. Hence use net-deductions test
Net deductions = difference betuween netafter taxes and balance for
adjustment interest
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Book Value per share of common

_ Common Stock + Surplus Items — Intangibles

‘Number of shares outstanding
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Issue Faceamount | Market price | Market value
10-year 6% notes and other claims $22,000,000 0 58,800,000
Preferred stock 5,500,000 7 $1,500,000
Common stock (2,464,000 shares) 6 14,700,000
Total value of stock issues $16,200,000
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As published

As revised

Total assets (at cost)

Payables and accruals
Preferred stock (at par $10)
“lass A stock (at par $1)
Common stock (at par 1 cent)

Surplus and reserves
Total liabilities

$5,335,300 (atmkt) ~ $5,862,500
1,661,200 1,661,200
434,000 (@559 2,387,000
143,400 (207 2,868,000
2400 1,043,600(d)
3,094,300
$5,335,300 $5,862,600






OEBPS/html/images/a2by3.jpg





OEBPS/html/images/t0330-01.jpg
Normal interest

Date of Funded coterage
Low price| balance |Net current| debtat Times
Name of issue Due 1932 sheet assetst partf Period earnedi
American Seating 65 1936 17 Sept. 1932| $3,826 $3,056 [1924-1930 52
Crucible Steel 5s 1940 39 June 1932 16,163 13250 |1924-1930 94
McKesson & 1950 35 |june1os2| 42885 | 20848 [1925-19%0| 41
Robbins 51/2s
Marion Steam 1947 21 June 1932 4,598 2417 [1922-1930 39
Shovel 65
National Acme 65 1942 54 |Dec1oal| 437 | 1963 [1922-19%| 55
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1. General market factors.
IL. Idividual factors.

A Speculative

B. Investment

1. Market
factors

2. Future value,
factors

3. Intrinsic
value factors

a. Technical,
b. Manipulative,
. Psychological

4. Management
and reputation.

b Competitive
conditions and
prospects.

¢ Possible and
probable
changes in
volume, price,
and costs.

a. Earnings.
b. Dividends

. Assets.

d. Capital structure.
e Terms of the issue.
1. Others.

Attitude
of public
toward

the issue.

}

Bids and’
offers.

Market
price.
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Common Stock

Total capitalization
Net tangible assets, 12/31/38
Net current assets, 12/31/38
Average earnings on com-
mon-stock price, 19291938
Maximum earnings on com-
mon-stock price, 1929-1938
Minimum earnings on com-
mon-stock price, 1929-1938
Average earnings on com-
mon-stock price, 1934-1938

$36,000,000 $9,750,000
28784000 sh. @431/ | 3,992000sh. @ 132114 | 850,000 sh. @ 105

$1,250,000,000 $529,500,000 $89,300,000
$1,250,000,000 $565,500,000 599,050,000
$335,182,000 543,486,000 $48,001,000
$155023,000 525,094,000 $17.418000

29% 27% 20%

51% 45% 7.7%

09% 16% @
29% 35% 27%






OEBPS/html/images/t0500-01.jpg
Group A

Ttem General Flectric Coca Cola Johns-Manville

Amount Earned per Share of

Common:
1938 5096 $5.95 $1.09
1937 220 573 580
193 152 466 513
1935 097 348 217
1934 059 312 02
1933 038 220 0.64(d)
1932 041 217 4.47(d)
1931 133 296 045
1930 190 279 366
1929 224 256 809
10-yr. average 5125 $356 $215

yr. average (1934-1938) $1.25 $459 5288
Bonds None None None
Pfd. Stock None 600,000 sh. @ 60 75,000 sh, @ 130
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1911-1913 1923-1925 1936-1938
Period High | Low [ Average Low [Average [ High | Low | Average
Busines index uss [ o6 | w079 [ a9 | w60 [ 1579 | 1et9 1060 | 1370
Bond yields* ann | oaom | aom | as% | ass% | 4% | 3% | 36w | 36w
Index of industrial stock prices* e | 922 | wrs | s | s | 134 | 294 248 | 211
Dow-Jones Industrial Average (per uni):
Price range 9% n 8 159 3 n 194 97 19
Eamings s | ws | sz [sus | sws2 | sns | s s602 | sou4
Dividends se | aso [ s | o7 | ossi | oes | osis 481|666
Price-carings ratiot nmer | 89 [ toae | Bsc | o7ax | oese | 2 w6 | 163
Dividend yieldr ssv [ 7w | e | sew | % | ossw | s 6% | asw
US.Steekt
Price range 8 50 6 139 8 m 178 E %
Earnings per share suo | s | w753 [ sied0 | snso [ s | sn2 [ @sa | s
Dividends pershare s | s [ s | 7e0 | s | e | 140 N[ oa
Price-carings ratiot o9 | e6r | ser | oax | o6 | sl [ sax 159x | 288
Dividend yieldt 61 | 00w | 7% | 46w | 7s% [ se% | 02w o | oas
General Electrcss
Price range 196 12 2 s | s | s 6| Lm0
Earnings pershare si2 | s2as [ su | s | sz | sods | s | ssa0 | oswoo
Dividends pershare| 040 [ 800 | 880 | 198 | w80 | 1980 | saso [ o285 | 390
Price-carings rtiot B [ w0 | ae | w2 | ser | o1& | 4 s | w2
Dividend yieldt ase | o6 | sa% | s | 7e% | sax | 25w s9% | 6%
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Low price

Value at low

Capitalization Face amount 1932 pricein 1932
Bonds $10,500,000
8% pfd. (1st pfd) 2250000 @140 $3,150,000
5% pfd. (2d pd.) 17,156,000 @81 13,900,000
Common 6,140,000° @20 128,200,000
* Number ofshares.
A Stock-value ratio 3,150,000 + s
for bonds 10,500,000 o
B Stock-value ratio 13,900,000 + 128,200,000 o4
for 1st pfd. 10,500,000 + 3,150,000 o
C. Stock-value ratio 128,200,000
=461

for 2d pfd.

10,500,000 + 3,150,000 + 13,900,000
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Preferred stock, 80,000sh. @ 118 .................ooeeiiiins $9,440,000

Common stock, 200,000 sh. @ 57 11,400,000
Total valuation . $20,840,000
Earnings, 1928 .. 481,000
Average earnings, 1920-1927 .. 188,000(d)
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Prevailing Earned per

Pricerange | Pricerange | conversion |Times interest| —shareon
Year ofbonds | of stock price carned common
1925 173 $078°
1926 252 184
1927 2.80% 220*
1928 100 —97'2 357/s—30 $37.03 169t 195
1929 9 =50 | 3h-5 37.03 1861 1.04
1930 2 -1 6h—1n | 37.03-340 009t 1.68(d)
1931 1012= 5 1 40.00 Receivership
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Item

Ely & Walker Dry Goods Co.

Pacific Mills

Price, January, 1939
Per share:
Net current assets
Net tangible assets
Average carnings, 1933-1938
Average dividend, 1933-1938

17

Dec. 31,1932 Dec. 31,1938
$30.00 $39.50
37.73 46.42
182
5

14
Dec. 31,1932 Dec.31,1938
$26.95 $24.50
90.85 79.50
241(d)
0.50
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Railroads Public utilities
Net railway | Yield on Yield on
operating | railroad Nets | public-utility
Year | Gross' | income? | bonds, % | Gross' | (index%) | bonds,%®
1926 | se383 | sLa3 513 SL520 | 1000 511
1927 6136 | 1068 183 Le6l | 1068 196
1928 6,112 1,173 485 1,784 1240 4.87
1929 6,280 1,252 518 1,939 1425 514
1930 5281 869 496 1,991 127.7 5.
1931 4188 526 609 1976 | 1235 527
1932 3127 326 7.61 1,814 96.6 6.30
1933 3095 74 609 1755 9.2 625
1934 3am 163 196 1832 881 540
1935 3452 500 495 1912 929 443
1936 4,053 667 424 2,045 1207 388
1937 4166 590 134 2181 | 1258 393
1938 3565 373 521 2095 | 1060 387
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Stokely Brothers Douglas Aircraft
Item and Company Company
May31, | May31, | May3l, | Nov.30, | Nov.30, | Nov.30,
1936 | 1937 | 1938 1936 | 1937 | 1938
Current assets:
Cash and receivables $2074 |$2,176 | $1827 | 52885 | $ 2,559 | $4673
Inventories 5282 | 7323 6,034 6392 12240 | 4,084
Total §7,55 [$9499 [ $8861 [ $9277 | $14749 | $8,757
Current liabilities:
Notes payable 52,000 |$2,000 | $2500 | $1390 | $ 5230
Other 1527 | 1,286 | 15320 1179 | 3183 | 2129
Total $3,527 |$3286 [ $3820 [ 2569 | § 8413 | $2,129
Bank loans due 1-3 years 3000 | 3,000
Total current liabilities
plus 1-3 year notes 357 | 6286 | 6820 | 2569 8413 | 2129
Net earnings for year 1,382 353(d)|  713(d) 976 1,082 [ 2,147
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Rate of depreciation

per year, %
Biildings sssesn sy e 3
Grounds, driveways and walks .. 2

MACRIET i S A S A S S S Tsiss T
Furniture and fixtures

Railroad sidings
Automobiles and trucks
Tools and dies—amortized over life of job when number of units required can be
determined, otherwise written off at close of each fiscal year.
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1923 1924 1925
Income Total |Pershare | Total |Pershare| Total |Per share
Earned from:
Pipe-line operations | $179,000 5448 | $ 69,000 $1.71 $103,000 $2.57
Interest and rents 164,000 4.10 159,000 399 170,000 425
Nonrecurrent items | dr. 35,000 | dr.0.88 |dr. 14,000 0.35 | cr.38,000( cr.0.95
$308,000 $7.70 | $214,000 | $535 | $311,000 $7.77
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American Tobacco Co. lease income, less income tax, etc. $2,100,000
80% of earnings on United Cigar Stores common ... 6,828,000°
57,928,000
Class A dividend .. 3,136,000
Balance for common 4,792,000
Earned per share . . §7.27
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Dow-Jones Standard Statistics
General Blectric Industrials Industrials!

Year | High Low High Low High Low
1930 95%s a1 2941 1575 1741 98.2
1931 543 2 1944 738 119.1 485
1932 2610 81 838 412 65 307
1933 301 102 108.7 50.2 922 365
1934 251 1671 107 855 93 693
1935 407 01 1484 967 2 78
1936 55 34 1849 1431 1485 109.1
1937 64715 34 1944 1136 158.7 842
1938 i 270 1584 90 193 75
1939 445 31 1559 1214 1183 86.7
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Realizable | Amount
valueof | by which
senior issue [senior issue
based on | sold above
Conversion privilege | parity,
Market | or subscrip-| Priceof |(conversion |  (“pre-
priceof | tionprice | senior |or subscrip- | miun?),
Seniorissue | common | ofcommon| issue |tion parity) | points
Mohawk Hudson 52102 50 163* 105 58
24P
White Sewing B 40 123124 972 26
Machine 65
Central States 116 18 97 98 =k
Hlectric PR
Independent Oil & 31 X 105 97 8

Gas 6s
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Class of enterprise

Minimum current stock-value ratio

For investment bonds

For investment
preferred stocks

Public utilities

Railroads

Industrials

$2 bonds to $1 stock

$11/2 bonds to $1 stock

$1 bonds to $1 stock

$1/2 bonds and preferred to
$1 junior stock

$1bonds and preferred to
$1 junior stock

$1 bonds and preferred to
$11/ junior stock
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Output per share

Profit per share

Value of stock at 10 times earnings

Output per $1 of market value of stock
B

Assumed price of copper

Profit per pound

Profit per share

Value per share at ten times earnings

Output per $1 of market price of stock

100 Ib.

$3

$30
3's1b.

13¢
6¢
36
$60
12/31b.

1501b.

$1.50
$15

101b.

13¢
4¢
$6
360
221,
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Item Company A | CompanyB | Company C
Capitalization:

6% Bonds $50,000,000

Common stock 1,000,000 sh. 1,000,000 sh. | 1,000,000 sh.
Output 100,000,000 Ib. | 150,000,000 Ib. | 150,000,000 Ib.
Cost of production (before interest) 7¢ 7¢ 9¢
Interest charge per pound 2¢
Total cost per pound 7¢ 9¢ 9¢

A —_———

Assumed price of copper 10¢ 10¢
Profit per pound 3¢ 1¢
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Earnings* for common

as reported Adjustment A Adjustment B
‘Amount Per Number | Earned jumber of| Earned
Year of shares | Number | share | of shares | per share | Amount | shares | per share
1933 $2,392 1,751 $1.37 1751 $1.37 $3,140 2,501 $1.26
1932 2491 1,751 142 1751 142 3240 2,501 130
1931 4904 1,751 280 1,751 280 5,650 2,501 226
1930 5424 1,751 310 1751 30 6,170 2,501 247
1929 6,621 1,657 400 1,741 3.80 7,370 2491 295
1928 5009 | 1432 | 349 | 179 | 288 | 570 | 2489 | 230
1927 3,660 1,361 269 1,737 211 4410 2,487 176
7-year average $270 $250 $2.04
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EXAMPLES OF CORRECT AND INCORRECT METHODS OF CALCULATING EARNINGS COVERAGE

FOR PREFERRED STOCKS

A, Colorado Fuel and Iron Company:
Eamed for bond interest
Interest charges
Preferred dividends
Balance for common
Customary but incorrect statement

Int. charges earned. 24 times
Preferred dividend earned 14.7 times.
Earned per share of preferred $117.50

Note: The preceding statement of
carnings on the preferred stock
aloneis either worthless or
dangerously misleading,

B, Warner Bros. Pictures, Inc.
Eamed for interest
Tnterest charges
Preferred dividends
Balance for common
Customary but incorrect statement

Int charges eamed .. 235 times
Preferred dividends carned 148 times
Eamed per share of preferred $5699

C. West Penn Electric Company:
Gross
Net before charges

Fixed charges (include preferred dividends of subsidirics)

nds on 7% and 6% preferred issues

Dividends on Class A stock (junior to 6% and 7% Pfd.).

Balance for Class Band common
Customary but incorrect statement

Times interest or Earned
dividends earned per share
Fixed charges... 1.68 times
6% and 7%
preferred
(combined)...2.42 times $16.11
Class A...........7.43 times 5479

1929 figures
$3,978,000
1,628,000
160,000
2,190,000
Correct statement
Int charges earned 24 times
Interest and preferred
dividends earned 22 times

Year ended Aug. 28, 1937

$10,760,000
4574000
397,000
5,789,000
Correct statement
Int. charges earned ... 235 times
Interest and preferred
dividends earned 21 times
1937 figures
$40,261,000
13,604,000
8,113,000
267,000
412,000
2,812,000
Correct statement
Times earned
Fixed charges 1.68 times
Charges and
preferred
dividends 131 times
Fixed charges,
preferred dividends,

el e AL A S EESE
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MARKE
$7,600,000 First 8s @ 16
8,200,000 Debenture 5'/2s @ 11
Stock issues
Total market value of the company .
BALANCE SHEET, JUNE 30, 1932

Cash
Receivables (less reserve of $1,425,000)
Inventories (at lower of cost or market)

Accounts Payable
Net current assets.
‘ixed assets (less $8,400,000 depreciation)

'VALUE OF FISK RUBBER SECURITIES IN APRIL 1932

$ 1,200,000
900,000
Nominal

$ 2,100,000

$ 7,687,000
4,838,000
3,216,000

$15,741,000

363,000

$15,378,000

23,350,000
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As of December 1939

Shawmut Association

Shawmut Bank
Investment Trust

Bonds

Stock
Total capitalization

Net asset value (September
1939)

Ratio: Senior bonds at market
1o net assets

Ratio: Total capitalization at
market to net assets

12 months’ investment income”

Per cent earned on capitalization
at market

None

390,000 sh. @ 10'/+ $4,000,000

$3,040,000 Senior Debenture
4115 and 55 @ 85 (average)
= $2,585,000

$950,000 Junior Debenture
65.@ 50 (est) = $480,000

75,000sh. @3'2 260,000

$4,000,000

7,201,000

55%

(To September 30) 198,000

50

$3,325,000

(November 1939) 3,153,000

82%

107%
(To November 30) 114,000

35
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Year 1919 Year 1920 Years 1919-1920
Earned for common stock $100,000,000 $ 48,000,000 $148,000,000
Dividends paid 35,000,000 68,000,000 103,000,000
Charges to surplus 5,000,000 10,000,000 15,000,000
Added to surplus 60,000,000 30,000,000 (decr) | 30,000,000
Inventories increased 57,000,000 84,000,000 141,000,000
Change in other net
current assets +30,000,000 131,000,000 (decr.) | 101,000,000 (decr.)

Plant, etc. increased 33000000 | 169.000000 202,000,000
Capitalization increased 69,000,000 141,000,000 210,000,000
Reserve increased 12,000,000 12,000,000
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Assume fair value of inventory and receivables on
Dec.31,1932tobe............. e $2,000,000

Assume profit for 1933 based on such fair value . . 200,000
But assume that, by special and excessive charges to surplus‘

the inventory and receivables had been written down to............ 1,600,000
Then the amounts realized therefrom will show a

correspondingly greater profit for 1933, which might

‘mean reported earnings for 1933 of ... 600,000

This would be three times the proper figure.
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1.00 times
1.01 times
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18. Earned on common, % of
‘market price
19. Ratio of gross to market value
of common
Trend figures:
23, Earned per share by years:
Year ended June 30, 1938
Year ended June 30, 1937
Year ended June 30, 1936
Year ended June 30, 1935
Year ended June 30, 1934
Dividends:
24 Dividend rate on common
25. Dividend yield on common
Financial position (dates):
29. Total current assets
30. Total current liabilities
31. Net current assels
35. Net tangible assets for total
capitalization

$1.60
383
267
1.69
1.66

94

409.8%

131

$1.00
59%
6/30138
$6,467
1,198
5,269

13,498

7.1

1343%

$0.89(d)

149
145
265

(@

131.8%

None

123137
$4,179
1,164
3,015

13,556
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Item Continental Steel Granite City Steel
Market price of common, July 1938 17 17
1. Bonds at par 51,202 $1,618
2. Preferred stock at market 2450
3. Common stock at market 3410 6,494
4. Total capitalization 7,062 8112
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 $13989 $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 47% 4.0% 39% (def)
15. % earned on total
capitalization 100 7.9% 41% (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)
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Wright-Hargreaves

Mines, Ltd. Barker Bros.
Item (gold mining) Corp. (retail store)

July 1933:

Price of common stock 7 >

Number of shares outstanding 5,500,000 148,500

Total value of common $38,500,000 $ 743,000

Preferred stock at par 2,815,000

Preferred stock at market 500,000
Year 1932:

Sales $ 3,983,000 $ 8,154,000

Net earnings 2,001,000* 703,000(d)
Period 1924-1932:

Maximum sales $ 3,983,000 $16,261,000

Maximum net earnings 2,001,000* 1,100,000

Maximum earnings per share of common $0.36% $7.59

Working capital, Dec. 1932 $1,930,000 $ 5,010,000

Net tangible assets, Dec. 1932 4,544,000 7,200,000
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B. Calculation of current-asset value of the common stock:
‘Total current assets (items 1,2,3, and 4). ..

Add voluntary reserve against inventory

Less liabilities ahead of common (items 8,9, and 11)
Current assets available for common

Current-asset value per share

C. Calculation of cash-asset value of the common stock:
Total cash assets (items 1 and 2)

Less liabilities ahead of common (items 8, 9, and 11)
Cash assets available for common,

Cash-asset value per share .

$4,470,000
425,000
$4,895,000
770,000
$4,125,000
$101

$1,732,000
770,000

$ 962,000

$23.50
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A. Calculation of book value of common stock:

Total assets

Less: Payables .
Accrued items
Preferred stock ..

Add voluntary reserve of $425,000
subtracted from inventory ..
Net assets for common stock

Book value per share (on 40,790 shares) .

$ 79,000
291,000
400,000

$8,157,000

770,000

$7,387,000

425,000
$7,812,000
$191
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C" (the new conversion price) = CO + NP
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Item 1925 1926 1927
Gross earnings and miscellaneous income $73,231,000 $87,360,000 | $58,980,000
Net before reserves 24,495,000 30,303,000 9,808,000
Amortization charges 9,696,000 18,612,000 17,499,000
Balance for stock 14,799,000 11,691,000 7,691,000(d)
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First Second Third Total for
Ttem decade decade decade 30 years
Capital at beginning $ 987 | S1416 | s2072 | § 987
Capital at end 1416 2072 2112 2112
Average capital about 1,200 1,750 2,100 1,700
9% earned on average capital, per year 8.1% 9.6% 5.2% 7.4%
% paid per year in interest and
dividends on average capital 58% 52% 40%¢ 5.2%°
Average common stock equity (common
stock, surplus, and reserves) $237 $620 | 51,389 $816
% earned on common stock equity 17.7% 18.3% 48% 9.0%
% paid on common stock equity 59% 57% 29%¢ | 37%°
Depreciation per year $24 $34 $46 $35
Average fixed property account 1,000 1,320 1,600 1,300
Ratio of depreciation to fixed property 24% 26% 2.9% 27%
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Per share of common

Item Union Pacific Atchison
Earned, 10 years 1915-1924 $142.00 $137
Net adjustments in surplus account dr. 1.50* 13
Total available for stockholders $140.50 $150
Dividends paid $97.50 $60
Increase in market price 33.00 2
Total realizable by stockholders $130.50 385
Increase in earnings, 1924 over 1914 9%t 109%
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 18
Earnings, year ended June 30, 1914 $13.10 $7.40
Earnings, calendar year 1924 14.30 1545
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Earnings of Utah Securities Corporation

including surplus of subsidiaries accruing toit ................... $ 771,299
Expenses and taxes 30,288
Net earnings L8 7401
Profit on redemption of 6% notes ............................... 1,309,657
Income from all sources accruing to Utah

Securities COrporation .............oovevniinieininien. 8 2,050,668
Deduct interest charges on 6% notes ... 1,063,009
Combined net income for the year . ... $ 987,659
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1930

1931

Special adjustment of tools and materials due to

development of new models $2,266,000
Reserve for special tools . 2,000,000
Rearrangement of plant equipment 633,000
Special advertising . 1,400,000
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Total current assets

Current liabilities

Net current assets

Other tangible assets

Total assets for common
(and preferred)

Cash-asset value per share

Current-asset value per share

$4,021,000 $7,836,000 | $ 6,956,000 | $19,883,000
100,000 2,574,000 1,181,000 2,541,000
$3,921,000 $5,262,000 | $ 5,775,000 | $17,342,000
1,124,000 2,066,000 9,757,000 17,870,000
$5,045,000 $7,328,000 | $15,532,000 | $35212,000
$7.50 Nil $2.625 $5.125
16.00 $17.50 4375 1175
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Balance after preferred dividends:

1930 ... 318,000(d)
1931 .. L 93,000
1990 s 1890000
364,000(d)
Charges to surplus . 505,000¢
Common dividends paid ... 723,000
$1,592,000
Less discount on common stock bought .................c...... 481000
Decrease in surplus for period SI,111,000*
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Hupp Motor

ltem Manhattan Shirt Company | Car Corporation
Price, January 1933 6 22
Total market value of Company $1,476,000 $3,323,000
Balance sheet Nov. 30, 1932 [Nov. 30, 1929 |Dec. 31, 1932 |Dec. 31, 1929
Preferred stock at par S 300000
Number of shares of common 246,000 281,000 1,329,000 1,475,000
Cash assets $1,961,000 $ 885,000 | $ 4,615,000 | $10,156,000
Receivables 771,000 2,621,000 226,000 1,246,000
Inventories 1,289,000 4,330,000 2,115,000 8,481,000
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Estimated liquidating value
% of book

Item Book value value Amount
Cash $4,057 | 100
US. Govt. and New York City bonds 4573 JL $8,600
Receivables (less reserves) 5611 80 4,500
Inventory (lower of cost or market) 9219 50 4,600
Total current assets 523,460 $17,700
Less current liabilities 1353 1,400
Net current assels $22,107 $16,300
Plant account 16,036
Less depreciation 7491
Plant account, net 2 4,000
Investments in subsidiaries, etc.
Deferred charges
Good-will
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Total net assets for common stock

‘ $41,425

‘ $20,300

Estimated liquidating value per share
Book value per share

Current-asset value per share
Cash-asset value per share

Market price per share

$11
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Normal or usual annual production of finished goods . . 13,000,000 tons

Gross receipts per ton of finished products $100.00
Net earnings per ton before depreciation . .. $12.50
Net earnings on 13,000,000 tons $160,000,000.00

Depreciation, bond interest, and preferred dividends .. . 90,000,000.00
Balance for 8,700,000 shares of common 70,000,000.00
Normal €arnings per share ..............ovvveeeeeeeeeeennns $8.00
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Year US. Rubber Goodyear
1925 $14.92 $9.45
1926 10.54 379
1927 126 9.02
3-year average $ 891 $7.42
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Rental received from lease of assets to American Tobacco Co. +- $ 2,500,000
Cash dividends on United Cigar Stores common (80% of total paid) ..... 2,950,000
Stock dividends on United Cigar Stores common

5,340,000

(par value $1,840,000), less expenses .
$10,790,000
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2. Allowing for inven-
tory adjustments, as

3. Excluding reserves and
charging losses to

1. Omitting adjust- made by the the year in which
Year ‘ments of inventory companies decline occurred
USS. Rubber | Goodyear | U.S. Rubber| Goodyear | U.S. Rubber | Goodyear
1925 | $14.92 51848 $11.21 5945 51492 $18.48
1926 1054 379 0.00 379 14.71(d) 2.53(d)
1927 126* 1324 973 | 902 1.26* 1324
year
average | $8.91 $12.17 $0.49 §7.42 $0.49 $9.73
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Net income

Income tax
Class A dividend
Balance for common stock

Earned per share

Market range for common

$10,790,000
400,000
3,136,000
7,254,000
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Ratio of 1929
figures to

Item 1921 | 1923 | 1924 1929 | 1921 figures
Gross earnings* $20,574 | $36,380 | $38356 |  $54119 263:1
Net for charges* 6692 [ 12684 | 13770 22776 344:1
Fixed charges and preferred
dividends* 6353 | 1315 [ 12780 | 16154 254:1
Balance for common* 339 | 1369 990 6,622 1953:1
1921 basis:t
Number of shares of
common 92,000 | 100000 | 100,000 | 130,000 14121
Earned per share $368 | S1369 | $990 | $51.00 13.86:1
price of common 6 | 4l 209 | about2500 | 385.00:1
% carned on high price
of common 566% | 306% | 47% | 204% 0037:1
As reported:
Number of shares of
common 92,000 | 100000 | 500,000 | 1,657,000
Earned per share $368 | S1369 | S198 | $400
High price of common 62 44304 4k 199
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Balance sheet Sept. 30,1929 Dec.31,1929 Dec. 31,1930
Assets
Fixed asets $1250000 $1250000 $1250000
Defered charges 132000 163000 32000
Goodvwill nd Trade-marks 1000000 1,600,000 2000000
Net current assets 4797000 4080000 3154000
Bonds and mortgages 2195000 2195000 2095000
Capital and surplus 4984000 4898000 4341000
Totalofasets and lsblities STIT9N0 7093000 56436000
First9months, | Last3 months,
Adjusted ea 1929 1929 Year, 1929 Year, 1930
Earnings or stockasreported 929000 S 72000 SLO0LO00 125000
Cash dividends paid 463000 158000 62100 45300
Charges against surplus 20000
Added 10 captal and surplus 66000 decrease 86,000 380000 decrease 537,000
Earnings fr stockascorrectd (excluding increase in
intangibles and deducting charges to surplus) 929000 528,000 01,000 504000(d)
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Earned per share in successive years

7th | Average
Company | 1st | 20d | 3d | 4th | Sth | 6th |(current)[of 7 years| Trend
$1 $2 $3 $4 85 $6 §7 $4 Excellent
B 7 7 7 i 7 z 7 o4 Neutral
5| n 1 10 9 8 7 0 |Bad
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Assets

1. Property Investment Account

(less depreciation) . . $1,166
2. Mining Royalties ... i 9
3. Deferred Charges'............. 4
4. Miscellaneous Investments 19
5. Miscellaneous Other Assets . 3
6. Current Assets ................ 510

$1,711

Tangible assets

Less: Al labilities ahead of common (Sum of items 8-12)

Net assets for common stock

Book value per share (on 8,700,000 shares).

Liabilities
7. Common Stock . . 8653
8. Preferred Stock ............. 360
9. Subsidiary Stocks Publicly Held 5
10. Bonded Debt ............... 232
11. Mining Royalty Notes 12
12. Current Liabilities . e 79
13. Contingency and Other Reserves 39
14. Insurance Reserves .......... 46
15. Capital Surplus 38
16. Earned Surplus ............ 247
$1,711
$1,711,000,000
688,000,000
$1,023,000,000
$117.59
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American Can:§
Price range
Eamings per share
Dividends pershare
Price-carings ratiof
Dividend yiedr

Pennsylvania RR.
Price range
Earings per share
Dividends per share
Price-camings ratiof
Dividend yiedr

American Tl & Tel
Price range
Eamings per share
Dividends per share
Price-carings raiof
Dividend yieldt

g
886
NI
100¢
Nil

6
st6t

300
1508
6%

153
5958

800
165x
5%

007
Nil
19¢
Nil

53
st

300
n2¢
57%

110
$864

800
119y
73%

2
471
NIl
53
Nl

433

300
138
0%

137
$926

800
18
58%

27
275
70
122¢
20%

55
623

30
109
55%

15
179
90
126
62%

n
51961
500
30¢
81%

2
8
300
81
73%

19
s131
900
104x
76%

150
130
60
62¢
0%

16
$507
30
92¢
65%

130
SIS
900
13y
69%

28
$3648
3000
2550
3%

291

200
2560
25%

962

900
200
7%

au
52610
100
127
63%

081
050
72

89%

i
$816

900
BN
1%

612
3246
2600
188
42%

5195

125
155¢
41%

155
905

900
171
58%
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Doubtful notes, interest thereon,
and claims

Inventories

Investments

Liquidation of subsidiary
Depletion of ore reserves
‘Write-down of fixed assets (net)
Reduction of ore reserves and

‘mineral rights
Federal tax refund, etc

Total charges not shown in income account

Result shown in income account
Received from sale of additional stock

Combined change in capital and surplus

600,000
385,000
54,999
39,298
28406
557,578

681,742
cr. 7,198
$2450,839

dr. 169,798
3 44,000
dr. $2,576,637

32,515

cr. 12,269
$20,246

cr. 47,015
o $26769
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Liggett & Myers Tobacco Co.

Commonvwealth & Southern Corp.

Number of Number of
Number of times int. and Number of times fixed
times interest pfd. dividend times fixed charges and pfd.
Year earned earned charges earned | dividend earned
1930 152 7.87 1.84 148
1929 139 7.23 1.84 155
1928 123 642 171 144
1927 19 6.20 1.62 137
1926 112 585 152 131
1925 9.8 514 142 128
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Item 1932 1931

Income account:
Net before depreciation and interest Loss$ 136885 | Profit $101,534
Add profit on bonds repurchased 174,278 270,701
Profit, including bonds repurchased 37,393 372236
Depreciation 87918 184,562
Bond interest 119,273 140,658

Final net profit or loss
Charges against capital, capital surplus and
earned surplus:
Deferred moving expense and mine
development
Provision for losses on:

Loss 169,798

111,014

Profit 47,015
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Earned for common stock:

1919 ... $12,670,000 Per share: $17.60

1920 1.t 16002000 1976

Total $28,672,000 §37.36
Cash dividends paid . 5 8,580,000
Soock dividend pald . ...cuocsasi s 9,000,000
Transferred to contingency reserve .. 6,000,000
Adjustments of surplus and reserves 2,210,000

Net increase in surplus and miscellaneous reserves $7,300,000
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Date |  6/30/981231/98 2/5/99 3/15/99 3/31/99 5/6/99 5/21/99 5/26/99 6/3/99 6/23/996/30/997/8/99

Old Bonds 078 050 - - - - - - - . .-
Cash - - 020 020 020 020 020 020 020 020 020 0.20
Certificates - - 006 006 006 006 006 006 006 006 0.06 0.06
New Notes L - 022 022 022 022 026 026 026 027 0.27 0.27
Stock - - 026 014 020 053 058 051 057 084 086 1.02

Total 0.78 0.50 0.74 0.62 0.68 1.01 1.10 1.03 1.09 1.37 1.39 1.55
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Assets

Property and

Equipment $19,009,000
Patents, Processes, elc. 802,000
Miscellaneous Ass 478,000
Current Ass 4,258,000

Total Assets .

$24,547,000

7% First Preferred Stock

(par $100) .. $ 2,500,000
§7 Second Preferred Stock

(pars1) . 136,000
Common Stock (par $1) 294,000
Bonded Debt 2,000,000
Current Liabilites ... 613,000
Reserve for Deprecia-

tion, etc 11,456,000
Surplus : 7,548,000

Total Liabilities $24,547,000
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Total Assets
Less: Intangible Assets ........ . . . 802,000
Reserve for Depreciation, etc 11,456,000
Bonds.. 2,000,000
Current Liabilities . 613,000
Net assets for First Preferred .
Book value per share ...
Alternative method:
Capital Sk 8l PAr ... ... .vveeieeieeeieeeeeeee 52,930,000
Surpllis s mmssnen e 15481000
$10,478,000
Less Intangible Assets . ... . * 3 802,000

Net a

for First Preferred .

$9,676,000

$24,547,000

14,871,000
$9,676,000
$387





