Stock Market History from Graham, Buffett and Others

The Importance of Studying History

Many outstanding investors have been fanatical students of history because history teaches you to place events
into perspectiveto understanthat industries boom arfdde;cyclesrepeat and human folly is nevending.Bill

Grossof Pimco(The Fixed Income Money Managesgid that the history books in his office have been a better
guide to making money in the bond markets than any financial an&gtisKlarmanvalue investor

extraordinaire, & endowed a history alr (here:http://www.facinghistory.org/* WarrenBuffettsat forweeksin

the Columbia Univesity Library reading newspapérsncluding theadd--from the 1930s to gain a sense of the
Great Depressidn

Jim Rogersthe peripatetic investor, speaks about the value of studying history as storiwvehe foeword to

Financial Reckoning Day Fallo2009)by Wi I | i am Bonner and Addi son Wigg
way (besides visiting countries around the world yourself) to know what is going on is to study history. When |
teach or spea#tt universities, young people always ask fit@vant to be successful and travel around the world;
what should | study??od

I always tell them the same thing: AStudy history. o

Andt hey al ways ok at me very per plhatamuecanonics,svhay , A W

| o
about marketing?o

Ailf you want to be successful, fAl always say, AYouod
always changing. You will see how a lot of the things we see today have happened before. Beli@igtie
stock maket d i dimtibetdaylya graduatddr om school . The stock mar ket 6s

mar kets have. These things hayv egEdioa php glayeschabhge,fbuithee. An
music never stops).

Alan Greenspamvent on record before he left his posthat Federal Reserve saying he had never seen a bubble
before. | know in his adult lifetime there have been several bulitliese was a bubble in the late 1960s in the

1 November 24, 2008:
When hedgefundmanager Set h Klarman thinks back to his days studying history a

wa s rote me mor

Al t izat n dourfdex of Bastpn-basediBatpdst Gdoupdar 6t ¢ 0 me
$12 billion hedge fund

ion of d a
fi 6t visualize the people or eve

at
rm. AYo

But history is a subject so near and dear to Klarman that he now puts a lot of time (and part of his wealth) into avidly supporting an educational
group called Facing History and Ourselves, whose mission is to train middle school and high school teachers to present history within a
framework of civic duty and through lessons on how ordinary people can shape extraordinary events. Rote learning is cast aside in favor of
helping young people see how what they do matters.

Students gain an awareness of current events, not the | eaowtoyaufgetwhi ch a
justice if half the country getsupand ki ll s the other half, as in Rwanda?0d6 Klarman asks.
memori als? How do you reconcile? Those are all issues that Facing Hist

The organization was founded in 1976 by Margot Stern Strom, a former high school history teacher who grew up in the segregated South. Its
first focus was the Holocaust and an exploration of how the acquiescence of practically an entire society led to the murder of millions. Facing

History has since developed a popular training program that can be accessed either online or in person. Topics include anti-Semitism, racism,
voting rights, gay rights and immigration. The lessons encompass the current as well as the historical 8 for example, the Armenian genocide
of 1915, the American eugenics movement of the early 20th century, apartheid in South Africa and the crisis in Darfur.

Facing History has ten offices. Eight are in the U.S., one is in Canada, and the most recently opened is in London. Klarman says demand has

grown globally: A Teachers inquire, O6How can | | earn about this? Can you come to
your curriculum. 60

2 SeeTheSnowball, Warren Buffett and the Business of hyfé\lice Schroeder
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U.S. stock markethe oil bubble (in the late 197Qshe gold bubble (in the 1980Qshe (stock) bubble in Kuwait
the bubble in Japathe bubble in real estate in Texas. So what is he talking about? Had he not seen those things,
he could have at | east read some historieséall thes

Another lesson to learn from studying past market cycles is about market psychology. As the late Peter Bernstein
observed, Aln their cal mer moment s, i nvestors recog
of extreme panic or enthusiasnowever, they become remarkably bold in their predictions: they act as though
uncertainty has vanished and the outcome is beyond doubt. Reality is abruptly transformed into that hypothetical
future where the outcome is known. These are rare occasionsepuare unforgettable: major tops and bottoms

in markets are defined by this switch from doubt to

Thevenerabl8en Gr aham argued that an investor should fAha
in terms, particularly, of the major fluc tuations. With this background he may be in a position to form
some worthwhile judgment of the attractiveness or d

John Templeton in the bookhe Templeton Wdyy Lauren C. Templeton, said that understanding the history of

the marlet is a huge asset for investinghis is the case not because events repeat themselves exactly but because
patterns of events and the way the people who make up the market reactypicaband predictable. History

shows that crises always appear wasthe outset and that all panics are subdued in time. Whies gdan

down, stock prices rise.

The study of past financial history can be a rich source of inspiration and guidance for investors. A historical
perspective has always underpinned(Bdn Templetod )sown impressive achievements as an investor.
(Introduction toEngines That Move Markety Alasdair Nairn

The study of market anstonomic history is excellent preparation for an inveiot the study of past events
without a coherent #ory for human action can often lead to confusidnghly recommend downloadingyhat
Austrian Economics Can Teach HistoridmsThomas Woods at the following link:
www.mises.ordjournals/scholar/woods1.pdf

An excerpt:

But no record of facts, no matteowa judiciously arranged, interprets itséifHi st ory, 6 wr ot e Lud\
fcannot be i magi ned behdfthah onprejudiced byamyyheoryToheecanrderipyevhistory

directly fromthe sourcesgpui t e unt enabl eéal Nohempkeanwnasi dnsecevVveg f
pp.107-108).

An epistemological dualist, Mises denied that methods appropriate to the sateingkes could be employed in
the social sciences, where man, rather than inaniohgeets, was the object otusly. For one thing, the historian

did not have the naturalci ent i st 6s advantage of a | aboratory in
i solating a single factor. A[ H] iexpgemenceafeomplexx peri ence
phenomengaof the joint effects brought about by the operatioaof mu |l t i pl i city of el ement

Mises 1998, p. 31). With laboratonyethods unavailable to him, if he was to make sense of historical events the
historiancould not approach his segjt with his mind @abula rasabut instead needed sormequaintance with

social theory, lest he be overwhelmed by data he was helplesstoe r pr et . TifeTus set aSigedhe e f ac
epistemological question whether thersush a thing is open ¢ different interpretations. These interpretations
requree |l uci dati on by theoretical insighto (Mises 1990,

Howeved if you study history, past facts and figures, you must have a theory or latticework of mental models in
which to understand what yare looking at. If not, you will be lost or even learn the wrong lessons. | strongly
suggest learning about Austrian Business Cycle Theory. Many free books are avaiableratses.orgNo
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record of facts, nomatterow j udi ci ously arranged, interprets itse
be imagined without theory. The naive belief that, unprejudiced by any theory, one can derive history directly
from the sources is qui tad unrhteermsaehb IveeésNod i erxepclta nya tfiroonrs

108 inEpistemological Problems of Economidsans. George Reisman)

Without an economic theory to understand why the Great Depression occurred including its depth of 25%
unemployment and length 192946, then you will not gain an understanding of the past to help you anticipate
and interpret future eventdote the date of 1946 rather than 1939. How can anyone count the sending of men,
women and material to war and to destruction as economic growth?)

Since we begin with the Great Crash of 19a9/estorsshould understand the true causes behind the market
crash rather than just view charts or accept the standard historical explanations for the crash.

Paul Johnsoné6s i nt rfoduatriaynARtoa rhibdadr'td$d sGd(@ devast@tiagmr e s S i
critiqgue on how interventionism and inflationism deepened and prolonged the Depression) is available here:
http://mises.org/rothbard/agd.pdf

Here i s Paul Johnsonodés I ntroducti on:

TheWall Street collapse of Septembé¥ctober 1929 and the Great Depression which followed it were among the
most important events of the twentieth century. They made the Second World War possible, though not inevitable,
andby undermining confidence in the efficacyof the market and the capitalist system, they helped to

explain why the absurdly inefficient and murderous system of Soviet communism survived for so long.

Indeed, it could be argued that the ultimate emotional and intellectual consequences of thepeeeaioDavere

not finally erased from the mind of humanity until the end of the 1980s, when the Soviet collectivist alternative to
capitalism crumbled in hopeless ruin and the entire world accepted there was no substitute for the market.

Granted the impdance of these events, théme failure of historians to explain either their magnitude or

duration is one of the great mysteries of modern historiographyThe Wall Street plunge itself was not

remarkable, at any rate to begin with. The United Statesoenphad expanded rapidly since the last downturn in
1920, latterly with the inflationary assistance of the bankers and the federal government. So a correction was due,
indeed overdue. The economy, in fact, ceased to expand in June, and it was inewgit#hike ¢hange in the real
economy would be reflected in the stock market.

The bull market effectively came to an end on September 3, 1929, immediately the shrewder operators returned
from vacation and looked hard at the underlying figures. Later risesmaerely hiccups in a steady downward

trend. On Monday October 21, for the first time, the ticker tape could not keep pace with the news of falls and
never caught up. Margin calls had begun to go out by telegram the Saturday before, and by the bétiening o
week speculators began to realize they might lose their savings and even their homes. On Thursday, October 24,
shares dropped vertically with no one buying, and speculators were sold out as they failed to respond to margin
calls. Then came Black Tudsy, October 29, and the first selling of sound stocks to raise desperately needed
liquidity.

So far all was explicable and might easily have been predicted. This particular stock market corrective was bound
to be severe because of the unprecedented drabspeculation which Walbtreet rules then permitted. 1829,
1,548, 707 customers had accounts with Americabs 29
million families had an active association wikie market, and a million invest could be called speculators.

*ReadAmer i ca’ s Gr yMtrrayRetibarg(dises) o n
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Moreover, of these nearly tathirds, or 600,000, were trading on margin; that is, on funds they either did not
possess or could neasily produce.

The danger of thigrowth in margin trading was compounded by the mushntiag of investment trusts which
marked the last phase of the bull market. Traditionally, stocks were valued ateabtnnes earnings. With high
margin trading, earnings on shares (dividends), only one or two percent, were far less than the eigétaenten
interest on loans used to buy them. This meant that any profits were in capital gains aloriRadibus,
Corporation of AmericdRCA) which had never paid a dividend at all, went from 85 to 410 points in 1928.

By 1929, some stocks were sellirigh@ times earning® market boom based entirely on capital gains is

merely a form of pyramid selling. By the end of 1928 the new investment trusts were coming onto the market at

the rate of one a day, and virtually all were archetype inverted pyranhids.yT had A hd gnewtérmmv er ag
in 1929 through their own supposedly shrewd investments, and secured phenomenal stock exchange growth on
the basis of a very small plinth of real growthmited Founders Corporatigrior instance, had been created by a
bankruptcy with an investment of $500, and by 1929 its nominal resources, which determined its share price,

were listed as $686,165,000. Another investment trust had a market value of over a billion dollars, but its chief
asset was an electric company whitch921 had been worth only $6 million. These crazy trusts, whose assets

were almost entirely dubious paper, gave the boom an additional superstructure of pure speculation, and once the
mar ket broke, the fAhigh | everageo worked in reverse

Hence, awakeninfjom the pipe dream was bound to be painful, and it is not surprising that by the end of the day
on October 24, eleven men wkhown on Wall Street had committed suicidiae immediate panic subsided on
November 13, at which point the index had fallemir4d52 to 224. That was indeed a severe correction but it has

to be remembered that in December 1928ntex had been 245, only 21 points higlgrsiness and stock

exchange downturns serve essential economic purposes. They have to be sharp, but thegt netebe long

because they are sefidjusting. All they require on the part of the government, the business community, and the
public is patience. The 1920 recession had adjusted itself within a year. There was no reason why the 1929
recession should havaken longer, for the American economy was fundamentally sound. If the recession had
been allowed to adjust itself, as it would have done by the end of 1930 on any earlier analogy, confidence would
have returned and the world slump need never have occurred

Instead, the stock market became an engine of doom, carrying to destruction the entire nation and, in its wake, the
world. By July 8, 1932New York Timemdustrials had fallen from 224 at the end of the initial panic t®J5B.

Stee] t h e wgest dndlndost efficierd stemlaker, which had been 262 points before the market broke in

1929, was now only 2Zeneral Motorsalready one of the besin and most successful manufacturing groups in

the world, had fallen from 73 to 8. These calamitolls f@ere gradually reflected in the real economy. Industrial
production, which had been 114 in August 1929, was 54 by March 1933, a fall of more than half, while
manufactured durables fell by 77 percent, nearly-fifilns. Business construction fell fro8.7 billion in 1929

to only $1.4 billion in 1933. Unemployment rose over the same period from a mere 3.2 percent to 24.9 percent in
1933, and 26.7 percent the following year.

At one point, 34 million men, women, and children were without any incomg andlthis figure excluded farm
families who were also desperately hit. City revenues collapsed, schools and universities shut or went bankrupt,
and malnutrition leapt to 20 percent, something that had never happened before in United Statéskiestany

the harsh early days of settlement.

This pattern was repeated all over the industrial world. It was the worst slump in history, and the most
protracted. Indeed there was no natural recovery. France, for instance, did not get back to its 1929 level of
industrial production until the miti950s. The world economy, insofar as it \iisave® at all, was saved by war,
or its preparationg|l believe this assertion is totally false. How can Wathe death of people and the building
of armaments that will be déoyed-produce wealth and capital? Unemployed men became conscripted into
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thewar). The first major economy to revitalize itself wa
regime in January, 1933, embarked on an immediate rearmament profrdmm a year, Germany had full

employment. None of the others fared so well. Britain began to rearm in 1937, and thereafter unemployment fell
gradually, though it was still at historically high levels when war broke out on September 3, 1939. That was the
date on which Wall Street, anticipating lucrative arms sales and eventually U.S. participation in the war, at last
returned to 1929 prices.

It is a dismal story, and | do not feel that any historian has satisfactorily explained it. Why so deep? Wi so lon
We do not really know, to this day. But the writer who, in my judgmentctiae closest to providing a

satisfactory analysis is Murray N. Rothbarddimme r i ¢ a’ s Gr. Eaa hhalf &cenpury,ghe sonventional,
orthodox explanation, provided byhloMaynardKeynes and his followers, was that capitalism was incapable of
saving itself, and that government did too little to rescue an intellectually bankrupt market system from the
consequences of its oviwlly. This analysis seemed less and less canwgas the years went by, especially as
Keynesianism itself became discredited.

In the meantime, Rothbard had produced, in 1963, his own explanation, which turned the conventional one on its
head. The severity of the Wall Street crash, he argued, wdsi@bd the unrestrained license of a freebooting
capitalist system, but to government insistence on keeping a boom going artificially by pumping in inflationary
credit. The slide in stocks continued, and the @eahomy went into freefall, not becausegmment interfered

too little, but because it interfered too much. Rothbard was the first to make the pointcantbid thathe spirit

of the times in thd920s, and still more so in the 1930s, was for government to plan, to meddle, to order, and to
exhort. It was a hangover from the First World War, and President Hoover, who had risen to worldwide
prominence in the war by managing relief schemes, and had then held high economic office throughout the
twenties before moving into the White House itgelf929, was a born planner, meddler, orderer, and exhorter.

Hoover 6s was the only department of the U.S. federa
power during the 1920s, and he had constantly urged Presidents Harddgadidde totake a more active role
in managing the economy.

Coolidge, a genuine minimalist in government, had c
adviced a | | of it bad. 6 When Hoover f i nhisbWnyadice,armknadeiv er t
an engine of interference, first pumping more credit into an already overheated economy and, then, when the
bubble burst, doing everything in his poweptganize government rescue operations.

We now see, t h a n k sthat tlee HeOwdtRhokexalt dedicl was neally aycoritirsiym, that most

of the fAinnovationso of the New Deal were in -fact e
solutions, and that Franklin DeHambeRboKHeoveét &s iandn
important respects it was infinitely more successful in managing its public relations, and it spent rather more
taxpayerfsmd , moinreyRot hbar dés ar g u mRoasevelt contineumrofepolicyevasf e ¢ t
to m&ke the slump more severe and to prolong it virtually to the end of the 1930s.

The Great Depression was a failure not of capitalism but of the hyperactive state.i | | not spoil t
pl easure by entering mor e deokipdnyntellectudbur dRfortembthatit d 6s ar
consists, from start to finish, of a sustained thesis, preseiittedelentless logic, abundant illustration, and great
eloquence. | know of few books which bring the world of economic history so viadiigf and which contain

so many cogent lessorsdill valid in our own day. It is also a rich mine of interesting and arcane knowledge, and

| urge readers to explore its footnotes, which contain many delicious quotations from the great and the foolish of
those days, threguarters of a century ago. It is not surprising that the book is going into yet another edition. It

has stood the test of time with success, even with panache, and | feel honored to be invited to introduce it to a new
generation of reads.
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When you read Grahamés articles during the Great De
boom and inevitable bust which then led to prices trading well bigdovdatingasset values by reading,

Ameri ca’ s Gr amides.olfoibarel /gdpdbin candét emphasize the stud
enough.

Ben Graham recommends studying market history

Benjamin Graha mterview inAn Hour with Mr. Grahaniby Hartman L. Butler, Jr. from the bodgenjamin
Graham Buildng a ProfessigrEd. By Jason Zweig

Hart man L. Butl er , J radvicevaguld o give to Myoung i@an arlwanman comirg along
now who wants to be a security analyst and a Chartered Financial Analyst?

Graham: | would tell them to studyetbastrecord of the stock market, study theiwn capabilities, and find out
whether they can identify an approach to investment that they feel would be satisfactoryawrilogise. And if

they have done that, pursue that without any reference tootiteatpeople do or think or say. Stick to theim
methods. That is what we did with our own busirn&shaniNewman Corp.)We never followed the crowd,

and | think that is favorable for the young analyst. If he or she fdantelligent Invest@ which | feel would

be more useful thaBecurity Analysi®f the two book8 and selects from what we say some approach which one
thinks would be profitable, then | way that one should do this and stick to it.

I had a nephew who started in Wall Street a nurobgears ago and came to me for some advice. | said to him,

ADick, I have some practical ad v i -emd intestmehticompanigsatu , wh
15% di scounts on an average. Get yothesecfosedndnds t o pu
companies at discounts and you will start ahead of

€éThey used to say about the Bourbons that they for
about the Wall Street peoplgpically, is thatthey learn nothing, and they forget everything | have no

confidence whatever in the future behavior of the Wall Street people. | think this business @ftheeercessive

hopes and fears and sodowill be with us as long as there wiletpeople.

€. There are two requirements for success in Wal.l St
have to think independently.

John Schultz (Forbes Columnist, 19589 76) | ai d down this simpleaesitblueb,
in commonsense terms. Stock prices have always gone up or down in response to rationalizations rather than
reasons, and to levels that, in retrospect, appeared tothestabeb | v excessi ve and irrati

Theseatrticles will give you a perspave on how to think about prices versus stock market valuation.

Page | Author Date Article Time Period
6 Ben Graham July 1932 Als American Business Wor| 1932 1933
24 Mr. Dean Witter May 6, 1932 Memorandim 19281932
27 Harry Nelson April 13, 1942 1942 is really the reverse of 1929 1942
28 Ben Graham Deaemberl7,1959 Stock Market Warning 19591960
38 Carol Loomis July 1973 Terrible Two Tier Market 19721973
45 Warren Buffett November 1974 OverSexed Guy in a Harem 1974
48 Ben Graham September 1974 The Renaissance of Value 1974 and beyond
52 Warren Buffett August 1979 You Pay a High Price for a Cheery Consensus 19781979
57 Warren Bufett July 1999 Sun Valley Speech/Article on NASDAQ Ovealuation 199006s
71 Warren Buffett December 2001 Follow-up Article on 1999 Speech 19906s an
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75 Warren Buffett October 17, 2008 Buy America, | Am 2008 and beyond
80 SchwedTrain TheSecret to Investing Timeless
When Ben Grahamés three part series, fAls wasner i

nearly

t he

Gr a h safetd returmato tha stodk e s

can B
published inForbesmagazine, America, and indeed the world, had gone through the punishing stoadk marke

crashes of 1929 and 1930 and was in the depths of the Great Depression.thiédgression continued until

end of the decade,

si g

market. At that time, Grahanomted out, more than 30 percent of the companies listed on the NYSE were selling
at less than what they would be worth if they were broken up and sold. In this series of articles, Graham took

corporate management to task for taking advantage of investdngutting their own welfa ahead of that of the

shareholders.

FORBES published a series of three articles by Benjamin Graham written at the bottom of the Great Crash. This
is the first, Are Corporations Milking Their Owners?

At its worst level, the Dowdropped to 40.56 in Julyt932 That is a drop 089%.

15000

10000

Inflated Treasuries and Deflated Stockholders(Article 1) by Benjamin GrahamonJune 01, 1932

SELLING AMERICA FOR 50CENTS ON THE DOLLAR

More than onshird of all industrial stocks are selling in the open markelsfgst h a n

assets

Scores of common stocks are selling for less thantheirgmc ash i n t he

the companies

company®6s

4 Net Quick Assets cash, marketable securities, and accounts receivable minus current liabilities. Inventory is excluded in order towle&thaine
if sales evaporate, a business could meet its current liabilities with the readily convertible (essetshdn hand.
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Corporatiors who are good risks for commercial loans do not need to borrow. They still have large unused cash
balances furnished by their stockholders in the New Era days.

Corporation treasurers sleep soundly while stoadrslwalk the floor.

Banks no longer lend dirthg to big caporations They lend to stdcholderswho have ovefinanced the
companies through rights to buy stock at inflated prices.

What theresponghilities of the corporatiorits directas, its stockholders? What is the proper way out? Are
stockholars partowners of their companies, or just suckers?

Shall companies reverse the 1929 methgd/e the stockholder rights to sell back the stock heyhtoveduce
capitalization, and equalize the burden between the corporations and the stockholder?

If market quotatiors discount huge cash reserves due to probable long continued future losses then should not the
stockholder demand liquidatiorfiore his money is thus dissipated?

Are corporation playing fair with their stockholders?

Suppose you were the owndraolarge manufacturing business. Like many others, you lost money in 1931, the
immediate prospects are not encouraging; you feel pessimistic and willing to selheap A prospective
purchaser asks you for your statement. You show him a very healtinch sheet, indeed. It shapes up
something like this:

Cash and U.S. Gov. Bonds $8,500,000
Receivables and Merchandise $15,000,000
Factories, Real Estate, etc + $14,000,000

$37,500,000
Less owing for current accts -$1,300,000
Net Worth $36,200,000

The purchaser looks it over casually, and then makes you a bid of $5,000,000 for your bteressh, Liberty
Bonds and everything else includ&dould you sell?The question seems like a joke, we admit. No one in his
right mind would exchange 82 millions in cash for five million dollars, to say nothing of @8 millions more
in other assets. But preposterous as such a transaction sounds, the many dWhigeshdbtorsstock who sold
out between $7 and $8 per share did that very #hings clos to it as they could come.

The figures given above repres#&vhite Motorscondition on December 31st lagar At $7 3/8 per share, the

low price, the company's 650,000 shares were selling for $4,80&0600t 60 per cent of the cash and equivalent
alore, andonly onefifth of the net quick assefShere were no capital obligations ahead of the common stock,
and the only liabilities were those shown above for current accounts payable.

The spectacle of a large and old established company selling in tket fiea such a small fraction of its quick

assets is undoubtedly a startling one. But the picture becomes more impressive when we observe that there are
literally dozens of other companies which also hageated value less than their cash in bankAnd nore

significant still is the fact that an amazingly large percentage of all industrial companies are selling for less than
their quick assets aloréeaving out their plant and other fixed assets entirely.
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This means that a great number of American bgsie®are quoted liguidating value; that in the best recent
judgment of Wall Streethese businesses are worth more dead than alive.

For most industrial companies should bring, in orderly liquidation, at least as much asiitleassets alone

Admitting that the factories, real estate, etc. could not fetch anywhere near their carrying price, they should still
realize enough to make up the shrinkage in the proceeds of the receivables and merchandise below book figures.
If this is not a reasonable asgotion there must be something radically wrong about the accounting methods of

our large corporations.

A study made at th€olumbia University School of Busineswder the writer's direction, covering some 600

industrial companies listed on the New Yorkb&t Exchange, disclosed that over 200 of thenfully one out of
three-have been selling at less than their net quick assets. Over fifty of them have sold for less than their cash and
marketable securities alone. In thppendix at the end of this docemtis given a partial list, comprising the

more representative companies in the latter category. What is the meaning of this situation? The experienced
financier is likely to answer that stocks always sell at unduly low prices after a boom collap$espresident

of theNew York Stock Exchantgstified, "in times like these frightened people give the United States of ours

away." Or stated differently, it happens because those with enterprise haven't the money, and those with money
haven't the enter@e, to buy stocks when they are cheap. Should we not find the same phenomenon existing in
previous bear market$or example, in 19217

The facts are quite otherwise, howev&tiocks sold at low prices in the severe pestar depression, but very
few of themcould be bought on the Stock Exchange for less than quick assets, and not one for less than the
company's available cash.

The comparative figures for both periods, covering representative companies, are little short of astounding,
especially when it isated that they showed no materially poorer operating results in 1931 than in 1921. Today,
these companies are selling in the aggregate for half their working capital; ten years ago working capital was only
half the bottom prices. With respect to cash asaleine, present prices are relativak/timedower than in 1921.

We must recognize, therefore, that the situation existing today is not typical of all bear markets. Broadly speaking,
it is new and unprecedented. It is a strange, ironical aftermatle Oheéw era” madness of 192929. It reflects

the extraordinary results of profound but little understood changes fiméineial attitudeof the people, and the

financial fabric of the country.

Two plausible and seemingly innocent ideas, the, tinst good stocks are good investments; the second, that
values depend on earning powerere distorted and exploited into a frenzied financial gospel which ended by
converting all our investors into speculators, by making our corporations rich and theiokteckipoor, by
reversing the relative importance of commercial loans and Wall Street loans, by producirgneopagcounting
policies and wholly irrational standards of vaka@d in no small measure was responsible for the paradoxical
depression in wibh we find ourselves submerged.

Behind the simple fact that a great many stocks are selling for much less than their working capital lies a complex
of causes, results and implications. The remainder of this article will deal with the causes of theipigsent
situation, while other ramified aspects will be developed in succeeding articles.

The current contrast between market prices and liquid assets is accounted for in large measure by the huge flood
of new cash which stockholders in recent years hauegdl into the treasuries of their corporations by the

exercise okubscription rights. This phenomenon, which was one of the distinguishing features of the129928

bull market, had two quite opposite consequences. On the one hand the additionatkined geeatly

improved the companies' cash and their working capital position; on the other hand the additional shares issued
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greatly increased the supply of stocks, weakened their technical position, and intensified their markeTdecline.
same circumgance, therefore, served both to improve thealuesbehind a stock and to depress thprice.

(This circumst ance IlotaldPublicOffdrimgsial yP Onsi”t hw h“eBiu satfetder r ai s
amounts of cash froinvestorswhen going public, theompany has a hiccup in operations and/or markets turn
downand he | PO's price declines significantly).

It is doubtful, however, that the declines would have gone to the current extraordinary lengths if during the last
decade investors had riost the labit of looking at balance sheekduch of the past year's selling of stocks has
been due téearrather than necessity. If these timid holders were thoroughly aware that they were selling out at
only a fraction of the liquid assets behind their shareayroithem might have acted differently.

But since value has come to be associated exclusiveleaitting powerthe stockholder no longer pays any
attention to wht his company ownsnot even its money in the bank.

It is undoubtedly true that the etone investor laid too much stress upon book values and too little upon what the
property could earn. It was a salutary step to ignore the figures at which the plants were carried on the books,
unless they showed a commensurate earning péWes.asset daes should earn at least their cost of capital.)

But like most sound ideas in Wall Street, this one wasarried too far. It resulted in excessive emphasis being
laid on the reported earningahich might only be temporary or even deceptiaad in a comgte eclipse of
what had always been regarded as a vital factor in security values, namely the company's working capital position.

Businesses have come to be valued in Wall Street on an entirely different basis from that applied to private
enterprise. In god times the prices paid on the Stock Exchange were fantastically high, judged by ordinary

business standards; and now thg law of compensatigmthe assets of these same companies are suffering an
equally fantastizindervaluation

A third reason thattecks now sell below their liquid asset value isfder of future operating lossddany

readers will assert that this is the overshadowing cause of the present low market level. These quotations reflect
not only the absence of earning power, but thetemce of "losing power" which threatenedlissipate the

working capital behind the shares today

Is it true that one out of three American businesses is destined to continue losing money until the stockholders
have no equity remaining? This is what gteck market says in no uncertain terms.

In all probability it is wrong, as it always has been wrong imigorjudgments of the future. The logic of Wall

Street is proverbially weak. It is hardly consistent, for example, to despair of the railroagsebibestrucks are

going to take most of their business, and at the same time to be so despondent over the truck industry as to give
away shares in its largest units for a small fraction of their liquid capital alone.

But since even in prosperous times mmandertakings fall by the wayside, it is certain that the number of such ill
-starred ventures must now be greatly increased. The weakly situated business will find it difficult, perhaps
impossible, to survive. Hence in a number of individual cases theetisaprophecy of extinction will be borne

out. Nevertheless, there must still be a basic error imthdesaledumping of shares at a small fraction of
liquidating value.

If a business is doomed to lose money, why continue it? If its future is sle$®feat it is worth much less as a
going concern than if it were wound wghy not wind it up?
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Surely the owners of a business have a better alternative than to give its presawagafeh fear that it is later
going to be dissipated. We are backhe contrast between thhite Motorsstockholder and the individual
factory owner, with which we started our article.

The issue is merely one of simple logic. Eitkidnite Motords worth more as a going concern than its cash in

bank, or it is not. If ifs worth more, the stockholder is foolish to sell out for much less than this cash, unless he is
compelled to do so. If it isn'the business should be liquidated and each stockholder paid out his share of the cash
plus whatever the other assets will lgrin

Evidently stockholders have forgotten more than to look at balance sheets. They have forgotten also that they are
owners of a businessd not merely owners of a quotation on the stock ticker. It is time, and high time, that the
millions of American shieholders turned their eyes from the daily market reports long enough to give some
attention to the enterprises themselves of which they are the proprietors, and which exist for their benefit and at
their pleasure.

The supervision of these businesses naistpurse, be delegated to directors and their operation to paid officials.
But whether the owners' money should be dissipated by operating losses, and whether it should be tied up
unproductively in excessive cash balances while they themselves am meelit of funds, are questions of major
policy which each stockholder must ponder and decide for himself.

These are not management problems; thesevanership problemsOn these questions the management's
opinion may be weighty but it is not controlling

What stockholders need today is not alone to become "balance sheet conscious,” but more than that, to become
"ownership conscious." If they realized their rights as business owergould not have before us the insane
spectacle of treasuriebloated with cashand their proprietors in a wild scramble to give away their

interests on any terms they can gePerhaps the corporation itself buys back the sithey throw out ofrony;

we see the stockholders' pitifully inadequate payment made tovthibrimeir own cash (Shareholders were
desperately selling shares at prices below the net cash owned by their own companies to raise funds rather than
have their management payout excess cash to them!)

The waggish barber of the legend painted on his sign:

What do you think-?

We shave you for nothing and give you a drink!

That, without the saving comma, might well be blazoned as the motto of the stock selgayfudmo hands
over his share in inventories and receivables for less than nothing, andithreaisestate, buildings, machinery

and whatnot as a lagniappe or trading stamp.

The humor of the situation could be exploited further, but the need is not for witticism but for a straightforward
presentation of the vitally important issues that faoek$tolders, managements, and bankers.

Should Rich Corporations Return Stockholders' Cash¥Article 2) by Benjamin Graham

June 15, 1932
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FORBES presents herewith the second in this spectacular series of articles on the maladjustment between
finances of orporations and their owners.

In ourfirst article the present disparity between the cash asset position of many companies and the price of the
stocks was ascribed in part to the huge issues of additional sharegrahéfarred monefrom stockholders'

pockets into corporate treasuries. According toNbey York Stock Exchangeampilation, the funds so absorbed

by listed companies alone,theen 1926 and 1930, amounted to no less than five billion dollars.

The total sale of corporate securities to the public in this period exceeded-hiventyllions, of which a small
part perhaps was turned over to private individuals, but the majoompavés paid into the businesses, and either
expended in plant additions or added to working capital.

It must not be forgotten that other enormous sums have also been accumulated in theraiistrdfuted
earnings After this tremendous influx of cashistno wonder that corporate treasuries are still bulging, despite all
the money that has been spent, or lost, or paid in dividends.

But what of the people who supplied the bulk of this money; the investor who bought new offerings; the
stockholder who sulssibed to additional shares? They are not rolling in wealttaig nor burdened with a

plethora of idle funds. They stripped themselves of cash to enrich their corporations' treasuries; they borrowed
heavily in order that these corporations might be abfmy off their debts.

The grotesque result is that the people who own these rich American businesses are themselves poor, that the
typical stockholder is weighed down with financial problems while his corporation wallows irifcaakurers
are sleepingoundly these nights, while their stockholders walk the floor in worried desperation.

True, the public has more stock certificates to represent the new shares which it paid for, and each certificate
carries ownership in the cash held by the company. @uekow this doesn't help the stockholder very much. He
can't borrow from the bank, or margin his existing loans, on the basis of the cash behind his shares. If he wants to
sell he must accept the verdict of the ticker. If he should appeal to the offiteescompany for a little of his

own cash, they would probably wave him away with a pitying smile. Or perhaps they may be charitable enough to
buy his stock back at the current market prighich means a small fraction of its fair value.

Meanwhile, the mdigal transfer of cash by the public to corporations in theerawdays has not only made

infinite trouble for the security holder, but it has seriously demoralized our banking structure. Commercial loans
have always been the heart and the bulwark ptmdit system. Loans on securities have been secondary in
volume and drastically subordinated in their standing.

But what have the corporations and the public done between them in recent years? They have paid off the cream
of the country's commercial omwings and substituted security loans in their place. Instead of lending directly to
big business, the banks have been forced to lend to their stockholders against pledges of their shares, or to
purchase securities on their own account.

Some idea of thex¢ent of this shift of banking accommodation can be gleaned from the comparative figures of
the reporting Member Banks of the Federal Reserve System:
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Change in the Composition of Banking Resources1 9231932 (In Millions)

Commercial Loans Loans on Secuies Total
Oct., 1920 $9,741 $7,451 $17,192
May, 1932 $6,779 $12,498 $19,277

The whole development has proved most disastrous to stockholders and most embarrassing to e heasis.
form of borrowing has been replaced by the worstThe safety of th loans, and to some extent the solvency of
the banks making them, has been placed at the mercy of stock market fluctuations, instead of resting on the
financial strength of our large corporations.

Thousands of stockholderthe owners of their company'sdinessfind themselves today in an absurd position.
The market value of their stock may be, for instance, onl$ tailions, its borrowing value at best eight millions.
Yet not only may the company have fifteemillions in the treasury, but it coultbrrow large additional

amounts against its many millions of other quick as#etise owners of the business really controlled such a
company, they could draw out not only the fifteen millions in cash but another five millions from bank

loans, and stillhave a business in sound condition with substantial equitiess{aham illustrates the absurd
prices—the value of a company can not be wadessthan what a lender would be willing to lend against it.)

The very banks which hesitate to lend ten dollarspare on a stock would probably be glad to lend the
company itself enough to enable it to pay out fifteen dollars per share to the stockholders.

Consider on the one hand a typical standard business with its enormous cash and credit resources; and then
consder the people who own this business and who poured millions into its jreasable to realize or borrow
more than a miserable fraction of the cash value of tivairproperty.

This is the result of undue generosity by stockholders towards their abgoarin good timesand of undue
parsimony by the corporations towards the stockholders today.

The banks may seem like-gilains in such a situation, but in fact they, too, are victims of circumstance
handicapped by a soundly conceived system whiohti®f harmony with the actualities of the present situation.
They have been educated, and they are directed, to give first consideration to commercial loans.

But who now are the commercial borrowers? Strong corporations with good past (if not receds), regjuiring
money for seasonal requirements? Not at all. Such corporations don't need the banks; they raised all the money
they could use from the stockholders when the raising was (oel 19221928 Bull Market.)

There are left three classes of b&krowers: (a) Small or privately owned enterpriseaybe good, maybe not;

(b) Large industrial corporations with poor records even in the late prosperity; (c) Railroads and utilities needing
temporary (?) accommodation, to be paid off by permanentdingra fruitful source of trouble for all

concerned.

It must be recognized, therefore, that the replacement of good commercial loans by vulnerable loans on stock
collateral has been harmful alike to our banking system and to the vast army of stocklsolders.a remedy for
this condition? There certainly is, and a very simple one.

Let corporations return to their stockholders the surplus cash holdings not needed for the normal conduct of their
business.
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The immediate result of such a movement woultbdeenefit the individual stockholder by placing funds in his

hands to meet his urgent needs or to use as he sees fit. The secondary result would be to improve the price of the
shares affected and the stock market generally, as the public is made abigronceful fashion of the

enormous cash values behind American business today. The third result would be to improve the balance of our
banking structure, making for a larger proportion of sound commercial loans (especially when business again
expandspand permitting the repayment of a certain quantity of frozen security loans.

How should this return of cash be accomplished? Preferably by the direct retracing of the financial steps which
have led to the present predicament. Instead of rights to buyssteckompanies offer their stockholders the

right to sell stock in a fixed proportion and at a stated price. This price should be above the current market but in
most cases below the net quick assets per share and therefore far below the book vathe.dengroration's

point of view the result of sualepurchases at a discoumtl be an increase both in the surplus and in the net
current assets per share of stock remaining.

A few corporations have followed this procedure, one of the earliest Bamgs PetroleumRecentlyHamilton
Woolenhas offered to buy orsixth of the outstanding shares pro rata at $65, which is about equal to the net
quick assets and considerably above the previous market price. This represents the return of a large Ipertion of t
new money paid in by stockholders in 1929.

Other companies have returned surplus cash to stockholders in the form of special distributions without
cancellation of stockPeerless Motorgs a case in point, and anotheEigreka Vacuum Cleangwhich

acompanied its action by a statement recommending a similar move to other corporations as an aid in relieving
the depression. A few companies, notablySkendard Oilpipe lines and some New England miliayve

returned surplus cash capital to shareholderdy reducing the par value of the stock.

All these methods accomplish the same purpose and the differences between them are largely technical. The
repurchase of shares pro rata, which we recommend, is more practical in most cases than a reductionein par val
and it has certain bookkeeping advantages over a straight special dividend. Furthermore, as a direct reversal of the
process of taking money from stockholders by issuing subscription rights, this method undoubtedly has a strong
logical appeal.

A sizabk number of enterprises have been employing surplus funds to acquire stock by purchase in the open
market. This also represents a transfer of corporate funds to stockholders. It is undoubtedly helpful to the market
price and hence to those constraineceth andthe repurchase of shares at bargain prices presumably

benefits the surviving stockholdersCertainly corporations using excess cash in this manner are acting more
liberally than those who hold on like grim death to every dollar in bank.

But this form of procedure is open to objections of various kinds. If the price paid turns out to have been too high,
the directors are subject to criticism from those whom they still represent, while those they have benefited are no
longer interested in them or the company. If, to avoid this danger, they buy only when the price is exceedingly
low, they cannot avoid the appearance of having taken unfair advantage of the necessities of their stockholders.
Furthermore, such undisclosed market operations may affaitnities for questionable profit by directors

and insiders.

TheBendix Aviation Compamgcently passed its dividend and concurrently announced its intention of
purchasing a large block of shares in the open market. Other companies rich in cashdveae ttoe same

policy, though generally without even this saving grace of revealing their plan to buy in stock. Such a procedure
contains possibilities of grave injustice to the shareholtféh&n there is an accumulated surplus and excess

cash on hand, he directors'first duty is to use the free cash to maintain a reasonable dividen@.oday—
2009-paying dividends vs. buying back stock below intrinsic value may or may not be a good choice depending
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upon circumstances. Graham puts a premium on payingasit directly to shareholdetgecause he says that
corporate managemesitnaybetaking advantage ogellingshareholders by repurchasing their stock at low

prices.

The prime reason for accumulating the surplus in good years was to make possible tharmmnthdividends

in bad years. Hence the absence of earnings is in itself no justification for stopping all payments to shareholders.
To withhold the owners' money from them by suspending dividends, and then to use this same money to buy back
their stockat the abnormally low price thus created, comes perilously close to sharp practice.

Such considerations should make it clear why the writer does not regarthapest purchases as the best
method of returning corporate cash to stockholders. Retiremstaaif pro rata involves no conflict of interest
between those selling out and those staying in; and it provides no opportunity for errors in judgment or unfair
tactics on the part of the management.

Examination of the partial lish Table 1on page & of companies selling in the market for less than their net

current assets, as well as reference to the table offered in our first article last issue, will disclose many instances in
which thecash holdings are clearly excessivé.stockholders will bring sfficiently strong pressure upon their
managements, they can secure the return of a good part of such surplus cash, with great benefit to their own
position, to stock market sentiment, and to the general banking situation.

In order to obtain these desirabésults, stockholders must first be aware ghaplus caslexists; and therefore

they must direct at least a fleeting glance to their company's balance sheet. In recent years financial writers have
been unanimous in pointing out how unimportant are aséees as compared with earning power; but no one
seems to have realized thmiththe ignoring of assets and the emphasis on earnings eandéave been

carried too far, with results of the most disastrous kind.

The whole "newera" and "blue chip" naness derived from this exclusive preoccupation with the earnings trend.
A mere $1 increase in profits, from $4 to $5 per share, raised the value of a stock from 40 to 75, on the joyous
assumption that an upward trend had been established which justifidt@e of 15 instead of 1d.he basis of
calculating values thus became arbitrary and mainly psychologicalvith the result that everyone felt free to
gamble unrestrainedly under the respectable title of "investment."

It was this enticement of investdrdéo rampant speculation which made possible the unexampled duration and
extent of the 1928929 advance, which also made the ensuing collapse correspondingly disastrous, and which
as later appearedarried the business structure down into ruin withstieek market.

A peculiar offshoot of the obsession with earnings is the new practice of writing fixed assets down to $1, in order
to eliminate depreciation charges and thus report larger profits. The theory is that by destroying asset values we
can increae earning power and therefore enhance the market value. Since no one pays any attention to assets,
why carry any assets on the books? This is another examfllie®in Wonderlandinancial logic.

It is in amusing contrast with the much beratmtk wagring’ practice of a generation ago. In those days fixed
assets were arbitrarily written up, in order to enlarge the book values, and thus facilitate a fictitious market price.

This term came from the activities Baniel Drewin the 1870s during his early life as a cattle dretés discovery of the profit to be gained from
"watered" cattle which he later used in watering the stock in the famed Eried@adperationAfter driving thecowsto the stockyards for salgrew would
feed salt to his cattleausinghis cattleto drink lots of water. Obviously, watering cattle artificially boosted the weight of his cattle and thusftss p
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In place of watering of assets, we now have watering of earnings. The precadudirectly opposite, but the
object and the underlyindeceptiorare exactly the sam@-ere Graham describes the misuse of accounting rules
by promoters to obscure economic reality and fleece the public.)

Because of the superstitious reverence nowrded the earnings statement by both investors and speculators,
wide variations in market prices can be occasioned by purely arbitrary differences in accounting methods. The
opportunities for downright crookedness are legion, nor are they ignored.

One compny, listed on th&lew York Stock Exchangecently turned an operating loss into a profit by the

simple expedient aharking up its goodwiland adding the difference to earnings, without bothering to mention
this little detail. The management apparendlyed, and not unreasonably, on the fact that stockholders would not
examine the balance sheets closely enough to detect their charming artifice.

The disregard of assets has also introduced some new wrinkles into reorganizations and mergers. @raditors ar
longer permitted to receive the cash directly available to pay off their claims; stockholders are forced into
consolidations which give other securities a prior claim on cash which formerly was theirs.

TheFisk Rubber Cq.for example, showed around® in cash on hand for each $1,000 of overdue debt, and
nearly $900 in net quick assets, excluding the extensive factories, etc. Yet the proposed reorganization plan offers
these creditors no cash at all, but only stock in a new company.

Similarly, while Prairie Pipe Linestockholders were taking comfort from the fact that there had lately appeared
to be $12 per share in cash equivalent behind their stock, they suddenly found themselves owners of shares in
another company which had no cash at all direaglylicable to their holdings, this new stock, moreover, having a
total market value equal to less than half the cash equivalent alone which they formerly owned.

In the writer's view, all these strange happenings flow from the failure of the stockhalealize that he

occupies the same fundamental position and enjoys the same legal rights asaivagxair a private business.

The panoply and pyrotechnics of Wall Street have obscured this simple fact. If it only could be brought home to
the millions ofinvestors the country over, a long step would be taken in the direction of sounder corporate
practices and a saner attitude towards stock values.

Treasurers Sleep Soundly While Stockholders Walk the Floor!
Why is the stockholder poor today?

Because he bmowed from the banks in 1929 to put more cash into the companies he owns. Where is that cash
now? Much of it is still held intact by his company. Does the stockholder need that money more than his company?
You bet he does. Has he done anything to g&létMe thinks his company is broke because stock prices say

s0.He has forgotten asset value. He has forgotten that his officers and directors are supposed to be his own
representatives, working for his own best gdde.has forgotten that he is a padowner and manager of the

company in which he owns stock.

Should Rich But Losing Corporations Be Liquidated by Benjamin Graham, July 01, 1932
Which is Right-the Stock Market or Corporation Management?
Another aspect of the current maladjustment betweerocatipn and their stockholders is the question of

possibldiguidation Many stocks sell for less than their cash value because the market judfgsitbat
operating losses will dissipate this cash.
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If that is the case, then should not the stockhaldemand liquidation before his cash is used up? The
management-naadays afiNgo but t hé emsphatically. Wiiehriskight? Weabayeshe i Y e s
salient factors on both sides of the question?

Forbes presents herewith the third, and last, artle in this series by Mr. Graham, which reaches down to
the very roots of the present troublesome situation.

The unprecedented spectacle confronts us of more than one industrial company in three selling for less than its net
current assets, with a largamber quoted at less than their unencumbered cash. For this situation we have

pointed out, in our previous articles, three possible causes:

(a) Ignorance of the facts;

(b) Compulsion to sell and inability to buy;

(c) Unwillingness to buy from fear thtte present liquid assets will be dissipated.

In the preceding articldsflated Treasuries And Deflated Stockholdgksticle 1) andShould Rich Corporations

Return Stockholders' CasfArticle 2) we discussed the first two causes and their numerous implications. But
neither the ignorance nor thimancial straits of the public could fully account for the current market levels.

If gold dollars without any strings attacheduld actually be purchased for 50 cents, plenty of publicity and

plenty of buying power would quickly be marshaled to take i of the bargain. Corporate gold dollars are

now available in quantity at 50 cents and d=g theydo have strings attached. Although they belong to the
stockholder, he doesn't control them. He may have to sit back and watch them dwindle andrdisamperating
losses take their toll. For that reason the public refuses to accept even the cash holdings of corporations at their
face value.

In fact, the hardhearted reader may well ask impatiently: "Why all this talk about liquidating vdiees,

conpanies are not going to liquidate®s far as the stockholders are concerned, their interest in the corporation's
cash account is just as theoretical as their interest in the plant adEthmbusiness were wound up, the
stockholders would get the cashthe enterprise were profitable, the plants would be worth their book vilue. "
we had some ham, etc., etc."

This criticism has force, but there is an answer fohie stockholders do not have it in their power to make a
business profitable, but theydo have it in their power to liquidate it. At bottomit is not a theoretical question
at all; the issue is both very practical and very pressing.

It is also a highlhcontroversiabne. It includes an undoubted conflicjofigmentetween corporate
managerants and the stock market, and a probable conflicttefestbetween corporate managements and their
stockholders.

In its simplest terms the question comes down to this: Are these managements wrong or is the market wrong? Are
these low prices merely tipeoduct of unreasoning fear, or do they convey a stern warning to liquidate while
there is yet time?

Today stockholders are leaving the answehi® problem, as to all other corporate problems, irhtdrels of their
managemenBut when the latter's judgent is violently challenged by the verdict of the open market, it seems
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childish to let the management decide whether itself or the market is right. This is especially true when the issue
involves a strongonflict of interesbetween the officials who dw salaries from the business and the owners
whose capital is at stakié.you owned a grocery store that was doing badly, you wouldn't leave it to the paid
manager to decide whether to keep it going or to shut up shop.

The innate helplessness of the paliti the face of this critical problem is aggravated by its acceptance of two
pernicious doctrines in the field of corporate administration. The first is that directors have no responsibility for,
or interest in, the market price of their securities. Tde®nd is that outside stockholders know nothing about the
business, and hence their views deserve no consideration unless sponsored by the management.

By virtue of dictum number one, directors succeed in evading all issues based upon the market pitcgafkh
Principle number two is invoked to excellent advantage in order to squelch any stockholder (not in control) who
has the temerity to suggest that those in charge may not be proceeding wisely or in the best interests of their
employers. The two gether afford management perfgobtectionagainst the necessity of justifying to their
stockholders the continuance of the business when the weight of sound opinion points to better results for the
owners througliguidation

The accepted notion that dators have no concern with the market price of their stock is as fallacious as it is
hypocritical. Needless to say, managements are not responsible for market fluctuations, but they should take
cognizance of excessively high or unduly low price levelshfershares. They have a duty to protect their
stockholders against avoidable depreciation in market vakiéar as is reasonable in their powegjual to the

duty to protect them against avoidable losses of earnings or assets.

If this duty were admittednd insisted upon, the present absurd relationship between quoted prices and liquidating
values would never have come into existence. Directors and stockholders both would recognize that the true value
of their stock should under no circumstances betlessthe realizable value of the business, which amount in

turn would ordinarily be not less than the net quick assets.

They would recognize further thiéithe business is not worth its realizable value as a going concern it should be
wound upFinally, drectors would acknowledge their responsibility to conserve the realizable value of the
business against shrinkage and to prevent, as far as is reasonably possible, the establishment of a price level
continuously and substantially below the reasonablesvalu

Hence, instead of viewing with philosophic indifference the collapse of their stock to abysmdbyddsy

directors would take these declines as a challenge to constructive action. In the first place, they would ynake ever
effort to maintain a divided at least commensurate with the minimum real value of the stock. For this purpose

they would draw freely on accumulated surplus, provided the company's financial position remained unimpaired.
Secondly, they would not hesitate to direct the stockholagesition to the existence of minimum liquidating

values in excess of the market price, and to assert their confidence in the reality of these values. In the third place,
wherever possible, they would aid the sthcikders by returning to them surplus caabital through retirement

of shares pro rata at a fair price, as advocated in our previous article.

Finally, they would study carefully the company's situation and outlook, to make sure that the realizable value of
the shares is not likely to suffer abstantial shrinkage. If they find there is danger of serious future loss, they
would give earnest and faininded consideration to the question whether the stockholders' interest might not best
be served by sale or liquidation.

However forcibly the stock arket may be asserting the desirability of liquidation, there are no signs that
managements are giving serious consideration to the issue. In fact, the infrequency of voluntary dissolution by
companies with diversified ownership may well be a subject ofden or of cynicism. In the case of privately
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owned enterprises, withdrawing from business is an everyday occurrence. But with companies whose stock is
widely held, it is the rarest of corporate developments.

Liguidationafterinsolvency is, of course, mefrequent, but the idea of shutting up sbeforethe sheriff steps
in seems repugnant to the canons of Wall Street. One thing can be said for our corporate mandigeynares
not quitters. LikeJosh Billings who in patriotic zeal stood ready to sfice all his wife's relations on the altar of
his county, officials are willing to sacrifice their stockholders' last dollar tegtbe business going.

But is it not true that the paid officials are subject to the decisions of the board of direbtwrepresent the
stockholders, and whose duty it is to champion the owners' inteifestgessary, against the interests of the
operating management? In theory this cannot begmd) but it doesn't work out in practice.

The reasons will appear fronstudy of any typical directorate. Here we find: (a) The paid officials themselves,

who are interested in their jobs first and the stockholders second; (b) Investment bankers, whose first interest is in
underwriting profits; (c) Commercial bankers, whosstfinterest is in making and protecting loans; (d)

Individuals who do business of various kinds with the company; and fizadty almost always in a scant

minority--(e) Directors who are interested only in the welfare of the stockholders.

Even the latteare usually bound by ties of friendship to the officers (that is how they came to be nominated), so
that the whole atmosphere of a board meeting is not conducive to any assertion of stockholders' rights against the
desires of the operating managementetliors are not dishonest, but they are human. The writer, being himself a
member of several boards, knows something of this subject from personal experience.

The conclusion stands out that liquidation is peculiarly an issue for the stockholders. Nousinityb@a decided

by their independent judgment and preference, but in most cases the initiative and pressure to effect liquidation
must emanate from stockholders not on the board of directors. In this connection we believe that the recognition
of the following principle would be exceedingly helpful:

The fact that a company's shares sell persistently below their liquidating value should fairly raise the question
whether liquidation is advisahle

Please note we do not suggest that the low price proves thesidability of liquidation. It merely justifies any
stockholder in raising the issue, and entitles his views to respectful attention.

It means that stockholders should consider the issue with an open mind, and decide it on the basis of the facts
presentedrad in accordance with their best individual judgment. No doubt in many of these pedess a
majority--a fair minded study would show liquidation to be unjustified. The going concern value under normal
conditions would be found so large, as compared thie sum realizable in liquidation, as to warrant seeing the
depression through, despite current operating losses.

However, it is conceivable that under present difficult conditions the owners of a great many businesses might
conclude that they would faibetter by winding them up rather than continuing them. What would be the
significance of such a movement to the economic situation as a whole? Would it mean further deflation, further
unemploymentand furthereduction of purchasing power? Would stodkleos be harming the county while

helping themselves? Superficially it might seem so, but powerful arguments can be advanced to the opposite
effect.

The operation of unsoundly situated enterprises may be called a detriment, instead of an advantag¢ipto the
We suffer not only from ovetapacity, but still more from the disruptive competition of companies which have
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no chance to survive, but continue to exist none the less, to the loss of their stockholders and the unsettlement of
their industry.

Without making any profits for themselves, they destroy the profit possibilities of other enterprises. Their removal
might permit a better adjustment of supply to demand, and a larger output with consequent lower costs to the
stronger companies which remain. Andeavor is now being made to accomplish this result in the cotton goods
industry.

From the standpoint of employment, the demand for the product is not reduced by closing down unprofitable units.
Hence, production is transferred elsewhere and employmém iaggregate may not be diminished. That great
individual hardship would be involved cannot be denied, nor should it be minimized, but in any case the
conditions for employment in a fundamentally unsound enterprise must be precarious in the extrattig Adm

that the employees must be given sympathetic consideration, it is only just to point out that our economic
principles do not include the destruction of stockholders' capital for the sole purpose of providing employment.

We have not yet found any way prevent depression from throttling us in the midst of our superabundance. But
unquestioningly therare ways to relieve the plight of tretockholders who today own so much and can

realize so little. A fresh viewpoint on these matters might work wosder the sadly demoralized army of
American stockholders.
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Appendix

Table 1: Some Stocks Which Are Selling for Less Than Their Cash Assets

($000s omitted) Mkt. Val. % ($000s omitted) MV %. ($000s omitted) ML Pr. Cash A. MLP Net Quick
1932 Mkt. Val. of Cash and Cash Of CA CA - % of Per as % Assets
Mkt. -all Cash A. Net

Company Low Co.atL.Pr. Mkt. Secs. Mkt. Secs. Liabs. All Liabs. /Sh. Share Quick A. per sh.

Am. Car & Fdry Pref. $20.25 $9,225 61.71% $14,950 46.23% $32,341 40.5% $50.00 18.8% $108.00
Am. Locomotive Pref. 30.25 14,709 99.19% 14,829 65.53% 22,630 73.8% 41.00 48.0% 63.00
Am Steel Fdry Pref 60.00 8,021 99.69% 8,046 68.65% 11,720 46.9% 128.00 32.3% 186.00
Am Woolen Pref. 15.25 8,354 57.21% 14,603 35.82% 40,769 50.0% 30.50 17.9% 85.00
Congoleum 7.00 10,078 93.30% 10,802 66.32% 16,288 100.0% 7.00 58.3% 12.00
Howe Sound 6.00 2,886 58.78% 4,910 93.45% 5,254 60.0% 10.00 54.5% 11.00
Hudson Motors 4.12 6,377 75.36% 8,462 79.00% 10,712 74.9% 5.50 58.9% 7.00
Hupp Motors 2.00 2,664 36.82% 7,236 72.36% 10,000 36.4% 5.50 26.7% 7.50
Lima Locomotive 8.50 1,581 43.67% 3,620 53.46% 6,772 44.7% 19.00 23.6% 36.00
Magna Copper 4.50 1,836 48.69% 3,771 78.16% 4,825 50.0% 9.00 37.5% 12.00
Marlin Rockwell 7.50 2,520 65.73% 3,834 88.96% 4,310 65.2% 11.50 57.7% 13.00
Motor Products 13.00 2,457 83.29% 2,950 81.60% 3,615 83.9% 15.50 68.4% 19.00
Munsingwear 10.87 1,805 62.50% 2,888 50.06% 5,769 63.9% 17.00 32.0% 34.00
Nash Motors 10.00 27,000 73.85% 36,560 98.61% 37,076 74.1% 13.50 71.4% 14.00
NY Air Brake 4.50 1,170 79.38% 1,474 62.27% 2,367 90.0% 5.00 50.0% 9.00
Opphm Collins 5.00 1,050 52.08% 2,016 64.00% 3,150 52.6% 9.50 33.3% 15.00
Reo Motors 1.50 2,716 51.04% 5,321 51.50% 10,332 50.0% 3.00 27.3% 5.50
S.0. of Kansas 7.00 2,240 81.16% 2,760 61.65% 4,477 82.4% 8.50 50.0% 14.00
Stewart Warner 2.38 3,023 65.04% 4,648 55.98% 8,303 68.0% 3.50 34.0% 7.00
White Motors 7.75 4,938 57.29% 8,620 38.89% 22,167 59.6% 13.00 22.8% 34.00
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Blue Chip Performance: 19291932

AT&T -76.9%
Bethlehem Steel -94.8%
General Electric  -97.9%
Montgomery Ward -97.5%
Nat'l Cash Register-95.1%
Radio Corp of Amer-97.5%

This blog recreates the news, ads and commentary for thedl 980th perusng.

http://newsfrom1930.blogspot.com/2009/06/wthis-blog-socratiemonologue 3441.html

"I would get these newspapers from 1929. | couldn't get enough ofad everything not just the business
and stockmarket stories. History is interesting, and there is something about history in a newspaper, just
seeing a place, the stories, even the ads, everything. It takes you into a different world, tolddnesoho
was an eyewitness, and you are really living in that timé/arren Buffett

The SnowballA. Schroeder (Bantam), p 148

June 1, 2009

Why this blog - A Socratic monologue

Q. Okay, whyare you doing this blog? Are you saying're in for a replay of the 30's?

A. How did | know you were going to ask me that? No, | don't think things are going to get as bad as
in the 30's.

Q. So you're an optimist.

A. Well, that's only mildly optimistic. | mean things in the 30s got really, really bad. For example,
between 1929 and 1932, the number of cars produced declined from 4.8 million to 1.2 million ...

Q. Okay - that's pretty bad, but it's only one industry ...

A. Looking at the economy as a whole, GDP went down by 40% and unemployment went from
around 3% to 24% ...

Q. Wow! That is really bad.

A. It's actually even worse than that, because back then many more people worked on farms. When
you take out farm workers, unemployment hit 37% - an almost unimaginable level for us today ...

Q. You must be a blast at parties ... Well then, if you don't think we'll repeat the 30's, are you
saying, in Mark Twain's words, that history won't repeat but it will rhyme?

A. Hey! | wanted to use that line!
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Q. Sorry. Well, do you think that?

A. Yes. | believe 19291930 has a couple of important similarities to 2008 -2009. First and
fundamentally, there was a big buildup of debt leading up to both. This was followed by a couple of
major economic problems, including many banks running into trouble and a loss in perceived
wealth by lots of people. These problems in turn have deflationary implications since they lead to
less credit and spending ...

Q. Could you get to the second point beforel fall asleep?

A. Second, for the technical stock people, the markets in the two periods do have interesting
similarities. In both, the stock markets hit a high and then had a very scary, sharp crash where the
panic level was high for a short time, followed by a nice relief rally when the immediate panic
abated.

In the case of 1929 this market break is what is commonly known as the Great Crash, including
Black Thursday on October 24, 1929, quickly followed by Blacks Monday and Tuesday on October
28 and 29. The Dow began 1929 at about the 300level; hit a peak of about 380, and the Crash cut it
almost in half to 200.

What's not as commonly known about 1929 is that the Great Crash was followed by a nice rally with
the Dow almost hitting 300 again in April 193 0, and, at the point where we begin this blog in June
1930, still hovering in the 270's - not that far off where it was at the start of 1929. The real damage
was done in the following two years when, following a spectacular series of further declines and
rallies, the Dow bottomed out at 42 - almost 90% off its peak.

More recently, of course, we had a brief period of sheer panic in March 2009 when the Dow hit the
6500's, down from a high over 14000, then had the nice rally we're currently in ...

Q. Zzzzzz ..*snort*! Ah yes, that's all very interesting, but are there any other similarities
between the two times?

A. Umm ... homina homina ... other similarities will be left as an exercise for the reader.
Q. Well, have you noticed anything interesting yet?

A. In histories of the Depression the leaders of the time are commonly portrayed as oblivious to
what was going on, do-nothing, and stupidly optimistic. For example, every schoolkid has seen the
much ridiculed pronouncement by Herbert Hoover that "prosperity i s just around the corner."
Even from my limited reading so far it's clear this criticism is mostly unfair. It appears that the
people in charge at the time were well aware of what was happening, and did most of the things
that we're doing now to alleviate it (with a couple of notable exceptions). And as for unjustified
optimism, we will see that at least in mid -1930 there was a fair amount of good news coming out
about the economy. And | mean actual good news where things were improving month-to-month,
not the asinine stories we see today where bad numbers are interpreted as good because they were
"better than expected," and declining numbers are called good because the rate of decline is
slowing down (AKA second derivative stories).

Q. Anything else interesting?
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A. Well, I'm a history buff, especially New York history, so it's interesting to me to see a day-by-day
chronicle of a pretty eventful period. Or, as Warren Buffett said in The Snowball by Alice Schroeder
(Bantam 2008, pg. 148):

"I would get these newspapers from 1929. | couldn't get enough of it. | read everything - not just the
business and stockmarket stories. History is interesting, and there is something about history in a
newspaper, just seeing a place, the stories, even the ads, everything. akes you into a different
world, told by someone who was an eyewitness, and you are really living in that time."

Q. | knew you wouldn't be able to go the whole interview without sneaking a Buffett quote in.
Does he have you on commission or something?

A. No comment. Seriously, though, | do think you get a different feel for history seeing it day -by-
day like this - less tidy, but more real. And it just might give you a useful skepticism for some of the
more Panglossian commentary we're seeing today when ya see that similar things were said back
then - and probably with more reason!

Q. Oooohhh ... Panglossian! Fancy Shmancy! You couldn't just say optimistic?

A. Soi you want to suppress the truth just like the rest of the mainstream media! This interview i s
over!
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Dean Witter in a 1932 Memorandum Calls a Bottom

As he explained in this 1932 memorandiin, Dean Wittethad been worried by high stock prices in the

spring of 1929. Three yearatér, he was trying to get investors to think albwying Al wi sh t o s a
emphatically that in a few years present prices will appear so ridiculously low as 1929 values already appear
fantastically high. o

A very interesting book could be written on masgchology and the effect thereof. That everyone is

influenced more or less by the opinion of others is obvious. There was no reason for the unwarranted heights
which the market reached in 1929 except universal over optinikere is no excuse for thegzent market

value of good bonds and stocks today except undue pessimism. In 1929 no pessimistic comment could
survive. Today an expression of confidence in the future of the country is unpopular. Strangely, the peaks of
1929 and the low quotations of tgdare both due to th@amecause, which itack of intelligent and sound

analysis It is strange that such divergent conditions should come within such a short period and should be
due to such identical factors.

We are no longer much interested in thddatic heights of 1929 except that we marvel at our lack of sane
judgment. We are keenly interested in the present, and until some time elapses and we can obtain a better
perspective it is difficult to realized that present conditions and markets aas gishormally low as 1929
conditions and market were excessively high.
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There are only two premises which are tenable as to the future. Either we are going to have chaos or else
recovery. The former theory is foolish. If chaos ensues, nothing will maidhie; neither bonds nor stocks
nor bank deposits nor gold will remain valuable. Real estate will be a worthless asset titeawdebe
insecure. No policy can be based upon ithigossible contingency. Policy must therefore be predicated upon
the theory of recovery. The present is not the first depression; it may bethebut just as surely as
conditions have righted themselves in the past and have gradually readjusted to normal, so this will again
occur. The only uncertainty is when it will@g.

Everyone now seems to be indulging in the futile desire to buy at the bottom, just as everyone sought the
very top in 1929. Most conservative people thought that values were much too high in 1928. Their judgment
has since been fully vindicated in t&pof the fact that value went much higher in 1929. Someone once said

that they had made their fortune because they had never tried to buy at the bottom or sell at the top. The only
means that they had not driven for the impossible but had been satdfiegwhen values were in general

low and had been satisfied to sell when values were in general high, and without regard to peaks, which no
one can identify and which, except by accident, are impossible to attain.

I think everyone must know that valuegs aowabnormally low In a few years and with a better perspective

they will realize that they were low in 1931In other words, they were even then way below normal. People

are deterred from buying good stocks and bonds now only because of an unavaeraoteAlmost

everyone says that prices are going still lower. All sorts of bugaboos are paraded to destroy the last vestige of
confidence. Stories of disaster which are incredible and untrue are told to foolish and credulous listeners,

who appear willng to believe the worst.

| wish to say definitely that values wdmv in the latter half of 1931 and that they are naliculous To

prove this one has only to take an average period of 10 to 20 years of earnings, which should provide a
proper normal, @d compare present values with the value which such normal earning power would
adequately support. The stocks of many good companies which are faced with no ascertainable financial
hazard are selling at only 2 or 3 timesyHar earnings, and at from 5%%0% of sound book value,

disregarding such valuable intangibles as good will, going concern value and trained intelligent organizations
which it has taken years and the expenditure of vast sums of money to dewésbpto say emphatically

that in a few years present prices will appear as ridiculously low as 1929 values already appear

fantastically high.

In 1929 one could only profit by selling. Many of us are instinctively reluctant to sell. There was the problem
or reinvestmerd there were taxes to Ipaid on profits. Today the situation is reversed. The present offers a
splendid opportunity to the buyer. Great fortunes will be made out of securities bought today. There is no tax
on buying and there is not sentimental deterrent. Only unwarrfggeat a futile desire tduy at the very
bottomdeters people from investment now, most people who are buying at all are buying Treasury
Certificates or the highest grade of municipals. Some are even putting money in their safe deposit boxes.
None of these thigs are cheap. By comparison they are most expensive.

The time to have bought Treasury Certificates and the highest grade of short term obligations was in 1928
and 1929 when values were high and in order to preserve the dollar intact. The preseiméstthese the

dollar in the purchase of good securities, whether they be greatly depreciated bonds or excessively deflated
common stocks. All of our customers who have money must some day put that money to work, and into
some type of revenue producing @stment. Why not invest it now when securities are cheap? Why leave it

in cash or invest in Treasury Certificates which are dear? Some people say that they wish to await a clearer
view of the future. When the future is again clear the present bargaimowslhger be available. Does

anyone think that present prices will continue when confidence has been fully restored. Such bargains exist
only because of terror and distress. When the future is assured the dollar will long since have ceased to have
its present buying power. If one holds either cash or the very highest grade of short term bonds as a
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temporary medium of investment, he will find that he has only permitted great investment opportunities in
tremendously underpriced securities to escape him.

It requires courage to be optimistic as to the future of the country when nearly everyone is pessimistic. It is,
however, cowardly to assume that the future of the country is in peril.

No successful policy can be established upon this unsound theonasyiteun with the crowd. The path

of least resistance is to join in thailingsthat are now so popular. The constructive policy, however, is to
maintain your courage and your optimism, to have faith in the ultimate future of your country and to

proclaim your faith and to recommend the purchase of good bonds and good stocks, which are inordinately
depreciated. You will gain the respect of those people with whom you come in contact by such an attitude. If
you can persuade them to evidence their confidémthe future of the country by the purchase of good
securities now you will do them a great favor and they will be grateful to you later.

It is disconcerting to have recommended the purchase of securities in 1931 as they have gone much
lowersinceThi s shakes one6s confidence in his own judg
you are now in recommending investment in securities which were even then cheap. | can remember

distinctly that | could find no justification for values which d&sin1928and in many cases recommended

sale or advised against purchase. | was decidedly wrong, as prices went much higher in 1929. | was only
wrong, however, in that | failed to pick the very top of the market. It is true that values in 1928 wale alrea
inordinately high as judged by normal and average-gac#s.

OnApril 18, 1929 | dictated a memorandum which was published to the entire organization, copies of which
are still available in the files. The subject matter of the memorandum was uspdipstiated that people

were buying stock&ithoutr e gar d t o value, earning power and div
that people were buying stocks not because they were worth the price at which they were selling, but because
they hopedtiey would go higher and could be sold at a profit. The memorandum stated that the average
speculator who bought stocks upon that theory in the long run lost money. It compared the psychology which
then existed (April, 1929) with the psychology of the Flariand boom, the commaodity inflation of 1919

and other characteristics periods of inflation. It pointed out that one could not afford to buy stocks that earned

|l ess than 5% and paid | ess than 3% on megolngto valu
have the greatest era of prosperity in our history.

Maybe we have already had this era. Perhaps we have nothing but increasing earnings and increasing
dividends ahead of us. | hope so. If we have, present values are hardly justifiedaiime h 6t t hey wi |
decline. AMany things c a#f potiaspwaes,reconomio changes,fEurdpdae m u n
competition, money shortage, withdrawal of foreign balances, adverse foreign trade batzhseilen

withdrawal of large sums of bootjenoney in the call market, Federal Reserve restrictions, interference by
Congress or by the Government. These things proba
levels may be all rigidt if they do, the last holder will sufferand notthexrte t o t he ladllset, but
next to the last.

The danger signals are waving higher time money than we have ever knédwnore speculation than ever
beforand tremendous brokersdé | oans, though tyhi s may
growing country. Not only are the rich and intelligent speculating but many have their last dollar in the stock
market on margin. $5,500,000,000 of record and a great deal more, unrecorded, is borrowed to carry stocks.
People are paying 8% or 9% for thi®ney and generally getting 3% or 4%. How long can this last? Can it

last until the 3% or 4% catches up to the 8%? Probably not.

I amneither a stock market prognosticatar an analyst. | do not pretend to bMaody, aBabsonor a
Brookmire | have leen rather pessimistic about stock market prices for two years. If | had been an
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unqualified optimist | could have made a great fortune. | am not a pessintiishk this country will

prosper beyond conception i n ¢ihaerspeculdtion?2 Odgratr s .
believe in 9% money for 3% stocksThe former may be tempordrthe latter is more or less permanent

unless price levels change. | have been taught that a good stock should earn 10% not 5%. Probably | am old
fashioned. In angvent, this is not the prevailing customer today. | believe that people should speak honestly
and not too guardedly. | would not want our brokerage department to be the means or vehicle of severe loss

to people. It is hard to be patient with 3% stocksiedron 9% money. Will they stay at a level which

produces a 3% returddhn Moodyand a great many other excellent au
know but | would not gamble on it.o

(SourceCl assi cs: An |.dheensstimerestingledsrand tandepsyfrom the literature of
investing.Edited by Charles D. Ellis, pages 15G1)

It is a gloomy moment in the history of our country. Not inlifetime of most men has there been such grief
and deempprehension; never has the futurensed so incalculable as at thirme. The domestic economic
situation is in chaos. Our dollarwseak throughout the world. Prices are so high as to be uttgslyssible.

The political cauldron seethes and bubbles witbertainty. Russia hangs, as uslile a cloud, dark and
silent,upon the horizon. It is a solemn moment. Of our troubles, nocarasee the end.

--1857Har per’' s Weekl y.

fi T h e -etardectrine that 'good' stocks (or 'blue chips') were sound investmegésdles®f how high

the pice paid for them- was at bottom only a means for rationalizing under the title of ‘investment' the well
nigh universal capitulation to the gambling fever
dividends, from asset values, and from eaysjro transfer it almost exclusively to #&nings tren® The

answer was, first, that the records of the past were proving an undependable guide to investment; and
secondly, that the rewards offered by the future had become irresistibly alluringnotiimethat the

desirability of a common stock was entirely independent of its prices seems incredibly absurd. Yet the new
era theory led directly to this thesis. If a stock was selling at 35 times the maximum recorded earnings,
instead of 10 times its avage earnings, which was the+p@m standardhe conclusion to be drawn was

not that the stock was too high but merely that the standard of value had been raisddstead of

judging the market price by established standards of value, thenagvaseds standards of value on the

mar ket (Ip©Q9%62@006, the absurdly high prices for |Inte
of value such as the number of eyeballs and-thiohughs on Internet sites)

- Benjamin Graham & David Dodd, Securiyalysis, 1934.
The Stock Market Low in 1942.
At the time in April 1942 Th&xchangemagazine reported that out of a sample of 620 NYSE issues, 181, Or
29 percent, traded at a price equivalent to 3 to 9 times 1941 net profits. The mediaanmiicgs atio in

the sample waS.3 xs

€ .As markets become euphoric, so do they become despondent. Harry Nelson, for one, understood that

1942 was really 1929 in reverse. AThen the talk w
poverty,oftheoad t o plenty and so on, @ah e abwutsvpweeksn t he A
before the April 28 | ow. Al ndustrialists and fina

fabulous era of good times. Forecasts were glowing and fredqu@mtno one in his right senses dares
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predict the future; the exterminatiOn of capitalism is taken for granted. In such an emaitasf undiluted

pessimism lighe longterm profit making potentialities of patient accumulation, not the base for shrewd
liquidation.

Alt is not a question, 0 Nelson wound up, as proph
bottom in the stock markei,f r om here on of whether an i ssue here
whether the stock averages dipimew low ground. The problem is whether the next big and sustained trend

is to be up or down. In late 1928 and early 1929 there were those who could see the grief that lay ahead, but

it seemed as if the market never would or could break. Today thadqggat as much in favor of the buyer,

only it seems as though the mar ket would never tu

Frompages887inThe Trouble with Prosperity, A Cobytrarian
James Grant (1996)

Graham on the 1959 Bull Market

SINDU (Doww Jornes Industrial Average) INDX @ StockCharts.com
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A stock market warning: danger ahead!

Based on a speech ran delivered at UCRé&cember 17, 1959
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The stock market has been advancing with only one significant setback throughout the decade of the 1950s.
It has thus established a new record for the lenfgitls dse, although it has not equaled the extent of the
record advance of the 1920s: 325 percent in this market versus 450 percent fret82921

What does this phenomenal upward movement portend for investors and speculators in the future? There are
various ways of approaching this question. To answer it, | shall divide the question into two parts. First, what
indications are given us by past experience? Second, how relevant is past experience to the present situation
and prospects?

As to the first prt of my answer, | should be able to make some definite statémehtsh will be the

reverse of encouraging. But as to the applicability of the record of the past to present, | cannot express a
categorical judgment. | shall present certain facts on thesile and certain facts on the one side and certain
expectations pointing the other way; | shall state my own opinion as to the probable answer; but in the end,
each must resolve that part of the question for himself.

INDICATIONS FROM PAST EXPERIENCE

However, in order to | udg 8 perhapd esgedtilto haseralleat piclure ofe | |,
its pastbehavior. Speculators often prosper through ignorance; it is a cliché that in a roaring bull market
knowledge is superfluous and expedera handicap. But the market knowledge is superfluous and

experience a handicap. But the typical experience of the speculator is one of temporary profit and ultimately

| oss. I f experience cannot hel p t odthaytllesisnasucast or |,
thing as investment in common stocks and that everyone interested in them should confess himself a
speculator. This is just about what has actually happened in receré pedysn reverse. Everyone now

calls himself an investor, inatling a huge horde of speculators.

This point is neatly illustrated by the opening lines of an article in a recent isBusinéss Weelescribing

the annual convention of Investment clubs. eThe wr
mainly interested in which way the markand particular stockswoul d move next. o | f t
accurately describestana fideinvestor of 1960, théh to use a phrase made famous by a certain Mr.
Khrushched the shrimps have really begun to whistietbe mountain tops.

BULL MARKET OR NEW MARKET?

The main issue before the investor may be expressed this way: Have we been in a bull market or in a new
sort of market? If this is a bull market, then the term itself implies a bear market to followeidsgmVhat

could be thgorobableextent of a decline in a traditional bear market? Here are some figures, which apply the
experience of the 12 bear markets since 1874 to the recent high level of 68T fowtlienes Industrial

Average.

The average of #se 12 declines (all taken fraBowles Standard indexXewould indicate a market low of

about 400, a fall of over 40 percent from the 685 high. Investors may consider themselves mentally prepared
for a 40 percent shrinkage in stock prices, especialleif €mvisage such a drop as taking place from a level
far above todayb6s average. At this point, however
record shows that declines have tended to be roughly proportional to the previous advascéise Bhu

largest advances averaging 63 percent of the high level reached were followed by declines averaging 46
percent while the other six advances averaging 38 percent of the high produced declines averaging 37
percent.
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Comparison of Twelve BearMark et Decline
Percent Equivalent Low
Time Period Decline from 885
187477 -36% 435
188184 -26% 500
188997 -40% 410
1901-03 -44% 385
190607 -45% 375
190914 -2% 485
191617 -36% 435
191921 -44% 385
192932 -85% 115
193738 -44% 385
193942 -3% 415
194649 -27% 490

Experience gives us another measure of the possiblartzaket decline. This measure is based on the
principle that the higher the market advances above a computed normal, the further it is likely to decline
below such normalf this principled enunciated long ago Byoger Babsot® were to hold in the future as

in the present, then a further rise of the market from these deireltself an alluring probabilitywould
actually carry with it an intensified future penalty.

Let meillustrate this point of experience by some horrifying assumpdidogpresent the worst of the picture.
Let us assume that the market makes everyone happy by advancing fairly soon to that millennial level of
1,000 for the Dow Jones Industrials, of whicime predictions are already on file. Assume further that this

is a speculative advantevery like that of the late 1928sand that the Central Value of theIAverage at

the time is only 400. By applying the dddbsore conomi ¢ | aw of 0 é&aatand on and
opposite, 0 the corrective downswing would carry
you say, and no doubt you are right. But a condition similar to the one | am assuming actually occurred in
1929, and the ensuring shrinleaip the DJ Average was not 86 percent@aypercend from 382 to 42.

There is a paradox in this economic law which makes it virtually impossible for it to find acceptance in
practice. For the almost universal optimism that accompanies the great adwaheetock market

precludesven the most conservative observer from imagining a decline so drastic as these figures illustrate.

CURRENT OPTIMISM

Let me turn now from this Cassandile utterance to the picture of the future stock market that isgtro

etched in the minds of most investors and speculators and of their expert advisors. Past experience may not

be entirely eliminated from this picture, but it enters in a very muted way. The keynote, of course, is
optimism. We are enthusiastic aboutibess prospects for the nest decade. In fact, that period received its
name in many quarteysthe Fabulous Sixtied even before it had beguHerodotusrecounts a saying of

Solon the Wisthat richKing Croesusadly recalled before his executiomamely,thh no mands |

6 Roger W. Babso(i18751967) was a financial guru and business economist. Babson became bearish on the stock market as early as September

r
t

i f
be accounted a happy one until it is over. Per hap

1926. At the time, the DJIA was around 160, and it would move another 200 points higher before topping out. Babsoaddue:thBer haps t he

foremost | esson which | have |l earned is that emot Edon §Babsoihadalsche wor | c
been aware of the Federal Reser veds ac teoealyidhigtwiamieyg. Seeo| i cy per haps he
http://www.lewrockwell.com/sennholz/sennholz20.hfMMonet ary policy by the FED during Americads
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Perhaps the more prudent time to characterize the 1960s would be when they are over rather than when they

have just begun

Most people are equally optimistic about the stock market. One of my fienbslliant analysd was
quoted recently in thevall Street Journahs saying that the bull market is about to enter ifsyg@r and
soon will be able to vote. Translated,tthaans he is carrying the bull market both backward in time to
include 1948 ignoring the 194619 setback and doldrufsand confidently forward in time to 1963.

The optimism is about both business and the stock market is founded on a host of favosasielfact
expectations,
discuss these a little later.

i ncl udi

ng an i

mportant

Aifavor abl

e

f

Investors accept in theory the premise that the stock market may have its recessions in the future. But thes
drops are envisaged in terms of the experience gfabel0 yearasthen the maximum decline was only 19
percend from 521 to 420 in 1957. The public is confident that such setbacks will be made up speedily and

hence that a small amount of patience andage will bring great rewards in the firm of a much higher price
was

level soon thereaftef. B u y

on t he

“di ps”

whi

c h

a

saying

Investors may think they are basing this view of the future on past experience, buthiaytldse surely
mistaken. The experience of the 194363 or of all bull market put togethérreflects only the sunny side
of the investment. It is one thing to say airily that the market has always come back after declines and made
new heights; it is anber to reflect on the fact that it took 25 years for the market to reach again the high
level of 1929, or that the-D) Average sold at the same high point in 1919 as it did in-2942ars later.

The Present Bull Market in Relation To Past Ones

proe

Up to nav | have been talking only in terms of past fluctuations on the one hand, and present confidence and
optimism on the other. It is time to fill in the picture with certain financial and economic data which will
place the present stock market quantitativelselation to past bull markets.

We have a number of authoritative measures of the factors of earnings, dividends, and asset values in relation

to pride, as applied to the market as a wiholMth more emphasis placed on the industrial list. My data will

apply to the industrials only. There are figures for the 3DiBsues published B/a r r;@ml25issues of
Mo o dand tee very comprehensive group of 425 industriSitahdardP o o Rattser. strangely, all three

indexes give very much the same indimas, both currently and over the last 30 years. At the high levels of

1959, the dividend yields on all three indices were just about 3 percent, and the ratio of price to earnings of
the past 12 months was about 19 times. Let us compare these ratissmatffigures for the high levels of
the past bull markets

Table 4
Moodybs 125 | ng Standard-Poor's 425 Industrials
LT Bond YId.
P/ERatio Div. Yld. ( Moodyl P/ERatio Div. YId.
AAA corp.)
1959 High 19.0x 3.06% 4.55% 18.2x 2.95%
1949 Low Av. 7.1 (Av) 6.82 2.65% 5.6 7.50
1946 High 15.9 3.58 2.49% 16.1 3.55
1937 High 17.3 4.15 2.27% 17.6 4.08
1929 High 19.4 3.23 4.95% 19.0 3.10

And now compare them with the situation just before this bull market stari®d e
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These figures illustrate two important points. The first is that the ratios of price to dividends and to earnings

are pst about where they were at the top of the markets in 1946, 1937, 1929, and about 2.5 times what these
ratios were 10 years ago. The second point is that the actual increase in earnings between 1949 and 1959 was
very modesi only about 50 percent or le€3uring this period, the interest rate on highest grade points

advanced from 2.65% to 4.55%, or about 75 percent. This means that if the proper rate of capitalization of

current earnings should vary with long term interest &agegot implausible theoéy then common stocks
would actually be worth less now than in 1949, although they are selling four times as high.

Table 5
DJI'T 30 S&P 425 Industrials
Earnings | Dividends| Price Earnings Dividends Price
Calendar Year 1949 23.54 12.79 Low 161 2.46 1.03 13.9
12 mos., Sept. 195( 35.14 20.00 High 678 3.50 1.92 65.3
Percent Increase 49 57 322 42 86 370

The value situation is not as bacdtlaat, however. On the other hand, we find that dividends have increased

more than earnings, and have nearly doubled in the 10-y@deast for théMo o d gndSsandardndexes.

Agai n, i f we capitalize averade@anedrhrei dng@as,t sy mofnt
we would find an increase of about 120 percent between thel¥and the 1950959 decadedVhat is

most important, perhaps, is that the 19471949 price level was clearly too lonBut even making

allowance for these the factors, the actual figures would probably not produce an increase more than 100
percent in value from the 1949 yesnd figures of 200 for the-D Index.

If the rise of interest rates is not taken into accduarid most of the valuation methods applie the DJ

index do not do gb various techniques will produce, for the most part, higher figures. These figures cover a
wide range, but they all have one thing in common: they are appreciably lower than the present market price.
Let me summarize a few tie valuations referred to in the 1959 edition oflttielligent Investorwhich

apply to the beginning of that ye&gerstein383; Molodovsky 560;Valuelined 471;Westod 600;

Grahan® 365. Not all these methods have been applied consistently in tdetpadtigh ones are definitely
influenced by the new and more favorable attitude toward common stocks. | would estimate that the older
valuation methods i.e., those in use prior to 1955, let us&ayould yield a current average figure of no

more than 450, avnethird less than the present level.

Two of the large financial counsel firms have made valuations applicable to the yedrf@@6gears ahead

of their valuation date. One found a value for thé 6f 664, the other of 634. These were based on rather
optimistic assumptions of earnings growth in the nest four years. If we assume that their conclusion are
sound, we then should have to observe the stock market is already paying a full price for the much better
earning and dividends expected in 1963. (Nlb&t these 1963 valuations cannot properly be said to derive
from past experience, in the manner of the other figures presented.)

This ends my presentation of the direct implication of past experience as applied to the current market level.
My conclusiors arenotfavorable. They would imply that the current bull market is repeating the excesses of

the past bull markets and is destined to pay a penalty correspondingly severe. But now | must approach the
second part of my review, and raise the companioe qué on: fAHow r el evant and us
applied to the present situation?0o

NEW ECONOMIC FACTORS

Most investors, businessmen, and economists are convinced that the business world we find ourselves in now
is radically different and more fawalnle than that of the pa3the improvement is of two kinds: First, the
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positive drive towards an expanding econofityis is powered by rising population, more research, more
sustained capital investment, aggressive attitude in all the important sed¢t@®obnomy. Then we have

new defenses against recession, whichgu#irante@is more stability than in the past. These include the
government 6s obl i-lgwltempiopment, @ssumed imtheda 946 (Erplogrent) Act, and
the automatic buiin stabilizers, such as unemployment benefits, social security, farm supports. Two other
factor® not as respectable as those just desciibeg also counted on by many to help beneficial to
business if not overdone. The other is the Cold War, with the drfgase spending that it entails.

This array of favorable factors is most imposing, and it has captured the imagination of man, perhaps most,
experienced economists. The case for very good business in the 1960s is made energetically in a current
book,New Forces in American Businessy Dexter Keezeand theMcGraw-Hill economics staff.

The optimism about business is no doubt the chief factor in producing the present optimism about the stock
market. But here the factor of inflation plays a strongeradmist separate role. People tell themselves, on

the one hand, that the inescapable inflation of the future guarantedsgharearnings and prices for

common stockd and, conversely, that if their funds are held in bonds or other cash equivalemsaheir

value, in terms of purchasing power, will dwindle constantly. This combination of prospects for thé 1960s
good business mixed with steady inflatiohas produced a powerful stock market cocktail which the

publicd young and old, experienced and inexperegh is finding intoxicating and most agreeable.

THE ROSY VIEW OF THE FUTURE

Now what can past experience tell us about the validity and dependability of this rosy view as to the future of
business and common stocks? Its verdict cannot be conclusiaeisbat predictidh whether of a

repetition of past patterns or of a complete break with past p&ttearsbe proven in advance to be right.
Nevertheless, past experience does have some things to say that are at least relevant to our problem. The first
is that optimism and confidence have always accompanied bull markets; they have grown as the bull market
advanced, and they had to grow, otherwise the bull markets could not have continued to their dizzy levels

and they have been replaced by distrust andmpisss when the bull markets of the past collapsed.

As might be expected, the previous periog@fatest enthusiasaiout the economic prospect of the US
coincided with the tumultuous bull market of the late 1920s. Then as now, nearly everyone wagdonvinc

that we had enteredrnew eraof continued and dynamic prosperity which made all past markets experience
worse than useless. You all know that the phrase New Era became almost the official description of the
American economy of 1928929. It is a bit ionical to not that today nearly everyone is again convinced that
we have entered into a new era of sustained and dynamic prosperity, but also that everyone is careful not to
use the words New Era, because they would remind us too uncomfortably of wiertdthppand after

1929.

In the 1920s, alas, the new idea that good common stocks are intrinsically sounder than bonds gained ground
rapidly. The financial services explained away the apparent dangers of stock yields below bond yields on the
ground that th growth factorwould eventually more than repay the stock buyer for his present sacrifice of
income return.

INFLUENCE OF PRICE INFLATION

The factor of price inflation did not enter into the market of the 1920s, since the price level remained steady
throughout. However, it did enter into the thinking of investors and speculators i¥8T98% between the

June 1932 low and the March 1937 high, wholesale prices advanced about 90 percent between the 1949 low
and the recent 1959 high). You may be inteceteknow that between 1901 and 1910, wholesale prices
advanced steadily to a total of 17.5@hite a bit more than in the 1950s. Nevertheless, in that decade, the
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market experienced two declines of about 50% each, and the rise to March 1937 was aled fylla
decline of nearly 50 percent.

Past experience shows us two things about commaodity price inflation as a stock market factor. First,

inflation has existed most of the time in this century, and often at a much greater average rate than we have
seensince 1949. But this has not prevented the stock market from falling disconcertingly after large advances.
Secondly, the investdrspeculator view as to the significance of inflation has varied greatly in this period.
Paradoxically, three of the six baaarkets since 1914 have been accompanied by rising \shleericed

two of them very substantighrnold Bernhardn his recent bookThe Evaluation of Common Stogksoints

out that in the bear market lows of 1949, many financial experts were writhog ialation as an

unfavorable factor for common stoekshis at a time when the price level had advanced nearly 40 percent in
the three years 194149.

The past record shows clearly that inflation has been chisfipj@ctivestock market factor. has exerted
an important bullish influence only when wholesale prices and the stock market happened to be rising at the
same time. Investors seem to forget about inflation when stocks turn definitely downward.

An arithmetical aspect of the inflation elemi@vas brought to my attention recently\Wiliam Miller,

executive secretary dfown Hall At current levels, tax-exempt bonds returned fully twice as much to

most investors as representative common stocks, after allowing for income tax on the latt€he

investor in taxfree bonds could accordingly set aside about two percent per annum out of his bond interest as
a fund to take care of future inflation, and still remain in as good a net disposable income position as he
would with common stocks today.

There are some factors in our present economy which were not duplicated in previous bull markets. Most of
you will think of the great funds and other institutional holdeas one of these new factors. There could be
some doubt on this point; for the populaief common stocks in 1929 may have been not very different

from that of today. The NYSE points to the approximate doubling of the number of sharéhdldersix

million to 12 milliond as an indication of the greatly improved standing of common stod&stdb, is a
phenomenon characteristic of a long bull market. No doubt the number of holders had scored a similar
advance in the bull market running from 1921 to 1929. In fact, Simon pure experience suggests that the
increase of small shareholders maynmmre of a danger than a strength for future stock markets.

INCREASED STABILITY

The factors | would recognize as new relate mainly to economic stabégyexemplified by the
government 6s commitment under t he mBpoyheatynsueance, Act
old age pensions, and the like. There are few predictions | am willing t@nfakeone is that thmtensity

of future business recessions or depressions will be less than it has been in the past. And this is an important
bullish facta.

Another new factor i n t oa@daedlpungamlleladmpleeaomenbrerefarmer s t h
times. My viewd not held by many authoritidsis that the Cold War has contributed a good deal on balance

to stimulating our economy during the 1950s8.what extent it will continue in the 1960s is a matter of

opinion; it is also a matter of opinion as to whether or not the related military expenditures will carry the

same weight in the total economy as in the last decade.

POSSIBILITIES OF DECLINE

If the last two factors | have mentioned are both new and favorable to the business climate, it is proper to ask
whether they also guarantee investors a favorable stock market experience indefinitely in theriotere
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specifically, whether they guarantee hagminst those market declines on the order of 40 percent or more

which we have had so often in the past. The answer to this question even tentatively requires me to depart to
some extent from consideration of past experience and to indulge in some staaetabasoning. If

business is to have more stability in the future than beforedl@5Geems likefy then common stock

earning and dividends should also be more stable. This, in turn, should entitle them to be valued more
liberally then in the past, whicmeans that a higher normal or central value for common stocks generally

may well be more justified than would be indicated solely by past experience. How much higher2Jf the D
judged solely by past experience, is worth 450 today, would it be wdbthr@¥iore in the light of these new
stabilizing faabhdrb?dobndondohi kkownyone el se knows
market conditions of today, most financial experts would be inclined to ansvéethyesjustifying the

presentevel. But if the market should decline to 450, the same experts will persuade themselves that the old
valuation relationships are still valid and that the new ones were only a bull market mirage.

In support of this rather cynical opinion, let me refec@more to condition in 1949 just before our great

bull market startedThe Employment Agtas three years old, but it was completely ignored as a stabilizing
facto® indeed, organized business was violently opposed to it. What is more to the poina thatf as

recently as 10 years ago, the multipliers or valuation rate for stock earnings were the lowest for-any three
year period in history since tl@owlesrecords began in 1871, except for the World War 1 years-1918,

when everyone recognizedetirarnings to be temporary. Now let us see what one of the leading investment
services said about the stock market in Septembed1R4® before the rise begarwhen confronted with

the current price level of less than six times earnings. | summarizedtaemar ks fAHi st ori cal |l
earnings ratio is extremely low. Stocks are intrinsically cheap. But the growing factor is public sentiment.
Renewal of confidence is needed. Because of these problems we have for some time recommended that a
portionofilne st ment funds be in the form of reserves. o0 T
a generally bearish view on the stock market.

Now let us contrast this analysis of the record low pei@aings ratio of 1959 with the reaction of another

leading service to the near record high multipliers in 1959. This service lists the variation in these ratios from
1929 to 1959, and points out that fAstocks are now
report adds that business prospeae favorable for 1960, that earnings and dividends should rise further,

and Athey should support new mar ket pushes. o This
strength, the investor should move away from stocks to a more balancéhpuestitveen stocks and bonds.

This is a mildly cautionary view, and certainly not to be criticized. But the point | do want to make is how
weakandequivocalwas the reaction of one service to the redovd price earnings ratios in 1949 and of the

other ®rvice to the recortligh multipliers of today.

All my experience goes to show that most investment advisers take their options and measures of stock
values from stock pricesl n t he st ock mar ket val ue standards d
value standards.

Let me return to the question of whether new economic conditions justify higher multipliers of earnings and
dividends than in the past. Let me assume, as is likely, that the answer is yes. Would that fact assure the
investor against aostly and discouraging bear market experience? It seems to me that this is most
improbable The central level of values will be raised, but the fluctuations around these levels may well be
just as wide as in the past, in fact, one might expect even widasdtions. For since no one has any clear
idea of just how the new central values are to be determined, it will be done by a pracakaraf erroiin

which speculative excess on the upside and undue pessimism on the downside may play an eveartgreater
than in most market cycles of former years.
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SPECULATIVER EXCESSES IN THE CURRENT MARKET

I n this connecti on, | arrive finally at a Al awo a
modified to any great extent. This law s#lyat people without experience or superior abilities may make a

lot of money fast in the stock market, but they cannot keep what they make, and most of them will end up as
net losers. (This is true even though the long term trend of stock prices hastieglydupward.) This is a
particular application of a much wider natur al | a
a free | unch, it hat, for those too young to remem
corner saloon

The stock market has undoubtedly reached the stage where there are many people interested in free lunches.
The extraordinary price levels of stock of rather new companies in the electronics and similar fields, the

more times their average earnings dmeé¢ times their net worth (with immediate price advances upon
issuance), the completely unwarranted price discrepancies such as these established by speculators between
the three issues &tudebakePackard all indicate reckless elements in the presttksmarket picture

which foretell serious trouble ahead, if past experience means anything at all.

Let me conclude with one of my favoritecliché8 The mor e it changes the more
have always thought this motto applied to thelstmarket better than anywhere else. Now the really

i mportant part of this proverb is the phrase, fdfth
radically and will change even more. Most people think now that the essential nature of the stetkasark

been undergoing a corresponding change. But if my cliché is@camdd a ¢l i ch®6s only e

is that it is sound then the stock market will continue to be essentially what it always was in tBegast

place where a big bull market is ineitably followed by a big bear market.In other words, a place where
todaybébs free lunches are paid for doubly tomorrow
stock market is an extremely dangerous one.

See charts on following page
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How the Terrible Two-Tier Market Came to Wall Street
by Carol J. Loomis in July 1973 Fortune.

To many business men the stock market this year has seemed inexplicable, about as bizarre, say, as
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WatergateThe market has ignored the larged arften sensational, earnings gains being rewarded by

corporations, and had gone relentlessly down. More than that, it has gone down with a great unevenness,

much as a giant popover might lose steam.

On the one hand prices and price earning ratios oflfeen institutional favoritek n o0 wn
Vest al 0VWave fgllenroslyomoderately. In fact, some of these stocks, amongEhdritly at about
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40 times estimated 1973 earnings) &wvon(at about fiftytwo times), were recently selling vengar their

highs ever. In contrast, the great majority of stocks have sunk to levels that suggest they have become virtual
pari ahs. In the early months of t hitsi eyreamar kWatld oSf
remarkable proportions. BMay, stocks that had seemed cheap at March prices had collapsed stiléfurther

many to levels of four or five times expected 1973 eardiraysd the situation was being described as unique

in stockmarket history.

The description is probably accurate, thoagtit difficult to check out. What can be said with certainty is

that there has been no comparable situation in recent history. This conclusion emerges from a special
statistical study of pricearnings ratios th&tortunemade for this article. Coverirthe period since 1948 the

year before the great postwar bull market got under way, the study embraced 382 companies, most of them
prominent members of the business community. It ascertained tbeatjps at the end of every year
through 1972 (theyean d pri ce was measured against that year.
guarter of 1973. Then for each peri odFortuneif r equenc
determined how many of those 382 companies hadgtios under 5 abhé end of each period, how many

had a pe between 5 and 10, and so on up the scale.

The results show clearly that 1973 has been an extraordinary year in the market, to be ranked with such
aberrantyears as 1948 and 1961.1848 stocks were so out of favthat a company was a real hitiyer if

its p-e was above 10. The media [for those 382 stocks that year was an incredibly low 5.8. In contrast,
1961 was a euphoric time when-& patio below 10 was an oddity; the median was way up at 19.4.

Two Extremes at Once

But those were periods when the whole market was carried to extremes. The market this year has been
something else, a caw of two extremes at once, and in between them a very deflated median. specifically, at
the end of 1 Y@t sdvarerdectinedjoliApnl and may, the mediarfigp those 382

stocks was 11.5, the lowest level since 1957. An in a pattern not otherwise seen during theiXxwearg

under examination, 128 stocks had-a above 30. Moreover, because stacks in that upper tier were so

highly valued by the market, they absorbed a far greater proportion of investment dollars than the number of
companies represented there would indidaté.hi s was similar to the “herdi
companieslik ahoo! AOL, Cisco vs. “old economy” stocks

No doubt, then, there istodayativda er mar ket of maj or di mensionsé. Nc
raising some new and very serious economic questions. Thegbas&est i ons concern i s hi
capital markets, which have in the past demonstrated an outstanding ability to deliver equity capital to a

broad range of companies. The ttigr market suggests, however, that the range is narrowing and the

universein which investors are willing to sink their money is shrinking. If this situation persists, how are the
great majority of companies to raise the equity capital they may need? Beyond that, what happens to the new
company seeking equity capital for thesfitime? Optimistic answers to these questions are had to come by.

Inevitably, these questions also lead to others about the role of the institutions in the stock market.- The two
tier market owes its existence to the action, and theantbans of bothnstitutional and individual investors.

But market conditions at the moment suggest that control of the situation lies in the hands of the institutions,
and that the twaier market will disappear only if théyand in particular those giants, the bank trust
departmeni@® decide to swerve from the investment policies on which they have leaned very heavily in the
last few years. The power of the institutions to shape events seems right now more awesome than ever
beforéd and also more subject to attack.

Already,of course, all sorts of companies in the lower tier of the market have expressed outrage at the low
valuation placed on their stocks. Their very specific complaints have lately been joined by others focusing on
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the broader problem. Two notable protestseaetently fronReginald H. Jonechairman ofeneral

Electric, andJames M. Rocheetired chairman dBeneral Motors Joneswas brought to worry about the
ability of the Aindustrial backboneo oft tilheire csorsa
cannot fl ourish solely on the basis of the health

Even the Chairman of tHe¢YSE, James J. Needhariho would not normally think it his business to tout

some stocks over others, was pushedbtoch g j ust about that. dAlt is cert
deploringly in a speech, AWhy t boacedtrationg &favorikedetvi t ut i
stocks while ignoring hundreds of other choice investment opportuaities.

Inflation Is the Thief

That does sound like a pertinent line of inquiry to follow, and its pursuit should probably begin with a look at
the bear market in which stocks have been trapped
recognit oné. t hat inflation is robbi ng -pash"inflakiosn ofthé t hei r
late 1960s put enormous pressure on corporate profits. Even now, with inflation more of the “geltiand

variety and corporate profits booming, investams obviously looking ahead with apprehension, fearing both

a return to a cogtush era and a decent into a recession.

Second, inflation had by 1970 raised interest rates to very high levels and had forced investors to begin
reconsidering what returnse expect from stocks. Historically, those returns, taken over the long term and

on the average, have worked out to about 9.5%, including both capital gains and dividends. As long as
interest rates were at much lower levels than 9.5 percent, which wassthduring most of the postwar

period, an expectation of such a return on stocks shaped up as very satisfactory, Batdsitif high grade

utility bonds above 9%as they were for a time in 1970, or between 7.5 percent and 8 percent, as they have
beenrecently a return of 9.5 percent on stocks scarcely seems adequate compensation for the added risks that
stocks involve.

The logical reaction of investors is to market down the prices of stocks to levels that suggest future returns
will comfortably exced the rates available on bonds (although one investor's conception of what stock
premium is "comfortable" may differ from another's). It would appear that investors have recently been in the
process of making such a markdown.

It is clear that these insiitions do not see in the lower tier those same "choice investment opportunities” that
Jim Needhandoes. YeF o r t studg df griceearnings ratios shows clearly that a whole army of stocks

are at levels that are in the postwar periods have come tmbieleeed theap' Furthermore, if one focused

on companies rather than on stocks, a good case can be made that there are excellent values around.

All sorts of companies, in cyclical industries mainly, that could recently be bought at book value (or lower)
have for at least several yeangeraged a return on book valfe say, 11 percent or better, and have
reasonable expectations of maintaining (or improving) that return. An investor who buys into such a
company at no more than book can also figure to ampercent (or better) on his investment, both on the
money with which he originally buys a piece of the action and also on every dollar of his earnings that the
companyretainsand puts back to work in the company.

Yet the interest of these institutiors in that 11 percent proposition appears almost nonexistentTheir

attention, instead, is on the companies whose returns on capital are considerablsdyglid® and up

and whose earnings growth is considerable less subject to cyclical bumpsamnigibppmuch faster

perhaps 10 percent or more. These are the "good businesses"” of the world, and could all stocks be bought at
the same multiple of earnings, these are the onesvbatone would want to owBut the prices of these

stocks have beenfatted relatively little by the bear market that has ravaged the rest of the list, and they can
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be had only at uppséier prices. The question then beconigst rational for the institutions to stay with
these expensive stocks when so many others carnbloeight at greatly reduced prices?

There are arguments on both sides of that question, and they are best looked at in terms of two forces that
dominate the market: the corporate pension funds, which own about $110 billion of stocks (out of total assets
of about $150 billion) and earlier this year were adding to shoddings at a $7 billion annual rate; and the

bank trust departments, which manage about 80 percent of all corporate {iendidollars. The banks also

manage an estimated $240 billionford i vi dual s. Their assets, howeve
moneyo that the pension funds do, not turn over a
There is vigorous competition for the pension fun

would like to steal business away from the banks. The banks down the line would like to steal from the Big
Two, Morgan Guaranty($16.6 billion in employedenefit assets at the end of 1972) Badikers Trus($15

billion). And Bankers Trustof course, is gunningpf Morgan It so happens thiorganhas a history of

investing in growth stocks, and it has outperformed most big banks; some of its accounts have had, with their
stock portfolios, a compounded return better than 13 percent over the ten years endifgaviBecause of

its performance and its sizdorganhas become the player that everybody in the game watches. Its

influence clearly extends beyond the sums it manages.

Morganoperates under certain constraints that set a rather special pattern, thedtahk manages $287

billion, about $21 billion of it in stocks, and it fervently wishes to keep most of that in a relatively few stock

in which it has maximum confidence. As a result, it needs big companies in which té ithest whose
stockscanalssr b, say, $50 million or more wJotrhgoaunt’ sgoi ng
definition, are those that have at least $500 million in both value and revenues; companies of that size, of
which there are perhaps $300 in the country, qualify for Jafigect investments by the pension funds that
Morganmanages. Smaller companies usually are reached through pools of money (rather like mutual funds)
thatMorgansets up, and in which its pension accounts participate.

Mo r g @mplogeebenefit accountsecently had $13.3 billion in stocks, of which about 49 billion (or 68
percent) was in fifty big companies. That makes an average investment of $180 million per company. The
remaining $4.3 billion was i nvest eahaverage anaumde7.& h an
million. In that assortment were 182 relatively small companies (generally with under $100 million in market
value and revenues) thigiorganbelieves to be comers and that hare held in a-§8lfidn pooled account.

There are varyingvays to look at all these numbelkéorganthinks of them as showing that its arms are

wide open to smaller companies. Others would no doubt be struck by the degree of concentration in a
relatively few stocks.

WhenMorganinvests in a big stock, it hasey intention of staying in that stock, if not forever, at least for

a long time. AWe are not Momgamptchrdognew peesiorafune business.e st or
iwWe do not buy stocks with the i deadonnotfbuysvithithbideag t h
of selling high Margaib sb ubyeilnige fb aicnk tlhoews.ed pri nci pl es i

be noted that the bank really has no alternative strategy open to it. You cannot swing $27 billion around from
flower to flower. For that matter, you cannot easily swing even a few billion dollars around.

SoMorganand ot her big banks are constantl y -deasiorki ng f «
s t 0 & kes stocks that can be bought and put away, avitexpectation that they will produce at least

some earnings growth in almost any kind of economic situation and will, over the long term, though not
necessarily over any given shorter term period, outperform the market as a whole.

WarrenBuffett a weltknown and very successful private investor whose own preferences run strongly to
investinginlowpe fAval ueodo si tMoagamdbenst r ahegkdsforthdbgpitki t e r at i o
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fiMorganis sort of like a large conglomerate which must make deci$ioribe long term as to what kind of
business it wants to be in. Would it be right for a conglomerate to sell its most profitable, best business just
because it has a chance to pick up asogjreat business at a cheap price? | doubt it. So | think,alithat

money it is got to worry abowtjorgani s pr obably handling things about
mean, of course, that what they are doing is necessarily rightefoio

ltd6s Rational Because |t Wor ked

Nor does it mean that what may la¢ional for a giant likévlorgan, or even for a few of its biggest

competitors, is necessarily rational for all the smaller banks that are today ptdigingthe-leader and that

could instead, if they chose to, go hunting for bargains. Nor are thestattay big bank necessarily

rational for its clients, the pension funds. These investors are not obligated to place their money with giant
institutions whose policies are significantly determined by the huge amounts of money they have to manage.
They cold instead manage their money themselves, or place it with smaller institutions with greater
investment flexibility.

The few banks that have tried to steer a different course by moving into what they see as bargains in the
lower tier have lately found thgoing rather tough. Once such bankiist National of Chicagolts portfolio,

through studded with such standbyd.BsM andKodak is committed also to cyclical stocks and is less
concentrated in the very largest companies than most other big béiokgmare. As a result, the returns

First National delivered its pension accounts last year, though these ran to around 14 percent, did not
compare well with the returns of more than 20 per

While (First National) wits, it can at least keep telling itself that it has boughttiemstocks at prices that

can be rationalized. That is clearly more than mostitabuyers can do. Their thoughts about the intrinsic

value of growth stocks which is admittedly one of theurkier subjects arouddtend to be underdeveloped.

The banks seem to buy instead mainly olBMtheg basi s
say, when it approaches the lower limits of its range; we avoid it at the upper limits. Théeaniiso to

retreat into arguments that price doesn6ét mean th
companies, and even then, they add, you cdn get b
average game,fof isagrs. ofm¥o u rairséd @o i rdgsaytaoittoh. Busife a st oc
your universe is a bunch of other very profitable

That is true, of course, only so long as the universe itself is not marked down sharply. Were such a
markdown to occur today, it should probably imply a switch from buying to selling by the banks themselves.
It is not easy to see this kind of a move taking place right now, but it is always possible. Some market
commentators identify weakness in the grositicks with the end of a bear market, and expect firmly to see
these stocks begin to crack.

Is It Harder to Be Superior?

There can be no doubt, looking at the data that Fortune gathered on the largest holdings of the largest trust
departments, that crke in a few big stocks would do broad damage. Fourteen out of the seventeen banks
included inthe datahaveB.M, t he mar ket 6 s biggest stock, as thei
second place) and better than half have 7 percent or mdrein€dmmonrstock assets in that one company.

(One bankChemica) has 13 percent.)

The tendency to bunch their investments in the same few big stocks suggests that the banks have created a
kind of neutralized environment in which any one bank will finextremely difficult to achieve a standout
performance. These circumstances should logically prove most adverse to the banks that in the past have
done better than others.
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Morgan howeverdisagreeshat superior performance has become harder to acloiegef its executives
describes this premise as another example of the

tisMorgald s contention that the banks will dcasfoti nue t
example, they araow disagreeing abofolaroid. Other banks also react testily to the thought that they
have been fineutralizedd and predict that the men

Still, the banks do not feel at ease with the present degree oht@tios, since they appreciate all too well

the drastic price changes that can take place if a stock goes bad and everybody, as the saying goes, tries to ge
t hrough t he do o Queatin Foodmmeae aof trudt Mestments Baakers Trusthi i t does
bother me that everybody isgoingdamet hi ng. 6 But h e gualityofdis reseach and is e : i
none too surprised that research leads other banks to so many of the samemstiocks.

(Sourcewww.hussmanfunds.como mp ar e s -Fti fet yfoNisfttoyc ks of the 197006s
stocks in December 1999)

i T h e -etamectsine that 'good' stocks (or 'blue chips') were sound investments regardless of how high

the price paid for them was at bottom only a means for rationalizing under the title of 'investment' the well
nigh universal capitulation to the gambling fever
dividends, from asset values, and from earnings, to transfiendist exclusively to thearnings tren® The

answer was, first, that the records of the past were proving an undependable guide to investment; and
secondly, that the rewards offered by the future had become irresistibly allufihg notion that the

desirability of a common stock was entirelyindependentof its prices seems incredibly absurdYet the

new-era theory led directly to this thesis. If a stock was selling at 35 times the maximum recorded earnings,
instead of 10 times its average earningsciWhvas the proom standard, the conclusion to be drawn was

not that the stock was too high but merely that the standard of value had been raised. Instead of judging the
market price by established standards of value, theemawased its standardsofvae on t he mar ke

- Benjamin Graham & David Dodd, Security Analysis, 1934.

Blue Chip Performance: 19731974

Du Pont -58.4%
Eastman Kodak -62.1%
Exxon -46.9%
Ford Motor -64.8%

GeneraElectric  -60.5%
General Motors  -71.2%

Goodyear -63.0%
IBM -58.8%
McDonalds -72.4%
Mobil -59.8%
Motorola -54.3%
PepsiCo -67.0%
Philip Morris -50.3%
Polaroid -90.2%
Sears -66.2%
Sony -80.9%

Westinghouse  -83.1%
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"The Nifty Fifty appeared to rise up from the ocean; it was as though all of théud.Sebraska had sunk
into the sea. The twiler market really consisted of one tier and a lot of rubble down below. What held the
Nifty Fifty up? The same thing that held up tubplb prices long ago in Holland)opular delusions and the
madness of awds. The delusion was that these companies sggeod that ididn't matterwhat you paid

for them; their inexorable growth would bail you out."

You've just lived through the 19731 bear market. Actual figures. Actual headlines. Not pleasant. At the
January 1973 market peak, earnings had hit a new high, and stock prices were selling at a P/E multiple of 20,
which is extreme on the basisretordearnings. Over the next 2 years, corporate earnings grew by 56%, yet
the market fell by halfThe 7374 bearmarket teaches that stock prices can decline from extreme

valuations even if earnings grow dramaticallylmagine what could happen if both P/E multiples and

earnings contract simultaneously (Price = P/E x E). Now suppose they don't. Suppose thateepriags
everyone by growing by 12% annually over the next 4 years. Suppose the P/E multiple doesn't contract to the
historical average 12 times record earnings, but is still a high 18 times record earnings even 5 years from
now. Guess what. Even if thisyppy scenario comes true, stock prices will be at the same level 5 years from
now as they are today.

The bottom line, it is uniform trend conditions, and only uniform trend conditions, that have kept us in a
constructive position. This is, without questj@ market that could fall by half. A 50% decline in 8&P

500 Indexwould put the P/E multiple at 14, still above the historical average P/E that has been applied to
record earnings. Not even undervalued. It would put the dividend yield at just 2r886|dw the historical
average of 4% which has been attained at every bear market low. And as noted last month, even if dividend
payouts were boosted to the historical average 52% of earnings, the current dividend yield would be only
1.8%. A 50% market @p would bring it only to 3.6%.

[ Editor's note: In Mayl998 the S&P 500 stood at 1,112, with the DJIA at 9,063. It is important to

recognize that overvaluation does metjuire stock prices to decline. Overvaluation simply means that

stocks are pricetb deliver unsatisfactoripng-termreturns. Indeed, the market typically ignores valuation

when trends exhibit what we call "favorable uniformity." This uniformity (which can be measured objectively)
can sustain an overvalued market for months or eversykas during those periods when valuations are
unfavorableandtrends lack favorable uniformity that overvaluation suddenly matters. When interest rates
are rising as well, overvaluation generally matters with a vengeance.]
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$SPX (S&P 500 Large Cap Index) INDX @ StockCharts.com
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Warren Buffett --In November 1, 1974 Forbes Magazine
Under the 1974 headline, "Look At All Those Beautiful, Scantily Clad Girls Out THéms!profile in
Forbesmagazine captures Warrduffetts personality and chronicles the singular path he cut through the

investment worldThough the piece is 34 years old, it sheds light on the man behind Berkshire Hathaway as
the company's shareholders meet this weekend in Omaha, Neb.

How do you contemplate the current stock market, we askerdenBuffett the sage of Omaha, Neb.
"Like an oversexed guy in a harem," he shot bagkis'is the time to start investing."

The Dow was below 60@approximately 580yvhen he said that Before we could get Buffett's words in
print, it was up almost 15% in one of tfastestallies ever.
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S&P 500 Index-Weekly

120.00

We called him back and asked if he found the market as sexy at 660 as he did at 580. "I don't know what the
averages are going to do next," he replied, "but there are still plentygdins around." He remarked that
the situation reminded him of the early '50s.

Warren Buffett doesn't talk much, but when he does it's well worth listening to. His sense of timing has been
remarkable. Five years ago, late in 1969, when he was 39 |&é itgjuits on the markétHe liquidated his

money management pod@uffettPartnership, Ltd.and gave his clients their money back. Before that, in

good years and bad, he had been beating the averages, making the partnership grow at a compounded annual
rate of 30% before fees between 1957 and 1969. (That works out to a $10,000 investment growing to
$300,000 and change.)

He quit essentially because he found the game no longer worth playing. Multiples on good stocks were sky
high, the gego boys were "péorming" and the list was so picked over that the kind of solid bargains that
Buffett likes were not to be had. He told his clients that they might do betteréxéaxpt bonds than in

playing the market. "When | got started,” he says, "the bargaindiaereg like theJohnstowrflood; by

1969 it was like a leaky toilet iAltoona" Pretty cagey, thiBuffett When all the sharp MBAs were

crowding into the investment busineBsiffettwas quietly walking away.

Buffett settled back to manage the businetrests he had acquired, includidiyersified Retailinga chain
of women's apparel storeBlue Chip Stampsa western states trading stamp operation;Belishire
Hathaway a diversified banking and insurance company that owned, among other thirggklya
newspaperThe Omaha Suhe businesses did well. Und&uffetts management, th8unwon a Pulitzer
prize for its exposé of how Boys Town, despite pleas of poverty, had been turned into a "moneymaking
machine."

"In his May 29, 196Buffett Partnershipetterhe stated his intention to require becadiseto we v e r , it s eenmesfotinvestment t hat o
that are opn to the analyst who stresses quantitative factors have virtually disappeared after rather steadily drying up oved gearsa$t1®0
million eliminates a lobf this barrerworld. And a swelling interest in investment performance has created an increasingly short term and (in my
mind) more speculative market.
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Swing, You Bum!

Buffett is like he legendary guy who sold his stocks in 1928 and went fishing until 1933. That guy probably
didn't exist. The stock market is hafitming: You can always persuade yourself that there are bargains
around. Even in 1929. Or in 1970. Buffettdid kick thehabit. He did "go fishing" from 1969 to 1974. If

he had stuck around, he concedes, he would have had mediocre results.

"| call investing the greatest business in the world," he says, "because you never have to swing." You stand at
the plate, the pitchehtows youGeneral Motorsat 47!'U.S. Steehit 39! And nobody calls a strike on you.

There's no penalty except opportunity lost. All day you wait for the pitch you like; then when the fielders are
asleep, you step up and hit it."

But pity the pros at the westment institutions. They're the victims of impossible "performance”
measurements. Says Buffett, continuing his baseball imagery, "ltBdike Ruthat bat with 50,000 fans and
the club owner yelling, 'Swing, you bum!" and some guy is trying to pitolah intentional walk. They
know if they don't take a swing at the next pitch, the guy will say, "Turn in your unif@uifféttclaims he
set up his partnership to avoid these pressures.

Stay dispassionate and be patierBugfetts message. "You're déng with a lot of silly people in the
marketplace; it's like a great big casino and everyone else is boozing. If you can stiekpsitlfou should

be OK." First the crowd is boozy on optimism and buying every new issue in sight. The next moment it is
boozy on pessimism, buying gold bars and predicting another Great Depression.

Fine, we said, if you're so bullish, what are you buying? His answer: "l don't want to tout my own stocks."
Any generalsuggestions, we asked?

Just common sense ones. Buy stdbks sell at ridiculously low prices. Low by what standards? By the
conventional ones of net worth, book value, the value of the business as a going concern. Above all, stick
with what you know; don't get too fancy. "Draw a circle around the businessesgerstand and then
eliminate those that fail to qualify on the basis of value, good management and limited exposure to hard
times." No high technology. No multicompanies. "l don't understand them,Bs#fdt "Buy into a

company because you wantaan it, not because you want the stock to go up."

"A water company is pretty simple," he says, addingBha¢ Chip Stampkas a 5% interest in ti&an Jose

Water Works"So is a newspaper. Or a major retailer.” He'll even buy a Street favorite if lpaigny a big

premium for things that haven't happened yet. He menRBoteoid. "At some price, you don't pay anything

for the future, and you even discount the present. Thém, lfandhas some surprises up his sleeve, you get

them for nothing.(Free* Opt i onal i ty” to use a fancy hedge fund

Have faith in your own judgment or your adviseBaffettadvises. Don't be swayed by every opinion you
hear and every suggestion you reRuiffettrecalls a favorite saying of Professor Benjamin Graham, the
father of modern security analysis d@bdffetts teacher aColumbia Business SchobtYou are neither

right nor wrong because people agree with you.Another way of saying that wisdom, truth, lies elsewhere
than in the moment's moods.

All Alone?

What godal, though, is a bargain if the market never recognizes it as a bargain? What if the stock market
nevercomes backBuffettreplies: "When | worked foGrahamNewman | askedBenGraham who then

John Chew at Aldridge56@aol.com www.csinvesting.wordpress.com studying/teaching/investing Page 48



Stock Market History from Graham, Buffett and Others

was my boss, about that. He just shrugged and replied thatafket always eventually does. He was right

in the short run, it's a voting machine; in the long run, it's a weighing machine. Today on Wall Street they say,
'Yes, it's cheap, but it's not going to go up.That's silly. People have been successful itovedecause

they've stuck with successful companies. Sooner or later the market mirrors the business." Such classic
advice is likely to remain sound in the future when they write musical comedies abouigihdays.

We remindeduffettof the old play a theKipling lines: "If you can keep your head when all about you are
|l osing theirs é maybe they know something you don

Buffettresponded that, yes, he was well aware that the world imgsa "What theDeBeerdid with
diamonds, the Arabs are dgiwith oil; the trouble is we need oil more than diamonds." And there is the
population explosion, resource scarcity, nuclear proliferation. But, he went on, you can't invest in the
anticipation of calamity; gold coins and art collections can't protecagainst Doomsday. If the world
really is burning up, "you might as well be likeroand say, 'lt's only burning on the south side.™

"Look, | can't construct a disasteroof portfolio. But if you're only worried about corporate profits, panic or
depres®n, these things don't bother me atheseprices."

Buffetts final word: "Now is the time to invest and get rich."

Next is a transcript of a speechBgn Grahamn September 197discussing how cheap the market was.

Renaissance of Value
Rare InvestmentOpportunities Are Emerging.

The title of thissemind& i Th e Renai s s-ampliesshatdhe coxcagt af waldie had previously

been in eclipse in Wall Street. This eclipse may be identified with the virtual disappearance of the ence well
established idtinction between investment and speculation. In the last decade, everyone became an investor
-including buyers of stock options and ddt shortsellers. In my own thinking, the conceptvaiue along

with that ofmargin of safetyhas always lain dhe heart of true investment, while price expectations have

been at the center of speculation.

At this point let me consider briefly an approach with which we were closely identified when managing the
GrahamNewmarfund. This was the purchase of shardgsg than their workingapital valugcurrent

assets minus current liabilitiesyhat gave such good results for us over-g&Hr period of decisiemaking

that we eventually denounced all other comratotk choices based on the usual valuation proesdand
concentrated on thmubassetstocks The Arenai ssance of wvalue, 0 whi ch
thereappearance of this kind of investment opporturityalueLine publication last month listed 1,000

such issues in the ndimancial category. Their compilation suggests that there must be at least twice as

many subworking-capital choicesinthBt andar d & Poor ' s (HoMevet dohtwastet oc k C
$25 sending for an advertised |iatppioefalid, OOChostoc
inexcusably omitted to deduct tdebtandpreferredstock liabilities from the working capital in arriving at

the amount available for the common.)

It seems no more than ordinary sense to conclude that if one can make aBGstpck portfolio of issues
obtainable aless than working capital and i f these issues meet other v
belief that the enterprise hemasonably good lorgrm prospectsvhy not limit one's selection to such

issuesand forget the more standard valuation methods and choices? | think the question is a logical one, but
it raises various pract isadle isssYaloedsnasalledachemdomtimug wi | |
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to be available; what would be the consegces if a large number of decisimakers began as of tomorrow
to concentrate on that group; what should the analyst do when these are no longer available?

Such questions are actually relatedhtoaderaspects of the value approach, involving the abdity of
attractive investment opportunities if and when most investors and their advisors followed this doctrine.

Some interesting questions relating to intrinsic value versus market price are raised by the takeover bids that
are now part of our dailfinancial fare. The most spectacular such event occurred a few weeks ago, when

two large companies actively competed to buy a third, with the result that within a single month the price of
ESB incadvanced from $17.50 over $41. We have always considezgdltie of the business to a private

owner as a significant element in appraising a stock issué/e now have a parallel figure for security

analysts to think about: the price that might be offered for a given company by abecagduirer. In that

respet, theESBtransaction and théarcor one that followed it offer much encouragement to those who

believe that theealvalue of most common stocks is well above their present market level.

There is another aspect of takeovers that | want to bring updmeaesomewhat personal basis, because it
relates to an old losing battle that | have long fought to make shareholders less sheejp-hie thisir
managements. You will recall that the first biddCOwa s t er med a fESBanagement, act 0
who vowed to fight it tooth and nail. Several managements have recently asked stockholders to vote charter
changes that would make such acquisitions more difficult to accomplish against their oppiositber

words, make it more difficult for stockhd#rs to obtain an attractive price for their seafde stockholders,

still sheeplike, generally approve such proposals. If this movement becomes widespread, it could really
harm investorsd interests. I h o ment abdutanmhat is invoheed c i a |
here and do what they can to dissuade stockholders from cutting their own throats in such a foolish and
reckless fashion. This might well be a subject forRmancial Analyst Federatioto discuss and take an

official stand on

There is a least a superficial similarity between the prices offered in takeovers and those formerly ruling in

the marketforthefirst i er i ssues, as r ep((GmBamistekeningbyhe NiftiFiftye f av o
Glamour, Growth stockseel.oomis Article.JThe large institutions have acted somewhat in the role of
conglomerates extending their empires by extravagant acquisitions-H hati®e ofAvon Productaveraged

55x in 1972, and reached 65x at the high ${@Gaham speaks here of theNi f t y 50" whi ch we
that institutions could pile into at “any” price
performance.)his multiplier could not have been justified by any conservative valuation formulae. It was

not made by spetators in a runaway bull market; it had the active or passive support of the institutions that
have been large holdersA&fon

As | see it, institutions have been persuaded tmp#gndish multipliergor shares of thévontype by a
combination of thee influences. First, the huge amounts of money they have to administer, most of which
they decide to place in equities. Second, the comparatively small number of issues to which their operations
were confirmed, in part because they had to choose muitimihare companies for their block transactions,
and partly by their insistence on highowth prospects. The third influence was ¢hé of performance

especially pension fund management.

The arithmetic here is deceptively simple. If a company'sregsmwill increase 15% this year, and if th&P
ratio remains unchanged, then presto! The fAinvest
dividend. If the PE ratio advancés as it did forAvonin almost every yeaithe performance becomes that

much better. These results are entirely independent of the price levels at which these issues are bought. Of
course, in this fantasia, the institutions were pulling themselves up by their own boetstrapthing not

hard to do in Wall Street, bimhpossble to maintain forever
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These institutional policies raise two implications of importance for financial andfystis what should a
conservative analyst have done in the heady area and era of high growth, high multiplier companiek?

must say mournily that he would have to do the near imposstbemely, turn his back on them and let

them alone. The institutions themselves had gradually transformed these invégpmeampaniesnto
speculativestocks| repeat that the ordinary analyst canngiext longterm satisfactory results in the field

of speculative issues, whether they are specul ati
levels at which they habitually sell.

My second implication is a positive one for the investing udatid for the analyst who may advise a-non
institutional clientele. We have many complaints that institutional dominance of the stock market has put the
small investor at a disadvantage because he can't compete with the trust companies huge resdirees, etc.
facts are quite the opposite. It may be that the institutions are better equipped than the individual to speculate
in the market; I'm not competent to pass judgment onBl&t. am convinced that an individual investor

with sound principles, and somdly advised, can do distinctly better over the long pull than a large

institution. Where the trust company may have to confine its operation to 300 concerns or less, the

individual has up to 3,000 issues for his investigations and choice. Most truenbanganot available in

large blocks; by this very fact the institutions are wagh eliminated as competitors of the bargain hunter.

Assuming all this is true, we must revert to the question we raised at the outset. How many financial analysts
can earra good living by locating undervalued issues and recommending them to individual investors? In all
honesty | cannot say that there is room for 13,000 analysts, or a large portion thereof, in this area of activity.
But | can assert that the influx of anstly into the undervalued sphere in the past has never been so great as
to cut down its profit possibilities through that kind of ceaitivation and ovecompetition. (The value

analyst is more likely to suffer from loneliness.)

True, bargain issues haxepeatedly become scarce in bull markets, but that was not because all the analysts
became valueonscious, but because of the general upswing in prices. (Perhaps one could have determined
whether the market level was getting too high or too low by coglie number of issues selling below
working-capital value. When such opportunities have virtually disappeared, past experience indicates that
investors should have taken themselves out of the stock market and plunged up to their necks in US Treasury
bills.)

So far | have been talking about the virtues of the value approach as if | never heard of such newer

di scoveries as Athe random wal k, 0 Athe efficient
heard about them, and | want to talk fiiat a moment abouBeta This is a more or less useful measure of

past price fluctuations of common stocW#hat bothers me is that authorities now equate the Beta idea

wi t h t he c o nPriee pariabilityf yesfiriski ndR&al ifvestment risk is measured not by the

percent the stock may decline in price in relation to the general market in a given period, but by the

danger of a loss of quality and earnings power economic changes or deterioration in management.

In the five editions ofrhe Intelligem Investor | have used the example A&P shares in 1936 to 1939 to
illustrate the basic difference between fluctuations in price and changes in value. By contrast, in the last
decade the price decline A&P shares from $43 to $8 paralleled pretty wetbaresponding loss of trade
position, profitability, and intrinsic value. The idea of measuring investment risks by price fluctuations is
repugnant to me, for the very reason thabitfuseavhat the stock market says with what actually happens
totheomer sé6 stake in the businessé.

The value approach is always been more dependable when applied to senior issues than to common stocks.
Its particular purpose in bond analysis is to determine whether the enterprise has a fair value so comfortably
in excess bits debt as to provide an adequate margin of safety. The standard calculation of interest coverage
has much the same function. There is much work of truly professional caliber that analysts can do in the vast
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area of bonds and preferred stoeksd, to sme degree also, in that of convertible issues. The field has
become an increasingly important one, especially since alrauatided portfolios should have their bonds
component.

Any security analyst worth his salt should be able to decide whetherraggim®r issue has enough

statistically based protection to warrant its consideration for investment. The job has been neglected at times
in the past 10 yearsnost glaringly in the case of tiennCentral Railroad debt structure. It is an

unforgivable bbt on the record of our profession that BFennCentralbonds were allowed to sell in 1968 at

the same prices as good publitility issues. An examination of that system's record in previous-years

noting, inter alia, its peculiar accounting and the faat it paid virtually no income tax@swvould have

clearly called for moving out of the bonds, to say nothing of the stock even at prices well below its high of
$86.

We now have a situation which all bonds sell at high yields, but many companies luareeeattended debt
position. Also, many of them do not seem to have sufficiently strong protective provisions in their bond
indentures to prevent them from offering new debt in exchange for their own common stock. (A striking
example is the current bondrfstock operations a a e s a r '.)sSThe¥éonvidéspread present maneuvers
seem to me to be so many daggers thrust in the soft bodies of the poor creditors.

Thus security analysts could well advise a host of worthwhile switching in the bond field. Eken in

Federal debt structur@vhere safety is not an isstttie multiplicity of indirect US government obligations

all sorts, including some teexempts, suggests many opportunities for investors to improve their yields.
Similarly, we have seen many convbliissues selling close to a parity with the common; in the typical

case, the senior issue has offered a higher yield than the junior shares. Thus, a switch from the common stock
into the senior issue in these cases would be a plain matter of commanEras®lesStudebaker
WorthingtonandEngelhard Industriepreferred vs. common.)

Let me close with a few words of counsel from ary8@rold veteran of many a bull and bear marksi.

those things as an analyst you know you could do well, and only g®things.If you can really beat the

market by charts, by astrology, or by some rare and valuable gift of your own, that's the row you should hoe.

If you are really good at picking stocks most likely to succeed in the next 12 months, base your wdrk on tha
endeavor . I f can foretell the next important deve
preferences, and gauge its consequences for various equity values, then concentrate on that particular activity.
But in each case you must proeeypburself by honest, no bluffing sedkamination and by continuous

testing of performance, that you have what it takes to produce worthwhile results.

If you believe-as I've always believedhat the value approach is inherently sound, workable, arfitijte,
thendevoteyourself to that principle. Stick to it, and don't be led astray by Wall Street's fashions, illusions,

and its constant chase after the fast dollar. Let me emphasize that it does not take a genius or even a superior
talent to be succehul as a value analyst. What it needs is, first, reasonably good intelligence; second, sound
principles of operation; third, and most important, firmness of character.

But whatever path you follow as financial analysts, hold onto your moral and intelleagl integrity.

Wall Street in the past decade fell far short of its gmegseworthy ethical standards, to the great detriment

of the public it serves and the financial community itself. When | was in elementary school in this city, more
than70yearsago we had to write various maxims in our <co
the best policy.o It is still the best policy.
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YOU PAY A VERY HIGH PRICE IN THE STOCK MARKET FOR A CHEERY CONSENSUS

by Warren E. Buffett

Forbes Vol. 124,No. 3,August 6, 19792426 by permission of the author.

Pension fund managers continue to make investment decision with their eyes firmly fixed onieawear
mirror. This generalfighting-the-lastwar approach has proven costly in the past andikely prove

equally costly this time around.

Stocks now sell at levels that should produce Ht@mmm returns far superior to bonds. Yet pension managers,

usually encouraged by corporate sponsors they must necessarily(pleagd o s e

are pouring funds in record proportions into bonds.

Meanwhile, orders for stocks are being placed with an eyedropgkinso® of Par ki n s tamed s

breagd Il

sd antg,”

Law

might conclude that the enthusiasm of professionals for stocks varies proportionatéhewdbent pleasure
derived from ownership. This always was the way John Q. Public was expected to behave. John Q. Expert

seems similarly afflicted. Hereds the record.
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In 1972, when the Dow earned $67.11 or 11% on beginning book value of 607,dttblesear selling at

1020 and pension managers couldndét buy stocks f as
net funds available (i.e., bonds were sold), a record except for the 122% of the even more buoyant prior year.
This twoyear stampde increased the equity portion of total pension assets from 61% teafi48btime

record which coincided nicely with a record high price forDioav. The more investment managers paid for
stocks, the better they felt about them.

And then the market i into a taitspin in 197374. Although the Dow earned $99.04 in 1974, or 14% on
beginning book value of 690, it finished the year selling at(&66L%) A bargain? Alas, sudbargain

prices produced panic rather than purchasesonly 21% of net investadlfunds went into equities that

year, a 25/ear record low. The proportion of equities held by private noninsured pension plans fell to 54%
of net assets, a full 20 poidtop from the level deemed appropriate wherDibeswas 400 points higher.

By 1976the courage of pension managers rose in tandem with the price level, and 56% of available funds
were committed to stocks. Tibmwthat year averaged close to 1,000, a level then about 25% above book
value.

In 1978 stocks were valued far more reasonabity tie Dow selling below book value most of the time.
Yet a new low of 9% of net funds was invested in equities during the year. The first quarter of 1979
continued at very close to the same level.

By these actions pension managers, in resetting maner, are voting for purchase of boddat interest of
9% to 10%-and against purchase of American equities at prices aggregating book valueRButldssse
same pension managers probably would concede that those American equities, in aggregate and over
the longer term, would earn about 13% (the average in recent years) on book valuead,
overwhelmingly, the managers of their corporate sponsors would agree.

Many corporate managers, in fact, exhibit a bit of schizophrenia regarding equities. They ¢cbesida/n
stocks to be screamingly attractive. But, concomitantly, they stamp approval on pension policies rejecting
purchases of common stocks in general. And the boss, while wearing his acquisition hat, will scorn
investment in similar companies at llo@lue. Can his own talents be so unique that he is justified both in
paying 200 cents on the dollar for a business if he can get his hands on it, and in rejecting it as an unwise
pension investment at 100 cents on the dollar if it must be left to bmy/rois companions at the Business
Roundtable?

A simplePavlovianresponse may be the major cause of this puzzling behavior. During the last decade stocks
have produced painboth for corporate sponsors and for the investment managers the sponsors thiee. Nei
group wishes to return to the scene of the accident. But the pain as not been produced because business has
performed badly, but rather because stocks have underperformed business. Such underperformance cannot
prevail indefinitely, any more than coutlge earlier oveperformance of stocks versus business that lured
pension money into equities at high prices.

Can better results be obtained over, say, 20 years from a group of 9%2% bonds of leading American
companies maturing in 1999 than from a grolipow-type equities purchased, in aggregate, at around book
value and likely to earn, in aggregate, around 13% on that book value? The probabilities seem exceptionally
low. The choice of equities would prove inferior only if either a major sustainedhedalreturn on equity

occurs or a ludicrously low valuation of earnings prevails at the end of thea2@eriod. Should priee

earnings ratios expand over they&ar perio® and that 13% return on equity be avera&ggdirchases

made now at book value wilksult in better than a 13% annual retitow can bonds at only 9%2% be a

better buy?
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Think for a moment of book value of tB®w asequivalento par or the principal value of a bond. And think

of the 13% or so expectable average rate of earnings bbbablavalue as a sort of fluctuating coupon on the
bond a portion of which is retained to add to principal amount just like the interest return on U.S. Savings
Bonds. Currently out Do w Bcambé purchased at a significant discount (at about 840¥s. 94
Aprincipal a mo u n tDow). d'hatDbvwoBordpurctamded a a dis€ount witle an average
coupon of 13%even though the coupon will fluctuate with business condiseems to me to be a long

term investment far superior to a conventional®® 20-year bond purchased at par.

Of course there is no guarantee that future corporate eamihgserage 13%. It may be that some pension
managers shun stocks because they expect reported returns on equity to fall sharply in the next decade.
However,| donot believe such a view is widespread.

Instead, investment mangers usually set forth two major objections to the thought that stocks should not be
favored over bonds. Some say earnings are currently overstated, with real earnings after replat@ament
depreciation far | ess than those reported. Thus,
argument ignores the evidence in such investment areas as life insurance, banidagyéty insurance,

finance companies, service business&s, In those industries replacemgatue accounting would produce

results virtually identical with those produced by conventional accounting. And yet, one can put together a
very attractive package of large companies in those fields with an expeetaibteaf 13% or better on book

value and with a price which, in aggregate, approximates book value. Furthermore, | see no evidence that
corporate managers turn their backs on 13% returns in their acquisition decisions because of replacement
value accountig considerations.

A second argument is made that there are just too
better to wait wuntil things c¢clear up a bit? You Kk
uncertaint i ets. Baforeereachingfor that eratch,dace up to two unpleasant facts: The future

is neverclear;you pay a very high price for a cheery consensusncertaintyactually is the friend of the

buyer of longterm values.

If anyone can afford to have sucloagterm perspective in making investment decisions, it should be

pension fund managers. While corporate managers frequently incur large obligations in order to acquire
businesses at premium prices, most pension plans have very minafflonds problers. If they wish to

invest for the long terth as they do in buying those 280- year bonds they now embra@céhey certainly

are in a position to do so. They can, and should, buy stocks with the attitude and expectations of an investor
entering into a longerm partnership.

Corporate managers who duck responsibility for pension management by making easy, conventional or
faddish decisions are making an expensive mistake. Pension assets probably total abodtafreverall

industrial net worth and, of caag, bulk far larger in the case of many specific industrial corporations. Thus

poor management of those assets frequently equates to poor management of the largest single segment of the
business. Soundly achieved higher returns will produce significarethtay earnings for the corporate

sponsors and will also enhance the security and prospective payments available to pensioners.

Managers currently opting for lower equity ratios either have a highly negative opinion of future American
business results expect to be nimble enough do dance back into stocks at even lower levels. There may

well be some period in the near future when financial markets are demoralized and much better buys are
available in equities; that possibility exists at all times. y@uwt can be sure that at such a time the future will
seem neither predictable nor pleasant. Those now
likely to maintain that posture until well into the next bull market.

FOOTNOTES
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1. Figures are xed on the old Dow, prior to the recent substitutions. The returns would be moderately
higher and the book values somewhat lower if the new Dow had been used.

Additional Notes:

As happened in 1921 and 1932 US equity prices stopped falling when thbegdea70% discount to the
replacement value of their assets.

Dec. 1974 was the fifth great bottom

Q Ratio Yr. End Q Ratio Est. at bottom
1921 7.4x .35 .28
1932 4.7x 43 .30
1949 11.7x .36 .29
1974 11.2x .36 .35
1982 9.9x .38 27

*Why would asset prices be so cheap? The inflation of the 1970s camouflaged the true replacement values of assetividstosfehmuld not
have been surprised by the huge-ouy boonthat followed.

In July 1985 Buf fett sai d, Ailn todayds stock market, eq
their intrinsic worth (their asset or book value)
onthatintrin& val ue?6é | assume they can get 14% return ¢

todaybés bond yields. But t he r3@% to40%mver thé agsetpvalue,b | e m.
your rate of return is that much less. Then, when therrétuaxed at capital gains rate, it turns out, on

average, not very attractive compared with currenet@mpt bonds. (At the time an investor, for example,
could purchase a teree income on &alifornia AArated muni bond of 8.5%n contrast, thenivestor can

only keep 50% of the income from taxable stocks and bonds. The investor would have to receive roughly a
17% return on a taxable investment to equal the equivaleftetaxeturn on a musbond.

“Thirty years ago, thehuge axpansoo of thelVielnanv\eéar,f or es een
wage and price control, two oil shocks, the resignation of a president, the dissolution of

the Soviet Union, a orday drop in the Dow of 508 points, or treasury bill yields

fluctuating between 2.8 per cent and 1et cent. But, surprise! None of these events

made the slightest dent in Ben Graham's investmen
unsound the negotiated purchases of fine businesses at sensible prices. Imagine the cost

to us, then, if we had let fear of theknowns cause us to defer or alter the deployment of

capital. Indeed, we have usually made our best purchases when apprehensions about

some macro event were at a peak. Fear is the foe of the faddist, but the friend of the

fundamentalist. A different set major shocks is sure to occur in the next 30 years. We

will neither try to predict these nor profit from theliwe can identify businesses

similar to those we have purchased in the past, external surprises will have little effect

on our long-term results.”

(Warren Buffet1994)

John Chew at Aldridge56@aol.com www.csinvesting.wordpress.com studying/teaching/investing Page 56



Stock Market History from Graham, Buffett and Others
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Buffett Offers an Opinion on the Over Valuation of the NASDAQ During July 1999
(From the book, The Snowball by Alice Schroeder), pagea316
Buf fett 6s Ablep&G@mpanyaun Valley €onferenam July 199.

I would like to talk about the stock market, (Baffet) said. | will be talking about pricing stocks, but I will

not be talking about predicting their course of action next month or nextMadamng is not the same as

predicting.

il n t hue, the markettis a voting machine. In the long run, it is a weighing machine. Weight counts
eventually. But votes count in the short term. And it is a very undemocratic way of voting. Unfortunately,

they have no literacy tests in terms of voting quatifat i on, as you have all l ear

Dow Jones Industrial Average
December 31, 1964 874.12
December 31, 1981 875.00

During these 17 years, the size of the economy grew more than fivefold. The salésaofithe Five
Hundredcompanies grew more than fivefSit¥et, during these seventeen years, the stock market went
exactly nowhere. o

8 Fortune magazine ranks the largest 500 companies baseddnes and refers to them as the Fortune 500
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He backed up a step or two. fAWhat you are doing w
money out now to get more money batladater time. And there are really only two questions. One is how
much you are going to get back and the other if when.

Now.Aesopyas not much of a finance major, because he
in the bushtésaBuwhbea. dogbhrg are to finance as gr
the value of all financial assétdouses, stocks, borilshanges, as if the price of birds had fluctuated.

AAnd that is why somet i mes rdsinbthebush anchsonetimes thhoamtlte i s
bush are better than one in the hand. 0

Buffett relatedAesopto the great bull market of 1990s, which he described as baloney. Profits had grown

much less than in that previous period, but birds in the bush weeasixe because interest rates were low.

Fewer people wanted castie bird in the haril at such low rates. So investors were paying unheard of
price for those birds in the bush. Casually, Buf

Buffett continued fiThere were only three ways the stock ma
year. One was if interest rates fell and remained below historic levels. The second was if the share of the
economy that went to investors, as opposed to empleyekgovernment and other thing, rose above its
already hi st o’Oi keadid tye etconomyhcouldestaregrowiny faster than nétidalcalled

it Awishful thinkingd to use optimisti cnkiaggshstu mpt i o
the whole market would flourish. They just believed they could pick the winners from the rest. Swinging his
arms like an orchestra conductor, he succeeded in putting up another slide while explaining that, although
innovation might lift the wod out of poverty, people who invest in innovation historically have not been

glad afterward.

This is half of a page which comes from a list seventy pages long of all the auto companies in the United
States. o He waved t"i& heeratwdtteusand duio sompanies: tte mest a i r .

i mportant invention, probably, of the first half
lives. If you had seen at the time of the first car how this country would develop in connectiontestiiau
woul d have said, 6This is the place | mu st be. 6 B

only three car companies survived. And, at one time or the other, all three were selling for less than book
value, which is the amount of meythat had been put into the companies and left there. So autos had an
enor mous i mpact on America, but in theGeoeppbosite d
Motors (GM), Ford (Fland theDJIA. Note the massivenderperformancef Ford andGM as compared to

the DJIA.

EditorrAs ot her readings on this blog halhel sfibwhhoaa
businesses that operate without competitive advantages and require increasing and continuous reinvestment
to stay in placedaving little in owner earnings for an investor. Perhaps an investment would be warranted if

the price of the company was wellbelove pr oducti on value of the company
continue to exist.

rough proxy for U.Si based business.

9 Corporate profits at the time were more than 6% of GDP, compared to-tetamgverage of 4.88%. They have since riservén 8%, far above
historic levels.

1 Over long periods the U.S. economy has grown at a real rate of 3% and a nominal rate (after inflation) of 5%. Othestthant@pm or
recovery from severe recession, this level is rarely exceeded.

1 Some of the Auto companies operating in 1903 were Electric Vehicle Company, The Winton Motor Carriage Company, Pack2ad Motor
company, Olds Motor Works, Knox Automobile Company, The Peerless Motor Car Co., Waltham Manufacturing Co., Berg Al@omobile
Cadillac Automobile Co., Buffalo Gasoline Motor Co., etc.
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But, sometimes it is much easier to figwut thdosers There was, | think, one obvious decision back then.

And of course, the thing you should have been doi
U.S. Horse Population
1900 17 million
1998 5 million
AFrankl vy, | 6m kind of disappointed that the Buffe
period. There are always | osers. o

Spotting the losers is easier than spotting the winners. In fact, the losers from technologicahehamgsn

easier to spot than the winners. Losing technologies often have a barrier that proves clearly insurmountable
in their quest to react to their new competitors. Canals, for example, simply could not achieve the speed of
throughput that railways ctdi The telephone allowed voice transmission, the telegraph did not. The digital
computer provided greater accuracy and speed than any analog equivalent could &@hiexe&Engines

that Move Marketdy Alasdair Nairn.)

Now the other great invention tife first half of the century was the airplane. In this period from 1919 to
1939, there were about two hundred companies. Imagine if you could have seen the future of the airline
industry back there #titty Hawk You would have seen a world undreamedoft assume you had the
insight, and you saw all of these people wishing to fly and to visit their relatives of run away from their
relatives or whatever you do in an airplane, and you decided this was the place to be.

As of a couple of years ago, therdbeen zero money made from the aggregate of all stock investments in
the airline industry in history. (Insert 1990 and 2008 charts)

RnSo | submit to you: I real | y KityHawk | woold haveibeelk t h a't
farsighted enogh and public spirited enough to have sbotlled own. | owed it to futu
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A short financial history of the automobilefrom Engines That Move Markets: Technology Investing from
Railroad to the Internet and Beyobhg Alasdair Nairn.

The losers from the old technologMorsedrawn carriages and buggy whip manufacturexgye fairly easy

to spot, but selection of which companies would prove the winners was much more difficult. Literally
hundreds of companies sprang up, many of them genampetitors, some of them effectively stock market
scams. For the outsider, there was little to distinguish between the genuine and the fake, let alone which of
the genuine companies would succeed.

Even the companies that did eventually succeed did gaftel a rocky road. Henry Ford was successful

only on his third corporate attempt and only after splitting with his partners over the strategic direction of the
companyGeneral Motordhad to be rescued twice, aBtiryslerwas effectively a company resitated

from previous misfortune. Furthermore, it was only with the introduction dfehe Model Tand its impact

in bringing the automobile within the range of the affluent middle classes that the market emerged as a strong
growth one. From that poinbfward, automobile production became an expanding market, but with a price
point that was being continually lowered. Those who could not compete were forced to exit, in many cases
moving in a very short period from a position of profitability and appastauiility to liquidation.

Despite the growth in demand and production, the car industry was to consolidate from the early part of the
century onward. There were many forces driving this, but principle among them were the initially fragile
financial base fothe majority of companies and the greater capital required for increased production volume
and distribution. While production in the early years had concentrated cadggrhighmargin vehicles, as

the technology improved and the car became a pradsefor the middle classes, the production process

itself grew in importance. The economies to be gained from mass production militated against a large
number of producers, and the industry began an inexorable move toward consolidation.

The consolidatiophase that began early, during the phases of higln®growth, was to continue in the
industry from that point forward. The initial very high returns on capital for the fortunate few gradually
reduced, even as the consolidation took place and thefrgtewth in net income for the participants was on

a downward path almost from the 1920s until the 1970s when, in real terms, profits followed the classic
boomandbust cycle of a highly capitahtensive and competitive industry. In the early yearsAtherican
manufacturers undoubtedly gained from the poor road conditions that forced the production of a more
lightweight and standardized vehicle than their more technologically advanced European counterparts. In a
domestic economy growing strongly anaigcted by tariffs, the producers took full advantage to become

the major players in the world industry.

On both sides of the Atlantic, the investor was faced with the same issues, selecting a small number of
survivors from the larger number of initisdmpetitors. Growth alone was not sufficient to underpin an
investment. Returns may have been potentially very strong, but, given the downside, they needed to be.
Equally, the investor needed to pay close attention to the profitability of the industryogifice growth

alone proved no guarantee of income growiitie car industry faced the burden of high capital costs along
with low barriers to entry.

iltés much easier to promote an esoteric oproduct,
guantitative guideline. But people will keep coming back to invest, you know. It reminds me a little of that

story of the oil prospector who died and went to heaven.$trReters ai d, A Wel | | I checke
you meet all of the qualifications.Buth er e i s one problem. 6 He said, o6W
here, and we keep all of the oil prospectors over in that pen. And as you can see, it is absotktéyl.ch

There is no room for you. 6

AAnd the prospector ssaayi d,ouadDowoyrodus ?ndi nd i f | just
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nSt. Petes ai d, 6No harm in that. o6
So the prospector cupped his hands and yells out,
fAnd of cour s e, the | ock comes off the cage and a

“St. sReTdeatd is a pretty slick trick. Sobd, He says,
the room in the world. 6

O

AThe prospector paused for a minute, then said,
might be some truthtthtat r umor after all . 0

Well, that is the way people feel with stocks. It is very easy to believe that there is some truth to that rumor
after all .o

This got a mild laugh for a half second, which choked off as soon as the audience caughiffaittopoint,
which was that, like the prospectors, they might be mindless enough to follow rumors and drill for oil in hell.

He closed by returning to the proverbial bird in the bush. There was no new paradigm, hdlsaidtely,
the value of the stock marlet could only reflect the output of the economy.

He put up a slide to illustrate how, for several
growth by an enormous degree. This meant, Buffett said, that the next seventeen years mightmatHo

better than that long stretch from 1964 to 1981 when the Dow had gone exactly @owiagiis, unless the

mar ket plummeted. Alf | had to pick the most prob
six (6%) percent. Yet a receaine-WebberGallup poll had shown that investors expected stocks to return
thirteen to twentytwo percent.

He walked over to the screen, waggling his bushy eyebrows, he gestured at the cartoon of a naked man and

woman, taken from the legendary book ondtuek marketWh er e Are The Cliigthemenas’

said to the woman, 6éThere are certain things that
or pictures. 060

The audience took his point, which was that people who bought Intesoks stere about to get screwed.
They sat in stony silencBlobody laughed Nobody chuckled or snickered or guffawed.

Seeming not to notic&uffettmoved back to podium and told the audience about the goody bag he had
brought for them fronBerkshire Hathway.i |l j ust bought a compeajeyothat s

said. Al thought about giCGulfstnegm I¥Butwhendfentyodhe airport,d u ar t
realized that would be a st ep ddo heconfinoed, heneas giving f vy o
each of them a jeweleros | oupe instead, whidh he
the third wivesd especially.

That hit its mark. The audience laughed and applauded. Then they stopped.

Aresen f ul undercurrent was washing trough the room.
Valley in 1999 was like preaching chastity in a house of ill repute. The speech might rivet the audience to its
chairs, but that di fbth&@ndabsteimn t hat t hey would go

2Where Are the ©uasGoadHeard ook atWalbtieet Isy Fred Schwed, Jr. (L94Byitor: Imagine if Mark Twain and H.L.
Menchen wrote about the folly on Wall Street. Tuisk is a hilarious classic on the excesses of Wall Street and how little things change regarding
human behavior and the market.
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Buf fett waved a book in the air. AThi s -mMaked k was t
maniaEdgar L awr €onomen Skoks ds hdaigrm Investmenisroved that stocks always

yielded more than bonds. Smith idéietl five reasons, but the most novel of these was the fact that

companies retained some of their earnings, which they could reinvest at the same rate of return. That was the

plowbacld a novel idea in 1924! But as my mentBen Grahamalways usedtosag,You can get i1
more trouble with a good idea than a baldrdi dea, 6 b
Keynes in his preface to this book, sai d, 6There is
predicted from the past. 60

He had worked his way back around to the same sub
years of accelerating stock prices. ANow, is ther
rhetorical; nobody raised a hand.

AiThanko ylhas sai d, and ended.

APrai se by name, cBu ftfimlé B spdegh wasaneamtgoobe gravocatie snot off
puttingd for he cared a great deal what they thought of him. He named no culprits, and he assumed they
would get over his jkes. His argument was so powerful, almost unassailable, that he thought even those who
didnoét I|ike its message must acknowledge its forc
aloud. He answered question until the session ended.

Many kelieved thaBuffettwas rationalizing having missed the technology boom, and they were startled to
see him make such specific predictions, prophecies that surely would turn out to be wrong. Beyond his
earshot, t he Gamdl!l o h.¢He Wsadithe moat.:Howicould he miss the tech boat? He
is a friend ofBill Gates.

End

Editordés :Comment s

WhenNASDAQmar ket prices proceeded to alSuo\alteyaderhu bl e wi
nay-sayers had a field day. They probably thdupatMr. Buffettwas washed up, a hégen, and he just
ADi dndt get O6it. 60

What <criti cs d iBuffettiwas not predicting peicesylaussimpduse and effectf prices
were unsustainable, then prices would eventually revert to tlegin @nd come back to earth. The exact
timing of when this would occeino one knows, but knowing that prices will revert is critical to
understanding and avoiding risk of permanent capital loss.

In December 27,1999 ar ron’ spMagaerdnahheddl WnenginWarren? Ber
for the Year Bu tHis bethodstof inGestingwere éxtremé&yout.offashion and against

the grain in the detom explosion of the late 1990s. The year 1999Budtett'sfirst down year in a decade,

with Berkshire'spershare book value undeerforming theS&P 500index for the first time in 20 years. At

the time, the judgmental pronounced his insistence on investing in firmly established, proven businesses out
of date for the mucheralded, detomheavy new economy. In 2000 howevBuffett appeared to have the

last laugh, as reality weighed down the-doin mania and the higiech stock bubble burst. Buffett's

portfolio, meanwhile, bounced back as investors ran to established companies, andionmuedgda and

analysts were praising the fsighted wisdom oBulffett.
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Through it all,Buffett never wavered nor questioned himself, because he operates with his own inner score
card. He was neither right nor wrong because others agreed or disaghebisnwbut because his facts and
reasoning were correct.

MASDAR ek |y 612409
&, 000

S, 000
Between May 3, 19992,535.58

4, 000
November 3, 19993,028.51

3,000

Before and after $ptectBuf
about the market.

v

2,000

1,000

Vo lume = ©BigCharts.com

EBillions

i
T4TITETFFETI8081832553584 5838687388990 91 92939495 963723920001 0203040506 07 0302

5,000
4,800
4,600
4,400

Chart of the NASDAQ

Bar r Dec.'1399Asks,

~ . 4,200

AWhat is Wron

Warren (Buffett)? T 4,000
3,800

Prices double approx. from 3,600

the time of H 3,400

& Co. speech about

overvaluation of the stock 3,200
mar ket and th 3,000
paradigm. 2 800

2,600
2,400
2,200
2,000
1,800
1,600
1,400
1,200
SEFMAMIJIASONDSEFMAMIJJASONDHNFMAMJJJASONDMFMAMJIJLASORNDIRF

John Chew at Aldridge56@aol.com www.csinvesting.wordpress.com studying/teaching/investing Page 64



Stock Market History from Graham, Buffett and Others
———————————————————————————————————————

BRK.A Daily = To12-08
+4 007

i March2000fiBuf f et t j ust d
technology. He is washed ap. +3307

. . +32007F
Lessonocus on Business Valuatiomot the

market. +2507

+2008
+1507

+1007

+5o07
+07
-o0%

Vo lume = ©BigCharts.com
El
I
3 2
m
2 )
)
1 =
u]
En =] EE ulu} 01 0z o0z 04 a5 ]

Mr. Buffett on the Stock Market
FORTUNE Monday, November 22, 1999 By Warren Buffett

WarrenBuffett chairman oBerkshire Hathawayalmost never talks publicly about the general level of stock
prices-neither in his famed annual report noBatkshire'shronged annual meetings nor irttare

speeches he gives. But in the past few months, on four occasions, Buffett did step up to that subject, laying
out his opinions, in ways both analytical and creative, about thetéomgfuture for stocks. FORTUNE's

Carol Loomisheard the last of tlse talks, given in September to a grouBoffetts friends (of whom she is

one), and also watched a videotape of the first speech, given in Nilgre& Co.'sSun Valley, Idaho, bash

for business leaders. From those extemporaneous talks (the fiesswwitadheDow Jonegndustrial

Averageat 11,194), Loomis distilled the following account of wBatfettsaid.Buffettreviewed it and

weighed in with some clarifications.

Investors in stocks these days are expecting far too much, and I'm going to explavhy. That will

inevitably set me to talking about the general stock market, a subject I'm usually unwilling to discuss. But |
want to make one thing clear going in: Though | will be talking about the level of the market, | will not be
predicting its nekmoves. AtBerkshirewe focus almost exclusively on the valuations of individual
companies, looking only to a very limited extent at the valuation of the overall market. Even then, valuing
the market has nothing to do with where it's going to go next aes&xt month or next year, a line of

thought we never get intdhe fact is that markets behave in ways, sometimes for a very long stretch,

that are not linked to value.Sooner or later, though, value counts. So what | am going to be saying
assuming is correct-will have implications for the lonterm results to be realized by American

stockholders.

Let's start by defining 'investing.' The definition is simple but often forgotten: Investing is laying out money
now to get more money back in the futuneore money in real terms, after taking inflation into account.
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Now, to get some historical perspective, let's look back at the 34 years before tzindhere we are going
to see an almost Biblical kind of symmetry, in the sense of lean years gedr&to observe what

happened in the stock market. Take, to begin with, the first 17 years of the period, from the end of 1964
through 1981. Here's what took place in that interval:

DOW JONES INDUSTRIAL AVERAGE  Dec. 31, 1964:874.12  Dec. 31 1981: 875.00
Now I'm known as a lonterm investor and a patient guy, but that is not my idea of a big move.

And here's a major and very opposite fact: During that same 17 years, the GDP of-tleat)i§.the

business being done in this countaymost quintupled, rising by 370%. Or, if we look at another measure,

the sales of the FORTUNE 500 (a changing mix of companies, of course) more than sextupled. And yet the
Dow went exactly nowhere.

To understand why that happened, we need first to lbokeaof the two important variables that affect
investment resultgnterest ratesThese act on financial valuations the way gravity acts on matter: The higher
the rate, the greater the downward pull. That's because the rates of return that investoosresy kind

of investment are directly tied to the riBke rate that they can earn from government securities. So if the
government rate rises, the prices of all other investments must adjust downward, to a level that brings their
expected rates oéturn into line. Conversely, if government interest rates fall, the move pushes the prices of
all other investments upward. The basic proposition is this: What an investor should pay today for a dollar to
be received tomorrow can only be determined by lfagking at the riskree interest rate.

Consequently, every time the rifiiee rate moves by one basis peiny 0.01%-the value of every

investment in the country changes. People can see this easily in the case of bonds, whose value is hormally
affecied only by interest rates. In the case of equities or real estate or farms or whatever, other very important
variables are almost always at work, and that means the effect of interest rate changes is usually obscured.
Nonetheless, the effedtke the invisible pull of gravity-is constantly there.

In the 196481 period, there was a tremendous increase in the rates eretongovernment bonds, which

moved from just over 4% at yeand 1964 to more than 15% by late 1981. That rise in rates had a huge
depessing effect on the value of all investments, but the one we noticed, of course, was the price of equities.
So there-in that tripling of the gravitational pull of interest ratéies the major explanation of why

tremendous growth in the economy was agganied by a stock market going nowhere.

Then, in the early 1980s, the situation reversed itself. You will remeR#hd/olckercoming in as

chairman of the Fed and remember also how unpopular he was. But the heroic thingsisgakihg a
two-by-four to the economy and breaking the back of inflaticeused the interest rate trend to reverse, with
some rather spectacular results. Let's say you put $1 million into the 1@&B0.S. bond issued Nov. 16,
1981, and reinvested the coupons. That isryetie you got an interest payment, you used it to buy more of
that same bond. At the end of 1998, with ldegn governments by then selling at 5%, you would have had
$8,181,219 and would have earned an annual return of more than 13%.

That 13% annual tarn is better than stocks have done in a great matygaf7periods in historin most
17-year periods, in fact. It was a helluva result, and from none other than a stodgy bond.

The power of interest rates had the effect of pushing up equities atheetih other things that we will get

to pushed additionally. And so here's what equities did in that same 17 years: If you'd invested $1 million in
the Dow on Nov. 16, 1981, and reinvested all dividends, you'd have had $19,720,112 on Dec. 31, 1998. And
your annual return would have been 19%.
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The increase in equity values since 1981 beats anything you can find in histofhis increase even
surpasses what you would have realized if you'd bought stocks in 1932, at their Depressioronatsm
lowest day,July 8, 1932, th®ow closed at 41.22and held them for 17 years.

The second thing bearing on stock prices during this 17 years wataaftarporate profits, which this chart
[above] displays as a percentage of GDP. In effect, what this chart telis ydat portion of the GDP
ended up every year with the shareholders of American business.

The chart, as you will see, starts in 1929. I'm quite fond of 1929, since that's when it all began for me. My
dad was a stock salesman at the time, and aft€&rdsh came, in the fall, he was afraid to call anyatie

those people who'd been burned. So he just stayed home in the afternoons. And there wasn't television then.
Sooo0o0... | was conceived on or about Nov. 30, 1929 (and born nine months later, 06, A19803, and I've

forever had a kind of warm feeling about the Crash.

As you can see, corporate profits as a percentage of GDP peaked in 1929, and then they tanked. The left
hand side of the chart, in fact, is filled with aberrations: not only the Dspnelsut also a wartime profits
boom-sedated by the excepsofits tax-and another boom after the war. But from 1951 on, the percentage
settled down pretty much to a 4% to 6.5% range.

By 1981, though, the trend was headed toward the bottom of thatawmehish 1982 profits tumbled to 3.5%.
So at that point investors were looking at two strong negatives: Profits weparsabd interest rates were
sky-high.

And as is so typical, investors projected out into the future what they were seeinthat's their

unshakable habit: looking into the reaew mirror instead of through the windshield. What they were
observing, looking backward, made them very discouraged about the country. They were projecting high
interest rates, they were projecting low profits] #mey were therefore valuing the Dow at a level that was
the same as 17 years earlier, even though GDP had nearly quintupled.

Now, what happened in the 17 years beginning with 1982? One thing that didn't happen was comparable
growth in GDP: In this secahl7year period, GDP less than tripled. But interest rates began their descent,
and after the Volcker effect wore off, profits began to climbt steadily, but nonetheless with real power.
You can see the profit trend in the chart, which shows thatéblaté 1990s, aftdax profits as a percent of
GDP were running close to 6%, which is on the upper part of the 'normalcy' band. And at the end of 1998,
long-term government interest rates had made their way down to that 5%.

These dramatic changes in tin® fundamentals that matter most to investors explain much, though not all,

of the more than tenfold rise in equity pricéfse Dow went from 875 to 9,181during this 1#year period.

What was at work also, of course, was market psychology. Once adrkdtngets under way, and once you

reach the point where everybody has made money no matter what system he or she followed, a crowd is
attracted into the game that is responding not to interest rates and profits but simply to the fact that it seems a
misteke to be out of stocks. In effect, these people superimposeaartinissthe-party factor on top of the
fundamental factors that drive the market. Like Pavlov's dog, these 'investors' learn that when the-bell rings

in this case, the one that opensteav York Stock Exchange at 9:30 a-fthey get fed. Through this daily
reinforcement, they become convinced that there is a God and that He wants them to get rich.

Today, staring fixedly back at the road they just traveled, most investors have rosatimpech Paine
Webber and Gallup Organization survey released in July shows that the least experienced-ith@stors
who have invested for less than five yeaspect annual returns over the next ten years of 22.6%. Even
those who have invested for readhan 20 years are expecting 12.9%.
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Now, I'd like to argue that we can't come even remotely close to that 12.9%, and make my case by examining
the key valuedetermining factors. Today, if an investor is to achieve juicy profits in the market over ten

years or 17 or 20, one or more of three things must happen. I'll delay talking about the last of them for a bit,
but here are the first two:

(1) Interest rates must fall further. If government interest rates, now at a level of about 6%, were to fall to 3%,
that factor alone would come close to doubling the value of common stocks. Incidentally, if you think

interest rates are going to do that fall to the 1% that Japan has experiergedl should head for where

you can really make a bundle: bond options.

(2) Corporate profitability in relation to GDP must rise. You know, someone once told me that New York
has more lawyers than people. | think that's the same fellow who thinks profits will become larger than GDP.
When you begin to expect the growth of a poment factor to forever outpace that of the aggregate, you get
into certain mathematical problems. In my opinion, you have to be wildly optimistic to believe that corporate
profits as a percent of GDP can, for any sustained period, hold much above 6¢in@keeping the

percentage down will be competition, which is alive and well. In addition, there's a-palidig point: If

corporate investors, in aggregate, are going to eat arges®ing portion of the American economic pie,

some other group wilhave to settle for a smaller portion. That would justifiably raise political problems

and in my view a major reslicing of the pie just isn't going to happen.

So where do some reasonable assumptions lead us? Let's say that GDP grows at an average3® a yea

real growth, which is pretty darn good, plus 2% inflation. If GDP grows at 5%, and you don't have some help
from interest rates, the aggregate value of equities is not going to grow a whole lot more. Yes, you can add
on a bit of return from dividend8ut with stocks selling where they are today, the importance of dividends

to total return is way down from what it used to be. Nor can investors expect to score because companies are
busy boosting their peshare earnings by buying in their stock. Thsetfhere is that the companies are just

about as busy issuing new stock, both through primary offerings and those ever present stock options.

So | come back to my postulation of 5% growth in GDP and remind you that it is a limiting factor in the
returnsyou're going to get: You cannot expect to forever realize a 12% annual inareaseless 22%in

the valuation of American business if its profitability is growing only at 5%. The inescapable fact is that the
value of an asset, whatever its character, oaot over the long term grow faster than its earnings do.

Now, maybe you'd like to argue a different case. Fair enough. But give me your assumptions. If you think the
American public is going to make 12% a year in stocks, | think you have to say, fqulexafrell, that's

because | expect GDP to grow at 10% a year, dividends to add two percentage points to returns, and interest
rates to stay at a constant level.' Or you've got to rearrange these key variables in some other manner. The
Tinker Bell approachclap if you believejust won't cut it.

Beyond that, you need to remember that future returns are always affected by current valuations and
give some thought to what you're getting for your money in the stock market right nowHere are two

1998 figuredor the FORTUNE 500. The companies in this universe account for about 75% of the value of
all publicly owned American businesses, so when you look at the 500, you're really talking about America
Inc.

FORTUNE 500 1998 profits: $334,335,000,000 Market valudlarch 15, 1999: $9,907,233,000,000
As we focus on those two numbers, we need to be aware that the profits figure has its quirks. Profits in 1998

included one very unusual itera $16 billion bookkeeping gain thibrd reported from its spinoff of
Assaiates-and profits also included, as they always do in the 500, the earnings of a few mutual companies,
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such asState Farnfa mutual insurance companyhat do not have a market value. Additionally, one major
corporate expense, steokbtion compensatiorosts, is not deducted from profits. On the other hand, the
profits figure has been reduced in some cases by-wffdéeghat probably didn't reflect economic reality and
could just as well be added back in. But leaving aside these qualifications, inves®isying on March

15 this year that they would pay a hefty $10 trillion for the $334 billion in profits.

Bear in mind-this is a critical fact often ignoredhat investors as a whole cannot get anything out of their
businesses except what the busiess=sarn. Sure, you and | can sell each other stocks at higher and higher
prices. Let's say the FORTUNE 500 was just one business and that the people in this room each owned a
piece of it. In that case, we could sit here and sell each other piecesaarating prices. You personally
might outsmart the next fellow by buying low and selling high. But no money would leave the game when
that happened: You'd simply take out what he put in. Meanwhile, the experience of the group wouldn't have
been affected whit, because its fate would still be tied to profits. The absolute most that the owners of a
business, in aggregate, can get out of it in the-bativeen now and Judgment Bay what that business

earns over time.

And there's still another major quadiition to be considered. If you and | were trading pieces of our business

in this room, we could escape transactional costs because there would be no brokers around to take a bite out
of every trade we made. But in the real world investors have a hatdindihg to change chairs, or of at

least getting advice as to whether they should, and that costs tgeyoney. The expenses they bdar

call them frictional costsare for a wide range of items. There's the market maker's spread, and commissions,
and sales loads, and 1-Abfees, and management fees, and custodial fees, and wrap fees, and even
subscriptions to financial publications. And don't brush these expenses off as irrelevancies. If you were
evaluating a piece of investment real estate, wouldngi deduct management costs in figuring your return?

Yes, of courseand in exactly the same way, stock market investors who are figuring their returns must face

up to the frictional costs they bear.

And what do they come to? My estimate is that inwesto American stocks pay out well over $100 billion a
year-say, $130 billiorrto move around on those chairs or to buy advice as to whether they should! Perhaps
$100 billion of that relates to the FORTUNE 500. In other words, investors are dissipatisg althird of
everything that the FORTUNE 500 is earning for théinat $334 billion in 1998by handing it over to

various types of chaichanging and chamdvisory 'helpers.’ And when that handoff is completed, the
investors who own the 500 are reaplass than a $250 billion return on their $10 trillion investment. In my
view, that's slim pickings.

Perhaps by now you're mentally quarreling with my estimate that $100 billion flows to those 'helpers.' How
do they charge thee? Let me count the wayst 8fith transaction costs, including commissions, the market
maker's take, and the spread on underwritten offerings: With double counting stripped out, there will this
year be at least 350 billion shares of stock traded in the U.S., and | would edtah#te transaction cost

per share for each sidthat is, for both the buyer and the seHleill average 6 cents. That adds up to $42
billion.

Move on to the additional costs: hefty charges for little guys who have wrap accounts; management fees for
big guys; and, looming very large, a raft of expenses for the holders of domestic equity mutual funds. These
funds now have assets of about $3.5 trillion, and you have to conclude that the annual cost of these to their
investors-counting management fees,esaloads, 12 fees, general operating coestsns to at least 1%, or

$35 billion.

And none of the damage I've so far described counts the commissions and spreads on options and futures, or
the costs borne by holders of variable annuities, or the mgtieat charges that the 'helpers' manage to think
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up. In short, $100 billion of frictional costs for the owners of the FORTUNE-&0&h is 1% of the 500's
market valuelooks to me not only highly defensible as an estimate, but quite possibly on thiddow s

It also looks like a horrendous cost. | heard once about a cartoon in which a news commentator says, There
was no trading on the New York Stock Exchange today. Everyone was happy with what they owned.' Well,
if that were really the case, investorsuwld every year keep around $130 billion in their pockets.

Let me summarize what I've been saying about the stock market: | think it's very hard to come up with a
persuasive case that equities will over the next 17 years perform anythirgnikhing Ike--they've

performed in the past 17. If | had to pick the most probable return, from appreciation and dividends
combined, that investors in aggregatepeat, aggregatevould earn in a world of constant interest rates, 2%
inflation, and those ever hurtffrictional costs, it would be 6%. If you strip out the inflation component from
this nominal return (which you would need to do however inflation fluctuates), that's 4% in real terms. And if
4% is wrong, | believe that the percentage is just as likdbglessas more.

Let me come back to what | said earlier: that there are three things that might allow investors to realize
significant profits in the market going forward. The first was that interest rates might fall, and the second was
that corporate qofits as a percent of GDP might rise dramatically. | get to the third point now: Perhaps you
are an optimist who believes that though investors as a whole may slog along, you yourself will be a winner.
That thought might be particularly seductive in theady days of the information revolution (which |
wholeheartedly believe in). Just pick the obvious winners, your broker will tell you, and ride the wave.

Well, | thought it would be instructive to go back and look at a couple of industries that maacstiis

country much earlier in this century: automobiles and aviation. Take automobiles first: | have here one page,
out of 70 in total, of car and truck manufacturers that have operated in this country. At one time, there was a
Berkshirecar and at©mata car. Naturally | noticed those. But there was also a telephone book of others.

All told, there appear to have been at least 2,000 car makes, in an industry that had an incredible impact on
people's lives. If you had foreseen in the early days of carghis industry would develop, you would have

said, 'Here is the road to riches.' So what did we progress to by the 1990s? After corporate carnage that never
let up, we came down to three U.S. car compadtiesnselves no lollapaloozas for investors. Se iean

industry that had an enormous impact on Ame+aral also an enormous impact, though not the anticipated

one, on investors.

Sometimes, incidentally, it's much easier in these transforming events to figure out the losers. You could
have grasped ghimportance of the auto when it came along but still found it hard to pick companies that
would make you money. But there was one obvious decision you could have made baitk thetter
sometimes to turn these things upside deamd that was to shanbrses. Frankly, I'm disappointed that the
Buffett family was not short horses through this entire period. And we really had no excuse: Living in
Nebraska, we would have found it sueaisy to borrow horses and avoid a 'short squeeze.'

U.S. Horse Populaibn 1900: 21 million 1998: 5 million

The other truly transforming business invention of the first quarter of the century, besides the car, was the
airplane-another industry whose plainly brilliant future would have caused investors to salivate. So | went
back to check out aircraft manufacturers and found that in the3®p@riod, there were about 300
companies, only a handful still breathing today. Among the planes madextenust have been the Silicon
Valley of that agewere both the Nebraska aretOmaha, two aircraft that even the most loyal Nebraskan
no longer relies upon.
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Move on to failures of airlines. Here's a list of 129 airlines that in the past 20 years filed for bankruptcy.
Continental was smart enough to make that list twice. As d,lif9act-though the picture would have
improved since therthe money that had been made since the dawn of aviation by all of this country's airline
companies was zero. Absolutely zero.

Sizing all this up, | like to think that if I'd been at Kitty Hawk1903 when Orville Wright took off, | would
have been farsighted enough, and puffitited enoughl owed this to future capitalist$o shoot him down.
I mean, Karl Marx couldn't have done as much damage to capitalists as Orville did.

I won't dwellon other glamorous businesses that dramatically changed our lives but concurrently failed to
deliver rewards to U.S. investors: the manufacture of radios and televisions, for example. But | will draw a
lesson from these businessEke key to investingis not assessing how much an industry is going to

affect society, or how much it will grow, but rather determining the competitive advantage of any

given company and, above all, the durability of that advantagél’he products or services that have wide,
sustanable moats around them are the ones that deliver rewards to investors.

This talk of 17year periods makes me thirkicongruously, | admitof 17-year locusts [pictured below].

What could a current brood of these critters, scheduled to take flight &y &gdect to encounter? | see them
entering a world in which the public is less euphoric about stocks than it is now. Naturally, investors will be
feeling disappointmertut only because they started out expecting too much.

Grumpy or not, they will havBy then grown considerably wealthier, simply because the American business
establishment that they own will have been chugging along, increasing its profits by 3% annually in real
terms. Best of all, the rewards from this creation of wealth will have ddiv®ugh to Americans in general,
who will be enjoying a far higher standard of living than they do today. That wouldn't be a bad world at all
even if it doesn't measure up to what investors got used to in the 17 years just passed.

(Saurce:www.hussmanfunds.comrriting on December 1998boutthe market)

But while the internet issues remain the most obvious bubble, the most significant objects of speculation, in
terms of market capitalizatioare stocks which might be considered "blue chip" technology issues. Consider
for example, some of the better growth companies on Wall Street (listed below in order of market
capitalization), and you can see how profourfdture earnings growthas beennmhpounded into current

prices. While these companies are likely to perform very well as businesses, the performance of the stocks
hinges much more delicately on the continued willingness of investors to pay exorbitant valuation multiples.
Moreover, the facthat the current P/E multiples are basedamordearnings should be some cause for

alarm.

Stock Current P/E 10-Year Average P/E
Microsoft 70 27
Intel 38 14
Cisco 165 28
Lucent 59 27
IBM 27 14
America Online 297 NA
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Dell 67 18
Sun Microsystems 114 17
Oracle 88 29

Similarly extreme valuations appear in other megpitalization stocks such @eneral Electric, WaMart,

Home Depot, MCl/WorldcomndVodaphoneWhy do these multiples matter? Because the market is

currently displaying not only extrearvaluations, but also poor market action and rising interest rate trends.
That complete combination is what we characterize as a "Crash Warning", because that phrase has typically
been descriptive of the subsequent market action.

There have only been twimnes in history that market breadth (as measured by the addenliee line) has
diverged so widely from the performance of 8&P 500 1929 and 1972. The current breadth divergence
now exceeds these previous instances both in extent and duratioth®\&&P andNasdagnear new highs,
bonds, utilities, transports and the advadeeline line are all plunging. Indeed, the NYSE advatedine
line is now well below the lows of the lasemmer 1998 selloff. In the week ended DecemBett: Dow
soared297 points, and theasdagvaulted nearly 73 points. Yet on theY SE, AMEXandNasdagmarkets,
more stocks declined than advanced on the week. Just 162 stocks\fSia@t new 52week highs, while
780 hit new lows. So in addition to hypervaluation, st overwhelming characteristic of the market is
lack of uniformity.

Historically, the current combination of market conditions has ultimately led to unusually swift declines in
Price/Earnings ratios. So even if earnings hold up, prices can endure lbaggspDuring 19734, stock

prices plunged by half, even though S&P earnings grew rapidly. Given that the P/E ratio of the S&P is
currently over 50% higher than it was at the 1929 and 1972 tops, it is clear that valuation multiples have a lot
of room todecline.

WARREN BUFFETT ON THE STOCK MARKET

FORTUNE
Thursday, December 6, 2001
By Carol Loomis

From Fortune Magazine:

"Two years ago, following a July 1999 speech by WaBweffiet; chairman of Berkshire Hathaway, on the
stock marketa rare subjector him to discuss publiclFORTUNE ran what he had to say under the title
Mr. Buffetton the Stock Market (Nov. 22, 1999). His main points then concerned two consecutive and
amazing periods that American investors had experienced, and his beliefttinas feom stocks were due
to fall dramatically. Since the Dow Jones Industrial Average was 11194 when he gave his speech and
recently was about 9900, no one yet has the goods to argue with him.

So where do we stand newith the stock market seeming &flect a dismal profit outlook, an unfamiliar
war, and rattled consumer confidence? Who better to supply perspective on that questiRurffetan
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The thoughts that follow come from a secBufettspeech, given last July at the site of the first tallen

& Co.'s annual Sun Valley bash for corporate executives. There, the renowned stock picker returned to the
themes he'd discussed before, bringing new data and insights to the subject. Working with FORTUNE's
Carol Loomis Buffettdistilled that speechto this essay, a fitting opening for this year's Investor's Guide.
Here again is MrBuffetton the Stock Market.

Warren Buffett:

The last time | tackled this subject, in 1999, | broke down the previous 34 years into-yearlperiods,
which in the snse of lean years and fat were astonishingly symmetrical. Here's the first period. As you can
see, over 17 years the Dow gained exactlytenéh of one percent.

Dow Jones Industrial Average
Dec. 31, 1964874.12
Dec. 31, 1981875.00

And here's the sead, marked by an incredible bull market that, as | laid out my thoughts, was about to end
(though I didn't know that).

Dow Industrials
Dec. 31, 1981875.00
Dec. 31, 19989181.43

Now, you couldn't explain this remarkable divergence in markets bylisf@yences in the growth of gross
national product. In the first periethat dismal time for the markeGNP actually grew more than twice as
fast as it did in the second period.

Gain in Gross National Product
19641981:373%
1981-1998:177%

So what wa the explanation? | concluded that the market's contrasting moves were caused by extraordinary
changes in two critical economic variablesd by a related psychological force that eventually came into

play.

Here | need to remind you about the definitadriinvesting," which though simple is often forgotten.
Investing is laying out money today to receive more money tomorrow.

That gets to the first of the economic variables that affected stock prices in the two-pet@rdst rates. In
economics, inteest rates act as gravity behaves in the physical world. At all times, in all markets, in all parts
of the world, the tiniest change in rates changes the value of every financial asset. You see that clearly with
the fluctuating prices of bonds. But thea@applies as well to farmland, oil reserves, stocks, and every other
financial asset. And the effects can be huge on values. If interest rates are, say, 13%, the present value of a
dollar that you're going to receive in the future from an investment iseaoly as high as the present value

of a dollar if rates are 4%.

So here's the record on interest rates at key dates in-g@aB4pan. They moved dramatically-tipat was
bad for investorsin the first half of that period and dramatically devenban for investorsin the second
half.
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Interest Rates, LongTerm Government Bonds
Dec. 31, 19644.20%

Dec. 31, 198113.65%

Dec. 31, 19985.09%

The other critical variable here is how many dollars investors expected to get from the companies in which
they invested. During the first period expectations fell significantly because corporate profits weren't looking
good. By the early 1980s Fed Chairman Paul Volcker's economic sledgehammer had, in fact, driven
corporate profitability to a level that peoplednd seen since the 1930s.

The upshot is that investors lost their confidence in the American economy: They were looking at a future
they believed would be plagued by two negatives. First, they didn't see much good coming in the way of
corporate profitsSecond, the skiigh interest rates prevailing caused them to discount those meager profits
further. These two factors, working together, caused stagnation in the stock market from 1964 to 1981, even
though those years featured huge improvements in GNPbds$iness of the country grew while investors'
valuation of that business shrank!

And then the reversal of those factors created a period during which much lower GNP gains were
accompanied by a bonanza for the market. First, you got a major increlaseadtetof profitability. Second,

you got an enormous drop in interest rates, which made a dollar of future profit that much more valuable.
Both phenomena were real and powerful fuels for a major bull market. And in time the psychological factor |
mentionel was added to the equation: Speculative trading exploded, simply because of the market action that
people had seen. Later, we'll look at the pathology of this dangerous aadurfing malady.

Two years ago | believed the favorable fundamental treadsdngely run their course. For the market to go
dramatically up from where it was then would have required-{eny interest rates to drop much further
(which is always possible) or for there to be a major improvement in corporate profitability (e&iobd;

at the time, considerably less possible). If you take a look alyad&Ochart of aftetax profits as a percent of
gross domestic product, you find that the rate normally falls betweeithéowvas its neighborhood in the

bad year of 1981, for ergple--and 6.5%. For the rate to go above 6.5% is rare. In the very good profit years
of 1999 and 2000, the rate was under 6% and this year it may well fall below 5%.

So there you have my explanation of those two wildly differergeldd periods. The quésh is, How much
do those periods of the past for the market say about its future?

To suggest an answer, I'd like to look back over the 20th century. As you know, this was really the American
century. We had the advent of autos, we had airemadt wehad radio, TV, and computers. It was an

incredible period. Indeed, the per capita growth in U.S. output, measured in real dollars (that is, with no
impact from inflation), was a breathtaking 702%.

The century included some very tough years, of cetlikeethe Depression years of 1929 to 1933. But a
decadeby-decade look at per capita GNP shows something remarkable: As a nation, we made relatively
consistent progress throughout the century. So you might think that the economic value of-theléaSt
asmeasured by its securities markatsuld have grown at a reasonably consistent pace as well.

The U.S. Never Stopped Growing

Per capita GNP gains crept in the 20th century's early years.
But if you think of the U.S. as a stock, it was overall one helioveer.
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20th-Century growth in per capita GNP

Year (constant dollars)
190010 29%
191020 1%
192030 13%
193040 21%
194050 50%
195060 18%
1960670 33%
197080 24%
198090 24%

19902000 24%

That's not what happened. We know from our earliemaxation of the 196498 period that parallelism

broke down completely in that era. But the whole century makes this point as well. At its beginning, for
example, between 1900 and 1920, the country was chugging ahead, explosively expanding its use of
electicity, autos, and the telephone. Yet the market barely moved, recording a 0.4% annual increase that was
roughly analogous to the slim pickings between 1964 and 1981.

Dow Industrials
Dec. 31, 189966.08
Dec. 31, 192071.95

In the next period, we had thearket boom of the '20s, when the Dow jumped 430% to 381 in September
1929. Then we go 19 year®9 years-and there is the Dow at 177, half the level where it began. That's true
even though the 1940s displayed by far the largest gain in per capita @BPdBany 20tkcentury decade.
Following that came a tyear period when stocks finally took efhaking a great fiv¢o-one gain. And

then the two periods discussed at the start: stagnation until 1981, and the roaring boom that wrapped up this
amazing cetury.

To break things down another way, we had three huge, secular bull markets that covered about 44 years,
during which the Dow gained more than 11,000 points. And we had three periods of stagnation, covering
some 56 years. During those 56 years thenty made major economic progress and yet the Dow actually
lost 292 points.

How could this have happened? In a flourishing country in which people are focused on making money, how
could you have had three extended and anguishing periods of stagndtioratiggegateleaving aside
dividends-would have lost you money? The answer lies in the mistake that investors repeateelthatake
psychological force | mentioned above: People are habitually guided by theenganirror and, for the

most part, byte vistas immediately behind them.

The first part of the century offers a vivid illustration of that myopia. In the century's first 20 years, stocks
normally yielded more than higgrade bonds. That relationship now seems quaint, but it was then almost
axiomatic. Stocks were known to be riskier, so why buy them unless you were paid a premium?

And then came along a 1924 beakim and initially unheralded, but destined to move markets as never
before-written by a man namdgédgar Lawrence SmitfThe bookgcalledCommon Stocks as Long Term
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Investmentschronicled a studgmithhad done of security price movements in the 56 years ended in 1922.
Smith had started off his study with a hypothesis: Stocks would do better in times of inflation, and bonds
would dobetter in times of deflation. It was a perfectly reasonable hypothesis.

But consider the first words in the book: "These studies are the record of a-fdtufailure of facts to

sustain a preconceived theor§hithwent on: "The facts assembled, haee seemed worthy of further
examination. If they would not prove what we had hoped to have them prove, it seemed desirable to turn
them loose and to follow them to whatever end they might lead."

Now, there was a smart man, who did just about the hatdegtin the world to do* Charles Darwirused

to say that whenever he ran into something that contradicted a conclusion he cherished, he was obliged to
write the new finding down within 30 minutes. Otherwise his mind would work to reject the discordant
information, much as the body rejects transplants. Man's natural inclination is to cling to his beliefs,
particularly if they are reinforced by recent experieracélaw in our makeup that bears on what happens
during secular bull markets and extendedqakriof stagnation.

Warren Buffett wrote about the irrationality of the late Internet bubble in his annual letter to Berkshire
Hathaway shareholders:

AiFar more irrational st i |l | icipantsevere thea putiing grekinesses uat i o
almost certain to end up being of modest or no value. Yet investors, mesmerized by soaring stock prices and
ignoring all else, piled into these enterpsidewas as if some virus, racing wildly among investment
professionals as well as amateunsluced hallucinations in which the values of stocks in certain sectors

became demupled from the values of the businesses that underlay them.

The fact is that a bubble market has alldwee creation of bubble companies, eastdesigned more with

aneye to making money off investors rather than for the. Too ditefR?O, not profits was the primary goal

of a companydés promoters, At bottom, t h-ashibied si nes
chain letter, for which many feeungryine st ment bankers acted as eager p
October 17, 2008 GRd Contributor

Buy American. | Am. by WARREN E. BUFFETT

Omaha

THE financial world is a mess, both in the United States and abroad. Its problems, moreover, have been
leaking into the generatenomy, and the leaks are now turning into a gusher. In the near term,
unemployment will rise, business activity will falter and headlines will continue to be scary.

13 Edgar Smithused extensive original research on specific securities and their actual returns over many years to deugloprahid sonclusion

tha® in contrast to the prevailing judgment at that @fm@mmon stocksverebetter than bonds for long term investment. Some credit his 1924 book,
Common Stocks as LoriBerm Investmentwith providing the intellectual underpinningsttee bull market of the midnd late 1920s. He mentions

the fundamental difference between stocks and bonds iStieksepresent ownership of property and processes; their value and income return
fluctuating with the earning power of the propeBgprndsrepresent a promise to pay a certain number of dollars at a future date with a fixed rate of
interest each year during the life of the loan.

Mr. Smithpoints out in A New Stock Market Chart, 183923, that weldiversified lists of common stocks seted on simple and broad principles

of diversification respond to some underlying factor which gives them a margin of advantage over high grade bondsrforitoegtiment.

(Jeremy Siegekrote a book in the mid990s calledstocks for the Long Rusimilar in concept to this 1924 book and some critics said that investors
might have used the book as an excuse to pay any price for a company. To learn mbtggbvow.jeremysiegel.com)
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So ... |l 6ve been buying American stoconkishl Thi s i s
previously owned nothing but United States government bonds. (This description leaves aside my Berkshire
Hathaway holdings, which are all committed to philanthropy.) If prices keep looking attractive, my non
Berkshire net worth will soon be 100rpent in United States equities.

Why?

A simple rule dictates my buying: Be fearful when others are greedy, and be greedy when others are fearful.
And most certainly, fear is now widespread, gripping even seasoned investors. To be sure, investors are right
to be wary of highly leveraged entities or businesses in weak competitive positions. But fears regarding the
longt er m prosperity of the nationds many sound comp
suffer earnings hiccups, as they always hBw.most major companies will be setting new profit records 5,

10 and 20 years from now.

Let me be clear on onet erom nmov el mecnatnsd to fp rtehde cstt a chke
faintest idea as to whether stocks will be higher or lowaoathd or a yea® from now. What is likely,

however, is that the market will move higher, perhaps substantially so, well before either sentiment or the
economy turns up. So if you wait for the robins, spring will be over.

A little history here: Duringhte Depression, tH2ow hit its low, 41, on July 8, 1932. Economic conditions,

though, kept deteriorating uniranklin D. Roosevelibok office in March 1933. By that time, the market

had already advanced 30 percent. Or think back to the early days lof Wér I, when things were going

badly for the United States in Europe and the Pacific. The market hit bottom in April 1942, well before

Allied fortunes turned. Again, in the early 1980s, the time to buy stocks was when inflation raged and the
economywas n t he tank. I n short, bad news is an invest
future at a markedown price.

Over the long term, the stock market news will be good. In the 20th century, the United States endured two
world wars and otlr traumatic and expensive military conflicts; the Depression; a dozen or so recessions
and financial panics; oil shocks; a flu epidemic; and the resignation of a disgraced presidentD@get the

rose from 66 to 11,497.

You might think it would have beémpossible for an investor to lose money during a century marked by
such an extraordinary gain. But some investors did. The hapless ones bought stocks only when they felt
comfort in doing so and then proceeded to sell when the headlines made them queasy.

Today people who hold cash equivalents feel comfor
long-term asset, one that pays virtually nothing and is certain to depreciate in value. Indeed, the policies that
government will follow in its effortsat alleviate the current crisis will probably prove inflationary and

therefore accelerate declines in the real value of cash accounts.

Equities will almost certainly outperform cash over the next decade, probably by a substantial degree. Those
investors wi cling now to cash are betting they can efficiently time their move away from it later. In

waiting for the comfort of good news, they areignoiig y ne Gadvike!® siAl skate to
is going to be, not to where it has been. o
I d @pind on theestotk market, and again | emphasize that | have no idea what the market will do

ono
the short t er m. Neverthel ess, I 61 | foll ow t he
n a

n
he dvertised: APut wasurd mMmowtaly wilye me nyegura nmo megy

—
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Warren E. Buffett is the chief executive of Berkshire Hathaway, a diversified holding company.
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May 2, 2009at the Berkshire Hathaway Annual Meeting with shareholders Buffett was asked about the
relativeseverity of the current (206@89) downturn.

Buffett Stocks got much cheaper in 1974, about four times earnings, than now, but interest rates were far
higher (Long term government bonds were about 7.5% vs. 4% today). So maybe they were not really cheaper
It is not as dramatic as in 1974 in terms of buying opportuditibat was the best period | have seen. |
bought some equities and bonds, too. I i ke whe
|l 6d much rather. pay half of X than X

Munger: It is nothing like 197374. | knew at the time that was my time to invest, but | had no money that is
part of the way it happens. 1974 was -@dconditonss . | f

Valuing the markethasnatn g t o do wi th where it’s going to go
fact is that markets behave in ways, sometimes for a very long stretch, that are not linked to value. Sooner or
later, though value countsWarrenBuffett
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Differences inInterest Rates and Earnings During 17Year Periods

Period

Growth in GDP

Interest Rates at
Start/End

Profits as % of
GDP at Start/End

DJIA at
Start/End

19641981

373%

4.2% /1 13.7%

5.7% / 3.5%

8741875

19811988

177%

13.7%/5.1%

3.5% /5.5%

875/9,181
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$SPX (SaP 500 Large Cap Index) INDX @ StockChartscom
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Chartl0Maj or Events During and After Benjamin Graham

One of the most profound lessons to be takdnr om Gr ahamés writilmge i s that
predicted these events, just as no oman predict the major events of tomorrow Economist John

Maynard Keynes said,fiThe inevitable never happens. It is the unexpectea | w a Suscessful

investing does not depewd being able to predict the future, but rathierusing sound investment

principles, sincehey will generally produceound investmenesults.

1914 World War | (1914.918)

1929 Great Depression (192932)

1939 World War Il Begins in Europe (193945)

1941 Pearl Harbor Attacked

1945 U.S. Government Debt to GDP was 112% (As of September 2009 it is 84%)
1950 Korean War Begins

1962 Cuban Missile Crisis

1963 President Keedy Assassinated

1968 Vietnam War (1952975)

1973 Arab Oil Embarg®il Prices Go From $2 to $10 Per Barrel
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1974 Major Bear Market in Stocks / Price Controls / President Nixon Resigns

1980 18% to 19% Federal Funds Rates

1981 16% to 18% 3®ear Mortgage Rtes

1987 U.S. Stock Market Crash / Dow Drops 22.48% In One Day

1991 Gulf War Begins

2000 Beginning of Three Year Stock Market Decline / NASDAQ Eventually Declines 78%
2001 Terrorist Attack on World Trade Center (9/11) / Afghanistan War Begins

2003 Irag WaBegins

2008 Major Stock Market Decline / Credit Crisis / National Real Estate Decline

Plus 12 Recessions Since 1948

The Eternal Secret of Successful Investing

A Little Wonderful Advice fromWh er e Ar e The Co Bredd®schwead,'Js, 19fageh t s ?
180-182) This book is a classic and highly recommended.

For no fee at all | am prepared to offer to any wealthy person an investment program which will last a
lifetime and will not only preserve the estate but greatly increase it. Like othéidgas, this one is simple:

When there is a stoakarket boom, and everyone is scrambling for common stocks, take all your common
stocks and sell them. Take the proceeds and buy conservative bonds. No doubt the stocks you sold will go
higher. Pay no attgion to thi$ just wait for the depression which will come sooner or later. When this
depressiod or pani® becomes a national catastrophe, sell out the bonds (perhaps at a loss) and buy back
the stocks. No doubt the stocks will go still lower. Again papttention. Wait for the next boom. Continue

to repeat this operation as long as you live, and you will have the pleasure of dying rich.

A glance at financial history will show that there never was a generation for whom this advice would not

have worked dpndidly. But it distresses me to report that | have never enjoyed the social acquaintance of
anyone who managedtodolitt | ooks as easy as Thedhiefidifiigylties,bff a | og
course, ar@sychological It requires buying bondshen bonds are generally unpopular, and buying stocks

when stocks are universally detested.

| suspect that there are actually a few people who do something like this, even though | have never had the
pleasure of meeting them. | suspect it because samaast buy the stock that the suckers sell at those

awful price® a fact usually outside the consciousness of the public and of financial reporters. An
experienced reporterb6és poetic account in the pape

Large selling was in evidence at the opening bell and gained steadily in volume and violence throughout the
morning session. At noon a rally, dishearteningly brief, took place as a result of short covering. But a new
selling wave soon threw the market intiber chaos, and during the final hour equities were thrown

overboard in huge lots, without regard for price or value.

The public reads the papers, and reading the foregoing, it gets the impression that on that catastrophic day
everyone sold and nobodybg ht , except that | ittle band of shor't
there is just no truth in that at all. I f on that
hundred and sixtfive thousand shares, the volume of theibgyan also be calculated. In this case it was
7,365,000 shares.
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CASE STUDY: How Mr. Womack Made a Killingy John Train (1978)
The man never had a loss on balance in 60 years.

His technigue was the ultimate in simplicity. When during a Ingarket he would read in the papers that the
market was down to new lows and the experts were predicting that it was sure to drop another 200 points in
the Dow, the farmer would look through a S&P Stock Guide and select around 30 stocks that haud fallen i
price below $16 solid, profit making, unheard of companies (pecan growers, home furnishings, etc.) and
paid dividends. He would come to Houston and buy

And then, one, two, three or four years later, when the stock markéiuwbkng and the prophets were
talking about the Dow hitting 1500, he would come to town and sell his whole package. It was as simple as
that.

He equated buying stocks with buying a truckload of pigs. The lower he could buy the pigs, when the pork
marketwas depressed, the more profit he would make w
claimed that he would rather buy stocks under such conditions than pigs because pigs did not pay a dividend.
You must feed pigs.

He tookafi f ar mi n g @o the ptgrk noaket im general. In rice farming, there is a planting season and a
harvesting season, in his stock purchases and sales he strictly observed the seasons.

Mr. Womack never seemed to buy stock at its bottom or sell it at its top. He seemgdahiapy or sell in

the bottom or top range of its fl ucdNeeetsemGad He h
Money After Ba@ when he was buying. For example, when the bottom fell out of the market of 1970, he
added another $25,000 to higpious bargain price positions and made a virtual killing on the whole

package.

| suppose that a modern stock market technician could have found a lot of alphas, betas, contrary opinions
and other theories in Mr. Woliregctackss Bt mormed knew patphp r 0 a ¢
emphasis on fAbuy pricedo that he did.

| realize that many things determine if a stock is a wise buy. But | have learned that during a depressed stock
mar ket , i f you can get a caoge itwillfargivé a& multitmde afn a st oc k
misjudgments later.

During a market rise, you can sell too soon and make a profit, sell at the top and make a very good profit. So,
with so many profit probabilities in your favor, the best cost price possible is waitihg for.

Knowing this is always comforting during a depres
after you buy on his |l atest fAsell signal . o

Il n sum, Mr. Womack didndét make anything tyaumpl i cat
canbét be buying stocks every day, week or month o

plant rice every day, week or month and make a crop. He changed my investing lifestyle and | have made a
profit ever since.

Keep this a secret!
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Editor:

Of course after reading those pieces, you realize theesiscret to investing. All the principles are laid out

in Security AnalysiandThe Intelligent Investdoy Benjamin Graham. The application and evolution of

value investingprincibes ar e | aid out each yearo iBrerMrs.hiBwef fHatt
owners The study, application and discipline are ugdag, but then who would want it any other way?

Enjoy your journey!

Comments welcomealdridge56@aol.com

Podscript

Warren Buffett's '‘Buy American' - One Year Later
PublishedMonday, 19 Oct 2009 | Bylex Crippen

Executive Producer
One year ago, even though the financial world was "a naegsWould probably get messier, Warren Buffett

wrote in theNew York Timethat he waduying U.S. stockdo lock in a "slice of America's future at a
markeddown price."

He cited his "simple" fe: "Be fearful when others are greedy, and be greedy when others are fearful."

One year later, the benchmark S&P 500 is 14.9 percent higher than it was the night before Buffett's "Buy
American" oped was published on Friday, October 17, 2008.

But that's leside the point.

“BUY AMERICAN" 1YEAR LATER

S&P500 1 YEAR CHART

rq 100

A A Y 1,000
Y
ETT "

In his oped, Buffett makes clear he wasn't trying ton#l' the marketHe wrote he didn't have the "faintest
idea" whether stocks would be higher or lower one month, or one yearBaiérqualify as shotterm for
Buffett. He was looking five, ten, or twenty years into the future.
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And it's a good thing Bitett wasn't trying to pick a shetérm bottom, because his timing was awflihe
S&P continued to drop that fall and winter, closing at its {nearket low of 676.53 on March 9.

If you had been smart or lucky enough to geralbn the S&P on that daypu'd be up 60 percent now.

But Buffett's key point is that very few of us are going to be that smart or that [Tibkge waiting for the
perfect moment run a big risk of coming in too late, especially if they're looking for hints that things are
gettingbetter.

The Oracle of Omaha won't make predictions about specific stock market moves, but he does have one
stronglyheld prophecy about the future: "The market will move higher, perhaps substantially so, well before
either sentiment or the economy turms o if you wait for the robins, spring will be over."

http://www.cnbc.com/id/33

“Remember that there is nothing stianbn e i n human a
prosperity or undueSodlatep BOBECi on in adversity.”

1980s Revisitedlarch 6, 2000Forbes A Tale of Two Bubblg®il and telecomm and tech sectoNote the
date!

Editor: This article is an example of how the lessons learned frprioabubble inenergystocksduring the
1980s could be applied to the impending collapse of the technology/dotcom bubble of the 2000s.

Tech stocks are in a lagtage bubble. It should break later this year (The top was put in a mere 4 days later).
lusial 'y disli ke fAbubble, 06 a word bandied about too
19 years ago, and | have seen how it ends. Right now technology stocks are just where oil stocks were in
early 1981.

Recall how unstoppable energypaared in 1980. That was a time of high and rising inflation, booming
commodity prices, OPECs success as a cartel and thirdcpwar. Bu late 1980 oil was $33 a barrel, with
consensus forecasts of $100 four years out. No on

It is happening al/l over again. This time around
rather the population of Internet users.

Here are some other disturbing si miomjast@%tinld3®2to Tech
19% in 1998 and 30% in 1999. Ener gyp22% inPEIR0 238%0 we i
ayearin 180. You know abouttechnalg 6 s gr eat returns: rising 44% in
energy stocks were up 68% and in 1980, 83%.

Then the bubble popped. The energy sectorbés weiggh
half of the year. Energy stocks lost 21%. The S&P 500 lost 4.%. In 1982 energy stocks fell another 19%.,
while the S&P 500 rose 21%. Since 1980 thergy sector has returned 9% per year. It has lagged three

points a yeabelow the next worst performing S&P 500 sector. Yet energy consumption has grown steadily.
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Check out Amer i c ad sepr8sént36% of the dStmatkd o ¢ & rs t.Exadiighalfyeael u e .
tech stocks. At yeaend 1980 exactlipalf the 30 largest stocks wereeegystocks. Of courseif you believe

in the demand for and future of technology, today
increasing supply ofthet oc ks, it doesnodt

Here is another eerie similarity: Backthengngr st ocks sol d at twice2% he S&
ti mes t hpeicetndaok et 6 s

Look at initial public offerings in 1980 and now. That year was a busy one, with enermgrapk20% of
the offerings. That botsd the overall number of US stocks by 2%. In 1999neldyy @mprised 21% of
the offerings and, again, increase total stocks by 2%. While that may not sguibhésbNewly public
companies are where the bubbleaitss when they run out of cash.

Most energy IPOs were formed to develop some es@rey technology or to drill for oil in bizarre

places. They were hardly the vertically integrated giants, like Exxon, which extract, refine and sell oil. And
theyween6t huge: None of the 198006s 50 | argest energ
went bust. But now 11 of our 50 largest tech stocks are 1998 or 1999 initial offerings, which means the
damage will be greater if any fail.

Most new techiesar as shall ow in their areas as 19806s off
sales? Amazon? No. Intel, selling chipstsocustomers, did more onlifeisiness in 1999 than all the dot

commies put together. Federal Express had more busindss Web than America Online and 17 times

more business than Yahoo.

Most Internet stocks are merely marketing firms with no clearly defined or provable strategy. Most net
ventures vendors have no reebgsmargin on sales, and that lack is a disastetingaio happen-later this
year.

As with 19806s ener gy iologytommahies burnffegaerishirgugh,cash hes e ne
hoping to catch on with their public. Later this year, just as happened two decades ago, dozens will run out of
casl® there are 140 now with less than 12 months cash supply. Folks will then worry dlooartlilwun out

of cash next, causing many more sound stock to fall. Selling will run rampant in tech fabliodange,

even hurting the most solid tecbal stocks. Ihave no clue which ones will implode first. Some will float

more stock and lengthen their lease on life. But the large gadupem without a viable business model are

top candidates to go down hard. | csecond half f 2080. t hi s

Last month | forecds flat S&P 500 in 2000, with teclual stocks down 15%. | stand by that forecast. As
1000 progresses, you should lighten your holdings in tecgndédeeping the lgigest and most solid
companies. This is a yearrfmoving forward with foreign equities while lowering US expectations.

TheMaking of Two Bubbles (page 28&87)
What can you fathom that others find unfathomable?

| tried to see how many parallels | could find between the two sectors that no oc@mvasnting on.

Because | know stock prices are determdinalways and everywhedeby supply and demand, | started with

the notion that a flood of supply might topple prices. The following table demonstrated the rapid increase of
stock supply in both of tlse sectors through respective IPO booms in the late 1970s and late 1990s. In 1980,
nearly half ofthe increase in value of newaexiging U.S. companied came from the energy secta2000,

nearly all of the increase came from the technology sector.
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The article below analyzes history through the lens of an Austrian economist. The reader must have an
understanding of human action to place historical events into context.

(Editor: 1 encourage a tirough study of the Great Depress&ince there are many parallels to todap
here:http://academy.mises.org/courses/tiev-deathistory-economicsandlaw/ to take a course in the New
Deal and the Great [Pesssion).

The Depression YouOv-492Never Heard Of: 1920
by Robert P. Murppd DeeemB009 A Vol. 59/ 1ssue 10

When it comes to diagnosing the causes of the Great Depression and prescribing cures for our present recession, the
pundits and economists from the biggest schools typically argue about two different types of intervention. Big
government Keynesians, such as Paul Krugman, argue for massive fiscal dlitinatis, huge budget deficitsto fill

the gap in aggregate demand. On the other hand,-gmattnment monetarists, who follow in the lais§gire tradition

of Milton Friedmanelieve that the Federal Reserve needs to pump in more money to prevent the economy from
falling into deep depression. Yet both sides of the debate agree that it would be utter disaster for the government and
Fed to stand back and allow market forces totheir natural course after a major stock market or housing crash.

In contrast, many Austrian economists reject both forms of intervention. They argue that the free market would respond
in the most efficient manner possible after a major disruption @sithe 1929 stock market crash or the housing

bubble in our own times). As we shall see, the U.S. experience during tHel922@epressian one that the reader

has probably never hearddofs almost a laboratory experiment showcasing the flaws of boteeesian and

monetarist prescriptions.

The 1929 1933 Great Contraction

Despite what many readers undoubtedly @Al earnedd in thei
textbook Keynesian following the 1929 stock market crash. In commjumwith Treasury Secretary Andrew Mellon,
Hoover achieved an acretse-board one percentage point reduction in income tax rates applicable to the 1929 tax year.

Hoover didnét stop with t adxthoeghanslysts a thét toneosld notrhavé wseddhe e gat e
term. He also signed into law massive increases in the federal budget, with fiscal year (FY) 1932 spending rising 42
percent above 1930 levels. Hoover ran unprecedented peacetime deficits, which stood in sharp contrast to his
predeessor Calvin Coolidge, who had run a budget surplus every year of his presidency. In fact, in the 1932 election
FDR campaigned on a balanced budget and excoriated the reckless spending record of the Republican incumbent.

I't wasndét mer e lapundhbfanbneyHiespest it ongugt thetypes of things that we associate today

with Rooseveltds New Deal . F or -woxka prggetcte includiirey the Hogverdddm. o f
Of particular relevance today is the Reconstruction Fin@urporation (RFC) established under Hoover, which

quickly injected more than $1 billion to prop up troubled banks that had made bad loans during the boom years of the

late 19208 and this was when $1 billion really meant something.

It is true that Hooverwentually blinked and raised taxes in 1932, in an effort to reduce the federal budget deficit.
Todaybés Keynesians point to this move as proof that r e
equally valid interpretation is thabits hor ri bl e to hi ke tax rates in the mid
cuts pushed through by Andrew Mellon in the 1920s, the top marginal irzomnate in 1932 stood at 25 percent. The

next year, because o0 budgtbhole, the tdpsncomne tax ratecewads 68 peceénb Given thidh e
extraordinary singlgrear rate hike, it is no wonder that 1933 was the single worst year in U.S. economic history. (For
what itdéds worth, the FY 1933 b&npdrgeattof GDR. Désgite the huga sate kikes, | | I
federal tax revenues only increased 3.8 percent from FY 1932 to FY 1933.)

So we see that the standard Keynesian story, which paints Herbert Hooverrstlairap liquidationist, is completely
false. YetMI t on Friedmands explanation for the Great Depress
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crash, the New York Federal Reserve Bank immediately slashed its disco@nhoatenuch it charged on loaihsn

an attempt to provide relief to the beleagrd financial system. The New York Fed continued to slash its discount rate
over the next two years, pushing it down to 1.5 percent by May 1931. At that time, this was the lowest discount rate the
New York Fed had ever charged since the establishmehé ¢federal Reserve System in 1913.

It wasndédt merely that the Fed (along with other central
loans it advanced from its discount window. The entire mentality of central bankers was differentiiigarly years

of the Great Depression. Writing in 1934, Lionel Robbins first noted that during previous crises, the solution had been

for central banks to charge a high discount rate to separate the wheat from the chaff. Those firms that weventuly sol

but illiquid would be willing to pay the high interest rates on cesitealk loans to get them through the storm. Firms

that were simply insolvent, on the other hand, would ki
Yetthistouph | ove was not administered after the 1929 <crash,
changed all that. We eschew the sharp purge. We prefer the lingering disease. Everywhere, in the money market, in the
commodity markets and in thedad field of company finance and public indebtedness, the efforts of Central Banks and
Governments have been directed to propping up bad busi

We therefore see an eerie pattern. When it came to both fiscal and monetary policy during ##38arlthe

governments and central banks implemented the same strategies that the sophisticated experts recommend today for our
present crisis. Of course, todayb6s Keynesians and mone:
medcines (deficits and monetary injections, respectively) were not administered in large enough doses. It was the
timidity of Hooveroés deficits (for the Keynesians) or |
the Great Depression.

The 19201921 Depression

This context highlights the importance of the 19P821 depression. Here the government and Fed did the exact

opposite of what the experts now recommend. We have just about the closest thing to a controlled experiment in
macroeconmi ¢s t hat one could desire. To repeat, ités not t1l
that the Fed provided a tad less liquidity. On the contrary, the government slashed its budget tremendously, and the Fed
hiked rates to record high#/e thus have a fairly cle@ut experiment to test the efficacy of the Keynesian and

monetarist remedies.

At the conclusion of World War I, U.S. officials found themselves in a bleak position. The federal debt had exploded
because of wartime expenditurasnd annual consumer price inflation rates had jumped well above 20 percent by the
end of the war.

To restore fiscal and price sanity, the authorities i m
From FY 1919 to 1920, federal suimg was slashed from $18.5 billion to $6.4 billdoa 65 percent reduction in one
year. The budget was pushed down the next two years as well, to $3.3 billion in FY 1922.

On the monetary side, the New York Fed raised its discount rate to a record highnt pg June 1920. Now the

reader might think that this nominal rate was actually
because of the changes in inflation rates. But on the contrary, the price deflation of thE9292fepression as more

severe. From its peak in June 1920 the Consumer Price Index fell 15.8 percent over the next 12 months. In contrast,
yearoveryear price deflation never even reached 11 percent at any point during the Great Depression. Whether we

look atnominalih er est r at es -adrj ufsrteeal) 0 i(nitrefrlesstti amt es, i1lB2d Fed v
depression and very fAlooseo during the onset of the Gr

Now some modern economists will point out that our story leaves out an impelear@nt. Even though the Fed

slashed its discount rate to record lows during the onset of the Great Depression, the total stock of money held by the
public collapsed by roughly a third from 1929 to 1933. This is why Milton Friedman blamed the Feddoingot

enough to avert the Great Depression. By flooding the banking system with newly created reserves (part of the
Aimonetary baseo), the Fed could have offset the massi v
money stock constant.
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But even this nuanced argument fails to demonstrate why thé& 1929 downturn should have been more severe than
the 19201921 depression. The collapse in the monetary base (directly controlled by the Fed) durii®292@s

the largest in U.S. historynd it dwarfed the fall during the early Hoover years. So we hit the same problem: The
standard monetarist explanation for the Great Depression applies all the more so toith®2PaAépression.

The Results

If the Keynesians are right about the Great @egion, then the depression of 182821 should have been far worse.
The same holds for the monetarists; things should have been awful in the 1920s if their theory of the 1930s is correct.

To be sure, the 1920921 depression was painful. The unemploymatet peaked at 11.7 percent in 1921. But it had

dropped to 6.7 percent by the following year, and was down to 2.4 percent by 1923. After the depression the United
States proceeded to enjoy the fARoaringcbhbwantriyds, i a1t @ u
of this prosperity was illusody itself the result of subsequent Fed inflaBiohut nonetheless the 1921821 depression
Apurged the rottenness out of the systemd and provided

As we know, thigs turned out decidedly differently in the 1930s. Despite the easy fiscal and monetary policies of the
Hoover administration and the Federal Resérveh i ch t odaybés experts say are nece:
Gr eat D edphe eremplogmend ta kept going higher and higher, averaging an astounding 25 percent in 1933.
And of <course, after the figreat contractiondo the U.S. |
was easily the | east prdsyerous decade in the countrybo:

The conclusion seems obvious to anyone whose mind is not firmly locked into the Keynesian or monetarist framework:
The free market works. Even in the face of massive shocks requiring large structural adjustments, the best thing the
government can dis cut its own budget and return more resources to the private sector. For its part, the Federal
Reserve doesndt hel p -shoaked ceditsnarkeis withigreen pieces gf papér.ePriceshcanladljust
to clear labor and other markets soanwgh, in light of the new fundamentals, if only the politicians and central

bankers would get out of the way.

Article printed from The Freeman | Ideas On Libehtyp://www.thefreemanonline.org
URL to article:http://www.thefreemanonline.org/featured/the-depressionyouve-never-heard-of-1920-1921/

END
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