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by Benjamin Graham

The Future Of
Common Stocks
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forecast—once for all—in the famous dictum of

I.P. Morgan the elder: “It will fluctuate.” It is a
safe prediction for me to make that, in future years
as in the past, common stocks will advance too far

stood at 90 in mid-1924, advanced to 381 by Sep-
temoer 1¥29, from which high estate it collap-
sed—as I remember only too well—to an ignomin-
ious low of 41 in 1932.

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

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



I think the future of equities will be roughly the failed to take into account that AAA bonds were
same as their past; in particular., common-stock. then vjelding 7.3 ner.cent.and had heen.abave 8.5,
purchases will prove satisidttory when made at ap-  per cent not long before. (As it happened they were
propriate price levels. It may be objected that is far ~ destined to surpass the 8.5 per cent rate in 1974.)
too cursory and superficial a conclusion: that it 64 the AAA rate i
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that as recently as early 1973—when they sup- to be offset by their higher P/E ratios compared
ported the record price level of the averages—they  with the DJIA. (continued next page)
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Selecting Individual Common Stocks

When we come to valuing individual stocks I
should like to divide them into three classes, as I
find them in the NYSE list. Group_1_is_the srowth._

issues selling at more than 20 times their last 12
months’ earnings. Group II is the relatively un-
popular stocks selling for less than seven times

g 15 per cent earnings yield

or better. Group IIl has multipliers between seven

recent earnir 1g2S—1.€., at

and twenty

were selling last month at less than book value, and

about one-quarter, or about 400 issues, at less than

two-thirds of net worth. What is equally interesting

is that ahnut. ane thied Af all ~omamae ~tagle,~ao
tually sold both above and below their net worth
in the past 12 months. Certainly more than half
fluctuated around this figure in the last five years
For the most part, these issues selling below book
are also in the low-multiplier group.
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coincided with reality. This is the hypothesis of
“the efficient market.” In its extreme form it makes
two declarations: 1) The price of nearly every stock
at nearly all times reflects whatever is knowable
about the company’s affairs; hence no consistent
profits can be made by seeking out and using ad-
ditional information, including that held by “in-
siders.” 2) Because the market has complete or at
1east” adequate information about each issue, the
prices it registers are therefore ‘‘correct,”
“reasonable” or “appropriate.” This would imply
that it is fruitless, or at least insufficiently reward-
ing, for security analysts to look for discrepancies
between price and value.

I have no particular quarrel with declaration
one, though assuredly there are times when a
researcher may unearth significant information
about a stock, not generally known and reflected in
the price. But I deny emphatically that because the
market has all the information it needs to establish
a correct price the prices it actually registers are in
fact correct. Take as my example a fine company
such as Avon Products. How can it make sense to
say that its price of 140 was “correct” in 1973 and
that its price of 32 was also ‘“correct” in 1974?
Could anything have happened—outside of stock-
market psychology—to reduce the value of that

enterprise by 77 per cent or nearly six billion

dollare? The market mauv have had all tha (%

Lugidi. 1t 1> not enougn to have a good in-
telligence”—and I add, “enough information” —
“the principal thing is to apply it well.”

I can assure the reader that among the 500-odd
NYSE issues selling below seven times earnings
today, there are plenty to be found for which the
prices are not “correct” ones, in any meaningful
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question should even suggest itself. It seems only
yesterday that everyone was saying that stocks,
even at high prices, were definitely preferable to
bonds because equities carried an important
measure of protection against future inflation.

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

It is true of course that the earnings on the DJIA
and the S&P 425 Industrials have tripled from
1947-1951 to 1969-1973. But in the same period
the book value of both indexes has quadrupled.
Hence we may say that all the increase in post-war
earnings may be ascribed to the simple building up
of net worth by the reinvestment of undistributed
profits, and none of it to the more than doubling of
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investor from buying strong companies on a 15 per
cent earnings return? My answer would be “no.”

What are the investors’ real choices— whether as
an institution or as an individual? He can elect to
keep his money in short-term obligations, at a good
yield, expecting that future inflation will eventually
produce lower market levels for all kinds of stocks,



large sums of money—say billions of dollars—to
be invested in such tangibles, other than real
property, without creating a huge advance in the
price level. thus creatino a tunire& - -
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market generally that were out of line with bond
yields. It may well have contributed to these high
yields themselves, for it deprived the bond market




that institutional investment does not appear to
have contributed either stability or rationality to
stock prices—American Airlines. The Standard
and Poor’s Monthly Stock Guide shows the
holdings of this and other concerns by about 2000

insurance companies and investment

funds, though
not by banks and their trust de E g
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A modification of my “fixed fund” suggestion
would leave more leeway for the work of financial
analysts. This modification would base €quity port-
folios initially on an actual or presumed imitation
of the S&P Index, or—more simply—the DIJIA.
The operating manager or decision maker would
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~~conomy 7 I have already stated views of in
flation’s effect on equities. I teel that an wa \ul
economy—in the tull sense of Milton Fr
recent proposal—is too impractical and remote to
warrant serious discussion here. We have it in part
n L’ii.\{>s’?g~li\{[‘.g :iL:\}\lS[H}CIU\ In union contracts, in-
There
cnce an indexed issue, put out by
Remington-Rand Corporation at the
[rving Fisher (then a directar),, whisbu vaitdu * biic
coupon payments with the cost-of-living index.
Conceivably—though not probably—that idea
may be revived. However, we have a growing num-
ber of debt obligations that vary the coupon rates
with changes in current bond yields or bank lend-
ing rates. The floodgates seem to be opening here
with the offering of $650 million of Citicorp
Floating Rate Notes due in 1989.

We have all become so familiar with a more or

less managed economy since the Roosevelt era

cluding to some degree pension plans. was
bond

instance of

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

to Wall Street
with more emphasis to
tollies than
to list
inefticient business practice,
ethics pcrpcrr:ucd by
dividuals, without the
1ignorance to palliate their misdemeanors. Just one
incredible example: Did anyone hear of a
“WHOIC UUStry drmost going bankrupt because it
was accepting more business than it could handle?
That is what happened to our proud NYSE com-
mumty in 1969, with their back-office mix ups,
missing securities, etc. The abuses in the financial
practices of many corporations during the same
period paint the same melancholy picture.

It may take many years—and new legisla-
tion—for public confidence in Wall Street to be
icsivied, and in the meantlme stock prlces may
languish. But I should :

1c 1968 to 73 period. but
be given to its crimes and
to 1ts mistortunes. I have not time even
all the glaring categories of imprudent and
ot shabby and shoddy
financial houses and in-

istory in t
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as¢ of the
Department of Agnculture burldmg in Washing-
ton. It reads:
“O fortunati nimium. . .(etc.) Agricolae!
Virgil addressed this apostrophe to the Roman
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