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General Woop. I think it is very good. You put your finger, as I
expected you would, on the one potential weakness, which 1s that if
ﬁzngggﬁy gets control of these big funds for selfish purposes, it would
.. The Cramman. That is right. :

General Woop. All T can say is I think I have indoctrinated my
associates and directors and officers pretty well, so that T know nething
will be done in the next 10 years. After that time I cannot answer for
it. - -

Senator Bricker. May I express a word of appreciation to General
Wood for coming here and the information he has brought to us. It
is an example of one of the great American industries,

. The Caamman. Thank you very much, General. The next witness
1s Mr. Benjamin Graham, chairman and president of Graham-New-
- man Corp., of New York. Mr. Graham, we are very happy to have
you this morning and are looking forward to your testimony.

~ Would 9you care to read your statement or would you rather sum-
marize it? ' ,

STATEMENT OF BENJAMIN GRAHAM, CHAIRMAN OF THE BOARD,
' ' - GRAHAM-NEWMAN CORP., NEW YORX

Mr. Gramaym. I would prefer to summarize it if T may.

The Caamman. Fine, - _ |
~ Mr. Gramaxm. But in the first place may I make a correction ?

‘The Cmairman. Yes., - -

- Mr, GramaM. The correction is to the effect that I am not president
of Graham-Newman Corp., but chairman of the board. I would like
to add, if I may, I am al$o chairman of the Government Employees
Insurance Co. of this city, which is a smaller but rather vigorous
competitor of General Wood’s Allstate Insurance Co., and we have
paid Sears, Roebuck the compliment of patterning our profit-sharing
plan very closely on theirs. '

I have tried in the statement to deal with three factors: First, the
question of the present level of stock prices from the standpoint of the
relationship between price and value. Secondly, causes of the rise in
the. market since September 1953; and, thirdly, feasible methods of

“controlling excessive speculation in the future, '
With respect to the present level of stock prices, my studies lead to
- the impression that leading industrial stocks are not basically over-
- valued, but they are definitely not cheap; and they are in danger of
going over into an unduly high level. :

I would like to add on this point while I deal in my statement with
leading industrial stocks I am going to be criticized for not taking
Into account the fact that the stock market is made up of many hun-
dreds of issues which have different price patterns. 'I%e fact remains

in the last year or so the market pattern has been more uniform, I
think, than it has been in most markets, and the level of advance in
the market price has been fairly evenly distributed over all types of
stocks—both the leaders and secondary issues.

‘With respect to the causes of the rise in the market since Septem-
ber 1953, my statement indicates I would emphasize very much the
change in investment and speculative sentiment, more than any change
in basic economic factors. = I wanted to point out that that carries an
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element of danger because a change of sentiment for the better may
be followed by a change in sentiment for the worse. _ S

Finally, in regard to the feasible methods of .controlhng_' excessive
speculation in the future, I am in sympathy with the action of the
Federal Reserve in increasing margin requirements as speculative
aectlvity increases. o . )

I feel in general speculation on margin is expensive to the public;.-
and is sound only when it is practiced by people who have a great
deal of experience and a great deal of ability.

1 also have an idea with respect to temporary modifications of the
capital-gains tax if it appears desirable to increase the supply of stocks
for a temporary period of time. .

I would rather answer questions from this point on instead of going
into more detail about my statement. -

The Cramman. Thank you very much, Mr. Graham. In connec-
tion with your own company, does 1t invest in a representative sample
of the best stocks in the market, or does it use some other guide for
investment ?

Mr. Gramam. No. We -have not been purchasing the market lead-
ers. Our business has been something of a specialty business. -We
have emphasized the purchase of securities selling under intrirsic
- value, and have gone to what is generally known as a special situation.

The Cuairman. Would you describe that for us—for our informs.
tion. You understand you are talking to a committee—at least the
members who you notice are present now—who know very little about
this. Would you tell us what specialty situations are and how you
approach it! How do you determine whether a special situation is
undervalued or not? :

Mr. Gramam. There is a slight distinction between an overvalued
security as such; and a special situation. I shall try to make that
distinctioff clear. _—

In the first place, with respect to a special situation as it is known
.in Wall Street. That is a security which upon study is believed to
have a probability of increasing in ‘value for reasons not related to the ,
movement of stock prices in %enera,l, but related to some development
in the company’s affairs. That wounld be particularly a matter such
as recapitalization and reorganization. merger and so forth.

For example, the typical example of the special situation is a com-
pany in trusteeship undergoing reorganization. Because of the fact
that it is in trusteeship, the securities tend to sell at less than their
intrinsic value. When the reorganization is completed, the proper
value is established and there will normally be a profit in the purchase
of such securities, There are other examples of that kind. The
public utility breakups were a very interesting generic group of
securities, because we had an underlying situation in which these
holding companies, being in ill favor in general ‘with the investing
public, tended to sell at less than the value of their constituent com-
panies, and when they were broken up the value of the constituent
companies in the market greatly exceeded the value of the holding
' company shares. :

'With respect to undervalued securities in general, not special situa-
tions, that would be based upon a process of security analysis, which
shows by a study of the company’s balance sheet. and income account:
that it is selling for considerably less than its intrinsic value, which:
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in general can be defined as considerably less than the valué of the
company- to a private owner, .

The Cramuax. How do you evaluate management ?

. Mr. Gramam. Management is one of the most important factors
in the evaluation of a leading company and it has a great effect upon
the market price of secondary companies. It does not necessarily
control the value of the secondary companies for the long pull because
if the management is comparatively poor there are forces at work
which tend- to improve the management and thereby improve the
value of the company.

The CrarrmaN. When you go into special sitnations and buy large
blocks, do you usunally try to get control of the company?

-Mr. Gramam. No; that is very exceptional. I would sav out of
about 400 companies that we may have invested in in the last few
years, there would not be more than 3 or 4 in which we would have
had any interest in acquiring control.

The CuamMan. You would have if you thought the management -
was bad, would you not? I mean that would be one of the principal
elements in that case? _

Mr. Gra®man.. That could be a reason for our seeking control, hoping
to improve the management situation.

The Cramuan. How do you go about acquiring large blocks with-

~out disturbing the market too much? Do you do it in your own name,
or what is the procedure ¢ ' :

Mr. Gramam. Well, there are two procedures, One is to acquire
shares in the open market over a period of time. The other is by
making a bid for a specified or unsgeciﬁed number of shares, which is
made public and which all stockholders have an opportunity to accept.

The Cramuan. What I mean is, I assume that you specialize in
special situations. You apalyze it and after considerable work, I
take it, you decide that it is undervalued and it is a good special situa-
tion. You start buying in the market, and you reveal your interest
and everyone knows what you are doing. I wondered how you
proceed. N ' - :

Mr. Gramam. That could happen, but very often it does not. May
I give you an example of that, Senator. In a book I wrote, The
Intelligent Investor, I gave an example of an undervalued security,
the Northern Pacific Railroad stock, which at the time of my first
analysis sold at 20 and later went down to 14. We decided to buy a
fair amount of stock. I should say that after reading the book
once or twice I convinced myself the shares should be bought. We
went ahead and acquired about 50,000 shares of that stock in the
market with comparatively little effect upon the price.

The CaatrMaN. Were there a lot of shares of that ¢

Mr. Grapam. There were about 214 million shares altogether.

“The Caarrman. That is a pretty big company? '

Mr. Granam. Yes, indeed, but that was a large investment for us.
But. there are other instances in which where companies are smaller

. 1t is not equally feasible to acquire shares in the open market, and
1t might be desirable to make a bid or offer, as it is generally called,
to acquire shares in some public way.

The Cuamuman. You make no effort to conceal your interest in a
special situation or to deal through trust companies or other accounts?

Mr. Gramam. Well, in most of our purchases, the vast majority of
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them, we purchase shares the same way as anyone else would through
brokerage houses, who act for us, and there is no concealment.

The Cramryan. To your knowledge are there many instances of
concealment of the purchaser in aéquisition of stock?

Mr. Gramam. Well, you might say that virtually all of the com-
panies that are acquired in the open market—I mean where control
is acquired in the open market, in virtually all these cases there is
some degree of concealment. That is to say, nobody publishes the
fact that he and his group are acquiring control in the open market.
It would obviously be unwise from a business point of view. Some-
times the news gets around, but it is generally unofficial. There have
been a fe winstances, comparatively few, in which efforts are made
to acquire control of a company generally through a reputable bank
or trust company where the name of the purchaser is not revealed; in
other cases it is revealed. -

The Cramman. We have had suggestions that this is done, and I
was wondering what the process is and whether or not you do it or
have done it. I wonder if you could deseribe for us the way you
- can acquire control without revealing your identity, not applicable
to yourself necessarily. Flow would anyone do it?

Mr. GragaM.  Well, outside of the method of acquiring control in
the open market, which as I said before is the more customary way,
the other method would be to ask a bank or trust company to commu-
nicate to the stockholders an offer to buy the shares, generally at a
price ahove the market, and state that the acquisition is being made
“for clients of the trust company, without giving their names. '

The Crarryan. There is no requi.ement if a trust company pur-
chases stock on the exchange to reveal the beneficial owner; is that
right? They do not have to say, “We are buying this for Mr. Jones
or Mr. Smith”? ' :

Mpr. Gramam. No, obviously not, sir. : :
The Cratryan. So that that would be the usual way, simply to
use an established firm which is in and out of the market, for your .

agent to purchase for you? : ,

My, GraEam. Yes. That would not be a trust company. Normally
that would be a brokerage firm. ‘ _ '

The Cmamman, Does a broker have to reveal who his principal is?

Mr. Gramam. No. On the contrary, it is one of the basic principles
of Wall Street that the relationship between the broker and the client
is confidential and the name should not be revealed except to authori-
ties who have a legitimate reason to ask for the information,

The Cramman. Well, that is an important exception. What about
a trust company? If the Chase National Bank purchases shares and
they are asked by the president of the exchange whom they are buy-
ing for, do they tell him? Is it same as the broker? :

r. Grazam. The president of the New York Stock Exchange has
no authority over anyone except members of the New York Stock
Exchange. _

The CramMan. Well, then, there is a difference. As to the brokers,
he has access to the beneficial owner, but he does not have as to the
trust company. Isthat right? . _

Mr. Gramas. That would be true with respect to the president of
the stock exchange, yes.

The Ceamrman. Who would have control, the SEC?
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Mr. GramaM. As a reservation, I am not certain the constitution
of the stock exchange gives the president the power to ask the brokers
for the names of their clients or their dealings, but I assume that in
the investigations that the stock exchange makes into its own dealings,
including such things as manipulation and so forth, such information
is asked for and given.

The Caamumsn. I understood that with regard to the members for
disciplinary p ses they have the right to mquire, but I would not.
be too certain about that. .

Mz, Gramam. I believe that is so, but I am not sure.

The CraARMAN. When there is a battle for control of a company,
the stockholders who intend to remain with the company would want
to know whether they should participate in the baftle or should sell
out, and the identity of the purchaser would be important to them in
such circumstances, would 1t not? . :

Mr. Gramam. Well, if you are speaking of a battle for control in
terms of a proxy battle, of course, the identity of the people who are
endeavoring to obtain a majority of the votes by proxy solicitation is
absolutely vital, and the proxy rules require that complete disclosure
be made of the identity of such persons. With respect to purchases
of shares, however, that is an entirely different matter, and the theory
of the stock market is that people are allowed to purchase shares
anonymously. It will be a Tittle embarrassing for many.people if
each time they bought or sold shares their identity would have to be
revealed. , :

The Cmamman. Of course, it is not done customarily, but it is sub-
ject to being revealed in an investigation at any time, is it not ¢

Mr. Gramam. As far as I know, the revelations of purchasers of
shares have been limited pretty much to eriminal activities. I do not
recall cases in which the names of buyers have been revealed, even
though they may be known to the authorities, merely because these -
people happen to have bought stock.

The CaarMAN. Do you recall the Lawrence Portland Cement Co. ?
Did you make an attempt to' gain control of that company ? |

Mr. Gramaym. Yes; In association with other people, who at that
timé, I believe, were either the largest or second-largest holders, we
made a bid for a specified number of shares.

The Cramrman. How did that work out?

Mr. Gramam. It did not sueceed. The price advanced above our
bid price, and consequently we did not get any quantity of stock.

The Cramrman. Do you think that was an instance of their having
known that you were interested and having great respect for your
judgment, and it went up before you could get control ? :

Mr. Granam. No. On the contrary, what ha pened was that the
company itself went into the market and force&) the price up above .
our bid. price. - L

The Crarman. Well, T do not know how it could have heen other-
wise. You could not have purchased that amount in open market,
could you? : :

Mr. Grazam. No, but we made a blanket offer to the stockholders
to turn in their stock to us at agiven price, which was-above the
market at the time the offer was made. :

The CHATRMAN. What was your offer?

Mr. Gramam. I think it was $26 a share.
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‘The CHATRMAN. When was that?

Mr. Gramam. Four years ago, perhaps.

The Cratkman. What is it selling for now?

Mr. Gra®aym. I do not know.

The CHATRMAN. Has it been split? .

Mr, Gramawm. It -has advanced, and the name has been changed.

The CHARMAN. What is the name of it now ?

Mr, Gravam. Dragon Portland Cement. ,

The Cmsmman. I am told that, allowing for the split, it is now
selling for $130 a share. . That vindicates your judgment, does it not ?

Mr. Gramam. I wish we had been able to buy 1t; yes.

The CHATRMAN. Was it true that in that case you got no stock at all®

Mr. Gramam. Noj because our offer was a contingent offer. We
made an offer to the stockholders to buy their shares at a price above
the then market, provided a sufficient number of shares would be de-
posited. What happened then was, as I said before, that the officers
of the company, not wishing this bid to succeed, went into the market
and pushed the price of the stock above our price. As a result, peo-
ple did not turn m any number of shares to speak of, and we dropped
the whole thing. _ J

The CEA®RMAN. I am not sure—do you wish to discuss these in-
dividual cases or not? ,

Mr. Gramam. Well, I have no strong feeling on the matter. I do
not know to what extent it would be useful to the committee. If it
1is useful to the committee, I have no objection, :

The CaatrMaN. I do not wish to embarrass you about it. I had
understood that it was quite all right. The only purpose is that we
have had a number of people here who have discussed general prin-
ciples. None of them, I believe, were what we call active traders.
1 suppose that is what you are, is it not ? .

Mr. Grayiam. Well, we do not consider ourselves as traders in the
ordinary sense. Technically you might call us that.

The Cmamrman. What 1 was trying to do was to .illustrate pro-
cedures that are followed by people actually in the market. If you
do not care to be questioned about individual eases, I would not want
to press the matter. _

‘Mr. Gramau. T have no sensitiveness on the subject at all. We are
very proud of our achievements in our company.

The CramRMAN. T thought maybe you were a little reluctant in the
case of the Dragon Cement to discuss the. details.

Mr. Gragay. I am not a reluctant dragon, Senator, except I do not
remember the details too well. I was not active personally in the
matter.

The Cmarrman. Can you think offhand of other similar examples
of the intent to gain control ¢

Mr.? GraEAM. You mean examples similar to the one made in Law-
rence ? -

The CEATRMAN. Yes. ;

' Mr, Gramam. Well, there was one recently.

The Caarman. What is that? ' :

Mr. GramaMm. T am trying to remember the name. I remember that
a trust company in Boston

The Cramman. The Atlantic Gulf and West Indies Steamship Co.?

60650-—55——234 )
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Mr. Gramam. No, that was a different situation. You are referring
now-to our own experience. The Atlantic Gulf and West Indies was
quite a different situation. At that time we made an arrangement
with the chief stockholder of that company to purchase, I think, the
greater part of his holdings, and made a corresponding bid to every-
body else to buy their shares at the same price, which was considerably -
above the market at the time we began our negotiations.

The Cmamrmaw. Was that a negotiated sale you were trying to
effect off the exchange, or was it a listed stock ? _

Mr. Gramam. Yes, 1t was a listed stock. The negotiation was done
with the large stockholder, and the rest was an offer extended to all
the sto'ckholgers on the same terms. :

‘The CramyMaN, Wasthat negotiation directly with the stockholder ?

‘Mr. Gramam. That is correct. )

The CaATRMAN. Did it succeed ?

Mr. Gramam. Yes, it did. ' -

The Crarrman. You did not use an intermediary in that case?

Mr. Gramam. No, that offer went over our name, I believe. The
difference was this: At that time we had already arranged to buy a
large amount of this stock, and we felt that, for one thing, that should
be a matter of record and was made a matter of record. -

The Cramyman. So that is an illustration of the successful way to
purchase control of a company ? |

Mr. Gragam. Yes. It is much more desirable to buy it by nego-
tiation to begin with. - , N

"The Caamrman. Do you think there is any serious problem from
the public’s point of view with regard to the anonymous purchase of
stock, especially with regard to gaining control of a company ?

Mr. Gramam. Senator, I have observed this thing for the last 40
years. I cannot think of a single instance in which the public has
been hurt by offers to buy control whether the names were revealed
or not revealed. In every such instance the public has been helped
because they have been able to get a higher price for their shares than
they would have been able to get if no such bid had been made.

The Cratrman. You see nothing wrong with that procedure? I
am not arguing with you. I am only asking you.

‘Mr. Gramam. T have had occasion to think about that matter for
a long time, Senator, and it seems to me that the true arguments are
all, from the public’s standpoint, in favor of not preventing bids
being made to the public at higher than-the prices previously ruling.

The Cmamrvan, Is your company an open-end or closed-end
company? - - ' '

Mr. Gramam. We are technically an open-end company, and prac-
tically a closed-end company. Let me explain that.

The Cramaran. I will be very happy for you to. .

Mr. Gramam. We are registered under the Investment Company
. Act of 1940 as an open-end company, which means that we are con-

tractually obligated to repurchase shares at any time at the net asset
value when presented to us. However, no such shares have been pre-
sented to us for a great many years. Our shares have sold consistently
at well over their net asset value. Furthermore, we have not sold
any shares of stock to the public at any time and have not increased
our capitalization for many years, so that we operate actually as a
closed-end company, namely, with a fixed capitalization.
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Tehe CramyaN. What is the capital? " Are these trade secrets or
not? - : o
Mr. Gramam. Not at all. They would not be a secret in any case,
Senator, but as it happens our figures are made public. They are
filed with the Securities and Exchange Commission. We have 5,000
shares of stock with a present asset value on the order of $1,100 a
share and with a market price rather considerably above that.

The Crarrman. A market price above that? :

Mr. GraraM. That is right. '

The Cramman.”But the shares sell very seldom, I understand?

Mr. Gragam. Thatistrue. There are very infrequent sales. None-

theless, there are quite a number of them in the course of a year or -

two. )
The CramyaN. When was your company started ?
Mr. Gramax. The company was incorporated in 1936, but it was a

continuation of a business which was set up in 1926.

The Cxamrymax. To what do you attribute your great success in this -

business ? , |

Mr. Gramay. Well, Senator, that is assuming that we have made
. @ great success. _

The CratryaN. Would you not consider it a success ?

- Mr. Gramaxm. I will admit that we think it is, but I did not want
to be in the position of passing over your question as taking for
granted that we have made a great success. -~ = . B

The Cmamrmax. I will take responsibility for saying you obviously
have made a success.

Mz, Graram. I think our success is due to our having established

sound principles of purchase and sale of securities, and having fol-
lowed them consistently through all kinds of markets. . - '

The Crameuman. I take it that ordinary members of the public
cannot buy your shares; is that right.? o

Mr. Gramayu. Well, they cannot buy them in unlimited: amounts,
but they can buy them over the counter in small amounts. - -

The CrammumaN. Are they quoted over the counter ¢ '

Mr. GrazaM. They are quoted over the counter; yes, sir.

The CrarrMaN. At what, $1,100°8

Mr. Gramam. I would say probably around $1,250 or $1,300 a

share now.

The Crarryan. Above the asset value?

Mr. Graxaxm. That is correct, sir. '

The CramMaN. Isit customary for open-end companies to be selling
above their asset value? : .

Mr. Gragam. Well, it is unusual for any investment company to
sell above its asset value, but there are a number of instances. The
best-known instance is the Lehman Corp., which for a good part of
the time sells above its asset value. That, however, is a closed-end
company. -It is impossible for an open-end company to sell at more

than the selling premium over its asset value as long as it offers shares

of stock to the public. That is obvious. In some instances a company
like State Street Investment has followed a policy like ours and has not
offered shares generally to the public, and the shares have sold at a
premium. _ .

The CHARMAN. Do you personally control your company ?

Mr. Granaym. No; I am a comparatively small stockholder.

-
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-The CHAIRMAN. You are?

Mr. Gramam. Yes, sir.

The CrarmaN. Does your family control it ? _

hMr.-. Gramam. No. We have a comparatively small number of
shares, '

The CratRyMAN. Dées any one family or person control it, or is it
distributed rather evenly? ,

Mr. Grazam. The shares arve distributed fairly evenly. I would
say there is a family with whom we have no relationship that repre-
sents the largest stockholding at the present time.

The CHARMAN, Tf someone wishes to sell their shares, they still
can demand what from you ?

Mr. GragaM. They can demand the net asset value.

The CHARMAN. Which, of course, they do not do, because they can
get more? '

Mr. Gramanm. That is correct. We have not taken in any shares for
many years. .

The CHAmMAN. What inspired you to form an investment com-
pany? You did start this investment company ; did you not? _

Mr. Gragam. Yes. May I say that I entered the brokerage busi-
ness in 1914 and became & junior member of g stock-exchange firim,
and in 1923 T believed that sound investing principles would be suc.
cessful, and I started a private fund in 1923, Wﬁich was changed around
in 1926, : ' '

"The CrAIRMAN. What is a private fund?

Mr. GramaM. A private fund would be one in which no offering
was made to the general public through advertisements, circulars, or
any other way, but merely to friends who were permitted or asked
to contribute. : :

The CuarrmaN. How large was that company ?

Mr. Gramam, It was about a half million dollars at the beginning.

The CHAmMAN. Just you and your friends? ‘

Mr. Gramam. That is correct, sir. My own participation was very
small. I had very little money. : _ , ,
- The CHARMAN. You started buying stock; is that right?

Mr. Gramanm. Stocks and bonds; yes. :

The Caarryan: I would be interested, if you do not mind telling
- us, to have the history of this development. ‘

Mr. Granam. Well, Senator, if you feel there is any value in this.

The CuammMAN. There is, because we like to get some feel of how
these trust companies develop. However, I do not wish to embarrass:
you. If you think it puts you at a disadvantage with competitors or
anyone else, you do not have to. '

Mr. Gramanm. No, Senator. I have been accused of telling all my
secrets. I have written a number of books, and I reveal them all in.
these books. '

The CHaTRMAN. T was particularly interested to know what hap-
pened to you in 1932. '

Mr. Gramsyu. We had rough going.

The CrHamman. You first started at the beginning with a. half
million dollars. What happened then u until 19299 :

Mr. Gramaym. We were quite successfu » and the fund grew to $214
million at the beginning of 1929,

The Crarrman. In stocks, I take it? '
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Mrx. Gravam. In stocks and bonds.

The CrarrMaN. What did you do in 1929%

Mr. Gramam. In 1929 we lost money. _ _

The Crarrman. Well, a lot? Did you go down with the market
or see 1t coming or what?

Mr. Gramayu. We did pretty well in 1929 alone, but the real diffi-
culty we experienced in 1980 and 1931 when the market went much
further downward than we had anticipated. We had pretty well
anticipated the 1929 decline. And so our resources were shrunk
pretty much. I do not think they shrank as much as General Woods’
pension fund did, which he mentioned before, but they went down
fairly low, and it was not until 1936 that a person who had been with
us in 1929 and had held on would find himself even, but by 1936 he
was even in our business.

The Cpamrman. You said you changed. When did it become g
registered investment company? - _

Mr. GramaM. It became a registered investment company in 1941
after the passage of the Investment Company Act. ' '

Th% CaamymaN. What happened in 1936¢ Did not some change
occur? .

Mr. Grazam. We incorporated, for a very peculiar reason. We
had originally operated as a joint account, and the individual mem-
bers reported on a partnership basis. |

The Cratrman. Each participant in the fund?

Mr. Gramam. That is correct, reported his share of the results.
But before 1936 the Treasury claimed that we were an association tax-
able as a corporation, and we had considerable problems as to where
we stood, whether we were or were not a corporation. So our counsel
said, “You had better incorporate and settle this matter once and
for all, because the Treasury will get you either way.”

Thes Caamman. This was the original group of friends; is that
right? .

Mpr. Grammam. That is correct.

The Caatrman. That is all that were in it in 1936 ?

Mr. Gramam. There were accretions on a private basis. I had more
friends in 1936 than I had in 1923. '

The Cramruany. When did you make them, during the depression ?

Mr. GramaMm. Not so many as afterward. :

The Cramman. Go ahead. -You incorporated in 1936 and in 1941
you registered. When did you sell any stock to the public, or did
You ever sell any? You have 5,000 shares, you say? '

Mr. Gramam. Yes. May I say that we originally had more shares,
that 1s, we sold stock up to 50,000 shares with a nominal par value
and stated value of $100 a share.

The CratrmaN. When did you do that?

Mr, Gramam. Well, we did that in series by offering rights pri-
marily to our older stockholders, and that built our capital up to $5
million, consisting of 50,000 shares worth about $100 a share. But
we discovered—this may interest you, Senator—that we were begin-
ning to get a great many one-share stockholders, people we had never
heard of who came in and invested a hundred-odd dollars and then
got our reports and found out what we were doing and imitated it.
So- to deal with that situation we perpetrated a reverse split-up in
which we issued 1 share for 10, increased the unif value in the market
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to about $1,200-or $1,300 a share, and from that time on we did not ]
get quite so many 1-share stockholders. _

The Cuairaan. What do you charge for managing the investment
company? “You are the manager of the company ; is that right?

Mr. Granaym. Tam1of 8 managers. The other two managers are
Mr. Jerome A. N ewman, who has been a partner of mine since 1927,
and his son, M¥. Howard A. Newman. _

The Crairuaw, TIs it public knowledge what you charge?

Mr. Gramam. Yes. We charge a great deal. We pay ourselves
salaries on the order of $25,000 and $15,000, and we also have a
profit-sharing plan under which after a $40-a-share dividend is earned
and paid in any year the management as a whole receives 20 percent
of the additional amount earned and paid. '

The Crammax. Are your earnings largely capital gains? ‘

. Mr. Gramam. Yes; very largely capital gain. As a matter of fact,
you might say they are almost exclusively so. ,

.. The Cramman. I hope it is clear that if you do not wish to say,
if it is a matter that you do not wish to discuss, particularly your own
compensation, I am not trying to fish. That is just illustrative of
what I assume is a typically successful man, and if you do not care
to answer, I hope you will feel free to say so. :

Mr. Gramam. I would just like to make two remarks about that.
In the first place, I have no hesitation whatever in telling you things
that the investors in my fund know, obviously; but, secondly, I think
it is a misconception to consider that we are typical managers of a
successful firm. Our arrangement is very unusual.

- The CuamrMAN, I want to clear up the misconception. That ig
‘exactly why vou are here. Why is it not typical? I would like you
to describe what is a typical situation. ,

Mr. Gra"am. The difference is first, that our compensation arrange-

‘ment is much more liberal than that received by other investment
funds. This 20 percent which we receive on eXcess earnings is a very
large percentage. . : -

The Cramrman. But that depends on what you pay. You said -
$40 a share, which struck me as a rather liberal dividend.

Mr. Grasmam. That is just the base dividend. We paid $340 a share
last year.

The Crammax, That is stil] better than General Motors paid.

Mr. Gramam. Yes. I just want tomake two things clear, sir. One
is that our compensation arrangement is much more liberal in its
terms than the standard arrangement. Secondly, we believe, and
I think our stockholders believe, that we earn our compensation be-
cau?ie our results to them after deducting compensation have been
good.

The CratrMan. T assumed that or vou would not be there. I was
trying to get a picture of this business. You are helping us a great
deal, I may say. Can you put it in & little different terms so that we
can compare your situation with the managers of some of the well.
known firms? I would appreciate it if you would put that in the
record so that we will have it. :

Mr. Gramam. Oh, yes. The difference is tremendous between our
own situation and that of a typical investment fund. Let us take
the largest one, Massachusetts Investors Trust, ,

The CaATRMAN. Yes.
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r. Gramau. Their capital may be a hundred times ours. Their
nses are much less than a hundred times ours. Their expenge
en is very little, percentagewise, as compared with ours. The
ees receive compensation on the order of maybe one-fourth of
sercent on capital. )

¢ CHATRMAN. Wait a minute. Of earnings or capital ?

. GRamAM. This would be capital.

 CrateMAN. Per year?! One-quarter of 1 percent?

. Gra'AM. No, I think I have overstated it. It might have been
uch at one time. I think it is less now. As the capital grows

percentage of compensation to the trustees has diminisheq’
¥y speaking, I should not be talking about this because I do not
t well enough, but I do know in general that their rate of com-

on is very conservative in relation to the funds that they

Cratrman. What percentage of the capital invested in your

represented by the compensation to management? Can you

it In terms that would be comparable? Would it be 1 percent ?

Gramam. Well, let us put it this way: Over a-period of years

e tended to earn about 20 percent on capital per year before.

sation and about 8 percent of that has been paid to Manage-

as compensation, leaving 17 percent to the stockholders.

e CoatrmaN. Three percent of the earnings?

;‘;_G'RiAHAM. Noj; 3 percent on capital out of the 20 percent earned
1tal.

':”gCHéJ;RMAN. I do not follow you there. You earn 20 percent on

wested capital per year; is that right?

.Gramsm. That is roughly true on an average. _

he CrarrMaN. What percentage of that 20 did you get as manage.-

- Mr. GraEam. We got about 15 percent, the reason being that there
isia. 4 percent deduction first. :
The CHARMAN. Fifteen percent of the 20 percent earned ?
. Gramam. That is right.
he CHARMAN. T see. . _
o, MI, Grazmam. Not 15 percent out of 20, leaving 5; but 15 percent
- The Cratrman. Leaving 85 percent for the stockholders of the 20¢
.- Mr. Grazzanm. That is right.
 The Cramrman. I understand that. Maybe this is a silly question
and you never do it, but is it ever translated into a percentage of the
-€apital invested per year? '

Ir. Gramam. Well, these figures I am giving you start with the
‘Percentage of capital invested.
#; The Crarrman. No, that is earnings.
- Mr. Gramam. Well, we earn 20 percent on capital. May I sum.
Tarize once again. Taking that as a typical result on capital, the
Stockholders have gotten 17 percent on their capital and we have
gotten an amount equivalent to 3 percent on their capital, ‘

he Cramrman. 1 see, whereas the normal or average investment
Company, I take it, is less than 1 percent; is that right?

r. GRamaM. Yes, that is certainly true.

The Cuamuan. You get three times as much as the average

better? » oF
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Mr. Gramay. That is true.

The Cramrarax. Well, I take it you are worth it. You manage it
more effectively than they do. Is that not correct? _

Mr. Gramax. Well, naturally we have to believe that, and our stock-
holders believe that.

The Cuamraran. I take it you approach this whole business in quite
a different way. Those big funds do not lock for special situations.
They go into the market and just buy the run of the mine, do they
not—the blue chips and the bonds, and so on. Is that not correct ?

Mr. Gramax. Well, that is correct in a general way, but not com-
pletely. Some of the bigger funds, particularly like the L.ehman
Corp., which is a large fund, has always had a rather keen interest
in special situations, and a certain amount of their capital—by no
means the major amount~—has gone into special situations.

The Cuamymax. When you say “large,” how large is Lehman?

Mr. Grarzaym. Lehman would be over $100 million.

The Cmairyman. Of invested capital ?

Mr. GraraM. At present market values.

The CHATRMAN. As compared to yours?

Mr. Gramanm. Ours is on the order of 614 million.

The CmamrmanN. On market value. That is not the original in-
vestmel%t. That is the capital as now valued on the market; is that
correct ¢

Mr. Graraxm. Thatis right. We have paid back to our stockholders

virtually all the earnings that have been made, so that in a sense our
present value is very similar to the amount of money paid in.

The CrarrmaN. You do not seek to increase the invested capital,
Jtake it. Any particular reason for that?

Mr, Gramam. The basic reason, Senator. has been that we have
not believed that we could get the same satisfactory results on very
Jarge capital as we can get on a moderate amount of capital.

The CHATRMAN. Why is that?

Mr. Gragaar. Because if you deal with special situations and under-
valued securities, the markets in those for the most part are not very
large. It is not possible to acquire an unlimited amount without
affecting the market price. and if we had 10 times as much capital
it would be very difficult for us to invest it the same way as our
present capital.

The Cuamymax. I know some who have undervalued stocks down
in Arkansas in my hometown who might talk to you about it.

Mr. GramAM. We are always open to suggestions, Senator.,

The Crairmax. There is no market for them. I believe you said -

in your statement that as far as whether the market is too high or
too low right now, you could not say it is too high or too low. I
~ take it that you think it is a period that requires caution, and you do
not believe in jumping in and purchasing stocks?

Mr. Gramaa. Well, let us put it this way, Senator: Quantitatively
the market seems to be about right, but qualitatively I consider it to
be on the high side and getting into a dangerous situation.

The CmamRMaN, Well. that is, I think, a very understandable state-
ment. That ought to be plain to anyone. If it is about right, that
means it is not likely to go up or down? It is about on dead center?

Mr. Gramam. On the contrary. Senator, it may be about right, but
that is likely to be accidental. A year from now—ypardon me, sir.

I i i o RS ot G e L)

LR e S S




STOCK MARKET STUDY 531

;/Fhe Caamman. 1 take it you meant the relationship between prices

and earnings and income is at a figure that is not clearly undervalued

or-overvalued ; is that right? | _
“Mr. GRagAM. I would say that is true for the most representative

stocks as a whole. . :

i+iLhe CrAmRMAN. There will always be exceptions both ways?

«Mrp. Graxam, Yes, indeed.

;The CratrmMaN. I am not trying to tell you, you understand. I am

rephrasing it only for the purpose of trying to understand what you

- I haven’t any idea about whether it is high or low. I am trying
put in language so I could understand what I thought you said.
Did you notice the testimony of Mr. Galbraith the other day re-
ding the tendency of the market and speculators losing their rela-
tionship to reality, that the market generates enthusiasm all its own
for-capital gains? Did you notice that testimony ?
<My, Gramam. Yes, indeed, sir.
8.CHATRMAN. Would you agree with it?
> GramAM. Yes; I would agree with it in general terms.
e CHatrmMaN. That is interesting, because he is purely an aca-
demic figure and you are a practical one, and yet this is one point upon
whitch-you agree. . :

‘Mr. Gramawm. I should say, Senator, that T am something -of an
academic man myself. ' -

< The Cmamrman. T did not know that.

Mz Gramam. I have the title of adjunct professor of finance at
Colgbia University, and I give a course in the evaluation of common
stocks.

The Cramuman. I saw you on television in an Bd Murrow show,.

but-I did not understand that you were a professor. I thought they
had brought you in as a practical operator to tell them how it was
done. I misunderstood.

Mr. Gramam. They made me a professor because I am a practical
operator.

The Caarmax. That is very unusual, is it not ? .
- Mr. Grasam. Yes. The Columbia School of Business has about 4
or 5 such practicing professors. : :

The CrAERMAN, %[ see. I think that it is interesting that you agree
that it is a dangerous element when the market becomes too over-

enthusiastic and loses, as Professor Galbraith says, contact with real-

1ty. You think there is a tendency to that at the present time?

Mr. Gramam. Yes, there are some tendencies, undoubtedly.

. The Cuairman. Then you would say, as he put it, I believe, that

there is too much speculative activity in the market :

- Mr. Gramam. Well, “too much” is a difficult phrase to define. I
think if the market continued pretty much as it has been doing now

In regard to the total amount of speculative activity, I would not be

too concerned about the outcome. I am afraid of the cumulative ef-

fect of more and more speculative activity.

The Crammaw. I am not sure that is different from the way he
but it. T think he was careful to say he did not think the level of
Prices was too high, but that during the past year there had been
%00 rapid a rise. That there had not been any developments in the
businegs world, productivity or all the other things that would justify
that rapid rise. It was the rapidity of the rise and the tendency to
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generate a sentiment, as he put it, of overenthusiasm that disturbed
him. He recommended, as you know, an increase in the margin re-
quirements. Would you recommend an increase in margin require-
ments?

Mr. Gramar. I would like to duck the responsibility to this extent:
I said in my statement that I feel the Federal Reserve should have
no hesitation about increasing margin requirements further if it be-
came increasingly concerned over the estent of speculation. I do
not think it is necessary for me to make the decision for my friend
Bill Martin, but I think the Federal Reserve has as good judgment
as anyone In that connection.

The Cramramax. That is a proper answer. I see nothing wrong
with that. It is not your responsibility. Some, though, have taken
the position that it would be discriminatory and a bad thing to in-
crease the margin requirements to 100 percent.

Do you think if the capital gains tax were eliminated and there -
was no tax upon capital gains that that would increase the attractive-
ness of speculation or decrease it ? :

Mr. GraraM. On the whole it would inerease the attractiveness of
speculation.

The Caamyrax. If it did, that would tend to increase the level of

prices; would it not?
~ Mr.Gramay. Thatismy best judgment. Tt is true that there would
be some unfreezing of shares now held by long-time owners, but my
own feeling is that very likely the net result would be an increase in
=peculative enthusiasm,

The Cuarryax. Is it fair to ask you now whether your own com-
pany—and you do not have to answer if you do not want to—is buying
or selling stocks? You can he perfectly free to say you do not care
to answer.

Mr. GGramay. We have been selling on balance from our general
portfolio of undervalued securities and endeavoring to put our money
Into special situations which ave not at the risk of the market.

The Cramrarax. Has it happened that in the past year or two you
have made any particular study of any industry which is primarily
dependent upon defense contracts for its business?

Mr. Gramay. No: we have had no oceasion to study them in any
detail. We just have a general knowledge of the picture.

The Crarrarax. Would vou care to elaborate at all about vour
knowledge of the defense industry picture?

Mr. Gramay. Well, it is comumon knowledge, of course, that the
aircraft-manufacturing companies are largely dependent on the de-
fense program.

The Cmaryax. Would the fact that a company which is wholly
dependent upon a defense contract had profits which increased in the
last 6 months of 400 or 500 percent over the preceding year or similar
period mean anvthing to you at all with regavd to the Government’s
contracts with that company?

Mr. Graradn Senator, 1 did not state in my statément that T was
chairman ot the research committee of the War Contracts Price \d-
justment Board during the war. That is the renegotiation board,
and we had to consider principles of renegotiation, including the
profits of airvcraft-manufacturing concerns. The mere increase in
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1iofits as such is not an indication that the contracts are improvident,
gt:there is a prima facie suggestion that they be examined into.
hie Caareman. Do you not think that 400 or 500 percent is a rather
usual increase in profits in the course of 12 months? -
Mr: Gramam. I do not recall any particular instances in which that
y:existed, but if it should exist I am sure the renegotiation people
study that with care. ,
.The Cramyan. Do you think the Renegotiation Act ought, to be
eonacted? It expired, you know, at the end of December.

Mr. Gramam. I am convinced that it should be, or something

iCmarman. The administration has not requested it, has it?
Gramam. I am not part of the administration, Senator.
‘CaamrmaN. I understand they did last weekend; yes. It was
. the state of the Union message. I had forgotten that. If
g else happens in these hearings, maybe that is worthwhile.
you are in favor of the reenactment of that?
GramaMm. Yes, indeed. .' '
‘The. Camrman. Would you mind commenting upon the situation
6hid notice recurs in many instances—there was a notable one this
ing- in_the case of Du Pont, one of our big companies, and the
sgmething is true with (General Motors—where so many of them have
shown during 1954 a substantial increase in profits on a decreased’
voltime. In some instances, of course, as we saw in the figures of
General Motors, it was the difference in excess-profits tax, but I believe
irgnany cases that plays a relatively minor part. What do you think
ig.goinie on in our big industries that accounts for that?

Mr. GrazaM. Well, of course, the first point is what you have men-
tioned—that the good showing for 1954 earnings in the large com-
panies. (approximately equal to the 1953 earnings in the aggregate)
15'due-to_a considerable degree to the repeal of the excess-profits tax.
Toisome extent it is also due to the fact that corporations, both large -

- and small, have been getting somewhat better control over their costs
m-recent years. That I would say is more true actually in the case of
the small companies than it is in the big ones, because the small com-
panies suffered most from the costs getting out of hand.

‘The Cramyax. Would such a circumstance indicate a lack of
competition ?

Mr. Granaar. I do not think so, because for one thing the margin
of profit in and of itself is no larger now than it was in previous years.
In the case of General Motors, for example, their profit margin last
Jear, I think, after taxes was about 8.2 percent. I imagine that in
1936 it was probably around 14 to 15 percent after smaller taxes, but
before taxes I would say the profit margin is approximately the same,
maybe somewhat less now than it was in 1936. '

The CramrmaN. You do not see anything to criticize about General

Motors carrying all of the reductions in taxes in profit rather than

decreasing the prices?

r. GraHaM. My own views on that may seem peculiar to you,
Senator, but I think that General Motors does not care to reduce its
Prices substantially because the effect on the competitive situation
would be disastrous, and they would—— ‘

The CHARMAN., Why?
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Mr. Gramax. Well, the point is this: General Motors has to make :
a very good profit in order that other automobile companies can
exist at all. If it made a small profit, some of the other automobile
companies would go out of business completely.

The Cramryax. Why do you want to subsidize these other auto-
mobile companies at the expense of the poor farmer, who is struggling
along on a starvation diet now?

Mr. Graman. Senator, I did not suggest that. ,
The Cmamman. The prices for these Chevrolets are enornous,
If they could cut them §800, it would help a lot. '

Mr. Gramam. I would like to make my point of view clear again. °
I am not expressing my own opinion as to what should or should not
be done. I am only telling you what I think is General Motors’ it
policy, and that General Motors itself cannot dare in the present
state of the economy and the political sentiment to reduce jts prices
to a point where other companies were forced out of business and
General Motors had almost a monopoly of the business,

The CrammaN. Well, in another way you are saying there is no
competition in the automobile business; are you not ?

Mr. Gramam. No, sir, that is not true either, because in the first
place the competition between General Motors and Ford is very keen,
and the competition between General Motors and Chrysler used to
be very keen and is now again becoming keen.

The Caamrmax. To show you how innocent I am, I do not under-
stand it at all. I always thought price happened to be the principal
element in competition, that you could not have competition if you did
not care what the price was, and that all the rest was shadowboxing
and just make-believe. If you were really competitive and your
desired to have the market, I had thought one of tlie first things to do
was sell cheaper. That used to be the orthodox doctrine. This idea
that the competition is just in advertising, to keep the price up, makes
no sense to an old-fashioned man. It sounds exactly like the cartel
system in Germany—“We split up the market and all take our part,
and then we advertise and make people believe we are competing™—
and there is no real competition. If General Motors really is com-
peting and is desirous of obtaining the market, she would get it,
would she not, by cutting the prices? '

Mr. Gramaar. Well, Senator, my view of this thing mayv be wrong,
but it differs quite a bit from yours. I think the competition that
existed between General Motors and Chrysler, for example, was very
intense, and its effect on Chrysler was almost disastrous. Chrysler
lost virtually all its earning power last year, and although its business
remainec high in terms of dollars, it lost out on sales of cars to a point
where the earnings almost disappeared and tremendous effort was
necessary by Chrysler to improve its cars and to Improve itz selling
practice. Now, that. as fur as I can see, 1s more or less a classical
example of the actual working of competition.

The Cramoyrax. I am afraid I gave a false impression. I am not
now at least tryving to express an opinion for or against it. I am
trying to develop whether or not there is competition i the automobile
field. I am unable to see that tlere Is, in view of your statement

‘that all General Motors needs to do to put them all out of business
is lower the prices to where it could still get along and it would not
go breke but it could break its competitors. In orthodos competitive
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 that is what happens, is it not? In the old days that is what
id, was it not? '
:GraEaM. Well-— ,
- CrmairmaN. 1 do not say I disagree with you that that would
bad thing socially, and politically it is dangerous. That is a
t thing from saying that it is really competitive. Do you
i feel that it is competition or do you feel that it would be inad-
filo to permit competitive forces to have their full sway ?
“Gramay. Could I try to summarize my view by saying that
fieve there is a great deal of competition in the automobile indus-
day, but it is not competition carried to its final conclusion,
rould mean the destruction of the weaker companies.
“CiiaeMaN, It is sort of superficial ‘competition?
Gramay. It is a limited-objective competition. o
CuarmaN. Some of the bureaucrats, or somebody, developed
i called “administered prices.” Is that not what 1t is? They
get to%ether and decide if you go below a certain amount you
éstroy Chrysler, and it is not wise to destroy Chrysler?
‘GramaMm. As long as you are speaking of economic principle,
1st remember there is such a thing as the optimum or maximiza-
profits, and it is quite possible that General Motors by cutting
ces could do more business but at the same time earn less money.
is no reason in the world why General Motors as an ordinary
ess should not charge such prices as will give it maximum profits.
CHamrMAN. If it Tan them ‘all out with a monopoly, they could
-what they like?
- GramgAM. No, sir. The United States would interfere.
Cuamuan. That is what I am talking about. You are get-

‘talk about interference by the Government and what the social
id political effects may be. 1 am not saying it is a good or bad thing,
have heard it said before and I was interested that you confirmed
Aliat. General Motors could make a reasonable profit—I think that is
thelanguage—and still destroy all its competition because of the way
it is set up and its efficiency, if you like that term, or at least its
distibution and volume. I would gather you would agree with that?
*Mr. Gragad. I do not know the situation intimately, but I feel that
probably that 1s so.

The Cmarrman. I think it is important simply because as your econ-
omy changes these different aspects arise which do involve things
beyond the immediate profits of a company. I think it would be
a great catastrophe if all the other companies were put out of busi-
ness. I would agree with you on that, but at the same time I do not
like to kid myself that they are out there fighting for the business
because they are not. General Motors could get it if it thought it
wise to do it and still not really injure itself. Of course, 1ts own
personal advantage or disadvantage regardless of the Nation would
be another matter. ,

Mr. Graham, if you do not mind, our staff director would like to
ask you a few questions. ; '

Mr. Warrace. Mr. Graham, in buying a company do you confer
with management and obtain information about the company which
1s not generally available?

into a different field and leaving old-fashioned competition when

i,
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Mr. Gramas. Well, where the purchase was made by agreement:
with large stockholders who are part of the management, we would]
ordinarily get, say, a copy of the audit report and material of that}
kind which is not published, largely, I think, because it is just a matter
of inconvenience to publish it. But I should add, in order to avoid:
a misconception, that I can think of no instance in which we have:
gotten any information of importance which had any effect on our'
judgment, which information was not given to the stockholders in.
connection with the offer to buy. ;

Mr. Wavrnace. To the degree that reports are published quarterly,
you might get a report on earnings in between these reports, fo
example, which was not published ?

Mr. Gramam. Well, that is conceivable, a monthly report; but it
would be very unusual if it had any effect. I might give you an.
example of that. When we made our offer to purchase the Atlanti
Gulf and West Indies stock—and, incidentally, I might say the offe:
was made through the Manufacturers Trust Co.—we published, and
I think, at the suggestion of the Securities and Exchange Commis
sion, with whom we had discussed the matter before, a semiannual 2
balance sheet which had been supplied to us by management and ha
not been made public. It did not give any particular information o
value, but it was published as a matter of general policy.

Mr. Warrace. In general, when you buy a block of stock, do the-
people from whom you buy the stock have the same information that
you have?

Mr. Granam. As far as any important pieces of information are >
concerned, I would say “Yes.” .

Mr. WarLace. But if you were to buy stock on the open market on -
the basis of information that you had gotten in conferring with man-
agement, would this be considered trading on the basis of inside
information? o

Mr. Gramaym. No, sir; because, as I understand the interpretation
cf the rules, trading on inside information applies only to those who °
have a fiduciary relationship toward the stockholders, namely, officers, -
directors, and major stockholders.

Mr. Warracr. Is it not illegal for an officer of a corporation to :
di\g{;gg to you any inside information which is not available to the -
public?

Mr. Gragan, I would like to clear that point up a little, because
I am on both sides of that fence. I am an officer and director of a
number of corporations, and I think it is worthwhile for the Senators
fo get a realistic view of the way corporate affairs actually operate. -
A good deal of information from dav to day and month to month
naturaily comes to the attention of directors and officers. It is not
at all feasible to publish every day a report on the progress of the
company in the newspapers or send out letters to the stockholders.
On the other hand. as a practical matter, there is no oath of secrecy
imposed upon the officers or directors so that thev cannot say anything
about information that- may come to their atfention from week to .
week. The basic point involved is that where there is a matter of
major importance it is generally felt that prompt disclosure should
be made to all the stockholders so that nobody would get a substan-
tial advantage in knowing that. But there are all degrees of impor-
tance, and it is very difficult to determine exactly what kind of infor-
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mation should or must be published and what kind should Just go
the usual grapevine route. _ :
- Mr. Warrace. Of course, the SEC act itself makes it 1llegal for an
officer of a corporation to trade on the basis of inside information him-
self. At least, if he does trade on the basis of inside information the
corporation or stockholders may sue to get his profits back ? :

Mr. Grazmam. Yes, That is deﬁneg in the law in relation to 6-
months’ trades, and I imagine that there is a general idea of the law
that it applies to any other kind of trade.

Mr. Warrace. Am I to understand that an officer of a corporation
can reveal inside information which would enable a person to trade
in stocks on the basis of such information which is not available to
the public? , _

Mr. Gramaum. I believe you are right about that, Mr. Wallace, and
it is an interesting area for consideration. It has given me a great
deal-of thought. ‘

Mr, Warrace. X was going to ask you what your opinion was of
the adequacy of the present law. As I understand it, in talking with
Mzr:Wood when he was here, of the National Association of Securities

S, he said that it was not illegal for a director of a corporation
hose:stock is not listed to do all the trading he wants on the basis of -
inside information. The question I am raising with you in the case
of listed stock is trading on the basis of inside information, not by
the director himself but by the director divulging information to some-
one else. For example, if there is consideration of a merger that is
not'generally known about, but the officer knows about it and he can
tell'whether the merger may come off, or on earnings reports he may be
n 4 position to know the dividend will be higher than it was originally
thought, or a stock dividend or a stock split, the officer is in a position
to:have inside information. He is prohibited from trading on a 6-
months’ basis himself, but T would like to ask your opinion if you think

the should be tightened up with respect to his divulging infor-
mation so that others may trade on the basis of inside information
which is not available to the public generally.

ramaM. Well, if a feasible method of tightening the law could
be devised which would get that objective without countervailing
disadvantages of many sorts, I would be for it. But my experiernce in
these things makes me hesitate to endorse the idea, because of grada-
tions of knowledge between the mere beginning of a possibility of
something and its finalization. That would be particularly true with
Tespect to a merger. When a merger is only a gleam in a person’s eye,
it is undesirable, of course, to maie any public statement of it. QOn
the other hand, it is very difficult for people to be so discreet that not
2.word can leak out from anybody when somebody has sat down with
somebody else, and from that earliest idea to the later point the grada-
tions ‘are so numerous that it seems very difficult to me to control the
Passing out of information by officers to other people.

Mr. Warrace. There are how many stockholders of publicly held
¢orporations—between 614 and 714 million ?

- Mr. Gramam. That seemed to be the figure published by the stock
exchange in its study.

. 9. Warrace. Is it your opinion that these 614 or 714 million stock-
1101(1 Ts realize and understand that it is possible to trade on the basis
of Inside information which they do not have?
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Mr. Gramad. Some do and some do not. I think that the average
experienced person would assume that some people are bound to know
more about the company than he would, and possibly trade on the §
additional knowledge.

Mr. Warrace. Now, Mr, Graham, just for the record. You are an 3
expert in this field. Could you explain some terms to us? Could §
you tell us what is meant by the ferm “profit-taking™?

Mr. Grazad. Well, profit-taking is very simple. It means that
people who have a paper profit in their shares realize on their paper :
profit by selling, and the general inference is that there is some pres-
sure on prices as a result of that which puts the market down when
that happens. There is some profit-taking going on all the time.

Mr. WaLLace. Profit-taking would have in general an effect of de-
pressing the market slightly for a temporary period? _

Mr. Gramanm. Well, profit-taking as it is used in markets means
there is enough profit-taking to depress prices, because there is profit-
taking all the time in the market even while it is going up.

Mr. Warrace. Isthat similar to a sell-off ?

Mr. Grarax. Well, a sell-off is simply a decline, presumably tem-
porary, in the market, for any number of reasons. ~Profit-taking may -
be the reason advanced, or a war scare, or something that happens in
this committee room or anything else. '

Mr. Warnace. Or a technical adjustment is another term ¢

Mr. Grarraar. The techinical adjustment is very likely related to '3
profit-taking.

The Cratryax. You do not think anything we have been doing here =
las accounted for any fluctuations in the stock market, do you? '

Mr. Gramay. Yes, sir.

The CHATRMAN. You do?

Mr. Gramay. T do, yes. T think that the market, being at a rather
sensitive level, is subject to a vast number of influences which might
put the market down or up, and among those influences are these hear-
ngs. E

AMr. Warnace. Mr. Graham, one of the reasons I was discussing
these questions is that the market reached a pretty high level on Friday
last. did it not? The total market was pretty strong last Friday?

Mr. Gramaar Yes. '

Mr, Warnace. Over the weekend the President announced he was
going to extend the Renegotiation Act, did he not?

My, Grammanr. Yes. S

Mr. Warrnace. The foreign picture was in the news considerably,

-as 1t not? ,

Alr. Gramasr. Well, I saw rather minor reference to it in the news.
Mr. Warrace. Then you have this tendency for profit-taking, sell-
offs, technical adjustments, fellowing on a relatively high market, do

‘you not ?

Mr. Grawrad. Yes.

Mr. Warnace. So that would you not say that all these factors
entered into what lappened to the market on Monday and Tuesday—
all these factors had some bearing and you cannct really decide which
one had the most bearing. But there are many, many factors influenc-
ing the market, including the feeling of the stockholder and whether
his ulcers are acting up?

A N
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GramaM. I agree with that, and I tried to convey that im-
in my previous answer., A :
WarLAce. This study then, has some effect on the market only
of a great, great many factors?
Gramar. I might leave out one of the “greats,” but it is one
ttmber of factors.
Warrace. Thank you. _
Casmuan. I am impressed that they are taking notice that we
rested in and concerned with what goes on in the market. I do
any reason why the study should necessarily put the market
That is what everybody is blaming the committee for, or at
ben I say “everybody” we received quite a large number of
‘ams the other day—T guess 15 or 20—complaining bitterly that
éve putting the market down, rocking the boat, and'all that. You
t1ot agree to that, would you ? :
-Gramam. No. I think I can say something that would be reas-
‘to you, Senator, and' put it this way: If the study actually does
market down, then the market was due to go-down and should
Cirammaw, That is'a very fair observation, it seems to rte. Tt
ighty weak rharket that this hearing: could put down, is it not ?
gmﬂ'u‘f. I would'agree on that, : |
“Cratraran. Now one er two: things that have cceurred: fo rae;
you notice: Mr. Eceles’ proposal yesterday en capital-gaing tax?
1t brought to your atterition ¥ _
¢, Gramam. Treaditin thismerning’spaper.
he Caamman. Doesit appeal to you at all ? ,

e, GRaxaM. Yes. T h‘ag' a proposal of my own. I guess all 6fus
ve proposals on this thing. T think Mr. Baruch will malke ¢ie when: .
appears. We all have proposals. Mr. Eccles’ roposal basically is,
tHink, & sound one, to differentiste miore than the law now différen.
tes between various holding periods.

The CHATRMAN. Your proposal, I thought, was simply a temporary-
iceand then, I assumed, a return to what we have?

Mr. Grazam. Yes; that would betrue.

::The CratrMAN. Which is certainly worthy of consideration.
" " The effect is that if you hold it really a long time, beyond, say, 5
years—he was-not dogmatic about the precise ending of it—that there
would be no capital gains. Doesthat appeal to-you ?

Mr. Gramaum. On the whole it does, Senator. You may recall that

a number of years ago we had a capital-gains tax of that type, and-that
the amount of the tax went down to about 10 percent, I think, on hold-
ings between 5 and 10 years, and zero I think after 10 years. So these
gradations are largely a matter of judgment, but I think the principle
is sound. The theoretical objection to the capital-gains taxes is that
1t is taxing something which does not appear anywhere in the national
Income or the gross national product, and so on. This theoretical
objection could be met in part by this gradation. , _

The Crarryan. This is a rather technical question, but perhaps you
can help us. While I realize it is difficult to generalize, would you
give us your best estimate as to how much the market value of a dollar
of retained earnings in comparison to a dollar of dividends paid—
how much market value in dollars?

60650—535 35
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Mr. Granay. That takes a few sentences to answer. In the firs
place, T have made studies on that subject and have written on th
subject, and in the past it was possible to show that a dollar of paid-ou
earnings had four times the value of a dollar of retained earnings in
their effect on the market for the average stock, the exception bein
stocks that were bought mainly for their long-term prospects and wer
treated in the market in a separate category. I have a feeling, Liow
ever, that we are now going through a transition period on the gues
tion of the weighting of dividends as against retained earnings, I
think the transition is going on fairly rapidly. I cannot tell you jus
where we stand at this minute, but I will predict that in a few years
from now the weight of retained earnings will be better, considerably i
better, than it had been as against distributed earnings. _ ;

The Cmamman. Is that not very largely influenced by the tax-¥
structure—the difference between capital gains and normal and sur-
tax rates? :

Mr. Grazaym. Well, no, sir; it has not been influenced in the past
On the contrary, the behavior of investors and speculators has been: i
very illogical. In theory they should have preferred retained earn-;
ings by successful companies, because those earnings were subject to
only one tax to begin with and ultimately only to a capital-gains tax ¢
in addition, whereas the distributed earnings were subject to two large
taxes immediately. However, the ingrained desire of investors for
dividends was so great that it has not yet adjusted itself to the facts
of life in the tax structure. It is only beginning now to do so.

The Cramaan. I see. What you mean is they will slowly catch
up?

er. Gramam. They have been extremely slow, and I think extremely
unintelligent.

The Cumamman. That is a very understandable statement. '

Incidentally, do you think that stock options are largely motivated
by the desire to compensate directors by capital gains rather than
salaries?

Mr. Gramam. Well, sir, it is the desire to compensate officers by
capital gains. There is no doubt about that at all. That is the ad-
mitted purpose of stock options. :

The Cnmarman, No, it is not admitted by some of the people that
we have had on the stand. They say, “Oh, it is just to inspire loyalty.
It has nothing to do with the retaining of earnings.” You do not
subscribe to that? :

Mr. Grarax. I do not, sir.

The Cuatraran. I agree with your views quite often.

Mr. Gramam. Senator, I have no intention of shaping my views
with the expectation of your agreement.

The Crimrman. Tdid not accuse you of that. I was only impressed
with your wisdom.

Mr. Gramax. Thank you, Senator.

The Crtatrarax, T used to be a professor. Maybe that is my weak- -
ness.

You noticed this morning that Sears, Roebuck has found a way to .
compensate the ordinary employees by capital gains, which I never
realized before. Is that not the effect of that pension plan?

Mr, Grawanr. It is provided you have got a Sears, Roebuck type
of company. If you had the ordinary company—let me add this,
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+this is very important. If you took the ordinary company
om on the New York Stock Exchange and tried to put in a
Roebuck type of plan, not only would it be true that in the
n'the returns would be comparatively small as against Sears,
, but I think it would be impossible to maintain such a plan
of the variations in results and in stock prices from year to
The people just would not have the guts to keep up a plan of
d in the ordinary company.

HARMAN. Well, a company like General Motors could de it,
not ? . '

RAHAM. I think so, yes. :
HATRMAN. Do you know whether other funds have this system
g into a pension fund as much as 10 percent of their income
Xes as & compensation really to their employees, without pay-
ormal tax rate?

raHAM, Well, the only difference is the 10-percent figure that
mentioning. Ten percent is a fairly high figure, but it is by
sunexampled. I wish I could think of the other companies,
e-have been instances I know of of more than 10 percent of
ngs going to a combination of executive and run-of-the-ming

‘e Caareman. I do not believe the compensation to the executives
cluded in this morning’s testimony. '

Gramam. The executives are part of this, but they are limited

$500-a-year figure or whatever the maximum is, '

Caamuman. I meant in addition to that they have bonuses and
ptions, which is in addition to the participation in the pension

Gramam. That is correct, sir.
6 CHatRMAN. Which may result in an overall figure beyond 10
1t. '
. GramaM, Yes, ,
: e CrarrMaN, What do you think of that?
.. Mr. Gramam. There are two parts to it. In the first place, I think
1t1s a remarkably good device for establishing the proper relationship
between the business and its employees and a fair treatment of profits.
AsTsaid at the beginning, we have a similar approach in our Govern-
ment employees insurance company, and it has worked out very well

for us and our employees. The tax status, of course, is another

matter. It is a very favorable tax status in these plans that the
ngress adopted, and I am sure knowing full well what the conse-
quences would be with the intention of encouraging this kind of
development in corporate business and in the position of corporate
employees. I think personally even at the cost of some loss of revenue
to the Treasury it would be very desirable to encourage this develop-
ment, of medium-size capitalist or, in any event, happy and prosperous
employees at the end of their working career. :
The Cmamrmaw. I agree with you as far as you go. It is a fine
thing if you look only at that. What do you say about these people
who have no way of adjusting their income to capital gains and have
33‘0 bay the straight tax? What is your answer to them ? Do you say,
Well, it is too bad,” or how do you justify one set of employees
Tecelving compensation and paying only capital-gains rates and

‘ee compensation. -

B e L e
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another set doing almost the same thing paying the other rate? If
you were in my place and they blamed you for all governmental
policies, what would you say to them ? ] )
- Mr. Gramam. I would say that what we are talking about is a
marginal part of the total compensation of employees. The Sears,
Roebuck case, of course, is not so marginal, because you have had
this extraordinary success of the corporation itself. But if you take
a typical corporation, which sets aside 10 percent of 1ts earnings for
this_purpose, the amount of additional gains and income to the
employees would represent not an inconsiderable part of their earn-
ings, but at least a minor part of their earnings, and the tax advantage
1 should think should be accepted philosophically because of the de-
sirable consequences that flow from it. |
The Cmarrman. Supposing they devoted 50 percent? Supposing

they reduced everybody’s wages and transferred that to a 50-percent -

payment into the fund. If you accept the principle, why could you
not pay them all on a capital-gains basis?

Mr. Gramam, Noj; the principle cannot be accepted to an unlimited
application, and the present act, if I understand it correctly, imposes
a Jimitation on that. The amounts which can be put to the benefit
of employees in pension funds and profit-sharing funds I believe are
limited to 15 percent of the compensation in each year. '

The Cramuan. I wonder if you would give us your views in a
broad sense about the economic future of the next few years. Do you
see any culmination of a business cycle, or do you subscribe to this view
that I read the other day of one of your colleagues in the investment
field in New York that a final blowout is necessary ?

Mr. Graram. Ts not necessary ?

The Cramman. I read into the record an opinion that it always
must come, that we have to have this final orgy of buying., I wonder
if you would give us an idea of your views for the next few years.
How has your mind been working?

Mr. Gramam. I will do it with the proviso that these views should
not be taken too seriously.

The Crammman. T do not believe you are infallible.

Mr. Grapmam. As a matter of fact, I have never specialized in eco-

nomic forecasting or market forecasting either. My own business has
been largely based on the principle that if you can make your results

independent of any views as to the future you are that much better off. :
Nevertheless, as an economist of a sort I have studied this question,

and I will be glad to give you my view on the matter.

I think that in all probability we would have some economic reces-
sian of an appreciable amount, not necessarily a very serious amount,

in the natural course of events, which means such things as the inven-

tory ‘situation, the consumer credit situation, the housing situation, :
capital goods situation, all of which tend on the whole to operate in
cycles, and which on the whole could not be continued, in my opinion, }
indefinitely at the rate at which we see them developing right now. }
And of course I am now expressing merely the view of an experienced, 3
conservative economist who expects history to repeat itself or the pat- 3

tern of history to repeat itself,

You have an unknown factor, which is Government intervention.
The Government, it seems to me, is committed now through both par- &
ties to intervene perhaps nationally to prevent any serious deecline in 4
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psiness activity which is accompanied by substantial unemploy-
X might say that you could have substantial unemployment
n increase in the gross national product and with apparent
erity, merely because of the development of productivity. And
rp approaching an interesting period, in which, I believe, the in-
ons of the Government vis-a-vis employment will be tested out,
2year we expected that it would be tested out, but it was not. We
all very pleasantly surprised. I think in the next 5 years such a
il take place, and I think you will see, in all probability, the
mment taking action of an important kind to prevent large-scale
mployment, .
‘he CHATRMAN. You think the Government should add an element
tability to the normally fluctuating economy ? ‘
Ir. Gramam, The Government will try.
he CHamryman. It will depend upon the wisdom of the Govern-
t’s policy ¢
he CaatrmaN. How do you j udge wisdom ¢
Ar, Gramam. I have an a priori test of wisdom in most cases, but
I think in economies it is very difficult to tell what is wise until you
 been through it. '
he Cramrmax. I suppose I should not ask you to look back and
see what happened in the twenties to see who was wise in administra-

tion of government ; should I . '

- Mr, Gramam. I think not,

+The Caamyan. What is your commodity reserve plan? I under-

stand you have one. '

Mr. Gramam. I can put it in a very few words. It is related to

- your question as to the future of our economic system. In the last

20 years I have been identified with a concept of stabilizing the
economy by stabilizing the price level of raw materials taken as a
whole and not in individual commodities. The objective has been
to. permit individual commodities to fuctuate but to establish
narrow range of fluctuation and virtual stability for the value of a
market basket of the important commodities, I bave added to it

the very -important. factor, quite radical, that those commodities

would represent a sound backing for our money, because they repre-

sent the things that we need and use, and by so doing they wounld
ome commodity reserves and would be self-financing in the same

way our gold reserves are self-financing. The consequence would
be that by stabilizing pretty well the general level of raw materials
brices you would add a very important degree .of stability to the
general economy. , ' _ g : -

The Cramman. I do not think I quite understood what the limi-
tation of the commodities involved would be? '
. Mr. Gramam. These are major storable commodities for the most
part, those dealt in on commodity exchanges, but not absolutely.
. The Cramman. What agricultural commodities, if any, would it

- Include?

Mr. Gramant. They would include such products as wheat, corn,
cotton, sugar, and rubber. o o

The Caamrman. Rubber and cotton would be storable indefinitely ¢

Mr. Graman. They would be storable indefinitely through rotation.

r. GRamAm. Yes; I guess if you judge wisdom in terms of results.
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The Cmatrman. I forgot to mention one thing. With regard to
Government policy and imterference, do you regard tax policy as of
major importance in this element of interference in the economic
system ?

Mr. Graman. It could be. That is to say that one of the means
by which the Government could intervene to an important degree in
the economy would be through a tax-reduction plan. Another method
would be through an increase of its expenditures.

The Crmarrman. Did you hear Mr. Eccles yesterday? I am not
using him as a model, but simply to save the time of deseribing the
situatior, because it does take time. Do You remember his proposal
yesterday on taxes? .

Mr. Graman. I have forgotten it: ‘

The Coamman. Well, it does not matter. One other question and
I will desist. When you find a special situation and vou decide, just
for illustration, that you can buy for 10 and it is worth 30, and you
take a position, and then you cannot realize it until a lot of other people
decide it is worth 30, how is that process brought about—by advertis-
ing, or what happens?

Mr. Gramam. That is one of the mysteries of our business, and it
is a mystery to me as well as to everybody else. We know from
experience that eventually the market catches up with value. It
realizes it in one way or another. _

The Cramman. But do you do anything to help that? Do you
advertise, or what do you do? _

Mr. Grazam. On the contrary, we try, as a matter of fact, to keep
our operations as confidential as we can. '
~ The Cramman. Even after you buy ? %

Mr. Gramam. Even after we have acquired our shares. | i

The CrHAIRMAN., Why?

Mr. Gramam. Basically for the reason that we just are not inter-
ested in other people knowing about our business, and we have no
_ interest in endeavoring to persuade people to buy stocks in which we
have an ownership. We have never done it and we never will do it. 3

The CratemaN. That is rather unusual. Since you make your
caﬁtal gains, a lot of people have got to decide it is worth 30.

r. Gramay. We have been very fortunate in our experience by
finding that people decide that thaf stoek that you mention is worth
30 without the necessity of our doing anything about it on the adver-
tising side. 'We might conceivably at times infervene in a managerial
policy. We might suggest some change in the procedure, but that of
course is merely because we are substantial stockholders.

The Cramman. I think that is about all. There are many other
things we could ask you about, I am sure. However, you have other
things to do, and the hour is late. _

. I would like to express the appreciation of the committee for your &
having taken your time to come down here and volunteer this infor-
mation. I am sure it is not very pleasant for you to have to talk
about these things, but I know no other way we can Jearn about them. 2
I do appreciate the contribution you have made to our knowledge of 2
tha market. %

.
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- Mr. Graman. If T have made a contribution, I do not mind the 3
discomfort. : - 3
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The Cuatrmax. If you have any further suggestions that occur to
you which you think we ought to know about we will welcome your
writing them to us. Thank you very much for coming.

- (MrsGraham’s full prepared statement is as follows:)

* STATEMENT OF BENJAMIN GRAHAM, CHAIRMAN OF GRANAM-NEWMAN Core.

My-name is Benjamin Graham. I live in Scarsdale, N. Y. I am chairman of
" Graham-Newman Corp., a registered investment company or investment fund,
I am also adjunct professor of finance at the Graduate School of Business,
‘Columhia University, _

This statement will address itself mainly to three points;

(@): The present level of stock prices from the standpoint of the relationship
between price and value, .

(b) Causes of the rise in the market since September 1953,
-~ (¢) Feasible methods of controlling excessive speculation in the future., -
.. With regard to the present level of stock prices, common stocks look high and
are high, but they are not as high as they look. The market level of industrial

-gtock ig far above the 1929 high as shown’ by the Standard & Poor's index of.

420 industrials. The present figure is above 300 as compared with the 1929 high

0£185.. The Dow-Jones industrials average at about 410 is now only moderately

Abave its 1929 high of 882, but the difference would be much larger except for

-thie substitutions made in the average. However, the railroad and utility issues

as-a whole are well below their 1929 highs. : : _ S
The:true measure of common stock values, of course, is not found by reference

fo price movements alone, but by price in relation to earnings, dividends, future

progpécts:and, to a small extent, asset values. : : ]

.- Present concepts of common stock valuation turn largely on estimating average

futureearnings -and dividends and applying thereto a suitable capitalization

rate ormultiplier. Since these elements are all matters of prediction or judg-
‘ment, there is room for a wide difference of informed opinion as to the proper
.value for a.single stock or group of stocks at any time. Uninformed or specula-

‘tive opinion will, of course, cover an even wider range a8 the market swings.

from the depth of pessimism to the heights of optimism. .
- 'As.a-guide to identifying the present level of stock prices in the light of past
experience, I have made 2 sets of comparisons—I1 relating to the Dow-Jones
industrial average,; the other to General Electric, a component of that average
and:an:outstanding blue chip issue. I have related the present prices and the
high prices in 1929, 1937, and 1946 to earnings of thé preceding year, the pre-
ceding b°years and the preceding 10 years. This Information, together with cer-
tain'other-data, appears on the appended table. : ' -
- ‘TheDow-Jones industrials are now at a lower ratio to their average earnings
Anithe past than they were at their highs in 1929, 1937, and 1946. The same ap-
Plies’ to-General Electric as an individual stock. It is clear that the issues
referred #o-—which may be considered as reasonably representative of the larger
ustrizls as a whole—have a considerable way to go before reaching the ratios
shown iat their former tops. It should be pointed out also that high-grade inter-
est rites are now definitely lower than in previous bull markets except for 1946.
pr T basic interest rates presumably Justify a higher value for each dollar of
dividends or earnings, ' ‘
7 M Chi;has been made of these relationships as indicating that the market is
ifé ground. However, such comparisons fail to take into account the
0L-the subsequent declines from past bull market highs. Since the Dow-
average lost 90 percent of its price from 1929 to 1932, it is evident not
that-881 was much too high in 1929, but that the market had entered dan-
g:iground at a point far below that figure. '
 found it useful to estimate the central value of the Dow-Jones industrial
¥ the simple method of capitalizing 10-year average earnings at twice
St-rate for high-grade bonds. Thiy technique presupposes that the
ast.earnings of a group of stocks presents a fair basis for estimating
Tiings, but with a conservative bias on the low side. It also assumes
bling the capitalization rate presented by high-grade bonds, we allow
‘the differential in imputed risk between good bonds and good stocks:
his method is open te serious theoretical objections, it has in fact
ASonably accurate reflection of the central value of industrial comroxn
rages sinee 1881. It may be interesting to note that the central value
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found by this method in 1929 was 120, which happens to be about the geometrie
mean between the high of 381 and the subsequent 1932 low of 41. Similarly, the
central value in 1936 was 138, higher than in 1938, and this proved to be about
the mean between the 1987 high of 194 and the low of 99 in 1938,

This mechanical method applied to the situation in the beginning of 1955 yields
a central value for the Dow-Jones industrials of 306, or only slightly under their
bresent value. Such a figure, if reliuble, would have to be regarded as rather
reassuring. It would indicate that the market in terms of value is no higher now
than it was in early 1926, or in early 1936, or late 1945. However, the validity
of this central value figure may be open to gquestion if we ohserve that the 10
years ending in 1954, used to obtain average earnings, did not include any period
of real depression. In a sense, therefere, the soundness of this appraisal of
central value is bound up with our ability to escape serious business depression
in the future as we have in the recent past. It is probably fair to say that the
market is not too high today if we have really managed to lick the business cycle.

Although such a development would involve & revolutionary bhreak with the
past, I am not prepared to deny its possibility. There is some reason for con-
cluding that in the future serious depressions will be yrevented, if not by the
natural vitality of American business, then by goveriiuenta! interventior and

possible inflationary moves. The above analysis is by no means unfaverable to-

the present level of stock prices. However, in reaching my overall conclusion
on the subject, I am inclined to hark back to the analvsis I made of the stock
market in October 1945 at a time when the Dow-Jones average stvod at 185.

This was published in The Commercial and Financial Chronicle, October 18, .

1945. I should like to quote intact the summary appearing at the end of that
argicle and state that it expresses my view with respect to the stock market
today.

“The three different approaches used in judging the present level of stock
prices have yielded diverse indications. From the first, or historical, approach
the market appears distinctly on the high side and vulnerable to a substantial
setback. Contrariwise, our second category—that of appraisal based on figurss
and formula—about supports the present level, and suggests that the familiar
bull-market enthusiasm might well carry prices considerably higher. Our third
approach, through guesses and projections as to future developments, supplies
plenty of material but no detinite vervdict.

“What is the net significance of this analysis for the speculator and the
prudent stock investor? Let us define the speculator as one who seeks to profit
from market movements, without primary regard to intrinsic values; the prudent
stock-investor as one who (@) buys only at prices amply supported by underlying
value, and (&) who determinediy reduces his stock holdings when the market
enters the speculative phase of a sustained advance. .

“This speculative stage, we are convinced, is now at hand. Hence, the prin-
‘ciples of the prudent investor will reguire himn to lighten significant)y his hold-
ings of common stocks—the precise selling policy to depend, of course, on his
individual position and methods. For the stock speculator we can say Httle
that is helpful. We think he has a 50-50 chance—or perbaps a liftle better—
of seeing the market attain substantially higher than preseut heights, subject
to the probability of intervening reactions. But his chance of eventually olding
on to the profits he makes heyond the current level, we should term no better
than in former bull markets—and that is none too good.”

As to reasons for the market rixe since September 1953, in general I agree
with the answers by President IFunston, of the New York Stock MHxchange, to

question 1 of the committee’s questionnaire. Howerer, I should like to emphasize -

more than he did the role of investment aud speculative sentiment in determining
the wide variations in stock market prices. ‘

In my view, the fundamental reason for the rise was the swing from doubt
to confidence—from emphasis on the risks in common stocks to the emphasis
on the opportunities in cominon stociks.

There has been no change of importance in the earnings of the Dow-Jones
industrial average since 1949. Actually, however, earnings of most secondary
companies fell a great deal in 1953-54 from the levels of the previous 5 years.
But prior to 1954, the public was expecting a substantial setback and was braced
for a large falling off in earnings when business turtned down after the middle
of 1958. It was the mildness of the shrinkage—especially in gross national prod-
uct and disposable incomes—that reversed the tide of sentiment and gave currency
to the view thaf we no longer have to fear deep depressions.

This change in sentiment produced a change in the publie’s valuation of stocks,
. especially in what it considered suitable multipliers of current earnings. In

et
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EﬂiECt, the ‘multipliér advanced from about 8 for the Dow-Jones industrials in
1948-50 to 10 in 1953, and to a current 14, which is slightly less than the 193640
17erage. : : -

g"ﬁygétudies, hgve led to the conclusion that sentiment alone, not supported by
any visible change in value, will produce a swing on the order of 100 to 250
or 100 to 800 in price. It is interesting to note that while American Telephone &
ff'e}gg’ra_.ph has paid a uniform dividend of $9 since 1922, and while its earnings

- have fluctuated comparatively little, its price advanced from 115 in 1922 te

210' in 1929, declined, to 70 in 1932, and since then it has fluctuated between lows
of'about ¥10 and highs of about 200. : _

. Among fhe secondary companies, the present situation is more complicated.
Prices were very low as against earnings prior to 1953, but many of these com-
panies had poor earnings results in 1953-54. The price behavior of this large

" group lagged behind the blue-chip advance until July 1954. Recently the rise in

secondary issues has more than kept pace with that of the leaders. Bargains
are fast disappearing and theré are numerous instances of overspeculation in
this field. On the whole, however, the typical second-grade stock appears less
overvalued foday than it was in early 1946. ‘

‘Regarding feasible ways of controlling undue speculation in the future, I believe
the committee should consider carefully and cautiously whether any plan of
conftrol is feasible. Speculation has not gone too far as yet, but there may be a
grave danger that it will do so. Assuming that measures could be found that
dre useful and feasible, it would: be wise to agree to such measures in advance
of the necessity for their use—rather than to begin discussing them while the
fire is raging, _ .

It should be recognized that any form of intervention by Washingten in the
stoek market is risky and controversial. You cannot be sure that what yeu
are. doing. is the right thing and won’t cause more harm than good. In’ this

‘respect. your problem corresponds to the public’s own quandary in deciding

whether to buy or sell or sit tight in the present market. Yet, despite the hazsrds
of any intervention, a certain responsibility is there, It is actually being as-
sumed—for example, by the Federal Reserve in varying margin requirements to
correspond somewhat with the state of speculation. ) .

- On balance, I am ineclined to. favor strict controls for margin trading and a
fairly rapid advance to the 100-percent-margin limit—that is, no bhorrowing at
all—ag the Federal Reserve beeomes increasingly concerned about the extent
of speculation. My reason is that it is basically unsound for nonprofessionals
to. borraw money to speculate in stocks—or in .anything elge. It is unsound for
them and for the economy as a whole. Responsibility should alse be placed
upon our commercial banks to avoid, in general, the direct lending of money to
the public for the purpose of speculating in stocks. '

Much has been made of the capital gdins tax as a deterrent to the selling of
stocks. It is urged that this tax be sbolished or cut in two, in order to increase
the supply of stocks by unfreezing holdings showing large profits. There is some
n_terit in this contention, and I shall have a suggestion to make along these very
lines. But I regret that the issue has usually been presented by Wall Street—
of which I am proud to consider myself a part—in an incomplete and rather
one-sided fashion.

Taxes on capital gains have been impoged since the modern income tax began
in 1913, Thus the problem -of their impact on speculative markets. is by no
means a new one. The evidence hardly suggests that the capital gains tax has
by itself produced unduly high prices or unduly wide fluctuations. Impressive
arguments may be made against capital gains taxes as inequitable in theory
and unsound in practice. But there are also impressive arguments against per-
mitting capital gains to go untaxed while imposing high rates on other forms
9f profit. Although I believe the present capital gains tax system is open to
Improvement, I would not consider it basieally inequitable in relation to our
tax burden as a whole. Finally, while a lightening of the tax might well increase
the supply of common stocks by persuading holders to take large profits, it
might at the same time stimulate further speculative buying, attracted by
the new tax advantage. The pet result of such a move cannot be foretold.

The objections to reducing the capital gains tax would be overcome, in my
opinion, if such a policy were adopted for a limited period of time only and for
the specific purpose of dealing with a dangerous stock market situation. For
€xample, the tax might well be reduced from the present 25 pereent maximum
t0 2 1214 percent maximum on securities owned at least 2 years, such reduction
to be effective for a specified period only—say 6 months. I believe such an




548 STOCK MARKET STUDY

s aoi i

arrangement would have the desired effect of increasing the supply of common
stocks at a time when such increase is deemed necessary. From the standpoint |
of the Treasury, the result might well be that a larger revenue would be realized, |
in spite of the reduced tax rate, because of the inducement to sell locked-up :
shares. Whatever its effect on the level of stock prices, bona fide investorg !
could not be harmed by such a concession, even if it ran for a limited period.

My proposal would require legislation by Congress, as would any other change !
in the eapital gains tax. Perhaps the best method would be to give the Presi- !
dent the power to make changes in the effective rate, within specified limits, *
upon advice from the Board of Governors of the Federal Reserve System. We
have precedents for such powers in our tariff laws. :

In conclusion, may I say that while Congress should not ordinarily meddle
with the stock market, there are times when it deserves attention from Congress,
‘We are probably in such a time at present.

RO
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CERTAIN PRICE-EARNINGS RATIOS FOR THE DOW-JONES INDUSTRIAL AVERAGE AND
FOR GENERAL ELECTRIC COMMON STOCK

B T R N

TABLE A—Dow-Jones industrial average

il

Ratio fo earnings for the preceding— Yield on | Subsequent
Date Price AAA bonds; low price
1 year 5 years 10 years | (Moody’s) | of average. |
: Percent C

19565 (Mareh) ..o oo 414 15 15% 183X 295 |ooe
Yodehigh, .. . 212 20 21 22 2.46 {1946) 163
1937 high. oo 194 19314 43 2115 3.42 (1938) 9 :
1929 high. oo 381 25 2814 34 4. 69 (1932) 41
1927 high. .. o . 202 141¢ 16 16 458 | s

TasrE B.—General Eleciric common stock

Ratio to average(ai earnings for the 4
. breceding— Subsequent”
Price low price 3
1 year 5 years 10 years o
1965 (February) oo - coooooooe 1167 23 28 38 | ..
W46 high 52 2634 30 3 R
1987high_______ . 65 42 84 51 33 (146) ¢
1620 h!gh ................................ 2101 45 © 60 85 2744 51938
1927 high e 236 23 29 34 8§ (1932

- 1 Multiplied by 3 to reflect 1954 split,
; % Divided by 4 to reflect 1930 split.

The Cmamman. The committee will recess until ‘Monday, when 2
Mr. Martin of the Federal Reserve will be with us,
~ (Whereupon, at 1:15 p. m., the hearing was recessed, to be recon
vened at 10 a. m., Monday, March 14, 1955.) ‘







