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How Inflation Swindles
the Equity Investar

The fuiure for stocks looks bleak to
one large investor whe has interests in
over thirly corporations. The reason,
gnys Warren Buffett, iy that corporate
earnings on shareholders’ equity have
remained stuck at about 12 percent over
the whole postwar periad.

Back in the low-inflation years of the
1950's and eavly 19608, ihat returm
toweraed over-the interest rates on honds,
and millions of lucky investors cnjoyed
market appreciation as well. But bond
yields have risen sharply since then to
take aceounl of inflation, while compa-
nies soem unable to improve on that 12
percent stock “¢oupon.’’

Buffett nevertheless believes that
“gtocks are probably still the best of all
the poor alternatives in an era of infla-
tion-—at least, if you huy in at appeo-
priate prices.”
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stock inveator's equily coupon, in con-
traat, is partially retained by the com-
pany and i8 reinvested nt whatever rates
the company happens to be garning. In
ather words, going back to our eorporate
universe, part of Lhe 12 percent earned
annually is paid out in dividends and
the bajanee ig put right back into the
universe to earn 12 pareent also.

The good old days

This characteriatic &f stocks——the re-
investment of part of the coupon—can be
good or bad news, depending on the rela-
tive attractiveness of that 12 percent.
The news was very good indeed in the
1950°s and earty 1960's. With bonda yield-
ing only 3 or 4 percent, the right to re-
invest automatically a portion of the
equity coupen at 12 percent was of enor-
mous valug. Note that investors could not
juat invest their own money and get that
12 percent return. Stock prices in this
period ranged far shove book value, and
investors were prevented by the premi-
um prices they had te pay from directly
extracting out of the underlying vorpos
rate universe whatever rate that uni-
verse was earning. You can't pay far
ahove par for & 12 percent bond and
earn 12 percent for yourself,

Rut on their retained earnings, inves-
tors could earn 12 percent. In effect,
earnings retention allowed inveators to
buy at book value part of an enterprise
thut, in the economic envirgnment then
existing, was worth a great deal more
than book value,

It was a situation that left very little
to e said for cagh dividends and a lot to
he'said for earnings retention. Indeed,
the more money that investors thought
Jikely to be reinveated at the 12 percent
rute, the more valuable they considered
their reinvestment privilege, and the
more they were willing to pay for it. In
the early 1960's, inveslors eagerly paid
top-scale prices for electrie utilities
situatad in growth areas, knowing that
these companies had the ability to re-
inveat very large proportions of their
earnings. Utilities whose operating en-
vironment dictated a larger cash payout
ruted lower prices.

if, during this period, a high-grade,
noncallable, long-term hond with a 12

percent coupon had existed, it would
havae sold far above par. And if it were a
bond with a further unusual character-
istic—which was that moat of the coupon
payments could be automatically re-
invested at par in similar bonds—the is-
sue wounld have commanded an ewven
greater premium. In essence, growth
stocks retaining most of their earnings
represented just such a security. When
their reinvestment rate on the added
equity ecapital was 12 percent while in-
terest rates generally were areund 4 per-
cent, investors became very happy—and,
of course, they paid happy prices.

Heading for the exils

Looking back, stock inveslors can
think of themselves in the 1946-66 peri-
od as having been ladled a truly bountiful
tripte dip. Firat, they were the benefi-
cinries of an underlying corporate ro-
turn on equity that was far above pre-
vailing interest rates. Second, a signif-
icant portion of that return was re-
invested for thera at rates that were
otherwise unattainable. And third, they
were aforded un esealating appraisal of
underlying equity capital as the firat two
henefits became widely recognized. This
third dip meant that, on top of the basic
12 percent or so earned by corporations
on their equity capital, investors were
raceiving a bonus ag the Dow Jones in-
dustrials increased in price from 133 per-
eent of book valua in 1946 to 220 percent
in 1966, Sueh g marking.up process fem-
porarily allowed investors to achieve a
return that exceeded the inherent azrn-
ing power of the enterprises in which
they had invested.

Thiz heaven-on-earth situation final-
ly was “discovered” in the mid-1960's by
many major investing institutions. But
just as these financial elephants began
trampling on one another in their rush
to eguities, we entered an era of ac-
valerating inflation and higher inlerest
rates, QQuite logically, the marking-up
process began to reverse itself. Hising in-
terest rates ruthlessly redueed the value
of all existing fixed-coupon inveatments,
And as long-term corporate hond rates
began meoving up (eventually reaching
the 10 percent arca), both the equity
return of 12 percent and the reinveat-

ment “privilege’” began to lock different.

Stocks are quite properly thought of
as riskier than bonds. While that equity
coupon ia more or leas fixed over periods
of time, it does fluctuate somewhat [rom
year to vear. Investors' attitudes about
the future can be affected aubstantially,
althcugh frequently erroneously, by
those yeurly changes. Stocks are also
riskier becsuse they come squipped with
infinite maturities, {Even your friend-
ly broker wouldn’t have the nerve to
peddle a 100-year bond, if he had any
available, as “safe.””) Because of the ad-
ditional risk, the natural reaction of in-
veatorz is to expect an equity return
that iz comfortably above the bond re-
turn—amd 12 percent on equity versua,
say, 10 percent on bonds issued by the
sume corporate universe does not seem
to qualify as comfortable, As the spread
narrows, aquity investors start looking
for the exits,

But, of course, as a group they can't
get out., All they can achieve ig a lot of
movement, substantial frictional costs,
and a new, much lower leve] of valuation,
reflecting the lesgened attractivenesa of
the 12 percent equity coupon under infla-
tionary conditions. Bond investors have
had a succession of shocks over the paat
decade in the course of dizscovering that
there i3 no magic attached to any given
coupon level: at 6 percent, or & pereent,
or 10 percent, bonds can still collapse in
price. Stock investors, who are in gen-
eral not aware that they too have a “coun-
pon,” are still receiving their education
on this point.

Five ways to improve earnings

Must we really view thati 12 percent
gqlity coupon as immutable? Is there
any law that says the corporate return
on equity capital cannot adjust itself un-
witd in response to a permanenty high-
or average rate of inflation?

There 18 no auch law, of course. On
the other hand, corporate Americs can-
not inerense earnings by desire or de-
cree, 'Ta raise that return on equity, cor-
porations would need at least one of the
following: (1) an increase in turnover,
j.e., in the ratic between sales and total
assets empioved in the business, (2)
cheaper leverage; (3} more leverage,



(1) lower income taxes; (&) wider op-
crating margins on gules.

And that's it, There simply are no
ather ways to increase returns on coml-
men equity. Let's see what can be done
with thede.

We'll bagin with furhover. The three
major categories of asgets we have to
think shout for this exercise are Ae-
caunts receivable, inventories, and fixed
aggets such aa plants and machinery.

Accounts receivable go up propor-
tionally as sales go up, whether the in-
croase in dollar sales is produced by
more physical volume or by inflation. Wo
room for improvement here,

With inventories, the situation ia not
guite so simple. Over the long term, the
trend in unit inveniuries may be expect-
cd to follow the trend in unit sales. Over
the short term, however, the physical
turnover rate may bob around beeause
of special influences—e.8., cost expec-
tations, nr bottleneeks.

The use of last-in, first-out (LIFO) in-
venlory-valuation metheds serves to in-
orense the reporied turnover rate during
inflationary times, When dollar nales are
rising becauge of inflation, inventory val-
uations of a LIEQ compuny either will
remain level (if unit sales are not ris-
ing) or will trail the rise in dollar sales
{if unit sules are rising). In either case,
dollar turnover will increase. ‘

During tha eatly 1970, there was &
pronounced dwing by corporations to-
ward LIFO aceouniing (which has tha
effcet of lowering a company's reported
earnings and tax bills). The Lrend now
seemsa to have slowed, Still, the existence
of & ot of LIFO companied, plus the like-
lihood that some others will join the
erowd, enaures somn forther inerease in
the reported turnover of inventory.

The gaing ara apt to be modest

In the case of fAxed agseta, any rise in
the inflution rate, assuming it affects all
products equally, will initially have the
eflect of increasing turnoever. That is
true becanse sales will immediately re-
fleet the new price level, while the fixed-
aaset account will reflect the change only
gradually, ic., as existing assets are re-
tired and replaced at the new prices. Ob-
viously, the more slowly 4 company goes
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aboul this replacement process, Uhe move
the turnover ratin will rise, The action
stops, however, when a replacement eyeale
is completed. Assuming a conatapt rate
of inflation, sules and fixed apsots will
then begin to rise in coneert ut the rate
of inflation.

To sur up, inflation will preduce some
gaing in turnover rating. Some improves
ment would be cevtain because of LIFO,
and some would be possible (If infiation
accelerates) because of gales riging more
vapidly than fixed assets, But the gaing
are apt to be modest and not of a magni-
tude to produce substantial improvement
in relurns on equity eapital. Du ring the
decade ending in 1975, despite generally
socelerating inflatinn and the extensive
ure of LIFQ aveounting, the turnover
ratio of the FORTUNE 500 went only from
1.18/1 to 1.29/1,

WARREN BUFFETT IS IN STOCKS ANYWAY

The suthor is, in fuet, one of the most
visihle stock-market investors in the
17.8. these days. He's had plenty to in-
vest Tor his own account ever zinge he
made 325 million running an investmaonyt
partnership during the 1460', TDuffett
Partnership Ltd., based in Omahe, was
wn immengely gueessul aperation, but
he nevertheless: closed up shop at the end
of the decade, A Janunary, 1970, FORIUNE
article sxplained his decision: ¥he o
suspects that some ol the juice has goue
olit of the slock murket and thatl gizable
pains in the future ave going Lo be very
hard to eome by

Buffati, whis is now forty-six and still
opcrating out of Omahs, has a diverse
porttolio, Tl and Lusinesses he controly
have intervsts in over thirty public eor-
porations. His major holdings: Berk-
chive Iathawny (he owos aboutb 236
milion worth) and MHlue Chip Stuops
(ahout $10 millien). His visibility, re-
cenlly inereased by a Wull Street Jowr-
seqd profite, vefleets his aclive munagerinl
role in hoth companies, both of which
ipvesL in a wide range of eterprizes;
one ig the Washington Fost.

And why dovs & man whn ta gloomy
about storks own =o much slock? “Partly,
s habit he admits, “Partly, it's just
that stoeks mean hasiness, and owning
wuzineszes is much Mots interesting thun
awning gold or furmland, Basiles, aloeks
ave probahly still the hest of ull the poor
alterpatives in an era of inflation —ul
leagt they are if you buy in al appro-
priale priees’”

Cheaper loverage? Not likaly. High
rates of inflation penerally cause hor-
rowing to become deaver, not cheaper.
Galloping rates of inflation vreate gal-
loping capita] needs : and lenders, as they
hecome increasingly distrustful nf long-
term contractd, become more demanding.
BEut even if there iz no further rise In
interest rates, leverage will be getting
mare sxpensive hecause the average cost
ol the debt now on vorporate honks 18 less
than would be the cost of replacing it
And replacement will be required as fhe
existing debt matnres, Overalt, then, fu-
Lure changes in the cosl of leverage seem
jikely to have a mildly depressing effect
an the volurn on equily.

More leverage? Americun Dusiness al-
pouady hag fired many, i1 nol most, of the
rore-loveruge bullets once available Lo
it T'roof of thul proposition can be seen



in gome other FORTUNE 500 statisties: in
(he twenty vears ending in 1975, stock-
holders' equity as a percentage of total
agants declined for the 500 from 63 per-
cent to just under 50 percent. In other
words, each dollar of equity capital now
iz leveraged much more heavily than it
used to be,

What the lenders learned

An ireny of inflation-induced financial
requirements is that the highly profit-
able companies—generatly the best cred-
ia—require relatively little debt capital.
But the laggards in profitability never
can get enough. l.enders underatand this
problem much better than they did a
decade apo—and are correspondingiy
less willing to et capital-hungry, low-
profitability enterprises leverage them-
selven to the shky.

Nevertheless, given inflationary con-
ditions, many corporations seem surs in
the future to turn lo still mora leverage
us & means of shoring up equity returns,
Their managements will make that move
becazuse they will need enormous
amounts of capital—often merely to do
the same physical volume of businezs—
and will wish to get it without cutting
dividends or making equity offerings
that, because of inflation, are not apt to
shupe up as attractive, Their patural re-
sponse will be to heap on debt, almost ré-
gardless of cost. They will tend to behave
like those utility companies that argued
aver an eighth of a point in the 1960z
and were grateful to find 12 percent deht
financing in 1974,

Added debt at present interest rates,

however, will do less for equity returns
than did added debt at 4 percent rates in
the early 1960's, There ik alzo the proh-
lem that higher debt ratios cause eredit
ratings to be lowered, crealing a further
rige in interest costs.
* B0 that is another way, to be added to
thgse already discussed, in which the
cosi, of leverage will be rising. In total,
the higher costs of leverage are likely ta
offuet the benefits of greater leverage.

Besides, thers iz already fur more debt
in eorporate America than iz cohveyed
by conveniivnal balance shects. Many
companies have massive pension obliga-

tions geared to whatever pay Jevels will
be in affect when present workers retire.
At the low inflation rates of 1955-65, the
liabilities arising from such plana were
reasonably predictable. Today, nobody
¢an reslly know the company's uitimate
obligation. But if the inflation rate aver-
ages 7 percent in the future, a twenty-
five-year-old employee whe is now earn
ing $12,000, and whose raizes do no more
than match inereases in living costs, will
be making $180,000 when he retires at
sixty-five.

Of vourse, there is a marvelously pre-
cige figure in many annual reports each
year, purportibg to be the unfunded pen-
sion liability. If that fizure were really
believable, & corporation could simply
ante up that sum, add Lo it the existing
pension-fund assets, turn the tiotal
amount over to an insurance company,
and have it pzsume all the corporation’s
present pension liabilities. In the real
world, alas, it is impessible to find an
insurance company willing even to listen
1o such & deal.

Yirtually every corporate treasurer in
America would reeoil at the idea of jssu-
ing a “cost-of-living” bond—a nencall-
able abligation with coupons tied to a
price index. But through the private pen-
sion system, corporate America has in
fact taken on a fantastic amount of debt
that ie the equivalent of such a hond.

More leverage, whether through con-
veptional debt or unbooked and indexed
“pengion debt,” should be viewed with
skepticism by shareholders. A 12 percent
veturn from an enterprize that is debt-
free ig far superior Lo the same return
achieved by a buginess hocked to its cye-
balls. Which means that today's 12 per-
cent equity returns may well be less valu-
ahle than the 12 percent returns of twen-
ty years ago.

More fun in New York

Lower corporate inceme fares deem
unlikely. Investors in American corporas
tions already own what might be thought
of 8z a Clasa D stock. The Class A, B,
and C stocks are represented by the in-
cotne-tax ¢laims of the federal, state, and
municipal governments, It is true that
these “investors” have no claim on the

corporation’s aasets; however, they get
a major share of the earnings, including
earpings generated by the equity buildup
resulting from retention of part of the
aarnings owned by the Clags D share.
holders.

A further charming characteristic of
these wonderful Class 4, B, and C stocks
is that thair share of the corporation’s
earnings can be ineveased immediately,
abundantly, and without payment by the
unilatera) vote of any ona of the “stoek-
holder” classes, ¢.g., by tongresaional ag-
tion in the case of the Class A. Tu add to
the fun, one of the classes will sometimes
vote to increase its ownership share in
the busipess retroactively—as compa-
nies operating in New York diseovered
to their dismay in 1875, Whenever the
Clazs A, B, or O “stockholders” vote
{hemselves & larger share of the busi-
ness, the portion remaining for Class T)
_that's the one held by the ordinary
investor-—declines.

Locking ahead, it scems unwise to as-
sume that those who contrel the A, B,
and € shares will vote to reduce their
own take over the long run, The Claszs D
sharea probably will have to struggle to
hold their own.

Bad news from tha FTC

The last of our five poasible sources of
increased returts on equity is wder ofi-
erating margins on seles, Here 19 where
gome optimists would hope to achieve
major gains. There is ne proof that they
are wrong. But there are only 100 cents
in the sales dollar and a lot of demands
on that dollar befare we get down to the
residual, pretax profits. The major claim-
ants are labor, raw materials, energy,
and various non-income taxea. The rels-
tive impertance of these costs hardly
aeems likely to decline during an age of
inflation.

Recent statistical evidence, further-
more, does not ingpire confidence in the
proposition that marging will widen in &
period of inflation. In the decade ending
in 1965, a period of relatively low infla-
tlon, the universe of manufacturing com.
panies reported on quarterly by the Fed-
eral Trade Commiszion had an average
annual pretax margin on sales of 8.6



percent. In the decarls ending in 1875,
Lhe average margin was 8 percent, Mar-
ging were down, in other words, despite
a very considerable increase in the in-
flation rate,

Tf business wag able 1o baze {ts prices
on replacement costs, margins would
widen in inflationary periods, But the
aimple fact i that moat large businesses,
despite a widespread belief in thelr mar-
ket power, just den't manage to pull it
off. Replacoment cost accounting almost
alwavs shows that corporate eaynings
have declined significantly in the past
derade. IT such major industries as oil,
steel, and aluminum really have the oli-
gopolistic musele imputed to them, one
ean only conclude that their pricing pol-
icies have been remarkably restrained.

There you have lhe complete {ineup:
five factors that can improve returns on
common equily, none of which, by my
apalysis, are likely to take us very far
in that direction in perieds of high infla-
tion. You may have emerged from this
exercise more optimistic than T am. But
remember, returns in the 12 percent area
have heen with us u Jong time,

The investor’s equation

Even il you agree that the 12 peroent
equity coupon is more ur less immutable,
you #till may hope to do well with it in
the years ahoad. 1t'a conceivable that you
will. After all, a lot of inveslors did well
wilh it for a long time, But your future
resnlts will be governed by three vari-
ables : the relationship beiween book val-
ue and market value, the tax rate, and
the inflation rate,

1.et's wade through a little arithmetic
ahout book and market value. When
stocks consistently gell at book value, it'a
all vory simple. If a stock has & book
value of $100 and also an average MAr-
ket value of $100, 12 percent earnings
by business will produce a 12 percent
return for the investor (less thoge frie-
tional costs, which we'll ignore for the
moment). Tf the payoul ratio is 50 per-
cent, our investor will get $6 via divi-
dends and a further $6 from the increaze
in the book value of the business, which
will, of course, be reflected in the mar-
ket value of his holdings,

I the stock sold at 150 percent of hook
value, the picture would ehange. The in-
vestor would receive the same §6 cash
dividend, but it would now represent
unly a 4 percent return on his 160 cast.
The bovk value of the business would
etill increase by 6 percenl (to F106) and
the market value of the investor's hold-
ings, valued consialently at 154 percent
of book value, would similarly inereage
hy 6 percent (to $159). But the inved-
taor's total return, i.e., from appreciation
plus dividends, wouldt he only 16 percent
verzus the underlying 12 pereent eunrnad
Ly the busineas.

When the investor buys in below book
value, the process is reversed. Fur ex-
ample, if the stock sells at 80 percent of
hook value, the seme earnings and pay-
out assumptions would vield 7.5 percent
from dividends (6 on an $80 price) and
§ percent from appreciation—a total re-
turh of 18.5 percent. In other words, you
do belter by buying at a diseount rather
than & premium, just as comimen sensc
would suggeat,

During the postwar years, the market
value of the Dow Jones industrials has
been aa low ag R4 percent of book value
(in 1074) and as high as 232 percent (in
1985) ; mosat of the time the ratio has
been well over 100 percent, (BEarly this
spring, it wus avound 110 percent.) Lat’s
gagume thal in the future the ratio will
be something close luo 100 percent—
meaning that investors in stocks eould
parn the full 12 percent. At least, they
could earn that figure hefore taxes and
hefore inflation.

7 percent after taxas

How large a bite might taxas take out
of the 12 percent? For individual invesa-
tors, it seemy reagonable to assume that
federal, state, and local income luxes
will average perhaps 50 percent on divi-
dends and 30 percent on capital gains. A
majority of investors may huave marginal
rates somewhat below these, but many
with larger holdings will experience sub-
stantially higher rates. Under the new
tax law, as FORTUNKE obaerved Tast month,
& high-income investor ina heavily taxed
city could have a marginal rate un capi-
tal gaing as high as 56 percent, (See

“I'he Tax Practitioners Act of 1976.°")

o lot's uge 5O percent and B30 percent
as representative for individnal inves-
tors. Let's also assume, in line with re-
pent experience, that corporations earn-
ing 12 percent on euuity pay out B
percent in cash dividends (2.5 percent
after tax) and retain 7 percent, with
those retained earnings producing a cor-
responding market-value growth (4.9
percent after the 30 percent tax}. The
after-tax returh, then, would be 7.4 per-
cent. Probably this should be rounded
down Lo about T percent to allow for
frietional costs, To push our stocks-as-
disguised-honds thesig ome notch fur-
ther, then, stocks might be regarded as
the equivalent, for individuals, of T per-
cent tax-esempt perpegual bonds.

The numbar nobody knows

Which brings us to-fhe crucial ques-
tion—the inllation rate. No one knows
the answer un thizs vne—including the
politicians, economists, and Listabligh-
mend, pundits, who felt, a few yodrd hack,
that with slight nudges here and there
unemploymeni and inflagion rates would
respond like traingd seals.

RBut many signs secm negative for sta-
ble prices: the fact thakinilation iy now
worldwide; the propensily of major
wraups in onr society to utilize their elec-
toral muscle to shift, malher than solve,
ceonomie problems; the demonstrated
unwillingress to tackle even the most
vita} problems {e.g., enmrgy and nueclear
proliferation’ if they can be poatponed ;
and u political systen that rewards leg-
islators with reelection if their nretions
appear to produce short-tarm  benefits
even though their ultimate imprint will
be to campound long-tewn pain,

Most of those in political office, quite
understandably, are firmly againat infla-
tion and firmly in favor of policies pro-
ducing it. (Thia sehizophrenia hasn’t
caused them to lose touch with reality,
however; Cohgresgmen have made sure
that their pensions—unlike praclically
all granted in the private sector—are
indewad to cogt-of-living changes after
retirement.)

Dizcussions regarding fulure inflation
pates usually probe the subtleties af



monetary and fiseal policies, These are
important variables in determining the
onteome of any specific inflationary
squation. Bul, at the source, peacetime
inflation 18 8 political problem, not an
seanemic problem. Human behavior, not
monetary hehavior, is the key. And whean
very human politicians chonse betwean
the next election amt the next genera-
trm, it clear what usually happens.

Sueh broad generalizations do not pro-
duce precise numbers, However, it seems
qiite possible to me that inHation rates
will aversge 7 pereent in future yesrs. I
wape this forecast proves to he wrong.
And it may well be. Foreensts uzually tall
ns more of the foreeaster Lhan of the
M re You are Teee to facior your own
inllation rate into tha inveslor's equa-
tion, ot if yon foresee a vate nveraging
@ opereent or 3 percent, Vo oare wearing
differenl plasses than 1 wm,

S dhere we are: 12 percent lefore
taxes and intlation; 7 pevcent after taxes
aml before infation; and muyvbe 7evo
percent after taxes and inflation, It
hardly switnds like a formula that will
keop all those catile stampeding on TV.

Ax o eommon stockbolder you will have
more cdollars, but you may have no more
purchasing powal'. (it with Ben Frank-
lin (“a penny saved is o penny earned™
and in with Milten Friedman (Y man
might ns wall congume hig capital as in-
vest it

wWhat widows don't notice

The arithmetic makes it plain Lhat in-
Halion is o far more devustating tax than
anvthing that hus been enacted by our
legistatures. The inflation tax has o fan-
taslic ability to simply consume capital.
1t mnkes no difference to o widow with
her savings in a5 percent passhook ac-
vount whether she payvs 100 pareent in.
comie tax on her interest income duving o
period of zero inflation, or pays # in-
come Laxes during yeave of & percent in-
fation, [0ither way, she i “taxed” in a
manner that leaves her no real income
whatsoever. Any money she spends comes
pight ot of cupital. She would find aut-
rugeous a 120 percent income tax, bul
douan't seam to notice that G percent in-
Hation is the econemic equivalent.

1f my inflation assumption iz close to
correct, disappointing results will vecur
not because the market falls, but in spite
of the faet that the market rises. At
arnind 920 early lust month, the Dow
wag up fiftv-five points from where it was
ten vears ago, But adjusted for infla-
tion, Lthe Dow iz down almost 345 piints
. from 8635 to 520, And abount half of the
gnrnings of the Dow hud to be withheld
from their owners and reinvested in
order to achieve evan that result.

In the next ten vears, the Dow would
e doubled just by a eombination of the
12 percent equity coupon, # 40 percent
pavoul ratin, and the present 110 pre-
cont ratio of market to buok value, And
with 7 percent inflation, investors who
sold at 1800 would atill be conaidarably
worse off than they are today after pay-
ing their capital-gains taxes.

I ean almost hear the reaction of some
investors to these downbeat thoughta, It
will be to nssume that, whatever the dif-
ficulties presented hy the new investment
ery, they will semehow contrive to turn
tn superior results for themaelves, Their
suceess s most untikely. And, in aggre-
wate, of course, impossible. If you feal
von can danee in and out of securities
in n way that defeats the inflation tax, I
waould like to be vour broker—-but not
vour partner.

Even the so-called lax-exempt inves-
tors, such as pension funds and college
andowment funds, do not escape the in-
lebient tax, 1f my assumption af a 7 pey-
cent inflation rate is corvect, a college
tressurer shonld regard the first 7 per-
eent carned each year merely as s re-
plenishment of purchasing power. En-
dowment funds are earning nothing
until they have outpaced the infiation
treadmill, At 7 percent inflation and,
sny, overall investment returns of 8 per-
cent, Lhese ingstitutions, which believe
they ube tax-exempt, are in fact paying
“ineome taxes” of B714 pereont,

The scclal aquation

Unfortunately, the major problems
from high inflation rates flow not to in-
vestors but to snciety as o whale, Invest-
ment income is A small portion of na-
tional income, and if per capila real

income could grow at a healthy rate
alongside zero real investment returns,
wocial justice might well be advanced.

A market economy creates some lop-
gided pavoffs to participanis, The right
endowment of voeal chords, anatomical
structure, physical strength, or mental
powers can produce enormeus piles of
claim checks (stocks, bonda, and other
forms of capital) on future naticnal out-
put. Proper gelection of ancestora aimi-
larly can result in lifetime supplies of
such tickets upen birth. If zero real in-
veatment returna diverted a bit greater
portion of the national putput from such
stockhelders to equally worthy and hard-
working citizens lacking jackpot-pro-
ducing talents, it would seem unlikely to
pose such an insult to an equitable world
ag to rizk Divine Intervention.

But the potential for real improve-
ment in the welfare of workers at the
expense of afluent stockholders is not
significant. Employee compensation al-
ready totals twenty-eight times the
amount paid out in dividends, and alot of
those dividends now go to pension funds,
nonprofit institutions such as universi-
ties, and individual stockholders who
are mot afluent, Under these gireum-
stances, if we now shifted all dividenda
of wealthy stockholders into wages—
something we could do only once, like
killing a cow (or, if you prefer, a pig)—
we would increase real wages by less
than we used to obtain from onc year's
growth of the economy.

The Russians understand it too

Therefore, diminishment of the affiu-
ent, throngh the impaet of inflation on
their investments, will nol even provide
meaterial short-term aid to those who are
not afluent. Their economic well-being
will rise nr fall with the general effects
of inflation on the econnmy. And those
effects are not likely to be good.

Large gains in real eapital, inveated
in modern production facilities, are re-
guired to produce large pains in eco-
nomic well-being. Great labor availabil-
ity, great consumer wants, and great
government promises will lead to noth-
ing but gxreat frustration without con-
tinuous ereation and employment of ex-



pensive new capital assets throughout
industry. That’s an eqguation understood
Iy Russiang as well ag Rockefellers. And
it's one that has been applied with stun-
ning success in Weat Germany and
Japan. High capital-accumulation rates
have enabled those countries fo achieve
gaing in living standards at rates far
cxceeding ours, even though we have en-
joyed much the supericr positien in
BIErgY.

To understand the iImpact of inflation
upon real capital accumulation, a little
math is required. Come back for a mo=
ment to that 12 percent return on equity
capital, Sich earninga are atated after
depreciation, which presumably will al-
low replacement of present productive
capacily—if Lhal plant and equipment
¢an be purchaged in the future at prices
aimilar to their original coat.

The way It was

Let's asaume that about half of ¢arn-
ings are paid out in dividendas, leaving
6 percent of equity capital available to
finance future growth, If inflation ia low
-gay, 2 percenl—u large portion of that
growth can be real growth in physical
outpul. For under these conditions, 2
percent more will have to be invested in
receivables, inventories, and fixed assets
next year just to duplicate this year's
phyaical output—Ileaving 4 pereant for
investment in asscta to produce more
physical goods, Tha 2 percent finanecey
illusory dollar growth refllecting inflation
and the remaining 4 percent finances
real growth. If population growth ig 1
percent, the 4 percent gain in real out-
put translates into a 8 percent gain in
real per capita ket incoms, That, very
roughly, ia what used to happen in our
eConomy.

Now move the inflation rate to 7 peor-
eent and compute what is left for real
growth after the financing of the manda-
tory inflation component. The anawer is
nothing—if dividend policies and lever-
age ratios remuin unchanged, After half
of the 12 percent earnings are paid out,
the same & percent iz leff, but it iz all
conacripted to provide the added dollars
needad in transact lust year's physical
volume of business.

Many companies, faced with no real
retained earnings with which to finance
physicul expansion after normal divi-
dend payments, will improvise. How,
they will ask themselves, can we stop or
reduce dividends without risking stock-
holder wrath? T have good news for
them: a ready-made set of blusprints is
available.

In recent years the electric-utility in-
dustry has had little or no dividend-pay-
ing capaeity. Or, rather, it has had the
power to pay dividends if investors
agree to buy gtoek from them. In 1875
eleetyric utilitiea paid common dividends
of $3.3 billion and asked investors to re-
turn $3.4 billion, Of course, they mixed
in a littla solicit-Peter-to-pay-Paul tech-
nique #0 as not to acquire a Con Ed repu-
tation. Con Ed, you will remember, was
unwise enough in 1974 to zimply tell ita
shareholders it didn't have the money Lo
pay the dividend, Candor was rewarded
with calamity in the marketplace.

The more sophisticated ulility main.
taing..-perhapg increazes. -the quarter-
iy dividend and then asks shareholders
{either old or new) to mail back the
money. In other words, the company is-
gues new stock. This procedure diverts
magsive amounts of eapits]l to the tax
collector and substantial sumas to under-
writers. KEvervone, however, seems o re-
main in good spirits (particularly the
underwriters).

Mora joy at A.T.&T.

Encouraged by such suceess, some
ulilities have devised a further shorteut.
Iti thls case, the company declares the
dividend, the shareholder pays the tax,
and—ypresto—more shares are issued.
No cagh changes hands, although the
IRS, spoilsport as always, peraiats in
treating the transaction aa if it had.

ATET., for example, inatituted a
dividend-reinvestment program in 1973,
This company, in fairness, must be de-
geribed as very stoekholdersminded, and
its adoption of this program, considering
the folkways ol finance, must be regard-
ed asz totally understandahble. But the
substance of the program is out of Alice
in Wonderland.

In 1976, A.T.&T. paid $2.3 billion in

cazh dividends fo about 2.9 millien own-
erg of itd common stock, Af the end of
the year, 648,000 holders (up from 601,-
000 the previous year) reinvested $432
millivn {up from $327 million) in addi-
tional shares gupplied directly by the
cOMpAny.

Juat for fun, let’s assume that alt
AT.&T. shareholders ultimately sign up
for this program. In that case, no cazh
at all would be mailed to sharehaldara—
just as when Con Ed passed a dividend.
However, each of the 2.9 million owners
would be notified thal he should pay in-
come taxes on hig ahare of the retained
earninga that had that vesr been called
a “dividend.” Assuming that “divi-
dends” totaled $2.3 hillion, as in 1976,
amd that sharehalders paid an average
tax of 30 percent on these, they would
end up, courtesy of this marvelous plan,
paying nearly $700 million to the TRRS.
Tmagine the joy of shareholders, in such
cireumstances, if the directord were then
to double the dividend,

The government will try o do It

We can expect to see more use of
disguized payoul reductions as business
atrugeles with the problem of real capi.
tul accumulation, But throttling buack
gshareholders somewhat will not ontively
aolve the problem. A combination of 7
percent inflation and 12 percent returns
will reduce the stream of corporate capi-
tal availahle to finance real growth,

And a0, a3 conventional private capi-
tul-accumulation meathods falter under
inflation, our geovernment will increas-
ingly attempt to influence capital flows
to industry, either unsuccessfilly as in
Fugland or successfully as in Japanh, The
necessary enltural and historical under.
pinning for & Japanese-gtyle enthuszias.
tic partnership of government, bugineas,
and labor seems lacking here. If we are
lucky, we will avoid following the Eng-
liah path, where all segments fight over
division of the pie rather than poeol Ltheir
energies to enlarge it.

On balance, however, it scems likely
that we will hear a great deal more a8
the yesrs unfold about underinvestment,
stagflation, and the {ailurea of the pri-
vate sector to fulfill needa, END





