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I. Introduction

A, The Purpose

The general purpose of this thesis is to make sa
comparative analysis between low priced and high priced com-
mon stocks in an attempt to discover the relative opportuni-
tles or advantages avallable to the investor of small means
as regards this type of lnvestment.

Since the small investor is limited in the amount
of money he has avalleble for investment in securities, he
is naturally attracted to those with low market prices. It
is almost universally assumed that one with limlted resourses
would rather own ten shares of a partlicular stock than one
share of another stock whose market value 1s ten times great-
er than that of each share of the former stock. The reason
for this is possibly a combination of the psychological
effect of owning ten shares rather than one, and the dream of
very rapld capltal appreclation through a socaring rise of a
low price stock.

Many financial legders are of the opinion that the
man of smaell means should place his money only in those sec~
urities which give assurance of income with the least possible
risk of cepltal, and many others belleve that the man of small
means should stay out of the stock market entirely. This
group adheres to the philosophy that the man of small means

can stand only the minimum of risk on hls capital. However,



in recent years theory has developed to the effect thet the
man of small means can find as much room for sound invest-
ment in the stock market as can the large investor. It is
further clalmed that such lnvestment would create a health-
ler condition not only in the stock market itself, but also
in the economic and politlcal position of the nation.

In this regard, Dr. Jacob O. Kamm, Director of ﬁhe
School of Commerce at Baldwin-Wallace College in Ohio, ex-
pressed the following opinion.

"Certainly, there has been too much
emphasis on the need for a minlmum of
several thousand dollars in order to in-
vest in common stocks. America has been
built on the savings of small investors.
A man with a few hundred dollars in addi-
tion to a savings account and a life in-
surance program is not exercising one of
the most democratic privilages he has if
he fails to own at least a few shares of
stock in American private industry.

The broader stock ownership becomes,
the less the menace of communism will be
a domestic problem. Colleges and univer-
sities through thelr educational train-
ing in investing are helping to broaden
the investing class and thereby helplng to
build a greater America.'#

B. Work Done By Others

Much work has been done by others concerning low
priced stocks. Most of this work, however, related to the
relative current position of certaln selected lssues and the

characteristics which should be sought in studying low priced

# 18, p.l1l3



stocks for possible investment. Frequently, many investment
advisory services and investment houses will meke available
information resulting from studles on selected low priced
stocks as regards posslble current investment. It is also
common practlce ln many textbooks on investment to include
information on certaln favorable characteristics or posi-
tlons sometimes found in particular issues in the low price
group.

Some time after work on this thesis was commenced,
the Magazine of Wali Street published in its January 27, 1951
1ssue an article by J, C. Clifford entitled "A Timely Evalua-
tion of Low Priced Stocks". 1In this article, Mr. Clifford
drew a comparison between high priced and low priced stocks
regarding thelr recent market action and relative current
position. In accomplishing this, Mr. Clifford made use of
an index of 100 selected low priced stocks and an index of
100 selected high priced stocks which are kept by the lMaga-
zine of Wall Street. This portion of the article contained
work more similar in nature to that included in this thesis
than any other that could be discovered. However, even in
Mr. Clifford's article the major thought was centered around
the current position of certzin low priced stocks and the
present investment possibllities inherent in these selected
issues under exlsting market conditions. This thesis 1s con-

cerned more directly with low priced stocks as a group and



the Investment opportunlities and advaentages of this group to
the Investor of small means in comparison with the high
priced stock group.
II. The Small Investor
A. A Definition

It is a difficult task, if not an impossible one,
to attempt to clearly and concisely define the small invest-
or or, as he 1s often referred to, the investor of small
means. No specific qualifications can be set down as rigild
1imits beyond which a small investor would automatically be-
come a large investor. The writer has variously heard and
read of the small investor being referred to as one with less
than anywhere from $10,000 to $100,000 avallable for invest-
ment.

David F. Jordan, late Professor of Finance at New
York University, had the following opinion pertaining to in-
vestors of 1limited means.

"Although investors include persons
with only a few hundred dollars as well
as others with many thousands, it 1s prob-
ably true that the individual with less
than $1,000 at his command would be well
advised to place his funds in a savings
institution rather than in securities. It
might well be argued that the individual
with less than $5,000 might follow the
same plan because it is only at the $10,000
level that the investor sapproaches the
point where he may intelligently spread his
risks of investment. Elusive as the 'aver-
age investor' may be, 1t would be more cor-
rect to assume that he 1s a man with a



fund of $50,000 or more, rather than any
smaller amount."#

The writer has not established in his own mind any
definlte boundary between the small investor and the large
investor. It might be safely concluded, however, that ref-
erence in this thesls to the small investor definitely im-
plies one with less than $50,000 available for investment
and probably more nearly impllies an investor with less than
$10,000 available for investment. Thus, it is obvious that
the writer is closer in agreement with Dr. Kamm of Baldwin-
Wallace College who adheres to the theory that satisfactory
diversification can be accomplished with only a few thousand
dollars or less rather than with the theory of the late Pro-
fessor Jordan as mentioned above.

B. Primary Financial Regquirements

l. Savings

In any discussion of primary financial requirements
which should be satisfied prior to any common stock invest-
ment, it should be constantly kept in mind that every case
is an individual one and, thereby, peculliar as to its own re-
quirements. However, any person considering common stock in-
vestment should maeke prior provision for cash savings. The
writer is of the opinion that a minimum of at least three

months income should be set aside in a savings account as a

% 7, D.235-236



cash reserve. If the individual desires to keep a greater
amount in cash, then, obvlously, he wlll hold a mach strong-
er financlal position. The actual amount held, however, will
be set by the personal requlrements and desires of the indi-
vidual. The need for a cash reserve can not be overstressed
and one who falls to give proper consideration to this item
is on the road to filnancial difficulty.
2. Insurance

Sufficlient lnsurance protection 1s another neces-
sary financial requlrement to be considered prior to common
stock investment. It is of vlital importance that one mskes
adequate provislon for those who might be dependent upon him.
The lnsurance requirement of a man with a family will natu-
rally be larger, especlially where adequate provision for
young children is to be made, than wlll the requirement of a
man with only one dependent. It is, of course, dependent up-
on the decision of the lndividual as to what type of insur-
ance best fits his particular sltuation and desires. Many
find some type of life insurance sufficlent, whereas, others
desire, in addlition, some form of annulty policy. The writer
is of the personal opinion that term lnsurance accompanied by
a self-investing plan has a declded advantage over other
types of life insurance. It 1s admitted, however, that a
great deal of determination must be exerclsed to keep up the

sccompanying self-investing plan and that without it the
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advantage 1s lost.

3. Government Bonds

It is almost universally admitted in financial cir-
cles that any well-diversified portfollo of necessity in-
cludes some bonds, especially government bonds. It is diffi-
cult for the small investor to include a sufficient number of
corporate bonds in his portfolio to provide proper diversifi-
cation among the bonds. However, the writer adheres to the
opinion that U. S. Government bonds can stand alone in any
portfolio. The small investor would probably be most inter-
ested in Series E bonds, which yleld 2.9% over the ten vear
period.

The amount of U. S. Government bonds the small in-
vestor should hold is dependent upon the amount of money he
has avallable for investment and the amount of cash savings
reserve he has set aslde. It is sdvisable, however, thsat
even the investor of most limited means hold some U. S. Gov~-
ernment bonds in his portfolio.

4, Real Estate

It 1s argued by many financial writers that even
the smallest investor should own real estate in the form of
a home before considering investment in common stocks. The
writer believes, however, that this decision should be left
to the individual investor. Although 1t 1s desirable for the

small investor to own his home, reasons advanced in favor of
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this position do not seem to justify 1t as belng a necessity.
On the other hand, every small investdr, allowing for cértain
exceptions, should have some established plan along this line.

C. Investment Knowledge Required

l. General Condltions

The smsll investor should meke every effort to gain
whatever knowledge he can of general business conditions and
of economic factors which might affect the stock market, a
particular industry or a particular company. It 1s not ex-
5pected that the small investor make these subjects a full
time study, but he should be willing to devote as much study
as possible to a security previous to its selection for his
portfolio, and keep a watchful eye on all the securities he
owns or 1s interested in. This involves constant alertness
on the part of the small investor to current busliness and

economic conditions.

2. Factors To Be Considered

There are a number of factors that should be taken
into consideration by any investor when contemplating invest-
ment in securities, and that warrant continued attentlon, should
such investment be undertaken. Probably basic among these fac-
tors is the business cycle. The present phase of the busi-
ness cycle along with 1ts indicated trend 1s always an im-
portant element of control in the action of security markets.

"Business barometers" are considered = means of
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measuring business actlvity and its direction. There are
many "business barometers" available for those who might be
interested in them, and thelr meanings may be self-explanatory
or extremely complex. These "barometers" include such items
as bank clearings and debits, commodity prices, crop condi-
tions, gross national product, national income and the cost
of living index. It 1s advisable that the small investor
follow a few of these "barometers” which he feels would be of
the utmost lmportance to his type of investment.

' The condition of the stock market 1tself is snother
factor impdrtant to any investor. Such condition of the mar-
ket may be divided into its fundesmental position and its
technical position. The fundamental positibn of the stock
market 1s dependent upon the wverall current economic situa-
tion. On the other hand, the technical position of the stock
market 1s dependent upon the action of stocks on the market
itself.

There are many other miscellaneous factors which
also deserve consideration. Among those which probably
should be mentioned 1s the effect of the stock market on bus-
iness. Although it is known that the stock market reacts to
the condition and activity of business, 1t should be realiz-
ed by all investors that business might react to the condition
and activity of the stock market. Another relatively import-

ant factor to be considered is taxation. The effect of this




item on business profits is obvious from World War II exper-
lence. Strikes and political actlon also bear watching by
the lnvestor.

In summary, the investor must be aware of things,
and have the capaclty to give some kind of interpretation to
them. |

III. Low Price Vs, High Price Stocks

A. (@eneral Discussion

Assuming that the smsall investor has taken into
account the necessary primary financlal requirements pre-
viously discussed, he is then faced with the problem of
selecting securities for investment. It 1s not the purpose
of this thesls to advise the small investor as to the selec-
tion of any particular security. However, it is the writer's
desire to bring to the attention of the small investor the
relatively advantageous position he might, or might not,
attain through investment in low price common stocks.

Such a theory is in sharp contrast with the more
common one advanced by most financial men. The first and
foremost point of conslderation, according to the more common
theory, 1s the safety of the investment, for the small in-
vestor can ill-afford to taeke the chance of having his in-
vestment wiped out. It is further thought that although any
investment is the purchase of a risk, the small investor must

be certain that his risk is not too great, for he must

13



be assured the best possible protection of his limited life
savings.

The theory adhered to by the writer is that assum-
ing the small investor has the necessary primary financisl

requirements, le., bank savings, insurance, govermment bonds

and possibly home ownership, in an amount sufficlient to cover

his needs, then any interest he might have in common stocks
is to "make money " either through a high dividend return or
capital appreciation. It 1s agreed that the small investor
should keep in mind the relative safety of his lnvestment,
however, he should be willing to accept a slightly greater .
degree.of risk in order to recelve a return on his money
which would substantiate his slightest interest in common
stock investment.

As previously mentioned, each indlvidual case 1is
peculiar as to its own requirements. Older people must con-
sider the day when thelr earning cépacity diminishes or
ceases entirely, but such should be reflected in their prim-
ary financial requirements. Younger people who wish thelr
money to "make money", and choose common stocks as the means,
should be willing to accept the greater risk, and look for
high yleld and capital apprecliation. Otherwise, the time
involved for properly handling common stock Investment would
not be worthwhile, and it would be wiser to accept the 2.9%
vield on Seriles E bonds, and use the time saved to a better

14



advantage. It must be remembered that even in the low price
group some securities offer much safety, and also, that many
stocks which have a low market value are actually relatively
high-priced shares. Such considerations as these, however,
are more‘directly involved with the cholce of particular se-
curities rather than the selection of the group from which
the securities should be chosene.

B. Method of Comparison

A Discussion of the method involved in comparing the
low price stocks with the high price stocks was left until
now so that 1t would be fresh in the reader's mind while the
comparison 1s belng discussed. In any discussion of statis-
tical measurement the resultant figures might lose their
meaning entirely unless the method of arrliving at such fig-
ures 1s constantly kept in mind.

As a means of evolving the comparison desired here,
a sample of twenty low price stocks, and one of twenty high
price stocks were chosen. Immediately the question might be
asked, "What is considered a low price stock, and what 1s con-
sidered a high price stock?" There is no official dividing
line between the two groups, however, for purpose of compar-
ison, an arbitrary line had to be chosen. A great many people
consider a low price stock as one selllng below twenty dol-
larse On the other hand, the writer knows of an investment

advisory group which claims to specialize in low price stocks,
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and considers such stocks as those selling below fifty dol-
lars. The writer, for the purpose of comparison in this
theslis, has considered a low price stock as one whose price
is below thirty dollars.

In choosing the twenty stocks to make up the low
price group sample,_the writer attempted to be as unbiased
as possible. The only requirement limiting thelr selection
was that the market prlice of such stocks be below thirty dol-
lars on January 2, 1940, and on December 31, 1949, This rmle
was set up in order to prevent the blased choice of stocks
which were low price stocks on January 2, 1940, but which
the writer knew were selling at a much higher pfice on Dec-
ember 31, 1949. In order to accomplish this, an arbitrary
1ist of stocks selling below thirty dollars on the former

date was drawn up, and then those which were found to be sell-

ing above thirty dollars on the latter date were dlscarded.
Since the writer had no knowledge as to whether any stock
split-ups may have been made, among the wvarlous lssues, in
the interval between the two selected dates, such was not
taken into consideration in the drawing up of the respective
lists.

The 1list of’sﬁocks_composing the high price group
was selected»in the same manner as that described above for
the low price group, with the exceptlion that the market price

on the respective dates had to be above thirty dollars.
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However, in choosing the stocks for the high price group, the
writer did make some attempt to select those stocks which he
thought would adequately represent a high type of investment
In common stocks. Such was attempted, so that a fair compar-
ison might be made between common stocks of the type most
financlal writers belleve appropriate for the small investor,
and common stocks of the low price group.

Other than the inclusion of one utility company and
two railroad companies in each group, no attempt was made to
include an equal number of companles from each Industry rep-
resented in the samples. An attempt was made, however, to
represent a wide variety of Industries in each group. It was
felt that this would make the samples more representative of
high price and low price stocks. The resultant 1lists of low
price and high price stocks, along with their market prices,
are shown in Table I and II respectively.

After the stocks in each group had been selected,
it was assumed that ten shares of each 1ssue were purchased.
The assumed purchase of one share of each stock, rather than
ten shares, would have served the same purpose, however, it
was thought that ten shares of each stock would glve a more
realistic atmosphere to the comparison. The date of purchase
of the shares was assumed to be January 2, 1940, and the com-

parison of the two groups was made from that date to December

31, 1949.



Table I

Market Prices of Low Price Group

Mkt. Price Stk. Splits & Mkt. Price

Company 1/2/40 Stk. Dividends 12/31/49
Amer. Locomotive 22 -- 15 5/8
Armour & Co. 5 3/4 -- 7 /8
Bath Iron Works 12 3/4 - 14 5/8
Budd Co. 5 5/8 - 12 7/8
Bullard Co. 22 1/2 - 18 1/4
Com. Solvents 14 5/8 -- 20 1/4
Electric Boat 16 3/4 * 17
Florsheim Shoe 24 - 14 5/8
General Baking 7 1/2 .- 10 3/4
General Bronze 3 - 14
Gimbel Bros. 8 3/4 3-2, 4-3 15 3/8
G. M. & O. RR 31/2 -- 13 1/4
Inter. Tel. & Tel. 4 -- 9 1/4
Learner Stores 27 1/4 3-1 22 3/4
Nash Kelvinator 6 7/8 -- 17
Nat. Dist. Prod. 24 1/2 3-1 22 3/4
Penn. RR 24 1/8 -- 17
Re Co Ao | 5 5/8 - 12 1/2
St. Regils Paper 3 1/4 -- 8 1/8
Socony-Vacuum 0il 12 3/8 2% 16 1/2

# 25% stock dividend of $2 cumulative convertible preferred.
Market price on 12/31/49 was 34 3/4.



Table II

Market Prices of High Price Group

Mkt. Price Stk. Splits & Mkt. Price

Company _1/2/40 Stk. Dividends 12/31/49
American Can 113 1/2 -- 106
Amer. Tel. & Tel. 170 7/8 -- 146 3/8
Armstrong Cork 38 5/8 - 50 1/2
Chrysler 89 1/2 2-1 67 1/4
Dow Chemical 141 4-1, 2 1/2% 54 7/8
duPont de Nemours 182 4-1 61 3/4
Eastmen Kodak 166 5-1, 5% - 46 1/2
General Electric 40 5/8 -~ 42 1/8
General Mills 91 S=1 56
General Motors 54 7/8 -- 7L 3/4
Monsanto Chemical 107 1/2 3-1 56
Norf. & West. Ry. 214 4-1 49 1/2
Pitt. Plate Glass 100 4-1 37
Proctor & Gamble 65 1/2 -- 85
Sears, Roebuck 85 1/4 4-1 44
Stand. 0il (N.J.) 44 2 1/2%, 2% 66 3/4
United Fruit 85 3-1 55 1/4
United Shoe Mach. 82 1/2 -~ 45
Union Carbide 86 3/4 3-1 44 1/4

Union Pacific RR 94 2-1 83 1/4
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It is admitted that the ten year period selected
was one of rapid growth and rising market prices, but such
affected both groups, and should not rule out the selection.
Also, slnce reports on all the various companiles were not
avallable for the full year 1950 at the time this part of
the work was being compiled, December 31, 1949 was chosen
as the final date,

The next step was to compute the cost of the shares
purchased in each company, and find the total cost of all the
shares in each group. It should be mentioned at this point
thnt no broker commissions were taken into consideration in
this comparison éf the two common stock groups. Although it
1s admitted that the broker commission is a factor to be con-
sidered by all investors, the writer feit that its inclusion
here would merely serve to complicate thé‘question being
considered.

After the total purchase cost of ten shares of the
stock of each company in the low price and high price group
wos computed, the market value of the shares on December 31,
1049 had to be found for esch group. This involved reference
to the records of each company in thé two groups in order to
determine Whethervany stock split-ups or stock dividends had
been made during the ten year period. If any stock split-ups
had been made, the resultant number of shares was computed.

Where stock dividend payments were made, whole shares were
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Table III

Cost and Final Value of Stocks in Low Price Group

(Baged on Purchase of 10 Shares)

Cost (%) Resultant Value (%)
Company 1/2/40 No. of Shares 12/31/49
Amer, Locomotive 220,00 10 v 156,25
Armour & Co. 57.50 10 78.25
Bath Iron Works 127 .50 10 146,25
Budd Co. 56425 10 128.75
Bullard Co. 225,00 10 182.50
Come. Solvents 146.25 10 202,50
Electric Boat 167.50 10 170.00
Florsheim Shoe 240,00 10 146425
General Baking 754,00 10 107.50
General Bronze 30,00 10 140.00
Gimbel Bros. 87 « 50 20 307 « 50
GQI‘&.EC Oo R.R 55.00 3.0 152.50
Inter. Tel. & Tel. 40,00 10 192,00
Lerner Stores 272450 30 682450
Nash Kelvinator 68,75 10 176.25
Nat. Dist. Prod. 245,00 ' 30 682.50
Penn. BR 241,25 10 170.00
Re Co Ao 56.25 10 125,00
St. Regls Paper 32450 10 80,00
Socony=-Vacuum Oil 123.75 10 165,00
Total 2,547,.50 250 4,070,00
Ave. Cost / Share 312,74

Ave. Final Value / Share (250 shs.) $16.24

Percentage Increase in Total Value 59.7%



Table IV

Cost and Final Vslue of Stocks in High Price Group

(Based on Purchase of 10 Shares)

Comganx

Americen Can
Amer. Tel. & Tel.
Armstrong Cork
Chrysler

Dow Chemical
duPont de Nemours
Eastman Kodak
General Electric
General Mills
General Motors
Monsanto Chemical
Norf. % West. Ry.
Pitt. Plate Glass
Proctor & Gamble
Sears, Roebuck
Stand. 011 (N.J.)
United Frult

United Shoe Mach. '

Union Carbide
Union Paciflc RE

Total

Ave. Cost / Share
Ave. Final Value / Share (493 shs.)

Percentage Increase in Total Value

Cost ($) Resultant Value
1/2/40 No. of Shares 12/31/49
1,135.00 10 1,060.00
1,708.75 10 1,463.75
386.25 10 505,00
895.00 20 1,353.00
1,410.00 41 2,249.88
1,820.00 40 2,470.00
1,660.00 52 2,418.00
406,25 10 420,00
910.00 30 1,657.50
548.75 10 717.50
1,075.00 30 1,680.00
2,140.00 40 1,940.00
1,000.00 40 1,480.00
655.00 10 850.00
852.50 40 1,760.00
440,00 . 10 667 .50
850.00 30 1,657.00
825.00 10 450,00
.867.50 30 1,327.50
940,00 _20 1,665.00
20,525.00 493 27,793.13

$102.63

$88.,37
35.4%

22
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considered tp be held along with the original shares to Dec-
ember 31, 1949. However, in the case of resultant script,
i1t was figured at 1ts market value on December 31, 1949 and
added to cash dividends recelved during the ten year period.

From the records of the various companles, cash
dividends were computed on all shares held as of the time the
payments were made. These payments were then totaled for the
ten yesr period, together with any script held as mentioned
above, and a grand total was taken for each group.

A special explanation should probably be made at
this point regarding the handling of the preferred stock
.dividend peld on HElectric Boat Company common stock. On
July 10, 1946 a 25% stock dividend was pald on the common
shares in the form of Electric Boat Company $2 cumulative
convertible preferred stock. For the purpose of uniformity,
it was assumed, a3 in the case'of script, that the resultasnt
preferred shares were held until December 31, 1949. At this
date, the ﬁreferred was assumed to have been sold at the
prevailing market price, and the resultant sum was added to
}the dividends recelved on the whole shares of preferred dur-
ing the period held. This total was in turn added to the
cash dividends received on the common stock over the ten
year perlod.

Dividend yields were computed as an aversge annual

per share yield for the ten year period based upon the



purchase price. It 1s appropriate at this point to clarify
the above statement for it is not as simple as it might at
first appear. Vhen the writer says, "annual average per
share yield", he has in mind the original shares purchased
on January 2, 1940. If the original ten shares purchased
have later increased to thirty shares, through a stock split-
up, and dividends over part of the period have been collected
on thirty ghares, such dividends were still considered to
have been pald on thé original ten shares. In other words,
the writer interpreted that although the number of shares
actually increased three-fold, the total amount of dividends
received over the period was a return on the original capitsal
invested. For this reason, it 1s stated that the yleld is
"based on the purchase price®. Thus, the yields stated in
this comparison are applicable only to the particular stock
when purchased on January 2, 1940 and held to December 31,
1949, The average yleld for each group was also computed.

The percentage increase in the value of the shares
(percentage of capital appreciation) was computed for all
the various companies. This percentage was also computed for
each of the two groups.

The resultant computations are shown in Tables I,
11, 111, 1v, vV and VI.

After the results of the comparison described above

have been discussed, the writer will briefly analyse the
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Table V

Income, Yield and Appreciatlon

of Stocks in Low Price Group

. Total Income Ave. Annual % Capital
Company Received ($) _Yield (%) Appreciation
Amer. Locomotive 8l1l.50 STl ~3446
Armour & Coe. 9.00 1.57 3661
Bath Iron vorks 232,50 18.23 14.6
Budd Co. 15.00 376 128,.8
Bullard Co. 152.50 6478 -18,9
Com. Solvents 20,00 6412 38.5
Electric Boat 221.88 13.25 1.5
Florsheim Shoe 121.23 5.04 =-39,1
General Baking 66.50 8,87 4343
General Bronze 58.00 19,33 36647
Gimbel Bros. 146,50 16,75 397.5
GeMe&0. RR 10,00 2.86 27845
Inter. Tel. & Tel. Nil Nil 144.3
Lerner Stores 310,00 11.38 150.0
Nash Kelvinator 75425 10,94 156,4
Nat. Dist. Prod, 442,50 18,05 178.6
Penn. RR 172450 7.16 -29,6
Ro Ca Ao 24.00 4.27 12202
St. Regls Paper 16,50 5,08 146.2
Socony=Vacuum 01l 75480 6412 30.0
Total 2,341.16
Average Yield 9.2%

Total increased

plus dividends) in percent equaled 151.72

value of investment (appreciation
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Income, Yleld and Appreciation

Table VI

of Stocks 1in High Price Group

Company

American Can
Amer, Tel. & Tel.
Armstrong Cork
Chrysler

Dow Chemlcal
duPont de Nemours
Eastman Kodak
General Electric
General Mills
General Motors
Monsanto Chemical
Norf.&Vest.Ry.
Pitt. Plate Glass
Proctor & Gamble
Sears, Roebuck
Stand. 011 (N.J.)
United Fruit
United Shoe Mach.
Union Carbilde
Union Pacific RR

Total

Average Yield

Total Income Ave. Annual % Capital
Recelived ($) Yield (%) Appreciation

305400 2469 =666
900,00 526 14,3
203,50 527 30.7
460,00 5.14 51,2
350400 2.48 59,6
71350 393 3567
690,75 44,16 45,6
15900 392 Sed
498,80 5.49 82.2
352450 6443 3067
36500 3439 56¢3

1,325.00 6619 =D ed
513,50 513 48,0
310.00 4,74 29.8
575.00 6477 106,.7
293.24 6465 51l.7
587,50 6,90 94,9
238,75 4,12 =-45e4
35050 4,03 53.1°
730,00 777 T7.1

10,323.54

5.0%

Total increased value of investment (appreciation

plus dividends) in percent equaled 85.8%

<6
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December 31, 1949 capltal position of the three best perform-
ers In each of the two groups. The price performance of
these slx companlies from 1944 to the present will then be
described and compared.

C. Discussion of Results

The market prices o the stocks included in the low
price group on January 2, 1940 ranged from a low of 3 to a
high of 27%. The group had an average market price on this
date of $12.74 per share. Thus, the total purchase cost of
ten shares of common stock of each of the twenty companies in
the low price group was $2,547.50. Stock split-ups and
stock diyidends were lnfrequent among the compénies in this
group, end only in the case of three companlies was the re-
sultant number of shares on Deéember 31, 1949 greater than
the original number purchased. However, the total value of
the number of shares held in the low price group on December
31, 1949 wes 34,070.00. This amounted to a capitsel appre-
ciation over the ten year period, on the original investment,
of $1,522.50 or 59.7%. The percentége change in the value
of the shares over the period for the varlous companies in-
cluded ranged from -39.1% to 397.5%. Of the twenty compan-
ies in the iow price group, the shares of sixteen companies
appreciated in value, and the shares of four companies de-
preciated in value. Dividends were pald, at some time dur-

ing the perlod, by all companies, with the exception of



International Telephone and Telegraph. Of those companies
paying dividends, the dollar amounts for the ten year period
on the number of shares held ranged from a low of $9.00 to a
high of $442.50. In the low price group, the average annusal
yield per share, over the ten year period, based on the orig-
inal purchase price was 9.2%. The total dollar amount of
such dividends for the group amounted to $2,343.16. There-
fore, assuming such divlidends to have been held untll Decem-
ber 31, 1949, and consldering the market value of the shares
held on that date, the total value of the original investment
has increased to $6,413.16. The increase in value over the
original investment amounted to a percentage lncrease of
151.7%.

The compenies in the low price group whose shares
showed the highest percentage of capltal apprecliation were:
Gimbel Brothers; General Bronze; Gulf, Mobile and Ohio Rall-
road; end National Distlllers Products. These companies are
shown with thélir percentage figures, along with a simllar
group from the high price stocks, in Table VII.

Those companies in which the value of their shares
depreciated over the period were: Florsheim Shoe, American
Locomotive, Pennsylvania Rallroad, and The Bullard Compeny.
These companies are shown, slong with thelr percentage fig-
ures, in Table VIII.

The companies which showed the hlghest average

28



Table VII

Stocks Showing the Largest

Percent of Capltal Appreclation

% Capital
Company Rank Appreciation

Low Price Group:

Gimbel Brothers 1 - 366467

General Bronze 2 366,47

Gulf, Mobile & Ohio RR 3 278,.,5

Nat, Distillers Prod. 4 178,86
High Price Group:

Sears, Roebuck 1 106.7

United Frult 2 94,9

General Milis 3 822

Union Pacific RR 4 T7e1



Table VIII

Stocka Showing the Largest

Percent of Capital Depreclation

Company
Low Price Group:

Florshelm Shoe
Amer. Locomotive
Pennsylvania RR
Bullard Co.

High Price Group:

United Shoe Mach,
American Tel. & Tel.
Norfolk & Western RR
American Can

Rank

20
19
18

20
19

17

% Capital
Depreciation

-39.1
-34.6
"‘2906
=1849

"4504
"'14:05
"903
-606
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annual yield for the low price and high price groups are
listed in Table IX along with thelir respective ylelds. In
the low price group, these companles were: General Bronze,
Bath Iron Works, National Distillers Products, Gimbel Broth-
ers, and Electric Boat Company.

The January 2, 1940 market prices of the stocks
included in the high price group ranged from a low of 38 5/8
on Armstrong Cork to a high of 214 on Norfolk and Western
Railway. The group had an average market price on this date
of $102.62% per share. Thus, the total purchase cost of ten
shares of common stock of each of the twenty companies includ-
ed in the high price group was $20,525,00., Stock split-ups
and stock dividends were much more frequent in this group
than in the low price group, and in twelve companies the re-
sultant number of shares on December 31, 1949 was greater
than the original number purchased. %The total value of the
number of shares held in the high price group on December 31,
1949 was $27,793.13. This only amounted to a capital appre-
ciation over the tén year period, on the original investment,
of $7,268.13 or 35.4%. Just as in the case of the low price
group, the shares of sixteen of the twenty companles apprec-
iated in value, and the shares of four companies deprecisted
in value, This 1s a startling result, in that, if high price
stocks provide better protection for invested capltal than do

low price stocks, as i1s normally considered to be true, then

31



Table IX

Stocks Showlng the Highest

Average Annual Yield

Ave. Annual
Company Rank Yield (%)
Low Price Group:
General Bronze 1 19.33
Bath Iron Works 2 18.23
Nat. Distillers Prod. 3 18.05
Gimbel Brothers 4 16.75
Electric Boat Co. 5 13.25
High Price Group:
Union Pacific RR 1 7.77 .
United Frult Co. 2 8,90
Sears, Roebuck 3 6,77
Standard 0il (N.J.) 4 B.65
General Motors 5 6.43
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one would rightfully expect a better result from them on
this score than was actually shown.

In the high price group, all companies psid some
dividends during the ten year perlod, and 1t must be admitt-
ed that the average of the group was much steadler in this
respect than was the average of the low price group. The
dollar amount of dividends paid by the high price group over
the period on the shares held ranged from a low of $159.00
on General Electric to a high of $1,325.00 on Norfolk and
Western Railway. However, in the high price group, the aver-
age annual yleld per share, over the ten year period, based on
the original purchase price was only 5.0%. This compares to
9.,2% for the low price group as mentioned sbove. The total
dollar amount of dividends for the high price group was $10,-
323.54. Assuming such dividends to have been held until Dec-
ember 31, 1949, as was with the other group, and considering
the market wvalue of the shares held on that date, the total
value of the original investment has increased to $38,116.67.
The increase in value of the high price stocks over the orig-
inal investment amounts to a percentage increase of 85.8%.
This compares to 151.7% for the low price group as mentioned
previously.

The companies in the high price group whose shares
showed the highest percentage of capital appreciation were:

Sears, Roebuck; United Frult; General Mills; and Union



Pacific Rallroad. These are shown along with those of the
low price group in Table VII,

Those companies in which the value of their shares
depreclated during the perliod were: Unlted Shoe Machinery,
American Telephone and Telegraph, Norfolk and Western Railway,
and American Can. These are shown with a like group of the
low price stocks in Table VIII.

The companies in each of the two samples which show-
ed the highest average annual yleld are shown 1in Table IX as
pointed out previously. In the high price group, these com-
panles were: Union Pacific Rallroad; United Fruit; Sears, Roe-
buck; General Motors; and Norfolk and Western Railway.

Three of the four companies in both the low price
and high price groups, who had the highest percentage of cap-
ital appreciation in their respective groups, were also among
the five companies of each group having the highest average
annual yileld. Thlis belng the case, the writer thought it
would be interesting as well as revealing to go a little
deeper into the comparison of these six companies. Thus,
certain statistics on these companies as of December 31, 1949
are shown in Table X, and thelr capital poslitions as of that
date are shown in Table XI.

In Table X, it is obvious that although the earn-
ings per share of the high price stocks for 1949 are much

higher than those of the low price stocks, the price-earnings
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Table X

Price, Earnings and Dividend Statistics

of Group Leaders -- December 31, 1949

Market
Price Earn./Sh. P/E Div./Sh. Yield
Company 12/31/49 1949($) Ratio 1949 ($) (%)

High Price Group:
Sears, Roebuck 44 4.58 9.6 2.25 5.12
United Fruit 55 1/4 6.25 8.8 4,00 7.24
Union Pacific RR 83 1/4 10.26 8.1 6,00 7.21
Low Price Group:
General Bronze 14 3,03 4,6 1.00 7.14
Gimbel Bros. 15 3/8 4,16 3.6 1.25 6.83
Nat. Dist. Prod. 22 3/4 3,03 73 2,00 8.82
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ratios of the low price stocks are mich lower., A low price-
earnings ratlo is an important factor to be consideréd in

the purchase of common stocks, and in this case the low price
1ssues have the advantage, It wlll also be noted that al-
though the high price stocks pald out a larger dollar amount
in dividends in 1949, the low price stocks showed the great-
er yleld., Yield, of course, is of obvious importance in
considering any investmente.

In referring to Table XI, it should be noted immed-
jately that the relative slze of the companles varies great-
ly, and that the high price shares represent on the average
much larger companies. Even within the two groups, this dif-
ference in slze wlll be noted, as may be shown by their asset
value. For example, in the low price group, General Bronze
has an asset value of $8.4 million, while National Distillers
Products has an asset value of $235.7 mlllion. In the high
price group, Union Pacific has an asset value of $1,177.1 mil-
lion, while United Fruit has an asset value of $337.4 million.

The net current assets of the six companles also
vary greatly, as db the respective cash positions, as shown
in the same table. However, although the cash position of
the high price group is much stronger than that of the low
price group, the ratio of current assets to current 1liabili-
tles strongly favors the low prlce group. It should be real-

ized, of course, that some of the companles, particularly



Table XI

Capltal Position of Group Leaders

December 31, 1949

Net
Cur. Cur., Cur. Cash& Cure. Agsset

Company Assets# Llab.,# Assets# Gov.¥* Ratio Value¥
High Price Group:
Sears, Roebuck 605¢3 193.7 411e5 190.8 3,16 80845
United Frult 97 .4 533 44,0 7763 183 337 .4
Union Pacific 181.1 85,1 96,0 1052 2413 1,177.1
Low Price Group:
General Bronze 5.7 2.8 28 l.l 2.04 8.4
Gimbel Bros. 82.8 26,4 5645 13.7 3.14 139,0
Nat. Dist. Prod. 184,8 305 15443 18,4 6.06 235467

% Millions of dollars



Table XII

Net Current Assets Per Share

of Group Leaders -- December 31, 1949

-Company
High Price Group:

Sears, Roebuck

United Fruit

Union Pacific RR
Group Average

Low Prlce Group:

General Bronze

Gimbel Bros.

Nat, Dist. Prod.
Group Average

Net Cur. Shares
Assets Outstanding N.C.A, Per
($ Mil.) (Millions) Share (%)
411.5 23,647 17.40
44,0 8,775 5,00
96,0 4,446 21,60
183.8 14,70
2.8 238 11.80
56.5 1,955 28490
154.3 7,978 19,30
1.2 «00
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Sears Roebuck, National Distlillers Products and Gimbel Broth-
ers, necessarily carry large inventories, which are natursally
shown 1in current assets. This item should, therefore, be
constantly watoched by investors under our everchanging econ-
omic conditions. ‘

The net current assets of the leaders of the high
price group average $183.8 million compared to an'average of
only $71.2 million for the leaders of the low price group, as
shown in Table XII. An interesting result develops, howeven
when these figures are placed on a per share basis. The net
current assets per share of the leaders of the low price
group average $20.00, whereas those of the high price group
average only $14.70. Therefore, when one considers the num-
ber of shares involved, net current assets, as well as many
other items, often show an entirely different picture, as is
true of those above.

It would be of little value to compare the long-
term debt of the leaders of the two groups, for the large
debt of Union Pacific, which is common in the railroad indus-
try, would greatly distort any comparison. Nevertheless, the
debt of a company is extremely important in the analysis of
its securities.

In Table XIII, price ranges for the sii cb@panies
are given from 1944 to 1951. Also shown in this table are

the closing market prices for the six companies on March 22,



Table XIII

Price History of Group Leaders

(Adjusted for stock splits.)

Company

Low Price Group:

General Bronze
Gimbel Bros.
Nat, Dist. Prod,

High Price Group:
Sears, Roebuck

United Fruit
Union Pacifilec
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Market
Price 1950-51 1949 1944-48
3/22/51 Range Range Range
18 28-13 15-9 28-7
20 25=-14 17-12 44-5
27 29-20 23-17 32=10
56 58-40 44-34 50-21
70 74-50 56-44 60~-18
100 109-81 89-73 96-47



1951, The writer thought it would be of interest to show
what would happen 1f all six issues again advanced to their
1981 high, or 1f they again declined to their 1949 low. This
was accomplished through the use of material on Table XIIT,
which partially supplied the information for Teble XIV. As
shown in Table XIV, an assumed advance to their 1951 high
would cause an increase in per share value in the low price
.shares of 7.4%, 25.0% and 38.9%, which is an average increase
of 23.8%. Among the high price shares the advance would re-
sult in an increase of 3.6%, 5.7% and 9.0%, or an average in-
crease of only 6.1%. The assumed decline would cause a
decrease in value of the low price shares of 37.0%, 40.0%,
and 50.0%, or an average decline of 42.3%., The same assump-
tion would decrease the value of the high price shares by
27.0%, 37.2% and 39.3%, or an average decrease of 31.2%.
Thus, while the low price shares would advance 23.8%, or
almost four times the advance of the high price shares, their
decline would be 42.3%, or only one-third greater than that
of the high price shares. Therefore, the leading performers
representing the low price group definitely hold a more
favorable position over the leading performers representing
the high price group as tested by this method.

It is apparant to the writer that the above test,
inserted as another mesns of comparing the relative perfor-

mance and current position of the leaders in each group,
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Table XIV

Assumed Advance to 1951 High or Decline

to 1949 Low from March 22, 1951 Price

Market
Price To 1951 High To 1949 Low
Company 3/22/51 Points Percent Points Percent

Low Price Group:
General Bronze 18 7 38.9 9 50,0
Gimbel Bros. 20 5 25.0 8 40,0
Nat. Dist., Prod. 27 2 7.4 10 370
" Group Average 23.8 32,3

High Price Group:
Sears, Roebuck 56 2 3.6 22 39.3
Unlted Fruit 70 4 5.7 26 3.2
Union Pacifle 100 9 9.0 27 27.0
Group Average 6.1 31l.2
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might be assumed to apply to the groups as a whole. 8ince
this might lead to the criticism that the samples would not
necessarily portray the resultant market action of the,

the entire twenty stocks of each group were tested by the

same method. The resultant figures are shown in Table XV.

The prices of the individual stocks in each group are not
shown, however, the total values from which the average prices
were obtained are recorded for both groups.

It will be noted in Table XV that the results for
the entire groups are very simllar to the results for the
leaders of each group which were shown previously. The assum-
ed advance of the shares 1n the low price group to their res-
pective 1951 high would result in an increase in average per
share value of 16.8% compared to 4.5% for the high price
group. The assumed decline would result in a decrease in
average per share value of the low price group of 43.,2% as
arainst 33.1% for the high price group. Thus, as in the case
of the leaders of the two groups, the low price group's ad-
vance would be approximately four times as great as that
of the high price group in the assumed market rise, whereas,
1ts decrease in value would be approximately only one-~third
greater than that of the high price group in the assumed de-
cline. Thus, it would appear that the low price group has a
decided advantage over the high price group when considering

the proportional price movements in a rising or fa lling market.



Table XV

Assumed Advance or Decline of All Stocks

in Each Sample and Current Yield

Market
Price 1951
Sample 3/22/51 High
Low Price Group:
Total of 20 Stocks '+ 393 459
Average 19,65 22.95
High Price Group:
Total of 20 Stocks 1458 1524
Average 7249 76.2
Results

Low Price Group:

Percent increase to 1951 High
Percent decrease to 1949 Low
Yield based on 1950 dividend

High Price Group:

Percent increase to 1951 Hlgh
Percent decrease to 1949 Low
Yield based on 1950 dividend

1949 1950
Low Dive($)
223 30480
11.15 1.54
975 99.33
48,75 4,97
16.8%
43.8%
7.84%
4.5%
33.1%
6.82%

44
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D. Affirmative Considerations

l. Average Annusl Yield

As stated previously, it is the theory of the writ-
er that any small investor who has the necessary primary fi-
nancial requirements i1s interested in common stocks only to
"make money", either through a high dividend return or cap-
1tal appreclation. Although it is agreed that he should keep
in mind the relative safety of his investment, the writer be-
lieves that the small Ilnvestor should be willing to accept a
slightly greater degree of risk in order to receive a return
on his money which would substantiate his slightest interest
in common stock investment.

As an example, let us suppose that a small investor,
who has sufficlently provided for the necessary primary fi-
nancial requirements pecullar to his individual situation,
has $5,000 available for investment. Using the statistics
which resulted from the previous comparison of high price and
low price stocks, let us assume that he invested'the money,
and at the end of the year the stock prices returned to their
original points. Thus, the only factor involved will'be the
income received on the stocks during the year.

Investment in the high price stocks at the 5.0%
average annual yield would result in a sum (stock value plus
income) of $5,250 at the end of the year. In the case of the

low price stocks, the resultant sum would be $5,460 from a
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9.2% yield, If he invested in Series E bonds, the resultant
sum, using the ten year average yleld of 2.9%, would be
$5,145. Thus, by investing in the high price stocks, the
investor would gain $105 over a like investment in Series E
bonds. If the investment had been made in low price stocks,
the investor would gain $315 over a like investment in Series
E bonds.

In the opinion of the writer, it 1s very question-
able whether the $105 is adequate compensation for having giv-
en up the quality and safety inherent in Serles E bonds for
common stock investment. The investor would possibly be much
wiser to conflne all hls investing to Series E bonds. On the
other hand, 1f the income over and above that receivéd on Ser-
ies E bond investment 1s three times greater than that men-
tioned above, or $315, as in the case of the galn by invest-
ment in the low price stocks, then the lnvestor might be
justified in showlng an interest in common stocks. It is rec-
ognized that this difference in compensation results from a
difference in the estimated risk involved in the two groups
of common stocks, however, the writer belleves that the smalll
investor should accept the s8lightly greater risk involved.

The largest degree of risk is involved in the small investor's
decision to undertake any form of common stock investment,
even in shares of the very highest quallty, therefore, such

a decision should be Justified by adequate compensatlion.
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It should be clearly understood that although com-
parison here has been made with twenty particular low price
comon stocks, the writer does not wish to imply that any of
these lssues are necessarlly belng suggested as stocks for
investment. They were chosen at random merely for the purpose
of comparison as a group. The writer does believe, however,
that there are a great many stocks in the low. price field
which are suitable for investment on the part of'the small
1nvéstor. It is not the purpose of this work to select such
stocks, for that 1s a decision to be made by the individual
investor based upon his own knowledge, experience and judge-
ment. |

2. Price Appreciatlon and Depreciation

Another factor to be taken into consideration con-
cerns the relative effect on high price orllow price stocks
of price appreciation or depreciation in a rising or falling
market. The result of the test previously appllied to select-
ed stocks from each of the two groups, and that of each group
as a whole, showed that an assumed rise to a particular mar-
ket level had four times the effect on the stocks from the
low price sample, whereas,.a similarly‘assumed decline had

only a one-third greater effect on the same stocks. It is

obvious that a varying degree of effect would result upon the
selection of various stocks under variously assumed market

levels. However, it is important to conslder that although
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low price stocks rise faster in a rising market, and fall
faster in a falling market, than do high price stocks, the
relative degree of rise and fall as between the two groups
favors the low price stocks, as shown by this comparison.

One might argue that such a statement may not al-
ways hold true, as might be shown by a comparison of stock
prices between 1929 and 1932, or some such similar period,
By assuming that such might be the case, it would become
necessary for reasons of safety to limit the above cdnsidera-
tion to what might be termed normal market fluctuations as
differentiated from such as the market crash of 1929, With
such a limitatlon placed upon 1%, the conclusion reached above
would be of little practical value. In the first place, the
term "normal market fluctuations" is too general, and could
not be safely relied upon. Secondly, even if it should be
possible to determine what "normal market fluctuations" are,
it would still be impossible to accurately forecast when
market fluctuations are going to cease to be "normal", and
are going to commence to be "abnormal,

In support of an answer to the possible arguement
that the concluslons reached concerning the relatlive price
movement of high priced and low priced stocks may not always
hold true, reference is made to a statlistical study by Louis
H. Fritzemeler of the relative price behavior of industrial

stocks in various price groups from 1926-1935. In this
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study, Mr. Fritzemeler stated the following results as con-
cerned high price and low price stocks:

"Unless there are serious uncompen-
sated errors in the statistical work here
presented, thls investigation would seem
to establish the existence of certain re-
lationships between price level and price
fluctuations which have hitherto gone un-
reported by students of stock-market phe-
nomena. These relationships may be brief-
ly stated as follows:

1. Low-price stocks tend to fluctuate
relatively more than high-price stocks.

2. In a "bull" market the low-price
stocks tend to go up more than high price
stocks, and they do not lose these superior
gains in the recessions which follow. In
other words, the downward mowement of low-
price stocks 1s less than proportional to
their upward movement, when compared with
the upward and downward movement of high-
price stocks,.":«

It will be noted that the period covered by Mr.
Fritzemeier's study was from 1926 to 1935 which includes the
period from 1929 to 1932. Also, 1t will be noted that al-
though the method used 1s not the same as that used by this
writer, the results are almost exactly the same. Thus, it is
relatively safe to state that the conclusion reached by the
writer regarding the price movements of the high price and
low price groups applies to "abnormel" as well as "normal"
market fluctuations.

As a means of further strengthening the conclusion

on price fluctuation, the writer wishes to merely mention a

% 6, DPe555




50

study published in 1931 by J. H. Holmes and Company. This
study was devoted to the relative behavior of low-priced and
high-priced issues when purchased st or near the bottom of
depressions in 1897, 1907, 1914 and 1921, Within its more
limited scope, this study led to concluslons similar to those
reached later bv Louls H. Fritzemeier,

It should be recognized that during any drastic
market movement such as 1929, with a few possible exceptions ,
all securities will tend to suffer in price. The vast major-
ity of financlal men belleve that the only reasonable protec-
tion from such a drastic market movement would be investment
in securities of the very highest quality. Such action would
automatically éliminate any investment in common stocks, re-
gardless of the price group. Therefore, it might logically
be assumed, consldering thils point of vliew, that the high
price stock group would hold no advantage over the low price
stock group under such conditions.

3 . Raising Quallty of Investment

The small investor should be constantly on the alert
for any situation which might allow him to improve his posi-
tion. This may, under certaln circumstances, involve a

switch to a stock in the high price group in order to preserve

a galn and improve quality. For example, a stock in the low
price group may rise to a polnt where its price would classi-

fy it as being in the high price group. However, 1t may still
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be considered normally a low price stock, and an investor may
fear losing a portlion or all of a substantial capital gain in
a declining market. Under these circumstances, an investor
would be wise 1n attempting to switch to a stock of higher
quality and greater price stability, which might even be
found at about the same price level. The lnvestor may then
hold on to his higher quality stock, or hold 1t merely until
he can buy back into the previously held stock at a safer
price level. In other words, a low price stock mey rise in
price to a point where 1t would become vulnerable to a rapid
price decline in a falling market. Thus, an attempt 1s made
to increase quallity and preserve gains. The basis of the
principal involved is simllar to that employed by formula
plans requiring asn increasing percentage of bond investment
and a decreasing percentage of stock investment in a rising
market.

4, Special Situations

Another consideration which werrants the constant
attention of the small investor is that of speclal situations.
It might be logically stated that the small investor, if any;
one, should be keenly interested 1n hunting out such securities,
for proper diversification of them normally provides better than
average chances of success. Undervalued securities offer a
higher indicated or appraised value than that suggested by
the msrket price. It 1s obvioué that the price will not



52

always react to correct this difference in value, however,
proper diversification will tend to reduce this element of
risk. In those cases 1in which the prlice does react favor-
ably, the rewards are usually more than sufficlent to off-
set the unresponsive selections. It should be noted that
here, as always, cuallity is a prime consideration. Since a
securlty of only average quality can become a sound invest-
ment opportunity at a sufficlently low price, it is necessary
for the small investor to cautiously compare the market price
with a conservative estimate of the indlcated or appraised
value of the security.

5. Impact of Growth

The small investor should also give serious con-
sideration to the selection of a security that will do bet-
ter than the average over a period of years. A growth stock
mey be so classified since it 1s defined as a security which
has outperformed the market in the past and is expected to
do the same in the future. One can easlly ascertaln what has
happened in the past, but the lmportant factor 1s to correct-
1y forecast the future. While the past record is important,
and may be wisely used as a gulde, it does not necessarily
indicate whét the future trend will be. Another factor to be
considered in searching for such stocks ls that a security
with a good growth record, and with indicated future growth,
will sell at a relatively high price. This in itself 1s not



a bad feature, however, there is a strong tendency for such
stocks to be overpriced. In other words, although the growth
may continue, investors may be overvaluing such future growth.
This appears to be the direct opposite of the previously men-
tioned speclal sltuation. In the case of the special situa-
tion, unpopularity may result in the undervalulng of the se-
curity, whereas, in the case of growth stocks, popularity may
result in overvaluing the security.

The attention of the small investor 1s here direct-
ed at the probable relative degree of appreciation of such
stocks in the high and low price groups. It has already been
determined that low price stocks will rise proportionately
faster than high price stocks in a rising market. Therefore,
assuming certain stocks of each group have equal possibilities
of growth, and to an equally proportionate degree, 1t might
be logical to further assume that the proportional effect on
price would be greater in the low price group. It should be
remembered, however, that here, as always, proper diversifica-
tion is of inestimable value.

6. Effect of Institutional Investment

Institutional investment may have various effects,
in number and intensity, on the common stock field of invest-
ment. This type of investment has become a major factor in
common stocks only in relatively recent years. Its impetus

has increased in the last few years because of common stock
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investment by insurance companies and pension trust funds.
Any explanation as to the effect such 1nvestﬁent might have
on common stocks would almost necessarlily be conjectural.
However, 1t 1s probably worthwhile to consider some possi-
bilities, and how they might affect the individual investor.
The large majority of those shares which form the
basls of institutlional common stock investment are of high
quality and/or show a good growth potential. These stocks
are usually found in the high price group, with the possible
exception of numerous public utllity issues. Purchase of
this class of comﬁon stocks by institutions may tend to build
up or stabllize their prices when they are in favor. How-
ever, individual issues or particular groups may react dras-
tically when, for some reason, théy suddenly fall out of favor.
Thus, such stocks in the future may not accurately portray
general market activity or trends. On the other hand, in-
stitutional reaction to finsancial, economic or political con-
ditions might result in movements by these stocks which in
turn would drag other stocks with them, either up or down.
This appears to be a logical assumption since many of the so-
called "market leaders" are held in favor by institutionsl
investors. Also, many of the stocks which are major holdings
by institutions in large part make up the femous "averages"
such as the Dow Jones Indexes. Thus, the "averages" may fluc-

tuate as & result of the investment action of lnstitutions, and
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due to this fluctuation of the "averages", the overall market
may fluctuate llkewlise. Then again, the overall market may
not move in a similar manner, in which case the "averages"
will be portraylng the trend of a relatively few stocks rather
than that of the general market.

Regarding the latter, the following quotation from
the column of Edson B. Smith, financlal writer for The Boston
Herald, may be of interest:

"One of the unusual characteristics
of the bull market which started in June,
1949, has been the comparative lack of in-
terest 1n low priced lssues. Generally,
in protracted bull swings, speculation
spillls over into stocks selling for a few
dollars a share.

This week's Barron's (January7,

1952) has an interesting study of this sit-
uation. It made a list of 48 low-priced
stocks whlich was designed to 1nclude all

of the more actively traded listed stocks
that dipped to flve or below at any time
between 1942 and 1949. At thelr best 1951
prices these stocks on the average were

48 per cent below theilr 1946 tops.

The whole market as measured by any
of the accepted averages was substantially
higher in 1951 than in 1946. The Dow-Jones
industrlals, for example, were 212 at their
1946 high and 276 at their 1951 high. Both
the utility and rall averages were sub-
stantially higher in 1951 than in 1946,

All thls perhaps is indirect evidence
of the lmportance in the market during the
last year of what may properly be described
as Informed buying. The concentration of
investment demand in the better class of
stocks and the relative neglect of what
sometimes have been referred to uncharit-
ably as ‘'cats and dogs', shows the im-
portant part that investment trusts,
pension funds and others of simllar stature
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have played on the recent market, '

It 1s probably appropriate to make two specific
comments concerning the above quotation. The first is in
regard to the statement that "The whole market as measured by
any of the accepted averages was substantially higher in 1951
than in 1946." It will be noted that Mr. Smith then cited
the Dow-Jones 1lndustrial average as a specific example, and
the Barron's article also referred to’ thls average. 'Howevern
at the other extreme, had the average market price of all
issues listed on the New York Stock Exchange been used instead,
the result would have been entirely different. The latter
average market price at its 1946 high was $50.45, whereas,
its 1951 high was only $42.20. It 1s apparent from this that
the Dow-Jones industrial average 1s not a measure of the
"whole market".

The second comment concerns the fact that the 48
low priced stocks in the sample used in the Barron's article
(Low=-Priced Shares by Roger W. Bridwell) were, at their best
1951 levels, 48% below theilr 1946 top. Also, reference was
made in Mr. Bridwell's article in Barron's to "a well-known
index of low-priced stocks" which at its 1951 high was 20%
below 1ts 1946 peak. In regard to the former, the 48 low-
priced stocks were subject to two conditions according to the
article. They had to be among the more actlively traded,

listed stocks that dipped to five or below at the trough of
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the bear-to-bull reversals of 1942 and 1949, and also, omitted
from the 1list were many lssues usually‘included in sueh a
tabulation, which might reflect special influences of a non-
recurring nature, rather than the speculative sentiment of

the investing public.

It is not known whether the '"well-known index of
low-priced stocks" referred to in NMr. Bridwell's article in
Barron's was the Barron's Low-Priced Stock Index. However,
there 1s some similarity in method of selection as regards
the sﬁocks included in this latter lndex and Mr., Brlidwell's
sample of 48 low-priced stocks. The two limlting conditions
of selectlon that Mr. Bridwell mentioned using are exactly
the same as two, among others, used by Barron's in selecting
the 20 stocks used in its low-priced stock index. Whether
the other limiting conditions of selection used by Barron's
were also used, it 1s only falr to polnt out that one of these
requires that the stocks selected must have dropped 50% or
more since their bull market pesk of 1946, Thus, anﬁ stocks
selected, amoﬂg other things, had to have a market pricé below
5 in 1942, had to drop at least 50% from their 1946 high, and
had to also have a market price below 5 in 1949. Any low-
priced stocks not mesting these requirements were automatic-
ally eliminated. No such limiting conditions on price are

required of the stocks making up the Dow-Jones industrial



index.

Therefore, the writer questions whether one can
rightfully compare the two groups as regards their price
action since 1946, especlally as to whether, since 1949,
they have reached or passed their 1946 peak. The require-
ment that the low-prlced stocks mmust have fallen at least
50% in the interim places them at a great disadvantage, for
during the same period the Dow-Jones Industrlal Index fell
only 24%. It the required depreciation of the low=-priced
stocks since 1946 had been only 24%, instead of 50%, the re-
sults of the comparison might have been entirely different.

At this point, the writer would like to bring to
the attention of the reader another viewpoint regarding the
possible effect of institutional investment on common stocks.
The following quotations appeared in The Commercial And Fi-
nancial Chronical in an article by Roger F. Murray, Vice
President of Bankers Trust Company in New York, entitled "In-
vestment Impact of Pension Fund Accumulations™:

"Thus, we can ®bserve the natural

tendency for new money to be put to work

whére the values seem most attractive for

long~-term investment. Does this mean that

there will be greater stability 1in the

prices of common stocks? My answer 1s af-

firmative for a term of years but not nec-

essarily for short periods of time."

o * . LJ L] L]

"It 1s sometimes asserted that con-
centrated buying of seasoned equities by
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pension trusts will gradually drive up :
prices to a point where they will no long-
er provide adequate yields. Furthermore,
it 1s argued, the new issue market will be-
come favorable only to these well establish-
ed companies. Such statements, it seems to
me, result from an incomplete analysis,
ignoring what may happen to the funds re-
ceived by those who sell stocks to pension
trusts. Presumably, the former holders, on
balance, invest in other equities of lesser
quality or personal businesses of one kind
or another., It should be borne in mind
that 1t 1s immaterlial at what point an add-
ition is made to the stream of equity capi-
tal insofar as measurement of the aggregate
supply 1s concerned. If that stream 1s
free to flow in all directions, 1t is not
too important whether the funds are added
with a 'venture capital'! or a 'prudent man'
label. s

E. Negatlve Conslderatlons

1. Patience

This section has been set aside in order to mention
briefly what might be termed "wérnings" in regard to a few
phases of the investment process which will confront the small
investor.. It is not intended that these "warnings' be consid-
ered rules that must be strictly followed in order to achieve
investment sucess. However, they might wisely be taken as
a few of the considerations which the small investor should
keep constantly in mind in order to avoid some of the many
pitfalls on the route to investment sucess.

One of. the foremost of these "warnings", in the
writer's mind, is the exercise of patience on the part of the

investor. Patience 1n investment, especlally 1n common stocks,
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can often not only make the investor a lot of money, but also,
can often save him a lot of money. Frequently the smsll in-
vestor, for one reason or another, may become interested in
a particular stock, and cursory examination or analysis may
intensify this interest. However, a moré detailed examina-
ation or a truer analyslis might show up factors which would
completely alter the situation of the stocks. Haﬁ the invest-
or "1eaped" after his superficial exploration of the facts,
he might very well have regreted it later. The position of
the investor might well have been reversed, however, wherein
an initiel lack of intergst might, after better analysis,
prove to have been the wrong attitude concerning the stock
involved. Complete analysis, of course, was the enlightening
festure involved in thls example., However, the exercise of
patience on the part of the investor, which in this example
led to further analysié; was the characteristic which deter-
mined the final result.

The above example can also be applied to timiﬁg and
price as well as selection. Analysis may prove a stock to
be a particularly interesting situation. However, the in-
vestor may feel that the present price 1s a little high, and
that the stock might well be purchased at a future date at a
more reasonable price. Under such cilrcumstances, the lnvest-
or would be wise to exerclse patience and withhold his pur-

chase of the stock until it is felt that the price 1s down
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to a reasonable level.

There is probably an endless number of examples
which could be meﬁtioned that would tend to stress the im-
portance of patience. Only two fairly obvious examples have
been mentioned here. However, the small investor should be
cautious not to interpret "wishful thinking"as patience.
For instance, suppose that a stock held by an investor stead-
1ly declines 1in price for some specific reason, or reasons,
and truthful analysls shows no facts substentlating a change
in the trend. It would be wise for the investor to be honest
with himself and recognize this situation, rather than de-
celve himself and hopefully believe that, as far as the stock
in question is concerned, '"prosperity is just around the cor-
ner®. In such a case, the investor should be willing to sell
and take & loss, or, if a profit should still be present, he
should sell and save what 1s left of 1t. It 1s obvious that
to continue to hold the stbck would merely be "wishful think-
ing".
‘2. Diversification

It was stated prevliously that the writer adheres to
the opinion that 1t 1s possible for the small investor to
adequately diversify hls funds in common stocks. However,
it 1s recognized that a tempting pitfall for the small invest-
or is the tendency to over-diverslfy his funds. Proper di-

versification 1s entirely dependent upon the particular
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situation pecullar to the individual investor. The writer
strongly believes that over-diversification is almost as
bad as no diversification. This is probably especilally true
as regards the small investor. In the first place, it is
necessary that the small investor place his common stock funds
in those issues where his money will work to hls best possi-
ble advantage. Secondly, the small investor is usually fair-
ly limited in the amount of time he has avalilable to devote
to the attentlion of his stocks. Thus, by over-diversifying
his common stock funds, the small investor not only holds
some securities which are not of maximum benefit to him, but
also, he has insufficlent time to adequately analyse his hold-
ings so that he might eliminate such securities. This can
lead to & vicilous spiral in which he constantly becomes more
deeply involved. So much of his limited time 1is spent trylng
to attend to the stocks of his over-diversifled portfollo,
hé has too 1little time avallable  to devote to possible new
selections. Therefore, more stocks aré probably purchased
which are not of maximum benefit to him. Thus, his funds are
spread further over an even weaker list, and he becomes more
entangled in a dangerous sltuation.

It is important to remember that a good analysis of
a security merely lessens the probabillity of loss, and that'

no analysis, even the most complete and most exact, entlrely
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eliminates this probability. However, adequate diversification



supplementing good analyslis, affords the investor the oppor-
tunity of a favorable aggregate result despite individual
setbacks.

3. Purchase of Common Stocks

‘There are some "negative considerations" which the
small investor should medltate ﬁpon before purchasing conmon
stocks., This thesls has been baged upon the assumption that
the small investor, having sufficiently provided for the nec-
cessary primary financlial requirements pecullar to his individ-
ual situation, was interested in common stock investment.,
Previously, the writer mentioned brilefly the attitude of many
financial men who firmly belleve that common stocks are not
sulitable for the small investor. On the other hand, the
writer holds to the opposite viewpoint, assuming that primary
financial reguirements are adequately satisfied. Nevertheless,
the writer 1s of the opinion that the small investor should
welgh the former viewpoint and consider other possible avenues
of investment.

One of the most prominent types of investment often
compared with common stocks is bonds. MNuch has been written
of the relative merits of these two, and many statistical
comparisons have been made. It would be wise for the small
investor to acquaint himself with some of this material, and
familiarize himself with the relative advantages and disad-

vantages of each. It should be recognized, however, that 1n
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any statlstical comparison between bonds and stocks, the date
on which the comparison starts is of utmost importance in
affecting the results. In fact, thlis is probably true of
most statistical comparisons. The comparison between the two
samples of stocks used in this thesls, for example, might
have produced much different results had a different date
been chosen for the assumed purchase of the stocks. In the
comparison used here, the wrlter wanted to compare the perfor-
mance of the two samples over the last ten years. This period
was, in fact, one of growth and rlsing market prices. One
might argue from this that it would be logical for the low
price sample to show a better performance than the high price
sample. However, the writer was most interested in finding
the relative degree of performance. Also, 1t was intended
that the results of the éomparison would then ‘be used in con-
Jjunction with a test of the price action of the two samples.
Another medlum of investment that the small invest-
or should consider is that of mutual fund shares. These
shares claim the advantages of diversification and management
for the investor of limlited means. They offer him a chance
to place his funds under the supervision of investment spe-
clalists, and thus, relieve the small 1lnvestor of much of the
time and worry involved in handling hlis own investment funds.
It must be remembered, however, that the investor still faces

the problem of selection, for these funds are large in number



and varied in purpose.

The above-mentloned types of investment are only
 two of many that are avallable to the small investor, other
then common stock investment. If, after considering these
other mediums of investment, the smali investor decides in
favor of common stock investment, he is advised to make his
purchases cautlously. He should constantly keep in mind that
although many people have made money in common stocks, prob-
ably a great many more people have lost money. Once the
small investor purchases a stock, he stands to éither win or
lose. Seldom, 1f ever, wlill he Jjust break even.

4 Switching

The small investor may use the process of switch-
ing from one stock to another as a means of improving his
position. However, he should realize that this type of trans-
action may also lead to disaster. While the l1dea of switch-
ing stocks ih order to attain an improved position is a good
one, 1t easlily leads to attempts to take advantage of short-
term swings, and finally, to wild attempts to outguess the
market. There 1s probably no surer way to lose money than
this.

Dr. John H. Prime, Professor of Flnance at New York
University, made the following concise statement on switching:

"Switching can lead to mere trading.

It is justified only when definite im-
provement in portfolio is achieved, "

# 9, p.l184
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Only a few of many possible "warnings" have been
mentioned here. The writer did not intend to mention all of
them nor to discuss any of them in great detail, but rather,
to bring to the attention of the small investor the fact that
there are many pitfalls which exist in the various phases of
investment. All Investors are subject to these pitfalls, but
the small investor 1s especlally so, for he often loses his
bearings in an attempt to achieve quick profits, It is one
thing to dream of a "quick killing" in the stock market, but
to realize the same is something entirely differgnt. The
former very often takes place; the latter very seldom takes
place.

IV. Conclusion

The writer adheres to the theory that any small
investor who has satisfled his necessary primary financilal
requirements 1s interested in common stocks only to "make
money", either through a high dividend return or capital
appreciation. The writer also belleves that the small 1in-
vestor'!s declsion to undertake any form of common stock in-
vestment in preference to Series E bonds involves a far
greater risk than a decislon to invest in the low price
stock group in preference to the high price stock group.

The return on investment in the low price stock group as
compared with the yield of Series E bonds was proportion-

ately much greater than the return on investment in the high



price stock group. It 1s the opinion of the writer that the
small investor should be willing to accept the slightly
greater risk involved in order to receive a return;on his
money which would substantlate his siightest interest in
common stock investment.

Other than dividends, the small investor must con-
sider possible capital appreciation in his attempt to '"make
money". It 1s commonly believed that low price stocks rise
fall faster than high price stocks in a rising or falling
market. However, it 1s also widely bellieved of low price
stocks that the decline in a falling market is of a propor-
tionate intensity at least equal to, 1f not greater than,
the rise 1n a rising market. An example of this widespread
bellef 1s expressed in the following excerpt taken from John
Durand's booklet entitled "Your Opportunities for Investment
in 1951":

"Investors seeking speculative gains

often prefer low priced stocks on the theory

that the lower the price, the greater the

profit potential. There 1s some loglc to

that, in a rising market; but it must also

be considered that there is at least equal

downward risk when markets decline."

It is not the intention of the writer to criticlze Nr.
Durand!s work nor to criticize, 1n particular, hls ideas on
the subject being discussed. Iir. Durand's statement is

quoted here merely to glve the reader a specific example of

the prevalent'theory regarding the price action of low price

and
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stocks 1n a fluctuating market.

From the resultant figures of a comparison of the
two stock groups in this thesis, along with substantiating
evidence of previous studles by Louls H. Fritzemeler, and
also by J.H.Holmes and Company, it can be concluded that the
existing theory on the price action of low vrrice stocks is
incorrect. It 1s true that low price stocks rise and fall
faster than high price stocks in a rising and falling market.
However, in comparison with high price stocks, low price
stocks rise proportionately more in é rising market thsn
their proportionate fall in a falling market.

Assuming the above conclusion to be correct, it is
logical for one to also consider the possible added impact
of special situations and growth situations when found among
low price common stocks as against high price common stocks.
In other words, assuming one of these sltuations exists in
two stocks, and other conditions are relatively ecual, then
the stock with the lower market price should be selected..

Although institutional investment might result in
some important effects upon the common stock mafket, there 1s
probably as yet insufficlent evidence to indlcate conclusive-
1y what these effects might be. Nevertheless, the small in-
vestor might consider the possible bullding up or stabllizing
of a stock price when the stock is held in favor by institu-

tions. There 1s also the possibility that some of the famous
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"averageé" or "indexes", which might be composed largely of
stocks considered to be of higher quélity and held in favor
by instisutional investors, will tend to indicate the trend
of the groups of which they are composed rather than of the
general market.

As mentiéned previously, many financial wriﬁers be-
lieve that the small investor should confine his common stock
investments to the so-called "blue chips". For example, John
Emmett Kirshman in his book entitled "Principles of Invest-
ment" said:

"Only one principle of great importance

needs be stressed. Since the small investor

cannot afford to lose, he should confine his

Anvestments to only the trusted and tried

issues,'#

However, the writer belleves that the small investor can

find stocks of sufficient quality in the low price group as
well as the high pricebgroup in -which the so-called "blue
chips" are normally found. It might be safely concluded that
the comparison of the leading performers of the two groups
bears out the writer's theory.

The probability that the advantages of low price
stocks might work in the small investor's favor is highly de-
pendent upon adequate diversification. The small investor

should remember that proper diversification 1s entirely de-

pendent upon the particular slituation peculiar to the

#* 8, p.847
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individual investor. Of course, basic rules of diversifica-
tion should be followed such as spreading the risk over var-
lous types of industries and various types of companies
within Industries. However, such advantages may be lost by
over~diversification., These advantages may also be lost by
numerous other "pitfalls". Should the small investor wander
into these "pitfalls", he would not only lose the possible
advantages, but also, would place himself on the road to fi-
nancial fallure,

Even though the small investor weighs the advantages
and disadvantages discussed in this thesls, and decides to
place hls common stock investments in the low price group,
he is still faced with the problem of selection. The writer
would like to stress again that the small investor should be
willing to spend as much time as 1s reasonably possible on
his investments-eQboth in the selectlion of his stocks and in
handling his portfolioc. He must aquaint himself with all
factors, and have the capacity to give some kind of inter-
pretation to them. The small investor should consfantly keep
in mind that his selections must be based upon his own know-
ledge, experience and.judgement.

The writer would like to advise any small investor,
who is preparing himself for common stock lnvestment, of the
numerous publications which are avallable to him. A number

of them afle listed in the bibliography of thls thesis. Two
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of these, which the writer believes would be of inestimable
value are: "How to Invest", a booklet published by Merrill
Lynch, Pierce, Fenner & Beane; and "The: Intelligent Investor"

by Benjamin Graham,

There are two final statements of advice which the
small investor should heed: |

l. Once you have arrived at a decision on a par-
ticular stock, have the courage of your convictions and
follow through, despite what others may think or say.

2. Although your portfolio is well-chosen and
apperently sound, review it contlnually in the light of
changing conditions as they might affect your ‘securities or

vour personal requlrements.
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Appendix A
Stocks Included in Low Price Group Sample

American Locomotive Company

Armour & Company

The Bath Iron Works Corporation

The Budd Company

The bullard Company

Commercial Solvents Corporation

Electric Boat Company

The Florsheim Shoe Company

General Baking Company

General Bronze Corporation

Gimbel Brothers, Incorporated

Gulf, Mobile & Ohio.Railroad Company
International Telephone & Telegraph Corporation
Lerner Stores Corporation
Nash-Kelvinator Corporation
National'Distillers Products Corporation.
The Pennsylvania Railroad Company

Radlo Corporation of America
Socony-Vacuum Oil Company, Inc.

St. Regis Paper Company
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Appendix B

Stocks Included in High Price Group Sample

Amerlcan Can Company

American Telephone & Telegraph Company
Armstrong Cork Company

Chrysler Corporation

Dow Chemical Company

E. I. duPont de Nemours & Company
Eastmen Kodsk Company

General Electric Company

General Mllls, Incorporated

General Motors Corporation

Monsanto Chemical Company

Norfolk & Western Rallway Company
Pittsburgh Plate Glass Company

The Proctor & Gamble Company

Sears, Roebuck and Company

Standard 011 Company of New Jersey
Union Pacific Rallroad Company

Unton Carbide and Carbon Corporation
United Fruit Company

United Shoe Machinery Corporation
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Appendix C

Low=Priced Shares%

By Roger W. Bridwell

(Teble accompanying article not included here.)

The action of low-priced shares in thlis bull market
has been a source of no little disappointment'to speculative~
ly inclined investors. Whlle every major market average ex-
ceeded 1its 1946 high by a goodly margin in 1951-;- 20% as
measured by the Dow-Jones Industrial Average--- low-priced
shares remained well below thelr best 1946 levels.

One well-known index of low-priced stocks register-
ed a new high for the bull market in February, 1951, 20% be-
low its 1946 peak. Probably a more accurate picture of this
backward group is afforded by the representative liét of 48
low=-priced stocks shown in the accompanying table. At their
best 1951 levels these lssues lagged 48% below their 1946
tope.

When complling the list an effort was made to in-
clude all of the more actively traded, listed stocks that
dipped to five or below at the trough of the bear-to-bull re-
versals of 1942 and 1949, A few of the lows were established
as early as 1941 and 1948, some late in 1942 and 1949.

# 12, p.l1-12
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Omitted from the list were many issues usually included in
such a tabulation, which might reflect special influences of
a non-recurring nature, rather than the speculative sentiment
of the investing public.

I1lustrative of the lack of enthusiam for low-
priced shares 1s the fact that only two of the 48 stocks man-
aged to better their 1946 tops durlng 1950 or 1951, The pop-
ular pailr, Butte Copper and Consolidated Copper Mines, both
reflected the insistent rearmament demand for scarce non-fer-
rous metals. Several other lssues approached the record
levels of five years ago only to back away before making the
grade. Especlally noteworthy in this regard has been the ac-
tion of Lehigh Valley R.R., National Container, Barium Steel
and Missouri-Kansas-Texas R.R.

Even more striking is a comparison of the total

appreciation enjoyed by the 48 stocks during each primary

stock market upswing. Durlng the 1942-1946 bull market, gains

ranged up to the astronomlical figure of 10,550% chalked up to'
Burry Biscuit. No less than fifteen of these fast movers
gained 2,000% or more. Investing an equal dollar amount in
each of the 48 issues at the 1942 bottom would have produced
a gratifying paper profit of 1,048% at the highest quotation
for each stock in 1946

As holders of these shares willl agree, results

have been far less spectacular during the last 28 months of
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general market advance. Largest markup has been the 570%
turned in by Butte Copper, while total price appreciation
figured on the peak price for each of the 48 stocks has
amounted to a modest 199%. Since the individual stocks ac-
tually registered their highs (and lows) several months
apart, appreclation for the 48 stocks when considered as an
average mounted to only slightiy more than 100%. Before
drawing conclusions from the performance record just cited,
investors who have patiently been holdling low-priced shares
would do well to review their action during previous bull
markets.

The record reveals a pattern of two well-defined
moves, one early in the bull market and the other during the
next-to-the-last stage. In between comes a period of con-
solidation during which the low-priced group lags behind the
rest of the market and forms a base from which the second
phase of the advance begins. \

A study of the three bull markets of the last thirty
yegrs- 1923-1929, 1932-1937, and 1942-1946---reveals that the
first important advance by low-priced stocks runs to between
100% and 200% end averages sbout 18 months in duration. The
"resting" period retraces only a fraction of the gained and
i1s apt to endure about a year. The second(and final) impor-
tant move 1s likely to carry even further percentagewise than

the first move, averages about 18 months in duration, and then
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culminates before the final top of the bull market is regis-
tered by the market averages. In every instance the gain in
low-priced indexes more than doubled the corresponding gain
in broader market averages,

Turning to the 1951 situation we find that low-
priced shares moved up 110% on the average between the June,
1949, low and February, 1951, high, but managed to outstrip
the rest of the market by only a subnormal 80%---another in-
dication of the low esteem in which these shares are currently
held., The remaining ten months of 1951 produced a side-wise
consolidation movement, with losses characteristically hold-
ing to a small fraction of earlier gains. By year-end 1951,
1ow-pricéd indexes were wlthin easy striking distance of
their highs for the bull market.

Especlaldy significant are the time intervalé in-
volved., Both the inltial advance of 20 months and the sub-
sequent resting period of ten months parallel almost to the
month the average duration of tﬁe corresponding phases in
previous bull markets,

On the baslis of historical precedent alone, there
is smple reason to antlicipate the usual second move whidh
could be expected to carry as far and probably further than
the recent rise from the June 1949, lows. Such a move could
start at any time and last between a year and two years.

Nevertheless, it is always dangerous to assume that history



will repeat and especially that stock market pattern will un-~
" fold in exactly the same manner. Many developments can arise
to upset the anticipated sequence.

It can be argued that drastically higher income tax-~
es and higher brokerage commissions tended to make speﬁula-
tion in low-priced shares less attractive in the &ear 1951
than during previous periods when speculative fever ran high.
Or again, that "the public" whose traditionally unbridled
appetite for the "cats and dogs" presumably causes them to
soar far beyond intrinsic values during the final markup stage
may be funneling thelr funds into the relatlvely safe haven
offered by the mutual funds. MNutual funds in turn display
an exclusive appetite for blue chips, ralsing the question:
Might not the shares of marglnal companies be losing out all
around this time?

While it 1s true that low-cosf shares have lagged
relative to high~cost investments, they are no longer on the
bargain counter, snd new purchases obviously entall much great-
er risk than in 1942 or 1949. Because a majorlity of the issues
1listed in the table are chiefly of interest as speculative
vehicles r#ther than as conservative long-range investments,
knowledge of thelr price action 1s probably of greater practl-
cal assistance in making selections than earning power and
other fundamental considerations.

Since the 1949-51 appreciation shown is based on
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the high for the year, meny issues are actually much closer
to their 1949 lows than the teble indicates. For example, in
December, Alleghany Corp. had slipped 30% below the year's
high. Curtis Publishing, another stellar performer in 1946,

" was 35% under its 1951 high by the end of December. Even at
the high for the year, both had appreclated less than one-
fiftieth as much as in the 1943-1946 market. Other lssues
lagging by a simllar amount include American & Forelign Power
Coe., éurry Bilscuit, and National Bellés Hess.,

Whether or not history will repeat and cheap stocks
will agaln turn in sensational gains at the last mlnute, it
cannot be gainsald that low-priced shares are suffering from
a bad case of comparative neglect based on past performance

standards.
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Appendix D

The Essentlal Ingredlenti#

By George E. Shea, Jr.

The two most famous lines in the lore of specula-
tion and investment are also the most irritatingly vague.

When Nathan Rothschild, founder in the time of
Napoleon of the London branch of the famous banking family,
was asked how he managed to make money so regulafly in securi-
ties, he replied:

"I buy cheap and sell dear."

And on the question of what the stock market was

going to do, the elder J. P. Morgan 1s reputed to have saild:
"It will fluctuate."

Clearly, Rothschild's answer begs the guestion of
how one 1s to determine when securities are cheap and when
they are dear. And Morgan's is merely a statement of the
obvious. Hence these trite sayings are often taken as the
mere evasions of purse-proud men who dld not wish to give
away their secrets.

But there 1s more to them than that. What Morgan
obviously implied was that he didn't know, and he didn't

think anyone else knew, what the market was going to do.

% 15, DPe5=6
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And what Rothschlild evidently had in mind was the
next logical step. Since no one knows what the market is
going to do, it 1s necessary to think in terms of individual
securities. The safe course is to buy only those which are
offered at prices which seem cheap. And the profitable
course is to sell them 1f and when they are bid for dsafly.

Which still leaves open the question of how to de-
cide what's cheap and what's dear. That is our subject here
today~--assuming it is at all possible to dissect in print
the subtleties of an exercise in judgement.

For that is what 1t comes down to ~--- a matter of
judgement. And that judgement can be acquired only¥ by exper-
ience, including the experience of making errors.

Any one who buys or sells anything at all learns to
judge values by some form of comparison. We would all snap
up an offer of $100 for a rickety kitchen table made of un-
painted pine. We would know without thinking twice that,
with that much money, we could buy something far better in
any department store.

Likewise, we would quickly cry "sold" if offered a
sturdy, neatly finished dining-room table, made of cherry-
wood or maple, for only one dollar. Even if 1t were not just
the right size for us, we know we could sell 1t to somebody

for far more.

Now, unbelievable as it may seem, prices of
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securities do sometimes get as far out of line as the ridicu-
lous figures just cited. The writer can remember when, with-
in three years, New York Central common fell from 256% to un-
der 9. And he can also remember when Chrysler Corp. stock
rose in an almost equally short period from 5 to 138 3/4,

It 1s clear that at one extreme or the other the
public appralsal of these shares must have been incorrect,
and anyone who took a calm vlew of what they were likely to
be worth in the long run had an opportunity to sell, or to
buy, them profitably at very little riske. There subsequent
long~-term price histories show that N. Y. Central was close
to its proper range around 9 rather than above 200, while
Chrysler (since split two-for-one) was not much too high
above 1304

Most of the time, of course, the great body of sec-
urities stay a lot closer than did those two at thelir wild
extremes to what might be called their enduring values. But
there are always some groups, or some individual stocks, sell-
ing at prices which, later on, can be seen by hindsight to
have been justified---elther much too low or much too high.

We are not concerned here with transformatioﬁs as
complete as that which produces a pearl of great price from
the lowly oystere Buch a metamorphosis occured when the dis-
covery and development of wonder drugs like penicillin

brought new companies and thelr shares to the speculative
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forefront. Another, unfavorable instead of favorable, was
the blow struck at moving picture theatres in some psrts of
the countwy by television. ©Still a third is the current con-
version of Northern Pacific from a rallroad stock to an oil
stock. The discovery of petroleum deep under lands which

it owns has added a completely new element of value to its
shares,

This kind of change generally cannot be guessed in
advence, and even when it is, the problem of measuring its
potentlal effect, and thus estimating its value, 1s usua lly
beyond human capability. What we are discussing here is the
humanly possible function of gauging the lasting worth of
securities which are temporarily depressed, or overvalued.
Is Chrysler, to take just one example, selling at a price
which is somewhere within the renge of its pfobable value,
or is it above or below that? This is the quegtion to which
every investor considering the purchase of a securlty should
direct his attention.

It can be answered only by collecting figures on
earning power and dividend-paylng power. The dividend cur-
rently being paid is of monor importance, even though that
is what most people ask first about a stock. The stock 1s
often a better purchase when it pays nothing than after 1t
becomes known as a dividend payer. By that time buyers have

begun competing with each other for 1it, and the price 1s no

83




84

longer attractive:

1f there is a dividend, can\it be contlinued? Can
it be raised? What is the stock likely to be able to pay,
on the average, over a substantial period of years? These
are the important questions, and the only way to answer them
is to estimate what the stock can earn, on the average, over
the years.

In the case of Chrysler, earnings of the past ten
years, lncluding a rough estimate for 1951, averaged $7 a
share on the present stock. But since results for the first
four of those years were held below prewar figures by the
wartime excess profits tax, 1t may be fairer to judge the
stock's earning power by only the latest six years. That
average turns out to be close to $10 a share. Thus the
stock's present price just under 70 1s only about seven times
proven earning power, which 1s a rather conservative ratio.

Furthermore, a glimpse of how high the earning pow-
er mlight be in really favorable period was given when the
net profits reached $7.55 a share for a mere three months, in
the third quarter of 1950. That's a rate of $30 a share a
year. Though restrictions on automobile production make this
year's outlook unpromising, and éhough generally poor business
conditions could have a further adverse effect, 1t looks as
if Chrysler ought to be able to pay dividends averaging $4 =

share or more over the years. That's almost 6% on the present
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price. On that basis, the stock does not seem extraordinar-
ily cheap, but its price may be near the bottom of its cur-
rent range of value.

Let's look at another, entirely different, stock.
Dow Chemlical Co. also suffered from the excess profits tax in
World War II. Its earnings for the six years since then have
averaged $4.50 a share, including a guess of $5.50 for the
fiscal year ending May 31, 1952. However, two faétors make
this figure look too low as a gulde to the stock's earning
power. One 1s that, except for the World War II years, the
earnings have grown annually with few exceptions. The second
is that the company has entered upon an expansion program
which will double its assets in three or four years. Thus,
taking an optimistic view, the stock might be earning $10 a
- share four years hence, or even more if corporate taxes come
down, and might be able to pay $5 or $6 a share in dividends
annually. Hence at 114 1t ié already selling at ten times
the best probable earnings four years away, and the dividend
return obtalnable from it, if the stock is bought at present
prices, can hardly. reach more than 5% for four years.

Shares of the dynamlcally growing chemical companies
sell deservedly at far higher ratios to earnings than most
other stocks. Dow Chemical sells at 20 times the current
year'!s rate of earnings, and 1f it sold at 20 times the best

probable earnings of the next four years, it would go above
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200 in that time. Much more than that can hardly be expect-
ed of 1t, and adverse conditions might hold earnings, or the
price, to a good deal less. While perhaps not priced out-
landishly high, it is certainly well within its proper cur-
rent range of value, and may already have reached the upper
portion of that range.

From the conclusions reached about these stocks it
will be clear to the reader that they were not plcked as ex-
amples of great buylng or selling opportunities. These brief
and incomplete appralsals merely provide illustrations of
some of the varying factors to be taken into account in such
work.

The present stock market 1s a difficult one in
which to find special opportunitlies. The rise in common stork
prices since the mlddle of 1949 has not gone, in general, to
extremes of over-valuation, but it has eliminated most under-
valuations. Some doubtless still exist of which the writer
“is not aware. A few may be avallable among railroad and
steel stocks, to pick two industries which are still badly
out of fashion among investors.

The difficulty in appralsing these two groups is
that the figures at hand are not conclusive. Like all other
industries, these have benefited hugely from the industrial
boom of the past ten years. The financial solidity and earn-

ings stablility of steel and rail companies, on the whole,



are probably much greater than when they were facing, in all
unawareness, the bad years of the 'thirfies. But their new
strength has not been tested in the business recession, or
even depression, which 1s sure to hit us some day.

However, as Morgan suggested, no one knows what the
future hoids, for business or for stocks. The boom might go
on another five years, or 1t might collapse tomorrow.

The only possible road to investment success 1s to
try always to buy cheap enough to leave a blg margin for
error. In the pursuit of that alm, a cold and skeptical eye

for values 1s the essentlal ingredient.
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