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PREFACE 

ANY scientific approach to the solution of invest- 
ment problems must make reasonable allowance for 

the influence of personal prejudice. The human 

mind, even at its best, is not an accurate recording 

mechanism; and in the field of investment there are 

perhaps more prejudices—more preconceived no- 

tions with less foundation in fact—than in any other 

line of endeavor to which man has addressed his in- 

tellectual faculties. May the author be pardoned, 

therefore, if in the Prologue of this book, through the 

artifice of a homely conversational episode, he at- 
tempts, first, to emphasize the conflicting prejudices 

which tend to confuse present-day investment 

thought and practice, and, second, to sketch the gen- 

eral direction of what he believes to be the logical 

path leading from this modern labyrinth to future 

success ? 

It is the purpose of the first four chapters to bring 
into clear relief the fundamental elements of the in- 

vestor’s problem and to prepare the reader for the 
heart of the inquiry as discussed in Chapters V to 

XII. In these later chapters we have attempted 

scientifically to measure actual investment experi- 

ence in this country since 1900. Proceeding upon 

this basis, we have analyzed this experience into its 

component parts in order to permit a study of the 
vil 
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inherent characteristics of various types of securities, 

and also to determine the causes responsible for the 

varying degrees of accomplishment from them. From 

this analysis we have sought to deduce some of the 

fundamental principles upon which to develop a 

conservative and successful investment program, 

and, finally, to demonstrate the effectiveness of these 

principles when applied in practice under actual 

working conditions. 

To the criticism that these studies are incomplete 
and therefore inconclusive, the author’s reply is that 

the forces affecting conservative and profitable in- 

vestment are in a continuous state of flux, and that 
therefore we can never have a complete and perma- 
nent solution to the problem. While admittedly in- 

complete, the studies presented in this book are those 

which appeared most essential, from a_ practical 

standpoint, to supplement the present inadequate 

knowledge of investment facts. They are the result 

of a sincere attempt to disclose and clarify some of 

the subtle and confused elements in recent invest- 

ment history—elements almost completely hidden 

from the average investor immersed in his own af- 

fairs. But by the experienced investor, or by the 

conscientious financial adviser who seeks actual ac- 

complshment and profit instead of relying with com- 

placency upon his own preconceived notions and 
prejudices, it is believed that these elements will be 
recognized as bases for sound judgment in any in- 
vestment management program concerned with the 

intelligent conservation of surplus wealth. 



PREFACE 1X 

Grateful acknowledgment is made to my associates 
in the firm of Scudder, Stevens & Clark, Investment 
Counsel of New York and Boston, for invaluable as- 

sistance in the preparation of this volume. All the 

statistical studies supporting the conclusions reached 

were worked out in the offices of Scudder, Stevens & 

Clark; and the practical application of the findings 
of these and other studies to the estates of clients 

of this firm over the last nine years has enabled the 
presentation of our conclusions from a distinctly 

practical viewpoint. Experience has frequently dem- 

onstrated that there is a material difference between 

a logical theory of investment and a practical plan 

which can be utilized under “working conditions.” 

Among many others to whom the author is in- 

debted for helpful suggestions he wishes especially 

to express his thanks to Mr. Edgar Lawrence Smith, 
whose admirable book, Common Stocks as Long 

Term Investments, has so effectively stimulated a 

wider and more enlightened application of the funda- 

mentals of sound investing. 
Dwiaut C. Rose 

111 Broadway, New York 

October 1, 1928 
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AUTHOR’S NOTE 

The Prologue and the four subsequent chapters of 

this book have been included primarily to provide 

the lay investor with a sound, yet uninvolved, ap- 

proach to the more technical studies which follow, 

and also to arouse sufficient curiosity in some of the 

general aspects of investment so that he may feel 

disposed to follow the reasoning in the later chap- 

ters with something more than superficial attention. 

Although the experienced investment student 1s con- 

versant with the principles outlined in these earlier 

chapters, it is nevertheless recommended that he 

glance through them in order that he may be fully 

aware of the general premises upon which the author 

has based his case. 

xi 
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A Scientific Approach to 

Investment Management 

PROLOGUE TO THE INVESTOR’S PROBLEM 

JoHN Dovauas, a prominent investment banker 

and a figure of note in the financial world, lounged 

comfortably in his deck chair beside his nephew 
on the second day out from New York, and watched 

the fiery disc of the sun sink below the rim of the 
distant horizon in a final flare-up of crimson glory. 
His mind, still strong and active at seventy-one, 

played shrewdly over the events of the past few 

months in which, with the able assistance of the 

young man by his side, he had successfully negotiated 
a merger of prime importance in the business world. 

At the present moment, what chiefly absorbed 
Douglas, a keen, broad-visioned and yet deeply 

practical banker of the older, pioneer group of finan- 

ciers, was the viewpoint of his nephew. For the 

viewpoint of his nephew, Theodore Amory, was 
fairly representative of the younger, cock-sure gen- 
eration which had come to the front since the war. 

The fact was, Douglas did not know whether the 

young man was financially sound. Brilliant—yes. 

Practical—yes and no. Douglas could not always 

foretell what angle his nephew would take on a given 
1 
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proposition or whether he would stand hitched; he 
was quite likely out of a clear sky to spring some- 
thing totally unexpected and new which might knock 

the whole solid, conservative scheme into a cocked 

hat. Take, for example, his attitude on common 

stocks. Modern, of course. But upsetting—abso- 

lutely contrary to the economic traditions in which 
Douglas has been immersed since his youth. And 

yet the lad had dug up a lot of facts which seemed 

to prove his case. And his views on the rights of in- 

vestors—even more radical stuff. Douglas, brought 

up in the rough-and-tumble pioneer school of ethics 
of the older generation, had found business governed 

by the stark rule of survival of the fittest. He was 

not his brother’s keeper. But Amory contended that 
the best interests of the investor must be recognized 
and protected in any stable, permanent system. The 

investor, he argued, was the modern Atlas, who held 

aloft on his shoulders the financial burden of the 
entire industrial world; it was his money which ex- 
panded business, his surplus which the bankers used. 

And therefore, as a matter of sheer self-interest, not 

philanthropy or altruism, this modern Atlas should 
not be left to shift for himself but should be safe- 

guarded by the bankers to whom he furnished the 
sinews of war. The old days of intense individualism 

in finance, with every man for himself and devil take 

the hindmost, he declared, had passed into the dis- 

card. But had they? Had the whole world, as his 

nephew averred, turned over a new financial leaf 

since the war? And all these theories based on 
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modern scientific research on which Amory was so 
keen—just how much did they amount to, anyhow, 

in actual dollars and cents? That, after all, was the 

acid test. 

Pondering these things as he blinked his shrewd 

old eyes in the glare of the sunset, Douglas perceived 

two clean-cut alternatives before him; either he 

could kick his nephew downstairs into a minor posi- 

tion in the statistician’s department where his ideas 

could do no harm, or he could kick him upstairs into 

the heavy responsibility of a partnership. Smiling 

grimly, he leaned over to glance at the book in which 

the young man, oblivious to the fine sunset, had 

buried his nose. 

“What have you there?” he demanded. 

Amory looked up from his book. He was smiling 

broadly. “H. G. Wells:—‘The World of William 

Clissold.’ I got it from the ship’s library.” His 
broad smile still held as he inquired, “What do you 
think of Wells, sir, anyhow?” 

“As an imaginative writer,’ said Douglas suc- 
cinctly, “I consider him an engaging fellow. As an 

economic thinker, I consider him a half-baked ass. 

All writers who do not come into close contact with 

the material business of life—and by that I mean 
the production and trade which are the real under- 

lying forces that are continuously pushing civiliza- 

tion Onward—are apt to be a bit theoretical and 

unreal. Wells is stimulating, though.” 
“Let’s see if you find this stimulating,” laughed 

Amory and he read aloud: 
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“Quite the strongest and most remarkable of the 

impressions of financial men my own dealings with 

finance have left me is their superficiality and inat- 

tention. Men follow science and art, pursue agri- 

culture, organize manufactures, or go upon the seas 

to trade, closely, because these things are pro- 

foundly and sustainingly interesting. But no one is 

in business in the City for the sake of business in the 

City. Men go there to come out of it again, suc- 

cessful.’ ”’ 
Amory glanced up from his book. “How’s that 

for a good start?” he laughed. A spark had leaped 

into the older man’s deep-set eyes. “Go on,” he 

snapped. 
“<The activities of the City, and its younger, per- 

haps stronger, offspring in Wall Street—for who 

knows which is leading which ?—affect the intimate 

lives of all mankind, but this is not present in the 

consciousness of the City. Finance is forgetful of 

the world in its processes, and the world thinks as lit- 

tle as possible about the finance that thrusts it along 

and pushes it about. Hardly any one in the City is 

going an inch further than he is obliged to do be- 

neath the surface on which he moves his pieces. 

The City has grown up from forgotten beginnings; 
City men accept it as it is and follow its rules and 
traditions, They no more want an inquiry into what 
lies beneath it than cricketers want people to 
geologize beneath their pitch.’ 

““In the course of my life I have met a certain 
sprinkling of bankers, and I do not think there is 
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any sort of human being more marvelous and in- 

credible. They take money for granted as a terrier 
takes rats; when they see it, they go for it; but they 

are absolutely immune to any philosophic curiosity 

about it. From no other profession do men fly so 

rapidly to the distraction of other occupations; bank- 

ers become collectors, naturalists, historians, critical 

writers; the profession is a hotbed of amateurs. The 

world of banking and finance draws princely incomes 

from processes it does not understand clearly and 

that, with a strong self-protective instinct, it will, 

if it can, prevent anyone from understanding 

clearly.’ ”’ 
Amory lowered his book. “What do you think of 

that?” he demanded gaily. 
“Ts that all the indictment?” Douglas was staring 

straight out to sea. He had put on the business man’s 

poker face, and his heavy, chiseled features resem- 

bled those of some old Roman consul of Caesar’s 

day. 

“No, sir,’ grinned Amory. “But brace yourself. 

The worst is still to come.’ He continued: 

““No doubt the activities of the City tangle the 
whole world, but they do so aimlessly. The men 

who rush about its narrow ways do not know what 

they are up to. They would be very angry to be 

told as much, but so it is. They impress themselves 

and each other and their clerks and their typists 

and the anxious, greedy investing public as strong 

men and bold men and decisive men and little 

Napoleons; some of them are controlling altogether 
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colossal sums; but in their heads are brains—it is 

offensive but it must be said—inadequately de- 

veloped. They are youngsters who have never taken 

time to grow up, youngsters overblown, They have 

never struggled on to the fully adult stage. They 

are ignorant of fundamentals, they do not see them- 

selves plainly, they are individualistic in their aims, 

the sense of being a possible part in one complete 

social organization has not come to them, and all 

these characteristics are the characteristics of im- 

maturity.’ ” 
Amory laid down his book. “Well,” he challenged, 

“what about it? Is the criticism fair?” 
“T’d like you to answer that question yourself, my 

boy.” 

“Of course it’s not,’ admitted the young man 

frankly. “It’s overdrawn, exaggerated, caricatured 

a bit in order to make his point. Nevertheless,” he 

laughed, “there’s truth and power in it. I thought 
he drew quite a recognizable portrait of some of our 

pompous banking friends. You know as well as I 

do that there’s an amazing lot of bunk going the 

rounds about business leadership, Napoleons of 
finance and the like. And the truth is that some of 

these little Napoleons don’t know enough to come 

in out of the rain. The financiers themselves don’t 

know where to get off these days; they’re groping in 

the dark, still operating in terms of yesterday. Isn’t 
that so, sir?” 

“T’ll admit there’s a grain of truth in his stric- 
tures,’ replied Douglas soberly. ‘But the trouble is 
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that Wells himself doesn’t see clearly on account of 

his propagandist squint. Bunk? Of course there’s 

bunk. The world’s alive with it. In politics, in busi- 
ness, in religion. But you’ve got to have leadership, 

and the minute you’ve got it, the people begin to 

build a myth around that leadership.” 
“But Wells’ point is that it’s a case of the blind 

leading the blind.” 

“T got that,” retorted the older man impatiently. 

“But leaders are always going to be eulogized or 
damned, and credited with more knowledge and 
power than they actually possess. The masses, the 

press, demand little tin gods. Some of our small-cali- 

ber leaders of finance, I'll admit, take this hero- 

worship to heart. And it’s probably some of these 

stuffed shirts Wells has met.” He added dryly, “I’ve 

met a few myself. 
“But,” he continued aggressively, “the investment 

bankers of America who are directing the flow of this 

country’s surpluses are not a set of imbeciles or 

adolescents. They are pon a Dy, the keenest {EM 
of business men in nga 

“Agreed. But 
“And moreover, my boy, the confidence of the 

public in the knowledge and ability of these leaders 
is absolutely necessary; for it encourages the con- 

servation and direction of our surpluses in the chan- 

nels the bankers believe will be most productive.” 

“Yes, but 
“Probably if the investors realized all the uncer- 

tainties the banker has to consider and weigh before 
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deciding on a loan, they wouldn’t dare touch it with a 
ten-foot pole. They’d keep their money hidden un- 

der the mattress or in an old stocking. Then where 

would our prosperity be? No,’ as the young man 

opened his mouth again to speak, “let me just finish 

this point. Confidence is the bed-rock on which 

all business is based. Take, for example, this ship. 

We pay down our money for fares and we trust the 

captain to run the ship; that’s his, not our, job. It’s 

arisk. But it’s a good risk. In the same fashion the 

investors must have confidence in their leaders to 

whom they turn over their surpluses for investment. 

And if you look at the general prosperity of the 

country—not only of the favored few, but of the 

whole broad mass of the people—you must admit 

that the confidence has not been misplaced.” He 

finished complacently, ‘Their leaders have done 

pretty well by the people, eh?” 

“You speak, sir,” retorted Amory, “as if the lead- 

ers had made the prosperity, as if they’d manufac- 

tured it and had a patent on it. And you know that 
is not the fact. Big economic forces have been be- 

hind our expansion. And the question still remains, 

whether the leaders, if they were better economists, 

keener students of underlying financial factors, 

couldn’t have made a better showing than they have. 
You say, for example, that the bankers direct the 

funds of the investors of this country into the most 
productive channels. But most productive for 

whom? For the investor, for the banker, or for 
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the corporation begging for a loan? Just where does 

the investor get off?” 

“Humph!” grunted Douglas, who was keenly en- 
joying this tussle of wits. Like all real leaders, he 
was not averse to picking other men’s brains for 

the meat they contained, concealing his own views 
the while. “That’s a fine question for a man who’s 
been earning his bread and butter for two years as a 
bond salesman to ask! You know from your own 

experience that the investment banker’s natural 
habitat is between the devil and the deep blue sea.” 

“And that,’ said Amory soberly, “describes very 

accurately the position in which the average inves- 

tor finds himself to-day. For what are investment 
bankers? They are keen, hard-headed business men 

who are merchandising securities. They are not 

particularly interested in a zealous analysis of the 
underlying forces affecting the values in which they 

deal. Why should they be? Their profit comes 
from turning over their merchandise. They them- 
selves don’t hold it long enough to be seriously af- 

fected by those fundamental forces. It is the inves- 

tor who is affected by them; and very often he gets 
the short end of the stick. But so long as he doesn’t 

recognize his predicament, so long as he remains 
complacent in his ignorance, he comes back for more, 

and the investment banker retains his clientele, de- 

spite the mediocre results his customers obtain from 

the investment of their funds.” 
“All right—admit that the investor sometimes gets 

a ‘lemon’,” agreed Douglas. “He’s not the only one. 
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I’ve been stung more times myself than I’d like to 
mention. Getting stung means getting experience. ” 

“But the cases are not parallel,” protested Amory. 

“You know your devil and you know your deep blue 
sea, and you know how to chart your course; the in- 

vestor doesn’t know anything about anything—not 

even that he is ignorant. The defect is in the sys- 

tem itself; and that defect operates in favor of the 
banker and against the best interests of the inves- 

tor.” 
“How so?” probed Douglas. 
“Well, let’s put it this way. The ordinary, intelli- 

gent man, when he is ill, doesn’t call in the vendor 

of patent medicines; he consults a doctor. The home- 
builder doesn’t go to a lumber merchant; he employs 

an architect. But the investor, in the most impor- 

tant and complex business of his financial life—the 

upbuilding and direction of his surplus capital— 
goes to a merchant of securities, whose aim is to sell 

his particular merchandise. And whom does the se- 

curity merchant provide to counsel and guide these 
customers? Usually, clever young college graduates 

of pleasing personality, who know little about the 
fundamentals of investing and feel no compunction 

in urging the investor to concentrate as much of his 

capital as possible in the particular class of mer- 

chandise that the salesman has on hand; and his reec- 

ommendations are usually influenced, to some extent 

at least, by the number of points profit that will be 

divided between the firm and himself. Do you eall 
that good leadership?” 
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Douglas smiled. ‘What would you say?” 

“T say it works out pretty well for the seller of 
merchandise who invented the system; and also for 
the bond salesman so long as he assumes that his 
sole responsibility is to his employer. When he feels 

that his customer’s welfare is his main responsibility, 

however, he is likely to get into hot water. Take, 
for example, a conscientious bond salesman who de- 

sires to do the best he can for his customers. He sug- 

gests, we will say, to a certain customer that instead 

of buying his firm’s issues, the client’s funds might 

be better placed in U. S. Treasury Certificates or 

General Electric stock on which his house would 

make only a brokerage commission. How long 

would that man last as a bond salesman?” 

His uncle stared thoughtfully out to sea. “In some 

investment houses, no doubt, he would be thrown 
out on his ear. But in other high-class firms which 

value integrity, I should say that man might last 

a long while.” He flung aside his steamer rug and 

got to his feet. “Let’s walk. This air feels good.” 
As they paced the deck Douglas continued, “Now, 

my boy, let’s line up this situation according to the 

facts. To begin with, the reputable investment 

banker is striving to perform a real economic service 

to the community, but he must perform that service 

in such a way that he will make money out of it or 

he can’t live. The first requirement for a successful 
merchant is that he cater to the tastes and whims of 

his customers. . The hindsight studies that have been 

made recently of the long-term values in common 
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stocks are very interesting and useful in helping 

the investor as well as the banker to get a clearer 

perspective. But the background that we had in 

the early 1900’s was entirely different from the back- 
ground you have to-day; the common stock is an al- 

together changed investment vehicle. And as for the 
average investor, he wouldn’t touch common stocks 
with a ten-foot pole until recent years. The bank- 

ers of the country have for the most part had to 
finance our rapidly growing industries by bonds, 
which was the only medium that the investor un- 

derstood and had faith in. In. distributing these 
bonds we’ve tried to make the package as attractive 
as possible, the same as any other good merchant 

would do. The security merchandise that has been 

distributed may not have been the best that could 
have been obtained for the investor, but it was the 
only merchandise that he understood and would buy; 

and in the great majority of cases it was honest mer- 

chandise, honestly distributed. 
“As you have pointed out, the interests of the 

borrower are usually opposed to those of the lender. 

The borrower wants to pay as little as possible for 

the use of capital with the fewest possible restric- 
tions, and with options which tend to deprive the in- 

vestor of any advantage that might come to him 

through lower interest rates and so on. Well, the 

borrower is stronger, knows more than the great 

mass of investors, and when interest rates are low 

he insists on issuing only long-term bonds; when 

they are high, short-term or callable bonds—and be- 
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ing in a strategic position, he usually gets away with 
at 

“And the bond dealer has to encourage his cus- 
tomers to take the securities just the same!” 

“Certainly,” admitted Douglas. “Somebody’s got 
to take them. Added to that fact, the large whole- 
saler of securities who does practically no retailing, 

is of course more interested in serving the corpora- 

tion than in looking after the investor. He must be. 

Being a banker for half a dozen big corporations is 

worth a fortune to some large wholesalers. When a 

railroad, for example, begins to go downhill, its bank- 
ers who have made money out of financing it in pros- 

perous years can’t throw it over as long as there is a 
reasonable chance for a comeback. The road can 

get plenty of other firms to finance it, and the original 

banker would lose it as a client permanently. So 
the bankers finance it, hoping for the best.” 

“You mean the bankers in such a case pass the 

buck to the public?” suggested Amory. 

“Business must be served,’ observed Douglas 

philosophically. “I’m not saying the system is per- 

fect; I’m just trying to point out to you the forces 

which the investment banker is up against. There 

are many defects that we are trying gradually to 
iron out. What happens, for instance, when one of 

these big wholesalers brings out a new issue? He 

sends around to the retail firms a telegram, describ- 

ing a few of the favorable points of the bonds, the 

prices at which they are to be sold, the retailer’s 

profit, and adds that he has mailed a circular giving 



14 INVESTMENT MANAGEMENT 

complete details. The partners of the retail firm 

get the telegram at nine in the morning and know 

they have only an hour or less in which to investi- 

gate the issue and accept before the books are closed 
and the opportunity gone; and unless they want 

their competitors to beat them, they know they’d 

better cut out the investigation and start offering 

those bonds to their customers by telephone about 

9:03 a.m. 

“T shall never forget,” he continued soberly, “what 
the senior partner of one of the big wholesalers said 

on the witness stand in 1913, after his firm had sold 

those New Haven bonds which soon turned sour. 

His first duty, he testified, was to help the railroad, 

whose banker he was, and to obtain capital for the 

road when it needed it.” 

“And to hell with the investors, I suppose,’ 

Amory indignantly. 

“Well,” replied Douglas mildly, “if I had owned 

some of those bonds I should have considered my- 

self warranted in making such a deduction, perhaps. 

Personally—and mind you, I don’t believe in judging 

too stringently the conduct of my fellow men—but 
speaking personally, I have an old-fashioned preju- 

dice in favor of being like Cesar’s wife, above re- 
proach, in my business practices. Not because I hold 

myself more righteous than others, but simply be- 
cause I like to sleep at night.” 

Amory started to speak, but the older man stopped 

him with a gesture. “And now to return to the bond 

dealer. What happens when he tries to pick and 

d 
said 
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choose too much among the new issues offered him? 
A few years ago our firm turned down some bonds— 
the Kingdom of Graustark 8s—in view of the fact 
that the 714s already outstanding were more desir- 
able because of a higher call price. Then about two 
years later the same bankers brought out Graustark 
6s which were very attractive, and we wanted to sell 
them but weren’t offered a participation. The answer 
we received when we called up to ask why we had 
been omitted was, ‘If you don’t like Graustark, don’t 
buy its bonds. But if you wouldn’t take the 8s 
which were hard to sell, don’t expect now to get in 
on these 6s which are so attractive that they will sell . 

themselves! .You turned down our Graustark 8s 

which didn’t go so well, and now we feel that we 

should give this new issue to those dealers who put 
their shoulders to the wheel on the 8s.’ And so we 

lost a tidy little sum by what the wholesaler would 
doubtless call over-fastidiousness. We were too 

choosy for him.” 
“Nevertheless, it pays to be choosy in the long 

run.” 
“T think so, my boy. But I’m merely pointing out 

what the investment banker is up against. Some 

dealers, of course, are willing to take anything the 
big fellows bring out, and these are the dealers who 

get the large participations. Occasionally, they orig- 

inate an issue themselves, and that is where the 

really big profit lies. Let us suppose a certain firm 

has a chance at floating such an issue. Upon com- 

pleting investigations, it discovers that the proposi- 
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tion is just on the borderline between what is barely 

safe enough to sell and what isn’t. If the firm decides 
against it—expensive investigations for nothing. If 

it decides for it—a good profit.” 

“Tf it doesn’t flop.” 
“Exactly. Well, suppose the firm rejects it. Too 

much risk. There are so many investment bankers 
these days, all anxious to originate business, that if 

a firm is too squeamish, some other firm with lower 
standards and more robust appetite grabs the busi- 
ness and the investor is soaked with the bonds any- 

way. The same thing is true if a firm holds out for 
really favorable terms for the investor. Sometimes 

he puts it across. Many times, in fact. That’s where 
the integrity of an investment banker comes in. But 

we know that a corporation’s aim in negotiating a 
loan is to obtain money on as favorable terms as 

possible to itself; and if the terms do not suit it, 

that corporation turns to another dealer who offers 
it a better price.” 

“So the investor usually gets the short end of the 
stick anyhow.” 

“Well, he’s not obliged to buy the bonds. If he is 
ignorant or inexperienced, he shouldn’t expect every 

purchase to turn out perfectly. But if he is prudent 
enough to select a high-grade banking house to deal 

with, he’ll average out pretty well in the long run.” 
“I know something about how these issues are 

floated,” said Amory, “and I should say that the in- 

terests of the investor don’t get much consideration. 
The firm of Smith, Jones and Co., let us say, origi- 
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nate an issue of Industrial Iron 5s, due 1940. It 
bites off as much as it can chew and perhaps a little 
more. It reserves $3,000,000 of bonds to retail itself 
—a stiffish lot. It will require the maximum effort of 
the sales force to get those bonds placed, but it’s 
worth the trouble, as the firm, being the originators, 
makes a fat profit—around six points per bond. 
What does the firm do? It calls in all the salesmen, 

gives them a fine luncheon, makes enthusiastic 
speeches explaining how wonderful the bonds are, 

and urges the salesmen to go out and sell as many 
Industrial Iron 5s as they can. ‘England expects 

every man to do his duty’ and so on. 
“And the salesmen need no urging; their partici- 

pation in the six points profit is urge enough to most 

salesmen working largely on a commission. If the 

public is lukewarm, the sales manager whips up his 

force to renewed efforts. 
“Under such circumstances, how much attention 

does the salesman pay to his customer’s diversifi- 
cation program, and to what extent does he choose 
the issue best suited to his customer’s need? How 

often does a young salesman with a wife and two 
children, who is working on a monthly salary of $200 

and commission, come back to the office and report: 
‘I have just been to see a woman who has $10,000 

to invest. She has confidence in me and will buy 
anything I suggest. I could have sold her $10,000 

Industrial Iron 5s, and made $450 profit for the firm 

and $150 commission for myself; but I thought she 

had enough industrial bonds already, so I persuaded 
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her to give me an order to buy $5,000 New York Cen- 

tral 314s, and $5,000 Union Pacific 4s on commission, 

and on these ten bonds the firm will make $15 profit 

and I will make $5 commission.’ What do you sup- 
pose would happen, uncle, to a young man who 

turned in that kind of report to the sales manager 

of a go-getter firm like Smith, Jones and Co.?” 

“T suspect,” replied Douglas, chuckling, “that they 
would advise that young gentleman to turn his dis- 

tinguished talents toward the ministry, or to take 
up missionary work among the cannibals on the 
shores of Timbuctoo, where they eat the mission- 
aries, skin, bones and hymn-book too.” 

They swung along in silence for a space, and then 
Amory broke forth again. “I suppose that what I 

object to in the present system of distributing se- 

curities—and I admit that self-interest is a law of 
nature and that the security merchant, like other 
merchants, must look to his own profit—is that the 
interest of the investor isn’t adequately taken care 

of. The mechanism itself is faulty in that respect. 

Isn’t it a little like asking the lion and the lamb to 

lie down together? Of course the lion regards that 

as a pleasant arrangement. But isn’t it a tactical 
error for the lamb?” 

“What do you suggest?” queried Douglas 
shrewdly. 

“Improve the machinery—make it more efficient 
all around; put a buffer between the lion and the 
lamb.” 

Douglas pondered this thoughtfully without reply. 
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Presently he glanced at his watch. “I promised 
Stanton, the automobile manufacturer, that I’d drop 

in at the bar for a little snifter with him. Come on, I 

want you to meet him. He’s an ace in his line— 

climbed up in the last ten years.” 
They sauntered in to the bar, and Douglas was 

greeted by a lean, angular man seated at a table 

with a slight, middle-aged companion with bright, 

dark eyes who was introduced as Mr. Daly, one of 

the secretaries of a prominent insurance company. 

“Gentlemen,” said Douglas genially, “in my 

nephew here you behold a reformed bond salesman, 

- the investor’s delight, who has not yet realized that, 

from the broader viewpoint, the welfare and success 

of the active user and borrower of capital are of far 

greater importance to the progress of the world than 

the welfare of the investor clutching his little pot of 

gold. He has some ideas on stocks and bonds, derived 

from statistical studies, that would curdle the blood 

of some of my honorable, conservative colleagues. 

And the devil of it is, there’s just an offchance that 

he may be right. At any rate, I’ve decided to kick 

him upstairs into a partnership, and if he can make 

his scientific ideas pay for their board and lodging, all 

right. If not, out they go.” 

Ignoring his nephew’s delighted and amazed coun- 

tenance, which was suddenly overspread with a 

deep flush, he turned briskly to the insurance man. 

“What do you think of this market, Mr. Daly? Are 

your people lapping up all these long-term 414 per 
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cent debentures that the public is being gradually 

educated up to?” 
“There’s not much else to do,” replied Daly, “un- 

less we buy Liberties or some of the high-grade rails 
that are now down to a 4 per cent basis. In either 

case, the net return, after taxes, on high-grade sea- 

soned issues falls to about 314 per cent.” 
“How about stocks?” queried Douglas, with a 

humorous side-glance at his nephew, whose thunder 
he calmly proceeded to steal. “Seems to me I heard 

somewhere that several years ago your company had 

adopted a policy of putting around 25 per cent of 

its investments into common stocks. You could 

have bought them on a better average net yield, and 

in addition you have some chance for growth.” 
“Well,” said Daly, “our company did decide to 

take on some common stocks in 1924, but it was the 

consensus of opinion that stocks were then at their 

peak, and so the committee decided to wait for a 

substantial reaction in the market.” 

“Which failed to materialize,’ chuckled Douglas. 

“So you can’t put your policy into action because 
the market has been going steadily up?” 

“That’s about the size of it,’ agreed the bright- 
eyed little man. 

“And your committee is conservative, eh?” 
“Too much so, I’m afraid.” 

“What do you say to that?’ Douglas turned to 

his nephew with the suspicion of a twinkle in his eye. 
“My nephew,” he explained to Daly, “has been mak- 

ing some intensive studies along that line.” 
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“You say your committee is composed of conser- 

vative men?” queried Amory. Daly nodded. “And 
they show their ultra-conservatism by trying to pick 

the top and the bottom of the market! Well, I for 

one do not know where they could find a more truly 
speculative field of endeavor, with fewer chances of 
success. I’ve heard of individuals and institutions 

that were supposed to be clever at picking the exact 
top and exact bottom of the market; but, as a matter 

of fact, nobody on earth knows where those two 
extremes are until after they have materialized, 
when the hindsight knowledge is of no use. And I 

have yet to find the man who has been as successful 

at this highly speculative method of operation as is 
the true investor who considers himself a partner in 
business and sticks to his stocks as long as he has 
faith in the management and soundness of the enter- 

prises in which he buys shares. If your committee is 

going to gamble on the ups and downs of the specula- 
tive fever which has seized this country, what the 

gentlemen need is a psychologist of mob emotion 

rather than an economist or student of business con- 

ditions.” 
“T am inclined to agree with you,” said Daly. “I 

made an analysis of the investment accomplishment 

of our company from the beginning of the century 

up to 1924, and what do you suppose I found to be 

the average annual return we had made on our in- 

vestments for that period?” 
“Well,” laughed Douglas, “if your figures par- 

alleled those made by my nephew, the return was so 
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low that it would have paid your company to have 
sent off your high-priced investment committee on a 
fishing-trip with full salary for the twenty-four 

years. What was that figure, my boy?” 

“Less than 314 per cent, I think,” said Amory. 
“That’s right,” confirmed Daly. “Mine was 3.24 

per cent. When I thought of the time that had been 
devoted by those high-powered executives on our 
committee, week in and week out for twenty-four 
years, and the net result of all their labor an annual 

return of only 3.24 per cent, frankly, sir, I didn’t 

know what to think of it.” 
Douglas chuckled. “You mean your figures 

knocked the pretentions of your committee as grand 

moguls of finance into a cocked hat! But what did 
they think of your figures? Refused to believe ’em, 
I suppose?” 

“Yes, sir,” nodded the little man, “that’s just what 

happened.” (Douglas laughed outright.) ‘There 

was a lot of difference of opinion in the committee- 

room that afternoon. Some just refused to believe 

the figures—said they were manifestly absurd. One 
excitable gentleman got up and said if they were 
such fools as those figures made out they ought to 

be shut up in an institution for defectives. As they 
weren’t morons, it was plain the figures lied. Another 

gentleman wanted to see comparative figures show- 

ing the investment skill of other insurance com- 
panies.” 

“That would have been interesting,” remarked 
Amory. “Did you do it?” 
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“Yes,” said Daly modestly. “I had already done 
it before turning in my report. And I was able to 

tell the committee that the showing of many of the 
other companies was about as poor as our own.” 

“That must have alleviated their wounded pride,” 

commented Douglas with dry humor. 

“Td like to see that report,” suggested Amory. 

“T'll be glad to send it to you,” said Daly. “My 

studies covered from 1901 to 1924. Our average re- 

turn would probably be nearer 314 per cent or 334 

per cent if brought up to date, because of the appre- 

ciation of bond prices since 1924. Of course, in 

terms of dollar returns, the showing is much better, 

because our invested assets have more than doubled 

since the war, and all this new money has been in- 

vested when everything was going up. But what 

I was trying to do was to measure the investment 

skill of our committee over a term of years. The fact 

that we have had more money to invest during the 

last seven or eight years is Just a favorable circum- 

stance for us.” 
“T bet you wouldn’t get your committee to sub- 

scribe to that opinion!” laughed Stanton, who had 

been an interested listener. “And when you think 

of it, what a lot of bluff and bunk the poor innocent 

investor has to swallow these days. Take myself, 

as an investor, for example——” 

“Stick to facts, man!” interrupted Douglas. 

“Youre neither poor nor innocent. I wish I were 

half as clever as you are in bluffing your way into 
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the confidence of the people of this country. But go 
) on. 
“What I was about to say,” continued Stanton, 

undisturbed, “corroborates Daly’s conclusions, but 

from another angle. When my father died in 1913, 

my sister and I inherited approximately $100,000 

apiece from his estate. Shortly afterward, my sis- 

ter’s husband died, leaving her with two children and 

a law practice that had no cash value at his death. 

Following the usual procedure, my sister, under ad- 

vice, put her money into high-grade bonds yielding 

about 5 per cent. This, in 1913, netted her an in- 

come of about $5,000. But in 1920, with the same 

bonds and $5,000 income, she had to give up her 

maid and do some close figuring to make ends meet. 

The purchasing power of the dollar had decreased; 

the standards of living were higher; and food, clothes, 

and labor cost more. She needed a greater pur- 

chasing power in 1920 in order to maintain her 

relative position inthe social scale, and actually 

that purchasing power was cut in half. Although 

there was never any question about their safety, 

the market value of her bonds was only about 

$75,000 in 1920, and while her income was still 

$5,000, it amounted to only $2,500 in 1913 dollars. 

Well, of course, her family stepped into the breach. 

But the point I wish to make is that an honest, con- 
scientious banker of the old school, who believed that 
common stocks were synonymous with speculation, 

had warned her against putting her inheritance into 
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those dangerous channels. He also warned me 

against ‘speculating’ by purchasing common stocks. 

“Well, I realized I was no wizard in the realm of 

high finance, but I couldn’t figure out how the big 

business men of the country could continue to pay 
interest on bonds and accumulate fortunes for them- 

selves unless they made more from the use of the 
money they borrowed than they paid the lenders. 
I knew that Mr. Morgan had a lot of his money in- 

vested in U. 8S. Steel common, that Mr. Vanderbilt 
owned New York Central stock, and that the wealth 

of the greatest financiers of the country was concen- 

trated in shares that represented ownership of prop- 

erty, rather than bonds that represented a promise 

to pay dollars at some future date. So I decided to 
follow their example. | 

“T had always noticed the record of the Dow- 

Jones Stock Averages in the newspapers and learned 

that they were generally accepted as a fair cross-sec- 
tion of America’s leading industries. And when I 

realized that I could go into partnership with Mr. 

Morgan, Mr. Rockefeller, and Mr. Vanderbilt on an 
even basis in their big business enterprises, it ap- 

peared inviting to me, and I divided my $100,000 
among the stocks carried in the Dow-Jones Aver- 
ages. I kept my funds pretty well diversified among 

these stocks, and whenever they were changed in 
order to keep them representative of the country’s 
business, I changed with them. In spite of the big 

drop these stocks suffered in 1920, the principal value 
of the original investment at the lowest point in 1920 
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was over $175,000, and my income for that year was 

over $12,000 in cash. 

“Well, you know the story of ascending prices from 

that year. That particular fund now has a market 
value of over $400,000 and last year produced an in- 

come of about $17,000. Theoretically, I may have 

speculated and my sister may have been a conserva- 
tive investor; but my head is too thick to see Just how 
this tradition can be justified by experience. Regard- 
less of preconceived ideas, I believe the method of in- 

vestment which most consistently increases capital 

and income is the safest. Any attempt to justify 
losses by claiming that they were incurred by fol- 
lowing a so-called conservative program is a mis- 
conception of terms. Safety may justify the sacri- 
fice of maximum gains, but it does not justify 
losses.” 

“All of which is very interesting in the greatest 

bull market of all time,” commented Douglas, “but 

wait until that market breaks. This continued orgy 
of speculation is bound to have bad results. It’s get- 
ting to a point now that when I want a taxicab from 
my office, a clerk has to go round to the board-room 

of a brokerage house on the corner and get the driver 

out. My chauffeur recognized a subway guard in 

a brokerage office the other day, and wondered 
whether he was there to trade or to keep the traffic 
moving! ; 

“Well, gentlemen,” he concluded, rising, “I don’t 
know how you feel, but this conversation plus the 

sea air has given me an appetite. The meat of this 
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discussion, if I may venture to sum it up, is that ig- 

norance and bluff among our financial leaders are 

not quite so marked as Mr. Wells appears to believe; 

and yet there is some color of truth in his remarks 

which we would do well to ponder upon. Bankers, 
like other men, are blinded in their interpretation of 

events by personal prejudices, by tradition and by 
economic judgments which seemed valid enough in 

their youth, but which changing conditions have 
modified or completely overturned. 

“In the field of finance, which has altered radi- 

cally in these recent postwar years, we have not 

kept our practices geared up to the current facts 

of the case. Blinded by the light of our own narrow 
experiences, which before the war were provincial or 

even parochial in character, we have been slow to 
realize that we have now entered upon a larger, an 

international, phase of affairs, in which we shall 

have need of all the fundamental facts of the case— 

all the statistical data and the scientific studies that 

are available. And we dare not say that these fun- 
damental facts lie, in order to ease our hurt pride. 
Science has become the handmaiden of modern in- 

dustry, as is testified by our vast industrial enter- 

prises with their costly research departments. 

“So in the investment field as in other fields, we 

are inevitably committed to the scientific findings 

of our times. But scientific fact is not the last word 

in this field; it requires in addition executives of 

broad vision and ripe experience to interpret and 

evaluate these facts. And the just claims of the in- 
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vestor must be considered, for he not only provides 
us with ammunition but also the ultimate market for 

our wares. He must therefore have an honorable 

place in the system and not be ruthlessly pushed 
aside. In other words, we have passed the pioneer 

stage of intense individualism which was rampant 

in my youth; we are definitely embarked on the sec- 

ond stage of our economic development, and now we 
must look to our machinery and see that it operates 

smoothly, efficiently, and justly to all parties con- 
cerned.” 

His glance strayed to the door and he broke off 

with a rueful laugh. “Gentlemen, I see my wife 
shaking her head at me from the corridor. I prom- 
ised her on this trip not to talk business, or think 

business, or even dream business. . . . I wish you 
good night and Godspeed!”’ 



Chapter I 

EVOLUTION OF THE SURPLUS AND CHANGING 

INVESTMENT VALUES 

BeroreE the dawn of civilization, there was no prob- 

lem of investment. Earliest prehistoric man prob- 

ably roamed the countryside, searching for food and 

shelter, with no tools other than his hands, guided 

by instinct and a dull wit. Time meant little or 
nothing to primitive man. Aroused from prolonged 

slumber by pangs of hunger, he would forage for 

food; with food at hand, he would gorge himself, 
giving free rein to gluttony while gluttony was possi- 

ble; having eaten, he would stumble torpidly to 

some nearby shelter to sleep; and, animals and ele- 

ments permitting, this sleep would continue until 

hunger again made its demands. Primitive man had 
no problem of investment. 

One day, perhaps, primeval man gathered more 

nuts or other edibles than he could conveniently con- 

sume at the moment. And in a flash of genius the 

thought occurred to him that, if he could store some 

of the surplus until the morrow, he would not be so 

hard put to it to find food. These surplus edibles 

constituted his wealth, and for the first time man 

had a problem of investment. They had to be 

guarded against risks of loss; and the first invest- 
29 
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ment problem may have been solved by storing this 

surplus food in a cave, or some other hiding place. 

With the coming of the next day, primitive man’s 
status had changed. He was a capitalist. He could 

lie on his bed of twigs and leaves and commiserate, 
if he did not laugh at, the plight of his fellows who 
were up and at the age-old quest for food. And per- 

haps while resting content in the security of his sur- 
plus, another flash of genius struck him. He may 

have said to himself, “Now that I do not have to look 

for food today, I think I’ll see if I can find a stone 
with a sharp edge, a stout small bough of a tree, and 

some fine tough vines with which I can tie the stone 

to one end of the stick. Ive always thought that 

such a contraption would help me in my business 

of getting food, but I’ve never before had time to 
ixattip. 

Tes SOP LONG HaeAy No her AGS ms CcAmmele be Agta 

While others were looking for berries and nuts and 

taking their fill, the first stone axe was fashioned. 

With the aid of this stone axe, crude as it was, new 

fields of endeavor were opened. It was found useful 

in cutting a way through brush so thick as to be 

otherwise impenetrable; and by cutting through 

some of these formerly impassable areas, new plants 

and foods were discovered. Then one day it was 

used to kill some native fowl perched on a low 

branch; later, animals were killed with this axe. 

Man had appreciably widened his horizon, had taken 

an important step toward civilization on the day 



EVOLUTION OF THE SURPLUS 31 

when this first stone axe was fashioned, At the end 

of that memorable day man’s surplus of food was 

gone but he had an axe—a new kind of surplus and 
a new form of capital. And the investment problem 

continued. 

Skipping several thousand years, we find the tribes 

and nations of Asia Minor established on a thriving 

plane of life, under the patriarchal, or family, sys- 

tem of government. Fertile valleys supplied pas- 

ture for herds and flocks; industrious families culti- 
vated and harvested grain. The surplus of these 

peoples was chiefly in cattle and grain—this was 
their investment. There were certain risks to these 

investments, such as drought in the valley, disease 

of the cattle, or theft of the grain. But in a way 
even these people had discovered the desirability of 

being prepared for any emergency—of hedging. By 

putting their capital into both herds and grain, they 
were protected against loss of the herds through 

failure of pasturage, for there was always the store 

of grain which could be fed to the cattle. This was 

merely one way of reducing the risk of loss in their 

investment. 

Although the ancient peoples in Babylon and 
Syria and Egypt had developed a high civilization, 

their problems of investment were, after all, rather 

simple. With reasonable diligence on the part of 

shepherds, flocks and herds could be guarded against 
loss. Grain was easily stored and accounted for. The 

individual investor had close contact with his capi- 

tal and an immediate control. 
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AND THEN CAME MONEY 

Again ignoring the passage of centuries, we come 

upon a civilization of the Middle Ages with business 

still on a simple scale but dominated by the use of 

money. Originally grain or some other commodity 
was used as a medium of exchange; later precious 

metals were “coined” into tokens representing a 
certain measure of grain, the metal itself having an 

equivalent value in exchange for commodities or 

services. Economic life was on a domestic basis; 

each household or community produced all it con- 
sumed; trade consisted of local exchanges of com- 

modities and of coins—in other words, the first step 

beyond barter. The surplus of each family was in- 

vested in the essentials of a simple hfe with an 

amount in the current coins. 

But along with this gradual development, new fac- 

tors were being introduced into the investment prob- 

lem. Long before the dawn of international com- 

merce, as we know it today, spices were brought from 

distant ports. A merchant with a store of rare spices 

from India—his surplus—might find that his spices 

had actually little value in exchange the day after 

some ship had come to port with a cargo of the same 

kind of spices. Coins were always honored in ex- 

change for commodities, but the same coin would 

not always purchase the same amount of a given 

commodity at different times. Purchasing power, or 

exchange value, had become an element in the inves- 
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tor’s problem; his problem, however, was still rela- 
tively simple. A man’s surplus was usually in the 
form of coins which were easily exchangeable, com- 
modities which could be consumed or traded, or such 

things as cattle, ships, farming equipment, and other 

simple tools that he himself could use in the produc- 
tion of everyday commodities. The investor had 

certain risks but he knew how to meet them because 

he had an unobstructed view of all the facts in the 
case. His capital was tangible, under his own man- 

agement, and not confused by the influence of com- 

plex factors beyond his control or understanding. 

mv esSTMENT BECOMES A COMPLI- 

CeAGTy EDP ROBE EM 

Three developments of the nineteenth century, al- 

though providing greater opportunities, were respon- 
sible for increasing the difficulty of the investor’s 
problem—the industrial revolution, the widespread 

use of the corporate form of organization, and the 
increased facilities provided by transportation and 

communication. 
The industrial revolution with its introduction of 

power machinery and modern production methods 
gave rise to the modern factory, an industrial organi- 
zation, separately housed, employing great numbers 

of people, and requiring large capital. In many in- 

stances, the original factories were owned by wealthy 

men who risked a large portion of their wealth 

in such industrial enterprises. When industry was 
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conducted on a small scale and was local in scope, 
every tradesman or artisan knew approximately the 

limitations and demands of his market. With indus- 
try on a factory scale, foreign markets had to be 
tapped, involving greater risk and consequent uncer- 

tainty of success. The conduct of business became 
more hazardous; gains were greater—but in com- 

pensation for greater risks. Investors stood to gain 

more—and to lose more. 
Gradually factories grew in productive capacity 

and in number. Soon business men discovered that 
the corporation offered a solution to problems of or- 

ganization as well as of finance. When an individual 

owner saw industrial opportunities of which he could 
not take advantage with his own capital, he could 

incorporate the business, and sell shares of stock. 
Shares were not new instruments. Even in the sev- 

enteenth century trading companies were organized 
in England to conduct various ventures and were 

financed by subscription to shares; but in almost all 

instances these shares were taken up by wealthy 

noblemen willing to undertake a frank and admitted 
speculation for the chance of great gain. The cor- 
porate form was not new; its use as a financing 

medium that provided investment opportunities 

rather than speculative ones, however, was new. 

But with the utilization of the corporate form, 
investors’ problems multiplied. Control and owner- 
ship had been separated. Often the investor did not 

know even remotely the managers. He was ignorant 

of the policies and practices of the company, and had 
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little personal knowledge of the productive facilities, 
Of course, a major part of this development was 

dependent upon the increased facilities of transpor- 

tation and communication. Large industrial cor- 

porations had to serve wide territories in order to 
distribute their output. Railroads made this pos- 

sible. Telephone and telegraph united widely sep- 
arated businesses. Industrial life became national 
rather than local—and then international. And in 

exactly the same degree investors’ problems became 

national and international where formerly they had 
been local. 

Not only has the tremendous growth in the world’s 
stored-up surplus been reflected in an increasing size 
of separate business organizations, but also the 

greater economies and opportunities opened up 

through the combination of many small business en- 

terprises into a few powerful industrial giants have 
resulted in a growth of individual corporations at a 
much faster pace than industry itself. The stronger 

organizations have absorbed or overpowered those 

weaker and less capable. The increased efficiency 

of our higher civilization and continued progress 

demanded that the control and direction of this in- 

creased wealth be concentrated in those organizations 

that had demonstrated greatest ability. The less able 

have had to accept the domination of their more 

powerful competitors, or suffer extinction. There 

is no longer opportunity for the average capitalist 

to invest his surplus in tangible productive wealth 

within his own control except in a limited way or in 
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the face of the greater hazards of competition from 

the powerful and more efficient industrial enterprises 

that have now expanded their enlarged corporate 
managements into almost every field of business 

endeavor. 
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No single capitalist could finance and manage a 
Steel Corporation or a General Motors Company. 

Not even a group of financiers! What was the an- 

swer? Public subscription to security flotations by 
an increasing number of individuals whose standard 

of living and share in the country’s wealth had con- 
currently increased. The opportunity was open for 

the business man and for the professional man, and 

even for the wage earner, to invest his surplus in the 

world’s greatest business enterprises. Did the busi- 
ness man or the professional man have the qualifica- 

tions or the knowledge to justify his entry into this 

complex field of investment? None was needed, from 
the standpoint of the investment banker or security 
merchant if the investor had the capital. We have, 

then, the anomalous situation of the problems of 

investment becoming more complex and inscrutable 

as the increasing body of investors became less and 

less fitted to cope with any investment problems, 

even the simplest. | 

Figuratively, the investor of former centuries was 

a giant, overtowering with his surplus the simple 
problem of putting his capital into small and local 
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businesses. Today the investor is a pygmy, weak 
and confused, when assaulting the gigantic problems 

with which he must cope. He is a pygmy in a vast 
and unmapped forest of risks. He knows the objects 

he wishes to attain by investment—security and 

appreciation of principal and income—but he does 

not know the path he must travel through this for- 

est of risks to reach that objective. 

What consideration must be given to political 
factors of national government? Of state govern- 
ment? What about export shipments of manufac- 

tured goods? Of gold? What is the effect on 
domestic securities of large imports from other coun- 

tries? How will interest rates affect stocks? Bonds? 

Are interest rates likely to go up? Or down? And 
how long is such a trend likely to continue? What 
are earning statements showing? What is the cur- 

rent trend in dividend payments? Should business 

failures be considered? Which industries are show- 

ing the most consistent growth? Which are showing 

a decline? What branches of industry are most likely 

because of their sound economic position to show 

better results in the future? Which industries are 
decaying? What is the effect of changes in the man- 

agement of this company? Or of a new bond issue 

for that company? What about commodity prices? 

But we must not go on listing the various factors 

influencing investment values, for this discussion 

cannot be stretched out long enough to cover a com- 

plete enumeration. 
Any one who is willing to make even a hasty in- 
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quiry into the field of investment securities will 
readily appreciate that stocks and bonds represent 

one of the most intricate forms of surplus known to 

man. As tokens of wealth they designate the exist- 

ence of composite surpluses, whose market values are 
governed by myriad elements, many of which are 
intangible and, therefore, indeterminate. If a man 

owns land, a house, or an automobile, he possesses 

something tangible which he can inspect with a view 

to appraising its current worth. But in the case of 

securities, real and prospective values are almost in- 

variably obscured by equations and counter-equa- 

tions discernible only in part even by the trained 
analyst. 
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The investor of today—whether an individual 
buying hundred dollar bonds or an institution buying 

and selling millions of dollars of securities—needs 
more than anything else a scientific approach to the 

solution of this investment problem. He wanders 

blindly in a forest of dividend rates, yields, fore- 

casts, tips, doctored facts, as well as the ever-present 

bond salesmen’s suggestions. Where is the way out? 

How shall the investor set about getting his direc- 

tion, and then cutting through this mass of under- 

brush until he can see clearly the road he must travel 

to reach his objective? How can he get out of the 
woods? 



Chapter II 

INSURANCE PRINCIPLES APPLIED TO INVESTMENT 

How shall we attack this problem in which must be 

considered the great confusion of conflicting factors 

variously affecting different types of investment risks 

—factors which the human mind has been found 
incapable of interpreting or evaluating, even approxi- 
mately? One way would be to study some other 
business—for investment too is a business—that pre- 

sents similar complexities; some other enterprise, 

the prosperity of which depends upon the accurate 
analysis of intangible risks. 
Any business, whether it is that of an automobile 

manufacturer or a bootblack, involves some degree of 

risk. One important business enterprise, however, 

has been built upon risks, and it is in this business 

that most has been learned about the science of min- 

imizing and overcoming risks. This outstanding 

example of a business built upon the successful ap- 

praisal of risks is the insurance company. The very 
word “insure” means to make sure or certain, to guar- 
antee, to convert uncertainty into certainty. No 

other business ever devised by man has so well suc- 
ceeded in superimposing a structure of certainty upon 

a base of uncertainty. The insurance company does 

not ignore or eliminate the existence of risks; on the 
39 
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contrary, it assumes risks. When we take out a life 
insurance policy the insurance company is not ignor- 

ing or eliminating the risk of death, for that ob- 
viously would be impossible; the company assumes 

that risk, relieving our families of the hazard of 

financial loss through death. 
Just as the insurance company cannot eliminate 

the risks in which it deals, so also the investor cannot 

eliminate the risks of loss in investment. But as 

the insurance company intelligently selects and dis- 

criminates between the risks which it assumes, so 

also should it be possible for the investor intelli- 
gently to select and discriminate between the risks 

he assumes. Insurance companies make a profit out 

of assuming risks, and perhaps this is also possible 

for the investor through the adoption of underwrit- 

ing principles similar to those whose soundness has 

been demonstrated by insurance experience. 
Why can an insurance company afford to guaran- 

tee a person against loss by fire or by death in return 

for the payment of a small sum? There are no seers 

or necromancers in the insurance business. An in- 

surance company cannot foresee or foretell when a 
man is going to die or when his house is going to 

burn. But given one hundred thousand men or one 

hundred thousand houses, the insurance company 
can make a close estimate of the number of men 

out of that hundred thousand who are going to die 
within the year or the number of houses that are 

going to burn. Yet this does not give us a full 
explanation. Suppose some one were to meet us on 
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the street tomorrow and ask us how much money 

we would charge to insure against fire 10,000 homes 

of a certain type distributed in several large cities 

for $10,000 each, what would be our answer? Let us 

say that as a result of all our personal experiences 
and careful reasoning on the subject we guess that 

about 1/10 of 1 per cent would be a fair payment in 
the form of premiums. Since our total insured value 
would be $100,000,000, we would be receiving $100,- 

000 in premiums. But if out of our 10,000 houses, 

20 burned during the year and showed a complete 
loss, we would have to pay out $200,000—showing a 

net loss of $100,000. Yet our estimate would have 

been incorrect by only 1/10 of 1 per cent. The fact 

that we would have come so close to the correct fig- 

ure would be small consolation for the loss of $100,- 

000. Although we might call ourselves in this case 

insurers, we would turn out to be gamblers. And 

all because we did not know the risk, but guessed at 

it. Yet when we play the role of investor, what do 

we know about the risks we take? 
The insurance company knows its risks—the prob- 

ability of loss—because it has carefully analyzed 
and measured past experience. It knows what this 

experience has been, not only for all buildings, but 
for all private homes, apartment houses, business 

blocks, schools, and for all the various building clas- 

sifications. It knows this past experience not only 
for apartment houses generally, but for brick apart- 
ment houses, concrete and steel apartment houses, 

wooden frame apartment houses, and so on. You 
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cannot fool the insurance companies about what has 
happened in the past. They have spent millions and 
millions of dollars to record and analyze this past 
experience scientifically. They do not guess; they 
know. And in addition to this knowledge, they 

realize that the future will be similar to the past, 

differing only to the extent that new factors have 

entered the situation—as when a new type of build- 
ing material is invented and used, or when a new 

system of fire protection is developed, or when the 
moral hazard becomes greater temporarily because 

of depressed business. Where new factors have to 

be considered, the insurance company makes a con- 

servative allowance in judging the future by the past. 

Why has not the investor, faced with a similar 

problem of appraising risks, long ago tried this sys- 

tem of measuring and applying past experience to 

his problem along the same lines that have been es- 

sential for the success of insurance companies in 

the handling of their risks? This question might 
imply that the insurance business has always been 

conducted on this scientific basis. But it has not. 

THE BEGINNINGS OF “UNDERWRITING 

Insurance was originally little more than gam- 
bling. Many of the branches of insurance other than 

life probably had their origin as businesses in the 
old English tavern known as Lloyd’s where wealthy 
men were accustomed to gather to get news about 

the arrival and departure of ships. One day a ship- 
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owner got the idea that he might safeguard himself 

against the financial loss resulting from the sinking 

of his ship by persuading some of these wealthy men 

to bet him that the ship would return safely while he, 
in effect, bet them that it would not. Of course, 

he would have to put up his portion of the bet, but 
being sporting gentlemen, they would probably give 

him heavy odds. This shipowner then got a sheet | 

of paper and wrote thereon that the men who signed 

it agreed to pay the shipowner a certain sum of 

money—a sum in total equal to the value of the ship 

and cargo—should the vessel be lost at sea. This 

paper was posted or passed about and various fre- 

quenters of Lloyd’s signed it, stating the amount for 

which each was willing to be responsible. When one 

of these men signed the paper, it was said that he was 

“underwriting” the loss; that is, writing his name - 

under the contract by which he agreed to make good 

any financial loss to the owner. 

In the early days of insurance, these frequenters 

of Lloyd’s had no elaborate experience tables to guide 

them such as the modern insurance company has. 
They had merely a personal knowledge of the various 

vessels in the harbor. Each insurer decided for him- 

self whether the vessel was seaworthy; then each 
man made a guess as to what the weather was likely 
to be, influenced perhaps by twinges of rheumatism, 

or whether squirrels were gathering nuts early that 

autumn. If a man considered the premium—that is, 

the sum the shipowner was willing to pay—low, he 

might nevertheless underwrite the risk if he thought 
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the vessel seaworthy, and if he expected good 
weather. If he judged these factors otherwise, he 

would not underwrite the risk unless he got a higher 

premium. 
Originally insurance underwriters endeavored to 

estimate the risks submitted to them by involved 

reasoning based upon their own personal experiences 
and prejudices, ‘or by complicated mathematical 

processes with little bearing on any experience. In- 

surance underwriting was then a gambler’s game. 
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During this formative period, when every one was 

entitled to his own ideas on insurance and popular 
theories were more dependent upon the dominating 

personality of the advocate than upon the soundness 
of his reasoning, some enterprising insurance under- 
writer one day conceived the idea that if he knew 

what had happened in the past, he could estimate 
the risk of loss on similar events in the future. At 

first this was only a theory. But when applied in 
practice, it worked. Furthermore, as time went on, 

it was the only theory that worked consistently in 

practice and soon it was developed to a point where 

it was not only a theory, but the accepted basic prin- 
ciple of insurance. Other personal theories or 

schemes or prejudices were abandoned when their 

sponsors found they could not compete with the man 

who quoted a low rate on the basis of past experi- 

ence. If insurers, swayed by personal prejudice, 
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quoted a higher rate, they got no business. If they 

quoted a lower rate, they got all the business, and 

paid out all their capital in making good their losses. 

The insurance business has not always been on a 

scientific basis. It has reached its present prosperity 

as a conservative business only through the weeding 

out of theories and prejudices and personal view- 

points, through the acquisition and utilization of a 

knowledge of past experience, and through the appli- 

cation of the law of averages. 
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Why, then, has not investment been placed upon 

a basis of an accurate knowledge of past experience 

if, in fact, investment like insurance deals in risks, 

and if the success of insurance has been built upon 

such a knowledge of the past? The answer is that 

scientific investment to-day is still in its swaddling 

clothes. The present-day investor with all his wis- 

dom gained from forecasters, board-room gossip, and 

balance sheets is little, if any, better equipped for 

the serious business of investment than those early 

frequenters of Lloyd’s tavern were equipped for the 

insurance business. Most of us are still investing on 

the basis of personal theories. We believe, prob- 

ably because our banker or bond salesman or father 

has told us, that stocks are “speculative” or that 

bonds are a “conservative” investment. We believe 
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that of all bonds, railroad bonds are the safest—or 
perhaps some other kind. We believe that there is 

some “fair price” for a given stock, and that for every 
dollar it has advanced beyond this point, it is bound 

to decline a dollar at some future date—and prob- 

ably soon. We have a veritable catechism of beliefs 

—and little knowledge of fact. In the field of invest- 
ment, as in the early days of insurance, dominating 
personality rather than a knowledge of fact has been 

directing the trend of investment beliefs. 

But why is investment still in its infancy at a time 
when insurance has developed a scientific method of 
dealing with its risks? Are the same principles not 

applicable, or has the profitableness of their applica- 

tion been obscured? Let us analyze these two busi- 

nesses in further detail to determine whether or not 

we would be justified in applying to investment prob- 

lems an approach similar to that which has proved 

successful with insurance underwriting. 

Mei NGr Minis ZeloNeG sR lo omKers 

Both the insurer and the investor are interested’ 
in minimizing risks. Peter Policy is an insurer with 

$10,000 capital, while Donald Dollar, with the same 
amount of capital, is an investor. Peter Policy in- 

sures buildings, and the total face value of all the 

insurance he has in force is $500,000. The average 
premium is 1 per cent, so Mr. Policy has a yearly 
gross premium income of $5,000, for which he has 

underwritten the loss of an indefinite amount of 
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capital—something less than the $500,000 property 
value he has insured. He does not know his actual 
losses until the end of the year, but at the beginning 

of the year he is underwriting the loss of an indefinite 
amount of capital with a theoretical maximum liabil- 

ity of $500,000. 
Donald Dollar invests all his $10,000 in a diversi- 

fied group of bonds and stocks, and at the end of the 

year shows a net cash income of $550 and an appre- 

ciation of $200. When Mr. Dollar invested his $10,- 

000 he underwrote the loss of a similar indefinite 

amount of capital, but in his case the upper limit was 

$10,000 (assuming that he did not purchase any 

stocks on which there was double liability, such as 

bank stocks). 

What are the business situations of Mr. Policy 
and Mr. Dollar? Both are concerned with risks, 

though of different sorts. The insurer is risking the 

loss of an indefinite sum up to $500,000, and the in- 

vestor is risking the loss of and hoping for a gain 

on his $10,000 investment. Mr. Policy is paid a 

definite gross income—his total premiums—in ad- 
vance, while Mr. Dollar does not know what income 

he will receive during the year or what change 
may take place in his principal. Whereas the insurer 

is bound to suffer some loss on his underwriting, the 

investor may either gain or lose. Mr. Policy can 

conservatively assume his risks because he has 

selected them on a sound basis and is in a position 

to average losses; he uses the premiums from the 
many policies under which he suffers no losses to pay 
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the few losses which occur. Mr. Dollar might also 
conservatively assume his risk of loss by a sound 
selection and diversification of securities, in effect 
an averaging process whereby a possible high return 
from one security would serve to balance a possible 

low return or loss on another security. These are the 
major similarities of the two processes of investment 

and insurance. 
There are, however, several important differences 

in the practical businesses of insurance and invest- 
ment underwriting. These differences in the inves- 

tor’s favor have perhaps been primarily responsible 
for our laxity in applying scientific underwriting 

principles to investment practice. We first note a 
pronounced difference in the ratio of the capital em- 

ployed to the possible liability incurred. Both men 
employed $10,000 capital. The insurer assumed a 
possible liability of $500,000 (possible but not prob- 

able) ; the investor assumed a possible liability no 

greater than the amount of his capital, $10,000. The 
investor has a 100 per cent cushion of capital which 

softens the jolt of any fall. The insurer is not so 
protected. If Peter Policy makes a mistake of 14 of 
1 per cent in estimating his risks, he is likely to be 

ruined. Mr. Dollar, expecting to gain 5 per cent, 

may actually lose 5 per cent of his capital, an error 

of 10 per cent in his estimation of risk, and still be 

complacent—for hasn’t he $9,500 still left? Mr. 
Policy fails within a year on a mistake of less than 
1 per cent, because the risks which he assumes are 
much greater than his capital. 



INSURANCE PRINCIPLES 49 

For a fair analogy with the greater risks of the 
insurer we should have to consider an investor oper- 

ating on a small margin of something like 2 per cent. 

In such a case the underwriter of investment risks 

with $10,000 of his own money would be assuming 

the risk of loss on $500,000 of capital, and his selec- 

tions would consequently demand much greater skill 
if he were to survive. 
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There is another difference which deserves close at- 

tention because of its importance. Peter Policy has 

received $5,000 in the form of premiums. But most 
of the $5,000 received by him was in payment for 
the risks expected to mature and the expense in- 

volved in selecting and averaging these risks—leav- 

ing a small balance as business profit. Underwriting 

losses of the average successful fire insurance com- 

pany might normally aggregate 55 per cent, and 

expenses of administration 40 per cent of total 

premiums received. If Mr. Policy did as well as the 

average successful company in a normal year, he 

might then realize an underwriting profit of 5 per 

cent of $5,000, or $250." 
Donald Dollar at the end of the year has collected 

$550 income, and has realized a market appreciation 

of $200. The $550 income is not entirely nor chiefly 

1In the average insurance company the further income through 
investment of capital, surplus, and the unearned premiums in the 
company’s possession is an important part of total revenue. Investment 
return is omitted here in order to simplify our problem. 
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a payment for the risks he has assumed since he could 
have invested his $10,000 in high-grade short-term 

government bonds and received at least $350 with 

practically no risk. In other words, the investment 

income of $550 might be broken up into two parts: 

one representing a sort of pure interest or simple rent 

for the riskless use of the money, and the other a 

kind of insurance premium for assumption of the risk 

of loss involved. Thus we see that Mr. Dollar re- 

ceived only $200 ($550 minus $350) as insurance 

premium for the risks he assumed. 

Just as the 100 per cent cushion of capital at risk 

eases the fall of the investor from success, and he 

does not realize it, so also a further cushion has the 

same effect—the cushion of rent. Donald Dollar 

could get $350 at any time within the year we were 

discussing above by lending his $10,000 with prac- 

tically no risk. Suppose that as a result of investing 

his $10,000, instead of showing a gross income of 

$550 for the year, he showed only $300. He might 

say to himself that he did not get so much, but still 

he made “something.” If allowance is made for the 

rent of his capital, he has really lost $50. He may 

not consider that he has lost because at the end of the 

year has he not the $10,000 intact and in addition 

$300? He does not realize that any person—with 

brains or without—could have obtained $350 for the 

riskless use of that $10,000, whereas he has assumed 

risks and received only $300. 

Or, suppose Donald Dollar receives only $300 at 
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the end of the year and has lost $200 on the value of 

his securities, reducing their market value to $9,800. 

He may say to himself, “Well, I made only $100 this 

year on that investment,” without realizing that in 

effect he has lost $250,—$200 in principal value, and 

$50 below the riskless rental rate of capital. 

Some of us might refuse to consider the temporary 

drop in market value and would similarly not include 

market appreciation in our investment accomplish- 

ment unless such loss or gain in market value had 

been actually realized through sale. Orthodox ac- 

counting practice often values securities and other 

assets at cost or market, whichever is lower, the 

avowed purpose being to underestimate rather than 

overestimate their worth. 
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Such accounting practices have led many investors 

to feel that there is a substantial difference between 

“paper profits” and “realized profits” in spite of the 

fact that for all practical purposes the situations may 

be identical. That is to say, when Mr. Dollar buys 

100 shares of U. 8. Steel at 150, sells it at 160, and 

buys it back again at 160, he has taken a profit of 

$1,000 and includes this in his investment accom- 

plishment. If he does not go through the mechanics 

of sale and repurchase, his profits are only on “paper” 

and he may refuse to consider them. 

Or, take the case of an investor with a weak hold- 
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ing that has been gradually dropping off in market 

value. He may have bought 100 shares at 150, and 

now can realize only 120 for it. He hesitates to sell 
because he does not want to “take” the loss. Yet if 

instead of the stock he were in possession of $12,000 

in cash, he would not consider placing it in this stock. 

In other words, he would much prefer to have $12,000 

in cash than the stock, but will not sell his stock for 

this amount, because by some vague reasoning he 

deludes himself into the belief that he does not suffer 

the loss from the cost price until the security is sold. 

The loss is there, however, whether he refuses to 

recognize it or not; the water is over the dam, and 

his bookkeeping methods or decision to sell can in no 

way influence the value of his property. If his pri- 

mary interest is to make up the loss suffered on this 

stock, the important question to decide is whether 

this particular stock or some other offers the better 

opportunity for appreciation. 

Any one suspicious that his judgments may be 

warped by this orthodox accounting attitude toward 

his investment accomplishment would do well to sell 

every security on which he has a heavy profit or loss; 

then with his brokers’ checks in hand, decide whether 

he will buy the stocks he has just sold or others. Pay- 

ment of the brokers’ buying and selling commissions 

will be a small price to pay for clarifying the issue in 
his mind and enabling him to make sound judgments. 

Market values represent the resultant of the opin- 
ions of thousands of investors. Important factors in 
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the value of individual securities may be neglected 

in their selling price from time to time, but eventually 

they are all reflected in the market. Although im- 

perfect, over a period of years actual sale prices are 

the best index of value that we have. 

The life insurance company, ordinarily carrying 

investments at cost or amortized values, often takes 

the position that it is not interested in temporary 

market fluctuations since its liabilities are projected 

over a long term of years, and so long as investments 

can be liquidated at book value or above at the times 

when these liabilities become due, the life insurance 

company is not concerned with market value or 

liquidity for the great majority of its investments 

at any other time. Admitting the soundness of this 

argument in theory, it still holds true that the mar- 

ket value (the only realizable value from sale) is 

constantly changing. The fact that the liabilities of 

life insurance companies are projected so far into 

the future makes it possible gradually to restore the 

losses suffered in market value of principal invested 

in long-term bonds bought in an unfavorable period, 

through the acceptance for many years thereafter of 

a return or rental value on the original investment 

that is below the rate currently obtainable. Con- 

trariwise, long-term bonds bought during a favorable 

period of high interest rates and carried at book or 

amortized values result in the distribution of the 

actual capital appreciation that may take place in 

a few years over the entire term of the bond in the 
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form of a higher annual income than is currently 

obtainable. 

DANGER LURKS IN THEORETICAL 

Vea ULES 

From a purely scientific or from a practical busi- 

ness viewpoint, it is dangerous for investors to accept 

as a measure of past and present experience theoreti- 

eal values which tend to minimize the important 

element of risk and speculation involved in all long- 

term investment contracts. The “book” or “amor- 
tization’ value plan cannot be advantageously 

applied in practice. It is a theory that serves primar- 

ily to maintain the complacency of institutional 

investment committees and the confidence of deposi- 

tors and policyholders. It is noteworthy that prac- 

tically all institutions basing their operations on this 
theoretical accounting system are mutual or semi- 

charitable organizations wherein the management is 

not fundamentally concerned with actual business 
profits. A financial statement or report based on 

theoretical valuations may satisfactorily measure 
such an institution’s investment accomplishment in 

the minds of most of its constituents, but such prac- 

tice also severely undermines the incentive to vigi- 

lance that is essential to sound investment man- 

agement. 

What is “value” but the currently realizable price 

that some one is willing and has the ability to pay? 

Any modification of this definition, such as “amor- 
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tized value,” “book value,” “intrinsic value,” ete., 

is nothing more than a theoretical concept that does 
not exist except in somebody’s mind. 

These theoretical measures of value were intro- 

duced primarily to stabilize reports of investment 
accomplishment. They were applied to savings bank 
accounting at a time when an exact measure of exist- 

ing values would have shown the majority of them 
insolvent. Such procedure to obscure the fact was 

probably justifiable when an acute emergency ex- 
isted. On the other hand, the continuance of this 
encouragement to neglect the important element of 

speculation involved in investment by maintaining 

such a theoretical accounting system after the emer- 
gency is passed not only appears unsound, but has 
invited a dangerous laxity on the part of those en- 

trusted with investment management. 

As practical investors, we do not want to camou- 

flage the changing value of our holdings nor shut 

our eyes to the actual risks involved. We want to 

know all the dangers, realize all the facts, and then 

strive to take advantage of them rather than cover 

them up. 
We have found certain similarities and certain 

differences in our comparison of insurance and in- 

vestment. Both the insurer and the investor assume 

risks, and receive varying payments for the assump- 

tion of their respective risks; both can make a 

profitable business out of it by an intelligent selec- 
tion of their risks and by averaging a number of 
chances of loss and gain. The insurer’s viewpoint is 
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different from that of the investor in that he is inter- 

ested solely in the possibility of loss and in keeping 
his loss ratio low, while the investor is interested in 

the opportunity for gain as well as a protection 

against loss to his capital. The insurer assumes the 
possible risk of loss many times greater than the 

capital he employs, while the investor’s possible 
losses are confined to the amount of his capital. And 

finally, a difference is found in the fact that the 
insurer’s payment is for the assumption of risk while 

the investor’s 1s only partly for the assumption of 

risk. 

Does this comparison of the nature of insurance 

and investment give us any insight into the reasons 

why there has developed no scientific approach to the 

investor’s problems such as has been built up by the 
insurer? Perhaps there is little science of invest- 
ment today because investors have never been 

forced to be scientific in order to continue as in- 

vestors. 

PX A IN igh) 1D) SPAT ING Pe ID, COUN PSP US CO! AOL Sey WE a Me 

Investors by neglecting to analyze their problems 

scientifically have been lulled into a false sense of 

security. They have deceived themselves into inter- 

preting as satisfactory accomplishments investment 

results which actually are indicative of failure, but 

a failure which has not been suicidal. The insurance 

company which tried to exist on theories and prej- 

udices soon suffered losses beyond its capacity to 
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pay. The investor, quite differently, is encouraged 

in his theories and prejudices, for these theories and 

prejudices are profitable to the security merchants 

and brokers and not so unprofitable as to cause his 

financial ruin. 

Insurance had to become scientific to survive. But 

careless investment practices have been eased along 

by our uneconomic system of security distribution, 

by the 100 per cent margin of capital at risk, and by 

the cushion of a minimum rent or “pure interest” 

that the riskless use of capital commands. 

Just what allowance should be made in our prob- 

lem for this last factor, the riskless rental value of 

capital, we have not yet determined, but we are 

ready now to examine this element of investment re- 

turn in greater detail. 



Chapter III 

THE CUSHION OF RENT 

Money, the medium of exchange for our stored-up 

surplus, may be used either for consumptive or for 

productive purposes. When capital is consumed, 

this money is used to purchase the necessities, com- 

forts, and luxuries of life; when employed produc- 

tively, it may be used for the purchase of labor and 

materials in the construction of industrial plants, 

railroads, highways, apartment houses, or whatnot. 

Money in pocket or in the bank is capital only to the 

extent that it represents power to buy commodities 

and services or to command facilities for production. 

All of us are consumers; most of us are producers. 

What is more, almost every one of us looks forward 

to the day when he may consume more or better 

goods—or may produce on a larger and more impor- 

tant scale. This fundamental human motive to in- 

crease consumption and to expand production im- 

plies the urgent need for capital if we are to improve 

our methods of living or are to progress industrially 

and commercially. We are all anxious to enlarge our 

command over capital. In fact, we are so eager to 

increase our surplus wealth and are so dependent on 

its use that we are willing to pay a rental for that use. 
58 
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Because of this eagerness to command surplus 

wealth and this dependency on it, capital has a cer- 

tain minimum rental value irrespective of the risk of 

loss involved in the loan. Even the United States 

Government, which is probably the safest institution 

in the world today, cannot use some one else’s capi- 

tal without paying for it. From whom does the 
government get the capital it uses? From lenders 

who have more than they wish to consume for the 

present and lack the ability or inclination to employ 

it in some productive enterprise themselves. 

Capital, as has been said, is merely stored-up sur- 

plus, a surplus which had its origin thousands and 

thousands of years ago when man first laid aside a 
little store of food for the uncertain morrow or fash- 

ioned a crude stone axe. Only a small part of our 

huge surplus of today is of our own building. The 

capital of the world is a giant surplus which has been 

created by sustained productive effort and _ self- 

denial throughout the centuries during which civili- 

zation was advancing. This growth of surplus may 

be likened to the gathering of an enormous rolling 

snowball which never melts. Every generation adds 

its contribution to the store of the world’s capital as 

every turn of the snowball adds another layer to its 

bulk. The contribution of one generation with all 

the contributions of countless preceding generations 

is the enlarged surplus with which the new genera- 
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tion starts. The expansion of capital makes avail- 

able new facilities and conveniences; it is, to use 
another figure, a powerful lever which gradually 

elevates civilization—and elevates it at a constantly 

increasing rate. 

S UR Pay US RAN SE ERR EDN Ocha Wee As omiubieLy 

The accretion and constant accumulation of the 
world’s capital is demonstrable on the theory that it 
is well-nigh impossible to destroy it, except through 

some catastrophe or decay from lack of use. Of 

course there is the factor of obsolescence, but wealth 
becomes obsolete only as something better replaces 

it. The very existence of obsolescence connotes 

progress and increasing efficiency of our productive 

capital. 

Often we hear of a wealthy youth “wasting” his 
inheritance, but usually this ne’er-do-well’s capi- 

tal has not been ‘“‘wasted” in the sense that it has been 

destroyed or lost to the world. He has no more 

destroyed or consumed the huge stored-up wealth 

left to him than have the beneficiaries of his care- 
lessness and inefficiency created it. Title passes from 

one to another, but even the most extravagant and 

wasteful of men seldom destroys or consumes the 

major part of a large fortune. 

Whether a man is left a fortune or wins it from 
his fellows through exercise of the shrewd trading 

genius that frequently measures material success in 
modern industrial enterprise, he should recognize 
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that although he may have added a wee bit to the 
world’s net surplus by his activities, a large part of 

his rapidly realized wealth probably represents noth- 

ing more than a subtle transfer of the accumulated 

surplus of past generations, from the hands of those 

less qualified to administer it into his own. 

We must not imagine that title to wealth passes to 

or remains in the hands of the individuals that have 
been most instrumental in the creation of it. It is 
the man who demonstrates his ability to administer 
newly created wealth most effectively that the com- 

petitive code of modern business eventually enables 
to come into possession of it. Usually students of 
pure science and frequently the creative genius of 

the practical inventor receive small reward for their 

patient and intelligent efforts. The largest share of 

the contribution to the world’s surplus wealth result- 

ing from preliminary work of the pure scientist and 

the inventor’s genius and devotion to his problem, 

usually finds itself, in short order, in possession of 

the modern business man. Our economic system is 

not particularly adjusted to reward individuals ac- 

cording to their contributions to the world’s surplus. 

The competitive system in the long run places in 

control of capital those who have demonstrated their 

ability to use it most effectively in supplying not 
necessarily what the mass of people most need from 

an enlightened viewpoint, but what they, with their 

ignorance and prejudices, think they want. How- 

ever unalluring or unmoral it may appear in theory, 

this plan of economy has thus far worked out better 
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in practice than any other in promoting our national 
growth and increasing the world’s surplus wealth. 

RISK AND REND CONE US PDP EN 

INVESTMENT 

Capital is always transferable—passing from one 

owner to another. It is always anxiously sought be- 

cause its possession spells power to the possessor. 

So anxiously is it sought that people are always will- 

ing to pay a rental value for it even though there is 

no risk connected with its use. For example, the 
National Credit Office estimates that the annual 

loss to banks and others who purchased prime 
commercial paper in recent years has been some- 

thing less than z3> of 1 per cent—a risk almost negli- 

gible. Yet during this period the interest rate on 

prime commercial paper has averaged something 

more than 4 per cent. An investment in prime com- 

mercial paper is practically riskless, yet the capital 

so invested commands a substantial return or rental 

rate. Since the demand for capital always exceeds 
the supply, the possessor of capital can always com- 

mand some rental value when his capital is lent even 

with the minimum of risk. 

But every use of capital invariably involves some 

risk of loss, be it ever so slight. As investors, we 

consciously assume certain risks in order to obtain 

the promised or expected return—a return above the 

pure interest rate or riskless rental value of capital. 
However, when we start out as investors we should 
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realize that we are not “starting from scratch”; we 

are starting with a big handicap in our favor. We 
have $10,000 in the bank and decide to invest it in 

the hope that we will realize a return of 7 per cent 

or 10 per cent. But in our race to achieve a net 

return of 7 or 10 per cent for the year we are 
not starting at zero, for we could theoretically earn 

the riskless rental rate on the capital without subject- 
ing it to any risk. In other words, if we could re- 

ceive, let us say, 314 per cent for our money under 
any circumstances and without risk, we really have 

a 314 point handicap in our race to reach a 7 or 10 

point return by the end of the year, or slightly more 

than a 35 point handicap on a 10-year race. 
If we are to apply the methods successfully em- 

ployed by insurance companies to the analysis of 

investment risks, our first task is to determine upon 

a scientific measure of investment accomplishment. 

And in working out such a plan we must take into 

consideration the fact that capital would command 

some rental rate if lent without risk; that investment 

accomplishment is in reality the achievement of a 
return above this riskless rental value of capital. 

If we were on a canoe trip in the Northern woods 

and were paddling vigorously downstream, we should 

not measure our skill and power as canoeists by the 

distance traveled in an hour. If it were a fast run- 

ning stream, swollen by recent freshets, the water 

itself might have a current moving at the rate of five 

miles an hour. So, if we paddled downstream and 
found that we had traveled nine miles at the end of 
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an hour we would not be justified in boasting of our 

prowess as canoeists to the extent of telling our 

friends that we had paddled at the rate of nine miles 

an hour. Part of our progress would be accounted 

for in the flow of the stream. With a current of 

five miles an hour, our actual accomplishment as 

canoeists was only four miles an hour. Or, in other 

words, if we had merely sat still in the canoe in mid- 

stream, we would have traveled five miles an hour. 

Just as it would have been unfair for us to measure 

our skill as canoeists in terms of the total distance 

traveled in an hour, so also it would be unfair for us 

to measure our skill as investors in terms of total 

return on investment. And just as we would have 

moved five miles in an hour without any effort in 

the current of the stream, so also do we receive some 

return for the use of money irrespective of the in- 

vestment skill employed. And finally, just as it is 

necessary to subtract the speed of the current of the 

stream from our total of miles traveled in an hour 

in order to measure our skill as canoeists, it is neces- 

sary for us to subtract the rental value which money 

commands without risk from our total investment 

return to find our net investment accomplishment, 

or to measure our investment skill. 

In calculating net investment accomplishment, 

then, our first problem is the measurement of the 

riskless rental value of money so that we may deduct 

this amount from ourtotal investment return. That 

is, we are trying to measure the varying sicknesses 
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of the cushion of riskless rental value of capital at 
different periods of time. 

Poet MATE OF THE RIESKLESS RENTAL 

RATE 

A study has been made of this subject, the details 
of which are presented in the Appendix. Realizing 

that no use of money is absolutely riskless we tried 
to get as close to the riskless use of money in our 
daily affairs as possible with a view to measuring 
the rate which such money commanded. There was 
of course the investment in prime commercial paper 
with its extremely low loss ratio of 1/100 of 1 per 
cent. In spite of the small risk on this type of invest- 
ment, the average purchaser of commercial paper 
associates with it some risk. Then there are short- 
term United States Government bonds in which we 
have what may be termed a minimum of risk, but 
because such bonds are tax exempt there is an ad- 
vantage in owning them, so the return is probably 

slightly below the actual riskless rental rate. As a 
result of our study, we concluded that the riskless 
rental rate generally fluctuated somewhere between 
the rate on prime commercial paper and the rate on 

short-term U. 8. Government bonds. We have ac- 
cordingly constructed Chart I shown on page 66, 

which sets forth our conception of the fluctuation of 
the riskless rental rate during the last fifty-odd years. 

Over this long period it would appear that the risk- 

less rental rate has been pretty well confined be- 



J davHO 

INVESTMENT MANAGEMENT 

“WLidVS JO 3NIWA 

~< 
m 
> 
2 
~< 

4u90 10d 

4a00 19d 



THE CUSHION OF RENT 67 

tween 3 and 5 per cent. In one year, 1920, it rose 
above 6 per cent and in another year, 1894, it fell 

below 3 per cent. But generally speaking, it has 

held pretty well between 3 and 5 per cent. 

‘ SLUMBERING ON THE ‘‘CUSHION’’ OF 

REN T 

An investor who has not realized in any year a net 

appreciation and income from his investments total- 

ing approximately the amounts illustrated on this 

riskless rental chart for that year has fallen behind. 

If over a period of years his accomplishment has not 

averaged as much as the average riskless rental value 

of capital, he cannot be credited with skill as an in- 

vestor. The efforts expended to realize more from 

his investments than the riskless rental value of his 

capital have been distinctly unproductive, since the 

greater risks assumed have resulted in a net accom- 

plishment of less than would have been realized with 

his funds in such a relatively riskless medium as 

short-term government bonds. 

It is essential that we realize at the outset the im- 

portance of the riskless rental value of money; other- 
wise, this “cushion” may have the effect of lulling 

us into a sense of self-satisfaction, whereas an unob- 

structed view of the facts would alarm us and stimu- 

late us to a conscious effort to make investing pay. 
The situation of the saving banks and life insur- 

ance companies in 1920 (when most of them were 

technically insolvent) well illustrates the extent of 
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losses that may be unconsciously suffered from slum- 

bering too long and complacently on this cushion of 

riskless rent. It will be remembered that these insti- 

tutions took on heavy commitments of long-term 

high-grade bonds in the early 1900’s fearing that 

interest rates were tending to a permanent rate that 

would be substantially lower. (See Appendix for 

reproductions of letters written in 1899 on the trend 

of interest rates by the country’s most prominent 

financiers of that time.) As a result of gradually 

increasing interest rates rather than the lower rate 

anticipated, these high-grade long-term bonds had 

by 1920 depreciated between 20 and 30 per cent in 
market value. During the long period of rising inter- 

est rates, however, most of these institutions refused 

to become disturbed by the constantly declining mar- 

ket value of their bonds which they continued to 

carry on their financial statements at “cost”? or 

“amortized value.” They complacently accepted a 
314 per cent return on these “book” values in 1920 

when 6 per cent was currently available. Now if they 
go on for twenty or thirty years more, or until matur- 

ity of these bonds, accepting 314 per cent when an 

average of 41% or 5 per cent is currently available in 

the market, they will have gradually made up the 

losses In principal ineurred by their unfortunate pur- 

chases. But the losses will have been made up by 

cutting down on the riskless rental income to which 

they would have been entitled had they not specu- 

lated so disastrously on the trend of future interest 
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rates. The cushion of rent is absorbing their errors, 
and they do not notice it, 

But as practical investors interested in a scientific 

approach to our problem, and in actual accomplish- 

ment rather than complacency, we must recognize 

the cushion of rent and its effect. In measuring our 

investment accomplishment or skill, we should de- 
duct from our total return each year the riskless 

rental value of the money invested. 



Chapter IV 

MEASUREMENT OF INVESTMENT ACCOMPLISHMENT 

We Have found that the problem of the modern in- 

vestor is exceedingly complex, and in some respects 

is similar to that of the insurance company in that he 

must appraise and select investment risks just as the 

insurance companies appraise and select their life, 

fire, and casualty risks. However, we have noted 

two important factors not present in insurance un- 

derwriting that tend to obscure the inherent risks in 

investment underwriting; namely, a cushion of 100 

per cent capital and a cushion of riskless rent which 

capital can command without the exercise of invest- 

ment skill. 

The fact that both investment and insurance deal 

with the assumption of risks shows a basic similar- 

ity, which suggests that we may, to some extent, 

apply insurance principles to investment. The first 

step in this process would be an analysis of past 

investment experience to learn the inherent charac- 

teristics or extent of risk involved in various types 

of securities. But the problem of measuring invest- 

ment experience is not a simple one. Let us see first 

how the insurance company measures its experience; 

perhaps we can use a similar plan for measuring 

investment experience. 
70 
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TABLE I 

AMERICAN EXPERIENCE MORTALITY TABLE 

Number |Number | A22ual Number |Number | A2nual 
Age - - Risk of - F Risk of Living Dying Death Living | Dying Death 

10 100,000 749 . 749% 66,797 1,091 1.633% 
11 99,251 746 ioe 65,706 1,143 1.740 
12 98,505 743 . 754 64,563 1,199 1.857 
13 97,762 740 ESTE 63,364 1,260 1.988 
14 97 ,022 737 . 760 62,104 1,825 ley 

15 96, 285 735 .763 60,779 1,394 2.294 
16 95,550 732 . 766 59,385 1,468 2.472 
cA 94,818 729 . 769 57,917 1,546 2.669 
18 94,089 THE .773 56,371 1,628 2.888 
19 93 , 362 725 776 54,743 is 783 3.129 

20 92,637 723 .780 63 53,030 1,800 3.394 
21 91,914 722 . 185 64 51,230 1,889 3.687 
22 91,192 721 791 65 49,341 1,980 4.013 
25) 90,471 720 .796 66 47,361 2,070 4.371 
24 89,751 719 .801 67 45,291 2,158 4.765 

25 89,032 718 .806 68 43,133 2,243 5.200 
26 88,314 718 .813 69 40,890 | 2,321 5.676 
27 87,596 718 .820 70 38, 569 2,391 6.199 
28 86,878 718 .826 (fal 36,178 2,448 6.766 
29 86,160 719 . 8384 UP 33,730 | 2,487 WB 

30 85,441 720 843 73 31,243 2,505 8.018 
31 84,721 (Pal .851 74 28,738 2,501 8.703 
ay 84,000 723 861 75 26,237 2,476 9.437 
S33) Say lh 726 .872 76 235001 2,431 10.231 
34 82,551 729 883 77 21,330 2,369 11.106 

35 81,822 732 895 78 18,961 2,291 12.083 
36 81,090 737 .909 79 16,670 2,196 ile} We? 
37 80,353 742 | .923 80 | 14,474 | 2,091 14.447 
38 79,611 749 941 81 12,383 1,964 15.860 
39 78,862 756 .959 82 10,419 1,816 17.480 

40 78,106 765 .979 83 8,603 1,648 19.156 
41 77,341 774 1.001 84 6,955 1,470 21136 
42 76,567 785 1.025 85 5,485 1,292 23.555 
43 75,782 797 1.052 86 4,193 1,114 26.568 
44 74,985 812 1.083 87 3,079 933 30.302 

45 74,173 828 iL 13K} 88 2,146 744 34.669 
46 (eps 848 LPev56: 89 1,402 ays: 39.586 
AT 72,497 870 1.200 90 847 385 45.454 
48 71,627 896 1.251 91 462 246 53.247 
49 70,731 927 Weed 1 92 216 Sie 63.426 

50 69,804 962 1.378 93 79 58 73.418 
51 68,842 1,001 1.454 94 21 18 85.714 
52 67,841 1,044 i istets) 95 3 3 100.cco0 
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The insurance company measures its experience 

mathematically by calculating what it terms a prob- 

ability factor or ratio. The mortality table which is 

the heart of the life insurance business is compiled 

by recording the course of a given number of lives 

from birth until death. The commonly used Ameri- 

can Experience Table, reproduced on page 71, as 

Table I, is the history of 100,000 lives beginning at 

age 10. At age 25, for example, there were 89,032 

persons out of the original 100,000 still living. Dur- 

ing the year, at the age of 25, 718 persons died, leav- 

ing 88,314 at age 26. By dividing the number of 

persons dying during the year by the number living 

at the beginning of the year, that is 718 ~ 89,032 

(not 100,000), the actuaries arrived at a ratio of 

approximately 8/10 of.1 per cent, which is the prob- 

ability of dying within a year for a person 25 years 

of age. The same procedure is followed for every 

year until all of the hundred thousand people have 

died. The mortality ratio is the insurance com- 

pany’s measure of the experience. This is their 

yardstick by which the risks of dying are measured. 

What we want is some yardstick to measure invest- 

ment accomplishment—a measuring device which we 

can lay alongside of actual investment experience 

and say this is equal to so much, just as the carpenter 

lays his footrule alongside a wall a number of times 
and says this is so many feet long, using the foot as 
a unit of measurement. We are trying to measure 
scientifically what has happened to investments in 
the past. 
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A SAMPLE CASE 

Let us assume that we invest $5,000 in bonds, 

holding our securities for one year, and that our 

investment experience for this year is as follows: 

Total capital at beginning of year—$5,000 

Interest received during the year “$ 275 

Price paid to us when all the bonds were sold at the end 

OM CDERV CAT rea See Re Rng eres. eo e200 

EGS eh A go BA TR ae a PR $5,475 

Less: Original capital invested at penton of year. 5,000 

et aINVESUIMEN) TEUUTe dole oe a eee ee Mele, 5 $ 475 
Less: Riskless rental value of capital at risk (assuming 

DIES ELOl 3500) eee Oe Se on ee 175 

Net investment accomplishment—the sum directly at- 

tributable to the assumption of investment risks. ..... $ 300 

By the exercise of a certain degree of skill, or through 

good fortune, we have received $300 in payment for 

assuming certain risks. This is the measure of our 

investment accomplishment for the year. 

We have assumed that the securities were sold at 

the end of the year for $5,200. Now suppose that we 
turn right around and buy the same securities which 
we have just sold, paying for them exactly the sum 

we have received, namely $5,200. During the sec- 

ond year we might receive exactly the same amount 
of interest, $275, and at the end of the year realize 

exactly the same appreciation, $200; in other words 
we sell out our bonds at the end of the second year 
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for $5,400. To simplify the example, let us assume 

further that there is no change in the riskless rental 
rate on money which remains constant during the 

second year at 3!4 per cent. The results of our in- 

vestment experience might seem at first glance to be 

identical this second year with what they were the 
first year, for in both years we received $275 in inter- 

est and sold at a price $200 higher than our purchase 
price. But have we done relatively so well the sec- 
ond year as we did the first? The second year’s 
investment experience may be summarized as fol- 

lows: 

Total capital at beginning of the year—$5,200 
Interest received during the year.................... $ 275 

Price paid to us when all the bonds were sold at the end 

of the: yearn. cs cetasw te ee een ae ee 5,400 

LOtal 8.5. yew Was sense Se hare ce sik a cael ae ae $5,675 
Less: Original capital invested at the beginning of the 

VOAL. iti9 ee PPE he ron aC oe ee 5,200 

Totalinvestment return),..94.. 5. eee $ 475 

Less: Riskless rental value of money at risk (314% rate 

still continuing but on $5,200 instead of $5,000). . 182 

Net investment accomplishment—the sum directly at- 
tributable to the assumption of investment risks.... $ 293 

The two years’ results compare as follows: 

Ist year 2nd year 

Capital at. risk. = <0. se actor eee $5 , 000 $5 , 200 
Total return—interest and appreciation... . 475 475 
miskless rental; <i... ene, eee 175 182 
NeGoccomplishment,..... 4.0700) ee 300 293 
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Looking at the dollar figures we find that net ac- 
complishment was $7 less for the second year than 
for the first. 

The riskless rental value of the capital at risk was 
greater in dollars although the same in percentage 

(314 per cent). The greater amount of capital at risk 

the second year involves a larger rental charge in 
dollars against our total return. With this greater 

sum at risk in the second year our total return must 

be greater to maintain the same relative accomplish- 
ment with the capital at our disposal. 

Now, if we convert our dollar return into terms of 

percentages of the capital invested at the beginning 

of each year—just as insurance actuaries in measur- 
ing the rate of mortality for the original experience 

table of 100,000 lives divided the number dying each 
year by the number living at the beginning of that 

year—we then arrive at a closer measurement of 

investment accomplishment. By doing this our last 

table becomes: 

Ist year 2nd year 
per per 

dollars cent dollars cent 

Capialatrisks- a4) asec $5,000 100% $5,200 100% 

Total return—interest and 

BDPIeClALlOM aa ton at ea, 475 9.50 A475 9.138 

Riskless'rentali «25.3 175 3.50 1323200 

Net accomplishment....... 300 =6.00 293 5.63 

This table indicates that our rate of accomplishment 

for the second year was relatively .37 per cent less 

than it was for the first year. The 5.63 per cent 
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net accomplishment in the second year was only 94 
per cent as good as our first year’s record. We can- 
not measure investment accomplishment in terms of 

dollars alone. We must use as our yardstick of in- 

vestment accomplishment some index which ex- 

presses the relationship of the total return including 

both cash income and appreciation (or depreciation) 

to the amount of capital at risk. 

AT A BY MAS RS Hy eA eA Ele 

The amount of capital at risk during any specified 

period is the market value of the securities at the 

beginning of that period, since this is the amount 

we would have to pay for the securities if purchased 

at that time, or if we should decide to forego the 
hazards of speculative investment, it is the amount 
we could realize and place in a practically riskless 

medium such as United States Treasury Certificates. 

In the two years’ experience just analyzed, it was 

assumed that we sold the securities at the end of the 

first year and then immediately purchased the same 

securities for the same price at which they had just 
been sold. As a result of this sale and repurchase, 

our index of total return dropped from 9.50 per cent 

in the first year to 9.13 per cent in the second year, 

and of net investment accomplishment from 6 per 
cent to 5.63 per cent. But if we had not gone through 

this formality we might have deceived ourselves by 

calculating our accomplishment as investors for the 

second year on the incorrect assumption that we had 
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only $5,000 at risk. We must use market value at 

the beginning of each year, not original purchase 

price, in computing an annual index of investment 

accomplishment. 

Our index of investment results must, then, be in 
terms of yearly percentages—the ratio of the return 

from our investment operations to the amount of 

capital at risk at the beginning of the year. And 
then to calculate our measure of net accomplishment 

from underwriting these investment risks—to meas- 

ure our skill as investment underwriters—we must 

subtract from the percentage of total return the cur- 

rent riskless rental rate. 

ACN exe Pole Mon IN DAL SPO G RA M 

A few simple examples taken from the investment 

history of Mr. Donald Dollar may aid in clarifying 

this plan for measuring investment accomplishment. 

Early in his career, in an endeavor to solve some of 

the more practical aspects of profitable investing, 

Mr. Dollar set out upon an experimental program 

that extended over a period of eight years. The first 
year he invested $10,000 in ten long-term bonds, each 

bond running for about 50 years and paying interest 

at 514 per cent. During this first year, the riskless 

rental rate on capital averaged 414 per cent. One of 

the companies whose bonds Mr. Dollar held suffered 

a decline in earnings during the year, and as a result 
of its weakened credit standing the bond in this com- 

pany depreciated until at the end of the year it 
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showed a $50 loss in market value. All the other 
bonds remained practically stable, leaving at the end 

of the year a market value for his fund of $9,950. 

From his capital of $10,000 Mr. Dollar has re- 

ceived a total cash income of $550 during the year. 
Out of this we must first take the riskless rental 
value of the capital at risk, or $450. This leaves 

$100, or 1 per cent on his original capital, which may 
be termed the investment underwriting premium. 

But from this $100 we must subtract the $50 loss 

in principal value during the year, leaving $50 as net 
underwriting profit for his assumption of invest- 
ment risks. Calculated on the basis of the original 

$10,000, this is equal to 14 of 1 per cent, which is our 

index of investment accomplishment. To summarize 

this instance we may tabulate it as follows: 

First YEAR 

Long-Term Bonds under Constant Rate of Interest 

Capital at risk—$10,000 

Total income received @ 546%............ $550 5.597 
Minus estimated riskless rental value of capi- 

fal @Ale eee eee — 450 4.57 

Underwriting premium for risks assumed.... $100 1.0% 

Plus or minus net change in principal value. — 50 — 5% 

Net profit.ior the yearsas.e ra eee $ 50 5% 

On his first year’s investment in long-term bonds 

Mr. Dollar showed an investment accomplishment 

of 14 per cent. He now sells his securities and buys 
at the beginning of the second year a new lot of 
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long-term 514 per cent bonds at par for which he 
pays $10,000. During the second year, the riskless 
rental value of money decreased to 414 per cent, and 
his long-term bonds with the 514 per cent coupon 

reflecting this lower interest rate appreciated in mar- 

ket value, so that at the end of the second year they 

were quoted at $10,400. Applying the same method 
of measurement for the second year, we find that his 
underwriting premium is $125, or 1.25 per cent, on 

the $10,000 invested at the beginning of the year. 

To this underwriting premium we must add the mar- 
ket appreciation of $400, giving a total underwriting 

profit of $525 or an index of investment accomplish- 
ment of 5.25 per cent. In summary form, the second 

year’s experience may be analyzed as follows: 

SECOND YEAR 

Long-Term Bonds with Declining Interest Rates 

Total capital at risk—$10,000 

Total income received @ 5144%........... $550 5.50% 

Minus riskless rental value of capital @ 414% — 425 — 4.25% 

Underwriting premium for risk assumed.... $125 1.25% 

Plus or minus net change in principal value 400 4.00% 

Nei proniion ine, Vaticano s. Saal. $525 5.25% 

Now let us follow Mr. Dollar’s bond investments 

through a third year at the beginning of which he 
again buys at par $10,000 worth of long-term 514 

per cent bonds of fair security but not quite so high 

grade as his previous holdings. The riskless rental 

rate of capital shows a pronounced rise and averages 
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for this third year 5 per cent. This general increase 

in the level of interest rates and a decline in the 

credit rating of several of his bonds caused a depre- 
ciation in the principal value of his holdings to the 
extent of $500. In this year Mr. Dollar’s index of 

investment accomplishment becomes a minus quan- 

tity of 4.50 per cent representing a net loss of $450. 

This analysis of the component parts of his invest- 
ment return shows that Mr. Dollar is much worse 

off than if he had stopped investing at the beginning 

of the year and merely left his money in the bank or 
placed it in highly liquid short-term loans on which 

the market was willing to pay 5 per cent without the 

lender assuming practically any risk of loss in prin- 

cipal or income. To summarize Mr. Dollar’s third 

year of investment: 

THIRD YEAR 

Long-Term Bonds with Rising Interest Rates 

Total capital at risk—$10,000 

Total income received @ 544% ............ $550 555% 

Minus riskless rental value of capital @ 5%.. — 500 — 5.0% 

Underwriting premium for risks assumed.... $ 50 10% 
Plus or minus net change in principal value -500 -5.0% 

Net profit for the year — $450 —4.5% 

Mr. Dollar then reasoned that since he had lost so 
heavily on his last year’s investment of bonds, which 

he had considered the “safest” of investments, he 

might as well try an investment in stocks in spite of 

the fact that he had always considered they were 
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“risky.” So he invested $10,000 in stocks at the be- 
ginning of each year for three years with the follow- 
ing results. During the first year of his investment 
in stocks, dividends amounted to $620 and his fund 
showed an appreciation of $500 in market value. 

Throughout this year the riskless rental rate on 

money averaged 414 per cent and he showed a net 

investment accomplishment of $670 or, according to 

our index, 6.7 per cent. The summary shows: 

FourtH YEAR 

Industrial Stocks During Year of Mild Prosperity 

Total capital at risk—$10,000 

PP Gnal INCOME TECCIVEC..o2.0. )aeG cada $620 6.2% 

Minus riskless rental value of capital @ 446% — 450 —4.5% 

Underwriting premium for risks assumed.... $170 1.7% 

Plus or minus net change in principal value. 500 5.0% 

Net PrOlGtOriine Years oto hors a hae els $670 6277 

During the previous year, Mr. Dollar had become 

somewhat envious of a neighbor who, he learned, had 

been receiving dividend checks more than twice as 

large as his own on approximately the same initial 

investment. He discovered that his neighbor’s in- 

vestments were confined principally to several small 

mining companies that were in active production. 

And so, at the beginning of the fifth year, he placed 

$10,000 in a group of similar stocks. Industrial con- 

ditions continued to be prosperous and although Mr. 

Dollar was greatly pleased at the increase in cash 

dividends that he received over the previous year, 
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he was a little disappointed to find that at the end of 

the year he was forced to sell these high-income min- 

ing shares at prices somewhat below their cost. He 

was disturbed about this because he realized that 

during this period most stocks had been going up. 
His accomplishment for the-fifth year might be sum- 

marized as follows: 

FirtH YEAR 

Stocks with Depleting Assets 

Total capital at risk—$10,000 

Total income received (including depletion of 

capital value of properties).............. $1400 14.0% 

Minus riskless rental value of capital @ 444% —450 —4.5% 

Underwriting premium for risks assumed.... $ 950 9.5% 

Plus or minus net change in principal value.. — 200 — 2.0% 

Net profitiorine year) te ee wee $ 750 7.5% 

Mr. Dollar thus came to realize that the large divi- 
dends he had received from these high-income stocks 

were really a partial return of his principal and as he 

regularly spent all his dividends as income he became 

fearful that a continuance of the policy of concen- 

trating in this type of security might eventually 

make serious inroads on his principal. He also no-. 

ticed that during the year when the market value of 
his high-income shares had gone down, low-income 

shares such as those of chain stores, banks, and insur- 

ance companies had shown a much greater apprecia- 
tion than other stocks. He therefore determined to 

conserve his principal in the sixth year by concen- 
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trating in a diversified group of the lowest-income 
stocks he could find. General prosperity of the 

country continued to favor Mr. Dollar’s investment 

operations and in the sixth year, while he received 
only $220 in cash dividends on this $10,000 invest- 
ment, the market value of his shares at the end of the 

year had appreciated to $11,020. His sixth year’s 
accomplishment is summarized below: 

SixtH YEAR 

Low-Income Stocks 

Total capital at risk—$10,000 

LOtAl INCOME FECEIVER g/cc Lok hee ees $220 2.276 

Minus riskless rental value @ 4.5%........ —450 —4.5% 

Underwriting premium for risks assumed.... —$230 — 2.3% 

Plus or minus net change in principal value.. 1020 10.2% 

eet Profit fOr the year. on. 2) est hae ss yee $ 790 7.9% 

Mr. Dollar was now satisfied that his sixth year’s 

investment in “low’’-income stocks had offset the de- 

pleting effect on his principal of the previous year’s 

holdings in “high”’-income stocks, and in his seventh 

year he included both types in his purchases. After 

three years of practically uninterrupted prosperity, 

however, business men and investors became appre- 

hensive that expansion might have gone too far 

and credit have been unduly extended. There was a 

general wave of caution and retrenchment in sym- 

pathy with which the stock market suffered a re- 
action. Asa result of this liquidation money became 
more plentiful and the riskless rental value of capital 
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dropped to 4 per cent. But the cash dividend dis- 

bursements on Mr. Dollar’s high-grade stocks were 

not greatly affected and he received a total of $540 

during the year. The market value of his holdings 

declined to $9,000 and his net result for the year was 

a loss of $860, or a net accomplishment of minus 8.60 

per cent. The summary shows: 

SEVENTH YEAR 

Industrial Stocks During Year of Business Depression 

Total capital invested—$10,000 
Total icomeirecerved s.9.o-e arene ee $540 5.4% 

Minus riskless rental value of capital @ 4% — 400 — 4.0% 

Underwriting premium for risks assumed... $140 1.4% 

Plus or minus net change in principal value. — 1000 — 10.0% 

Net, pronit forthe year =. oe — $860 — 8.6% 

Mr. Dollar’s confidence in his ability as an inves- 
tor was again disturbed by the unfortunate results 

of the seventh year. He did not feel that he could 
complacently continue the plan he had followed in 

the last few years of concentrating his capital in com- 

mon stocks which he had observed could fall as vio- 

lently and as far as they could rise. After mature 

deliberation, he finally decided not to keep his eapi- 

tal entirely in stocks nor yet entirely in bonds, so in 

his eighth year he bought both stocks and bonds in 

equal amounts. We follow his fortunes for the 

eighth year with close attention because he has now 

reached the stage of a normal average investor own- 
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ing both stocks and bonds. For the eighth year his 

results were $275 in bond interest and $300 in cash 

dividends on his stocks. The bonds declined slightly 

in market value to $4,900 but his stocks had appre- 

ciated at the end of the year to $5,700. The riskless 

rental rate on money tightened again as business 

activities were resumed and averaged for the year 

41% per cent. Mr. Dollar’s net investment accom- 

plishment from both bonds and stocks for this year 

was 7.25 per cent, arrived at as shown on page 86: 

The Investment Experience Summarized 

If we want to review in a short space the history 

of Mr. Dollar’s eight years’ experimental investment 

program, we may summarize the results in Table IT, 

page 87. The last column in this table gives us a 

concise picture of how Mr. Dollar has fared each 

year in his investment activities. This table, how- 

ever, has been compiled on the assumption that Mr. 

Dollar started out each year with a fresh $10,000 

as illustrated in these eight yearly records. This is, 

of course, contrary to usual investment practice for 

the ordinary investor does not sell out his securities 

every year and then subtract the amount of profits or 

add an amount to make up any deficit so as to start 

each succeeding year with exactly the same amount 

of capital. The usual procedure is for the investor 

to leave all appreciation in his investments and 

spend the income. 
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Eieuta YEAR 

Bonds and Stocks During Recovery from Depression 

Mr. Dollar’s capital at risk at beginning 

of year 

Bonds et 

Stocks 5,000 

Bonds: $5 , 000 

Bond interestr 50... fae ees 

Less: Riskiess rental rate on $5,000 

Capital Moa orb oes deo coke te ee 

Total underwriting premium......... 
Less: Depreciation in principal value . 

Net profitiior year:. venice ee 

Stocks: $5,000 

Cash dividends sysnes oe wack Sere a oe 

Less: Riskless rental rate on $5,000 

Capitalere et we eee 

Total underwriting premium......... 

Plus: Appreciation in principal value. 

Net profit for yearn co 0a ate 

Bonds and Stocks: $10,000 

Interest and dividends............... 

Less: Riskless rental rate on $10,000 

Capital cate meaner Cee 

Underwriting premium for risks assumed 

Plus or minus net change in principal 

5.50% 

— 4.50% 

1.00% 
— 2.00% 

— 1.00% 

6.00% 

— 4.50% 

1.50% 
14.00% 

15.50% 

5.75% 

— 4.50% 

1.25% 

6.00% 

7.25% 
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Cumulative Returns 

Suppose, however, that Mr. Dollar, instead of 

starting out each year afresh, had decided to let his 
investments accumulate; in addition, assume that he 

sought an accurate measure of his investment skill 

and that therefore he withdrew from his total return 

each year only an amount equivalent to the riskless 

rental value of the capital at risk at the beginning 

of that year. Or, in other words, let us assume that 
he started out the first year with $10,000 and then 
added to this sum each year the amount of his in- 

come and appreciation less the riskless rental value 

of the capital at risk. What would have been the re- 

sult? Table III, page 89, shows how this fund would 

have built up over the 8-year period. This table 

shows that as a result of the first year’s investment 

there remained a profit of $50 out of the total appre- 

ciation and income above the riskless rental value of 

the $10,000 at risk. Mr. Dollar added this $50 to the 

$10,000 which he had at the beginning of the year 

and started the second year with $10,050, and during 

this year Mr. Dollar had a total income and appreci- 

ation of 914 per cent while the riskless rental rate 

was 414 per cent, leaving a net accomplishment of 

514 per cent. So for the second year Mr. Dollar 

would have shown a net investment accomplishment 

of approximately $528, or 514 per cent on $10,050. 

The third year would start with a capital of $10,578 

(the capital at the beginning of the second year, 
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$10,050, plus the net investment accomplishment 

above the riskless rental rate for the third year, 

$528). But during the third year Mr. Dollar suf- 

fered a loss on his bonds so that his net accomplish- 

ment was a minus 414 per cent. He would thus 
have lost 414 per cent, not on $10,000 but on $10,- 

578, or a sum of $476. So at the end of the third 

year we subtract this $476 from the $10,578, leaving 

$10,102 capital at risk for the beginning of the fourth 
year. Following this procedure throughout the eight 

years, we find that Mr. Dollar’s original $10,000 of 

capital would have grown to $12,257, and his riskless 

rental return increased from $450 to $514. In other 

words, by reinvesting each year his net profit above 

the riskless rental value of capital at risk he would 

have shown a total growth of principal of $2,257 

for the whole period and have withdrawn $3,879 as 

income. 

We have found that it is impossible to measure in- 

vestment accomplishment in terms of either income 

or appreciation alone. The examples in Mr. Dol- 

lar’s experience were made artificially simple in order 

to bring out as clearly as possible our method of 

computing the component parts of investment re- 

turn. Over a long period and particularly with high 

income securities there is another important factor 

involved which would be particularly pronounced in 

the investment in the mining shares carried in the 
fifth year. In this year, Mr. Dollar was receiving 
back part of his principal in the form of income and 
that part of principal returned to him could no 



MEASUREMENT. OF ACCOMPLISHMENT SAL 

longer produce an income unless it was reinvested. 
On the other hand, in the case of extremely low-in- 
come stocks, such as those held in the sixth year, 

principal would be substantially increased each year 

at the expense of income. In his sixth year’s invest- 
ment in “low”’-income stocks Mr. Dollar in reality 

paid a premium of 2.3 per cent (2.2 per cent income 

received less 4.5 per cent riskless rental value of cap- 

ital) for the opportunity to participate in the antici- 

pated growth in principal value. 

le Geri NaN ae 1 OM VV au Ni CuO wie Kites ls Yar Be Hits 

Because we require a high current income it is not 

necessary to omit low-income stocks from our hold- 

ings simply on account of the small share of earnings 

that the management chooses to pay out. We do 

not worry about the inroads on current income that 

would be made if we subscribed to all rights issued 

by a high-income stock like American Telephone. 

We simply sell our rights, which in reality represent 

part of our participation in the business. Likewise, 

we need not be confused or inconvenienced by small 

dividend payments of a company reinvesting most of 

its earnings for expansion; we can simply liquidate 

the portion of reinvested earnings that we choose by 

the sale of part of our holdings. 
On the other hand, many investors are prejudiced 

in favor of discount bonds and low-income stocks 

because of the mechanical reinvestment of income 

that this type of security promotes. Also the ma- 



92 INVESTMENT MANAGEMENT 

jority of recent studies of investment accomplish- 

ment over a period of years through investment in 

bank, insurance, chain store, and other typical low- 

income stocks have been somewhat exaggerated by 

the superficial statistical methods employed. The 

accomplishments from such stocks are ordinarily 

computed in the following manner: 

Market value per share Jan. 1, 1928....... $205 

Less purchase price per share Jan. 1, 1908... 100 

Appreciation in market value........... $105 

Value of rights, stock div., etc., issued dur- 

IN e20 Weare We ye ee oes eee 270 

Total cash dividends per share.......... 80 

Total return for the period............. $455 
Average annual return (455 + 20). Sate i $ 22.75 
Percentage annual return on cost ....... 22.75% 

To illustrate the unfairness of this method we may 

consider the hypothetical case of a company which 

earned each year for a period of 20 years 10 per 

cent on the capital it had employed in the business. 

We will further assume that all reinvestments of un- 

distributed earnings in the company are promptly 

reflected in the market value of the shares, 

By following Method A—see Table IV, page 93— 

this company would have paid out most of its earn- 

ings in dividends to its stockholders and obtained 

the needed cash for expansion through issuance of 
additional stock. 

By following Method B, it would have paid out 
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TaBLE IV 

COMPARISON OF HIGH AND LOW INCOME STOCKS 

METHOD A (HIGH INCOME) 

Tot. 

return 

Div. Inc. & 

Years Mkt. Val. Reinv. Inc. Apprec. 

1 $100.00 $2.00 $ 8.00 10% 

2 102.00 2.04 8.16 10% 

3 104.04 2.08 8.32 10% 

4 106.12 2.12 8.49 10% 

5 108 . 24 2.16 8.66 10% 

6 110.40 2,21 8.83 10% 

a) 112.61 2.25 9.01 10% 

8 114.86 2.30 9.19 10% 

9 117.16 2.34 9.37 10% 

10 119.50 2.39 9.56 10% 

il 121.89 2.44 9.75 10% 

12 124.33 2.49 9.95 10% 

13 126.82 2.54 10.15 10% 

14 129.36 2.59 10.35 10% 

15 131.95 2.64 10.56 10% 

16 134.59 2.69 10.77 10% 

17 137 .28 2.75 10.98 10% 

18 140.03 2.80 11.20 10% 

19 142.83 2.86 11.43 10% 

20 145.69 2.91 11.66 10% 

21 148.60 

$48.60 $194.39 

Market Value end of 20th year...... $148.60 

Original Coste: a-rie cae oes a eos 

Total Market Appreciation......... $ 48.60 

Tota] Cash Dividends received...... 194.39 

Total dividends and appreciation.... $242.99 

$242.99 

20 years 

$12.15 (ave. an. return) 

$100 (prin. at begin. of per.) 

=$12.15 average annual return 

gerated index of annual return (actual return 

10% a year) 

=12.15%, an exag- 

METHOD B (LOW INCOME) 

Love 

return 

Div. Inc.& 

Mkt. Val. Reinv. Inc. Apprec. 

$100.00 $ 8.00 $ 2.00 10% 

108 .00 8.64 2.16 10% 

116.64 9.33 2.33 10% 

125.97 10.08 2.52 10% 

136.05 10.88 2.72 10% 

146.93 11.75 2.94 10% 

158.68 12.69 3.17 10% 

171.37 13.72 3.43 10% 

185.09 14.82 3.70 10% 

199.91 16.00 4.00 10% 

215.91 17.29 4.32 10% 

233.20 18.66 4.67 10%" 

251.86 20.15 5.04 10% 

272.01 PAUSE 5.44 10% 

293.78 23.51 5.88 10% 

317.29 25.39 6.35 10% 

342.68 27.42 6.86 10% 

370.10 29.62 7.40 10% 

399.72 31.99 8.00 10% 

431.71 34.54 8.64 10% 

466.25 

$366.25 $91.57 

$457 .82 

$457.82 

20 years 

$22.89 (ave. annual return) 

=$22.89 average annual return 

=22.89%, 
$100 (prin. at begin. of per.) 

an exaggerated index of annual return 

(actual return 10% a year) 

only a small part of earnings to its stockholders and 

taken all the needed cash for expansion out of cur- 

rent earnings. 

In each case, the business of the company was 
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identically the same, the only difference being the 

method employed in obtaining cash for expansion. 
Since the amount of new money used could, in the 
case of the high-income stock, have been supplied 

directly by the stockholders out of the dividends 

paid, and since these stockholders were privileged 
to supply this cash through subscription to addi- 

tional stock, it is apparent that they could have ob- 

tained exactly the same total return by one method 

as the other. 
Computed according to the superficial method fre- 

quently employed, however, it is made to appear 

that through Method B the investor obtained an 

average annual return of 22.89 per cent, whereas 

through Method A it was 12.15 per cent. In both 
cases, however, we know that the investor would 
have currently obtained a return of exactly 10 per 
cent a year. The compounding effect of an 8 per 

cent reinvestment in one case as against 2 per cent 

in the other accounts for the different showing in 

total income and appreciation at the end of the 20 

years. The advantage of compulsory reinvesting 

through ownership of low-income securities may be 
of practical importance in certain cases, but before 

determining upon the advisability of such procedure 
we should know what can be accomplished through 
ownership of the high-income security if all excess 
income is voluntarily reinvested.' 

* We should not overlook the probability that those companies with- 
holding the largest portion of earnings are likely to be engaged in busi- 
nesses undergoing rapid growth and hence offering greater opportunity 
for ultimate profit. 
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For purposes of a scientific comparative analysis 

of the experience in various types of securities, both 

income and appreciation or depreciation in principal 
values must be regularly compounded—at least once 

a year. 



Chapter V 

INVESTMENT EXPERIENCE OF THE LEADING FIRE 
InsuRANCE CoMPANIES 

Now that we have a scientific plan for measuring 

investment accomplishment, we are in a position to 

analyze the experience of the past in an endeavor to 

obtain a practical working knowledge of the actual 

relationships that have existed between different 

types of securities. 

In order to apply to the field of investment the 

kind of actuarial studies that were found essential 

for successful insurance underwriting, we must first 

determine upon a satisfactory method for selecting 

samples on which our interpretations of past experi- 

ence are to be based. In the original American Ex- 

perience Table of Mortality, 100,000 representative 

lives were selected and their history was carefully re- 

corded until all had died. To develop a representa- 

tive Table of Investment Experience that will be 

useful to-day, however, we are faced with the diffi- 

cult problem of selecting our samples from hind- 

sight, after the experience has taken place, or of 

undertaking the immense task of including in our 

tables practically all securities of current investment 

importance throughout the period. 
96 



INSURANCE COMPANY EXPERIENCE 97 

REPRESENTATIVE SELECTION DEPEND- 

ENT UPON CURRENT KNOWLEDGE 

AND EXPERIENCE 

It is surprising how quickly men of affairs, who 

have actively lived through the past quarter of the 

century and have been interested in all of the impor- 

tant business and financial changes that have taken 

place, fail to recollect even approximately the actual 

relationships that existed in the past. We become 
adjusted to new conditions quickly, and past rela- 

tionships Just as quickly fade from memory. It is 

probably with some difficulty that the investors and 
financiers of 1899 now living can recollect the almost 

complete unanimity of opinion with respect to a con- 

tinued decline in interest rates to a permanently 
lower level that was expressed by our leaders in 
finance at that time.’ And unquestionably, the great 

majority of our younger generation of investment 
students, who criticise the action of the many finan- 
cial institutions that concentrated so heavily in long- 

term bonds in the early 1900’s when interest rates 

were at their lowest points, would themselves have 

followed approximately the same procedure had they 

been called upon to act in the light of the scant 

knowledge and experience available at that time. 
A choice of sample stocks or bonds of the leading 

companies that have had a continuous existence 
‘Fortunately, we have a written record of 70 of these opinions by 

leading financiers as given in letters written to the Equitable Life 
Assurance Society in this year. They are reproduced on pages 269 to 

300 in the Appendix. 
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for the last quarter century would result in an ex- 
perience table of successful survivors. Many com- 

panies that have not survived, however, were flour- 

ishing and in general popular favor a few years ago. 

As a practical matter it appears quite impossible for 

even the most imaginative student to place himself 

in an environment colored by the prejudices that 

existed in earlier years, and from this standpoint 

make a selection of the then currently available in- 

vestments such as an average intelligent man of that 

time would have considered representative and 

healthy investment risks. 

TN SV Has Vie SNe Da XS Pea Br Ne CHa Oe Hera Nis a Ui ev as 

AEN CCU CiOcMEPsAy NEE bss Ns OURS VU Bid it Cena G) 

Hel NeDiS 1) Gav P RoE Je UeD Can: 

An experience table composed of samples selected 

from hindsight would be of little value as a basis for 

present investment Judgment because in practice we 

can never select investments with a foreordained 

knowledge of what is going to happen to them. An 

experience table of investment results, to be of prac- 

tical value, should be composed of representative 

groups of samples such as the average intelligent 

investor could have purchased currently in each clas- 

sification, not the ones he would have picked if he 
had known what the experience was going to be. 

After considering a number of methods for select- 

ing such representative and unprejudiced groups of 
samples, we finally concluded that the investment 
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records of our leading fire insurance companies pro- 
vided one of the most satisfactory fields for practical 

study of past investment experience. The experi- 

ence of these fire insurance companies is particularly 

significant because the managements or investment 
committees had an unusually broad knowledge of in- 

vestment matters, and the securities they carried 
from time to time were for the most part, in their 

judgment, a diversification of good healthy risks; 

and their selections were not seriously affected by 

burdensome legal restrictions. Then, too, we have 
available the annual detailed records that have been 

maintained for a long period of years—essential data 

that it is practically impossible to get for other in- 

vestment funds. We could not get all of the facts, 

but we have been able to get most of the essential 

information covering the last two decades. 

FUNCTIONS OF FIRE INSURANCE 

COMPANIES 

Before analyzing in detail the investment experi- 
ence of these fire insurance companies, it may be 

significant for us to learn the relative importance 

of the two functions of insurance underwriting and 
investment management in terms of business profits 

over a period of years. Profits from each of these 

functions represent payments for the assumption of 

risk, but risks of different kinds. Investment gains, 

or losses, result from the assumption of investment 

risks as discussed in previous chapters, while insur- 
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ance underwriting gains, or losses, result from the 

assumption of fire risks. To compare the business 

profits from the two functions of investment and 

insurance underwriting, however, we must relate the 

return in each case to some common base. 

We have used as the base on which to measure this 

annual accomplishment from underwriting and in- 

vestment the total admitted assets carried by each 

company, but we recognize that some of these assets 

are employed solely for underwriting purposes and 

do not produce any investment income; and some of 

the investments carried are probably of little or no 
practical assistance for the underwriting end of the 

business. Whether capital is used for some commer- 

cial undertaking or strictly for investment purposes, 

however, we should charge those to whom that capi- 

tal is entrusted with a fair rental value before cal- 

culating any profits. But we should not charge them 

double the rental value on the capital employed be- 
cause it 1s serving two distinct functions. Opinions 

naturally will vary as to what part of the rental 

value of total admitted assets should be charged to 

the underwriting department and what part to the 
investment department. After considering the im- 

portant factors in this situation, we finally adopted 
the plan of charging half the rental value to the un- 

derwriting department and half to the investment 

department. This may not be precisely the division 

that should be made, and the division would vary 
between companies; but in a general way it will 
serve our purposes. 
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UNDERWRITING AND INVESTMENT 

ACCOMPLISHMENTS 

We found it possible to obtain sufficiently detailed 

information for this comparison only as far back as 

1905, and the period covered is from 1905 to 1927. 
Our estimate of the average riskless rental value of 

capital for this period figures out at 4.29 per cent, 
and we have therefore charged the underwriting de- 

partment of each company with 2.14 per cent and the 

investment department with a like amount. Above 

this 2.14 per cent in each case we have what might 

be accepted as a fair estimate of business profits. 

Chart II on the following page shows the records 

of two of the 25 largest fire insurance companies and 

the average of all 25.? 
Company X has had a very exceptional under- 

writing record. In some years the underwriting 

profit amounted almost to 20 per cent of total ad- 

mitted assets. The only year in which it showed 
a loss was 1926, and throughout the entire period its 

average annual underwriting accomplishment was 

6.71 per cent of total admitted assets; or, deducting 

2.14 per cent rental for this capital, we have an 

average annual profit from underwriting of 4.57 per 

cent. From investment we have an average annual 

gross return of 4.57 per cent on total admitted assets, 

or a business profit, above the 2.14 rental value, of 

2.43 per cent. The last chart of Company X shows 
*A more complete explanation of this study is taken up in the 

Appendix, page 303. 
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the total percentage from underwriting and invest- 

ment combined to total admitted assets; the aver- 

age annual gross return was 11.28 per cent. Deduct- 

ing from this the 4.29 per cent riskless rental value 
of the total admitted assets employed in both under- 
writing and investment leaves an average annual 

net business profit of 6.99 per cent. 
In Company Y we have a less favorable record. 

Average annual underwriting accomplishment ap- 

pears to have been only about 34 of 1 per cent of 

total admitted assets; or, deducting from this the 
average annual rental value assessed against the 

underwriting department of 2.14 per cent, we find an 

average annual business loss from underwriting by 

this company of about 1.40 per cent. From invest- 
ments Company Y shows an average annual gross 

return of 3.98 per cent. Deducting from this the 

2.14 per cent rental value assessed against the in- 
vestment department, leaves this company with an 

average annual business profit from investment op- 

erations of 1.84 per cent. Underwriting and invest- 

ment accomplishments combined show an average 

annual gross return of 4.73 per cent, or a true busi- 

ness profit from total operations of less than 14 of 1 
per cent after deducting the average riskless rental 

value of total admitted assets of 4.29 per cent. 

Company X and Company Y are two extreme 

cases. The record that is of most interest to us is 

the average of all 25 companies, which is shown at 

the bottom of page 102. The average of all 25 com- 

panies shows an average annual underwriting accom- 
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plishment of only 1.97 per cent, which is .17 per cent 

less than the rental value that we have considered 

fair to assess against this department for its use of 

the capital. Average annual return from investment 

operations was 4.29 per cent, representing a busi- 

ness profit of 2.15 per cent above the rental charge 
that we have assessed against the investment de- 
partment. Total accomplishment averages 6.26 per 

cent a year, or not quite 2 per cent above the rental 

value of total admitted assets to both departments. 

Our final deduction from this chart, then, is that 
for the last 22 years the 25 largest fire insurance 

companies have on the average lost money from 

their underwriting operations and have made money 
from their investment operations. At least it seems 

fair to conclude that profits accruing to the average 
fire insurance company have been realized from in- 

vestment operations. Company X, shown in this 

chart, is the only one of the 25 that has shown a 
greater return from insurance underwriting than 

from investments, but this company’s underwriting 
methods have been quite different from those of any 

other company. 

INVESTMENT POLICIES OF THE LEADING 

FIRE INSURANCE COMPANIES 

Now that we have observed the importance of 

investment operations to the success of the average 

fire insurance company, let us dig into the experience 

of these 25 largest companies and find out where 
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their investment profits have come from. By refer- 
ence to the experience tables of Underwriting and 

Investment Results in the Appendix, pages 303 to 

316, it will be found that the company realizing the 

largest average annual return from investments 

showed, from this source, 6.37 per cent, while the 

company least successful in its investment opera- 

tions averaged only 3.28 per cent. What are the 
reasons for the greater profits of the successful com- 

pany—or the lower profits of the company that was 

not so successful? 

If we find that the most successful was a large 

company and the least successful a small company, 

there might be some indication that investment suc- 

cess was partially attributable to the size of the com- 

pany. Or, if one company concentrated on one type 

of security and the other company on another type 
of security, we might conclude that the success was 

due to the judgment or fortune of the most success- 
ful company in its selection of the type of security 

on which it concentrated. 

A number of factors contribute to the success or 

failure of any investment policy and it may be im- 

possible to isolate the precise reason for any particu- 

lar result. It does seem reasonable, however, that 
the general success of an investment policy may be 
dependent largely on the types of securities carried 

and the proportions of each type held at various 

times. 
Following out this line of reasoning, we may clas- 

sify all the invested assets of these insurance com- 
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panies into six major groups and then inquire how 

each company distributed its capital over these six 

groups for every year since 1903.° These investments 

may be grouped as follows: 

1. Real Estate 

Mortgages and Collateral Loans 

Bank Deposits 

Bonds 

Preferred Stocks 

. Common Stocks 

Let us first examine for all companies for all years 

the average proportions carried in the six kinds of in- 

vestments and the average investment results. The 

lower chart on page 107 indicates that the average 

company throughout this period has carried about 

22 per cent in common stocks, 8 per cent in preferred 

stocks, 48 per cent in bonds, 8 per cent in bank de- 
posits, 10 per cent in mortgages and collateral loans, 

and 4 per cent in real estate. These proportions 
have resulted in an average annual return through- 

out the period of 4.70 per cent,* or about 4/10 of 1 
per cent above the average riskless rental value of 

capital for this 24-year period. 

If we study the lower part of Chart III on page 107 

showing the proportions carried by these 25 insur- 

ance companies in the different types of investments, 

eit eh see bead 

*'The available information permitted us to carry this study back two 
years earlier than the preceding one. 
*The percentage figures representing investment return in all our 

studies are based upon the invested assets from which that return has 
been derived, except in our comparison of underwriting and investment 
accomplishment where total admitted assets were used in order to have 
a common base for the comparison, 
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we will notice several important trends in the han- 

dling or the varying of these proportions. The first 

significant fact is that there has been a fairly steady 
decrease in the proportion of investments in real 

estate. It must be pointed out that, in part, this 

may be the result of legal restrictions which have 
been imposed on insurance companies during the 

period covered. However, at the beginning of the 

period more than 6 per cent of total investments 
were carried in real estate, whereas in 1926 the pro- 

portion was just above 2 per cent. There has been 
a similar decrease in the proportions of mortgages 

and collateral loans, from 15.4 per cent to 5.9 per 

cent. The proportions in bank deposits and in pre- 

ferred stocks do not show important changes. 

Bond holdings showed the greatest tendency to in- 

crease during the period, rising from an average of 
39.8 per cent of total investments in 1902 to 51.2 per 
cent in 1926. The average proportion carried in 
common stocks did not vary materially at the time 
of the panic of 1907. Beginning in 1912, however, 

there started a gradual decline which became more 

pronounced during the war years of 1917 and 1918. 
From 1919 up to 1923 the proportion in common 

stocks was unusually stable. It would appear, ac- 

cordingly, that the average insurance company did 
not take advantage of the peak of common stock 

prices in the latter part of 1919 by selling, nor of 

the low points in 1921 and 1922 by buying. On the 
other hand, it does appear that since 1922 insurance 

companies have on the average increased their pro- 
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portion of common stocks about 50 per cent. On 

the whole it would appear that during the last few 

years the fire insurance companies may have become 
more fully aware of the suitability as well as profit- 
ableness of a larger proportion of common stocks. 

With the passage of years, these variations in the 
per cent of holdings to total investments provide an 

interesting commentary on the investment policies 

of fire insurance companies. 

WHY SUCH WIDE VARIATIONS IN 

ACCOMPLISHMENT? 

Now that we have a fair idea of the average results 

from investment and the average proportions carried 

in the several types of invested assets, let us analyze 

the varying policies of the two companies making 

the best and the poorest showings respectively in 

investment accomplishment. We are trying to find 

some explanation for the fact that one company 1s 

the best company and the other the poorest com- 

pany so far as investment accomplishment is con- 

cerned. If we look at the charts of the proportions 

carried in the six types of securities, one fact strikes 

us forcibly. The company making the best showing, 

Chart IV, had when compared with the average, 

Chart III, or with the poorest company, Chart V, 

a large proportion of common stocks. Whereas the 
average for all companies for the 22 years was 29.2 

per cent of total investments in common and pre- 

ferred stocks as against 49 per cent in bonds, the best 
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company carried an average of 61.2 per cent of all 
its investments in common and preferred stocks as 
against 25.1 per cent in bonds; and the poorest com- 

pany carried only 12.3 per cent in common and pre- 
ferred stocks as against 73 per cent in bonds. The 

average proportions carried by the best company 

and by the poorest company were: 

TABLE V 

Best Co. Poorest Co. 

Bonds iaricot ie as ore eee eee 25715 73.0% 

Common Stocks)... - ee eee 38.8 A122 

IBreterredss cocks aera Pe AA itaal 

Mortgages and Collateral Loans........ 9 2° 

Bank) Deposits rjecc 1c ee BE RS RE | as 

Real Fistateae'. (4: i a ee eee ee 4.4 5.0 

100.0 100.0 

From this comparison it will be seen that the best 
company and the poorest company followed radically 

different investment policies. The best company 

carried its largest proportion in common stocks, 

about equal proportions in bonds and _ preferred 

stocks, and only minor proportions in mortgages, 

bank deposits, and real estate. On the other hand, 
the poorest company carried almost three-quarters 

of its investment in bonds. This comparison sug- 

gests in rather striking fashion that during the last 

quarter century stocks have been substantially more 

profitable than bonds. But, not wishing to be pre- 

cipitous in arriving at conclusions, we will regard this 

only as a clue, leading us to a more intensive com- 
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parison between bonds and stocks in further 
analysis. 

Before we leave the comparison of the best com- 
pany and the poorest company, there is one other 

factor, not made evident in the experience tables or 

charts, which should be mentioned at this time. It 

is another difference in the policies pursued by these 

two companies which may be of some importance. 
Insurance company investments are generally made 
under the direction and supervision of an investment 

committee. Since the best company and the poor- 

est company were of about the same size, it is reason- 
able to assume that the general average of intelli- 

gence and abilities of their respective directors and 
investment committees was about equal. In each 

case these committees were doubtless composed of 
conservative business men capable of exercising 

sound judgments. It is common knowledge in finan- 

cial circles, however, that the best company has 

throughout this period maintained an extensive 
and efficient investment research department to aid 

its investment committee. On the other hand, the 

policy of the poorest company has depended pri- 

marily upon the judgment of the investment com- 

mittee with little assistance in the way of invest- 

ment research. This is not to say that a research 

department, in and of itself, is the explanation of 

why the best company had so much better results 

from investments than the poorest company, but it 
is likely that the work of such a department was a 

major contributing factor in making it possible for 
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the investment committee of the best company to see 

all the facts, by supplying the committee with the 
information which enabled it to exercise its own 

judgment to the greatest advantage. The successful 

direction of an investment policy requires two things 

—first, a knowledge of facts; second, investment 

ability or judgment in applying this information. 
The second without the first. is likely to show poor 

results; the two combined are likely to insure good 

results, not merely in theory but in actual profits. 

CAVE Wie AG TV Hie Na Vie Big eV ee Nie Ds Er ) Gaetan ae 

We have been examining the investment policies 

followed and the results obtained by the most suc- 

cessful and the least successful of the 25 largest fire 

insurance companies. Chart VI illustrates in more 

concrete fashion what has been the real difference 

in dollars between the accomplishments of these two 

contrasting investment policies. The upper line 

(Company A) represents the cumulative business 

profits from investment operations obtained by the 

most successful company; and the lower line (Com- 

pany B), the cumulative business profits obtained 

by the least successful company, over the 24-year 

period. For each company we have deducted from 

its annual return the current riskless rental value 

of the original invested assets. We have charged 
them with a reasonable rental for their capital, and — 
in Chart VI we have illustrated their net accom- 
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plishments. As a matter of fact, both of these com- 
panies in 1903 had approximately $10,000,000 in in- 

vested assets; the best company shows throughout 

the period an appreciation of about 75 per cent, the 

poorest company shows a depreciation of about 35 

per cent. In other words, on this $10,000,000 of in- 

vested assets in January, 1903, the best company has 

been able to accumulate real net business profits 

of $7,500,000, and the poorest company has accumu- 

lated comparable net business losses of $3,500,000. 

This demonstrates the potential power for loss or 

gain from two fundamentally different investment 

policies. 
But what is the most conservative and profitable 

plan of investment administration? In our com- 

parison of investment policies we discovered that the 

chief difference in procedure between the best com- 

pany and the poorest company lay in the relative 

proportions carried in bonds and stocks. From our 

analysis thus far it would appear that the best com- 

pany owed its success primarily to the large propor- 

tion of common stocks carried, while the unsatisfac- 

tory showing of the poorest company might be at- 

tributed to the large proportion carried in bonds. 

This, however, is only a clue, which demands fur- 

ther inquiry in the form of a more intensive investi- 

gation of the comparative results obtained by fire in- 

surance companies in the past from stocks and from 

bonds, dropping from consideration the other types 

of investments. 
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STOCKS OR BONDS 

Fire insurance companies have carried on the aver- 

age about 80 per cent of all their investments in 

stocks and bonds. (See Table IX, page 352 in Ap- 

pendix.) There is, however, no uniformity of dis- 

tribution as between bonds and stocks for different 

companies. In two of the 25 companies examined 
we found that the one realizing the largest invest- 

ment return held a large proportion of stocks and 

a small proportion of bonds, while the company mak- 

ing the poorest showing held a large proportion of 

bonds and a small proportion of stocks. In each 

case, however, other securities and varying manage- 

rial ability entered into the results. 

We shall now narrow our investigation by consid- 

ering the experience of the 25 insurance companies 

in stocks and bonds only. We shall turn the spot- 

light of intensive inquiry on the two most important 

classes of security investment with a view to finding 

the actual facts of past accomphshment. Chart VII 

(See Appendix, pages 359 to 368 for details of this 

study) shows the average investment accomplish- 

ments of the 25 largest fire insurance companies from 

bonds and from stocks from 1908 to 1927. We could 

not carry this study as far back as the other two be- 

cause sufficiently detailed records of investment op- 

erations were not filed with the insurance commis- 

sioners prior to 1908. The vertical bars represent 

the percentage of annual return from bonds or stocks 

to the average annual amount carried in each type 
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of investment. Investment returns were calculated 

according to the general plan for measuring invest- 

ment accomplishment that we have discussed in some 

detail. The average riskless rental value of capital 

for this 19-year period figures out at 4.23 per cent. 

The average annual return from bonds was 4.73 per 

cent, or 14 of 1 per cent above the riskless rental 
value of capital. From stocks, these 25 largest fire 

insurance companies obtained an average annual 

return of 7.24 per cent, or about 3 per cent above the 

riskless rental value of capital. In terms of actual 

AVERAGE ACCOMPLISHMENTS OF 25 LARGEST 

FIRE INSURANCE COMPANIES 

2C % 

BONDS STOCKS 

10 10 

veaSencsacres greR see ea: NOSSO 
90 90 9 9 9 9 9 9 9 9 9 9 pete Rill cabot oth adh adpenl Sate we oe a a ee a ee eee = = 

Cuart VII 

business profits from investment management the 

stockholders of these companies have obtained an 
average annual net accomplishment six times greater 

from their stock investments than they have ob- 
tained from their bonds. 

CUMULATIVE PROFITS FROM, BON Diss AIND 

RON CaaS 

To make this story a little more practical, the 
reader should refer to Chart VIII showing the cumu- 

20% 
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lative average business profits from each type of in- 
vestment. From this chart it will be observed that the 

average company, with $10,000,000 in bonds in 1908 

would, after deducting the riskless rental value of 

this capital throughout the ensuing 19 years, have 

realized a business profit of about 10 per cent, or 

$1,000,000. With the same $10,000,000 invested in 

stocks in 1908 this company would have realized a 

business profit above the rental value of its capital 

of over 100 per cent, or $10,000,000. These figures 

and charts represent facts, actual experiences, as ac- 

curately as they can be measured; not just the ex- 

perience of one or two years, but for a long enough 

period to get reliable comparisons. By referring to 

the Appendix it will also be observed that in the 

case of every one of the 25 largest fire insurance com- 

panies a greater average annual return was realized 

from stocks than from bonds. 

The success of the investor, like that of an insur- 

ance company, depends on an accurate appraisal of 

the risks taken. Although the risk of loss by fire 

may be less in the case of brick houses than in the 

case of wooden houses, an insurance company might 

lose money insuring brick houses if its premium, 
while not only being lower than for the premium on 

wooden houses, was too low for the actual risk in- 

volved. From our index of investment accomplish- 

ment it would appear that investors in bonds have 

been buying risks which individually provided 
greater temporary dollar stability, but for a danger- 
ously low underwriting premium, 
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It should also be pointed out in this analysis of 
the investment experience of insurance companies 

that bonds are shown in a more favorable light than 

is in accord with facts for the actual investor. There 
are no serious legal restrictions as to the kind of 

bonds fire insurance companies are permitted to 

purchase. So far as bond purchases are concerned 

the insurance company is about on a par with the 

average investor. 

When it comes to stock purchases, however, there 

is one important legal restriction in Connecticut to 
which 6 of the 25 companies here covered have been 

subject. This restriction prohibits ownership of 

stock in industrial companies, and has resulted in a 

concentration in rail stocks which have been less 

profitable than industrials. Also, in this study the 

investment records did not permit us to segregate 

preferred stocks from common stocks. The invest- 
ment accomplishment from preferred stocks is ordi- 

narily lower than that from common stocks so that 
the figure shown for the accomplishment of these 25 

companies from all stocks is lowered by the effect of 
the preferred issues which on the average comprised 

something more than one-quarter of total stocks 

held. Accordingly, our results are if anything pre]- 

udiced against stocks. Our figures are not, then, be- 

yond what an ordinarily prudent investor could have 
attained by the exercise of reasonable skill and dil- 
gence in the management of his investments during 

this period. 
From the standpoint of the experience of the 25 
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largest fire insurance companies in the United States 
stocks have proved a far superior form of investment 

to bonds. In our search for fundamental investment 
principles, however, we do not want to be too easily 

satisfied. For this reason, we will not let our investi- 

gation stop at this point, but will take up another 
study in another field on an entirely independent 
basis. 



Chapter VI 

A FurtTHer ANALysIs OF INVESTMENT EXPERIENCE 

THE preceding chapter presented a fair portrayal of 

the investment experience of the leading fire insur- 

ance companies in several major classes of invest- 

ment. The fact, however, that one type of security 

has shown much better results for the last quarter 

century than another type does not necessarily mean 

that this condition will continue. We are interested 

not only in the experience of different classes of in- 

vestment over the last quarter century, but also in 

the fundamental influences or inherent qualities re- 

sponsible for the pronounced difference in results 

that we have seen. If we can isolate these funda- 

mental influences or inherent qualities in certain 

types of investment experience, we must then ask 

ourselves whether or not they are of a permanent 

character that will be projected into the future. If 

we conclude that some of them will be projected into 
the future, we will want to know to what specific 

types of investment these permanent influences or 

inherent qualities are most definitely allied. 
For the purpose of measuring investment experi- 

ence the records of the leading fire insurance compa- 
nies probably provide the most reliable data that 

we have to investigate, and these general studies of 
123 
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investment experience of the 25 largest fire imsur- 

ance companies may be helpful in the determination 

of a sound investment program. But the material 

available in the records of these companies is not 

sufficiently complete to permit a satisfactory analy- 
sis of the fundamental factors or inherent quali- 

ties responsible for the varying results from the dif- 

ferent classes of investment assets carried. That is 

to say, these insurance company records show quite 
conclusively that common stocks have been the most 

profitable medium of investment during the period 

studied, but we do not have enough material in 

these records to determine why. Bonds, we know, 

were profitable during the deflation period after the 

Civil War until 1900, and from 1921 to the present 

time, but during the inflation from 1900 to 1920 

we have found that they were distinctly unprofit- 

able. Is the favorable investment experience of 
stocks as compared with bonds during this last quar- 

ter century simply the result of an inflationary influ- 

ence that might be reversed during a long period 

of declining commodity prices, or are the fundamen- 

tal causes such that we can rely upon their pro- 
jection into the future with a consequent continu- 

ance of the long-term upward trend of common stock 
values? 

REQUIREMENTS FOR RELIABLE 

EXPERIENCE TABLES 

The search for significant material from which it 

might be possible to analyze the basic factors respon- 
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sible for changing investment values is narrowed by 

our insistence upon two fundamental requirements 

that we consider essential for a practical and reliable 

investment experience table. These two require- 

ments are: . 

1. The samples must have been selected before the actual 

experience is known. Many companies and securities that do 

not exist today, or have been relegated to minor positions, 

were 15 or 20 years ago among the leaders. The past history 

of a group that is representative today is hardly more than 

the experience of the most successful survivors. Such a list 

would in all probability indicate an accomplishment impossi- 

ble for the average intelligent man to duplicate by sound cur- 

rent selections and revisions throughout the period. 

2. The samples must have been representative. There are 

two main points of view from which the representative char- 

acter of a group of sample investments may be determined. 

(a). They may be representative of general business 

and investment conditions at one point of time such as 

the inception of the Investment Experience Table. 

(b). They may be representative of general business 

and investment conditions currently throughout the period, 

which would, of course, necessitate revisions in accordance 

with the changing status of specific securities and 

investment conditions. 

Sound investment practice to-day implies aggressive adminis- 

tration. Adequate diversification, the most fundamental of 

all underwriting and investment principles, cannot be main- 

tained under changing conditions unless specific holdings are 

revised from time to time. For the purposes of these studies 

it seems essential therefore that our Investment Experience 

Tables be currently representative. 

The investment experience tables that we have 

compiled of the leading fire insurance companies 
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comply fully with the first of these two requisites, but 

are open to some criticism from the viewpoint of in- 

vestors other than fire insurance companies on the 

ground that although selected and revised currently 

they may not be representative of American invest- 
ments as a whole. The specialized selection of in- 

vestments by fire insurance companies results from: 

(a) Legal restrictions. 

(b) Special requirements from an underwriting view- 

point or to promote business expansion. 

(c) Continuance of traditional insurance company in- 

vestment practices established many years ago under dis- 

tinctly different investment conditions. 

(d) Special taxation problems. 

The criticism that the types of securities selected 

by fire insurance companies are not representative 
might have been overcome in a large measure if we 

had found it feasible to isolate their experience in 

each distinctive type of investment. Thus far we 

have separated their experience only into the two 
general classifications of bonds and stocks. 

After a careful survey of the material available 
for more detailed studies in the present records of 

these insurance companies, and after consideration 
of the various statistical methods that might be em- 

ployed for our purposes, we were forced to the con- 

clusion that any results obtained from such detailed 

analyses would either be very costly (besides caus- 

ing no little trouble to the insurance companies 

themselves in supplying the essential supplementary 

data), or if carried on in a more superficial manner 
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would involve a margin of error so great as to render 

the findings unreliable.* 

We have therefore turned our attention to other 

fields for the analysis of investment experience 

where it is possible to obtain more readily the essen- 

tial data to be used in constructing detailed invest- 

ment experience tables as well as in analyzing some 

of the basic factors responsible for the experience. 

THE DOW-JONES AVERAGES 

Our final selection as the most suitable material 
for this analysis was the Dow-Jones industrial and 

+A plan for such a detailed analysis would divide this investment 
experience into the following classifications: 

1. Real Estate 
2. Real Estate Mortgages 
3. Collateral Loans 
4. Bonds—separated into short (1 to 5 years), medium (5 to 20 

years), and long (20 years and over) maturities. 
(a) Foreign 
(b) U. S. Government 
(c) U. S. State and Municipal 
(d) Railroad 
(e) Public Utility 
(f) Industrial 
(g) Real Estate 

5. Preferred and Guaranteed Stocks 
(a) Railroad 
(b) Public Utility 
(c) Industrial 

6. Common Stocks 
(a) Railroad 
(b) Public Utility 
(c) Industrial 

(d) Insurance (divided between general investments and 
subsidiary holdings) 

(e) Banks (divided between New York City and all other 
banks) 
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railroad stock averages and high-grade rail, second- 

grade rail, public utility and industrial bond aver- 

ages. This material met the two specifications that 

we have required: 

1. Selected before Actual Experience was Known 

It is primarily because the Dow-Jones selections and re- 

visions were made currently throughout a long period of 

years before the experience was known that this particu- 

lar choice of samples is more valuable for our purposes 

than those used in any other stock market average.” 

2. Samples were Representative 

As publishers of the leading financial newspaper in the 

country for many years, the judgment of this organization 

as to what currently constituted the most representative 

securities in each group is probably about as good as 

could be obtained. As new industries developed to a 

point that demanded their inclusion in a representative 

list, the leading companies of these industries were sub- 

stituted for other companies that had gradually become 

less representative of general business. 

The ready codperation of Dow-Jones & Company 
in giving us access to the complete records of their 

averages as Maintained since 1884 has enabled us to 

construct experience tables based on the actual se- 

lections made by them and including the many re- 
visions carried out from time to time throughout the 

period to keep the list currently representative. 
“It should be remarked, however, that the Dow-Jones industrial 

stocks did represent selection by hindsight from December, 1914, to 
September, 1916. The change from 12 to 20 stocks was not actually 
made until the latter date, from which time the 20 stocks were pro- 
jected back to the opening of the Exchange after the War-closing in 
December, 1914. Since the current selection or revision of samples is of 
primary importance in the development of this Investment Experience 
Table, we have used the 12 stocks up to the time when the change 
to 20 was actually made in 1916 in order to avoid the effect of this 
hindsight selection. 
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The corporate form of organization with diversi- 

fied stock and bond ownership in varied industrial 

enterprises was not well under way in this country 

until the beginning of the twentieth century.* Also, 

before 1900 the data appeared too fragmentary and 

the available information not sufficiently reliable 

to warrant carrying our investment experience tables 

back of this year. 

MISLEADING INDEXES OF INVEST- 

MENT EXPERIENCE 

The Dow-Jones stock averages were originally de- 

veloped as an aid to forecast market movements. 

The gradual change on the part of stockholders from 

a speculative to a long-term investment interest has, 

however, in some instances resulted in the accept- 

ance of these averages as a reliable index of long- 

term investment experience. Before proceeding to 

explain the development of our investment experi- 

ence tables based on the Dow-Jones samples, it may 

therefore be proper to point out the essential weak- 

nesses of the present averages for our purposes in ob- 
° The Dow-Jones list of representative stocks in 1884 was: 

Chicago & Northwestern Northern Pacific Pfd. 
Delaware, Lackawanna & Union Pacific 

Western Missouri Pacific 

Lake Shore Louisville & Nashville 
New York Central Pacific Mail 

St. Paul Western Union 

It will be noted that all but the last two represented railroad companies 
and these two performed a general transportation or communication 

service. 



INVESTMENT MANAGEMENT 130 
SI
eT
]o
d 

XT 
W
v
e
 

a if Fi 1) il a 

9z6i 
~ 169) 

31VOS DILINHLIYV 

S
H
O
O
L
S
 

T
W
W
I
Y
L
S
N
G
N
I
 

S
S
N
O
r
-
M
O
d
 

Ee
) 

S
3
9
I
l
Y
d
 

M
O
T
 

G
N
V
 

H
S
I
H
 

4
0
 

3
9
V
Y
S
A
V
 

A
I
H
L
N
O
W
 

sIe]JOC 



A FURTHER ANALYSIS OF EXPERIENCE 131 

Chart 1X 

MontTuiy Averaces oF Prices or Dow-Jonres INpuUSTRIAL STocKs 

PLOTTED ON AN ARITHMETIC SCALE 

Source: Original record as maintained by Dow-Jones & Company, 
New York. 

Interpreted as an index of investment experience in individual 
stocks, this chart gives the misleading impression that more than 
three-quarters of total appreciation for the period has occurred since 
the depression of 1921. It would also appear from this chart that 
the holder of these stocks in 1899 would have suffered a loss on his 
original capital had he sold out 22 years later in 1921. 

The appreciation on this chart from 1922 to 1928 measures about 
twice the distance of the appreciation from the latter part of 1903 
to the beginning of 1905, although the percentage change in price 
level was about the same for each period. 

No correction has been made on this chart for the artificial drop 
of about 20 points in the average in the latter part of 1914 resulting 
from a drastic change in the individual stocks carried. 
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Chart X 

JANUARY 1 AND Juty 1 Prices AnD MonrTHiy AVERAGE PRICES OF 

Dow-Jones INpusTRIAL Stocks 

PLOTTED ON A LOGARITHMIC SCALE 

Source: Original record as maintained by Dow-Jones & Company, 
New York. 

This chart represents the same figures as were used in Chart IX, 
but when portrayed on a logarithmic scale fluctuations in the aver- 
ages during and after the war appear relatively no more severe than 
those experienced in previous years. 

The heavy line represents the history of the averages at six 
months’ intervals and the dotted line is the same monthly average 
as shown on an arithmetic scale in Chart IX. No correction has 
been made for the artificial drop in 1914. 

The variation of the monthly from the semiannual record has been 
superimposed upon our semiannual record of Industrial Stock Values 
(Chart XI) in order to obtain the more detailed index shown in 

Chart XX. 
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taining an unprejudiced record of investment ex- 

perience. 

1. The samples are weighted unequally depending upon 

wholly non-pertinent data. The daily average is the sum of the 

market prices of the stocks divided by the number of stocks. 

However, if one company with a large number of shares out- 

standing has a market value of 30 and another with fewer 

shares outstanding a market value of 300, the stock selling 

at 300 has just 10 times the weight in the average of the 

stock selling at 30. A selection of representative samples 

necessitates equal weight to each sample in order to obtain 

a representative average. 

2. No allowance has been made for the issuance of sub- 

scription rights or stock dividends which during this period 

have contributed an important growth in principal value. In 

some cases adjustments have not been made for stock 

split-ups.* 

3. No allowance has been made for the difference in market 

value of stocks eliminated and those added from time to time, 

although there has been an attempt to handle most of the re- 

visions so that these differences would largely offset each other. 

In December, 1914, failure to allow for the difference in val- 

ues between new stocks introduced and those eliminated 

caused an artificial drop in the Industrial Stock averages of 

over 25 per cent.® 

“For example, General Motors split-up caused an artificial drop in 
the industrial stock averages of 6.82 points on October 8, 1927. 

° The very radical change made in the Dow-Jones Industrial Aver- 
ages in September, 1916, and projected back to December, 1914, resulted 
in a drop from 71.42 on July 30, 1914, to 54.72 on December 12, 1914, 
although we know that the market was appreciably higher on the open- 
ing day of the Exchange in December after the four months’ closing 
on account of the War. During the month of July, 1914, the 12 
Dow-Jones Industrial Stocks declined from 80.33 to 71.42, or a little 
over 11.09 per cent. When the Exchange was opened again on Decem- 
ber 12, 1914, the average of these same 12 stocks was 75.21, representing 
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4. No consideration has been given to cash dividends, 

which constitute an essential element in investment experi- 

ence. Even from a comparative viewpoint when studying 

the experience of one type in relation to another the results 
with such omissions may be quite misleading. For example, 

if we compare the averages of a group of insurance companies, 

banks or chain stores (regularly paying small dividends of 2 

per cent or 3 per cent on market value and re-investing the 

larger share of earnings) with the averages of a group of in- 

dustrials paying out over half of their earnings, amounting to 

5 or 6 per cent on market values, or with high-grade bonds 

paying 4.5 per cent, it is apparent that we have favored the 

low-dividend stocks by this omission. 

5. Finally, the graphic portrayal of these averages on a sim- 

ple arithmetic scale accentuates the movements at the higher 

prices and minimizes the movements at the lower prices. By 

reference to the Dow-Jones monthly averages on page 130 it 

will be noted that the appreciation in 1897 from 39 to 53 ac- 

tually represents a growth of about 36 per cent, or $360 on 

each $1,000 invested. The appreciation in 1925 from 120 to 

155 represents only about 28 per cent, or $280 on each $1,000 

invested. Yet, the distance on the chart is three times as 

much for the 28 per cent appreciation as for the larger appre- 

ciation on the same amount of capital in 1897. On a logarith- 

mic chart where the same percentage changes are represented 

by equivalent distances the actual movement of the market 

from the investor’s viewpoint can be much more clearly por- 

trayed. 

an appreciation of 5.33 per cent. Likewise, the 20 stocks used in the 
new averages appreciated from 51.72 on July 30 to 54.72 on Decem- 
ber 12, or 5.82 per cent. In the case of both the twelve old stocks end 
the 20 new stocks there was practically no change in the July and De- 
cember monthly high and low average. The drop from 76.6 to 54.9 
or 28.2 per cent, in the monthly high and low Dow-Jones Averages just 
prior to and following the four months’ period in 1914 when the Ex- 
change was closed on account of the War did not therefore reflect the 
actual change in the level of industrial stock prices. 
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THE WEAKNESSES OVERCOME 

Following the general method of measuring in- 

vestment experience as outlined in Chapter IV, we 
have constructed investment experience tables for 

the industrial and railroad stocks and the bonds se- 

lected currently by Dow-Jones as representative 

samples from January 1, 1901, to January 1, 1928. 

(See Appendix, pages 370 to 385.) Published rec- 

ords of cash and stock dividends paid, subscription 

rights issued, and changes in capital structure are 

very incomplete and unreliable prior to 1917. It 
was therefore necessary to obtain this information 

direct from the companies, and the success of this 

study is due in no small part to their ready coopera- 

tion in obtaining these data for us from their corpo- 

rate records. 

The methods by which the five essential weak- 

nesses of the Dow-Jones industrial averages as a 

measure of investment experience have been over- 

come are: 

1. The market appreciation or depreciation and income on 

each security for each six months’ period were measured as a 

percentage of the market value at the beginning of the period. 

The average gain or loss from income and change in market 

value of principal for each six months’ period was then cal- 

culated from the sum of these percentages. This in effect gave 

the same weight to each stock or bond throughout the period 

irrespective of its market price. 

2. The market values of all subscription rights and stock 
dividends issued are included in our calculations of appreciation 
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in principal. In the Tables, Appendix, pages 372 to 385, the 

value of stock dividends are enclosed in a circle (©) and sub- 

scription rights in a square (O). In all cases of stock split-ups 

we have sold the old stocks and bought the new at the market 

prices prevailing when both issues were being traded in. 

3. In all cases of revisions in samples we have calculated 

the net gains on both the old and the new samples based 

on the market values on the days revisions were made. 

4, All cash dividends or interest payments have been in- 

cluded in our calculation of income. 

5. Our indexes of these stocks and bond values have been 

plotted on a logarithmic scale. 

The marked difference between our interpretation 

of the experience of the Dow-Jones stock samples 

from a long-term investment viewpoint and the reg- 

ular Dow-Jones averages may be observed by com- 

paring Charts IX and XII with the corresponding 

Charts XI and XIV. If one set of charts is a fair 

picture of investment experience in these Dow-Jones 

stocks, the other certainly is not. 

INVESTMENT EXPHRIENCE IN INDUS- 

ees JE AN Gy Sh 48" @) OSS) 

Index A on Chart XI represents the experience 

that a fund would have had if constantly maintained 

in the Dow-Jones industrial stock samples with the 

amount of investment in each stock equalized every 

January 1 and July 1 in accordance with changes 

in market value. No cash dividends have been in- 

cluded in this index, which shows an average annual 
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Chart XI 

INDEXES OF INDUSTRIAL STOCK VALUES 

Source: Based on the Investment Experience Table of Industrial 
Stocks in the Appendix, pages 371 to 377. An explanation 
of the method of compilation is given on page 370, imme- 
diately preceding these tables. 

Trends: 

Average Annual Appreciation 

Index D Index C Index B Index A 

% % % % 
Jan. 1, 1901 to July 1, 1921 11.90 7.34 Brad 4.48 
July 1, 1921 to Jan. 1, 1928 23.90 23.386 19.96 18.62 
Jan. 1, 1901 to Jan. 1, 1928 13.20 11.10 8.84 7.80 

Index PI shown on this chart is explained on page 173, opposite 
Chart XXI. 
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appreciation of 7.80 per cent compounded semi-an- 

nually. This represents a growth from 100 on Janu- 

ary 1, 1901, to 788 on January 1, 1928. 

Index D represents the experience that a fund 

would have had if constantly maintained in these in- 

dustrial stock samples and equalized every six 

months together with reinvestment of cash dividends 

received. The average annual appreciation of this 

index is 13.20 per cent, which, compounded semi- 

annually, has resulted in a growth in principal value 

from 100 on January 1, 1901, to 3,146 on January 1, 

1928. 

Index B represents the experience that a fund 

would have had if constantly maintained in these 

samples, equalized every six months, including the 

investment of cash dividends but deducting every 

six months an amount calculated by applying the 

riskless rental rate against the current market value 

of principal. The average annual appreciation of 

this index is 8.84 per cent which, compounded semi- 

annually, has resulted in a growth in principal value 

from 100 on January 1, 1901, to 1032 on January 

1, 1928. 

Index C represents the experience that a fund 

would have had if constantly maintained in these 

samples, equalized every six months and including 

reinvestment of cash dividends but deducting every 

six months the riskless rental value of only the origi- 

nal principal carried in 1901. The average annual 

appreciation of this index is 11.10 per cent which, 
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compounded semi-annually, has resulted in a growth 
in principal value from 100 on January 1, 1901, to 

1,844 on January 1, 1928. 

From this analysis it would appear that an inves- 

tor in the Dow-Jones industrial samples with an orig- 

inal principal of $100,000 who had followed the plan 

of Index B could have enjoyed a gradually increas- 

ing income from $3,769 in 1901 to $27,150 in 1927, 

and at the same time a market appreciation in prin- 

cipal from the original $100,000 to $1,032,000 on 

January 1, 1928. If total cash dividends had been 

withdrawn this fund would have appreciated to 

$788,000; whereas, if all cash dividends had been 

promptly reinvested, it would have appreciated to 

$3,146,000. 

By comparing the level of the Dow-Jones indus- 

trial and railroad averages in 1901 with the previous 

and following years as shown in Charts IX and XII 

it will be observed that 1901 was about the most un- 

favorable year around this time that could have 

been selected for the purchase of common stocks. 

Since the low point in long-term bond yields cen- 

ters about the beginning of the twentieth century, 

it is apparent that this also was an unfavorable pe- 

riod for long-term bond purchases. 

The Investment Experience Tables of the Dow- 

Jones samples in railroad stocks and legal railroad, 

second-grade railroad, public utility and industrial 

bonds, Appendix pages 378 to 393, have been com- — 

piled in accordance with the plan that we have just 
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Chart X11 

Montuiy AVERAGE OF Dow-Jones Rartroap Stocks 

PLOTTED ON AN ARITHMETIC SCALE 

Source: Original record as maintained by Dow-Jones & Company, 
New York. 

Fluctuations at the higher prices of 1900 to 1909 and 1924 to 1928 
are exaggerated in appearance by use of the arithmetic scale. Com- 
pare with Chart XIII. 
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Chart XIII 

JANUARY 1 AND JuLY 1 Prices anp MontTHtiy AVERAGE PRICES oF 

Dow-Jonres Rat~RoaD Stocks 

PLOTTED ON A LOGARITHMIC SCALE 

Source: Original record as maintained by Dow-Jones & Company, 
New York. 

The appearance of extreme fluctuations from 1900 to 1909, and 
1924 to 1928 on the arithmetic scale, Chart XII, is considerably 
moderated on this logarithmic chart. 

The heavy line represents the history of averages at six months’ 
intervals and the dotted line is the same monthly average as shown 
on an arithmetic seale in Chart XII. 

The variation of the monthly from the semiannual record has 
been superimposed upon our semiannual record of Railroad Stock 
Values (Chart XIV) in order to obtain the more detailed index 
shown in Chart XX. 
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Chart XIV 

INDEXES OF RarLRoaD Stock VALUES 

Source: Based on the Investment Experience Table of Dow-Jones 
Railroad Stocks, in the Appendix, pages 379 to 385. An 
explanation of the method of compilation is given on page 
378, immediately preceding the Investment Experience 
Table. 

Trends: 

Average Annual Appreciation 

Index D IndexC IndexB Index A 

% % % % 
Jan. 1, 1901 to Jan. 1, 1910 8.86 5.60 4.56 5.14 
Jan. 1, 1910 to July 1, 1921 — .62 —2.80 -—5.14 —5.32 
July 1, 1921 to Jan. 1, 1928 19.44 17.00 15. 54 14. 60 
Jan. 1, 1901 to Jan. 1, 1928 7,24 4.46 2.90 2.76 
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explained with reference to the Dow-Jones industrial 

stock samples; and the component parts of invest- 

ment accomplishment from these different classes of 

investment are illustrated in Charts XIV to XIX. 

AMMSERD) MRI UA Ta COWARD) Sey HONE 1 fe 

The record of railroad stock values (Chart XIV), 

is substantially different from that of the industrial 

stocks. From 1901 to 1910 the general trend was 

slightly upward, appreciation of Index B for this 

ten-year period averaging a little better than 4 per 

cent a year. From the beginning of 1910 to the end 

of 1921, however, we have a definite downward 

trend averaging something over 5 per cent a year. 

Then from 1922 to 1928 there has been a sharp up- 

ward trend, this same Index B showing an average 

annual appreciation of over 15 per cent during the 

last six years. 

Including both income and appreciation, (Index 

D) the holder of these Dow-Jones railroad stocks has 

averaged about 1914 per cent a year since 1922. In 

other words, for every $200 invested at the beginning 

of 1922, with prompt reinvestment of all cash divi- 

dends received, the investor in these railroad stocks 

would at the beginning of 1928 have approximately 

$680. 

With the exception of the last six years, there is 

a marked divergence in the trend between the rails 

and industrials. And it is doubtful if any of us ever 



A FURTHER ANALYSIS OF EXPERIENCE = 149 

see another period so favorable to railroad stoek in- 
vestments as the last six years. They have been re- 

covering from a long period of confiscation through 

public enforcement of unprofitable rate schedules, 

Federal control, and the disastrous effects of the in- 

flationary war period. A more favorable attitude on 

the part of the public, combined with a marked de- 

crease in operating costs, has enabled the railroads 

at their prescribed rate schedules to show a tremen- 

dous increase in earnings. This increase in earnings 

has been capitalized in an appreciation of about 150 

per cent in value since 1921. 

Railroad stocks may still look attractive when con- 

sidered simply in connection with the relation of 

their present earnings to selling price. We can buy 

more earnings for the same amount of money in rail- 

roads than in any other class of security; but we 

must remember that we have a roof here. If com- 

modity prices and cost of labor should suddenly take 

a spurt forward, the railroads could not raise their 

rates accordingly, and the increased earning power 

that we have observed during the last few years 
might rapidly dwindle. Perhaps public utilities 

have not yet reached the stage where the roof of 

prescribed rates will prove a great impediment to 

their growth and earnings, but the possibilities are 

present in all public service monopolies, and from 

the long-term viewpoint it would appear, therefore, 

that industrial stocks are the class upon which we 

must rely primarily for growth. 
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Chart XV 

INDEXES OF THE LEGAL Rar~roap Bonp VALUES 

Source: Based on the Investment Experience Table of Dow-Jones & 
Company Legal Railroad Bonds in the Appendix, pages 387 
to 398. An explanation of the method of compilation is 
given on page 386 immediately preceding the Investment 
Experience Table. 

Trends: 

Average Annual Appreciation 

Index D Index C IndexB Index A 

% % % % 
Jan. 1, 1901 to July 1, 1920 Dh Fe —2.70 —1.94 —1.94 

July 1, 1920 to Jan. 1, 1928 9.08 2.60 4.78 4.36 

Jan. 1, 1901 to Jan. 1,1928 4.10 —1.28 —- .08 — .22 

It will be noticed that these high-grade legal railroad bonds have 
shown the poorest record of the four groups of bonds, both from the 
viewpoint of fluctuation in value as well as aggregate accomplish- 
ments over the entire period. 
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Chart XVI 

INDEXES OF SECOND-GRADE RAILROAD BoND VALUES 

Source: Based on the Investment Experience Table of Dow-Jones 
& Company Second-Grade Railroad Bonds in the Appendix, 
pages 387 to 393, An explanation of the method of compila- 
tion is given on page 386, immediately preceding the Invest- 
ment Experience Tables. 

Trends: 

Average Annual Appreciation 

Index D IndexC IndexB Index A 

% % % % 
Jan. 1, 1901 to July 1, 1920 2.58 —2.02 —1.68 — 2.04 
July 1, 1920 to Jan. 1, 1928 10.76 5.66 6.60 5.36 

Jan. 1, 1901 to Jan. 1, 1928 4.82 .08 .58 — .06 
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LEGAL RAILROAD BONDS MADE THE 

PIO TRAE Soh aes: Es One Lem ats 

In our records of the legal railroad bonds (Chart 

XV) from 1901 to 1920, Index B shows an average 

annual depreciation of almost 2 per cent; and from 

1920 to 1928 an average annual appreciation of 

about 484 per cent. Index C drops below 60 per 

cent in 1920 and 1921. It will be remembered that 

Index C represents the history of a fund where all in- 

terest is reinvested, but the fund is charged each year 

with the riskless rental value of the original capital 

invested in 1901. On such a basis the investor would 

have suffered an average annual decrease of about 

23/4, per cent up to 1920, and the pronounced appre- 

ciation in bond values since 1920 would have fallen 

far short of restoring his original principal. He would 

at the beginning of 1928 have only about 71 per 

cent of the amount that he originally started with 

in 1901. These legal railroad bonds, undoubtedly the 

best secured of any of the bond groups that we have 

studied, in practice made the poorest showing of all 

because they were the ones that most fully reflected 

the gradual increase in interest rates during the first 

20 years of this century, and of course their greater 

security was reflected in a comparatively low coupon 
rate. 

The second-grade railroad bonds (Chart XVI) did 

a little better. The decline from 1901 to 1920 of 
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Index B averaged annually a little over 114 per cent 
a year, and from 1920 to 1928 the average annual 

rate of appreciation was more than 614 per cent. 

From 1901 to 1928 Index D (the index which includes 

reinvestment of all interest payments as well as ap- 

preciation without any deductions for rental value) 

showed an average annual appreciation of about 4.80 
per cent a year—somewhat better than the average 
riskless rental value of capital throughout the period, 

as will be apparent by examining Index B which had 
reached 116 per cent at the beginning of 1928. Index 

C (the fund that has been charged with the rental 

value each year of the original principal in 1901) 

was restored to its 1901 value of 100 per cent during 
1927. Index A (the fund from which all interest 

payments have been deducted) had not quite reached 

98 per cent at the beginning of 1928. 

Patebeniee sale lel: lee ete teDL orl Orhan ba eNeD 

GROUP 

Public utility bonds (Chart XVII) have shown 

the best record of any of the bond group. It is prob- 

ably to be expected that they should, since they have 

been a relatively new type of investment and any- 

thing new is usually undervalued until it becomes 

seasoned and investors are accustomed to it. For 

the 27-year period, 1901 to 1928, Index D on this 

Chart shows an average annual appreciation of 514 

per cent; for the 7 years, 1921 to 1928, the average 
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Chart XVII 

INDEXES OF PusBLIc Utititry Bonp VALUES 

Source: Based on the Investment Experience Table of Dow-Jones 
& Company Public Utility Bonds in the Appendix, pages 
387 to 393. An explanation of the method of compilation is 
given on page 386, immediately preceding the Investment 
Experience Table. 

This group shows the best aggregate results for the entire period. 

Trends: 

Average Annual Appreciation 

Index D IndexC Index B Index A 

% % 7 % 
Jan. 1, 1901 to July 1, 1920 3.02 —1.82 —1.22 —2.10 
July 1, 1920 to Jan. 1,1928 11.12 6. 80 7.00 5.26 
Jan. 1, 1901 to Jan. 1,1928 5.24 90 1.02 mares 08 
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Chart XVIII 

INDEXES OF INDUSTRIAL BoND VALUES 

Source: Based on the Investment Experience Table of Dow-Jones 
& Company Industrial Bonds in the Appendix, pages 387 
to 398. An explanation of the method of compilation is 
given on page 386, immediately preceding the Investment 
Experience Table. 

Trends: 

Average Annual Appreciation 

Index D IndexC IndexB Index A 

% % % % 
Jan. 1, 1903 to July 1, 1920 3.50 —1.02 — .82 —1.76 
July 1, 1920 to Jan. 1,1928 8.70 4.26 4.54 3.32 
Jan. 1, 1903 to Jan. 1,1928 5.04 5A if 
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annual rate of growth is over 11 per cent. It is 

obvious from Index A, however, that in January, 

1928, market values were still about 2 per cent be- 

hind the point from which they started in 1901. The 

higher coupon rate on the public utility bonds is 

primarily accountable for their better showing 

throughout the whole period. 

The record of industrial bonds in Chart XVIII 

ranks next to the public utilities. For the 25 years, 

1903 to 1928, Index D shows an average annual 

growth of 5 per cent; for the 8 years, 1920 to 1928, 

it averages about 834 per cent a year. Our index 

of industrial bond values did not start until 1903 

because none of the Dow-Jones industrial bonds were 

outstanding before that time. Here again the higher 

coupon rate is responsible for the better showing 

than the rails, inasmuch as Index A had not reached 

94 per cent on January 1, 1928. 

EES bOVUERS BLOsNeD = Gr OnUse Se CO MeBileNeheD 

In Chart XIX, showing the indexes of the values 

of all four groups of bonds combined, we get the 

effect of an increasing proportion of public utility 

and industrial bonds. These indexes are a fair repre- 

sentation of what we might have expected the aver- 

age intelligent investor to have accomplished from 

a well-diversified group of high-grade bonds during 

this period. Throughout the entire period of 27 

years Index D shows an average annual appreciation 
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of about 484 per cent; in the 8 years, 1920 to 1928, 
the rate of annual growth was almost 10 per cent. 

Index A lacked 2 per cent and Index C lacked 3/10 

of 1 per cent of a complete return to 1901 values at 

the beginning of 1928, when Index B stood at 1484 

per cent above the value in 1901. From 1901 to 1920 

Index B showed an average annual decline of almost 

114 per cent, and since 1920 the appreciation has 

averaged about 584 per cent a year. 

The Dow-Jones bond averages were not started 

until 1915 and the record shown previous to this 

time is therefore open to the criticism of hindsight 

selection. We have previously pointed out that 

hindsight selection will usually indicate an experi- 

ence somewhat better than might have been obtained 

by current selection. However, the variations in re- 

sults to be accomplished from different bonds of the 

same general grade are almost negligible as compared 

with the widely varying results from different stock 

holdings. Also, the slight gain that might have 

accrued from this hindsight selection from 1901 to 

1915 accrues to the least successful of the three gen- 

eral groups (1, industrial stocks; 2, railroad stocks; 

3, bonds), and is, therefore, not likely to affect our 

general conclusions. 

From another viewpoint this disadvantage of 

hindsight selection may be utilized in a manner to 

serve our own purposes. Assuming that the average 

investor would have diversified between the general 

types of industrial, public utility, and railroad bonds 
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Chart XIX 

INDEXES OF Bonp VALUES 

(FOUR GROUPS COMBINED) 

Source: Based on the Investment Experience Table of Dow-Jones & 
Company Forty Bonds in the Appendix, pages 387 to 393. 
An explanation of the method of compilation is given on 
page 386, immediately preceding the Investment Experience 
Table. 

Trends: 

Average Annual Appreciation 

Index D Index C IndexB Index A 

% % % % 
Jan. 1, 1901 to July 1, 1920 2.64 —1.82 -—1.46 —1.82 
July 1, 1920 to Jan. 1,1928 9.90 4.76 5.78 4.56 
Jan. 1, 1901 to Jan. 1,1928 4.78 — .02 Sip ens 
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currently available throughout the period, we are 

confronted with the fact that in 1901 practically all 

of the available listed bonds were rails. Industrial 

and public utility issues have come gradually into 

popular favor and are still growing at a much faster 

rate than the rails. When selecting their samples in 

1915 Dow-Jones tried to pick the most representa- 

tive issues that had already been outstanding for 

a sufficient time to become well seasoned. Since this 

selection favored issues that had already been out- 

standing for the longest time the dates of issue of 

the public utility and industrial bonds are therefore 

indicative of the growing importance of these two 

general types of bonds. By introducing these bonds, 

selected by hindsight in 1915, at the dates of issue, 

we give a gradually increasing weight to industrial 

and public utility bonds in accordance with the in- 

creasing supply available to the investor. By ref- 

erence to the Experience Table of Bonds, Appendix, 

pages 386 to 393, it will be noted that this record is 
composed entirely of rails in 1901, but in the latter 

years gradually introduces a fair representation in 

the industrial and public utility issues. 

COM PARATIVE INVEST ME Ne exe Perl 

ENCE FROM THREE GENERAL TYPES 

The foregoing analyses of the component parts of 

return in the several major types of investment war- 

rant a careful study that is somewhat beyond the 
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scope of this book. The trend figures given on the 
descriptive pages facing each chart are, however, 

particularly significant. In each of these charts il- 

lustrating the experience in different classes of invest- 

ments, we have presented the story from four 

different viewpoints in order to get a more nearly 

complete picture of the history and at the same time 

a clearer conception of the relative importance of 

the different factors as included in each index. We 

may, however, consolidate the investment experience 

that we have been analyzing in these charts under 

three general headings: (1) industrial stocks, (2) 

railroad stocks, and (3) all bonds. 

For the purpose of comparing the experience of 

these three major groups, Index B, as shown for each 

group, appears most suitable, since it places each 

class of investment on a directly comparable basis 

between any two points of time, with due allowance 

for the varying amounts paid out in interest or divi- 

dends and the varying fluctuations in market value. 

When this Index B of each class is put on the same 

chart (Chart XX) we can compare directly the ex- 

periences of all three groups between any two points 

of time. 

If the reader wishes to consider the history of a 

fund where all cash dividend and interest payments 
have been squandered without advantage to either 

the fund or its beneficiary (a very impractical hy- 

pothesis, yet the one consciously or unconsciously 
generally accepted), Index A in each of these studies 

will give a comparative record of these changes in 
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Chare xX 

CoMPARABLE INDEXES OF INVESTMENT VALUES 

Source: Indexes “B” in Charts XI and XIV (as derived from the 
Industrial and Railroad Stock Experience Tables, pages 371 
to 385) upon which have been superimposed the monthly 
variations shown in Charts X and XIII. The All Bonds 
index was similarly derived from the Bond Experience 
Table, pages 386 to 393. 

Index PI as shown on the chart is explained on page 173, opposite 
Chart XXI. 

On this chart we may compare between any two points of time 
the relative accomplishments that would have been obtained through 
investment in each of the three major groups: (1) dustrial stocks, 
(2) railroad stocks, and (3) railroad, public utility and industrial 
bonds. 
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principal value. If he wishes to consider the history 

of a fund where all cash dividends and interest pay- 

ments have been promptly reinvested, Index D in 

each study will serve as a proper basis for compari- 

son. If he wishes to consider the relative status of 

each type of investment beginning January 1, 1901, 

after deduction throughout the period of a fair rental 

value on the original capital of January 1, 1901, the 

Indexes C will best serve his purpose. If, however, 

he wishes to have a representative picture of the 

relative advantage of each type of investment that 

is comparable between any two points of time 

throughout the period, he should use Indexes B. An 

increase or decrease in market value of Index B also 

implies an equivalent increase or decrease in the 

income withdrawn (riskless rental rate applied 

against current market value). 

We have therefore presented the experience in 

bonds, and railroad and industrial common stocks 

from this viewpoint on a monthly basis (Chart XX). 

The monthly variations were obtained by superim- 

posing on our Index B the monthly variations from 

the six months’ figures of the averages as shown in 

Charts X and XIII. 

The comparative investment accomplishments 

from industrial stocks, railroad stocks and all bonds 

illustrated in Chart XX may be recapitulated in a 

simple table showing the changed position of three 

funds of $100,000 maintained respectively in each 
general class of investment during the last 27 years. 
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TaBLE VI 

Comparative Growth of Three Funds 

Principal Riskless Rental 

January, January, Income 

1901 1928 1901 1927 

Industrial Stock 

Bund 2 set ; $100,000 $1,032,200 $3,760 $27,150 
Railroad Stock 

[ots Rae ae 100,000 217,650 3,760 7,420 

All Bond Fund .. 100,000 114,420 3,760 - 3,970 

The above table clearly illustrates the wide divergence in trend of 
these three major types of investment over the last quarter century. 
But will the future be necessarily a repetition of the past? 



Chapter VII 

Tue Future Trend or Common Stock VALUES 

CHart XX, showing the comparable experience in 

industrial common stocks, railroad common stocks, 

and all bonds, displays a wide variation in results 

from these three general types of securities. The 

unusually pronounced and, from a long-term view- 

point, relatively constant rate of appreciation of in- 

dustrial common stocks will quite naturally prompt 

an inquiry into the relative importance of the under- 

lying factors responsible therefore. Economists and 

students of financial affairs will generally agree that, 

irrespective of temporary fluctuations above and 

below the general trend, changing equity values have 

been primarily dependent on the following factors: 

1. Changes in the level of commodity prices as reflected 

in a higher or lower valorization of plant or productive facili- 

ties and inventories, and also in earnings. 

2. Changes in the level of interest rates to the extent that 

they are reflected in a changed ratio of earnings to selling 

price of stocks. 

3. Changes in company earnings resulting from a varying 

volume of production or a varying percentage of profit. 

It may appear that these three factors are so gen- 

eral that they almost beg the question; but with the 

records of investment experience that we have been 
170 
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studying we may perhaps draw some interesting 

conclusions. 

There is no method by which the actual influence 

of changing commodity prices and changing interest 

rates on stock prices can be satisfactorily measured. 

We do know, however, that both of these factors have 

some effect. In fact, several of the leading statisti- 

cians and economists in the country have expressed 

the opinion that the growth in stock values since the 

beginning of the century has been primarily attrib- 

utable to an increase in commodity prices. 
It is also apparent that changing interest rates 

have an important effect on investment values. That 

is to say, when interest rates are high the investor de- 

mands that his stocks earn a higher ratio of earnings 

to selling price; when interest rates are low and the 

most he can get from a good bond is 4 per cent, he is 

probably satisfied if he is getting a 4 per cent divi- 

dend return on his common stock and if another 4 

per cent is carried to surplus to provide a gradual ap- 

preciation over a period of years to compensate for 

the risk. When interest rates decline from 6 per cent 

to 4 per cent it has a stimulating effect on stock 

prices. Particularly in the year 1927 we had a clear 

illustration of this. At the beginning of the year the 

Dow-Jones industrial stocks showed an average ratio 

of earnings to selling price of 10.2 per cent; and at 

the end of the year it had dropped to 6 per cent. 

The actual earnings of these companies on the aver- 

age changed only slightly from 1926, and commodity 
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Chart XXI 

Two Factors INFLUENCING INDUSTRIAL Stock Pricrs 

Sources: Wholesale Commodity Price Index: 

U.S. Department of Labor Wholesale Commodity Price 
Index taking January 1, 1901 (the time of inception of 
our investment experience tables) as 100%. 

Index of High-Grade Bond Yields Inverted: 

The yield on 60 high-grade bonds as maintained by 
Standard Statistics taking the yield in January, 1901, as 
100% and measuring the variations of yield from this 
point in inverse ratio. 

Index PI is the product of the Wholesale Commodity Price Index 
and the High-Grade Bond Yield Inverted Index. Index PI repre- 
sents the theoretical resultant influence on industrial stock prices if 
variations in the commodity price level and variations in the level 
of interest rates are completely reflected in the dollar value of these 
stocks. 

Trends: 

Average Annual Per Cent Change 

Commod- Yields Index 
ity Prices Inverted PI 

Jan. 1, 1901 to July 1, 1920 5.80 — 2.04 3.70 
July 1, 1920 to Jan. 1, 1928 — 6.38 4.48 —2.04 
Jan. 1, 1901 to Jan. 1, 1928 2.34 — .24 2.10 
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prices remained fairly stable. The main cause of the 

appreciation in stock values for 1927 thus appears to 

have been the reflection of a lower interest rate. 

In view of this, it will be illuminating to observe 

to what extent a direct and complete reflection of 

both of the first two factors (changing commodity 

prices and changing interest rates) might have af- 

fected industrial stock values. 

INFLUENCE OF COMMODITY, PRITCins 

AND INTEREST RATES 

In Chart X XI have been plotted the changes in the 

United States Department of Labor wholesale com- 

modity price index and the changes in high grade 

bond yields inverted, taking January 1, 1901, in 

each case as 100 per cent. The resultant of these 

two influences, if fully reflected in stock values, 

would then be represented by the dotted line which 

is the product of the other two. This resultant index 

is shown as a small unbroken line and labeled Index 

PI (Prices-Interest) in our charts of industrial and 

railroad stock values, and all bond values. 

It is apparent from Chart XI and Chart XX, that 

even after deducting an assumed direct and complete 

reflection of changing commodity prices and chang- 

ing interest rates, the major part of the appreciation 
in industrial stock values from 1901 to the present 
time is still unaccounted for. Commodity prices and 
interest rate changes, however, if fully reflected in 
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stock values might account for most of the pro- 

nounced upward movement during the war period 

and for the violent downward movement in 1920. 

The average annual rate of appreciation of Index 

PI from 1901 to January, 1928 (shown on descrip- 

tive page facing Chart XX1), figures out at 2.10 per 

cent compared to an average annual rate of apprecia- 

tion of industrial stock prices (Index A, Chart XI) 

of 7.80 per cent. It would therefore appear that a 

direct reflection of the first two influences of chang- 

ing commodity prices and changing interest rates 

may have contributed a little more than 25 per cent 

of the upward trend in industrial stock prices 

throughout this period.’ 

PLOWING BACK PART OF EARNINGS 

If the three causes to which we have attributed 

changing stock values are all-inclusive, the elimina- 

tion of the first two still leaves approximately 75 

per cent of the appreciation in industrial stock prices 

to be accounted for by the third factor of increased 

earnings resulting from greater volume of production 
1It is possible that changing community prices may have been re- 

flected more than 100% in common stock prices, particularly in those 
companies with large funded debts and large preferred issues outstand- 
ing. If, for example, it were assumed that the capital structure of the 
average industrial corporation was divided about evenly between com- 
mon stock and fixed income bearing securities (including bonds and pre- 
ferred stock), commodity price changes might theoretically have been 
reflected 200% in common stock prices. Under such an assumption the 
two influences of changing commodity prices and changing interest rates 

might have contributed approximately one half of the upward trend 
of individual stock prices throughout the 27-year period. 
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or a larger percentage of profit. Increased dollar 

earnings with the same volume of physical produc- 

tion and the same percentage of profit have been 

already accounted for through the direct influence of 

commodity price changes. But what is the most im- 

portant contributing influence on the third factor 

of larger volume of production or larger percentage 

of profit? The most apparent influence is of course 

the gradual increase or improvement in productive 
facilities. Additional capital expended for expansion 

or modernization of productive facilities should pro- 

mote a definite increase in the volume of production 

through greater capacity, or a larger percentage of 

profit through more efficient operation. 

We know that one of the basic principles of suc- 

cessful industrial management is the regular rein- 

vestment of a portion of earnings, a process of plow- 

ing back part of the profits for business expansion. 

Therefore, the relationship that exists between the 

trend of industrial stock values and the reinvestment 

of excess earnings demands attention. 

Referring again to Chart XI, it will be observed 

that the average annual appreciation of Index D 

(including reinvestment of all cash dividends) from 

1901 to 1928 was 13.20 per cent. The average annual 

appreciation of Index A (excluding all cash divi- 

dends) was 7.80 per cent. By subtracting 7.80 per 

cent from 13.20 per cent, we find the average annual 

amount paid out in dividends was 5.40 per cent. 

Careful studies of these industrial stocks for this 
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period show that the average ratio of annual earn- 

ings to market price was about 11.90 per cent.” Sub- 

tracting the 5.40 per cent (the average annual 

amount paid out in dividends) from the 11.90 per 

cent (the average annual amount earned) leaves 6.50 
per cent as the average annual reinvestment of earn- 

ings by these industrial companies. There are many 

minor errors, of course, that creep into such average 

percentages as this, covering a long period of years, 
but we believe that they can be accepted as fair 

approximations. It will be observed that the aver- 

age annual reinvestment of earnings of 6.50 per cent 

is not substantially below the average annual appre- 

ciation of Index A of 7.80 per cent. This would indi- 

cate that reinvestment of excess earnings* above 

dividend payments was responsible for most of the 

growth in industrial stock values. And it is wholly 
logical that intelligent reinvestment of earnings 

should have an equivalent effect on equity values, 

except in the case of public service monopolies where 

increased profits from reinvested earnings may be 

confiscated for the public through the forced adoption 

of prescribed rate schedules. 
-* Tt is interesting to observe that the 11.90% average annual earnings 
to price ratio is less than the 13.20% average annual appreciation of 
Index D. This suggests that the average ratio of earnings to selling 
prices of a representative list of industrials has, in spite of the generally 
accepted risk factor, been a conservative index of the investment results 

to be obtained. 

2If changing commodity prices have a direct effect upon the market 
value of stocks, as well as the dollar earnings of these stocks, it is 
apparent that there would be no resultant change in the earnings 
ratio. That is, if the dollar value per share increased 10 per cent and 
the dollar earnings increased 10 per cent, it is clear that the ratio of 
earnings to selling price would remain the same. 
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THE LONG-TERM ADVANTAGE OF 

INDUSTRIAL COMMON STOCKS 

From the long-term viewpoint we may conclude 

that industrial common stocks have shown an advan- 

tage over bonds approximating the extent that the 

ratio of earnings to selling price of the stocks has 

exceeded the yield on bonds; and that something 

more than changing commodity prices or changing 

interest rates will be required to interrupt the long- 

term upward trend of industrial stock values which 

has been fairly constant as far back as we can obtain 

reliable information. 

But the experience of the past indicates that 

changes in the commodity price level and changes in 

interest rates may have a pronounced influence on, 

or may be primarily responsible for, temporary 

violent movements such as we observed during the 

war period and the deflation of 1920. 

It should be emphasized, however, that our find- 

ings with respect to industrial common stocks are not 

dependent upon the last few years of extraordinary 

appreciation. In fact, if we had terminated our 

investment experience tables anywhere after the first 

10 years (a period long enough to indicate a long- 

term trend) our studies would have supported sub- 

stantially the same conclusions. 

The compounding effect of reinvestment of excess 
earnings so much overshadows all other factors influ- 
encing the long-term trend of industrial stock values 
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that it would appear that industrial stocks could be 

purchased with confidence in the continuance of this 

long-term upward trend so long as the industries sup- 
porting civilization move forward; so long as the 

dividends represent a conservative portion of total 

earnings; and so long as the major part* of excess 

earnings is not discounted in a greatly inflated mar- 

ket value. 
“If excess earnings were completely discounted in market price so 

that cash dividends paid plus reinvested earnings totaled no more than 
the current yield on high-grade bonds, we might still have the com- 
pounding influence of excess earnings, but this would only compensate 
for the sacrifice in current income. The situation would be comparable 
to a discount bond bought on a 5 per cent yield basis but paying out 
currently only 3 per cent on the purchase price. The compounding 
effect of the extra 2 per cent gradually accrues to the principal value 
of the bond. The bondholder has sacrificed income in favor of appre- 
ciation but has gained nothing over what he would have obtained by 
buying a 5 per cent bond at par, except the enforced saving and rein- 
vestment of part of income. 



Chapter VIII 

IMPORTANCE OF DIVERSIFICATION IN INDUSTRIAL 

STocKs 

InvestMENT Underwriting (7.e., the assumption and 

diversification of risks by the investor) involves two 

general classes of hazards, one relating to the par- 

ticular group of risks held, the other relating to the 

period of time in which they are held. It has, how- 
ever, three distinct advantages over insurance un- 

derwriting: 

(1) We may select the exact risks that we prefer and do 

not have to wait for the risks to come to us or expend sales 

effort to bring them in. 

(2) We may at any time cancel individual risks that appear 

to have become unhealthy or undesirable and replace them 

with others. Generally speaking, every form of investment is 

at any time available to us or may at any time be disposed of 

at a price. 

(3) We may cancel a suitable percentage of all risks in a 

period of threatened epidemic in which it may not be deter- 

minable that this or that security will fall in value but in 

which it is determinable that the price structure is doubtful, 

offering a condition dangerous to all values. 

Because of these advantages permitting the prompt 

and efficient revisions of individual risks carried at 

any time, it is important for us to know almost as 

much about all of the securities available at any one 
180 
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time as we know about the specific investment risks 

that we are carrying in order that our fund may at all 

times be made up of a diversified group of the most 

healthy risks. This does not mean that the conserv- 

ative investor should be continually jumping in and 

out of the market for small trading profits, but he 

should be prepared to take advantage of changes in 

fundamental economic and financial conditions as 

well as important changes within the various 

branches of industry and the fortunes of specific com- 
panies. 

The actuarial studies of investment experience we 

have made thus far indicate that the element of con- 

stant growth has been most fully reflected in a diver- 

sified group of industrial common stocks. Although 

it is not within the scope of these studies to consider 

anything but the more general aspects of sound in- 

vestment practice, we might go one step further to 

inquire into the extent of variation in growth of the 

stocks representing the 25 or 30 general types of 

businesses comprising the industry of this country. 

THE MAJOR INDUSTRIES 

Before we are in a position intelligently to analyze 

individual securities we should first examine each of 

the major industries as a whole in order to select 

those groups that are in the most healthy condition 

and are definitely representative of the growing in- 

dustry of the country. Diversification is always the 

most important safeguard for conservative invest- 
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ment, but the more intimate our knowledge of the 

nature of the many different investment risks avail- 

able to us the more intelligently and scientifically 

can we obtain proper diversification in the more 

healthy risks. 
The importance of diversifying stock investments 

in the most healthy growing businesses would be 

clearly emphasized by a comparison of the records 

of properly devised stock price indexes for the major 

types of industry during the last few years. The 
most reliable data available on which to appraise the 

varying investment experience of recent years that 

would have resulted from participation in the differ- 

ent major industries of the country have been com- 

piled by the Standard Statistics Corporation and 
expressed by their index figures for each of 27 groups 

of stocks for the 10-year period, 1918 to 1928. They 

originally used for this purpose 201 industrial com- 
panies and 31 railroad companies, representing a 

cross-section of American industry. As a result of 

consolidations and mergers the number of separate 
companies now used has been reduced to 228. 

The industrial stocks have been separated into 26 

major groups which are listed on the opposite page 

in the order of net appreciation from January 1, 

1918, to January 1, 1928. 

The indexes worked out by Standard Statistics for 

each of these groups of stocks are based upon the 
product of total number of shares outstanding in each 
company and the market price per share. This plan 
weights each company in the index directly in ac- 
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cordance with the market value of total shares out- 

standing and automatically allows for the influence 

of stock split-ups and stock dividends. The influence 

of subscription rights is satisfactorily provided for by 

the necessary adjustments when these rights are 

issued. Although the Standard Statistics Stock In- 

dexes probably give us a more nearly accurate inter- 

pretation of investment experience during the last 
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few years than any of the familiar stock market 
averages, these indexes have had three important 

weaknesses! as measures of investment experience: 

(1) The weighting of each company according to the num- 

ber of shares outstanding in some cases gives undue influence 

to the larger companies. For example, in 1926 the 10 automo- 

bile stocks carried showed a gain in value of 33.5 per cent; 

but in fact only one company, General Motors, gained at all; 

while the other 9 lost. From the Standard Statistics index of 

Automobile Stocks for 1926 it might be inferred that an inves- 

tor in an average group of automobile stocks should have real- 

ized a substantial profit, but in fact there was only one chance 

in ten of picking the one stock that would not have shown a 

loss. The Standard index does not tell us the gain or loss that 

a fund equally diversified in each of the 10 stocks would have 

experienced, but actually such a fund would have shown a loss 

of approximately 13 per cent for 1926. Furthermore, Ford, 

the largest factor in the automobile industry for many years 

and the one suffering the greatest decline in business for 1926, 

could not be included, which again is indicative of some of 

the difficulties encountered by the weighting plan. 

(2) In some cases the companies are not fairly representa- 

tive of the group within which they have been included. For 

example, Fisher Body, now merged in General Motors, is still 

classed as Automobile Accessory; Allis-Chalmers, largely in- 

terested in Electric Equipment, is classed as Machine Manu- 

facturing; and American Agricultural Chemical, confined al- 

most entirely to the fertilizer business which is dependent upon 

the prosperity of the farmer rather than the manufacturer, 
is classed as a Chemical. As a practical matter it is impossible 
to find a sufficient number of representative companies en- 
gaged exclusively in the specific lines of business correspond- 
ing with Standard Statistics’ classifications; but the investor 
*The Standard Statisties Company has been attempting to work out 

a plan whereby these weaknesses might be overcome, and their indexes 
may have been revised accordingly before this book is off the press. 
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should realize the effect caused by some of the companies that 

are only partially representative of the group with which they 

are classed when interpreting the records of the price indexes 

for these groups. 

(3) No allowance is made for cash dividends paid. This 

omission favors the low-dividend paying stocks such as Chain 

Stores and penalizes the higher dividend groups such as Rail- 

road and Mining stocks. 

DI VEE RIG HENS Pihsl Che Te VB INeDIS, 

In spite of these shortcomings of the Standard 

Statistics indexes they offer us by far the best infor- 
mation that is readily obtainable with respect to the 

divergent price trends of different classes of common 

stocks. Our primary interest in the Standard Statis- 

tics stock groupings is not the actual movement of 

the index for each group, but the relation of this 

movement to the trend of all stocks. That is, if the 

trend of the index for all 228 stocks has been from 

83 in January, 1918, to 195 in January, 1928, and the 

trend of railroad stocks from 84 in January, 1918, to 

158 in January, 1928, we can find the relation of the 

trend of railroad stocks to the trend of all stocks by 

dividing one by the other. Thus: 

— 101 for January, 1918, 

and anaes 81 for January, 1928. 
195 

If we accept these- index figures as a fair por- 

trayal of investment experience and use the index of 
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all stocks as a base on which to measure the variation 
of each group index, it appears that railroad stocks 

have actually lagged about 20 per cent behind the 

trend in stock values of American industry as a 
whole. Dollar value of the wealth maintained in 

railroad shares throughout the last 10 years is 88 per 

cent above its 1918 value, but 20 per cent below what 
it would have been if maintained in a wide diversifi- 

cation of essential industries. 
A fund exclusively in the most successful group, 

Automobile Accessories, would have enjoyed an ap- 

preciation of more than 2200 per cent. Such a fund 
would represent nearly 1000 per cent more in 
dollar wealth to-day from concentrating in this most 

profitable group than would have been realized 

through maintaining a diversification in all 27 groups 

of stocks. If the entire fund had been concentrated 

in the shipping industry, the most unprofitable 

group, it would have declined about 73 per cent and 
would to-day have a dollar value only about 11 per 

cent of what the same fund would have had if diver- 
sified in all 27 groups. 

Chart XXII illustrates the movement of all 228 

stocks (industrial and railroad), from 1918 to 1928. 

A fund comprised of all these 228 stocks, while carry- 

ing diversification to an impractical (and perhaps 

unprofitable) extreme, nevertheless represents a par- 

ticipation in the underlying growth and development 

of American industry as a whole. A fund so invested 
has effectively neutralized the varying fortunes of 

specific industries and companies, but nevertheless 
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profited from the long-term upward trend of equity 

values. 

THE MOST PROFITABLE GHOU F 

Chart XXIII illustrates the advantage that would 
have accrued to a fund concentrated in Automobile 

Accessory stocks (the most profitable group) over 

what would have been realized from a diversification 

in all stocks. That is to say, the trend of the automo- 
bile accessory group has been divided by the trend 
for all stocks. This process has served to flatten out 

the graph representing all stocks into a straight line 

(shown as a heavy broken line in these charts). Thus 

the variation in trend of the automobile accessory 

group from the base line of all stocks may be com- 

puted between any two points of time in this chart by 

measuring the change in distance between the fluc- 

tuating line above the base represented as a straight 

broken line. The scale at the right of the chart 
measures the cumulative percentage variation in 

trends from January, 1918, values. This chart illus- 
trates how, as pointed out above, a concentration in 

automobile accessories would have produced results 

almost 1000 per cent better than a fund diversified in 

all groups. 

AW HEED WI AUIS) aU de ie CO) da Ie AN TB by 1B) Eh aR, @) Wr Ie 

But if the fortunate speculator who took on these 

automobile accessories in 1918 had instead concluded 
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to concentrate in the shipping industry because of a 

belief that this line of business offered greater pros- 

pects, he would then have done only 11 per cent as 

well as the fund diversified in all groups. By refer- 

ence to Chart XXIV it will be observed that the 

speculator in shipping stocks might have considered 

his optimistic judgment confirmed by the market in 

1919, since this group at that time had appreciated 

substantially more than the average. Furthermore, 

after the pronounced market drop in 1920 and the 

first half of 1921 the shipping group showed a greater 

tendency to rise than the average of all stocks. The 

rate of appreciation for the shipping group during 

the last half of 1921 and the first half of 1922 was 
greater than that for all stocks and even greater than 

that for the automobile accessory group. 

DIVERSIFICATION THE FUNDAMENTAL 

SAFEGUARD 

It is common practice for investment students in 

examining past history to remark upon the ease with 

which the investor of previous years could have con- 

centrated funds in the most rapidly growing indus- 

tries. It is often stated that the average man must 

have been aware that the fortunes of certain indus- 

tries and companies were failing whereas others were 
improving—that some stocks were greatly overval- 
ued while others were undervalued. But such a 
statement is little more or less than a paradox. The 
prices at which stocks are selling represent for the 
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most part the opinion of the average speculator and 

investor interested in those stocks. For every secu- 
rity sold at a price there is a purchaser at the same 
price. Successful concentration in the risks destined 

to be most successful requires something more than 

average knowledge and discernment. 
The charts of price movements in different types 

of industries shown in this chapter and in the Appen- 

dix have been introduced not as an aid to forecast 

the future movement of stocks in specific industries 

but to emphasize the wide divergence in trends of 

different industries which is an inherent characteris- 

tic of these investment risks. And this inherent 
characteristic of divergence in trend among different 

industries emphasizes the fundamental importance 
of intelligent diversification. A careful comparison 

of the charts shown on pages 397 to 423 in the Ap- 

pendix and an analysis of the companies comprising 

each group will bring to light many interesting con- 

siderations beyond the scope of this book, partic- 

ularly as it suggests that while adhering to the fun- 

damental principle of diversification we may attain 

further rewards through application of intelligent 

analysis and skillful selection among and within the 

various classes of investment risks currently avail- 
able. 



Chapter IX 

FUNDAMENTALS OF A CONSERVATIVE INVESTMENT 
PLAN 

A PLAN for conservative and successful investment 

administration may be approached through careful 
consideration of several essential requisites: 

1. A clear understanding of the major and minor invest- 

ment objectives sought and of the relative importance of these 

objectives. 

2. Knowledge of the important characteristics of the major 

types of investment available that may affect these objec- 

tives. (These characteristics may be discovered and most 

effectively analyzed through careful actuarial studies of invest- 
ment experience over a long period of years.) 

3. Recognition of the more important economic and finan- 

cial forces operating to disturb present investment values. 

4, An intelligent investigation and appraisal of the relative 

conditions of present health and prospects of different classes 

of industry and of the individual investment risks comprising 

each of these classes. 
5. Maintenance of a constant hedging policy whereby the 

important investment objectives may be conservatively at- 

tained without endangering—by unwarranted reliance upon 

anticipated events that our limited knowledge may presume 

to foresee—a reasonably successful long-term accomplishment. 

For the purpose of determining the suitability of 

different types of investment, all investors may be 

divided into two general classes: 
193 
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1. Those whose objectives are primarily concerned with 

maintenance and increase of the dollar value of principal and 

income. In this group we would have insurance companies, 

savings banks, commercial banks, and other similar financial 

organizations. 

2. Those whose objectives are primarily concerned with 

maintenance and increase of the purchasing power of princi- 

pal and income. In this group we would have individual in- 

vestors, charitable institutions, universities, and other organ- 

izations whose obligations must be met through delivery of 

goods and services; and investment trusts whose function is to 

assist such investors in the attainment of their objectives. 

TENSES ER LEN CI Cee Ash rAt@a ie Hahels oils Cl ommO bums Dale hi: 
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The actuarial studies that we have made of invest- 

ment experience covering the last quarter century 

were undertaken primarily to determine the essential 

long-term characteristics peculiar to each general 

type of investment. A brief resumé of the more im- 

portant characteristics associated with these general 

classes of investment will aid us in determining in 

what manner and to what extent each general type is 

qualified to contribute to the investment objectives 

sought. Since each type of security has its own pecu- 
liar weakness as well as strength it should be our 
endeavor to combine the several types of investment 
available in such manner that, through neutralizing 
the weakness of one by the strength of another, our 
investment objectives will be most efficiently and 
safely attained for the fund as a whole. 
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FIXED INCOME BEARING TYPES 

Short-Term Bonds 

High-grade liquid short-term bonds, such as U. S. 
Treasury Certificate 314s of 1930-32 or Pennsyl- 

vania Railroad 4s of 1931, for all practical purposes 

represent a riskless loan of capital and the yield 

available is usually little above our estimate of the 

riskless rental rate. This type of investment pro- 

vides almost perfect stability in dollar value, but to 

compensate for this stability the holder must accept 
a return lower than that available from other types 

of investment. The short-term bond is eminently 

a defensive investment vehicle, an anchor and not a 

sail. 

Long-Term Bonds 

Although ordinarily providing a higher current in- 

come than short-term issues, long-term bonds are 

subject to substantial changes in market value over a 

period of years. They are, however, governed and 

restricted in this price movement by the variation in 

interest rates or yields demanded on long-term bonds. 

The limits of this more or less mechanical influence 

have in the past generally been confined between 3 

and 7 per cent. We have observed a relative market 

stability in long-term bond values (as compared with 

common stocks) over short periods of time, but have 
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found that the cumulative effect of a continued 

downward or upward trend in interest rates may re- 

sult in a gradual appreciation or depreciation aggre- 

gating as much as 30 or 40 per cent of the principal 

value originally invested. 

Mortgages and Collateral Loans 

Over a period of years the average current interest 
payments realized from this class of investment have 
been greater than that from long-term bonds; and 

because of the relatively short term of mortgage and 

collateral loan contracts the trend of interest rates 

does not substantially affect their principal value. 

Except during periods of declining interest rates, 

mortgages and collateral loans have therefore pro- 

vided a larger gross return than long-term bonds. 

The two important disadvantages of this class of 

investment are (1) lack of marketability and (2) 

detailed administration required. 

Preferred Stocks 

High-grade preferred stocks with the fixed-income 

feature of bonds reflect changing interest rates in 

their market values in approximately the same man- 

ner as bonds of the longest maturity.. 
Low-grade preferred stocks fluctuate in market 

value with the changing credit status of the issuing 
company. Such issues ordinarily offer less prospect 
for gain and greater possibility of ultimate loss than 
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the common shares in stronger companies, and there- 
fore have little to recommend them in any soundly 
managed investment program. 

When carefully selected, and regularly and intelli- 
gently supervised, the highest-grade preferred stocks 

may at times serve as an advantageous substitute for 

part of the long-term bond fund, providing a higher 
income return that is subject to lower state and Fed- 

eral taxes, and for some investors, such as insurance 

companies, is completely tax exempt. 

Purchasing Power and the Fixed-Income-Bearing 

Types 

From the standpoint of investors primarily con- 

cerned with maintenance of purchasing power, the 

characteristic attributes of all the above described 

groups might be summarized briefly as: fixed dollar 

instruments mechanically restricted in upward price 

movement, unable to share in the growth and pros- 

perity of civilization, and indelibly stamped with the 
fluctuating properties of the monetary unit whose 

value is exposed to a great deal of unfavorable pres- 

sure—certainly not ideal offensive weapons them- 

selves upon which to depend for the maintenance and 

increase of a given purchasing power, yet useful 

withal as stabilizers for the investment fund as a 

whole; supplying a steady dollar income in times of 

depression, increasing in real value throughout de- 
flationary trends wherein the average margin of 

profit assignable to common stocks is liable to reduc- 
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tion, and guaranteeing the investor a predetermined 

number of dollars (though by no means a constant 

purchasing power) more surely than any individual 

common stock. 

EQUITIES OR COMMON BTOCKS 

Industrial common stocks have displayed a con- 

tinuous upward long-term trend as far back as we 

have been able to measure investment experience. 

Over the past 27 years this upward trend has resulted 

in a total appreciation of more than 900 per cent. We 

have found that the primary cause for this long- 

term upward trend is the practice followed by rep- 

resentative corporations of reinvesting annually in 

their businesses approximately one-half of total earn- 

ings. So long as this practice continues it is logical 

to expect that the long-term trend of industrial 

stocks will continue upward. Experience of the past 

and our study of the basic cause for growth in com- 

mon stock values indicate, however, that from the 

long-range viewpoint we must depend primarily 

upon sound corporations other than public service 

monopolies for the maintenance of this upward trend. 

The essential weakness of common stocks is their 

violent fluctuation in market value during short 

periods. In five different years out of the last 27 

we have had precipitous declines amounting to more 

than 25 per cent within the year. Although the Fed- 

eral Reserve System and other agencies have been 

operating to lend greater stability to stock values in 
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recent years, we had a decline of about 15 per cent 

in industrial stock values in 1923 and a decline of 

about 10 per cent in 1925. Fluctuations of 4 or 5 per 

cent in the market value of a diversified group of 

common stocks may be anticipated at any time as a 

result of purely technical conditions within the mar- 
ket itself. 

We have found that violent fluctuations in com- 

modity prices or the purchasing power of the dollar, 

such as occurred during and following the World 

War, are largely reflected in common stock values. 

Furthermore, increased corporate earnings during 

periods of rapidly rising prices enable the manage- 

ments to distribute larger dividend disbursements 

(ian dollars), whereas in a depression with falling 

commodity prices it has often been found expedient 
to eliminate extra dividends and sometimes regular 

dividends have been cut down. 

Improved Financial Position of Common Stocks 

There is a noteworthy, if somewhat artificial, fea- 

ture in the high-grade common stock of to-day which 

has done much to establish it in favor among conserv- 

ative investors. We refer to the changed methods 

of industrial management during the last two dec- 

ades evidenced by the growing tendency of corpo- 
rate officials to adopt more cautious policies than in 

the past. The severe depressions of 1907 and 1920 

served as useful object lessons for industrial leaders 

who are now making serious efforts to prevent the 
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recurrence of such drastic inflationary movements. 
Inventories are not permitted to become inordinately 

large and are adjusted constantly to meet current 

demand. In many cases, also, substantial liquid re- 

serves in the form of cash or marketable securities 

are maintained as a defense against depressions or 
dull periods in industry. This policy is pursued not 

only to minimize business losses, but to insure regu- 

lar payments of dividends to stockholders, regard- 

less of conditions. Fixed income derived from in- 

vestments in bonds and other securities will often 

permit a company to show earnings when its own op- 

erations fail to show a profit. 
The table on page 200, summarizing the latest 

published information with respect to surplus in- 

vestments and the annual interest and dividend re- 

quirements of several leading companies, gives strik- 

ing evidence of the increased financial stability of 
business enterprise. General Electric, for example, 

has sufficient cash and marketable securities to en- 

able a continued payment of present dividends on its 

preferred and common stocks for about 614 years 
without any assistance from business earnings. Al- 
lied Chemical could do about the same. General 

Motors and U.S. Steel could meet their annual inter- 

est and dividend requirements of about $140,000,000 

11926 financial statement; 1927 figures not available. 
? Not including $84,634,278 in stocks and bonds in affiliated companies 

such as Radio Corporation of America. 
* Including $2,700,000 demand loans and $3,395,935 in time loans. 
“Including $5,000,000 in call loans. 
5 Not including $10,000,000 U. S. Government securities in Insurance 

Fund. 
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and $100,000,000, respectively, out of surplus cash 
and marketable securities for a year and a half be- 
fore having to call upon business earnings. The 

other companies are carrying sufficient reserves to 

provide all interest and dividend payments for from 
214, to 4 years. When other items are accounted for, 

such as sundry investments, and accounts and notes 

receivable, it is obvious that these companies are 

maintaining not only an extremely liberal working 

capital, but also abundant surplus of eash and fixed- 

income investments to provide against the ordinary 

contingencies of industry. 

Conservative policies of this nature practiced by 

the managements of many modern corporations al- 

ready have exercised a notable stabilizing influence 
on general business, and in a sense metamorphosed 

the fundamental nature of common stocks as an in- 
vestment medium. The stock of a company which 

has little or no funded debt, adequate working capi- 

tal, and substantial holdings in cash and liquid se- 

curities retains monetary as well as earning power 

and commodity values. Corporate management for 

some time past has been setting up a powerful de- 

fense in behalf of the common stockholders, all of 

which helps to explain why many individual stocks 
in the last few years have reacted relatively little 

marketwise during a period of reduced earnings, at 

the same time moving upward sharply in price when- 
ever the business outlook becomes favorable. 

It is indeed difficult to gauge by tangible devices 
the improvement in the position of the common stock 
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as an investment medium since the beginning of 

the century. In 1893 securities of only 20 industrial 

companies of importance were listed on the New 
York exchange, whereas to-day there are available 

for the investor a broad variety of industrial, rail- 
road, and public utility stocks whose records offer 

the strongest kind of evidence of inherent earning 

power and of basic resistance to unfavorable busi- 

ness and economic conditions. From the investor’s 

standpoint the testing period of the last thirty years 

has furnished exceptional opportunity for selecting 
common stocks which, having passed virtually un- 

scathed throughout the depressions of 1903, 1907, and 

1920, have demonstrated their prime quality and 

fundamental strength. The common stock has 

passed through a period of doubt and experimenta- 

tion, and is to-day a conspicuous investment 

instrument. 



Chapter X 

INVESTMENT TO MAINTAIN DOLLAR VALUES 

TueE two objectives (maintenance and increase of 

the dollar value of principal and income) sought by 

our first classification of investors are to some extent 

opposed or mutually exclusive. In some cases, such 

as commercial banks, the demand for rigid dollar sta- 

bility may require almost a complete sacrifice of the 

secondary objective, whereas in other cases the cir- 

cumstances of the institution may permit a substan- 

tial sacrifice in temporary dollar stability in order to 

promote growth over a period of years by seeking 

a larger return. 

PR OFB ED) Ee MO Heh Se EO Ras CaOmNmlahwAn@an: 

TINGS Us REAGN ChE CO Me PFACN 9 

The typical fire, liability, or casualty insurance 

company falls about midway between these two ex- 

tremes and therefore presents the average problem 

of investors of the first classification, to which we 

may how endeavor to make a practical application of 

our findings. In this discussion we shall refer to 

the average fire, liability, or casualty insurance com- 

pany as the short-contract insurance company to dis- 
204 
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tinguish it from the life insurance company whose 

contracts extend over a long term of years. 

A superficial analysis of the situation might lead 

one to conclude that the investment objectives of a 

mutual company were fundamentally different from 

those of a stock company. The actual proportions 

carried in different types of securities by any com- 

pany, whether mutual or stock, will of course depend 

upon the particular financial structure of that com- 

pany but the more important ultimate investment 

objectives are the same for both mutual and stock 

companies. 

CEs Eee Vie ae AS ee CLO UM EP eAGN EY: 

The management’s interest in a mutual short-con- 

tract insurance company is definitely and closely al- 

lied with that of the policyholders; at least it is 

the purpose of this form of organization to inspire 

such mutuality of interest. Even as a practical 

money-making proposition for the management, as- 

suming that its primary concern is the collection 

of the largest possible return for its charitable work 

in a mutual organization, the principal means by 

which greater monetary satisfaction for its efforts 

ean be obtained is in larger salaries. The salaries 

of officials of mutual insurance companies ordinar- 

ily bear some relation to the amount of business 

done, and probably the surest way to increase busi- 

ness in a mutual company is by most effectively 
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serving the policyholders’ interests. It would there- 
fore appear that the management’s and the policy- 

holders’ interests in a mutual short-contract insur- 

ance company are practically identical. 
The investments of a mutual insurance company 

are represented by unearned premium reserve and 

surplus. The unearned premium reserve is the bal- 

ance of amounts paid in by policyholders, most of 

which within the next two or three years, or whatever 
the average contract is, will be absorbed in losses 

and expenses. As this unearned premium reserve 
is liquidated by payment of losses and expenses it 

will be replaced by the premiums for new business 

if obtained. The surplus is the cushion maintained 

as protection against unusual losses or emergencies. 
The prime interest of the policyholder in this surplus 

and unearned premium reserve is that they shall 
be available in dollars and in sufficient amounts 

to meet any and all valid claims that may be made, 

irrespective of the amount of new business that the 

company may expect to have. After this prime re- 

quirement has been satisfied the mutual policy- 

holder also has a definite interest in obtaining his 

insurance as cheaply as possible, and a larger return 
from investments may be fully reflected in a lower 

net cost for his insurance. Probably the policy- 

holders’ secondary interest of cheaper insurance or 

a larger dividend return is the one most strenuously 

urged upon the management of the average mutual 

company where the necessary financial stability is 
perhaps too readily assumed. 
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The investment objectives of the average mutual 
short-contract insurance company are, first, that in- 

vestments shall at all times be available in dollars 

without sacrifice in value to meet the losses that 

may result from any emergencies and, second, that 

there be derived the largest net return from these 

investments that is compatible with the first requisite 

of availability and maintenance of dollar value. 

Piet os Onna N gon Wrte ae Neri G. OMNiebDs se Nie Ys 

In the case of the stock short-contract insurance 

company the policyholders have a claim on the un- 

earned premium reserve, and as a group will be paid 

the major portion of it; the stockholders own the cap- 

ital and surplus and any equity that may be left in 

the unearned premium reserve after the fulfillment 

of all contracts. The policyholder also has a contin- 

gent beneficial interest in the stock company’s capi- 

tal and surplus as well as the unearned premium re- 

serve since this cushion provided by the stockholders 

would be absorbed by the policyholders in the event 

of unusual losses or emergencies. In the mutual 

company the policyholders themselves had to pro- 

vide the cushion for their protection. 

The policyholders’ prime interest in a stock com- 

pany, as in a mutual company, is that investments 

shall be so directed that dollars will be available im- 

mediately and in sufficient amounts to meet any and 

all valid claims in every emergency. Assuming that 
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the stockholders’ primary interest coincides with that 

of the policyholders in so far as the former recog- 

nizes, from a practical business viewpoint, the neces- 

sity of maintaining relative stability in market value 

of investments as protection against sudden emer- 

gencies, the stockholder in addition has a very 

fundamental business interest in obtaining the larg- 

est return from investments that is compatible with 
the market stability required for the preservation 

of his business. A stockholder’s first concern is that 

the company shall be in a position to meet all con- 

tracts when due and, in so far as an increase in net 

income from investments does not impair this pri- 

mary requirement, he is interested in having his com- 

pany hold those securities which will be most re- 

munerative. 

LN YE Ss VEE ENE SOB a CUR TV Ta Ol Se one Osk vin 

COPNSTE RAS CeD S TaN Sey ASN Cres Cl ORMe EP eAS Nis va 

In developing a general investment plan for the 

assets of the average short-contract insurance com- 

pany (mutual or stock) we may then take as our 
major objective: 

Maintenance of market or “dollar” value of the 
fund as a whole 

and as the minor objective: 

The largest net return obtainable in the form of 

income or appreciation in principal. 
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SULTABIUITY OF SECURITY TYPES 

The elimination of real estate, mortgages, and col- 

lateral loans from consideration because of their gen- 

eral unsuitability for purely investment purposes, 

leaves three general types of investment available to 

the short-contract insurance company to serve these 

objectives; namely, (1) short-term bonds or cash, 

(2) long-term bonds and preferred stocks, and (3) 

common stocks. 

High-grade, liquid, short-term bonds or cash is 
the only one of these three mediums that will un- 

qualifiedly meet the short-contract insurance com- 

pany’s primary investment objective of “mainte- 
nance of market or dollar value of principal.” The 

weakness of high-grade short-term bonds or bank de- 

posits is their small income return; and the average 

company to meet competition and serve the best 1n- 

terests of its stockholders or policyholders will there- 
fore find it advisable to extend at least part of its 

investment operations into fields offering prospects 

of a more lucrative return. 

The particular financial and underwriting circum- 

stances of each company will determine the percent- 

age of total assets necessary to maintain in short- 

term bonds or cash in order adequately to protect 

the major objective. Perhaps in the average fire or 

casualty insurance company something like 20 per 

cent would provide reasonable protection against 

sudden emergencies. Whatever amount is believed 

proper to maintain in liquid short-term bonds or 
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cash, this matter must be finally concluded before 

we can conservatively give any consideration to the 

secondary objective of high net return. And in ap- 

praising other types of investment providing a 

greater return we must continue to give careful con- 

sideration to the major objective of “market or dol- 

lar stability of the fund as a whole.” 

COMPLEMENTARY CHARACTERISTICS OF 

LONG-TERM BONDS AND COM MON 

SLOG ks 

Do not the two remaining general classes of invest- 

ment, (1) long-term bonds and preferred stocks and 
(2) common stocks, pretty well complement each 

other in their essential characteristics from the 

standpoint of the short-contract insurance company’s 

major requirement of maintenance of market or dol- 

lar value? From our studies of investment experi- 

ence it was found that long-term bonds have the 

weakness of a possible long-term downward trend. 

This may be offset by the definite long-term upward 

trend in industrial common stocks. The weakness 

of common stocks has been their violent temporary 

fluctuations, and this may be offset by the relative 

stability of bond values over short periods. 

Therefore, if our short-contract insurance com- 
pany demands growth over a period of years, protec- 

tion from a substantial decline in dollar value of its 

assets at all times, and a reasonable hedging policy 

against any eventuality, for every investment in 
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long-term bonds there should be an equivalent in- 
vestment in common stocks (most of which should be 

industrials). 

IMPORTANCE OF HEDGING 

Then if, after straddling both sides of the fence 

by holding equivalent amounts in long-term bonds 

and common stocks, we want, like the wily forecaster, 

to include some sort of loophole so that some time 
if we choose we may look back and prove to our- 

selves what a clever investment committee we have 

been, we might carry a little larger cash fund or 

short-term bond fund than seems necessary for in- 

surance underwriting purposes. If 20 per cent in 

highly liquid short-term bonds seems sufficient to 
satisfy our underwriting requirements, we might add 

another 15 or 20 per cent to use for investment pur- 

poses if and when a favorable opportunity presents 
itself. The greater current income and the princi- 
pal appreciation that would gradually be realized 
from common stock investments over a period of 

years might not be made up by the ultimate gain 

from purchases at favorable opportunities if we had 

to wait too long for these opportunities; but in the 

meantime the additional short-term bonds would 

tend further to stabilize the market value of the 

fund as a whole, an important consideration when 

our major objective is stability in dollar value of 

principal. 
Thus a typical short-contract insurance company 
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might normally carry 30 per cent in high-grade 

short-term bonds, 40 per cent in common stocks, and 

30 per cent in long-term bonds and preferred stocks. 

Occasionally the common stock fund might rise as 
high as 50 per cent and occasionally fall back to 

the minimum of 30 per cent, with perhaps an aver- 

age of 40 per cent. If we should enter a pronounced 

period of inflation with a consequent heavy decline 

in long-term bond values, the 20 per cent loophole 

might be used to take up the slack on long-term 

bonds by increasing the percentage as high as 50 per 

cent. The short-term bond fund would concurrently 

with such maneuvers fluctuate between 20 and 40 

per cent. 

SOME ASPECTS OF THE LIFE INSUR- 

ANCE COMPANY’S PROBLEM 

Superficially it might appear that long-term bonds 

are the ideal investment medium for the life insur- 

ance companies. With their dollar liabilities pro- 

jected for many years into the future the manage- 

ments may select bonds maturing at approximately 

the times and in the amounts that their mortality 

tables indicate these funds will be required. Further- 

more, since their premiums are based on a definite in- 

come return from investments (usually 3 or 314 per 

cent), so long as the long-term bond provides this 

annual return on the original investment and so 
long as it is redeemed at par on maturity, all of the 
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requirements of the policy contract have been pro- 
vided for. 

If, however, a large portion of the policyholders 
should demand the cash surrender value of their poli- 

cies at a time of relatively high interest rates, or 

if during a long period of depreciation in the dollar 

they should become apprehensive because the dollars 

paid in the satisfaction of claims did not satisfy the 
fundamental purpose of their insurance policies, 

namely, assuring the bereaved family the continu- 

ance of the standard of living which its breadwinner 
had provided, then the managements of insurance 

companies might be forced to give greater consider- 

ation to the real needs of their policyholders and 

not rely solely upon the legal performance of the 

policy contracts. 

It seems rather a paradox that some of the stock- 

participating life insurance companies through more 

aggressive investment management may actually be 

serving their policyholders’ real interests more effec- 

tively than the purely mutual companies which the- 

oretically operate solely in the policyholders’ inter- 

ests. At least part of the reason for this unusual 

situation may be found in the fact that the stock- 

holders or the management of the stock company, 

because of their participation with the policyholders 
or beneficiaries in the investment return of the in- 
surance company, are interested in the purchasing 

power of this return as well as its dollar value. They 

are furthermore concerned with a gradual increase 

in the standard of living which must be largely pro- 
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vided out of an increased dollar return in the profits 

of their company. Thus in so far as the policyholders 

participate in the benefits of a more aggressive in- 

vestment administration, the stockholders and man- 

agement of the stock life insurance company may be 

serving their policyholders’ real interests more 

effectively than is the management of a mutual com- 

pany that assumes the traditional trustee attitude 

of neglecting some of the more fundamental of the 

beneficiaries’ interests in order to insure itself, with 

as little effort and vigilance as possible, the ability 

to meet the technical or legal specifications of its 

trust. 

In 1906 the Armstrong Investigating Committee of 

the New York legislature, referring to life insurance 

companies, said: “Investment in stocks should be 

prohibited. . . . Long ago the Prussian Government 

refused admission to its jurisdiction of any insurance 

company investing in stocks, and the restriction has 

been found salutary and not burdensome.” Follow- 

ing its recommendation, the legislature enacted into 

law the policy which about 12 years later was to 

stifle the German life insurance business after it 

had managed successfully to weather a disastrous 

war. If these German life insurance companies, in- 

stead of having all their reserves invested in bonds, 

had had a substantial proportion in the shares of 

leading German industries, they could have dis- 

charged their entire liabilities with ease. What is 

more, they could have paid out in satisfaction of 

claims an amount in the medium of exchange that 
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would have provided the beneficiaries of these poli- 
cies with at least a fair part of the purchasing power 

which they fundamentally required. As it turned 
out, however, the assets of these life insurance com- 

panies remained fixed in marks and dwindled to 

practically nothing in purchasing power value, and 

their expenses of operation became so high in marks 

that it cost more to make collection and record the 

premiums received than the total amount involved. 
When the life insurance companies, technically 

and legally interested in nominal or dollar value, 

begin to undertake the problem of insuring a con- 
stant purchasing power income—or what the aver- 

age policyholder in the past may have believed was 
being insured when his family was guaranteed the 

payment of a specified number of dollars at his 
death—largely depends upon the pressure that is 

brought to bear upon the managements by the pol- 

icyholders themselves. When the policyholder has 

convinced the managements of insurance companies 

that it is maintenance of purchasing power and a 

continuance of the standard of living for his fam- 

ily that he wishes to have insured, the managements 
must then recognize that the payment of a fixed 

number of dollars in satisfaction of policy claims 

will not provide the protection sought. 
When the progressive insurance company, by 

careful and intelligent administration of an invest- 
ment program serving the real needs of its policy- 
holders, is enabled to return larger dividends and sat- 
isfy its death claims with payments enabling the 
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beneficiaries to maintain the standard of living for 

which the insured sought protection—then the pres- 

sure of competition may force the traditional prac- 

tices of all life insurance companies to be revised 

somewhat. 
The many far-reaching considerations involved in 

the conservative and enlightened administration of 

the life insurance business are, of course, beyond the 

scope of this book. Some evidence of the present 

tendencies in investment practices of life insurance 

companies, however, may be found in portions of an 

address by Mr. T. B. Macaulay, president of the Sun 

Life of Canada, the largest life insurance company 

in the world outside of the United States. At one 

of their agency meetings about a year ago he gave 

some interesting sidelights on the investment policy 

of this company, from which the following excerpts 

have been taken. 

“Tf you turn up actuarial textbooks you will find that they 

mention but three great sources of profit to a life assurance 

company. The first is the amount that can be saved in the 

way of expenses out of the loading on the premiums; the sec- 

ond is the saving in mortality, by being able to secure a lower 

death rate than that shown in the table; and the third is the 

amount of excess interest which can be earned on the in- 

vestments beyond the rate estimated in the calculation of its 

reserves. 

“But, gentlemen, we have discovered and developed a fourth 

source of profit, and it is due to that fourth source more than 

to anything else that we have had our great additional earn- 
ings. If, like most companies, we had invested our funds 
chiefly in mortgages, we would have had only the excess rate of 
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interest; but as it is, we have made a profit on our invest- 

ments, profit as distinct from mere excess interest. That 

profit has run into millions and millions. It ran into many 

millions last year and it will run into many millions again 

this year. 

“I would not have you suppose for a moment that we specu- 

late, for we do not. That is one thing we will not do. When 

we buy securities we buy to keep, regardless of market value 

fluctuations. Almost the only condition that ever induces us 

to sell is when a bond rises ‘to such a high premium that the 

interest yield on the market price is low, and it becomes more 

profitable to sell and reinvest in something else. 

“We hear much in actuarial circles about mortality and we 

devote time and thought to the study of selection in order to 

make as large savings as possible in the amount of our death 

claims, and this is extremely important. We now devote 

similar time and thought to the study of the investment. prob- 

lem, and, gentlemen, the rewards are almost beyond belief. 

For the solving of this great problem of safe and profitable 

investing we have a large, highly organized and very efficient 

treasury department, the officers of which have devoted them- 

selves to these studies for many years... . 

“But, you may ask, have not all companies equal oppor- 

tunities in the investment field? As regards bonds, practically, 

yes; but as regards stocks, no. The law of the State of New 

York prohibits all life insurance companies licensed by it 

from purchasing stocks of any description, even the preferred 

stocks of the most outstanding corporations, which are in 

reality much safer and better than many of the bonds they 

are permitted to buy. 

“Our Canadian law is, in my opinion, much more wisely 

framed and allows a reasonable scope for investments. Like 

other laws it authorizes purchases of bonds, but unlike them 

it does not prohibit purchases of stocks, but imposes re- 

strictions. ... The restrictions are wise and desirable and 

yet they allow the companies a reasonably wide field. . . . 
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“Then we come to common stocks, and I will try to give you 

an idea of our policy in regard to them. I wish you all to 

know the real principles that guide us. 

“As to common stocks and, in fact, all stocks, when making 

our selections we always have in mind the distant future, 

choosing only those companies whose past record, strong posi- 

tion, and large, stable, and steadily increasing earnings make 

it almost a foregone conclusion that the position of the com- 

pany and the value of its stock will in ten years be even higher 

than at present, and in twenty years higher still. We are ex- 

tremely cautious and conservative in making our selections, 

but when we have once bought, we retain our holdings indefi- 

nitely regardless of market fluctuations, looking for our profit 

not in the Stock Exchange but in the steady growth and gradu- 

ally increasing prosperity of the corporation. If, for exam- 

ple, a company occupies an outstanding position in some stable 

and necessary line of business, and year after year is earning 

ten per cent or more on its capital and only paying six per 

cent, then we reason that not merely is the dividend reason- 

ably secure but at some time in the future the stockhold- 

ers will benefit from those excess earnings; and if the busi- 

ness continues to grow with the growth of the country, so 

much the better. We consider this merely wise investing, 

and something very different indeed from speculation.” 

As of December 31, 1927, the Sun Life had ap- 
proximately $163,000,000 in common stocks as 

against $145,000,000 in bonds and preferred stocks. 

It is the largest holder in the world of American 

Telephone stock and among the largest holders of 

other important utility stocks, such as Common- 

wealth Edison of Chicago, Detroit Edison, Consoli- 

dated Gas of New York, Public Service of New Jer- 

sey. It is one of the largest stockholders of General 
Hlectric ; but generally speaking the investment com- 
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mittee has been partial to the public utility light and 
power companies. We caught sight of the roof on 
public utility stocks during the war period and we 
may sometime see it again, but perhaps by that time 

the Sun Life will be more favorably inclined toward 

industrial stocks. They are an unusually shrewd and 
far-sighted group of men, and in the writer’s opinion 
take the lead as sound investors among the life com- 
panies. 

It is hoped that sometime our state legislatures 

will appreciate the suitability of common stocks for 

a portion of the investments of a life company when 

carried under proper restrictions, and that our pres- 
ent antiquated laws in this respect may be revised 

before foreign companies find it possible to take 
away a big share of the business of our American 

companies because they are permitted to take ad- 
vantage of—rather than suffer from—American pros- 

perity as reflected in stock values. This privilege, 

through antiquated legislation, is now denied many 

of our own companies. 



Chapter XI 

INVESTMENT TO MAINTAIN PURCHASING POWER 

Tue obligations or liabilities of the average finan- 

cial institution are usually defined by statute or cir- 

cumscribed by the institution’s own by-laws in terms 
of the fluctuating medium of exchange. The aver- 
age individual, however, must go beyond this in the 

development of a suitable investment plan and give 

careful consideration to the ultimate effectiveness of 
this fluctuating medium of exchange in maintaining 

his standard of living. It is because of the greater 

simplicity of the financial institution’s general prob- 

lem that it was taken up first. We are now ready 

to consider some of the more practical aspects of a 

conservative investment plan for our second class 

of investors who are primarily concerned with main- 

tenance and increase in purchasing power. 

The Effect of Changing Purchasing Power of the 

Dollar 

So much has been written during recent years 
about the fluctuating purchasing power of the dollar ? 

and its subtle yet disastrous or fortunate effect upon 

*See especially the exhaustive work of Irving Fisher, of which Stabil- 
izing the Dollar published by Macmillan has perhaps been most pop- 
ular, and The Money Illusion is now in preparation. 

220 
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business men, wage earners, and investors, and the 

people of this decade have been so forcibly hit by 

the violent gyrations in purchasing power of the 

mediums of exchange of most of the important coun- 

tries of the world that it seems superfluous to elab- 

orate further upon this matter and its fundamental 

importance to the investor. It may, however, be in- 

teresting for us to observe at this point the history 

of the two general types of securities that we have 

been studying in units of purchasing power rather 

than in units of dollars. Chart XXV shows our 

index of industrial stock values and our index of 

all bond values after each has been divided by the 
United States Department of Labor commodity 

price index. We have taken the purchasing power 

of the dollar in 1901 (the year when our study began) 

as 100, so that the chart depicts the comparative 

history that two funds, each of 100 units of purchas- 

ing power in 1901, would have had if one had been 

maintained in the Dow-Jones industrial stocks and 

the other in bonds distributed among the Dow-Jones 

railroad, public utility, and industrial issues. 

During the three years, 1901 to 1904, the principal 

of the industrial stock fund with riskless rental rate 

withdrawn would have declined over 40 per cent in 

purchasing power, whereas the principal of the bond 

fund similarly calculated would have declined only 

slightly in excess of 10 per cent. In the one year, 

1904, the industrial stock fund was more than re- 

stored, reaching approximately 105 per cent of the 
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per cent 

COMPARATIVE INDEXES OF INVESTMENT VALUES 

EXPRESSED IN UNITS OF 

1901 PURCHASING POWER OF THE DOLLAR 

COMPILED UNDER THE DIRECTION 
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1901 purchasing power by the end of the year. The 

purchasing power of the bond fund increased slightly, 

but was still about 8 per cent below the 1901 value 

at the end of 1904. 

From this point on, with the exception of tem- 

porary improvements in 1908 and 1910, the bond 

fund showed a continuance of the gradual decline 

in purchasing power aggregating something over 25 

per cent by 1914. In the same period the industrial 

stock fund showed rather violent temporary move- 

ments, but in genera! an upward trend aggregating 

something over 150 per cent of its 1901 purchasing 

power by the latter part of 1914. At the end of 1915 

the purchasing power of the industrial stock fund 

further increased to 215 per cent, whereas the bond 

fund declined to something under 70 per cent of its 

1901 purchasing power. 

From the beginning of 1916, however, the purchas- 

ing power of the industrial stock fund showed a 

marked decline, reaching 120 per cent at the end of 

1917; and the bond fund showed an even more pre- 

cipitous decline in purchasing power, reaching about 

37 per cent of its 1901 purchasing power at the end 

of 1917. 

From the beginning of 1918 to the last quarter of 

1919 the industrial stock fund appreciated in pur- 

chasing power to about 180 per cent, whereas the 

bond fund further declined to about 30 per cent. 

From this point until the middle of 1920 the indus- 

trial stock fund depreciated to about 130 per cent of 
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the 1901 purchasing power, and the bond fund fell to 
about 26 per cent of its 1901 purchasing power. In 

the year and a half from the middle of 1920 to the 

beginning of 1922 the industrial stock fund more 

than regained the purchasing power lost in the pre- 

vious year and a half and rose to 190 per cent of the 

1901 purchasing power. The bond fund, however, 

gained all that it lost in the preceding three and one 

half years and rose to slightly over 50 per cent of its 

1901 purchasing power. 

Since the beginning of 1922, while the purchasing 

power of the dollar has remained relatively stable, 

the industrial stock fund has displayed a pronounced 

and (with the exception of a temporary decline in 

1923) an almost continuous appreciation in purchas- 

ing power, reaching approximately 480 per cent by 

the first part of 1928. Purchasing power of the bond 

fund declined gradually during 1922 and 1923 from 

50 per cent to about 47 per cent, but from that time 

on has shown a general upward tendency in pur- 

chasing power, reaching approximately 65 per cent at 

the beginning of 1928. 

TRENDS OF PURCHASING POWER AND 

DIO TALASRS VY AL Usk S  ClOsMePrAGR aD 

By comparing this chart of industrial stock and 

all bond values expressed in units of purchasing 

power with Chart XX, where the same values are 

expressed in dollars, we observe some interesting dif- 
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ferences. The variations in bond values from 1916 
to 1922 are much more pronounced in terms of pur- 

chasing power than they were in dollars. The ex- 

tent of variation in industrial stock values does not 
become appreciably lessened when expressed in units 
of purchasing power, but there is a change from an 

upward to a downward trend for this period of 6 
years. 

From the beginning of 1916 to the middle of 1920 

the purchasing power of the all bond fund declined 

twice as much as that for the industrial stock fund, 
but during the ensuing year and a half to the begin- 
ning of 1922 the purchasing power of the all bond 

fund appreciated twice as fast as the industrial stock 

fund. The purchasing power of the all bond fund 

appreciated about 100 per cent during this year and 
a half, whereas the industrial stock fund appreciated 
only about 50 per cent. 

The dollar appreciation of the industrial stock 

fund in 1916 becomes a depreciation in purchasing 

power and the pronounced dollar appreciation in 

1918 and 1919 is cut approximately in two when 

expressed in units of purchasing power. It is read- 

ily apparent from only a superficial study of this 

chart however, that during the last 28 years—when 

we have had deflation as well as inflation—common 

stocks have afforded better protection to those pri- 

marily concerned with maintenance and improve- 
ment in their standard of living, than have long- 

term bonds. | 
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THE EFFECT OF AGRADUAL INCREASE 

IN OUR STANDARD OF DIVIRG 

Not only is the individual investor interested in 
retaining the purchasing power of his original invest- 

ment, he must in addition seek to augment his pur- 

chasing power by every safe and effective means 

available in order to keep pace with the gradual in- 

crease which is taking place in the standard of living. 
Fifty years ago our fathers and mothers managed 
to live very comfortably without many things which 

we have now come to regard as necessities. In 1875 

a man who had an income of $5,000 a year was rela- 

tively well-off. Certainly he could live very much 
better than the man of today receiving a similar 
income. Since the purchasing power of the dollar 

is approximately the same today as it was in 1875, 

the explanation lies chiefly in the fact that our stand- 

ard of living has changed. We demand today an 

enormous variety of goods and services; discoveries 

and inventions have furnished new uses for basic 

materials and have provided us with many new com- 

modities which we have been quick to adopt not 

merely as innovations, but as essentials to a well- 

ordered life. . 

It is difficult to measure with anything like mathe- 

matical accuracy the advancing rate in our standard 

of living, but Mr. Thomas F. Woodlock, secretary of 

the American International Corporation, in the New 

York Evening Sun of May 5, 1924, offered an inter- 
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esting commentary on this problem. There he stated 
in part: “Man is a thing-making and a thing-collect- 

ing animal. What people call ‘modern civilization’ is 
merely a matter of things. Things are countable and 

weighable, and they are transportable. Transpor- 

tation of things is probably as good a measure of 
modern civilization as is any other.” Mr. Wood- 
lock then proceeds to outline what he calls the 

“thing quotient” by means of calculating the tons of 

freight carried one mile every day for each individ- 

ual in the country. These figures, which we have 

brought up through 1927, are shown on the following 

page and present, if not an index, at least a formid- 

able indication of the growth in the consuming power 

of the people in this country since 1894. 

In 1927 over 12 tons of material were hauled one 

mile per capita per diem, or more than three times 

the amount of tonnage required thirty-odd years 

earlier in 1894. It will be noted that each decade 

showed a decided increase in ton miles per capita 

per diem, and although it may appear an elaborate 

civilization today in which approximately 25,000 

pounds of material are carried one mile every day 

for every person, it is altogether probable that this 

figure will in turn be exceeded by an ever-increasing 

margin in the years to come, particularly if we in- 

clude the increasing transportation by motor truck 

and perhaps by airplane. 
These considerations can hardly fail to justify a 

conclusion that if we desire to maintain our relative 

wealth we must not only protect our principal 
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The “Thing Quotient” 

Ton miles of Ton miles of 
freight per 

Year capita Year capita 
per diem per diem 
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against the encroachment of a fluctuating and, at 

times, a distressingly weak dollar, but must also ap- 

ply ourselves to the task of continually increasing 

the purchasing power of that principal in order to 

offset the upward trend in the standard of living 

which apparently is destined to characterize our civ- 

ilization in the future as it has in the past. Protec- 

tion and gradual increase of purchasing power are 

our objective, and let there be no doubt as to the ur- 

gent need for aggressive direction and administra- 

tion in investment to attain that objective. As in 

much else, a good offense is the best defense. 



TO MAINTAIN PURCHASING POWER bo bo 9 

VARYING ELEMENTS AFFECTING DIF- 

PRO Ne ae Ne DiteVe Te DaUeAch)S 

It is impossible to outline in a short treatise of this 

sort any general investment plan that will be suited 

to the many varying circumstances of individuals 
seeking maintenance and increase of their purchas- 

ing power. Some of the factors influencing the pro- 

portions of different types of securities required in 
an individuai’s investment plan for the most effec- 

tive management of his estate as a whole are: 

1. Income from business and the nature of his business or 
profession. 

2. Other income from trust funds, ete. 

3. Age. 

4. Number and age of dependents. 

5. Amount of life, sickness, and disability insurance car- 

ried. 

6. Amount of income that is being saved. 

7. Probable duration of present income and likelihood of 

an increase therein. 

8. Amount of real estate held, including mortgages placed 

thereon. 

9. Inheritances which may be expected. 

10. Special taxation problems. 

The individual’s productivity is an important part 
of his total wealth. Such earning power represents 

a capital investment which may be calculated to 

measure the approximate value of the individual 

whose labor produces this annual income, and the 

rate at which that earning power may be capitalized 
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depends upon its probable duration or permanency. 

Whether capitalized earning power should be 

treated as an equity or as fixed-income-producing 

wealth depends primarily upon its stability. For ex- 

ample, the salary of a railroad executive represents 

a different type of income than the earnings of a 

locomotive salesman or a partner in a commercial 

firm. The former is more stable and being fixed in 

dollars reacts to changing conditions in the same 

manner as the income from bonds. The latter fluc- 

tuates with business conditions in the same manner 

as an equity, but if this income is well protected 

by life and disability insurance, a portion of the eap- 

italized earnings may be conservatively treated as 

a form of fixed-income-bearing wealth. 

If earning power is largely protected by insurance 

and if there is a comparatively large return from in- 

vestments in addition to earned income, it would 

probably be conservative practice to capitalize a sub- 

stantial portion of it as a bond equivalent. If, on the 

other hand, there is no insurance, it may be advis- 

able to omit consideration of the individual’s earn- 

ing power or, in any event, capitalize only a small 

portion of it as fixed income. 

With reference to real estate, each holding must 

be considered on its own merits, but in many cases 

it would probably be logical to treat approximately 

one-half the value of such real estate (less any mort- 

gages outstanding thereon) as fixed-income-bearing 

wealth, and the other half as an equity fluctuating in 
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market value and income with changing economic 
conditions. 

In treating wealth other than that invested in se- 

curities, an accurate division into equities and fixed- 
income-bearing capital is not usually possible, but 

even if in some cases an arbitrary division of indi- 

vidual items may be necessary, a conservative ap- 
proximation can usually be determined in order to 

establish a working basis. 

An analysis of the total wealth of the individual by 
segregating and grouping the more important func- 

tional elements provides a sound basis of approach 
and makes possible a clearer conception of the posi- 

tion of the fund as it relates to general economic 

conditions and to the requirements of the beneficiary. 
Of the three classes—(1) cash or short-term bonds, 
(2) fixed-income-bearing wealth of long or indefinite 

maturity, and (8) equities—each performs a separ- 

ate and distinct function for an estate, and the exist- 
ing proportions of total capital invested in each 

class should be calculated as closely as possible in 

order to determine the fundamental relationships be- 

tween the constituent elements. 

By examining the component parts of an estate 

from this point of view its true condition can be in- 

telligently studied and revised. After the general 

structure has been planned a selection of the indi- 

vidual securities may be made which will establish 

the proper balance and correlation between the vari- 

ous functional processes in such a way as to place 

the fund in a position to take advantage of existing 
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economic and financial conditions and at the same 

time to satisfy the particular needs of the individual 

investor. 

SUVA Bal tt YA Ne De Siby Wer Catal On Nm Ops 

SHC aUalis lebets as 

The particular circumstances surrounding individ- 

ual investors have such an important bearing upon 

the specific investment program adapted to their re- 

quirements that an attempt to recommend within 

the space of one chapter any general set of propor- 

tions in the different types of securities as adapted 

for the “average” investor would probably lend only 

greater confusion to the issue. In some cases noth- 

ing but common stocks should be held in order to 

complement other factors in an individual’s estate, 
whereas in other instances a concentration in bonds 

might be the more conservative procedure. In the 
majority of cases, however, it will doubtless be found 

that some combination including (1) short-term 

bonds, (2) fixed income-bearing securities of long or 

indefinite maturity, and (3) common stocks, will be 

required to provide the desired protection and to 

serve the investor’s needs most effectively. The sec- 

ond group, however (fixed income-bearing securities 

of long or indefinite maturity), might advantageously 

be omitted from the holdings of many younger in- 

dividuals aggressively striving to build up their 
estates. 

Common stocks, like razors, are dangerous 
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weapons in unskilled hands, but when carefully and 

skillfully used are highly effective tools for their re- 

spective purposes. Even without skillful supervi- 

sion, if reasonable intelligence is employed to main- 

tain wide diversification of the leading companies in 
the leading industries, the inexperienced investor can 

from the long-term viewpoint do a very creditable 

job. Without the assistance of extensive research 

and experience such an investor should give little 

consideration to the comparative prices at which dif- 
ferent stocks may be purchased at any given time; 

he should simply maintain a wide diversification of 
the most healthy risks irrespective of comparative 
market values. 

Experience has adequately demonstrated that in 

the majority of instances market prices are a better 

index of comparative values than the opinion of the 

individual investor who usually is in possession of 

only superficial information on which to base his 
judgment with respect to specific companies. He 

will therefore be pursuing a more conservative (and 

probably more profitable) policy by adhering to the 

fundamental insurance principle of diversification 

in a group of healthy risks with little regard to the 
apparent cheapness or dearness of specific issues. 

In selecting or revising such risks the investor is 

vitally interested in three fundamental questions: 

1. Is the company a leader in an essential industry that 

offers prospects for continued growth? 

2. Is the company in a present comfortable financial con- 

dition as shown by its last balance sheet? 
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3. Is the management capable, as demonstrated by the rec- 
ords of its annual earning statements and balance sheets over 

the period that the present management has served? 

If his answer to all three of these questions is 

“ves,” the stock has qualified as a “healthy” risk. 

Long-term bonds require much less supervision 

than stocks. But here again the investor should fol- 

low the fundamental principle of diversification. 

However, because of the greater fluctuations in earn- 

ings of industrial companies, from which as a bond- 

holder he may suffer in the event of a substantial 

decline—but cannot profit to an equivalent extent 

from substantial increases—public utility and rail- 

road issues appear better suited to the requirements 

of the fixed-income group, particularly when the 

equity group has been concentrated in industrial 

companies. 

The investor maintaining a substantial commit- 

ment in common stocks should not ordinarily strive 

for an unusually high yield from his bonds. Ade- 

quately secured seasoned issues, selling well below 

their call prices, regularly traded in on a major ex- 

change and providing a moderate yield in sympathy 

with current interest rates, should be acceptable. 

The investor participating in new bond or stock 

issues 1s incurring greater risks because the market’s 

opinion of the worth of such new issues has not yet 

been determined, and too great emphasis on the con- 

sideration of the particular new issues that happen 

to be available is likely to hamper the maintenance 
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of the fundamental condition of diversification that 

is essential to conservative investment practice. 
Short-term bonds should be of unquestioned se- 

curity and of high liquidity. Ready marketability 
is of paramount importance for such holdings, and 

the investor should be willing to sacrifice something 

in yield to insure this liquidity under any conditions, 

since it is probable that circumstances will be un- 

usual at the opportune time for utilizing elsewhere 

the capital that has been conserved in this short- 

term fund. 

Pier yO Ry EAN @ EO Hy DIG TNGG 

When embarking upon an investment program the 

investor would, of course, like to know what is going 

to happen in the future with respect to interest rates, 

general business prosperity, and other factors that 

have a bearing on the immediate trend of security 

prices. If interest rates are going down, he would 

buy long-term bonds; if up, short-term bonds. If 

general business prosperity is to suffer a temporary 

setback in the near future, he would withhold until 
that time making his maximum commitment in com- 

mon stocks. It is a simple fact, however, that the 

current market values of the different types of secu- 
rities reflect the resultant of all the opinions of the 

vast army of investors and speculators studying these 

conditions as to what the future holds in store. When 

more of this army believe that the outlook is im- 

proving, prices go up; and when the majority be- 



236 INVESTMENT MANAGEMENT 

lieve that the outlook is becoming more precarious, 

prices go down. 
The réle of professional investment forecasters is 

indeed a unique one. Their batting average on un- 

qualified predictions has been little, if any, better 

than 50 per cent over a period of years. But since 

they have realized the fallibility of human judgment, 

as well as the fundamental importance of being right 

for the success of their business, they have developed 
into painstaking rhetoricians; they are today per- 

haps the country’s outstanding experts in the clever 

art of verbal hedging. They speak like the Delphic 

oracle, which was always right but whose qualified 

predictions were of little practical value. 
Although it would be dangerous to base any in- 

vestment program upon the ability of even the most 

eminent men to forecast the immediate movements 

of stock prices, commodity prices, interest rates, etc., 

we can nevertheless recognize a major depression in 

stocks or bonds if, and when, it arrives. If, there- 

fore, we had maintained a moderate portion of our 

wealth in cash or its equivalent up to that time, we 

could then certainly buy securities at prices sub- 

stantially lower than would have been demanded 
prior to the drop. Furthermore, if this decline should 

happen to ensue shortly after embarking on an in- 

vestment program, our stable short-term bond fund 

—providing as it does the ability to buy other securi- 

ties at reduced prices—would tend to compensate for 

the temporary “losses” on the commitments made 
at higher prices. 



TO MAINTAIN PURCHASING POWER 237 

Then also the ready availability of cash for busi- 
ness or sudden personal or family demands, without 

sacrificing our general investment position (perhaps 

at a time of depressed market values) provides a 

comfortable sense of security and the means for a 
more efficient and unhampered management of cur- 

rent business and family problems. 
The proportion of total wealth that the conserva- 

tive investor should maintain in cash or its equiva- 

lent under varying economic and financial conditions 
involves a number of complicated factors. If he 

were concerned only with the long-term trend (15 or 

20 years, say) experience of the past and our studies 

of the inherent characteristics of different security 

types strongly indicate that a well-diversified group 

of common stocks exclusively (for the most part 

industrials) would effectively serve his purposes. As 

a practical matter, however, 4 or 5 years of lower 

prices that may again, as in the past, occur in a well- 

diversified group of common stocks is a serious mat- 

ter for most investors. 

It is all very well for the statistician and theorist 
to tell us that we should not view such temporary 

conditions with alarm, but any investor who has 

watched the value of his estate suddenly drop 20 per 

cent or more, and then continue a further slow but 

disquieting falling off for months and months that 
is finally extended perhaps into several years, realizes 

that his peace of mind and sense of security—one of 

the essential benefits to be derived from the posses- 
sion of an adequate surplus—is seriously upset dur- 
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ing such a period. The conservative head of a family 

at such a time is inclined to cut down on his standard 
of living, perhaps at just the period when the happi- 

ness and welfare of his family require the largest 
expenditures. And the business man may be influ- 

enced to adopt a policy of extreme economy in his 

business during the period when expansion of his 

facilities might be most effectively undertaken. 
This psychological aspect of the matter is some- 

what intangible but it is, nevertheless, real and 1m- 

portant. While it is reasonable to believe that our 

increased knowledge of current business conditions 

and a more intelligent understanding of the funda- 
mental elements in our financial and economic life 

may serve to moderate future periods of inflation as 

well as deflation, and unwarranted optimism as well 
as unreasoning pessimism, yet the conservative in- 

vestor 1s hardly justified in expecting the upward 

trend of stock values to continue without a major 

interruption as it has for the past eight years. The 

imvesting public in the year 1928 has a dangerous 

immediate background of optimistic history and suc- 

cess upon which to construct a conservative invest- 
ment program. 

Furthermore, the mistaken predictions of our 

greatest financiers of earlier years should warn us 

of the danger of relying too completely upon any pre- 
sumption of the future. Interpretations of past in- 

vestment history from the contemporary viewpoint 
of practical and intelligent investors during those 
years cannot help but impress us with the signifi- 
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cance of the somewhat cynical remark that “It is 
always the unexpected that happens.” It is essen- 
tially because of its contribution to a current feeling 

of security and to the general flexibility of an estate 

that the average investor is encouraged to maintain 

a portion of his holdings in a group of highly liquid 

short-term bonds at all times except a period of 

unusual opportunity for stock or bond purchases, or 
when unusual business or personal requirements can- 

not be readily met through liquidation of other hold- 
ings without prejudice to his long-term investment 

position. 

A diagrammatic outline (Chart XXVI) of the 

fundamental principles underlying a conservative 

investment plan for those primarily concerned with 

the maintenance and increase in their standard of 

living will be found on the following page. 

PNG er SL Vw NP RNC Pi nis et NSP RAC rT CE 

Rather than to suggest a theoretical set of propor- 

tions for the “average” investor, embodying the gen- 

eral principles that we have discussed, it should be 
more illuminating for the reader to observe Just how 

these principles have worked out when followed with- 

in the limits of human ability and foresight. 

Any plan for successful investment developed after 

the experience is known will, of course, work out over 

the past because it is knowledge of this past that is 

usually the dominant factor in building such a plan. 
The great majority of schemes for forecasting market 
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movements work out almost perfectly over the 
known past, but they usually cease to function satis- 

factorily when we apply them to the unknown fu- 

ture. And so the reader is justified in asking, “How 
will these principles work in practice?” The only 

complete answer to this question is “Wait and see!” 

But the next best answer would be to review the his- 

tory of one or more funds where the principles in 

question have actually been applied under “working 

conditions.” 

In Charts XX VII and XXVIII has been depicted 

the actual experience of what the author believes to 

be the first estate that has continuously and con- 

scientiously followed the general investment prin- 

ciples herein recommended. These charts illustrate 

the changes in amounts carried in the different types 

of securities each year and the actual accomplish- 

ment attained by attempting to follow out the con- 

servative investment principles we have discussed 

and illustrated in the diagrammatic outline of Chart 

XXVI. It should be observed that the history starts 

at the height of the 1919 inflation and includes the 

severe depression of 1921. 

The objective of this particular fund was the 

building up over a period of years of a permanently 

higher income. The demands of the beneficiaries 

called for the largest possible income in the future 

at the sacrifice of immediate return. At its inception 

the fund was invested in a relatively large amount 

of unmarketable securities, and a revision along lines 
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INVESTMENT PRINCIPLES 
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This chart records the actual market value of the estate at the end 
of each year, and the varying proportions invested in each class of 
security are indicated by the changes in areas. Annual revisions of 
holdings have averaged about 30% of the principal. 

Since the only amounts added to the estate during the period 
represented minor reinvestments of income (indicated by the breaks 
in the top line), the appreciation of principal is substantially that 
shown by the upper line. 
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IN PRACTICE 
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The establishment of a permanently larger income at a later date 
was the primary requirement of this estate. To serve this purpose 
most effectively, current income has been subordinated to apprecia- 
tion in principal. The income obtained for the eight years ended 
June 20, 1920-1927, was as follows: 

1920 1921 1922 1923 
$64,232 $67 ,384- $74,482 $79,802 

1924 1925 1926 1927 
$81,271 $81,681 $86,586 $103,045 
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INVESTMENT PRINCIPLES IN PRACTICE 
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that seemed best suited for the requirements of 
the beneficiaries was not finally completed until 1922. 

The proportions between cash or short-term hold- 

ings, long-term bonds, and common stocks were re- 

stricted within general limits as a definite hedge 

against the future trend of any one type of security. 
No effort was made to forecast the future of either 
long-term bonds or common stocks. The short-term 

bond fund was, however, liquidated for favorable 
purchases of common stocks in 1921 and again in 
1924. Since 1925 an attempt has been made, rather 
unsuccessfully from a monetary standpoint, to pro- 

tect the increasing investment in common stocks as 

prices rose by a gradual cutting down in favor of 

short-term securities. A gradual decrease in long- 

term bonds in favor of short-term as yields declined 
has likewise proved unprofitable during the last three 

years. 
In the stock fund, diversification of industry and 

locality was strictly adhered to. No single investment 

with the exception of United States Government 

bonds ever exceeded 5 per cent of the total principal, 

and when through appreciation an overinvestment 

occurred a reduction was made irrespective of the 
relative attractiveness of the security. Only high- 

grade and seasoned common stocks were bought; no 

weak or speculative securities were included through- 

out the period. Financial condition, future pros- 

pects, past record of the management’s accomplish- 

ment, and ratio of earnings to selling price were the 

primary factors in the determination of the indi- 
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vidual selections. Current income yield was entirely 

disregarded. 

The preferred stocks represented issues which 

were convertible into common stock, and for one 

reason or another appeared more attractive than the 

junior equity. 
In the short-term bond fund only the highest 

grade issues were included—for the most part United 

States Government and municipal issues, where yield 

was sacrificed for marketability and stability. 

The long-term bond fund was made up of market- 

able and seasoned issues, yield again being sacrificed 

for security. Some effort was made, however, to 

obtain issues that appeared underpriced because of 

what were believed to be popular prejudices or lack 

of banking support. Maturities were from 10 to 50 

years with an average of about 35 years. 
Income taxes were given greater prominence in 

the determination of sales than, in the light of ex- 

perience, now appears to have been justified. In 

other words, a number of stocks which it was thought 

advisable to sell on a basis of comparative invest- 

ment merit were held on account of the taxes which 

it would have been necessary to pay, and the results 

did not justify such procedure. The policy now 

being followed is to disregard profits taxes as a pri- 

mary consideration in the administration of this 
fund. 

The average annual turnover has amounted to ap- 
proximately 30 per cent of the principal, but it is 
now apparent that only one-half of the revisions 
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made were justified in the light of the results ob- 
tained. It is equally apparent, however, that an exact 

knowledge of the future was necessary to determine 

what changes were advisable at the time and what 

were not, and therefore we may conclude that this 

large turnover did justify itself since a smaller turn- 

over in other funds has not produced as good results. 

The results obtained might have been better or 

worse had a speculative policy been followed, de- 

pending upon the accuracy of forecasting and judg- 

ment, but risks would have been materially increased. 

The large factor of safety which has been provided 

throughout, and which in effect supplied a hedge 

against any conceivable contingency has of course 

lessened the total accomplishment that might have 

been obtained during most of this period by a 100 

per cent concentration in common stocks, or by sub- 

stituting long-term bonds for the short maturities 

carried. 
It is probable that the rate of appreciation in prin- 

cipal and income during the last 9 years may not be 

repeated in the next 9 years. But no investment 

policy can control economic conditions; it can merely 

take advantage of opportunities if and as they occur. 

Should adverse conditions arise, however, it is almost 

inconceivable that the income of this fund will shrink 

to the purchasing power that it had in 1920. It 

would appear, on the other hand, that the benefici- 

aries are definitely and permanently better off and 

from a relative standpoint will continue to be better 
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off so long as this general investment plan is con- 

servatively followed, whether the price of stocks or 

the price of bonds, or their purchasing power values 

rise or decline. 

Conservative and successful investment must pro- 

vide the investor protection against any contingency 

rather than against only one. Such a policy foregoes 

the maximum gain in order to insure protection 

against maximum losses. The speculator must be 

prepared to accept large losses in return for the pros- 

pect of large gains, while the conservative investor 
may anticipate growth at a slower but more certain 
rate. 



Chapter XII 

FUTURE OF THE INVESTOR’S PROBLEM 

THE first essential for sound judgment in investment 
management is unprejudiced knowledge of past ex- 

perience. Most of us have the brains and reasoning 

power to reach sound conclusions once the premises 

are accepted, and a few have sufficient imagination 

and insight to make adequate allowance for the intro- 

duction of new factors that are always complicating 

the issue by their unknown influences. But if all our 

reasoning and insight into the future are based upon 

an erroneous premise of past experience, our conclu- 
sions also are almost certain to be erroneous. 

Unfortunately, many of our statistical or analyt- 

ical studies in finance and investment have been car- 

ried on by students without practical investment ex- 

perience, or by agencies that were not made to suffer 

keenly from the failure of their theories to work out 

in practice. Too frequently, perhaps, statisticians 

and forecasters, jealous of their reputations, have 

become more interested in interpreting current phe- 

nomena to justify previously announced theories 

than in recognizing the fallibility of the theories. 

On the other hand, our large investors and finan- 
ciers are naturally of the temperament that is pri- 
marily interested in applying their knowledge, 

249 
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inadequate as it may be, in a way that will be pro- 
ductive of real, practical results. The mental exer- 

cise of making judgments and acting on previously 

supplied data is more exhilarating and pleasant to 

the average intelligent man than spending a lifetime 

gathering the data wherewith others may derive the 
pleasurable exhilaration of reaching more scientific 

conclusions and acting thereon. The successful 
financier and executive is not mentally inclined 
toward statistical studies, and the average statisti- 
cian does not have the practical knowledge and in- 
sight essential to guide him in such an undertaking. 

Most laymen who elect to exchange their dollar 

surplus for investment securities have a working 
knowledge of the various types of stocks and bonds. 

Some investigate more carefully than others the 
management and earnings of the particular company 
in which they desire to place their funds, and a few 

are fortunate enough to be familiar with the general 
principles of corporation finance. It is, however, left 

for the investment specialist (the capitalist, the 

banker, and those who serve the public in purely ad- 
visory capacity) to discern the basic and subtle forces 
forever at work upon security prices. 

THE INVESTMENT STUDENT’S 

CATECHISM 

The investment student has already learned, for 
instance, that there is a close interrelation between 

the workings of our sensitive money civilization and 
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the market values of stocks and bonds; he has learned 

that as our imperfect financial machinery operates, 
it often drives security prices materially above or 

below the levels of their intrinsic worth; that the 

market prices of securities are influenced not only by 

current interest rates (the going rental value of 

money), but also by the trend of commodity prices 

as evidenced by the varying purchasing power of the 

dollar; that whereas a large supply of idle funds 

resulting in a lowered interest rate will tend to raise 

the price of both bonds and stocks, “a contraction 

of credit is often the most conspicuous feature of 

crises as in the American panics of 1893 and 1897, 

while at other times credit contraction plays a minor 

role in comparison with the decline in volume of busi- 

ness as in the British Crisis of 1907”; * that a con- 

tinued surplus of gold or credit currency is likely to 

develop into inflation with higher security prices; 

that the latter stages of inflation are usually accom- 

panied by illusory prosperity with an accelerated rise 
in stock prices but a fall in bond prices; and finally 

that the Federal Reserve Act, allowing for a more 
facile expansion and contraction of credit, may be 

expected to moderate violent fluctuations in the fu- 

ture course of the industrial cycle. 
In addition, the investment student has learned 

that rising commodity prices result in a subtle trans- 
fer of wealth from those having fixed money incomes, 
such as bondholders and salaried men, to other mem- 

bers of society; that values change slowly and prices 

1Mitchell’s Business Cycles, page 582. 
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fast; that sentiment. or- crowd psychology often 

exerts a temporary yet powerful influence upon the 
course of security prices; that a rise in commodity 

and stock prices tends to generate a further rise in 

prices and continues to do so as long as the enter- 

priser’s profits remain abnormally high; and, like- 

wise, a fall in prices tends to generate a further fall 

in prices. 

GNI SGD) TD) OC 2 108s we AN IN, ID) BP TBE ID, DN TP 12 Tio IB. IN| IE (Ga 

There is nothing extraordinary in the fact that the 
investment specialist has learned through years of 

application and training to correlate with some de- 

gree of success the seething mass of forces operating 

incessantly to affect the market values of stocks and 
bonds. It is his business to interpret these multiple 

energies, estimating as accurately as possible the pre- 

dominant tendencies resulting from their interplay. 
But the striking nonchalance and disregard of pri- 

mary principles with which the layman seeks to in- 

vest his dollar surplus is remarkable. The great 

majority of the public have failed in signal fashion 

to evaluate the hazards attending the conservation” 

of wealth through the medium of stocks and bonds. 

Although successful investment is extremely difficult 

business, it is apparently the only field of endeavor 

in which the novice feels competent to engage with- 

out previous preparation or experience. 
“Conservation here designates the retention of purchasing power in 

a money civilization where the value of the dollar is constantly 
fluctuating. 
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The bulk of the investor’s information, knowledge, 

and advice finds its source with the investment 
banker. The banker with his prospectus and his in- 

fluence on the corporate reports has, perhaps, done 

more than any one else to give information to the 

investor. This information is given in good faith, 
but there is a fundamental suspicion which should 
attach to it from the investor’s standpoint. The in- 
vestor is interested in his own financial future. The 

investment banker is not primarily interested in the 
financial future of the investor, but in selling securi- 
ties for the companies which he finances. The cor- 

poration wants to finance as cheaply as possible while 

the investor wants as much for his money as pos- 

sible. Between the two stands the investment 
banker, not altogether as a disinterested judge, nor 
yet as a representative of one of the parties con- 

cerned. He has a third attitude and object: he is a 

merchant primarily interested in obtaining and sell- 

ing marketable merchandise that will provide him 
with a fair profit. 

Of course reputable merchants will insist upon 

handling good merchandise and the general integrity 

of individuals comprising the banking business in this 

country is probably higher than in any other com- 

mercial enterprise. Also, a more enlightened study 

of the investor’s problem by the investor himself and 

a general mobilization of agencies operating in his 

interests during the last few years have forced the 

investment banker to give increasing recognition to 
the investor’s welfare in order to maintain his clien- 
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tele of customers. But at best there are two other 
interests frequently opposed to the investor’s inter- 

ests that have an equal claim to the banker’s atten- 
tion and support. These opposing or conflicting 

interests are: 

1. Welfare of the financing corporation 
2. The banker’s merchandising profit. 

The time is now approaching when both corpora- 
tions and investors are recognizing the losses they 

suffer through such a method of distribution. It is 

not unreasonable to assume that the investment 

banker will eventually become the representative 

solely of the financing corporation, and that the in- 

vestor will retain his own expert representative. 

These two experts may then deal with each other 
on behalf of their respective clients. 

DEVELOPMENTS IN THE INVESTOR’ S 

DPN DERE Ss 

Two new enterprises that have been developing 

rapidly in this country since the war are fundamen- 

tally and exclusively concerned with the problem of 

the investor. They are the profession of investment 

counsel and the investment trust. They attract both 

the practical administrator with experience and judg- 

ment, and the theorist or student with the true zeal 

of the scientist. Proper recognition of the function 
of each type of man in these new enterprises serving 

the interests of the investor, and encouragement to 
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investment students to proceed along more practical 
lines are essential in the development of a more scien- 

tific basis for investment management. 
Although we may look to investment counsel and 

the management of investment trusts for a more sci- 

entific, or at least unprejudiced, analysis of some of 
the more urgent problems facing the investor, it 

should not be lost sight of that these recent entrants 
in the investment field also present a possible danger 

in that their growing popularity with the investor 

may encourage a general exploitation of the con- 

structive economic service that they were designed 
to provide. We should realize that there is nothing 

magic about the words “investment counsel” or “in- 
vestment trust” that can change security merchants 

into unbiased advisers or force an organization of 

questionable integrity to operate solely in the inves- 

tor’s interest. Investors should beware of organiza- 

tions calling themselves investment counsel or invest- 

ment trusts and offering their services free or for a 

nominal sum. Competent men in the field of invest- 

ment expect fair remuneration for their time and 

effort. If the remuneration is not paid in the form 

of a fee, it will probably be obtained in some undis- 
closed manner which in many cases would render 
their advice or management detrimental rather than 

beneficial—in any event, it would become preju- 

diced. 
During the formative period of these two agencies, 

the fundamental requirements of organization and 
operation which experience has shown to be essential 
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to the investor’s interests should be clearly under- 

stood. The writer would outline these requirements 

briefly as follows: 

FUNDAMENTAL REQUIREMENTS OF 

INVESTMENT COUNSEL AND 

INVESTMENT TRUSTS 

- 1. The executives should be men of integrity, ability, and 

experience. 

2. In order that their judgment may be totally unbiased, 

they should be precluded from having any financial or broker- 

age interest in the securities sold and purchased; and equally 

important, their compensation should be based not on profit 

sharing—a basis which does not assure the conservatism of 

judgment essential to safety—but on a fixed fee stated in ad- 
vance and determined by the amount of capital placed under 

their supervision or management. Such a method assures 
not only the vigilant attention of the advisers or managers, but 

it also enables them to budget their expenses and provide a 

known fund for research. 

3. The major part of fees received from clients or share- 

holders should be expended for intelligently directed invest- 

ment research and the prospective client or shareholder is 

entitled to some concrete evidence of how the charges for 

supervision and management are expended in his interest. 

4. The policy of investment should be fully defined in ad- 

vance. In the case of investment counsel, this should involve 

a comprehensive report outlining the client’s particular cir- 

cumstances and objectives with the recommendation of a 

general long-term investment plan adapted to the client’s 
requirements. In the case of investment trusts, the policy of 
investment should be clearly stated in the indenture which 
the prospective shareholder should read with care. 
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5. The clients of investment counsel should at all times 
keep their securities under their own control and be free to 

terminate the relationship at their option. Similarly, the 
shares of an investment trust should be redeemable at the 

shareholder’s option, thus leaving him free at all times to 

terminate the contract of management and resume control of 

his property. If the shares of the trust are redeemable at the 

investor’s option, he can at any time secure their actual 
value; if salable only, he must find a purchaser should he wish 

to sell his shares, and he has no assurance that he will receive 

their full value. Furthermore, if the shares are redeemable, 
the executives must continue to exert a vigilant supervision; 

for if the shareholders lose confidence, they will redeem their 
shares, and the compensation of the management will disap- 

pear. 

We are today in a new world, struggling under old 
laws and practices. Our age has been one of unprec- 
edented growth and startling transition. We have 

been rushed forward into new and varied realms of 

activity with such heartbreaking speed that in many 

ways our formulas do not fit or afford a proper inter- 

pretation of the existing facts. To use the apt phrase- 
ology of Woodrow Wilson in a discussion on our 

modern political and economic régimes, “We have 

not kept our practices adjusted to the facts of the 

ease, and until we do, and unless we do, the facts 

of the case will always have the best of the argu- 

ment.” The investing public among others has 

failed to fit its practices to the facts, and the facts 

have had the best of the argument in the shape of 

losses to surplus totaling millions upon millions of 

dollars. 
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If our investment practices have failed to fit the 

facts in recent years, it behooves those responsible 
for investment management and advice to inquire 
more fully and scientifically into what the current 

investment facts actually are. In the practical yet 

highly involved business of investment management 

we must ever be ready to subordinate traditional 

theories evolved from the antiquated experience of 

former generations in order to adjust current prac- 

tices to current facts. And when, as a result of in- 

tensive research and unprejudiced analysis, we have 

successfully adjusted current practices to current 

facts, then it may truly be said that the pursuit of 

investment is emerging from the realm of vague and 

mysterious “dogma” into the realm of “practical 

science.” 
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THE RISKLESS RENTAL VALUE OF CAPITAL 

For many years economists have talked more or less vaguely of 
the theoretical “pure interest rate.” This concept has always been 
associated with the yield obtainable on the very highest grade long- 
term obligations where the risk factor is practically negligible. The 
actual yield on such long-term obligations, however, is not deter- 
mined by the present relation between the supply and demand for 
capital alone, but also by changes which the aggregate of borrowers 
and lenders anticipate in this relationship over a period of years. 
For example, in 1919 and 1920 when there existed an unusual 
demand for capital, long-term bonds sold on a lower yield basis than 
short-term bonds of the same grade because a reduction in interest 
rates was anticipated. At this writing, short-term bonds are selling 
on a somewhat lower basis than long-term bonds, which would seem 
to indicate that the consensus of opinion of borrowers and lenders 
is that for the long-time trend the supply of capital is now unusually 
large, and as this maladjustment approaches normal interest rates 
will rise. 

An Index Reflecting the Current Relationship Is needed 

The traditional pure interest rate is therefore a highly theoretical 
figure that is very difficult to estimate with any degree of accuracy. 
Furthermore, even if this theoretical concept could be calculated with 
fair approximation, it does not as accurately measure the component 
part of present rent in the return on investment as an index that 
reflects just the current relationship between the supply and demand 
of capital. For the purpose of analyzing investment experience, it 
seems more practical to estimate simply the current riskless rental 
value of capital, or the average rate at which short-time capital 
could have been borrowed each year without risk to the lender. 
As suitable subjects for this study of riskless rental value, invest- 
ments should be selected which represent loans rather than owner- 
ship and with the following qualifications: 

1. Very small element of risk. 
2. Large amount continuously outstanding with large number of 

investors. 
3. Unchanging quality over long term of years. 

261 
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4, Sufficiently short maturity so that yield will represent the 
current relationship between the supply and demand of 
capital only, without introduction of a discount or premium 
for future changes anticipated. 

By process of elimination the two types of investment finally se- 
lected as best adapted for this study were: 

1. 4 to 6 months’ Two Name Prime Commercial Paper. 
2. 4 to 6 months’ United States Treasury Certificates. 

The National Credit Office estimates the annual loss experienced 
in Prime Commercial Paper during the last few years at something 
less than 1/100 of 1 per cent, although the lender’s estimate of the 
risk as reflected in the rate has been perhaps somewhat greater than 
this. The lender’s estimate of the risk involved in United States 
Treasury Certificates during recent years is practically negligible, 
but it is only during recent years that these short-term obligations 
of the government have been outstanding in large amounts and a 
record maintained of the average weekly yield on the 4 to 6 months’ 
maturities. 

Current Riskless Rental Rate above yield on United States 

Treaswry Certificates 

The extent of risk involved in United States Treasury Certificates 
is so small that the record of the Federal Reserve Board of the 
average weekly yield on 4 to 4 months’ maturities might be accepted 
as a very close approximation to the current riskless rental value of 
capital, except that the tax exemption feature results in a premium 
which obviously reduces the yield below the simple rental rate. 
Treasury Certificates have been exempt from the 13% per cent 
Federal income tax assessed against corporations and it is by corpo- 
rations that the majority of Treasury Certificates are held. Al- 
though the tax exemption feature may not have been discounted to 
the extent of 13% per cent in the yield on Treasury Certificates, it 
is apparent that it much more than overshadows the risk factor and 
results in a net yield substantially below the current riskless rate. 

Current Riskless Rental Rate below yield on Prime 

Convmercial Paper 

The lender’s estimate of risk in Prime Commercial Paper is 
greater than his estimate oi the risk in United States Treasury Cer- 
tificates. Also, there is some expense involved in clerk hire and 
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general overhead for the handling of Commercial Paper. The risk- 
less rental rate must therefore be somewhat below the gross rate on 
Prime Commercial Paper. 

High and Low Limits Established 

A comparison of weekly yields on these two types of loans from 
1922 to 1928 is shown in Chart XXIX immediately below. It will 
be noted that a differential of approximately 1 per cent in yield is 

GOMPARISON OF THE AVERAGE WEEKLY RATE 
ON PRIME 4-6 MONTHS GOMMERGIAL PAPER 
AND THE AVERAGE WEEKLY YIELD ON 4-6 
MONTHS TREASURY CERTIFICATES 

1922-1928, 

AVERAGE WEEKLY RATE ON PRIME 4-6 MONTHS 
COMMERCIAL PAPER 

seesecteame ESTIMATED RISKLESS RENTAL VALUE OF GAP~ 
TAL 

AVERAGE WEEKLY YIELD TREASURY GERTIFI> 
GATES 4-6 MONTHS 

1922 : 1923 1924 1925 1926 1927 

CHart X XIX 

fairly well maintained throughout this period. The average differ- 
ential is 24 per cent of the yield on Prime Commercial Paper. We 
now have two types of investment the yields on which are deter- 
mined primarily by the current riskless rental value of capital. In 
the case of commercial paper the risk factor plus the expense of 
handling, etc., are responsible for a gross rate above the riskless 
rental rate; whereas in the case of United States Treasury Certifi- 
cates the income tax exemption feature is responsible for a net yield 
below the riskless rental rate. 
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The Riskless Rental Rate Estimated 1875-1928 

The assumptions made thus far in this analysis may be readily 
accepted. When, however, we attempt to evaluate with any degree 
of exactness the importance allocated by the lender to the factors of 
risk, expense of handling, and income tax exemption in each of these 
types of investment, we are dealing with vague and involved in- 
fluences impossible of measurement. Rather than attempt to refine 
these unknown influences to definite figures, it would probably be 
a more justifiable procedure to adopt some arbitrary method 
that seems reasonable for calculating the riskless rental rate some- 
where between the limits that we have established. The average 
difference in rate for the 6-year period of these two limits is about 
24 per cent of the rate on Prime Commercial Paper. Until further 
study makes a revision appear advisable we have estimated the 
riskless rental rate shown on Chart XXIX by deducting one-half of 
the average spread between the limits established, or 12 per cent, 
from the rate on Prime Commercial Paper. Our estimate of the 
current riskless rental rate calculated on this basis may be a little 
high or a little low. It seems fair to assume, however, that this 
estimate probably does not vary substantially above or below the 
theoretical rate that we have tried to ascertain. 

Inasmuch as the nature of highest grade Two Name Commercial 
Paper has remained approximately constant for the last half cen- 
tury, this calculation of the riskless rental rate may be carried back 
for as many years as we can obtain reliable data compiled currently 

on Commercial Paper rates. The average yearly riskless rental rate 

for capital from 1875 to 1928 computed in accordance with this 
plan is shown in Chart J, in Chapter III. 

A 10-Year Moving Average to Approximate the Traditional 
“Pure Interest Rate” 

For the theorist who has been wont to have his traditional pure 
interest rate subject to no violent fluctuations and flow through the 
years with only slight and gradual changes in its course, it is sug- 

gested that a 10-year moving average of this riskless rental rate 

might produce a more acceptable picture for him. Such a moving 

average would be equally affected by the changes in supply and 
demand of capital for the 5 preceding and the 5 following years. 

Although the relationship between the supply and demand for 
capital during the preceding 5 years has an effect on the yield basis 
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at which long-term bonds are traded, it is the anticipated future 
changes rather than the actual future changes that are reflected in 
this yield basis. In so far as the anticipated changes in the relation- 
ship of supply and demand of capital are borne out in practice the 
10-year moving average of the estimated riskless rental rate as 
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illustrated in Chart XXX might be accepted as a fair approximation 
to the traditional pure interest rate. However, the writer believes 
that the annual riskless rental rate as illustrated in Chart I of 
Chapter III is the more suitable base above which currently to 
measure net investment accomplishment. 
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A HINDSIGHT REVIEW 

OF 

FORECASTS BY PROMINENT FINANCIERS 
MADE IN THE YEAR 

1899 

ON THE 

TREND OF INTEREST RATES 

Stnce 1902, savings banks and insurance companies have in the 
aggregate probably suffered greater losses through unsuccessful spec- 
ulation on the trend of interest rates than through any other form 
of investment or speculation. 

In the years 1900-1902, the last years of a long decline in interest 
rates, officers of many _financial institutions, fearing a permanent 
downward trend, concentrated their investments in high-grade bonds 
of the longest term available. The losses suffered from this action 
are not readily apparent in funds where investments are carried at 
cost irrespective of market changes, because such losses are gradu- 
ally being absorbed over a long period of years through the accept- 
ance of a return on invested capital substantially below the average 
rate currently obtainable. 

The decline in market value of the average high-grade 314 per 
cent 100-year bond from 1902 to 1920 was over 30 per cent. The 
difference between income actually received on these high-grade, 
long-term bonds and the average rate currently obtainable during 
the eighteen years was about 4% per cent. If the total difference in 
income return of about 9 per cent is added to the decline in market 
value, we find that there was in 1920 a combined shrinkage of about 
40 per cent. This unfortunate shrinkage was just as real whether 
the low-coupon bonds were sold in 1920, the loss recorded and pro- 
ceeds reinvested in a smaller number of bonds of higher coupon rate, 
or whether the same bonds, carried on the books at cost, are held 
until maturity accompanied by an extended sacrifice of income in 
order gradually to restore the principal amount originally invested. 

In the year 1899 the Equitable Life Assurance Society asked the 
most prominent financiers of the United States to give their opin- 
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ions as to the rate of interest they considered safe for a life insur- 
ance company to count upon realizing during the 20 ensuing years. 
From the replies it is apparent that many of these men interpreted 
this inquiry as a request for their forecasts of the trend of interest 
rates over the 20-year period. A review of their letters reprinted on 
the following pages will help us more clearly to understand the 
reasoning that prompted such heavy institutional buying of long- 
term bonds in the early 1900’s, and may leave some of us less san- 
guine to-day on the future of long-time investments. 

The plethora of capital seeking investment in the United States 
at the present time and the concentrated buying of long-term bonds 
by institutional investors are very similar to conditions that existed 
in the years centering about 1899. Heavy commitments in long-term 
bonds are undoubtedly influenced by the feeling prevalent among 
many present-day students of finance that the trend of interest 
rates will be downward for many years to come. Before hazarding 
the greater part of an institution’s funds on this forecast, however, 
it may be well to ponder over the reasoning advanced by our most 
prominent financiers in 1899 which resulted in prophecies that have 
proven almost 100 per cent wrong. The major arguments advanced 
for lower interest rates to-day are very similar to those advanced in 
1899. Average yield on highest-grade, long-term, taxable bonds is 
substantially higher to-day than it was in 1899, but if proper allow- 
ance is made for state and federal taxes now paid out of bond in- 
come, the net return is approaching the low point of the gross return 
of 1899. 

Without attempting to forecast whether the general trend of inter- 
est rates for the 20 years following 1927 will be up or down, the 
writer holds to the belief that sound investing, like sound insurance 
underwriting, implies protection against all contingencies of the 
future that can reasonably be anticipated rather than a dependence 
on one potential future development that human judgment presumes 
to foresee. The prominence and unquestioned ability of the fore- 
casters of 1899 and the extent to which they were mistaken in their 
judgments provide a striking illustration of the unreliability of 
financial forecasts over any considerable period. And the enormous 
losses incurred by the institutions that speculated on these eminent 
prophecies emphasize the fundamental importance of maintaining 

protection against unexpected eventualities in any conservative. in- 
vestment program. 

A hindsight review of the predictions of 1899 should sound a. 
warning note to insurance companies and other institutions now 
encouraged by the forecast of present-day students of finance to 
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commit the greater part of their capital to long-term bonds without 
any compensating investment to protect the fund in the event that 
the opinions of our forecasters again prove to be erroneous. 

The following letter was written in January, 1899, to a number 
of leading financiers by the Equitable Life Assurance Society of the 
United States: 

My Dear Sir: 
We should be greatly obliged to you if you would be good enough 

to let us know what rate of interest you consider it safe for a life 
insurance company to count upon realizing, on its total assets, in- 
vested in such securities and mortgages as an institution of this kind 
should hold, during the next twenty years. 

The policy contracts and the premiums charged thereon involve 
a calculation in advance of the interest rate which will certainly be 
obtained beyond peradventure, and the opinion of experienced finan- 
ciers is sought in order to reach a trustworthy conclusion. 

Very truly yours, 
JAMES W. ALEXANDER. 

The following are the answers received: 

TreASURY DEPARTMENT, 

Office of the Secretary. 

Washington, D. C., January 21, 1899. 

My Dear Sir—I have yours of the 19th inst., in which you ask my 
opinion as to the rate of interest which a life insurance company can 
reasonably count upon realizing on its total assets, invested in such 

securities and mortgages as such an institution should hold, during 
the next twenty years. 

Any answer made to such a question is, of course, liable to be 
vitiated by circumstances and vicissitudes which no human mind 

can measure in trying to estimate the future. Looked at, however, 
in the light of probabilities, with the general average conditions, 
social and national, which have prevailed for twenty years past, and 
taking into account the rapid increase of capital and the growing 
economies in production and distribution, it would seem that the 
tendency of interest was permanently downward, and that it would 
be hazardous to estimate a rate higher than 3 per cent as an average 
available return upon high-grade securities during the next twenty 
years. 

On the other hand, with our country largely undeveloped in its 
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latent resources, as it is, affording still room for the intelligent appli- 

cation of capital to the development of such resources, it would 

seem to me that 3 per cent might be fairly estimated to be a realiz- 

able average rate. This, at least, is about the point where my judg- 

ment balances the question. Very truly yours, 
Lyman J. GAGE. 

OFFICE OF ASSISTANT TREASURER 

OF THE 

UNITED STATES 

New York City, January 30, 1899. 

Dear Sir—Of course, there are many “if’s and but’s” in monetary 
prevision, but as I see present and prospective financial conditions, 
I should say that 3 per cent per annum income is the best estimate 
I would advise in making future long investments. Very respect- 
fully, 

C. N. Jorpan, Asst. Treasurer. 

Bankine House 

OF 

Henry Ciews & Co. 

11, 18, 15 and 17 Broad St., and 35 Wall St. 

New York, January 28, 1899. 

Dear Sir—I cannot but feel some hesitancy in attempting to 
answer, with any definiteness, the important question presented in 
your letter of the 26th inst. 

Your selection of investments, from the care and the intelligent 
choice of opportunities with which it is exercised, is so different from 
that of the average investor, that I cannot take ordinary experience 
as to earnings on stock or bond investments, as a sure guide for 

estimating such returns in the case of a great institution like yours. 
I find that the Equitable Life, in 1897, received an average of about 
414 per cent on its investments in stocks and bonds. That is prob- 
ably 34 to 1 per cent more than the average careful investor, select- 
ing only gilt-edged stocks and bonds, realized that year. This dif- 
ference of return, or a good portion of it, should be credited to an 
institution like yours in estimating its probable future earnings from 
this class of investments. 
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My own judgment, formed from the past drift of the rate of 
interest and from the apparently strong probabilities of that ten- 
dency continuing in force, is that the average conservative investor 
may be expected to earn in the future, from the class of investments 
you mention, from 21% to 334 per cent, or, on an average, say 3 to 
34 per cent; and upon that basis, I should judge that, with your 
superior facilities in selection and management, you might safely 
count upon an average return of 34 per cent for the average of the 

. twenty years, upon the actual amount invested. 

I submit this estimate with much diffidence in view of the great 
complexity of the many influences that are now affecting the earn- 

ings of capital. It seems to me, however, to be fully established, by 
the last quarter of a century’s experience, that the cheapening of 

productive forces diminishes the earning capacity of capital; and I 

see no reason for expecting that this law will cease to operate within 

the period you suggest. 

Very truly yours, 

Henry CLews. 

23 Nassau Street. 

New York, February 1, 1899. 

My Dear Sir—I beg to acknowledge the receipt of your favor of 

January 26th. 
I have given the matter very careful consideration, and I think 

that depending upon any more than 3 per cent as an average return 
upon investments during the next twenty years would not be con- 

servative. The average, in my opinion, will be rather less than more. 

Believe me, 
Yours very truly, 

Avuaust BELMONT. 

Kuun, Lors & Co. 

27 and 29 Pine Street. 

New York, January 19, 1899. 

My Dear Sir—I have your valued communication of yesterday, 

in which you ask my opinion as to what rate of interest should be 

considered safe for a life insurance company to count upon from 

its investments for the coming twenty years. 
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This, as you are aware, is a difficult question to answer, and what- 
ever is said can, at best, be only an expression of opinion. 

To me it appears almost certain that the rate of interest on invest- 
ments such as a conservative corporation will be willing to make, 
must further decline. The amount of available railroad bonds which 
have heretofore offered so large a field to draw upon for investment, 
is becoming more and more reduced, and the new railroad construc- 
tion to be undertaken in the future will not be very considerable 
and will almost entirely be done in the way of extensions to existing 
companies. I have very little doubt that the rate of interest on 
such investments will, before long, decline to 3 per cent, while upon 
state and municipal bonds this has already become the top rate. 

It may be possible for a time to realize a somewhat better rate on 
real estate mortgages, but, as you are likewise aware, the volume of 
these is not great, and, at best, real estate mortgages cannot be con- 

sidered as long permanent investments. 
Though it is not at all unlikely that after another ten years have 

elapsed, 3 per cent may be a high rate of interest, not obtainable on 
first-class investments, with the opportunities which still offer to 
invest at 314 per cent, or even somewhat better, and taking into 
consideration, in the case of your company, the large amount of 
bonds paying a higher rate of interest it already owns, I believe it 
will be entirely safe to take, for a period of twenty years, 3 per cent 

interest as a basis for the company’s business. I remain, 

Very truly yours, 
Jacos H. ScHIrr. 

UnitTep States Trust CoMPANy 

OF 

New York. 

45 and 47 Wall Street. 

January 19, 1899. 

My Dear Sir—Replying to yours of yesterday’s date, I beg to 

state that the rate of interest which I consider it safe for a life 

insurance company to count upon realizing on its total assets, in- 

vested in such securities and mortgages as such an institution as 

yours should hold, during the next twenty years, is 3 per cent; 

possibly 314. The latter rate I do not consider beyond peradventure. 
‘ Very truly yours; 

a JoHN A. Srpwart. » 
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THe CuHase NationaL BANK. 

New York, January 31, 1899. 

Dear Sir—In further reply to your favor of the 26th inst., making 
inquiry as to what rate of interest I would consider it safe for a life 
imsurance company to count upon realizing on its total assets in- 
vested in such securities and mortgages as an institution like yours 
should hold, during the next twenty years. 

After consideration of the subject I have reached the conclusion 
that from 3 per cent to 3% per cent per annum would appear to be 
a fair rate of interest, taking into consideration the high class of 
securities required by life insurance companies like your own. 

Very truly yours, 
H. W. Cannon, President. 

Tuer GREENWICH Savincs Bank, 

(Incorporated 1833.) 

246 and 248 Sixth Avenue, 8S. E. Cor. 16th Street. 

New York, January 28, 1899. 

My Dear Sir—I have received your esteemed favor of the 26th 
inst., and it gives me pleasure to be of service to you, though I am 
afraid my judgment possesses no great value in the direction named 
by you. 

I am disposed to think that a life insurance company could, with 
the liberal scope of investments at their command for the coming 
twenty years, invest their moneys so that they would earn on an 
average from 3.25 to 3.50 per cent per annum, but in view of what 
you say about your policy contracts and premiums charged thereon, 
I would, were the case my own, base all such calculations upon an 
interest rate of 3 per cent. 

Most cordially yours, 
JOHN Harsen Rwoapes, President. 

Tue Mercantite Trust Company. 

New York, February 3, 1899. 

Dear Sir—In reply to your favor of January 26th, asking my 
opinion as to a safe rate of interest for the calculations of a life imsur- 
ance company during the next twenty years, I beg to say that in 
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my judgment I should consider 3 per cent the minimum and 34% 
per cent the maximum. 

I think, nevertheless, that, considering the character of a life insur- 
ance contract, only the safest assumptions should be used in the 
calculations of premiums. This is especially reasonable when it is 
remembered that in a mutual company any excessive interest earned 
is returned to the policyholders in the shape of profits. I therefore 
consider that the rate of interest which should be assumed by a life 

insurance company in making new contracts at the present time 

should not be more than 3 per cent. 
Very respectfully yours, 

Louts FrrzGprap, President. 

Tue Nationat Park Bank 

OF 

New York. 

January 31, 1899. 

Dear Sir—Answering your letter of January 26th, addressed to our 

president, Mr. Edward E. Poor, I regret exceedingly to state that 

Mr. Poor is confined to his bed by illness. 

Therefore, that there may be no further delay in answering your 
letter, I beg leave to state that, if my understanding of your inquiry 
is a correct one, I should consider the rate of 3 per cent that is 

allowed on United States Government bonds of their last issue, or 
the rate allowed on our city bonds, either of these, to be a conserva- 

tive basis for you to base your operations upon; and remain, with 

our regards, Very truly yours, 

RicHarD DELAFIELD, 

Vice-President. 

EmicraNntT INpusTRIAL Savincs Bank, 

51 Chambers Street, N. Y. 

New York, January 28, 1899. 

My Dear Sir—Replying to your communication of the 26th inst., 

asking my opinion in regard to “what rate of interest I consider safe 
for a life insurance company to count upon realizing on its total assets 

invested in such securities and mortgages as an institution of this 
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kind should hold during the next twenty years,” I would say that, 
believing cheap money is here to stay, the maximum would not 
exceed 34% per cent, and I strongly incline to the belief that it would 
be unsafe to rely on a greater than a 3 per cent rate, or basis. I 
remain, Very truly yours, 

Jas. M’Manon, President. 

Union Trust Co. or New York, 

80 Broadway. 

New York, January 20, 1899. 

My Dear Sir—I acknowledge receipt of your favor of 18th inst., 
asking my opinion as to what rate of interest would be safe for a 
life insurance company to count on realizing on its total assets in- 
vested as stated by you during the next twenty years. This is a 
difficult question to answer, in view of the changes that have taken 
place in the last few years in the interest realized upon trust funds, 
and any surmise can only be a guess. I should think that the rate 
of interest you can rely on should not be in excess of three per cent 
(3 per cent), nor below two and one-half per cent (2% per cent) 
per annum. Very truly yours, 

Epwarp Kine, President. 

NATIONAL BANK OF COMMERCE 

IN 

New York. 

February 2, 1899. 

Dear Sir—Replying to your letter of 26th ult., I beg to say: I am 
strongly of the opinion that, 3 per cent is as much as can be cer- 
tainly relied on for the full term, though 34 might be obtained for 
the next few years. Yours very truly, 

W. W. SHERMAN, President. 

Merropouitan Trust CoMPANY. 

New York, January 31, 1899. 

My Dear Sir—Absence from my office has prevented more prompt 
attention to your favor of 26th inst. 
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Replying to your question therein contained, I beg to say that | 
think a life insurance company during the next twenty years can 
count upon realizing a rate of 3 per cent on its total assets invested 
in such securities and mortgages as an institution of that kind 
should hold. 

Yours very truly, 
Brayton Ives, President. 

Tue Lincotn Nationa, BANK 

OF THE 

City or New York, 

32 to 42 East 42d Street. 

New York, January 30, 1899. 

My Dear Sir—I am in receipt of your letter of the 26th inst. 
The problem you give me is a most difficult one to solve; but I think 

that the rate of interest cannot be more than 4 per cent for the next 
twenty years. It is “the unexpected, however, that always hap- 
pens”; and I may be wide of the mark. Money is very plentiful 
now, and, in my opinion, it bids fair to remain so for many years 

to come. I think it may be truthfully said that its earning capacity 

is being rapidly reduced to the low standard which prevails in 
England. In fact, far from the rate quoted being too low an esti- 
mate, I should say that, if it is desired to fix upon a rate that can 
be counted upon with absolute safety, 4 per cent is the very maxi- 

mum that. can be realized. Yours very truly, 
Tuos. L. James, President. 

Dry Dock Savines INsTITUTION, 

341 and 3438 Bowery. 

New York, January 27, 1899. 

Dear Sir—Your favor of the 26th asking my opinion as to the 

probable return on investments during the next twenty years, duly 
received. 

So many things may occur in the time specified to change opinions 

and alter calculations that it is rather difficult to determine upon an 
actual rate, but taking into consideration the latitude allowed to you 
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and kindred companies in the way of investment, in my opinion 
354 per cent is the maximum rate of income you can figure upon 
with certainty. 

In giving the foregoing figures, I am governed by a firm belief 
that low rates of interest on first class investments will prevail in 
the future. 

There will undoubtedly be times in the future, as have been in the 
past, when rates will rise above the present level, but these will be 

temporary only and have no lasting effect. Yours very truly, 

Anprew Mrs, President. 

Tup WesteRN NationaL BANK 

OF THE 

Crry oF New York. 

New York, February 6, 1899. 

My Dear Sir—I beg to acknowledge the receipt of your valued 

favor of 26th ultimo, asking me what rate of interest I would con- 

sider it safe for a life insurance company to count upon realizing on 
its total assets, investments in securities and mortgages such as an 

institution of that kind should hold, during the next twenty years, 
and I would say that I believe 3 to 3144 per cent would be a fair 

basis for making calculations as regards policy contracts and pay- 

ments for the period named. Three per cent would probably be a 
more conservative basis for making such calculations than 314 per 
cent. I remain, dear sir, 

Yours very respectfully, 

V. P. Snyper, President. 

New York Lire INSuRANCE 

AND 

Trust CoMPANyY, 

52 Wall Street. 

New York, February 2, 1899. 

Dear Sir—I find that the general opinion of my friends and advis- 

ors is that the rate of interest upon such securities as you describe 
is tending toward 3 per cent. Yours truly, 

Henry Parisy, President. 
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Tue Hanover NATIONAL BANK. 

New York, February 2, 1899. 
My Dear Sir—I duly received your letter of January 26th. On 

thinking the matter over, I do not see how a company like yours 

can estimate the return on new investments for the next ten years 

at a higher rate than 314 per cent. 
What will be true of the succeeding decade is uncertain, that being 

too far off for me to say much about. 
Yours very truly, 

Jas. T. Woopwarp, President. 

Tue WeEsTERN SAVING FunpD Society 

OF 

PHILADELPHIA. 

Philadelphia, February 6, 1899. 

My Dear Sir—I have received and carefully considered your letter 
of the Ist inst. I am of opinion that, in view of the increased 
accumulation in insurance companies and saving funds of capital 
seeking investment, and in view of the present and prospective re- 
funding of maturing railway loans at a lower rate of interest than 
that to which we have heretofore been accustomed, and in view also, 
and not leastly, of the apparent end of the contest as to the standard 
of value, it is not safe to calculate upon an assured income for a 
long period of years from high class investments at a rate exceeding 
from 24% to 3 per cent. I am, 

Faithfully yours, 
C. Sruarr PATrerson, 

Vice-President. 

Tue FourtH Nationat Bank, 

14 Nassau Street. 

New York, January 27, 1899. 

My Dear Sir—In reply to your favor of the 26th inst., I beg to 
say that, in my opinion, 3144 per cent would be the outside rate that 
you could calculate on realizing for the next twenty years on such 
securities as a life insurance institution could properly invest in. I 
believe that low interest rates have come to stay. 

Very respectfully yours, 

J. Epwarp Stmmons, President. 

Sa elie 
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Tue New EnNGuAnp Trust Co. 

Boston. 

February 1, 1899. 

Dear Sir—Your letter of January 27th was duly received. 
My first impression was to name 3 per cent as the rate upon 

which you could safely base your calculations for the next twenty 
years, but upon reflection I am inclined to doubt whether you can, 
with absolute safety, go higher than 234 per cent. 

I certainly hope that this will prove to be a mistaken judgment. 
Yours very truly, 

Wo. Enpicort. 

Mercuants Nationa, BANK 

New York. 

January 30, 1899. 

Dear Sir—Replying to your circular letter of the 26th inst., 
would say that, in my opinion, the rate of interest I would “consider 
safe for a life insurance company to count upon realizing, on its 
total assets, invested in such securities and mortgages as an institu- 
tion of your kind should hold, during the next twenty years,” would 
not exceed 334 per cent per annum. 

Yours very truly, 
Ros’r M. Gauuaway, President. 

Mercantitp Trust & Deposir Co. 

OF 

BALTIMORE. 

February 2, 1899. 

My Dear Sir—I am in receipt of your esteemed favor of the Ist 
inst., and in reply to your inquiry as to my opinion of the rate of 
interest which would be safe for a life insurance company to count 
upon realizing upon its total assets invested in such securities and 
mortgages as an institution of this kind should hold during the next 
twenty years, I would state that in my judgment it would only be 
safe to calculate upon an average rate of interest not exceeding 31% 

per cent. 
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No one knows better than yourself the present tendency of renew- 

ing loans at reduced rates of interest, especially on mortgages and 

issuance of new securities which have been so fully exemplified by 

large reorganizations in your city.. I remain, dear sir, 
Yours very truly, 

Joun Gii1, Pesident. 

President’s Office, 

THe ComMmercitaL NationaL Bank, 

Chicago. 

February 6, 1899. 

My Dear Sir—I beg leave to acknowledge receipt of your favor of 
the 1st inst. relative to interest rates to be counted upon in the 
future by life insurance companies. It is very probable that the 
present plethora of unused money will not continue permanently 
in this country, but I do not believe even such fact will greatly tend 
to prevent rates for permanent investment in large sums from 
falling. 
My judgment is that if you can secure, to a certainty, 3 per cent 

in the future on loans, bonds, ete., you will be fortunate. If a great 
many permanent real estate and building investments are made there 
would be danger of the average falling as low as 2% per cent. 

Very respectfully, 
James H. Eckets. 

Tue Girarp Lire Insurance, ANNuITY & Trust ComMPANyY 

OF 

PHILADELPHIA. 

February 3, 1899. 

My Dear Sir—In response to your valued favor of the 1st inst., 
I should think that a 3 per cent rate would be all that could be 
safely counted upon during the next twenty years. 

While, no doubt, your revenue from the use of general assets in 

various ways would make your general income exceed the return 
from this rate of interest, I believe the tendency of the rate on 
strictly first class and permanent investment securities is steadily 

9 
toward a 3 per cent basis. Very truly yours, 

EK. B. Morris, President. 
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Tue Nationa, BANK or CoMMERCD 

IN 

St. Louis. 

St. Louis, February 6, 1899. 

My Dear Sir—I regret that I am not in position to give you a 
reply to your inquiry of the Ist inst., that will be of particular value: 

The trend of interest rates is downward, of course, and yet it is 
difficult for any one to forecast what will take place in the next 
twenty years. 

The rapid accumulation of wealth and money for investment, and 
the consequent strong demand for first class securities, will naturally 
cause a reduction, but how fast that will take place is a problem that 
I do not like to pass upon without giving it more careful considera- 
tion than is possible at present. 

Offhand, I should say that calculations based upon more than 3 
per cent would not be realized if a period of twenty years is to be 
considered. Yours truly, 

J.C. Van Brarcom, Vice-President. 

INTERNATIONAL Trust CoMPANY. 

Boston, Mass., January 28, 1899. 

Dear Sir—Replying to your favor of the 27th inst., we beg to say 
that we are of the opinion that with the immense improvement in 
the business and financial prosperity of the United States already 
assured, the prospective increase in the outlet for American manu- 
factures, and the increased field for American capital and enterprise 
by reason of the acquisition of the islands in the West Indies and 
the Pacific, including the Philippines, that the demand for money 
and capital as a result thereof must give us, at least, for the next 
ten years, an average rate of income equal to that of the past ten 
years, during which time business has been almost paralyzed and all 
enterprise stifled. Trusting this fully answers your inquiry, we are, 

Very truly yours, 
Jno. M. Granam, President. 

Tue FourtH St. Narionat Bank. 

Philadelphia, February 3, 1899. 

My Dear Sir—I do not know that my opinion is worth much, but 
in reply to your inquiry of February Ist, I would roughly estimate 
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the rate of interest at which you ought to make calculations to cover 
the next twenty years to be about 3 per cent. I know, as a matter of 
course, that during the past twenty years you have earned much 

more than that, and will probably do the same during the next 
period of twenty years, but in such a calculation as you suggest it 

seems to me that one must deal rather with unfavorable factors 
than such as are particularly favorable; in other words, the rate 

determined upon must be safe beyond peradventure. Such I believe 
3 per cent to be. 

With kind regards to yourself personally, believe me, Yours very 

truly, 
S. F. Tyzer, President. 

St. Louis Trust Company. 

St. Louis, February 20, 1899, 

Dear Sir—In reply to your letter of the 2d inst., will say, basing 
my opinion on your having facilities in all sections of the country 
for making investments, and on the fact that you loan on city real 
estate, I do not believe you can safely count on a rate of interest to 

exceed 4 per cent. Should you confine your investments to gilt-edge 
bonds, I should say, in this event, 344 per cent would be the 

maximum. 

Yours very truly, 
Txos. H. West, President. 

Tuer PuiaperpHia NATIONAL BANK. 

Philadelphia, February 2, 1899 

Dear Sir—Yours of the Ist inst. is received. The present ab- 
normal condition of money in our country makes this a questionable 

time, it seems to me, to predicate the value of money for a period 
of, say ten or twenty years, and no opinion can be more than con- 

jectural or be likely to aid in the solution of the problem, beyond 
the generally accepted fact that we are to look for much lower rates 
than have prevailed in the last five years. I incline to think of 
3% per cent as the probable average rate. Very truly yours, 

B. B. Comreys, President. 
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Tue Tuirp NATIONAL BANK 

OF 

Boston. 

Boston, Mass., January 30, 1899. 

Dear Sir—Replying to your favor of January 27th, 1899, I should 
say, from the best opinion which I can form, that it would not be 
safe for a life insurance company to count upon realizing, during the 
next twenty years, upon its total assets invested in such securities 
and mortgages as an institution of this kind should hold, more than 
3% per cent per annum. 

Yours truly, 
Moses WILLIAMs, President. 

Tue Nationa, BANK 

OF THE 

REPUBLIC. 

New York, January 28, 1899. 

Dear Sir—In reply to yours of 26th inst. It is very difficult to 
predict, but should think 3 to 314 per cent outside. Very re- 
spectfully, 

O.iver 8. Carter, President. 

First NationaL BANK oF CHICAGO 

Chicago, February 6, 1899. 

My Dear Sir—I have your favor of the Ist inst., my answer to 
which has been delayed owing to my having the grip. 

Your question is a broad one, and I hardly know how to answer 
it, not being familiar with the class of securities and mortgages to 
which you restrict yourselves in your investments. As an off-hand 
opinion, would say that if your company realizes an average of 3% 
per cent on your investments during the next twenty years, you will 
be doing as well with your money as, in view of the present outlook, 
I think it is possible for you to do. Yours truly, 

Jas. B. Forcan, Vice-President. 

New Orueans Nationa BANK. 

New Orleans, February 6, 1899. 

Dear Sir—Your letter of February 1st, requesting an expression 

of opinion: “Let us know what rate of interest you consider it is 
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safe for a life insurance company to count upon realizing upon its 

total assets, invested in such securities and mortgages as an institu- 

tion of its kind should hold during the next twenty years,” has been 

received. I name 3 per cent per annum. Sincerely yours, 
A. BALpwIn, President. 

Tue Curicaco NarionaAL BANK 

Chicago, February 3, 1899. 

Dear Sir—Answering your inquiry of February Ist, would say 
that in my opinion the life imsurance companies of the country 

should figure their assets on a 3 per cent basis, and that they should 
commence doing it at once. When they come to replace the high 

rate securities they now hold, it will, it seems to me, be exceedingly 

difficult for them to average 3 per cent on all their investments. 
Yours truly, 

J. R. WatsH, President. 

First NationaL BANK or Boston. 

Boston, Mass., February 3, 1899. 

Dear Sir—Your favor of the 27th ult. is received, and would have 

been answered sooner but for the press of business. 

I think the rate of interest safe (not to go below), would be four 
per cent. If we cannot invest our money at that rate then we must 
increase our rates for insurance. The present rates for good safe 
bonds, stocks and mortgages are already low, and tending downward 

all the while, and the outlook is not encouraging. 

Very truly yours, 

JoHN Carr, President. 

AMERICAN EXCHANGE BANK. 

St. Louis, February 6, 1899. 

Dear Sir—Yours 3d received. Three per cent, in my opinion, will 
be the average rate for “gilt edge” securities for the next twenty 
years. With kind personal regards, I am, Yours truly, 

Waker Hrt1, President. 
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VERMILYE & Co. 

New York, January 30, 1899. 

Dear Sir—Replying to your favor of the 26th inst., in which you 
ask our opinion as to “what rate of interest you consider it safe for 
a life insurance company to count upon realizing upon its total 
assets, invested in such securities and mortgages as an institution of 
this kind should hold, during the next twenty years,” we would 
say, that when one looks backward and sees the changes that have 
taken place during the past twenty years, and the rates that capital 
would command, any prediction for the future seems very hazardous. 
We should say, however, that if you based your calculations upon 

a 3 per cent rate, that you would be very conservative, which is, we 
know, what you desire to be. Yours very truly, 

VERMILYE & Co. 

J. & W. Setieman & Co., BANKERS. 

Mills Building. 

New York, January 28, 1899. 

Dear Sir—In answer to your letter of January 26th, we would 
say that it is our opinion that it will not be safe for a life insurance 
company to count on realizing, during the next twenty years, a 
return of more than 3 per cent on its total assets invested in the kind 
of securities to which such an institution would, by the nature of its 
business and the law, be limited. 

Yours truly, 
J. & W. Sericman & Co. 

Buarr & Co. 

33 Wall Street. 

New York, January 27, 1899. 

Dear Sir—We have your favor of the 26th inst., and fully note 
your inquiry. ; 

In our opinion it would be safe for a life insurance company to 
count upon realizing 34% per cent on its security and mortgage 
investments during the next twenty years. 

Very truly yours, 
Briatr & Co. 
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DrexeL & Co. 

Philadelphia, February 2, 1899. 

My Dear Sir—We have yours of the 1st inst. The question asked 
is an exceedingly difficult one upon which to venture an opinion; 

but considering the course of the stock market recently, and the way 
in which high class investment bonds have been and are now selling, 
the demand for such, and the reduction in the interest rate for 

mortgages, etc., we are led to the conclusion that any higher average 
rate of interest on first class securities than 314 per cent is not likely 

to be had, and we therefore suggest in making the calculations for 
a term of years regarding your business, which are necessary for its 
proper continuance, that it would hardly seem wise to adopt a rate 

of interest exceeding 3 per cent per annum; such a course in my 
judgment would be the safest to pursue. 

Yours very truly, 

Drexet & Co. 

—_— 

W. H. Newso.n’s Son & Co. 

Philadelphia, Pa., February 4, 1899. 

Dear Sir—In answer to your letter of February 1st, I would say 
that, as far as I can judge from the opportunities of forming an 

opinion at my command, between 314 and 4 per cent would be 

fairly safe, with these two rates as a maximum and minimum. 

Yours very truly, 

ArTHUR E. NEWBOLD. 

LEHMAN, Stern & Co. 

(Limited.) 

New Orleans, February 9, 1899. 

Dear Sir—I have your favor of Ist inst., and in reply beg to say 
that I would consider 314 per cent interest a safe rate to calculate 
on to be realized on such assets as a company of your kind is likely 
to invest in. Yours truly, 

Mavricr Stern. 
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Tue BANK For Savrncs 

IN THE 

Crry or New York, 

280 Fourth Avenue. 

January 27, 1899. 

My Dear Sir—You give me a hard nut to crack, but at a guess 
and considering that you can, or do, take a much wider range of 
investments than we are permitted to, I should say 3 per cent might 
do for some time to come. We can buy nothing now that we will 

buy, to pay over about 3% and from that down, and with mort- 
gages generally down to 4 per cent, our rate of interest must come 
down as soon as some more of our old investments mature. 

Yours truly, 

Merritt TRIMBLE, President. 

Winstow, Lanier & Co., BANKERS 

New York, January 30, 1899. 

Dear Sir—In reply to your favor of the 26th inst., in which you 

ask us what rate of interest we “consider it safe for a life insurance 

company to count upon realizing, on its total assets, invested in such 
securities and mortgages as an institution of this kind should hold, 
during the next twenty years,’ we would say that we consider the 
rate of 3 per cent per annum to be a safe one on which to base your 
calculations for that period. We beg to remain, 

Very truly yours, 
Wrnstow, Lanier & Co. 

I. & S. Wormser, BANKERS. 

Mills Building 15 Broad Street. 

New York, January 28, 1899. 

Dear Sir—In reply to your favor of the 26th inst. we beg to say 

that in our opinion any corporation investing in prime securities at 

present prices should realize about 3% to 3%4 per cent during the 

next twenty years. Yours truly, 
I. & S. WormseEr. 
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Kipper, Prasopy & Co., 

113 Devonshire Street. 

Boston, Mass., January 30, 1899. 

Dear Sir—In repiy to yours of the 27th inst., I would say that 
I believe that 31% per cent is a fair estimate of income for the 
coming twenty years. 

At present this seems high, but I look for a more favorable con- 
dition of affairs for investment companies such as you represent. 

Very truly yours, 
F. G. WessTeEr. 

Kountze Broruers, BANKERS. 

New York, February 2, 1899. 

Dear Sir—In reply to your favor of 26th January, we understand 
you desire an expression of opinion as to what rate of interest we 
think you should realize from investments maturing in next twenty 
years. 

Considering the average yields of municipal and railway mort- 
gages, such as your company could purchase on average of twenty- 
year maturities, and discounting somewhat the tendency of still 
lower rates as shown by returns of continental investments, we 
should consider.an average rate of 3.30 per cent—or, say a range from 
3.20 per cent to 3.40 per cent. 

Very truly yours, 

KounTzeE Bros. 

Tower, Gippincs & Co., BANKERS, 

105 Devonshire Street. 

Boston, January 30, 1899. 

My Dear Sir—Replying to yours regarding the probable average 
return on standard investments for the next twenty years, I would 
say that my opinion is that one may expect an average of about 

314 per cent. I put it at this figure in the belief that interest rates 

in this country and in Europe are to approach one another more 
closely. As I understand it, for the past twenty years the average 
rate in London, the mean between the Bank of England and the 
open market rate, has been just under 83 per cent. This has been 

onl 
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a period of very general political quiet. Tenser political conditions 
abroad, I am inclined to believe, will make for an advance in rates 
in London for the future. On the other hand, the completion of 
our great railroad systems and the tendency toward industrial con- 
solidations here will make for permanently lower rates in this coun- 
try. As you are not confined in your investments to a strictly 
savings bank basis, you ought, perhaps, to average better than 314 
per cent rate. 

Very truly, 

W. A. Tower. 

Hyams, Moorr & WHEELER, 

Bankers and Brokers. 

New Orleans, February 20, 1899. 

Dear Sir—In answer to your favor of the 14th inst., I beg to say 
that I would consider you might count upon realizing between 314 
to 4 per cent, certainly not over 4 per cent. 

Yours truly, 
Rosert Moore. 

117 Duane Street. 

New York, January 31, 1899. 

Dear Sir—You ask in your favor of the 26th inst. “what rate of 
interest I consider is safe for a life insurance company to count upon 
realizing on its total assets during the next twenty years.” I under- 
stand that the present rate at which Equitable’s assets are valued for 
surplus and dividend purposes is 4 per cent. I am inclined to believe 
that perfect safety requires that this rate should be gradually re- 
duced so that your calculations may rest upon a solid basis of 3 per 

cent. Very truly yours, 
Corne.ius N. Buiss. 

681 Fifth Avenue. 

New York, January 30, 1899. 

Dear Sir—I am in receipt of your note of the 26th and in reply 
beg to say that it is rather difficult to form an estimate for the next 
twenty years. as a basis for a life insurance company to count upon 
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realizing upon its assets, invested in such securities and mortgages 
as an institution of that character should hold. My own judgment, 
however, leads me to believe that it would be entirely safe to take 
3 per cent as a basis for the company’s business for a period of 
twenty years. Very truly yours, 

Lev1 P. Morton. 

THE GorDON. 

Washington, February 3, 1899. 

Dear Mr. Alexander—Your letter has been forwarded to me in 
Washington, where I am detained by a commission to settle the 
difficulties between Canada and the United States. 

As I understand your question, you wish me to state what would 
be a safe rate of interest in my judgment for the best class of in- 
vestments during the next twenty years. This has, of course, nothing 
to do with taxes and expenses of the office, for which I suppose you 
make the necessary allowances. 

The best bonds command from 314 to 31% per cent. The best 
mortgages 314 per cent, although I hear of one as low as 314 per 
cent. State and city securities on long time cannot be quoted over 
3 per cent. 

The question then resolves itself into how great decline, if any, 
will take place in the rate of money for the next twenty years. 

Our enormous trade balances have accumulated vast sums of 
money in the country so that the present rate is probably below the 
average. On the other hand, most people believe that the rate of 
interest, which has been falling for years, will remain permanently on 
a lower basis. 

I think, however, that we should make allowance for the enter- 
prise and speculative tendency of the American people, and the 
enormous resources still to be developed in the country. Besides, 
you will always be able to make from your central situation, the 
large amount of money at your disposal, and your superior knowl- 
edge, many investments at a higher rate than the market. 

I think, therefore, that 3-314 per cent would be a fair and con- 
servative estimate of what you would earn during the next twenty 
years. 

I give my opinion with the greatest diffidence, as it is impossible 
to foresee many events, such as an European war, which would 
upset any calculation. 

Very sincerely yours, 

T. JEFFERSON CooLipce. 
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Chicago, February 7, 1899. 

Dear Sir—In reply to your favor of Ist inst., will say: We think 
that 3 per cent is the maximum rate which any life insurance com- 
pany should guarantee for the next twenty years. Yours very truly, 

Wn. H. & J. H. Moors. 

D. O. Mitts, 

15 Broad Street, New York. 

January 30, 1899. 

My Dear Sir—Your favor of the 26th inst. is received. In answer 
to your question as to what rate of interest would be considered 
safe for a life insurance company to count upon realizing on its total 
assets during the next twenty years, I should say, in my opinion, 
not over 3 per cent. 

The Government will undoubtedly be able to refund in the “nine- 
teen hundreds” at 21% per cent. 

Very truly yours, 
D. O. Mis. 

31 Nassau Street. 

New York, February 9, 1899. 

My Dear Sir—I am in receipt of your favor of 3d inst. asking my 
opinion as to what rate of interest I would consider it safe for a life 
insurance company to count upon realizing on its total assets in- 
vested in such securities and mortgages as an institution of its char- 
acter should hold, during the next twenty years. 

This is a very important question, and so many elements must 
be considered as likely to affect the rates of interest during such a 
lengthened period, that, in attempting to answer it, it appears to me 
one must be guided in coming to a conclusion by making a com- 
parison with the past. 

Recalling the financial panic in England in 1847, known as the 
“railroad panic,” resulting from the railroad mania that had pre- 
vailed for the preceding year or two, and which was no doubt 
precipitated and aggravated by the total failure of the potato crop 
in Ireland during the autumn of that year, the Bank of England 
rate of interest advanced to 10 per cent, and to allay the panic the 
Government suspended the Bank act. This brought relief, and the 
rate of interest gradually fell until it reached 2 per cent, and con- 
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tinued at that rate; until the autumn of 1852. During the period 
of liquidation and, husiness stagnation (from 1847 till 1852), railroad 
shares and railroad debentures, but especially the former, fell enor- 

mously in price and, indeed, as the result afterwards showed, far 
below their intrinsic value. In 1854 and 1855 first-class railroad 
debentures bearing interest at the rate of 5 per cent per annum, 
payable semi-annually, could be purchased at par or even with a 
concession on that price, and such debentures I do not believe could 
now be purchased so as to yield more than 2% per cent. The low 
price of these securities was doubtless in some measure due to the 
distrust created by scandalous railroad management. During this 
same period, and while the Bank of England rate continued at 2 per 
cent, I remember hearing shrewd, intelligent business men alleging 
that money would never again be as valuable as it had been, owing 
to the great increase of capital; yet since that time the Bank of 
England rate has been advanced several times to 10 per cent during 
seasons of panic, and to 3, 4, 5 and 6 per cent when there has been 
no panic. It is now very difficult, if not impossible, to make good 
investments there that will pay more than 3 per cent per annum. 

So much for the rates of interest in England during the past fifty 
years, but let us now look nearer home. That there has been an 
enormous increase of wealth in this country during the past twenty 
or thirty years; or, in other words, of capital, and a consequent re- 
duction in the value of money as evidenced by reduced rates of 
interest, every one engaged in business must have perceived. Take 
one case out of many that might be cited as an illustration. The 
N. Y. Central & Hudson R. R.R. Co. made a mortgage on its 
property in 1873 to secure an issue of bonds to the extent of $40,- 
000,000, bearing interest at the rate of 7 per cent per annum. When 
these bonds were first issued they were sold at par, or at a nominal 
premium. Recently that same company has made a new issue of 
bonds, bearing 344 per cent interest, or exactly half the rate that 
the bonds bore that were issued in 1873, and these bonds are now 
selling at a premium of fully 12 per cent, and at that price will 
yield the investor a return of but about 3 12/100 per cent per 
annum. Other cases where a similar comparison can be made, but 
differing only in degree, will readily occur to you. It may be re- 
marked, however, that the lengthened period which recent issues of 
railroad bonds have to run—in some cases fifty or one hundred 
years—would seem to indicate that the makers of these obligations 
do not anticipate any great fall in the value of money for a long 
time to come, and that we have now reached, or are rapidly ap- 
proaching, a minimum rate. Be that as it may, it does appear to 
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me that we have reached a point where we must make up our minds 
that owing to the large increase of capital in the country, the rates 
of interest have become permanently lowered, but whether they will 
go still lower, and what they may go to during the next twenty 
years, of course no one can foretell. There are various matters that 
will undoubtedly influence the rates for money. Amongst these may 
be mentioned our present unsettled monetary condition, and should 
we have such legislation as has been promised by the present Gov- 
ernment, and the greenbacks and other fiat money should be retired, 
we would have a smaller circulation, and that in itself should secure 
a higher return for money, for a time at least. Then, there is a 
probability that large amounts of capital will be required for indus- 
trial and other mercantile purposes in Cuba, Porto Rico, the Philip- 
pines and the Sandwich Islands, as well as for the development of 
many industries in our own country proper, which are still in their 
infancy, and this may, and no doubt will, in some measure affect the 
rate for money, from time to time; and I should say that, taking all 
these elements into account, and others which probably exist now 
or may come into operation hereafter, and which do not occur to 
me, I think it would not be safe to estimate the average rate of 
return that can be counted on on first-class investments during the 
next twenty years at over 3 per cent. 

I make these suggestions to you very hurriedly, and remain, Yours 

very truly, 
JoHn S. KENNEDY. 

New York, January 30, 1899. 

Dear Mr. Alexander—Replying to your letter under date of the 
26th inst. as to what rate of interest I would consider it safe for a 
life insurance company to count upon realizing on its total assets, 
invested in such securities and mortgages as an institution of this 
kind should hold during the next twenty years, would say that, in 
my judgment, it would not be safe to count on more than 3 per cent. 
Yours very truly, 

Marcetitus Harrey. 

N. Y. Centrat & Hupson River Ratzroapd Co., 

Grand Central Depot. 

New York, February 3, 1899. 

Dear Sir—A careful consideration of the continued tendency in 
this country to low interest-bearing money; the fact that New York 
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has become, and will permanently remain, one of the financial cen- 

ters of the ‘world; that the growing indebtedness of Europe to the 
United States is likely to increase rather than diminish, all indicate 
that it would be unsafe for a life insurance company to calculate 
upon a better rate than 3 per cent for a period of twenty years. 

Yours very truly, 
CuHauncey M, DeEpew. 

96 Amers BuILDING, 

Boston, February 6, 1899. 

My Dear Sir—In response to your favor of the 27th ult., as I 
look back over the last twenty years, which have certainly been full 
of variety for all who have had occasion to borrow or to loan money, 
and realize the rate which the Government has paid for its money, 
viz., about 4 per cent in 1879 and 1880, down to 3 per cent in 1898, 
it seems to me that the rate for prime investments has correspond- 
ingly fallen, and that where in 1879 or 1880 you could look forward 
for twenty years and expect to realize 484 to 5 per cent, in 1899 
you could not look forward for the same length of time and expect 
to average over 314 per cent to 334 per cent. 

I do not know whether, under the law, you are obliged to invest 
certain portions of your money in certain kinds of securities, but if 
you are practically free, except as regards good business judgment as 
to safety, it seems to me that you ought to be able to realize 314 
per cent, on the average, for the next twenty years. 

Yours very truly, 

SAMUEL Carr. 

Hennen Building. 

New Orleans, February 9, 1899. 

Dear Sir—Your letter of the Ist current has come to hand, and 
the subject inquired of has received much consideration from me. 
It is my fixed opinion that no safe life insurance company can count 
upon realizing more than 3 per cent for the next twenty years on 
its total assets, invested in such securities and mortgages as an insti- 
tution of this kind should hold. The history of the world shows that 
as every country grows older and increases in wealth, population and 
prosperity, there is a decline in the rate of interest. There has been 
a notable decline in the rate of interest in this country in the last 
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twenty years, particularly in all safe public securities. Even in this 
section, where the last forty years has been filled with war, recon- 
struction and pestilence, the rate of interest has been cut in two. 
In 1874 the interest on our State bonds was 7 per cent. Now it is 
4, and the bonds are selling way above par. At that time the inter- 
est on the debt of the city of New Orleans was 6, 7, 8, and even 10 
per cent. In 1892 she refunded her whole debt at 4 per cent, and 
her 4 per cent bonds are worth 112 in the open market. Up to a 
very few years ago the current bank rate in this city was 8 per cent 
even when money was plentiful. It rarely goes above 6 at this time, 
and generally runs at 4. The current rate of interest for mortgages 
used to be 10 per cent (obtained by evading the usury laws); now 
it is 5 and 6. 

I see nothing that can stop this tendency to cheap money, except 
general war and destruction of values. It would, in my judgment, 
be the height of unwisdom for any institution that measures its gain 
and its stability by the current rates of interest for safe investments 
to close its eyes to these patent facts. 

Yours very truly, 
Epcar H. Farrar. 

Boston, February 16, 1899. 

Dear Sir—In reply to your question regarding the future normal 
rate of interest on the safest investments, I should say positively 
three (3) per cent should be the maximum rate on which you could 
safely base computations of reserve. I think it more likely that 
two and a half (214) per cent will be the normal rate within a very 
short period than that the safe rate will be above three (3). 

I have never witnessed a period in which the accumulation of 

capital in this country has proceeded with the rapidity of the last 
decade, even including the period of panic and depression. That 
capital consists in an excess of useful products beyond immediate 
consumption when fully met. Unless we find a large outlet for the 
safe export and investment of the proceeds of this surplus, I am of 
opinion that capital will accumulate in this country more rapidly 
than general intelligence which is necessary to its use. It will be 
many years before many States of this country come to the con- 

clusion that, where the equal rights of creditors are not respected, 
or where preferences are given to debtors, capital cannot be safely 

invested. Neither can capital be safely invested in a community 
which advocates fiat money, and would force cheap money of any 
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kind upon creditors without respect to the unit or standard value of 
the world. 

Again: Will it be possible for a great mass of the people who do 
the work of this country to lift themselves above the level of mere 
manual laborers, so as to become capable of conducting the work in 
which fine mechanism constitutes the capital as fast as modern 
science will develop the opportunities? In the last analysis, if you 
can forecast the mental energy which may be developed and the 
intelligence which renders the service of capital and labor abso- 
lutely mutual, you may be able to make a clearer forecast of the 
future rate of interest. I have not that confidence in the progress 
of intelligence in State legislation, or in that progress of the com- 
prehension of the true relation of labor and capital, that would lead 
me to hope for such great opportunities for the use of capital to the 
mutual benefit of all concerned as would make an active and con- 
tinuous demand—carrying the rate of interest above two and a half 
(2144) per cent, and certainly not above three (3) per cent. Yours 
very truly, 

EpwarpD ATKINSON. 

P. S—Another factor must enter into this computation, namely, 
the present tendency of some legislators to regard great insurance 
corporations as cormorants, which induces a constant effort to at- 
tempt a larger and larger measure of meddlesome and harmful 
control, in place of resting upon complete publicity of accounts, 
another indication of the present lack of any true consideration of 
this somewhat complex subject. BK. A. 

Chicago, February 9, 1899. 

My Dear Sir—Answering your favor of the Ist inst., would say 
that for purposes wanted 3 per cent would probably be safest figure 
for you to count upon. My judgment, however, is that you will 
realize not less than 3% per cent. Yours very truly, 

MarsHALL FieExp. 

226 Devonshire Street. 

Boston, January 30, 1899. 

Dear Sir—Your letter of January 27th has had my careful con- 
sideration. My opinion is that the highest rate of interest. which it 
would be safe for a life insurance company to count upon realizing 



APPENDIX II 299 

upon its total assets, invested in such securities and mortgages as 
i company such as yours should hold, during the next twenty years, 
would be 234 per cent. 

Yours faithfully, 
J. R. Lerson. 

New Orleans, February 8, 1899. 

_Dear Sir—Yours of the 1st inst. is received. In my opinion you 
may count on 3 per cent interest on your assets. Yours truly, 

Is1poRE NEWMAN, SR. 

23 Broad Street, 

Boston, January 28, 1899. 

My Dear Sir—I am in receipt of your valued favor of yesterday’s 
date and its interesting contents have my careful attention. 

It is a hazardous thing for any one to make a prediction respect- 
ing rates of money for a long period in the future, but the general 

tendency toward lower rates, due to the constant increase of money 
in this country, must be apparent to everyone who has given the 
subject much thought, and I should not consider it prudent for so 
long a period as the next twenty years, with an institution of your 
character to count upon realizing on such securities as I assume you 
would consider it prudent to have your assets invested in, more than 
3 per cent per annum, as in my judgment we are rapidly approach- 
ing this basis. 

Very sincerely yours, 
Henry R. Reep. 

New Orieans Corton EXcHANGE. 

New Orleans, February 9, 1899. 

Dear Sir—Replying to your favor of the 1st inst., beg to say, from 
my personal knowledge of the attractive opportunities it offers for 
safe investment of capital, its great future for development, agricul- 
turally, commercially, and in manufactures, I believe the South will 
soon receive the attention of conservative investors, who for years 
to come could anticipate a net revenue of at least 4 per cent on 
unquestioned security, which could be readily realized upon if 
desired. 

Respectfully, 
JoHn M. Parker, President. 
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PHILADELPHIA AND REeapING RatLwAy CoMPANY. 

Philadelphia, February 2, 1899. 

Dear Sir—I have your letter of February 1, and note your inquiry 
as to what I think a life insurance company may count upon realiz- 
ing on its total assets invested in such securities and mortgages as 
an institution like yours should hold during the next twenty years. 

I do not feel myself competent to advise on such a subject, having 
no special knowledge other than any business man may have, and 
I can only say that it seems to me that so far as railway bonds and 
mortgages on Eastern real estate are concerned, it is not likely that 
more than 314 per cent can be realized. 

Yours truly, 
J. S. Harris, President. 

Avaustus P. Lortna, 

Counsellor at Law, 

22 Congress Street, Boston. 

Boston, Mass., January 28, 1899. 

My Dear Sir—I have your communication of the 27th, making 
inquiry about the rate of interest to be expected for ten years. 

The rate on investments made now is a very different question 
from the rate you can expect to receive investing ten years hence. 

On an investment made to-day, I should think you could safely 
count on 31% per cent. 

I am not sufficient of a prophet to predict the rate to be realized 
on investments made ten years hence. 

Yours truly, 

A. P. Lorne. 

THE GaLLATIn Nationa Bank. 

No. 36 Wall Street, New York. 

February 28, 1899. 
My Dear Sir—Replying to your favor of the 23d inst., I beg to 

say that in my opinion 34g per cent per annum would be a very fair 
return on the high grade of securities required by a company of your 
standing. Very truly yours, 

F. D. Tappren. 
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RESULTS OF TWENTY-FIVE LARGEST UNITED 

STATES FIRE INSURANCE COMPANIES 

From 1905 to 1927 the annual gain from investment operations of 
the 25 largest fire insurance companies of the United States has aver- 
aged twice the annual gain from underwriting. As might be ex- 
pected the results of the 25 companies show a wider variation 
between companies in underwriting profits than in gains from in- 
vestments. The ratio of annual net underwriting gain to total 
admitted assets in the best company averaged for the period 
6.71 per cent against a loss of 1.25 per cent for the poorest company. 
The ratio of annual net gain from investment to total admitted assets 
in the best company averaged 6.37 per cent against 2.85 per cent for 
the poorest company. 

While it is never possible to present a picture complete in all 
details in such a comprehensive study without confusing the major 
issues that are being analyzed, it is believed that from the long-term 
viewpoint the general results shown in this analysis are fairly com- 
parable. The method of compilation was as follows: 

It was assumed that the total amount of capital involved in 
the operation of each company was fairly represented by the 
total admitted assets shown in the company’s return to the 
New York Insurance Department each year. In many cases, 
however, assets increased or decreased rapidly during the year 
and it did not seem proper to measure the accomplishment of 
a company on the basis of an amount of capital employed that 
was not approximately maintained during the year. The base 
for measuring underwriting and investment profits was, there- 
fore, determined by the average of admitted assets carried at the 
beginning and at the end of each year. 

With respect to underwriting results, these figures were com- 
piled under the direction of Mr. Alfred M. Best of New York. 
Underwriting gain for each company was computed each year 
by subtracting from premiums earned the losses and expenses 
incurred and then adding or subtracting 40 per cent of the gain 
or loss in unearned premiums. The exact percentage of increase 
or decrease in unearned premiums that should be considered as 
underwriting gain or loss is, of course, open to a great deal of 
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discussion. It is certain that the percentage should vary in 

different companies and even in the same company for different 

years. But if it is attempted to refine the analysis too greatly, 
some of the major factors may be obscured and it is more satis- 
factory to accept a reasonable percentage applicable to all com- 
panies for the entire period and then mentally make such res- 
ervations with respect to individual companies as intimate 
knowledge of their history may justify. 

Accepting total admitted assets as the capital employed in 
the two branches of underwriting and investment, we are again 
confronted with a problem on which opinions will vary widely 
with respect to the determination of just what proportion of 
the rental for this capital should be charged to the underwriting 
department and what proportion to the investment department. 
Our more or less arbitrary division of 50 per cent to under- 
writing and 50 per cent to investment perhaps favors the 
investment department, but it is partly justified by its sim- 
plicity, and individual students of the subject can readily make 
whatever revisions they desire from these computations by 
changing this division of assessment for rental of the capital 
employed in accordance with their own ideas. On the charts, 
pages 325 to 350, the yearly riskless rental rate has been indicated 
by a dotted line and the average rate for the period by an un- 
broken line. 

Our method for calculating annual gains from investment 
operations has been explained in some detail in Chapter IV. In 
this study of underwriting and investment results we have 
included total investment gains from real estate, mortgages, 
collateral loans, bank deposits, bonds and stocks and have 
applied this gain against average admitted assets carried during 
the year. Gross income and appreciation or depreciation from 
each class of assets has been regularly used except in the case of 
real estate where we have deducted taxes and cost of repairs 
from gross returns. The stocks of subsidiary insurance com- 
panies have been computed at the values reported to the New 
York Insurance Department, which from an investment view- 
point are in some cases substantially lower than actual cost or 
current market values. For example, the Firemen’s Insurance 
Company of Newark shows theoretical losses for both 1925 and 
1926 as a result of the arbitrary valuations placed on their in- 
creasing investment in New Jersey Investment Company stock. 
Since uniform practice has been followed in all companies, how- 
ever, allowance can readily be made for any unusual temporary 
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influence from this artificial valuation method by those ac- 
quainted with the investment operations of the companies in- 
volving substantial blocks of insurance stocks. Over a long 
period the changing values of insurance stocks are, in large 
part, reflected in their capital and surplus and, consequently, 
in the book value prescribed by the New York Insurance De- 
partment. 

With the accounting methods now generally followed, total annual 
investment accomplishment of each company, measured according to 
the plan that we have advocated, may be readily ascertained by 
addition of the five following factors: 

1. Difference between market and book value of investments at 
the end of the year, less the difference between these values 
at the beginning of the year. 

2. Net gain above book value on all investments sold. 
3. Adjustments made during the year in book values. 
4. Gross cash dividends and interest payments received on 

stocks, bonds, mortgages, collateral loans, and bank de- 
posits, plus net rental payments (after repairs and taxes) 
on real estate. 

5. Interest accrued on bonds at the end of the year, less interest 
accrued on bonds at the beginning of the year. 

It is unfortunate for our purpose in attempting to develop invest- 
ment experience tables of the leading fire insurance companies that 
their reports on investment operations for a number of years have 
been based upon arbitrary or fictitious figures which, in fact, have 
generally represented a moving average of the market values during 
times of violent fluctuation. The effect of using these arbitrary 
figures in our experience tables will simply be to minimize the gains 
and losses recorded in certain years. It will have practically no 
effect upon the comparison of results for the entire period. The 
results shown in our investment experience tables and charts may, 

however, be accepted as a record of the complete existing facts 
without introduction of theoretical values except in so far as the 
New York Insurance Department or the National Convention of 
Insurance Commissioners’ valuations of securities for certain years 
represented some adjustments from the existing market values. 
The New York Insurance Department or Convention valuations for 
these years were determined as follows: 

For the year 1907—the market value for the first day of each 
month of the year plus the market value as of December 31, 
1907, divided by 13. 

For 1914—the market value as of June 30, 1914. 
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For 1917—the average of market values November 1, 1916, and 
February 1, May 1, August 1, and November 1, 1917. 

For 1918—the average of the appraised value as previously 
ascertained for 1917 and the market value as of November 
30, 1918, with the exception that all Liberty bonds were 
appraised at par. 

For 1919—the average of previously appraised value for 1918 
and actual market value as of November 1, 1919, with the 
exception that all Liberty bonds bought through subscription 
at par were so appraised, otherwise, they were carried at 
market value. 

For 1920—the average of previously appraised value for 1919 
and actual market value as of November 1, 1920, with the 
exception of Liberties subscribed at par which were appraised 
at par, otherwise, at the market value. 

For 1921—all securities acquired during the year appraised at 
December 31 market values. All securities acquired prior to 
1921 carried at the average of previously appraised 1920 
values and November 1, 1921 market values. Liberties ac- 
quired at par through subscription carried at not less than 
par. Those acquired otherwise, at purchase price or Decem- 
ber 31 market values, whichever was higher. 
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APPENDIX IV 

INVESTMENT Po.ici—ES AND ACCOMPLISHMENTS OF Z 
TWENTY-FIVE LARGEST UNITED STATES 

Fire [InsurANCE CoMPANIES ott 





COMPARISON OF INVESTMENT POLICIES AND ACCOM- 
PLISHMENTS OF TWENTY-FIVE LARGEST UNITED 

STATES FIRE INSURANCE COMPANIES 
1903-1927 

In THIs study we have analyzed the general policy followed by 
each company with respect to proportions of total assets maintained 
in each major type of investment, and have also measured the 
effectiveness of the varying policies in terms of actual investment 
accomplishments. 

The findings of this analysis are portrayed graphically on the 
following pages. The study goes back to January, 1903, the earliest 
date on which the essential data could be obtained. The experience 
of each company is illustrated on a separate chart, the lower part of 
which indicates the percentage of total invested assets carried each 
year in: 

1—Real Estate 
2—Mortgages and Collateral Loans 
3—Bank Deposits 
4—Bonds 
5—Preferred Stocks 
6—Common: Stocks 

The upper part of each chart shows the percentages realized on 
these invested assets in the form of income and market appreciation. 
Our method of measuring investment returns for each year has been 
explained in some detail in Chapter IV and Appendix III. 

Several insurance companies during this period expanded their 
businesses by obtaining control of other insurance companies through 
purchase of a majority of the capital stock. Although this stock is 

carried as an investment, it should more properly be considered as 
an extension of the insurance business since the parent company is in 
control of the acquired subsidiary. Also, the actual investment worth 
of such subsidiary companies is difficult to obtain from time to 
time, and the investment results shown in the annual reports have 
been dependent upon the accounting procedure that the parent 
company has chosen to follow. In the important cases insurance 
investments of this type have amounted to 25 per cent or more of 
total stocks held, and in order to get a clearer picture of investment 
experience not confused by a large overinvestment in more or less 

321 



322 INVESTMENT MANAGEMENT 

private enterprises of which the insurance company itself was the 
active manager, we have eliminated these unusual investments from 
our tables. 

The average riskless rental rate for the 24-year period, as cal- 
culated in a previous study, figures out at 4.29 per cent and it is 
approximately from this point, in our opinion, that the relative 
success or failure of each policy should be measured for this period. 
Inasmuch as part of the invested assets of each company had to be 
maintained in. bank deposits on which the return is always sub- 
stantially less than the current rental value of capital, perhaps our 
standard is a little high. The average size of these bank deposits, 
however, does not appear sufficiently great to warrant any important 
modification of our base for the measurement of investment accom- 
plishment. Those companies maintaining an unusually large amount 
on deposit have not followed the most efficient policy from an invest- 
ment viewpoint and it is proper that this less efficient investment 
policy should be reflected in our measurement of results. 

Generally speaking, the companies carrying the largest percentages 
in stocks, particularly common stocks, throughout the period have 
shown the best: results. 

Mortgages and collateral loans also appear to have contributed a 
favorable average return for the period, but it should be borne in 
mind that such holdings with uncertain marketability are not adapted 
to the main purpose and objectives of a fire insurance company’s 
assets—at least from an underwriting viewpoint. Also, the adminis- 
trative expenses connected with mortgage loans have been greater 
than similar expenses for other assets. Mortgages and collateral 
loans were more profitable than long-term bonds during the period 
1901 to 1920, not only because of the generally higher income 
afforded but also because the principal value of these short-term 
loans remained approximately stable while a drastic depreciation 
in long-term bond values was brought about by the gradual increase 
in interest rates. Since 1920 the reverse has been true and market 
appreciation on long-term bonds has much more than covered the 
spread between high-grade bond yields and the more liberal rates 
obtainable from mortgages and collateral loans. 

Other important factors to consider when attempting to correlate 
the investment policies of specifie companies with their actual accom- 
plishments are: 

1. Heavy reductions in common stock holdings at unfavorable 
periods may have resulted in a relatively poor total accom- 
plishment in spite of the fact that average holdings in com- 

mon stocks for the entire period were fairly high. Con- 
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trariwise, substantial increases in common stocks at these 
same periods may have resulted in a relatively successful 
total accomplishment in spite of the fact that average hold- 
ings in common stocks for the entire period may not have 
been large. 

2. During the period 1909 to 1920, while industrial common 
stocks were enjoying a substantial appreciation in value, 
railroad common stocks were steadily declining. Those 
companies maintaining large holdings in rail stocks during 

this period will, of course, reflect this condition in their 
accomplishments. Connecticut companies not permitted 
to invest in industrial stocks have been particularly affected 
by this somewhat forced concentration in rails—partly off- 

set, however, by investments in profitable bank stocks. 
3. One or two companies in the early years realized large profits 

from unusual real estate operations. 
4. The average return from bonds may have been considerably 

improved in the cases of specific companies by: 

(a) Concentration in short maturities prior to 1922. 

(b) Shifting from short to long maturities and vice versa 

at favorable periods—or, in other words, successful 
speculation on the trend of interest. rates. 

(c) Heavy commitments in speculative bonds. After due 

allowance for all defaults in interest and principal 
payments a well diversified group of speculative bonds 

appears to have shown better average results over the 
entire period than a similar group of very high grade 

issues. 

Immediately following the charts of the 25 individual companies 
will be found an analysis of the average proportions carried and the 

average accomplishments of the 25 companies. Here the propor- 

tions in the various types of assets do not vary greatly from year 

to year and for the entire period they average approximately as 

follows: 

Real Estate 4% 

Mortgages and Collateral Loans 10 % 
Bank Deposits 8 % 
Bonds 49 % 
Preferred Stocks 7.5% 

Common Stocks 21.5% 
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Large holdings in the stocks of subsidiary insurance companies 
omitted in this analysis would materially increase the average per- 
centage carried in common stocks. 

Annual return on these investments of the 25 companies, including 
both income and appreciation, has averaged 4.70 per cent for the 
period, or .41 per cent more than the average riskless rental value 
of capital. 

For a more detailed analysis of the investment experience of these 
companies, it will be helpful to study the tables on pages 351 to 355. 
Actual changes in market value of these investments have been 
somewhat more varied at times than are indicated in these experience 
tables based upon the New York Insurance Department’s annual 
appraisal values. This leveling of market variations does not, how- 
ever, affect the aggregate results shown for the entire period. It is 
interesting to note from these tables that whereas the invested assets 
of the average company have, with all dividend, interest and net 
rental accretions, increased in value almost 200 per cent since 1903, 
the original principal, omitting this compounding effect of income, has 
appreciated only 6.40 per cent. If all income accretions are in- 
cluded, but we deduct the current riskless rental value of capital 
each year before compounding, the 1903 invested assets would have 
shown a growth in principal value of only 8.27 per cent. In neither 
of the latter two cases was the original 1903 principal completely 
restored until 1925. 
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FIDELITY PHENIX FIRE INSURANCE COMPANY 
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UNITED STATES FIRE INSURANCE COMPANY 
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GLOBE & RUTGERS FIRE INSURANCE COMPANY 
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FIREMEN’S INSURANCE COMPANY OF NEW JERSEY 
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NATIONAL LIBERTY INSURANCE COMPANY 
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NIAGARA FIRE INSURANCE COMPANY 
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PHOENIX INSURANCE COMPANY 
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GREAT AMERICAN INSURANCE COMPANY 
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AMERICAN INSURANCE COMPANY 
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FIRE ASSOCIATION OF PHILADELPHIA 
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SPRINGFIELD FIRE AND MARINE INSURANCE COMPANY 
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HOME INSURANCE COMPANY 
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INSURANCE COMPANY OF NORTH AMERICA 
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BOSTON INSURANCE COMPANY 
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FIREMEN’S FUND INSURANCE COMPANY 
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ST. PAUL FIRE AND MARINE INSURANCE COMPANY 
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NATIONAL FIRE INSURANCE COMPANY 
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AVERAGE OF 25 FIRE INSURANCE COMPANIES 
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APPENDIX V 

COMPARISON OF ACCOMPLISHMENTS FROM BONDS AND 
STOCKS BY THE TWENTY-FIVE LARGEST UNITED 

States Frre INSURANCE COMPANIES 





COMPARATIVE INVESTMENT EXPERIENCE OF THE 
TWENTY-FIVE LARGEST FIRE INSURANCE COM- 

PANIES IN BONDS AND STOCKS 

In THis study we are making a comparative analysis of the in- 
vestment experience from bonds and stocks of the 25 largest fire 
insurance companies from 1908 to 1927. Our analysis goes back 
only to 1908 because of the difficulty involved in interpreting the less 
complete annual reports prepared for the insurance commissioners 
of the various states previous to that time. The comparative In- 
vestment Experience Table of Bonds and Stocks held by the 25 
Largest Fire Insurance Companies from 1908-1927 is produced on 

pages 366 to 368. The figures shown in this table for “income,” 

“appreciation,” and “total gain” in each year, are the percentages 

that the actual figures bear to the average market value maintained 

in bonds or stocks during each year. The figures representing this 
investment accomplishment were calculated by the general meth- 

ods which we have outlined in Chapter IV and Appendixes III and 
IV. The investment accomplishment of the 25 companies illustrated 
on Chart XXXIII, pages 362 to 365, reflects the smoothing out of 
actual market fluctuations as a result of Department valuations 

of securities explained in Appendix III, pages 305 and 306, and we 
have therefore in this chart similarly smoothed out our base riskless 

rental rate by taking the average for the entire period (4.23 per cent) 
rather than the rates applicable to the specific years as illustrated 
in Chart I of Chapter III. In any record of experience where 

actual market values are available for the entire period, however, 
the specific rates applicable to each year should be used as the 

base above which to measure net investment gain for that year. 

January, 1908, was almost the low point of the 1907 bear market 

and we would not have been justified in starting our experience 

table at this unusually favorable time for investment were it not 

for the fact that the Department valuations used actually were 
about midway between the high and low points of the cycle. Thus 
although our study begins at a time of unusually depressed prices, 

the Department valuations upon which the investment experience 
of these insurance companies is based are reasonably high. 

In all cases where stocks of subsidiary insurance companies were 

359 



360 INVESTMENT MANAGEMENT 

carried to the extent of 25 per cent or more of total stocks held they 
have been omitted from this analysis for the reasons explained in 
Appendix III and Appendix IV. 

In Chart XX XIII, on the following pages are presented graphically 
the comparative investment accomplishments from bonds and from 
stocks by each of the 25 largest fire insurance companies in the 
United States as derived from the investment experience tables of 
these companies shown on pages 362 to 365. The length of each bar 
indicates the percentage of total return during the year to the 
average amount carried in bonds or stocks. 

The line across each chart at 4.23 per cent represents the average 
riskless rental rate for the period 1908 to 1927. If we accept as a 
proper measure of net gain from investment management the amount 
realized over and above the simple rental value of the capital 
employed, the shaded portions are actual business profits contributed 
by the investment departments of the various insurance companies. 
Likewise, those years in which total accomplishment falls short of 
the riskless rental rate are years of business losses from investment 
operations and for which the investment departments are just as 
responsible. A comparison of average results over a number of 
years is of course the best measure of the relative business profits 
contributed by bonds and preferred and common stocks. These re- 
sults also reveal the relative investment skill exhibited by the man- 
agements of the various companies. It is at once apparent from the 
average results shown by these companies that in every case the 
net return from stocks over the whole 18-year period has been sub- 
stantially greater than that realized from bonds. 
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Table XII 

INVESTMENT EXPERIENCE TABLE OF INDUSTRIAL STOCKS 

Sources: 1. Selections and revisions of individual stocks as cur- 
rently maintained in the Dow-Jones Industrial Stock 
Averages. 
2. Market values each January 1 and July 1 as appeared 
in the Commercial and Financial Chronicle which were 
checked against the values used in the original statistical 
data prepared for the Dow-Jones averages. 
3. Cash dividends, stock dividends, stock split-ups, sub- 
scription rights and other changes in capital structure were 
obtained directly from the corporate records of the com- 
panies and checked against the figures of Standard Statistics 
Company after 1916. Previous to 1916 all published in- 
formation on this matter was found fragmentary and un- 
reliable. 
4. Annual earnings figures were worked out from the most 
complete published statements that could be found. Most 
of the earnings figures prior to 1917 were worked out espe- 
cially for this study by the Standard Statistics Company. 

Figures in brackets () in the lower section of the division for 
each stock (under the January 1 or July 1 columns) are the mar- 
ket. prices prevailing when revisions were made. For example, in 
1925 stock No. 9, we find that Anaconda Copper carried at 39.5 
on July 1 was sold some time between July 1, 1925, and January 1], 
1926, at 41.5, and General Motors was bought at 88.5. On Janu- 
ary 1, 1926, General Motors had appreciated to 117. 

Figures under “E” are the reported annual per share earnings in 
dollars of the stocks held on each January 1. Figures under “Inc” 
are the actual income in dollars paid on the stocks held during each 
six months’ period. The values of rights and stock dividends are 
included in a square (() or circle (O) respectively. 

The upper part of each section under “%G” shows the per cent 
that cash dividends paid during each six months’ period bear to the 
market value of each stock at the beginning of the six months’ 
period. The lower part of each section under “%G” shows the per- 
centage gain or loss in principal value, that is the per cent that the 
difference in market value of each stock between the beginning and 
end of each six months’ period bears to the market value at the 
beginning of the period; also the percentage that the values of sub- 
seription rights and stock dividends bear to the market value of 
each stock at the begining of the six months’ period. 
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Table XIII 

INVESTMENT ExperIEeNce TasBip or RarLroap STocKs 

Sources: 1. Selections and revisions of individual stocks as cur- 
rently maintained in the Dow-Jones Railroad Stock 

Averages. 
2. Market values each January 1 and July 1 as appeared 
in the Commercial and Financial Chronicle which were 
checked against the values used in the original statistical 
data prepared for the Dow-Jones averages. 
3. Cash dividends, stock dividends, stock split-ups, sub- 
scription rights and other changes in capital structure were 
obtained directly from the corporate records of the com- 
panies and checked against the figures of Standard Statistics 
Company after 1916. Previous to 1916 all published in- 
formation on this matter was found fragmentary and un- 
reliable. 

Figures in brackets () in the lower section of the division for 

each stock (under the January 1 or July 1 columns) are the mar- 
ket prices prevailing when revisions were made. 

Figures under “E” are the published annual per share earnings 
in dollars of the stocks held on each January 1. Figures under “Inc” 
are the actual income in dollars paid on the stocks held during each 
six months’ period. The values of rights and stock dividends are in- 
cluded in a square (() or circle (O) respectively. 

The upper part of each section under “%G” shows the per cent 
that cash dividends paid during each six months’ period bear to the 
market value of each stock at the beginning of the six months’ 
period. The lower part of each section under “%G” shows the per- 
centage gain or loss in principal value, that is the per cent that the 
difference in market value of each stock between the beginning and 
end of each six months’ period bears to the market value at the 
beginning of the period; also the percentages that the values of sub- 
scription rights and stock dividends bear to the market value of 
each stock at the beginning of the six months’ period. 
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386 INVESTMENT MANAGEMENT 

Table XIV 

INVESTMENT EXprrRIENCE TaBLE OF Bonpbs 

Sources: 1. Selections’ and revisions of individual bonds as cur- 
rently maintained in the Dow-Jones Bond Averages, April 
1915 to date. Only one change from the original 1915 
selections has been made to date, namely the substitution 
of Anaconda 6s—1953 in place of General Electric De- 
benture 5s—1952 that were called in 1925. Bonds carried 
in the table 1901 to 1915 consist of the selections of 1915 
as far back as they have been outstanding. 
2, Market Values each January 1 and July 1 as given in 
the Commercial and Financial Chronicle were checked 
against the figures used in the original statistical data pre- 
pared for the Dow-Jones Bond Averages. 

Figures under “%Inc” represent the per cent that interest paid 
during each six months’ period bears to the market value of each 
bond at the beginning of the six months’ period. Figures under 
“%TG” represent the per cent of interest received plus the appre- 
ciation or depreciation in principal value during the six months’ 
period, 

Indexes A, D, B, and C are based upon the average per cent 
of total gains from income and appreciation each six months. This 
average per cent total gain was obtained by adding the percentage 
figures for each bond and dividing by the number of bonds carried 
in the table for each period. That is, in the year 1901 we have 
only one public utility bond and no industrials, or a total of 21 
different bonds. Public utility issues therefore have a weight 
of 1/21 and industrial issues have no weight in determining the move- 
ment of those indexes for the year 1901. This in effect gives in- 
creasing weight to public utility and industrial bonds in accordance 
with their growing importance as an investment medium. 
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Chart XXXIV (1-28) 

RELATION OF Srock Price Trenps IN Eacu Masor INpustTry 

To THE Prick TREND or ALL SrocKks 

Individual companies listed at the top of each chart are the ones 
used to determine the Stock Price Index for that group. The com- 
panies are weighted according to the market value of all outstanding 
shares and are listed on each chart in the order of their weighting. 

The heavy fluctuating line &gm on each chart represents the 
price index of stocks in that group deflated by the price trend for 
all stocks. (For comparative purposes the price trend of all stocks 
is represented by the light fluctuating line ——.) 

The heavy broken line = ™ on each chart represents the deflated 
trend of all stocks, the base from which to measure the % variation 
of each group. 

The scale at the right of each chart measures the % variation of 
that group from the trend of all stocks, beginning January 1, 1918. 

The charts are arranged in accordance with the variation of each 
group from the trend of all stocks. The alphabetic listing imme- 
diately below gives the page reference for each of these groups. 

Group Page Group Page 

Automobile 399 Misc. Industrials 404 
Automobile Accessories 397 Paper 410 
Chain Store 398 Petroleum 417 
Chemical 408 Railroad 409 
Coal 420 Railroad Equipment 403 
Copper 416 Shipping 423 
Electric Equipment 401 Steel 415 
Farm Machinery 406 Sugar 422 
Food 400 Telegraph & Cable 412 
Gas, Traction & Power 407 Textile 421 
Leather & Shoe 419 Theatre 413 
Machine Mfe. 414 Tire & Rubber 418 
Mail Order House 402 Tobacco 405 
Metal, Mise. 41] 
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FOOD 

9 AUSTIN, NICHOLS & CO. 8 BOOTH FISHERIES 

4 CALIF. PACKING CORP 7 LOOSE-WILES BISCUIT 5 WILSON & CO. 6 STANDARD MILLING 

1} UNITED FRUIT 2 CORN PRODUCTS REFIN. 3 NATIONAL BISCUIT 

TEBE 
COCA 
COIR ET | 
NEON Ga 
HC 

(922 

1918 

Cuart XXXIV (4) 



ELECTRIC EQUIPMENT 

3 ELECTRIC STORAGE BATTERY 

2 WESTINGHOUSE E. & M. 

! GENERAL ELECTRIC 

APPENDIX VII 
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MAIL ORDER HOUSES 

402 

Percent 

Variations from 

3 NATIONAL CLOAK & SUIT 
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1 SEARS, ROEBUCK & CO.. 
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3 ADVANCE RUMELY 

2 DEERE & CO., PREF.. 

| INTERNATIONAL HARVESTER 

INVESTMENT MANAGEMENT 
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