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Introduction

The lack of adequate knowledge by the
Indian public on’ the subject ‘of investments a=d
a desire to save repetmd% of the,basic prmc1p1es
every tine advice is sought, have prompted
me to wrtite this book. In itT have endeavoured
to take the reader by the hadd dnd show him
that the business of igvestment is not after all
so risky as he believes it to bc,"although I dp not
think the average , mvestor js far wrong
in supposmg that investments mvolve 'rxut
tisks. This is chiefly because investment”
is confused With”“ speculation”. “There is no
definite boundary line between the meanings
,of these two words, and it is because of this
"that the investing pu‘ohc fail to discriminate
between the two. °

'This failure, together with their very limited
knowledge of the subject and misguidance, has
very often resulted in loss, which has instilled
into their hearts a feagr which no one but they
themselves can*eradicate. ‘To do so they must
know the principles of scientific investment, and
4 have attempted to give these to' the reader,
step by step, in as simple a language as the case
will permit. I have not put forward particular
theories, either giy own or anybody else’s, and
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then goné on to ¥xpound them. Guided by »
my limited expetience, I have shown a practical
way, supportgd by facts and figures.

I do not elaim to be an investment expert.
‘The subject interedts me deeply and it is just a
desire to render what s assistance I can to the
Indian investing publft that, has prompted me
tQ record the results of my study of the subject.
My .extreme 2nxiety to take a short road to the
mastery of the subfect hag I8d me tq take lessons
from my blundess and mistakes, and also from
"those of others, of which I have always rhade
aedleep and critical $tudy.

In the course of my short experiencesin the
line T have helped many friends and others to
invest their funds scientifically. I have on
many occasions visited Galcutta, Madras, Delhi, ¢
Lahore and other places dolely for the purpose
eof 'discussing investment mhtters personally with
nly friends and other investors, and these
opportunities, have given me a very good chance
of studying the problems confronting investors
throughout our vast country. It may sound
strange When I say that there ds a perceptible
difference between the Bombay investor arfd his
upcount:y tounterpart, not excluding that of
“Calcutta. The investor of Bombay does not
readily srespond to the recommendation made to
him owing, perhaps, to nervoygness on account
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Of his past losses, and even iffhe makes up his
mind and invests, being mote sensitive than
investors of other places, he sometime3 liquidates
when there is 2 panic due to the gfarket being
swayed by speculators—I should call them
“ master speculators”, for there are few on earth
so clever  as the Bomb‘fly fellows—thereby,
suffering a loss. The upcountry investor views
such a situatioa differently. A falling market’
does not always bothes; him and, if he has enough,
ospare money When a cdilapse ogcurs, he is not
slow to take advantage of. the situation, thergby
profiting where his Borabay friendsmakes a loss

If,, therefore, this book, based on my
practital experiénce, has even shade the average
investor realise that investment is not so risky
as he bBrlieved it to be and if it has been instru-
mental in kmdhng the® heart of the nervous
investot, then it will ot have been wtitten in
vain. ¥

]

I am fully conscious of the facé that, while
attempting to dissuade the innocent public with
a limited knowledge and means from being
lured by the tales of only a very few who have
made fortunes by speculation, I have trained my
ghns against the gamblers. I am not sotry for
it. With the excitement of such tales we uswally”
ignore the other side which exists to everfthing.
I deprecate speculation, not because I have burnt



xii THE INDIAN INVESTOR

my ﬁng.ers—a Pood lesson which I.had fylly
anticipated—but because I am fully convinced
that sciensific investment affords a far better
chance of inaking money than even systematic
spcculatlon Ngedless to say, however, that
‘careless investment is no better than aimless
speculation. * .

. In order to show cumulatiye results of the
workmgs of tite various cornpamcs comprising
*one mdustry, I have compllcd impeortant informa-
tlo,n covering the last 15 years artd set it foich’
in ‘the form of charts representmg each industry

*in«India, witlt the exception of a few, most of
which, being new, dcfy accurate compilation.
These charts are aot given to hélp the redder to
forecast which way the various industries are
heading. " None but Ameticans believe i1 charts
which are supposed ox"drawn to forecast major
or minor movements. & take such charts as
the wheel tracks of an ain.aless cart in a desert
which only indicate which way the cart has gone
and where'it is but never which side it will
turn. But the charts that I have présented to
the reader are not for any purppse other than to
retrospect each industry at a glance, and without
figures and words which would perhaps cover
a few volumes.

. sshould have liked to entitle this book
« Scientific Investments * as itedeals with nothing
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dise but a scientific way to succdssful investment,
but I felt such a title would not have indicated
sufficiently cleatly the purpose for wmch it has
been written. It has been writtgn not for
specialists but specially for Indian investors
whose circumstances diffe; fundamentally from
investoss abroad. It airas at “discouraging
aimless and reckless speculation and showing
the methods of scientific investment, calculated
to help the flow of Indian capitzl along the right
.channels therqby promoting industrial prosperity
and raising our standard: of living. Withcut
stimulating  investments we - ‘caanot  kindle
entrepreneurs and without them we cannot
acceletate our psosperity. Thergfore, the loglcal
conclusion is that investment plays a very
important part in human life, and I hope that
tinis work will primarily help the Indian investing
public to give their capital a safe and profitable
outlet, which will in turn instil confidence
into idle capital which is reputed to be shy.

This book embraces two distinct features :
(1) it prepares an inexperienced investor of even
ordinary intelligence to study the principles
Lnderlymg scientific investment, and aftér show-
ing how these can be applied, proceeds to
compile an investment portfolio suitable for his
own requirements and to show how to manage
it, (2) it endeavours to convince expetienced
but unmetkodical investors and speculators alike
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that the systed of scientific investment;%a
system entirely devoid of throbbing moments,
frowns an8 sleepless nights—universally acknow-
ledged to Yge the best, when wotrked over a
series of yearse offers far .greater advantages

than any other methpd.
Chapters ITI, I¥ and V will he found to
, deal with Balance Sheets. Despite the fact that
thece are several books written on balance
sheets, detling comprehefsively with the subject,
I have deemed it expedient to tquch upon the
vital points necessary to scrutinise a balance
Fheet, thus giwvirfg the Yeader in a few pages a
summary of the important contents of these
books. Readtss, particularly #hose whe have
no knowledge of the subject, are urged to go

through °‘these pages carefully, reading them
more than once if neasssary, until the contents

are mastered. . ‘

#  From a casual reading it may seem that it
is almost impossible to study and follow the
principles 2dvocated in this book. As I have
already said, there is nothing in it thut is based
on mege theories. Everything there is in. it is
practicable, To risk carelessly our sayings—
which literally means accumulated hard labour—
just because we do not want to go to the trouble
of learning, amounts to nothing short of allowing
ourselves to drown because we refuse to attempt
to master the art of swimming,
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In conclusion, I wish to esbress my indebted-
ness to my friends whose forbearance has helped
me to make a deep study of their sflccesses and
failures. My thanks are due to,®Professor P.
Andrade for having so very «indly undertaken
the task of correcting my diction. My thanks
are a0 due to other fifends whose criticism
has guided me in completing.this wotk, and to
Messts. Place, ‘Siddons & Gough, ,Caicutts and
Kothari & Sons, Maduas, particularly the former,

yhose annual reference books: have helped me
1 nsely in drawing charts and making ecca-.
sional references. TG the good nature of my
brother, which has kept me frce from domestic
cares, I can pay no adequate tribute.

- C. F. C. pE SOUSA.

Coover Villa,
Middle Colaba,
Bombay.
December, 1941.
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POSTSCRIPT.

A sligist and unavoidable delay occurred
in sending tltis work to the press, within which
time Japan and Agmerica entergd the war, with
the result that all shares and securities are marked
down at present. Aslthe principles advqcated
in this book are not based on any partlcular
' prices, it was not felt necessary to alter the prices
qudted in examples. Only a few words about
the later phas®Qf the wWar have been mserted'
.on page 15 with a view to emphasising .ne
four-fold ruin that speculasion can bring.

‘ L}
C. F. C pe 8.

February, 1942.



CHAPTER 1

Scientific Investment.

L]

The growth of civilization has brought in
its train. such new devices % e\cha'nge control,
tariff barriers, commodity restrictions, quota
systems, protection and other intricacies, in-
cseasing the ditficultics gof the Indmn. investot
who has little ssource for rcllahle and autho-
ritativs,, informatfon on investments. It is
unfortunate that unlikee Britaip and America
we have no sufficiently large and rcliable organi-
izations gonducging business as. investment
*consultants  where unskilled ‘and  innocent
investors can look for guidance, or where others
cam check their own idcas‘ and conclusions. .

Books generally hek; irt such an eventuality.s
There are hundreds of them written by foreign
authors but all treat subjects from the point of
view of their own requirements andy as far as
the author «is awarc, therc is not a single copy
cxisting to-day which eubstantially helps the
Indian jnvestor, because our conditions and
circumstances differ considerably from those
of *the abovementioned two countrics. It is,
therefore, hoped that this work will throw light
on the vital problems confronting the Igdian
investor.
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Only a few! of us have the fortune of havihg
the investment portfolios prepared by invest-
ment experts and on the strength of that we
generally 8it tight over our holdings confidently
looking forward for dividends to roll in with
clock-work regularjty and for capital to appre-
ciate in due course. If the list dqes rfot fulfil
the purpose for which it was intended, or does
nat functipn properly, then we are not slow to
blame our luck, if not* the investment expes,
without makisg any attempt to,see where the
feult lies. To-day, -more than ever, no Snvest-
ment list, hbiwewer sodhd and well constructed,
can be indefinitely kept without overhauling if
maximum benefit is to be detived from «t. Once
the list or the investment portfolio is constructed
we heave a sigh of relief as an indication that
our investment problem is over. In fact, how-
.ever, as soon as the investment portfolio is
prepared, our work mcrcly begins. When a
portfolio is compiled in certain circumstances
it must logically be revised when these circum-
stances change. A successful investment port-
folio is, therefore, neyer complete. It is like
any other business, but in an invisible form,
always requiring not the routine work but
specialized management which one alone «can
give to one’s own investments.

*As conditions are, all of us cannot have
access to authotritative and reliable information.
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o
This is one of the reasons \vfw we must have
some knowledge of investments sg that our
knowledge, the knowledge of brokers and of
friends may be combined to give primarily a
safe home to our &apital, and tflen to supplement
our main income by the iwestment income and
to appreciate capital.

Another réason why we n;ust have spme
Jknowledge of this sebject is, that eindividuale
;ucumstances differ. We know that one man’s
meat- is another man’s poison. And this hglds
truc in the case of® investmems also. Fog
example, let us assume that A and B cach hav®
Rs.10,000 to ingest. Both are 1n service holding
decent posmons are of equal age, have another
Rs.5,000 apiece invested in sound securitics,
bave an equal number Qf children of the same
age; all other factors® affecting their financigl
position are almost identical and temperamentg
same, but the onlyeslight difference is that A
has two insurance policies of Rs.5,000 each
maturing within 10 years at intervals of § years,
whereas, B has one of Rs.10,000 maturmg after
15 years. If this difference is not talfen into
consideration then naturally the planning for
both should be the same, say, over half the
capital in ordinary shates. But if the differcpce”
in circumstanccs is taken into accourt, cam it be
sald that the scheme drawn for irvestment is
suitable for both ? Definitely, no, because A,



4 THE INDIAN INVESTOR

knowing that he has to get Rs.10,000 from fhe
Insurance ,company within 10 years, will not
worty much over the behaviour of his invest-
ments, relying upon the Rs.10,000 if need be,
for the cducatiori of his children and for their
well-being, whereas,B will have to plan in a
different way so that he may be able to liquidate
a part of his holdings at regular intervals to
meet the expenses of his children’s higher
*education ‘and pessibly dowry, if he has a mar-
riageable daughter, any time without any sacrifice
of tapital, whatever thic condition of the niarket
qay be.  But i over half his capital is in ordinary
shares as in the casc of A and he is forced by
circumstances to, liquidate all or & portion ©of his
capital on a depressed market, we can well

imagine what B’s position would be.
t
To catry this argument a little further, let

us suppose that a young*man has managed to
save from his earnings Rs.1,000 in the coursc of
about two years. He will be justified in taking
a risk by investing this amount in recovery or
any speculative shares in the hope of a substantial
reward.» But will a man, approaching the end
of his service or a retired person with the only
saving of Rs.10,000, be justified in risking onc-
<tenth -f his capital in this way ? Certainly not.
It would be advisable to have his entire saving
of Rs.10,000 placed in sound scrips rather than
place nine-tenths in gilt-edged sccurities and risk
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®gc-tenth in the manner a yo#ng man‘may like
to invest.

These are two imaginary cascs.  Both go
to prove that investment rcqui!imcnts differ
according to circ®mstances. Such instances are
met with by an investmegt consultant in hun-
dreds, insvarying degrees, which, in fact, are
distinct from onc another. ‘If, therefore, thg
social and economic life of a person is not taken
into consideration whlle suggesting fnvestments
Ot compiliug an investment Portfolio, scrious
consequences may u_sult ’

.

But can full dctalls of Sur social antl
cconomic life _be disclosed to the investment
consdltant or to a broker ? Something tclls us
that we simply cannot. This is one more
Jeason why it is necessary for us to have sufficignt
knowledge to handle cur own investment affail.'s.

.

It is curious whyq the matter of investments
is so very lightly tecated by most of us. We
often approach the question of *investments
indiflerendly or in thc manner we approach a
shopkapcr and buy simply because others say
it is good. To'illustrate this statement “the first
instance that immediately comes to mind is that
of purchasing an immovable propefty. When,
we think of buying' one how much do wec.not
worry over it? We discuss the mattep with
half a dogen friends ; seek advice of a couple
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mote ; approach & few brokers and friends an&
ask them to look out for a financially embat-
rassed lanY-lord or for one who, for some
reason or othgr, is in a hurry to sell his possession,
so that a good bargain may be struck ; run here
and there ; look out for several houses for sale ;
inspect them with friends, critically examine
documents of those we are most interested in
‘with the help of lawyers and architects ; calculate
the }1eld and what not. ¢ Even before buying a
car how much«do we not worry and trouble

- ougselves 7 Nothing of this sort is done while
ave embark upon investments mvolvmg thou-
dands of rupees, or perhaps all our savings, in-
herited money or life’s fortung. All.we do,
generally, is to approach a friend who has some
knowledge of stock markets. He recommends
arfew shares in good faith because others say
they are good. Or wer approach a broker, if

* we know one, and take his tip which is only the
echo of the talk of the day but which frequently
turns out to be 2 tap to manipulators.

The first step before approaching invest-
ment should be to define clearly our ob]ect
that is, to survey thoroughly our future require-
ments of the funds we intend investing and con-

oSider whether we want them to produce a secuve
income or capital appreciation, or both. Every
investpr, since individual requirements differ,
has to do his own planning and not just follow
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bitndly the recommendations ®made to him.
These might be for investment in strong com-
panies having futute prospects but stfll all the
funds in one company or in several of the same
industry will not be beneficial im the long run.
Such companies prosper only, as long as the trade
in the goods they manufacture is good. When
there is a setback, all holdings automatically
suffer. It is, therefore, not only desirakle but also
necessary to distribute the risk. kow this can be
done will form the subject of a separate chapter.

If we only want to, learn, thege are marly
sources from where we can take Iessons. The
main principles advocated in this book are those

*adopted by such &xperienced and expert investors
as the Investment Trust and Insurance com-
papies. Throughout their long experience they,
have found out what is bgst and accordingly they
manage their business» We :can do nothing
better than take their example. Of course, with
a handful of money w¢ cannot follow the invest-
ment method of such companies, which have
plentiful redources, but we can to a certain extent
follow them and ward off the greater risls that
beset the path of the indiscriminate and un-
methodical investor.

The unmethodical investor is nothing less
than 2 common speculator. He fares well pnly
whep the ttend of the market is one-sided ;
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and as'long as e is on the winning side he €8es
not think of the other side but as a matter of
fact, igdores it altogether. The real test of
investmetls_comcs when the markets ate two-
sided and it is here that the uamethodical investor
stands as much chance of losing as the un-
fortunate speculatort. .

After reading thus far, you will perhaps
want to know why we should bother ourselves
to acquire 2 krowledg€ of this subject when we
have brokers #lways ready and willing to recom-
mend and transact any business that we might
be intcrested.ins It must be made clear from the
outset that brokers are not investment consult-
ants. Their busincss is to act as intermediaries
between the jobber and the public by only buying
and selling what comes on the market because
twe arc not allowed te do business directly with

~the jobber. You «wil], therefore, sce that a
broker is not always a specialist. Most of them
do not possess knowledyc of scientific invest-
ment nor do they bother to know what is going
on outside their own market. It must not be
thought that these lings arc written with a pre-
judice against brokers. Fat from it. Somc
brokers not only have excellent knowledge of
the companies whose shares are quoted in their
market but are also well informed about the
integnal affairs of some of the companies due to
their association with the directoss. .
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But complete knowledge of some 'scrips in
one market alone does not materially help an in-
vestor in the preparation of his investment port-
folio. An investment scheme, in order to spread
risk, may requirc inclusion of shares of a certain
industry that are gencrally not quoted in the
local market, without whith the scheme will not
make a good showing. There is onc more
important point in this. For cxamplc if a.
person invests all his, money m Bombay scrips,

, say, in a stcady martket, all his. holdings become
liable to be affected at one and the same time
when the market is -influenced by spccu]atlvc
rumours without any regard to the intrinsic valuc
of the shares and if an investor is forced by cir-
cumstances to realize a part of ‘his holdings on a
depressed market, it is almhost certain that he

+will have to forego a portion of his capital in
howsocver sound shares it may have been placed.

There arc some brokers, however, who
equip themsclves With sufficient knowledge to
render substantial assistance to the investing
public ahd a few even maintain departments to
do investment  scrvice, for this helps, them to
attract more clicnts and so increasc their business.
But on the whole, it will be admlttcd, scientific
and reliable advice is scarce. . -

We have said enough to establish the fact
that*it is jmperative that each investor or would-
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be investor should know fairly well the principlgs
of scientific investment which when applied
critically toshis own suggestions or to those made
by others wpuld benefit him greatly apart from
preventing invéstment in what is ill-suited to him.
The principles will, in addition, help him to
manage his own invéstment affairs in a proper
and methodical way without having to place
kimself at the hands of his consuitant or broker
for whom jt'is frppossible to assume entire re-
sponsibility, keep,a constant watch’ over all their
.clients’ holdings and overhaul them in the
manner they might wish.e

You will, at this stage, be anxious to know
what the principles of scientific investment are
and how they can be mastered. This whole
book can be taken as an answer to this question.
A 'man equipped with crdinary knowledge re-
quires patience more than time, and a little
desire.



CHAPTER II

Speculation

1t is not fitting 1n 2 book like this to discuss
speculation but since there 35 no boundary line
between inVestment and genuine speculation,
we cannot know where one ends and the other .
begins. Two persons buying the same kind of
share may have ¢wo different mofjves i in that one
May buy with the intention of selling it in the
near future when he anticipates the market fo
improve and the othert, sat1sfy1ng himself that’
the concern has done well in the immediate past
and cdntinues tb earn satisfactosily with betten
future prospects, may buy outright for capital

appreciation or for good yicld. ;

Thete are some mvestors who without,
caring for the yield, invest in such shares—not,
necessarily speculative—as have the tendency to
fluctuate at short intervals and within a sort of
fixed limits, with a view to snatching profit at
every small rise and reinyest when the market is
again in a depressed condition. Thcy make 2
thorough study of the few companies they are
interested in and invest the funds allecated for
this purpose only in these companies and no '
other. There are others too, mostly upcountry
invgstdrs who speculate by buying highly
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spcculative shages (such as Tata Deferreds, J%ta
Otrdinaries, Bombay Dycings, etc., of the Bom-
bay Stotk Lxchange) on a depressed market
with the iftention to scli them at cvery risc or to
take delivery of the shares should they fall
before the time fixed by the Stock Exchange for
settlement of accounts, popularly known as the
“Settlement Day.” They then patiently wait
for a rise which generally occurs a day soonce
or later.. In tlps way some of them sucussfullx
conduct their investment business. A systemy
tic and methodical scmi-speculation is mucll
_better than. reckless .nd aimless speculation
which is onc of the objects of this book tu
discourage.

Before chsrovmgrmq speculation, we must
know what 1t is and we, thcrcfoxc have to tres-
pas< on the g,rounuo of speculation to . necessary
«wxtent, though, in a beok of this nature one

e sentence, 27z, ““ Speculation is a game of chance ’
would have been cnough, ror it opens and closes
one complete chapter.

There are three types of manipulators on
the Indian markets, Bears, Bulls and TFools.
Bears are those who in expectation of a fall in
price scll a share befure purchasing it, and when
the price ultimately drops, buy what they have
sold {technically called “ covers ), thereby pro-
fiting by the difference. This procedure is
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tc?:imicqlly known as ““short” selling” and

“covering.” Bulls do ]ust the rcverse. They
buy first when the matket is down and’keep on
buying until prices rise to a su(hmtntly high
level and then liquidate their holdings, pocketing
the difference. While Fools arc thosc that
spcculate aimlessly, unconsciously and unme-
thodically. Although they may be speculating
for a long time thcy have no principle nor
judgment, and what is worsc, many of them have
timited resources which ofteh fallbbelow the risk
they take on the speculative market.  This is the
only reason which frequently puts shem in tight -
corners. ‘They are simply swayed by rumours
spread by bulls cr bears, and often get caught at
the extreme prices. They form the major por-
ticn of the speculative market and provide good
fiShing ground to the speculators that contro!
the market. .

There is another and most dangerous type
of speculators.  They' are the Gamblers.  They
generally have ample means and often control
speculative’ markets particularly that of Bombay.
They combine their knowledge, experience,
influence and other resources to squeeze the inno-
cent public who enter the share bazaar in the
hope of making a little money.  No doubt, these .
gamblers have made fortunes overnight, lost
fortuncs overnight and sometimes knocked the
botsom off eheir life. It is really saddening that
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we should haveégamblers to guide the destirsy‘of
our markets and thus ruin the innocent public,
who, hke every human being, have greed for
money. 19

(7] v

It is needless to emphasize the fact that in
order to speculate successfully, one must pri-
marily have more money than specialized know-
ledge, for it often happens that a speculator with
limited means is unable to endure the strains of
the market ane hence cracks béfore the markgt
recovers. This is how such speculators part
with their savings and ‘wreck their homes.

Instances are not wanting where many have
succumbed to the vice of speculation. We know
of hundreds of cases where innocent persons,
including retired persons and pensioners, lurcd
by high hopes of malung fortunes, have entered
the Stock Exchange and' gradually drained their
money, perhaps life’s savings ultimately, with a
desperate attempt to at least recover what they
had lost. Some speculators who do not keep
account of their entire transactions may hesitate
a little'to admit this but mostcof the others will
readily agree that that is a fact. Why then keep
hanging ,round the market with inadequate
resources when the same can be utilized in real
inyestments, thereby increasing income and
capital, and indirectly helping the industry and
well-being of the nation as a whole ?
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Even the other day wheh Japan declared
war against America, Britain and their allies,
markets dropped heavily resultmg ih the loss
within only two days of what spetulators had
made in the past séven months Hue to the market
being one-sided. And noy they are hit so very
hard that«they have considerable difficulty in
settling accounts. Staunch sapporters of spe-
culation will ask : “ Are not invgstoss hit too ? *
The answer is: “ Yess but net to‘the same
«extent.”” Not even, perhaps, haf as much. And
no one will deny the fact that reckless specula-
tion, in sympathy with ‘which pricés of good ané
bad shares alike were soaring high, was mostly
responsible foe what culminated into such a
severe Joss to genuine investors.



CHAPTER III
JT'he Balance Sheet

This important subjcct has been given a
place in this book only for the purposc, of helping
the investor, in a practical way, to scrutinize a
‘balance sheet of any company and find out
without the hefp of others whether or not the
company in which he has investments or con-,
templates  investing, is financially sound. It
must be understaod that this subject, the tho-
rough trcatment of which requires the space of
more than a volume, cannot be fully discussed
here, nor can all the salicnt features. But an
endcavour has been made to give the uninitiated
iy 2 condensed form and in non-technical lane
guage, avoiding accounting intricacies as far as

ossible, cvery assistance'in learning to distin-
guish a bad concern from a good one. It is also
contemplated here to give a few hints on how to
read a balance sheet and this will, it is hoped, help
to solve the problems confronting cach investor
and thu¥ lighten his task of crticism, to which
he generally has no incentive.

R Thos¢ who have no knowledge whatever
of balance sheets may skip this chapter until
they come to the end of this book and then go
through it with all attention, preferably réading
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it alf over again, for a first reading may not reveal
to the untutored mind all that the chapter is
meant to convey.

To the critic, the balance shtct is a2 mine of
valuable information, but it §§ invariably looked
upon by the.uninitiated as a statement of bewil-
dering figures and, therefore, - almost always
finds the waste paper basket as sogn 3s it enters
their house. But, in faét, to a person®of even
wrdinary knowledge, two or threét concentrated
readings should not present as much difficulty as
the first reading. ¢ . .

What is 2 Balance Sheet ?  In simple words,
“it is, as'the word * balance ” suggests, the state-
ment of balances of all the accounts standing in
the company’s account books at a given date
and which shows the assets and liabilities of a
company. These balarfces “when grouped to-
gether and arranged in,a Balance Sheet, make no
doubt a complicated reading for the following
reasons : (1) there are so many varieties of
accounts and they have so many different pur-
poses that it is impossible to compile Bhlance
sheets on a strictly uniform basis ; (2) they are
sometimes made obscute to withhold certain
information from the shareholders and the
public ; (3) some prudent companies have hidden
or secrej reserves which are created by writing
off ekcess anfounts for depreciation,—a proce
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e
due that makes the company’s financial posﬁizmn'
to appeag less sound than it really is. Never-
theless, aotrained mind can d1g out sufficient
facts and ffgures to satisfy one s purpose in view.

A balance sheet is d1v1ded into two parts :
(@) Assets, %nd .
(/) Liabilities.

. The former are atranged on the right hand
side of the baiance shéet whilst the latter are
arranged on the left. -7

Assets ¢an,be breadly divided into four
pnrts viz.,(a) Fixed Assets, (b) Circulating Assets,
(¢) Liquid Assets, and (4) Intangible Assets.

(14

Let us first consider what the * Assets ”

side of the balance sheet discloses.

(@) Fixed Assets: The fixed assets—
generally called “ Tixed Capital Expenditure,”
+ ¢ Block ” or “ Block Expenditure ”—constitute
the main productive strucrure of the company,
such as land, buildings, plant, machincry, etc.
The fixed assets sometimes include “ Wasting
Assetsy” such as those of a mine. When the
mine is worked out, thesc assets, whether build-
ings, machinery or plant, fetch little value.

To ascertain the real value of fixed assets
we must see whether proper deprec1at10n is
written off the value of the asset. If in- the bal-
ance sheet under the caption of “ Fixed Capital
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Expenditure,” we do not find any reference to
“ Depreciation ” we should see-on the “ Liabi-
lities ”” side of the balance sheet whetlfer there is
any item under thg caption of, “Depreciation
Fund > or “ Sinking Fund ” or “ Depreciation
Reserve.” We should also®read the Auditors’
repott on the balance sheet because according
to the Law an Auditor is bound to report to the
shareholders if in his opinion the’ provision for
depteciation is inadequate. It nust be remem-
bered that the depreciation written off must 7o#
be inadequate. If the depreciation is inadequate
it is advisable to treat it at a discount commef-
surate with the age of the asset and its probable
'life.

(b) Circulating Assets: These are, as
the term suggests, unmanufactured, unsolq
and unrealized assets of the.company. In othem
wortds, they represent the balances of production, «
etc., such as stock-in4hand, stock-in-trade, book
debts, work-in-progress, etc.

Stock-in-Trade : A company in course of busi-
ness must have some stotks at the time of draw-
ing a balance sheet which it had no time to sell,
so also it is probable that some of it is in transit
which iphas not been possible for the concern to «
tecord in its books.

Tao big a stock in hand is not a healthy s1gn,
for it indicates that the goods arg not as quickly
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sold as they ate produced. To find out whether
the stocle is high or low, the figure of the total
sales for the year, placed on the credit (nght
hand) side'8f the Profit & Loss Account, is the
best guide.

]

The fixed assets, the stores, steck and the
Work-in-progress are like a safety valve and
should recgive, much attention from the critic.
That is, "they are very* flexible and frequently
advanta;,e is taken of them by those responsible~
for a company’s affairs. Those companies that
wish to creatt setret resérves adopt the policy of
writing off the value of fixed assets very much
more than necessary whilst shoming the.stock,
stores and work-in-progress at or below cost.
“Below cost” has no meaning to the critic
ynless he has detailed information of the working
of the concern. Conwversgly, a company whose
tunning is not smooth or is in financial difficul-
ties often tries to provide as much less as it con-
veniently can for depreciation of its assets and
even skip this off altogether at times. Stores,
stock and wortk-in-progress are also sometimes
inflated by showmg them at cost if their value
has fallen since purchase or at market price if
their value has risen since their manufacture or

purchase.

Book Debts : These represent outstandings re-
coverable from customers or donstituedts.

-
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Gogds sold on credit or advances m#de by
Bankers and financiers to their customers take
time for recovery and until such recoveries ate
made the debts (or outstandings) cofistitute an
asset of a concern., Such debts afe sometimes
classified as “trade dcbts” or “sundry
debtors.” ¢

When goods are sold on credit the inevit-
able consequence is that 4 fraction ef the sale falls
into the hands of doubtful or fnancially weak
"Maders and hence bad or doubtful debts result.
Debts are sometimes “gsecured,” which means
that the debtor has given some sort of security,
cither by pledge, mortgage or otherwise, to the
concern so that® the company is ‘safeguarded
against the debt becoming bad.

This asset should &be closely surveyedy
Under the Law, the diggectors are bound to dis-e
tinguish this asset between (4) debts considered
good, (4) debts considered bad or doubtful,
(¢) debts unsecured, (d) debts secured and (¢)
debts due by directors. For any negligence in
distinguishing the assets as between the afgresaid
heads, an auditor” is tesponsible together with
the directors. We should always scan through
the “ Liabilities ”” side of the balance*sheet to
see whether there is any item like ' Reserve for
bad or doubtful debts.” If there is one,sthat
item_ represegts a reserve for such contingency
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created out of ¢he company’s profits. If thete
is no reserve one would err on the safer side if
he treatcd this asset at about § per cent.
discount. °

.

It will be noted that at tiines some compan?es
advance money to, their subsidiary companies.
When such an advance is disclosed dn a balance
sheet the interested investor should not fail to
investigate, the balance sheet of the subsidiary
company*so as to ascertdin whether such advances
are good or bdd or partly doubtful. It may be
that a loan was given to help increase the business
of the subsifliary comphny or to help it out of
difficulties. The balance sheets of subsidiary
companies are by law required to be attaghed to
the balance sheets of parent companies.

Wor/é-m-vare.rJ This is self—explanatory The
agure arrived at is the cost price of unfinished
‘Work or goods in the process of manufacture on
the date the balance sheet was compiled.

(c) Liquid Assets: These are easily as-
certainable from the balance sheet as they con-
stitute cash in hand, cash with bankers, invest-
ments, etc. If there are investments shown on
the “ assets >’ side of the balance sheet we should
scrutinize the details carefully. If there are gilt-
edged securities they are generally shown at cost,
unless there is a permanent setback in the invest-
ment market, in which event the value isswritten
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dosyn. If the investments compgise of shres in
other companies, then naturally, the value thereof
could not be properly ascertamed umless the
balance sheets of such other companies are
scrutinized. Howeyer, the value Jf the shares
could be compared with the Stock Market quo-
tations on the date of the bafance sheet, and if a
marked difference is observed in the value as
shown in the balance sheet it should be inferred
that the value of the inyestments® has pot been
propetly depreciated. Cases sognetimes occur
when the investments appreciate in value instead
of depreciating. At such a timg, ageording to a
very famous judgment of an English Court, such
appreciation could not be treated as the profit of
the company unless such a company has revalued
all its asscts and the appreciation is utilised first
towards depreciation (if imy) of other assets.

(d) Intangible Assets: Intangible assets
are those that have no cash value during'
the company’s cxistence. Goodwill, Patent
Rights, Trade Marks, Prcliminary Expenditure,
Developmént and such like expenditure, come
under this category. Thty are dead assets except
at times Goodwill, Patents and Trade Marks,
and must be eliminated from the balance sheet
as quickly as possible. ) ;

We shall now come to the other side Qf the
balapchheeg, v#3., the “ Liabilities > side. These
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can be divided into two parts, »., (4) Liability
to the shareholders and (4) Liability to the public.
(a) Li‘ablhty to the Shareholders:
The hab;hty to the shareholders con-
stitutes share capital (not Leans or Debentutes),
Reserve and other Funds representing undis-
tributed profits, and balance of prpfit standing
in the Profit & Loss Account. The capital
shown in the balance sheet contains many sta-
tutory particulars but itds only the paid-up capital
with which we are concerned. In a balancge
sheet we generally find the “ Authorized” or
“’Nominal Gapital ” which a company is entitled
t6 offer to the public for subscription, * Issued
Capital ” which represents the capital so offered,
“ Subscribed Capifal ” which represents the
amount of capital taken up by thc public in
yesponse to the offer made to it, and finally
" Paid-up Capital ” Whlch represents the instal-
ments paid on cach share by the public. A share
may be fully paid-up or partly paid-up. When
a share is fully paid-up there remains no more
liability of a shareholder to pay any further
amount in respect thereof, but when it is' partly
paid-up a shareholder ‘is always responsible to
pay the unpaid amount thereon either to the
directors ,(in the event of a company requiring
further capital) or to the liquidators (in the event
of the company’s assets being insufficient to pay
its liabilities). Once the shates acquirad by a
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shareholder ate fully paid for, he is not entitled

“to ‘get his money back from the company until
the company is wound up and until in the wind-
ing up thereof there remains a surphus of asset
after discharging all the liabilities.«*Only in the
event of the capital being in excess of the com-
pany’s wants then by a drastic reconstruction of
same it is possible to return to its shareholders
that portion which is deemed'to be in excess.,
But, a shareholder may ’sell the shares to anothgr
person through a Broker as is ggcneralfy done in”
Stock Exchanges or directly from one person to
another in cases where the shares for sale are of
ptivatc limited companies, or are of publi¢
companies the shares of which are not quoted
on the Stock Fxchange.

Reserve and other Funds: The kerncl of the
“liabilitics ” side lies here. The fundsq-
sometimes also cabed * Accounts—represestt
undistributed profits carmarked for different
putposes and hence arranged under several
heads. These often confuse the reader. There
are many of them, such as General Reserve Fund
denoting no specific * purpose ; Dep¥eciation
Reserve denoting amounts sct apart to meet
wear and tear of several assets; Sinking Fund
representing reserve for waste of assets or foe
redemption of a liability ; Dividend Equalization
Fund gepresenting reserve to cnable a company
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to equalise dmdends in lean years ; Mlscellaneoq,s
Fund, etc. '

Resegves are created by prudent manage-
ment out of company s profits as a hcdge against
exigencies. *Reserve fund for, e*cample is created
as a set-off against lean years but it is also often
used for other purpéses than this. A company,
for example, foresecing expansion of business
«may wish to provide the working plant with
cxtra mach‘mcry Utiligation of the reserve
“fund for such agpurposc would immensely help
the company’s finances and working. The com-

any would then carn gonsiderably more. A-
preminent Bombay Mill had once purchqsed
two more mills out of its Reserves. “Ploughing-
in” is the term somctimes applied when the -
accumulated profits are utilized in this way or

are kept in busincss.  When this is done a chmgf'
tikes place in the accounts of the company.

For example, a company with a reserve fund
uf Rs. 10,00,000 and fixed assets amounting to
Rs. 10,00,000 requiring the help of the resetve
fund to the tune of Rs. 5,00,000 for the purpose
of expansion will have to utilise Rs. §,00,000
from th: reserve fund .and canvert the liquid
assets created out of such reserves into fixed
assets thus diminishing the liquid asset by
Rs. 5,00,060 and increasing the fixed assets to
Rs. 15,00,000.

Let it be illustrated in figures.
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Bglance Sheet when the Reserve is lying idles:

Rs. Rs.
Capital . .. 10,00,000 Fixed Assets @ 10,00,000
Reserves .. .. 10,00,000 Stock, Book chts,
Liabilitics .. .. 8,00,000 etc. .. .. 10,00,000
Profit Balance .. 2,00,000 Investments @t of
¢ Reserve Fund) .. 10,00,000
30,00,000 ,J. 30,00,000
. = —————
Balance Sheet when the Reserve is utilized : »
*
Rs. . " Rs." ,
"Capital .. .. 10,00,000 Fixed Asddts .. 15,060,000
Reserve .. .. 10,00,000 Stock, Book Debts,
Liabilities .. .. 8,00,000 etc. .. .. 10,00,000
Profit Balance .. 200,000 ¥ Investments fout of "
Reserve Fund) .. 5,00,600
30,00,000 32,00,020

Now watch the cntries. Although Rs. §
lakhs have been removed from the investment
out of reserve fund, the*reserve fund continugs
to remain at Rs. roelakhs. Some companics
prefer to leave it as it is and some * capitalize "%
that portion which Bas been so utilized. That
is, shares are issued to the extent of Rs. §,00,000
to the existing sharcholders as free or Bonus
shares. In the Igtter case the balance sheet will
show the reserve fund at Rs. 5,00,000, increasing
the paid-up capital by the corresponding amount.

The funds and liquid assets are confusing
to a lay mind. It is believed that the total of
these gwo items represents the strength of the
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company. Thig is a popular misconceptjan.
Admittedly, the liquid assets of a company
indicate Jts solidity, but the funds are not a
separate pertion of assets in addition to the liquid
assets. 'THey are, broadly speaking, a provision
made to meet known or anticipated waste,
liability (contingent or otherwise), loss, etc.,
or to retain a portion of profits in*business in
order to strengthen it financially. They may,
therefore, be eeither opligatory or voluntary.
They indicate tQ what extent certain emergencies
can be met without interfering with the other
finances of the company.,

e Whatever type of resetves a company may
have, they do not necessatily represent cash or
investments. Not even any specific portion
of the assets of the company. These funds,
with the exception of the depreciation fund,
dhn be taken for real funds in liquid. form only
if their total corresponds’ with the liquid assets
bn the other side of the balance sheet. If
the total value of the various funds excecds
that of the liquid assets then we must infer that
the difference is employed in fixed or circulating
assets ok even in intangible assets, should the
company have any.

The Depreciation Fund :  The depreciation fund—
wlso called Depreciation Account or Reserve
for Depreciation—is again complicated to the
untrained mind. It is thought that whex such
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an item exists in the balance sheet it represents
some cash reserve. In reality, the depreciation
fund is in the business and forms a part of the
total assets of the company, particularly the
expenditure involved (and added to the fixed
assets) in the maintenance of the fixed assets in
good order, including renewals and replacements.
The company that shows such a fund on the «
liabilities side will show, on the assefs side the
Bross value of block, that is to say, ﬁxed assets
at cost price as distinct from depreciated value.
Where a depreciation or a simjlar, fund exists, |
it will be observed that deprecmtmn is not
deducted directly from the value of the assets.
“TherefSre, in order to ascertain the net value
of the fixed assets of a company it is necessary
to deduct from its valuc the amount of depre-
ciation shown in deprecidtion reserve or depre-l)
ciation account. Conversely, when no depre-
c1at1on fund appeats, the fixed assets are shown
at ““net ” values, /.., after writing off deprecia-
tion necessaty for oﬂ'settmg the wear and tear
of the fixed assets.

Freehold lands hardly require any “depre-
ciation, whilst leasehold require depreciation
proportionate to their life. The percentage re-
quired for depreciation of different kinds of =
assets, such as plant, machinery, furniture, build-
ings, godowns, electric machinery and/or fittings,
etc., tc., depends upon the life of such assets and

L]
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their cstimated realisable value when they become

unserviceable.

Profit amz’..L.o.r.r Aeconnt : The profit is cleatly
the liability of a companyeto its sharcholders
and should be ttcated as belonging to the
shareholders. .

. (b) Liability-to the public: This is a very
significanteitesn and covers dcbentures, loans
borrowed from banfs and others, sundry
creditots, ctc. ’ »

, Debenture Logns ;A depenture holder is a lender
of money to the company on interest, securing
his loan by mortgage of company’s properties.
Generally he does not share profits of the com-
pany but charges it regular interest. If the
company becomes unable to pay intetest or

rincipal on the due date then generally he takes
possession of the conipany’s asscts in terms of his

*deed of mortgage and recgvers his loan by real-
ising the company’s assets. 'The rights and pri-
vileges of debenture holders are always defined
in the mortgage deed. Just as sharcs arc equal
pozrtion$ of capital obtafned by. a company from
the investors, debentures are equal portions of
loans borrowed by a company from the public.

*  In order to avoid legal formalities and trou-
ble in raising debentures, it is sometimes found
convenient to borrow limited sums from\panks,
ditectors or Managing Agents. When a loan
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0
is advanced by directors or Managing Agents
without any security, one is inclined t® believe
that the makers have confidence in the working
of the concern. | -

Sundry Liabilities :  Just as. there are sundry
debtors who owe money to the company for
goods sold to them, there are sundry creditots
from whom the company bought raw materials
or other goods. The sundry lubﬂltles accord-
“ing to law are required to be distinguished be-
tween liabilities for goods supplied, for expenses,
for unclaimed wages, for deposits or advances,
for finances, ctc., and are shown separately on
«the bzlance sheet for the information of the
sharcholders.

Some companies take sccurity in cash or in
other forms from the traders whilst some need:}
companies attract deposits from the public by
offering attractive rates of interest so that they
may have the necessary funds for the running of
their business without paying exorbitant rates
of interest to financiers. In any case, the investor
should realise that the public are at liberty to
withdraw their funds in terms of their deposits,
and hence a temporary set-back in the company’s
earnings, or any unfavourable news, may lead®
such creditors to rush to withdraw their money,
therebv - seriously shaking the company’s work-
ing structure from its very root.



CHAPTER 1V
ThE Balance Sheet (contd.)

Having described some of the important
items of the balance sheet, we will now proceed
 to analyse thenm;, with a view to detecting the
sttong and« th¢ weak points that misguide the
*investors! Buts before® doing this, we must
point out that, however informative a balance
shect may be, it does not indicate to the investdr
‘whether the éompany hds made progress during
the accounting year or not, although it shows
the state of affairs on the specifitd date. <Some
companies have, therefore, recently started show-
ing on their printed accounts corresponding
rutes of the previoussyear. In order to com-
)‘I\re the present with: its past results, the reader
would be well advised to refer to certain refer-
ence books such as “ The Mvestor’s India Year-
Book ” (compiled by Messrs. Place, Siddons
& Gough,) etc., wherein comparative figures for
the last five to ten years.are found, although in
an abridged form.

From the outset it might be mentioned that
= reader will derive maximum benefit from the
reading of a balance sheet if he reads it with a
criticaf; mind so as to guide himself th{()ugh
many an intricacy of the balance sheét. .
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s JFor the purpose of illustration we” give
below a balance sheet drawn incorporating fea-
tures of interest. It has been atranged‘in such
a way as to simplify our argument, *as far as
possible and lead sthe reader through with.
considerable ease.
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< LIABILITIES.

\

CAPITAL Rs. Rs,
Aﬂtborize}: . :
25,000 Ord gshares of Rs. 100
cach .. . .. .. 25,00,000
25,000 §% Cum. tax frce Pre-
ference shates of Rs. oo each. 2§,00,000
= 5§0,00,000
Issued and Subscribed L
20,000 Ord. shares .. .. 20,00,000
« 10,000 Pref? shafes .. ‘ 10,00,000
¢ . —— 30,00,000
e =

Aumount Called and Paid ut :

* 20,000 Ord. ghargs on whivh
« Rs. 75 have been called up .. 15,00,000

10,000 Prcf. shares fully paid up. 10,00,000

. . T 25,00,000
. ¢

4% Mortgage Debentures :

Securcd by a charge on fixed

‘assets per contra .. .. 10,00,000
' FUNDS ¢
(@) Reserve Fund : ) Y Rs.
' As in last account .. .tj,oo,ooo

Add Transferred from this year’s
Appropriation Afc. .. 3,00,000

——— 18,q0,000
® Dap‘redation Fund :
Asinlastaccount .. .. 24,00,000
Add Realization of discarded
ma.chincry, etc. .. . 10,000
. » Transferred from this year’s
Appropriation Afc. .. 1,90,000
26,00,000

Carried over .. ,00, 4 ,00,000
44. oo\”.o
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ASSETS.
FIXED CAPITAL EXPENDITURE
Immevable and movable property (at s
cost) : N
Rs. Rs?”
Land .. . I §,00,000
Works and Buildings .. . 13,00,000

Machinery and Plant .. .. 32,05,000

Less Sold ' . .. . §,000
— §2,00,000

STORES & SPARE PARTS

® (As per Inventories certified and
valued by Managing Agents).

Stores at Works (at cost) . 6,00,000
Stores in Transit ,, .. ® 1,5,000
Fuel at Works » . .. 2,50,000
STOCK-IN-TRADE  *
(As per Inventories certified and
valued by Managing Agents),
Finished materials (at cost) .. 12,00,000
With Sclling Agents .. . 3,00,000
» —_——
BOOK DEBTS

Sundry Debtors considcr;d

good and in respect of whom

the company is fully secured. 1,00,000
Sundry Debtors considered

good for whom the company

holds no security other than

the Dcbtors’ personal security

(including amount due from

the Selling Agents) . 11,50,00¢
Sundry Debtors considered
dO“btﬁll s .e .o §9,000

Casjied over o

733

Rs.

§0,00,000

1

.

10,00,000

‘
1§,00,000

13,00,000

e et e

88,00,000
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. PABILITIES—contd,
Rs. Rs. Rs.

. .
¢Brought forward .. 44,00,000 3§,00,000
(¢) Dividend Egualization Fund :
As in last account .. .. 4950,000
Add  Transferred from this year’s
Appropriation Ajc. .. §0,000
—  §,00,000

(d) Investment Reserve Ale.
Asin lastaccount .. .. 4,00,000
Add  Transftrredsfrom this year’s
Abpropriasion Ajc. 4.

g
(e) Sinking Fund:

————~—  4,00,000

As in last account ..  §,00,000
Add Transferred from this yea¥’s
. Appropriation Afc. ..  1,00,000
————— 6,00,000
———  §9,00,020
LOANS ¢ . .
(@) Secured :
Loans from Banks (cash credit
secured by Stock & Stores).  §,00,000
Interest accrued but not due. 1,000
} , P
(b) Unsecured :
Fixed Deposits . .+ 2,00,000

Interest accrued but not due. ¢ ....

——e—me———  2,00,000

——  7,01,000
LIABILITIES .

For goods supplied .. .. §,44,000

For ckpenses .. Lot . 25,000

Due to Selling Agents .. 28,000

Unclaimed wages .. .. 2,000
5,99,000

. PROFIT & LOSS Alc.
Balance as per Appropriation

Ale. .. . .. .’ §,00,000
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ASSETS—contd. *

Brought forward ..

ADVANCES

Prepaid expenses

Advances to Staff

Deposits with Government and
Railways .. ..

Other advances

INVESTMENTS

»
2}% Govt. of India Loan
19.48-52 ..
33% Govt. of Indla Loan
1947-50 .
5% U. B. Govt. Loag 1961 66
5% T.T. 1945-55 Loan .
3,000 Reserve Bank Ord. Shares.
150 Imperial Bank Ord. (F. P)
300 Tata Power Ord. .
1,500 Tata Hydro Ord.
»

INTEREST ACCRUED ON

INVESTMENTS P NN

CASH & OTHER BALANCES.

Cash in hand at Head Office
Cash in hand at Works
Cash in Transit .. .

In Current A/c. with Banks

Rs.

Face
Value.

4,00,000 *

2,00,000
1,2§,000
1,12,000

Rs. . Rs.

» 88.00,000

»d

25.000
10,000

1,65,000

'* 1,00,000

————  3,00,000

» L

N Cost.

4,382,000

1,95,000
1,23,000
1,183,000
3,00,000
2,23,000
2,70,000
1,69,000
—_—— 1 8,00,000‘

10,000

15,000
30,000
20,000
2,25,000

———-r  2,90,000

Rs. 1,12,00,000
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On the %ssets” side of the balance Sheet
the ﬁxcﬁi assets amounting to Rs.jo lakhs have
been shqwn at cost, but, on looking to the
“liabilitiess’ side of the balance sheet, we find
that there is a depreciation fund valued at Rs.26
lakhs. As stated previcusly, it must not be
assumed as a cash resetve. It is merely a setting
apart of profits to provide against depreciated
Vvalues of properties, plants, machinery, etc.
It is altnost always répresented by assets other
than cash. Since the reserve has not been shown
by deducting it directly from the assets it is
pecessary f6r us to deduct this reserve of Rs.26
lakhs from the total value of assets amounting
to Rs.5o lakhs, leaving a balante of Rs.24 lakhs,
which, in reality, indicates the present book
value of the fixed assets.

' Next come stores and stock-in-trade total-
ling Rs.25 lakhs. In the normal course of busi-
ness of this magnitude, itJds quite natural for the
items to appear in these dimensions. A point
noteworthy in regard to these items is that they
have been valued at cost. The principle con-
trolling valuation of stock is to value it either at
cost or market price (the price at which the goods
can be purchased from the wholesale market and
not the selling price) whichever is lower.

Book debts here appear to be neither more
nor less and the details given reveul thad out of
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Rs..1.5 lakhs Rs.1 lakh is fully secn.:ted. Another
Rs.114 lakhs which apparently cover bills receiv-
able are believed to be good. The balance of
Rs.50,000 is shown as doubtful. Stttte there is
no reserve created “out of the profits for such
bad debts the value may be ignored as of any
substantial Wworth when teadmg the balance
sheet.

“ Advances ” form % small .pornon of the
%assets and appeat to be in the ndrmal course of
business, since they cannot be avoided. .

L

Out of the entire liquid assets of Rs.21]akhs,
Rs.18 lakhs agg represented by investments.
"Their market value on the date of the balance
sheet was Rs.z0} lakhs so that there is a sort of
hidden* reserve here of Rs.2} lakhs.

We will now turd to the “liabilities sidg
of the balancc shect. | The paid-up capital of the’
company is Rs.z5 lakhs and although the com-
pany could have easily called up the remaining
Rs.25 per share on the ordinary issue amounting
to Rs.s lakhs, it has deetned it advisable to look
for Debentures, which, on account of the solidity
of the company’s finances, have been raised at
as low a rate of interest as 4 per cent. We
therefore see Rs.10 lakhs of debentures secured
by a mertgage charge on fixed assets of the com-
pany 4whick? are now worth Rs.24 lakhs. "We
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[y
can also see that the debentures are well seclifed
—naturally.

In th‘q Jprevious chapter we have attempted
to say that whatever types off reserves a company
may have, they do not necessarily represent cash
or investments. In this case we  will discuss
later whether all these funds are substantiated by

liquid assats. ,
. 5 .

The comp‘uny has felt it necessary to creates
a dividend equalization fund in order to equalize
future distributions. This item goes a long
wWay to give strength to the ordinary shares of
the company even if there is g, set-back in the
eatnings for one or two years, because the share-*
holders know that the shortcomings will be made
good by drawing upon this fund.

Again, the stepr towurds the creation of an
Investment Reserve comes only from a prudent
board of directors. The object of this is to pro-
vide against the fall in price of investments at any
future date. Such a reserve for Investment
Trusts and Insurance ‘companies is absolutely
necessary.

. The*debenture issuc has occasioned the
creation of the Sinking Fund. The general
practice of companies having debenturgs is to
set apart a portion of profits towawds a sinking
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fuhl (sometimes called “ Amortization Fund *)
expressly created for the purpose of redeeming
debentures on maturity. The amounts allocated
yearly for this purpose depend uponshe size of
the debenture loan*and the number of years it
has to run, but the practice generally adopted is
to divide the total issue by the number of years,
so that the resulting figure will indicate what
equal “amounts are necessary tQ complete a
required fund ina gived period; Thus, in the
*present case let us presume that the issue had the
cuttency of 10 years. For the six years already
pastRs.1lakh has been set apart Annlally, leaving *
the balance of Rs.4 lakhs to be further allocated
»during.the remaining four years.

Under the heading “ Loans,” there appears
the sum of Rs.7,01,000, Rs.5 lakhs out of which
were borrowed from Bdnks. Apparently, thg
working capital was ndbt sufhcient to meet the
anticipated demand and therefore, it was neces-*
sary for the company to borrow this amount.
Such loans are usually secured byafirst mortgage
on assets and are given on short terms only. In
the case where a company’s financial position is
sound, this item may not in the least worry the
critic but when it appears in the balance sheet of
a company which is somewhat financially ems,
barrassed, the critic should pause and see how
this compares with the liquid position and whe-
ther, therc are enough good and secured debts
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. ‘ . » .
outstanding, and stocks which, when real&ed,

might egable the temporary loan to be repaid on
short demend.
‘e

The items under the®head liabilities,”
sometimes called “ Sundry Creditors,” may re-
present vatious sundry items of debt owed by
the company, the most important of which is the
ligbility for ,goods and raw materials, etc.,
supplied® to the combany. The smaller the
amount of this‘item the better it is. *

The balanee of Profit and Loss Account
shown on the “liabilitics  side of the balance
sheet is transferred from thg Appropriation
Account and we will look into this later on. It’
appears on the liabilities side when there is a
surplus of profits and pn the assets side when it

&5 otherwise. .

Having described all the items of the balance
sheet we will now proceccf to dissect the balance
sheet by placing various items under, the groups
suggested in the foregoing chapter with a view
to finding out the finaricial position of the com-
pany. Let us, therefore, divide the assets and
liabilities under the following heads : The assets
cander (a) Fixed, () Circulating, (¢) Liquid and
(d) Intangible ; the liabilities under (4) the Share-
holders and () the Public. This will reveal the
magnitude of assets and liabilities in*a clea¥ form.
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'The balance sheet when summatised will appear

as follows :— .
LIABILITIES. ASSETS.
]
To the Shareholders. Rs. .Rs. Fixed (at cost). * Rs. Rs,
Ordinary and Land, Build-
Pref. capital 25,00,000 ings, Ma-
Reserve  and chinery
other Funds etc. .. 50,00,000
including de- »
preciation .. §9,00,000 Circulating.
fit & Loss Stores & Spare
Alc. .. 5,00,000 parts .. 10,00,000
3 89,00,000 Stock-in-trade. 35,00,000
To the Public. Book Debts#.. 13,00,000 .,
Debentures .. 10,00,000 ¥ Advances, . 3,c0,000
Loans from ———————  41,00,000
Banks, etc.. 7,01,000 ’
Sundry Credi- Liquid.
. tors . 5,99,000 Investments . 18,00,000
23,00,000 Interest ac- N
crued on in-
vestmbnts @ 10,000
Cash & other .
balances . 2,90,000
21,00,000
Intangible ..
1,12,00,000 1,12,00,000

What is the total liability to the public?
The second item of the'above statement shoys
what it is, but out of tAe R¢.23 lakhs, Rs.13 lakhs
only is the immediate liability, the debenturé
capital not being rep'ayable until 4 years hence.
The company’s liability to the shareholders on
account of the capital is formal and cannot be
evoked until and unless’ the company goes or is
forced into liquidation, or when a drastic re-
construction of the capital takes place. But
under normal circumstances, the liability should
be taken for all intents and purposes as deferred.
Similarly the shareholders may be assumed
to hawve no real access to the funds, with the
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exception of the Yeserve and dividend equalizattdn
funds, oyt of which they may suggest the direc-
tors to payan increased dividend or cash bonus.

[ ] o ..
Let us now see what the financial position
of the company is from the above figures.

Rs.

Circulating "Assets .. .. 41,00,000

Liquid Asgets .. .. .. 2I,00,000

. . §  ———

. 62,00,000
Deduct—Debenture & current

. liabilities . .. .. 23,00,000 *
. 39,00,000

Deduct—Reserve & other funds
(excluding Depreciation Fund) 33,00,00q,

Surplus over liabilities .. .. 6,00,000

It will be noted ffom the above that after
cféducting the deberttureeand current liabilities
from the floating assets there remains a balance
of Rs.39 lakhs. Such a potition should entirely
satisfy the creditors of the company. Now,
after deducting the company’s liability to the
shareholders, in respect of the various funds
with the exception of the depreciation fund,
there still remains the sum of Rs.6 lakhs. We
kave seen ‘that the Profit & Loss Account shows
to its credit Rs.s lakhs, and, therefore, the re-
maining assets will serve to pay off any diyidends
declared.
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* ¢ It is evident from the foregdbing figures that
the financial position of the concern is quite
sound, the company being well in a pbsition to
liquidate immediately its current ligpilities even
including that to the debenture holders, should
the occasion arise.

Again; from these figures we can work out
the Working Capital by adoptirig the following,
method : ) .

© RS
’
Circulating & Liquid Assets .. 62,00,000
Less—Current Liabilities .. 13,00,000
i v e
49,00,000

,Deduct—Djvidends payable (say)  3,00,000

Working Capital .. .. 46,00,000

In the event of a tlividend being declared
the amount so payable should be deducted from
the difference between Circulating and Liquid
Assets, and Current Liabilities as indicated above,
the sum of Rs.3,00,000 being the supposed divi-
dends deducted for the purpose of indicating the
correct method of arriving at the Working
Capital.

The Profit and Loss Account which is always
attached to the balance sheet is of importance %
study the working of a company for the year for
Whic‘:’h"it is published. It shows clearly item by
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item, the income for the year on one side ard
the expenditure on the other, and the critic can
without !nuch difficulty compare the two sides,
and ascertam whether the ratio of expenditure
is unduly hlgh ot low. .

Some companies, for the purpose of enabling
the shareholders to ascertain the trading results
and the gross profit earned, divide the Profit and
Loss Account, into two  patts, and show the
Tradmg ‘Accoupt before the Profit and Loss
Account, whilst all of them show appropriations
in.the balance sheets, showmg how profits are
disposed of. * The year S balance, together with
the previous year’s balance brought forward
from the last year’s account, is® placed on the
balance sheet on the liabilities sideif it isasurplus
or on the assets side if it is a loss. It is out of
the credit balance shown on the liabilities side
that the dividends and other rights are paid out.

It will be seen, therefore, that the figure
shown by the Profit and Loss Account is not, as
is sometimes supposed, the profit fon the year,
but only the balance. Before atriving at the net
figure of the profit, the investor should remember
to deduct depreciation and taxes where they are
not provided.



oo CHAPTER V*
The Balance Sheet (contd.), ..

So far, we have dealt with 2’ “good”
balance sheet only which invatiably covers good
points of a company and we cannot conclude
this unusually long chapter before peeping into
a “ bad ” balance sheet because it is here that we
get to learn a lot. Therefore, to illustrate our »
purpose, we will take thefollowing balance sheet, |

odrawn in 2 somewhat abridged form, solely for
thg purpose of saving space. We will assume

that this balance sheet is of 2 company 20 yeats ,

old. °

4

LIABILITIES. ASSETS.
» 2 Rs.®  Rs. Rs. Rs.
Capital .. . 10,00,000 Ft'xtd)Asuls (at
Funds. cost).
Land .. .. 3,00,000
Reserve .. 5,00,000 et 129,
Depreciation..  §,00,000 ?{:.'.‘:mgs ar'nt.l 3100/000
10,00,000 | | Machinery.. 15,00,000
Loans. 23,00,000
s«-f:ur.vd . 5,00,000 v | Storgs & Spare *»
Lmb(:géws. led 8 parts (al cost) . . 6,00,000
Goods supplied  8,00,000 iy
For Exe\cnscs. 2,00,000 S“(’:': :‘Zg rade 00,000 !
Due to Manag- , . 400,
ing Agents  3,00,000 Book Debts.
15,00,000 Considered
Profit & Loss Alc. 1,00,000 c g:";ll dered 1,00,000
! doubtful .. 50,000
1,50,000
o Investments (at cost)
“A" Subsi-
diary Co. .. 1,00,000
“B ' Subsi-
diaryCo. .. 50,000
1,50,000
Cash and other ‘
balances .. 1,00,00LY
Goodwill,
Trade Marks,
—_— ele. . 4,00,000
' 41,00,000 41,00,000
L r
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To a laynfan it would appear that the com-
pany is sound financially in view of the fact that
the Fufds amount to as much as the capital
itself. Bug, whether the company is really sound
as it looks, will be seen by summarizing the
balance sheet in the manner we have done before,
that is :

LIABILITIES. ASSETS.
To the Sharekolders. Fixed Assets.
' Rg Rs. Rs.
* Capital ¢ . 10,00,000 €, Fixed Assets
Funds includ- . at cost . 23,00,000
mg Depre- [
clation .. 10,00,000 Cnculating
Profit & Loss Assets 11,50,000
Ale. .. 1,00,000 [
— 21,00,000 e‘ Lyquid Assets .. 2,50,000
e
Tn the Public. !ntangsbla
Assets 4,00,cCC
Loans .. .. 5,00,000
Sundry cre-
ditors .. 15,00,000 <
20,00,000
41,00,000 41,0C,0C0
e L —————14

To analyse the figures further we will
drrange them in th¢ following manner :(—

Rs.

Liability to the Public . 20,00,000
Deduct—Clrculatmg and Liquid

Assets ..

Balance of hablhty to be met
from the fixed assets

14,00,000

6,oo,ooo

Against the total liability to the public of
Rs.2o lakhs stand the circulating and liquid
assets of Rs.14 lakhs only, showing a deficit on
this item alone of Rs.6 lakhs. Besides, though
there is the reserve fund of Rs.5 lakhs and the
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baMfce of undistributed profits ®of Rs.1 lakh,
we do not find any correspondmg tanglble asset
to represent these two items amounting to Rs.6
lakhs. »s

If the circulatir:g and liquid assets are fully
realised and paid to the creditors there still re-
mains a balance of Rs.6,00,000 to be paid to
them which must now be met from the fixed
assets. Looking to the gge of the fixed assets
Which are not depreciated they might nof be able
to reahse more than 2o per cent. of its worth.
If So, the balance of liability of Rs.6 lakhs will
be in excess of the 20 per cent. value of the fixed
assets.

*  This is the position we arrive at after the
preliminary examination of the balance sheet, but
on turning to the actual figures we find that for
the whole period of 20 years only Rs.5 lakhs have,
been provided for the mairtenance in original
working order of the fixed assets (depreciation
fund) when at the very least 2% per cent. per
annum on the buildings and § per cent. on the
plant and machinery should have been provided
for, in the ordinary coutse of business. On the
other hand, the company has constantly added
to the fixed assets, extra expenditure incurred in
connection with the renewals and extensions. -

Taking depreciation as above we get
Rs.r'7,50,000 .for 20 years indicating that the
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provision of RS.5 lakhs, so far made, is absoltfely
inadequate. Yet, as we remarked before, in
spite of there being a reserve fund of Rs.5 lakhs
it was not.separately invested outside the business
and we find no earmarked sécurities representing
the said reserve. In our estimate of the balance
of liabilities to the public amounting to Rs.6
lakhs, we have assumed that the entire citculat-
ing and liquid assets would realise their full book
value. “Even in such % case there is no further
easily realisable asset left to represent the reserve
and the balance of profit, and hence the balance
of liability to the publlc (v7. Rs.6,00,000) must
be met out of the fixed assets worth Rs.23,00,000
less Rs.17,50,000for depreciation (.e., Rs.§,50,000
net value of the fixed assets) and out of the valuc
of goodwill, Trade Marks, etc. It will be realised
by the reader that when biggest of concerns are
sold outright or arg liquidated, they very often
lose the value of goodwill entirely and such
values if shown en any balance sheet must be
accepted by the investing public with the #zwost
cantion. ‘

It will be argued that depreciation cf .
Rs.17,50,000 has been the result of 20 years on
Rs.23,00,000 worth of fixed assets, whereas the
{initial outlay could not have exceeded Rs.9,00,000
since the capital is Rs.10,00,000; the balance
Rs.14,00,000 being the value of additions to the
fixed assets, from year to year, within the \pqriod
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of 2#years, thus necessitating lessef depreciation.
It is true. But we must not lose sight of the
fact that where § per cent. depreciation @1 build-
ings and 10 per cent. on machinery wasgdvisable,
we have taken only 2 per cent. and 5 per cent.
respectively so that the ultimate results yielded
by the two mgthods will not vary widely.

Loans to the extent of Rs.§ lakhs have been
borrowed on security in ogder to staver off trad-
mg difficulties. In this case the mpney has been
advanced on first charge on all the available
assets of the company leavmg the company to
face the serious situation arising In the event of.
the security being enforced.

Under the item liabilities” we notiee
another item of Rs.§ lakhs due to the Managing
Agents. In a case like this it can safely be
inferred that the company was unable to pay,
full or part commission ® and “other charges due
to the Managing Agents, during the past few years.

On the assets side there appears an item of
Rs.6 lakhs Yor Stores and Spare parts. Such
Jdtems usually help the liquid position of the
company when put on thc balance sheet, but
here, on the corresponding side we see that there
is a liability for goods supplied of Rs:8 lakhs,
which cancels entirely the stock assets of Rs.6
lakhs. Companies with scanty finance some-
times purpose]y keep the suppliers’ bills unpaid
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which fall dut at the time of the closing of¢the
accounts in order to make the ignorant public
believe” that their liquid position is better than
it is.

There is another interesting feature in this

item. It is the value of stores and spare parts
which is taken at cost. What the'market value

of this item was on the date of the balance sheet
As difficuit for the public to know. In this
connection the critic would be well advised to
read the Auditors’ Certificate on\ the balance
sheet and to ascertain whether the Auditors have
.qualified their certificate by any reference to the
value of stores and stock. Though it is the
accepted and universal practicé of the Auditors
to watch against the inflation in value of stores
and stock, sometimes it may happen that the
certificate is not qualified only because the stores
"and stock have beea valued at cost. In all cases
where the stores and stock are valued at market
price the Auditors satisfy themselves that such
market value is less than the cost price. However,
we must remember that Auditors do not accept
responsibility for the values placed upon fixed
and circulating assets, and they do not certify
their values since these are generally matters not
.,of actual fact but of opinion.

In the case we have mentioned we have
taken into consideration the sevgeral agsets at
\
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their face value, but since our suspicion has
been aroused by the inadequate allowance for
depreciation, we would not be far wrong if,
for the purpose of regding the balancd$heet, we
were to write at least § per cent. off the value of .
the circulating assets. This will mean that the
current value *of the said assets will be reduced
to Rs.9,50,000 (i.e., Rs.6,00,000-f6r stores and
Rs.4,00,000 for stock=Rs.10,00,000,° less s
per cent.=Rs.50,000), and the balaace of llablhty
to the public correspondingly increased, now
making it Rs.6,50,000 insgead of Rs.6,00,000.

Generally, where there is no reserve for
bad or dpubtful debts the item of doubtful debts
is shown in balance sheets after writing it down
to the extent it is deemed advisable but when-
ever a balance sheet of an unsound concern
includes debts considered bad or doubtful, it
would be advisable to deduct at least 5 per cent.
from this item, and in ¢his case we will deduct
s per cent. from Rs.jo,000 leaving Rs.47,5c0
which we will assume is the realisable value of
the doubtful outstandings.

Contrary to expectations, we see that the
Investments are shown at cost. It is, good.
But when? When the market price is above the
cost price. In this case we do not know what
exactly thescost price of the shares is, for they arc
not qu/oted on®the Stock Exchang.e. But there
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is a clue to ﬁnd out roughly the market value of
these holdings. On turning to the Profit and
Loss Aécount (not given here) we find that the
dividend' feceived on the ivestments for the last
full year is Rs.3,000 which on the total cost price
of Rs.1,50,000 works to 2 per cent. only. It is
evident from this that the holdintgs are not so
good as the yield given by similar shares quoted
on the Stock Exchagge ranges from 6 to 8 per
cent. Assuming that the shares of this nature
give a 6 per cent. yield, the total market value
‘of the holdings must fall from Rs.1,50,000 to
Rs.50,000 to yield 6 per cent. Therefore, we
will take into account Rs. 50,000 instead of
Rs.1,50,000. .

This is not all. The two companies in
which investment is made are subsidiary or
‘allied concerns whose shares are difficult to sell.
Even if it were possible to scll them they would
not be sold, for the obje:t of such investments is
to derive a mutual trading benefit and hence the
investments are of a permanent nature. The
success of the subsidiary companies depends
upon the parent company and the investments
should, therefore, be treated as fixed rather than
liquid assets.

Goodwill, Trade Marks, etc., form another
burdensome item to the company. We will
assume that for the last 20 yeays nothirg has
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bé&ch written off towards this ifitangible asset.
It is not unjust to consider that 1o per cent. per
annum is reasonable for the purpose of’ writing
off this item but even assuming that, 5 per cent.
is the bare minimun, the balance sheet should-
not have shown this item of assets.

Summatizing our criticism we come to the
position as disclosed by the following balance
sheet re-arranged incorperating the conclusiongs

<We have just arrived at. .
LIABILITIES. ASSETS.
Rs, Rs,
Rs. Ks. Fuxed Asscts, (at cost) *
Capital . 19,00,000 Land . . @ 3,00,000
Funds. Buildings .. 5,00,000 .
Rescrve 5,00,G00 Plant & Ma-
Depreciation . 17,50,000 chmery .. 15,00,000
— - -~ 22,50,00C = 23,00,000
olows. ® hd l Stores & Spare
Secured .. 5,00,001 | Parts (at mar-
Lz cbtlidies., ket calue) 5,70,000
To gnods Stock-in-Trade
supplied . 8,017,000 (ut market
For Eapensvs.  2,00,000 value) 3,80,000
Due to Man- ook Debts.
JAZINE Agents  §,00,000 Considered
- s—e—~—— 15,00,000 good .. 1,00,000 P
Cogsidered
doubtful .. 47,500
1,47,500
Investment (at
market  price
of similar
shares) 50,000
Cash & other
balances . 1,00,000
Goodusll, Trade
Marks, elc. ..
Total 52,50,050 Total 35,47,500
Deficat .. 17,02,500
§2,50,000 53,50,000

From the above we can gather® that, ig
addition to the available finances of the company
being in a mess, the deficit amounts to
Rs.17,02,500,2s opposed to Rs.1,00,000 shewn
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to the ctedit of Profit and Loss Account. *No
doubt, we have deducted for depreciation and
goodwiIl Jn one year what might have been
advisable ¢® do over a series of years but this
drastic teconstruction show} roughly what the
financial position of the company should be
to-day. .

We can gather further facts by again sum-
marizing the figurcs asgfollows :—

LIABILITIES. | ASSETS ¢
To the Share- | Rs. ks
kolders. Rs Rs. .
Capital 10,00,600 | Fiaveld Assets
Funds (exelud- . € Fiaed  assets
¢ 1mz Depre- ’ at cost 23,00,000
ciation) .. 5,00,00c0 Less  value ¢t
. — == .= 15,00,600 Dopreaaton
Tothe Public. . I-'uml 17,56,007
Loans 5,01,00 0 ! — ———% 55,0
Sundry  Credi- Cire u la l T
tors oo I15,60,000 | Al 10,67,500
2RO Liqeid dsseds 1,50,000
| Intanaible Assets hy!)
i Deficat . 17,02,500
_— L
zj,un,o:wo' I 35,00,000
—_— ' -
d s Py
1 .
Out of these figures we get the following : —
¢ Rs.
Liability to the Public .. .. 20,00,000
Deduct C1tculatmg and quuld ¢
Assets .. .. 12,47,500

Balancc of liability to be met
from the fixed asscts <o 792,500
.  The'balance of liability to the public to be
met out of the remaining assets of the company
is Rs.7,52,500. The remaining assety of the
company, it will be noted, are fixed assets only,
N\
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th8 ®current value of which is ofily Rs.s,50,000.
This shows in a clear way that the company not
only has no working capital but alsp requires
additional Rs.7,52,500 to meet only ,the current
liabilities plus Rs.9, 5,000 in liquid form to make
good the deficit, to form the working capital,
and thus to come out of the financial tangle. It
also emphasizes another point we have already
stressed before, #77., that the feserves do not
always represent the steength of the eompany
®unless they are convincingly substantiated by
tangible assets. It does not necessarily mean
that they should represént cash® om other c1rcu—
lating assets forming the working capital of the
compapy. Ressrves of even the soundest com-
panies are spent on capital expenditure but it is
up to us to see whether they help increase the
profits or retard them.

*

The foregoing, we suppose, is also enough

to convince us that certain given figures can be

made to show what exactly the management

wants to, ,but thcir acceptance rests with the
critic.

This much for the balance sheet. We have
said less about Profit and Loss Account because
we are more concerned with the financial side
of the company than its trading side, but the
following words on Profit and Loss Accounts

taken from ,Mr. L. Cuthbert Cropper, F.C.A.’s
D/ .
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book on “ Higher Book-Keeping and Accoufis
—the textbook in Accountancy of the Incor-
porated® Secretaries Association—will be helpful
to the critjc while reading a balance sheet and
Profit and Loss Account. *

“ Limited companies rarely publish
Trading or Manufacturing Accounts, and
there is a growing tendency to publish
Profit and Loss Accounts as greatly abbre-
viated as mgenuxt'y can devise and the la\v
permit. The result is that many items’
which, in theory, should appear in “the
Profit and Loss Adcount are charged in the
Trading Account, and are thus hidden from
observation. It should be gemembeszd that,
unless the form of the Profit and Loss
Account is prescribed by Statute, the manner
of its presentation és entirely at the discretion
of the directogs, agd thc auditor cannot
impose his views unless, of course, the
account it is proposed to publish is inac-
curate or misleading.”

Before proceeding further we 'must em-
phasize the importance of reading a balance
sheet in conjunction with the Directors’ report
attached thereto and the Chairman’s speech at
.the ordinary general meeting, if available. They
are very helpful to investors because they throw
a lot of light on the past, present and futyre trend
of the business of thé company. \



CHAPTER VI

Investment In Ordinary and.beferred
Shares

We think we have now qualified ourselves
to take in hand the question of the investment
of our savings by having as much information_
as space would permit an the vital points of the
balance sheet. This has also shown us how 2
company’s strength and weakness can be judged
within a very short timg without having recourse
to any outside information and how we can knew
first and foremost, whether it is worth our while
to give any cohsideration to the concern we are
interested in, and having thus prepared the
ground for taking in hand more critical work,
we will proceed. '

-
To cut our wor'ic shott we will not go to
sce how a company is floated with all the pro-
cedure connected therewith and how the shares
come into existence. We will also avoid all the
intricacies connected with the formation of a
company and approach our subject directly.

Generally, the capital of Joint Stock Com-
panies is divided into three patts, #57%, Ordinary,
Preference and Deferred shares. We will exa-
mine the preference shares in the following
chapter which has been allocated for that
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. Yy
purpose and discuss here, as far as possnﬁle
the other two classes of shates, »%., ordinary
and defefred.

Where*the preference and/or deferred shares
form part of the capital of a company, the portion
of capital for which no fixed provision of distri-
bution is made, is known as Ordmary Capital.

«The subdivisions of this capital are known as
Ordinary shares. Whesg there are no deferred
shares, or wheré the preference shares are not
entitled to preferential treatment in so far as
surplus profit is concerned, the ordinary shares
catry the right of sharing the entire distributable
profit, ie., after preference shgreholders are
paid their fixed rate of interest and after adequate
allocations have been made to the various funds
a company may have. In the case of winding up
they stand last for repayment of capital for they
have no preferential ¢laim *for the repayment of

capital. .

Ordinary shares are not just ordinary as the
word suggests. They are the life-line of the
industry. As a matter of fact the entire struc-
ture of the industry rests upon the ordinary
capital without which we cannot have enough
money to ‘build up cheaply sufhiciently large
industries, develop them for the sake of self-
sutticiency and sell goods abroad to imcrease
wealth. . . \
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*® The ordinary shareholders are, as it were,
the propeller of the industry, but they have no
fixed and assured reward for the wotk they do.
They rank for dividend as much aftgg preference
shareholders as fol the distribution of the re-
mains of a liquidated company. On the other
hand, the preference shareholders get out of the
profits no more than what has begn provided for
by the Articles of Association of the company °
concerned and, therefore, any surplus profit that
remains after satisfying the preference share-
holders and providing for deprec1at10n and tax-
ation is, roughly speaking, the earnings of the-:
ordlnary and of the deferred or founders’ shares.
But the entire .surplus is not divided amongst
these classes of shareholders. Some of it is
appropriated to various funds, as the directors
may deem necessaty, as a provision for lean
years. Some of these shares receive large
dividends. Some receive no dividends for a
number of years and many do not rcceive any
at all.

The ‘ordinary capital is sometimes sub-
divided into classes such as Preferred Ordinary
Shares, “ A,” “B,” etc., ordinary shares, and
while there is no appreciable difference between
these classes, they are differentiated for the pur-
pose of certain identification. For example,
the Preferred, “ A and “B” ordinary shares
of the Titaghur Paper Mills Co., Ltd., came into
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existence in the year 1937 when the capital of‘the
company was reorganised. Amongst other class-
es of shaggs, this company possessed ordinary
shares of Rg,2-8 each fully paid up, and deferred
shares of Re.1 each, also fully’paid up. In 1937,
. the ordinary shares were convetted into Preferred
Ordinary shares. The deferred shares were
consolidated by merging every five shares into
« “one of Rs,5 and converted into “B” ordinary
*shares of Rs.s " each. Purther, the reserve fund
' was capitalized and subdivided into “ A ”’ and
* “B?” ordinary shares each of Rs.5 and these were
o1ssued free as«apital borfus to the existing ordin-
ary and deferred shareholders respectively, in
certain proportion. The “A”eand “B,” or-
dinary shares rank pari passu with each other in
all respects with the exception of voting power.
The preferred ordinary, shares are entitled to a
fixed preferential tax-freg dividend of 10 per
cent. per annum out of the profits available for
distribution, after paying igterest on debentures
and fixed-interest to preference shareholders,
and in winding up carry preferential chaim to the
assets in accordance with the provisions made in
the Articles after, of course, the preference share-
holders are satished. Both classes of ordinary
shareholders are equally entitled to the sutplus
assets. ‘This practical example will serve to
make us understand the difference between the
. various subdivisions of ordinary cgpital.
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* *When it is felt that a certain scheme can be
profitably exploited or a certain device be de-
veloped, a few financiers get together and with
the help of techn1c1ans make a thorough research
of the posmbllmes and when sufficiently convinc-
ed that there is money in it, proceed to raise
capital by means of public subscription. Before
coming to this stage they will have, naturally,
spent a lot of money by way of fees to Gonsulting
I*ngmeers travelling expenses, chemical dnalysis,
®c., and in order to compensate themselves for
the Tlsk that they have taken, they form a privi-
leged class of shares for themselves generally
known as Founders’ or deferred shares. These
garry the rightsof sharing disproportionately
with ordinary shares—though in accordance
with the provisions made in the Articles,—the
profits remaining after .satisfying preference
and ordinary sharcholders. -

The deferred capital is almost always a
small fraction of the entire capital and far less
than the ordinary capital. So also they are small
in denomination as compared with the ordinary-
shares but stand to get larger dividends if the
earnings are very great, as the following examyple
will show.

.
)

The subscribed and paid up capital of the
Indian Steel and Wire Products Ltd., which is
Rs.22,26,580, is divided into 170,000 ordinary
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shares of Rs.to each fully paid up; 26,$co0
ordinary shares of Rs.10 each on which Re.1 only
has been galled up and 200,000 deferred shares of
Rs.2-8 each fully paid up. The Articles of the
concern provide that after pdyment of 6 per cent.

per annum on ordinary shares, the deferreds are
entitled to half the surplus profits, the other half
being again distributable amongst the crdinary
shareholders.

. . .
Last year this company earned Rs.22,04,811,
out of which the sum of Rs.9,14,889 was allo-
cated to depregiation apd reserve funds leaving
In hand Rs.12,89,9z2 out of which after deduct-
ing Rs.1,03,595, being the 6 per cent. dividend
on ordinary capital there rcmamed Rs.11,86,327°
Out of this amount, Rs.12,253 was carried for-

ward and the remalmng amount of Rs.11,74,074
was divided equally Between the ordinary and

deferred shareholders, so®that half of this amount
which is Rs.5,87,037 plus Rs.1,03,595 amounted
to Rs.6,90,632, this bcing'L the total amount re-
ceived by the ordinary shareholders during that
yeat ; whereas deferred capital which is less than
one-third of the ordinary capital received
Rs.5,87,037 amounting to 117.4 per cent. against
40 per cent. received by the ordinary capital.

The ordinary shares of a new concern do
not come to the dividend earning stage,until the
company has overcome preliminagy difficulties
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alttdugh some new companies before have,
from the very first year of operation, p:ud a small
dividend ; which is as much as to say ghat they
have squandered the little profits they had made
in order to maintain' the shares which had risen
in proportion to the anticipations of dividends
forecast in their puffed-up prospectuses. It is
difficult to judge when a new company will
reach the dividend paymg stage, it all being de-
pendent upon the lines on Which i it is formed andt
‘he nature of its business. Some are entirely
new- undertakings formed for the purpose of
starting a new business, ahd a company of mode-.
rate dimensions generally takes about one to two
years to commance operations, in which case
at least further three years should be added to find
out, fairly correctly, how it will fare.

But it is a different €ase if the company is
formed to take over ®n existing business Ot
private owners or of a concern in liquidation or
of several concerns in®the same industry for the
purpose of economlcal trading. In the case of
the company floated for such purposes the lav
requires that the prospectus should state the
profits accruing from such business during each
of the three years immediately preceding the
issue of the prospectuses or during each year of
the existence of the business if less than three
years, so,far as the information is available, in
the form of g balance sheet, so that from this



66 ¢ THE INDIAN INVESTOR

record and in conjunction with the terms b the
vendors, we can, more or less, judge the footing
a new concern of this type has.

It iec almost always difficult to judge the
prospects of ordinary shares of a new company
floated to start 2 new business. (1) Primarily, it
depends upon the nature of the¢ business and
whether it is‘a new field or a new entrant into an
already cxisting one. (2) Then come the Pro-
‘moters, Directors and the management. This is
important because not infrequently the failure
or success of a new vénture depends upon the
business acumen of the men at the helm. (3)
The next factor is the geographical situation -
of the industry and under what governmeat
or state it comes. (4) The last, but not the
least, is the classification and arrangement of
capital.

The first two do not require clarification
as they are self-explanatory. The last two,
although not so important to a new undertaking,
are vital to an old one and we will, therefore,
.dilate on the points to the necessary extent.

To illustrate the importance of the geograph-
ical situation of an industry and what bearing
it has when it falls under different governments,
we will take a practical example of the sugar
industry. The soil of the United Proyinces and
Bihar is eminently suited for the sygar cane culti-
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vatlon and, therefore, many sugar factories have
sprung up in these two Provinces, which can be
called the heart of India’s sugar industgy? From
these places the production has tq be carried
hundreds of miles Away to every corner of India
so as to serve all the sugar consuming public
with the consequence that the costly rail transport
which naturally increases the selling price, cuts
considerably into proﬁts There age, besides, ®
a few sugar factories Jutside these provinces
which are well in a position to serve the pubhc
around them at or slightly below the pnce at
which the factories of the above swo provincese
can afford to sell in the area of these outside
factories, thereby, indirectly charging the con-

.suming public the transport charges which do

not exist. In other words, suppose the cost of
sugar at factory is Rs. j1 per cwt., the selling
pnce ex factory being Rs. 13-8-0. If the factoties
in the U.P. and Bihar have to sell their productlon
in or around Belapyr, the selling price f.o.r.
Belapur after adding railway freight and handling
charges which, let us suppose, are Rs. 4 per cwt.
will amount to Rs. 17-8-0 per cwt. But Belaph
already has one factory whose cost of production
cannot be very much different. If this factory,
assuming that the quality of the sugar i the same,
sells at a slightly lower psice than that we have
arrived at above, this will mean: profit of
Rs. 2-8% plus Rs. 4 = Rs. 6-8-0 per cwt. (or
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slightly lower than that for the purpost®of
compctxtlon) whereas the factories of Bihar and
U.P. will, get only Rs. 2-8-0 per cwt. for their
producttot}.m Belapur or clsciwhere.

To supplement our argument we will take
concrete figures. Five good companies in the
U.P. and Bihar, »7z., Cawnpore, Champaran,
South Behar, Balrampur and Basti, the capitals
of which aggregate about a crore of rupees, ate
selected for cotparison with four “ outsiders,”
v#%., Belapur, Buland, Raza and Mysore whose
capitals also totgl abouta crore of rupees. Their
carnings for the last five years are given below in
a tabular form and one can, at a glance, see the
wide difference between the carnmgs

1936 1937 1938 1939 1940

1. Percentage earnings of § ¢
. good U.P. and Bihar '
Sugar Companies <. ‘25°8 14'8 16-3 12°9 B84

2. Percentage  carnings of )
4 *‘outsiders ” .. 31°4 19°0 25§ 373 45°'7

It may be contended that the figures of the
-Mysore Sugar Company influence the wide dis-
crepancy in the above figures on account of its
very high earning power. No doubt, they render
substantial assistance to the figures in item (2)
but even without the figures of this company
the difference would be striking. Besides, all
the companies in item (2) with the exceptnon
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0
of ﬁelapur Sugar Co., are state aided and, there-
fore flourish more than those in item (1) which
are also protected by the Government® of India
but there being toos many entrants it the field
in those areas, consequent internal competition,
and sugar cane price control, a few only earn
enough. Adittedly, this is a crude way of
illustrating our point of argument, but it is the
most effective one.

¢ We will now take in hand thpoint of classi-
ficatjion and arrangement of capital. The
purpose of offering prefesence shares and deben-
tures to the public is generally to attract as large
a capital as*possikle in order to ensure the success
Sf a flotation. The proportion of ordinary
capital to the preference and debenture capitals
together with the rate of dividend and interest,
is of great importance tQ both the preference ang
ordinary shareholders. The ‘lower the rates of
dividend on preferenge shares and interest on
debentures, the better it is to ordinary share-
holders. Large preference and debenture capitals
during lean years are a disadvantage to ordinar§-,
shareholders because if the earnings are just
about or below the rate of interest or dividend
that has to be paid out, ordinary shares will
hardly receive anything. Conversely, they stand
at a considerable advantage during a boom.
This will* best be seen by an example. These
examples to $ome may be boring, but nobody
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will deny that they are the best media for grasping

the sigrificance of facts.
L]

We will assume that a company has a capital
of Rs. 10,00,000 divided into 7,000 § per cent.
preference shares of Rs. 100 each and 3,000
ordinary shares also of Rs. 100 each, all fully
paid up. If owing to bad times the company’s
distributable profit was only Rs. 35,000, after
sitisfyinfg preference shareholders there would
remain nothing for ordinary shareholders. But
if_ the capital was arranged the other way rouwnd,
then preferertce ‘sharehoiders would absorb only
Rs. 15,000 leaving the balance of Rs. 20,000 or
about 3 per cent. of the ordinacy capital to be
distributed amongst this class of shares.

It will be noticed what difference the arrange-
ment of capital makes but it must be remembered
that this is somewhat an extreme example.
More preference capital is, no doubt, un-
favourable to ordinary shareholders during lean
years but it must also be remembered that it is
< xceedingly good during a boom for, again
coming to our above supposition but with a
divisible profit of Rs. 1,00,000, we get this. The
total profit of Rs. 1 lakh represents 10 per cent.
on the entire capital of the company which.rate
the ordinary shareholders are sure to get. But
the distribution they receive is not 10 ’per zent.
but about 22 per cent., and how ?* As we have
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secrf,.the earning was 1o per cent. per share but
the dividend payable to the preference gshare-
holders is only 5 per cent. so that there is a surplus
of 5 per cent. on the,preference capith available
to supplement the dividend on ordinary shares.
This 5 per cent. works out to about 12 per cent.
on the ordinary capital and this is how the ordi-
nary shares get 22 per cent.

For the entire capital of 2 company to be in,
ordinary shares, on the other hand, is generally
not in the interests of ordinary shareholders, for
they ‘do not enjoy the adyantages given by the
fixed interest capital we have just seen. The total*
distribution amongst all the classes of share-
holders of the Tata Iron & Steel Co., Ltd., for
the year 1941, as an example, was Rs. 2,42,19,267;
the dividend received by the ordinary share-
holders being Rs. 29 per shate. Had the entire
capital of this compan} beea in the form of
ordinary shares, these would have received
only Rs. 17-6-0 per share an amount far less
than that which has now been actually received
by the ordinary shareholders. ..

Naturally, the profits earned by various
types of companies vary considerably but all
are subject to depression and it is left to the
reader to apply his knowledge and judgmens
with the help of the available records of the
past .earnings when gauging this point of the
company he iseinterested in.
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Having studied, thus far, the various types
of ordinary shares, we have prepared the ground
for the discussion of the principles of sound
investmenstin ordinary shareg and in the following
and other chapters we will endeavour to deal
with these comprehensively.



CHAPTER VII

Investment in Ordinary and ‘Deferred
Shares (contd.)

So far we have done nothing more than
touch upon some of the impoftant points of
ordinary shates. We must now kndw how to

v find out good ordinary shares fromsan inexhaustible
field. There are hundreds of good ordinary
shares in India but the pgoblem is not to discover
what is good but to select what fs suitable for'
the individual requirements as this is the founda-
otion of investments. So let us go cautiously
and discuss, as far as possible, in this chapter
some of the relevant features of sound investment
leaving others to be deal? with in other chapters
allocated to that purpo¥e.

The basis upors which an ordinary share
should be judged is () the earning power of a
company particularly in difficult years or under
depression, (4) the financial position, (¢) fL&
nature of business, (4) future prospects, and (¢)
whether the yield compares favourably with
that given by the ruling prices of the, shares of
the same class. . *

This is not all. Common sense judgment
tog is required, for an investor giving due regard
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]
to these points and investing during a boom
period will find his investments considerably
depreciated during a slump, despite the com-
pany’s abiligy to maintain dividends be it from
profits or reserves. But a prudent investor who
has not got all his capital invested in ordinary
shares, be they high class or highly speculative,
and who has a well planned investment, if unable
to take advantage of the slump, will usually be
‘in' a position tQ ignore these temporary jolts
and ultimately see that his investments have
steered clear of all p0551ble poignant shocks:

Ordmary shares it has been said before,
have no security and give no relative security
to the price paid. From this it must not be
inferred that all ordinary shares are risky There
are some which offer better security than pre-
ference shares and ordinary debentures, and for
the purpose of discussion we shall make
occasional reference to the several charts which
have been provided for this purpose.

These charts have been prepared’ from the
Ggures extracted from balance sheets, reference
books, periodicals and the author’s diary and
show at a glance the position of various indus-
tries, group by group, for the last 15 years.

All these charts have, for the purpose of
simplification, been drawn on the same basis
with the exception of that for Jute Industry
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)
. . . -
which, on account of wide fluctuations in eatn-

ings, distributions, price ranges, etc., necggsitates
reducing the scale to half. .

As will be seen,ach chart has bech arranged
in such a way as to show distinctly percentage
profit on capital, including debenture ; earning
on ordinary capital ; payment on ordinary capital;
reserve on capital, excluding debentures; and
prtce range having 100 ad the basfs or par. Ik
is hoped that this arrangement Will obviate all
possible difficulties generally met with while
reading charts of this mature aad, provide the
most vital information required to judge thé
general position of an industry.

To make the reading of these charts still
easier, one example will be enough. Let us
take the Engineering industry illustrated in the
respective chart given» on page 8o. In the
year 1927 the profit earned by the entire capital,
including debenture,*was 15.2 per cent. the
ordinary capltal having earned 17.75 per cent.

and paid 13.5 per cent. The percentage of 3.1
on capital excludmg debenture was carried fo~

reserves. The price range in that year, assuming
Rs. 100 as par was: Highest Rs. 280 ; Lowest
Rs. 185.

The Excess Profits Tax Act having been
introduced after the outbreak of war, and on
account of its lack of clarity and accounting
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infricacies, many companies have deemed it
expedient to create a Taxation Reserve Fund
from which to pay the assessed tax ewhen the
questions under dispute are settled.*, Since this
tax will have to be paid sooner or later we have
considered it as a liability to the Govefnment
and deducted the provided amounts from the
profits before arriving at the net profit.

'
The statistics not of all bug of mogt of the
companies in India, in each group, have been
collected together in order to represent the true
position of each group of industsy and it is hoped
that readers, while going through these pages
gnd cven aftery will spend a little more than
passing time on the charts presented, to compare
critically one group with another and find out
which group or groupseoffer the best medium
for investment. o .

Invariably, the ¢onclusion will be that the
Electricity and Bank shares offer the best security,
for, as cempared with other industries, the
earnings, distributions and consequently prices
do not fluctuate widely.

Unfortunately, it has not been possible to
give illustrative charts of the Insurance Cam-
panies, for, there being only a few quoted or
the stock exchanges—most of them being of
recent origia—the illustration would not be
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substantiated in the desited manner. Buf it
must e admitted that Insurance Companies are
as good ‘as Banks, and therefore their shares
stand on dn equal footing, if not better than
Bank shares, because India being under-insured
and in view of the vigorous campaign that is
now afoot, there is a wide scope for these
shares. )

« It ‘has also not becn possible to set out
statistics of steel, mining, chemical, cement,
etc., industries for the same reason as above, and
companies in_each of these groups being only
a few, those interested will get the necessary
information on reference to refegence books such
as the Investor’s India Year-Book, compiled by
Messsrs. Place, Siddons & Gough, Calcutta,
and the Investors’ Encyclopzdia (with which
is:incorporated) * The Squthern India Investor,”
by Messrs. Kothari & Sons, Madras.

There are many typés of ordinary shares.
All are liable to be affected by depression or by
unfavourable rumours, but some very severely,
and it is not difficult to distinguish one class
from another. Take for example Bank and
Tea shares. In the following table are given
two types of figures, one showing the percentage
rise or fall over the average price of 1928 and
the other giving percentage dividerds paid.
These figures ate based on the averages of highest
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and lowest prices touched during the respccnve
years.

1929 1930 1931 1932 101953 1934

TEA
Rxse or fall %.. —7-0|—18:9 -38-6| -51-3) —36-7}—22°9

Dividend % .. 17°35 982 3:36 3:73 14°53 11°0
Banks
Rise or fall %.. —2-7 -11-1f-25-9|—244|—14'5 +3°1
Dividend % .. 12'9] 12°9 10§ 10°63 10°%2 10°78
.

An investor who had bought tea shares
in the year 1928 and heM them*uatil the great.
depression of 1931, would have found his
investments depeeciated during this period by
over so per cent. and if he had been forced by
circumstances to realize his holdings then, it is
but natural that he would have lost about o
per cent. of his capital. ¢ Had he held them until
1934 by which time the markets had practically
recovered, his holdingswould still be depreciated
by about 23 per cent. But see how Bank shares
behaved. The same investor buying Bank shares
in the year 1928 would have found his shares
depreciated during the acute period of depression
by about 26 per cent. but in 1934 he would have
been relieved to see them not only fully
recovered but also appreciated by 3 per cent.

Not 8nly this but, when the average yield
for these six years is taken into consideration,



88 THE INDIAN INVESTOR ;
we also find that Tea shates have yielded only
2.7 per cent. per annum, yet, depreciated by
22.9 pef cent; whilst Bank shares have, in
addition tp giving a fair yield of 4.3 per cent.
per annum, appreciated by 3.1 per cent.

Shares of reliable Banks, Insurance and
Public Utility like Electricity Supply companies
are the best for investment and although they
2re prone to depréssion, they offer greater
security than dny other class of ordinary shares
as will be seen from these charts. They, have

_iimited scopg for immediate capital appreciation
because, unlike industrials, they are not specu-
lative and even those who invest with the object
of lock-up investment seldom go unrewarded.

There are shares of other miscellaneous
companies also that vare good for investment.
To name only a fews Bengal Chemical &
Pharmaceutical Works, Indian Radio & Cable
Communication Co., Ltd., Associated Cement
Companies, Calcutta Steam Navigation Co.,
Ltd., etc., and investors who keep 4 watch over
such companies usually do well in the long run.
They specialize in certain business and develop
it to such an extent as to earn uninterrupted
profits.

The shares of other groups also offer a
good home for capital provided the iavestments
are evenly or proportionately .distributed in
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accordance with individual requitements. It
is always advisable, before embarking upon
investments of this nature, to study m,general
the past and present conditions of the,particular
industty one.is interested in, keeping® in mind
the future outlook, and it is only thenethat
selections should be made. Almost always,
the market leaders are preferable for the man of
ordinary intelligence wheg market conditions

e either normal or abnormal for, although
they afford lesser yield, they also afford equal
chancg for capital appreciation, and give better
security to capital. . ..

On account of the changing times it is not
passible to discuss here the position of various
industries from the investor’s point of view,
and even if this were possible it would require
several volumes of the size of this book to deal
comprehensively with various, industries. Each
industry has its own factors which guide its
destiny. Output, offtake, raw material prices,
internal and external markets, competition,
tariffs, normal and abnormal demands, scientific
and mechanical inventions and progress, past
results and future prospects are factors worth
consideration of an investor, but he has neither
the time nor easy access to this informati
It would therefore be best to stick to shares
of the soupdest companies bought in the depres-
sed market and closely follow them with 2 view
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to snatching profits whenever they occur due to
specudative rises, or be satisfied with the moderate
yield they give.

Conlitions during a slump are different.
Everything, no matter whether good or bad,
is affected and those who enter the market during
this petiod may buy anything, but not blindly,
with the ultimate hope of appreciation. The
sbest shares during such a period are Engineering,
Tea and Rubber, for, they usually lead during
boom and slump. This action can only be
“taken if fresh eapital is available for investment,
otherwise conversion of one type of shares into
these highly speculative shares may offset the
balance of the investment portfolio and land
the investor into difficulties.

- We said somewhere that Bank, Insurance
and Public Utility shares are good for lock-up
investments. Well, what is a lock-up invest-
ment? We know of many who, with the inten-
tion of holding shares as investments for a
pretty long time, buy anything that is recom-
mended to them, regardless of whether it has
long view prospects or not, and ultimately
repent if, in due course, their holdings have not
ativanced or maintained the rise which had taken
place after the purchase was made. Any and
everything is bad enough for lock-up fhvestment.
It needs no tips but foresight. Eock-up invest-
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A ]
men? is buying and holding shares for a long
period, say, § to 10 years or more, with the gbject
of greater profit—increasing one’s capital by
maximum possible appreciation. ’

We can see that Banks, Insurance and Public
Utility companies have slowly but steadily come
up and continue advancing. There are many
Banks and Insurance companies thdt have built
up strong credit structures zhd name. They are

“worth watching. The business ofePublic Utility”
concerns is a sort of a monopolistic one and
therefdre there need not be any fear of compe-,
tition. India is forging ahead industeially. There -
are, therefore, great possibilities for these com-
panies, and those tatering for the needs of grow-
ing cities and industrial towns should receive
greater attention from investors. The greatcst
advantage these shares enjdy is that the earnings
of Electricity concerns afe not,liable to setbacks.
On the contrary, they tend to rise. The chart
on electricity shares do®s not very well endorse
this opinion, The reason is that many com-
pames of recent birth not having had enough
time to establish themselves, retard the attractive
qualities of the chart.

Then come new and promising companies
such as the Steel Corporation of Bengal and the
Tata Chemicals. It is wortH while taking a risk
in such oompanies for lock-up investments.
There are old ,companies also which, for some
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reason or other, might have fallen on bad times,
but ¥hich might still hold possibilities of reco-
very, and if their shares have been heavily depre-
ciated soqs to fall below the intrinsic value, then
they also warrant such an investment. Hope-
less companies also at times, yield sweet fruit
when their capital is reorganized.

The intrinsic, of true value of an ordinary
share can roughly be judged by the earning power
of a company, its dividend policy, reserves,
financial position and last, but not least, the yield.
‘The value of an ordinary share is not stationary
but varies as the deciding qualities of a share
change so that a shrewd investor who is sensitive
to these changing factors can manipulate his
holdings to advantage. The par value or the
price paid for ordinary shares, therefore, has
nothing to do with the market value. The par
value indicates nothmg more than the original
value of the share. ‘'The purchase price only
serves to calculate profit or loss on investments
and nothing more.

It is not always difficult to foresee depre-
ciation of a share if it is due to direct causes such
as bad business. If over years, there is a ten-
dency for the earnings to fall due to, say, over-
ptoduction, if inadequate sums are allocated to
depreciation, if reserves are drawn upon to
maintain dividends, if stocks are 1ncreasxng and
if the carry forward balance is thinhed, then it is a
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sufe sign of a crack and the investor had better
leave this share alone. .

When planning for a long term investment,
i.e., for about 10 years ahead, the mdustnal and
engineering shares offer the best médium pro-
vided the time of depression is selected for buy-
ing, but if investment is made during a boom
period then the results will very likely be the
reverse, because these two classes, of shares are
the first to suffer during a slump, and lead during
a boom. But the chances for such opportune
inveStment areso rare that we always exhaust our
patience long before the oppostunity occury ®
In the circumstances, the best procedure is not
$o approach the market in times other than of a
slump when you wish to buy ordinary shares
for long term investment, unless, of cdurse, you
are very well acquainted with the investment
technique. ) .

This does not strictly apply to shares of
progressive companiés like Electricity, Bank and
Insurance, because as we have seen before, these
companies do not get affected by the periods to
the same extent as Engineering and other com-
panies. But even here, one must go cautiously
and, if possible, postpone the long-term invest-
ment programme until such time as an ogpor-
tunity occurs, by keeping’ the available funds in
high gsde preference shares, debentures or
securities.
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Expetience shows that many investors ch-
proach investment in ordinary shares with a
wrong hotion. They believe that if a company
has earned good profits for some years, it will
continue deoing so. Therefore, when once they
invest, they do not bother to survey their hold-
ings from time to time, giving due regard to the
position of the industry in which their capital is
put. This absurd principle badly punctures the
inyestment pottfolio.

Take for example the Jute industry. All
went well with this industry until 1928-29.
By this time the industry had expanded to such
an extent as to have its production far exceed the
offtake. 'This together with the internal dissen-:
sions and cheaper substitutes abroad, had hit the
industry before the outbreak of war so hard that
reserves had been conSiderably dissipated and
we can well imagine what‘would have happened
if the present war had not come to its
rescue. Further reference’ may be made to
the respective chart on page 81 which will speak
volumes.

With the steady decline in earnings, came
the disaster of many investors. who had clung
to large ordinary holdings, due, perhaps, to their
being unable to take warning of the impending
danger at later stages or being unable to part
with their holdings at a great loss.
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‘The size of a company is not necessarily the
important point to consider while selectmg
otrdinary shares for investment. There are *quite
a good number of small or moderately sized
companies that do wonderfully well‘and these
are the companies that should receive ggeater
attention from investors. We have begun to
realize that these latter companies are as good as,
if not better than, huge copncerns whose ramifi-
cations are often tangled, half-hiddentand obscure,
so that it requires greater skill and knowledge to
form a clear opinion of their exact financial posi-
tion. Such companies sheuld, therefore, be lefts
alone by investors with limited knowledge.

o We have E*D. Sassoon United Mills Ltd.,
with capital, issued and subsctibed, of Rs. z}
crotes whose average working for the *last 10
years shows a loss of about Rs.§,24,000 per year.
On the other side we Rave 3 moderately sized
company of the same group. The Vishnu Cot-
ton Mills Ltd. The subscribed capital of this
company is Rs.24 lakhs and the average profit
for the last 10 years amounts to Rs.2,73,000.

From this it must not be inferred that all big
concerns are bad and smaller ones good. Scrutiny
of balance sheet in the manner suggested in he
chapters on balance sheets avill decide whether
the compagy under investigation is good or bad
for investment.



CHAPTER VIII
Inv%stment in Preference Shares

Much of what we said in connection with
ordinary shares applies to preference shares also
as these shares, although they carry greater
security, are not abgolutely immune from risk.
With the exception of only a few these shares
have generally no participating rights, protection
of redemption date or other special advantages
‘but they all carry the right to a fixed rate of divi-
" dend, either cumulative or non-cumulative, from
the net profits after paying debenture interest,
if there be any debentures, but before paying
dividend to ordinary shareholders.

Cumulative shares are better than non-cumu-
{ative preference shares because if 2 company, on
acceunt of bad business is unable to pay a divi-
dend then it has to male good the arrears of
dividend from the profits of succeeding years.
Not so with non-cumulative preference shares.
They have to remain quiet if the company is
unable to pay in any year either part or full
dividend.

<" There are exceptions, however, to e ery
rule. In 1928 when the capital of the Craig Jute
Mills Ltd., was reorganized on accuunt of its
very bad financial position, the rate of dividend
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on its cumulative preference shares was raised to

9 pet cent. per annum and all rights to the divi-

dends in arrears from 1922 to 1928 were cancelled.

The financial position not having betn improved

by 1940, the capital was again reconstructed in

that year. In addition to reducing the fominal

value of preference shares from Rs.100 to Rs.j50,

the rate of dividend on them was also reduced

from 9 per cent. to 5 pér cent. per annum and
all rights to the arrears of cumulative dividerds

from 1929 to 1940 were again cancelled. When

a company’s finances are such, the preferential

shareholders have necessarily to suffer with the®
ordinary shareholders.

Unlike ordinary shares, in case of winding
up, preference shares have priority for sepayment
of capital after satisfying all trade creditors and
debenture holders. ot much importance may
be attached to this point as‘no good company is
ever liquidated solely, for the purpose of dividing
its assets unless the Government or Municipality
decide tostake it over, in which event ordinary
shares may receive more than the capital origi-
nally invested with no hope of preference share-
holders receiving anything more than their
originally subscribed capital, or seldom any
¥dminal premium as proyided in the Arti®s of
Association of the company. But if 2 company
is dissolved for reasons of continually bad
business then it is hardly necessary to say that
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preference shatres, in anticipation of receiving
less out of the dissipated assets than is due, will
depreciate. considerably in advance.

Preference shares can roughly be divided
into two broad divisions. One class is of shares
that are covered by earnings many titnes more
than the actual amount required to meet their
. dividend. Such shareg are high-grade but low-
yielding, and the yield does not generally differ
substantially from what is got on long dated or
perpetual Government or Provincial loans, etc.,
.or some undated debentures. The other class
of shares is of those which have a thin cover of
dividend and which do not receive dividends
regularly. The capital invested in such shares is
less secutra though the yield is more.

For the purpose or illustration, Allahabad
Bank and Tata Iron & S8teel First Preference
shares can be put in the first class. Their re-
quirements are so very well covered by profits
that we can have no doubt as to their attractive-
ness for many more years to come. On the
other hand we have low-class shares such as
those of Associated Hotels of India Ltd., and
Spencer & Co., Ltd.,,—*“ B ” preference shares
—whb~se earnings have decreased to such an
extent »s hardly to cover the requirements of
preference shareholders. Both are cumulative
_and pay dividend regulatly but despite this fact
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thty do not take any strength and rise above their
par value. They are even considereds to be
inferior to an average ordinary share.s There is
only one reason for this. The fact shat earnings
of these companies for the last few'yeats have
been very low and with no hope of substantial
recovery in the immediate future, in conjunction
with their poor financial position, has kept the
shares depressed and theirfprice mqvement shows
that they hardly respond to masket activity. °

+The only perceptible difference between the
preference and ordinary Shares when a company’se
earnings begin to decline is that the preference
ghares depreciate more slowly than ordinary
shares so that the preference shareholder has
enough time to consider the only ®advisable
action, which is to selleas quickly as possible.
But ordinary shares bging very sensitive are like
shadows of coming events.’" They drop at the
mere possibility of 3 company’s unsatisfactory
trading.

While selecting a preference share, the first
thing to consider is whether the company’s net
earnings are such as to exceed by much the
amount required to pay preference dividend,
and the more thickly this dividend amoXet is
covered the stronger and more attractive the
preferenée share becomes. This can be judged
from the balance sheet, a minute scrutiny of
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which is essential. The second point is to sekect
a good share at the lowest possible price so as to
obtain maximum y1e1d possible which should be
well below that given by long dated and perpe-
tual Goverament secutrities, Provincial loans or
debentures. Otherwise, it is not worth while
investing in such a share, because in times of
dear money conditions this share will depreciate
irrespective of the first class security it offers, so
as.to fall into line with the securities of its nature
for reasons we shall presently see.

. As in the case of ordinaty shates, the size of
"& company is not necessatily a good point to con-
sider when buying preference shares. There
are many companies that are hedvily capitalized
giving only a thin cover to the preference divi-
dend reqmrements as against some of the smaller
companies, the prefererice shares of which offer
as much security as thatvoffered by gilt-edged
securities.

Another point to consider when examining
a preference share is the arrangement of capital
as discussed on page 62. The bigger the pro-
portion is of preference capital, the less is the
security the preference shares offer in the case
where a company does not do well.

The argument of selection of preference
shares necessitates touching upon a pojat which
we have already dealt with in Chapters VI and
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VI® “Investment in Ordinary and Deferred
Shares ”’, because it is vital, and for the pyrpose
of ready reference we will briefly go over it again.
While selecting a preference shares one must
always have in mind the nature of tife business
the particular company is engaged in ands must
consider if its profits ate subject to wide fluctua-
tions. All the industrial groups and plantations,

as will be seen from the¥charts, were affected
considerably during the slump pf 1931, giving
hardly any cover to the preference dividend re-
quirements. ‘This "involves danger of some of
the dividends falling ifito arreags. This hay,
happened before. The investor should, there=
fore, look out éor financially sound companies
of such groups unless he approaches investments
when money conditions are dear, during a slump
or at a time when markets are just recovering
from one. This doese not, of course, strictly
apply to Bank, Insurance and Public Utility
shares, particularly the last, for, on account
of the possibility of steadily rising profits and
consequenf better cover, they become more
attractive.

Unlike ordinary shares, preference shares
are unable to participate in the prosperity of their
company, whatever the magnitude of profisggnay
be, because they generallp carry the right to a
fixed divijdend only ; unless, as we said before,
they have participating rights. Another point
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where ordinary shares score over preferénce
sharer is in times of inflation—when money buys
less—because companies being in a position to
ask higher price for their goods can earn
unusually” large profits and distribute them
proportionately to the ordinary shareholders;
whereas the preference shareholders have to
remain in an unenviable position and buy less
with the income produced by their shares.

“  One more point against preference shares,
which has been refetred to but not discussed so
far, is that these shares are vulnerable to changing
“monetary conditions. There are only a very few
preference shares which are redeemable, but all
the rest are irredeemable and therefore they have
to adjust themselves to conditions necessitated
by the change in money values. That is, when
money is dear and consequently borrowing rate
high, the prcference shares, and medium and long-
dated securities depreciate. Conversely, when
money is cheap all fixed-income scrips appre-
ciate. In other words, all fixed-intgrest shares
and securities with the exception of those beat-
ing short-date depreciate or appreciate as circum-
stances dictate. So the yield given by prefer-
ence shares tends to rise or fall, as the case may
be, in order to have relation to the borrowing
rate, chis depending upon the soundness of the
scrip. In order to avoid repetition, we will
endeavour to explain more fully in Chapter X
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—“*Investment in Secutities ”—the reason why
fixed-interest preference shares or securities are
influenced by monetary conditions as the ques-
tion has more bearing on securities. ‘.

From this it will be inferred that it is not
advisable to buy preference shares when money
is vety cheap, particulatly for those that may
have the occasion of drawisg upon such invest-

sments any time. The reason fQr this will be

better understood by applying simple mathe-
maticss

L]
Rs. 100 §9%, Pref. share to yield 4%, should stand

at Rs. 125.
® Rs. 100 §% Pref. share to yield 449, should stand
at Rs. 111, .

The above proportions have been drawn upon
the supposition that mpney conditions at the
time of buying are cheap and at’the time of selling
are not extremely dear.,

Supposing that 4 per cent. is the yield afford-
ed by prefetrence shares at the time of buying,
the investor will have to pay for every good s
per cent. 1oo-rupee share, Rs.rzs5. If after a
few years, let us say seven, when money becomes
a little dear and preference shares on an avePge
yield 4 per cent., he is required to liquidate his
preference *holdings, these will realize Rs.11x
for every Rs.i25 invested seven years before,
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because the average yield on preference shares
being 43 per cent., the shares will have declined
to Rs.1z1. ‘This means a capital loss, of Rs.14
which investors very often ignotre because they
are satisfied with the regular yield of 4 per cent.
per annum obtained for full seven years. Or
even if they do remember the price originally
paid, they ascribe the loss to their stars and con-
sole themse]ves by ehtertaining the thought that
it is not only shey but their neighbours too that!
have met with the same fate.

» If, in reglity, we go to see what actually our

investments have yielded us, we get 2.4 per cent.
and not 4 per cent. as originally calculated be-
cause the income of Rs.5 per share multiplied by
7 years gives us the total income of Rs.35 per
share and after dedvcting the capital loss of
Rs.14 we get in hand Rs.21 (on every Rs.1zj
invested) for the $even years, which works out
at 2.4 per cent. per anpum on the money in-
vested. .

On the other hand, had the money been in-
vested in short-dated Government, Provincial
or Municipal loans, preference being given to
those bearing 2 low rate of interest and conse-
quently available at or below par, our invest-
meris would have eventually given us at least
2} per cent. net yield and perhaps a slight capital
appreciation. .
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® Even had the supposed investor not had the
occasion of liquidating at this stage and was well
in a position to ignore the monetary conditions,
it would still have paid him to first keep his
money in short-dated loans and then switch over
to long-dated loans or preference shares, fér, he
would now get for Rs.111 a share for which he
had to pay Rs.125 seven ycars ago. What is
more, the yield on this pride would.work out to
4% per cent. as opposed to the ranning yield of
4 per cent. obtained by the first procedure, not to
spcak'of the p0551b111ty Of capital appreciation
in the event of money agam becoming cheap or,
of the check on greater capital depreciation in
the event of money continuing to hecome

dearer.
®

We have consideredeone side of the ques-
tion. But, had moneg becomc cheaper after
seven years, what then? First and foremost,
there can hardly be any possibility of money
becoming cheaper than we have considered
above. That is to say, the rate at which Gov-
ernment can raise loans is at 24 per cent. interest,
and the Government of India do not appear to
have raised a loan at anything below 24 per cent.
interest. Even if the borrowing rate did™all,
the preference shares would have appreciated
and so alsothe short-dated loans, though slightly,
keeping the bgsis of our argument unaltered.
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This argument should dismiss the impfres-
sion gaany investors have that it is always the
ordinary ehares that depreciate and not first class

preference shares.
¢

Admittedly, it is impossible to wait for
depression or dear money conditions which
recur at long intervals, in order to invest in pre-
ference shares, but § would be advisable for
1{1vesto.ts who Jpave insufficient knowledge or
expcnence of investments and who do not rely
upon investment income alone to avoid ipvest-
ments in preference shares that are low-yielding
'and if good preference shares are not available
to give a satlsfactory yield, to place that portlon
of capital which is required to be put in prefér-
ence shares in short-dated Government or Pro-
vincial loans and even jn ordinary shares of com-
panies that have future prospects, until such time
as suitable opporttinity occurs.

Many are of the opinion that preference
shares always are, and by far, better shares than
any class of ordinaries and this misconception
was carried to the extreme at the beginning of the
year 1941 when reverses on the war front had
instilled temporary fear into the heart of every-
body, investors heading all. During this period
there was a craze for tonverting capital into pre-
ference shares just as there was a sania for
hoarding precious metals including coins. Most



INVESTMENT IN PREFERENCE SHARES 107

of ‘the good preference shares were heavily
bought as a result of which prices went ub and
the yields down : down to such an extent as not
to leave an appreciable difference befyeen their
yields and those afforded by long-dated Govern-
ment and Provincial loans. There is a limit for
good preference shares up to which they can be
bought for satisfactory yield ; beyond this they
lose attractiveness and become a bad mvestment
If the same money is invested® in good class
ordmary shares instead, results can be far better.

It is always advisable not to.subscribe for-
preference shares of a new flotation, whatever
the rate of dividend may be, unless it has been
floated under good auspices such as the Alkali
and Chemical Corporation of India Ltd?, where
dividend is guaranteed forfive years by the well-
known parent company, the Imperial Chemical
Industries (India) Ltd., and which carry the
right to conversion into ordinary shares. The
preference shares of Steel Corporation of Bengal
Ltd. also offered security from the outset in view
of the provision made for them to receive 4 per
cent. dividend out of capital.

Opinion regarding the mode of mves;»mcnt
in preference shares when money is very chéap,
is divided. One school of thought believes that
when mohey is very cheap preference shares
should be pmeferred to Government securities
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and debentures, because the preference shares'are
highee-yielding as compared with gilt-edged
secutities? When money is very cheap prefet-
ence share§ also rise proportionately and com-
paratively, yield less. It is the firm conviction
of the author, therefore, that in times of cheap
money, the capital intended for preference shares
should generally be retained in short-dated loans
or debentures at the shcrifice of 2 small difference
ih yields if preftrence shares are not available to
yield convincingly more than the Government
secutities, by those who have not developed the
“faculty of following world events and who in-
variably get caught napping. In such times
preference shares are advisable'only if we cin
manage our own investments actively and inde-
pendently ; otherwise, first-class Electricity, Bank
and Insurance ordinaty shares will be better.
The trouble with ys is tlat when we are on one
side of the trade cycle we never think of the
other. An investor can be excused for neglect-
ing this vital factor only if his planning is for a
few years, say 3 to 5 ; otherwise not.



CHAPTER IX

Investment in Debentures

In India, the debenture capital is small most
of which is in the hands of Banks and Insurance,
and other companies. Only a fraction of it is
quoted on the Indian marfets and deals can be
_put through only by means of hegotiations,

Presumably because of this there's little interest
on the market from investors in this scrip, how-
ever good it may be. As interest in investment
expands, however, thete ought to be incteaseds'
support from investors for debentures and for
this reason we will deal with the important points
that have relation to investment, g leaving
aside others that lend po substantial aid to

investors. .

A debenture is a sort of loan given by the
investing public or by an institution or by one
person to a concern that is in need of it, bearing
a fixed rate’ *of interest, generally on the security
of its assets, be they fixed or floating.

Fixed assets are those that are immovable
such as land, buildings, property, plant and
machinery, and circulating and liquid assets such
as book debts, cash, investments, stocks, work
in progress, etc., as we have seen in the chapter
on balance shgets, can be put under the category
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of Floating Assets. These floating assets aré not
very oteliable to the debenture holder because
they keep on fluctuating from day to dgy. They
can be disposed of by the company because there
cannot b& a fixed charge on them but only a
floating one. Floating assets may be wasted
and therefore, they are not a stable security, pat-
ticularly in the case of concerns which are in
difficulties. '

The liability on the partly paid ordinary or ‘
preference shares, although it, is a real risk to the
investor holding such,shares, is a safeguard to

‘the debenturé holders who in the event of the
company’s assets not satisfying their require-
ments, can call for the unpaid ‘capital provided
such a gapital exists and there is a charge over it.

It is imperative, therefore, that the investor
before going in for debgnture must inspect the
Debenture Deed 2and see how and on what
assets the debenture has been secured, and if he
has neither the time for nor a knowledge of
this, then he had better leave it alone'unless he is
fully satisfied that the debenture has been issued
by a progressive concern for the purpose of
expansion of its business, success for which is
assuged.

Broadly speaking, there are two types of

debentures, one redeemable and the« other ir-
redeemable. The latter class of debentures is
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raft and is raised by established concerns whose
financial position is above all suspiciors Re-
deemable debentures, as in the case» of dated
Government loans, give protection to capital in
that they are not susceptible to deprtciation on
account of depression or of monectary conditions
changing, as they approach maturity.

These redeemable debentures sometimes
hold additional advantages and the right to draw.
That is, for the purpose of minimising the de-
bentyre burden s and when possible, some
Deeds hold the provisioa that the Sinking Fund.
or the Amortization Fund, cxpressly created for
the purpose of paying off debentures, may be
utilized annually or at longer intervals to draw
debentures by means of a ballot to the cktent the
accumulated amount will permit, and thus,
gradually by the date of maturity most of the
debentures are redeemed relfeving the company
of the interest burden.

From the investor’s point of view these
types of dgbentures have distinct features of their
own and therefore they need clarification. Re-
deemable debentures may be short or long-dated.
These again have distinct advantagcs which have
been discussed in the previous chapter.® Itre-
deemable debentures are fhore or less like pre-
ference shares and need the greatest caution
while buying, the reason being that the deben-
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ture holders cannot force the company to reddem
the losn whatever the financial position of the
company *may be, provided regular inserest is
paid and, fhcrefore, if the eammgs provide a
very thin cover to the debenture interest so as to
leave no margin for distribution to preference
and ordinary shateholders, then the debentures
will depreciate. Deprecmtlon will also take place
when money conditionls become dear as we have
alteady "discussed elsewhere.

\When a debenture is redeemable by Jraw-
vings, purchase should ealso be carefully consi-
dered because if a high premium is paid for a
debenture that holds the possibility of redemp-
tion by drawing within a few years, then the
holder will suffer in the event of his number
being drawnand paid at par or at a small premium.
Conversely, if such a debenture is bought at a
discount then the ‘holder stands a chance of
being repaid at par or at a small premium should
he be lucky enough to appear in the ballot.

It is said that the debentures of .Electricity
concerns are the best, but as in the case of other
debentures too, it all depends upon the security
they offer. In the event of a company catering
for af" undeveloped town having no poss1b1hty
to expand owing to 6ther towns in the vicinity
having geographical and other advastages, it
will in the long run suffer and debegture holders,
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should there be any, will in the event of fore-
closure hardly get anything if the supply was
taken fsom a power supply company. But
though such extreme cases are rare, investors
should not ignore the possibilities *altogether
while considering the purchase of debentures of
unknown electricity supply companies. So also
with mining companies which on account of the
wasting nature of assets do'not offer,good secutity
to the debenture holders unless she mines have’a
long life and the debentures are redeemable much
befort that. .

9

There are other similar industries whick
solely depend upon some sort of protection or
aflvantages over others, but as long as the deben-
ture is secured on fixed assets which can easily
be disposed of when the necessity arises and is
well covered, (that is, if the assessed value of the
assets at the time the ‘debenture was secured is
almost double the amount requifed to cover
debenture liability) and if the past and present
earnings cqver interest and sinking fund require-
ments well, then the investor should not much
worty as to the nature of the company’s business
although preference should be given to mono-
polistic concerns such as Electricity, Tram and
Telephone companies, as the tendency of the
earnings of such companiés is to increase, pro-
viding thicker cover to debenture interest and
sinking fund fequirements.
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The debenture holders are entirely oh a
differant footing from ordinary or preference
holders. *These latter, as we have seen, only
depend upon the earnings of a company, whereas
debenture holders, who have the right to pounce
upon the assets if the interest is not forthcoming
regularly, are entitled to no more than the inter-
est due on holdings and the capital lent, with the
possibility of this bemg repaid at 2 small premium
ot being sold on the market at 2 more or less
favourable price, it all being dependent upon the
soundness of the debenture.

'. There aré exceptlons however, and one of
the rare advantages the debentures enjoy and
to which necessary weight should be attachéd
by the investing public, is the right to conversion
into ordinary shares. The Steel Corporation of
Bengal Ltd. is a case in pomt This concern
issued in 1937 £1,000,000 in 4} per cent. gua-
ranteed registered mortgage convertible deben-
ture, repayable at par in 1967 but subject to be
redeemed in whole or in part at 2 per cent.
premium on six months’ notice after #st January
1947. The debenture holders are entitled to
convert their holdings before January 1947
into fully paid up ordinary shares in the propor-
tion of 40 ordinary shares of Rs.10 each for
every £so debenture. The ordinary shares of
Rs.10 each (fully paid up) are at th¢ time of
writing quoted at Rs.2o each.
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® Holders of about a third of debenture
capital have, so far, taken advantage ef the
conversipn and those who intend doing so at the
present rate will get Rs.800 worth of ordinary
shares for every Rs.666 (£50) worth of'debenture,
thus ‘appreciating their capital by over 2o pet
cent. in addition to getting Rs.4-8 interest for
the period the debentures .Wer;held.

°

The difference this conversjon’makes at the *
present stage is impairing the absolute safety of
the cgpital. But as long as there is nothing to
suggest that the company’s outlook is gloomy «
and, on the contrary, as there is every possibility
of the turnover increasing particularly owing to
the war conditions and the reconstruction period
following it, there should not be greatefear for
ordinary shareholders. JBesides, this concern,
although new, gives deﬁrenture holders five more
years for conversion during® which period the
company should be in full production. It is
evidently for this reason that about two-thirds
of the debenture issue is left in safe position until
such time *as the ordinaty shares advance and
offer still better terms for conversion.

It is too early yet to measure in a proper
degtree the possibilities these debentures hold and
it is not becoming in a bdok of this nature to
forecast teends, but it is almost certain that even
those who byy now at £120 will be amply re-
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warded before 1947 even taking into considera-
tion the possibility of the debentures tending to
approachrpar from the year 1947. .

It is the opinion of many that 2 company
issues debentures only when it is in low water.
It is not necessarily so. Debentures might be
required by a company that is in such an unfor-
tunate position,"f: which case debentures gene-
rally cacry a high rate of interest, but they are also
requ1red by sound and well established com-
panies that wish to expand their business by the
cheapest means. .

*  Itisalso not clear to some why some com-
panies call debentures when they can raise the
required capital by issuing new ordinary shares,
even at‘a handsome premium. This course is
followed sometimes butthe difficulty arises when
the question of payment of dividend comes.
Ordinary shares ar€ of a permanent nature and,
therefore, they always stand to share the profits,
thus minimising the distribution the old ordinary
shares would otherwise receive. THis may be
explained by an example. “

If a company’s capital is Rs.20,00,000
d1v1ded into ordinary shares, the profit earned is
10 per cent. per annum and pald 6} per cent.,
it is doubtful whethet a fresh issue of the mag-
nitude of Rs.15,00,000 in ordinary shares will be
fully subscribed unless the company’s circum-
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stahces are exceptional. Assuming that it is
successfully raised even at a small premiugn, the
chancesyare that dividend distributions will
initially suffer as there is always a tendency,
under normal conditions, for the *profits of
companies having a new ordinary issue to fall,
because the new capital employed takes time to
earn as much as the old capital,, This is evident
from the earnings and the'beﬁ:riour of ordinary
shares of companies that have issusd new
ordinary capital or that have given -capital
bonuses. *

Even if we were to assume that the con{:'
pany’s new ordinary capital would from the
outset earn as much as that earned by the old,
the financial position of the company would re-
main somewhat unaltered, with a tendency to
suffer. Whereas if we were to place 4} per cent.
Debentures in the pldce of, the new ordinary
issue, the position would be entirely different.
First and foremost, the debentures would save
from the outset 13 per cent. on the dividends of
the new ogdinary issue and the difference would
be accentuated if the company were in a position
of making increased distributions, and taking
the increased distribution as 10 per cent. only,
the total ordinary capital of Rs. 35,00,000 would
require 2 dividend of Rs.s,50,000, whereas the
original eapital with debentures would, on the
same basis, require only Rs.2,67,500, 2 saving of
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Rs.82,500 which, if utilized for dividend on“ot-
dinary capital of Rs.20,00,000 would enhance the
dividend ¢o over 14 per cent. Alternatively, if
this amount of Rs.82,500 is utilized towards the
sinking fund, it will strengthen the fund and
serve to wipe off the debentures earlier, the Deed
providing. Lastly, when the debenture is wiped
off, it will be the privilege of ordinary share-
holders to shqre the amount which would other-
wise go'in paying debentuzre intetest and to enjoy
the fruits raised by the debenture capital. The
issue of new otdinary capital would, on the other
"hand, keep the company for ever heavily capi-
talized with no prospect whatsoevet fot ordinary
shares to scote over those that have the backirg
of cheap debenture capital.

To ‘take a concrete example, we have the
Naihati Jute Mills Co., Ltd. The issued and
subscribed capital of thls company is Rs.17,50,000
divided into Rs.10,00,000 ordinary shares and
Rs.7,50,000 7 per cent. taxfree cumulative prefer-
ence shares. Thete is also a debentpre capital
of Rs.12,00,000 in 4} per cent. taxable bearer
bonds issued in 1937. The financial position of
the company, taking all things into considera-
tion, is good. The dividend earned by the
ordinary shares for the year 1940 was a little over
154 per cent. and paid 14 per cent. If the de-
benture capital of Rs.12,00,000 were replaced
by ordinary capital, the ordinary shares would
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earn for the year 1940, keeping other things
equal, 91} per cent. and on the same ratxo of
distribution would be paid 8} per gent. See
what a striking difference the substisution of
ordinary capital makes ! .

Whether or not the price to be paid for a
debenture is reasonable, is a qugetfon that should
be considered by the investor alone in agcord-

‘ance with his requirements at the Yime of invest-*
ing, because there are several debentures that
offer seturity in varymg degrees and the investor
would be well advised to compare the yield of ,
the best debenture with that offered by one that
is wnder consideration bearing in mind the fact
that the greater the yield, the less the sccugity.

At the time of writing ebout 33 per cent. is
the gross yield given bysgood class dcbentures,
which makes a striking «contrdst to ovet 6 per
cent. afforded by many unsound debentures.
For instance, there is one jute mill in India which
has 7 per cent. taxable bearer debentures repay-
able at par oh 31st July 1945. This capital was
raised in 1925 when the company was financially
embarrassed and, therefore, a high rate of inter-
est had to be paid. The financial position J&f the
company remains unaltered however, and it is
problematic how debentures will be satisfied on
maturity. The debenture price now is around
Rs.102 for Rs.180, yielding roughly 6.9 per cent.
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The soundness of the debenture can be
judged, as in the case of preference shares, by the
eatning power of the company and hdw conser-
vatively the mortgaged assets have been assessed.
A mortgage on a concern holding large property
is better than that on a mining company in so
much as the value of land, particulasly situated
in a city increasey as “ime passes whereas that of a
mine dectedses in view of the wasteful natute of
its assets. ‘This is a point for the investor to
consider before buying but it must be remem-
beted that the purpose of investing in debentures
will be defeated if the yield as compared to Gov-
ernment Securitics is not substantially high :md if
redemption terms are ovetlooked.

Some of the‘relevant features of debentures
have already been dealt with in the last chapter
and since most of what is being said in the next
applies to debentures also, we wish to avoid
repetition hete.



CHAPTER X
Investment in Securitidg

Giving due prominence to securities, we
should have started this chapter first followed by
those on debentures, preferenge and ordinary
shares, as the securities Which offer safety and
reliability of income are the bestinvestment that
can be obtained. But the public having more
interest in ordinary and preference shares, we
have treated them first. ..

By securities, we shall mean Government
ofs India, Provincial Government, Municipality
and other allied loans which are raised by the
respective authorities for the purpose of hational
advancement. Not all of them offer equal safety
to the investor, primarily because of varying
dates of redemption which render them vulner-
able to changing monetary conditions. The
other factor, although insignificant, that makes
them uneq'yal in safety is the variation in the
strength between the Government of India
finances and those of Provincial Governments
and other public bodies such as MuniciBalities,
Port Trusts and Improvement Trusts.

Thus, the rupee loans of the Government of
India whikh are as strong and safe as any existing
on earth to-day cannot be compared with the
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loans of Provincial Governments ot other public
bodies which entirely depend upon the ability of
the public under their protection, to gay taxes.
This is onc of the reasons why we see a differ-
ence, although small, between the prices of
vatious loans bearing the same redemption
date.

Take for coripafison two loans bearing the
same rate of interest and redemption dates (1)
Government of India 3 per cent. 1963-65 loan
now quoted at Rs.9s, yielding 3.16 per cent. and
{2) Calcutta Improvement Trust 3 per cent.
'1963-68 loan which is quoted at Rs.go, yielding
3.33 per cent. The difference in price or the
yields is not necessarily a pointer to the degree of
safety. wThe aggregate amount of Government
of India loans is many times more than that of
other loans taken group by group. For this
reason naturally, there is.more interest displayed
amongst the investors in Government of India
loans which can change hands very quickly than
in others which on account of the small volume,
sometimes require a little negotiationt before the
deal is put through. This partly keeps them’
below the Government loans.

In previous pages, while discussing deben-
tures, we said that there were redeemable and
irredeemable debentures. Here again, there are
redeemable and irredeemable loaps, sometimes
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call®& terminable and non-terminable respec-
tively. Terminable loans can again be dirided
into three classes, »#%., short-dated, *medium-
dated and long-dated. Those havingea currency
or a life of under 10 years can be classed as short-
dated and others having between 10 and 20 years’
currency may be classed as medium-dated. The
loans having upwards of 20 yews to run come
under the category of long- dated loans.

So, we have in all four types of loans, (1)
Short.dated, (2) medium-dated, (3) long-dated
and (4) irredeemable. ‘This last type can, at the ¢
option of the Government, be redeemed after
giving due notice to the public, but this does not
happen unless the Government is in a position to
borrow at a cheaper rate of interest than that
borne by the existing «on-terminable loans,
(save of course, if the Gpvernment wants to wipe

it off). .

Governments, whenever in a position to do
so, take adyantage of cheap money conditions
ruling in thg market and borrow on non-termin-
able terms. Long term borrowing is also re-
sorted to when monetary conditions are such,
but when money is dear it is natural for them to
offer a short term to the public knowing full well
that sooner ot later, when mney becomes cheap,
they will be in a position to replace the same by
cheaper loans. This, however, was not strictly
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so during the petiod following the last war during
which petiod, apart from financial instability,
there was need of money for reconstructxon with
the result that the botrowers had to go out of
their way o attract public funds.

in the previous chapters, we have seen to a
certain extent in what way the difference between
dated and undated loans affects investors and
here again we will repeat just what is necessary.

The only fear régarding investment in irredeem- -

able and long-dated loans is of being caught at
the highest price which is” invariably reached
when money is cheap.

The fixed-interest securities when the bot- |

rowing rate is low, rise to yield as much as the
borrowjpg rate and, conversely, fall when money
is dear in order for the yield to be in line with
the higher borrowmg rate. Those that suffer
most are the non- termmablc loans which offer
no protection of redemptxon date to the investing
public. Next in order come long-dated and
medium-dated securities. Short-dated loans are
affected but slightly, and as they near maturity,
they tend to approach par or the redemption
value as the case may be, itrespective of the
money, or market trend.

It follows, thetefore, that if an investor
buys a long-dated or irredeemable loan when
money is cheap with the purpose of long-term
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invcstment, he will pay the highest price, which
in other words means that he will get the lowest
yield on his investments throughout the p&riod
he holds %he securities whatever the monetary
conditions may be during that period. * Whereas,
for the same purpose if he first buys short-dated
loans and then converts them into long-dated o
undated issues when money becomes dear, he
will get the best results.

To take a concrete exampl®, we have the
33 per cent. 1947-j0 taxable Government of
India lban which at the present price of Rs.103}
yields 2.27 per cent. net on redemption, assum-"
ing that the loan will be redeemed in 1947. The*
irrodeemable 3} per cent. Government Paper
which is now quoted at Rs.g96 yields 2.89 per
cent. net. The difference between tHt two
yields is, therefore, .62 ber cent. or roughly
Rs.o-10-0. o .

The long-term investor who invests in
Government Paper now for the sake of Rs.o-10-0
per Rs.100 extra yield and sticks to it during this

“entire period, should not get surprised if he
finds himself with the shadow, with the sub-
stance gone past him. For the history of fixed-
dated non-terminable and long-dated loams has
taught us that however sound a security may be,
it cannot stand against the influences exerted by
changing moncta.tv conditions or depression.
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If, under the existing circumstances we were
to forecast the trend of non-terminable loans
some' years ahead and if our imagination enter-
tained the thought that the 3 per centt Govern-
ment Papér which now stands at Rs.96 would
drop to about half this price, we would ridicule
our ‘own thought which appears to be an im-
possibility. Yet many of us remember,—some
bitterly, for, th¥ir.waunds have not yet healed—
that oply 1e years ago, 7.e., in 1931, when the
international cfedit structure had been shaken
from the very root by the great slump, this Paper
‘had dropped to Rs.s1. ’

When we know that through mysterious
circumstances booms and slumps recur every few
years, though not with the same severity, and
that tht monetary conditions change, can we
ignore these possibilities altogether when plan-
ning for a long time ahzad, unless we are cap-
able of manipulating our investments with due
care and attention ?

Now coming back to the invester who gave
preference to the Paper for the sake of Rs.o-10-0
extra yield, we can well see how this small
difference can be offset to disadvantage by wide
fluctuations occasioned by the change in money
values. Yet there are many who overlook the

. possibility of depreciation in securities provided
‘they are confident that they will get back their
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capjtal intact after giving the estimated yield
regularly This recalls to mind a case the
writer had the occasion to handle not long ago.

Some T2ustees had in hand about 8} | lakhs worth
of 5 per cent. 1945-55 tax-free loan which they
wished to convert into other securities, because
it is anticipated that this loan will be repaid on
the earliest redemption date. Another reason
why they wanted conversibn «vas that the income
produced by the present investrpent fell short by
a few rupees of meeting their expenditure. The
Trustees wanted conversion into Government
of India securities only and were strongly in-e
clined towards Government Paper which yielded
most as compared with other Government
s&urities, but even such income would not
offset the deficiency. Another and the most
important reason for the inclination towards
Paper was that they JVvanted some investment
that did not necessna;e corrversion for at least
so years thereby saving the trouble involved in
doing so, for which they had great distaste.

Mind yous these people with the responsibility
of Trustees did not want securities that involved
selling on maturity and reinvesting the sale
procceds, just to save themselves the insigni-
ficant labour involved in doing this. «

In fifty years there can obviously be about
four good opportunities for investment at low
prices and as there was nothing that could be
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done to meet the requitements of the Trustges,
they were advised either to retain the money in
5 per éent tax-free loan until maturity or convert
it into 33 per cent. taxable 1947-50 whiclf yielded
a shade better, and to convert all the available
resources into the heavﬂy depreciated long-dated
or irredeemable securities when the unfortunate
depression made its visitation. They were also
advised if a suitable opportunity did not occur
during the petiod of 5 to 7 years, to continue
keepmg the funds in short-dated securities, until
such time as a suitable opportunity came. This
would render the funds deprecmtlon-proof and
make available undepreciated securities for con-
version into heavily depreciated ones.

<

What would happen otherwise if 2 dormant
policy were pursued is that the Paper, bought
at almost the top price With less than 3 per cent.
yield would have had to be held in the basket
throughout the anticipated depressions as spoilt
eggs, while fresh capital at those periods would
fetch 5 per cent. and more with the certainty of
capital appreciation. This is not nnpossxblc
It has happened before.

To press this point a little further we will
see how this works by a simple example, by
supposing that an investor with Rs.10,000 to
invest pursues an inactive policy, Ze., does not
alter an investment once made until the expiry
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of she planned term which we shall take as 5o
years to line up with the foregoing example
Again, we will compare the results thug obtained
with tho¥e given by the recommended planning.

For the purpose of argument we will take
3} per cent. Government Paper because® it is
irredeemable ; and 34 per cent. 1947-50 loan as
it is short-dated—or any ,sh,prt-dated loan will
do. The 3} per cent. Paper is nqw quoted at
Rs.96 yielding 3.65 per cent. 2nd 3% per cent.
1947-50 loan at Rs. 103} which yields 3 per cent.
taking into account the latest redemption date. |
Both the yields are gross.

Before proceeding, we will simply quote
formulas and then proceed to explain them in
detail.

Proposed investment :
(1) 3.65 x 10,000 .
——————— = Rs, 365 X 5o§ears . = Rs. 18,250 total income
100 T for so years,
Recommended investment :

(2) 3 X 10,000
Rs. 300 X 9 ,, = Rs. 2,700
100

.

X 10,000

@ -’—-——'--Rs.3oox 5 , = Rs. 1,500
100

X 10,000
@ s """ = Rs. 500 X 36 ., = Rs. 18,000 Rs. 22,200 do.

50

In item (1) we have multiplied the yield per
cent. on the 3} per cent. Government Paper by
the capital of Rs.10,000 which gives the total
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income of Rs.365 per annum. ° This has again
been multiplied by 5o in order to atrive at the
total inceme obtained over the total assumed
period of so years when the policy pursued is
inactive or dormant.

In item (2) we have taken the yield per cent.
on 3} per cent. 1947-50 loan, a short-dated loan
being our recommmerdation, because we are
expetiegcing «cheap monetary conditions. The
total YICld per annum on the capital is Rs.300,
which is multiplied by g years, taking the longest
date as the date on which this loan will be repaid.

* Items (3) and (4) are based on supposition.

In item (3), 9 years hence (ie., in 195‘0),
the 3} per cent. 1947-50 loan when repaid, will
necessitate reinvestment. We will suppose that
money conditions at this stage are tendmg to
become slightly deur but, “still 3 per cent. is the
yield that can be obtained on short-dated loans.
So investment is again made in a short-dated
loan, say in 4} per cent. 1955-60 which at this
time (1950) will have only a few years’ currency.

But suppose, after 5 years from 1950, or
14 years from 1941, there occurs a slump or
money ‘becomes dear, depreciating fixed-income
securities. So, it has been necessary in item
(4) to convert the short-dated loan feom item
(3) with no loss of capital (because it will have
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appfoached maturity) into Government Paper
which at this time yields, say, 5 per cent. e (For
non-termjnable loans to yield § per tent., the
short-term  borrowing rate of Government
should be about 44 per cent. This is Very likely.
We had worse conditions before. Twenty*years
ago, short-term Government of India loans re-
quired 6 per cent. tax-f;ee interest to attract
public funds. It again happened, during the
severe slump of 1931). ~ So, for the balance of 36
years the investment is retained in Government
Papers which at the time of investment yielded
5 per cent. as opposed to 3.65 per cent. now:
obtained. This fetches Rs.500 per annum and
R18,000 for 36 years.

Therefore, the Government Paper if bought
to-day will fetch Rs.18,2{0 in 5o years, Whereas
mampulatlon in the way suggested above will
give a total income t?)r the next so years of
roughly Rs.22,200 which is about Rs.3,900 better
even after deductmg brokerage and other inci-
dental chagges involved in conversion. Not
only this. + When the short-dated loans were
converted into the Paper while the yield was
5 per cent. this would have been available at
Rs.70 (to yield 5 per cent.). If, thereforg, at the
end of jo years the monetary conditions hap-
pened to be as they are td-day, then the Paper
would apbreciate to about Rs.96, meaning an
appreciation of 37 per cent! If, on the other
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hand, the conditions remained deat, the Paper,
sincerit ‘was bought at Rs.70 would. not much
depreciatt and would give back almost the full
value, whefeas in the first case, the Paper bought
at Rs.g6, would, at the end of the fiftieth year,
be dépreciated by over 37 per cent. !

In discussing the above possibilities we have
taken into account olily one chance in 5o years
but actually ‘thete ought to be more than one,
and the above results can accordingly be multi-
plied to obtain a fair picture: of what can happen
. if investments are made in the way the Trustees
would prefer, or how capital can be multiplied
in the scientific way.

But what would happen if money were to
go still'cheaper ? We have already said that we
are experiencing cheap” monetary conditions and
there is hardly any possibility of these being
accentuated. Even if this did happen to a small
degree, our plans would in no way suffer. The
Papet, due to speculative activity during the
boom of 1936, had touched Rs.1o01 at 'the highest
but it had also dropped to Rs.s1 in 1931. As
there is more chance now for money to become
dear, why risk funds in long-dated issues that
give unsatisfactory yield ?

" 'To sum up this"point which, we think, we
have discussed at sufficient length, we will say
that it is always advisable for all, while buying
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. .
when money is cheap, to invest in short-dated
loans and to convert into long-dated ot non-
terminaBle issues when mogey condltlons change;
and conversely, when money is dear, tp buy long-
dated or irredeemable loans and convert them
into short-dated loans when money conditions
become cheap. It is not altogether impossible
for individuals with limittd ameans to repeat this
process but this is how Igvestment Trust,
Insurance companies, and Banks manipulate
their invested fupds. However, one will be
unfortunate if he holds undated loans at high
prices, and he may have to sacrifice a little capital
even if*he exercises the greatest caution to adjust
HImself to the foregoing planning.

This book is not, however, writtes for per-
sons who have specialised knowledge on this
subject, and as thesa arc sensitive to coming
events they can afford to keep funds in undated
issues till the eleventh hour, always alert to
switch on to safety investments on seeing dis-
turbing fdctors loom on the horizon.




CHAPTER XI
The Yield

In the last chapter we have seen how the
dated and undated loans are affected by various
factors always basmg our calculations on the
+ yields. Well, what is yield? Yield is return.
On inveStments & not only includes interest and
dividends but the profit by capital appreciation
or loss by depreciation in Value also. It all
tepends upon what basis we adopt for our
calculations.

In the case of the ordinaty shares the yieid
is based on dividends alone, whereas the capital
appreciation or depreciation forms a separate
item. In the case of securities bearing fixed
interest the yield is. genetiilly calculated on the
ultimate anticipated returns including capital
appreciation or depreciation, or on the market
value. Again, it depends upon what value one
wants to base one’s calculations on, 7.e., whether
on the price already paid or on the price at which
the purchase is intended.

Thus, the § per cent. 1945-55 tax-free loan
now standing at Rs.111} gives the running yield
as follows :—

100 X §

Rs. 111-1/8 : 100 :: §% : X = ———— = 4°5%.
110125 =



THE YIELD I35
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But this is not the correct yield ultimately ob-
tained, for, the investor who invests in th15 foan
now will dose on maturity Rs.11-2-0 for every
Rs.111-2-0 invested, the loan being repayable at
par. Therefore, in order to have cumulative
net yield, we must deduct the loss on redempuop
from the above yield. The easiest way to do it
is thus :— ' .

. s ®* Rs. a.

The cost of Rs. 100 tax free loan is .. . .. 1 2

Taking redemption date as :9'45, i.e., 4 years to run, the

total yieldis: §% X 4 years .. . . .. = 20 0
Deduct capital loss on redemption. . .. . . 11 2
The total yield on Rs. 111-2-0 for 4 years .. o= 814
The yield per annum is therefore : »
Rs. 8-14-0 8-875 '
— = » = 222
4 years 4 .

]
But Rs. 2-22 is the yield on Rs. 111-2-0. Thetefore, the
yield on every Rs. 100 invested is :

Rs. 100 X 222
—_—— 2%.

1117125

This 2 per cent. will be the yield to the in-
vestors who buy now but not to those* that
already bought at a dlﬁ'erent rate, and if this
security was bought long ago, say at par, then it
will still continue to yield 5 per cent. and not 2
per cent. as is sometimes assymed because the
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investor will get his capital back intact on ‘matu-
1ity'after receiving 5 per cent. per annum. No
doubt, between now and the date of maturity
Rs. 11-2;0 will bé lost on every Rs. 100 worth
of the loan, but lost from where? Not
from the investor’s pocket anyway. This
is a paper loss only. The position will be
slightly different ‘if 'the person who had bought
.at par sells now, in which case he will get’
an appreciation of Rs.r1-2-o per every Rs.100
invested, but will lose the opportunity of getting
= the 5 per cent. yield he would get if he were to
" retain this portion of his investment until
maturity. ‘This capital appreciation of Rs.1x-2-0,
it must be remembered, will again earn interest
if the total capxtal realized is reinvested
elsewhere.

[}

Some again’ get ronfused when thinking
about conversion and with their own imaginings
and unnecessary calculations get tangled and
finally give up the idea of conversion that may
have been recommended to them. °

Conversion, in plain words is (1) the ad-
vantage taken by the holders of matured loans
wign Government offers to the public 2 new
loan and accepts subscriptions in matured loans
also, instead of cash ; () the opportunity taken
by the investor when there is difference in price
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betieen two securities by selling his holding in
one loan and reinvesting the sale proceeds in
another pffering better yield. It is this latter
procedure that we are concerned with most, and
it is scientifically followed by skilled afid prudent
investors for the purpose we discussed in the
previous chapter. We will see later on how this
is done.

The Government of Indiasand othér loags
now existing carry varying rates of interest from
2} per cent. to 6} per cent. Between 1921 and
1925 when toney was dear many 6} per cent.®
loans were issued, some of them Income-tax freé.
Ewen 7 per cent. was offered by Calcutta Port
Trust to attract sterling loan in the London
money market and Mysore Governmeflt made
history by issuing a loan’at 7 per cent. interest,
free of Income-tax. Portungtely, most of these
loans have since been ‘repaid but there are still
many that bear as high a rate of interest as 6} per
cent. Outstanding amongst them is one Mysore
Govetnment loan bearing 6} per cent. Income-
tax free interest.

All these loans are quoted at a very high
premium, in one case, of Rs.43. Nevertheless,
the yields, as compared with other loans of the
same catefory are mostly very close and investors
should be cautious while .buying such loans.
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Geneally speaking, it is immaterial for a small
inveStor who is not liable to Income-tax,
whether he buys a loan that stands below par or one
at a premjum, provided the gross yields are the
same. But those who ate liable to Income-tax
and Super-tax should give preference to loans
that are quoted below par ; the reason being that
the taxes are asseseed on the interest alone and
not or capital apprecmtlon, but regardless of
¢apital deprecxanon, and since the securities
below par give capital appreciation on maturity,
they raise the ultimate yield. But if high"inter-
est rate security is selected for investment then
the taxation problem will make all the difference
although the gross yields may be the same. ‘To
understand this point thotoughly it will be best
to take an example.

At the time of writing, 6} per ceht. 1951
Calcutta Municipality lban is quoted around
Rs.124 and 2§ per cent. 1948-52 Government of
India loan around Rs.98. Both are repayable at
par. It is reasonably certain that the latter loan
will be repaid at the latest redemption date
because it is the cheapest rupee loan ever raised,
within pur memory, by the Government of India.
So tgese are two loans having a wide difference
between the interest ‘rates but having nearly the
same cutrency, »ig., 6} per cent., 10 'years and
2§ per cent., 11 yeats. To compate the ultimate
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results yielded we will take them side by side as

follows :— .

68%@ - o 20%@
Rs. 98

e Rs. 124
. 10 years. . 11 years.
)
Total yield is .. 64 X 10=65 o 02} X 11=30 4 o
Capital loss or gain. . .. ..—24 0 O +%2 o0 o
Total gross income .. g1 00 32 4 0
[ ]
Deduct 30 + 10 pncs tax on total R
yield . .. 13 9 ® *6 s K
Total net income 27 7. 0 25 15 O
.. Gross income per unit per
annum is . .. . 410 2°93 o
Gross income per cent. pcr °
annusn is .. .. 3°31 2:99

T\Iet mncome per unit per annum

is .. .. . .. 2°74 2-36
Net income pct cent. per annum °
is . . . 2-21 2°41

From the above {t will be seen that when
the gross yield of 6} per cedt. loan is 3.31 per
cent. that of 22 per cent. is 2.99 per cent. only—a
difference of .32 per cent. in favour of 6} per
cent. loan.® But see how things change when the
Income-tax®comes into play. The net yield on
6} per cent. loan is reduced to 2. 21 per cent. and
that on 2§ per cent. to 2. 41 per cent. but inversely
affecting the 6} per cent. loan by makidyg a dif-
ference now of .2 per cent. against it. There-
fore, to those to whom Income-tax is not appli-
cable, the high-interest loan will be better, for,



140 THE INDIAN INVESTOR

it yields .32 per cent. more than the low-intbrest
loan but to those whose income is subject to tax,
the low-interest loan is evidently paying.

We can also see from this that the 6} per
cent. Calcutta Municipal loan which is inferior
to the Government of India 23 per cent. loan is
unjustifiably high, yielding 2.21 per cent. net
as against 2.41 penr cént. net obtained at present
on a superior security having almost the same
redemption term. This difference will not
appeal to small holders but the example is given
. hete with the hope that investors will be able to
take advantage of wide and disproportionate
fluctuations often occurring when the “markets
are swayed by well-founded or ill-founded
rumouts.

‘ In our calculationc we have taken into con-
sideration the maximum, Income-tax of 30 pies
in the rupee plus 10 pies Surcharge and those
investors who are liable to this tax should give
more attention to the foregoing method of
arriving at the true yield.

Those, on the other hand, who ate not liable
for the full tax will, in accordance with their
income, be easily in a position to find out for
therpselves in the manner suggested above what
secutity will suit thera best. Those whose total
world income is below Rs.z,000 per annum are
not liable to tax and, therefore, they should look
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for the gross maximum yield after deducting, of
course, capital loss on redemption. The tax in
such cases when deducted at source.is liable fo be
refunded ®and, it should ‘be clalmed from the
Income-tax Authorities. .

We have not taken into account the effects
of Super-tax, and where this is applicable the
holders of high-interest rgte securities will be
still more vulnerable.

It is confusing to some when loans bear two
redemption dates. ,They have a great signi-
ficancé. It means that a particular loan will be |
repaid any time between the two periods quoted
Thus, the Government of India 23 per cent.
1948-52 loan is repayable not eatlier than 1948
and not later than 1952, and in some cases we
can judge faitly well beforehand, in what year a
certain loan will be repald Under present
monetary conditions We cannot expect the 2§
per cent. 1948-52 loan’ to be repaid in 1948
because it is the cheapest, and therefore, it is almost
certain thag it will be repaid in the yedr 1952,
unless mongtary conditions take an unexpected
turn. Similarly, the 5 per cent. 1945-55 tax-free
loan can be assumed to be repaid in 1945 and
those 'who plan on the later date will sge their
plans upset when it is repaid 10 years earlier.

Whilg the yield on p.reference shares and
debentures can be calculated on the foregoing



142 THE ‘INDIAN INVESTOR

basis, that on ordinary shares s not calculated in
the same way. In the case of ordinary shares we
can‘know only the running but not the ultimate
yield, for, we cannot know at what price we shall
have to gell the shares, unless wé take separately,
as is usually done, appreciation as gain and
depreciation as loss.

But, properly speaking, while taking stock
of ordinary shares the yield should be calculated
.on thé market fate, because it will show how the
putchased share compares with the shares of the
same class, and not on thé price paid. . While
-~considering the sale or purchase, the investor
‘should consider whether the yield on the market

price is higher or lower. If lower, and if.the
same type of share is available at a better price,
then hc should sell his present holding and invest
in the other share thut yields more. We will
illustrate this by an example. -

[For the purpose of clarification we shall
call the share that we already possess, “ B.” We
will assume that the face value of it is Rs.100,
that it was bought at Rs.100 and that its present
price is Rs.133. The dividend paid on it is
Rs.6 per year, yielding 4} per cent. (onthemarket
price.)« Another share—let us call it “ A”—
theqace value of which is Rs.100 and which also
pays Rs.6 per annum is available at Rs.1zo,
yielding 5 per cent.] That is, if “A”—an
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equally good share,—is available to yield 5 per
cent. due to its drop on account of unfounded
rumouts ofr, say, on account of the iq,ﬂue?xce of
bears, a against 44 per cent. given by “B,” the
“B > should 'still be disposed of agd the sale
proceeds reinvested in “ A.” .

This recommendation, it is certain, will not
be acceptable to the invegtor of ordinary intell-
igence, for, he will ask “ Why should I sell my
share that yields 6 per cent. (dh the cost price)
and invest in the other that yields only 5 per
cent.?” The prict paid has nothing to do with
an ordinary share. The value of it is the price®
ruling tpo-day. To-motrow, it may be different.
Though the cost ptice of “ B ” was Rs.100, it is
quoted to-day around Rs.133 to yield 44 per
cent. But the other share of the same class
which is also paying Rs.6 per share is quoted at
Rs.120°and yields 5 per cent. Therefore, the
argument in favour ofs conversion of “B” into
“ A ” at Rs.120 is reduced to this :

Face  Cost. Dividend. Market Yicld. »

. Value, Value.
Rs., Rs. Rs. Rs. %
“B” 100 100 600 133 4%
“A” 100 120 6-0—o 120 5
133 X 6
<. Rs. 120 : Rs, 133 :: YieldRs. 6 : x = ———— = Rs, 6+65

This means Rs. 665 per the converted value of « B.”
]
That, is, the total income we get on “B”
is Rs.6 per annum and a capital appreciation of
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Rs.33 if we sell to-day. But if you sell “aB ”
and invest in “ A,” you pay Rs.120 per share in
the first instance in order to get Rs.6 per annum.
Now the total sale proceeds of “B” are Rs. 133
out of which you invest only Rs.120 leaving the
balange of Rs.13. ‘This balance when reinvested
in the same share yields additional Rs.0.6s
making the total yield of Rs.6.65 per the con-
verted value of “ B;” ;. e., Rs.133, as against Rs.6
given by the' original investment. This is not
all. You sell a shate that is now at Rs. 133 and
invest in the same type of share at Rs.120 making
4t possible for your capital to appreciate by
about Rs.13 (per every Rs.1zo invested) in a
short time.

| 8

The yield on the ordinary shares of a com-
pany, ptofits of which are on the decline, should
not, propetly speaking, be based on the last
dividend paid as we cannét know what the next
dividend will be. In all’ probability, it will be
less than the previous one. It is equally difficult
to guess'what the next dividend is going to be of
good companies other than Banks, Insurance
and Electricity, but then we can confidently look
forward to its maintenance if the trade conditions
are normal, and even if there is a decline in the
dividend, the ordinary shares will not be affected
to the same extent as those of the other company
the profits of which are destined to suffer.



CHAPTER XII
Ty}pes of Investors

Hitherto, we have attempted to describe
the various outlets for capital which fall within
the scope of investments #nd which, if pursued
scientifically, can with reasonable certainty bring
regular income throughout the investment
petiod and give capital appreciation.

The first and most important thing for af"
investorsto do before embarking upon invest®
ment is to define clearly his object in view; that
is to say, with the money in hand he must plan
for years ahead strictly in accordance with his
own requirements and *circumstances, taking
into actount the investments that he might
already be having, and ‘giving due consideration
to all the possibilities arising in our normal life.
Insufficient attention to this matter or ignorance,
invariably results in neglect of basic principles
underlying true or scientific investment. Un-
methodical investors may, and do often find
their investments come out successful in course
of time, sometimes beyond their expectations.
This is all due to chance. But they are also often
disappointed and severely too, when their invest-
ments make a poor show due to their carelessly
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investing their funds on the mére advice of ¢their
frien.fls. But a methodical investor with a
definite policy can almost always successfully
invest his funds with the remotest possible risk
of capital depreciation, which, at any rate, all
invegtors should avoid. A systematic way will
not make him rich overnight but will compen-
sate him within good limits.-

Before pressing this point further it is neces-
sary first to define the various types of investors
by taking them group by group, as the invest-

, ment requirements of one differ considerably
from those of another. A widow, for example,
Who is naturally expected to have no source of
income from earnings cannot be in the sume
position financially and economically as a busi-
ness-mhn, a professional, a young bachelor with
great future possibilities or a high salaried exe-
cutive, and therefore, for the purpose of facili-
tating our argument we will divide the investors
into six broad groups, #iz., (1) bachelor, (2)
newly tarried couple, (3) family man, (4) pen-
sioner, (5) widow, (6) business-man.

A bachelor who, perhaps, holds a faitly
promising position in an office, or a skilled or
an unsKilled labourer whatever the nature of his
wodk may be, can, if his earnings exceed expen-
diture, take risks in the speculativg ordinary
shares with the hope that he may one day be
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® .
handsomely rewarded. He can also afford to
go without adequate investment returnd for
some yeass and if investment is made in new
companies or in old ones but in 4 depressed
state—whose fate is not doomed—with the in-
tention of as large a capital appreciation as poss-
ible, he can well afford to wait indefinitely with-
out any dividends. ’.

The change comes when‘he is married.
He might have acquired a large dowry or may
not have acquired ahy at all ; or for all that, he
may have connected himself w1th the poverty of'
his wife’s people whom he will not like to ignore’
Hese he cannot do anything but go cautiously
and change from haphazard ways if he has any
and think twice before investment, partfculatly
of the dowry. The best’investment that might
be recothmended to him is Government ot other
allied loans including dated debentures, in which
it would be advisable to place most of the dowry
if it is received in cash, spreading the rest sogether
with his other savings over good class prefer-
ence and ordinary shares which will nge a re-
gular income and, as a matter of fact, increase
the aggregate percentage yield.

A family man on the other hand who is
assumed to be in service, and who must have had,
by now, some experience of investments, is ex-
pected to keep his savings ig such a liquid form
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—not necessarily in Savings Bank—as to be able
to diaw upon them occasionally without any loss
of capitdl. This money he may require for the
purposes, of hlgher education of. his chxldren, or
of setting them up in business, or of dowry, if he
has ‘marriageable daughters. It would be ad-
visable under these circumstances for savings to
be placed in dated {oans or debentures falling
due at regular intervals. Some of them he will
be best advised to keep in ordinary shares having
future prospects of capital appreciation so that
this may tend to offset his disbursements to a
‘certain extent. This, of course, depends upon
‘the financial position of the person aad if his
salary has to be supplemented by income from
investments in order to meet his normal expen-
diture,’ then it would be advisable for a portion
of his capital to be spréad over a few well chosen
good class ordinary shares of compardies that
have done well in the past, continue doing so,
and have future prospects.

A “pensioner, if his pension is sufficient to
maintain his family, may be excused for having
his savings in any ordinary and preference shares
but if his pension is to be supplemented by the
income from investments then he would be well
advised to have a major portion of all the avail-
able funds in high-grade ordinary shares giving
a reasonably satisfactory yield so that the aver-
age returns may be raised to the highest possible
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dcg.ree compatil;le with safety of capital. This
again depends upon the economiaq circumstances
of his hayse, family and his age. =~ °

In the event of a person obtaining a gratuity
or provident fund, it would be advisable te have
a major portion of such money in dated loans or
debentures with the rest evenly distributed
amongst good ordinary and preference shares.
The proceeds of a matured insurance policy mgy
also be treated likewise.

We know of many cases where widows
have been victims either owing to the ignorange
of theif so called friends and financial advisers or
to being duped by “ professionals.” A widow,
if she has no guidance of an experienced person
on this subject, should stick to fixed dated Gov-
ernmest and Provincial loans only, havmg vary-
ing dates of matunty, regardless of her circum-
stances, unless she has a sound knowledge of this
subject. But if the income produced by such
an investment fails to provide her with a com-
fortable living then she should consult an expert
in this matter who can be expected to arrange
her investments or funds in such a way as will
give her maximum yield possible compatible
with safety of capital. And if this is still insuffic
ient, then the last recdurse would be the
realization of a fraction of the capital at regular
intervals in accordance with the circumstances
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of the case, this being arranged in such a wa‘y as
to dissipate the capital systematically a9 she
approachds her last days. .

The position of a businesssman is quite
different. He may require his surplus capital
always in a liquid form to meet his business
demands ; he is, if not, usually in a position to
play with funds in the manner he desires, either
by speculatiofl, ixvestment or in any other form
that may be pleasing to him, with the hope of
greater reward. Such persons rarely require
guidance from investment advisers, but should
they need any, then it would all depend upon the
funds they have available and other circum-
stances sutrounding them.

These are only broad divisions of persons
that we come across i normal life but every
person in each group canmot be and never is on
the same footing. One bachelor might have, for
instance, inherited a large fortune through a
legacy, enabling him to live very comfortably on
its income alone, but another bachelor on the
other hand, may have small savings out of his
own efforts which he wishes to multiply.

hic dissimilarity of investors defies accurate
grouping into convenient divisions and for the
purpose of avoiding “confusion, we will place
them in three broad divisions according to their
economic and financial circumstances.
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1. *Persons whose salary or professional or business
income is sufficient for a comfortable living and
who, therefore, at the present montent de not need

the idvestment income, .

2. Persons who partly depend upon the earnings and
partly upon the investment income, o

3. Persons who "have no earned income but who
depend entirely upon the jpcome produced by their
investments. .

4 D
But this again does not solve our problem
nor can it be solved within the scope of this book,
unless an attempt i§ made to analyse investors
with more precision involving so many compli-*
cations ghat they will only make our point’
unintelligible instead of clarifying it.

It will not be difficult, however, f.'or the
investor who knows his circumstances well to
draw an investment plan for himself in accord»
ance with his own requfrements and on the lines
that will be discussed in the next chapter.
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. Investment Portfolio

Having described the types of investors
in the last chapter we will here attempt to see
how funds may be scientifically invested to meet
the réqulremen’ts of individual investors who
differ considerably from one another in financial
circumstances and resources.

+

In countries like Britain and America,
investors are usually in a position to spread their
funds over a wide range of investments, because
their earnings and savings are, owing to economic
causes, far more than those of Indian investors ;
and it may be safely assumed that their average
investments are ten tim@s as much as ‘those of
the unfortunate Indiah investor. Since the
small funds of the Indian investor can be spread
over a‘small and limited range only. the invest-
ment procedure differs scientifically and psycholo-
gically from that in the case of big capitalists.
This, it will be deduced, makes the problem
of investment difficult for the Indian investor,
aRd the more so because he already suffers from
want of adequate kaowledge on this subject.

Nevertheless, useful lessons can be learnt
from the investors of the above two countries,
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particularly from the Investment Trust companies
which specialise in the business of investn®ents

alone, in qtder to cultivate basic principles and
lay on them a foundation for a sotind policy
designed to meet individual requireménts. Of
course, with a very small amourt in hand® we
cannot try to imitate the investment policies
of Investment Trust compapies but we can
certainly profit by the prudence with, which they
distribute their huge funds. Another [esson.
which we can learn from the fact that, in spite
of all their prudence, foresight and experience,
they have not been able to maintain dividends
during the periods of depression, is that the
demen of depression affects everything, whether
good or bad with the only exception of very
short dated fixed-income securities. It mhst be
remembered, therefore, that if the earnings of
such comfpanies with skibled persons in the back-
ground are liable to set-backs, we, with limited
means, should be still more so. One point,
however, must be stressed here. The Invest-
ment Trusts that had paid less attention to the
cyclic and monetary conditions were hit harder.
If we avoid this mistake by paying more attention
to these factors which we are emphassizing
everywhere in this book, then we can well
endure the pangs of depreSsion or the effects
of changing monetary conditions, if not actually
turn them to opr advantage.
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To refute this argument some critics might
poifit to the investment policy of the Indian
Insurance compamcs most of the fupds of which
are now invested in long dated securities. Now,
there are two reasons why this is so. The
first one is that that is the only safe place where
they can incubate their funds so that, being always
sensitive to adverSe factors affecting invest-
ments, they may manage to avoid consequences
-for which unskilled investors have to pay dea:rly
The second and the more important one is that,
on account of the compulsion of the Insurance
" Act to invest at least 55 per cent. of their funds
"in Government or other similar securities and
of the very unsatisfactory yield of about 2 per
cent. available at the present moment on such
investments, they ate reluctantly forced to invest
where their funds will seek higher yleld The
only place, therefore, where they can'invest is
in long dated or pérpetual securities. The
writer will perhaps be excused if he goes out
of the'way to remark that, if the relgvant section
of the Insurance Act is not amended or relaxed,
a financial chaos as money tends to ‘become dear,
will be inevitable. And we shall not have to
wait very long to see it.

It may be immediately answered here to
those investors who had made a lot of money
over their holdings purchased about 10 to 15
years ago without any sort of planning and who
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may Kke to ask Wwhy, under the circumstances,
they should now follow any policy at all. §uch
petsons  are few. Any person who invested
15 years ago, ie., before the great depression
of 1931-32, when prices on the whole were high,
must have suffered severe shocks during ,the
depression and also after it owing to unfavour-
able trade conditions, angd even if through
nervousness he did not unload duting those
periods, still he could not have been very well
rewarded on the whole.

L]

Until a few months ago, despite the war
demand placed on almost all the Indian industries,
prices on'the whole were lower than those ruling
about 15 years ago. Jute shares, for example,
which were then quoted at a higher leve] than
they are now, ruined many an unmethodical
investor., So also the shares of other com-
panies such as Tea, Rubber and Textiles. If
some investors who had their funds in Bank,
Insurance and Electricity companies were fortu-
nate, many, swithin the author’s expericnc‘e, who
had an inclination to certain speculative shares
and who had disproportionate investments, have
suffered tremendously.

°
Coming back to Ihvestment Trust com-
panies, we must first mention that although their
first consideration is capital safety, their aim
naturally is to obtain a higher income on theit
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investments than that required to'meet dividend
and, interest obligations. Here investors differ
slightly. THe first consideration of those that
have to supplement their earnings by income
from investments is to get as much yield as
possible and yet to look to the safety of their
capital But this is not strictly so with all
investors. As we have seen in the previous
chapter there are some persons who only partly
.deperid upon their investment income and some
do not depend on it at all, the first consideration
of the latter type being as much capital apprecia-
*tion as possible.

From the published tables of some of the
Investment Trust companies showing the ciassi-
ﬁcation of their investments, it is found that,
on an‘average, they Place their funds approxi-
mately as follows :—

Government loans and debentures.. 2z 5%

Preference shares .. oo 25%
Ordinary and deferred shares .. 50%
' '+ 100%,

There are some companies, of éourse, whose
distribution wvaries. To take extremes, some
increase their risk by investing about 75 per cent.
8f their funds in ordinary shares and some take
a very small risk, szy, by placing as little as 20
per cent. only in ordinary shares. It 4l depends,
however, upon the policy which they wish to
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pursue and which they change as and when
circumstances demand.

If these experienced investors -thmk it
advisable haye 50 per cent. of their capital in
fixed-interest securities and so pere cent. in
ordinary and deferred shares, we can do nqthing
better than follow their principle for our average
requirements. .

Prior to drawing up a scheme for, invest-
ment several thmgs ate to be considered and a
few hints may be given in that connection.

It is gcnerally thought that spreading ovep
mvestments in as wide a range as possible 1s
always an advantage, but experience teaches us
that this is a fallacy. ‘This policy is harmless
only if pursued by specialists who may, have a
special motive in doing,so. . But to the unini-
tiated of to those having a limited knowledge of
this subject and of the trade conditions as a whole,
it is a dlsadvantage for it calls for much more
care and attention than such investors can give,
and ultimately the whole scheme ends in confu-
sion, resulting not infrequently in capital loss.
The best mode for an individual investor is,
therefore, to make a selection of only a few com-
panies whose business activities and sfinancial
position are not difficult to discern.

L]
In gccordance with one’s requirements,
investment may necessitate the selection of
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shares that will give a stable and regular income.
While fixed-income shargs and securities will
meet' the dem7.nds of such an investor, he should
not lose 51ght of the possxblhty of thest holdings
landing him in difficulty in times of dear money
or depression if they were bought while money
was ¢heap, without due regard to the redemption
dates. This apphes partlcularly to those who
may have occasion to realize a pottion of their
capital.at any time, and although selection of
fixed-interest shares and securities will give them
the pre-determined yield even during an acute
.slump or during a period when money is dear,
it will not enable them to withdraw capital
during such penods without the loss oY capital
unless some portion of the cap1ta1 requlred to
meet the anncxpated demand is placed in short
dated securities. ,

It is found from experience that it is neces-
sary to create a sort of a reserve fund to minimize
the risk of capital depreciation. This fund may
best be in the shape of short dated loans or deben-
tures. Its function is to lend support to depre-
ciated investments by means of liquidating short
dated securities without loss of capital and re-
investing the sale proceeds in depreciated shares.
This will tend to average prices.

Time also plays an important part.  What is
suitable to 2 man of 40 will evidently not be
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suitable to a mam of 5o even if the circumstances
of both are alike. The man of 40 may like to
take a certain amount of risk in sojpe speculative
ordinary $hates which, if they let him down, will
not trouble hint as much as they will 3 person of
5o who will hardly have sufficient time and energy
to make good his loss. Similarly, investment
planning to-day may have, to differ very much
from that we may have oceasion to do a few
years hence. Now, money is very theap;.neces-
sitating a tendency to increase holdings in short*
dated securities ; whereas this point can almost
be neglected if we have to compile our investe
ment portfoho during a slump or during a penod
of dear money, because, as we discussed before,
we shall be able to make our purchases at a low
price, which will eventually appreciate or at least
remain around the purchase price enabling the
holder tp realize capital, whenever wanted, with-
out loss. This, however, will not be the case if
we enter markets while money is cheap and
prices high, for, if purchases are made at this
petiod, of leng dated or non-terminable loans we
“shall have to hold them at a high price when
money conditions change. Such holdings
amount to, as an American puts it, a sort of “ fly-
papers on which we get permanently stuck.”

There is also an imprgssion that.rich men
do not negessarily need investment planning in
view of their huge resources. It may be so;
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but no one will deny the fact«that a goodcand
systematic planning will keep him free from
anxiety with ¢#s much possibility of fulfilling his
object as otherwise. In the case ofchaphazard
ways this benefit will be sadly lacking and he will
even_have many a sleepless night, particularly
when his favourite scrips let him down. Gene-
rally such persons take interest in some industries
and invest a major"portion of their funds there
to malte fortunes with the boom but never to
crash with the slump.

This recalls to mind a dist of holdings that
*was submitted for the writer’s criticism. It was
in 1938. An investor had holdings of roughly
Rs.2} lakhs, three-quarters of which werg in
jute shares, evidently because he was a Calcutta
man with more inclination towards jute industry.
Investment was made in the year 1926-27 when
jute shareés had touched almost peak prices.
From what little information is available, it
would appear that this person, induced by the
prosperjty of the jute industry, decided to in-
crease his jute holdings disproportionately,
which landed him in trouble. We can well
imagine the feelings of this investor when we
know that at the time the list was submitted for
criticism his jute holdings, on an average, had
depreciated by over o per cent.

To come to our subject, the question may
be asked, “how to start with our investment
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budiness ? ’+ The counter question is, *from
where?” It may be that an investor glready
has some holdings and it is first n{cessary to take
stock of* these. If he has more capital in
ordinary shares, then it obviously should be seen
whether it is in sound shares. If not, liquidate
the bad investment and reinvest the sale proceeds
with the available fresh capital. If on the other
hand all the ordinary share$ held ate good then
the investment of the fresh c#pital shohld take
into consideration this fact and avoid increasing
ordinary holdings ¥ the scheme necessitates such
an action. Similarly, holdings other than thost
of ordipary shares may be taken stock of and
treated accordingly.

Before drawing up an investment scheme it
would be advisable first to consider th8roughly
economic and financial circumstances. Insur-
ance which almost alk investors should have, is
good, prlmanly because it is a forced saving.
Without insurance we do not know what we
rmght have done particulatly those whe are in a
posmon to put by a small surplus of their earned
income. It is very likely that we might have
squandered it each month on attempts, however
honest, to multiply it through many types of
promising evils that surround us. Insurance is,
therefore, a blessing to those who just start in life
and it would be advisable for such persons to
take the shortest possible endowment policies,
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which, on maturity could be profitably empldyed
by bging invested with a view to multiplying
savings or tofincreasing income. This might
have particular reference to a bachelot 'who has
no one to support, or having some one, still is
in a position to save. The circumstances of a
married man differ. So also of a middle aged
man and of others that we have discussed in the
last chapter For a'man with a family the only
insuranée advisable is the whole life policy with
limited premiums (exther with or without pro-
fits). To him such an insurance will give some
liberty to employ his savings in an investment
with some hope of future capital appreciation and
diminish his fear for risk of depreciation if the
circumstances went against him.



CHAPTER XIV
Idwestment Portfolio—(contd.)

It is proposed in this chapter’to draw a
few schemes only for the purpose of guiding
investors of various types described in an eatlier
chapter. They are by mo means suitable for.
all investors but are intended to gssist all at the
time investment is considered. To start with,
we will assume investors possessing investments
and eash to the turte of Rs. 10,000 and over.

Before proceeding, a point which we have prmow{y
discussttd must be repeated bere. We have alreaab'
discussed at length the influences exerted by changing
monetary conditions on fixed-interest shares and
securities, which summed, up, simply means this :
When money is dear ﬁxed—mtere.rt shares and securities
are tbeap and when wongy is cheap they are dear.
While compiling our jrivestment portfolio, therefore,
it is of paramount importance first to concern our-
selves, with the trend of the existing monelary conds-
tions and of, the trade, and do the planning accordingly.
Similarly, the possibility of market booms and slunmps
which recur every few years, but not with the same
Severity, must be taken into consideration. In boom
periods every share, whether good or bad, and in
Sympathy, every security, appreciates far above its
intrinsic ‘value—save very short dated fixed-interest
securities which are controlled by redemption dates.
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Comversely, they depreciate considerably during a
slamps In the circumstances, it is necessary for us
to divide the rigquirements of the individue! investor
into two distinct .schemes, one incoxporating recom-
mendations “when money is cheap or the market is
experincing a boom and the other when money is dear
or there is a slump.

We will represent the scheme suitable during
the perjods of cheap money or boom by “ (a) ”
arid that suitable during the periods of dear
money or slump by “ (4) 7. , .
SCHEME I. We will first consider the case
of an investor who, with his total gonthly
income other than that produced by the invgst-
ments he may already be having, can live with
reasonakle comfort. This investor wishes to
accumulate as much cap#:al as possible to provide
for his old'age. He can fake a small risk with
the hope of a better reward. At the same time
he expects that at some future dates he will
require some capital for educational and other
purposes. For a person under such, titcum-
stances, the following would be advisable :—

In Period (a) :

Electricity .. e 15%
Ordinaty shares .. .. ) Insurance .. e 15%
Banks .. e 15%

, Miscellaneous .. 10% 55%

Short and medium dated sccurities and debenturess .. 45%

1009,
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It will be observed that §% per cent. of the
capital has been recommended for investment in
ordinary shares, 45 per cent. of which*has been
allocated to high class Electricity; Insurance
and Bank shares. The yield on thése shares
under such condition$ will be small but our
object is capital appreciation which is bound
to be fulfilled sooner or lafeg. This ratio in any
other type of ordinary shares sych ¢s Industrials
would not be advisable as they have a tendency
to depreciate heavily in times of depression.
Not so the recommended class of shares and,
even if depression had to come five years aftet
investment was made, the holder would not bt
losihg any portion of his original capital, for,
during the period of these five years his capital
would have apprecxated to a reasonable® extent,
which increase alone hé might lose. The 10
per cent. may be placed in good ordmary shares
of miscellaneous compunies that have done well
in the past, that continue doing so and that have
future potentialities. ’

Nearly, half the capital has been allocated
to short and medium dated securities and deben-
tures. Out of this about three-quarters may be
given to short dated and the other quarter
to medium dated securities. The reason for this
is obwous Since money s cheap. or the prices
high, the %45 per cent. of the capital has been kept
liquid so that in the event of the shares in general
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depreciating or Of the investor coming actoss
a guod opportunity, he can easily convert
undepreciated holdings into depreciated shares
which mxght not Have been possible had be kept
this portion of funds in long dated securities.
Thist will also enable the investor to realize
capital whenever wanted without loss.

\

In Period (b) : .

Bank .. .. 10%
Engineering 10%
Otrdinary shares .. .+{ Tea and Rubber 10%
Industrials .. 209%,
Miscellaneous 15% 65%
«  Preference shares .. .. .. .. . . 10%
« Long dated and irredeemable sccurities .. e L .o 25%
“x00%
RSN

Nete the fundamental change here.
Although percentage ,in ordinary shares is
increased only by 10, the whole technical aspect
of the ordinary holdings 1 is changed. Electricity
and ' Insurance shares have been purposely
omitted. Bank shares generally depreciate more
than the other two classes of shares and, there-
fore, they have been given preference for invest-
ment during a slump. But this is not essential
as selection of any of the three classes will not
give wide variation in results. Engineering,
Tea, Rubber and Industrial shares have been
added because they are highly fluctuating and,
therefore, at this period they will have been
quoted around the lowest figure, Industrials
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may present *Jute, Sugar, Cotten, Coal shates,
etc., Steels having been accounted for under
Engineering. Market leaders do not necessarily
give best results at this junctute and she shares
of the companies whose financial podition is
sound will give as good a result, if not beter
than market leaders. There are hundreds: of
Miscellaneous shares but it will not be difficult
to make a selection of good shires.

Only a small percentage of preference shares -
has been included in this list to add strength.
This will give a good yield and ultimately
appreciate capital, but to a limited extent.

From'45 per cent., the short and medium
dated loans have been reduced to 25 per cent.
but in long dated and irredeemable issues. sThis
percentage is retained in order to strengthen the
general peosition of the, investment portfolio.
These holdings, at the same time, will appreciate
in course of time apart from giving a high yield.

One point-to which attention must be ¢alled
hete is this. We have assumed that this investor
will be wantifig some capital at a future date
and in accordance with the system we have been
advocating, no provision is made for withdsawal
of capital at an unexpected time. The reason
is simple. During a slump,.when everything
is affected with the exception of short dated
securities, it is reasonably certain that selection
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will have been made at low, ifenot the‘lowest
ptices. ‘Therefore, the holdings will have to
move on ope side only, that is, upwards, enabling
the investor to realize a portion of his capital
whenever wanted without any‘loss.

SCHEME II. W will hete consider the case
of an mve§tor who partly depends upon earnings
and’ pa.rtly upon his investment income, the total
of which he wants to be well over his expenditure.
He also wishes to be ablerto withdraw a portion
of his capital after a short while. One of the
considerations with this investor is capital appre-
ciation compatible with safety. But since he
also requires income from investment to supple-
ment his earnings we have to arrange his invest-
ments in a different way. For a person like this
the following is tecommended :—

In Period (@) : e
. Electricity .. .. 10%
Otrdinary shares .. ..< Banks v oy 1%
 Insurance .. .. *10% 30%
Prefetence shares . . R o 25%
Short and medium dated sccurities .. .. oo 25%
Short and medium dated debentures . . .. 20%

100%,

This scheme is drawn on the basis that no
appreciable risk of capital is involved. Only
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30 per cent. is placed in ordinary shares but of a
high class which although do not give a hlgh
yleld hold possxbxhtxes of capltal appreciation
in course®of time.

The preference shares to which 25 per cent.
of the capital has been %llocated should be placed
in companies whose profits give a good cover to
the dividend requirements’ of theit preference
shareholders. Preferably, they, sheuld not be
low yielding Selection of shares that have pat-
ticipating rights would be an advantage even if 2
comparatively high ‘price is paid. .

Again 25 per cent. has been allocated te
Government and other allied loans. This, it will
be noted, is in short and medium dated securities
for the investor to be able to withdraw a portion
of his capltal without loss and for other reasons
already *given under $cheme I. Most of this
portion of capital maysbe placed in Provincial
and Local Bodies loads as they are higher yield-
ng. . .

The balance 20 per cent. has been allocated
to debentures which should be well covered and
preferably be short or medium dated. The idea
underlymg the recommendation of debentures is
to increase the average yield because they ate
higher yiglding than Government and other
allied loans.
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In Period (b) : s ¢
| ]
Bank or Electricity. 10%
brdinary shares .. Industrials .. .. 20%
L « Miscellaneous | ¢ 15%
. o — 45%
Ptefcregcc shares .. .. P .. oo 30%
Long dated and irrcdecmable securitics . . .. .o 25%
[ ] ———
¢ 100%,

The basis of investment in ordinary shares
has been intreaved from 30 per cent. to 45 per
cent., drastically reconstructing the technical
position, in that only 10 pgr cent. has been re-

s tained in Bank or Electricity shares, investing
the balance 35 per cent. in speculattve shares.
*T'his is permissible because monetary condmons
are different and the prices of shates and secu-
rities will tend to harden as normal conditions
return, “

The ‘holding of preference shares has been
increased from 25 per cent, to 30 per cent. This
will glve a high yield and ‘capital apprecmtmn

Leavmg the same percentage, the shdrt and
medium dated securities have been’replaced by
long dated and irredeemable securities for rea-
sons given pnder Scheme I.

Debentures have been omitted altegether
because there is not much risk of capitgl involved
under such circumstances.
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SCHEME III Here we will consider the sase
of an investor who entirely depcnds upon ® the
income praguced by his investments, jhere being
no other incomt whatsoever. His natural an-
xiety is for the safety of capital, and his desire is
for as much yield as possxblc with stability of the
same. .

Obviously, the smaller “the capital is, the
more difficult it is to arrange pMnning so°as to
meet the investor’s requirements under such’
circumstances, but the following recommenda-
tion will be helpful. -

In Periods(a) : .
Cedinary shares JI"chmm ty .. .. lo:A,
nsurance .. .. 10%
——— 209
Preference shares .. . .. .. . 309,
Short and mcdium dated se curxgu v . .. 30%
Short and medium dated debentures .. e .. 20%

100%

Despite the fact that safety of capital is of
primary impqrtance to this holder, 20 pgr cent.
of the entir® capital has been cxposed to risk to
which ordinary shares are liable, but this risk can
definitely be reduccd to insignificance if over 10
pet cent. is invested in good Llcctr1c1ty concems
and the balance in prospective Insurance com-
panies that have merited the attention of the
investing public. These two classes of ordinary
shares have been recommended for the purpose
of increasing,incomec and capital, They have
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been selected because their earnings are not
generally liable to setbacks on account of bad
trade, patticularly those of Electrictty Supply
companies. As a matter of fact, their earnings
always tend to rise. :

Preference shares have been allotted 30 per
cent. of the capxtal which, to a critical eye, may
look too mugh i in times of boom ; but it was ne-
cessary to take a slight risk w1th the object of
obtaining higher income. Here again it would
 be advantageous and preferable to include shares
“that hold participating rights.

Short and medium dated securities and
debentures have been allowed 5o per cent. of the
capital for reasons which will be found in Scheme
I (#). Provincial loans and those of other Public
Bodies will give a shade better yield than the
Government of India lo4ns, and thetefore, the
former may be given preference, if maximum
income is to be extracted out of the capital.

To some, the income produced 'by this
scheme may be sufficient, and to some not. In
this latter case the holdings of debentures and
securities may be slightly reduced and ordinary
holdings, particularly of Electricity shares, cot-
respondingly increased, involving, as it will,
extra risk of capital. Bank shares may also be
added. Without doing this, we can see no other
way to increase income to the required extent.
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In Period (b) *
* Electricity .. .. 0% ®

Ordinary shares Insurance .. . 19%

®s Bank . 10%
. & 30%
Preference shares .. .. o ® . 30%
Long dated and 1ttedeemablc 3ccurmcs . . .o 30%
Long dated and irredeemable debentures .. .. fo%
. : 100%

The change here, desplte the. faot that.even
during this period the income produced under
Period (2) would be stable, is noteworthy. When
we can get shares and securities at a low price, it
would be folly to invest in the manner suggested
under Schtme III (2) above, particularly in short
and thedium dated loans which will demand a
high price. Besides, the ordinary shares, which
will be available at depreciated prices, will réduce
the capital risk to almost nil. We have, there-
fore, allowed 30 per certt. of the capital for or-
dinary shares of Electricity, Bank and Insurance
companies.

L ]
Tht "pefcentage of preference shares, which
under these* circumstances will appreciate,
remains constant.

Long dated and irtedeemable securities and
debentures take the place of short and medium
dated loans with 10 per cent: decrease in deben-
ture holdidgs. These will also appreciate in
addition to giving a higher yield.
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SCHEME IV. 'This is a case of a persoh who
hag regular income from  earnings which is
sufficient for the maintenance of his family.
Half the cap1tal he has is requited for the educa-
tion of this children or for setting them up in
business or professions He does not require
it now but from about 2 years hence and at
determined times bat before 12 years. He does
not much care what the yield is but his primary
consideration i§ safety of capital and appreciation

" in order to offset, as far as possible, the deficiencies

made by regular disbursements. For a person
under such circumstances the followmg is

recommended :— .
In Period (a) : ;
Short dated sccuritics .. .. .. .. 6o%
¢ File lnC't) . 20%
Ordinary shares .. Bank and/or Insu-
rancc .. .. 109,
|, Miscellancous L0 10%
e 40“/2.
B 100°;,

Half the capital, in this case is reqpired to
be absolutely liquid so that requisite funds can
be withdrawn at 2 moment’s notice without the
loss of capital, but 1o per cent. extra has been
made liquid in order to meet any emergency
and as a reserve against possible depreciation of
ordinary shares in which event this 10 per cent.
will serve for the purpose of averafing. This
portion has been placed in short dated loans which
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bear redemption dates recurring at regular
intervals. It is.hardly necessary to emphasize
that invgstment in securities in a case like this
should bé magde in such a way that the dates of
matutity nearly coincide with the prédetermined
dates of liquidation. *From the market quetation
of the dated loans which always bear the redemp-
tion dates, it is very easy % sclect in accordance
with onc’s requirgments and if mopey is requlred
at intervals of every 21 years or so, scrips can pe
easily sclected to meet such demands from the
wide.range of loafls that are always available. ,

In Period (b) :
[ ]

v Shkort and medium dated loans .. . . . §09
Electricity .. .. 109
Bank and Insurance. 109,
Ordinary shares .. ..< Fngineering .. ¢10%
Industrials .. .. 10%
Miscellaneous .. 10%
P 50"
» " —_—
100¢

From 6o per cent., the percentage in loans
has begn g¢duced to the minimum of so%per cent.,
rcplacmg some portion which will be rcqulrcd
at a later date by medium dated loans. The
reason for doing this is that thc medium dated
loans will be available at slightly depreciated
prices so that there will be hardly any risk of
capital being depreciated.» Besides, by the time
we appfoach the assumed end of 12 years
these* will automatically become short dated,
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appreciating capital regardless of monetary or
trade cbnditions, if they were secured below par.

Long daged issues can be an advanéage here
only if weohave reason to believe that money
conditions will not go wqrse. That is, if we
feel that we are at the extreme end of dear
,money conditions or @ slump then only is it

\'wotth while takmg u risk ; otherwise, if after
*buying long dated issues the decline continues,
this investor will be in a diﬂ‘iculty However,
15 per cent. of the capital is the maximum that
i¢, permissible in long-dated issues, in such a
situation.

The percentage of ordinary shares has been
increased by 10 per cent. and spread over five
classifications. This will tend to appreciate
capital to a great extent should selection be made

.of 'sound companies of each group without
paying too much attention to market leaders.
* * * % *

SCHEME V. Let us assume another case of a
person who has got idle capital and whose ear-
nings are sufficient to give him a decent living.
He is a reckless person and, therefore, does not
much cate for yield or capital safety. These
he is willing to subject to risk provided he is
confident of an ultimate handsome reward in the
way of capital appreciation. The following
ought to be suitable for a person of this type.
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In Period (a) ¢

»
* Electricity . < 920%
» Insurance or Bagk.. "10%
Ordinary #hares .. Industrials e« 10%
. Mlscellancous .. 20%
Engineering .9 10%
. , - 70%
Short dated loans and debentures .. .. ot 30%
T100%

Out of the 70,per cent. capital allocated to
ordinary shares, 40 per cent. is in speculativg
shares, »7%., Industrials, Miscellaneous and Engi-
neering, and the other 30 per cent. are kept in,
shares of Electricity, Bank and Insurance
companits for the purpose of double function (13
as # hedge against depreciation (2) for capital
appreciation. In a case like this, market leaders
may be included if the investor is able to®follow
the markets and take advantage of the speculatlve
rises atld falls. Othexwise, he should ignore
them altogether and imvest in companies that
are less known but sound and have shares of
smaller dcpbmmatxons, because in the event of
activity in a particular branch of mdust.ry, these
shares come immediately into prominence and
quote proportionately higher than the market
leaders. .

Thlrty per cent. of the capital has been
retained jn short dated loans and debentures
only for the purpose of functioning as a reserve
fund. It is, clear, therefose, tl_l.at its purpose
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is to avail itself of opportunities whenever
occutring after investment is ntade.

In Period (b) " o
. Bank N 10%
Tea and Rubber 15%
Otrdinary shares .. ..< Industrials .. 209,
' Enginecring 15%
Miscellancous 20%,
¢ —_— so‘yn
.
Prcference shares .. ¢

Only one-eighth of the entire 8o per cent.
of the capital allocated to ordinary shates is in
Bank shares, the other seven-eighths becing
cxposed to risk, but this selection wilk give a
good account of itself when recovery takes
place. Here again, market leaders may be
neglected. So also shares of bad companies.
The medium type of shares will be better, for,
they suffer much during depression and are also
quick to recover. -

'
Preference shares, to which only 20 per cent.
has been allocated, will serve to appreciate capital
as those shares and securities that arc undated
depreciate considerably during such periods.

Persons in any of the above five cases may
have insurance policies which may fall due
shortly after investments are made accordmg
to the recommended planning, and in such 2
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case®it would besadvisable to distribute propor-
tionately the realization of the matured pqlicies
amongst his various holdings so that thestechnical
position 1 not changed fundamenfa.lly In the
event of the inVestments behaving in an unsatis-
factory way owing to, some factors affectmg a
certain industry as a whole then the insurance
funds will serve the veqr gdod purpose of
averaging.

The foregoing schemes, it will be ‘noted,
have been prepared bearing in mind that investors
are capable of investing Rs. 10,000 and over.,
But what about those possessing below
Rs. 10,6007 It must be confessed that this
question is somewhat problematic, not because
it is difficult to make selections but because the
available funds, being small, do not pernlit of a
proper distribution of fisk. However, as far
as the funds will permit, it would be advisable
to take figures of the above schemes as the basis
and invest proportiohately. Where the funds
fall below Rs. 5,000, extreme caution is evidently
essential and in order to manage funds in the
best way pdssible, it may be desirable to drop
one or two classes from those recommended.
For example, under Scheme I (4), Insurgnce and
miscellaneous shares, or even Bank and Insurance
shares, may be dropped ip order to make it
possxble fqr the investor to buy sha.rcs available
in minjmum lots, thereby avoiding payment of
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higher prices while buying .and. lower prices
while selling usually demanded for small odd
lots, ‘and at the same time keeping the aggregate
percentage, $iz., 55 per cent. unalteréd. These
principles will, however, have to be relaxed
in the case of a person who is well in a posmon
to put by a substantial portlon of his earnings
regularly for the purpose of investment. In this
case, the Rs. 5,000 or less may be invested in
good .class ordinary shares in accordance with
the degree of safety he requires, and future
available funds in securifies and preference
« shares to complete a perfect investment p6rtfolio,

*  All the schemes recommended above are
useful to those investors who enter the murket
while it is at either of the extremes, leaving each
investdr to make ad]ustmcnt under their guidance
if he has occasion to ifivest when conditions are

different. n ¢

The inference, however, from the foregoing
planning is that we must invest ip short-dated
fixed-interest securites when money is* cheap
or when there is 2 boom, or both ;°and in long
dated securities when money is dear or when
there is a slump, or both, as the former will
prevent depreciation and the latter will give
appreciation. Similarly, it is advisable to give
preference when investing during a, boom to
ordinary shares- of companies whose earnings
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are stable of on,the up-grade, such as Electricity,
Insurance and Banks, changing to Industrials
and other specﬁlatxve shates as the conditions
become 4he reverse. It must be‘bome in mind
that it is inadvisable to buy too mz‘ny ordma.ry
shates during a boom as the investor is likely
to be caught at high prices. .

It will be readily appreciated that it is not,
possible within the scope &f such a book as this’
to discuss all aspects affectnfg investment lists®
and thus prompt the investor to turn them°®to
his advantage. Ewen if this were possible, we
should never know when anticipated opport-
nities ;,would occur, particulatly in our timgs,
when often the unexpected happens. It is felt,
however, that the investor will be guided, as
far as possible, by the schemes given ig making
his own planning, taking into consideration the
existing circumstances and giving due regard to,
the trend of money and trade.
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'\ CHAPTER XV
Reorganizqtdon of Investment Rortfolio

Howsegever good a selection of shares and
securities may be, it alwrys requires constant
supcrvision in the same way as the mill-hands
_require that of their Foreman, if the best results
are to be obtamed ‘and wec have said in the
last chapter that ‘it is absolutely essential for
those who have invested without any type of
planning to set their investmeats in order bhefore
taking another step in this field.

« In that chapter we have mainly dealt with
the available funds of the investor without paying
much attention to what he may have already
been holding but all the while stressing the point
that before making an investment he should
take stock of his holdings if he possesses any,
and include these in th¢ investment scheme
he has the occasion to draw after effecting
reotrganizition. ..

The primary reason why rcorganmatlon
of the investment portfoho is essential is obvious.
When a portfolio is compiled during certain
citcumstances it must logically be reorganized -
when these circumstances change.

There must be many who have -already
invested all ‘their available funds without-any
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sort of plannmg and after gomg through, the
last chapter they*will naturally be anxious to
know whether their capital has begn invested
in accordance with the principles we fave been
advocating. Whether’ it has been or not, it will
be easy for them to find out. If not, they® will
have to start in a different way and it is hoped
that this chapter will help them.
’ . ' R

Another reason which makes reorganis
zation of investments essential is to turn abnormal
times to one’s advantage. Whether investment
is made in accordance with some sort of planning'
or not, Yelections are always made in the hopé
that they will fulfil the investor’s common object,
firstly, safety of capital and then appreciation
or regular income as the case may be. But
it so happens that even after investment is made
on the ‘lines recommended in the foregoing
chapter one or moze of tie shares in the portfolio
rise or fall beyond expectation and so unbalance
the scheme, * *

When this happens and when it is found
that some of the holdings have been appreciated
far above thejr intrinsic value through spegulative
support but without any fundamental cause,
there is no reason why advantage should not be
taken of sugh a rise. This will enable the investor
to snatch the unexpected handsome 'profit his
investments are giving himy and which does
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not, exist unless the holdmgs concerned are
hquldated The reason for the reluctance to
sell at this ‘opportune moment othér than the
trouble iz;volved in sale and repurchase, may be
that he is unable to find out equally good shares
for ' reinvestment. If this problem confronts
him and if really there are no equally good shares
available in the miarket then there is still an
altermative. ' It*is to convert that portion of
‘capital which has had an unhealthy rise into
fixed interest shares or securities, or better still,
+to hold the sale proceeds in hand butr only
.until such time as the markets settle %nd either
the same shares or others, equally better, are
available at lower prices.

I the same way bad holdings which have
no immediate hope of fecovery may be liquidated
and the sale proceeds reinvested in the same type
of shares. Obviously,, there will be a greater
reluctance to sell at this juncture at a considerable
loss, bat before his investments came to such a
stage the reader who has read thus far will know
how to minimize losses if anot actwally to avoid
them. In case some of the holdings have depre-
ciated gonsiderably solely on accoynt of specu-
lative reasons, the “ reserve fund” specifically
created for this purpose will help the investor
to take advantage of the situation.

Well then,*how to start with the investment
business if in addition to our having cash we have
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investments also? This would be the simplest
procedure. First *take stock of your holdings
and prepasg a list thereof. Then draw a few
columns and put in them the number Of shares

held, the original price paid per share their
present market value, the total value origitally
invested in each company, the total present value,

last year’s income per share, the total income
from each companye.and lastly the yfeld peg cent.
on the market value. Then total the necessary
columns. This will put the investor in a position
to know exactly where he stands. It will show:
him how many of the holdings have fulfilled’
his expectations and to what extent. Ifthey have
not, then they will also show to what extent
they have failed. The totals will show whether
or not the capital is appgeciated and from this,
percentage of appreciation can casily be worked
out. From the total® income produced per
annum it will also be, possible to find out the
yield per cent. per annum. And then the yields
on the jndividual holdings will go 2 long®way to

say whether the shares are worth holding any
longer or not.

Again, from this it will not be difficult to
find out the percentage of capxtal placed in
different types of shares and securities and thus
see to what extent his capital is exposed to risk.
This way he will be in a positign to survey his
investments as accusately as possible and effect
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alte{atlons, additions or amendments wherever
necessary to suit his own specific requirements.

To take a practical example we will take
the list %f an investor who invested about
Rs..15,000 in the year 1938. He made invest-
ments not in accordance with a definite plan but
in accordance Wlth what was recommended to
him by his fr‘lends. The_following are his
boldings, and we will see exactly where he
stands to-day and make some suggestions for

improvement if this is possible:— .
No. of Face value Price paid
Name of shares. shares.  of sharesy  per share.
Rs. «Rs.
Anglo-India Jute Mills, Ord. 5 100 320
. Do. .. 3 100 275
Budge Budge Jute Mills, Ord. ‘.. 5 100 25§
Andhta Valley Power, Ord. iy 1 1,000 « 1,675
Indian Iron & Steel, Ord. .- 2§ 10 6o
Do. LoYoo2s 10 35
Alcock, Qshdown & Co., Oxd. .. 5 oo 300
Equitable Coal, 6% Tax Ftcc LI I

Cum. Preference .. 10 100 134
Burmn & Co., 7% Tax Free Cum * *

Preference . 10 100 14§
Indian Copper Corpotatlon, Ord. 300 2 sh, 3
Ahmedabad Advance, Ord. .. 5 “100 30Q
Spence’s Hotel, Ord. . .. 200 -2 ]

Having got the list of the investor, we will
proceed to scrutinize in the manner, recom-
mended abovg. . .
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The origingl invested amount, of Rs. {5,440
has apprecxatcd to Rs. 17,508., This means 13
per cent. appreciation over a penod of three
years and .On the aggregate annual‘income of
Rs. 813- 8-0 the yield works out'to 4.65 per cent.
per annum on the market value and 5. 26 per cent.
on the cost price.

.

Further examination will reveal under what
classificatior and in what proportion the total
Jinvestment now stands and the degree of protec-
tion it gives to the capital.

Industrials .. .. (57%
. Electricity .. .. 10%
Ordinary shares .. ..< Engincering and,
Steel .. .. 289%
{ Miscellancous 69
—= 8%
Prc‘ﬂ:rcncc shares .. .. .. .. .. .. 19%
Government loans and debentures
100%

Out of the total capital the highly dis-
proportionate amount of 81 per cent. stands in
ordmary shares, 37 per cent. bcmg ir Industrials;
in Electricity, 10 per cent.; in Engineering and
Steel, 28 per cent.; and in Miscellaneous, 6 per
cent.

Again, 24 per cent. was placed in Jute
shares and it is not known why recommendation
of these shares was made in the year.1938 when
the industry was in a terrible confusion with
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funas cons1derably dissipated by annual drawings
to sat1sfy ordma.ry shareholders. These two
companies werfe,» no doubt, sound, but®why
one-quartgr of the total funds was r,ecommcnded
to be invésted .while the industry tas passing
through very critical times is not undefstandable,
*particularly in view of the fact that the prices
paid are not very attractive and we cannot
imagine what would have, happened to these
holdings if war dgmand had hot.come to the
rescue of the Jute Mill industry. Despite the
high yicld now obtained, it would be advisable
to liquidate a portidn of these holdings with 3
view to reinvesting in other shares fos the
purposé of distribution of risk. .

The Andhra Valley Power share is good for
obvious reasons, even despite the low yield, and
should be retained.  *®

The Indian Iron’ & Steel ordinary shares,
on account of excessive optimism, had once
flared up tQ Rs. 8o and, therefore, this investor
might=have thought Rs. 60 was a very reasonable
price and seeing thgt they had heavily depreciated
after investment, picked up another 25 shares
for the purpose of averaging. However, this
sctip has let him down badly, but the price of
Rs. 32 which is good for these shares under
present conditions, yieldS 7 per cent. They
should be retained. A ’
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The ordmary shares of Alcogk, Ashdown
& Co., have appreciated considerably now yield-
ing § per cent. only. They appear to be over-
valued and $hould, therefore, be d.lqu sed of and
the profit booked

The preference shates of Equitable Coal
and Burn & Co, which are very well covered by
earnings, may be retained if the investor is satis-
fied with the.yield or if equally good preference
shares ‘are not available to yield more.

The Indian Copper Corporation has not
been, able to show better results despite the fact
that its mines and works are being worhed very
economically. Apparently, they have not been
able to strike good ore and in view of the doubtful
nature ¢of the shares they had better be
hquldated

Ahmedabad Advap::e shares, it would
appear, were not bought at a good price and in
view of the fact that they are very low yielding—
in other words, that the present price is Righ—
they should also be liquidated. y

Spence’s Hotel shares are hopelessly dis-
appointing. This small company has never
fared very well and it would be advisable,
therefore, to strike this holding off the list as
early as possible.. .
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*To summarize, the follqwing shares :can
safely be elimin,atfd from the list of holdings :—

Alcogk, Ashdown,
Indiafd Copper,
Ahmedabad Advance,
. Spence’s Hotel, ° .
A portion of Jutes—say all Anglo Indias.

This will mean liquidating ordinary holdings
to the tune of about Rs. 7,808, which could be
reinvested. .

The suggestion’of the sale of Indian Coppe»
and Spence’s Hotel shares was not weleom?
to this Investor because he feels that by doink
so We will incur a loss. This is not surprising,
because the psychological view taken by every
innocent investor without exception is such.
Still more curious, he does not think so about
Indian Tron shares tMat have also depreciated
considerably, because like many others he thinks
that just because these shares had touched
Rs. 80 in 1,938 they must see this price sdoner or
later.  He also feels that as long as he is holding
them, there Is no loss.

This wgong and most misleading impression
which is responsible for many of our losses must
first be cleared. The price paid to a shatre has
ne relatign whatsoever with the price ruling
to-day, To-day’s price is quoted entirely on
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the metit of the share unless thg market is
influenced by powerful outside factors such: as
the war., Hence the investof can under no
cu:cumstances expect to get his capital back
intact if the company in which it is placed has a
gloomy fdture. In such cases, the difference
between the price paid and that ruling to-day,’
if it is below purchase price, is a loss whether
we continue holding the scrip or liquidate it.
If the ]oss is‘already there and there is no hope
of a substantial recovery, what is the use of
hesitating to sell? Such hesitation has burnt
'many an investor’s fingers. They wait afid wait
éven’ if there is no hope of recovery because
they cannot bear to suffer a timely loss, ahd even
if they are induced to sell, they place orders
with their brokers at higher limits at which
business is never don¢ until the shates have
dropped very heavily culminating in a heavy
loss. Not less than 9o pér cent. of the otdinary
investors opcrating on the Stock Exchange have
learnt thlS lesson at a severely heavy cost.

Instead of won:ymg oneself over‘a deubtful
and bad share, is it not advisable te sell it out-
right even if it holds the chance of recovering
some day ? If it holds the chance then it may
or may not give the capital back intact. But
if we sell now at whatever price the shate is
quoted and reinvest the sale proceeds in a sound
company Having future prospects, we ¢an be
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reafonably sure mot only of gapital appreciation
bit regular igcome also which would not ‘be
forthcoming from a bad scrip. As, there are
diseases Yhich requirc a timely \pphcatxon of
scissors, there are bad investments wjich require
a timely sale though at a loss. '

To sum up, if the bad share at all recovets,
it will be after a long time, fot shares in such a
state take a long time to recover, but one cannot -
be sure and in the’ meantime one kceps on losmg
dividends. On the other hand, conversibn
into 4 sound sctipsovercomes the risk involved
in a bad scrip and gives that portion of fugds an
equal, #if not a better opportunity of capisal
appreciation. That this is a sound proposition
can be seen from the fact that we are converting
the value of a bad holding into a good ene with-
out paying anything mére.



CHAPTER XVI
&Doubtful Shares“ S

Not infrequently, investments, despite the
investment portfolio being well constructed,
behave indifferently, but one thing is certain :
all holdings cannot behave in the same way

" unless the markets are terribly influenced by
politics such as we are experiencing now, and
even then a good planning which will include
short and medium dated loans and debeatures
will give good protection to the investor in times
such as these. '

These are extreme eventualities, howe\‘r'er,
which we seldom see, and we cannot discuss this
point unless we know the circumstances, which
always differ, affecting investors. We will,

' therefore, keep these extremes alone and leave
the investor to follow those investors who
have made full study of the situation.

Some of the shares, particularly ordfnary,
which may have ‘been carefully selected for
inclusion in the investment portfolio do very
often depreciate. Investors who have a variety
of holdings will have seen this in their own’
‘case. When the values of some of the shares
fall and if it is found that on the whole the
investor’s capital kas not been depreciated, (due
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tos apprecxatlon in some othér direction), many
investors confent themselves ‘with the Yesults
their investments yield, basing thej} hope on the
anucxpatlon of the depreciated sha!es .ultimately
recovering. '

[ ]

This may be all right in a case where'shntes
have been temporarily affected by somethmg or,
other, and under such c1rcumstances the i mvcstor
would be excused for ignoring ‘the temporary"
depreciations. But it would be folly to disreg4rd
the depreciation ¥ it is due to fundamental
reasons such as stagnation of trade in a parpcular
industgy or to some other direct cause affecting
the, workings of the company in which the
investor has interest. For an investor under
such circumstances, there can never be a better
time than this to take*a decisive action imme-
diately, and have the {nvestment portfolio cleared ,
of such doubtful holdipgs.

U . .
How to test a doubtful share is difficult
to says=—hut not very—because there are different
factors affecting different shares at different
times.

For example if an industry is facmg severe
‘competition from abroad not only in'India but
also in the forexgn markets where the industry’s
productipn is being sold and if there is no state
protgetion such as increase of custbms duty or
subsidy, thgn this would bg a suge sign of trouble
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fot the industry, which would ultxmately reflect
on shéres.,

Those c(Jmpanxes that enjoy State’ aid, that
have geogsaphical advaatage and in some cases
those that arc outside the, sales orgamzatxon do
more business than other companics in the same
.industry. For ekampe we may again take the
Sugar industry.

This industry has witnessed a strikingly
rapid development since 1932—the year of the
grant of tariff protection.  Since then the number
of faetories in India has increased from 32 to
over 145. The fixation of the highly fluduating
prices of cane by the two governments of Y.P.
and Bihar in the interests of the cultivators and
the unetonomic development of sugar units,
have led to considerable difficulty in the industry
in these two provinces Which has cncouraged
building of sugar manufacturing units in Indian
States and in other places situated far from
the main industry, despite the fact, that the
productlon of sugar outstripped consurnptlon
in India during the time the new companies
came into existence.

Out 'of the total sugar companies about
75 per cent. are in U.P. and Bihar and the other
25 per cent. elsewhére in India. While the
factories in ‘the two abovementioned provmces
have to work under strict control and inter-



DOUBTFUL SHARES 197

ference of the rcspcctlve governments, others
are frec to opdrate as they like. Thertfore,

the resulss are obvious. Almost ll *the com-
panies in the U:P. and Bihar have bcgun suffermg,
Jparticularly those that have been fivated since
*the year 1931. On the other hand, those that
are outside these provincey have shown convin-
cing changes in their earnings from year to year. «
To mention ones—the largest and the most,
important outside unit—the Mysore Sugar Cq.,
Ltd., formed in the year 1933, has with State
support shown striking results right from the
very ﬁrst year of operatlon The issued eapital
is Rs. 21,79,280, all in ordinary shares. Thete
is dlso a debenture capital. The 7 per cent.

debenture has almost been paid off and
Rs. 8,00,000 in 4 per cent. debenture®is now
outstandmg Against this total capital of about
Rs. 30’ lakhs, reservéds amount to over Rs. 5o
lakhs, all built up within the short period of
eight years.

Phe &udden deviation from the main thread
to the Sugar industry might have confused the
reader, but the purpose behind it is to show in a
way, how a doubtful share can be found out.
Those who had invested in the new sugar
companies working in the U.P. or in Bihar with
the hopg of sharing in' their prosperity will
find these holdings depreciated, and they would
do better, inder such cirqumstances, to switch



198 THE INDIAN INVESTOR

off their entite weak sugar holdings and inwest
in the Mysore Sugar Company or in any other
outside company that has done well ir the past.
A buyer oft Mysore Sugar shares may have to
pay comparatively more, or conversely, the yield
may be less, but the fa¢t that reserves within
a short period have assumed huge dimensions
should watrant a safe holding with the possi-
bility of capital et cash bonys being paid, as is
usually the procedure of companies in such a
position. From this it should not be inferred
that all sugar producing companies in the U.P.
and Bihar are unsuitable and all the rest are
eminently suitable for investment. Foldings
in sound companies of long standing, of whnich
there are many, are certainly worth retaining or
buying.’ -

We have said about an industry as a whole,
but in the case of miscqlianeous companics the
foregoing procedure wifl not help. It may be
that a company in which 10 per cent. of the capital
is invested, is superseded by another one doing
the same business and that the former company
is unable to stand the competition of the latter.
In this case it would be advisable not to hesitate
any longer but to liquidate the holdings even
at a loss and reinvest the sale proceeds in its
competitor or in a bétter company which pro-
mises to fulfil the investors’ object. In this way
we shall be avoiding further depreciation usually
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causéd by reluctance to sell, hegitation and ta.tdy
actidn on the pagt of the investor.

Again, it may be that a whole:industry is
fundamentdlly affected, deprecnatmg all the
holdings of the investor in it. Unfler sthese
dircumstances it would® be unwise to liquidate
all weak holdings and reinvest the sale proceeds
in sound companies in the " same industry as is
very often done. Jt is obvioys that when an
industry as a whole is on bad days, all weak
and strong shares must suffer alike, and therefore
conversion does not ‘materially help the investor,
unless shares of a sound company, taking prirary>
factors ihto consideration, are available mucke
below their intrinsic value.

These ate but a few of the hundseds of
causes that affect shafes and securities, and the
investors, who keep i close touch with their
holdings by readmg carefully the Chairman’s
speech which in almost all cases gives a glimpse
into the futyre of the company’s trade, and the
balance »sheets issued in connection wi1?h their
holdings wilb be able to judge’fairly well which
way the wind is blowing.



CEAPTER XVII

. Conclusior '

In the foregoing chapters we havt attempted
to preseqt to the reader, step by step, and in a
practical ‘way, a scientific system in which ag
inveéstor can compile an investment portfolio
suitable to hisc owr requirements and manage
it advantagcously without the help of others.
It is felt advisable to repeat here some of the
points we have already discussed before. They
are by no means all the important ones but are
given in the hope that they will guide theinvestor
tovﬁaxds the right beginning of a difficylt invest-
‘ment task which, hitherto, has not received due
attention from the Indian investor.

' ORDINARY SHARES.

The most interesting .amongst all the classes
of shares are ordinary shares. They ase mostly
responsible for the success or the failure of
investors. As most interést is displayed in these
shares pne or two Words before passing might
be helpful to the investor. The shares ‘of well-
known Banks, Electr1c1ty and Insurance com-
panies do not require as much investigation
before buying as is necessary for industrial,
engineering and other shares, all that is necessary
being to wait for an’ opporturtity and to invest
aftes comparing the yield of the proposcd shure
with that given by other shares of its class.
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o A .
cannot be done, howéver, with other

ordinary shares” « To test them, the folloWing
points shopld be considered : . °

]

(1) Whether the company is strong Bnincially and
with ample reserves viewed in the light f hints
given in the chapters on Balance Sheets, and
roughly to what extent it was affected l'fy the

last depression.

(2) Whether the earnings hd4ve been steady in the
immediate pgst, giving pasticular attention to
the policy of the directors in the distribution
of profits. If the profits are distributed up td
the hilt then it must be inferred that the directors
eare not conservative, and the investor whoe
buys during the year a large profit was gade
vill lose a portion of his capital if emergency
compels him to sell during the year in which the
company’s profits have suffered, because lower
dividends will naturally be declared resulting in
a fall in the prices of shares. The pplicy of
prudent directors is fo conserve as far as possible
all, what in their opinion are, surplus profits
and equalizing jvidends during ‘the periods
the profits suffer, thus stabilising indirectly the

prices of ordinary sfares.

(3) Whether the yield compases favourably with that
gived by the ruling ptices of the shar®s of the
*same class. To purchase shares of larger yield
because other, income is Insufficient is always
a mistake. We must bear in mind the dictum
that, normally, “the greater the vyield, the
greater the risk.”” Not to say that gopd shares
do not give a high yield. In times of crisis
first class ordinary shares fall considerably
irrespective of their imtrinsic value. It is at
thie time that they should be bought without
the loss of any time in hesitatidn,efor they
® do not remain available long.
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«(4) Whether theré are good prospects for the indystry

«  in which the company concenaed is engaged.

A co‘mparison of the present ptice with the
lowest and fhlghest prices of the prévious year
or years is not always helpful. It will help only
if the dividend is well maintained. Otherwise?
what use can the lowest and highest prices be if
the last dividend pgid is less than that of the
preceding years when the company was making
satisfactory profits ?

It is inadvisable, either, to compatre the face
Valu.e of an ordinary share with its markét value.
One of the things investors are cemmonly
reluctant to do is to pay a high premium (amount
above the par wvalue). The Kumardhubi
Engingering ordinary shares, on account of
several unsuccessful ycar$, are quoted so per
cent. below their par vglue but the Tata Iron
& Steel ordinary shares are quoted over 400
pet cent. above their par value. Still, the
Kumardhubi shates are bad and thg Tatas good
for obvious reasons. Ignore the face value
while considering the purchase of an ordinary
share unless it is partly paid, in which event
the buyer will be catrying liability to the extent
of the uncalled amount. )

New, FLoTATIONS.

Investment in new flotations Should, “as
far as pos51ble be avoided, particularly in
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ord‘inary shares. * This bit of*advice is certajn
to meet with 2 Jot of criticism from patsiotic
Indians who are conscious Of the face that the
well-beinge of a nation rests on if§ industries.
We read of hundreds of prospectusgs of new
companies advertised every year in ‘the press.
A close examination of these shows that most
of them are lacking in sofnethmg or other so
that they do not at all appeal to the public.
More often than not their capltal is so very
small that the public is backward to ventufe
its funds in such undertakings, (1) on account
of the inattractiveness of the board of directors ;
(2) for fear of the issue being under subscribed,;
(3) oven when the issue is fully subscribed, for
fear of its coming into difficulties owing to want
of further funds ; or (¢) on account of inadequacy
to face competition, whith results in the concern
very soen falling intosthe hands of liquidators.
We know of a score ofsrecent flotations in this
state. It is better to ignore such companies
than tq, risk one’s capitab with no high hopes
of a decent 'reward. .

A case the writer had the occasion to handle
very recently was of a person who hadsinvested
roughly Rs. 20,000 in companies floated between
1919 and I922. Most of shem are finished and
forgotten,” and the frozen holdings _of this
unfortinate investor are now valued at slightly
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aver Rs. 1,000 fdr wh1ch thete do&s not a.p];.»ear
to be any buyer. What we.really ought to come
forward ‘to .support by every means, available,
is huge undertakings sponsored by Businessmen
of integfity who thoroughly investigate the
scopg of their business before embarking upost
a new venture. Such concerns must be helped
even at the risk of § portion of our capital, for
they hold the pgssibility of revolutionizing the

oor ¢onditions of the units of our basic indus-
tries. Two such recent undertakings are the
Steel Corporation of Bengal Ltd. and the Tata
Chemicals Ltd. These concerns were well
supported by the public and it is almodt certain
that they are going to raise the standard of
the Indian industry as a whole. We have to
stimulate the Indian industries by whole-hearted
support to the right ‘ventures only; not to
the petty ones which ¢almost alwayc result
in failure, thereby m}urmg our already shy
capital.

.
. .“

Distrisution oF Risk. ()

Of equal importance with finding a good
share suitable for individual requirements is the
distribution of risk. One of the-lessons the -
Investment Trust and Insurance companies
teach us is the scientific averaging of risks. Risk
is attached to all types of investmients. To
some more than others but the investdr who

S,
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putg all his money in one company or divides
it among severdl *companies ,of the sape ghoup
or industry.is running a greater risk ghan another
who prudehtly spreads his capital oder a variety
of shates. It would seem impossible &0 do just
What Investment Trust%and Insurance companies
do with huge resources at their,disposal. It is
possible with individuals .with a reasonably
lazge capital to follpw the investment method of
such companies, but with others it will at leagt
be possible, by distribution to the extent the
funds permit, to ward off the greater risks that
beset the path of an indiscriminate investor?
Just for’the sake of distribution of risk, a little
of clpital in one class of shares and a large
amount in another defeats the purpose of the
investor. Variation af distribution in a mbderate
form is only advisable whete investment is made
in accordance with tlte planning suggested in
Chapter XIV ; otherwises where funds are ample,
equal distribution would result in greater
advantage jh the long rum. .

. » WuEN TO B,

It is inadvisable to hasten to invest money
soon after it comes into our hands. *We lose
hardly anything by waiting a few weeks or even
-a few months for a suitable opportunity. All
that we may lose is the dividend oa the share
we have been contemplating to buy, but it will



206 THE INDIAN INVESTOR
¢

be admitted by every investor that it is bettgr to
forego . dividend sometimés" while waiting’
for a set- j in the market than to inwest on the
firm market, for it will amply. confpensate us
for tHe dividend we may have lost. Our first
consideration "should be safety of capital and
security of income. If we keep this object in
. view our investment business will rarely dis-
appoint us. * Too muth in high yielding and
speculative shares will some day hit us and hit
us hard, unless we are always on the look-out.
Every investor who has neither the time nor
the «patience to keep a constant watch over
Happenings that affect the market,® should
confine himself to good class shares, placu‘ig as
little as possible in speculative counters just to
satisfy his desire, should he have any.

It must not be mferrcd from this that it is
always advisable to buy anything on the dépressed
market if an investor thinks that the drop in
a particular share is semarkable. One instance
of the $o-called wisdom with which ignocent
investors go to bwy a share is that,it is quoted
much below the rate it was standing a few weéeks
or months back. They simply compare past
and present prices of a particular shate and if
satisfied with the difference, buy without investi-
gating the cause of the fall. The fall may haye
been dug to such a cause as ant1c1patlon of 2
lower dividend on account of decline in business,
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ingwhich case it will be almos? 1mposs1ble for the
shares to fuffit the investor’s requiretnents,
unless thg anticipation is falsified by’ %-m mainte-
nance of'the .dividend. It would be folly to
buy just because the share has dropped or
'others are rushing to®buy it, without sat;sfymg
oneself that the share or secugity which one is
gomg to buy is good. Jf after investigation,
it is found that the fall is unjustified, then by,
all means buy.

CurFING A Loss.

The weakest point of the investor is cettifg
a loss. As we know and have already sald,
cent. per cent. of our holdings do not always
and not even generally come up to our expect-
ations, whatever way, investments may have
been made. Some must fail. When we are
faced Wwith such a sithation and if disappointing
holdings do got hqld any hope of recovery,
then it is no use contmpmg to possess them.
To sgl af this juncture’ signifies to almost all
investors 3,loss. But you do not incur loss by
selling. Loss is “already there and it is by
selling now that you avoid further depreciation
of your particular holding. Even if the bad
holdmg has a little hope of recovery, it will be
ten tlmes better to liquidate such a holdmg
entlrely *and reinvest the sale preceeds in 2
sound company having future prospects. This
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will not only prévent futther loss and kgep
you free from anxieties but allo make your
investmen¥ portfolio stronger with gn equal,
if not a bett%f chance for the recovefy of your
lost capitale This is the only safe way to manage
an ingestment portfolio séccessfully when some’
of the holdings prove to be doubtful. But if
.the depreciated hold;ngs have a good chance
of recovery then .t sheuld make the investor
mcrease them for the purpose of averaging,
even at the cost of realizing a portion of other
shares and securities if he Has no readyafunds
available.

¢

WHEN TO SELL.

Another perceptible reluctance in almost
every inVestor is to take, small profits. In our
days when markets are entirely influenced by
politics, good and bad holdings alike fise or
fall independently of their"intrinsic, value, offering
ample opportunities for a shrewd and cautious
investor. * To operate'in this way does not
necessatily mean speculation as some might
like to call it. If we come across an unexpecfed
opportumty solely due to speculative reasons
there is o reason why we should“not book
the profits and anxiously wait for a fall which
we know ought to come. This brings to mind
two such cases. One investor had 'Alcocks
purchased ‘at Rs. 500 each and another als6 had
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Alcocks bought’ around the’same pnce, The
former invest8n anticipating & rise of . 10
had givep instructions to his broker’to sell at
Rs. Goo, awhergas the other by seRing at every
rise of about Rs.so and re-buyinf a¢ every
*fall had made a profitson each share of Rs. 250
within the time (two years) the former investor
had the occasion to sell af his ‘estimated rise of,
Rs. 100 per share. No» doubt both proﬁtcd
but one 2} times as much as the other. * As we'
said, buying at low prices and selling at high,
within, reasonable *and permissible limits dogs
not amount to speculation. In fact, this js the
only why in which cautious investors can make
some money in times such as these. It is, of
course, understood that such a procedure is
recommended to thgse who have enowgh time
to devote to their investment business otherwise
it would be inadvisablc to manipulate in this
way. .

To know whqn to sell in normal times,
reversg the' principles we recommend for buying.
If the share has risen so as tp yield less, if there
aré no bnght future prospects for the industry,
if the outlook is gloomy, if the earnings have
pot been twell over the last dmdcnd require-
ments, then sell. Good Electricity, Bank and
Insurance companies’ shares generally yield less
on account of permanent investment demand.
Theif earmngs being sub]ect to a stcaagr rise and
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there being a conSequent possibility of in::::}sc
in distribution, they are locked-#p. Therefore,
these shafes should ‘be viewed differegtly.

! [}

' ¢ BROKERS. '

A s brokers themselves admit, there are good.
brokers and bade Qn account of the existence
-of the latter type of brokers too much attention
« is somgtimes *given by* some investors to the
checking of the prices at which business was
struck. It is a waste of time and energy. We
cannot check brokers. ,Pay them their brokerage
ahd get clean business out of them. It pays
i’ the long run not to object to the higﬁet rate
of brokeragé. After all that is their business,
and the curtailment of their main source of
income 'would indirectly affect the investor.
The best way is to look for brokers of repute.
There are Stocks and Shares, Bullioh and
Exchange Brokers who ‘are not, immune from
risks forced upon thgm by their constituents.
A few years ago when two big Bullion specylators
failed involving lakhs of rupees, one of the
brokers had to make good his constituerdts’
loss to the tune of rupees three-lakhs. The
reason that led him to shoulder this hige amount
for others’ sins was ‘naturally to maintain his
reputation as a broker. Such are thé brokers
investors should look for. Do not ‘bargain!

Give them ‘their dues. You will not repefit.



CONCLUSION ,211

Tips AND Taes.

S

Beware of"tips. ‘Tips are taps. Tipe such
as those,circulated in lodd whispets in the
maket afe taps for' the manipulators whose
victims are the innocent public. Cldse inquiry
‘into the affairs of *most of the investors
tells us that their investments are: ‘based on
advice and tips received from their hrokers or,
friends.

Remember, tips are not for investoss;
they ate for gamhlers. Tips have the essence
of secrecy Ask yourself whenever you had
had a tép in the past what its nature was. "Such
and,such a share is being manipulaed and it will
very shortly rise ’—that may be your tip and
the share may have risen. But had that tip
anything to do witl the substantial working of
the company? Tips are for gamblers, just
in the same way as punters get so many free and
cheap tips onethe racé-course. If you are an
investor, you shoul noteconcern yourself with
such dnisguiding tips. Let others ardund you
ptofit by otips apd let them be millionaires.
Indulge cautiously in your investment business
and you will soon discover that you were the
~wisest of all your gambler friends,,

Brokers and.friends.can help us very little
*in the ‘matter of investments unlgss they get
inside knowledge of the combany tiffugh their
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association with *¢the directors or managers.
It is wnly then that such genuine informafion
can help <us; but even then by the JHime the
information geaches us the particular éhare will
have already been operated upon by others
getting the same information. It is not thee
busindss of the broker to make recommendations.
,His business is dnly %o act as an mtermedmry
"But some brokers specmhse in investment service
Yand it is only from these bfokers that advice
shuuld be sought or accepted.

e KEEPING ACCOUNTS. .

Blow many of us, we wonder, keepsdetails
or accounts of our investment business? Not
even 1 per cent. perhaps. If we were to utilize
the samg funds in business, need we say that we
would be keeping all sortd of accounts, stock
books and what not? All we do after puying
our shares and secutities is to tuck them away
ot if they are many, to pass them an to the Banks
for safe custody so that they may not, bother us
any more: ¢

We cannot know whethér our ‘investment
business is a success or a failure unless we know
what theyproduce and in order to knew this we
naturally ought to have a booklet where all
the necessary details age entered. Where trans-
actions are - many, they may be entered as*
follows :-—=~. .
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This is ones of the mest simple and
practigable methods of keepigg accounts,its
object being to keop a record of investments
in such a wa?" as to be able to know 3f a glance
what exactly the position of an’investor is in
regard to his particular holding. The column,,
provided for average prices is the most important.
After working otit the average on every purchase
‘and sale, an investor ‘is put in a position to see
'to what extent, on the whole, he is making a
prefit or a loss.

*  Thus, after keeping the profit and loss on
silesein the business the statement shows that
ot November 21, 1941, the balance of 5'shares
stood at the 4ow average of Rs. 225 each and if,
say, on December 17 the market value of the
shares wWas Rs. 275 we could immediately know
that the differcnce of Rs. 5o per sharé would
be our ultimate profit if we sold the"shares
that day. ‘. .

At the close of &very ‘year (at the option
of the investor, it may be 31st Decembek, 31st
March, Samvat, Misri or Parsi New*Year) such
balances may be transferred to a statement
prepated on the same basis as previously illus-
trated on pagh+187. - From such a statement the
investor will be able to say at a glanee where |
he exactly stands and whether ther¢ is any
need for*eliminating some of the holdings or
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actually incréasing them. It is’only after making
a prdper surveyof our investments that weo can
form a definite opinion and decidg cdnfidently
what steps, should bestaken to corolidate the<
list, if necessary. *

o

?
INVESTMENT PLANNING. ’

Some of those th) al}eady have a
_knowledge of this subjectsmay like to argue some
of the points raised about the mode of scientific
investment. One of the points where they
will not fully agree thay be where we emphasizeds
the importance of an investment policy before
embarkihg upon the task of investments, because
they > will have successfully trandcted their
investment business before, without any sort
of policy whatsoevey. These are excdptions.
The author is fully conscious of the fact. So
also of ¢he fact that hundreds of investors made
their capital suffer just for want of a definite
investment policy. ‘C)nly investment consul-
tants will know how faf this is true. The
writer throughout his short experience has come
across hundfeds of cases where investors have
made money and have also logt money owing to
lack of planping. More than 99 per cptht. of the
cases handled were without gay plafffling. Never-
theless, m@st of the investors wete persons guided
by others®who hardly had any spegial know-
ledge ©f investments, their fecomnfedidations
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.
being of some vof the popudar serips on the
market dinned into the ears Qfeeverybody*who
frequents the Stock Exchange floor. We do
vnot mean ¢o convey tosthe reader, that cent.
per cent.¢ Of the investors whO manage their
investment busifiess acgording to the recome
mended planning' will be successful. Not even
an insurance pdlicy ‘can be cent. per cent. safe.
But it is definite and gn admitted fact that the
art of investing as suggested*will, on the whole,”
yield more advantages *than those that have
hitherto been enjoyed by .2 haphazard or an
indisctiminate investdt owing to the Indian
matkets on the whole having been one-sided for
the last fewy years. Practically everybody.who
had invested a few years back had the fortune
of secipg their capital apgreciated considerably
because the trend, on account of the, immense
possibilities for expansion of the Indiap indus-
tries, was on thc up-grade. The real ‘test of
investments comes whenethe markets are two-
sided, and it is heresthat ¢he unmethodical in-
vestors stand to break their backs. Ifthesmighty
Investment Trusts and Insurance Compapies
all'over the world have found the method of
spreading, risks th a scientific way advan-
tageous, We.,.Sce. o reason why it should
disappoint us. . .
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