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INTRODUCTION

EVERY INVESTOR WANTS a magic way to select stocks, a clear set of
signals indicating when to buy and sell. And seemingly every an-
alyst who has spent some time watching the market has written a
book on just that.

So let’s begin by saying that this is not that kind of book.
Rather, my work is about an intelligent approach to reading and
using reports and other documents issued by corporations to comply
with the securities laws and to communicate with shareholders. I
believe that an informed analysis of these readily available mate-
rials can lead a knowledgeable investor to the kind of conclusion
that enables the investor alone to make buy and sell decisions.

There is nothing very complicated about what I will say. But
while most analysts will concede the importance of the drill, few
actually perform it. So the mastery of a small number of funda-
mental techniques may give you a leg up on some of the financial
district’s more closely watched pros.

But I am getting ahead of myself, so let’s go back a bit. This
calls for some biographical information.

In the 1950s, I was a finance major at San Francisco State and
it appeared I was headed for a career as a stockbroker. Sure enough,
I later worked for several years with an over-the-counter (OTC)
brokerage firm and then as a stockbroker at the San Francisco of-
fices of Walston & Co., where I remained for three years.

This was a period when a new issue craze was sweeping the
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xii INTRODUCTION

Street, taking most brokers along with it. I found the mania trou-
blesome. Looking through the prospectuses, I realized that many
of the companies had nothing more than a romantic name, high-
flown ambitions, and a willing group of brokers eager to place is-
sues and reap the rewards. So they did, for a while at least, while
I sat back, watched in dismay, and wondered how usually sensible
people could invest hard-earned money without realizing what they
were buying.

The answer was obvious: they had not read the prospectuses.
Few ever did. So one lesson I learned then was that genuine knowl-
edge may matter little in the short run, especially during the course
of an emotional market. After a while, however, manias die and
more realistic values reassert themselves. So I watched investors
multiplying their holdings and must admit I was pretty envious of
how rich they were getting. After a while even those who agreed
with my analysis convinced themselves of the true merit of their
holdings. But in the end, many of them were wiped out.

What they learned from all of this I cannot say. But the lesson
I derived was that there is no substitute for information and knowl-
edge, that markets are imperfect beasts and do not reflect all that
is known about a security, and finally, that while analysis can pro-
vide investors with a clear picture of the company’s operations, it
cannot tell them what individual stocks will do tomorrow morning.
Moreover, most investors (and analysts) have no clear conception
of how corporations can report earnings that are partially illusory;
to them numbers are numbers, and they are willing to let it go at
that. Long before I heard the term “quality of earnings” I was
aware that this was one of the keys to meaningful financial analysis.

Unfortunately, there was no one around in those days who did
such analytical work. And as far as I can see, no one on the Street
today concentrates his labor on it. There is an important reason for
this, to which I will return again and again, and that’s because such
research is usually negative. Most investors would rather kill the
messenger than think about the message.

Suppose a company reported $2.00 per share earnings, and you
dissect the number. Do you think the chief executive officer had
any reason to understate the figure, that it really was $2.50? No
reason at all. But he might have inflated the $2.00 from $1.50 to
make his regime look better than it should.

As I said, I soon learned that most of my findings meant bad
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news rather than good. And who wants to hear bad news? The
answer should be: fiduciaries entrusted with large amounts of cap-
ital, who upon hearing only optimistic reports from analysts would
like to learn the other side of the story. In other words, the pros
should seek out bad news, while the amateurs may only want to
hear the best about stocks they own. “You don’t have to tell me
how good a stock is,” my clients will often tell me. “There are a
dozen analysts out there who will do that. We are blitzkrieged with
all the positive stuff. What we want from you is another view, an
indication that perhaps the others are wrong.”

Almost from the first, I didn’t trust what any management said,
and this has been reinforced by my research in the field. I suppose
it is natural for someone who works day in, day out with corporate
books, who knows how accountants can present figures to make a
good showing of things, and who knows public relations writers
paper over problems with their prose, to feel this way. I always
suspect management is trying to hide something. What is it they
are trying to do cosmetically? I ask. And I start out by assuming
the worst.

Too often I am not disappointed. Of course, usually the closet
has no skeleton and if all seems up to snuff, I will let matters rest.
And should an analysis of the documents indicate that the company
is in much better shape than most realize, I serve notice as well.

So much dawned on me in the early 1960s: even though I re-
alized there might be a highly sophisticated market for the kind of
information I was generating, it was years before I could do any-
thing about it.

While at Walston, I made a specialty of examining prospec-
tuses, looking for hidden gems or for stocks to sell or avoid. Because
the documents were lengthy, very few brokers would take time out
to read them. Accordingly, I concluded that one could obtain some
edge on the market by diligently reading a prospectus from cover
to cover. By the way, this is still true today even though the insti-
tutions dominate the market to a far greater degree than in the
sixties.

A desire to obtain a deeper understanding of securities analysis
led me to leave Walston and register at the University of California
Graduate School of Business. It was one of the most important ed-
ucational experiences of my life, and the greatest lesson was im-
parted when I submitted my thesis. The subject was investment tax
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credits, for which there were two diverse ways of permitted re-
porting. I held that only the more conservative method was the
accurate reporting procedure. My thesis advisor, who was an ac-
counting professor, disagreed and gave me a disappointing grade
of B. One of those whom I interviewed on the subject was Leonard
Spacek, a legendary figure in the accounting field. A former mem-
ber of the Accounting Principles Board, he was one of the most
distinguished in the accounting profession, as well as an important
critic of diverse accounting practices. Between 1956 and 1969, Spa-
cek made 168 speeches around the country, fighting the battle for
sound accounting.

When 1 interviewed Spacek, he was chairman of Arthur An-
dersen & Co. I was very pleased when Spacek supported my thesis
conclusions and suggested that it be published. Subsequently, he
sent me a check to help defray the cost of having the thesis bound
into a printed booklet, and then took 200 copies for his own use.

In 1967, my M.B.A. in hand, I obtained an analyst position at
the Bank of America where things didn’t work out as well as I had
hoped. Assigned to financial stocks, I came up with some sell rec-
ommendations that ran contrary to those of a somewhat stodgy trust
department. One did not make waves at B of A in those days, and
that was what I was doing. Stated simply, the bank had a list of
approved stocks from which trust officers made their selections. Ad-
ditions and deletions to the list had to be approved by a high-
powered investment committee that included some of the top rank-
ing officers of the bank. My superior, the head of the trust
department, gave me the impression that I should not delve into
the quality of earnings of bank holdings because to do so would be
to imply error, which would hardly build confidence in the trust
department. Somewhat innocently, I assumed that to be critical
was my job. Not so. After six months, I was dismissed, on the pave-
ment looking for work after having been told I didn’t have the qual-
ifications to be a securities analyst.

This was the greatest break of my life. Why? Because otherwise
I might still be at B of A, going through the motions. But after being
fired, I was even more intrigued with the concept of contrary opin-
jon. I had been given a clear demonstration of the fact that most
people prefer illusion to reality, if it conforms to a view to which
they are committed. This is still the case. Changing people’s minds
about their investments remains a most difficult task. Standing out-
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side the bank, in shock I must confess, it dawned on me that I could
utilize my expertise only if I could find human beings willing to
listen and act upon bad news.

As it turned out, I had little trouble finding a new job, this
time at Hornblower, Weeks in New York. This had nothing to do
with my education and experience. A bull market was on and a
shortage of analysts had developed, which helped considerably. At
Hornblower, Weeks, I covered just about any company and in-
dustry that attracted my attention.

In January of 1968, I met Professor Abraham J. Briloff, a pro-
fessor of accounting at Bernard M. Baruch College of The City Uni-
versity of New York, who was speaking before the New York Society
of Security Analysts. His speech was entitled “Distortions Arising
From Pooling-Of-Interests Accounting.” In essence, Briloff cri-
tiqued the type of accounting associated with conglomerates in
making their numerous acquisitions. He opened my eyes to the way
that pooling-of-interests accounting made earnings comparisons
glow unrealistically.

Professor Briloff was also a prolific writer who published many
articles berating the accounting profession for permitting various
accounting practices that had the effect of overstating corporate
earnings. Briloff, from his academic perch, was doing what Leon-
ard Spacek had done as an executive of Arthur Andersen & Co. To
this day, Spacek and Briloff, whom I have always admired as the
consciences of accountancy, still inspire me.

In 1968, I joined Blair & Co. as a special situation analyst.
Blair had underwritten a franchise operation, which initially
seemed quite attractive to me. I wrote a positive research report
recommending that the franchised stock should be purchased for
capital appreciation. But, after my research report, I changed my
mind and then wrote a negative report which prompted an angry
call from the company’s president. “I can’t believe what you people
are doing,” he screamed. “How can you put out a sell report on a
company you underwrote? You brought us public just a year agol”
Words followed, and the upshot was that we were dismissed as the
firm’s investment banker. The company did stumble badly and sub-
sequently vanished from the scene, along with scores of others like
it.

To its credit Blair never called me on the carpet about the firm
being dropped as the investment banker of the franchising firm that
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I had written a “sell” report on. Yet, the incident shook me up and
I realized that it could have cost me my job.

By then I had become convinced my future rested in full-time
analysis of financial statements. I would have to seek some other
base of operations and this time a place where I would have the
full freedom necessary. This would be difficult. In effect, I wanted
a job telling people what stocks not to buy. Can you imagine any
firm, even today, prizing such an employee? A few might have some
in-house Cassandras, but their day in, day out reports would not
be for those customers whose orders are being solicited.

I then began to look for a smaller firm, which didn’t have an
investment banking department of any consequence. Luckily, I
found such a place in Scheinman, Hochstin, and Trotta. The firm,
which was bankrolled by financier Sol Kittay, called itself “the
businessman’s broker.” The research director, Al Kingon, really
liked my ideas and gave me a free hand. At about the same time,
I talked about my ideas to others and one person, whose name now
sadly escapes me, suggested calling the advisories “The Quality of
Earnings Report,” which I did.

By then the bear market of 1969-1970 was in full swing and I
thrived. Investors no longer wanted to learn how to double their
money overnight, but rather were looking for excuses to dump stocks
and preserve whatever capital remained. It was like shooting fish
in a barrel. The market was heading down anyway and I was sim-
ply helping it along. One of the first companies I wrote up was the
Leasco Data Processing Equipment Corp. The company had re-
ported share earnings totaling $2.71 in 1969 and I made several
quality of earnings adjustments that resulted in adjusted earnings
of only $1.42 a share. Next I turned to the land development com-
panies and did the same with them. Subsequently, thanks largely
to the bear market, Leasco Data and the land companies collapsed
in price. Years later, Leasco Data, which was renamed Reliance
Insurance, came back and did very well before it was taken private
by Saul Steinberg.

So I looked impressive, but who wouldn’t have in that kind of
market? Soon after, I ran into Bob Olstein who had been an ac-
countant with Arthur Andersen & Co. and then an instructor at
Hofstra University School of Business. He had recently arrived at
Scheinman, Hochstin, and Trotta as a broker and also performed
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some research. Initially Olstein didn’t seem especially interested in
my work; like most brokers and analysts, he was a congenital bull.
But one day, after coming back to the office after a short vacation,
I found a large number of orders from a money manager based
upon a recent Quality of Earnings® research report. Olstein heard
about this and we started to talk about the market. Many of his
recommendations were going down the tube and he seemed pre-
pared to convert to the bear side, if only for a season.

Olstein was about to take a trip to California. He suggested
taking some of my reports with him to see if he could drum up some
business. To my astonishment, Olstein returned with six accounts.
I had been working for about a year and had only a few institu-
tional accounts. Olstein thought I had gone about things the wrong
way. It was his idea to charge subscribers a regular fee and put
“The Quality of Earnings® Report” on a more businesslike footing. -
It was Olstein who decided to charge subscribers $12,000 or more
a year in commissions for the service. Olstein provided the kind of
vision I clearly needed. So we formed a partnership.

This was in 1971 when, like many other brokerages, Schein-
man, Hochstin, and Trotta was having back office problems. The
firm had trouble handling its current accounts, and now Olstein
and I were about to bring in substantial new business. We were on
our way to becoming one of the district’s top producing teams.

By Labor Day, because Scheinman, Hochstin, and Trotta was
in need of additional capital, it found it necessary to be taken over
by Weis, Voisin & Company. The new management appreciated
our work, but told us it would be impossible for us to stay. Weis,
Voisin & Company participated in quite a few underwriting syn-
dications thus creating a potential conflict of interest with two bears
like us knocking some of the stocks its salesmen were supporting.
So with this, in November, 1971, Olstein and I went to Coenen &
Co., where we were for all intents and purposes on our own.

We remained with Coenen for four years. This was a period
of fixed commissions, when the purchaser of 1,000 shares of a com-
mon stock paid ten times the amount in commissions than the buyer
of 100 shares. All firms made the same charges up to a $300,000
ceiling on one order. One way to pay for institutional research was
by commissions, commonly known as “soft” dollars. “The Quality
of Earnings® Report” fell into this category. Those institutions that
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transacted business with Coenen could receive our monthly pub-
lication if they racked up $12,000 a year in commissions. Wee went
from approximately twenty accounts to 140 by 1975.

All of this came to an end with “May Day” 1975 when com-
missions became fully negotiable. Overnight, we lost forty ac-
counts, as some clients preferred lower commissions to our research.
But our other accounts held firm, and we were easily able to absorb
the decline. But given the new dispensation, it did seem to make
sense for us to go into business on our own and we did soon after.
We continued on until 1980, when Olstein decided to return to bro-
kerage and account management. We parted on amicable terms,
and I continued the publication on my own.

Last year, I thought the time had come to organize my meth-
ods and present them in such a way that individual investors might
profit from the techniques I had developed over the past quarter
of a century. Through mutual friends I met Robert Sobel, a pro-
fessor of business history at Hofstra University and a historian of
the financial markets; over the years, we had often discussed ideas
of common interest. Together we planned this book, which you are
now reading. We agreed that the goal would be to offer individual
investors a means whereby they could avoid pitfalls in the market
and maximize their chances of making profits. I firmly believe this
can be done, though there are no magic formulas—only hard work,
which only you can perform.
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Don't Trust Your Analyst

INVESTORS, whether novices or veterans, know that decisions about
what and when to buy and sell are based upon a mix of fear, hopes,
hunches, snatches of overheard conversations, and solid informa-
tion. Especially information, that is, for all of us like to think we
act in rational ways, that our decisions about how to place thou-
sands of dollars are based on more than just a whim. So we try to
get information from newspapers, television shows, and private
conversations at restaurants, and sporting events, etc. Then we go
through business and investment magazines, devour market letters,
dial “hot lines,” and attend seminars.

Note that all of such information comes from others, people
who want to convince you that they have the facts and are able to
interpret and digest them, the end product being a recommenda-
tion which, if acted upon, will be greatly rewarding. Most investors
think these experts have answers—if not all of them, at least some—
along with insights, intelligence, contacts, experience, and a feel
for the market. Alas, too often this simply isn’t so.

I would like to suggest that you can consult an expert whose
advice can be trusted, someone who will be on hand whenever you
need him or her, and who can be counted upon not to try to de-
ceive. And this is one who isn’t dumb, for it takes some brains to
accumulate enough money for serious investment.

That expert is you, or at least can be, if you make some effort.
This is the key message of the book you are now reading, which
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won’t tell you which stocks to buy or sell and when to do so, but
rather will demonstrate simple techniques that may be applied and
methods of interpreting data that are as readily available as your
letter box, telephone, or, in some cases, library. This is more im-
portant than a tip on a high tech flyer or a hunch on the next move
for copper stocks. The message can serve you well, giving you, the
trusted expert, the edge over professional money managers.

It’s a cliche which is nonetheless true: give a man a fish and
you feed him for a day; teach him how to fish and he’ll feed himself
for life. That is the goal of this book.

Before delving into what should be done, it would be well to
show here and now, and in sufficient detail, why most of the in-
formation gathered from the conventional sources must be filtered
through a mesh so fine that very little be allowed into that part of
your brain where money decisions are made. The discussion might
also tell you why some of your investments did not work out very
well.

For beginners, consider historian and social critic Daniel Boor-
stin’s definition of a celebrity: a person who is famous for being
famous. Boorstin was thinking of the likes of the Gabor sisters and
half forgotten starlets who pop up on TV talk shows or are pictured
in the tabloids getting off airplanes or petting bogus unicorns at the
circus.

They have their counterparts in the investment world. You’ll
see and hear them on some of the same TV shows, business pro-
grams dealing with the Street, and newspaper stories concerning
the market. The same people reappear regularly, and they even look
somewhat alike. The middle-aged men are grey, bespectacled, and
avuncular, the middle-aged women well-coiffed and sharp of eye,
while the younger ones of both sexes look lean, hungry, and ag-
gressive. All seem well-to-do. The older ones tend to hedge, while
the younger seers make flat-out predictions. And you look and lis-
ten—and only half remember just what it was they said, because
so much information comes your way.

Next week, when you read or see them again, you will have
forgotten just what it was they predicted or thought. All you recall
is their faces, voices, and in time, names. They are experts, you
think, whose advice should be taken. But don’t think that. Remem-
ber they are celebrities, individuals famous for being famous.

One of the first things you learn as a broadcast journalist is
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that the public really isn’t interested in what you, the journalist,
think when they read news stories, but rather the ideas of individ-
uals important in their fields. That reporter may know much more
than the expert interviewed, but he needs quotes for the story. So
the TV reporter goes to the office of some senior vice president
plucked from the ranks for his charm and way with words, asks a
few questions, which are answered briefly (the celebrities know that
TV answers have to be short and witty) and then leaves for the
studio. Both sides got what they wanted. The reporter has his thirty
seconds of videotape, the analyst-celebrity kudos for the firm (his
raison d’étre), and that night the public will also get something they
want—expert advice, or at least so they think.

The same is true for print journalism. Next time you read a
stock market story, note that the reporter will quote at least three
people in a medium sized piece, more if it is longer. These too are
expert-celebrities. And many stories are well worth reading, espe-
cially when they deal with industry conditions, political analysis,
and economic discourse. But not when the stories are about the
market and come out of the same investment house mouthpieces.
This time around, instead of a thirty-second interview (complete
with wry smiles and twinkling eyes), they need snappy prose and
highly quotable thoughts, especially when these conform to those
of the writer. “Better a highly quotable ignoramus than an astute
scholar who can’t gather his thoughts” is the way one newsman put
it.

Next, observe that many of those interviewed tend toward the
extremes—they either think the market will go through the roof or
the floor, though often they tend to be fuzzy on specifics. Say wiggle
waggle and no one seems interested. Cry fire and everyone runs.
It’s a terrific way of grabbing attention, and celebrities need this
more than food and drink.

Market letter writers, a special breed, aren’t all that different,
but they have a decided bias to the bullish side, and for good rea-
son: who wants to pay a few hundred dollars a year for bad news?
Besides, it's much easier to write day after day about buys than
sells.

Leslie Gould, one of the great market watchers of the 1920s,
told a reporter years later that he saw the 1929 crash coming the
previous summer. The young man protested. “Mr. Gould, you were
bullish up to the very end. I read all of your columns, and the mes-
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sages were always positive.” “Of course they were,” Gould snorted,
as though talking to an innocent. “If I said, ‘Sell everything and go
fishing’ on Monday what could I write on Tuesday?”

Letter writers know that their readers are always looking for
inside information on special situations, those undiscovered growth
stocks which will double overnight. They don’t want to hear about
an overblown issue that should be avoided or shorted. If they don’t
own it, they won’t buy, and if they do, they have an emotional
commitment and probably won’t sell. And few entertain thoughts
about shorting stocks, which is almost anti-American. After all, we
go to the track and try to pick the winners; the pari-mutuels don’t
accept bets on the horse you think will come in last.

Professor William Sharpe of the Stanford Business School puts
it this way: “Without short-selling, market prices will be above con-
sensus prices.” (A near-perfect example of a concise pithy statement
which wouldn’t usually find its way into print, because it requires
explanation.) What Sharp means is that if ten individuals have
opinions on a stock, and the first thinks it should be $1, the second
$2. the third $3, and so on until the tenth comes up with $10, the
consensus price will come out to around $5. The pessimists—those
who believe it should be between $1 and $4—won’t do anything,
while the optimists will buy, and so the price will come out to $7
or so in the end. “In other words, the price will not reflect all avail-
able information but only that held by optimists.”!

This is understandable in letter writers, who after all may or
may not have the credentials to go with their claims to prescience
and depend upon hype to gather subscribers. But what about those
people who labor at investment firms? Most have put in their time
at undergraduate and graduate schools of business, have the req-
uisite initials after their names, are members of the Financial An-
alysts Federation, which has about 16,000 members, and have put
in many years in the field. Surely these worthies merit a respectful
hearing. The answer is a hedged “maybe.” To put it in the ver-
nacular, you have to know where they are coming from before act-
ing on their advice. Since so many investors rely upon recommen-
dations from their brokers, who in turn get them from their
analysts, it would be worthwhile to pursue this matter in some de-
tail.

There are several thousand “sell side” securities analysts at
work reading financial entrails and interviewing corporate execu-
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tives. Major houses may carry upward of fifty, each assigned to
specialized tasks, while the small, regional firms may have only
three or four generalists. High-powered analysts tend to come from
two areas: the M.B.A. programs of well-considered graduate
schools, or the industry which they are expected to interpret, while
the ideal candidate would combine both. A well-considered com-
puter analyst, for example, might possess an engineering under-
graduate degree, have worked for a while at one or more computer
firms, have gone on for the M.B.A., and only then trekked to Wall
Street for a position.

Most analysts start as assistants to veterans, and after an ap-
prenticeship and a period as journeyman, emerge as full-fledged
seniors, receiving salaries of from $80,000-$120,000 plus bonuses
depending upon performance, with a number of them in the half
million range, and some way above that.

Along the way these analysts develop contacts with manage-
ments, which together with required reports are their main source
of information. They attend trade shows, seminars run by the in-
dustry covered, and are expected to live, eat, and breathe it. Quite
literally. Restaurant analysts may have a dozen meals a week at
fast-food operations, those in computers will run programs on
mainframes and minis to evaluate software and hardware, and auto
experts are expected to know as much about the vehicles as they do
about their makers’ balance sheets. Out of all this will come the
familiar write-ups your broker may pass on, and more specialized
information for his eyes only.

So far, so good. It’s nice to have a real expert on hand when
you are investing your funds. The trouble is the analyst is working
for the firm that gives him that fat paycheck, and not for you, and
that creates complications and conflicts.

For example, he is expected to be on good terms with the man-
agements of companies covered, so he can scout for other business
for the firm. Some of this is quite legitimate. As Fortune writer
Anne B. Fisher has observed, “An analyst who knows his industry
inside out can tell you which private companies in it are mulling
over an initial public offering, or what public companies might need
some financing, and who might be talking merger. Given the fees
of investment bankers, it may well be that any such business brought
in by the analysts would represent a superior return on all that ex-
pensive analytical talent.”?
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Fortune also related that “some firms, predictably, don’t see
why security analysts shouldn’t handle both functions—pick stocks
and target investment banking business too.” John Hindelong, at
the time head of research at A.G. Becker Paribas, said, “You like
to have a quarterback who can pass and run.” Subsequently,
Hindelong became managing director-head of research at Dillon
Read. Then, in the spring of 1985, he jumped to Smith Barney
where he analyzes hospital management stocks. According to one
report, “Hindelong said he made the move in order to devote more
time to research and deal-making. He pointed out that Smith Bar-
ney’s institutional sales force of some 50 U.S. producers will give
him more investment banking support than Dillon Read’s force of
four producers.”?

A good write-up and recommendation for that clothing chain,
fast-food operation, steel company, or electronics firm might fetch
a reward, in the form of its management asking the investment
banker to underwrite its next issue of stocks or bonds or perform
some other function, such as arranging a merger.

Some Wall Street houses are startlingly frank about this.
Prudential-Bache’s research chief, Greg Smith, noted that this was
one of the ways his analysts earn their fat salaries. “Quite honestly,
you can’t pay securities analysts the kinds of compensation that are
competitive today and think you’ll make any money on brokerage
at pennies a share. It’s naive to think that clients expect to get ex-
ecution and research at that price.”™

Analysts must earn their keep by being on good terms with the
firms they cover, and that usually means pressure for supportive
commentaries. Keep this in mind the next time you receive a glow-
ing report on one or another company, with that disclaimer saying,
“The information contained herein is based on sources believed
to be reliable, but is neither all-inclusive nor guaranteed by our
firm . . .” but ends with words like this: “We have been an un-
derwriter, manager, or co-manager, or have previously placed se-
curities of the company within the last three years, or were a pre-
vious underwriter of this company.”

Perhaps that recommendation was honest enough, but I have
seen precious few sells for companies with which the underwriter
has such a relationship. So it was in 1983, when most of the in-
vestment community was recommending high tech stocks, and this
at a time when many of them were planning underwritings. Then
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the balloon burst, as earnings began to come in under expectations.
What accounted for this divergence? In the view of Chicago-based
Zacks Investment Research, which tracks earnings estimates, it
wasn’t because profits were all that bad, but rather the failure of
forecasts. “The analysts just started out way too optimistic, possibly
because they are pushing stocks or have investment banking rela-
tionships with their companies.” Zacks also notes that during the
1981-1984 period 86 percent of brokerage house recommendations
were either neutral or buys, 12 percent were sells, and 2 percent
strong sells.®

Little wonder, then, that most write-ups are positive, even in
negative investment environments. “If I had 200 securities reports
on my desk, 175 of them would be ‘buy’ recommendations,” wailed
one money manager, but under the circumstances, what else can
be expected? This is one of the greatest pitfalls investors must guard
against, which is why a knowledge of how the fraternity (and in
recent years, sorority as well) operates.

Richard Hoffman, former chief investment strategist at Merrill
Lynch who left to form his own advisory firm, has long been critical
of this approach and aware of the problems involved. R.]J. Hoffman
& Co. set up a subsidiary in early 1985 called Veritas (Latin for
truth), which does nothing but issue sell recommendations, this in
an attempt to rectify the imbalance. “We’re in a position to be a
lot more objective than the Wall Street houses,” said David Katzen,
who is in charge of the operation. “Neutral on a stock is about as
bearish as they get.”®

The pressure upon analysts to “be positive,” particularly when
writing up firms which the investment banking part of the firm is
wooing, can be intense. This is especially so when the analyst has
earlier been positive on the stock. Being negative makes enemies of
managements; switching positions can be murder on the brokers
and institutional salesmen, those people and fiduciaries with whom
customers deal. “If you put out a negative on the stock, people who
own the stock hate you. Management hates you. And the people
who don’t own the stock don’t care,” was the conclusion of one
analyst, while another, who claims never to have issued a sell rec-
ommendation in his 20 years of experience in the business, added,
“It’s very, very difficult to go before fifteen or twenty salesmen at
9 a.m. Monday morning and tell them to sell something you were
recommending.” Perfectly understandable, since to follow through,
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the salesman might have to call a client to tell him that the stock
he thought wonderful on Friday should now be dumped.” In such
a case the broker may ask the analyst to telephone the client and
hold hands for a while because important accounts appreciate this
kind of access. “I can’t always be right,” a prominent oil analyst
whose fame is eclipsed only by his recent poor calls once told me,
“But I can always be there. And that’s my rule: when I'm right,
I’'m not there, and when I'm there, it’s probably because I haven’t
been right.”

Another problem securities analysts have to guard against is
the tendency to fall in love with the firms they are following. Over
the years they form close relationships with the executives and PR
people there, who often provide them with tips, hints, or other in-
formation which makes the job all that easier and gives them brag-
ging rights in the office. Why jeopardize a good thing with a sell
recommendation? When asked to comment on the poor record of
some forecasters, Raymond DeVoe Jr. of Legg Mason Wood Walker
Inc. observed that “most analysts depend upon the company as their
prime source of information. Often they reheat the data and pass
it on'as original thinking.”®

Perhaps this explains the generally mediocre record of the
profession over the years. “Performance in this business isn’t good
from the buy side or the sell side,” conceded a rueful William Gil-
lard, director of investment policy at Kidder, Peabody, who talked
of “torpedo stocks—ones you don’t see coming until they blow a
hole in your portfolio.” The reason, he suspects, is analyst-company
relations. “The way we've been contacting companies is absurd.
Everybody talks to the investor relations guy, who feeds them the
same numbers.” And what if those numbers turn out to be wrong?
All the institutions which rely upon information put out by advisors
dump at the same time, resulting in the kinds of selling panics which
accompany so many adverse news releases.?

Of course, every field has its share of incompetents or hard-
working journeymen whose records are spotty. What one must seek,
be it in a heart surgeon, auto mechanic, lawyer, accountant, or
securities analyst, is a person with a superb record over time, and
then entrust that individual with one’s life, car, or money.

The trouble is that locating such a person isn’t easy. One might
think, for example, that the “all star” analysts singled out each year
by the prestigious Institutional Investor would be individuals worth
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following. After all, this magazine has become the bible of the
profession and should know what it is talking about. Not necessar-
ily. Several years ago another journal, Financial World, attempted
to review the predictions of these superstars and encountered strong
opposition from several of the brokerage houses for which they la-
bored at from $150,000 to $500,000 per annum. The reason became
evident once Financial World assembled the material on its own.
Only one-third of the all stars performed better than the Standard
& Poor’s 500. According to money manager David Dreman, “For
well over a decade one of today’s top photography analysts has had
a nearly unblemished record of recommending buys near major tops
and sales near major bottoms.”1°

Such a person can be quite valuable. Any time you can find a
person who is consistently wrong, all that remains to come out a
winner is to do the opposite of what he recommends.

Part of the reason for this is the herd instinct which is keenly
alive at most brokerage houses, a force which if transgressed can
cost the individual heavily.

Consider the situation of Daniel Meade, a leading household
products analyst who went through the mill. Meade recalled a time
when the entire investment fraternity was bullish on Mattel, and
he put out a sell recommendation. “Everyone dumped on me. They
accused me of being short the stock and characterized my analysis
as perverted.” Then the company refused to talk to him, and his
firm’s clients complained about his lack of contacts “because they
were getting more information than I was.” Subsequently Mattel
fell out of bed, declining from 38 to less than 2, making Meade look
like a genius and boosting his career. But had this not happened
Meade would have been in deep and very hot water.!!

This isn’t as uncommon as might be expected. When Lee Isgur,
who follows leisure time stocks for Paine Webber, wrote dispar-
agingly of Showboat Inc., that firm “cut him off,” according to
Isgur. Isgur also claimed that Showboat’s management instructed
its PR firm, Mallory Factor Associates, to withhold press releases
and had even forbade it to read the releases over the telephone to
Paine Webber analysts. Isgur also claimed that his calls to Show-
boat president, Joseph Kelly, were not returned.!?

Take the cases of James Chanos, an analyst then operating out
of Guilford Securities, and George Salem who worked for Becker
Paribas. Each was subjected to the kinds of pressures discussed, each
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tried to buck the system and suffered for his rashness, but happily
managed to come out smelling like roses.

In 1982 Chanos, who was then only 24 years old, thought there
was something fishy in the reports issued by Baldwin-United, a
piano company tranformed into a $4 billion financial conglomerate
by Morley Thompson, one of the whiz kids of the time. Thompson
had just been eulogized by Fortune magazine, as a more imagi-
native shuffler of paper than ever surfaced in a corporate suite.
Thompson was very charming, and given to entertaining analysts
and other Wall Streeters in positions to recommend the stock, which
they obligingly did with frequency and passion.

Chanos, who rarely talks with management, had no such per-
sonal involvements. “I don’t even go to visit companies I'm bullish
on,” he said. “It’s too easy to get blindsided by management.”*® His
method (and mine) is to study the information the company has to
provide the SEC.

Chanos’ sell recommendation on Baldwin was greeted with
pressures from the financial community, threats, and blasts from
Thompson, all of which is standard operating procedure in such
matters. Merrill Lynch was one of many Wall Street brokerage
houses that vigorously supported B-U, and its diversified companies
securities analyst was among those whom Thompson wooed most
assiduously.'3® Merrill Lynch’s Carol P. Neves was especially strong
defending her bullish recommendations, claiming the only trouble
at the firm was a bad press. Robert W. Back of Prescott, Ball &
Turben, who also recommended purchase, telephoned Chanos to
warn him against “ruining your reputation at such a young age,”
and later charged him with leading a smear campaign.'*

When Ray Dirks, who blew the whistle on several companies,
showed an interest in the situation, he received an invitation to talk
with Morley Thompson, at which the Baldwin chairman told him,
“I hope you aren’t going to do what Mr. Chanos is doing, because
he is going to be in trouble with our lawyers.”'** But Chanos stood
firm in reference to his negative research stance on B-U. Then came
investigations by state regulatory agencies which substantiated
much of what Chanos had claimed. B-U fell from a high of 50 5/8
to under 5, and in the autumn of 1983 filed for voluntary reorgan-
ization under Chapter 11 of the Federal Bankruptcy Code.

Chanos went on to bigger things, and now is one of the highest
paid analysts in the field, at the same time becoming the subject of
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sour grapes remarks from those on the other side. One critic ob-
served that B-U was an easy call. “It was a perfect opportunity for
the guy. Now he is trying to set himself up as a picker of impending
disasters.”!®

Not necessarily. Chanos has also made timely buy recommen-
dations, but he remains best known for blowing the whistle on the
flawed operations supported by others. When still working on B-U
he noted that Waste Management was overvalued considering its
true (as opposed to purported) earnings and balance sheet. Once
again there were indignant outcries from the firm’s fans, especially
A.G. Becker Paribas and Kidder, Peabody. And once again Chanos
came out looking good; Waste Management slipped from 46 to 27,16
before subsequently recovering in price.

George Salem’s story is not as dramatic, but in many ways tells
us even more about the problems faced by independent minded an-
alysts who dare buck the trend (and their own firm’s investment
banking staffs). Salem, then a bank analyst at Prudential-Bache,
became troubled about money center banks in 1982, considering
their foreign loans questionable and their accounting procedures
deceiving. He noted that if they established just a 10 percent loss
reserve for these low-quality loans their earnings would drop by
close to 90 percent, and he was having nothing to do with them.
Because of this and despite howls from his bosses he refused to rec-
ommend big city bank stocks, and this cost him his job.!?

“If you put a ‘sell’ on a bank, people equate it with the bank
going under,” said Salem, trying to understand the attitudes of those
who insist upon favorable reports. Salem wound up at Becker Par-
ibas, where he continued his negative reporting on the major banks.
By then he had learned the lexicon one must use when trying to
signal readers the stock should be dumped. “Sell is a four letter
word,” remarked one analyst, “and not to be used in polite com-
pany.” So you employ euphemisms, like, “we are lowering our in-
termediate term rating,” “the stock is not likely to outperform the
market,” “this stock is for patient investors,” and “defer action.”
Hoping to do just that, Salem rated Continental Illinois a “weak
hold,” and soon after saw his negative opinion vindicated by that
bank’s debacle.!®

None of this is meant to suggest that investors must always look
for clouds under every silver lining, that truly knowledgeable peo-
ple wind up as bears, or that the techniques discussed in this work
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will only help you to avoid disasters (important as this is) but not
how to pluck out winners from the dross. Just as a careful inves-
tigation of available documents can be used to spot losers and
overvalued situations, so it can be utilized to uncover undervalued,
overlooked ones. Today’s truly successful operators, such as Warren
Buffett of Berkshire-Hathaway, will tell you that this is the way
they do it. But it does take some learning and time, and the con-
fidence to say “no” to that broker peddling the recommendations
put out by his firm’s researchers. “My problem is I don’t get 50 great
ideas a year,” said the self-effacing Buffett. “I'm lucky if I get one
or two.” He gets them not by reading analysts’ reports, but by por-
ing over the documents.'®

Think of the brokerage house as a store and the investment
advice as wares to be sold. The message is caveat emptor—Ilet the
buyer beware—especially when you, on your own, can do a better
job of research and often with surprisingly little effort, once you
get the hang of it.



CHAPTER 2

And Don't Trust
Your Auditor

SO YOU CAN'T really trust your analyst, because he may have a stake
in his bullishness, his employer may have some kind of arrange-
ment with the company discussed, or for a variety of other reasons.
How about the independent auditor, who is paid by the firm to go
over its books and issue an opinion as to their veracity? You might
think such a person or company, operating under professional
guidelines, could certainly be trusted. One analyst might differ from
another regarding whether a company is going to make $2.00 or
$2.50 per share next year, but how could two qualified auditors
arrive at different conclusions regarding the toting up of assets and
liabilities? So it would appear that if anything in the annual report
is to be accepted at face value, it would be the auditor’s opinion.
The investment house of Drexel Burnham Lambert certainly
thinks so. In its pamphlet, “A Look At Annual Reports,” Drexel
says: “Probably the first item to check is the auditor’s opinion to
see whether or not it is a clean one—‘in conformity with generally
accepted accounting principles consistently applied’—or is quali-
fied in regard to differences between the auditor and company
management in the accounting treatment of some major item, or
in the outcome of important litigation.” Abraham Akresh, national
director of auditing for Laventhol & Horwath, agrees, adding that
short and sweet opinions are the best. “If that’s all there is, it means
as a reader I can assume that everything that is supposed to be dis-
closed has been disclosed, that the numbers are not materially in

13
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error. It doesn’t mean they are perfect or 100 percent right, but
that there is not a major error in there and that I can go ahead and
read the financial statements and [know] that somebody had taken
a look at them.”?

All well and good. Drexel and Akresh are saying that if the
auditor finds items that smack of deceit he can—indeed, must—
say so in the opinion. In fact, there are four categories of opinions
that might be awarded, in order of occurrence: (1) “clean,” which
is unqualified acceptance and is usually presented in two short para-
graphs; (2) “subject to” in which the auditor accepts the financials
subject to pervasive uncertainty that cannot be adequately mea-
sured such as relating to the value of inventories, reserves for losses,
or other matters subject to judgment; (3) “except for” meaning that
the auditor was unable to audit certain areas of the company’s op-
erations because of restrictions imposed by management or other
conditions beyond his control. (It should be noted that the SEC
generally will not permit publicly owned companies to get away
with an “except for” opinion); and (4) a statement from the auditor
disclaiming any opinion regarding the company’s financial condi-
tion which is in effect a disclaimer of opinion.?

Most opinions are clean, and I have rarely seen a disclaimer.
But I have come across many “subject to” and “except for” opin-
jons. For example, Coopers & Lybrand, auditors for Manville
Corp., noted in their 1984 opinion that the company and “cer-
tain of its subsidiaries are defendants in a substantial number of
asbestos-health legal actions and may be liable for asbestos removal
property damage claims and other claims.” This is hardly surpris-
ing, since the asbestos situation had been plastered across the fi-
nancial pages for months. Yet it is nice to know that Coopers &
Lybrand has been doing its job. Also, note that the qualified opin-
ion doesn’t challenge the accuracy of the report, or offer an opinion
regarding Manville’s health and future prospects. It is all very sci-
entific, precise, and legalistic. Or so it would seem.>

Unfortunately this is not always so. Reading on in the Drexel
Burnham Lambert pamphlet we come across this: “Largely due to
the growing incidence of shareholder suits in recent years, auditors
have begun issuing more and more qualified opinions. In essence,
the auditor’s opinion provides a good indication of the reliability
of the company’s financial statements.” Now this is a non sequitur
if I ever saw one. Drexel is saying here that on the one hand there
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have been many shareholder suits alleging that the auditors haven’t
been doing their jobs as well as they might, while on the other
claiming that the opinions remain a good indication of the accuracy
of financial statements.*

Which of the two is more accurate? The answer is the former:
the auditors haven’t been doing their jobs as well as they might.
Indeed, as of the summer of 1985 the Big Eight accounting firms
have been obliged to pay almost $180 million in settlements of
audit-related suits, and because of this their insurance premiums
increased by as much as 200 percent that year.

“The outside auditors are complaining that the public doesn’t
understand that a clean opinion on an annual report isn’t a guar-
antee against all future problems of the company,” says John C.
Burton, former chief accountant for the SEC and presently dean
of Columbia University’s Graduate School of Business. He goes on
to observe that auditors are “going to point to any uncertainty,”
even in borderline cases, in the future.®

Dean Burton would have us believe that the profession is be-
coming more careful because the public is uneducated as to the
meaning of the auditor’s statement and needs help. In fact, it is the
other way around; it is the auditors who have failed, not the public,
as those whopping settlements indicate.

The evidence is blatant. For example, Baldwin-United, Penn
Square Bank, and Continental Illinois all failed. They also have
something else in common: All received clean opinions in the most
recent report prior to collapse.® And these are only the more spec-
tacular cases.

There are a multitude of other examples. Ernst & Whinney
gave a clean opinion to United American Bank in Tennessee a month
before it went under.” Fox & Co. had to defend itself in a civil
action brought by the SEC for its audits of Alpex Computer, Flight
Transportation, and Saxon Paper. The Commission alleged that Fox
“aided and abetted” Saxon in making misleading financial state-
ments. In its defense Fox claimed to have been the victim of “mas-
sive, if not unprecedented management fraud.” But the SEC
charged that the auditor “recklessly allowed Saxon to limit the scope
of its audits in 1979 and 1980 by delaying the commencement of
the onsite audit until mid to late March when Fox knew that Saxon’s
consolidated financial statements were due on March 31 of every
year.”®
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But why go on? That these incidents are out of the ordinary
is certainly true. But that can hardly console stockholders in the
failed companies who thought the clean auditor’s report meant that
everything was as represented.

Don’t think you can count on the SEC to monitor all of these
activities. If anything, in recent years the agency has become less
effective. From 1962 to 1984 the number of filings to be reviewed
by the division of corporate finance increased from 18,000 to
66,000, while the professional staff was cut from 146 to 134 in the
same period. In 1984 the SEC conceded that it was barely able to
review ten percent of the 8,832 10-Ks filed the previous year. As
Forbes has observed, “There are just far more crooks around than
there are cops.”™

The accounting profession claims that its imprimatur on a re-
port is a sign that careful auditing has been performed, and that a
clean opinion is a sign that all is as represented. Indeed, Congress-
man John D. Dingell (D, Mich.), who chairs the House Commerce
Committee’s Subcommittee on Oversight and Investigations, has
noted, “It is extraordinary that literally two days after the SEC
closed down ESM [a failed government securities dealer] because
of massive fraud and accounting abuses, the Commission and the
American Institute of Certified Public Accountants’ Public Over-
sight Board were telling the Subcommittee that the system is work-
ing just fine. That is why our inquiry—begun nearly a year ago
and well before the recent failures—is so important and timely.”"°

The reason for this is not necessarily incompetence, though like
doctors and lawyers auditors have their share of such practitioners.
Rather, its roots are in the unusual relationship between auditors
and their clients.

The client pays the bill to have an independent audit and will
be displeased if the auditor discovers irregularities sufficient to pre-
vent him from offering a clean opinion. Putting that in writing
might mean the loss of an account in an industry marked by intense
competition, in which raids for clients and price slashing have be-
come the rule. A full audit for a large corporation can cost from
$1 million to $6 million and can open the door for other services
and fees. “Many of our clients are treating the audit as a commod-
ity, like shopping for cheaper gasoline,” complained Eugene Ber-
torelli, partner in charge of the San Francisco office of Oppenheim,
Appel, Dixon.!! The result is lower fees and more pressure upon the
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auditors to comply with client demands. Peter R. Scanlan, chair-
man of Coopers & Lybrand, has warned that “CPA firms that do
audit work for low fees cannot sustain quality work. If a company
only wants to pay peanuts, it may get monkeys looking at its busi-
ness instead of thoughtful professionals.”

In April of 1985, the SEC issued a warning to registrants and
independent auditors attempting to engage in “opinion shopping.”
The practice of “opinion shopping” involves a corporation that at-
tempts to obtain reporting objectives by following questionable ac-
counting principles and a pliable auditor willing to go along with
the desired treatment.

Professor Abraham Briloff of Bernard M. Baruch College, one
of the more acerbic critics of the accounting profession, tells the
story of a corporation shopping for an auditor: “The president fig-
ured he’d make the rounds, asking CPA firms how much is two plus
two. Invariably, they all said four. Finally, when he gets to the last
firm on his list, he poses the question again: How much is two plus
two? This time the response is more to his liking, ‘What did you
have in mind?* "2

As has been suggested, the entry of what were once purely ac-
counting firms into other areas may have made those audi-
tors’ statements even more suspect. Syndicated columnist Mark
Stevens has written in a penetrating fashion about the evolution of
auditors into what he calls “a hybrid: part professional firm, part
supermarket. They became—with Peat Marwick, Arthur Ander-
sen, and Coopers & Lybrand leading the way— purveyors of a var-
ied smorgasbord of financial services. The marketers among them
saw, quite clearly, that the rich veins to be tapped were in general
consulting, taxes, small-business consulting, government work, ex-
ecutive recruiting, feasibility studies, and actuarial services. Put
simply, whatever clients requested, providing it was remotely re-
lated to the CPA’s role, The Big Eight provided it.”** And always
for fat fees, with the audit often the opening wedge. “Of course,
they could sign up clients for a host of services,” added Briloff.
“They were already part of the family under the guise of indepen-
dent auditors. It’s easy to capitalize on this privileged position. The
point is, is it right?”14

The stakes are clearly tremendous. From 1983 to 1985 reve-
nues at the Big Eight firms from audits grew by only 14 percent,
while those for management consulting were up by 33 percent and
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for tax practice, 28 percent.!®> The dismissal of an auditor usually
means that the non-audit work is also lost.

Robert Israeloff, former president of the New York State So-
ciety of CPAs and managing partner of Israeloff, Trattner, who is
involved in management operations himself, believes that “any time
fees from non-accounting/auditing/tax engagements become very
substantial—and this can be less than 50 percent of the total—the
firm may no longer deserve its professional standing.” As Professor
Robert Chatov of the State University at Buffalo put it, “If one were
starting from point zero today, I think that it would be judged mad-
ness to invent a system where the one to be audited hired the au-
ditor, bargained with the auditor as to the size of the fee, was per-
mitted to purchase other management services from the auditor,
and where the auditor in turn had the prime responsibility for set-
ting the rules and for enforcing them and applying sanctions against
themselves.”!®

Here is one example of how the system can work—or to be
more accurate, fail. Arthur Young & Co. was auditor for the Penn
Square Bank in 1980. Young qualified its report for that year, be-
cause it was “unable to satisfy [itself] as to the adequacy of the
reserve for possible loan losses, due to the lack of supporting doc-
umentation of collateral values of certain loans.”

Out went Young and in came Peat Marwick. Peat Marwick’s
report which came out March 19, 1982—three and a half months
before the bank’s collapse—removed the qualification. “It should
be understood that estimates of future loan losses involve an exercise
of judgment,” the report said. ‘It is the judgment of management
that the allowance is adequate at both December 31, 1981 and
1980.”

It should be noted that at year end 1981, Penn Square’s pro-
vision for loan losses totaled $6.3 million compared with $1.4 mil-
lion at year end 1980. The substantial increase in the loan loss re-
serves resulted in both Peat Marwick and the U.S. Comptroller of
the Currency commenting favorably upon Penn Square’s boost in
the provision for loan losses.

Peat Marwick officials allowed that the firm believed that its
positive report on Penn Square was accurate at the time, even
though the bank collapsed shortly afterward. “They had a new
management team and had improved the situation over the year
before,” said Dean Cook, an audit partner for Peat Marwick in
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Oklahoma City. “We really don’t know what happened” to alter
the bank’s financial position.!”

After investigating Penn Square, the Comptroller of the Cur-
rency concluded that the audit by Peat Marwick was “unaccept-
able,” and in 1983 the Michigan National Bank filed a suit against
the large accounting firm asking $41 million in damages. Peat Mar-
wick is now defending itself against suits by five Penn Square cred-
itors.!®

On February 20, 1985, Professor Briloff testified before the
Subcommittee on Oversight and Investigations, Committee on En-
ergy and Commerce, United States House of Representatives. In his
testimony, the professor even went so far as to suggest that there be
a requirement for a skull and crossbones logo next to the indepen-
dent auditor’s opinion. Within this context, the professor testified
as follows:

If these hearings do nothing else, if they make known to the public
that fact that there are enormous risks that are implicit and impacted
into the audit reports and the financial statements, and possibly re-
quire that there be a skull and bones associated by way of a logo next
to the CPA’s opinion as he writes it, so that they will understand the
fact that it might be risky if they were to take it internally, something
like the legend that is on cigarette packages. Maybe no one will read
it, but at least our consciences would be clear.®

The analogy is fitting. Approval by the Pure Food and Drug
Administration of a prescription drug is taken by most to mean the
product has undergone rigorous testing and has been deemed rea-
sonably safe for use. Likewise, many investors believe a clean au-
ditor’s opinion signifies that a reputable outside agent has gone over
the books in a dispassionate fashion and is prepared to say that
everything is as indicated. But as we have seen, “It ain’t necessarily
$0.

The average investor probably never even looks at the auditor’s
statement, and after what we have seen here, might be forgiven if
he doesn’t do so in the future. But recent blunders, misstatements,
and law suits may be changing the situation, though I am not op-
timistic. What I do find discouraging is the low rating investment
professionals—money managers, analysts, and the like—assign to
such matters. As will be seen in the next chapter, they rank “state-
ment of accounting policies” in the eighth slot in ranking impor-
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tance of various segments of the annual reports, behind the puffery
of management’s review of the year.

We opened by suggesting that you can’t trust your analyst, and
now we have seen why you can’t trust the auditor hired by the
company to certify its books. So we come down to a reiteration and
reenforcement of the message presented earlier: Intelligent and in-
formed investors have to do the job themselves. The care and feed-
ing of investments requires time and effort. There is no more a sim-
ple way to manage your portfolio than there is a painless and quick
way to shed 30 pounds.

We start out with this in mind. Most preconceptions regarding
individuals who are supposed to help in formulating investment de-
cisions should be looked at with askance. I will try to show in the
rest of this book just how you can find information and learn about
those stocks before making the commitment to buy or sell. At times
it will seem like hard work. It is. But then consider how much time
and effort went into earning those thousands you have invested,
perhaps on an analyst’s recommendation or a quick read of the an-
nual report—along with that clean opinion. Think of losses in-
curred because of lack of knowledge, and reflect on the fact that
the facts were there to be seen and analyzed, if only you knew where
they were and the techniques to be applied. Do this and you will
appreciate that whatever it takes to understand the often arcane
material is worth it. This might not make you a millionaire, but
the knowledge could save you from many stock market catastro-
phes.



CHAPTER 3

Person to Person:
A Shareholder Letter
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IN WHAT’S AHEAD you will read and learn to analyze several key
documents, such as the 10-K, the 10-Q, and the proxy statement,
all of which public corporations have to prepare and file with the
Securities and Exchange Commission. Between the lines of these
bland, legalistic, and too often overlooked filings are to be found
stores of information. Sometimes the facts are released reluctantly,
in order to conform with the law, in the hope that they will be
overlooked or ignored, and occasionally the company will blunder
and reveal more about its operations than it cares the stockholders
and general public to know.

All of these filings are readily available, either direct from the
company or from two private concerns: Disclosure Inc. (5161 River
Road, Bethesda, MD 20816, 800-638-8241) and Bechtel Informa-
tion Services (15740 Shady Grove Road, Gaithersburg, MD 20877-
1454, 800-231-DATA), which are in the business of providing them
to interested parties. But the best place to start would be with a
more accessible document, one every shareholder knows will arrive
in the mail, usually in the early spring. These are the annual re-
ports, which are sent out by more than 10,000 companies.

One of the reasons companies issue annual reports is to comply
with the mandate set down in Rule 14a-3 of the Securities Exchange
Act of 1934, which sets down the specific financial information
which must be revealed, but not the form in which it is to be pre-
sented. Several years ago a handful of companies experimented with
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sending shareholders a short statement wrapped around a copy of
the 10-K filing, this both to save money and impress them with a
no-nonsense attitude. The idea is spreading.

Over the years public relations experts have gone to work to
turn what was once a rather drab recitation of facts and numbers
into what often appear akin to art books, more suited to the coffee
table than the analyst’s desk. These can be lengthy, expensive pro-
ductions. The full-scale annual report can run to more than 100
pages, costs the company as much money to turn out as the price
of a slim paperback novel (the range is estimated to run between
$2 and $6), and of course is much more lavish, printed on heavy,
glossy paper, dotted with many illustrations, and artfully con-
ceived. Taking all costs into consideration, including overheads, and
dividing them by the number of copies printed, the cost to deliver
such a report to a stockholder can often be as high as $8. If many
firms could in some way eliminate them their per share earnings
might be a few cents higher. This is hardly a likely happening, even
if the law were changed, since the annual report is one of the firm’s
most important public relations offerings. As Bennett Robinson of
Corporate Graphics, a firm which designs reports put it, “many
corporations make a big effort with the annual report because it’s
essentially the main communication a company has with the pub-
lic.”!

Obtaining annual reports presents no problem. A telephone
call or letter to the company is usually all that is required (addresses
and telephone numbers can be obtained by referring to the Stan-
dard & Poor’s manuals available in many public libraries). In ad-
dition, each spring the leading newspapers and business magazines,
such as The Wall Street Journal, Barron’s, Business Week, Forbes,
and the business section of The New York Times carry several pages
offering free annual reports of more than a hundred companies to
anyone who asks. Select those that interest you or scrawl the word
“all” across the coupon, mail it in to the box number indicated, and
you’ll be getting a steady stream of them for several months.

Annual reports come in many shapes and sizes. All contain
some basic statistical material and ancillary information; most go
quite a bit further. With all those pages one can always learn some-
thing about the firm, since the longer the report, the greater the
chance that management will inadvertently slip in something which
can be dissected by astute readers.



Person to Person: A Shareholder Letter 23

In fact, a gold mine of information can be gleaned from a
proper reading of the reports, partly because managements are
obliged to release the material, though they often do so hoping that
it will be overlooked by stockholders to whom it resembles arcane
mysteries. However, the annuals shouldn’t be read in a vacuum.
Often they refer to developments of the past few years which should
be checked by referring to reports of that period and, if possible,
the quarterlies as well. Serious investors should consider looking
these up in the libraries or getting them from Disclosure. What it
comes down to, then, is that the annual report, with its glossy pic-
tures, upbeat prose, tables, and notes, should be looked at as one
might a possible mine field. Before you is a verdant meadow, but
you know there might be explosives under all of that greenery. The
trouble is that you can’t be sure if indeed there are some mines,
how many of them are there, and where they are located. Again,
what I want to do is give you a mine detector. If the numbers are
all in place, the outlook pleasing, and there are no surprises, the
stock might be a buy. If not, perhaps you should hold back, or if
you own the issue, sell.

Many shareholders suspect this to be the case and walk the
field anyway, hoping against hope they won’t be unpleasantly sur-
prised. These people are skeptical of the glossy renderings, perhaps
because they are so glitzy. A 1984 survey by the public relations
firm of Hill & Knowlton came up with the unsurprising findings
that 73 percent of individual investors agreed that the reports either
play down bad news or hide it in the back of the statement, 58
percent thought them too promotional, 32 percent agreed with the
statement, “I don’t trust what I read in annual reports,” and 27
percent said it was sometimes difficult to tell from the reports what
business the company was in.

Here are some more numbers. Half the recipients said they
only skimmed the reports or didn’t read them at all, a third of
H & K’s respondents said they read them, and 18 percent claimed
to have “studied” them. Most important for our purposes, while 55
percent find them useful in making investment decisions, most gave
them low ratings in assisting them in buy and sell decisions, ranking
the reports next to last among all available information.

But this survey was made of the general shareholder popula-
tion. When it came to serious investors one obtained a different
picture. All of these in the study considered the report “essential”
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to their analysis, unanimously agreeing with the statement, “As a
professional investor, corporate annual reports are essential to me,”
with most saying that the general level has improved in recent years.

Among the more important criticisms were that the reports are
too oriented to the past; the pros would prefer something about
where the company is heading. In the professional sample 56 per-
cent agreed that “Annual reports all too often fail to clearly present
management’s goals and strategies.” “Annual reports should try to
look forward, instead of backward. I'd like to see more discussion
of strategies and how a company did in relation to the rest of the
industry and the economy,” was one comment, and another said,
“Discussing the goals of the company and management’s strategy
for achieving those goals would be very helpful. Also, comments
on how close the company came to achieving its goals and why it
fell short or exceeded them would be good.”?

The typical annual report contains more than a dozen seg-
ments. Asked to rate them in order of importance, the investment
professionals came up with the following:

Section Importance Rating
1. Financial Statements 95 percent
2. Business Segment Information 93
3. Financial Review 87
4. Five or Ten Year Financial Summaries 87
5. Management’s Analysis 81
6. Review of the Year 78
7. Quarterly Summaries 74
8. Statement of Accounting Policies 73
9. Financial Highlights 70
10. Letter To Shareholders 69
11. Dividend Payments (two years) 54
12. Stock Price History (two years) 43
13. Inflation Accounting (effects of changing prices) 39

Source: Hill & Knowlton, The Annual Report, p. 13.

Except for a handful of items, the ranking isn’t all that sur-
prising. I would strongly object to the low esteem inflation ac-
counting seems to enjoy, for these figures (adopted in 1979 by the
Financial Accounting Standards Board) which display earnings, as-
sets, etc. adjusted for alterations in the price level, can show that
what at first blush seem respectable advances were really declines,
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and indicates that the pros haven’t learned to respect these numbers
as much as they might.

Hold that annual report in your hand and look at the cover.
Perhaps there is a picture of happy employees and/or customers, a
montage of the firm’s products, a view of the countryside or a city-
scape which in some way is connected with the firm’s major busi-
ness, a realistic or abstract drawing—or just a simple, unadorned
logo, indicating either the designer’s infatuation with minimal art
or lack of imagination. Sid Cato, publisher of Sid Cato’s Newsletter
of Annual Reports, suggests you might want to start off by flipping
through the report, reading at random, and asking, “Do I feel good
about these people?” Then turn to the specifics. If the financials are
not displayed prominently be prepared for trouble. Does the com-
pany mention problems, and if so, are possible solutions discussed?
Cato says to beware of firms that dismiss these by blithely saying,
“We're confident we can overcome the situation.”?

Consider the IBM 1984 Annual Report, one of the classier ex-
amples, selected because it is quite typical and the firm is familiar
to virtually all investors. In this case the cover picture is that of an
attractive woman, identified on the inside cover as an IBM mar-
keting representative, explaining products to a man (a customer?).
Behind her is a case filled with IBM programs. The inside caption
explains that program products are increasing at the rate of 30 per-
cent per annum, and that industrywide revenues from them will
come to more than $150 billion by 1994. “Customers can choose
from more than 2,500 different IBM programs to extend the use-
fulness of systems from the largest 308X computer to the smallest
desk-top PC.”

“Hackers” will recognize that the programs behind the mar-
keting rep are all designed for the PC, indicating that in 1984 IBM
intended to draw attention to that highly successful product, and
that the use of the picture instead of abstract drawings and photos
of high tech items, which IBM often utilized in the past, is yet an-
other sign of the company’s recent switch to the kind of marketing
more identified with consumer goods than capital goods. IBM sig-
naled this change on the cover of its 1982 report, which pictured a
young boy happily banging away on the keyboard of his PC.

A minor point, but one worth noting.

In any case, the report is the product of the firm’s in-house or
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hired public relations firm, which serves the corporation in some-
what the same way a fashion designer does an auto company,
namely to make the product appear enticing and interesting. What’s
under the hood may be far more important—in our analogy these
are the statistics and footnotes, provided by corporate management
and support personnel—but the designer is responsible for provid-
ing the company with its image, and that’s what often sells cars
and companies to prospective buyers. Ten years ago IBM cared lit-
tle what the run-of-the-mill shareholder purchased, since its cus-
tomers were almost exclusively government agencies and corpora-
tions. All of this has changed and is reflected in the cover of IBM’s
annual report.

Turn the page and you'll find the Financial Highlights, a sum-
mary of the company’s performance over the year. It is worth a
quick skim, because you’ll encounter the information in far more
detailed form later on, at which time you’ll recognize that while
the earlier figures may be interesting (and in the case of IBM for
1984, pleasing), they aren’t adequate for diagnosis. It’s as though
your doctor tried to discover the state of your health by a quick
glance and perhaps a chest thump or two.

Turn the page again and you’ll find the first meaty part of the
report, the Stockholders” Letter, which in the case of IBM is called,
“To the Stockholder.” Some of the letters in annual reports are ran-
dom and rambling thoughts of the CEO (Chief Executive Officer);
Harold Figgie of Figgie International will write at great length of
the need to reduce debt—not only his company’s, but that of the
Treasury as well, and Peter Grace of W.R. Grace & Co. uses the
letter as a springboard for his thoughts on federal spending. Union
Carbide offered a cautious explanation of the Bhopal, India gas
leak tragedy; a few years earlier Procter & Gamble wrote almost
nothing about its troubles with Rely tampons and ignored Pringle’s
potato chip failure. Firestone Tire & Rubber wins some sort of prize
for vagueness, says Cato. In its 1984 Report the company wrote:
“Sales in the U.S. of replacement tires and automotive services are
increasing at a rate of about $3 billion to $4 billion annually.” Even
nowadays, a billion dollars up or down is hardly small change.

Warren Buffett was delightfully frank in his 1984 Berkshire
Hathaway letter, which runs a full 19 pages. He noted the firm’s
excellent showing for the year, but added, “This sounds pretty good
but actually it's mediocre,” and then went on to indicate why, get-
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ting away with it not only because he has a good record, but also
because he owns a controlling interest in the company. In fact, if
all CEOs followed his example, this book would be much thinner
than it is. Buffett once explained his rationale this way: “I just as-
sume my sister owns the other half of the business and she’s been
travelling for a year. She’s not business ignorant, but she’s not an
expert either.” As for frankness, consider this from Parker Drilling:
“Parker experienced another tough year in 1984. . . . Nothing has
happened that indicates the coming year will be any better. . . . It
is not fun to be in the drilling business at this time.”*

The low ranking afforded the shareholders’ letter in the Hill
& Knowlton survey is puzzling, for in this can often be found the
very material the pros indicate elsewhere they would like to have,
namely discussions of successful and failed strategies. Also, the
stockholders’ letter is usually jargon-free, and so quite accessible to
novice investors. Clearly such letters are of less importance than
“the back of the book,” namely the financials, but a well-crafted
letter can provide insights into operations which may not only il-
luminate activities but also serve as a guide to reading and analyz-
ing the statistics. But remember, there is no general format for these
letters; unlike profit and loss statements, balance sheets, and other
“number items,” these essays are individualistic. In a way they are
minor works of art, and have to be approached that way. Don’t
look for formulas from me in this instance, but rather some ex-
amples of what to look for, what I consider good, bad, and indif-
ferent letters, and the reasons for these judgments.

Finally, without meaning to do so, in the letter managements
often provide information of great value to indicate cover-ups and
blunders which can be masked by fiddling with the numbers. The
trouble is you have to read them slowly, carefully, and with a crit-
ical eye, especially those parts of the letter which can be verified
by reference to the statistics contained elsewhere in the report or
in earlier messages from management to stockholders.

Most of the letters for the bigger firms include smiling pictures
of the top management team, and the words indicate those smiles
are there for a reason: everything looks pretty good, since you can
count on the firm putting its best foot forward. If the company has
had a bad stretch, the letter will tell you improvement is in sight.
If things are proceeding swimmingly, count on the letter to spread
the credit all around, and indicate more of the same might be ex-
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pected, while warning of the risks inherent in doing business in
highly competitive environments—doesn’t do to be too complai-
sant, you know, and such caution indicates that management is on
the ball, preparing itself for any and all eventualities. There may
be discussions of new products, expansion into new markets, on-
going research and development, or mergers, and if the firm has
been in the news recently, reference to these items as well. All of
this can be found in the IBM letter.

Read it and learn, but also realize, as must be obvious, that
while the letter is signed by the chairman and president it usually
is written by those PR fellows. It is designed to serve as the veil for
a striptease dancer, namely, to offer a hint of what is underneath,
indicate shape and form, but not to permit too much insight. Also,
the letter is the first of the legendary seven veils to be seen.

But not quite. Most letters refer obliquely to past years and
developments, always in such a way as to be upbeat. Those man-
agements seeking to appear progressive and on the ball will do so
in the safe and sure knowledge that most investors don’t hold on to
their old reports, and that newer ones won’t go to the trouble of
looking them up in nearby college or university libraries or getting
microfiches of them from Disclosure. It’s always helpful to be able
to look over letters in reports of the past few years. Are they con-
tradictory? Overly optimistic? That could be an indication they’re
on shaky ground. Sid Cato suggests you compare the reports to see
if there were many charts and graphs during good years and none
or few in bad ones. “If that’s the case, I'd say they’re phonies.”

Investors should always take the time and trouble to make these
comparisons. Nine times out of ten little will come of it; the tenth
occasion could save you a bundle.

Perhaps the best and most dramatic illustration of this is the
case of International Harvester (HR), an $8.4 billion firm as re-
cently as 1979, whose stock was a component of the Dow-Jones
Industrial Average. In that year the stock sold for as high as
45 1/2. It is my opinion that the 1980 International Harvester letter
is one of the most flagrant examples of attempts to minimize dif-
ficulties I have seen. So it is not typical, but it contains many ele-
ments of letters which should be read as warnings to stay away from
the stock.

HR had some rough sledding in 1980, when CEO Archie
McCardell reported a revenue dip to $6.3 billion, red ink covered
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the ledger, and the stock’s price was shaved in half. As might have
been expected McCardell’s letter in the 1980 report was chock full
of hope, which could have led investors to assume the worst was
over and HR was a buy at its price that spring in the low 20s. In
this case and others to be discussed, the poetry of the letter should
be compared with the prose to be found in statistics presented else-
where in the report, which can be read without much difficulty by
almost anyone with a modicum of knowledge of what those num-
bers stand for. For those who don’t fall into this category, I will
offer some guidelines and hints in subsequent chapters. What fol-
lows may be considered an introduction to such matters as well as
a dissection of a most interesting letter, which is reproduced here
in full. Read it and reflect on the sunny outlook, the optimistic tone,
the “future lies ahead” prose—a pretty meadow with several mines
underneath, ready to explode.

To Our Stockholders

SUCCESSFULLY meeting challenge is a 150 year tradition of this Company.

In 1831, Cyrus McCormick and his reaper were tested and proved themselves in the
market place. Today, the people, products and strategies of the Company which started with
McCormick’s reaper are successfully meeting the new challenges of our second century and
a half as a world leader.

International Harvester enters 1981 following a tightly focused long-term strategy to
improve our cost structure, advance IH product and market superiority and make maximum
use of company resources—both human and financial.

Our accelerating progress toward these goals was dramatized in the contrasting mar-
kets of the last two years. In 1979’s expanding markets, we stretched our productive capacity,
gained market share, cut excess operating costs, increased investment in the future and earned
record profits. In 1980, we met the challenges of sharply lower demand in our industries,
escalating interest rates and a strike which idled most U.S. plants the first six months of the
year and increased Company debt.

INTERNATIONAL HARVESTER'’S performance in the last half of fiscal 1980 proved
again the basic strengths of this Company, and the effectiveness of its long-term strategy.

IH forged a strong recovery of market share that had been eroded by inventory short-
ages during the strike. Agricultural Equipment Group set an all time quarterly sales record
the last three months of the year. Truck Group resumed leadership in U.S. medium and
heavy duty registrations during the same period. The newly created Diversified Group in-
creased its market share in both its financial services operations and most turbo machinery
models.

This market recovery reflects the established and growing customer preference for IH
products and services. It also clearly proved the strength of our dealer and distributor orga-
nization, now some 5,800 strong. This sales network quickly moved product to our customers
once U.S. manufacturing was resumed in May.
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Our strategy to maintain lean dealer inventories during the declining market strength-
ened our sales network by helping IH dealers avoid the high interest costs and the price-
cutting which penalized our competitors’ dealers.

YOUR COMPANY continued its strategic drive to improve the use of financial re-
sources. Despite reduced manufacturing volume, IH exceeded its cost improvement targets
for the last six months of the year. Today, International Harvester’s annual operating costs
are more than $400 million lower than they were three years ago. By better use of financial
resources, we need significantly less working capital today to operate our business than we
would have at our current level of business five years ago.

During the fourth quarter, International Harvester Company reduced its short term
debt by $562 million and total debt by $488 million from the peak third quarter levels caused
by the strike.

Your Company continued to protect its future while meeting these short-run chal-
lenges. New records were set by the $255 million invested in research and development and
$384 million for more efficient plant and equipment. The Company continued programs to
upgrade current management through training and to recruit the best talent available.

WE PIT THESE STRENGTHS against unparalleled challenges. Most of our markets
appeared to have bottomed out during the last quarter of 1980, and North American agri-
cultural equipment market began to show improvement. However, new rises in interest rates
are again putting pressure on customer demand in all the industries we serve.

IH’s long-term strategic plan accepts these conditions as inherent factors in the cyclical
markets we serve. Our 1981 plan calls for slowing the rate of investment in many areas
during the downturn. To maintain financial flexibility in a period of economic uncertainty,
the dividend on common stock was reduced in the first quarter of 1981 from 62 1/2 cents
per share to 30 cents per share. The on-going program to reduce operating costs has been
intensified. We will closely monitor demand, but maintain lean inventories of both our deal-
ers and the Company until signs of an upturn are detectable.

Declining interest rates and revival of market demand expected later this year will
coincide with introduction of a record number of new IH products and new technology in
updated products impacting more than one-third of the Company’s normal sales volume.
Some of these new models are in areas of traditional IH leadership such as heavy duty trucks,
tractors, and combines. Others are designed to establish profitable new market niches.

THE IH ORGANIZATION brings new strengths to fiscal 1981.

Our earning power is unmatched in recent IH history, and growing. Our advance in
market share, interrupted by the strike, has resumed its upward trend.

Customer preference for our products, a traditional IH strength, is the highest in dec-
ades. Products like our heavy and medium duty trucks, the 2 plus 2 farm tractor, Axial-Flow
combines, Mars turbines, and 466 diesel engines are acknowledged standards of their mar-
kets.

Intensive effort to upgrade our distributor organization has given us the strongest sales
networks ever in our key markets, particularly the North American truck and the North
American and European agricultural equipment markets.

With these strengths, International Harvester operations are well positioned to con-
tinue riding out the economic downturn and to take full advantage of the recovery in our
markets. It will be a difficult task, requiring aggressive effort from the entire organization.
We expect to achieve it.
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Successfully meeting challenge is a 150 year tradition of our Company. And we intend
to confirm it as part of our heritage for the next century and a half as well.

Archie P. McCardell
Chairman of the Board
and Chief Executive Officer

Warren J. Hayford
President
and Chief Operating Officer

Note that McCardell began his message with a review of the
company’s 150-year history, and its current “tightly focused long-
term strategy to improve our cost structure,” such words being a
clear warning flag of troubles. He went on to say that “Interna-
tional Harvester’s performance in the last half of fiscal 1980 proved
again the basic strengths of this Company, and the effectiveness of
its long-term strategy.” And what lay ahead for fiscal 19817 Ac-
cording to the CEO, “Our earning power is unmatched in recent
IH history and growing. Our advance in market share, interrupted
by the strike, has resumed its upward trend.”

Elsewhere in the report we learn that the first half results were
heavily penalized by the aforementioned strike, so that the second
half, during which old orders were filled, was bound to appear
strong. In the Statement of Operations at the end of the report HR
reports earnings from continuing operations of $2.65 per share for
the 1980 second half versus $6.98 for the same period in 1979,
hardly a strong performance, and one which was even worse than
that, since for the last 1980 quarter earnings came to $0.64 per
share compared with $4.79 for the 1979 fourth quarter. From this
we may assume McCardell was whistling in the dark and hoping
readers wouldn’t compare the letter with the statistics. Although
McCardell may have believed what he was saying, and did not de-
liberately intend to mislead his readers, the obvious discrepancies
between the prose and the statistics should have alerted readers that
more inconsistencies might be expected.

And so it comes a few paragraphs later, when the letter says,
“During the fourth quarter, International Harvester Company re-
duced its short term debt by $562 million and total debt by $488
million from the peak third quarter levels caused by the strike.”
Now it’s usually nice to see debt shaved, especially so dramatically,
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but one is justified in asking how HR managed to pull off such a
coup with its limited earnings. And it’s all there in the financials.
From these one learns that between 1979 and 1980 HR increased
its short-term debt from $682 million to a whopping $1.13 billion,
and that during the same period long-term debt plus preferred stock
rose to $1,257 million from $758 million, for a total increase of $948
million, all of this at high interest rates. The combination of the
strike, soaring interest charges, and a recessionary economic envi-
ronment caused havoc with the company’s finances. The recovery
enabled HR to cut back a portion of the debt, but the fact remained
that total debt was $948 million higher at the end of 1980 than it
had been at the end of 1979, this hardly being the message sent out
by the shareholders’ letter.®

That’s about as far into the report as investors might have cared
to go. An analysis of that much of the letter, compared with some
of the basic statistics, would indicate the firm was still in deep trou-
ble and the stock should be avoided.

Two years later HR sold as low as 2 3/4. A preview of what
was in store could have been obtained by a careful reading and
analysis of that stockholders’ letter in the 1980 report.

Andrew Corp., a highly regarded telecommunications com-
pany, offers a clear example of how one can be misled by optimistic
statements in annuals and quarterlies. The firm’s earnings had risen
smartly in fiscal 1981-1984, and there seemed no reason to believe
the string wouldn’t be extended further.

In the report for the first quarter ended December 31, 1984,
Andrew reported $0.42 per share vs. $0.38 for the same period the
previous year, which was not as good as analysts had been antici-
pating. Andrew’s management conceded there were some troubles.
“Results in the first quarter of fiscal 1985 present a mixed picture,”
began the stockholders’ letter, which went on to note that while net
sales had increased by “a healthy 27 % over the first quarter of 1984”
new orders were 1 percent below the previous year’s figures. Then
followed an analysis, ending with this: “All things considered, we
believe that subsequent quarters will bring substantial improve-
ments in profitability. . . . We are currently expecting a strong sec-
ond quarter, with the result that orders in the first half should be
20% or more above the first half of 1984.”7

On revenues of $49.6 million Andrew recorded profits in the
second quarter of $0.15 per share versus $48.8 million and $0.41
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for the same period in fiscal 1984. Profitability had declined, not
risen, and one might have expected that Andrew’s management had
at least an inkling of this at the time the stockholders’ letter for the
first quarter was being composed. This is the explanation offered
in the second quarter’s Letter:

Following our customary, usually reliable procedures we had planned
FY 1985 for a sales increase of 20% or more, with a corresponding
increase in expense budgets. Results of the first fiscal quarter were a
bit disappointing, but not enough to suggest a significant shortfall
from the plan.

By the end of February [emphasis added], it became clear that two
of our largest common carriers—MCI and GTE Sprint—were de-
ferring or cutting back their large construction programs, and that
in consequence orders and sales in 1985 would fall substantially short
of the planned increases.®

There followed news of additional problems, declines in the
work force, and other retrenchment measures. And even this: Vice
Chairman Robert E. Hord resigned “to devote more of his time and
attention to the philanthropic activities of the Aileen S. Andrew
Foundation,” and another director, Juanita A. Hord, also resigned
(no reason given). August Grasis II announced his retirement as
vice president after 20 years of service. “He will continue to serve
the company as a consultant.”

Andrew thought the third quarter might be difficult, but ex-
pected a strong fourth quarter.

Notwithstanding all of this, you should note that a sudden shift
in gears is usually indicative of a situation that will not turn around
nearly as fast as the company would have the shareholders believe.

When I read Andrew’s Letter to Shareholders for the third
quarter ended June 30, 1986, I chuckled over the company’s com-
ment that, “Because our recent forecasting performance has been
less than illustrious, we have decided to remain silent on the subject
of future sales and earnings until we regain our confidence.”

Apple Computer, the wunderkind of the microcomputer in-
dustry, sent its stockholders a lavishly illustrated, multicolored,
multipaged report for the first quarter of fiscal 1985 ended Decem-
ber 31, 1984. The numbers certainly were impressive: Earnings
were $0.75 per share versus $0.10, on revenues of $698.3 million
against $316.3 million. The prose in the Letter was on the purple
side—“innovative new marketing programs . . . great new products
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. . . phenomenal results . . . ”—and so forth. But given those num-
bers some boasting was perhaps not out of line. Apple went on to
talk of “the two-horse race for leadership in the personal computer
market,” and so without coming right out and saying so suggested
it was a titanic struggle between itself and IBM—everyone else was
pretty much out of the running. “We will keep pushing,” the com-
pany promised, “and leading.”

One of the pictures, occupying two full pages, was of the new
highly automated plant in Carrollton, Texas, where the Apple IIc’s
“roll off the production line as fast as one every ten seconds.” The
workers there seemed quite pleased, as well they might: Carrollton
was being portrayed as at the cutting edge of technology, an ex-
ample for the rest of the industry—IBM included.®

The second quarter ending March 29 wasn’t so hot; in fact, it
was extremely disappointing. On revenues of $435.3 million Apple
earned $0.16 per share, against $300.1 million and $0.15.

The letter was more subdued this time; instead of talking about
leading Big Blue (IBM), management said “we have announced a
strategy to coexist with IBM [empbhasis in the original] in the office.
Moreover, Vice President of Finance and Chief Financial Officer
Joseph A. Graziano left the firm to “pursue other interests.” There
was also a general reshuffling of personnel, duly noted but played
down.

The rapid growth and change in our industry can produce tremen-
dous tensions, [said management]. Nevertheless, Apple creates an
environment in which innovation can flourish, an environment that
attracts the very best people [emphasis in the original]. Our employee
turnover is among the lowest of any Silicon Valley company and, in
fact, among the lowest of the Fortune 500 firms. Apple does more
than attract the best—we keep the best, and provide them with the
resources that allow them to contribute their best.

As befitted the somber news and tone, this quarterly was done
in monochrome. In place of a picture of the plant, there was a
striking portrait of Alan Greenspan, the well-known economic ad-
visor, pictured with an extremely skeptical look on his face (or is
that my imagination?).®

The second quarter ended on March 29, 1985, and the quar-
terly shareholders’ report came out more than a month later. On
May 5, the company announced it would lay off 75 employees in
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San Jose, and another 100 at Carrollton (the same facility featured
in the first quarter report) because the Macintosh XL had been dis-
continued. Also, in late May, Apple eliminated approximately 80
jobs. A San Jose facility that produced Winchester disk drives was
shuttered. On June 14, Apple announced that it was firing 1,200
workers, or 21 percent of its work force, closing three plants, and
would incur a loss in the third fiscal quarter ending June 30. One
of the three was the Carrollton showplace. Finally, Apple related
that another restructuring was taking place, with Chairman Steve
Jobs, one of Apple’s founders, stepping down from active day-to-
day operations.!!

No one can take any satisfaction from this, but I have to ob-
serve that Apple must have had its share of troubles which were
not previously revealed to its stockholders while they were devel-
oping. This situation suggests that the left hand did not know what
the right hand was doing.

Apple’s report to shareholders, for the nine months ended June
28, 1985, discussed the closing of three of the company’s manufac-
turing sites; the adoption of a new organizational structure; and
the laying off of 1200 Apple workers.

After devoting considerable dialogue in reference to having the
right organization, the shareholders’ letter which was signed, as
usual, by President and CEO John Sculley and Chairman of the
Board Steven Jobs, succinctly commented that Steven Jobs contin-
ues to be involved with Apple’s success in his role as chairman of
the board. However, I found it interesting that the front cover of
the Apple shareholders’ report, which featured a picture of “Apple’s
senior management team—architects of the new organization” did
not include Jobs.

The enormous shakeout at Apple, for all of the pain that it
caused, actually turned out to be a major turning point for the or-
ganization. Subsequent shareholders’ communications went on to
illustrate this fact. The Apple annual report, for fiscal year ended
September 27, 1985, related that after ceasing to hold management
responsible for the Macintosh Division when it was absorbed into
the Products Operation Group as part of the major reorganization
in June, Jobs had subsequently resigned as chairman of the board.
Even a casual reading of the Apple annual report made it clear that
Apple was now a much more lean and more competitive company.

Sculley had worked over Apple Computer. The reorganization
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had proved costly in the short run, but, for the long run, Apple was
much more clearly and efficiently organized. This success of the
cost cutting was documented by the first quarter report dated De-
cember 27, 1985. The company had a record first quarter, earning
$56.9 million, or $0.91 per share, versus $46.1 million, or $0.75 per
share the previous year, while, amazingly, a look at the income
statement showed a decrease in sales. Cost cutting and restructur-
ing had boosted profit margins and improved inventory control.
Inventories dropped from $261.2 million on December 28, 1984 to
$108.3 million on December 27, 1985. During the same time span,
Apple’s sales declined to $533 million from $698 million.

For the six months ended March 28, 1986, Apple again exhib-
ited striking profit margin improvement. In a Quality of Earnings
Report dated June 16, 1986, I conveyed the following commentary
on Apple to my subscribers:

APPLE COMPUTER, INC.—For the six months ended March 28,
1986, AAPL earned $1.40 a share compared with $0.91 for the six
months ended March 29, 1985.

Background Information: The following data is statistically strik-
ing. For the six months ended March 28, 1986, AAPL’s sales declined
to approximately $943 million from about $1.1 billion for the six
months ended March 29, 1985. During the same time span, AAPL’s
cash and cash equivalent investments soared to $518 million from
$194 million and inventories declined to only $102 million from $260
million.

One key result of AAPL’s reorganization is that the company’s cost
of sales as a percentage of sales has dropped dramatically, as illus-
trated by the following table, which provides data regarding AAPL’s
net sales and cost of sales as a percentage of net sales for the six month
period ended April 1, 1983 through March 28, 1986.

Substantially Lower Percentage Cost of Sales
($ thousands)

Six Months Ended 3/28/86 3/29/85 3/30/84 4/1/83
Net sales $942,833 $1,133,641 $616,332 $442,275
—16.8% 83.9% 39.3%
Cost of sales $440,542 $675,731 $361,156 $209,474
—34.8% 87.1% 72.4%

As a percent of sales 46.7% 59.6% 58.6% 47.3%
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Interpretation: The preceding table illustrates that between March
29, 1985, and March 28, 1986, AAPL’s net sales declined by ap-
proximately 17 percent whereas the cost of sales plummeted by al-
most 35 percent. During the same sequel, cost of sales as a percentage
of net sales dropped to 46.7 percent from 59.6 percent. The per-
centage decline was equal to $0.94 a share, after tax.

In the third fiscal quarter ending June 30, 1986, AAPL will again
be the beneficiary of a considerably lower percentage cost of sales.
The moment of truth for AAPL, on an operating basis, will be in the
fourth quarter of the fiscal year ending September 30, 1986, and fis-
cal year 1987 when AAPL will no longer be the recipient of a sub-
stantially reduced percentage cost of sales.

Remember the great Coleco runup? Adjusted for a 2-1 split
the stock went from 3 to 65 in less than a year, and, at its peak, in
the summer of 1983, it seemed destined for even greater things. A
leader in home entertainment with ColecoVision video games, Co-
leco had announced its Adam Family Computer System, a low-cost
product which was supposed to go against the likes of Atari and
Commodore International. Management, headed by Chairman
Leonard Greenberg and his brother Arnold, who was president,
was hailed as aggressive, feisty, and imaginative, having taken Co-
leco from a $71 million swimming pool and toy manufacturer in
1975 to a half-billion dollar glamour company eight years later,
with some analysts predicting that the billion dollar level would be
reached in several years.

Those investors who purchased Coleco in 1982 and sold the
summer of the following year did amazingly well. I am the first to
admit that anyone following my analytical method would have
steered clear of the stock. But on the other hand, such individuals
would have been spared one of the great sell-offs of our time.

An analysis of the balance sheet in 1983 would have indicated
trouble ahead, since Coleco had an abnormally large inventory—
one of the most certain signs of trouble ahead. But I first became
suspicious of Coleco’s veracity by a comparative reading of man-
agement’s letters to shareholders.

In the 1973 letter the Greenbergs said: “We are confident we
will enjoy a year of significant progress in 1974 both in terms of
sales and earnings.” Nothing unusual about this; managements often
make such predictions, and in precisely these words. But, in fact,
earnings fell more than 50 percent, coming in at $0.07 versus $0.16
the previous year. And the experience was to be repeated; man-
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agement predicted “an increase in earnings” for 1975. Alas, Coleco
reported a penny a share, but the brothers remained confident,
calling it “a year of both disappointment and progress for Co-
leco.”'?

Better times were ahead, indeed. Coleco’s revenues rose by 65
percent and earnings advanced to $0.34 in 1976. The 1976 letter
spoke glowingly of the acceptance of video games, which sup-
planted pools as the firm’s leading product line, much needed im-
provements in the balance sheet, and a credible inventory situation.
“We foresee another year of record operating results in 1977, with
substantial increases in both sales and earnings,” was the Green-
bergs’ verdict. But it didn’t turn out that way; in the words of man-
agement, “Coleco experienced a difficult and disappointing year in
1977, this attributed to a strike and production delays. Earnings
fell to $0.12, and another red flag was waved: Coleco’s independent
auditor, Price Waterhouse, put out a qualified opinion on its report,
and in May of 1978 resigned the account.'?

A note of caution now appeared: “It is . . . appropriate that
1978 be a year of consolidation.” Some consolidation! Coleco racked
up a loss of $22.3 million, which came to $1.62 per share, this
blamed on “deteriorating prices” and a host of other problems. As
usual management was cheery on prospects.'*

Of course, not many people were following Coleco in those
days, but the reports were on file and available to those who awak-
ened to the firm’s potential soon after.

Investors came alive to the video game mania which was roll-
ing across the nation soon after. Revenues and earnings rose nicely
in 1979 and 1980, and the letters became positively euphoric. But
there were troubles ahead. Perhaps aware that more eyes than ever
were on them, the Greenbergs turned wary in March, 1981, when
they wrote their stockholders’ letter. Conceding that the first quar-
ter’s business had been “somewhat more moderate” than the pre-
vious year, they went on to predict that “the last nine months will
be even stronger than the comparable year-ago period.” Off mark
once again. Earnings were down 45 percent for the year, coming
in at $0.51, on revenues of $178 million. The excuse: reduced sales...
volume for electronic games.'®

One might by now have concluded that the Greenbergs’ record
as prognosticators left much to be desired and so cast a skeptical
glance at their prediction of $300 million in sales for 1982, this based
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upon record backlogs and a good response to new products. Once
again management erred badly, but this time, to stockholders’ de-
light, they were off base on the upside: revenues came to $510 mil-
lion, earnings were $2.90 a share, and Coleco had become the dar-
ling of Wall Street.

If you were on the investment scene in 1983 you might recall
how the Street was touting Coleco. The stock split 2-1 early in the
year and took off into the stratosphere on heavy volume. Donkey
Kong, the leading video game, was a Coleco product, as was the
old favorite, Pac-Man; more than three million units of these and
other company products were sold. Coleco was the only company
producing home video game software for three systems—its own,
Atari, and Mattel. There was talk of the Adam home computer,
which the company said would be on sale for the Christmas rush.
The 1982 Coleco shareholders letter predicted revenues of $800 mil-
lion for 1983 and, as one might infer from this, record earnings as
well.

Investors might easily have been drawn to Coleco common in
this period. Stock prices were rising, video games were the vogue,
and Coleco was the darling of the group. So you read the news-
paper columnists, went through a few brokerages house and in-
vestment advisory reports, saw some television business programs,
talked it over with your friends, and placed an order for a few
hundred (or more) shares. Your broker congratulated you on getting
in on a good thing, and you got into the habit of calling regularly
for updates.

I have no quarrel with any of this but suggest you might have
gone through some of the old annuals and read the letter to stock-
holders (and also taken a careful look at the balance sheet). Had
you done so you would have taken anything the Greenbergs pre-
dicted with a grain of salt.

In the first nine months of 1983 Coleco earned $1.71 against
$1.93 the previous year, and by early autumn the stock’s price had
been halved to around 30. Never fear, said the bulls; Christmas
sales will bail out the firm and make good the earlier prediction.
Every week there were new rumors about the Adam computer, but
few had ever seen it, certainly not the retailers who had been prom-
ised it for the Christmas rush. Angrily management denied stories
of production foul-ups and poor quality control and reiterated
pledges to have 500,000 Adam units in the stores for Christmas sales.

WWW FOREX-WAREZ.COM



Андрей
forex-warez


40 QUALITY OF EARNINGS

By early December the company conceded that it had produced
only 140,000 Adams, but retailers said they still hadn’t seen many
of them. Now management lowered its shipment prediction to
400,000. Arnold Greenberg told reporters that his Amsterdam,
N.Y., plant was producing Adams at a rate of 2,500 a day, which
would be upped to 7,500 a day by mid-January. Perhaps there
wouldn’t be many of them in the stores for Christmas, but watch
our smoke in early 1984, said Greenberg, and he forecast profits on
the machines “during the first quarter, certainly in the first half,
of 1984.716

For 1983 Coleco posted a loss of $0.48 per share. At that time
I told syndicated columnist Dan Dorfman, “The question is, ‘How
can you believe anyone who has been wrong so often?” The answer
is you can’t.”!?

The bloodbath occurred soon after. ColecoVision fizzled and
Adam proved a dud, which resulted in a $119 million writeoff. In
1984 Coleco reported a loss of $4.95 per share, and the stock traded
as low as 9 5/8.18

The International Harvester and Coleco letters illustrate the
pitfalls that can await investors, and what to look for when assess-
ing these communications. This isn’t to suggest that you might not
want to take a flyer in stocks whose managements you recognize
are involved in hype; after all, stocks can move on dreams as well
as reality. John Maynard Keynes wrote that if you want to discover
which contestant will win a beauty contest analyze the judges, not
the entries, and there is something to be said for that. In other
words, if you concluded a management was deceptive but felt the
public hadn’t caught on, you would be justified in thinking that its
stock would rise with the next bit of fluff from corporate head-
quarters, and you might want to buy. Keynes, who in addition to
being one of the century’s great economists was an uncommonly
successful investor, did buy. But if you do so, knowing the credibility
of management, make your purchases with the knowledge that once
investors catch on it all could fall apart; nowadays that can be
within a single trading session, or even less.

Likewise, honest, intelligent, and forthcoming letters shouldn’t
prompt a purchase, since the information contained in these might
indicate that just the opposite strategy is called for. What you are
seeking, after all, is the best information, which once in your pos-
session would lead to an investment decision. And often this can be
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gleaned from well-crafted, credible letters, but you have to know
how to recognize them.

I would not only look for projections but also ascertain why
management believes them reasonable. One expects hyperbole, op-
timism, and “the future lies ahead” rhetoric so often identified with
these letters, which most managements appear to believe share-
owners and analysts find soothing, but behind all this (and perhaps
in front of it as well) should be something of more substance. Above
all, difficulties should be dissected, not hidden or ignored. A frank
discussion of problems, along with thoughts of proper solutions, is
the mark of a management which can be trusted—that is, not nec-
essarily should it come up with excellent results and so cause the
price of a stock to rise, but rather it should provide you with the
kind of material to make intelligent investment decisions. Keep in
mind, too, that capable managements are the kind that do solve
problems, recognize opportunities, and more often than not turn
in results superior to others in the same industry.

One of my favorite companies when it comes to letters is Kop-
pers Co. Inc., the $1.6 billion Pittsburgh-based diversified manu-
facturing complex, whose operations tend to follow the business
cycle. Koppers had a rough time of it in 1984 and in the letter went
to great pains to inform shareholders of its problems and the meth-
ods for dealing with them, all of which made its projections more
convincing than otherwise might have been the case.

“This was a mixed year,” CEO Charles R. Pullin opens. While
optimistic (who isn’t in these reports?), he adds, “We still have a
good distance to go before any of us can be proud of our perfor-
mance, but we did move in the right direction.” Yet the bottom line
appears quite pleasing—$1.46 per share versus $0.42 in 1983. But
Pullin clearly states that this wasn’t as good as it seems: “The real
operating gains appear only after looking past the fairly heavy one-
time charges we took at the close of 1984,” which brought 1984
income from continuing operations down to $0.97, against an ad-
justed $0.78 for the previous year. All of this is clearly stated in an
accompanying box, under which are two columns, the first labeled
“Problems” and the second “Solutions,” in which Koppers offers a
rather detailed analysis of its difficulties and means of resolving
them. These range from the familiar (a strong dollar) to the dis-
continuation of several units and an unfavorable jury verdict in a
case under appeal.'®
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Pullin’s candor extends to the inevitable group picture, which
accompanies the letter. It shows him at a desk, surrounded by four
people who appear to be executives. At first glance Pullin seems
deeply troubled, but on further examination it becomes evident he
merely is straining to listen to something one of the people is saying.
It’s comforting to know that this chairman at least is eager to let
his shareholders know he is open to ideas, and I would be to his
ideas whenever he speaks or, in this case, writes.

Will this kind of approach boost Koppers stock, and does it
indicate readers should go out and place buy orders? Not necessar-
ily, but it does instill confidence, and I'd rather have that than the
euphoria most communications are intended to create.

A business lifetime of plowing through documents makes one
suspicious of motives and ever-willing to piece together the jigsaw
puzzle that they often resemble. So I should note that Koppers has
gone to great pains to provide an extensive breakdown of operations
by divisions, complete with statistics. A thorough examination re-
veals that what the company has done is to incorporate virtually
all of its 10-K into the glossy annual report, thus offering share-
holders as much material here as they might obtain from that SEC
filing.

Occasionally I come across letters which communicate prob-
lems and possibilities clearly, in such a way as to simultaneously
illuminate the situation at the firm and provide guidance for the
probing of the rest of the report which necessarily must follow. In
fact, this is the prime purpose of these letters. For example, consider
the case of AMP, a major manufacturer of connectors used in the
electrical and electronic industries, both of which are fast-growing
and highly glamorous fields. These are the opening paragraphs from
AMP’s 1984 shareholders’ letter:

Our 1984 performance, when the year is viewed as a whole, was
good and above our long-term growth trend. Sales were up 20% and
earnings up 23%. In fact, if currency exchange rates had remained
constant, sales could have been up 23% and earnings up 30 % . How-
ever, it was a year of sharp contrast. The recovery that began in
January 1983 gathered strength throughout 1983 and into the spring
of 1984. Strong economic growth and booming electronics markets
led to record orders of $549,000,000 in the first quarter and record
sales and earnings of $477,200,000 and 54 cents per share in the sec-
ond quarter of 1984. During the second half, however, an economic
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slowdown and a significant correction in the U.S. electronics mar-
kets, combined with a weakening of foreign currencies against the
U.S. dollar, resulted in declines to $340,000,000 in orders,
$423,400,000 in sales, and 37 cents per share in earnings in the fourth
quarter.

The declining sales put profit margins under pressure. We had
added 2,400 people in the first half and 800 more in the early part
of the third quarter, mostly domestic manufacturing employees, be-
fore imposing hiring constraints in the fall. To reduce expenses and
activities in line with lower sales, one-week furloughs were required
of most domestic production workers in the fourth quarter and the
Company closed during the year-end holiday week. This reduction
in employment costs, plus substantial tightening of general expense
budgets, limited the decline in pretax margins from a peak of 22%
in the second quarter to 17.1% in the fourth quarter, despite
$53,800,000 less in sales and over 1,300 higher average employment.

As our domestic business slowed during the summer, we continued
with capital spending projects already underway, but began to scale
down and postpone new commitments. As a result, capital spending
peaked in the second half. Expenditures doubled to $255,700,000 in
1984 from $127,600,000 in 1983. The total for 1985 may approach
$200,000,000. A continued high level of spending is needed for tool-
ing for new proucts, equipment for productivity and quality im-
provements, and preparation for future growth.?

One should keep in mind that while many of us derive pleasure
from reading annual reports, as investors we should look upon them
as sources of information, and not as literary masterpieces or
wellsprings for inspirational prose. I confess to enjoying myself
while curling up with a stack of annuals, but, unless I come away
from a reading with a much improved picture of the company’s
true prospects and a feeling as to where its stock might be headed,
the exercise must be put down to recreation, not research.



CHAPTER 4

Differential Disclosure

DON’T LET the title of this chapter throw you. Differential disclo-
sure simply refers to the possibility that what the company says in
one document is markedly different from what it says in another.
Or, there may be more complete information on a particular topic.

I'm not referring here to press releases and interviews by re-
porters, but rather to those mailings stockholders and other inter-
ested parties may easily obtain, the aforementioned annual and
quarterly reports and the 10-Ks and 10-Qs.

Caution should be exercised when you encounter any sig-
nificant divergences between annuals and quarterlies and the
government-mandated documents.

The reason for differential disclosure is obvious. The annuals
and quarterlies are meant to be read by stockholders, most of whom
in the opinion of managements tend to be more impressed by glossy
presentations and hyped writing than statistics and footnotes. The
10-Ks and 10-Qs are official reports filed with the SEC. No chief
executive officer will go to jail if, in the face of declining business
and stiffer competition, he predicts a rosy future in the stockhold-
ers” letter (though in recent years some critics have recommended
that such projections be included in SEC reports). But he could be
in trouble if the 10-K and 10-Q do not conform to SEC guidelines.
Generally speaking, the narrative portion of annual reports is put
together with the assistance of public relations experts whereas the
financial part of the annuals is compiled by the accounting staff of
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the company and reviewed by the external auditors. The 10-K is
the direct responsibility of accountants and lawyers.

If this is the case, you might be thinking, why bother reading
the annuals and quarterlies at all? Why not go straight to the 10-
Ks and 10-Qs if that is where one can get more accurate statements?
The answer has in part been provided earlier, namely that only in
the stockholders’ letter can one discover the ideas and rationale be-
hind management actions and decisions. It is there where CEOs
talk about their strategies, defend past actions, and, if you are for-
tunate, disclose plans. Moreover, as noted, a comparative study of
these statements can indicate their credibility.

Other reasons to study the annuals and quarterlies will be dis-
cussed later on, but at this point consider that almost anything the
corporation provides by way of information is worth perus-
ing—always assuming it is done with an educated eye. Moreover,
occasionally you will spot contradictions between one section of the
annual report and another.

A prime example of this can be found in Procter & Gamble’s
1984 Annual Report. For the fiscal year ended June 30, 1984, P&G
earned $5.35 per share versus $5.22 in 1983, hardly an earth-
shattering advance. Moreover, the company revealed that part of
the improvement came from changes in its corporate tax rate, which
declined to 37.6 percent from 44.1 percent in 1983, this equal to
$0.56 per share. Finally, the 1984 figure included an $0.18 per share
special item against one of $0.10 in 1983, both resulting from swaps
of stock for debt. So the company actually experienced an operating
earnings decline in 1984, a fact which is noted elsewhere in the
Analysis and Discussion section—located in the back of the report.!

In the letter, management explained that the “modest earnings
increase . . . reflects the cost of broadening the Company’s product
base and augurs well for the long-term health and vitality of the
business.” So it would appear that P&G believed it would reap a
bountiful harvest from the investment in new products somewhere
down the line. All’'s well and good, for this is a sign of vigor and
health. As will be seen, in some new product areas increased mar-
keting expenses can be an indication that better bottom-line results
are in the offing. This will be discussed in some detail in Chapter
5. But it hasn’t been the case recently in toiletries and related items.

Changes in family structure had something to do with it. Says
an advertising executive who once worked at P&G, “There is no
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way the traditional housewife, who is generally a smart shopper,
is going to go for something like a toothpaste pump. Today’s con-
sumer will [go for such gimmicks], however, and that’s the kind of
thing P&G might not see.”

Given the breakdown of the nuclear family, two-job families,
women’s liberation, and related social changes, men do more of the
shopping than they used to. Studies show that husbands select dif-
ferent brands than their wives 43 percent of the time. So it was that
P&G’s Crest toothpaste, long an industry leader, was being seri-
ously challenged by Colgate. Tide was threatened by Wisk, and
Pampers, which once had 75 percent of the disposable diaper mar-
ket, was down to less than 33 percent in 1985.

Increased advertising budgets, which in the past had enabled
P&G to increase market share, weren’t doing the job as well. “The
old disciplines haven’t been as successful as they were in the past,”
wrote Cliff Angers, a senior vice president at Ogilvy & Mather in
a report on P&G.?

None of these basic problems is discussed in the P&G annual
report—I wouldn’t expect them to be. But in the analysis and dis-
cussion section we encounter this explanation: In addition to the
aggressive investment program there was “the highly competitive
climate faced by many of the Company’s established brands in the
U.S. consumer business.” Which is another way of saying that rivals
have turned in a remarkable job of “catch up.” That this would be
a long-term problem could be seen in the fact that for the fiscal
year ended June 30, 1985, P&G’s earnings dropped for the first time
in three decades.

Convergent Technologies (CVGT), once one of the hottest
stocks of the microcomputer age, also offers a good example of dif-
ferential disclosure. For 1983 the company reported earnings of
$0.40 a share compared with $0.42 in 1982. CVGT’s Annual Re-
port and letter were both optimistic, but the 10-K provided a some-
what different picture. '

Among CVGT’s more important products were multiprocessor
superminicomputers known as the NGEN work stations and the
MegaFrame, upon which the company had pinned much of its
hopes. The letter started out by noting that “1983 was a year of
progress and challenge for Convergent Technologies.” Now this
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word “challenge” always puts me on guard; managements often use
“challenge” to mean “trouble.”

The rest of the letter was relatively upbeat, however, though
there were exceptions. For example, NGEN shipments were below
and costs above expectations. The reason: “Slow manufacturing
start up and disappointing performance by some suppliers.” There
were words of praise for WorkSlate, a powerful portable micro-
computer which can also function as a terminal. “These machines
were sent as ‘high tech stocking stuffers’ to initial customers order-
ing through the American Express Christmas catalog,” with a good
reception.?

Some of the numbers weren’t at all pleasing. Revenues rose
from $96.4 million to $163.5 million, net income went from $11.9
million to $14.9 million, but CVGT earned only $0.40 per share
compared with $0.42 in 1982 due to a substantial increase in the
number of shares outstanding.*

Despite this the letter ended on a note of triumph. “Upon re-
flection, 1983 was a year of investment and a year of rewards.
.. . We have retained our tough operating culture and entrepre-
neurial spirit, and will continue to set demanding goals for our-
selves.”

The 10-K presented quite a different picture, one of the
clearest examples of differential disclosure recently seen. In that
document we learn that there was only one supplier for the ad-
vanced microprocessor upon which MegaFrame is based, and one
for the disk drives. “To date the disk drives have been manufactured
in limited quantities and the microprocessor is on allocation from
its manufacturer.” The report went on to claim that this had no
material impact upon the business, but later in the 10-K we read
that “with the increased demand for certain components in the
computer system industry the Company believes that there is a
greater likelihood that the Company will experience such delays.”
Further, “some of these new components have yet to be manufac-
tured in volume by their suppliers. The Company’s ability to man-
ufacture these products may be adversely affected by the inability
of the Company’s vendors to supply high quality components in
adequate quantities.”®

A similar situation existed for WorkSlate. The company stated
that production and shipments increased in the first quarter of 1984,
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“but have not reached anticipated levels.” The problem? Avail-
ability of components, “and the development and management by
the Company of retail channels of distribution, an area in which
the company had no prior experience.”” (It should be noted that
CVGT discontinued the WorkSlate in 1984, resulting in an after-
tax charge of $11 million.)

What this amounts to is a concession that the failure of a single
supplier could bring to a halt one of the most important parts of
CVGT’s business, and that there were no alternate sources of sup-
ply. Moreover, the firm lacked experience with some of its new
products, and so failures might easily have developed—hardly the
kind of situation to create confidence in the hearts and minds of
customers—or investors.

Suppose everything turned out as well as might be hoped.
Components arrive on time, and they are flawless. The market for
WorkSlate and MegaFrame exceeds expectations, and the company
has no trouble marketing its products. What then?

There were approximately 36 million shares of CVGT out-
standing at that time, this for a firm whose revenues came to $163.6
million. The 10-K notes that approximately 46 percent of its total
revenues came from Burroughs Corp., which sells CVGT products
under its own labels; the Annual Report calls this “more than 10
percent of consolidated net sales” and lets it go at that.

The loss of this business would have a very negative impact
upon CVGT. Notes accompanying the Annual Report observe that
Burroughs owns warrants to purchase 1.5 million shares of CVGT
at $6.53 or 1.6 million at $6.67, based upon purchases of worksta-
tions. The 10-K elaborates upon this. Under certain circumstances
Burroughs could obtain licensing from CVGT and go into the field
on its own. Is this a possibility? “The Company believes Burroughs
intends to commit to the volume purchases necessary to exercise the
manufacturing license and will exercise the manufacturing license
for the NGEN and MegaFrame products. Such exercise could have
a material adverse effect on the Company’s future revenues. . . .

In July, 1984, the SEC issued a bulletin dealing with warrant
accounting for the issuance of stock. In the future, common stock
warrants would have to be valued on a different accounting basis
from that previously employed by CVGT. In its 1984 Annual Re-
port the company observed that it was unlikely that additional war-
rants would be granted in connection with future Original Equip-
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ment Manufacturer Agreements. CVGT added that it had granted
‘Burroughs a license to manufacture some of its products and that
Burroughs had commenced doing so.

The bottom line for CVGT in the summer of 1984 was that
there was a good chance the company would come in for its share
of troubles in the year ahead, and that if it avoided the shoals it
could either be dominated by its major customer or come under its
wing. What might the investor have gathered from this situation?
He would have seen the importance of looking at a company’s 10-K
report as well as the annual report for what I call differential dis-
closure. CVGT had some major problems; the stock should have
been avoided.

The situation at Academy Insurance Group (ACIG) was more
complicated. This is an aggressive concern established in 1968 to
develop and provide insurance for military personnel. Academy
marketed the forerunner to the popular Universal Life policies and
created its own agency structure from scratch, training former
commissioned and noncommissioned officers to become insurance
salesmen. The results were impressive; in its 1983 Annual Report
the company noted it had racked up 22 consecutive quarters during
which earnings increased at least 35 percent. Financial World
named it the number one growth company in the insurance indus-
try and gave it an “A” rating based upon its financial condition.

Academy also expanded into other fields, purchasing the Ami-
stad Savings & Loan and a resort complex in the Poconos which it
was converting to time sharing. More of the same was promised for
the future.”

As might be expected, Academy captured the attention of the
cognoscenti; on an adjusted basis its stock rose from 1/4 to 17, and
seemed headed for even better things.

Then the facade cracked. In December, 1983, Barron’s ran an
article in which agent misrepresentations were noted in the sale of
the company’s Estate Conservation Plan Insurance. The magazine
also observed there could be a write-down due to problems that
had developed within Academy’s conservation plan insurance di-
vision. In the 1983 Annual Report President Alvin H. Clemens de-
nied some charges, conceded others were partially true, and at-
tempted to minimize the problems.

Now we come to the matter of differential disclosure. In the
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first quarter of 1984 earnings per share rose from $0.24 to $0.27,
nice enough but hardly up to the level of earlier periods. Poring
over the 10-Q, I noted that Academy reported revenues of $2.2 mil-
lion and after-tax earnings of $600,000, or $0.04 per share, from
sales of Poconos units. Now this element was not present in the first
quarter of 1983. Thus, earnings from insurance operations were ac-
tually down on a year-to-year basis. My interest piqued, I went
back to the 1983 10-Qs and Annual Report and discovered that 40
percent of the increase in earnings for the 1983 fourth quarter had
come from time-sharing sales.!®

Later on we will see how anyone equipped with the proper
analytical tools could have arrived at this conclusion, but we are
now concerned with differential disclosure, and how it applies in
this case.

Stockholders in Academy would have noted that the annual
played up the importance of this activity, but it was not even men-
tioned in the 1984 first quarter report. One can’t read the minds of
management, but the quality of earnings from insurance is better
than that from time-sharing sales. A dollar of earnings from an in-
surance policy is usually part of a continuing stream, while one
from real estate sales can be a one-shot addition to the bottom line
(a matter which will be discussed and analyzed in some detail in
the next chapter). The mass marketing of time-sharing units is a
volatile, hard sell business, and companies in that area generally
command a low price—earnings ratio from investors. This may ex-
plain why Academy now chose to downplay this activity, even
though it was contributing to revenues and profits.

Executive Vice President and Treasurer W. Benjamin Weaver
offered this explanation. While conceding that the Poconos venture
had become “more important” for Academy, he said it wasn’t a
“major element.” He went on to say that “I guess we probably
should have emphasized time-sharing more in the first quarter re-
port,” but he thought it best to concentrate attention on moves taken
to rectify problems in the firm’s insurance business.!!

As might be expected, companies like to put their best foot
forward. And this example of differential disclosure should have
warned investors away from the stock. Writing in Quality of Earn-
ings Report on June 11, 1984, I observed that “this factor could
continue to affect ACIG’s price earnings ratio over the next several
years.
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First Boston analyst David Seifer, who had been close to the
situation and a bull on Academy, disagreed strongly with my anal-
ysis, not unexpectedly since he had been putting out buy notices
with some regularity. Seifer thought the insurance business would
expand significantly, and that the stock would outperform the mar-
ket in 1985. “If ACIG comes through with earnings and return on
equity the multiple will take care of itself.”!?

But it didn’t come through. In 1984, Academy incurred a loss
totaling $12.8 million or $0.81 per share. This loss was primarily
attributable to problems within the company’s estate conservation
plan division. That year Academy’s time-share resort segment of
business wound up with an operating loss of $431,000 compared
with operating income totaling $1.9 million the previous year.!3

Academy’s problems continued into the following year. In the
first quarter of 1985, its time-sharing business incurred a pre-tax
loss of $2.9 million. This was partially due to two charges totaling
$1.6 million for doubtful accounts for prior sales and for the costs
of closing a sales office.!

Another excellent illustration of substantial differential disclo-
sure was the 1984 Annual Report and proxy statement for Texas
Commerce Bancshares. Cast your mind back to the situation in
Texas in March of 1985, when the proxy was mailed. Texas ‘was
going through its biggest banking collapse since the Great Depres-
sion, with dozens of institutions in trouble due to failed loans to
energy companies and wildcatters as well as to speculators in the
booming real estate market. One could go through the state and
see rows of drilling rigs in the parking lots of many banks, repos-
sessed due to failed loans. “In Texas, we’ve been having hard times
in both energy and real estate,” said Joseph Grant, vice chairman
of Texas American Bancshares, but the worst seemed over. James
J. McDermott, banking analyst for Keefe, Bruyette & Woods ob-
served that “Texas banks have to be among the most heavily ex-
amined in the country. These guys from the [Comptroller of the
Currency’s] office have pitched tents in Houston and Dallas.”!®

With all of this there seemed little to worry about regarding
Texas Commerce Bancshares (TCB), a regional powerhouse which
with Morgan Guaranty Trust was one of the two American bank
holding companies with the highest S & P rating.

Texas Commerce had grown rapidly, its deposits rising from
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under $3 billion in 1974 to more than $13 billion ten years later.
Part of this was accomplished through mergers; by 1985 there were
66 member banks under its wing, with offices in the Southwest,
but also in such places as Brazil, Bahrain, Venezuela, and Mexico.
Most of the business was in Texas, however, with close to 60 percent
in commercial loans and leases. In 1984, TCB earned $5.64 per
share versus $5.50 the previous year. Included in the TCB 1984 an-
nual report was an interesting footnote under the caption Loans and
Lease Financing which read as follows:

Certain related parties (directors and officers of Texas Commerce and
Texas Commerce Bank-Houston and their affiliates, families and
companies of which they are principal owners) were loan customers
of Texas Commerce and its subsidiaries in the ordinary course of busi-
ness. Such loans were made on substantially the same terms, includ-
ing interest rates and collateral, as those prevailing at the same time
for comparable transactions with unrelated parties and did not in-
volve more than a normal amount of risk [emphasis added].

The total came to $545 million, up from $522 million at the
same time the previous year.!¢

Now there isn’t anything wrong with this. In fact, the directors
and officers might have been complimented for having brought
their business to TCB rather than some other financial institution.
After all, they were paying the going rate, weren’t they? At least
that is what the Annual Report indicated.

On March 16 or a day later, depending upon the mails, stock-
holders in Texas Commerce received their proxy statements, and
most doubtless discarded them or filled out the enclosed reply card
and sent it on. Such is the ordinary practice. But as I suggest, you
should read everything the company puts out, because while some
of the material is puffery, other reports and statements contain in-
formation management would rather you didn’t know, but must
release to comply with the law. And such was the case with the
1985 proxy.

The notice opened with a letter inviting shareholders to the
annual meeting which was scheduled for April 16. Then there was
a brief agenda—little of consequence—followed by twelve pages of
pictures of directors, along with their occupations, years of service,
and age. As befits an institution of TCB’s status, they are a pres-
tigious lot. Among their number are T. Boone Pickens, former Sec-
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retary of Energy in the Carter Administration Charles Duncan, and
former Congresswoman Barbara Jordan.

On page 22 was an item, entitled: “Certain Transactions with
Directors, Director Nominees and Executive Officers,” this man-
dated by law, and it was here where prudent stockholders could
have discovered information of some significance.

TCB stated it had made loans to John Duncan, R. W. Mon-
crief, and Pat R. Rutherford for assorted real estate deals. Addi-
tional loans went to other Board members. The notice reiterated
the statement made in the Annual Report, namely that all loans
were made at prevailing interest rates. But it then went on to say
that:

In connection with an examination by representatives of the Comp-
troller of the Currency, Texas Commerce Bank-Houston has been in-
formed that certain actions taken by it . . . may have constituted
violations of the Financial Institutions Regulatory and Interest Rate
Control Act of 1978 (FIRA). This law requires that any loan to a

- director of a bank or bank holding company or a related entity be
made on substantially the same terms, including interest rates and
collateral, as those prevailing at the time for comparable transactions
with other persons and further requires that these transactions not
involve more than the normal risk of repayment or present other un-
favorable features. Texas Commerce Bank-Houston is of the opinion
that there were no such violations'” [emphasis added].

In mid-March of 1985, TCB announced that it expected earn-
ings of only $0.92 per share for the first quarter. A month later, the
bank came in with a figure of $0.90 compared with $1.41 in the
same period in 1984, this a 36 percent falloff. The decline was TCB’s
first year-to-year quarterly drop since 1968.

TCB’s common stock declined by approximately 30 percent be-
tween January and April, and some might have thought it a bar-
gain. Even so, I would not go out of my way to own shares in TCB.
This is because TCB revealed that its related party loans, which
totaled $545 million at the end of 1984, included $76 million (or
14 percent) that were either classified as nonperforming or consid-
ered to be potential problems. Yet, the bank also had stated that
the insider loans were made on substantially the same basis as those
with unrelated parties, and did not involve more than a normal
amount of risk. So one must be concerned about the quality of loans
that TCB makes with unrelated parties as well.
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In reference to insider loans, TCB announced in August 1985
that an investigation by the Comptroller of the Currency regarding
allegations that it gave preferential treatment on loans to two di-
rectors “were not supported by facts and are therefore being totally
dismissed.”18

Years ago Speaker of the House Sam Rayburn told a reporter
that he never lied, not so much because he was an innately truthful
person, but rather that he had a hard time keeping track of just
who it was he told which story. This isn’t a prelude to a suggestion
that corporations are duplicitous or chronic deceivers. Rather, they
hire scores of public relations experts to enable them to present their
best sides and play down the bad, much in the way a man with a
weak chin might grow a beard or a woman with wide hips dress
to achieve an illusion of slimness.

The trouble is that often these attempts backfire—astute ob-
servers discern that weak chin and those spreading hips. But to do
so takes a trained intellect and keen powers of observation, neither
of which is innate, but rather learned. In this chapter I have dis-
cussed differential disclosure. We have seen how materials in the
Annual Report often contain the equivalent of that beard and dress,
and that materials filed with the government or buried in the backs
of annual reports reveal what is under them. Investors ignore these
things at their peril.



CHAPTER 5

Nonoperating and/or
Nonrecurring Income

IF Yyou BELIEVE Standard & Poor’s Stock Reports and Moody’s
Handbook of Common Stocks, those two reference bellwethers, in
1982 Pepsico (PEP) reported $2.40 per share which rose to $3.01
the following year, for an increase of 25 percent. But subscribers
to The Value Line Investment Survey, an equally reputable pub-
lication, were informed that the 1982 earnings did not come to
$2.40, but rather to $3.24 and 1983’s to $3.01, for a decline of 7
percent.

This is hardly a minor difference; according to which set of
figures was accepted, PEP was either roaring ahead or stagnating.
Nor was it a matter of typographical errors; S&P and Value Line
maintained that 1982 statistic in subsequent reports.

The explanation for this divergence involves the matter of non-
operating and/or nonrecurring income (NO/NR), a subject which
accountants debate with the kind of passion and zeal usually wit-
nessed at political conventions and in barroom discussions of the
merits of one team or player over another, though their language
may seem arcane to those outside of the profession. It is a technical
issue which, depending upon the stance you take, can result in the
kind of disagreements seen in the case of PEP.

While the debate can become quite sophisticated, as will be
seen, the principles involved aren’t all that difficult to comprehend.
More to the point, it is a matter which in some cases can be quite
crucial when it comes to investment decisions. But before turning

55
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to the abstractions, let us see what is behind this difference regard-
ing Pepsi’s earnings.

In 1982 PEP reported an “unusual charge” relating to the
write-down of overseas bottling assets, which previously had been
overvalued due to the application of improper accounting tech-
niques. The charge amounted to $79.4 million, or $0.84 per share.

It would appear that such things are unusual and so might be
considered nonrecurring. This was why Value Line decided to ex-
clude the item from PEP’s earnings, and so reported the higher fig-
ure. S&P and Moody’s, on the other hand, opted to include the
charge, and so came up with the lower figure.

This is a fairly recent problem. At one time accountants would
almost automatically classify any charge or earnings not resulting
from operations as nonrecurring. Thus, profits or losses from any
one-time deal or from any source other than the company’s prime
business were placed in this category. But in the 1970s the profes-
sion decided to cut back on the use of this convention, which opened
a can of worms. Pepsi’s accountant, Arthur Young & Co., holds that
companies, in general, have write-offs of assets on a regular basis,
which is to say they are not extraordinary, and so should not be
reported as such. Another accounting firm might take a different
view of the matter. “Does this situation make sense?” asked Forbes
reporter John Heins, who answered his own question. “To the ac-
countants, maybe, but not to us.”!

Most of the time the differences between operating and non-
operating income are quite clear; the problem comes on close calls.
One can readily agree that some charges are unusual, such as the
expropriation of assets by a foreign government or a loss due to a
natural disaster such as a fire when destroyed properties are un-
insured. On a more individual level, a million dollars won in a lot-
tery drawing could be seen as nonrecurring.

Take the example of a company that sells a property on which
it makes a $1 million profit. Is that nonrecurring? It probably is if
the firm is a small manufacturer of electronic parts moving to a
new location after a couple of decades in one place. However, what
about a real estate operator who engaged in this transaction on a
regular basis? What for the electronics firm is unusual is bread-and-
butter for him.

Intent is another matter that clouds the issue. In the 1960s
many conglomerates purchased casualty insurance companies—
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ITT acquired Hartford, Leasco took over Reliance, and Avco ob-
tained Paul Revere, to name just three instances. There were many
reasons for this interest, one of which being the nature of the busi-
ness and the way it functioned under law. All casualty companies
are obliged to maintain large reserves. The funds are invested in
stocks, bonds, mortgages, and other holdings which generate sub-
stantial investment income.

When ITT Chairman Harold Geneen, an accountant himself,
purchased Hartford, he was reported to have remarked to an aide,
“Well! The Hartford acquisition is going to give us the opportunity
to have programmed earnings!” There would be serious problems
in the future with Hartford. Nonetheless, as another former exec-
utive put it, “The Hartford portfolio was played like a violin.”?

By this he meant that whenever ITT wanted to report higher
earnings, it could have Hartford sell part of its investment portfolio
to show a profit—just about whatever number was required, it
could produce.

At the end of 1974, Hartford’s equity security portfolio had a
cost of $879 million. However, the market value of the portfolio
was only $638 million. The difference between cost and market was
an unrealized paper loss of approximately $241 million. Yet, in
1974, Geneen was able to run through approximately $22 million
in after-tax net realized gains from Hartford’s equity portfolio.

Of course this can’t go on indefinitely. In time a good portion
of profits may be realized, and portfolio gains taper off. For ex-
ample, in 1983, ITT’s insurance and finance subsidiaries generated
pre-tax net realized investment gains totaling $74 million. At year
end 1983, ITT’s insurance and finance subsidiaries had investments
in equity securities at a market value of $502 million, with un-
realized gains of $77 million. In 1984, these subsidiaries recorded
pre-tax gains totaling around $118 million. At the end of 1984,
however, the subsidiaries carried their equity position at a market
cost of approximately $185 million—with an unrealized loss of $1
million! Clearly it will be difficult to generate substantial addi-
tional profits from this portfolio. So it is evident to me that over
the next few years, barring a spectacular stock market, ITT’s equity
security gains would sag.

Still, the question remains: Should these earnings be consid-
ered nonrecurring? Keep in mind that all of the insurance com-
panies purchase and sell securities every year, which brings up the
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matter of motivation. So it comes down to this: Would you call the
sale of a large amount of the holdings that produces a substantial
profit for any particular year nonrecurring?

Consider the following dramatic ploy, which market veterans
will find familiar. An old administration fallen on bad times is re-
placed by a fresh new one, which takes an accounting “bath,” thus
showing a large loss. The slate wiped clean, profits tend to rise in
the following years. Now management goes before the stockholders
and analysts and says, in effect, “We took over a company with a
loss of so many millions of dollars and transformed it into one which
had huge profits.” Of course, management does not indicate that
the losses were nonrecurring—as are the profits. Thus, the matter
is clouded, but this need not mean investors’ eyes need be the same.

Here is how one expert on the subject, Professor Leopold A.
Bernstein of Baruch College, puts the matter:

By “operating” we usually identify items connected with the normal
and usual operations of the business. The concept of normal opera-
tions is more widely used than understood and is far from clear and
well defined. Thus, in a company operating a machine shop, oper-
ating expenses would be considered as those associated with the work
of the machine shop. The proceeds from a sale above cost of mar-
ketable securities held by the company as an investment of excess cash
would be considered a non-operating gain. So would the gain (or
loss) on the sale of a lathe, even if it were disposed of in order to
make room for one that would increase the productivity of the shop.?

Former U.S. Supreme Court Associate Justice Potter Stewart
once said that while he couldn’t define pornography with a great
degree of precision, he knew it when he saw it. Something like that
might be said of nonoperating and nonrecurring income. As in the
case of pornography, one person’s operating income may be anoth-
er’s nonoperating, as seen in the Pepsi case.

Not only is the distinction difficult to make, but unlike many
other items we will be discussing there is no single place in the an-
nual report or quarterlies in which the items are isolated and ana-
lyzed in just these terms. Astute investors have to be prepared to
ferret the information out of the shareholders’ letter, the manage-
ment and discussion segment, and footnotes, as well as the profit
and loss statement. Occasionally one can learn of developments
which impact upon whole industries, or individual corporations,
from the front pages or business sections of the daily press. Alter-
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ations in the tax laws provide one clear example of this, which will
soon be illustrated.

Keep in mind too that it is necessary to consider the magnitude
over the years of increases or decreases in nonoperating income. By
observing this factor on an incremental basis one can better look
ahead to determine if future earnings will be impacted positively
by nonoperating and/or nonrecurring earnings, and make invest-
ment decisions accordingly.

Finally, a thorough understanding of NO/NR matters, while
helpful in appreciating the quality of earnings, is no panacea. Often
the stock can go north while the Q of E goes south, and vice versa.
It is just one additional technique investors can employ to enable
them to be better informed prior to taking action.

Now to see the matter in the context of a specific case.

In late 1984 rumors flooded the Street that Sears, Roebuck
would have a poor fourth quarter, due to losses at its Dean Witter
Reynolds subsidiary, indifferent results at Allstate, and a less than
exuberant Christmas season. For the first three quarters the giant
retailer had earned $2.47 per share versus $2.15 for the same period
in 1983. In that year a robust $1.65 in the last quarter enabled it
to turn in a record $3.80. The consensus among analysts seemed to
be around $1.20-$1.30 for the 1984 fourth quarter, with a few say-
ing it could be lower. Sears would do well to match the 1983 figure,
they thought, and some institutions started selling the stock in the
fall.

Imagine the delight on the part of stockholders and the stock’s
fans when Sears reported earnings of $1.54 per share for the fourth
quarter, for a new yearly record of $4.01.

The trouble is that some $468 million of Sears’ earnings that
year, or $1.31 per share, came from earnings which to my mind
could be construed to be of the NO/NR variety.

To be fair, for the previous year Sears had $208 million in
NO/NR earnings, which worked out at $0.59 per share. One way
to take account for this would be to lower Sears’ 1984 reported
earnings by $1.31, bringing them to $2.70, and then subtracting
the $0.59 from Sears’ 1983 earnings would take them down to $3.21.
This indicates that on an operating basis Sears had a decline of 16
percent instead of a gain of 5 percent. (See Table 5.1, p. 60.)

All of this information could have been gleaned from the 1984
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TABLE 5.1
Selected Figures for Sears, Roebuck, 1984 and 1983
For the Year Ended 12/31/84 12/31/83
Amount Amount

($million) Per Share ($million) Per Share

Allstate tax credits $152.0 $0.42 $104.9 $0.30
Allstate capital gains 71.4 0.20 41.8 0.12
Reduction in deferred taxes,

Alistate 60.0 0.17 —_ —
Gain from sales of property

(Coldwell Banker) 64.7 0.18 46.7 0.13
Swing to other income from loss

(merchandise group) 67.3 0.19 — —
LIFO inventory credit

(merchandise group) 52.7 0.15 15.1 0.04
Total $468.1 $1.31 $208.5 $0.59

Source: Sears, Roebuck, 1984 and 1983 Annual Reports.

Annual Report, but as noted it takes some digging. Here’s how it
is done.

From the annual reports we learn that Sears Allstate Insurance
Unit had an income tax benefit from current operations of $152
million in 1984 against $104.9 million in 1983. The number of
shares outstanding in these two years were 359.3 million and 353.1
million, respectively. Divide the tax benefits by the outstanding
shares and you get $0.42 per share and $0.30 per share.

The Allstate capital gains figures are derived the same way.
They were $71.4 million for 1984 against $41.8 million the previous
year, which comes to $0.20 and $0.12 per share respectively.

Now for the reduction in deferred taxes for Allstate. This was
due to the changes brought about by the Tax Reform Act of 1984,
which that year’s annual report tells us was $60 million and so works
out to $0.17 per share.

From the reports we learn that the gains from the sale of prop-
erty in the two years were $64.7 million in 1984, $46.7 million in
1983, or $0.18 per share versus $0.13 per share.

The swing to other income from losses is a little bit more com-
plicated. The report informs us that Sears’ pre-tax income in 1984
was $1.695 billion, on which it paid taxes of $810.4 million. These
figures are equal to a tax rate of 48 percent. By the way, in 1983
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pre-tax income was $1.440 billion and taxes $687.8 million, which
works out to 48 percent as well.

In the reports for both years we learn that the benefits from a
swing to other income from a loss in the merchandise group was
$129.4 million in 1984, on which taxes of $62.1 million were paid.
Subtract that from $129.4 million to get $67.3 million, divide by
the shares outstanding, and you arrive at $0.19 per share. In the
previous year the loss was $9.0 million, by the way.

In 1984 Sears had a LIFO credit of $101.3 million, and using
the now familiar way of adjusting for taxes this came to $52.7 mil-
lion or $0.15 per share. LIFO credits in 1983 were $15.1 million
which, as you can easily see, was $0.04 per share. It should be noted
that the increase in Sears’ Merchandise Group LIFO credits was
mostly attributable to a lower rate of inflation than anticipated in
reference to the application of the Bureau of Labor Statistics index.
I think it reasonable to conclude that each of these items could be
construed to be of the NO/NR variety.

Sears’ chief financial officer, Richard M. Jones, differed with
this interpretation, noting that Sears “consistently” sells securities
and real estate. Only an “extremist” would call these dealings “one
time” gains, and as noted there are those who would agree with
him. But then Jones added that one might say that $0.41 of the
reported $4.01 figure might be classified as being nonrecurring.*

In 1984 Beatrice Cos. (BRY), then a $9.3 billion food-based
conglomerate whose more familiar brands were Tropicana, Sam-
sonite, Culligan, and Steiffel, paid $2.7 billion for Esmark Inc., a
firm which at the time was in the process of digesting Norton Si-
mon, a conglomerate it had taken over the previous year. Such are
the ways of modern capitalism, in which takeovers are as com-
monplace as a small fish gobbling a smaller, only to be swept into
the maw of a still bigger one, providing yachts and limos for squad-
rons of attorneys, accountants, and investment bankers.

At the time it seemed like a pretty good move, one which made
Beatrice about as large as Procter & Gamble. Into the Beatrice col-
lection came the likes of Avis, Hunt tomato products, Wesson oils,
Peter Pan peanut butter, and the Swift meat business. Most impor-
tant was the premier Esmark grocery distribution operation which
Beatrice CEO James Dutt hoped would enable him to take national
several of his regional brands, such as La Choy Chinese foods and
Country Line cheeses.
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Some analysts seemed less than enchanted, however, observing
that, largely as a result of having to borrow heavily to pay for the
purchase, BRY had increased its total debt from $991 million to
$5.1 billion, much of which was financed at rates ranging from 12
to 14 percent. Dutt lightened the load by selling off $1.4 billion in
companies which no longer fit the pattern he hoped to establish at
Beatrice, but he had a long way to go before paring the debt to
manageable levels.®

Some of these doubts were dispelled when Beatrice released its
quarterly and annual figures. For the fiscal year ended February,
1985, BRY recorded fully diluted earnings of $4.77 a share versus
$3.99 for fiscal 1984, this a close to 20 percent advance. Soon after,
as though to silence critics who were troubled about the sanctity of
the company’s $1.70 dividend in the face of all that debt, Dutt
upped it by a dime to $1.80.

The trouble with all of this is the matter of NO/NR earnings.
For example, the 1985 Annual Report revealed that those divesti-
tures brought in sizable profits—$220 million after tax, which came
to $2.20 per share. (This sum is net of other charges for the inte-
gration and restructuring of businesses.) In fiscal 1984 BRY recorded
“Business Realignment Program” profits amounting to $99 million,
or $0.91 per share.

Beatrice had purchased and sold companies in the past, but
never before on such a widespread basis. Would you call the 1984
divestitures NO/NR? And how about the restructuring operation,
which isn’t the kind of thing one does every year; is that to be con-
sidered NO/NR? My answer to both questions is “yes.” Remove these
figures, and BRY’s fiscal 1985 earnings would be $2.57 a share.

Now for another matter which complicated the Beatrice re-
port, one which benefited a majority of American companies and
which no one could possibly consider a recurring addition to earn-
ings. Under the terms of the Tax Reform Act of 1984, companies
with domestic international sales corporations (DISCs), a device
granted to encourage exports, were forgiven taxes deferred through
DISCs. Well, the footnotes to the BRY report indicate that it took
in an additional $17 million, or $0.17 per share, from this source.
Take that away from the $2.57, and you have $2.40.

Finally, we learn from the footnotes that in fiscal 1985 BRY
recorded a gain totaling $19 million from the annual realignment
of a portion of its outstanding sinking fund debentures in exchange
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for shares of a convertible adjustable preference stock. A lot of that
was going on in 1984, as firms swapped debt for equity and vice
versa in attempts to improve their balance sheets, and investment
bankers like Salomon Brothers, Goldman Sachs, First Boston, and
other imaginative houses were coming up with new wrinkles every
week or so to delight corporate treasurers and confuse wretches like
me who tried to figure out what the real earnings had been. As
common as this was, it is hardly the kind of play that will be
adopted every year or so. Because of this I would classify the re-
alignment as NO/NR. It came to $0.19 per share, bringing the earn-
ings figure down to $2.21 per share.

In all, these three items accounted for $2.56 per share, equal
to 54 percent of BRY’s fully diluted earnings for the 1985 fiscal year.

Doing the same kind of calculation for the fiscal 1984 figure,
I came up with $0.91 per share. Comparing the two, one can see
that without NO/NR income, BRY had an earnings decline of $0.87
per share, which works out to 28 percent.

What kind of NO/NR figures would BRY report for fiscal 19867
I couldn’t say, but even though Dutt sold Beatrice’s chemical op-
erations to Imperial Chemical for $750 million in March, 1985, I
found it difficult to believe they would be as high as those for fiscal
1985. Certainly these gains couldn’t last beyond a year or two at
the most. Hence I thought that BRY would report lower per share
earnings than the Street was forecasting.®

Value Line agreed, lowering its per share estimates for fiscal
1986 from $2.90 to $2.60 on May 3, and then to $2.40 on June 1.7
By then quite a few financial analysts had removed BRY from their
“buy” lists, and S&P had lowered its rating of the company’s secu-
rities from AA to A.

Yet the stock hadn’t done as badly as these developments might
suggest. It was in the low 30s in July, 1985, when a sharply critical
article of the company appeared in Fortune, this being a trifle above
where the stock had been the previous August when the merger
went into effect. The reason? A vogue for the stocks of food com-
panies. Still, I expected little by way of good news out of BRY and
would have avoided the stock. By the way, as I relate in Chapter
9, entitled “Debt and Cash Flow Analysis,” I made a mistake in
taking a negative approach with BRY.

Sometimes a company can generate a significant amount of
interest income from the investment of available cash, a common
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example of an NO/NR situation. Such was the case at Rolm in the
fiscal year ended June 29, 1984.

In the first quarter of that fiscal year this highly regarded man-
ufacturer of rugged computers and private branch exchanges re-
ported earnings of $0.12 per share versus $0.47 for the same quarter
the previous year. This wasn’t completely unanticipated; the firm’s
stock, which had peaked at 80 that summer, had declined by more
than 20 points by the time the quarterly figures were released. But
the picture was much worse than it appeared, since the 1984 quar-
ter’s figure had been distorted by NO/NR items.

In February, 1983, Rolm had a public stock offering that raised
$172 million, and in July it sold 3.9 million shares of its common
stock to IBM for $229 million, for a total of $401 million. This sum
was partially offset later on by Rolm’s tender offer for 4 million of
its common stock, which cost $124 million. At the end of Rolm’s
1984 fiscal year, cash and equivalents totaled $237 million com-
pared with $213 million a year earlier, but during most of the pe-
riod the amount available for short-term investments was quite a
lot higher than that.

During fiscal 1984 Rolm earned $36.2 million in interest and
$26.5 million pre-tax from operations; in the previous year the in-
terest income came to $7 million, the pre-tax operating income to
$54 million. We can see that in fiscal 1984 Rolm was earning more
money on its short-term investments than on operations. Rolm’s
investors probably purchased their stock so as to participate in the
growth of a high tech companys; in fiscal 1984 they got more on the
bottom line from the investments officer than from the technicians
and scientists. (See Table 5.2.)

Many Rolm-watchers were unaware of this. As I told Forbes
columnist John Heins in May, 1984, “Apparently some analysts
lumped all the income together.” Rolm hid nothing, and the atten-
tion drawn to the situation may have been partially responsible for
this condition’s being spelled out in the Annual Report. But those
who followed the stock earlier and didn’t peruse the report with
sufficient care may have obtained the wrong view of what was hap-
pening at the company. This was confirmed by Gerald White,
chairman of the Financial Analysts Federation’s Financial Account-
ing Policy Committee. “From an analyst’s point of view, the geo-
graphic location of the items on the income statement doesn’t really
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TABLE 5.2
Rolm’s Income Before Taxes and Before Interest Income, 1983-1984

(figures in millions of dollars)

Fiscal Year 1983 Fiscal Year 1984
Total Excluding Total Excluding
Pre-Tax Interest Pre-Tax Interest
Income Income Income Income
First Quarter (Sept.) $14.9 $14.5 $ 5.2 $(3.3)
Second Quarter (Dec.) 15.8 15.1 22.0 10.7
Third Quarter (Mar.) 14.6 12.6 16.6 7.0
Fourth Quarter (June) 15.7 11.7 19.0 11.9
$61.0 $53.9 $62.8 $26.3

Source: 1983 and 1984 Rolm Annual Report, p. 32.

matter.” To which Heins replied, “But that’s just the sort of think-
ing you would expect. If the numbers in the annual reports were
all crystal clear, who would need analysts to interpret them?”?

The Rolm example isn’t all that unusual. In 1983 and 1984
scores of companies with high-flying stocks rushed to the capital
market to supply eager investors with additional shares, using the
funds obtained from the flotations to purchase high-yielding short-
term securities, and the augmented financial income made their
results look that much better.

However, it turned out that Rolm’s shareholders did very well
because in November, 1984, the company was acquired by IBM,
which paid $70 per share in convertible debentures due in 2004.
And that too, I might add, is a nonoperating/nonrecurring item.

Subsequently, Fortune related that in the year 1985, Rolm, un-
der the aegis of IBM, lost $100 million or more.®

TIE/Communications was a market star in this period. As the
name indicates, TIE is one of those telecommunications companies
which grew, proliferated, and prospered in the wake of antitrust
decisions culminating in the breakup of American Telephone & Tel-
egraph. It grew faster than most, in part by establishing new units
such as Technicom, which markets telephone equipment to small
businesses and residences. In addition, TIE had a large short-term
investment portfolio, from which it derived dividend and interest
income and gains on sale of securities.
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As recently as 1976 TIE reported revenues of only $13 million;
by 1983 it was up to $324 million. Institutions were taking large
positions in the stock, which rose from $1 a share in 1980 to over
$40 in the summer of 1983. The earnings picture was also quite
pleasing: TIE reported $0.18 per share in 1980, $0.43 in 1981, $0.61
in 1982, and in 1983, $1.13. But it wasn’t that clear-cut, due to
NO/NR.

In 1983, TIE had a public stock offering by which it raised
$61 million, and an additional $46 million was generated through
stock offerings of subsidiary companies. At the end of 1983, TIE
had a short-term investment portfolio which totaled $93.4 million,
compared with $21 million in 1982. Included were marketable
equity securities amounting to $70.7 million compared with only
$7.3 million at the close of 1982. It should be further noted that as
of the end of 1983, TIE also had unrealized marketable equity se-
curity gains of $8.2 million.

As noted, TIE reported earnings of $l 13 per share before ex-
traordinary items, compared with $0.61 in 1982. However, the
company’s pre-tax income was substantially bolstered by financial
income, net, which was $16.5 million compared with an expense
of $1.2 million in 1982, all of which was clearly disclosed in the
notes in the Annual Reports. The swing from financial expense to
financial income accounted for 54 percent of TIE’s 1983 pre-tax
income, which totaled $61 million versus $27 million in 1982. (All
of this was derived from dividends, interest, and gain on the sale
of securities after allowing for interest expenses.)'°

The fact that there is nothing underhanded about any of this
bears repeating; the information was published in the 1983 Annual
Report. But there was that erosion of Q of E to worry about. I first
warned readers about TIE in my Quality of Earnings Report of
April 27, 1984, soon after receiving their 1983 Annual Report. By
then TIE had fallen to the low 20s. Much of its loss was ascribed
to the general pounding being meted to the high tech section; TIE
still had plenty of boosters on the Street.

Things seemed to have changed by June, 1984, by which time
the stock had gone to around 15, due in part to what seemed a
declining growth rate—$0.34 for the first quarter versus $0.25 for
the same period in 1983. But the situation was worse than it ap-
peared due to a NO/NR item—financial income which included
$3.6 million, or $0.11 per share from the sale of TIE’s holding of
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Nitsuko Ltd. stock—and interest and dividends. Consider the fol-
lowing comparisons shown in Table 5.3.

TABLE 5.3
Comparative Statistics for TIE/Communications, 1982-1984

(figures in millions of dollars) |

For the three months ended: 3/31/84 3/31/83 3/31/82
Pre-tax income $18.9 $12.5 $4.1
Financial income 8.2 4.2 (0.4)
Pre-tax income excluding financial income, net $10.7 $ 8.3 $4.5

Source: Quality of Earnings Report, June 11, 1984, p. 102.

In the first quarter of 1984, TIE’s pre-tax income rose 51 per-
cent over the same period in 1983. But when the financial income
is subtracted, leaving the operating income, the advance is lowered
to 29 percent. Compare this to the increase in operating income of
84 percent from 1982 to 1983, and you will see why TIE still ranked
as a sell in June, even as some brokerage firms were recommending
it as a depressed special situation.

The situation turned sour in 1984, when TIE’s earnings sagged
to $0.47 a share from $1.13 in 1983. On a pre-tax basis the company
recorded a $77,000 loss compared with pre-tax income of almost
$61 million in 1983. It is interesting to note that between 1983 and
1984 TIE’s net financial income plummeted to $2 million from
$16.5 million.

In its 1984 Annual Report TIE related that a key reason for
the decline in financial income was

net realized losses on the sale of marketable securities of $3,455,000
in 1984 versus net realized gains of $9,972,000 in 1983, due princi-
pally to the result of the unanticipated liquidation of short term in-
vestments during the third and fourth quarter in order to fund the
cash obligations of Technicom International Inc. to its banks and
suppliers.

In the first half of 1985, TIE reported an operating loss and
in the summer of 1985 sold for as low as 4 1/8 per share.

Now for one of the more intriguing and dramatic examples of
NO/NR income, which will provide an insight into its most blatant
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use by a highly skilled practitioner, who managed to fool some of
the district’s most astute analysts, and whose collapse caused a rash
of red faces in the financial district. I won’t go so far as to say they
could have been spared the anguish if only they had read the com-
pany’s report with some care, for considering their positions they
must have done so. Rather, see for yourself and wonder with me
as we did in Chapter 1 about the value of expert opinion.

The company is Baldwin United (BDW), a financial holding
company cobbled together by Morley P. Thompson. Baldwin’s most
important “product” was the single premium deferred annuity, of-
fered by its National Investors Life subsidiary, and sold by some of
the nation’s most prestigious brokerage houses, including Merrill
Lynch and Prudential-Bache.

In March of 1982 BDW purchased MGIC Investment Corp.
for $1.2 billion. Of this sum BDW borrowed about $600 million.
MGIC is the nation’s largest nongovernmental insurer of home
mortgages. Wall Street seemed to think well of this takeover, since
the price of BDW stock rose substantially in the first 11 months of
1982. So did the reported earnings, making it appear that perhaps
Thompson’s own “magic” was working. For the third quarter ended
September 30, 1982, BDW'’s fully diluted share earnings, before net
realized gains, totaled $1.22 per share compared with $0.82 in the
comparable 1981 quarter, continuing the upward trend established
in the first half of the year. For the nine months ended September
30, BDW recorded fully diluted share earnings before realized gains
of $3.85 versus $2.19 for the 1981 period.

As might have been discovered by a careful study of the BDW
1982 nine months report, all of this was done with accounting mir-
rors. BDW reported nine months earnings of $86.1 million, but in
fact its operating income absent NO/NR income before taxes and
security gains really came to $2.3 million.

Where did that earnings increase come from? As I stated in
the Quality of Earnings Report for November 29, 1982, “During
the nine months ended September 30, 1982, BDW had income tax
credits totaling $83.8 million, equal to $3.70 a share with income
tax credits of $2.2 million, equal to $0.09 a share, during the nine
months ended September 30, 1981.” So you can see that $3.70 of
that $3.85 in nine month income ($86.1 million minus $83.8 mil-
lion) was derived from income tax credits.
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By the same reasoning, BDW’s third quarter figures, minus
these NO/NR items, would have shown a loss of $9.3 million, be-
cause the company claimed income tax credits of $36.7 million and
reported pre-tax income of $27.4 million. This led me to observe
that

We believe that the vast majority of BDW’s income tax credits are
in the nature of “paper” transactions and do not represent cash flow
to the Company. On an interim basis, BDW does not segregate its
provision for current and deferred federal income taxes. However,
because we believe that BDW is incurring losses for Federal income
tax purposes, the Company should provide investors with data seg-
regating current and deferred income taxes. BDW should also pro-
vide investors with an itemized list by category and dollar amounts
of all items attributable to the Company’s income tax credits totalling
$36.7 million, and $82.8 million for the third quarter ended Septem-
ber 30, 1982 and the nine months ended September 30, 1982, re-
spectively.!!

Now “paper” income tax credits are nice things to have if you
need an earnings booster, but you can’t pay the rent or buy food
with them. More to the point, they can’t be used to pay interest on
that large debt incurred by the MGIC purchase, or dividends on
BDW common and preferred. On this point, the April 18, 1983
issue of Fortune comments that, “Trouble was in the making before
the MGIC purchase, however. Those handsome earnings gains
Baldwin has booked since 1979 have largely been paper tigers, in
the form of tax credits, hiding serious shortages of cash flow.” Also,
Fortune related that “about 70% of the tax credits Baldwin books
as current income are merely credits against future income. ‘Tax
credits’ observes a security analyst, ‘are fine for impressing share-
holders, but they are not real money. You can’t pay the bank with
them. 12

Going through the BDW reports led me to recall an old Betty
Grable movie, “The Shocking Miss Pilgrim,” in which a poet and
a musician enter into a deal. The poet admired one of the musi-
cian’s tunes, and purchased it for $5, whereupon the musician al-
lowed that he was a great admirer of one of his friend’s poems,
which he promptly purchased for $5. Each man felt rewarded, each
could claim a profit, but in fact no money really changed hands.
Then I remembered John Anderson’s 1980 comment on how he
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thought candidate Ronald Reagan could balance the budget while
cutting taxes and raising military spending. You may recall that
Anderson said it would be done “with mirrors.”

Well, Morley Thompson had a fine set of mirrors at BDW in
1982. He revealed to some extent what was behind some of his 1982
nine months report. Not enough for my liking, but sufficient for
me to ring an alarm.

As noted in Chapter 1, the BDW situation did attract the at-
tention of James Chanos, who in late 1982 was quite lonely in ob-
serving the paper edifice Thompson had created. Then state reg-
ulatory officials were moved to question his procedures and BDW
unravelled, with the brokerages withdrawing their support for his
SPDAs. Law suits proliferated. BDW, which sold as high as 50,
collapsed to the teens and then below 10. In 1982 it reported a
pre-tax operating loss totaling $123.9 million. The following year
BDW filed for Chapter 11 bankruptcy, Thompson was out, and the
stock finally bottomed out at 2 1/8.

The calculation of nonoperating income requires digging into
the reports and looking into some nooks and crannies in the notes.
It’s all there to see, laid out in front of you, but all too often ignored
by readers. As Sherlock Holmes once said, it is hidden in plain sight,
and investors must behave like detectives in ferreting out the in-
formation.



CHAPTER 6

Declining
and Increasing Expenses

DECLINING AND INCREASING EXPENSES IS a simple enough concept.
Suppose that in order to obtain $100 in revenues a company had
to spend $90 on such things as wages, interest, raw materials, ad-
ministration, marketing, taxes, and other cost items. If this were
the case, the company would report a profit of $10.

Imagine a situation in which expenses are reduced due to a
one-time change. This could be due to the introduction of a radi-
cally different production method which slashes labor costs, a de-
cline in interest rates which enables the company to refinance its
debt at a lower rate, a decline in raw materials prices, a restruc-
turing at headquarters to eliminate staff positions, lower distribu-
tion charges, or a lower tax rate. Any or all of these could be trans-
lated into higher earnings which might continue to benefit the firm
in the future, but not necessarily result in ever-higher earnings.

It works the other way too. Let the tax rate rise, labor or raw
materials costs advance due to shortages, or expensive advertising
campaigns be waged to introduce new products, and earnings could
come in lower than they otherwise might have been.

There are scores of examples by which earnings are increased
or decreased through one-time changes, and others in which earn-
ings remain the same, but their quality can be altered by perfectly
simple, honest, and straightforward changes not appreciated com-
pletely by analysts and investors. Rather than catalogue them, it
might be best to offer specific examples to demonstrate the points.

71
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Take the earnings reported by IBM in 1983 and 1984, which
were $9.04 and $10.77 per share, respectively, for an increase of 19
percent. Right on target, said analysts. But a careful analysis of the
1984 IBM Annual Report would have indicated that while Big Blue
had higher earnings, the true increase was nowhere near 19 per-
cent.

The IBM situation was due to the presence of several items
which increased earnings, but not through any spectacular break-
through in sales. But before doing this, remember that it works both
ways, that these items can penalize as well as inflate earnings.

So let’s begin by noting an item which compromises IBM’s
earnings. The dollar was strong against all foreign currencies in
1984, and since IBM derives around half of its revenues from over-
seas, this meant that the yen, mark, pound sterling, franc, etc. were
translated into fewer dollars. If the 1983 ratios had existed in 1984,
IBM would have reported an additional $0.54 per share—which
would have brought it to $11.31.

In 1983 IBM’s pre-tax earnings were $9.94 billion and the pro-
vision for income taxes was $4.455 billion, or 44.8 percent. The
following year’s pre-tax figure came to $11.62 billion, and the tax
rate was 43.4 percent, which is 1.4 percent lower. Now suppose
IBM’s 1984 earnings had been taxed at the 1983 rate. The arith-
metic is simple enough: multiply the $11.62 billion by 0.014 and
you get $162.722 million. In 1984 IBM had 611.4 million shares
outstanding. Divide the $162.722 million difference by the number
of shares outstanding to arrive at the per share figure, which is
$0.27. (See Table 6.1.) Finally, subtract that from the $10.77 and
you get $10.50.

Now for something more subtle. Due to a cost-cutting program
in effect for several years, IBM was able to reduce its selling, gen-
eral, and administrative expenses (SGA) from 26.4 percent of gross
sales income to 25.2 percent. One key reason for this decline was
the absence of incentives that were offered to IBM employees in
1983 with 25 years or more of service to leave the company vol-
untarily. So an increase in costs in 1983 resulted in a decrease for
the following year. This can be a one-shot deal, not necessarily re-
peated. The lower percentage amounted to another $0.51 per share,
bringing the year’s total down to $10.26.

Here is how I arrived at the figure. As you will see, the method



Declining and Increasing Expenses 73

TABLE 6.1
Calculation of IBM Corporate Tax Rates, 1983-1984,
and Their Impacts upon Income

1984 1983
$5,041 B Provision for Income Taxes $4,455 B
11,623 B Earnings before Income Taxes 9,940 B
43.4 percent Corporate Tax Rate 44.8 percent
44.8
—43.4

1.4 percent difference in rates

$11,623 B Earnings before taxes (1984)

x0.014 Difference in tax rates
$162.722 M Income due to difference in
tax rates

611.4 M Shares outstanding
$162.722 M divided by 611.4 M shares = $0.27 per share

o]

= billions.
M = millions.

was not too different from the one used to calculate differences due
to changes in the tax rate.

SGA for 1983 came to 10.614 billion, which is 26.4 percent of
the gross sales income of $40.18 billion. In 1984, as a result of the
aforementioned factors, SGA rose more slowly than gross sales in-
come—$11.587 billion out of $45.937 billion, or 25.2 percent.

The difference between the two years is 1.2 percent. Multiply
that by the 1984 gross sales income and you get $551.244 million,
this being the savings resulting from SGA. This figure is, of course,
pretax, and so must be multiplied by the corporate tax rate, which
it will be recalled was 43.4 percent in 1984, in order to find how
much in the way of taxes would have had to be paid.* Do this to

*An alternative, simpler method would be to consider that if taxes took 43.4 per-
cent, then the post-tax would have been what remained, or 56.6 percent of the
$45.937 billion. But for the purposes of illustrating the technique, I will calculate
the rate this way.
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obtain the taxes on that savings, and you’ll get $239.293 million,
which is now subtracted from that income due to the SGA differ-
ence ($551.244 million) and you’ll arrive at $312.005 million, which
now should be divided by the number of shares (611.4 million).
And this is how that $0.51 figure was derived.

There is also an interesting little item regarding changes in the
IBM pension plan. As the real return on invested assets rose, most
pension plans have upped the assumed rate of return on their hold-
ings. Prior to 1984, IBM had utilized a very conservative 5.5 per-
cent figure; in that year the company raised it to 7.5 percent.

IBM puts a specified amount of money into the plan each year
which, together with assumed earnings, will cover pensions. The
assumed higher rate of return meant that in 1984 IBM could place
less money into the fund. And since the support of the pension fund
is an expense item, it would lower that cost, in this case $1.180
billion in 1983 to $1.096 billion, or by $84 million, which works
out to $0.08 per share, after taxes.

This figure is derived as follows, and once again, all of the
material can be found in the Annual Report. The contributions to
the pension plan declined from $1.180 billion in 1983 to $1.096
billion the following year, a difference of $84 million pre-tax. Tak-
ing account of the 43.4 percent tax rate as we have in the earlier
examples ($84 M X 0.566) we get $47.544 million in earnings added
due to the drop in costs after taxes. Divide this by the shares out-
standing, and the figure comes to $0.08 per share. Subtract that
from the $10.77, and we come to $10.69 per share.

Changes in the way IBM calculates depreciation is a final item.
In 1984 the company adopted a more liberal method of deprecia-
tion for rental machines, plant, and other property. It was all there
to see in the Annual Report:

On January 1, 1984, for financial reporting purposes, the company
adopted the straight-line method of depreciation for rental machines,
plant and other property capitalized subsequent to December 31,
1983. Rental machines capitalized prior to January 1, 1984, continue
to be depreciated using the sum-of-the-years digits method. Plant and
other property capitalized prior to January 1, 1984, continue to be
depreciated using either accelerated methods or the straight-line
method. In the opinion of management, this change will result in a
more appropriate matching of costs with revenue for these new assets
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as a result of evolving changes in our operations, maintenance costs,
and technology. The new method conforms to prevailing practice in
industry.!

This clear statement ends with: “This change did not have a
material effect on 1984 earnings.” However, in reference to mate-
riality, accountants usually do not consider an item to be material
if it approximates 3 percent to 4 percent of earnings. But, many
investors would consider an item to be material if the incremental
impact upon earnings growth is significant. With IBM in the year
1984, this was the case. In 1984, IBM’s depreciation expense
dropped to $2.987 billion from $3.362 billion in 1983. But this
means nothing unless related to percentages of rental machines and
plant and other property. Figure this out from the numbers given
by the company, and it comes to 10.15 percent for 1984 versus 11.52
percent for the previous year. Thus, IBM was charging less to de-
preciation in terms of percentage of rentals and the like in
1984—around $0.37 per share. This adjustment would reduce 1984
reported earnings from $10.77 to $10.40 per share.

By now the method applied should be quite familiar, and you
might ask yourself how the number was derived before reading
ahead. (See Table 6.2, p. 76.)

Let us go back to where we began. The casual reader of the
Annual Report saw an increase from $9.04 per share in 1983 to
$10.77 in 1984, a 19 percent advance versus the 14 percent increase
in revenues. But the adjustment figure of $10.08 per share, reflect-
ing the cumulative effect of the five adjustments above, represents
an 11.5 percent advance—indicating that IBM’s profit margin on
operations was declining. It was reason enough to suspect that IBM
was slowing down.

I will return to the IBM case later on, since there were addi-
tional things in the Annual Report (and in the 10-Q for 1985’s first
quarter) which were troublesome. For the moment note that
through all of this CEO John Akers remained optimistic. He con-
ceded the first quarter and then the second might be disappointing,
but announced there would be a turnabout in the second half. As
will be seen, these other items cast some doubt on this, but my
attention to the situation was first awakened by making these one-
time adjustments to the 1984 figures.?
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TABLE 6.2
Contributions to IBM Earnings Made by Reduced Depreciation Expense
for Rental Machines, Plant, and Other Property, 1983-1984

1984 1983
Rental machines and parts $ 6.375 B $ 9.201 B
Plant and other property 23.048 B 19.986 B
Total 29.423 B 29.187 B
Depreciation charged to
costs and expenses 2.987 B 3.362 B
Depreciation as a percentage
of rental machines and parts,
plant, and other property
and expenses $ 2.987 B $ 3.362 B
$29.423 B $29.187 B
Equals 10.15 percent 11.52 percent
Difference: 1.37 percent
Total rental machines, plant, etc. 29.423 B
x 0.0137
Gain due to difference in depreciation
expense on these items 403.095 M
Tax rate (1984) X 0.434
Taxes on gain 174.943 M
403.095 M
— 174.943M
Gain, net of taxes 228.152 M
Shares outstanding 611.4 M

$228.152 M divided by 611.4 M shares = $0.37 per share

B = billions.

= millions.

<
|

Church’s Fried Chicken (CHU) is a fast-food operation which,
as the name indicates, specializes in fried chicken at 1,500 restau-
rants in 33 states.

CHU'’s former management was not a strong advocate of ad-
vertising. Therefore, the company had been skimping on these ex-
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penditures. However, CHU’s new management decided to reverse
field in this area and embarked upon an aggressive and expensive
ad campaign during the first nine months of 1984 (see Table 6.3).

TABLE 6.3
CHU’s Advertising Expenses, Nine Month Periods, 1980-1984

(figures in millions of dollars)

1980 1981 1982 1983 1984
Expenses $4.3 $4.3 $4.0 $3.6 $12.0

Source: Church’s Fried Chicken, 10-Q Report.

The increase in advertising expenses over the same period in
1983 came to $8.4 million, and since CHU had 19 million shares
outstanding, this came to $0.44 per share pre tax. Since CHU was
in the 43 percent tax bracket, this came to an additional expense
of $0.25 per share for the nine months.

A glance at CHU’s quarterly earnings for the period between
March, 1983 and September, 1984 (Table 6.4), would have pro-
vided a good indication that the company’s ambitious advertising
campaign was starting to pay off.

TABLE 6.4
CHU's Quarterly Per Share Earnings, 1983-1984
Quarter March June Sept. Dec.
1983 $0.43 $0.56 $0.35 $0.32
1984 0.36 0.58 0.55

Source: Moody’s Handbook of Common Stocks, Winter 1984 ed.

For the 36 weeks ended September 2, 1984, CHU earned $1.49
a share versus $1.34 in the same period of 1983. I regarded the
$1.49 figure as impressive in the face of those higher advertising
outlays. Also, earnings were beginning to pick up momentum with
CHU turning in $0.55 a share in the September quarter of 1984
compared with $0.35 in the 1983 quarter.

It was apparent that CHU’s additional advertising expendi-
tures were starting to generate the incremental sales that would
translate into additional earnings. On the basis of this, I anticipated
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that earnings in the fourth quarter of 1984 and into 1985 should
hold some pleasant surprises for the stockholders.

There was another factor which reinforced this conclusion.
Like all fast-food operations, the price of raw materials plays a large
part in determining profits. This is because labor costs and over-
heads are lower there than for full-service restaurants, and prices
tend to be stickier. A decline of a penny a pound at the wholesale
chicken market can do wonders to boost margins and profits per
share. The CHU 10-Q report quite handily presents wholesale
chicken prices, indicating further help was on its way from that
source (see Table 6.5).

TABLE 6.5
Wholesale Chicken Prices, Chicago Average, 1982-1984

(figures in cents per pound)

1982 1983 1984
First 12 Weeks 43.79 42.39 57.64
Second 12 Weeks 43.81 42.10 53.04
Third, 12 Weeks 44.65 49.16 50.14
Final 16 Weeks 40.81 50.99

Source: Church's Fried Chicken, 10-Q Report.

Table 6.5 indicates that wholesale chicken prices trended up-
ward between June, 1983, and March, 1984. Then prices started
downward. I concluded that CHU’s per share earnings in the fourth
quarter of 1984 and after would be aided by a lower comparative
percentage cost of goods sold because of the decline in wholesale
poultry prices.?

As it turned out, CHU earned $0.77 per share for the fourth
quarter, an increase of approximately 46 percent over the same pe-
riod in 1983. CHU, which was selling at 28 when I wrote it up in
November, 1984, advanced to almost 40 before splitting 2-1 in early
1985.

There was a similar situation at that old warhorse, Campbell
Soups (CPB). The stock of this superbly managed company went
nowhere until late 1981. That year it reported revenues of $2.8 bil-
lion, earned $4.00 per share, and paid a $2.05 dividend. Sixteen
years earlier, in 1965, CPB earned $1.54 per share and had an $0.08
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dividend on revenues of $713 million. Yet in both years the stock
sold in the mid-30s. So CPB had gone absolutely nowhere in sev-
enteen years. Then it started to rise steadily, and in the summer of
1983 the stock was above 50. The reason: increased earnings made
possible by acquisitions and newly aggressive marketing both in the
United States and overseas, combined with the tonic of a hungry
new management.

The consensus view on Wall Street regarding earnings was that
CPB would show a nice increase for the fiscal year ended July 1983,
perhaps $5.00 per share against $4.64 in 1982, and go on to post
$5.50 the following year—not bad for a company which only a few
years earlier had been stranded in the Sargasso Sea insofar as the
stock was concerned.

In my opinion these estimates did not sufficiently take into ac-
count the matter of declining costs and other special items. Specif-
ically, the company had mounted aggressive marketing programs
with the initial impact of increasing costs, but which, as with CHU,
promised to increase future profits. At least this had been the sit-
uation in earlier years, and I saw no reason to expect anything dif-
ferent this time. Looking at the nine months figures as found in CPB’s
10-Q, I found that marketing and sales expenses as a percentage of
net sales for the nine months reporting period ending April 27, 1980
through May 1, 1983, came to 8.19 percent in 1980, 8.82 percent
in 1981, 9.77 percent in 1982, and in 1983, 11.23 percent.

The main reason for the increase in 1983 was substantially
higher advertising expenses, which in the nine months of 1983 to-
taled $112 million against $61.3 million in the previous year; thus,
expenses in this area almost doubled. (For the nine months ended
May 2, 1982, CPB’s comparative advertising expenditures rose by
only 36 percent.)

Campbell reported nine months earnings in fiscal 1983 of $3.98
per share versus $3.70 for 1982, which was a 7 percent advance,
hardly anything to shout about. Using the same methods as with
IBM, I calculated that the higher marketing and sales expenses were
equal to $0.62 per share net of taxes. In other words, without the
increase in marketing expenses Campbell’s earnings for the nine
months period in fiscal 1983 would have been $4.60, and this would
have been a 24.3 percent advance, more than three times as great.
Quite a difference—and reason to consider buying the stock.

The drill is as follows. During the nine months ended May 1,
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1983, CPB incurred marketing and sales expenses of $283.8 million
on net sales of $2.527 billion, which worked out at 11.23 percent
of sales. For the same period in 1982 marketing and sales expenses
came to $222.6 million on revenues of $2.278 billion, or 9.77 per-
cent of sales. The difference represented an increase of 1.46 percent
in marketing expenses. And 1.46 percent of the 1983 sales of $2.527
billion comes to $36.9 million. CPB’s tax rate was 45.9 percent and
45.9 percent of $36.9 million comes to $16.9 million in taxes. Sub-
tract this from $36.9 million and you get $20 million. At the time
CPU had 32.2 million shares outstanding, so that $20 million rep-
resented $0.62 per share.

In its 10-Q for the nine months ended May 1, 1983, CPB noted
that the company continued to emphasize marketing and mini-
mized price increases. I concluded that CPB’s substantial increase
in marketing and sales expenses in relation to net sales was very
bullish for future operating results. I doubted that Campbell’s earn-
ings for the same nine months in the next fiscal year would be pe-
nalized to the same degree by such expenditures. Thus, I concluded
the Street’s estimate of $5.00 per share for fiscal 1983 and $5.50 for
1984 was probably too low.*

As it turned out, Campbell earned $5.12 in 1983 and $5.93 in
1984, both figures higher than anticipated. The stock continued to
rise, ending the year about 60, and it added another dozen points
the following year.

Let us next turn to Shaklee Corp. (SHC), which in the summer
of 1983 was known to its customers as a major manufacturer and
distributor of health and diet products sold door-to-door by a staff
of dedicated, hard-working agents, on the pattern of Fuller Brushes,
Avon Products, and Mary Kay Cosmetics. At that time Shaklee was
outdoing them all, with sales, earnings, and profit margins ex-
panding nicely. Wall Street was in love with the company; its stock
was a feature in the continuing bull market, going from 7 in 1982
to peak at 42 1/4 that June before falling back, apparently to re-
group.

The reason given by Shaklee’s fans among the analyst frater-
nity was a decline in the growth rate which became apparent in
the June quarter and worsened in the following one. Even so, they
argued, SHC had posted impressive figures for the fiscal year ended
September 30, 1983—$2.71 per share versus $1.90—and as always
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they expected more of the same to come. By November, however,
when the September fourth quarter’s figures became available, the
stock was down to the low 20s, at which time buying programs
were triggered, the thought being that at that level hardly any risk
was involved. The bull’s case was plausible; here was a true growth
stock selling for little more than 8 times earnings, and at a time
when the consensus view was earnings would rise to around
$3.20-$3.50 in fiscal year 1984. It seemed reasonable. After all,
1982-1983 earnings were up by 42 percent, and for the fourth
quarter by 13 percent (see Table 6.6).

TABLE 6.6
Quarterly Per Share Earnings, SHC, 1981-1983
Quarter Dec. March June Sept.
1981-1982 $0.38 $0.38 $0.51 $0.63
1982-1983 0.51 0.73 0.76 0.71

Source: Moody's Handbook on Common Stocks, Winter 1984 ed.

At the very least the bulls might have explored the company’s
Annual Report; obviously a number of savvy bears did so. Had they
gone over it in some detail, they would have realized that a goodly
portion of the company’s earnings was derived from what could
turn out to be one-time factors.

The 1983 Annual Report indicated that SHC’s cost of goods
sold as a percentage of sales revenues declined substantially in fiscal
1983, to 22.31 percent from 24.94 percent. Management noted this
was attributable to “cost efficiencies from higher production levels,
higher margins on several new products, and the reduced infla-
tionary impact on raw materials costs.” And all of these could be
one-time benefits.

By itself this wasn’t troublesome, for SHC had experienced de-
clining cost of sales-to-revenues percentages for quite a while; in
fiscal 1981 and 1980 the figures were 25.57 percent and 28.1 per-
cent, respectively. What bothered me was that in the earlier periods
earnings had expanded accordingly; not so in fiscal 1983, and in
particular for the fourth quarter.

In the Quality of Earnings Report for November 25, 1983, 1
noted: “For the fourth quarter ended September 30, 1983, SHC’s
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cost of goods sold as a percentage of sales revenues declined to 20.54
percent from 23.46 percent in the fourth quarter of 1982. (The sim-
ilar figures in the fourth quarters of 1981 and 1980 were 25.32 per-
cent and 26.78 percent respectively).”® As noted, the per share earn-
ings in the fourth quarter came to $0.71. How much of that resulted
from the decline in the cost of goods as a percentage of sales rev-
enues? Following the procedure demonstrated in the examples of
IBM and Church’s Fried Chicken, I discovered that the lower costs
of goods sold was equal to $0.14 per share after taxes, which brings
the figure down to $0.57 per share.

But there is still more to come. In the fourth quarter SHC’s
corporate tax rate declined to 47.6 percent from 48.5 percent in the
fourth quarter of fiscal 1982. Performing the necessary arithmetic,
we get another penny a share, and so the fourth quarter’s profits
were down to $0.56.

In the 1983 fourth quarter SHC’s other income rose to $1.5
million from $900,000 in the 1982 period. That extra $600,000,
based on the 12.7 million shares outstanding, was equal to $0.03 a
share, net of taxes.

I haven’t provided the arithmetic in these cases because it might
be fun to test yourself to see if you come up with the same numbers.

So we come down to $0.53 per share in the fourth quarter of
fiscal 1983 versus $0.63 for the same quarter of fiscal 1982. For
the year, these items totaled $0.55 per share, equal to 68 percent
of SHC’s year-to-year gain in earnings of $0.81 ($2.71 versus $1.90).
It was evident to me that, in fiscal year 1984, Shaklee could not
again count on these items to bolster share earnings.

To reiterate, there is nothing underhanded about any of this,
or even unusual. But, it struck me then that the stock was in trou-
ble, in the short term at the very least. The message was simple:
sell.

Without the aid from the declining expenses, earnings per share
declined in each of the 1983-1984 quarters. Within a year SHC was
down to 13.

Followers of Texas Instruments (TXN) in recent years have be-
come accustomed to sharp fluctuations in earnings, the most im-
pressive of which occurred when, from a profit of $6.10 per share
in 1982, TXN went to a loss of $6.09 in 1983, and then on to a
profit of $13.05 in 1984. The swing was due to a one-time charge
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in 1983 due to TXN’s withdrawal from the home computer business
and the massive write-downs this entailed. Here we will consider
the declining expenses aspect of the situation.

TXN’s allowance for losses on accounts receivable as a per-
centage of gross receivables came to 10.18 percent in 1982. Due to
the discontinuation of the personal computer operation, TXN in-
creased the allowance to 19.33 percent the following year. In 1984
the allowance dropped to 13.05 percent.

Now let’s see how this impacted upon earnings in Table 6-7.

TABLE 6.7
Calculation of Earnings Benefit from Substantial Reduction in Texas
Instruments’ Percentage Allowance for Losses on Accounts Receivable

Dec. 31, 1984 Dec. 31, 1983

Gross receivables $912.8 M $823.8 M
Allowance for losses on accounts receivable as
percentage of gross receivables 13.05% 19.33%
19.33%
—13.05%
6.28%
$912.8 M
X 0.0628
$57.32 M Pretax difference
X 0.35 Tax rate
$20.06 M Tax effect
$57.32 M Pretax difference
— 20.06 M Tax effect
$37.26 M After-tax effect

+24.2 million shares outstanding
=$1.54 per share

M = millions.

So the 6.3 percent decline in the percentage allotted for losses
served to increase the company’s after-tax earnings by $1.54, a sum
equal to 12 percent of TXN’s 1984 earnings. To go further, using
the same method I calculated just how this impacted on earnings
in the fourth quarter, and discovered that the lower percentage
aided earnings by an incremental $0.64 per share. This was 26 per-
cent of TXN’s fourth quarter earnings of $2.64. (It should be noted
that in the fourth quarter of 1983, TXN earned $3.23 per share.)
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This significant item, coupled with TXN’s inventories imbal-
ance, led me to conclude that TXN would report lower share earn-
ings for the year ended December 31, 1985, than Wall Street was
currently forecasting.®

There is a scene in John Irving’s The World According to Garp
in which the hero and his fiancée consider the purchase of a house,
and while looking one over an airplane plows through the top floor.
Immediately Garp decides to buy, reasoning that while it is possible
for a plane to hit a house once, the chances of its happening twice
are almost nonexistent.

Of course, this is meant as a humorous commentary on how
we interpret statistics. The same can’t be said of declining costs. It
is possible for companies to have a string of them over a period of
time, and investors have to become accustomed to differentiating
between them. It can be a delicate task, and for that reason you
may want to reread this chapter to make certain the techniques are
understood before turning to the next subject. You may also con-
sider going through the quarterlies and Annual Reports of some
companies whose stock you own to see whether or not they have
any of these declining and/or increasing expenses and, in the light
of your discoveries, reassess your views regarding them.



CHAPTER7

Shareholder Reporting
versus Tax Reporting

GO THROUGH investment advisories published by Wall Street bro-
kerages and market services, and you’ll realize they are an art form
unto themselves. Most contain descriptions of the company, per-
haps a few paragraphs about the industry and related political and
social forces, and then go on to current operations and future pos-
sibilities. All contain earnings and other statistics, along with pre-
dictions about where they are headed. '

Seasoned readers know that the prose might be shaded to the
optimistic side, and those projections can be changed by unexpected
developments within the company, industry, nation, or world. But
the earnings might appear carved in stone. After all, how can you
change earnings which have already been posted?

As we have seen, those numbers can be more complex than the
vast majority of investors imagine, and the quality of earnings can
vary by wide amounts. Now that you are properly skeptical re-
garding them, let us turn to a most important aspect of earnings
statements which almost never appear in those advisories, but can
alter your opinion of a company’s prospects considerably.

I have gone through literally thousands of investment advi-
sories over the past quarter of a century and have rarely seen con-
sideration of shareholder versus tax reporting discussed in any of
them. Let me go further, to suggest that only a small fraction of
the 16,000 or so members of the Financial Analysts Federation pos-
sess meaningful knowledge of the fact that most corporations keep

85
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two sets of books, the familiar one for the shareholders, which is
reflected in those advisories, and a second for the Internal Revenue
Service.

Occasionally mention of this appears in the business press. For
example, in discussing President Reagan’s tax reform package in
early June, 1985, Linda Sandler of The Wall Street Journal wrote,
“Ironically, the reported earnings of many companies in both the
manufacturing and service sectors could rise under the new tax plan.
What complicates matters is that companies keep two entirely dif-
ferent set of books, one for shareholders, and another for the In-
ternal Revenue Service.”!

Even a Barron’s interviewer was taken aback in the summer
of 1985 when money manager Ronald B. Haave of R.B. Haave As-
sociates said, “I try to determine what the company’s tax books look
like because that’s more of a good indicator of what cash flow is,
and on balance I like to pay no more than three times depreciation
per share. . . . ” “The company’s tax books?” the interviewer asked,
as though this was a new one for him. Haave replied, “Meaning,
I look at how companies account for depreciation. Do they use
straight line depreciation or accelerated methods? I look at the de-
ferred tax position. Is the accounting more conservative for tax
books than it is for shareholders’ books? If you get into a recession,
is the company actually paying cash taxes while they are showing
losses to the shareholders? These are critical things to look at so I
emphasize accounting and just what the cash position is. . . . ” And
after this, the interviewer chose to change the subject.?

If you don’t know what Haave was talking about, relax. You
will know by the end of the chapter, and see why along with him
I consider this matter one of the more important items in evaluating
stocks.

Can you get a peek at the tax books? Yes, but you would have
to be a substantial shareholder to ask for and receive a copy of IRS
Form 1120, which is the official designation for the U.S. Corpo-
ration Tax Return, on which this information is filed. How sub-
stantial? According to section #6103 of the tax code, which is re-
produced below, you would have to own one percent of the
outstanding stock.

(3) Persons having a material interest: Upon written request, the fil-
ing taxpayer; a spouse who filed a joint return; partners of a part-
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nership; shareholder of an S corporation; one-percent shareholders
and persons authorized by resolutions of the board of directors or by
written request of a principal officer; the administrator, executor, or
trustee of an estate (and the heirs with a material interest that will
be affected by the information); the trust of a trustee (and benefi-
ciaries with a material interest); persons authorized to act on behalf
of a dissolved corporation; a receiver or trustee in bankruptcy; the
committee, trustee or guardian of the estate of an incompetent tax-
payer; and the attorney of the enumerated parties. (Code Sec.
6103(e)) (Emphasis added)

Presented is a schedule M-1 from Form 1120—U.S. Corpora-
tion Income Tax Return. This schedule requires a corporation to
reconcile its income reported to the IRS with the income that is
disclosed to shareholders in annual reports. This key schedule can
be obtained by a one percent shareholder as noted below.

Reconcillation of Income Per Books With Income Per Return
Do not complete this schedule if the total assets on line 14, column (d), of Schedule L are less than $25,000.
1 Netincome perbooks . . . . . . . . 7 Income recorded on books this year not
2 Federalincometax . . . . . . . . . in this return ( )
3 Excess of capital losses over capital gains . . a Texexemptinterest $_ ...
4 Income subject to tax not recorded on books
this year (itemize)

Deductions in th n not charged |
5 Expenses recorded on books this against book income this year (Itemize)

no

deducted in this return (itemize) » Depreciation . . §
a Depreciation . . § b Contributions carryover $
b Contributions carryover §

......................................... 9 Totaloflines7and8 . . . .
6 Totel of lines 1 through8 . . . . . 10 Income (line 28, page 1)—line 6 less line§ .

So if all that you have is a round lot of IBM, GM, or Exxon,
forget about it. Such forms can be filed by the likes of T. Boone
Pickens, Carl Icahn, Irwin Jacobs, or other major corporate raid-
ers, but not by the ordinary investor.

It should be noted that many fiduciaries do own one percent
or more of a particular stock which may be of only minuscule size
in comparison to a Fortune 500 company. Such a stock position is
sufficient for a money manager to secure the actual IRS corporate
tax report of his holding. Yet, I would wager that not more than
one out of a hundred professional managers is aware of Section
#6103 of the Tax Code. One reason for their lack of interest is the
fact that they do not possess the skills to meaningfully compare the
corporate tax return with a corporation’s shareholder books.

In just about all Annual Reports there is a section entitled:
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“Income Taxes,” which does provide information with which an
informed and trained investor can, to a surprisingly large degree,
determine the difference between a corporation’s tax books and
shareholder books. It is a sad commentary that most securities an-
alysts do not delve meaningfully into the corporate tax foot-
notes. I have seldom seen a research report generated on Wall Street
that ever attempted to relay to the reader the difference between
the two means of reporting when there was a sizable gap between
them.

In all fairness, most corporations have a vested interest in pre-
senting their income tax numbers and commentary in stilted ac-
counting jargon fashion, and to compound the problem, neither the
SEC nor the accounting professional requires much more than is
offered, but that is no excuse for attempts to mask the true nature
of annual results. Yet I hope that after you complete this chapter
you will have a good insight into the ways and means of unraveling
this somewhat esoteric material.

In 1984 Church’s Fried Chicken (CHU) provided shareholders
with an income tax footnote which is much clearer than most. Here
it is, reproduced from CHU’s annual report.

Income Taxes

Deferred Federal income taxes are provided for all significant differences between
financial statement and tax earnings. The sources of these differences in 1984, 1983,
and 1982 and the tax effect of each are as follows:

Resulting in current taxes

Tax earnings greater than greater than (less than)
(less than) financial earnings reported tax expense
Sources 1984 1983 1982 1984 1983 1982

(Thousands of dollars)

Depreciation $(2,610) $(2,192) $(2,289) $(1,201) $(1,008) $(1,053)

Capital leases (5,254) (20) (899) (2,417) (9) (414)
Closed stores (734) 1,581 — (338) 727 —
Joint venture -— (2,403) 696 — (1,105) 320
Insurance and

fringes 3,176 (92) 256 1,461 (42) 118
Other 1,232 (56) (518) 567 (26) (238)

What CHU has done in this table is to provide investors with
the sources of the difference between tax earnings and financial
earnings for the years ended December 31, 1982 through 1984. In



Shareholder Reporting versus Tax Reporting 89

the area of depreciation, the figures indicate that CHU’s IRS tax
reported earnings in 1984 were $2.6 million less than the company’s
financial (book) earnings. In reference to depreciation, the table
also shows that in 1984 CHU paid $1.2 million less in taxes for IRS
purposes (tax reporting) than it recorded as tax expense (share-
holder reporting).

For example, in order to determine the impact of the differ-
ence between the tax and shareholder books for the depreciation
expense item, we subtract $1.2 million of taxes computed at the
statutory rate of 46 percent from the tax book differential for de-
preciation of $2.6 million.

The difference comes to $1.4 million, which was equal to $0.03
per share. This means that if CHU had utilized for shareholder re-
porting purposes the same fast depreciation write-off method it used
for tax reporting, the company would have reported earnings of
$1.10 per share or $0.03 less than the reported earnings of $1.13
per share.

If that were all there was to it, I would simply make the state-
ment and let it go at that. Fortunately, however, the material can
be gleaned from the Annual Reports augmented in some cases by
the 10-Ks. But as you have learned by now, you have to know where
to look. A clear and concise discussion of this topic can be found in
Leopold A. Bernstein, Financial Statement Analysis: Theory, Ap-
plication, and Interpretation, 3rd ed. (Homewood, Ill.: Irwin,
1983), Chapter 11.

Charles Vanik, a single-minded former congressman from
Ohio, used to insert into the Congressional Record what he called
the “Annual Corporate Tax Study,” in which he would list corpo-
rations that paid little or no current federal income taxes. Vanik
didn’t question the legality or ability of many companies to sub-
stantially reduce and/or pay no corporate federal taxes, but rather
the appropriateness of the situation insofar as public policy was
concerned.

“Companies, just like individuals, take advantage of every tax
provision they can to lower their taxes,” he related. “They are fool-
ish if they don’t.”

The August 29, 1985 edition of The Wall Street Journal carried
an article which was headlined, “No U.S. Income Taxes Were Paid
in 84 by 40 Big, Profitable Firms, Study Says.” The piece cited a
report by a union-supported group called “Citizens for Tax Justice,”
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which analyzed the Annual Reports of 275 major profitable cor-
porations for the years 1981-1985. The organization contended that
40 of them had had combined profits of more than $10 billion in
1984 and did not pay a cent of federal taxes, and 36 others had
sufficient credits and deductions left over to receive tax refunds for
the previous year.

“The study noted that General Electric Co., which didn’t have
any federal income tax liability from 1981 through 1983, paid $186
million in taxes last year, on $3 billion in profits.”

General Electric does it through the use of tax losses generated
by its wholly-owned subsidiary, General Electric Credit Corpora-
tion. It is difficult to locate information about GECC from the GE
report. You won’t find much detailed information regarding GECC
in the GE annual reports. However, GECC does publish an annual
of its own, which the company will send to you on request.

How would the average investor know about GECC’s impact
on GE’s earnings? By two references that stand out like a windmill
in a wheatfield. In its 1983 Annual Report, GE positioned GECC’s
revenues under “other income,” and in its tax statement, there is
an item entitled “Estimated amount recoverable (GECC—not con-
solidated)” of $692 million, which more than wiped out the parent
company’s $657 million liability for the year. GE also provides a
statement of why this is so.

General Electric’'s Total Tax Position for 1983, Including GECC

For the year ended

GE and GECC taxes (in millions) December 31, 1983
Provision for U.S. federal income taxes:
Estimated amount payable (GE and consolidated affiliates) $ 657
Estimated amount recoverable (GECC — not consolidated) (692)
Net U.S. federal income taxes payable (recoverable) (35)
Effect of timing differences and deferred investment tax credit 741
Total provision for U.S. federal income taxes 706
All other taxes (social security; foreign, state, and local income;
property and franchise, sales and use 1,233
Total taxes payable currently or in the future $1,939

In 1983, GE (including both consolidated and nonconsolidated af-
filiates) provided an aggregate $1.9 billion for taxes of all types pay-
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able currently or in the future. The amount of U.S. federal income
taxes recoverable by GECC (which is consolidated for U.S. federal
income tax purposes but not for financial reporting) [emphasis added]
arises primarily from its leasing activities. The leasing business con-
tinues to grow and provide a broad range of customer companies
with attractive, cost-effective alternatives to direct purchase of plant
and equipment. The leasing activities generating taxes recoverable
in 1983 will result in taxable income in future years. This future ob-
ligation is included in the $741 million for the effect of timing dif-
ferences. The net GE-GECC provision for recoverable taxes includes
$25 million for taxes payable in 1983 and $118 million of tax credits
earned in 1983 and generally recoverable as carrybacks against prior-
year taxes paid.

What this means is that for 1983 GECC reported a pre-tax loss
of over $1 billion for American federal income tax purposes.
GECC’s pre-tax loss, which was produced by considerable depre-
ciation write-offs on leased equipment; plus investment tax credits,
resulted in GECC receiving U.S. federal income tax refunds of $692
million. On a consolidated tax reporting basis, GE utilized GECC’s
tax recoveries to offset the company’s estimated 1983 tax liability
of $657 million. The difference between GECC’s $692 million of
recoverable taxes and GE’s current U.S. tax liability of $657 million
resulted in a tax refund of $35 million.

Table 7.1 (p. 92) shows the relevant tax data for GE and
GECC, compiled from their annual reports for 1981-1983. Among
the more interesting items is the fact that in these three years GECC
generated a total of over $1.9 billion of income tax recoveries for
GE, a sum equal to $4.23 per share. This alone should indicate the
importance of understanding the difference between shareholder
and tax books. The conclusion: GE was substantially understating
its income to its shareholders.

Note the following regarding this table:

Items 1 and 2 indicate the net earnings and per share earnings
of GE.

Items 3 and 4 illustrate GE’s U.S. federal income tax refunds
for tax reporting purposes and GE’s zero corporate tax rate, for
federal income taxes, in reference to U.S. operations.

Item 5 illustrates GE’s current foreign taxes payable.

Item 6 discloses GE’s total U.S. federal income and foreign
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taxes payable for tax reporting purposes. In arriving at these fig-
ures, note that for these years U.S. federal income taxes recoverable
were deducted from current foreign taxes payable.

Item 7 reveals GE’s percentage corporate tax rate, for tax re-
porting. It should be noted that GE’s tax rate for shareholder (fi-
nancial) reporting purposes was 32.1%, 32.7%, and 36.2% for the
years 1983, 1982, and 1981, respectively.

Item 8 indicates GE’s reported earnings from GECC, utilizing
the equity method of accounting for shareholder reporting pur-
poses.

Item 9 reveals that in 1981 GE received substantial tax refunds
from GECC.

Item 10 indicates the cash dividends GE received from GECC
for the years 1981-1983.

Item 11 includes the total GE U.S. federal income tax recov-
eries (refunds) and cash dividends GE received from GECC in the
years considered.

I was one of several who had observed for years the ways GE
managed to dodge so much in income taxes. Gene Marcial of Busi-
ness Week, in his “Inside Wall Street” column of April 26, 1982,
wrote:

An Illuminating Note

The footnotes in a financial statement often yield valuable infor-
mation for investors trying to assess companies whose stocks they own
or want to buy. Sometimes, though, footnotes may be so obfuscatory
that investors just skip past them. For instance, readers of General
Electric Co.’s annual report would have difficulty detecting that its
General Electric Credit Corp. subsidiary has been a bountiful “cash
flow” contributor over the years. GE’s credit subsidiary is among the
most lucrative domestic “captive finance companies based on its role
as GE’s federal tax-refund cow,” says Thornton O’glove, author of
Quality of Earnings Report, which analyzes corporate financial
statements for fiduciary clients. When investors and analysts come
to better understand the significance of GECC to GE in regard to
income tax refunds, GE’s stock could reach at least a slightly higher
multiple,” says O’glove. At around $63, the price of GE’s stock is
about eight times earnings per share.

O’glove says that GE received a federal income tax refund of $104
million in 1981 mainly because of GECC. GE’s annual report simply
mentions that in 1981 GECC had “provisions for taxes recoverable”
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of $633 million. In fact, O’glove asserts that in its consolidated state-
ment for tax purposes GE used the $633 million tax refund of GECC
to offset its 1981 federal tax liability of $529 million, thus getting a
refund. O’glove says that from 1979 to 1981 GE’s fiscal situation aris-
ing from U.S. operations swung from a tax liability of $435 million
to a refund of $104 million. He estimates that swing as equal to $2.37
per share for GE, which reported net earnings of $7.26 a share for
1981.

Them’s no small potatoes.

In 1982 there were approximately 1,500 companies listed on
the New York Stock Exchange. Out of these, I conducted a survey
of 704, in reference to their investment tax credits and depreciation
expense accounting practices. I learned that only 53 of them am-
ortized (deferred) investment tax credits for shareholder reporting
purposes, in contrast to the much more liberal flow-through ac-
counting method. Only 119 corporations, or a total of 17 percent
of those surveyed, utilized either partial or fully accelerated depre-
ciation methods for shareholder reporting purposes.

While differentials between tax and shareholder reporting can
be found in several places in the annual reports, as noted the most
likely locations are in the tax reconciliation tables and related foot-
notes, and it is there where investors should do most of their dig-
ging. A classic case in recent years was that of Wang Laboratories
(WAN), the highly regarded office equipment manufacturer, which
went from a $75 million electronics company in 1975 to a multi-
billion dollar challenger to IBM in 1984.

Playing in the same league as IBM was never easy, as Wang
was finding out in the early 1980s. The company had impressive
strengths, but while continuing to grow was feeling pressures from
competitive machines and services in this highly volatile industry.
Yet earnings continued to rise along with revenues, going from
$107.1 million ($0.88 per share) in fiscal 1982 to $152 million ($1.16
per share) in 1983.

When I perused the Wang annual report for the fiscal year
ended June 30, 1984, I observed several interesting items in the
company’s income tax footnotes, as shown in Table 7.2.

Table 7.2 has three items I flagged down, which are italicized
here for emphasis: certain customer lease transactions, spare parts,
and other. I then turned to the section of the report which delin-
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TABLE 7.2
Wang Laboratories’ Provisions for Income Taxes
and Deferred Taxes, 1982-1984

(in millions of dollars)

1984 1983 1982
Currently payable: $ 2.6 $(6.2) $(0.9)
federal 14.7 7.2 7.5
state 3.7 3.7 2.2
$21.0 $ 4.7 $ 8.8
Deferred—principally federal 30.0 33.0 20.2
$51.0 $37.7 $29.0
Deferred taxes resulted from:
Differences between tax and financial
statement accounting for:
Certain customer lease transactions* $27.6 $33.8 $15.5
Spare parts* 59.0 — —
Depreciation 8.3 9.3 2.2
Other* 9.5 4.9 7.9
Reduction of deferred taxes resulting from
recognition of tax loss and tax credit
carryforwards (74.4) (15.0) (5.4)
$30.0 $33.0 $20.2

*Emphasis added.
Source: 1984 Wang Annual Report.

eates Wang’s “Significant Accounting Policies” and there found the
following:

Income Taxes— The provision for income taxes includes amounts cur-
rently payable and deferred income taxes arising primarily from dif-
ferent tax and financial statement accounting for certain lease ar-
rangements, spare parts and from the use of more accelerated
depreciation methods for tax purposes. Investment credits are re-
flected in earnings as they are realized (the flow through method).
The Company does not provide U.S. Federal income taxes on the
undistributed earnings of its foreign subsidiaries since it intends to
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permanently reinvest these earnings in the growth of the business
outside of the United States. (Emphasis added)

The above figures in Wang’s tax table have been computed at
the corporate statutory rate of 46 percent, but for the sake of sim-
plicity, let’s assume the rate is 50 percent. We can conclude that in
fiscal 1984 Wang’s current tax liability benefited from a $27.6 mil-
lion item attributable to certain customer lease transactions. With
regard to spare parts, Wang charged off an additional $59 million
for tax reporting compared to shareholder reporting. “Other” pre-
sumably comprises added expenses that were charged off for tax
reporting compared to shareholder reporting purposes.

These three items totaled $96 million. Now recall that for the
fiscal year ended June 30, 1984, Wang’s total net earnings came to
$210 million. Therefore, if one simply assumes a 50 percent tax rate,
we find that if Wang’s shareholder books had been kept on the same
basis as its tax books for the above three cited items, the company’s
net income totaling $210 million for shareholder purposes would
have been reduced by the aforementioned $96 million, bringing it
to $114 million. On this basis, Wang Labs’ earnings would have
been slashed by about $0.69 per share from the reported $1.52.

Based upon my analysis of Wang’s deferred tax timing differ-
ences, I concluded that the company was reporting a lower quality
of earnings than previously had been the case, and that possible
trouble lay ahead. So it did. For the fiscal year ended June 30, 1985,
Wang’s earnings declined to $0.11 a share compared to the reported
$1.52 in fiscal 1984. Wang lost money in the fourth quarter, due in
large part to inventory write-downs totaling $137 million pre-tax.
A red flag was there to be seen in fiscal 1984—but only for those
who appreciated the difference between tax and shareholder re-
porting.

The oil industry is a special case due to the nature of many of
its operations, one of the most important being the way exploration
is financed and reported. I shall start out this tale by raising a point
familiar to those in the business, but not well known to others. A
number of years ago Roland Harriman, then CEO of the Union
Pacific, was asked to place a value on that company’s extensive land
holdings. Harriman said he had no idea of the figure. Believing him
to be disingenuous, the questioner asked about oil and natural gas
reserves under the soil, to which Harriman responded that he didn’t
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know what was there, since the company hadn’t explored the most
promising regions and had no intention of so doing in the imme-
diate future. Why was this so? Because, as Harriman explained pa-
tiently, if the true value were known, the land would be taxed ac-
cordingly. Union Pacific was certain that the holding had mineral
wealth in abundance, but for the time being preferred not to know.

How much was Union Pacific worth? What was its real book
value at the time? The answer to both questions is the same: “Who
knows?”

Harriman might have gone on to note that in the oil and nat-
ural gas business there are two methods of accounting: full-cost and
successful efforts, the former being the more liberal variant. Under
the full-cost method all costs, productive and nonproductive, in-
curred in the search for oil and gas reserves, are capitalized and
amortized to income as the reserves are produced and sold. The
successful efforts alternative is that all costs which of themselves do
not result directly in finds should be expensed as incurred. This
means that companies utilizing the full-cost method will report
higher income than those employing the successful efforts ap-
proach. And this, of course, can result in quite a different picture
being presented to investors. What might that difference be? Con-
sider the case of Texas Oil & Gas (TXO), a huge operator of gas
gathering pipelines in the Permian-Delaware Basin in Texas and
Anadarko Basin in Oklahoma, which utilizes the full-cost method
whereby all costs related to the acquisition and development of re-
serves, including failures, are capitalized. Like Wang, TXO had
racked up an impressive record, and in fiscal 1984, ended August
31, entered the ranks of $2 billion companies, in the process upping
its reported earnings from $1.41 per share to $1.65. Was this really
the case, however? Not if you consider that a substantial chunk of
those earnings derived from performing some deep drilling in the
tax code.

In my Quality of Earnings Report dated November 26, 1984,
I questioned the quality of TXO’s earnings based upon an analysis
of the company’s annual report for the fiscal year ended August 31,
1984. The critique was based upon a subjective intepretation of
TXO’s federal income tax footnote which is reproduced here:

Deferred federal income tax expense results from timing differences
in the recognition of expenses for tax and financial reporting pur-
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poses. A description of the differences and the related tax effect fol-
lows (in thousands of dollars):

1984 1983 1982
Capitalized costs related to oil and gas
properties and gas gathering and pro-
cessing operations* $191,572 $151,890 $154,644
Depreciation and depletion (27,926) (15,340) (33,840)
Other 9,354 6,950 9,696
$173,000 $143,500 $130,500

*Emphasis added.

TXO’s letter to shareholders related that “Over the past two
years, the surplus of oil and natural gas has resulted in weakening
energy prices for producers. Reflecting these problems, our
throughput and production levels have been substantially below ca-
pacity while our fiscal 1984 unit margins and prices declined.” After
this sober observation, the letter assumed an upbeat tone.

The red flag this time was in TXO’s federal income tax foot-
note which revealed that between 1983 and 1984 the company’s
capitalized costs relating to oil and natural gas gathering and pro-
cessing operations had risen from $151.9 million to $191.6 million.

My comment was that:

In 1984, TXO, for tax reporting purposes, incurred an additional
$203 million of expenses, equal to $0.96 per share, than was expensed
for book reporting purposes. In 1983, this sum amounted to $167
million or $0.79 per share.

In 1984, TXO’s additional capitalized costs for book reporting pur-
poses increased by $0.17 per share, compared with an earnings gain
of $0.24, whereas in 1983 capitalized costs rose by $0.06 per share
and earnings by $0.23 a share. .

Based upon an analysis of TXO’s deferred tax timing differences,
we question the quality of TXO’s earnings.

On October 30, 1985, TXO and U.S. Steel announced a def-
inite agreement providing for the merger of the two firms. All
seemed to be proceeding smoothly, but by then a few analysts, at-
tempting to understand the combination, started delving into TXO’s
books, and found what has been outlined above. In The Wall Street
Journal’s “Heard on the Street” on January 27, 1986, there was a
quote from Kim Schnabel, a portfolio manager for the College Re-
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tirement Equities Fund, who was incensed by a proposed account-
ing change by TXO that involved a move to a more conservative
method for capitalizing costs relating to property and plant. Schna-
bel was opposed to the merger, not only on the grounds that natural
gas prices were soft, but the fact that TXO’s “supposedly super
earnings record” was now being called into question. Schnabel ob-
served that TXO had deferred the cost of drilling dry holes. In
switching to the successful efforts method, which recognizes these
costs earlier, the company would have to write-off $624 million.
“The net result,” noted the Journal: “Texas Oil’s retained earnings
of $933 million will be marked down by $338 million.”

This caused a flurry in the stocks of both companies, as ana-
lysts wondered whether U.S. Steel’s management had done suffi-
cient work on TXO’s books before making their offer. The merger
finally went through, as shareholders of both companies accepted
the terms on February 12, 1986.

With the merger completed, it would be in the long-term in-
terest of U.S. Steel shareholders to change TXO’s accounting from
the more liberal full-cost method to the conservative successful ef-
forts procedure. This is because with oil and gas prices falling, TXO
could have been facing a substantial write-off of capitalized costs.
Now, under the aegis of U.S. Steel, the company can take an ac-
counting “big bath” that will have the effect of enhancing future
earnings. Also, it should be noted that the Marathon Oil subsidiary
of U.S. Steel utilizes the successful efforts method of accounting and
TXO’s accounting will now conform to that of Marathon.

Consider the case of DSC Communications, a manufacturer
of digital telephone switching systems, one of the more promising
high tech areas. DSC’s earnings had been growing rapidly; in 1984
they increased to $1.40 per share, compared with $0.89 in 1983 and
only $0.23 in 1982—the very model of a modern major growth
company.

But as is so often the case, there was more to it than met the
eye at first glance. And in this instance, it was the growing gap
between shareholder and tax reporting. DSC’s accounting policies
were as follows:

Revenue is generally recognized on switching systems when the Com-
pany has completed all manufacturing to customer’s specifications,



100 QUALITY OF EARNINGS

factory testing has been completed and accepted by the customer and
the system has been delivered to the designated location.

Revenue is recognized on transmission and terminal products gen-
erally when the products are shipped to the customer, except that
certain revenue from long-term contracts in years prior to 1984 was
recognized using the percentage-of-completion method.

Reproduced below from the DSC 1984 Annual Report is an
excerpt pertaining to the company’s provision for deferred income
taxes.

The provisions for deferred income taxes were as follows (in thou-

sands):
1984 1983 1982

Revenue recognition difference between
book and tax return* $31,403 $14,051 § 2,648
Excess of tax over book depreciation 1,316 1,439 297

Excess of tax over book employee benefit
costs 662 1,830 —
Warranty costs accrued (1,710) (1,149) —
Inventory reserves (1,009) (130) 7
DISC 128 1,368 —
Tax credits — (1,929) —
Other 1,270 (580) 101
$32,060 $14,900 $ 3,053

*Emphasis added.

As we have seen, for reporting purposes, DSC recorded earn-
ings totaling $1.40 a share in 1984, $0.89 in 1983, and $0.23 in
1982. During the same years, the company recognized an addi-
tional $31.4 million equal to $0.77 a share, $14 million equal to
$0.37 a share, and $2.6 million equal to $0.09 a share in reference
to revenue recognition for shareholder reporting purposes versus tax
reporting purposes. (For simplicity’s sake, these figures have been
calculated on the basis of a 50 percent tax rate.)

Hence, it was evident that a goodly portion of DSC’s earnings
were the result of faster revenue recognition for book reporting than
for tax reporting. This phenomenon is not necessarily unusual in
the case of fast-growing high tech firms, but there is an added risk
involved in investing in this kind of situation, because of the grow-
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ing gap between tax reporting and shareholder reporting in the area
of revenue recognition. Agreed, DSC does not have to spell every-
thing out in fine detail, but shareholders and investors should be
aware that quite legally, the company is, in effect, keeping two sets
of books, one for shareholders, the other for the IRS.

On October 3, 1985, DSC announced it was restating its 1984
financial statement and its first and second quarter statements for
1985. It related that the previously reported earnings of $1.40 a
share for the year ended December 31, 1984, were being restated
downward to $1.08 per share, and that the 1986 six months earn-
ings totaling $0.68 a share would be reduced to a loss of $0.11.

DSC informed shareholders that the restatement was being
made

to exclude previously reported revenues and earnings from shipments
of current switching expansion ports for which a customer is now
denying any obligation. Our restatements in 1985 exclude revenue
and earnings attributable to sales switching systems to the customer
which were reflected in the first quarter of 1985 and because of a
recent change made by the Company in its revenue recognition pol-
icy for financial reporting in 1985.

In summary, DSC commented that

the weakness in the long distance switching market, which became
significant earlier in 1985, has caused the Company to change its
revenue recognition policy for financial reporting in 1985. The policy
as changed reflects current conditions wherein customer installation
plans and programs are being changed or delayed frequently and
provides that revenue from sales of the Company’s equipment is re-
flected in its financial reporting only when the equipment has been
shipped to the customer’s final installation site.

A few days after this announcement, two shareholders filed
separate class action lawsuits against the company alleging that its
financial reports for 1984 and 1985 were “materially false and mis-
leading.” According to a newspaper report,

The action was taken because of an accounting change and a cus-
tomer dispute over a contract for long-distance switching equipment.
The Company said one of the suits also names as a defendant three
of DSC’s principal officers and its auditor, Arthur Andersen & Com-
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pany. DSC said it intends to defend itself against the suits. Arthur
Andersen officials could not be reached for comment.*

If there is a moral to this—for stockholders, that is—one might say
that a careful examination of DSC’s reports, available for all to see,
would have revealed a very wide gap between DSC’s tax and share-
holder books with reference to revenue recognition. Astute investors
need not have worked out all of the figures: what was required was
a knowledge that, of the two methods of calculating profits, DSC
was utilizing the one that made it appear most favorable.

HBO & Co. was a rapidly-growing corporation in the hospital
processing systems industry. Earnings for 1984 totaled $0.86 a share,
compared with $0.61 in 1983 and $0.44 in 1982. The 1984 HBO
Annual Report was a lavish document, including many color pho-
tographs of the firm’s operations, along with a ten-page section en-
titled: “Investing in HBO & Company,” devoted to testimonials re-
garding operations by financial analysts. And one of the testimonials
in part praised HBO’s conservative accounting.

What could the analyst be thinking of? After looking over the
tax footnote section, it seemed to me that such was not the case,
that here was yet another example of an important divergence be-
tween tax and shareholder reporting.

Start out by examining the following reproduction of that seg-
ment.

The provision for income taxes consists of the following components:

(000 Omitted) 1984 1983 1982

Current portion—
FEderal ........osnisimimsimsasssessomsssssonies $ 86 $1,165 $2,596
SHGEE. v ermaimminommmmmmasis oot d b0 ARS8 152 332 501
238 1,497 3,097

Deferred portion—
Federal .....oooveiiiiiiiiis 8,048 4,168 2,550
o R 980 477 143
9,028 4,645 2,693
Total provision for income taxes .............. $9.266 $6,142 $5,790

Deferred tax expense results from timing differences in the rec-
ognition of certain items for tax and financial statement purposes.
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The tax effects of major timing differences are as follows:

(000 Omitted) 1984 1983 1982

Related to current balance sheet items—
Gross profit on EPLAs and service agree-

ments discounted® ... $1,281 $ (125) $ 300
Other, net ... 34 133 (230)
1,622 8 70

Related to noncurrent balance sheet items—

Gross profit on service agreements

discounted™ ... 5,924 3,979 740
Accelerated depreciation .................... 1,637 528 521
Investment tax credit (Note 1) ............. (443) (5) 1,304
Oher, Nt . cueys womvvsssmss s Fovs i 288 135 58
7,406 4,637 2,623
Total deferred tax provision . ................. $9.,028 $4,645 $2,693

*Emphasis added.

Note that there is a significant difference between HBO’s
shareholder books and tax books having to do with gross profit on
EPLAs (equipment purchase and software license agreements) and
service agreements discounted. These items in total accounted for
additional profits of $0.44 per share in 1984 and $0.24 in 1983 for
shareholder reporting purposes than was recorded for tax reporting.
These figures compare with HBO’s reported earnings of $0.86 and
$0.61.

HBO’s accounting policies in reference to EPLAs and revenue
recognition from Service Agreements as delineated in its 1984 an-
nual report is as follows:

Equipment Purchase and Software License Agreement (“EPLA”)

The Company receives a lump-sum fee for a renewable six-year li-
cense to use the software; the customer purchases the computer
equipment from the Company. Fees under these agreements are in-
cluded in service and fee revenue in the statements of income and
amounted to approximately $4,824,000 in 1984, $10,083,000 in 1983
and $15,565,000 in 1982.

The significant accounting policies adopted by the Company in
preparing the financial statements are as follows:

REVENUE RECOGNITION
Revenue from service agreements is recognized monthly, as billed,
over the life of the agreement, beginning at the system installation
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date or in full on the date the contract is discounted without recourse
to a financial institution. Contracts discounted contributed revenue
of $25,853,000 in 1984, $12,709,000 in 1983 and $3,288,000 in 1982.
Revenue from EPLAs is recognized at the system installation date.

On January 16, 1986, HBO announced its preliminary 1985
results, indicating that earnings would be in the range of
$0.90-$0.92 compared with $0.80 for the previous year. This was
deemed rather disappointing since the Street had thought it would
do somewhat better than that. For the first three quarters, HBO
had reported earnings of $0.77 versus $0.61 for the same period in
1984, and the final quarter, if it came in at $0.13-$0.15, would
look feeble when compared with the $0.23 in 1984.

In the preliminary report HBO commented that “net income
and earnings per share in 1986 are projected to grow at slower rates
than revenue due to management’s goal to emphasize revenue from
recurring sources rather than one-time sales.” Management also re-
lated that it had “implemented a Company-wide cost cutting pro-
gram and other actions to increase productivity and improve mar-
gins in the future.”

I realize that shareholder versus tax reporting isn’t the simplest
thing to comprehend, but nonetheless it is of vital importance to
investors who want to be better able to assess the additional in-
vestment risks associated with the important points I make in the
following paragraph.

Under the umbrella of generally accepted accounting princi-
ples, a company can utilize accounting methods that accelerate rev-
enues for book reporting purposes and/or limit expenses being de-
ducted for financial reporting purposes. When a corporation does
this, it may start out with less aggressive accounting policies and
then change to more aggressive ones in order to maintain the facade
of growth. When this occurs, investors may be forewarned only
through careful analyses of tax versus shareholder reporting. In most
cases due to the lack of meaningful disclosure, the figures presented
are left to the subjective interpretation of the investor. Keep your
eyes on those financial footnotes, however, for they may offer clues
that, with proper interpretation, can prevent you from falling into
many pitfalls.

On a closing note, I find it very significant that the U.S. Sen-
ate’s tax reform bill includes a provision whereby a corporation’s
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book (shareholder) income could become a factor in determining
tax liability. Within this context, under the corporate minimum tax
proposals, one-half of the difference between a corporation’s book
income—the profit it reports to its shareholders—and the profit re-
ported for IRS tax reporting would become a “preference item” for
purposes of determining its alternative minimum tax.



CHAPTER 8

Two Key Ratios: Accounts
Receivable and Inventories

IN 1931, WHEN STOCKS CONTINUED their dizzy plunge during the na-
tion’s most spectacular bear market, Bernard E. Smith, better
known as “Sell ’'Em Ben,” was the king of the district. As the so-
briquet indicates, Smith was a short seller who, as legend had it,
ran from brokerage to brokerage on Black Tuesday, 1929, scream-
ing, “Sell ’em alll They’re not worth anything!” Two years later,
this former longshoreman out of Hell’s Kitchen was taking in more
than $1 million a month, scorching the few remaining bulls.

According to one of many stories about him, Smith was mon-
itoring the stock of a medium-sized industrial company which sup-
posedly was bucking the trend and doing quite nicely. Because of
this the stock was setting new highs almost daily, while the rest of
the list was hitting bottom. Smith was puzzled, and one day mo-
tored to the factory where he asked to see management, only to be
turned away at the gate. Undeterred, he walked around the plant,
and noticed that only one of its five smokestacks was belching forth
smoke. Smith took this to mean the other furnaces weren’t oper-
ating, and so business was bad. Rushing to a telephone, he shorted
the stock which plunged several weeks later when poor earnings
were reported. This was how Sell ’'Em Ben made part of that
month’s $1 million.

The investment world is far more sophisticated today, but such
simple ploys still work better than the most baroque equations
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cooked up in the business schools for use on giant computer main-
frames.

One of these simple ploys—the best method I have ever dis-
covered to predict future downwards earnings revisions by Wall
Street security analysts—is a careful analysis of accounts receivable
and inventories. Learn how to interpret these, and you will have
today’s equivalent of Smith’s smokeless smokestacks. In fact, had
old Ben been able to go through that company’s books, he probably
would have found two things: a larger than average accounts re-
ceivable situation, and/or a bloated inventory. When I see these,
bells go off in my head telling me to analyze that particular stock
in a devil’s advocate manner.

In the summer of 1985, I published a short paper on why ac-
counts receivable and inventories analysis are so important. The
work was presented in a question and answer format, and here are
two of the more pertinent segments:

QUESTION: Why is accounts receivable analysis so important?

ANSWER: Conventional accounts receivable analysis involves run-
ning a ratio called days sales in accounts receivable. This ratio,
which indicates receivable turnover, can illustrate the granting
of more liberal credit terms and/or difficulty in obtaining pay-
ment from customers.

However, even more importantly, the analysis of sales and
accounts receivable may provide a clue as to whether a com-
pany is merely shifting inventory from the corporate level to its
customers because of a “hard sell” sales campaign or costly in-
centives. In such an instance, this type of sales may constitute
“borrowing from the future.” Within this context, it is impor-
tant to note that in most instances, a sale is recorded by a com-
pany when the goods are shipped to the customer.

Also, there is an added cost to the company in carrying an
above-average amount of accounts receivable.

QUESTION: Why is inventory analysis so important?

ANSWER: Obviously, higher trending inventories in relation to sales
can lead to inventory markdowns, write-offs, etc. In addition,
it is important to note that an excess of inventories, time and
time again, is a good indicator of future slowdown in produc-
tion. Within this context, it is important to analyze the com-
ponents of inventories. If the finished goods segment of inven-
tories is rising much more rapidly than raw materials and/or
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work-in-process, it is likely that the company has an abundance
of finished goods and will have to slow down production. Akin
to accounts receivable, bulging inventories are costly to carry.

These are the essential ideas developed and illustrated in the
following pages.

Let’s start with the basics. Accounts receivables are monies due
from customers for goods shipped and/or services performed. By
itself this isn’t a problem; just about every operation has accounts
receivable. As a consumer you add to a company’s account when
purchasing a product and paying for it by check at the end of the
month. A clothing retailer who takes delivery on a truckload of
suits, with payment due in 30 days, is contributing to the accounts
receivable of the company that sold them to him.

The difficulty comes when accounts receivable rise substan-
tially over what they had been in the same reporting period during
previous years. This can result from any of several factors. A spell
of economic hard times for the country, industry, or region will
often cause stretchouts in payments. A poor collection job might be
another reason. Perhaps the retailer, his back against the wall and
eager to make sales, has offered his customers liberal credit terms.
This often happens in the auto industry during slack periods. In
retail business, this is the equivalent of end-of-season sales and the
dumping of unfashionable merchandise. One dramatic instance of
this occurred at RCA just prior to that company’s departure from
the computer business, when mainframes were being leased liter-
ally on a “two for the price of one” basis simply to move them out
of inventory prior to the news being released. Whatever the cause,
major increases in accounts receivable is a danger sign.

An analysis of the relationships between sales, accounts re-
ceivable, and inventories may provide a clue as to whether a com-
pany is merely shifting inventory from the warehouses to its cus-
tomers due to “hard sell” campaigns or costly incentives. In such
an instance, these kinds of sales may constitute borrowing from the
future or rectifying past errors. In this context it is important to
recall that in most instances, revenues are recorded by a company
when the goods are shipped to the customer. Also, there are the
added money costs of carrying accounts receivable.

Now for inventories. These are stores of raw materials and fin-
ished and semifinished products. Manufacturing concerns may have
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very large inventories as a ratio to sales, while service companies
have smaller ones. Indeed, the key distinction between the manu-
facturing and service sectors is just that: companies can stockpile
inventory products, but not services.

For example, a stock market advisory service has an inventory
of paper, back copies, postage stamps, and the like, which can be
quite minor when set beside gross income. Knowing the inventory
for such an operation isn’t very useful. On the other hand, a fur-
niture factory can have an inventory larger than annual sales. As 1
said, the specific amount of inventory is not particularly meaning-
ful in and by itself. What matters is comparisons with the same
reporting period in previous years.

Increases in raw materials inventories from reporting period
to reporting period might mean the company had decided to stock
up in anticipation of a price boost, but this is not very likely most
of the time, since the company has to lay out money for inventory
and wants to move it as quickly as possible. Indeed, one of the rea-
sons the Japanese car makers are more efficient than those of De-
troit is inventory management; Toyota does far better in this regard
than General Motors. So an increase in raw materials inventories
usually means business is speeding up, and this will be reflected in
future revenues and profits.

More interesting are major changes in semifinished and fin-
ished goods. If business is sluggish due to economic conditions or
the fact that our furniture manufacturer decided to produce Colo-
nial when customers decided they wanted Scandinavian Contem-
porary, this figure could rise substantially. On the other hand,
should we have targeted the market correctly, retailers would be
pounding on his door pleading for sofas and cabinets and the man-
ufacturer would be drawing down his finished goods inventories.

Examples abound of how considerable increases in inventory
and/or accounts receivable can forecast downward earnings and
surprises. This is especially true in those industries subject to rapid
changes in products and taste. Expect to find them in companies
dealing with high fashion, seasonal goods, and especially high tech.
No investor seriously involved with stocks in these industries can
afford to ignore accounts receivable and inventories.

Let me go one step further: had investors been monitoring these
figures on a quarter-by-quarter basis, they could have predicted the
collapses in the price of perhaps four out of every five stocks which
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occurred during the high tech washout in 1984-1985. Fast-growing
industries are always subject to such shakeouts. As science writer
Kathleen Sylvester put it, “Nothing recedes like success.”

By the summer of 1985 Silicon Valley was reeling. As Regis
McKenna, one of the Valley’s marketing gurus, put it: “150 com-
panies making PC clones created market share battles rather than
market expansion battles.” Some of the area’s big names were lay-
ing off workers. Not surprisingly, most of my examples will be
drawn from this segment.!

Let us start out with a classic example of a buildup in accounts
receivable and inventories, and how it impacted upon the company
involved. I will cover the example in some detail, because once you
understand the fundamental methods involved, applying them will
be easy.

What stock marketeer doesn’t know the saga of Commodore
International (CBU), the microcomputer operation that entrepre-
neur Jack Tramiel took from nowhere to the point where it became
a billion dollar operation dominating its fast-growing field? Tra-
miel bragged that he could undersell and outperform even IBM by
turning out most of the components for his machines rather than
purchasing them from suppliers, as did many competitors. Of
course, Tramiel had a reputation for poor relations with some of
his retailers and played an aggressive game of corporate hardball
when he felt the occasion demanded. But he did produce results.

For the fiscal year ended June 30, 1984, CBU reported reve-
nues of almost $1.3 billion on which it realized after-tax earnings
of $143.8 million and earnings of $4.66 per share. These figures
compare with $681 million of revenues in 1983 and earnings total-
ing $2.86 a share. But there were troubles. After some squabbling,
Tramiel left the company and soon would acquire Atari, which he
swore would push his old operation out of its leadership position.

Partly for this reason the stock of CBU common declined from
its 1983 peak of 60 5/8 and toward the end of 1984 was selling in
the high 20s. Yet the outlook seemed pretty good. CBU had recently
acquired the smallish Amiga Corp., and with it an advanced design
machine that did everything the Apple Macintosh could and more,
but could be sold for a lower price.

Keep in mind that this is an industry marked by innovation,
rapid product changes, and price erosion, where a 30-year-old is
deemed a veteran and a machine more than six months old can be
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obsolete. It is a prime candidate, then, for accounts receivable and
inventory problems.

Table 8.1 illustrates CBU’s net sales, accounts receivable, and
inventories for the first fiscal quarters ended September 30, 1982
through September 30, 1984. Charts like this will appear through-
out this chapter, so learn how to read it. Note that for the first fiscal
1985 quarter ended September 30, 1984, CBU earned $0.90 a share
versus $0.79 for the same period in fiscal 1984.

TABLE 8.1
Commodore International’s Sales, Accounts Receivable,
and Inventories, 1982-1984

(figures in millions of dollars)

9/30/84 9/30/83 9/30/82
Net sales (3 months) $244.2 $209.3 $103.3
16.7% 102.6%
Accts. receivable, net 254.7 189.9 180.0
34.1% 5.5%
Inventories 437.4 398.7 326.8
9.7% 22.0%

The figures between the columns are percentage increases from
period to period.

Table 8.1 indicates that between the first quarters ended Sep-
tember 30, 1982 and September 30, 1983, the company’s sales ad-
vanced by 102.6 percent, while accounts receivable rose by only
5.5 percent, an indication of a surge in demand. But look what
happened next. Between September 30, 1983 and September 30,
1984, sales increased by only 16.7 percent and accounts receivable
by 34.1 percent, just the opposite situation. Indeed, in the first fis-
cal quarter ended September 30, 1984, CBU’s accounts receivable
rose twice as fast as the company’s sales. This is a clear sign that
CBU’s retailers were moving out its produets at a slower than usual
pace, while the company was shoveling out its old products in what
looked like an attempt to dump them on the market in advance of
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new introductions. In this regard, note that while inventories rose
at a slower rate, they were worthy of a more detailed analysis.

Table 8.2 indicates what is known as a “negative inventory
divergence,” meaning that while the raw materials and work-in-
progress components of inventories declined, finished goods in-
creased substantially.

TABLE 8.2
Commodore International’s Inventory Components, 1983 and 1984

(figures in millions of dollars)

September 30,

1984 1983

Inventories:
Raw materials & work-in-progress 243.2 $270.3
Finished goods 194.2 128.4

It didn’t take too much imagination to figure out what was
happening at CBU. Raw materials, in this case electronic compo-
nents, were being assembled into microcomputers and related gear,
which despite an intense sales campaign were piling up as inven-
tories of finished goods. Given the relationship between these two
sets of figures, it isn’t difficult to see that the dollar figures for the
finished goods component of inventories on September 30, 1984
were too high.

There is one other sign that this must have been the case. In
its first quarterly report in fiscal year 1983, the company had in-
cluded the following:

As the September 30, 1983 balance sheet indicates, finished goods
inventory remained virtually unchanged from the June 30, 1983 level,
while our raw material and work-in-progress inventory, in antici-
pation of very strong sales growth projected for the December 31,
1983 quarter, increased substantially during the first quarter.

CBU’s 1984 first fiscal quarter shareholders’ report does not
contain a similar reference regarding inventory positions. So in De-
cember of 1984, I informed my readers that for the fiscal year end-
ing June 30, 1985, CBU would report considerably lower share
earnings than Wall Street was currently anticipating.?

Three months later, on March 20, 1985, I issued a follow-up
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on CBU. The six months ended December 31 figures had been re-
leased by then, showing earnings of $1.00 per share against $2.41
for the same period the previous fiscal year, just about fulfilling my
expectations. By then the stock was at the single digit level, and the
situation remained bleak.

Table 8.3 shows what the inventory picture looked like.

TABLE 8.3
Commodore International’s Sales and Inventories, 1982-1984

(figures in millions of dollars)

12/31/84 12/31/83 12/31/82
Net sales: six months $582.9 $640.7 $279.6
(9.0%) 129.1%
Inventories 449.3* 287.7 124.9
56.2% 130.3%
Components of inventory:
Raw materials
& work-in-progress 204.7 153.2 68.5
33.6% 123.6%
Finished goods 244.6 134.5 56.4
81.8% 138.4%
Total inventories $449.3 56.2%  $287.7 130.3% $124.9

*After a fiscal second quarter ended December 31, 1984, inventory write-down totaled $30 million.

What we see here is a huge buildup in inventories, probably
older micros the market simply couldn’t or wouldn’t absorb. For
the six months ended December 31, 1984, the company’s sales de-
clined by 9 percent while inventories rose by 56.2 percent. By way
of contrast, CBU’s sales increased by 129.1 percent with inventories
advancing commensurately by 130.3 percent from the 1982 to the
1983 reporting periods.

Note too that finished goods inventory increased by 82 percent,
while raw materials and work-in-progress rose by only 34 percent,
indicating that CBU was still experiencing a backup of finished
goods inventory. In the fiscal second quarter ended December 31,
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1984, CBU had taken an inventory write-down, and I suspected
more to come.?

This arrived in the form of a tidal wave of inventory write-
downs. The September 25, 1985 edition of Wall Street Journal re-
lated the sad tale:

New York-Commodore International Ltd. posted a fiscal fourth-
quarter loss of $124 million, significantly wider than it projected last
month, and said auditors will qualify its annual report.

The loss reflected a worsening of the company’s inventory position.
After denying last April that any inventory write-downs were con-
templated, Commodore in August projected a fourth-quarter loss of
$80 million and an inventory write-down of $50 million. And yes-
terday, in announcing the $124 million loss, Commodore said such
write-downs were larger than expected and totaled $63 million. The
company also cited one-time charges of $14 million, the effect of pro-
motional allowances and a 56% drop in sales.

Reference has been made to the fact that Commodore pur-
chased Amiga in order to get a product to go against Apple’s Mac-
intosh. At the same time, Apple (AAPL) was mounting a major
drive to crack into the office market with Macintosh, which was
adjudged a product success. So was the Apple Ilc, which industry
experts pronounced a better and more flexible machine than the
IBM PC jr. with which it was often compared. But the company
continued to have management problems and, as we have seen ear-
lier, was about to undergo a period of distress.

Part of the reason for this was a slowdown in sales of the Apple
Ile, a variant of which had first appeared in 1977 and was quite
long in the tooth by the mid-1980s. In the spring of 1985, it had
become apparent that Apple was in trouble, and this was borne out
by the earnings statement for the March, 1985 quarter which came
to $0.16 against $0.15 for the same period in 1984. Since the pre-
vious quarter’s comparisons were $0.75 versus $0.10, it was quite
clear Apple was slowing down. Management confirmed this in May
by announcing it expected both revenues and earnings for the
quarter ending June 30, 1985, to drop below the levels of the 1984
quarter.

Because of this, the consensus of opinion on Wall Street was
that Apple’s earnings for all of fiscal 1985 ending September 30,
1985, would come toa $1.10 a share. This is to say that the analysts
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thought that Apple would earn around $0.20 a share for the second
half—quite a comedown.

Given the bloated inventory situation at the end of the March
quarter, even this seemed quite high. Take a look at it in Table 8.4
and you will see what I mean.

The table illustrates that for the six months ended March 29,
1985, AAPL’s sales increased by 83.9 percent while inventories rose
by 113.9 percent. These figures contrast with AAPL’s sales and in-
ventories advances of 39.3 percent and 39 percent respectively for
the previous year’s six months.

From what we have seen in Commodore’s case, you can pretty
well imagine what happened in the 1985 period. Apple shoveled
merchandise into the market, but not fast enough to prevent that
large increase in inventories from accumulating. Of particular in-
terest was the fact that while AAPL’s raw materials and parts in-
ventories increased by 89 percent, those of finished goods soared by
294 percent.

There were two explanations for this huge increase: either the
Macintosh and IIc weren’t selling well, or the Apple Ile’s marathon
run was just about over. Either way, this was a company in trouble.
And if the latter were the situation, I would expect large-scale write-
downs in the future, along with drastic price reductions on the Ap-
ple Ile to get them out of the warehouses.

TABLE 8.4
Apple Computer's Sales and Inventories, 1982-1985

(figures in millions of dollars)

3/29/85 3/30/84 4/1/83 3/26/82
Net sales (6 months) $1133.6 $616.3 $442.2 $264.5
83.9% 39.3% 67.1%
Inventories
Raw materials and
purchased parts 85.9 45.4 36.6 42.9
Work-in-progress 26.3 38.7 24.0 20.1
Finished goods 148.4 37.7 27.0 34.8
Total inventories $ 260.6 $121.8 $ 87.6 $ 97.8

113.9% 39% (10.4%)




116 QUALITY OF EARNINGS

All of this could happen pretty soon, and on May 28 I wrote
that “AAPL could report a loss in either or both of the fiscal third
and fourth quarters ending June 30 and September 30.”*

Needless to say, Apple was a stock to avoid as far as I was
concerned, even though the stock had already declined consider-
ably and was trading at around 20. For the third fiscal quarter
ended June 30, 1985, AAPL incurred a net loss—the first quarterly
loss in Apple’s history. From normal operations, AAPL recorded
$3.5 million in pre-tax profit. However, due to $40.3 million of
extraordinary expenses attributable to a major reorganization and
consolidation of operations, AAPL’s net after-tax loss totaled $17.2
million, or $0.28 a share. Apple’s stock drifted downward to a low
of 14 before rallying.

It turned out that AAPL’s reorganization proved successful. For
the first fiscal quarter ended December 27, 1985, Apple reported
its highest-ever quarterly earnings, totaling $56.9 million, or $0.91
a share, compared with $0.75 a share in the first fiscal quarter ended
December 28, 1984. It is noteworthy that CEO John Sculley said
that one of the key reasons for the firm’s improved results was
“higher inventory turns.” Between the first fiscal quarter ended De-
cember 28, 1984 and the first fiscal period ended December 27,
1985, AAPL reduced its inventories by an amazing 58 percent to
approximately $109 million from $261 million. In early 1986, AAPL
common had rallied to the mid-20s.

Varian Associates (VAR) is a well-regarded manufacturer of
power tubes and solid-state devices. For the fiscal year ended Sep-
tember 27, 1984, VAR earned a record $3.16 per share on revenues
of $928 million. For the first fiscal quarter ended December 28,
1984, the company earned $0.57 per share versus $0.53 for the same
quarter the previous year. Not bad, some thought, considering the
industry’s bleak outlook at the time. Seeing even a small rise gave
one hope in this period, and the price of VAR common firmed, the
feeling being results for the second quarter would be even better.

Such optimists might have thought otherwise had they both-
ered to take a careful look at the accounts receivable and inventory
situations shown in Table 8.5.

Table 8.5 indicates that in the December 1984 quarter, VAR’s
sales increased by 16 percent, while accounts receivable soared by
twice that amount and inventories increased at a more rapid clip:
43 percent. By way of contrast, in the first fiscal quarter ended
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TABLE 8.5
Varian Associates’ Sales, Accounts Receivable and Inventories for
Selected Quarters, 1981-1984

(figures in millions of dollars)

Quarter ended 12/28/84 12/30/83 12/31/82 1/1/82  1/2/81
Sales $229.2 $196.7 $166.4 $161.5 $144.0
16.5% 18.2% 3.1% 12.2%
Accounts receivable 194.7 146.9 131.2 137.4 142.2
32.5% 11.9% (4.5%) (3.4%)
Inventories 217.7 152.2 139.5 156.0 218.1
43.0% 9.1% (10.6%) (28.5%)

December 30, 1983, VAR’s sales had risen by 18 percent,
whereas accounts receivable and inventories advanced by only 12
percent and 9 percent, respectively. On a comparative basis, it is
evident that as of December 28, 1984, VAR’s accounts receivable
and inventories were quite high in relation to sales, and it seemed
to me this would show up in future quarters.®

At the time of my advisory in late March, VAR was selling for
around 32. It subsequently declined to the mid-20s. Earnings for
the March quarter came to $0.56 per share versus $0.71 for the
previous year, and the figures for the June quarter were only $0.11
versus $0.82, with the numbers for the fiscal September quarter
$0.51 versus $1.04. For the fiscal year ended September 27, 1985,
VAR earned $1.81 per share from continuing operations compared
with $3.16 for fiscal 1984.

By now you, the reader, may have begun to agree with me
that time after time accounts receivable and inventories analysis
can be a terrific barometer for forecasting negative earnings sur-
prises, usually well before Wall Street analysts come to the party.
And for a simple reason: many of them either do not utilize this
superb tool or if they do, fail to credit it with as much forecasting
power as it possesses.
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Because I regard this chapter as the most important one in the
book, I am going to provide several additional examples to illustrate
this point.

Consider the situation of TIE/Communications in the spring
of 1984, when the stock was selling in the high teens, having lev-
elled off after a precipitous decline from a fraction over 40 the pre-
vious year. Yet the worst seemed behind it, as Wall Street was once
again turning bullish on the issue. In the Quality of Earnings Re-
port dated April 27, 1984, I observed that in 1983 the firm’s inven-
tories had advanced at a considerably more rapid rate than its sales.
The actual figures were a 157 percent increase in inventories versus
an 88.9 percent advance in sales. This was a red flag, a sign the
stock should be avoided. The situation continued into 1984, as Ta-
ble 8.6 indicates.

TABLE 8.6
TIE/Communications’ Sales and Inventories, 1981-1984

(figures in thousands of dollars)

For the year ended: 12/31/84 12/31/83 12/31/82 12/31/81

Net sales $501,066 $324,078 $171,523 $130,898
54.6% 88.9% 31.0%

Inventories 240,000 125,090 48,634 42,940
91.9% 157.2% 13.3%

As can be seen, this table indicates that in 1984 TIE’s sales
increased by 54.6 percent and inventories by 91.9 percent. That
March I wrote that “it is our opinion that TIE’s inventories im-
balance will continue to compromise the Company’s profitability
in the year 1985.”¢

Let us now turn to DSC Communications, smaller and less
well-known than TIE, but with a well-regarded line of digital tele-
phone switches. In 1984, DSC had gone from a low of 17 to a high
of 34 and closed the year at 22 1/2. In 1984, the company’s earnings
advanced to $1.40 a share from $1.02 in 1983. For the three months
ended March 31, 1985, the company reported $0.42 per share com-
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pared with $0.30 for the same period the previous year. DSC’s man-
agement acknowledged that:

In obtaining a significant share of the independent long distance
switching/systems market, the Company has met extended payment
terms offered by competitors. These extended payment terms have
contributed to the higher receivables balances. Other portions of the
Company’s business have considerably shorter payment terms. Man-
agement believes that total inventory and receivables levels relative
to revenues will improve by the beginning of 1986.

At the time, DSC’s receivables totaled $187.7 million versus
$87 million at the end of March, 1984.

Working from the reports, I constructed Table 8.7, which by
now you should be able to do on your own. Just enter the revenues,
figure out the increases, and do the same for inventories.

TABLE 8.7
DSC Communications’ Revenues and Inventories, 1983-1985

(figures in thousands of dollars)

3/31/85 3/31/84 3/31/83

Revenues (3 months) $100,514 $44,124 $22,010
127.7% 100.4%

Inventories 126,620 36,967 21,897
242.5% 68.8%

Here is how I interpreted these figures in June of 1985:

The above table indicates that for the three months ended March 31,
1985, DSC’s revenues increased by approximately 128 % , whereas in-
ventories rose by about 242 % . These figures compare with revenues
advancing by 100 percent and inventories by about 69 % for the three
months ended March 31, 1984. It is our opinion that DSC’s inven-
tories are much too high in relation to the Company’s sales. This
factor will probably compromise DSC’s earnings in the remaining
quarters of calendar year 1985.

DSC reported a loss that year, and in late December its stock
was selling in the single-digit range.
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Take a more familiar example, that of Texas Instruments
(TXN), which for the year ending December 31, 1984, came in with
earnings of $13.05 a share compared with a loss of $6.09 in 1983.
To the casual onlooker it might have appeared that TXN had turned
an important corner, while some might have observed that there
had been large write-offs in 1983 which resulted in favorable earn-
ings comparisons the following year. Still, on the basis of these fig-
ures, TXN seemed on track for future gains.

An analysis of the inventories situation would have resulted in
a different conclusion. Let’s go through the by now familiar drill
in Table 8.8 which appeared in a Quality of Earnings Report dated
February 20, 1985.

TABLE 8.8
Texas Instruments’ Sales and Inventories, 1980-1984

(figures in millions of dollars)

Year ended: 12/31/84 12/31/83 12/31/82 12/31/81 12/31/80
Net sales billed $5,741.6  $4,579.8 $4,326.6  $4,206.0 $4,074.7
25.37% 5.85% | 2.87% 3.22%
Inventories
(net of progress
billings) 489.2 335.6 360.0 372.0 442.7
45.77% (6.78%) (3.23%) (15.97%)

Note that inventories declined sharply from 1980 to 1981 and
continued on for 1982 and 1983; this is a sign that TXN was clean-
ing shop. But for 1984, TXN’s sales increased by 25 percent while
inventories rose by approximately 46 percent, a sign that the old
malaise had returned, and bad news from headquarters might be
anticipated.

In scrutinizing TXN’s 1984 Annual Report, I noted that a lower
percentage allowance for doubtful accounts at year end December
31, 1984 accounted for 12 percent of TXN’s earnings which came
in at $13.05 in the year 1984. In the Quality of Earnings Report
for February 20, 1985, I observed that “This item, coupled with
TXN’s inventories imbalance, leads us to believe that TXN will re-
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port lower share earnings in the year 1985 than Wall Street is cur-
rently forecasting.”” In 1984, TXN common had reached a high of
149 1/2, and toward the end of the year had slipped to just above
120. By February of 1985 it was down by more than a half dozen
points, but still considered a recovery candidate. Then TXN re-
ported a deficit of $0.16 a share for the second quarter and one of
$3.30 for the third quarter. Meanwhile the stock slipped badly,
going to the mid-80s.

The message had been signaled in the annual report, and
investors who monitored the inventory situation would have been
among the first to know.

Wang Laboratories (WAN) offers a dramatic example of how
inventories can get out of control due to a waning popularity of
product lines. This highly regarded purveyor of “offices of the fu-
ture” gear showed signs of trouble in its annual report for the fiscal
year 1984, ended June 30, in which it reported earnings of $1.52 a
share versus $1.16 for 1983, at which time the stock was selling in
the high 20s.

Now consider the inventories situation, which should be one
of the first exercises you perform when completing your initial study
of the report. This is shown in Table 8.9.

TABLE 8.9
Wang Laboratories’ Sales and Inventories, 1982-1984

(figures in millions of dollars)

Year ended: 6/30/84 6/30/83 6/30/82

Net product sales $1,699.2 $1,203.0 $927.6
41.2% 29.7%

Inventories 562.8 316.2 254.2
78.0% 24.4%

We can see that WAN’s inventories increased almost twice as
much as net sales. The company conceded its inventories were too
high, commenting that “management expects to increase funds pro-
vided from operations in 1985 with particular emphasis on inven-
tory turnover.”® And for the first two quarters things seemed to be
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working out well. Then the proverbial roof caved in as shown in
Table 8.10.

TABLE 8.10
Wang Laboratories, Fiscal 1984 and 1985

(earnings per share)

Fiscal 1985 Fiscal 1984
Sept. $0.36 $0.28
Dec. 0.40 0.35
Mar. 0.12 0.36
Jun. (0.77) 0.52
$0.11 $1.51

Sometimes a phenomenon exists which I call “positive inven-
tory component divergence,” meaning simply the reverse of some
of the illustrations described thus far, which were of negative in-
ventory divergences. The positive version transpires when the raw
materials component of inventories is advancing much more rap-
idly.than the work-in-process and finished goods components. Imag-
ine what this might mean. The company receives many new orders,
and management realizes that an inventories buildup is required.
So it simultaneously ships products from its finished goods inven-
tory (which declines) while ordering raw materials in larger
amounts (so this component of inventories is enlarged). This, of
course, is good news, and should trigger the bullish impulses in your
psyche.

Such was the situation at Raychem (RYC), a high quality ma-
terial science firm that manufactures high performance products
for the aerospace, construction, electronics, electrical power, pro-
cess, and telecommunications industries. For the fiscal year ended
June 30, 1985, we learned that RYC’s earnings had declined to $2.84
a share from $3.84 in fiscal 1984. One might have been justified in
concluding that the stock should be avoided, and indeed a sell-off
was in progress. After having risen to a high of 93 in the summer
of 1983, RYC declined to under 60 in early 1984, where it stood
that summer.

An analysis of RYC’s inventory position convinced me that the
company would perform better in fiscal 1986 than the Street be-
lieved. The main reason for this conclusion was RYC'’s highly pos-
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itive inventory component divergence revealed in the 1985 report.
Table 8.11 gives the situation as shown there, for anyone to see.

TABLE 8.11
Raychem’s Inventory Components, 1982-1985

(figures in thousands of dollars)

Inventories 1985 1984 1983 1982
Raw materials $56,347 $36,219 $29,986 $30,659
Work-in-process 41,156 33,694 34,168 34,600
Finished goods 61,625 51,428 50,689 45,773

Note that between 1984 and 1985, Raychem’s raw materials
advanced at a much more rapid rate than the work-in-process and
finished goods components of inventories, symptomatic of a sub-
stantial increase in production. It has been my experience that many
companies that exhibit positive inventory divergences report higher
earnings in the year ahead than most analysts anticipate.

It turned out that such indeed happened. For the second fiscal
quarter ended December 31, 1985, Raychem earned $1.55 a share
compared with $1.00 in the second fiscal quarter ended December
31, 1984. For the six months ended December 31, 1985, Raychem’s
earnings were $2.46 versus $1.62 for the same period the previous
year.

Perhaps this is the place to observe that shareholders would
have gleaned little of this from the company’s quarterlies. Typi-
cally, most of these reports contain little but the barebones statistics
and a brief comment from management; indeed, some don’t even
contain balance sheets. For example, in its shareholder quarterlies
IBM lumps together receivables, inventories, and prepaid expenses.
Therefore, in order to conduct a thorough examination of a com-
pany’s quarterly statement, it may be necessary to secure the Form
10-Q report it files with the SEC. These contain balance sheets and
make the proper segregation of data. Note that the 10-Q need not
be filed until 45 days after the quarterly reporting period, and that
most companies do not file their quarterlies until within five days
of the reporting period deadline.

Occasionally getting information can be like pulling teeth. But
it is there, and investors who have respect for their many thousands
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of invested dollars should understand that nothing comes without
effort.

By now I'm certain you get the idea, but let’s have one more
case to wrap up this most important concept. Equatorial Com-
munications (EQUA), an important player in the glamorous busi-
ness of satellite telecommunications, came in with earnings of $0.49
a share for the year ended December 31, 1984, compared with $0.15
the previous year (both figures before extraordinary items, credits
of $0.01 and $0.15 for 1984 and 1983 respectively). At the time the
stock was in the high teens, on the way up to 20 by February. This
was uncalled for, given the inventory situation revealed in the an-
nual report, there for anyone to see, though few apparently did.
(See Table 8.12.)

TABLE 8.12
Equatorial Communications' Revenues, Accounts Receivable
and Inventories, 1982-1984

(figures in thousands of dollars)

For the year ended: 12/31/84 12/31/83 12/31/82

Total revenues $38,297 $17,860 $9,634
114.4% 85.4%

Accounts receivable 10,204 2,763 1,320
269.3%|  [109.3%

Inventories 8,474 1,909 912
343.9% 109.3%

Study these figures and see if your conclusion squares with
mine, which appeared in the Quality of Earnings Report of March
20, 1985:

Readers should note the sizable buildup in EQUA’s accounts receiv-
able and inventories at year end December 31, 1984. In 1984, EQUA’s
TOTAL revenues increased by 114%, whereas accounts receivable
rose by 269% and inventories advanced by 344 %.

As a result of EQUA’s high accounts receivable and inventories po-
sition, the Company has drawn down heavily on its cash and tem-
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porary cash investments. At year end December 31, 1984, EQUA’s
cash investments declined to $4.7 million from $17.1 million at year
end December 31, 1983. During the same time span, long-term debt
due within one year and long-term debt due after one year totaled
approximately $12 million at year end 1984 compared with zero at
year end 1983.

EQUA’s accounts receivable and inventories should be closely
monitored by investors. It is our opinion that EQUA has an accounts
receivable and inventories imbalance that will compromise the Com-
pany’s share earnings for the year ending December 31, 1985. Hence,
we believe that EQUA will report lower share earnings than Wall
Street is currently anticipating.

By the end of the year EQUA was selling for only 8 1/2 a share.
It turned out that for the year ended December 31, 1985, EQUA
incurred a loss of $0.11 a share, before extraordinary items.

In all of these examples, with the exception of the positive Ray-
chem illustration, the companies subsequently reported earnings
substantially below forecasts at the time the original Quality of
Earnings Report commentaries were offered. The message is quite
clear. Investors who ignore accounts receivables and inventories—
especially in high tech and consumer-sensitive industries—run un-
necessary risks without the chance of commensurate rewards. Next
time you hear some wild story about a glamour stock and are
tempted to buy without investigating, think about Ben Smith and
that factory with the smokeless smokestacks.



CHAPTER 9

Debt and Cash
Flow Analysis

DURING THE FIRST HALF OF THE 1980s two different kinds of inves-
tors explored the intricate highways and byways of corporate debt.
Lured by high real interest rates, those who traditionally had been
involved with equities rushed to the government and corporate
markets, while a far more spectacular crew of characters devised
methods of utilizing debt to acquire some of America’s largest and
most prestigious corporations.

We are all familiar with the first group—you may be one of
that number. And readers of the financial press know full well of
the other—corporate raiders and risk arbitrageurs such as T. Boone
Pickens, Ivan Boesky, Carl Icahn, and the like. In these exercises
investors, usually insiders, utilized debt to retire equity, transform-
ing publicly owned companies with manageable debt to equity ra-
tios into privately owned firms with enormous debt.

How far did this go? In 1984 nonfinancial corporations re-
placed $77 billion of equity with $60.8 billion in bonds and $98.9
billion in short-term debt, and the pace quickened thereafter. It is
estimated that, in 1985, the gross reduction in the supply of equity
capital approximated $110 billion. It became a kind of game at the
large investment houses where Drexel Burnham Lambert, previ-
ously considered a second tier house, emerged as the chief purveyor
of “junk bonds,” a term barely known in the Street at that time,
and certainly not to individual investors. Kohlberg Kravis Roberts

126
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& Co., a relatively obscure concern, emerged as a specialist in lev-
eraged buyouts and skyrocketed to fame and fortune.

In their hands these low rated debts became the coin used to
lure stockholders into accepting their deals and cooperating in the
leveraged buyouts. In time the new owners would sell off assets and
use the funds to retire a portion of that debt, but this need not
concern us here. Rather, consider that in the 1980s investors became
more aware that debt was an important aspect of a corporate bal-
ance sheet, and that no shrewd player could afford to ignore it.
Also, note that the rules of the game were changing, that a debt
structure once deemed dangerous was coming to be accepted, not
only by the Street, but by investors as well. The mania for junk
bond mutual funds in 1985-1986 bore striking witness to this phe-
nomenon.

Benjamin Graham, in many respects the godfather of us all,
devoted much of his time to debt analysis. The prudent Graham,
so popular an analyst during the Great Depression when most
investors sought to maximize safety, was wary of firms that re-
quired substantial amounts to service debt. In his classic text, Se-
curity Analysis, Graham concluded that a corporation with a total
debt equal to 35 percent of capital would be approaching the upper
limit of conservative borrowing for a typical industrial concern.!

The Graham approach was challenged in the late 1950s by
Franco Modigliani who, with an associate, Merton Miller, pub-
lished several articles pooh-poohing the idea that debt structure
should be a major consideration in making investment decisions.
Indeed, under some circumstances, said this future Nobel laureate
in Economic Science, a corporation might be justified in going to
100 percent debt. Not that Modigliani was in sympathy with the
takeover tycoons of the 1980s. Rather, he suggested that any at-
tempt to substitute a rigid ideology for careful scrutiny of the in-
dividual case was bound to result in poor investment decisions.?

I am of several minds regarding debt, though the Modigliani
approach seems sensible enough. But this does not extend to debt
analysis, which is an important aspect of the analytical process.
This is particularly true for troubled companies and those in the
process of being taken over, or even more importantly, fighting a
takeover by issuing debt of their own.

It is important to note that the playing field has changed in
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recent years, and that participants have to keep this in mind when
making decisions. This isn’t to say that investors have to check their
analytical talents and chuck Graham into the waste bin when con-
sidering where to place their funds. Rather, they have to be pre-
pared to seek the most plausible research and carefully arrive at
conclusions, while at the same time being on guard when con-
founded by the machinations of a takeover king.

Recall that in Chapter 5 (Nonoperating and/or Nonrecurring
Income) I related that in acquiring Norton Simon and Esmark, Be-
atrice Companies was transformed into a top-heavy conglomerate
whose total debt had advanced from $1 billion to $5 billion. Sub-
sequently the company reduced its debt load by selling off $1.4 bil-
lion in assets which were divested from Beatrice.

Because of this situation, and what I regarded as the low qual-
ity of Beatrice’s earnings, when the stock was in the low 30s in the
summer of 1985 I suggested it be avoided. Based upon conventional
analysis, this made sense. But there was nothing conventional about
the investment scene at that time. Kohlberg Kravis put together a
deal to take Beatrice private at $45 a share.

Where had I gone wrong? By failing to fully consider what
Kohlberg Kravis would see in Beatrice—an array of well-known
and established brand name items that would bring in a stream of
earnings for years, perhaps decades to come, and more to the point,
a substantial cash flow per share which, in recent years, had been
running at twice earnings. Kohlberg Kravis obviously intended to
sell off some of those branded items and use the proceeds to retire
a large portion of the debt incurred in the purchase. Then, after
further restructuring, and when market conditions were ripe, the
new management would take portions of the slimmed-down Bea-
trice public in new equity offerings, reaping a huge financial re-
ward for their efforts.

What this means is that debt and cash flow analysis are useful
tools in assessing the ability of a company not only to service debt,
but also to grow and flourish. However, this assumes the company
will continue to exist in its present form, and not become the object
of a takeover bid. It also suggests that not all “undervalued” situ-
ations will attract the takeover artists, but rather those in industries
deemed attractive from a business point of view or firms that pos-
sess large unrealized assets. In recent years broadcasting and foods
fell into the former group, the large oils into the latter.
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If these words were read in 1984 or 1985, and even early 1986,
you might be tempted to skip to the next chapter, for at that time
takeovers were all the rage. But a rising stock market diminishes
the urge to go private, since the higher priced equities would re-
quire much higher bid prices than previously were the case. More-
over, there are signs the leveraged buyouts have gone too far. Mo-
digliani, who at one time seemed to smile benevolently at them,
went out of his way to indicate that they fell out of the purview of
his analysis. “I am not in accord” (with leveraged buyouts), he said
in the autumn of 1985. “They are not to improve corporations’ cap-
ital structure, but are the result of the desire to acquire corporations
by those who lack the capital.”® So continue on, but be aware that
I am talking here of analysis of ongoing concerns, and not the object
of some takeover artist’s lust.

Start out by assembling a toolbox of ratios having to do with
the capital structure of a corporation:

Long-Term Debt Long-Term Debt
to Equity Ratio:  Shareholders’ Equity

Total Debt to Current Liabilities + Long-Term Debt
Equity Ratio: Shareholders’ Equity

Times Interest Operating Income

Earned Ratio Annual Interest Payments

The above ratios are useful in determining (1) the extent to
which nonequity capital is used in a firm; and (2) the long-term
ability of a firm to meet payments to nonequity suppliers of capi-
tal.* This is another way of saying how much the firm must throw
off in cash flow to satisfy creditors before having earnings for the
common shares.

Most Wall Street analysts rely heavily upon the long-term debt
to equity ratio, and this is often provided in research reports sent
out to clients. While this ratio can be useful, it should be noted that
in recent years, given the uncertain interest rate environment, many
corporations have taken to financing a good deal of their business
with short-term debt. Indeed, an imaginative treasurer with a keen
insight into money market activities can earn as much for a com-
pany as a plant manager, simply by switching debt from long-term
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to short and vice versa at the right time. And an investment banker
with some imagination can arrange debt for equity swaps and the
reverse to increase earnings, decrease interest or dividend payouts,
and perform all sorts of miraculous things for clients.

This is to suggest that the long-term debt to equity ratio,
though still worth considering, should be viewed alongside the total
debt to equity ratio, that takes in short-term debt as well. This can
be calculated without much trouble. Simply add the short-term
debt to the long and refigure the ratio according to the formula.
And if you see a long-term debt to equity ratio of 20 percent, next
to a total debt ratio of, say, 50 percent, reflect on the altered per-
ception of the balance sheet thus presented.

In analyzing the debt picture of a corporation, the investor
should first turn to the Income Statement and glance at the interest
expense, if any. Then interest expenses should be added back to the
pre-tax income of the corporation. Next, interest expense should be
computed as a percentage of adjusted pre-tax income. Why? Be-
cause if you do this, you will obtain a clearer view of the financial
strength of the company. Simply stated, the higher the percentage,
the more leveraged the firm is, and the greater the impact of higher
earnings to the upside, and lower earnings to the downside.

Now for a striking example of this situation. Recall the analysis
of International Harvester, now reborn as Navistar under a man-
agement fully aware of the sour taste the old name left in the mouths
of customers and investors. Table 9.1 illustrates the then Interna-
tional Harvester’s interest expense for the fiscal years ended October
31, 1976 through October 31, 1980.

Table 9.1 indicates that a large portion of International Har-

TABLE 9.1
International Harvester's Interest Expense, 1976-1980

(all figures in millions of dollars for fiscal years ended October 31)

1980 1979 1978 1977 1976

Pre-tax income $(891.6) $379.2  $193.7  §$249.7  $219.4

Interest expense 288.9 148.4 125.9 117.7 121.3
Pre-tax income adjusted for in-

terest expense (or loss) (602.7) 527.6 319.6 367.4 340.7

Interest expense as a percentage
of adjusted pre-tax income — 28% 39% 32% 36%
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vester’s pre-tax income (loss) from 1976 through 1980 was being
consumed by interest charges. In particular, note that between 1979
and 1980 interest expense comes to almost $289 million from $148
million.

When investors see this kind of situation develop they should
hear alarms go off in their heads. Rapidly growing interest charges
as a percent of income can be caused by several factors: increasing
borrowings with stable income, or declining income in relation to
debt. If it is the former, consider whether the borrowings were made
out of distress or to capitalize upon prospects for growth, and act
accordingly. But should the percentage rise substantially due to poor
earnings, be on guard for future problems.

In this case turn to Statements of Changes in Financial Position
in the company’s annual report and scrutinize the statement. Re-
produced on pp. 132-33 is what was found in the International
Harvester 1980 report.

This statement reveals that in 1980 International Harvester
added around $379 million to long-term debt (additions of approx-
imately $443 million to longer-term debt minus $64 million in re-
duction of debt). Also, the company issued $150 million of pre-
ferred stock and notes payable increased by $397 million.

While 1 criticized Harvester early and often on its manage-
ment commentaries and operations, I do concede that it did well
in providing investors with a ratios table relating to its capitaliza-
tion, which is reproduced on page 134.

Note the deterioration in the ratio of total borrowings and re-
deemable preferred stock to common stockholders’ equity and con-
vertible preferred stock, that of total borrowings to common stock-
holders’ equity and preferred stocks, and long-term debt as a percent
of common stockholders’ equity, preferred stocks, and long-term
debt. In the February 16, 1981 issue of the Quality of Earnings
Report 1 wrote:

Alas, the combination of the lengthy UAW strike, soaring interest
rates, and a recessionary economic environment, have raised havoc
with HR’s financial ratios. Readers should take note of the fact that
after a steady four years of improvement in the ratios since 1975, the
year 1980 saw the ratios deteriorating below those in year 1975.

Once again, the pigeons came home to roost. For the fiscal
year ended October 1, 1980, HR wound up losing $12 a share. In
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early 1981 its stock sold for as much as 26—and then plummeted
to 6, as the firm was buried under an avalanche of debt and rumors
of an impending Chapter XI bankruptcy echoed through the Street.
This was avoided when the company arranged a capital restruc-
turing, but the outlook was hardly cheerful. In 1982 Harvester
common finally bottomed out at 2 3/4. Could this have been an-
ticipated? Perhaps not, but anyone who noted those financial ratios
in early 1981 would certainly have been forewarned that trouble
lay ahead.

Now let’s look at another example of a company with a highly
leveraged balance sheet, namely Thousand Trails. The firm’s ra-
tionale was intriguing. With the national parks crowded, Thousand
Trails intended to develop large private parks, with all kinds of
recreational services, in which individuals yearning for that kind
of vacation could purchase time shares. The company sells mem-
berships for cash or, more often, on an installment basis. For book
reporting purposes, it records membership sales in full upon exe-
cution of contracts. Installment sales require a down payment of
at least 10 percent of the sales price. All marketing costs and an
allowance for estimated contract collection losses are recorded cur-
rently.

Table 9.2 indicates Thousand Trails’ interest expense as a per-
centage of pre-tax income for the calendar years 1982-1984. Note
that interest expense has been added back to pre-tax income with
the adjusted pre-tax income then being divided by interest expense.
The computation of interest costs is done prior to the capitalization
of interest.

TABLE 9.2
Thousand Trails, Inc.

(figures in millions of dollars)

1984 1983 1982
Earnings before deferred income taxes $35.40 $22.63 $15.10
Total interest costs 11.01 6.41 6.76
Earnings before deferred income taxes adjusted
for total interest costs 46.41 29.04 21.86
Total interest costs as a percent of adjusted
earnings before deferred income taxes 24% 22% 31%
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What we see here is that in 1982 Thousand Trails had a rather
large ratio of interest to adjusted earnings before deferred income
taxes, due to the important investments necessary in the early stages
of the company’s history. This declined sharply in 1983 and ap-
peared steady the following year. A quick glance at these numbers
might have led one to conclude that Thousand Trails was in good
shape. But look further.

A turn to the company’s Statements of Changes in Financial
Position for 1982-1984 (reproduced here) reveals that Thousand
Trails had indeed been expending considerable sums for resort ac-
quisition and development and that borrowings collateralized by
contracts receivable had risen significantly. Between 1983 and 1984
cash expended for these purposes increased to $59.3 million from
$20.6 million and the proceeds of borrowings collateralized by con-
tracts receivable totaled $63.3 million in 1984 against only $851,000
in 1983. Now that’s a sizable jump, one that fairly demands further
investigation.

In order to uncover interest expenses the reader would have to
turn to the footnotes which, as has been indicated, are one of the
most important parts of the annual reports too often overlooked by
investors. There, in Footnote H, is an item labeled “Costs and Ex-
penses,” where one can see that interest expenses in 1984 leaped to
$11 million from 1983’s $6.4 million. Here is that footnote:

The Company capitalizes interest as a component of the cost of sig-
nificant improvements to resorts. Total interest costs were $6,756,000
in 1982, $6,411,000 in 1983 and $11,007,000 in 1984, of which
$2,553,000, $2,454,000 and $5,883,000, respectively, were capital-
ized.

This leads inevitably to a look at the liability side of the bal-
ance sheet. See page 137.

Utilizing the figures from the table, we can calculate the com-
pany’s total debt to equity ratio. The current portion of long-term
debt is added to long-term debt for a total of $122.2 million for
1984 and $53.2 million for 1983, a 130 percent advance. We then
add back the current and long-term portions of deferred income
taxes which totaled $45 million in 1984 and $29 million in 1983
back to shareholders’ equity of $80.9 million in 1984 and $60.3 mil-
lion in 1983. (The reason we do this is because deferred income
taxes are a “paper” accounting entry, which may never be paid by
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Thousand Trails, Inc. and Subsidiaries Consolidated Balance Sheets

Liabilities and Shareholders’ Equity December 31, 1983 1984
Current Liabilities:
Accounts payable $ 2,415,000 $ 5,980,000
Accrued salaries 3,714,000 6,110,000
Prepaid membership dues 1,887,000 2,706,000
Other liabilities 1,180,000 3,322,000
Current portion of long-term debt 5,896,000 9,359,000
Deferred income taxes 7,026,000 9,197,000
Total Current Liabilities 22,118,000 36,674,000
Long-Term Debt 47,343,000 112,895,000
Deferred Income Taxes 22,007,000 35,856,000
Deferred Rental Revenue 3,428,000

Commitments and Contingencies (Note G)

Shareholders' Equity:
Common Stock, no par value—
Authorized, 15,000,000 shares;

Issued and outstanding,

10,197,145 and 10,658,476 29,358,000 30,934,000
Retained Earnings 30,941,000 49,983,000
60,299,000 80,917,000

$151,767,000 $269,770,000

a corporation. Also, if the corporation is liquidated, the sharehold-
ers’ equity is likely to be increased by the accumulated provisions
for deferred taxes.)

This type of calculation results in a total debt to equity ratio
of 47 percent in 1984 compared to 37 percent in 1983, a 10 percent
increase.

Now ask yourself if Thousand Trails is too highly leveraged,
which is to say, has too high a level of debt. On the one hand, this
is a business in which large debt is required, but on the other, the
industry itself is new and untested. In my view, Thousand Trails
was a high risk security, in part because of the leverage in an in-
dustry where there is no true means of knowing what constitutes a
prudent balance sheet.

In 1985 Thousand Trails’ share earnings plummeted to $0.16.
The reason: a slowdown in sales which, on top of those high interest



(000'LL¥°TS) (000°0L9'%1) (000°0£6'9) suoyosado ul pasn ysoo)
(000°889 %) (000°LEE'Y) (000°88€°T) salsadoud iosas 0} pajojel jgsp uo syuawAod |odidullg
(000'+86't) (000°£56°¢€) (000°€0C't) asuadxa Jsasau|
(000°91£°65) (000'609°0Z) (000°1£9°C1) JuswdofaAsp puo UOHISINDID 110S3. 104 Papuadxd ySOD)
000°£L5°91 000°€6T 71 000'252'TL 1UswdoaAsp puD UONISINDID 1I0S3J PUD 3DIAISS 1GaP 8.042q suonosado Ag papiaoid ysoo)
000°906'vL 000T8L'TS 000°£L0"LE
000°€¥L'EL 000°629'8 000°£ZL'9 SUONDJSO PUD 3OUDUBUIDW }IOSAY
000°01S'TL 000'sZe 1L 000°6€L'L S95USAX3 SAIDIYSIUIWPD PUD |DISUIL)
000'€59 '8y 000°TE8'TE 000°L1ZET sasuadxa Bunayiow
—papuadx3 yso)
000°€8Y ‘16 000°6£0°£9 000'6Z€'6¥
000'882Z "L 000°L1LT 000°€€l BY0
000985 Gl 000°£0S'0L 000'9€€°L SONUBA3J 1J0S3) puD SanQ
000°090°v¥ 000°619'8C 000'8LT 61 4sa1a4u1 Buipn|dul ‘3|qDAIBIBS S4IDLUOD UO SUOIIB|(0D)
000°6¥S°0E $ 000'8€L°LT $ 000'T85'TT $ sa|os diyssaquiapy
—PaAIad3y ysod)
:suoiosadp
¥861 €861 861 ‘| € Jaqwiadeg papu3 JDSA

uou1sod |praubuly Ul sabuby) Jo sjuswaiDyS PaIDPI|OSUO) SSDIPISGNS PUD “du| ‘S|IDJ] PUDSNOY]

138



000°v¥9°L § 00004 $ 000°€0L  § 034 jo pug
000°0LL 000'€0L 000°TLL 1DaA 40 Builuuibag
1ys0)
000°v/8 000°£9 000°LES ysoY) Ul aspasdU|
000°G8Z'cS 000°££9'v1 000°105°L
(000°€9¥) 000°zzl (000°18) [ENRSCITe)
(000°000°€) §2045 pauiayeId Ul JuaWISaAU|
(000°90€) (000°60L 1) (000°6€2) siuswabup.io aulj 4IPaId> pup 8|qDADA Saj0U UO SiuBWADD |odiduLg
(000992 %) (000°'zez’L) (000°2£1°1) 000'96% PUD ‘000'98$
'000'%9$ 40 sBuimoliog paiojas 4o Jau ‘juswdinbs JBYLO PUD UOKINLISUO JO BSDY2ING
(000°€56°S) (000" LLL 1) (0o0'elLe) 000691 ‘€$ PUD ‘000°T0E’LS
‘000°800° | $ 4o sBuimoliog paiojas jo seu ‘yuswdinba Buybiado j10sa) 4O 8sDydINg
000°'¥8Z°€9 000°158 000°9¥9'g 8/q0AIS33. $42014U0D AQ Pazi|DIaD|j0d SBUIMOIIOG JO SPa3I0IY
000686 000'9S2°L1 000'19L'Y 045 UOWWOD 4O 3IUDNSS|

YsDD JO (S9SM) SIUNOS JBYIO

139



140 QUALITY OF EARNINGS

charges, placed the company in peril. Here is the way the situation
was analyzed in the December 13, 1985 edition of Value Line:

What a difference a year makes. When we reported on Thousand
Trails 12 months ago, the stock was flying high at $28 a share. Since
then, it has plunged to 6 7/8, driven down, we think, by the failure
of a rumored merger and lower than expected earnings. Abnormally
high selling expenses in the September period sent share earnings
plummeting to 10 cents, only one-seventh of those tallied in the 85
interim.

Value Line was cautiously optimistic regarding the future. “But
Thousand Trails is shifting gears. The company plans to spend the
next several years digesting the new resorts that were added in 1984
and ’85. The slowdown in expansion will lessen the need for ad-
ditional debt, which should shore-up what is now a highly lever-
aged balance sheet.” Perhaps. We shall see. But anyone performing
the kind of analysis sketched here would have been able to perceive
that Thousand Trails was a risky situation. As every investor knows,
the greater the opportunity for profit, the greater usually is the risk.
I’'m not suggesting you should shy away from such risks, but only
that you should know what you are getting into when you make a
commitment.

A knowledge of just how much cash a company takes in from
its operating activities during any given time period is the kind of
information that forms the bedrock of analysis. This is known as
the Cash Flow from Operations (CFFO), to be distinguished from
the term, “Cash Flow,” which refers to the sum of profits plus de-
preciation allowances. There are major problems in measuring
CFFO because of the many and confusing methods of presentation
of the data. Investors instinctively know this is an important mat-
ter. After wading through annual reports, they wonder if the com-
pany emerged from the year in better shape than it was when it
began. Leopold Bernstein, one of the pioneers in the field, wrote:

The best defense that can be used by credit and equity analysts against
the misleading presentations of CFFO is to approach the analysis of
financial statements armed with a clean understanding of what
CFFO is and how it is computed. At present, an analyst who accepts
a published figure designated as CFFO or by similar terminology
runs the risk of working with inaccurate and misleading measures.
A working knowledge of how CFFO is computed will enable the
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analyst to assess the validity of the figure disclosed and, if need be,
to adjust it to the correct amount.®

Professor Bernstein has developed a worksheet that will facil-
itate the conversion of Statements of Changes in Financial Position
presented in a great variety of formats into a statement that will
explain the inflows and outflows of cash including the cash gen-
erated by operations.® This worksheet utilizes, as an example, data
from the 1984 Kellogg Company Annual Report for the years ended
December 31, 1983 and 1984. Also included are the Kellogg State-
ment of Changes in Consolidated Financial Position from which
data in the worksheet are drawn. What I have done is translate the
Kellogg figures into what I deem to be a clearer and more useful
set of statistics. Look them over and see if you agree.

A review of the worksheet which converts Kellogg’s 1984 and
1983 Statement of Changes in Financial Position into a cash format
will reveal the following:

1. Every single item in Kellogg’s Statement of Changes in Fi-
nancial Position must be fitted into its appropriate category
in the conversion worksheet. In this example, letter keys are
used in order to facilitate the reader’s understanding of the
conversion process.

2. Once every item in the Statement of Changes in Financial
Position has been transferred to the cash flow worksheet
and the major subtotals and totals have been computed, the
increase or decrease of cash for the period will have been
fully explained. That explanation reinforces the validity and
the accuracy of the conversion process and also validates
that important subtotal entitled, “Cash from Operations.”
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CHAPTER -I O

Dividends: The Tender Trap

CONSULT ANY COLLEGE TEXT on investments and you will find that
creditors (bondholders) are rewarded for their loans by the pay-
ment of interest, while the owners of the company (the stockhold-
ers) receive dividends. In reality, however, the situation is some-
what different and certainly more complex. Both bond and stock
investors are in for the relatively short haul. Many institutions may
own both bonds and equities for decades, but this is no longer the
case for the majority of individual investors. Few purchasers of long-
term bonds intend to hold them to maturity. Rather, they buy them
in the expectation that interest rates will decline and the bonds ap-
preciate in price, and while they are waiting, they will collect sat-
isfactory payments in the form of interest. As for stockholders, they
feel no ties of ownership, but rather purchase stocks hoping the
price will rise for a variety of reasons, and while they wait for this
to happen, dividend payments might provide a nice cushion.
Bondholders must be paid their due, since loans have to be
honored if the company is to remain in business. Dividends on stocks
are another matter. Solid, substantial companies can thrive without
such payouts, and indeed many do. In fact, managements might
consider that such payments are unnecessary, even harmful to the
operations of the company. Pay your creditors, by all means. But
fork over perfectly good cash to stockholders as dividends? “Why
give money to those strangers?” is the way one CEO put it in a
moment of candor brought on by indulgence in strong spirits.

147
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For that is what stockholders are. They care little about the
firm’s long-term welfare, but rather hope for profits from the pur-
chase of paper. Indeed, the well-managed, healthy concern has its
eye upon growth, knowing that it is made possible by a strong and
intelligent labor force. Far better to reward them than the stock-
holders, since employees have a much stronger stake in the com-
pany than do those transient “owners,” who would sell their share
in an instant if they felt its prospects were poor.

Are there any good reasons for managements to pay dividends?
Of course. If the company knows it will have to sell additional
shares and wants to maintain the price of the common so as to make
the financings less expensive than otherwise might be the case, div-
idends do make sense. Such is the situation with utilities, for ex-
ample. Industrial concerns that are badly managed and, as a result,
have stocks with low price/earnings multiples will increase divi-
dends in the hope that the stocks will rise, and so discourage would-
be raiders. Indeed, dividends often establish a price “floor” in the
form of a yield that will attract investors interested in obtaining
their rewards in that form.

I have a certain distrust of firms with generous dividend pol-
icies, and so should you. Consider a firm with $5 million in “excess”
cash. If a healthy operation, it might use the money to fund re-
search and development; or to lower the price of its product so as
to increase market share; or for many other operations to enhance
the value of the enterprise. Suppose, however, that it can’t find
anything in the company worth the investment. That firm might
be thought of as having reached a dead end. And in such a case, it
might increase the dividend to placate shareholders and stave off
takeover artists.

The message is clear, and stated most forcefully by manage-
ment guru Peter Drucker, who wrote that all revenues of a healthy
company are used to pay for past, present, and future expenses—
past (interest charges), present (wages, rents, and raw materials),
and future (research and development and expansion). Indeed, said
Drucker, vibrant firms are constantly trying to raise additional
funds so as to capitalize on the juicy prospects they find on all sides.
Ailing corporations in stagnant industries, with little in the way of
new opportunities, use surplus funds to increase payouts.

These funds are also used to repurchase shares, though as will
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be seen there are also sensible reasons for the practice. There are
two ways to increase earnings per share—earn more money, or
shrink the number of shares. Generally speaking, the former is the
preferred method, the latter is resorted to only when all else fails.
Which would you look for in the stocks you are thinking of buying?
For the answer, consider two companies. Both have doubled earn-
ings per share, the first through growth, the second by means of
shrinking the amount of equity. Which is the dynamic entity? The
answer should be obvious.

Consider an actual case, that of Detroit’s Big Three automak-
ers. In January, 1984, Chrysler announced it would repurchase up
to 25 percent of its outstanding shares, and the following year Ford
said it would buy back 30 million of its 185 million shares. Then,
in March, 1986, General Motors got into the act by stating it would
expend close to $2 billion to retire chunks of its common and Class
E and H shares. How might this help the firm? It will boost earn-
ings per share and perhaps, in this way, cause their prices to rise.
In the case of the Class H common this could be important, since
GM has guaranteed it will be selling for at least $60 a share by the
end of 1989, and at the time of the announcement the stock was
going for 38 1/4. But that was more than three-and-a-half years
away, and GM had plenty of time to maneuver.

Perhaps stockholders will benefit from this move, but there
might have been another way to boost earnings per share: put that
$2 billion into profitable operations at the firm and reap rewards
from performance. Detroit’s Big Three apparently have less con-
fidence in their ability to make money from such operations and so
have opted to take the buyback route. Indeed, there remained an
even more intriguing option: the companies might have lowered the
prices of their products, in this way aggressively challenging foreign
corporations for market share. This path too was avoided.

Rapidly expanding companies cannot afford to pay dividends
or repurchase shares. Companies with excess cash should use it to
buy back equity, not increase the dividend sharply. And finally, cor-
porations with dividend payouts high in relation to earnings are to
be carefully studied to uncover management’s reasons for such a
policy.

Those who are uncomfortable with this approach might take
heart by considering the words of Benjamin Graham and other fun-
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damentalists to whom high and increasing payouts were hallmarks
of a powerful company whose stock should be purchased. This at-
titude was nurtured by the Great Depression, when businessmen
were understandably timid about growth and expansion and inves-
tors insisted upon generous dividends. The Graham view is quite
clear on this point:

Success of the typical concern has been measured by its ability to pay
liberal and steadily increasing dividends on its capital. In the ma-
jority of cases, the price of common stock has been influenced more
markedly by the dividend rate than by the reported earnings. In other
words, distributed earnings have had a greater weight in determin-
ing market prices than have retained and reinvested earnings. The
“outside,” or non-controlling, stockholders of any company can reap
benefits from their investment in only two ways: through dividends
and through an increase in the market value of their shares. Since
the market value in most cases has depended primarily upon the div-
idend rate, the latter can be held responsible for nearly all the gains
ultimately realized by investors. This predominant role of dividends
has found full reflection in a generally accepted theory of investment
value which states that a common stock is worth the sum of all the
dividends expected to be paid on it in the future, each discounted to
its present worth.!

Reflect, however, that any investor who took those words to
heart would be effectively barred from purchasing shares in ag-
gressive young companies in exciting new industries, and would re-
main away from many established growth companies. Indeed,
Graham recognized that the idea was losing currency during the
bull market of the 1950s and 1960s, so different from the depression
conditions during which his maxims had such great force. In a foot-
note to the above paragraph, he related that “We use the term ‘gen-
erally accepted’ because in recent years this view has been ques-
tioned.” And in the appendix, Graham adds: “We may suggest an
extension of the ‘dividend stream theory’ to read: a common stock
is worth the discounted value of future expectable dividends over
any assumed period of time, plus the discounted value of its ex-
pected market price at the end of the period.”?

It remains to be said that dividend policy is the most important
aspect of management’s demeanor toward stockholders, and re-
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quires careful attention from prudent investors, no matter what
their own convictions regarding the matter happen to be. Note from
the outset that an analysis of the policy in any given situation can
enable the investor to ascertain the backbone and acumen of cor-
porate managements better than most other aspects of their activ-
ity.

My own view, based upon empirical evidence, clearly is that,
all things being equal, a corporation is better off in the long run
paying minimal or no dividends. In addition to the reasons sketched
above, consider that under our laws, corporate dividends are sub-
ject to a double tax. The corporation is taxed on profits, and when
a portion is sent to individual stockholders, they are taxed again.
By contrast, interest on bonds is seen by the IRS as a cost of doing
business, and so merits a deduction from gross earnings. The gov-
ernment fairly invites companies to finance operations through debt
rather than through equity.

Why then pay dividends, or if it is difficult or unpleasant to
cut or end them, at least forego increases? One reason might be the
role of institutional and professional investors, who account for
some 80 percent of activity on the nation’s financial markets. Some
corporate boards feel that a relatively liberal dividend policy will
pacify the money managers. However, this is not necessarily the
case, since an army of portfolio managers is scurrying around trying
to achieve above-average investment returns and, in the back-
ground, many predators are hovering over corporations with the
idea that they can exact from assets and a dividend stream a higher
return than can existing management. Yet most managements as-
sociated with mature corporations regard dividends as akin to
motherhood, apple pie, and the American flag.

The reduction and/or elimination of a dividend is generally
considered a sign of failure and trouble. When this occurs the cor-
poration will be blitzed with letters from irate stockholders and
cursed by securities analysts who have recommended the shares.
The stock will usually decline, and possibilities of a reassessment of
the bonds by S&P and Moody’s will be pondered. In other words,
it can be a most unpleasant experience, one most managements can
hardly relish contemplating. Little wonder that CEOs would fig-
uratively kill rather than pass a dividend. Within this context, Hicks
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Waldron, Avon’s CEO, related to the New York Times Magazine as
follows:

“A matter of some urgency facing the Corporate Management Com-
mittee is that business is not living up to projections. Consequently,
the company is in danger of suffering rather poor earnings in the
second quarter. Poor earnings would put pressure on the company’s
$2.00-per-share annual dividend.” Thus, Waldron has implored
everyone to pare expenses, in hopes of lopping off $15 million. Any
C.E.O. will go to imaginative lengths to ring out the right numbers
before he will report a bum quarter. (Once, when I asked Waldron
if it is fair to say that he does everything he can to avoid releasing
numbers that are below plan, he replied, “Do everything is an un-
derstatement. Kill is the word. You have to have the killer instinct
for the bottom line.”)?

It might be considered the better part of valor for a corpora-
tion to pursue a modest dividend policy, paying out only a small
fraction of earnings to shareholders. Yet so strong is the urge to win
plaudits some boards go ahead and make a fetish of annual boosts.

Rand Araskog of ITT argued that it was his way of rewarding
the stockholders. “They haven’t had too much action out of the
common shares over the past ten years,” he noted, adding that the
annual boost of a few pennies a share was the firm’s way of making
peace with them. Yet at the same time his company was borrowing
funds in order to make the payout.

To be fair, it really wasn’t Araskog’s baby; the dividend policy
had been initiated by Harold Geneen, as one of the ways to cele-
brate his supposed successes at the firm. When Geneen came on
board as CEO in 1958, ITT had revenues of less than $800 million
a year; when he stepped down in 1979, revenues had reached $18
billion and he had molded an international conglomerate that
owned upward of 250 companies comprising over 100 businesses.*
More to the point, he had stamped his personality on ITT, and little
that his successors, Lyman Hamilton and then Araskog, could do
changed this. In November, 1982, Araskog proclaimed that in “ex-
emplifying their continuing confidence in the future of our Com-
pany,” the Board had approved the nineteenth consecutive annual
increase in the dividend. And he continued the policy as long as he
could.

Here, in cold, stark figures, is the sad tale of ITT’s attempts
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to cut its financial arteries so as to present a pleasing picture to those
investors:

Selected Statistics for ITT, 1971-1985

Common Share

Earnings Dividends Dividend Long-Term Debt Common
Year per Share per Share Payout Ratio (millions) Shares
1971 $3.37 $1.16 34% N/L* 75.0
1972 3.72 1.20 32 N/L 95.6
1973 4.08 1.32 32 N/L 94.5
1974 3.57 1.46 41 N/L 94.4
1975 3.12 1.54 49 N/L 94.3
1976 3.81 1.64 43 $2,295 94.2
1977 3.99 1.82 46 2,351 104.5
1978 4.49 2.05 46 2,872 112.2
1979 2.59 2.25 87 2,964 115.8
1980 5.95 2.45 41 2,847 122.3
1981 4.63 2.62 57 3,336 130.2
1982 4.68 2.70 58 2,890 133.2
1983 4.50 2.76 61 2,783 137.7
1984 2.97 1.88 63 2,589 139.7

1985 2.99 1.00 36 2,700 141.0

*N/L: Not listed by Volue Line in 2/21/86 survey

Source: Reprinted from The Value Line Investment Survey, February 21, 1986. Copyright © 1986 Value
Line, Inc

Note that ITT’s percentage dividend payout ratio was in the
low 30s in the years 1971-1973, moved up to the mid-40s during
the mid-1970s, and then trended upward to a range between 57
and 63 percent in 1981-1984. During the same time span, ITT’s
long-term debt averaged about $2.9 billion, but common shares out-
standing increased to approximately 140 million from 112 million
in 1978.

Anyone looking at the dividends in relation to earnings over
the years might have been excused for recalling the Russian tale
of the troika being chased by wolves. The faster the carriage went,
the faster the wolves seemed to advance. And even when the car-
riage slowed down, the animals continued their chase. When would
the dividend surpass the earnings, one might have asked? Even a
casual reader could see that ITT has locked itself into an overly
generous dividend policy, and that was exacerbated by the growing
capital needs of many of its businesses and disappointing results in
others.
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Araskog finally bit the bullet in July, 1984: ITT would cut its
quarterly dividend from $0.69 to $0.25. This prompted a ten point
decline in the price of the common, from 31 to 21, in a single ses-
sion.

The ITT example is a textbook illustration of what happens
when a corporation becomes locked into the ritual of annual divi-
dend increases. Brian Fernandez, an analyst with Nomura Securi-
ties, concluded the result was inevitable. “Nobody realizes the ter-
rific strategic box that Geneen built for the company by not clearly
thinking through the future cash requirements of all of the busi-
nesses,” he said when it was all over. And Araskog plaintively re-
marked, “The dividend has been such history for ITT for 20 some
years. . . . It had become a deeply embedded thing that was hard
to move.”® It probably was not a coincidence that Araskog didn’t
cut the dividend until after Geneen left the ITT board.

In the aftermath of the dividend debacle, when ITT was sell-
ing in the low 20s, the Salomon Bros. brokerage house published
a report on ITT, labeling the stock a buy based on an asset play.
Portfolio strategist Michael Metz of Oppenheimer purchased ITT
stock shortly after thie dividend cut on the judgment that ITT share-
holders would be better off if the corporation were dismembered,
the pieces sold, and the proceeds distributed. He contended, “There
is no reason for this company to exist—period.” In mid-year 1986,
ITT was selling at about $45 a share, based upon a rebound in share
earnings with a potential asset play kicker.®

Look at Western Union, which for many years had an aston-
ishing policy of paying out more than half its earnings in dividends,
even though the firm’s capital spending perennially exceeded cash
flow. Finally, after losing $3.24 per share in 1984, Western Union
eliminated the dividend, and the stock collapsed.

One might argue that several of ITT’s companies were in
growth areas, while Western Union was a perennial candidate for
rebirth as a high tech operation. Rosy views of future earnings, then,
might have contributed toward the desire to raise the former pay-
out and maintain the latter. Also, corporate management is well
aware of the fact that a generous dividend policy can prove to be
of valuable assistance in helping the company sell its stock at a good
price. This is an oft-invoked argument for an ample dividend. But
what about troubled companies in ailing industries? These have no
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Selected Statistics for Western Union, 1971-1985

Common Share

Earnings Dividends Dividend Long-Term Debt Common
Year per Share per Share Payout Ratio % Shares
1971 $1.12 $1.40 125% N/L* 10.2
1972 2.63 1.40 53 N/L* 12.8
1973 0.53 1.40 264 N/L* 1317
1974 0.25 1.40 560 N/L* 14.0
1975 2.12 1.40 66 N/L* 14.0
1976 2.10 1.40 67 47.7% 15.2
1977 2.41 1.40 58 43.8 15.2
1978 2.35 1.40 60 46.5 15.2
1979 (0.34) 1.40 — 46.5 15.7
1980 1.80 1.40 78 45.6 15.7
1981 3.06 1.40 46 44.5 17.0
1982 3.34 1.40 42 40.0 23.9
1983 1.79 1.40 78 46.5 24.1
1984 (3.24) 1.05 — 51.3 24.4

1985 (2.50) == = 48.5 24.4

*N/L: Not listed by Value Line in 2/21/86 survey.

Source: Reprinted from The Value Line Investment Survey, February 21, 1986. Copyright © 1986 Value
Line, Inc.

such excuses for making large payouts to owners of common shares.
Such was the experience of Bethlehem Steel, which often reduced
dividends (but didn’t eliminate them) in bad years only to boost
them in better times.

This surely is an exercise in monetary sadism. None of us can
peer into the future with any consistent degree of success, but after
all, steel is a cyclical industry. Bethlehem didn’t have to increase
its dividend in 1973, or if management felt compelled to do so,
there might have been a more modest increase. And what about
payouts in years during which the corporation lost money? These
aren’t necessary either. I calculate that if the company had re-
frained from paying a dividend between the deficit years of 1982
and 1985, it could have saved approximately $112 million, which
would have been sufficient to pay off 10 percent of the long-term
debt at year end 1985.

I am certain you get the message by now, and additional ex-
amples might be considered redundant. But, before offering sug-
gestions as to how investors should interpret dividend policies, I
would like to offer three more examples— Avon, Teledyne, and Lit-
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Selected Statistics for Bethlehem Steel 1971-1985

Common Share

Earnings Dividends Dividend Long-Term Debt Common
Year per Share per Share Payout Ratio (millions) Shares
1971 $3.14 $1.20 38% N/L* 44.5
1972 3.02 1.20 40 N/L* 44.5
1973 4.72 1.65 35 N/L* 43.5
1974 7.85 2.30 29 N/L* 43.7
1975 5.54 2.75 50 N/L* 43.7
1976 3.85 2.00 52 $1,023 43.7
1977 (10.27) 1.50 = 1,155 43.7
1978 5.15 1.00 19 1,000 43.7
1979 6.31 1.50 24 1,008 43.7
1980 2.77 1.60 58 1,010 43.7
1981 4.83 1.60 33 972 43.7
1982 (9.60) 1.30 = 1,271 43.7
1983 (7.31) 0.60 = 1,134 46.3
1984 (3.32) 0.60 — 1,265 46.5
1985 (2.45) 0.30 — 1,232 52.0

*N/L: Not listed by Value Line in 2/21/86 survey.
Source: Reprinted from The Value Line Investment Survey, February 21, 1986. Copyright © 1986 Value
Line, Inc.

ton—each of which offers a special twist and illustrates an impor-
tant point.

In recent years Avon’s dividend policy had bordered on the
incredulous. Consider that from 1980 to 1985, management had
paid out on the average of 91 percent of its earnings in the form of
dividends. Indeed, unless one knew better, one might have con-
cluded that the top brass was retaining next to nothing for growth.
The problem is compounded when one considers that Avon, the
leader in sales of cosmetics door-to-door, has been hurt by the rap-
idly increasing feminization of the work force, in that many would-
be Avon Ladies are now engaged in more remunerative full-time
employment, while the number of housewives, the company’s prime
customers, is declining. The money Avon paid out in the form of
dividends during this trying period might have bettter been utilized
to pay for its diversification into more promising areas. Instead,
management continued its exceptionally high dividend payouts and
divested itself of one of its core holdings, Mallinckrodt, a health
care and specialty chemical company.

Start out by considering the basic statistics:
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S;lecfed Statistics for Avon Products, 1976-1985

Common Share

Earnings Dividends Dividend Long-Term Debt Common
Year per Share per Share Payout Ratio (millions) Shares
1976 $2.90 $1.80 62% 6.7 58.1
1977 3.30 2.20 67 5.0 58.1
1978 3.92 2.55 65 3.0 58.2
1979 4.17 2.75 66 4.1 60.2
1980 4.01 2.95 74 2.6 60.2
1981 3.66 3.00 82 4.8 60.2
1982 2.75 2.50 N 297.3 74.4
1983 2.21 2.00 93 318.4 74.5
1984 2.16 2.00 93 440.5 85.4
1985 2.05* 2.00 98 617.8 791

*Does not include the sale of Mallinckrodt, which was classified as o discontinued operation at yeor end 1985.

Source: Reprinted from The Value Line Investment Survey, January 24, 1986. Copyright © 1986 Value Line,
Inc

Because Avon paid out most of its earnings in the form of div-
idends, it had not been able to build up retained earnings in
amounts sufficient to support long-term debt additions. The above
table indicates that between year end 1981 and year end 1985 Avon’s
long-term debt advanced from approximately $5 million to $618
million. '

As Avon’s troubles grew, and the price of its common shares
declined, rumors appeared that the company would soon be the
object of an unfriendly takeover bid. How might this be avoided?
Management decided on maintaining the dividend so as to trans-
form this once alluring growth stock into an income producing en-
tity, thus maintaining the price by a high yield.

Avon also planned a stock repurchase program, both to in-
crease earnings per share and dissuade potential takeover artists. In
October, 1985, Avon revealed it had signed an agreement with Mer-
rill Lynch under which the latter would purchase up to 10 million
shares of Avon’s common stock, with the company having an option
to repurchase these shares through February, 1986. The purpose of
the agreement was to enable Avon to match its stock repurchase
outlays with expected future funds inflows. How was the money
for this to be generated? Through the sale of Mallinckrodt, Avon
disclosed that the Board had authorized the repurchase of 20 mil-
lion shares of common, or about 25 percent of the total outstanding.
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Then, in late January, 1986, Avon informed shareholders it had sold
Mallinckrodt for $675 million, and that this money would be used
for the scheduled repurchase of those 10 million shares to acquire
The Mediplex Group Inc., and to reduce debt. Thus, Avon divested
itself of an entity that produced 23 percent of its total operating
income 1983-1985 in order to slash its equity base. And through all
of this the dividend remained intact. It recalled the familiar chase
scene in silent movies, in which in order to preserve themselves, the
crew of a train throws everything flammable into the boiler to keep
it going, and in the end has nothing but the engine left.

In October, 1985, when Avon revealed its stock repurchase
plan, the shares were selling for about $24 on the NYSE. I thought
it would be interesting to develop two hypothetical models, one of
which would utilize the $675 million dollars from the sale of Mal-
linckrodt to repurchase a total of 20 million shares. After reducing
the common shares outstanding by 20 million using the Mallinck-
rodt proceeds, my model would also assume that Avon completely
eliminated its $2.00 per share annual dividend and utilized the div-
idend savings to repurchase common shares for the next five years
at aprice between $30 and $35 per share. This model is presented
below:

MODEL |

Effect on Earnings per Share After Utilizing the Proceeds from the Mallinckrodt
Sale to Repurchase 20 Million Common Shares—Then Dividend Is Eliminated
and Funds Therein Are Utilized to Repurchase Common Shares of Stock
between the Years 1986 and 1990

(in $ millions)

Year Ending: 1985 1986 1987 1988 1989 1990
Net Income $135' $135 $135 $135 $135
Common shares—
beginning of year 60? 60 56 52.3 49.1 46.3
Less—Repurchase of shares 4° 3.7 3.2° 2.8° 2.67
Common shares—year end 56 52.3 49.1 46.3 43.7
EPS $2.41 $2.58 $2.75 $2.92 $3.09

'Assumed level of earnings excluding Mallinckrodt.
?Assumed number of shares after repurchase of shares from Mallinckrodt sale.

3Dividend saving 60  mil shares X $2 = $120 mil + $30 price per share = 4  mil shares.

N 56 x $2 = $112 "' + $30 = 3.7
ke " 523 """ x $2 = $104.6 ' + $32.5 "' = 3.2
e v 49.1 " X $2=98982"" + 835 =28"
[ v 463 ' "’ X $2 = $ 926 ' + $35 = 26"
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This model assumes that Avon’s net income would remain flat
at $135 million per year from 1986 through 1990, and indicates the
amount of common shares that can be acquired each year by uti-
lizing the former stream of earnings for the purpose of repurchasing
shares. The result of this exercise is that by the year 1990, Avon’s
share earnings would have increased to $3.09 per share from the
1986 base of $2.41, even though net income during the same time
span would not have risen at all. In other words, while repurchas-
ing shares rather than using the money to expand operations and
increase earnings is of dubious merit, it does make sense for a firm
to repurchase shares rather than pay large dividends. The higher
per-share earnings would be transformed into a higher price for the
common, and the stockholders would be rewarded by the market
mechanism through capital gains rather than by the company in
the form of earnings.

However, it should be noted that under the 1986 proposed tax
reform bill most of the difference, if not all of the difference, in tax
treatment between dividends and capital gains will disappear.

I then engaged in another hypothetical exercise labeled Model
I1. Here I assumed that Avon would not sell Mallinckrodt, but would
completely eliminate its common dividend and utilize the savings
to repurchase shares at a price between $30 and $35 in 1986-1990.

MODEL I

Impact upon Earnings per Share Assuming There Was No Sale of Mallinckrodt—
The Dividend of Avon Is Eliminated and the Dividend Savings Are Utilized to
Repurchase Common Shares of Avon between the Years 1986 and 1990

(in $ millions)

Year Ending: 1986 1987 1988 1989 1990
Net Income $180’ $180 $180 $180 $180
Common shares—
beginning of year 802 74.70 69.72 65.43 61.69
Less—Repurchase of shares 5.3° 3.98* 4.29° 3.74¢ 3.537
Common shares—year end 74.7 69.72 65.43 61.69 58.16
EPS $2.41 $2.58 $2.75 $2.92 $3.09

'Assumed level of earnings—no sale of Mallinckrodt.
?Assumed number of shares (rounded from 79.9).

“Dividend saving 80  mil shares X $2 = $160 mil + $30 price per share = 5.3 mil shares.

747 x $2 = $149.4 '’ + $30 =498 """’

69.72 ' " x $2 = $139.4 "' + $32.5 "' =429 """’
' 65.43 """ x $2 = $130.9 '* + §35 ' =3.74 "'
zoe . 61.69 """ x $2 = $123.4 ' + $35 =353 """’
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In this instance I used a net income figure of $180 million per
year between 1986 and 1990. The difference between the $135 mil-
lion figure used in Model I and the $180 million in Model II is the
additional $45 million of net income derived from the retention of
Mallinckrodt by Avon.

Note the interplay that results when a former stream of divi-
dends goes toward the repurchase of common shares. In this model,
we find that between 1986 and 1990, Avon’s earnings have ad-
vanced to $3.09 from the base of $2.41 per share. Hence Avon,
without selling Mallinckrodt, could arrive at almost the same share
earnings as in Model I—while still having this core division!

Dr. Henry E. Singleton is one of the more imaginative Amer-
ican businessmen, and his company, Teledyne, is an intriguing con-
cern, as a result of Singleton’s dividend and stock repurchase pol-
icies as well as operations. Singleton has made it crystal clear that
there will be no dividends so long as he has anything to say about
it, and he has passed this view along to the next generation of man-
agers. So Ben Graham’s stricture that the stock price should reflect
anticipated future dividends might mean Teledyne should be selling
at zero. Yet more often than not, Teledyne common is the highest
priced equity on the NYSE list. The reason is Singleton’s stock re-
purchase policy, which might be called “Operation Shrink,” in ref-
erence to the vastly reduced equity base made possible through the
utilization of cash flow. Singleton initiated the policy in 1972, when
he retired 22 million shares of common, reducing the outstanding
amount from 82 million to 60 million.

By year end 1984, as a result of further repurchases, Teledyne’s
equity base was down to 11.7 million shares. During this span,
earnings per share rose from $0.64 to $46.66. The price of Teledyne
common soared from a low of $6 in 1972 to a high of $338 in 1985.
Were the stockholders rewarded? Of course. The rewards came
from the market in the form of capital gains, this being the least
expensive way for any management to earn shareholders’ gratitude.
Doubly so, because the gains in reference to individual shareholders
aren’t taxed till the shares are sold, and then at the long-term cap-
ital gains rate. Again, readers should note that impending tax law
changes will erase either all or most of the distinction in tax treat-
ment between earned and unearned income and capital gains.

Teledyne is a textbook example of what a determined man-
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agement can do when it devotes itself to setting a long-term course
of creating additional value in the marketplace via a substantial
reduction of common shares outstanding rather than by paying
generous dividends.

Finally, Litton Industries offers the case of a glamour stock
that started out by not paying a dividend, switched to a cash payout
policy, and then abandoned it in favor of a program of stock re-
purchases.

The company paid only small stock dividends until 1979, when
the cash payouts began. These were modest at first ($0.23 that year)
but they rose steadily, so that in 1984 the dividend came to $1.90
per share. As of July, 1985, Litton had approximately 42 million
shares outstanding, and decided to shrink the amount substantially.
In the fourth quarter of the fiscal year ended July 31, 1985, Litton
issued subordinated debt securities in the sum of $1.3 billion in ex-
change for 15 million common shares. This reduced the equity base
to around 27 million shares and was the first step in the process.

Let’s look at some of the mathematics involved in this shrink-
age. In the spring of 1986 Litton was paying around $140 million
of interest expenses a year to service its $1.3 billion of debt incurred
in the exchange. On an after-tax basis, the net cost to Litton is ap-
proximately $77 million per annum. At the time of the exchange
the company had gone to a $2 per share annual dividend, which
was equal to a cash outlay of approximately $84 million a year.
However, when Litton had completed its debt for common share
exchange, it discontinued paying any common share cash divi-
dends. Therefore, it turns out that the dividend savings totaling $84
million a year (42 million original shares times $2 per share) more
than covered the $77 million net interest cost.

By now some observers might want to know the reaction of
Litton’s shareholders to the elimination of the dividend. Those who
were counting on it to meet expenses must have regretted the change
and were best served by selling their shares and purchasing debt or
equity that returned a steady stream of interest or dividends. An-
other option would be to sell off some shares to raise cash. But as
a result of these moves Litton’s earnings per share now were higher
than they had been earlier, and this was one of the reasons for the
advance in the price of the common shares, which went from 65
to the low 80s by March, 1986. True, this was a bull period on the
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Street, but Litton common outperformed both the Dow and S&P.
Moreover, the company was in better financial shape than it had
been in a long time. By then Litton had accumulated a cash hoard
totaling $1.6 billion, equal to $60 a share. Hence, after incurring
a sizable sum of debt to retire around 35 percent of its outstanding
common, Litton was in a position of possessing assets to enable it
to further shrink that equity base. Indeed, in October, 1985, the
board announced it would repurchase another 2 1/2 million shares
from time to time.

The impact of the move on Litton’s per share earnings was
dramatic. For the six months ended January 21, 1986, Litton’s net
income totaled $90.7 million compared with almost $142 million
for the previous year, a decline of 36 percent. But due to the decline
in equity from 42.5 million shares to 27.8 million, earnings per share
fell by only 3 percent.

I do not necessarily believe dividends are an evil unto them-
selves; certainly they have a role to play in rewarding shareholders.
But managements should reflect that their first goal is to develop
the enterprises for which they work, and paying dividends when
the business is short of capital is foolish. So is increasing payouts
when the money might be used to repurchase shares.

The bottom line here is that investors must keep an eye on
dividend policy, and consider that for most industrial concerns, reg-
ular boosts in the face of irregular earnings can be a warning signal.
So can the refusal of managements to lower dividends when earn-
ings fall and/or capital requirements rise. Companies with high div-
idends and rising debt may be borrowing money to pay sharehold-
ers, a practice often resorted to by managements in fear of being
ousted by some corporate raider. True, the stock of companies such
as these may be attractive because the Street may anticipate a hos-
tile bid, but for most investors who are seeking stocks that will ad-
vance on their performance and earnings per share, low dividends
can mean high profits.



CHAPTER ] -I

The Importance
ot Understanding
Accounting Changes

THERE IS an old tale, told with great relish by veteran accounting
professors to neophytes, regarding a firm in search of an account-
ant. The field narrowed to three, each of whom was interviewed,
and then asked to look at the books and calculate the firm’s taxable
income for the year. The first candidate replied, “$2.3 million,”
and the second, after obtaining additional information, thought it
would come to $2.4 million. The third glanced around, pulled down
the blinds, and asked the board, “How much do you want to show?”
Naturally, he got the job.

The joke illustrates something accountants know quite well and
the general public, including investors, hardly at all, namely that
according to the methods used, a company can report a very wide
range of earnings. It may not seem right or fair, but it is, due to
the way one totes up assets and liabilities, expenditures and income.

Consider for example that generally accepted accounting prin-
ciples permit a firm to write off a factory over 20 years, using
straight line depreciation. Suppose the property cost $20 million
originally. Would you say it was worth only $5 million after fifteen
years? That is what the company’s books would indicate, but given
the nature of the real estate market, that building might fetch $30
million or more. Yet every year the firm deducted an item of $1
million for factory depreciation, when perhaps it would have been
more realistic to add a million for appreciation.

Or think about what constitutes an asset. Do the firm’s rep-
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utation and patents count for anything? Of course they do, but
many companies carry goodwill at zero and understate the value
of patents. What about the value of undeveloped land acquired
many years ago, carried at cost, which might be a few dollars an
acre for property worth millions?

A good accountant can make a company’s books sit up and sing
or lie down and die. Harold Geneen, the redoubtable CEO of ITT,
was for many years an accountant, one of the most imaginative of
the breed, and he was often accused of doing just that. Geneen was
guilty of no crime, or even a mild violation of professional ethics.
All he was doing was applying what accountants call “Generally
Accepted Accounting Principles,” which cover the spectrum from
liberal to conservative, under whose tent many camels may gather.
Indeed, so loose is GAAP that a few years ago, in disgust, account-
ant Abraham Briloff suggested the term be changed to “Commonly
Reported Accounting Principles,” or CRAP.

Many years ago, the accounting firm of Arthur Andersen &
Co. published a chart entitled “Accounting Magic,” that graphi-
cally illustrates the tremendous difference that can be shown by
two-identical companies, one utilizing liberal accounting practices
(i.e., research cost, pensions, and capital gains), the other conserv-
ative ones. Some of the illustrations are outdated, but the basic idea
remains. The chart is on pp. 166-67, with Andersen’s explanations
therein.

Accounting Magic— Illustrating Different Results
from Alternative Accounting Principles

The chart which follows was prepared to show you how the use of
alternative generally accepted accounting principles might affect the
earnings reported in a given case. Column 1 shows the profit results
of an assumed Company A that faces economic conditions realisti-
cally and so reports them in its earnings statement. Columns 2 to 7
show the effect of alternative accounting principles that are also gen-
erally acceptable. Column 8 shows Company B’s earnings, with no
change in operations except the application of alternative methods
of accounting followed, yet Company B reports net profits of over
twice as much as Company A.

It is wholly possible to have the stock of these two comparable
companies selling at prices as much as 100% apart, merely because
of the differences in accounting practices.

You can judge for yourself whether, if you were a stockholder, you
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would rather have the accounting of Company A or that of Company
B followed by your company, if it meant the stock would bring you
twice as much cash value upon sale. The answer is too obvious to
dwell upon.!

Company A, whose figures are in Column 1, utilized very con-
servative accounting practices, while Company B, in Column 8,
took advantage of every possibility to show higher earnings offered
under GAAP. The difference, as you can see, is that between $0.80
per share for Company A and $1.79 for Company B.

Company A used LIFO (last in, first out) inventory practices,
while Company B opted for FIFO (first in, first out). In a period
of rising prices, this means that Company A, which acquired in-
ventory a few years ago at, say, $1 a unit, which now costs $2,
deducted $2 from the inventory value when the unit was shipped
and sold. Company B made a $1 deduction, since that is what it
cost. So under these procedures, the cost of the inventory was twice
as much for A than it was for B, thus increasing the Costs and Ex-
penses segment. In the Andersen model, this added $400,000, or
$0.32 a share, to B’s profits.

Column 3 indicates that Company A used accelerated depre-
ciation, writing off its assets rapidly, while Company B did it more
slowly, thus lowering its costs of doing business in any given year.
The difference: $100,000, or $0.08 a share.

Company A charged research and development as the expenses
were paid, while Company B did so over a five-year period. This
added another $80,000 to its bottom line, or $0.06 a share.

How about pensions? Company A put this item down to cur-
rent expenses, while Company B counted only the present value of
the pensions vested, for another $150,000, or $0.12 a share, as seen
in Column 5.

Both companies utilized incentives, but while Company A paid
cash ($200,000), Company B utilized stock options, which cost
nothing in the current year, saving it $200,000, or $0.16 a share.

The two companies realized capital gains, perhaps on the sale
of property. Company A deemed this not to be ordinary income,
and accounted for it as a special item. Not so Company B, which
added $150,000 to its bottom line, this another $0.25 a share.
(Readers should note that due to subsequent changes in accounting
rules, the “special item” terminology is obsolete.)

Note that Company A’s profits before income taxes came to
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$1,000,000 and its taxes, $520,000. Company B’s profits were
$1,930,000, and its taxes, $1,004,000; so A’s net income was
$480,000 and B’s $1,076,000.

Few on Wall Street take such different accounting methods into
account. All the analyst and investor know is that for the year,
Company A had $0.80 per share earnings and Company B, $1.79.
If both firms’ stocks were selling for 15 times earnings, A common
would be at $12, and B at $26.90.

Now ask yourself which stock you would prefer to own. Since
Company B’s shares are so much higher, the answer is self-evident.

All of this should seem fairly obvious. Yet academicians and
others are divided on the issue and its implications. There is a wide-
spread school of thought, based upon the Efficient Market Hypoth-
esis (EMH) that holds the prices of stocks are based upon eco-
nomic reality rather than such accounting differences. It states that
if two companies are identical in every way they would have the
same stock price, even though they utilize different accounting
methods, the sole caveat being that the accounting does not affect
cash flows.? Professor George Benston of the University of Roch-
ester’s Graduate School of Management claims that his research in-
dicates that, on the average, earnings changes produced by ac-
counting are not associated with changes in stock prices except when
the new methods result in lower taxes. In short, the market appears
to be able to see through accounting gimmickry.? Another respected
researcher, Professor Alfred Rappaport of the Kellogg Graduate
School of Management at Northwestern University, claims the mar-
ket is not fooled by changes in accounting methods—for instance,
a switch from accelerated to straight-line depreciation that boosts
reported earnings per share, but does not affect cash flows.* This
is a matter of heated contention within the academic community,
with the Street looking on with great interest.

Some believe that most individual investors simply ignore such
matters, while the professionals—the individuals who manage large
pools of money—are quite conversant with them. And since in our
increasingly institutionalized market the pros dominate, it would
appear the academics have a point. But I have my doubts on this
score, having too often witnessed the contrary. And so have man-
agers of corporations. They know that a switch from conservative
to liberal accounting can pay off. This is because changes in ac-
counting that serve to elevate reported share earnings have a per-
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manent uplifting effect that becomes embedded in the stock price
of an individual security.

This point of view is supported by Arthur R. Wyatt, a former
Arthur Andersen partner and currently a member of the Financial
Accounting Standards Board, who posed the question: “If EMH is
valid, why do profit-motivated businessmen frequently enter into
forms of transactions that are not very profitable (when compared
with alternatives) solely or primarily because those forms will pro-
duce financial statement results that they believe will make their
companies look better?” Wyatt goes on to say that “while EMH
research to date appears to provide substantial support for the
hypothesis, it seems equally clear that the real world of accounting
either ignores or disputes the validity of the hypothesis and those
of the research.”®

A form of Gresham’s law exists in accounting, where poor
practices tend to drive out good. This is because a corporation that
takes a conservative approach knows that, all things being equal,
a rival with liberal accounting will show higher earnings, and
therefore sell at a higher stock market price.

I don’t mean to suggest that a corporation can lower the qual-
ity of its reported share earnings with impunity through the adop-
tion of liberal accounting techniques. If a corporation’s stock is sell-
ing at a fairly high price-earnings ratio, a lowering of earnings
quality could indeed result in an erosion of the multiple. But a cor-
poration utilizing conservative accounting practices, and selling for
either a stock market or below market price-earnings ratio, knows
it can boost earnings, and with this the price of its stock. The temp-
tation to do so is understandably irresistible. Imagine the CEO at
his desk, looking over his firm'’s figures during a disappointing year,
knowing that with a few perfectly legal accounting changes, all in
accord with Generally Accepted Accounting Principles, the level of
his share earnings can be raised, sometimes substantially. How many
of them would hold back?

In October, 1983, I published the results of a survey indicating
that out of 704 NYSE-listed corporations only 16 percent utilized
accelerated or partially accelerated depreciation methods for share-
holder reporting purposes. Only 7 percent conservatively deferred
and amortized their investment tax credits for shareholder report-
ing in contrast to employing the more liberal flow-through method.®

One reason managements make the change is to enhance the
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image of their performances, and another is to obtain personal fi-
nancial rewards. More than 90 percent of the nation’s top managers
hold stock options, and so have a strong stake in seeing the price of
their companies’ stocks rise. Also, many of them receive bonuses
based upon the level of earnings per share. To them, the price of
the firm’s stock is more than a simple ego trip—it can be the dif-
ference of hundreds of thousands, even millions, of dollars.” And
of course, a higher stock price may keep potential corporate raiders
from the door. Let us turn now to some examples of how this works.

Gelco Corp. (GEL) is in the business of providing fleet man-
agement services, mostly in the form of leased trucks. On December
31, 1979, Gelco acquired CTI International, a container leasing
company, for $250 million. It turned out that Gelco paid a very
high price for CTI because CTI’s net income peaked at $26.6 mil-
lion in 1979. A CTI International prospectus dated September 10,
1980, relating to the issuance of $50 million of 15 percent notes,
commented that:

Since 1978, principally as a result of competitive conditions in the
container leasing industry, CTI has not significantly increased its

" overall lease charges despite inflation-caused increases in the cost of
services required under most leases.

In a Quality of Earnings Report dated December 15, 1981, I
commented that Saul Steinberg, Chairman of Reliance Group, is
to be congratulated for the sale of CTI to Gelco Corp. for $250
million. In essence, Steinberg unloaded a capital-intensive business
with sizable borrowing tied to the prime and/or LIBOR (Eurodol-
lar) rates, but whose revenues since 1978 have not been able to re-
flect adequate rate relief regarding inflation-caused increases in
costs of services.

Effective January 1, 1980, Gelco lengthened the depreciation
periods for container equipment manufactured by CTI, changing
the useful lives from 10 years to 12 1/2-15 years, and the salvage value
was upped to 15 percent from 10 percent. Because CTI Interna-
tional is a subsidiary of Gelco and its operations are consolidated
with those of Gelco for shareholder reporting purposes, this move
provided Gelco with substantially higher earnings per share.

Table 11.1, derived from information found in Gelco and CTI
filings with the SEC, demonstrates the impact upon Gelco’s per
share earnings of the liberalized accounting methods. The year 1980
is missing because I was unable to secure information for this period
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TABLE 11.1
Gelco Corp.—CTI Container Subsidiary

(figures in millions)

Year Ended Year Ended
12/31 7/31
1979 1981 1982 1984 1985
Container rental equipment $348.1 $492.8 $548.6 $482.4 $433.6
Depreciation on rental
equipment $34.4 $29.7 $34.7 $37.9 $36.5

Depreciation on rental equip-

ment as a percentage of

container rental equipment 9.88% 6.03% 6.33% 7.86% 8.41%
Difference between Co.’s

9.88% 1979 depreciation rate

and reported rate 3.85% 3.55% 2.02% 1.47%
Gelco tax rate 15.7% 19.4% 26.9% 40.7%
Shares 10.2 11.8 13.8 13.7
Earnings per share $4.67 $2.51 $0.82 $1.63

and the year 1983 is omitted because Gelco reported a deficit of
$0.87 that year.

Now to discover the exact impact the changes in accounting
procedure had upon the reported earnings, the statistics for which
are outlined below.

First of all, note the difference between CTI’s 1979 deprecia-
tion rate of 9.88 percent while the reported depreciation rate of
6.03 percent in 1981 is 3.85 percent. Multiply this depreciation rate
differential of 3.85 percent by the $492,800,000 reported for con-
tainer rental equipment and the result is $18,973,000. (See the first
line of Table 11.2 on page 172.) Now, to follow the computations
of the table, multiply the $18,973,000 by the 15.7 percent Gelco
tax rate and you get the tax effect of $2,979,000. Subtract this from
the $18,973,000 and the result is $15,994,000, the amount that can
be attributed to accounting changes. Divide that by the number of
shares outstanding (10.2 million) and you get $1.57 per share, which
is 34 percent of Gelco’s reported earnings. Without these changes,
then, Gelco would have reported $3.10 instead of $4.67. I then did
the same for the other years; the results are shown in Table 11.2.

Compare the adjusted EPS with the reported figures and you
will have a striking example of how accounting changes can affect
this vital statistic.
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TABLE 11.2
Adjustments for Accounting Changes for Gelco, 1981, 1982, 1984, and 1985

(figures in thousands of dollars) Refer to text for explanation of compulations

1981 1982 1984 1985
$18,973 $19,475 $9,744 $6,374
X 15.7% X 19.4% X 26.9% X 40.7%
$2,979 $3,778 $2,621 $2,594

18,973 19,475 9,744 6,374
—2,979 —3,778 —2,621 —2,594
15,994 15,697 7.123 3,780
10.2 11.8 13.8 13.7
$1.57 $1.33 $0.52 $0.28
34% 53% 63% 17%
Adjusted EPS
$3.10 $1.18 $0.30 $1.35

There appears little doubt Gelco had bought the wrong com-
pany at the wrong time and would have been far better off without
CTI. Devotees of the Efficient Market Hypothesis should consider
what those earnings would have appeared to be had not the lib-
eralization of earnings taken place. Table 11.2 illustrates that in
1981, 1982, 1984, and 1985, the impact of reporting changes ac-
counted for 34, 53, 63, and 17 percent, respectively, of Gelco’s re-
ported share earnings.

Everyone knows of Union Carbide’s (UK) difficulties resulting
from the Bhopal explosion in November of 1984. The stock plum-
meted; there was talk of bankruptcy. Then came the unwelcome
takeover attempt from GAF in late 1985 and the sale of some of
the most attractive parts of the firm’s business in 1986 as manage-
ment strived to remain independent. UK common behaved in a
most erratic manner, not unusual for the paper of a firm in such
bewildering and uncertain circumstances.

UK had reported earnings of $7.15 per share in 1976, when
the stock topped out at 76 3/4. This was followed by declines in
both figures—to $6.05 a share in 1977 and $6.09 the following year,
when the stock dipped to 33 5/8. Earnings rose to $8.47 in 1979,
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but the stock responded by rising only to a high of 44 1/2. Stronger
medicine was needed, and in 1980 management decided to elevate
earnings through accounting changes.

UK started out by extending the expected useful life of ma-
chinery and equipment, instead of utilizing the Internal Revenue
Service’s “guideline lives.” Concurrently management adopted the
flow-through method of accounting for investment tax credits in-
stead of the deferred method. In announcing these changes, UK
management said that it was a rather innocuous alteration, merely
an attempt to bring the company’s practice in line with what most
of its competitors were doing.

Table 11.3 (p. 174) is a graphic illustration of the impact of
these changes on UK’s reported share earnings.

Consider that the change affected earnings not only for 1980,
but subsequent years as well. Note that the accounting changes in-
creased UK’s 1980 earnings by $1.63 in 1980 and sizable amounts
in subsequent years.

How did all of this affect UK’s stock price? Table 11.4 (p. 175)
shows that from 1977 to 1979 UK common sold for a lower P/E
ratio than any of its competitors. Then came the boost in 1980,
which caused the P/E to fall even lower, and this attracted bargain
seekers. The company reported earnings of $9.56 per share in 1981,
but as can be seen, $1.40 of this came from accounting changes.
No matter; Wall Street responded by bidding the price of UK com-
mon to a high of 62 1/8. In 1983, when reported earnings came to
$3.02, $1.40 of which was due to the accounting changes, the stock
advanced to a high of 73 7/8, only a shade below its all-time high.

In summary, from 1977 through 1981 Union Carbide had the
lowest P/E multiple in the chemical group, with the exception of
Monsanto Chemical in the year 1978. However, in 1984 the ratio
had risen to the level of or surpassed all of the rest except Dow. And
this in spite of the fact that in late 1984 the stock price of Union
Carbide plunged as a result of the Bhopal incident.

What a difference a shrewd accountant can make. And mind
you, all of this was perfectly legal.

If we were to believe those who hold to the Efficient Market
Hypothesis, we might have expected Union Carbide’s P/E to de-
cline, not rise. But in the real world, the accounting changes paid
off in higher stock prices. What is the cure for an ailing P/E? An
accountant with a sharp pencil and a sharper mind.
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If IBM appears more often than any other corporation in these
pages, it is because it is and has been the most admired American
business enterprise for the past half century, and is far and away
the market’s bellwether issue. It also had some interesting recent
changes in accounting. IBM was once one of the few corporations
that utilized the same depreciation rate for shareholder and tax pur-
poses, both accelerated, which is a conservative method of com-
puting depreciation.

In 1984 IBM switched to straight-line depreciation of rental
machines, plant, and other property acquired after 1983 for finan-
cial reporting purposes, which meant these charges would drop sig-
nificantly, as a percentage of depreciable assets, causing earnings
to rise. Partly as a result of this liberalized policy, the company’s
1984 depreciation expense fell to $2.987 billion from $3.362 billion
the previous year. These figures were equal to 10.15 percent and
11.52 percent of rental machines and plant and other property for
1984 and 1983 respectively. The lower percentage depreciation ex-
pense was equal to $0.37 a share after tax.

As indicated, such changes will continue to impact earnings
favorably for years to come. In 1985 IBM’s depreciation expense
again declined, this time to $2.894 billion from 1984’s $2.987 bil-
lion. These figures were equal to 8.39 percent and 10.15 percent of
properties for 1985 and 1984, respectively. The effect of the lower
depreciation rate this time came to $0.55 per share, after tax.

Nor was this all. In 1984 IBM lowered the cost of its retirement
plan expenses by raising its assumed actuarial rate of return on
plan assets. There was nothing unusual in this; many companies
were taking the same action so their plans would more accurately
reflect the realities of the marketplace. Prior to 1984, IBM had as-
sumed a 5.5 percent rate of return on assets; in 1984 the rate was
raised to 7.5 percent on plan assets through 1993. This meant that
IBM’s contributions to pension costs would be reduced, since less
money would be required given the higher anticipated yield. The
total costs of IBM retirement plans in 1983 had come to $1.180 bil-
lion; for 1984, the figure was $1.096. The reduced pension plan
expenses came to $0.08 per share.

IBM lowered the costs of retirement plans the same way in
1985, when the rate went to 8 percent, this to continue through
1995. In addition, IBM lengthened the amortization of prior service
costs to 15 years from 10 years. As a result of these changes in ac-
tuarial assumptions, coupled with favorable actual results on in-

WWW FOREX-WAREZ.COM

ANDREYBEBRYGEMAIL.COM


Андрей
forex-warez


The Importance of Understanding Accounting Changes 177

vestments made by the plans, IBM’s retirement plan expenses de-
clined to $868 million in 1985 versus the $1.096 million the previous
year. The reduced pension expenditures were equal to $0.21 per
share after tax.

In 1984 IBM reported earnings of $10.77 a share. The com-
bination of reduced percentage depreciation expense and lower re-
tirement plan expenses accounted for $0.45 per share ($0.37 plus
$0.08). IBM’s earnings that year were $1.73 more than in 1984.
Thus, 26 percent of the company’s increase in earnings was ac-
counted for by changes in accounting.

The same happened in 1985, when IBM reported earnings of
$10.67. The combination of lower percentage depreciation costs and
reduced retirement plan expenditures totaled $0.76. IBM’s earnings
that year declined to $10.67, $0.10 less than in 1984. However,
were it not for the beneficial impact of these two items, IBM’s earn-
ings would have declined a total of $0.86.

Think of it this way: as far as most people are concerned, IBM’s
1984 and 1985 earnings were $10.77 and $10.67. Without the ac-
counting changes, they would have been $10.32 and $9.91. How
do you think Wall Street would have reacted to that kind of com-
parison when the figures for 1985 were released in early 19867 What
would that have done to the price of IBM common?

Few Wall Street analysts take note in their research reports of
items such as this. In other words, they fail to inform clients that
fully 7 percent of IBM’s 1985 earnings were derived from account-
ing changes that first took place in 1984. What about the Efficient
Market Hypothesis, which holds that the stock’s price would take
this into consideration?

Of course, there are many factors going to make the P/E ratio
at any given time, and I'm not about to suggest that accounting
changes can work all kinds of magic with the stock’s price. Con-
sider, however, the way IBM common jumps every time a major
analyst boosts or cuts an earnings estimate, and that in 1985, with
the benefit of that extra $0.76 from accounting changes, IBM sold
for an average P/E ratio of 12.4, compared with 10.8 for 1984.

It remains to be said that IBM is not selling for an outlandish
P/E ratio, and that the company’s liberalized changes in accounting
have not negatively impacted the stock’s multiple. So if you own
IBM, give a silent prayer for those Armonk accountants who came
up with the changes.



CHAPTER -I 2

Coming Clean
After the Big Bath
and/or Restructuring

THE SCENARIO IS PLAYED out regularly in executive suites and re-
ported fully on financial pages. Management had faltered, due to
incompetence, errors, poor forecasting, the emergence of aggressive
and-imaginative rivals, the obsolescence of plant and product, or
simple bad luck. Sales and earnings are down, and the company’s
reputation is in tatters. Or it may be that they are forced from office
by raiders or internal critics. With as much dignity and grace as
can be mustered the worn-out leaders retire, making way for a set
of new faces and new ideas.

After a series of conferences the rejuvenated or fresh executives
appear before the press and securities analysts and grimly note that
things were worse than they had thought. A turnabout will be pos-
sible, they say, given hard work, sacrifice, and dedication. But not
before a thorough housecleaning takes place.

Veteran business observers know well what will take place.
Management is setting the stage for a “big bath.”

As might have been guessed, the big bath refers to the practice
of writing off every dubious asset in sight, and some that are not
so questionable. Marginal operations are sold for whatever can be
obtained, while existing plant, equipment, and inventory are writ-
ten down to as low a level as management can defend to its outside
auditors.

All the while management continues to warn of tough times
ahead, the rhetoric heating up as the time arrives to renegotiate

178



Coming Clean After the Big Bath and/or Restructuring 179

labor contracts. The stock market responds as the price of the com-
pany’s common declines. There are some additional quivers as the
moment arrives to release the next quarter’s results. Often revenues
are constant, or even rise, but there are all sorts of special items in
the report, and the end result is always the same: tremendous losses
accompanied by management claims that the worst is over, and
better times seem just over the horizon.

Of course they are. The situation may have been bad, but not
as horrendous as pictured, or might have been guessed from the
write-offs. Management has done all in its power to present the
bleakest picture possible, knowing that what remained of the com-
pany was all flesh, muscle, and bones, and no fat, that the ac-
counting maneuvers that had overstated the negatives of the com-
pany would enable management to present a sunny picture next
time around, for which they will obtain credit. “Look at what we
inherited,” they will crow, “and look how we resuscitated the com-
pany in just a few short months!”

This isn’t to suggest all that had happened was accounting
changes and maneuvers. In such instances real reforms do take
place, and there are many cases in which management, especially
new management, under such circumstances does call for revived
interest on the part of investors. Several such examples will be pre-
sented, and at this point I should add that I peruse the newspapers
and magazines for just such situations. But all the while I know the
big bath has been drawn.

Big bath accounting is given a tremendous boost under the pre-
viously discussed GAAP. Corporate management and accountants
realize that all of the costs of restructuring are crowded into one
quarter or year, while the benefits will be realized later on, but let
it go at that. This point was brought out clearly by Professor Robert
J. Swieringa of Cornell University, who related:

Generally accepted accounting principles require that estimated
(current and future) costs associated with restructuring be charged
against income in the year in which the decisions to restructure are
made. A liability reserve is established and the actual expenditures
(which are incurred in subsequent years) are charged against this re-
serve. The effect of this procedure is to match restructuring costs with
the decision and not with the periods during which the restructuring
occurs or when the benefits are realized.!
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The reasons managements take the big bath are obvious: it
enables them not only to cast aside past mistakes, but to make them-
selves look good once the turnabout takes place. Count on them to
congratulate themselves (and the stockholders) at the next annual
meeting. But investors usually profit too. After all, many manage-
ments are often reluctant to abandon enterprises about which they
had been so optimistic, for to do so would be to admit horrendous
errors. Also, it is not considered good form to write down assets
dramatically, for this suggests a glaring deficiency in management
and a lack of meaningful internal corporate financial controls.

Wall Street analysts generally favor the big bath over a series
of write-downs, because it suggests the company is finally “coming
clean” (no pun intended) on its current situation, while a series of
write-downs' can erode a corporation’s reputation and its price-
earnings multiple. There is nothing the Street abhors more than
surprises, and little it favors more than the aura of complete rev-
elation. At least there will be no more major shocks, say the ana-
lysts, as they prepare to judge the company on its future prospects
rather than past blunders.?

Indeed, big baths have become quite common for this very
reason. In the fourth quarter of 1985 accounting write-offs reached
a crescendo, Forbes financial columnist Ben Weberman labeling
them “Rumpelstilzchen Accounting.” He wrote that “Rumpel-
stilzchen spun straw into gold. Last quarter, dozens of leading busi-
nessmen spun past sins into current virtues.”

If anything, big bath accounting is increasing in popularity.
By the end of the fourth quarter of 1985 each of 28 sizable cor-
porations had written off $100 million or more of assets, and the
total write-downs came to $9.5 billion. In writing of this devel-
opment, Business Week commented that the overriding tactic was
“Take your licks now. Then, after the economy strengthens, you
look great to your shareholders and on Wall Street. On the other
hand, if recession hits, the worst of the hard choices may be behind
you.”?

Large and small corporations alike are increasingly admitting
the reasons for the write-offs, with shrewd executives making the
moves appear a sign of present and future strength and not past
blunders. For example, when CSX announced a major restructur-
ing involving a pre-tax charge of $954 million, CEO Hays T. Wat-
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kins related, “The actions will have a very positive effect on future
cash flow, earnings, and rates of return.”® Likewise, Allied-Signal
wrote off $725 million in the 1985 fourth quarter, with Chairman
Edward L. Hennessy, Jr. telling reporters that “the bulk of the
write-down was related to a very aggressive streamlining of this
company,” going on to state that “we’ve cut corporate overhead by
$250 million a year, eliminated 3,000 jobs, reorganized into three
areas of focus—aerospace/electronics, automotive, and engineered
materials—and arranged to spin off our non-core businesses into a
new company. We are well-poised for the future, looking forward
to 1986 with a focused, efficient, and profitable group of busi-
nesses.”® In announcing a $1.2 billion charge against earnings to
cover substantial increases in insurance claims in the fourth quarter
of 1985, Cigna CEO Robert D. Kilpatrick said that while “we
probably made a mistake of underestimating reserves every year for
at least a decade,” the charge will serve as “a kind of clearing the
decks of the old liabilities,” and the move “improves our earnings
outlook for 1986 and beyond.”” The stock market took this as a sign
of strength. Cigna common had dropped by 10 percent shortly prior
to and immediately after the announcement, but within a few days
rebounded vigorously, and a month later posted a new high for the
year.

This is not at all unusual. Several years ago Victor S. Pastena,
a professor of accounting at the Columbia Graduate School of Busi-
ness, discovered that while prices of the common stocks of com-
panies announcing big baths usually fell a month or so before the
actual announcement of the write-downs, their prices tended to rise
thereafter. Pastena concluded that investors are “unduly pessimistic
at the time of a write-off but subsequently make an upward judg-
ment about the company and its future prospects.”®

The above three cases involve corporations in which present
managements admit past mistakes, claim to have rectified the er-
rors, and appear determined to steer a better course in the future.
Then there are situations in which an orderly transition in top man-
agement takes place, but it turns out the new leader has a man-
agement style much different from that of his predecessor. A strik-
ing case was the way Ralston Purina (RAL) underwent a major
overhaul starting in 1982.

Here is what happened. In his letter to shareholders dated De-
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cember 4, 1981, CEO R. Hal Dean announced he would be step-
ping down the following January to be succeeded by William Stir-
itz, who had been elevated to the presidency less than a year before.
It seemed a smooth enough transition for a company whose reve-
nues, earnings, and stock price had remained static in recent years.
There appeared little likelihood anything would change at what
had become a hidebound enterprise. Or at least, this was the gen-
eral sentiment.

In a quiet, unassuming manner, Stiritz began a program that
included asset write-downs and redeployment and the disposal of
marginal operations. Almost simultaneously he initiated a program
of repurchasing shares on the open market. It was the beginning of
one of the most outstanding corporate turnabouts in recent history.
While much of the business press was concentrating on more dra-
matic stories, such as Lee Iacocca’s admittedly masterful perfor-
mance at Chrysler, Stiritz, who to this day is barely known outside
of the industry, was reshaping Ralston Purina in an equally intel-
ligent fashion. It shouldn’t have come as any surprise. Stiritz told
all in the shareholders’ letter appearing in the 1982 Annual Report.

In this letter Stiritz outlined his strategy and tactics, which
were at the same time sensible and plausible. These included di-
vestment of tuna vessels, the mushroom business, and European
consumer products pet food businesses, all moribund, which re-
sulted in after-tax charges of $122 million, or $1.16 per share. Four
core businesses were identified as one of the company’s three
strengths, the others being a strong balance sheet and a “wealth of
talented and experienced employees.” The weaknesses were that
Ralston was operating in mature markets with little growth poten-
tial and additional underperforming operations. So as to capitalize
on strengths and minimize or eliminate weaknesses, Stiritz intended
to expand the core business wherever possible, continue the divest-
ment program, and make acquisitions in related fields.?

This should have alerted shareholders and analysts alike to pos-
sible changes at the company. Of course, this kind of thing happens
scores of times each year, and in most cases little happens. But when
the changes do begin to take place, additional monitoring should
begin.

The changes began almost at once, spearheaded by divestiture
and repurchase of stock. In addition, Stiritz managed to squeeze



Coming Clean After the Big Bath and/or Restructuring 183

fat out of ongoing operations and increase profit margins. These
changes were reflected in his shareholders’ letter the following year.
According to plan, the divestments continued, restaurant opera-
tions were revamped and turned in record earnings, and then 72 of
them were sold. Stiritz used surplus capital to repurchase 10.2 mil-
lion shares of common. He also stated his primary objective in a
way calculated to please shareholders:

One of management’s primary objectives is to increase shareholder
value. In order to accomplish this goal, we seek to maintain our rate
of return on shareholder equity in the top quarter of the food in-
dustry. In addition, we must outperform competition and gain mar-
ket share. We are making important progress toward these objectives
as we strive to become the best managed food company.

Hyperbole? Perhaps. But Stiritz was delivering on promises,
and that is what counted. Net earnings for fiscal 1983 were $256
million compared to 1982 earnings of $69.1 million, which were
reduced by $128.1 million as a result of divestment provisions and
operating losses. Exclusive of these items, 1983 earnings were up
by 30 percent.'”

The campaign continued in 1984—more divestitures and re-
structuring. But now Stiritz moved into new areas, making an im-
portant acquisition. At the time Continental Baking was a decent
enough corporation, but one underperforming insofar as its market
was concerned. Stiritz meant to change this, and so he did. In the
1984 letter, he reiterated his objectives, noted the closure of a West
Coast cannery that had been performing below par, and noted con-
tinued improvement in the restaurant business, an industry which
observers had concluded was being readied for sale.!!

Finally, in the 1985 letter, Stiritz recapitulated his program
and again shared his thoughts regarding the future with sharehold-
ers, who had reason to be pleased with results. Consider Stiritz’s
record from 1982 through 1985, and compare it with that of the
company in the preceding four years (see Table 12.1, p. 184).

From 1978 to 1981, RAL’s earnings per share rose by less than
12 percent; from 1982 to 1985, they advanced by 81 percent. The
price of RAL common went from under-11 in 1982 to 49 in 1985,
as the price-earnings ratio increased from an average of 7.2 to 12.4,
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TABLE 12.1
Ralston Purina, Selected Statistics, 1978-1985

(revenues in billions of dollars)

Earnings Dividends Shares
Year Revenues per Share per Share Outstanding
1978 $4058 $1.44 $0.50 107.8
1979 4601 1.19 0.58 107.9
1980 4886 1.51 0.64 108.0
1981 5225 1.61 0.72 108.0
1982 4802 1.74 0.78 101.5
1983 4872 2.58 0.84 95.1
1984 4980 2.90 0.92 86.3
1985 5864 3.15 1.00 80.2

Source: Ralston Purina, Annual Reports, 1978-1985. Fiscal years ending September 30.

this being the market’s way of recognizing the superb job Stiritz
had done. “Don’t expect the final chapter in Ralston’s restructuring
‘story’ to be written for several years,” related Value Line in its
August, 1985 number. “Since fiscal 1982, when the company wrote
off several operations and began buying back its stock, these shares
have outperformed the market by a wide margin.”!?

A similar if more dramatic restructuring took place at Gulf +
Western (GW) after CEO Charles Bluhdorn died suddenly in early
1983. One of the great wheeler-dealers of his day, Bluhdorn had
taken GW from a regional auto parts company to one of the more
dazzling conglomerates of the 1960s and 1970s. At the time of
Bluhdorn’s death, GW owned Paramount, Madison Square Gar-
den, Financial Services Associates, several publishing companies,
New Jersey Zinc, Kayser-Roth, Consolidated Cigar, South Puerto
Rico Sugar, and a grab-bag of machine tool companies, as well as
a sizable portfolio of shares in other companies.

Bluhdorn had realized that the sum was less than the parts.
GW common was going on a plateau, and in an attempt to provide
it with some glamour he had started selling off some operations and
restructuring others. But it was too little and too late. Besides,
Bluhdorn was reluctant to bring down so much that he had erected.
Clearly this task would have to be undertaken by someone else, an
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individual willing to take the big bath. As it turned out, his suc-
cessor, Martin S. Davis, filled the bill quite well.

It would be unfair to say that Davis started fresh, since he did
continue some of the changes Bluhdorn had initiated. But Davis
went much further, selling off operations, partially liquidating a
large investment portfolio, repurchasing shares, and in general ac-
complishing for GW what Stiritz was doing at Ralston Purina.

The numbers here weren’t as impressive as those of Ralston
Purina, at least at first glance. But look at them carefully.

It would appear from these figures that GW had become the
incredible shrinking corporation, and such indeed was the case.
Davis was busily selling off divisions that provided revenues but
performed badly when it came to earnings, using the funds to re-
purchase common shares. The flat earnings under his leadership
were taken as a sign of strength, an indication the new management
was able to maintain profits in the face of a massive reorganization
program. As a result, GW’s P/E ratio expanded from 6.1 in 1983
to 9.2 in 1985. In future years, as profits grow, I would expect a
further increase in this ratio, which I consider one of the most im-
portant assets a corporation possesses.

As with Ralston Purina, the GW plan was sketched in the first
letter to shareholders put out by the new administration. It was
there to be seen by anyone who took the trouble, but since the Street
still felt that anything Charlie Bluhdorn put together had to have
more than a few booby-traps attached, one of Davis’ priorities was
to establish credibility. This he did, by bold actions which were
discussed in future letters. The letter opened with the usual fluff:
“Fiscal 1983 was an unparalleled period in the 25-year history of
Gulf + Western.” Toward the end, however, Davis sketched the
strategy for the future, by which he has to be judged. These in-
cluded a restructuring into three operating groups geared toward
the consumer markets: Davis said he planned to divest approxi-
mately 20 percent of operations and liquidate the company’s sizable
stock portfolio, the proceeds to be used to pare debt. Considerable
progress had already been made. GW had sold its building products
business and Arlington Racetrack, and had plans for disposing of a
long list of others, all of which was stated in the letter.!®

The plan was carried out in 1984 and into 1985, by which time
Davis had initiated a major stock repurchase plan as well. Clearly
this amorphous, flabby giant Charles Bluhdorn had cobbled to-
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gether in a different era was being reshaped to meet the realities of
the mid-1980s, as shown in Table 12.2.

TABLE 12.2
Gulf + Western Selected Statistics, 1982-1985

(revenues in billions of dollars)

Earnings Dividends Shares
Year Revenues per Share per Share Outstanding
1982 $5332 $2.05 $0.75 74.01
1983 3993 3.38 0.75 77.25
1984 4182 3.62 0.90 70.04
1985 1759 3.51 0.90 62.27

Source: Gulf + Western, Annual Reports, 1982-1985. Fiscal years ending July 31.

To conclude, the big bath and/or restructuring is usually a sign
that an improvement will soon transpire and a signal to investors
that a careful monitoring of the stock is in order.



Epilogue

I HAVE DELIBERATELY SOUGHT to end this book on a positive note,
since so much of the rest might appear at first blush to be otherwise.
It is in the nature of American business to always try to put its best
foot forward, to make what often is a tarnished reality appear quite
rosy. Three decades of going over the materials turned out by cor-
porations may have given me a jaundiced view of things, but far too
often suspicions have turned into a conviction that all is not what
it seems on the surface. Investors have to be aware that Wall Street
is not a casino and their funds are not chips in a game.

Any investment decision calls for the assumption of risk, for
without risk there can be no reward. I have no quarrel with this.
Some investors are only at home with T-bills, others feel comfort-
able with blue chips, while there are those who love to gamble on
penny stocks. You may fall into one of these categories or some other.
No matter: when making your decision, accumulate and sift
through as much information as you can, and do so with a practiced
eye.

The aim of this book is to provide you with the tools and tech-
niques useful in such operations. While in many cases the mathe-
matics have been worked out, there really is no compelling reason
for you to do the same, especially to the last decimal place. Rather,
if you have learned to read the prose and understand the meaning
of the numbers—and what is behind both—you will be well served.

One final point merits mention. As everyone involved with the
markets knows, trading today is dominated by the large institu-
tions. Often small investors wonder how they can compete with the
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high-powered, well-remunerated hotshots who devote almost all
of their waking hours to the market. This is understandable, and
the reason so many of them find refuge in mutual funds, where for
a small management fee their own hotshots call the tune for them.
Yet I am convinced that the individual investor who is willing to
devote a relatively small amount of time to effective research can
do better than the institutions much of the time. In fact, did I not
think so, this book would never have been written.

There are several reasons for this. The institutions can’t move
in and out of large positions rapidly without disturbing the mar-
kets. Because managers are under pressure to outperform the av-
erages they often take unwise chances. Others, fearful of second
guessing, find comfort with the big blue chips—led of course by
Big Blue (IBM) itself. I continually go back to that episode at Bank
of America discussed in the Introduction, where the portfolio man-
agers lived in fear of moving against the crowd. Individuals can do
this much better than can institutions. Analysts spend a great deal
of time looking at the stocks, visiting managements and becoming
friendly with individuals there, are wined and dined, and under
such .circumstances it is difficult to put out a sell. Small investors
have no such problems. Those who utilize the techniques discussed
here need only put in a call to their broker to buy or sell, and get
in and out of positions with an ease that many portfolio managers
envy.

If I have been successful, by now you will be trained to go
through those reports that come in the mail every few months and
know what they are all about. I sometimes have been asked how
long it takes me to analyze annual reports and quarterlies. There
is no clear answer, since some require more work than others. But
in the course of a year I look through the documents of approxi-
mately 500 companies, and so clearly don’t spend weeks, even days,
on any of them. I suspect that readers who have understood what
I have been getting at in these chapters would need no more than
half an hour or so on an annual report and 15 minutes on a quar-
terly to understand the points I have been trying to make. This
information at hand, the decision to buy or sell will be yours.

No one can tell you how to get rich or succeed in investments.
All someone can do is provide the tools for intelligent decisions.
Such is the purpose of this book.
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