1. Corporate scandals

During the 90’s, we witnessed the greatest bullish wave in stock market history. A huge speculative bubble fueled by globalization, technological breakthroughs and CEO-emperors building multinational empires with extravagant LBOs. It was a great time for corrupted investors; the American dream was a few unethical transactions away from reality. 

The growth came unexpected, and with the SEC’s tied hands due to a minimal budget, it was the Wild West all over again. The agency was rewarded with stock options which enhanced stock price inflation and motivated the search for quick earning boosters. Accounting auditing firms became consultants and provided their clients with carefully engineered balance sheets that hid losses and boosted revenues and IPOs were voluntarily under priced to give insiders a first call on profits.

It all came to an end with a series of corporate scandals being exposed, which generated the collapse of some of the richest empires known to man such as Enron and Worldcom. This gave anti corporate activists more ammunition to fuel their campaigns than they ever wished for, and set a feeling of non confidence among small investors. 

There aren’t that many formulas seen in class to characterize what happened. The growth and collapse were so abrupt that new stock evaluation models had to be specially crafted to generate a speculative motivation to buy shared with P/E ratios in the 100s.

One thing that got totally overviewed was the ethical part in investment profession. We can also assume that there was little agency regulations back then, or if there were, it was taken lightly. This wave of scandals brought pressures to restructure capital market’s regulation.
To this day, accounting firms strongly oppose new regulations. They are content with status quo and figure that since they caused the problem in the first place that they should solve it. The SEC who was initially partially blamed for the problem responded by reminding the US government that their funding had been cut. This issue got remedied and there are far more regulations governing publicly traded companies. The US government passed the Sarbanes-Oxley Act of 2002 which imposes strict auditing practices and penalties for non compliance.

Here in Canada, a lot of critics say that since our companies are smaller, we don’t need the extra cumbersome auditing. The regulations are there, and a lot more overwhelming than in the US, but because of lack of common vision between provinces, enforcement is dealt with on a provincial basis, and at this point, there is only 1 agent per province overseeing compliance. I guess we’ll have to wait for our Canadian Enron to be exposed before politicians recognize that we might be a little under supervised and reach and agreement.

4. Capital Budgeting
Robert Campeau is the founder of Campeau Corp, one of the biggest real estate companies in Canada. He built his empire in residential construction in Ottawa and expanded in the US market in 1978.

The 1980 saw a wave of LBOs and Campeau decided to go beyond his successful real estate business and join the trend by attempting a hostile takeover of the Royal Trust Company in 1980, one of Canada's most powerful financial companies. He was blocked by a group of English Canadian investors who called themselves “the Friends”, and to this day is still bitter about it.
By 1985, Campeau Corp had total capital expenditures of over a billion dollars in the US and Canada. In 1988, Mr. Campeau completed a $6.6 billion takeover of Federated Department Stores, the largest foreign takeover in Canadian history.

With such a small asset base, the takeover was mostly financed by debt. In 1990, entering a recession with a daily 2 million dollars interest payments tab, the company couldn’t service its debt anymore. Campeau tried to sell Bloomingdale, one of the chains of Allied stores, in a failed last resort attempt to cover his expenses and save his empire. He ended up filing a Chapter 11 and the collapse of Campeau Corp became the largest Canadian bankruptcy in Canadian history.

Instead of dropping out of high school, had Mr. Compeau taken Engineering Economy, he would have learnt basic capital budgeting techniques that could have avoided the collapse of his empire. Such methods would have permitted to evaluate operational revenues from future CF generated by the purchase of Allied stores and compare them with the financial cash outflows required to finance the acquisition. By changing the discount rate in his financial calculator, Mr. Compeau could have easily realized that even though the expenditure seemed profitable in the 80s, the venture was greatly sensitive to fluctuations in interest rates. By forecasting an increase in interest rates, the decrease in the NPV of his project would have given a profitability index smaller than 1, and a negative present value ratio.

I think Mr. Campeau should have stayed in real estate in the first place. When you have something that works (and he did, since he had created on of the largest real estate company in Canada), I think it’s a good idea to stay with it. If he felt like venturing in retail, perhaps he should have started by acquiring a smaller chain in an effort to minimize risk. Or at least not send his balance sheet to a vulnerable 8:1 debt to equity ratio.
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5. Risk Return
Edward Jones Investments is a company selling bonds on a door to door basis. Salesmen are given an annual salary during their first year, and then fall on a 100% commission compensation scheme.  Some salesmen find the transition difficult.

The value of bonds can be evaluated using discounted CF methods. The face value is the future value (FV), the coupon rate times the face value is the payment (PMT). The time to maturity (TTM) will give information on the period, and the current prime interest rate can be used as a discount rate to calculate present value.

In bearish times like we are seeing now, Edward Jones Investment’s business must be booming. With fears of recessions, Americans are trying to save more and more, and in a falling stock market, bonds are an attractive financial instrument with their guaranteed fixed return.

Even for speculative short term investors, the bond market is now an easy place to make a few quick dollars. With the housing crisis in the US, the Feds have been slashing interest rates to promote economic growth, but even at 3.5%, the recessionary gossips still have a louder voice than cheap capital; housing prices are falling and people are going bankrupt. Bernanke’s tone of voice is filled with uncertainty, and analysts predict further cuts from the Feds targeted as low as 2.5%. That is great news for bonds holders; as interests rates are lowered, the present value of bonds rises. So speculators can now stock up on bonds, earn fixed coupon payments while waiting for the next FOMC meeting and sell they bonds at a higher price after the next interest rate cut.

As for the general business model of Edward Jones Investments, I think it is brilliant. By offering a salary to entering position, it is possible to attract talented salesman and give the confidence they need to succeed. Then once they are on a 100% commission basis, their survival depends on their performance, so they are most likely to do whatever is necessary to generate sales. Furthermore, from an employer’s perspective, they do not cost a penny to maintain; you only need to pay them if they earned you money. 

For future growth, if the company can generate enough capital to hold the securities they are offering, it can become a breakage firm and market maker (and a money machine for the owner). The company can then own all of its bonds and give coupon payments to clients based on what they have “purchased”. Whenever a client sells a bond, instead of selling it on the open market, the company can just keep holding on to the security and have its salesman promote it to other clients. Not only does this eliminate cost, but the market maker gets to enjoy coupon payment on the bond while it is “for sale”.

What is the bottom line for Edward Jones? He pays commission once, when the bond is originally purchased. Afterwards, every time it changes hand, he earns commission on the purchase, on the sale and on the bid/ask spread, and all he has to do is change the name and address on the coupon payment check. He can use half of those earnings to pay his salesman, charge a 0.25% commission on coupon payments to his clients for “administration fees”, and sit back and count his money!
