Pages from the Past

Regina: Cleaning Up?
Or Getting Cleaned Out?

by Phil Keating
Southeast Florida Council

How a quick glance at the balance
sheet can keep investors from
being left behind in the dust!

“Many times I have seen novice NAIC
investors blithely select the stock with
the highest earnings per share growth
record while naively ignoring other
factors such as the quality of earnings
and of the balance sheet. The recent
example of Regina Co., Inc. illustrates
the perils of such a careless approach
like perhaps no other corporate exam-
ple since W. T. Grant more than a
decade ago. Fortunately | know of no
NAIC investors who were ‘bagged’ by
this ‘growth’ company, but as the story
illustrates, many others including pro-
fessionals were blown away.”

Getting “Bagged”-
The Bait: “Sugar Plum Fairies”

The original Regina Vacuum Cleaner
Company was founded in 1892, taken pri-
vate in June of 1984 in a management-led
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leveraged buyout, and, brought public
again in November, 1985. Over the next
three years, reported earnings grew more
than 150 percent and the stock price went
from 3.50 to 27.00. On August 26, 1988, in
its full-page report, (following page) Value
Line gave Regina its top #1 rating for time-
liness (see Box “A™) at 27 per share. This
is a rating given to only the top 100 stocks
of the 1700 stocks covered by the Value
Line Survey. Value Line accurately
showed the company’s current ratio, the
traditional measure of liquidity, as a well
above-average 4.09 to 1 (Box “B”).

Value Line projected Regina’s earnings to
grow 29.5 percent per year to $3.00 per
share in five years and waxed poetic
about “explosive bottom line growth,”
being “the low cost producer of stick and
upright vacuum cleaners,” and “leaving
its competitors in the dust by devoting
the savings stemming from tax reform to
the development and marketing of new
products.” Much of the rest of the text
gave the impression that new investors
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would be getting in on the
ground floor as Regina
attacked the high end floor
care market, dominated by
Hoover.

Taking a Ride on the Titanic

Unfortunately the “ground
floor” was quickly attacked
by the stock’s price over
the next two weeks as it
collapsed to 7 in seven days
and then fell as low as 3.50
in the next week, an 87 per-
cent decline in two weeks.
Regina’s auditors with-
drew their opinion regard-
ing the financial state-
ments for the just-complet-
ed fiscal year of June 30,
1988, commenting that
there were serious ques-
tions about reported earn-
ings and other matters and
that actual earnings for the
preceding year could not be
readily determined! Within
a few weeks the company’s
Chairman and CEO resigned
and faced indictment for
fraud. In the Spring of
1989, with the stock trad-
ing around 3.50, the compa-
ny declared bankruptcy.

Shortly after the stock
first crashed in September
1988, | was discussing
Regina with a broker
friend, who like me, was a
long-term subscriber to
Value Line. She had called
me on the phone and I can
still hear her lament as
she said, “But Phil, how
could we have known? It
was right in Value Line,
ranked at #1! Even an
NAIC Stock Selection
Guide would have shown
the stock to be a buy. What
could we have done?” My

reply was, “The answer is
right there on the Value
Line sheet in the balance
sheet items!”

Sales and Earnings --
Growth Looked Good on an
EvalForm

However, out of curiosity |
prepared an EvalForm
Stock Selection Guide to
see how Regina would have
looked at the time Value
Line was recommending it,
i.e., on August 26, 1988 at
27 per share, .50 below its
all-time high. To get six
years of data on which to
base projections (full data
were available on the Value
Line sheet from only 1986
on) l used 1986 earnings as
the base for 1983, 1984
and 1985 as well. This
assumption likely under-
states both earnings
growth and P/E multiples.
Even so, this procedure
showed a sales growth rate
of 21.34 percent which 1
used to project 1993 earn-
ings of $3.18, very close to
Value Line’s projections.
Using average high and
low P/E multiples of 20.5
and 10.4 gave a projected
high price of 65.28 and a
projected low price of
12.54 for the next five
years. The stock was defi-
nitely in the buy range (up
to 30.12), total return was
indicated to be 19-21 per-
cent per year, and the

Phil Keating (seated) is presi-
dent of NAIC’s Southeast Florida
Council and vice president and
director of the NAIC Computer
Group. Also pictured are Hans
Steinke, Delaware Valley
Council, and Ellen White, Tampa
Council.

upside/downside ratio
was 2.5 to 1. Clearly, look-
ing at earnings growth
alone, the stock was above
average in attractiveness.
What could go wrong?
What else could we do?

Ignore the Balance Sheet at
Your Peril!

It was not necessary to
have an MBA or a CFA or
even a college course in
financial ratio analysis to
quickly determine that
something was very wrong
at Regina. You didn’t need
to calculate any “fancy”
ratios such as average
days receivables or inven-
tory turnover. Simply look
at the box titled “Current
Position: on the reprinted
Value Line sheet which I
have marked with a “C.”

Note the change in receiv-

1987
Regina Co., Inc. (Mill.)
Sales $128.2
Receivables 27.8
Inventories 19.6
Cash 0.5

1988 Percent

(Mill.) Change

$181.1 41.3%
51.1 83.8
39.1 99.5
0.9 80.0
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ables and inventories from
1987 to 1988. Compare this
with the change in sales
from 1987 to 1988. For
clarity these three items
and cash are shown below.
You will quickly notice that
although sales increased
41.3 percent, inventories
and receivables increased
over twice as much from
year to year. At the same
time you will note that the
absolute level of cash is
less than $1 million dollars
for a company doing $181
million in sales, i.e., cash is
equal to only two days
worth of sales. Obviously
Regina was not getting paid
in cash for shipments that
it was booking as sales, and
inventory was piling up at
an alarming rate! It turned
out that Kmart, the largest
customer with over 15 per-
cent of sales, was returning
as defective over 30 per-
cent of Regina’s merchan-
dise. Other merchants
were doing likewise. |
would also point out that
the Value Line box marked
with a “B” Cash Position,
does not tell you a thing in
this case. Even though the
current ratio is a “superb”
4.09 versus 2.61 the year
before, and working capi-
tal to sales has increased
from 21 percent to 39 per-
cent, and cash from 2 per-
cent to 4 percent of current
liabilities, this company is
clearly heading for bank-
ruptcy! It is right there
before your eyes in the
burgeoning receivables
and inventory figures.

For Those Who Want to Go
Beyond the Tip of the
Iceberg

For those who would like to
go into things more deeply,
see James A. Largay, Il
and Clyde P. Stickney,
“Cash Flows, Ratio
Analysis and the W.T. Grant
Company Bankruptcy,” in
the Financial Analysts
Journal, July/August,
1980. It is interesting that
“only” thirteen years (July
15, 1988, too late to catch
Regina’s fiscal year end)
after the W.T. Grant bank-
ruptcy is the accounting
profession (FASB 95) get-
ting around to requiring a
Statement of Cash Flows in
all annual reports that is
informative enough to the
non-professional to be
useful in discovering
these situations where
reported earnings are
illusory. See Ashwinpaul
C. Sondhi, George H.
Sorter, Vincent C. Ross,
and Gerald I. White, “Cash
Flow Redefined: FASB 95
and Security Analysis,”
Financial Analysts
Journal, Nov./Dec., 1988.
Unfortunately the new
statements of cash flow
are not required in quar-
terly financial reports
and the lags in reporting
may reduce their useful-
ness for decision making.
However the above “slick
and quick” comparative
check of the trends in
sales, inventories and
receivables should always
be used as an early warn-
ing sign. 1 would think that
any non-seasonal buildup
in these two working capi-
tal items greater than 15-

20 percent above sales
growth should be immedi-
ate cause for a caution flag
and further investigation.

Other Warning Signs:
Quantitative and
Qualitative

There are other warning
signs right on the Value
Line sheet. In the “Capital
Structure” box, marked
“D,” debt is 67 percent of
capital. The norm for a
manufacturing company is
about 34 percent or less.
The ratio is even worse
than this if you include
uncapitalized leases of
$1.8 million and unfunded
pension liabilities. In the
dividend box (“E”) you
will note, “no dividends
paid.” This is not a good
sign. Dividends are usual-
ly a sign of solid cash earn-
ings. (W.T. Grant was an
exception and utility com-
panies that borrow to pay
dividends are negative
exceptions as well.) If a
stock is not paying a divi-
dend 1 think you should be
even more stringent in
your examination of the
balance sheet and in your
quality requirements!
Value Line’s Safety ranking
is 4, (Box “A’) below aver-
age (I'll say!) and Value
Line’s financial strength
rating is C++ (forget the
pluses!). Finally if you had
not been totally dazzled
with “dancing images of
sugar plum fairies” by
reading Value Line’s pre-
ceding text: “Only risk-tol-
erant investors should be
attracted . . . the stock’s
already-rich price/earn-
ings multiple makes its
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price vulnerable to an unex-
pected earnings turndown.”

Qualitatively there are
some important points to
note. If a company is fifth
inits industry after Hoover,
Eureka, Electrolux, and
Kirby and has a reputation
as the low-end floor care
company, one should be
more than a little skeptical
about plans to “challenge
the high end of the floor
care market.” It seldom
makes sense to buy stock
in a company that is
ranked lower than second
in its industry.

Put another way, Yyou
should have very com-
pelling reasons to buy a
fifth ranked competitor in a
prosaic industry like floor
care appliances, or any sim-
ilar industry. For the life of
me | can’t think of any rea-
sons that would justify it. |
am reminded of the wicked-
ly comic scenes of Alec
Guiness, as a vacuum clean-
er salesman peddling a rev-
olutionary new ‘“atomic”
vacuum cleaner in prerevo-
lutionary Cuba, in the clas-
sic 1960 movie written by
Graham Greene, “Our Man
in Havana.” The story of
Regina is not as funny, but
the business plan was just
about as overblown.

Value Line is an Excellent
Source, But Do Your Own
Recommendations!

My purpose in this article is
not to excoriate Value Line.
| have used their Survey
for 17 years and as a full-
time professional for 12
years. | still find it to be the
single most compact, com-

prehensive and useful, fac-
tual corporate information
source for both profession-
al and amateur investors.
All the facts you needed to
know that Regina was real-
ly a “short sale” and not a
“buy” were right in the
tables. Unlike Value Line,
many technically-oriented
“investment” services and
market letters do not give
you the relevant informa-
tion about fundamentals to
make independent judg-
ments. They suffer even
more from the potential for
taking investors (daily or
otherwise) on a ride on an
investment Titanic.

Dangers in Black Box
Rating Systems

I have always been
bemused by Value Line’s
ranking system even

though statistically it has
outperformed the market
almost every year! It is
reportedly a computerized
“black box’ and focuses on
those factors related to
“beating” the market over
the next twelve months.
The two most emphasized
factors are the last six
months’ earnings and
price momentum, the one
mostly fundamental and
the other entirely techni-
cal. It is my understand-
ing that the rankings are
done mechanically by
computer with no human
judgment. In fact in order
to be successful this is how
any “system” must work.

In the past if you could buy
all 52 weekly recommen-
dations, aside from com-
missions and taxes, you
would beat the market

most years. Obviously it is
impossible for most indi-
viduals to buy that many
stocks, and most institu-
tions would substantially
move the market prices up
if they tried to buy many of
the small capitalization
stocks recommended.

Ironically, if you read the
full text of the analysts’
comments they are usually
skeptical about “1” rated
stocks, especially with
regard to their 3-5 year
appreciation potential.
You should be even more
skeptical especially if the
company’s financial posi-
tion looks anything like
Regina’s did! Finally you
need to determine whether
your goal is to “beat the
market” for the next
twelve months, like Value
Line’s Timeliness ranking
attempts to do, or rather to
invest regularly for the
long-term (3-5 year total
return) like NAIC’s invest-
ment principles stress. |
hope | don’t need to tell you
which approach ultimately
“buys more cups of coffee.”

The Moral of the Story

Your judgement is very
important. Use it! Don’t
focus only on earnings
momentum, earnings
growth, or technical mar-
ket action. Don’t just
mechanically calculate a
Stock Selection Guide or
EvalForm. This is especial-
ly relevant for those of you
like myself who download
the excellent EvalForm
data files put up on
CompuServe’s NAIC Forum
library by Dick Kenfield.
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Look at the underlying facts. As a mini-
mum look at the whole picture, and do as |
have learned to do on all my stock studies;
calculate the comparative changes in
sales, inventories and receivables, year
over year and quarter to quarter. This
“quick and dirty,” simple-to-apply test
can help keep you from being “bagged”
whether by vacuum cleaner companies or
other “full blown” investment fairy tales.

You would be surprised at how many
famous professionals don’t look at the
balance sheet and thus come up short in
their investment results.

Perhaps, ultimately, the story of Regina
can help us all to better “clean up” in our
investing activities.

October 1989 < Better Investin



