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Foreword

You don’t have to be a financial expert to read a great detective novel. But
since this story involves billions of dollars and an elaborate plan, it does
help to have one of the world’s greatest investors around to lead you
through all the twists and turns. In the end, the story is simple. It’s also
thrilling and scary—even more so because, sadly, this isn’t a novel. It all
actually happened, and as I write, the story continues.

I read this book in two sittings. If eating and sleeping hadn’t gotten in
the way, it would have been one. I was drawn into a world that few of us
have experienced other than at the movies. It really is hard to believe how
the legal system, government regulators, and the financial press can all
come together and fail so miserably. Most great stories have good guys
and bad guys. In simplest form, there are black hats and white hats, and
you can tell which side the players are on. Not so in Fooling Some of the
People All of the Time. Our hero is never quite sure whom he can trust.

But that’s okay. As long as you can experience the excitement and
intrigue vicariously in the comfort of a bed or couch, it doesn’t seem so
bad. It’s also not so bad to lose some innocence about how the world
sometimes works. In the short run, the good guys may get dragged through
the mud and the bad guys may get away with millions. But in the long run,
the good guys may get dragged through the mud and the bad guys may get
away with millions. In the meantime, I will have to give the movie version
of the book an R rating. I just don’t want my kids to lose their innocence
too soon.

Joel Greenblatt

SEC lawyer: “At the time that you made the speech, did you anticipate
that your position on Allied would become so public, or was it your
thought that you would give this speech, say what you thought about the
company, and then that would sort of be it, and what would happen to
the stock would happen to the stock?”

David Einhorn: “If what you’re asking is did I feel that the reaction
was much, much greater than I would have anticipated? The answer is
yes.”

Open and consistent accounting starts with an attitude of zero tolerance for
improprieties. People need to see that people are rewarded for candor in



reporting and punished for slipshod practices. The CEO really has to set
the moral tone. Without that, nothing happens.

There’s enormous pressure on public companies to maintain quarterly
earnings momentum, and it’s probably growing worse. The bigger thing
that firms get punished for are surprises, particularly negative ones. It’s
better to face up to bad facts and reporting the business as it is, rather than
trying to hide things and make it far worse later on.

If you develop a reputation for candor with securities analysts and
investors, that’s about the best you can do. At the end of the day, investors
understand that building a business is not an uninterrupted, smooth road.
First, you have to determine whether it’s a systematic problem or a people
problem. If there’s a dishonest person involved, you get rid of the person.

—Bill Walton, CEO of Allied Capital, 1999
Allied Capital Stock Price 2002-2005
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Who’s Who

GREENLIGHT & ADVISERS
Steve Bruce Outside PR adviser for Greenlight
Jock Ferguson An investigator with Kroll
Bruce Gutkin Greenlight head trader
Bruce Hiler Outside lawyer for Greenlight
Alexandra Jennings Greenlight analyst
Jeff Keswin Greenlight co-founder
James Lin Greenlight analyst
Daniel Roitman Greenlight COO
Ed Rowley Outside PR adviser for Greenlight
Richard Zabel Outside lawyer for Greenlight
ALLIED & ADVISERS
Steve Auerbach Former BLX workout specialist
Allison Beane Member of Allied’s Investor Relations department
Lanny Davis Outside PR adviser for Allied
Seth Faison Outside PR adviser for Allied at Sitrick and Co.

David Gladstone CEO of Gladstone Capital and former CEO of
Allied

Patrick Harrington Former executive vice president of Allied and
BLX

Robert D. Long Allied managing director

Dale Lynch Head of Allied’s Investor Relations department

Matthew McGee Head of the Richmond, Virginia, office of BLX

Bill McLucas Former SEC Enforcement Chief and Allied lawyer
Penni Roll Allied CFO

Marc Racicot Director of Allied, former governor of Montana and
head of Republican National Committee

Deryl Schuster BLX executive

Suzanne Sparrow Former head of Allied’s Investor Relations
department

Joan Sweeney Allied COO

Robert Tannenhauser BLX CEO

William Walton Allied CEO

George C. Williams Allied Capital founder and chairman emeritus



Tim Williams Former BLX workout specialist
GOVERNMENT OFFICIALS & REGULATORS

Jonathan Barr Federal prosecutor

Amy Berne Department of Justice lawyer

Laura Bonander Department of Justice lawyer

Rene Booker Department of Justice lawyer

Mark Braswell SEC lawyer, Allied lobbyist

Kathleen L. Casey SEC Commissioner

Christopher Cox chairman of the SEC

William Donaldson Former chairman of the SEC

Gene A. Gohlke SEC Associate Director in the Office of Compliance,

Inspections and Examinations

David R. Gray Counsel to OIG of the SBA and later to the OIG of the
USDA

Glenn Harris SBA Office of Inspector General lawyer
Keith Hohimer Investigator, SBA’s Office of Inspector General

Senator John Kerry Chairman of the Senate Committee on Small
Business and Entrepeneurship

Kelly Kilroy SEC lawyer

Kevin Kupperbusch Investigator, SBA Office of Inspector General
Tedd Lindsey FBI agent

Steven Preston SBA administrator

Gerald Sachs Department of Justice lawyer

Doug Scheidt Associate director of the SEC’s Division of Investment
Management

Senator Olympia Snowe Ranking member of the Senate Committee
on Small Business and Entrepeneurship

Eliot Spitzer New York attorney general
Janet Tasker SBA associate administrator for Lender Oversight
Eric Thorson SBA inspector general

Congresswoman Nydia Velazquez Chairwoman of the House Small
Business Committee

WALL STREET ANALYSTS
Mark Alpert Deutsche Bank analyst
Ken Bruce Merrill Lynch analyst
Henry Coffey Ferris Baker Watts analyst
Meghan Crowe Fitch analyst who covers BLX



Don Destino Bank of America and later JMP Securities analyst

Robert Dodd Morgan Keegan analyst

Faye Elliot Merrill Lynch analyst

Charles Gunther Farmhouse Securities analyst

Joel Houck Wachovia analyst

Michael Hughes Merrill Lynch analyst

Robert Lacoursiere Bank of America analyst

Greg Mason Stifel Nicolaus analyst

Robert Napoli Piper Jaffray analyst

John Stilmar Friedman Billings Ramsey analyst

David Trone Fox-Pitt, Kelton analyst, Lehman Brothers
JOURNALISTS

Jenny Anderson Reporter for The New York Times

David Armstrong Reporter for The Wall Street Journal

Julie Creswell Reporter for The New York Times

Kurt Eichenwald Reporter for The New York Times and author of

Conspiracy of Fools

Jesse Eisinger Reporter for The Wall Street Journal

Herb Greenberg Columnist for TheStreet.com and CBS
Marketwatch.com

Holman W. Jenkins Jr. Columnist for The Wall Street Journal

Jerry Knight Columnist for the Washington Post

Floyd Norris Columnist for The New York Times

Terrence O’Hara Reporter for the Washington Post

Steven Pearlstein Columnist for the Washington Post

Carol Remond Reporter for Dow Jones Newswire

Louise Story Reporter for the New York Times

Thor Valdmanis Reporter for USA Today
PROFESSIONAL INVESTORS

Bill Ackman Manager of Gotham Partners

David Berkowitz Manager of Gotham Partners

Warren Buffett Berkshire Hathaway CEO

Jim Carruthers Partner at Eastbourne Capital Management

Peter Collery Manager of Siegler, Collery

Dan Loeb Manager of Third Point Partners

Bill Miller Chief investment officer at Legg Mason Funds

Mark Roberts Founder of Off Wall Street



http://TheStreet.com
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Larry Robbins Manager of Glenview Capital Management
Gary Siegler Manager of Siegler, Collery
Dr. Sam Stewart Founder of Wasatch Advisors
Whitney Tilson Manager of Tilson Capital Partners

ALLIED & BLX CUSTOMERS
Abdulla Al-Jufairi Loan broker on defaulted BLX SBA loans
Hussein Charour Defaulted on SBA loans made through BLX
Amer Farran Defaulted on SBA loans made through BLX
Mangu Patel Defaulted on SBA loans made through BLX
Holly Hawley Defaulted on SBA loans made through BLX
Todd Wichmann Former Redox Brands CEO

NONE OF THE ABOVE
Jim Brickman Retired real-estate developer
Patrick Byrne Overstock.com CEO
Erin Callan Lehman Brothers CFO
André Perold Professor at Harvard Business School
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Introduction to This Edition

The publication of the hardcover edition of Fooling Some of the People
All of the Time occurred even as the story was still developing. In the two
years since, this “Long Short Story” is now also largely complete. Rather
than modify the original material to adjust for subsequent developments, I
have chosen to leave it in its original form, except for correcting a few
typographical errors. Instead, I have added an “Epilogue” section, which is
really the completion of the story. For readers of the hardcover edition
who want to read the end of the story, it makes sense to jump straight to
the Epilogue.

David Einhorn
September 2010



INTRODUCTION

The Spark of a Speech

My father, Stephen, wanted to write a book before he turned forty, and at
thirty-eight realized he better get started. Since he wasn’t yet ready to
delve into a serious issue or share a grand vision of the future, he wrote a
joke book.

On his fortieth birthday, our entire extended family from around the
country joined us in Milwaukee to celebrate. The party was held at a
Chinese restaurant. Each member of the family had to give a “review” of
the book. The catch: The books weren’t to be handed out until the end of
the night.

I remember Grandpa Ben getting up with his notes. As he stood there, he
allowed the paper to unwind like a roll of toilet paper until it extended to
the floor. He proceeded to review the book. “On page 11 it says . . .” and
he told a funny story. “On page 49 the joke goes . ..” and he told a funnier
story. “On page 361 Steve wrote . . .” and we were falling off our seats.
“On page 12,329 the joke begins . ..”

That evening is one of my best childhood memories.

After the party, Dad gave me the very first copy of his book If You Try to
Please Everyone, You Will Lose Your A** . . . and 89 Other Philosophical
Thoughts. My parents sold about a thousand copies. I think there are
probably a few hundred left in the basement. Dad has updated it for his
sixty-fifth birthday in June 2008.

Though I had no intention of writing a book by the time I turned forty,
extraordinary circumstances have caused me to beat the deadline. I wish it
were a joke book. It’s not.

This is the story of a dishonest company called Allied Capital. If you
play with the name it isn’t hard to conjure ALL LIED CAPITAL. Think of
it as The Firm in John Grisham’s book without the sexual tension and
chase scenes. This is a company that is not only fooling its shareholders by
paying lofty “dividends” partly based on new capital contributions in a
classic pyramid scheme format, but is also robbing taxpayers.

I may be a “whistle-blower,” but I’'m no Erin Brockovich. I am one of
the luckiest people in the world. I have terrific parents who raised me well.



I have a smart and wonderful wife and three good-spirited, healthy
children. T have had success in business that I never dreamed I could
achieve. I work with intelligent, good people. To me, it isn’t even really
work. Compared to hard work like manual labor or dealing with a difficult
boss, my work is fun.

Not many people have heard of Allied. I have been asked repeatedly:
“Who cares about Allied Capital? What are you trying to accomplish?
Who is the audience?”

There are a few possible audiences for this book. The first is members of
the Greenlight Capital “family.” Greenlight is the investment company I
run. Our core products are commonly known as hedge funds. I believe we
have an excellent reputation—not just for good results, but for thorough
analysis and integrity. We are a firm that is not shy about self-criticism
when we make mistakes, and we make plenty.

For those of you who are part of the Greenlight family, I am happy you
are reading this story, but you are not the target audience. As you may
already know, Greenlight has held a “short” position in Allied Capital for
six years; that is, we have allocated a portion of the fund to profit if
Allied’s stock declines in value. Most of you have heard me describe
Allied’s misconduct for years. As a result, you may already agree with me
and share my frustration.

A second possible audience is the tens of thousands of holders of Allied
stock. If you have invested in this business development company (BDC),
you have done consistently well for up to forty-five years. As a large
group of mostly individual investors, you appear not to care about what I
have to say. Judging by some of the nasty e-mails I have received, some of
you vociferously resent Greenlight’s efforts. You do care about Allied’s
quarterly cash distributions. As long as they keep coming, most of you are
in for the ride. Many of you will probably think this book is a desperate
attempt to persuade you to dump your Allied stock so Greenlight can
make money as the stock falls. Management has repeatedly said I am on a
“campaign of misinformation for personal profit.” You probably believe
them. If so, nothing I write will change your view.

What you may not understand is that in the scheme of things,
Greenlight’s bet against Allied Capital is not that significant. While there
may be a lot of dollars at stake, Allied is not our largest or most important
investment. Over the last six years, our firm has had 3 percent to 8 percent
of its capital invested in selling short Allied.

Also, in 2002 Greenlight’s principals pledged to donate half of anything



we personally made on Allied to a pediatric cancer hospital. When the
investment didn’t pan out as quickly as we hoped, Greenlight donated $1
million to the hospital in 2005. As I said at the time, “I have been waiting,
but the children should not have to wait.” With the publication of this
book, we are now pledging to give the other half of our potential personal
profit (including our share of book royalties), to two worthy organizations:
the Center for Public Integrity and the Project On Government Oversight,
both in Washington, D.C. This book shows, if nothing else, that we need
better investigative journalism and government watch-dogs. This should
make clear that my interest in the story now extends well beyond money,
because no matter how far Allied’s stock price eventually falls, I
personally don’t stand to make a dime. Nonetheless, Allied shareholders
are not the target audience for this book, either. Frankly, I’'m surprised if
many of you have read this far.

Of course, Allied management doesn’t want you to read this book,
either. In fact, they don’t want anyone to read this book. They have had
their lawyers send at least five letters to the publisher to discourage this
book’s publication. They have offered to make Allied’s senior
management available to the publisher to make sure the book is “accurate,
responsible and fair.” The publisher advised Allied that it would be more
appropriate to have management direct its concerns to the author of the
book, and I offered to meet with them to give management that
opportunity and to ask some questions of my own. Of course, this same
management, which has refused opportunities to meet with us for years,
declined again. In fact, as I will describe later, Allied management has a
standing policy of avoiding meeting with any hedge funds. Allied’s
lawyers say, “There may well be a book that a long-short hedge fund
manager like Mr. Einhorn should write that tells the story of how the
‘shorts do well’ by ‘doing good,’ i.e., how they make millions while also
helping the SEC and other regulators.” They just don’t think Allied is the
right example. I think readers of this book will be the judge of that.

My desired audience is much broader than these small groups. I hope
this book is ideal for those who know something about investing and care
about the stock market, business, ethics, and government itself, which is
supposed to keep the playing field flat and fair. As you read this book, at
some point you will say to yourself, “Enough! Enough! I get it, already!
This is a bad company! You’ve made your point!”

But have I? The reason for writing this story is to document via a “case
study” the wrongdoing of Allied Capital, and as important, to unveil the
indifferent attitude of regulators—our government representatives—



toward that wrongdoing.

As you read, you may ask the same questions I ask myself: Where are
the regulators? Where is the Securities and Exchange Commission (SEC)?
Who works at these government agencies that are so uncaring about
misuse of taxpayer money? What is Congress doing? What are the
prosecutors doing? What are the auditors and the board of directors doing?
And, finally, where are the investigative reporters and their editors who are
capable of digging into a tough story and blowing the whistle?

Many believe that Enron and WorldCom exposed corporate fraud. The
lawbreakers, after all, were prosecuted and Congress came in and passed
new, tough antifraud laws. It’s true that many public companies are now
more careful and have better financial controls. The problem is that not all
the bad guys have been prosecuted, the authorities do not seem to care and
investors will get hurt, again.

As bizarre as this seems, in retrospect, this all began as a charity case—a
charity called the Tomorrows Children’s Fund. The fund supports a
hospital, based in Hackensack, New Jersey, that treats kids with cancer.
The charity raises money by hosting an annual investment research
conference, where well-known investors share a few stock picks and pans
with an audience that pays to attend the event. All proceeds go to the
hospital. Though I didn’t consider myself to be well known, I was honored
to speak at the 2002 conference. After I learned about the cancer center
and the services that it provides to sick children and their families, I
immediately knew that this was a cause worth supporting. I would be in
special company, and I wanted to do a good job.

I had never given a public speech to a large group of strangers. I really
wanted to discuss an idea that would hold the audience’s attention. At that
moment, the most compelling idea in our portfolio was to sell short the
shares of Allied. Short selling is the opposite of owning, or being long, a
stock. When you are long, the idea is to buy low and sell high. In a short
sale, you still want to buy low and sell high, but in this case the sale comes
before the purchase. It works this way: Your broker borrows shares from a
shareholder who lends them to you, and you sell them in the market to a
new buyer, thus establishing a short position. To close out the position at a
later date, you buy shares in the market and return them to your broker to
“cover” your short, and the broker returns them to the owner. Your profit
or loss is the difference between the price you receive when you sell the
shares short and the price you pay to buy them back. The more the stock
falls, the more money you make—and vice versa.

At a conference of eleven speakers, I spoke third to last. A number of



the speakers before me had superb ideas. Larry Robbins of Glenview
Capital explained how General Motors’ long-term pension and health
liabilities would become a large problem for the company—this was two
years before the subject became front-page news. Bill Miller of Legg
Mason recommended Nextel, while Morris Smith, the former manager of
the Fidelity Magellan mutual fund, talked about Candies, the shoe
company.

By the time I gave my speech about Allied Capital, it was late in the
afternoon. The market had closed for trading. After I detailed Allied’s
problems, word spread about the speech, and the next morning the
company’s stock was unable to open when the market did because there
were too many sell orders for the New York Stock Exchange specialist to
balance them on time. When the shares did trade, they opened down 20
percent. But the steep decline that day was nothing compared to the
plunge I was about to take, spending years uncovering what I view as a
fathomless fraud.

This book details the company’s fraud; the regulatory agencies that are
failing to do their jobs to stop it; and the stock analysts and reporters who
mostly fail to print the truth because they are biased, intimidated, lazy or
just not interested. As I wrote to the SEC about Allied in October 2003,
allowing Allied to persist in this behavior harms investors and other
honest companies that follow the rules.

Allied’s management has had unending opportunities to answer my
allegations, and I have not seen them once address the actual facts that
form the basis of my allegations. They can’t. Instead, they have cried
manipulation. Rather than have me tell you about the speech, you can see
it for yourself at www.foolingsomepeople.com.



http://www.foolingsomepeople.com

PART ONE

A Charity Case and Greenlight Capital



CHAPTER 1

Before Greenlight

My father and grandfather were businessmen. The family business was
Adelphi Paints in New Jersey. When the first energy crisis came in the
early 1970s, the business suffered. My grandparents decided to sell.
Though my father was a chemist, he worked on the sale of the company.
When it was over, he enjoyed the work so much he decided that his future
would be in mergers and acquisitions (M&A). He tried to get a job on
Wall Street but did not have the right background.

My dad decided to open his own M&A shop in the basement of our
house in Demarest, New Jersey. After a year with little success, my mom
convinced him to move us back to Milwaukee, where she grew up and
where her family remained. We moved in 1976, when I was seven. My
father started his business again by working out of a converted bedroom in
our house in the suburb of Fox Point.

Suburban Milwaukee was a great place to grow up. I rooted for the
Milwaukee Brewers and its stars, Robin Yount and Paul Molitor. I went to
a lot of games, including the World Series in 1982. The Brewers may have
been a bad team for most of my life, but to have your team at its peak
when you are thirteen years old is an experience I wish for every fan.

I was a pretty good student, especially in math. I spent most of high
school working on the debate team, probably at some expense to my
grades. Being a member of the team was great training in critical analysis,
organization, and logic. I was very excited when my wife, Cheryl,
announced that in honor of the tenth anniversary of Greenlight Capital, she
had sponsored the creation of an Urban Debate League in Milwaukee,
where hundreds of high school students will get debate training and
experience. Apparently, debate raises test scores, literacy, and graduation
rates. I am not surprised—I benefited enormously from the experience.

My parents often discussed business at the dinner table. Like his father,
my dad has an enormous reservoir of patience and persistence. My mom is
much more demanding. The M&A business was tough. My dad was paid
mostly on contingency. This means that he would often work hard for a
deal that did not close and would get paid little, if anything, for his effort.



Other times, the deal would go so smoothly that the client would look at
Dad’s work and conclude that it was so easy that the fee was not fair.
Because the fee was not due until after the closing, many of the clients
would take the opportunity to renegotiate. Mom always thought Dad was
soft in these negotiations. Dad tended to take a longer-term view.
Eventually, he moved the business out of the house. As it grew, it became
successful and enabled Dad to provide well for our family. On my best
days, I fancy myself a combination of Dad’s persistence/patience and
Mom’s toughness/skepticism.

I majored in government at Cornell University, but became more
interested in economics after I interned during my junior year at the Office
of Economic Analysis at the SEC in Washington. I wrote my thesis on the
cyclical regulation of the U.S. airline industry. Policy makers balance two
competing interests: Airlines want to make money, but consumers want
cheap, ubiquitous air transport. In the anticompetitive phase of the cycle,
regulators allow airlines to generate generous profits by operating
monopolies on routes, capturing cities as hubs, and eliminating
competition by merging. This leads to unhappy consumers and politicians,
who then require procompetitive measures to provide more and cheaper
service, which kills the profitability of the industry. After the airlines
suffer through losses or even bankruptcies, policy makers realize that
having airlines is a good thing. To induce airlines to buy planes and
provide service, there has to be a profit opportunity, so the anti-
competitive phase of the cycle returns. This vicious pattern perhaps
explains Warren Buffett’s quip that investors should have shot the Wright
brothers’ plane from the sky at Kitty Hawk. This thesis won me highest
honors in the Government Department, and Greenlight, not surprisingly,
has never owned a U.S. airline stock.

I started to look for a job through on-campus recruiting. I met with a lot
of companies, including The Company—the Central Intelligence Agency. I
received a few offers and decided to take the one as an investment banking
analyst at Donaldson, Lufkin & Jenrette (DLJ), even though it offered the
lowest salary. I chose it because I liked the people I met during recruiting.
I later realized I needed to work on my judgment.

I had two miserable years at DLJ, which provided a different kind of
education. Working there felt like pledging a fraternity, except the hazers
had no interest in even pretending to be friends. I won’t go into the gory
details, but a few years ago John Rolfe and Peter Troob wrote Monkey
Business, a graphic account of life as a junior investment banker at DLJ.
Their description is consistent with my memory, including the true-to-life,



hysterical description about managing the copying-center personnel. The
main difference between their experience and mine: I was one level on the
totem pole junior to them, which made life that much worse.

Part of my problem was that I did not have any idea what the job
entailed when I started working there. When DLJ recruited its analysts, it
sought a mix between finance/economics types and liberal arts types. As a
government major, I fell into the latter group. I did not have any friends
who had taken junior investment banking jobs, so I did not understand
what the company’s representatives meant when they asked me during the
recruiting process, “Are you willing to work hard?” I gave the right
answer, but I didn’t realize I had just committed to 100-hour-plus
workweeks. When I grew up, Dad made it home for dinner every night,
and, I believe, so did all of my friends’ dads. I had never heard about jobs
that required sitting in the office all day waiting for assignments that were
generally passed out around dinner. The work lasted into the wee hours
and often overnight. I did not understand the concept of staying in the
office until everyone senior to me left—even when I had nothing to do.
Further, I did not understand that being an analyst was a rite of passage
that required “sacrifice” for its own sake, even when it provided no benefit
to the project at hand. But I did it anyway because that was the culture.

I would often sleep on a pillow under my desk while the word-
processing department prepared documents or the copy center made them
into presentation books. Cheryl, my wife, would bring me a clean shirt in
the morning on her way to work. I had certainly never before heard the
adage, “If you aren’t coming in on Saturday, don’t even think about
coming in on Sunday!” I started in August 1991 and by Thanksgiving had
lost fifteen pounds.

After two years, analysts were expected to need a break that would be
provided by business school. I had no intention of continuing my life as an
investment banker, so I decided not to go to school. When a headhunter
called and asked if I would like to interview at a hedge fund, my first
response was, “Yes.” Then I asked, “What’s a hedge fund?” That is how
Siegler, Collery & Company (SC) found me.

Gary Siegler and Peter Collery managed the SC Fundamental Value
Fund, a mid-sized hedge fund with about $150 million under management.
Today, a similar fund would have a couple of billion dollars. SC grew to
about $500 million by the time I left. It was a great place to learn the
business.

There, I learned how to invest and perform investment research from
Peter, a patient and dedicated mentor. I spent weeks researching a



company, reading the SEC filings, building spreadsheets and talking to
management and analysts. Then I went into Peter’s office to discuss the
opportunity with him. He heard me out and then took my file on the train.
The next morning he returned to work having read everything and made a
detailed list of questions that I wished I had asked. When I started working
at SC, I would not know the answers to any of them; after a couple of
years, I usually could answer about half.

Peter combed through the SEC filings for ambiguities in the description
of the business or the discussion of the results. He spotted signs of good or
poor corporate behavior, not to mention aggressive or conservative
accounting. There were three basic questions to resolve: First, what are the
true economics of the business? Second, how do the economics compare
to the reported earnings? Third, how are the interests of the decision
makers aligned with the investors?

In early 1996, along with an SC colleague, Jeff Keswin, I resigned from
the firm to start Greenlight Capital. Cheryl named the firm, giving me the
green light. When you leave a good job to go off on your own and don’t
expect to make money for a while, you name the firm whatever your wife
says you should.



CHAPTER 2

Getting the “Green light”

Jeff Keswin and I made our initial business plan on a napkin at a
restaurant around the corner from SC’s offices. He would be the marketer
and business partner, while I would be the portfolio manager. He did not
know exactly where he would raise the initial capital, but figured that with
his contacts we could start with $10 million. I told my parents about it, and
to my surprise, in a vote of support, they volunteered to invest $500,000.

Jeff and I each wrote a $10,000 check to start Greenlight. It was the only
check I ever wrote for the business. We printed stationery and bought
computers, a TV, and a fax machine. We rented a 130-square-foot space
from Spear, Leeds & Kellogg, our custodian or prime broker. It was a tight
squeeze getting past the filing cabinet to my desk. We shared a
photocopier with the five other small trading outfits in our “suite.”

In February 1996, I wrote a brochure outlining our investment program
and illustrating sample investments. Though the hedge fund industry is
generally known for its secrecy, I saw no reason to be secretive. I felt that
if we explained our investment program, how individual investments fit
into the program and what happened and why, our investors would have
greater confidence in us. They would also understand that even our
failures came from reasoned, disciplined decisions.

Either way, I believed this would lead to a more informed, confident,
and stable partner base. We refer to our investors as “partners” because
that is how we view them.

Part of the reputation hedge funds have for secrecy comes from the
SEC’s prohibitions against advertising. As a result, many hedge funds
make fewer public disclosures than they otherwise would. SEC
Commissioner Paul Atkins noted the problem in a speech in January 2007:
“We need to stop scaring ourselves and others with rhetoric about hedge
funds. Rather than talking about how hedge funds ‘operate in the
shadows,’ let us take a look at the regulatory constraints on hedge fund
advisers that stop them from saying anything about their funds publicly.
One irony of the SEC’s complaints about the secretive nature of the hedge
fund industry is that advertising restrictions on hedge funds have been



interpreted broadly so that hedge fund advisers do not dare to say anything
publicly.” Though the outside world may view hedge funds as secretive
because the updates are not public, Greenlight communicates openly with
our partners except regarding what we are about to buy or sell.

Our investment program employs the skills I learned at SC to analyze
the economic value of companies and the alignment of interests between
decision makers and investors. Our research process reverses the
analytical framework that most traditional value investors use. Many value
investors determine whether a security is cheap. If it is, they seek to
determine whether it is cheap for a good reason. A typical process to
identify opportunities is through computer screens that identify statistical
cheapness, such as low multiples of earnings, sales, or book value
combined with rising earnings estimates. Then, they evaluate the
identified companies as possible investments.

Greenlight takes the opposite approach. We start by asking why a
security is likely to be misvalued in the market. Once we have a theory, we
analyze the security to determine if it is, in fact, cheap or overvalued. In
order to invest, we need to understand why the opportunity exists and
believe we have a sizable analytical edge over the person on the other side
of the trade. The market is an impersonal place. When we buy something,
we generally do not know who is selling. It would be foolish to assume
that our counterparty is uninformed or unsophisticated. In most
circumstances, today’s seller has followed the situation longer and more
closely than we have, has previously been a buyer, and has now changed
his mind to become a seller. Even worse, the counterparty could be a
company insider or an informed industry player working at a key supplier,
customer or competitor. Some investors believe they have an advantage
trafficking in stocks that have minimal Wall Street analyst coverage. We
believe it doesn’t matter if a stock is “underfollowed” because the person
we are buying from probably has followed the stock and we need to have a
better grasp on the situation than he does. Given who that may be, our
burden is high.

Many traditional long-only managers design their portfolios to perform
over the next six to twelve months. Hedge funds attack the resulting
inefficiency from both sides. Some believe that horizon is too long. They
do not care whether a stock is going to do well in a year. They want to do
well today or this week or, at worst, this month. These funds usually hold
positions for a short time. Many of them are “black box” funds, where
computer programs tell them what to buy. Others are news driven and
want to know whether the next piece of news, or “data point,” will be



positive or negative. Some of these short-term-oriented funds rely on
technical analysis, the study of security trading patterns, to decipher the
likely near-term future direction, while others rely on the manager’s
trading instinct, feel, and experience. Many use a combination of insights,
and some have been quite successful. These types of funds, though, tend
to have little to no transparency. Nobody on the outside really knows
much about the portfolio. Even if they were willing to disclose a lot, it
would not be so informative because the holdings change so frequently.
When the investing is computer driven, the managers of the fund are not
interested in sharing the program, because the program is the business.

Greenlight believes the traditional investment horizon is too short
because equities are long, if not indefinite-duration, assets. When we make
an investment, we usually don’t have any idea how long we will be
invested. If the downside of an opportunity is no short-term return or
“dead money,” we can live with that. We are happy to hold for more than a
year before succeeding. In practice, some “dead money” opportunities
work out more quickly than we expect. A portfolio where some
investments work quickly, some work slowly, and the rest retain their
value generates exciting results. The trick is to avoid losers. Losers are
terrible because it takes a success to offset them just to get back to even.
We strive to preserve capital on each investment. It does not always work
out that way, but that is the goal.

As we generally have long holding periods, there is no reason not to
disclose key positions. Some of our peers disclose little because they
worry people will gossip over their inevitable errors. Journalists seem
increasingly joyful to report stories about hedge fund mistakes. Greenlight
experienced that when we were large holders in (and I was a director of)
New Century Financial, a subprime mortgage originator, which imploded
in early 2007. My view is that actually losing money is much worse than
the mere embarrassment of others’ seeing we were wrong.

Though our research process relies heavily on my SC training,
Greenlight constructs the portfolio differently from SC. The largest
investments at SC were “pair trades.” A pair trade matches two companies
in the same industry trading at widely disparate valuations. SC would buy
the cheaper company of the pair and sell short the more expensive one. In
the best cases, the long had better prospects or more conservative
accounting than the short. Pair trades attempt to hedge a portfolio’s
investments by eliminating both market risk and industry risk and
capturing the valuation convergence over time.

Starting with a good idea and finding a disparately valued industry



comparable to match creates a pair trade. Often, the second half of the pair
trade is not a worthwhile investment other than as an industry and/or
market hedge. If one ranked investments on a scale from one to ten, with
one being a perfect long idea and ten being a perfect short idea, a portfolio
of pair trades will have a lot of threes and fours paired against sixes and
sevens from the same industry. Greenlight generally does not engage in
pairs trading. We accept more industry risk, but assemble a portfolio
where we believe our longs are ones and twos and our shorts are nines and
tens. We do not short to hedge. If we are uncomfortable with the risk in a
position, we simply reduce or eliminate it. By having a portfolio of
worthwhile longs and worthwhile shorts, we achieve a partial market
hedge without having to spend capital on negative-expected-return
propositions.

Every time we risk capital long or short, we believe the investment has
individual merit. Our goal is to make money, or at least to preserve capital,
on every investment. This means securities should be sufficiently
mispriced, so that if we are right, we will do well, but if we are mostly
wrong, we will roughly break even. Obviously, if we are massively wrong,
we will lose money. We do not use indexes to hedge because we can add
more value by choosing individual names with poor risk-reward
characteristics to short. An index hedge has a negative expected value
because the market rises over time and the short pays only in a falling
market. Selling short individual names offers two ways to win—either the
market declines or the company-specific analysis proves correct. In
practice, we have more long exposure than short exposure because our
shorts tend to have greater market sensitivity and volatility than our longs.
Also, the market tends to rise over time and we wish to participate. It is
psychologically challenging to manage a portfolio that outperforms only a
falling market. I have no desire to spend my life hoping for a market crash.

Another difference from SC is that we avoid “evolving hypotheses.” If
our investment rationale proves false, we exit the position rather than
create a new justification to hold. We exit when our analysis is wrong or
we just can’t stand the pain, rather than when the market simply disagrees
longer than we had imagined. Everyone is wrong some of the time. At SC,
the principals were smart and believed the firm was smart. It is hard for
smart people to admit a mistake. As a research analyst at SC, if I
recommended a long idea at $10 and the stock fell to $7, there was an
enormous institutional bias toward my recommending additional purchase,
even if that required inventing a new rationale for the position. If the
shares hit $5, it could become one of the largest positions in the fund. This



created the risk that SC would put the most money into the ideas where SC
was the most wrong.

We consider ourselves to be “absolute-return” investors and do not
compare our results to long-only indices. That means that our goal is to try
to achieve positive results over time regardless of the environment. I
believe the enormous attraction of hedge funds comes from their absolute-
return orientation. Most long-only investors, including mutual funds, are
relative-return investors; their goal is to outperform a benchmark,
generally the S&P 500. In assessing an investment opportunity, a relative-
return investor asks, “Will this investment outperform my benchmark?” In
contrast, an absolute-return investor asks, “Does the reward of this
investment outweigh the risk?” This leads to a completely different
analytical framework. As a result, both investors might look at the same
situation and come to opposite investment conclusions.

The popular misperception is that investors are attracted to hedge funds
for the status, the secrecy, the leverage, and, according to one preposterous
magazine account, the high fees. The truth is simpler: Asking the better
question of risk-versus-reward gives hedge funds an enormous opportunity
to create superior risk-adjusted returns compared to relative-return
strategies. While the media do not understand this, hedge fund investors
do.

There are other misconceptions about hedge fund performance. It is easy
to measure performance, but difficult to assess underlying risks. As a
result, it is easy to highlight performance comparisons between hedge
funds and the S&P 500. To some, if the S&P is up 20 percent and hedge
funds are up 15 percent, then hedge funds have not earned their keep and
investors have wasted a lot of money on high fees. Given the different
frameworks, comparing the results of an absolute-return strategy to a long-
only benchmark is almost meaningless. It is almost like observing that the
Dallas Cowboys (football) have a better winning percentage than the New
York Yankees (baseball). It is important to judge a strategy compared to its
goals and contexts. If the Yankees’ goal is to win the World Series and
they do, what is the point of comparing their record to the Cowboys’
record? Likewise, if a hedge fund seeks to achieve an attractive, risk-
adjusted, positive absolute return and does that, then it has accomplished
what it set out to do.

Similarly, the media misunderstand the risks in hedge funds. Academic
research demonstrates that hedge funds have far less volatility or risk than
long-only indices. However, once in a while a hedge fund fails
spectacularly. Either the manager made poor or unlucky decisions or,



worse, stole the money. Obviously, fraud needs to be prosecuted
aggressively.

As a whole, these spectacular blow-ups grab so many headlines that it
throws the popular perception of hedge funds out of whack. Just as
individual companies implode from time to time due to poor strategy, bad
luck, or fraud, so do hedge funds. Even considering the occasional
meltdowns and the higher fees, hedge funds generally provide attractive
risk-adjusted returns.

I decided to run a concentrated portfolio. As Joel Greenblatt pointed out
in You Can Be a Stock Market Genius Even If You’re Not Too Smart:
Uncover the Secret Hiding Places of Stock Market Profits, holding eight
stocks eliminates 81 percent of the risk in owning just one stock, and
holding thirty-two stocks eliminates 96 percent of the risk. Greenblatt
concludes, “After purchasing six or eight stocks in different industries, the
benefit of adding even more stocks to your portfolio in an effort to
decrease risk is small.” This insight struck me as incredibly important. It is
hard to find long ideas that are ones and twos or shorts that are nines and
tens, so when we find them, it is important to invest enough to be
rewarded. Based on this concept, we decided that Greenlight would have a
concentrated portfolio with up to 20 percent of capital in a single long idea
(so it had better be a good one!) and generally would have 30 percent to
60 percent of capital in our five largest longs. We would size the shorts
half as large as we would longs of the same quality, because when shorts
move against us, they become a bigger portion of the portfolio and to give
us the ability to endure initial losses and maintain or even increase the
investment. In most successful short sales, we lose money gradually for a
period of time until we suddenly make a large gain—often in a single day.

It turned out that raising $10 million to start Greenlight proved too
ambitious. As we went through the contact list and took whatever
meetings we could get, we soon realized that almost no one would invest
with a couple of twenty-seven-year-olds with no track record. We decided
that the only way to get a track record would be to get started. In one year
we could have a one-year record, and in three years a three-year record. It
was not going to happen any faster than that.

We launched in May 1996 with $900,000—more than half from my
parents. Our initial investments included MDC Holdings, a homebuilder
that we still own, and EMCOR, an electrical and mechanical systems
contractor that had recently emerged from bankruptcy. We made a good
profit on EMCOR, though it took until 2001 before it really worked.

We made 3.1 percent in May 1996. (Whenever I cite Greenlight fund



returns, they are after fees and expenses, that is, the “net” to the partners
unless otherwise indicated as “gross.” I always discuss the impact of
individual investments on the gross return.) At the end of the month, we
invested 15 percent of the fund in C. R. Anthony, a small retailer that had
recently emerged from bankruptcy and returned to profitability. The
market valued the company at $18 million despite its having twice that in
net working capital (current assets less all liabilities). Greenlight returned
6.9 percent in June.

In July, the market suffered a correction and the S&P 500 fell 4.5
percent. However, our portfolio enjoyed several good events and
generated a 4.8 percent profit. We had bought bonds in the campsite
operator U.S. Trails at 77 percent in June, and the bonds got called at 100
percent in July. We made a nice gain when the semiconductor capital
equipment manufacturer Tylan General announced it would be sold at a
good premium. Finally, our larger short position (we had only two at the
time), Microwarehouse, announced terrible results due to systems
problems, and the stock collapsed.

After the close of trading on the last day of each month, I stood at the
fax machine and sent the statements to the partners one at a time. Most of
the people we met before we launched asked to be kept informed, whether
they meant it or not. Now, a few began to notice and send money. We got
our first million-dollar partner that August.

The year could have gone better only if we had not missed some
opportunities. At one point during the summer, I considered an investment
in the creditor claims in the bankrupt retailer Best Products. I finished the
work, but rather than buy the position, I decided to “sleep on it.” I came in
the next morning and told Keswin that I wanted to make it a 12 percent
position. I called the salesman I had discussed the idea with at a brokerage
firm that traded the claims and gave him my order. He asked if I had seen
the news. I hadn’t. Service Merchandise had agreed to buy the company,
and the claims had doubled overnight. Of course, making a mistake on an
actual investment is far direr than missing a good opportunity.

Another of our initial partners thanked us for the good results by giving
us a list of about a dozen of his “wealthy” friends. Most became partners.
One did not invest because he presented me with a brainteaser card puzzle
that I couldn’t solve. He asked me to take one suit from the deck and
arrange it so the cards would appear in sequential order when I turned the
top card face up, put the next card on the bottom of the deck, turned the
next card face up, put the next card on the bottom of the deck, and so
forth. I blew it: I would have to work on my card skills. (The correct order



isA,Q,2,8,3,1,49,5,K, 6,10, 7.)

Greenlight returned 37.1 percent in the last two-thirds of 1996 without a
down month. Our assets under management hit $13 million. We decided to
have a “partners’ dinner” to explain our results and rented a small room in
an Italian restaurant on the Upper East Side of Manhattan. The partners
came on a snowy evening in January. And they weren’t just Mom and
Dad, but about twenty-five people—almost everyone we invited, including
several from outside of New York. We gave a presentation of the business
and the results. It was not hard, as both longs and shorts contributed, and
we did not have a significant money-losing investment to discuss. The
results were led by C. R. Anthony, which had increased 500 percent and
generated about one-third of the return.

The next day, Bruce Gutkin, one of our four “Day One” investors, who
would eventually become our head trader in 2004—originally our only
trader, but this is an age of title inflation—called to say not only how
enjoyable the dinner was, but that his wife remarked on the way home that
“this is how big things get started.”



CHAPTER 3

Greenlight’s Early Successes

We started 1997 strong and returned 13.1 percent in the first quarter. Then,
I made my first costly mistake. There are two types of bad outcomes.
Sometimes, after analyzing the risk and reward, an investment appears
attractive, but the unfortunate or unlikely happens. Such is life. Other
times, the analysis is simply flawed: The investment is poor and we
deserve the eventual loss. This mistake was the latter. We invested 6
percent of capital into Reliance Acceptance, which charged 18 percent for
car loans to people with tarnished credit. The key investment issue: Was
that 18 percent enough to cover the losses from loan defaults, which were
harder to estimate? I analyzed the car repossession data and determined
that Reliance repossessed 20 percent of the cars and lost 40 percent of the
loan each time. The loans lasted two years, so I calculated annual losses to
be 20 percent x 40 percent + 2, or 4 percent. The high interest rate
appeared sufficient to cover the losses and the stock appeared cheap, at a
discount to book value.

I erred by not framing the loss analysis properly. The repossession
statistics did not include about 10 percent of the loans where the
repossessor could not find the car. Obviously, these loans were 100
percent losses. This meant the real losses were more than twice what I’d
calculated. The 18 percent interest did not cover the cost of funds, the true
losses, and the operating expenses. We lost about half our investment
before I realized my error. This led to our first down month in April,
where we lost 0.3 percent.

The rest of the year was a cakewalk. The biggest winners: insurance
company demutualizations, spin-offs, Pinnacle Systems, and some short
sales. Demutualizations are good hunting grounds for our type of
investing. Many insurance companies have been formed as customer
cooperatives, or “mutuals.” In a mutual, there is no share ownership, but
policyholders, who are considered the “owners,” do have some rights,
such as electing directors. Management’s simple self-interest is to stay
solvent. They tend to have conservative accounting policies because there
is no stock price or even an organized ownership group to worry about. On



the margin, large reported profits generate taxes and raise the possibility
that the policyholders might demand some of the money back, either
through lower premiums or surplus payments. Reporting profits actually
could lead to eventual financial trouble—the one thing management needs
to avoid.

From time to time, mutuals convert themselves to stock companies in a
transaction called a demutualization. The most attractive deals are 100
percent sales of the stock in an initial public offering (IPO), with the
proceeds going to the company. The new investors effectively get the
company for free, as ownership of the post-IPO stock includes both the
IPO proceeds held at the company and the company itself. Add in a nice
dose of stock options for management set at the IPO price, and the
incentives and the structure allow new shareholders and management to
make a killing with little risk. In many cases, lackluster-performing
companies begin to show remarkable profit improvements after the IPO.

Some spin-offs have similar dynamics, though they need to be assessed
case by case. A spin-off is when a large company divests a subsidiary by
distributing the subsidiary’s shares to the parent company’s shareholders.
Over the years, we have found that carefully selected spin-offs are terrific
opportunities.

Pinnacle Systems was a technology company that had reported a couple
of disappointing quarters. Its stock traded down to book value, which was
mostly cash. Many value investors eschew investing in technology
companies because the products are complicated and the field changes
rapidly. We take the view that technology companies that are not losing
money, are trading at book value, and appear to have a viable product are
good investments. It proved to be the case in this instance, and when
Pinnacle reported better results, the shares tripled.

Finally, some of our short sales made nice contributions in 1997,
including Boston Chicken and Samsonite. Boston Chicken’s accounting
practices enabled it to recognize up-front revenue and profit when
franchisees opened restaurants. Boston Chicken financed the openings and
up-front fees and earned interest on loans to the franchisees. The
underlying restaurants were not profitable enough to support the payments
to the parent. Boston Chicken’s shareholders were not concerned, or
perhaps were not even aware that franchisees lost money, because Boston
Chicken did not consolidate the franchise operations in its financial
statements. We believed that if the restaurant economics were not robust
enough for the franchisees to satisfy their obligations to Boston Chicken
and make a reasonable return for themselves, they would stop opening



more restaurants and Boston Chicken’s price-to-earnings multiple would
fall as it stopped growing. It turned out even worse because the
franchisees defaulted on the loans. Eventually, Boston Chicken went
bankrupt.

Samsonite also collapsed. We sold its shares short at $28 and watched
them soar to $45. I checked and rechecked the thesis and decided to suck
it up. Samsonite had raised prices and broadened its distribution network
at the same time. It had opened many of its own stores, which aggressively
competed against its own wholesale customers, the retailers. We saw a
luggage store in Manhattan with a window display sign promoting
“Samsonite 40% off.” We bought the sign to hang in our office. The clerk
gave us a funny look. It turned out that wasn’t the only store working off
excess Samsonite inventory. When Samsonite acknowledged that
consumers didn’t accept the price increase and retailers were awash in
excess inventory, the shares collapsed to $6.

We hired our first employees in the summer and moved into our own
office in the Graybar Building, next to Grand Central Terminal. Our 1,300
square feet felt like a palace. I had my own office and could talk to my
wife on the telephone without anyone knowing what we would be having
for dinner that night.

We ended 1997 up 57.9 percent with $75 million under management.
We decided not to accept additional money until we were prepared to
invest it. Why? Adding too much new capital to a portfolio too quickly is
a problem. It creates undue pressure to find new investments or to add to
existing positions. We do not deploy new capital into existing positions
unless they are either fresh ideas or positions to which we really want to
add. However, while professional money managers habitually put new
money into existing ideas, we don’t feel comfortable doing that when an
investment is already in the middle innings. If we buy something at $10
thinking it is worth $20, do we really want to add to it at $16 if we think
the value hasn’t changed? It is better to wait for a fresh opportunity or to
close the fund to new investment. On the other hand, when the portfolio is
fully invested, adding new assets helps investment performance. It allows
room for new opportunities without selling existing positions prematurely.
We have accepted new capital from time to time under those
circumstances.

Fifty people attended the 1997 partners’ dinner at the Penn Club. We
expected it to be a celebration. It was not. After our presentation, we took
questions. Several partners complained about how fast the assets under
management had grown. They worried we would not be able to keep up



the returns. I explained that we closed the fund and would not accept new
money until we were fully invested and emphasized that we did not expect
to make 57 percent ever again, under any circumstance. As we never
expected the results to be so good, we did not believe them sustainable at
any asset size. Our goal is to make 20 percent per year. This will not
happen each year, but we hope to average that over time with
demonstrably less risk than the market. This is a challenging goal, which
we may not achieve. I believe in setting high goals rather than easily
clearable low ones. However, the strong initial result was no reason to
raise the bar. No matter, the dinner was a tough experience. I learned that
if we were going to have question-and-answer sessions, I had to be
prepared for anything.

We started 1998 well, as the fund returned 9.9 percent through April.
Then, Computer Learning Centers (CLCX), our largest short position,
became a problem. CLCX was a for-profit education company that took
advantage of generous government student loans and ripped off both
students and the government. The company charged $20,000 a year to
teach computer skills to uneducated people on obsolete technology. They
accepted anyone. Another short-seller sent someone to intentionally fail
the admissions test at one of the schools. The admissions officer gave her
the answer key and then asked her to take the test again. Because the
company offered a poor product and engaged in misconduct, we took a
large short position. A local TV station in Washington, D.C., ran a feature
that interviewed a bunch of angry students complaining about the poor
facilities and showed an admissions officer on hidden camera promising a
prospective student an absurdly high expected starting salary upon
graduation. The stock market reaction: yawn.

CLCX announced a strong first quarter. Reid Bechtle, the CEO,
confronted the short-sellers, telling The Washington Post, “Every dollar
the stock goes up is $4 million the shorts take out of their bank accounts.”
The Post said he told an investor, “We’ve already gone through Hiroshima
and it’s time for Nagasaki” for the shorts. Shortly thereafter, the shares
began to decline when the Department of Education announced a program
review to examine compliance and the Illinois attorney general filed a
civil fraud complaint. The stock sank. Sensing that the end was near, we
increased our short position.

A couple of months later, CLCX paid a $500,000 fine and promised
better business practices to settle with the Illinois attorney general. The
attorney general thought this was a big penalty, but the stock market
judged it a trivial cost of putting their problems behind them. Bulls spread



the word that the Department of Education completed its program reviews
and would not take strong action. Three large mutual funds in Boston each
added to already enormous positions. The stock doubled quickly. It looked
as though CLCX might actually get away with it. I decided to swallow my
medicine and covered the short in July. We lost about 2.5 percent of our
capital on that position.

Covering the short was a poor decision because it turned out we were
right about the company. The publicity from the regulatory action and
more conservative behavior by the company caused enrollments and
earnings to fall short of expectations, which killed the stock. This actually
happens a lot in controversial short sales: Many times, the bulls win the
battle on the core criticism (in this case, regulators didn’t immediately kill
the company), but the bears win the war, as business or accounting
reforms cause disappointing performance. It took the Department of
Education two more years to complete its work. When it did, it demanded
that CLCX return all the student loans it had ever advanced to the
government. This put them out of business. (For a good summary, go to
http://chronicle.com/free/v47/i23/23a03501.htm.)

A key problem for investors who short a company that is subject to
government oversight is that the government, even when it acts, does not
move at the same speed as the stock market. Two years might make a
prompt government investigation, but it is an eternity for investors such as
Greenlight reporting monthly results, even in a long-term strategy. Based
on my decision to cover CLCX, I developed a stronger stomach and
learned to become even more patient. CLCX is one of the more expensive
of many examples that have taught me this lesson.

Unfortunately, as we covered CLCX, the stock market made a near-term
top. Around that time, we also covered a couple of other successful shorts.
One was Sirrom Capital, named for the founder, but with his surname
spelled backwards. Sirrom was in the same business as Allied Capital,
with which we were unfamiliar at the time. Sirrom was a business
development company (BDC) making mezzanine loans (senior to equity,
but subordinate to senior debt) to private companies.

BDCs are a special creation, formed by Congress as a way for small
businesses to have more access to capital and receive professional
management expertise. They have existed in some form since the
Investment Company Act of 1940, but their current structure was born
through Congress with the Small Business Investment Incentive Act of
1980. BDCs lend small businesses money, advise them, and in return
collect interest and fees. In essence, BDCs are publicly traded private-
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equity firms that give the public an opportunity to participate in the growth
of young companies. BDCs raise capital in equity offerings and act like
closed-end mutual funds. They are subject to the Sarbanes-Oxley Act of
2002 and the Securities Exchange Act of 1934. BDCs are required to
maintain 200 percent asset coverage on the debt they issue. In other words,
the value of the assets they invest in must be twice the amount of debt they
take on, which caps their ability to leverage. They also don’t pay corporate
taxes, provided they pass through their taxable earnings directly to
shareholders.

Sirrom funded rapid growth through a virtuous cycle where it raised
equity at a sizable premium to net asset value (book value), which
increased its net asset value and provided fresh, cheap capital to grow its
portfolio. This cycle enabled Sirrom to grow its earnings and dividends,
which caused the stock price to appreciate further, allowing Sirrom to
repeat the cycle beginning with another stock offering.

As an investment company (a BDC is a type of regulated investment
company), Sirrom did not report or consolidate the results of its
underlying investments. Instead, Sirrom marked its portfolio to “fair-
value.” We took Sirrom’s SEC filings and built a database that tracked the
cost and fair-value of every investment in each period. By tracking the
performance of loans by the year of origination, we determined that
although the overall portfolio statistics appeared appealing, rapid asset
growth masked poor results. We estimated that from inception to final
maturity, roughly 40 percent of the loans went bad. Moreover, the data
indicated management had ample advance warning of problems and was
slow to recognize them in the portfolio markings.

Many mezzanine lenders receive free equity warrants known as equity
“kickers” because the free warrants kick up the returns. Sirrom marked the
loan and the equity kicker separately for valuation purposes. The database
revealed that when trouble arose, management would mark down the
equity kicker, but would leave the loan at full value. Obviously, if the
equity value is reduced, then the risk in the loan has increased, making the
loan less valuable as well. Management did not take that into account and
kept the loans at full value until it determined that a loss on the loan was
inevitable. In looking at the history of the loans, not surprisingly, writing
down the equity kicker proved a reliable predictor of future loan write-
downs. Further, an initial loan write-down often preceded a further write-
down until eventually there was a final loss, or write-off.

This should not happen. If Sirrom’s management marked the portfolio
fairly, then future adjustments should be independent of prior adjustments.



No pattern should exist. In trading markets, when bad news arises, the
market resets the value of securities to the point where at the new price the
securities are expected to generate a positive future return. If Sirrom did
this, then write-downs should not beget further write-downs. The only
explanation was the management was slow to fully acknowledge bad
news. And there were other red flags. For example, Sirrom’s auditors,
Arthur Andersen, wrote in the 1996 audit opinion that “We’ve reviewed
the procedures used by the Board of Directors in arriving at its estimate of
value of such investments and have inspected underlying documentation,
and in the circumstances we believe the procedures are reasonable and the
documentation appropriate.” In the 1997 audit letter, Arthur Andersen
removed that sentence.

People began to ask questions and raise doubts. The company managed
a final equity raise led by Morgan Stanley in March 1998. In July, Sirrom
announced slightly disappointing quarterly results, with two bad loans
losing around $10 million, or about twenty-five cents per share. The
shares fell from a high of $32 in May to around $15 in July. We covered
our short at $10 a share, just before the shares collapsed to under $3 in
October.

We got wonderfully lucky in demutualized Summit Holdings Southeast
(SHSE), a Florida workers’ compensation specialist. The combination of
conservative accounting as a mutual, all the IPO proceeds going to the
company and a management team with a large initial stock and option
grant, made this appear to be a fat pitch. We invested about 15 percent of
the fund at $14 per share in May 1997.

Even better, SHSE had recently begun reducing risk by purchasing
reinsurance on very favorable terms. Essentially, reinsurance companies
were willing to take most of the risk and pay SHSE a huge fee. We
believed that when the market realized SHSE evolved from a risk business
to a high-quality, predictable-fee business, both the earnings and multiple
would expand. We were actually disappointed when SHSE announced its
sale to Liberty Mutual for $33 per share in cash in June 1998.

It turns out that management was savvy and we were fortunate. At the
IPO road show, the CEO made the offhand comment that he wanted to sell
the company “before the warranty ran out.” I heard the comment, but it
did not fully register until later that year when Unicover was exposed.
Unicover was a reinsurance broker that induced reinsurance companies to
reinsure workers’ compensation on uneconomic terms. Sometimes the
same risk was passed around several times. With each transfer, Unicover
charged a fee. When the reinsurers saw what happened, several refused to



pay claims. Almost every workers’ compensation insurance stock
collapsed as the scheme unwound. I suspect the favorable reinsurance
Unicover offered enabled SHSE to change its business model. Unicover’s
exposure probably would have caused SHSE to implode along with the
other workers’ compensation companies. However, any problem belonged
to Liberty Mutual rather than us. Sometimes it is better to be lucky than
smart.

Another short that did well was Century Business Services (CBIZ), a
“rollup” of accounting service firms with lousy accounting itself. In a
rollup, a consolidator buys small, private companies at a lower multiple
than the consolidator receives in the public markets. Every acquisition is
accretive to earnings, which drives the stock price higher and enables the
consolidator to use its currency to do more acquisitions of private
companies in a never-ending virtuous cycle. Michael DeGroote, a famous
and wealthy former partner of H. Wayne Huizenga of Blockbuster fame,
led CBIZ. Like most roll-ups, CBIZ claimed to improve the operations of
the acquired companies and generate 15 percent internal annual revenue
growth. In fact, the sellers tended to be entrepreneurs toward the end of
their careers. They sold their businesses to CBIZ and hit the golf course.

CBIZ’s accounting was not compliant with generally accepted
accounting principles (GAAP) in several ways. First, CBIZ recognized
revenue on newly acquired firms starting on the “effective” acquisition
date, which occurred before they actually closed the deals. Second, CBIZ
valued the stock it issued as currency at a 40 percent discount to the
market value. These tricks enabled it to recognize revenue prematurely,
understate goodwill, and mislead investors about the multiples it paid for
acquired companies.

For the first time in Greenlight’s history, we wrote letters to the SEC. We
critiqued CBIZ’s accounting and asked the SEC to insist on clearer
disclosures in future filings. The SEC never responded to us. However, a
year later CBIZ restated its acquisition accounting to use “closing” dates
rather than “effective” dates to begin recognizing revenue and to increase
its goodwill. It reduced the “internal” growth rate, missed budget by a
wide margin, and replaced the management team. The shares collapsed
from $25 in August 1998 to less than a dollar each in October 2000.

But because we covered CLCX and Sirrom just before the market began
a rapid descent into the Russia default, Long-Term Capital Management,
and Asian economic crises, we had greater-than-usual net long exposure at
the wrong time. As a result, we lost money for five consecutive months,
from May to September 1998.



August was our worst month ever. The market had a huge sell-off at the
end of the month. I was on vacation in upstate New York that week. The
prices were crazy, and there was nothing to do about it. We couldn’t look
at the screen and say these were “fire sale” prices generated by other
investors going through “forced liquidations.” As detailed later, these were
the type of excuses Allied would use to hold its impaired investments at
inflated values. The price was the price, and we marked the portfolio to
reflect that. We lost more than 8 percent that month. Ouch.

One of our largest partners was a semi-retired, well-known hedge fund
manager with a fine, lengthy track record. We were proud to have him as a
partner. As the story goes, he claims he called our office on that last day of
August and no one returned his call. Keswin, who was not on vacation,
said it was absolutely impossible that he would have ignored this partner
or his call. The partner soon summoned us to his office. He said he could
not believe how irresponsible he thought we had been. He asked about our
portfolio. We described our largest investment in Agribrands, an animal
feed manufacturer that had been spun off from Ralston Purina. With its
Asian market exposure, it had fallen in the sell-off that summer. It was still
a great opportunity and would be an enormous winner in 1999. Ultimately,
Cargill bought the company a couple of years later for twice where it
traded in late 1998. As we told the story, this semi-famous investor
scoffed. “I thought you were moneymakers!” At his first opportunity, he
fully redeemed his investment in Greenlight. For the next five years, every
few months someone told me they’d met him and heard how lousy we
were.

He was not alone. A good number of our partners reconsidered their
investments after our bad five-month run. While we had worked hard to
explain our program and the related risks, some of our partners probably
paid more attention to the short-term track record. Our partners redeemed
about half their accounts between August and January. It would have been
worse except our portfolio of depressed securities recovered with the
market in the fourth quarter. Some partners maintained confidence and
even increased their investments, and we attracted some new partners.
Overall, new investments matched redemptions. We finished the year up
10 percent and ended with $165 million under management.

Though we generated attractive risk-adjusted returns in 1998, we didn’t
hit our goal. Growth stocks and large-capitalization companies were the
flavor of the day. Many of the huge stocks leading this advance would take
years to grow into the nosebleed valuations they achieved that year. The
S&P 500 shrugged off the Asian crisis to return an eye-popping 28.3



percent. Coca-Cola led the market, trading around fifty times earnings.
The earnings were low quality because the company divested its bottling
operations one at a time, creating gains that counted in the earnings. I did
not have the guts to short Coca-Cola, but I should have. I figured with a
company that large I couldn’t possibly have a unique insight. Instead, I
contented myself with explaining Coca-Cola’s problems in investor
meetings and quizzing prospective hires about their views on the subject.



CHAPTER 4

Value Investing through the Internet
Bubble

From the 1998 low, the Internet bubble launched to its full glory. I believe
the battle between America Online and the short-sellers catalyzed the
bubble.

America Online traded at a high multiple of what many short-sellers
believed to be low-quality earnings. America Online spent heavily on
marketing or “customer acquisition costs” to generate monthly fee-paying
subscribers. Short-sellers believed America Online inflated its income
statement by capitalizing these costs and writing them off over the
expected life of the subscriber relationship. America Online’s accounting
did not comply with GAAP, which required the costs to be expensed as
incurred.

I evaluated shorting America Online and determined that even if the
accounting were wrong, it was a lousy short because the true economics of
the business were incredibly compelling. The stock was inexpensive
considering the company’s economic profits. I calculated the net present
value of a subscriber by comparing the up-front cash customer acquisition
costs to the subscription payments over the expected life of the customer
relationship. America Online was adding so many new customers that it
would not take long to justify its seemingly lofty stock price. Add in the
possibility of new revenue streams, including advertising, and I saw it was
a really bad short idea. Perhaps this is what “value investor” Bill Miller
saw that convinced him to step out of the box and take a large long
position. I did not have the guts to buy America Online, but contented
myself by not shorting it and arguing with those who did.

When America Online bit the bullet and took a huge write-off of its
capitalized customer acquisition costs and agreed to expense them as
incurred in the future, the short-sellers had nothing left to criticize.
Though America Online had lower earnings under the more conservative
accounting, the market understood the high return America Online
generated on its investment in customer acquisition costs and looked
through the lower reported earnings. As the market appreciated America



Online’s powerful model, after a small initial decline, the stock soared.
America Online traded at a higher multiple than Coca-Cola and was still a
buy! Coke lost its market leadership. Now, no multiple was too high to
pay for a leading “new economy” stock. Many misunderstood the real
chain of events and interpreted America Online’s soaring stock as proof of
the dubious theory that traditional valuation measures no longer applied.

By early 1999 the market saw that the best and the brightest of the short-
sellers had been proved wrong on America Online. If they were wrong
about America Online, they could be wrong about every other Internet
stock. Never mind that only a handful had viable, let alone robust,
business models. Bearish arguments were no longer considered. I believe
the hubris from the victory over the America Online shorts was a primary
cause of the Internet bubble.

For the most part, we avoided the damage in the short portfolio by
refusing to sell short anything just because its valuation appeared silly. We
reasoned that twice a silly valuation is not twice as silly. It is still just silly.
Kind of like twice infinity is still infinity. Instead, we concentrated on
selling short companies with high wvaluations combined with
misunderstood fundamentals and deteriorating prospects. As always,
frauds were preferred.

We found several good frauds in 1999. One of them, Seitel, had a multi-
client library of seismic data used to find hydrocarbons. Energy companies
partnered with Seitel to “shoot” (shaking the ground and measuring the
reaction) data—a costly investment. The energy partner received an
exclusive period to use the data. After that, Seitel could re-license it to
other energy companies. Seitel capitalized the investment in shooting the
data and expensed it in proportion to the expected licensing and re-
licensing revenue. Seitel assumed that a dollar invested in data would
generate $2.50 in revenue. As a result, under Seitel’s accounting it was
guaranteed a 60 percent margin on any license or re-license revenue.

However, Seitel did not generate anything close to $2.50 of revenue per
dollar of investment. Seismic data do not have an indefinite life. If the data
shows a high probability of hydrocarbons, somebody drills to find out.
After that, who needs the data? Most of the license revenue came from
licensing, rather than re-licensing. As a result, the 60 percent margin
assumption inflated Seitel’s earnings.

Worse, the initial licenses covered only a small fraction of the cost of
shooting the data. Under Seitel’s accounting, shooting data and the related
initial licensing fee generated earnings but burned cash. Re-licensing
generated cash, but re-licensing sales were harder to make. In an effort to



maintain accounting profits, Seitel increased uneconomic, cash-burning
investments in new data shoots.

Based on this analysis, we sold Seitel short during a strong period for
energy service stocks. When that cycle ended, Seitel’s shares fell sharply
and the short contributed to our 1999 return. However, we did not cover
because the accounting story had not played out. Seitel was heavily
leveraged and we thought it would go bankrupt. Seitel shares made a
strong recovery in 2000, and we stuck with it for a three-year fight until it
did finally go bankrupt in the next downturn in the spring of 2002. The
CEO was eventually sentenced to five years in prison.

We also found a good long idea that year. Reckson Associates, a large
real estate owner, spun off a nondescript entity called Reckson Services. In
early 1999, I met the CEO Scott Rechler, who was young, aggressive, and
smart. I left our two-hour meeting with only a vague sense of the strategy,
but a strong sense that Rechler was going to do exciting things. Reckson
Services was an assortment of opportunities, including speculative real
estate ventures in student housing and gaming; a shared-office space
business; a concierge services provider; and OnSite, which was a money-
losing start-up that wired office buildings for Internet access. I calculated
there was enough intrinsic value in the traditional businesses to justify the
current share price of about $5 without giving any value to OnSite. I
wanted the free option on OnSite and felt that Rechler would do
something great, so Greenlight invested 3 percent of the fund in Reckson
Services.

As Rechler and his team huddled for a few months, the stock began to
rise as investors seeking new Internet stocks noticed OnSite, and the stock
took off when an Internet tout under the name “Tokyo Joe” highlighted
Reckson Services. Reckson Services hired a fellow from General Electric.
GE’s management was so well regarded that hiring anyone who worked at
GE lent instant credibility. Reckson announced that it would lever OnSite
and the shared-office-space company to transform the company into an
incubator of Internet companies, catering to small and medium business.
An incubator is essentially a publicly traded venture-capital company.
(The leading Internet incubator CMGI had a $10 billion market
capitalization at the time.) Reckson changed its name to Frontline Capital
Group. The market loved the hire from GE, the new strategy, and the new
name. The stock soared, reaching $60 a share by the end of the year,
valuing the company at $2 billion. We sold one-third of our Frontline
Capital position near what would be the top. This was not a brilliant call
on the stock: Frontline had simply become too big a percentage of the



fund given its valuation. The market had begun to properly (in hindsight,
excessively) value the option we had acquired for nothing.

The explosive rally in Frontline Capital, the recovery of Agribrands, the
first collapse of Seitel and the early success of a spin-off investment, Triad
Hospitals, fueled a 39.7 percent return in 1999. At this point, Greenlight
hit “critical mass.” Having survived the 1998 market meltdown and
capitalized on the 1999 market melt-up, our results were much better than
most value-oriented funds, many of which spent 1999 “fighting the tape.”
Seemingly overnight, everyone wanted to invest. Our assets under
management hit $250 million.

But in early 2000, things became difficult for us. First, Frontline began
to fall. OnSite had trouble over a non-compete clause in its CEO’s contract
with his former employer that delayed its planned IPO. Though the
Internet bubble still had several weeks to its final top, Frontline did not
exceed its late 1999 highs.

We also lost money shorting Chemdex, a publicly traded start-up setting
up a business-to-business (B2B) network for companies to sell chemicals
to one another. Chemdex paid for its customers to install computers and
software to use its network. Chemdex induced a couple of large chemical
companies to test the service at a discounted commission by giving them
stock. While Chemdex hoped to earn a small commission on each
transaction, it booked the entire value of the goods exchanged as revenue.
Chemdex had almost no chance to generate enough commissions to cover
its enormous up-front investments or its operating expenses, which were
plainly not being controlled. We invested 0.5 percent of our capital to
short Chemdex at $26 in September 1999, which was up substantially
from its $15 IPO price in July.

In November, Chemdex announced a strategic alliance with IBM Global
Services, where IBM would sell technology to Chemdex’s customers. I
could not figure out why that was exciting, but the shares doubled in a
week. I missed the joke and doubled the position at $71 per share. In mid-
December, Morgan Stanley’s star Internet analyst, Mary Meeker, reiterated
her “outperform” rating, writing, “We think Chemdex has got what it
takes.” There really was no more substance to her analysis than that. As a
result, the shares soared another 50 percent that week. In late February,
Chemdex changed its name to Ventro. The name change indicated
Chemdex would expand its network to other industries—“verticals”—and
needed a new name to express its bolder ambition.

I got a clue and gave up. We covered at $164 per share on February 22.
This made Chemdex/Ventro our biggest short loser of all time, costing us



4 percent of capital. Did I feel smart when the shares hit $243 on February
25? No. That was not ten times as silly as $26. Both were stupidly silly. Of
course, after the bubble popped, the shares touched $2 later that year . . .
on their way lower.

At the top of the bubble, technology stocks seemed destined to consume
all the world’s capital. It was not enough for all the new money to go into
this sector. In order to feed the monster, investors sold everything from old
economy stocks to Treasuries to get fully invested in the bubble. Value
investing fell into complete disrepute. Julian Robertson’s Tiger Fund,
which had an extraordinary multi-decade record and became the largest
hedge fund in the world, performed poorly while holding a variety of old-
economy stocks. Robertson liquidated.

February 2000 was our second worst month ever. We lost 6 percent,
mostly in our longs, as capital fled traditional industries. We lost several
percent more in early March until the Nasdaq peak on March 10. We lost a
little bit of money every day for five weeks. Other than cutting our losses
in Chemdex, there really was not much to do about it.

Then . . . the market reversed. Just like that. Partially informed by our
Chemdex/Ventro experience, 1 believe the Internet bubble made its
ultimate top the day the last short-seller could no longer afford to hold his
position and was forced to cover. Market extremes occur when it becomes
too expensive in the short-term to hold for the long-term. John Maynard
Keynes once said that the market can stay irrational longer than you can
stay solvent. From the peak, the market returned to rationality. The leading
stocks suffered a devastating bear market and value investing made a
“bottom.” These enormous excesses would be completely reversed over
the next few years.

This was a good environment for our strategy, and we recovered from
our bad start to the year. However, the Frontline Capital stock we held fell
sharply and cost us, and we lost money shorting the mail-order contact
lens seller 1-800 Contacts. We believed it sold lenses without properly
verifying the prescriptions, as required. The Food and Drug
Administration (FDA) investigated, but decided not to act. Again, we
could not stand the pain and covered the short at a large loss.
Subsequently, the shares collapsed when its supplier, Johnson & Johnson
—possibly fearing legal consequences of improper consumer use of its
lenses—cut off 1-800 Contacts’ lens supply.

We successfully shorted CompuCredit, a credit card issuer to customers
with poor credit. Its rapid asset growth masked the losses in its reported



results. We looked at the losses on a “lagged” basis. This allowed us to
analyze the credit performance without the influence of fresh loans that
had not yet had time to default. We saw that CompuCredit’s losses
adjusted for growth were 18 percent a year, rather than the 10 percent
touted by management. The company held an analyst day in Atlanta and,
aware of our bearish view, pointedly told us that we could only listen by
phone. One brokerage firm analyst helpfully pointed out, “Buy the stock.
They are having their first analyst day ever. If the news weren’t good, they
wouldn’t be calling the meeting.” The stock doubled in our face. This
time, we stayed patient. Weeks later, the company announced
disappointing results, and our losses turned to gains. As credit losses
mounted, CompuCredit’s next quarter’s results were even worse.

Triad Hospitals (a spin-off from Columbia/HCA) and MDC were two
large long positions that each doubled during the year. Most of the rest of
the shorts contributed to our returns, and we recovered from our tough
February to finish 2000 up 13.6 percent. Again, we did not achieve our
annual target, but demonstrated a lower risk profile than the market—
where the S&P lost 9 percent and the Nasdaq imploded, falling 39 percent.
No one was complaining. We finished the year with $440 million under
management.

We closed the fund a second time. Except for a few formal capital-
raising rounds when the portfolio was fully invested and we needed capital
to pursue new opportunities, we have remained closed ever since. The
market continued to return to rationality in 2001. Like 1997, we went the
whole year without a serious setback. The large long positions all
performed, as did our biggest short position, Conseco, an insurance and
annuity company.

Conseco started as a “capital structure arbitrage,” an investment based
on our assessment that one part of a firm’s capital structure is mispriced
relative to another. We do not do a lot of arbitrage, but participate in
extreme opportunities. Conseco had terrible news: It lost its A-rating from
the A. M. Best rating agency. This made it difficult to compete to obtain
and retain customers without making dramatic price concessions that
eliminate the profit opportunity. Conseco bonds traded at sixty-five cents
on the dollar, while the equity market had a different view and valued the
company at $10 billion. The debt yielded over 20 percent, while the equity
traded as if bankruptcy were improbable. We purchased the bonds and
sold short the common stock.

At first, we lost more on the short sale of the stock than we made on the
bonds. Conseco brought in a new CEO, Gary Wendt, who had a great



record running GE Capital. Wendt signed for $45 million cash and 3.2
million shares of stock up front. He led an analyst day and promised an
immediate turnaround. He would implement fancy-sounding GE
management concepts like Six Sigma, where its people would be trained to
become Six Sigma Black Belts and turn Conseco from its present weak
state into a strong man, which he depicted with a cartoon of a powerful
weightlifter. Wendt convinced the market that the problems would soon be
fixed, and Conseco refinanced some of its debt at 11 percent.

I attended a meeting Wendt held in Conseco’s office in the GM building.
About thirty investors and analysts stood around in a warm conference
room until the group was fully assembled. When Wendt was ready to join
us, we were asked to sit around a very large conference table. When
everyone was seated, an assistant came in dragging a conspicuously fancy
chair. Space was cleared at the middle of the table and when the throne
was in place, Wendt joined the meeting. After a lengthy pitch, Wendt took
some questions. To any question that involved the numbers, Wendt had no
answer. Over and over, his response was, “Someone will get back to you.”
I had seen enough. We sold our bonds and added to our short.

Conseco issued a series of “turnaround memos.” These self-
congratulatory tomes appeared designed to provide good news to juice the
stock at random times. It seemed to work, and the shares doubled.
However, each time Conseco reported quarterly earnings, there were more
questions without answers. For example, in one quarter, corporate
overhead magically turned to a corporate profit. How do you turn
overhead into a profit? No answer. The next quarter, the premiums and
float fell in the insurance business, but capitalized customer acquisition
costs and profit rose. How? No answer. Quite simply, the numbers did not
add up, and Team Wendt was not interested in clarifying them. The stock
continued to rise. Until it didn’t.

The next quarter, Conseco reported better-than-expected results. The
results were, again, of low quality and raised many questions. The results
were no worse than the previous batches. Nonetheless, this time the
market did not buy it. The shares imploded. Eventually, Wendt resigned
and the company went bankrupt. Subsequently, the company has
reorganized, but is now much smaller. Its name lives on most
conspicuously as the Indiana Pacers’ home court, the Conseco Fieldhouse.
Some have observed that naming a sports arena is a good way to identify
short-sale candidates.

Another troubled company with odd accounting was Orthodontic
Centers of America (OCA), a rollup of orthodontist practices. The



company accelerated revenue recognition and recorded more than all the
profit from patients in the first months of a multiyear treatment cycle. As a
result, toward the end of the treatment cycle, the average patient generated
a reported loss. OCA had to rapidly grow the number of new patients to
outnumber the old patients. Additionally, though OCA was 40—60 partners
with the orthodontists, OCA back-loaded expenses by recognizing the
orthodontists’ compensation expense on a “cash” basis rather than on an
accrual basis. Based on our research, we discovered that OCA front-loaded
revenues and back-loaded expenses to compound the impact of dual
aggressive accounting practices on reported earnings.

For the second time, we outlined our concerns to the SEC. In March
2001, OCA announced that the SEC required it to change its revenue
recognition to record patient revenues on a straight-line basis. The
company delayed filing the annual report to restate results with 10 percent
lower revenues and 25 percent lower profits than previously believed.
Though the stock fell initially, the bulls believed OCA had put its
accounting problems behind it. The restated results created easier future
comparisons because OCA re-recognized the same revenues that it had
improperly front-loaded and reversed in the restatement. By May, the
shares recovered almost back to their previous highs. Partially changing
the accounting, however, did not improve the overall bad economics of the
business. By the following year, the cash flows badly lagged the earnings,
and the shares collapsed. This created discontent among its orthodontists,
who had bet their businesses on OCA stock. OCA eventually underwent a
massive financial restatement and went bankrupt.

When the books closed in 2001, almost everything had worked. The
fund returned 31.6 percent, and our assets under management reached
$825 million. The bear market deepened, with the S&P 500 falling another
11 percent and the Nasdaq 20 percent.

Then, early in 2002, our two longest-standing and hardest-fought short
sales finally paid off. As described above, after three years, Seitel finally
imploded under the weight of its own bad business model and aggressive
accounting.

Elan was a different story. Elan, an Irish specialty pharmaceutical
company, had a small portfolio of branded drugs and a drug delivery
technology applicable to a wide number of possible drugs. We sold Elan
short in 1999. Elan entered into a series of licensing deals that appeared to
be shams. Elan would invest $10 million in XYZ biotech company. XYZ,
often a tiny company, would put out a press release trumpeting that Elan’s
investment “validated” their technology. XYZ would use most of Elan’s



investment to license Elan’s drug delivery technology to use on drugs in
XYZ’s pipeline that were years away from commercialization. Elan
recognized the license fee as revenue at 100 percent margins. Essentially,
the money traveled a circle from Elan’s pocket to XYZ as an investment
and back to Elan as a license. The market paid a rich multiple for this.

We also noticed that Elan’s line-by-line revenue and expense reports
were usually nowhere near analyst models. And yet, the bottom line was
always a penny or two ahead of estimates. A reported shortfall in one
place would almost magically be made up in another. Additionally, Elan
had a number of off-balance-sheet, special-purpose entities to hold various
assets. These vehicles created an unexplained and growing benefit to
Elan’s earnings. There were many other financial statement anomalies
apparent almost every quarter. Like Conseco, Elan was not interested in
clarifying the issues and, for a long time, the bulls didn’t care. In 2001, the
SEC delayed approval of Elan’s financials. We thought the truth would
come out, but it didn’t. The SEC completed its review, and Elan had to
restate earnings—by one penny . . . one lousy penny! With the review
behind them, Elan was “home free,” and its shares took off to new highs.

Over the years, I debated Elan with brokerage firm analysts. After
discussing the numbers and the various problems with the earnings, they
would conclude by asking, “So what? Why would you short Elan? They
never miss earnings. They never will miss earnings. If they don’t miss,
you are never going to win. How are you ever going to get paid on your
short?” Elan was a rig job, but it was not up to the analysts to notice.
Perhaps they noticed, but thought Elan should be rewarded for executing it
so well.

In January 2002, The Wall Street Journal ran a lengthy story on the front
page questioning many of the aspects of Elan’s accounting that we had
observed for years. In the post-Enron environment, the reaction was quite
different, and the shares cratered. Though most of Elan’s senior managers
were accountants, the company began a serious accounting review. When
it was over, the accounting fraud was even worse than we suspected. Elan
had been selling off its drug portfolio to other manufacturers and booking
the proceeds as “product revenue.” This explained some of the gaps in the
financial reporting that we never understood. The shares that peaked at
$65 upon completion of the SEC “review” in June 2001 were in the low
teens in the spring of 2002 on their way to $1 in October of that year.

Fraud can persist for a long time, and investors, analysts, and the SEC
miss things. But, sooner or later, the truth wins. If you know you are right,
all you need is patience, persistence, and discipline to stay the course.



The year 2002 started nicely. We were up 12.9 percent by the end of
April. Just around that time, we completed our research on Allied Capital,
an investment that would require all of my patience, persistence and
discipline. And more patience.



CHAPTER 5

Dissecting Allied Capital

In early 2002, the managers of a small hedge fund that specializes in
financial institutions called to discuss Allied Capital. They came over and
walked through their critical analysis, pointing out anomalies with Allied’s
portfolio valuations. They wanted our opinion because they knew of our
success shorting Sirrom Capital in 1998, a company with the identical
business development company (BDC) structure and a similar strategy to
Allied. The story was intriguing.

Allied Capital is the second-largest publicly traded BDC in the country
(American Capital Strategies is the largest). Allied was founded in 1958
by George C. Williams as a small business investment company (SBIC) to
take advantage of the Small Business Investment Act of 1958. Williams
had worked for the FBI for much of the 1950s, and since the Small
Business Administration (SBA) and all that new funding that was
available from the SBA was also right there in Washington, Williams had
the good sense to headquarter Allied in the city. The company went public
in January 1960, selling 100,000 shares at $11 each. The company began
making quarterly distributions to shareholders in 1963. Over the years,
several affiliated companies were spun-out or created with similar
mandates to make debt and equity investments in small, mostly private
businesses that would provide recurring cash flows. Several of these
companies would go public, but some remained private partnerships.
Williams served as president, chairman, and CEO of Allied and its
affiliated companies from 1964 until 1992, when he was named chairman
emeritus.

Allied Capital Corporation I, Allied Capital Corporation II, and Allied
Capital Lending were closed-end management companies that elected to
be regulated as BDCs under the Investment Company Act of 1940. They
made private-equity and mezzanine investments in small businesses.
Allied Capital Lending made loans through the SBA’s 7(a) loan program.
Allied Capital Commercial Corporation was a real estate investment trust
(REIT) devoted to investing in small business mortgages sold by the
Resolution Trust Corporation and the Federal Deposit Insurance



Corporation. Allied Capital Advisers managed the assets of the four other
Allied Capital companies. On December 31, 1997, these five publicly
traded affiliated companies merged to form Allied Capital Corporation in a
tax-free stock-for-stock exchange.

At the time of the 1997 merger, Bill Walton (no relation to the former
basketball star) was chairman and CEO of all the merging companies. He
assumed the roles from David Gladstone, who resigned as chairman and
CEO of the Allied Capital companies in February 1997. Gladstone was a
long-time Allied Capital executive, having served as an executive officer
of the affiliated Allied Capital companies since 1974. (Gladstone would go
on to co-found American Capital Strategies before starting his own
publicly traded BDC, Gladstone Capital.) Prior to assuming these
positions at the Allied Capital companies, Walton had been a director of
Allied Capital Advisers and president of Allied Capital Corporation II.

The rationale for the merger of the separate Allied companies was to
simplify Allied’s internal operations and create critical mass to raise the
company’s profile with Wall Street and make it attractive to institutional
investors. As of December 31, 1997, Allied reported $800 million in total
assets, including a $200 million private finance portfolio with investments
in eighty-nine portfolio companies.

I asked one of our analysts, James Lin, to replicate our Sirrom work on
Allied. He built a large database of all of Allied’s loans showing the cost
and value of every investment each quarter for several years. The database
showed that Allied’s valuation patterns repeated Sirrom’s. Allied marked
down the equity kickers of problem investments, while holding the related
loan at cost. This was a good predictor of a future write-down of the loan.
Small write-downs disproportionately preceded further write-downs. As in
the Sirrom analysis, this indicated that Allied was slow to write-down
troubled assets.

The pattern of loan and equity-kicker marks revealed the problem loans.
Allied invested in a few public companies, where we analyzed the SEC
filings and checked trading prices to see evidence of aggressive carrying
values. To protect its existing investment and delay the day of reckoning,
Allied often put more money into apparently troubled situations and/or
restructurings without taking proportional markdowns.

According to its own customized scheme, Allied grades its investments
on a five-point scale to track the progress of its portfolio:

e Grade 1 is used for those investments from which a capital gain is

expected.



e Grade 2 is used for investments performing in accordance with plan.

e Grade 3 is used for investments that require closer monitoring;
however, no loss of investment return or principal is expected.

e Grade 4 is used for investments that are in workout and for which
some loss of current investment return is expected, but no loss of
principal is expected.

e Grade 5 is used for investments that are in workout and for which
some loss of principal is expected.

From James’s database and Allied’s SEC filings, we assembled a list of
questions to ask the company. We arranged a call with Suzanne Sparrow
and Allison Beane of Allied’s Investor Relations department on April 25,
2002. This would be my first contact with Allied, and in many ways
would reflect Allied’s general investor relations practice: Officials answer
the easy questions and avoid the hard ones. During this call, and in a
follow-up call the next week with Penni Roll, Allied’s CFO, we raised all
of our issues and concerns and listened to the company’s responses. The
first call, which we recorded in accordance with our standard practice,
lasted about two hours.

Early in the conversation, I asked the key question of how Allied
determines the value of its investments. “How do you . . . decide what to
value the equity for? What do you need, like another financing round to
come in that validates the value of the equity or do you do an appraisal?
How do you do it?” I asked.

Sparrow described what she called Allied’s Mosaic Theory of valuation,
“It is not quantitative definitively. Certainly, there are quantitative factors,
but there are also qualitative factors,” she said. “And that’s where some of
the BDCs, I think, diverge on methodology with respect to valuation. You
see some others who treat it truly as a quantitative exercise.”

“That’s the beautiful thing about a BDC as a vehicle,” she said a
moment later. “You don’t have, you know, the bank regulators leaning on
you to say you must write-off this asset.”

I asked whether Allied began writing loans down when the risk
increased so it would require a higher yield or whether it waited until it
realized the investment was a certain loser. She responded that write-
downs started “when we believed that we had permanent impairment of
the asset.”

This was wrong. As a BDC, Allied has to use “fair-value” accounting,
which requires them to value securities based on what they are worth
today. An arm’s-length buyer would take into account higher risk and



would demand a higher return on a loan that deteriorated. A higher return
requirement translates to a lower value. It was aggressive and, in my
opinion, improper to wait for an investment to be permanently impaired
before writing down the value. My job during these calls was not to argue,
but to hear their side of the story. I responded only, “I see.”

Sparrow continued to defend carrying loans that deteriorated at cost.
“Grade 3 tends to be carried at cost because nothing has been lost yet; we
don’t believe there is permanent impairment there yet,” she said. “So, it’s
only when we believe that truly it’s gone and once there is a write-down
we take the position that it is permanent. We’re not taking it down because
we think it’s going to come back. I mean, obviously we’re going to work
real hard to make it come back if we possibly can, but we don’t want to
tell our shareholders, ‘Oh, it’s down today, but it’s back tomorrow.’” You
know, if we write it down, we think it is gone and so it’s permanent.”

It was plain she was openly admitting improper accounting. “Right, I
understand,” I said. I wondered whether Allied realized that what it was
doing was wrong or whether the company was simply unsophisticated.

Then I asked her about writing down the loans when the equity kicker
has been written down. Allied doesn’t need to, she said, because it
believed at that point it was not losing principal or interest on the loan.

The market values debt based on Treasury bonds, which are presumed to
have no risk, and then adds a spread representing the credit risk of the
particular debt instrument. So, I asked whether Allied valued its loans
based on spreads to Treasuries.

“No,” she said, “long term it’s tended to show fair-value over what a
willing buyer and willing seller over a reasonable period of time would be
willing to exchange assets. So it’s not supposed to be a fire-sale or a
liquidation kind of valuation.”

This seemed like a non sequitur. I hadn’t referred to a fire-sale or
liquidation values. I knew her answer was wrong, and thought she was
plainly avoiding my question. “Sure, I understand,” I said.

We discussed several winning investments in the portfolio. She
volunteered Business Loan Express (BLX), Hillman, and the Color
Factory. We discussed Allied’s rapid growth in fee income. This came
from Allied’s strategy to have more “controlled” companies, meaning
Allied owns the majority of the equity. By controlling companies, Allied
can charge various fees for services. Allied was principally a mezzanine
lender until around 2000, when it shifted strategy to add controlled
companies to the portfolio. According to Sparrow, almost everyone



working at Allied helped provide services to controlled companies. Allied
even billed Sparrow’s time. We reviewed the real estate portfolio and then
asked to discuss the specific private finance loans. Sparrow suggested a
follow-up call with Allied’s CFO, Penni Roll, to cover those.

So we reassembled on May 1 for a lengthy call with Roll. I wanted to
create the same kind of static pool data we created with Sirrom. A static
pool analysis looks at loans in groups based on when they were originated.
This analysis is particularly helpful in analyzing growing portfolios, where
new loan growth can sometimes mask the developing losses in earlier
loans. We hadn’t been able to do this for Allied because it did not disclose
the loan maturity dates, even though this is required by SEC Regulation S-
X. (Allied began disclosing individual loan maturity dates in its 2004
annual report.) We had trouble tracking loans by year of origination
because Allied’s corporate restructuring in 1997 made data older than that
difficult to compile.

Lacking the data, I asked Roll about the historical credit loss rate. She
indicated it was less than 1 percent of principal per year. (Later, Allied
showed this figure in its SEC filings, but stopped after we questioned its
accuracy.) That figure seemed absurd to me. In a low-interest-rate
environment, Allied charged interest rates in the teens for mezzanine loans
to middle-market companies. No one achieves a credit loss under 1
percent a year over time on these types of risky loans. An excellent
average annual loss rate would be 3 percent to 4 percent. Allied’s loans
had to be riskier than high-yield loans, and much riskier than bank loans,
which recently experienced loss rates much higher than Allied claimed for
its portfolio of mezzanine loans. Loss rates on risky corporate debt
instruments spiked in the bear market. Apparently, none of this hit Allied’s
books. Was it truly better investing or simply an accounting regime that
delayed losses until they were deemed permanent?

I asked her whether Allied’s loans were more or less risky than an index
of publicly traded high-yield bonds. Roll said, “We think what we do from
a structural perspective of the instrument itself is less risky. If you look at
a high-yield bond portfolio, a high-yield issuance typically has very little
teeth in the financial instrument itself. And very little covenants, and
payment default is always the biggest thing that can put you in default
versus a lot of financial ratios.

“So Bill Walton, our chairman, kind of equates it to, if you’re going to a
basketball game, if you’re the owner of a high-yield instrument, you have
a ticket to watch the game. If you have a subordinated debt instrument like
ours, you’re on the court playing the game. So, you don’t have a lot of



rights as a high-yield bondholder. As the holder of a highly structured
privately placed subordinated debt instrument like we would have, you
have a lot of teeth in your document. You have tight financial covenants,
you have covenants with respect to what they can and can’t do with the
company, assets they can or can’t sell, people that have remained in the
company to ensure its success. You have rights to review any acquisitions,
rights to look at corporate structure, change in corporate structure, and a
lot of teeth in your document.”

This was not true. While investment-grade bonds often have skimpy
covenant packages, it is standard for high-yield bonds to have exactly
these types of covenants and restrictions—that’s teeth. People with hands-
on experience in bankruptcies and financial restructurings know the
absurdity of Walton’s in-the-game-vs.-watching-the-game analogy and
Roll’s clueless parroting of it.

Rather than argue, I moved to a more dramatic example. I asked her to
compare the risk in Allied’s portfolio to non-investment-grade commercial
bank loans, which would have better asset protection, seniority, and even
tighter covenants than the loans Allied made. Though these loans were
plainly safer than Allied’s subordinated loans, industry figures indicated
they recently suffered much greater losses than 1 percent per year.

Roll replied that banks aren’t structured to work out problem credits.
Their regulators pressure them to dispose of non-performing assets, so
they can’t be as patient. As a result, they would have to “take haircuts on
getting out of an investment that we wouldn’t be willing to take because
we have staying power,” Roll concluded.

It was now clear to me what was going on. The company had a
qualitative method of valuation, where write-downs occurred only when
they determined money would be permanently lost. They could hold the
investments as long as they wanted to, for years perhaps, hoping that they
would eventually get their money back and avoid a loss. As a result, they
reported a loss rate superior not just to high-yield bonds, but also to much
safer senior bank loans. This made no sense.

I pictured Allied management sitting in a room saying, “Do you think
we’ll eventually get our money back?”

“I think so. This business could turn up.”

“All right, then we don’t need to take a write-down.”

I knew this had nothing to do with fair-value accounting.

We continued the conversation, covering specific problem investments.
One of them, Cooper Natural Resources, had performed “sideways,” a



euphemism for performing badly, but not yet bankrupt. The senior lenders
asked Allied to convert its debt instrument into equity. Allied did that, but
did not reduce the value. Roll admitted that Cooper performed below plan
and the balance sheet needed to be restructured to appease the senior
lender.

“Why wouldn’t that lead to some, even modest, mark-down in value?” I
asked.

“Because sometimes in these cases, you haven’t really moved any
further down the balance sheet,” she said. “You just recharacterize it in a
different security—and if you look at the long-term projections of the
company, then we were still in the money . . . so, when you look at the
value of the company, you have to look at where they are today. But you
also have to look in the future, and we didn’t see that we had any
permanent impairment from this transaction.”

Time would reveal the suspect nature of this treatment. Eventually, in
September 2003, Allied began to write-down the equity piece of Cooper
Natural Resources. Allied valued the equity piece at zero in March 2004
and recognized a realized loss in 2006 (see Table 5.1).

Table 5.1 Allied’s Investment in Cooper Natural Resources
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We asked about several additional investments that we suspected were
troubled, including Galaxy American Communications, a rural cable
provider, and three publicly traded bankrupt companies: Startec Global
Communications Corporation, NETtel Communications, and the Loewen
Group. We were following the Loewen Group bankruptcy because we had
shorted its stock. It appeared that Allied carried its bond investment above
the trading price. We asked Roll how they marked the bonds.

“What we were doing is, because there were really no trades going on in
this bond once the bankruptcy hit, any trade that was made was a privately
negotiated sale,” she said. “And given the status of the company, you
were, if you wanted to sell versus hanging in in bankruptcy, we would just
have to take probably more of a haircut than you otherwise would have.
So what we were doing is, we were looking at trades, and you couldn’t
really say they were market trades, as one data point. But we were on the
secured [sic] creditors’ committee for a long time, so we were actually
using the data we were getting from the secured [sic] creditors’ committee
to value the company, on the underlying assets in the company and where
they thought they would be in the emergence from bankruptcy.”

Roll’s story that the bonds did not trade was—not to put too fine a point
on it—a lie. These were registered, publicly traded bonds. We received
pricing sheets from dealers daily, quoting Loewen bonds at relatively
narrow bid-ask spreads. There was an active market for Loewen debt, and
the quotes were reliable. Greenlight itself had reviewed the possibility of
buying Loewen debt several times during the bankruptcy. Her comment
that a sale would cause more of a haircut was simply an admission that
Allied carried the investment above market. Allied determined the value
itself, based on its view that there was no objective market measuring the
value. In fact, there was a market. Allied just didn’t like the price.

The conversation then turned to the limited facts disclosed about
Allied’s controlled companies: BLX and Hillman. Finally, I observed that
at the end of 2001, Allied’s auditor, Arthur Andersen, removed a sentence
from Allied’s opinion letter that appeared in previous years. The auditors
no longer opined, “We have reviewed the procedures used by the Board of
Directors in arriving at its estimated value of such investments and have
inspected the underlying documentation, and in the circumstances we
believe the procedures are reasonable and the documentation appropriate.”
Andersen had removed the same confirmation with Sirrom years before.

I questioned whether this removal indicated that the auditors conducted
a lesser level of review or inspection, or perhaps didn’t agree with the



values or procedures. Roll explained that the Audit Guide changed in
2001, which caused Andersen to change the standard language in its
opinion. I called Greenlight’s auditor to check whether this was true. The
partner on the audit researched the subject and concluded that the relevant
sections were identical between 2000 and 2001. We also checked the bond
prices on some of the other troubled Allied investments like Velocita and
Startec and determined that Allied valued its holdings well above the
quoted market prices.

Based on our independent research and what I learned on these lengthy
calls with management, Greenlight put 7.5 percent of the fund into the
Allied short sale at an average price of $26.25 a share.

Having been invited to speak at the Tomorrows Children’s Fund charity
conference on May 15, 2002, and asked to present my most compelling
investment idea, now I knew I had one. Nervously, I stepped up and made
the speech. (If you have not done so already, you can see it for yourself at
www.foolingsomepeople.com. It makes the story much easier to follow.)
And yet, at that moment, I had no idea the story was really just beginning.


http://www.foolingsomepeople.com

PART TWO

Spinning So Fast Leaves Most People
Dizzy



CHAPTER 6

Allied Talks Back

After my speech, the reaction was immediate. When I showed up for work
the next morning, a junior analyst from a mutual fund company that held a
large long position in Allied was waiting outside our locked door. He
heard that I said something important about Allied and came over to get a
first-hand account. I brought him into a conference room and summarized
what I had said. When I started discussing BLX, he said he hadn’t even
heard of it.

When 1 finally got to my desk, my e-mail inbox was full of
complimentary messages from people who had attended the speech, and I
took a number of kind phone calls. When the stock market opened a few
minutes later, there were so many sell orders for Allied that it took the
specialist about thirty minutes to find a balanced price to open the stock.
When it did open on May 16, 2002, the price was $21, almost a 20 percent
drop. I was surprised the stock fell so far so quickly. Even so, I did not for
even a minute consider covering any of our short.

I heard that Merrill Lynch told people that someone made a speech
characterizing Allied Capital as another Enron. They didn’t know exactly
what had been said in the speech, but they were confident that whatever
was said was wrong. Obviously, one way to find out what I had said would
be to contact us or ask for a copy of my speech. Though there were about
a dozen analysts at brokerage firms covering Allied, not one reached out
to us on that day to find out for themselves. In fact, to the date this book
went to press, no brokerage firm analyst has ever done so. Whatever
contact I have had with them has been at my initiation.

Allied announced it would hold a conference call later that morning to
respond. When we dialed into the conference call number, we were unable
to connect because the call was so well attended that Allied had not
reserved enough phone lines. We called another fund that we knew was
participating and listened through its connection partway through the call.
Though no one from Allied contacted us to find out about my speech,
nonetheless, Bill Walton, the chairman and CEO, began the call, saying,
“We’ve been gathering information on this speech throughout the



morning, and I think some people have actually gotten to the person who
gave the speech, and so we’ve got some items here that we think we ought
to discuss, but because of the fact that we’re not really fully apprised of
what we know were said last night, all of which we feel are misquided and
talk you through those and then we plan to open it up for Q&A.”

Walton began what would become a pattern of making general
comments and taking personal shots, while Joan Sweeney, the chief
operating officer, spun the substantive issues. Allied said it charged BLX
and Hillman comparable interest rates to the rates Allied charged for
mezzanine investments. Management claimed the rates were not as high as
they seemed because Allied did not earn a current return on the equity
investments they made to those companies. Allied encouraged investors to
concentrate on the “blended” return on their combined debt and equity
investment, which Allied said was not excessive. Besides, according to
Allied, the controlled companies could afford to pay.

Despite management’s claim, the rates charged to the controlled
companies were not customary, as no other companies paid Allied 25
percent interest. At the time, Allied charged most companies about 15
percent interest. Guiding investors to focus on a blended return that
included the return on the related equity investment was a red herring,
because from a legal and accounting perspective Allied treated the debt
instruments as discrete from the equity instruments. In fact, Allied did
earn a return on the equity investments through realized and unrealized
increases in the fair-value of the investments and from dividends.

The high interest rates padded Allied’s earnings, even if BLX and
Hillman could afford to pay them. Future disclosures ultimately showed
that BLX didn’t have the ability to pay anyway, as it did not then, nor does
it now, generate any cash. Instead, Allied periodically injected money into
BLX to enable BLX to pay the 25 percent interest rate and other fees back
to Allied. Sometimes, rather than have Allied infuse more money, BLX
borrowed on its bank line. Since Allied guaranteed the banks against the
first 50 percent of any loss on the bank line (and charged BLX a hefty fee
for the guarantee), bank borrowings weren’t substantively different from
Allied simply adding to its investment in BLX directly.

Next, on the issue of Andersen omitting its confirmation language from
its audit opinion, Sweeney repeated Roll’s line about the Andersen audit
language being removed, “The Audit Guide simply changed.”

On the issue of the funding gap created by reported earnings, which
included non-cash (payment-in-kind [PIK]) income, and its required
shareholder distributions, Sweeney responded, “I think what people miss



in that analysis is in the case of a mezzanine loan, you’re taking cash
interest for a very, very high coupon. You’re taking PIK interest for a
smaller proportion, so let’s say you take 14 percent cash interest and 2
percent PIK, as long as your cash interest is above your cost of capital, the
PIK is a very good thing because the PIK is added to the note and it
compounds, and that note is subject to cash interest as well as PIK interest.
So in a sense, PIK actually becomes accretive for shareholders, not
dilutive, and really isn’t a cash drain.”

Got that? Me neither. PIK interest means that the lender accepts
additional securities, growing the balance of the loan, rather than cash, as
interest. It may or may not be a good thing, but Allied gave no response to
my point that it has to pass the non-cash PIK income on to shareholders
even though Allied has not received cash from its underlying investments
to distribute.

Walton explained that cash flow, including principal repayments but
before new investments, easily covered the distribution. Allied, however,
did not generate cash earnings to satisfy its distribution requirements.
Using principal repayments to fund the distribution without making new
investments would shrink the portfolio, lowering future earnings.
Essentially, this would be analogous to burning the furniture to heat one’s
home.

Walton further explained that Allied’s purchases of senior debt at a
discount without writing down the existing subordinated debt investment
reflected fire-sales of assets that did not reflect the credit quality of what
Allied bought. He added, “In fact, it was a huge opportunity for us and
very good for the shareholders. Now in cases where we’re buying down
senior debt of companies where we have a subordinated debt investment,
we recapitalize the business and write down the subordinated debt
appropriately to reflect the overall value of the business. So it’s not a
question of us buying down senior debt at a discount and leaving the sub-
debt in place at its previous structure and value. That simply does not
happen.”

Though Walton recognized this as inexcusable, all of our research
strongly suggests that this simply did happen at three Allied portfolio
companies prior to Walton’s remark: ACME Paging, American Physician
Services and Cosmetic Manufacturing Resources. Allied eventually had
large write-downs on all three. The recapitalizations delayed the write-
downs, giving Allied time to outgrow the problems by repeatedly issuing
new shares.

Regarding fair-value accounting, Sweeney explained, “I think what



people miss when they try to understand fair-value accounting is fair-value
accounting takes into consideration the fact that a BDC is holding private
illiquid securities held for the long term. It is not meant to take into effect
the liquidation or fire-sale accounting.”

There is no such thing as “fire-sale accounting.” A fire-sale means a sale
of assets at reduced prices to raise cash quickly. Sweeney invoked the
colloquial term “fire-sale” because an SEC administrative law judge used
the term in an opinion and indicated that investment companies should not
value investments at “fire-sale” prices. I hadn’t said anything about fire-
sale accounting.

For BDCs, the SEC requires fair-value accounting, the price at which an
informed, arm’s-length buyer and seller would transact. For the next
several weeks, Allied repeatedly and disingenuously claimed that we
insisted on “fire-sale accounting.” In an effort to discredit our analysis,
Sweeney redefined what I said to make it refutable. She knew most
listeners hadn’t heard my speech and must have believed they wouldn’t
know the difference.

Furthermore, Sweeney’s answer made no sense. The anticipated holding
period is not relevant to fair-value accounting. By referring to the long
holding period, she may have been referencing “hold-to-maturity”
accounting, which permits loans to be held at amortized cost as long as all
the holder expects are the payments to be made when due; fair-value
accounting does not permit this method. Further, illiquidity is a reason to
discount the value.

Walton discussed the troubled investments that had not been written
down to fair-value. He started with NETtel, a bankrupt
telecommunications company “that’s been written down to basically the
realized value of some asset sales, which are imminent.” The truth was
that at the time of this statement, NETtel had been in Chapter 7 liquidation
for over a year, and its assets had already been sold. Two quarters later,
Allied hid NETtel from further disclosure by quietly moving it from
“investments” to “other assets” on its balance sheet. The September 30,
2002, SEC Form 10-Q showed that $8.9 million of receivables related to
portfolio companies in liquidation were included in “other assets.” Though
they did not disclose which investments these were, we were able to
reconcile the disclosure to indicate that they included NETtel and two
other investments. Five years later, Allied still has not recognized a
realized loss on Nettel.

Walton described Velocita as a partnership between AT&T and Cisco
Systems. “We’re in the senior debt,” he said. “We took down [the value]



aggressively in the first quarter of this year to about $4 million, which is
roughly where we think the company is fairly valued. We do understand
that Cisco has written down its investment. But Cisco is in the equity,
which, of course, is the first thing to go in a troubled telecom situation.
We’re in with a fairly sophisticated group of bondholders here, and we
think there are some very interesting recovery possibilities.”

Allied wasn’t in the senior debt but the subordinated debt. Cisco held the
equity and the senior debt. Cisco wrote both to zero two quarters earlier.
As for the interesting recovery possibilities, weeks later on its June 30
balance sheet, Allied recognized its Velocita bonds to be worthless.

“In the case of Startec,” Walton continued, “if you look at the statement
of loans and investments, we have a $24 million debtor-in-possession
(DIP) facility, which is the first money out, and this is a company with
roughly $130 to $140 million of revenue and operating above . . .
breakeven . . . so there’s value here and certainly there is value in our DIP
instrument. We’ve also got a $10 million secured piece of paper in there,
which we also feel, based on our views about how the company will come
out of bankruptcy, will be money good.”

Startec’s bankruptcy records indicated monthly revenues had fallen to $5
million. Eventually, we learned that Walton’s quoted revenue figure
included revenue from discontinued business lines. Startec, a
communications company, was losing money and burning cash. Again,
weeks later, on the June 30 balance sheet, Allied wrote the “money good”
portion to zero.

Dan Loeb, who manages Third Point Partners and is never afraid of
asking tough questions, asked the first question on the call. “On your fair
market valuation, you seem to draw a distinction about where things trade
versus where you mark them.”

“Let me be clear, they don’t trade,” Walton interjected.

“Okay, but let me give you an example,” Loeb said. “Velocita debt does
trade. It trades at about two cents on the dollar. My understanding is that
you are carrying Velocita at a price of forty. And these aren’t just distress
fire-sale, you know, sales. This is a real market level.”

Sweeney argued, “Yeah, but I think you also have to look and say, ‘Is
that a market?’ I mean, in the case of Velocita, if it trades at all, it’s by
appointment.”

“Well, I can make an appointment to buy those bonds at two,” Loeb
responded. “Yet, you’re still carrying yours at forty.”

“Yeah, but the question is, who are you buying them from because . . .”



“It doesn’t matter,” Loeb said. “I mean, there is a level. Put it this way,
you’re so far off the market. Put it this way, are you buying more bonds,
then, at these levels? Are you buying them at twenty, twenty-five, and
thirty?”

“No, because that’s not our business to do that,” she said.

“Look at it this way,” Walton said a moment later. “We had a total
investment in this that’s roughly $15 million. It’s down to $4 [million] and
we feel that’s a very aggressive write-down. We’re evaluating the situation
as we go forward. We’re working with—talking with management, etc.,
etc. If we feel like it’s going to be less than that based on our continuing to
work with it, we’ll take it down the rest of the way.”

“I know you have a big portfolio with a lot of things in there. That one
slipped through the crack,” Loeb quipped.

Sweeney defended the valuations by arguing that when Allied exits
investments, it achieves the most recent carrying value. According to
Sweeney, this proves that the investments couldn’t be mismarked and
shows that “we are pretty good when it comes to fair-value accounting.”

Her reasoning suffers two basic flaws:

e First, there is selection bias: Allied chooses which investments it
exits. Suppose Allied has two investments carried at $10 million. If
Allied tries to sell them and receives a bid of $10 million for one and
$5 million for the other, Allied can decide to sell the first one and
keep the second at an inflated value. Allied can hope that the
overvalued investment will eventually grow into Allied’s carrying
value. As Allied sells additional shares and grows its equity base, the
overvaluation becomes a smaller proportion of Allied’s equity, which
makes the overvalued investment less material over time. The
technical term for this might be pyramid-scheme accounting.

e Second, because the investments are typically not registered
securities, it usually takes Allied more than a quarter to negotiate,
structure, and close sales. This gives Allied time to revalue
investments tantalizingly close to the actual sale price just prior to
exiting them. Comparing exit prices versus the previous quarter’s
carrying value after Allied had an opportunity to revalue the
investment to reflect the pending sale price is a meaningless exercise.
When you have perfect knowledge, it’s really easy to get the
valuation exactly right. Certainly, it does not validate Allied’s general
valuation practices.

Loeb wasn’t done. He asked if Allied’s business resembled a closed-end



fund. Walton responded that Allied is actually an operating company,
providing significant managerial assistance to its portfolio companies. The
transactions are privately negotiated, and Allied has board observation
rights or serves on the board in every deal. Allied provides significant
assistance in financing, mergers and acquisitions (M&A), employee
benefits, marketing and all sorts of areas to help grow the business. “So
our business is not a passive buy-and-hold and trade business,” Walton
said. “It’s an actively managed portfolio . . . deeply involved with each
management team to grow the business. And it’s a very hands-on process.
We have thirty-five investment officers handling 130 companies.”

The next private-equity investor I meet who says he just puts money in
and sits on his hands will be the first. They all say they provide services
and add more than money to their investments. Still, they realize the funds
they manage are investment vehicles, and few, if any, would consider
themselves to be “operating companies.”

The time-consuming nature of negotiating and structuring the entry and
exit of each investment and looking for new opportunities suggests that
the thirty-five investment officers didn’t have a lot of time left to make
large contributions to marketing and human resources at 130 companies.
In 2001, fees totaled $46 million, or $1.3 million for each of the thirty-five
investment officers providing part-time assistance. At those implied rates,
it was no wonder most of the fees came from controlled companies that
were not deciding for themselves whether to engage Allied for auxiliary
services.

“That wasn’t really my question,” Loeb said. “The observation was that
—what compelling argument would you make to invest in your
company?”

“Dividends,” Walton said.

Now we’re at the heart of the matter. Allied has paid a steady or rising
dividend for over forty years. It has paid the dividend whether it had
profits to cover it or not. Allied’s dividend is a holy covenant between
itself and its shareholders. Its payment proves to them that all is well.
After all, you never have to restate a dividend.

Just as the Elan bulls had argued that Elan was a lousy short, because it
would never miss its earnings forecast, the Allied bulls argue that Allied’s
dividend is unlikely to be cut regardless of whether it deserves to be cut.
They raise the same question: “How are you ever going to get paid on
your short if Allied never cuts the dividend?” Of course, when Elan was
ultimately revealed to be a fraud, it did miss the earnings forecast, and the



short worked out well.

As bizarre as this sounds, Allied’s “dividend” is not really a dividend.
Traditionally, a dividend represents excess profit that a company pays to
shareholders because it does not need to retain the capital in its business.
Though Allied’s “dividend” of about 8 percent is about three times the
average yield in the S&P 500, it isn’t a “dividend” in the traditional sense.
Traditional companies that pay large dividends do not generally issue fresh
equity because the dividends reflect an unneeded surplus of capital.
However, Allied does not have excess capital. So, its “dividend” is not
paid from surplus it doesn’t need to retain in order to maintain or grow its
business. In fact, Allied routinely sells freshly issued stock to satisfy its
ongoing need for additional equity.

Technically, Allied’s “dividend” is a tax distribution. As an investment
company, as long as it distributes its taxable earnings to its shareholders,
Allied does not pay corporate taxes. This is the same tax regime practiced
by mutual funds and every other type of U.S. investment company. When
mutual funds pay large annual tax distributions, its investors are unhappy.
In fact, a good mutual fund seeks to minimize its tax distribution by
keeping its winners and selling its losers. No mutual fund strives to
smooth and grow its tax distribution. No one would value a mutual fund
based on the yield implied by its tax distribution.

As a stroke of investor-relations genius, Allied breaks its tax distribution
into four quarterly pieces and calls them “dividends.” Wherever I refer to
Allied’s “dividend,” “tax distribution,” or just “distribution,” I am
referring to the tax distribution Allied calls its “dividend.” Unlike almost
every other investment company, Allied principally judges itself by how
well it maximizes its taxable income rather than by its investment results.
As a result, it sells its winners and keeps (and often supports) its losers. In
the money management industry, this is known as “picking your flowers
and watering your weeds,” and it’s a recipe for disaster. The maximize
taxes strategy, of course, increases Uncle Sam’s take. Allied has taught its
shareholders to pay taxes and like it!

Later, Walton said: “We’re a dividend company that wants to grow the
dividend 10 percent a year.” Then Walton addressed me. “I’d like to just
point out to Mr. Einhorn that he’s so generous by giving up half his
profits,” he said. “We’ve got 85,000 retail shareholders that depend on the
dividend. We really operate the business for dividends. I think that’s a
pretty good social purpose, too. . . . We find it unusual that somebody gets
up and gives a speech about a company who never bothers to talk to
management. | think most informed investors would appreciate some time



spent with us so they can talk these things through unless you’re simply
trying to develop the short thesis to scare people and make a quick buck
and move on. I don’t find that a very high social purpose. Maybe other
people do.”

Walton and others at Allied knew we had talked to management and
gone through the issues with them at length. Their responses on the
conference call weren’t different from what Sparrow and Roll told us.
They knew there wasn’t any misunderstanding, and they had no interest in
calling us to work through the issues to try to show us we were wrong.
Instead, they desperately needed people to question our motives and to
think we didn’t do our homework.

Walton responded to a question about how much of the distribution is
covered by ordinary income. “For the last four years, our exclusive
strategy is to build the interest and fee income from the portfolio to
provide more ordinary income to cover the dividends.” He continued,
“Last year, our ordinary taxable income was about 90 percent of income,
which we think provides a lot of stability for the dividends. We think
capital gains are great, but they’re less predictable, and so, therefore, we
try not to build that into the dividend growth model.”

Beginning with that quarter, Allied has been unable to sustain the 10
percent distribution growth it projected, and ordinary income never again
came close to covering the distributions. Instead, Allied shifted to a capital
gains strategy. All it had to do was make shareholders forget Walton’s
words and convince them that capital gains are actually predictable.

Then Walton finished with an Orwellian wrap-up. “We’re delighted to
talk about our business and we’re committed to transparency and full
disclosure,” he said.

Allied’s entire strategy is extensive disclosure on some things, but little
disclosure on what a skeptical investor might really wish to know. For
example, Allied provides terrific detail of its industry and geographic
investment diversification, but barely a word about the business results,
prospects or valuations of its individual investments.

It occurred to me that people who are willing to lie about small things
have no problem lying about big things.



CHAPTER 7

Wall Street Analysts

Coming out of the conference call, I felt great. Allied management did not
make any points that seriously challenged our analysis and continued to
repeat what they had told us previously. Their comments were convoluted,
their tactics desperate. When a reporter for Dow Jones Newswire called, 1
told her, “They talked around all my issues without really addressing any
of them.” I decided to sell more shares short.

Starting that day, a number of law firms began filing class-action suits,
repeating the criticisms I had made in the speech. Though Allied and its
supporters claimed Greenlight was behind the lawsuits, we had nothing to
do with any of these lawsuits, and we were surprised by them. The
lawyers were simply reacting to the news of the day and rushing to court
hoping to earn fees. It seemed Allied wanted people to sympathize with
them as victims of an intricate, though, in fact, imaginary conspiracy.

Later that day, Allied’s investment banker, Merrill Lynch—which earned
millions in fees underwriting Allied’s recent equity deals—published a
report titled “The Song Remains the Same.” Though our view was outside
Wall Street’s thinking about Allied, the company and its supporters
pretended that Greenlight offered nothing new, so no one needed to pay
heed. Of the conference call, Merrill opined, “The company provided
meritorious defenses to all the criticisms leveled.”

“As a business development company, the company is required to mark
its investments to long-term value, and disclose these investments to
investors quarterly in their SEC filings,” the Merrill report declared.
“From time to time, the company has had investments in publicly traded
companies (equity and debt) where the mark to market on the investment
differs from where the investment trades in the market (or where a deal
has been announced). There have been both undermarket gains (such as
WyoTech currently) and debt and equity that has traded below where
Allied has carried it (such as Velocita debt currently).” Then, Michael
Hughes, the Merrill analyst, underlined his next sentence for emphasis.
“The nuance here is that Allied is required to mark to long-term value, not
mark to market.” That would have to be some nuance, because it was



clearly wrong. As I said in my speech, the Merrill Lynches of the world
would defend the stock to the death.

Indeed, the next morning Wachovia resumed coverage of Allied with a
“Strong Buy” rating and a $29 price target. Joel Houck, its analyst,
published a report that might as well have been written before my speech.
It talked about the business model, Allied’s long history, and how cheap
the stock was. The report discussed how the business model evolved after
1997 when Walton became CEO and Allied’s predecessors merged. Allied
made larger deals, raised capital, and took more control positions, such as
BLX, Hillman, and Wyoming Technical Institute (Wyotech). When Houck
presented his recommendation to the Wachovia sales force, he also said
that I “didn’t raise anything new.”

At my request, a few hours later we had a call with Houck. Houck told
us that he had drilled down on our issues for twelve to eighteen months,
and while Allied’s transparency isn’t where it needs to be, the weaknesses
in tech-oriented names are where their long-term approach to valuations
doesn’t really hold up well. Because the transparency isn’t good, he can
judge only the portfolio-wide results, and, as Sweeney said, since exit
events occur at valuations consistent with Allied’s most recent marks,
there is no reason to question the portfolio valuation as a whole.

While he acknowledged that Velocita, Loewen Group, and NETtel
valuations are “almost indefensible,” he thought there was offsetting
upside in the valuations of Hillman, WyoTech, and BLX. I pressed him on
his admission of “indefensible” valuations. He tried to clarify, “What I
meant was, absent the proprietary information Allied is sitting on, the
valuations are indefensible.” I pointed out Velocita is a public company
with SEC-filed financials. What proprietary information could they have
to justify carrying it at cost at the end of last year?

He asked if I had seen the internal documents Allied used to value its
portfolio. I told him that I hadn’t, but if he could show us a document to
justify the year-end valuation of Velocita, we would publicly recant our
entire analysis. He said he would pass that along. He also said that the
investment company valuations allow the company a hold-to-maturity
approach to valuation. I called him on that by pointing out that the
Investment Company Act of 1940 doesn’t permit that. Suddenly, he didn’t
seem to know everything. “What does it say?” he asked.

I said the Act says you have to use fair-value. He quibbled over the
difference between “fair-v