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Thought of the Month – The Transparency Debate

Is higher transparency correlated with a more stable investor base?  Is there a cause and effect between higher transparency and relatively less turnover in the annual sales of a firm's shares?  Does higher transparency imply that a firm's investors will be more prone to hold a firm's shares for the long-term?  Does lower transparency correlate with a higher number of quarterly earnings surprises?  Although financial markets have expressed shock and dismay at the extent and speed of the unraveling of the 7th largest company in the US, Enron, why did investors invest in Enron in the first place if it was allegedly lacking in transparency relative to its peers?  

Why is the Sky Blue? – Why is On-Balance Sheet Leverage a Bad Thing?
Many firms try to minimize debt and total assets by employing various methods of off-balance sheet financing: from derivatives and securitization to structured investment/finance vehicles.  Perhaps they do it because they want to increase their returns on assets "ROA" by reducing the denominator in this ratio.  Or perhaps they do it because they wish to reduce their debt-equity ratio "D/E" by reducing the numerator in this ratio.  Clearly credit officers and investors look more favorably on companies with higher ROA's and lower D/E ratios.  This could lead to better credit ratings from the rating agencies, better financing terms, and more favorable conditions for issuing equity and debt to investors.  On the other hand, if leverage is on a firm's balance sheet, whether it's via repos, commercial paper, traditional loans or bonds, or via any of a number of other on-balance sheet methods used to finance a firm's assets, is this bad?  This goes back to the question above regarding transparency.  Surely a firm with on-balance sheet debt will have more restrictions on disclosure than a firm that employs off-balance sheet debt.  In other words, surely a firm with on-balance sheet debt will have fewer alternative ways in which it can disclose such debt and such disclosures will be easier for investors to understand, as opposed to more complex off-balance sheet financing arrangements which are not only more difficult for readers of financial statements to understand, but also gives firms more freedom as to how they may disclose such arrangements.  So now we have a trade-off between higher transparency associated with on-balance sheet debt, and more favorable ROA and debt/equity ratios associated with off-balance sheet financing.   Which is better depends upon the utility (i.e., the level of satisfaction) each reader of financial statements associates with transparency and ratios such as ROA and debt/equity.  Thus, we cannot conclude whether on-balance sheet leverage is a bad thing!

Nourishment – What Happened at Enron:  A Hedge Fund in Disguise?

o
US$1 trillion of notional in energy derivative transactions since its on-line trading platform went live in November 1999;

o
7th largest firm in the US;

o
US$61 billion in total assets;

o
Close to US$70 billion in market capitalization;

o
A firm known for its innovativeness and aggressiveness in creating and expanding new markets;

o
A firm listed as one of the top firms to include in one's investment portfolio by some investment banks;

o
A treasure trove of talent in its offices around the world.

How could a firm with such accolades and strength suddenly find itself bankrupt within a year or so of reaching its pinnacle in terms of size and market power?  Many not only blame the sudden announcement of billion dollar losses and capital reductions relating to the third quarter 2001 in association with off-balance sheet, limited partnership financing vehicles that were allegedly relatively lacking in transparency, but also the revelation that officers of the company may have benefited from these same partnerships despite potential conflicts-of-interest.   Armed with the issues discussed above in this newsletter, now we must address the real issues:  did credit rating agencies, investors, and others place more weight on the idea that ROA, debt/equity, and other ratios were more favorable than Enron's peers than the idea that Enron's financial statements were not as transparent as its peers?  The fact that Enron was clearly a darling of investors over the years seems to bear this out.  Some market players point out that Enron was known for its lack of transparency, although Enron's SEC filings admitted that its officers might benefit from some of its off-balance sheet partnerships.   So now we're left to assume that what caused Enron's demise was not the allegation that it was relatively lacking in transparency nor the fact that some of its officers could have benefited from off-balance sheet financing vehicles.  Instead we must assume that Enron's downfall was caused by earnings surprises that subsequently led to a complete loss of investor confidence.  Even the most transparent companies have earnings surprises from time to time!

Given that our firm is a champion of transparency within financial markets, the implications of the Enron saga do not support our belief that higher transparency leads to a more stable investor base, higher credit ratings, lower financing costs, and better corporate governance!  Perhaps a more careful study of Enron could lead us to this conclusion but a cursory review of their fall from grace certainly does not.  If a firm wishes to study this subject in more depth, FCL would be happy to explore how we could work together to determine whether such things as leverage and return ratios, degree of transparency, PNL surprises, etc., have an important effect on a firm's ability to raise capital and the stability of its investor base.  

Note:  Figures and some information quoted in this newsletter were obtained from various issues of the South China Morning Post newspaper and the Asian Wall Street Journal.

Feedback
As always, we greatly appreciate your comments and feedback. We realize that our ideas and information might be cutting edge, futuristic kind of stuff or mysterious in some ways. E-mail us anytime at help@financialcontrollimited.com if you would like a) for us to clarify anything, b) to recommend improvements to us, or c) to just debate with us – we like philosophy especially as it relates to financial services!
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