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Paycheck to paycheck

A slight emendation: Amazon isn’t the
most highly valued company by any and
every reckoning of value. By the stan-
dard of enterprise value to sales, Conn’s
Inc. (CONN on Nasdaq) ties the Ev-
erything Store, 2.60 times to 2.60 times.
Now unfolding is a bearish analysis of a
stock that only seems to want to go up.

"This may not be news you think you
can use. We understand that precious
few investors, even Grant’s readers, will
sell anything short. Federal Reserve
policy actively discourages the practice.
The normal human desire for a good
night’s sleep likewise militates against
selling an asset you don’t actually own
but must go out and borrow. We are of-
fering up more short ideas because we
can’t find enough suitable long ideas (re-
ciprocally, in 2009 through 2012, we fea-
tured many more longs than shorts). We
make no representation that the stock
market has peaked. We only judge that,
based on our idea of what constitutes
value, the evident rewards of being long
increasingly pale before the evident
risks. Journalistically and analytically,
we are tilting to the bear side of the boat.

Back to Conn’s. Based in 'The Wood-
lands, Texas, the company operates more
than 70 clean, well-lit and well-stocked
stores in T'exas, Louisiana, Arizona,
Oklahoma and New Mexico. Conn’s
sells Samsung washers and dryers, Serta
mattresses, Sony televisions and HP lap-
tops, among myriad other products and
brands. Many others do, too, of course.
But not every retailer “provides financ-
ing solutions to a large, underserved pop-
ulation of credit-constrained consumers
who typically are unbanked and have
credit scores between 550 and 650,” to
quote from our subject’s SEC filings.

Conn’s is a subprime retailer, and cred-
it—so we say—is its Achilles heel.

“Conn’s,” observes colleague Da-
vid Peligal, “essentially allows these
customers to make an aspirational pur-
chase. The lucky aspirants just have to
be prepared to pay an 18% interest rate
for the privilege. Depending on wheth-
er you've been long or short,” Peligal
adds, “Conn’s has either been one of
your best investments or one of your
worst investments.”

Conn’s is an outlier in many respects.
Its growth is supersonic, its sponsorship
is first class (Stephens Inc., the closely
held Little Rock investment bank, is
among the major investors), its margins
are otherworldly—and Amazon has so
far failed to lay a glove on it. Best Buy,
Sears Holdings Corp., Aaron’s, hhgregg
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and Select Comfort Corp. are among the
predominantly brick-and-mortar retail-
ers that laid holiday eggs. Conn’s, whose
fiscal year closes on Jan. 31, has disclosed
no results beyond November’s, which—
as usual—have the look of typographi-
cal errors: Overall retail sales jumped by
49% and same-store sales by 32%.

“The bull case for Conn’s is pretty
simple,” Peligal observes. “One, it’s
pretty hard to find retailers comping at
30%. With management guiding same-
store sales up 22% to 25% in fiscal 2014
and up 7% to 12% in fiscal 2015, the fig-
ures are clearly outpacing the competi-
tion. For perspective, Best Buy’s shares
plunged by almost 30% on Jan. 16,
when the electronics retailer disclosed a
0.9% drop in domestic same-store sales
comparisons in the nine weeks to Jan.
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4. For a second thing, Conn’s sees long-
term potential for more than 300 stores
in the United States; it says its target
market comprises 30% of the American
population. Many bulls are no doubt
saying, ‘Gee, there’s growth and a big
runway for these guys!” More thought-
ful optimists may simply reflect, ‘Look,
we know this is going to end badly, but
they’re comping 30%. Too many peo-
ple are short it. Numbers are going up.
We’re just going to ride this thing and
squeeze the shorts.”

Not the least of Conn’s’ quirks is that,
of the 25.1 million-share float, no fewer
than 4.5 million shares are sold short.
The stock pays no dividend, and it’s
easy to borrow. The bear story is to us—
though not yet to Mr. Market—more
than persuasive.

“Very simplistically,” Peligal relates,
“two things happen at a Conn’s store:
Merchandise walks out of the build-
ing and dollar bills walk in. The rate of
change in merchandise walking out is
what counts in the comp stores’ data. It’s
the metric that was up by the amazing,
aforementioned 32% in November—
and by 23.7% in the first nine months.

“Short-sellers focus more on the rate
of growth of dollar bills walking in,” Peli-
gal goes on. “The essential bear story is
that the rate at which these dollars are
walking into Conn’s locations this year
is largely unchanged, surging comps and
new-store openings notwithstanding. So
something is wrong with this picture. Es-
sentially, Conn’s is giving people mer-
chandise and telling them they don’t
have to pay for it just yet, or they can pay
for it slowly, or the company can restruc-
ture their loans, etc. With same-store
comps rising by double-digits and with
10% to 15% more locations this year than
last, cash revenues are essentially flat.
What’s financed the scorching growth is
customer receivables.”

Catering as it does to people who
(many of them) live from paycheck to
paycheck, Conn’s has stepped up the
rate of its in-house lending. In fiscal
2012, it financed 60.4% of retail sales, in
fiscal 2013, 70.9% of retail sales. In the
third quarter ended Oct. 31, it financed
79.5% of retail sales, including down
payments, evidently a quarterly record.
Like many another retailer, Conn’s has
engaged an outside financing partner—
in this case, GE Capital—to manage
part of the lending operation. But unlike
much of the retailing world, Conn’s has
elected to do the bulk of its financing

business itself (GE deals with only the
better credits). At a Dec. 11 conference
hosted by ].P. Morgan, the chairman
and CEO of Conn’s, Theodore Wright,
addressed his company’s financial strat-
egy. “Sometimes people look at our
credit operation and they think of us as
a credit company,” said Wright. “We are
not. We are a retailer that has a credit
product it uses. We do one thing and
one thing only in credit. It’s a secured
installment amortizing credit product
to finance products we sell. That’s it.
We’ve done it for 45 years.”

"The bear story turns on this point. Is it
business as usual at Conn’s? Or will un-
scripted credit losses do the damage that
(to date) Amazon has failed to inflict?
We opt for the latter train of thought,
management for the former. The front
office has advised analysts to expect a
drop in credit problems in the fiscal year
ended Jan. 31, 2015. As a percentage of
the average portfolio balance, Conn’s
projects, bad debts will decline to 8% or
9% from the 9.4% or 9.7% expected in
the current fiscal year.

“Now here is an odd thing,” Peligal
observes, “loans past due by 60 days or
more, expressed as a percentage of the
average portfolio balance, jumped to
8.5% in the latest quarter from 7% in the
like year-ago period. The delinquency
data commend themselves to the analyst
because they are unmassaged, less so the
bad-debt data. Suppose that a Conn’s
customer owes an unpaid credit balance.
It 1s 209 days overdue. By the book, 209
days is the bright shining line, cross it and
a good debt becomes bad. Imagine this
scenario: A Conn’s credit representative
calls the reluctant debtor, saying, ‘LLook,
you owe us $1,000. Just pay us $100 and
I'll restructure your account and make
you current.” After having received a
string of phone calls from Conn’s, the
debtor may relent and pay the $100. If he
pays, Conn’s may reclassify his balance
from ‘late-stage delinquent’ to ‘re-aged
receivable.”

On Oct. 31, the Conn’s balance sheet
showed $422.2 million of long-term debt
and $3.7 million of cash and equivalents.
On Nov. 25, management completed
negotiations with a syndicate of banks to
expand and extend the company’s asset-
based, floating-rate loan facility. The
amended terms feature a lengthening of
the maturity date to November 2017 from
September 2016, and a bumping up of
the borrowing limit to $850 million from
$585 million. Here’s a sign of the times in
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credit: The banks agreed to cut the bor-
rowing cost by 25 basis points per annum.
They must be bullish on Conn’s, too—
or, if not that, confident in Janet Yellen.
We surmise that it isn’t getting any easier
for Conn’s to collect what its customers
owe. Thus, in the October quarter, oper-
ating margin in the credit department fell
to 19.6% from 29.9% a year before.

Elsewhere at Conn’s—specifically in
the beating heart of the retail business—
gross margins are up, up and away. In the
October period, home-appliance mar-
gins registered a year-over-year jump to
32.9% from 28.2%; those in furniture and
mattresses, to 50.3% from 45.3%; and
those in consumer electronics, to 29.4%
from 24.5%. All of this came amid a
broad-based rise in average selling prices.
Or, in the words of the latest 10-Q report:
“continued margin improvement across
all major product categories due pri-
marily to the continued focus on higher
price-point, higher-margin products and
realization of sourcing opportunities.”

Too good to be true? One wonders,
especially in consumer electronics,
where, for retailers not named Conn’s,
gross margins cluster in the low 20s. Best
Buy—no market darling lately—stands
out for touching 24%. Then, too, gains in
gross margins typically come in dribs and
drabs, not by leaps and bounds. “I mean,
Best Buy, if they do everything right and
everything goes their way, they’ll have
gross margins up 50 basis points,” one
bearish portfolio manager—he declines
to be identified by name—tells Peligal.
“I’ve never seen a consumer electronics
retailer with anywhere near that level
of improvement. It’s an absurd level of
improvement. . . . There’s literally noth-
ing you can do as a retailer of these high-
ticket, competitive-priced products to
do that. So it’s a mystery to us.”

We’re not the only curious ones. On
the Dec. 5 earnings call, Michael Poppe,
the Conn’s chief operating officer, field-
ed a question about the 490 basis-point
spurt in consumer electronics margins.
Better sales of pricier items, like 65- and
75-inch television sets, and fewer sales
of low-margin products, are the reasons,
he replied. Our anonymous source has
his own pet theory. He conjectures that
Conn’s is somehow lumping the present
value of future interest payments into
the sales price it recognizes at the time
the merchandise walks out the door.”
Asked to comment, Brian Taylor, the
CFO, e-mailed a denial: “We recognize
interest income as earned over the term



of the retail installment contract—not at
the time of sale,” he said.

What do the consumers say? Not what
the company says in general, accord-
ing to Peligal’s survey of a number of
consumer-review sites. To investors last
month, Conn’s represented that, based
on company survey data, “sales customer
satisfaction” stood at 94% in each of the
first three quarters of this fiscal year. And
at the previously mentioned J.P. Mor-
gan conference, Wright remarked, “And
because of the value we provide to the
consumer, we have a high rate of repeat
purchase—71% of our credit balances
today are to customers who have bought
from us more than once. On average over
a five-year period, a customer that buys
with us will buy twice more again, so we
have strong customer retention because
of the value that we provide.”

Maybe the consumers who unbur-
den themselves online are constitution-
ally cranky, but let’s hear them out. “On
the Consumer Affairs Web Site, out of
196 ratings describing overall satisfac-

tion, Conn’s received a 1-star rating
166 times,” Peligal reports. “It received
twenty 2-star ratings, five 3-star ratings,
two 4-star ratings, and three 5-star ratings.
On Jan. 20, a verified reviewer named
“Christopher of Austin, TX” describes
his experience purchasing multiple
items from the north Austin Conn’s store
and why he gives the store a 1-star over-
all satisfaction rating. ‘I feel like by pur-
chasing furniture through Conn’s, I've
given up my ability to purchase things
on credit in the future. I have a credit-
monitoring program through my bank
that alerts me at least once a week that
Conn’s has reported me for delinquency,
despite repeated reassurance that my ac-
count, provided I honored my end of the
arrangement, which I did, would be both
current and removed from collections.
I’m tired of 8:00 a.m. phone calls asking
me for money I’ve already paid.’
“Moving to the Yelp Web site,” Peli-
gal proceeds, “an individual named ‘P.B.
of McDade, TX also gave a Round Rock
[TX]-located Conn’s store a 1-star (out
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of five) review on Nov. 29, 2013. Wrote
P.B: “There is a moral to this rant. Every
single person I dealt with at Conn’s—
EVERYONE—Iacked ANY kind of
training on how to deal with ANY kind
of customer-service issues. There was
not one isolated instance, it was every-
one. So bad that I swear I was on Can-
did Camera. I’'m retired from 35 years
in the grocery business, the last 20 or so
running a store for 2 different large gro-
cery retailers. You will die without good
customer service. Conn’s does not even
have a clue. Bold prediction. Conn’s will
fail. This was my first and last shopping
experience with Conn’s.””

One review, posted on the Glassdoor
Web site, especially stands out. Signed
“Cut throat,” the critic identifies him-
self as a Conn’s store manager in Fort
Worth, Texas. His advice to Conn’s
senior management? “Save what u get,
exit to another industry.” Or maybe just
sell your stock.

Grant’s® and Grant’s Interest Rate Observer® are registered trademarks of Grant’s Financial Publishing, Inc.
PLEASE do not post this on any website, forward it to anyone else, or make copies (print or electronic) for anyone else.

Copyright ©2014 Grant’s Financial Publishing Inc. All rights reserved.




ubscribe to Grants

AND a signed copy of Jim Grant’s latest book:*

GRANTS

INTEREST RATE OBSERVER

GRANTS

INTEREST RATE OBSERVER

*New subscribers only, as supplies last

Don’t wait. Subscribe NOW.

Take us up on this offer and you’ll recieve 26 hard-copy issues instead of 24 (a $230 value),
complimentary online access to the current issue, the issue archive, AND Jim Grant’s latest book,
The Forgotten Depression: 1921 The Crash That Cured Itself.”

Go to www.grantspub.com/subscribe. Use Offer Code: GADG

J YeS, I want to subscribe. Enclosed is my payment (either check or credit card).

Subscribe now and we’ll add two free issues onto your subscription. That’s 26 issues instead of 24—a
$230 value. We'll also send you a signed copy of Jim Grant’s latest book, ‘“The Forgotten Depression, 1921:
The Crash That Cured Itself.”

*New subscribers only, as supplies last
Name

(1 year (241ssues) 26 ISSUES for $1,175
Q2 years (48sstes) S0 ISSUES for $2,125

Group rates available upon request. Address
(1 Check enclosed (Payment to be made in U.S. funds drawn upon a U.S. bank

Company

made out to Grant’s.)

# Exp.
Credit card number

Signature

Daytime Phone (required )

CV number (3-digit code on back of VISA/MC/Disover; .
4-digit code on front of AMEX) E-mail

|oavo

Two WALL STREET ® NEW YORK, NEW YORK 10005-2201 © P:212-809-7994 ¢ F:212-809-8492 ® WWW.GRANTSPUB.COM



