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Stupid Money Risk Is Real 
Check out this week’s Danger Zone interview with Chuck Jaffe of Money Life. 

One of the biggest risks to a short thesis is what we call “stupid money risk.” This phrase refers to the risk that an 
already highly overvalued firm gets acquired at the current, or even higher, valuation, thereby wiping out all 
shorts. Recent examples of stupid money acquisitions include Microsoft (MSFT) buying LinkedIn for $26 billion 
and Salesforce (CRM) buying Demandware for $2.9 billion.  

Now, we have the surge in stupid money acquisition risk rising for Tesla (TSLA), as Elon Musk publicly 
announced he wants to take the firm private. In light of this ongoing saga, we examine possible motives as well 
as how stupid money acquisitions can hurt acquirers even more than the short sellers. For example, just last 
week, Steinhoff International and Newell Brands (NWL) saw misguided acquisitions come back to bite them. 

Tesla Going Private Screams Stupid Money Acquisition 

Musk’s buy out idea is a publicity stunt. Musk aims to distract from the company’s ongoing production woes and 
cash burn by portraying it as under siege by short-sellers and the media (a tactic reminiscent of Elizabeth 
Holmes and Theranos). A war with short-sellers could be easier to win than the battle against the existing auto 
giants. As Jim Chanos put it in an interview on CNBC:  

“The short position is the best thing the stock has going for it. 'Musk vs The Shorts' is a far better narrative than 
'Tesla vs Mercedes/Audi/Porsche.’” 

The fact that Musk can even play the “take Tesla private card” is a stark reminder of the limitations of the efficient 
market hypothesis (EMH). Academics who accept market efficiency as dogma ignore the role that noise traders1 
can play in distorting prices from their fundamental value. Musk is a reminder that noise traders can also be 
CEO’s making buyout offers based on ego or misaligned incentives. As we’ll show below, when executives act 
as noise traders, shareholders of the acquiring firms tend to suffer far, far worse than the short-sellers.  

Steinhoff’s Stupid Money Acquisition Hurts Shareholders 10x More than Short Sellers 

Figure 1 shows the decline in the return on invested capital (ROIC) of Mattress Firm in the years leading up to its 
acquisition by South African retail giant Steinhoff International. From 2012 to the trailing twelve-month period 
prior to acquisition, Mattress Firm’s ROIC declined from 10% to 4%. 

Figure 1: Mattress Firm’s ROIC from 2012 to Acquisition 

 

 
 

                                                 
1 Shiller, Robert J., et al. “Stock Prices and Social Dynamics.” Brookings Papers on Economic Activity, vol. 1984, no. 2, 1984, pp. 457–
510. JSTOR, JSTOR, www.jstor.org/stable/2534436. 
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Sources: New Constructs, LLC and company filings 

Despite its declining ROIC, Mattress Firm continued to invest in the business and -$1.6 billion in free cash flow 
from 2013-2016. In light of such underwhelming performance, it’s hard to imagine what value a potential acquirer 
could see, but Steinhoff decided to acquire the company at $64/share, more than double the stock price from a 
few months earlier when we called Mattress Firm dangerously overvalued and put it in the Danger Zone. 

Steinhoff didn’t appear to care too much about Mattress Firm’s fundamentals, as it spent just five days on due 
diligence and didn’t even acknowledge the company’s $1.4 billion (58% of market cap) in off-balance sheet debt. 

As the business continues to decline, Mattress Firm is now reportedly considering bankruptcy in order to get out 
of its leases and close underperforming stores. The company’s woes were easy to spot back in 2016, but 
Steinhoff’s managers did not appear to consider doing proper due diligence a priority. 

When we put Mattress Firm in the Danger Zone a few months before the acquisition, there were 7.2 million 
shares sold short. When the stock price increased from ~$31/share to the acquisition price of $64, those shorts 
lost ~$240 million. Meanwhile, Steinhoff paid $2.4 billion for a company that may not have any equity value 
remaining, meaning its loss could be up to 10x worse than the short sellers’. 

Newell’s Stupid Money Acquisition Hurts Shareholders 100x More than Short Sellers 

Bill Ackman’s appearance at the 2015 Sohn Conference is best remembered for his long thesis on a 
pharmaceuticals company called Valeant (VRX) that was growing rapidly through acquisitions and covering up 
its losses with shady non-GAAP accounting. We all remember how that turned out. 

Fewer people remember that Ackman also pitched another company that followed a similar strategy. Consumer 
products company Jarden, another Ackman holding at the time, was also spending big on acquisitions while 
seeing its ROIC and cash flows steadily decline. 

Fortunately for Ackman, Jarden got bailed out by another company following the same strategy in Newell 
Rubbermaid (NWL). Our analysis of the deal showed that Newell should only have paid about half of the $23 
billion it spent on Jarden, and we eventually put the combined company in our Focus List – Short Model 
Portfolio. 

The Jarden acquisition has been a significant loser for NWL shareholders, who have seen their share price 
decline by 60% over the past year. The company now seems to be recognizing the failure of the deal and is 
selling off many of the pieces acquired in the Jarden acquisition. 

However, Figure 2 shows that the acquisition worked out well for Newell’s executives, who saw their 
compensation nearly triple in 2016 after the deal was completed. 

Figure 2: Compensation for Top Newell Executives: 2012-2016  

 

 
 

Sources: New Constructs, LLC and company filings 

http://blog.newconstructs.com/
http://www.newconstructs.com
https://www.newconstructs.com/education-free-cash-flow/
https://www.newconstructs.com/danger-zone-mattress-firm-mfrm/
https://www.bloomberg.com/view/articles/2018-05-07/why-did-steinhoff-need-to-buy-3-500-american-mattress-stores
https://www.bloomberg.com/view/articles/2018-05-07/why-did-steinhoff-need-to-buy-3-500-american-mattress-stores
https://www.newconstructs.com/off-balance-sheet-debt/
https://www.reuters.com/article/us-mattressfirm-restructuring-exclusive/exclusive-mattress-firm-explores-u-s-bankruptcy-to-close-stores-sources-idUSKBN1KR21K
http://fortune.com/2015/05/04/bill-ackman-valeant-could-be-next-berkshire-hathaway/
https://www.newconstructs.com/todays-40-drop-enough-valeant-pharmaceuticals/
https://www.newconstructs.com/danger-zone-newell-rubbermaid-jarden-acquisition/
https://www.newconstructs.com/category/focus-list-short/
https://www.newconstructs.com/category/focus-list-short/
https://www.wsj.com/articles/newell-brands-lowers-guidance-following-divestitures-decline-in-sales-1533557690


   STOCK PICKS AND PANS 8/15/18 

 

Page 3 of 6 

 

CEO Michael Polk’s compensation grew from $14 million in 2015 to $22 million in 2016, while president Mark 
Tarchetti’s pay tripled from $6 million to $18 million. 

The jump in pay came from the acquisition putting the company in a larger peer group and helping executives hit 
their sales growth and adjusted EBITDA metrics. By tying executive compensation to metrics that don’t consider 
capital allocation, Newell failed to align their interests with shareholders and incentivized them to overpay for 
Jarden. 

When we put Jarden in the Danger Zone, there were 10.9 million shares sold short. When the stock price 
increased from $47/share to $60/share, those short sellers lost ~$140 million. On the other hand, when the 
Jarden acquisition was completed on April 15, 2016, Newell had a market cap of $21.3 billion. Since then, it has 
lost $11.7 billion in market value, more than half its value. NWL investors lost ~100x as much as short sellers. 

Both the Newell/Jarden and Steinhoff/Mattress Firm deals were easy to identify as overpriced at the time, by 
both ourselves and others. However, in both cases managers’ incentives were not aligned with shareholders. 
These management teams acted as self-interested noise traders, overpaying in their respective acquisitions to 
benefit themselves at the expense of shareholders.  

As a result, short sellers that attempted to profit from the overvaluation of Jarden and Mattress Firm took big 
losses, but investors in Newell and Steinhoff that ignored those short sellers’ warnings lost anywhere from 10x to 
100x more. Meanwhile, short sellers could recoup their losses by continuing to short the stocks of these 
acquirers. 

Back to Tesla 

What do a consumer goods manufacturer and a South African retailer have to do with Tesla, you might ask? 
Simple: both companies illustrate the dangerous feedback loop that can occur when both traders and executives 
make decisions based on noise rather than fundamentals. 

In the case of Newell and Jarden, Bill Ackman acted as a noise trader, buying into Jarden’s acquisition-driven 
growth while ignoring its declining profitability. His pitch attracted a host of self-directed investors that bought into 
the story and propped up the price to the point that Newell’s executives, motivated by their own misaligned 
incentives, bought in. 

Elon Musk and a large portion of Tesla’s shareholders are engaged in a similar feedback loop. Musk’s outlandish 
promises and insults to analysts  drive away institutional investors and attract self-directed traders that buy into 
his cult of personality. These traders don’t appear to care about the fundamentals anyway, so Musk spends even 
less time worrying about cash flows and more time sharing memes that make fun of short-sellers. 

This feedback loop is how we get an offer to take Tesla private at $420/share, a valuation that implies the 
company will immediately achieve pre-tax margins of 10% – slightly better than Toyota (TM) – and grow revenue 
by 29% compounded annually for 10 years, at which point it would earn more revenue than GM did in 2017 with 
margins that are 200 basis points higher). See the math behind this dynamic DCF scenario. 

A valuation of $420/share implies that the market is confident that Tesla can simultaneously achieve superior 
margins than the most profitable major automaker in the world and sell more vehicles than the largest automaker 
in North America. These expectations are so disconnected from the fundamentals of Tesla’s business (burning 
$8bn in cash over the last 3 year and struggling to manufacture 5,000 Model 3’s in a week while GM sells over 
180 thousand vehicles in a week) that the idea of anyone paying $420/share is absurd. 

The bottom line is that most die-hard Tesla bulls don’t care about fundamentals, and the stock’s surge has 
forced many asset managers to get on board rather than risk missing out on its run and underperforming their 
benchmark. Noise traders, not fundamentals, are in control of Tesla’s stock price. Being a noise trader can be 
profitable in the short term, but it usually ends badly in the long term.  

As the Tesla noise gets more ridiculous, even the noise traders might get cold feet about the stock’s dangerously 
high valuation. Tesla is one of several stocks we see in a “Micro-Bubble” that could burst soon. 

Overall markets remain mostly efficient, but that efficiency can come at great costs to sophisticated investors. 
Noise traders make it harder for fundamental investors to justify the cost of performing proper due diligence on 
securities. What’s the point of spending all the time poring through 10-Ks and 10-Qs to understand a company’s 
cash flows if noise traders are just going to ignore the cash flows anyway? 
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Our goal is to help markets be more efficient by reducing the cost of this information arbitrage by using Robo-
Analyst technology2 to reduce the amount of time it takes to accurately assess a company’s cash flows. We want 
to provide more accurate measures of fundamental corporate performance3 and better transparency into the 
cash flow expectations implied by stock prices to help companies and fundamental investors allocate capital 
more intelligently. By making diligent fundamental analysis easier and more accessible, we aim to reduce the 
impact of noise traders and increase the efficiency of the capital markets.   

This article originally published on August 15, 2018. 

Disclosure: David Trainer, Kyle Guske II, and Sam McBride receive no compensation to write about any specific 
stock, style, or theme.  

Follow us on Twitter, Facebook, LinkedIn, and StockTwits for real-time alerts on all our research.  

                                                 
2
 Harvard Business School features the powerful impact of our research automation technology in the case New Constructs: Disrupting 

Fundamental Analysis with Robo-Analysts. 
3
 Ernst & Young’s recent white paper “Getting ROIC Right” proves the superiority of our ROIC calculation. 
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New Constructs® - Research to Fulfill the Fiduciary Duty of Care 

Ratings & screeners on 3000 stocks, 450 ETFs and 7000 mutual funds help you make prudent 
investment decisions. 

New Constructs leverages the latest in machine learning to analyze structured and unstructured 
financial data with unrivaled speed and accuracy. The firm's forensic accounting experts work 
alongside engineers to develop proprietary NLP libraries and financial models. Our investment ratings 
are based on the best fundamental data in the business for stocks, ETFs and mutual funds. Clients 
include many of the top hedge funds, mutual funds and wealth management firms. David Trainer, the 
firm's CEO, is regularly featured in the media as a thought leader on the fiduciary duty of care, 
earnings quality, valuation and investment strategy. 

To fulfill the Duty of Care, research should be:  

1. Comprehensive - All relevant publicly-available (e.g. 10-Ks and 10-Qs) information has been 
diligently reviewed, including footnotes and the management discussion & analysis (MD&A).  

2. Un-conflicted - Clients deserve unbiased research.  

3. Transparent - Advisors should be able to show how the analysis was performed and the data 
behind it.  

4. Relevant - Empirical evidence must provide tangible, quantifiable correlation to stock, ETF or 
mutual fund performance. 

Value Investing 2.0: Diligence Matters: Technology is Key to Value Investing With Scale 

Accounting data is only the beginning of fundamental research. It must be translated into economic 
earnings to truly understand profitability and valuation. This translation requires deep analysis of 
footnotes and the MD&A, a process that our robo-analyst technology empowers us to perform for 
thousands of stocks, ETFs and mutual funds. 
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DISCLOSURES  

New Constructs®, LLC (together with any subsidiaries and/or affiliates, “New Constructs”) is an independent organization with no management 
ties to the companies it covers.  None of the members of New Constructs’ management team or the management team of any New Constructs’ 
affiliate holds a seat on the Board of Directors of any of the companies New Constructs covers.  New Constructs does not perform any 
investment or merchant banking functions and does not operate a trading desk.   
New Constructs’ Stock Ownership Policy prevents any of its employees or managers from engaging in Insider Trading and restricts any trading 
whereby an employee may exploit inside information regarding our stock research.  In addition, employees and managers of the company are 
bound by a code of ethics that restricts them from purchasing or selling a security that they know or should have known was under consideration 
for inclusion in a New Constructs report nor may they purchase or sell a security for the first 15 days after New Constructs issues a report on 
that security. 

 

DISCLAIMERS  

The information and opinions presented in this report are provided to you for information purposes only and are not to be used or considered 
as an offer or solicitation of an offer to buy or sell securities or other financial instruments. New Constructs has not taken any steps to ensure 
that the securities referred to in this report are suitable for any particular investor and nothing in this report constitutes investment, legal, 
accounting or tax advice. This report includes general information that does not take into account your individual circumstance, financial 
situation or needs, nor does it represent a personal recommendation to you. The investments or services contained or referred to in this report 
may not be suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about any such 
investments or investment services. 
Information and opinions presented in this report have been obtained or derived from sources believed by New Constructs to be reliable, but 
New Constructs makes no representation as to their accuracy, authority, usefulness, reliability, timeliness or completeness. New Constructs 
accepts no liability for loss arising from the use of the information presented in this report, and New Constructs makes no warranty as to results 
that may be obtained from the information presented in this report. Past performance should not be taken as an indication or guarantee of 
future performance, and no representation or warranty, express or implied, is made regarding future performance. Information and opinions 
contained in this report reflect a judgment at its original date of publication by New Constructs and are subject to change without notice. New 
Constructs may have issued, and may in the future issue, other reports that are inconsistent with, and reach different conclusions from, the 
information presented in this report. Those reports reflect the different assumptions, views and analytical methods of the analysts who prepared 
them and New Constructs is under no obligation to insure that such other reports are brought to the attention of any recipient of this report.  
New Constructs’ reports are intended for distribution to its professional and institutional investor customers. Recipients who are not 
professionals or institutional investor customers of New Constructs should seek the advice of their independent financial advisor prior to making 
any investment decision or for any necessary explanation of its contents.   
This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any 
locality, state, country or jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or which 
would be subject New Constructs to any registration or licensing requirement within such jurisdiction.  
This report may provide the addresses of websites. Except to the extent to which the report refers to New Constructs own website material, 
New Constructs has not reviewed the linked site and takes no responsibility for the content therein. Such address or hyperlink (including 
addresses or hyperlinks to New Constructs own website material) is provided solely for your convenience and the information and content of 
the linked site do not in any way form part of this report.  Accessing such websites or following such hyperlink through this report shall be at 
your own risk.  
All material in this report is the property of, and under copyright, of New Constructs. None of the contents, nor any copy of it, may be altered in 
any way, copied, or distributed or transmitted to any other party without the prior express written consent of New Constructs. All trademarks, 
service marks and logos used in this report are trademarks or service marks or registered trademarks or service marks of New Constructs. 
Copyright New Constructs, LLC 2003 through the present date. All rights reserved. 
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