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Services
The third week of October 1999 was a truly bizarre week in the history of Pre-Paid Legal Services (NYSE:
PPD). It was marked by the following significant events.
Monday, October 18:

Tuesday, October 19:

Wednesday, October 20:

Friday, October 22:

PPD’s stock price opens at $36 on the NYSE,
slightly above its Friday close of $35.50.
Forbes magazine names PPD as number 13 on its
annual list of the best 200 small companies in
America.
PPD announces record results for the third quarter
of 1999. EPS increased 50 percent, meeting Wall
Street’s expectations and marking PPD’s 25th
consecutive quarter of increased revenues and
earnings. The full text of PPD’s earnings
announcement is attached as Exhibit 1.
Following the announcement, PPD’s stock price
plummets by over 20 percent in frenzied trading on
the NYSE.
After taking the night to digest PPD’s earnings
announcement, investors again pummel PPD’s stock
price, forcing it down another 10 percent. PPD steps
into the market in an effort to shore up its stock
price, repurchasing 140,000 shares over the
remainder of the week.
PPD’s stock price closes at $25, a loss for the week
of over 30 percent.

Fred Russell, a Tulsa money manager who rates PPD as one of his favorite companies, explains the
stock price drop as follows:
The stock price drop is typical of Wall Street’s reaction to significant news. Included in Tuesday’s earnings
statement was a somewhat complex accounting of increased commission payments. This caused short-term pain
during the period for Pre-Paid, but the upswing in sales should benefit the company in the long run.2

PPD investor relations spokesperson Melanie Danielson notes that
Another factor was the impact of comments made by a short-seller on CNBC on Tuesday. The seller pointed out
that the company’s cash flow for the third quarter, reported Tuesday, was $5.1 million, down $379,000 from the
same period in 1998.3

Information concerning PPD’s business strategy, accounting policies, and financial condition is
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provided in PPD’s Form 10-K for 1998. Relevant portions of this document are available as an online
exhibit at www.lundholmandsloan.com.

QUESTIONS
1.
2.
3.
4.
5.
6.

Identify and evaluate the key elements of PPD’s business strategy. Make sure you understand the
product they are selling and how they go about selling it.
Identify the problem revealed by the third-quarter earnings announcement that resulted in PPD’s
stock price drop. What was the cause of this problem?
Suggest an alternative method of accounting for the transactions that led to the problem identified
in Question 2 above and recompute PPD’s earnings using this method.
Do you think that earnings computed using the method you identified in Question 3 above provide
a better or a worse indication of PPD’s actual performance?
What actions would you advise PPD’s management take in response to investors’ reaction to the
third-quarter earnings announcement?
What information would you seek from PPD’s subsequent press releases and SEC filings in order
to determine whether the price reaction to the third quarter announcement was warranted?

