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Representing the interests of the global hedge fund industry     

“There's the objective reality- and then there's what we're going to talk 
about.”

-Investor relations representative in a candid moment during a conversation with CFRA



CFRA’s Forensic Research: Increasing Alpha & Decreasing Risk



• Revenue Risk

• Earnings Quality

• Cash Flow Boosts

• Current Examples
• Lenovo

• Sinopharm

Presentation Agenda



• Changes in revenue recognition timing or methodology

• Rising receivables (in days sales outstanding or DSO)
› Extended payment terms

› Late period sales

› Difficulty in collecting

› Aggressive revenue recognition (percentage-of-completion)

• Declining deferred revenue and backlog coverage

Revenue Risk



Last minute revenue at Webex Communications (WEBX):

From: Name Removed [mailto:Name.Removed@webex.com] 
Sent: Thursday, March 22, 2007 1:48 AM
To: Name Removed
Subject: Please Advise

Hi Jonathan,

For the next 8 business days through March 30th (Qtr End), I can offer significant incentives on all WebEx services. Please reply to 
this email or call me directly if you have existing needs. There is additional flexibility for those signing up by March 23rd. 

All the Best, 

Name Removed
Regional Business Manager - WebEx Communications, Inc. 
2868 Prospect Park Drive, Suite 500 | Rancho Cordova, CA 95670
phone: 916.636.8000 | fax: 916.636.8099

More Often: Companies Stretching
Less Often: Fraud



DSO was up.  The Company previously said it was due to the acquisition of Linkage.  Due to this acquisition and divestment of an IT 

Security business, comparability was hindered.  However, adjustments were possible.  

Deterioration in Receivables & Deferred Revenue –
Asiainfo-Linkage

Excluding M&A activity, DSO was still up 

significantly.

Excluding M&A activity, days sales in 

deferred revenue (DSDR) was down.
Source: CFRA, company reports



Gains from Factoring - ZTE Corp. (763.HK)

Gain of RMB838 million 

(32% of PRC GAAP operating 

income in 2010) disclosed in 

the footnote of a footnote.

Why is the gain 

in revenue and 

not gains?

More 

details in 

note 25?

Source: 2010 annual report



The longer discussion of this factoring arrangement in note 25 made no mention of the gain:

No Mention of Gain in Discussion of Factoring Arrangement- ZTE Corp. (763.HK)

Source: 2010 annual report



Gains Buried in Annual Report - ZTE Corp. (763.HK)

In a 371 page annual report, ZTE 

mentioned this gain in the footnote 

of a footnote. 

Easy to miss this disclosure in such a large 
annual report.  Remember to read those 

footnotes!



In November 2015, the Chinese government directed Sinopharm to reduce its receivables.  Easiest way to improve receivables?  
Factor more.

Need to Reduce DSO? Just Factor More – Sinopharm (1099.HK)

The amount factored surged to an all-time 

high of RMB9.2 billion at 12/2015 from 

RMB4.0 billion in 12/2014.

Although DSO 

improved by 14 days to 

102 days at 12/2015, 

most of the 

improvement derived 

from factoring.  

Adjusted for factoring, 

DSO improved only 6 

days.

Source: CFRA, company reports



• Changes in discretionary reserves or expenses

• Excessive cost capitalization

• Changes in fixed asset useful life assumptions

• Questionable non-GAAP adjustments

Earnings Quality



Lenovo’s earnings benefited from reversals of reserves that had been acquired previously.

Reversing Acquired Reserves – Lenovo (992.HK) 

Lenovo subsequently reversed much of the 

acquired reserves into earnings.

In conjunction with acquisitions made during 

the year, Lenovo recorded $68m in reserves 

for its environmental restoration reserve.

Source: CFRA, company reports



Starting to Capitalize Development Costs – Comba Telecom (2342.HK)

In 2013, Comba started capitalizing 

development costs, after years of not 

capitalizing any such costs.

The Company offered no specific reason for the 

capitalization.

Nothing inherently wrong with capitalization.  

But it requires judgement and affects earnings.

Source: 2013 annual report



As a result of the capitalization, R&D expense declined significantly in 2013:

If Comba had not started to capitalize its development costs, the Company’s pre-tax loss in 2013 would 
have increased by HK$110 million: to a pre-tax loss of HK$270 million compared to the reported pre-tax 
loss of HK$160 million.

Starting to Capitalize Development Costs – Comba Telecom (2342.HK)

Source: CFRA, company reports



PCCW reassessed estimates of useful lives, which boosted earnings.

Extending Useful Lives of Fixed Assets – PCCW (8.HK)

Source: CFRA, company reports

Source: 2016 annual report



Ranges of estimated lives were extended:

Key considerations:

• Whether or not the change is justified, the earnings growth is ultimately unsustainable.

• Was the earnings benefit well disclosed or buried in an annual report?

• If there are close peers, how do estimates compare?

Extending Useful Lives of Fixed Assets – PCCW (8.HK)

Source: CFRA, company reports



Comba’s R&D expense increased by HK$151m in 2011: from HK$211m in 2010 to HK$362m in 2011.  
Comba said the increase was “exceptional”, stripping it out of pro-forma earnings:

Increase in an Expense is “Exceptional”- Comba (2342.HK)

No suggestion that the

increase was really exceptional.  In 

fact, R&D expense increased further in 

2012.

Source: 2011 investor presentation



• Receivables factoring

• Extended payables or supply chain financing

• Changes in classification (or misclassification) between operating, investing or 
financing activities

Cash Flow Boosts



Sinopharm’s factored receivables outstanding more than doubled in 2015:

The result: cash collections are accelerated, boosting cash flow from operations (CFFO).  Timing issue.  CFFO 
benefits when outstanding balance increases.

The challenge: Disclosure of factoring is often minimal. Sinopharm recently ceased disclosure.

Receivables Factoring – Sinopharm (1099.HK)

Source: 2015 annual report



These cash flows belong in the investing section.  Stay vigilant for unusual line items on the cash flow statement.  

Companies can get creative.  

Note: In its subsequent annual report, Nufarm corrected this item, classifying the proceeds in the investing section.

Selling Non-Core Assets as an Operating Activity: Nufarm (NUF-AU)

“Material items” historically 

has been cash flow outflows 

related to restructurings.  Why 

did it turn positive?
Company report: “The material items 

were a net inflow of $39 million, 

including $49 million from the 

proceeds of non-core asset sales.”

Source: H1 1/2017 interim report
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Lenovo (992.HK)



Lenovo’s operating cash flow has benefited significantly from extending payables.

Extending payables is not necessarily a bad thing.  But it is not a sustainable source of cash flow 
growth.

Stretching Payables, Boosting Cash Flow – Lenovo (992.HK)

Source: CFRA, company reports



Lenovo’s earnings have benefited in recent quarters as warranty expense declined.

Déjà vu? Acquired Reserves Precede Low Expense – Lenovo (992.HK) 

Source: CFRA, company reports



Two large acquisitions (server business from IBM and Motorola Mobility from Google) made in 
October 2014 preceded the unusually low warranty expense.

Déjà vu? Acquired Reserves Precede Low Expense – Lenovo (992.HK) 

Lenovo recorded $416m in warranty reserves for 

these two acquisitions.

Source: CFRA, company reports



How does the $416m in acquired reserves compare to warranty liabilities at target companies before being acquired? 

Déjà vu? Acquired Reserves Precede Low Expense – Lenovo (992.HK) 

GOOG 10-K: No 

warranty roll forward 

disclosed…but 

divested ST accrued 

expenses only $10m.

IBM 10-K: Server business had $125m in 

warranty liabilities

Lenovo’s estimated fair value of $416m of acquired liabilities is much 

higher, raising the possibility of inflated reserves.



Lenovo’s last twelve months (LTM) earnings benefited from declining warranty expense, a gain on 
property disposal, lower bad debt expense, and tax benefits.

Given these low level of “underlying” earnings, it may be difficult for Lenovo to achieve FY 3/2018 
consensus earnings estimates of $304m.

Déjà vu? Acquired Reserves Precede Low Expense – Lenovo (992.HK) 

Source: CFRA, company reports
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Sinopharm (1099.HK)



Sinopharm’s footnote on payables included an unusual comment:

The result: Certain payments that normally relate to accounts payable (in CFFO) are now considered to 
relate to borrowings and thus are presented as CFFF outflows, boosting CFFO.  

Payables Financing Program Results in Cash Payments in CFFF Rather than 
CFFO – Sinopharm (1099.HK)

Sinopharm’s banks pay 

certain vendors. Sinopharm

then pays its banks and 

considers these cash 

payments to be financing in 

nature.

Source: H1 6/2017 interim report



Without this benefit, Sinopharm’s CFFO would be much lower.

Payables Financing Program Results in Cash Payments in CFFF Rather than 
CFFO – Sinopharm (1099.HK)

The cumulative benefit to 

CFFO from this payables 

financing program was 

RMB23.0 billion.

Source: CFRA, company reports



The content of this presentation and the opinions expressed herein are those of CFRA based upon publicly-available information that CFRA believes to be reliable and the opinions are subject to change without notice. This analysis has not been submitted to, nor 
received approval from, the United States Securities and Exchange Commission or any other regulatory body. While CFRA exercised due care in compiling this analysis, CFRA AND ALL RELATED ENTITIES SPECIFICALLY DISCLAIM ALL WARRANTIES, EXPRESS OR 
IMPLIED, to the full extent permitted by law, regarding the accuracy, completeness, or usefulness of this information and assumes no liability with respect to the consequences of relying on this information for investment or other purposes. No content ( including 
ratings, credit-related analyses and data, valuations, model, software or other application or output therefrom) or any part thereof (Content) may be modified, reverse engineered, reproduced or distributed in any form by any means, or stored in a database or retrieval 
system, without the prior written permission of CFRA. The Content shall not be used for any unlawful or unauthorized purposes. CFRA and any third-party providers, as well as their directors, officers, shareholders, employees or agents do not guarantee the accuracy, 
completeness, timeliness or availability of the Content.

CFRA's financial data provider is S&P Global Market Intelligence. THIS DOCUMENT CONTAINS COPYRIGHTED AND TRADE SECRET MATERIAL DISTRIBUTED UNDER LICENSE FROM S&P GLOBAL MARKET INTELLIGENCE. FOR RECIPIENT'S INTERNAL USE ONLY.

Certain information in this presentation is provided by S&P Global, Inc. and/or its affiliates and subsidiaries (collectively “S&P Global”). Such information is subject to the following disclaimers and notices: “Copyright © 2017, S&P Global Market Intel ligence (and its 
affiliates as applicable). All rights reserved. Nothing contained herein is investment advice and a reference to a particular investment or security, a credit rating or any observation concerning a security or investment provided by S&P Global is not a recommendation 
to buy, sell or hold such investment or security or make any other investment decisions. This may contain information obtained from third parties, including ratings from credit ratings agencies. Reproduction and distribution of S&P Global’s information and third 
party content in any form is prohibited except with the prior written permission of S&P Global or the related third party, as applicable. Neither S&P Global nor its third party providers guarantee the accuracy, completeness, timeliness or availability of any information, 
including ratings, and are not responsible for any errors or omissions (negligent or otherwise), regardless of the cause, or for the results obtained from the use of such information or content. S&P GLOBAL AND ITS THIRD PARTY CONTENT PROVIDERS GIVE NO 
EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES OF MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR USE AND ALL S&P INFORMATION IS PROVIDED ON AN AS-IS BASIS. S&P GLOBAL AND ITS THIRD PARTY 
CONTENT PROVIDERS SHALL NOT BE LIABLE FOR ANY DIRECT, INDIRECT, INCIDENTAL, EXEMPLARY, COMPENSATORY, PUNITIVE, SPECIAL OR CONSEQUENTIAL DAMAGES, COSTS, EXPENSES, LEGAL FEES, OR LOSSES (INCLUDING LOST INCOME OR PROFITS AND 
OPPORTUNITY COSTS OR LOSSES CAUSED BY NEGLIGENCE) IN CONNECTION WITH ANY USE OF THEIR INFORMATION OR CONTENT, INCLUDING RATIN GS. Credit ratings are statements of opinions and are not statements of fact or recommendations to purchase, hold 
or sell securities. They do not address the suitability of securities or the suitability of securities for investment purposes, and should not be relied on as investment advice.”

CFRA, CFRA Accounting Lens, CFRA Legal Edge, CFRA Score, and all other CFRA product names are the trademarks, registered trademarks, or service marks of CFRA or its affiliates in the United States and other jurisdictions. CFRA Score may be protected by U.S. 
Patent No. 7,974,894 and/or other patents. Copyright © 2018 CFRA. All rights reserved.
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