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CORPORATE EXCELLENCE INSIGHTS
Hérens Quality AM is a specialized provider of systematic Quality Investment Solutions and one of the few providers of
Quality equity investment strategies worldwide. Corporate Excellence Insight is our monthly publication that includes a
brief update on markets and our thoughts about major trends that are impacting the investment management industry.

MARKET UPDATE: MANY UNCERTAINTIES REMAIN
Stocks dropped in September as investors worried about stalled fiscal stimulus talks in Washington, the upcoming election, and new coronavirus
cases in Europe. However vaccine trials have been progressing and any positive news on this front in the coming months could be a game changer
for markets, potentially leading to a significant rally in some of the stocks that have lagged this year.
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U.S. NEW HOME SALES ROSE 4.8% IN
AUGUST

MICROSOFT DOUBLES DOWN ON
GAMING

NORWAY WEALTH FUND MAY CURB ITS
EUROPEAN EQUITY STAKE

Sales of new U.S. single-family homes
increased to their highest level in nearly 14
years in August, suggesting the housing
market continued to gain momentum even
as the economy's recovery from the
COVID-19 recession appears to be slowing.

Xbox maker Microsoft Corp said it would
acquire ZeniMax Media for $7.5 billion in
cash, its biggest gaming acquisition ever as
it seeks to strengthen its video game
offerings in its rivalry with Sony Corp's
PlayStation.

Norway is proposing that the world’s largest
sovereign wealth fund plough more money
into US equities in what would be the
second big shift away from European
investments in less than a decade.

MONTHLY TOPIC: FRAUD DETECTION
Frauds are not easy to spot. One has to diligently go through the reporting and media coverage,
contacting the company afterwards. Particularly hard, if not impossible, is the detection of fake
business practices. The good news is, however, that there is a whole bunch of red flags usually coming
along, which helps to spot the probable fraud. We focus on most common of them: exponential
growth, suspiciously high financial ratios (margins, days sales outstanding), frequent corporate
actions (M&As), constant capital increase, unstable and intransparent corporate governance.

We analyze 52 reports for the period of last 10
years (2010-2020) to understand what kind of
company can become a victim of the shortsellers and which red flags a shareholder
should be alerted about. Our analysis was
based on the reports of well-known shortsellers: Muddy Waters, Blue Orca, Glaucus
Research.

Critical thinking is crucial in all cases, both
when
applied
to
the
corporate
communications and reporting of the shortsellers. Investors and analysts should do their
homework by conducting own plausibility
check, meticulously reading the reports and,
best of all, speaking with the company’s
management.
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HOW TO AVOID A POTENTIAL SHORT-SELLER’S TARGET?
Enron, Valeant, Luckin Coffee, Nikola – who is next?
Imagine you invest in a promising company with constantly growing market
capitalization, excellent profit margins and high earnings growth. On the top of
that it has good prospects of keeping this development pace. It may seem to be
a successful investment and you can be proud, but only if proper plausibility check
has been done. If not, waking up one morning to the news that a short seller
issued a report on the company, revealing profit misstatements or other financial
manipulation, can become a bitter reality. In this case, inability of the corporate
management to refute the allegations and provide hard proof to deny all
improper rhetoric will bring the stock price to its knees. This is exactly what has
happened earlier this year to Starbucks’ Chinese rival Luckin Coffee and now, to
electric trucks producer – Nikola.
Types of frauds and their consequences
We analyze 52 reports for the period of last 10 years (2010-2020) to understand
what kind of company can become a victim of the short-sellers and which red
flags a shareholder should be alerted about. Our analysis was based on the
reports of well-known short-sellers: Muddy Waters, Blue Orca, Glaucus Research.
Activist sellers have wide spectrum of assault– from companies that are engaged
in major business model scam (23% of total cases) like forwarding of empty trucks
or having fake production facilities, to companies inflating earnings and engaging
in other accounting irregularities (56% of total cases). Companies, which just have
poor financial conditions without any fraud evidence (21% of total cases) are also
targeted. Certainly, the first type of un-scamming - when a large scale fraud is
revealed- is the most efficient as it leads to a drastic stock price decline and often
to the corporate bankruptcy. The eye-catching fact is that in 37% of cases
analyzed, the companies were delisted within the next 1-3 years after release of
short-seller’s report.
After studying the targets of the short-sellers, we have created a top of industries
and countries, where the frauds are found most often. Investors owning Chinese
companies should exhibit extreme cautiousness as country is the largest provider
of the fraudulent companies with king of frauds, Sino-Forest, on the top. It is
followed by USA, Canada, and Australia. One should be most careful with the
following industries: Consumer Discretionary, Healthcare and Industrials.
Common red flags of the potential scam
Frauds are not easy to spot. One has to diligently go through the reporting and
media coverage, contacting the company afterwards. Particularly hard, if not
impossible, is the detection of fake business practices. The good news is,
however, that there is a whole bunch of red flags usually coming along, which
helps to spot the probable fraud. We focus on most common of them.
Exponential growth

- Abnormal sales growth
- Surge in accounts receivables

Example: China Metal Recycling reported 116% sales growth during 2006-2011, twice as
high as closest competitor.

Exponential growth reported by the company is immediately capturing attention
of the investors, but also of the predators, who are ready to short the company
once it fails plausibility tests. Significantly above average sales growth, if not
justified by the proven disruptive technology, and surge in accounts receivables
that exceeds sales growth can be the signs of unethical accounting as these
positions are most common to be manipulated.
Financial ratios
above industry averages

- Profit margins
- Turnover ratios: inventory turnover, DSO

Example: Rino International with an exaggerated gross margins of 35-40%, when
typically margins do not exceed 20%.

Plausibility of high margins and excellent turnover ratios has to be verified by
determining competitive advantage allowing the company to be more efficient

than its closest competitors. And one should also be sure that the economic
moat is sustainable in the future.
Frequent corporate
actions

- M&A transactions
- Deals with related parties

Fertile land for the frauds are M&As and other corporate actions, which
provide a lot of space for accounting manipulations. This becomes particularly
dangerous when deals are made with related parties. So, one has to question
M&A track record and how well it fits corporate strategy.
Serial capital raiser,
despite cash reserve

- Additional equity offering
- Bond emission

If a company constantly seeks for capital increase, the doubts about business
sustainability mounts. It looks weird indeed if the company seeks for
additional funds when it has successful operations and enough cash. So, the
reason for this and similar actions should be carefully checked.
Unstable and
intransparent corporate
governance

- Frequent changes in management (CFO) and BoD
- Background of key people

A fish rots from the head down, meaning that it is important to know by whom
and how the company is managed. Quality of corporate governance does not
have a direct impact on company’s share price, and that’s the reason why it is
not always being checked by the investors. But the odds of not looking at
quality of disclosure and background of the executive and supervisory people
can be quite drastic. For instance, a thorough biography check of Samsonite’s
CEO, the world’s largest travel luggage company, would have helped to
discover resume fraud. Following the release of Blue Orca’s report that
discovered, among other irregularities, fake PhD of the CEO, Samsonite's
shares dropped 21% over two days.
A study of public companies’ accounting fraud revealed that in the three years
preceding the discovery of a fraud, companies manipulating financial
statements experienced higher CFO turnover than non-manipulating firms1.
Noteworthy is that the audit conducted by one of Big 4 companies does not
guarantee you the top quality of financial reporting: 18 companies out of 52
short-sellers’ targets had Big 4 member as an auditor. Although the probability
of wrong-doing then is much lower, it does not disappear completely, and you
shouldn’t rely only on the auditor.
Critical thinking in the centre of attention
Short-sellers have earned quite a controversial reputation as they cause
market price manipulation. Revealing a fraud, until ‘cooking books’ problem
has not reached a tremendous scale, is obviously a good thing. However,
sometimes the allegations of the short-sellers are groundless, and while being
greedy they are mistakenly blaming companies that are hardly involved in
misbehavior with regard to their financial reporting or conducting the
business. Then, the accused has a hard time to make excuses and provide
evidences of good practice to restore its reputation. That is what happened to
Anta Sports, a Chinese sportswear manufacturer, when a number of shortsellers became doubtful about company’s overly high profit margin, blaming
it for having ‘secretly controlled distributor network, who earn just 1% margin’.
In short, critical thinking is crucial in all cases, both when applied to the
corporate communications and reporting of the short-sellers. Investors and
analysts should do their homework by conducting own plausibility check,
meticulously reading the reports and, best of all, speaking with the company’s
management.
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