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A wave of new accounting frauds is

likely in this cycle

Accounting scams probably even

more prevalent today than formerly

An explosion of accounting fraud

Background

A huge amount has been written about Carillion and its ineffectual audit but,
unfortunately, | believe Carillion could be the tip of the iceberg and that the next few
years are likely to see an explosion in the discovery of frauds. After the last long bull
market in the 1990s, a series of massive frauds was uncovered — Enron in 2000,
WorldCom, Qwest and Global Crossing the following year, Tyco in 2002 and
HealthSouth in 2003. In the space of just four years, nearly $0.5tr of market cap
evaporated (probably equivalent to $1.5tr today).

Major accounting collapses in last cycle

Year Company Size of losses (Sbn)
2000 Enron 78
2001 WorldCom/Qwest/Global Crossing 295
2002 Tyco 60
2003 HealthSouth 50

Source: Behind the Balance Sheet, from various sources

Accountants and regulators would probably claim that this could not happen now,
thanks to the introduction of new accounting rules and Sarbanes Oxley in the US.
Certainly, many of the new accounting practices would prevent a repeat of Enron’s
accounting shenanigans, but fraudsters will find a way around any rule.

Just look at Valeant, the pharmaceutical giant that was revealed to be manipulating
its earnings, where $80bn of value evaporated in nine months in 2015/16, after
short-seller Citron Research published a damning report. Valeant was using a
technique known as “channel stuffing”, while also using a related party to disguise
that it was overstating its revenue.

Fortunately, we have more short-sellers today — they publish their findings to smash
the target’s share price and allow them to bank a profit. These forensic analysts have
uncovered many frauds — one recent example was a report that raised major
questions about luggage maker Samsonite, forcing its CEO to resign. That this is the
main difference in investor protection today is hardly a pat on the back for
regulators, nor does it mean that all or even the majority of frauds have been
discovered.

Accounting scams are as prevalent today, and probably even more so than formerly,
for three main reasons:

» First, an unusually long economic cycle has increased the pressure on company
executives to maintain a track record of successive quarterly growth in earnings.
This extended bull market, which, in 2017, exhibited a stunning lack of volatility,
also breeds complacency and a lack of scepticism among investors. With
valuations ever higher, company executives are fearful of any earnings
disappointment that could cause their share price to collapse.

» Second, the incentives for fraud are much greater than formerly. CEOs,
particularly in the US, but also over here, are enjoying unprecedented
compensation packages. Faced with the prospect of a multi-million performance
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award, executives are hugely incentivised to bump their earnings using
accounting tricks.

Meanwhile, brokerage analysts are today far less experienced than they were
20 years ago — they follow many more companies, are lower-paid, and simply
don’t have the time to investigate dubious accounting; predominantly, their
primary focus is to predict the next quarterly earnings number. There is today,
therefore, a greater incentive to manipulate EPS, and less chance of being
discovered.

One commentator suggested that sell-side analysts don’t uncover frauds — we
disagree. Paul Morland, a former Hardman & Co analyst, published a sell note
on Autonomy when he was working at the company’s broker. He cited deferred
revenue trends as an indication that revenue recognition was not all it should
have been, and he has been cited in the CFO’s recent trial. Derek Terrington,
Hardman & Co’s media analyst, when at Phillips and Drew, exposed Robert
Maxwell with his famous note on the company with the recommendation,
“Can’t Recommend A Purchase”. Many years ago, as a conglomerate analyst, |
exposed accounting chicanery at Williams Holdings (whose audit fee
represented 15% of its auditor’s annual revenues) and at BTR, causing the
latter’s share price to collapse. So we think the sell-side can play an important
role, but perhaps less so than formerly.

» Third, the universe of quoted stocks has shrunk by half in the last 20-odd years.
Many stocks have been taken over by industry competitors or by private equity,
which has been buying up credible companies at the smaller end of the market;
incumbent managements are incentivised to sell, as they are rewarded with
equity kickers by the new owners.

Bronte Capital’s John Hempton, one of the world’s top short practitioners, recently
said, “there is quite an absurd amount of small-cap fraud”. He also sees a lot of large-
cap fraud —these companies have premium ratings because they have above-market
growth rates; he points out that it’s easy enough to produce above-market growth
if you are making up the numbers. By definition, this means that a lot of value will
be destroyed as such stocks are brought down to earth.

Fraud is a late cycle phenomenon
Old Bull Lee m g
@davebudge

Replying to @steveclapham

Actually, | have been saying that. It's a late
cycle phenomenon. Auditors get sloppy,
corporate governance gets weak, etc. As the
business cycle turns managers start "fudging”
to hit numbers and, some, start down the
slippery slope. Happens in every cycle.

2:00 PM - 18 Jul 2018

Source: Twitter
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A bear market will eventually
follow the current uptrend, leading
to frauds being more naturally

exposed...

...and some investors are preparing

ahead

Inevitably, the bull market will end at some point, and we shall have a bear market.
There are signs that the US market is already starting to wane, although we may
need a recession to induce a major correction. In bear markets, frauds are more
naturally exposed — as Warren Buffett pointed out, “it’s only when the tide goes out
that you learn who has been swimming naked” —and this time, we shall see major
casualties.

Some smart investors are already making preparations. One of London’s largest
hedge funds has hired two forensic accountants. A major long-only institution
recently asked me to develop a forensic accounting training course for its global
analyst team, which | am now rolling out to my institutional client base. The course
has over 100 examples of real-life accounting chicanery and features some
household-name companies like Netflix, Vodafone, Tesco and Folli Follie. We are
probably early, but it’s better to be prepared.

We are considering modifying this course slightly to make it more useful to the
private investor and offering it to the Hardman & Co readership base. If you are a
private investor, interested in improving your analytical skills and looking to avoid
stocks with earnings holes, please get in touch with us by emailing Grace Merrall
(gm@hardmanandco.com) to register your interest. The course will be either a one-
day course on a Saturday or spread over three evening sessions. There will be a
charge for the course, although well below that for equivalent professional training
courses.

We show below a sample slide from the course, which illustrates that, sometimes,
Finance Directors can be overly conservative. Here we are looking at changes in
accounting estimates, and we illustrate how variations in warranty provisions can be
used to boost margins and earnings or, in this case, to depress them.

Sample slide from the course
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Source: Behind the Balance Sheet

The illustration here is of a comparison of (1) the trailing 12-month ratio of P&L
warranty charges to revenue vs. (2) the trailing 12-month ratio of cash spend on
warranty costs to revenue. Twice in the last few years, Apple has built up its warranty
provisions way in excess of actual spend, possibly because of the introduction of a
new product. This depressed margins at the time by up to 1%. More recently, the
P&L charge has been below cash spend, flattering earnings.
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Disclaimer

Hardman & Co provides professional independent research services and all information used in the publication of this report has been compiled from publicly
available sources that are believed to be reliable. However, no guarantee, warranty or representation, express or implied, can be given by Hardman & Co as to the
accuracy, adequacy or completeness of the information contained in this research and they are not responsible for any errors or omissions or results obtained from
use of such information. Neither Hardman & Co, nor any dffiliates, officers, directors or employees accept any liability or responsibility in respect of the information
which is subject to change without notice and may only be correct at the stated date of their issue, except in the case of gross negligence, fraud or wilful misconduct.
In no event will Hardman & Co, its affiliates or any such parties be liable to you for any direct, special, indirect, consequential, incidental damages or any other
damages of any kind even if Hardman & Co has been advised of the possibility thereof.

This research has been prepared purely for information purposes, and nothing in this report should be construed as an offer, or the solicitation of an offer, to buy
or sell any security, product, service or investment. The research reflects the objective views of the analyst(s) named on the front page and does not constitute
investment advice. However, the companies or legal entities covered in this research may pay us a fixed fee in order for this research to be made available. A full
list of companies or legal entities that have paid us for coverage within the past 12 months can be viewed at http://www.hardmanandco.com/legals/research-
disclosures. Hardman may provide other investment banking services to the companies or legal entities mentioned in this report.

Hardman & Co has a personal dealing policy which restricts staff and consultants’ dealing in shares, bonds or other related instruments of companies or legal entities
which pay Hardman & Co for any services, including research. . No Hardman & Co staff, consultants or officers are employed or engaged by the companies or legal
entities covered by this document in any capacity other than through Hardman & Co.

Hardman & Co does not buy or sell shares, either for their own account or for other parties and neither do they undertake investment business. We may provide
investment banking services to corporate clients. Hardman & Co does not make recommendations. Accordingly, they do not publish records of their past
recommendations. Where a Fair Value price is given in a research note, such as a DCF or peer comparison, this is the theoretical result of a study of a range of
possible outcomes, and not a forecast of a likely share price. Hardman & Co may publish further notes on these securities, companies and legal entities but has no
scheduled commitment and may cease to follow these securities, companies and legal entities without notice.

The information provided in this document is not intended for distribution to, or use by, any person or entity in any jurisdiction or country where such distribution
or use would be contrary to law or regulation or which would subject Hardman & Co or its affiliates to any registration requirement within such jurisdiction or
country.

Some or all alternative investments may not be suitable for certain investors. Investments in small and mid-cap corporations and foreign entities are speculative
and involve a high degree of risk. An investor could lose all or a substantial amount of his or her investment. Investments may be leveraged and performance may
be volatile; they may have high fees and expenses that reduce returns. Securities or legal entities mentioned in this document may not be suitable or appropriate
for all investors. Where this document refers to a particular tax treatment, the tax treatment will depend on each investor’s particular circumstances and may be
subject to future change. Each investor’s particular needs, investment objectives and financial situation were not taken into account in the preparation of this
document and the material contained herein. Each investor must make his or her own independent decisions and obtain their own independent advice regarding
any information, projects, securities, tax treatment or financial instruments mentioned herein. The fact that Hardman & Co has made available through this
document various information constitutes neither a recommendation to enter into a particular transaction nor a representation that any financial instrument is
suitable or appropriate for you. Each investor should consider whether an investment strategy of the purchase or sale of any product or security is appropriate for
them in the light of their investment needs, objectives and financial circumstances.

This document constitutes a ‘financial promotion’ for the purposes of section 21 Financial Services and Markets Act 2000 (United Kingdom) (‘FSMA’) and accordingly
has been approved by Capital Markets Strategy Ltd which is authorised and regulated by the Financial Conduct Authority (FCA).

No part of this document may be reproduced, stored in a retrieval system or transmitted in any form or by any means, mechanical, photocopying, recording or
otherwise, without prior permission from Hardman & Co. By accepting this document, the recipient agrees to be bound by the limitations set out in this notice. This
notice shall be governed and construed in accordance with English law. Hardman Research Ltd, trading as Hardman & Co, is an appointed representative of Capital
Markets Strategy Ltd and is authorised and regulated by the FCA under registration number 600843. Hardman Research Ltd is registered at Companies House with
number 8256259.

(Disclaimer Version 8 — Effective from August 2018)

Status of Hardman & Co’s research under MiFID i

Some professional investors, who are subject to the new MIFID Il rules from 3rd January, may be unclear about the status of Hardman & Co research and,
specifically, whether it can be accepted without a commercial arrangement. Hardman & Co’s research is paid for by the companies, legal entities and issuers about
which we write and, as such, falls within the scope of ‘minor non-monetary benefits’, as defined in the Markets in Financial Instruments Directive Il.

In particular, Article 12(3) of the Directive states: ‘The following benefits shall qualify as acceptable minor non-monetary benefits only if they are: (b) ‘written
material from a third party that is commissioned and paid for by a corporate issuer or potential issuer to promote a new issuance by the company, or where the
third party firm is contractually engaged and paid by the issuer to produce such material on an ongoing basis, provided that the relationship is clearly disclosed in
the material and that the material is made available at the same time to any investment firms wishing to receive it or to the general public...”

The fact that Hardman & Co is commissioned to write the research is disclosed in the disclaimer, and the research is widely available.

The full detail is on page 26 of the full directive, which can be accessed here: http://ec.europa.eu/finance/docs/level-2-measures/mifid-delegated-requlation-2016-

2031.pdf

In addition, it should be noted that MIFID II’s main aim is to ensure transparency in the relationship between fund managers and brokers/suppliers, and eliminate
what is termed ‘inducement’, whereby free research is provided to fund managers to encourage them to deal with the broker. Hardman & Co is not inducing the
reader of our research to trade through us, since we do not deal in any security or legal entity.
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