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• Webinars
• Shadow days with Argo employees
• Exclusive events and conferences
• A web-based training portal and content

Education. Insight. Connections.
Training, support and mentorship for 
early-career insurance professionals.

About Ascend With Argo

Learn more at argolimited.com/ascend-with-argo.

http://www.argolimited.com/ascend-with-argo
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What to take away 
from this webinar
Understanding Accounting Concepts and 
Basic Red Flags

• To help you, unlock what may be a black 
box called “accounting”, by introducing 
some simple concepts and tools that can be 
applied in your day to day work.

• Provide you with ratios and other analyses 
that will help in identifying the health of a 
business.

• Help you identify risks and red flags in 
reviewing financial statements.

INTRODUCTION



Agenda
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How are Financial Statements Created?
• What are Accounts?
• How do Individual Transactions Get Recorded in Financial Statements?
• What are the Different Financial Statement Types?

How are Financial Statements Analyzed?
• What are Some of the Key Ratios?
• How do Ratios Help in Financial Statement Analysis?

What Specific Accounting Issues Arise Most Often?
• Revenue Recognition
• Acquisition Accounting
• Reserves and Accruals
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Financial Statements



Objectives of Accounting

7FINANCIAL STATEMENTS

Accounting: An Information System

• Useful information for making business and economic decisions

• Information about financial position, earnings and cash flows during a period

• How an enterprise has discharged its stewardship responsibility to owners



Audience Insights

Which financial statement should you look at if 
you want to find out if a business is profitable?

a. Balance Sheet
b. Income Statement
c. Statement of Cash Flows
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Audience Insights

Which financial statement should you look at if 
you want to find out if a business is profitable?

b. Income Statement
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Types of Financial Statements
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Results of Operations Income Statement

Financial Position Balance Sheet

Funds Flow Statement of Cash Flows



Balance Sheet
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Assets. Probable future economic 
benefits obtained or controlled by a 
particular entity as a result of past 
transactions or events.

Examples:
－ Inventories
－ Property, plant and equipment
－ Acquired patents
－ Costs incurred to develop new 

products?



Balance Sheet
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Liabilities. Probable future 
sacrifices of economic benefits 
arising from present obligations of a 
particular entity to transfer assets or 
provide services to other entities in the 
future as a result of past transactions 
or events.

Examples:
－ Debt
－ Amount owed to suppliers and 

employees
－ Leases
－ Contingent obligations?



Balance Sheet
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Equity. Equity or net assets is the 
residual interest in the assets of an 
entity that remains after deducting its 
liabilities.

Examples:
- Contributed capital – common 

stock
- Accumulated undistributed 

earnings



Audience Insights

When a company acquires another company 
and pays premium over the book value where 
is this displayed in the balance sheet?  

a. Assets
b. Liabilities
c. Shareholders’ Equity 
d. It is not displayed on the balance sheet
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Audience Insights

When a company acquires another company 
and pays premium over the book value where 
is this displayed in the balance sheet?  

a. Assets

15FINANCIAL STATEMENTS



Income Statement
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Revenues. Inflows or other 
enhancements of assets of an entity or 
settlements of its liabilities (or a 
combination of both.)

Net Revenues $15,943

Cost of Goods Sold (10,294)

Gross Profit 5,649

Operating Expenses (4,475)

Net Interest Income 91

Income Before Income Taxes 1,264

Provision for Income Taxes (486)

Net Income $778

Earnings per share – basic $0.94

Earnings per share - diluted $0.93



Income Statement
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Expenses. Expenses are outflows 
or other using up of assets or 
incurrences of liabilities (or a 
combination of both).

Examples:
- Salaries
- Cost of material in goods sold
- Depreciation and amortization
- Payment for a computer?

Net Revenues $15,943

Cost of Goods Sold (10,294)

Gross Profit 5,649

Operating Expenses (4,475)

Net Interest Income 91

Income Before Income Taxes 1,264

Provision for Income Taxes (486)

Net Income $778

Earnings per share – basic $0.94

Earnings per share - diluted $0.93



Statement of Cash Flows
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The balance sheet will show you the 
total cash a business has, but it does 
not show you how the cash comes in 
and out of the business.

The cash flow statement shows how 
effective a business is at managing its 
cash, and what it spends it on. 



Statement of Cash Flows
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Direct Method

Operating cash flow 
(payment for salary & 
utility)

(30)

Investing cash flow -

Financing cash flow 100
Net change in cash 70

Cash, beg 0

Cash, end 70

Indirect  Method

Net Income 20

Increase in AR (12
0)

Increase in Inv (10)
Increase in AP 80

Op cash flow (30)



How are transactions recorded?
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Flow of Transactions
Transaction Journal Entry Journals Ledgers

via debits/credits

Trial
Balances

Financial 
Statements



Example Journal Entries

21FINANCIAL STATEMENTS

1. Borrow cash $100

Cash 100

Debt 100

2. Acquire $80 merchandise inventory

Inventory 80

Accounts payable 80

3. Sell $70 worth of merchandise for $120 on credit

Accounts receivable 120

Revenue 120

Cost of goods sold 70

Inventory 70

4. Pay sales clerk and utilities bill $30

Selling and general expenses 30

Cash 30
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Assets = Liabilities + Shareholders’ Eq

Cash   70 A/P      80 Rev        120

A/R    120 Debt   100 CGS        70

Inv.     10 Op Exp    30

_____________

Net Inc 20

Assets 200 Liabilities   180 Retained Earnings  20

The Accounting 
Equation:

FINANCIAL STATEMENTS



Analyzing Financial Statements



Ratio Analysis
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BENCHMARKING
• Comparing a single company’s ratios to 

an industry average or to the ratios of 
comparable companies

COMPARATIVE ANALYSIS
• Analyzing a single company’s 

financial statements and ratios over 
time

ANALYZING FINANCIAL STATEMENTS
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Examples of Most Used Ratios: Revenue Quality 
Indicators 
Days Sales Outstanding (DSO) = (receivables ÷ revenue) × days in quarter 
• Rising DSO could mean: 

- Extending credit period to boost sales
- Late period sales to meet target
- Revenue that may not be collectible

Deferred revenue in days = (deferred revenue ÷ revenue) × days in quarter
• Declining deferred could mean:

- More More aggressive revenue recognition that results in pulling future revenue into the 
current period

- Failure to replenish the revenue pipeline

ANALYZING FINANCIAL STATEMENTS
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Examples of Most Used Ratios: Earnings Quality 
Indicators 
• Inventory: excess could lead to margin pressure

- Inventory in days = (inventory ÷ cost of goods sold) x days in quarter
- Inventory as percentage of expected future sales

• Cost capitalization: increase could boost current margins 
- Capitalized software cost / R&D expense

• Estimated expenses: decline may indicate understated operating expenses
- Bad debt allowance / gross receivables
- Warranty reserve / revenue, or warranty expense / actual claims
- Inventory reserve / gross inventory

ANALYZING FINANCIAL STATEMENTS



Focus on 
Disclosure: 
• Change in accounting policies, 

e.g., revenue recognition 
policy

• Change in accounting 
estimates: e.g., sales returns or 
rebates, useful lives, bad debt

• One-off gains and their impact 
on key metrics

• Comparison with peers

27ANALYZING FINANCIAL STATEMENTS



Audience Insights

QUESTION – To be determined...

a. Yes
b. No
c. Unsure

28ANALYZING FINANCIAL STATEMENTS



EXAMPLES



Boosts to Reported Revenue
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• Transition to more aggressive revenue recognition policies and practices
- End of period ‘buzzer’ sales
- Extended payment terms / increased customer financing
- Change in revenue timing: e.g., upfront vs. overtime

• Revenues recorded from pure book-keeping entries
- Percentage of completion project adjustments
- Change in provision estimates
- ‘Grossing up’ revenue (principal vs. agent recognition)

• Revenues that lack economic substance
- Recording revenues when the customer is not obligated to pay
- Concurrent negotiation of sales and supply agreements
- Giving customers something of value as a quid pro quo



Revenue Recognition: Under Armour
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Late Period Sales

In 2015, UAA was trying to maintain high growth rate. In Q4, DSO increased to 53 days (our DSO calculation 
excluded direct sales from company stores and online, which typically have negligible receivables).

DSO, excluding direct sales, increased 7 days as 
of 4Q15.



Revenue Recognition: Under Armour
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Why did DSO increase?  In a call with CFRA, UAA explained the DSO increase:
• Receivables up due to timing of shipments.  
• UAA shipped product to customers earlier than last year – so that those customers 

could set their floors for the consumer in time for the spring launch. 
• DSO not expected to remain elevated in 2016.

Companies often imply that late period sales just happens on its own.  In our 
experience, when there is high end-of-period revenue, it is often effectuated by the 
company.



Revenue Recognition: Under Armour
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So did DSO in 2016 revert back to more normal levels as promised?
• Q1 2016: DSO up 7 days YoY. 
• Q2 2016: DSO up 2 days YoY. 
• Q3 2016: DSO up 5 days YoY. In the 10-Q, UAA said the increase was “due to the 

timing of shipments driven by current period sales being more heavily weighted to 
the end of the period”.  

• Revenue beat consensus by 1% in Q1 & Q3.  Met consensus in Q2.  Stretching to 
make the numbers?



Revenue Recognition: Under Armour
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Nov. 4, 2019: WSJ reported that DOJ/SEC is investigating UAA’s 
accounting.
Nov. 15, 2019: WSJ article offered more details:



Acquisition Accounting
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• The acquirer must fair value the assets and liabilities of the acquired company at the time of 
acquisition, known as purchase price allocation (PPA).

• Favorable fair value adjustments may boost post-acquisition revenue and/or earnings.



Inflated Acquired Provisions Lead to Reversals: 
Lenovo
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• Lenovo has a provision for environmental 
restoration, which it says are “estimated costs 
of environmentally sound disposal of waste 
electrical and electronic equipment upon 
return from end-customers.”

• Always review roll-forward schedules of 
provisions!

(Millions of US$) FY12
Mar

FY13
Mar

FY14
Mar

Provision for Environmental 
Restoration, Beginning Balance 15 86 56 

Exchange Adjustment (2) (7) (3)

Provisions Made (Expense) 11 12 9 

Amounts Utilized (5) (3) (5)

Unused Amounts Reversed (1) (32) (37)

Acquisition of Subsidiaries 68 - -

Provision for Environmental 
Restoration, Ending Balance 86 56 20 

Lenovo recorded $68m in acquired 
provisions for its environmental 

restoration reserve.

Lenovo subsequently 
reversed most of it into 

earnings.

Source: Company reports



Inflated Acquired Provisions Precede 
Unsustainably Low Expense: Lenovo
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Source: Company reports

• Acquired provisions do NOT need to be reversed in order to boost earnings.
• Lenovo recorded almost no reversals following two large acquisitions.

(Millions of US$) 2Q15
Sep

3Q15
Dec

4Q15
Mar1

1Q16
Jun1

2Q16
Sep1

3Q16
Dec

4Q16
Mar

1Q17
June

2Q17
Sep

3Q17
Dec

4Q17
Mar

1Q18
Jun

2Q18
Sep

3Q18
Dec

Beginning Balance 1,163 1,165 1,530 1,560 1,473 1,443 1,452 1,322 1,242 1,220 1,136 1,062 1,034 1,044 

Exchange Adjustment (20) (19) (31) 8 (23) (17) 14 (4) 1 (23) 9 (1) 11 4 

Provisions Made 261 341 299 200 299 278 169 170 230 180 157 195 236 260 

Amounts Utilized (239) (278) (322) (294) (306) (252) (312) (247) (252) (242) (239) (223) (237) (222)
Unused Amounts 
Reversed - (8) (4) - - - - - - - - - - -

Acquisition of Subsidiaries - 328 88 - - - - - - - - - - -

Ending Balance 1,165 1,530 1,560 1,473 1,443 1,452 1,322 1,242 1,220 1,136 1,062 1,034 1,044 1,086 

Lenovo recorded $417m in warranty 
provisions for two large acquisitions 

made in 3Q15 (Dec).

Essentially no warranty reversals in 
years following acquisitions.

1. Reflects reclassification as presented in the December 
2015 quarter earnings announcement.



(Millions of US$) 2Q15
Sep

3Q15
Dec

4Q15
Mar1

1Q16
Jun1

2Q16
Sep1

3Q16
Dec

4Q16
Mar

1Q17
June

2Q17
Sep

3Q17
Dec

4Q17
Mar

1Q18
Jun

2Q18
Sep

3Q18
Dec

Beginning Balance 1,163 1,165 1,530 1,560 1,473 1,443 1,452 1,322 1,242 1,220 1,136 1,062 1,034 1,044 

Exchange Adjustment (20) (19) (31) 8 (23) (17) 14 (4) 1 (23) 9 (1) 11 4 

Provisions Made 261 341 299 200 299 278 169 170 230 180 157 195 236 260 

Amounts Utilized (239) (278) (322) (294) (306) (252) (312) (247) (252) (242) (239) (223) (237) (222)
Unused Amounts 
Reversed - (8) (4) - - - - - - - - - - -

Acquisition of Subsidiaries - 328 88 - - - - - - - - - - -

Ending Balance 1,165 1,530 1,560 1,473 1,443 1,452 1,322 1,242 1,220 1,136 1,062 1,034 1,044 1,086 

Inflated Acquired Provisions Precede 
Unsustainably Low Expense: Lenovo
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The provision balance declined significantly in 
years following acquisitions, as utilization 

exceeded expense.

1. Reflects reclassification as presented in the December 
2015 quarter earnings announcement.

• If acquired provisions are inflated, profit can benefit from 1) reversals or 2) 
unusually low expense, which has the advantage of being less apparent.

• Lenovo’s earnings benefited as its warranty expense declined.



Inflated Acquired Provisions Precede 
Unsustainably Low Expense: Lenovo
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How does the $417m in acquired warranty provisions compared to warranty liabilities at 
target companies before being acquired from IBM and GOOG?

Sources: IBM 2014 10-K and GOOG’s 2014 10-K

IBM: Server business had $125m in 
warranty liabilities.

GOOG: No warranty roll-
forward disclosed, but 

divested current 
accrued expenses was 
only $10m.  Thus, the 
Motorola smartphone 
business that GOOG 

sold to Lenovo likely had 
a minimal warranty 

balance.



Writing Up Acquired Provisions: Lenovo
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The fair value of the acquired warranty provisions was $417m, more than triple the book 
value of warranty provisions at the target companies.

Note: disclosure is not always available for acquired companies.  Thus, it is not always 
possible to compare book value vs fair value.

Source: Lenovo’s December 2015 quarter announcement.

(Millions of US$)
Book Value of 

Warranty 
Provisions

Motorola (from GOOG) 101

Server business (from 
IBM) 125

Total (estimated) 135
Fair value 
process

1. Estimated.



One last piece of advice

To be determined

41SUMMARY



QUESTION & ANSWER 
What questions do you have?



THANK YOU

Learn more at argolimited.com/ascend-with-argo.

http://www.argolimited.com/ascend-with-argo
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*Add in CRFA and Argo Disclosures 

Disclosures

LEGAL DISCLAIMER


