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August 9, 2004

To:
Cheryl Thompson

From: Mahmud Zaman

Re:
Items in Red Desert’s financial statement that requires further review




Unusual or fraudulent activities in the financial statement could happen for several reasons – misapplication of accounting principles, aggressive estimate of sales or other figures, manipulation, falsification or omission of  transactions (off balance sheet activities) and legitimate mistakes or the combination of all of them. 


In order to detect any unusual activities, tests are conducted in several areas of Red Desert’s financial statements. 

Revenue Recognition


The revenue recognition problem usually involves recording revenue before it is earned, or before the sale is completely transacted by accounting standards.  The yearover percentage change is indicated below:
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Although Formiga shows a decrease trend in sales, Both QDrive and Red Desert show strong sales in 2000 and 2001, and Xelicon shows a rebound for 2001 after a flat 2000. Although it is possible that Red Desert is gaining market share over Formiga’s losses, there is also another possibility – Red Desert has overstated 2000 sales by including some of 2001 sales.  This could be the reason for slower increase in 2001 sales for the company.
The Big Picture


One relationship between the balance sheet, the income statement and the statement of cash flows could be drawn by the following conversions:

Inventory converts into revenue, then into accounts receivable and then into cash. The following chart shows the percentage changes of these line items over four years.
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The interesting fact that could be inferred from this chart is that Red Desert’s financial statements do not follow the basic accounting principle that inventory, revenue, AR and cash should have a positive relationship. Here, AR is negatively related to revenue and cash. This is an immediate concern, because it is very unusual to think that Red Desert is selling everything to its vendors in cash.  
Inventory


Another study indicates that sales increased at much faster rate than cost of sales and G&A expenses, which is explained by Red Desert as better coverage of overhead. On the other hand, the Days Inventory Held ratio increased from 87 days to 105 days (a 22% increase), which is a significant increase. This is a clear disagreement with the notion of high rate of sales (unless for some reason Red Desert’s production increased and demand decreased significantly). In addition, this contradicts Red Desert’s assertion that, “Company orders components only when it has a firm purchase order” and sometimes it may even has component shortage that may adversely affect sales.  This inventory discrepancy also is in complete contrast to the company’s assertion that over 40 million in orders are backlogged.  It does not seem to be sensible that the company is holding more inventories, holding it for longer periods, and yet is backlogged for multiple millions of dollars in orders.  This raises serious question on Red Desert’s inventory and there are only two conclusion could be made – either the company is carrying obsolete and defective inventory, that they deliberately do not want to write off as expense or it is overstating sales.   
Liability


Items like Debt, Taxes, Accrued Wages and Other Current Liabilities have all decreased from 2000 to 2001. At the same time sales soared much higher than industry average. This kind of phenomena could only be explained by the unprecedented level of efficiency, which is hard to believe by looking at the industry’s Current  Ratio. The following chart clearly indicates that there is no industry wide increase in efficiency that could explain Red Desert’s decrease in overall liability. 
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From the discussion on Red Desert’s financial statement and its comparison with industry data, a pattern of dubious accounting practices emerges. Therefore, the practice of revenue and expense recognition, inventory and expense valuation and other balance sheet and income statement items, especially the source of huge revenue require careful scrutiny.
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