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Mohawk Industries (DOW) EQ Update 

Lawsuit Details 
 

Current EQ Rating* Previous EQ Rating 

3+ 3+ 

 

 
6- "Exceptionally Strong" 

5- "Strong" 

4- "Acceptable" 

3- "Minor Concern" 

2- "Weak" 

1- "Strong Concerns" 

 

Note that a “+” sign indicates the earnings quality improved in the most recent quarter while a “–“ sign indicates deterioration 

 

*For an explanation of the EQ Review Rating scale, please refer to the end of this report  

 

MHK’s stock price took a 20% hit last week after a detailed filing related to a shareholder 

lawsuit originally filed in January of this year contained damning details regarding alleged 

accounting fraud. This was followed up this week by news of subpoenas from the SEC as 

noted in the following from an 8-K filed on 7/13: 

 

“On June 29, 2020, an Amended Class Action Complaint for violations of federal 

securities laws was filed against Mohawk and its CEO Jeff Lorberbaum in the 

Northern District of Georgia. The complaint alleges that the Company (1) engaged 

in fabricating revenues by attempting delivery to customers that were closed and 

recognizing these attempts as sales; (2) overproduced product to report higher 

operating margins and maintained significant inventory that was not salable; and 

(3) valued certain inventory improperly or improperly delivered inventory with 

knowledge that it was defective and customers would return it. The Company 

intends to vigorously defend itself in the lawsuit. 

 

 

 

July 17, 2020 
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On June 25, 2020, the company received subpoenas issued by the U.S. Attorney’s 

Office for the Northern District of Georgia and the U.S. Securities and Exchange 

Commission on topics similar to those raised by the amended complaint. The 

company is cooperating with those authorities.” 

 

Given this is an accounting-related lawsuit plus the unusual degree of wrongdoing alleged, 

we wanted to weigh in on the credibility of the allegations and the potential impact on the 

stock going forward. 

 

• The lawsuit covers the period from 4/28/2017 to 7/25/2019 during which time the 

company was alleged to have covered up a massive buildup of faulty inventory. Also, 

the complaint alleges that the company created fictitious sales through an elaborate 

scheme to ship vast amounts of product on the last Saturday of the quarter and 

booking it as revenue despite knowing customers would not be available to receive 

it. We began coverage of MHK after the 6/18 quarter and regularly cited the rising 

inventory as a problem. However, we note that receivables growth was not out of line 

during our coverage period until the 6/19 and 9/19 quarters with the latter quarter 

taking place after the scheme allegedly stopped. 

 

• On the inventory matter, the company allegedly was having massive problems with 

its US LVT (luxury vinyl tile) factory with 50% of the product produced being 

unsalable. The company is accused of ramping up production of LVT in order to 

artificially inflate gross margin by spreading fixed costs over more units. We cited 

the rising inventories and management’s various explanations of rising raw 

materials costs, plant expansions, and tariff pre-buying. The complaint alleges that 

the company had warehouses full of scrap product that could never be sold. While it 

is no secret that the company had inventory issues, we are somewhat skeptical that 

the scrap problem was as dramatic as the allegations indicate given that the growth 

in inventory leveled out by the 12/19 quarter and the company has yet to take a large 

inventory write-off. If we don’t see a write off in the next couple of quarters, it will 

definitely cast doubt on the credibility of the complaint. We also note that the 

company uses the FIFO method of accounting which would delay the beneficial 

impact of increasing production by a quarter. 

 

• The second major component to the complaint was the “Saturday Scheme” which 

was an alleged plot to compensate for problems with the LVT product as well as 

weakening demand for other products by booking fictitious sales. Trucks were 

allegedly loaded to attempt delivery on the last Saturday of the quarter knowing 
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that customers would not be there to receive it. Product was allegedly booked as 

revenue at the time delivery was attempted but booked as returns for the following 

quarter after delivery failed. Such a scheme would seem to result in a large, 

sustained rise in accounts receivable DSOs. While DSOs did show a 3.5-day jump in 

the 7/17 quarter, the YOY increases in the 9/17 and 12/17 quarters fell to less than 

2 days. After the 12/17 quarter, DSO growth essentially was flat or down until the 

6/19 quarter after which the scheme had reportedly come to an end. While there 

could have been channel stuffing activity in the last half of 2017, we do not see 

evidence of a sustained and growing scheme to drive up revenue during the whole 

period under question. 

 

• Our overall take is that while the company could get dinged from the lawsuit, the 

wrongdoing may not have been as dramatic as a reading of the complaint would seem 

to indicate. 

 

• We would note that while it may sound like we are defending the company, we do 

not view MHK’s reporting as being in any way clean. In addition to criticizing rising 

inventories during our coverage of the company, we have cited cuts to bad debt 

allowances and the warranty reserve as well as unusual movements in amortization 

of costs to obtain contracts that have all benefited past quarters. MHK is one of the 

few companies on our coverage list that has spent time with a 2 (Weak) rating.  

 

 

Background 

 

We initiated earnings quality of coverage of MHK on 8/13/2018 with an initial rating of 3- 

(Minor Concern) based on our analysis through the 6/18 quarter. That quarter was a 

disaster in itself with EPS missing targets by $0.39 resulting in a 15%+ stock price decline. 

We noted that inventories had been rising for several quarters. The company had already 

admitted that inventories were too high and it committed to work to bring them down. In 

addition to the rising inventories, we noted unusual benefits from cuts to bad debt 

allowances and the warranty reserve. Over the following quarters, inventories continued 

to rise with the company citing multiple factors for the rising balances including rising raw 

materials costs, opening new plants, and pre-buying ahead of tariffs. We stated in our 

11/8/2018 review that “All of these factors make us think we have not seen the last of the 

negative impacts from the company’s inflated inventory balances.” 
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Finally, in the 6/19 quarter, the company reported a 2 cps earnings miss, a sizeable top-

line miss, and 12% lower guidance for the 9/19 quarter citing tougher market conditions 

and excess channel inventory as the culprits. We chose to lower our earnings quality rating 

to 2- (Weak) due to a 2.5-day jump in receivable DSOs, continued reduction in bad debt 

reserves, and a decline in costs for amortization of contract costs.  

 

In early January of 2020, MHK disclosed that it was the subject of a shareholder lawsuit 

related to the stock price decline resulting from the earnings disappointment: 

 

“The Company and certain of its present and former executive officers were named 

as defendants in a putative shareholder class action lawsuit filed in the United 

States District Court for the Northern District of Georgia. The complaint alleges 

that defendants violated the Securities Exchange Act of 1934 and Rule 10b-5 

promulgated thereunder by making materially false and misleading statements and 

that the officers are control persons under Section 20(a) of the Securities Exchange 

Act of 1934. The complaint is filed on behalf of shareholders who purchased shares 

of the Company’s common stock between April 28, 2017 and July 25, 2019. The 

Company believes the claims are frivolous and intends to defend them vigorously.” 

 

The original complaint filed in early January indicated that the alleged wrongdoing took 

place from 4/28/2017 to 7/25/2019. During that time suit alleged that “Mohawk engaged in 

a scheme to inflate its revenues and earnings by booking fictitious sales of those products.” 

However, little detail was given. The lead plaintiff in the case was the Public Employees 

Retirements System of Mississippi (MERS).  

 

The stock lost some ground in January with the news of the original complaint but the 

market seemed to quickly shrug it off. However, last week, an amended complaint emerged 

with detailed accounts from multiple ex-employees of how the company allegedly actively 

sought to hide excess, faulty inventory and artificially boost sales through an elaborate 

scheme of faking shipments to customers. This news knocked the stock down more than 

20% and it is currently down about 15% as of this writing. We will take a closer look at the 

allegations and attempt to gauge their credibility by examining the reported numbers. 
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Allegations of Hiding Faulty Inventory 

 

The complaint essentially has two main components:  1) MHK tired to hide a buildup of 

faulty inventory, and 2) it tried to hide disappointing sales growth by artificially stuffing 

the channel. We examine the inventory issue first. 

 

LVT (luxury vinyl tile) became extremely popular in the flooring industry a few years ago 

and quickly became the fastest-growing segment in the industry. MHK chose to enter the 

LVT market by acquiring a Belgian producer of the product, IVC Group, which had a new 

US manufacturing plant in Georgia. However, the complaint alleges that: 

 

• The US production line had problems from the beginning and was turning out a huge 

amount of faulty product which customers were not accepting. MHK’s former VP of 

Sales for the Builder and Multifamily division reportedly said that roughly 50% of 

LVT produced during the class period was unsalable scrap and he would not allow 

his sales team to sell it.  

 

• Management allegedly made false statements about its ability to sell inventory, 

claiming it was selling all of the LVT it was producing and its sales growth was 

limited by capacity constraints. 

 

• Despite the faulty inventory being marked as scrap, it was recorded in net inventory 

on MHK’s balance sheet. The complaint documents multiple ex-employees testifying 

that warehouses were full of boxes of returned product that had no use.  

 

• Inventory days of sales steadily rose, and management gave multiple allegedly 

misleading excuses including rising raw materials costs, plant expansions, and pre-

buying ahead of tariffs.  

 

• Despite the buildup, the company continued to produce product rapidly to boost 

margins by spreading fixed costs over a larger number of goods.  

 

So, how valid are these allegations? Let’s take a look at inventory days of sales for the last 

four years by quarter: 
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  3/28/2020 12/31/2019 9/28/2019 6/29/2019 

Total Inventory $2,195.434 $2,282.3 $2,338.0 $2,367.6 

Cost of Products Sold $1,669.323 $1,801.705 $1,827.494 $1,847.867 

DSI 115.7 119.1 116.4 116.6 
     

  3/30/2019 12/31/2018 9/29/2018 6/30/2018 

Total Inventory $2,338.1 $2,287.6 $2,214.3 $2,061.2 

Cost of Products Sold $1,817.563 $1,802.228 $1,825.367 $1,810.459 

DSI 114.5 118.0 110.4 103.6 
     

  3/31/2018 12/31/2017 9/30/2017 7/01/2017 

Total Inventory $2,045.0 $1,948.7 $1,911.0 $1,865.9 

Cost of Products Sold $1,707.510 $1,615.473 $1,665.209 $1,673.902 

DSI 107.8 111.0 104.4 101.4 
     

  4/01/2017 12/31/2016 10/01/2016 7/02/2016 

Total Inventory $1,740.9 $1,675.8 $1,673.2 $1,660.1 

Cost of Products Sold $1,540.292 $1,491.567 $1,567.580 $1,554.748 

DSI 102.9 102.2 97.1 97.2 

 

Remember that the complaint contends that the unusable inventory was building up 

between 4/28/2017 to 7/25/2019. There is no denying that inventory levels rose significantly 

during this time frame, a fact we were critical of at the time. Although inventory levels are 

still at historically high levels, the growth leveled out in the 12/19 and 3/20 quarters. 

However, we are somewhat skeptical of the claim that there were warehouses full of scrap 

product that the company could do nothing with given that absolute inventory levels 

actually declined in the 12/19 and 3/20 quarters without a large write-down of inventory.  

 

With regards to the point that the company was purposefully boosting margins by ramping 

production despite literally tons of unusable inventory in the warehouse, we would point 

out that the company uses 100% FIFO inventory accounting. This would make this a 

longer-term scheme as the resulting lower cost inventory would be put at the back of the 

line to be expensed and with over a quarter of inventory on hand, such production-induced 

cost benefits would not be seen until the next quarter.  

 

Our take on this issue is that there is no doubt the company had an inventory problem 

which was discussed prominently on multiple conference calls. However, there has yet to 

be a write-off and inventories have actually declined YOY in each of the last two quarters. 

This makes the proposition that there was a 15-day increase in inventories driven by 

warehouses full of scrap flooring seem a little stretched. Still, if even part of the story is 

true, it could result in a negative outcome in the lawsuit.  
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Allegations of Generating Fictitious Sales 

 

The most damning accusation involves the company’s alleged scheme to generate fictitious 

sales. The complaint contains accounts from multiple ex-employees involved in areas such 

as distribution and IT who tell of the company’s so-called “Saturday Scheme” to report 

growing sales despite waning demand for its products.  

 

• Executives allegedly directed distribution employees to load trucks with product on 

the last Saturday of the quarter and attempt delivery even though they knew it was 

unlikely anyone would be there to accept. 

 

• These products were allegedly counted as sales at the time they were checked out 

for delivery even though the company’s accounting policy indicates it recognizes 

revenue upon delivery. The complaint alleges that ex-employees said the scheme 

involved “several million pounds of product” across almost all product lines, not just 

LVT. 

 

• Amounts that came back undelivered were supposedly accounted for as returns for 

the next quarter. Over time, some warehouse workers allegedly stopped even 

attempting delivery and simply marked the items as sold without even loading the 

truck. 

 

• Several ex-employees were quoted in the complaint as being aware of the “Saturday 

Scheme” and indicated that it was well-known by many at the company. One 

employee claimed the scheme was already in place when he joined the company in 

February of 2017.  

 

The allegations paint a picture of channel stuffing taken to the extreme, but is there 

evidence of it in the numbers? If the company was indeed booking undelivered items as 

revenue on the last day of the quarter, we should see a steady rise in accounts receivable 

as that is the only place the revenue could be booked. The following table shows accounts 

receivable DSOs for the last four years by quarter. Note we are using “customer trade 

receivables” and excluding tax receivables and other receivables. Details of the composition 

of other receivables is not available but they have remained very flat on a days of sales 
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basis over the period in question implying they were not part of any channel stuffing 

scheme.  

 

  3/28/2020 12/31/2019 9/28/2019 6/29/2019 

Sales $2,286 $2,425 $2,519 $2,584 

Trade Receivables $1,612 $1,492 $1,763 $1,794 

Trade Receivables Days of Sales 62.0 57.8 63.7 63.2 

      

  3/30/2019 12/31/2018 9/29/2018 6/30/2018 

Sales $2,442 $2,449 $2,546 $2,577 

Trade Receivables $1,717 $1,562 $1,727 $1,717 

Trade Receivables Days of Sales 62.6 59.3 61.7 60.6 
     

  3/31/2018 12/31/2017 9/30/2017 7/01/2017 

Sales $2,412 $2,369 $2,449 $2,453 

Trade Receivables $1,675 $1,538 $1,661 $1,652 

Trade Receivables Days of Sales 62.5 59.7 61.7 61.3 
     

 4/01/2017 12/31/2016 10/01/2016 7/02/2016 

Sales $2,221 $2,183 $2,294 $2,310 

Trade Receivables $1,509 $1,386 $1,524 $1,466 

Trade Receivables Days of Sales 61.8 57.8 60.4 57.7 

 

The complaint also alleges that the company took a break from the Saturday Scheme in 

the 6/18 and 9/18 quarters as it was already going to miss revenue targets so badly that 

management didn’t even try to boost the numbers. The following table compares the 

receivables increases to sales and earnings beats to see if there is a correlation between the 

size of the beat or miss and the movement in receivables: 

 

 

  3/28/2020 12/31/2019 9/28/2019 6/29/2019 

Revenue Beat (millions) $0.230 $0.250 $12.940 -$64.540 

EPS Beat -$0.01 $0.05 $0.11 $0.02 

DSO Change -0.5 -1.5 2.0 2.5 
     

  3/30/2019 12/31/2018 9/29/2018 6/30/2018 

Revenue Beat (millions) -$56.960 $14.290 -$58.270 -$8.020 

EPS Beat $0.07 $0.04 -$0.29 -$0.39 

DSO Change 0.1 -0.4 0.0 -0.7 
     

  3/31/2018 12/31/2017 9/30/2017 7/01/2017 

Revenue Beat (millions) $10.930 $4.700 -$7.230 $3.780 

EPS Beat $0.01 $0.10 $0.02 $0.13 

DSO Change 0.6 1.9 1.3 3.5 
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We do see suspicious 2-3-day jumps in DSOs in the 7/17-12/17 quarters. However, following 

that time, DSOs were quite flat, and even posted two YOY declines during the period in 

question. Also, we can see that there were substantial earnings misses in the 6/18 and 9/18 

quarters during which time DSOs were flat to down which does match the claims in the 

complaint. However, during our coverage of the company since the 6/18 quarter, we only 

called the company out for rising receivables in the 6/19 and 9/19 quarters. Note that by 

the 9/19 quarter, the scheme had supposedly already ended.  

 

In our experience, channel stuffing is a scheme that typically snowballs over time. Once a 

company has pulled sales into a particular quarter, it is already behind on the next and 

must either grow sales organically or become more aggressive at stuffing the channel at 

the end of the next quarter to keep showing growth. The complaint seems to paint the 

picture of a scam that grew over time to the point that the majority of the company knew 

about it and the company would have posted anemic or negative growth without it. For 

that to be the case, we would have expected to see receivables DSOs jump from 60 to 80, 

not 60 to 63. The 3.5-day jump in DSOs in the 7/17 quarter does look suspicious and we 

would not argue with the conclusion that the channel was stuffed then, but that was 

followed by small YOY jumps in the next two quarters followed by negligible jumps and 

declines. Our take on this claim is that the Saturday Scheme may not have been as long-

lived or widespread as the complaint indicates. Still, the number of ex-employees testifying 

to the scheme and the DSO jumps in 2017 could indicate there is enough for a negative 

outcome for the company in the lawsuit.  
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Explanation of EQ Rating Scale 
 

6- "Exceptionally Strong" 

Indicates uncommonly conservative accounting policies to the point that revenue 

and earnings are essentially understated relative to the company's peers. 

Higher possibility of reporting positive earnings surprises 

5- "Strong" 

Indicates the company has no areas of concern with its reported results and we 

see very little risk of the company disappointing due to recent results being 

overstated from aggressive reporting in recent periods. 

4- "Acceptable" 

Indicates the company may have exhibited a minor “red flag”, but the severity of 

the issue is not yet a concern. Minimal risk of an earnings disappointment 

resulting from previous earnings or cash flow overstatement 

3- "Minor Concern" 

Indicates the company has exhibited either a larger number of or more serious 

warning signs than companies receiving a 4. The likelihood of an immediate 

earnings or cash flow disappointment is not considered to be high, but the signs 

mentioned deserve a higher degree of attention in the future. 

2- "Weak" 

Indicates the company’s recently reported results have benefitted materially 

from aggressive accounting. Follow up work should be performed to determine 

the nature and extent of the problem.  There is a possibility that upcoming 

results could disappoint as the impact of unsustainable benefits disappears. 

1- "Strong Concerns" 

Indicates that the company’s recent results are significantly overstated and that 

we view a disappointment in upcoming quarters is highly likely.  

 

 
In addition to the numerical rating, the EQ Review Rating may also include either a minus or plus sign. A minus 

sign indicates that our analysis shows the overall earnings quality of the company has worsened since the last 

review and there is a possibility the numerical rating will fall should the problem continue into the next quarter. 

Likewise, a positive sign indicates that the overall earnings quality is improving, and the company may see an 

upgrade in its numerical rating should the trend continue.  

 
Key Points to Understand About the EQ Score 

 

The EQ Review Rating is much more than a blind, quantitative scoring method. While we utilize proprietary 

adjustments, ratios, and methods developed over decades of earnings quality analysis, the foundation of all of 

our analysis is reading recent SEC filings, press releases, conference call transcripts and in some cases, 

conversations with managements.  

 

The EQ Review Rating is not comparable to a traditional buy/sell rating. The Rating is intended to specifically 

convey the extent to which reported earnings may be over/understated. Fundamental factors such as forecasts 

for future growth, increasing competition, and valuation are not reflected in the rating. Therefore, a high score 

does not in itself indicate a company is a buy but rather indicates that recent results are a good indication of the 

underlying earnings and cash generation capacity of the company. A low score (1-2) will likely result in us 

performing a more thorough review of fundamental factors to determine if the company warrants a full-blown 

sell recommendation. 
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Disclosure 

 
Behind the Numbers, LLC is an independent research firm structured to provide analytical research to the 

financial community. Behind the Numbers, LLC is not rendering investment advice based on investment 

portfolios and is not registered as an investment adviser in any jurisdiction.  All research is based on fundamental 

analysis using publicly available information including SEC filed documents, company presentations, annual 

reports, earnings call transcripts, as well as those of competitors, customers, and suppliers. Other information 

sources include mass market and industry news resources. These sources are believed to be reliable, but no 

representation is made that they are accurate or complete, or that errors, if discovered, will be corrected. Behind 

the Numbers, LLC does not use company sources beyond what they have publicly written or discussed in 

presentations or media interviews.  Behind the Numbers does not use or subscribe to expert networks.  All 

employees are aware of this policy and adhere to it. 

 

The authors of this report have not audited the financial statements of the companies discussed and do not 

represent that they are serving as independent public accountants with respect to them. They have not audited 

the statements and therefore do not express an opinion on them. Other CPAs, unaffiliated with Mr. Middleswart, 

may or may not have audited the financial statements. The authors also have not conducted a thorough "review" 

of the financial statements as defined by standards established by the AICPA. 

 

This report is not intended, and shall not constitute, and nothing contained herein shall be construed as, an offer 

to sell or a solicitation of an offer to buy any securities referred to in this report, or a "BUY" or "SELL" 

recommendation. Rather, this research is intended to identify issues that investors should be aware of for them 

to assess their own opinion of positive or negative potential. 

 

Behind the Numbers, LLC, its employees, its affiliated entities, and the accounts managed by them may have a 

position in, and from time-to-time purchase or sell any of the securities mentioned in this report. Initial positions 

will not be taken by any of the aforementioned parties until after the report is distributed to clients, unless 

otherwise disclosed. It is possible that a position could be held by Behind the Numbers, LLC, its employees, its 

affiliated entities, and the accounts managed by them for stocks that are mentioned in an update, or a BTN 

Thursday Thoughts. 

 

 
 



 

 

 

 

 


