
Contingent Margins from Product Warranties and Credit Analysis  
(Extract from “Stories in Credit Analysis”)

Product warranties are no big deal if a company has a product that has been in the market for a few 

years (at least longer than a full life cycle of a warranty).  An analyst can then evaluate if the reserves 

created for product warranties are adequate vis‐à‐vis actual payouts for rectifying defects.  For 

instance, for the three financial years 2006, 2007 and 2008, for technology company Hewlett Packard, 

the annual provisions for warranties was 3.3% of annual net product revenue, while the actual costs 

for warranties was 3.1%. This provides comfort to the credit analyst as long as new products and 

services do not constitute a high proportion of sales. Only when the warranty costs are fairly certain 

can the full cost of a product be calculated, and the actual profit margins and return on capital 

employed be estimated accurately. Typically, as product improvement takes place, the payouts 

necessary for warranty fulfillment will come down. 

Problems arise from new products where the likely payouts from product warranties are uncertain. For 

such products the cost of sales shown in the income statement is a contingent one and hence the 

operating margin calculated is also a contingent one.  Likewise, for an existing product, if the terms of 

the warranties are changed, such as if the length of the warranty period is extended, the profit margin 

becomes a contingent one. 

This is not a big deal for strong companies such as Cisco Systems, a creature of the internet age, which 

sells the gear required for sustaining the internet. The company offers product warranties ranging from 

90 days to five years, and even limited life time guarantee on certain products. There are several 

sources of comfort for the creditor. Firstly, as a “post defined benefit pension era” company, the 

company has very little unfunded liabilities (the bit it has is from the acquisition of Scientific Atlanta). 

Secondly, the company has a very high quality investment portfolio, which provides a good cushion 

against adverse developments. Finally, and most importantly, the high operating margins of its 



businesses permit room for error, should the demands from warranties exceed what has been 

projected. The record from the past years provides comfort to the creditor because the payouts are 

broadly in line with what has been provisioned for. 

Correct Pricing of Extended Warranty Contracts is crucial for Dell’s Credit Quality 

Computer maker Dell offers extended warranty and services to customers that extend the tenure of 

the technical support and labor coverage offered as a part of the base warranty included with the 

product. Since this warranty is an optional extra, it requires extra payment by the customer. How 

correct this charge is for covering the expected losses that accrue from providing the extra warranty 

will determine if the company has to book a loss on such services. Obviously, the cost of servicing the 

extended warranty contract would be higher than the cost of servicing the equipment during the base 

warranty period for the same duration (say one year), because the product would have gotten older 

and hence more likely to fail. 

Extended warranty is recorded as deferred service revenue in the balance sheet. If the extended 

warranty is for two years, the revenue and the costs are booked over the two years. The revenue 

needs to be actuarially split between the first and second year depending on the likelihood and 

severity of losses over the two years. Since the probability of the extended warranty being exercised 

over the second year is higher than the first year as the equipment would be more worn out, a higher 

proportion of the revenue should be booked in the second year to better match the revenue with the 

expected losses.  If the extended warranties are not correctly valued, there could be losses that need 

to be booked by the company. 

For Dell, the warranty liabilities from the extended service contracts far outstrip the basic warranty. 

For the fiscal year ended January 30, 2009, Dell reported deferred service revenue of $5.6 billion. The 

base warranty liability was less than a fifth of that at $1.04 billion. Between fiscal years 2006 and 2009, 



Dell’s sales increased, somewhat tepidly, from $55.8 billion to $ 61.1 billion. The operating income 

actually came down during this period.  However, deferred service revenue outstanding climbed from 

$3.7 billion to $5.6 billion (a jump of more than 41%). Was this jump due to expected inflation of 

servicing the warranty contracts? Was it due to offering to cover more risks than what was covered by 

the extended service contracts of earlier periods? If the jump was due to expected inflation, and if 

instead a deflationary environment prevails, when the time for servicing the contract comes, Dell 

would book higher revenue than expected from the service contracts. Likewise, if inflation turns out 

higher than priced in, losses might have to be booked.  Because the reserves for basic warranty 

climbed very moderately from $951 million in 2006 to $1.03 billion in 2009, one is inclined to believe 

that the jump in extended warranty was not due to expectation of inflation but due to offering more 

services/increasing the coverage. Whether these future liabilities have been correctly valued will have 

a profound impact on the profitability of the company in the future. 

In fact, in 2007, there were allegations that the company was using its warranty reserves for managing 

earnings. The effect was not much but it highlighted the fact that credit analysts should be aware of 

this very important head.  As companies move more and more towards treating initial sales as merely a 

point of establishing contact with the customer, with a chunk of the revenue coming later from 

providing services (“the integrated goods and services model”), warranty reserves will become more 

significant.  Even equity analysts would do well to focus on this long term driver or destroyer of value 

instead of fretting if a company’s quarterly earnings beat expectations (or worse, “the whisper 

number” by a penny. 

Contingent Liabilities would be unfamiliar Territory for China’s Lenovo 

Hong Kong listed computer manufacturer Lenovo celebrated 25 years of existence recently. For most 

of its existence, the company did not have much debt on its balance sheet and relied on the Greater 



China market for its sustenance. The most interesting event in the company’s life was its acquisition of 

the PC business of IBM. At the time of the acquisition, IBM’s PC business had negative shareholders’ 

equity. Clearly the hope was that by shifting its manufacturing base to China, it could succeed where 

IBM failed. Post paying cash for a company with negative equity, the company’s goodwill on its balance 

sheet stood at $ 1.85 billion. The original promoter of the company, Legend Holdings, held about 45% 

of the shares of the company post the IBM acquisition. 

China’s rating agency Xinhua Far East China Ratings expressed deep concern over the takeover, 

particularly since it loaded debt onto Lenovo’s previously ungeared balance sheet. The agency 

considered it a poor gambit because of the very poor operating margins of IBM’s PC business. The IBM 

business introduced two contingent liabilities into the Lenovo story‐ one on its capital structure and 

the other on its operations. To finance its acquisition, Lenovo issued convertible preference shares, $ 

227 million of which was outstanding as on 31st March 2009. It is more and more likely that these 

preference shares will settle as debt instruments. 

Secondly, liabilities from warranty provisions might be more serious in other countries than in the 

Chinese market where Lenovo traditionally operated.  Warranty periods range from one to three years 

depending on country. The company makes a provision for basic limited warranties the moment a sale 

is made as well as for extended warranties for which a customer pays extra. The company also makes a 

provision for sales return, which at the end of March 31st 2009 stood at $ 112 million lower than the 

$160 million at the end of the previous year. The fall is higher than the almost 9% fall in sales‐ in fact 

one might encounter a higher proportion of product returns during tough times. Warranty provision 

fell from $209 million to $ 170 million. It is possible the company’s American and European operations, 

unable to deliver on the earnings front were resorting to aggressive estimates of warranty costs‐ if so it 

will be clear in a year or two. Warranty cultures are different in different countries‐ one wonders if 

Lenovo has adequately appreciated that. Else it is in for unpleasant surprises in the near future. 



For the financial year ending 31st March 2009, the company had a net loss of $ 226 million, as opposed 

to a profit of $484 million in the previous year. A positive feature of the company’s operations is its 

negative cash conversion cycle of 23 days. 

Rolls Royce’s Manufacturing & Services Model‐ exciting Business but opaque Margins 

As an aerospace engineer by training, this author is fascinated is no small measure by the amazing aero 

engines developed by Rolls Royce plc of the UK. As a credit analyst one worries that it is not possible to 

have a clear picture of the company’s operating margins. 

Rolls Royce, the global leader in the manufacture of engines for power generation and aerospace and 

marine propulsion, was founded in 1884. In 1904, the company started making the famed Rolls Royce 

cars. The car business was beefed up with the acquisition of Bentley Motors in 1931. The company 

faced an acute financial crisis in 1971 and had to be nationalized by the UK government. The 

automotive division was spun off and sold to Vickers plc. The fabled cars finally found a resting place in 

the balance sheet of German automaker BMW. In 1987, Rolls Royce was privatized again. 

The fascinating aspect of Rolls Royce’s business model is that services contributed an ever increasing 

proportion of revenues. By 2008, services contributed more than 50% of the total revenues. By the end 

of 2008, the company’s installed base of over 54,000 engines provided a solid foundation for the 

services business. The services business involves providing operating and maintenance services to its 

customers and could involve supplying spare parts such as turbine blades of gas turbine engines. So, 

when the company sells a gas turbine engine, either for aerospace, marine or power generation 

application, the company does not have a separate sales contract for the engine and a service contract 

for maintenance of the engine, but an integrated goods and services contract. Hence no one, including 

the customer, has any idea what Rolls Royce is charging for the engine and what it is charging for the 

services contract. To generate recurring revenue from rendering services, the company sometimes 



sells engines below cost and recovers the loss from the services contract. The company acknowledged 

this in an annual report and stated that Rolls Royce may sell original equipment to customers at a price 

below cost on the basis that this deficit will be recovered from future after sale services. This deficit is 

recognized by the company as an intangible asset and it is amortized on a straight line basis over the 

expected period of engine utilization by the customer. The recoverable engine costs shown as a part of 

intangible assets amounted to £ 213 million at the end of 2008. 

The amount of money to be recovered from the customers for services based on contractual terms is 

shown as receivables. The length of these service agreements can be gauged from the fact that of the 

£1.45 billion of amounts recoverable shown in the balance sheet at the end of 2008, £1.22 billion 

would be expected to be recovered in more than 1 year. The customer advances for the integrated 

equipment and services contracts amounted to more than £ 2 billion. 

Because the services business has been growing at a rapid clip and has not reached a steady state in 

terms of revenue contribution as a percent of total revenues, it is difficult to tell whether the pricing of 

the services will ultimately turn out correct and what the ultimate margin from a sale is going to be. In 

this business model, it is vital that the company disclose service expenses from sales for each sale year. 

For example, from the total engine sales made in the year 2000, the analyst would like to know how 

much was spent in 2001, 2002 and all subsequent years to date on the service contracts. Likewise, one 

needs to know the amount spent on sales consummated in 2001 during the subsequent years. This 

helps the analyst to assess how much costs will be incurred on service contracts for the recent sale 

years, where the service costs have not yet been fully accumulated. Of course, each sale year must be 

normalized by the sales made during that year. Once the analyst estimates how much expenses will be 

incurred and over what period, he can calculate the present value of those expected expenditures. This 

amount has to be compared with the receivables from the service contracts as shown in the annual 



report. If the receivables are higher than the present value of service expenses to be incurred, the 

analyst can rest easy and can have a good idea of the business margin. 

Another reason why the operating margins cannot be exactly calculated is because the company 

provides financing support in the form of guarantees. The guarantees could be asset value guarantees 

(guaranteeing the residual value of the engine after a certain number of years) and credit guarantees. 

The former constitutes 55% of the total guarantees while the latter contributes 45%. The company 

disclosed gross contingent liabilities on account of such financing support to the tune of £755 million at 

the end of financial year 2009.  For this, the company had created a provision of only £73 million. That 

makes it even more difficult to estimate what the ultimate margin from the business would be based 

on disclosed data. 

Rolls Royce is a fascinating company, employing eminently competent engineers. On account of its 

technological superiority, it is very difficult for a competitor to break in. However, one wishes the 

company had a higher level of disclosure to enable a financial analyst to estimate the correct operating 

margins. The margin revealed in the income statement is contingent on too many factors‐ better 

disclosure would enable a better estimation of the operating margins and hence the return on capital 

employed.  
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