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INTRODUCTION

The purpose of this report is 1o assess the desirability of investing in Cremona and
to arrive at some idea of a valuation of the company for investment purposes.

To make this assessment, we formed a team to bring together different experts for
the project. First, DRT Czechoslovakia conducted a thorough review of Cremona’s books
and accounts. A teamn of accountan.. spent several days at Cremona’s plant with the
company’s accounting and operations people. This enabled DRT to do three things. First,
DRT has restated Cremona’s accounts according to intzrnational accounting standards
(Section 8). Second, DRT reviewed Cremona's sales and profit projections and made cash
flow projections from them, from which a valuation could be derived (Section 8). Finally,
DRT was able to form some judgments about the quality of Cremona’s management,
internal accounting and controls systems (Sections 3 and 4).

Second, Braxton Associates, a leading marketing consulting firm, undertook a
marketing survey of the U.S., the U.K. and Germany. The U.K. and Germany were
selected for examination because we understand that they are Cremona’s two largest
export markets ai present. The U.S. was selected because it represents the largest
potential market, and the one for which Cremorna has the highest hopes. Their report
does not constitute a marketing plan for Cremona, but it does provide a foundation on
which a marketing plan could be constructed. Their conclusions are presented in Section 6
of this report. (The appendices include supplementary information about the U.S. and
U.K. markets, including statistical summaries and recent articles from trade publications.)

Finally, Mr. Bruce Ross made an evaluation of Cremona’s production capabilities.
He has two decades of experience it: guitar manufacturing, and spent nearly a week
visiting Cremona’s plant and reviewing its production facilities in detail. His conclusions
are presented in Section 5 of this zeport.

Section 1 of the report is a brief overview of Cremona, highlighting what we
believe are the key factors that an investor must weigh in considering an investment. We
understand that the CSAEF nas itself had extensive contact with Cremona, has visited the
plant, and has talked with Cremona’s management and other knowledgeable sources. For
that reason, our overview of the company (Section 2) is brief.



1. SUMMARY AND CONCLUSIONS

. Cremona has several attractions as an investment:

4 It has relatively sophisticated plant and equipment with capable
management in place.

v It makes a pood product at 1 competitive price, one that has been
successful in Western markets and offers the potential for expanded export
sales.

v No major new capital expenditures are required beyond what those already

planned, though some supplementary investment will be needed to help
upgrade capabilities suchk ac packaging.

. Cremona’s weak point is clearly merketing. A detailed marketing study wvsas cutside
the scope of this report, but this is clearly needed for the U.3. market. Creating a
greatly strengthened marketing effort is probably outside the capability of
Cremona’s current management team and structure. Cremona will therefore need
to add some internal marketing capability, and probably to build a new set of
rclationships in the U.S. An invastor should anticipate the need for significant
time, effort and expense to upgrade marketing capabilities. Moreover, it may be
necessary to modify the product mix, which could require additional time and
expense. We cannot estimate the exact time or expense required, hut we note that
the cash flow projections do not seem to anticipate adequately these costs.

. One implication of this analysis is that a passive investment is not likely to be
successful unless accompanied by some additional marketing resources. An investor
should be prepared to play an active role in stimulating and aiding the marketing
effort either directly or through introductions and other associations. One ideal
partnership, for instance, would be for an investor to enter in a relationship with a
large distributor. The main point is that no investment in Cremona can be passive.
Active involvement and kelp will be needed to make the investment a success.

. It was not possible to obtain from the company sufficient financial information to
prepare cash flow projections with any degree of confidence. Several important
considerations do not appear in the company’s projeciions. For example, the
company’s projections did not anticipate the increased marketing expenses that we
believe will be necessary to penetrate the U.S. market. Moreover, the increased
production shown in the projections did not seem to be accompanied by
corresponding increased costs of production. Perhaps anticipated cost-saving
explains this, but we fee! this needs more probing. Also, the company only
presented us with two years of sales p-ojections, whereas a minimum of five years
is needed to produce a ciscounted cash flow calculatizn.

. Nevertheless, if one accepted the company’s projections for the next two years and
extended those for an additional three years, the discounted cash flow value would
range from $3.763 million (at 18 percent) to $3.124 (at 25 percent). (These



valuations compare with a restated book valie according to international
accounting standards of $4.130 million.) While the projections probably over-
estimate profits in the early years because they ignore marketing costs, they do not
anticipate any increased profitability as a result of successful penetration of the
U.S. market. Hence, based on the view that Cremona could--with cffort--break
into the U.S. market, a valuation of the company in the area of $3 million is not
unreasonable.

Cremona management would aot give the team access to their proposed
privatization plan. It was therefore not possible for us to offer comments and
recommendations on the proposed privatization plan and investment structure.



2. DESCRIPTION OF THE COMPANY

Cremona is the largest manufacturer of stringed instruments in Europe. It is
located in Luby u Chebu (formerly Schonbach) in western Bohemia, close to the German
border. It manufactures a range of bowed instruments and guitars. Its main production is
dedicated to nylon-stringed classical guitars, of which it currently manufacturers five
different sizes. Among bowed instruments (or viol instruments), its produces mainly
violins. but it also makes violas, cellos and string basses.

Stringed instruments have been made at Luby u Chebu for centuries (Elias Placht,
a master violin-maker, is documented as working in Luby u Chebu as long ago as 1690). In
1873 a school for violin-makers was established, and by World War II there were 260
small enterprises engaged in violin-making in the area. This cottage industry was
amalgamated into a series of cooperatives after the war and then finally in 1950 into a
state enterprise named Cremona (after the town in Italy where Stradivarius made his
instruments). The subsequent forty years saw the building of modern production facilities,
with the present new factory completed in 1968. Cremona has come to dominate Luby u
Chebu, employing a quarter of the town's population.

Following the "velvet revolution" in November 1989 the government decided to
privatize Cremona as a separate entity (it had previously been part of the state musical
enterprise). Cremona’s management have prepared their own privatization project for the
newly-established company.

In recent years, Cremona has placed greatest emphasis on improving and
expanding its guitar production, for two prircipal reasons. First, the worldwide market for
guitars is much larger than for bowed instruments. Second, bowed instrument
manufacturing requires a higher degree of skilled labor than guitars, and Cremona was
experiencing difficulty in attracting and retaining the skilled artisans needed to expand
bowed instrument production. Consequently, Cremona has invested heavily in equipment
and training to expand and improve its production of guitars.

Cremona has beeii successful in these efforts. Its products are generally well
regarded, and the company has successfully penetrated Western markets, particularly in
Europe. Until recently, high duties in the U.S. have prevented Cremona from entering the
American market, but the extension of MFN and GSP treatment to Czech products
earlier in 1991 has removed all duties, and Cremona has ambitions to expand dramatically
its market share in the U.S,



3. EVALUATION OF MANAGEMENT

We regard management as generally capable and dedicated. The top managers,
Messrs. Jirasek, Luke$ and Gross, have worked at Cremona for many years and have
broad experience in the business.

- Jirdsek - Chief Executive Officer

Vlastmil Jirdsek has been CEO of Cremona since 1968. Having served as CEO
for 23 years, he knows the business extremely well and is very familiar with Luby u
Chebu and its workforce. He appears to be a very capable, if somewhat defensive
and idiosyncratic, individual who manages his business in a relatively expert
fashion. He gives the impression of being a shrewd and clever businessman who js
committed to his company's effort to move effectively into the Western musical
market, particularly the U.S. market.

» Lukes$ - Chief Financial Officer

Karel Lukes has a long association with the company, having started as an
apprentice in the violin-making school. He obtained his business qualifications at
the Prague School of Economics. From discussions held with him and from
reviewing the internal controls and accounting procedures, he appears to be a
capable manager who is supported by knowledgeable and diligent accounting staff.
In collaboration with Jirasek, Lukes is responsible for the preparation of the
economic components of the privatization project.

» Gross - Chief Operating Officer

Jan Gross began his career in much the same way as Lukes, by attending the
violin-making school in Luby u Chebu. His technical skill and competence appear
to be excellent and are matched by his hard work, drive and enthusiasm. He is also
responsible for technical achievements such as the design of some of the high-
technology machines now in use. While his technical skill and competence are
clearly gocd, as a manager he can best be described as a follower rather than a
leader and is quiie reliant on Jir4sek's leadership. Gross pays careful attention to
the latest technological developments in his industry and monitors his competitors
closely. He spent two years in U.S., where he provided re-tunir.g services and
product repairs. Gross should be considered one of the driving forces and talents
that seeks to keep Cremona current in technology and product design.

We note that some question has been rajsed about whether the managers’ past
communist activities would create problems for them under the recent Czech law barring
people with certain communist-related activitjes from management positions in state firms
(if any of them were so tarnished, they would have to leave their management positions).
We were not able to verify independently that such problems would arise. However, once
privatized, Cremona could hire them back if jt wished.



4. EVALUATION OF INTERNAL CONTROLS AND
ACCOUNTING PROCEDURES

CONTROL CONSCIOUSNESS AND ACCOUNTING PROCEDURES

Controls at the senior management level involve the delegation of responsibilities
and monitoring activities using both financial and non-financial data. A review of the
control environment reveals good control consciousness at both the management and staff
levels. Job descriptions and duties appear to be understood well, although they are not
documented in writing,

There are no accounting manuals or written instructions for the accounting system,
but all accounting procedures are standardized in accordance with government regulations.
These procedures are known and adhered to by the accounting staff. In addition, the size
of the accounting staff is small, which facilitates better understanding and communication.
(Also, in this type of manufacturing environment, accounting issues tend to be less

complex.)

Financial reports are prepared everv month from accounting information.
Budgeting is used widely and actuals are compared to budgets every month. Variances are
followed up to establish their cause and to enable better planning in the future. Financial
data is compared to non-financial data to ensure consistency and enhance understanding.

Controls exist at the lower level to ensure proper processing of transactions and
safeguarding of assets. Goods inwards dockets are prenumbered and matched with invoices
on a daily basis. The new computer system, purchased at the beginning of 1991, is used to
assist in this task. Some of the work appears to be duplicated, however, due to a lack of
experience by staff in manipulating the system to meet requirements or due to
inappropriate software.

Incoming invoices are assigned a number and then recorded on a summary. This
summary is then sent to the Head of Finance to organize for payment according to due
date. The legal period for payment is 14 days from receipt of invoice. The payment is
authorized by two signatories. An authority is then sent to the bank directing it to pay
amounts to the appropriate accounts.

One weakness in this system is that, because of the short time for payment, the
authority for payment is approved prior to the invoices being reviewed for validity and
accuracy. However, we were assured that unusually large invoices are reviewed as
received.

Sales invoices are prepared by the sales department and assigned an invoice
number. Invoices are checked for accuracy and processed by the accounting department.

Payments from debtors are received through the banking system. No cash or
cheques are received directly. An advice is received from the bank showing which invoices
have been paid.



SEGREGATION OF DUTIES AND COMPETENCE OF PERSONNEL

Segregation of duties appears adequate and is maintained during staff absence
through holiday, iliness or vacancies. Efforts are being made to cross-train employces at
the lower level to cover periods of illness or vacancies. From information encountered in
our review it appears that there is a Jow frequency of internal adjustments, which suggests
good competence of personnel.

All staff are required to take an annual holiday in accordance with government
regulations, and this is observed.

The appointment of staff is performed by the Personnel Officer and approved by
the Chief Financial Officer. Staff are selected in accordance with experience and legal
requirements. References are sought for new employees.

The current employment policy is to allow some attrition through retirement or
resignation as a cost-cutting measure.

PROTECTION OF ASSETS AND RECORDS

Protection of assets and records occurs at different levels in the organization. At
the overall level there is a security guard to prevent unauthorized access, loss and damage.
A locked safe is used to store cash and other valuable documents. The company has a
policy of not holding cash amounts over 10,000 Kcs; excess receipts over this amount are
banked daily. Accounting records are locked in cupboards at the end of each working day.
Key accounting data and sensitive sales information are kept by the Chief Financial
Officer and locked away. The company maintains insurance to cover against loss, theft, fire
and natural disasters; it does not cover loss of income.

The computer system is in a locked room, with log-on access restricted by
password control. Only relevant staff are given access to the system. Backup data is stored
in a locked safe in the same room as the computer terminal. (We have suggested that
backup data should also be stored off-site in case of fire or other damage. No steps
regarding disaster recovery planning have been taken. While this is not a major problem at
the moment because the compary is not yet computer-reliant, this need will become more
pressing as the computer is used for more tasks.)

Cremona has had some problems with thefts of small pieces of wood and small
tools from the plant. We were told that this was not a major problem but have suggested
that the security guard could check employees’ bags on departure from the premises.



5. EVALUATION OF PRODUCTION CAPABILITIES

The overall expertise and quality of product at Cremona is impressive. The
company is fairly sophisticated in its approach to the manufacture of its musical instrument
products--its level of technical expertise, for cxample, surpasses that of most domestic U.S.
manufacturers. The quality of production management Is also generally high. In particular,
Jan Gross is talented and up to date in product design. Though we have concerns, on
balance we believe that their production capabilities are flexible and competitive enough
to survive privatization and incrcased competition.

PRODUCTION FACILITIES AND PROCESSES
Physical Site

Cremona is in the process of upgrading its production facilities for both acoustic
guitar and viol family instrument production. It has a rather large facility (the largest in
Europe) and significant production totals (90,000 guitars and 20.000 viol family
instruments annually). Although the buildings are not new or particularly modern in
design, they are fairly standard for the acoustic guitar manufacturing industry. Cremona
has plans to combine some of their buildings to help achieve a better product fiow, though
dispersed facilities do not pose any significant problems.

Health and Safety

Cremona needs to improve its health and safety standards and has begun to take
steps in this direction. These improvements include (1) completion of a fully automated
finishing line for instruments; (2) automated sanding machines for both wood and finish
sanding; (3) masks that draw outside air for workers that have to do hand sanding. Of
special importance is the new finishing line that will finish all of the instruments as
Cremona switches from polyurethane finish to a polyester resin finish. Our understanding
is that the polyester finish is more dangerous than other tvpes of finishes, so the
automated finishing line should improve safety as well as quality.

Guitar Production

Cremona currently produces approximately 360 inexpensive guitars per day.
Production techniques and materials are consistent with other prominent international
manufacturers of guitars. Qverall attention to desiga and detail are also consistent with
other manufacturers’ standards.

Cremona is planning to spend between 37 mili;en and 40 million Kcs from 1990
through 1993 to renovate its guitar production line. Management believes that profits from
its increased and efficient viol family production can be used to pay for the guitar efforts.
They expect to complete this renovation some time in 1994,

All of Cremona’s guitars are now made of laminated wood of a type that is used
around the world for the production of inexpensive musical instruments, Cremona has
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made the wise decision to use higher quality woods (mostly mahogany and spruce) for
these guitars as well as a better-looking colored finish. (Cremona previously made guitars
that were less appealing both in terms of aesthetics and design.) Our opinion is that
Cremona’s current "look” is appealing and acceptable throughout the world for guitars in

Cremona’s price range.

The company is also in the process of creating a new line of student classical
guitars that are superior in design to their old product. These will range from 1/8 to full
size and are designed to capture all phases of the beginning guitar market, from very
young children to older, less sophisticated adults. The new guitars have a much better look
and feel than the old guitars, and they should compete very effectively in the low-end
market both in Europe and the U.S. Cremona hopes to sell between 10.000 and 15,000
guitars in the U.S. market next year. A fair retail price for a full-size instrument would be
between $125 and $200.

Cremona also supports and markets a small group of master classical makers that
produce a hand{ul of master-grade classical guitars per year.

Viol Family Production

Cremona currently makes between 75 and 85 inexpensive viol family instruments
per day. It also has a group of master craftsmen who make master-level instruments that
are marketed and sold by Cremona.

Cremona expects to spend most of 1992 improving its viol family production. It
plans either to purchase or to produce new tooling that will help make production more
efficient and help increase productivity. It is changing the design of most of the viol family
models to a more traditional shape and will consequently need to make new forms,
purchase new carving machines, and create new fixtures that they expect will make this
aspect of the production more profitable. Overall expenditures for this effort are expected
to be at least 3 million Kcs.

A major problem currently facing Cremona is that it has lost some of its master
craftsmen due to uncompetitive wages. We were told that these craftsmen are leaving for
Germany, where they are "paid more for picking potatoes” than they can make in
Czechoslovakia making instruments. Cremona is hopeful that as the economy in
Czechoslovakia improves, it will be able to offer more competitive wages.

Another problem is the declining availability of good wood, particularly if Cremona
plans to expand production.

Cremona’s Technology

Cremona operates with a fairly sophisticated technology level when compared with
the rest of the world’s production facilitjes. In particular, Cremona has adopted the state-
of-the-art technology represented by the CNC (computer numerically controlled) milling
machines that process all of their instrument necks (both guitar and viol family). The two
CNC milling machines used by Cremona were made by the Zuckerman Corp. of Germany,
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considered by many to be the best and most reliable manufacturer of such machines. We
were impressed by the quality of product that these machines produce.

Mr. Gross has focused particular attention on the Japanese and Korean instrument
producers and has studied their production methods and technology. He has familiarized
himseir with their processes and procedures, and we are confident that he will be able o
maintain and improve Cremona's technological competence. As noted above, he plans to
have significant new technology in place by 1994,

RECOMMENDATIONS

A first concern is that Cremona uses a four-piece top for its guitars insiead of a
more traditional two-piece top. The company chooses to use the four-piece top because it
is marginally cheaper, but our opinion is that it will ultimately have to go to the two-piece
top to r=main competitive.

A second concern is Cremona’s perceived need to generate five different body
sizes to accommodate what they feel will be different age-level needs. Three different
models would more than adequate, and the firm could save a significant amount of money
and time if they reduced the number of sizes produced.

Wages are a third--and important--production concern, Management acknowledge
that they will have to raise wage levels after privatization, but we do not feel comfortable
that they adequately understand the implications or full costs of higher wages; they have
merely stated that they intend to offset this cost by "increased productivity."
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6. EVALUATION OF THE COMPANY’S MARKETING PLANS

Cremona has had little or no market presence in Western markets. Through the
old COMECON system, Cremona was the dominant supplier in the entire East Bloc
region. Since these markets have shrunk or disappeared over the past few years, Cremona
recognizes the need to find and maintain much larger Western markets. But the firm has
little knowledge or understanding of Western markets, and particularly the key U.S.
market.

Traditionally, all of Cremona’s production was marketed by two divisions of the
predecessor "music consortium” enterprise, one arm of which handled export sales and the
other domestic sales. The export sales division has been spun off as a company called
Praha Music, which is in the process of restructuring itself into a firm to be called PM
Music. This means that Cremona has no inarketing experience or capability itsclf.

Praha Music handles cxport sales for all Czech musical instruments, including
pianos and brass instruments as well as Cremona's lines. It also plans to cpen retail shops
in Czechoslovakia, competing with its former sister firm that handles domestic sales. For
export sales, it acts as agent for a threc-percent sales commission. It handles all invoicing
and follows up payments, which are made directly to Cremona’s accounts. Praha Music
seems to be a capably managed firm. But we question whether all of Cremona’s marketing
effort should be left in the hands of an outside firm, especially one that has numerous
other product lines.

There is no doubt that the U.S. offers by far the greatest opportunity for
Cremona’s expansion in Western markets. There is little or no brand loyalty and no
prejudice against Czech products in the U.S., so there are no serious intangible barriers to
Cremona’s entrance into the market. Cremona could try to establish its own name-brand
products, praduce house brands for others, or both. More research s needed to determine
the relative costs and benefits of these alternative approaches.

Cremona is currently planning to sell between 60 percent and 70 percent of its
guitar production into Western markets in the next few years. The overall expansion plan
is based on five steps:

enter with a new product (new guitar)

enter at last year’s price levels (guitars and viol instruments)

gradually improve quality for both types of instruments

raise prices based upon consumer demand and distributor performance
make certain to meet delivery commitments

el

For advertising, Cremona currently splits advertising costs between itself and its
distributors. Cremona produces brochures, calendars and articles and relies on distributors
to do their own advertising for their name-brand products produced by Cremona.
Cremona will subsidize distributor’s advertising efforts by between 2 percent and 3
percent.
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For the U.S. market, Cremcna’s products have traditionally been handled by a
small, Chicago-based firm called Geneva International, though this firm has only handled
viol inscruments to date. Geneva has an exclusive arrangement with Cremona for the U.sS.
market through 1994. Plans beyond 1994 do not include exclusive arrangements; rather,
Cremona hopes to work with several distributors to carry Cremona guitars under its or the
distributors’ trade names.

RECOMMENDATIONS

Our first recommendation is that Cremona should aggressively target the U.S.
market for guitars. The U.S. is the largest and, over the last ten years, fastest growing
market in both volume and value terms for all guitars. Although demand growth is now
decelerating, it will r2main fundamentally the most attractive global inarket for the
foreseeable future. The U.K., on the other hand, is a small market. Also, there has been a
large substitution penetration of clectronic keyboard instruments for guitars in the UK., a
phenomenon not nearly so marked in the U.S. Likewise, the distribution structure in the
U.S. is characterized by large regional and national chains that buy centrally in large
volume and distribute through their own networks, minimizing the need for a physical
distribution network in the U.S. on the part of the importer. Servicing the U.K. market,
on the other hand, requires expensive physical distribution to a highly fragmented and
numerous set of independent wholesalers and retailers, entailing significant cost for low
volumes. Finally, U.S. distributors in interviews were generally much more open to the
concert of Czechoslovakian guitars than were the U.K. distributors. In addition, the U.K.
distributor that dominates the market for nylon-string classical guitars has an exclusive
agreement with a Spanish mapoufacturer. This distributor has shown open hostility to the
idea of a Czech supplier, believing Czech quelity to be inferior.

Cremona should undertake several changes to expand into the U.S. market,
however. Cremona will have to ccmpete in the most competitive and crowded section of
the market, low-end guitars. Moreover, Cremona’s selected product niche of nylon-
stringed classical guitars is the lowest-volume, lowest-growth segment of the guitar market.
And, distributors wish to buy significant vclumes, particularly in the U.S.

Cremona therefore needs to offer both nylen-string "folk” guitars and a steel-
string product. Folk guitars »nd steel-stringed guitars have much larger markets than
classical guitars--a steel-siringed product would double the size of the potential market and
give the company access to the only acoustic guitar segment forecast to grow in all price
categories over the next five years. Cremona currently has no steel-stringed guita, to
supplement its nylon-stringed line. Cremona has the technical capability and equipment to
do this, but it will require effort, time and cxpense to design and set up production.

The low-end guitar market, where Cremona’s products are located, is dominated by
Asian producers who enterzd the market over the 'ast two decades and drove the then-
dominant U.S. producers into liquidation. They produce a good product at a low price
with high reliability. They have also mastered U.S, packaging requirements, including bar
coding, pre-sorted deliveries, and computer links to distributors’ central distribution sites,



14

Second, then, Cremona will have to make some investment to match these
features, without which it may be difficult to attract the large distribution networks that
dominate U.S. wholesaling, Specifically, Cremona will have to offer distributors lower
prices than tke competition.

Third, Cremona should offer the capability to produce "house brands" for the
distributors. "House brands" are a common feature of music retailing and wholesaling and
often offer high profitability to both manufacturer and seller. Establishing Cremona as a
recognized U.S. or U.K. brand in the mind of the ultimate consumer against the
established names ia the market is likely to be completely beyond the financial and
organizational capabilities of the company. The risk/reward trade-off for such an Initiative
is also highly unattractive. Establishing Cremona as a credible manufacturer of quality
guitars through the "house brand” route, however, may provide the company the long-term
opportunity to develop a successful independent brand by negotiating a requirement that
distributors sell Cremona-brand guitars alongside the "house brand" offering.

Fourth, Cremona should improve its distribution capabilities in the U.S, Its
current link with Geneva seems weak. We did not have the opportunity to interview or
visit Geneva's management, and so can offer no opinion of them. However, Geneva is a
small firm, with limited financial resources and virtually no experience in marketing
guitars. Hence, one major question is whether it has the capability to implement
Cremona's ambitions for penetrating the U.S. market. Also, Cremona must be able to
compete on the basis of reliability service as well as price and quality. To do so, it needs
the right distributor partners.

Finally, Cremona should investigate creating color marketing brochures and in
other ways enhance its marketing capabilities. This should be done both internally and in
cooperation with present or future distribution and marketing partners.
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7. RESTATEMENT OF FINANCIAL ACCOUNTS IN
ACCORDANCE WITH INTERNATIONAL
ACCOUNTING STANDARDS

Below we provide a projected profit and loss account and balance sheet for 1991
and 1992, and a projected cash fiow for 1991 and 1992. The projected profit and loss
account was supplied by the client. The projected balance sheet and cash flow were
derived by DRT from historical data as of December 31, 1990, and June 30, (991

(provided in appendix).

We do not consider it appropriate to project the cash flow to 1997 because of the
following limiting factors:

the assumptions used for the projected profit and loss account were not
clearly defined

. overail growth assumptions are unknown

. capital investment requirements are unknow

. working capital requirements are unknown

. anticipated small increases in costs (and sometimes decrcases) do not seem

to correspord to the disproportionally large increases in sales.

Due to these factors, and because DRT was unable to perform an audit on Cremona, it is
difficult for the team to have a strong degree of confiderce in the projections as supplied.
(As mentioned above, all accounting procedures appear to be performed in accordance
with government requirements. We therefore underscore that the inadequacies lie in the
forecasts rather than the historical daia.)
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EXTRAGRDINART [NCONE
NON DEDUCTIBLE EXPENSES
CONTRIBUTION T FUNDS

AETATNED PROFIT (LOSS)

Lo ss

ROTE

i
1

BEEMEMEUIS )

00g's
LLECHOSLOVAY “uduns

FER CLIENT - aD003THENT

LE/ECR)
0,017 I

52,304 {21,315)

a0

) 17,896
¢ {4,311)

a1

2,146 i3
0 (81}

2,821

16,188

5,828 3,328
532
0 0

13,30

AS ADJUSTED

{1,058

4,556

17,896

6|344

33,004

3,184
3l

29,931
16,136
0

632

0

13,13



BALAKCE SHEET

PERIOD 30.6.51 000's
COMPANY NAME CREHONA 5. D. CLECHOSLOVAN CROWhE

NOTE  PER CLIZNT  DJUSTHENT AS  ADJUSTED

s/ (CR)
TANGIBLE ASSETS 1 81,061 L 165 52,224
INVESTHENTS 2 0 9

TOTAL FIXED ASSETS 81,051 52,226
ST0CKS k! 60,322 11,211) 57,051
TRAGE DEBTORS 4 44,407 44,403
OTHER DEBTORS 5 (14,33%) 15,485 1,130
CASH AT EANK AND IN HAND 6 2,943 2,933

TOTAL CURREMT ASSETS 33,303 105,517
BANK LOANS AND OVERDRAFTS 1 28,507 3,857 24,650
TAXES PATABLE 5,215 5,215
TRADE CREDITORS 8 6,141 6,141
OTHER CREDITORS 1,982 {20,532) 22,514
ACCRUALS AND UEFERRED INCOME 459 459

TOTAL CURRENT LIABILITIES 42,304 58,979

(AMOUNTS FALLING DUE WITHIN ONE YEAR)

NET CURRENT ASSETS 50,999 46,538

TOTAL ASSETS LESS CURRENT LIABILITIES 132,060 138,764
BANK LOANS ARD OVERDRAFTS 1 0 (3,857) 3,857
LEASE LIRBILITIES {3,265) 9,265

LONG TERM LIABILITIES 0 13,122

{AMOUNTS FALLING DUE AFTER MORE THAN OHE YEAR)

PROVISION FOR LIABILITIES AND CHARGES 9 95 {1,628) 1,123
CALLED UP SHARE CAPITAL 10 195,564 105,564
RESERVES 11 8,897 (400) 9,297
RETAINED EARNINGS 3,567 1,622 (4,085)
PROFIT &hD LOSS ACCOUNT 13,937 13,113

CAPITAL AND RESERVES 131,965 123,919

CAPITAL, RESERVES AND LONG TERM LIABILITIES 132,060 138,764



..............................................................................................

PERIOD 2 NONTHS T 31. 12, 1350
COMPANY NAME : CREMONA s. p,

ROTE
TURNOVER 12
COST OF SALES 13
GROSS PRCFIT
SELLING, CISTRIGUTICN,
ADMINISTRATION AnD CTHER EXPEHSES 13
OTHER OPERATING INCOME
JPERATING PRIFIT
INTEREST PAYAZLE 14
INTEREST INCoME 14
PROFIT BEFORE Tax
INCOME ThX 15
OTHER TAXES
EXTRAORDINARY INCOME
NON DEDUCTIBLE EXPENSES
CONTRIBUTION 7D FUNDS 11

RETAINED PROFIT {105S)

£00's

CLECHBSLOVAK Crlans

PER CLICHT ADJUSTHENT

3,289 3,289

2,289 {2,889)

BEST AVAILABLE COPY

a3

DJUSTED

2.

33,601

21,161
1,834
5,112
3,710
7,832

366
9

9,475

4,611
7

0
3
0

4,814



SALANCE S41%:°

PERICD : VLT w0's
COMPANY NAME . PERLT: T N CZECHISLOVAK CROWNS

NOTE IR CLIERT ADJUSTMENT AS ADJUSTED

DR/{CR)
TANGIBLE ASSETS l 80,974 12,504 93,498
INVESTMENTS 2 v 9 )

TOTAL FIXED ASSETS 30,994 93,498
STOCKS 3 19,269 (2,724) 16,545
TRADE DEBTORS 4 28,023 28,022
OTHER GEBTORS 5 (9,530) 10,608 1,078
CASH AT 5AKK AND TN HAND 6 11,516 11,516

TOTAL CURRENT ASSETS 19,278 37,162
BANK LOANS AND OVERDRAFTS ! L1713 f 1,173
TAXES PAYASLE 1,283 1,283
TRADE CREDITORS ] 16,1709 16,709
OTHER CREDLTORS 3,108 {16,508) 19,114
ACCRUALS AND DEFERRED INCOME g7 87

TOTAL CURRENT LIABILIVIES 38,358 54,366

(AMOUNTS FALLING DUE WITHIN ONE YEAR)

NET CURRENT ASSETS 40,920 32,796

TOTAL ASSETS LESS CURRENT LIABILITIES 121,914 126,294
BANK LOANS AND CVERDRAFTS 1 0 0 0
LEASE LIABILITIES {12,354) 12,354

LONG TERM LIABILITIES 0 12,354

(AHOUNTS FALLING DUE AFTER MORE THAN ONE YEAR)

PROVISION FOR LIABILITIES AND CHARGES 9 1,334 1,334
CALLED UP SHARE caP]TAl 10 0 0
RESERVES IR 1 120,580 3,020 117,560
RETAINED EARNINGS 0 9,748 (9,768)
PROFIT AND LOSS ACCOUNT 0 4,814

CAPITAL AND RESERVES 120,580 112,606

CAPITAL, RESERVES AMD LONG TERM LIABILITIES 121,914 126,294



Guitar Market in U.S.



The Ever Resilient
Market

The bad news is, after an eight year run-up, it The exact cause of the slight sales decline oy
finally appears as if guitar sales have peaked. The  the past twelve months is difficult to pinpoi
firal data for 1990 has vet to be compiled, how-  While the guitar remains at the forefront
ever. all indications are that sales will be slightly popular music, it appears as if some retaile
off the 1989 peak of 1.380.000 units. The good  trimmed their inventory out of concern for t
news is that even with the slight unit decline,  future direction of the economy. Adding to t
1990 will rank as the second hest guitar sales year  problem. many U.S. guitar distributors we
in the past decade. Furthermore, due to hefty  faced with acute product shortages. Due to
price increases on instruments from Japan and  dramatic increase of guitar sales througho
Korea, the industry’s dollar volume will probab- ~ Asia, the major tactories in Japan and Korea ha-
ly be over last year's dollar volume. been struggling with a large back-order situatio

e
3 —'-53"\!3‘

0 1981 1982 1383 1
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While the industry has pe-
riodically faced shortages
of acoustic guitars, 1990
represented the first time in
memory when the supplies
of low-end electrics from
the Orient were tight.
Despite the sales decline,
dealers continue to rate the
guitar near the top of the hist
in terms of profitability.
(see chart) In a targeted
telephone poll of 100 retailers in both urban an
rural areas, guitars were ranked second only to
rental band instruments in terms of gross margin.
Percussion products, synthesizers, and pianos all
trailfed the guitar. Reasons for the guitar’s
profitability seem to include, a lack of ob-
solesence, limited mail order competition, and
the fact that individual instruments are often

38 Music Trades October 1990

e Gmss Malgm AhalyS|s
- Ayg Retail MatginBmeduct'r ’

unique. As one retailer put
it, "If a customer falls in
love with a guitar that you
have on display, chances
are he won't shop you to
death on it. You can’t say
the same for electronic

products.”
Barring some
catastrophe, the future

prospects for the guitar in-
dustry continue to look
bright. Despite the recent spate of price increases,
the industry’s product value level remains at an
ail-time high. the instrument’s popularity does
not show any signs of waning, and, it would
appear ihat well heeled baby boomars are buying
high-end product in increasing numbers. Adding
to all of the above, retailers continue to make a
good protit on all guitars sold.

ascssssess




GUITAR MARKET REPORT

itars 1991

An Overview Of The Market

tung by the recession. guitar
sales will post their second
consecutive unit decline in
i991. While no one enjoys a down

cear, retailers and nianufacturers can
ake comfort that the 9% decline
vasn't more severe. Consider the
licht of the auto makers (U.S. sales
lown 227%), home appliance manu-
acturers (LS. sales down 19¢7), or
lepartment stores (sales down 17%).
While no manufacturers or retail-
s have escaped the recession
ompletely unscathed. the impact
1as been far from evenly distributed. !
\ challenging environment tends to
«ccelerate market trends, and the

urrent slowdown has been no ex-
eption. Over the past two years, in |
pite of extremely auractive pricing, |
e market has increasingly moved |
way from products with lesser- |
nown orand numes. ’
lereased competition has forced
restigious  manufacturers  like |
ender. Gibson. aud Charvel (to
ame just a few) to market low- |
riced instruments from the Orent.
he presence of these desirable |
rand rames at lower price points ’
as taken its toll on low-end distribu- |
r sales. Rewilers reason, “Why |
uy a Brand X guitar from the local ;
Molesaler when [ can get some- |
ung with a name customers l
..LO:'ﬂiZC for only S$25 more?” ;
The recession has also had little or .

oerfect on the performance of U.S.
1anufacturers, thanks to a burgeon-
12 export market. Rock and roll
:mains a US. creation, and the rest of the world thinks it
unds better with Amercan-made guitars. As a result,
-S instrument production incieased again in 1991.
fronically. the market slow-down has had licile or no ef-
't on the sale of high-end guitars (retailing for over
300). Manufucmrers and retailers almost uniformly re-
art steady sales in this segment of the market.

0 Music Trades October 1991

What is most encouraging, however, is the continued
populanty of the guitar. Pla)mu styles and music tastes are
in a constant state of flux, but the expressive capabilities of
the plucked string seem to have a timeless appeal. Perhaps
guitar pioneer Les Paul summed it up best when he noted,

“Synthesizers and electronics are great, but I'll kiss the
behind of Gene Autry's horse the day anything takes the
place of the guitar.”



|

Who Makes What

You Can't Keep Track Of The Plavers Without A Program

Ever since Japanese manufacturers displaced Harmony
and Kay as the preeminent high volume guitar maker iz the
late sixties. Asia has been home to over 70 of the world's
guitar pioduci.on. Tapanese guitar makers initially entered
the U.S. market offering fabulously low prices. {d.S.
wholesalers paid between $5 and $15 for Japanese acousfic
guitars in 1968.) Tuday however. any retailer or plaver will
attest to the fact that Asian manufacturers offer excellent
quality as well as a good price.

Aside from forcing Harmony and Kay into liquidation by
1975, Oriental manufacturers also dramatically altered the
nature of the guitar business. Between 1940 and 1960, Har-
mony. Kay. and all other U.S. guitar manufacturers
produced and marketed their instuments under a single
brandname. By contrast. most leading Orental manufac-

wrers have operated merely as contract production houses,
leaving product development and the sales and markeung
function to others. Companies like Fujigen Gakki. Teradin
and Saehan are all major guitar producers, yet because they
don't market under products under their own brand names.
they are vinually unknown among US retailers and players.

While retailers or musicians knew with certainty that a
Harmony guitar came from the Harmony plant in Chicago,
there is no such cerainty today. A brand X guitar could
conceivably come from any of 16 major production centers
in Japan, Korea, or Taiwan.

To shed some light on which guitars are made where. the
following chart lists most of the major Oriental guitar
manufacturers, and the brand names that they produce.

!

Atlansia Chu Sin Gakki ESP Fujiger Gakki Headway Kasuga
Atlansia Charvel ESP Casio Riverhead Blade
Focus Fender Tune
Kramer Q@Greco Washburn
Ibanez Yamaha
Heartfield
Squire
Westone
Kawai Morris Shimokura  Terada Takamine Tokai Yamaha
Fernandes Hurricane Boss Axe Aria Takamine Aria Yamaha
Kawai Fender Chandler Epipohone Greco
Fockoon Morris Mosrite Terada Tokai
Bill Lawrence
Aircraft !
Korea  Taiwan
Cort Saehan Samick  Young Chang Yamaha
Cort Applause Aria Fender Yamaha
Hohner B.C. Rich Epiphone  Fenix
Kramer Celebrity Hondo Hurricane
Fernandes Marathon Morris
Ovation Samick Squier
Vester Vantage
Westone Washburn

Music Trades Octoker 1990 5 83
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Overview

CREMONA
¥ jew Feedbact

United States

*  Samick Music Corporation - specialist guitar distributor
*  Guild Guitars - national guitar distributors
*  Guitar Center - national guitar retailer

*  Yamaha Corporation of America

*  Midwest Musical Instuments

* Market Size

Nylon/Classical ~ $2 million flat j

} 600,000 units
Nylon Folk ---
Steel String } 500,000 units

"Nylon 'not reliable’, most people only sell steel string"
"Guitar sales have peaked"

Imports losing out to low-price brandeq gvitars by well-known manufacturers

- i.e. Fender, Gibson , Charvel

"US domestic gearing up for first time since 1960"

* Major Supplizrs

- Taiwan
- Japan

KCREFUS1.DOCA1 91N
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CREMONA

United States
(Cont'd)
I'RICE RANGES - KEY SEGMENTS
* NYLON STRiNG
Growth
$ 50- 100 "Intro" 30% Declining
$200- 300 "Basic" 50% Growth in all
$800 - 1,200 "Professional" 15 - 20% 3 segments
* STEEL STRING
$ 50- 100 - 30% 20-30%
$200- 300 e 50% 20%
$800 - 1,200 e 15 - 20% 0-5%

MAIOR SUPPLIERS - NYLON AND STEEL

* Kaman- US fim
- US, Japan, Korean manufacturing

*  Yamaha
- Japan, Korean manufacturing

* Alvarez - US Company
- Japanes manufacturing

"These three absolutely dominate the market for acoustic guitars"

"Alhambra from Spain is key manufacturer of classical guitars to the US"

KCREFUS1.DOCN1 9112



CREMONA
Interview Feedback
United States
(Cont'd)

DISTRIBUTION

* Players

This is a list of musical instument distributors in the US who specifically mention guitars as
a product description or in their names,

Company Sales Telephone
Name Dollars City Number
Samick Music Corp 30,000,000  City of Industy 818-964-4700
Westheimer Corporation 16,000,000  Worthbrook 708-498-9850
Kramer Music Products Inc 5,000,000  Neprure 908-922-8600
A R Musical Enterprises 4,000,000 Indianapolis 317-545-2484
Class Axe, Inc 3,000,000 Warren 908-271-3395
Tone-King Corp 1,000,000  West Babylon 516-643-8333
Bryan, Bob Enterprises Inc 700,000  Fort Worth 817-237-6039
ESP Shibuya Enterprises 700,000  New York 212-819-1234
C&R Guitar 650,000  Tulsa 918-747-1407
Guitars Inc 600,000  Chicago 312-644-4464
L&L Sales Company Inc 400,000  Madison 615-868-6976
Lazar's Guitars Inc 260,000  Wonder Lake 815-728-0455
Roblar Enterprises, Inc 240,000  Bridgewater 908-707-9191
Roscoe Guitars 240,000  Greensboro 919-274-8810
Schoales Guitars 175,000 Burlington 802-862-2116
Hartman Wendell 89,000  Tullatioma 615-455-6702
D'Angelico-D'merle Ltd 36,863  Famminc iale 516-293-8733
Texas Guitar Products 7,500  Dallas 214-943-5020

KCREFUS1.DOC/1 913



CREMONA

Interview Feedback

United States
(Cont'd)

DISTRIBUTION (cont'd)
* Players

The following list shows US musical instument distributors by sales size, for the top twenty.

Company Sales Telephone
Name Dollars City Number
Yamaha Corp of America 660,000,000 Buena Pant 714-522-9011
Kawai America Corp 82,000,000 Compton 213-631-1771
Samick Music Corp 30,000,000 City of Industry 818-964-470C
Korg USA Inc (del) 24,700,000  Westbury 516-333-9100
Coast Wholesale Music 24,500,000 Compton 213-537-1712
Midwest Musical Instr Co 22,000,000 Effingham 217-342-9211
Hoshino USA Inc 20,582,026 Bensalem 215-638-8670
Leblanc, G Corporation 19,000,000 Kenosha 414-658-1644
Hermes Trading Co, Inc 16,000,000 Mcallen 512-682-4341
Westheimer Corporation 16,000,000 Northbrook 708-498-9850
IMS Musical Supplies, Inc 15,128,096 Staten Island 718-966-1192
McAllen-American Corp 15,000,000 Mcallen 512-682-9502
Haas, L Co Inc 10,000,000 Hialeah 305-822-2300
Sahlein, J M Music Co Inc 10,000,000 Hayward 415-293-0388
Fischer, Carl Inc of Boston 9,700,000 Boston 617-426-0740
Mbt Distributors Inc 8,500,000 Charleston 803-763-9083
Boosey & Hawkes/Buffet 8,500,000 Libertyville 708-816-2500
Davitt & Hanser Music Co 7,083,630 Cincinnat 513-431-5000
Alex Musical Instuments 7,000,000 New York 212-765-7738
Young Chang America, Inc 6,800,000 Artesia 213-926-3200

KCREFUS1.DOC/11 914



CREMONA

Interview Feedback
United States
(Cont'd)

DISTRIBUTION (cont'd)

* Vast bulk go through these distributors, very linde direct delivery to retailer

- Guitar Center notable exception

* Agents are common, sell for manufacturer direct to distributor (ca. 50% of total)

- Key advantages

- - helps retailers/distributors with seminars
- - explains, sells new products

* Physical Distribution
- Delivery by manufacturer from abroad to central East or West coast site

- Distributor/retailer takes over physical distribution to own internal US
network

DIS, RIBUTION PRACTICES
* Terms
- Bulk purchases only, no small lots

- For $200 retail price, requires $100 maximum delivered price to distributor

-- called confusingly in the trade a "50% mark-up”

- Actual %-mark up varies based on volume, but nylon/classical guitars are
low volume and distributors will require significant discount

KQZrus1.Do1 9178



CREMONA

Interview Feedback

United States
(Cont'd)

ATTITUDE TO CZECHOSLOVAKJIAN PRODUCTS

*  Very positive, but nagging worry about quality and commercial reliability

"Location of manufacture isn't imporant”
"We only look at the product and its quality"

"Czechoslovakian products will be Judged the same way as a Japanese, on the
quality of the instrument, not the country"

"Musicians and salespeople Listen to the product, if it sounds good and the price
is right for the price point, we'll List it"

"How will I know that I'll get reliable quality and consistent delivery?"
"I would be looking for them to prove they could make a consistent quality guitar

and pever let me down, that's what Far Easten based companies give us
basically. No worries and a very high margin product”

KEY SELECTION CRITERIA

* Price Competitiveness
- but not most important

*  Quality
- entry level criteria, no differentiation

* Delivery Lead Times
- Very impontant

* Exclusivity
- If desirable guitar, very artractive

KCREFUS1.DOCN1 916
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Tradstat, World Trade Statistics

RUMB13t1\USIMP2

Source

Imports are net of re-imports
All monetary figures in 19908



Imports in $ thousands

US ACOUSTIC GUITAR IMPORTS

Guitars that value not more than $100
6 Largest Importers 1990
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ACOUSTIC GUITARS FOR MORE THAN $100
US Total Imports

1982 - 1990
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ACOUSTIC GUITARS FOR MORE THAN $100

US Total Imports
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US ACOUSTIC GUITAR IMPORTS

Guitars that value more than $100
6 Largest Importers 1990
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US ACOUSTIC GUITAR IMPORTS

Guitars that value more than $100
6 Largest Importers 1990
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reaed to relaunch Hondo guitar 1line: plans to offer broad selection of
competitively priced student instruments,
lusic Trades v139 P122(2) Feb, 1991
30URCE FILE: TI File 148
illustration; photograph
AVAILABILITY: FULL TEXT Online LINE COUNT: 00058
3IC CODE: 3931
-OMPANY NAME(S): Freed International--Marketing
’RODUCT NAME(S): Hondo (Guitar ~-Marketing
JESCRIPTORS: Musical instruments industry--Marketing; Guitar--Marketing

Hondo, the company that introduced Korean guitars to the world market

'0 decades ago, 1s now back in the hands of one of one its original
wunders, Jerry Freed, president of Freed International. Freed, who started
\@ company in 1969 with IMC co=founder Tommy Moore, has acquired rights to
. brand name fron International Music Company (IMC) and commenced
sStribution of a complete line of fretted instruments in January 1991.

For much of the last 20 years, Hondo has been a leading seller in the
itar market, accumulatin sales in excess of 3,000,000 units. "The Hondo
rketing program in 1993 is virtually indistinguishable with the one of
65 ... unbeatable price and value with a8 huge selection of models, "
ated Freed. "our manufacturing effort will also be supported by a
stribution system second to none in the industry." The Hondo line will
clude dozens of fretted instruments retailing from $59 to $350 that boast
day's most Topular designs and features, "Our intent is to bring a new
vel of pricing to the student guitar market,'" Freed said. "Our line will
comprised of a huge selaction of guitars and, in short, will offer the
3t competitive prices in the market today." Market conditions today
>sely mimic those of 1969 when Freed first launched Hondo. "The student
ket is allbut non-existent today," Freed stated. "Spiraling costs in
“ea and Japan have forced most manufacturers and distributors to raise
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tuelr guitar prices well beyond the reach of most first-time players."”
Looking to change the pricing structure of today's guitar market, Freed has
iligned himself with several manufacturers in the Pacific. "Having spent
nuch of the past 20 years in the Orient, I'm well acquainted with the
sapabllities of various guitar producers. In the group of factories Hondo
v1il work with, each has a track record for building guitars of unsurpassed
/alue. In these factories, we will build the freshest and most appealing
lesigns reflecting what today's buyers want. I fully expect Hondo to be the
wumber one selling distributor guitar in the world by 1993, "

Named after Hondo, Texas, a small, aggressive h¥ll country town, Hondo
7as launched in 1969 following a joint-venture agreament between IMC and
samlick. Under the terms of the agreement, IMC would supply Japanese
>roduction technology and marketing expertise to the fledgling Korean
juitar and piano maker in exchange for exclusive distribution of
jamick-produced guitars. Freed's and Moore's company, IMC, investad more
chan $250,000 and brought 65 engineers and workers from Japan to staff the
joint venture.

Bringing a new level of quality from Korea, Hondo rapidly established
listribution throughout the world. By 1972, Hondo had 14 U.S. distributors
1s well as representatives in 27 countries, By 1979, Hondo had 376 models
)n 1ts price list, and its line closely follcwed the latest styles of all
‘amous brands. "In 1991 we will follow the guitar market with the same
rigilance that we did back than. Our customers can be assured that our
lesign staff will be on top of the market and aware of all the popular
styles,” said Freed. In the mid-'80s, Hondo sales dropped following IMC's
tcquisition of Charvel/Jackson. Freed explained, "It's difficult to try to
e everything to everyone in the guitar market. You can't go after the
yro-player with direct to dealer sales and satisfy the beglnner with sales
‘hrough distributors at the same time. With Hondo now being sold by Freed
‘nternational, IMC has made a commitment to pursue the professional end of

:he market."

Freed International, a worldwide marketing firm, manufactures and
listributes Audio-Dyne microphones and accessories, directs worldwide
listribution for musical instrument cases from SKB Case Corporation, and
1andles international and distributor sales of Horizon cables and
\ccassorias.

For more information on Hondo, write or call Freed International, 3906
jandshell Drive, Fort Worth, Texas 76137; (817) 847-5400. Fax: (817)
147-6319.,

COPYRIGHT The Music Trades Corporation 1991
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Gulld Re-focuses On Acoustiec Guitars
Under New Management, Guild Steps Up Acoustic Production In The U.S.

Fourteen months ago, prospects for the Guild Guitar Company were
sleak. Straddled by burdensome debt, excessive overhead, and an unfocused
narketing effort, the company defaulted on bank obligations and was forced
into Chapter 11. While "Chapter 11" is technically a court-ordered
restructuring, most music companies rapidly slide from Chapter 11 into
liquidation. On January 25, 1989, Guild was saved from extinction when
chuck Faas acquired the company for $2.1 million. Now, with a conservative
susiness plan and strong financial backing, the acoustic guitar company has
>right prospects once again.

A veteran of the industry, Faas has performed on keyboards \
srofessionally and has held a broad range of management positions. After
teaving Sight & Sound Publications in 1982, he established Exclusive
lusical Products to distribute Casio keyboards to music retailers. Two
years ago he acquired Randall Instruments, the California amplifer ‘
nanufacturer that had been founded by Fender veteran Don Randall. Casio
~ <eyboards, guitar amps, and acoustic gquitars may seem to have no
relationship, but for Faas, there is a common thread in each of his
sentures. "In each case, I felt that there had been an opportunity that had
seen overlooked hy others.,"

In the case of Guild, Faas contends that few recognized the true value
3f the company's skilled workforce. He elaborates, "Throughout the entire
sankruptcy proceeding, everyone was scouring Guild's books to locate and
7alue assets. People were arguing over buildings, inventory, equipment, and
recelvables, but no one paid attention to what T think is the company's
single greatest asset...its workforce." Since concluding the acguls@tion,
faas has concentrated on nurturing the craftsmen who build Guil guiltars
and on focusing the company's marketing and production efforts on the
1igh-end acoustic market. "We didn't make any drastic changes. Rather, we
lecided to concentrate on what we do best. We revised our production
scheduling methods to make the factory operate more effectively, and we
lecided to adopt a marketing program that would include a selective dealer
1etwork to facilitate better gross margins.

With the possible exception of violins, acoustic guitars represent the
nost labor-intensive product in the music industry. Despite tremendous
:fforts by manufacturers throughout the world, no one has been able to
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significantly reduce the labor component in an acoustic. To make
inexpensive acoustic guitars requires inexpensive labor, which explains why
large-scale acoustic guitar production has moved from the U.S. to Japan, to
Korea, to Taiwan, in search of the cheapest labor. Similarl , to make a
nigh-quality acoustic guitar requires an extremely skilled {abor pool.

Faas's acquisition of Guild coincided with a fortuitous change in the
acoustic guitar business. To the surprise of many, the acoustic guitar has
nade a tremendous recovery over the past two years. Chalk it up to changing
nusical tastes, a "back to basics" movement, or a strong economy =--
anatever the reasons, retailers and manufacturers are reporting gains in
their acoustic guitar sales.

While sales of Guild guitars in the U.S. market will account for less
than 1% of the industry's total unit volume, the company has a strong
sorldwide reputation for building instruments of premier quality. Unlike
nany consumer goods, American-made acoustic guitars have maintaXned their
lesirability throughout the world. Economic necessity may force some
juitarists to settle for a less expensive instrument, but, deep down,
:veryone seems to want an American-made acoustic guitar. The root of this
ippeal is argued by many, but according to Willie Fritscher, Guild's plant
nanager of 18 years, "The desirability of American-made acoustic quitars is
a direct function of our raw materlals and worker attention to detail."

Fritscher maintains a strong allegiance to his company but is also
juick to point out that the products of his native competitors 1like Martin,
laylor, and Ovation "outclass" and "outperform" the foreign competition, He
axplains, "It's the small things that make the difference in the sound of
the instrument -~ how we choose our raw materials, how we brace our
instruments, and how we physically construct a guitar, There are no
shortcuts that allow you to mass-produce high-quality acoustic guitars.”

Guild's 50,000-square-foot factory in the ocean resort town of
nesterly, Rhode Island, employs 60 and is equipped with a few automated
nachines and a variety of specialized presses and jigs. The plant, which
nas been in the same location since 1967, houses all shipfing, warehe sing,
and manufacturing operations for the company. Administrative and sales
functions have been consolidated into Guild's parent corporation, Faas
lorp., in New Berlin, Wisconsin.

The direct production of a guitar proceeds at a relatively b¥isk pace,
taking eseveral weeks. However, before production can begin raw materials
nust be properly prepared and seasoned, a process that can take ue to three
(ears for certailn woods. "One of the keys to a high-quality acoustic quitar
s the wood from which it is constructed," explains Fritscher. "Sitka .
spruce, mahogany, curlK maple, and rosewcod go through an extendef drying
seriod in a series of kilns at our factory. All the woods must have a
ninimum of water content before they can enter the manufacturing process.”

Because high-guality woods are so critical to guitar production, the
cask of procuring raw materials is a major management challenge. "These are
10t woods that you can buy at your local hardware store. You need a broker
vith contacts all over the world, a person who is capable of finding just
shat you need," states Fritscher. Sitka spruce, which is used for the top
>f the guitar, must be of a perfect natural color and have 12-17 growth
¢ings per inch. Although Sitka has applications limited to airplahe
sropellers, piano soundboards, acoustic guitars, and ladders, it is
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vecoming increasingly difficult to find. "Strai ht-grained, naturel-colored
Sitka is becoming rare. The sources have been diminished, so we have to
olan for the future and secure as large a supply as possible."

Sourcing difficulties are not limited to Sitka spruce. Fristcher adds,
‘"The current political unrest in Sri Lanki could disrupt our primary source
for rosewood. And mahogany from Brazil is harder and harder to come by."
These considerations result in what many would consider an excessive raw
materials inventory. "Bankers want to know why we can't turn our raw
materials eight times a year like auto companies. The nuances of building a
guitar get lost on them," Faas explains.

Once raw materials have passed the scrutiny of Fritscher's watchful
aya, they are released to the neck and body department. Necks are shaped on
a bandsaw from solid blocks of mahogony, while the body is pileced together
from meticulously matched strips of rosewood. The top ¥s shaped out of thin
sheets of Sitka spurce. Production equipment consists primar?ly of small
hand saws, routers, and a variety of jigs. Automation in the Guild plant is
limited to hydraulic presses that bend guitar sides and an automatic top
sander. "Acoustic guitars don't lend themselves to mass production like
electric guitars. A numeric router and an automatic lathe can cut hundreds
of electric bodies and necks every hour without a single mistake. With of
acoustic guitars, there's no substitute for the skilled craftsman," says

Fritscher.

From shaping necks to joining qguitar sides to bracing spruce tops,
virtually every assembly process at Guild is done by hand. Qualitg
preduction requires visual confirmation of each step in the manufbeturing
process. Every worker is, in effect, a guality control inspector,
responsible for ensuring that the preceding manufacturing processes were
properly executed. These inspection skills are acquired only after years of
axperience.

Guild has accumulated & highly skilled pool of workers ever since it
located its plant in Westerly 22 years ago. The company wae founded in 1952
by Al Dronge, a one-time music store owner, wholesaler, and professional
guitarist. When the Epiphone guitar factory folded in New York, he
recruited five of the company's top luthiers, installed them in a modest
loft, and began making Gu?ld guitars. Guild grew and prospered during the
guitar boom In the early sixties. The company's success attracted the
attention of numerous corporate suitors, and in 1966 Guild was purchased by
Avnet, a large conglomerate with interests in electronic and auto parts
distribution.

In 1985, Avnet sold Guild to a group of Chattanooga, Tennessee,
investors who were unable to operate the company successfully, Under the
management of the investors, Guild was forced into bankruptcy in November
1988, having falled to meet payments on $1,300,000 in bank debts. Faas
ultimately won a bidding battle for Guild that included several major
companies. "It was the skills of Guild's workers that attracted me to the
company. Their ability te builld ailgh-quality products has never been
jJuestioned in the marketplace," stated Faas.

This year, Guild's workforce will produce approximately 5,000 acoustic
guitars and electric bases. Production of all solid-body electric guitars
was temporarily suspended after Faas bought the company. He explains,
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"We're examining our options in the market. Before we plunge in, we want to
be able to offer a unique and distinctive product." He adds, "We have no
?rand plans...no imported electric guitar lines, no quickbuck schemes. Our
n;intloﬂ 18 to do what we do best: puild the highest quality acoustic
guitars,

PHOTO : GUILD OPERATES A 50,000-SQ.-FT. facilit in Westerly, Rhode
Island. The company employs 60

PHOTO : factory workers.

PHOTO : GUILD'S NEW MANAGEMENT (l1-r): Chuck Faas, president; George
Staleos, vice-president:

PHOTO : Willie Fritscher, plant manager.

PHOTO : 1. Quality guitars require guality woods. Mahogony, rosewood,
and spruce are all carefully

PHOTO : seasoned in humidity-controlled rooms prior to the
manufacturing process,

PHOTO : 2., Hydrualic presses and heat are utilized to bend rosewood
strips into the sldes of the

PHOTO : guitar body. The presses are one of the few mechanized devices
in the plant.

PHOTO : 3. A heat press is used to arch the back of a jazz guitar,
Guild's dreadnaught acoustics

PHOTO : have a flat back.

PHOTO : 4, Guitar tops are made from sitka spruce. After the tops have
been shaped and the sound

PHOTO : hole has been cut, they receive a precision planing. The
planing brings the tops down to a

PHOTO : precise thickness.

PHOTO : 5. Top bracing has a major effect on guitar tone guality. At
Guild, the spruce ribs are

PHOTO : affixed to the top by hand.

PHOTO : 6. The guitar top, back, and sides are joined together in a
specially designed jlg. Bodies

PHOTO : are allowed to cure for several hours in the press.
PHOTO : 7. After coming out of the press, bodies are nspected and

then the binding is applied.

PHOTO : 8. Necks are shaped on a numerical router and then fine sanded
before being glued to the
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PHOTO : body.

PHOTO : 9. Bodies are carefully hand sanded before being mated with
the neck. Imperfections are

PHOTO : identified and filled,

PHOTO : 10. After the neck is glued to the body, fret boards are
rasked, and the tone hole is

PHOTO : covered prior to finishing,

PHOTO : 11. Guitars are stained in the first step in the finishing
process. Stain is applied by

PHOTO : hand.

PHOTO : 12, Stained guitars are then sprayed with lacquer in a
climate-controlled environment.

PHOTO : Guild utilizes a nitrocellulose lacquer finish,

PHOTO : 13. Guitars receive extensive buffing and polishing after the
gpraying process.

PHOTO : 14. After the finishing process, the frets and fretboard are
polished,

PHOTO : 15. All guitars receive a thorough hand polishing and
inspection before the strings,

PHOTO : bridge, and hardware are installed.

PHOTO : 16. The final step in the manufacturing process is a
comprehensive quality inspection and

PHOTO : play test. Cosmetics, action, and overall tone qux0i y x9%e
cx%eful+ evaluated before
PHOTO : instruments are shipped.

COPYRIGHT The Music Trades Corp. 1989
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Clarence Leo Fender (1909-1991): the man who but the electric guitar on
the map. (obituary)

Music Trades

-+.salesman from Radio Television Equipment Corp., stopped by the
Fender factory. As an electronic parts distributor , Radie Tel supplied
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Fender with tubes and various other conponents, and Randall wantefl to see
-..Fender's guitars and amps and persuaded leo to appoint Radio Tkl as the
national distributor of Fender guitars and anps. The same year, Fender
introduced his first electric quitay, Equipped...and Don Randall severed
relationships with Radio Tel and set up Fender Sales, an independknt
distribution company to handle all products manufactured by Fender
Electric Instruments. After the split, F.c...

2/3,K/2
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Freed to relaunch Hondo guitar Jline: pPlans to offer broad selection o
competitively priced student instruments.,
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Freed to relaunch Hondo guitar 1line: plans.to offer broad selection of
competitively priced student instruments,

Music Trades
DESCRIPTORS: ... Guitar --

-« .Moore, has acquired r.ghts to the brand name from International
Music Company (IMC) and commenced distribution of a complete lihe of
fretted instruments in January 1991,

. +huge selection of models," stated Freed. "Our manufacturing effort
will also ' be Supported by a distribution System second to none in the
industry." The Hondo line will include dozens of fretted...existent today, "
Freed stated, "Spiraling costs in Kores and Japan have forced most
menufacturers and distributors to raise their guitar prices wall beyond
the reach of most first-time players." Looking...what today's buyprs want.
I fully expect Hondo to be the number one selling distributor ghitar in
the world by 1993, .

Named after Hondo, Texas, a small, aggressive hill country...and
marketing expertise to the fledgling Korean guitar and piano makey in
exchange for exclusive distribution of Sanm Cck-produced guitars. Freed's
and Moore's company, IMC, invested more than $250...staff the joiht
venture.

Bringing a new level of quality from Korea, Hondo rapidly established
distribution threughout the worlg. By 1972, Hondo had 14 U.S.
distributors as weil as representatives in 27 countries. By 1975, Hondo
had 376 models on its...the pro-player with direct to dealer salep and
satisfy the beginner with sales through distributors at the samk time.
With Hondo now being solg by Freed International, IMC has made.,.pursue the
professicnal end of the market." '

Freed International, a worldwide marketing firm, manufacturep and
distributes Audio-Dyne microphones and accessories, directs worlliwide
distribution for musical instrument cases from SKB Case Corporation, and
handles international and distributor sales of Horizon cables ahd
accessoriaes.

For more information on Hondo, write or call Freed.,.,

2/3,K/3
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Yamaha SGD division unveils new marketing campaign. (Synthesizer, Guitar ,
and Drum Div.)

Music Trades

.. .boOX. Y

A 23-minute video demonstrating the technical wizardry of the 85Y77
synthesizer has been distributed to dealers as a tool for training new
salespeople or as a demonstration tape for..,.
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B.C. Rich makes transition from distributor to manufacturer. (New Jersey
guitar factory)
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[he ever resilient guitar market. (Cover Story)
Music Trades

DESCRIPTORS: ... Guitar -~

v+.for the future direction of the economy. Adding to the problemn, many
J.S. guitar distributors were faced with acute product shortages. Due to
3 dramatic increase of guitar sales throughout...
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The music store that ate my brain! There are music stores that advertise &
promcte ... and then there's the House of Guitars,
Popyk, Bob
Music Trades v137 p84(4) Dec, 1989
SOURCE FILE: TT File 148
AVAIILABILITY: FULL TEXT Online LINE COUNT: 00167
+++ brain! There are music stores that advertise & promote ... and then
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there's the House of Guitars

Music Trades
DESCRIPTORS: House of Guitars --. .. Guitar --

- «.records, CDs, and tapes, but the truth is that the store is also a
record dis;rlbutor that wholesales to smaller stores. Over 100,000
records arrive every week.,

The store has...
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fuild re-focuses on acoustic guitars; under new management, Guild steps up
acoustic production in the U.S. (Guitar Market Report) (company
rofile)
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Suild re-focuses on acoustic gquitars ; under new management, Guild steps
up acoustic production in the U.S. ( Guitar Market Report) (company
profile)

Music Trades
DESCRIPTORS: ..., Guitar --

o oManagement positions, After leaving Sight & Sound Publications in
1982, he established Exclusive Musical Products to distribute Casio
keyboards to music retailers, Two years ago he acquired Randall
Instruments, the California amplifer...Guild was purchased by Avnet, a
large conglomerate with interests in electronic and auto parts
distribution

In 1985, Avnet so0ld Guild to & group of Chattanocoga, Tennessee,
investors who were unable..,
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Hartke's unique aluminum Speaker cone. (Guitar Market Report)
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Hartke's unique aluminum speaker cone, ( Guitar Market Report)
Music Trades
DESCRIPTORS: ... Guitar «=

+++an enclosure designed for the guitarist. Scovrt Goodman,
vice-president of Samson, the U.S. distributor for Hartke, explained,
"The guitar market is more complex because there's not much of...

2/3,K/9
07933553 DIALOG File 648: TRADE & INDUSTRY ASAF
*Use Format 9 for FULL TEXT*
Retailer roundtable - who buys digital pianos and why: retails profile the
digital piano buyer and detail successful selling strategies. (includes
profiles of six stores) (includes related articles)

7
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...effectively, you need a good margin, but if manufacturers don't
excercise discipline in thelr distribution + the margins will disappear,
and ultimately everyone will suffer."

West Music Iowa City, IA
Appealing...
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Kawai reorganizes guitar distribution ., (line of electric and bass
guitars will be  distributed directly to dealers) :
Music Trades
COMPANY NAME(S): ... distribution _
DESCRIPTORS: ... distribution ; ...Electric guitar --... distribution

Kawal Reorganizes Guitar Distribution

++.America Corp. has announced that itz line of electric and bass
guitars will now be distributed directly to dealers by Kawai district
sales managers. Prior to the new distribution plan, Kawai guitars were
distributed by an independent sales organization based in Tennessee.
Widely known in the world of music...
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Guitar Center's first 25 years: from afterthought to industry showglace,
the story behind one retailer's dramatic evolution. (company proflle)
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Guitar Center's first 25 years: from afterthought to industry showplace,
the story behind one retailer...
Music Trades
DESCRIPTORS: Gultar Center...Electric guitar --... Guitar -~

«.«It" magazine to a list of 300,000. In addition, the ~ompany also
produces and -distributes a Buyers Guide that lists new products and
specials.

PHOTO : RESPONDING TO THE GROWING DEMAND...
? t2/9/11
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Guitar Center's FPirst 25 Years

With 14 stores throughout california, Chicago, and Minneapolis, Guitar
Center is one of the most potent retailers the musie industry has ever
known. In an industry populated by small, single-store retallers, Guitar
Center's farflung chain is a model of internal systems and superior
organization. Each of the company's stores is characterized by dramatic
decor, effective displays, and extraordinarily diverse inventorvy.
Furthermore, the company's highly motivated staff of sales speclalists -is
renowned for its ability to effectively move enormous quantities of
merchandise. Now celebrating its 25th year in business, Guitar Center
stands as something of an industry-wide inspiration, reflecting the

commercial opportunities to be had in retailing musical products.

The origins of Guitar Center date back to 1964 whan Wayne Mitchell
stocked a small Hollywood storefront with an assortment of inexpensive
jobber guitars. At the time, Mitchell was the proprietor of the highly
guccessful nine-store Organ Center chain and ha was interested in
exploring new opportunities in the emerging music industry. For the first
few years of ite exlstence, Guitar Center was hardly a major factor in the
Los Angeles retail scene; the store lacked major product lines like Fender
and Gibson, little promotion was done, and Mitchell devoted the majority of
his energy to his burgeoning organ business. Nevertheless, the store was
consistently profitable.

From Organs To Guitars

In the late sixties, as the growth in organ sales slowed and the
number of retailers increased sharply, Mitchell concluded that the best
days of the home organ business were over. Subsequently, he began scaling
back the Organ Center operation and devoted more time to expanding the
fledgling Guitar Center. By 1977, he had exited the organ businesg
cCompletely.

In retailing organs, and automobiles before that, Mitchell had
achieved an enviable record, simply by offering a broad selection at
competitive prices and promoting heavily. Using the same basic principles
in the the mus@c business, he spurred the growth of Guitar.Center. By 1970
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Aside from his innate abilities as a retailer, Mitchell had gn uncanny
knack for surrounding himself with talenteq individuals. In 1972 he hired
Dave DiMartino to handle accessories and later to establish Guitar center's
Artist Relations Division, which today services the "Who's Who" of the
music industry, DiMartino, now vice-president, handles corporate
development and site location. In 1975 he hired Ray Scherr and in 197s,
Larry Thomas. With this strony management team in place, the pace of Guitar
Center's expansion was increased. stores were added in san Diego, Santa
Ana, Covina, Sherman Oaks, Lawndale, San Jose, and Oakland, California, In
1979 the company ventured out of California for the first time, opening a
store in Chicago. Today, Guitar Center's Chicago operation has been
expanded to three stores. Most recently, the company opened a new store in
Minneapolis as well as a specialized high-end pro audio store in Hollywood
called "Integrated Audio Sales,"

Joining Guitar cCenter represented a natural career transition for
Scherr and Thomas, both of whom had spent several years at Buegeleisen and
Jacobson, serving as wholesale jobbers vendors to Mitchell. In 1975, when
B&J closed down, Scherr approached Mitchell about going into the wholasale
business together. Mitchell wasn't interested in wholesale, but he
persuaded Scherr to join Gulitar Center. Two Years later Scherr encouraged
Larry Thomas to join Guitar Center at its San Francisco storae.

Marty Albertson came to Guitar Center in 1979, when Thomas hired him
as & salesman for the San Francisco store. Albertson had dabbled in
advertising and music and had wanted to get involved in the music irdustry.

Salespeople Are Made

Wayne Mitchell died in 1983, Today Scherr serves as president, Thomas,
Albertson, and DiMartino are vice—pre51dents, and the company is
additionaly staffed by a superb loyal management team. Despite the passing
of the Mitchell, little has been changed in the company's overall approach.
Scherr comments, "Wayne was a natural retailer, and we all learned a great
deal from him., His fundamental approach to promotion, personnel, and
general management proved very successful, and we have held to the same

course."

The single most important ingredisnt in Guitar Center's success is the
chain's 400 employees. Scherr comments, "No matter how big you get, you
still have to sell musical products one at a time. And to do that
effectively, you need Seasoned, professional salespeople." He adds, "I hear
a lot of people say I can't find good people for my store.' We feel that
You just can't wait for qualified people to come to you. You have to
develop ther yourself." To create effective salespeople, Guitar Center
maintains a rigorous training program. Three to four sales meetings are
held every week at each of the 14 stores, and attendance is mandatory for
all employees. The meetings cover a host of topics, ranging from the
fundamentals of selling to how to best handle customer needs.

As a result of this training effort, Guitar Center's sales team is
100% homegrown. Rather than recruit salespeople from competing stores, the
company prefers to cultivate its own personnel. Thomas explains, "If people
have integrity, common sense, and are willing to work hard, we can train
them to become good salespecple, and they become part of our team. If you
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just hire people whose band broke Ub, or who love to play with mixing
consoles, you'l) never have an effective sales staff.!"

Guitar Center also maintains a strict "promote from within" approach,
Each of the 14 store nanagers and the regional nanagers began their career
with the company selling on the retaii fioor and worked their way up.
Promotions within the company are based on performance and not seniority,
and before advancing to a higher position, employees are required to train
their replacement. Thomas states, "Promoting from within has helped us
maintain company loyalty and dedication. We offer people a real long-term
career opportunity in music retail, which is a rare thing."

Specialization Is Vital

The Guitar Center stores are carefully designed to facilitate the
selling process. Ranging in size between 8,000 and 20,000 square feet, all
of the stores are divided into distinct departnents for gultars, drums,
kKeyboards, software, sound re~inforcement, and recording equipment. The
departmentalization came in the early seventies as the company evolved into
a full-line music retailer, All salespeople are also assigned to a specific
department. Thomas explains, "With the tremendous amount of product on the
market today, we've found that it's next to impossible for a salesman to be
knowledgeable on, say, both drums and keyboards. We train our salespeople
to be specialists in specific product areas.?" .

inventory that is on display and accessible to the customer. Scherr
comments, “A huge display is essential. We've found that 1f you want to
draw people into your store, a broad selection is as important as our low
prices, The opportunity to be able to see and try every instrument in the
Gibson guitar line, for example, is exciting and fun for the customer. It's
the kind of experience that keeps people coming back."

Marty Albertson adds, "Keeping merchandise out in the open where
customers can handle it is an expensive proposition. Stuff getsg stolen, and
gultars get scratched up occasionally, but it's a necessary cost of doing
business. If people can't easily try things out, you won't be able to sell
as effectively,"

Guitar Center is known throughout the industry for its willingness to
buy in large quantities; however, few are aware of the exhaustive Planning
that precedes each major purchase. Thomas explains, "If you want to buy in
large quantities, you'd better figure out how you're going to sell the
stuff before you issue a purchase order." An aggressive promotional effort
cplays a major rele in generating sales at Guitar Center. While the company
makes occasional use of radio advertising, direct mail represents the bulk
of its advertising activities. Each month Guitar center mails out a 24- to
48-page "Buyers Guide" listing new products, sale items, and various
promotions, to a mailing list in excess of 300,000, On a quarterly basis,
the company produces a slick full-color magazine called "Rock It.h While
the Guitar Center Buyer's Guide is primarily a listing of products with
little text, Rock It is an elegantly produced feature magazine containing
interviews, extensive product reviews, and general features on music and
musicians. Thomas explains, "The two publications work well together. The
?uyer'§ Guide helps generate immediate business, while Rock It builds our
mage."
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The Rockwalk Event

Direct mail advertising is augmented by a creative public relations
effort. Guitar Center's management is forever thinking of creating events
that will call attention to the store. For example, management created the
concept of a "Rock Walk." Musical luminaries including Eddie van Halen, Les
Paul, Remo Belli, Bill Ludwig Jr., and Jim Marshall placed their handprints
in concrete at the entrance of the store at a lavish grand opening
ceremony. The late C.F. Martir ITI, patriarch of the Martin Guitay Company,
was too {11 to attend the ceremony, so Guitar Center sent Don Kelse{, a
district mana?er, to Nazareth, Pennsylvania, to get Martin's handprints in
concrete for Inclusion in the Rock wWalk, Subsequently, the event received
Unprecedented local and national publicity. In addition to coverage in all
the Los Angeles newspapers, radio stations, and television stations, the
story was carried by all the major wire services. Today, with close to 40
inductees, the Rock Walk is a Hollywood institution.

In another instance, Guitar Center helped establish a Guinness World
Record by sponsoring the longest continuous guitar performance; the Chicago
store stayed open for 12 days straight, without closing, for the event.
While the majority of Guitar Centeris events have a specific commercial '
gurpose, company management makes an effort to make a positive contribution

© the musical community. When drummer Mark Craney needed a kidney
Cransplant, Guitar Center co-sponsored the fund-raising event. on a regular
basis, the store stages product and information cliniecs. Some clinies
include such institufional topics as fundamentals of copyright law and
rusic publishin?. "We derive our income from the musical community, and we
feel an obligation to give something back to the community," explains
Scherr.

Profitably operating 14 stores requires solid internal controls, and
Suitar Center 1is something of an industry model. One of Wayne Mitchell's
legacies at the company is an overriding cost consciousness. Scherr states,
"We know the difference between luxuries and necessities, and we do
everything we can to keep our overhead to a minimum." Te accurately monitor
sales and inventories, Guitar Center has been developing an elaborate
point-of-sale computer system that makes it possible to generate
store~by-store =ales and inventory reports on a real-time basis,

What's Not Selling?

"Turnover rates var significantly from product to product, so an
dverall turnover figure 1s not that useful in analyzing your inventory, "
axplains Scherr. "we constantly compare present selling rates with past
selling rates. If a product used to leave the shelves in 60 days, but how
is taking 90 days, we take a hard lcook at it. We are as concerned with
#hat's not selllng as we are with what is selling."

A policy of limiting product lines also facilitates inventor{ control
at Guitar Center. Scherr elaborates, "we don't try to carry everything. we

lave a limited number of lines that we support heavily., You simply can't be
11l things to all people. We believe strongly in loyalty to our suppliers;

it makes good business sense. Our philosophy is similar to an auto dealer's
approach; he doesn't switch from Ford to Chrysler because one of them had a
cad product line-up one year, and neither do we." He adds, "You don't
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always need the biggest or most Successful product lines to do well as a
retaller.

Guitar Center's expansion throughout California, and more recently in
Chicago ana Minneapolis, has been meticulously planned and executed.
Testimony to the effectiveness of this planning is the ract that the
compan{ has never retreated from a market it has entered. In selectin

al markets for establishing stores, Guitar Center pays little
attention to the general competitive climate and instead analyzes
demographics and cultural character, Explaining the rationale behind the
recent move into Minneapolis, Scherr comments, "We felt that Minneapolis
was a good site for a Guitar Center store because it is a very
arts-oriented area. There's a lot of Creativity in the city and a good
demographic mix, which we felt made an opportunity for uys.™

Scrap The Crystal Ball

Well trained personnel and clearly defined policies have also played a
critical role in Gultar cCenter's Successtul expansion. "Some dealers make
the mistake of orening a new store and then worrying about staffing it. we
NevVer open a new store bhefore wWe have the staff 1lined up. A store can be
only as good as the people running it,w asserts Scherr. "You also have to
clearly lay down your policies and overall operating philosophy. People
need a clearly defined framework in which to be successfyl," .

In assessing technology and its future impact on the music industry,
Guitar Center's nmanagement takes something of a "wait and see approach.
Instead of attempting to predict the future, the company tries to
effectively satisfy customers’ immediate needs. Albertson elaborates,
'Eighteen months ago, we dedicated 1,500 Square feet in each store to a
computer and software department. We never could have imagined five years
ago that we'd be selling computers and software. And right now I wouldn't
want to try and gquess what we'll be selling five years from today." Scherr
adds, "The business has never changed overnight. It moves gradually. If you
listen to your customers and pay attention to their needs on a daily basis,
vou'll be able to adapt to the changes., It's impossible for us, or any
other retailer, to accurately predict where technology is going,"

With a proven track record, and a strong management team in place,
Suitar Center has ambitious plans for future expansion. The compahy is
presently looking to add stores in certain markets it currently services
and to open additional stores in new markets as well, Guitar Center's
present success would tempt many to rest Oon their laurels; however, the
Sompany's top management remains committed to expansion, Scherr concludes,
"We all really love retail, and we think the music industry is a great
business to be in. With a disciplined approach towivds growth, Guitar
Center's next 25 years are going to be even more dynamic,"

PHOTO : GUITAR CENTER'S MANAGEMENT all started their careers selling
on the floor and worked their way up. This front line-experience has proved
invaluable. (L-r) Ray Scherr, bPres.; Marty Albertson,

vice-pres.; Dave DiMartino, Vice-pres, ; Larry Thomas, vice-pres.

PHOTO : GUITAR CENTER'S HOLLYWOOD STORE is the chain's flagship
'peration. The other 14 stores are all based on the Hollywood mddel and are
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located on a well traveled thoroughfare with dramatic signage. All of the
stores also feature €asy access and convenient parking. "wWe want to make
shopping easy for our customers," opines pPresident Ray Scherr.

Center's retailing strategy. The opportunity to see and try products that
are usually found only in catalogs provides an exciting shopping experience
for the enthusiastic musician. According to company management, a great
selection is a much stronger draw than merely a low price.

PHOTO : ALL GUITAR CENTER STORES are carefully departmentalized, as is
the sales force, Prominent neon signs add visual appeai to the various
dispiays, Above, the pro-sound display at the Hollywood store.

PHOTO : GUITAR CENTEPR'S ROCKWALK earned unprecedented national
publicity., Musical luminaries, including (1-r) Eddie Van Halen, Les Paul,
William F. Ludwig Jr., Jin Marshall, and Remo Belli placed handprints in
concrete at the entrance of the Hollywood store. The event was widely
televised and picked up by all the major news services.

PHOTO : THE MAJORITY OF GUITAR CENTER'S ad budget goes into regular
direct mail promotions. The company tegularly mails the slick "Rock Tt"
magazine to a list of 300,000. In addition, the company also produces and
distributes a Buyers Guide that lists new products and specials. .

PHOTO : RESPONDING TO THE GROWING DEMAND for home recording equipment,
Guitar Center recently added a separate department to all of its stores.
Featured lines include TEAC, Yamaha, and Fostex.

PHOTO GUITAR CENTER RECENTLY Stepped up its efforts to tap into the
recording studio and sound market with the formation of Integrated Audio
Sales. Tha new division speclalizes exclusively in high-end pro-audio
equipment and is located in a new Hollywood tacility.

PIIOTO : ACCESSORIES ARE AGGRESSIVELY merchandised at all Guitar Center
locations. All accessory counters feature well organized displays and a
broad selection of products.

PHOTC : ALL PRODUCTS AT GUITAR CENTER are accessible to the customer.
"Products may occasionally get stolen or damaged, but you can't sell unless
the customer has the opportunity to try something out," states albertson.

PHOTO : GUITAR CENTER IS one of the nation's leading percussion
retailers. All stores feature a separate drunm department. While the
department is well Stocked, product lines are consciously limited to aveid
needless duplication and to ?mprove inventory turnover.

PHOTO : GUITAR CENTER RECENTLY dedicated 1,500 square feet in every
store for a computer and software display. The company also sells Apple,
Commodore, and Atari computers,
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Guitar Market in the U.K,



CREMONA

Interview Feedback
UK

Interviews

 Arbiter Musical Instruments - distributions of Fender guitars
- Distribute in UK, Belgium, Holland
- Import from Taiwan, US, Spain

*  Washburn - Distributors of electric and acoustic guitars

- Import fiom Far East and US
* J Baker Sales - distributor of classical guitars in UK
* Young - Charles - distributor of electric and acoustic guitars
*  Yamaha

* Juan Teijero Music Company Ltd

Overview
A coustic Gui
* Marketsize:  Nylon/Classical £3m - flat to modest contraction
Steel String £Sm - flat

"Market peaked in 1989, in decline since then"
“Mostly due 10 cheap Spanish and Eastern European imports"

"Key market for classical guitars is educational institutions, hi ghly price sensitive"
» Major Suppliers

- Spain, "vast majority"
- Far East, mainly Taiwan

IIMBCRE) DOCNL S1n



CREMONA

Interview Feedback
UK
(Cont'd)

Price Ranges "Lower end"

* Nylon/Classical
£70 - £80 retail "£50 the cheapest" £50 wholesale
- Bulk of nylon string guitars below £100 retail price

- Spanish nylon string guitars popular in UK due to m ystique associated with
them

- Yamaha nylon guitar retails at £129

» Steel String

- Bulk sell below £100

- Korean manufacturers selling retail at £70 - £80
have 40% market share in below £100 market

MAJOR DISTRIBUTORS

* Juan Teijero Music Company Ltd. - "Spanish" classical guitars, dominates classical
market,

- G other distributors, sec previous list, but not guitar specialists
*  Distributors/Qutlets all independent, no chains and no wholesalers

* Juan Teijero
- sole distributors of Ramirez guitars in UK with UK wide coverage

- imported previously from Taiwan, discontinued due 10 "inferior quality"
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CREMONA
Interview Feedback
UK

(Cont'd)

DISTRYIBUTION "RACTICES

Distributors act on exclusive basis for one manufacturer, manufacturers supply brands
exclusively, pot whole ranges

- agents very unusual, although Hofner of Germany has previously done so

*» Temms
- Assume $200 price
-  Means $110 plus VAT

- Current rule-of-thumb, 55% markup on the wholesale price
- Thought by retailers to be 100 low, pressure for 60%

ATTITUDE TO CZECHOSLOVAKIAN PRODUCTS

*  Generally perceived to be of poor quality, unable to compete with Spanish guitars

"Too heavy"
"Construction is wrong"

Juan Teijero once invited by "Czech manufacturer" 1o visit guitar operatons, but declined
because "we wouldn't be interested"

KEY SELECTION CRITERIA
* Price

- Quality, "in $200 range will be crucial”

- Construction "needs a solid top"
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MUSICAL INSTRUMENTS IN THE UK

INTRODUCTION

Electronic sound reproduction equipment has historically been blamed
for the demise of music-making in the home, but it seems likely that
the true culprit in this respect is the TV set. The myth of the whole
family gathering around the piano or guitar is largely a2 middle-class
nostalgia. Musical instruments have never been available tc the public
so freely.

Elactric high-technology has also created a second revelution in music
making (the first being ths introduction of the simple electric gquitar

and piano). Digital recording means that anyore can produce a r2asonabdle
sound on a modern elactronic keyboard or drum machine. A musical ear

iz still necessary, but the hcurs of “edicus practice are l=ss necessary,
making mu=ic performances anc composing more accs=ssible. The groliferation
of electronic musica: instruments has, at the same time, revived the
demand for original acoustiz, cr machanical, eduipment.

TOTAL MARKET &IZE

The UK market for mucical instruments was estimated to be worth £210
million at rztail prices in 193&. The markat has shcwn little real
growth since a strong rise in 1982-1983, which coincided with a
general rise in consumer spending.

The instrument market as a whole iz not a fast moving cne, despite
the influx of Figh-technology products. Instrumants have long lives;
even the electronic instruments are cvertakan by technolzgical
advances fairly rapidly. They are high-precision products, generally
expensive to manufacture, reeding constant cuality control tassts, and
expensive to purchase, esp2zially any instrument which requires work
by hand.

Bearing in mind this long life, it should be roted that the figures
telow do not include data for the second-hand markat, whizh prasumaply

adcs at least £52 million to the market value cf the trade, ‘Usad’
pianos even feature sStrongly in UK exports (£4 million worth in 1985)
and imports (€2 miliion). Many wood and string inscruments, cf course,

improve rather than detericrate with age.

In the long term, there has ceen a real depr2ssion cn the instruments
market in the form of cuts in public budgets for schoelz and other
education and cultural institutinns. (To the iadustry as a whole,

the sale of one grand piano to the public seztor is worth S0 ccnsumer
purchases of cheap keybcards, guitars, or clarirats.) The eiano trade
estimates that t=e cutz hive pushed back demand t2 a cquarter of its
real value in 1975,

Tabl=a i
The Markat fsr Musical Instruments 1532-1986
retail value: £ millien



1982 151

1983 185
1984 210
1385 200
1586 210

Source: Euromonitor based on apparent consumotion and trade estimates

PRODUCTITN AND TRADE

The domestic incstrument compriszes 204 ectablishments (1984 Census)
emoloying 2,800; this emphasises the emall-scale, precision-based
nature of the industry. The number of companies in the industry has
remainad fairly stable since 1980. MNew companies, mainly involved in
producing accescories (strings, plectrums etc) are springing up, but
basic manufacture 1s on the decline. The number of acoustic piano
makers 13 now down to four, from ten in 1974. Manufacture of some
instruments, such as clarinets, is no longer economical.

Musical instruments are cne of the hest known cases of import dominance

in UK inaustry. This is because the majority of instruments - keyboard
guitars - most commonly on cdisclay are indeed imported, ancd the value o
imports exceeds the value of UK groduc:ion. However, this is ore of a

number cf precision industriecs where unassuming British companies conti
to supply high-quality goods for thoses who can afford them; exports are
substantial and growing, accounting for &2 per cent of Briticzh output.
The USA, Japan and West Garmany are the main export destinmation:z.

Inmports account for 73 per cent of the market by value of sales (and
Frocably for nine out cf t=n instrument:z sold). In this stablza, but
undynamic, markst tin imoorts’ market share i3 now only creeping up
gradually, and exportz-in-production iz alsec a steady ratio. Japan's
electronic companies dominate imports, but Taiwan and South Karea are
also important supplierz. CSpecializts in Wast Germany (planos, percuss
France, the USA and Italy are alzo supolisrs to the UK market.

There iz a fairly clear division in the instruments market between
expensive, hand-made instruments (usually kWest Eurccean or American)
uch more comeetitively priced instruments from the Far East or

and th2 m

Eastern Europe. This aocplize not aonly t:z electronic keyboards, but tc
cianos and guitars; by and laras, therz is no insinuation that
instruments from the Far East are of a lower quality, as in other

industriss. but simply that labour cosis ars lower. An voright pianc
imocrtad from South Korea can retail for around half the price of a

comestizally produced pianc of comparabls guality, simply because of

the wage differentials in the two countries.

Table 2
Praductizn and Trade in Musical Instrumsnts 1982-1926
£ million, msp

1382 1923 17984 1985 1986%
Production 44 50 S8 61 65
E«pcrtz 23 30 Z1l Ié 40
% production 50 &Q S3 59 62
Inccirtz s &7 70 74 75
% UX market 77 77 72 75 75

Scurce: Eusiness Mcnitor PQ4%320
Not2: ¥ provisicnal






department stores and even some grocery sugarstores. RS 1n any
specializt markat, mail-erder iz imcortant. Dictrioution iz unusually
concentrated in Lordon in the Crarirg Croz:z #oad arsa,

FUTURE QUTLOOX

Growth in profeszioral music makipg for the “utura is concentracted at
both extremes of th2 spectrum. On tke ore hand iz tre growing interest
in early music (baroaue, renaissance etc) claysd on acthentic early
musical instrumantz, and on the ot~er the continuing trend towards
electronic and tachrology-aided sound. Thiz iz evidsnced by =strong
trends in:

(their rumbers have
<

The grcwing rumbers of early music groug
=m from early musical

quadrupled since 1972) and the enthusiasm
instrument makerz; and

The increusing numbers of musicians whose ’live’ backing and
instrumental acccmpaniment on stage i3 pre-programmed on computer
tape.

The more traditional muszical instrument markest iz, by its very nature,
slow moving. Precducts are built t5 last ard there is a strong second-
hand markat. &longside this is the absence of ANy sStrong marketing.
Thess factorz all point towards a fairly static future. AN important
censideration iz the significant demis2 in demand from the educaticnal
sector owing to cuttacks, something which has increased the demand in
hiring inctruments; jt alsc remains o be s2en how much this will
affect the numb2r of musicians in the futere.
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Introduction

Mintel has not previously reoorted on the musical instruments market in Marke
Intelligence.

x ARbout 40% of the population wouild like the chance to play a musica
instrument but less than 10% do.

* The rise of the portable electronic keyboard and the scope it offers th
plaver has been a big bonus for the music industry.

* The selling of musical instruments by the high street electronic
multiples may mean that more people have an opportunity to buy one.

Definition

The market ccvered here deals mainly with the mass consumer side of the marke
- electronic and electrical instruments - but gives some indication as to th
soecialist area of the market. The specialist sector includes thos
instruments that are not designed or made for the mass market; thes
instruments are typically more expensive and are wusually only played b
sericus musicians.

Worth an estimated GBFI25 million at retail value in 1989, the musica
instruments market remains a fairly dark sector with hardly any outher marke
informaticn available. However, it is thought to be an area that ha

tremendous potential.
Markat Factors

Music is an important opart of all of our lives, whether we can play it o
simply listen to it. Most pecole today have access to either a stereo
personal stereo or radio and so are conztantly in touch with the music world
Mintzl's recent consumer reas2arch has indicated that mary more peepla woul
like to play a musical instrument than those that actuall, do. _ UU%iCAQ%Q~9§P:



very relaxing medium and being aole to play it on a musical instrument can t
the heiznt of one's creative impulses and rersonal satisfaction. Certai
restrictive factor: work azainst the wi.lezpread playing of music - such as tr
cest  of the inztrumant:s and the tim2 it takes to lzarn one; music playin
remains tha privilegs of a cemparatisrely emall p2rcentage of the poculation
Not ctceirg a d,nami: consum2r markat, Jd2mand is low and the influz-ces tha
drive it are thesa,

* The emergence of ocrtable kavboarags into the instrument mark=2t kas don
much t> agrow tre industrey, Most of thess L eyboards are imported fro
South-e3ast Asia and enapi= the elayer to play tne instrument far more easil

due to it's soonistizated crcarammes .

timatad increasa of 100,000 childraen per year in the 1950s betwee

* anoes

the agez of S ang 14, may contribute to growth in instrumAnt sales. Childre
are majcr users of musical instruments.

* Altrouah product pricing iz thousht to b2 a major contributory factor t

the narrow use ot musical inmstruments, ccnsumer res earch has shown that 39% o
all adultz would like to pley piano and 15% would like to be able to pla
guitar. Aith continued develcpment in this area, it is possible that piano
might ccme in the range of people’s pockets in the future.

x An average risze of 4% per year in personal disoosable income during th
late 19303 encouraged people to buy musical instruments as an additiona
leizure item. A complementary decrease in intarest rates during the sam
period lad to easiar credit facilitiez for consumers. The much highe
interest rates which are likely tc obtain during 1589-91 together with
slimming down of PDI increases must necesszarily restrict growth somewhat.

* A perceived increase in personal lzisure time may be an encouragemen
for pecols who have never learrt a musical instrument to do so.

x Tre greater incidence of tel=avision programmes dedicated to music ha
given conzumers the choice of different types of musi~ and perhaos th
inclination to learn an instrument.

Market Size and Trends

Although the musical instruments market has not been known in the past for it
dynamiszm, the develooment and introduction of new high technology instrument
has crouzht a new competitivenes:z back into the 1industry. These comparativ°1
new instruments practically all come from Japan and are termed “portabl
electronic keyktoards”, which are designed partly to develon musicians who wil
trade wuz to other instruments eventually, They account for about a third o
the UK instruments markzt alcne, by value, which emphasis the imoortanc
attacre? to them. However, other szctors have alss shown increased growth
which gecints tc a resurgence of inter2st in musical instruments. The market
as a wne.=2, has grown gGguite conrsiderabl, since thne mid 1$80s to apou:s GBP32
million i~ 1987.

Table 1 Retail sales of musiecal instrumen ts, 1385-89
GBPm Index GROm at Index

constant
1385 prices

1985 214 100 214 160
198¢ 246 118 238 11l
1987 N3 142 282 132
1988 311 145 272 127
1989(est) 325 152 268 125
1380(est) Id42 160 2653 123
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Source: BMRB/i1intel

When rezcondents were asked what they wizhed trey could clay, the piano cam
out on tzo a33in with I3% choosing it. The racorder had meanwnile fallar cu
of favour as a pcoular family instrument to t= replaced by thea guitur with 1s
and the electreonic orqan with 13%. Tha fourth most pcpular instrument wa:z t-
Saxcohore, whizh enly 1% cf househclds couls olay but 3% wanted to be able t
play. There ar: certain restrictive factcrs explaining the small usa of th
saxophone, nanely te cost - saxcphores cost abcut GBF50C for the cheagest

and the ncise factor. Drums also seem to be more ccoular than actually playe:
- nois=2 ard space being the prohit.tive factors involved as well as cost. T he

accordion is also high in the wizhful thinking stakes,

Table 10 Demographic 2nalysis of desire to play instruments, 1989
Base: 941 adults

Piano Guitar Electronic Saxoohonex

Orygan
% % % %
All 37 15 13 9
15-15 22 19 10 183
20-24 32 28 6 22
25-24 33 22 12 g
3S5-44 45 20 13 S
45-54 43 1z 15 4
55-64 45 ) 20 2
&5+ 43 2 10 1
AB 34 11 12 10
Cl 46 17 10 2
c2 41 15 16 10
D 28 17 12 7
E 40 10 13 2
London/TvS 44 15 10 10
Anglia/Central 36 15 13 7
Harlech/TSW 37 14 15 13
Yorkshire/Tyre Tees 37 12 15 é
Granada 36 11 13 9
Scotland 27 13 14 é
Workirg 37 20 12 12
Not working 37 13 12 7
Retired 47 2 17 1
Children 35 19 13 10
No children 41 1z 13 e
Owner occuoiad 41 14 12 8
Rant council 32 13 1% s
Rent other 34 22 12 17

* low sub sampola

Source: BMRB/Mintel
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Forecast

The pattern of musical irstruments sales has been one of dynamic increa
followed by a fading of growth after 1987 in real terms. It seems likely th
the market is now likely to level out at the 1990-9] level, and this
reflected in Mintel's forecast.

The medium term projecticr i< calculated using the SPSS computer model whi
measures the correlation between the recent path of the market and a basket
indesendent variables. Any  weighting of the calculaticn tcwards tho
elements which are fundamental to sevaral variables is offse: by tne syctem.

The only factor significant enough to measure against a future music
instruments market was personal disposable income. Despite the straitening

expenditure during 1989-90, however, consumer demand remains stro
particularly 1in the children’s sector. The fcrecast sales for music
instruments reflects this balance of factors, 9iving a rather stat
projection in real terms. The 1994 value is calculated to be GBP339 millio

a 1% decline on the 1990 figure.

Table 1l Forecast sales of musical instruments at constant 1990 prices,

1990-94
GBPm Index
1990 342 100
1991 332 99
1992 239 99
1993 338 99
1954 339 99

Source: SPSS/Mintel forecasting
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