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I INTRODUCTION 

As part of its scope of work to provide techcal  assistance to the JLGC, FWA's 
Actuanal/Undemtmg Advisor is reqwed to provide the fo l lowg deliverables dunng the course 
of hls activlty ccComplebon of t r m g  manuals for undembng procedures" and c'plarmmg, 
preparabon, lrnplementation and evaluation of an underwntmg tramng course for JLGC 
employees " T h ~ s  report is submitted m fulfillment of these obligat~ons The actual t r a m g  course 
was given m the last three weeks of the Adv~sor's assignment and was attended by the key 
operating officers of JLGC As noted m the evaluation secbon of h s  report, the tramng was 
generally well received by JLGC employees and bullt upon thelr personal management expenences 
and pnor t r a m g  rece~ved fiom other sources 
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II GENERAL CONCEPTS 

Credit assessment for short term loans or guarantees is not an exact science The followng 
guidelmes are mtended as an a d  to idenbfymg the relevant issues and attachng the correct weight 
and emphasis to those Issues 

Remember that the busmess of undemtmg lnvolves the analysis of "nsk" the "nsk" of non or 
late payment "Undemters" in credit guarantee agencies evaluate nsk The term onginates from 
when individuals used to sign their name to cargo mamfests, therem "undemtmg" or guaranteeing 
the descnpbon of the cargo being sent abroad Today, people who evaluate nsks are also called 
"undemters" because in a real sense they are venfymg that the firm or individual applying for 
credit is indeed what it or he is represented to be 

Med~urn Term v Short Term 

It is important for undemters to realize that credit assessments for medzum term loans or 
investment of equlty has a considerably dfferent emphasis than short term credit assessment For 
example, the rate of return on assets or the age of plant and machnery are not particularly relevant 
to deterrrrrmng whether a 180 day bill of exchange or draft wll  be pad on presentation The 
followng guidelmes are relevant for short term credit analysis 

Poss~bility of a "Tad" 

Notw~thstandmg the short term nature of most of JLGC's credit assessment, it should also be 
recogmzed that there can be a 1 ?4 year "tal" to a short term cred~t approval For example, if the 
term of the policy is one year and the max~rnum repayment term is six months, the "tail" of 
unrepaid financmg can extend beyond the exp~ration date of the policy 
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Il l  BALANCING THE ISSUES 

Prompt Responses 

In the a h s t r a t i o n  of credit approval Imts, it is Important to act qulckly and in a manner 
consistent wth  the commercial nature of the transact~on 

Seldom w11 there be complete dormahon on every factor relevant to a creQt assessments Even 
wth respect to the key issues followmg, there may be msufic~ent dormation regardmg the buyer's 
record of payment of debt, incons~stencies between sources of cred~t informat~on, or inadequate 
levels of worlung cap~tal( cash flow ) 

Make a Decrs~on 

It is usually not possible m advance to decide what weight to attach to md~vidual elements 
However, an attempt should be made to reach a decision m every case where practical 
considerations d~ctate that thls should be done, even where there are gaps m the available 
information 
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IV FLEXIBILITY & COMMERCIAL REALISM 

Other Cho~ces 

An undemter should be consc~ous of the fact that for most exporters, gettmg the busmess done as 
speedily as possible is thelr major concern If confronted wth documents that are too complex, or 
wth delays whch appear unnecessary or llkely to endanger successful completion of the business, 
the exporter w11 be less mclmed to use export credt guarantees 

Most of the busmess that IS subrmtted for coverage on a whole turnover basls IS golng to be shpped 
and pad for wth or wthout cover The undemter should always bear th~s  m mnd as a disciplme 
to encourage action w h  a commerc~ally reallsbc t u n e - h e  and wth the appropnate degree of 
flexibility 

Reasonable v Absolute - a  Gray Area 

rink of Absolute as a black area and Reasonable as a Whlte area wth multiple shades of gray m 
between Credlt evaluabon and credit unprovement may seek to modlfj a transaction wthm 
commercially accepted practices towards the area of Absolute Assurance of Repayment However, 
from the outset it should be recogmzed that one cannot get an Absolute Assurance of Repayment 

An undemter should also consider that helshe has a duty to assist an exporter as much as posslble 
as long as this IS consistent wth the objecbve of only guaranteeing business that has a reasonable 
prospect of payment 

There are many Instances where credit lunits that normally would not be approved can be approved 
if condibons are attached to the approval For example, lt could be possible to accommodate a 
credit l m t  request lf an exporter can be persuaded to reduce the amount of the line of credlt 
requested Therefore, rather than makmg one shpment the exporter can make two smaller ones 
thereby reduclng the nsk of nonpayment The effort should always be to try to move towards the 
darker area of the spectrum between Absolute & Reasonable, given that Absolute IS the darker and 
preferred area 

A second approach may be through the lmtation on the tlrne penod that an approval wll  be valid 
Thus the exporter's total exposure could be revlewed at a tune earher than normal Fmally, there 
may also be a mod~ficatlon m the terms of payment Rather than shpplng on open account, a date 
or sight draft may be used or even an unconfirmed letter of cred~t 

Underwriters should be as flexible as possible and attempt to devise new, but 
commercially realistic, conditions which allow the credit limit application to be 
approved if possible The underwrrter should take a positive approach and try to 
find ways to approve a transaction and not turn it down 
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V INTEREST RATES 

Knowledge of lfferent mterest rate possibilihes is also unportant to JLGC undemters, both 
because JLGC guarantees mterest and because the type of interest lmposed by the lender wl l  affect 
debt-semcing capabilibes 

l h s  discussion w11 assume two cases In case one, the mterest rate w11 be fured to the "peg" rate 
or m the second case floatmg rate of lnterest Interest rates are referred to as "spreads" over the 
pnme lendmg rate or in the case of internahonal rates over LIBOR (London Interbank Offered 
Rate) l h s  spread is then expressed m "basis pomts" ( bp ) 100 basis polnts are equal to a 1% 
change m the rate 

In Jordan, normal interest rates range between 12- 15% per annum and the banks take a 1 % or 100 
basis pomt fee, payable up front 

The effective interest rate can vary dependmg on the way the mterest and pnncipal are pmd as well 
as the "placement" fee Under the Micro Loan Program m Jordan the interest rates are included in 
the payments and not expressed as interest We will descnbe four different loan payment schemes 
that w l l  each have different APR (Actual Percentage Rates ) 

Case one equal arnortuabon of mterest and pnncipal 

Case two one year grace on pmcipal and equal amortization of interest over the balance of the term 
of loan 

Case three payments of mterest only for the life of the loan wth  a final one time or "balloon" 
payment of at the end of the term 

Case four an early equal amortization of interest m effect prepayment of interest and subsequently a 
different schedule for the repayment of pmcipal, i e a 30% payment at the end of the term 

Each of these cases wl l  have a different APR Excel has an excellent program that can assist m 
d e t e r m u g  the APR for any loan based on any scenmo 
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VI COLLATERAL 

As part of the process of demonstratmg flexibility and usmg best endeavors to find a means of 
covemg an exporter's busmess, it may become necessary fiom tune to tune to request that the 
foreign buyer provide secunty or collateral to the exporter to assure a timely repayment The 
benefit of any secmty provided to the exporter becomes avslllable to the JLGC by means of the 
subrogabon provision under the terms of the policy Several forms of collateral have been used 
However the most frequently used are (1) financial guarantees m the form of standby letters of 
credit or pledges and (2) mortgages and other charges on assets 

A guarantee or pledge is an undertakmg by the guarantor that helshe or any h r d  party will be 
responsible for the debt, if the other person or company is unable to pay It is a common occurrence 
for parent or associated compames to guarantee the debts of their subsidianes or associated 
compames In many cases, the buyer is a subsidiary of a larger company, but the buyer is wthout 
substantial assets In such cases, a guarantee by the parent or associated company may be 
necessary 

Qulte often a guarantee is provided wthout question where the buyer subsidiary company is wthout 
the necessary substance to be a good credit nsk On other occasions, a guarantee is refused, usually 
w th  the explanation that subsidianes must "stand on their own two feet" A further refinement is 
for the parent or associated company to offer a "letter of comfort" Th~s  usually incorporates a 
statement to the effect that it is the parent or associated company's policy to ensure that the debts of 
the subsidiary are pad, but it accepts no legal liability to pay them 

Obtsllnlng a guarantee, particularly a personal guarantee of directors or shareholders, does not 
necessmly cure all defects m the creditworthmess of the buyer, even if the guarantor has adequate 
asset backmg It is also necessary to look at the legal env~ronrnent in whch the JLGC would be 
requlred to enforce such an obligationy if it became necessary 

However, a guarantee fiom a parent company, director or shareholder can be a positlve sign A 
guarantee can be an "act of good faith" mdicatIon that the guarantor stands b e h d  the buyer As 
such, a guarantee can be of considerable value 

In many countries, enforcing guarantees, no matter what form, is very difficult and this should be 
taken Into considerabon when weighmg all of the factors affecting the final credit decision 

Mortgages or charges over assets are usually used for medium term finance However, undenvnters 
should be aware of the avslllability of such secunty as an alternative Arranging for this type of 
collateralizabon can be expensive and tune consumng Therefore, unless there is going to be a long 
term relat~onshp w th  the buyer, it may be too expensive 

Property valuation procedures wl l  vary fiom country to country and the foreclosure process will 
also vary Therefore, if one accepts property as collateral, one must know what the basis is for the 
value presented as well as the tune it would take to foreclose on the property For example, m 
Jordan it wl l  take up to three years The valuation may not be based on recent comparable sales or 
the economic value, but on the apprsuser in the bank who may have a b~as  
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Important If JLGC or the lender takes "collateral" for secutlty on a loan, JLGC or the lender must 
have "control" of the asset That is, lt must "control" the ability to hquldate the asset Othemse, 
the collateral is of little value Also, the value has to have a relationship to the value achleved when 
the asset IS sold under what is referred to as a distressed situation In some countries ~t is referred to 
as "under the hammer (gavel) of the auctioneer " 

As part of an undemter's "due diligence" in d e t e m g  the creditworhness of a buyer helshe 
should use 

> Credlt reports 
> Trade references 
> Pnor ledger expenence of your own as well as other cred~tors of the buyer 
> Bank references 
> F~nancial statements 
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VII UNDERWRITING PROCEDURES - BUYER / EXPORTER 

Tlmely processmg of an application is essential As previously &scussed, it is of the utmost 
importance that undemters act w h  a commercially realistic tune-fiame Where there are 
delays m approving credit llrmts caused by essential need to obtsun credlt Information, the exporter 
should be kept contmually advised of progress 

The procedure in each case should reflect ths  need to act commercially, and follow h s  general 
pattern 

A buyer file should be created and contan, 

> Fmancial statements reflectmg a favorable worlung capital position 
> Agency and/or favorable bank reports on the buyer ( credit Information ) 
> Evidence of the performance of management in improving the busmess 
> Stability of the buyer's mdustry 
> Exporter's expenence with the buyer in regards to payment record 
> Fmancial statements reflechng a favorable worlung capital position 

An exporter's file should contam 

> Financ~al statements reflectmg a favorable worlung capital posltion 
> Agency and/or favorable bank reports on the exporter ( credit information ) 
> Evidence of the performance of management m lmprovlng the busmess 
> Stabihty of the exporter's mdustry 
> Financ~al statements reflecbng a favorable worlung cap~tal position 

All of h s  information about the borrower1 exporter is to ascertain what in the industry was referred 
to as the 5 "CVs, whlch recently become seven The 7 "C"'s are 

1 Character 
2 Capacity 
3 Capital 
4 Condhons 
5 Customer relationshps 
6 Competioon 
7 Collateral 

Other factors that may be used as a pmary basis for a credit dec~sion-malung may include 

> Number of years m buslness 
> Geographical locabon 
P Expenence m sector 
> Product lme age 
> Expansion of exisbng product lme 
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> Size or potential market 
> Alternabve suppliers 
> Competmg products 
> M i m u m  capital requrements 
> Tanff and non tmff bamers 
> Dependence on purchased Inputs 
> Transportation requlrements 
> Requrements for advanced management shll 
> Type of collateral 
P Debt semclng level 
> Debt / Equty ratio 
> Overall cost of capital 
> Likelihood of early cash flow 
> Proneness to cyclical behavior 
> Worhng capital requlrements 
> Track record of borrower 
> Insurable nsks 

The extent and degree of analysis w11 be dlrectly proporhonal to the amount of the loan For 
example 

A LOAN OF 50,000 TO 
100,000 JD'S 
Central Bank Venficatlon 
Dally Newspaper Data Base 
010 Cred~t Report 
(1) Bank Checklng 
Pnor Ledger Expenence 
Tax Department Venficatlon 

100,000 TO 200,000 JD'S 

Central Bank Venficatlon 
Dally Newspaper Data Base 
(1) Credit Report 
(2) Bank Checklngs 
Pnor Ledger Expenence 
Tax Department Venficatlon 
Un Audited Financial Statements 

200,000 OR MORE 

Central Bank Venfication 
Dally Newspaper Data Base 
(2) Credit Reports 
(2) Bank Checklngs 
Prior Ledger Experience 
Tax Department Venficatlon 
Audited Financial Statements 
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Vlll CREDIT REPORTS 

It is lrnportant to have an understanding of credit mformabon avalable from a wde vanety of 
sources The general purpose m analyzing credit mformation IS to arnve at a declsion as to whether 
or not the concern ments the amount of credit under consideration Remember that JLGC is in the 
"nsk" busmess and remam skepbcal 

JLGC IS not only concerned wth  a smgle transachon, but wth  the future potenhal that any account 
represents The results of the mvesbgation wll  have a b e m g  on whether the buyer should be sold 
on open account terms, whether a smaller than registered credit limt should be set, or whether 
some arrangement other than regular credit terms should be considered 

It needs to be understood what the basis for the mformatlon that is provided For example, Dun & 
Bradstreet m their prelunmary reports merely call the firm that they are reportmg on and ask 
questions about the company D & B wll  check the public records in the Umted States However 
in some cases, it is only the state In whch the business is domg busmess or is incorporated The 
"check" is to make sure there are no adverse actions llke legal sults or a lien aganst the company's 
property If the company desires, they can provide financial lnformation 

Therefore, the basic report wll  tell the address of the busmess, its name, the number of employees, 
when the business was started, perhaps some fmanclal informabon that has not been Independently 
venfied, and whether or not there are any legal filmgs--e~ther law smts or liens agalnst the 
company's property 

The undemter  should look for a "favorable" credit report A favorable credlt report is generally 
defined as 

Current dated wthm six ( 6 ) months of the application date 
No derogatory information, e g , buyer & owners have clean hstones, no protested bllls, 
multiple sults, liens, or outstanding judgments 
Satisfactory credlt hstory "Current" sources do not indlcate any payments received in excess of 
60 days slow dmng the last 12 months 

Contans the followmg mmmum mformat~on 

Date of Report Name/Address of buyer 
Date buyer established Descnption of business activities 
Present ownershp Management background information 
Legal Status Number of employees 
Bank relationshp(s) Descnptlon of busmess facilities 

Credlt reports wl l  vary as to thelr completeness and accuracy Therefore, usually two reports are 
obtamed to enable one to note slmlanbes and differences 
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IX TRADE REFERENCES 

A "wntten" trade reference would be absent of any derogatory opinlons and reflect no payments 
over 60 days slow over the last 12 months 

Current date wthm (6) months of the applicabon date 
"Venfiable source" (contact name/t~tle/company/phone number), reference date, and full 
buyer name & address are clearly idenhfiable 
"S~mlar amount" reference's hghest credit over the last 12 months must be at least 50% of 
the applicants requested credit amount 
"Sirmlar terms," secured terms ( Irrevocable Letters of Credit, Cash Agmst Documents, 
Sight Draft Documents Agmst Payment) only justify use of same secured terms 
Unsecured terms ( open account, drafts, notes )justify secured or unsecured terms, but the 
applicant's requested terms cannot exceed the reference's unsecured term by more than 60 
days 

Contans the followmg credit hstory items 

Years credit experience whuyer Terms of sale 
Annual sales to buyer Date of last sale 
Recent hgh  credit Current outstanding amount 
Past due amount ( if any ) Days past due 
Buyer payment hstory charactenzed as follows 

Prompt, 3 0  Days slow, 6 0  days slow, 9 0  days + days slow 
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X LEDGER EXPERIENCE 

"Favorable" ledger expenence IS generally defined as 

Applicant's ledger (trade) expenence must be completely provided 
Applicant has recelved payment fiom buyer over the last 12 months on at least one involce 
on ''s~mlar amount" and "s~rmlar terms" 
No current amounts due fiom buyer exceed 60 days slow 
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XI BANK REPORTS 

"Current7' dated w h  (6) months of the applicabon date 

Venfiable source the bank references must contam the folloulng 

P Appear on the bank's letterhead 
> Date reference made 
9 Name of foreign buyer or bank with which the bank has a relationship 
> Clearly lndlcate the professional tltle of the "duly authorized representatlveJ' of the 

bank wh~ch IS provldlng the reference 
> Provide the duly authorized representative's signature 

An expllcrt "favorableJ' oplnlon must be stated-the bank must state that ~ ts  relatlonshlp 
wlth the forelgn buyer or banks has been satisfactory, or use srmllar terminology ( e g the 
buyer was pald "as agreed" or wlth "all requlred terms " ) A bank reference that IS sllent on 
the character of the relatronshlp wlth the buyer or bank and does not give an expllclt 
"favorableJ' should not be acceptable to the JLGC 

It must be remembered that if the client owes money to the bank or the bank owes money to the 
client the client wll  always get a favorable report The report w11 tell how long the client has 
banked with the bank and whether or not he has malntalned h s  account "in good order" The report 
may also tell the average balances expressed in bankers terms of "medium seven figures" or low 
"five figures" 

Banks are very aware of the potential liability if they release adverse information Therefore, if the 
underwriter talks to a banker to confirm what he has wntten, the undemter  should listen very 
carefully, as a banker may give an oral opimon of the client that he would not be w~lllng to put in 
wrltlng 
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XI1 FINANCIAL STATEMENT ANALYSIS 

In most cases, obtammg financial statements ( FIS ) w11 not be necessary as suflicient informahon 
wll  be conbned m the reporhng credit agency reports, bank reports or tax records to make a 
necessary judgment 

FIS's should be sought by requesting the bank or exporter to obtasn them Both the exporter and 
the buyers need to be ccundemtten " Buyers wth signrficant continuous exposure under the post 
shpment comprehensive pol~cy need to be periodically reviewed A system should be set up to 
contmually receive up dated financial information as well as any adverse information on the buyers 

There are llmts to the usefulness of F/S's because they represent the financ~al pos~tion of the 
company at one moment in tune However, when a senes of statements covenng penods of t~rne are 
reviewed, they wl l  show Important trends 

Where accounts are un-audited, the lnformabon m the accounts should be treated wth special 
caution In addition, if audited, one needs to pay particular attention to the "opmion" expressed by 
the accounting fm Some statements are reviewed and no oplnlon as to the quality or quantity of 
the assets and liabilities is expressed Other opinrons are mere comp~lations A full audit venfies 
the validity and authenticity of all of the assets and habilities, applylng standard auditlng 
procedures 

These procedures include but are not lmted to contactmg creditors to venfj outstanding balances 
as well as venfication through h r d  p m e s  of the value and ownerslxp of assets 

However, FIS should not be the sole basis for determmg the credit As appendix (111), we attach a 
discussion on "Problems in Measwng Accounting Profit" FIS may usefully be read backwards 
That IS you may choose to read the foot notes first that appear after the balance sheet, Income 
statement and funds flow statement and then look at the figures The footnotes wl l  tell you if the 
firm is m a t c h g  or msma tchg  revenue and expense They can have a time delay both m the 
valuabon of assets and the recogmtion of revenue or expense, that may distort the appearance of the 
financ~al strength of the company 

Besides loolung at an array of statements giving a hstoncal perspective, one can make some 
determmation of the relative strength of the company by malung some s~mple ratio calculations 
The most important ratios are the "current asset" raho and the "qwck asset" ratio In addition, one 
can look at the debtfequity ratlos, net worth and profitability ratios, assumlng you have valid 
information 

A "current asset" raho is current assets divided by current l~abil~tles A "quick asset" ratlo is talung 
only very liqwd assets - cash, cash llke mstruments and accounts receivable dlvided by current 
liabilities, that is liabilities that w11 be pad ln one year 
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Xlll RATIOS 

Ratio analysis is the foundabon of what has become "credit sconng " "Credit scomg" has become 
a hlghly complex method of determmmg cre&tworthmess for large pools of simlar credits - for 
example, thousands of mdiwdual cre&t card holders 

Most programs address at least four ratios liqwdity ratIo, coverage rabo, leverage ratio, and 
operating ratio 

L~qu~d~ty  Rat10 Liqwdity is the measure of the quality and adequacy of current assets to meet 
current liabilities The two most used IiquidIty ratio's m a credit sconng model are "current ratio" ( 
current assets/current 1iabilitIes ) and "sales/receivable ratio ( total sales/accounts receivable ) 
Liqwdity ratios, whch could be added in the future would be "qwck ratio" ( cash & cash 
equivalents plus accounts receivable/current liabilities ) and a "net sales ratio ( net sales/accounts 
receivable) 

Coverage Raho Th~s  is a measure of the firm's ability to servlce debt The single coverage ratio 
in the model is EBIT ( Net Earmngs before payment of loan mterest expense and tax expense 
divided by the amount of loan mterest pad ) Some analysts now use EBITDA ( Net earmngs 
before interest, taxes, depreciation & arnorhzabon ) 

Leverage Rat10 This rabo analyzes the effect of debt ( leverage ) on the net worth of the company 
Highly leveraged f m s  are more vulnerable to busmess downturns than those wth  lower debt to net 
worth positions However, the measure of h s  vulnerability can vary depending upon the 
requirements of the Industry The two ratios m h s  model are Debt.Net Worth ( total liabilities 
divided by eqwty of capital stock and retained emlngs ) and Fixed Assetsmet Worth ( total non 
current assets divided by eqwty or capital stock and retamed e m n g s  ) 

Operatmg Ratlo These rabos are designed to ass~st ~n the evaluation of management performance 
Two rabos used m the model are Earmngs Before Taxesmet Worth ( net e m n g s  after expenses 
and interest diwded by eqwty of capital stock and retsuned earmngs), and E m n g s  Before 
TaxesIAssets ( net earmngs after expenses and interest divided by total assets ) 

Depend~ng upon the type of industry belng analyzed, numerous other ratios might be considered, 
such as EarmngsICurrent Inventory, ExpenseslSales and ratios for expense classifications to direct 
salary and wage expense, etc 

Rat~os, like financial statements themselves, are "guides"--not to be taken wholly or in part by 
them selves The ratios denved from the statements need to be compared to statements of other 
firms in similar businesses When this comparison is made, one can get a sense of the relative 
position of h s  company in relationshp to its peers 

Ratio Analysis and Credit Sconng have become a fine but not absolute science, particularly 
when used in large numbers of similar credits They have become the basis for determining 
alleged "certainty" when "certainty" doesn't exist 
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Withn those four steps is the essential step of determining the type of oplnion offered by the 
auditing firm A description of the different types of opinions is avalable in Appendix V 
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XIV SPREADSHEETS 

A spreadsheet is a method of m e a s m g  the performance of a company m relationship to itself as 
well as to ~ t s  industry over tune It offers a consistent techruque for the current and future analysis 
of compames 

A spreadsheet IS used to sumrnanze relevant mformabon fiom the F/S and to calculate the basic 
financial ratios Because FIS vary greatly between different industries and different countnes, usmg 
th~s  standard format as a basis for analys~s of F1S allows for a consistent approach Banks, other 
financial ~nstitutions and the credit departments of large corporations routmely use spreadsheets 
s~mlar  to the follourlng example to assist them m assessing credlt worthmess Usually a 
spreadsheet is used to assess the creditworthmess of a foreign buyer 

Tranng Course rn Undenvntmg Procedures 17 Delortte Touche Tohmatsu 
F~rst Washrngfon Assocrafes, Lfd 



Company Name Country 

Country - Rate of Exchange 

STATEMENT DATE 
FISCAL I INTERIM 
AUDITED Y/N 
ASSETS 
CASH & 
CASH EQUIVALENTS 
MARKETABLE SECURITIES 
ACCOUNTS RECEIVABLE 
STOCKS 
( INVENTORY ) 
OTHER CURRENT ASSETS 
TOTAL CURRENT ASSETS 
FDLED ASSETS + GROSS 
DEPRECIATION 
NET FIXED ASSETS 
INVESTMENTS 
NON CURRENT 
RECEIVABLES 
PREPAID EXPENSES 
OTHER ASSETS 
INTANGIBLES 
TOTAL ASSETS 
LIABILITIES 
DUE TO BANKS LESS THAN 
ONE YR 
ACCOUNTS PAYABLE - 
TRADE 
ACCOUNTS PAYABLE - 
AFFILIATES 
CURRENT MATURITIES OF 
BORROWINGS 
INCOME TAX 
ACCRUALS 
DIVIDENDS PAYABLE 
OTHER CURRENT 
LIABILITIES 
TOTAL CURRENT 
LIABILITIES 
NOTES PAYABLE 
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STATEMENT DATE 
LONG TERM DEBT 
UNSECURED 
LONG TERM DEBT 
SECURED 
OTHER LIABILITIES 
TOTAL LIABILITIES 
SUBORDINATED DEBT 

MINORITY INTERESTS 
COMMON STOCK 
CAPITAL SURPLUS 
TOTAL NET WORTH 
TOTAL LL4BZLZTZES & NET 
WORTH 
CONTINGENT LIABILITIES 
NET SALES 
NET PROFIT 
WORKING CAPITAL 
CURRENT RATIO 
RECEIVABLE TURNOVER 
INVENTORY TURNOVER 
ACCOUNTS PAYABLE 
TURNOVER 
DEBT 1 EQUITY RATIO 

- 



XV USING THE WEB 

An addltlonal source of credit informahon is the web In the U S all listed stocks appear m the data 
base of the Secmhes Exchange Comrmssion ( SEC ) whose web slte IS www edgar com Other 
web sites are www bloomberg com as well as www msn com where you can find the respective 
symbol of a stock and subsequently fmd additional mnforma~on including, but not limited to, recent 
new releases, charts of stock performance and other SEC filmgs Through the "MSN" web site you 
can find other countries and associated llsted stocks 
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XVI CREDIT SCORING 

As a natural outgrowth of cred~t analys~s - credlt scomg has developed into a fine science By 
consistently comparing vanables from fmanclal statements, creht reports, etc and assigrung 
we~ghts to these vanables, scores for mQv1dual buyers can be ascertained However, the 
appropnateness of the scomg "method" wdl emerge only followmg prel~rmnary and repeated pnor 
system testmg 
Credit scores should be seen as just one of several means of arriving at a credit 
judgment and should not be used as the sole predictor of financial risk 
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XVll CREDIT SCORING MODEL 

The methodology of creht scomg m h s  model beglns wth the measurement of credit risk factors 
A model may consider any number of factors, but usually they are limted to a relatively small 
number of factors These factors are best chosen for thelr easy quantification, but if desired 
qualitatwe factors may also be Included wth methodology for ratmg them 

Four of the most important quantitative factors are the ratios previous mentioned liquidity, 
coverage, leverage & operating In addition, one might consider the qualitative factors of 
collateral, management capability, and the quality of the financial statements 

Each of the factors chosen is then rated on a scale (typically being given a number of one to five, 
w th  five being the hghest score ) 

The seven factors indicated above, for example, might be rated as follows 

EXAMPLE OF RATINGS METHODOLOGY FOR 
CREDIT SCORING MODEL 

Variable 

Current Ratio 
EBITfinterest 
Debtlworth 
Earrungs before 
tax/worth 
Collateral 

Statement 
Quality 

1 
Under 1 0 
Under 1 0 
Over 4 0 
Under 05 

Personal 
Guarantee 
Poor 

Poor 

Prepared by 
borrower llttle 
deal ,  
mconsistent, 
errors 

Fair 

Far 

Prepared by 
borrower, , 
good de td  
consistent, 
apparently 
error-fiee 

Average Above 
Average 

Average Above 
Average 

Prepared by, Prepared 
local acct , by local 
little detsul, acct , good 
unaud~ted detal, 

consistent, 
apparently 
error-free, 
audited 

5 
Over 2 5 
Over 4 0 
Under 1 0 
Over 20 

Bank 
Guarantee 
Excellent 

Excellent 

Prepared by 
lntl acct , 
good detail, 
consistent 
apparently 
error-free, 
audited 

In order to produce a credit score, the ratmgs of the seven factors are weighted accordmg to thelr 
relative importance in the model and a resulting score for each factor is produced, 1 e , rating bmes 
welghtmg equals factor score, as shown below 
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VARIABLE 
FACTORS 

1 LIQUIDITY 
2 COVERAGE 
3 LEVERAGE 
4 OPERATrNG 
5 COLLATERAL 
6 MANAGEMENT 
7 STATEMENTS 

RATING WEIGHT SCORE 

4 12 
4 12 
3 15 
3 6 
3 15 
2 10 
1 4 

TOTAL 74 

The sum of the factor scores may then be expressed m qualitative terms (In the example above the 
sum of the factor scores IS 74) One way to score individual credits could be as follows 

Best Credlt 90 - 100 
Good Credit 80 - 89 
Average Credlt 70 - 79 
Fsllr Credlt 60 - 69 
Poor Cred~t 0 - 59 

A decislon can then be reached that the credlt msurer, or lender, w11 only support crelts in the 
better nsk categones For exam le, JLGC could decide to guarantee only transacbons m the top 4 i categones and not those In the 5 category 
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XVlll OTHER FACTORS IN CREDIT SCORING 

Other factors that could be used m a credit sconng model Include the followng 

Factor 

Amount & Purpose of the Loan 
Borrowers contr~butron 
Term 
Monthly repayment 

Feasibility Study 
Market 
Techcal  
Financial 

Source Repayment 
Borrowers other Income 
Project 
Other sources 

Collateral 
Expenence w/ Commercial Banks 
k s k  Analysis 

Management 
Market 
Financial 

SWOT* 
Strength 
Weaknesses 
Opporturut~es 
Threats 

Rahng Recommended 
Wewht 

( 1 2 3 4 5  ) 3  0  
1 0  
1 0  
1 0  

( 1 2 3 4 5  ) 3  0 
1 0  
1 0  
1 0  

( 1 2 3 4 5 )  3  0  
1 0  
1 0  
1 0  

( 1 2 3 4 5  ) 3  0  
( 1 2 3 4 5  ) 3 0  
( 1 2 3 4 5  ) 3 0  

1 0  
1 0  
1 0  

( 1 2 3 4 5  ) 2  0 
0  5 
0  5 
0  5 
0  5 

Maximum 
Poss~ble Score 

15 0 
5 0 
5 0  
5 0  

15 0  
5 0  
5 0  
5 0  

15 0  
5 0  
5 0  
5 0  

15 0  
15 0  
15 0  
5 0 
5 0  
5 0  

10 0 
2 5 
2 5 
2 5 
2 5 

*Applicable to both Borrower & Project 

As shown above, ratmgs and we~ghts are given for each of the factors, together wth the max~rnurn 
possible score for each factor and categories of factors 
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FINANCIAL STATEMENT ANALYSIS - BANKS 

In January 1998, U S Banlung regulators ( Federal Reserve ) made a revlsed proposal to apply the 
nsk-based capital market framework that was developed by the Basle Committee on Banlung 
Regulations and Supervisory Prachces The Basle capltal framework sought to establish a more 
consistent lnternatronal approach for the measurement and assessment of capital adequacy, 
including m w u m  capital standards The proposed nsk-based capital h e w o r k  was developed 
wth the turln objectrves of helpmg to strengthen the stability of the mternat~onal banlung system 
and removlng a source of competltlve mequahty for banks m s i g  from differences in supervlsory 
arrangements among countrres 

The Basle Agreement contam four major elements 

1 ) A common fi-amework for defining the elements of a banlung orgmzat~ons capital, wth  
emphasls on common stockholders' equlty referred to as - Core or T~e r  1 - capital and 
appropnate recogrution of other forms of capltal - Tier 2 

2 ) A weightmg system for relatmg capital to b h g  nsks, mcludlng off-balance sheet 
exposures 

3 ) A schedule for achevmg a m m u m  supervlsory standard for the ratlo of capital to 
welghted nsk assets, and 

4 ) Other transitional arrangements designed to provide a reasonable amount of time for 
orgmzatrons to bnng their capltal posltlons into conformity with the nsk-based framework 

The framework establishes no lmtial capltal reqwrement but proposes an mtenm target cap~tal equal 
to at least 7 25 percent of nsk based assets ( of whch at least 3 25 percentage pomts should be m 
the form of stockholders eqwty ) to be acheved by year-end 1990 In 1992 a m m u m  standard of 
8 percent ( whch at least one half or four percentage pornts, should be m the form of common 
stockholders equlty) 

A second method of determmmg the viability of bank is to assess ~ t s  exposure by vmous 
geographcal markets The markets are nsk rated The capltal adequacy is then reflective of the 
relatlve nsk, 1 e , 

A Markets rnlnlmum nsk 2 5 %  
B Markets moderate nsk 3 75% 
C Markets above average nsk 5 83% 
D Markets hgh  nsk 10 00% 
Reschedules loans limted recovery poss~billt~es 20 00% 

Information on banks IS avsulable on the web at www bankstat com as well as from the Banker's 
Almanac and other s~milar publications Bankstat is by subscnptlon, however they report on a 
regular bases on more the 15,000 financial institutions world wde W i t h  the U S there are what 
is referred to as "Schessenoff" report Thompson Fmancial Inc has recently acquired t h s  firm 
Individual reports at thls tune wl l  cost approximately U S $150 00 or more 
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XIX COUNTRY RISK ANALYSIS 

Many analysts who study the quesbon of country nsk or crehtworthmess attempt to create some 
sort of mdex or scale whch quanbfies their judgment of c e m n  underlymg facts concemng a 
country's credit standlng There are, of course nsks of overgenerallzation when attempting to make 

lund of quanbfication 

The living reality of any country has many dlrnensions and the attempt to reduce it all to a single 
number may conceal more than it illuminates Nevertheless, analysts believe some use of such 
indices is helpful, provided the ind~ces are carefully designed and provlded that they are considered 
as the "startmg" pomt of an analysis and not the find judgment 

In consldemg an econormc county model, one can separate three rather different quantities to be 
measured These measurements are designed to answer three questions 

1 In the vlew of the country's current debt position, what IS the probability of a default or 
reschedulmg In the relabvely near future 7 

2 Regardless of debt poslbon, what is a country's longer range economic health 7 

3 What is the quality of a country's underlying human and natural resources 7 

The first question lends itself to economehc analysis Analysts have undertaken computenzed 
studies of past debt reschedulmg to determme what combmation of vanables would have been most 
successful m preQctlng them The results of thls exercise are set forth m the followng Part I 

Long term lenders are naturally concerned wth a country's prospects beyond the next few years 
Part I1 of the country model is a checklist of factors beamg on longer term economc health It was 
developed by aslung economsts whlch factors they believed would be most important and what 
relative weights they would asslgn to these factors These Indices look primarily at a country's 
wealth, its rate of growth, its control of inflation and the magnitude and structure of its export 
earmngs 

The ultnnate economic strength of any country lies In its human and natural resources, wth  
particular emphasis on human resources Whlle it is not possible to quantify m any scientific way, it 
seems useful to 11st a number of possible categones and ask the economists to give their subjective 
judgment as to whether the country IS good, fmr or poor %le the resulting number is necessmly 
rather arbitrary, the exercise is probably useful in obligabng the economists to think carefully about 
the quality of human and natural resources in the countnes wth  which they are concerned l h s  is 
Part I11 

The first part produces a blnary result a developing country either is or is not deemed by the model 
to be a candidate for rescheduling, wth  a relatively small gray area between 0 and 100, with 100 
being the best position 

No attempt has been made m h s  exerclse to quant~fy polltlcal factors, and any results on a table 
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such as h s  must be qualified m thelr entlrety by a political assessment of the country concerned 
Polibcal matters are lmpossible to quanbfj because of their vanety and complexity as well as their 
long and short run charactensbcs 

PART I EARLY WARNING OF LIQUIDITY PROBLEMS 

Part I is based on the principle that there is a hstoncal relationshp between economic vanables and 
measures of repayment hfficulty that is common to a number of countnes, which can be identified 
through econometnc tests, and can be used to suggest hture liquidity problems Simlar principals 
are wdely accepted m the physical and social sciences and have supported the development over 
the past few years of creht sconng models for bond rating and consumer credits 

In developmg Part I, logc analysis, an econometnc techque specifically designed to deal with 
discontinuous measures of liqmdity problems, was used to select and weight those economic 
vmables best able to suggest if a country would likely encounter such problems 

The model IS based on 49 developing countnes whch have rescheduled their debts in recent years 
Six vanables have been selected as best able to suggest liquidity problems up to five years in 
advance 

The rabo of external debt outstanhng to exports 
The ratio of mtemabonal reserves to lmports 
The ratio of gross fixed capital formation to GDP 
Reserve position m the IMF 
The rate of Increase m the consumer pnce mdex 
The ratio of hsbursements on debt to exports 

PART n LONGER RANGE ECONOMIC HEALTH 

Part I1 is designed to simulate the mental process used by the economist in assessing quantifiable 
economic indicators that may have a longer term bemng on country credit worthiness Unlike 
Part I, Part I1 is expected to have limited predictive value and is intended primarily to give a 
rough, composite picture of the economic environment prevsuling in a particular country 

The followmg table presents the economic factors studied, their respective measures, and the 
weights that were gven to each measure 

ECONOMIC FACTORS MEASURES WEIGHTS 

1 WEALTH GNPI CAPITAL ( MOST RECENT YR ) 25% 

2 GROWTH AVERAGE GNP PER CAPITA GROWTH 15% 
RATE 
INVESTMENT / GNP 10% 

Training Course n Underwnhng Procedures Deloilfe Touche Tohmafsu 
F~rsf Washngton Associates Lfd 



3 FISCAL & INFLATION RATE 
MONETARY POLICY AVG INFLATION RATE 

BUDGET SURPLUS ( DEFICIT 
)/EXPENDITURES 

4 MAGNITUDE& CURRENT ACCOUNT EARNINGSIGNP 15% 
VULNERABILITY OF AVERAGE CURRENT ACCOUNT 10% 
FOREIGN EXCHANGE EARNINGS 
EARNINGS ( DEFIC1T)lGNP 1 / 

EXPORTS 1 COMMODITY DEPENDENCE 2 I 10% 

NOTES 
1 1 Average computed over a 3 - year penod 
2 I Dependence on the two most lrnportant commodities expressed as a percentage 

of total exports 

DEFINITIONS 

GNPICAPITA - A country's relative wealth was given the heaviest weighting m Part I1 of the 
country Model on the assumption that wealher countnes are generally better credit risks than 
poorer ones However, the absolute level of GNP alone d ~ d  not appear to be an adequate measure of 
wealth slnce ~t made no allowance for how many people shared m the wealth Real GNPI CAPITA 
for the most recent year available was therefore selected as the most practical measure obtsunable 
for a large number of countnes, although ~t too has adrmtted deficiencies 

AVERAGE GNPICAPITA GROWTH RATE - a 3 year average of the GNPICAPITA growth rate 
shows a hstoncal pattern As wth the GNPICapita measure alone, the hgher the average growth 
rate in h s  rabo, presumably the better off is a particular country's economy 

INVESTMENT 1 GNP - The level of investment as a percentage of GNP is a rough mdicator of a 
country's athtude toward savmgs and consumption Other h n g s  belng equal, a country which 
invests more currently wl l  become more productive and wealthy m the long run 

INFLATION RATE - The level of d a b o n  ( consumer pnce mdex ) is a reflection of a country's 
attitude toward fiscal and monetary responsibility The rate for the most recent year avsulable shows 
the most current plcture 

AVERAGE INFLATION RATE - A 3 - year average is an appromate measure of the shorter 
term trend m pnces agmst whch the current rate can be compared to point up an improvement or 
detenorabon 

BUDGET SURPLUS ( DEFICIT ) I EXPENDITURES - Th~s  ratlo for the most recent year 
avsulable complements the milabon rate for the most recent year and the 3 - year average by givlng 
an msight Into where pnces are headed m the future 
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CURRENT ACCOUNT EARNINGS ( DEFICIT ) / GNP - Current account earmngs or defic~t ( 
borrowngs ) are a measure of a country's external financ~al strength The measure is calculated for 
the most recent year avalable 

AVERAGE CURRENT ACCOUNT EARNINGS ( DEFICIT ) 1 GNP - %s ratlo a average over 
the most recent three years to show a short term trend wth abnormal year to year fluctuat~ons 
smoothed out 

EXPORTS / COMMODITY DEPENDENCE - a countries relative dependence on the two key 
export commodities reveals the potential vulnerabil~ty of a country's fore~gn exchange earmngs 

Human and natural resources is a qual~tat~ve porhon of the Country Model that relies on the 
subjectwe judgments of country economsts 
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A summary of the measures and weights used m Part I11 is as follows 

MANAGEMENT WEIGHTS 

DEPTH OF MANAGEMENT COMPETENCE 10% 
RATIONALITY OF FISCAL 1 MONETARY POLICIES 10% 
ABILITY TO IMPLEMENT ECONOMIC POLICIES 10% 

INFRASTRUCTURE & STAGE OF ECONOMIC 
DEVELOPMENT 

COMMUNICATIONS / TRANSPORT INFRASTRUCTURE 10% 
DEGREE OF INDUSTRIALIZATION & 10% 
MODERNIZATION 

ATTITUDE & RESPONSIBILITY 

WORK ETHIC 10% 
PROMPTNESS OF PAYMENTS TO CREDITOR NATIONS 10% 

PHYSICAL RESOURCES 

AGMCULTURE 
MINERALS 
ENERGY 

Part I11 is the most abstract and subjective of all three parts of the Country Model We offer the 
followmg d e h t ~ o n s  

DEPTH OF MANAGEMENT COMPETENCE - measures the existence of competent managers at 
descending levels withm govemment and industrial managenal herarches Also the presence of 
entrepreneurs m general 

RATIONALITY OF FISCAL / MONETARY POLICIES - measures how well these policles are 
conceived in terms of the prevsullng economlc environment 

ABILITY TO IMPLEMENT ECONOMIC POLICIES - measures a government's ability to put ~ t s  
policies into effect m face of political or other realities 

COMMUNICATIONS / TRANSPORT INFRASTRUCTURE - reflects the degree of basic 
~nfrastructure needed to support further economc development 

DEGREE OF INDUSTRIAL & MODERNIZATION -bears on a country's ability to produce 
goods m an efficient manner and to respond to technological change 
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WORK ETHIC - mmors the amtude of the labor force toward productivity and the prevalence of 
labor unrest 

PROMPTNESS of PAYMENT TO CREDITOR NATIONS - measures the t~mellness of payments 
and delays due to both a b s t r a b v e  procedures and to fundamental financial difficulties 

AGRICULTURAL, MINERAL & ENERGY RESOURCES - reflects a country's relaQve self- 
sufficiency, external e m g s  related thereto, and ~ t s  potential for future resource exploitation 
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XX COURSE EVALUATION 

In order to o b W  an objecbve evaluabon of h s  tramng course, FWA's Actuanal/Undemting 
Advisor asked each partrcipant from JLGC to complete the enclosed questionnare The results of 
th~s  survey are shown on the page mediate ly  followmg the questionnsure Thls indicates general 
satisfaction wth  the trsumg and the conviction that subject matter, ability, facilities and logistics, 
role of the participants, and slull of the trsuner were useful, appropnate and effective Highest marks 
were given to the trsuner for answenng questions thoughtfully, and for the value of teachng suds 

The overall evaluation of the course done by JLGC participants rated the FWA traner 4 2 out of a 
possible maxmurn of 5 0 Overall evaluation for other areas of the questionnsure were choice of 
subject matter - 4 0, utility of subject matter - 3 6, facilities/logistics - 3 9, role of the participants - 
3 5, other - 3 2 The answers to 25 out of 28 questions Indicated a medium to hgh level of 
satisfaction (3 0 to 4 8 average out of a possible maxlmum of 5 0) Lower satisfaction levels were 
registered for the tramer's estmabon of the pnor knowledge of the participants (2 8)' appropnate 
allocation of hme (2 3), and whether partrcipants believed they w11 now be better managers (2 9) 

Trarnng Course n Undenvntrng Procedures 32 Delo~fte Touche Tohmafsu 
Frrsf Washngton Assocrafes, Ltd 



CREDIT TRAINING COURSE EVALUATION - OUESTIONS 

SUBJECT MATTER l=least useful(no) 5=most useful (yes) 

1 ) I thmk the topic, credit evaluation tunely and useful 1 2 3 4 5  

2 ) I thmk financial statement analysis tunely and useful 1 2 3 4 5  

3 ) I thmk the rabo analysis tunely and useful 1 2 3 4 5  

4 ) I dunk the credit report evaluation useful 1 2 3 4 5  

5 ) I dunk a "scomg model" wl l  be useful 1 2 3 4 5  

6 ) I thuds bank financial statement analysis useful 1 2 3 4 5  

7 ) I thmk country credit scomg tlrnely and useful 1 2 3 4 5  

UTILITY OF SUBJECT MATTER 

1 ) l h s  course was dlrectly related to my mam responsibility 1 2 3 4 5  

2 ) Subject matter was only good background informahon 1 2 3 4 5  

3 ) The subject matter included new tools for my daly work 1 2 3 4 5  

4 ) The subject matter helped clmfy or provide a good review, 1 2 3 4 5  

of tools I already possess 

5 ) I believe I can do my job more effect~vely and efficiently than 1 2 3 4 5  

before h s  course 

6 ) I believe I w11 be a better manager because the course provided 1 2 3 4 5  

me a better understandmg of credit evaluation 

7 ) The subject matter Increased my understandmg of what should be 1 2 3 4 5  

happemng in the banks before the case is submtted to the JLGC 

FACILITIES AND LOGISTICS 

1 ) I liked the t r m g  facilities 

2 ) I llked the teachmg a d s  

3 ) Time allocated was appropnate 

4 ) Reference matenals were useful 

5 ) The manual w11 provlde a valuable tool for my library 
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PARTICIPANTS 

1 ) Fellow partic~pants added to the value of the course 

2 ) A class of thls size was Ideal 

TRAINER 

1 ) The traner was well prepared 

2 ) The teachmg ads, were appropnate 

3 ) The trsuner underestimated the knowledge of the part~c~pants 

4 ) The traner answered quesbons thoughtfilly 

5 ) The t r u e r  acheved balance between theory & practice 

6 ) I llke the case stud~es and examples 

OTHER 

1 ) I would l~ke to be a traner and tram others on th~s  subject 

2 ) If I were to teach th~s  course I would do the followrng 
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CREDIT TRAINING COURSE EVALUATION - ANSWERS 
-- 
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SUBJECT 
MATTER 

QUESTION 

1 
2  
3 
4 
5 
6 
7 

RESPONSE 

UTILITY OF SUBJECT MATTER 

1 3 
17% 
33% 
1 7% 
50% 
33% 
33% 

2  

17% 
50% 
33% 
1 7% 
67% 

33% 

1 
2 
3 
4  
5 
6 
7 

4  
50% 
17% 
33% 
17% 
17% 
50% 
83% 

33% 
33% 

17% 

17% 

17% 

FACILITIES LOGISTICS 

50% 
50% 
17% 
33% 

17% 
17% 

17% 

17% 
1 7% 
33% 
50% 
50% 

5 
23% 
50% 
5 0% 
33% 
50% 
17% 
1 7% 

3 9 
4  5 
3 4  
3 3 
3 7 
2 9 
3 7 

h th rne t~c  
Mean Avg 

4 2  
3 8 
4  3 
3 8 
4 2  
3 8 
4 2  

33% 
50% 

33% 
50% 

50% 
17% 
33% 
67% 
50% 

1 
2 
3 
4 
5 

4 2  
4 2  
2 3 
4 3 
4  5 

PARTICIPANTS 

33% 

17% 
33% 
33% 

3 0 
3 9 

17% 1 
2 

TRAINER 

17% 
17% 
33% 

17% 50% 
50% 

17% 
5 0% 
33% 
17% 
17% 
33% 

1 
2 
3 
4  
5 
6 

17% 33% 

OTHER 

67% 
50% 
17% 
83% 
50% 
50% 

17% 

33% 
17% 

4  5 
4  5 
2 8 
4  8 
4 2  
4  3 

1 
2  

33% 50% 17% 3 2  



I LIST OF COURSE MATERIALS 

A Cred~t Analysis Two More "Cns of Credlt -by Dr Lany m t e ,  Associate Professor of 
Fmance, MISSISSIPPI STATE UNIVERSITY 

B Examples of Credit Reports for Busmesses - Domestic / Internabonal 

1 Example D & B Domestic & International Credt Report 
2 WTDR ( World Trade Data Report ) now called a ICP ( Internat~onal Company Profile ) 
3 Cnhcal Review D & B data collec~on - WSJ 
4 Glossary of Terms 

C Problems in M e a s m g  Accountmg Profit 

D Understandmg Fmancial Statements - a gu~de for non-fmanc~al profess~onals 

E Types of [Auditor's] Opmons Accordmg to GAAP Regulations 

F Creht Analysis Tymg ~t all Together 

G Outlimg the Process of Forrmng & Updatmg Cred~t Judgments 

H Four Steps to F/S Analysis 

I 10 Prachcal Web Sites of Export Pro's 

J k s k  Rabng Charactenst~cs of Bankable Credit 

K Spread Sheet - JLGC 1996,1997, & 1998 

L From Ordmal to Cardmal Measures of Country h s k  

M International Country h s k  Guide 

N International Fmancmg Techmques - How to Improve Export F~nanclng 

0 Krentzrnan, Harvey C, "Successful Management Strateg~es for Small Busmess", Prent~ce 
Hall, Inc , Englewood Chffs, New Jersey, USA, - "Tools of F~nanc~al Management" 

P Rabo Analysis - defimtions 

Jrain~ng Course in Undetwnfing Procedures 36 Delodte Touche Johrnatsu 
Fmt Washfngton Associates Ltd 



Submitted by 
Deloitte Touche Tohrnatsu Emerging Markets 
First Washington Associates, Ltd 

Submitted to 
USAID 

IQC NO PCE-1-00-99-00008-00 
Support for Economic Growth and Institubonal Reform 

July 1999 



Appendur A 

Appendlx B 

Appendlx C 

Appendm D 

Append~x E 

Appendlx F 

Appendlx G 

Append~x H 

Appendm I 

Append~x J 

Append~x K 

Appendlx L 

Appendlx M 

Append~x N 

Append~x 0 

Appendlx P 

Credit Analysis Two More "C"s of Credit 
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Credit Analysis Two More "C"s of Credit 
By - Dr Larry White 

Associate Professor of Finance, Mississippi State University 
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APPENDIX B 

Examples of Credit Reports for Business - Domestic and International 

1 Example D & B Domestic & International Credit Report 
2 WTDR (World Trade Data Report) now called a ICP 

(International Company Profile) 
3 Critical Review D & B data collection - WSJ 
4 Glossary of Terms 
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Credit Advisory System 
Nou, faster and more consistent nsL assessment through a system that consolidates the best 
of D8-B plus new rlsh category rankings 

For oi er two tears D8B listened to credit man 
agers speahng their minds Fire lntenriened thou 
sands of users of D&B cred~t  lnformation and 
consulted u ith hundreds of credit professionals 

The result The Cred~t  Adi  son S~stem, perhaps 
the most potent credit lnformation source eier 
introduced b\ D&B Here, In a format that has been 
standardized and streamlined the informat~on you 
&ant has been brought together in one place 
Dynamlcallv up to date too And to top t t  08 thesys 
t a  zntroduces a m u  set of g-u7cfelznes clestpzecl speclficallp 
to m u l e  the creclzt mk qualz t~~ 

The new ABC's of rlsk assessment 
At the ken heart of the system is the Credlt Risk 

Category feature a unlque method of ranking that 
helps vou assess degrees of risk quicbli and slstem 
atrcalli I ts  as simple as ABC 

For ei enr companv vou Inquire about, the sistem 
asslgns a Credit Risk Categon~ that is based on the 
company s complete D&B file A means that rela 
r i i  elv little nsk evists from DScB s perspectiie B 
signals th?t moderlte ~ l s h  evists C alerts )ou to 
examme the account in01 e closel~ 

Here, at last are uniform a1 dstlcks you can 
apply to class~h accounts more speedily reliably 
and conslstentli And talk about the dvnamics of 
timellnessl The Cred~t  Rlsb Catesonr is calculated 
at the tzme ofjmtr lnquzrv 

The system's rnult~ple roles 
The new Cred~t Adv~son Svstem incorporates 

the moht important information eleinents from 
three popular Dm reports the Bus~ness Informa 
tlon Report, Pa1 nlent Anal)s~s Report and Industr) 
Norms 

h o i ~  through thls single coni enlent source i ou 
have the means to decide hot\ much time and atten 
tron each nsk l r  arrants Ei en more ~mpolranth 
special fearures of the si stem also make ~t eas\ for 
JOU to know exacdv wlrere to deiote \our tlme and 
anal) ses 

For Instance, the system s Commentan Section 
proi ides a qulck read of significant data and 
events Eventh~ng from payment patterns to collec 
tion placement from publlc filings to the companv s 
financial standlng I\ ithln its lndustn And among 
the features In the rest of the report IS a Credit 
Profile that includes a payment summan the cum 
panv s PAYDEX@ score the tndltional D8B Rating 
and informat~on about the companJ s htston? and 
operations 

-- 

But that's not all' 
Bevond the assigned 'A, B or C R~sk Cate 

gory, the system continues to p ~ d e  you \\hen fur 
ther analys~s ( B ) or  caution ( C ) IS called for 

We not onlv ident~f i  the class of risk for you but 
also recommend a course of folloiv up action, b, 
offerlng two s\stem optlons One the D6B Patment 
Analysis Report !I hlch deta~ls the company s pa\ 
ment habits with up to 24 months of PADEX 
trends and industrv comparisons Xvo the D&B 
F~nanclal Informat~on Report i\hlch computes hey 
financial ratlos for the sub~ect compan) compares 
them with industry norms and piov~des iou nith 
the financral statement 

Faster more reliable and more consistent ei alua 
tion of cred~t  risks is what the Credit 4d~isor-y 
System is all about E ~ e n  component and feature 
is deslgned to fulfill the expressed needs of creclit 
professionals 

You can t beat the svstem' 

The Credit ld i ison Sistem IS a\ail-ible on 11ne i la D,insPrint@ D u n s l o ~ c e ~  and 
DunsDiala or thl ough the m-111 Dun & ~radstreet 
For more info171iatioi1 cont ~ c t  the Ciecl~t Adi 1s01-i Sistein Product \Ian?%er - ~ t  ~redrt serv~ces 
1 201 663 3683 01 contact ioili DAB bales ~epresentatlxe oi locd D8B office EB Th, J C O ~ ~ I I ,  ~ , u n a  ~ndwrcr~Corpomlan of 

% ILtXCc llun X Rr~1~1rrt.r Inc 1 rlr~rctl In LA -\ Y 



Dollar-speczfic credzt guzdelznes 
tliat d ~ a w  the ZZIZE 012 your accou~zts 

111 (loll I I  f i ~ u ~ e s  I)uns Cle t l~l  Gu~tle q111cl<ly shows you a c1ct11t guldc 
I I I I L  1l1'11 I) 15ctl on DSrB tl11 I rcplesinls the aver,lgc credll exposure 
, I I ) I ) I ~ ~ ) I  I ~ l c  fol Illc conlp,lny 111 11 1s-or w InLs to be-yoor euslonicr 

1)11115 C~ct l l l  Gultlc 11cll)s you dclermlne liow mucl1 ~ l e d l t  a firm 
L 111 i onlfo~ L.ll)ly 11 lntlle so  you1 Lolnp~lny s resoulees a l e  dcvolcd 
to full~lll~ig o l t l e ~ s  tli,~t will IJI I I I ~  111 re 11 tloll,~rs Ancl lt suppol Is your 
( I L L  1\1o115 1~1111 IIICC,IICIII I ~ L O  ~ ~ I ~ ~ I I I C I . I I  r,ltlos and conip,ll,~llvi 
lntlustr y tl II I 

Quicltly d ~ s c o v e r  an  accoun t s  purchas~ng power 
5c~ l1o11  I p1o111111~11tly cI1s1)l ~ y s  tilt co~iipiller gelierated cretl~t  
g u ~ t l ~  l111c plus 1 st1111,1tctl Annu 11 I'urch lses llle antrc~pated yeirly - 
1)111cl1,1scs 1111s f i ~  111 will I~ , I I<L  h o ~ n  i l l  suppl~ers 

Analyze r~slc components  to a s s e s s  a fcrrns true rlsk cond~t lon  
COII I I I ILI I I~  po111t~ out pcrtlninL eont l~l~ons  of rlsk-su~li 4s s e ~ u r e d  
fi11,11ii 111g 01 IIC,I\~Y (Icbl--tl~,~l 1111g11t aflcf~~t credlt pollcles 
0Ihe1 1)&l% plotlui 1s I ~ ~ l p f u l  111 l l ~ e  Issessmenl of llils ?ccounl may 
1150 IIL s ~ l g g e s t ~ d  

Assess  a f ~ r m  s strength w ~ t l i  Industry comparlsons 
Sci t1o11 Il-Co11tl1t1o1i Analysis-io~np,~~es arid rdnbs a coliipany s 
I\c) I111,lnr 1,1l I 1110s to 11s 111tlus~1 y peel 5 Industry qu21 llle ranl\lngs 
I I L  ~ \ 1 ) 1 i  ssc(1 011 I 5~ I I L  of 1 (111~ l11gllcb1 01 besl qu 11 ler) Illlougll 4 

( I l l (  Io\v1 \I ( ~ l l t l l  Ic1 1 
Plnpolnt financial performance changes  
SciLlon 111- I1c11d A ~ ~ , ~ l y s ~ s - ~ ~ i c l u t l ~ s  up to L111ce yearsof tlcl llled . 
O C I  fol 111 I I I < L  I ,1l1os 011 ,I COIIIP,IIIY \ v ~ t l \  ye31 by ye,\r co~iip 11 lsons 
I 0  11s llltlu5ll y 

DUNS - 
& ANALYSIS 

DUNS 00-007-1743 
MRMAN HFG CO I N C  

DATE PRINTED STARTED 1965  
JUN 01 198- STHT DATE 12-31-8- 

S l H T  TYPE F I S C A L  

S I C  NUMBER 2751 

L I N E  OF 8USINESS 
COMMERCIAL PRINTING 

492 KOLLER STREET 
SAN FRANCISCO CA 94110-0012 

4 SECTION I - B A S I C  CREDIT GUIDE 

CUSTOMER REWIREHENTS 
BASIC CREDIT GUIDE AMOUNT 
ESTIMATED ANNUAL PURCHASES 

I SUBSCRI8ERS OWN KNOHLEDGE OF AND EXPERIENCE AND RELATIONSHIP U I T H  THE SUBJECT 8USINESS 

\ SHOULD BE USED I N  CONJUNCTION H I T H  DUN S CREDIT GUIDE HHEN DETERMINING A CREDIT L I N E  

'* COMMENTS SECURED FINANCING PRESENT 
INVENTORY TURNOVER LOU COMPARED TO INDUSTRY 
HEAVY DEBT SITUATION COMPARED TO INDUSTRY 
ACCWNTS PAYABLE HEAVY COMPARED TO INDUSTRY 
TRADE SLOWNESS INDICATED 

ADVISE FURTHER ANALYSIS USING FULL REPORT 
DUNS FINANCIAL PROFILE 
PAYMENl ANALYSIS REPORT 

SECTION 1 1  - CONDITION ANALYSIS 
W I C K  CURRENT CURRENT DEBTINET W R T H  lOTAL DEBTINET WORT11 

( T I N E S )  (T IMES)  (1) (7.) 

I SECTION I 1 1  - TREND ANALYSIS 

NET PROFITINET SALES (7.) 
TOTAL ASSETSINET SALES (1) 
RETURN ON INVESTMENT (1) 
AVERAGE COLLECTION PERIOD (DAYS) 
INVENTORY TURNOVER (TINES)  
ACCWNTS PAYABLElNET SALES ( X )  

OVERALL RANKING 

12 1 31 l 8- 
FIRM RANK 

1 2  1 3 1  1 8 -  1 2  1 3 1  1 8 -  
FIRM RANK F I R M  RANK 





The Payment Analysis Report (PAR') - - 

I The fast way to find out who's slow 
and who's not 

The Payment Analysis Report pro\ ides you with detailed payment information on your 
customers so you can anticipate when you'll be paid Or  ~f ou'll be p a ~ d  Each PAR 
suppl~es you with important statistics on a firm's payment .!i ab~ts - lnclud~ng 
comparisons, analyses and detalled summary information - that help you reduce your 
risk of doing business 

Automatrc Update Protect~on Contrnuous Payment Analysrs Reports 
Continuous PAR alerts you to up~sard or downward sh~fts of io polnts or more in a firm s PlYDEk For one full 
year follorr ing )our origlnal PlR Inquiry, )ou 11 automatically be sent a nets PAR Report ~heneter  significant 
changes take place 

Make Credlt Dectsrons-Qurckly and Accurately The  PAYDEXB 
score rates a companv s payment record and helps you 

Continuous PL\R makes you atrare of cred~t problems so you can tale actlon earlt to aio~d collect~on problems 

determine how qu1cL1y you 11 be pald By re\ ien ing the 
PAYDEY score, you'll get an Instant overtierv of how a flrm 
pays ~ t s  bills 
Easrly Establrsh or Adjust Lrnes of Credrt B) comparing the 
firm s PAYDEX trend line (the solid line) wlth the lndustry 
median (the dotted llne) you can see how the firm's payment 
hablts compare with other firms ~n the same llne of business 

CREDIT 
ADVISORY ,,, I 

SYSTEM , 4 - -  -17 L- 
---- - 

L-n .C 
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w a n  

,- - -  ,. ... -10 I 
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You can use t h ~ s  information to set or adjust your customer's 
line of credit 
Note The display 1s numerical tla Dunsprint@ .'ID" PYII. 

dellvery ILu.IDI - 
Avord Potentral Problems Beforelhey Occur The "Deta~led <*,. , Summary' helps you pinpolnt any changes In a firm s 

C v LC -. - SLY W .I nen uIl  payment habits -at 12 months compared to the last three 
9 . D T - Y Y 1  CI -a - - - -  - I 

months - to help you reduce your rlsk of dolng business LV YCLl - 4 ,o 

Suppliers are broken down by dollar size extended - 
helplng you identlfy how large suppl~ers are pald compared 
to small ones 
In addition, 'Net Terms are d~stlnguished from D~scount 
Terms, lndicatrng whether a flrm may pay more quickly 
when a dlscount is offered And 4ccounts Placed for 
Collection are shown as we11 as bnfatorable Comments, so 
you can monltor the status of the account 
Deterrnrne When a Flrm Mrght Pay You- Accordrng to  Industry 
Statrstrcs Sometimes a firm paw certain industries more 

,, 
L, s, 

- 

a 

n -a I 
ID DD*im Y c 4  I 

mmDSmC - - -  LO- %- Cam n m a  rn v0 , I 

%- * JJ I, 
20 2 I 

n .a ~1 
UY- m 

Mi-DT - OrrmL.=,c.-t- =- .a IU 1 I 

m o 0 0 0 0 0 0 m  qu~ckly than others By breaklng out a firms payment hablts m O O O O O  
0 m o o  

Lm 

by "Llne of Busmess," you can see when other suppliers are """ 
-IWI 

paid, and more ~mportantly, when a firm IS llkely to pay you . y T r m ( l n  v- X Z ~ C ~ ~ I I  I I 

C I I X n  IIL. 
u--n -000 

Revrew Your Exlstrng Credrt Ltmrts or New Orders A ' Payment Ily - 
Summary" recaps a firm's at erage PAYDEX for the current 
12 months compared with the prior 12 months - SO you  can 1 
quickly check your existing credit llmits or new orders 

-PI CDLYRiP I 
n -a - I 
=L 7 L.P." uu-m.- 7 .-" n-II %...ID-- ' 

I---".- 910. - ---N -- --------- ---- ----&..-- ---- -.-=----;- -a- 1 

-.i 
~~YNUL ma 

w rn 2.- 
2 -  w rn Y 

W Y I O  6W.c.L =m ., 
LI- D oo I m  

I W  

zm-y~u .OW 
U 

DSO u m  
-NCI - m2L rn 

I Y L D ~  

un F- , W3 , O m  O ,w w ,o w 
s I W  % oo 

agalns t these figures The ''AS erage Hlgh Cred~t and the ...---..1- -m-- --- 
,=-,,,L,----~, ----- =-.-.=- T T T ~ Z  

"Hlgh Credlt Indicate the overall exposure of the firm 



The Payment Analysis Report (PAR") 

The Importance of PAYDEX and Payment Trend Analys~s as an Early Warn~ng System 
- -- 

Often, when a firm is evpenencing 
problems the first s~gn of impending 
difficult~es is a deterioration in its 
pavtng performance Since P4YDEX 
scores are updated dailv, these signif 
icant changes are quicMv ident~fied 

The chart to the nght shows a 
sample of ten L! S firms divided into 
'Strong Firms" and 'Failures" We have 
matched the maroon and gray tones to 
specific P A ~ E ; \  ranges (see beloxi) 
for easy ~dent~fication of the different 
stages In payment trend You can wold 
potent~al d~fficulties by keeping this 
"early warning nstem" in mind every 
time you revleM PAYDLY scores 

Its Important to note that the firms 
l~sted in the Failures group all filed for 
bankruptcy (or made an assignment 
to the benefit of the~r  creditors) m 
September or October of the mn-ent year 
As you can see, the PAYDEX scores for 
these firms were in the redseveral 
months before the actual failure 

Payment Trend Analysrs 

Strong Flrrns P r~or  Qtrs Current 12 Months 
F~rrn 4 8- 8- X- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 

Drc \lar Jun Sep Dec Jan Feb Ilar 4pr \la\ Jun Jul Aug Sep Oct \ot 
82 71 16_6 73- 77 -75 ! $3 I77  74 -74-74-73 -76- 34- 76 

Firm B 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 
Dec \lar Jun Sep Dec Jan Feb \lar 4pr \tar Jun Jul 4ug Sep Ocr \a\ 
79 78 79 79 84 83 79 78 77 1-67 70 I i i  83 83 82 83 

Firm C X- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- S- 8- 8- 8- 
Dec Mar Jun Sep Dec Jan Feb Xtar Apr M4v Jun Jut Aug Sep Oct ha\ 
ii 78--83 85 82 80-78_--78 78 78 77 78-59 79 79-78 

Frrnm D X- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 
Dec \far Jun Sep Dec Jan Feb Xiar 4pr \la\ Jun Jul Aug Sep Oct ho\ 
74 7 5 - 7 3 - 7 3  80-79 76-50-80  79 75 73 $6 76 73 74 

F~mm E 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 
Dec Var Jun Sep Dec Jan Feb Mar Apr Llar Jun Jul Aug Sep Oct hot 
73 71 $7 75 i 6  77 75 78 t 8  77 77 78 78 78 78 76 

Fa~lures P r~or  Qtrs Current 12 Months 
F~rnm L 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 

Dec \far lun Sep Dec lan Feb Mar 4pr hlav lun lul Aue Sev Oct l o \  

! 

Colors in the chart below F~rnm \ 
ind~cate the follorring P41 DEY ranges 

71 plus 
-7 - ! 76 70 Firm 1 

a - .  

5 j and under 

Thrs IS onlv a rru~dei~ne and IS not rntended F ~ r m  Z . ~- ... - 
to be an abso1;te Gurdellnes ma\ be 
adjusted accord~ng to the partrcular rndustry 
or to a company s ~ndrr~dual requtrements 

8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 
Dec Mar Jun Sep Dec Jan Feb Xlar Apr ivlav Jun Jut Aug Sep Oct \ot -- I - 2  0 

8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 
Dec Mar Jun Sep Dec Jdn Feb \lar Apr Mar Jun Jul Aug Sep Oct 'rot -- - 2 

8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- S- 8- 8- 8- 8- 
Dec Mar Jun Sep Dec Jan Feb Mar 4pr Vav Jun Jul Aug Sep Oct l o t  -- 
8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 

Dec Mar Jun Sep Dec Jan Feb Mar 4pr \fav Jun Jul Aug Sep Oct hot 
-r * 

1- xi The Paiment 4ndras  Report IS axailable on line \la ~ u n s P n n t "  Duns\.oice@ 
and DunsDlala or through the mall 

Dun & ~radstreet 
For more inforrnatlon, contact the Credit 4d\ ~ s o n  Sxstem Product Manager at 

credit servlces 
acompnvof 

I I 201 665 3688 Or contact your D&B sales repre~ent?rl\~e or locd D&B office E3 *Duns ~ n d ~ m t c a p m z ~ r n  

/n 



PAYMENT ANALYSIS REPORT ( PAGE 1 OF 2 

Dun & gradstreet 
CREDIT I ~redlt Compnv 01 ~ e r v ~ c e s  

ADVI SO RY I,,.,,~~ ., ThcIknb BRdurca C o r p o o r m  

-I 

SYSTEM 

I 
DUNS 00-007-7743 DATE PRINTED 

GORMAN MANUFACTURING CO I N C  AUG 2 3  198-  
(Subsidiary o f  
Gorrnan H o l d i n g  Co Inc 1 COMMERCIAL 

4 9 2  KOLLER STREET PR INT ING 
( F o r m e r l y  400 K o l l e r  S t )  ( SAN FRANCISCO, CA 94110-0012 S I C  NOS 

2 7 5 1  
TEL (415)872-9664  

) L E S L I E  SMITH, PRES 
STARTED 1 9 6 5  
SALES $18,931,956 

F IRM VERSUS INDUSTRY PAYDEX 

PAYDEX 6 3  .................... 
X X X  KEY w w x  

PAYDEX PAYMENT 
1 0 0  ANT IC IPATE  

9 0  DISCOUNT 
8 0  PROflPT 
7  0  SLOW TO 1 5  
5  0  SLOII TO 30  
4  0  SLOl l  TO 6 0  
3  0  SL0L.I TO 90 
2 0  SLOII TO 120 
U N UNAVAILABLE 

DETAILED SUMMARY OF F IRM'S PAYMENT HABITS  
/ OF DOLLAR AMOUNT 

u 
I N  F I L E  

PRIOR 4 QTRS 
PAR GRAF GUIDE 96 

CURRENT 1 2  MONTHS 
- 

#OF DOLLAR ANT IC -  SLOW SLOW SLOW SLOW 
EXP AMOUNT PROMPT 1-30 31-60 61-90 91+ 

# $ / / / / / 

S O L I D  L I N E  (-) 

I S  F I R M ' S  SCORE, 

DOTTED L I N E  ( ) 

I S  MEDIAN INDUSTRY 
SCORE 

P P  AND BOTTOM 
 ORDERS OF SHADED 
AREA ARE UPPER AND 
LOWER INDUSTRY 
QUARTILE SCORES 

S I C  2 7 5 1  
# OF ESTAB 3 , 0 4 2  

1 

1 2  MDS ENDING 0918- 6  1 864,700 2 9  3  1 1 0  1 4  1 6  

(I 3 MOS ENDING 0918- 27 458,000 2 8  2  5  6 2 4  1 7  

84 - - 
A 7 2  -- 7- - xz-7 -. --lei x3L*-2g----+z2 .. . .* .. 
D 

4 8  - 
36 - 

X 2 4  - 
12 - 

0 - 
I 8 -  l a -  I 8 -  t 8 -  Be-  ' 8 -  I 8 -  18- 18- la- 18- 18- 

S E P  DEC MAR JUN S E P  OCT NOV DEC JAN FEB MAR APR MAY JUN J U L  AUG 

C R E D I T E X T N D  OF$100 ,000+  3 300, 000 3 3  3  3  1 7  17 - 

I 
50-99,999 3  190,000 2  1 4 7  - - 32  
15-49, 999 9 280,000 2  8  2  0  5  20 2  7  

5-149999 1 0  67,500 3  3  3  0  22 1 5  - 
1- 4,999 1 5  22,500 3 3  1 8  1 8  1 9  1 2  

LESS THAN 1,000 2 1  4,700 2  6  4  9  1 9  6 - 

I CREDITS OFFERING NET TERMS 3 2  423,300 3  0  7  3  27 - 3 3 
CREDITS OFFERING D ISC  TRMS 8 248,700 3  0  44  2  6  - 

SH EXPERIENCES - - 
1 CED FOR COLLECTION 2 - 12,500 ( lrAVORABLE COMMENTS - 

I N D I C A T I O N >  OF SLONNESS CAN BE THE RESULT OF DISPUTES OVER MERCHANDISE, SKIPPED INVOICES, ETC 
(CONTINUED) 

1: ;5 E 

'WIlS REPORT MAY NOT BE REPRODUCED IN WHOLE OR IN PART IN ANY MANNER WHATEVER 
E U R S b  C C  C * ' ,  E C S E S E "  E 5 8  6 E Z S C E  C 

E  a E  
E S  E  C C E  r E t  

E - E  E  E  
C E  E  C t E  C  E 

E  E  
S C  s  

E S  C r  E E E S S U  E  E  i 0 0 5 E - 5 -  C 6 E  F "55- )L r E  E S  E 5  E  
€ E 

F E a  E CL 51 

L FIRM 78  8 0  78 78 78  80 8 2  8 2  80 70 7 0  69 6 4  59 59 63 



Dun & ~radstreet 
credit servrces CREDIT 

SYSTEM 

I PAYMENT ANALYSIS REPORT 
PAGE 2 OF 2 

I GORMAN MANUFACTURING CO I N C  
SAN FRANCISCO CA 9 4 1 1 0 - 0 0 1 2  PAYMENT H A B I T S  BY INDUSTRY X 

L I N E  OF # DOLLAR HIGHEST AVERAGE ANT SLO SLO SLO SLO 

u EXP AMOUNT CREDIT  HGH CR PPT 1- 3 1 -  6 1 -  9 1 +  
3 0  6 0  9 0  

------------------- ------------------- ---------- ------- --- --- --- --- --- 

A I R  TRANS 5 
CHEMICALS WH 1 
COrlMUNICATIONS 2 
COMPUTERIDP SVCS 2 - 
ELEC EQUIP WH 3 
ELEC MACHY MF 5 
EQUIP RENTAL 1 
FUR & F I X  MF 1 
FURNITURE RET 1 
INDUSL MACHY WH 6 
L A B  INSTRMTS MF 1 
LODGING 2 
MEASURING DEV MF 2 
VCJIICAL I N S T R U  MF 1 

h C L A S S I F I E D  2 
1 , ~ i  ELEC MACHY MF 6 
PAPER PDTS WH 8 
PERSONNEL SVCS 1 
PRIMARY METAL MF 1 
P R I N T  8 P U B L I S H  6 
R E P A I R  SVCS 1 
RUBBER & PLASTIC MF 1 
SOCIAL SVCS 1 
l P A N S  SVCS 1 

x PAYMENT SUMMARY 

COMPOSITE PAYDEX 
CURRENT 12 MONTHS 

AVG H I  GH C R E D I T  = 

HIGHEST C R E D I T  = 
COMPOSITE PAYDEX 
PRIOR 1 2  MONTHS 

THIS REPORT MAY NOT BE REPRODUCED IN WHOLE OR IN PART IN ANY UANNER WHATEVER 
E t E  F E - E 

EE F C E E E 5 5 -  E € 5  -L E E f. 
E t - € 



Determine when a flrm m~glit  pay you-according to 
Industry statlstlcs 
~ O I I I L ~ I I I I C \  ,I fir111 p ~ y s  c c r l , ~ ~ n  ~ ~ i d u s l r ~ t s  more quickly 111 In o l l ~ ~ r \  
I%y 111 c I ~ \ I I I ~  0111 'I f i ~  I I I \  1) I ~ I I I L I I ~  llablts by Line of Ru\lncss, )on el11 
\ L C  WIICI I  oI11cr \ L I I ) ~ I I L ~ ~  ' I I C  11 I I ~  r111d Illore I I I I ~ O I  tc~l1tly ~ 1 1 ~ 1 1  

,I ril I11 1s IlI\cly to p,ry yo11 
\ 

Review your extstlng credlt llm~ts or new orders 
1' 1y1llc111 $11111111 11 y ICI,III \ , I  G I  1115 I V L I , I ~ C  PAYDCX for 1l1c (111 re111 12 
1 1 1 0 1 1 ~ ~ 1 \  i0111l) 11~d ~ l l l l  1 1 1 ~  111 1 0 1  12 111011~115-50 YOU C d I l  C ~ I I I C I \ ~ Y  COI l l  

1) 111  I1115 yc 11 5 r f o ~  III  I I ~ C L  to 1151 y c , ~ ~  5 t ~ ~ ~ c l  p111po1111 \ I ~ I I I ~ ~ C , I I I ~  
h c ~ u l s  I IIL AVLI , l g ~  l11gll CIC (111' ,\11tl tile lllgh Cretl~t  ~nt l~c , l t t  the 
ovc r 111 LXI)O\ I I IC  of L I I L  f i ~  111 

\ 
Detect the early warnlng signs of flnanc~al d~stress 
Often, wllcll ,I fi~ 111 15 C X ~ L I  I L I I C I I I ~  ~1robIe111s the first slgn of 
I I I I I I L I I ( ~ I I ~ ~  ( I I I ~ ~ L I I I L I L \  IS 61 ( I L ~ L I  1 0 1  111011 111 p ~ Y I ~ I C I I ~  ~ C I  ~ O I  Illtlllce 
I I I L \ C  \1g111fi~ 1111 C I I  I I I ~ L S  ,IIC C I I I I C ~ I Y  ~del~tlficd I I L C ~ ~ I S L  I'AYDrX 

\COlCS I I L  111)(I 11cd (I Illy 

Monltor payment performance changes to avold 
collect~on problems 
Wlt11 Conl lnuous PAR for one full yeir  following your o r lg~n~l l  Pay 
III( 111 AII 1ly51s Report Inqull y yo11'll a i~tonia t~c  ~ l l y  be sent 111 

uptl ~ lc t l  repol t W ~ I L I I L V L I  \ I ~ I I I ~ ~ L ~ I I I ~  C ~ I I I I ~ L S  t i l k ~  pl Ice Cont~nuou\ 
I'AK ,IILI L \  you lo upw,~; tl or tlownwl\rtl s h ~ f l s  of 10 polnls or more 111 

,I firln's P A Y D r X  Con1111uous PAR makes you aware of c r e d ~ t  
PI oblcnls s o  you c,ln t , ~ k ~  llon e,~rly to ,lvold L~oublt 

Av 111 \ble tll~ougll thr m,111 or onllne VI,I I)unsl'r~n~" or l )u~~\Pr~nt l I 'C 
II I I I I I L  15 41o1 1 cllll l ) l ~ l ~ ~ l ) ~ r ~ l "  01 Dul~sVolce~  for summ'lry cletarls and 
I (  cluest lollo\i 111) prlntctl rcpor ts f o ~  rnorc co l~~p lc te  an l lys~s  latcr 

GORMnN MANUFACTURING M 
SAN FRANCISCO CA 9 4 1 1 0 - 0 0 1 2  P A Y M C ~  1 1 ~ 0 1 1 ~  BY INOIISPRY * 

\ L I N E  OF n m l  l.nR IIIGIICST AVEIVLGC ANP s l a  s ~ a  s ~ u  , ~ n  
BUSINESS EXP AMOUNP CREDIT IILII CIt I I  F I- 31- ( I  JI 1 

3 0  60 9 U  

AIR TRANS 
CllCMICAI S WII 
COMMUNICATIONS 
COMPUTER/DP SVCS 
Cl EC EQUIP WM 
ELEC MACllY MF 
EQUIP RENTAL 
FUR & F I X  MF 
FURNITURC RLT 
INDUSL MACNY WII 
LAB INSTRMTS EIF 
LOOGI14C 
MEASURING DEV MF 
MEDICAL I N S ~ R U  MF 
NON CLASSIFIED 
NON ELEC MACBY MF 
PAPER PDTS WH 
PERSONNEL SVCS 
PRIMARY METAL MF 
PRIPFP 6 PUDLISII 
REPAlR SVCS 
RUDDER 6 PLASTIC MF 
SOCIAL SVCS 
TRANS SVCS 

,' PAYMENT SUMMARY ~ 
COMPOSITE PAYOLX 
CURRENT 1 2  MONTllS = 7 1  

COMPOSITE PAYDCX 
PRIOR 1 2  MONTUS n 7 9  

- 4 9  - - - -  
4 3  - - 
- 3,  3r 
,!I - - 
47  1 - 
- - -  
- - -  

1 0 0  - - 
- - -  
- - -  
- - 0 )  - 311 - 
5 0  5 0  - 
- - - 

3 18 2 1  - - - 
5 - 7 4  

- - - 
- D -  

1 0 0  - 
- - - 
- - LOU - - - 

~. 

l o~ I I I ~ I L  111fo1 111 ~tlon,  conttlcl your local Dun Q Braclstreet 
C ~ c t l ~ l  S L ~ V I C L S  ofice (coosult your local telephone directory) or cill 
Core ilu\lness S ~ r v l c e s  at 201 665 5456 

s RIPW)I runao t o  w n s v r ~ ~  l o c o  I c r  rm I r I c v w t  t r r  or I suoscnmrn r o I r r t o n  In c o  a n f a  .u c w t c ~  n m 
W ~ U R  Ct  u IIHCIO~OI f m  OUSWISS O I C S ~ H S  co US H OW u* c n u  I n  u s  w t s n  r. o n  I w I 0 %  n I 
m o s l  mUIImN u t l s s  01 r m m i  WD*. 60 I I c RI mr 4 1  "01 a r t  III rr I p a r  ru t 1 I n mm I u 

SSLYIIS I l V  P A1 0 I I LOI*S  P U S M S S  S DOIS - 1  < I  1" U l t l  I U 6CCUfl C COMFII11 &$I Wl W I l U I S .  Y I I W )u 8 :  7 
S ALL ~ 0 1  a4  LUBLI IOR AM LOSSORUIVRI 1~ ICYIR 01~111 .10  OY CO)~  m c i M n s 8 1  o r FMII I( M I  mu t t r c r n *  
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The Credit Advisor 
- 

The basic component 111 Dm ' s  new Credit 4d.rrisory S~~stem, the Credlt Ad\ isor brings 
together in one place lnformation elements from several DM3 reports 4nd introduces 
a unique method of ranking for fast, systematic nsk assessment 

- - - - -  

Credrt Rlsk Category 
Through an automated analksrs of the lnformation 
ai ailable to DLSB on a busmess one of three rlsk 
categories ( 4 B or  C ) is ass~gned to the com 
panv After re\ lewlng the critical ~nformat~on 
flagged In the Commentan Sect~on, vou dec~de 
h o ~  to interpret each nsk category according to 
vour cred~t  pol~c! the size of e \ ~ o s u r e  and the 
unique needs of tour busmess 
The t h ~ e e  Cred~t  Risk Categories and the meanlng 
of each 
"A" -The rnformatron m Dun & Bradstreet's file 

on this account suggests a relatrvely low 
rrsk 
For further anal~sls rei leiv Pavment Anaivsis 
Report (pl oi Ides detailed trade analvsis) andlor 
Financial Infoi lnatlon Report (f~nanclal state 
ment w~th  Lev ratlos and ~ndust l~r  norms) 

"B" -The rnformatron m Dun & Bradstreet's frle 
on thrs account suggests moderate rrsk 
Further anal\sls 1s also adi lsed uslng Pacment 
Anal~ s ~ s  Report andlor Financial Inforinatlon 
Report 

"C" -The rnformatron rn Dun & Bradstreet's 
frle strongly suggests a close examinatron 
of this account 
Specifically advtse L I S I I I ~  Pavment Analysls 
Report andlor Financial Informat~on Report 

For e ~ c h  nsk categor) the Cl edlt Ad\ lsor presents a 
summan of the data used to make the recomlnen 
datlon In the Commentaiv Sect~on In situations 

where a B or  C risk categon 1s ~ndlcated a care 
hl re\ leu of all lnforrnatlon In the Cred~t  Ad\ is01 u 
advised 4ddrtionall) further analysls of the cornpa 
nys palments or financ~als ma) be recommended 
u w g  othei D8-B products depending on ~dentlfied 
col~dltions of the business 
Other sectlons of the Credit Ad\ lsor Include 
Commentary 
H~ghllghts s lp~f icant  data and ei ents reflecting 
the critena that make up  the reconlmended nsL 
categon 
Credlt Profrle 
Features oi el all D m  Rating PAYDE;Y@ and pert1 
nent lnfolrnat~on relating to the cornpan\ s pal 
ment elpel iences 

Company Rat~ng The D m  Ratlng n ass~gned 
on the basis of a per~odic re\ lei\ bi a DU3 bus1 
ness analist of the cornpant s fin lnc~al statenlent 
p?i ment histon huslness backg ound manage 
11le11t elperlence and bank rel7tlons 

Company PAYDEX The  PAYDEX u a dollar 
1% elghted numerical score that Indicates a compa 
n) s paiment performance It u produced bi 
comb~ning up  to 8'75 lndii  dual pa\ment e lpen  
ences and pro\ ides an instant o \en  leu of a 
companj s current pa\ ment posture 
Industry PAYDEX Med~an 4 median PUmE\ 
based upon the firm s SIC grouping thzt 1s ~ ~ s e c l  
for compar atn e analcs~s x\ ~ t h  the film s PAI'DE'i 
Payment Summary Thls lnformatlon is coln 
puted fro111 the cornp~int s trade eupet lences and 
iilcludes foul data elements A\ erage High 
Credlt H1gI-h Cred~t  Placed f o ~  Collect~on and 
Cclsh Elpel lences 

I 

c-p., l r C 1 1  
1A 1 0111/1 

C ~ . p o ,  P A r n  

Id trr M.d 
PAT 

PA'RUCT S t n o u s T  

A # H1.b 
H1.b L C - d l t  I 1 0 0  DO0 
P I  d  f c I l o c ~ l o n  2 
C. b hp. I o 

A COWL I I 4 1 Il.a~l . n thou'h 
Lb I t ns u ult or th d bt Y b. d t  w L d  

- I W K  I I U T I O Y S H I R  U I P O r n D  - - 
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CREDIT  ADVISOR 
PAGE 1 OF 3 

------- DUNS 00-007-7743------------- DATE PRINTED------------ SUMMARY----------- 
AUG 2 3 ,  1 9 8 -  1 GORMAN MANUFACTURING CO I N C  STARTED 1 9 6 5  

( S u b s l d l a r y  o f  G o r m a n  H o l d z n g  COMMERCIAL P R I N T I N G  SALES F $ 1 8 , 9 3 1 , 9 5 6  
I Companies I n c )  S I C  NO l lORTH F $ 3,482,600 ( 4 9 2  KOLLER ST 2 7 5 1  EMPLOYS 5 0 0  
( F o r m e r l y  4 0 0  KOLLER S T )  ( 1 5 0  HERE) 
(and B r a n c h e s  o r  D l v l s l o n s )  HISTORY CLEAR 
SAN FRANCISCO CA 9 4 1 1 0 - 0 0 1 2  

TEL 415 8 7 2 - 9 6 6 4  

C H I E F  EXECUTIVE L E S L I E  SMITH, PRESIDENT 

i ............................................................................... - DUN 8 BRADSTREET C R E D I T  R I S K  CATEGORY C - - 
1: \, 

THE INFORMATION I N  DUN & BRADSTREET'S F I L E  - 
STRONGLY SUGGESTS A CLOSE E X A M I N A T I O N  OF T H I S  ACCOUNT - 

- - 

I 
............................................................................... 
.................... COMMENTARY----- COMMENTARY----- COMMENTARY------------------- 

- A v e r a g e  P a y m e n t s  a r e  2 0  d a y s  b e y o n d  t e r m s  
- F l r m ' s  d e b t s  o n  2  o c c a s l o n ( s )  have b e e n  p l aced  f o r  collection 

A v e r a g e  Indust ry  P a y m e n t s  a r e  1 9  days b e y o n d  t e r m s  
L l e n s ,  Suits a n d / o r  J u d g m e n t s  a r e  p r e s e n t  - s e e  P U B L I C  F I L I t d G S  s e c t l o n  

I - B a n k  c o m m e n t a r y  p r e s e n t  
- F l r e  o r  o t h e r  d ~ s a s t e r  r e p o r t e d  - see HISTORY and SPECIAL  EVENTS s e c t l o n s  
- UCC F l l l n g s  p r e s e n t  - s e e  P U B L I C  F I L I N G S  s e c t l o n  
- F l n a n c l n g  s e c u r e d  - s e e  BANK/PUBLIC F I L I N G  s e c t l o n s  o r  F I N A N C I A L  INFORMATION 

- I Appraisal Ranking 1s 4 based on a s c a l e  o f  1 (Highest) t o  4 
( L o w e s t )  c o m p a r e d  to t h e  Indust ry  

It .............................................................................. STRONGLY A D V I S E  U S I N G  - - - 

t - PAYMENT ANALYSIS  REPORT (PROVIDES D E T A I L E D  TRADE ANALYSIS)  - 
- F I N A I I C I A L  INFORMATION REPORT ( F I N A N C I A L  STATEMElJT LIITH KEY - 

R A T I O S  & INDUSTRY NORMS) - - - 

I .:. E. 

THIS REDORT MAY NOT BE REPRODUCED IN WHOLE OR IN PART IN ANY MANNER WHATEVER 
s - F ii E E  E s E S  s P ~ E  s c  a E E C  C E 5  E 9 t 
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EDIT A D V I S O R  
GE 2 OF 3 

t ............................... CREDIT PROFILE-------------------------------- 

Company R a t l n g  3A3 Estimated F l n a n c l a l  S t r e n g t h  1s 
( A s  o f  03/17/8-> $1,000,000 - $9,999,999 and 

I Composite C r e d l t  Appraisal 1s F A I R  

Company PAYDEX 6 3 Average Payments a r e  
20 Days Beyond Terms 

(based on 61  t r a d e  experiences) 
d i d u s t r y  Medlan 

PAYDEX 65 Average I n d u s t r y  Payments a r e  

I 
1 9  Days Beyond Terms 

YMENT SUMMARY 

ve rage  H l g h  C r e d l t  $ 14,175 
H l g h e s t  C r e d l t  $100,000 

l a c e d  f o r  Collection 2 
-h Experiences P ;  - 

Accounts a r e  sometimes p l a c e d  f o r  collection even though 
t h e  existence o r  amount o f  t h e  d e b t  may be d l s p u t e d  

.......................... BANK RELATIONSHIPS REPORTED-------------------------- 

( 00-000-0000 Amerlcan Bank & T r u s t  Co 1415) 777-7777 
J San F r a n c ~ s c o ~  CA 

t .............................. PUBLIC FILINGS--------------------------------- 

03/17/8- On Mar 25, 198-, a  s u l t  I n  t h e  amount o f  $500 was f l l e d  a g a l n s t  

I Gorman M a n u f a c t u r l n g  Co I n c  b y  Z H e n r l c  Assoc (Docket  #27511) I n  
San F ranc l sco ,  CA Cause of a c t l o n  was Goods s o l d  and delivered 

F l n a n c l n g  s ta temen t  d a t e d  Jan 28, 198- a g a i n s t  Gorman 
M a n u f a c t u r l n g  Co I n c  I n  f a v o r  o f  Swlnger  Corp , Mal lbu ,  CA Amount 

I $2,000 F l l e  3741170 S t a t e  CA Asszgnee San F ranc l sco ,  CA 
C o l l a t e r a l  Equipment 

On March 17, 198- K e v ~ n  J Hunt  r e p o r t e d  a c t l o n  f i l e d  b y  Z 

I 
H e n r l c  Associates was due t o  damages caused by f a u l t y  p r l n t e r  and has  
been s e t t l e d  C o u r t  r e c o r d s  r e v e a l  s u l t  was withdrawn 

- - - ~ ~ ~ ~ _ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~  SPECIAL EVENTS-------------------------------- 

On August 197 198-, s u b j e c t  experienced a f l r e  due t o  an  
electrical s h o r t  I n  one o f  t h e l r  p r l n t l n g  machxnes Damages amounted 
t o  $35,000, w h l c h  w a s  f u l l y  c o v e r e d  b y  t h e l r  xnsurance company 

THIS REPORT MAY NOT BE REPRODUCED IN WHOLE OR IN PART IN ANY MANNER WHATEVER 
5  E  E  E  
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AGE 3 OF 3 

........................... BUSINESS BArKGROUND-------------------------------- w 

&PER ATION S u b s l d l a r y  o f  Gorrnan H o l d l n g  Companies I n c  , L o s  A n g e l e s ,  CA, 
03 /17 /8 -  w h l c h  o p e r a t e s  a s  a h o l d l n g  company f o r  ~ t s  underlying s u b s ~ d l a r l e s  

1 P a r e n t  company h a s  two  o t h e r  subsidiaries T h e r e  a r e  no l n t e r c o r n p a n y  
r e l a t l o n s  b e t w e e n  p a r e n t  a n d  s u b ~ e c t  A consolidated f l n a n c l a l  
s t a t e m e n t  on  t h e  p a r e n t  company,  d a t e d  Dec 31, 1 9 8 -  showed  a  n e t  w o r t h  
o f  $ 7 , 8 4 2 , 2 2 6 ,  w l t h  a  f a l r  f l n a n c l a l  c o n d l t l o n  l n d l c a t e d  

I Comrnerc la l  p r i n t ~ n g ,  e n g a g e d  I n  l e t t e r p r e s s  a n d  s c r e e n  p r l n t l n g  
S e l l s  f o r  c a s h  30/ b a l a n c e  n e t  30  d a y s  Has 1 , 0 0 0  a c c o u n t s  S e l l s  t o  
c o m m e r c l a l  c o n c e r n s  Territory N a t l o n w l d e  N o n s e a s o n a l  

EtlPLOYEES 500  l n c l u d l n g  o f f l c e r s  1 5 0  e m p l o y e d  h e r e  

1 FACILITIES R e n t s  4 0 , 0 0 0  s q  f t  I n  1 s t o r y  c o n c r e t e  b l o c k  
b u l l d x n g  I n  g o o d  c o n d l t l o n  P r e m i s e s  n e a t  

LOCATION Industrial s e c t l o n  o n  s l d e  s t r e e t  

I 
BRANCHES S u b y e c t  m a l n t a l n s  a  b r a n c h  a t  1 0 7 3  Doyden Road,  L o s  

A n g e l e s ,  CA 

HISTORY LESLIE SMITH, PRES K E V I N  J HUNT, SEC-TREAS 
0311718-  DIRECTORCSI THE OFFICERCSI 

I I n c o r p o r a t e d  C a l l f o r n l a  May 2 1 ,  1 9 6 5  Authorized c a p l t a l  
1 consists o f  200  s h a r e s  common s t o c k ,  n o  p a r  v a l u e  

I B u s l n e s s  s t a r t e d  1 9 6 5  by  p r l n c l p a l s  1 0 0 /  o f  c a p l t a l  s t o c k  IS 
owned by  p a r e n t  

LESLIE SMITH b o r n  1926  r n a r r l e d  G r a d u a t e d  f r o m  t h e  U n l v e r s l t y  
o f  C a l l f o r n l a ,  L o s  A n g e l e s ,  J u n e  1 9 4 7  1947-1965  w a s  t h e  g e n e r a l  

I m a n a g e r  f o r  Raymor P r x n t l n g  Co S a n  F r a n c l s c o ,  CA 1 9 6 5  f o r m e d  
s u b j e c t  with Kev ln  J Hunt  

KEVIN J HUNT b o r n  1 9 2 5  m a r r l e d  G r a d u a t e d  f r o m  N o r t h w e s t e r n  

I- 
U n l v e r s l t y ,  E v a n s t o n ,  IL, ~ n  J u n e  1 9 4 6  1946-1965  w a s  t h e  production 
m a n a g e r  f o r  Raymor P r l n t l n g  Co , S a n  F r a n c l s c o ,  CA 1 9 6 5  f o r m e d  
s u b j e c t  w l t h  Les l le  S m l t h  

R e l a t e d  C o m p a n l e s  T h r o u g h  t h e  f l n a n c l a l  l n t e r e s t  o f  Gorman 
H o l d l n g  C o n p a n l e s ,  I n c  , t h e  Gorman Manufacturing Co I n c  1s r e l a t e d  
t o  two  o t h e r  s l s t e r  c o m p a n l e s  ( S r n l t h  L e t t e r s h o p  I n c ,  S a n  D l e g o ,  CA a n d  
Gorman Suppliers I n c  , Los  A n g e l e s ,  CAI T h e s e  s i s t e r  c o m p a n l e s  a r e  
a l s o  e n g a g e d  I n  commercxa l  p r l n t l n g  T h e r e  a r e  n o  intercompany 

I r e l a t l o n s  

.............................. B A N K I N G  COMMENTARY------------------------------ 

R03/8- B a l a n c e s  a v e r a g e  m o d e r a t e  s l x  f l g u r e s  A c c o u n t  o p e n  o v e r  t h r e e  
y e a r s  L o a n s  e x t e n d e d  t o  l o w  s e v e n  f l g u r e s ,  now o w e s  l o w  s e v e n  
f l s u r e s ,  s e c u r e d  by a c c o u n t s  receivable a n d  inventory, a n d  r e l a t l o n  

I 
s a t l s f a c t  o r y  

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

- ?NCIAL INFORMATION A N D  PAYMENT ANALYSIS REPORTS A R E  A V A I L A B L E  AT A DISCOUNT 
I AE I F  O R D E R E D  WITHIN 2 DAYS 

5 E  

THIS REPORT MAY NOT BE REPRODUCED IN WHOLE OR IN PART IN ANY MANNER WHATEVER 
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112f01112at2012 plus a~zszoe?s for fast rzsk assessnzent 

O u l c  I k l y  ,rs\c\s l l i c  potenl~,~l I ~slc of t l o l n g  bus~ncss w11h o t l l c r  

c o l n p  I I ~ I ~ \  w ~ t h  t l l c  C r c d ~ l  At lv l sn l  y System 1 I l e  system r i l l l t s  i n  
11iou11~ I I I ~ O  n l i e  of three t , i t e g o l  ~ t s  so you t a n  allocate y o u 1  

r c \ o u ~ ~ c  ~ c c  c11tl111g Lo the I IS\< each account p~csents 
I Ilc I) 151c 1 o l n l ) o n c n t  In Llit C ~ e t l ~ t  A t l v ~ s o r y  System the 

C I ~  t l ~ t  A t l v l \ o r  ~ o n s o l l t l  11cs 111for I n ~ l l l o n  from l h ~ e e  DSrB reports- 
1111 I % I I ~ I I I L C ~ \  111fo1 111 111011 RCIIOI 1 I' 1y111tnt A n c i l y \ ~ s  R C ~ O I  t 'IIICI 
I I ~ ( ~ u \ L I  y No1 111s-to ~ I V C  y o u  I c1111cIc a ~ l ~ ~ l y s ~ s  01 t l i e  b u s l n e s s  

I 1  ~lso 4111)1)11tb ~ I I C  i1IlIqile 'AUC rlsl{ rlbSe5blllCllt f o ~  fasl 
\ysIc I I I ' I ~ I ~  r l l l~ l lyb l5  011 e v e 1  Y ~011lpa11y 

Determine the  r ~ s l c  q u a l ~ t y  of every account 
1 111ougll ,111 111tolll 11ccI ,~n ,~ lys~s  of ,I c o ~ ~ l p a n y ' s  D&B file a r~sli 

c ~ t c g o ~  y ('A 13 01 C ) 1s t,~lcul,~led , I I I ~  , i s s ~ g n c t l  a t  the t l l l l e  of your 
I I ~ ~ ~ L I I I  y Yo11 I1  111\('11llly know 11ow n l u t l l  Lime and , ~ t t e n l l o n  t ach  
I 151, w 11 I 1111s , ~ l l o w l n g  you Lo turn low I l s k  order5 In lo  t l o l l , ~ r s  faslcr 
All t l  ~ I V L  I~ IL( I I I I I I I  lo l11gl1 I ISI\  ~ C L O U I I ~ S  the In d e p l l l  ana lys~s  \ 11 I 1 l t c5  lo c \ t , ~ l ) l ~ s h  i c  1l1\11c t ~ e d ~ t  L L I  111s Lhal m 1 n l i n i 7 e  co l l t t l~on  
111 "I)Itlll\ I l l ~ l  

I Ilc ~ I ~ I L C  C ~ t ( l ~ t  I<l \k  C ' l t e g o ~  l e s  

A I Ilc 111io1 111 t t l o n  111 I)un & 131 ~ l \ l ~ ~ e l s  f i l t  011 1111s ~ C L O U I ~ I  suggests 
1  I 1  I l I l \ ~ 1  Iy IO\V I I\!\ 

B I 111 I I I ~ O I  ~ l i , l l l o n  111 D u l l  W I3r 1tls11 tcls file on 1111s , l c c o u n t  suggests 
I I I O ~ ~ L  I 111 I 1\1( 

U n d e r s t a n d  rtrk components to e s t a b l ~ s h  c r e d ~ f  r e l a f ~ o n s h t p r  / 
C o ~ l i l l i ~ ~ i ~  11 y li1g1111g111s \1gll1fit'111t c I c ~ t ; l  and events reflecting ll~e 
i I I ~ L  I 1'1 Ill  11 11) I L L  111) I I IL c ~ s s ~ g ~ ~ e c l  r ls l ,  c ~ l t e g o r y  A f t e l  l e v i e w l l i g  the 
[ I 1 t 1 i  11 111fo1 I ~ I , I ~ I ( I I ~  f l ,~gg~d 111 l l l c  C o ~ l l ~ l l e l i t a ~  y s e t t l o l l  you d e c l t l e  

Ilo\v to 11111 I p ~ c l  c , lc l l  r1s1\ c ~ t t g o ~  y I C L O I ~ I I ~ ~  l o  your c r e d ~ t  p o l l e y  

l l i c  \ I / C  of c \ I ) o \ i I r e  '111(1 file u111quc netcis of y o u ~  bus~ness 
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AUG 2 3  198-  

GOPMAII MANUrACTURING CO IItC STARtEO 1965 
( S u b s i d i a r y  o f  Gorman H o l d i n g  COMIIERCIAL PRlllTIliG SALES F  318  9 3 1  956  
Compan ies  I n c )  S IC  110 IlORIIl F  S 3  (182 6 0 0  

492  KOLLER ST 2751  LEIPLOYS 5 0 0  
( F o r m e r l y  400  KDLLER ST)  ( 1 5 0  HERE) 
( a n d  B r a n c h e s  o r  D i v i s i o n s )  HISTORY CLCAR 
SAtl FRAIICISCO CA 94110-0012  

TEL 4 1 5  555-9664 

I CHIEr EXECUTIVE LESLIE SMITH PRESlDEllr I -------_------_---------------------------------------------------------------- I - Dull 8 DRADSTRECT CREDlT RISK CAICGORY C ' A -  1 I 
r -  THE IIlFDRIIATIOtl III DUN 8 DRADSTRCET'S r l L E  - S T R O ~ I G L Y  SUGGESTS A C L O S E  C X A M I I I A T I O I I  or I H I S  A C L O U I ~ T  

- 
-----_-_----------------------------------------------------------------------- I I 
- A v e r a g e  P a y m e n t s  a r e  20  d a y s  beyond  t e r m s  
- F i r m ' s  d e b t s  on  2  o c c a s i o n ( s )  h a v e  b e e n  p l a c e d  f o r  c o l l e c i i o n  
- A v e r a g e  I n d u s t r y  Pnvn lcn t s  a r e  19 cloys beyond  t e r m s  
- L i e n s  S u i t s  i n d / o r  Judg l l l en t s  - r e  p r o s e l i t  - s e n  PUnLlC FILIltGS s r r t i o l i  
- Birik c o n l ~ n e n t a r v  p r e s e n t  - F i r e  o r  o t h e r  d i s a s t o r  r e p o r t e d  - s e e  HISTORY a n d  SPCCIAL CVIIITS s e c t ~ o n s  - UCC F i l i n g s  p r e s e n t  - s e c  PUBLIC FIL l t lbS  s e c t i o n  - F i n a n c i n g  s e c u r e d  - s e e  DAIIK/PUBLIC FIL IllG s c c l ~ o t i s  o r  FIIIAIICIAL IItrORIIAT 1011 

Renort - ,  -. - - F i n a n c i a l  A p p r a i s a l  R a n k i n g  i s  4 b a s e d  on a  s c a l e  o f  1  ( t l l g h ~ s t )  t o  4 
( L o w e s t )  c o m p a r e d  t o  t h e  i n d u s t r y  

rt fr t  CALL ( 8 0 0 ) 2 2 3 - 0 1 4 1  TO DISCUSS THIS ACCDUllT IIITII A DUNS ACCOUNP CONSULlANl X U X  

------------------------------------------------------------------------------- - STRDtlGLY ADVISE USIIIG - 
- - - - PAYMEttT AllALYSIS REPORT (PROVIDES DETAILED TRADT AIIALYSIS) - - - FlllAllCl AL IIIFORI'IATIOII REPORT ( FltlAllClAl STAl Llll Ill 111 IH KLY - RATIOS 8 IllDUSTRY ItORMS) - - - 
------------------------------------------------------------------------------- 



Ver~fy a frrm s credrt potentlal 
1 111 I ) & I $  I< I I I I I ~  I \  I 10111~1041t~ ( I C ~ I ~  11)p1 I I S ~ I I  111 11 Iielps issess 
I 111 I \ \ \  ( I C ( I I (  W ~ I  ~ I I I I I C \ \  \ 
Set terms according to a flrm s trmelrness of payment 
1 111 I'AY1)I X ' I \  ,I (loll I I  \ V L I ~ I I L L ~  I I L I I I I ~ I  1i.11 \ L ~ I C  111 11 I I I ~ I C ~ ~ C S  1 C R E D I T  A D V I S O R  

PAGE 2 OF 3  
(111111) 111) 5 1) I ~ I I I C  111 I ) L I  f o l  111 lnie 11 ~ o ~ i i l ~ ~ ~ i e s  LIP Lo 875 ~ n t l ~ v l t l u a l  
1) a I I I ~  111 I Y [ ) L I  ILII(  c \  t o  I , I I I V I ~ ~ L  '111 I I I ~ ~  in1 ovcrvlcw of .I conlp ................................. CREDIT PROFILE-------------------------------- 

( 111 I t  l i t  [) l)tlllC1l~ p05~111C Company R a t i n g  3A3 
(As o f  03/17/8-1 

Put a flrm s payment performance Into perspective by comparing 

I t  to tile rndustry 
A 1111 (11 111 I'AY 111 X fol  1 1 1 ~  f i ~  ms Ilne of busmess ~b provlded lor ____ 
c 01111) 11 I ~ I V L  ,111 1Iy\14 

Rev~ew the Ii~glil~ghts of a flrm s cred~t experrences 
I 111s I I I ~ O I  111,111o11 \11111111 11 I / C ~  L I I C  C ~ I I I ~ I ~ I I ~ ~ S  t~a t l e  expcrlcnces from 
lo111 hi y I ~ ~ , c L ~ I V L \  

Conflrm a company s bank connections 

M,ly I I I (  I I I ~ ~ C  cllcc I C I I I ~ ,  5 1v11ig4 or I L I I ~ I I ~ ~  ~~ ls t l tu t~ons  ~ I I L  I I ? I I ~ C ~  

~)lov~tli  tl I I I , I ~  1101 I C ~ I C ~ C I I ~  L I I L  filll extent or tlic fir~iis I) 1nh111g \ 
11 1'11 1011\111~)\ 

Be ?ware of publtc record actrvrty that could affect a flrm s stabrlrty 
l'u1)11i 1 1l111gs I I I  ~y 1111 lutlc ~ 1 1 s  f i l ~ t l  jutlg~inc~lts I~ens and U n ~ f o ~  IU 

C ~ I I I I ~ ~ ~ I ~  I 11  C o t l ~  fil~ngs-111fo1 1n~11lon Lhit  you would want lo f 1~1or  
I I I ~ O  V O L I I  o v c ~  I I I  L V , I I I I  I L I O I ~  of ,I f i l  I I I - L ~ I I S O I I ~ ~ I L L ~  for easv reference \ 

Company PAYDEX 6 3  

-, I n d u s t r y  Medlan 
PAYDEX 65 

-b PAYMENT SUMMARY 

Est imated  F i n a n c i a l  S t r e n g t h  is 
$1 000 000 - $9 999 999 a n d  

Composite  C r e d i t  A p p r a i s a l  is FAIR 

Average Payments a r e  
20 Days Beyond Terms 

( b a s e d  on 6 1  t r a d e  e x ~ e r i e n c e s )  

Average I n d u s t r y  Payments a r e !  
19 Days Beyond Terms 

Average High C r e d i t  $ 14 175 
H i g h e s t  C r e d i t  $100 000 
P l a c e d  f o r  C o l l e c t i o n  2  
Cash E x p e r i e n c e s  - 

a r e  sometimes p l a c e d  f o r  c o l l e c t i o n  even though 
t h e  e x i s t e n c e  o r  amount of  t h e  d e b t  may be d i s p u t e d  

.......................... BAllK RELATIONSHIPS REPORTED-------------------------- 

00-000-0000 American Bank 8 T r u s t  Co 
San F r a n c i s c o ,  CA 

................................ PUBLIC FILINGS--------------------------------- 
Keep pace w ~ t h  major changes that could Impact your 
credrt relatronsli~ps 03/17/8- 

On Mar 25 198- a  s u i t  i n  t h e  amount of  $500 was f i l e d  a e a a n s t  
Gorman Manufac tur ing  Co I n c  by Z Henr ic  Assoc (Docket  127511) i n  

Cli,liig~\ 111 O I V I I ~ I  slilj), I C ~ ~ I I S I ~ I O I I S ,  fires, bulglal les, bankruptc~es- San Francasco  CA Cause o f  a c t i o n  was Goods s o l d  arid d e l i v e r e d  
F i n a n c i n g  s t a t e m e n t  d a t e d  J a n  28 198- a g a ~ n s t  Gorman 

111 ioultl ,lffci I yo111 L I L ~ I L  de~161ons about a firm Special Events Manufac tur ing  co I n c  I n  f a v o r  o f  Swinger Corp 117libu CA Amount 
$2 000 F i l e  1741170 S t a t e  CA Ass ignee  San r r a n c i s c o  CA 

l k l  I \  ~(111 1 0  111 1j01 C ~ \ ~ I I I ~ C S  ~ l l ~ l l l l  the complny C o l l a t e r a l  Equipment 
On March 17 198- Kevxn J Hunt r e p o r t e d  a c t l o n  f i l e d  by Z 

H e n r i c  A s s o c i a t e s  was due t o  damages caused  by f i u l t y  p r i n t e r  a n d  l ias  
\I been s e t t l e d  C o u r t  r e c o r d s  r e v e a l  s u i t  w i s  withdrawn p,, -------------- ----------------..-- SPECIAL EVENTS-------------------------------- 

08/12/8- On August 19,  198- s u b j e c t  e x p e r i e n c e d  a  f i r e  due t o  a n  
e l e c t r i c a l  s h o r t  ~n  one of  t h e l r  p r z n t i n g  maclilnes Damages amounted 
t o  $35 000, which was f u l l y  c o v e r e d  by t l r e i r  i n s u r a n c e  company 



Understand a flrm s operat~onal deta~ls 
I)csi I 1111 s wl1,11 lllc f i l  111 (IoL'I, 1it1111l)e1 of eniployecs, s d c s c ~  ~ptlon 
of f 11 I I I ~ I L ~  111(1 101 111011 I t  111 ly (11so prov~dc 11 1111~s arid locnt~ons \ 
of !)I 111cl1 O ~ L I  1t1o11.1 I I I L I ~  I C I L I I L I ~ Y  '111(1 tlescrlbe ,Iny subsltlr lry 
~ L I ~ I I I C ' I L I L ~  1 111'1 111fo1 111 111011 1s  gent^ d ly  p ~ o v ~ d c d  Ily tile con111 11iy s 
Ill I l l  lql lllC11t 

Evaluate the experience of tlie bus~ness and its pr~nc~pals 
to cap~tallze on l i~dden potent~al 
A h1 111 wit11 potent1 11 1s c IstLr L O  spot when you know niorc ,lbout t l i ~  

1 0 l l l l l  Illy d11d 11'1 111 111 I R ~ l l l L l l ~  I 111s S C C ~ I O I ~  ' I l l O ~ 6  ( 1 1 ~  l l l \ t O l  Y Of 1 1 1 ~  

iollll),~ny 1110 lllc I) 1el\g1ot111(1 of L I I L  111 111~1pals 01 o\v1lcrb D L I ~ I I I ' I  o n  
rcl ~tctl  L O I I I ~ )  1111~s I~ I , IY  '~ lso  be 111~lutlcd to give you 1n'Ilgllt 1111o tlle 
conlp 111y 5 ovcr 111 ~ L ~ L I L ~ I I I C  

Conflrni banlclng details for lnslght Into a flrm s purclias~ng power 
and Ilquld~ty 
C 111 I i (11111) 111y ,1lk11 tl to (lo I)IISIIIL'IS wltll your firm3 1111s wctlon 
In ~y I I N  I~ l t l c  IVLI  I ~ L  cI1ci 1(11ig/s I V I I I ~ ' I  c ~ ~ ~ o ~ ~ ~ ~ t  I )  11  I I I L C ~  curl en1 111d 
p l iv~ou \  1)ol 1ow111g h ~ s t o ~  y ~ n d  'in ~ p p r , ~ ~ s ~ ~ l  of tlie ovcr 111 b 1nk111g , 
I t  1 1t10114 

Support yoztr nnnlyszs 
zvzth Credzt Advzsory System opttons 
Deterrn~ne when, or ~ f ,  you II be pald 

1 IIL C ~ e t l ~ t  A(IVI\OI y Sy'1tt.111 IIICILI(ICS tlie P lynlcnt Anslysls Report 
(scc scl) 11 dtc 1115c1 1) to give you 111o1e 111 dcpt l~  lnynlcnt 111fo1 111 ltlon 
on yo111 I u s t o ~ ~ l ~ l s  So you know bcfi,~e you ipprove c red~ t  tt1 111s ho\v 
I con~p,~ny t15i1 ~l ly  p,~ys ~ t s  bills ~c l i  I'syment An,llysls Report 
supld~cs yo11 ~ 1 1 1 1  111lpo1 1 1111 s1~111sL1cs 011 a firnis piynlent 11 ~ b ~ t s -  
Ini lutl~ng conill 1rlso11s ,In llyses ,lnd ( l i t  111cd sun~n i  try 111forni 111on 
-111 ~t 11cll) you ~et luce  your rlslc of tlolng bus~ness 

Evaluate a f ~ r m  s flnanclal standrng wr th~n ~ t s  Industry 
I Iw oll~cl  ol)tlon w1tl1111 tllc Cr~ t l t t  Atlvlsory Systcln t l ~ c  I 111 111e1al 
111fo1 111 111011 I<e1)ort (SLL ~ L I I  11 I ~ L  Insel I )  h ~ l p s  you L lslly IIILOI po 
I ' I ~ L  \01)111st1c ~tccl ~ ~ I \ A I ~ L I , I ~  ~ t ~ ~ t e ~ l i e ~ ~ t  711 11ys1s 11110 your ,lcconni 
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.......................... BUSINESS BACKGROUt{D-- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  

OPERATION S u b s i d i a r y  o f  Gorman Ho ld ing  Companies I n c  Los Anqeles CA 
03/17/8- whzch opera tes  as a  h o l d i n g  company f o r  i t s  u r ~ d e r l y i n g  subs td ia rxes  

Parent  company has two o t h e r  s u b s i d i a r i e s  Tliere a r e  no intercompany 
r e l a t i o n s  between pa ren t  and s u b j e c t  A conso l i da ted  f i n a n c i a l  
s ta tement  on t h e  parent  company dated Dec 31 198- s l~owcd a  n e t  wo r th  
o f  $7 842 226 w i t h  a  f a i r  financial conc l i t ion  i n d i c a t e d  

Commercial p r i n t i n g  engaged i n  l e t t e r p r e s s  and screen p r i n t i n g  
S e l l s  f o r  cash 3O/ ba lance n e t  30 days Has 1  000 accounts S e l l s  t o  
commercial concerns T e r r i t o r y  Hat ionwide I4onseaso11al 

EllPLOYEES 500 i n c l u d i n g  o f  f i c e r s  150 employcd here  
FACILITIES Rents 4 0  000 s q  f t  I n  1  s t o r y  co l ic re te  b lock  

b u i l d i n g  i n  good c o n d i t i o n  Prennses neat  
LOCATIOII I n d u s t r i a l  s e c t i o n  on s i d e  s t r e e t  
DRA14CHES Subjec t  maintains a  branch a t  1073 Ooyden Ro iJ  10s 

Angeles CA 

HISTORY LESLIE SMITH 
03/17/8- DIRECTOR(S) 

PRES 
THE OFFICERCS) 

KEVIN J SEC-TREAS 

I n c o r p o r a t e d  C a l i f o r n i a  May 21, 1965 Au tho r i zed  c a p i t a l  
c o n s i s t s  o f  200 shares common s tock  no p i r  va lue  

Business s t a r t e d  1965 by  p r i n c i p a l s  100/ o f  c a p l t a l  s tock  i s  
owned by pa ren t  

LESLIE SMITH born  1926 m a r r i e d  Graduated from the  U n i v e r s i t y  
o f  C a l i f o r n i a  Los Anaeles June 1947 1947-1965 w i s  t he  a e n e r i l  - - -  
manager f o r  Raymor P r i n t i n g  Co San Franc isco CA 1965 formed 
s u b j e c t  w i t h  Kev in  J Hunt 

KEVIN J  HUNT bo rn  1925 mar r l ed  Graduated from I.(orthwestern 
U n i v e r s i t y  Evanston I L  i n  June 1946 1946-1965 w i s  t l ie  p roduc t i on  
manager f o r  Raymor P r i n t i n g  Co San Franc isco CA 1965 formed 
s u b j e c t  w i t h  L e s l i e  Smith 

Re la ted  Companies Through t h e  f i n a n c i i l  i n t e r e s t  o f  Gorman 
Ho ld ing  Companies I n c  , t h e  Gorman Winu fac tu r i ng  Co I l i c  i s  r e l i t e d  
t o  two o t h e r  s i s t e r  companies (Smi th  Le t te rshop  I n c  San Diego, CA and 
Gorman S u p p l i e r s  I n c  , Los Angeles CAI These s l s t e r  companies a r e  
a l s o  engaged I n  commercial p r i n t i n g  There i r e  no intercompany 
r e l a t i o n s  \\ ............................... BANKING COFIMENTARY------------------------------ 

03/8- Balances average moderate s i x  f i g u r e s  Account open over t h r e e  
years  Loans extended t o  low seven f i g u r e s  now owcs l ow  seven 
f i g u r e s ,  secured by  accounts r e c e i v a b l e  and inventory and r e l a t i o n  
s a t i s f a c t o r y  

FINAtJCIAL INFORMATIOti AND PAYPIENT AIiALYSIS REPORTS ARE AVAILAOLE AT  A DISCOUliT 
PRICE I F  ORDCRED IJITHIN 2 DAYS 

I C V I L W  ~ ~ r o e ~ ( I t ~ ~ c s  And Ilclps yotl q t ~ ~ ~ h l y  ' ISS~SS the fin I I I C I  11 st 1111s 
of ,r 111 11) conlp I I L ( I  to ~ t s  I I I ( ~ I I ~ L I  y 

THIS A E P O ~ T  MAY NOT BE ~EP~OOUCED IN W ~ E  on IN PMI IN ANV urNtrEn rnrn~i~mn 
"".m ".."m"""" . w.. 
"su." " M w - m  m.. "- - _ ".I_" 1I I" I I I I * ".I - - .. "-3- ..- ..-""0  

* U Y I ""_I -3M n - "  ̂  .. * I "ill n -," I ...I. * "  * -  . I ."-*---- I * - - *  - - -  " - 



The Financial lnformation Report 

This report contalns four key ratios, industry norms and the financial statement hen 
avadable 

Rnanclai Proflie 
Computes four kev ratios measunng debt utlllzation 
efficient) and short term sol\ e n a  and compares 
them with norms for the respective industn From 
th~s  informat~on a financial appraisal is computed 
ind~caung where the firm ranks on a composite 
basis m relatlon to its industn 
The four key ratlos are 

Quick Ratro-liquid assets (cash, accounts receiv 
able) dlvided bv current l~abllities T h ~ s  ratio mea 
sures the ability of the business to meet ~ t s  
current debts if creditors were to press for imme 
diate payment 
Current Ratro-derived bv dividing current 
assets by current l~abiliues This ratio provides a 
general lnd~cation of the abdity of the business to 
meet its current debts 
Debt Utrlrzatlon-obtained by dlvld~ng total 
current long term and deferred liab~lities by 
tangible net worth This ratio measures the rela 
tionship of the capital providecoy creditors 
(total liabil~ties) to the amount of the owners' 
investment. 
Assets to Saies--percentage calculated by dlv~d 
ing total assets by annual net sales This ratio 
ties in w~th sales and the total investment that is 
used to generate those sales T h ~ s  relationship 
lnd~cates whether a company is overtrading or, 
conversely, carrying more assets than is needed 
for its volume 

Flnanc~al Appra~sai Ranklng 
The available rauos are computed and compared 
against lndustry norms for the respecuve industry 
From this mformauon, a financial appraisal rank 
ing IS computed indicating where the firm ranks on 
a composite bas~s in relation to ~ t s  ~ndustry 

Industry Medlan-the med~an rauo figure for a 
concern In a gven SIC and asset slze 
Quartlle-the number indicated reflects how the 
company compares to others in the industry on 
that particular rauo 

Frnanclal Statement 
When available, includes balance sheet, income 
statement, management comments and analysis 

- -- - - - - - - - - - 

The Financial Information Report is a\ ailable on llne \la DunsPrint,@ 
DunsVo~ce,@ and DunsDiala or through the mail Dun & ~radstreet 
For more lnformation contact the Credit Ad\ lson S~stem Product LIan-iger at credrt servlces 
1 201 663 5688 Or contact iourD&B sales representatne or local DL43 office 2 cornpanvof 
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Dun & ~radstreet 
CREDIT credrt serv~ces 

E3 a rompam d 

ADVISORY Thcounasndu~ocapantm 

\ 

SYSTEM I 
/ 

INANCIAL INFORMATION REPORT 
AGE 1 OF 2 

------ DUNS 00-007-7743------------- DATE PRINTED------------ SUMMARY----------- 
AUG 23, 198 -  

GORMAN MANUFACTURING CO I N C  STARTED 1 9 6 5  
( S u b s l d l a r y  o f  Gorman H o l d z n g  COMMERCIAL PRINTING SALES F $18,931,956 ) Companies I n c )  S I C  NO 1lORTH F $ 3,482,600 
492  KOLLER ST 2 7 5 1  EMPLOYS 500 
( F o r m e r l y  400 KOLLER ST) ( 1 5 0  HERE) 
( a n d    ranches o r  D l v ~ s l o n s )  
,AN FRANCISCO CA 94110-0012 

TEL 415  872-9664 

HISTORY CLEAR 

............................... FINANCIAL PROFILE------------------------------ 

F l s c a l  s ta temen t  d a t e d  Dec 3 1  198-  

I ( I n d u s t r y  Norms b a s e d  u p o n  1 0 4  establishments) 

SOLVENCY SOLVENCY DEBT FINANCIAL 
SHORT TERM SHORT TERM U T I L I Z A T I O N  EFFICIENCY APPRAISAL 

I ,  (Quick ( C u r r e n t  ( T o t a l  L i a b f  ( A s s e t s f  RANKING 
R a t l o )  R a t i o 1  N e t  W o r t h ) /  S a l e s I X  (firm) 

~ r m  0 5 1 6  1 3 2  0 42  7 
1 2  2 1 5 4  9 47  6 4 

4 4 4 2 

............................. FINANCIAL INFORMATION---------------------------- 

1 F l n a n c l a l  S t a t e m e n t  f r o m  t h e  BUSINESS INFORMATION REPORT 

1 3'=7f8- 
FISCAL FISCAL 

DEC 31, 198 -  DEC 31, 198 -  
C u r r  A s s e t s  7,151,675 7,055,442 
C u r r  L l a b s  3,379,403 4,015,903 
Other  A s s e t s  
W o r t h  

1,354,469 1,336,009 
4,056,901 3,893,231 

S a l e s  26,577,608 20,432,522 

I N e t  I n c o m e  767,364 64 ,451  
F l s c a l  s t a t e m e n t  d a t e d  Dec 31, 1 9 8 -  

C a s h  $ 212,547 A c c t s  P a y  
A c c t  Rec  1,733,380 Bank  L o a n s  
I n v e n t o r y  4,439,597 Other  C u r r  L ~ a b s  ( P r e p a l d E x p  385,394 -------------- 
C u r r  A s s e t s  6,770,968 C u r r  L l a b s  
F l x t  & E q u l p  1,271,811 L T L l a b - O t h e r  1 O t h e r  A s s e t s  37,564 CAPITAL STOCK 

-------------- RETAINED EARNINGS 

) r o t a 1  ~ s s e t s  8,080,343 T o t a l  

FISCAL 
DEC 31, 1 9 8 -  

6,770,968 
4,192,046 
1,309,375 
3,482,600 

18,931,956 
32 ,892 

THIS REPORT MAY NOT BE REPRODUCED IN WHOLE OR IN PART IN ANY MANNER WHATEVER 
t L € 5 
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CREDIT 
ADVISORY 
SYSTEM 

Dun & ~radstreet 
credrt Serv~ces 
ThcDunh B13dYrrd Caporalan G3 acompm Of 

INANCIAL INFORMATION REPORT 
AGE 2 OF 2 

Annual  s a l e s  $18,931,956, c o s t  o f  goods  s o l d  $16,777,064 Gross ( p r o f l t  $2,154,892, n e t  Income 532,892, d l v l d e n d s  529,640, m o n t h l y  r e n t  
$2,500 Lease e x p l r e s  1999 F l r e  insurance on mdse & f ~ x t  
$6,000,000 

Submitted by K e v l n  J Hunt ,  Sec-Treas P r e p a r e d  f r o m  ( s t a t e m e n t ( s 1  b y  A c c o u n t a n t  F r e d  M l t c h e l ,  San Francisco, CA P r e p a r e d  
f r o m  books  w l t h o u t  a u d ~ t  

O t h e r  a s s e t s  a r e  tangible, composed o f  r n ~ s c e l l a n e o u s  d e p o s l t s  and  
d e f e r r e d  I t e m s  O t h e r  c u r r e n t  l l a b l l l t l e s  a n d  l o n g  t e r m  l l a b l l l t l e s  1 a r e  n o t e s  due on equipment 

On Mar 15, 198- K e v l n  J Hunt,  Sec-Treas,  r e f e r r e d  t o  t h e  above 
f l g u r e s  a s  s t x l l  r e p r e s e n t a t l v e  

He s t a t e d  t h a t  s a l e s  f o r  t h e  12  months  ended Dec 31, 198- were  
down compared t o  t h e  same p e r l o d  l a s t  y e a r  P r o f l t  f o r  t h e  p e r l o d  was 
down b u t  1s e x p e c t e d  t o  I n c r e a s e  K e v l n  J Hun t  s t a t e d  t h a t  t h e  n e t  
w o r t h  dec reased  a t  12/31/8-, attributed t o  t h e  pu rchase  a n d  retirement ( t o  t r e a s u r y  of a  p o r t l o n  o f  t h e  capital s t o c k  

C u r r e n t  d e b t  1s ~ n  e x c e s s  o f  n e t  w o r t h  I n v e n t o r y  1s l a r g e  I n  
r e l a t l o n  t o  s a l e s  a n d  w o r k l n g  c a p l t a l  a s  l l g h t  compared t o  vo lume ) t r a n s a c t e d  

'\ 

THIS PEPORT MAY NOT BE REPRODUCED IN WHOLE OR IN PART IN ANY MANNER WHATEVER 
E F ~ s e s  6s s - E  5  E E c 
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Conlments summartzlng t h e  f ~ g u r e s  enhance your analysts 

A 11 I I  I ~tl\li c o~ l l l l l cn l  I I  y 15 ~ ) ~ o v ~ d c ( I  to 11~11) YOLI I I I ~ L I  p 1 ~ 1  ~ I I C  111 1115 

1) 11 I I I ~  i \ l l cc l  111fo1 I I I , I ~ I O I I  011 11o\v 1 1 1 ~  ~ < I I , I I I C C  bl~ecl \v 15 plep ~ r t t l  

Duns Analytical Servlces can support  h~gher-rtslt c r e d ~ t  and 

bustness d e c ~ s ~ o n s  

Wllcn )roll ncctl  \ ~ I I I  Inole fin 1 n ~ 1 , l l  tltl,lll c,lll 1 800 223 0141 to 
I c I (  11 ,I I )IIII\ Ac ( o u n l  Consult 1111 fo1 I1elp 111 select~ng llie I ~ g h t  
\ C  I \)II i 01 f o ~  I I I  tlc 111 11 r o ~ ~ s u l l ~ ~ t ~ o r l s  o n  spec~fic bus~r~css tlce ISIOII\ 

A\ 111 tl,lc wllll l l lc  C l ~ t l l l  Atlvlsol y 5 ~ 4 1 ~ 1 1 1  ll11011gI1 t l l ~  111 111 01 01\I111c 

V l  1 1)1111\1'1 1111 01 1)1111\f't 1111/I'c I f  l l l l l~  14 \llOl 111 1)1111\1)1 11 01 

I ) I I I I ~ V I I I ~  c Tot \ ~ I I I I I I I  t ry t l c l , ~ ~ l \  I I I ~ I  I C ( I I I C \ L  follo\v u p  111 I I I I C ~  

l)ol  I \  rot l l ~ O l e  e O l l l ~ ) ~ c ~ ~  , I I ~ , ~ I Y ~ I ~  I , ~ ~ L I  

I I1 lOIC I I I ~ ~ ~ I  111 111011 ~0111 t YOLII  I O C I I  I )UII  JL I ~ I ~ I ~ I \ ~ I ~ C L  

Clc ( I l l  v~(csol l i ic  (co11\11lt yo111 l o c , ~ l  Lclcpl~one d ~ r c c l o ~  1) or r 111 
Ct)11 I ~ I I \ I I I C \ \  C i  I v1ic5 11 201 665 5456 

CREDIT 
nun& nr~tlslrcct 
~ r c t l ~ l  Scrvlcts 

n~vlsanv rdb 

BB t"XN> u . pHam 

SYSTEM 

FINANCIAL INFORMATION REPORT 
PAGE 2  OF 2  

Annual s a l e s  $18 931 956 cos t  o f  goods s o l d  $16 171 06. Gross 
p r o f i t  $2 154 892 n e t  income $32 892 d i v i dends  $29 6(10 month ly  r e n t  
$2 500 Lease e x p i r e s  1999 F l r e  Insurance on mdse 8 f i x t  
$6 000 000 

Submi t ted  b y  Kev in  J Hunt Sec-Treas Prepared from 
s ta tementcs)  by  Accountant Fred M i t c h e l  San F r i n c i s c o  CA Prepared 
from books w i t h o u t  a u d i t  

Other asse ts  a r e  t a n g i b l e  composed o f  misce l laneous depos i t s  and 
de fe r red  I t ems  Other c u r r e n t  liabilities and l o n g  term l i a b i l i t i e s  
a r e  no tes  due on equipment 

On Mar 15 198- Kev in  J Hunt Sec-Treas r e f e r r e d  t o  t h e  above 
f i g u r e s  as  s t i l l  representative 

He s t a t e d  t h a t  s a l e s  f o r  t h e  12 months ended Dec 31 118- were 
down compared t o  t h e  same p e r i o d  l a s t  year P ~ o f i t  f o r  the p e r i o d  w i s  
down b u t  i s  expected t o  i nc rease  Kev in  J Hunt s t i t e d  t h a t  t l i e  n e t  
wo r th  decreased a t  12/31/8- a t t r i b u t e d  t o  t i re pu rch i se  and r e t i r e m e n t  
t o  t r e a s u r y  o f  a p o r t i o n  o f  t h e  c a p i t a l  s tock  

Cu r ren t  debt  i s  i n  excess o f  n e t  wo r th  I n v e n t o r y  i s  l a r g e  i n  
r e l a t i o n  t o  s a l e s  and work ing c a p i t a l  i s  l i g h t  colapared t o  volume 
t ransac ted  

THIS REPORl MAY NOT BE REPRGflWEOIN Wtk3 E On IN P M l  IN W V  hIANNFn WlAlEVCn .."- .,.-",- - m-0 W " . .  -- ." v - - -  .. - " - - -.. - --., - -  % - 
II*" n mD. * ",I * I." ..- .I- - I..* .I I *  n- -".* _I .., I --I - 
a .. U" - I P W *  -1 - 1 1  * - * .. * - -  .- - --.. - 

-- -- - -- 



ACI AUTOMATIC BUSINESS CREDIT LINIIT lMODEL 

- - -- - ---- - - - -- 

Dun & Bradstreet 
Key to  Rat~ngs  

It IS a guarantee to businesses that they wrll 
be re~mbursed by ACI for abnormal credit 
losses sustained on merchandrse shrpped or 
servlces rendered to other busrnesses 

WHAT KIND OF COVERAGE I S  
AVA1LABLE3 
1 Mercantile rated polrcres are furnished 
according to the follow~ng schedule oi rat 
lngs Coverage IS prov~ded auromatrcally, 
based on a debtor s mercant~le ztandrng at 
shlpment date 

RATING OPEN LIMIT RATING OPEN UMIT 
5 100 000 525 000 

I00 000 25 000 
I00 000 3 A 2  25 000 
50 000 2A 2 25 000 

I A l  50 000 I A 2  25 000 
8A I 50 000 8 A 2  25 000 
8 8  1 50 000 8 8 2 25 000 
C B  I 50 000 C B 2 25 000 
1 R2 25 000 2 R 2 15 000 

C C I  30 000 C C 2  15 000 
D C  I 25 000 D C 2  12 500 
D D  1 20 000 D O 2  I0 000 
E E  I 10 000 i E 2  5 000 
F F  I 5 000 FF2 3 000 

Larger lrnes on accounts w~th or w~thout the 
above ratrngs can be requested as ada~t~ons 
to a pol~cy by an endorsement 

2 Blanker coverage polrc~es prov~de a l~ne 
or credit on all accounts Larger accounts 
con be specrf~cally named for coverage 

3 Key accovnr coverage polrc~es name all 
larger accounts above a speclired Irmir, for 
saeclrlc coverage 

ESTIMATED FIHAHCIAL STREHG'H 

5A $50 000 000 and over 

4A $1 0 000 000 to $49 999 999 
3 A  1 000 000 to 9 999 099 
2A 750 000 to 999 999 
1A 500 000 to 749 999 
BA 300 000 to 499 999 

COMPOSITE CREDIT APPRAISAL 

HIGH GOO0 FAIR LIMITED 
1 2 3 4  
1 2 3 4  
1 2 3 4  
1 2 3 4  
1 2 3 4  
1 2 3 4  

GENERAL CLASSIF13ATION BASED OH ESTIMATED STRENGTH AH0 COMPOSITE 
CREDIT APPRAISAL 

ESTIMATE0 FIHAHCIAL STAEHTH COMPOSITE CREDIT APPRAISAL 
Good Fa~r  bmlted 

IR $125 000 and over z 3 4 
2R $50 000 to  $124 999 2 3 4 

UPLAHATION 
When the deslgnatlon 1R or 2R aopears followed bya 2 3 or 4 ~t IS an lndlcatlan 
that the Estlrnated Financtal Strengln wn~le not derlnltely classlfled IS presumed to 
be In the range of the (5) f~gures In  the correswnalng bracket and wn~le tne 
Cornws~te Credtt Aopralsal cannot be paged precisely ~t IS bellwed to fall rn the 
g-neral category tndtcated 
IHY shown In place of a ratlng ~ndlcatcs that Dun & Bradstreet IS currently 

conducting an lnvestlgatlon to gatner lntornatlon tor a new rewrL It has no other 
s~gnltlcancc 
FB (Fore~gn Branch1 lndlcates that the headauartersol th~s cornoanv IS located In a 

lwe~gn country (rncludlng Canada) The wrlnen report contalns the location of the 
heaaauarters 
ABSENCE OF RATING -THE BUNK SYMBOL 
A blank (-) symbol should not be ~nterpreted as lndlcatlng that credll should be 
denled I t  slrnply means tMt the tnforrnatlon available to Dun & aradstreet aoes not 

rmlt us to class~fy thecomaan wlthtn our rattng key and that lurcner tnqulrysnould 
made belore reacnlnga creol!aeclslon 

AISENCE OF A LlSTlHG IN THE REFEREWE BOOK 
The absence of a llstlng IS not to be construed as meanlng a concern IS nansxlslent 
has dlxontlnued bus lnw nor does ~t have any Other rneantng The lenen NO on 
any mlnen rerxxr mean not llsted In  the ileterence Bmk The leners FEN on any 
wflnen rewr t  alsd mean that the busmess IS not ltsted In the Reference Bwk and that 
the headquarten n lorated In a fore~gn country 

EMPLOYEE RANGE OES ZYATIOSS IH 
REmORTS OH HIMES NOT USTED lH 
THE REFERENCE BOOK 
Cutaln bus~nesws do not lend themselves to a 
Dun b Braastrut ratrng and are not Ilsted In  the 
Reference Book Informatton on thest names 
h o w u u  conttnua to be stored and urnate4 In 
the DhB Busmess Intormat~on File R e m  are 
mtlable on t h e  buwn- but Inncad of a 
ratlng they cany an Emotoyee Range Oevqnatlon 
(ER) wnlch 1s IndlCatNC of sue ~n terms of 
number at emolavca; No other s~gnlflcance 
mid be artacned 
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International Reports 
Provide a ready gauge of c r e d ~ t  r ~ s k  and market potentials 

I SUMMARY-Condenses the informatron needed is progressrng, cap~ ta l  rn use and borrowrng record 
for a sales or  credrt dectsion Hrghl~ghts srgnrficant Analysts covers abrl~ty of the  concern to meet  rts 

, facts Credtt data, on the  right, shows year busrness obligatrons 
started, trend of payments,-annual safes, net worth, 

- 

number of employees RATING, upper rrght, ~ndi -  4 OPERATION-What the concern does, lines of 
merchandise and class of t rade sold facrlrties and  ca t e s  estrrnated frnancral strength and composrte 

credit appratsal e q u ~ p m e n t  Is rt a profitable outlet for vour goods  
a n d  servrces? Can they supply your needs? 

2 HISTORY-ldentifres owners and t h e ~ r  cornmer- 
ctal experrence, d e s c r ~ b e s  the  background of the 5 PAYMENTS-How they pay thetr btlls, the  an- 

business Enhances understanding and makes it 
swer  to  one  of your most rmportant questrons A 

easier  to  establrsh confident business relatrons concrse record of t rade payments, hrgh credits 
received, amounts owlng and,  i f  any, past due  

3 FINANCES-The frnancral condit~on,  how a frrm terms and pertrnent coiments from suppliers 

M o s t  reports on the more actlve lntematlonal names are on file In New York, others are avariabie from overseas upon request 



a e Busrness Informatton Report IS headed by a green- 
er-red strrp Thrs color band n used to rnform sub- 
zrs of the degree of urgency and suggest readrng 

pnorrtres by rdent~fyrng the type of report withrn an t 
appropriate color sectrcn 

P 
Use of a green headrng rndrcates that there has been 

o ratrng change Use of the amber strrp rndrcates that 
the ratrng has been changed from the previous report 
Such reports should be read wrthout delay to determrne 

hether the rating change warrants a revrsron In han- 
Itng the account from either a sales or credrt stand- F 

pornt The red strip srgnals rmportant current develop- 
ments or a new frnancral statement that should be re- 

P ~ewed rmmedrately 
The basrc Busrness Informatron Report IS character- 

rzed by the symbols, OR CD ' or ' SR ' rn the dateltne 

I[ 
' the top of the report. 'OR rndrcates the report 1s a 

v or orrgrnal "CD rndrcates rt IS a complete revr- 
ton or 'condensatron" of all prevrous reports on the 

same name SR' rndrcates change In control of a busr- 
less The 'successor report ' IS the frrst report written I. n the new ownershrp - 

Ali report head~ngs bear the desrgnatron 'BUSINESS 
NFOXMATION REPORT" wrthrn the whrte box In the 
pper right hand comer of the report sheet The reports 1 rrtten on most busrnesses have no other desrgnatton 

pr~nted In thrs box However, when the report a an 

r alytrcal Report the type wrrtten on larger and more 
qlex busrnesses, the des~gnatron 'ANALYTICAL' 
bpear under the words BUSINESS INFORMATION 

REr3RT'  An Analytrcal Report contains more detarl 
ut all reports present the rnformatron In sectrons as a llows 

I mD-U-N S- (DATA UNIVERSAL NUMBERING SYSTEM) 

9-drgrt code that rdentrfres a specrfrc busmess name 
3-1 locatron Thrs code developed and marntained by 
L r & Bradstreet, rs wrdely used throughout the rndustrj 

E srmplrfy record keeping through data processrng 
plrcatrons It IS also the "address" of the detarled 

marketrng and credrt facts for each business lrsted In 
e Reference Book and rn the Dun a Bradstreet Data 
nk, or ftles 

- 
A booklet descrrbrnn D-U-N-S numbers and thew uses 
avarlable at your D ~ B  office, wrthout charge 

m SUMMARY 

The overall hrghlrghts at a glance buyrng name owner- 
rp lrne of bustness and date started Dun & Bradstreet 
trng and salrent credit data facts I 

C. PAYMENTS 

records and other channels of rnformatron open to Dun 
8 Bradstreet 

e. BANKING 
The relatrons with prrncrpal deposrtorres 

f. HISTORY 

The background and experrence of the prrncrpals and 
the record of the busrness rtself Detarls of ownershrp 

9. OPERATION 

What the busrness does, how rt does rt, and the condr- 
trons under whrch it operates Descrlptron of premrses 
Distrrbutlon, terms of sale, number of employees 

NOTE For a detarled explanatron of the prrncrples upon 
whrch Dun 8 Bradstreet reports and ratrngs are based 
and for d!scussron or rnterpretatron of credrt ~nformatron 
as presented In a Dun & Bradstreet report, refer to the 
booklet ' Ten Keys to Basrc Credrts and Collecf~ons ' A 
copy 1s available to subscr~bers wrthout charge 

The "CD' Report 
C 
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BEST AVAKABLE COPY 

I F O R M  1A 311  ' U 5 DEPARTMENT OF C O M M E R C E  
- - 

WORLD TRADERS DATA REPORT BUREAU OF INTERNATIONAL COMMERCE 

PACE 1 OF 3 

- 
1 Countr\  2 Countrt  I ----- 

name England code 
I I 14_ 1 1.2-; 

I 1 2 3  

C 

I 4 ~ m n  name 
MAGRUDER and Sons Trading Company 

4 A  a m  1C 10 . . . .  

l ro luntary  T r  111t o r  In tectmont  Op H* qur . t c L  Xthcr 

Th15 rc pnr t  subnlittc ti I I >  thc Anrc r l c m  F t l r r i ~ n  bcrvlc t und t  r thi  rlirc I t i ~ ~ n  I I ~  the Sr t  r e t  ~ r )  of \ I  itc I+ t r  rn\nrllzerj In con 
fldc ncr Yo  rc.cy,ons~l,~lit\ t JI I  bc ,i\\unlrtl lrt tht ( r o \ e r n i l ~ ~  nt ttr it- 11ffic c r s  fo r  Anv t r  rn sac t~on \  had  u ~ r b  r n r  percons o r  
f i rm\  hrrc ln  nlrntiontd The -cport 1s rlut f r ~ r  p u b l ~ r . i t ~ o n  All t orrtcpoirdc n i r  r i lo t inp to  infornratlon in thr* r ipo r t  should bc 
t ~lntiurtt  11 u lth the \patrt Infor l~r  rtroil Ill\ !\,on L S Drp irtnrc nL I I T  ( rrnrnlLrrt a < h l n ~ t o n  D C 0 2  30 S E L O \ D  4R) 
DI\TH1 RLTIO\ PROHI HITED 

street address P.O. BOX 322, 226 Bar ton  Street 
and  P 0 Box Eco 70 

- 
I; C I ~ V  and country London E . C . 2 , Eng land 

11 30 

t 

- 
7 1 e a r  P 

S h u n ~ h c r  of I 

established I ---- 1922 ] emploi ec 5 220 
11 17 

I 
a3 4 s  

I 4 

I A  FA+ lrl In c r  rnlrx I 

'- -- 
F a z t r r n  
?<la 

I S  

I Sales 
Austra l ia  
Oceania Own Country 

EFT A 
countries United S t a t e s  

Europi i n  
( nnlmnir m r r l t  t Canada 

Mcxlro Central  
A11 C rrlb Other  Eu topr  

Southern 
As1 1 

South 4merrca 

I- 17 I- 
Month 011 - Y e a r  7 9 '  3 ( ~ 0 - t  t u  t ,/tytt*, 

5a S ¶  60 61 



Magruder and Sons Tradlng Company, 226 B a r t o n  St. London E.c. 2 
hunt-. and rrhl mr 

Enel  and 
I ?  Prorruct I ) (  c r r ~ p t ~ r l n  \IC lnrl R U \ I I I ~  ** Crldeh - Up to IO cltfrercnt prutlucts c l n  l i t  11ttc1l hllr~\r fr,r 1 i r  11 pmduc 

thi  procturt n rmr 'IC tori1 tnd up to  fr\c b 191ncss code. Th bu*tnis4 cnric* to  br u*ctl trr 14 foi]o\c, 

0 Manufacturer 1 Exporter 
I Retaller 5 lmportcr 
2 Agent (s?lcs or tndent) 6 Cooperatnc 
3 D14trlbutor ( I I I C ~  whaiesat~.) 5 Englneenng 

I Desrrlption of Product SIC Code Buzlnt ss Codrs 

A- 1 EU u ~ ~ r n e n t  Imt --- 
11 I2 ID I4 IS 16 17 18 ti) 20 -- 

Mmlng Equipment ; 2 , 3 , 5 i  1 1  
21 22 23 z r  25 26 27 28 29 30 

E C o n c r e t e  ~ r i d u c t s  Machmery and 
hqulpment 1 3 / 5 1 5 ! d  ! 2 1 3 1 5 !  1 1 

S I  sz  13 54 aa 16 s? 36 3s 60 

Room A r r  C o n d l t r o n e r s  
I _ _  - - 
61 6 2  63 64 65  66 67 6 8  69 70 

I 14 Z 1lnr (if rn 1 X I  ( I I ~ I \ I  Of f~ t  rr G .M. Magruder T I ~ I L  Presrdent 
44--0 ' 1  -4 

( Bank->£ A m e r  ~ c a  (London ~ran_c@, Gqosve_ner Square - 3 -  London - E .C - . 2 -- - 



J~TI) on Magruder and Sons Tradlng Co., 226 Barton S t . ,  London E.C. 2, ~ n g l a -  
N m n l  a l l  -. - 

1 1 Tri~tlc K c  l c  rc rrc c c General Motors Corp., Fedders  World Trade Corp. (see #20 
h nt- & # I  I I  lr -w- I f 1 1 %  t \mrr t c m 1 ~ ~ w u  

f o r  a d d r e s s e s ) ,  B r l t r s h  R e f r l g e r z t e d  Warehouses Ltd. ,  1422 West Chapel 

L.a , London, E .C . 4. A n ~ l o  Amer~can-Cont rac tors ,  Westpate Park,  D u b l n  

20 Nlnlc-4 nf m ljor fort ~ r n  I n n ~ p  L ~ I I  s rrprrsent~cl or  u ~ t h  whwn I lc  t n + l n ~  ~ r r  ~ n ~ ~ n l c  nts ~ ~ 1 s t  nl ~ j o r  prtlriurt lint< and vcar 
n~e:ertc I ( %  or i 1 1 ~ 1 1 s c  4 wc r' A C ~ U I ~ C ~  1s rcported by sut,jc t t fl l  nl If rrlrr n l ~  71 / I #  t / ~ r  1 t lg r l r ry  1 1  / I (  I rlvrrrg n~ r r l t  91 M I P ) I ~ )  

I Name of Clr_n~pany 4titfrc - ss (( ~ t y  - T117cl1ty) - Major Product Llncs - - - --- - 1 ear Acqu~red --- 
Fedders  World Trade 
Corp . (Agency) 

P.O. Box 2204 AIX Condr t roners  
Woodbr~dge,  N.J. 07095 

Genera l  Motors Corp. 220 W. 42nd St. D l e s e l  Engrnes 
(Agency N.Y. ,  N.Y. 10036 

Rex Charnbe l t  Co. 
(Agency) 

Mannessman A .G . 
(Agency) 

4300 Madlson St. Cons t ruc t ron ,  Mlnmg, 1960 
M~lwaukee,  Wrs. Concrete Produc ts  

- 53214 Machinery and Equlprnent 

2 1 1  F e l d s t r a s s e  
F r a n k f u r t  Am 
Mam, Germany 

Pumps and Woodworkrng 1960 
Machlnery 

Kenkel Machinery GmbH 43 Dursburg S t r a s  s e  Materrals Hand l ~ n g  1964 1 
(Agency 7110 S t u t t g a r t  Equ~prnent s 

Germany 

21 I'CJ-L t~ IIU I L I ~ I I I  ~i b1r111 T h ~ s  1s one of t h e  l ead ing  t r a d l n g  f rrms m England 
for t h e  l l s t e d  produc ts .  The f l r m  m a l n t a m s  head o f f r c e s  m London wrth 
branch s a l e s  and s e r v l c e  o f f  ~ c e s  m Dublrn and Glasgow. The owners have 
considerable technical and a d m z n l s t r a t l v e  experience r n  t h e u  1 m e  of  
b u s m e s s  and a r e  w e l l  r e spec t ed  m. t h e  busrness  communrty. The f l ~ m  acts 
as a g e n t s  and d l s t r l b u t o r s  of t h e  produc ts  ~t Imports  The f l r m  r e p r e -  
s e n t s  a number of l eadrng  U.S. and f o r e l g n  manufacturers  and r t s  s a l e s  
a b l l l t y  1s consrdered good throughout England, Sco t land  and I r e l a n d  
Banklng and Trade sou rces  r e p o r t  t h e  firm has  good f l n a n c l a l  reputation 
and o b l l g a t l o n s  a r e  met promptly 

I Frrm IS hlghly  recommended as a t r a d e  c o n t a c t  f o r  
U.S. busrness  men 



DUN & BRADSTREET GLOSSARY 

Accounting Recording, classifying, summarizing and 
analyzing commercial transactions in monetary terms 
Accounts Receirable Monetary payments owed by 
customers but not recerved 
Accrual Bass  Income when earned and expenses when 
incurred are reported rather than when received or paid 
Annual Report Formal financial statement issued an- 
nually to  shareholders or principals 
Asset Property or resources owned by a person or 
business, such as money, equipment and building 
Audit An examination to verify the accuracy of accoun 
ting and financial records 
Balance Sheet A sratement which shows what is owned 
and owed by a business on a specified date 
Bank Acceptance Draft drawn on a bank and accepted 
by the bank 
Bill of Lading Document indicating receipt of goods 
issued by a common carrier (transportation company) 
Bond An IOU or promissory note issued as evidence of 
long-term indebtedness and a future promise to  pay 
Book Value Net worth of a buslness as reflected in its 
flnanclal statements, net worth divlded by shares 
outstandme is book value per share 
Break Even Point when income covers all operating and 
administrative expenses 
Budget A summary or plan of probable income and ex 
penses for a glven period 
Capital Amount of long-term funds put into a business 
by pr~ncipals or stockholders 
Capital Garn or Loss Profit or loss from the sale of a 
capltai asset 
Capltal Goods Long term or lasting goods such as 
build~ngs and machinery used to produce goods or 
products 
CapltaI Stock All shares representing ownership of a 
business, including common and preferred stock 
Cash Dlscount A sales pnce reduction granted customers 
who pay within a stipulated period 
Cash Flow Difference between cash recerved and cash 
disbursed by a firm 
Collateral Securities or other property pledged to 
guarantee a debt 
Commerual Paper Notes of ashon-term duratlon issued 
by corporations to raise money 
Common Stock Securities representing ownership in 
terest in a corporation 
Conglomerate Corporatlon with dlverse operations In 
varied industries 
Consolidated Statement Financial statement of a cor- 
poratlon and rts subsidiaries 

Comert~ble SecunQ Bond, debenture or preferred stock 
that may be exchanged for common stock or other 
securities 
Corporatlon Artificial body created by lau tocarry on 
business as authorized in ~ t s  articles of Incorporation 
Cost of Goods Sold Direct material cost of production 
CPA Acronym indicating a state (registered) Certified 
Public Accountant 
Current Assets Those assets that can be reasonably con- 
verted into cash within a year 
Current Llablllties Money owed and payable within a 
year 
Current Ratlo Current assets of a business divided by 
current liabilities, this is one test of solvency 
Debenture A promissory note backed by general credit 
of a company and usually not secured by property 
Deficlt A financial situation where expenses exceed 
income 
Depletion Accounting method reducing a company's 
natural assets - oil, gas, timber - over a specified time 
period 
Deprec~ation Accounting method of reducing a com- 
pany's fixed assets to  zero over a specified time perlod 
Director A person elected by shareholders to  establish 
corporate polic~es, appoint officers and approve 
drvidends 
Dmdend Payment designated by corporate directors to 
be distributed pro rata among shareholders 
Earn~ngs Report A profit and loss statement showing 
earnings or losses for a given period 
Effic~encq Ratios Used to measure how efficientlv a 
business uses and controls its assets 
Equity Ounership interest of pr~ncipais or stockholders 
in a company 
Flrst In F ~ r s t  Out (FIFO) A method of valuing in1 en 
tory whrch assumes that the first items bought are also 
the first sold 
F~scal  Year The accounting year of a business 
Fixed Assets Property owned by a business that has a 
llfe longer than a year such as buildings, equipment and 
land 
F~xed Charges or Costs A company's fixed expenses - 
interest, rent, salaries that do  not change much u ith vary 
ing amounts of goods produced 
Fringe Benefits Expense accounts, insurance and other 
benefits given to employees In addition to salaries 
G o o d d  Arbitrary dollar value based on reputation and 
name of a business Should be valued conservatively 
Government Bonds U S government obligations 
regarded as the highest grade issues in existence 



Gross Income or Gross Profit Net Sales less Cost of 
,Goods Sold 
doldlng Cornpan, A corporatlon that owns the 
securlties of another, with votlng control In most cases 
Installment Buyng Contract requiring buyer to 
periodically pay a sum of money, usually monthly 
Intangible Assets Gooduill, copqrights, trademarks, 
development costs - not physical assets 
Interest Payments a borrower makes to a lender for use 
of money 
Inventon Merchandue, work-ln-process, rau materials 
and finished goods of a business held, but not yet sold 
Investment Use of money to make more money, to gain 
Income or increase capital, or both 
Invorce Detalled and descriptive statement of goods 
purchased 
Last In Flrst Out (LIFO) A method of valulng Inven- 
tory which assumes that the last artlcles bought are the 
first sold 
Leverage When a business relies on debt verses equlty 
financing to earn a hlgh return on invested equity funds 
L~abilrtles All claims against a buslness 
Lien Clalm against property pledged or mortgaged to 
secure performance of an obllgat~on 
Llmrted Partner A buslness partner only to the extent 
of his or her Investment -may not be a manager In the 

,partnersh~p 
%,lne of Credd Dollar llmlt of money that a cred~tor lends 
a business for its actlvlties 
Llqtudahon Process of converting a business's assets Into 
cash Can be a dissolut~on of a buslness 
Llquldit, Ease wrth which an Item can be converted In- 
to  cash I Llrted Stock Stock of a business traded on a securlties 
exchange Also referred to as pubilcly owned stock 
Long term LlablIltv Obilgatlork of a busmess due after 
one year 
Management Buslness off~cers, partners and owners 
a ho are responsible for the day-to-day operations 

B 
Marketing The act of gettlng products or services to 
consumers 
Mark up In computing seIIing pnce, the sum added to 
cost to cover overhead and proflt 

8 Mean Total of a group of numbers dlvided by the 
amount of numbers in the group, average 
Medlan M~dpoint of a serles of numbers set In order 

I from lowest to highest or highest to lowest 

- 
Me~ger- Act of one companj permanent11 jolning 
another 
Negot~able Refers to asecurltv that 1s transferable from 
one party t o  another 
he t  Profit Income remaining after expenses are 
deducted from sales 
Net Sales Sales less returns for  credit, allouances and 
discounts 
Net Worth Total assets less total Ilabilltles, also called 
owner's equity 
No par Having no face value 
Overhead Expenses not charged to a spec~fic product but 
vary dlrectly wlrh sales 
Par  A dollar amount asslgned to a common share of 
stock In a corporatlon by its charter 
Preferred Stock A class of stock entitling owners to  
claim divldend payments before common stockholders 
Profitablllty Ratlos Used to measure how successfully 
a business earns a return on ~ t s  investment 
Propnetorship A business owned and operated by an 
indlvldual 
Proxy Wrltten authority glven by a shareholder to a 
representative to vote his or  her shares 
Retaler A bus~ness wh~ch sellsgoods directly to the con- 
sumer publlc 
SEC An acronym for Securities and Exchange Commls 
slon, established by congress to  protect investors and 
regulate the trading of securltles 
Securlty Asset held by a lender to  guarantee payment, 
financia1 Instruments such as stocks and bonds 
Share Unit of stock into whlch ownership of a corpora- 
tion is dlvlded 
Solvency Ratios Used to measure financlai soundness 
of a company 
Surplus Corporation net worth portlon In excess of 
capltal stock, also a financial sltuatlon where lncome ex- 
ceeds expenses 
Trade Discount Reduction from list prlce offered by 
manufacturers and wholesalers to customers 
Treasury Stock Issued stock reacquired by a corpora- 
tion Stock has no vote wh~ le  held by company 
Varrable Costs Those costs that vary with production 
volume 
Wholesaler A buslness that purchases goods from a 
manufacturer and sells to  retailers 
Work~ng Capltal Excess of current assets over current 
liabllltles used to finance current business actlvltles 
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I Vltal Tool of Eusmess, 
1 Can Be Off the Mark 
I 
Company Ratmgs, Too Hlgh 1 Or Too Low, Often Anger 

And Frustrate Customers 

Estimates and 'Guesstimates' 
- 

By JOHWE L ROBERTS 
Staff Reporler of THE WUSTFIEET JOURYAL 

Gunthrop Warren Pnnting Inc w u  a 
solld uustandmg company last December 
accordmg to Dun & Bradsneet Corp 4 
credlt report ~t Issued that month sald the 
commercial prlnnng company was m 
good f~nanclal conaltlon and gave it a 

top rating 
Twenty nlne days later Gunthrop-War 

ren Pnntlng was forced Into bankruptcy I proceedmgs by a n w  creditors pnth long 
overdue bills 1 &fountam HI Surplus d Sales Co was 
aIso soild another Dun & Bradstreet credit 
report said Based on that ratlng commer 
clal lender Heller Flnanclal Inc lent 

I Mountam Hi 132 000 m August 1988 to buy ' Inventory 

I SLX weeks later Mountam HI defaulted 
The lender couldn + find the woman whom 

( the cred~t report listed as Mountam HI s 
1 owner U S  postal Inspectors found her 

howeb er -eumsing a scheme that had 
bamboozled several companles out of 

1 about S1 mlll~on 
An Essenhal Product 

i Surpmmg? Not to many customers of 
Dun & Bradstreet the mformatlon a a n t  
famlIlarly known as D&B Dun & Brad 
street creht  reports tbey assert often 
contam lnformauon that E maccurate out 
dated or slumpy L&e GunthropWarren 
and Mountam HI many a nckety company 
has recelved an attracnve c red t  ratlng 
from Dun & Bradsmec At the same m e  
compmes complam D&B has mven poor 

1 raUng to some that deserved better 
The complmts m e  fundamental ques 

tIons about a product whose unportance to 
timencan buaness IS difficult to overesu- 
mate Though httle knm to the general 
public D&B reports play a cnbcal role m 
da ly  commerce The company provldes 
lnformanon on the credxwommess of 9 5 
rmlllon comnanles D&B s customers use 
the rewrts thousands of tunes a dav to 
help them declde xhether ro lend money to 
another company or sell to ~t on cred~t  
Manv sucn busmess declslons are based al 
most entlrelv on the 1.lformatlon m D&B 
credlt reports a result ~naccuracles 
can have severe rewrcussions on both the 1 sub]t.cts and users or D&B reoorts 

I Pdn & Bradsneet unwavermgly r e j e c ~  
an, SUggeStlOn that there are  broad prob 
lems with the quality of its c red t  data. 
The company s theme a Quallty n r s t  
Dur~ng a lengthy lntervlew and tour of 
D&B s operauons top officials of I& credt  
servlces busmess repeatedly emphasized 
the completeness timeliness and accuracy 
of D&l3 crecfit reports 
'Investmg III Quahty' 

There are  a lot of saeguards to weed 
Out flaws says Patnck C S o m e n  exec 
utlre vlce president of credlt services, We 
are ~-eInVeStlng every g a n  that we m&e 

Into quat~ty Mr Sommers says that 
anv qudlty problems that mlght have ex 
lsted years ago are now behmd the corn 
PanY 

Because D&B maintains reports on so 
many companles it IS of course lnevltable 
that some lnaccurac~es wll  occur ~ u t  a 
f l ~ p  month mvestlgatlon b) t h ~ s  newspa -- -- 
per lnvolvlng company documents and m 
tervlews wth  numerous customers and 
former employees lndlcates that wde  
spread problems have connnued a t  least 
untll the recent past Moreover the inves 
tigatlon lndlcates that the quallty problems 
are  in l a r e  part a result of mternai D&B 
practrces that encourage employees to pre 
pare large numbers of reports qu~ckly 

Former D&B cred t  reporters tell how 
they were expected to meet u n r e a b i c  
producnon quotas that made the prepara 
tlon of accurate reparts exnemely W 
cult Strugghng to complete as many as 20 
reports a day, reporters have s o m e m e s  
slmply regurgtated ~nformatlon pronded 
by companles wrthout quesnonmg I t s  ac  
curacy Where hard mformauon pamcu 
larly financial data, was ~ a v a r l a b l e  or 
skunpy some ex-employees say they 
made thelr own e s m a t e s  often based on 
fllmsy endence And m a few cases DLB 
rewrters have fabncated mformanon 
Just Too Much 

1t was literally unpossibte to do a @ 
lob on any of the reports says Owen PM 
llps a reporter In D&B s Lancaster P a  
orr,ce unnl last fall 

All former emplovees quoted m 
s low including \fr Phlll~ps sav they lett 
tne company on good terms Thls newspa 
y r r  sttempted to internew s? \e rd  Current 
L ? ~ B  reporters but they decllned Some In -- - -- - 
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talh tilt9 the media D&B won t comment 
on reasons former em~lovees left and it 
says comDany polrcv prohlblts current em 
ployees from talking to the press wthouf- 
authonzation 

Former emoloyees asser  that some 
managers were anare of the UroblemS but 
tolerated them because of financial con 
cerns They describe Dun & Bradstreet as 
a company almost obsesslvelv concerned 
uRh attalnlng ambltrous fmanclal goals 
V~cky Hlcks who worked as a D&B re- 
porter for six years unnl June I288 says 
her managers told her not to be overly con 
cerned about the qualitv of her reports on 
man\ companles paruculzrh smaller 
ones The reason' Those reports she says 
she was &old were lnfrequenrly requested 
and dldn t generate mucn revenue for the 
corporation 

Dun & Bradstreet s sales culture has 
prompted other complamts frcm cus 
tomers In March thls newspaper reported 
on wdespread allegations that the com 
pany mlsled many customers into purchas 
lng more cred~t  data servlces than they 
needed In June D&B agreed to settle sev 
eral suits related to its sales practices for 
S18 million w~thout adrnitnng or denylng 
the charges An mvestlgauon by U S Pos 
tal inspectors IS continuing 

The problems are an uncommon blem 
ish on one of the most venerable of U S  
companles Founded m 1841 Dun & Brad 
street svnttly set to bu~ldlng a reputation 
for reliability and thoroughness An early 
credit report on a grocer for example 
even noted a rat hole m the shop that 

would bear looking into The report was 
prepared by Abraham h c o l n  one of four 
D&B reporters who later became a U S 
pres~dent (The others were Grant McKm 
ley and Cleveland ) 

D&B snll has  many adrnlrers who re  
gard ~ t s  services as mhspensable and its 
faults as tolerable For the masslve num 
ber of names ~t repom on it is a good 
service says Russell J Hart an evecu 
tlve n c e  president at Republlc Factors 
Corp a major source of fmancing in the 
retailing and garment lndustnes Joe Mui 
len a New York prlvate ~nvestigator de 
scnbes D&B s wde  range of services as 
belng llke 28 flavors of ice cream 

D&B has in fact a virtual monopoly on 
the sale of commeraal cred~t  data Wlule 
TRW Inc and a few other companies also 
sell commercial creht  data D&B controls 
90LIo of the market Most of the company s 
customers have h t tkcho~ce  but to use its 
semces * * '3 

4t the same t i .  <they have ltttle re 
course when pr4blms anse Courts have 
generaliy held D m  knt hable for errors 
LVhlie there are federal and state laws gov 
ermng compmfes that seil m d t  data on 
mdvlduals D&&E largely unregulated 

As a r e s u l L ~ t  pmhaps a n  t surpnslng 
that the subject of 'Dun &- Bradsneet 
makes many execnh'res 'seethe Many 
small busmessmen are parncularly angry 
v l e m g  the company as an arrogant Big 

-3mther Perry W a n .  a D&B c-t re- 
porter m Greenvllle N C and EUchmond 
Va before qmtang last year m a t e s  
that Er0 of the hrms he called for data 
were hosnle to D&B and told h ~ m  to drop 
dead 

D&B reports on small busmesses are 
dangerous to both those wno seek them 

out 1s well as to the fragle  reputations of - --..I. - 

L Lr r, _ - I L- -- - 
such as sales aqo assets a bne? corporate 
history and the n m e s  aro about r % o  oec 
ades of background on each oftlcer 4 full 
report also has a credlt hlstory that shows 
whether the company n bema on ~ t s  bills 
whether it has ever had bad debt placea 
for collecnon and wnether ~t has ever been 
rerused credlt Based on the credt  hlstory 
and financial data among other factors 
D&B asstgns a creht  ratlng 

Gathenng the Data 
A large amount of the lnformanon 1s 

collected by D&B reporters Ideally it n 
based largely on lntenlews vnth top orh- 
clals of the subject comuanv Other D&B 
emplovees stzke out bankruptcy courts I 
and pubilc agencies from whlcn ~ year 
they vnll collect an esumated 2 6 mllllon 
pleces of informauon 

In general another group of employees 
assembles the creait hlstones based on in 
tervlews wth  trade references mrorma 
tron ma~led in by creditors or computer 
taues of accounts provlded by creditors 
D&B estimates ~t vnll collect 120 mlllion 
separate payment records thrs year 

Substantial numbers of D&B repow are 
prepared at  tlcket centers ln Lancaster 
P a  Tucson Anz Greensboro N C and, 
other relatively low cost clties Reporters 
a t  the tlcket centers are often recent col 
lege graduates hired for modest salanes I 
and then gven three months traming 
D&B began setting up the centers m the 
early 1980s exemployees say to reduce 
the cost of prepanng reuors that aren t 
blg sellers 

There was a very blg concern that 
costs were getting out of control recalls 
Ruth Boley a vlce president of the daca 
gathering operatlons untll late 1986 

Whlle D&B does have reporters who 
vlsit companles in person those at the 
ticket centers do all their work by phone 
Former employees describe these centers ' 
as a kind of hlgh technology sweatshop I 

where reporters had to hustle to m a ht 
eral sense score uolnts I 

Sometimes you could just re11 compa 
nles were exaggerating says Wenaee 
Vanlago lvho qult the Lancas~er otflce III 

f---I. - - ,. - -Lo - 3 ~ - 1 1 -  -- 0 -- -10 

For example reporters could score 50 
points for landmg an tntemew with man 
agement Reporters scores were talhed 
monthly and measured agamst the goals 
set by management Pay promonons and 
bonuses depended on meetlng the goals 
several ex reporters say If you &dn t 
make producnon you weren t ehpble for 
anythug recalls Ms Hicks 

D&B says reporters are  expected to 
meet productlnty ,~uidehnes whlch it 
wont  dlsclose but ~t demes former re- 
porters assernons they were expected to 
do a certam number of repom a day It 
also says bonuses are based on the quality 
of reporters work not their productrnty 

Suspect Informabon 
D&B reporters generally &dn t make 

any attempt to venfy mformanon pronded 
by compmes ev reporters say Nor they 
say were they supposed to D&B asserts m f 
a dschmer on all Its reports that it won t 
be held responsble for a e  accuracy of in 
formation But m thelr haste to meet p m  
ducnon goals some former reporters say 
they would accept lnformauon even when 
they knew ~t was suspect 

, 

1 
I 



Taklng a Guess? D&B offic~als concede that reports can 
be internally Inconsistent but they attn 

RewrtelS at least ln the past have ' bute the problem to the fact that payment 
been free make lheir Om gesstl Inmrmdtlon 1s updated more often than 
mates for companies provldlng ranngs ~t says ~t is lnstalllng a monltomg 
 lee flIlanclal statements In 1182 a Den {syaem [hat wll  pmmpf. reporten to re 
ver construcnon firm called Sunward ---.. A 

- - 
Some cus~omers comulain that Dun & i i ssocia~es inc 1 s t  Januar, v.r hapies racr . rDet  somethres assipns a fabarable 

1 savs he tola the reporter that projected rating to a company even choug~ the re- 

Corp and two units sued D m  damnng 
that inaccurate credt  reports were ereat when new payment inrorma 

, lng the perceptlon Sunward was f d n g - A  
1 1983 trial In Denver federal court r e e d &  

sales were SO muion -I s h a n  reuomr Dort Iself shows It noeruliy behind on its 
would ha\e ouesnoned this Z l r  Yaples 0111s You looh a t  it ana say my God how 

, suggests because he also mdlcated that I can thev assig these r a t m p 9  says Sfel 
I hls company which buys and sells power k n g e r  a senior vice president a t  Heller 

plant gear has only four employees I =marc al the L S commercial lew.Ing 
In fact V r  Naples says m several m " Or JaDan Bank 

tervrews $s comuany had sales of no 1 m August 1984 Mr LYlgercompluned 
more than SI mlliion m its March fiscal in a letter to John P Kunz then pres~dent 
"ear and under the best or circumstances I Or  D&Z s c red~t  senices  operations about 
can generate no more than S j  mlhon But a rwort on Wf3 Thomas Instailatlon ~ & a  

I he says h a t  anenhe got a sample CODY of , had rated the Hunangton Beach Calif 
I h~ D&B reuort the S20 mffllon sales figure poor coverlng contractor ravorably But 
1 a ~ w a r e d  He savs disdainfuliy that he was 'he s a n e  report showed 1t had b~lls as 

provlng the polnt that D&B wdI pubiish much as s u  months overdue 
anvthmg you p v e  them .-. In a sunllar peculiarity D&B s report 

Dun & Bradstreet savs reporters are  ex last December on Gunthro~  Warren Prmt 
pected to and do quesuon lnformatlon i Ing which was based largely on an Inter 
they find suspect Moreover the company , r iew 167th the company mdcated it had fl  
says it 1s introducmg an lrnproved quality nancial s t rensh of as much as 510 million 

that a D&B reporter had used estt-tep I assumpnons and g-uesstunates to pre- 
pare financial statements t3at grossly un- to turn to the subscriber as 
derstated the size of the Sunward enter very data the subscnber 
pnses The reports For evample put total 
sales a t  less than S1 mfflion when they ac- request a report on a COm 
tually exceeded 2 9  mllllon to provlde trade refer 

Sunward had refused to cooperate wth  In a June 1988 memo 
D&B when it ongnally sought data None office u@ 
theless it was awarded 53 8 m u o n  at 
trlal after an appeals court ordered a re 
mal, Sunward and D&B settled out 

' 

court two years ago 
Guesstrmates about company lhar cus 

a re  dead and gone in Dun & are One Of the hrm most mpar 

cent interlews D&B 

!f that a what lt took 

control system that wll catch exaggera , But on the very same page the I tlons like Vr Naples s The system is de- said the company was up Jo  three months 
signed among other t h i n s  to question I late on some bllIs and others had been 
data that fall oucslde Industry norms cal turned orer to collectors 
culated bv D&B J Mrs . ? ? l a g o  the forme- reporter m 

But lt isn t clear how well such monltor Lancaster 3 y s  ma@skncies between 
Ing wll  work D&B says the reporter wno ratings and-payment recurds weren t un 
talked to hIr Naples d ~ d  rase  a question usual In fact she say$ feporters some 
about the sales figure wth her manager times asslgned a rating before the report 
but DgrB pubhaed it anyrvay after-con-, was sent on to co workers whose job was to 
cludlng it was possible for the business to! prepare the credit history It w a s  h~nd of 
generate sales of that slze I backwards Mrs Maniago admlts 

*roauct on aeTarcs a s 0  prc lca zrl I" 
cenn\e for some r e c o r e 3  to te!! s m  
scnoers &at a comoanv s~rnplb c m  t be 
located some former ernolove?s s a j  To 
fiIe a so-czIIed unaole to locate r e w r  
they say a reporter nad only to find Pko 
outslae sources such a the Post OfriCC Or 
telephone company P a t  &dn t know the 
subject s wnereabouts 

Such repom 2re p rob le~auc  4 CuS 
tomer ordenng a reDon on a companv h u  
to oa! for it e\en lf ~r comes back marhea 

unaole to locate ana pronoes no lnfor 
matlon The subjec or the repon can s w  
fer too since a potenual creditor 1s less 
Iihely to extend crealt to a firm that Dun & 
Bradstreet savs it can t locate 

But former D&B reporters say that 
rvhile they could gel poorer scores for ti1 
lng incomplete reports on firms they 
round they dldn t lose any polnts if they 
marked the flrm unable to locate 

Lnwarranted LTL reports appar 
entlv are difr~cult to pollce and are a long 
stanaing problem F ~ b e  years a p  an in 
ternaI audit of the Charlotte U C office 
easlly found five of 20 companles that had 
been llsted as not poss~ble to locate a copy 
f t h e  audlt shows Mare recently m the 
Lancaster tlcket center the V O I U I ~ ~  of 
JTL repons swelled so large that the or 
Ace Tanager warned reporters ln a Octo 
Ier 1988 memo to cut back 
'D&B s hfr Sommen says the company 

w o r k i n g  to reduce the number of unable 
telocate reports Procedures put in place 

months ago have reduced them by 36% 
e says He adds that UTLs aren t neces P 

s a y  bad smce they help some D&B cus 
t w e r s  spot phony companles 

New Data and Old 
tale lnformatlon IS another common 

'cu \ mer cornplant Repom that are  re- 
quated nvo or more tunes a vear are  re 
nsed annually and the rest are revised as 
needed the companv says But many re 
pa&econta~n more outdated informatlon 
customers say 

Lasl July a Georga Pacific Corp ?dl6 
weR distribution dlvis~on ordered a D&B 
report on Falb Consmcuon a Colum 
b~ana, Ohlo construcnon supply concern 
thaawas seehng a lme of credit D&B 
r a t d t h e  company highly says Jeff Yar 
nelQcredlt manager for the Georgfa P a  
c~ficDperaUon but the ratlng was based on 
a nvo-year-old fmancial statement As a 
resuIt V r  Yarneli savs Falb got a 
smaller c red t  line than &e 52j 000 ~t would 
have gotten if the DgB report had con 
tained fresner data He says D&B s fflfor 
mation a so often outdated that hls &vl 
sion has reallzed that it Isn t prudent tD 
be m a h g  decaions on D&B rams 

D&B s Xlr Sommers says the Falb r e  
tort #as on the outer lunlts of what Is a c  
ceptable standards for m e l m e s s  He 
savs D&i3 has made tremendous PnF 
~ S S  m collecting and mamtalnmg fresh 
finarcial sratemeqrs L!mu?h an sffoil - 
called 'he staterneqt tlieliness pm 
mm 



BEST AVAlLABLE COPY 

- 
W Da lo T ~ O ~ D S O I  3-enaeqt or 3 ~ e c  

trurn Research Inc an El Segxnco Cc 
mace research ana de elcurre~t corr327v 
savs he learneo last D e c e ~ o e r  ,ha[ 223 

 haus us most troubling is evidence that But L'ere are  wYa!!esses m the de- haa sold n ~ s  companvs parre and :?one 
some k B  repone- habe racricated lenses Uthough DD&a o f f ~ c l d s  say venfl 
oumght o ~ e r  the years Se te rd  vears ago I catlon samules are s tanst ical l~ valld for 
an employee In tbe Villburn N J o ~ ~ c e  I mer rewners  say venners m the local of 
 as fmd to have been m&ng UP scores fices check only a handrul of the hundreds 
of bank references accordmg to a former each r e w n e r  prepares monthly Four 
manapr  ~n m d  IPSS D&B also alscov vears ago an Internal a u d t  of D&B s 
ered 'hat a reporter in Lanczster had fab l  Tampa Fla office deterrmned that the lo- 
fi&- In Greeqsboro a reponer cal venfier often confirmed nothlng more 

than that the rePoner had m fact con 
I hadn t even proauced reports that he had the subject company 
I recorded on a log as  being comnleted In / 

each case D&B fired the emolovee Even the aucuts can be compromised 
D&Z says that pven the or Says Steunen Feipnbaurn a former re- 

work force and the type of work lncl porter in Cleveland In an lntervlew he 

number nnen he began rece~nng ;none so 
Iicltanons o q  garlous ~ o u p s  one ,-om 
panv In \1emphls promised a 1 ~ 8 9  h l ~ ~ a n  
plchup truck for onlv %0 he aould 
only order a box of m a ~ c  markers ~ 7 t h  
b company name umted on them 

I was absolutel] durnorounoea and 
sickened that a re~utable rlr-n would 
s twu to selling lists of names of comoanies 
that vou garhered in t$e name of c'eriit 
and financial reuorclng LO telemar erlng 
and boiler room organizations \ I r  
Thompson complainea m a lec~er to 

dents are bound to haopen from to said he was once fold by his manager to D&B 
[ m e  \menever u e  find a they re cone / home some repom because of a uend Dun & &adstreet sa)s comuanies can 
Mr Sommen says ~ p , ~  company d~cllnes , lng audrt leavmg better prepared ones to ! request to habe thelr Games removed from 
to provide detalls on such firlngs , be seen by the auditor D&B says ~t mvesu 

A former manager In [he Toledo ohlo , gated this lllatter after being contacred by 
ticker. office was dlsmlssed after a partlcu the Journal and denles the rncldenc ever 
iarly troubling lnstance of fals~fication ac took Place 
cording to several former employees A couple of years ago D&B Instituted a 
Ohlo The manager had prepared at least Computer SVStem called Delta to help 
one report on a noneylsrent company says J measure reporters performance In add1 
David Rlngenbach a Toledo employee who f10n Delta k1ckS Out an aUtOmauC Sample 
reslned in May Reports were also written 0' eVeN reporter S work and those reports 
on arfiIlated d-y companies according are read by hand by the data quality de 
to him The reports apparently helped u e  PaN"ent Says the System S d e n p e r  
phony companies to buy merchandise on Angs 
cred~t  he adds Slnce 1986 Dun & Bradstreet also has 

Dun & Bradstreet says the former man Sent Of reDOrts On comPanles the 

ager 1s no longer w t h  the company but de for rev'ew But a Company see 
lng wron: informatlon about itself on a re cilnes to the lncLdenc The person ( can have a frusnanng m e  se[[lng couldn t be reached for comment 

DdiE a lnstrwnent Of ' e ~ ~ ~ ~ d 8 : ~ ~ h ~ r e s i d e n t  of Zenlth Cut 
Sxlndlen In a June Its re 

I ter Co a Rockford Ill manufacturer ol 
I 

the company It had lnduscr~al blades says a 1988 report on h q  ' uncovered many InsLances Of company indicated falsely that ZerUth W a s l  
writing On that smply ]ate on a bill \%en he protested D&B don t exlst went back to the credltor and then Says will1am "Iahan a amended the repon ahen  no proof was vestgator You have a lot of con men- rorthcomll'g But D&B rerused to give Mr the Robert Vescos of the world-who go Blazer the name of the creditor I 

muling lrsts sold by DgB 
D&I3 has In some cases supplied re 

porters w t h  scrlpts to help them aeal ~ v ~ c h  
uncooperative comuvlies Famllv ovned 
businesses that clam UD should be told that 
the lnforrnat~on DSrB nants does not rep 
resent your family secrets sugges's an 
1nterIlal memo recell ed by hIr Phillips 
the former reporter To comuanies holding 
back because they got an unravorable rar 
Ulg In the past the m e r o  suggests saying 
Dun & Bradstreet doesn t give bad rat 

ings 

No Regulation 
D&B and other concerns that sell com 

merc~al  credtt data are basically unregu 
lated The 1971 Fair Credlt Reporting Act 
appiles only to compmles selilng credlt 
data on ind~v~duals It pver consumers the 
right to correce Informanon In their re 
ports or subrn't a statemenE that must be 
included li'i the repons --  - - -- 

Ten Years ago the a Senate CCh-nmlttee 
held hearlngs at  which many s a d 1  bus1 
nesmen CompIalned about Dun & Brad 
street One told how a rival had interfered 

Out Of way have Dm a re 
port 

Mountam Hi Surplus appears to have 
Frustrated Zenith sued in Iiimols state ' xlth his business by ,OeItmg D&B to p u b  

COUr' year aga*c John Doe llsh false information on hlrn But D&B s 

been such a case D&B repon de / Gorp -the anonymous s o u r c e - d o w d  pOSrtlOn lhat re31at10n unnecessary 

scribes as a five yearold diversifled ~t to subpoena D&B records The COUrr preval'ed and 'Ongess up 

wholesaler wth  &mated flnanclA 
strength of as much as Sjm 000 The 
source of the information ~ouum ~1 lt 

Case Cost Zenith S2 500 1Il l e a  fees the 'ssue 'lnce 

These guys because of their slze really *gPeved companies can Of course 
don t res~ond to anyoody says I f r  take '&' One case con 

I self D&B merely r e ~ r g i i a t e d  the Infor 
cluded in 198.5 when the Supreme Court Blazer 

Mr Arlauskas the part,,wer of the upheld a S50 OM) libel jud,ment favonng manon none of whlch was true says Pat 
rick Cam a s posm Lnswctor who in Gloucesier Va general COntraCtmg COm Greenmoss *l"lders Inc Or 

vesrlgated the company ~~~t july M~~~ 
taln s owner h u r a  pugh pleaded 
guflty in federal court m Denver to a con 1 
spiracv charge 

Venficatlon Process 
D&8 says that o m  monltonng svs : 

terns spomd the problem and D&B 
subsequeqtly warned customers We I 
saved a lot of people a lot of money says 
\rTr So-en B U ~  a c c o r h g  to M~ carr 
several c red ton  m c l u u g  He&r Finan 
clal suffered losses 

D&B does smve to momtor the accu 
racy of ~ts  repom Each local office has a 

verifier who checks a sample of eacn re- 

pany orfen several m0nchS of phone rec had a the 
ords correspondence and other documen had "led hr bwPtCY 

tanon of h ~ s  attempts to have DM3 correct But such ~ u d p e n t s  are reiatlvely rare 
inaccurate mformanon it dlsrnbuted about Generally U S busmess credit rewrtlng 
h ~ s  comnany D&B still hasn t corrected its 
report Mr Arlauskas says 

D&3 ofrrcials say they tried for about 
tWO vears to sansry Mr 4rlauskas It a p  
Pears that he is not real thnlled about the 
fact that Dun & Bradstreet is publlshin,o 
anyth~~g on hrs busmess Ifr  Sommers 
says There are people out there who 
are never gomg to a p e e  that ge have a 
nght to publrsh lnformanon and lte are 
never to totally resolve 

I&? many other srrall businessren 
poner s work D&B also sen& teams of Mr r\ riaushas had rerusea to coooe-zte 

agencies such as D&B enJoy a quallfled 
gal pnvllege to make ordlnary errors ~n 
an] case D&B s contracts wth s u b  
scnbers purport to free lt ot llabllity for 
erroneous data. 

A few companles are dropplng D&B 
h l r W  their use of the s?mce o r s e e b g  
out data from suppliers ubo m&Xike m 
partlcuiar industr~es But Such moves 
aren llkely to hake much eIIect g v e n  
D&B s monopoly posinon Last year 
Blackstone co cancelea its 313 000-2 vear 
C O ~ K ~ C ~  Wth D&B becaue or ~0InUlalnEi 

auditors unannounced to local offices at  1 wth  D&B nnen it S O U , P ~ ~ ~  lnrormatiori SO about qudltv But i l r  Van;! t$e cam 
least once a vear Finally lu comnuter It r171$kt seeT as thougl me rnaccur2cies panv s credit manager doesn t 3rrrena the 
monitoring systems ~ e r f o r m  thousands are n a  o ~ - n  fault BUL \ i r  Irlausbas savs more mil promot co~sternat~ol  ~ i a  

auallty checks he bad good reason for roc cooDeraLlz,o -e heaaquarters The lnf0rl"Ztlon ne 
savs that D9E orte? sells its Irirorpstiop o admlts kt111 Q r  11e ~ l c e '  itrout 
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U S D E P I R T u E N T  OF C o w u r  

WORLD TRADERS DATA REPORT B U R E A U  OF I N T E R H A T I O N A L  COMLIE 

P A G E  l 

1 o l u n r a r y  T r  1111 o r  Inxeqtrn-nt  Op HI rlut ~ r i L  X t h c r  

T h l s  rc p n r t  s u b n ~ l t t c  11 111 t h r  Xnir r i r  i n  Forc  I L  n \cr \ l t  I und L r tht ~lrrc I t lon (11 t h e  Src r e t a r }  of \ r  i L c  1% rr in\nlrttell In 
fldc ncr Yo r c r p o n + ~ h r i l t \  c.111 bc ~ \ ~ u n 1 r r 1  I ) \  the ( ~ o i r r n n l ~  n t  o r  It- r f f l ~  t r z  f o r  a n v  t r  rn*dc'~on* hau U I L ~  d n \  pc-son 
f1rm4 h c r c i n  n i e n t l o n ~ d  Thr -cpnrt  1s t ~ t r L  f u r  p u i > I i r ~ t ~ o n  All I orr icputidc n i r  r ~ l a t ~ n f  tn ~ n f o r n ~ d t i o n  In tht \  n p o r t  snoul  
trlntltlrtr el ~ l t h  t h e  t x p t ~ r t  i n f o r m  l t lon  I l ~ \ l c l n n  L 5 Dtp lrtnic n t  c ~ f  ( 'rlrnnl~rct a*hinrtr tn D C 2OL>U S Z C 0 4 D  
DI\THI RLTIOL PROHI HITED 

2 C o u n t r l  ----- 
coae  

' i 1 4L 1 ~ 2 - 1  

I 4 Flnn name MAGXUDER and Sons T r a d i n g  Company 
44 A m  .C 

5 S k e e t  a d a r e s s  r e e t  P.O. Box 322, 226 Barton St- 
a n d  P O  Box ho l l  70 

- 
C I : ~  a n d  t ounr-% London E .C 2 , Eng lznd 

I 1  3 8  

t 

- 
1 e a r  P 

S h um h c  r  lrf 
es.ab11snea ' 1922 , ernplot e l \  220 ---- 

43  4 5  I 1  8 -  

Saleq - - -- 
?< r-n 

A c ~ a  
.I: 

\ t a r  S ~ F  

Gan Count -  

,-n-ec S t a t e s  

O rc-  Z,-np 



RTD on Magruder and Sons T r a d m g  Cornp~ny , 226 Barton St Lonaon Z .C . 2 
ham- and rdJ r 

-- - - 

11 Proc~uct  I)c-cr~l)tit,n \ I C  tntl Ruh~r~c -. Ctsdes - Up t o  IO t l irfertnt  prucfalrts c l n  11, 11-tic1 hclcru for  L r t  ir produc L -  

thc prtrcluc' n i n l r  "IC tocir and up tu f n r  b i s l n c q  code. TI1 bu-~nrs \  cntic- to bc u w ~ l  l r r  14 f t ~ I l ~ \ v ~  

0 hianufacturcr  4 Expor'cr 
1 Retaller 5 lmportc- 
3 Age-t  ( s l l ~ s  or ~ n d e n t )  6 Cooperatn e 
1 D ~ \ r r l b u t o r  Iltlcl wnolcsale) 7 E n g l n e e ~ n g  

Desc-~ntlon of Produc* SIC Code B w l n t  s s  Coae 

C o n c r e t e  ~ r ; d u c t s  Mzcnmery ena E r;qulonenc - --- 
5 1  1: 13 ¶ A  5 D  56 17 11 I S  - --- 

30001 ,412- C o n a r t z o n e r s  I 315  1 8 ; 5  2 '  ---- 1 2 ' 3 ' 5 ;  I - -- 
61 6 2  6 1  64 01 66 6 7  S O  69  

Vooaworkmg Mac hrnery 13/5 '5l3 'o1 I 2 I 3 l j i  1 -- --- 

" ., - 
, c ,IL -,,( .c., E L T R C O  Lonaor I G  T - I C X  65'321 I- 01-622 /LC: 

1 ,  

,, l , l r l  T , r ,  , l ( (T22=.cl~]* s Ezn l ,  S t ~ z - d  S C U E Z E  , L ~ C O P  S .C 2 -- 
\-sm.- i l  I f .  - I I n l r  

Bark-sf  A c e r r c a  (Lonaon 3ran_cc_), G r _ ~ s v e ? e r  - Sc,are - > -  I s n c o n  -- E .C- 2 -- 



13 TI) on Magruder and Sons T r a d m g  Co , 226 B a r t o n  St., Lonaon E.C. 2, Eng 
- 

1 I Trrlcl~ K c  fc ri 111 L s 
General Motors Corp., Fedders k'orld Trade Corp , (see #20 

h4n1- ~ I I  1 s 1 I t - - - -  I - r  8 16 f \mvr t t c n 7 n t ~  

for addresser), B r r t l s h  R e f r ~ g e r e t e d  Warehouses Ltd . ,  1L22 West Chapel 

U.,  London. E.C. 4 ,  Anglo A m e r r c s - C o n t r a c C o r s .  Westgate  Pa rk ,  D u b l r  

10 Pl'lnlcs of 11; Ijar frarr I,n Intilp L1111 S r t p r r * e n t ~ d  or u l t h  w h ~ r n  i l c  t nclIlr. 1i-r IrlLlnli nL* ~~~~t ni ijor pri~riuc-t l ~ n c s  and T 
agerlclcq t ~ r  I I L C I ~ ~ (  4 \vi rL r ( c q u ~ r ~ d  1.. r c ~ ) o r t ~ t I  hv sut~j(c t f t ~  111 [ I  I I J I O ~ ~  7r  /I fhr  I I I ~ ~ I I C I /  8 1  111 I I I Y I I I ~  , I ,  J J I ,  yr u t r 3 1 t )  

Name of C n m p z v  - --- 4ridrcsq ( t  tfy f - ~ t m f y )  Major Product Lines - - - --- - 'I e.(t- Acqu~red 

Fedders World Trade  - P -0. BOG-2204 Alr C o n d l t r o n e r s  1950 
Corp (Agency) Woodbrrdge, N.J. 07095 

General Motors Corp. 220 W. 42nd S t .  D r e s e l  Engules 
(Agency) N.Y. ,  N.P. 10036 

Rex Chambelt  Co. 
(Agency) 

Mannessman A.G 
(Agemy) 

4300 Madrson S t ,  Constructron, Mmulg,  1960 
Milwaukee , WLS . Concrete  P r o d u c t s  

- 53214 Machinery and Equrpment 

P u n ~ s  ana  Wooaworklng 1960 
Machrnery 

I - 1 Xenkel  M a c h l ~ e r y  G ~ D X  L 3  Dcrsburg  S t r a s s e  Materials Hindl rng  1961  
(Agency) 7110 S t u t t g s r t  Equrpments 

G e z ~ n y  

! 21 Ito\t s t. 11u 1 ~ 1 1 ~ 1 1  of r tr 11 This IS ope or' t h e  l e a a l n g  t r z c l n g  f i r a s  LQ EngLilna 
f o r  ine l ~ s t e d  p r o d u c t s .  The f r r ~  mami~?ns head offices m L o n ~ o n  r ~ ~ b  ' branch s a l e s  2nd s e r v r c e  o f f i c e s  rr, Dubll-? and C l a s g o ~ ,  The owners have 
c o n s r c e r a b l e  t e c h r c z l  and zczian?-s t ra t lve  experience 23 t h e =  1=e of 
Duslness anc a r e  h e l l  respeczea rr, ine busxess  c o m ~ n l t y .  The f z s ~  ac=5 
25 a g e n t s  2nc c l s t r r D u t o r s  of t h e  o r o c u c t s  1; r n o o r t s  The f ~ r z  r e m e -  

se3:s a n m c e r  of l e z c m g  U.S. anci f o r e r g n  - m n ~ f c c t c r e r s  ana  r rs  s a l e s  
~ ~ i l l t y  1s cocs icerec  good ;.-rougho,; m g l c n a ,  S c o t l z n c  a c  I r e l i n d  
3 a n k u g  anc T r z a e  sources  r e D o r c  t h e  flr3 hzs g00d f ~ l a n c ~ a l  r e ~ L = z Z r o l  
an@ o o i i g e Z ~ a n s  E r e  x e t  p r o n 2 t l y  



DUN &: BRADSTREET GLOSSARY 

Accounhng Recording, class~fylng, summarlzlng and 
analyvng commercial transactions In monetary terms 
Accounts Receivable Monetary payments owed bv 
customers but not recelved 
Accrual Bas s  Income when earned and expenses when 
Incurred are reported rather than when recelved or p a ~ d  
Annual Report Formal financrai statement issued an- 
nuall) to  shareholders or prlncipals 
Asset Property o r  resources owned bv a person o r  
buslness, such as mone}, equipment and bulldlng 
Audlt An examlnat~on to verlfy the accuracy of accoun- 
tlng and financlal records 
Balance Sheet A statement whlch shows what 1s owned 
and owed by a business on a specifled date 
Banh Acceptance Draft drawn on a bank and accepted 
by the bank 
B111 of Lading Document lndicatlng recelpt of goods 
Issued bv a common carrler (rransportatlon companv) 
Bond An IOU or promlssor) note Issued as evidence of 
long-term Indebtedness and a future promlse t o  pav 
Boob Value Net worth of a buslness as reflected In ~ t s  
f~nanc~a l  statements net worth dlvlded by shares 
outstanding 1s book value per share 
Breah Even Point when income covers all operating and 
aamlnlstratn e expenses 
Budget A summarv or plan of probable lncome and eu 
penses for a glven per~od 
Cap~tal Amount of long-term funds put lnto a businesq 
b! prlncipals or stockholders 
Capltal Galn or Loss Proflt or loss from the sale of a 
capital asset 
Cap~tal Goods Long term or lastlng goods such as 
bulldlngs a r d  machlne-, used to produce goods or  
products 
Capital Stock 411 shares reprzsen~ing oi+nersh~p of a 
ouslness ~ncluding common and preferred sroch 
Cash Dlscount A sales prlce reduction granted custome-s 
u ho pa\ n ~ t h l n  a stipulated perlod 
Cash Flow Difference aet\\een czsh recei\ed ana cash 
alsbursed bt a flrm 
Collateral S c c u r ~ u ~ s  or  other properti piedgea to 
guarantee a debt 
Comrnerc~aI Paper holes o, a snori-term durat~on lssucn 
b\ corporations to r a m  monex 
Common Stock Securrt~es representing oune-5h1p In 
terest In a corporation 

CongIornerate Corporation u ~ t h  dnerse oDerations In 
\. arled lndustrles 
Consol~dared Statement Flnanc~al statement of a car 
poratlon and ~ t s  subslala-les 

Converhble Secunt, Bond, debenture or preferred stock 
that mav be exchanged for common stock o r  other 
securltles 
Corporation Artific~albody created bv law tocarry on 
business as authorrzed in ~ t s  art~cles of Incorporation 
Cost of Goods Sold D~rec t  material cost of product~on 
CPA Acronlm indicating a state (registered) Certified 
Publlc Accountant 
Current Assets Those assets that can be reasonably con- 
verted Into cash uithln a year 
Current L~abrlrtles Mane\ owed and pavable w~th in  a 
i ear 
Current Ratlo Current assets of a business dlv~ded bv 
current liabliltles, thls 1s one test of solvencv 
Debenture A promissory note backed by general credit 
of a company and usuallv not secured by property 
Defic~t A financlal sltuatlon where expenses exceed 
Income 
Deplet~on Accountlng method reduclng a compant's 
natural assets - 011, gas, t~mber - over a specified time 
per~od 
Depreclatlon Accountlng method of reduclng a corn 
pan\ 's fixed assets t o  zero over a speclf~ed tlme perlod 
D~rector A person elected b\ shareholders to establrsh 
corporate policies, appolnt offlcers and approve 
dlvldends 
D~ndend Palment designated b> corporate d~rectors to 
De dlstrlouted pro ra a among shareholders 
Earnings Report A p r o h  and loss statement s h o ~ l n g  
earnings or losses for  a glven per~od 
Effiaeno Rat~os  Used to measure hoa efflc~entl! a 
buslness uses and controls 11s assets 
Equrtt Ou nersh~p interest of prlnc~pals or stocLholder3 
In a compan! 
Flrst In Flrst Out (FIFO) A methoa of i alulng In\ en- 
tor! u hich assumes that the f l r s ~  Items bought are also 
the first sold 
Flscal 1 ear The accounting vear of a busmess 
F~xed Assets Propert! onned bva  buslness that has s. 
llfe longer than a !ear such as bullalngs e q u ~ p m e ? ~  and 
land 
Fncd Charges or Costs 4 c o r i ~ z n ~  s ilxed elpenses - 
intr-est rent salarles t h a ~  do noT change much u lrn i- 

Ing amounts or  goods producta 
Fr~nge Benefits Expense a:counrs ~nsuraqce and o ~ n e -  
beneflts p e n  to emolo!ezs in addirlon to salarles 
Goodwd A r b l r r a ~  dollar \ d u e  oasea on re.~u,zt~on and 
name of a buslness Should be ~ a l u e d  conser! ~ t l \  

Goternrnent Bonds L S gokernment obligztlon, 
regarded as the hlghesr grade Issue, in e-ustencc 



Gross Income or Gross Profit Net Sales less Cost of 
Goods Sold 
doldmg Compan, A corporation that owns the 
securities of another, with voting control in most cases 
Instailment Buvlng Contract requiring buver to  
periodically pay a sum of money, usually monthly 
Intang~bIe Assets Goodaill, copyrights, trademarks, 
development costs - not physical assets 
Interest Pavments a borrower makes to a lender for use 
of money 
Invent00 Merchandise, work-in-process, raw materials 
and finished goods of a business held, but not yet sold 
Investment Use of money to make more money, to  gain 
income or increase capital, or both 
Invoice Detailed and descriptive statement of goods 
purchased 
Last In First Out (LIFO) A method of valuing inven- 
tory which assumes that the last articles bought are the 
first sold 
Leverage When a business reiies on debt verses equity 
financinz to  earn a high return on invested equity funds 
Liabil~ties All claims against a business 
Lien Clalm against propert\ pledged or mortgaged to 
secure performance or an obligation 
L~mited Partner A business partner onl\ to  the extent 
of his or her in\estment - mav not be a manager in the 
uartnership 

ine of Cred~t Dollar limlt oimone) that a creditor lends 
a buslness for its activities 
L~qmdahon Process of conberting a business's assets into 
cash Can be a dissolution of a business 
L~qulditl Ease wlth H hich an Item can be converted In 
to  cash 
Listed Stoch Stock of a business traded on a securities 

exchange Also referred to as publlcl\ o\sned stock 
Long term Llabllitl Obllgztions of a busiqess due after 
one year 
hlanacement Bdsiness of ricers Dartnerb and ou  ners 
1s +o  are res~onsible lor the da\-to d a ~  operations 

hlarbetlng Tne dc or getting producLs or se-\ ices t o  
consumers 
Marh up In comDuting selling price, the sum added to 
cost to cober oterhead 2nd ~ r o i i ,  
Mean Total or 2 giOUD of numbers d i i ~ a e d  b~ the 
amoup of numbe-r in the group aberage 
\ l e d l 2 ~  ZIiapoinr of 2 sc-its or n u ~ b e r s  be In oraer 
from lauebt to hignes, or nlghez to l o u e s ~  

- * 
Merger Act of  one compan) permanent11 joining 
another 
hegohable Refers t o  a securitv that is transferable from 
one party t o  another 
h e t  Profit Income remaining after expenses are 
deducted from sales 
Net Sales Sales less returns for credit, alloaances and 
discounts 
h e t  Worth Total assets less total liabillrles also called 
owner's equity 
No par Having no  face value 
Overhead Expenses not charged to a specific product but 
varv d~rectly with sales 
Par  A dollar amount asslgned t o  a common share of 
stock in a corporation by its charter 
Preferred Stock A class of stock entitling owners t o  
claim dividend payments before common stockholders 
Profi tab~li t~ Rat~os  Used to measure how successfullv 
a business earns a return on its investment 
Propnetorsh~p A business owned and operated b~ an  
individual 
Proxj  M'ritten authority given b) a shareholder t o  a 
representative t o  vote his or her shares 
Retailer A business u hich sells goods directlv to the con- 
sumer public 
SEC An acronym for Securities and Ekchange Comnls- 
sion, established bv congress to protect investors and 
regulate the tradlng of securities 
Securi t~ Asset held by a lender to  guarantee pavment 
financial instruments such as stocks end bonds 
Share Unlr of stock into w hlch ownersnip of a corpora 
tion is dlvided 
So l~enc j  Ratios Used to measure financial soundness 
of a compani 
Surplus Co~pora t ion  net worth portion in excess of 
c a~ l t a l  stock, also a financial situat~on 1s here lncomt ek- 
ceeds expenses 
Trade Discount Reduct~on from list urlce offered bi 
manufacturers and ti holesalers to customers 
Treasurl Stoch Issued >rock reacquired b\ a corpora 
tion Stock has no Lore u hile held 5b compznj 

artable Costs Those costs that \ a r \  \kith production 
\ olume 
\.'5 holesaler 4 business that purchzzes goods from a 
~ a n u f a c t u r e r  and sells to  retalle-s 
\I orbing Cap~tal  E\;esb of;urrent zsqers o\er  cu-ren7 
1 251111iec used to finance current b~s lnes l  a2ri\i~ies 



1 Credibility G 

Tool 
(Can Be Off the Mark 

Company Ratmgs, Too High 
Or Too Law, Often Anger I 

I And Frustrate Customers - I Eirunate and nd~euiimata* 

Bv JOHWE L ROBERIS 
Staff Reporter of TKE WALLSTREE- JOURYAL 

GundrropWarren Pnnnng Inc uzs a 
sol~d upstandrng companv last December 
accotdmg to Dun d B-adstret Corp 4 

I credlt reDort ~t issued that month sad the 
commercial prmung company was m 
g m  financial conai~lon and gave it a 

top ratlng 
Twenry nlae aa s later GunthrogWar / ren p ~ n u n g  was fotcea I n s  ban~ruotcy 

I proceedmgs by an,v creditors with long 
overdue oills 1 >fountan HL Sumlus d Sales Co was 
also solla another Dun & Bradstreet c-ealt 
rewrt s a ~ d  Based on Chat raunp commer 

1 clal lender heller Financial Inc lent 
! Mountam $22 000 m h u g s t  1988 to buy 

lnr eston 
1 SLY weeks laret 'rlountain Hi deFaulted 
I The lender couldn ' [ma the woman v, nom 
, the credit remrt Ilsted as Mountain H! s , owner U S  postal inswctors found her 
I aowe!er-eumsing a scneqe char had 

bavooozled sereTa! corpanles out ot 
1 about 51 rnrll~an 
, 4n Essenhal Product 
: Surpnsmp' Uot to manv customers o 
/ Dun L Braas -eet the intormar on gar 
' farrllrarly known zs D a  3ur  & Sraa  1 street credrt r e w r i   hey asser, often 
I contain lnrormauon thar is maccur-ate out 

I aaced or sk~moy W e  Gunthror~Ware? 
and Mounan & many a nchety comoar 

I hx recelcea a a r r a c w e  treat, razn:: 
; '-om Dun & S r z c s c e v  - r LYE! ZTP_ tx,Te 
I cornoarues comoiarn DL3 h a s  ,r 01 Doar 
1 rating to some P a  a e s e n w  hetier 
j T9e corn3lamcs m e  rundamerial aues 

dons about a ~ r o a u c  urcse ~ ~ o o " i u l c ?  to 
rJne%-m bunress n d2 ~.c&L o OE%S;I 

 thou$^ hiJe hm ~o the ge?ed 
1 DJOLC D%E reDora u l ~ v  a c- cz. -ale ul 
I a a l y  corr??ercE! The comaan\ prides 

I lnrormanon on 3 2  c r m r ~ o ~ e s s  o, - 
rmll~on cornDanes DSB s c w o m e s  f i e  
tbe PemTtS t h o w a s  or I r e s  t aav to 
hem them aeclde ~ n e s 9 ~ -  ro ran?, c 1 another commnv or sell o , or c-!XI 
Manr sucn bts lnes ooc slors are casec a 

1 ~ O S I  entirelv on  he ~-ror?;atio~ i? 3S3 
I c-ear? * e w m  3 - O S ~  t l ~ z : ~ , - ~ c l e ~  

~ 2 ' 1  'a e serero -err-:,ssions 0-1 hi- ,-5 - c -=?-- c 

BEST AVAftABLE COPY 

I Z-3 - . Y ) * ~ s  3 * ? L ( ~ . D c  -55 r e -  - - _ _  

I 

, 
I 

1 

L 

P L I ~  & Bradsrreet unwavenngiy relecs 
ar, su&zestlon that there a:e broad pro& 
lenls with the quality or ~u c r e l t  d a t a  
The cornoany s t h e m s s  Quality nrst 
During a lengthv internew and tour of 
DLB S operauons too officials of its c reb t  
sertlces busmess repeatedly emphasrzea 
the completeness tlmel~ness and accuracy 
of Dl33 credlt repons 
'Invesung m QuahtvJ 

There are a lot of safesards to w e d  
Out flaws savs Parnch C Sommers exec 
utire ice pres~dent of cred~t services, We 
are reinvesting even Zaln thar we mal\e 

into q u d ~ t v  Vr  SoTmers says that 
an\ qualltv p r o b i e ~ s  [ha, mignt have ey 
isted vears ago are noa Sehi~d the corn 
pan) 

Because D m  rnainralns remrts on so 
man1 cornoanies it is of course inevitable 
that some lnaccuracles u-111 occur ~ u t  a 
111P month Llvestlgatlon b) this newsoa -- 
per lnvolvrng comDany documents 2nd in 
te-news ~ 7 t h  numerous customers and 
former emmoyetts indicates that wide 
soread oroblems have continued at l e s t  
unill the recent past Moreover the lnves 
tizaoqn ~nd~ca tes  ,hat ~e ouafity ~ r o b l e r s  
are m large o a r  i -esult or mternal D&B 
o r a c x e s  h s  encourage eqployes so pre 
pare large nnumers Ot rmm qulcuy 

porme- c-eat rew-ers tell hou 
L?ev were exwctec to meet u ~ e 2 h S U c  
prcducnon auotts that mme L9e preDzra 
tion or accurate r e m r s  e m m e l y  dEfl 
cult Struggbng to cornolere s rnanv as 20 
r e p 0 3  2 c2t reoozes  hsve s o m e m e s  
~ 1 p 3 j r  T ~ ~ J ' J T T  atea Iqrornauon onvlced 
bv comoaqies W ~ ~ Q O U ~  0ues30nln~ Its LC 
CUTC,'. Is;here ha-a lntormanon pLQC.! 
,.rh k-a~ld CaR \as ooavarlzbie 0- 
s ~ ~ n p )  some euenloioLm sc. -hev 
TzS? wrn esnqares offer buec, on 

I n,;;sjr er?ceqce m 2 eu cxes I)= , 
I -exn ,eT e ,aolczrer' U L  OTatOri- 
f Jusr Too \luch 

i 
1 ,t wfi2S 12211\ L T X ) O S S I ~ ~ ~  ao a W i 
1 109 O'i m v  0 .?e reprs sz)s 0Ae1 p+u t 
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u%h akahing ambrtlaus financial goals 
VICLV ~ i c k s  who worked as a D&B re I ~ a l h e n n ~  the Data 

L .,.LLCL IC'I r u  uCFIL I -I& *I+ CL. VL L .& *, 
ralh w t 9  the medla D&B won t comment 
on reasons former el lplo~ees left and it 
savs comoanv pollcy prohib~ts current em 

lev anc Cleieiand 1 
D&i3 snll h a s  %anv aamirers wno re 

gara IS senices w inffls~ensable m a  its 
faults as tolerable ' For the massive num 
ber o n m e s  it reoo-s on it is 2 good 
senlce savs Dussei1 J t iark an evecu 
nbe nce preslaen at ~ e ~ u b l l c  "actors 
Corr! a major sou-ce O i  frnanclng rn the 
-etx!i-g and garmeq m a m e s  Joe \fui 
I?? 2 hew York p-liare l?vestigator de 
sc-bes DgB s w a e  OK servlces as 
be~nrr 19e 2s fl2vo-r OL ICE crearr 
i3S3 has rn fac a lrtual mo170001v on 

L ~ O  sde or com.nerc,u crwlt oar2 U'h~le 
TDi+ Inc a d  a eu o,her c o n ~ a ~ ~ e s  also 
sell c c ~ m e r c l z l  c - m T  aaca D g 3  c 3 n ~ o r s  
WC o the marie? \fcs Or me connanv s 
c-s orners hake hr&cnoice ~ U L  to use its 
se-~ces - - >  -. t9e same-t;.- they haie h d e  re 
coL-se uhen P:ODIETS m s e  CCU-s ha! e 
g e q e d k  hela D G  L%L labie 10- e m 5  
Li*ue rhere are fee -a ,  a d  r i t e  laws gov 

corrzzrfes t?o seD ' ~ r e c l t  ~ Z G  OF 

U -.- U rJ u r r  

such as sales ana assets a brier corporate 
history and the names m a  aoout two aec 
ades ot baclt,mund on each ofr~cer 4 full 

porter for six vears unnl June E88 savs 
her managers told her not to be overlv con 
cernea about the qualitv of her rewr t s  on 
man\. cornDanies panicularii smaller 
ones The reason' Those reports she savs 
she was tola were rnfreouently reauested 
and dl13 ? generate mucn revenue for the 
corporation 

Dun & Bradstreet s sales culture has 
prom~ted other complalm frcm cus 
tomers In March thls newsDaDer reported 
on wdes~read  allegations that t i e  com 
pany misled many customers Into purchas 
mg more credit data services than thev 
neeaed In June DgB ag-reea to settle sev 
era1 suits related to its saies ptaCtICeS for 
S1S m~illon wlthout adrnimng or denvlnz 
the charges An mvestlgauon by b S Pos 
tal lnsoecton IS continuing 

The problems are an uncommon blem 
lsn on one of the most venerable of U S  
comDanies =ounded in 13-1 Dun & Braa 
street - rlr~ly set to buildlnp a reDutatlon 
for reh-olhn ana thorougnless 4n early 
credl? r e p n  on a poce- lor e~a.InDle 
elon noted a rat hole In the shop that 
woula bear loohmg mto The reuort %as 

~ r e ~ a r e d  bv lbianam Lmcoln one of four 
D&B reoorrers who late- became a L S 
oresldenl lThe others Here Giant McKln 

ucl -c~als  Dii2- i~ k g e l v  unre,giizcec 
-iz a r e s u l i  1- X n a D s  ,sa suli@r5np 

tra the subjec oL Pun &- 3-adstreer 
r&s- ~ a i i  e u . c z c m  seethe Vznt 
sindl busmessrec L-e ~ a ~ c d a i l \  
? e ~ v g  t .e cornnary as an arcogan 31g 
3roU1e- P e r v  Pmon, a !X3 c w t  re- 
po-er m G ~ ~ n l l e  "T C and W a r o n c .  
i z berore oumg Is v-ar m l a c e s  
Lia J r c  or the rims he cats for oa+z 
*ere kcsale t3 DL3 anc ?old PLT to moo 
iP2C 

A large amount of me lnfonnauon E 
collected by D&B reporters ideally ~t is 
based largely on mtenlews vnth top ofB- 
clals or the subjecr comoany Other D&B I 
employees stake our bankau~tcy coufs 
ana public agencles Erom whlch tius year 
they wl l  collect an e s m a t e d  2 6 W o n  
pieces of inrormatlon 

In general another g r o u ~  of emoloyees 
assembles the credit lustones based on in 
tervlews wth  trade rererences lnrorrna 
tion maled In bv creditors or comouter 
tapes o[ accounts provlded by creaiton 
D&B estimates it wll  collect 120 milllon 
separate payment records thn vear 

Substmtlal numbers of Dm repom are 
prepared at  ncket cencers m Lancaster 
Da Tucson Am Greensboro N C and 
ocher relanvely low cost cities Reporters 
at the ncket centers are often recent col 
Iege gtaauates hired for moaest salanes I 
ana then g i e ?  three monchs training 
D&B began setnng up the centers m the 
eariv 1080s exsmolovees say to reduce 
the cost or oreoanng reoorts tha aren t 
big sel1e-s 

There was a v e ~  blg concern that 
costs were ger~lng OUL o control recalls 
Xuth BoIey a nce  oreslaent o the data 
zatherlnz oDeratlons untll late 1266 

~Iovees from t a n g  to the press WLthoutcl. repon also has a cre&t h t o r y  that shows 
authonzarlon ) whether the company E behua on its brlls 

Suspect InI'ormatlon 
3 s  rew-e-s z e n e d v  atan t ;n&e 

in, a EWL 10 vey ,  mornanon c n v . c x  
bc co;nDtues eu. ~ m ~ e 5  szy ii07 --e\ 1 
s i t  n e r t  2 e \  SJDDSXQ to i)&3 s e e s  F 
a cussuner  on al! its rewrs d z ~  it son . 
be helc remnable fo- me ach-f o in 1 
fomacor  But ui eel-  hSt '0 3.0 1 
cuc ran g & s  r o v e r  r e m r e r s  sat 1 
tho1 \oulc! accox L" O ~ Z J C -  ese? a m e n  
'1.'. )"en I A 2  S & E C  

Former enoloyees assert that some 
managers were aware of the oroblems but 
tolerated them because or financlrtl con 
cerns They descrlbe Dun a %dstreer as 
a corrpany almost obsess~vely concerned 

" ~ h l i e -  ~k aoes hzve reoorters who 
vrslt CornDanles m person those at  the 
ticket centers dc ail tbeir work bv phone 
Former emplovees aesciibe these centers 
as a h n a  or hlgh technology sweatshop 
where r e ~ o r t e ~  had to hustle to m a lit , 
era1 s e ~ s e  score oolnts I 

- -. 

353 r e ~ o r t  O- S I - ~ ~ I  h~~s~riesses  cPe ' S ~ T P  -a5 VOL COLIC cs c CCI-32 
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whether lt has ever had bad debt placea 1 
for collecuon and anether it has ever been 
refusea credlt Based on the cre&t hrstorv 
and fmancial data among other factors 
D&B ass ins  z crecht ratlnp 

For e.tarDle reDonerc CDU!~  score 50 
Doints for Iznang inre- l e u  wlth m a  
;gemel1 We9orte.s scores were tallled 
monrhlv znc mevurea 2 3 ~ s ~  the goals 
ser bv ms?agement Day Dromonons sna I 
bonuses aeoendea on rneeung t!!e goals I 
several ex reu0qe-x sav If vou am t 
make p-oaucnon vou werep ehgble for 
arvchin,o recalls his 9 c 3  
St3 savs remrte-s are exwc'ed to 

meet proauc3n;qr puaelines wruch 1 
won asciose bur I t  ae-es fomer  re 
wrierS assenons the? aePe e m c r e c  to 
ao 2 ce-%n nmoe-  or r e w r s  a day I I 
a!s: szys SonLses u~ b a e c  on the oudl" I 
or ~ D M ' T ~ T  xorb not Lnez pmucrvlry 1 
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I Some customers comolain that Dun & 
1 4ssoc1ates Inc l a s ~  Januar) \Lr Va~Ies  Sradareet sometknes asslgns a favorable 
1 savs he told the reDorter that projecrea raung to a C O R ~ D ~ V  even though the re- that a company s l m ~ l v  can t be 
I sales were S20 mlll~on 4 sham r e w m r  Dor l ~ e ' f  shows It woefully behmd on iu 

f ie  a secalled unable to locate r e w r  
thev say a reporter had only to find two 
outs~de sources such as the Post Office or 
teleohone carnoany that d d n  t know the 
subject s whereabouts 

Such repom $re problemanc cus 
tome' ordenng a r e w n  on a companv has 
LO Dal for It elen if it comes back rriarkec 
unao'e to locate and promaes no lnfor 

matlo" The SubJeCt of the repon can suf 
fer 100 since a pocenual creditor 1s less 
l d e i ~  to extend meal[ to a firm that Dun 
Braasaeet savs It c a n t  locate 

BuL LOrmer D%B rep0neK say that 
whlle they st pwrer scores for fll 

lncOrnDiete rep0rts On £Irms 
found they aldn t lose any pints if ihev 
marked fin to locate 

I would have quesnoned thls tfr Naples bllls You looh a t  It ana say my Gaa hoa , suggesrs because he also mdcated that I can they asagn these raungs9 says Me1 
I his company which buys and seils power Langer a senlor vlce pres~dent at  Heiler 

plant gear has only four employees 
In fact. Mr Naples says m several m 

t e v e w s  h s  company had sales or no 
more than S l  mffl~on m 1ts March fiscal 

Financial the L S commerc~al leqomg 
01 Japan s Full Bank Ltd 

In August 1988 Mr Langer com~luned  
in a letter to John P Kunz [hen presideri[ 

control svstem that ~111 catcn exaggera , But on the very same page the reDort Cnwarranted LTL repom apoar 
tlons llke Yr Naples s The system s de said the companv was u p ~ o  three months / e11t1v are alfflcult to police and are a long 

vear and under the best ot circumstances of D&S s c red~t  services operations abou, 
can generate no more than 8 W o n  But a report on IVB Thomas Insrallarlon D L ~  

1 he says that wnenhe pot a samole copy 01 ; had rated the Hunting~on Beacn Caju 
1 h s  DLB r e ~ o r t  a e  S ~ U  mzlIton sales figure floor colerlng contractor ravorably ~ u t  
I a ~ p e a r e d  He says drsdanfully that he was the same repon showed it had blils as 

Drovlng the polnt that D&B urlil publish much as six months overdue 
a n v t h g  you S v e  them In a similar pecuiiarlty D&B s r e ~ o r t  
Dun & Bradmeet says repo~-ters"are ex last December on Gunthrop Warren Prmt 

pected to and do quesuon lnformanon mg which was based largely on an inter 
they f ~ n d  SUSoect Moreover the corn~any vlew w t h  the company mdiated if had fl 
savs lt is innoducmg an lrrmroved qualm nanclaI s t r e n m  of a s  much as S10 m~lllon 

signed among other t h u s  to ouesnon 1 late on some bills and orhen haa been 
data that fall ours~de tndustiy norms cal turned over to collectors 
culated by D&B Mr5 L w l a g o  the forme- reporter in 

But lt a n  t clear hoa well such monltor Lancaster s y s  mqj@stenues between 
in:: ~ l l  work DLB says the renorter who ra~ings and-pavmenr records weren t un 
talked to Lfr Naples did r a m  a quesuon usual In fact she-says: reporters some 
about the szles figure wlt'l ne- m a n a m  tlmes aswgned a rating berore the regorr ' but D= ~ u b l ~ ~ - ~ i e d  lt m w a v  a*tcr-Co*-, x a ~  Sent On to CO worhers whosejob wu LO 

cludmg It Was possible for the SuaneSs cO\ prepare [he c-edlt history hlno or 
generate sales of hat s m  b a c b ~ a r d s  \lrs Mamago admits 

Takzng a Guess3 D&B orflclals concede that reports can 
be lncernailv Inconsistent but they attn Regrters leas' In the pasL have : bute the problem to the fat. that pavment seen Ires make Om 3esst1 a inrormdton IS updated more often than lor cOmDanles provldtng 'Om ! r a m p  ~t sat s ~t is installing a monltonng ~ k t e  rlnanclal statements In la62 a Derl that w711 prompr reporters to re ver construcnon hrm callea Sunwara -- 

stmalng pmblem Five Yean ago an ln 
renal audit of the Charlotte U C orflce 
e a l Y  found five or 20 ComPanles that baa 
been listed as nor posslbleto locate a "pv 

audit shows More recently the 
rAcaster [Icket center the Ot J= large that the O r  

n w a z e r  ~ a r n e d  remrters in a octo 
er 19% ITlemO to cut bach 
'D&B s l f r  Sornmers savs the c~rnoant  

working to reduce the numDer or unable 
!@locate reports Procedures put in placc 
f months ago have reduced them by 36% 

e savs He aods ~ h a r  UTLs aren t necoc 
idY baa slnco they some cus 
tomers spot pnony companies 

C o n  and two unlts sued D U  c l m m g  
- i New Data and Old 

v ~ z r  ~naccurace c reh t  reoom were ereat a hen new payment lnrorrna 
In: L!e oerceouon Sunward %as talling-il 
laS3 t r ld  IF Deqver teaera? court reaeded 'hat 1s 

mmwation is another cor inc  ' cu rner complaint pepom that are  rc 
ouaed m o  or more tries a vear are - 

 ha^ a DSB re9oxer had ~ s e d  es~ tmtes"  borrows voui n& annually and +he -esc are rev1s.c = 
xsurn~t ions  mc! r~ess~lrnates  to pre- . k watch to teiI vou what time lt 1s ='ef~)flers paqjed the c o m ~ m r  savs ~~t manv F 

pare rlnanc~al statements "tar gcsslv un-' are encour~ged to mrn to the subsc-lberx contain more outdated lnfo-matlc 
I dersLated the srze of Sunwara enter a-source 01 ?he VeT dam the subsclber cYstimers sz\ 

onses The reoorts for evmole DUL total ,,.I 
reoues~ea from D a  For example a 1  as july a Geor,sla ~ a c i f l c  ,--or;, *:, 

tudlv exceeded S2! rilhon nade reFer on ~d~ Consmc,,on a ColLr 1 Sunuara had rerusea to cwoerate wth sS6men0 biz* o h m  cons.%cdon suooly concr. , 2 a  wnen I L  origndlc souoil aza h o n e  Of b e  ~ ~ ~ ~ e r o ~ c e  m- sya,aas seeUp,o 2 line of c-edp Dt 

, ,ria &rer an a ~ w a l s  court ornerea a re- 
j &heless I[ was a u a r c d  G 3 rrlhon caa b a d  thesuLJscloer rat& [$e c o m p a t  h lp lv  sa j  s J e r  -J 

e LTe b e y  have some c r e d ~  aD- nel12c-edlt manager ,cr p e  c+org;i = 
L-Z! Sunward ang s e d e a  our of you n a r e s  01 m d e  cl ,cawrauon bu, c e  -anig wu b a 2 ~  
court m o  years ago I a nmveap-old h n z w d  s ~ r e r n e n t  A 

Guessnrrates aoour comaaqv c a a  acaowlecge msuU. \I' la no^ s z v  Fafb 9 
I a-e p a d  In 3~~ g 3iacs rez  s ~ d e r  c-e" ? \me k-2- fke _c_; 3~ 

tk b r  s n o s  Lqwr 
3~ zro7ev at ve n a [  4na re on n" ausresses kale  goLlep tt.. sm -2MT P ~ C  c / CI*L inteF-ews 363 o,,i: w  so sav ?o- o ~ c q a l  r e m r s  21-en I-esre- c21 -* 52- D.53 c o 

I r ~ m r  DT zreq t allouec 2 esrrmare i i x s  -he o r o a i e ~  WLP Chat say s n e  c s  "aL,,, 1s so orten ou cares a a L  h~s  c 
1 3 ~ t  soIll -am- e1 torners is that D&3 s o r n E % ~ ~ s  g f x n  . - is- ~ - ~ c e -  
I ,?e o - a c x e  conmuea L e- Lie S ~ i n a - 2  1 botner to e ~ i v  the aarz Lf ,hev son L rzb-g c~c,slors cT 2~ u7s 
, c= ou fu& in the bjw F* snzr  DfS s '[r S O P ~ ~ ~ :  521s the =& 1 na e ?. e?zor on t he  DLsKes & e ~  

eJer to m2te me h n o m  hne act ta. e efi c - a ~ ~ o n  vou gsve L h e ~  s2"a 
3- J2S on ,be 0- o- "-1s o 272' - 

,3 ,;vs 1 2  % -O -eWTe- lr Sac' o LOL OK 2 f o r  wb0ll t  ~ r e s 5 t  ~ ~ o r i h l e  13- aze l?neS I zt~1 V ~ E -  ago A c2 - - ~ ~ e ~ o e '  betr- ,-2,s='obe-E lf2Qp c -es  TE" S.la i163 
hs -=ca p q e r l d o u  
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W Dai Ia Thomxon oresioent or Soec 

trUm Research Inc an EI S e w d o  Callt 
mace research m a  develooment comoanv 
says he learnea las~ Decemoer ~ h z t  D ~ B  

~p'3laos most rroubllng a ev~dence that / B U ~  there a re  wa;llmesses m [he de- haa sold hn companv s name and phone 
some D&B reporters habe fzkricated data fen5e.S Although D G  officials Say venfl 
oumgk over the years Severd y e a s  ago / cauon samules are s t a ~ s n c a l l ~  v&d for 
an employee m the Wllburn N J ofxe mer t e m n e r j  say verifiers ln the hcai  or 
pas to have been m h n g  UP scores fices check only a handful of the hundreds 
pf banh references according to a former each reDorter prepares monthly Four 
manapr In ma 1986 D&B also alscov vears aFo an lnternai a u a t  of D&B s 
ered tSara reporcer m LancaSter had fais1 Tampa Fla. 0fke dererrmned tbat the lo- 
f i e c l rm In Greensboro a rePo*er cal venner offen confirmed nothm,~ more 

than that me rem*@r had m f a c ~  cond ' hadn t even produced reports that he had the ruqect company 
1 recorded on a log as bemg completed In 

each case D&B fired the emulovee 1 Even the au&ts can be compromised 
~ & a  says that pven the size or says Steonen Fe~genbaum a foriner r e  

work force and me type of work such lncl potter In Cleveland In an lntervlew he 

number when he began receltq.lng phone so 
ilc~tanons * om iarious youps One corn 
panv m Uemphls promlsed a 1989 hissan 
pickup mclr for only s9 30 11 he HOU]Q 

onlv order a box of magc  markers 
h company name ~ m [ e d  on them 

1 was absolutely dmbfounaen and 
s~ckened that a reputable u r n  would 
S ~ W D  to selling l s t s  of names of com~anles 
thzt you garhered In the name of c-ed11 
and fmnanclal reoorting LO relemarr 
and bouer room organizarlons ' ~ i  
Thompson complainea m a letter to 

dents are bound 10 happen from time to s a d  he was once toid by his manager 10 D m  
t m e  Inenever we find it they re pne take home some reports because of a r end Dun & aradstreet savs comoanles can 

to provtde aeta~ls  on such firlnp 
I M~ Sommen savs ~h~ companv declines lng audlt leavlng better prepared ones to 1 request to hare their names r e ~ o v e d  from , be seen by the aud~tor  DgB says rt lnvesn m u l ~ n g  lists sold by DgB 

A former manager the Toledo , gated this matter after belng contacted by D&B has in some cases suppl~ed re 
[lcke[ was dsmIssed after a partrcu the Journal and denles the ~nc~dent  ever porrers wth scripts to h e l ~  them deal !nth 
[art) troubling instance or falaficatlon ac place uncooperarlve comovlles F m l l v  owned 
coralng to several former emolovees A couple or years ago D&B insnruted a busrnesses that c lan  UD should be told that 
ohlo The manager had oreoared a t  least computer svstem called Delta to help the mformatton D&B %ants does not rep 
one report on a noneylstent comoany says I measure repOlT?rS perIOlTilanCe In Zddl resent VOUr family secrecs sugges~s an 
Damd mn,oenbach a ~ ~ l ~ d ~  emplovee who tlon Delta klcks our an automauc sample rnternal memo recerted by hlr Ph~ljios 
resrged May Reoor5 wrrtten of e v e v  reDoner s work and those tepom the former reoorter To comoanles holdlng 
on aealatea d m v  companres accordlng are read bv hand by the data auallty ae Sacb because they got an unravorable rat 
to h m  The reoons apparenuv he l~ed  me p a m e n t  says the svstem s designer ing in the past the memo suggests saving 
ohonv corntlan~es to buv merchanalse on AngS Dun & Btadstreet doesn t pve  bad rat 
credl ?e aads Slnce 1986 Dun & Bradstreet also has tngs 

Dun 6, Sraas'reer says the formel- man Sent copies Or On comPanles lhe 

age. 1s no longer mch the ComDanv out ae cOmDa"'eS ror retlew But a ComDany see No Regla t~on 
Ing wrong lnrormarlon about ltseif on a re Dm and other concerns that sell corn cllnes to alscuss the lncldent The oerson I poK can have a frustrznng setting couldn t be reached ,or comment mercial cred~t  data are basically unregu 

DL3 In racr IS a aooular mstnrment or , the reCora sralght  laced The 1971 F a r  CWedlt Retlortlng a c  
Cedric Bluer  pres~dent of Zenlth Cut appi~es only to companies selllng crealt swndlen In a June loss Its re ter CO a PockLord 111 ~al'lUfaCIUrer 0k data on mnrjnlduals it gives consumers [he Dorrers ths cornDan\ sala tt had recentlv 

j dcovered many oL fraudulent l n a ~ s r l 2 l  blaaes savs a 19a report on hlq ~ h t  LO correct lnfornarion m memr re 
cornoany lna~cated falsely that Zeruth nan  ports or subrnlt a statement tbat must be mclng On businesses thZL SmD1y late on 2 bll] )men he protesten D m  lncluded In ttle repom , - - - - aon t euisr / Savs \ViUlam Callahan a onizte  a w e v  back to the credltor and then Ten Years ago Lhe a Serlale comml *ee 
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APPENDIX C 

Problems in Measuring Accounting Profit 
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cannot be ~reclsely determined until the process has been termlnalrd , the &c/lt1111g bnlntlc~ method, the wrrr of ll lc I/c(W- iil~lts 
For any period other than the full life of the investment, proflts can only Inr,llng-l~f~ method, and the new ncccl~rntcd ~ ~ 1 . 1  rccoz1l rll 
be estimated This in turn means that revenues and costs must to 
extent, be arbltrai-11~ allocated to the period in question r h e  problem les laid down both in the generally acccptt d ~clc~unlillL: 
that generally accepted and perfectly legal cost accounting methods ,,, and by the Internal Revenue Servce (1115). a ~ ~ 1 m l l l n l  ~ l l ~ l \ t  

vary these allocated Costs by as much as 40 percent These wldr tar la  thod of depreciation to use on each assct or class 01 
tlons are particularly apparent in the procedures for calculating deprecl ~h~~~ need not be the same for all the firm S assets. and 
ation expense and for the valuat~on of assets , there are many methods to choose from Moreover, the firm may ltgttl- 

keep two sets of deprec~atlon records for the S7nlc ~ ~ S t t q  

D e p r e c ~ a t ~ o n  o f  Assets using natural methods may be used to prepare flnanclal statcmtnts 
that more accurately reflect actual wear and tear or obsolcnc~ 1 he r 

In carrying on a business activity, the firm s fixed assets other than set may use accelerated methods for preparation of lnconlc tau returns 
land (e g , bulldlngs, machinery, and equipment) wear out or becomt 
obsolete from use and the passage of time If the useful life of an asset Is stralght-Llne Method Under the strarght lrne method, the deprecla 
more than one year, rt e considered to be a deptecmhle nsset The , ble cost (original cost less the expected salvage value) 1s spread equally I 
of depreciation is based on the premlae that a depreciable asset producer oter the expected l ~ f e  of the deprec~able asset For instance, SlIppOse a 
revenues throughout its useful life Therefore, in order for the compa purchased for $9,000 It has a useful l~ fe  of three pears, 
ny's annual income (profit) to be properly stated, a portion of the asset an be sold for $3,000 The annual depreclatlon ~vollld be 
cost IS charged as an expense against the revenues In each fiscal year of (59,000 - $3,000) - 3, or $2,000 
the asset's life This charge IS calIed deyrec~nflorl The exact amount to bc The stralght-line method is not only 5lmple and easy to apply ltls a150 
charged is established by company policy However, for Income ta, theoretically correct for any asset that is used at a uniform rate For that 
reporting, depreclatlon must conform to federal and state laws 7 reason, the straight-line method is often used as a standard for comparl 

Slnce depreciation is an expense item, it serves as a direct reductron of son with other methods It is also the basis for one method offered In the 
the company's income Thus the accounting measurement of proflt de new accelerated cost recovery system (ACRS), created by the Economic 
pends ~n a very d~rect way upon the firm's methods of depreciation Thc Recovery Tax Act of 1981 
importance of thrs operating cost will vary wldely from one company to 
another, depending on the composition of the firm's assets Compan~es servlce-~ife Method For assets that are not used at a lll-rlfonn mtc, a 
that are engaged in steelmaking, railroad and airline transportat~an servlce-llfe method may be mom appropr~ate When the rate of \%ear 
~hemlcal processing, and the product~on of prlmary aluminum are char and tear 1s irregular, the useful life of the asset may be expressed flther 
acterlzed by extremely large depreciation charges On the other hand In terms of zuorklttg lro~lrs or in terms of lrrlrts of yrod~rctforl The de~rccla 
insurance companies, banks, investment funds, and advertlslng and tlon that 1s charged then bears the same ratlo to the asset s de~reclable 
merchandising establishments bear relatively small depreciation costs cast (cost less salvage) as the year's usage bears to the asset's useful Ilfe 

For example, suppose that a bulldozer that cost $50,000 1s exrect~d to 

Methods o f  Deprec~atlon 

Depreciation methods can be grouped into two broad categories 
1 Nafilrnl mefhods, that is, methods that reflect the actual rate ot (\car 

and tear or obsolescence over the useful life of the asset Natural met11 
ods ~nclude strntgl~t-lrne and servlce 11fL methods 

2 Acctlernted trrethods that IS, methods that accelerate cost recot t rt 
The sole purpose of accelerated methods a tax man~pulat~on Thls cate 

I last for 20,000 h&s of operation If tn one ear, ~t is operated for 1,1100 
hours depreclat~on would be (1,000/20,000) x $50,000 = $2,500 I f  ln the 

I 

I next year, the rnachlne IS operated for 2,000 hours, thr drprcc~at~rln 
I would be (2,000120,000) x $50,000 = $5,000 1 hus in each ye3r the 
1 depreciation charge reflects the actual port~on of the assits s l ~ f r  that I ?  

used 

Depreclatlon and Tax POIICY 
' Internal Revenue S e ~ l c e  (IRS) rules and regulat~ons wlth respect to 311 nlethods (11 I For assets placed In service before January 1,  1981 tllc lliS pCrlnlts 

de~reclatlon are explained in IRS Publlcatlon 534 Dtprrcrnttorr State lar\s usuall\ tollus\ 
the IRS rules taxpayer to use "any method that 1s reasunahle lf you allplv I t  c1)nslst 
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problem p~~vloLls ly  mentioned, a major obje~tion to this proccdurc In preparing balance sheets and income statements, accountants opcr 
arises from inflation The accounting procedur~ IS to match incrcn~ents ate on the "going-concern ' convention that the business continue capltallzed cost with resulting revenues but t l ~ c   dollar^ that con1 lndeflnltely Hence. on the assumption that the company not pnsed the capltalired cost of years part are worth miicll ii~orc tlian !IN fixed assets. lt 1s customaxy to value these in terms of orlglnal cost 

, of revenue that they presumably oftsct I rum thc ccol~oinist s than current market value Thus, generally accepted accountlng p,, : of view, these accounting practices, by failing to recog1117c 111fl.1 tlces prevent market fluctuations from entering into the fixed asset a, 
counts tlon, result In substantial distortion of the firm's financial position Ihc 

companyls Income is overstated on the Income statement ancl the value If the asset 1s depreaable, the depreclat~on expense IS recorded on tht 
lr~come statement, and the net value of the asset is correspondlnglt of assets IS understated on the balance sheet 

reduced on the balance sheet If the asset IS not depreciable, on l )  [he *{any accountants have also recognl~ed this probltm, and have of 

balance sheet 1s affected Accounting procedures do exist whereb) fered three different S O ~ U ~ ~ O ~ S  

increased (market) value of assets can be recorded on the books, hot, 1 Consfnnt dollnr accouttt~trg which 1s also called the gentrcll ~ I I C ~  

ever, the accounting profess~on has been very reluctant to use anything level This solution restates the historical cost from nomlnal do1 

other than historical cost as a basis for depreciation lars to constant dollars The method of attack 1s to adjust the data by the 
The subject of depreciation is complicated by controversy over thret  app l l ca t~~n  of appropriate indexes to obtain measurements In dollars ot 

of its aspects ,-onstant purchasing power This approach is easy to compute, easy to ' 
understand, and completely objective 

1 Its true funct~on 2 Current valcle nccourzt~trg, which abandons historical cost as a basis 
2 Its proper use as a tool for stimulating cap~tal f o r ~ ~ a t i o n  and for for valuation ln favor of some measure of current value Proponents of 

directing investment along lines deemed to be in the national in this approach argue that users of financial statements are more con 
terest cerned with what the enterprise is worth now than what it cost ~n the 

3 The proper method for measuring it when reporting net income to past The major drawback 1s that not all assets can be objectively eval 
stockholders and tax authorities ua ted 

3 C~rrretlt vnltielconstntlt dollnr nccorlllt~wg is a method that \\auld 
As for its purpose, m theory, charging annual depreciation not only change both the unit of measurement and the historical cost mc~del 

matches costs wlth resulting revenues, ~t also provides for recover), in Proponents of this approach argue that constant dollars should be used 
cash, of the original cost of the asset This is supposed to provide for to measure current values of assets 
replacement of the worn-out or obsolete asset But in this era of substan Constant-dollar accounting was approved by the Amencan Instit~itc 
tlal mflation, the mere recovery of nominal dollars spent years ago is not of Certified Public Accountants (AICPA) ln 1963, but only for srrpple- 
sufficient to replace the asset today, even with an identical make and mental information Its use in the provisron of addit~onal informat~on 
model The replacement problem is further complicated by the fact that was further encouraged in 1969 by the Accounting Practices ~ o a r d  
we are llvlng In an  era of rapld technolog~cal change, ~t may well be that (APB) 
an identical replacement simply is not available The improved replace 
ment may provide greatly Increased earnings in the future and thus be 
well worth its greater cost Such considerations require that a larger Valuation of Inventor~es 
portion of the reported Income should be made available for the pur If all goods purchased or manufactured w ~ t l ~ ~ n  a given accounting 
chase of future assets rather than for distrlbutlon to owners period were sold during the same period, the only prclblcm woulcl bt to 

As for the proper use of depreciation as a tool for stimulating capital determine the cost of the goods But this is not the cvay a buslntss 
formation, this is primarily a politicai conslderat~on that is built into the normally operates Goods are bought stored, and sold tlirot~ghot~t the 
tax laws These laws are changed from time to time by the Congrebs accounting period Under normal accounting procedures, the co5t of 

Our primary concern 1s wlth the measurement of depreciation tor 
reporting income Here the accounting profession, a m ~ d  much contrl) Staff of the Accoudlng Rese-irch D~v l s~on  Reportlnb the Flnlncnl Elfkc15 of  I'rlkr 

Level Changes Accalortr~rg Rcrtnrclr Stlrdy NO 6 (Nctr Yorh AICPA 1967) versy, has been unable to arrrve at any satisfactory improvement on the 
9 Flnanclal Statements Rtstittd for Generll Pnce tvtl  C h l n h c ~  Al'n Arc' ' 

current method, whlch is to deduct a prorated recovery of historical cost (New York AICPA 1969) 
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goods sold must be determined for the income statement so that their 

~ i c r r r ' i r r r  
of Inventory Valuation by LIFO The effects of LIFO on the 

Costs can be charged aga~nst  the revenues from thelr sale ~h~ cost of lnmme statement and balance sheet are dlrectly opposite to t l~ose of 
goods that remain in the inventory and that will produce revenues n F ~  under LIFO, whether prices are rlslng or fallmg, goods sold or 
later date must be determined for the balance sheet, tvhere 

.7r, 
used up  are evaluated at the latest prices of acqu~sltion 1 l e n ~ e  the cost 

listed as current assets , of goods sold, as reported on the income statement IS at or nrar rrplacc 
Accountants insist that cost must be accepted as the primary basis for - ,,,t cost This means that gross profit is falrly stated whcthcr price5 

inventory valuation If prices were constant and the quantity are rlslng or falling Thls IS the chief v~rtue of LIFO 
always the same, accounting for Inventory would present no partlcL,lar on the balance sheet, however, goods remalnlng In the Inventor) arc 
problem But when prlces fluctuate, invintory r e p l a c e ~ ~ l ~ ~ ~ t  a t  "ar\ ,slued at the earllcr costs of acquisition In a ttme of falllng pllces this 
costs rases the problem of measuring the costs to be applied both to ,,auld cause the value of the inventory to be overstated In 7 ll~llc 
goods sold and to goods remaining in the inventory Accountants ha\ prres, the value of the inventory rvlll be tinderstated cOIl1pa 
devised various methods of measurement, but two methods called t l rs l  

riles malntaln a safety stock-that 15, a mlnlmum level of iilvcntor) 
in, first-out (FIFO) and last in, first-out (LIFO), are most common on hand--the inventory can retain items valued at costs that d7tc bach 

In order to understand the difference between FIFO and LIFO a dls many years Under this circumstance, the value of the inventory may be 
tinction must be made between the physical item and its cost TO help grossly understated on the balance sheet Furthermore. if the company , 
clarify thls distinction, let us visualize a warehouse wlth two doors ever has to dip Into the safety stocks some very strange thll~gs can 
Newly acquired goods enter by one door, sold goods exlt by the other happen to the income statement 
door In between, the goods are stored in such a way that the order ~n For example, suppose that a company has been on LIFO for a Io-yeal 
whlch they are acquired IS preserved Thrs means that the first item during whlch prices were moving up steadily and operations 
acquired is the first item sold That is, the oldest merchandise is solci .r\ere proceeding at a pace that permitted stocks to be mai~lta~ncd at 
first (This is normal practice regardless of the costing method used ) desired physical levels Labor difficulties set in, and a str~ke 1s called th7t 

Now suppose that each item entering through the acqu~stion door has forces the company to operate out of ~nventory for a prolollged period 
a tag attached that states the ~tem's cost If the tag remains attached to soon the inventory that has been carr~ed at prices that prevailed 10 Years 
the ttem, then the cost of the first item in is the cost of the first item out earlier 1s brought into sales, and huge inventory profits are reallzed It 15 

That is FIFO-first-~n, first-out In contrast, suppose that as each ~tem even conceivable, in fact, that these very large profits result in r e ~ o r t c ~ l  
enters the warehouse, the cost tag is removed and placed upon a splkt earnings far in excess of those real17ed for the eqii~valent perloci befole 
Then as an Item 1s sold and goes out the other door, an attendant the strike began For these reasons there has developed 111 sonle quartel5 
removes one tag from the spike and attaches it to the sold item The tag a disenchantment wlth LIFO valuation and a desire to return to what IS 

that the attendant removes from the spike is the last tag that was placed felt to be the more logical and reallstlc FIFO approach 
there by the attendant at the acquisition door That IS to say, the cost 
attached to the sold item is the most recent cost of acqulsitlon That IS 

LIFO-last in, first-out 

Effects of Inventory Valuation by FIFO When prlces are rising, the 
value of goods sold or used up is recorded at the earlier, lower prlct 
levels The Item entitled "cost of goods sold ' on the income statenlent 
therefore is below the replacement cost of the goods sold Thls meails 
that gross profit is overstated On the other hand, ~f prices are falling 
cost of goods sold will be reported on the income statement at a value 
greater than replacement cost This means that gross profit is under 
stated In other words, unless prices are completely stable, FIFO nil1 
cause gross profit to be either overstated or understated On the balance 
sheet, however, the valuat~on of goods remaining in the Inventory 1s at 
or near current replacement cost Therefore, whether prices are rising or 
falling, the valuation of inventory on the balance sheet IS fairly accurate 

The Econom~c Concept of Replacement 
Cost Accountlng 

While there are very cogent reasons why accountants Insist upon us 
ing historical costs to value assets and also refuse to recognize any 
profits held in the inventory, there are equally persuaslvc arguments In 
f a ~ o r  of relaxing such pract~ces for the pllrposes of dcclslon l n i h l n ~  
From an internal managerla1 perspect~ve, the economist s concipt oI 
replacement cost accounting can be qultc iiseful Accountlng procidu~ t 4  

approach replacement cost accounting wlth the LIFO mithod of In\ t 11 

tory valuation However, because of the undestr,lble aspects of LIFO a 
more generalized replacement cost approach mo~ild be preferred to tx 
uniformly applled to both inventories and f~xed assets The crscnt~al 
idea is to report a prof~t f~gure that reflects the rct enucs and cost5 of t l l ~  

present per~od, not the revenues of the prcsent tear and thi  cwts of tl lr  
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Profit Concepts and Aleisurcmcnt 

Previous Years The difference between the accounting concept and 
- ample grO1lndS for the continuing controversy in the acc~llntlnfi profer eConomlc concept can be rllustrated by the following example 
: uon But by 

the econom~st's detlnltlon of proflt-th~ dlfler 
Suppose that a hypothetical company deals in a completely honIagr 

ence between the ,-ash vall~e of an entCrprlFC the blginnlna and Lnd of ne0u.s product and makes all transactions m cash, suppose further tLt ,, 
the per,od4perhaps we can clarify the issue our hypothctl~al i\aill has the following balance sheet as of December 31, 1983 

le, the change in cash on hand 1s 

Cash $30 000 
Inventory 3 000 unlts @ $10 30 000 caqh on hand Jinuir). 1 $ 70 000 

Plus sales 700 000 
Total assets $60 000 - $330 OUU 
Owner s equlty $60 000 Subtract 

Purchases $253 000 
Operating expenses - 20 OM) 5275 000 

Cash on hand December 31 $ 55 000 - Now suppose the follow~ng activities take place in 1984 

Sales 20 000 units @ $15 $300 000 
Purchases 3 000 units @ $10 30 000 

15 000 units @ $11 165 000 
5 000 units @ $12 60 000 

Operating expenses 20 000 

There are also on hand 6,000 units of merchand~se that are valued at 
their replacement cost of $12 per unlt for a total of $72,000 That IS to sav, 
if the 6,000 units could be returned to the suppller at the last price paid 
(512), the cash value of the enterprise clearly worild be 

The firm's Income statement as of December 31, 1984, would depend 
upon whether it used FIFO or LIFO 

Sales 20 000 units @ $15 
Cost of goods sold 

Beginning inventory 
3 000 unlts @ $10 

Purchases 
3 000 units @ $10 

15 000 units @ $11 
5 000 units @ $12 

Cost of goods available 
for sale 

Less ending inventory 
FIFO 5 000 itnits @ $12 

1 000 units @ $11 
LIFO 6 000 un~ts @ $10 

Net cost of goods sold 
Gross profit on siles 
Operating expenses 
Operating Income 

FIFO LIFO 

The difference of $11,000 in operat~ng income is due solely to the 

& 
difference In the method of Inventory valuation, and these results reveal 

b\ 

p p  

Cash $ 55 000 
Inkentory 6 000 @ 512 72 000 

Cash value of the firm Dcc 31 5177 000 

The Increase in cash value of the firm (proflt) IS 

Cash vilue of the firm Dec 31 $1 27 000 
60 000 Less Cash vilue of the flrm J l n  1 

Economic profit 9 67 000 

The $67,000 profit can be further divided into its two compontnts 
trndr~lg jrrofit and itnldelg profit Traders are well aware that goods that are 
sold must be replaced if business is to continue Trading pmht, then 
may be deflned as net sales mlnus operating expenses and the currtnt 
replacement cost of the goods that were sold For our hyputhctlral co~n 
pany, trading profit IS 

S1les 5300 000 
Operltlng expenses $ 20 000 
Replacement cost 

20 000 units @ S12 240 000 260 000 -- 
Trading profit $ 40 000 



Holding profit or loss is defined as the increase or decrease in replace 
ment cost of an item held in inventory This profit has nothing to 
with the trading skills of the persons managing the enterprise 
a capital gain or loss that results from a general increase or decrease 
prices For our hypothetical company, holding profit is 

6,000 ($12 00 - $10 00) = $12,000 
15,000 ($12 00 - $11 00) = 15,000 
5,000 ($12 00 - $12 00) = -0- 

$27,000 

The trading profit of $40,000 plus the holding profit of $27,000 adds u p  
to the economic profit of $67,000 

The purpose of the foregoing ~llustration has been twofold (1) it shedr 
some l~gh t  on the FIFO-LIFO controversy as it relates to economic decl 
sion making, and (2) it provides an opportunity to show how the econt> 
mist s definition of profit can lead to better profit analys~s A decision 
maker should be in a better position to understand and evaluate profit 
performance when profit is viewed in the comprehens~ve manner 
shown above, rather than as a single figure without any breakdown and 
separation of its basic sources Further, the economist's concept of net 
income avords the necessity of stating the inventory value at a historical 
cost that 1s substantially different from its current replacement cost as la 

the case wlth LIFO 

Summary 

The history of economic thought abounds in profit theories, but most ot 
them fall into three major categories 

1 Compensntory or filnctronnl tlzeorres, which hold that profit is the entre 
preneur's reward for coordinating and controlling the enterprise 

2 Frrchorf nrzd moriopoly theories, which explaln profit as the result of 
frictions that prevent the smooth operation of the model of perfect 
competition 

3 Technology arid ~nrrountlorr theones, which hold that profits are the 
rewards for ~nnovation, that is, the adaptation of an ~riz,c.rtttort t c ~  
business use 

In the measurement of profit, there is a difference between geneialh 
accepted accounting methods and economic concepts The accountant 
calculates profit as the difference between total revenue and total costs 
The economist would divide the accountant s profit Into two parts One 
part. called nornsl profif, represents recovery of opportunity costs 

u m - -  
ch are not recognized by accountants The remainder represents 

~ , l o ~ r , l c  llrOfit (which is sonletimes called ~ l i t ~ ~ l r r .  profit or rrrt.5 111ofit) 
, Accounting re thods  have great difficulty with charges for dcprerla 

lion of assets and with the valrlation of assets, cspccially goods carrir~i 
~entories Depreciation methods cnil be gi oiiped into two bi o 1'1 
orles (1) r~nt l r rn l  trretlro~fs, M hich reflect the actual rate of wear and 

tear or obsolescence, and (2) ncceletntd rrirthoti~ which are used to 
manlpLllate taxes by accelerating cost recovery 

From the economist's po~nt  of view accounting practices tI17t i i ~ t  

hlstorlc~l cost for asset valuation result in subst-intal dlrtortn~n of tI1c 
values of three broad categories of assets 

1 Larid, which may increase in nominal value due to inflation or 111 

real value due to changes in potential use 
2 Frred nssek other tllatr Inrid, almost all of which are depreciable 
3 Pllyqrcnl rnveritorres of goods which are held for the purpose of manu , 

facturing or trading 

The standard accounting practice of basing depreciation on historical 
cost in nomlnal dollars results in substantlal distortions on both the 
balance sheet and the income statement On the balance sheet, assets 
are undervalued in terms of current dollars On the income statement, 
the charge for depreciation is understated, thus causing taxable mcume 
to be overstated 

This problem has been recognized by many accountants as well as b) 
economists, and three different solutions have been proposed 

1 Corrstnttt dollnr accountlrig, which states depreciation charge and asset 
valuation in dollars of constant purchasing power 

2 Carrctlt vnlue nccoatltltrg, which abandons hirtorical cost in far or of 
some objective valuation of the asset in current dollars 

3 Currerlt vnluelcor~stnnt dollnr nccorrrltrrrg, which coinblnes the othei 
two methods 

Valuation of inventories is necessary to determine cost of goods sold 
and to determine the value of goods remaining in the Inventory for the 
flrm s balance sheet The two most common methods of Inventory valu 
a t~on are FIFO (flrst-in, first-out) and LIFO (last in, first out) Thi FIFO 
method assigns the earliest costs to the incon~c statement as cost of 
goods sold and retains the latest costs for the balance sheet The LIFO 
method does just the opposite But neither FIFO nor LIFO can resul t in 

an accurate valuation on both the Income statement and the bnllnct 
sheet unless prices are completely static 

The economist s solutlon is to rralue both goods suld and good< n 
tained in inventory at replacement cost Proflt can then be calculnt~d as 



the difference in the firm's cash value at the beginning and end of 

period This economic profit can be divided into two parts 

1 Tradrng profrt floss) is the direct result of trading activities of the f i rm 

It is defined as net sales minus operating expenses and the rq,/oc, 
tnent cost of goods sold 

2 Holdl~tg profit floss) IS a cap~tal galn or loss that results from a general 
increase or decrease in prices whlle goods are being held for 

Neither the accounting profession nor the Internal Revenue SerL 
will accept replacement cost accounting for preparation of finanrnl 
statements However, it can and should be used for managerla1 pr 
poses, as it provides a more accurate indication of the success or fa11urc 
of the firm's act~vities 

Problems 

1 It has been argued that the major difference between accounting 
profit and economic profit is that accountants recognize depreciat~on 
while economists do not Do you agree with this positlon7 If economists 
do recognize depreciation, is it measured in the same way that account 
ants measure it7 DISCUSS these Issues 

2 In reporting financial leases, large business firms are now re 
qu~red to "capitalize" future lease payments and record the capitalized 
value as a liability and also as an asset Both of these valt~es are then 
reduced as lease payments are made Previously, these lease payments 
were treated as ordinary expenses in the year in which they were made 
From the economist's point of view, explaln which method you belie\ e 
more accurately measures the value of the firm at any glven time 

3 In the following situat~ons, explain why you would suggest using 
a straight-line or accelerated depreciation method 
a A new corporation with a low credit ra t~ng 
b A corporation currently operating at or below the break-even polnt 

but expecting future long-run profits 
c A corporation that estimates that its taxable income will remain 

steady for the next 10 years 
d A corporation In an industry targeted by government for i n c e n t ~ ~ e  

tax breaks over the next five years 
4 Describe carefully three currently acceptable methods of deprecla 

tion accounting for assets acquired before January 1, 1981, and explaln 
the profit-reporting consequences of each 

5 CVestphall Products, Inc , IS a new firm with a promising long run 
future However, the company expects to show income tax losses 

U m m r I ~ I I ~ ~ ~ I ~ ~ I ~ U ~  IW I ir 

; during the first five years of operation Moreover, during this pcrlod 
it must acqLllre about $2 million of assets that qili~l~ty tor tht hill 10 per 

tax credit and for accclcratcd d tp r t c~a t~on  as \tell 
~ ~ ~ l ~ h ~ l l ' s  president is attempting to arlange f~nanc~ng for these as 

The local bank IS willing to e*tend a 10 year loan at a n  intclcst l , ~ t ~  
of the prime plus 3 percent However, the bank s loan ofhccr i n d i ~ a t ~ d  

: that she knew of a wealthy private investor who aoold i11ust l~kely buv 
the assets and then 111 turn lease them to Wcstph.lll at an cft tr t i~c 
interest cost of the prime rate only llle pre.~drnt I \  ~ ~ l q p ~ c ~ o u *  ot t h ~ s  
latest arrangement since he cannot understand hoo an 111di\ ldual cclulJ 
wsslbly charge a lob er interest rate tlian s bank C~plaln h o ~ v  thc abo\ t 
iltuatldn might be possible 

2.'RJ 

-2' 6 Accelerated deprec~ation and shorter service l i v ~ s  arc both mi r c l )  
substitute methods of adj~~st ing deprec~ation for changes In the p11ct - - 
level True or false7 Explain 

7 Suppose you bought a house 20 years ago for $45,000 and sold i t  

this year for $145,000 During this period the accum~ilated depreclatlon 
on the house was $25,000, leaving a book value of $20,000 . - 
R Did you make an accounting prof1t7 If so, how much' 
b Is your accounting profit your ' real" profit? Explain 

8 Vincent quit his $18,000 a year job to unrk full tin~c on h ~ s  gron 
ing wholesale vodka distributorship He began the year w ~ t b  $10,000 in 
cash and 700 bottles of premium vodka 1 he f o l l o ~  ing 15 a record of 
purchases made during the year 

Nr~trtb~r of 
Dnte Bottles PnccIBott l~ 

J ~ n u ~ r y  1 100 $7 50 
M ~ r c h  7 500 8 25 
May 14 1 000 8 50 
July 2 800 8 50 

October 3 500 9 00 
December 6 600 9 50 

At the end of the year, V~ncent calcr~latcd total zales of SM 000 and 
operating expenses of $2,700 3 he ending inventory 19 650 holtlcs and 
the current purchase price of a bottle of vodka is $9 50 
n What 1s the ending cash value of Vincent s dlstr~butorsh~p? 
b What is the total economic profit for opcratr~ns dorlng t l ~ r  ) r  ir7 

c Divide the total economic prof~t Into trading and Ilold~ng protlt 
d Should Vincent stay in business? 



9 The Mldwest Electric Power Company p u ~  
equipment in the following years 

Estrrrrnted Prrce 
Year Asset Ltfe (years) Index 

1964 $I 20 000 25 50 
1967 40 000 20 100 
1973 100 000 40 150 
1984 125 000 25 200 
1985 60 000 10 300 

m 
rchased 

n Assumlng that these assets were purchased on January 1 of the 4 n r  
m which they were acquired, compute the total depreciation charge 
for 1985 based on original cost Assume straight-hne depreclatlon 

b Compute the total depreciation charge for 1985 in terms of 1933 
dollars 

c The company s revenues for 1985 are $100,000 Fuel expenses are 
$18,000, labor expense, $9,000, taxes, $25,000 Prepare two proflt 
and loss statements, one w~thout the adlusted depreclation and one 
with depreclation adjusted according to the prlce index 

d On the bass of your caIculations, what IS the etfect of the adjust 
ment m depreclation on the company's operating income? Are 
stockholders better or worse off? Discuss 

10 Jack's Radlo Wholesalers, Inc , has accumulated the follow~ng 
information on ~ t s  KX-15 speakers during 1983 

Date LIn~ts Prtcelll~trt 

January 1 (inventory) 600 $18 00 
March 11 (purchase) 650 18 50 
July 9 (purchase) 700 19 73 
November 20 (purchase) 400 20 50 
December 1 (purchase) 200 21 00 
December 31 (in\ entory) 650 

n Calculate the value of lnventory on January 1,1984, uslng both FIFO 
and LIFO 

b What effect would each method of Inventory valuation have on 
Jack's tncome statement? 

c What effect would each method have on Jack s balance sheet? 

Case Problem W11co Mach~ne Tools 

11 Accountants at Wllco Machine Tools are worklng on the follon 
ing financial statements 

WlLCO MACHINk TOOLS 
Cornpar~t~ve Bi l inc~ Sheets 

(5000) 

Eqilihcs 
Owner s equity s715 - - - 5 S - - 

Inventor~es and Purchases, 1983 

Date Urrtts PrtceIUtrrt 

J l n  1 (inventory) 1 200 $ 
Mar 15 (purchase) 1 700 85 
June 15 (purchase) 2 000 90 
Sept 25 (purchase) 2 500 95 
Dec 25 (purch7se) 1 200 1 05 
Dec 31 (inventor)) 1 400 

 not^ Aterige scll~t~fi prlcc dLIrlnh tl~c yrir 
was $150 

WlLCO MACHINE TOOLS 
Income Statement 

For the Yelr Ended December 31 1983 

S ~ l e s  
Cost of goods sold 
Gross prof~t 
Operat~ng expenses 135 000 

Net proht befort t-~x B 
C__ 

Qllestrons 

n Complete WlLco Machlne Tools balance sheet and lncomc qtaternc i l l  

uslng both FIFO and LIFO methods of inventory valual~on 
b Which Inventory valuat~on method would be prcftrablc hlr 

(1) Tax purposes? 
(2) Showing potential ~nvestors? 



c From an econom~st's vlew. thoroughly analyze 1983's operatlonr 
d DISCUSS why an economist's view rnrght be better for declslon mak 

1ng 
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Profit: Planning 
and Control 

Prof~t plannrng refers to operat~ng 

decisions in the areas of product Ilne, volume of product~un, and prlc 
ing Whatever the firm's profit goals may be, proht plannlng must take 
lnto account the expected demand for the firm's products. ~ t s  capaclty to 
meet the demand. and all of lts costs A good proflt plan will establlsl~ 
objectives and prescrlbe the means for ach~evlng the ob~ectlves It w~ll 
also establish a timetable for acttons necessary to carry out the plan 
Profit management not only is a v~tal  funct~on for drrect~ng short-mn 
operahons but also 1s essenhal for optirn~zlng ~nvestment and financing 
dkclslons in the long run 

There are a number of approaches to proflt planning that are coln 
monly used by accountants and economlsfs In thls chapter fie \I1111 
discuss three of these 

1 The prof~t budget 
2 Break even analysls 
3 Regress~on analysls 

Each of these may be used separately or in comblnatlon n ~ t h  olIlcr5 
depending on the information available and the purpose of the anal) 451 
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UNDERSTANDING FINANCIAL STATEMENTS 
for Non-financial Professionals - INTRODUCTION 

This booklet is intended to give non- 
financ~al professionals a basic under- 
standing of how to  read and analyze 
financial statements presented by Dun 
& Bradstreet Credt S e ~ c e s  It is a basic 
guide and not meant to glve you the 
skills of a seasoned financial analyst or 
accountant However, it is intended to 
give you working knowledge of finan- 
c ~ a l  statements and the use of ratios 
as presented In Dun & Bradstreet's 
business informat~on products and 
spec~alized financial servlces 

In order to understand financ~al 
statements, we will be referring to a 

hypothetical privately-held company, 
Gorman Manufacturing We'll go step- 
by-step through its financ~al statement 
to find out what the figures reveal about 
the company's performance Then we'll 
show how to use solvency, efficiency 
and profitability ratIos on Gorman's 
statements and what their significance 
can be to you In the final pages, you'll 
find a glossary def~ning frequently 
used financial terms, a Duns Financ~al 
Profile@ report on Gorman, and high- 
l~ghts of some of Dun & Bradstreet's 
products and servlces 



Key Business Ratios 
- -  -- - - 

The 14 most widely used financial rauos. 

E\.ery Dun's Financral Profiler Report PRO Report, hlodel Suiemenr and Indus~r)  k r m  Report 
del~vers the adiantage of D&B Norms and Ke) Business Ratros These specific measures of busi- 
ness performance pro~ide signrficant insights into a company's financial condlt~on, based on ILS pzr- 
formance compared to others In its Industry 

The Key Business Rat~os used in Customized lnformatlon Systems & Servlces include more than 
800 hnes of busrness segmented by up to 15 asset ranges and four geograph~c areas Enables you 
to simp11fy your evaluation of a compan)'s financxal condit~on with objecuve, quantitauve measures 
of performance 

- - 

Here's what each of t h e  14 Key ~ u s l n e s s  Rattos used by Custorntzed 1nfDrmatton Systems 
and Serv~ces  means 

Stvency  Ratios - Sales 
Cash + Accounts Recelmble Inventory Turnover - 

QIlck Ratio - - I nventori 
Total Current L~ab~liries Determrnes the rate at nhlch merchandrse ts belng morrd and the  

Sxws ~hc d d l a n  of I q u d  asxrs a\allable to c m  each ddlar of cur effect on the Rou of funds into a buslncs 
rent debt 

- - Total Currenr Assets Current Ratio Total Current Liabili~res 
k a s u r c s  the margin of safct) prcxnt ro cover an) poss~blc reductton 
of current a s x u  

Current t a b ~ l ~ t t e s  - - Total Current Llabllrties 
to Net Worth het Worrh 
Contrasu thc amounts due creditors m~thin a \ear mtth the funds 
pmnancntl\ ~nr.cstcd b\ the m n c r s  T h c  smaller the i c t  Horth and 
rhc larger the kab~ l~ t re s  thc greater the risl 

Current L ~ a b ~ l r t ~ e s  - - Total Currenr Ltabll~tres 
to Inventory In\ entor) 
Tells mu hok much a firm rclrs on fund< Irum d~spvsal of unsold 
in\mtoncs to mcet dcbt 

k t a l  Lrab~lrtres - - Total Liab~l~t~es  
tc! Net Worth her \$'orth 
Comparrc the compsn\ s ~tw.11 tndcbrc dni cr to thc \cilrure cdpral 
inrested the ounc r 

Fixed Assets - - Frxed 4ssets 
to Net Worth het \Vorih 
Rrclccts thc port~on of net murth that conslsis of hxcd asscts 
Ccncrallr a smallrr rarlu 1s dcsrrablc 

Accounts Rece~\able x 6 Collectron Perrod = 
Sales %a! s 

RrfGcrs rhc average numbcr of da\s 11 rakes to cdlect reccr\ablcs 
Qual~ty of rccc~\abics can be dctcrmtncd mhcn compared mrth 
v i l ~ n g  terms 

Atrets to Sales - - Total Assets 
Sales 

T h ~ s  ratc LICS In sales and the tml rnrestment rn asseu that u used ffi 

gcncratc those sales 

Sales to  Net Working - - Sales 
Cap~tal  Net Working Cap~tal 
(\rr Uorkrrrp Capt~al  = Currrnt A~sro - Currrn! L~~lbrlrlrrn~ 
hieasurcs the efhcicncr of management to usc iu short term asseu 
and lrabrlriies to gcncratc re\cnucs 

Accounts Payable - - Accounts Pa\-able 
to Sales Sales 
Strdsurc$ thc extent to mhrch thr supplrcr s monc\ ~s k t n g  used tu 
gcncratc salcs h hcn this railo IS rnultrpiied b\ 3G, da\l  11 refkctt 
the awragc number of dars 11 takes thc cornpan\ to rcpar rcs 
suppliers 

Return on Sales - - Net Pro6 t after Taxes 
(Profit Margln) Sales 
Rr\cal\ prol~t\  earned pcr dollar of wlrs and mcasuro the e f f i c m  
of thc opcraiion 

Return on Assets - - her Profit afier Taxes 
Toral Assets 

Thr* IS ihc LC\ 1ndlca111r or profitah~l~tt for a f i rn~  11 matchcr opcra 
rng profi~h m~th t t ~ c  as5cts a\-drl3I>lc 10 edrn a refurn 

Return on Net Worth - - her Profit after Taxes 
(Return on Equity) her Morrh 
Anal\zcs the abrllti of thc firm s managcmcnl to rcalrzc an adquare 
return on thc capllal inrrstcd br rhc or.ncrs of thc firm 

Industq Yorms and Ke) Buslness Rat~os are  a~ailable on computer d~sLetres 
In directones or on magnetlc Lape 

For more informat~on contact Customized Information Si  stems and Ser\ Ices at 
Dun & ~ r a d s t m t  

I -8-332-23:j (In heu Jerse) call 20  1-66 j 5330 collect)   re dl t 2rvrca 
conwcr lour DSB sales represenut l~e  or \our  local D&B ofiice L -  18) 



SOLVENCY RATIOS 
~olvency Rahos - 
Qulck Raho 

The quick ratlo, sometimes called the "acld test" o r  
"llquid" ratlo, measures the extent to  whlch a buslness 
can cover its current Iiabilitles wlth those current assets 
readily convertible to  cash Only cash and accounts 
rece~vable would be included, as Inventory and other cur- 
rent assets would require tlrne and effort to  convert In- 
to  cash A rninlmum ratlo of 1 0 to  1 0 ($1 of cash 
receivables to  $1 current lrabilities) 1s desirable Gorman 
had a 50 to I 0 ( 50' to $l)in 1987 unchanged from 1986 
Thls lnd~cates weakness, especially when compared t o  
the medlan for the Industry 

Solvency Rahos - 
Current L~ablllhes 
To Inventory 

Current babll~ties to inventory ratio shows you, as 
a percentage, the reliance on available inventory for pay- 
ment of debt (how much a company relles on funds from 
disposal of unsold inventories to meet ~ t s  current debt) 
Gorman shows a 94 4 percent, up from 78 7 percent in 
1986 The industry median 1s substantially higher ar 
173 3 percent 

Formula Current Llabllities - Inventory In 
the Gorman example 

Formula Cash + Accounts Receivable c6 =Current L~ab~irtlcs to Inventory Rat10 = 94 4% 
- Current Liabilities, or  in the Gorman example 439 597 Industry mcdlan or norm = 173 3% 

5212 597+51 733 380 ~~~~k R~~~~ = 5 
$4 192 046 in dust^ med~an or norm = 1 2 S O ~ Y ~ ~ C Y  Rattos - 

Solvency Rahos - Total L~abll~hes To Net Worth 
current ~ a b o  Total l~ab~l~t~es to  net worth ratlo shows how all o f t  he 

The currentratro expresses the worklng capltal rela- 
tionsh~p of current assets to  cover current llabillt~es A 
rule of thumb is that at least 2 to  1 1s cons~dered a slgn 

t sound financial strength However, much depends on 
the standards of the specific lndustry you are reviewing 

Gorrnan shows a 1 6 to 1 0 (%I 60 to  f 1) as 11s current 
ratio, whlch is down from 1 8 in 1986 The Industry 
average is 1 9 If a company's inventory 1s slow in sell- 
ing, a stronger current ratlo 1s requ~red 

Formula Current Assets - Current Liabll~tles, or In 
the Gorrnan example 

S6 "O 968 = Currenr Rauo = I 6 
" Ig2 Industrv med~an or norm = 1 9 

Solkency Ratios - 
Current Llabil~t~es To 
Net Worth 

Current l ~ ~ b ~ l i t ~ e s  to net worth ratlo lnd~cates the 
amounts due creditors w~thin a vear as a percentage of 
the owners or stockholders lnvestmenr The smaller the 
net north and the larger the Iiabll~ties, the Iess secunth 
for credltors Norrnallv a buslness starts to have trou 
ble a hen thls relationship exceeds 80 percent Gorrnan's 
ratio shows 120 4 percent, up from the 1986 ratlo of 
103 2 percent The industr) median or norm 1s 63 8To 

the company's debt relates to the equity of the owners 
or stockholders The hlgher this ratlo, the Iess protec- 
tion there is for the credltors of the business Gorrnan's 
ratio is shown at 132 0 percent, up from 1 15 5% In 1986 
and 1s slightly below the ~ndustry's The industry medlan 
ratlo of 130 2 percent has deterlorated recently and is 
heavy for the perlod under revlew 

Formula Total Llabllities - Net Worth, o r  in 
the Gorman example 

S4 597 743 =Total Llab~llttes to Net Worth Ratlo = 132 0% 
s3 482 600 Industry medlan or norm = 130 2% 

SoIvency Ratios - 
F~xed Assets To Net Worth 

Fixed assets to net worth ratlo s h o ~  s the percent age 
of assets centered In fixed assets compared to total equi 
tv Generally the higher this percentage is over 75 per 
cent, the more vulnerable a concern becomes to unel- 
pected hazards and business climate changes Capital is 
frozen In the form of machlnerb and the margln for 
operating funds becomes too narrow for day to-da\ 
operarlons Gorman appears to  have a favorable rallo 
at 36 5 percent up sllghtl) from 32 6 percent In 1986 
The industry ratlo rned~an is 38 0 

Formula Current Llabilitles - Net Worth, or ~n Formula Fixed Assets - Net Worth In the 
he Gorman example Gorman evampIe 

5;1 M6 =Current Llab~l~t~es  to Net North Ratio= 120 4Vo 
53 48? 600 lndustrv median or norm = 63 SVa 

' I1  = Flxed Assets to Aet \\orth Ratlo= 36 5va 
s3 jg2 600 Industry med~an or norm = -S Ova 



EFFICIENCY RATIOS 
Efficiency Rat~os - 
Collect~on Period 

Collection perjod ratlo is helpful in analyzing the col- 
lectability of accounts receivable, o r  how fast a buslness 
can increase ~ t s  cash supply Although businesses 
establish credlt terms, they are not always observed by 
their customers for one reason or  another In analyvng 
a buslness, you must know the credit terms it offers 
before determing the quality of rts receivables Whlle 
each industry has its own average collection p e r ~ o d  
(number of days ~t takes to  collect payments from 
customers), there are observers who feel that more than 
10 to 15 days over terms should be of concern Gorman's 
terms of sale are net (or full amount) due wlthln 30  days 
Its average collection period was 33 4 days based on the 
1987 statements, up from 24 3 days in 1986 While the 
trend for Gorman is downward, ~ t s  receivables are st111 
belng converted to  cash faster than the lndustry median, 
whlch was 48 0 days in 1987 

Formula Accounts Receivable - Sales x 365 Days, 
or in the Gorman example 

733 380 x 365 = Aberage Collecr~on Perlod = 33 4 Days 
93 956 lndustry med~an or norm = 48 0 Da)s 

Efficiency Ratios - 
Sales to Inventory 

Sales to~ntentorvratfo provldes a yardstick for com- 
paring stock-to-sales ratros of a busrness wtth others In 
the same lndustry When thls ratlo 1s high it  ma) Indicate 
a sltuatton where sales are belng lost because a concern 
1s understocked and/or customers are buk Ing else\\ here 
If the ratlo 1s too low, thls may s h o ~  that tnventories are 
obsolete or stagnant Gorman's a\ erage turn01 er 1s 4 3 
ttmes for 1987 In 1986 ~t was 4 0 times The industr) 
average uas  12 6 tlmes annually Gorman's below- 
average turnoLer indicates the cash flow into the bustness 
1s slou , since ~ n \  entorles are belng con~erted to cash onl) 
four tlmes per year 

Formula Annual Net Sales - Inkentory, or  In 
the Gorman example 

'I8 931 926 =Average Inrentor) Turnorer = 4  3 Tlrnes 
s4 439 597 Industr, rnedtan or norm = 12 6 Tlmes 

Efficiency Ratios - 
Assets To Sales 

- 
f 

rnd cates that a buslness 1s not being aggressive enough 
in its sales efforts, o r  that ~ t s  assets are not being fully 
utllized A low ratio may indicate a busrness 1s selllng 
more than can be safely covered by its assets Gorman 
has a 42 7 percent ratio, up from 41 1 percent registered 
In 1986 Compared to  the rndustry median of 47 6 per 
cent, thrs ratio appears to be adequate 

Formula Total Assets - Net Sales, or In the 
Gorman example 

343 = Asscrs to Sales = 42 7% 
S18 93 956 Indusrry med~an or norm = 47 6% 

Efficiency Rahos - 
Sales To Net Working Capital 

Sales tonet ~orkmgcap~talrabo measures the number 
of tlmes worhng capltal turns over annually In relatlon 
to net sales A hlgh turnover rate can indtcate overtrading 
(an excessive sales volume In relatlon to  the investment 
In the buslness) This ratlo should be reviewed in con- 
junction u ~ t h  the assets to sales ratro A high turnover 
rate m~ght  also ~ndtcate that the business relies extensive- 
ly upon credlt granted by suppliers or the bank as a 
substitute for an adequate margin of operating funds 
Gorman registered 7 3 tlmes in 1987, up from 6 7 tlrnes 
in 1986 Thts appears to be in llne w ~ t h  the lndustry me- 
dian of 7 2 tlmes 

Formula Sales - Net Working Capltal, or In the 
Gorman erample 

'I8 931 956 =Sales to Net Working Capirnl = 7 3 Tlrnes '' 578 922 lndustrv median or norm = 7 2 T~rnes 

Efficiency Ratios - 
Accounts Payable To Sales 

Accountsparable tosales ran0 measures hou the com 
pan\ pavs i t  suppliers in relatlon to the sales volume be 
lng transacted A lo\\ percentage would indlcate a 
health) ratlo Gorman has a 10 1 percent, up from ~ t s  
6 2 percent In 1986 nhlch should be of concern slnce 
the rndustr~ rned~an is 5 3 percent In all probabillt~ 
Gorman 1s pa\ Ing ~ t s  bills slou lk and missing out on some 
suppl~er dlscount lncentlves 

Formula Accounts Payable - Net Sales, or In the 
Gorman example 

Assets tosalesratlo measures the percentage of in\ est- 921 02* = Accoun~s Psbable to Sales Ratlo = 10 1"-0 
ment In assets that is requlred to generare the current an 93i 926 lndusrn rned~an or norm = 2 jro 

nual sales lekel I f  the percentage is abnormall\ h ~ g h  it 



PROFITABILITY RATIOS 
Profitablilty Rahos - 
Return On Sales (Profit Margin) 

Return onsalesIprofitmw@n)rabo measures the pro- 
fits after taxes on theyear's sales The h~gher this ratio, 
the better prepared the business is to  handle downtrends 
brought on by adverse conditions Gorman earned 0 2 
percent In 1987 compared to 0 3 percent in 1986 This 
compares w t h  the industry medran of 3 4 percent In t h s  
category, Gorman's performance is weak 

Formula Net Profit After Taxes - Net Sales, o r  in 
the Gorman example 

s32 892 =Return on Sales Ratlo = 2% 
$18 931 956 Industry medlan or norm = 3 4% 

Profitabihty Rahos - 
Return On Assets 

Return on assetsratlo 1s the key ind~cator of the pro- 
fitablllty of a company It matches net profits after taxes 
with the assets used to earn such profits A h ~ g h  percen- 
tage rate will tell you the company IS well run and has 
a healthy return on assets Gorman has a 0 4 percent 
eturn on total assets compared to 0 8 percent In 1986 

SUMMARY 
HOH does Gorman Manufacturing Cornpan, match up9 

Gorman's 1987 balance sheet and income statement ap  
pears topresent only a "falr"sltuatlon Through com- 
parative analysls we learned that the balance sheet con- 
dltion deterlorated In most every item compared wlth its 
1986 condlt~on WhlIe profits were earned In 1987, the) 
decreased in Ilne wlth the sales decllne from Gorman's 
1986 level Profits compared unfavorablv wlth the In- 
dustry's average of 3 4% Gorman's balance sheet show- 
ed an unfavorableconditlon and a very slow inventor) 
turnover Gorman has concentrated its investment In 
current assets, the major portlon of whlch 1s Inventory 
Cash has decl~ned and coupled wlth a hlgh accounts 

a) able, an unfavorable trend a developlng In cash floa 
Total current llabllltles of Gorman grew In 1987 and re 
malned heavy ~n comparison to theindustr) Net worth 

This is unfavorable In light of the ~ndustry med~an of  5 7 
percent 

Formula Net Profit After Taxes -Total Assets, or in 
the Gorman example 

$32 892 - = Return on Assets Ratlo = 4% 
s8 343 Industry rned~an or norm = 5 7% 

Profitability Rahos - 
Return On Net Worth 
(Return Of Equlty) 

Return on net worth ratjo measures the abllity of a 
company's management to  realize an adequate return 
on the capital invested by the owners in the company 
Gorman has earned 0 9 percent on net worth In 1987 
compared to  1 7 percent In 1986 Thls percentage is very 
low and the trend is down The Industry median IS a con- 
slderably higher at 12 7 percent 

Formula Net Profit After Taxes -Net Worth, or 
In the Gorman example 

532 892 - = Return on Net Wonh Ratlo= 9% 
s3 482 600 Industry med~an or norm = 12 7% 

decirned and as a result rerna~ned below the Industry 
norm As for the solvency of Gorrnan, it has a falr con- 
dltlon overall Short-term Ilquldlty, evidenced by irs 
quick ratlo, 1s below the industry median Net workng 
capltal declined moderatelv and appeared l~rnlted for the 
company's total scope of operations Its net worllng 
capital position was hampered b) a large amount of un- 
sold lnventorles 

I * . T * r  

Hopefully, from reading this booklet, it becomes ap  
parent that financial statements pla\ the blggest role of 
all in developlng knoaledge about a business While 11 

1s helpful to know about a company's management pro- 
ducts produced and sold, as *ell as its reputation in the 
~ndustry, on13 an anal\sls of its finances w~ll g n e  \ou  
a true plcture of a business's progress 



APPENDIX E 

Types of (Auditor's) Opinions According to GAAP Regulations 



I 
I1 THE TYPES OF OPiNlONS ARE (covered In more detall later) 

A Unqual~fied (clean) oprnlon - An unquallfled opinlon states that the 
financial statements present falrly, In all material respects, the flnanclal 
position, results of operatlons, and cash flows of the entlty In conforrnlty 
wrth GAAP Thls IS the oplnlon expressed In the standard report 

B Explanatory language added to the audltor's standard (unquallfred) report - 
Certain c~rcumstances, even those not affecting the audltor's unqualified 
oplnlon on the financial statements, may require that the auditor add an 
explanatory paragraph (or other explanatory language) to his report 

C Qual~fied oprnlon - A qualified opinron states that, except for the effects of 
the matter(s) to which the qualrficatlon relates, the fiiianicral3tatements 
present farriy, In all materral respects, the flnancral position, results of 
operatlons, and cash flows of the entlty In conforrnlty wlth generally 
accepted accounting principles 

D Adverse oplnion - An adverse opinlon states that the flnanclal statements 1 do not present fairly the financral positron, results of operatrons, or cash 
,-- 7 
. , ?  .. I- 

flows of the entity ~n conformity wlth GAAP 
"-\: . -  'v' E D~sclarmer of oplnron - A dlsclalmer of oplnron states that the auditor does 

not express an oprnion on the FS because he was not able to perform an 
audit sufflclent in scope to render an oplnron 

Ill Brief Summary of when to use different oplnrons (covered In 

I much more deta~l later In th~s  lecture). 
' . jV  *P$ 

Form 4 53-1 C 1 A Rev 9/98 

DEVIATIONS FROM GAAS OR GAAP 

- 
Q 1998 DeVry~Becker Educattcnal I Development Corn All nq, r resewed / 

MATERIALITY OF 
DEVIATIONS 

None or ~mmaterral= 

Medium = 

Hlgh = 

ADHERENCE ,-' 
/ 

CONFORMITY 
TO GAAS WITH GAAP ' 

Unquallfled Unqualified 

Quallfled Oprnron Qualified Opinion 
(modify Scope and (modlfy Oprnion 
Opinron paragraphs) parag rap h) 
Disclarmer of Oprnion Adverse Opinlon 



APPENDIX F 

Credit Analysls Tying It All Together 



Credit Analysis: Tying It 
All Together-Part I 

The followrng rs the first part of a two-part artrcle on credrt 
analysrs that places more emphasrs on the need for sound 
judgment than on technrcal sXrlls Among the toprcs drscussed 
In Parr I are the judgment of credrt rrsA the conslderatron of 
humall vartables, and the rnterpretatron of economrc van- 
ables Part II u the artrcle rmmedrately followtng 

The author IS vrce presrdent and manager Small Brtslness 
Dwtsron Mellon Bank N A , Prttsburgh Pennsvlvanra At the 
trme thrs arncle was first published tn December 1981 Mr 
Ersenrerch was a vrce presrdent at Mellon 

* 
Successful commercial lend~ng requlres judgment more than ~t requlres technl- 
cal sk~lls An understand~ng of accounting, financial analysls and various types 
of loans may help a lender ask the rlght questlons But the c r~ t~ca l  Issues 
must be judged from the numerous variables under consideration Judgment 
may also be requlred to verify those crltlcal Issues w~ th  objective sources 

Judg~ng credit r ~ s k  

Since repayment always occurs In the future, the lender must judge whether 
the borrower s expectations about the capaclty to repay are reasonable If he 
judges that they are not the lender must then assess the capaclty to repay from 
alternative sources If the lender becomes confident of repayment the appro- 
prlate type of financing must be fit to the circumstances In order to have the 
payment record help the lender monitor the loan s progress Throughout the 
process the lender s technical skllls may be ~nvaluable In ask~ng the rlght 
questlons However, determ~nlng whether the answers are reasonable re- 
quires judgment often condlt~oned wlth time and experience 
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Figure 1, contrnued 

4 Acqulre More Complete Informatron 

A Dela~ls of Proposed Deal 
A Deta~ls of Proposed Deal 

B Detalls 01 llnportant Human 
B Explanat~on of Changes In 

Cons~deratlons 
Human Var~ables 

C Explanat~ons of Slgnrflcant 
c Deta~ls of Important Operallng Operating Issues or Problems 

Cons~derat~ons D Expectat~ons of Slgnlflcant 
D General F~nanc~al  Objectives investments or Problems 

and Plans Requ~rrng F~nanclng 
E Supplemental F~nanc~al  lnforma 

E Supplemental Frnanc~al Infor 

tlon (such as Prolect~ons) 
mat~on (such as Prolectlons) 

5 Verily Critical Information 

A On site Vls~ts 
B Routme Bank Trade and Pas 

A On slte Vlslts 

6 Spec~f~c  lnvestlgatlon 
s~bly Custorner Checks 

C Rout~ne Trade lnlormat~on 
C Rout~ne Trade lnformatlon 

D Broad Industry Checks (Public D Check industry Problems/ 
Sources or D~rect Outlook 
(nvest~~at~on)  

E Requlre Audrled Stalenlents E D~spatch Collateral Auditors 

6 Rel~ned Analysis of Risk 

A Establ~sil Comm~l~nenl  of Owners A Reassess Commitment 
B Assess Recent Human 

and Labor 
B Assess Management s Success and 

Determ~nat~on to Pay Loans -. 

C Judge Pollllcal and Economlc 
R~sk lor Future 

D Ident~fy and We~gll Operatlng 
Slrengths and Weaknesses 

E Ev7luate Expectatlons for 
Operat~ng Performance (Consld 
erlng Proposed Loan) 

F Evaluate Project and Estlrnate 
Strength of Cash Flow In Rela 
tlon to All Demands (~ncludlng 
Proposed Debt Servlce) 

G Est~lnale Current or Potentla1 
Pressures on Worklng Capltal 

H Evaluate Secondary Protectton of 
Balance Sheel Collaleral or 

Dec~s~on Mak~ng 
C Interpret Changes In 

Pollt~cal and Economlc RlSkS 
D ldent~ly and We~gh Operatlng 

Strengths and Weaknesses 
E Evaluate Expectatlons for 

Operatlng Performance (Con 
slderlng Proposed Loan) 

F Evaluate Prolect and Estlmate 
Strength of Cash Flow In 
Relat~on to All Demands 
(lncludlng Proposed Debt 
Serv~ce) 

G Estlmate Current or Potentla1 
Pressures on Work~ng Cap~tal 

H Evaluate Secondary Protection 
of Balance Sheet Collateral 
or Guarantees 

Guarantees 
----- 

Overvrew and Imports ssues 
13 

Figure 1, cont inued 

7 Make Overall Decision 

A Asslgn an Overall Rlsk Ratlng A Keep or Change Ex~stlng 
(Formally or Informally) R~sk Rat~ng 

B If Ratlng Is Unacceptable B If Ratlng Becomes Unaccept 
the Process Ends able Collect~on Must be 

Assessed and a Plan Proposed 

8 Structure Loan 

A Determ~ne Appropr~ate Type A For New Loans Determrne 
Maturlty and Prlclng to Fit Appropriate Type Matur~ty Needs and Rlsk and Prlclng to Flt Needs and 

B If Terms Required Are Unacceptable R~sk 
able the Process Ends B If Terms Are Unacceptable 

C Seek Approprlate Approvals the Project May Need to be 
D Negot~ate Acceptable Terms Recons~dered 
E Document and Close Loan C Seek Appropr~ate Approvals 

D Negotiate Acceptable Terms 
E Restructure Deal to Meet 

Chang~ng Needs for Ex~stlng 
Loans 

F Rev~ew Problem Loans wrth 
Approprlate Collect~on Area 

G Document and Close New Loans 

potent~al, busy lenders assume the capac~ty to repay and move on to pricing 

constderat~ons far too early However, lenders cons~derrng ex i s t~ng  cus 

tomers whose circumstances are deterrorating probably have the most d~ f f i  
culty at least ~ n ~ t ~ a l l y ,  rn clearly evaluatrng the growing risks o f  not get t~ng 
pald As a result, the basic elements o f  formulat~ng o r  updating a credit de 
crslon are the same 

While Frgure I i s  only one indivrdurl s version o f  the decis~on m l k ~ n g  proc 
ess, several elements are fundamental Foremost is the ' Catcll 22" o f  b l n k  
lending T o  determine rrsk requires complete' informat~on But to know wh7t 

complete informat~on means for a glven c red~ t  requlres a determinat~on o f  
nsk Srnce no standard amount o f  informatron wrll necessarrly be complete, 

the baslc ~n fo rma t~on  gathered about the borrower and proposed loan wil l  be 
used to formulate a preliminary judgment Of course such a judgment is made 
carefully srnce the rnformatlon IS potentially incomplete and t y p ~ c  l i ly  unsub 
st7nllated I f  the r ~ s k  IS judged to be nlrnlmal o r  normal, the next step m l y  be 
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16 
iredrt Analysrs 

t h ~ \  ~\suc But i f  n l  In Igemcnt h i s  <i cle'tr determ~n ~ t ~ o n  to p ~ y ,  any clr 
cun~st lnces th 11 l e d  to c is11 In idequ icy wlll prob lbly not l e d  to serlous 
collcct~on p ~ o b l c r ~ ~ s  A deter IIIIII I~IOII to p IY crln e l s~ ly  be pol tr iyed In wh 11 a 
111 111 rg~lncnt s iys but 11 c 111 only be tell lbly est 1b11411ed III WII tt I nl In ige l~ lc~ i t  
docs Illus c ~ ~ t ~ o ~ ~ ~  t d k ~ n  to ~cditce debt dur l~ig drfl1~11lt t i~ne\ In t11c p 1st 
(po\slbly dur111g tlie ~ccesscon) lcplesellt conclcte evldence Conservative fi 

I nancl 11 m 1n'lgels alw ~ y s  1llust1,ite a determln itlon to tep ~y More iggress~ve 

t11'1n lgers lildy ~ l i o w  the detertnln Ition to repdy through re ~ l ~ s t l c  fin Incldl plan 
I 
I nlng (si~cl i  .IS tl~rough plojections) tint has been reltable In the past Of course, 
I the lender must .tlso tespect the customer s lntegrlty 01 honesty Slnce the 

n~ ~jorrty of  rnform itlon wlll come from the bor~owet 7s discussed under the 
sectton on ctcdlt judgment the lenilc~ must h?ve confidence In the taw m ~terldl 
of  the j i i i l g ~ i ~ c ~ ~ t  II not 01 ~f CI I~IL 11 f icts c 111110t be v c ~  l f ~cd  tlie lendel c rnnot 
make the decls~oli I t  would be '1 girnble rather tIi rn a c llcul rted r ~ s k  

Labor 

I lie ~tttttlde of I ibol c,un 111 ~ k e  or b ~ c  1k most firm\ As tlie requlred level of 
skill lricre 1ses I11101 C,III l ep~ese~~ t  a scvclely l lni l t l~lg fdctol Although contract 
I I L ~ ~ ~ I  I~IOII~ ~ 1 1 1 1  IIIII~II\ 111 ~y leplcscl~t tenlpoldl y dlsruptlons th i t  are more 
set IOLIS f o ~  some f111ns tl1~1n others, ~ I l r o n ~ c  1nd unpred~ctable wlldcat str~kes 
p loh~b ly  c.~uw more ploblerns I he product~v~ty o f  labor compared to com 
petito~s 1s often tlie p~lncrp,~l expl lnatlon of compar I t~vely low profits or 10s 

i ses I t  IS nelthcr ,111 e ~ s y  v 111 tble to ~dcn t~ f y  nor An easy problem to solve 

1 l n t e r p r e t ~ n g  econom ic  v a r ~ a b l e s  

I A\sunilng reasonable human decisions, much of the nsk 1s essentially reldted 
to the economlc envrronment Measuring the economlc con\~derdtlons must 
begln with dl\tlnctlons made between economlc levels The dlagrdm In F~gure 2 
suggests a method of c 1tegollzrng ecollomlc levels 

9 Figure 2-Econom~c Levels 

~o~ltrca~/Legal 1 
General Econoln~c Conditions 

I Industry I 
Market I 

I F~rm I 

%$ 
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. . 

Before a lender can successfully deal with economic ,In llysls ,II the firm 
level, some understandmg o f  the other levels IS 1eq111red The other levels m ~y 
Introduce rlsk or uncertainty that 1s beyond the control o f  m 111 rger5 

Market where the competition is 

Most firms oper Ite on a reglon'll or loc 11 level The m 11 ket rcplcserlts the 
dem'lnd for thew products or servlces In I re isonably delltled geogr,~pllrc iil,lr 
Let Understanding the exlsttng .1nd potenti 11 mnket\  o f  fi1111\ will l ~ l p  in 
~dentrfy~ng who tllelr customers are ~ n d  who the~r cornpelttors Ire I l ~ e  dln 
gram in Figure 3 identifies some o f  the bnslc conslderltrons 

Figure 3-Market Variables 

The track record perform~nce can be transfotmed by new competrtors ~ n d  
allernat~ve products th.11 serve the s \me need Exlstrng con~petttlon mdy be- 
come more pronounced as the growth In the underlyrng customer b,\se slows 
Ma~ket  consrderatlons domlnate the evaluation o f  ret,~rlers and wholes'tlers 
because product llnes can be altered As a result. the loc I l lon with reqpect to 
customers is always a crrtlcal conslderatlon 

Industry understandlng the character of operations fly/c!9/$[/4/~ 5 
I The Industry represents the srrpply o f  products that ?re close subst~tl~tes In 

sntlsfylng the same needs In  order to rdentlfy ,~nythrng 111 11 co i~ ld  ,tlfect 
firm s operating costs, sales volumes, or prrces (that IS, buslness r~sks), some 
understandlng o f  the industry IS requlred Lendels should t ike every opportu 
lilty to leqrn about tlielr customers' busrness from ?I1 credtble soul~es AI 
though no lender c m  be an expert In rll lndustr~es to WIIICII I loan may bc m ide, 
the lender can be sullicrenlly knowledgeable to ask questtons .ind ldentrfy 
reasonable answers After all. ~t requtres far less l o  understand 11olv somelhlng 
works than 11 does to make ~t work 



Potentla1 
Subsl~lute 

Inputs and Industry Products or 
Alternatives 

Services 

C 

Comple~nenlary 
Cornpetltors Products or 

Serv~ces Used 
W~th  Products 

___-- 

I 11 st t l ~ c  1101 IOWLI (p 11 ~ILLII 11 Iy 111 ~ n d ~ l s t l  I 11 111 111) sliould be fit Into the 
st ILL, DI p ~ o i i ~ ~ c t ~ o n  K ~ ~ W I I I ~  "11 11 11 buys wl i r t  i t  does with 11 who 11 sells 11 
to III~ w l ~  11 lnust I~L II\LLI wlt l l  11 l~ptesel i ts  the ohv~ous beglnnlng A p l  in1 

1 

VI~II 11111 tot11 111 ~y ~ I V L  the b 111kc1 In  oppultunlty to ~~ndelst.lnd the n llure of 1 
tile buslliev, to vlew n l ~ n  )gels III tllell own elernent ,~nd to demons11 lte In  1 
III~LI est 

Second the c l ~  11 letel lstlcs of altlnl.~te demdnd should be 1dent8ed I n  
11111 ptocess CYC~IL 11 ,111d secul 11 t~ends  t l i  11 could .~ffect the level o f  futere 
s dcs polentl.11 ae conrldcled l yple lily I clerr undel slandllig o f  the c luses of 
p 1st trends '11 the f i t  111 .~nd lndurt l  y levels helps to lnt lclpnk lutule trends O f  
coal re  f ~ l l i d  llnent 11 c l i  lnge I. 111s lndustt y or firm dlvel slfic l t lon may result In 
~ i i o l c  o r  less vol ~ t l l e  ope1 lt lng results i n  the future ill In  lndlc \led by the t lack 

l o  u~~t le ts t ,~nJ  the l~ec i l  I ILII~~CI 111 IY 11 IVC to ~ i l c t ~ t l f y  the bo~ rowe l  s cus 
turners (or posslhly custonlers custometa) l l t ha t  nerd 1s e ~ s l l y  li l led by olliels 
In the ~ndust l  y 01 by  subslltclte products competltlon rn l y  be based on prlce so 
cost ,~dv lnt ~ges wotlld he reqalred i f  the need requlles 1 quallly product o r  
o11gt)lng relvlce pl lce In l y  be less 1mpolt.lnt t l l rn superlor deslgn features. 
LILII lbl l l ty ~ n d  relvlce ( w l t l ~  tllell .~sroceted costs) Such I n  understqnd~ng of 
the 11 1ti11c o f  colnlretltlon will help the lendel ev,~lu?te past and anllclpate 
filtule opcl 111ng results 

Overv~ew and Important I .  Jes 19 

The thll d step includes t l i ~  ldent~flc Itton o f  substitutes new cornpctlto~s or  
complen~ents Evrstlng or potent1 11 strbs(ltu(es replesent l l teln ltlves lot the 
Ill ni s cuslon~cls 111 11 c 111 ~ I f cc t  lut111 c 4 11~s Icvels ~ r ~ i l  p l  lee\ s~~ i l t l c l l l y  

New COIIIPLII~OI~ WI~II s ~ b ~ i l l ~ e  111t 1111 I ~ L I  11 ~LL~IIIIL 11 01 III II k c t l n ~  I~IV In 
t ~gcs  In ~y ill 1111 I~IC i l ly CII ulge the lulcs o f  tllc g line I f  the C 0 4 1  01 II~III~ I 

ploduct llses bec 1~1sc of the pllce o l  I ploduct used w l t l ~  rt (111~s l o  g I~O~IIIL) 

the f i ~ m  s s llcs m ~y be ~ffected E x h  o f  theqe cllctlmst Inccs c l n  leduce the 
v llue o f  the 11 ~ c k  ~ c c o r d  In rntlcrp,itlnb tllc fi ltule 

~III il ly tile ~ b l l l l y  to cove1 costs ,lnd ensule ,~v,rll ll)lllty 01 CII~IC 11 111puts 
leplesents potent1 11 supply ploblcms The con\equences o f  r ipldly Ilslng costs 
fol I fit n i  c III be slgntflc lnt l f  other ploducels I1 lve mole st 1bIe costs 01 the 

I lslrlg price n~ ~ k e s  I close substitute tncre ~slngly Inole ,lttl lctlve I n  , ~ t l i l t t ~ o ~ i  I 

flr n l  In I colnpctltlve ~nilustt y 111 11 sells to le l  111vcly few c o s t o ~ ~ ~ e ~ s  111 ~y he 
forced to 1bso1 b p u t  o l  the cost lncie lses As h ld 1s rlsllig costs Ire the 
In lbl l l ty to ' ICC~SS I CIIIIC,II Input 1s worse A ploduct c'lnnot be sold unless It 
c In be fln~slied r l lus III ,rJdllron to I t b o ~  \ t~ rke+  [nil I'IW 111 l tcr l  11 sllorf Ige5 
Illinspol I Itton hottlenecks pollullon cul td~rIrnents n 1tu1 ,tl g 1s s l i o~  t Iges (wlt l i  
out b'lckup), lnd sevele we ~ t l i e l  can 111 11fect ,~clu 11 ploductlon 

The b lo  ld secul1r tlend o f  ,In tndustr y c In  p lob lhly be d~v ldcd into de 
vclopnient,~l glowth m~ltu le,  lrid d~c l l n l ng  pl i  rses rhe ph Ire c,tn ,ilfeet op 
pol lunltles fol lodns potentl,~l fol rep lytncnl ,~ncl .In l lyl le 11 consldcl 111011s 

I n  the d e ~ e l o p n i e n t ~ ~ l  ph lse the lndustl y 1s cli,lr,~ctel~rcd hy ( 1 )  slow ,ind 
uncer un q.11es growth tnd (2) ~rnpreclrct lhle costs lnd Isset v 11ucs Slnce hot11 
pr II~~II y 'lnd second,u y source\ o f  lep lymcnt ire '11 best uncet t l ln vet y good 
altern ~ t l v e  plotectlon would be lequlted to nieet the lndrc,~ted bo11ow111g neetl 
I n  the growth ph'lse ?n obvlous need fol filnds to support the g ~ o w t h  In  'lsscts 
could posslbly be j l l ~ t l l i e d  wl lh ,I t r x k  lecold demons11 ltlng ,i c.tp 1c11y to 
generate c a ~ l i  over lnd above mlntm.ll requtrements I n  the n l  \ lute ph lse 
slgnlficant competltlon m ~y result from ~nd lv ldu  11 firms 1tte11ipt111g to 111 11nt l ln  
growth rates I f  an Industry dppelrs to 11,lve ~e,lcllcd I l o l r p  t t r t r t  clcclln~tlg 
ph 1se lenders should be p lrtrcul l r ly  c 11eful III consldellllg telrn lo  In ~cquests 
Cotitrolled short tern1 lendlng m ~y continue l o  be re Ison lble 

General buslness conditions interpreting the big plcture 

Slnce the bulk o f  published economlc inform Ition concerns the economy the 
lender must be able to Interpret the ~rnp l~c~ i t lons  o f  b lo  ~d econorlllc t~cnds  f o ~  
~nd~v ldua l  bol rowers The loglc,il connectton 19 with the lndustt y 01 tllc m 11 Let 
An ~ndustry may be cyclical rf 11 manuf lctures a product o r  plovldes I set vlce 
th 11 1s c'rslly postponed by 11s customers (dlscletlon 11 y )  ot tI1,1t1s dcpcndent on 
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I hlc, td level o l  husl~rcrs ~ c t l v ~ t y  (411ch CIS lnd11rtil 11 p~odircts ~ n d  tr"lnsport'1 
tlon \L IV ICC~)  0 1  COIIISL not '111 ~ndus~r les  rte llfected s~gnrfic rntly by the 
hrisrncrs CYLIL I IIL ~CIICI 11 b11\111ers COII~I~IOIIS 111 I p II tleul I r  111 rlket can have 
tI15 1st1ou\ 1esr11tr 011 111111\ I o c k ~ t I  into tllose m 11 kets Sue11 condi t~or~s nl ly be 
l c l  ~ te t l  to ( I )  ~cglotr 11 ecollo1rlrc trends (gener r l  ulrernl>loyn~ent person'tl III 

conre .111d 11111 Itton) t l l  i t  gl idu lily lffcct d lsc let~on l ry lnconle or  ( 2 )  specific 
legtonal events (clorlng o f  '1 \~gnlf lc lnt  employer and I flood) thqt suddenly 
' r l f ~c t  nuIrle1ou\ b~is~nesses 

Even firms tnsu l~~tcd  from srgrrific~nt econolnlc shocks may have to bear d 

b ~ o  id  econonllc conrequence thlough the brink B m k s  that must ralse tntetest 
r'rtes ~n llne wl th Iilghcr cost sources o f  purchased filnds w ~ l l  force t h ~ s  
econolnlc cotiditlon onto the11 customers D~fferent I?I ms wil l  have more or less 
drfllculty III coverlllg lntelest A t  tlre extlenle tight money may dramat~cally 
restr~ct  '1 f i rm s potelltlal l o  cintlclp'ite rlslng Interest rates, the borrower wil l  
,llw iys look to tlre b tnker for ~nformatlon on what to expect Although predict- 
111g f l l t i ~ r ~  ~ n t e ~ e s t  I .rtes 15 one p 11 t speculdt~on ind one p'irt w ~ l d  guess, lenders 
murt llclp h o ~  lowc l  s ~ t l d ~ c s s  this Is\ue A slgnlftc 1111 mlyudgrnent o f  carry~ng 
C O \ ~ $  111 I new p~o jec t  c rn be l l ~ c  dlflelence between lccepllng or rgecl lng a 

Pol~ttcal framework knowlng the rules of the game 

Ikyorr t l  the IIII~ I C ~  govet nlilent fi\c,\l dnd monet 1ry pol~cles In?y have on 
gencr'll bu\~ness cond~i~ons,  the pol l t~cal  framewolk I1 IS v'lrlous effects on a 
f ~ r ~ n  Cloverninent poltcres 'rffect t,rxes dnd numerous costs such as envlron 
nlent 11 ,rnd he'iltll ,~nd s ifety expend~tures I n  ~cgulated lndustr~es government 
'tctlon rflccts prtces and pos\~bly volumes such '1s forced curtailments The 
~>oll t lc 11 f~ SIIIILWOI k n l  i y  'ilso 7ffect tire leg il c o n ~ p o s ~ t ~ o ~ l  chosen by  the bor 
lower rhus le l ld~ng to proprletorshlps partnerships, or corporatlons requlres 
different conslderatlons Borrowers who u t l l~ze numerous legal corporatlons 
~ntroduce , ~ d d ~ t l o n ~ l  conlp l~cat~ons for the lender In  I lav~ng access to assets 
P~oper ly doculnentlng the loan IS Y necessary s k ~ l l  for the lender to master 

I h e  polltlc 11 fr inlework IS i p~rtrcular ly  dlfl icult part o f  the analys~s to 
,~ntlclp i tc  bec ulse 11 1s s u l ~ ~ e c t  to conlpromlse decrsron making Fortunately 
rno\t corr11,etltor s will be equ lily 1lTected by fedel 11 po l~ t lc  11 dccls~ons T o  the 
extcnt l o c ~ l  po l~ t lc  il declslons are Involved (for example state t lxes or  en 
vllonment 11 lequt~elnellts) films may be put dt a compet~ttve d~sadvantage 
I htrs Icr~tlcrs lntrst f I L ~ ~ I  polltlc 11 cons~derat~ons ~ n t o  the lending dec~slon 

Credit Analysis: Tying It 
All Toge ther-Part I1 

In Prrr I 11 of hrs trr ttcle on cr erlrt trrrtrlpsrr Dcrrrrrr Cr\t 111 ( r t l r  

clrscrr~ses llre rnrpor larrce r.f II'OI Xrlrg crtprltrl ~ h o r  t crrrll rlrrt I 
t)rrr lm~e let ttr Ierrrlrt~g, ~ n t l  rlre t (11 rotu fi~ce/s offi~rrr~rcral trtrrrl 
p c u  PNI I I IS tile rrr trcle rrrrrrretlrtrtcly pr ecttlrrrg 

7he crrrt/ror IT tlrce /)reslr/errI crrrd I l l l l l l l lR~l ,  Sr!rn// Brr\rnt \ \  

DII~IJIOII Mellorr Brrrrk N A Prt~rbrrrgh Pe~rrr~yvltrrrttr A t  tlrt 
trrrre 1111s urtrcle lvrrs J r r ~ l  prrblrrlretl 111 Jrtrrrrcrry 1982, MI 
Cr~errr c~clr  )or/ r cr vrt e pr csrdert~ tr/ Mtl lorr 

Much o f  the rlsk i n  comrnerc~al lendlng-the r~qk o f  not ge t t~ng p ~ l d  o n  
schedule due to cash inadequacy-1s related to  human and economlc 
var~ables However, the clearest evldence o f  r ~ s k  1s re l l ted  to f i n C ~ n c ~ l l  
variables 

Evaluating f~nancial variables 

T o  define f inanc~al variables, ~t may be ewes t  to cons~der c 1\11 ~r i f lows 
separately from cash outflows Slnce the m q o r  cash ~nf lows for m y  ~uccessful  
f irm w ~ l l  depend on sdes levels and prlcer the a b ~ l ~ t y  to get enough s.lles '11 tlle 
r ~ g h t  prlces IS a key element of the over.lll r ~ s k  (often cdled br t r r r~r \ \  rr\/,) C,lsl~ 
outflows typically ~ c s u l t  from necess7ry buslt les~ actlvlly such I\ lhe p lyment 
o f  wages and raw mater~al purchases ?nd financl'll dcclslons 7s reflected In for 
example cap~tal  expenditures and debt servlce The need to meet these obltg I 
t~ons 1s often referred to asJitrc~ncrrrl I rrk 

To  a v o ~ d  cash Inadequacy expected cash ~nf lows mu$! be c tp lhle o f  mectlng 
mlnlmurn cash outflows on schedule As long 7s credttors ~ n d  owners h rve 
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c o ~ i f ~ t l e i i ~ e  111 ti115 c ~p lcrty over the long run boriowrngs ~ n d  possrbly equlty 
coti t~rl>t~trori \  wi l l  prob rbly be rv 111 i b l ~  fot tempor 11 y \hol t f  111s or dl\cretion 
11 y outl low\ suclr 1s COII~LIOII\ dc~rsrons to exp rntl o l  rdd pl lrit eq~lrplnent 

Working capital Why i s  i t  so important? 

Iii III ~ttcri ipt to lirnrt fir1 lncr 11 cons~dei~itrons to I 111 111 Ige ~ b l e  set the linan 
c i  r l  elcnicnt o f  rr\k IS dcfrned '1s the In  lb~ l r ty  o f  cash genel~tron to 

I M i t r~ t  rrn wor krng c iplt 11 
2 M llnt un  productrvc issets 
3 Meet deht \crvlce on schedule 
4 P l y  IC r\on lble dlvrdends 
5 M rlnt I ln \o111c b o ~ r o w ~ ~ i g  powel 

C is11 gerietatton IS dellned a\ p~of i ts  plus deprecr 111on Assun~r~ig tlre LC 

count.lnt s 111 ~ tc l l r r~g  concept IS wolkrng ploperly (one tndrcatlon o f  the need to 
undci\t 1nd ~ccolrntlng) piofit5 represent the portion o f  sales dollclrs that are 
other wr\e uncori~mrttcd to per lod expenses 

I)CPILCI,I~I~II icpre\enl\ I IC~IIIII o f  previous cl1tli rnveslrnent thdt is often 
LOII\IIICI~LI LOIIIIIII~~C~ eltllcr to iepl lcrng flxcd 'issets (111 11 IS nece\s 1ry c?prtal 
cupe~itlrttrres) 01 t o  servlcrrig debt orlglll lily used to p u ~ c l i  ~ s c  the property O f  
cout \e L(I\/I gellei rtlon (\ometlmes c ~ l l e d  ccr\Ir jlotct or  c ~ r l i  1l11ow ofl)  IS 

\oliicwh i t  o f  I nirsnoiiler \rnce the lctu 11 cdsh n l  ~y rcm,\ln tred up In uncol 
lcctcd \ ~ l e s  (recclv lbles) ot be quickly lernve\ted In  necess rry itlventorres 
NLve~thclcss c 1\11 gellei ltron is the most relr'~ble soutce o f  Internal funds 
evtntu l i ly ,rv ~i l ,~blc to nieet v urous long term den1,lnds Because c ~ s h  genera 
troll is r inpor t~~nt  1s ,In r t i t l lc~~tor  o f  the future i t  should dlw ~ y s  be adjusted for 
rlotuccurring evcnts both posrtive dnd negdtlve 

Any fli 111 ~II l t  docs not show sufficrent c ~ s h  gene1 Itton to cover these addl 
tlorr 11 t l ~ r ~ i  lnd\ 1s rlre ldy i n  I st,~te o f  cdsli ~ n a d e q u ~ c y  A tempor'try c lsh 
\hol t l  111 wrtli Ilttle prospect foi llnprovenlent c I n  h Ive sei lous consequences 
Much o f  the sirh\cqucrit f~n~rncr'l l i n ~ l y s l s  wrll be burlt 'rround these den1 lnds 
on c 1\11 genet ltron 

O f  tllc ~ I t e i  n ~ t r ve  long tell11 dem7nds on the c 1sh generated most lenders 
cle l i l y  ~cknowlcdgc the n l  rrntcn rnce o f  capital expendrtures, the reqtrrrernent 
o f  deht servlce ~ n d  dividend requrrements While excessive or  unproductive 
c 1plt.ll exp~tldrtt ires n i  ~y be rcslrrcted by  a loin rgreement, no lender would 
co~ i \ c~ou \ l y  re\t l lct i equ~ ied  c rprt 11 expenditures The consequence could be 
co\t ly IJIL 1kdow11s 

Slow ilcbt I L ~  ryinerrt 111 ~y he the most current clue a banker has '1s to cash 
111 r t l ~ q r ~  rcy N rttttdlly, 111 b lrikeis follow p ~ s t  due principal and Interest re 
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ports for thrs ie'lson In h c t  by the tiine a borrower rr f o ~ c e d  to del ry p'iylng 
iny  debt, numerous payments such ,is for trdde debt, ni'ry .tl~e,rdy 11 Ive been 

del'iyed 

Trn.rlly. I re troll tble dividend p ryotil I\ plob ilrly j l i r t l f ied 111 111 h111 Prg11 rrrk 
sltu ~ t io r i \  Most term lo.in coven rnts ,~cknowlcdgc this c l  l r i i l  I>y i c ~ t r i c t ~ r i g  
only I cunitll rtlve pelcent Ige o f  prolits O f  cour\e 111 dlvidcnd\ 111 ry be IC 

strrcted but the lender m?y be grving c~ncen t r~ l t ed  owner\ i n  incctltive to 
circumvent the lgreemenr o i  to rep1 Ice m Ii1,rgement 

The addrtlon 11 reqirrremenls fol C'ISII gener Ition to \.lti\fy riiisinltrnl woi klng 
capitdl requliements and to provrde some borrowrng power ale less well under 
stood The borrowrng power issue wil l  subsequently be dlscil\sed A clenr 
understnntlrng o f  workrng c lpital 19 a CI itic r l  ~rspect o f  fin lnci,ll st ~temelit  
~r i ' r lys~s Pre\sures on w o ~ k ~ n g  c.iprt 11 represent .I v 1111 i l ~ l e  III~IC itor o r  p ~ o b  
lems prror to slow debt service For thrs rewon lenders need to ev~ luate  
workrng caprtal clearly using the financial statements 

I hrs scctlon wll l  develop two perspectives o f  working c,ipit.ll, st,~trc ,ind 
dynamic The term working caprtal IS used to mean both current nsscts ( 1s In A 

sliort term loan for workrng capllal purposes) lnd net curie111 assets (th 11 IS 

current assets less current Ilabrlities) Our concern wi l l  be to cst tblish whether 
sufic~cnt net work~ng caprtdl (subsequently to be called wor klrrg c ~ p i t ~ i )  IS 

availdble to  support the sales level 

I n  a statrc sense (based on a balance sheet revrew), woikrng c<lpital IS neces 
sarrly lrnked to the caprtal structure As o f  n balance sheet date tile dragnm in  
Frgure I rllustrates the relatlonshrp Since the caprtdl stlucture srniply ~ l l u s  

Figure I -Balance Sheet Relationship o f  
Working Capi ta l  to  the Capi ta l  Structure 

Workrng Capltal 

r 
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I 
piyment\ on spcct~lttcd product5 ire sorncltmes requtted In such c'ises 
Cot~li> uiy I1 would otlierwtsc tcqittrc $120 IKK) tn wo~ktng c.iptt 11 to support the 
stgritltc iri t  11g h~lween c 141  tnllows arid c i5h outflows 

Cotnp uiy C could Ilc in itlvettt\tng cornp rriy ot 111 ~ n w r  incc broker (nto5t 
l t k~ ly  I set vice ottctitetl ~i~ttldlerli 111) NO inventory ind spont lneous ctedttors 
wtlltng to w 111 utittl c i4h IS collecttd m,iy el~rnrn~ite tlie need for s~gntfic~int 
levels of worktng capttr\I 

Such a dyn imtc 'ippro icli IS useful In distingutshlng between a perm inent 
and a sliort tern1 need If Conip,iny A niust butld tnventory to twtce 11s low 
polnt prior to I 5elltng se isori such a tempo1 lry need would naturally be filled 
by short tet m debt However tf Conipany B s sales r'ite doubles to $2 000 per 
d ~ y ,  the doubltng need for petnianent worktng caprtal may easlly lock a 
short term b ink lo 111 Into the conip iny for an extended pertod 

In .~ddttton the dyr~anirc 7pprodch IS 'I useful teclinrque tn undetstanding 
wh 11 the s t ~ t r c  current ratto relattonshtp tnipltes If Company B had cr culrent 
i'itlo of 2x n ~ u c l ~  of the need for worktng capltal to cover for a s t ~ b l e  or growing 
cotiip illy the perrnuient vord between inflows and outflows would have to be 
supported by sliort term borrowed debt In In ?ccounttng sense Such debt 
could only be clc wed ltndct the most undestrlble crrcurnstances (that IS, 
unitsit 11 'isset ltqutd itton) 

A successfitllv crowtng firnl ni'iy, however tllustrate the capactty to servtce - - - 
i tcttn lo 111 M ~ktng ,r term lo in (coriimtttrng to tlie film s capttdl structute for 
pcrni.incnt wot ktng c ~pit ,~l  rcquttements) would s lttsfy the perm lnent need 
Wllrle sucll pressures on wotkrrig c?pttal are otlierwtsc tlie clearest stgn of cash 
tn?dequ,~cy, the borrowtng power lmjlltcd by an adequate collateral posttton 
mly mdke the loan ~ccept'ible on a secured b a s ~ s  

Evaluating worktng c iptt'il IS cotnpl~cated by tlie borrowrng power Issue A 
firm that shows stgris of working capttdl pressures but continues to have 
suffictcnt borrowing power to satisfy the problem has more of an academrc than 
,i re'il probleni (issumtng interest c in be covered Otlierwrse, tlie worktng 
capttal ev,ilu itton may be tlie best clue In the financral statements of a pendtng 
cash shortlge Whtle rt 1s certainly the most lniportant analytical Issue to any 
credtto~ gettlag p ud In c lsh tt 1s ilso tlle most dtfficult to evlluate 

Itqutd ~tton of inventory 'it tlie best possrble price) In c~ddrtlon, altern ittve 
protectton m iy be dvdlldble ftom other assets or owners Wtth leglttmate 
short term lcndtng tt 1s usu illy presumed th it the lender c ~ n  get pltd tn the 
ordtn ir y c o m e  of events In the short term (such 73 wttlitn a ye ~ r )  Thus the 
lender iequrres a clc 11 under\t itidtng of the worklllg c lptt 11 idequ icy .ilready 
tltscussed If pctrn'inent wot ktng c iptt il I \  rn idcqu rte, slow p iyrllcnt or 
conttnuous refin inctng beyond 'I yew should be antrctp ~ t e d  If c'ts11 generatron 
1s suffictent to servtce ~~dditiori~il debt, a term lo'in m.iy be mote I ~ I ~ I O I ' I  t ite If 
cash generatton 1s unlikely to servtce the debt over a reason ible terrn wttllout 
caustng an tdentrcal problem, the loon may stdl be m d e  on a strong collateral 
positton If workrng capttal 1s judged to be .idequ'lte, flex~ble short term lendrng 
1s eastly accompl~shed 

The elements of appropri'ite short term financing Include 

1 Understandtng the rpecrjrc purpose 

2 Str ucturtng tlie tltlrtiirity rn l ~ n e  wtth the pritnrrry source of repayment 

3 Identtfylng the ( ei raulty of second'lry sources of rep lyment implrc~t rn the 
I purpose 

4 Evaluating iltern?ttve protection av,~tl,ible from the b,tl,e~ce sheet 'ind 

I 
posstbly 

I 5 Ensuring access to secondary plotectron by t tktng securrty 

Whrle the followrng dtscusston wrll be ltmtted to gcrier il sttu itlons tlie ele 
ments can be ~ p p l ~ e d  to iny situ itron no ni,ttter how spect,ilized As the 
,ilternatlve protectton of a strong worktng clprt 11 posttron ind clc ir borrowtng 
power decline, the loan must be structured in line wlth the plirn'lry source of 
repayment so that slow payment lnttlates an Inquiry by the lender Secondary 
sources may conrrnue to represent excellent protectton, but collectrng tg trnst 
secondary sources will force management to make dectslons 11 ni~ght otllcrw~se 
~ v o t d  Showrng Interest may be all that IS requlred 

Two types of factlit~es wtll be discussed, tr inslction lo ins ind I~nes  of credtt 
Normal recurring needs to support temporlry (such as seqson 11) rece~v~ibles 
and tnventories or to take cash discounts may justify .I lrne of crcdrt The llne 
niay be dtsclosed or undtsclosed (somettmes called a gttrd ince line) Such 

- 

Short term lending What does short terrn mean', 1' purposes have prtmrry sources of rep.~yment tliat c in e islly be ev 11u lted wtth 
, the trick record To justtfy the flcxtbrltty of in unsecured Itnc tlint could ,~ctu 

~ l l  npproprt ite finnnclng IS based on understlndrng the purpose of the loan , ally be used for anything, the firm must also rllustrate an adequate wotking 
lire purpose cotrld be to buy seasonal ~nventory Such a purpose usually 9 capital posttton In addtt~on, no stgnlficant chlnges In the firm s financtd condr 
Itnplms .I prlni iry sottrce of rep iymerlt (rile of the Inventory in the ordtnary tton would be expected If  the leverage is high or subject to signrficant change 
course of thc sclltng season) ind a secondary source of repayment (forced I may be reqrltred even if the line is otherwise consrdered short term 

-- * - r  - 



28 Credrt Analysrs 

5lio1t tclni II 1115 ~cttoti lo 1115 Ite typtc ~ l l y  nl'idc on tttiie notes '1s the need 
II t s ~ s  '~IICII lo III\ 111 ~y ictu illy be fot rccurrtlig pltlpo\es, b ~ t t  bec luse the 

ILII~ICI 11 I\ 110 CIL II 11 I L ~  rccotd to ev 1111 I ~ L  (for tnst tnce In st,u t up or turn 

~routld \ ~ t u  ~ttori\) ,i tt III\ ictron lo In would ptob ~ b l y  be tpptoprt ~ t c  Otlier 
wrw III~I~~II 11 tlccll\ (L~IIII~II 11 IIIIIILIU~ 111 ICCCIV iblc5 ot rtivenlor y) 01 cotlcen 
t t  I IL~ t i~c i I \  (lo 111 to I ci)titr  tot to \111q)ott one tecclv tblc) \Iiould be s itisfied 
w ~ t l i  sliort tctni note\ sttuctuted In Itne wtth tlie expected end of tlie need 
111~1s \low 11 IYIIICI\~ 01 t e I ~ t l ~ ~ n c ~ ~ \ g  sho~~ ld  be accomp ~nted by 'in explanatton of 
wli,~t went wrong Since tlic 11 ick record does not necess ~ r t l y  help evdlu?te 
such sttu rttotis tlic p IYIIILII~ I C C O I ~  riiole tli'in fin ~nctal statetilents tnust help 
monltol the cttilrt I f  the [~l tctn ~ttve protectton tn the firm 1s also we ~ k ,  re?son 
ible coll I~LI,I~ m,~y need to be t \ken to do the dedl Although dem'lnd notes 
111 ~y be I I S L ~  wttli cull ttet 11 u\ttig In utisecuted deln ~ n d  note desttoys the best 
t i~onrto~tng tcchn~quc IV ul ~b le  to I lender-the p iynlent recotd 

lnlermedlale term lendlng Does the purpose help pay the loan? 

III~LIIIIL~I I ~ C  tetrii lo,~ns must be \ttuctuled ~ccordrng to the productlv~ty of 
tlle IILL~ ,11111 tlie 'IV III 1l11ltty 01 tlie 111 1111 11 y \OLIICC of  rep,lytiletlt rhe elelnents 
ol  ~ P P I O ~ I  I tte t n t t ~  t l i ~d t  I ~ C  ftn 11lc11ig 1te 

I Undc~st ~ndtng w l i ~ t l l ~ t  tlie \pectfic ~)irtpotr will be ptoducltve In ~ i ipp le  
t l t t  t l l l t 1 ~  c 1\11 gellel 111ori 

2 5ttuct1trrtig t l i ~  ~~I(I(~IIIO~ 111 line wtth tlie IV 111 tbrl~ty o f  tlie prtnldry source 
of icp i y m ~ n t  

3 ldct i t t lyt t i~ the c c ~ t  ~taty of  \~cor id  ~ t y  soutccs ttnpltcrt In the purpose 

4 Lv,llu itlng ~l tcrr i  ittve protectton from extstttig cash generdtton (posstbly 
~li lutctl by ~dt l~ t ton il rnterest) the f in,inc~~~l condtt~on or guarantees 

5 I'os\tbIy ensurtrig rcce\s to second 1ry protectron by taklng and control 
ltng COII,I~CI 11 wlicn llrttil 11 y soJrces ,ire uncer tarn dtfficult to judge over the 
tcim oi  FUI~JJLC~ 10 \~pn~fic 1111 1lte111 t t~ve den1 lnds (such as drv~dends) 

Whtlc \peer IIILL~I types of ftn ~ricttlg SIIC~ is IC ~ses qnd niortglge lolns are 
13 111 of tht\ c ttegor y zp lcc I lrn~t\ the iliscussion to nloie common types o f  
Intel tnctlt ~ t c  tctni l i r i  lncltig re1111 lo Ins rn IY be used for fixed asset reqtrtre 

111Lnts (lot ex l n i p l ~  C~~LII~IIICIII) t I i  11 ire expected to gcner'ite ?ddttronal c ~ s h  
tmriicd~ ~ tc l y  I L I ~  lo Ins rn ~y 1150 be used when the purpose may not be 

c\pcclcd to supplcnient c is11 genetatton I f  tlie purpose IS to solve an exlstrng 
wot k~r ig  c 11111 11 wc iknc\s buy b'ick stock acqu~re the cornp my, extend the 
111 ~turrty of  ~ x l \ l ~ n g  tleht 01 s~tppott itnploducttve c ~ p ~ t  11 expendrtures such as 
lot polluttoti cqurpnient ~ l i c  c ~ s h  gener ~ t lon  lndtcqted by the track record may 
not II~CIL I\L C 1\11 LCII~I I ~ I O I ~  m,ty ,ictu,~lly dcclttle 7s ~ddttronal interest IS 

Overview and lmportant Issues 29 

~nttoduced wttliout exp,inrl~ug prodt~cttvc 'Issets (for ex rnlplc ,~cqursrt~ons, 
buylng bdck stock or unproduct~ve ~nvestments) I lius tf the debt scrvlce 
becomes too tnuch of I burden the p lymcnt recotd will Iiclp the lender monitor 
t l ~ e  credtt qu tltty 

Tetm lo rns tn,ly be combtned w ~ t l i  rcvolvcr\ ot s1'1tidbys undet cett,ttri crt 
cunist'lnces Sni ~ l le t  butldtngs (th 11 mcly not requtre tlie controls o f  consttuc 
Iton frn~nctng) or equtprnent m ~y not be productive In gene1 rtrng c is11 durlng i 
construction or stat1 up pet~od Durtng th tt petlod, 11 1s unre?son'~ble to force 
repdyment Thus, the grace perrod, a standby credtt, or poss~bly I revolver (for 
very good credits) rnly be used Once cdsh generation st trts tlie lender ordl 
nqttly wtll put hts claim on the cash flow by arnot trzrng tlie login Permanent 
working c ~ p ~ t a l  requrrements that result from successful growth n1.1y ,~lso jus 
ttfy a revolver '~nd tetm loan Such 1 f,rctlrty does not requrre rep lyment dur~ng 
the revolvtng perlod acknowledgtng that much o f  the cash generation is tied up 

In growing recelv ~ b l e  and inventory Investments Forclng rep,lyrnent would 
reduce the growth potent1 11 However the c ~ p ~ ~ c i l y  to p,~y under slower g~owt l l  
condltlons must always be clear The tern1 l o w  puts the cledttor s c1,11m on the 
c,~sli genel'ition as 11 1s expected to be ~1v~111,ible In the future 

Other Important fin'inclng Issues beyond the scope o f  this ~rt tc le 'Ire ptlclng, 
docun~entalron planntng rnlturrttes, l n d  spect rlrzed financing Of  course, prlc 
Ing ?nd document Itton are secondclry Issues untll the credtt IS judged to be 
accept,~ble and the lo'ln IS properly structured 

Borrowing power A look at the balance sheet 

Measurtng borrowrng power IS a mdtter of tdetitlfytng how much trtltlirro~tlil 
debt the firm may be able lo  attract and handle I f  a firm c61n attract ltttle or no 
,~ddrt~on,~l debt an unexpected setb lck could h 1ve senous consequences To 
?ttrdct dddttlondl debt, a firm must be c?pdble o f  servicing the debt Debt to 
solve problems probably rmplres that no addttron'll earnlng power would result 
rhus, extstlng e'lrnlrigs would h lve to be able to cover lilglier levels o f  tnterest 
(perhaps, after 'ldjustlng drscretton?ry expenses) The level of tnterest cover,lge 
IS 'in obvrous consrder Itlor1 Beyond handltng Interest suffictent excess cash 
generation over mrnrrnum demands must be ?v,irl,~ble to servrce prtnclp 11 
While cash flow cover?ge o f  current mqtur~tles IS often employed, 1- 

demdnds o f  capttal expend~tures, wo pita1 (under growth condlttons), 
~ n d  possrbly dtvtdends on cash generalion must ,llso be cons~dered Although 
leverage relat~onshlps are often employed In ev,~luatrng borrowing power debt 
must be servlced so no stattc leverdge reldtronshlps necew ~ r l l y  ,~pply 
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Outlining the Process of Forming & Updating Credit Judgments 



OUTLINING THE PROCESS OF FORMING & UPDATING CREDIT JUDGEMENTS 

FORMING CREDIT JUDGEMENTS UPDATING CREDIT JUDGEMENTS 

1 )  ACQUIRE THE BASIC INFORMATION ABOUT THE BORROWER 

A ) HISTORICAL & CURRENT FINANCIAL 
INFORMATION 

B ) BACKGROUND INFORMATION 

2 )  ACQUIRE BASIC INFORMATION ABOUT THE LOAN 

A ) SlZE & PURPOSE OF THE LOAN 
B ) SOURCES OF REPAYMENT 

3 )  PRELIMINARY REVIEW OF RISK 

A ) ASSESS COMMITMENT EXPERIENCE & 
TRACK RECORD OF HUMAN VARIABLES 

B ) ASSESS BROAD POLITICAL & ECONOMIC 
RISKS 

C ) IDENTIFY OPERATING STRENGTHS & 
WEAKNESSES APPARENT IN TRACK RECORD 

D ) EVALUATE STRENGTH & STABILITY OF CASH 
FLOW IN RELATION TO HISTORICAL DEMANDS 

E ) ANTICIPATE FUTURE OPERATING 
PERFORMANCE & INVESTMENT NEEDS & 
CAPACITY TO SERVICE DEBT 

A ) CURRENT FINANCIAL INFORMATION 

B ) BROAD EXPLANATION OF CURRENT PERFORMANCE 

A ) SlZE & PURPOSE OF THE LOAN 
B ) STATUS & USE OF EXISTING LOANS 
C ) SOURCES OF REPAYMENT 
D ) CONDITIONS I VALUE OF COLLATERAL 

A ) EVALUATE CHANGE OR INCONSISTENCIES IN 
HUMAN VARIABLES 

B ) RE EVALUATE CHANGING POLITICAL OR ECONOMIC 
RISKS 

C ) EVALUATE CURRENT OPERATING PERFORMANCE 
AGAINST EXPECTATIONS 

D ) EVALUATE RECENT CASH FLOW & INVESTMENT 
DECISIONS IN RELATION TO PLANS AND FINANCIAL 
CONSEQUENCES 

E ) ANTICIPATE FUTURE OPERATING PERFORMANCE 
& INVESTMENT NEEDS & CAPACITY TO SERVICE DEBT 
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FOUR STEPS TO FIS ANALYSIS 

1 ) Look at the FIS and read the notes first and then the auditors oprnlon which will be one of 
the five following statements 

Unqual~fied ( clean ) oprnron 
Unqualified but w~th "Explanatoryn language 
Qualrfied opinron 
Adverse oprnron 
D~sclarrner of opinron 

1 ) If you have more than one year, spread the statements by accounts and look for 
drfferences and trends 

2 ) Construct the ratro's 

Lrquidrty ratio 
Coverage ratlo 
Leverage ratio 
Operatrng ratio 

3 ) Compare ratio s to srm~lar industrres 
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10 Practical Trade Web 
Sites for Export Pros 

Export professionals can waste a lot of time 
brows~ng the Internet, or save real tune and 
money by knowmg where to locate lntemationa1 
trade resources that are useful-and even cntl- 
cal-to your operation ME screened dozens of 
sites to assemble the followmg list of 10 "best 
picks" 
-Yz Tradeport 

uww tradeport org Loolung for a 
banker, freight forwarder, or tradmg com- 
pany to help you export your products? 
Looklng for qualified international trade 
leads? Need comprehensive market and 
industry research? Wondenng what trade 
shows and events are going on? Just be- 
ginning to export but need some help 
from an interactive international trade tu- 
tonal? T h ~ s  site, with support from the 
U S Commerce Department, will help 
you It also features a powerful companv 
search englne 

U S  Cwstonts Ser-vlce 
b w ww customs ustreas govftravelf 

forms htm Download 32 commonly used 
international trade forms such as Cargo 
Declarat~on NAFTA Certificate of Ongin 

Scott H Bowes 
Manaqer Export Sales 

Gershey Int I 

Steven G Cerrnola 
fnt 'l Safes Manager 

The Bllco Company 

& Contmuation Sheet, and Air Cargo 
Man~fest Customs regularly adds ~nfor- 
mabonal matenals The latest IS the 144- f 
page book, "Importmg Into the United 
States " 

Export Legal Asszstance Network 
www nemonhne orglelan Sponsored by 
the Federal Bar Associafion, Commerce 
Department, and U S Small Business Ad- 
mmstration, the site puts exporters m 
touch with a network of 250 lawyers in 70 
U S cities on topics such as export licens- 
mg, forelgn taxation, boycott laws, export 
finance, and intellectual property protec- 
tion First half-hour of consultation is 
free 

World Exports 
www usaexports net Thls is a multilm- 
gual slte designed "to assist exporters and 
importers meet d~rectly through the 
Internet " The site links to hundreds of 
U S exporters' Web sites, World Trade 
Centers, U S embassies, Amencan 
Chambers of Commerce, U S govern- i 

ment agencies, and an SIC database 

Cargolog 
wuw cargolog corn Specializmg in 
cargo data research, th~s  new site provides 
free Web and e-mail l~nks to 900 transport 
companies and senices by geographic lo- 

Mar~lyn joy Cerny Esq A Will~am Ciannrnr D~rector, 
Pres~dent Export Mana er New Products and 

Global Customs a n d  W e ~ r t o n  Steel $rp Market Development 
Trade S p e c ~ a l ~ s t s  Inc Craydon A m e r ~ c a  

Dlana E D e  Br~zz~ 
Export Manager 

Hatco  Corp  

Paul A Horowitz 
lnt f Trade Attornel. 
Coudert  Brothers 

IOhiA s REPORT ON MAN4GING EXPORTS lISSh 1090 9427) 1s published monthly for S259 per year bv the Instltute of Management 
& 4dmin1strabon Inc 29 West 35th St New York \l 1000 1-2299 El999 Instltute of Management & Administration Inc Subscnoen 
are in\ ited to makepenod~c coples of sections ofthls neusletter for professional use Hone\ er routlne photocopvlngor electronic dlstnbution 
to others IS a copjnght L lolatlon For lnformat~on on our slte llcense multl-cop\ pnclng electronic slte llcense pro,mms and repnnts contact 
Sofie hourkoutahls at 212-231 0360 ext 200 Penod~cals postage rates paid at New York NY and addlt~onal malllng offices 
POST\IASTER Send address changes to 1 0 h U  s REPORT OY SUSAGIYG E\PORTS 29 West 33th St \en York h? 10001 1299 
(212) 23-1-0360 fax (212) 563-0465 Intemet address for subscnptlon lnqurnes SUBSERVE@IOMA COhl Ed~tor s e mail address 
CHORUER@IO&I.A COM 



IOMA S RE;PORT ON MANAGING EXPORTS 

cation (city and country) and services of- 
fered 

Trade Show Central www tscentral corn 
This site lists international trade shows, 
sermnars, and conferences, along with ex- 
tensive directones of suppliers, venues and 
fac~lities, and Webcasts around the world 
and m the Uruted States S ~ g n  up to edubit 
online and take advantage of Internet- 
based tools and services to assist with 
event management and promotion 

NAFTA 
-C www nafta net Buslness dlrectones, 

kade data, and articles on N M T A  and 
GATT, as well as data on NAFTA mem- 
ber nations and lrnks to other relevant 
sites 

Sealrnk 
www sealink corn a s  site, armed at 
ocean shippers, features the Export 2000 
system that lets export pros file declara- 
tions (SO 75 to $2 50 each) with Customs 
and master bills of lading (SO 50 to $1 00) 
wrth ocean camers online The slte also 
allows filrng of alr shipment documenta- 
tion 

1 Exclusive ME Survey: 

Export Pros Report 
Latest Int'l Trade Terms 
To Asia & Middle East 

TI ade Conlpass -. 
WTYW tradecompass com A new feature 
of this site is the Caravan system, which 
uses the 'Net to enable traditional types of 
ED1 letting exporters transmit data from 
their computers to Customs and business 
partners Cara~ an receives your data, 
translates it into speciaIized ED1 formats, 
and routes it to the proper destinations 
The site also features the Logistics Man- 
agement Svstem 

Eapol r Esse17tlals (IHS Transport Data 
Solutions) 
alrw e\portessenhals eom This site fea- 
tures classification and research data and 
l i d s  to Trade Expert for classifying im- 
pons There are dailv updates of export- 
related Federal Register notices a FAQ 
page and related links i 

With signs that the "Asian flu" is abatmg 
somewhat, export professionals may be starting 
to see some light at the end of the tunnel Cnsis 
or no cnsis, thls vast region 1s just too important 
to turn away from, and Managzng Export's latest 
survey--of what Incoterms your competitors 
coast-to-coast are negotlabng with their Asian 
customers-will provide you with valuable data 
ME'S survey results cover 20 nations m Asla and 
the Middle East and are organized by country, 
type of industry, company size, and the interna- 
tional trade terms negotiated The data appears 
on pages 4 and 5 

With the Asian Development Bank forecast- 
ing that growth could resume in most Asian 
economies by the latter part of 1999, our data 1s 
also timely In 1998, 10 Asian nations accounted 
for 30% of U S exports of goods and services 
(China and Hong Kong, India, Indonesia, Japan, 
Malaysia, the Phillppmes, Singapore, Taiwan, 
Thailand, and South Korea) A whopping 60% of 
exports from the Northwest states, and 50% from 
the Southwest, went to these same 10 markets 

CIF Terms Dominate 4slan Market 

As the graph on the front page shows, when 
we ask export managers nat~onwide what 
Incoterms they use when shipp~ng to Asia, 43% 
indicate CIF (Cost, Insurance, and Freight)- 
nearly double the next closest category Under 
CIF the exporter clears the goods for export, 
pavs the costs and freight necessary to get the 
goods to the destination port, and purchases ma- 
rine insurance agalnst the custon~er's nsh of loss 
or damage to the goods 

The onlq other trade terms figuring slgnifi- 
cant11 in this market are FOB (Free on Board) 
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RlSK RATING CHARACTERISTICS FOR BANKABLE CREDITS 

Prepared exclusively for the JLGC by FIRST WASHINGTON ASSOCIATES LTD 

ISSUES 

SALES L EARNINGS ( HISTORICAL 6 
EXPECTATIONS ) 

INTEREST COVERAGE 
( HISTORICAL 6 COMPONENT OF 
BORROWING POWER) 

CASH FLOW TRENDS L DEMANDS 
( HISTORICAL L EXPECTED DEBT 
SERVICING CAPACITY) 

WORKING CAPITAL ADEQUACY 

LEVERAGE 
(HISTORICAL L EXPECTED MARGIN 
FOR ERROR IN ASSETS 

HIGH QUALITY 

STABLUGROWING 
MARKET 

STABLE SALES GROWTH & 
EXPECTATIONS 

SIGNIFICANT EARNING POWER IN 
RELATION TO ASSETS 

SUBSTANTIAL INTEREST COVERAGE 
UNDER ALL CONDITIONS OR 
EXPECTED CONDITIONS 

STRONG 6 STABLE TREND IN CASH 
GENERATION 

SIGNIFICANT INTERNAL FINANCING OF 
ASSET GROWTH 

CASH FLOW ABILITY TO SERVICE TERM 
DEBT IS STRONG & STABLE &ABLE TO 
SUPPORT ADDED TERM DEBT 

CONSISTENT ABILITY TO CLEAR BANK 
LINES 

EFFICIENT RECEIVABLE & INVENTORY 
TURNOVERS 

PAYABLES ON A DISCOUNT BASIS 

ABSOLUTE LEVEL RELATED TO ASSET 
TURNOVER 

RELIANCE ON BORROWED DEBT IS 
LOW IN RELATION TO ABILITY TO 
SERVICE 
LEVERAGE IS STABLE & PROVIDES 
SIGNIFICANT ASSET 
(PERHAPS LIQUID) COVERAGE OF 
DEBT 

ABOVE AVERAGE 

MARKET MAY BE PERIODICALLY SUBJECT 
TO MINOR WEAKNESS 

SALES FOLLOW OR EXCEED MARKET 

CONTROLLED GROWH & COSTS BUT 
PERIODIC MARGIN DECLINES 

SIGNIFICANT EARNING POWER IN 
RELATION TO ASSETS ON AVERAGE 

SUBSTANTIAL INTEREST COVERAGE ON 
AVERAGE THOUGH MAY SHOW MINOR 
WEAKNESS DUE TO MARGIN DECLINES OR 
RISING RATES 

CASH GENERATION MAY FLATTEN OR 
SHOW MINOR DECLINES BUT GENERALLY 
IMPROVES 

CAPACITY TO SERVICE DEBT IS 
CONSISTENTLY CLEAR &SIGNIFICANT ON 
AVERAGE 
DIVIDENDS & ASSET CONTROL ARE 
REASONABLE 

CONSISTENTLY ABLE 
TO CLEAR BANK LINES 

UNUSUAL RECEIVABLE OR INVENTORY 
BUILDING ASSOCIATED WlTH MARKET MAY 
PERIODICALLY INCREASE 
PROPORTIONATE USAGE 

LEVERAGE IS GENERALLY STABLE BUT 
SUBJECT TO TEMPORARY ASSET BUILDING 
THAT IS SUBSEQUENTLY CONTROLLED 

ASSET COVERAGE IS SIGNIFICANT WlTH 
PERHAPS A LIQUID ASSET BASE 

AVERAGE 

MARKET MAY SUFFER PERIODIC 
WEAKNESS OR EXPERIENCE RAPID 
GROWTH 
SALES FOLLOW MARKET 

EARNINGS POWER MAYBE AVERAGE 
BUT SUBJECT TO MARKET WEAKNESS 
OR CONTINGENT ON GROWTH 

MORE THAN ADEQUATE INTEREST 
COVERAGE ON AVERAGE BUT 
SUBJECT TO PERIODIC WEAKNESS 

CASH GENERATION ILLUSTRATES 
SLOW GROWTH MARKET PRESSURES 
OR IS CONTINGENT ON SALES 
GROWTH BUT IS CONSUMED BY 
ASSETS 
CAPACITY TO SERVICE DEBT IS 
ADEQUATE ON AVERAGE 

TYPICALLY ABE TO CLEAR BANK LINES 

UNUSUAL BUILDING ASSOCIATED WITH 
MARKET MAY PREVENT CLEARING 
PERIODICALLY 

RAPID GROWH MAY LOCK IN SHORT 
TERM BORROWINGS TO BE 
REFINANCED 

LEVERAGE IS SLIGHTLY MORE 
VOLATILE OR MARGINALLY OECLlNlNG 
DUE TO ASSET BUILDING OR 
PERIODICALLY WEAK EARNINGS 
ASSET COVERAGE IS ADEQUATE ON 
AVERAGE L CONTROLLED AFTER 
UNUSUAL BUILDING 

BELOW AVERAGE 

MARKET MAY REFLECT MORE 
VOLATILITY OR SIGNIFICANT 
COMPETITION 
SALES TREND ILLUSTRATES MARKET 
OR SPECIFIC PROBLEMS OR RISKS 

EARNING POWER IS LOW IN RELATION 
TO ASSETS OR VOLATILE 

COVERAGE IS GENERALLY 
ACCEPTABLE BUT SUBJECT TO 
PERIODIC PRESSURES THAT MAY LIMIT 
BORROWING POWER 

CASH GENERATION IS VERY SLOW 
GROWING IN RELATION TO ASSETS OR 
VOLlTlLE 

HIGH DIVIDEND PAYOUTS 

CAPACITY TO SERVICE EXISTING DEBT 
IS ACCEPTABLE ON AVERAGE BUT 
SUBJECT TO PRESSURES CAUSING 
REFINANCING 

PERIODIC PROBLEMS OF DIVERSION 
OF CASH MAY CAUSE WORKING 
CAPITAL PRESSURES 
HEAVY RELIANCE ON SHORT TERM 
BANK DEBT OR PAYABLES IS COMMON 

LEVERAGE MAY BE SUBJECT TO 
UNCONTROLLED ASSET GROWTH 
PERIODICALLY 

VOLATILE EARNINGS OR HlGH 
DIVIDENDS MAY RESTRICT EQUITY 
GROWTH 
ASSETCOVERAGEISDEPENDENTON 
LESS LIQUID ASSETS BUT MORE THAN 
ADEQUATE COLLATERAL EXISTS 

INCREASED RISK 

MARKET MAY BE VERY MATURE 
HIGHLY CYCLICAL OR HAVF INTENSE 
COMPETITION 
SALES TREND MAY BE VERY SLOW 
SUBJECT TO DRAMATIC PROBLEMS OR 
VERY RAPID GROWTH 
EARNING POWER IN RELATION TO 
ASSETS IS CHRONICALLY LOW 
DECLINING OR SUBJECT TO 
SIGNIFICANT LOSSES 

COVERAGE IS MARGINAL SUBJECT TO 
PERIODIC WEAKNESS BUT MANAGED 
OR LIMITS SIGNIFICANT ADDED 
BORROWING 

CASH GENERATION IS LOW 
DECLINING OR SIGNIFICANTLY 
LAGGING ASSET GROWTH 

EXCESSIVE DlVlDENT PAYOUTS 

LIMITED LONG TERM DEBT & 
BORROWING POWER DUE TO 
INABILITY TO SERVICE OVER 
REASONABLE TERM 

OBVIOUS WORKING CAPITAL 
PRESSURE 

RELIANCE ON ADEQUATELY SECURED 
BORROWINGS WITH PERIODIC LIMITS 
ON BORROWING POWER IMPLICIT IN 
ACCEPTABLE ASSET PROTECTION 

LEVERAGE IS HIGH 

SPECIFIC ASSET COVERAGE OF 
COLLATERAL FOR LOANS IS 
ACCEPTABLE 
REPAYMENTOVERREASONABLE 
TERM WOULD BE PARTIALLY 
DEPENDENT UPON ASSET 
LIOUIDATION 
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( JD'S - 000 OMIXED ) 
BALANCE SHEET 

ASSETS 

Cash rn hand & at banks 
Certrficates of Deposlt at 10% 
Term deposlts at 9% 
Investment rn company shares 
Other current assets 

Accrued interest 
Accrued commrss~ons 
Prepaid Expenses 
Refundable deposrts 

Total Other Current Assets 

Notes 

3 
4 
5 

1 

1996 

4 

8 494 
843 5 

78 6 
14 5 
3 4 
1 1  

97 7 
Investment In government bonds - 1 000 -1 

1997 

12 9 

10 704 
8906 

78 
31 5 
9 7 
1 8  

121 2 

Frxed assets 

Total Assets 

LIABILITIES & SHAREHOLDERS' EQUITY 

Llabrllltres 
Proposed drvldends 
CBJ unpaid drv~dends 
Deferred revenue 
Other llabllltles 

Board of D~rectors renumerat~on 
Screntlfic research & vocat~onal tralnlng 
Unlvers~tres fees 
End of service endemnrty provrslon 
Accrued expenses 

[ Unpard call-up capital on lnvestee co 
/ Accrued re-rnsurance fees 
I Total other l~abrl~tres 

1998 

13 7 
360 

10,985 90 
816 1 

82 8 
55 8 
9 8 
2 5 

151 1 

56 2 
I 5 6 

7 I 67 31  99 9 68 3 

6 

8 
9 

10 

, Loan guarantee provlsron / 12; 1493201 173130 179740 

142 6.' 

1058250 

322 6 
150 

79 2 

I 

Total L~abrlrtres 
I 

I 

I 
2 1 12 40 2 202 50 2 221 20 

I 

I 19 3 

184 2 

1291390 

296 3 
74 9 

25 

9 3 9 3 

I Shareholders Equlty I I 

I 

Author~zed caprtal of 10 Mllllon shares 13 
lsubscrlbed caprtal of 9 875 000 shares 
Pard ~n cap~tal 8 065 9875 10000 
Statutory reserve 1174 163 9 209 4 
Voluntary reserve 1174 163 9 209 4 
Retarned Earnlngs 170 3 508 4 838 2 

Total Shareholders Equlty 847010 1071130 11 25710 
Total Lrabrl~t~es & Shareholders Equrty 1058250 1291390 1347830 

163 1 

1347830 

296 3 
54 9 

2 5 
4 61 4 5 
4 61 4 5 



INCOME STATEMENT 

I Revenues 
I 

Commrssrons on guranteed loans 
I Commrssrons on guranteed export loans 
I Counsultrng fees 
Total rncome from operations 
Amount recovered from loans written off 
Interest Income 
Bonds interest 
Certificates of deposrt Interest 
Drvrdends 
Other Income 

Total Revenue 

Less Loan guarantee provrsron 
Export Guarantee Provision 

General & Adm~nrstrat~ve expense 
Salarres & Wages 
Contrlbutrons to Soclal Securlty 
Contributrons to Savlngs Fund 
Board of Director's Transportatron 
Rent 
Deprec~atlon Expense 
Marntenance Expense 
Vehicles Expense 
Marketrng Expenses 
Professional Fees 
Offrce dutres & trarning courses 
Employees Incentives -- - - - - - - - --- --- - -- -- - -- . 

Fees & subscriptrons 
- - - - -- -- - - -- - - - - - - - -- - - . 

Stationery & prlntlngs 
-- - - -- - - - - - - - - -- - - - - - -- - -  - 

Post Telephone & electrlclty 
- - - - - - - - - - -- - - - - - -- - - - -- - - 

Others 

Notes 

I 1  

12 

- - 
- - 

- -- 
- - -- -- -- - j -- - - - . 

Total General & ~dmrn~stratrve Expense 
- - - - - - - - - -- - - - -- - 15 t - - - - - 

- - - - -- -- - - - - - - - - - -- - - - - - I - 
Provrslon for decline rn value of Investments - - - - -- - - - - - - - - 

4 
. 

- --- - - - - -- - I - - - -- _ --I 
Net Income blf taxes & other provlslons 

- - - - -- - - - - -- - 2  

- - 7 3--1~8 1- --- 14 
-- - - - - 

31 1 37581 4589 - - - - - -- -- I - 

- - - -  911 1745 13i- j 
t 

-- -- 
456 2 465 5 454 9 ---- - - 

1996 1 19971 1998 

I I 

I 

- - - -- - - -- I - 
Provision for screntlfrc research etc I -45 -46 -4 5 

- - - - - - - 
Provision for unlversltres fees 7 -  

I I -4 5 -4 6 - - - -- -- - - - - -- -- L - - - -- - -4 5 
Board of Drrectors renumeratron I 
-- - - - - - - - - - - - - -- I -18 3 -2 5 -2 5 - - --- -- - -- - - - - - - - - - - 

I 

70 2 118 4 21 1 
12 7 
3 9 

227 6 
15 2 

962 7 
90 6 
5 2 

10 5 
21 5 

1,333 70 

241 2 
4 

232 9 
17 5 

26 
26 2 
47 6 

1 3  
6 6 

14 8 
11 9 
27 2 

- 11 6 - - 

-- - - - - - 
-- - - 

8 
1 2 7  

1 1 8  

775 90 
90 8 

11 3 
13 2 

3 2 
123 4 

14 9 
1 000 80 

90 5 

13 7 
20 7 

I 
961 61 1,264 50 

I 
177 81 414 

1 

12351 1722 
7 8i 14 1 
6 31 10 3 

20 6 ,  20 7 
16 91 20 
30 6 '  42 4 
0 4' 0 7 
6 1 6 4 

28 6 23 5 
16 8 8 7 
19 1 24 8 

7 8 -- 
12 6 0 9 - -- - 
7 7 11 9 -- - - - -- - - 

- 6 1 10 1 



Net Income 
Add Retalned earnrngs previous year 

428 7 
1554 -- 

431 2'  420 8 
17031 5084 

I Income avarlable for approprrat~on 

I 

Appropriation 
Statutory reserve 
IVoluntary reserve 
Proposed dividends 
Retarned earnings year end 

Total 

584 1 

45 6 
45 6 

322 6 
170 3 

584 1 

8 

I 
601 5 

163 9 
163 9 

508 4 

8362 

929 2 

209 4 
209 4 

838 2 

125700 
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From Ordinal to Cardinal Measures of Country b s k  



FROM ORDINAL TO CARDINAL NEASURES OF COUNTRY RLSK 

Dr Dame1 L Bond 
Vlce Presxdent & Chef Economxst 

Export-Import Bank of the Uxuted States 

( Not2 TI pager was fm presecred ar the Beme Umon Workshop on C o u n t y  
Undemntmg and Treament of Soverelg Deot held m Cape Town, South 4ffn.ca, 
13-16 Apnl 1,022 



FROM ORDINAL TO CARDINAL MXASURES OF COUNTRY RISK 

in the past, h b a n k ' s  country nsk assessments have focused on the relative degree of 
repayment nsk. The find result has been country ratmgs, where each country was placed m 
one of 6 categories (A, B, C, D, E, I;) If it was decrded that a country d ~ d  not prov~de 
"reasonable assurance of repayment" for new transacuons, it was placed m the lughest nsk 
category (F) and Exunbank support was not made avadable Countries w ~ t h  ratmgs A 
through E were elrghle for support, although vmous restnchons were often placed on 
countnes placed m category E 

These ramgs focused on nsks involved m sovereign transachons (1 e , those m whrch the 
government of the fore~gn country prov~ded a full-fath and credrt com~tmen t  to re?ay) 
Non-sovere~gn transacbons m a s v e n  countq are normally conszdered to be nslaer than 
sovereign transachons Thx was reflected m the Bank's pohcy of c h a r p g  stanaard 
surcharges over the soverergn fee for non-soverergn transactrons The surcharge for pubhc 
non-soverergn enbtzes, cornmerc~al banks and hlgNy credrtworthy pnvate companres was 
20 % A 100 % surcharge over the sovereign fee was placed on transactzons w~th other 
crdrtworthy pnvate compames 

W e  Emnbank charges nsk-related exposure fm on each transactron to help cover losses 
due to non-payment, u n d  recently no attempt was made to exphcltly earnate the potenbd 
rna,mtude of such losses for each transacQon Rather the fee structure was desrgned so that 
c%mbank fees would be kghly competztwe wlch the fees charged by other export credit 
agencres 

h b a n k ' s  nsk assessment system and the frnanclal unpLrcatrons denved from these ratmgs 
IS now undergo= fundamentd changes 

The Federal Credxt Reform Act of 1990 requ~es that all U S government agelcles provldmg 
cross-border loans, guarantees or rnsurance follow new buagetrng procedures ' Under cred~t 
reform rules, each transacuon n scored m the budget on the bass  of the estrmated fmancmg 
and nsk subsrdles entarled by the transactxon Fmancrng subszdres are calculated as the 
azerence between the merest rate charged on the transaction and the govement's cost of 
borrowmg Bsk subs~dres are cdculated as the drfi'erence between the exposure fees charged 
on a transacuon and the expected losses due to non-payment For each agency, the sum of 
all subsrdres dunng each fiscal year wn be no more than the amount appropnateu by 
Consess 

' For bac:ground on c id l t  reform see B m -  P Bosworth, Andrew S Czrron and 
E Iszoern H Rhyne, Tne Eononlcs of Faez.1 Crealt Progms,  Tie 73i00Lngs Insnnrt70n, 
Wzsnmgcon, D C , 1987 



4 7 e  foIiow1ng forergn credlt agences are affected by these changes 

1 Export-Import Bank of the Uruted States 

,# Agency for International Development ( A D )  

I Department of Defense Forergn Md~t;lrv Sales (FMS) Program 

S m g  m FY'93 these agencies wdl operate under a umform system of nsk assessment 
, 71ch was developed durmg 1991 by an rnteragency workmg group The group was c h m  I by Office of Management and Budget (OMB) with representahon from the above five 
agencres and the Departments of Treasury and State Officials from the Councrl of 

I Economc Advrsors and the F e d e d  Reserve System also pamcipated 

- 
In a formal sense cr&t reform requues that agencles use common sovereign mk 
assessments only for budgetary purposes In r d t y  the rmpact is much more pervaszve For 8 example, the -bank Board has decrded to adopt the mteragency ramp and use them as 
the bass for settmg cover pohcy and exposure fees - - 

E . mteragency group has so far addressed only the nsks associated w~th  medium- and long- 
r - ~ r n  sovererg trmsacbons Thzs type of transacuon LS the "common denommator" for all 
U S government forelgn loan and guarantee pro,ws OMB recogmzes that sovereign and 
non-sovereign nsks are very often dfierent, and that short-term cover is often treated 
alfferently than rnedmm- and long-term transactrons by both credrtors and debtors (For 4 example, the Pans Club usually excIudes short-term transacuons from rescheduhgs ) 

a d c e  only a few mdividual agencres or promgrams are rnvolved m non-soverelgri andor short- 
term transactrons, it IS Uely that the nsks of such transacoons will be assessed by the 
mdlvlaual agency mvoived w~lhvl a fmmeiork of gened  pldelraes to oc approved by 
OMB Eminbank IS consrdenng a system m whch hrghly-crdrtworthy non-soverexgn enhues 1 (e 8 p-tahls, major b a b ,  mqor pnvate f m s )  would normally be rated as one level 
nsfcler than soverergn txmsactrons m the country, 2nd other cd twor thy  enuues (e g , 
medrum-slzed pnvate fums and banks) would be ~ i e d   PO levels nsher than soverelgn 
Eoweqer, m mrtm cmurnstances a different rekuonslup betweel soverelgn and non- 
sovere7g ratmgs mght appIy 

Tris paper desciioes how the rnteragency grouo dec'ad to assess reiauve n s h  for Cross- 
border tmsac~ons and ass13 numend  values re9cung the potentrd loss on these 

E trar,sEcaons aue to non-payment 



1 II Ordinal Measures of Rak 

~ l e  new mteragency country nsk assessment process has two hstmct parts F ~ s t ,  the I reIabve nskrness of transacQons m forergn countnes n d e t e m e d  (for example, the nsk of 
soverelgn transacQons m countries A, E, L and X are comparable and are hrgher or lower 
than the nsk of tmsacbons m countnes C, D, Q and Y) Second, the probabihty of non- I payment for each category of comparable country nsks n estabhhed 

) The former task-ordmd rankrng of country nsk-has routinely been camed out by Exunbank 
and some of the other U S credrt agencres for some tune However, the Iatter task-the 
cardmal measurement of risk-had heretofore not been attempted on a systemabc bars ' The mlerapency group has estabhhFd a nsk ratmg s d e  whch has eleven levels of expected 
7a>meqts per fo~ancs  W e  there has been no fmd agezrneqt on tkte defihons of these 

I eleven levels, Exunbank has proposed the defmtlons shown m Table 1 

Two questrons n e d  to be evaluated when assessing repayment nsk 

WdI the sovererg obhgor be able to servlce ~ t s  debts to the Unrted States m the 
future7 

If it 1s able to servrce those debts, wdl lt be w h g  to do so7 

) rhe quesuon of a soverelgn obhpr's wdhgness to pay is best decrded on the basis of rts 
- ~yrnentslarrears h to ry  If a sovereign oblrgor could have serviced rts debts but faded to 

I do so, ~ t s  future w h g n e s s  to pay should be questroned 

* The level of the government's forexgn mdebtedness m cornpanson to rts abhty to 
servrce th~s debt 

The abuty of the government to g m  access to the forerg exchange needed to repay 

I rts forergn obligations 

ru'on-iuianclal factors which reduce the abrZlty of a ,oovenmelt to repay rbrergn d e ~ t s  

I even wnel  there rs sufficient dornesuc funarng and forergn exchange to ao so 



Table 1 

PROPOSED DEFPIITIONS OF SOVEREIGN RISK CATEGORlES 

Payments problems are unLrkeIy 

Minor payments megukmtres are possrble ShouM these occur, they are Lrkely to be 
quickly resolved wlthout refmancmgs or rescheduhgs 

Minor payments mgulanaes are hkely ShouId these occur, they are Uely to be 
quickly resolved wlthout refmancmg or rescheduImgs 

Moderate payments problems, rncludrng refmancmgs or rescheduhgs, arc possrble 
Full recovery on all debts IS Irkely over the long term 

Moderate payments problems, rncludrng ret'mancmgs or rescheduhgs, are Uely 
Small losses on some debts are possrble over the long tern 

Senous payments problems, mcluding repeated reschedulmgs andor prolonged 
arrears, are trkely Small losses on some debts are U e y  over the long tern 

Senous payments problems, mcludmg repeated rescheduhgs andfor prolonged 
arrears, are lrkely Extended-term debt rescheduhgs are poss~ble Moderate losses 
on some debts are Likely over the long term 

Senous payments problems, mcIudmg repeated rescheduhgs andlor prolonged 
arrears, are UeIy Extended-term debt rescheduhgs are Jlkely Eventual - 
for,sveness or effectwe repudlatlon of some debts is possible -~ubsta~oal  losses on 
some debts are Uely over the long term 

Senous pzyrnents problems, mcludmg repeated rescheduhgs andor prolo~ged 
arrears, appear mentable Eventual for~veness or effectrve repuaatron of some 
aebts 1s Uely Severe losses on some deots are Lrkely over the long tern 

Senous payments probIems, mcludmg rqeated rescheduhgs ana/or prolonged 
ureus,  appear mevrtable Eventual forgveless or effectwe repuaatlon of most debts 
1s &e!y Severe losses on most debts are I&eIy over the long te~m 

Eventual forgveness or e K ~ a v e  repudratron of nos: debts aupears me/~tzbIe Severe 
losses on most debts appear mevltable 



1 The rnteagency group developed a nsk assessment system whxch ~nvolves h e  evaluation of 
the nsk of repaymenttrecovery problems ansrng out of each of the factors described above, 
and the assignment of a summary soverelgn nsk ratmg To help m h s  effort, and to 
p-ovide a degree of consistency across countries, key lndlcators for each of the factors has 
Jeen developed, with a measurement scale developed for each m&cator 

In each case the rndicators used refer to cond~bons expected to prevad over the next five 
years For thrs purpose country projectrons are prepared A11 the country projechons use 
the same assumptions about future changes m global Interest rates, commodrty pnces, 
mdustnahzed country unports, etc 

The mterrelatronshps among the mdlv~dual mchcators are complex, and no sa~factory 
system for wexgh.mg them to ob tm a summary measure has been developed As a result, 
nsk assessment always mvolves a consrderable eIement of judgement It a the role of 
country analysts to develop summary ratmgs and to present arguments m support of therr 
conclusions TI n aone fmt  at the level of the major factors, and then for the summary 
ratrng of soverelgn nsk 

Measurement of Repayment b k s  

The Interagency group explored thre  major approaches for quantzfvmg the repayment nsks 
assoc~ated wrth cross-border exposure These are 

Actuarial Approach Uses mformahon on each agency's cash flows from past 
transactxons to esumate probabrlrty of non-payment 

Secondary Loan Market Approach Uses secondary market discounts for 
comrnerc~alIy traded bank debts as a surrogate measure of repayment nsk - 

Market Y1e1d Approach Uses hzstonc market yreIds on bonds as a measure of the 
repayment nsks whrch can be associated wlth groups of bonds class~fred by level of 
repayment nsk by rndependent ratmg agencres 

Evzmbank attempted to apply the actuarial approach but found that rt had major 
shortcomrngs Over the past decade, Eximbank has rescneduled rather than wntten-off 
loans, Iavmg many debts stdl techcally outstandmg Exclusion of these outstandmg 
transact~ons would underestmate the nsks of non-payments, srnce they represent the most 
s1,wkant potentral losses m the Bank's hstory However, therr rncIusron would requlre 
consrderable guessvork concemg ther  ultlrnate collecuon prospects 

S e  Congressronal Budget Office report Budget~ng for Exrrnbank A Case Study of 
Creurt Reforin, Wash~ngton, D C , January 1990, and the General Accountmg Of-Trcc reDort I Loan Guarantees Export Credlt Guarantee Programs' Lang-Run Costs Are H ~ g h ,  

'ashrngcon, D C , Apnl 1991 



The group also decided a p n s t  relying p m a n l y  on lnformauon from the secondary loan I market The secondary debt market IS a reIativeIy narrow and thm market, wlth relatlveiy 
1 parucxpants and few transactions Because perforrrlng loans are rarely traded, 
fi aver,  the seconaary debt market provldes vurtrrnUy no rnforrnauon on loans whch are I currently perforrmng well, but can be expected to perfom poorly ur the future 

W e  d was reco,wed that there may be some drfferences between repayment nsks for 
bonds and U S government loans, the g o u p  decxded that estimates based on market y1eld.s 
offered the most advantages The nsk estunates are based on the bond market, whch IS very 
large, wlth many paruczpants and transactrons Sovereign bond data IS avadable for some 
counmes where the U S government has exposure, allowmg a correlahon between ramg 
systems to be establrshed And the agproach uses pubhcly avdable data, whch u frequently 

I" Market Yreld Approach to Edunatmg Potenha1 Lasses 
- 

A. The Bond Market 

/ The bond market IS the major caplral market for long-term lnstitutiond debt mstruments It 
encompasses sovereign, corporate, non-soverexgn pubhc, and other aebt mstrumcnts both 
aomesac and foreign Bonds usually pay Interest zt fxed rates and mtervds, and are 
redeemable at maturity at therr full face vdue They are aIso tmdeable The pnce at whch  
they are traded depends on more than therr face value and rnterest rate It also depeqds on 

-rsY ana sellers' percepaons of default, recovery and l rqu~d~ty nsks The return an 
ror requlres when buymg a bond is called the yield 

From an mvestor's perspective, the yxeId a the compound annud return on a aebt Instrument 
purcnased and held m marunry The yield 1s ususlly dlfierent from the mstrument's stated 
rnterest rate because the mstrument n usually purchased at a pnce drfferent from stated face 
vdue  Mathematrdy, the yleld IS the dxscount rate that makes the present vdue of stated ' pr qaI and mterest payments equd to lu current market pnce A debt mstrument pnced at 
a dlscount to stated face value has a yleld hgher than ~ t s  stated rnterest rate, and vlce-versa ( When the price of an mstrument drops, its y~eld rises, and vlce versa 

Bond yreIds x e  hlgner the hgher the perceptzon of the above nsks YleIds for vanous bonds 
z e  routmely pubhshed m a number of pubhc sources such as Moody's Bona Record and 
Stanaard & Poor's CredltWck 

Tne d~izrence  between the yields on two bonds 1s calld the yleld spread The yreid mread 
iefiecx ~ 5 e  uercepuon of market pmcipants as to the a&-ere~ces m re~aynent  nsp: and 

- - 

hquraxij b e v e l  tne bonds 

l n e  two forms of -e?ayme~t risk-default (falure to ma!!e payments accorang to s c ; l ~ u l e )  

I ma recovey ( ~ Z W T ~  zood on n ~ s s e d  payments)-rre u s u d y  lumped togerher Bonas have 
vz-.mg a t g r c s  of remymerit nsk-from U S Treasury bonas to junk bonas Mooay's, 
SL aid & Poor's zad a fed oihe- comoznres cztegonze bonas oy ~helr  aegrec of rezzvnelt 



I nsB Theu ratmgs are 

designed to rank, wrchrn a consrstent framework, the relatrve nsk of each debt 

I Issue and lssuer Because a pertams to the future, a cred~t ratmg (me all other Iong- 
term finmcral analysxs) IS necessarily subjectwe Its rehbrZrty stems less from 
precise methodology than from the balanced opmon of expenend,  well-domed, 
and unp- andysxs 

The ratmg agencies normally lump bonds wlth comparable repayment nsks together into a 
few categones, to whch they assign letter deszgnators Defmuons of Moody's long-term 8 debt ratmgs are gven m Table 2 Standard and Poor's also uses m e  nrk levels with 
comparable defutlons 

S Estimating Probab d i e  of Non-Fapent 

! Investors m the bond market requue @her yields for nslaer credits By exarnmg hstonc 
market yields for bonds chsrr'ied at vanous levels of nsk ~t ~s possible to measure these I differences m perceived nsk 

Table 3 shows the approxzmzte spreads oetween bonds m vanous nsk categones rela~ve to 
the yeld on bonds med "Aaa" 

Table 3 

Average YieId Spreads on Bonds 
(spreaas over Aaa, m % per Year) 

Moody's S&P 
Ratmg Average 

Aa AA 25 % 

A A 45 % 

Baa BEB 2 00% 

Caa CCC NA 

5 

I 
3fooay s R a t q  Process, p 3, Moody s 1.;. es~ors Servicz, 1983 

S 



Table 2 

Moody's Long-Term Debt Ratrngs 

a Bonds whch are rated Aaa are judged to be of the hghest quahty Interest payments are 
protected by a Iarge o r  by an excephonslly stable marO- and pnncrpd IS secure Whde the 

( vanous protectwe elements are U e l y  to change, such changes as can be vvrsuaLrzed are most 
unlikely to muax the fundamentally strong posltlon of such Issues - 

1 a Bonds whch ue rated Aa are ~ u d g e d  to be of I q h  q u h t y  by all standards They are rated 
lower than the best bonds because rnargms of protectron may not be as large as m Aaa 
secuntles or  fluctuatloa of protectwe elements may be of greater amphtude o r  there may be 
other elements present w h c h  make the long-term nst appear somewhat Iarger than the Aaa 
recunues 

Bonds whch are rated A possess many favorable mvestment attributes aod are to be 
consldered as upper-medlum-,graae oblzgatrons Factors gvmg secunty to prmc~pal. and 

I mtercst are consldered adequate, but elements may be present whch suggest a suscepbbhty 
to mparrment some me m the future 

(aa Bonds whch are rated Baa are consrdered as medium-pde oblgahons (L e , they are nelther 
hghly protected nor poorly secured) Interest payments and pnnc~pal secunty appear 

- - -  

adequate for the present but ceniun protective elements may be lackrng over my gat length I ~f time Such bonds lack outsrandm,p mvestment charctenmcs and m fact have qeculahve 

l a  Bonds wh~ch are rated Br are judged to have speculatrve elements, ther  future cannot be 
consrdered as well-assured Often the protectlon of mterest and pmclpal pzyments may be 
very moderate, and thereby not well safe-guarded dumg both good and bad tunes over the 

( future Unce-ty of poslhon characterizes bond m thrs class 

Bonds wh~ch are rated B generally lack charactenstrcs of the desrrable mvestment # Assunnce of merest and pmclpal  payments or of mmtenancc of other terms of the contmt  
over any Iong penod of tune may be small 

/za Bonas whlch are rated Caa are of poor stanalng Such ~ssues may be m default o r  there may 

rssdes are 02e-1 LR aefzuIt o r  have other markm snorscommgs 

Bonas wmcl  re ncd C u e  the I O W ~ S ~  ratm clzss of bonds, m d  issues so rcted GI be 
r e g z c x  as hzvrng extremely poor prospects of ever arzilnmg any red ~?vesinc?t stznarng n 



The avenge yleId spreads from the above table can serve as estrrnates of annual probabllrtles 
of non-payment on U S government cross-border transactrons Thu assumes that 

the actrons of bond traders are (m the aggregate) a good gurde to esmatmg the level 
of repayment nsks on government cross-border exposure, 

the prooabrlrty of non-payment on -4a.a rated bonds IS muumd, 

there is httle difference m Lzqu~dxty nsks and other non-payment nsks among the 
vanous goups of nsk-rated bonds, and 

that the yleld spreaa encompasses the market's percephon of both the probabAtres of 
defauIt and of sumequent recovery 

C Correlating Bond Market and Country R s h  Categories 

Perhaps the greatest drfriculty m usrng the lnformatron denved from the bond market 1s 
correlatmg the nsk mtmgs assocxated wxth them to the eIeven country nsk levels developed 
by the mteragelcy group There are some srmrlanbes between the long-term bond ratmg 
gurdehes used by Moody's or Standard and Poor's and the defmQons glven m Table 1 
However the bond ratmg agencles must evaluate a w~de ranges of transactrons Taus ther 
wrdehes are wntten m such general terns thac a precxse correlatron is unposszole 

Fortunately, Moody's and S'mdard & Poor's have rated a small number of soverergn bonds 
These ratmgs are shown m Table 4 

TabIe 4 

fiIoody'slStandard & Poor's Soverergn Ratmgs 

F,ustxaha 
Belgum 
Denmark 
Flnland 
LreIznd 
Nev ZeaIand 
S w a e l  
Norway 
Sin,ozpore 
SDU 

Inata 
Chma 
G r m e  
Isiael 



BIB 
Iceland 
Korea 
Mdaysn 

( Usmg the rattng agenc~es' defmtrons and the avdabie soveregn bond ramgs, a correla~lon 
between Moody's, Standard & Poor's, and mteragency nsk levels was developed Thzs n 

Table 5 

Suggested CorreIatron of R L S ~  Classrfimtrons 

Standard 
Moody's & Poor's 

Inter- 
agency 

Average of A & Baa or A & BBB 3 

Baa 

3 a  

BBB 

BB 

I Bonds wrth nungs of Caa and below are considere3 to be very h,on nsk ana rn normally 
not trzaeu As a result there IS no reguiarly p u o h n d  source of mr'ormatron on thex yre!as 

( Tier=fore the mrerapncy ,orouo decided to use mformauon from the aeconmly loan market 
to esmate  ns'i Dremra for ~ t s  nsk levels 8 throu,on 11 Tne pnmary use of the nsk prernra 

I es-mates for these h~,on nsk ate,oones 1s m the cdculatlon of the budsetarj moacr: of aebr 
wr~e-oEs by the U S ,oweinmelt 



D. Expected hss Estxmates 

iie cpected lois on a tranracoon n dculated as the present vduc  of the stream of expected 
qairnents over the entlle lrfe of the transamon The expected loss esamates calculated 

) by the mtengency group for each of the 11 level of nsk are shown m Table 6 

Table 6 

Expected Loss Estrmates 

Rsk Level 3Expected Loss 

Long- Medium- Short- 
Term Term Term 

1 15% 1 0 %  0 2% 

I NOTE Long-term IS aefmed as a 10-year rqayrnent penod wrth a 4 5 year 
arsouisement and ,grace penod Medrum-tern 1s defied as a 5-yar  repayment 
penod with a 3 year disoursement and ,qcz penod Shon-term IS de5nm 2s 2 1- 
y a r  rmaymeqt penoa wrth a 6 month ,grace pmoa 



I 
V. ImpIicatlons of Rsk Subsldy Estrmates for Exurnbank 

S mg wrth the Frscal Year 1992 budget, Eumbank has both a fnd annual subs~dy budget 
a. otal authonzatron IeveIs The subsrdy budget IS a fsed sum whrch can be used to cover I both f'iancing subsr&es (the difference between the merest rate charged on the transacuon 
and the government's cost of borrowmg) and nsk subsrdes (the difference between the 
exposure f e s  charged on a trmsactlons and the expected losses due to non-payment) Slnce # the Interest rates charged on most of the Bank's loans are above the government's costs of 
borrowmg, the subsidy budget wlll be used prirnanly to cover the nsk subsldles estimated for 

m rts loan, guarantee and Insurance promorams 

m 
G~ven  the vrsrbllzty of Exxmbank's subsldy budget and the rntense competrtron between 
government p r o p s  for fundug, Earnbank 1s exploring ways to reduce the level of its ) esurnated subsrdy budget The most obvlous route IS through mcreased exposure fees Slnce 
Earnbank currenily has relakvely low fees on h g h  nsk transacbons compared to most of r t s  

I " -  r cornpeators (see Flgure I), the Bank has some scope for msmg rts fees wrthout 
r u m g  the nsk of beme uncompetltrve An mcrease m fees, parhculariy for hgher nsk 
transacbons, 1s now under consrderabon by the Bank's Board of Dxectors 

1 Tne Bank is d s o  consldermg usmg mternd exposure guldehes to control the amount of new 
h g h  nsk transactrons that n undertakes And promam restnchons are bemg mtroducd for 
the hgher  nsk transacbons (For example, long-term cover IS not provldd for transacuons 
rzted m category 7, and only short-term cover is provrded for transactrons rated 8 ) 

I 1 natronal negotlahons to reduce the level of nsk subsld~es provrded by officral expotL 
c r agencles are ldceIy to take place over the next few years If these negotrahons are 
success~ l ,  then Eumbmk could m s e  1t.s exposure fees even more wrthout becomrng I uncompehuve 

I t  is also possible that over ume the subsray esmates  themselves wdl be reduced An m 
) aepth study of the experience wlth bond lendmg to the ten top borrowmg governments over 

th enod between 1850 and 1970 mdrcated that, defaults notwrthstandmg, " mvesiors 
made more on bond leldmg to forergn governments than on safer home governments, aesprte 1 the revolutions ana the Great Depression "' Dunng rius penod mvesrors m forelgn 
government bonas rwulred prernla above home govemment bonds between 150 ana 260 

C 

I basrs pornts ,2;,,- W e  he  reahzed returns were well below these ex ante prem~a, 
holaers of fore19 bonas r&ed an average return of 44 bass pomtabove the returns on 
home countq b o n a  These results suggest that bond market yrela spreads may be 

I consrde~bly hzgher thvl  necessary to cover payment risks 

4 number of marxee: anrlysts have argues that the s e c o n w  loan muket IS oversetag the 

4 Perer E Lmceit m d  Pete- 3. Morton, "How Sovere gq Debt Eas Worum," In JeFfr=y 

I 9 SZCTS, m , Deveroplng Country Debt and tne Worla Economy, Tie Unrvea.ry of 
(- -2Joo Press, 1989 Quote from Dage 229 Tne counmes were Arge~trnz, Aus~E!I~, - 

3 == I, Canada, C w e ,  EzYF)~, Jauan, Mex~co, Russ'a and Turxey 
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uItrrnate losses on deveIoprng country debt Thus the mformahon drawn from thls source 
may also tend to overstate nsk subszdy estunates 

Whlie pnvate companies may need an extra marap of protection to prevent bankruptcy, 
g~vernrnent backed orgaruzatrons such as E m b a n k  do not requrre such a m q r n  of safety 
Over m e ,  Embank  wlll be able to adjust for any overpayments rnto ~ t s  subsldy account. 
Credlt reform gu~dehes call for actuarial ev~dence to be gathered and used as the bans for 
future adjustment m the estunates of p o t e n d  loss 

I 
I 
8 
I 
I 
I 
I 
I 
I 
I 
I 
1 
I 
I 
I 
I 
I 
I 

' S c  Internarlonzl Investment 8- 5anLmg Bepori, June 1991, page 7 
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Figure 1. 

I COMPARISON OF EXPECTED LOSSES & EXPOSURE FEES 
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INTRODUCTION 

I 
- -  INi'EWATlONAL COUNlXY RISK GUDE has been 

1 analyzing economic, poIit1c.1, and financial nsk around the 
globe for over ten years The patterns of pohhcal, economic 
and fmanclal developments In countnes and reglons are so 

I complex that even the best-informed executive often has to rely 
on the general, most vislble trends as reported 1n the daly 
press That, however, can be grossly misleading, as the 

1 factors that deterinme major changes of dlrectron In a country's 
progress are frequently small and seemingly insignificant 

But, by vlrtue of IATERNATIONAL COUMRY RISK 
GUIDES wde  network of correspondents, and its daly, 
unblased examlnatzon of events large and small, the GUDE is 
uniquely placed to predlct major changes even when I' 
overwhelming popular oplnlon points In quite differ6 

Whether your lnternabonal mvolvement 1s worldwide or 
just one regon or country, every month INiZRhTAZ7ONAL 1 C'OUMRY RIsK GUmE alerts you to developments m the 
pohhca.1, economic, and financial arenas that can have 
significant effects on your busmess and investments When 
there are changes bremng that can make a d~fference m your 
bottom lrne you'll read about them first m IWERh?AiSTON! 
COUNTRY RISK GUDE 

Every monthly issue of INTEWATIONAL COUATRY 
RISK GUIDE mcludes 

In-depth country analyses Up to a dozen full-length 
country profiles, idenhfymg where slgmficant changes 

INlERNATIONAL COUMXY RISK GULDE EIAM)BOOK 1 



I rnODUCnON 
IhTROD UCIION 

are occumng m governmental regulahon, interest and 
exchange rates, and mvestment opprturuhes, wth This mformatlon can help detemune actual and potenhal 
busmess forecasts for the corning year that hghlight advantages or difficulQes of worlang w h n  foreign borders 
trends and then lmphcahons for your investments 

Every issue of IN7ERNATIONAL COUhTUY RISK 
Tunely country updates INIFRNATIONAL GUlDE Includes a stahshcal sechon compnslng a tabulated 
COUKTY RISK GUIDE keeps close tabs on more than country-by-country breakdown of the po'lhcd, financial and 
130 countries throughout the year If somethmg economlc nsk rahngs and indicators whch the GUIDE 
important happens - or 1s about to happen - you'll get idenhfies and evaluates The man nsk rahngs that are covered 
a concise, sophlshcated assessment of the rmplicanons 
for busmess and finance 

Composite a s k  (an mtegrabon of poliucal, 
An unnvaUed nsh model A dehled, country-by- financ~al and economic nsk,) 1s presented for 
country breakdown of the comparative nsLs of the counmes covered in the GUIDE by rank in 
operatmg m, or lendlng to, any of 130 countries and a Table 1 and on a country-bycountry bas~s m 
commslte ratrng for each one You 11 see at a glance Tables 2A and 2B 
where the dangers he and how countnes compare wth - 
- and c o n m t  to - each other Dlsaggregated pohhcal, financial and economlc 

nsks are presented on a country-by t.q 
Statist~cal tables Extenswe tables glve you bass in Tables 3A, 4A and SA ~ a b d  .4B 
lnformanon on such key rndicators as foreign trade and 5B show a breakdown, respechvely, of the 
balances and lnflahon rates, delays exporters are pohhcal, financial and economc mdicators 
expenenclng m receimng hard currency payments, the whch conmbute to the overall ranngs 
cnangmg differenaal between official and parallel 
exchange rates and much more I m E l W A ~ O N A L  COUMXY RISK GUWEs componti 

nsk rahng is calculated as a weighted average based on 50% 
Access to country experts AS a subscnber you can pohhcal nsk, 25 % financial nsk, and 25% econonuc nsk 
call on our editonal staff at any tlme for updated Each of these three nsks n complied from scores based on 
repom on any of the muntnes we cover number of factors relevant to that type of nsk Th 

I 

I components of each nsk ratmg are 
INERNAlTONAL COUX'RY RISK GUIDE calculates 

comparahve rahngs of nsks and opportunmes, on a country- Pohtical R I S ~  Tfurteen pol~tlcal lnd~cators have bee 
bycountry basis, usrng a three dimensional evduanon system I idenhfied for each country 
that ~denufies and weighs the composite nsk as well as the 
d~saggregated polihcal, financial, and economrc nsks of Econonuc expectations vs reality 12 points 
operating m, rnvestmg in, or lendlng to a pmcular country Economic planrung fdures 12 points 

EVTERh'AnONAL COUWRY RISK GUIDE M B O O K  WTrRNAli'ONU COVhlXY RISK GUIDE HANDBOOK 



Pohtical leadershp 12 poults 
External confict 10 poults 
Corruphon m government 6 pornts 
mtary m poht~cs 6 polnts 
Orgamed rehgon m polltics 6 polnts 
Law and order tradlhon 6 points 
Raclal and nahonahty tenslons 6 pomts 
Pohhcal terrorism 6 polnts 
Clvrl war 6 polnts 
Pollhcal party development 6 polnts 
Quality of the bureaucracy 6 polnts 

100 polnts 

F i n c ~ a l  nsks F ~ v e  lndlcators of fmanaaI nsk have been 
~dentified for each country 

Loan default or unfavorable loan 
restructuring 10 pomts 

Delayed payment of supphers' cred~ts 10 polnts 
Repudlabon of contracts by governments 10 polnts 
Losses from exchange controIs 10 po~nts 
Expmpnahon of pnvate mvestments 10 polnts 

50 polnts 

Economrc h k s  SIX economc mdlcators have been ldenhfied 
for each country 

Inflation 10 pomts 
Debt s e ~ c e  as a percent of exports of 

goods and sewices 10 polnts 
International hquldrty ratios 5 polnts 
Fore~gn bade collection expenence 5 polnts 
Current account balance as a percent of 

goods and semces 15 por~~ts  
Parallel fore~gn exchange rate market 

rndlcators 5 po~nts 

50 pornts 

4 I?vTWiATIONAL COLLWXY RISK GUIDE HANDBOOK 

I As already ~ndrcated, the compoate nsk ratmg n 
calculated as a welghted average of the ratlngs for each type of 
nsk In calculaang the composite polltical financlal and 
wnormc nsk raung, the follomng formula is used 

I CPFER (country X) = 0 5 (PR+FR+ER) 

i CPFER = Compos~te poht~cal, financlal and mnornlc 
ratlng 

PR = total pol~tlcal mdicators 

1 FR = total financlal lndlcators 
ER = total economlc lndlcators 

I 

The hlghest overall raung (100 pomts) Indicates the 
lowest nsk, and the lowest score (0 polnts) lndlcates the 
hlghest nslc 

For more generai purposes, the degrees of nslc 'led 
by the lnd~wdual nrk value of parncular counmsr( be 
estimated uslng the followmg f u l y  broad categories 

Very hgh nsk OOto495po~n t s  
Moderately hgh nsk 50 0 to 59 5 polnts 
Moderate nsk 60 0 to 69 5polnts 
Low nsk 70 0 to 84 5 polnts 
Very low nsk 85 Oto 100Opomts 

It should be emphasized that IN73WAl7ONAL 
C O U m Y  RISK GUDE does not use surveys of opullon m 
calculating nsk raungs Relevant country lnIormahon 1s 
collected from mdespread pnvate contacts and published 
sources and IS analyzed by consultants, correspondents, and the 
edltors, to evaluate the comparative pohtical, financlal and 
economlc nsks among countries The compoiative assessments 
are then translated mto ratlngs by asslgnlng p l o t  totals for the 
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dlsaggregatd mdicators of pohhcal, financial and economlc 
nsk that have been ~denhfied for each country The pan t  
totals for pohacal, financial and economic nsk, on a country- 
bycountry basls, are then aggregated Into composite nsk 
ntlngs uslng the INlBXAl7ONAL COUhTRY RISK GUIDE 
welghhng system discussed above If subscribers differ wth  
the GUIDE'S assessment of the value that should be assigned 
to an mdlvidual lndlcator of poliucal, financral or economc 
nsk for a pmcular country, an alternahve value for that 
lndlcator can easlly be subshtuted and the nsk rahng 
recalculated following the mechanics of the IARNAE'ON! 
COUATXY RISK GUIDE welghhng system 

The next three sechons of the I~ernaf~onal  Country 
I b k  Cur& Hundbook descnbe the analyucai basis for each of 

) the ~ndlvldual pohhcal financial and economc lndlcators used 
m developing the nsb raungs Sectron I explans 
IRlEKiVAnONAt C O U m Y  RISK GUIDES pohtlcal nsk 
assessment mdicators Sechon I1 &scusses the indicators of 
f inand nsk. Sxhon III defines the econormc nsk mdlcators 
as well as the economc sconng system that u used to m s l a t e  
economc mchcators lnto pant totals, whch are then summed 
to allow cornpanson among countries 

POLITICAL RISK 

I 
The polihcal nsk raung evaluates the posslbrlrty of 

changes In government amtude or policy that could adversely 
affect fore~gn buslness operahons, loans or ~nvestmcnts In a 
pven country , 

1 
I It should be stressed that phhcal  nsk is not necessarily 

the same as pohhcal rnstabhty A country may have a hlgh 
probabhty of a change m government, and yet the polihcal 
chmate for fore~gn buslness may be largely unaffected even 
wth the emergence of a new reglme A smong bureaucracy, 
for example, may be able to keep a country's pohcv *-ward 
forelgn busmesses v~rtually unchanged In otht Ises, 
however, if a change m government a hlcely, the pohtlcal nsk 
may become greater because the country lacks pohacal party 
development, a law and order Uadihon, or other government 
mshtuhons that tend to maintam government pohc~es On the 
other hand, even If the reglme does not change, the govern- 
ment may react to cnoasm, threats and other pressures by 
adophng pohcles adverse to foreign lenders and investors 

I For each country evaluated m IMERh?AnONA 
4 COUNIiPY RISK GUIDE, the overall pohhcd nsk rahng IS 

d e t e m e d  by evaluating thvteen separate pohacal nsk 
mdlcators and assigning nsk pornts based on the maxlmurn 
pomt total For each mdrcator, a hgher score means lower 
p h h d  nsk 

Followrng are demled explanations of how each 
1 pohncal mdrcator 1s assessed and the mmmum pan t  total 
( possible for each 
t. 



ECONOMIC EXPECTATIONS vs REALITY 
(12 pomts) 

Many unfavorable changes m governments and govern- 
ment policies m s e  because expectabons of hrgher hvlng 
standards are not reahzed Lower rahngs for thls lndlcator 
sigmfy larger gaps between popuiar asplrahons for hlgher 
standards of irwng and the abllity or wlhngness of the 
government to dehver ~mprovements in Income and welfare 
The nsks may be greater m a very poor country where the 
government cannot Improve economic condlhons slgnrficantly 
because of h t e d  economlc resources, cormphon, or ineffi 
clency Thls atuahon, however, 1s not llrmted to poor 
countnes In some relahvely hlgh mcome counmes, as a result 
of exaggerated or unreallshc government promses, expecta- 
hons may also nse more rapldly than llvlng standards 

In addhon, nsk may mcrease slgmficantly d mcorne 
growth slows or deches  after rapid mcreases - as m some 
OPEC countnes when oll pnces deched m the 1980 s - so 
that the gap between expectahons and reahty may wden 
dangerously On the other hand, the nsk rating may be higher 
m relahvely poor countnes, where expectahons may be low 
because of reshamed government prormses or because of a 
lesser tendency to copy the hfestyles of bgher mcome coun- 
tries 

Thus, the ratmg for h s  factor may be relatively h~gh  
m some low lncome countnes and low m some hlgh mcome 
countnes, depending on the discrepancy between economc 
asplrahons vs d t y  Lower ranng potnts are glven to 
countnes where there 1s the greatest gap between economlc 
expectahons and d t y  

8 &lZRh'ATIONAL COVMXY RISK GUIDE W B O O K  

I ECONOMIC PLANNING FAILURES (12 points) 

Fdures  m economc planmg mcrease n s l  to foreign- 
ers of doing bunness ln a parhcular country, by creahng 
uncemnaes Operaturg strategy and cash flow may be 
affected, and the hkehhood of a change In government or 
government policy toward forelgn lenders and Investors may 
be Increased Plannlng falures may result from adophng an 
mnormc strategy that 1s not suitable to the country Even an 
appropnate development plan can fa1 if the strategy cannot be 
implemented PIannlng falures typically cause a vanety of 
problems such a s  a squeeze on income and employment, a 
shortage of forelgn exchange, and an mcrease m mflanon 
These adverse eoononuc cond~ho~ls put the government under 
pohhcal pressure and may result 1n a change m regme or the 
lmposlhon of unfavorable or 111 advised economlc poiicres, 
both of whch d l  have a negahve effect on forrlgn bc -ss 
Debacles m economc planning imply the greatest nsk \ b e  
lowest point totals, while successful economlc planmng cames 
low nsk and receives higher nsk rahngs 

POLITICAL LEADERSHIP (12 pomts) 

n s  mdicator addresses the queshon of the long-term 
vlabllity of the current government, based on the degree of 
stabhty of the reglrne and ~ t s  leader, the probablllty of the 
effechve sumval of the government, and the conmuabon of 
~ts pollcies d the current leader dles or 1s replaced A lower 
ratlng for poirhcal leadershp Indicates a hgher probablllty of 
change m government because the leader is wdely unpopular, 
mcompetent orJlas a weak personahty A s ~ o n g  leader who 
mamtams power by not shanng it wth  anyone mlght also 
recelve a low rahng d there 1s no successor strong enough to 
lead the government ~f the office should become vacant In 

lNnRNAnONAL COUhlXY RISK GUIDE HANDBOOK 9 



POLll7GIL. RISK 
general, the greater the potenhal long-term lnstabhty of the 
reglme, the lower the nsk rahng for pohhcal leadership 1 MILITARY IN POLITICS (6 points) 

The parhcipabon of the military m pohbcs can have a 
EX'IERNAL CONFLICT (10 pomts) number of imphcaaons for government In some countries, the 

I possib~lity of a government taLeover by m111tary groups lachng 
External confhct encompasses ~nvaslon, border threats, I in pol~ucal economlc and fmanclal sophlshcauon may be seen 

geopohucal disputes, forelgn-supported insurgency and full- as a h~gh nsk for foragn business A mrlitary takeover or 
scale warfare External conflicts can adversely affect foreign threat of a takeover may also represent a high nsb lf i t  1s an 
bus~ness in many ways, ranglng from restncbons on opera- mdicahon that the government IS unable to function effechvely 
hons, to trade and investment sancbons, to distomons In the and that the country therefore has an uneasy environment for 
allocabon of economlc resources, to vlolent change ~n the foreign busrnesses A military regime may reduce buslness 
structure of society Therefore, a high probab~lity of external nsks m the short run, but loolang further ahead, there may be 
conflict nsk is reflected m lower nsk rahngs no assurances that they vnll effect major improvements in the 

basic weakness of the country s polibcd and econormc 
structures In some cases, mhtary pamapahon m government 

CORRUPTION IN GOVERNMENT (6 polnts) may be a symptom rather than a cause of underlying difficul- 
hes Therefore, lower nsk rahngs indicate a greater .e of 

Fore~gn lenders and mvestors may find ~t difficult to d i t a r y  parhcipauon m pohtrcs and a hgher level of .,~ucal 
conduct busmess effechvely in countnes where there is wde- nsk 

spread finanaal cormphon, m the form of demands for special 
payments and bnbes connected wth Import and export 
hcenses, exchange controls, tax assessments, police protechon, ORGANIZED RELIGION IN POLTTICS (6 pomts) 
or loans If cormphon becomes lncreaslngly widespread, ~t 
may lead to government mstabrlity or overthrow, as cormphon In some countnes, such as Iran, rehgious groups may 
results m unreahsbc and mefficient conmols on the state beheve that they have a nght to coraol government pohcles 
economy and encourages the deveIopment of the black market even though they lack the  rung, experience or personnel to 
In general, hgher ratmgs slgrufy few ethical problems In manage the government effectively In other countnes, 
conducmg busmess The hghest rahng indicates that it is j rehgous groups may exert an important mfluence on pollcy 
unusual to receive demands from government officials for wthout seelang duect control of government The political 
specla1 payments An intermediate rahng suggests that these nsk of orgaruzed rehgion m pohhcs IS that rehg~ous groups 
demands are f a l y  frequent, but usually at a lower level of may promote econormc and soclal pohaes such as land reform, 
government The lowest ratmgs are gven to countnes in subsidies and mlnlmum wages that may have detnmental 
whch fugh government offiaals are llkely to demand special effects, at least m the short run, on mcome, employment and 
payments and where fiegal payments are generally expected resource &ocahon Lower p m t  totals suggest that organized throughout lower levels of government 
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P o L m c u  RISK 
rehg~on may exert a greater degree of control over government I 

guenlla achnty, or attempted assass~nattons In countnes wth  
a low proptnslty for terronsm, oppos~hon can be expressed by 

LAW AND ORDER TRADITION (6 pomts) parharnentary means, or through some other mshtuhon such as 
a duect appeal to the ruler, as m Saud~ Arab~a PoIlhcal 

A country w t h  an estabhshed law and order trad~hon 
has sound pohhcal mshtuhons, a strong wurt system, and 
prowslons for an orderly succession of power T h ~ s  lndlcator 
reflects the degree to whlch the cmzens of a country are 
w d h g  to accept the establ~shed mshtuhons to make and 
~mplement laws and adjudicate dlsputes A high nsk polnt 
total means that there is a strong law and order hadlhon wh~le 
a low nsk pomt total means that there 1s a trad~hon of depend- 
mg on physlcal force or Illegal means to settle clams In 
counmes wth poorly developed law and order trad~hons, 
governments may be less hkeIy to accept the obiigahons of the 
prenous regime 

RACIAL AND NATIONALITY TENSIONS 
(6 pomts) 

Th~s  factor measures the degree of tennon w h n  a 
country attnbutzble to racd ,  nattonahty and language din- 
sons Lower ramgs are gven to counmes where raclal and 
nahonahty tens~ons are iugh because opposmg groups are 
mtolerant and un-g to compmmse I-hgher ramgs are 
gven to counmes where tenslons are mlrumal, even though 
such &fferences may stdl exrst 

POLI??CAL TERRORISM (6 Pomts) 

TIIS md~cator measures the extent to wh~ch dlssldence 
u expressed through pohhcal terronsm, such as m e d  attacks, 

terronsm &mes a iugh risk- for forelgn investors because of 
the threats of property loss and danger to personnel Terror- 
Ism 1s also a negahve pohtlcal factor because fidure of the 
government to contam or defuse ~t can lead to the downfall of .. 
the reglme Such changes m government can increase busmess 
nsks, due to uncemnhes wlth respect to the poltcies of the 
new government Therefore, countnes wth  a hlgh mc~dence 
of pollhcal terronsm receive the lowest nsk polnt totals 

CIVIL WAR (6 pomts) 

Thls lndlcator measures the probability that tff' ?st 
t opposltlon to a government or to lts pohcles wd turn - J a 

vlolent lnternd p o h h d  conflict The OpposIhon may compnse 
a temtory, a large mmonty group, or an economlc class The 
confrontahon IS cons~dered a ad war when opposlhon lgmtes 
Into armed confict The lmphcahons of a a v i  &r for foreign 
busmesses are sirmlar to those of p o h h d  terronsm, but are 
usually more severe w t h  respect to the nsk of an abrupt 
change m government or government pohcy A high probabh- 
ty of clvll war recexves the lowest rahng because ~t represents 
the h~ghest level of nsk to forelgn lenders and Investors 

POLITICAL PARTY DEVELOPMENT (6 points) 

The operamg environment for forelgn bus~nesses tends 
to be more stable for counmes m wiuch there 1s broad-based 
pollhcal partrcipauon In the determinahon of changes m 
governments and m the formulation of government pollcles 
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In some countnes governments may change frequently, but 
slgmficant pohcy revlslons toward foreign Investors are 
relanvely rare events Government phcies are more llkely to 
be mammned where the pohhcal party mechan~sm funcuons 

FINANCIAL RISK 
well On the other hand, where p h n d  partles are closely 
ldennfied wlth pmcular leaders but there is no mechanism for The financial nsk rahng evaluates the nsls to fore~gn 
succession, the r u h g  party may collapse ~f the leader d:es or lenders and investors of an official acnon that would have a 
leaves office Therefore, counmes In wh~ch here IS greater negatlve effect on cash flow or asset d~sposibon The financial 
pohhcal party development recelve hlgher rahng polnts, nsls to foreigners Include f d u r e  to honor loan repayment or 
because they are less Uely to undergo drastlc changes m I conmctual agreements, delayed payment of supphers credits, 
government or m government pohcles toward foreign rnvestors I actual or ptenhal losses from exchange controls, and expropn- 

atlon of fore~gn investment 

QUALITY OF THE BUREAUCRACY (6 po~nts) Actlons taken by governments and monetary authonues 
that put foreigners at financlal nsk may be related to pohtlcal 

The msbtutlonal strength and qual~ty of the bureaucracy or econormc constderatlons For each country evaluated ~n 
1s another shock absorber that tends to rninlmlze revlslons of IIICERNATIONAL COUNTRY RISK GUIDE, the overall 

) p i x y  when governments change Therefore. high nsk polnts financ~al nsL rahng 1s d e t e m e d  by assesstng five m t e  
are glven to countries where the bureaucracy has the strength nsk rndlcators A higher score s~gtufies lower fin an^ n s l  
and expemse to govern wthout drastlc changes m pohcy or The cntena for defirung the five financial nsk lnd~cators are u 
mterrupnons m government SeMCeS In these low nsk follows 
counmes, the bureaucracy tends to have some autonomy from 
polrtlcal pressure and to have an estabhshed mechanxsm for 
r m t r n e n t  and trarnrng Countries which lack the cushiorung LOAN DEFAULT OR UNFAVORABLE LOAN 
effect of a strong bureaucracy recelve low nsk ratmg polnts ~ ~ S I " I ' U C m G  (lo po~nts) a 
because a change m government tends to be traumatic m terms 
of p h c y  formulanon and day-tday adm~mstrahve funcbons Tlus lnd~cator measures the h k e h h d  that a country 

e r p a e n m g  debt m c e  dlfficulbes ulll not honor its obl~ga- I hons to foreign lenders accordmg to the terms of the onginal 
loan agreements The ulbmate nsk 1s repudxahon of debt The 
more common risk is that the ongmal loan agreement wdi have 
to be renegobated or restructured to amend the grace pen& or 
matunty schedule of the arnortmaon payments, or to provide 
more brne to clear up Interest arrears In many ows, lm 
restructuring negobahons between borrowers and lenders are 
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contmgent on the provlslon of new financmg, whch mcreases 
the nsk exposure of the lender Undateral repudlahon of debt 
by a country recaves a zero ratmg because it represents the 
greatest nsk Low point totals indicate a high probabhty that 
a country wll uuhate aChOnS that d necessitate restructuring 
of ~ t s  external debt The hlghest polnt totals are assigned to 
counh-xes mthout debt semclng difficulhes 

DELAYED PAYMENTS OF SUPPLIERS' 
CREDITS (10 pomts) 

A country may delay payments of supphers credlts to 
foragn exporters for many reasons, including foreign exchange 
shortages, bureaucrahc inephtude or because officials expect to 
be bnbed to fac~litate payment There may also be delays by 
central banks m convemng local currencies lnto hard curren- 
aes Exchange delays of SIX months or more receive the 
lowest rahng because they put the fore~gn exporters at the 
greatest nsk of not gethng pa~d High point totals are glven to 
countries m which there IS a short penod between the Ume 
invoices are presented by the foreign exporter and payment is 
made m the requested currency 

REPUDL4TION OF CONTRACTS BY 
GOVERNMENTS (10 po~nts) 

T h ~ s  indicator addresses the poss~b~hty that foreign 
busmesses, contractors and consultants face the nsk of a 
modificahon m a contract talang the form of repudlauon, 
postponement, or &g down A country may inlaate 
contract modification wth a fore~gn buslness because of an 
Income drop, budget cutbacks, mdigenlzatlon pressure, a 
change in government, or a change m government economic 
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and m a 1  pnonhes Low point totals signify a greate 
h k e l h d  that a country wdl modify or repudiate a contrac 
wlth a foreign busmess 

LOSSES FROM EXCHANGE CONTROLS 
(10 pomts) 

A government and its monetary authonhes can ust 
many techniques of imposing exchange controls, incfudin 
regulahng overseas transfers of profits, dividends, royalues an< 
lo& repayments by nonresidents, hmihng the acuviues o 
foreign banks, and quanbtahve aiid qualltahve resmchons o 
imp&, hcensmg, surcharges, and m~laplecurrency prachces 
A w u n q  may mshtute forelgn exchange controls to conservc 
foreign exchange, cope wth  temporary shortages of hquidic) 
reduce Imports or stem capital outflows The potential losse 
from these exchange controls represent a nsk to foreign lender 
and investors Lower rahngs are given to counm( herc 
there is a greater bkehhood that fomgn mvestors face , , n d  
of financd loss due to the imponhon and operaaon o 
exchange controls by the authonhes 

EXPROPRIATION OF PRNATE INVESTMEN7 
(10 Pornts) 

The nsk of expropnahon of pnvate fomgn Investment 
encompasses outnght confiscation and forced nahonaluahon 
The nik of expropnahon may vary by type of buslness or b 
the mvestor's country of dormcrle However, for slrnphfica 
hon of country cornpansons, the IN7ERNATIONA.L COUNKU 
RISK GUDE expropnaQon nsk ind~cator does not make thes 
dtshnchons The lowest nsk ratmgs are glven to counme 
where expropnaaon of pnvate forelgn Investment is a like1 
event 
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ECONOMIC RISK 

Adverse changes m economic condibons m a country 
can put fore~gn lenders and rnvestors at nsk by affecung cash 
flow A detenorahon m a country's economic nsk lndrcators 
may also contnbute to an Increase m polrhcal or financial 
risks A soanng mflahon rate may Ignite s o c ~ d  unrest, and 
could lead to the overthrow of the government An extremely 
hgh debt s e ~ c e  raho may force a country to threaten to 
default on its payments of external debt or to demand a debt 
restructumg arrangement that is unfavorable to foreign 
lenders 

Whzle the nsk pomts for the poIlhca1 and financ~al 
mdicaton are asslgned judgmentally, the economlc nsk poxnts 
are based pnmanly on quanhtahve informahon INirERNA- 
nONAC COUMXY RISK GUDE collects data for economlc 
mdxators (eshmahng m cases where actual data 1s unavalable) 
and makes projechons uslng stahstrcs from the Internahonat 
Monetary Fund, other pubhhed mformahon, and wnsultahons 
mth correspondents and other pnvate contacts To allow 
cornpanson between counrnes, each separate economic 
mdmtor n translated rnto a ratmg, uslng a we~ghhng scale that 
assigns pomt scores to ranges of values for the indicator The 
ratmg po~nts for the mdicator depend on the pamclllar range in 
whch it falls Thus, an inflabon rate of 4% would fall m the 
4-5% range and, accordmg to the sconng gu~de, gets 8 5 rahng 
pornts out of a possrble maxlmum of 10 pomts I3gher rates 
of mflahon would receive lower pomts 

The total economic nsk raung for each country 1s 
formed by t a g  the sum of the ratlng polnts for the six 
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economlc 1nQcators In order not to pen&= a country's nsk 
ratmg when an md~cator is not avadable, a special methodolo- 

I gy 1s used in whch the pornt total of the avalable mdicators n 
I msed proporhonately by the raho of the maxlmum possible 

i we~ght point total of the mlssing indtcators to the maxlmurn 
poss~ble we~ght of the reported indicators For example, In I Bahmn, where there 1s no avalable debt servlu raho, the 

I Calculabng the Adjusted Econornlc h s k  Rahng 

h s k  Poults Max Possrbie k s k  
for Reported Porn& for Avvl Adjustment I h n o m c  Indlator Indicators Ind~utors Factors 

I 
I 

Idatron 10 0 
Forc~gn Debt Servru N A 
h t r m a h o d  h~qLU&ty 2 5 
Forergn CoUectloa Record 2 5 
C u m t  Account Balance 11 5 
Parallel Market Ind~cator 5 0 

I Subtotal 31 5 
Mlsslng Debt Servlu 

Ind~utor - 
A d j u ~ t ~ l  FhUo for 

I 
M m g  Ind~cntor - 

Adjutmat Factor for 
Mrsnag Ind~utor 7 875 1 TOTAL. 39 375 50  

I 
scomg porn& for the other five avalable lndlcators add up to 
a point total of 31 5 The adjustment raho for the mlsslng debt 
service ind~cator IS 10140, the rabo of the maxlmum posable 
point total of the rnlsslng indicator (10 po~nts) to the maxn-nurn 
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possible pomt total of the reported mdlcators (40 points) 
Mulhplylng t h ~ ~  rabo (10/40 or 25) hmes the scomg pan t  
total of the reported mdlcators (31 5) yields an adjustment 
factor of 7 875 T h ~ s  polnt adjustment factor of 7 875 1s added 
to the 31 5 sconng polnt total of the reported lndicators to 
produce an economlc nsk rahng for Bahmn of 39 5 points, 
expressed m rounded terns 

Followng are dewled definihons of the SIX economlc 
nsk lndlcators The maxmum pomt total for each of the 
lndlcators 1s shown In parentheses The swnng gulde for 
converting the values of lndlv~duaI Indicators Into economlc 
polnt totds appears wth  each defin~hon glven 

INFLATION (10 pomts) 

Indicators of mflahon are shown In Table B of Appen- 
dix I m each Issue of IiV2ElWATIONAL COUhlXY RISK 
GUDE The mflabon rates for the current and prevlous year 
that appear m the last two columns of Table B are used as 
Inputs mto the econormc nsk rahngs 

The mflatIon mdicators that are used m the IhT?ZI?NA- 
llONAL COUNlTY RISK G U D E  econormc rahng system 
requlre some mterpretatlon Offinal consumer pnce lndexes 
may not fully reflect the rate of mflahon In many countnes 
there are weaknesses m the consumer pnce Index due to 
man~pulatlon, mclus~on of narrowly chosen or lnappropnate 
components, or improper welghtmg (especially of subsrdlzed 
gods) In some countnes, dlstomons exist because the pnces 
of goods m the Index do not correctly reflect thelr scarcity In 
the economy Officlal pnces may be totally unreallstlc because 
of wdespread pnce conuols and black rnarketr In cases 
where there are major d~stomons In the pnce index, IMERNA- 
l7ONA.L COUNZRY RlSK GUIDE may eshmate inflation 
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hxgher than offic~ally-reported rates Smce the structure ar 
qdty  of consumer pnce Indexes dlffen wnslderably fror 
country to counery, the ZNlERNAZ'ONAL COUNTRY RIS 
GtriDE lnflatlon mdlcator eshmates cost-pnce mflanon m a 
economy bas4 on consumer p n c .  and wholesale pnces J 

equally we~ghted proporhons Kgher rates of mflaaon carr 
greater econormc nsk and are translated mto lower polnts 

INFLATION 
RANGE POINTS 

O m  1% 
2 
3 

4 to5  
6 to 7 
8 to 9 

10 to 11 
12 to 13 
14 to 15 
16 to 18 
19 to 21 
22 to 24 
15 to 30 
31 to40 
41 to 50 
51 to 65 
66 to 80 
81 to 95 

96 to 110 
111 to 130 
Over 130 
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FOREIGN DEBT SERVICE AS A PERCENT OF 
DEBT SERVICE AS A PERCENT OF 

EXPORTS OF G O D S  AND SERVICES 
Thls lnd~cator appears m the second column In TabIe A 

RANGE POINTS 

Debt Service Rahos In Table B of Appenduc II Esbmates of o t o 4 %  10 0 

debt servlce payments are dlvlded by exports of goods and I 
5 to 8 9 5 

semces to allow for cornpanson among countries Exports are 9 to 12 9 0 
broadly defined to lnclude merchandise exports, lncome from 13 to 16 8 5 
foreign loans and mvestments tounsm, fees, royalties, and 17 to 20 8 0 
enugrant renuttances For the Less Developed Countnes, debt 21 to 24 7 5 
s e ~ c e  1s defined as lnterest and amortlzabon on total external 25 to 28 7 0 

, debt, mcludmg short- and long-term, publrc and pnvate debt I 29 to 32 6 5 
IATERMAnONAL COUIWRY RISK GUIDE esumates of debt I 33 to 36 6 0 
s e ~ c e  payments are based on data pubhshed by the World I 37 to 40 5 5 

I 
Bank, the Internahond Monetary Fund 0, the Bank for I 41 to44 5 0 

45 to 48 4 5 
1 

Internanonal Settlements @IS) and the Organlzahon for I 
EcOnomc Cooperahon and Development (OECD), as well as 49 to 52 4 0 

53 to 56 3 5 
57 to 60 3 0 

GUDE consultants and correspondents 61 to 65 2 5 
66 to 70 2 0 
71 to 75 1 5  
76 to 80 I 0  
81 to 85 0 5 
Over 85 0 0 

rescheduhg or refinancing agreements wth fore~gn banks and 
governments For the rndustnal countries, debt s e ~ c e  1s INTERNATIONAL LIQUIDITY RATIOS (5 pomts) 

Thrs mdlcator appean in Table D of Appendur I In 
every Issue of IN7EILNAnONAL COUKTY RISK GUIDE 
The lquxdlty ratlo mdlcator for the current month is calculated 
a s  a three-month movlng average of the number of months for 
whch imports can be financed wth current reserves In 
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calculating reserves, gold IS valued at market pnces and 
adjustments are made for a country's IMF posinon as well a s  t FOREIGN TRADE COLLECTION EXPERIENCE 
for the external habhhes of the central bank Thus, l~quldrty (5 pomu) 
is defined as total officral holdings of forelgn exchange, SDRs, L 

the reserve posinon m the IMF, and gold valued at market T h ~ s  rndlcator is shown In Table A in Appendu: 11, 
pnces, wth negahve adjustments for the use of IMF credlt and which appears monthly in INIERNAnONAL. COUMXY RISK 
for the external habiliues and foreign borrowng of the GUIDE These evaluanons, based on the surveys of Export 
monetary authonnes Reserve posihons b a m e  comparable Credrt and Co l I~hon  Data pubhshed m IhTERNAi7ONAL. 
between countries by expressing lrquldlty m terms of the I REPORTSS, xslgn p rn t  totals that determlnsd by the 
number of months for whlch lrnports can be financed I number of months for whch payments for imports are delayed, 

I 
I as well as for the months of delay before the central bank 

However, the mternabonal l~quidrty indicator often I converts local currency payments Into hard currency Rahng 
requres careful interpretahon This ind~cator may overstate a points from these two evaluaaons are combrned into one 
country's lquldlty m cases where part of the officlal reserves I indicator The lowest nsk polnts are glven to the countries 
have been pledged as collateral for a loan, or where Import whch have the longest penod of delay m paylng hard currency 
levels are d l c r a l l y  low due to controls In w e s  where a for imports The total lndlcator is the sum of the po for 
country has readily accessible llnes of credrt, thls lnd~cator exchange delay and collecuon experience 
tends to understate hqu~d iy  The number of months for whlch 

i 
imports can be financed by adjusted reserves determines the 

I lquid~ty nsk: five months or more of coverage can be consid- 
EXCHANGE DELAY POINTS 

ered as 'good", 2 112 to 5 months' coverage 1s sahsfactory," 6 months or more 0 0 
and less than 2 112 months coverage IS "unsabsfactory " 5 months 0 5 
Thus, low rahng pornts are given to counmes with smaller 4 months 0 5 
mternahonal bquidity rahos 3 months 1 0  

2 months 1 5  
RANGE POINTS 1 month 2 0 I OOtoO5 0  0  0 months 2 5 

0 6 t o 1 0  0 5  1 I 
1 1  t o 2 0  1 0  COLLECriON 
2 1  t o 3 0  1 5  EXPERIENCE POINTS 
3 1 t o 4 0  2 0  Poor 
4 1 t o 5 0  2 5  

0 0 

5 1 t o 6 0  3 0  
Poor to fau 0 5 

6  I t 0 9 0  3  5  
Fax 1 0  

9  1 to 12 0  4  0  Far to good 1 5  

12 1 to 15 0  4  5  Good 2 0 

Over 15 5  0  Excellent 2 5 
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CURRENT ACCOUNT BALANCE AS A 
, PERCENT OF EXPORTS OF GOODS 

AND SERVICES (15 pomts) 

l k s  lndlcator appears m Table C of Appendlx I of 
every Issue of IATERNAl7ONAL COUhTRY RISK GUIDE 
The trade account of each country 1s reported m the tables as 
supplementary mformauon, but IS not exphcltly lncluded In the 
calculanon of the current account nsk raung In order to make 
the cu-ent account balance comparable among countnes, the 
surplus or deficlt n dlvlded by the value of exports of goods, 
services, and pnvate transfer payments 

The current account IS the sum of the country's trade 
balance payments and rempts for serv~ces lncludlng tounsm 
and sh~ppmg, mvestment Income, Interest payments for debt 
servlce, and hansfer payments for emlgmt remittances and 
fore~gn a d  

A wunby's current account balance has an mportant 
Influence on ~ t s  Ilquld~ty poslhon and debt servlce capacity 
The negabve Impact on the economy of a rapld detenorauon 
m the current account balance can also lead to an Increase m 
the pohncal and financlal nsk of dolng buslness In a country 
Therefore, the current account rat10 cames the heavlest 
theorebcal welght for a smgle ~ndlcator - 15 polnts - In the 
calculanon of the economic nsk ranng The lowest rahng 
pomts are given to countnes m whlch the current account 
defiat represents a h~gh propomon of goods and semces 
expom Counmes wrth current account surpluses recelve hlgh 
ratlngs sigrufying low nsk 
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CURRENT ACCOUNT AS PERCENT 
OF EXPORTS OF GOODS AND SERVICES 

RANGE 

More than 25 % 
20 1 to 25 0 %  

15 1 to 20 0 
10 1 to 15 0 
5 1 t o 1 0 0  
0 0 to 5 0 
-0 1 to -5 0 
-5 1 to -10 0 

-10 1 to -15 0 
-15 1 to -20 0 
-20 0 to -25 0 
-25 1 to -30 0 
-30 1 to -35 0 
-35 1 to 4 0  0 
4 0  1 to -45 0 
4 5  1 to -50 0 
-50 1 to -55 0 
-55 1 to -60 0 
-60 1 to -65 0 
-65 1 to -70 0 
-70 1 to -75 0 
-75 1 to -80 0 
-80 1 to -85 0 
-85 1 to -90 0 
-90 1 to -95 0 

-95 1 to -100 0 
-100 1 to -105 0 
-105 1 to -110 0 
-110 1 to -115 0 
-115 1 to -120 0 

Below -120 

POINTS 

15 0 
14 5 
14 0 
13 5 
13 0 
I2 5 
12 0 
11 5 
11 0 
10 5 
10 0 
9 5 
9 0 
8 5 
8 0 
7 5 
7 0 
6 5 
6 0 
5 5 
5 0 
4 5 
4 0 
3 5 
3 0 
2 5 
2 0 
1 5  
1 0  
0 5 
0 0 
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PARALLEL FOREIGN EXCHANGE RATE MAR- 
KET INDICATORS (5 pomts) 

l h s  indicator 1s reported m Table E of Appendlx I m 
each issue of I?LWU?Al7ONAL COUhTRY RISK GULDE It 
shows the percentage dlfference between officially approved or 
official exchange rates and rates on the parallel market, 
expressed m currency units per US dollar For example, if the 
officd rate IS 100/US% and the parallel market rate IS 

120/US$, the percentage dlfference between the two rates 
would be 20% 

The nsk ratlng 1s based on the three-month movlng 
average of the percentage difference between the parailel 
forelgn exchange market rate and the officlal rate Thls 
dlfference represents the extent to which the official market 
rate may be o v e d u e d  

If the officlal market rate 1s totally free wthout any 
RStrIChOnS on the currency tradmg, the parallel market and 
officlal rates WIU tend to be equal, but m most countries, the 
forelgn exchange market 1s not allowed to operate without 
resmctlons 

An mcrease m the discrepancy between the parallel 
market rate and the officlal rate may be an indicator of senous 
mflahon, an mhactable debt semce problem, a detenoratlng 
kquidity situabon or a doubtful pohtlcal cilmate If the parallel 
market differenhal for a currency nses but there are no 
parhcular econormc dlfficulhes, it may indlcate a consensus 
that there wdl be an unfavorable pohtlcal change Hlgher 
parallel market dlfferentlals recelve fewer nsk points 
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RANGE 

Less than10 
1 1  t o 2 5  
2 6 1 0 5 0  

5 1 t o 1 0 0  
10 1 to 15 0 
15 1 to 20 0 
20 1 to 30 0 
30 1 to 40 0 
40 1 to 60 0 
60 1 to 80 0 

Over 80 

POINTS 
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How To Improve Export Financing 
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Export financlng presents particularly complex problems 
for the financial manager slnce rt requires involvement In a 
wlde range of areas from overall corporate credlt pollc} and 
marketing techniques to different nattonal borrowing condl 
uons and export payment guarantee programs Sales abroad 
requlre firms to deal wrth lssues of exchange nsks uncemn- 
tles about the financial strength and rellabllity of forelgn cus 
tomers as well as the added costs of special financlng In 
addltlon man, countries st111 have smct exchange controls on 
rermttances of convertible currencies 

Thls repon concentrates on the lssues that companies should 
consider rn structunng then total export financlng m x  It 
also prov~des some suateglc advlce on how to finance expons 
at the louest cost and wlth the greatest simplicity In an ]deal 
world an exporter would recelve payment before shlpprng 

@ goods T h a  can rarely be accomplished however Indeed 
exporters ~ncreas~ngly extend credlt and even countertrade 
terms as a competltlt e sales tool 

Many govemments as pan of thelr efforts to promote ex 
ports offer programs that reduce rhe nshs of selllng abroad 
Vanous export ~nsurance schemes have been estsbllshed and 
are outllned In deta.11 In the counm reports of Flnanclng 
Forergn Opcrarions (FFOj In essence these programs give 

the exporter the option of secunng financing and Investment 
insurance through government agencies Flnanclng for export 
sales 1s often offered with easler terms and at reduced rates 
Insurance is generallb a\ allable fol oollt~cal n s l s  (e g natlon 
al17atlon expropnation and control, on remltrancesj the n,i s 
of b a n h p t c i  of the buver and fo- forelgn exchange Iobses 
Thc details ot each program are p11 en in Sec 12 0 of each FFO 
countn report 

The Currencl of Sales 

Tnc procesc of expon finznclng b r p s  briore the sale 1s 
nade In nrgotlatln; the sale ~ n d  d ~ n  ning ~ t s  cond~tlons 
the corporate elecutive must conslder hou the s l k  ulll be 
financed and at uhat cost One of tne first ~ssbs  1s to aeclde In 
uhich curenct the buver ulll be charged Excnange rate 
fluctuations can e ~ & e r  eliminate an\ profi and turn the expon a - 
In the p r h r s s  of upd;llrng rhls cnnplcr of  FFO some fin;tn-131 r o n d ~ l ~ o n s  ma\ h.~! 
to lnc FFO U p i ~ t c r  shccls w h l c ~  arc scot on 3 month lo subscrlwrs 

sale Into a loslng transacuon or conversely result in a w~ndfall 
for the exporter Some government export credit ~nsurance 
agencles and pnvate insurers offer exchange nsk cover but thls 
IS relatively expensive and avulablllty does not match 
demand 

Exporters must cover exchange nsks from the date of sale 
or sh~prnent to the date of payment It s common for exporters 
to negouate a ume draft wlth a bank In forelgn currency under 
whlch the bank wlll buy the paper at the rate of exchange 
prevad~ng at the matunty of the draff I e at the rate quoted In 
the forward exchange market If the forward rate commands a 
dlscount the addihonal costs should be factored Into the export 
pnce If however tne exporter is holdlng the draft unul 
matunty ~ t s  value can be protected by hedglng 1 e the curren 
cy may be sold on the forward market for dellver~ at matunt) 
of the draft thereby covenng the nsk dunng the tlme lag 

inflation must also be considered when negouaung a con 
tract espec~ally for trade wlth buyers m volatlle markets In 
many cases the purchase pnce 1s fixed but a cost escalation 
factor 1s Included In the contract In other cases matenal or 
labor costs or both ma\ be Indexed aganst an inflation scale 
such as the consumer pnce Index 

Countertrade 

To overcome the probiems of forelgn exchange and lnfla 
tlon govemments In export markets uhere these problems 
have become a major obstacle to trade have promoted altema 
tlve forms of paynlcnt for Imports most commonl\  
countertrade Most forms of countenrade ~nvol\e  the use of 
currenc) but the value of the goods used In pavment fo, 
lmpons 1s set In advance thus avold~ng the problems O F  ex 
change rate fluctuations and lnflatlonan cost escalations 
Countenrade accounts for about 159 or uorld trade and IS a 
separate pajment sjstem to that ofcomrnerclal tr73e financ~ng 
although ~t also lnvolves some 01 the szme procedures such as 
letters or credlt etc 

The concept of countenrade aates back to the tlmz u he7 
mane) had not jet been ~ntented uhzn gooos and senlcec 
uere exchanged u boll\ through barter A currencj that canno 
be exchanged for another curreno is noncontenlble ano 
general15 of llttle or no talue outside ru countn of clrculatlon 

changed Fo th rrosr current rnlcrcst and forclgn cxcLnngc rstcs o~c,sc re c 
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offset cleanng agreements and swltch transacnons The five 
baslc types of countertrade occur In many dfferent f o m  and 
some transacuons incorporate elements of two or more of the 
baslc vaneues 

Bmer, or swap IS the oldest form of trade predomnant in 
pre monej economes It ~n\olves d~rect exchange of goods 
between trading partners and must be carned out simultaneous- 
ly d nsks are to be held to a nunimum No money IS lnvolved 
and the value of the goods m each hrecuon must be equal No 
thud party IS lnvolved By contrast compensauon counterpur 
chase or product buy back comnutrnents can be m s f e r r e d  to 
thtrd parues (e g a professional uadlng house or an end-user) 
for fulfillment 

Barter suffers from the problem that findlng goods of equal 
value makes the scheme cumbersome Vanauons m the quallty 
of merchandise disagreements over the value of the goods and 
servlces and the relauve inflexibility of thls sort of transacuon 
11mt ~ t s  use Nevertheless barter is used extensively when 
money transacuons for one reason or another slmply will not 
work This was the case in the early 1980s m Eastern Europe 
and Laun Amenca when countnes were unable to meet thelr 
financial obllgatlons and were In effect bankrupt Basically 
baner is an inconvenient and lnefilclent way of tradlng whlch 
IS why ~t was superseded by monev In the first place 

Compensut~on has become-~naccurately-a genenc term 
fo- countenrade Correctly used however compensation ap 
phes to a specific form of countenrade slmlar to barter except 
that goods are pnced in monetar) terms not In ktnd Like 
barter the nsL 1s considerable slnce there are no guarantees 
that once the first party to the uansacuon ships goods the 
second party w11l fulfill then half of the deal w ~ t h  the reciprocal 
shlpment Under compensatlon the obligations of the trading 
partners are covered by a slngie contract No monev changes 
hands In the uansactlon but the monetan balue 01 the dellvery 
IS set and subsequent dellvenes are also valued and credlted 
agarnst the debt for the ongtnal dellvery Compensat~on IS In 
fact llttle more than a form of baner wlth delal ed palment The 
transactlon can be covered b j  insurance or bank. guarantees 
from the countertrade goods suppller but these protectlve de 
vlces add expense to the deal Although compensatlon deals 
are someu ha, more flexible than baner they are just as lncon 
\enlent and lnefilclent and are also seldom used 

Counterpurchase u as the traditional form of countenrade 
urdel) practiced b\ all East European and Latln Amerlcan 
countnes In the 1970s and earl! 1980s It., use however 
declrned In h e  late 80s and earl\ 90s due mainlj to two 
factors (1) The polltlcal changes that tool, place wlthin the East 
European countnes made the arrangement unworhable on the 
EE slde and (7,) economlc collapse of several EE countnes 
meant that an\ arrangement in\ol\lng credit were unaccep 
table to the R'estern aanner Thls snn of countenrade 1s no, 
Llk.el\ to return In deallng ulth EE It u a s  inefficient and 
cumbersome to admlnlste- although of all of the banatlons on 
countenrade counterpurchase offered maxlmum f l e x ~ b l l ~ n  for 
ail panles concerned I t  can uorl, on]! uhere a rong central 
government 1s ara~lablt lo dlrccf expons Counrerpurchase 
continues to be popular outs~de Eastern Europe 

In a typical counterpurchase deal a Western exporter In 
Counny A agrees to sell products or servlces worth a given 

amount to a buyer in Country B under the terms of a contract 
(Contract 1) in a separate Independent document (Contract 2) 
the Western exporter agrees to purchase goods or semces from 
a seller m Counay B at a glven amount, usually a percentage 
of a Western firm's sales contract w l h n  a specified penod of 
tune The value of the counterpurchase can amount to more 
than 100% of the Western sale Contract 2 usually specifies 
penalues of one form or another should the Western firm not 
fulfill ~ t s  obkgatlon to purchase countenrade goods In add1 
uon Contract 2 1s usually transferable allowlng the Western 
company the poss~blhty of uansfemng' ~ t s  obllgatlon to 
purchase C o u n q  B goods to a tracbng house or other party A 
framework contract (Contract 3) tles the two deals together 

The major dlfference between counterpurchase and com 
pensatlon transactions IS that the former usually enml two 
separate but hnked contracts--one for the sale of the products 
and a second under which the exporter agrees to purchase 
products from the lmportrng c o u n q  Exporters enjoy the major 
advantage of getung full payment for then dellvenes at once 
or under credit arrangements whlle then own purchases have 
to be p a d  for only when sultable products have been found and 
a contract has been signed 

Advance purchase as a form of countertrade IS slrmlar to 
compensatlon with the pnmary dlfference bang the tlme 
frame withln which the deal IS fulfilled Advance purchase 
offers the advantage that the Western firm need not seek out 
the countertrade goods nor are there quesuons of fulfillment 
on the part of the EE or other partner Advance purchase puts 
the burden of the transactlon squarely on the other partner both 
rn terms of settllng pnce and ensunng that quallty and dellvery 
speclticanons are met 

The procedure reverses the typlcal countemade arrange 
ment The Importer first supplles the counterpurchase goods 
The concept was developed whereby EE buvers would shrp 
goods elther to thelr Western suppliers or to thud parues wlth 
the proceeds bang held In escrow In a bank account In the 
West to be released ro Western suppliers when the shlpment 
of thelr goods were recelbed In EE If the export IS not 
scheduled to taAe place for some trme the lmponer may ask 
for a gua antee from the hestern exporter s bankers The 
exporter then sells the goods and makes deliven Once the 
export 1s delivered the escrou account IS u lthdrawn and the 
bank. guarantee ~f there IS one IS recalled T i e  lnterest pad  on 
th escrou accounc IS convened Into extra goods lo bc~ suppl~ed 
to the purchaser 

Ad\ance purchase deals theoret~callv offset one another 
~ l t h  each slde supplying goods of equal balue In prdctlce 
aeals rarelb balance equallb B\ arrangement an\ small 
amount remalnlng to the credit of m e  partner mav D ~ P  held over 

conven for a future deal or even p a ~ d  ~n hard currenc) UnllL, 
tlonal coun[erpurchase or buy back. deals u hlcn c ~ n  d e  seb 
era1 vears to complete adbance purchase nansactlons are 
usuall\ concl~dcd u ~Clln sebe-d rnowns Tbe great zppeal of 
ad\ancr purchase arrangements for e x p n e r s  IS that the\ are 
full) protected from nonshlpment because the\ receike the 
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goods before malung thelr own dellvery The goods are rn hand 
and can be checked for quallty and quanuty avo~dlng payment 
delavs 

Product buy-back deals (someumes referred to as short 
cover~ng) have been wrdely used to finance Western turnkey 
projects In Eastern Europe In a typlcal buv back transacuon 
the MNC seller of plant components and equ~pment agrees to 
accept output from the plant as payment 

Buy-back has the advantage that supplrercred~u often wlth 
government guarantees can be used to finance the equlpment 
sale to the buyer While many guarantee orgamzatlons (such 
as Hermes In Germany the ECGD rn the UK Coface InFrance 
Kontrollbank In Ausma Exlmbanl, in the US and others) may 
not look hndly toward or flatly refuse to finance deals In 
whlch ultlmate payment IS In countemade goods most buy 

~ c k  arrangements escape thls scrutlny (or the countertrade 
aspect IS overlooked) slnce the countenrade 1s separate and the 
time frame of the deal extends over a considerable penod 
Because of the capital goods nature of the Investment financ- 
rng over a longer penod is often avalable 

The brggest drawback to buy back IS that a manufacturer of 
producuon equrpment often gets rnvolved In supply of resultant 
goods thus be~ng placed lnd~rectiy In competltlon w ~ t h  the 
other (Western) buvers of that same productlon equlpment 
Wrth the changeover to market economes In EE the danger of 
thls form or cut pnce competltlon IS no longer so womsorne 
but man\ equipment producers sull prefer not to be assocrated 
wlth a fin~shed product that competes wrth that of the~r  other 
customers The problems are greatest wlth branded goods or 
products that can be falrly easll) ~denufied as to source and 
manufacture Products whose ldent~ty or onprn 1s drfficult to 
deterrmne (e g bull, chermcals) are eas~est for a Western firm 
to handle o r  a buy back bass  

There are rnree types of buy back. deals 
( I )  Poimen? In resulranrproducrs relaring ro the suppller s 

d u s m  bnder this arrangement exporters recelve products 
'rectl~ from the factory or prolect the! have bu~lt or supplred 

these products are the hnd  the suppl~er company generally 
produces or In u h ~ c h  rt normall\ deals An example of a 
buy back. scheme 1s the uell publ~c~zed Sov~et gas prpei~ne to 
Westcn Ed-ope Ir u h ~ c h  p pe compressors controls and 
orherequrpment pro\ided bx Western companles are to be r - ~ d  
for u ~ t h  g2 delnered to Western Europe through the p ~ p e  ne 
over a predetemlned penod of years 

(21 Pa\menr In resulranr products unrelared ro rhe 
supplrer 7 lndusrn hlan\ compan~es are unu~lilng to tale 
back such p-oduc s &cause the\ s~rnpl\ do not Inou hou to 
rrsri ef t k m  e \en  though these goods x e  made w ~ t h  thelr own 
equipment 

(3 )  Bu\ DUCA or resulr~nr andort~erproducrs To a \ o ~ d  such 
problems u ~ t h  rebulunt products some U estern companles 
ma\ contrdct lor rmxea palment An exponer agree~ng to a 
total bu\ back. obl~gat~on m~ght for example be able to take 
one th~rd In resultant products and tuo  th~rdh In arr) other 
products made rn the Importer s countn 

k t\p1cdl m~xed hub bazl  pack,,^ uould be one in u h , : ~  
a Western comwn\ suppl~es rqulpment and Lnou hou for the 

producuon of finlshed manufactured goods such as texules 
wooden boards furniture and household applrances In turn ~t 
buys back resultant products for sale through a uad~ng corn 
pany along wlth nonresultant products such as machlne tools 
or raw matenals whlch ~t can use In ~ t s  own producuon 
processes or sell 

In some cases buy back may consist totally of nonresultant 
products (technically t h ~ s  would then be a counterpurchase) rf 
the resultant products are not marketable m the supplrer s home 
country In ~ e ~ s r ~ o  s well-public~zed Sov~et  venture the firm 
agreed to license several bottlrng plants In the USSR and to 
dellver Pepsi concentrate to these plants Since the subsequent 
output would be redundant In PepslCo s Western markets and 
would compete wrth cola made by PepsrCo sown bottlers the 
company agreed to an offset involving credrts aganst the 
purchase of Stolichnaya vodka for Import to the US 
Offset arrangements are considered separately from the 

more usual forms of countemade because of the difficulty In 
definlng such deals Offset IS practiced more than any other 
form of countemade by governments of Western ~ndusmal 
counmes as well as EE and develop~ng countnes Under the 
deslgnauon ~ndusmal pamc~pation ln Australla ~ndustnal 
benefit" ln Canada and offset rn most counmes t h ~ s  form 
of countertrade covers a w ~ d e  range of transactlons and may 
take many vanatlons Under an offset agreement a Western 
company usually selling mllltary a v ~ a t ~ o n  or major Investment 
projects IS requlred by the government of the purchasrng 
countn to buy a percentage of the value of ~ t s  sale from the 
purchasrng country A suppller of mllltary alrcraft for ex 
ample w~ll  be requlred to purchase a cenarn amount of goods 
o\er a penod of t ~ m e  In effect to help finance tbe deal 
McDonnell Douglas of the US cla~ms to be the world s largest 
countertrader based on ~ t s  sales of CI\ 111an and rnllitary alrcraft 

Offset mav be drrect or lndlrect In drrect offset sellers are 
obllged as a condltron of the ongrnal sale to license or t ra~sfer  
therr technolog) to subcontract manufacture or assernbl\ or 
even to Invest In the local econom} and then are often requlred 
to help export or bu\ back some of the resultant products In 
lndlrect ofrset a government or the purchase (often one and the 
same) obl~ges a fore~gn suppller to purchase nonrelated goods 
or sewces In that country up ro an agreed lpon percentage of 
the onglnal sale 

Clearing agreements although excluded from the stnct 
definlt~on of countenrade can be used b~ Western companles 

t-- 
to Increase the~r exports to a panner count5 that IS in surplus 
(see Su itch transactlons belou) Cleanng agreements are 
pavrnent nrrrements that ma) but need not operate parailel to 
b~lateral L me agreements Van! bilateral trade agreements are 
settled In ~on\erttbie currencres and do not rnclude a cleanng 
agreement 

Lnde o~lateral trade agreements the two slgnatones s t~pu 
]ale In a frsrnruork. agreement In ad~ance  the r\pe of goods 
thar are to be exchanged oter  a penod usuall\ of two to five 
vears Follou up agreements detennlne the annual quantltles 
u ~ r h  Dnces fixed on a quaner l~  sem~annual or annual baas 

Count-es struggl~ng A  ti- at tic1 proolens hate occas~ona 
1~ used clearing agreements 2s a de!~ce to make the debtor 
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How a Typical Sw~tch Transaction Works 

Sw~tch IS based on the assumpl~on of a trade Imbalance between 
two countnes one of whrch w~ll be the purchaser of the Western goods 
In pnncrple sw~tch transactlons can be carned out usng any deanng 
agreement that IS not ~n balance Thts trad~ng method requtres agree 
men1 of all parlres however or it wll not work 

For the sake of example assume an rmbalance In the trade agree 
men1 between Czechoslovak~a and Argentl~ Czechoslomkla w~ll have 
del~vered as agreed but Argenl~na has been unable to supply the 
agreed currency amount Trade offi~als or a buyer ~n Czechoslovalaa 
Suggest to a US based MNC lhat they do not have the converbble 
currency a~l lable  to pay fords products or servlces but they would pay 
ln cleanng currency drawn agarnst Argenl~na s account 

h e  US firm agrees and del~vers $90 000 worth of products to a 
customer ~n Czechoslovaba quot~ng a pnce of $100 000 and agreeing 
to accept payment ~n cleanng un~tsdrawnaga~nst Argent~na The reason 
Iorthed~Herent~albetweenthe value of gdsdel~veredandthe ~nvorced 
pnce wll cover the costs of using a spec~al~zed sw~tch trader to ~mple 
ment the deal 

The sw~tch trader finds an Importer rn Mexrco wtll~ng to pay $95 000 
for $100 000 cleanng un~ls worth of say Argent~n~an frurt jutce con 
centrate The Importer tn Mexlco opens an ~rrevocable letter of cred~t ~n 
favor of the sw~lch trader payable on rece~pt of the Sh~ppcng documents 
from Argentma 

The sw~tch trader ~nforrns the cleanng account bank ln Czechos 
lovak~a of the name of the seller ~n Argenl~na and the goods ~nvolved 
The bank then Issues a letler of cred~t to 11s correspondent bank rn 
Argentma g~v~ng the name of the Argent~ntan seller a product descr~p 
t~on and the name of the buyer In Mex~co IQ whose lavor the shtpp~ng 
documents must be made out 

The exporter In Argent~na sh~ps the lutce concentrate glvlng the 
shipping documents to 11s bank whrch forwards them to Czechos 
lovak~a The exporter IS pa~d $100 DOO worth of local currency by the 
bank lhat adm~n~sters the cleanng agreement Wh~le the shrpp~ng 
documents state that the jurce concentrate was deltvered to Czechos 
lovakta he actual shtpment IS made d~rectly to the purchaser rn Mexrco 

h e  cleanng account bank ln Czechoslovaloa forwards the sh~pp~ng 
documents to the swltch trader who presents them to the Importer or 
11s bank ~n Mex~co Those documents release the 595 000 under the 
~rrevocable lener of credd ln favor of the swrlch trader opened at the 
start of the whde transacbon by the Imporler ~n Meuco 

The swtch trader pays the U S  firm the agreed upon $90000 
retarn~ng a f 5  000 fee for 11s sewaces covenng rts cosls and profits 

Prtialls of Switch Transactrons 
Clearly swtch transactmns cnvolve h~ghly complrcated procedures 

and are best left to experts ~n the field Prtfalls abound 
L~m~tatrons may exrst on product or country of ongtn R~skrs rnvolved 

In slgnrng an agreement provrd~ng for payment ~n cleanng un~ts before 
it IS absdutely clear for what purposes the cleanng funds may be used 
and whether a th~rd party IS allowed to buy products ~n the country 
concerned Th~rd part~es may be shut out of deal~ngs w~th countnes 
where government control or ~nfluence over forecgn trade IS weak In 
such s~luat~ons government authonttes may not want th~rd part~es to 
benefit from a b~lateral cleanng agreement Further it IS ~mportant lo 
establ~sh what products are available and rf they w~ll st111 be ava~lable 
when the transactton IS actually undertaken Switch traders are tnvalu 
able here they canadwse whether a deal IS unreal~st~c or would ~nvolve 
too much nsk 

The very least a company should do before entenng lnto a final 
comm~tment to accept cleanng funds IS to slgn prel~m~nary contracts 
w~th potent~al sources of those cleanng funds and wtth potent~al end 
usersof thegoodsthat can be bought w~th those fund Suchprel~m~nary 
contracts can oHer some protectton aga~nst unexpecled problems 
whtch may rnclude 

sudden rntroduct~on of government controls on clear~ng settle 
ments 

unexpected suspension of b~lateral cleanng agreements 
relect~on of a th~rd party as benefictary to the transact~on and 
refusal to allow use of cleanng funds to finance a commerc~al 

contract involvtng a nonclearing party 

countr) sell more goods to the credltor Some LDCs in fact do 
not want to settle their cleanng agreement lmbalances They 
conslder the dellvenes under the made agreements a form of 
cheap long term credlt and will use the agreements to obtain 
machlnen and eoulpment on the most favorable terms 

Negotiations and settlement of cleanng lmbalances may be 
managed unofficlallj between a thlrd pan\ and one of the two 
cleanng panners bv means of su ltch transactlons (deta~led 
belou: Ocficlall\ the pnrc ple of bllateralism In the cleanng 
agreement has to be malntalned Thls requires that the debtor s 
dellvenes of goods and senices offic~allj be billed to the 
credltorcountn and charged to the credltor s cleanng account 
no martcr u hat the final destinat~on of the goods and servlces 

Western companies can make use of these agreements b\ 
engaglng In suitch transactlons This in~olves findlng out 
u5e-e ~rrbalances exlst ln  clearing sgrecmenls and agree ng to 
suppls goods to the surplus cleanng partner In return for 
pat ment In clearing current\ Goods purchased u ~ t h  tne clear 
tng currencs are then transformed Into conbenlbl- curren 
c\ thereos pat in=. the b estern cornpan\ for ~ t s  expon (see the 
bcx abose' 

Swuch transactlons are easll\ the most complicated form of 
countertrade currentlt In use because ~t ~nvolses more panners 
more countncs a11d more goods Sultch IS domlnated b) spe 
crai~sts uho habe d,e sh~lls to brlng 3 d ~ a l  to a conclusion and 
c3n c o p  ulth the mult~pllat\ of nsls  ~n\ol\erj Tlrmng IS 3 

vttal element In swltch deals It IS advisable therefore to use the 
servlces of a speclallzed broker or trader most of whom are 
located In Vienna Zunch or Pans or one of the several firms 
actlve In the US and the UK berore a sales contract IS closed 

BasicaIIj swltch 1s a means of achlevlng expons (sales) that 
would not have been posslble dlrectly for convenlble hard 
currency Through mediation of a swltch spec~alrst the West 
em suppliers get pald In cash for thelr expon ro the cred~tor 
courluv less the costs of the transaction As EE countrles move 
touard con\ertibillt) of thelr currencies sultch might be ex 
pected to d~rmnlsh as a form of countertrade In fact despite 
the lntncacles of suitch deals these aDpear to be on the 
Increase slnce s t~l l  more commodlt~es are supplied aganst 
credlts u hich then must be liquidated 

Sultch uansact~ons are used malnlj to finance Western 
sales of consumcr goods semlmanufactured goods and agrr 
cultural and raw materials to creditor countrles aa these ltems 
are normall\ sold on shon pa\ ment terms It IS ~mpractlcal to 
accept p31ment In cleanng untts for the sale of In\esunent 
goods slnce these ha\e de lnen  tlmes of man\ months and a 
switch trader cannot posslbl\ l n o u  what the dlscount rates for 
cleanng unlts will be in eight or 10 months when the proceeds 
from the Vt estern producrs shlpped to the bujer are due 

The most salient feature oC sultch deals 1 the dlsunctlor 
between oiler and rerour transactlons The\ are sometrmes 
referred to a< export and Impor transacttons resprcti\t. 



ly Aller and rerour refer to the flow of comrnodlttes to or from 
cleanng areas Ln an aller swtch a swltch trader sells for 
example Western goods vla a EE counuy to a developlng 
country whch In turn pays m cleanng currency to the EE 
intermediary In a retour switch the flow 1s reversed G o d s  
from a developing counttv are sold vla an EE counuy to a 
Western swltch house and cleanng payment u made by the EE 
countr) to the developlng country The mck-and hence the 
speclahst companles operaung m swltch nansacuons-1s to 
find a thxd party w b n g  to take goods from the developlng 
country and pay convertible currency for them or for reasons 
of other trade imbalances accept the soft currency aganst the 
hard 

Few compmes can or should undertake thls lund of trans 
Ocuon alone because of the nsks involved In dealing wrth 

-ange products and unfarmllar cleanng cumncles (see the 
box on p 5 for some posslble prtfalls) Instead they wlll turn 
to the speclahst switch houses that know how to use cleanng 
funds and how to find end-users for the goods purchased from 
these funds Needless to say these services are not cheap but 
they may enable a Western firm to achleve an export or market 
penemuon where thls othenvise would not be posslble 

Pavmcnt Terms 

In the free market trade financlng system once the currency 
of the sale has been dec~ded the next step v to dec~de what 
pa) ment mechamsm the lmporter w11l follow There are three 
baslc arrangements 

Cash zn advance With cash In advance the Importer pays 
erther k fore  the shlpment or upon arnval of the goods before 
t&ng legal possesslon Whlle cash terms are less common 
toda) than m the past cash aganst documents IS sull a wlde 
spread practlce 

An obvlous ad\ anrage of cash In advance is that exporters 
old nlng up thelr own funds It can also give Importers a 

marhet~ng edge If pollucal condltlons are unsettled In the 
imponer s countq or lf the lmporter s credlt ratlng IS less than 
adeaulte the exponer may be offered a cash payment to mahe 
a sale attracuve b\ the importer If for example a cred~t  
Insurance ageno rernobes a count9 from 11s 1 st of ellglble 
marhets the exporter ma\ inslst on cash In adbance Or ~f the 

How Documentary  Collection Works  

Under a documentary colkctton exporters use remMlng banks as 
thelr agents to collect payments from overseas buyers The procedure 
rnvolves the fdlowlng steps 

(1) m r t e r  shlp their gmds to buyers 
(2) After the gods have been shipped exporters submit lhe fdlowng 

documents to therr banks 
(a) any shrpprng documents lncludlng the brll of ladrng that convey 

trtle lo the goods 
(b) a drag (also known as a brll of exchange) whch demands 

payment from the buyer There are two types of drafts s~ght and tlme 
The slght draft demands payment on presentation whrle Ihe bme draft 
demands payment at a fulure date or after the blllol bdlng date 

(c) lnstructlons lo lhe bank to handle the transadon as elther a 
documents agarnst payment (DIP) collect~on or a documents agarnst 
acceptance @/A) cdlecfron 

(3) The exporter's bank the temlntng bank. sends the documents 
draft and instructtons to one of ~ t s  branches or to a corresponding bank 
rn the lmportefs country known as the collectrng or presenting bank 

(4) Collectrng or presentrng banks lells Importers that thedocuments 
have arnved and that they can oblaln them ~f they comply wlth the 
payment terms erther DIP or DIA collections 

Documents agalnst payment (DIP) collectlon 
When rmporters operate under DIP collections they must pay slght 

draHs before banks wtll release the documents Once collectrnglpresent 
ing banks have recervedpayment they will lransmrtthefundstorem~n~ng 
banks to pay exporters 

DIP collectron allows exporters through lherr banks lo retarn control 
over the goods untli Importers have pard 

There are two marn except~ons to the above procedure 
(1 J Legal requrrements rn lhe lrnportlng counlry such as forergn 

exchange perm~ts may make Ihe rmporler ask for possesslon of lhe 
documents before payment The exporter should therefore be aware of 
practices ~n the rmportef s country 

(2) Alr shipments are often made under documentary bill colled~ons 
As direcl consignee of the nonnegollable airway brll Importers can take 
possesslon of the goods before meeting thelr payment.obl~gat~on 

Documents agarnst acceptance (DIA) terms 
When the exporter has extended credlt terms to the rmporter the 

collectron 1s made on a documents agalnst acceptance basrs 
(1) The exporter draws time draft on the lmporter the Importer must 

accept ~t to get the docurr,nts 
(2) The rmporterldrawee wrltes accepted across 11s lace and dates 

and signs I! By accepting the oraft the Importer recognizes 11s legal 
obligation to pay the face amount at rnaturlty e g 30 60 or 90 days 
after the date of acceptance The accepted draH 1s known as a trade 
acceptance 

(3, Once the draft has been accepted the bank releases the docu 

Importer s countn stipulates that the lmponer deposlr the Impeder 
(4) AS per the exportefs Instructlons the bank will elther hold the 

counrenalue In local current\ ~ i t h  the current) nsl, borne b\ trade acceptance or return It the 
the exporter the exporter usuailv requests cash pa} mtnt Cash (5) At maturity the bank presents the lrade acceptance to the 
In ad\ance IS also demanded in cases where goods are custom importer for payment 

made and the exporer needs prepaS merit to finance heir (6) The ColleCtinLVPresentlng bank 1s Paid by rmponer This bank 
hen transfersthe lunds lo the rernltlrng bank tor payment to the exporter manufacture 

Open account Sales on open account if unlnhured are 
made ulth no definne matuntles ser bt the exponer T h ~ s  
method pernuts great fleubllln and involves lower costs and 
bank ct xges thm others} stems of trade financlng 

Under an open account arrangement the exponer grants a 
dlscount from the In\olce value if pabment IS made wlthln a 
specified n u m k r  of davs The credlt n s l  IS often Insured b\ 
gobemment agencles or pnvate Insurance companles If the 
credlt IS Insured the Insurance carner norrnail~ places a llmit 

on me amount and the creolt penod 
Pnme cons~derations for a sale on open account are the 

credlt s a n d ~ n g  of the Importer the relatlonshlp between the 
Importer and exporter and pnor collectlon expenence Offers 
b! competitors frequentlv play a role The pa\ ment recora and 
pa\ment rules of the lmDorung countr) are ke\ fac~on  The 

ae resmc absence or existence of onlb minor forelgn exchan, 
uons and 111 le lllel~hood of other forms of goLernment Inter 
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venbon are desirable Exporters must be cauuous however 
and ready to adjust to changlng condmons 

A major drawback to the open-account method IS the lack 
of real rvldence of indebtedness wluch makes legal acuon ~n 
the event of problems dlfficult even ~f 11 IS based on a 
d~shonored unpad acceptance Another problem anses from 
the lack of a defimte matunty date Importers may s~mply delay 
payments Although exporters can heap Interest charges on 
unduly delayed payments the charges are not always easy to 
d e t e m n e  and can be dlfficult or lmposslble to collect If rates 
based on therr domeshc costs are requested by exporters there 
wlll usually be no resistance but rf exporters want to charge 
the locally prevalllng rate In an ln f lauonq  country Importers 
may be uncooperauve 

D o c u m e n ~ x y c o l l e c t ~ o  IS one means of avordlng payment 
problems and allowing the exporter to control the goods unul 
the lmporter has formally pald or prormsed to pay Through 
greater bank involvement the exporter can remn possession 

of the goods unhl the importer has actually p a d  or IS legally 
bound to pay Whlle the degree of bank responslbllity 1s not as 
high as it would be wlth a collectlon mechanism-such as a 
confirmed mevocable letter of credlt-the documentary col 
lectlon st111 provldes more assurance than an open account 

There are four m a n  advantages to uslng documentary w l  
lectlons 

( I )  An enforceable debr rnsrrumenr The exporter s nght to 
payment IS protected under the negobable Instruments law of 
the Importer s country If the lmponer defaults or delays pay 

e ment at matunty the exporter wlll be In a stronger poslhon In 
3 court of law w ~ t h  a rrade acceptance than wlth an open ac 
rount transacuon whlch IS corroborated only by unpald corn 
merc~al lnvolces 

(21 Lon cosrlcompennve terms Documentary collecuons 
are cheaper than letters of credlt and do not requlre exporters 
to tie up thelr local bank credlt llnes 

(3) Fasrerpayment Payment ma\ be qulcker for exporters 
when a bani presents a collectlon on thelr behalf Importers 
tend to drag thelr heels under open account 

( 4 )  Frnancrng oprron Exponers can sell trade acceptances 
to obraln financing 

Although docdmentary collect~on offers the exporter some 
protection In the transaction the llmrtatlons and nsks of sell~ng 
ot erseas are only partially overcome Pa\ ment for exoorts 1s 
bt no means guaranteed The follouln,o problems are st111 
encountered In docurnentan collect~ons 

I I)  The rmporrer nral nor accep' rhe shlpment After inspect 
Ing the documents presented bt the collecrlng bani the Im 
porter rnav reject them and refuse to pa\ or to accept the draft 
Often the reason c~ted IS do--urnentm dlscrepanc~es-I e the 
documents subrn~tted b\ the exponer fall to complv ulth cer 
t an  terms of thc ,ales contract Common reasons for rejecung 
documents include late shlpment of goods a pnce Increase 
urthout the lmponer s consent and Incorrect packaging and 
marhng of the goods The ~mponer  mat also use documentan 
dlscrepaniles rs  ar e ~ c u s s  to rzfuse ah~pment for other reasonr 
The upshot of a ch~pment rejection IS that the exporter IS 

exposed If the exporter cannot negorlate accentancc ulth the 

Importer the goods must be warehoused by the e x p o a r  unul 
another buyer can be located Otherwise the expomr must 
absorb the expense of shpplng the goods back 

(2) Documents m y  be released to the rmporrer before 
payment or acceptance of the drafr Ideally under documentary 
collect~on ~mportersobmn shlpplng documentsonlv after the" 
meet thelr payment obhgauon T h ~ s  does not necessarily work 
out m praclce however At umes the prtsentmg/collectmg 
bank may be requlred to release the bill of ladmg to the mporter 
so that the mporter can obmn government pernuts for fore~gn 
exchange or arrange for customs clearance Sometunes the 
importer as dlrect consignee m n r  shlpment can c l a m  goods 
upon amval wlthout a nonnegobablealrway blIl To compound 
the problem ~t IS dlfficult to constgn the goods to the bank 
slnce banks are usually 111 equlpped to handle lncomng u r  
shipments 

(3) The rmporrer m y  defaul~ on the trade acceptance 
marurrry The heart of the matter IS whether the lmporter will 
be wllllng and able to pay the made acceptance at matunty If 
the mporter has not assessed the sltuanon properly the ex 
porter could be left out In the cold The only thlng the trade 
acceptance glves the lmporter IS an enforceable debt obltgauon 
Thls IS fine ~f the exporter does not m n d  golng to court for what 
will probably be a protracted smt but ~t does not guarantee 
payment, even at the end of a long legal wrangle 

(4) Soverergn acrlon of the rmportrng country may delav or 
block payment Even lf the Importer IS eagerly wnung to pay 
wlth fistfuls of currency the transfer of funds from the lmport 
lng country may be Impeded The ~mporter'sgovernment rmght 
dec~de to block payments for econormc or polltlcal reasons or 
m the worst case because of clvll d~sturbance or v ar 

(5) Paymenr may be delabed because forergn exchange rs 
unavarlable rn rhe rmporrrng counrr> If tne d ra f t  I S  

denominated In a currencl oher  than that of the lmporter s 
countq local currency for the requrred fore~gn currency must 
be exchanged by the lmponer But somet~mes the requlred 
currency IS not a\ arlable Importers mav have to wut  thelr turn 
for funds before thev can pa\ exporters Depending on condl 
tlons In the lmporung countn the waltlng penod can be long 

(6) Exchange ratef2ucruarrons mav reauce the value of [he 
collecredfunds When the pa\ment IS denommated In a curren 
cy other than that of h e  exponer there 1s always the nsk of 
exchange rate fluctuauons 

(7) The rrnporrrng counm ma\ hare documenm~ requrre 
ments rhar deiar the rransacrron The lmporung country mat 
requlre lmpon llcenses prelmport approtal for forelgn ex 
change preshipment lnspectlon (with the p o s s ~ b ~ l ~ t \  of a sub 
sequent pnce revlslon) b\ an ~ndependent speclailzed agenct 
(see The letter of crrdlt celow) ana a host of other ume con 
sumlng procedures that creare jobs for bureaucrats but seem 
useless to the exporter 11 exporters fall to complt ultk 
document~q requlrements thelr goods could be delaved In 
cleanng customs or e\en confiscated 

(8) BanXrng senrces no\ be rncfj-icrenr and ma\ delal 
pormenr desp~re hc goo, rnrecr on, 3f rbe mporter TFIP 
b~ggest hurdle faced b\ exponers to Asla 1s often the mechan~c 
of cleanng the documents Poor document handllng mlshan 



also benefit They are assured that they will not have to pay 
How the UC Mechan~srn Works unless exporters meet the condltlons strpulated rn the UC 

A lener of cred~t has two drst~nct stages Issuance and adwsrng and 
presentation and payment 

Issuance and adv~slng 
The Issuance of a lener of cred~t and adv~s~ng the exporter of its 

issuance has four steps 
(1) The ~mporter and exporler conclude a sales contract to prowde 

payment by a letter ol credrt 
(2) The importer ~nstructs Its bank-the lssulng bank-to lssue a 

teller of credrt In favor of the exporter The safes contract may fal l  for 
either a srght letter of credrt or a time lener of cced~t A s~ght letter of 
credrt orders payment lo be made upon presentat~on of a srght draft 
Under a srght draft the bank pays or negotrates payment to glve the 
exporter rrnmedlate funds and the requ~red documents A tlme letter of 
credd orders payment to be made at some spec~fied t~me after the 

esentatron of a trme draft Under a t~me draft the bank holds the draft 
~ntrl matunty and pays or the bank may accept ~t ~mmed~ately The 
accepted t~me draft called a bankers acceptance (BA) represents the 
obllgatlon of the bank to pay the face amount at matunty 

(3) The ~ssu~ng bank sends the credrt to a bank ~n the exporter's 
country-the advts~ng bank-which may also be asked to confirm the 
credrt 

(4) The adnsrnglconfirm~ng bank not~fies the exporter that the cred~t 
has been Issued 

Presentation and payment 
Once the exporter has been advrsed that a letter of credd has been 

issued ~n I& favor and it IS certain that 11 can satrsfy ~ts terms and 
condrtrons ~t lnrtlates the following p r m s s  lead~ng lo payment 

(I)  The exporter prepares the goods for shrpment and assembles 
the shipplng documents 

(2) I t  presents the documents tothe bank where the cred~t IS ava~lable 
or to a bank that IS w~ll~ng to negotrate the credtt 

(3) The Dank reviews the documents to make sure that they comply 
wtth the terms and condrl~ons of the letter of cred~t 

(4) The bank sends the documents to the ~ssulng bank 
(5) The rssurng bank examlnes the documents and r f  they comply 

wrth the terms and condrtlons of the credit re~mbursement IS made when 
the BA marures 

(6) The rssulng bank ,urns the venfieddocuments overto the Importer 
oon presentallon of the amount due or upon terms agreed to by the 
iporter and the ~ssurng bank 

died &Ire transfers and lnadeauate balance reporting can se 
vereh rmpede docurnentan collectlonJ In the Phlllpprnes and 
Indla for example banks rounneh postpone collecrrons and 
funds transrers o\ one or two we L s 

The letter of cred~t A letter 01 credlt (UC) IS an instrument 
or document lssued b\ a bani guaranteeing a customer s drafts 
up to a stated amount for a speclfic p n o d  It  substitutes the 
ban1 s cred~t for the bwer s an > elrrnlnates the seller s nsk To 
estabilsh proof of pa\ment before the\ ship their goods and to 
rmnurute delah of pabment fol the goods man1 exporters 
requlre UCs 

Patment 1s condltlonal on the expo-ter s compl~ance with 
the terms specified in the UC Tne expsner IS requlred to 
present documents necessarv for transpon and for commerclal 
and official purposes These documents rnclude bllis of ladlng 
cornmerclal In\orces Insurance cenlficates and consular In 
korces 

If e\po.tes compl\ 11 ~ t h  d o = u m e m ~  requlrernentc of the 
U C  the\ ~ 1 1 1  usualh recelbe prompt paim.nt and prorecuon 
from the nsl, that lmportcrs u11l reruse shluments Imponers 

The Increasing tendency for imporung counmes (especrally 
those following IMF-~mposed structural-adjustment programs) 
to demand preshipment inspecuon by an ~ndependent agency 
has led to comphcatlons for exporters This 1s pmcufarly 
common in Laun Amenca Afnca and Asla Inspection agen 
cres may demand alterations to the pnce or other changes and 
this means that exponers must Issue new documents rf they are 
to be p a d  Exporters should check whether this 1s a requirement 
In the market to which they are selling and d so they should 
allow an extra two weeks to one month on dellvery dates to 
cover mspecuon ume Importers should be advised to set the 
letter of cred~t  expiry date at 30 days after shrprnent Instead of 
the standard 21 days to allow tlme to correct documents lf this 
1s demanded by the inspection agency 

A letter of cred~t may be lssued rn either revocable or 
irrevocable form The form must be clearly designated and 
must comply w ~ t h  unrform commerclal pracuces 

Revocable credits The opening bank may cancel or alter a 
revocable credit at any ume Thus the exponer assumes the 
nsk that credit may be revoked for any reason until theadvrslng 
bank recerves the appropnate documents Because of this nsk 
revocable credits are rarely used except between parents and 
subsldlanes or as a method of obtaning currency under forelgn 
exchange regulations 

lrrevocable credits An ~rrevocable letter of credlt can be 
amended or canceled only wrth the express permsslon of all 
pames-the exponer the importer and the bank(s) Under 
lrrevocable credlt the exporter ?as a bank pay on behalf of the 
importer once the exporter has fulfilled the documentary re 
qulrements of the letter of credlt Irrevocable letters of credlt 
are attractive to both the exponer and the importer because of 
the high degree of bank lnvolvement and commitment 

An irrevocable letter of credrt rssued by the lmponer s bank. 
hnown as the issulng bank ma) be advrsed to  the exporter 
b} a bank In the ~mporter s counrq known as the advlslng 
bank. wlthout anv undertaking on the pan of that bank The 
issulr~g bank. wrll pay ;he exponer and the advlsed letter of 
credlt rellebes the exponer of beannrt the lmponer s financlal 
n s l  

There may be sltuatlons however In ~ h l c h  an lssurng bank. 
cannot pa} Pol~tlcal condlt~ons In h e  importing ccunlry for 
example-such as government actlon to block funds-m~pht 
preLent an ~ssulng bank from paying the credlt In such a case 
the exporter uould still be sub~ect to financial nsh 

If exponers do not want the burden of these rlsbs the\ ma) 
require that the ~rrevocable letter of cred~t be confirmed b) 
a bank In therr country or a th~rd countn The confirming bank 
thus adds its commltrnenr to the orrglnal credrt Exponers are 
then urotected against ihe financlal risk of me imponlng coun 
V) From the exponer s polnr of k leu t h ~ s  IS the most favorable 
t jpe of credit as long as the confirrnlnp bank IS trustuorth> 

Letters of credlt have several strong seil~ng points The\, 
protect the exporter against the commerclal nsk. of the Irn 
porter When the letter of credlt 1s confirmed lt snrelds the 
exporter from fore~gn exchange transfer nsk and other polltlcal 



nsk Under a s~ght  letter of credlt, the exporter is assured 
payment upon sh~pment ~f the proper documents are presented 
whlle under a hme letter of credlt the bank offers e~ther  
payment at matunty or lmmedrate funds (if the bankers accep 
tance IS drscounted) Strll another strength of letters of cred~t  IS 

that they facll~tate preexport financing 
Although letters of credlt greatly mlnirmze nsk they have 

thelr shortcomngs Letters of credit are expensive since they 
~nvolve bank cornmssions and fees as well as non Interest 
beanng accounts In some countnes They are also ume-con 
sumlng slnce exporters and Importers must ensure the 
accuracy of speclficat~ons In export documentauon (especially 
regard~ng paymenr/collect~on ~nsrructlons) And letters of 
cred~t  do not guarantee prompt payment In fact Importers 
often sene upon even rmnor technical mstakes In the docu 
rnent such as a misplaced aposnophe to delay payment For 
these reasons some exporters are trylng to mlnrmze thelr use 
of letters of credlt 

Consrgnment The conslgnment method IS pnmanly used 
for exports between a parent company and ~ t s  fore~gn affil~ates 
It may also be used for del~venes to forelgn d~stnbutors but 
consignments to unrelated fore~gn firms c a m  obv~ous nsks 
and banks are reluctant to finance them (It IS not unusual for a 
comrnerclal bank to step In and act as a consignee-a costly 
but less nsLv practlce ) Under a conslgnment agreement no 
pavment IS due to the conslgnor untll the goods are sold to a 
th~rd party by the consignee The goods remaln the legal 
possession of the conslgnor changing hands only when the sale 
IS made 

Cons~gnment shrpments have been ~ncreasrngly made for - 
goods that are to be exhlbrted at trade fairs or held in free zones 
and free ports abroad The goods ma\ then serve as collateral 
for financ~ng It IS important to check regulations condlt~ons 
and storage facilrt~es howe\er before agreeing to conslgn 
goods to a bonded uarehouse 

The follou~ng documents must accompan) export wnsac 

The bill of lodrng IS a document issued b\ a common camer 
~ndicatlng th37 it recei\ed the goods descnbed on a desrgnared 
date and u ~ l l  uansport them to a specified destlnatlon The baslc 
funct~on of a bill of lad~ng IS to define the respons~b~lities of the 
camer and to conbe) utle to the proper pan\ The b~ll  serves as 
both a recelpt ofsh~pment and a receipt of continued ounersh~p 
until the lmponer meets the st~pulated requirements of pavmenr 
or cred~t accepunce The man npes of b111s of laolng are 

strzght b11ls and to order bllls In the casc of a sna~ght 
b~ll the imwner ma\ k able to tahe possession of the goods 
pnor to pabment B I I I ~  of lading draun to order are negotrable 
The\ ma\ be p e n  to a bad. for coll~teral or ma\ be retained 
b\ the shrpper unul the Importer meets the paiment terms or 
posts a bond In h t l n  h e n c a  houcber some of the usual 
conditions conceT1ng b 11s cf l sd~nr  do not applv I F  all 
counmes 

B~lls of lading are also used as e\~dence of the outuard 

appearance of the goods when loaded for Insurance purposes 
Once shrpowners accept an Item and Issue a clean b~ll  of 
ladlng ' they are liable for any damage to the shpment en 
route Slnce the burden of proof usually falls on the slupper to 
show that the goods were not damaged pnor to acceptance b) 
the shrpowner the descnpuon of the Items and the proper 
conslgnment and preparauon of the bill of ladrng are unponant 
toensure both the secunty of the sh~pment and the legal hab~lltv 
of the slupper and the sh~powner pnor to dehvery 

At the port of deshnauon the merchand~se IS turned over to 
the holder of the properly endorsed b ~ l l  of lad~ng There may 
be more than one s~gned  (and hence ongmal) cop) any onglnal 
copy presented glves trtle to the goods 

An tnsured certaficute IS ev~dence that the goods sh~pped 
have been Insured It must Include a complete descnpt~on of 
the goods that corresponds to descnphons appearing on other 
shlpplng documents Insurance can be laken out by the buyer 
or the seller and should cover the total lnvolce value of the 
goods 

A commercul rnvotce IS the bill for goods sh~pped abroad 
It IS a nonnegot~able instrument hstlng the goods the pnces of 
the goods any related charges or fees shlpment terms marks 
and numbers of packages enclosed date names and addresses 
of buver and seller name of shlpp~ng vessel and port of 
deshnatlon Someumes there are other specific Items to be 
recorded depending upon h e  forelgn country and government 
concerned All these descnpt~ons should agan correspond to 
those contalned In other accornpanylng documents prepared fo 
the transacuon 

A consulor tnvorce is requ~red by some countries whereby 
the~r consuls certify the shrpment of the goods Such cerufica 
tlon must be presented to customs officials for clearance of the 
merchand~se It may also be needed for the assessment of 
Import dutres The value quantlty and nature of the goods 
should be llsted u ~ t h  met~culous care to prevent delays 

A cert~ficafe of ongrn IS a aocument m which the exporter 
venfies the place of ongln of the goods sh~pped A counw mav 
requlre t h ~ s  in order to comply ulth tarlff laws gl\lng 
preference to certain goods from c e m n  countnes 

A suneyors's cerlrficate is Issued bv a reputable companb 
and descnbes the Zxact mlxture or quality of the mercnand~s- 
sh~pped It IS based on random samples and IS used In shipment 
of gram chern~cals etc 

Thr cert~ficatc of manufacture stares that the gooas ha\e 
been completed and are k ing  held read) for sh~pment 11 IS 

neeoed if an exporter has supulated that pa\ rnent under a lcr~er 
of credit must be vade  against presentation of a certrficate of 
rnanulacture rather than a bill of lading or orher aocurnenr 

hlethods of  Export Cred~t F~nanc~ng 

Determinrng whlch financing method 1s the most su~uble 
foi a _enen transaction depends on man) factors the mosr 
mymnant of ~ h i c h  are z\aiiab~llty cost (Interest rare and 
comrnisz~ons) lnstnjmenr o'financ~ng usea and the cornpan\ s 
need for protection aplnst  commerc~al and polltical nsbs 

Sourcec \ a n  great]\ depending upon the irnDortlng count? 
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and the type of buyer Vanous financing alternauves may not 
be avalable In some markets or they may be rea&ly avalable 

one ume but not at another Relauve costs are always 
changing 

The effecuve cost of financlng consrsts essenuall) of the 
interest rate charged bv the source of c r e d t  addluonal charges 
and c o m s s ~ o n s  (e g for acceptances) and the cost of rn- 
surance If exporters use then own funds they must also 
include the opportumty cost, I e the return they would get if 
they kept the funds on deposlt or invested them rn another way 

Bank lendzng Thls may take many forms Exporters may 
simply use part of therr general domestlc loans andlor over 
drafts to finance foreign sales or the bank may earmark a 
certaln part of the bank hnefor export financrng Alternauvely 

bank may extend a general revolvrng c d t  aganst a certain 
"rcentage of export Invoices deposrted wlth the bank Such 

techniques are used almost solely for financing short term 
sales 

Ln such cases exporters may not need to provlde any par 
tlcular collateral to the bank because the bank IS lendlng to 
exporters ag lns t  theu credlt worthiness The credrt works just 
like any revolving credlt The liabrlity Increases as each rnvolce 
or draft IS deposited and decreases as each rnvorce or draft IS 

Arranging a Buyer Cred~t 

A buyer cred~t usually Involves three arrangements among the con 
cemed parties 

(1) A cmmeraal contract between the exporter and the Importer that 
spec~fies lhe actual sale of goods is often arranged 

(2) A letter of Intent from the bank to the exponer sets terms and 
cond~t~ons under whch the exporter e wmmlned to provide financlng to 
the Importer The bank and the Importer wll then estabbsn a parallel 
credit agreement ~n a cmrnerual contract 

(3) An agreemenl ti made between the exporter and the export credlt 
Insurer under which the Insurer IS obl~gated to cover the proposed 
transact~on The polcy IS lyp~cally assigned to the bank 

The importer is usually requ~red to make a down payment before or 
upon dellvery of about 10-20% of the lnvolce value Upon d e l ~ e v  of the 
goods the bank ellher purchases the promissory notes slgned by the 
~mporter from the expotler on a nonrecoune bass or grants a dlrect loan 
to the lmwrter enabllng it to pay cash to the exporter supported by the 
assigned Insurance poky 

Sometimes the bank does not regard the tnsuranca pd~cy obtalned 
by the exporterassuffic~ent coverage For example the policy mlght not 
cover the nsk of nonacceplance of goods by the importer Furthermore 
the Insurance policy mlght not provlde for payment of the Interest that 
would accrue between the malunly dales of unpad export b~lls and the 
dates on whlch clalms are pa~d by the Insurance wmpanles The banks 
may seek recourse or ~ndemn~fication from the exporter ~f Ihe Importer 
defaults and the exporter IS not covered under the Insurance policy 

Bar&. financing for medmm term exwrts IS more compll 
cated Bv definluon a medrum term export must be financed 
by a medlum-term credlt very few firms have the financial 
resources to finance these sales themselves The financing IS 

done erther with or without recourse to the exporter Most 
exporters prefer the latter because the) can transfer respon 
srbility for payment to the bank But rn some instances 
depending on the credrt standlng of the buyer or ~ t s  country the 
exporter can only finance the sale on a w~th  recourse basls 
Pavments are effected b j  promlssorv notes or acceptances 
usuallv In the form of senes oC ~nstallments matunng every 

ree or six months over the total penod of the credit 
The two essential pnnc~ples of medium term financing are 

as follou s 
(1) Flnancrng must not exceed the useful life of exported 

products 
(2)  Repabment must be effected lr installment parments 

u rth the last payment due at the end of the agreed term A grace 
p-nod before pa)ment stans IS frequenth alloued in oroer to 
corer an ~ n ~ t l a l  penod (e g dunng uhich equipment IS In 
stalled) Medlum term financlng IS basrcall) l~mited to capltal 
goods 

Tnere are two basic types of export financing bu\ er credits 
and suppller credrts If the lender IS deallng dlrectl\ ulth the 
buter the loan IS a buver credit If the lender is arranging to 
purchase a prom~ssory note or accemnce from a suppller 
hou e\ er tne loan IS a suppller credlt 

Because of the speclal nature or medlum term credits 
countnes hare dekeloped ranous mechanrsms to mahe banks 
more interested In financing medlum and long term paper 
These 173171 C O ~ S  st cf e y p r  credlt zgeqcv lams a ~ d  guararl 
tees (see F F 3  countn reports for details) Recenr budget 
constraints qouei ev have forced agencies to be more resulc 

uve In thelrcredit and guarantee pollcies (see Publlc Sources 
of Export Frnance and Export Insurance" below) 

Sales of caprtal goods to LDCs are usually made on an 
internatronal tender basls especrally ~f the sale IS to a govern 
ment entrty One of the most Important factors in detennlning 
the u Inner of one of these tenders IS the financlng package 

Buyers ask exporters to provlde these financlng offers for 
transactrons that the exponers may or may not wrn The ex 
porters In turn ask then bankers and government export assis 
tance agencres to furnrsh a competitive financing arrangement 
If the bank were lo issue a commitment to fund the transactron 
at particular terms and condlt~ons l t  would charge a commrt 
men[ fee In compensation for the nsl, r t  would be undertahng 
and the altemat~ve business ~t would lose Slnce the exporter is 
not assured of winnlng the contract it is poss~ble that no one 
would pay the fee Consequenrly the banks Indicate what 
financing the] would be ~ l l l i n g  to probide at that moment 
Because th~s  1s not a commrtmenr on therr part the) can 
uithdrau ~t Using thls method the buyer can ascemin uhat 
the market ulll bear Furthermore lf there are no drsruptlons 
In the market the financlng indrcated IS usuall) supplied 

The publ~c and quasl publrc financlng lnstrtutrons have 
aeveloped a u lde range of specla1 programs for medlum and 
long term financrng u hrch are outlined in the ~ndliioual F F O  
country reports The Important polnt 1s not uhich prograns 
exist but rather that these financing rnst~tutions are constantl\ 
dekeloping new schemes to asslst el poners and that the\ ofrer 
a \anel) of adaptable po11cies \ here exporters face sales 
srtuanons that do not fitexrsung programs the) should contact 
their natlonal ~nst~tutlon to see ~f one of the exisung programs 
cap b altered or ~f new ones can be dereloped 

Buver credaf arranged bj a supplier Under a buber credlr 
a financral lnstiturion In the expon~ng country extends credit to 
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Uslng Factor~ng To Ma~nta~n Bank Loans 
How One Exporter Did It 

Asrnall Eastern US based maker of autmolNe spare parts has been 
exporting for over 20 years Most of ~ts customers are located In South 
and Central Amenca In the past the firm Insured Its recervaMes and 
Its cornmeraal bank made secured loans based on an assignment of 
the Insurance polrcy 

The raprd detenorat~on of many Lat~n Amencan economtes pushed 
the company s normally manageable level of bad debts beyond 
reasonable lrmrts The exporter also found that the Insurance carner 
would not honor many of rts cla~ms because the exporler was ~ M b l e  to 
keep up-to-date credrt files and to adhere to all terms of the polrcy TO 
make matters worse the bank was ready to call rt qurts 

The lirm turned to factonng as a sdutton The tactor did all of the credlt 
and collectton work guaranteed the recewabbs 10o"k w M  recourse 
and agreed to handle the export on a collectton bas~s The company 
assigned the credlt balances due fmm the factor to the bank Because 
the bank could now cdlect from the factor a US company ~t agreed to 
COntlnUe Iinancrng the exporter The factor charged a comm~ss~on of 
1 5% wh~le the bank charged an Interest rate of 1% over pnme 

the lmporter to finance capital equipment purchases The credrt 
is normally provlded by a bank or banks not lnvolved in the 
underlyrng commercial transacuon To  rmnrmlze ru exposure 
to a glven buyer or to avoid lending lrmts imposed by the 
bank s management to conmol country exposure a bana may 
request insurance coverage under 2n export rncentrve program 
(see FFO c o u n q  reports) 

Buyer credits are commonly used when a lirmted amount of 
local financ~ng IS available especially in developing countnes 
The exporter assumes rmnimal nsk slnce the buyer credrt 
means that a credlt sale a convened mto a nsk free cash 
mansactlo? For thls reason buver credrts are often lrrmted to 
t+e banh s pnont) customers Single b a n k  can provide buyer 
credrts of $1 5 mllllon u hereas bank svndrcates usually ar 
range credlts of over $20 mrll~on 

Factor~ng Factonng an establrshed method for financlng 
aomestrc US sales has gamed wrde applicauon in internatronal 
export financrng No longer srmplv a tacuc for obta~nlng credlt 
for hlghlv leveraged domestlc companies expon factonng has 
come to pla) an active role in wade financlng 

Factorrng has two separate and drstinct functrons for the 
exponer s e n  ice and finance For a nominal fee factors ulll 
perform specific bank office functrons for an exporter They 
ulll cover credrt and polltrcal nsl, 100% wlthout recourse 
assume all collect~on responslbllrtles and keep the books on 
accounts recerrable In addltron some factors wrll finance the 
exporter But the tuo  functions are separable In fact a sig 
nlficant percentage of US firms using expon factonng do not 
borrow from the factonng cornpan) 

Servrce aspects offacfonng The sen  Ice functron of expon 
factonng is drtrded lnto four parts 

(I) Credit intesrigation Pnor ro shlpment the exponer must 
subrmt information on the Importer for credrt approtal by the 
factor The rnformatlon must rnclude the importer s name and 

&!a address the terms of sale the amount of the order an estlmate 
or the lrnponer s crecl11 exposure and tile sh~pprng date Wrth 
thls background the factor can then launch a credlt lnrestlga 
tron on beh-~lf of the exponer If the factor has a subsrdran or 

an affil~ate m the lmporter s country the local company will 
. . 

do the cred~t  check 
(2) Collectronfrom the rmporter Under factonng arrange 

ments exporters have in effect sold their recelvables to the 
factor The factor is oblrgated to pay the exponer under 
prederemned terms and conditmns The Importer is advrsed 
with the shrpment, to pay to the factor s local subsrd~ary It IS 

solely the factor s obligauon to collect since rt now owns the 
receivable 

(3) Bookkeeprng Srnce the factor has bought the recervable 
and pays the exporter drrectly rt is mandatory that the factor 
keep accurate accountrng records The types of records vary 
but generally include the following (1) a monthly statement or 
current account (2) a monthly aging of accounts recervable 
broken down by importer (3) a credit avalab~lity report (4) a 
drspute nouce (5) a monthly cllent nsk and drspute report (6) 
a cish report covenng the invoices p a d  the amount recaved 
and any deductions taken (7) a credlt approval form and (8) a 
notrce of credit termnation rf the factor feels it is necessary to 
reduce or term~nate a previously approved credit 11mt 

( 4 )  Payment to the exporter There are several dfferent 
methods by which the factor can pay the exporter Under a 
collec~on-ba system the exporter IS p a d  when ne of these 
events occur p receipt of funds from the impone @ insolvency 
of the rmporter%po trcal event?& defined bv the condluons & of the agreement or guaranteed bad-debt pavouL 

In the case of an average collecuon basls paymert is made 
on a fixed due date based on the lmporter s past payment 
expenence For a maturity-basrs payment funds are renutted 
to the exporter on a fixed date once a month for all rnvolces 
matunng dunng that month The payment date is based on the 
welghted average matunty date of the recetvables wrth a preset 
number of collectron dajs  added on Under thrs system past 
due interest may be charged to the exporter for any recervable 
past due and open on the factor s books at the end of the month 

Collection on a matunty bass  IS especrallt useful to larger 
more active exporters In effect ~t provldes them with off 
balance sheet financrng In the case where the factor added 10 
collection days the exporter s forelgn recelrables will alwavs 
show actual payment to be 10 dais past matunn regardless of 
the actual collectron tlme The maturrty basis ststem also 
permru a firm borrowrng from a factor or another lendlng 
rnstltutlon on a revolvrng lrne of credlt to get funds more 
qurc ly  slnce the receivables turnober IS faster 

Frnancrng nspecls of facforrng If an exDorter requlres a 
loan in conjunction ulth a factonng prosram the servlce 

changb  The e x w r  can stlll 
under a collecuon aventle col 

basrs an-' tailor the loan to an\ of these 
stsre The loan itself can be arranged through the factonng 
cornpanr handlrng the servlce functron a commercral bml, or 
another factonng or commercral finance compan) 

Exporters ma\ elect to have factors drscoun therr forergn 
recei~ables Factonng houses structure thelr loan5 sorneu hat 

set credit 11ne the\ adrance up to a specl'l- percentage of the 
exporter s recelvables so that rf exporters anrlclp3te r3~1d 
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The M e c h a n ~ c s  of L~rnited-Recourse Financing 

In Em~ted recoune flnancrng the exporter sells the ~mporlefs 
promtssory notes or accepted drafls (bills of exchange) to a commercial 
bank or speclallred trade finance house The ~nstruments are usually 
avalued or ~mvocably guaranteed by a govemment agency or pnme 
bank In the ~mpotter's country Purchase of these Instruments IS on a 
fixed rate discount bass w~th recoursa to the exporter in case of its own 
nonperformance or fraud 

Documenlatlon for l~mded recourse financ~ng IS s~mpler for the Im 
porler and the guaranteeing bank than documentabon tor direct cred~ls 
A direct cred~t requires a full loan agreement whereas lim~ted recourse 
finanang 1s based on promissory notes The exporler bears a greater 
burden however to ensure the legalrty and enlorceab~l~ly of the notes 
and lo guarantee that local regulatory requirements such as  Import 
l~censes or foreign exchange authonzat~on have been met 

bmrted recourse fina&ng IS most appropnale for transact~ons w~th 
short lntewal between the cred~t comm~tment and Ihe avallabillty of 

promlssory notes for dlscount Some note purchase arrangements 
however may be !adored to transactions w~th longer lead t~mes and 
delivery periods An exporter should normally contact d s  bank or forfad 
house pnor to finallz~ng the linanang arrangements w ~ t h  the Importer 
Thrs w~ll assure the acceptab~l~ty of the transacl~on s structure and 
documents as well as the Importer guarantee and cred~t nsk 

growth they need not worry about aslung for Increases The 
rate of the advance 1s de temned  by exporters' needs as well 
as by their financial profile Although the receivables are 
guaranteed by the factor there can sull be dllutlon of the 
col , eral Fraud or major dlsputes over the shlpped merchan 
dlse can arise that can exceed the amounts lent to exporters 

L;m;ted recoursefinancmng(nofepurchme andforfa; ling) 
IS espe:~ally useful to the exporter when dlrect bank financlng 
to the Importer IS too cumbersome yet the exporter wants to be 
compeuute bv offenng fixed rate financlng Moreover when 
suppller credlt and Insurance programs from export cred~t  
agencles are unavailable Ilmrted recourse financlng can take 
then place - Forfaltlng IS a techn~que that was largeh developed by 
,uropean ~nst~tutlons for the financlng of exports to East bloc 
counnes and LDCs and has gamed In popularity In the US 
espec~all\ for LDC markets as an iltemat~ve to government 
backed expon insurance cover 

In a tbprcal forfalt deal the Importer pays the exporter w lth 
bllls of exchange or promlssory notes guaranteed by a ie ding 
bank In me lmponer s counm The exporter then d~scounts the 
bills to 3 fo-rair house whlch analyzes fundlng costs and the 
pol~tlcai ana transfer nsks associated wlth the countn The 
house elthe- nolds the paperas an InLestment or trades l t  on the 
secondan market Whoever holds the paper recelves pa) ments 
from the imooner as the\ fall due 

Forfalrlng offers an ad\antage oker govemment backed 
trade ~nsurance In that l t  provldes 100% cover and 1s not 
restricted as to the tvpe of goods or market It IS usuallL more 
expenshe than uslng trade Insurance and IS most competluve 
u lth poi ernmenr backed Insuraqce u hen commercial ~nterest 
rates fall below the OECD consensus rates as thev ha\e In the 
earl\ 1990s But forfalt rates move h gher under condltlons of 
Interest ratc ~ o l ~ t ~ l ~ t )  and for longer t ~ r m  deals 

For e~ample  to finance a 12 montn deal In an uncenaln 
Interest rate en\lronment the fona~ter ma\ commlt to a margln 

over Lbor to be fixed at the ume the notes are presented for 
discount, rather than loclung In a fixed rate at the time of 
financlng In this case the exporter will pay a higher comrmt 
ment fee to compensate the forfat house for allocaung funds 
for uaper that wlll not be avalable for one year 

rorfaung IS attractwe to Investors because the welds are 
hlgher than those of other comparable investments slnce for 
fated clalms are sold w~thout recourse The Qsadvantage of 
lnvestlng In forfat paper IS that the market rules are not as 
clearly dehncated as those of the secunues market Insutuuonal 
Investors are the typical buyers of forfat paper on the secon 
dary market and they usually deal with pnme forfat houses 
because of thelr fiduciary responslbllrtles 

Bankers acceptances are often cheaper than other forms of 
bank bonowlng and agrowlng number of exporters are tumlng 
10 them for short term funds to finance wade A bankers accep 
tance (B A) IS a ume draft (1 e a negouable order to pay a stated 
sum of mone) at a specified future date that IS drawn on a bank 
and accepted by ~ t )  When the bank accepts' the draft it is 
obligated to pay the face value at matunty A properly docu- 
mented draft cames an acceptance stamp that is s~gned and 
dated by an authorized bank officer 

Unllke llnes of credlt acceptance financing IS usually tled 
to speclfic trade transacuons Funds from the lrquldat~on of the 
trade uansactlon may be used to repay the accepting bank 
There are two types of BAS documenrary acceptances whlch 
are created under tlme letters of credlt and clean acceprances 
whlch are created under a separate credlt agreement BAS range 
In slze from $100 000 to $5 m l l ~ o n  or more 

Pr~vate Sources of Export F~nanc~ng  

There are a vanetv of pnvate sources of financlng to whlch 
exporters can turn Such financing IS wldely available for sales 
of products and servlces to markets throughout the world 
Obtalnlng finance h o ~ e v e r  ult~mately depends on the 
spec~fics of the deal some products and senlces and some 
world markets are by nature nsher  than others and therefore 
banks and finance companles are less wrlllng (and often op 
posed) to offer assistance The \anous optlons for pnvate 
sources of expon financln~ are outlrned below 

Commercrol banls The leadlng pr~vare source for export 
financlng IS the commercial banks Of the three categories of 
commerc~al banls monel center banks are most useful for 
large exporters because the) have soph~stlcated howledge of 
t lnuallt all the financlng tools and techniques needed bv major 
multlnat~onal companles Unlonunatel\ thev are vlmally 
closed to smaller exporters which have trad~t~onallv turned to 
the reglonal banks for financlng asslstance Regional banks as 
a rule h v e  far less know ledge of and a u eaker commitment 

to expon financlng than the mane\ center banks but there are 
some pan~cularly good ones that can be verv helpful to ex 
porters Forelgn bank branches are panlcularl\ useful for 
financlng exports to thelr home countries or to countnes a ~ t h  
hhlch t+el- go\emmeqts have 2 b stonc3l relat~onshlp (e  g 
rormer colonies) 

hfone\ cenfer banks are full senlce ~nstltut~ons that offer 
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a wlde array of trade facll~tles Often described as the super 
markets of financial servlces they can meet almost all of an 
exporter s trade financlng needs Lndeed many large exporten 
prefer to work wlth banks that are able to serve all therr needs 
The export related products offered by major money center 
banls fall lnto three broad categones UCs bankers acceDtan 
ces (BAS) and buyer s lrnes of credlt (see Methods of Export 
Credrt Financrng above) Banks vary wldely rn thelr wllling 
ness and abll~ry to offer these products Some have eagerly 
expanded then trade financlng operauons but others have 
phased out this area of banlong 

Most money center banks offer financing In conjuncuon 
wlth vanous US and forergn export credlt programs For ex 
ample banks can help the exporter secure dlrect loans from the 
Exlmbank for the buyer They also provlde suppller credlts 
under Eximbank guarantees (See European Government 
Sources and North Amencan Government Sources FFO 
reports ) 

Exporters can take advantage of comrnerclal banks' ex- 
penence In the field of export finance The bank's speclallsts 
are often knowledgeable about officral credlt programs and will 
do the detaled work requlred to structure the loan package 
from provldlng the necessary information on b e  appl~catlon 
forms to worlung out payment terms The entlre process can be 
conducted by the banh s experts ulth m~nlmum involvement 
on the part of the exporter 

How a Trade F~nance Company Works 

A long term deal Company A IS selling to Colornb~a and the 
Colomb~an buyer requrres flnamng over an e~ght year penod Ananc 
Ing IS unava~lable from publ~c or comrnerc~al cred~t sources In the 
exportets country Once the contract has been s~gned by the Colom- 
b~ans and Company A however the trade finance house negotiates a 
separate contract wrth the buyer As  the exporter ships its goods 11 
subm~ts the sh~pp~ng documents lo the trade finance house whlch then 
rem~ts payment The ~mporler pays We trade finance company over 
e~ght years 

A short term deal Company B IS negol~at~ng w~th a buyer In 
Australla The prospective buyer agrees to purchase on terms of SIX 

months but Company B wants to be pa~d on the dale of sh~prnent A 
trade llnance company prov~des the mlsslng llnk by prov~dlng the 
f~nanc~ng sought by the buyer 

The finance company after evaluat~ng the deal and findlng ~t sound 
tells the buyer ~t w11l prov~de the cred~t which would enable hlm to pay 
Company B ~mmedtately Company B s obl~gat~on ts to perform In 
accordance w~th  the terms of the contract The finance company presl 
dent describes 11s firms posltlon In the tGIflSacl10rI thls way 'That 
conlirmal~on of payment has h e n  l~kened In the past to a letter of cred~t 
but ~t IS not a letterof cred~t And In most Instances 11 IS revocable Should 
the buyer default before dellvery we would withdraw from paylng hlm 
or from paylng the suppl~er 

buned In the sales pnce Investment bank often develop hlgh 
level contacts around the world In the course of then deallngs 

Exporlfinance companres can be useful In arranging non 
recourse financrng for exporters who do not have t h e r  own 

In addltlon many money center banks offer nontradmonal FClA or other Insurance pollc~es who are dealrng wlth buyers 
services Including some that are not stncdy related to banhng who do not want to glve letters of credlt or who have been 
For example some banks have formed export tradlng com turned down by commercial banls Export finance companles 

@ panies u hlch can be pan~culxly useful for exporters faced which expanded h e r  bus~ness tremendously dunng the 1970s 
wlth countemade requirements Some banls are actlve in however were hard hlt by the ~nternauonal debt c n s ~ s  of the 
lnternat~onal leasing which can benefit exporters of heavy early 1980s As a result government-backed Insurance pre 
capital goods An rncreaslng number of banks provide factonng mlums for deals arranged b! expon finance companles hate 
and forfaltlng serv~ces been ra~sed deductlbles increased and drscreuonary l~rmts cut 

Banhs can also provlde servlces that can help exporters with back 
the man) other problems they face such as managlng forelgn Factoring houses are pamcularly useful to small and 
exchange exposure It  may not always be posslble+r n ise- mealum slzed exporters although companies of all sizes make 
to blll in the exporter s home currency but man! exporters use of the! servlces Companies ranglng from subs~dlanes of 
pan~cularl\ lnexpenenced ones do not h o w  how to handle Fortune 1N corporations to small hlghly specral~zed export 
forelgn currenc! bllllngs Banks can hedge exposure u hen management firms wlth annual total sales of only 51 mlllon 
exponcrs bill In foreign currenc! and the) can aot rse them on tahe adtantage of thls method of dolng business abroad Fac 
unich currencleq to use for bllllng purposes tonng houses not on]\ prot lde nonrecourse financ~ng but also 

Some banks can be panlcularly useful In exped~tlng expon perform all credlt lnvest~gat~ons guarantee the credlt and 
collections Tnose ulth man! otersens branches or correspon polltlcal nsh assume collect~on responslbrlltles and finance 
dent banks can w e  exporters tlme and moner, Some major accounts rezel! able (see Factonng above) 
mane\ center bank< habe established broad based advlson 
sen Ices to fac~l~tate ~nternat~onal trade Expon related servlces P ~ b i l ~  Sources of Export Flnanclng 
can include compurerlzed global market ~ntelilgence current 
deta~ls on the repul3ron en\ lronment ~n a particular countn Commeraal banhs and got emment export ass~uance afen 
experrise ~n dlterse ue3s such as uarehouse management ana cles often finance long term big tlshet ltpms and major In 
raent~ficat~on of ~ a n o u s  credit and insurance fac~l l t~es frastructural projects such as jet alrcraft telecomrnun~cat~ons 

inlestrnenr banks The pnman %a\ inLestment banks can netuorks and electrical pouer projects In LDCs Cornpetillon 
be helprul to exporters IS b) pro! ldlng lnlorrnauon on projects for these projects is fierce ~ h e i e  are bidders from at leas, tu o 
the\ are handl~np In one Instance an mestmen! banher ad d~fferent countnes on most contracts and each IS required a ~ . ~ s e i  E p~tentlal s u ~ p l ~ c r  that a eourm rrqulred 10x1 cost pro ide funding as pul of the b ~ d  
finnnclng tc mantarn an i r n a ~ e  of cred~t uonhlness The coun The cornpetit~ve race ror export orders part~cularl\ for 
tn \r2z u~ll lng to ha\e the cost of the preferential f nanclng capits1 equ~pment r r h ~ c h  requlrts long term pa\rnenr L737Bc 



ments) and the efforts of governments In ~ndusmal~zcd 
counmes to capture a larger share of t h ~ s  market for theu 
nauonals have enhanced the role of pubhc financlng sources 
The number of publlc financmg lnstimuons and theu scope of 
operaoons have been developed and exporters must directly 
or often indrrectly through thelr forelgn customen keep up to 
date wrth these msututlons' chanpng pohcles and procedures 
Nearly every mdusmahzed nauon has estabhshed own 
export credlt lnsutuuon (sometmes several) fortrade financ~ng 
and ~ t s  own officlal development assistance (ODA) agency or  
agencies for soft loans and grants to LDCs (see FFO counay 
reports for demls) 

Several lnternat~onal agencles such as the World Bank 
group actlvely finance exports through then fundrng of LDC , -onormc development programs and projects (see World 
,ank ' report for demls) Cofinanc~ng of larger development 
schemes between lntematlonal and natlonal development 
agencles has become lncreaslngly common opening up new 
tendenng prospects for exporters These agencles have often 
sought out addluonal fundmg from pnvate commercial banks 
Afnca has recaved massive new fundlng from ~nternatlonal 
sources slnce the drought disasters of the m d  1980s and its 
emphasls on a d  spend~ng has shlfted from project to program 
ald wtuch extends the range of products and exporters eligible 
for finance More recently large sums of a d  have been pledged 
to Eastern Europe and the Soviet Un~on Most of the largest 
sums from internauonal agencles llke the IMF and the EBRD 
have been earmarhed for lnrrasauctural development projects 
Other monev has been reserved for emergent) food supplies 
espec~ally for the Sov~et Unlon 

In Norrh Amenca and Europe governments have many 
programs that asslst firms In forelgn trade and Investment The 
largest share of arulable funds 1s allocated for pol~ucal nsh 
lnsurance for investments made b) the pnrate sector O ~ h e r  
programs prov~de dlrect loans and guarantees of trade loans 

3r more lnforma~on see North Amencm Government 
Sources and European Government Sources FFO repons 

Export Insurance 

Although the rnajonr) of exports--espec~alij shorr term 
t..nsact~ons-cont~nue to be shlpped uninsured fluctuaung 
exchange rates and Increased pollucal and econormc problems 
In man\ counrnes hare made cor erage ~ncreaslnglr necessan 
(see FFO countn repons for detals) For cemln marLets 
proof of lnsurance 1s v~tal to obtalnlng finance at reasonable 

rates or even at all Export financ~ng for counmes that have 
been put off cover by the major credlt msurancc agencles rs 
often unavulable or avalable only at very h g h  rnterest rates 
and short matunues Thls combinauon of events has pushed 
some formerly smong expon markets Into the countertrade 
category 

Insurance pohcles are readily accepted by the financing 
rnsutu~on as collateral for the export cred~t and the exporrer 
to whom n IS Issued must asslgn the pohcy to the financler 
Insurance whle often indispensable m malang a sale 1s not an 
uonclad guarantee aganst nsk. In many cases financing costs 
are lower when the export receivables are Insured An In 
surance pollcy or guarantee ~ssued by a government export 
credlt Insurance agency makes the financlng nonrecourse I e 
nsks and losses are covered by the lnsurance It n not unusual 
however for the Insurer to require add~uonal secunty m the 
form of a guarantee by a forelgn local bank or a cemficatlon 
fromthe buyer's central bank that foreign exchange IS ava~lable 
for payment of Interest and pnnc~pal 

Exporters tahng out lnsurance must make themselves 
thoroughly fanul~ar wlth the condluons and the fine pnnt of the 
pollcy to determne which losses will be covered Although 
nsks and lndemn~ficat~on are alwavs prec~sely defined m the 
pollcy irrevocable guarantees agarnst eve y nsk are not neces 
sanly provided The guarantee granted dlrectly to the financial 
lnsututlon (whether a cornmerclal bank or a pnvate financ~er) 
that finances the export comes very close to complete protec 
uon T h ~ s  enables the financler to finance w~thout recourse to 
the exporter 

Indemn~ficatron 1s not normally p a d  lrnrned~ately after a 
clalm IS made but only after a certain penod of tlme has 
elapsed e g slx months Exporters therefore have to expect 
a walung penod and often a cons~derable amount of red tape 
before they recelve payment 

Even when home countrv export credlt Insurance IS avul 
able and secured the exporter should also suonglt conslder 
seehng a guarantee (or requlnng the ~mporter to do so) from 
the nat~onal bank of the importing countrv that guarantees 
elther the pavment or the ava~labrl~tv of convertible currency 
to complete the transaction This IS falrlv common practice 
when US and European finns sell to a hlgn nsh country or In 
any case In u h ~ c h  Insurance coverage IS not ara~lable Sales to 
East European and Lat~n Arnencan counules rrequently de 
pend on such guarantees Export credlt Insurance or specral 
financlng for veq large sales to some countnes ma) not be 
arallable u lthout such guarantees 

FFO 'Y%JRT F~A.! .CL~~ 
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I chapter 

I 1 Financial Management 
Many owner-managers of small companies try to expand and cam 
lncrcasrng profits on a very thin rnvestment To succeed, you need 
to develop skds m finanad management And as you lmprove your 
£inanaaI slulIs, you must also Invest the necessary tune m financial 
Iannrng and control of your busmess In a small company, finan- & mGrmatlon u probably more wtal than ~t IS m a l a rg~r  one, yet 

~t takes less tune to generate 
Your f inand slulls should Include understandrng of the 

balance sheet, the profit-and-loss statement, cash £low projecuon, 
breakeven andysls, and source and appIicatlon of funds-all of whch 
are &cussed m the follolnng pages Lack of adequate workmg 
capltai is usually the greatest weakness of the s m d  company In 
many cases a husband-and-wife team runs the busmess, it is espec~ally 
unportant that both of them understand finanad management 

TOOLS OF FINANClAL MANAGEMENT 

Most small busmess owners are not accountants, but they must 
understand the tools of financrd management to be able to measure 
the return on thelr mvatment Owner-managers do not need to 
know the prcusc mcanlngs of the Items m the balance sheet and 
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profit-and-loss statement, but they must be able to Interpret these 
records accurateIy 

The owner manager can develop an undentandmg of the tools 
of fmanclal management wth the aid of h s  or her accountant, 
lawyer, banker, or perhaps the credr manager of a major suppller 
Respons~bhues to self and others make ~t lmperauve that he or she 
be acquamted wth the funcuon and purpose of the balance sheet and 
mcome statement 

The rmmehate cause of many buslness fdures 1s rnabdrty to 
pay debts as they come due, but underlying causes may be weak 
nesses m saIes or operaaons, madequate worlung capltd, losses from 
pdferage, or other reasons Usmg the tools of hnancld management, 
ather done of wth outslde assistance, the owner-manager may be 
able to detect beforehand those problems that could b m g  on bank 
rUPt CY 

Although good records are essentral to good finanad manage 
ment, they done are not enough because thelr full use reqwes 
mterpretatton and analysls The owner-manager's FrnanclaI declsrons 
c o n c e m g  return on mvested funds, approaches to banks, secunng 
greater supplter a e d t ,  and rasmg ad&uond equty capital can be 
more successful ~f he or she takes the ttme to develop understandxng 
and use of the balance sheet and profit-and Ioss statement 

Balance Sheets and Dernred Rams 

The balance sheet shows the financld conchtron of a company at the 
end of buslness on a speafic day It IS called a balance sheet because 
total assets balance wrth, or are equaI to, total habhtres plus net 
worth (see figure 4 for a conase balance sheet) Balance sheets arc 
complled monthly, quarterly, semarmudy, and/or yearly depadmg 
upon the needs of a busmess Unaudted baIance sheets developed 
between regular compdaaon dates can also be a valuable manage- 
ment tool 

Assets are hsted III order of the= convembhty mto cash Those 
considered convcmble wth one year are called current assets and are 
totaled m the first part of the asset column-"above the h e "  m 
bankrng and cre&t ternnology Current h a b h ~ e s ,  those due wthm 
one year, are llsted nmdarly, at the top of the habht~es Subtracmg 
total I r abhes  from total assets gves net worth or ownersiup cquty 
Subtractmg current Labhues born current assets gives workmg 
capital or net current assets Quck assets are those that, as the name 



unphes, can be almost ~rnmehately converted Into cash Too much 
should not be ~ e d  up m fixed assets when compared wth current 
assets and/or net worth 

, Assets Accounts 

Some of the asset accounts may be described as follows 
WH-Total  cash m bunk (Every busmess, however s m d ,  needs 

a cmh ~ o u d  of some sort, not just the balance as shown m a corn 
pany's checkbook) plus petty cash m the office FrequcntIy, because 
of outsbndmg checks, a busmess has more funds avahble m the 
bank than 1t.s checkbook shows These funds should not be used, 
however 

NOTES AND ACCOUNTS RECEIVABLE-Amounts due the 
company, usually from customers, wthm a pcnod of one year or less 
on notes and open accounts known to be collectable Notes and 
accounts rccelvabIe may also be due from the owner-manager or 
stockholdm 

INVENTORY-The stocks of matcnals, supplzes, and b s h e d  
goods of retadus, wholesalers, and manufacturers The manufacturer 
has raw materials, work-m-process, k h e d  goods, and sometunes 
consigned goads, Fllushcd goods are merchandse ready for sale, 
they are often wehoused  and used as a bass for borrowmg 

All rnventones should be valued accordmg to an accepted 
method, the one generally used u "cost or market, h c h e v e r  IS 
lower " Whenever talung physlcal mvenfones, the owner-manager 
must be careful to obtan acnrratc counts and descnpuons of d 
ltems Pnung, extensions, and footrngs should be accurate To avoxd 
errors, each of the sheets used m takmg thc inventory should be 
numbered 

In considering a loan to a small busmess, banks arc UeIy to 
place parucular emphasis on the fixed assets and the= hquldaang 
value shown on the balance sheet 

PROPERTY-Land and bddmgs The value inhcated should 
be the cost of acqusxuon If land value has appreaated, the bank 
should gwe separate consldcratlon to value of land and buddmgs 
Any bddmgs owned wll be shown on the balance sheet at cost less 
dcprcaanon, computed at the appropnatc rate 

EQUIPMENT-Th~s asset should be valued at cost less an 
allowance for depreclabon and/or obsolescence 
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MACHINERY-Ths Item shodd be handled on the same basis 
as eqmpment 

Mortgages on any of the precedmg should be mdcated, so that 
a compIete picture of each Item u avadable 

t ~ a b ~ l ~ t y  and Net Wortfi Accounts 

Labhty  and net worth accounts may be descnbed as follows 
NOTES PAYABLE-Amount of notes slgned for b o r r o w g  

purposes, may mdude notes owed to banks, suppker compmes, or 
m&nduaIs 

ACCOUNTS PAYABLE-Total amounts owed to .trade , 
crerhtors for merchanhe, matenals, and supphcs If datmg tenns arc 
gven, they would also be lnduded 

ACCRUED LIABILITIES-Unrecorded expenses lncurrcd a t  the 
dose of the fiscal or calendar year are current habihtres Such items 
as wages, salaries, taxes, and Interest accrued are often omttcd from 
balance sheets, elther through oversight or mtenuonally FaiJure to 
znclude them results m an understatement of habihues and an ovcr- 
statement of both worIung capltal and net worth Dlvldends d c h d  
by the board of hectors,  payable on a gven date, d a r l y  represent 
a habhty of the coporahon and should be shown among current 
habhbes wth the date of payment. 

TAXES PAYABLE-LocaI, state, and federal taxes, they should 
be esfmated and included among current habiktles 

FUNDED DEBT--Send bonds, notes on mortgage mstallments, 
mortgages, and other funded debts due and payable wthm one year 
are c w e n t  hababes Segregation of these amounts IS needed for 
detemmmg the current ratlo and worlung capital posltron of the 
company - - 

DEFERRED INCOME-TIus item represents momes recerved 
but not yet earned O r h a d l y ,  that porhon of the Income that has 
been earned n mcluded m the profit-and-loss statement, and the un- 
earned porhon IS seswn as an Item of deferred Income m the kabihty 
sectlon of the bdance sheet Fadure to set up the unearned pomon 
as a hbJlty results m an overstatement of habllrtles 

CONTINGENT LIABILITIES-Drsclosure of contmgent habih- 
tles LS essentxJ to deterrmne the prospective hnanclal condmon and 
current posltlon of a company Fadurc to &scIose them m the 
bdance sheet or profit-and-loss statement prohblts due cons~dera- 
aon m a cre&t or Investment andysls 



Dec 31 Dec 31 

Pr~or year Last year Change 

Assets 

Cash S 140 $ 605 +S 465 

Accounts re~tvabie  (net) S 44,690 $ 34890 -S 9300 
Inventory S 70 700 5109 770 - - +S39,070 

TOTAL CURRENT 
ASSETS $1 15.530 $145265 

Ropeny and rnachlnery (net 

of dewectat~on) S 23,810 8 55 715 - - +S31,205 

TOTAL $139,340 $200,980 +6l.S40 

Llab~i~t~es 
and Net Worth 

Shon term notes s 20,000 + S O  000 

Acc~unts payable 0 68,340 S 86 720 +S18,380 

Taxes payable (state local & 

federal1 5 11 720 S 14880 - - +S 3 1 6 0  

TOTAL CUR Fi ENT 
LlABlLlTlES S 80 060 $121,600 

NET WO RTH S59.280 $79.380 - - +20 la0 

\ 

TOTAL $139,340 $ 2 ~ 9 8 0  +s61 s o  
2 

FlGURE 4-BALANCE SHEET FOR THE WHEELER COMPANY 

NET WORTH-Net worth 1s the total assets of the buslness less 
the total habhtles In a corporauon, r t  ~nciudes both cap~tal stock 
and surplus 

CAPITAL STOCK s the total value of shares xssued to the 
owner of the buslness If the company IS unmcorporated, there WJU 
be no capltal stock account. Instead, capital accounts d l  appear 
under the name(s) of the owncr(s), s h o w g  how much equrty the 
owners have m the buslness 

Generally spcakmg, surplus IS of two major ktnds, earned and 
cap~tal Earncd surplus anses out of unhtnbuted carnmgs and is 
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defined as the balance of net profits, Income and g m s  of a corpora 
tlon from the date of rncorporauon after deducting losses and after 
deduct~ng dstnbuaons to stockhoIden and transfers to capltd stoci 
accounts when made out of such surplus An unrncorporated bus1 
ness does not have a surplus account 

In adchtlon, the balance sheet can show rntangrble assets Under 
t h ~ s  class~ficatlon are mduded such Items as patents, trademarks, 
copynghts, franchises, g o o d d ,  and other mtangbles Such rntan 
gbles are shown in the balance sheet usually at arb~trary values 
estabhshed by management For most andysls purposes, mtangbles 
are deducted from net worth Valuanon of mtangbles can be 
dstorted by fadure to provlde adequate reserves for arnortlzatlon 
and by overstatement or understatement of the penodc amortlza 
tlon charges 

Another Item that shodd be considered u deferred charges 
Thls capuon mdudes such dungs as unamoruzed debt d~scounts and 
expenses, experiment costs, &counts and comrnlsslons on c a p ~ t d  
stock, and other deferred expenses Orhan ly ,  these Items are 
wntten off to current operauons or amortized over a penod of years 
Fadure to charge the consumed or explred pomon of deferred rtems - 
to operations results m an overstatement of both assets and net 
worth 

Owner-managers should not look upon the preparaaon of the 
balance sheet as a burden, nor should they fad to use rt as a source 
for management grudancc To stay m busmess, they must have a 
reasonable bowledge of the tools of finanud management. After 
lookzng a t  a balance-sheet statement, they should be able to assess 
the state of a company's health By mspectlng a number of 
statements for consecubve accountmg penods, owner-managers 
should be able to see the general finanud trend of the CQ-y 
They should study hanclal management, erther through books (see 
the references at the end of the book) or as a student m one of the 
many courses on finance peno&cally offered by umverslues, 
colleges, trade assoaaaons, and busrness orgmzaaons 

c 

The owner manager needs some way of compamg the performance 
of h.~s or her company wth another or wth Industry averages Rauos 
are the tool for &IS There are three b d s  Balance sheet rauos show 
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the relatlonskps among vanous balance sheet items Operating ratios 
show the rdauonships of expense accounts to lncome The thud 
lund shows the relatlonshp between an item on the profit-and-loss 
statement and one on the balance sheet 

As a pracacal Ilfustmbon of the use of selected financial ranos, 
consldcr the Wheeler Company (figure 5) The owner-manager's 
cornpanson of fast year's rat~os wth the year before m&cates areas 
of finanad improvement or weakcnrng An analysis of Wheder's 
performance reveals the followng 

CURRENT RATIO-The company's current ratlo weakened 
horn 144 to 1 19 because of large mcreascs of property and 
maduncry Thts Iower ratlo reduced its ab&ty to generate cash 

QUICK RATIO-Whedcr's Increased mventory weakened ~ t s  
abw to mse cash, the qulck ratlo dropped from 56 to  2 9 - h o s t  
50 perccnt. 

ACCOUNTS RECEIVABLE TURNOVER-The Increase from 
10 7 to 16 9 mdcates that receivables "turned" to sales a greater 
number of tunes Thrs a a good slgn Management should try to 
detennrne the factors responsible for the Improvement 

ACCOUNTS RECEIVABLE OUTSTANDING (AVERAGE 
DAYS)-The reducuon from 33 6 days to 21 3 mdcates an unprove- 
ment m customer payments-perhaps the result of management's I 

rnncased c r d t  and colIemon acavlbes Qucker collection of 
accounts wdl tle up less capita1 as the company conmues to grow 

INVENTORY TURNOVER-Wheeler Company's Increase m 
rnvmtory from $70,700 to $109,770 caused a slowdown m ~ t s   turn^ 
over ratlo The rat0 of the number of tmes Wheeler's mventory 
turned over fell fiom 5 7 m the pnor year to 4 7 m the last year 
Tlus raao 1s vltd for small busrness owner managers, who must make 
most effective use of the hmited capital avadablc to them In gmeraI, 
the Iugher the rnventory turnover, the more successful the manager's 
performance 

OPERATING PROFIT PERCENTAGE-The rcducuon m 
operaung profit from 9 4 percent to 6 4 perccnt IS a matter for 
senous management analysis 

NET PROFIT PERCENTAGE-The Increase m Wheeler's 
rnterest payments and m "other deductions" caused the net profit 
percentage to decrease from 6 2 perccnt to 4 2 perccnt Thrs drop 
requues mme&ate management acnon 

RETURN ON INVESTMENT-The ratlo of net profit to net 
worth shows exactly what the busxncss earned on the cquty cap~tal 



Current ratio 
(Timosl 

Qulck ratio 
(Times) 

Accounts receivable 

Turnove (Tlmm) 

Cash accounts recelvable lnventory $1 16 630 - 144 $145 265 
Accounts payeble & taxer payable $ 80 060 zi%-Ei6 

- 1 1 9  I 
Cash & account# receivable $ 44,830 - 66 $ 35 495 
Accounts payable & texas payeble $ 80 060 ?ii%TIE - 29 1 

Sales 
Accounts race~vable 

Average days eccounts Days In year 
Recalvable end outstanding Accounts recelveble turnover 

lnvenlory turnover 
(Timar) 

Operating praflt 

(Percentage) 

Not proflt 

(Percentege) 

Dec 31 
Prior year 

Doc 31 
Lest year 

Cost of gaodr $400 985 - 5 7  $515 300 
Inventory $ 70 700 $109 770 - I 7  I 

Operating profit $ 45 080 - 9 4  
Sales $480 11 6 

Net profit $ 30PW - 6 2  $ 24 670 
Seles $480 11 6 $589 480 

- I 2  I 
Return on Investment Net profit $ 30 000 - 506 $ 24 670 

(Percentage) Net worth $ 59 280 $ 79 380 
- 3 1  1 

I Debt to net worth Accounts peyeble texer payable $ 80 060 - 135 $121 600 1 1 3  1 
IPercentage) Net worth rn $ 79 380 

FIGURE 6-SELECTE~ FINANCIAL RATIOS 
FROM THE WHEELER COMPANY S BALANCE SHEET 
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Invested Of course, m many cases, the owner must develop an 
"ad~usted net profit to net worth ratlo " He or she must take Into 
conslderatlon personal salary drawngs that may be greater than 
normnal and must consider any abnormal personal expenses How- 
ever, net worth, as stated, may actually reflect a very consexvatwe 
mventory pol~cy B o r d e h e  items classed as expenses, mstead of 
capitahzed, d also cause book net worth to appear low The 
effects on ''true return on mvestment" can be conslderabIe The 
owner-manager may tiunk all IS gomg well wth the "mvested" 
funds but, m fact, they may be domg poorfy when al l  factors are 
taken mto proper account 

DEBT TO NET WORTH-The total debt of the Wheeler Com- 
pany rnaeased from $80,060 to $121,600, m m g  the debt to net 
worth raao from 1 35 to 1 53 Thu maease IS a signaI to manage- 
ment to restram ~ t s  purchases of mventory, property, and madunery 

In addrtlon to the analysis of the balancesheet rauos developed, 
the owner-manager d h d  ~t duab le  to compare the company's 
ratios wth those of others m the same mdustry Sources for such 
ratlos mcfude Dun & Bradstreet, Robert Moms Assoaates (The 
Nabonal Associauon of Bank Loan Officers), trade associauons, 
trade publcaaons, uversiues, and pubhc accounting firms 

i Prof* and-Loss lOperamgl Statement 

The owner-manager must have some gauge to measure the degree of 
success or fdure  of thc busmess and must know the net result of i 

subtractmg expenses from e m g s  The profit-and-loss statement 
IS the gauge used to detcrrmne profitabhty UnJlke the balance sheet, 
winch shows the con&~on  of a company at  a gzven moment, r t  mca 
sures the profit or loss of a busmess over a pcnod of ume-a month, 
quarter, or year, for example 

The use of monthly operating figures denved from the monthly 
ma1 baIance IS a neccsslry, regardless of the sue of the company The 
owner-manager need not take a physical rnventory each month rn 
order to have a profit andloss statement The accountant can 
develop the statement by usmg vanous methods to arnve at the cost 
of goods sold The monthly profit-and loss statement should be in 
the hands of the manager by the end of the second week of the 
followsng month if r t  IS to be of value m determuung areas of 
strength and weakness m the buslness To accomplsh b, the book 



keeper and other members of the company must stay up todate on 
all accountmg and control matters Supphers usually send m rnvolces 
on ame, recavlng records must be sent to the bookkeeper on time, 

and so forth 
The monthly pro fit-and-loss statement and balance shect are 

also useful for verification of the accuracy and completeness of the 
d d y  and weekly hancial and opcranng lnformauon that the owner 
manager rehcs on m malung day-today decrslons 

Amount of Detail Needed 

The d e t d  needed for the accounts on the profit-and-loss statement 
Hrlll vary wth the type and sIze of busmess Enough d e t d  should be 
rnduded to enable owner managers to detcnnrne where they are 
e a m g  gross profit and how they are spendmg money\ For example, 
a retder  of home furmshgs and applances mlght set up two gross 
profit accounts because the two product h e s  would show wde 
vanation m gross profits Yet, it ml&t be best to keep the expense 
records together (m one account) because of the common use of the 
company's showroom, warehouse, and dchvery trucks SxmiIarly , 
many manufacturers handle products "for resdc only" m addnon to 
thelr normal manufacturing operattons In such sltuatlons, n nught 
be admsable to keep a separate accounmg of the gross profits earned 
from the two drffuent acttmttes. 

Wheeler's Yearly P&L Statement 

The Wheder Company is a typical job-lot manufacturer, a descnp- 
Qon of the pmclpal items m ~ t s  profit-and-loss statement (see figure 
6) follows 

1 NET SALES-Reprcscnts gross dollar sales mrnus mer- 
chanhse returns and dowances Some accountants also de%ash 
&counts granted to customers, saymg that these a d y  reduce the 
net s&g pncc, others aedxt the &count to "other expenses " 
aTndeyy and "quantity" &counts are conccsslons off pnce and 
should be deducted from gross sales Out-frught IS also a deduction rf 
goods are sold f o b destmatlon In settlng up profit-and loss state- 
ments m percentages, net sdes arc shown as 100 percent 

2 COST-OF-GOODS SOLD--Cons~sts of h e c t  matenals con- 
sumed m the penod, dzrect labor, and shop overhead Shop overhead 
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mdudes mdxect labor, machmery repaus, hght, heat, power, msur- 
ance, factory supphes, rent, depreclatlon, and plant supemsory 
salarles AU Items except duect matenals consumed can be accurately 
and completely accumulated The matcnalsconsurned figure IS 

detennmed by addmg purchases and mcormng frelght to the b e p  
sung mventory and then subtractmg the endmg mventory 

The accuracy of tIus account depends upon the cart used m 
rneasunng the begmmng and endmg Inventones T h s  account affects 
the valuat~on of the gross profit for the period and hence the entlrc 
profit-and-loss statement 

The owner manager's pmcrpation m talung rnventory a essen- 
tlaL He or she must understand the conchtlon, quantrQes, and 
lnventory value m order to znterpret the profit-and-loss statement 
He or she must make ccrtam that each rnventory count IS taken m a 
conmtent fashon-from raw matenals through work-m-process to 
fimshed goods O t h e ~ s e ,  the matenals-used figure won't be 
accurate If the rnventory 1s consistent, the owner-manager wdI then 
be m a position to judge matenal usage and how it relates to the 
product murture of sales and to the method of estlrnatlng and pnclng 
busmess 

For rctaden and wholesalers, the cost of-goods figure Includes 
the begmmng rnventory pIus purchases and freight-m during the 
penod covered, mrnw the endmg mventory Retders and whole- 
salers need even greater accuracy than manufacturers whcn they 
take lnventory because a larger proporuon of thelr capltal is tled 
up I t  a very dxfficult not to be overstocked on at least some slow- ! 

moving items 
3 GROSS PROFIT-Dete-ed by 'deductmg cost of goods 

from net sales Thrs IS an unportant figure, parhcdarly whcn com- 
pention forces pnces down Increases and decreases m pnces can 
have a great effect both on gross profit dollars and on gross profit 
percentage A sllght reduction m pncc may r e q u e  a substantld 
rncrease m volume ~f the same amount of gross profit dollars is to be 
reallzed 

4 OTHER OPERATING EXPENSES-Includes selhg, adrnrn 
istratwe, and general expenses Addtlonal classifications may be 
estabhshed dcpendmg upon the srze of the busmcss, the nature of 
the mdustry, and the w h e s  of the owner-manager 

Se lhg  overhead mdudes sales agents' salanes or commusions, 
sales euecuuves' wages, sales office salanes, travel expenses, trade 



1 NETSALES 

Dee 31 
Prlor yaar Percent 

2 COST OF GOODS SOLD 
(Dlrqpt meterlsls direct labor, and whop overhead1 $400,986 

Dec  31 
Last year Percent 

$589 480 100 

3 GROSS PROFIT $ 79 130 16 5 $ 74 180 12 6 

1 4 OTHER OPERATING EXPENSES 
(Sales overhesd, edrnlnlrtretlon overhead 

& general overheed) 

I 6 OPERATINGPROFIT 

6 INTEREST AND OTHER DEDUCTIONS 

7 PROFIT BEFORE TAXES 

B TAXES& 

9 NETPROFIT 

10 DIVIDENDS $ 10000 $ 4000 

11 RETAINED IN TFE BUSINESS $ 20 000 $ 20 670 
I 

FIGURE 6-COMPAdISON OF 12 MONTHS PROFIT AND LOSS 
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show expenses, entertarnment, sales promouon, and adverusrng The 
ratlo of se lhg  overhead to net sales shodd be revlewed and con 
trolled often 

Adml~ustranve overhead lncludes admmstrauve or office 
salanes and wages, light, heat, commurucatlons, and cost of legal 
and accounung semces General expenses lndude unusual expenses 
not dassficd elsewhere 

5 O P E M N G  PROFIT-Measures the hfference between 
gross profit on sales and operatmg expenses Oderatmg profit mea- 
sures the effecnveness of management operauons for a penod of 
tune Owner-managers should always watch the ratlo of operabng 
profit to sales because ~t reflects the overall effectlveness of thw 
deasions 

6 INTEREST AND OTHER DEDUCTIONS-Indudes mter- 
est, doubtful accounts, and &counts granted (lf not h a d y  
deducted from sales) Also rnduded are unusual costs such as losses 
on the sale of fxtures or m a h e r y  

7 PROFIT BEFORE TAXES-Represents the profit achreved 
by a company when mterest expense and other deduc~ons have been 
deducted from the operamg profit 

8 TAXES-Includes federal, state, and local taxes due or 
p a d  by the company out of its cammgs Spenal conhbons d o w  
the e h a n o n  or reducuon of taxes for certan penods-for 
exampfe, prevlous losses or special depreclatlon allowances Capltal 
gains taxes are gwcn special consideratxon 

9 NET PROFIT (after taxes)-Represents eammgs available 
dunng the penod for dstnbutlon or retention 

10 DIVIDENDS-Inhcatcs amount or earnmgs, ~f any, h s  
tnbuted to stockholders, if the buslness 1s a corporation 

11 RETAINED IN BUSZNESS-Stands for net amount that 
remms from earrung;, transferred to earned surplus on the balance 
sheet It also reflects, m d&txon to the depreciations taken, the 
admuonal inflow of funds from operanons dumg the penod under 
conslderauon 

The Monthly P&L-A Worktng Tool 

The monthly profit and loss statement, prepared accurately and on 
tlme, 1s perhaps the owner manager's most valuable worhng tool 
Uslng the statement to compare performance w t h  the prenous 



month and wth the same month a vear ago provldes the owner 
manager w th  some red p d e h e s  to follow In managng the business 
A condensed monthly report (see figure 7 for sample form) will 
highIight changes, the owner manager can then go Into the account 
mg records for specifics to use as the basts for further analysis and 
acuon T h s  method not only saves hme, ~t also helps the owner 
manager to keep posted on all phases of the enterpnse in a system 
auc manner 

Analvsis of percentage changes wll mhcate areas needmg 
attenuon, it w d  help the owner manager recall transacuons and 
events occumng in the prevlous month that are factors m the 
changes The profit and-loss statement presents the net effects of 
such transactions These mrght lnclude a sale y e l b g  hgh  or low 
profits, the sale of old mventory, the payment of bonuses to various 

employees, the purchase of raw matenals at  low cost, a new 
approach m advcmsmg, or an extended pendd of overtxme work in 
several departments 

T~me Needed 

Owner-managers need to declde how much tune they can afford to 
spend on accounang and contxol information They should &s 
aphne themselves and their staff or accountants to set up the system 

- and devdop the figures on tlme each month, and, even more Impor 
tant, they should use the data to unprove then performance as 
managers The ever-present tendency among owner-managers 1s not 
to run the busmess, but to let matters go along untd a problem 
develops Then there ~s httle m e  to analyze, actlon is demanded, 
and a hasty dcclsion often leads to the wrong acQon 

Cash Flow Project~ons 

Every manager of a small buslness faces the problem of m e e w  the 
payroll or of presslng trade payables Usually, he or she w d  take a 
piece of paper and h t  aU possible sources of funds m trylng to find a 
way out of the problem But why should the manager w a t  untd the 
last rmnute to learn of these pressmg cash needs? Wouldn't he or she . be better off to have a dear understandmg of them m advance? 

Usmg a sunple cash flow or cash budgeung techruque, a book 
keeper, once t rmed  in a system, can provlde monthly data on 



COMMENTS 

GROSS SALES 

2 C O S  OF GOODS SOLD 

Direct Matertal Used 

D~rect Labor 

Shop Overhead 

Adrntn~nrattve E x p e w r  

General Expenses 

7 PROFIT BEFORE TAXES 

FIGURE 7-FORM FOR MONTHLY PROFIT AND LOSS STATEMENT 

expected cash requirements and cash resources W~th such a program, 
and uslng hls or her evpenence and abdity to forecast comrng bus1 
ness, the  owner manager can establish cash flow projecuons for SIX 

months or more Any cash budget IS based upon certan assumpuons 
about the followmg sales volume, cash sales, payment patterns of 
accounts rccelvable, owner's personal wthdrawals, and the other 
elements ~nvolved m a cash flow These assumpuons must be 
reaksuc, and the owner manager must understand therr relauon to 
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overall cash flow Then he or she may need to force certrun trans 
acuons, or perhaps let up on others dunng c e r t a  penods When 
major, unexpected events occur, therr effect on cash snould be 
qurckly determ~ned 

Typ~cal assumpuons mrght be as follows 

1 Sales m a grven month wrll result In 40 percent cash and 60 per 
cent on open book credt 

2 Forty percent of the 60 percent on open book credlt wll be 
collected In cash the followng month, and the remanmg 20 
percent wd come In a month later 

3 The gross profit margrn on sales IS 30 percent, and the pur 
chase for mventory wdl be 50 percent of the followrng month's 
anticipated shpments \ 

4 AII inventory purchases are p a d  m cash dunng the monrh m 
which they are made, and the &scounts of from 1 to 2 percent 
should be taken dependmg on the pnme rate at the parucular 
ome penod 

5 A mlnlmum cash balance should be equal to two weeks' pay- 
roll, and borrowng must be planned on the basls of three 
months' requrements, at which tlme a forecast of payback 
must be estabhshed 

6 Addtlonal expenses assouated wth operanons and p a d  dunng 
each month are as folIows 

Salanes and wages $4,700 
Rent 1,5 00 
General expenses 1,200 

Cash Forecast Form 

If the owner and hs bookkeeper realrzc the use and apphcauon of 
a cash flow, they can make certan they have the data necessary to 
make better deuslons c c n c c m g  cash F~gure 8 shows a ryp~cal 
cash forecast form, uslng it, the bookkeeper can keep the owncr- 
manager lnformed of the dady and weekly progress of cash recelpts 
And wth ttus informahon, the manager can advlse the bookkeeper 
on the company's cash dsbursement It a par&cuIarIy mportant that 
the bookkeeper know *ade payable pnonbcs dumg penods of ught 
cash Another very useful tool is the statement of sources and apph- 
cauon of funds Its basic purpose 1s to show where cash came from 
and where it was used It  1s a counterpart to the  cash budget Both 
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are on a cash basls The cash budget forecasts the future, the state- 
ment of sources and applrcaaon of funds records the past. 

The owner-manager can also use cash flow statements to back- 
stop loan requests The first questions a loan officer wdl ask are, 
'Why do you necd the money?" and "How &d you d e t e m e  the 
amount you need?" Here the mformabon horn the cash flow state- 
ment provldes the answer The loan officer will then ask, 'What &d 
you do wth the money your company had?" The sources and 
apphcatlons statement answers th~~ qucstlon 

Semannudy and annudy, or dumg penods of speclal needs, 
the accountant shodd prepare a statement of the company's sources 
and apphca~ons of funds From the resdts, the owner-manager will 
dctcrmnc the effective use of equty capital invested and of bank 
borrowmgs 

termlnlng the Break-Even Polnt 

Some owner-managers of small compames may find formal break- 
even polnt analys~s of httle value If there IS frequent change m 
product mur, profit ~ J X ,  and volume of buuness, a formal approach 
has little value Small buslnesscs rarely have a constant sales umt or 
product rmxture Sales genesally consist of many hfferent job lots, 
product h e s ,  or types of s c ~ c c s  And they almost always reflect 
hfferent producuon or operatmg costs The shop or warehouse d 
probably be processxng many &fferent types of orders at any one 
tune In ad&txon, the work force m the office or shop d vary only 
shgfitly, ~f at all,  fiom week to week Except for seasonal rushes, 
when adhbonal full-trine and part-me people ar; needed, normal 
Increases m workload arc absorbed by overhrne and (perhaps) by 
people workmg harder 

The un~que set of concfinons m smaU cornparues IS q u t e  &ffer- 
ent from that m large production shops, where long runs of sunilar 
items are common In general, m smaller businesses the amount of 
variable producuon, s&g, and adrnlrustra~ve expenses IS small 
XI rclauon to fmcd expenses This wrll be true except dunng a penod 
of major expansion or when a large amount of work has to be sub- 
contracted because of the overload of work or because of the specla1 
sWs rcqured 

In a small manufacturing busmess, determlnatlon of a break- 
even polnt c d s  for rmewmg the prcvlous month's and year's operat- 
mg cxpcnence to determme the ratlos of duect labor to sales and 
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duect matenals to sales These rauos Hrlll reflect the cxpenenced 
averages based upon the cxlstlng product nux and level of s&g 
pnces m the trade It IS then necessary to determxne the shop, sdes, 
admuustratlve, and general overhead 

For example, m the Washburn Manufactunng Company the 
operaung facts for the prevlous year are as foIlows 

Dzrect iabor = 20 percent of net sales 

Dtrect matenal= 40 percent of  net sales 

Shop, sales, general, and admrnrrtratrve overhead = 5156,000 
(53,000 on the metage per week, or 813,000 per month) 

\ 

Peak capaaty of the shop w t h  current labor madunery and space 
arrangements-based upon one shlft wth some ovemmc and a few 
part-tune helpers--equal $50,000 per month, or about $600,000 per 
Year 

The maxunum monthly profit that could be expected IS based 
on the assurnptlon that the work produced and shlpped had a drect 
labor and matend content of no more than 60 percent of sales The 
resultlng contnbu~on to overhead would have been 40 percent of 
$50,000 maxzmum shpments, or $20,000 The resultlng profit 
wodd have been $20,000 m u s  the expected overhead of $13,000, 
or $7,000 

A remw such as ths shows the owner-manager the need for 
keeprng the shop busy Throughout a 12-month penod t h ~ s  may be 
Mficult because there will be penods of low sales, espeady m a 
seasonal busmess Sometunes a IS possible to get bumcss at lower 
pnces dunng these slack penods But what wrLI be the effect of lower 
pnces on the regular-pncc busmess? Owner-managers must conwol 
the amount of low-pnce busmess they can put mto the sh,o.e,They 
must have some way to measure tne amount of low-pnce bus~xless 
they can do and sidl make a profit And they may deterrmne t h ~ ~  by 
analyzing yearly busmess projections 

In the Washburn Manufactunng Company example, the rauo 
of labor and matenals to selLzng pnce 1s 60 percent If lower s&g 
pnces rncrcase h ratlo to 70 percent, for example, the volume of 
busmess necessary to cover $13,000 of monthly overhead must 
also mcreasc 



Cash balance beginning of month 

RECEIPTS 
Accounts racelvabla collecttonr 
Bank loan proceeds 

TOTAL CASH AVAILABLE 

DISBURSEMENTS 

Trade payabler 
Payroll-hourly 
Payroll-mlary 
General expenses 
Salllng expensas 
Capltal eddltions 
Income taxer local nata federal 
Bank loan repayment 
Total dlrbursaments 

Jenuary February Merch Apr~l  
Est Act €st Act Est Act Err Act 

CASH BALANCE END OF MONTH -- -- -- -- 
Less rnlnlmurn balances -- -- -- -- 

ESTIMATED AMOUNT OF CASH AVAILABLE -- 

FIGURE 8-CASH FORECAST FORM 
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Owner-managers must understand that profit 1s not generrtted 
untll overhead IS earned They must try to sell thelr products or 
semces at the hlghest pncc possible If thev cannot m a n t a n  thelr 
pnce levels m the face of compeution, the company's breah eien 
point wdl rncrease as they decrease thelr average sell~ng pnce 

The monthlv profit-and-loss statement can be used to test 
deusions on pncmg, sales, and expense control agmst  evpectauons 
By doing th for a penod of tlme, the owner manager d l  be able to 
judge how to  pnce to achleve a p e n  volume and profit In c e n a n  
srtuatlons when demand is seasonal, the owner manager can use low 
pnce busrness to balance overhead and keep losses to a mlnlrnum 
whlle kecprng the orgaruzatlon Intact for the more profitable penods 
of the year T h s  approach is sound only if the manager has done a 
sufficient amount of analysis to know the level of sdes to evpect 
over the enure 12 month penod Predetermined estlrnates of sales, 
costs, and possible profits are often very helpful 

GETTING SHORT TERM 
A N D  LONG-TERM MONEY 

Owner-managers must, at aII lanes, know thelr current and prospec- 
m e  cash posltron Therr a b h t y  to deveIop sources of funds to  take 
advantage of busrness opportunrtles or to  get through tlght busrness 
penods d help them to  make more effectwe busmess declslons 
Uslng the cash budget, managers can & s t m p h  between temporary, 
short-term needs and permanent, long term requements and can 
aIso d e t e m n e  how much a d  they may need 

-- 
Sources of Short Term Funds 

Sources for short-term money needs are e~ther  operauons or  rnstltu- 
tlons The company should keep a suffic~ent cash balance t o  

1 

1 Take advantage of trade &scounts, 
2 M a m t m  a good c reh t  raung rn the trade, 
3 Retam sufficient funds for busrness opportunlues, 
4 Be prepared for emergencies, and 
5 Antlclpate seasonaI needs 
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Ratio Analysis - Definitions 



RATIO ANALYSIS 

Four types of ratro s 

Most programs look at least four ratro s lrqurdrty ratro coverage ratro leverage ratro and 
operating ratro 

L ~ q u i d ~ t y  Ratlo Lrqurdrty IS the measure of the qualrty and adequacy of 
current assets to meet current lrabrlrtres The two most use lrqurdrty ratro s In a credrt scorrrg 
model are current ratro' ( current assetslcurrent lrabrlrtres ) and saleslrecervable ratro ( total 
saleslaccounts recervable ) Lrqurdrty ratro s whrch could be added rn the future would be 
qurck ratro ( cash & cash equrvalents plus accounts receivableslcurrent Irabrlrtres ) and a net 

sales ratro ( net saleslaccounts recervable) 

Coveraqe Ratlo Thrs IS a measure of the firms abrlrty to servrce debt The srngle 
coverage ratro ~n the model IS EBlT ( Net Earnrngs before payment of loan rnterest expense 
and tax expense drvrded by the amount of loan rnterest pard ) Some analysts now use 
EBITDA ( Net earnings before rnterest, taxes deprecratron & amortlzatron ) 

Leveraqe Ratio Thrs ratro analyzes the effect of debt ( leverage ) on the net 
worth of the company Hrghly leveraged firms are more vulnerable to busmess downturns 
than those wlth lower debt to net worth posrtrons However the measure of ihrs vulnerabrlrty 
can vary dependrng upon the requrrements of the rndustry The two ratro s In thrs model are 
DebffNet Worth ( total lrabrlrtres dlvlded by equrty of caprtal stock and retarned earnings ) and 
Flxed AssetsINet Worth ( total non current assets dlvrded by equ~ty or caprtal stock and 
retarned earnrngs ) 

Operatrnq Ratlo These ratros are desrgned to ass~st In the evaluatron of management 
performance Two rat~os used In the model are Earnrngs Before TaxeslNet Worth ( net 
earnrngs after expenses and rnterest drvrded by equrty of capital stock and retarned earnrngs) 
and Earnrngs Before TaxeslAssets ( net earnrngs after expenses and rnterest drvrded by total 
assets ) 

Dependrng upon the type of rndustry berng s analyzed numerous other ratrcs mrght be 
consrdered such as EarnrngslCurrent Inventory Expenses/Sales and ratros for expense 
classrficatrons to drrect salary and wage expense etc 

A frequently rererred to ratro IS the 

Quick Ratio - CashlCurrent Lrabrlrtres Thrs demonstrated a firms abllrty to meet ~t s most 
current needs lrke payroll heat lrght electrrcrty and telephone etc 

Ratro s lrke financ~al statements themselves are gurdes not to be taken wholly or In part by 
them selves The ratro s derrved from the statements need to be compared tc statements of 
other frrms In srmrlar bus~nesses When thrs comparrson IS made one can then get a sense of 
the relative posrtron of thrs company rn relatlonshrp to ~ t s  peers 

Ratlo Analysls and Credrt Scorlng have become a frne but not absolute sclence Part~c~larly 
when used In large numbers of srrnrlar credrts They have become the bass for determlnrng 
alleged certarnty when certarnty doesn t exrst 
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