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| INTRODUCTION

As part of 1ts scope of work to provide technical assistance to the JLGC, FWA’s
Actuanial/Underwriting Advisor 1s required to provide the following deliverables during the course
of lus activity “Completion of  tramning manuals for underwriting procedures” and “planning,
preparation, implementation and evaluation of an underwriting trammng course for JLGC
employees ” Thus report 1s submutted in fulfillment of these obligations The actual training course
was given 1n the last three weeks of the Advisor’s assignment and was attended by the key
operating officers of JLGC As noted 1n the evaluation section of this report, the training was
generally well recerved by JLGC employees and built upon their personal management experiences
and prior traimng recerved from other sources
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! GENERAL CONCEPTS

Credit assessment for short term loans or guarantees 1s not an exact science The following
guidelines are intended as an aid to identifying the relevant 1ssues and attaching the correct weight
and emphasis to those 1ssues

Remember that the business of underwriting involves the analysis of “risk” the “nisk™ of non or
late payment “Underwniters” in credit guarantee agencies evaluate risk The term onginates from
when individuals used to sign their name to cargo manifests, therein “underwriting” or guaranteeing
the description of the cargo being sent abroad Today, people who evaluate risks are also called
“underwriters” because m a real sense they are verifymg that the firm or individual applying for
credit 1s indeed what 1t or he 1s represented to be

Medium Term v Short Term

It 1s important for underwriters to realize that credit assessments for medium term loans or
investment of equuty has a considerably different emphasis than shorr term credit assessment For
example, the rate of return on assets or the age of plant and machinery are not particularly relevant
to determming whether a 180 day bill of exchange or draft will be paid on presentation The
following guidelines are relevant for short term credit analysis

Possibility of a “Tail”

Notwithstanding the short term nature of most of JLGC’s credit assessment, 1t should also be
recognized that there can be a 1 /2 year “tail” to a short term credit approval For example, if the
term of the policy 1s one year and the maximum repayment term 1s six months, the “tail” of
unrepaid financing can extend beyond the expiration date of the policy
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]| BALANCING THE ISSUES

Prompt Responses

In the administration of credit approval limuts, 1t 1s important to act quickly and m a manner
consistent with the commercial nature of the transaction

Insufficient Information

Seldom wall there be complete information on every factor relevant to a credit assessments Even
with respect to the key 1ssues following, there may be msufficient information regarding the buyer’s
record of payment of debt, inconsistencies between sources of credit information, or inadequate
levels of working capital ( cash flow )

Make a Decision

It 1s usually not possible 1n advance to decide what weight to attach to individual elements
However, an attempt should be made to reach a decision 1n every case where practical
considerations dictate that this should be done, even where there are gaps 1n the available
mformation
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v FLEXIBILITY & COMMERCIAL REALISM

Other Choices

An underwniter should be conscious of the fact that for most exporters, getting the busimess done as
speedily as possible 1s their major concern If confronted with documents that are too complex, or
with delays which appear unnecessary or likely to endanger successful completion of the business,
the exporter will be less mchined to use export credit guarantees

Most of the business that 1s submutted for coverage on a whole turnover basts 1s gong to be shipped
and paid for with or without cover The underwriter should always bear this in mind as a disciphine
to encourage action within a commercially realistic time-frame and with the approprniate degree of
flexiblity

Reasonable v Absolute - a Gray Area

Think of Absolute as a black area and Reasonable as a White area with multiple shades of gray in
between Credit evaluation and credit improvement may seek to modify a transaction within
commercially accepted practices towards the area of Absolute Assurance of Repayment However,
from the outset 1t should be recogmzed that one cannot get an Absolute Assurance of Repayment

An underwniter should also consider that he/she has a duty to assist an exporter as much as possible
as long as this 1s consistent with the objective of only guaranteeing business that has a reasonable
prospect of payment

There are many mnstances where credit limats that normally would not be approved can be approved
if conditions are attached to the approval For example, it could be possible to accommodate a
credit limt request 1f an exporter can be persuaded to reduce the amount of the line of credit
requested Therefore, rather than making one shipment the exporter can make two smaller ones
thereby reducing the risk of nonpayment The effort should always be to try to move towards the
darker area of the spectrum between Absolute & Reasonable, given that Absolute 1s the darker and
preferred area

A second approach may be through the ltmitation on the time period that an approval will be valid
Thus the exporter’s total exposure could be reviewed at a time earlier than normal Finally, there
may also be a modification mn the terms of payment Rather than shipping on open account, a date
or sight draft may be used or even an unconfirmed letter of credit

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

Knowledge of different interest rate possibilities 1s also important to JLGC underwnters, both
because JL.GC guarantees interest and because the type of interest imposed by the lender will affect
debt-servicing capabilities

This discussion will assume two cases In case one, the interest rate will be fixed to the “peg” rate
or i the second case floating rate of interest Interest rates are referred to as “spreads” over the
prime lending rate or 1n the case of mternational rates over LIBOR (London Interbank Offered
Rate) Thus spread 1s then expressed m “basis pomnts” (bp ) 100 basis pomts are equal to a 1%
change 1n the rate

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

The effective interest rate can vary depending on the way the interest and principal are paid as well
as the “placement” fee Under the Micro Loan Program in Jordan the interest rates are included
the payments and not expressed as mterest We will describe four different loan payment schemes
that will each have different APR (Actual Percentage Rates )

Case one equal amortization of interest and principal

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

Case three payments of mterest only for the hife of the loan with a final one time or “balloon”
payment of at the end of the term

Case four an early equal amortization of interest 1in effect prepayment of mnterest and subsequently a
different schedule for the repayment of principal, 1 e a 30% payment at the end of the term

Each of these cases will have a different APR Excel has an excellent program that can assist in
determimng the APR for any loan based on any scenario
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Vi COLLATERAL

As part of the process of demonstrating flexibility and using best endeavors to find a means of
covering an exporter’s busmess, 1t may become necessary from time to time to request that the
foreign buyer provide security or collateral to the exporter to assure a timely repayment The
benefit of any security provided to the exporter becomes available to the JLGC by means of the
subrogation provision under the terms of the policy Several forms of collateral have been used
However the most frequently used are (1) financial guarantees in the form of standby letters of
credit or pledges and (2) mortgages and other charges on assets

A guarantee or pledge 1s an undertaking by the guarantor that he/she or any third party will be
responstble for the debt, 1f the other person or company 1s unable to pay It 1s a common occurrence
for parent or associated companies to guarantee the debts of their subsidiaries or associated
compantes In many cases, the buyer 1s a subsidiary of a larger company, but the buyer 1s without
substantial assets In such cases, a guarantee by the parent or associated company may be
necessary

Quite often a guarantee 1s provided without question where the buyer subsidiary company 1s without
the necessary substance to be a good credit risk On other occasions, a guarantee 1s refused, usually
with the explanation that subsidiaries must “stand on their own two feet” A further refinement 1s
for the parent or associated company to offer a “letter of comfort” This usually incorporates a
statement to the effect that 1t 1s the parent or associated company’s policy to ensure that the debts of
the subsidiary are paid, but 1t accepts no legal hiability to pay them

Obtaming a guarantee, particularly a personal guarantee of directors or shareholders, does not
necessarily cure all defects 1n the creditworthuness of the buyer, even 1if the guarantor has adequate
asset backing It 1s also necessary to look at the legal environment in which the JLGC would be
requured to enforce such an obligation, 1f it became necessary

However, a guarantee from a parent company, director or shareholder can be a positive sign A
guarantee can be an “act of good faith” indication that the guarantor stands behind the buyer As
such, a guarantee can be of considerable value

In many countres, enforcing guarantees, no matter what form, 1s very difficult and this should be
taken into consideration when weighing all of the factors affecting the final credit decision

Mortgages or charges over assets are usually used for medium term finance However, underwriters
should be aware of the availability of such security as an alternative Arranging for this type of
collateralization can be expensive and time consuming Therefore, unless there 1s going to be a long
term relationship with the buyer, 1t may be too expensive

Property valuation procedures will vary from country to country and the foreclosure process will
also vary Therefore, 1f one accepts property as collateral, one must know what the basis 1s for the
value presented as well as the time 1t would take to foreclose on the property For example, n
Jordan 1t will take up to three years The valuation may not be based on recent comparable sales or
the economic value, but on the appraiser in the bank who may have a bias
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Important If JLGC or the lender takes “collateral” for security on a loan, JLGC or the lender must
have “control” of the asset That 1s, 1t must “control” the ability to hiquidate the asset Otherwise,
the collateral 1s of little value Also, the value has to have a relationship to the value achieved when
the asset 1s sold under what 1s referred to as a distressed situation In some countries 1t 1s referred to
as “under the hammer (gavel) of the auctioneer ”

As part of an underwriter’s “due diligence” in determining the creditworthiness of a buyer he/she
should use

Credtt reports

Trade references

Prior ledger experience of your own as well as other creditors of the buyer
Bank references

Financial statements

VVVVYY
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VI  UNDERWRITING PROCEDURES - BUYER / EXPORTER

Timely processing of an application 1s essential - As previously discussed, 1t 1s of the utmost
importance that underwriters act within a commercially realistic time-frame  Where there are
delays 1n approving credit himits caused by essential need to obtamn credit mformation, the exporter
should be kept continually advised of progress

The procedure mn each case should reflect this need to act commercially, and follow this general
pattern

A buyer file should be created and contain,

Financial statements reflecting a favorable working capital position
Agency and/or favorable bank reports on the buyer ( credit information )
Evidence of the performance of management in improving the business
Stability of the buyer’s mdustry

Exporter’s experience with the buyer in regards to payment record
Financial statements reflecting a favorable working capital position

VVVVVYY

An exporter’s file should contain

Fmancial statements reflecting a favorable working capital position
Agency and/or favorable bank reports on the exporter ( credit information )
Ewidence of the performance of management m improving the busmess
Stability of the exporter’s industry

Financial statements reflecting a favorable working caprtal position

VVVVYYVY

All of this information about the borrower/ exporter 1s to ascertain what in the mdustry was referred
to as the 5 “C”’s, which recently become seven The 7 “C”'s are

Character

Capacity

Capatal

Conditions

Customer relationships
Competition

Collateral

NN RN e

Other factors that may be used as a primary basis for a credit decision-making may mnclude

Number of years in business
Geographical location

Experience m sector

Product line age

Expansion of existing product line

VYVVYY
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VVVVVVVVVVVVVVVVY

Size or potential market
Alternative suppliers

Competing products

Minimum capital requirements
Taniff and non tanff barriers
Dependence on purchased mputs
Transportation requirements
Requirements for advanced management skall
Type of collateral

Debt servicing level

Debt / Equuty ratio

Overall cost of capital
Likelihood of early cash flow
Proneness to cyclical behavior
Working capital requirements
Track record of borrower
Insurable risks

The extent and degree of analysis will be directly proportional to the amount of the loan For
example

A LOAN OF 50,000 TO
100,000 JD'S

Central Bank Venfication
Daily Newspaper Data Base
110 Credit Report

(1) Bank Checking

Pror Ledger Expenence
Tax Department Venfication

100,000 TO 200,000 JD'S

Central Bank Verfication

Daily Newspaper Data Base

(1) Credtt Report

(2) Bank Checkings

Prior Ledger Expenence

Tax Department Verfication

Un Audited Financial Statements

200,000 OR MORE

Central Bank Verffication
Daily Newspaper Data Base
(2) Credit Reports

(2) Bank Checkings

Prior Ledger Experience

Tax Department Venfication
Audited Financial Statements
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Vil CREDIT REPORTS

It 1s important to have an understanding of credit nformation available from a wide variety of
sources The general purpose in analyzing credit information is to arrive at a decision as to whether
or not the concern ments the amount of credit under consideration Remember that JLGC 1s n the
“nisk” business and remain skeptical

JLGC 1s not only concerned with a single transaction, but with the future potential that any account
represents The results of the investigation will have a bearing on whether the buyer should be sold
on open account terms, whether a smaller than registered credit it 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 information that 1s provided For example, Dun &
Bradstreet in their prelimnary reports merely call the firm that they are reporting on and ask
questions about the company D & B will check the public records in the United States However
1n some cases, 1t 1s only the state in which the business 1s doing business or 1s incorporated The
“check” 1s to make sure there are no adverse actions like legal suits or a hen against the company’s
property If the company desires, they can provide financial information

Therefore, the basic report will tell the address of the business, 1ts name, the number of employees,
when the business was started, perhaps some financial information that has not been independently
verified, and whether or not there are any legal filings--either law suits or liens against the

company’s property

The underwriter should look for a “favorable” credit report A favorable credit report 1s generally
defined as

e Current dated within six ( 6 ) months of the application date

e No derogatory information, € g , buyer & owners have clean histores, no protested bills,
multiple suits, liens, or outstanding judgments

¢ Satisfactory credit lustory “Current” sources do not indicate any payments recerved 1n excess of
60 days slow during the last 12 months

Contains the following mmimum information

Date of Report Name/Address of buyer

Date buyer established Description of business activities
Present ownership Management background information
Legal Status Number of employees

Bank relationship(s) Description of business facilities

Credit reports will vary as to their completeness and accuracy Therefore, usually two reports are
obtained to enable one to note sirmlarities and differences
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IX TRADE REFERENCES

A “written” trade reference would be absent of any derogatory opimons and reflect no payments
over 60 days slow over the last 12 months

Current date within (6) months of the application date

“Venfiable source” (contact name/title/company/phone number), reference date, and full
buyer name & address are clearly identifiable

“Simular amount” reference’s highest credit over the last 12 months must be at least 50% of
the applicants requested credit amount

“Simular terms,” secured terms ( Irrevocable Letters of Credit, Cash Agamnst Documents,
Sight Draft Documents Against 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

Contains the following credit history 1tems

Years credit experience w/buyer Terms of sale

Annual sales to buyer Date of last sale

Recent high credit Current outstanding amount
Past due amount ( 1f any ) Days past due

Buyer payment history characterized as follows
Prompt, 30 Days slow, 60 days slow, 90 days + days slow

Tramning Course in Underwnting Procedures 11 Delottte Touche Tohmatsu
First Washington Assocrates Ltd



X LEDGER EXPERIENCE

“Favorable” ledger experience 1s generally defined as

Applicant’s ledger (trade) experience must be completely provided

Applicant has received payment from buyer over the last 12 months on at least one invoice
on “similar amount” and “simular terms™

No current amounts due from buyer exceed 60 days slow
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X BANK REPORTS

“Current” dated within (6) months of the application date
Venfiable source the bank references must contain the following

Appear on the bank’s letterhead

Date reference made

Name of foreign buyer or bank with which the bank has a relationship

Clearly indicate the professional title of the “duly authorized representative” of the
bank which 1s providing the reference

Provide the duly authorized representative’s signature

V VVVY

An explicit “favorable” opinion must be stated—the bank must state that its relationship
with the foreign buyer or banks has been satisfactory, or use similar terminology (e g the
buyer was paid “as agreed” or with “all required terms ") A bank reference that i1s silent on
the character of the relationship with the buyer or bank and does not give an explicit
“favorable” should not be acceptable to the JLGC

It must be remembered that 1f the client owes money to the bank or the bank owes money to the
client the client will always get a favorable report The report wall tell how long the client has
banked with the bank and whether or not he has maintained his 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 1f they release adverse information Therefore, 1f the
underwriter talks to a banker to confirm what he has written, the underwriter should listen very
carefully, as a banker may give an oral opinion of the client that he would not be willing to put in
Writmg
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Xll  FINANCIAL STATEMENT ANALYSIS

In most cases, obtaining financial statements ( F/S ) will not be necessary as sufficient information
will be contained 1n the reporting credit agency reports, bank reports or tax records to make a
necessary judgment

F/S’s should be sought by requesting the bank or exporter to obtamn them Both the exporter and
the buyers need to be “underwnitten ” Buyers with sigmficant continuous exposure under the post
shipment comprehensive policy need to be periodically reviewed A system should be set up to
continually recerve up dated financial information as well as any adverse information on the buyers

There are limits to the usefulness of F/S’s because they represent the financial position of the
company at one moment in time However, when a series of statements covering periods of time are
reviewed, they will show important trends

Where accounts are un-audited, the mnformation in the accounts should be treated with special
caution In addition, 1f audited, one needs to pay particular attention to the “opinion” expressed by
the accounting firm Some statements are reviewed and no opinion as to the quality or quantity of
the assets and habilities 1s expressed Other opintons are mere compulations A full audit venifies
the validity and authenticity of all of the assets and liabilities, applying standard auditing
procedures

These procedures include but are not limited to contacting creditors to venfy outstanding balances
as well as venification through third parties of the value and ownership of assets

However, F/S should not be the sole basis for determining the credit As appendix (III), we attach a
discussion on “Problems in Measuring Accounting Profit” F/S may usefully be read backwards
That 1s 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 will tell you if the
firm 1s matching or mismatching revenue and expense They can have a time delay both 1n the
valuation of assets and the recognition of revenue or expense, that may distort the appearance of the
financial strength of the company

Besides looking at an array of statements giving a historical perspective, one can make some
determination of the rela*ive strength of the company by making some simple ratio calculations
The most important ratios are the “current asset” ratio and the “quick asset” ratio In addition, one
can look at the debt/equity ratios, net worth and profitability ratios, assuming you have vahd
mformation

A “current asset” ratio 1s current assets divided by current liabilities A “quick asset” ratio 1s taking
only very liquid assets — cash, cash like mstruments and accounts recervable divided by current
liabilities, that 1s liabilities that will be paid in one year
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Xl  RATIOS

Rati0 analysis 1s the foundation of what has become “credit scoring ” “Credit scoring” has become
a highly complex method of determining creditworthiness for large pools of simular credits - for
example, thousands of individual credit card holders

Most programs address at least four ratios liquudity ratio, coverage ratio, leverage ratio, and
operating ratio

Liqudity Ratio Liquidity 1s the measure of the quality and adequacy of current assets to meet
current habilities The two most used liquidity ratio’s 1n a credit scoring model are “current ratio” (
current assets/current habilities ) and “sales/recetvable ratio ( total sales/accounts receivable )
Liquudity ratios, which could be added 1n the future would be “quuick ratio” ( cash & cash
equivalents plus accounts recervable/current liabilities ) and a “net sales ratio ( net sales/accounts
recervable)

Coverage Ratio Thus 1s a measure of the firm’s ability to service debt The single coverage ratio
in the model 1s EBIT ( Net Earnings before payment of loan mterest expense and tax expense
divided by the amount of loan interest paid ) Some analysts now use EBITDA ( Net earnings
before mterest, taxes, depreciation & amortization )

Leverage Ratio This ratio analyzes the effect of debt ( leverage ) on the net worth of the company
Highly leveraged firms are more vulnerable to business downturns than those with lower debt to net
worth positions However, the measure of this vulnerability can vary depending upon the
requirements of the industry The two ratios m thus model are Debt/Net Worth ( total liabilities
divided by equity of capital stock and retained earnings ) and Fixed Assets/Net Worth ( total non
current assets divided by equty or capital stock and retained earnings )

Operatmg Ratio These ratios are designed to assist 1n the evaluation of management performance
Two ratios used 1n the model are Earnings Before Taxes/Net Worth ( net earnings after expenses
and interest divided by equty of capital stock and retained earnings), and Earnings Before
Taxes/Assets ( net earnings after expenses and interest divided by total assets )

Depending upon the type of industry bemg analyzed, numerous other ratios might be considered,
such as Earnings/Current Inventory, Expenses/Sales and ratios for expense classifications to direct
salary and wage expense, etc

Ratios, like financial statements themselves, are “guides”--not to be taken wholly or 1n part by
them selves The ratios derived from the statements need to be compared to statements of other
firms in similar businesses When this comparison 1s made, one can get a sense of the relative
position of this company 1n relationship to 1ts peers

Ratio Analysis and Credit Scoring have become a fine but not absolute science, particularly
when used 1n large numbers of similar credits They have become the basis for determiming
alleged “certainty” when “certainty” doesn’t exist
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Within those four steps 1s the essential step of determining the type of opinion offered by the
auditing firm A description of the different types of opinions 1s available in Appendix V
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XIVv SPREADSHEETS

A spreadsheet 1s a method of measuring the performance of a company 1n relationshup to itself as
well as to 1ts mdustry over time It offers a consistent technique for the current and future analysis
of companies

A spreadsheet 1s used to summarize relevant information from the F/S and to calculate the basic
financial ratios Because F/S vary greatly between different industries and different countries, using
this standard format as a basis for analysis of F/S allows for a consistent approach Banks, other
financial institutions and the credit departments of large corporations routinely use spreadsheets
similar to the following example to assist them 1n assessing credit worthiness Usually a
spreadsheet 1s used to assess the creditworthiness of a foreign buyer
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Company Name

Country — Rate of Exchange

Country

STATEMENT DATE

FISCAL / INTERIM

AUDITED Y/N

ASSETS

CASH &
CASH EQUIVALENTS

MARKETABLE SECURITIES

ACCOUNTS RECEIVABLE

STOCKS
(INVENTORY )

OTHER CURRENT ASSETS

TOTAL CURRENT ASSETS

FIXED 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 LIABILITIES & NET
WORTH

CONTINGENT LIABILITIES

NET SALES

NET PROFIT

WORKING CAPITAL

CURRENT RATIO

RECEIVABLE TURNOVER

INVENTORY TURNOVER

ACCOUNTS PAYABLE
TURNOVER

DEBT / EQUITY RATIO
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XV  USING THE WEB

An additional source of credit information 1s the web Inthe U S all listed stocks appear 1n the data
base of the Securities Exchange Commuission ( SEC ) whose web site 1s 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 find additional information including, but not limited to, recent
new releases, charts of stock performance and other SEC filings Through the “MSN” web site you
can find other countries and associated listed stocks
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XVl CREDIT SCORING

As a natural outgrowth of credit analysis — credit scoring has developed into a fine science By
consistently comparning vanables from financial statements, credit reports, etc and assigning
weights to these variables, scores for individual buyers can be ascertamed However, the
appropriateness of the scoring “method” will emerge only following prelimmnary and repeated prior
system testing

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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XVil CREDIT SCORING MODEL

The methodology of credit scoring in this model begins with the measurement of credit risk factors
A model may consider any number of factors, but usually they are limited to a relatively small
number of factors These factors are best chosen for their easy quantification, but 1f desired
qualitative factors may also be included with methodology for rating them

Four of the most important quantitative factors are the ratios previous mentioned hquidity,
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 1s then rated on a scale (typically being given a number of one to five,
with five being the highest score )

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

EXAMPLE OF RATINGS METHODOLOGY FOR

CREDIT SCORING MODEL
Varniable Credit Evaluation Rating
1 2 3 4 5
Current Ratio  Under 10 10-15 1620 2125 Over 25
EBIT/interest Under 10 10-19 2029 3039 Over 40
Debt/worth Over 40 3039 2029 10-19 Under 10
Earnings before Under 05 06- 10 11-15 16-20 Over 20
tax/worth
Collateral Personal Equipment Bank
Guarantee Guarantee
Admumustration  Poor Fair Average Above Excellent
Average
Statement Poor Fair Average Above Excellent
Quality Average
Prepared by Prepared by = Prepared by, Prepared Prepared by
borrower little  borrower, , local acct, by local mt! acct,
detail, good detail little detaul, acct, good good detail,
nconsistent, consistent, unaudited detail, consistent
errors apparently consistent, apparently
error-free apparently  error-free,
error-free,  audited
audited

In order to produce a credit score, the ratings of the seven factors are weighted according to their
relative importance 1n the model and a resulting score for each factor 1s produced, 1 e , rating times
weighting equals factor score, as shown below
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VARIABLE
FACTORS RATING WEIGHT SCORE
1 LIQUIDITY 3 4 12
2 COVERAGE 3 4 12
3 LEVERAGE 5 3 15
4 OPERATING 2 3 6
5 COLLATERAL 5 3 15
6 MANAGEMENT 5 2 10
7 STATEMENTS 4 1 4
TOTAL 74

The sum of the factor scores may then be expressed in qualitative terms (In the example above the
sum of the factor scores 1s 74) One way to score indrvidual credits could be as follows

Best Credit 90 - 100
Good Credit 80 - 89
Average Credit 70 - 79
Fair Credit 60 - 69
Poor Credit 0-59

A decision can then be reached that the credit insurer, or lender, will only support credits in the
better nisk categories For example, JLGC could decide to guarantee only transactions in the top 4
categories and not those 1 the 5™ category
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XVill OTHER FACTORS IN CREDIT SCORING

Other factors that could be used 1n a credit scoring model include the following

Factor

Amount & Purpose of the Loan
Borrowers contribution
Term
Monthly repayment
Feasibility Study
Market
Techmcal
Financial
Source Repayment
Borrowers other income
Project
Other sources
Collateral
Experience w/ Commercial Banks
Risk Analysis
Management
Market
Financial
SWOT*
Strength
Weaknesses
Opportunities
Threats

*Apphcable to both Borrower & Project

Rating Recommended

(12345)

(12345)

(12345)

(12345)
(12345)
(12345)

(12345)

Weight
30

10
10
10
30
10
10
10
30
10
10
10
30
30
30
10
10
10
20
05
035
05
05

Maximum

Possible Score

150
50
50
50
150
50
50
50
150
50
50
50
150
150
150
50
50
50
100
25
25
25
25

As shown above, ratings and weights are given for each of the factors, together with the maximum
possible score for each factor and categories of factors
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| FINANCIAL STATEMENT ANALYSIS - BANKS

In January 1998, U S Banking regulators ( Federal Reserve ) made a revised proposal to apply the
risk-based capital market framework that was developed by the Basle Commuttee on Banking
Regulations and Supervisory Practices The Basle capital framework sought to establish a more
consistent mternational approach for the measurement and assessment of capital adequacy,
including mimmum caprtal standards The proposed nisk-based capital framework was developed
with the twin objectives of helping to strengthen the stability of the international banking system
and removing a source of competitive mequality for banks arising from differences in supervisory
arrangements among countries

The Basle Agreement contains four major elements

1) A common framework for defiming the elements of a banking organizations capital, with
emphasis on common stockholders’ equity referred to as — Core or Tier 1 — capital and
appropriate recognition of other forms of capital — Tier 2

2) A weighting system for relating capital to banking risks, including off-balance sheet
exposures

3) A schedule for achieving a minimum supervisory standard for the ratio of capital to
weighted nisk assets, and

4) Other transitional arrangements designed to provide a reasonable amount of time for
orgamzations to bring their capital positions mto conformity with the nsk-based framework

The framework establishes no 1mtial capital requurement but proposes an nterim target capital equal
to at least 7 25 percent of nisk based assets ( of which at least 3 25 percentage points should be
the form of stockholders equuty ) to be achieved by year-end 1990 In 1992 a mumimum standard of
8 percent ( which at least one half or four percentage ponts, should be 1n the form of common
stockholders equity)

A second method of determining the viability of bank 1s to assess its exposure by various
geographical markets The markets are risk rated The capital adequacy 1s then reflective of the
relativenisk, 1 e,

A Markets minmum risk 25%
B Markets moderate risk 375%
C Markets above average risk 583%
D Markets high risk 10 00%

Reschedules loans ~ himuited recovery possibilities 20 00%

Information on banks 1s available on the web at www bankstat com as well as from the Banker’s
Almanac and other similar publications Bankstat 1s by subscription, however they report on a
regular bases on more the 15,000 financial institutions world wide Withinthe U S there are what
1s referred to as “Schessenoff” report Thompson Financial Inc has recently acquired this firm
Individual reports at thus time will cost approximately U S $150 00 or more
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XIX COUNTRY RISK ANALYSIS

Many analysts who study the question of country risk or creditworthiness attempt to create some
sort of index or scale which quantifies their judgment of certain underlying facts concerning a
country’s credit standing There are, of course nsks of overgeneralization when attempting to make
this kind of quantification

The living reality of any country has many dimensions and the attempt to reduce 1t all to a single
number may conceal more than 1t illummates Nevertheless, analysts believe some use of such
indices 1s helpful, provided the indices are carefully designed and provided that they are considered
as the “starting” point of an analysis and not the final judgment

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

1 In the view of the country’s current debt position, what 1s the probability of a default or
rescheduling in the relatively near future ?

2 Regardless of debt position, what 1s a country’s longer range economic health ?
3 What 1s the quality of a country’s underlying human and natural resources ?

The first question lends 1tself to econometric analysis Analysts have undertaken computerized
studies of past debt rescheduling to determine what combination of variables would have been most
successful in predicting them The results of this exercise are set forth in the following Part I

Long term lenders are naturally concerned with a country’s prospects beyond the next few years
Part II of the country model 1s a checklist of factors bearmg on longer term economuc health It was
developed by asking economusts which factors they believed would be most important and what
relative weights they would assign to these factors These indices look primarily at a country’s
wealth, its rate of growth, 1ts control of inflation and the magnitude and structure of 1ts export
earnings

The ultimate economic strength of any country lies 1n its human and natural resources, with
particular emphasis on human resources While 1t 1s not possible to quantify in any scientific way, it
seems useful to hist a number of possible categories and ask the economusts to give their subjective
Judgment as to whether the country 1s good, fair or poor While the resulting number 1s necessarly
rather arbitrary, the exercise 1s probably useful in obligating the economusts to think carefully about
the quality of human and natural resources 1n the countries with which they are concerned This 1s
Part 11T

The first part produces a bmary result a developing country either 1s or 1s not deemed by the model
to be a candidate for rescheduling, with a relatively small gray area between 0 and 100, with 100
being the best position

No attempt has been made n this exercise to quantify political factors, and any results on a table
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such as this must be qualified 1n their entirety by a political assessment of the country concerned
Political matters are impossible to quantify because of their variety and complexity as well as their
long and short run characteristics

PART1 EARLY WARNING OF LIQUIDITY PROBLEMS

Part I 1s based on the principle that there 1s a historical relationship between economic varnables and
measures of repayment difficulty that 1s common to a number of countries, which can be 1dentified
through econometric tests, and can be used to suggest future hiquidity problems Simular principals
are widely accepted mn the physical and social sciences and have supported the development over
the past few years of credit scoring models for bond rating and consumer credits

In developing Part I, logic analysis, an econometric techmque specifically designed to deal with
discontinuous measures of lhiquidity problems, was used to select and weight those economic
variables best able to suggest 1f a country would likely encounter such problems

The model 1s based on 49 developing countries which have rescheduled their debts in recent years
Six variables have been selected as best able to suggest liquidity problems up to five years in
advance

The ratio of external debt outstanding to exports
The ratio of international reserves to umports
The ratio of gross fixed capital formation to GDP
Reserve position in the IMF

The rate of increase mn the consumer price mdex
The ratio of disbursements on debt to exports

PART I LONGER RANGE ECONOMIC HEALTH

Part IT 1s designed to simulate the mental process used by the economist in assessing quantifiable
economic indicators that may have a longer term bearing on country credit worthiness Unlike
Part I, Part II 1s expected to have limited predictive value and 1s intended primarily to give a
rough, composite picture of the economic environment prevailing 1n a particular country

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

ECONOMIC FACTORS MEASURES WEIGHTS
1 WEALTH GNP/ CAPITAL (MOST RECENT YR ) 25%
2 GROWTH AVERAGE GNP PER CAPITA GROWTH 15%
RATE
INVESTMENT / GNP 10%
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3 FISCAL & INFLATION RATE 5%
MONETARY POLICY  AVG INFLATION RATE 5%
BUDGET SURPLUS ( DEFICIT 5%
)EXPENDITURES
4 MAGNITUDE & CURRENT ACCOUNT EARNINGS/GNP 15%
VULNERABILITY OF  AVERAGE CURRENT ACCOUNT 10%
FOREIGN EXCHANGE ~ EARNINGS
EARNINGS ( DEFICIT)/GNP 1/

EXPORTS / COMMODITY DEPENDENCE 2/ 10%

NOTES

1/ Average computed over a 3 — year period

2 / Dependence on the two most important commodities expressed as a percentage
of total exports

DEFINITIONS

GNP/CAPITA — A country’s relative wealth was given the heaviest weighting i Part II of the
country Model on the assumption that wealthier countries are generally better credit risks than
poorer ones However, the absolute level of GNP alone did not appear to be an adequate measure of
wealth since 1t made no allowance for how many people shared m the wealth Real GNP/ CAPITA
for the most recent year available was therefore selected as the most practical measure obtainable

for a large number of countries, although 1t too has admutted deficiencies

AVERAGE GNP/CAPITA GROWTH RATE — a 3 year average of the GNP/CAPITA growth rate
shows a historical pattern As with the GNP/Capita measure alone, the higher the average growth
rate 1n this ratio, presumably the better off 1s a particular country’s economy

INVESTMENT / GNP - The level of investment as a percentage of GNP 1s a rough indicator of a
country’s attitude toward savings and consumption Other things being equal, a country which
mnvests more currently will become more productive and wealthy 1n the long run

INFLATION RATE - The level of inflation ( consumer price index ) 1s a reflection of a country’s
attitude toward fiscal and monetary responsibility The rate for the most recent year available shows
the most current picture

AVERAGE INFLATION RATE — A 3 — year average 1s an approximate measure of the shorter
term trend 1n prices agamst which the current rate can be compared to point up an improvement or
deterioration

BUDGET SURPLUS ( DEFICIT ) / EXPENDITURES - Thus ratio for the most recent year
available complements the inflation rate for the most recent year and the 3 — year average by giving
an msight into where prices are headed 1n the future
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CURRENT ACCOUNT EARNINGS ( DEFICIT ) / GNP — Current account earmings or deficit (
borrowings ) are a measure of a country’s external financial strength The measure 1s calculated for
the most recent year available

AVERAGE CURRENT ACCOUNT EARNINGS ( DEFICIT ) / GNP - Thus ratio a average over
the most recent three years to show a short term trend with abnormal year to year fluctuations
smoothed out

EXPORTS / COMMODITY DEPENDENCE - a countries relative dependence on the two key
export commodities reveals the potential vulnerability of a country’s foreign exchange earmings

PART IIIT HUMAN & NATURAL RESOURCES

Human and natural resources 1s a qualitative portion of the Country Model that relies on the
subjective judgments of country economusts
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A summary of the measures and weights used in Part I1I 1s as follows

MANAGEMENT WEIGHTS
DEPTH OF MANAGEMENT COMPETENCE 10%
RATIONALITY OF FISCAL / 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

AGRICULTURE 10%
MINERALS 10%
ENERGY 10%

Part III 1s the most abstract and subjective of all three parts of the Country Model We offer the
following defimtions

DEPTH OF MANAGEMENT COMPETENCE — measures the existence of competent managers at
descending levels within government and industrial managerial hierarchies Also the presence of
entrepreneurs 1n general

RATIONALITY OF FISCAL / MONETARY POLICIES — measures how well these policies are
concerved 1n terms of the prevailing economic environment

ABILITY TO IMPLEMENT ECONOMIC POLICIES — measures a government’s ability to put its
policies into effect i face of political or other realities

COMMUNICATIONS / TRANSPORT INFRASTRUCTURE - reflects the degree of basic
infrastructure needed to support further economic development

DEGREE OF INDUSTRIAL & MODERNIZATION — bears on a country’s ability to produce
goods 1n an efficient manner and to respond to technological change
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WORK ETHIC — murrors the attitude of the labor force toward productivity and the prevalence of
labor unrest

PROMPTNESS of PAYMENT TO CREDITOR NATIONS — measures the timeliness of payments
and delays due to both admmstrative procedures and to fundamental financial difficulties

AGRICULTURAL, MINERAL & ENERGY RESOURCES - reflects a country’s relative self-
sufficiency, external earnings related thereto, and 1ts potential for future resource exploitation
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XX  COURSE EVALUATION

In order to obtain an objective evaluation of this tramming course, FWA’s Actuarial/Underwrnting
Adwisor asked each participant from JLGC to complete the enclosed questionnaire The results of
this survey are shown on the page immediately following the questionnaire This indicates general
satisfaction with the training and the conviction that subject matter, ability, facilities and logistics,
role of the participants, and skill of the trainer were useful, appropriate and effective  Highest marks
were given to the tramer for answering questions thoughtfully, and for the value of teaching aids

The overall evaluation of the course done by JLGC participants rated the FWA tramer 4 2 out of a
posstble maximum of 5 0 Overall evaluation for other areas of the questionnaire were choice of
subject matter - 4 0, utility of subject matter - 3 6, facilities/logistics - 3 9, role of the participants -
3 5, other - 32 The answers to 25 out of 28 questions indicated a medium to high level of
satisfaction (3 0 to 4 8 average out of a possible maximum of 5 0) Lower satisfaction levels were
registered for the tramer’s estimation of the prior knowledge of the participants (2 8), appropriate
allocation of time (2 3), and whether participants believed they will now be better managers (2 9)

Traiming Course in Underwnting Procedures 32 Deloitte Touche Tohmatsu
First Washington Assocrates, Ltd



CREDIT TRAINING COURSE EVALUATION - QUESTIONS

SUBJECT MATTER
1) Ithink the topic, credit evaluation timely and useful
2) I think financial statement analysis timely and useful
3) I think the ratio analysis timely and useful

4) I think the credit report evaluation useful

5) Ithimk a “scoring model” will be useful

6) Ithink bank financial statement analysis useful

7) Ithink country credit scoring timely and useful

UTILITY OF SUBJECT MATTER

1) Ths course was directly related to my main responsibility

2) Subject matter was only good background mformation

3) The subject matter included new tools for my daily work

4) The subject matter helped clarify or provide a good review,
of tools I already possess

5) I'believe I can do my job more effectively and efficiently than
before this course

6) Ibeheve I will be a better manager because the course provided
me a better understanding of credit evaluation

7) The subject matter increased my understanding of what should be

happening 1n the banks before the case 1s submutted to the JLGC

FACILITIES AND LOGISTICS

1) Iliked the tramning facilities

2) Iliked the teaching aids

3) Time allocated was approprate

4) Reference materials were useful

5) The manual will provide a valuable tool for my library

1
1
1
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PARTICIPANTS

1) Fellow participants added to the value of the course 12345
2) A class of this size was 1deal 12345
TRAINER

1) The trainer was well prepared 12345
2) The teaching aids, were appropriate 12345
3) The tramner underestimated the knowledge of the participants 12345
4) The tramer answered questions thoughtfully 12345
5) The tramer achieved balance between theory & practice 12345
6) I like the case studies and examples 12345
OTHER

1) I would like to be a trainer and train others on this subject 12345
2) IfT were to teach this course I would do the following
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CREDIT TRAINING COURSE EVALUATION - ANSWERS

SUBJECT

MATTER RESPONSE

Arithmetic
QUESTION 1 2 3 4 5 | Mean Avg
| 17% 50% 23% 42
2 33% 17% 50% 38
3 17% 33% 50% 43
4 50% 17% 33% 38
5 33% 17% 50% 42
6 33% 50% 17% 38
7 83% 17% 42
UTILITY OF SUBJECT MATTER
1 17% 17% 17% 50% 39
2 50% 50% 45
3 33% 17% 33% 17% 34
4 33% 17% 17% 33% 33
5 33% 67% 37
6 17% 17% 50% 17% 29
7 50% 33% 17% 37
FACILITIES LOGISTICS
1 17% 50% 33% 42
2 33% 17% 50% 42
3 33% 33% 33% 23
4 67% 33% 43
5 50% 50% 45
PARTICIPANTS
1 17% 17% 17% 50% 30
2 33% 50% 17% 39
TRAINER
1 17% 17% 67% 45
2 50% 50% 45
3 33% 17% 33% 17% 28
4 17% 83% 48
5 33% 17% 50% 42
6 17% 33% 50% 473
OTHER
1 50% 33% 17% 32
2
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LIST OF COURSE MATERIALS

A Credit Analysis Two More “C”s of Credit — by Dr Larry White, Associate Professor of
Finance, MISSISSIPPI STATE UNIVERSITY

B Examples of Credit Reports for Busimnesses — Domestic / International

1 Example D & B Domestic & International Credit Report
2 WTDR ( World Trade Data Report ) now called a ICP ( International Company Profile )
3 Crtical Review D & B data collection — WSJ
4 Glossary of Terms

C Problems in Measuring Accounting Profit

D Understanding Financial Statements — a guide for non-financial professionals

E Types of [Auditor’s] Opmions According to GAAP Regulations

F Credit Analysis Tying 1t all Together

G Outlimng the Process of Forming & Updating Credit Judgments

H Four Steps to F/S Analysis

I 10 Practical Web Sites of Export Pro’s

J Risk Rating Characteristics of Bankable Credit

K Spread Sheet — JLGC 1996,1997, & 1998

L From Ordinal to Cardinal Measures of Country Risk

M International Country Risk Guide

N International Fmancing Techmques - How to improve Export Financing

0 Krentzman, Harvey C, “Successful Management Strategies for Small Business”, Prentice
Hall, Inc , Englewood Cliffs, New Jersey, USA, - “Tools of Financial Management™

P Ratio Analysis — definitions
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APPENDIX A

Credit Analysis Two More “C"s of Credit
By - Dr Larry White
Associate Professor of Finance, Mississippt 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)

Critical Review D & B data collection - WSJ

4 Glossary of Terms

W
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Company profiles pamnted with D&EB data

I he Business Information Report gives you an insider s perspective
on thrms operitions profitabihity and stability by combining the
thous inds of details av ubible on the company in Dun & Bradsticet's
(it base Phereport hedps you reach your own conclusions about

reomp any s ovenll condition with dith organized in an easy to read,
stid ndized form

Quickly check a firm s1dentity and location

Lhe fitms leg il name address phone number andD UN S
Numbcr are always promnently displaycd

Gn a quick appraisal and overview of the company
Lhe firststep in getting aninsider s perspective the Summary
scction nghbghts hey findings from the Busiess Informtion Report
to give you rquick snapshot of the lirm

Keep pace with major changes that could impact your
creditrelationships

Chngesimownarship acquisitions, fires, burgl nies bankruptees—

all could alfcet your credit decisions about a itm Special | vents
alcrts you to magor choanges within the company

Focus on a company s payment record for an overview

of its credit-worthiness

Abncfrevicw of the comp iny s piyments includes high ciedit
Osbonded mounts owed id past due, and time period sice st
s e Lo hedp you deter mine how you will be pud T ach horizont 1l
Iisting represents the expenience of an individual supplie

AN

Note changes that affect a company s business environment
lnow what s going on withm your iwccounts Changes alerts you to
shifts mmngement business expansion or alteration to the leghl
structine such as the meo por stion of a propnietotship

N\

Keep track of operational changes that might prove profitable
for your company

Update shows you changes in operation since the report was
Pistievised

Add sophistication and financial data to your credit analysis
I ssentid finnaal components of a company—1ssets sales
Ibihtics and profits—arc revealed Comments (see other side)
summanizing the figures enhance your analysis

N
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ANSWL RTNC 1
4

07/8
07/8
07/8
07/8
07/8-
07/8
07/8-
a7/8-
06/8-
06/8-
05/8
05/8
05/8

!

CHANGES
A 03717/8

UPDATE

FINANCE
03/11/8

0B/17/8~ profits were up compared to same periol last yenr

1113 REPORT FUANISHED PURSUAHT 1O COMIA €T FOR THE EXCLUSIVE USE O
INSURAMCE MARKEY

58 D
WHOSE |KFORMATION UNLESS OTHEAWISE INDICATED IN THE RE
ASSUMES ANY P,

133 O
SHALL HOT BE L1 BLE FOR  HY LOSS OR INJURY WHATEVER ESULTING FAOM CONTI GEMCIES BLYOMD I8 COMTACL OR FAOM NIGLIGENCE

tDDRISS MATCH YOUR 1 IITF INCITRY
§ i LY ‘id.y [N LR TR YR oy 4w Y g, LR ¥ I I tv 14 7
Jakeats — e PRy YN ..‘ - - PR - Jx PRUHRPINOTDIE P - -
DUNS 00 007 7743 DATF PRINTFD SUMMARY
GORMAN MANUFACTURING CO INC AUG 23 198 ATINC 311
¥ GORMAN PRINPING
(Substidiary of Corman Holdin; Comjs les In ) COMBIERCTAL | RYNEINC STAWTI I 1S
h92 KOIT+R ST ®IC HO FTAYMENPS Sk BRLOW
(formerly 100 KOILER $T) T 51 BATbko F 1o o
{and Br nches and Divisions) WOl b 31187 (oo
SAN FRANCISCO CA 94110 0012 EMI10YS 500 (150 1 re)
Tel 415 5.5 ks nIsrony CIEAR
Ve FIHANCIHC SECURED
CHIEF EXECUTIVE TESTIE SHITH PREo CONDITIOR FAIR
TREND bowt
SPECTAL On August 19 198  sub) ct experienced a fire lie to an electricnl short in one of thelr
ﬁ gVEN';': printing machines Damnges nmount ) to $35 00N which was fully coverel by Ltheir ingurance comp ny
/20/8-

PAYIENTS (Amounts may be rounded to nearest figire in prescribed rang g)
REPOHTED PAYING RECORD

HIGHCREDIT HOWOWES  PALTDUF  SEITING fkiMS  LAST SALF WITHIN
Ppt 1500 0- a N30 I Mo
fpt 500 0 o N30 7 3 los
Ppt 150 0~ 0 N30 2 3 Mos
Stow 15 17000 6000 [ 2 10 N 1 Mo
Slow 15 10000 500 a 2 10 N30 1 Mo
Stov 30 3000 500 ¢} 2 10 H30 1 Mo
Slow 60 3000 3000 3000 N0 2 3 Mos
Slow 60 2000 2000 2000 N30 2 3 Moo
Ppt 7000 300 0 N30 2 1 Mog
Ppt 5000 2500 0 N30 1 Ho
Ppt 1000 -0 0 FoM 2 3 Mos
Slow 30 17000 2500 2500 N30 2 1 Mos
Slow 30 2500 1000 1000 i ? 1 Ms

Payment experiences refle t hov bills are met in relation tothe terms sranted in some
inst nc o p ym ut Leyond te ma m Ye Lie result of tisjules ov r o roiandine aklyjel fnvol es ete

Subject maved from LOO KOIIFR oT to L9~ XDILER ST 18

nMu k1l

On Aigs t 1T 198 KEVIN J HUHNT Sec treaa statel for tie nix mostha er ) § Bin 30 1,8

Fiscal Dec 31 198 Fiucal D 1 198 i he 3toa)A
Curr As ets T 151 679 7 055 Wh2 6 770 A0
Curr [{abs 3 179 lo3 4 015 %03 I 197 alh(
Other As ets 1 154 kfg 1 136 ong 1 %0 315
Vorth L 056 901 3893 231 3 kA Goo
Sales 2€ 577 608 20 h2 522 18931 956
Wet Income 67 36! [S 'Y 1 89
Fiscel statement dated D ¢ 31 198
Cnsh 212 591 Accts Pay $191078
Acct Rec 17317 180 B nk loais 1 199 DDO
Inventory k 439 597 ot r C Tiaby 176 018
Prepaid bxp 85 39!
Curr Assets 6 170 9R8 Cirr tinb L 192 ot¢
Fixt & tquip 1 271 81) I T IisboOt) r tos €07
Otler Assets 37 564 CATITAT STOCK 50 000
RETAIHED FARNINGS 113 (on
Total Assets 806y 13 Tatal 8 080 3 3{C ntiru &)

THE SUBLCRIBER A$ O £ f CTON TO CONS DEA IN CONMEC IOH W C T
$ IRFOAM Ti0K COM® LED FROM QUACES WHICH OUN 8 BRADSTATET INC DOES NOT CONINOL AND
ONT HAS KOT BEEN VER F kD IN FURNISHING THIS AEPOAT DU & BRADSIRELT NG 1N HO w v
VOEE NOT GU AANTEE THE ACCURACY COMPLEIRNESS ON VIMEL W 1 £ ) FO MATO F OvNED NO

S H2 23500209

G OB GYHER BUSI
ART OF THE USER § BUSINESS Riy

Ry \/X’LA[‘LECOPY

[NV X PN




> L 300 1 33 ¢ 1 ?
LAY 17 ;)h 7 { ,‘f‘{? kg i JRPT VO NPRPOS ) Ly B RL (A5 W 171 R AIH Y 10 IO SIS
:‘ﬁ 1{'}?" ifaiﬂh’?’? basi i b -
t GORMAN MANUPACTURINC CO INC 1ACI 2
S;ay awarebolf public record activity that could affect A SAN FRANC1SCO CA AUG 23 196- CONSOI IDATI D R FOKL
a) irm s stability TR Sa hd MM rw.gnn‘.: LRRE LT (LS I TRy PPN A AL U LA A o
Public Fihings may mdlude smts filed judgments hens and l i ‘ ‘ Ut 1EVIoTon '
[+
Uniform Commeicnil Code filings—ifor mation that you would want - i - Tt T TT T
to Mictor milo your ov v . FINANCE Annual sales $18 931 956 cost of goods rold $16 77 o€k [S13E 2 PURUE)
y cralle llll(l(l()n of o ﬁrn] (.OHS()Ilddth for (Cont d) net fncome $32 892 dividends $79 640 morthly 1ent $7 ,00 Iease z:p“nu 122) 8
Casy rcfuence Fire insurance on mdse & rixt $6 000 000
c f b : d Fred lsdl;ltjm:]t;,clsby :'(evin].l H 12; “ce Tr os Prejared from statem ot ) 'y Ace ntut
onfirm banlan re che an krancisco Prepared from bouks wittost auiit
g9 etails forms|ght mtoaflrmspurchasmg Other agsets arc tangible compostd of mlucellaneous d poults anl def rr 1 jt ms  Othu
power and |lquldlty current llubilitlcg and long term liablilities are not s due on qiigm nt
On Mar 15 19 Kevin J Hunt Sec T f d t
Can veompany afford (o do business wath yows firm? This section representative ho T Bee e efetied to the mtove HiCr e e il
H otal d tlat sales fur ti 12 months end d D c 31 1)8 w d d Lo Ll
may include werage checkingfsavings account balances cutrent and period st your " ITolit for th yeriod un lown but in Mt to I en - hevin d- Moy
alc ha' e net wor ecrense t 12/31/ ttribut 1 to L 1 i
previous borrowing history and an appr nsal of the overall banking to Lreasury of o portion of Uo eapital steck o 0 tethe purdane and ¢ tien
ILl wWions cupu(;\;n;zn\il:c;tztci; :n ?i“te“ nlr net;' vortht (linvmn.ory Is latpe in t 1 tion Vo nales u i w thing
ompar e < volumc rapscacte
Evaluate the experience of the business and its principals PUBLIC On Mar 25 198 o U s
ar -
to capltallze on hidden potentual FlL[Nr‘fe} z Henrr;c Agsoc (l)ocke: l:.’/u.':‘il l’ln) l: u:lnl? l;‘:u::&n 530 (‘:,Il\ls g::f: :l"'nl.:nl ltu::n::n:':"r:;mrlxl:IL\I‘l;:l'l'i' (;ul ll: t hly
03/17/8- Financing statem ot #TH1110 11led 03-26-8 with Lhe ue relury olale «F LA D LL
Afumwith |)()lLlll| ih1s casicer Lo Sp()l when you know more bout Corman Manutieturing Co  Inc  San Franclsco CA uu\u-r; puly owinger tory M li::l LA
the company ind its management [ his section shows the history of coun(;.::rulrch El‘%lu‘%?ltl(evin J Hunt reported n tian CHelby Z Il ml Associul g wag Iue Lo d
c Lo diuang op
“]L (_("“p lny (IIKI th b lLkgr()Und ()l' th prlnLl[)dlS or owners case) by fuulty printer and he 1 cn setlicd Commt ve ordar v o] gult way withis wa
Details on rdhited companics may also be induded to give you isight o Dalances average molorate six Cipuics Aucount oper »w 1 tn e yorre | cxterl 1t dow
seven u
into the company s overall stracture \ and relation catiafactory LT SeLrelIy et v dvilicunt fvot
Understand a firm s operational details WISTORY LESIIE SMITHH PRES KFVIN 3 HUNT  SFC THEA
Desciibes what the fitm does number of employees a description 03/17/8- DIRECTOR(s)  THE OFFICFR(s)
Incorporated California May 21 1965 Authorized cajital or fsts of 200 ahires
of hicahitics, ind location It may also provide names and locations of common stock no par velue
Biainess started 195 by principala  100% of capital slo k is own d ty t
b ich operations plus dentifly and deseribe any subsidiary sune LESTE SHITH born 1996 marel 3 Cradunt 1 from Uk Wnly rally < € 1T bata T ¢ Am les
ul 9! ¥ 1 1 1 f 1 ] i
busiesses s imformation is gencrally provided by the 1085 Tormed sublect with Kevin 9 e | o eer Irirte O S b de o
omn o1 . KEVIN J HUNT born 1925 married Gradunted from Nortiwesteen U fversity v i L ¢ (1
C pany Ihll](l},(_,l"(.nt i;s-;unc 1946 19L6-1965 was the production mapay r for Raym r Irinting Co an kt n faco CA
formed sublect uith leslie Smith
Related Companies Throwh the financinl fnterest of Crorman loldiup Comjinies Ine
the Gorman Manufacturing Co In is related to twy other sinter ¢ mpanies (witt | tt rate p Ine
San Plero CA and Corman Suppliers Inc  los Anp lea CA) there alat r mp o 8 are
Keep up-to-date on your accounts status also engaged in commercisl printing Ther arc na luter omp ny relatf
Continuous Scivice wtomaticlly alerts you to 2l sigmificant OPERATION  Subsidiary of Gorman Nolding Companies Inc  as Ang les CA whicl . .
ompat c ] ng o5 vhie pritens g o it
(_h mges ina compdany s Bllqlllﬁb'ﬁ lnform wion chort f()r one fU” year 03/17/8- company for its underlying subsidiaries Parent compniy his two other sulg) laiice
f ” There are no Intercompany relations betwecen farent mr 1 subje L A con otllrt t fin nelal
OHOWING your ot Iglnd] mquity stotement on tt  parent company dat d Dee 31 198 shwela twrthor$7 8hn ~ o
with a ralr financinl conlition indi atet
Commercial prinling enpgajed in letterpreas ard ser prirting ¢ili € v cosh
I3'(Jflbnluncv: net 30 days It s | U00 ace unta Tells to owmer il or eras leriltory
atlonwide lorgensonal
O > M [OYEE, 500 in 1111 g offl rs 150 emp1 yel b
.l/\}v‘ul bl l:ll()llgll ::l;.)m ulor online via DunsPrint® or DunsPrint/PC bean TACILITIFS “Renta b0 000 sq e In 1 atory con + te blo kL Ikiin fupo 1 clLi o
time s short « O remises neat
il DunsDial? or DunsVoice® for summ ry details ind TOCATION  Imdustria) sectiom on  fde pLreet
1cquest follow up printed reports for more complete analysis later Soapciik. | Subject maintuins a brat b at 1073 Boyder K1 1 ¢ Avgeler (A
For more mformation contact local Dun & Brad et e e >~
¢ S ¢ your oca un ra Street "':'s'f"aE:&MM:'\‘lg:“S;g%“P\éﬂ'manauvsﬂé:&nmgsﬂg‘?sn 1:;:'::‘5; lﬁv‘é‘ndffmﬁ‘ THE SUBSCRBEN S GNE FACTOR TO COMSKIEN ™ CONNECHON W1 CitDn
Credit Services office (consult your local [e]ephone (llreclory) or call 42103 INFONMATION UNLESS OTHERWISE INDICATED W THE HE ORI HAS NOT DECH VEAR O I FURN S 0 1 B HErOmI Dus o' 0esneant st s o
SHALL hOT BE LBLE ronE US! mssgagf‘m:issumsx DOES HOT Gl T ANIEE THL ACCURACY COMPLEIEFESS OH TMELMESS OF IHE IO MABHIN FHOVR IO AND
Cote Business Scrvices at 201 665 5456 MJUR WHATEVER RESULT NG FROM CONI RGENCIES BEYOND 115 CONIRUL ON FROM HLGLIGEN &

K/\ 2/ ,3,:),



Credit Advisory System
- ]

Now, faster and more consistent risk assessment through a system that consolidates the best
of D&B plus new risk category rankings

For over two vears D&B listened to credit man
agers speahing their minds We interviewed thou
sands of users of D&B credit information and
consulted with hundreds of credit professionals

The result. The Credit Advisory Svstemn, perhaps
the most potent credit information source ever
mtroduced by D&B Here, in a format that has been
standardized and streamiined the mnformation you
want has been brought together in one place
Dynamicallv up to date too And to top 1t off, the svs
tem introduces a new set of gurdelines designed specifically
to measure the credit risk quality!

The new ABC's of nisk assessment

At the very heart of the system 1s the Credit Risk
Category feature a unique method of ranking that
helps vou assess degrees of risk quickly and system
aucally Its as simple as ABC

For exery companv vou inquire about, the sistem
assigns a Credit Risk Categorv that 1s based on the
company s complete D&B file A means that rela
unely htde risk exists from D&B s perspectine B
signals thit moderate nish exasts C alerts you to
examine the account more closely

Here, atlast are uniform yaidsticks you can
apply to classify accounts more speedily, reliably
and consistently And talk about the dvnamics of
umeliness! The Credit Risk Category 1s calculated
at the time of your inquary

L |
The system’s multiple roles

The new Credit Advisory Svstem incorporates
the most important informauon elements from
three popular D&B reports the Business Informa
uon Report, Pavment Analysis Report and Industry
Norms

Now through this single convement source vou
have the means to decide how much ume and atten
tion each nsk warrants Exen more importantls
special features of the sistem also make 1t easy for
you to know exactlv where to devote vour ume and
analyses

For nstance, the system s Commentars Section
providesa quickread of significant data and
events Evervthing from payment patterns to collec
uon placement from public filings to the company s
financial standing within 1ts industny And among
the features n the rest of the report is a Credit
Profile that includes a payment summary the com
panvs PAYDEX® score the traditonal D&B Rating
and information about the compans s historv and
operauons

b ]
But that's not all!

Bevond the assigned ‘A, B or C Risk Cate
gory, the system continues to guide you when fur
ther analysis ( B ) or cautton ( C ) 1s called for

We not onlv identfv the class of rish for you but
also recommend a course of follow up action, by
offering two syvstem options One the D&B Pavinent
Analysis Report which details the company s pay
ment habits with up to 24 months of PAYDEX
trends and industrv comparisons Tivo the D&B
Financal Informanon Report which computes key
financial ratios for the subject company compares
them with industry norms and provides vou with
the financial statement

Faster more reliable and more consistent evalua
ton of credit risks 1s what the Credit Advisory
System 1s all about Every component and feature
1s designed to fulfill the expressed needs of credt
professionals

You can t beat the svstem!

The Credit Advisory Svstem 1s availnble on line via DunsPrint® Dunsioice® and

DunsDial® or thiough the ml Dun & Bradstreet
For more informauon contict the Ciedit Advisorn Syvstem Product ‘Mannger 1t Cl‘Cdlt Services
1201665 5688 O1 contact voun D&B sales 1epresentatne o local D&B office | - F A —

€ 1988 Dun & Bradsireet Inc Tnintedin LS A



Dollar-specific credit guidelines
that draw the line on your accounts

Indoll i figutes Duns Credit Guude quickly shows you a ciedit guide

Ime that hiscd on D&B datt represents the average credit exposure

anproprnte for the company thit is—or wints to be—your customer
Duns Credit Guide heldps you determine how much aedit a firm

¢ comfor Lably handle so your company s resoutces aie devoted

to fulfilhmg ordars that wall bring m re il dollars And it suppor ts your

deasions with precalenl ited inanaial ratios and comparative

mdustry d

Quickly discaver an account s purchasing power

Scction I prommently disphys the computer generated credit
gudchime plus 1 stimated Annuil Purchses the antiapated yearly —
purchases Uus frm will make fiom all suppliers

Analyze risk components to assess a frm s true rnisk condition
Conunents potnts oul pertineal conditions of risk—such as secured
financing o1 heavy debt—that nught affcct credit policies

Othar D&B products hodpful in the wsessment of this account may
1ls0 be suggested

™~

Assess a firm s strength with industry comparisons

Scction H=Condition Analysts—compdies and ranks a company s
key fimanciali hos toits industry peers Industry quar tile rankings
e avpressedon s tle of 1(he highest ot best qu v ter) thhough 4
(the lowest quan ter)

Pinpoint financial performance changes
Suetion H—FHiend Analysis—includes up to thiee years of det uled

purfotmnce 1at10s on @ company with year by year comp uisons
to s mdustiy

T~
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DUNS  00-007-7743 DATE PRINTED STARTED 1965
GORMAN HFG CQ INC JUK 0V 198- STMT DATE  12-31-8-
STMT TYPE  FISCAL

SIC NUMBER 2751

LINE OF BUSINESS
COMMERCIAL PRINTING

492 KOLLER STREET
SAN FRANCISCO CA 94110-0012

SECTION T - BASIC CREDIT GUIOE

-—»
CUSTOMER REQUIREMENTS $ 10 000
BASIC CREDIT GUIDE AMOUNT 3 36 100
ESTIMATED ANNUAL PURCHASES $16 448 000

SUBSCRIBERS OWN KNOMLEDGE OF AND EXPERIENCE AND RELATIONSHIP WITH THE SUBJECT BUSINESS
SHOULD BE USED 1IN CONJUNCTION WITH DUN S CREDIT GUIDE WHEN DETERMINING A CREDIT LINE
T COMMENTS  SECURED FINANCING PRESENT

INVENTORY TURNOVER LOW COMPARED TO INDUSTRY
HEAVY DEBT SITUATION COMPARED TO INDUSTRY
ACCOUNTS PAYABLE HEAVY COMPARED TO INDUSTRY
TRADE SLOWNESS INDICATED
ADVISE FURTHER ANALYSIS USING  FULL REPORY

DUNS FINANCIAL PROFILE
PAYMENT ANALYSIS REPORT

"SA SECTION II - CONDITION

ANALYSIS
QUICK CURRENT CURRENT DEBT/NET WORTH  TOTAL DEBT/NET HORTH
(TINES) (TIMES) 1) )
FIRM 05 16 120 4 132 0
RANK 3 3 4 3
\A SECTION IIT - TREND ANALYSIS
12731/ 8- 1273/ 8- 127317 8-
FIRM RANK FIRM RANK FIRM RANK
NET PROFIT/NET SALES (%) 02 4 013 4 10 3
TOTAL ASSETS/NET SALES (%) 42 17 2 a I 320 !
RETURN ON INVESTMENT (1) 04 4 08 4 94 2
AVERAGE COLLECTION PERIOD (DAYS) 34 1 24 1 1 156 1
IRVENTORY TURNOVER (TIMES) 43 L) 40 4 53 L]
ACCOUNTS PAYABLE/NET SALES (Y) 101 4 62 3 81 4
OVERALL RANKING 3 3 3




Note changes that affect a firm s short and long term
financial condition

Workang Cipttd Analysis gives you the figures you need to deter

munc the potentnl worth and staility of an account ———— |

Call us for additional insight

Confirm your asscssment with the objectivity and msight of D&B
malysts A toll frce number mikes it easy for you to speah

with 1 Duns Account Consult int who will review your account with
you Analysts me wulable from8 1m to8pm LST

Obtain an objective credit guideline even with confidential data
I fivm gaves you confidential figures—but you want assistance
Qilculiting the aredit guidehine—we can still help Simply mput the
figures online via DunsPrint and a Confident:  Credit Guide 1s
mstantly generated for you Or vead the figures over the phone to a
Duns Account Consult int and a printed repor t will be mailed to you
within 24 houwrs Tither online o over the phone, no confidentinl
figures arc cveretamed i D&Bs hles

Re-assess accounts and estabhsh new terms in your favor

Any onc of the morc thin 28 000 daily upd ites to D&Bs file may
affcct your customar s credit guidedine amount—and mcic ise your
visk I varedit guideine imount fluctuates by 10 percent or more
Continuous Credit Guide witomically sends you a new report

Avaulible through the moual or online via DunsPrmt ' or DunsPy int/PC
I timcas short, cdl Dunsial' or DunsVoied! for summary det nls ind
request follow up prnted repor ts for more complete analysis hilet

Lor more mformntion cont wt your loc il Dun & Biwdstiect
Credit Services office (consult your loc il telephone dircctory) or call
Core Busingss Scrvices at 201 665 5456

.
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GORMAN MFG CO INC
SAN FRANCISCO CA 94110-0012
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SECTION IV - WORKING CAPITAL ANALYSIS

HORKING CAPITAL CHANGES FROM 12/31/8- T0 12/31/8-

CURRENT ASSETS

CASH

ACCOUNTS RECEIVABLE
INVENTORY

NOTES RECEIVABLE
OTHER CURRENT ASSETS

CURRENT LIABILITIES
ACCOUNTS PAYABLE

BANK LOANS

NOTES PAYABLE

OTHER CURRENT LIABILITIES

HORKING CAPITAL DECREASED BY

INCREASES

370 818

293 451

DECREASES

288 115
660 628

657 805
125 000

1 731 548

460 614

NER JERSEY CUSTOMERS CALL (800) 223-0142

OIA 10N CC

TS IEIONT FUR IS IED PURSU NI TO CONTRACE FOR 11 E EXCIUSVE USE OF HIE SUDSCIULER S ONL ¥ €101 1O CON3DIA th €O NE
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WHOSE NFORMATION U LESS OTHERW SE INDICA
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M OLEDH OMSCUALISW M. DUNA DI AESIEEES NC | M5 N |
TED IN THE REPORT MAS NOT BEEN ERF (O N FURN SIONG THS MeE D ¢
THE USER S DUSINESS RISK OOES HOT GU [ AHNTEE THE ACCUR CY COMMETE

SrALL NOT BE 19 BLE FOR ANY LOSS OR INJURY WHATEVER RESULT NG FAOM CONT NGENCIES DEYOND 1S CONTROL ¢ R H OM NECLKRNCE

N8 DIATSTNLET i
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The Payment Analysis Report (PAR’)

The fast way to find out who’s slow
and who’s not

|

The Payment Analysis Report provides you with detailed payment information on your
customers so you can anticipate when yvou'll be paid Orif ﬁou’ll be paid Each PAR
supplies you with important statistics on afirm’s payment habits —including
comparisons, analyses and detailed summary information — that help you reduce your
risk of doing business

Make Credit Decisions — Quickly and Accurately The PAYDEX®
score rates a company s payment record and helps you

determine how quickly you ll be paid By reviewing the CREDIT TOp2 Bradstreet
PAYDEX score, you'll get an instant overview of how a firm ADVISORY —— B
pays its bills SYSTEM — ‘
Easily Establish or Adjust Lines of Credsit By comparing the S = i
firm s PAYDEX trend line (the solid hne) with the industry s gy T 5 e
median (the dotted hne) you can see how the firm’s payment Rt S o ® Exma |
habits compare with other firms in the same hine of business 2z oumn WET T s Emr |
You can use this information to set or adjust your customer’s EE AT i
line of credit e T . T— |
Note The display 1s numerical via DunsPrint® = |
delivery ;‘:;":‘ZE“T;

Avoid Potential Problems Before They Occur The “Detailed |_ S e S —
Summary’ helps you pinpomnt any changesina firms e e —————e T
payment habits —at 12 months compared to the last three — = L e z
months — to help you reduce your risk of doing business e e e .o ‘
Suppliers are broken down by dollar size extended — 1 s e !
helping you idenufy how large supplers are paid compared | % = = =% £~ ° 1
to small ones 1 o 3o R l
In addition, ‘Net Terms are disunguished from Discount i :.?ﬁ;“"mgﬁ% Lo !
Terms, indicaung whether a firm may pay more quickly § e .
when a discount1s offered And Accounts Placed for - [ e ;
Collection are shown as wellas Unfavorable Comments, so | TR e aa—
you can monttor the status of the account i e - o2

Determine When a Firm Might Pay You — According to Industry | s~ w o oew T

Statistics Sometimes a firm pavs certain industries more " DU S S

quickly than others By breaking out a firms payment habits | 5% 2w » - -

by “Line of Business,” you can see when other supphers are
paid, and more importantly, when a firm 1s likely to pay you e vomaem s
Review Your Existing Credit Limits or New Orders A ‘ Payment ez e
Summary” recaps a firm’s average PAYDEX for the current

12 months compared with the prior 12 months — so you can/| !
quickly check your existing credit imits or new orders
against these figures The “Average High Credit and the I, . i~ et oy SO
“High Credit 1ndicate the overall exposure of the firm

Automatic Update Protection Continuous Payment Analysis Reports

Continuous PAR alerts you to upward or downward shifts of 10 points or more 1n a firm s PAYDEX For one full
year following your original PAR inquiry, you ll automatcally be sent a new PAR Report whenever significant
changes take place

Continuous PAR makes you aware of credit problems so you can take action earh to avoid collection problems

{4



The Payment Analysis Report (PAR’)

contimued

S

The Importance of PAYDEX and Payment Trend Analysis as an Early Warning System

Often, when a firm 1s experiencing
problems the first sign of impending
difficulties 1s a deterioration n Hs
paving performance Since PAYDEX
scores are updated daily, these signif
1cant changes are quichlv identfied

The chart to the nght shows a
sample of ten US firms divided nto
“Strong Firms” and “Failures” We have
matched the maroon and gray tones to
specific PAYDEX ranges (see below)
for easy 1denufication of the different
stages i payment trend You can avoid
potenual difficulties by keeping this
“early warning svstem” in mind every
time you review PAYDEX scores

Its important to note that the firms
listed 1n the Failures group a/l filed for
bankruptcy (or made an assignment
to the benefit of their creditors) in
September or October of the current year
As you can see, the PAYDEX scores for
these firms were 1n the red several
months before the actual failure

Colors in the chart below
indicate the following PAY DEX ranges

71 plus
Ty 36 70

Z=3 55 and under

This 15 onlv a guideline and 1s not intended
to be an absolute Guidelines mav be
adjusted according to the parucular mdustry
or to a company s mdividual requirements

Payment Trend Analysis

Strong Firms Prior Qtrs
Firm A 8- 8- 8- 8-
Dec Mar Jun Sep

8268 71 166~

Firm B 8~ 8- 8- 8-
Dec Mar Jun Sep
79 78 79 79
Firm C §~ 8- 8- 8-
Dec Mar Jun Sep
77 78 _83 83
Firm D 8- 8- 8- 8-
Dec Mar Jun Sep
74 73 73773
Firm E 8- 8- 8- 8-
Dec Mar jJun Sep
73 71 77 75

Current 12 Months
g- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8-
Dec _Jan Feb Mar ipr Mav Jun Jul Aug Sep Oct Nou
73777 75163177 74 74 74 7> 7674 76
8- 8- 8- 8- 8- 8~ 8- 8- 8- 8- 8- 8-
Dec Jan Feb Mar Apr Mav Jun Jul Aug Sep Oct o
84 8, 79 78 77167 70 j77 83 83 8 83
8- 8- 8- 8- 8- 8- 8- B- 8- 8- 8- 8-
Dec jan‘Feb Mar Apr Mav Jun Jul Aug Sep Oct hov
82 80778 78 78 78 77 718 _79 79 79 78
8- 8- 8- 8- 8- 8- 8- 8- B8~ B- 8- 8-
Dec fan Feb Mar Apr Mav Jun Jul Aug Sep Oct hov
80" 79 76 80 8o 79 75 73 76 76 73 74
8- 8- 8- 8- 8- 8- 8~ 8- 8- 8- 8- 8-
Dec Jan Feb Mar Apr Mav Jun Jul Aug Sep Oct Do
7 77 75 78 78 77 77 78 78 78 78 76

Failures Prior Qtrs
Firm 8- 8~ 8- 8-
Dec Mar Jun Sep
Firm W 8- 8- 8- 8-

Dec Mar Jun Sep

Firm \ 8- 8- 8- 8-
Dec Mar Jun Sep

Firm Y 8- 8- 8- 8-

Dec Mar Jun Sep Dec Jan Feb Mar Apr

WTITLITE
Firm Z 8- 8- 8- 8-

Current 12 Months
8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8- 8-
Dec Jan Feb Mar Apr Mav Jun Jul Aug Sep Oct "o
567 56 50 (B o O g A DL e S A eSh ] ]
§- 8- 8- 8- 3- 8- 8- 8- 8- 8- 8- 8-
Dec Jan Feb Mar Apr Mav Jun Jul Aug Sep Oct “ov
§- 8- 8- 8- 8- 8- 8- 8- 8- 8- B- 8-
Dec Jan Feb Mar Apr Mav jun Jul Aug Sep Oct “ov
R R S L T L G O 20
§- 8- 8- 8- 8- 8- 8- 8- 8- 8~ 8- 8-

Mav jun jul Aug Sep Oct Mo
D S LD S i s L o B L S T T e 13}

8~ 8- 8- 8- 8- 8~ 8- 8- 8- 8- 8- 8-

Dec Mar jun Sep Dec Jan Feb Mar Apr Mav jun Jul Aug Sep Oct ho

TR
20

s

The Payment Analysis Report 1s available on hne via DunsPrint® Dunstoice®

and DunsD1al® or through the mail IC)l':jCléllSt[SBg\c/]lngseet
For more information, contact the Credit Advisors Svstem Product Manager at R

1201 665 5688 Or contact your D&B sales representiuve or local D&B office T D & Bradstreet Corporation

€ 1988 Dun & Bradsueet Ine Frmted m LS A
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PAYMENT ANALYSIS REPORT
PAGE 1 OF 2
DUNS 00-007-7743 DATE PRINTED PAYDEX 63
GORMAN MANUFACTURING CO INC AUG 23 198- 00 oo
(Subsidiary of X%X¥ KEY %x¥
Gorman Holding Co Inc ) COMMERCIAL PAYDEX PAYMENT
492 KOLLER STREET PRINTING 100 ANTICIPATE
(Formerly 600 Koller St) a0 DISCOUNT
l SAN FRANCISCO, CA 94110-0012 SIC NOS 80 PROMPT
2751 70 SLOW TO 15
TEL  (415)872-9664 50 SLOM TO 30
40 SLOH TO 60
STARTED 1965 30 SLOW TO 90
LESLIE SMITH, PRES SALES $18,931,956 20 SLOW TO 120
UN UNAVAILABLE
FIRM VERSUS INDUSTRY PAYDEX
PRIOR 4 QTRS N THS
' AR GRAF GUIDE 56 Q CURRENT 12 MON
P
SOLID LINE (—) 84_
A, |—= R S— Ty
I 15 FIRM'S SCORE, LE S a—— %WT"’;KNgg £ S A T Sy
Y P R T VS alien el e M
DOTTED LINE ( ) 60_ | _s7s zed w2 *}1W*wvx%afﬁaﬁr*:’wazsxﬁr*~“§35"w- i
IS MEDIAN INDUSTRY | p Fedudad = e B SR IR G e T e i e S
SCORE 48
1 :
PP AND BOTTOM 36_
sORDERS OF SHADED | X ,,
AREA ARE UPPER AND -
LOWER INDUSTRY 12
QUARTILE SCORES 0
sIc 2751 '8~ '8~ '8~ '8~ '8- '8~ '8- '8- '8~ '8~ '8B- '§- 'g- '8~ '8- '§-
# OF ESTAB 3,042 SEP DEC MAR JUN SEP OCT NOV DEC JAN FEB MAR APR MAY JUN JUL AUG
FIRM 78 80 78 78 78 80 82 82 80 70 70 69 64 59 59 63
I DETAILED SUMMARY OF FIRM'S PAYMENT HABITS
~ OF DOLLAR AMOUNT
#0F DOLLAR  ANTIC- SLOW SLOW SLOW SLOKW
EXP AMOUNT  PROMPT 1-30 31-60 61-90 91+
% $ 7 / s 7 ’
IN FILE
12 MOS ENDING 09-/8- 61 866,700 29 31 10 14 1é
l 3 MOS ENDING 09/8- 27 458,000 28 25 6 26 17
CREDIT EXTND OF $100,000+ 3 300,000 33 33 17 17 -
50-99,999 3 190,000 21 67 - - 32
15-49,999 9 280,000 28 20 5 20 27
5-14,999 10 67,500 33 30 22 15 -
1- 6,999 15 22,500 33 13 18 19 12
LESS THAN 1.000 21 4,700 26 49 19 6 -
l CREDITS OFFERING NET TERMS 32 423,300 30 7 3 27 33
CREDITS OFFERING DISC TRMS 8 268,700 30 (14 26 - -
~ SH EXPERIENCES - -
}CED FOR COLLECTIOM 2 12,500
- vFAVORABLE COMMENTS - -
INDICATION> OF SLOWNESS CAN BE THE RESULT OF DISPUTES OVER MERCHANDISE, SKIPPED INVOICES, ETC
(CONTINUED)
l THIS REPORT MAY NOT 8E REPRODUCED IN WHOLE OR IN PART IN ANY MANNER WHATEVER
S 13 UﬂSh c - C Fn € € % E SEN ESEE BER CSC E C—E e 13 e EE - E EE e E $cC s 4 E



Dun & Bradstreet

CRED lT - c:glft Services

The Dunk Bradstrcet Corporatson
ADv' SORv [Prepared for -
SYSTEM

PAYMENT ANALYSIS REPORT
PAGE 2 OF 2

GORMAN MANUFACTURING CD INC
SAN FRANCISCO CA 94110-0012 ¥ PAYMENT HABITS BY INDUSTRY =

LINE OF & DOLLAR HIGHEST AVERAGE ANT SLO SLO SLO SLO

BUSINESS EXP AMOUNT CREDIT HGH CR PPT 1- 31- 61- 91+
30 60 90

. $ $ $ / / 7/ 7/ /s
AIR TRANS 5 10,250 5,000 2,050 51 - - 49 -
CHEMICALS WH 1 500 500 500 50 50 - - -
COMMUNICATIONS 2 5,750 5,000 2,875 50 7 43 - -
COMPUTER/DP SVCS 2 3,500 2,500 1,750 - 29 - 35 36
ELEC EQUIP WH 3 261,000 100,000 87,000 21 58 21 - -
ELEC MACHY MF 5 170,500 100,000 36,100 50 2 57 1 -
EQUIP RENTAL 1 2,500 2,500 2,500 lo0g - - - -
FUR & FIX MF 1 80,000 80,000 80,000 50 50 - - -
FURNITURE RET 1 250 250 250 - - 100 - -
INDUSL MACHY WH é 10,150 10,000 1,692 99 1 - - -
LAB INSTRMTS MF 1 50 50 50 - 100 - - -
LODGING 2 45,000 40,000 22,500 - 11 - - 8¢9
MEASURING DEV MF 2 32,000 30,000 16,000 39 23 - 38 -
MEDICAL INSTRU MF 1 50 50 50 - - 50 50 -

} CLASSIFIED 2 1,500 1,000 750 - 100 - - -
v of ELEC MACHY MF 6 92,600 40,000 15,433 24 3 3 48 22
PAPER PDTS WH 8 103,000 60,000 12,875 100 - - - -
PERSONMEL SVCS 1 1,050 1,050 1,050 1 20 5 - 74
PRIMARY METAL MF 1 7,500 7,500 7.500 - 100 - - -
PRINT & PUBLISH 6 33,000 30,000 5,500 90 2 - 8 -
REPAIR SVCS 1 2,500 2,500 2:500 - - 100 - -
RUBBER & PLASTIC MF 1 1,000 1,000 1,000 - 100 - - -
SOCIAL sSvVCS 1 1,000 1,000 1,000 - - - - 100
TRANS SVCS 1 50 50 50 100 - - - -

1]

%X PAYMENT SUMMARY x
COMPOSITE PAYDEX AVG HIGH CREDIT = $14,175
CURRENT 12 MONTHS = 71
HIGHEST CREDIT = $100,000
COMPOSITE PAYDEX
PRICR 12 MONTHS = 79

———

b

THIS REPORT MAY NOT BE REPRODUCED IN WHOLE OR IN PART IN ANY MANNER WHATEVER
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Determine when a firm might pay you—according to
industry statistics

Somiclimes a firm pays certam mdustries more quickly thin others
By bicikimg out a fivms piywent habits by Line of Busingss, you can
see when other supphiers e pnd and more impor tantly when

& fismas lihely to pay you

Review your existing credit hmits or new orders

Paymont Summuy iecaps a fitms werage PAYDEX for the current 12
months comp ned with the proor 12 months—so you can quickly com
pare thisycu s porformance to List year s and pinpoimt sigmificant
trends The Average High Credit” and the Thgh Credit indicate the
overillexposutce of the mm

Detect the early warming signs of financial distress

Often, when a fitms expernienang problems the first sign of
mpending dilficultics 1s a detenionition in piyment petfor mance
[ hese sigmfic it dhiages ae quickly identificd beeause PAYDEX
scores e updited duly

Monitor payment performance changes to avord
collection problems

With Continuous PAR for onc full year following your original Pay
mont Amalysis Reportinquuny you'll automatically be sent in
updted repor t whenever sigmificant changes take plice Continuous
PAR alct ts you to upwazd or downward shifts of 10 points or more in
a firm's PAYDTX Continuous PAR makes you aware of credit
problemns 5o you can take action early to avoid tiouble

Av ulible thiough the mail or onhine via DunsPrint** or DunsPrint/PC
H timeas shoirt call Dunsbial” o8 DunsVoice® for summary details and
request follow up printed reports for more complete analysis fater

lor more information, contact your local Dun & Bradstreet
Credit Services office (consult your local telephone directory) or call
Corc Business Scrvices at 201 665 5456

[. Y

payinent analysis l MJ‘\ npm i
| NI A SN LA R LA A AT TN E e L REY FEATL LI AA L1

GORMAN MANUFACTURING CO
SAN FRANCISCO CA 94110-0012

S

p* PAYMCNT SUMMARY

COMPOSITE PAYDLX
CURRENT 12 MONTUS = 71

AVG

COMPOSITE PAYDTX
PRIOR 12 MONTIS = 79

S REPOAT FUANTS ED PURSUANT TO CO
WSUR  CE M
Wi 0S|

SSUMES AUSHESS S 0
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* PAYMONT HABITS BY INDUSIRY *

LINE OF # DOT LAR HIGHEST AVERAGE ANT
BUSINESS EXP AMOUNT CREDIT Hen Cn e
$ $ $ 1
AIR TRANS 5 10 250 5 000 2 050 51
CHEMICAIS wWH 1 500 500 500 S0
COMMUNICATIONS 2 5 750 5 000 2 875 50
COMPUTER/DP SVCS 2 3 500 2 500 1 750 -
LCIEC EQUIP wH 3 261 000 100 000 87 000 21
ELEC MACHY MF 5 170 .00 100 600 34 100 50
EQUIP RENTAL 1 2 500 2 500 2 500 100
FUR & FIX MF 1 80 000 80 000 80 000 S0
FURNITURE RLT 1 250 2,50 250 -
INDUSL MACHY Wit 6 10 150 10 000 19 29
LAB INSTRMTS MF 1 50 40 S50 -
LODGING 2 45 000 40 000 22 500 -
MEASURING DEV MF 2 32 o000 30 000 16 000 39
MEDICAL INS1RU MF 1 50 50 20 -
NON CLASSIFIED 2 1 500 1 o000 750 -
NON ELEC MACHY MF 6 92 600 40 000 15 433 24
PAPER PDTS WH 8 103 000 60 000 12 875 100
PERSONNEL SVCS 1 1 050 1 050 1 0.0 1
PRIMARY METAL MF 1 7 500 7 500 7 500 -
PRINT & PUBLISH 6 33 000 30 000 5 500 90
REPAIR SVCs 1 2 500 2 500 2 500 -
RUBBER & PLASTIC MF 1 1 ooo 1 o000 1 000 -
SQCIAL svCs 1 1 000 1 D00 1 000 -
TRANS SVCS 1 50 50 20 100

HIGH CREDIT = §

HIGHCST CREDIT = §

®u 1t

510 S10
- 31-
30 60
A 1
50 -
7 43
29 -~
58 21
2 a7
+0 -
- 100
l -
100 -
1 -
23 -
- 50
100 -
3 3
20 5
100 -
2 -
- 100
100 -
14 175
100 000
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Insight wnto the dynamacs of
payment performance and trends

he Payment Analysis Repor L gives you a quick review of 1

fitms payment habits so you can determine how the business 1s likely
topay you I featuies the dynanuc PAYDEX® score and detailed
paymentinforniition to help you determine payment trends over the
histtwo ye s how the firmas paying its bills right now andif a firm
my be heading for financial difficulty

Make credit decisions based on a firm s current

payment performance

Fhe PAYDI X score rites a comp iny s payment record and helps

[., ¥

DN 2 itads ot
Bt o |'l Vo

Py i dnkealye 14 “))//‘\\ IRH*]}UH

| ST LT LR WL 70 19T L LR L o7

you detanunce how quickly you 1 be paid It gives you an instant
ovarview of how a firm pays its bills today

Easily establish or adjust lines of credit

By comp g the firm's PAYDLX trend hine (the sohd line) with the
industry median (the dotted line) you can see how the firm's payment
hibits comp e with other firms in the same hine of business 1 his
mformation helps you sct, o1 adjust, your customer's line of credit
Note Ihe display 1s numerical via DunsPrnt® delivery

Avoid potential problems  before they occur

Fhe Detarled Summary hedps you pinpomt any changes m a firms
pryment hibits to hedp you reduce your risk of doing business
Supplicrs are brohen down by dollar size—to help you identify how

PRAN SRR TN S TW § S AT INE T L LR |

the company pays hised on the imount of credit hang extended

Inaddition Nct lams arc distinguished from Discount Terms
tomndic e af a fivm pays more quickly when a discount 1s offered
Accounts Placed for Collection are shown as are Unfavorable
Commaonts

DUNS  00-007-7743 DATE PRINTED ..__PAYDEX 63~
AUGUSP 23 198- RIY ##
GORMAN MANUFACTURING CO INC PAYDLX PAYMENT
SUBSIDIARY OF COMMPRCIAL PRINTINC 100 ANTICIL ATF
GORMAN HOIDING COMPANIES INC 20 DISCOUNT
680 1 ROMS |
492 KOLIER ST SIC NOS 70 SLOW 10 1,
SAN FRANCISCO CA 94110-0012 2751 0 SLOW 10 30
Ted 415 555 96064 40 SLOW o €0
STARTCD 1965 30 SIOW 1O 90
LESLIE SMITH PRES SATES $1B 931 956 20 SIOW TO 1 0
uN UNAVATI ABI L
PRIOR QTRS ~— CURRENT 12 MONTHS )
PAR GRAF GUIDE 96 _
SOLID LINE (—) F 84_
IS FIRM S SCORL A gy e —
-p DOTTED LINE ( ) [ Y ¢ T e—
IS MEDIAN INDUSTRY | ~ -
SCORE 48_
TOP AND BOTTOM £ 36_
BORDLRS OF SHADED | X ,,
AREA ARL UPPLCR AND -
LOWER INDUSTRY 12
QUARTILE SCORES 0
sic 2751 8- 8- 8 8- B~ B B- 8- 8- 8 8- B~ G- B B~ G-
# OF ESTAB 13 042 SEP DEC MAR JUN SEP OCT NOV DEC JAN FEB MAR AIR MAY JUN JUT AlC
FIRM 78 80 78 78 78 80 B2 82 80 70 70 ¢) €4 59 59 &3
p DETAILED SUMMARY OF FIRM S PAYMINT HABLTS
L OF DOILAR AMOUNT
#or DOT LAR ANTIC- st oW sLoW Stow 51LOW
EXP AMOUNT PROMPT 1-30 31-60 61 JO
$ 1} [} 1 Y 1
IN FILE
12 MOS ENDING 09/8- 6l 864 700 29 k31 10 14 1¢
3 MOS ENDING 09/8- 27 458 000 28 25 6 24 17
CREDIT EXTND OF $100 000+ 3 300 000 33 33 17 17 -
50-99 999 3 190 000 21 a7 - - 32
15-49 999 9 280 000 28 20 5 20 21
5-14 999 10 67 500 33 10 22 15 -
1 4 999 15 22 ,00 13 18 18 1) 12
IESS THAN 1 000 21 4 100 26 a9 19 6
CREDITS OFFERING NET TERMS 32 423 300 30 7 3 27 33
CREDITS OFFERING DISC TRMS 8 248 700 30 14 26 - -
CASH EXPERIENCES - -
PLACED FOR COL! ECTION 2 12 500

UNFAVORABLE COMMENTS -

INDICATIONS OF SLOWNESS CAN DE THE RESUI'T OF DISPUTES OVER MERCHANDISE SKIPILD INVOICE®

FIC
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The Credit Advisor

The basic component 1 D&B’s new Credit Advisory System, the Credit Advisor brings
together in one place informaton elements from several D&B reports And introduces
a unique method of ranking for fast, systematic risk assessment.

Credit Risk Category

Through an automated analvsis of the informanon
available to D&B on a business one of three risk
categories( A B or C )isassigned to the com
panv After reviewing the criucal information
flagged 1n the Commentary Section, vou decide
how to interpret each risk category according to
vour credit policy the size of exposure and the
umgque needs of your business

The thiee Credit Risk Categories and the meaning

of each

“A"" —The information in Dun & Bradstreet’s file
on this account suggests a relatively low
risk
For further analysis review Pavment Analysis
Report (provides detailed trade analvsis) andlor
Financial Information Report (financial state
ment with key ranos and idustry norms)

B —The information in Dun & Bradstreet’s file
on this account suggests moderate risk
Further analvsis 1s also advised using Pavment
Analysis Report andfor Financial Information
Report.

*C" —The information in Dun & Bradstreet’s
file strongly suggests a close examination
of this account
Specifically advise using Payment Analysis
Report andlor Financial Information Report

For ech nisk category the Ciedit Advisor presents a
summarn of the data used to make the recommen
danon in the Commentarv Section In situations
wherea B or C rish category 1s ndicated a care
ful review of all informanon in the Credit Advisor 1s
advised Additionally further analysis of the compa
nys payments or financials may be recommended
using other D&B products depending on 1denufied
conditions of the business

Other secuons of the Credit Advisor include
Commentary

Highhghts significant data and events reflecting

the criteria that make up the recommended rish
categor

Credit Profile

Features ove1all D&B Raung PAYDEX® and peru
nent information relaung to the compans s pas
ment experiences

Company Rating The D&B Raung 1s assigned
on the basis of a periodic review by a D&B busi
ness analist of the compant s fin incial statement
pument history business bachgiound manage
ment experience and bank relntions

CREDIT i
ADVISORY . 2=——
SYSTEM .

- Pag

- we== DUNS 00 DOT 7743 DATE PRINTED

AUT 23 198

SRy

CORMAN MANUFACTURING CO INC
(3ub idi y f GCorman Rolding
Copst 1c}
452 YOLLER 3T s
(F r= 1y 10D KOLLER 3T}
{and X anch Di  den )
SAN FRANCISCO €A 94110 001Z

TEL 415 B72 D664

STAXTED 1368
COMMERCIAL PAINT] G SALES
8I1C NO WORTH

IMPLOYS 500

(150 HEXE)
M1sTORY CLEAR
CWIRF IXRCUTIVE LESLIE SNITR PRESIDENT

DUK & BRADSTREXT CREDLT RISX CATEGORY C

THE INFORMATION I¥ DUN & BRADSTREXT S FILE
STRONGLY SUGUESTS A CLOST EXAMINATION OF THIS ACCOUNT

Coapa v Rati
1A £ 31
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- COMMENTARY COMTENTARY COMMENTARY -
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CALL (800] 223 0141 TO DISCUSS THIS ACCOUNT ITH A CREDIT ANALYST

STRONGLY ADVISR USING

PAYMENT ANALYSIS REPORT (PROVIDES DETAILED TRADR ANALYSIS)
FINANCIAL INFORMATION REPORT (FINANCIAL STATEREXT WITR KXY
RATIOS & INDUSTRY NORMS)
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- BANK RELATTIONSHIPS REPORTED - -

Am ri an Bank & Tr t Co 3 P nilco Ca (418) 777 TTIT

m=eee PUBLIC FILINGS

Cone 25 138 =
nHa factu i gColnc by2Z N
c CA €

it o the amount £ $500 w  filed mgal t

(Dock t #27511) &

of actio wa God 1d ndd 1l »d
i ocig at tdtedJIn 28 198 ga L Gormas
tat ngCol L fa f3¢ &« Cop mnailbu CA Amoust
File 4741170 Stat CA A L ca
Bquips t
On Harch 1T 198 K 1 J Hu ¢ repo ted ti flled by 2
L A oclt  msd t damag cs ed by f ltyp i acd has

ttled Co ¢t reco d al ult w withd wn

Tik REACR v AT I APRCOUCED O AR E OF by Juh 0 ANT kvl maTTVER

Company PAYDEX The PAYDEX 1s a dollar
weighted numerical score that indicates a compa
ny s payvment performance It 1s produced by
combining up to 875 mndnidual pavment exper:
ences and protides an instant overtiew of a
companjy s current pavment posture

Industry PAYDEX Median 4 median PAYDEX
based upon the firm s SIC grouping that 1s used
for comparatine analvsis with the fiim s PAYDE™
Payment Summary This informauon 1s com
puted from the compans s trade experiences and
mcludes fou1 data elements Average High
Credit High Credit Placed for Collecuon and
Cash Experiences

Foa1e 21 956
7 9 3 482 s00

FIXANCIAL ENFORMATION




The Credit Advisor

continued

Bank Relationships Reported

(Appears on Page 2 of Credit Aduvisor)

May include cheching savings o1 lending insuttions
The names provided mas not1epresent the full
extent of the firm s banking relationships

Pubhc Filings

(Appears on Page 2 of Credit Aduvisor)

May include public record mformation such as

suits judgments tax o1 other hens and Uniform
Commerciil Code Filings Mav also contamn pphcible
releases and status updates of public 1ecord items
Special Events

Highlights significant activities ot changes n the
business Mav include bankruptey detuls changes

mn owneiship officers partners o1 busmess location
fire ;1 other disaster detatls intenm fin incil

1esults and othet major events

Operations

Desciibes what the firm does number of emplovees,

a descripuon of ficihues nd location It mav also
provice names and locauons of branch oper wions
plus identify and describe anv subsidiary busimesses
This informauon 1s generally provided by the
company s management

History

Provides background details on the compan:
mncluding the vear 1t was started mcorporation
details changes in control wnd ownership informn
tuon May also profile the business expetience of the
compans s puncipals or owners Vas contain vea
of birth martal status eclucational b ichground
and the names and business descripuon of any affil
1ated companies This informauon 1s generalh
provided by the company s management

Banking Commentary

Mav include average cheching/savings account bal
ances previous and current borowing history and
a determination of whethe: the overall banking
relations are sausfactory This mformiuon no
mally provided diiectly by a bank o1 banks m1 not
1epresent the full extent of the firm's banking
1elanonship

e3/2

FINANCTIAL INFORMATION AND PAYMENT ANALYSIS REPORTS ARE AVAILABLE AT A DISCOUNT
PRICE [P ORDERED WITHIX I DAYS

Dun& Bradstreet
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DaB CREDIT ADVISOR DISPLAY COMPLETE

The Credit Advisos 1s nailable on Iime via DunsPimt® Dunstoice ® and

DunsDi1ad® o1 thiough the m ul Dun & Bradstreet
° Credit Services

For more nformation contact the Credit Advisory Svstem Product Manager it ‘

120166335688 O1 contwtvowr D&B siles tepresentative o1 local D&B otfice DB a0 i adsireui corporaton
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Dun & Bradstreet

CRED IT Credit Services

3companv ol

v I s o Rv BB Aoy seadstrees corporaon
AD [Prepared for

)

CREDIT ADVISOR
PAGE 1 OF 3

------- DUNS 00-007-7743--—-——~—-—-----DATE PRINTED--------——--SUMMARY--—"----~———~
' AUG 23, 198-
GORMAN MANUFACTURING CO INC STARTED 1965
(Subsidiary of Gorman Holding COMMERCIAL PRINTING SALES F $18,931,956
 Companies Inc) SIC NGO HORTH F $ 3,482,600
. 692 KOLLER ST 2751 EMPLOYS 500
(Formerly 600 KOLLER ST) (150 HERE)
(and Branches or Divaisions) HISTORY CLEAR

SAN FRANCISCO CA 94110-0012
l TEL 415 872-9664

CHIEF EXECUTIVE LESLIE SMITH, PRESIDENT

- DUN & BRADSTREET CREDIT RISK CATEGORY c

I— THE INFORMATION IN DUN & BRADSTREET'S FILE -
-3 STRONGLY SUGGESTS A CLOSE EXAMINATION OF THIS ACCOUNT -
l ———————————————————— COMMENTARY----- COMMENTARY-—--- COMMENTARY = —======-=—m—mmemmm

-~ Average Pavments are 20 days bevond terms

- Fairm's debts on 2 occasion(s) have been placed for collection

Average Industry Payments are 19 days bevond terms

Liens, Suits and/or Judgments are present - see PUBLIC FILINGS section

Bank commentary present

Fire or other disaster reported - see HISTORY and SPECIAL EVENTS sections
UCC Filings present - see PUBLIC FILINGS section

Financing secured - see BANK/PUBLIC FILING sections or FINANCIAL INFORMATION

l Report

- Financial Appraisal Ranking 1s 46 based on a scale of 1 (Highest) to 4
(Lowest) compared to the aindustry

¥xx CALL (800) 223-0141 TO DISCUSS THIS ACCOUNT WITH A CREDIT ANALYST £33

- —— o ——— — —— ——— —— . ——— . ———————— —— T —— — —— 4 ——— . —— T {— . —— o T — T " ] —_ T ——— T S W —— b — S " "

RATIOS & INDUSTRY NORMS)

l STRONGLY ADVISE USIHNG -
- PAYMENT ANALYSIS REPORT (PROVIDES DETAILED TRADE ANALYSIS) -
‘ - FINANCIAL INFORMATION REPORT (FINANCIAL STATEMENT WHITH KEY -

THIS REPORT MAY NOT BE REPRODUCED IN WHOLE OR IN PART IN ANY MANNER WHATEVER
~ s ~ 1] € s Es 5 BEE SC € £ EC ce s £ 3 £
I s £ss [ 33 oees F £ F s ] ‘ e et f
- 13 € E ESS € ESF € P~ o ¢ DE DS oBE & .56  WLR - EE RES - E EE {7



l ’ Dun & Bradstreet

] c RE D lT Credit Services
' ADVI s o Rv D o somdstreet corporation
[Prepared for

i SYSTEM

EDIT ADVISOR

GE 2 OF 3
------------------------------- CREDIT PROFILE--—--———-——=m———rm e
Company Rating 3A3 Estimated Financial Strength 1s
(As of 03/17/8-) $1,000,000 - $9,999,999 and
Composite Credit Appraisal i1s FAIR
Company PAYDEX 63 Average Payments are
. 20 Days Beyond Terms
l (based on 61 trade experiences)
ndustry Median
PAYDEX 65 Average Industry Payments are
. 19 Days Beyond Terms

1YMENT SUMMARY

verage High Credat $ 14,175
Highest Credit $100,000
laced for Collection 2

“h Experiences -
H

Accounts are sometimes placed for collection even though

l the existence or amount of the debt may be disputed
-------------------------- BANK RELATIONSHIPS REPORTED--—-—-—-—-----——-—ommomm
l 00-000-0000 American Bank & Trust Co {415y 777-7777
) San Francaisco, CA
I- —————————————————————————————— PUBLIC FILINGS-——-————————m e
03,1778~ On Mar 25, 198-, a suit in the amount of $500 was filed against
Gorman Manufacturing Co Inc by Z Henric Assoc {Docket #27511) an

l San Francisco, CA Cause of action was Goods sold and delivered

Financing statement dated Jan 28, 198- against Gorman
Manufacturing Co Inc 1n favor of Swinger Corp , Malibu, CA Amount
$2,000 File #761170 State CA Assignee San Francisco, CA
Collateral Equipment

On March 17, 198- Kevain J Hunt reported action filed by Z
Henric Associates was due to damages caused by faulty printer and has

l been settled Court records reveal suit was withdrawn

————————————————————————————————— SPECIAL EVENTS———--—————rmmmmr e

l8/12/8- On August 19, 198-, subject experienced a fire due to an
electrical short in one of their prainting machines Damages amounted

to $35,000, which was fully covered by their insurance company
l H

THIS REPORT MAY NOT BE REPRODUCED IN WHOLE OR IN PART IN ANY MANNER WHATEVER
> €€ E S8 L 3 £ SEX E 8 EEE “~E E E E £ s S -

s E
F EE EE £ £ £ €
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' Dun & Bradstreet

.' CRE D IT Credit Services

mpanvol

ADVISORY R e
Prepared for
B SYSTEM

REDIT ADVISOR
AGE 3 OF 3

Subsidiary of Gorman Holding Companies Inc , Los Angeles, CA,

03/1778- which operates as a holding company for its underlying subsidiaries
Parent company has two other subsidiaries There are no intercompany
relations between parent and subject A consolidated financial
statement on the parent company, dated Dec 31, 198- showed a net worth
of $7,842,226, with a fair financial condition aindicated

Commercial printing, engaged in letterpress and screen printing
Sells for cash 30/ balance net 30 days Has 1,000 accounts Sells +to
commercial concerns Territory Nationwide Nonseasonal

EMPLOYEES 500 i1ncludaing officers 150 employed here

FACILITIES Rents 40,000 sq ft 1n 1 story concrete block
building 1n good condition Premises neat

LOCATION Industrial section on side street

BRANCHES Subject maintains a branch at 1073 Boyden Road, Los
Angeles, CA

ISTORY LESLIE SMITH, PRES KEVIN J HUNT, SEC-TREAS
03/177/8- DIRECTOR(S) THE OFFICER(S)
W Incorporated California May 21, 1965 Authorized capital
u consists of 200 shares common stock, no par value

Business started 1965 by principals 100/ of capital stock 1s
owned by parent

LESLIE SMITH born 1926 married Graduated from the University
of California, Los Angeles, June 1947 1967-1965 was the general
manager for Raymor Pranting Co San Francisco, CA 1965 formed
subject with Kevain J Hunt

KEVIN J HUNT born 1925 married Graduated from Northwestern
University, Evanston, IL, 1n June 19466 1966-1965 was the production
manager for Ravmor Printang Co , San Francisco, CA 1965 formed
subject with Leslie Smith

Related Companies Through the financial interest of Gorman
Holding Companies, Inc , the Gorman Manufacturing Co Inc 1s related
to two other sister companies (Smith Lettershop Inc, San Diego, CA and

WE By NE mE E_ N A A "

Gorman Suppliers Inc , Los Angeles, CA) These sister companies are
also engaged 1n commercial printing There are no intercompany
l relations
—————————————————————————————— BANKING COMMENTARY--—-—-——"-—"-""——————
03/8- Balances average moderate six figures Account open over three
vears Loans extended to low seven figures, now owes low seven

figures, secured by accounts receivable and inventory, and relation
satisfactory

~ ANCIAL INFORMATION AND PAYMENT ANALYSIS REPORTS ARE AVAILABLE AT A DISCOUNT
« AE IF ORDERED WITHIN 2 DAYS

' THIS REPORT MAY NOT BE REPRODUCED IN WHOLE OR IN PART IN ANY MANNER WHATEVER
3
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Information plus answers for fast risk assessment

Quickly asscas the potential 11sk of doing business with other
comp nies with the Credit Advisory System 1 he system ranks an
icount into one of three categor 1es so you can allocate your
tesauees wootding to the nisk each account presents

I ic basic component in the Credit Advisory System the
Ciedit Advisor consolidites information from thiee D&B reports—
the Bustness Informnition Report Payment Analysis Repor t and
Industiy Notms—to give you 1 quick analysis of the business
U also supplics the unique ‘ABC sk assessment for fast
systomatic analysis on every company

Determune the risk quality of every account
I hrough an witom ited analysis of a company'’s D&B file a risk
citegony (A B or C)ascaleulated and assigned at the tume of your
mquny You Il instantly know how much time and attention cach
tish win ints allowing you to turn low sk orders into dollars faster
And give medium to gh nisk accounts the in depth analysis
i hikes Lo ostablishicabistic credit toy ms that mmmmmize colkumn\
problems Titet
e thiee Credit Risk Categories

A Tho mformition m Dun & Brdsticets file on this account suggests
vichitively low sk

B [ hcmformation in Dun & Bradsticets file on this account suggests
modar it risk

C [ homformationin Dun & Bradsticcts file strongly suggests a
ddosc oy mmnhion of this account

Understand nisk components to establish creditrelationships
Commaent 1y hughhghts significant data and events reflecting the
ctiteria that mke up the assigned rish category After ieviewing the
il mformation flagged in the Commentar y section you decide
how to mtarpret cach rish category weording to your credit policy
the s17¢ of exposure and the umque necds of your business

Dun & Bradstrect
credht Services

CREDIT
ABVISORY
SYSTEM

BB "5l g w

‘ Piopred for

CREDIT ADVISOR
PAGE 1 OF 3

------- DUNS 00-007-7763~~~-~~-------DATE PRINTED------=--=~-==SUMMARY-—-==~w~u-n
AUG 23 198-
GOPMAN MANUFACTURING CO INC STARTED 1965
(Subsidiary of Gorman Holding COMNERCIAL PRINTING SALES F 418 931 956
Companies Inc) SIC HO 1IORTH F & 3 482 600
692 KOLLER ST 2751 LMPLOYS 500
(Formerly 600 KOLLER ST) (150 HERE)
(and Branches or Divisions) HISTORY CLEA
SAN FRANCISCO CA 94110-0012
TEL 415 555-9664
CHIEF EXECUTIVE LESLIE SMITH PRESIDENT
DU & DBRADSTRECT CREDIT RISK CATLGORY C

THE INFORDATIOH 1N DUN & BRADSTREET'S FILE
STROHGLY SUGGESTS A CLOSE EXAMINATION OF THIS ACLOUNT

Average Payments are 20 days beyond terms

Firm's debts on 2 occasion(s) have been placed for colleclion

Average Industry Payments are 19 days beyond terms

Liens Suits and/or Judgments are present - see PUBLIC FILINGS section
Bank commentary present

Fire or other disaster reported -~ see HISTORY and SPECIAL EVINTS sections

UCC Filinys present - sec PUBLIC FILINGS section

E1nan:xng secured - see DANK/PUBLIC FILING seclions or FINANCIAL IMFORMATION
epor

Financial Appraisal Ranking 1s 4 based on a scale of 1 (Highest) to §
(Lowest) compared to the andustry

X¥% CALL (800)223-0141 TO DISCUSS THIS ACCOUNT HITH A DUNS ACCOUNI CONSULLANL xxx

STRONGLY ADVISE USING
- PAYMENT ANALYSIS REPORT (PROVIDES DETAILED TRADF ANALYSIS)

~ FINANCIAL IHFORMATION REPORT (FINANCIAL STATLIRNNY BIIH KLY
RATIOS & INHDUSTRY HORMS)
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9

Verify a firm s credit potential

FThe D&B Rating is tcomposite acdit ippr usal that helps 1ssess
thrms aodit wos thimess

Setterms according to a frm s timehiness of payment

Lhe PAYDL X is adoll n waghted numercal score thit mdicates 1
comp iy s payment paformancee It combines up Lo 875 individual
Py ment cxpunences to provide an st int overvicew of a company s
cuirent payment posture

Put a firm s payment performance into perspective by comparnng
1t to the industry

A mcdim PAYDE X for the fitms ine of business 1s provided for
comp u hive an tlysis

Review the highlights of a firm s credit experiences
I ns mformation summarizes the company s trade experiences from
four hey puispuctives

Confirm a company s bank connections

May include checkimg, s wings or lending institutions The numes
providod mday not represent the full extent of the firms banking
1clationships

Be aware of public record activity that could affect a firm s stability
Pubhic I ihngs nny indlude sts filed judgments liens and Uniform
Commaranl Code filings—imfor mation that you would want to fictor
mto yowr over tll evaluition of a4 fitm—consolidated for easy reference
Keep pace with major changes that could impact your
creditrelationships

Changesinownership, waqnsitions, fires, burglat ies, bankrupteies—
il could affcct your credit decisions about a firm Special Cvents
derts you to nyyor Changes within the company

\—\\
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Rating 3A3 Estimated Financial Strength 1s
3/17/8-) $1 000 000 - %9 999 999 and
Compasite Credit Appraisal s FAIR
PAYDEX 63 Average Payments are
0 Days Beyond Terms
(based on 61 trade experiences)
Median
PAYDEX 65 Average Industry Payments are:?
9 Days Bevond Terms
UMMARY
High Credat $ 14 175
Credit $100 000
or Collection 2
eriences -

Accounts are sometimes placed for collection even though
the existence or amount of the debt may be disputed

0-0000 American Bank & Trust Co

San Francisco, CA

On Mar 25 198- a suit an the amount of $500 was filed avainst
Gorman Manufacturing Co Inc by Z Henraic Assoc {Docket #27511) an
San Francisco Cause of action was Goods sold and delivered

Financing statement dated Jan 28 198- against Gorman

Manufacturing Co Inc an favor of Swinger Corp {thlabu CA Amount
$2 000 File #741170 State CA Assignee San Francisco CA
Collateral Equipment

On March 17 198~ Kevin J Hunt reported action filed by Z

Henric Associates was due to damages caused by faulty printer and has
been settled Court records reveal suit wis withdrawn

On August 19, 198- subject experienced a fire due to an
electrical short i1n one of their printing machines Damages amounted
to $35 000, which was fully covered by their insurance company
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Understand a firm s operational details

Descnbes what the firm docs, number of employees, a description
of Diahties andlocition 1t may also provide nimes and locations
of by ch opa itons plus wdentify and describe any subsidiry
busimesses  Fhis iformion 1s generally provided by the comp iny s
m o emoent

Evaluate the experience of the business and its pnincipals
to capitalize on hidden potential

A fum with potentinilis caster Lo spot when you know more about the
comp my andits mngement  his section shows the history of the
company ind the hackhground of the prinapals o1 owners Details on
rclhited compnies may also be indluded to grve you insight mto the
compiny s over il structuic

Caonfirm banlang details for insight into a firm s purchasing power
and hquidity

Can vcompiny afford to do business with your firm? 1his section
may mcdude wenge chedking/s wings account bibinees curient ind
previous bonrowing history ind an ippraisal of the over il b inking
1chitions

Support your analysis
with Credit Advisory System options

Determine when, orif, you Il be paid

[ he Credit Advisory System indludes the Piyment Analysis Report
(sec sep uatemscrl) to give you more - depth payment informition
on yout customers So you know defore you 1pprave credit ter ms how
veompany usunlly pays its bills Thich Payment Analysis Report
supphics you with impor Lint statistics on a firms payment hthits—
metuding comparnisons aniyses and det uled summiry informaition
—thit hedp youreduce your risk of doing business

Evaluate a firm s financial standing vwithin its industry

I he othar option wathin the Credit Advisory System the Tinncial
Information Report (see sep uite inseit) helps you casily incorpo
tate sophistic ited financial statement 1nilysis into your account
teview procedumies And helps you quickly assess the finnciil staitus
of a iimcomp ned to s industiy
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Subsidiary of Gorman Holding Companies Inc Los Angeles CA
0371778~ which operates as a holding company for 1ts underlying subsidiaries
Parent company has two other subsidiaries There are no i1ntercompany
relations between parent and subject A consolidated financial
statement on the parent company dated Dec 31 198~ showed a net worth
of $7 842 226 wath a fair financial condition indicated

Commercial printing engaged in letterpress and screen printing
Sells for cash 30/ balance net 30 days Has 1 000 accounts Sells to
commercial concerns Territory Nationwide Nonseasonal

EMPLOYEES 500 including officers 150 employed here

FACILITIES Rents 40 000 sq ft 1n 1 story concrete block
building 1n good condition Premises neat

LOCATIOHN Industrial section aon side street

BRANCHES Subject maintains a branch at 1073 Doyden Road Los
Angeles CA

HISTORY LESLIE SMITH PRES KEVIN J HUNT SEC-TREAS
03/17/8- DIRECTOR(S) THE OFFICER(S)

Incorporated California May 21, 1965 Authorized capital
consists of 200 shares common stock no par value

Business started 1965 by principals 100/ of capital stock 1s
owned by parent

LESLIE SMITH born 1926 married Graduated from the University
of California Los Angeles June 1947 1967-1965 was the general
manager for Raymor Printing Co San Francisco CA 1965 formed
subject with Kevin J Hunt

KEVIN J HUNT born 1925 married Graduated from Northwestern
Universaity Evanston IL an June 1946 1966-1965 whs the production
manager for Raymor Prainting Co San Francisco CA 1965 formed
subject with Leslie Smith

Related Companies Through the financinl anterest of Gorman
Holding Companies Inc , the Gorman Minufacturing Co Inc 1s related
to two other sister companies (Smith Lettershop Inc San Diego, CA and
Gorman Suppliers Inc , Los Angeles CA) These sister companies are
alfotengaged in commercial printing There nre no 1ntercompany
relations

D3/8~ Balances average moderate six figures Account open over three
vears Loans extended to low seven figures now owes low seven
figures, secured by accounts receivable and inventory and relation
satisfactory

FINANCIAL INFORMATION AND PAYMENT ANALYSIS REPORTS ARE AVAILABLE AT A DISCOUHT
PRICE IF ORDLRED WITHIN 2 DAYS

THIS AEPOAT MAY NOT BE REPRODUCED tN WHOLE OR IN PART IN ANY MANNER WHATEVER
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The Financial Information Report
.|

This report contains four key ratios, industry norms and the financial statement when

available

Financial Profile

Computes four kev ratios measuring debt utilization
efficiency and short term solvencv and compares
them with norms for the respective industry From
this information a financial appraisal 1s computed
indicaung where the firm ranks on a composite
basis in relation to 1ts industn

The four key ratios are

Quick Ratio—liquid assets (cash, accounts receiv
able) divided bv current liabilities This ratio mea
sures the ability of the business to meet 1ts
current debts if credrtors were to press for imme
diate payment.

Current Ratio—derived bv dividing current
assets by current habiliues This ratio provides a
general indication of the ability of the business to
meet 1ts current debts

Debt Utiization—obtained by dividing total
current long term and deferred liabilinies by
tangible net worth Thus ratio measures the rela
uonship of the capital provided by creditors
(total iabilities) to the amount of the owners’
Investment.

Assets to Sales—percentage calculated by divid
ing total assets by annual net sales This ratio

ties in with sales and the total investment that 1s
used to generate those sales Thus relationship
indicates whether a company 1s overtrading or,
conversely, carrying more assets than 1s needed
for 1ts volume

Financial Appraisal Ranking

The available ratios are computed and compared

against industry norms for the respective industry

From this information, a financial appraisal rank

ng 1s computed indicaung where the firm ranks on

a composite basis in relation to its industry
Industry Median—the median ratio figure for a
concern 1n a given SIC and asset size
Quartile—the number indicated reflects how the
company compares to others in the industry on
that particular rauo

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

Oun& Bradstreet
CREDIT o e Servcs
ADVISORY ——
SYSTEM o
D4R CREDIT ADVISORY B;;T; ch-_m I:mwu.ﬂou II;IT
— - P - m
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A0 23 198
OORMAN MANUFACTURING CO INC STARTED 1985
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Coapani Inc) WORTM F 9 3 482 400
492 ToLLxm 3T nsn PLOTS
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{and Brasch Divi ioms) SISTORY  CLEAR

HAN PRANCISCO €A %4110 0012
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ricl eat t dted D 31 198
{ind ¢ty N ba ed poa 104  tabll hw t }
SOLVENCY SOLVENCY bEar PINANCIAL
SHORT TERM  SHORT TRRM UTILIZATION RPFICIENCTY APPRAISAL
{Quick fcu t {7 tal L1 b/ 4 £/ RANKING
katsol Rath } N W L)X Sal T (11 =)
rn o 1& 132 © 27
Ind Mediam 1z z1 549 41 6 4
Qua {1 4 4 4 2

- —— FINANCIAL INPORMATION —-— -——
Financi 1 State ent £ o= th BUSINESS INFORMATION REPORT

711/

FISCAL FI3CAL Y18CAL
DEC 31 198 DEC 31 198 DXC 31 198
et 7 181 678 7 085 442 & T10 363
Lib 3 319 403 4 D15 #O3 4 192 048
otb A t 1 354 483 1 33¢ o0Y 1 30% 375
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The Fiancial Information Report s available on line via DunsPrint®

DunsVoice® and DunsDial® or through the mail Ig ur(]igt‘ EradStr eet
For more mformauon contact the Credit Advisors Syvstem Product Mannger at redit Services
1201 665 5688 Or contact vour D&B sales representative or local D&B office B oo ot dstrect corporation
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INANCIAL INFORMATION REPORT
AGE 1 OF 2

—————— DUNS 00-007-7763-----~——------DATE PRINTED-~-----=~-—-SUMMARY-~--~——==——-
l AUG 23, 198-
GORMAN MANUFACTURING CO INC STARTED 1965
(Subsidiary of Gorman Holding COMMERCIAL PRINTING SALES F $18,931,956
Companies Inc) SIC NO HORTH F $ 3,482,600
492 KOLLER ST 2751 EMPLOYS 500
(Formerly 400 KOLLER ST) (150 HERE)
(and Branches or Divisions) HISTORY CLEAR
l AN FRANCISCO CA 94110-0012
TEL 415 872-9664
' ——————————————————————————————— FINANCIAL PROFILE-——==-——mmmommm e mm e
Fiscal statement dated Dec 31 198-
I (Industry Norms based upon 104 establishments)
SOLVENCY SOLVENCY DEBT FINANCIAL
SHORT TERM SHORT TERM UTILIZATION EFFICIENCY APPRAISAL
{Quick (Current (Total Liab~s (Assets/ RANKING
' Ratio) Ratiol Net Worth)/ Sales)/ (firm)
irm 0 5 16 132 © G2 7
Lind Median 12 21 56 9 47 6 G
Quartile 4 4 4 2
————————————————————————————— FINANCIAL INFORMATION--———--—----—rm——mmmmm e —
l Financial Statement from the BUSINESS INFORMATION REPORT
371778~
' FISCAL FISCAL FISCAL
DEC 31, 198- DEC 31, 198- DEC 31, 198-
Curr Assets 7,151,675 7,055,442 6,770,968
Curr Liabs 3,379,403 4,015,903 6,192,046
' Other Assets 1,356,469 1,336,009 1,309,375
Worth 4,056,901 3,393,231 3,682,600
Sales 26,577,608 20,632,522 18,931,956
Net Income 767,364 6G,651 32,892
' Fiscal statement dated Dec 31, 198~
Cash $ 212,597 Accts Pay $ 1,921,028
Acct Rec 1,733,380 Bank Loans 1,795,000
l Inventory 4,639,597 Other Curr Liabs 476,018
Prepaid Exp 385,394
Curr Assets 6,770,968 Curr Liabs 5,192,066
l Fixt & Equip 1,271,811 L T Liab-0Other 405,697
Other Assets 37,564 CAPITAL STOCK 50,000
RETAINED EARNINGS 3,632,600
v e T T mm e m
l - Total Assets 3,080,343 Total 8,080,343
l THIS REPORT MAY NOT BE REPRODUCED IN WHOLE OR IN PART IN ANY MANNER WHATEVER
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’ SYSTEM
INANCIAL INFORMATION REPORT

AGE 2 OF 2

Annual sales $18,931,956, cost of goods sold $16,777,064 Gross
profit $2,154,892, net i1ncome $32,892, dividends $29,660, monthly rent
$2.,500 Lease expires 1999 Fire insurance on mdse & faxt
$6,000,000

Submltted by Kevain J Hunt, Sec-Treas Prepared from
statement(s) by Accountant Fred Mitchel, San Francisco, CA Prepared
from books without audait

Other assets are tangible, composed of miscellaneous deposits and
deferred 1tems Other current liabilities and long term liabilaties
are notes due on equipment

On Mar 15, 198- Kevin J Hunt, Sec-Treas, referred to the above
figures as still representative

He stated that sales for the 12 months ended Dec 31, 198- were
down compared to the same period last vear Profit for the period was
down but 1s expected to 1ncrease Kevin J Hunt stated that the net
worth decreased at 12/3178-, attributed to the purchase and retirement
to treasury of a portion of the capital stock

Current debt 1s 1n excess of net worth Inventory 1is large an
relation to sales and working capital 1s light compared to volume
transacted

-~
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THIS PEPORT MAY NOT BE REPRODUCED IN WHOLE OR IN PART IN ANY MANNER WHATEVER
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Add financial perspective to your account analysis

Fho Fonvvnand Tofor mation Repor tis av nlible as an option with the
Cradit Advisory Svstem to provide insight and detatls on 1+ fitms
el stindimg 10shows you how 4 fitms fin incral per formince
compuces to s mdustry including the latest fin ol statement
wathible to D&B

Analyze a firm s ability to handle its current debt
Computes four key 1 itios measun g debt utihz won, efficiency and
shovt tam solvency and comp uces them with industry norms 1iom
tHis imformation fin il appraisal s caleul wed mdicating whare
the imm ranks on v compostte bisis mredation toits industi y

Fhe four key nitos
Measure the ability of the business to meetits current debts if
creditors were to press for immediate payment
I he Quick Ratio—hquid asscts (cash iccounts icearv ible) divided
Dy current lnbilities

Determine the ability of the business to meetits current debts

I'he Current Ratio—denived by dividing cunrent 1sscts by cunrent
Inbihtics

Measure the relationship of the capital provided by creditors
(total habilities) to the amount of the owners investment

CREDIT

Dun & Brdstreet
CreditServices

lllln ::Mn‘h«- ™

ADVISORY .
SVSTEM L

FINANCIAL INFORMATION REPORT
1 0F 2

Dbt Unhzation—obt uned by dividing total current long term and
dodariod lnbithtics by tangible nct wor th

Judge whether 1 company is overtrading or conversely, carrying
maore assets than s needed forits volume

Asscls to Salos—parcentage is calculited by dividing total assets
by annnal netsiles Hus ratio ties siles w with the tot 1l imvest
ment it s used to gona ite those sdles

Analyze a firm s financial statement

Lhe Limoman Informtion Repor Uicludes balance sheel income
stitement manmgement comments ind analysis when wal ible

I ssentnl immenl components of a company—isscts s thes Inbihtics

md profits— e reveded Addition lly, thice ye s of comp i ative
finmant igares nonduded to hedp you identify cmarging ionds

PAGE
——————— DUNS 00-007-7763----~~==~~===DATE PRINTED~~~-==m-ceu-SUMMARY-—————~——==~
AUG 23 198~
GORMAN MANUFACTURING CO INC STARTED 1965
(Subsidiary of Gorman Holding COMMERCIAL PRINTING SALES F $18 931 956
Companies Inc) SIC NO HORTH F $& 3 482 600
692 KOLLER ST 2751 EMPLOYS 500
(Formerly 400 KOLLER ST) (150 HERE)
(and Branches or Divisions) HISTORY CLEAR
SAN FRAHCISCO CA 94110-0012
TEL 415 555-9664
-------------------------------- FINANCIAL PROFILE-~--wom e e e e
~ Fiscal statement dated Dec 31 198-
(Industry Norms based upon 104 establishments)
SOLVENCY SOLVENCY DEBT FINANCTIAL
SHORT TERM SHORT TERM UTILIZATION EFFICIENCY APPRATISAL
(Quack (Current (Totnl Linbs (Assets/ RAUKING
Ratio) Ratio) Net liot th)/ Sales) (firm)
\ Firm 05 16 132 0 iz 7
Ind Median 12 21 56 9 47 6 4
Quartile 4 4 4 2
----------------------------- FIHNANCIAL IHFORMATION-f—mmmm e e
///, Fainancial Statement from the BUSINESS INFORMATION REPORT
371778
FISCAL FISCAL FISCAL
DEC 31 198- DCC 31 198- DEC 31 198-
Curr Assets 7 151 675 70 442 6 770 968
Curr Liabs 3 379 403 4 015 903 4 192 046
Other Assets 1 354 469 1 336 009 1 309 375
Horth 4 056 901 3 893 231 3 482 600
Sales 26 577 608 20 432 522 18 931 956
Net Income 767,364 64 451 32 892
Fiscal statement dated Dec 31 198~
Cash $ 212 597 Accts Pay $ 1 921 028
Acct Rec 1 733 380 Bank Loans 1 795 000
Inventory 4 439 597 Other Curr Laiabs 476 018
Prepaid Exp 385 394
Curr Assets 6 770 968 Curr Liabs 4 192 0466
Fixt & Equap 1 271 811 LT Lisb-Other 405 697
Other Assets 37 564 CAPITAL STOCK 50 000
RETAIHED EARHINGS 3 432 600
Total Assets 8 080 343 Total 8 080 343

THIS REPORT MAY NOT BE REPRODUCED IN WHOL € OR IN PART (N ANY MANNEN WHATEVER
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Comments summarnizing the figures enhance your analysis
Amnnive comment iy s provided to hedp you intarpret the fimes
bitince sheet nformation on how the balance sheet wis prepared

il explan wons of how paticalu figures have been affected
my appe

T~

Duns Analytical Services can support huigher-risk credit and
business decisions

When you nced still moic finincial detarl call 1 800 223 0141 to
101cha Duns Account Consultaint for hedpn sclecting the night
service o form depth consultations on specific bustness decisions

Av b ible with the Credit Advisory System through the mul o onling
viiDunsPrmt or DunsPont/PC 1T time s short Gl DansDid o
DunsVore  Tor summary detasls ind rcquest follow up prnted
1cports for more complete analysis lata

Lot morcimformation cont it your local Dun & Bradstrect
Credit Services office (consult your local tedephone dircctory) or call
Core Busiess Strvices 11 201 665 5456

Dun& Rrudstrect
Credit Services

BR T b 0 posteon

(Pwpa od o J

EREDIT
ADVISORY
SYSTEM

FINANCIAL INFORMATION REPORT
PAGE 2 OF 2

Annual sales $18 931 956 cost of goods sold $16 777 064
profit $2 154 892 net income $32 892 dividends $29 640
$2 500 Lease expires 1999
$6 000 000

Submitted by Kevin J
statement(s) by Accountant
from books without audit

Other assets are tangible composed of miscellaneous deposits and
deferred items Other current liabilities and long term liabilaties
are notes due on equipment

On Mar 15 198~ Kevan J Hunt
figures as still representatave

He stated that sales for the 12 months ended Dec 31
down compared to the same period last year
down but 1s expected to increase Kevan J Hunt stated that the net
worth decreased at 12/31/8- attributed to the purchase and retirement
to treasury of a portion of the capital stock

Current debt 1s 1n excess of net worth Inventory 1s large 1n
relation to sales and working capital 1s light compared to volume
transacted

Gross
montihly rent
Fire insurance on mdse 8 faxt

Hunt Sec-Treas
Fred Mitchel

Prepared from

San Francisco CA Prepared

Sec-Treas referred to the above
198- were
Profit for the period wis

THIS REPORT MAY NOT BE REPRODUCED IN WHOLE O IN PANT IN ANY MANNFR WHATEVER
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ACT AUTOMATIC BUSINESS CREDIT LIMIT MODEL

WHAT IS IT?

It 1s a guarantee to businesses that they will
be reimbursed by ACI for abnormal credit
losses sustained on merchandise shipped or
services rendered to other businesses

WHAT KIND OF COVERAGE IS
AVAILABLE?

1 Mercantie rated policies are furmished
according to the following schedule of rat
ings Coverage 1s provided auiomatically,
based on a debtor s mercantile standing at
shipment date

RATING  OPENLMIT  RATING  OPEN LIMIT
SAl $100 000 5A2 525000
4Al 100 000 4A2 25000
3A1 100 000 JA2 25000
2A1 50 0co 2A2 25000
Al 50 000 A2 25000
8Al 50000 BA2 25000
B81 50000 882 25000
cBl S0 000 ce2 25000
1R2 25000 2R2 15000
ccl 30000 cC2 15000
DCI 25000 DC2 12 500
DD1 20 000 DD2 10 000
EEI 10 000 EE2 $000
FF1 5000 FF2 3000

Larger lines on accounts with or without the
above ratings can be requested as adaitions
to a policy by an endorsement

2 Blonket coverage policies provide a line
o1 credit on alf accounts Larger accounts
can be specifically named for coverage

3 Key account coverage policies name all
larger accounts above a speafied limi, for
SDecIne coverage

Dun & Bradstreet
Key to Ratings

ESTIMATED FINAKCIAL STRENG™H COMPOSITE CREDIT APPRAISAL

HIGK G000 FAIR LIMITED
S5A $50000000 and over i 2 3 4
4A $10000000to $49 999 999 1 2 3 4
3A 1000000to 9999998 1 2 3 4
21 750000 to 999 999 1 2 3 4
1A 500000 1c 749 999 1 2 3 4
BA 300000 to 499 983 1 2 3 4
BB 200000 to 299 988 1 2 3 4
cB 125000 to 189 999 1 2 3 4
ce 75000 to 124 993 1 2 3 4
DC Sa000to 74 993 1 2 3 4
bo 35000t 49 999 1 2 3 4
EE 20000 to 34 939 1 2 3 4
FF 10008 to 18 899 1 2 3 4
GG $000ta 9999 1 2 3 4
HH Upto 4993 1 2 3 4

GENERAL CLASSIFIZATION BASED OM ESTIMATED STRENGTH AND COMPOSITE
CREDIT APPRAISAL

ESTIMATED FINANCIAL STRENTH COMPOSITE CREDIT APFRAISAL

Good Fair Licmited
1R $125 000 and over 2 3 4
2R $50000 to $124 999 2 k| 4

EXPLANATION

When the designation 1R or 2R aopears followedbya 2 3ar4d itisaningication

that the Estimated Financial Strength wnile not dennitely ¢lassified 1s presumed to

be in the range of the {S) figures in the corresponaing bracket and wnile the

Compasite Credit Appraisal cannot be judged precisely if 15 believed to fall in the

general category indicated

INV. shown 1n place of 38 rating indicates that Dun & Bradstreet ts currently

congucting an investigation ta gather information for 3 new report. 1t has no other

significance

FB (Foreign Branchl Indicates that the headguarters of this company 1s located in a

toreign country (including Canada) The written report contams the location of the

heaoquarters

ABSENCE OF RATING — THE BLANK SYMBOL

A blank {—) symbol should not be interpreted as indicating that credit should be

denied It simply means that the information available to Dun & Braastreet does not

g:rmut us ta classify the company within our rating key and that further inquiry should
made before reacning a cregit decision

ABSENCE OF A LISTING IN THE REFERENCE BOOK

The absence of a listing 15 not to be construed as meaning a concern 1S non-existent
has discontinued bustness nor does it have any other meaning The letters NQ on
any wnitten report mean not listed in the Reference Book  The letters FBN on any
writlen report aiso mean that the business is nat listed in the Reference Book and that
the headquarters is located 1 a foreign country

EMPLOYEE RANGE DES TNATIONS IN

REPORTS QN HAMES NOT LISTED IN

THE REFERENCE BOOX

Certain_businessas do not lend themseives to a
Dun & Braastrest rating and are nat listad n the
Reference Book Information on thesa names
however continues to be stored and updated In
the D&B Business lnformation File Reports are
avaiiatle on these businessss but instead of a
rating they carry an Emplayee Range Designation
{ER} wnich 15 ingicative of size 1n terms of
numoer of emplavees. No other signihcance
should be artached

XEY T0 EMPLOYEE

RANGE DESIGNATIONS
1000 or more Employees
500-999 Employees
100-499 Employees
50- 89 Employees
Employees
10- 19 Employess
5 9 Employees
4 Employees
Not Avaitable
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International Reporis

Provide a ready gauge of credit risk and market potentials

1 SUMMARY--Condenses the information needed s progressing, capital in use and borrowing record
for a sales or credit decision Highlights significant  Analysis covers ability of the concern to meet its

facts Credit data, on the right, shows year business obligations
started, trend of payments, annual sales, net worth,
number of employees RATING, upper night, indi-
cates estimated financial strength and composite
credit apprasal

2 HISTORY—Identifies owners and their commer-
cial experience, describes the background of the
business Enhances understanding and makes it
easier to establish confident business relations

Most reports on the more active international names are on file in New York, others are avaiiable from overseas upon request

4 OPERATION—What the concern does, lines of
merchandise and class of trade sold facilities and
equipment Is i1t a profitable outlet for vour goods
and services? Can they supply your needs?

5 PAYMENTS—How they pay their bills, the an-
swer to one of your most important guestions A
concise record of trade payments, high credits
received, amounts owing and, if any, past due
3 FINANCES—The financial condition, how a firm  terms and pertinent comments from suppliers
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ITHE BUSINESS INFORMATION REPORT

lthe Business Information Report 1s headed by a green-
er-red strip This color band 1s used to inform sub-
2rs of the degree of urgency and suggest reading
lpnontnes by identifying the type of report within an
appropniate color sectien
Use of a green heading indicates that there has been
Iﬁo rating change Use of the amber strip indicates that
the rating has been changed from the previous report
Such reports should be read without delay to determine
hether the rating change warrants a revision i han-
ling the account from either a sales or credit stand-
point. The red strip signals important current develop-
ments or a new financial statement that should be re-
iewed immediately
The basic Business Information Report 1s character-
1zed by the symbols, OR  CD'ar ‘SR " in the dateline
* the top of the report. ‘OR indicates the report 1s a
[ vor onginal “CD indicates it 1s a complete revi-
ion or ‘condensation” of all previous reports on the
same name SR’ indicates change in control of a busi-
1ess The ‘successor report’ 1s the first report written
n the new ownership -
All report headings bear the designation ‘BUSINESS
NFORMATION REPORT" within the white box in the
'/pper right hand comer of the report sheet The reports
ritten on most businesses have no other designation
printed in this box However, when the report i1s an
alytical Report the type written on larger and more
r nlex businesses, the designation ‘' ANALYTICAL’
Lpear under the words BUSINESS INFORMATION
AE-ORT' An Analytical Report contains more detail
ut all reports present the information in sections as
llows

«D-U-N S- (DATA UNIVERSAL NUMBERING SYSTEM)

9-digit code that identifies a specific business name
-1 locaton This code developed and maintained by
L. 1 & Bradstreet, 1s widely used throughout the industry
l) simplify record keeping through data processing
plications It 1s also the “address” of the detailed
marketing and credit facts for each business listed Iin
e Reference Book and in the Dun & Bradstreet Data
nk, or files

A booklet descrnibing D-U-N-S numbers and thewr uses
lavaalable at your D&B office, without charge

= SUMMARY

The overall highlights at a glance buying name owner-
1ip hne of business and date started Dun & Bradstreet
ting and salient credit data facts

C. PAYMENTS

1s i1s the record of how the business pays its bills
rrent ledger expenences are tabulated so the reader
~— determine how obligattons are being met

1
I.. NANCE

Most reports that subscribers receive contain a financial
stermnent or a description of the financial condition and
[smess trend In those instances where statements are
t available estimates and financial data are obtained
from outside sources such as bankers suppliers public

~16-—

records and other channels of information open to Dun
& Bradstreet

€. BANKING
The relations with principal depositories

f. HISTORY

The background and experience of the principals and
the record of the busimness itself Details of ownership

. OPERATION

What the business does, how it does i, and the condi-
tions under which 1t operates Description of premises
Distribution, terms of sale, number of employees

NOTE For a detailed explanation of the principles upon
which Dun & Bradstreet reports and ratings are based
and for discussion or interpretation of credit information
as presented in a Dun & Bradstreet report, refer to the
booklet ' Ten Keys to Basic Credits and Collections’ A
copy 1s avalable to subscribers without charge

BEST AVAILABLE COPY

The “CD' Report
i 4
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BEST AVAILABLE COPY

FORM 14 341
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WORLD TRADERS DATA REPORT
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U S DEPARTMENT OF COMMERCE

BUREAU OF INTERNATIONAL COMMERCE

PAGE 1 OF 3

Other.

This report submiatted by the Amoriean Forewwn Servic

under the dircction of the Sceretiry of Stite

I~ transmitted 1n con

fidenee No responsibihty can be assumed by the Government or at~ officers for anv trinsdactions had with anv persons or
firms huerem mentioned The »eport 1s not for publication  All « orrespondonce redating to information in this report should be

tonducted with the Fipert Information Diviaan U S Dopurtment of (ommeret

DISTRIBUTION PROHIBITED

Washington D C

202,0 SECONDARY

1 Countr
name

England

2 Country |
code 1

4 Firm name

MAGRUDER and Sons Trading Company

? Sernal

number

11118

5 [

131210 o]

» L 1-]

44 AW 4C 4D

it 7o

rg A |

T 72 73 T

5 Street address

P.0. Box 322, 226 Barton Street

and PO Box No

11 70

2>

-1

10

11

12

Citv and (ountry London E.C . 2 s Eng land

X)

11 28
Year N
estabhished 1_19 22 g

43 45

=

]

A% % ot

Relrtive ~i7e {Chueek one) g

Is subjeet considirnd 1 suttable contut for mteristed U S firms?
Sales area (Cheeh uppropriate bl c1+)
Sales !
T Austraba
Own Country X Oceania
23
! t EFTA
United States ! countries
27
{ - Europcan
Canada comman marhet
20
Muxieo Central f
A Camih Other Europe
n
! 5
South 4merica ! A(;!;lfhfl‘h
33

Dte of mformition Year

Momth 't 7!

sa S»

P

?

8 MNumber of
emploiecs

&

I irne Mcdium D

13-4 20

1A rearied 30 o mtrv)

Yes

I Sales
Fastern
A=1a
35
! Ncar East
37
[ |
I Africa
) 3%
|
X
a1
i
l |
a3

l 2: 3 (Laxt tu i drgetx)

60 61

220

1117

sm i} D

23

\OD

22 23

, Sales '

as

&

—
47

J S,

: 1

JE—

48

*« o

“gml ¢ ne O

€L 1972 476 P8O
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_ Magruder and Sons Trading Company, 226 Barton St. London E.C, 2

Nume~ und add ~s

WTID o

Engl and

17 Prouuct Daseriptinn SIC 1nd Business Cuodes - Up to 10 different products ¢an he Disted hodow  for cuwh produc  onter
the product nime SICcode ind up to five bsiness codee Th  business endes to be usad ire s follows

8 Construction
4 Othay (Specipy u Hiese 21y

0 Manufacturer

4 Esporter
1 Retailer

5 Importer

2 Agent (s1les or ndent)

8 Cooperative
3 Disntributor (incl whaolesale)

7 Engineering

Descrintion of Product SIC Code Business Codes
A_Construction Fquipment 13][5[3]1]0] 1213157 |1
g Mining Equipment 1315]312,0 02,3,5 | |
c_Diesel Engines 13]5]1]913: fZiﬁJSl_J ]

p_Materials Handling Equipment

Concrete Products Machinery and
Equipmenc

r_Room Air Conditioners

o _Woodworking Machinery

g_Pumps

3t 32 32 >34 338

3¢ 37 30 D29

[3]5]3]7]0]

41 427 43 24 43

13

HEEN

45 47 4B 49 30

I3l5]519'5

31 52 33 sS4 33

FIEIEIH

35 37 Se 329 &

ol __J

[31508]s12!  T2l3's] 11
[3[51s5T3l0l {21315l | |
[sTslel1lo' [2l3]5] 1

2y 22 23 24 23 26 27 28 2 d0

I HEEEREE AN

31 32 33 034 38 36 37 38 38 49

1 (TrTtv rtIrTiT]

41 42 43 44 as "4 27 a8 a® 30

K [?T_i L L

31 5. 53 54 35 s6 357 BSe& 353 60

1 Ty T

61 82 63 ¢4 63 &6 67 68-69 70

. TIiTT) (I

. TIT0 [CIT01]

21 22 23 24 23 26 27 28 2% 3~

14 Name of an Faccutng Qffuer G.M. Magl:uder Title President
44-"0 =14
15 (‘lhk Audress PIATRCQ, London 16 TE](J\ 66A321 17 ’,hun’. 01-6337402
11-21

1% Finmerd Refermes Barclays Bank, Strand Square, London E.C. 2

Sam e oand 1 s = o f tank< e

Bank of America (London Branch), Grosvener Square, London E.C, 2 ___

S LU E SmLA  re STING & £ 272 ¢ 8s?

BEST AVAILABLE COPY

qv
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WD o M2gruder and Sons Trading Co., 226 Barton St,, Londen E.C, 2, Engla-

N m ni bl ~

10 Trade Reforom e General Motors Corp., Fedders World Trade Corp. (see #20

N m~oani biressa gy I

v [ Amer 1 e npanee

for addresses), British Refrigerated Warehouses Ltd., 1422 West Chapel

ia., London. E,C, 4., Anglo American Contractors, Westgate Park, Dublin
hes PO N |
.;i-) Names nf.m yor furcign compinn s represented or with wheen iconsmin arrinpements exist major produet hncs and vear
agrencics ar hotnses wore acquired  1s reported by subpoce Tnm £ edeeate swhethes ugevey o licowsing aviae geent)
Name of Company Address (Caty Connty) Major Product Lines Year Acquired
Fedders World Trade P.0. Box 2204 Air Conditioners 1850
Corp. (Agency) Woodbridge, N.J. 07085
General Motors Corp. 220 W. 42nd St. Diesel Engines 1954
(Agency) N.Y., N.Y. 10036
Rex Chainbelt Co. 4300 Madison St. Construction, Mining, 1960
(Agency) M1lwaukee, Wis, Concrete Products
- 53214 Machinery and Equipment
Mannessman A.G. 211 Feldstrasse Pumps and Woodworking 1960
(Agency) Frankfurt Am

Machinery
Main, Germany

#
Henkel Machinery GmbH 43 Duisburg Strasse Materials Handling 1964
(Agency) 7110 Stuttgart Equipments
‘ Germany

21 I'osts bvduwen of Firm This 18 one of the leading trading firms in England
for the listed products. The firm maintains head offices in London with
branch sales and service offices in Dublin and Glasgow. The owners have
considerable technical and administrative experience in their line of
business and are well respected in the business community,

as agents and distributors of the products i1t imports The firm repre-
sents a number of leading U.S. and foreign manufacturers and its sales
ability 1s considered good throughout England, Scotland and Ireland

Banking and Trade sources report the firm has good financial reputation
and obligations are met promptly

The firm acts

Firm 1s highly recommended as a trade contact for
U.S. business men
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DUN & BRADSTREET GLOSSARY

Accounting Recording, classifying, summarizing and
analyzing commercial transactions in monetary terms
Accounts Receivable Monetary payments owed by
customers but not recerved

Accrual Basis Income when earned and expenses when
incurred are reported rather than when received or paid
Annual Report Formal financial statement 1ssued an-
nually to shareholders or principals

Asset Property or resources owned by a person or
business, such as money, equipment and building
Audit Anexaminaton to verify the accuracy of accoun
ting and financial records

Balance Sheet A statement which shows what 1s owned
and owed by a bustness on a specified date

Bank Acceptance Draftdrawnonabank and accepted
by the bank

Bill of Lading Document indicating receipt of goods
issued by a common carner (transportation company)
Bond AnlOU or promissory note issued as evidence of
long-term indebtedness and a future promise to pay
Book Value Net worth of a business as reflected in its
financial statements, net worth divided by shares
outstanding 1s book value per share

Break Even Point when income covers all operating and
adminmistrative expenses

Budget A summary or plan of probable income and ex
penses for a given period

Capital Amount of long-term funds put into a business
by principals or stockholders

Capital Gam or Loss Profit or loss from the sale of a
capital asset

Capital Goods Long term or lasung goods such as
buildings and machinery used to produce goods or
products

Capital Stock All shares representing ownership of a
business, including common and preferred stock
Cash Discount A sales price reduction granted customers
who pay within a stipulated penod

Cash Flow Difference between cash received and cash
disbursed by a firm

Collateral Securities or other property pledged to
guarantee a debt

Commercial Paper- Notes of a short-term duration issued
by corporations to raise money

Common Stock Securities representing ownership 1n
terest 1n a corporation

Conglomerate Corporation with diverse operations 11
varied industries

Consolidated Statement Financial statement of a cor-
poration and 1ts subsidiaries

14

Convertible Secunty Bond, debenture or preferred stock
that may be exchanged for common stock or other
securites

Corporation Artficial body created by law tocarry on
business as authorized 1n 1ts articles of incorporation
Cost of Goods Sold Direct material cost of production
CPA Acronymindicating a state (registered) Certified
Public Accountant

Current Assets Those assets that can be reasonably con-
verted into cash within a year

Current Liabilities Money owed and payable within a
year

Current Ratio Current assets of a business divided by
current habilitzes, this 1s one test of solvency
Debenture A promissory note backed by general credit
of a company and usually not secured by property
Deficit A financial situation where expenses exceed
mcome

Depletion Accounting method reducing a company’s
natural assets — oil, gas, umber — over a specified time
period

Depreciation Accounting method of reducing a com-
pany’s fixed assets to zero over a specified time period
Director A person elected by shareholders to establish
corporate pohcies, appoint officers and approve
dividends

Dividend Payment designated by corporate directors to
be distributed pro rata among shareholders

Earmmngs Report A profit and loss statement showing
earnings or losses for a given period

Efficiency Ratios Used to measure how efficiently a
business uses and controls its assets

Equity Ownershipinterest of principals or stockholders
1n a company

First In First OQut (FIFO) A method of valuing inven
tory which assumes that the first items bought are also
the first sold

Fiscal Year The accounting year of a business

Fixed Assets Property owned by a business that has a
life longer than a year such as buildings, equipment and
land

Fixed Charges or Costs A company’s fixed expenses —
interest, rent, salaries that do not change much with vary
1ng amounts of goods produced

Fringe Benefits Expense accounts, imnsurance and other
benefits given to employees 1n addition to salaries
Goodwll Arbitrary dollar value based on reputation and
name of a business Should be valued conservatively
Government Bonds U S government obhgations
regarded as the highest grade 1ssues 1n existence

7Y



Gross Income or Gross Profit Net Sales less Cost of
.Goods Sold

dolding Company A corporation that owns the

securities of another, with voting control in most cases

Installment Buying Contract requiring buyer to
periodically pay a sum of money, usually monthly
Intangible Assets Goodwill, copyrights, trademarks,
development costs — not physical assets

Interest Paymentsa borrower makes to a lender for use
of money

Inventorn 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
1Income or Increase capital, or both

Invoice Detailed and descriptive statement of goods
purchased

Last In First Out (LIFO) A method of valuing mnven-
tory which assumes that the last articles bought are the
first sold

Leverage When a business relies on debt verses equity
financing to earn a high return on invested equuty funds
Liabihities All claims against a business

Lien Claim against property pledged or mortgaged to
secure performance of an obligation

Limited Partner A business partner only to the extent
of his or her investment — may not be 2 manager 1n the
.partnership

*.ine of Credit Dollar hmmit of money that a creditor lends
a business for 1ts activities

Liquidation Process of converting a business’s assets mnto
cash Can be a dissolution of a business

Liqudity Ease with which an item can be converted 1n-
to cash

Listed Stock Stock of a business traded on a securities
exchange Also referred to as publicly owned stock
Long term Liabilitv Obhgations of a business due after
one year

Management Business officers, partners and owners
who are responstble for the day-to-day operations
Marketing The act of getting products or services to
consumers

Mark up Incomputing selling price, the sum added to
cost to cover overhead and profit

Mean Total of a group of numbers divided by the
amount of numbers i the group, average

Median Midpoint of a senes of numbers set 1n order
from lowest to highest or highest to lowest

\
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Meiger- Act of one company permanently joining
another

Negotiable Referstoasecurnitvthatistransferable from
one party to another

Net Profit Income remaining after expenses are
deducted from sales

Net Sales Sales less returns for credit, allowances and
discounts

Net Worth Total assets less total iabilities, also called
owner’s equity

No par Having no face value

Overhead Expensesnot charged to a specific product but
vary directly with sales

Par A dollar amount assigned to a common share of
stock 1n a corporation by 1ts charter

Preferred Stock A class of stock entitling owners to
claim dividend payments before common stockholders
Profitabihty Ratios Used to measure how successfully
a business earns a return on 1s investment
Propnetorship A business owned and operated by an
individual

Proxy Written authority given by a shareholder to a
representative to vote his or her shares

Retaller A business which sells goods directly to the con-
sumer public

SEC An acronym for Securities and Exchange Commis
sion, established by congress to protect investors and
regulate the trading of securities

Security Asset held by a lender to guarantee payment,
financial instruments such as stocks and bonds

Share Unit of stock into which ownership of a corpora-
tion 1s divided

Solvency Ratios Used to measure financial soundness
of a company

Surplus Corporation net worth portion 1n excess of
capital stock, also a financial situation where income ex-
ceeds expenses

Trade Discount Reduction from list price offered by
manufacturers and wholesalers to customers
Treasury Stock Issued stock reacquired by a corpora-
tion Stock has no vote while held by company
Variable Costs Those costs that vary with production
volume

Wholesaler A business that purchases goods from a
manufacturer and sells to retatlers

Working Capital Excess of current assets over current
habilities used to finance current business activities
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Credibility Gap

Dun’s Credit P’yl_é;oorts,
Vital Tool of Business,
Can Be Off the Mark

Company Ratings, Too High
OrToo Low, Often Anger
And Frustrate Customers

Estimates and ‘Guesstimates’

By JoH~ViE L. ROBERTS i
Staff Reporter of THE WALL STREET JOURNAL
Gunthrop Warren Printing Inc was a
sohid upstanding company last December )
according to Dun & Bradstreet Corp 4
credit report 1t 1ssued that month said the ‘
commercial prinang company was 1In !
good financial conaition and gave it a
top rating
Twenty nine days later Gunthrop-War
ren Printing was forced into bankruptcy ,
proceedings by angry creditors with long 1
overdue hills
Mountain Hi Surplus & Sales Co was
also sohid another Dun & Bradstreet credit
report said Based on that raing commer
cial lender Heller Financial Inc lent
Mountawmn Hi $3Z 000 i1 August 1988 to buy !
mventory '
Six weeks later ‘Vountam Hi defaulted I
The lender couldn * find the woman whom
| the credit report histed as Mountain Hi s
owner US postal mspectors found her
however—exposing a scheme that had
bamboozled several companies out of
about $1 mullion

, An Essential Product

Surprising?® Not to many customers of
Dun & Bradstreet the imnformation giant
famihiarly known as D&B Dun & Brad
street credit reports they assert often ,
contamn informaton that 1s tnaccurate out
dated or skimpy Like Gunthrop-Warren
and Mountain F1 many a rickety company
has received an attractive credit rating
from Dun & Bradstreer At the same time
companes complain D&B has given poor
ratngs to some that deserved better

The complaints raise fundamental ques
tions about a product whose mmportance to
Amencan business 1s difficuit to overest-
mate Though little xnown to the general
public D&B reports play a critical role 1n !
daily commerce The company provides
informanon on the creditworthiness of 95 !
mulion comvanmes D&Bs customers use
the reports thousands of times a dav to
help them decide whether ro lend money to
another company or sell to it on credit
Manv sucn business decisions are based al
most entirety on the 1nformation in D&B
credit reports 4s a resuit inaccuracies
can have severe repercussions on bath the

subjects and users ot D&B reports

M d Brwds et

Dun & Bradstreet unwaveringty rejects
an, suggestion that there are broad prob-
lems with the quality of its credit data.
The company s theme 1s Quahty First
During a lengthy interview and tour of
D&B s operations top officials of its credit
services business repeatedly emphasized
the completeness timeliness and accuracy
of D&B credit reports
‘Investing 1 Quahty’

There are a lot of safeguards to weed
out flaws says Patrick C Sommers exec
utive vice president of credit services. We
are reinvesting every gamn that we make

into quabty Mr Sommers says that
anv quahty problems that might have ex
1sted years ago are now behind the com
pany

Because D&B maintains reports on so
many companies 1t 1s of course 1nevitable
that some naccuracies will occur But a
five month mnvestigation by this newspa

per involving company documents and in
terviews with numerous customers and
former empioyees indicates that wide
spread problems have continued at least
until the recent past Moreover the inves
tigation indicates that the quality problems
are in large part a result of internal D&B
practices that encourage employees to pre
pare large numbers of reports quickly
Former D&B credit reporters tell how
they were expected to meet unreahstic
production quotas that made the prepara
tion of accurate reparts extremely diffi
cult Strugghng to complete as many as 20
reports a day, reporters have sometimes
sumply regurgitated information provided
by compames without questioning its ac
curacy Where hard informatnon particu
larly financial data, was unnavaiable or
skimpy some ex-employees say they
made their own estumates often based on
flimsy evidence And in a few cases D&B
reporters have fabricated informanon.

Just Too Much

It was hiterally impossible to do a good
job on any of the reports  says Owen Phy
lips a reporter 1n D&B s Lancaster Pa.
orr.ce untl last fall

All former emplovees quoted in this
sworv including Mr Phulips sav they lert
tne company on good terms This newspa
rer attempted to interview several current
DuB reporters but they gechned Somein
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talk with the media D&B won t comment
on reasons former embplovees left and 1t
says company policy prohibits current em

ployees from talking to the press withouf-;

authorizanon )

Former embployees asser that some
managers were aware of the oroblems but
tolerated them because of financial con
cerns They describe Dun & Bradstreet as
a company almost obsessivelv concerned
wrth attaining ambitious financial goals
Vicky Hicks who worked as a D&B re-
porter for six years until June 1988 says
her managers told her not to be overly con
cerned about the quahtv of her reports on
manv companles parucularly smaller
ones The reason” Those reports she says
she was «0ld were wnfrequently requested
and didn t generate mucn revenue for the
corporation

Dun & Bradstreet s sales culture has
prompted other complaints frem cus
tomers In March this newspaper reported
on widespread alleganions that the com
pany misled many customers Into purchas
ing more credit data services than they
needed In June D&B agreed to settle sev
eral suits related to its sales practices for
$18 muilion without admutting or denying
the charges An investugation by US Pos
tal \nspectors 1s continuing

The problems are an uncomumnon blem
1sh on one of the most venerable of US
companies Founded 1n 1841 Dun & Brad
street swirtly set to building a reputation
for reliabthity and thoroughness An early
credit report on a grocer for example
even noted a rat hole in the shop that

would bear looking into  The report was
prepared by Abraham Lincoln one of four
D&B reporters who later became a US
president (The others were Grant McKin
ley and Cleveland )

D&B snll has many admurers who re
eard its services as indispensable and 1its
faults as tolerable For the massive num
ber of names 1t reports on 1t 1s a good
service says Russell J Hart an execu
tive vice president at Republic Factors
Corp a major source of financing 1n the
retailing and garment industries Joe Mul
len a New York private investigator de
scribes D&B s wide range of services as
bemg hke 28 flavors of ice cream

D&B has 1n fact a virtual monopoly on
the sale of commercial credit data While
TRW Inc and a few other companies also
sell commercial credit data D&B controls
90 of the market. Most of the company s
customers have little-choice but to use 1ts
services = - 7

At the same time -they have Lttle re
course when préblems arise Courts have
generally held D&B isn t hable for errors
While there are federal and state laws gov
erning companies that sell credit data on
mdividuals D&B.is largely unregulated

As a result..1t perbaps isn t surprising
that the subject of ’Dtm &- Bradsmest
makes many executives “seethe Many
small busmessmen are paricularly angry
viewing the company as an arrogant Big

-Brother PerrTy Pinion, 2 D&B credit re-

porter in Greenville NC. and Richmond
Va. before qutting last year eshmates
that 7% of the firms he called for data
were hostile to D&B and told him to  drop
dead
D&B reports on small businesses are
dangerous 1o both those wno seek them
out 1s well as to the fravlle reputatiens of

-t
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such as sales ana assets a brier corporate
hustory and the naires ara about two aec
ades of background on each ofnicer 4 full
report also has a credit history that shows
whether the company is benina on its bills
whether 1t has ever had bad debt placea
for collection and wnether it has ever been
retused credit Based on the credit history
and financial data among other factors
D&B assigns a credit rating

Gathering the Data

A large amount of the wnformation 1s
collected by D&B reporters Ideally it 1s
based largely on mterviews with top otfi-
cials of the subject companv Other D&R
emplovees stake out bankruptey courts
and public agencies from whicn this vear
they will collect an estimated 2 6 million
pieces of 1nformation

In general another group of employees
assembles the creait histones based onin
terviews with trade references iwnrorma
tion matled 1 by creditors or computer
tapes of accounts provided by creditors
D&B esumates it will collect 120 million
separate payment records this year

Substannual numbers of D&B reports are
prepared at ticket centers In Lancaster
Pa Tucson Ariz Greensboro NC and,
other relatively low cost cities Reponers
at the ticket centers are often recent col
lege graduates hired for modest salanes:
and then ziven three months training
D&B began setting up the centers in the
early 1980s ex-employees say 1o reduce
the cost of preparing reporss that arent
big sellers

There was a very big concern that
costs were getting out of control recalls
Ruth Boley a wvice president of the data
gathering operations until late 1986

While D&B does have reporters who
visit companies 1n person those at the
ticket centers do all their work by phone
Former employees describe these centers
as a kind of high technology sweatshop
where reporters had to hustle to in a It
eral sense score pomts

For example reporters could score 50
points for landing an interview with man
agement Reporters scores were tallied
monthly and measured against the goals
set by management Pay promotons and
bonuses depended on meeung the goals
several ex reporters say If you didnt
make production you weren t ehigible for
anything recalls Ms Hicks

D&B says reporters are expected to
meet productivity guidelines which 1t
wont disclose but it denles former re-
porters assertions they were expected to
do a certain oumber of reports a day It
also says bonuses are based on the quality
of reporters work not their productivity

Suspect Information

D&B reporters genperally didnt make
any attempt to verify informanon provided
by companies ex reporters say Nor they
say were they supposed to D&B asserts m
a disclaumer on all its reports that 1t won t
be held responsible for the accuracy of in
formation But in their haste to meet pro-
ducton goals some former reporters say
they would accept informanon even when
they knew it was suspect

Sometumnes you could just tell compa
nies were exaggeraling says Wenagee
Maniago 'who quit the Lancas.er otfice tn

fmavabe ™ A a o~ nkp rannile  aw g Anorip
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Assoclaes Inc last Januarv Mr Naples
savs he tola the reporter that projected
sales were $20 mullion 4 sharp reporter
would have auestioned this Mr Naples
suggests because he also indicated that
his company which buys and sells power
plant gear has only four employees

In fact Mr Naples says in several mn
terviews his company had sales of no
more than S1 mullion 1 its March fiscal
vear and under the best ot circumstances
can generate no more than $5 mulhon But
he says that wnen.he got a sample cooy of
his D&B report the 520 mulion sales figure
anveared He savs disdainfully that he was
proving the point that D&B will publish
anvthing you give them .

Dun & Bradstreet savs reporters are ex
pected to and do question information
they find suspect Maoreover the company
says It 1s introducing an improved quality
control system that will catch exaggera

-——

Some cus.omers complain that Dun &
Brags.reet sometures assigns a favorable
raiing 10 a company even .hougn the re-
oort 1self shows 1t woetully behind on 1ts
oills You look atit ana say my God how
can thev assign these ratings”® says Mel
Langer a senior vice president at Heller
| “marcal the LS commercial lenaing
arm or Japan s Fujl Bank Ltd

in August 1988 VIr Langer complamned
it a letter to John P Kunz then president
ot D& B s credit services operations about
a report on WB Thomas Instailation D&3B
had rated the Huntington Beach Calif
floor covering contractor ravorably But
the same report showed it had bills as
much as six months overdue

In a sunilar peculiarity D&B s report
last December on Gunthrop Warren Print

| iIng which was based largely on an nter
} view with the company indicated it had fi

nancial strength of as much as §10 million
But on the very same page the report

tions like M¥r Naples s The system 1s de-  said the company was up.o three moenths
signed among other things to question | late on some bills and ofhers had been

data that fall outside industry norms cal
culated bv D&B

But it 1sn t clear how well such monitor
ing will work D&B says the reporter wno
talked to Mr Naples did raise a question
about the sales figure with her manager

turned over to collectors

Mrs. Mgmago the {orme~ reporter in
Lancaster _says inagggistencies between
ratings and-payment records werent un
usual In fact she says, reporters some
times assigned a rating before the report

but D&B publisfied It anyway after™con- ( was sent on to co workers whose job was to
cluding it was possible for the business tos[ prepare the credit mstory It was kind of

generate sales of that size

Takmg a Guess? i

Reporters at least in the past have
been free to make their own guessu
mates for companies not providing com §
plete financial statements In 1982 a Den
ver construction frm called Sunward !

backwards Mrs Maniago admits

Dé&B officials concede that reports can
be internally inconsistent but they attn
bute the problem to the fact that payment
Information 1s updated more often than
raungs It says it is installing a monitoring
system that will prompt reporters to re

Corp and two units sued DB claimng
that maccurate credit reports were ereat
Ing the perception Sunward was failling. A
1983 trial in Denver federal court revealed 1
that a D&B reporter had used estumates®
assumptions and guesstimates (o pre-
pare financial statements that grossly un—
derstated the size of the Sunward enter
prises The reports for example put total
sales at less than §1 mullion when they ac-
tually exceeded $29 mullion

Sunward had refused to cooperate with
D&B when 1t oniginally sought data None-
theless 1t was awarded $38 mllion at
trial after an appeals court ordered a re-
trial, Sunward and D&B settled out of |
COUIT {wo years ago ;

Guesstimates about company data

are dead and gone in Dun & Bradstreet,
D&B s attorney said at the mal And in re-
cent interews D&E officials also say that
reporters aren t allowed to estmate finan
cial data But some former reporters say .
the pracuce continued after the Sunward
case You filled n the blanks with what
ever it took to make the bottom lne add
up savs Mr Phillips who was a reporter
untl a year ago I can remember being
teld by my manager to do that sort of thing

L

f that 1s what 1t took

£53
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view ratings when new payment tnrorma
Hon becomes avallable

. Some customers also gripe that D&B 1s
like the consultant who borrows your
watch to tell you what tune 1t 1s Reporters
are encouraged to turn to the subscriber as
a.source of the very data the subscriber
requested from D&B For example a
reustomer mught request a report on a com
!Lpa.ny that refuses to provide trade refer
ences The solubon? In a June 1988 memo
the manager of the Lancaster office urged
reporters to  call back the subscniber 0%

thcanon to give you names of trade refer
ences ¢
{ D&B officials acknowledge that cus
tomers are one of the firm s most 1mpor
tant sources especiaily on new businesses
or for ongnal reports
The problem with that say some cus
tomers s that D&B sometimes doesnt

{ bother 10 venfy the data If they dont

have a report on the busmess they Wil
take nformanon you gave them and send
It back to you om a form without mvesngat
ingit says Robert E Martmn credit man
ager of Blackstone Co an East Bruns
wmck NJ bulding products firm

re
L Oroauc’ on 4eTarcs &1s0 pre 1a2 an "

cennve for some recorers to tell sao
seripers that a companv sumpiv cant be
located some former empiovess say TO
" file a so-called unaote to locate repor’
they say a reporter nad only to find two
outsiae sources such as the Post Qfrice or
telephone. company trat didn t know the
subject s wnereabouts
Such reports 2re problemanc A cus
tomer ordenng a report on a companv has
to pav for 1t even if 1t comes back marhkea
unaoie to locate ana proviges no infor
mation The subjec o1 the report ¢an sut
fer too smce a potenual creditor is less
Iihely to extend creait to a iirm that Dun &
Bradstreet savs 1t cant locate
But former D&B reporters say that
while they could get poorer scores for 1l
g ncomplete reports on firms they
round they didn t lose any pounts if they
marked the firm unable to locate
Lnwarranted TUTL reports appar
entlv are difricult to police and are a long
stanaing problem Five years ago an in
ternal audit of the Charlotte N C office
easily found five of 20 companies that had
been listed as not possible to locate a copy
of"the audit shows More recently n the
Lancaster ticket center the volume of
JTL reports swelled so large that the ot
ice manager warned reporters in a Octo
»er 1988 memo to cut back
“D&B s Mr Sommers says the company
sworking to reduce the number of unable
to-locate reports Procedures put 1n place
48 months ago have reduced them by 36%
é says He adds that UTLs aren t neces
sanly bad since they help some D&B cus

U

bf the time they will have some credit ap-

tomers spot phony companies

New Data and Old

tale mformation s another common
! customer complaint Reports that are re-
quested TWo or more times a vear are re
vised annually and the rest are revised as
nesded the companv says But many re
ports’ contain more outdated information
customers say
Last July a Georga Pacific Corp Mid
west distribution division ordered a D&B
report on Falb Constructon a Colum
biapa, Ohio construction supply concern
thatswas seeking a line of credit D&B
rated the company highly says Jeff Yar
neli} credit manager for the Georgia Pa
cificoperation but the rating was based on
a two-year-old financial statement As a
result, Mr Yarnell savs Falb got a
smaller credit line than the $23 000 1t would
have gotten if the D&B report had con
tained fresner data He says D&B s infor
manon 1s so often outdated that ms divi
sion has realized that 1t 1snt prudent o
be making decisions on D&B ratings
D&B s Mr Sommers says the Falb re-
port ¥as on the outer umts of whatis ac
| ceptable standards for tunelmess He
savs D&B has made tremendous pro-
gress  1n collecung and mawntaimng fresh

o

finarcial statements through an effort
calleq the statement tuneliness pro-

gram
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Pe*haps most troubimng 1s evidence that
some D&B reporters have racricated da.a
outright over the years Se.eral vears ago
an employee n the ‘illburn NJ ouice
was found to have been making up scores
of bank references zccerding to & former
manager In md 1985 D&B also aiscov
ered *hat a reporter in Lancaster had falsl
fled_rengrts In Greensboro 2 Teporier

hadn t even proguced reports that he had
recorded on a log as being comoleted In
each case D&B fired the emploves

D&B says that given the size or its
work force and the type of work such el
dents are bound to haopen from time to
tume Whenever we find 1t they re gone
Mr Sommers says The company declines
to provide detalls on such firings

A former manager in the Toledo Chio
ticket office was dismissed after a particu
larly troubling instance of falsification ac
cording t0 several former employees in
Ohio The manager had prepared at least
one report on a nenexistent company Says
David Ringenbach a Toledo employee who
resigned in May Reports were also written
on arfihated dummy companies according
to hum The reports apparently heiped the
phony companies to buy merchandise on
credit he adds

Dun & Bradstreet says the former man
ager is no longer with the company but de
clines to discuss the ncident The person
couldn t be reached for comment

D&B in fact Is a popular wstrument of
swindlers In a June 1983 memo to its Te
porters the company said it had recently
uncovered many ns.ances of fraudulent
report writing on businesses that sumply
don t exist

Says Wilham P Callahan a private in
vestigator You have a lot of con men-—
the Robert Vescos of the world—-who go
out of their way to have D&B do a re
port

Mountamn Hi Surplus appears to have
been such a case The D&B report de
scribes 1t as a five year old diversified
wholesaler with estimated fiancial
strength of as much as $500000 The
source of the information Viountams Hi it
self D&B merely regurgitated the infor
mauon none of which was true says Pat
nick Carr a US postal inspector who 1n
vestigated the company Last July Moun
tain H1s owner Laura Pugh pleaded
guilty n federal court in Denver ta a con
spiracv charge

Verification Process

D&B says that 1ts own monitoring svs
tems spotted the problem and that D&B
subsequently warned customers —We
saved a lot of people 2 lot of money says
Vir Sommers But according to Mr Carr
several creditors incluaing Heller Finan
cial suffered losses

D&B does strive io monttor the accu
racy of its reports Each local office has a

verifier who checks a sample of eacn re-
porter s work D&B also sends teamns of
auditors unannounced to local offices at
least once a vear Finally its computer
momtoring systems verform thousands ot
ouality checks

!

lpor: can have a frustrating tume setting

{
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I tation of his attempts to have D&B correct

—~

But there are wiaknesses in the de-
fenses Although D&R officials say venfl
catlon samples are stagstically valid for
mer reporters say verniners in the local of
fices check only a handrul of the hundreds
each reporter prepares monthly Four
vears ago an Internal audit of D&Bs
Tampa Fla office deterrmuned that the lo-
cal venfier often confirmed nothing more
than that the reporter had n fact con
tacted the subject company

Even the auaits can be compromised
says Stepnen Feigenbaum a former re-
porter mn Cleveland In an interview he
said he was once told by his manager 1o
tahe home some reports because of a vend
ing audit leaving better prepared ones o
be seen by the auditor D&B says it investi
gated this matter after being contacted by
the Journal and denies the incident ever
took place

A couple of years ago D&B instituted a
computer system called Delta to help
measure reporters performance In add:
tion Delta kicks out an automatic sample
ot everv reporter s work and those reports
are read by hand by the data quality de
partment says the systems desigmner
Angus Carroll

Since 1986 Dun & Bradsireet also has
sent coples of reports on companies to the
companies for review But a company see

ing wrong Information about itself on a re

the record straight

Cedric Blazer president of Zemth Cut
ter Co a Rockford Ill manufacturer of
industrial blades says a 1988 report on his
company indicated falsely that Zenith wasi
late on a il When he protested D&B
went back to the creditor and then
amended the report when no proof was
torthcomirg But D&B rerused to give Vir
Blazer the name of the creditor

Frustrated Zenith sued in lhnois state *
court late last year agamnst John Doe
Corp -—the anonymous source-allowing
1t to subpoena D&B records The court
case cost Zemith 32500 1n legal fees

These guys because of their size really
dont resvond to anypody  says Mr
Blazer

Mr Arlauskas the part-owner of the

Gloucester Va general contracting comn |
pany otfers several months of phone rec-
ords correspondence and other documen

inaceurate informaton it distributed about
his company D&B still hasn t cortected its
report Mr Arlauskas says

D&B ofiicials say they tried for about
two vears to satisty Mr Arlapskas It ap-
pears that he 1s not real thrnlled about the
fact that Dun & Bradstreet 1s publishing
anything on hus business Vir Sommers
says There are people out there who
are never gowng to agree that we have a
right to pubiish information and we are
never gomg to totally resoive 1t

Like many other small businessmen
Mr arlaushas had rerusea to cooperate
with D&B wnen It sougnt inrormanon 30
1t might seerr as thougn tne inaccuracies
are nis own fauit Bu. VMr Arlausias savs
he had good reason for rot cooperaung ~e
savs that D& B orten seils 1ts 1niormanor o

-~

W Da ia Thomoson p-esigent or Spec
trum Research Inc an El Segurgo Ce
space research anade elcoment comrnav
savs he learnea last Decemoer ar DEB
haa soid mis company s rame and »none
number wnen he began rece'ving cnone so
heitanons * om various groups One com
panv i Memphis promsed a 19§89 Missan
pickup truch for oniv $89 30 1r he aould
only order a box of mage markers with
his company name orinted on them

I was absolutely dumorouncea and
sickened that a reputzbte nrm would
stoop to selling lists of names of comrpanies
that vou gathered in the name of credit
and financial reportng .0 te'emar enng
and bouer room orgamzauons  Mr
Thompson complainea w a leter to
D&B

Dun & Bradstreet says companies can
request to have their names removed from

| maihing lists sold by D&B

D&B has 1n some cases supplied re
porters with scripts te he'p them qeal with
unccoperative comoanles Family owned
businesses that clam uo should be told that
the information D&B wants does not rep
resent your family secrets sugges.S an
internal memo recened by Mr Philhps
the former reporter To comvanies holding
back because they got an unravorable rat
mg in the past the memo suggests saying

Dun & Bradstreet doesnt give bad rat
mngs

No Regulation

D&B and other concerns that sell com
mercial credit data are basically unregu
lated The 1971 Fair Credit Reporung Act
applies only to companies selling credit
data on individuals It gives consumers the
right te correct mformation in their re
ports or submit a statement that must be
Included in the reports ——

Ten years ago the a Senate comumittee
held hearings at which many small bust
nessmen complained about Dun & Brad
street One told how a rival had nterfered
with his business by geiting D&B to pub-
hish false wmformation on hum But D&B s

] position that regulation was unnecessary

prevalled and Congress hasnt taken up
the issue since

Aggrieved companies can of course
take D&B to court One notable case con
cluded 1 1985 when the Supreme Court
upheld a $350 000 libel judgment favoring
Greenmoss Builders Inc or Vermont D&B
had published a report that falsely said the
company had filed for bankruptcy

But such judgments are relatively rare
Generally US business credit reporting
agencles such as D&B enjoy a qualified le-
gal privilege to make ordinary errors In
ans case D&Bs contracts with sub-
scribers purport to free it ot habiity for
erroneous data.

A few companies are dropping D&B
Initing therr use of the service or seekang
out data from suppliers who specialize 1n
particujar industries But such moves
arent hkely to have much etrect given
D&Bs monopaly posinon Last year
Blackstone Co canceleq 1ts 513 000-a vear
contract with D&B because or complaints
about quahty But Mr Marun the com
panv s credit manager doesn t orerena the
move will promnt consternation ~t DAB
heaaquarters The nforr-ation giart ne
admuts  wll sar ne uce! \ 1tpPout

- -~
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“TuanMagruder and Sons Trading Co , 226 Barton St,.,, Lonaon E.C, 2

Nm ni 1i~

> Eng

- o - g 1= Ji
1V Trade Ruforonces Gene"'al Motors COI‘p., FEdde“‘s World Traace Corp. (see #20

Nam~ il dir=ae § «f Il

{ Ymer 11 ¢ 0 anwes

for addressec), British Refrigerated Warehouses Ltd,, 1422 West Chapel

lz., London, E,.C, 4, Anglo American Contractors, Westgate Park, Dublir
oo WD P NP
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20 Names of muyor forcian campine s represented or with wheea hconsane arrinnoemonts exsst mgor produet lines and
agencies ar litenses wore aequired s reported hv subject fuom (f acate wh they ugeney o licwiny wviun gement)
XName of Companv Addriss (aty Connty) Major Product Lines Year Acquired
Fedders World Trade P.0. Box 2204 Alr Conditioners 1850
Corp (Agency) Woodbridge, N.J, 07095
General Motors Corp. 220 W. 42nd St. Diesel Engines 1954
(Agency) N.Y., N.Y., 10036
Rex Chainbelt Co. 4300 Madison St, Construction, Mining, 1960
(Agency) Milwaukee, Wis, Concrete Products
- 53214 Machinery and Equipment
Mannessman A,G 211 Felastrasse Pumps zna Wooaworking 1960
(Agency) rankIurt Am Machinery

Main, Germany

Henkel Machinery GmpH  £3 Duisburg Strasse Materials Handling 1964
(Agency) 7110 Stuttgart Equzpments

Germany

21 Posts B oduiten of 2w Thig 1s ope of the leaaing tracing firms 1n Englana
for tne listed procducts. The firm maintzins head offices in Loncon with
pranch sales

and service offices in Dublin and Glasgow, The owners have
consicerzble technical and acmipistrative experience in their line of

pusiness anc are well respectea in the business community, The firm actes
&s sgents &nc cistraiputors ¢ the procucts it imports The firz reore-
sents a numcer oI leacing U,S., anc foreign manlLiacturers ana

1ts sales
apilzty s consicerec good trrougho.t Znglana, Scotlanc zna Ireland
Bankirg enc Trzae sources report the Z:irm has good Zinancial repazat:zon
=g

anc obligations ere zst promptly

09Q

Firm s bighly recommencec &s & trage contac:t IcT

U 5. pusiness men
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DUN & BRADSTREET GLOSSARY

Accounting Recording, classifying, summarizing and
analyzing commercial transactions 11 monetary terms
Accounts Recervable Monetary payments owed bv
customers but not received

Accrual Basis Income when earned and expenses when
incurred are reported rather than when recerved or paid
Annual Report Formal financial statement 1ssued an-
nually to shareholders or principals

Asset Property or resources owned bv a person or
business, such as money, equipment and building
Audit Anexammation to verify the accuracy of accoun-
ting and financial records

Balance Sheet A statement which shows what 1s owned
and owed by a business on a specified date

Banh Acceptance Draftdrawnonabank and accepted
by the bank

Bill of Lading Document indicating receipt of goods
1ssued bv a common carrier (transportation companv)
Bond AnIOU or promissory noteissued as evidence of
long-term indebtedness and a future promise to pav
Book Value Net worth of a business as reflected 1n 1ts
financial statements net worth divided by shares
outstanding is book value per share

Break Even Point when income covers all operating and
aaministrative expenses

Budget A summary or plan of probable income and ex
penses for a given period

Capital Amount of long-term funds put into a business
by principals or stockholders

Capital Gain or Loss Profit or loss from the sale of a
caputal asset

Capital Goods Long term or lasung goods such as
buildings ard machiney used to produce goods or
products

Capital Stock All shares represenung ownership of a
pusiness Including common and preferred stock
Cash Discount A sales priceraducnion granied custome-s
who pav withimn a stipulated period

Cash Flow Difference between cash recenved ana cash
aisbursed by a firm

Collateral Securiuss or oicher property pledgea to
guarantes a debt

Commercial Paper Nowes 0, ashori-term duration 1ssueg
by corporations 1o ralse mones

Common Stock Securities representing owns~ship mn
terest 1n a corporation

Conglomerate Corporation with diverse operatuons in
vared industries

Consolidated Statement Financial statement of a cor
porauon and its subsiaia~ies

14

Convertible Secunity Bond, debenture or preferred stock
that mav be exchanged for common stock or other
securities

Corporation Aruficialbody created bv law tocarry on
business as authorized 1n 1ts articles of incorporation
Cost of Goods Sold Direct material cost of production
CPA Acronymindicating a state (registered) Certified
Public Accountant

Current Assets Those assets that can be reasonably con-
verted mnto cash within a year

Current Liabilittes Money owed and pavable within a
vear

Current Ratio Current assets of a business divided bv
current habilities, this 1s one test of solvency
Debenture A promussory note backed by general credit
of a company and usuallv not secured by property
Defiait A financial sntuation where expenses exceed
income

Depletion Accounting method reducing a companv’s
natural assets — oul, gas, umber — over a specified ime
period

Depreciation Accounting method of reducing a com
pan+’s fixed assets to zero over a specified ume period
Director A person elected by shareholders to establish
corporate policies, appoint officers and approve
dividends

Dmdend Pavment designated by corporate direciors to
be distriputed pro ra a among shareholders

Earnings Report A profic and loss statement showing
earnngs or losses for a given period

Efficiency Ratios Used to measure how efficiently a
business uses and controls 1ts assets

Equty Ownershipinterest of principals or stockholders
I a compans

First In First Out (FIFO) A methoc of valuing inven-
tory which assumes that the firs. items bought are zlso
the first sold

Fiscal Year The accounting vear of a business

Fixed Assets Property owned bv a business thar has &
hfelonger thanavear such as builaings equipmen’ and
land

Fived Charges or Costs A compan s{iaed evpenses —
inrerest rent salariestha.donor changemuchwitnva-
ing amounrs of goods producea

Fringe Benefits Expenseaccounts isuranceand owne-
benefits given to emplovees 1n addition to salaries
Goodwill Arbirrar dollar value pasea on repu.auion anc
name of a business Should be valusd conservative’s
Government Bonds U S government obligations
regarded as the highest grade i1ssues 1n existence

" e ———
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Gross Income or Gross Profit Net Sales less Cost of
Goods Sold

Hdolding Company A corporation that owns the
securities of another, with voting control 1n most cases

Installment Buwing Contract requiring buver to
periodically pay a sum of money, usually monthly
Intangible Assets Goodwill, copyrights, trademarks,
development costs — not physical assets
Interest Pavments a borrower mahes to alender for use
of money
Inventory Merchandise, work-in-process, raw materials
and fimished goods of a business held, but not yet sold
Investment Use of money to make moremoney, to gain
1ncome 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 relies on debt verses equity
financing to earn a high return oninvested equity funds
Liabilities All claims against a business
Lien Claim against properts pledged or mortgaged to
secure performance o1 an obligauon
Limited Partner A business partner only to the extent
of his or her investment — mav not be a manager in the
partnership

e of Credit Dollar hmit of money that a creditor lends
a business for its activities
Liquidation Process of converting a business's assets into
cash Can be a dissolution of a business
Liguidity Ease with which an item can be converted in
to cash
Listed Stoch Stock of a business traded on a securities
exchange Also referred 1o as pubncly owned stock
Long term Liability Obligations of a business due after
one year
Management Business otficers partners and owners
who are responsible 1or the dav-to dav operanons
Marhketing Tne ac ot geting produc.s or semvicss 10
consumers
Mark up Incomputing selling price, the sum added to
cost to cover overhead and profi
Mear Total o1 a2 group of numbers divided by the
amour of numbe-sn the group average
Viedan Niapoint of a szmiss of numbers se
from jowest to hignes. or mghes 1o lowes.

in oraer

th
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Merger Act of one company permanentlv jomming
another

Negotiable Referstoasecunitvtharistransferable from
one party to another

Net Profit Income remaiming after expenses are
deducted from sales

Net Sales Sales less returns for credit, allowances and
discounts

Net Worth Total assets less total iabiliues also calied
owner’s equity

No par Having no face value

Overhead Expenses not charged 1o a specific product but
vary directly with sales

Par A dollar amount assigned to a common share of
stock 1n a corporation by 1ts charter

Preferred Stock A class of stock enutling owners to
claim dividend payments before common stockholders
Profitabihity Ratios Used to measure how successfullv
a business earns a return on 1ts investment
Proprietorship A business owned and operated by an
individual

Proxy Written authority given by a shareholder to a
representative to vote his or her shares

Retailer A business which sells goods directlvio the con-
sumer public

SEC An acronym for Securities and Exchange Commus-
ston, established bv congress to protect investors and
regulate the trading of securities

Security Asset held by a lender 1o guarantee pavment
financial instruments such as stocks and bonds

Share Umit of stock into which ownersmip of a corpora
tion 1s divided

Solvency Ratios Used to measure financial soundness
of a company

Surplus Ccerporation net worth portion n excess of
capnal stock, also a financial situation w here income ex-
ceeds expenses

Trade Discount Reduction from hist orice offered by
manufacturers and wholesalers to customers
Treasury Stoch Issued stock reacquired by a corpora
tion Stock has no vote while held by company

\ arrable Costs Those costs that vary with production
volume

W holesaler A business that purchases goods from a
manufacturer and sells to retaies

W orhing Capital Excess of current assers over cu-ren’
| ablinies used to finance current business acriviaes
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Credibility Gap

Dun’s Credit Fgports,
Vital Tool of Business,
Can Be Off the Mark

Company Ratings, Too High
Or Too Low, Often Anger
And Frustrate Customers

Estimates and ‘Guesstimates’

By Jou~wie L. ROBERTS

Staff Reporter of THE WALL STREE™~JOURNAL

Gunthrop-Warren Printing Inc was a
solid upstanding companv last December
according to Dun & Bradstreet Corp 4
credit report 1t issued that month said the
commercial printing company was In

gooa fmancial conanlon and gave 1t a

top ratng

Twenty mre a2 s later Gunthrop-War
ren Printing was forced nto banhruotcy
proceedings by angry creditors with jong
overdue bills

Mountain Hi Surplus & Sales Co was
also sotia another Dun & Bradstree! creail
reoori sald Based on that rating commer
cial lender Heiler Financial Inc lent
Mountair Hi $32 000 1n Avgust 1988 to buy
mventary

Six weevs later Mountain Hi defanlted
The lender zouldn * fina the woman wnom
the credit report bsted as Mountamn Hi s
owner US postal inspectors found her
nowelver—exposing a scneme that had
bamooozied severat cor-panies out of
about 51 mulion
An Essential Product

Surprising” Not to manv customers o
Dun & Braas -eet the mtorma. on gar
farriharly known as DB Dur & EBraa
sireet credit reporis Jdiey assert often
contain mrormauon thar 1s maccurate out
aated or skimoy ILihe Gunthrop-Warren
and Moun«in Hi many a nchety compar
kas recelved an arracnve creai. racng
‘-om Dun & Bracstree™ -r Je szme ture
compalues comoiain D&B has £ en poor
railngs o some tha aeserveq better

The comblaints raise rundamer.zl auas
JONS about a progue wrese ImooTiance to
aInencan busipess s & rcdle 0 overesa
mare Though hittle known w the ganeral
publie D&E reporis play a ¢ ¢z ~ale v
caily cornmerce The comupany prvwndes
inrormanon on the creqitworyuness g, ¢ -
muylion comoanies D&B s customers Jse
the reports thousanas of ures & aav to
heip them aecide xnether 1o and monsey ¢
another companv o- sell o . or creal
Many sucn business gec siors ave basec a
most entirely on e 1htormanor 1in 245
crear Teports 4S 1 "eSdl JMESC.TaC.es
£an Fa g severe "eDenI SSIONS 07 bot~ e

D oepmew ¢

Mard Yozt

BEST AVAILABLE COPY

~

Dunt & Bradstreet unwaveringiy reiecrs
ar, suggestion that there are broad prob-
lems with the quality or 1ts credit data
The comvany s theme 15 Quality First
During a lengthv interview and tour of
D&B s aperations ton officials of its credit
services business repeatedly emphasizea
the completeness tmeliness and accuracy
of D&B credit reports
‘Investing i Quaiity’

There are a jot of safeguards to weed
out flaws savs Patnich C Sommers exec
utive vice president of credit services. We
are reinvesting every gain that we make

nto quality  Mr Sommers says that
anv qualitv problems tha. mignt have ex
isted vears ago are now behind the com
pany

Because DEB maintains reports on so
many comuanies it 1s of course inevitable
that some 1naccuracies will occur But a
Ve month wnvestuigation by this newsoa

per involving comoany documents and in
terniews with numeraus customers and
former emnioyees indicates that wnde
soread prablems have continued at least
un.y' the recent past Moreover the inves
uzatinn indicates Jat the cuality probiems
are n laree pars & -esult oz wternal D&B
prac.ces .ha encourage employess 1o pre
pare large numpers Of reports guickly
Torme~ DEB creqit revorters tell how
ey were expected la meet unreabsuc
production guotas that maoe the prepara
tion of accurate resoris excemely diffi
cult Strugglng to complete as manv as 20
reports a cav reporiets have somemmes
sirmply regurg .atea Mrormation graviced
bv companies wiJoul 0uesJonIng s zc
cu=acy Where ha=o Wrormanon paruc.
lariv fnancial data. was nnavatlable o”
ShaTIPy  somMe  eX 2rIDovess s hev
Tane their 9wT estumares offer bases on

a,;rsy evigence And 2 ew Cases DL3
I mpngrters h2ive 1a07ICared W OrAvon

I Just Too ‘uch

i of was ' tem2'hy 1rnossible roaoa sod
jobonanva MeTepors  52ys Oxen Phu
ps 2 -eporter It D&B s Lancas er P

5 ce y~= as fall

s~ polLg ~g Mr Pros savthev 12

e fgTDar ob €00d 187Me THIS DPwWSDh2
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1aln with the media D&B won t comment
on reasons former employees left and it
savs comoanv policy prohibits current em

nlovees from talking to the press wathout—

authonization )

Former employees assert that some
managers were aware of the oroblems but
tolerated them because or financial con
cerns They describe Dun & Bradstreer as
a comrpany almost obsessively concerned
with attaiming ambitious financial goals
Vickv Hicks who worked as a D&B re
porter for six vears until June 1988 savs
her managers told her not to be averlv con
cernea about the qualitv of her reports on
many companies particularly  smaller
ones The reason” Those reports she savs
she was toic were infreauently reauested
and didn t generate much revenue for the
corporation

Dun & PBradstreet s sales culture has
prompted other compiamits frem cus
tomers InMarch this newsoaver reported
on widesoread allegations that the com
pany musled many customers nto purchas
ing more credit data services than thev
neeged In June D&B agreeq to settle sev
eral suits related to its sales practices for
$18 million without admitting or denving
the charges An investigation by U § Pos
tal inspectors 18 contmmuing

The problems are an uncamrnon blem
isn on one of the most venerable of US
compames Tounded in 18-1 Dun & Braa
street - vidy set to building a reputation
for reli~olity ana thorougnness An early
creds® TepOIT On 3 grocer 10T examble
evan noted a rat hole in the shop that

woula bear looking mto  The report was
prevared bv Abranam Lincoln one of four
D&B r-eporters who later became a UL S
oresidenc (The others were Grant McKin
lev anc Clevedand )

D& B sull fias manv aqmirers wnao re
gere 1S services as inaisvensable ano s
faults as tolerable ‘ For the massive num
ber 0 names it repo™s on 1t 1s a good
service  savs Pusse!l J dar. an execu
ve vice presiaen at Pepublic Factors
Cora & major source of financing in the
retalli~g and garmen inaustmes Joe Vul
len 2 “ew York p-vate imvestigator de
sc—tes DEB s wlge ~arge oL services as
betng hhe 28 flavo: a. ice crear

D&B has mmfac 2 7rtual morovolv on
«he sale or commerc.ar creaqit aata Whue
TPW Inc and a2 ew ouier cormpanies also
sefl commercial ceqit gata D& can'Tots
90 0 the marier “Most o, the company s
€S omers have ittle-cnolce bu. to use 1its
services = i

+ the same-time they have lttle re
cou-se when proolerns arise Coums hase
generzllv hela D&S 15a.. hable 10~ ervoms
Whue rhere are feqe-a, and state laws gov
e™ing comrvanies tnar seil creaut daw or
inct "zLals D&Bas largely unregulates

45 g resull.l” perRans 187 . SUIDTISLE
tra the subjec of "Dun &- Bradsres’
mzhes Tnan  evecathves seethe Mams
small businessirex are parncalariy ang—
1ewlrg the comopary as an arogan g
Brother Perv Puion, a DEB credit re-
po~er in Greerville N C. aod Bicarenc,
\2. berore owilng Jast vear esuriates
na 5% or the frns he cauag for cz.2
~ere hostle 1o DES ane rold P 1o arop
ceac

D43 repor.s o~ s™al businesses gre

aangsrpus 0 hotm npse wWNne seeh hem

8 e~ =z mzgma TRRYLT ONS O

e o ad L e

such as sales ana assets a brier corparate
history and the names ana about two qec
ades ot background on each ofnicer A full
- report also has a credit tustory that shows
whether the company IS behuna on 1ts bills
whether 1t has ever fiad bad debt placea
for collection and waether it has ever been
refusea credit Based on the credit tustorv
and financial data among other factors
D&B assigns a credit rating

Gathering the Data

A large amount of the informaton 1s
collected by D&B reporters 1deally it s
based largely on mterviews with top offi-
cials ot the subject comoany Other D&B
employees stake oul bankruptey courts
ana public agencies from which this year
they wiil coliect an esamated 2 6 nuilion
pieces of mrormation

In general another group of employees
assembles the credit hustornies based onin
terviews with trade reterences umorma
tion mailed 1 bv creditors or combuter
tapes of accounts provided by creauors
D&B estimates it will collect 120 mullion
separate payment records this vear

Substanual numbers of D&B reports are
prepared at ticket centers n Lancaster
Pa Tucson Ariz Greensboro NC and
other relatively low cost cities Reporters
at the ticket centers are often recent col

ana then given three months traming
D&B began setting up the centers in the
eariv 19805 ex-emoloveas say to reduce
the cost or prepanng reports tha arent
big sellers
There was a vervy big concern that

costs were getung ouw o control recalls
Ruth Boley & vice oresigent o the data
gathering operations until late 1986

While D&B aoes have reporters who
VISt combanies In person those at the
ticket centers de all ther- work bv phone
Former emplovees aescribe these centers
as a hina or hugh technology sweatshop
where reporters had to hustle to 1 a ht
eral sense score vomis

For exarnle reporters could score 50
pownts for lanaing an inter new with man
agement Peporiers scores were tallhed
monthlv anc measured agawrs. the goals
ser bv mznagement Pay Dromouons ana
bonuses aapendea on meenng the goals
several ex reporte~s sav  If vou aant
make proauchon vou werer . ehgible for
arviung  rec Ms ficks

D& savs reporte™s are expected o
meet proaucavity guiaelines  wneh t
won . a.sclose but it gees forver re
poriers asseraons thev were expecteg 10
Co 2 ce™aln numper of revoris a day 1
also says bonuses are basec on the guall~
Q. I'2Damie™s Work ROt .ne.r proaucavity

Suspect Informaton

D&E repo—e~s generallv wiant ake
&n, 3 £m™o. 10 very ULOrManon orovicea
by cor-panies ex renoiers say hor ey
S&y were Mgy SappoSeq to DEB zsse~s i
a awscianmer on all (ts reports B2, it Sof
be hela responsibie fo- the accuracy ¢
fornanor Butl in the'™ hasie To mee’ oC-
CUC 10N goals sSome [OWiTeT Iedor-ers sav
thev voufd accent 10 OITaJde™ 8ven wnen

hoy Lbren 1 w2s suSDeC
Shpe mog voL COLIC US ¢ COMDR
"jﬁs yero a\(a:gara "\g Sa : \.eﬂcn—

<. ~ - -~
21220 smocu e Lancosero ze -
- = - - -~ - - Am -
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Associates Inc las. Japuary Mr Nables
savs e told the reporter that projectea
sales were 520 muillion 4 sharp reporier
would have quesuoned this Mr Naples
suggests because he also indicated that
his company which buys and seils power
plant gear has only four employees

In fact, Mr Naples says in several n
terviews his company had sales or no
more than $1 mubon m 1ts March fiscal
vear and under the best ot circumstances
can generate no more than $ rmuilion But
he says that wnen he got a sambie copy ot
his D&.B report the $20 rmlhion sales figure
appeared He says disdanfully that he was
proving the pomt that D&B  will publish
anvthing you give them .

Dun & Bradstreet says reporters are ex
pected to and do queston mformation
they find suspect Moreover the company
savs it Is introducing an imoroved quality
control svstem that wili caten exaggera
tions like Mr Napless The system is de

——

Some customers comnlain that Dun &
Bradsireet sometunes assigns z favorable
rating to & comoanv even though the re-
por nself shows 1t woefully behind on uts
bills Youlooh at it ana say my Goa haw
can they assign these ratings’ says Mel
Langer a semior vice president at Heiler
Fimancial the LS comrmercial lenamg
arm or Japan s Fuy: Bank Ltd

In August 1988 Mr Laneer complained
in a letter to John P Kunz then president
of D&B s credit services operations abou.
a report on WB Thomas Installation DERB
had rated the Huntington Beacn Calp
floor covering contractor iaverably But
the same report showed it had bills as
much as six months overdue

In a smmilar pecuharity D&B s report
last December on Gunthrop Warren Print
ing which was based largely on an inter
view with the company indicated it had fi
nancial strength of as much as $10 million
But on the very same page the report

E- said the companv was up.lo three months

signed among other things to guesnon | late on some bills and others haa been

data that fall outside ndustry nerms cal
culated by D&B

But 1t isn t clear how well such monitor
ing will work D&B says the reporter who
talked to Mr Naples did raise a question
about the szles figure with ne manager
but D&B publiShied it anvway artew”cen-
cluding it was paossible for the business 0\
generate sales of hat size

Taking a Guess”

turned over to collectors

Mrs. Maniago the _forme" reporter in
Lancaster _says insqpsistencies between

usual In fact she says, reporters some

iraungs and-pavment Tecords weren t un

times assigned a rating betore the report
*2s sent on to co worhers whase job was
prepare the cedit mstory It was king ot
bachwards V{rs Maniago admits

D&B orficials concede that reports can

{ be wnternallv inconsistent but they aten

Reporters at leas. in the pas. have {0 no oronlem 1o the fac. that pavment

been iree ta make ther own guesstt
mates for combames no. providing com ¢
plete rinancial statements In 18682 a Den
ver construcnon firm callea Sunwara

! intormdtion 1s updated more often than

raungs It savsitis instalhng a monttoring

L system that will prompt reporters 1o re

Corv and two units sued D&2 claumng
that maccurate credit reports were ¢reat
ing the verceptior Sunward was tailfng.
19£3 trial ip Denver teaera: court revealed 7
»a. a D&B revorter had Lsed es.umatess
cssumptions angd  guessamaies 1o pre-
pare nnancial statements J1al gTosslv un-—-
ders.ated the size of he Sunwara eater
orises The revorts for examole ou. total
szles ar less than $1 mubcn when thev ac-
tuallv exceeded $2¢ milion

Sunwara had retusea to cooperate with
D&Z wnen 1 originally sough az.z None-
Jieless it was awarced $38 rulion at
12 after an anpeals court oraerea a re-
«—al Sunward ana D& serdea out of _
court two years ago ?‘%

Guessturales ahour comoanv cz.2

ae aead ara gene 'n Dun & Braasires
S&S saromevsaa atre tal Ana - re-
cer ntemmews D& 0..1C 1S 2.50 sav Lzt
repor-ers zrent allowee © esurate nnar
C Z. catz B sore former menpgTrers Sav .
e grzcace continuec & et the Sunwanz
cose  “ou filled in the blangs with whar
ever ook to mase the bottom hne aca
n .avs Mr Phulbps w0 was 2 ~eporte-

arnt g vez» ago . CIT "eThemoer berng

@iC oV ™V ~anager (0 qo tha. sor ot tirg
w2 5 wnat I O0a |

%
-

e

view ratings when new payment wmorma
tion becomes available
. Some cuswomers also grine rhat D&B 15
{ nke the consultant wno borrows vour
h watch to tef] vou what tune it 1s Feporters

2 source oz the very data the subscmber
jas reques.ec from D&B For example a
CUS.OMer Mughe request 2 repart on a com
fpanv that reruses ta provide trade refer
hences The solution” In a2 June 258 memo
ghe manage~ of the Lancaster office urged
eporters to cali back the sunscmoer 90%

1 are encouraged to turn to the subscriber 25

¢ Pf the tre they wul have some cred. ap-

licason to give you namres ot trade rerev
vances ¢
f DERB ¢ 1cials achnowleage that cus
f tome=s are one or the finT s Most uncor
[ tzn. sod~ces especially on new busiresses
[ or ro- ongnal renors
~he prople with that say so™e c.s
I tomers 15 that D&3 sometumes 20esT
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1 e I o™™adon vou gave J1em ang sera
1" Hac' ovou o a forr widiodt Jvesugat
irg z2+s Pphe— E VYarap cmea. mar
aga- ¢ 3Blachsone Co an Zas Brus

Mc M. bLucipg orogucts T
e
BEST —?lf e e NV

:

|

—_———
— Py

!
!

Proguc On deTarcs aiso prey ge an1n
cennive for some reporters to tell sup
scribers that a company sumply cant be
locatea some former embloyees say To
file a so-called unable to locate repor
thev say a reporter had only to find two
outside sources such as the Post Qffice or
telephone. company that didn t know the
subject s whereabouts
Such reports 2re problemanc A cus
tomer ordering a report on a companv has
0 uar for it even if it comes back markec
unaote to locate and proviaes no infor
mation The subject of the report can suwt
fer too since a potenual creditor 1s less
fikely to extend creait to a firm that Dun &
Braastreet savs it cant locate
Bu. former D&B reporters say that
while they could get poorer scores for ful
g wncomviete reports on firms they
found they aidnt lose any powts if thev
marked the firm unabie to locate
Unwarranted UTL reports apoar
entlv are aifficuit to police and are a long
stanaing problem Five years age an in
ternal audit of the Charlotte NC orfice
easily found five ot 20 companies that haa
been histed as not possible to locate a copv
of"the audit shows Mare recently in the
Lancaster ticket center the volume ot
JTL reports swelled so large that the ot
Ace marager warned renorters in a Octo
er 1958 memo to cut back
"D&B s Mr Sormumers savs the comoany
isvorking to reduce the numoer or unabie
'elocate reports Procedures put tn place
months ago have reduced them by 36
§ says He aods Jhat UTLs aren t neces
sanly baa since they help some D&B cus
lomers spot prony campanies

+ 1 New Data and Old

tale nrormmaton is another corume

? customer complaint Peports that are r=

quested two or more t'™es a vear are -
vised annually and 'he est are reviseq -
peaded the company savs But manv -
poris contain more outdated wnfor-matic
c.StOmers say

fast July a Georgia Pacific Corp L
*est aistribution drvision ordered & D&
repart on Falb Construcaon a Colur
biapa, Ohio cons.m.cuon supply conce
thawwas seehipg 2 hine of credir D¢
rated the company higalv says Jer Vv
ne!l2¢credit manager .cr the Georgla =
Ci ,cODeraucn bu. Je ~agng was baset
a two-vear-oid fipancial s.arement A
resull. M- larnes savs Falb go
smaller cred r Wine tran the §25 000 10 B C
tave gower i the D&2 repor- rac ¢
ai~en fespem qz.2 —-osavs D&S s I
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P="haps most troubhing 1s evidence that ‘
some D&B reporteTs have fabricated data
outnight over the years Several yea™s ago I
an employee 1n the Vallburn NJ ofuce
was {Cund to have been mahing up scores
of bank references according to a former
anager In rma 1988 D&B also aiscov
ered that a reporter i Lancaster had falsi
hed_repgrts In Greensboro a reporter

' hadn t even produced reports that he had
{ recorded on a log as being completed In
each case D&B fired the emplovee

D&B says that given the size or Its
work force and the type of wark such mct
dents are bound to happen from tune to
time Whenever we find it they re gone
Mr Sommers savs The companv declines
ta provide aetails on such firings

A former manager In the Toledo Chic
ticket aoffice was dismissed after a particy
larly troubling mstance ar falsification ac
caraing to several former emoplovees m
Ohio The manager had arevared at least
one Tepart on a nonexistent comoany says
Dawvid Ringenbach a Toledo emplovee who
resigned it May Reports were.also written
on arfiljatea dummyv compantes according
to him The reports apparentlv helped the
phonv comuoanies to buv merchanaise on
credi he zads

Dun & Braas.reer says the former man
ager 1s no longer with the companv but ae
clines ta aiscuss the incident The person
couldn t be reached .or comment

D&B (n tact is a paoular instrwment of
swindlers In a June 1988 memo {0 its re
vorters the company saia it had recentlv
aitcovered many ins.ances 6. fraudulent
resort writiig on businesses tha. sumoly
aon t exist

Savs William P Callahan a private
vesugator  You have a lo. of con men—
the Pooert Vescos or e worla—who go
out o eir way to have DEB do a re
Dar*

Mountain -1 Surolus aopears o have
oeen such a case The D&B reoort qe-
scthes 1t as a five vear ola diversined
wrolesaler with esamatea  financial
simength of as muen as $a00000 "he
source o he mmwommadon Mountain A1 f
sel. DES merely regurgl ated the nror
~anon none o which was Tue savs Par
rich Car~ a U S pos.aal trsoector wno in
vestuigated the company Los. Julv Meoun
air s owner Lawra Sugh  plezaea
guilty ir rege~al cou= 1r Demver to a con
soirast gharge

Vernfication Process

D&3 sz s that 1S OWR MONLOTNE SV
ems spot e4 the vreolem arg tha DE3
suzsequertly  waTreg  custemrers e
saved alo 0 peopte o l0.0 ™MOrey  sas«s
Mr Sommers Bu. accomang to M- Car
sever2l crealtors ncluang <eller .aar
cial sw. ereq losses
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But there are waknesses i the de~
fenses Although DER officials say venfi
cauon samoles are stanstcally vaiid for
mer revorters say verifiers In the Jocal ot
fices check only a handful of the hundreds
each reporter prepares monthly Four
veals ago an internal audit of D&Bs
Tampa, Fla. office determuned that the lo-
cal venmner often confirmed nothing more-.
than that the revorter had n fac. con-
tacted the subject company

Even the audits can be compromised
says Stevnen Fetgenbauwmn a former re-
porter in Cleveland In an interview he
said he was once told by his manager 1o

l take home some reparts because of 2 pend
ing audit leaving better prepared ones to

{ be seen by the auditor D&B says it investu

, gated this matter after being contacted by
the Journal and denies the incident ever
took place

A couple o1 years ago D&B mstituted a
computer svstem called Delta to help
measure reporters perrormance In addi
tion Delta Kkicks out an automatic sample
ot every reporter s work and those reports
are read bv hand by the data quality de
partiment  says the svstems designer
Angus Carroli

Since 1986 Dun & Bradstreet also has
sent copies o1 reparts on companies to he
companies 1or review But a company see
Ing wrong mormartion about itself on a re

| port can have a frustranng Gume setung
\ the recora st-aight

Cedric Blazer president of Zemth Cut
ter Co a Poch.ord Il manufacturer of
inaustmial blages savs a 1988 report on hisi
company alcated falsely that Zemth wasy
late on 2 bill When he protestea D&B

wen' back to the creditor and then
amended the report when no proof was
roruicomirg But D&B rerused to give Mr
Blaze~ the name ot the creditor
wrygoated Zenith sued in [Hhnots s.ate
cou~. latg las. vear agamnst John Doe

Coro ~—.he anonsmous source—allowing]
1t 1o subpoena D&RB r-ecords The court
ccse cos. Zenkh $2500 in legal fees
These guys vecause or the'- size really
don . rescong .0 zanvpody  savs Mry
Bizer

M~ Arlapshas the partowner or the
Cloucester Va general contractirg com-
pany o. e7s several months of phone rec
oras co-resvonaence and other cocumen
jj tauion 0. s a.wemols to have DB corect
1macsarate 1 grmanor 1t @'stoutea about
| hscomoany D&B sull hasr comec 2d its)
repcri. M+ Arlaushas savs

D&2 cmicraus say hev tiea o- abou'y
“~Q Ve2rs 0 8a.sty M- A-lapstas It ap-
223"s Pza.he s ~acreal bodea znoutthe
fac ha Dun & Breasweer 15 ouo'o-ingl
21,thrg or us susaqiess M~ Somurers
scvs  The-a are peoole ou Jfere wio !
are na/er goirg O agree .rat e nave a
=gnt {0 SJdsish 1Lormaran ana ve argl
ns gr gaing 0 WO.aily Tesot e ko l

win€ ™anv gd1er srot' ousine.3TeEm
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W Datvia Thomoson oresigent ot Spec
trum Research Inc  an El Segundo Calit
space research ana develooment companyv
says he learnea las. Decemoer .hat D&B
haa soid s companv s name and phone
number when he began receiving phone so
licitations * om various groups One com
panv 1n Memphis promised « 1989 Nissan
pichup truck for only $8950 1r he woula
onlvy order a box of magic markers with
his company name printed on them

1 was absolutely dumbfoungea and
sickened that a repuiable nurm would
stoop to selhng bists of names of companies
that you gathered in the name of c-edit
and financial reporung .0 telemarrenng
and bouer room orgamzations OIr
Thompson complatnea 1 a letier o
D&B

Dun & Bradstreet savs companies can
request to have thewr names removed from
mailing lists soid by DEB

D&B has mm some cases supphed re
porters with scripts to help them deal with
uncooperative companies Familv owned
businesses that clam uo should be told that
the nformation D&B wants does not rep
resent vour family secrets sugges.s an
mternal memo recerved by Mr Phillios
the former revorter To companies hoiding
vach because they got an unravorable rat
Ing in the past the memo suggests saving

Dun & Bradstreet doesnt give bad rat
ngs

No Regulation

D&B and other concerns that sell com
mercial credit data are basically unregu
lated The 1971 Fair Credit Reporiing Ac
appiles only to compames selling crequt
data on individuals It g1ves consumers the
right «0 correct informanon I their re
ports or submit a statement that must be
included in the reports

Ten years ago the a Senate comumi ree
held hear.ngs at whict many small bus
nessmen comviained about Dun & Brae
swreet One told how a 11 al had intertered
with his business bv geting DLB to oub
hish falise intormation on hun But D&E s
position that regulation was unnecessar~y
prevatled and Congress hasnt taheq up
the issue since

-sggheved companies can of course
take D&B 1o court One notable case con
cluded 1n 1983 when Jse Subreme Cour
upheia g $550 000 hoe jucgmen. favorng
Greenmnoss Buwaers Inc or vermor DEE
had published 2 report dar falsetv saic e
company had filed for nanhruotey

But such judgments zre relatively rare
Generally U S busiiess creci repo™ung
agencles suct &s DEE enjov & qualt 1 la-
gal orivilege to mate orcireTy e70rs I
an/ case D&Bs cortzcs with suz-
sc™hers purport fo (ree n 6 hastic w2
er~gneous datz

i fgx comnares ate g-ooorg DEE
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APPENDIX C

Problems in Measuring Accounting Profit
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certain unaccounted-for costs Actually, the discrepancies are not
serjous 1n the case of the corporation Rather, they are most likel too
exist in the small propnetorship ‘o
e corporation, management 1s hired and recerves, Presumably
rtunity-cost wage These wages are treated as expenses alon
with the \yage payments to all employees, and are deducted 1 deterg
murung fin profit Properties are ordinarily rented, and these rents are
rofit calculations To the extent that real estate 15 oy, ned
rather than rented, 1t 1s frequently segregated into a special real estate or
building corporation subsidiary from which the property is rented |
this 15 not done, the real estate 1s treated as part of the total investmen
that the firm seeks ¥ use profitably (the rental value being readily dety;
therefore, one possible source of discrepancy be
tween accounting and, economic profit—the earnings on the invested
caputal
A corporation derives Xs long-term capatal from one or a combination
of three external sources tRe sale of bonds, preferred stock, or common
stock The bondholder s con¥ibution 1s obtained, however, at an oppor
tunity-cost interest rate, and\this cost 1s recognized in determining
profit As for the preferred stofkholder, while legally an owner his or
her position 1s really that of a hnyited partner Profit 1s computed before
the preferred dividend 1s paid, an\ the board of directors can decide not
to pay the preferred dividend if profits are nsufficient On the other
hand, the amount of the preferred dyvidend 1s limited, no matter how
large the company’s profits may be Thys, from the point of view of the
common stockholder, the preferred diwdend constitutes an opportu
nity-cost payment for the use of the prefeixed stockholder s capital, and
nothing more Thus 1s, of course, objectivelj\determinable, and 1n fact 1s
always deducted 1in determining net profits\available for the common
stock
We are then left with only one significant dlement of discrepancy
between accounting and economic profit the cgst of the use of the
common stockholder’s contribution (including reiNvested earnings) to
the corporation This “‘normal profit’” on the stockhodlder s capital 1s the
amount by which accounting profit exceeds economic profit in the cor
poration Furthermore, this element 1s measurable-—it\is the amount
that would be earned elsewhere on investments of equns alent nisk Un
less the existing investment process 1s capable of produciny this oppor
tunuty rate of return, the capital will be gradually withdraw
Since the economist views profit as a surplus in excess of al
nity costs, past outlays have only partial significance Cost all

Thus, the profit earned in some period 1s equal to the growth 1n valye ot
the enterprise from the beginning of the period to the end of the petiod
(after adjusting for any distributions by, or contributions to, the furm

- - - -IIII\(H ll MLt L
the penod) This increase 1n value 1s a reflection, not only of what
mnarily understand to be the results of operations during the
od, but also of changes in asset values (plant equipment, invento
per 35’ welNThus, profit, ut an econonic sarse 1 the difference bebweon i
nes)mlue of théxuterprise at the bugmmmg and end of the poted - This may be
?:;]\’trasted with Yge accounting concept of profit as the difference be
tween total revenu and total expense during the accounting pcriod

yarous factors compel theNpenodic determination and reporting of
profits Peniodic financial reporthare required by

1 Stockholders (owners), who wamt to know how their investments

are faring
2 Tax collectors, both state and federal,
profits 1f any
3 The Securities Exchange Commussion, which
aial reports from publicly held corporations
4 Bankers and other financiers, who want to monito
firms in which they have investments
5 Management, which needs financial data for decision makgg, con-
trol, and as a measure of success (or failure) of past decision

o want their shares of the

quures certain finan

he progiess of

Given the discrepancy between the accountant s and the econonust’s
conceptions of profit, certain problems emerge n the periodic calcula
tion of profit for reporting purposes In exanuming these issues in the
sections that follow, we shall conduct our analysis from the economuist s
point of view

Problems 1n Measuring Accounting Profit

Accountants, for legal and other reasons, are concerned only with
historical facts Further, generally accepted accounting principles decree
that the books must carry only those entries that can be substantiated by
reasonably objective evidence in the form of sowrce docunmcnts such as
imvoices, receiving reports cancelled checks, and bnk statements
Thus, accounting profit 1s an ex post concept based on past transactions
as recorded on the company s books Unfortunately, this lcads toincom
plete cost analyses The failure to give consideration to certamn economic
costs has already been discussed In addition to these oversights cven
more serious errors anse from the generally accepted accounting tech
niques themselves

The difficulties that exist in accounting methodologv ate not due to
the fatlure of the accounting profession to produce the night techmques
Rather, they arise simply because the true profhitability of an investment

[
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cannot be precisely determined until the process has been terminat, g
For any period other than the full Iife of the Investment, profitg ¢, £
be estimated This in turn means that revenues and costs mus
extent, be arbitrarily allocated to the period 1n question The problem s
that generally accepted and perfectly legal cost accounting methods cap

vary these allocated costs by as much as 40 percent These wide 14y,

tions are particularly apparent 1n the procedures for calculating depreg
ation expense and for the valuation of assets

N only
t to SOme

Depreciation of Assets

In carrying on a business actvity, the firm s fixed assets other than
land (e g, builldings, machinery, and equipment) wear out or become
obsolete from use and the passage of time If the useful life of an asset s
more than one year, 1t 1s considered to be a depreciable asset The concept
of depreciation 1s based on the premise that a depreciable asset produces
revenues throughout 1ts useful life Therefore, in order for the compa
ny’s annual income (profit) to be properly stated, a portion of the asset s
cost 1s charged as an expense against the revenues in each fiscal year of
the asset’s life This charge 1s called depreciation The exact amount to b
charged 15 estabhished by company policy However, for income ta
reporting, depreciation must conform to federal and state laws ’

Since depreciation 15 an expense item, 1t serves as a direct reduction of
the company’s income Thus the accounting measurement of profit de
pends in a very direct way upon the firm’s methods of depreciation The
importance of this operating cost will vary widely from one company to
another, depending on the composition of the firm's assets Companies
that are engaged 1n steelmaking, railroad and airline transportation
chemical processing, and the production of primary aluminum are char
actenized by extremely large depreciation charges On the other hand
Insurance companies, banks, ivestment funds, and advertising and
merchandising establishments bear relatively small depreciation costs

Methods of Depreciation

Depreciation methods can be grouped into two broad categories

1 Natural methods, that1s, methods that reflect the actual rate ot wear
and tear or obsolescence over the useful life of the asset Natural meth
ods include straight-line and service Iifp methods

2 Accelerated methods that 1s, methods that accelerate cost recon e 1
The sole purpose of accelerated methods 1s tax manipulation This cate

7 Internal Revenue Service (IRS) rules and regulations with respect to all methods ot

depreciation are explained in IRS Publication 534 Deprecation State laws usually tollon
the IRS rules

. includes the decluung balance method, the sum of the years digits
y thod, the remavung-hife method, and the new accelurabd cost recovery
me ’
‘mé(Ag\I:Sr)ules laid down both in the generally acceptcd rccounting
Un L;;s and by the Internal Revenue Service (IRS), a compny must
nngg what method of depreciation to use on each assct or class ot
deats These methods need not be the same for all the firm s assets, and
oo e many methods to choose from Moreover, the firm may legiti-
therelarkeep two sets of depreciation records for the same 1ssets Onc
mates)m natural methods may be used to prepare financal statements
‘tj}i;tumorge accurately reflect actual wear and tear or obsolence The other
set may use accelerated methods for preparation of income tax returns

Straight-Line Method  Under the straight line method, the deprecia
ble cost (original cost less the expected salvage value) 1s spread equally
over the expected hfe of the depreciable asset For instance, suppose a
company car 1s purchased for $9,000 It has a useful hfe of three years,
after which 1t can be sold for $3,000 The annual depreciation would be

»3.. :—6
$ (59,000 — $3,000) — 3, or $2,000

The straight-line method 1s not only sumple and easy to apply 1t1salso

A theoretically correct for any asset that 1s used at a uniform rate For that

reason, the straight-line method 1s often used as a standard for compari
-~ son with other methods It 1s also the basis for one method offered in the
new accelerated cost recovery system (ACRS), created by the Economic
Recovery Tax Act of 1981

Service-Life Method  For assets that are not used at a uniform rate, a
service-life method may be more appropriate When the rate of wear
and tear 15 irregular, the useful hife of the asset may be expressed either
in terms of working hours or n terms of wmits of production  The deprecia

tion that 1s charged then bears the same ratio to the asset s depreciable
cost (cost less salvage) as the year’s usage bears to the asset’s useful hfe

For example, suppose that a bulldozer that cost $50,000 1s expectcd to
last for 20,000 hours of operation If in one year, 1t 1s operated for 1,000
hours depreciation would be (1,000/20,000) % $50,000 = $2,500 Ifin the
next year, the machine 1s operated for 2,000 hours, the depreaation
would be (2,000/20,000) x $50,000 = $5,000 Thus in each year the
depreciation charge reflects the actual portion of the asscts s lifc that s
used

Depreciation and Tax Policy

For assets placed 1n service before January 1, 1981 the IRS permits the
taxpayer to use “any method that 1s reasonable if you apply 1t consist



dechining balance
S Publication 534

mber 31, 1980 tax
Very system (ACRS
1981 However the)
pon the straight |ine

ently " Thls_mcluMceleM met@ sucP?éthe
and the sum-of-the-year's-digits, as explained 1n IR
Depreciation  For assets placed in service after Dece
payers are required to use the accelerated cost reco
introduced by the Economic Recovery Tax Act of
ACRS provides an alternate system that 1s based u
method
Both the old and the new accelerated methods provide larger deprec
ation charges in the early years of an asset s life, and correspondingl,
smaller taxable income and taxes, than 1s the case with straight line
depreciation If the asset in question 1s kept 1n the business for al] of
most of its useful life, depreciation charges fall off rapudly in later years
to amounts substantially below those that would prevail under str
line depreciation Assumung no change 1n tax rates or in income before
depreciation, taxable income and income taxes are substantially larger,
thereby offsetting the lower taxes of earlier years All other things being
equal, however, the corporation still has the advantage, under acceler
ated methods, of having the productive use of cash that would other
wise be paid out in taxes were the straight-line method to be applied
Depending on the useful life of the asset, this cash can be used 1n the
business for a number of years for any of a number of purposes, thereby,
reducing the need for outside financing
Whether a company’s choice of an accelerated method ultimately
proves to have been wise depends on at least two factors, each of which
1s subject to change Since accelerated methods result 1n only a post
ponement of taxes rather than a permanent avoidance of them, the
wisdom or folly of adopting a given course of action depends on (1) the
Income tax rates prevailing at the time the deferred tax has to be paid,
and (2) the level of taxable income at that ime Therefore, management
must evaluate the future in terms of these uncertainties before adopting
its depreciation policy
But this 1s not all Other considerations comphcate the picture as well
so that decisions will vary from firm to firm even 1n the same industry
Among the more important complicating factors are (1) current versus
anticipated future working capital requirements, (2) the extent and tim
ing of planned capital expansion programs, and (3) the fact that a
present dollar 1s worth more than a future dollar (something that makes
the company s cost of capital a very important consideration) The rela
tive weight given to each of these considerations will depend, of course
upon current taxable income and the organizational form ot the com
pany
Proprietorships and partnerships face a tax situation that differs con
siderably from that of corporations, since the entire profit or loss that a
proprietorship or a partnership accrues 1s attributed to the owners as
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nal income Because income tax rates are graduated the actual tax
rso rtner or proprietor must pay depends not only on the size of the
thata P2 \ncome but also on whether or not he or she has other sources
busme-:e Thus the selection of a method of depreciation 1s more diffi
OI;nfl(:an in corporations, particularly it the partners have conflicting
Cut:_rests Thus, accelerated depreciation has its greatest appeal for
- ung, growing corporations with limited access to capital markets and
z:)lathél)’ great need for funds to finance expansion

Price Level Changes and Asset Valuation

Accountants, managers, and economists must evaluate three broad cate
gories of assets

1 Land, which 1s a fixed asset but not depreciable

2 Fixed assets other than land, almost all of which are depreciable

3 Physical inventories of goods held for the purpose of manufacturing
or trading

Valuation of Land

The value of land may appreciate not only because of inflation, but
also because of changes 1n 1ts potential use As a case in point, we take
Castle and Cooke, Inc, parent of Dole Company, the packers of Dole
pineapple In the 19th century Castle and Cooke acquired extensive
pineapple-growing land in Hawan In accordance with generally ac
cepted accounting principles, this land 1s carried on the company bal
ance sheet at 1ts original cost of approximately $30 nullion, although its
current market value 1s many times that amount

The signuficance of this understatement of land value depends upon
one s pomnt of view If profit 1s measured by the increase in value of the
firm from one accounting period to the next, then we must conclude that
the profitability of this concern has been grossly understated On the
other hand, if we assume that the firm will continue to use thts land for
growing pineapple, the appreciation of the land 1s irrelevant because 1t
cannot be realized 1n terms of cash flow However, much of this land
represents potentially valuable building sites, and Castle and Cooke has
already responded to growing population pressures by converting some
of the land into housing developments Therefore the increased marhet
value of the land can hardly be ignored when evaluating the protit
potential of the company The implication is that valuation of land assets
must go beyond either cost or market value alone Consideration of
wavs in which the land will be used 1s necessary to estabhsh the eco
nomic value of land assets



!aiuatlon of (;tner Fixed Assets

In preparing balance sheets and income statements, acco
ate on the “going-concern’ convention that the business wi] cont
indefinitely Hence, on the assumption that the company will notrsl:lrlme
fixed assets, 1t 1s customary to value these in terms of original cost r: "
than current market value Thus, generally accepted account; ‘
tices prevent market fluctuations from entering into the fixed
counts

If the asset 15 depreciable, the depreciation expense 1s recorded on th
income statement, and the net value of the asset 1s correspondin ’lt
reduced on the balance sheet If the asset 1s not depreciable, only fiu
balance sheet 1s affected Accounting procedures do exist whereby the
increased (market) value of assets can be recorded on the books, hou
ever, the accounting profession has been very reluctant to use anything
other than historical cost as a basis for depreciation

The subject of depreciation 1s complicated by controversy over three
of 1ts aspects

untants Oper

ther
nNg prac
asset ac

1 Its true function

2 Its proper use as a tool for shmulating capital formation and for
directing investment along lines deemed to be in the national 1n
terest

3 The proper method for measuring 1t when reporting net imncome to
stockholders and tax authorities

As for 1ts purpose, 1n theory, charging annual depreciation not only
matches costs with resulting revenues, 1t also provides for recovery, in
cash, of the original cost of the asset This 1s supposed to provide for
replacement of the worn-out or obsolete asset But in this era of substan
tial inflation, the mere recovery of nominal dollars spent years ago 1s not
sufficient to replace the asset today, even with an identical make and
model The replacement problem 1s further complicated by the fact that
we are iving 1n an era of rapid technological change, 1t may well be that
an 1dentical replacement simply 1s not available The improved replace
ment may provide greatly increased earnings in the future and thus be
well worth 1ts greater cost Such considerations require that a larger
portion of the reported income should be made available for the pur
chase of future assets rather than for distribution to owners

As for the proper use of depreciation as a tool for stimulating capital
formation, this 1s primarily a political consideration that is built into the
tax laws These laws are changed from time to time by the Congress

Our primary concern 1s with the measurement of depreciation tor
reporting income Here the accounting profession, amid much contro
versy, has been unable to arrive at any satisfactory improvement on the
current method, which is to deduct a prorated recovery of historical cost

T
!

from cur
roblem previously mentioned, a major objection to this procedurc

anses from nflation The accounting procedure 15 to match increments
of capntahzed cost with resulting revenues but the dollars that com
nsed the capitalized cost of years past are worth much morc than the

dollars of revenue that they presumably oftset From the ccononust &

int of view, these accounting practices, by failling to recognize infla
tion, result 1n substantial distortion of the firm’s financial position The
company’s ncome 1s overstated on the income statement and the value
of its assets 18 understated on the balance sheet

Many accountants have also recognized this problem, and have of
fered three different solutions

1 Constant dollar accounting which 1s also called the gencral price
level model This solution restates the historical cost from nominal dol
lars to constant dollars The method of attack 1s to adjust the data by the
application of appropriate indexes to obtain measurements in dollars ot
constant purchasing power This approach 15 easy to compute, easy to
understand, and completely objective

2 Current value accounting, which abandons historical cost as a basis
for valuation in favor of some measure of current value Proponents of
this approach argue that users of financial statements are more con
cerned with what the enterprse 1s worth now than what 1t cost in the
past The major drawback 1s that not all assets can be objectively eval
uated

3 Current valuelconstant dollar accounting 1s a method that would
change both the unit of measurement and the historical cost model
Proponents of this approach argue that constant doilars should be used
to measure current values of assets

Constant-dollar accounting was approved by the American Institute
of Certified Public Accountants (AICPA) 1n 1963, but only for supple-
mental information 8 Its use in the provision of additional information
was further encouraged mn 1969 by the Accounting Practices Board
(APB)?®

Valuation of Inventories

If all goods purchased or manufactured within a given accounting
period were sold during the same period, the only problem would b to
determine the cost of the goods But this 15 not the way a business
normally operates Goods are bought stored, and sold throughout the
accounting period Under normal accounting procedures, thc cost of

8 Staff of the Accounting Research Division  Reporting, the Financid Effocts of Price
Level Changes Accounting Ruscarch Study No 6 (New York AICPA 196%)

 Fiancial Statements Restited for General Price Level Changes  APB Statcnnt No 3
{New York AICPA 1969)



goods sold must be determined for the income statement so th
costs can be charged against the revenues from their sale The
goods that remain 1n the inventory and that will produce reven
later date must be determined for the balance sheet, where t
listed as current assets I
Accountants insist that cost must be accepted as the primary bass f
inventory valuation If prices were constant and the quantity in sst Oll:
always the same, accounting for inventory would present no partic 01C
problem But when prices fluctuate, inventory replacement at var | af
costs raises the problem of measuring the costs to be apphed b‘ot\h“:b
goods sold and to goods remaining in the mnventory Accountants hno
devised various methods of measurement, but two methods called n‘rstt
n, first-out (FIFO) and last 1n, first-out (LIFO), are most common
In order to understand the difference between FIFO and LIFO a dis
tinction must be made between the physical item and 1ts cost To hel
clanfy this distinction, let us visualize a warehouse with two doorsp
Newly acquired goods enter by one door, sold goods exit by the other
door In between, the goods are stored 1n such a way that the order in
which they are acquired 1s preserved This means that the first item
acquired 1s the first item sold That 1s, the oldest merchandise 1s sold
first (This 1s normal practice regardless of the costing method used )
Now suppose that each item entering through the acquistion door has
a tag attached that states the item’s cost If the tag remains attached to
the item, then the cost of the first item 1n 1s the cost of the first item out
That 1s FIFO—first-1n, first-out In contrast, suppose that as each item
enters the warehouse, the cost tag 1s removed and placed upon a spike
Then as an item 1s sold and goes out the other door, an attendant
removes one tag from the spike and attaches 1t to the sold item The tag
that the attendant removes from the spike 1s the last tag that was placed
there by the attendant at the acqusition door That 1s to say, the cost

attached to the sold item 1s the most recent cost of acquisttion That 1s
LIFO—Ilast 1n, first-out

at theyr
Cost of
ues at a
hey are

Effects of Inventory Valuation by FIFO When prices are nising, the
value of goods sold or used up 1s recorded at the earher, lower price
levels The item entitled “cost of goods sold ’ on the income statement
therefore 15 below the replacement cost of the goods sold This means
that gross profit 1s overstated On the other hand, if 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 1s under
stated In other words, unless prices are completely stable, FIFO will
cause gross profit to be either overstated or understated On the balance
sheet, however, the valuation of goods remaining in the inventory 1s at
or near current replacement cost Therefore, whether prices are nising or
falling, the valuation of mmventory on the balance sheet 1s fairly accurate

N
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nventory Valuation by LIFO  The effects of LIFO on the
income statement and balance sheet are directly opposite to those of
FIFO Under LIFO, whether prices are nsing or falhing, goods sold or
used up are evaluated at the latest prices of acquisition Hence the cost
of goods sold, as reported on the income statement 1s at or near replace
ment cost This means that gross profit 15 fairly stated whether prices
are rising or faling This 1s the chief virtue of LIFO

On the balance sheet, however, goods remaining in the inventory are
\alued at the earher costs of acquisition In a time of faling puces this
would cause the value of the inventory to be overstated In a timce of
nsing prices, the value of the inventory will be understated In compa
nies that maintain a safety stock—that 1s, a mimimum level of inventory
on hand—the inventory can retain items valued at costs that datc back
many years Under this aircumstance, the value of the inventory may be
grossly understated on the balance sheet Furthermore, 1f the company
ever has to dip into the safety stocks some very strange things can
happen to the income statement

For example, suppose that a company has been on LIFO for a 10-yea:
period during which prices were moving up steadily and operations
were proceeding at a pace that permutted stocks to be maimntained at
desired physical levels Labor difficulties setin, and a strike 1s called that
forces the company to operate out of inventory for a prolonged pernod
Soon the nventory that has been carried at prices that prevailed 10 years
earher 1s brought into sales, and huge mventory profits are realized It1s
even conceivable, in fact, that these very large profits result in reported
earnings far in excess of those realized for the equivalent period before
the strike began For these reasons there has developed in some quarteis
a disenchantment with LIFO valuation and a desire to return to what is
felt to be the more logical and realistic FIFO approach

The Economic Concept of Replacement
Cost Accounting

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 mventory, there are equally persuasive arguments in
favor of relaxing such practices for the purposes of decision making
From an internal managerial perspective, the economist s concept of
replacement cost accounting can be quute useful Accounting procedures
approach replacement cost accounting with the LIFO method of inven
tory valuation However, because of the undesirable aspects of LIFO a
more generalized replacement cost approach would be preferred to be
uniformly applied to both inventories and fixed assets The essential
idea 1s to report a profit figure that reflects the revenues and costs of the
present period, not the revenues of the presentyear and the costs of the
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previous years The difference between the accounting concept ang
economic concept can be illustrated by the following example the
Suppose that a hypothetical company deals n a completely homgq
neous product and makes all transactions 1n cash, suppose further thqte
has the following balance sheet as of December 31, 1983 o

rounds for the continuing controversy in the accounting profes

& . But by invoking the economust’s detirution of profit—the difter

L petween the cash value of an enterprise at the beginming and end of
o eriod—perhaps we can clanfy the issue In our hypothctical cxam

the phe change in cash on hand 1s

:’ ample g

ple, t
e 30 000 Cash on hand January 1 $ 30 000
Inventory 3 000 units @ $10 30 000 Plus sales 300 000
Total assets $60 000 o
Onmer s equity $60 000 Subtract o
Purchases $255 000
Operating expenses 20000 5275000
Cash on hand December 31 $ 55 000

Now suppose the following activities take place 1n 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

handise that are valued at
There are also on hand 6,000 units of merc

their replacement cost of $12 per unut for a total of $72,000 Thats to sav,
\f the 6,000 units could be returned to the suppher at the last price paid

Operating expenses 20 000 (512), the cash value of the enterpnise clearly would be
Cash $ 55 000
The firm’s income statement as of December 31, 1984, would depend Inventory 6 000 @ 512 72 000
upon whether 1t used FIFO or LIFO Cash value of the firm Dec 31 5127 000
FIFO LIFO
Sales 20 000 units @ $15 $300 000  $300 000 The increase n cash value of the firm (profit) 1s
Cost of goods sold
Beginning inventory
3000 units @ $10 30 000 30 000 Cash value of the firm Dec 31 1 Slég ggg
Purchases Less Cash value of the firm Jn 60 B
3000 urits @ $10 30000 30000 Economic profit 5 67 000
15 000 units @ $11 165 000 165 000
5 000 uruts @ $12 60 000 60 000
Cost of goods available
. for gale 285000 285 000 The $67,000 profit can be further divided mto its two compolnult"
ess ending tnventory J 2 ware that goods that are
FIFO 5 000 uruts @ $12 60 000 _ trading profit and holding profit Traders are well a et g hE thon
1 000 units @ $11 11 000 — sold must be replaced if business 1s to continue Trading p ‘ t
LIFO 6 000 unts @ $10 — 60 000 may be defined as net sales minus operating expenses and the c:lrrt n
71000 60 000 t of the goods that were sold For our hypothctical com
Net cost of goods sold 214 000 225 000 replacetmznt COSrom 1S &
Gross profit on sales 86 000 75 000 pany, trading p
Operating expenses 20 000 20 000
o $300 000
perating income $ 66000 $ 55000 Sales
Operiting expenses S 20000
Replacement cost
$0000 units @ $12 240000 260 000
The difference of $11,000 in operating income 1s due solely to the Trading profit 54000
difference 1n the method of Inventory valuation, and these results reveal
k,n-\
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Holding profit or loss 1s defined as the increase

% yhuch are not recognized by accountants The remainder represents

o
r decrease 1 replace 7

ment cost of an ttem held in inventory This pr
with the trading sklls of the persons managing the enterpr

a capital gain or loss that results from a general mcreasfolsil s more
prices For our hypothetical company, holding profit 1s Feecreasen

6,000 ($12 00 - $10 00) = $12,00
,000
15,000 ($12 00 — $11 00) = 15,000
5,000 ($12 00 - $1200) = -0~
$27,000

ofit has nothing tg 4,

The trading profit of $40,000 p}
2 us the hold
to the economuc profit of $67,0}()JO PIng profit of 827,000 adds o
SOLhelpL}lqufpose of the foregoing illustration has been twofold (1)1t shed
s,onem xagk mgn th; (IZI)FO-LIFO controversy as 1t relates to economc d:c ;
, an 1t provides an opportunity to sh l
must s definition of profit can lead to b oht el 5 ECO0
etter profit anal A
maker should be in a better "  evalsie oo
position to understand and evalu
s;:rformince when profit 1s viewed in the comprehen51veatr$1:x:?1m
o ;:;:tfo :\;e;, iattl:er than as a single figure without any breakdown aneir
its basic sources Further, the economst’s L
) concept of
income avoids the necessity of stating the inventory value at a t}:xst(;rlréi:

Summary

The history of economuc th
ought abounds 1n prof)
them fall into three major categories proft theories, but most of

1 ComperIsztory or functional theortes, which hold that profit 1s the entre
) E:lecrt'aue)l;:rns' Crieward f(l)r c:ordmatmg and controlling the enterprse
1d monopoly theories, which expl f
frictions that prevent th ' b on of the medel of nerfen
e smoot
competition oth operation of the model of perfect
3 Technology and nnovation theories, which hold that profits are the

In the
acceptedr:(?:;tt:\i:zem thproflt, there 15 a dufference between generally
calcalates profit a ?h methods and economic concepts The accountant
The eco P s the difference between total revenue and total costs
nomist would divide the accountant s profit into two parts One

art
part, called normal profit, represents recovery of opportunity costs

& economc profit

(which 1s sometimes called surplus profit or excess profit)
Accounting methods have great difficulty with charges for depreua
on of assets and with the valuation of assets, espeaially goods carned
n nventories Depreciation methods can be grouped mto two brond
categonies (1) natural methods, which reflect the actual rate of wear and
tear or obsolescence, and (2) accelerated methods which are used to

manipulate taxes by accelerating cost recovery
From the economist’s pomnt of view accounting practices that use
historical cost for asset valuation result i substantial distortion of the

values of three broad categories of assets

1 Land, which may increase in nominal value due to inflation or in
real value due to changes in potential use

9 Frved assets other than land, almost all of wiich are depreciable

3 Physical mventories of goods which are held for the purpose of manu

facturing or trading

The standard accounting practice of basing depreciation on historical
cost 1n nominal dollars results in substantial distortions on both the
balance sheet and the income statement On the balance sheet, assets
are undervalued 1n terms of current dollars On the income statement,
the charge for depreciation is understated, thus causing taxable income
to be overstated

Thus problem has been recognized by many accountants as well as by
economusts, and three different solutions have been proposed

1 Constant dollar accounting, which states depreciation charge and asset
valuation in dollars of constant purchasing power

2 Current value accounting, which abandons historical cost in favor of
some objective valuation of the asset in current dollars

3 Current valuelconstant dollar accountng, which combines the othe:

two methods

Valuation of mventories 1s necessary to deternune cost of goods sold
and to determine the value of goods remaining in the inventory for the
firm s balance sheet The two most common methods of inventory valu
ation are FIFO (first-in, first-out) and LIFO (last 1n, first out) The FIFO
method assigns the earliest costs to the income statement as cost of
goods sold and retains the latest costs for the balance sheet [he LIFO
method does just the opposite But neither FIFO nor LIFO can result in
an accurate valuation on both the income statement and the balnce
sheet unless prices are completely static

The economust s solution 15 to value both goods sold and goods 1t
tained 1n inventory at replacement cost Profit can then be calculated as
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the difference in the firm’s cash value at the beginning and eng of th
period This economic profit can be divided 1nto two parts ¢

1 Trading profit (loss) 1s the direct result of trading activities of the firm
It 1s defined as net sales minus Operating expenses and the replac,
ment cost of goods sold

2 Holding profit (loss) 1s a capital gain or loss that results from a genera)
increase or decrease 1n prices while goods are being held for sal,

Neither the accounting profession nor the Internal Revenue Sery )
will accept replacement cost accounting for preparation of finans|
statements However, 1t can and should be used for manageri

poses, as 1t provides a more accurate indication of the success or
of the firm’s activities

al pur
failure

Problems

1 It has been argued that the major difference between accounting
profit and economic profit 1s that accountants recognize depreciation
while economusts do not Do you agree with this position? If economusts
do recognize depreciation, 1s it measured 1n the same way that account
ants measure 1t? Discuss these 1ssues

2 In reporting financial leases, large business firms are now re
quired to “capitalize” future lease payments and record the capitalized
value as a hability and also as an asset Both of these values are then
reduced as lease payments are made Previously, these lease payments
were treated as ordinary expenses in the year i which they were made
From the economust’s point of view, explain which method you believe
more accurately measures the value of the firm at any gven time

3 In the following situations, explain why you would suggest using
a straight-line or accelerated depreciation method
a A new corporation with a low credit rating
b A corporation currently operating at or below the break-even point

but expecting future long-run profits
¢ A corporation that estimates that 1ts taxable income will remain
steady for the next 10 years
d A corporation in an industry targeted by government for incentine
tax breaks over the next five years
4 Describe carefully three currently acceptable methods of deprecia
tion accounting for assets acquired before January 1, 1981, and explain
the profit-reporting consequences of each
5  Westphall Products, Inc , 1s a new firm with a promusing long run
future However, the company expects to show income tax losses

£y
vl
% dunng

the first five years of operation Moreover, durng this p)ermd
wre about $2 mullion of assets that quality tor the full 10 per

it mus acqt ent tax credit and for accelerated deprecration as well
cent mvtlfls’ mre51dent 1s attempting to artange finanang, for these as
Westphe ls zr:lbank 1s willing to extend a 10 year loan at annterest 1ate
sets The o¢ lus 3 percent However, the bank s loan officer indicated
of the pr;(m;}: of a wealthy private mvestor who would most likely buv
et Shetnand then 1n turn lease them to Westphall at an eftectinvg
e e t of the prime rate only [he president 1o suspicous of this
IntereS o eoment since he cannot understand how an indnvidual could
la;::bal;/rzggrge a lower interest rate than a bank Explain how the abov
P

Sltuah%nccr:llegrlzxtt:dec&opsrs;g:hon and shorter service lives are both merdly
Su?)Stltthe methods of adjusting depreciation for changes 1n the puice

?

e gflue g;:a;f)i onxfé;T a house 20 years ago for $45,000 and sold 1t
th179 yearpfgr $145,000 During thus period the accumulategodeprecmhon
on the house was $25,000, leaving a book value of $20,0 ¢

a Did you make an accmfmtmg prohti’”If soé tl;ol;\)/q:\al:gh

unting profit your ‘ real” prohy

’ 8 " zl?:éeilctcgult hlsg $plS,000y a year job to work full hme oln s1;1118 %;(r]g\:n
ing wholesale vodka distributorship He began the year with ! o
cash and 700 bottles of premium vodka The following 15 a recorc

purchases made during the year

Number of
Date Battles Price/Bottle

January 1 100 57 59
March 7 500 825
May 14 1 000 850
July 2 800 830
October 3 500 3 Qg
December 6 600 5

At the end of the year, Vincent calculated total sales of $50 000 nm}
operating expenses of $2,700 The ending inventory 1s 650 bottics anc
the current purchase price of a bottle of vodka 1s $9 50 -

@ What 1s the ending cash value of Vincent s distnbutorshup

b What 1s the total economic profit for operations durnng the y »
¢ Divide the total economic profit into trading and holding proti
d Should Vincent stay in business?

cr?
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9 The Midwest Electric Power Compan ;
equipment in the following years

y purchased plant ang WILCO MACHINE TOOLS

Comparative Balance Sheets

{5000)
Estimated  Price Dee 31 1983
Year  Asset Life (years)  Index Die 31
1982 (LItO)  (FIFO)
1964 % 20 000 25 50 Assct
1967 40 000 20 100 Sstls . N
1973 100 000 40 150 Cash 5245 $302  $502
1984 125000 25 200 Inventory %0 — —
1985 60 000 10 300 Totl 1ssts 5335 s 3
Equtties
@ Assumung that these assets were purchased on January 1 of the yer Owner s equity $335 5 S

in which they were acquired, compute the total depreciation ch ———
for 1985 based on oniginal cost Assume straight-line depreciation

b Compute the total depreciation charge for 1985 in terms of 1985
dollars

¢ The company s revenues for 1985 are $100,000 Fuel expenses are
$18,000, labor expense, $9,000, taxes, $25,000 Prepare two profit
and loss statements, one without the adjusted depreciation and one
with depreciation adjusted according to the price index

arge

Inventortes and Purchases, 1983

Date Units  PricelUnit

Jan 1 (inventory) 1200 $

Mar 15 (purchase) 1 700 85

d  On the basis of your calculations, whatlls the etfect of the adjust a2 (Ppmchase) o &
ment in depreciation on the company’s operating income? Are e s sy 2 500 %
stockholders better or worse off? Discuss ] Der 25 (purchase) 1200 105

10 Jack’s Radio Wholesalers, Inc, has accumulated the following 1 Dec 31 (imventory) 1400
information on its KX-15 speakers during 1983

Not. Averige selling price dunng, the yuir

Date Umts  Pricelllnit was §150
January 1 (1nventory) 600 $18 00
March 11 (purchase) 650 18 50 WILCO MACHINE TOOLS
July 9 (purchase) 700 1975 Income Statement
November 20 (purchase) 400 20 50 For the Year Ended December 31 1983
December 1 (purchase) 200 2100 g
December 31 (imentory) 650 Sales

Cost of goods sold

Gross profi 135 000
a  Calculate the value of inventory on January 1, 1984, using both FIFO Operating expenses _1o uh

and LIFO Net prafit before tix

b What effect would each method of inventory valuation have on
Jack’s income statement?

<5

»
e e ok s shet nQ“esélg::plete Wilco Machine Tools balance sheet and mclomg statemunt
tion
both FIFO and LIFO methods of inventory valua
e e e e Tt b t\;\?;\r:gh 1(:wentory valuation method would be preferable for
11 Accountants at Wilco Machine Tools are working on the follow (1) Tax purposes?

ing financial statements (2) Showing potential investors?
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Profit: Planning
and Control

Profit plannung refers to operating
decisions 1n the areas of product line, volume of production, and pric
ng Whatever the firm’s profit goals may be, profit planming must take
into account the expected demand for the firm’s products, 1ts capacity to
meet the demand, and all of its costs A good profit plan will establish
objectives and prescribe the means for achieving the objectives It will
also establish a timetable for actions necessary to carry out the plan
Profit management not only 1s a vital function for directing short-run
operations but also 15 essential for optumizing investment and financing
deaisions n the long run

There are a number of approaches to profit plannung that are com
monly used by accountants and economusts In this chapter we shall
discuss three of these

1 The profit budget
2 Break even analysis
3 Regression analysis

Each of these may be used separately or in combination with others

depending on the information available and the purpose of the analy si
451
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UNDERSTANDING FINANCIAL STATEMENTS
for Non-financial Professionals —- INTRODUCTION

This booklet 1s intended to give non-
financial professionals a basic under-
standing of how to read and analyze
financial statements presented by Dun
& Bradstreet Credit Services Itisa basic
guide and not meant to gtve you the
skills of a seasoned financial analyst or
accountant However, 1t 1s intended to
give you working knowledge of finan-
cial statements and the use of ratios
as presented 1n Dun & Bradstreet’s
business 1nformation products and
specialized financial services

In order to understand financial
statements, we will be referring to a

hypothetical privately-held company,
Gorman Manufacturing We’ll go step-
by-step through its financial 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 beto you Inthe final pages, you’ll
find a glossary defining frequently
used financial terms, a Duns Financial
Profile® report on Gorman, and high-
lights of some of Dun & Bradstreet’s
products and services

o



Key Business Ratios

. _______________« - |

The 14 most widely used finanaal ratios.

- |
Every Dun's Financial Profile’ Report PRO Report, Model Statement and Industry Norm Report
dehivers the advantage of D&B Norms and Key Business Ratios These specific measures of busi-

ness performance provide significant insights into a company's financial condition, based on its per-
formance compared to others in 1ts industry

The Key Business Ratios used 1in Customized Informauon Systemns & Serwvices include more than
800 lines of business segmented by up to 15 asset ranges and four geographic areas Enables you

to simplify your evaluation of a company's financial condition with objecuve, quanutauve measures
of performance

Here’'s what each of the 14 Key Business Ratios used by Customized Information Systems
and Services means

Solvency Ratios _ Sales
_ Cash + Accounts Recevable Inventory Turnover = - o -
Quick Ratio =
Total Current Liabilines Determines the raic at which merchandise 1s bemng moved and the
Shows the dollars of hiquid asscts available 1o cover each dollar of cur cffect on the flow of funds 1nto a business
rent debt
_ Total Assets
_ Total Current Assets Assets to Sales = Sales
Current Ratio =
‘Total Current Liabiliues

This rate tes n sales and the towal investment in assets that 1s used w
Measures the margin of safety present o cover any possible reducuon generate those sales

of current assets

Sales to Net Worlung _ Sales
Capital Net Working Capital

Current Liabilities __ Total Current Liabilines

to Net Worth Net Worth {Net Working Capual = Current Assets = Current Luabilities)
Contrasts the amounts due creditors within a vear with the funds Measures the efhciency of management 1o use 1ts short term assets
permanenth invested bs the owners The smaller the et Worth and and habilities 10 generate revenues
the larger the Liabihues the greater the nisk

Accounts Payable — Accounts Pavable
Current Liabthities _ Total Current Liabiliues to Sales Sales

to Inventory Inmventory
Tells vou how much 3 firm relies on fund< {rom disposal of unsold
mentones 10 meet debt

Measures the eatent 10 which the supplier s money s being used to
generate sales When this rano 1s muluiphed by 36, dass ut reflects
the average number of davs 1t takes the compan 1o repas 15

supphiers
Total Liabilities _ Total Liabilities
to Net Worth Net Worth Pro»f‘tablhty Ratlos
Compares the compans s wowal mdebtedness 1o the venture capral
mmested by the owne s Return on Sales _ Net Profit after Taxes
P t M
Fixed Assets _ Fixed Assets (Profit Margin) Sales

Reveals prohis earned per dollur of sales and measures the efficenc

to Net Worth B Net Worth of the operanon

Refects the poruon of net worth that consists of fixed assets

Generallv a smaller ratio s desirabk _ Net Profit after Taves

Toial Assets
Tha s the hes indicator of profitabidity for a firmy It matches opera
ing profits with the asscts avaslable 1 earn a return

Return on Assets

Efficiency Ratios

Collection Period

_ Accounts Recenable « %55

"~ Sales ays Return on Net Worth _ Net Profit after Taves
Reficcts the average number of davs 1t takes 1o collect recenables (Return on Equity) Net Worth
Quality of recervables can be determined when compared with Anabzes the abilits of the firm s management to realize an adeguate
seiling werms return on the capial invested by the owners of the firm

Industry “orms and Key Business Rauos are available on computer diskettes
in directones or on magneuc tape

Dun & Bradstreet

Fo format tact d Informauon Svsterns and Se t

I more mniormauon con Customze rz Tmation a4 n nices a Cred]t SCW‘CCS
1-800-342-2477 (In New Jersey call 201-665 5330 collect) B g
Or contact your D& B sales representatne or vour local D&B office T e nparmen |



SOLVENCY RATIOS

solvency Ratios —
Quick Ratio

The guick ratio, sometimes called the ““acid test” or
““hqud™ ratio, measures the extent to which a business
can cover its current iabilities with those current assets
readily convertible to cash Only cash and accounts
recervable would be included, as inventory and other cur-
rent assets would require time and effort to convert 1n-
to cash A mumimum ratio of 1 0 to 1 0 (31 of cash
recervables to $1 current habilities) 1s desirable Gorman
hada 50101 0( 50°to$1)1n 1987 unchanged from 1986
This indicates weakness, especially when compared to
the median for the industry

Formula Cash + Accounts Receivable
—~ Current Liabilities, or in the Gorman example

5212 597+51 733 380 = Quick Rano=
$4 192 046

Indusirv medianornorm=1 2

Solvency Ratios —
Current Ratio

The current ratio expresses the working capital rela-
tionship of current assets to cover current habihities A
rule of thumb 1s that at least 2 to 1 15 considered a sign

t sound financial strength However, much depends on
the standards of the specific industry you are reviewing
Gorman showsa 1 6to1 0(31 60to $1) asits current
ratio, which 1s down from 1 8 1n 1986 The industry
averageis 1 9 If a company’sinventory is slow in sell-
1ng, a stronger current ratio 1s required

Formula Current Assets — Current Liabilities, orin
the Gorman example

_S_G__ZMQ_S = Current Ratio=1 6
$4 192 046

Industrv median or norm=19

Solvency Ratios —
Current Liabilities To
Net Worth

Current habihties to net worth ratio indicates the
amounts due creditors within a vear as a percentage of
the owners or stockholdersinvestment The smaller the
net worth and the larger the liabilities, the less security
for creditors Normallv a business starts to have trou
ble when this relationship exceeds 80 percent Gorman’s
ratio shows 120 4 percent, up from the 1986 ratio of
103 2 percent Theindustry median or normis 63 8%

Formula Current Liabilities — Net Worth, or 1n
he Gorman example

$4 192 046

= Current Liabilities to Net Worth Rato =120 4%
S3 482 600

Industry median or norm =63 8%

11

Solvency Ratios —
Current Liabihties
To Inventory

Current habilities to inventory ratio shows you, as
a percentage, the relilance on available imventory for pay-
ment of debt (how much a company reltes on funds from
disposal of unsold inventories to meet its current debt)
Gorman shows a 94 4 percent, up from 78 7 percent 1in
1986 The industry median 1s substantially higher at
173 3 percent

Formula Current Liabilities —Inventory In
the Gorman example

M = Current Liabilities to Inventory Ratto =94 4%
$4 439 597 Industry median or norm =173 3%

Solvency Ratios —
Total Liabihties To Net Worth

Total liabilities to net worth ratio shows how all of the
the company’s debt relates to the equity of the owners
or stockholders The higher this ratio, the less protec-
tion there 1s for the creditors of the business Gorman’s
ratio s shown at 132 O percent, up from 115 5% 1n 1986
and 1s shghtly below the industry’s The industry median
ratio of 130 2 percent has deteriorated recently and 1s
heavy for the period under review

Formula Total Liabihties —Net Worth, or in
the Gorman example

4 597 7
34397 743 = Total Liabilities to Net Worth Ratio =132 0%
$3 482 600 Industry median or norm= 130 2%

Solvency Ratios —
Fixed Assets To Net Worth

Fixed assets to net worth ratio shows the percentage
of assets centered in fixed assets compared to total equi
tv Generally the higher this percentage 1s over 75 per
cent, the more vulnerable a concern becomes to unex-
pected hazards and business climate changes Capitalis
frozen in the form of machinerv and the margin for
operating funds becomes too narrow for day to-daz
operauons Gorman appears to have a favorable ratio
at 36 5 percent up shghtly from 32 6 percent in 1986
The industry ratio median s 48 0

Formula Fixed Assets — Net Worth In the
Gorman example

S—I—ZJ—:—SI—I = Fixed Assets to Net Worth Rano =36 5%
$3 482 600 Industry median or norm = -8 0%%




EFFICIENCY RATIOS

Efficiency Ratios —
Collection Period

Collection period ratio is helpful in analyzing the col-
lectability of accounts receivable, or how fast a business
can increase its cash supply Although businesses
establish credit terms, they are not always observed by
their customers for one reason or another Inanalyzing
a business, you must know the credit terms 1t offers
before determing the quality of 1ts receivables While
each industry has 1ts own average collection period
(number of days 1t takes to collect payments from
customers), there are observers who feel that more than
10to 15 days over terms should be of concern Gorman’s
terms of sale are net (or full amount) due within 30 days
Its average collection period was 33 4 days based on the
1987 statements, up from 24 3 daysin 1986 While the
trend for Gorman 1s downward, its receivables are still
being converted to cash faster than the industry median,
which was 48 0 days 1n 1987

Formula Accounts Receivable — Sales x 365 Days,
orin the Gorman example

_S1733 380 % 365 = Average Collection Pertod =33 4 Days
$18 931 956 Industry median or norm =48 0 Days
Efficiency Ratios —

Sales to Inventory

Sales to mrentory ratio provides a yardstick for com-
paring stoch-to-sales ratios of a business with othersin
the sameindustry When thisratioss high uwmay indicate
a situation where sales are being lost because a concern
1s understocked and/or customers are buving elsew here
If theratio s too low, this may show thatinventories are
obsolete or stagnant Gorman’s averageturnoveris4 3
times for 1987 In 19861t was 4 0 umes The industry
average was 12 6 times annually Gorman’s below-
average turnover indicates the cash flow into the business
1s slow, since imventories are being converted to cash only
four umes per year

Formula Annual Net Sales - Inventory, or n
the Gorman example

g,
318 931 9%6 = Average Inventory Turnover =4 3 Times
$4 439 597 Indusiry median or norm =12 6 Times

Efficiency Ratios —
Assets To Sales

Assets to sales ratio measures the percentage of invest-
ment in assetsthat s required to generate the current an
nualsaleslevel Ifthepercentageisabnormally high 1

—

-

ind cates that a business 1s not being aggressive enough
1n its sales efforts, or that 1ts assets are not being fully
utilized A low ratio may indicate a business 1s selling
more than can be safely covered by its assets Gorman
hasa42 7 percent ratio, up from 41 1 percent registered
in 1986 Compared to the industry median of 47 6 per
cent, this ratio appears to be adequate

Formula Total Assets — Net Sales, or 1n the
Gorman example

S8080343 Assets to Sales =42 7%
$18 931 956 Industry median or norm =47 6%

Efficiency Ratios —
Sales To Net Working Capital

Sales to net working capital ratio measures the number
of times working capital turns over annually in relation
tonetsales A highturnover rate canindicate overtrading
(an excessive sales volume in relation to the investment
in the business) This ratio should be reviewed in con-
junction with the assets to sales ratio A high turnover
rate might also indicate that the business relies extensive-
ly upon credit granted by suppliers or the bank as a
substitute for an adequate margin of operating funds
Gormanregisiered 7 3 umesin 1987, up from 6 7 times
11 1986 This appears to be in line with the industry me-
dian of 7 2 tumes

Formula Sales — Net Working Capital, or in the
Gorman eyample

518 931 956

= Sales to Net Working Capnal =7 3 Times
$2 578 922

Indusiry median or norm= 7 2 Times

Efficiency Ratios —
Accounts Payablie To Sales

Accounts pavable to sales ratto measures how the com
pany pavs it suppliersinrelation to the sales volume be
ing transacted A low percentage would indicate a
healthy ratio Gorman has a 10 1 percent, up from its
6 2percentn 1986 which should be of concern since
the industry median is 5 3 percent In all probability
Gorman is paying 1ts bills slow Iy and missing out on some
supplier discount incentives

Formulz Accounts Payable — Net Sales, orin the
Gorman example

w = Accounts Pavable to Sales Ratio =10 [0
$18 931 956 Industry median or norm =< 3%




PROFITABILITY RATIOS

Profitabihty Ratios —
Return On Sales (Profit Margin)

Return on sales (profit margin) ratio measures the pro-
fits after taxes on the year’s sales The higher thisratio,
the better prepared the business s to handle downtrends
brought on by adverse conditions Gorman earned 0 2
percent 1n 1987 compared to 0 3 percent 1n 1986 This
compares with the industry median of 3 4 percent Inths
category, Gorman’s performance 1s weak

Formuia Net Profit After Taxes — Net Sales, or 1n
the Gorman example

532892 _ _ Return on Sales Ratio= 2%
$18 931 956 Industry median or norm=3 4%

Profitabiity Ratios —
Return On Assets

Return on assets ratio 1s the key indicator of the pro-
fitability of a company 1t matches net profits after taxes
with the assets used to earn such profits A high percen-
tage rate will tell you the company 1s well run and has
a healthy return on assets Gorman has a 0 4 percent

eturn on total assets compared to 0 8 percent 1n 1986

6

This1s unfavorable in hght of the industry median of 5 7
percent

Formula, Net Profit After Taxes — Total Assets, orin
the Gorman example

.5222__ = Return on Assets Ratio= 4%
$8 080 343 ndustry median or norm=5 7%

Profitability Ratios —
Return On Net Worth
(Return Of Equity)

Return on net worth ratio measures the ability 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
comparedto 1 7 percentin 1986 This percentage1s very
low and thetrendisdown Theindustry medianisacon-
siderably higher at 12 7 percent

Formula Net Profit After Taxes — Net Worth, or
1n the Gorman example

532 892 = Return on Net Worth Ratio= 9%
$3 482 600 [ndustry median or norm = 12 7%

SUMMARY

How does Gorman Manufacturing Company match up?
Gorman’s 1987 balance sheet and income statement ap
pearstopresent only a “‘fair’’ situation Through com-
parative analysis we learned that the balance sheet con-
dition deteriorated 1n most every item compared with its
1986 condition While profits were earned 1n 1987, they
decreased n line with the sales decline from Gorman’s
1986 level Profits compared unfavorably with the 1n-
dustry’saverage of 3 4% Gorman’s balance sheet show-
ed an unfavorable condition and a very slow inventory
turnover Gorman has concentrated 1ts investment 1n
current assets, the major portion of which 1s inventory
Cash has declined and coupled with a high accounts

ayable, an unfavorable trend 1s developing in cash flow
Total current habilities of Gorman grew in 1987 and re
mained heavy in comparisonto theindustry Net worth

13

declined and as a result remained below the industry
norm As for the solvency of Gorman, 1t has a fair con-
dition overall Short-term hquidity, evidenced by s
quick ratio, 1s below the industry median Net worhing
capital declined moderatelv and appeared limited for the
company’s total scope of operations Its net working
capital position was hampered by alarge amount of un-
sold inventories

w %k x x * =
Hopefully, from reading this booklet, 1t becomes ap

parent that financial statements play the biggest role of
all in developing knowledge about a business While 1t
1s helpful to know about a company’s management pro-
ducts produced and sold, as well asits reputationn the
industry, only an analysis of its finances will give vou
a true picture of a business’s progress
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Types of (Auditor’s) Opinions According to GAAP Regulations
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Il THE TYPES OF OPINIONS ARE (covered in more detail later)

A Unqualified (clean) opinion - An unqualified opinion states that the
financial statements present fairly, in all matenial respects, the financial
position, results of operations, and cash flows of the entity in conformity
with GAAP This is the opinion expressed in the standard report

B  Explanatory language added to the auditor's standard (unqualified) report -
Certain circumstances, even those not affecting the auditor's unqualified
opinion on the financial statements, may require that the auditor add an
explanatory paragraph (or other explanatory language) to his report

C Qualfied opinion - A qualified opinion states that, except for the effects of
the matter(s) to which the qualification relates, the finaricial statements
present fairly, in all matenal respects, the financial position, results of
operations, and cash flows of the entity in conformity with generally

accepted accounting principles

do not present fairly the financial position, results of operations, or cash

flows of the entity in conformity with GAAP

. (D/ Adverse opinion - An adverse opinion states that the financial statements
a?'\}’”
e

-~
-

.

b 7
> E  Disclaimer of opinion - A disclaimer of opinion states that the auditor does
not express an opinion on the FS because he was not able to perform an
audit sufficient in scope to render an opinion

v

v
-

i Brief Summary of when to use different opinions (covered in

much more detatl later in this lecture). -
/:’"’&V 7t
’N\

DEVIATIONS FROM GAAS OR GAAP L AP »f;
MATERIALITY OF ADHERENCE _-- CONFORMITY | >~
DEVIATIONS TO GAAS 7 WITH GAAP —

None or immatenal = | Unqualified Ungualified
Medium = |Qualified Optnion Qualified Opinion

(modify Scope and (modify Opinion

Opinion paragraphs) paragraph)
High = | Disclaimer of Opinion Adverse Opinion

. §
N\cbku OL 7\:)\/\) N/:/t:’ Ut V"]g’\/{'; &
d o s Nee 2 7Y

Form 4 53-1C 1A Rev 9/98 © 1998 DeVry/Becker Educaticnal
Development Comp Al ngh s reserved
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Credit Analysis: Tying It
All Together—Part 1

by Dennis C Eisenreich

The following is the first part of a two-part article on credut
analysis that places more emphasis on the need for sound
Judgment than on technical skills Among the topics discussed
in Part I are the judgment of credit rish the consideration of
human varables, and the interpretation of econonuc vari-
ables Part II 1s the article immediately following

The author 1s vice president and manager Small Business
Dwiston Mellon Bank N A , Puttsburgh Pennsvivania At the
tume this article was first published in December 1981 Mr
Eisenreich was a vice president at Mellon

Successful commercial lending requires judgment more than it requires techni-
cal skills An understanding of accounting, financial analysis and various types
of loans may help a lender ask the nght questions But the critical 1ssues
must be judged from the numerous variables under consideration Judgment
may also be required to verify those critical issues with objective sources

Judging credit risk

Since repayment* always occurs n the future, the lender must judge whether
the borrower s expectations about the capacity to repay are reasonable If he
judges that they are not the lender must then assess the capacity to repay from
alternative sources If the lender becomes confident of repayment the appro-
priate type of financing must be fit to the circumstances n order to have the
payment record help the lender monitor the loan s progress Throughout the
process the lender s technical skills may be invaluable 1in asking the night
questions However, determining whether the answers are reasonable re-
quires judgment often conditioned with time and experience

9
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Overview and Impori. it Issues

Figure 1—Outhni
ng the Process
Forming/Updating Credit Judgme:l's

Formulating Cred
t
for Prospects 't Judgments

Updating Credit J
ud
for Existing Cuslomgrr:.;ents

1
Acquire Basic Information about Borrower

A Historical and C
Boncal a urrent Financial
B Background Information

A Current Financial
Statements

B Broad Explanation of
Current Performance

2
Acquire Basic Information about Loans

A Size and
Needs Purpose of Proposed

B Sources of Repayment

A Size and Pur
Loans pose of New
B Stalus and Use
. Loans of Existing
Sources of Re
payment
D Condition/Valu
e
(If Any) of Collateral

3 Preliminar
y Review of Risk (incl
uding id
need for more Information or clagrm::llil(:i:)a"on o

A Assess Commit
ment Expe
and Track Record of Hu?narr'\ence
Variables
B Assess Broad Political and
c Economic Risks
Identify Operating Strengths
and Weaknesses Apparent in
5 Erack Record
valuate Strength and S
tab
of Cash Flow in Relation tolmy
Historical Demands
E Sz:;cnpale Future Operating
ormance and Investment N
(CConsxderlng Proposed Loan) a?ﬁids
. apacity to Service Debt
g;/aluate Balance Sheet
rengths and Weaknes
se
5 gonsequences of Loan s and
etermine Superficial Risk

Rating to Guid
Process @ the Rest of the

A Evaluate Change or In

5 encies in Human Varla(l:)(l)er:‘ssmt
Reevaluate Changing
Political or Economic Risks

C Evaluate Current Operatin
Performance Against ’
Expectations

D Evaluate Recent Cash Flow
and Investment Decisions in
Relation to Plans and Finan

e c:atl Consequences

nticipate Future Operati

rl\"erlgrmance and In‘\)/estmr;%l
Ls:ns (Considering Proposed
Debt) and Capacity to Service

F Evaluate Balance Sheet
Strengths and Weaknesses

o and Consequences of Loan
::(ajlléale Loan Covenants

upplementary Inf

H Determine Any le):aly 8!:’::“2"

n Existing Risk Raling 9
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Credit Analysis

Figure 1, continued

4 Acquire More Complete Information

Details of Proposed Deal
Detatls of limportant Human
Considerations

Details of Important Operaling
Considerations

General Financial Objectives
and Plans

Supplemental Financial Informa
ton (such as Projections)

o O o>

Details of Proposed Deal
Explanation of Changes in
Human Vanables
Explanations of Sigruficant
Operating Issues of Problems
Expectations of Sigmificant
Investments or Problems
Requiring Financing
Supplementa! Financial Infor
mation (such as Projections)

§ Verify Critical Information

On site Visits

Routine Bank Trade and Pos
sibly Customer Checks
Routine Trade Information
Broad Industry Checks (Pubhic
Sources or Direct
Investigation)

Require Audiled Statements

A
B
C
D

E

On site Visits
Specific Investigation
Routine Trade Information

Check Industry Problems/
Qutlook

Dispatch Collateral Auditors

6 Refined Analysis of Risk

Establish Commitment of Owners
and Labor

Assess Management s Success and
Determination to Pay Loans

Risk for Future

Identify and Weigh Operating
Strengths and Weaknesses
EvAaluate Expectations for
Operating Performance (Consid
erning Proposed Loan)

A
B
C Judge Political and Economic
D
E

F Evaluate Project and Estimate

Strength of Cash Flow 1n Rela
tion to All Demands (including
Proposed Debt Service)

G Estimate Current or Potential

Pressures on Working Caputal

H Evaluate Secondary Protectton of

Balance Shee! Collateral or
Guaranlees

m o O O»

Reassess Commitment
Assess Recent Human
Decision Making

Interpret Changes in

Political and Economic Risks
identiy and Weigh Operating
Strengths and Weaknesses
Evaluate Expectations for
Operating Performance {Con
sidenng Proposed Loan)
Evaluate Project and Estimate
Strength of Cash Flow m
Relation to All Demands
(including Proposed Debt
Setrvice)

Estimate Current or Potential
Pressures on Working Capital
Evaluate Secondary Protection
of Balance Sheet Coliateral
or Guarantees

k

Overview and Importa  ssues

Figure 1, continued

7 Make Qverall Decision
A Assign an Overall Risk Rating
(Formally or Informally)
B If Rating Is Unacceptable
the Process Ends

A Keep or Change Exist
Risk Rating g 'sting

B If Rating Becomes Unaccept
able Collection Must be
Assessed and a Plan Proposed

8 Structure Loan

A Determine Ap
propriate Type A
wgéggtgngng'sincmg to Fit xmepv:.;‘;a?;pfe&er{mne
atunty
B le:bTIF:”tT;\s F;equired Are Unacceptable aR?:kPncmg 10 Fit Needs and
e Process Ends
g rieek Appropriate Approvals ° :fh:epr:ns o My pooentable
b egotiate Acceptable Terms R doron) Heed to be
Document and Close Loan cak Approns

C Seek Appropriate A
pprovals
D Negotiate Acceptable Terms
E gﬁstructure Deal to Meet
anging Needs fo
Coang r Existing
F Review Problem L
oans with
s Appropnate Collection Area
Document and Close New Loans

potential, busy lenders a
, ssume the capacity t
potential, y to repay and move on
consid w}::)(;ns far too early However, lenders considering exxslt?npncmg
e leaet circumstances are deteriorating probably have the mo %: lfls
st imtially, n clearly evaluating the growing risks of notsg ttl )
etting

paid As a result, the b
’ asic elements
cision are the same of formulating or updating a credit de

While Figure 115 only one individual s ver
N ston of the decis
lend;cgw':lf;ﬂdzllzr:;:\ts ar;:( fundamental Foremost 1s the * Czi?clilr;;'k‘":)gf [l)nr'xonck
o e mrorm;tel or: mreqmr;:s complete’ information But to know whnt
nsk Since no standard ame(:\::l (())fr' ﬁug;‘r':‘f;::d" Leqmres ey e oo of
l n will necessan
ul;zdb?(:l:olrr;]fc;;:::t;on gIathered about the borrower and propozdbfoz:“\lsllf:e‘
Carefuty emulate lz;‘::)rlmmaryJudgment Of course such a judgment s made
Coreny stee mation 1s potentially incomplete and typic ly unsub
e nsk 1s judged to be mmimal or normal, the next step m l;ube
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y Credit Analysts

puncip dly tor dhinhciton ind venfication 1 the 115k 15 judged to be 1bove
notm il 1 graat dedd of wdition dinformation muy be sequited Lo 1ssess the sk
propuly Otherwise ciedits that my be mote unustil than 1isky would be
1ejected nd potentidly good customets fost Al any e the preliminuy
Judgment gwdes the ntuie wnd depth of the subsequent 1 ilysts

Acquiting mote complete information fiom a botiower 1s 1 logicl purt of the
process not something the lender should be timid 1bout Anothet critical as
pect s the venfic ition of important wformation Typic il forms of venfication
include audited st tements (1s the ciedit 11ses wnd espectally for unsecured
loans) ducct mmvestigations (with suppliers customers and possibly com
petitors) ind on site visits With on site visits lenders should

1 Anticipate what they expect to see

2 Ty to understand how the business works genetally

3 Ask about things they do not understand {espect uly as they relate to
profitible oper itions and isset/collteral values)

If mangement s explinitions and expectations cotrespond (o ciedible in
dustiy sources such mformation muy be considered to some extent venfied

After doing a 1efined analysis of the facts, the difficult step of judging the risk
must be tiken Figuie | suggests issigning a credit tisk riting While some
lenders fight the very notion of 11ting credits most of those s ime lenders have
no difficulty wWenufying the 1bove average, werige, and below 1verage credits
i therr loan portfolios One may suspect risk 1 wings have been the best kept
secrets of pood lenders for & very long time Of course to assign a rating the
lender must assign weights of impott ince to the facts that may be, by them
selves both positive wnd ncgative Choosing what 15 and 1s not potentially
signific it 1s the crttical put of a credit judgment

With the over il decision on the credit sk the process will etther end (if the
115K 15 too great) or move to the structure of the loan Before leaving this issue,
some discussion of 1sk rings 15 1 order Good credit risks are not necessarily
good customers The best customers (1n terms of profitability and loyalty) tend
to be wverige or shghtly below averge credits While Figure 1 ends with the
closing of n ppropriately stiuctured ind priced lon for prospects, 1t should
be clear that the prospect then becomes an existing customer As such the

judgment must be pertodiclly updated
Subsequent sections discuss some of the traditional elements of nsk (that is,
humin economuc wnd financi il elements) Each must be understood individu
ly befote it can be properly ev iluated within the overall context of the credit
Considening the ulumte tisk is to weight various factors wn arniving at a credit
judgment, the lender must appreciite the importance of individual 1ssues
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Considering human vanables

Humn dec:
comom e ;lons cin have some of the most profound wnd unpredictible
ves fo
e o tafum Foi this tcason human considerations must tike
y posttion n all credit judgments Such humn v upibles

owners mangers nd [ ibor oy mvolve

Potential consequences of concentrated ownership

T
ownt;elsﬁl:tcllx:;?.:gezc:ltpdermon 15 Hways an understinding of the puncip il
oy e dbou[l::h\tl;)n of owners and affily ited comp iies 15 citical to
o T bmdcnt: uture of the firm under consider wion 1 the owner
ey 0 meet and few ilternative souices of income 1 it
expect dividends to be 1estricted? If the fi
;:r::uppl[l::d by ot sells to wn tfili ite compiny it somet
ices, alud
pmmdb”i\;lqvl:uoxtl;]l:rls hlztoncal opering performance 1n projecting future
ok a1 Iek)u“\avorr $ 1 modest dividend 1n the past and 1 prolitible
P of sigmificint sales o an ffilite with  m uginl per
rd re not necess uily good indicators of the futme

rm under consuder ition
hing other thn m uket

The pot
o m:dse:]l;;l rli)(ll'uunpll:dlcl‘;blc decistons by ownership concenti ited 1 a
h g ce the vilue of the trick record :
ol cotd s an indicator 1o
profession il mnagers run the fiim ownus may actually 1eplice e

agemen o
“imd otw\::rc: may completely teduce the vilue of the tack rccord (,un:‘,l:
rship muy lso represent stiength Owners of propuctorships ot

gcti)r:crdl pattneiships may duccily contiibuic signufic it
Stre:;)lr:lclfolwnsm through gu irintees may ilso olfer su
e ol 1 svt:)ltz.lr]ssllr]\;:;drcly on the ceitunty ol such second 1y prolection
ny other oo cxclude the investment m the bottowmg fitm and
or example, lowns and single purpose buildings) uscd n the

firm to cleatl
y identify altcinative stienptl
1] dnd it
cicumstinces of the borrowing firm : 10 voud double counting the

diernative stiength
bstantnl dtain wve

Management the intangible varlable

Alth
g ,(:,uf: r;ﬁruec:ddfodl(lls v:;utlen tbout the manage ment Mictor the corsidera
estmate of m st )dlc eviluition of mngement s sticeess ind (2) the
oo suenon Eomen s determimition to tepary In eviluating
vt sooe oo b;] fle'\res;‘ewdence 1s successful ind rdated experience
crtesor maers A,,":;: bul:me success miy depend on 1 whive 10le lor
ticularly, financial) must be devell‘(;as;dg::mqog;hcth s wddttom bl o

Ihe more difficult 1ssue 1o ev
Woids like character

mingement s

e alutte 1s mangement  deternun whon torepay
1
mgness mdmtcgnn ue commonly used to descrihe
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this 1ssue  But if mangement his a clear determinttion to pay, any cir

cumst nces that fead to ¢sh midequicy will probibly not lead to serious

collcction problems A detetminiion to pry can e wsily be pottriyed m what a

manigement s1ys butit cinonly be rehnibly estaiblished i whit 1mangement

does Thus actions taken to reduce debt during difficult tunes in the past

(possibly during the 1ecesston) tepresent concicte evidence Conservative fi
! nanci managets alwiys illustiate a determination to 1eply More ggressive
', mangers may show the determintion to repay through re itistic finwncial plan
! ning (such as through projections) that has been rehiable in the past Of course,
! the lender must also 1espect the customer s integtity ot honesty Since the
| m yonty of mformition will come from the boriower s discussed under the
section on credit judgment the lendet must have confidence in the taw mterial
of the judgment 1l not o1 if ciicd Nets ¢ mnot be venified the lender cnnot
make the decision 1t would be a gimble rather thinac dculted risk

Labor

The utude of Libor can make or bie ik most firms As the required level of
skill increses 1bor can repiesent a severely imiting factor Although contiact
nepotnitions with umons miy ieptesent temporary disruptions that are more
sertous for some firms than others, chronic nd unpredictable wildcat strikes
probably cause more piroblems lhe productivity of labor compared to com
petitots is often the prncipal explination of compai tively low profits or los
ses It 15 neither an e sy vutible to wdentify nor an easy problem to solve

Interpreting economic variables

! Assuming reasonable human decisions, much of the nisk 1s essentially related
‘ to the economic environment Measuring the economic considerations must
begin with distinctions made between economic tevels The diagram in Figure 2
suggests a method of ¢ wegorizing economic levels

Figure 2—Economic Levels

r Political/Legal I

]General Economic Conditions ]

l Industry _‘

l Market I

‘ Firm l

f
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Befo
- S:)e a lenddcr can successfully deal with economic anilysis at the firm
o :i me understanding of the other levels 1s 1equired The other levels m 1y
oduce risk or uncertanty that 1s beyond the control of mn gers

Market where the competition is

Mos
e m:l f;;rrn:hoper\tz on a regional or locil level The m uket reptesents the
d ¢ir products or services 1n 1 re wsonably d
ket Undorermonr P ably delined geographic mar
g the existing and potentiil m
d atkets of firms will hel

» iwlp in
l:.‘nm'ylrllzg who their customers are and who their competitors wre [he l:Jn
gram in Figure 3 1dentifies some of the basic considerations ‘

Figure 3—Market Variables

Alternative
Products
New
Subject
c -
ompetitors Market(s) » | Customers

The track record performance ¢

an be tra
Aiernative vt nsformed by new competitors nd

o aurve pro at serve the sime need Existing competition may be-
pronounced as the growth in the underlying customer base slows

Maiket ¢
onsiderations donmunate the evaluation of retailers and wholesalers

because pr
dect product lines can be altered As a result, the loction with respect to
stomers 1s always a critical constderation

Industry understanding the character of operations

,0)/ v, S
The industry represents the supply of / 17/{7/6 .
satisfying the same needs In orpdl;v l(()> ll:]?:tuf?ts llmttl e ot ot n
tly anything thit cou
l(jrr‘? $ operating costs, sales volumes, or prices (that 1s, ﬁusmess n:ll(
nderstanding of the industry 1s required Lenders should tike ev

::ly to learn about their customers' busmess from all credible :c:ﬁ
th::ulgh (rllo lender can be an expert in all industries to which 1 loan may

ender can be sufficiently knowledgeable to ask questions and

reasonable answers After al]
y It requires far less to under:
works than it does to make 1t work sandfow so

affect a
s), some
opportu

ices Al

be mde,
identify
mething

Many of the basic industry risks can be identified

Figure 4 by the digrim m
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Figure 4—Industry Variables

Existing or

Potential

Substitute

Products

Nature and Uttimate

Supeiy ! Subject Number of Use(rjs gtfs or
Ny * | Industry { | Potential —* | Produ
e Direct Services
Alternatives I Direct ers

tary

New Complemen
etitors Products or

Emfp_’_\ Services Used

with Products

wn industind fiem) should be fit into the
tit buys what it does with it whoit sel:s i
A plhint
to nd wht must be used with 1t reptesents the obvw(l;s blcglgrlll:\egn ml[;e i
n
ket an oppoitunity to undeistd

vistt and tour my give the b e

the bustness to view mnagers i theu own element and to demo

mnterest
tified In
Second the chuwtenstics of  ultimate demand shouldl bt:I |;1:lnof o
this process cycheal and wecul u tiends thit could affect the ?u o e
sales potential ue considered  Lypic dly clear undelstandm;i; ou“;c:lmmjs o
pst trends at the firm and ndustiy levels helps to dmtlcxp;_lle t:m sl n
se in the industiy or firm diversiiicy
cowse fund wnentil change n oS o
mote or less volatile oper wing results i the future thn indicted by t

Fust the bortower (puticululy
st es of production Knowing wh

1ecord
1S Cus

{o undurstand the need 1 lender may have 1o dentify the b;z:lrodwl:: 3o

tomers (or possibly customers custometrs) If that nced1s el;sllby 1 jon )r'mce "
e base
te products competition miy
n the imdustiy o1 by substitu e roduct or
nred 1f the need requues 1 q y
cost adv intges would be requ o
ongoing service price muy be less nnpottant than superior dejlgntfﬁdlng "
nders
th then assoctated costs) Such wu

dur iblity ind service (wi e
the ntwie of competition  will help the lender evaluate past and a )

future opet wing results

e N
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The thud step includes the identific ion of substitutes new competitors or
complements Existing o1 potentrd substitutes represent itein tives for the
frm s customers that ¢ m alfect lutine sales levels wnd prices suddenly

New competitors with signthe it fimnenil techmcit o m uketing wvin
tiges may diwmatically change the 1ules of the gune I the cost of using
product 1ises bec wse of the price o 1 product used with it (ties to gsoling)
the fium s siles m1y be ffected Each of these cicumst inces ¢ in reduce the
vilue of the trck tecord m nticipating the future

Findly the 1bility to cover costs and ensure avail ility of vl mputs
tepiesents potentiil supply problems The consequences of ripidly Hsimg costs
for 1 fium cn be signific int 1if other producers hive moie stible costs o1 the
1stng price mkes 1 close substitute incre wingly more atti ictive In addition
fum in 1 competitive mdustry that sells to relwively few customers m 1y be
forced to 1bsotb put of the cost incieises As bad rising costs ue the
nibility to access 1 cutical input 1s worse A piroduct cannot be sold unless 1t
¢ be finished  Thus m addition 10 1hbor stitkes wnd taw m e il shotrt iges
transportition bottlenecks pollution curtaiments natural g1s shortges (with
out backup), nd severe we ither can 1l fect actu production

The browd seculu tiend of an industry ¢in probably be divided into de
velopmental giowth matuie, nd decliming phises The phise can affect op
pottunities for loans potential for repiyment and an ilyticl consider wons

In the developmental phise the industiy 15 characterized by (1) slow and
uncett un sales growth wnd (2) unpredict ble costs nd 1sset v ilues Since both
primary and secondary souices of repiyment e al best uncert un very good
alternitive protection would be iequited to meet the mdicated boriowing need
In the growth phase 1n obvious need for funds to support the growth 1n assets
could possibly be justified with a track tecord demonsti g a capty to
generate cash over nd above mmnimal requirements In the mture phise
significant competition may result from ndividual firms itempting (o m unt un
growth rates If an mdustry appers to have jeached 1 long tarm dechining
phise lenders should be particulirly ¢ ueful in considering term lo in 1equests
Contiolled short term lending m1y continue 10 be re 1son ible

General business conditions interpreting the big picture

Since the bulk of published economic inform tion concerns the economy the
lender must be able to interpret the implicattons of biod economic tiends foi
tndividual borrowers The logical connection 15 with the mmdustiy ot the muket
An industry may be cyclical if it manufictures a product or provides 1 setvice
that s easily postponed by 1ts customers (discretion uy) ot that 1s dependent on
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L broad level of busiess sctivity (such as industinl products nd transporta
ton suvices) Of coutse not all mdustites ue fected sigmificntly by the
busmess cycle The genenl busimess conditions m 1 puticulir muket can have
dis sttous tesufts on fnims locked nto those mukets Such condittons my be
relited to (1) 1egionil economic tiends (genertl unemployment personal in
come and nflition) that gidunlly affect discietionry income or (2) specific
regional events (closing of a signific it employer and 1 flood) that suddenly
affect numetous businesses

Even fums msulated from sigmficant economic shocks may have to bear a
bio 1l economic vonsequence thiough the bank Banks that must raise interest
rates 1 hine with higher cost sources of purchased funds will foice this
economic condition onto then customers Different fiims will have more or less
difficulty 1n coverig mtetest At the extieme tight money may dramatically
restrict a firm s potential Io anticipate rising nterest rates, the borrower will
alw ys look to the bnker for information on what to expect Although predict-
g future interest 1ates 15 one pt speculation ind one part wild guess, lenders
must help bortowers wdiess this issue A sigmific it misjudgment of carrying
costs th 1 new project ¢ be the difference between ccepling or rejecting a
proposil

Pohtical framework knowing the rules of the game

Beyond the impict government fiscal and monetry pohcies may have on
general business conditions, the political framewotk his various effects on a
firm Government policies affect taxes and numerous costs such as environ
ment 1l and health and s fety expenditures 1n 1egulated industries government
action flects prices and possibly volumes such as forced curtalments The
politcl fiamework may also affect the leg 1 composition chosen by the bor
tower Thus lending to propnetorships partnerships, or corporations requires
different considerations Borrowers who utihze numerous legal corporations
introduce additionnl complications for the lender 1n having access to assets
Properly documenting the loan s 1 necessary skill for the lender to master

The poliicl frimework 15 1 particularly difficult part of the analysis to
anticip ite becwse 1t 1s subject to compromise decision making Fortunately
most competitors will be equilly 1ffected by feder il pohtic il decisions To the
extent local poliic il decisions are nvolved (for example state t1xes or en
vitonment Y 1equiements) fiims may be put at a competitive disadvantage
Lhus lendets must fictor politic il considerations into the lending decision [}

e
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Credit Analysis: Tying It
All Together—Part II

by Dennis C Eisenreich

11” Parr I of lus arnicle on ciedit analysts Demms Civemaich
discusses the importance of working caputal short and mre

mediate term lending, and the varions Jacets of financial anal
ysis Part I1s the article umediately preccding

" The author 15 vice president and manager, Small Bustness
‘I
wision Mellon Bank N A Putshu gh Pennsyvlama At the

tume this arncle was fust published n Jannary 1982, M
Lisentcich was a vice president at Mcllon

Much of the risk 1n commercial lending—the risk of not getting paud on

sche
dule due to cash inadequacy—is related to human and economic

y e Clearesl CVIdenC ol 1 1 ‘

Evaluating financlal variables

To
Sepamcti:gn;z ﬁnanc;lal vz;]rlables. it may be easiest to constder cish mflows
rom cash outflows Since the major cash
v il o cash o ajor cash iflows for any successful
es levels and prices the ab
ability to get enough sal
right prices 1s a key element of th i e
e overall risk (often called /
outflows typically 1esult fr e ety St
om necessary business activit
ot 7 ity such s the prayment
ages and raw matenal purchases and financial decisions ns refllected :/n for

exa
!x mple capital expenditures and debt service The need to meet these oblg
10ns 1s often referred to as financial 115k 5

To av
mummu:lld ca;h inadequacy expected cash inflows must be ¢ ipible of meeting
cash outflows on schedule As long 1s creditors 1nd owners hive

21
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confidence m this cipicity over the long run borrowings wd possibly equity
conttibutions will probably be w ulhible for temporwy shortf uls or discietion
uy outllows such 15 conscious deaisions Lo expnd o1 dd plnt equipment

Working capital Why is it so important?

In 1 wtempt to lumt financnl considerations to v minage ible set the linan
cnil ddement of 115k 1s defined as the imbility of cash genertion to

M unt un working cipitl
M unt un productive 1ssets
Meet debt service on schedule
Pay 1esonble dividends

5 M unt un some l)OllOWll]g powel

Cish genetation 1s defined as profits plus depreciition Assunung the 1
countant s mitching concept 1s wotking propeily (one ndication of the need to
undurst ind accounting)  profits reptesent the portion of sales dollars that are
othuwise uncommitted to period expenses

B DN -

Depreciation sepresents 1 return of previous cash investment that 1s often
considercd comnutted either to 1ephicing fixed assets (thit1s necessry capital
cxpenditures) o1 1o servicing debt onigin Wlly used to puichise the property of
coutse cavh genention (sometimes cilled cash flow or cash thiow off) 1s
comewh it of 1 misnomer since the iwctul cash miy reman tied up in uncol
lected siles (teceavibles) or be quickly retnvested 1 necess iry nventories
Nevertheless cish genertion 1s the most reliable soutce of inteinal funds
eventully av ulable to meet v utous long term demands Because csh genera
tron 1s impottant 15 an indicator of the future 1t should alw 1ys be adjusted for
nomrecurring events both positive and negative

Any fum tht docs not show sufficient cash genes ition to cover these add
gond dumands 1s diewdy m 1 state of cash madequacy A temporary ¢ish
Shottl dl with hittie prospect for improvement ¢n hve serious consequences
Much of the subsequent financial wnlysis will be bult around these demwids
on ¢ wh generwon

OF the lterntive long term demands on the cish generated most lenders
cle uly icknowledge the muntenince of capital expenditures, the requrement
of debt service wnd dividend requirements While excessive or unproductive
¢ ipital expenditutes miy be restricted by a loan agreement, no lender would

consctously 1estiict tequied ¢ pital expenditures The consequence could be
costly brcikdowns

Slow debt repiyment my be the most current clue a banker has as to cash
madeguicy Natusally, Wl binkers follow past due principal and interest re

-p
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0
ports for this teason In fact by the time a borrower 1s fotced to dely paying

y t numerous pdy' nts h dy lOl “ddc del)t "ldy .Ith(fy Il ive beell
in deb ne suc
’ [}

Frnally, 1
- mon}: Nr;;:o:lclrl;l]cldlwdcnd P ryout s prob bly yustified w il but high 1ok
oan covenints acknowledge t}
only 1 cumultive poicent i o o htuictn
1ige of profits Of comse Wl d
o e Al dividends my be 1e
et but the lender may be giving concentrated owners n incentive to
mvent the \gieement o1 to replice m magement

The ad
capit re(;g::)enn\ll retqmrzmcnls for cash genertion to satisfy mimmum wotking
ents and to provide some borrow
ng power aie le il
O ss well under
underqn:::, borr;)wmgkpower 1ssue will subsequently be discussed A clear
anding of working cipital 15 a ciiticy) (
s aspect of finncial
analysis Pressures on work lor of ot
ing capital represent a v ilu bl
s TS o ! « viluble dic tor of prob
ebt service For this rea
son lenders need to
working capital clearly using the financial statements e luate

Thi
dynar::ef:rt;‘znlell de\;(elop two perspectives of wotking capital, static and
rm working capital 1s used to mean b sets (15 1
th current
short term loan for work: . cects (tht e
ng capital purposes) nd net cur
tent assets (th
current assets less current liabilities) Our concern will be to estiblish v(vhel:hl:r

sufficient net working ca
apital (subsequentl
available to support the sales level ) ¥ to be called working e ptal 1

Ina
sarts |,sr[,;:::1 fznt;se (basedlon a balance sheet review), wotking capital 1s neces
e capital structure As of a bala
sanly nce sheet date the diagram n
gure | illustrates the relationship Since the capital structure srmpli tllus

Figure 1—Balance Sheet Relati
onship of
Working Capital to the Capital Structure

Current Curre
nt
Assets Liabilities
Working Capital
Debt
Noncurrent ] Net Capital Structure
Assets Worth
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11 ttes the soucec of capitd commutted beyond one ye i ¥ orhimg capitaliepie

snls the portion of that capstd that ts constntly tevolving through the bust

ness  Lhe revolving isstic will be fusther deviloped unded the dynimic

purspeelive

Ihe stitie view 1s used the scsonil low pomnt (when reeev ibles nd
mventory ve it mintium levels) to estiblish the ibility of the cpitil stiuctuie
to suppott the perm wment or cote 1ssets of the fum Shoit texm borrowed
debt at that date s the key If tecetvable and nventory tutnovers represent
mummum levels mchtion to s s the existence of iy signific int short term
debt (without conresponding  €xcess cash) ndicntes pressuie on wotking
cipitd Thertion e 15 simply thataf - core assets must be hquid ited to meet
Jhott term debt m the shott tam the mibility to meet cash outflows on
vehedule (thit s cash inwdequ icy) 15 thiexdy app vent Obviously, the time
tested proof of working ¢ pital wdequacy is the ability to clear an unsecured line
of credit for nn extended petiod of time pieferibly at the statement dte, to
enstite g unst simply shitting the burden to other creditors

Severn il problems wise with the sttic perspective One 1s secured debt made
on 1 demind note A lendet who does not have confidence n the ability to
wavice tuim debt out of ¢ sh gencition ovel a 1€ 1s0on ble term but who does
five confidence n the second uy protection of curient assets (puticularly,
1ecety ibles) miy mike a secuted loan on 1 demand note While the demand
fe ture ensutes the lendet s ability to chll the foan 1t \lso means the debt will be
chissitied 1 1curient lnbihty for st ilement purposes Since part of such debt1s
revolving wnd supporting cote needs the wotking capital defintion1s distorted
Such debt 1s unlikely to be cleated Another problem is the fact that the lender s
view of this citicl 1ssue 15 limited to the number of balance sheets received
duting the yeu This itroduces the potential for  window dressing thiough
unusual tecetv ible or inventory liquid 1tions 1t statement dates While histott
¢l twnovers re useful in establishing normil levels, a lender who repre-
sents the customer s only bank cn employ the customer s borrowing record
(that 1s, lugh borrowings low boriowings cleniance periods) over the years
Aver ge bonnowings nd deposits (possibly overdrifts) may illustrate 1 grow
mg relince on bank debt to support working cipital The timing of high, low,
and clean up pertods my help the lender to understind season i patterns

1he dynamic need for permnent wotking cipital ievolves around the typical
lag between cish inflows and cash outflows To illustrite a more dynamic
petspective of wotking cipital the long respected cish cycle analysis will be
cmployed The exmples shown m Table 1 will assume that each firm his a
sales 11te of $1 000 pur diy and the turnovers re \t the low pomt of 1 seasonal
cycle (that 1s core levels below which unusunl circumstinces would Le
1equued)
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Table 1—Cash Cycle lllustrations
Captions A CompBanles
A C
1 Sales rate per day 3 IM 3 1M
1
2 Days sales in recetvables 30 "
3 Days sales in inventory 60 gg E
4 Days Iin trading cycle (2 + 3) 90 3
5 Days sales in payables -45 138 o
6 Days sales of working capital required 45 120 ~1(5)
7 Receiwvable investment (1 x 2
8 Inventory investment (1( x 3) ) $2gm s ggm S
9 Trading cycle investment {1 x 4) $90M $150 ;
10 Payable support (1 x 5) —45M 303 $1sm
1 Required working capstal su Y =
pport
12 Current ratio relationship (9 — 10) $4ZT 5122‘\//‘ (1)
Vs

It should be pointed out that the simphstic ex imples in Table 1 wash cash out
with accruals and compute all turnovers with sales (as opposed to cost c‘)f 5 f;"
for inventory) for consistency However, the need for permanent worltcl .
capital 1s caused by the necessary delay of cash inflows—as a resultmgf
uncollected sales (receivables) or necessary reinvestments in invento ¥
satisfying current cash outflows that may be delayed somewhat Ther):h—m
company examples sllustrate that a required level of working capital wnllrle;e
solely dependent on these cycles The cycles are influenced by tﬁe mduslrye

setting up some external comparisons within the industry But ne absolute
current ratio relationships exist

The companies illustrited could have the following charicteristics Compan
A s an assembler of a fairly standard product Many of the parts are purchpl‘se:/l
(giving nise to the high payables) and assembled (accounting for the re 1son‘able
inventory turnover) Thirty day terms are given to customers Therefo;e at the
rate of sales of $1 000 per day Company A would require $45 (')00 f
permanently available cash (that i1s, working capital) to avoid a cash shonnge0

Company B produces a sophisticated high technology product Most cost
are the skilled labor and engineering costs associated with speciilized product 5
The extended production cycle 1s required by the individual work 'm?J the Icoiv
payable support 1s related to the relatively minor portion of ;ulcs doll
represented by purchased matenals All employees are paid weekly Since :}\rs
product must be set up At the customer s location and tested prior to beco .
operational extended receirvable terms must be given Although |dvTr::§
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pwments on spectilized products we somelmes requued m such cases
Comp wy B would otherwise require $120 000 tn working capit il to support the
signific it Lig between ¢ sh inflows and ¢ sh outflows

Comp iy C could be wm wdvertising compny o1 msus wnce broker (most
likely 1 service ontented nuddlem ) No mventory ind spontineous cieditors
willing to wut until cish 1s collected may eliminate the need for significant
levels of working capital

Such a dynmuc approich 1s useful m distinguishing between a permanent
and a short term need If Company A must build inventory to twice its low
point pitor to 1 selling se1son such a tempoi iry need would naturally be filled
by short teim debt However if Company B s sales rate doubles to $2 000 per
day, the doubling need for permanent working capital may easily lock a
short term bink 1o wn into the comp ny for an extended period

In 2ddition the dynamic approach ts a useful technique 1n undeistanding
wht the static current ratio relationship imphes I1f Company B had a cuirent
tatio of 2x much of the need for working capital to cover for a stable or growing
compny the permanent vord between inflows and outflows would have to be
supporled by short term borrowed debt in n 1ccounting sense Such debt
could only be clewred undur the most undesirable circumstances (that 1s,
unusul asset hguidition)

A successfully growing fitm may, however illustrate the capacity Lo service
vterm low Miking « term lon (commutting to the fivm s capital structute for
permanent working cipital requirements) would swisfy the permnent need
While such pressures on wotking capital are otherwise the clearest sign of cash
inadequacy, the borrowing power imphed by an adequate collateral position
may make the loan cceptable on a secured basis

Evaluating working cpital 1s comphcated by the borrowing power issue A
firm that shows signs of working capital pressures but continues to have
sufficient borrowing power to satisfy the problem has more of an academic than
a real problem assuming interest ¢ be covered Otherwise, the working
capital evalution may be the best clue in the financial statements of a pending
cash shortige While it 1s certainly the most important analytical 1ssue to any
creditor getting pud 1 cash it 1s 1so the most difficult to evaluate

Short term lending What does short term mean?

All approprite financing 1s based on understanding the purpose of the loan

~
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hquid ition of inventory at the best possible price) In addition, alternitive
protection my be available fiom other assets or owners With legitimate
shott term lending 1t 1s usually presumed that the lender can get pud in the
ordinuty course of events in the short term (such 1s within a yewr) Thus the
lender 1equires 4 cle u underst inding of the workimg cipit il wequicy alieady
discussed If permanent working caipitil 1s ndequte, slow piyment or
continuous refin incing beyoad a yetr should be anticipited If cash generation
15 sufficient to service additional debt, a term loan may be mote ppropiite If
cash generation 1s unlikely to service the debt over a reasonble term without
causing an tdeatical problem, the loan may still be made on a strong collateral

position If working capital 1s judged to be adequate, flextble short term lending
1s easily accomplished

The elements of appropniate short term financing include
I Understanding the specific purpose

2 Snucturing the maturity 1n ine with the primary source of repayment

3 Identfying the cerrainty of secondary sources of rep iyment implicit in the
purpose

4 Evaluating ilternative protection avatlable from the balance sheet and
possibly

5 Ensuring access to secondary pirotection by tiking security

While the following discusston will be limited to generl situitions the ele
ments can be 1pplied to iy situition no matter how speciahized As the
alternative protection of a strong working cpit 1l position wnd cle ir borrowtng
power deciine, the loan must be structured in line with the piimary source of
repayment so that slow payment initiates an inquiry by the lender Secondary
sources may continue to represent excellent protection, but collecting 1g unst
secondary sources will force management to make decisions 1t might otherwise
avoid Showing interest may be all that 1s required

T'wo types of facilities will be discussed, trinsaction lo ins 1nd hines of credit
Normal recurring needs to support temporary (such as seasonil) receivables
and inventories or to take cash discounts may justfy a hine of credit The hine
may be disclosed or undisclosed (sometimes called a gwdince line) Such
purposes have primary sources of repayment that cn easily be ev iluited with
the track record To justify the flexibility of 1n unsecured line that could actu
ally be used for anything, the firm must also llustrate an adequate wotking

1
The putpose could be to buy seasonal inventory Such a purpose usually :ﬁ capital position In addition, no significant changes in the firm s financinl condt
implies dfP:"“ ‘f)l’l source of rep ljll‘elll (S'ﬂde of the '“VC“;OFY tn the lOE;i“r‘:;Z N tion would be expected If the leverage 1s high or subject to significant change
course of the selling season) ind a secondary source ot repayment (lo ?t collateral may be required even if the line ts otherwise considered short term
B
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Short tam s whion Jo s we typicilly made on time notes as the need
wises Such loins may actully be for  recurting  purposes, but bec wse the
lender s no ceu trck record to evaluate (for instnce 1n stait up or turn
wound situtions) & 11 s iction o would probibly be ppropiite Other
wise untsu il necds (unust il bulldup m recervables o1 mventoty) o1 concen
i ated needs (fo w to 1 contt wtor to suppoit one 1ecavble) should be sausfied
with shott term notes stiuctured n hine with the expected end of the need
Thus slow piyment or ielinancing should be accompinied by an explanation of
what went wiong Stnce the tiick 1ecord does not necess wily help evaluate
such situons  the piyment 1ecord mote than finincial statements must help
monitot the credit 11 the alterntive protection in the firm 1s also we ik, teason
ible colltural may need to be tiken to do the deal Although demand notes
my be used with colliter d using i unsecuted dem ind note destioys the best
monitoting technique v ulible to v lender—the piyment tecord

Intermediate term lending Does the purpose help pay the loan?

Intcrmediite term loans must be stiuctuied ccording to the producuvity of
the need and the av ulibibity of the primuy souice of iepayment  The elements
ol ppropite mtcimedite finncing ue

| Understinding whether the specific purposc will be productive m supple
meonning Lsh genertion

2 Structuning the maturity in hne with the w uhibility of the primary source
of iepriyment

3 ldentiying the certunty of second uy soutces implicit in the purpose

4 Lvaluiing iltern wive protection from existing cash generation {possibly
diluted by dditional interest) the financial condition ot guarantees

§ Possibly ensurmg iccess to second wy protection by taking and control
ling collater il when pnimuy sodrces are uncettain difficult to judge over the
term o1 subject to sigmfic wt alterntive demands (such as dividends)

While speciilized types of fincing such s le 1ses and mortgage lonns are
put of this citegory spice hmuts the discussion {o moie common types of
intermedite term finwang Tam lows may be used for fixed asset require
ments (for cxample cqupment) that e expecied o generate additional csh
immeditely  fam lowns miy so be used when the purpose may not be
expected to supplement cish generation If the purpose is to solve an existing
working cipital we ikness  buy back stock acquue the comp iy, extend the
matunity of existing debt o1 suppott unproductive capit il expenditures such as
for pollution equipment the ci1sh genertion indicated by the track record may
not marcise Cish gener won may actually decline s additional 1nterest 1s
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mtroduced without expanding productive assets {fos exwmple acquisitions,
buying back stock or unproductive investments) Thus if the debt service

becomes too much of 1 burden the pryment record will help the lender monutor
the credit qu ihity

Tetm loins may be combined with 1evolvers o1 standbys under cetrtan cn
cumstances Sniiller buldings (th it may not requue the controls of constiue
tien finncing) or equipment may not be productive m gener wting ¢ash during 1
construction or start up period During thit petod, it 1s unreasonable to force
tepayment Thus, the grace period, a standby credit, or possibly 1 revolver (for
very good credits) mny be used Once cash generation stirts the lender ordi
naily will put hus claim on the cash flow by amoitizing the loan Permanent
working cipital requirements that result from successful growth may also jus
tify a revolver and term loan Such 1 facility does not require repiyment during
the revolving period acknowledging that much of the cash generation s tied up
in growing receivible and inventory investments Forcing repayment would
reduce the growth potentiil However the cipacity to pay under slower growth
conditions must always be clear The term loan puts the cieditor s claim on the
cash generation as 1t 1s expected to be available in the future

Other important financing 1ssues beyond the scope of this irticle are pticing
documentation planning maturities, and spect ilized financing Of course, prlc'
ing 1nd documentition are secondary tssues until the credit 1s Judged to be
acceptable and the loan 1s properly structured

Borrowing power A look at the balance sheet

Measuring borrowing power 1s a matter of Wentifying how much addirional
debt the firm may be able to attract and handle If a firm can attract httle or no
additional debt an unexpected setbick could hive serious consequences To
tract additional debt, a firm must be capable of servicing the debt Debt to
solve problems probably implies that no additional earning power would result
Thus, existing earnings would have to be able to cover higher levels of interest
(perhaps, after adjusting discretionary expenses) The level of interest coverage
1s an obvious considerition Beyond handling mnterest sufficient excess cash
generation over mintmum demands must be available to service principal
Whle cash flow covernge of current maturities 15 often employed, the mynynup
demands of capital expenditures, working capital (under growth conditions)
nd possibly dividends on cash generaiion must also be considered Althougl;
leverage relationships are often employed in evaluating borrowing power debt
must be serviced so no static leverage relationships necess irtly apply
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General approach to financial analysis

Fianend inalysis teprescats the foeal pomt of evalutting nsk  Of course,
understanding, secounting tepresents vncceessuy evil This section will brefly
outhne 1+ gener 1l pproach

Evaluating operating successes and failures

Anlysis ordiminly begins with sales which represent the principal cash 1n
flow ©he stability of tiends and the 1ate of growth have implications for bor
rowing needs s well s the capacity to pay Successis however, measured by
discrction uy profitibility not s ies levels Discretion uy profits possibly n
cluding, obvious wjustments such 1g profit shuing must be able to cover
voliile interest wd provide suflicient cish genei wion to cover long term
needs Economic and human considerations e obviously critical to under
stnding nd mtcipating gross wnd operaling mugins

Interpreting financial consequences and decisions

Analysis genenilly moves fiom the Income statement into the funds flow The
funds flow 1s the most under ited 1spect of nlysis As defined financi il 1isk
represents the imbihity of cash gener won to meet the five dem wnds previously
discussed  1he constder won begins with the triend m ¢ 1sh generition which 1s
Fugely a summouy of oper g results After djusting for nonrecuriing events,
conhidence in futie cish gener ion 1s usually based on 1 stible 1ather than
volitile tiend

Whether the level ol cash generation 1s sullicient depends on the various
demnds Some firms will need to meet signific it demands for dividends
capitil expenditures debt seivice, wd working cipital Othess may hive min
il demands tor dividends ete Of course the lender must attempt to distin
guish between essentil needs  such 1 tequited capital expenditures and
conttwtul muturtties  wnd 1cported expendituies which may be in part dis
cictionuy Capital expansion and prepayments of debt would be examples of
the httar The funds flow an ilysis concludes with a ¢ch wnge n working capital

Using the best clue as to nisk

A sigmhic it dechine in working ¢ ipttal to cover long term needs (established
m the {unds flow) or 1pdly prowing receivables and mventories (with s les)
my esly lock short tam debtinto the firm s ¢ pital structure 1f ¢ ash genern
tion 1s sufhicient to yustily rchmweng the ptessuie cin be easily 1elieved Or if
vstrong coll el position exists the lo s m 1y be secured In either case, the
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pressuies on working capit il and on the 1bility to meet oblig itions on schedule
ue clear

In Wddition to the in wihity to cle u the line the pyment of tride debt my be
deliyed to the point tht the \ctual need for working cipitl 15 v wstly under
stated by shott term bank debt Significant i wde slowness 1s lso 1 sign of
working capital pressures and cn only be established through u e sei1vices or
tnvestigation  Although working capttil pressutes ate the best symptoms of
cash madequacy i financial statements, evaluating work cpital 1in conjunction
with borrowing power 1s an acquired skill The previous discussion on working
capiti] should help i developing 1t

Projecting everything forward

Because lenders get paid in the future, financial statement an ilysis 1s only
uselul as an indicator of the future If the track record 1s expected to represent a
reasonble indicator of the future, this projection may be informal If the size or
circumstances of the loan or fundamental change n the human or economic
elements reduces the vilue of the track record, formil progections m 1y be
required Analyzing those projections follows a pattern similar to evaluting
historical statements except such projections are statements of hope rather
than fact Projections should always be tested by constdering lower s iles lower
profit margins higher interest, heavier inventory and higher receivables which
tend to be the most optimistic areas

Estimating the options

Lenders always reach the pont of considering the worst case Wht if things
do not work out as expected? This aspect can be called estim ing the options
The static balance sheet strength 1s a part of this consideration But although
the leverage (debt to worth) may be low the firm may not have the dynamic
Capacity 10 meet interest ind principal In such a case, wditional debt may
stmply add to the problem If some capacity to handle the debt 1s clear a strong
balance sheet or a balance sheet dominated by hiquid and certain asset value
such as the value of receivables may ndicate the potential collateral available
to ensure repayment In addition, significant off b ilance sheet value may jus
tufy borrowing power Any reliance on off balance sheet value must be accom
pamied by consideration of such off balance sheet liabilities as guarantees and
by some independent verification of such value (for example, an appraisal)

Making the credit judgment

Eventually good lenders put the pieces of the puzzle together They will
arrive at a decision n therr own way regardless of how similar therr tr uning
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Outlining the Process of Forming & Updating Credit Judgments



OUTLINING THE PROCESS OF FORMING & UPDATING CREDIT JUDGEMENTS

EORMING CREDIT JUDGEMENTS UPDATING CREDIT JUDGEMENTS

1) ACQUIRE THE BASIC INFORMATION ABOUT THE BORROWER

A) HISTORICAL & CURRENT FINANCIAL A') CURRENT FINANCIAL INFORMATION
INFORMATION
B ) BACKGROUND INFORMATION B) BROAD EXPLANATION OF CURRENT PERFORMANCE

2) ACQUIRE BASIC INFORMATION ABOUT THE LOAN

A) SIZE & PURPOSE OF THE LOAN A) SIZE & PURPOSE OF THE LOAN

B) SOURCES OF REPAYMENT B) STATUS & USE OF EXISTING LOANS
C) SOURCES OF REPAYMENT
D) CONDITIONS / VALUE OF COLLATERAL

3) PRELIMINARY REVIEW OF RISK

A) ASSESS COMMITMENT EXPERIENCE & A) EVALUATE CHANGE OR INCONSISTENCIES IN
TRACK RECORD OF HUMAN VARIABLES HUMAN VARIABLES

B) ASSESS BROAD POLITICAL & ECONOMIC B) RE EVALUATE CHANGING POLITICAL OR ECONOMIC
RISKS RISKS

C) IDENTIFY OPERATING STRENGTHS & C) EVALUATE CURRENT OPERATING PERFORMANCE
WEAKNESSES APPARENT IN TRACK RECORD AGAINST EXPECTATIONS

D) EVALUATE STRENGTH & STABILITY OF CASH D) EVALUATE RECENT CASH FLOW & INVESTMENT
FLOW IN RELATION TO HISTORICAL DEMANDS DECISIONS IN RELATION TO PLANS AND FINANCIAL

E ) ANTICIPATE FUTURE OPERATING CONSEQUENCES
PERFORMANCE & INVESTMENT NEEDS & E) ANTICIPATE FUTURE OPERATING PERFORMANCE
CAPACITY TO SERVICE DEBT & INVESTMENT NEEDS & CAPACITY TO SERVICE DEBT

A
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FOUR STEPS TO F/S ANALYSIS

1)

1)

2)

3)

Look at the F/S and read the notes first and then the auditors opinion which will be one of
the five following statements

a) Unqualified ( clean ) opinion

b) Unqualified but with “Expianatory” language
c) Qualified opinion

d) Adverse opinion

e) Disclaimer of opinion

If you have more than one year, spread the statements by accounts and look for
differences and trends

Construct the ratio’s
Liquidity ratio
Coverage ratio

Leverage ratio
Operating ratio

Compare ratio s to similar industries
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10 Practical Trade Web
Sites for Export Pros

Export professionals can waste a lot of time
browsing the Internet, or save real time and
money by knowing where to locate international
trade resources that are useful-—and even criti-
cal—to your operation ME screened dozens of
sites to assemble the following list of 10 “best
picks”

v’-’%\; Tradeport
www tradeport org Looking for a
banker, freight forwarder, or trading com-
pany to help you export your products?
Looking for qualified international trade
leads? Need comprehensive market and
industry research? Wondering what trade
shows and events are gomng on? Just be-
gining to export but need some help
from an interactive international trade tu-
tortal? Thus site, with support from the
U S Commerce Department, will help
you It also features a powerful company
search engine

™ US Customs Service

www customs ustreas gov/travel/

forms htm Download 32 commonly used
international trade forms such as Cargo
Declaration NAFTA Certificate of Ongin

\(&

ST Syt 3
okl T e
T

Scott H Bowes
Manager Export Sales

Hershey Int! President

Global Customs and
Trade Specialists Inc

Steven G Cermola Diana E De Bnzz Paul A Horowitz
Intl Sales Manager Export Manager Int! Trade Attornev
The Bilco Company Hatco Corp Coudert Brothers

& Continuation Sheet, and Arr Cargo
Manifest Customs regularly adds infor-
mational materials The latest 1s the 144-
page book, “Importing Into the United
States ”

= Export Legal Assistance Network.

www nemonline org/elan Sponsored by
the Federal Bar Association, Commerce
Department, and U S Small Business Ad-
munistration, the site puts exporters in
touch with a network of 250 lawyers mn 70
US cities on topics such as export licens-
ng, foreign taxation, boycott laws, export
finance, and intellectual property protec-
tion First half-hour of consultation 1s

free

&_ World Exports
www usaexports net This 1s a multilin-
gual site designed “to assist exporters and
mmporters meet directly through the
Internet ” The site links to hundreds of
US exporters’ Web sites, World Trade
Centers, U S embassies, Amencan
Chambers of Commerce, US govern-
ment agencies, and an SIC database

L Cargolog

www cargolog com Specializing in
cargo data research, this new site provides
free Web and e-mail links to 900 transport
compantes and services by geographic lo-

Enc A MacDonald

’ Director,
A 5\@;'2',?%30,7'2 ”2}”' New Products and
Market Development

Werrton Steel Corp Grayden America
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& Administration Inc 29 West 35th St New York NY 10001-2299 ©1999 Institute of Management & Admimistration Inc Subscrivers
are im 1ted to make periodic copies of sections of this new sletter for professional use However routine photocopving or electronic distnbution
to others 1s a copynight violation For information on our site hcense mult-copy pricing electronic site hicense programs and reprints contact
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cation (city and country) and services of-
fered

~—  Trade Show Central www tscentral com
= Thus site lists international trade shows,

senunars, and conferences, along with ex-
tensive directories of suppliers, venues and
facilities, and Webcasts around the world
and i the Umited States Sign up to exhibit
onlme and take advantage of Internet-
based tools and services to assist with
event management and promotion

NAFTA

www nafta net Business directornes,
trade data, and articles on NAFTA and
GATT, as well as data on NAFTA mem-
ber nations and links to other relevant
sites

Sealink
—=. www sealink com Thus site, aimed at

== ocean shippers, features the Export 2000
system that lets export pros file declara-
tions (50 75 to $2 50 each) with Customs
and master bills of lading (S0 50 to $1 00)
with ocean carriers online The site also
allows filing of air shipment documenta-
tion

(96

Tiade Compass
T3  www tradecompass com A new feature
of this site 1s the Caravan system, which
uses the ‘Net to enable traditional types of
EDI letting exporters transmut data from
their computers to Customs and business
partners Caravan receives your data,
translates 1t into specialized EDI formats,
and routes it to the proper destinations
The site also features the Logistics Man-
agement Svstem

Export Essenuials (THS TransPort Data
Solutions)

www exportessentials com Ths site fea-
tures classification and research data and
links to Trade Expert for classifying im-
ports There are dailv updates of export-
related Federal Register notices a FAQ
page and related links .

=

Exclusive ME Survey:

Export Pros Report
Latest Int’]1 Trade Terms
To Asia & Middle East

With signs that the “Asian flu” 1s abating
somewhat, export professionals may be starting
to see some light at the end of the tunnel Crisis
or no crsis, this vast region 1s just too important
to turn away from, and Managing Export’s latest
survey—of what Incoterms your competitors
coast-to-coast are negotiating with their Asian
customers—will provide you with valuable data
ME’s survey results cover 20 nations 1n Asia and
the Middle East and are organized by country,
type of industry, company size, and the mterna-
tional trade terms negotiated The data appears
on pages 4 and 5

With the Asian Development Bank forecast-
g that growth could resume 1n most Asian
economues by the latter part of 1999, our data is
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 Philippines, 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 Asian Market

As the graph on the front page shows, when
we ask export managers nationwide what
Incoterms thev use when shipping 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 1nsurance against the customer’s rish of loss
or damage to the goods

The only other trade terms figuring signifi-
cantly 1n this market are FOB (Free on Board)

continued on page 4
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RISK RATING CHARACTERISTICS FOR BANKABLE CREDITS

RISING RATES

ISSUES HIGH QUALITY ABOVE AVERAGE AVERAGE BELOW AVERAGE INCREASED RISK
SALES & EARNINGS ( HISTORICAL & STABLE/GROWING MARKET MAY BE PERIODICALLY SUBJECT MARKET MAY SUFFER PERIODIC MARKET MAY REFLECT MORE MARKET MAY BE VERY MATURE
EXPECTATIONS ) MARKET TO MINOR WEAKNESS WEAKNESS OR EXPERIENCE RAPID VOLATILITY OR SIGNIFICANT HIGHLY CYCLICAL OR HAVF INTENSE
GROWTH COMPETITION COMPETITION
STABLE SALES GROWTH & SALES FOLLOW OR EXCEED MARKET SALES FOLLOW MARKET SALES TREND ILLUSTRATES MARKET SALES TREND MAY BE VERY SLOW
EXPECTATIONS OR SPECIFIC PROBLEMS OR RISKS SUBJECT TO DRAMATIC PROBLEMS OR
VERY RAPID GROWTH
SIGNIFICANT EARNING POWER IN CONTROLLED GROWTH & COSTS BUT EARNINGS POWER MAYBE AVERAGE EARNING POWER IS LOW IN RELATION EARNING POWER IN RELATION TO
RELATION TO ASSETS PERIODIC MARGIN DECLINES BUT SUBJECT TO MARKET WEAKNESS TO ASSETS OR VOLATILE ASSETS 1S CHRONICALLY LOW
OR CONTINGENT ON GROWTH DECLINING OR SUBJECT TO
SIGNIFICANT LOSSES
SIGNIFICANT EARNING POWER IN
RELATION TO ASSETS ON AVERAGE
INTEREST COVERAGE SUBSTANTIAL INTEREST COVERAGE SUBSTANTIAL INTEREST COVERAGE ON MORE THAN ADEQUATE INTEREST COVERAGE IS GENERALLY COVERAGE IS MARGINAL SUBJECT TO
( HISTORICAL & COMPONENT OF UNDER ALL CONDITIONS OR AVERAGE THOUGH MAY SHOW MINOR COVERAGE ON AVERAGE BUT ACCEPTABLE BUT SUBJECT TO PERIODIC WEAKNESS BUT MANAGED
BORROWING POWER} EXPECTED CONDITIONS WEAKNESS DUE TO MARGIN DECLINES OR SUBJECT TO PERIODIC WEAKNESS PERIODIC PRESSURES THAT MAY LIMIT | OR LIMITS SIGNIFICANT ADDED

BORROWING POWER

BORROWING

CASH FLOW TRENDS & DEMANDS
{ HISTORICAL & EXPECTED DEBT
SERVICING CAPACITY)

STRONG & STABLE TREND IN CASH
GENERATION

CASH GENERATION MAY FLATTEN OR
SHOW MINOR DECLINES BUT GENERALLY
IMPROVES

CASH GENERATION ILLUSTRATES
SLOW GROWTH MARKET PRESSURES
OR IS CONTINGENT ON SALES
GROWTH BUT IS CONSUMED BY
ASSETS

CASH GENERATION IS VERY SLOW
GROWING IN RELATION TO ASSETS OR
VOLITILE

CASH GENERATION IS LOW
DECLINING OR SIGNIFICANTLY
LAGGING ASSET GROWTH

SIGNIFICANT INTERNAL FINANCING OF
ASSET GROWTH

CAPACITY TO SERVICE DEBT IS
CONSISTENTLY CLEAR 8 SIGNIFICANT ON
AVERAGE

CAPACITY TO SERVICE DEBT IS
ADEQUATE ON AVERAGE

HIGH DIVIDEND PAYOUTS

EXCESSIVE DIVIDENT PAYOUTS

CASH FLOW ABILITY TQ SERVICE TERM
DEBT IS STRONG & STABLE & ABLE TO

REASONABLE 1S ACCEPTABLE ON AVERAGE 8UT BORROWING POWER DUE TO
SUPPORT ADDED TERM DEBT SUBJECT TO PRESSURES CAUSING INABILITY TO SERVICE OVER
REFINANCING REASONABLE TERM

DIVIDENDS & ASSET CONTROL ARE

CAPACITY TO SERVICE EXISTING DEBT

LIMITED LONG TERM DEBT &

WORKING CAPITAL ADEQUACY

CONSISTENT ABILITY TO CLEAR BANK
LINES

CONSISTENTLY ABLE
TO CLEAR BANK LINES

TYPICALLY ABE TO CLEAR BANK LINES

PERIODIC PROBLEMS OF DIVERSION
OF CASH MAY CAUSE WORKING
CAPITAL PRESSURES

EFFICIENT RECEIVABLE & INVENTORY
TURNOVERS

UNUSUAL RECEIVABLE OR INVENTORY
BUILDING ASSOCIATED WITH MARKET MAY
PERIODICALLY INCREASE
PROPORTIONATE USAGE

UNUSUAL BUILDING ASSOCIATED WITH
MARKET MAY PREVENT CLEARING
PERIODICALLY

OBVIOUS WORKING CAPITAL
PRESSURE

HEAVY RELIANCE ON SHORT TERM
BANK DEBT OR PAYABLES IS COMMON

RELIANCE ON ADEQUATELY SECURED
BORROWINGS WITH PERIQDIC LIMITS
ON BORROWING POWER IMPLICIT IN
ACCEPTABLE ASSET PROTECTION

PAYABLES ON A DISCOUNT BASIS

RAPID GROWTH MAY LOCK IN SHORT
TERM BORROWINGS TO BE
REFINANCED

LEVERAGE
{ HISTORICAL & EXPECTED MARGIN
FOR ERROR IN ASSETS

ABSOLUTE LEVEL RELATED TO ASSET
TURNOVER

LEVERAGE IS GENERALLY STABLE BUT

SUBJECT TO TEMPORARY ASSET BUILDING
THAT IS SUBSEQUENTLY CONTROLLED

LEVERAGE IS SLGHTLY MORE
VOLATILE OR MARGINALLY DECLINING
DUE TO ASSET BUILDING OR
PERIODICALLY WEAK EARNINGS

LEVERAGE MAY BE SUBJECT TO
UNCONTROLLED ASSET GROWTH
PERIODICALLY

LEVERAGE IS HIGH

RELIANCE ON BORROWED DEBT IS
LOW IN RELATION TO ABILITY TO
SERVICE

ASSET COVERAGE IS SIGNIFICANT WITH
PERHAPS A LIQUID ASSET BASE

ASSET COVERAGE IS ADEQUATE ON
AVERAGE & CONTROLLED AFTER
UNUSUAL BUILDING

VOLATILE EARNINGS QR HIGH
DIVIDENDS MAY RESTRICT EQUITY
GROWTH

SPECIFIC ASSET COVERAGE OF
COLLATERAL FOR LOANS IS
ACCEPTABLE

LEVERAGE IS STABLE & PROVIDES
SIGNIFICANT ASSET

(PERHAPS LIQUID) COVERAGE OF
DEBT

ASSET COVERAGE 1S DEPENDENT ON
LESS LIQUID ASSETS BUT MORE THAN
ADEQUATE COLLATERAL EXISTS

REPAYMENT OVER REASONABLE
TERM WOULD BE PARTIALLY
DEPENDENT UPON ASSET
LIQUIDATION

Prepared exclusively for the JLGC by FIRST WASHINGTON ASSOCIATES LTD

28/07/99
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(JD'S - 000 OMITTED )
BALANCE SHEET
Notes 1996 1997 1998
ASSETS
Cash in hand & at banks 4 129 137
Certfficates of Deposit at 10% 360
Term deposits at 9% 3 8 494 10 704| 10,985 90
Investment in company shares 4 8435 890 6 816 1
Other current assets 5
Accrued mterest 786 78 828
Accrued commissions 145 315 558
Prepaid Expenses 34 97 98
Refundable deposits 11 18 25
Total Other Current Assets 977 1212 151 1
Investment in government bonds 1000 988 2
Fixed assets 6 142 6 184 2 163 1
Total Assets 10 582 50| 12913 90| 13 478 30
LIABILITIES & SHAREHOLDERS' EQUITY
Liabiilties
Proposed dividends 8 3226
CBJ unpaid dividends 9 150 296 3 296 3
Deferred revenue 10 792 74 9 54 9
Other liabilities
Board of Directors renumeration 25 25
Scientific research & vocational tramning 4 61 45
Universities fees 48] 45
End of service endemnity provision e ! 193
Accrued expenses [ 93 93
Unpaid call-up capital on investee co ‘ 56 2
| Accrued re-Insurance fees ! 56
| Total other habilities 7 67 3 999 68 3
;Loan guarantee provision 12/ 149320, 173130 179740
! |
Total Liabilities 211240 220250 222120
' l
‘Shareholders Equity !
Authorized capital of 10 Million shares 13

'Subscnbed capital of 9 875 000 shares

Paid in capital 8 065 9 875 10 000
Statutory reserve 117 4 163 9 2094
Voluntary reserve 117 4 163 9 2094
Retained Earnings 170 3 508 4 8382

Total Shareholders Equity

847010 1071130 11257 10

Total Liabilities & Shareholders Equity

10582 50 1291390 1347830




INCOME STATEMENT

Notes 1996 1997 1998
'Revenues
Commussions on guranteed loans 702 118 4 21
(Commissions on guranteed export loans | 18 127
iCounsulting fees 32 39
Total income from operations 123 4 2276
Amount recovered from loans written off 14 9 152
Interest Income 77590 100080 9627
Bonds interest 908 905 906
Certificates of deposit Interest 52
Dividends 113 137 105
Other Income 11 132 207 215
Total Revenue 9616 1,26450{ 1,33370
}
Less Loan guarantee provision 12 177 8! 414 2412
Export Guarantee Provision 4
General & Administrative expense
Salaries & Wages 123 5 1722 2329
Contributions to Sacial Security 7 8! 141 175
Contributions to Savings Fund 6 31 103
Board of Director's Transportation 206, 207 26
Rent 16 9 20 262
Depreciation Expense 306 42 4 47 6
Maintenance Expense 04’ 07 13
Vehicles Expense 61 64 66
Marketing Expenses 286 235 148
Professional Fees 168 87 119
Office duties & tramning courses 191 248 272
Employees incentives 78 116
" Fees & subscriptions - i 126 09 o
" Statonery & pnntings - 77 119 8
" " Post Telephone & electricity I 61 101 127
" Others ST o 73 1'1—8( 14
~_ Total _Gene_rgl_& ._A_dr_mnlstratlve Expense_ L 1_5 _*3111 L jliB;_ 458 9
- Prowision for decline in value of Investments I 4 164 9 1? 174 5
!
“Net Income b/f taxes & other provisions —_j 4562 4655 454 9
1
" Prowision for scientific research etc 1 ) 45 46 45
" Provision for universities fees T ;’ 45 46 45
' Board of Directors renumeraton o ! 183 25 25
|




Net Income 4287 4312 4208
Add Retained earnings previous year 1654 170 3! 508 4
l

\Income available for appropriation 584 1 6015 9292
Appropriation

Statutory reserve 4586 163 9 2094
'Voluntary reserve 456 163 9 2094
Proposed dividends 3226

Retained earnings year end 1703 508 4 8382
Total 584 1 8362 125700
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FROM ORDINAL TO CARDINAL MEASURES OF COUNTRY RISK

by

Dr Damel I Bond
Vice President & Chief Economist
Export-Import Bank of the United States

Note This paper was first presented at the Berne Unmion Workshop on Country

Underwniting and Treatment of Sovereign Deot held in Cape Town, South Africa,
13-16 Apmi 1992



FROM ORDINAL TO CARDINAL MEASURES OF COUNTRY RISK
I Introduction

in the past, Exumbank’s country nisk assessments have focused on the relative degree of
repayment risk. The final result has been country ratings, where each country was placed mn
one of 6 categories (A, B, C, D, E, F) If it was decided that a country did not provide
"reasonable assurance of repayment" for new transactions, 1t was placed in the fughest nsk
category (F) and Exumbank support was not made available Countries with ratings A
through E were eligible for support, although vanous restrichons were often placed on
countries placed mn category E

These ratings focused on risks mnvolved m sovereign transactions (1 e , those n whuch the
government of the foreign country provided a full-farth and credit commitment to repay)
Non-sovere:gn transactions 11 a given country are normally considered to be riskier than
sovereign transactions Tlus was reflected in the Bank’s policy of charging standard
surcharges over the sovereign fee for non-sovereign transactions The surcharge for public
non-sovereign entities, commercial banks and highly creditworthy private compames was
20% A 100% surcharge over the sovereign fee was placed on transactions with other
creditworthy private compames

While Eximbank charges misk-related exposure fees on each transaction to help cover losses
due to non-payment, until recently no attempt was made to explicitly estumate the potential
magmitude of such losses for each transaction Rather the fee structure was designed so that

Sximbank fees would be highly competiive with the fees charged by other export credit
agencies

Exambank’s nisk assessment system and the financial implications denived from these ratings
1s now undergomg fundamental changes

The Federal Credit Reform Act of 1990 requires that all U S government age-cles providing
cross-border loans, guarantees or insurance follow new buageting procedures ! Under credit
reform rules, each transaction 1s scored in the budget on the basis of the estimated financing
and nisk subsidies entailed by the transaction Financing subsidies are calculated as the
arfference between the interest rate charged on the transaction and the government’s cost of
borrowmng Rusk subsidies are calculated as the difference between the exposure fees charged
on a transaction and the expected losses due to non-payment For each agency, the sum of

all subsidies during each fiscal year can be no more than the amount appropratea by
Congress

! For bac\ground on credit reform ses Barry P Bosworth, Andrew S Carron and

Eszoera H Rhyne, The Econorucs of Feaeral Creait Programs, The Brookungs Insututron,
Wasnington, D C , 1987

[R8]
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“he following foreign credit agencies are affected by these changes
e  Export-Import Bank of the Umuted States
e Commodity Credit Corporation (CCC) Agnicultural Export Credit Sales Program
e  QOverseas Private Investment Corporation (OPIC)
e Agency for International Development (AID)
® Department of Defense Foreign Military Sales (FMS) Program

Starting 1n FY’93 these agencies will operate under a uniform system of risk assessment

; uch was developed during 1991 by an mteragency working group The group was chaired
by Office of Management and Budget (OMB) with representation from the above five
agencies and the Departments of Treasury and State Officials from the Council of
Economic Advisors and the Federal Reserve System also partcipated

In a formal sense credit reform requires that agencies use common soverelgn risk
assessments only for budgetary purposes In reality the mmpact 1s much more pervasive For
example, the Eximbank Board has decided to adopt the imteragency ratings and use them as
the basis for setting cover pohcy and exposure fees

* mteragency group has so far addressed only the risks associated with medmwm- and long-
L. sovereign transactions This type of transacuon 1s the "common denominator” for all
U S government foreign loan and guarantee programs OMB recognizes that sovereign and
non-sovereign risks are very often different, and that short-term cover 1s often treated
aiferently than medum- and long-term transactions by both creditors and debtors  (For
example, the Pans Club usually excludes short-term transactions from reschedulings )

S.ice only a few mdividual agencies or programs are wvolved in non-sovereign and/or short-
term transactions, it 1s Iikely that the risks of such transactions will be assessed by the
mdiviaual agency mvolved within a framework of general guidelines to oe approved by

OMB Eximbank 1s considenng a system in which highly-creditworthy non-sovereign entities
(¢ g parastatals, major banks, major pravate firms) would normally be rated as one level
niskaer than sovereign transactions i the country, and other creditworthy enuues (e g ,
medium-sized provate firms and banks) would be rated two levels niskier than sovereign
However, 1 certain circumstances a different relatonship between sovereign and non-
sovere'gn ratings might apply

Tius paper descrioes how the interagency grouo dec.aed to assess relative msks for cross-
border transactions and assign numerncal values reflecung the potential loss on these
transzcuons aue to non-payment

[#7])



I Ordinal Measures of Risk

The new interagency country risk assessment process has two distinct parts  Furst, the
relative nskiness of transactions in foreign countries 1s determuned (for example, the nsk of
sovereign transactions in countries A, E, L and X are comparable and are higher or lower
than the nisk of transactions 1n countries C, D, Q and Y) Second, the probability of non-
payment for each category of comparable country risks 1s established

The former task—ordmal ranking of country risk—has routmely been carrred out by Exambank
and some of the other U S credit agencies for some ttme However, the latter task—the
cardmal measurement of risk—had heretofore not been attempted on a systematic basis

The mteragency group has established a misk rating scale which has eleven levels of expected
nayments performance While there has been no final agreement on the defimitions of these
¢leven levels, Exxmbank has proposed the defimtions shown in Table 1

Two questions need to be evaluated when assessing repayment risk

e Wil the sovereign obligor be able to service 1its debts to the Unted States in the
future?

e Ifit 1s able to service those debts, will 1t be willing to do so?
The question of a sovereign obligor’s willingness to pay 1s best decided on the basis of its
. dyments/arrears history If a sovereign obligor could have serviced its debts but failed to

do so, 1its future willingness to pay should be questioned

The 1nteragency group felt that the ability of a country to service its foreign debt depends on
the following major facters

*  The level of the government’s foreign indebtedness i comparison to its abiity to
service this debt

® The abwty of the government to gain access to the foreign exchange needed to repay
its foreign obligations

The ability of the government to secure sufficient domestic currency to repay 1its
foreign debts

* Non-financial factors which reduce the ability of a government to repay foreign deots
even wnen there 1s sufficient domesuc funaing and foreign exchange to go so
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Table 1

PROPOSED DEFINITIONS OF SOVEREIGN RISK CATEGORIES

Payments problems are unlikely

Munor payments uregulanities are possible Should these occur, they are likely to be
quickly resolved without refinancings or reschedulings

Minor payments uregulanties are likely Should these occur, they are Iikely to be
quickly resolved without refinancing or reschedulings

Moderate payments problems, mncluding refinancings or reschedulings, are possible
Full recovery on all debts 1s Iikely over the long term

Moderate payments problems, including refinancings or reschedulings, are likely
Small losses on some debts are possible over the long term

Senious payments problems, including repeated reschedulings and/or prolonged
arrears, are bikely Small losses on some debts are bikely over the long term

Serious paymeats problems, mcluding repeated reschedulings and/or prolonged
arrears, are likely Extended-term debt reschedulings are possible Moderate losses
on some debts are likely over the long term

Senious payments problems, including repeated reschedulings and/or prolonged
arrears, are likely Extended-termn debt reschedulings are Likely Eventual
forgiveness or effective repudiation of some debts 1s possible Substantial losses on
some debts are likely over the long term

Serous payments problems, mcluding repeated reschedulings and/or prolonged
arrears, appear mevitable Eventual forgiveness or effective repuaiation of some
aebts 1s hkely Severe losses on some deots are likely over the long term

Senous payments problems, including repeated reschedulings ana/or prolonged
arrears, appear wnevitable Eventual forgiveness or effective repuaiation of most debts
1s likely Severe losses on most debts are likely over the long term

Eventual forgiveness or effecuve repudiation of most debts appears 1nesitable  Severe
losses on most debts appear mevitable

n



The 1nteragency group developed a nisk assessment system wihuch involves the evaluation of
the nisk of repayment/recovery problems arsing out of each of the factors described above,
and the assignment of a summary sovereign risk rating To help 1 this effort, and to
provide a degree of consistency across countnes, key indicators for each of the factors has
oeen developed, with a measurement scale developed for each indicator

In each case the indicators used refer to conditions expected to prevail over the next five
years For this purpose country projections are prepared All the country projections use
the same assumptions about future changes 1n global interest rates, commodity prices,
industrialized country imports, etc

The mterrelationships among the mdividual indicators are complex, and no satisfactory
system for weighing them to obtain a summary measure has been developed As a result,
nsk assessment always mmvolves a considerable element of judgement It 1s the role of
country analysts to develop summary ratings and to present arguments in support of therr
conclusions This 1s aone first at the level of the major factors, and then for the summary
rating of sovereign msk

0. Measurement of Repayment Rusks

The mteragency group explored three major approaches for quantifying the repayment risks
associated with cross-border exposure > These are

® Actuanal Approach Uses mformation on each agency’s cash flows from past
transactions to estimate probability of non-payment

® Secondary Loan Market Approach Uses secondary market discounts for
commercially traded bank debts as a surrogate measure of repayment nisk -

® Market Yield Approach Uses historic market yields on bonds as a measure of the
repayment risks which can be associated with groups of bonds classified by level of
repayment risk by mdependent rating agencies

Eximbank attempted to apply the actuanal approach but found that 1t had major
shortcommngs Over the past decade, Eximbank has rescneduled rather than wntten-off
loans, leaving many debts still techmcally outstanding Exclusion of these outstanding
transactions would underestimate the nisks of non-payments, since they represent the most
significant potential losses 1 the Bank’s history However, thewr mnclusion would require
considerable guesswork concerming therr ultimate collection prospects

? See Congressional Budget Office report Budgetng for Eximbank A Case Study of
Creait Reform, Washington, D C , January 1990, and the General Accounting Office report
Loan Guarantees Export Credit Guarantee Programs’ Long-Run Costs Are High,

Tashington, D C , Apnl 1991
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The group also decided against relying prumanly on mformation from the secondary loan X\
market The secondary debt market 1s a relatively narrow and thin market, with relatively

!  partcipants and few transactions Because performing loans are rarely traded,

n  .over, the seconaary debt market provides virtually no information on loans which are

currently performing well, but can be expected to perform poorly 1n the future

While 1t was recogmized that there may be some differences between repayment risks for
bonds and U S government loans, the group decided that estimates based on market yields
offered the most advantages The risk estumates are based on the bond market, which 1s very
large, with many particrpants and transactions Sovereign bond data 1s available for some
countries where the U S government has exposure, allowing a correlation between rating
systems to be established And the approach uses publicly available data, which 1s frequently
updated

s Market Yield Approach to Estunating Potential Losses
Al The Bond Market

The bond market 1s the major capital market for long-term instritutional debt mstruments It
€ncompasses sovereign, corporate, non-sovereign public, and other aebt mstruments both
aomestic and foreign Bonds usually pay interest at fixed rates and intervals, and are
redeemable at matunity at theiwr full face value They are also tradeable The prce at which
they are traded depends on more than their face value and interest rate It also depends on
bt  =rs’ ana sellers’ perceptions of default, recovery and hiquidity msks The return an

i or requires when buying a bond 1s called the yield

From an investor’s perspective, the yield 1s the compound annual return on a debt instrument
purcnased and held to mamunty The yield 1s usually different from the mstrument’s stated
mterest rate because the wmstrument 1s usually purchased at a price different from stated face
value Mathematically, the yield 1s the discount rate that makes the present value of stated

pr 1pal and imnterest payments equal to its current market price A debt mstrument priced at
a discount to stated face value has a yield higher than its stated imterest rate, and vice-versa
When the price of an mnstrument drops, its yield nises, and vice versa

Bond yields are higner the higher the perception of the above nisks  Yields for various bonds
are routinely published in a number of public sources such as Moody’s Bona Record and
Stanaard & Poor's CreditWeek.

The differencs between the yields on two bonds 1s called the yield spread The yield spread
reflects the percepuon of market participants as to the aifferences in repayment s« and
hiquiaity berween tne bonds

The two forms of -epayment nisk—default (failure to make payments accorcing to scneaule)
ana recovery (maxing good on rmissed payments)—zre usuzlly lumped togerher Bonas have
va—vmcr asgrees of repayment nsk—from U S Treasury bonas to junk bonas Mooady's,

ard & Poor’s and a fe~ othe- companies categorize bonds by he'r gegree of recavment

7
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rnisk Therr ratings are

designed to rank, within a consistent framework, the relative nisk of each debt
1ssue and issuer Because it pertains to the future, a credit rating (lke all other long-
term financial analysis) 1s necessarily subjective Its reliability stems less from
precise methodology than from the balanced opumon of expenenced, well-informed,
and impartial analysis

The rating agencies normally lump bonds with comparable repayment nisks together into a
few categomes, to which they assign letter designators Definitions of Moody’s long-term
debt ratings are given m Table 2 Standard and Poor’s also uses mmne nisk levels with

comparable defimtions
B Estimating Probability of Non-Payment

Investors 1n the bond market require higher yields for mskier credits By examimng historic
market yields for bonds classified at various levels of risk 1t 1s possible to measure these
differences m percerved nsk

Table 3 shows the approximate spreads vetween bonds in vamous misk categones relative to
the yield on bonds rated "Aza"
Table 3

Average Yield Spreads on Bonds
(spreaas over Aaa, in % per Year)

Moody’s S&P

Rating Average
Aa AA 25%

A A 45 %
Baa BEB 200%
Ba BB 350%

B B 8§ 00%
Caa CCcC NA

v

Mooay s Rating Process, p 3, Moody s In eswors Service, 1983
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Table 2
Moody’s Long-Term Debt Ratings

Bonds which are rated Aaa are judged to be of the highest quality Interest payments are
protected by a large or by an exceptionally stable margmn and principal 1s secure  While the
various protective elements are likely to change, such changes as can be visualized are most
unlikely to impair the fundamentally strong position of such issues

Bonds which are rated Aa are judged to be of lugh quality by all standards They are rated
lower than the best bonds because margins of protection may not be as large as in Aaa
secunities or fluctuation of protective elements may be of greater amplitude or there may be
other elements present which make the long-term nisk appear somewhat larger than the Aaa
securiies

Bonds which are rated A possess many favorable wvestment attrbutes and are to be
conswdered as upper-medium-grage obligations Factors giving secunty to principal and
interest are considered adequate, but elements may be present which suggest a susceptibility
to impairment some time 1n the future

Bonds which are rated Baza are considered as medium-grade obligations (1 e , they are nerther
hughly protected nor poorly secured) Interest payments and principal securty appear
adequate for the present but certain protective elements may be lacking over any great length
~f tume  Such bonds lack outstanding mvestment charactenistics and m fact have speculative
Jharactenistics as well

Bonds which are rated Ba are judged to have speculative elements, thewr future cannot be
considered as well-assured Often the protection of mterest and principal payments may be
very moderate, and thereby not well safe-guarded dunng both good and bad tumes over the
future Uncertamnty of position characterizes bond in this class

Bonds which are rated B generally lack charactenistics of the deswrable mvestment
Assurance of mterest and principal payments or of maintenance of other terms of the contract
over any long period of tune may be small

Bonas whuch are rated Caa are of poor stanaing Such 1ssues may be i default or there may
be present elements of danger with respect to principal or ntersst

Bonas which are ratea Ca represent ooligations which are speculative mn a hugn aegres  Sucn
1ssues are oiten tn aefault or have other markea snoricomings

Bonas wmcn re rated C are the lowest ratea class of bonds, and 1ssues so rated can be
regarced as having extremely poor prospects of ever atiaming any re2l mvestmenlt sianaing

KA



The average yield spreads from the above table can serve as esttmates of annual probabilities
of non-payment on U S government cross-border transactions This assumes that

e the actions of bond traders are (in the aggregate) a good guide to estumating the level
of repayment risks on government cross-border exposure,

e the prooability of non-payment on Aaa rated bonds 1s mirumal,

there 1s bttle difference i Iiquidity nisks and other non-payment risks among the
vartous groups of nisk-rated bonds, and

that the yield spreaa encompasses the market’s perception of both the probabilites of
default and of subsequent recovery

C Correlating Bond Market and Country Rish Categories

Perhaps the greatest difficulty in using the information derrved from the bond market 1s
correlaung the nisk ratings associated with them to the eleven country nisk levels developed
by the interagency group There are some sumilarties between the long-term bond rating
guidelines used by Moody’s or Standard and Poor’s and the defimitions given 1n Table 1
However the bond rating agencies must evaluate a wide ranges of transactions Tnus therr
cuidelines are written 1 such general terms that a precise correlation 1s impossiole

Fortunately, Moody’s and Standard & Poor’s have rated a small number of sovereign bonds
These ratings are shown m Table 4
Table 4

Moody’s/Standard & Poor’s Soverergn Ratings

Aa/sA Bz2a/BBB
Australia Inaia
Belgium China
Denmark Gresce
Fumland Istael
Ireland

New Zealand

Swegen Ba/BB
Norway
Singapore Hungary
Spam Mexico

Venezuelz

10



AlA
B/B
Iceland {
Korea Brazil
Malaysia Argentina
Portugal
Thailand

Using the rating agencies’ definitions and the avadable sovereign bond ratings, a correlation
betwesn Moody’s, Standard & Poor’s, and interagency nsk levels was developed Thus 1s
shown m Table 5

Table 5

Suggested Correlation of Risk Classifications

Standard Inter-
Moody’s & Poor’s agency

Az AA 1

l A A 2 "

Average of A & Baa or A & BEB 3

Baa BEB 4

Ba BB 5

133% of Ba 133% of BB 6

B B 7

150% of B 150% of B 8
Bonds with raungs of Caa and below are considerea to be very hign nisk ana are normally
not traaea  As a result there 1s no regularly puolisned source of wnformation on thewr yielas
Theresiore the mteragency group decided to use information from the seconaary loan market
to esumate nisk premuia for us risk levels 8 througn 11  The primary use of the sk premia

esumnates for these hign nsk categones 1s 1n the calculation of the budgetary impact of aebt
wr2-0fis by the U S government

11
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D. Expected Loss Estumates
e expected loss on a transaction 1s calculated as the present value of the stream of expected
n-payments over the entire life of the transaction The expected loss estunates calculated
by the mteragency group for each of the 11 level of nisk are shown in Table 6
Table 6
Expected Loss Estumates

Risk Level Expected Loss

Long- Medmm- Short-
Term Term Term

1 15% 10% 02%
2 25% 15% 03%
3 50% 25% 08%

4 100% 50% 15%

6 200% 15 0% 35%

7 300% 200% 55%

8 40 0% 300% 8 0%

9 550% 40 0% 125%

10 65 0% 550% 17 0%

11 75 0% 65 0% 250%
NOTE Long-term 1s aefined as a 10-year repayment period with a 4 5 year
arsoursement and grace period Medium-term 1s defined as a 5-year repayment

peniod with a 3 year disoursement and grace period  Short-term 1s defined as 2 1-
year repayment pertoa with 2 6 month grace peroa

l 5 150% 10 0% 25% '

i



Y. Implications of Risk Subsidy Estimates for Eximbank .

S ing with the Fiscal Year 1992 budget, Exumbank has both a fixed annual subsidy budget
a.  otal authomzation levels The subsidy budget 1s a fixed sum which can be used to cover
both financing subsidies (the difference between the mterest rate charged on the transaction
and the government’s cost of borrowing) and nsk subsidies (the difference between the
exposure fees charged on a transactions and the expected losses due to non-payment) Since
the nterest rates charged on most of the Bank’s loans are above the government’s costs of
borrowing, the subsidy budget will be used prumanly to cover the risk subsidies estimated for
its loan, guarantee and msurance programs

Guven the visibility of Exambank’s subsidy budget and the intense competition between
government programs for funding, Eximbank 1s explorng ways to reduce the level of its

l esumated subsidy budget The most obvious route 1s through mncreased exposure fees  Since
Eximbank currently has relatively low fees on high risk transactions compared to most of its
m _ r competitors (see Figure 1), the Bank has some scope for raising 1ts fees without
runmng the nsk of being uncompetitive An macrease m fees, particularly for hugher risk
transactions, 1s now under consideration by the Bank’s Board of Directors

' The Bank 15 also considening using internal exposure guidelines to control the amount of new
high nisk transactions that it undertakes And program restrictions are bemng introduced for
the higher nisk transactions (For example, long-term cover 1s not provided for transacuons
rated 1 category 7, and only short-term cover 1s provided for transactions rated 3 )

l 7 rnational negotiations to reduce the level of risk subsidies provided by official export
c .t agencies are likely to take place over the next few years If these negotations are
successiul, then Exumbank could raise its exposure fees even more without becoming

l uncompetitive

It 15 also possible that over tune the subsiay estumates themselves will be reduced An i
aepth study of the expenience with bond lendng to the ten top borrowing governments over
th  ernod between 1850 and 1970 imndicated that, defaults notwithstanding, "  investors
made more on bond lending to foreign governments than on safer home governments, despite
the revolutions ana the Great Depression " Durnng this period mvestors 1n foreign
government bonas required premia above home government bonds between 150 ana 260
basis points geree= While the realized returns were well below these ex ante premia,
holaers of foreign bonas realized an average return of 44 basis powmntsabove the retums on
home country bonas These results suggest that bond market yiela spreads may be

I considerably higher than necessary to cover payment risks

A number of marxet analysts have arguea that the secondary loan market 1s overstzting the

* Perer H Lincert and Peter T Morton, "How Sovere gn Debt Has Workea," 1n Jefirey
D Sacnis, ea , Developing Country Debt and tne Worla Economy, The Univers.ty of N
C ~zgo Press, 1989 Quote from pags 229 Tne countrnies were Argenunz, Austrzlia,
> <=1, Canada, Cnue, Egypt, Japan, Mexico, Russ:z and Tur.ey

i
i .



ultimate losses on developing country debt ° Thus the information drawn from this source
may also tend to overstate nsk subsidy estimates

While private companies may need an extra margm of protection to preveat bankruptcy,
government backed orgamizations such as Eximbank do not require such a margin of safety
QOver time, Exambank will be able to adjust for any overpayments into its subsidy account.
Credit reform guidelines call for actuanal evidence to be gathered and used as the basis for
future adjustment in the estumates of potential loss

5 &
See Internauonal Investment & Banhing Report, June 1991, page 7
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INTRODUCTION

INTERNATIONAL COUNIRY RISK GUIDE has been
analyzing economic, political, and financial nisk around the
globe for over ten years The patterns of political, economic
and financial developments 1n countnies and regions are so
complex that even the best-informed executive often has to rely
on the general, most visible trends as reported 1n the daly
press That, however, can be grossly misleading, as the
factors that determine major changes of direction 1n a country’s
progress are frequently small and seemingly insignificant

But, by virtue of INTERNATIONAL COUNIRY RISK
GUIDE’s wide network of correspondents, and 1ts daily,
unbiased examination of events large and small, the GUIDE 1s
uniquely placed to predict major changes even when f{*
overwhelming popular opmion points in quuite differe
directions

Whether your international involvement 1s worldwide or
just one region or country, every month INJERNATIONAL
COUNIRY RISK GUIDE alerts you to developments in the
political, economic, and financial arenas that can have
significant effects on your business and investments When
there are changes brewing that can make a difference 1n your
bottom line you’ll read about them first in INTERNATIONAL
COUNIRY RISK GUIDE

Every monthly 1ssue of INTERNATIONAL COUNIRY
RISK GUIDE includes

In-depth country analyses Up to a dozen full-length
country profiles, identufying where significant changes

INTERNATIONAL COUNIRY RISK GUIDE HANDBOOK
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INTRODUCTION

are occurning in governmental regulation, interest and
exchange rates, and investment opportunihes, with
business forecasts for the coming year that highlight
trends and their implications for your investments

Tumely country updates INTERNATIONAL
COUNIRY RISK GUIDE keeps close tabs on more than
130 countnes throughout the year If something
important happens — or is about to happen - you’ll get
a concise, sophisticated assessment of the implications
for business and finance

An unnivalled rish model A detailed, country-by-
country breakdown of the comparative nsks of
operating 1n, or lending to, any of 130 countries and a
compostite rating for each one You 1l see at a glance
where the dangers lie and how countries compare wath -
- and contrast to ~— each other

Statistical tables Extensive tables give you
mformation on such key indicators as foreign trade
balances and inflation rates, delays exporters are
experiencing 1n recewving hard currency payments, the
cnanging differential between official and parallel
exchange rates and much more

Access to country experts As a subscriber you can
call on our editonal swiff at any tme for updated
reports on any of the countries we cover

INTERNATIONAL COUNTRY RISK GUIDE calculates
comparative raungs of nsks and opportuniues, on a country-
by-country basis, using a three dimensional evaluaton system
that identifies and weighs the composite nisk as well as the
disaggregated polincal, financial, and economic nisks of
operaang :in, mmvesung 1n, or lending to a particular country

2 INTERNATIONAL COUNTRY RISK GUIDE HANDBOOK
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This information can help determine actual and potential
advantages or difficulties of workang within foreign borders

Every issue of INTERNATIONAL COUNIRY RISK
GUIDE 1ncludes a stahstical section compnsing a tabulated
country-by-country breakdown of the po'incal, financial and
economic nisk ratngs and indicators which the GUIDE
identifies and evaluates The main nisk ratings that are covered
are

. Composite Risk (an integraton of pohucal,
financial and economic risk,) 1s presented for
the countries covered in the GUIDE by rank 1n
Table 1 and on a country-by-country basis 1n
Tables 2A and 2B

. Disaggregated political, financial and economic
nsks are presented on a country-by try
basis in Tables 3A, 4A and SA  Tabl , 4B
and 5B show a breakdown, respectively, of the
polincal, financial and economic mdicators
which conmbute to the overall ratings

INTERNATIONAL COUNTRY RISK GUIDE"s composite
nsk ratng 15 calculated as a weighted average based on 50%
political nisk, 25% financial nsk, and 25% economuc nsk
Each of these three nisks 1s compiled from scores based on
number of factors relevant to that type of nsk Th
components of each nsk rating are

Political Rashs  Thurteen polincal indicators have bee
1dentified for each country
Economic expectations vs reality 12 points
Economuc planning failures 12 points

INTERNATIONAL COUNTRY RISK GUIDE HANDBOOK
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Political leadership 12 ponts
External confhict 10 points
Corruption 1n government 6 pornts
Miltary 1n politics 6 ponts
Organzed rehgion in politics 6 points
Law and order tradition 6 pornts
Racial and nationality tensions 6 pomnts
Political terrorism 6 points
Civil war 6 points
Poliical party development 6 pornts
Quality of the bureaucracy 6 points

100 points

Financial nsks Five indicators of financial nsk have been
identfied for each country

Loan default or unfavorable loan
restructuring 10 pounts
Delayed payment of suppliers’ credits 10 points
Repudiation of contracts by governments 10 points
Losses from exchange controls 10 ponts
Expropnation of private mvestments 10 ponts
50 points

Economic Risks  Six economic indicators have been 1dentified
for each country

Inflation 10 pomts
Debt service as a percent of exports of
goods and services 10 points
International hquidity ratios 5 points
Foreign trade collection expenence 5 points
Current account balance as a percent of
goods and services 15 pouuts
Parallel foreign exchange rate market
mdicators S pounts
50 points

4 INTERNATIONAL COUNTRY RISK GUIDE HANDBOOK
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As already indicated, the composite nisk rabng is
calculated as a weighted average of the raungs for each type of
nsk  In calculatng the composite pohitical financial and
economic nisk raung, the following formula 1s used

CPFER (country X) = 0 5 (PR+FR+ER)

CPFER = Composite political, financial and economic
rating
PR = total political indicators
FR = total financial indicators
ER = total economic 1ndicators

The highest overall rating (100 ponts) 1indicates the
lowest nsk, and the lowest score (0 pomnts) indicates the
highest nsk

For more general purposes, the degrees of nsh;  'ed
by the individual nsk value of particular counmes(\ be
esumated using the following faurly broad categones

Very high nisk 0 0 to 49 5 points
Moderately lugh risk 50 0 to 59 5 points
Moderate nisk 60 0 to 69 5 pownts
Low nisk 70 0 to 84 5 points
Very low nisk 85 0 to 100 0 points

It should be emphasized that INTERNATIONAL
COUNTRY RISK GUIDE does not use surveys of optnion 1n
calculatng nsk raungs  Relevant country iniormabon is
collected from widespread pnvate contacts and published
sources and 1s analyzed by consultants, correspondents, and the
editors, to evaluate the comparative political, financial and
economic risks among countries The comparative assessments
are then translated into ratings by assigning point totals for the

INTERNATIONAL COUNTRY RISK GUIDE HANDBOOK
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disaggregated indicators of pohical, financial and economic
nsk that have been 1dentified for each country The point
totals for political, financial and economic nisk, on a country-
by-country basis, are then aggregated nto composite risk
ratings using the INTERNATIONAL COUNIRY RISK GUIDE
welghting system discussed above If subscnbers differ with
the GUIDE's assessment of the value that should be assigned
to an wdividual indicator of pohincal, financial or economuc
nsk for a partcular country, an alternative value for that
indicator can easily be substtuted and the nsk rating
recalculated following the mechanics of the INTERNATIONAL
COUNTRY RISK GUIDE weighting system

The next three sections of the Irzernational Country
Risk Guide Handbook descnibe the analytcal basis for each of
the individual pohtical financial and economic indicators used
m developmng the nsk raungs Section I explamns
INTERNATIONAL COUNTRY RISK GUIDE's pohtical nsk
assessment wndicators  Section I discusses the ndicators of
financial nsk. Section I defines the economic nisk indicators
as well as the economuc sconng system that 1s used to ranslate
economuc mdicators into pomt totals, which are then summed
to allow companson among countnes

6 INTERNATIONAL COUNTRY RISK GUIDE HANDBOOK
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POLITICAL RISK

The polincal nsk ratung evaluates the possibility of
changes 1n government athtude or policy that could adversely
affect foreign business operations, loans or investments m a
given country

It should be stressed that poliical nisk 1s not necessanly
the same as political instability A country may have a hgh
probabibity of a change 1n government, and yet the pohihcal
chmate for foreign business may be largely unaffected even
with the emergence of a new regime A strong bureaucracy,
for example, may be able to keep a country’s policv *award
foreign busmnesses virtually unchanged In otht ises,
however, if a change m government 1s hikely, the political nsk
may become greater because the country lacks polical party
development, a law and order tradition, or other government
mstitunions that tend to maintain govemment policies  On the
other hand, even if the regime does not change, the govern-
ment may react to cnticism, threats and other pressures by
adopting policies adverse to foreign lenders and investors

For each country evaluated in INTERNATIONAL
COUNIRY RISK GUIDE, the overall pohtical nisk ratng 1s
determuned by evaluating thirteen separate pohacal nsk
mdicators and assigning nsk pomts based on the maximum
pont total  For each indicator, a higher score means lower
political nsk

Following are detaled explanations of how each

polical indicator 1s assessed and the maximum point total
possible for each

INTERNATIONAL COUNTRY RISK GUIDE HANDBOOK 7
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ECONOMIC EXPECTATIONS vs REALITY
(12 pounts)

Many unfavorable changes 1n governments and govern-
ment polictes anse because expectahions of hgher lving
standards are not reabzed Lower raungs for this indicator
signify larger gaps between popular aspiratons for fugher
standards of living and the abihity or wilhngness of the
government to deliver improvements 1 mcome and welfare
The nsks may be greater 1n a very poor country where the
government cannot 1mprove economic conditions sigatficantly
because of limited economic resources, corruptton, or ineffi
ciency This situation, however, 1s not lhimuted to poor
countries In some relatively high income countries, as a result
of exaggerated or unrealishc government promuses, expecta-
tions may also nise more rapidly than living standards

In addihon, nisk may increase sigmficantly if income
growth slows or declines after rapid increases - as in some
OPEC countries when o1l prices declined i the 1980 s — so
that the gap between expectations and reality may widen
dangerously Ou the other hand, the nsk rating may be higher
1n relatvely poor countnies, where expectations may be low
because of restrained government promuses or because of a
lesser tendency to copy the hifestyles of higher income coun-
fries

Thus, the rating for this factor may be relatively high
in some low income countnies and low in some high mcome
countries, depending on the discrepancy between economic
aspwrations vs reality Lower ranng pownts are given to
countnies where there 1s the greatest gap between economic
expectanons and reality

8 INTERNATIONAL COUNTRY RISK GUIDE HANDBOOK

POLITICAL RISK
ECONOMIC PLANNING FAILURES (12 powts)

Farlures 1n economic planning increase nisk to foreign-
ers of domg business mn a partcular country, by creating
uncertainties Operating strategy and cash flow may be
affected, and the hkelthood of a change in government or
government policy toward foreign lenders and investors may
be increased Planning failures may result from adopting an
economic strategy that 1s not suitable to the country Even an
appropriate development plan can fail if the strategy cannot be
implemented  Planning failures typically cause a vanety of
problems such as a squeeze on icome and employment, a
shortage of foreign exchange, and an increase in inflaton
These adverse economuc conditions put the government under
political pressure and may result 1n a change 1n regime or the
impostion of unfavorable or 1ll advised economic pohcies,
both of which wall have a negative effect on foreign by ~ss
Debacles 1n economuc planning imply the greatest nskl e
lowest point totals, while successful economic planmng carnes
low nsk and recetves higher nisk ratings

POLITICAL LEADERSHIP (12 points)

Thus indicator addresses the question of the long-term
viability of the current government, based on the degree of
stability of the regime and 1ts leader, the probability of the
effecive survival of the government, and the continuation of
1its pohicies if the current leader dies or 1s replaced A lower
rating for political leadershup indicates a gher probability of
change 1 government because the leader 15 wadely unpopular,
wncompetent or.has a weak personality A stong Jeader who
mamntains power by not shanng it with anyone might also
recetve a low rating if there 1s no successor strong enough to
lead the government if the office should become vacant In

INTERNATIONAL COUNTRY RISK GUIDE HANDBOOK 2
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POLITICAL RISK

general, the greater the potential long-term instability of the
regime, the lower the nsk rating for polinical leadershp

EXTERNAL CONFLICT (10 pornts)

External conflict encompasses invasion, border threats,
geopohiical disputes, foreign-supported insurgency and full-
scale warfare External conflicts can adversely affect foreign
business 1n many ways, ranging from restricions on opera-
tons, to trade and investment sanctions, to distortions in the
allocation of economc resources, to violent change in the
structure of society Therefore, a high probability of external
conflict nisk 1s reflected 1n lower nsk ratings

CORRUPTION IN GOVERNMENT (6 pomts)

Foreign lenders and investors may find 1t difficult to
conduct busmess effectvely m countnies where there 1s wide-
spread financial corruption, in the form of demands for special
payments and bmbes connected with import and export
licenses, exchange controls, tax assessments, police protection,
or loans If corruption becomes increasingly widespread, 1t
may lead to government nstability or overthrow, as corruption
results 1 unreabishc and inefficient controls on the state
economy and encourages the development of the black market
In general, higher ratings signfy few ethucal problems in
conducting business The highest rating indicates that 1t 1s
unusual to receive demands from government officials for
special payments An intermediate rating suggests that these
demands are fauly frequent, but usually at a lower level of
government The lowest ratings are given to countries In
which ligh government officials are likely to demand special
payments and where illegal payments are generally expected
throughout lower levels of government

10 INTERNATIONAL COUNTRY RISK GUIDE HANDBOOK

POLITICAL RISK
MILITARY IN POLITICS (6 pornts)

The participation of the military 1n politics can have a
number of implications for government In some countnes, the
possibility of a government taheover by mulitary groups lackang
1n polincal economic and financial sophistication may be seen
as a gh nsk for foreign business A muluary takeover or
threat of a takeover may also represent a high nisk if 1t 1s an
indication that the government 1s unable to function effectively
and that the country therefore has an uneasy environment for
foreign businesses A mulitary regime may reduce business
nisks 1n the short run, but lookang further ahead, there may be
no assurances that they will effect major improvements in the
basic weakness of the country s pohncal and economic
structures In some cases, military parncipation in government
may be a symptom rather than a cause of underlying difficul-
nes Therefore, lower nisk ratings indicate a greater e of
mulitary partictpation 1n politics and a hagher level of . _aucal
nsk

ORGANIZED RELIGION IN POLITICS (6 ponts)

In some countnes, such as Iran, rebigious groups may
believe that they have a night to cortrol government pohicies
even though they lack the traiming, expenence or personnel to
manage the government effecuvely In other countnes,
rebigious groups may exert an important influence on pohcy
without seekang direct control of government The polinical
nsk of orgaruzed religion 1n poliics 1s that religious groups
may promote economic and social policies such as land reform,
subsidies and mumimum wages that may have detnmental
effects, at least in the short run, on income, employment and
resource allocation Lower point totals suggest that organized

INTERNATIONAL COUNIRY RISK GUIDE HANDBOOX 11
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POLITICAL RISK

religion may exert a greater degree of control over government
or government policies

LAW AND ORDER TRADITION (6 points)

A country wath an established law and order tradition
has sound polincal mnstitutions, a strong court system, and
provisions for an orderly succession of power This mndrcator
reflects the degree to which the citizens of a country are
willing to accept the established mstututions to make and
implement laws and adjudicate disputes A high nisk pont
total means that there 15 a strong law and order tradition while
a low nisk pount total means that there 1s a tradition of depend-
mg on physical force or illegal means to settle clams  In
countries with poorly developed law and order tradinons,
governments may be less hikely to accept the obligations of the
previous regime

RACIAL AND NATIONALITY TENSIONS
(6 pornts)

Thus factor measures the degree of tension within a
country atmbutable to racial, natonality and language divi-
sions Lower ratngs are given to countnes where racial and
natonality tensions are high because opposing groups are
mtolerant and unwilling to compromuse Higher ratings are
given to countries where tensions are rummal, even though

such differences may still exist.

POLITICAL TERRORISM (6 Pornts)

This indicator measures the extent to which dissidence
15 expressed through polincal terrorism, such as armed attacks,

12 INTERNATIONAL COUNTRY RISK GUIDE HANDBOOK
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guerilla activaty, or attempted assassinations In countnes with
a low propensity for terronism, opposition can be expressed by
parhamentary means, or through some other institution such as
a direct appeal to the ruler, as in Saudi Arabia  Polincal
terrorism cames a high nisk for foreign investors because of
the threats of property loss and danger to personnel Terror-
ism 1s also a negative poliical factor because failure of the
government to contain or defuse i1t can lead to the downfall of
the regime Such changes in government can mcrease business
nsks, due to uncertainties with respect to the policies of the
new government Therefore, countnies with a high incidence
of political terronsm recerve the lowest risk point totals

CIVIL WAR (6 ponts)

This windicator measures the probability that st
opposition to a government or to 1ts pohicies wall tum = v a
violent internal political conflict The opposition may compnise
a ternitory, a large minonty group, or an economic class The
confrontation 1s considered a civil war when opposition ignites
into armed conflict  The implications of a cival war for foreign
bustnesses are similar to those of political terronism, but are
usually more severe with respect to the nsk of an abrupt
change 1in government or government policy A high probabili-
ty of civil war recerves the lowest rating because 1t represents
the highest level of nisk to foreign lenders and 1nvestors

POLITICAL PARTY DEVELOPMENT (6 pornts)

The operating environment for foreign businesses tends
to be more stable for countries in which there 1s broad-based
political participanon in the deterrunanon of changes 1in
governments and 1n the formulatuon of govermment policies

INTERNATIONAL COUNTRY RISK GUIDE HANDBOOK 13




POLITICAL RISK

In some countnies governments may change frequently, but
significant policy revisions toward foreign 1nvestors are
relanvely rare events Government policies are more hikely to
be mamtamned where the poliical party mechamsm functons
well  On the other hand, where polincal partes are closely
idenufied wath particular leaders but there 15 no mechanism for
succession, the ruling party may collapse if the leader dies or
leaves office Therefore, countnies in which there 1s greater
polincal party development recetve higher rating points,
because they are less likely to undergo drastic changes in
govermnment or 1n government policies toward foreign nvestors

QUALITY OF THE BUREAUCRACY (6 points)

The institutional strength and quality of the bureaucracy
1s another shock absorber that tends to minimize revisions of
policy when governments change Therefore, high nsk points
are given to countries where the bureaucracy has the strength
and expertise to govern without drastic changes in policy or
mterruptions m government services In these low nsk
countnes, the bureaucracy tends to have some autonomy from
poliical pressure and to have an established mechanism for
recruitment and tramning  Countmes which lack the cushioming
effect of a strong bureaucracy receive low nsk rating pornts
because a change 1n government tends to be traumatic in terms
of policy formulation and day-to-day administrative functions

14 INTERNATIONAL COUNTRY RISK GUIDE HANDBOOX

FINANCIAL RISK

The financial nsk rating evaluates the nisks to foreign
lenders and investors of an official achon that would have a
negative effect on cash flow or asset dispositon  The financial
nisks to foreigners include faidure to honor loan repayment or
contractual agreements, delayed payment of suppliers credits,
actual or potential losses from exchange controls, and exproprn-
ation of foreign nvestment

Actons taken by governments and monetary authorities
that put foreigners at financial nisk may be related to political
or econoruc constderanons For each country evaluated 1n
INTERNATIONAL COUNTRY RISK GUIDE, the overall
financial nsk rating 1s determuned by assessing five arate
nsk wndicators A higher score sigmfies lower finane . nisk
The critena for defining the five financial nsk indicators are 2s
follows

LOAN DEFAULT OR UNFAVORABLE LOAN
RESTRUCTURING (10 points)

Thus wndicator measures the hikehhood that a country
expenencing debt service difficulties wall not honor 1its obliga-
tions to foreign lenders according to the terms of the onginal
loan agreements The ultmate nisk 1s repudiation of debt The
more common nisk 15 that the oniginal loan agreement will have
to be renegotiated or restructured to amend the grace penod or
matunity schedule of the amortization payments, or to provide
more time to clear up interest arrears  In many cases, loan
restructuning negotations between borrowers and lenders are

INTERNATIONAL COUNIRY RISK GUIDE HANDBOOK 5




FINANCIAL RISK

contingent on the provision of new financing, which increases
the nisk exposure of the lender Unilateral repudiation of debt
by a country receives a zero rating because 1t represents the
greatest nsk. Low potnt totals indicate a high probabihty that
a country wall iuhate actions that will necessitate restructunng
of its external debt The highest point totals are assigned to
countmes without debt servicing difficulties

DELAYED PAYMENTS OF SUPPLIERS’
CREDITS (10 pounts)

A country may delay payments of supphers credits to
foreign exporters for many reasons, including foreign exchange
shortages, bureaucratic ineptitude or because officials expect to
be bribed to facilitate payment There may also be delays by
central banks 1n converting local currencies 1nto hard curren-
cies Exchange delays of six months or more receive the
lowest rating because they put the foreign exporters at the
greatest nisk of not getting pard  High point totals are given to
countnes m which there 1s a short penod between the time
mnvoices are presented by the foreign exporter and payment 1s
made 1n the requested currency

REPUDIATION OF CONTRACTS BY
GOVERNMENTS (10 ponts)

This indicator addresses the possibility that foreign
businesses, contractors and consultants face the nsk of a
modification 1 a contract taking the form of repudiation,
postponement, or scaling down A country may initate
contract modification with a foreign business because of an
mcome drop, budget cutbacks, indigenizanon pressure, a
change in government, or a change in govemnment economic

16 INTERNATIONAL COUNTRY RISK GUIDE HANDBOOK
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and social pnonpes Low pomt totals signify a greate
hkelihood that a country will modify or repudiate a contrac
with a foreign busimness

LOSSES FROM EXCHANGE CONTROLS
(10 pomnts)

A government and 1its monetary authonties can ust
many techmques of imposing exchange controls, includin
regulating overseas transfers of profits, dividends, royaltes an.
loan repayments by nonresidents, limitng the activities o
foreign banks, and quantitative and qualitative restnchions o
imports, licensing, surcharges, and multple currency practices
A country may wnstitute foreign exchange controls to conserve
foreign exchange, cope with temporary shortages of liquidity
reduce 1mports or stem capital outflows The potennal losse
from these exchange controls represent a nisk to foreign lender
and mvestors Lower ratings are given to countnf  hert
there 1s a greater hkelthood that foreign investors face . « ns}
of financial Joss due to the impositon and operaton ©
exchange controls by the authornities

EXPROPRIATION OF PRIVATE INVESTMEN]
{10 Points)

The nisk of expropniation of private foreign nvestment
encompasses outnght confiscation and forced nationalization
The nisk of exproprianon may vary by type of business or b
the mvestor’s country of domicile However, for simphfica
tion of country compansons, the INTERNATIONAL COUNTR
RISK GUIDE expropnanon nsk mdicator does not make thes.
disinctions  The lowest sk ratings are given to countne
where expropnation of pnvate foreign investment 1s a likel
event
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ECONOMIC RISK

Adverse changes 1n economic conditions 1n a country
can put foreign lenders and wnvestors at nisk by affecting cash
flow A detenioration 1n a country’s economic nsk indicators
may aiso contribute to an crease 1t polical or financial
nsks A soanng mnflation rate may ignite social unrest, and
could lead to the overthrow of the government An extremely
high debt service rato may force a country to threaten to
default on 1ts payments of external debt or to demand a debt
restructuring arrangement that 1s unfavorable to foreign
lenders

While the nsk powmts for the pohucal and financial
indicators are assigned judgmentally, the economic nisk points
are based pnmanly on quantitative information JNTERNA-
TIONAL COUNTRY RISK GUIDE collects data for economic
indicators (estmating 1n cases where actual data 1s unavailable)
and makes projections using statistics from the International
Monetary Fund, other published information, and consultations
with correspondents and other private contacts To allow
companson between countries, each separate economuc
indicator 1s translated into a rating, using a weighting scale that
assigns pouwt scores to ranges of values for the indicator The
rating points for the indicator depend on the particular range 1n
which 1t falls Thus, an mflation rate of 4% would fall in the
4-5% range and, according to the sconing gmde, gets 8 5 rating
pounts out of a possible maxumum of 10 ponts Higher rates
of mnflation would receive lower points

The total economic nisk ratng for each country 1s
formed by taking the sum of the ratng pomnts for the six

18 INTERNATIONAL COUNTRY RISK GUIDE HANDBOOK
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economuc mndicators  In order not to penalize a country’s nsk
rating when an indicator 1s not available, a special methodolo-
gy 15 used 1n which the point total of the available indicators 1s
raised proportionately by the ratio of the maxamum possible
weight pomnt total of the missing indicators to the maximum
possible weight of the reported indicators For example, 1n
Bahrain, where there 1s no available debt service ratio, the

Calcuiating the Adjusted Economic Risk Ratng

Rusk Pomnts Max Posstbie Risk
for Reported  Pouats for Avail  Adjustment

Economic Indicator Indicators Indicators Factors
Inflation 100 10
Foreign Debt Service NA (
International Liquidsty 25 5 4
Foreign Collection Record 25 5
Curreat Account Balance 115 15
Parallel Market Indicator 50 5

Subtotal 315 40
Missing Debt Service

Indicator — 10

Adjustment Ratio for

Missing Indicator — ~— 10/40= 25
Adjustment Factor for (25%31 5)=
Missing Indicator 7875 — 7875

TOTAL 39 375 50

sconng points for the other five available indicators add up to
apomttotal of 31 5 The adjustment ratio for the missing debt
service indicator 1s 10/40, the ratio of the maximum possible
point total of the missing indicator (10 points) to the maximum

INTERNATIONAL COUNTRY RISK GUIDE HANDBOOK 19
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possible pomnt total of the reported indicators (40 points)
Multiplying this rato (10/40 or 25) times the sconng point
total of the reported indicators (31 5) yields an adjustment
factor of 7 875 Thus point adjustment factor of 7 875 1s added
to the 31 5 scorng point total of the reported indicators to
produce an economic nisk rating for Bahramn of 39 5 points,
expressed in rounded terms

Following are detailed definiuons of the six economic
nsk indicators  The maximum pornt total for each of the
indicators 1s shown in parentheses The sconng guide for
converting the values of individual indicators into economic
point totals appears wath each defintion given

INFLATION (10 posnts)

Indicators of inflation are shown 1n Table B of Appen-
dix I mn each 1ssue of INTERNATIONAL COUNIRY RISK
GUIDE The nflation rates for the current and previous year
that appear in the last two columns of Table B are used as
mputs 1ito the economic nisk ratings

The 1nflation indicators that are used in the INTERNA-
TIONAL COUNIRY RISK GUIDE economic rating system
require some interpretanon  Official consumer price indexes
may not fully reflect the rate of mflaton In many countnes
there are weaknesses in the consumer pnice index due to
manipulaton, mclusion of narrowly chosen or inapproprate
components, or improper weighting (especially of subsidized
goods) In some countnes, distorhons exast because the pnices
of goods 1n the index do not correctly reflect their scarcity in
the economy Official prices may be totally unrealistic because
of widespread price controls and black markets In cases
where there are major distortions 1n the price index, INTERNA-
TIONAL COUNIRY RISK GUIDE may esumate flation
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higher than officially-reported rates Since the structure ar
quality of consumer price indexes differs considerably fro
country to country, the INTERNATIONAL COUNIRY RIS
GUIDE mnflation indicator estmates cost-price mflaton in a
economy based on consumer prices and wholesale prices
equally weighted proporhons Higher rates of inflanon carr
greater economuc nisk and are translated mnto lower points

INFLATION
RANGE POINTS
Oto 1% 100
2 95
3 90
405 85
6to7 g0 .
809 75
10to 11 70
1210 13 65
1410 15 60
16to 18 55
19to 21 50
221024 45
15 to 30 40
31to0 40 35
41 t0 50 30
51 to 65 25
66 to 80 20
81w 95 15
96 to 110 10
111 to 130 ()
Over 130 ¢o

a
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FOREIGN DEBT SERVICE AS A PERCENT OF
EXPORTS OF GOODS AND SERVICES (10 points)

Thus indicator appears in the second column 1n Table A
of Appendix I each month and 1n the 1ssues of INTERNATION-
AL COUNIRY RISK GUIDE that report Esumated Foreign
Debt Service Ratos 1n Table B of Appendix I  Estimates of
debt service payments are divided by exports of goods and
services to allow for companison among countnies Exports are
broadly defined to include merchandise exports, income from
foreign loans and investments tounsm, fees, royalties, and
emugrant reauttances For the Less Developed Countrnies, debt
service 1s defined as interest and amortization on total external
debt, including short- and long-term, public and private debt
INTERNATIONAL COUNIRY RISX GUIDE esumates of debt
service payments are based on data published by the World
Bank, the International Monetary Fund (IMF), the Bank for
International Settlements (BIS) and the Orgamizanon for
Economic Cooperation and Development (OECD), as well as
from central bank reports, a wide range of published sources,
and estimates provided by INTERNATIONAL COUNTRY RISK
GUIDE consultants and correspondents

Debt service payments for previous years are estimates
of actual repayments of principal (amortization) and 1nterest on
total external debt Estimated debt service payments 1n current
or future years are projections of payments due on outstanding
debt, with adjustments wherever possible for the effects of loan
rescheduling or refinancing agresments wath foreign banks and
governments  For the industrnial countries, debt service 1s
estimated as a percentage of loans by major international banks
as reported by the IMF Countries with the lughest ratos of
debt service payments to exports of goods and services receive
the lowest nsk pownts because they present the greatest nsk of
debt repudianon or loan restructuning

22 INTERNATIONAL COUNTRY RISX GUIDE HANDBOOK
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DEBT SERVICE AS A PERCENT OF
EXPORTS OF GOODS AND SERVICES

RANGE POINTS
0to 4% 100
5108 95
9to 12 90
13t 16 85
17 to 20 80
21 to 24 75
25 to 28 70
29 to 32 65
331036 60
37 to 40 55
4] to 44 50 {
45 to 48 45
49 to 52 40
53 t0 56 35
57 to 60 30
61 to 65 25
66 to 70 20
71t075 15
76 to 80 10
811to0 85 05
Qver 85 Q0

INTERNATIONAL LIQUIDITY RATIOS (5 points)

This wndicator appears in Table D of Appendix I m
every 1ssue of INJERNATIONAL COUNIRY RISK GUIDE
The hiquidity ratio indicator for the current month 1s calculated
as a three-month moving average of the number of months for
which imports can be financed with current reserves In
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calculating reserves, gold 1s valued at market prices and
adjustments are made for a country’s IMF position as well as
for the external Liabilities of the central bank Thus, hquidity
1s defined as total official holdings of foreign exchange, SDRs,
the reserve posinon m the IMF, and gold valued at market
prices, with negative adjustments for the use of IMF credit and
for the external habihties and foreign borrowing of the
monetary authonties Reserve positions become comparable
between countrnies by expressing hiquidity 1n terms of the
number of months for which imports can be financed

However, the mnternational hiquudity indicator often
requires careful interpretation  This indicator may overstate a
country’s hquidity in cases where part of the official reserves
have been pledged as collateral for a loan, or where 1mport
levels are aruficially low due to controls In cases where a
country has readily accessible lmnes of credit, this indicator
tends to understate liquidity The number of months for which
mmports can be financed by adjusted reserves determines the
hquidity nsk: five months or more of coverage can be consid-
ered as "good”, 2 1/2 to 5 months’ coverage 1s satisfactory,”
and less than 2 1/2 months coverage 1s "unsatisfactory "
Thus, low rating pownts are given to countries with smaller
mternatonal hquidity ratios

RANGE POINTS

00t 05 0o
06tol0 05
111020 10
211030 15
31tod0 20
41t050 25
51t060 30
61090 35
91twl120 40
12110150 45
Over 15 50
24 INTERNATIONAL COUNTRY RISK GUIDE HANDBOOK
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FOREIGN TRADE COLLECTION EXPERIENCE
(5 pornts)

This indicator 1s shown n Table A 1n Appendix II,
which appears monthly in INTERNATIONAL COUNTRY RISK
GUIDE These evaluatons, based on the surveys of Export
Credit and Collection Data published 1n INTERNATIONAL
REPORTS, assign pomt lotals that are determuned by the
number of months for which payments for imports are delayed,
as well as for the months of delay before the central bank
converts local currency payments nto hard currency Rating
pomts from these two evaluatons are combined into one
indicator  The lowest nisk ponts are given to the countnes
which have the longest period of delay 1 paying hard currency
for imports The total indicator 15 the sum of the poi for
exchange delay and collection expenence

EXCHANGE DELAY POINTS

6 months or more 00

5 months gs

4 months 05

3 months 10

2 months 15

1 month 20

0 months 25

COLLECTION

EXPERIENCE POINTS

Poor 00

Poor to fair 05

Fairr 10

Fair to good 15

Good 20

Excellent 25

INTERNATIONAL COUNTRY RISK GUIDE HANDBOOE 25
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CURRENT ACCOUNT BALANCE AS A
PERCENT OF EXPORTS OF GOODS
AND SERVICES (15 pornts)

This 1indicator appears i Table C of Appendix I of
every issue of INTERNATIONAL COUNIRY RISK GUIDE
The trade account of each country 1s reported in the tables as
supplementary information, but 1s not expheitly included in the
calculation of the current account nisk rating  In order to make
the cu—ent account balance comparable among countnies, the
surplus or deficit 1s divided by the value of exports of goods,
services, and private transfer payments

The current account 1s the sum of the country’s trade
balance payments and receipts for services 1ncluding tounsm
and shipping, mvestment income, interest payments for debt
service, and transfer payments for emigrant remittances and
foreign aid

A country’s current account balance has an important
mfluence on its hiquidity position and debt service capacity
The neganve 1mpact on the economy of a rapid detenoration
1n the current account balance can also lead to an increase 1n
the polincal and financial nsk of doing business 1n a country
Therefore, the current account ratio carnes the heaviest
theoretical weight for a single indicator — 15 points — in the
calculation of the economic nsk rating The lowest rating
pomts are given to countmes wn which the current account
deficit represents a high proportion of goods and services
exports Countnies with current account surpluses receive high
ratings sigmfying low nsk

INTERNATIONAL COUNTRY RISK GUIDE HANDBOOK
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RANGE

More than 25%
201t0250%
151t0200
1010150
510100
00to50
Qlto-50
Sltwo-100
-101t0-150
-151t0-200
-200t0-250
251t0-300
30 1to-350
-351t0-400
401t0-450
~451t0-500
-501to-550
-551to-600
60 1to-650
-6511t0-700
0 1lte-750
-751t0-800
-801t0-850
-851to-900
801t0-950
95 1t0-1000
-1001to -105 0
-105 110 -1100
-1101t0-1150
-115110-1200
Below -120

ECONOMIC RIS

CURRENT ACCOUNT AS PERCENT
OF EXPORTS OF GOODS AND SERVICES

POINTS

150
145
140
135
130
125
120
115
110
105
100
95
90
85
80
75
70
65
60
55
50
45
40
35
30
25
20
15
10
05
00
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PARALLEL FOREIGN EXCHANGE RATE MAR-
KET INDICATORS (5 points)

This indicator 1s reported mn Table E of Appendix I in
each 1ssue of INTERNATIONAL COUNIRY RISK GUIDE It
shows the percentage difference between officially approved or
official exchange rates and rates on the parallel marhet,
expressed 1n currency units per US dollar  For example, if the
offictal rate 1s 100/US$ and the parallel market rate 1s
120/USS, the percentage difference between the two rates
would be 20%

The nsk rating 1s based on the three-month moving
average of the percentage difference between the parallel
foreign exchange market rate and the official rate  This
difference represents the extent to which the official market
rate may be overvalued

If the official market rate 1s totally free without any
restrictions on the currency trading, the parallel market and
official rates will tend to be equal, but 1n most countnes, the
foreign exchange market 1s not allowed to operate without
restmctions

An ncrease in the discrepancy between the parallel
market rate and the official rate may be an indicator of serious
mnflation, an intractable debt service problem, a detenorating
Liquidity situation or a doubtful polinical chimate  If the parallel
market differental for a currency nses but there are no
particular economuc difficulties, 1t may indicate a consensus
that there will be an unfavorable poliucal change Higher
parallel market differentials receive fewer risk points
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RANGE

Lessthan 1 0
11025
26050
510100
101t0150
15110200
2010300
30110400
401t0600
60110800
Over 80

POINTS

50
45
40
35
30
25
20
15
10
05
00

ECONOMIC RIS,

INTERNATIONAL COUNTRY RISK GUIDE HANDBOOK z



APPENDIX N

International Financing Techniques - How To Improve Export Finance



2

Y
L7

® I—International Financial Techniques

FFO

How To Improve Export Financing

UPDATED TO OCTOBER 1991

Introduction

Export financing presents particularly complex problems
for the financial manager since 1t requires mvolvement in a
wide range of areas from overall corporate credit policy and
marketing techniques to different natonal borrowing cond
tions and export payment guarantee programs Sales abroad
require firms to deal with 1ssues of exchange risks uncertain-
ties about the financial strength and reliabihity of foreign cus
tomers as well as the added costs of special financing In
addinon many countries stll have stnct exchange controls on
remuttances of converuble currencies

This report concentrates on the 1ssues that companies should
consider in structunng therr total export financing mux It
also provides some strategic advice on how o finance exports
at the lowest cost and with the greatest simplicity In an 1deal
world an exporter would receive payment before shipping
goods This can rarely be accomplished however Indeed
exporters 1increasingly extend credit and even countertrade
terms as a competitive sales tool

Many governments as pan of their efforts to promote ex
ports offer programs that reduce the nishs of selling abroad
Vanous export mnsurance schemes have been established and
are outhned 1r detail mn the counny reports of Financing
Foreign Operations (FFQO) In essence these programs give
the exporter the option of securing financing and mvestment
insurance through government agencies Financing for export
sales 15 often offered with easter tarms and at reduced rates
Insurance 1s generally available fo. poliical nshs (e ¢ nation
ali~auon eapropnation and controis on remuttances) the rsts
of bankruptcy of the buver and fo- foreign exchange losses
The details ot each program are gnvenin Sec 12 0 of each FFO
countn report

The Currency of Sales

The process of exponi financing begins before the sale 1s
made In negouiating the sale and de.om ming 1ts conditions
the corporate executive must consider how the sale will be
financed and at what cost One of the first tashs 15 to gecide 1n
which currency the buver will be chargad Excnange rate
fluctuations can exther ehminate any profi and tumn the export

sale into a losing transaction or conversely result in a windfall
for the exporter Some government export credit insurance
agencies and pnivate insurers offer exchange nsk cover but this
15 relatively expensive and avalability does not maich
demand

Exporters must cover exchange nsks from the date of sale
or shipment to the date of payment It s common for exporters
to negotiate a ume draft with a bank 1n foreign currency under
which the bank will buy the paper at the rate of exchange
prevailing at the matunty of the draft,1e at the rate quoted 1n
the forward exchange market If the forward rate commands a
discount the addrtional costs should be factored 1nto the export
pnce If however tne exporter 1s holding the draft unul
matunity its value can be protected by hedging 1 e the curren
cy may be sold on the forward market for deliverv at matunty
of the draft thereby covenng the nsk dunng the ume lag

Inflation must also be considered when negouating a con
tract especially for trade with buyers in volatule markets In
many cases the purchase pnice 1s fixed but a cost escalanon
factor 1s included 1n the contract In other cases matenal or
labor costs or both may be indexed against an inflauon scale
such as the consumer price index

Countertrade

To overcome the problems of foreign exchange and infla
tion governments in export marhets where these problems
have become a major obstacle to trade have promoted alierna
tive forms of payment for imports most commonly
countertrade Most forms of countertrade involve the use of
currency but the value of the goods used tn pavment fo.
imports 1s set in advance thus avoiding the problems of ea
change rate fluctuations and inflationany cost escalations
Countertrade accounts for about 25% ot world trade and 1s a
separate payment sy stem to that of commercial trvde financing
although 1t also involves some ot the same proceaures such as
letters ot credit etc

The concept of countertrade aates back to the ume when
money had not yet been invented when gooas and senvices
were exchanged wholly through barter A currency that canno
be exchanged for another currency 1s  nonconvertible anc
generally of little or no value outside 1ts countny of circulation

In the provess of updating this cnapter of FFO some finan~ial conditions may hay  changed Fo th most current interest and foreign exchange rates picusc re ¢

to tne FFO Updater sheets whicr are senton  a month to subscrivers
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On the other hand goods as long as they are sought after are
converuble and can be exchanged mternauonally for some
thing else
Because of the problems of currency inconverubility the
East Europeans turned heavily to countertrade in the 1970s and
'80s theiwr manufactured goods were not readily salable on
Western markets and countertrade was one means of obtaiming
sought after Western products and technologies In the 1980s
money was scarce and countertrade was essentally the only
possibility for East Europeans to trade with Western partners
In fact, the Soviet-sponsored Comecon trade system started in
1949 and its use throughout Eastern Europe was nothing more
than a series of bilateral trade agreements with most transac
tions based on wide ranging countertrade arrangements be-
veen two partners
Countertrade also expands dunng penods of difficulty with
global or regional hquidity Accordingly since the Third
World debt crisis of the early 1980s countertrade has become
an increasingly common wrade arrangement with LDCs Dunng
the past decade Western companies discovered that coun
tertrade could be a posiuve marketing tool Many compamnies
changed from a negative attitude toward countertrade to one of
seeking ways to use countertrade not only to develop markets
but also to help their partners 1n Eastern Europe and LDCs
establish new industries improve their products and packag
ing and generally to expand thesr exports Many companies
now consider countertrade a permanent part of their financing
opuons when exporting to the Third World It continues to be
the most important expori-financing technique for trade wath
Eastern Europe and the USSR
It 1s esumated that over 90 countries now require counter-
rade or offset in some form and that countertrade in all 1ts
forms acchants for some 9 5% of world trade
Suli mnst companies and government officials do not like
counterrade It 15 considered an inefficient way to finance
iternational rade since 1t demands lengthy negotiations and
a long term comrmitment due to the difficulues of calculaung
the nsks and costs involved Moreover 1t1s estimated that only
one out of 20 negouations results in a firm deal
Most firms concede however that countetrade will always
have a role 1n keeping op.n export markets when credit condi
tions are ight Many exponiers regard countertrade as a means
of staying in a market that has temporanly lost its buving
power The more dvnamic MNCs see 1t as a means of market
entny ahead of the field
Countertrade has tradiuonally been the province of big
sophisticated companies The vast majonty of these arrange
ments are carmed out by firms with more than $1 billion in sales
and with established export markets
The la.ge Japanese trading houses (the suga shosha) have
used counsertrade successfully 1 this wav butthey also expect
to make a profit on the whole import export package Because
of their size and structure the soga shosha and the largest
Western MNCs are able 1o arrange deals on the scale of
governmer® to government packages which gives them con
siderable bargaining power and enhances therr nisk cutung
potential Theyv someumes handle countertrade business fo-
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outside companies

Smaller companies lack the abihity toengage in counterrade
for themselves and independent irading companies are
generally less interested 1n dealing with small contracts They

e sometimes willing however to link smaller companies in
clearing deals or to procure from smaller compames when a
countertrade arrangement calls for specialized imports or ad
dinonal quanuties within a short pennod Evenso deals need 1o
be at least in the $1-2 mullion range to be worthwhile As
countertrade nstruments become 1increasingly sophisucated
and more profit onented there 1s more likelthood of the 1nvol
vement of smaller firms at some stage of the game

The three largest countertrade brokers are Vienna based
Centro Internationale Handelsbank (jointly owned by Itahan
Polish Austnanand UK banks) Philipp Brothers (US)and MG
Services a subsidiary of Germany s Metallgesellschaft.

Due to the volume of countertrade in the region Eastern
Europe has provided the model for countertrade practices
Under the Eastern European system cleanng accounts are set
up to support bilateral government to government trade agree
ments that stipulate the volume and type of goods and types of
payment to be settled via the cleaning account for a given
number of years (typically two or five years) The accounting
unit 15 usually the US dollar About 50 countries have set up
bilateral trade agreements of this kind In addition members of
regional orgamzations such as Lafta CACM and Canicom have
set up multilateral agreements among themselves These clear
1ng accounts can be tapped by third parties (see below)

Forms of Countertrade

One difficulty that economusts as well as businesspeople
have with countertrade involves definiions Countertrade stself
1s a generic tlerm encompassing at least four major subgroup
1ngs of this financing techmque The definitions given here are
as precise as an imprecise science allows so that the novice as
well as the finance expert will know which vanauon s being
discussed These defimuions were developed bv Business In
ternational and have now found general acceptance

Man of the forms of countertrade discussed here onginated
with practices developed for use tn dealing with the reasonabl
sophisticated economies of Eastern Europe Because of their
widespread use 1n Eastern Europe they quickly spread to the
Third World where Eastern European ties have traditionally
been strong and simular financing problems exist

As 1t developed countertrade 1in Eastern Europe became
highly 1rsututional zed with special organizauons devoted to
its encouragement and operation This has not been tne case 1n
Third W orld countries where e ~nonues are far less reculated
than were those of Eastern Europe Nevertheiess the same
reasons supporting countertrade 1n Eastern Europe evolved in
Third World countnes which 1n wm encouraged Western
companies to apply the same solutions to simular financing
provblems

Countertrade takes on five clearty definable forms barer
compensation rounterpurchase advance purchase and buy
back Other less convenuonal but significant vanarts are
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offset cleanng agreements and switch transactions The five
basic types of countertrade occur in many different forms and
some transacuons incorporate elements of two or more of the
basic vanieties

Barter, or swap 1s the oldest form of trade predomunant in
pre money econormes It involves direct exchange of goods
between trading parmers and must be cammed out sumultaneous-
ly if nisks are to be held to a munimum. No money 1s involved
and the value of the goods 1n each direction must be equal No
third party 1s involved By contrast compensation counterpur
chase or product buy back commutments can be transferred to
thurd parties (e g a professional trading house or an end-user)
for fulfillment.

Barter suffers from the problem that finding goods of equal
value makes the scheme cumbersome Vanations in the quality
of merchandise disagreements over the value of the goods and
services and the relauve inflexibihity of this sort of transaction
hmut 1ts use Nevertheless barter 1s used extensively when
money transactions for one reason or another simply will not
work This was the case 1n the early 1980s in Eastern Europe
and Laun Amenca when countries were unable to meet therr
financial obligations and were in effect bankrupt Basically
barter 1s an inconvenient and mefficient way of trading which
1s why 1t was superseded by money in the first place

Compensatior has become—inaccurately—a genenc termn
fo~ countertrade Correctly used however compensation ap
plies to a specific form of countertrade simular to barter except
that goods are prniced in monetary terms not in kind Like
barter the nisk 1s considerable since there are no guarantees
that once the first party to the transacuon ships goods the
second party will fulfill their half of the deal with the reciprocal
shipment Under compensation the obhigations of the rading
partners are covered by a single contract No monev changes
hands 1n the transaction but the monetary value o: the delivery
1s set and subsequent delivenies are also valued and credited
against the debt for the onginal delivery Compensation is i
fac. ittle more than a formn of barter with delaved payment The
transaction can be covered by insurance or bank guarantees
from the countertrade goods supplier but these protective de
vices add expense to the deal Although compensation deals
are somew ha. more flexible than barter they are just as tncon
venent and nefficient and are also seldom used

Counterpurchase w as the traditional form of countertrade
widely practiced bv all East European and Laun American
countnies 1n the 1970s and early 1980s It. use however
declined 1n the late 80s and earlv 90s due mainly to two
factors (1) The poliical changes that took place within the East
European countnes made the arrangement unworkable on the
EE side and (2) economuc collapse of several EE countnes
meant that anv arrangemen® mvolving credir were unaccep
table to the Western partner This orm of counterirade 1s no
hikelv 1o return mn dealing with EE It was inefficient and
cumbersome to adrunister although of all of the vanations on
countertrade counterpurchase offered maximum flexibihity for
ail parties concerned It can work onls where 2 rong cenwral
govemment 1s available to direct eaports Counterpurchase
continues 1o be popular outside Eastern Europe
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In a typical counterpurchase deal a Western exporter in
Country A agrees to sell products or services worth a given
amount to a buyer 1n 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 services from
a seller n Country B at 2 given amount, usually a percentage
of a Western firm's sales contract within a specified period of
ume The value of the counterpurchase can amount 1o more
than 100% of the Western sale Contract 2 usually specifies
penalues of one form or another should the Western firm not
fulfill 1ts obligation to purchase counterrade goods In add:
uon Contract 2 1s usually transferable allowing the Western
company the possibility of transfernng’ 1ts obligation to
purchase Country B goods to a trading house or other party A
framework contract (Contract 3) ties the two deals together

The major difference between counterpurchase and com
pensation transactions is that the former usually entail two
separate but hinked contracts—one for the sale of the products
and a second under which the exporter agrees to purchase
products from the importing country Exporters enjoy the major
advantage of getung full payment for their deliveries at once
or under credit arrangements while their own purchases have
to be paid for only when suitable products have been found and
a contract has been signed

Advance purchase as a form of counterrade 1s simular to
compensation with the primary difference being the time
frame within which the deal 1s fulfilled Advance purchase
offers the advantage that the Western firm need not sezk out
the countertrade goods nor are there questions of fulfillment
on the part of the EE or other partner Advance purchase puts
the burden of the transaction squarely on the other partner both
in terms of setthing price and ensunng that quahty and delivery
specifications are met

The procedure reverses the typical counteroade arrange
ment The importer first supplies the counterpurchase goods
The concept was developed whereby EE buvers would ship
goods either to their Western suppliers or to third parnes with
the proceeds being held 1n escrow in a bank account n the
West 1o be released to Western suppliers when the shipment
of their goods were receined 1n EE If the export 1s not
scheduled to take place for some ume the importer may ash
for a gua antec from the Western exponter s bankers The
exporter then sells the goods and makes delivern Once the
export 1s delivered the escrow account 1s withdrawn and the
bank guarantee 1if there 1s one 1s recalled The interest paid on
the escrow account 1s converted mnto extra goods 10 be supplied
to the purchaser

Advance purchase deals theoreucallv offset one another
with each side supplying goods of equal value In pracuce
aeals rarelv balance equalls By arrangement anv smal'
amount rematning 1o the cred:t of ane parmer mav pe held over
for a future deai or even paid 1n hard currency Unlike conven
uonal counterpurchase or buy back deals whicn can take sev
eral vears 1o complete advance purchase transactions are
usually concluded w thin several mon'ns Tha great appeal of
advance purchase arrangements for exporters 1s that thev are
fully protected from nonshipment because thev receive the
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goods before making their own delivery The goods are 1n hand
and can be checked for quality and quanuty avoiding payment

delavs
Product buy-back deals (sometimes referred to as short

covertng) have been widely used to finance Western turnkey
projects 1n Eastern Europe In a typical buv bach transacuon
the MNC selier of plant components and equipment agrees 10
accept output from the plant as payment

Buy-back has the advantage that supplier credits often with
government guarantees can be used to finance the equipment
sale to the buyer While many guarantee orgamzations (such
as Hermes in Germany the ECGD inthe UK Coface in France
Kontrollbank in Austna Eximbank in the US and others) may
not look kindly toward or flatly refuse to finance deals
which ulumate payment 1s in counterrade goods most buy

ack arrangements escape this scrutiny (or the countertrade

aspect1s overlooked) since the countertrade 1s separate and the
ume frame of the deal extends over a considerable penod
Because of the capital goods nature of the investment financ-
ing over a longer period 1s often available

The biggest drawback to buy back 1s that a manufacturer of
production equipment often gets involved in supply of resultant
goods thus bemg placed indirectly in compettion with the
other (Western) buvers of that same production equipment
With the changeover to market economues 1n EE the danger of
this form of cut pnice competition 1s no longer so worrisome
but many equipment producers stll prefer not to be associated
with a fimished product that competes with that of their other
customers The problems are greatest with branded goods or
products that can be fairly easily 1dentified as to source and
manufacture Products whose 1dentity or ongin 1s difficult to
determune (e g bulk chernucals) are easiest for a Western firm
to hand's or a buy back basis

There are tnree types of buy back deals

(1) Pavmen in resultant products relanng to the supplier s
ndusirv Under this arrangement exporters receive products

wrectly from the factory or proiect they have built or supplied

these products are the hand the supplier company generally
produces or 1n which 1t normallv deals An example of a
buy back scheme 1s the well publicized Soviet gas pipeline to
Western Euvope 1» which p pe compressors controls and
other equipment provided by Western companies are 1o be r~id
for with go delivered to Western Europe through the pipe ne
over a predetermined peniod of years

{2) Pavment tn resultant products unrelated to the
suppuier s tndusr Manv companies are unwiliing to take
back such produc s because thev simph do not know how to
mart et therm even though these goods are made with thetrown
equipment

{3)Buy pack or resultans and other products To avoid such
problems with resultant products some W estern companies
may COMTIacl 10T muxed pavment An exporter agreemng to a
total buv bach obligation might for example be able to take
one third in resultant products and two thirds 1n any other
products made 1n the importer s country

Atvpical mined buv bach packe_e would be one in whicp
a Western compans supphies cquipment and know how for the
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producuon of fimshed manufactured goods such as texules
wooden boards furniture and household appliances In turn 1t
buys back resultant products for sale through 2 rading com
pany along with nonresultant products such as machine tools
or raw matenals which 1t can use in its own production
processes or sell

tn some cases buy back may consist totally of nonresultant
products (technically this would then be 2 counterpurchase) if
the resultant products are not marketable 1n the supplier s home
country InPepsiCo s well-pubiicized Soviet venture the firm
agreed to license several bottling plants in the USSR and to
deliver Pepsi concentrate to these plants Since the subsequent
output would be redundant 1n PepsiCo s Western markets and
would compete with cola made by PepsiCo s own bottlers the
company agreed to an offset involving credits aganst the
purchase of Stolichnaya vodka for import to the US

Offset arrangements are considered separately from the
more usual forms of countertrade because of the difficulty in
defining such deals Offset 1s practiced more than any other
form of countertrade by governments of Westermn ndustnal
countries as well as EE and developing countries Under the
designauon industmal partictpation inAustralia  industrial
benefit’’ in Canada and offset 1n most countries this form
of countertrade covers a wide range of transactions and may
take many vanations Under an offset agreement a Western
company usually selling military aviation or major investment
projects 1s required by the government of the purchasing
country to buy a percentage of the value of its sale from the
purchasing country A supplier of military amrcraft for ex
ample will be required to purchase a certain amount of goods
over a period of ume 1n effect to help finance the deal
McDonnell Douglas of the US claims to be the world s largest
countertrader based onits sales of civilian and mulitary aircraft

Offset mav be direct or indirect In direct offset sellers are
obliged as a condition of the onginal sale to license or traasfer
their technology to subcontract manufacture or assembly or
eventonvestin the local economy and then are often required
10 help export or buv back some of the resultant products In
indirect oftset a government or the purchase (often one and the
same) obliges a foreign supplier to purchase nonrelated goods
or services 1n that country up to an agreed 1pon percentage of
the onginal sale

Cleartng agreements although excluded from the sinct
defimuon of countertrade can be used by Western companies
to increase their exports to a partner country that 1s in surplus
{see Swiich transacuons below) Cleaning agreements are
pavment agreements that may but need not operate parailel to
bilateral . 10e agreements Many bilateral trade agreements are
settled 1n conmveruble currencies and do not include a cleanng
agresment

Unde opilateral trade agreements the two signatones stipu
late 1n a framework agreement in advance the tvpe of goods
thar are to be exchanged over a peniod usuzlly of two to five
vears Follow up agreements determine the annual quantities
with pnces fixed on a quarter]ly semiannual or annual basis

Count~es struggling a1tk ae fic1 problems have occasiona
Iv used cleaning agreements as a device to make the debtor
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How a Typical Switch Transaction Works

Switch 1s based on the assumption of a trade imbalance between
two countnes one of which will be the purchaser of the Westem goods
In pnnciple switch transactions can be carned out using any cleanng
agreement that 1s not in balance This trading method requires agree
ment of all parties however or it will not work.

For the sake of example assume animbalance in the trade agree
ment between Czechoslovakia and Argentina Czechoslovakia will have
delivered as agreed but Argentina has besn unable to supply the
agreed currency amount Trade officials or a buyer in Czechoslovakia
suggest to a US based MNC that they do not have the convertible
cumency available to pay forits products or services but they would pay
n cleanng currency drawn against Argentina s account

The US firm agrees and delivers $30 000 worth of products to a
customer in Czechoslovakia quoting a pnce of $100 000 and agreeing
toaccept payment in cleanng units drawn against Argentina The reason
tor the differential between the value of goods delivered and the invoiced
pnce will cover the costs of using a specialized switch trader 1o imple
maent the deat

The switch trader finds an importer in Mexico willing to pay $95 000
for $100 000 cleanng units worth of say Argentiman fruit juice con
centrate The importer in Mexico opens an irrevocable letter of credit in
favor of the switch trader payable on receipt of the shipping documents
from Argentina

The switch trader informs the cleanng account bank in Czechos
lovakia of the name of the seller in Argentina and the goods involved
The bank then i1ssues a letter af credit to its correspondent bank 1n
Argentina giving the name of the Argentinvan seber a product descrip
tion and the name of the buyer In Mexico 1n whose favor the shipping
documents must be made out

The exporier in Argentina ships the juice concentrate giving the
shipping documents to #s bank which forwards them to Czechos
lovakia The exporter 1s paid $100 000 worth of local currency by the
bank that administers the cleanng agreement While the shipping
documents state that the juice concentrate was delivered to Czechos
lovakia he actual shipment 1s made directiy 1o the purchaser in Mexico

The cleanng account bank in Czechoslovakia forwards the shipping
documents to the swilch trader who presents them to the importer or
its bank in Mexico Those documants releasa the $95 000 under the
iwrrevocable letter of credit in favor of the swilch trader opened at the
start of the whole transaction by the importer in Mexico

The swilch trader pays the US firm the agreed upon $80 000
retaining a $5 000 fee for its services covenng its cosis and profits

Pitfalis of Swilch Transactions
Clearly switch transactions involve highly complicated procedures
and are best left fo experts in the field Pitfalls abound
Limitations may exist on product or country of ongin Risk 1s involved
n signing an agreement providing for payment in cleanng unis before
it 15 absolutely clear for what purposes the cleanng funds may be used
and whether a third party 1s allowed to buy products in the country
concemed Third parties may be shut out of dealings with countries
where govemment control or mfiuence over foreign trade 1s weak In
such situations govemment authonties may not want third parties to
banefit from a bilateral cleanng agreement Further it i1s important to
establish what products are available and if they will shll be available
when the transaction 1s actually undertaken Switch traders are invaiu
able here they can advise whether a deal 1s unreaitstic or would involve
too much nsk
The very least a company should do before entenng into a final
commitment 10 accept cleanng funds 1s to sign preliminary contracts
with potential sources of those cleanng funds and with potential end
users of the goods that can be bought with those funds Suchpreliminary
contracts can offer some protection against unexpected problems
which may include
sudden introduction of government controls on cleanng settle
ments
unexpected suspension of bilateral cleanng agreements
rejection of a third party as beneficiary to the transaction and
refusal to allow use of cleanng iunds to finance a commercial
contract involving 2 noncleanng party

country sell more goods to the creditor Some LDCs in fact do
not want to settle their clearing agreement imbalances They
consider the dehivenes under the trade agreements a form of
cheap long term credit and will use the agreements to obtain
machinery and eauipment on the most favorable terms

Negotiations and settiement of cleaning imbalances may be
managed unofficially between a third party and one of the two
cleaning partners by means of switch transactions (detailed
below; Officially the prirc ple of bilateralism 1n the cleanng
agreement has to be mamtained This requires that the debtor s
delivenes of goods and services officially be billed 10 the
creditor country and charged to the creditor s cleanng account
no maiter w hat the final destination of the goods and services

Western companies can make use of these agreements by
engaging 1 switch transactions This involves finding out
where irba'ances exist 1 cleaning agreements and agree ng to
supply goods to the surplus cleanng partner n return for
pavmentin cleanng currency  Goods purchased with the clear
ing currency are then transformed 1nto converubls curren
¢v thereos paving the Western compans for its export (see the
bex above?

Swuch transactions are easily the most complicated form of
countertrade currently 1n use because it involves more pantners
more countnes and more goods Switch 1s dominated by spe
cialists who have the skills to bring a deal to a conclusion and
can cope with the muluphcity of risks imvolved Timung s 2

@ Octone 199] Business Internations “orp

FE QO FXPORT FINANCING

vital element 1n switch deals It1s advisable therefore to use the
services of a specialized broker or trader most of whom are
located 1n Vienna Zunch or Paris or one of the several firms
active 1 the US and the UK beiore a sales contract 1s closed

Basically switch 1s a means of achieving exports (sales) that
would not have been possible directly for converuble hard
currency Through mediation of a switch speciabist the West
ern suppliers get paid 1n cash for their export to the creditor
countrv less the costs of the transaction As EE countries move
toward comvertibility of their currencies switch might be ex
pected to dimumish as a form of countertrade In fact despite
the wntnicacies of swiich deals these appear to be on the
increase since still more commodities are supplied against
credits which then must be liquidated

Switch transactons are used mainly to finance Western
sales of consumer goods semimanufactured goods and agn
cultural and raw maternals to creditor countries as these items
are normalls sold on short pavment terms It 1s impractical 1o
accept pavment 1n cleanng untts for the sale of investment
goods since these have delivern imes of many months and a
switch trader cannot possibly know w hat the discount rates for
clearing units will be in etght or 10 months when the proceeds
from the Western products shipped to the buyer are due

The most salient feature of switch deals 1 the disunctior
between aller and rerour transactions Thev are someumes
referredtoas export and 1mpor  transacuions respective
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ly Aller and retour refer to the flow of commodites to or from
cleaning areas In an aller switch a swiuch trader sells for
example Western goods via a EE country to a developing
country which i tum pays in cleaning currency to the EE
wutermediary In a retour switch the flow 1s reversed Goods
from a developing country are sold via an EE country to a
Western switch house and cleaning payment 1s made by the EE
country to the developmmg country The tnick—and hence the
specialist companies operating 1n switch transactions—is o
find a third party willing to take goods from the developing
country and pay convertible currency for them or for reasons
of other trade imbalances accept the soft currency against the
hard
Few companues can or should undertake this kind of trans

~cuon alone because of the nisks involved in deaiing with

-ange products and unfamuliar cleanng currencies (see the
box on p 5 for some possible pitfalls) Instead they will tum
to the specialist 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 achieve an export or market
penetrauon where this otherwise would not be posstble

Pavment Terms

In the free market trade financing system once the currency
of the sale has been decided the next step 1s to decide what
payment mechanism the importer will follow There are three
basic artangements

Cash in advance With cash 1n advance the umporter pays
either before the shipment or upon amval of the goods before
takung legal possession While cash terms are less common
today than in the past cash against documents 15 stull a wide
spread practice

An obvious advantage of cash 1n advance 1s that exporters

oid tving up their own funds It can also give 1mporters a
markeung edge If poliucal conditions are unsettled in the
importer s country orif the importer s credit rating 1s less than
adeau1te the exporter may be offered a cash payment to make
a sale attracuve bv the impornter If for example a credit
msurance agency removes a country from 1ts 1st of ehigible
marhets the exporier may insist on cash in advance Or 1f the
importer s country stipulates that the importer deposit the
countervalue in local currency with the currency nisk bomne by
the exporter the exporter usually requests cash payment Cash
1 advance 1s also demanded 1n cases where goods are custom
made and the expo-ier needs prepayment to finance their
manufacture

Open account Sales on open account 1f uninsured are
made with no definite matunues s2t by the exporier This
method permuts great flexibility and 1nvolves lower costs and
bank ct arges than other systems of trade financing

Under an open account arrangement the exporter grants a
discount from the invoice value if pavment 1s made within a
specified number of davs The credit nisk 1s often insured by
government agencies or private insurance companies If the
credit 1s msured the insurance carrier normally places a limit
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How Documentary Collection Works

Under a documentary collection exporiers use remitting banks as
their agents to collect payments from oversaas buyers The procedure
involves the following steps

(1) Exporter ship their goods 1o buyers

{2) AHter the goods have been shipped exporters submit the tollowing
documents 10 their banks

(a) any stupping documents including the bill of lading that convey
title to the goods

(b) a draft (also known as a bill of exchange) which demands
payment from the buyer There are two types of drafts sight and time
The sight draft demands payment on prasentation while the time draft
demands payment at a future date or after the bifl-of lading date

(c) nstructions to the bank to handle the transaction as either a
documents aganst payment (D/P) collection or a2 documants agamnst
acceptance (O/A) cofiection

{3) The exporter's bank the ramitting bank, sands the documents
draft and instructions 1o ane of its branches or to a comesponding bank
in the importer's country known as the collecting or presenting bank

(4) Collecting or presenting banks tells importers that the doecuments
have arnved and that they can obtain them if they comply with the
payment terms either D/P or D/A collections

Documents against payment (D/P) collection

When importers operate under D/P collections they must pay sight
drafis before banks will release the documents Once collecting/present
ing banks have received payment they will transmut the funds to remutting
banks to pay exporiers

D/P coliection allows exporters through their banks to retain control
over the goods until imparters have paid

There are two main exceplions to the above procedure

(1) Legal requirements in the imporing country such as foreign
exchange permils may make the imporier ask for possession of the
documents before payment The exporier shouid therefore be aware of
practices i the importer’'s country

{2) Arr shipments are often made under documentary bill collections
As direct consignae of the nonnegotiable airway bill imporiers can take
possession of the goods before meeting their payment obligation

Documents against acceptance (D/A) terms

When the exporter has extended credit lerms to the imponrte: the
collection 1s made on a documents agatnst acceptance basis

(1) The exporter draws . ime draft on the importer the importer must
accept it 10 get the docurr .nts

(2) The imponter/drawee wiites  accepted across its lace and dales
and signs i By accepting the araft the imporer recognizes its legal
oblhigation to pay the face amount at matunty e g 30 60 or 90 days
after the date of acceptance The accepted draft 1s known as a trade
acceptance

(3) Once the draft has been accepted the bank releases the docu
ments to the imparier

(4) As per the exporter's instructions the bank will either hold the
trade acceplance or return i to the exponter

(5) At matunty the bank presents the trade acceptance to the
importer for payment

(6) The coliecting/presenting bank 1s paid by the importer This bank
hen transfers the junds to the remiting bank jor payment {o the exporter

on the amount and the creait period

Pnme considerations for a sale on open account are the
credit sanding of the importer the relationship between the
importer and exporter and prior collection expenence Offers
by competitors frequentlv play a role The payment recora and
pavment rules of the imporung country are kev factors The
absence or existence of onlv minor foreign exchange restnc
nons and It le hhehhood of other forms of govemment inter
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vention are desirable Exporters must be cautious however
and ready to adjust to changing conditions

A major drawback to the open-account method 1s the lack
of real evidence of indebtedness which makes legal action 1n
the event of problems difficult even if 1t 1s based on a
dishonored unpaid acceptance Another problem anses from
the lack of a definite matunty date importers may simply delay
payments Although exporters can heap interest charges on
unduly delayed payments the charges are not always easy to
determune and can be difficult or impossible to collect If rates
based on their domestic costs are requested by exporters there
will usually be no resistance but if exporters want to charge
the locally prevailing rate m an inflationary country importers
may be uncooperative

Documentary collections 1s one means of avoiding payment
problems and allowing the exporter to control the goods unul
the 1mporter has formally paid or promused to pay Through
greater bank involvement the exporter can retain possession
of the goods untl the imponer has actuaily paid or 1s legally
bound to pay While the degree of bank responsibility 1s not as
high as 1t would be with a collection mechanism~—such as a
confirmed wurevocable letter of credit—the documentary col
lection sull provides more assurance than an open account

There are four main advantages to using documentary col
lections

(1) An enforceable debt instrument The exporter s nght to
payment is protected under the negotiable instruments law of
the importer s country If the importer defaults or delays pay
ment at matunty the exporter will be 1n a stronger position n

court of law with a trade acceptance than with an open ac

count transaction which 1s corroborated only by unpaid com
mercial mnvoices

(2} Low cost/competizive terms Documentary collections
are cheaper than letters of credit and do not require exporters
1o tie up their local bank credit lines

(3) Faster payment Payment mav be quicker for exporters
when a bank presents a collection on their behalf importers
tend to drag their heels under open account

(4) Financing option Exporters can sell trade acceptances
to obtain financing

Although docamentary collection offers the exporter some
protection in the transacuion the himitations and nsks of selling
overseas are only parually overcome Payment for exports 1s
by no means guaranteed The following problems are sull
encountered 1n documentary collecuons

{1)The importer may not accep. the shipment After inspect
ing the documents presented by the collecung bank the im
porter mav reject them and refuse to pav or to accept the draft
Often the reason cited 1s documentary discrepancies—i e the
documents submuited by the exporter fail to comply with cer
tain terms of the .ales contract Common reasons for rejecung
documents 1nclude late shipment of goods a pnice increase
without the importer s consent and ncorrect pachaging and
marking of the goods The imporier mav also use documentary
discrepancies as ar eacuse o refuse shipment for other reasons
The upshot of a shipment rejection 1s that the exporter 1s
exposed If the exporter cannot negotiate accentance with the
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mporter the goods must be warehoused by the exporter unul
another buyer can be located Otherwise the exporter must
absorb the expense of shipping the goods back

(2) Documents may be released to the importer before
payment or acceptance of the draft Ideally under documentary
collection importers obtain shipping documents only after thev
meet their payment obhigation This does not necessanly work
out 1n practice however At umes the presenting/collecting
bank may be required to release the bill of lading to the importer
so that the importer can obtain government permuts for foreign
exchange or arrange for customs clearance Sometimes the
importer as direct consignee in air shipment can claim goods
upon armval without a nonnegotiable airway bill Tocompound
the problem 1t 1s difficult to consign the goods to the bank
since banks are usually 11l equipped to handle incoming air
shipments

(3} The importer may default on the trade acceptance
marurity The heart of the matter 1s whether the 1mporter will
be willing and able to pay the trade acceptance at mamrnty If
the importer has not assessed the situation properly the ex
porter could be left out in the cold The only thing the trade
acceptance gives the importer 1s an enforceable debt obligation
This 1s fine if the exporter does not mund going to court for what
will probably be a protracted suit but 1t does not guarantee
payment, even at the end of a long legal wrangle

{4) Sovereign action of the importing country may delav or
block payment Even if the importer 15 eagerly waiting to pay
with fistfuls of currency the transfer of funds from the import
1ng country may be rmpeded The importer’s government might
decide to block payments for economnuc or poliical reasons or
in the worst case because of civil disturbance or v ar

(5) Payment may be delaved because foreign exchange is
unavailable 1n the impornng country If tne draft is
denominated 1n a currency other than that of the importer s
country local currency for the required foreign currency must
be exchanged by the importer But someumes the required
currency 1s not asailable Importers mav have to wait their tum
for funds before thev can pay exporters Depending on condi
tions in the imporung country the waiting penod can be long

{6) Exchange rate fluctuations mav reauce the value of the
collected funds When the pavment 1s denominated 1n a curren
cy other than that of the exporier there 1s always the nisk of
exchange rate fluctuauons

(7) The importing courntrs may have documentary require
ments that delay the transacnon The imporung country mas
require import lhicenses pretmport approval for foreign ex
change preshipment inspection (with the possibility of a sub
sequent price reviston) by an independent specialized agencs
(see Theletter of credit pelow) ana a host of other ume con
sumung procedures that create jobs for bureaucrats but seem
useless to the exporter [ exporters fail to comply with
documentary requirements their goods could be delaved in
cleanng customs or even confiscated

(8) Banking sences nav be inefficient and may delay
pavment despite he goo. mtent on, of the mporter The
biggest hurdle faced by exporters to Asia 1s ofien the mechanic
of clearing the documents Poor document handling mishan
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How the LUC Mechanism Works

A letter of credit has two distinct stages 1ssuance and adwvising and
presentation and payment

Issuance and advising

The 1ssuance of a letter of credit and advising the exporter of its
issuance has four steps

{1) The importer and exporter conclude a sales contract to provide
payment by a letler of credit.

(2) The importer instructs s bank—the 1ssuing bank—to 1ssue a
tatter of credit in favor of the exporter The safes contract may cali for
either a sight Ietter of credit or a time letter of credit A sight letter of
credit arders payment to be made upon presentation of a sight draft
Under a sight draft the bank pays or negotiates payment to give the
exporer immediate funds and the required documents A time letter of
credt aorders payment to be made at some specified time after the

esentation of a time draft Under a time draft the bank holds the draft
untit matunty and pays or the bank may accept it immediately The
accepted time draft called a bankers acceptance (BA)} represents the
obhgation of the bank ta pay the face amount at matunty

(3) The 1ssuing bank sends the credit to a bank in the exporier’s
country—the adwvising bank-—which may aiso be asked to confirm the
credit

{4) The adwvising/confimung bank notifies the exporter that the crecit
has been issued

Presentation and payment
Once the exporter has been adwised thal a letter of credd has been
1ssued in s favor and it 1s certain that it can satisfy s terms and
condiions it Initiates the following process leading to payment
(1) The exporter prepares the goods for shupment and assembles
the shipping documenis
{2} it prasents the documents to the bank where the creditis avaiiable
or to a bank that 1s wiling to negotiate the credit
(3) The bank reviews the documents to make sure that they comply
with the terms and conditions of the lefter of credit
(4) The bank sends the documents to the sssuing bank
{5) The issuing bank examines the documents and if they comply
with the terms and conditions of the credit rembursement 1s made when
the BA mawres
(6} Theissuing bank wrns the venfied documents overto the importer
oon presentation of the amount due or upon terms agreed 1o by the
Aporer and the 1ssuing bank

dled wire transfers and 1inadeaquate balance reporting can se
verely impede documentary collecuon. In the Philippines and
India for example banks rouunely postpone collecuions and
funds transiers oy one or two we ks

The letter of credut A letter ol credit (L/C) 1s an instrument
or document 1ssued by a banl guaranteeing a customer s drafts
up to a stated amount for a specific penod It substitutes the
ban} scredit for the buver s an : eliminates the seller s sk To
establish proof of paiv ment before thes ship their goods and 10
rmunimize delay of pavment fo. the goods many eaporters
require L/Cs

Pavment 1s conditional on the exporter s compliance with
the terms specified in the L/C The exporter 1s required (o
present documents necessarv for transport and for commercial
and official purposes These documents include bills of lading
commercial invoices msurance ceruificates and consular 1n
voIces

If exporters comph v ith documentan requirementc of the
L/C they will usually receive prompt pavm.nt and protection
from the nsk that importues will reruse shipments Importers
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also benefit They are assured that they will not have to pay
unless exporters meet the conditions stipulated 1n the L/C

The increasing tendency for imporung counmes (espectally
those following IMF-imposed structural-adjustment programs)
to demand preshipment inspecuon by an independent agency
has led to comphcations for exporters This 1s parucularly
common 1n Latin Amenica Afnca and Asia Inspection agen
cies may demand alterations to the price or other changes and
this means that exporters must 1ssue new documents 1f they are
tobe pard Exporters should check whether this 1s arequirement
1n the market to which they are selling and if so they should
allow an extra two weeks to one month on delivery dates to
cover mspection tme Importers should be advised to set the
letter of credit expiry date at 30 days afier shipment instead of
the standard 21 days to allow time to correct documents if this
1s demanded by the 1nspection agency

A letter of credit may be 1ssued in either revocable or
irevocable form The form must be clearly designated and
must comply with uniform commercial practices

Revocable credits The opening bank may cancel or alter a
revocable credit at any ume Thus the exporter assumes the
nisk that credit may be revoked for any reason unul the advising
bank recerves the appropnate documents Because of this nsk
revocable credits are rarely used except between parents and
subsidianes or as a method of obtaining currency under foreign
exchange regulations

Irrevocable credits An urevocable ietter of credit can be
amended or canceled only with the express permussion of all
parues—the exporter the importer and the bank(s) Under
irrevocable credit the exporter 1as a bank pay on behalf of the
importer once the exporter has fulfilled the documentary re
quirements of the letter of credit Irrevocable Jetters of credit
are attractive to both the exporter and the 1mporter because of
the high degree of bank involvement and commitment

Anrrevocable letter of credit 1ssued by the importer s bank
known as the 1ssuing bank may be advised 1o the exporier
by a bank 1n the importer s country known as the advising
bank without anv undertahing on the part of that bank The
1ssuing bank will pay the exporter and the advised letter of
credit rehieves the exporier of beanng the importer s financial
nish

There may be situations however tn which an tssuing bank
cannot pay Political conditions tn the imporung couniry for
example—such as government action to block funds—might
preventan issuing bank from paying the credit 1n such a case
the exporter would sull be subject 10 financial nsh

If exporters do not want the burden of these risks thev may
require that the irevocable letier of credit be  confirmed by
a bank in their country or a third countnv The confirming bank
thus adds its commitment to the original credit Exporters are
then protected against the financial rish of the importing coun
try Fromtheexporer spointof view thisis the most favorable
type of credit as long as the confirming bank 1s trustworthy

Letters of credit have several strong selling points They
protect the exporter against the commercial nsh of the 1m
porter When the letter of credit 1s confirmed 1t shields the
exporter from foreign exchange transfer risk and other pohiucal
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nsk Under a sight letter of credit, the exporter 1s assured
payment upon shipment if the proper documents are presented
while under a ume letter of credit the bank offers erther
payment at maturnty or immediate funds (1f the bankers accep
tance 1s discounted) Sull another strength of letters of credit1s
that they facilitate preexport financing

Although letters of credit greatly minimze nisk they have
their shortcomings Letters of credit are expensive since they
mvolve bank commssions and fees as well as non interest
beaning accounts 1n some countrtes They are also nme-con
suming since exporiers and importers must ensure the
accuracy of specifications 1n export documentation (especially
regarding payment/collection instructions) And letters of
credit do not guarantee prompt payment In fact importers
often seize upon even munor techmical mustakes 1 the docu
ment such as a misplaced apostrophe to delay payment For
these reasons some exporters are trying to mimimize their use
of letters of credit.

Consignment The consignment method 1s pnmanly used
for exports between a parent company and 1ts foreign affiliates
It may also be used for delivenes to foreign distnbutors but
consignments to unrelated foreign firms carrv obvious nisks
and banks are reluctant to finance them (It 1s not unusual for a
commercial bank to step 1 and act as a consignee—a costly
but less niskv practice ) Under a consignment agreement no
pavment 1s due to the consignor until the goods are sold to a
third party by the consignee The goods remamn the legal
possession of the consignor changing hands only when the sale
15 made

Consignment shipments have been increasingly made for
goods that are to be exhibited at trade fairs or held in free zones
and free ports abroad The goods mav then serve as collateral
for financing It 1s impontant to chech regulations conditions
and storage faciliies however before agreeing to consign
goods to a bonded warehouse

Documentation

The following documents must accompany export transac
uons

The bill of lading 15 a document issued by a common carner
indicaung thar it received the goods described on a designated
date and wall mansport them to a specified desunation The basic
function of a bill of lading 15 1o define the responsibiliues of the
carner and to conve) tle to the proper party The bill serves as
both a receipt of shipment and a recept of conunued ow nership
unul the importer meets the stipulated requirements of pavment
or credit acceptance The man npes of bills of laging are

straight  bills and  to order bills In the case of a soraight

bill the 1mponer mav be able to take possession of the goods
pnor to pavment Bulls of lading drawn to order are negotiable
They mav be given to a bank for collateral or may be retained
by the shipper unul the imporier meets the payment terms or
posts a bond In Laun Amenca however some of the usual
condiions concerrng b ils of ladine do nor apply 1n all
countres

Bills of lading are also used as evidence of the outward
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appearance of the goods when loaded for insurance purposes
Once shipowners accept an 1tem and 1ssue a  clean bill of
lading * they are hiable for any damage to the shipment en
route Since the burden of proof usually falls on the shipper to
show that the goods were not damaged prior to acceptance by
the shipowner the descripuon of the items and the proper
consignment and preparatton of the bill of lading are important
to ensure both the secunty of the shipment and the legal hability
of the shipper and the shipowner pnor to delivery

At the port of desunation the merchandise 1s turned over to
the holder of the properly endorsed bill of lading There may
be more than one signed (and hence onginal) copy any onginal
copy presented gives title to the goods

An insured certificate 1s evidence that the goods shipped
have been msured It must include a complete description of
the goods that corresponds to descnptions appearing on other
shipping documents Insurance can be taken out by the buyer
or the seller and should cover the total invoice value of the
goods

A commercual invoice 1s the bill for goods shipped abroad
It1s a nonnegotiable instrument Listing the goods the prices of
the goods any related charges or fees shipment terms marks
and numbers of packages enclosed date names and addresses
of buver and seller name of shipping vessel and por of
destination Sometimes there are other specific items to be
recorded depending upon the foreign country and government
concerned All these descnptions should again correspond to
those contained in other accompanying documents prepared fo
the transaction

A consular invoice 1s required by some countries whereby
their consuls certify the shipment of the goods Such cerufica
tion must be presented to customs officials for clearance of the
merchandise It may also be needed for the assessment of
mmport duties The value quantuty and nature of the goods
should be listed w1th meticulous care to prevent delays

A certificate of origin 1s a cocument 1n which the exporter
venfies the place of origin of the goods shipped A country may
require this in order to comply with tanff laws giving
preference to certain goods from certain countnes

A suneyors’s certificate 15 1ssued bv a reputable company
and descnbes the exact muxture or quality of the merchandis=
shipped It1s based on random samples and 1s used in shipment
of gramn chemicals etc

The certificate of manufacture states that the gooas have

en completed and are being held ready for shipment It 1s
neeaed if an exporter has supulated that pay ment under a letter
of credit must be made against presentation of a certficate of
manutacture rather than a bili of lading or other document

Methods of Export Credit Financing

Determuning which financing method 1s the most suitable
for a given wansacuon depends on many factors the most
important of which are availability cost (interest rate and
commuissions) instrument of financing usea and the compans §
need for protection agzinst commercial and political rishs

Sourcesvan greatly depending upon the importing countn
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and the type of buyer Vanous financing alternauves may not
be available 1n some markets or they may be readtly available
at one ume but not at another Relauve costs are always
changing
The effective cost of financing consists essentially of the
interest rate charged bv the source of credit. additonal charges
and commussions (e g for acceptances) and the cost of -
surance If exporters use therr own funds they must also
include the opportunity cost, 1e the return they would get 1f
they kept the funds on deposit or invested them tn another way
Bank lending This may take many forms Exporters may
simply use part of their general domestic loans and/or over
drafts to finance foreign sales or the bank may earmark a
certain part of the bank line for export financing Alternatively
bank may extend a general revolving credit against a certain
~fcentage of export mnvorces deposited with the bank Such
techmques are used almost solely for financing short term
sales
In such cases exporters may not need to provide any par
ticular collateral to the bank because the bank 1s lending to
exporters aganst therr credit worthiness The credit works just
Iike any revolving credit The hiability increases as each invoice
or draft 1s deposited and decreases as each mvoice or draft 1s
paid
Bank financing for medium term exports 1s more comph
cated Bv defimtion a medium term export must be financed
by a medium-term credit very few firms have the financial
resources to finance these sales themselves The financing 1s
done erther with or without recourse to the exporter Most
exporters prefer the latter because they can transfer respon
sibility for payment to the bank But 1n some instances
depending on the credit standing of the buyer or its country the
exporter can only finance the sale on a2 with recourse  basis
Pavments are effected by promissorv notes or acceptances
usuallv 1n the form of senes of installments maturing every
ree or six months over the total peniod of the credit
The two essential principles of medium term financing are
as follows
(1) Financing must not exceed the useful life of exported
products
(2) Repavment must be effected 1r 1nstallment pavments
with the last payment due at the end of the agreed term A grace
p=nod before payment stants 1s frequently allowed 1n oraer to
cover an tmual penod (e g dunng which equipment 1s 1n
stalled) Medium term financing 1s basically hmited to capiial
goods
There are two basic tvpes of export financing buver credits
and supplier credits If the lender 1s dealing directly with the
busver the loan 1s a buver credit If the lender 1s arranging to
purchase a promussory note or acceptance from a suppler
howesver tne loan 1s a suppher credit
Because of the special nature o1 medium term credits
countnes have developed vanous mechanmisms to make banks
more 1nterested 1 financing medium and long term paper
These mainl cons stof evporr credit agency loans and guarap
tees (see FF2 countnv repons for details) Recent budget
constraints noweve~ have forced agencies to be more restric
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Arranging a Buyer Credit

A buyer credit usually involves three arrangsments among the con
cemed paries

(1) A commercial contract betwean the exporter and the importer that
specifies the actual sale of goods Is often arranged

{2) A letter of intent from the bank to the exporter sets terms and
conditions under which the exporter 1s committed to provide financing to
the importer The bank and the importar will then estabiish a parailal
credit agreament 1n a commercial contract

(3) An agreement 1s made between the exporter and the export credit
insurer under which the insurer 1s obligated to cover the proposed
transaction The policy ts typically assigned to the bank

The importer 1s usually required to make a down payment before or
upondelivery of about 10-20% of the invoice value Upon delivary of the
goods the bank either purchasas the promissory notes signed by the
importer from the exporter on a nonrecourse basts or grants a diract loan
to the imporier enabling it to pay cash to the exponar supported by the
assigned insurance policy

Somatimes the bank doas not regard the insurance policy obtained
by the exporter as sufficient coverage Forexample the policy might not
cover the nsk of nonacceptance of goods by the importer Furthermore
the mnsurance policy might not provide for payment of the interest that
would accrue between the matunty dates of unpaid export bils and the
dates on which claims are paid by the insurance companies The banks
may seek recourse or indemnification from the exporter if the importer
defaults and the exporter is not covered under the insurance policy

trve 1n their credit and guarantee policies (see  Public Sources
of Export Finance and Export Insurance’’ below)

Sales of capital goods to LDCs are usually made on an
international tender basts especially 1f the sale 15 to 2 govern
ment entity One of the most important factors 1n determining
the w1inner of one of these tenders 1s the financing package

Buyers ask exporters to provide these financing offers for
transactions that the exporters may or may not win The ex
porters 1nturn ask their bankers and government export assis
tance agencies to furnish a competitive financing arrangement
If the bank were to 1ssue a commitment to fund the transaction
at particular terms and conditions 1t would chargea commut
ment fee 1ncompensation for the nisk 1t would be undertalung
and the alternative business 1t would lose Since the exporter 1s
not assured of winning the contract 1t 1s possible that no one
would pay the fee Consequently the banks indicate what
financing they would be willing to provide at that moment
Because this ts not a commutment on their part they can
withdraw 1t Using this method the buyer can ascertain what
the market will bear Furthermore if there are no disruptions
1n the market the financing indicated 1s usually suppled

The public and quasi public financing instituiions have
geveloped a wide range of special programs for medium and
long term financing which are outlined in the indivigual FFO
country reports The important pomnt is not which programs
exist but rather that these financing institutions are constantis
developing new schemes to assist e~ porters and that they ofter
a vaniety of adaptable policies ¥ here zxporiers face sales
situations that do not fitexisung programs they should contact
their national insutution to see if one of the exisung programs
can be altered or if new ones can be developed

Buver credut arranged by a supplier Under a buver credr
a financial institution 1n the exporting country extends credit 1o
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Using Factoring To Maintain Bank Loans
How One Exporter Did It

A small Eastern US based maker of automotive spare parts has been
exporiing for over 20 years Most of its customers are located in South
and Central Amenca In the past the firm insured its recewvables and
s commercial bank made secured loans based on an assignment of
the insurance policy

The rapid detenoration of many Latin Amencan economias pushed
the company s normally manageable level of bad debts beyond
reasonable imits The exporter also found that the insurance carner
would not honor many of its claims because the exporter was unable to
keep up-to-date credit files and to adhere to all terms of the policy To
make matiers worse the bank was ready to call t quits

The firm tumed to factonng as a solution The tactor did all of the credit
and collection work guaranteed the recewvables 100% without recourse
and agreed to handle the export on a collection basis The company
assigned the credit balances due from the factor to the bank. Because
the bank couid now collect from the tacior a US company it agreed to
continue financing the exporter The factor charged a commussion of
15% while the bank charged an interest rate of 1% over pnme

the imporier to finance capital equipment purchases The credit
1s normally provided by a bank or banks not involved in the
underlying commercial transacuon To munimize its exposure
to a given buyer or to avoid lending lumuts 1mposed by the
banhk s management to control country exposure a bank may
request 1nsurance coverage under 2n export incentive program
(sec FFQ country reports)

Buyer credits are commonly used when a limuted amount of
local financing 1s available especially in developing countries
The exporter assumes mummal nsk since the buyer credit
means that a credit sale 1s converted into a nsh free cash
transaction For this reason buver credits are often limuted to
the banw s prionty customers Single banks can provide buyer
credits of $1 5 mullion whereas bank svndicates usually ar
range credits of over $20 million

Factoring Factonng an established method for financing
aomesuc US sales has gained wide application in internatuional
export financing No longer simplv a tacuc for obtaining credit
for highlv leveraged domestic companies export factonng has
come to play an active role 1n trade financing

Factoring has two separate and disunct funcuons for the
exporter senice and finance For a nominal fee factors will
perform specific bank office functions for an exporter They
will cover credit and polical nsk 100% without recourse
assume all collecuon responsibihiies and heep the books on
accounts recenvable In addition some factors will finance the
exporter But the two functions are separable In fact a sig
nificant percentage of US firms using export factonng do not
borrow from the factonng company

Service aspects of factoring The service function of export
factoring 1s divided nto four parts

(1)Creditimesnganon Priortoshipment the exporter must
submut information on the imponer for credit approval by the
factor The information must mnclude the importer s name and
address the terms of sale the amount of the order an esumate
ot the importer s credit exposure and the shipping date With
this background the factor can then launch a credit invesuga
tion on behnlf of the exporter If the factor has a subsidian or
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an affiliate 1n the 1mporter s county the local company will
do the credit check

(2) Collection from the importer Under factoning arrange
ments exporters have 1 effect sold their receivables to the
factor The factor 1s obligated to pay the exporter under
predetermined terms and condions The importer 1s advised
with the shipment, to pay to the factor s local subsidiary It 1s
solely the factor s obligauon to collect since 1t now owns the
receivable

(3) Bookkeeping Since the factor has bought the receivable
and pays the exporter directly it 1s mandatory that the factor
keep accurate accounting records The types of records vary
but generally include the following (1) a monthly statement or
current account (2) a monthly aging of accounts receivable
broken down by importer (3) a credit availability report (4) a
dispute notice (5) a monthly chient nsk and dispute report (6)
a cash report covenng the invoices paid the amount recerved
and any deductions taken (7) a credit approval form and (8) a
notice of credit terminaton 1f the factor feels it 1s necessary to
reduce or terminate a previously approved credit limit

{4) Payment to the exporter There are several different
methods by which the factor can pay the exporter Under a
col]ccuon-bazﬁsystem the exporter 1s paid wher%ne of these
events occurs~Teceipt of funds from the importer insolvency
of the importer a pgl)mcal event” as defined bv the conditions
of the agreement or guaranteed bad-debt pavout,

In the case of an average collecuon basis paymert 1s made
on a fixed due date based on the importer s past payment
expenence For a matunty-basis payment funds are remutted
to the exporter on a fixed date once a month for all invoices
matunng duning that month The payment date 1s based on the
wetghted average matunity date of the receivables with a preset
number of collection days added on Under this system past
due 1nterest may be charged to the exporter for any receivable
past due and open on the factor s books at the end of the month

Collection on a marunity basis ts especially useful to larger
more active exporters In effect 1t provides them with off
balance sheet financing In the case where the factor added 10
collection days the exporter s foreign recervables will alwavs
show actual payment to be 10 days past matunn regardless of
the actual collecuon ume The matunity basis svstem also
permuts a firm borrowing from a factor or another lending
insuitutton on a revolving line of credit o get funds more
quickly since the recervables turnover is faster

Financing aspects of factoring If an exporter requires a
loan 1n conjunction with a factoning program the service
aspects of factonng do not chang@ The exp%er can sull
choose a factonng agreement under 2 collecuon” average col

jecticn or magunty basts an” tailor the loan to anv of these
syste  The loan nself can be arranged through the factonng
compan+ handhng the service function a commercial bank or
another factoning or commercial finance company

Exporters may elect 1o have factors discoun their foreign
recenvables Factoning houses structure therr loans somew hat
d “ferent! *han do commerc al bart, Pathe than establish 2
set credit ine they advance up 1o a specifi~ percentage of the
exporter s receivables so that if exporters anticipate rapid
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The Mechanics of Limited-Recourse Financing

In limited recourse financing the exporter sells the importer's
pramissory notes or accepled drafts (bills of exchange) io a commercial
bank or specialized trade finance house The instruments are usually
avalized orrrevocably guaranteed by a government agency or pnme
bank in the importer's country Purchase of thess instruments ts on a
fixed rate discount basis with recourse to the exporter in case of its own
nonperformance or fraud

Documentation for imited recourse financing 1s simpler for the im
porter and the guaranteeing bank than documentation for direct credits
A direct credit requires a full loan agreement whereas mited recourse
financing 1s based on promissory notes The exporter bears a greater
burden however to ensure the legality and enforceability of the notles
and to guarantee that local regulatory requirements such as impont
licenses or fareign exchange authonzation have been met

Limited recourse financing 1s most appropnate for transactions with

short interval between the credit commitment and the availability of
the promussory notes for discount Some note purchase arrangements:
however may be talored to transactions with longer lead tmes and
delivery penods An exporter should normally contact its bank or forfatt
house pnor 1o finahizing the financing arrangements with the importer
This will assure the acceptabiltty of the transachons structure and
documents as well as the importer guarantee and credit nsk

growth they need not worry about asking for increases The
rate of the advance 1s determned by exporters’ needs as well
as by thewr financial profile Although the receivables are
guaranteed by the factor there can sull be dilution of the
col .. eral Fraud or major disputes over the shipped merchan
dise can anse that can exceed the amounts lent to exporters

Liruted recourse financing (note purchase and forfaiting)
1s especially useful to the exporter when direct bank financing
to the importer 1s too cumbersome yet the exporter wants to be
compeutive by offering fixed rate financing Moreover when
suppher credit and insurance programs from export credit
agencies are unavailable Iimited recourse financing can take
their piace

—>~ Forfaiting 1s a technique that was largelv developed by

_uropean nstitutions for the financing of exports to East bloc
countries and LDCs and has gained 1n populanty in the US
especially for LDC markets as an alternative to government
backed export insurance cover

In a tvpical forfait deal the importer pays the exporter with
bills of exchange or promissory notes guaranteed by a le ding
banlk in the importer s county The exporter then discounts the
bills to a fortarr house which analyzes funding costs and the
pohuical ang transfer nisks associated with the countn The
house eithe- nolds the paper as an investment or trades 1t on the
secondan market Whoever holds the paper receives pay ments
from the importer as thev fall due

Forfaiting offers an advantage over government backed
trade nsurance in that it provides 100% cover and 1s not
restricted as 1o the tvpe of goods or market It1s usually more
expenstve than using trade insurance and 1s most compeutive
with government backed insurance when commercial interest
rates fall below the OECD consensus rates as thev have in the
earlv 1990s But forfan rates move h gher under conditions of
interest rate volatihty and for longer trm deals

For example to finance a 12 montn deal 10 an uncentamn
interestrate environment the forraiter may commut 1o 2 margin
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over Libor to be fixed at the ume the notes are presented for
discount, rather than locking 1n a fixed rate at the ume of
financing In this case the exporter will pay a higher commut
ment fee to compensate the forfait house for allocating funds
for paper that will not be available for one year

rorfaiting 1s attractive to mmvestors because the vields are
higher than those of other comparable investments since for
faited claims are sold without recourse The disadvantage of
mvesting 1n forfait paper 1s that the market rules are not as
clearly delineated as those of the secunties market Insuitutional
investors are the typical buyers of forfait paper on the secon
dary market and they usually deal with pnme forfait houses
because of therr fiducary responsibtlities

Bankers acceptances are often cheaper than other forms of
bank borrowing and a growing number of exporters are turning
to them for short term funds to finance trade A bankers accep
tance (BA)1satumedraft (1 e anegotiable ordero pay a stated
sum of money at a specified future date that 1s drawn on a bank
and accepted by 1t) When the bank accepts’ the draft it1s
obligated to pay the face value at matunty A properly docu-
mented drafr carmes an acceptance stamp that 15 signed and
dated by an authonzed bank officer

Unlike hines of credit acceptance financing is usually tied
to specific rade transactions Funds from the hquidation of the
trade transaction may be used to repay the accepting bank
There are two types of BAs documentary acceptances which
are created under time letters of credit and clean acceprances
which are created under a separate credit agreement BAsrange
m s1ze from $100 000 to $5 rmullion or more

Private Sources of Export Financing

There are a vanety of pnivate sources of financing to which
exporters can turn Such financing 1s widely available for sales
of products and services to markets throughout the world
Obtaining finance however ulumately depends on the
specifics of the deal some products and services and some
world markets are by nature nskzer than others and therefore
banks and finance companies are less willing (and often op
posed) to offer assistance The vanous options for private
sources of export financing are outlined below

Commercial banks The leading private source for export
financing 1s the commercial banks Of the three categones of
commercial banks monev center banks are most useful for
large exponers because they have sophisticated knowledge of
sirtually all the financing tools and techniques needed bv major
mulunauonal companies Untortunately thev are virtually
closed to smaller exporters which have traditionally turned to
the regional banks for financing assistance Regional banks as
a rule bave far less knowledge of and a weaker commitment
to export financing than the money center banks but there are
some parucularly good ones that can be very helpful to ex
porters  Foreign bank branches are paruculariv useful for
financing expons to their home countries or to countnes with
which thes gosernments have 2 b stoncal relanonship (e g
tormer colonies)

Money center banks are full service msutuuons that offer
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a wide array of trade facilines Often descnbed as the super
markets of financial services they can meet almost all of an
exporter s trade financing needs Indeed many large exporters
prefer 10 work with banks that are able to serve all their needs
The export related products offered by major money center
banks fall into three broad categones L/Cs bankers acceptan
ces (BAs) and buyer s lines of credit (see  Methods of Export
Credit Financing  above) Banks vary widely 1n their willing
ness and ability to offer these products Some have eagerly
expanded therr trade financing operauons but others have
phased out this area of banking

Most money center banks offer financing 1n conjunction
with vanous US and foreign export credit programs For ex
ample banks can help the exporter secure direct loans from the
Eximbank for the buyer They also provide supphlier credits
under Eximbank guarantees (See European Govemnment
Sources and North Amencan Government Sources FFO
Ieports )

Exporters can take advantage of commercial banks’ ex-
penience 1 the field of export finance The bank’s specialists
are often knowledgeable about official credit programs and wall
do the detailed work required to structure the loan package
from providing the necessary information on the application
forms to working out payment terms The entire process can be
conducted by the bank s experts wih mmmimum 1nvolvement
on the part of the exporter

In addition many money center banks offer nontraditional
services including some that are not sinctly related to banking
For example some banks have formed export trading com
panies which can be parucularly useful for exporters faced
with counterrade requirements Some banks are active 1n
international leasing which can benefit exporters of heavy
caputal goods Anincreasing number of banks provide factonng
and forfaring services

Banks can also provide services that can help exporters with
the many other problems they face such as managing foreign
exchange exposure It mav not always be possible—or wise—
to bill 1 the exporter s home currency but many exporters
particylarly 1nexpenenced ones do not Anow how to handle
foreign currency billings Banks can hedge exposure when
eaporters bill in foreign currency  and they can aovise them on
wnich currencies to use for billing purposes

Some banks can be parucularly useful 1n expediting export
collections Thnose with many overseas branches or correspon
dent banks can save exporters ume and money Some major
mones center banks have established broad based advison
senvices to facilitate international trade Export related services
can include computerized global market intelligence current
details on the regulatorny environment 1n a parucular country
expertise in diverse areas such a< warehouse management ang
waentification of vanous credit and insurance facthines

Inrvestment banks The pnman wav imvestment banks can
be helprul to exporters ts by providing 1n.ormation on projects
they are handling In one nstance an mnvestment banker ad
v1sed 2 potenual suppher that a courtnn required low cost
financing 10 mantain an 1mage of credit worthiness The coun
i was willing to have the cost of the preferential fnancing
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How a Trade Finance Company Works

A long term deal Company A is sgiling to Colombia and the
Colombian buyer requires financing over an eight year penod Financ
ing 1s unavailable from public or commercial credit sources in the
exporter's country Once the contract has been signed by the Colom-
bians and Company A however the trade finance house negotiates a
separate contract with the buyer As the exporter ships its goods it
submuts the shipping documents 1o the trade finance house which then
remits payment The importer pays the trade finance company over
eight years

A short lerm deal Company B i1s negotiating with a buyer in
Australia The prospective buyer agrees {0 purchase on terms of six
months but Company B wants to be paid on the date of shipment A
trade finance company provides the mussing hnk by prowiding the
financing sought by the buyer

The finance company after evaluating the deal and finding it sound
tells the buyer it will provide the credit which would enable him to pay
Company B immediately Company Bs obiigation s to perform in
accordance with the terms of the contract The finance company pres:
dent describes its firm s posihon 1N the transaction this way That
confirmation of payment has baen likenad inthe past to a letter of credit
butitis notaletter of credit Andinmostmnstances itis revocable Should
the buyer default before delivery we would withdraw from paying him
or from paying the supplier

buried in the sales price Investment bank often develop hugh
level contacts around the world 1n the course of their dealings

Export finance companies can be useful i arranging non
recourse financing for exporters who do not have their own
FCIA or other insurance policies who are dealing with buyers
who do not want to give letters of credit or who have been
turned down by commercial banks Export finance companies
which expanded therr business tremendously during the 1970s
however were hard hit by the international debt crisis of the
early 1980s As a result government-backed imsurance pre
miums for deals arranged by export finance companies have
been raised deducubles increased and discretonary himuts cut
back

Factoring houses are parucularly useful to small and
meaium sized exporters although companies of all sizes make
use of ther services Companies ranging from subsidianes of
Fortune 100 corporations to small highly specialized export
management firms with annual total sales of only $1 mullion
take advantage of this method of doing business abroad Fac
toring houses not oniv provide nonrecourse financing but also
perform all credit investigations guarantee the credit and
pohucal nisk assume collection responsibiliues and finance
accounts recenable (see  Factonng above)

Public Sources of Export Financing

Commercial banks and government export assistance agen
cies often finance long term big ticket items and major in
frastructural projects such as jet awrcraft telecommunications
networks and electncal power projects in LDCs Compeution
for these projects 1s fierce There are bidders from at leas. tw o
different countnes on most contracts and each 1s required 1o
pro 1de funding as par of the bid

The competitive race tor export orders particulariyv for
capitil equipment ¢ s hich requires long term payment aranes



ments) and the efforts of governments in industnahized
countries to capture a larger share of thus market for their
nationals have enhanced the role of public financing sources
The number of public financing 1nstitutions and therr scope of
operanons have been developed and exporters must directly
or often indirectly through their foreign customers keep up to
date with these insututions’ changing policies and procedures
Nearly every industnalized nation has established its own
export credit institution (sometimes several) for trade financing
and 1ts own official development assistance (ODA) agency or
agencies for soft loans and grants to LDCs (see FFQO country
reports for details)
Several international agencies such as the World Bank

group actively finance exports through their funding of LDC

~onomuc development programs and projects (see World
.ank * report for details) Cofinancing of larger development
schemes between international and national development
agencies has become increasingly common opeming up new
tendening prospects for exporters These agencies have often
sought out additional funding from private commercial banks
Africa has received massive new funding from intemational
sources since the drought disasters of the mud 1980s and 1ts
emphasis on aid spending has shifted from project to program
aid which extends the range of products and exporters ehigible
for finance Morerecently large sums of aid have been pledged
to Eastern Europs and the Soviet Union Most of the largest
sums from international agencies hike the IMF and the EBRD
have been earmarhed for intrastructural development projects
Other monev has been reserved for emergency food supphes
especially for the Soviet Union

In North Amenca and Europe governments have many

prograrmns that assist firms in foreign trade and investment The
largest share of available funds 1s allocated for polincal nsk
insurance for investments made by the pnvate sector Other
programs provide direct loans and guarantees of trade loans

or more information see North Amernican Govermnment
Sources and European Government Sources FFO reports

Eaport Insurance

Although the majonty of exports—especially shori term
transactions—continue to be shipped uninsured fluctuaung
exchange rates and increased poliucal and economuc problems
in many countnies have made coverage tncreasingly necessary
(see FFQO count reports for details) For certain markets
proof of 1nsurance 1s vital to obtaining finance at reasonable
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rates or even at all Export financing for countnes that have
been put off cover by the major credit insurance agencies 1s
often unavailable or available only at very high interest rates
and short mamunues This combination of events has pushed
some formerly strong export markets mto the countertrade
category

Insurance policies are readily accepted by the financing
isutution as collateral for the export credit and the exporter
to whom 1t 1s 1ssued must assign the pohicy to the financier
Insurance while often indispensable 1n making a sale 15 not an
wwonclad guarantee against nsk. In many cases financing costs
are lower when the export receivables are insured An in
surance policy or guarantee 1ssued by a government export
credit insurance agency makes the financing nonrecourse 1 e
nisks and losses are covered by the insurance It1s not unusual
however for the insurer to require additional secunty in the
form of a guarantee by a foreign local bank or a cerufication
from the buyer’s central bank that foreign exchange 1s available
for payment of interest and principal

Exporters taking out msurance must make themselves
thoroughly famihiar with the conditions and the fine print of the
policy to determune which losses will be covered Although
nisks and indemnification are alwavs precisely defined 1n the
policy urevocable guarantees against every risk are not neces
sanly provided The guarantee granted directly to the financial
institution (whether a commercial bank or a private financier)
that finances the export comes very close to complete protec
uon This enables the financier to finance without recourse to
the exporter

Indemmfication 1s not normally paid immediately after a
claim 1s made but only after a certain period of ume has
elapsed e g six months Exporters therefore have to expect
a waiting penod and often a considerable amount of red tape
before they receive payment

Even when home countrv export credit insurance 1s avail
able and secured the exporter should also stronghy consider
seehing a guarantee (or requinng the importer to do so) from
the national bank of the importing countrv that guarantees
erther the pavment or the availabihiv of converuble currency
to complete the transaction This 1s fairlv common pracuce
when US and European firms sell to a high nsk country orn
any case 1 which insurance coverage 1s not available Sales to
East European and Latin Amencan countries trequently de
pend on such guaraniees Export credit insurance or special
financing for very large sales to some countnes may not be
available wuthout such guarantees
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Financial Management

Many owner-managers of small companies try to expand and camn
mcreasing profits on a very thin mvestment To succeed, you need
to develop skills mn financral management And as you improve your
financial skills, you must also wnvest the necessary time m financral
lanming and control of your busmness In a small company, finan-
aal information 1s probably more vital than 1t 1s mn alarger one, yet
1t takes less time to generate
Your financial skdls should include understanding of the
balance sheet, the profit-and-loss statement, cash flow projection,
break-even analysis, and source and apphcation of funds—all of which
are discussed m the following pages Lack of adequate working
caprtal 15 usually the greatest weakness of the small company In
many cases a husband-and-wife team runs the business, 1t 1s especially
mmportant that both of them understand financial management

TOOLS OF FINANCIAL MANAGEMENT

Most small business owners are not accountants, but they must
understand the tools of financial management to be able to measure
the return on thewr investment Owner-managers do not need to
know the precise meanings of the items in the balance sheet and
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profit-and-loss statement, but they must be able to interpret these
records accurately

The owner manager can develop an understanding of the tools
of financial management with the aid of his or her accountant,
lawyer, banker, or perhaps the credit manager of a major supplier
Responsibihities to self and others make 1t imperauve that he or she
be acquainted wth the function and purpose of the balance sheet and
mcome statement

The immediate cause of many business falures 1s mability to
pay debts as they come due, but underlymg causes may be weak
nesses 1 sales or operations, madequate working capital, losses from
puferage, or other reasons Usimng the tools of financial management,
either alone or with outside assistance, the owner-manager may be
able to detect beforehand those problems that could bring on bank
ruptcy

Although good records are essential to good financial manage
ment, they alone are not enough because thewr full use requires
mterpretation and analysis The owner-manager’s financial decisions
concerming return on mvested funds, approaches to banks, secunng
greater supplier credit, and raising additional equity capital can be
more successful if he or she takes the time to develop understanding
and use of the balance sheet and profit-and loss statement

Balance Sheets and Derived Ratios

The balance sheet shows the financial condition of a company at the
end of busmess on a speafic day It 1s called a balance sheet because
total assets balance with, or are equal to, total habihties plus net
worth (see figure 4 for a conase balance sheet) Balance sheets are
compiled monthly, quarterly, sermannually, andfor yearly depending
upon the needs of 2 busmess Unaudited balance sheets developed
between regular compilation dates can also be a valuable manage-
ment tool

Assets are hsted m order of their convertibility mnto cash Those
considered convertible with one year are called current assets and are
totaled m the first part of the asset column—"above the line” m
banking and credit terminology Current habihities, those due withm
one year, are hsted similarly, at the top of the liabilities Subtracting
total hiabihties from total assets gives net worth or ownershup equity
Subtracting current habilittes from current assets gives working
capital or net current assets Quuck assets are those that, as the name



Ll £ iad s

TR

.

R i L g R,
Seliidtuedy VoYt e i RN

o a0

Assets Accounts

65

Finagncial Management 65

mmplies, can be almost immediately converted into cash Too much
should not be tied up n fixed assets when compared with current

assets and/or net worth

Some of the asset accounts may be described as follows

CASH-Total cash i bank (Every business, however small, needs
a cash journal of some sort, not just the balance as shown m a com
pany’s checkbook) plus petty cash m the office Frequently, because
of outstanding checks, a busmess has more funds available i the
bank than its checkbook shows These funds should not be used,
however

NOTES AND ACCOUNTS RECEIVABLE—Amounts due the
company, usually from customers, within a pentod of one year or less
on notes and open accounts known to be collectable Notes and
accounts recewvable may also be due from the owner-manager or
stockholders

INVENTORY—The stocks of matenals, supplies, and firushed
goods of retailers, wholesalers, and manufacturers The manufacturer
has raw matenals, work-in-process, finished goods, and sometimes
consigned goods. Fiushed goods are merchandise ready for sale,
they are often warchoused and used as a basis for borrowing

All mventones should be valued according to an accepted
method, the one generally used 1s “cost or market, whichever 1s
lower ” Whenever taking physical mventones, the owner-manager
must be careful to obtamn accurate counts and descriptions of all
items Pricing, extensions, and footings should be accurate To avoid
errors, cach of the sheets used m taking the mventory should be
numbered

In considening a loan to a small business, banks are likely to
place particular emphasis on the fixed assets and their hquidaung
value shown on the balance sheet

PROPERTY—Land and buildings The value indicated should
be the cost of acqusition If land value has appreciated, the bank
should give separate consideration to value of land and buildings
Any buildings owned will be shown on the balance sheet at cost less
depreciation, computed at the appropniate rate

EQUIPMENT—This asset should be valued at cost less an
allowance for depreciation and/or obsolescence

.
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MACHINERY—This 1tem should be handled on the same basis
as equipment

Mortgages on any of the preceding should be indicated, so that
a complete picture of each 1tem 1s available

Liability and Net Worth Accounts

Liabihty and net worth accounts may be desctibed as follows

NOTES PAYABLE—Amount of notes signed for borrowmg
purposes, may mclude notes owed to banks, suppher compames, or
mdividuals -

ACCOUNTS PAYABLE-Total amounts owed to trade
creditors for merchandise, matenals, and supphes If dating terms are
gven, they would also be mmcluded

ACCRUED LIABILITIES—Unrecorded expenses mcurred at the
close of the fiscal or calendar year are current habilities Such 1tems
as wages, salanies, taxes, and nterest accrued are often omutted from
balance sheets, erther through oversight or intentionally Failure to
mclude them results mn an understatement of habilittes and an over-
statement of both working capital and net worth Dividends declared
by the board of directors, payable on a given date, sumilarly represent
a habihity of the corporation and should be shown among current
habilities wath the date of payment.

TAXES PAYABLE—Local, state, and federal taxes, they should
be estimated and mcluded among current habilities

FUNDED DEBT—Senal bonds, notes on mortgage mstallments,
mortgages, and other funded debts due and payable within one year
are current habihties Segregation of these amounts 1s needed for
determining the current ratio and working capital position of the
company - m—

DEFERRED INCOME~This 1tem represents monies recerved
but not yet eamned Ordinarily, that portion of the mcome that has
been eamed 15 mmcluded mn the profit-and-loss statement, and the un-
eamed portion 1s shown as an 1tem of deferred income 1n the hability
section of the balance sheet. Falure to set up the uneamned portion
as a liability results in an overstatement of habihities

CONTINGENT LIABILITIES—Disclosure of contingent Liabili-
ties 1s essential to determme the prospective financial condition and
current posiion of a company Fadlure to disclose them m the
balance sheet or profit-and-loss statement prohibits due considera-
tion 1n a credit or investment analysis

\q0
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Dec 3% Dec 31
Prior year Last year Change
Assets
Cash s 140 $ 605 +3 485
Accounts recetvable (net) $ 44 590 $ 343890 -$ 9,800
{nventory $ 70700 $109 770 +339,070
TOTAL CURRENT
ASSETS $115530 $145,265
Property and machinery {net
of depreciation) $ 23810 $ 55715 +$31,908
TOTAL $139,340 $200,880 +51,640
Liabdities
and Net Worth
Short term notes $ 20,000 +3520 000
Accounts payable $ 68,340 $ 86720 +$18,.380
Taxes payable (state local &
federal} $ 11720 $ 14280 +$ 3160
TOTAL CURRENT
LIABILITIES $ 80060 $121,500
NET WORTH $ 59280 $ 79380 +20 100
\
TJOTAL $139,340 $200,880 +$61,640

FIGURE 4—BALANCE SHEET FOR THE WHEELER COMPANY

NET WORTH—Net worth 1s the total assets of the busimness less
the total habdities In a corporation, 1t mncludes both capital stock
and surplus

CAPITAL STOCK 1s the total value of shares 1ssued to the
owner of the business If the company 1s unincorporated, there will
be no capital stock account. Instead, capital accounts will appear
under the name(s) of the owner(s), showing how much equity the
owners have 1n the busmess

Generally speaking, surplus 1s of two major kinds, carned and
capital Earned surplus anses out of undistnbuted carmings and 1s
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defined as the balance of net profits, ncome and gams of a corpora
tion from the date of imncorporauon after deducting losses and after
deductmg distributions to stockholders and transfers to capital stock
accounts when made out of such surplus An unincorporated bus:
ness does not have a surplus account

In addition, the balance sheet can show intengible assets Under
this classification are included such items as patents, trademarks,
copynghts, franchises, goodwill, and other intangibles Such mntan
gibles are shown in the balance sheet usually at arbitrary values
established by management For most analysis purposes, mntangibles
are deducted from net worth Valuanon of mtangibles can be
distorted by faillure to provide adequate reserves for amortization
and by overstatement or understatement of the penodic amortiza
tion charges

Another 1tem that should be considered 1s deferred charges
This caption mcludes such things as unamortized debt discounts and
expenses, expenment costs, discounts and commussions on capital
stock, and other deferred expenses Ordinanly, these 1tems are
written off to current operations or amortized over a penod of years
Falure to charge the consumed or expired portion of deferred 1tems
to operations results m an overstatement of both assets and net
worth

Owner-managers should not look upon the preparation of the
balance sheet as a burden, nor should they fai to use 1t as a source
for management gmdance To stay in busmess, they must have a
reasonable knowledge of the tools of financial management. After
looking at a balance-sheet statement, they should be able to assess
the general state of a company’s health By mspecting a number of
statements for consecutive accounting penods, owner-managers
should be able to see the general financial trend of the company
They should study financial management, either through books (sec
the references at the end of the book) or as a student in one of the
many courses on finance penodically offered by umversites,
colleges, trade associations, and business orgamzations

t

The owner manager needs some way of companng the performance
of hus or her company with another or with industry averages Ratios
are the tool for this There are three kinds Balance sheet ratios show
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the relationships among various balance sheet items Operating ratios
show the relatnonships of expense accounts to mcome The third
kind shows the relationship between an 1item on the profit-and-loss
statement and one on the balance sheet

As a practical dlustration of the use of selected finanaial ratios,
consider the Wheeler Company (figure 5) The owner-manager’s
companson of last year’s ratos with the year before indicates areas
of financial mmprovement or weakening An analysis of Wheeler's
performance reveals the following

CURRENT RATIO-The company’s current ratio weakened
from 144 to 119 because of large increases of property and
machmnery This lower ratio reduced 1ts ability to generate cash

QUICK RATIO—Whecler's mcreased mventory weakened its
ability to raise cash, the quick ratio dropped from 56 to 29—almost
50 percent.

ACCOUNTS RECEIVABLE TURNOVER-The increase from
10 7 to 16 9 indicates that recewvables “turned” to sales a greater
number of times This 1s a2 good sign Management should try to
determine the factors responsible for the improvement

ACCOUNTS RECEIVABLE OUTSTANDING (AVERAGE
DAYS)—The reduction from 33 6 days to 21 3 indicates an improve-
ment In customer payments—perhaps the result of management’s
mcreased credit and collection activittes Quicker collection of
accounts will tie up less capital as the company continues to grow

INVENTORY TURNOVER—Wheeler Company’s increase in
mventory from $70,700 to $109,770 caused a slowdown m 1ts turn«
over rattioc The ratio of the number of times Wheeler’s inventory
turned over fell from 5 7 mn the pnor year to 4 7 mn the last year
This ratio 1s vital for small business owner managers, who must make
most effective use of the hmited capital available to them In general,
the higher the mventory turnover, the more successful the manager’s
performance

OPERATING PROFIT PERCENTAGE-The reducton 1n
operating profit from 94 percent to 64 percent 1s a matter for
serious management analysis

NET PROFIT PERCENTAGE-The increase i Wheeler’s
mterest payments and in ‘“other deductions” caused the net profit
percentage to decrease from 6 2 percent to 4 2 percent This drop
requires immediate management action

RETURN ON INVESTMENT-The ratio of net profit to net
worth shows exactly what the business eamned on the equity capital



2

oL

Current ratlo
{Times)

Quick ratlo
{Timas)

Accounts recalvable
Turnovér (Times)

Average days sccounts
Recslvebla and outstanding

Inventory turnover
{Timas)

Operating proflt
{Parcentags)

Nat profit
{Percantags)

Reaturn on invastmaent
{Percentage)

Debt to net worth
{Percantaga)
!

Cash accounts recelvable Inventory

Accounts payable & taxss payable

Cash & accounts recelvable

Accounts psyabla & taxes payable

Sales

Accounts raceivebla

Days In year

Accounts recelvabls turnover

Cost of gaods

Inventory

Oparating profit

Sales

Nat profit

Sales

Nat profit

Nat worth

Accounts payable taxas payabla

Neat worth

Dac 3t
Prior year

$116 630

$ 80060

$ 44830

$ B0 060

$480,115

$ 44650

360

107

$400 985

$ 70700

$ 45080

$480 116

$ 30,000

$480 118

$ 30000

$ 591280

$ 80060

$ 59280

144

66

107

336

57

94

62

506

135

Degc 31
Last year

$145 265
$121 600

$ 35495
$121 600

$589 480

$ 34890

360
169

$515 300
$109 770

$ 37790
$589 480

$ 24670

$589 480

$ 24670
$ 79 380

$121 600
$ 79380

29

169

213

47

64

42

N

163

FIGURE E—SELECTEt) FINANCIAL RATIOS
FROM THE WHEELER COMPANY S BALANCE SHEET
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mvested Of course, 1n many cases, the owner must develop an
“adjusted net profit to net worth ratio ” He or she must take into
consideration personal salary drawings that may be greater than
nommal and must consider any abnormal personal expenses How-
ever, net worth, as stated, may actually reflect a very conservative
mventory policy Borderhine items classed as expenses, mnstead of
capitalized, will also cause book net worth to appear low The
effects on “true return on mvestment” can be considerable The
owner-manager may think all 1s going well with the “imnvested”
funds but, mn fact, they may be doing poorly when all factors are
taken mto proper account

DEBT TO NET WORTH-The total debt of the Wheeler Com-
pany mncreased from $80,060 to $121,600, raising the debt to net
worth ratto from 1 35 to 153 This mcrease 1s a signal to manage-
ment to restram its purchases of mventory, property, and machinery

In addition to the analysis of the balance-sheet ratios developed,
the owner-manager will find 1t valuable to compare the company’s
ratios with those of others mn the same mdustry Sources for such
ratios mclude Dun & Bradstreet, Robert Moms Associates (The
Nattonal Association of Bank Loan Officers), trade associations,
trade pubhications, umiversities, and public accountmg firms

Profit and-Loss {Operating) Statement

The owner-manager must have some gauge to measure the degree of
success or faure of the business and must know the net result of
subtracting expenses from cammgs The profit-and-loss statement
1s the gauge used to determine profitabiity Unhike the balance sheet,
which shows the condition of a company at a given moment, 1t mea
sures the profit or loss of a business over a peniod of ime—a month,
quarter, or year, for example

The use of monthly operating figures denved from the monthly
tnial balance 1s a necessity, regardless of the size of the company The
owner-manager need not take a physical imnventory each month m
order to have a profit and loss statement The accountant can
develop the statement by usmg various methods to arnve at the cost
of goods sold The monthly profit-and loss statement should be n
the hands of the manager by the end of the second week of the
following month 1f 1t 15 to be of value m determuning areas of
strength and weakness m the busmess To accomphsh this, the book

w
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keeper and other members of the company must stay up to-date on
all accounting and control matters Supphers usually send in invoices
on time, receving records must be sent to the bookkeeper on tme,
and so forth

The monthly profit-and-loss statement and balance sheet are
also useful for venfication of the accuracy and completeness of the
dady and weekly financial and operating informauon that the owner
manager relies on in making day-to-day decisions

Amount of Detail Needed

The detail needed for the accounts on the profit-and-loss statement
will vary with the type and size of business Enough detail should be
mcluded to enable owner managers to determine where they are
earming gross profit and Aow they are spending money For example,
a retailer of home furmshings and apphances mught set up two gross
profit accounts because the two product hnes would show wide
variation in gross profits Yet, it might be best to keep the expense
records together (mn one account) because of the common use of the
company’s showroom, warehouse, and dehvery trucks Similarly,
many manufacturers handle products “for resale only” m addition to
therr normal manufactuning operations In such situations, 1t might
be advisable to keep a separate accounting of the gross profits earned
from the two different activitzes.

Wheeler’s Yearly P&L Statement

The Wheeler Company 1s a typical job-lot manufacturer, a descnip-
tion of the puncpal 1items m 1ts profit-and-loss statement (see figure
6) follows
1 NET SALES—Represents gross dollar sales mmus mer-
chandise returns and allowances Some accountants also deduct cash
discounts granted to customers, saying that these actually reduce the
net seling pnce, others credit the discount to “other expenses
“Trade” and “quantity” discounts are concessions off price and
should be deducted from gross sales Out-freaght 1s also a deduction i1f
N goods are sold fob destination In setting up profit-and loss state-
ments 1n percentages, net sales are shown as 100 percent
2 COST-OF-GOODS SOLD—Consists of direct matenals con-
sumed 1 the penod, direct labor, and shop overhead Shop overhead

\
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mcludes indirect labor, machinery repars, hight, heat, power, msur-
ance, factory supplies, rent, depreciation, and plant supervisory
salanies All items except direct matenals consumed can be accurately
and completely accumulated The matenals-consumed figure 1s
determmed by adding purchases and mcoming freight to the begin
nming mventory and then subtracting the ending inventory

The accuracy of this account depends upon the care used in
measuring the beginning and ending mventortes This account affects
the valuation of the gross profit for the pertod and hence the entire
profit-and-loss statement

The owner manager’s participation n taking inventory is essen-
tial. He or she must understand the condition, quantities, and
mventory value m order to mterpret the profit-and-loss statement
He or she must make certain that each mventory count is takenm a
consistent fashion—from raw matenals through work-in-process to
fimshed goods Otherwise, the matenals-used figure won’t be
accurate If the mventory 1s consistent, the owner-manager will then
be In a positon to judge matenal usage and how it relates to the
product mxture of sales and to the method of esttmating and pricing
business

For retailers and wholesalers, the cost of-goods figure includes
the beginming mventory plus purchases and freight-n dunng the
penod covered, minus the ending mventory Retalers and whole-
salers need even greater accuracy than manufacturers when they
take mventory because a larger proportion of therr capital 1s ted
up It s very difficult not to be overstocked on at least some slow-
moving items \

3 GROSS PROFIT—Dectermmed by deducting cost of goods
from net sales This 1s an important figure, particularly when com-
petition forces prnices down Increases and decreases in pnices can
have a great ecffect both on gross profit dollars and on gross profit
percentage A shight reducton i price may require a substantial
mcrease n volume 1if the same amount of gross profit dollars 1s to be
realized

4 OTHER OPERATING EXPENSES—Includes selling, admin
istrative, and general expenses Additional classifications may be
established depending upon the size of the business, the nature of
the mdustry, and the wishes of the owner-manager

Selling overhead imncludes sales agents’ salanes or commussions,
sales execunives’ wages, sales office salanes, travel expenses, trade
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RETAINED IN TFE BUSINESS
i

P
Deac 31 Dec 31
Prlor year Parcent Last year Percant
1 NETSALES $480115 100 $589 480 100
2 COST OF GOODS SOLD
{Direct materials direct Isbor, and shop overhead} $400985 $516 300
3 GROSS PROFIT $ 79130 166 $ 74 180 128
4 OTHER OPERATING EXPENSES
(Salos ovsrhead, administration averhead
8 genaral overhead) $ 34080 71 $ 36 390 62
6 OPERATING PROFIT $ 45080 94 $ 37790 66
8 INTEREST AND OTHER DEDUCTIONS $ 1030 $ 1600
7 PROFIT BEFORE TAXES $ 44060 g2 $ 36190 62
8 TAXES, $ 14050 $ 11520
9 NET PROFIT $ 30000 62 $ 24670 42
10 DIVIDENDS $ 10000 $ 4000
11 $ 20000 $ 20670

FIGURE G—COMPAAISON OF 12 MONTHS PROFIT AND LOSS

=7



Financial Management 75

show expenses, entertammment, sales promotion, and advertising The
ratto of selling overhead to net sales should be reviewed and con
trolled often
Admiistranve overhead mcludes admimstranve or office
salaries and wages, hght, heat, communications, and cost of legal
and accounting services General expenses mclude unusual expenses
not classified elsewhere
5 OPERATING PROFIT—Mecasures the difference between
gross profit on sales and operating expenses Operating profit mea-
sures the effectiveness of management operations for a penod of
tme Owner-managers should always watch the ratio of operating
profit to sales because it reflects the overall effectiveness of thewr
decasions
6 INTEREST AND OTHER DEDUCTIONS—Includes mnter-
est, doubtful accounts, and discounts granted (if not already
deducted from sales) Also mcluded are unusual costs such as losses
on the sale of fixtures or machimery
7 PROFIT BEFORE TAXES—Represents the profit achieved
by a company when interest expense and other deductions have been
deducted from the operating profit
8 TAXES~Includes federal, state, and local taxes due or
paid by the company out of its carnings Special conditions allow
the ehminaton or reduction of taxes for certamm penods—for
example, previous losses or special depreciation allowances Capital
gains taxes are given special consideration
9 NET PROFIT (after taxes)—Represents earmings available
dunng the peniod for distnbution or retention
10 DIVIDENDS-Indicates amount of earnings, if any, dis
tributed to stockholders, if the business 1s a corporation
11 RETAINED IN BUSINESS—Stands for net amount that
remains from earnings, transferred to eamed surplus on the balance
sheet It also reflects, in addition to the depreciations taken, the
additional inflow of funds from operations during the penod under
consideration

The Monthly P&L—A Working Tool

The monthly profit and loss statement, prepared accurately and on
time, 1s perhaps the owner manager’s most valuable working tool
Using the statement to compare performance with the previous

e
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month and with the same month a vear ago provides the owner
manager with some real guidelines to follow 1n managing the business
A condensed monthly report (see figure 7 for sample form) will
highlight changes, the owner manager can then go mnto the account
mng records for specifics to use as the basis for further analysis and
acuon This method not only saves ume, 1t also helps the owner
manager to keep posted on all phases of the enterpnise in a system
atuc manner

Analvsis of percentage changes will indicate areas needing
attention, 1t will help the owner manager recall transacuons and
events occurming in the previous month that are factors i the
changes The profit and-loss statement presents the net effects of
such transacttons These might mclude a sale yielding high or low
profits, the sale of old inventory, the payment of bonuses to vanous
employees, the purchase of raw matenals at low cost, 2 new
approach m adverusmg, or an extended penod of overtime work 1n
several departments

Time Needed

Owner-managers need to decide how much time they can afford to
spend on accounting and control mformation They should dis
apline themselves and their staff or accountants to set up the system

" and develop the figures on time each month, and, even more impor
tant, they should use the data to improve therr performance as
managers The ever-present tendency among owner-managers 1s not
to run the busmess, but to let matters go along until a problem
develops Then there 1s little time to analyze, action 1s demanded,
and a hasty decision often leads to the wrong action

Cash Flow Projections

Every manager of a small business faces the problem of meetng the
payroll or of pressing trade payables Usually, he or she will take a
piece of paper and list all possible sources of funds 1n trymg to find a
way out of the problem But why should the manager wait until the
last minute to learn of these pressing cash needs® Wouldn’t he or she
- be better off to have a clear understanding of them 1n advance?

Using a sumple cash flow or cash budgeting technique, a book

keeper, once tramed in a system, can provide monthly data on

200



Percent [Same Month| Percent
This Month| To Sales Last Year | To Sales

GROSS SALES

Discounts and Allowances

NET SALES

COST OF GOODS SOLD
Direct Material Used
Direct Labor

Shop Overhead

GROSS PROFIT

OTHER OPERATING EXPENSES

Sales Expenses
Adrministrative Expenses

General Expenses

OPERATING PROFIT

INTEREST AND DEDUCTIONS

PROFIT BEFORE TAXES

COMMENTS

FIGURE 7—FORM FOR MONTHLY PROFIT AND LOSS STATEMENT

expected cash requirements and cash resources With such a program,
and using his or her expenence and ability to forecast coming busi
ness, the owner manager can establish cash flow projecuons for six
months or more Any cash budget 1s based upon certarn assumpuons
about the following sales volume, cash sales, payment patterns of
accounts recewvable, owner’s personal withdrawals, and the other
clements mvolved m a cash flow These assumptions must be
realisuc, and the owner manager must understand their relauon to
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overall cash flow Then he or she may need to force certain trans

actions, or perhaps let up on others dunng certain periods When
major, unexpected events occur, thewr effect on cash should be
quickly determined

Typical assumptions might be as follows

l 1 Sales in a given month will result 1n 40 percent cash and 60 per
cent on open book credit
2 Forty percent of the 60 percent on open book credit will be
l collected 1n cash the following month, and the remaning 20
percent will come 1n a month later
3 The gross profit margin on sales 1s 30 percent, and the pur
. chase for mventory will be 50 percent of the followang month’s
anticipated shipments \
4 All inventory purchases are pard m cash duning the month m
l which they are made, and the discounts of from 1 to 2 percent
should be taken depending on the pnme rate at the parucular
fime penod
5 A mumumum cash balance should be equal to two weeks’ pay-
l roll, and borrowing must be planned on the basis of three
months’ requrements, at which time a forecast of payback
must be established.
' 6 Additonal expenses associated with operations and paid dunng
cach month are as follows
Salanies and wages $4,700
l Rent 1,500
General expenses 1,200

Cash Forecast Form

If the owner and his bookkeeper realize the use and apphcation of
a cash flow, they can make certain they have the data necessary to
make better deasions cencerning cash Figure 8 shows a typical
cash forecast form, using 1t, the bookkeeper can keep the owner-
manager mformed of the daily and weekly progress of cash receipts
And wath this information, the manager can adwvise the bookkeeper
< on the company’s cash disbursement It 1s particularly important that
the bookkeeper know trade payable prionties duning periods of tight
cash Another very useful tool 1s the statement of sources and apph-
catnon of funds Its basic purpose 1s to show where cash came from
and where 1t was used It 1s a counterpart to the cash budget Both
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are on a cash basis The cash budget forecasts the future, the state-
ment of sources and apphication 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 will ask are,
“Why do you need the money®” and “How did you determine the
amount you need?”’ Here the information from the cash flow state-
ment provides the answer The loan officer will then ask, “What did
you do with the money your company had®”’ The sources and
applications statement answers this question

Semiannually and annually, or duning penods of special needs,
the accountant should prepare a statement of the company’s sources
and applications of funds From the results, the owner-manager will
determmne the effective use of equuty capital mnvested and of bank
borrowmgs

Some owner-managers of smail compames may find formal break-
even pomt analysis of hittle value If there 15 frequent change in
product mix, profit mix, and volume of busmess, a formal approach
has little value Small busmesses rarely have a constant sales umt or
product mixture Sales generally consist of many different job lots,
product Iimes, or types of services And they almost always reflect
different production or operating costs The shop or warchouse will
probably be processing many different types of orders at any one
time In addition, the work force m the office or shop will vary only
shghtly, 1f at all, from week to week. Except for seasonal rushes,
when additional full-ttme and part-ttme people are needed, normal
mcreases m workload are absorbed by overtime and (perhaps) by
people working harder

The unique set of conditions i small companies 1s quite differ-
ent from that in large production shops, where long runs of similar
itemns are common In general, m smaller businesses the amount of
vanable production, selling, and admmmstrauve expenses 1s small
m relation to fixed expenses This will be true except during a peniod
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 special
skills required

In a small manufactuning buswness, determination of a break-
even pomnt calls for reviewing the previous month’s and year’s operat-
ing cxperience to determmme the ratios of direct labor to sales and

~

. termining the Break-Even Point
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direct matentals to sales These raunos will reflect the expenenced
averages based upon the exisang product mix and level of selling
prices m the trade It 1s then necessary to determme the shop, sales,
admuimstrative, and general overhead

For example, in the Washbum Manufacturing Company the
operating facts for the previous year are as follows

Darect labor = 20 percent of net sales
Direct materal = 40 percent of net sales

Shop, sales, general, and administratiwe overhead = $156,000
(33,000 on the average per week, or §13,000 per month)

Peak capaaty of the shop with current labor machinery and space
arrangements—based upon one shift with some overtime and a few
part-time helpers—equal $50,000 per month, or about $600,000 per
year

The maxmmum monthly profit that could be expected 1s based
on the assumption that the work produced and shipped had a direct
labor and matenal content of no more than 60 percent of sales The
resulting contrtbution to overhead would have been 40 percent of
$50,000 maxmmum shipments, or $20,000 The resultng profit
would have been $20,000 mmus the expected overhead of $13,000,
or 37,000

A review such as this shows the owner-manager the need for
keepmg the shop busy Throughout a 12-month penod this may be
difficult because there will be peniods of low sales, especially mn a
seasonal busmess Sometimes 1t 1s possible to get busmess at lower
prices durng these slack perniods But what will be the effect of lower
prices on the regular-price business® Owner-managers must control
the amount of low-price busmess they can put mto the shop. They
must have some way to measure tne amount of low-pnice business
they can do and stll make a profit And they may determune this by
analyzing yearly business projections

In the Washburn Manufacturing Company example, the ratio
of labor and matenals to sellng price 1s 60 percent If lower selling
prices imncrease this ratio to 70 percent, for example, the volume of
business necessary to cover $13,000 of monthly overhead must
also mcrease

————



January
Est Act
Cash balance beginning of month

February

Est

Act

Est

March
Act

Est

April

Act

RECEIPTS

Accounts receivable collections

Bank loan proceeds

TOTAL CASH AVAILABLE

DISBURSEMENTS
Trade payables

Payroll—hourly

Payroli—salary

Ganersl expenses

Selling expenses

Capital additions

Income taxes local stete federsl

Bank loan repayment

Total dishbursements

CASH BALANCE END OF MONTH

Less minlmum balances

ESTIMATED AMOUNT OF CASH AVAILABLE

FIGURE B—-CASH FORECAST FORM
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Owner-managers must understand that profit 1s not generated
until overhead 1s eamed They must try to sell therr products or
services at the highest price possible If thev cannot maintain their
price levels m the face of compeution, the company’s break even
pownt will increase as they decrease their average selling pnice

The monthlv profit-and-loss statement can be used to test
decisions on pricing, sales, and expense control against expectations
By doing this for a peniod of time, the owner manager will be able to
Judge how to prnice to achieve a given volume and profit In certain
situations when demand 1s seasonal, the owner manager can use low
price busmess to balance overhead and keep losses to a mimmum
while keeping the orgamization ntact for the more profitable penods
of the year This approach 1s sound only if the manager has done a
sufficient amount of analysis to know the level of sales to expect
over the entire 12 month period Predetermined estimates of sales,
costs, and possible profits are often very helpful

GETTING SHORT TERM
AND LONG-TERM MONEY

Owner-managers must, at all ames, know thewr current and prospec-
tive cash position Therr ability to develop sources of funds to take
advantage of busimess opportunities or to get through tight business
penods will help them to make more effective busmess decisions
Usmng the cash budget, managers can distinguish between temporary,
short-term needs and permanent, long term requurements and can
also determine how much aid they may need

Sources of Short Term Funds

Sources for short-term money needs are either operations or msttu-
nions The company should keep a sufficient cash balance to
A

Take advantage of trade discounts,

Maintain a good credit rating in the trade,

Retamn sufficient funds for busimness opportuniues,
Be prepared for emergencies, and

Anucipate seasonal needs
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RATIO ANALYSIS

Four types of ratio s

Most programs look at least four ratio s liquidity ratio coverage ratio leverage rano and
operating ratio

Liguidity Ratio Liguidity 1s the measure of the quality and adequacy of
current assets to meet current liabilities The two most use hiquidity ratio s in a credit scorirg
meodel are current ratio’ ( current assets/current ilabilities ) and sales/receivable ratio ( total
sales/accounts recewvable ) Liguidity ratio s which couid be added in the future would be
quick ratio ( cash & cash equivalents plus accounts recewables/current habilities ) and a net
sales ratio ( net sales/accounts receivable)

Coverage Ratio This 1s a measure of the firms ability to service debt The single
coverage ratio in the model 1s EBIT ( Net Earnings before payment of loan interest expense
and tax expense divided by the amount of loan interest paid ) Some analysts now use
EBITDA ( Net earnings before interest, taxes depreciation & amortization )

Leverage Ratio This ratio analyzes the effect of debt ( leverage ) on the net
worth of the company Highly leveraged firms are more vuinerable to business downturns
than those with lower debt to net worth positions However the measure of this vulnerability
can vary depending upon the requirements of the industry The two ratio s in this model are
Debt/Net Worth ( total labiities divided by equity of capital stock and retained earnings ) and
Fixed Assets/Net Worth ( total non current assets divided by equity or capital stock and
retained earnings )

Operating Ratio These rauos are designed to assist in the evaluation of management
performance Two ratios used in the model are Earnings Before Taxes/Net Waorth ( net
earnings after expenses and interest divided by equity of capital stock and retained earnings)
and Earnings Before Taxes/Assets ( net earnings after expenses and interest divided by tctal
assets )

Depending upon the type of industry betng s analyzed numerous other ratics might be
considered such as Earnings/Current Inventory Expenses/Sales and ratios for expense
classifications to direct salary and wage expense etc

A frequently reterred to ratio is the

Quick Ratio — Cash/Current Liabilities This demonstrated a firms ability to meet it s most
current needs like payroll heat light electricity and telephone etc

Ratio s like financial statements themselves are guides not to be taken wholly or in part by
them selves The ratio s denived from the statements need to be compared te statements of
other firms in similar businesses When this comparison is made one can then get a sense of
the relative position of this company in relationship to its peers

Ratio Analysis and Credit Scoring 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 doesnt exist

Prepared for the JLGC by FIRST WASHINGTON ASSOCITES
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