University of Richmond
UR Scholarship Repository

Master's Theses Student Research

1964

Principles of credit extention : a case analysis

John W. Robinson

Follow this and additional works at: http://scholarship.richmond.edu/masters-theses

b Part of the Business Administration, Management, and Operations Commons

Recommended Citation
Robinson, John W, "Principles of credit extention : a case analysis" (1964). Master's Theses. Paper 1049.

This Thesis is brought to you for free and open access by the Student Research at UR Scholarship Repository. It has been accepted for inclusion in
Master's Theses by an authorized administrator of UR Scholarship Repository. For more information, please contact

scholarshiprepository@richmond.edu.


http://scholarship.richmond.edu?utm_source=scholarship.richmond.edu%2Fmasters-theses%2F1049&utm_medium=PDF&utm_campaign=PDFCoverPages
http://scholarship.richmond.edu/masters-theses?utm_source=scholarship.richmond.edu%2Fmasters-theses%2F1049&utm_medium=PDF&utm_campaign=PDFCoverPages
http://scholarship.richmond.edu/student-research?utm_source=scholarship.richmond.edu%2Fmasters-theses%2F1049&utm_medium=PDF&utm_campaign=PDFCoverPages
http://scholarship.richmond.edu/masters-theses?utm_source=scholarship.richmond.edu%2Fmasters-theses%2F1049&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/623?utm_source=scholarship.richmond.edu%2Fmasters-theses%2F1049&utm_medium=PDF&utm_campaign=PDFCoverPages
http://scholarship.richmond.edu/masters-theses/1049?utm_source=scholarship.richmond.edu%2Fmasters-theses%2F1049&utm_medium=PDF&utm_campaign=PDFCoverPages
mailto:scholarshiprepository@richmond.edu

PRINCIPLES OF CREDIT EXTENSION:
A CASE ANALYSIS
By‘
JOHN W. ROBINSON

, A Thesis S
Presented in partial fulfillment
©of the requirements for the
Master of Science
in
Business Administration
at the '
Graduate School
of the
University of Richmond
May 1, 1964

— LIBRARY L
UNIVERSITY OF RICHMOND
VIRGINIA



PREFACE

GOAL OF THESIS

Accouhts receivable are one of a company'’'s
most’important asséfs. These receivables must be
converted into éash if the production and sales activi-
ties of a coﬁpany are to continue on a successful basis.
Thekgoal of the thesis is to show how a firm footing is

establicshed for accounts receivable.

PLAN OF ATTACK

The subject matter has been broken down into
five chapters and each chapter presented in its logical
sequence.

Chapter one discusses the basis for extending
credit. There must be a basis for credit thinking to
iead into the subject. Discussing and defining the basis
for credit is a logiqal starting point towards sound
credit thinking. | |

Chapter two idéntifies énd discusses the four

characteristics of credit. These characteristics are



measured to find out the degree of risk involved in
extending credit to a particular applicant.

Chapter three shows how the credit strength
of the applicant is measured by an analysis of the
financial statements.

Chapter four examines the sources of credit
information which gives deeper insight into the
applicant's capabilities beyond that revealed by the
statements.

The next step is finding a way for safely
selling the weak accounts. Chapter five explores the
methods available for extending credit to the marginal

accounts.

BASIS ?OR THESISH

| The theéis is based primarily on the writer's
five yéars expé#iahce in‘tﬁé credit field wiﬁh Reynolds
Meﬁals Company; kburing tﬁese'yQaQS the writer has’given

many hours of thought to the following questions:

1. When should credit be extended and when

should credit be refused?

ii



2. Why did a situation work out successfully
while a similar situation worked out
conversely?

3. How can a particular bad situation be
prevented from recurring?

4, vHaw can an unacceptable credit risk be‘
made acceptable?

The cases around which the thesis is built have
been taken as they occurred from the credit files of
Reynolds Metals Company. Only the names have been
concealed and this was necessary dﬁe to the confidential
nature of the information.

The writer feels that the thesis can contribute
some valuable information toward a better understanding
of “credit" by making available the invaluable experi-
ences that have been encountered at Reynolds Metals
Company and the subject of "credit" as the writer has

found it to be.

iii
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CHAPTER I

THE BASIS FOR CREDIT

A soﬁnd'cfedit foundation must ﬁe built under
a,busineéa if the husineaaviskto survive and‘prosper
just as the foundation for any building muét be care-
fully laid if that ﬁﬁilding is to stand through the years.
This foundation>is prépared at‘the outset when the ordars
are received and'the‘cxedit decisions made.

A sound collection policy is a helpful supple-
ment to a sound credit policy bu£ can éccomplish very
little if credit is extended to accounts which do not

have the assets with which to pay or which will not pay.

WHEN CREDIT IS EXTENDED

A sqﬁnd credit policy does not occur by chance
but only through an aggreééiva and well organized credit
procedure in which all ordersvake carefully screened and
through which every penny of credit extended is justified.

There is ﬁo formula or secret method to teil

when to approve or disapprove an order. There are



however, certain basic principles that can be followed.
These principles applied with sound thinking and good
judgment will result in a good credit aeléction procéss. 

. credit shduld never be extended without finan-
cial information to support it. Credit might be left to
chance and 90% of the accounts might still be collected
but not many companies can afford a 10% bad debt loss.
BEven if all of the accounts are collected the time and
expense in collecting them will in most instances more
than offset any profits realized.

The basis for credit will vary from company to
company depending on the degreerf risk each individual
company is willing to take and the amount of time they are
wiliing to wait for payment. Theéa two factors are in
turn decided by the following:

‘1. Profit margin. The greater the profit
margin the greater the fiék a company may be inclined to
accept and the longer tﬁey éan afford to carry an account.

2. Working capitél position of’saller.‘ The
seller needs funds with which to operate, and must iﬁrn

the receivables over rapidly enough to provide the funds



to pay their bills.;.The seller can sometimes expedite
payment if working capital is tight by allowing cash dis-
counts for prepayment of accounts or may have to restrict
sales to companies that can pay within a certain period.

3. Going terms in the industry. The seller
will not as a rule, be able to establish payment terms
which are shorter in duration than those of competition,
unless some other concession or advantage such as a reduced

price or a superior product or service is being offered.
PAYMENT TERMS AND THE PROBLEMS THEY PRESENT

The basic selling terms under which Reynolds
Metals Company coperates are net thirty days'and‘Reynolds
Metals Company bases its credit policies around trying to
obtain payment within a thirty day period. A large volume
of business would be lost; however, if customers were
limited to those who pay within thirty days. Reynolds
Metals Company’'s gales people could not compete with such
strong rivals as Alcoa and Kaiser with a rigidrthirty day
payment restriction on their sales efforts. This problem
of extended texrms is not restricted to the aluminﬁm

industry, but is encountered frequently by all industries.



The problem now arises as to how additional time
can be extended to some customers while their competitors
pay within net thirty day terms. It is not fair to sell
competitors A and B the same product, in the same quanti-
ties, at the same price and expect A to pay in thirty days
while 3 is getting 120 days in which to pay. A would more
than likely place his business elsewhere if this were done
and the seller would be vulnerable to prosecution underx
the Robinson Patman Act for such an unfair policy.

There are two ways in which a company can work
with the B's who need 120 days and at the same time be
fair to the A's who pay in thirty days:

l. Have Mr. B pay interest for the ninety days
finanecing he requires. The legal rate of interest is six
’percent Per annum in most states.

2. Charge Mr. B a higher price which includes
a differential for the additional ninety days financing
required by him.

As long as competition exists there will be sone
situations where a company cannot get either a higher

price or interest. These situations should be kept to a



ninimum and the additional time allowed only when there
is firm proof that competitors are going along on this
basis, where a substantial sales volume is at stake, and
where the overall financial condition of the company

requiring the additional time is sound.
DISADVANTAGES TO SELLER OF EXTENDED TERMS

There are three distinct disadvantages to
extended terms:

1. Working capital is a costly commodity.
Reynolds Metals Company is fortunate in being able to
obtain its working capital for around five per cent. Other
companies pay up to eighteen per cent depending on their
financial strength and banking connections.

2. Extended terms cut down potential sales
volume with marginal accounts. Take, for example, an
account whose financial strength permits only a $5,000.00
credit limit. If the company can be kept on a thirty day
basis the account has a yearly sales potential of $60,000.00.
By increasing the terms to ninety days the sales potential

is cut to $20,000.00. The credit man is responsible for



educating salesmen on the disadvantage of extended terms,
since salesmen are often inclined to offer extra payment
terms to marginal accounts in hopes of increasing business.
In the long-run, these salesmen are actually decreasing
business.

3. Extended terms increase the risk. Thirty
days can be the difference between getting paid and not
getting paid. Adverse conditions develop rapidly in our
business world of today and the longer payment is deferred
the greater the risk that the customer will fall into an

adverse situation and be unable to pay.



CHAPTER 1I

THE CTORS IN EVALUATING 5 CREDIT RIS

There are four distinct characteristics that
must be analyzed to evaluate the credit risk. Thase are
commonly referred to as the Four C's of credit and are

character, capacity, capital and conditions.

CHARACTER

The dictionary defines character as moral
qualities, ethical standards and principles. Character is
an intangible factor but one that can be evaluated accu~

rately as experience is gained with an account.

Guideline to Character Some of the guidelines that assist

us in measuring the character factor are:

1. Commitments. Those who are insincere and
unreliable, who consistantly make commitments which are
never kept, quickly come to the fore. Conversely those
who can be relied on to give a straight promise and to do

all possible to perform on this promise can be recognized.



In using commitments as a basis for evaluating
character, the credit man's thinking should be tempered
if the customer is placed in a difficult position by an
unwise credit decision or forced to make a commitment
that cannot be kept.

. Fortunately the American businessman by nature
is normally very conscientious of any commitments made
and takes pride in being a man of his word. The unreliable
are the exception rather than the rule and clearly stand
out. Commitments are the most reliable guideline to the
character factor.

2. The intensity with which a customer recognizes
the obligation to pay. The majority of Reynolds Metals
Company's sales are to customers who have the ability to
pay within selling terms and will do so. In today's
extremely competitive market place, however, Reynolds
often finds itself forced to deal with customers who
cannot or will not pay when due. These accounts fall
into two categories.

a. Mr. Have Not - Who lacks the working

capital necessary to pay when due but will do everything



possible to pay in a satisfactory manner. The desire
to pay is present but the ability to pay is lacking.

b. Mr. Will Not - Watch Mr. Will Not closely.
Mr. Will Not believes that it is the responsibility of
the creditors to finance his operation. Mr. Will Not
coﬁtinuously takes any available cash out of the business
and continues to live off creditors from year to year in
lieu of retaining a reasonable amount of earnings in the
company to enable the company to improve its working
capital position and pay obligations.

One of the most striking cases involving a
Will Not is that of Reynolds Metals Company Va. Company A.

Company A started in operation approximately
15 years ago with a net worth of $10,000.00. Company A
was under very capable management and in the course of
15 years the net worth was built to over $1,000,000.00.
In addition the two owners made personal fortunes from
Company A and used the company as a springboard to a host
of other corporations.

The owners worked on the philosophy that there

was no obligation to pay the old accounts until something
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was required in return. Company A would run up a large
account and then stop buying from Reynolds Metals Company.
About five or six months later Company A would call and
ask what was required on the old account to ship an
additional $200,000.00 or go worth of metal to them.

Reynolds Metals CGmpahy worked with Company A
on this basis for years as did competitors. There were
continuously long overdue invoices open on the books.

Early in 1962 one of the unions won bargaining
rights over Company A's employees after a ten year battle.
The company couldn't reach agreement with the union on.
the initial contract, sold all the inventory, pulled all
of the money out of the operation and left Reynolds Metals
Company holding the bag for over §700,000.00.

The character factor was lacking; however,
Reynolds and competitors extended credit to Company A
because of the high sales volume potential.

3. Truthfullness. The character of a company's
management can be appraised by the truthfullness of the
information given to créditors. Company B lost substan-

tial money over a several year period. Along with this
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the owner had taken $81,000.00 out of the business to
purchase a new home. As a result Company B was running

30 days to nine months slow with suppliers. The credit
man involved found out from Company B's principal supplier
that the company owed them cover $300,000.00 dating back
niﬁe months and new shipments were being made strictly

on a dollar for dollar basis.

Company B's treasurer said that all suppliers
ware baing paid within selling terms and that Reynolds
Metals Company's invoices would be paid accordingly.
This was an indication of the lack of character and this
along with the poor financial condition of the business
made it impossible for the credit man to extend any open
credit to Company B.

4. Fairness of adjustment claims. An account
that makes unfair adjustment claims is just as much a
thief as someone who sneaks into the creditors warehouse
at night and attempts to make off with the assets. The
adjustment thief is as void of the character factor as

the other type of thief.
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Company C received a shipment of aluminum
sheet on which the protective tarpaulin had ripped.
Company C refused to accept this shipment subject to
inspection and told the carrier to either release the
material at scrap value or take it back.

The material appeared to be in good condition
and had been wrapped in plastic for additional protection.
It was apparent that Company C was attempting to buy good
metal at scrap price. The salesman was vigorously
defending the account but was forced to admit that the
customer was trying to make a "little"” money at the
carriers expense. Company C has been a coﬁsistant adjust-
ment problem and their demands have been very costly.

Joe Scudero, an ex-halfback for the Washington
Redskins who now sells Reynolds Aluminum, used this
football phrase to describe one of his accounts, "They're
nickle and diming us to death with adjustments.” These
nickles and dimes are the profits. If the profits must
be given away in adjustments the sale is of no value.
Also the account that will cheat on adjustments will just

as quickly cheat on paying obligations.
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5. Favors. The average American is instilled
with a sense of fair play and feels a sense of obligation
towards others for the favors they so kindly do for him.
Character is lacking if a thank you is not given for a
favor.

This trait of the American way of life carries
over to business dealings where usually most customers
are appreciative of anything done to help them. There
is the type of customer to whom a favor is just a
stepping stone to another favor. . Customers who will take
advantage of a favor in this manner are certainly lacking
in moral qualities.

Company D had a fire several years ago which
destroyed most of its inventory. Reynclds Metals Company
rushed through some additional material for Company D
and had the material in Company D's hands within a week
to enable the company to meet some essential orders.

The President of this company, several years
1ager, was still appreciative for what Reynolds Metals

Company had done for him those earlier years.
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Reynolds Metals Company has sold Company D a
great deal of metal since the fire and is still getting
a major portion of the company's business despite the
fact that Company D could occasionally get some of the
material at a cheaper price elsewhere.

Company E which was owned by a very successful
and wealthy labor lawyer as a sideline venture was in
serious financial difficulty. Over a period of several
years the Reynolds Metals Company credit representative did
numerous favors for Company E in an effort to help the
company get back on its feet.

The owner made this remark to the credit repre-
sentative following a creditors meeting, "What can you do
for us this week?” This remark showed how much the/owner
of Company E appreciated help.

At a later date an additional $25,000.00 credit
was extended to this company following a phone conversa-
tion with the lawyer in which he agreed to personally
see that the invoices would be paid when due. Reynolds
Metals chpany~ended up writing off a portion of this

$25,000.00 in addition to the old account.
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6. Bankruptcies, suits and criminal offenses.
The major portion of bankruptcies are honest and usually
due to a shortage in the capital, condition or capacity
factors; however, quite frequently the character factor
enters into the cause.

There is the type individual who is only in a
business for what can ke gotten out of it. When the going
gets rough this individual gets his money out of the
operation, quickly steps’aside and lets the creditors
work out the problems.

Mr. F told one of the Reynolds credit men that
handling the problems of a business entitled him to a
minimum of $25,000.00 a year salary. Mr. F would not
consider touching the problems for less. Mr. F grossed
a minimum of $125,000.00 for leading two companies into
bankruptey.  Mr. F is personally wealthy but this fact
provides little consolation to the many creditors who
have been left with the bad debt losses.

Those with a long history of suits and criminal
offenses should be carefully investigated and watched.

The information below which was taken from a credit report
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shows an example of a Company G whose management has
a record of past crimes and business failures. The
management of Company G was clearly void of the character
factor. Reynolds Metals Company extended credit to the
company and wrote off as a bad debt $18,000 on the first
sale of $25,000.

CREDIT COMPANY

CREDIT REPORTS

July 15, 1959
“BUSINESS HISTORY: Our records of Mr. G go back to the
fall of 1936 in R area when subject first entered business
there as G's Electrical Appliances. The business was
unsuccessful and creditors closed it down for non-payment
of trade obligations. Subject then was unemployed for a
time and next engaged in a venture that finally resulted
in his indictment by a Pederal Grand Jury for withholding
taxes on alcohol and it is indicated that Mr. G served
time in a Federal Penitentiary for this offense. Numerous
judgments stand against subject between 1939 and 1942.
NOTE: Mr. G has been regarded as a promoter in the past

several years and has left actual building and development
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work to subcontractors. Mr. G's business has suffered
over the years due to his slow pay and non-pay tactics.
FINANCES: A banking connection reports having several
checking accounts past one year, all ranging low to
moderate four figures. The bank has made unsecured loans
to Mr. G as an individual up to low five figure amounts,
and also to various and sundry of his firms up to low six
figure amounts. Currently a low six figure aggregate .
amount is outstanding (business-wise) and the bank has
placed Mr. G on a reduction basis to pay out and when the
loan is paid this bank will no longer deal with the firms
or individual, indicating slow pay and deemed to be
pressed for working capital. The bank feels that Mr. G
has a personal net worth of some low six figures.

A second banking institution, also having open
accounts dealing from 1953, had in past asked Mr. G to
leave their bank for unsatisfactory dealings, however
Mr. G returned to the bank in the past two to three years
and most of dealings have been around X O Builders
Corporation. The bank knows Mr. G as a promoter only,

usually subcontracting actual work to subcontractors.
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Business loan experience has been on the unsatisfactory
side, being slow, and business seems extended and pressed
for working capital. Despite this however, both the G
brothers have accumulated substantial net worth and a
joint statement as of October 1958 (Mr. G and Mr. G's
brother) shows some nine corporations to be worth some
$1,300,000 and with home equities, and realty and invest-
ments in domestic corporations the bank puts combined net
worth at §$1,500,000.

Mr. G has a home worth some §$125,000 subject to
undetermined mortgage. Mr. G lives in style befitting a
$35,000 per year income; has late model Cadillac cars,
ample domestic help. The home sets upon one acre of ground.

Local trade bureau records show that over a
period of years from 1951 up through August 1958, there
are numerous trade clearance statements entered into records
here, in varying amounts, and from "no good--non pay"
through suit threatened and small claim court and common
law suits to slow, unsatisfactory and closed out as
uncollectable. Over twenty five such accounts listed.

Also out of state trade bureau records show similar items
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prior‘to coming to the present area. Agencies advise
dealing with caution.”

The writer received a $10,000.00 order from
Company H last September and at the time Dun and Bradstreet
listed nine open suits and judgments. At the same time
the owner of Company H was making payments on a new
Cadillac and a new Lincoln. The man is leading a pretty
good life at the expense of his creditors. Mr. H's
personal code of ethics considers driving two expensive
cars of more importance than paying obligations and Mr. H
is not deserving of the priviledge of credit..

The following statement which the writer read
over five years ago has always remained in the back of
ﬁis mind, "Never deal with a rascal under the impression
you can prevent him from cheating you. The risk in such
cases is greater than the profit."l This statement was
made by Hugh McCullough, first comptroller of the currency

Albert F. Chapin, Credit and Collections, Principles
and Practice (6th ed.; New York: McGraw Hill Book

Company, Inc., 1953), p. 172
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back in 1864 and the writer has found it to be almost 100%
true today. Whila keeping this in mind, do not overlook
the positive side of character.

Character alone will not insure payment but its
presence will go a long way towards payment. In most
instances where character is present the credit man will
be able to find a reasonable basis for selling an account.

Credit is based on man's trust in his fellow
maﬁ;. If our fellow man is void of the moral qualities,
ethical standards and principles which are character

they are undeserving of the valuable asset of credit.
CAPACITY

Capacity is the ability that a company has to
operate successfully. The need for capacity has greatly
increased in the past twenty years, and is becoming more
and more important as competition becomes more intense

and better and cheaper ways are found of doing the job.

GUIDELINES TO CAPACITY

Below are some of the guidelines available to

help judge a credit applicant's capacity:
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1. Past record - The best guide to a company’'s
capacity is its past accomplishments. A company that has
operated for a period of years including periods of feast
as well as famine, consistantly earned a nice profit,
maintained a sound financial structure and paid obliga-
tions promptly,uunquestionably has capacity.

The difficult credit decisions; however, are
not made on accounts with the clear cut record of progress
and the sound financial condition.

When a company's past record does not give a
clear cut picture of its ability, a credit man must get
to know the company more intimately to know what it can
do. The credit man must find out what the people behind
the company know, think, plan, and what their company
can do. The management of the marginal @ccounts is usually
in the hands of from one to three people and once these
people are known the company is known.

2. Knowledge of the industry - Management must
know what is going on in an industry pricewise, productwise,
and otherwise.- Management must keep on top of their

industrys know competitors, competing products, new
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production methods, weak spots in the market, and futura
opportunitios.

Decisions cannot »e any better than the knowledge
behind them. Dynamic and rapid changas are veing con-
tinuously medes. A company must be aware of thene changes
to mest them and keep pace with the timesn.

3. Goals of manacemont = The goals of a company
must be sound, realistic, and obtainable. To succeed a
company must have a good product, sell it at a profit,
and produce at a rate commensurate with sales,

If a copany’'s plans seam to conflict with
current conditions and good judgment that company should
be watched closely. A company should not normally be
increasing production at a time when their finished goods
inventories are extromely high; at the end of the selling
season, or when sales are off. Boither can a corpany
which is operating at a loss hope to increase prices above
what the market is bringing to get back on a profitablae
tasis,

¥hen & cogpany's basic goals are not sound the

capacity factor is lacking and creditors must be very

cautions in sellinjg ther.
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4. Financial thinking - Management should have
a good idea as to how much money will be needed to operate
and from where this money is coming. Money does not grow
on trees as the incapable and the promoters would lead
one to believe.

A company must have sufficient funds to pay
employees, taxes and suppliers if that company is to stay
solvent. This requires good sound financial éianning
egpecially for the accounts with very limited amounts of
working capital.

Mr. I came to the writer with a $10,000.00
order for a new company. The information below which
Mr. I gave the writer gives a lead on how weak the
financial thinking behind the new company was.

A. The company was being set up with an

initial investment of $50,000.00. Mr. I
did not have the capital yet but hoped
to have it in two to three weeks if
everything went right. The money was

fo come from several other individuals

who were interested in backing the company.
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B. Mr. I did not know what the starting
payroll would be but would hire people
as needed and hoped to eventually employ
eight to ten people or more.

C. The company would need $180,000.00

inventory when the business gets in
high gear.

D. The overhead would be very low and the

company would not require a large volume
of business to operate at a profit.

The writer would have been very unwise to extend
$10,000.00 cradit to Mr. I with his business set up on
such vague plans. HMr. I had no clear ideas on what the
company was hoping to accomplish. The company was starting
operations with $50,000.00 capital that was not available
and was already thinking in terms of $180,000.00 inventory
which the company could not afford even if the $50,000.00
ware available.

5. Manufacturing Facilities = The highly
competitive conaitions that exist in the aluminum industry

and for that matter in all other industries at this time
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do not leave much margin for outdated inefficient pro-
duction methods or facilities.

Over the past ten years Reynolds Metals Company
has invested an average of $59,000,000.00 per year in
capital assets to keep up with the timea.z Reynolds has
developaed a new process for rolling sheet which is
radically different and much cheaper from anything
heggtofore developed; just one of the many changes which
are continuously taking place. More efficient equipment
and processes are being developed for all companies

1arge and small and in all industries.

OW_ACCU ELY € PACITY BE JUDGED
A credit man should be able to judge what a
customer can do after having worked with the customer ovexr
a period of several years. However, even then the capacity
factor sometimes remains a mystery. Quite frequently a
company sells new accounts when the capacity factor is
very cloudy. aowVa person will react under extreme

2 1262 Annual Report of Reynolds Metals Co., Richmond, Va.:
(Reynolds Metals Co., 1963), p. 16
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pressure is a constant uncertainty. Many do not have
the capability to come up with the right decision when
faced with an adverse situation and all too guickly will
pull up stakes and let the bankruptcy courts and the

creditors work out the problems.

IMPORTANCE OF CAPACITY

Capacity is rated by most credit men as the
mast"important of the four C's of credit. Yet quite
frequently important credit decisions must be made with
very little idea as to how much capacity a credit
applicant has. Credit decisions must be supported in
such instances with an overabundance of one of the other

factors usually Capital.

CAPITAL

THE _PURPOSE CAPITAL SERVES

Capitai is the repayment insurance cushion that
a credit man has»as’a final resort. Capital can make up
for serious weaknesses in capacity and conditions for a

temporary period of time and can by itself be sufficient
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ﬁo’supporﬁ credit at’a‘éartiéulax time if tﬁe customer
haé character. |

| Capital can also be of very vital importance
to ﬁha company iﬁsalf. HMany éompaniea, 1arge and small,
on occasions run into adverse periods. The capital
cusgion can provide a company with the added time needed
to work out of these situations and restore operations to

a profitable level.

THE CAPITAL CUSHION IN ACTION

Here are some practical examples of the capital
cushion in action during adverse periods showing its

value to the credit man and to the customer.

COMPANY J1
DATE ' NET WORTH
6-30~56 $859,226.00
6~30=57 768, 780.00
6~30=58 536, 747.00
1958 thru 1961 financial statements

declined.

Company J1 produced screen wire primarily for
porch screens. Over the years the company's production
facilitieswre not kept up and at the time of the decline
the equipment of Company Jl1 was all obsolete. Company Jl
want bankrupt in March 1961. Reynolds Metals Company
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extended $30,000.00 credit to company Jl. This company's
capital enabled them to stay alive for five years during
which Reynolds could have bowed out of the picture.
Unfortunately Reynolds Mcztals Company did not despite
customer's refusal to provide financial statements and
despite the apparent downward trend. Cost to Reynolds
Metals Company--$23,481.19. The capital cushion gave
creditors a four year period in which to find out what
was going on.

COMPANY J2
DATE NET WORTH
12-31-55 $724,631.00
12-31-56 633,579.00
12-31-57 554, 350.00
12-31-59 360,197.00

Company J2 was & brewery that had operated since
early 1900. The company’'s facilities became old and the
company was unable to meat the intense competition that
faced them in the 1950's and went bankrupt in May 1961.
The capital cushion gave Company J2 five and ona half
years to raeverse the trend, however, the company was
unable to restore operations to a profitable basis.

COMPANY J3
DATE NET WORTH

10-31-52 $1,210,000.00
10-31-56 710, 000.00
10-31-57 502, 000.00
10-31-58 419, 000.00
10-31-59 477,000.00
10-31=60 428,000.00
10-31-51 386, 000.00
10~31-62 388, 000.00

16-31-C3 407,330.00
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, Company J3, which was started in 1927, moved
into a new plant and warehouse in 1952. The plant and
warehouse cost $820,000.00. Company J3 served as a
distributor for steel and aluminum products and, in
addition, manufactured metal trim. The new quarters
were too expensive for Company J3 and at the same time
the metal trim business became unprofitable. The new
quarters were sold in 1957, and the metal trim production
was discontinued. It took this company nine years and
$824,000 to return to a profitable basis. Thanks to a
very substantial cushion of net worth Company J3 was able
to work out of their difficulties, and are operating once
again on a profitable basis.

The above exanmples show that substantial companies
do not as a rule go broke overnight. In cases Jl and J2
the cushion was not}able to save the companieé. It did
give the creditors involved five years to f£ind out the
problems béhind the decline of these two companies, obtain
payment of what was due, and bow out of the credit picture.
Company J3 was able to survive a nine year period of
substantial losses thanks to a $1,200,000.00 cushion of .
net worth.

A credit man must get to the root of the problem
and make sure that the company involved has the resources
and know how to overcome the problems before extending

credit to companies which are incurring steady or

substantial losses.
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NCREA G _CAPITAL
Thera is no substitute for character or

capacity. Creditors must adapt to conditions as an
individual company cannot do much to change them. Credi-
tors can, however, increase the capital behind a company
or ifansaction by adding the financial strength of outside
parties through subordinations and guarantees, by shift-
ing the payment responsibility to others through payment
assignments, joint check arrangements and by insuring
payment through letters of credit and payment bonds. The
thesis shall cover these devices in greater detail in the
section on special arrangements for selling the extremely

marginal accounts.

HOW MUCH CAPITAL

There is no set numerical figure as to how much
capital a compaﬁy should have to support credit. Each
case speaks for itself and the credit man after reviewing
all of the facts must answer this question, "Is the capital
adequate to reasonably insure payment within a given

pexiod?”
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The less a credit man knows of a company's
capacity and character, the more capital the credit man
must usually insist on to support a credit transaction.
Credit men are for that reason usually very cautious in
selling a new account and insist on a little extra cushion.
After the company is known a little better the possibili-
ties of working with them are unlimited and the writer
has seen many cases where credit has been safely extended

to companies far in excess of their net worth.

CONDITIONS

SEASONAL CONDITIONS

One of the most important factors in sound
credit planning is the development of & good sense of
timing in extending credit to the marginal accounts. This
timing is based on the fact that, in almost all industries,
the bulk of the sales are made during a particular season.
These seasons follow the same pattern year after year and
can be accurately predicted.

The weather causes the seasonal pattern in some

industries such as the construction industry. Other indus-
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tries build their business around a special time of the
year, such as Christmas.

Creditors stand the best chance of being paid
promptly when credit is extended at the beginning of the
selling season, or while the selling season is in full
swing. Caution must be exercised on orders placed for
shipment towards the end of the selling season. If the
marginal customers are caught with inventories high at
that point financing will be required through their off
season. This often means that the creditors will not get
paid until activity picks up again the following season.

Here are a few of the highly seasonal industries
that the writer has worked with in the Central Region of

the United States.

CONSTRUCTION INDUSTRY

Sales Season Sales hit a peak in the early
spring when the freezing weather is ended. Activity usually
starts to pick up good around March or April and is in high
gear by June, with sales holding up good throughout the
summer months and tapering off a little from September to

early November,
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Off Season The construction industry is for
the most part paralyzed when the intense cold weather
arrives and reaches a low point around January or February.
- Inventories Inventories should be at the
highest level during the period March through June and
should taper off somewhat during late summer. Inventories
should reach the low point sometime between November and

January.

ALUMINUM CHRISTMAS TREE INDUSTRY

Sales Season The manufacturers selling season

is almost exclusively August through October but there
will be some replenishmeht orders during November.

Off Season The Christmas tree manufacturers
have made or lost theirkfortunes by the end of November
and sales will be inactive until August rolls around again
the following yéat.

. Inventories Inventories should be at the highest
peak in July and August and should be reduced to a very

low level by the end of November.
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IRRIGATION INDUSTRY

Sales Seagon Sales for irrigation pipe distri~-
butors start moving around March and reach the highest
peak in June. Irrigation pipe as a rule moves good
throughout the summer, and starts falling off a little
during August and September.

Off Season Sales fall off quite a bit in
October and when the cold weather arrives are at a stand-
still. A rainy season at any time will cause the irrigation
business to fall dff drastically. , |

;nﬁeggoriea Inventories ﬁust be at the highest
peak around March to be available when the season breaks
and should be reduced to a low level by the end of Octobker.

The above emphasis placed on selling seasons
should not give the impression that margznal accounts are
not to be sold during the off season. A company could not
retain its marginal accounts vafy long if this were the
policy.

The key to whéther credit should be extended at

a particular time is this, "Does a customer's inventories
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appear to be in proportion to sales at a particular time
and can the customer turn the inventory over and pay
creditoxs in a satisfactory manner?"

The seasonal patterns should be kept in the back
of the mind since the seasons play a very important role
in e¢redit planning and must be weighed along with the

other factors in making credit decisions.

GENEF CMDITIONS

Each credit man should be aware of the general
conditions in an industry. These conditions contribute
much to the ability of the extremely marginal accounts to
survive. There have been certain basic trends over the
past two decades that must be taken into consideration.

A drastic change has taken place in the last
twenty years. Shortages were prevalent during World war II
and the post wa¥n period thereafter. Almost all anyone
needed to make a business prosper was something to sell.

Take, for example, the aiuminum industry. The

industry had to allocate the short aluminum supply judi-

ciously. The problem was not selling aluminum but prcducing
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aluminum to sell. Deep scars exist today from that era
with some customers who feel the aluminum supply was not
distributed in a fair manner.

The aluminum industry has very rapidly passed
from that era of want to an era of plenty. The day when
an?gne could hang out a sign and prosper has now passed.
The battle for every dollar of sales is intense with
profits limited. The following section takes a look at
general conditions prevalent in the aluminum industry

today.

SALES AND CONSUMPTION

The aluminum industry has been breaking
through into new markets and increasing sales volume at
an almost unbelievable pace. The consumption of aluminum
in the United States has increased steadily over the past
ten years. CGn§umption of aluminum in the‘United
States reached a reéord high of 2,550,000 tons in

1962.3

3 Ibid,, p.2
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PRODUCTION

The production of aluminum has more than
tripled since the 1947 to 1949 base period. During this
same pariod Federal Reserve Index Figures indicate that

the production of steel has increased by 78%.4

PRICING

The price of aluminum has been going steadily
downward for the past three years despite the steady
increase in sales and consumption. The price of $9%
Virgin aluminum ingot at New York dropped to 22.54
cents per pound in December 1962. This is the lowest
basic price primary aluminum has carried since

Dacember 1954.5

4 "Aluminum Industry Basic Data Book!
(Economic Research Department, Reynolds Metals
Company, New York, September 1262) p. A6

5 Norbert J. Lancer (ed.), Metal Statistics 1963
(56th ed; New York:s American Metal Market) p. 555
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The following statistics show how the price

decline is affecting Reynolds Metals Company:6

Year , ' © 1987 1958 - 1959
Net Sales and other
revenua® $451,661 $450,975 $498,624
Net Income before tax 73,386 71,634 74,735
Ratio of income before :
tax - -to revenue 16.2% 15.9% 15.0%
1960 - 1961 1962

$448,003 $486,212 $542,392
37,419 33,475 38,050

8.4% - 6.9% 7.0%

*Thousands of dollars

COMPETITION
Tﬁe aluminum‘industry is currently involved in
a terfific competitive struggle for sales. Alcoa, Reynolds
Metals Company, and Kaiser éra leading the way. Harvey
Aluninum Company, Anacond# Aluminum Corporation, and
Ormet Cbrporation‘are also in the thick of the fight.
Foreign competition ia also becoming more of
a factbr to reekonrwith. Imports of aluminum products for

1962 Annual Repo of R olds Metal ompan
(Richmond: Reynolds Metals Company, 1S$63), p. 2.
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the year 1962 exceeded exports by 120,000 short tons.

Compare this with 1958 when exports exceeded imports by
212,000 short tons and the impact of foreign competition
is seen.7

The competition has reachéd a very unhealthy
state in which prices and‘salling terms are béing sold
insﬁead of aluminﬁm. This competition is being @et by
all and the end result is that most of the companies in
the iﬁduétry are gstill getting a proportionate share of
the aluminum business oniy at a depressed price.

A credit man must have anvi&ea as to the geheral
conditions existing in an industry to evaluate the cppor-
tunities available to customers and the pitfalls standing
in the customers path. The increased sales opportunities,
decreasing prices and intense competition outlined above
are being felt by all size companies in all sectors of
the aluminum industry. The large companies are fighting

for a reasonable profit and many of the smaller companies

are fighting for their lives.

7 Lancatl .@_- Cit- F) p- 54’9
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CHAPTER III

- FINANCIAL STATEMONT ANALYSIS

Having looked at the principal factors in
credit analysis.’the writer now looks at the applica-
tion of the factors in practical situations. ’A credit
man starts with a completely unknown credit applicant and
identifies the capital or £financial strength, the character
or moral strength and the capacity or abiliﬁy. The initial
step in the identification process is usually the evaluation

of the capital factor.
OBTAINING FINANCIAL STATEMENTS

It is now common practice for credit applicants
to make availab;e to creditors detéiled financial state-
ments to support credit requirements. Many credit
applicants make this information available through Dun
and Bradstreet and other credit agencies, while others
will give statements directly to the creditors on

request.



41.

Credit men still run into a number of situations
where it is extremely difficult and sometimes impossible
to obtain this important information. The financially
sound as well as the weak sometimes will not release
fingncial statements. The reasons for this vary.

Some credit applicants feel that their financial
affairs are strictly their business and that creditors
have no right to this information. It is maintained that
obligations are paid satisfactorily and that this should
entitle them to any amount of open credit.

A financial statement may obtain information
which could place a company at a serious disadvantage
if it were to get into the hands of competitors.

The amount of credit involved may not ke
considered sufficient to warrant the release of financial
figures.

The ciedit man's approach may offend the credit
applicant, or there may be some clash in personalities
to cause a customer to refuse financial figures.

The credit applicant may be weak financially

and know that the statement will not support the amount
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of credit in questicn. The weak have usually been
through the credit mill on other occasions and have the
most convincing arguments on why financial statements

should not be rsguired.

APPROACHES FOR OBTAINING FINANCIAL STATEMENTS

A job of top salesmanship is sometimes required

to obtain financial statements. The stakes are often
high as this information may‘be the difference between
selling a substantial volume to a particular account and
not being able to gsell the account.

The approaches to obtaining financial statements
are as many as a credit man's imagination can improvise.
The writer has found three basic ideas to be most effective
in persuading customers into releasing this important
information:

1. The credit man is most anxious to approve
the order in quastion or the credit line which a customer
requires. To do this the customer's help is needed in

furnishing financial statements.
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2. It is management policy which requires
this most important information and not a personal whim
of the credit man. The blame four this financial statement
requirement is placed on our management; but this policy
of management is a sound one and requires no excuses
should the credit applicants take exception to it.

3. The financial statement is to be used solaly

to support credit and will be kept strictly confidential.

OTHER THOUGETS ON OETAINING FINANCIAL STATEMENTS

A credit nan must sell his personality to his
customers. Once a credit man is on a good first name
basis with a particular account the account is usually
more receptive to requests for financial information.

One of the Reynolds Matals Conpany credit men
had decalt with Company K for a period of tirme and was
unable to obtain a financial staterent frcom them. The
credit man noticed that the treasurer of this company
chewed tobacco quite vigorously, and on a visit told
the treasurer that he would swap a packaca of good

Virginia chewing tobacco for a financial statement. The
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credit man mailed the chewing tobacco and received
a financial statement in the return mail.

The first name approach does not work in all
cases. There is the type of individual who respects only
strength. The only way financial figures can be obtained
from him is to place business on an either or basis; no
figures, no credit. Salesmen can be helpful in most of
these cases as they are generally on a first name basis
with these accounts and can pave the way for financial

figures when the initial sale is negotiated.

SITUATION WHERE FINANCIAL FIGURES CAN NOT BE OBTAINED

Despite all the skill and diplomacy a credit
man may use, situations arise where financial figures
cannot be obtained. Sometimes the banks and other sources
of credit information will give sufficient information to
support credit on a particular company. There is also
the chance of seiling the prospective customer on a cash

basis where supporting credit information is not available.

CONFIDENTIAL INFORMATION AND THE CREDIT MAN'S RESPONSIBILITIES

Credit men have a moral obligation to zealously
guard confidential credit information not only from other

companies but from other people in their own company.
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There is no quicker way of spreading informa-
tion around the industry than to make it available to
salesmen. The writer has encountered several situations
while working with Reynolds Metals Company in which sales
management and production management people have requested
confidential information from the credit department to
enable them to evaluate the profitability of a particular
company's operations. These people ha#e no right to
information which was given to support credit and it was

tactfully refused them.
VALUE OF FIHANCIAL STATEMENTS

Financial statements show a company's capital
or financial strength at a given date. Financial state~
ments are often the only tangible information available
on the initial\éale to a company and enable the credit
man to separate-the strong from the weak and to follow
the progress or regress that a company is making. State-
ments give us a history of what a company has done. This
history helps creditors to determine what a company can

do in the future and whether it is a good credit risk.
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The financial statement analysis section
of the thesis will cover thoge points of special
interest to those reviewing a statement for the purpose
of supporting credit. It is assumed that those in
management and credit, to whom the thesis should be of
interest, already have a working knowledcge of accountingy

principles.

RELIABILITY OF FINANCIAL STATEMENTS

Financial statements are only as reliable
as the people preparing them. Theilr accuracy depends
on thé accuracy of those preéaring them.. The .
character ahd capacitybof tﬁe people preparing finan-
cial statements must therafore be weighed to determine
how much reliance can be placed in these statements.

Company G submitted the following figures to

Raynolds Metals Company along with their initial order

in the amount of $25,000.00:



Company G

Balance Sheet
Qotober 30, 1959

Cash on hand $ 1,500
Cash in bank 5,000
Inventory 107,000
Total Current

Asgets $113, 500
Fixtures and

equipment 75,000
Real estate and bldg. 110,000
Other assets — 1,590
Total Assasts £300,000

Owing affiliate
Current mortgage

Total Current
Liabilities

Mortgage on rxeal
estatce

Capital Stock

Surplus~-Paid in

Total Liabilities
& Worth

47.

$ 16,822
20,800

$ 37,622

82,378
150,000

30,000

$300,000

The credit man commented as follows in the trans—

mittal letter with which statement arrived:

"Attached

you will find subject’s financial statement. We note that

land and buildings are carried at $110,000. Apparently

this is the same proparty that was carried at $86,007.83

by the previous owners on May 31, 1%38.

We received

unverified informaticn that Mr. G has pulled some very

quastionable deals in the past."”

Twenty five thousand dollars would normally

ba a very conservative cfedit limit for a company with a

statement as good as Company G's; however, the figures
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meant nothing in the above instance as the principals
were dishonest. The assets were purchased from a bankrupt
company for a very small sum, and valued in excess of the
original book value.

Dighonesty is not the only cause of unreliable
figures. Company L vhich at one time was a very sub-
stantial company got into financial difficulty and several
small checks given Reynolds Metals Company for long overdue
invoices were returned unpaid by the bank stamped “not
sufficient funds." A local factoring company which was
heavily involved called on Company L and found their
accounting records in a state of worthless confusion.

The bank account had not been raconciled for six months

and Company L had to close the checking account and open
another onae to determine their cash position. The condi-
tion of the company's accounting’records and the worthless-~
ness of any finéncial statements released during this

period is apparent.

AUDITED FIMANCIAL, STATEMENTS

Addited financial statements should be insisted on
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where a substantial amount of credit is required by a
company whose honesty or ability to prepare accurate
figures is questionable or unknown.

Audited financial statements are not fool
proof. Company M was bankrupt some years back due to
fradulantly overstated inventories. The inventory
shortage did not show up on an audited statement and it
was later found that the auditors had not inventoried
a warehouse supposedly filled with materials which was
actually filled with empty boxes.

Certified public accountants do have fairly
rigid standards which they follow in audit work and would
be foolish to jeopardize their future for any one company
which might wish them to ceitify false or misleading
figures. The accounting firm mentioned in the previous
paragraph was ruined by the careless work and examples
like this are aimost non existent.

Audit figures should include all footnotes and
the auditors opinion to be meaningful. Auditors cannot
force a company to publish figures in accordance with

generally accepted accounting principals; however, the
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auditors in the opinion will mention variations. The
footnotes will explain other items on which there may be
a question as to their proper accounting treatment.

The scope of the auditors work will range
anywvhere from £illing out financial statement forms with
information supplied by clients to fully verifying all
details. The auditors cannot be held responsible for
the inventories or receivables if a customer does not hire
them to take inventory or verify receivables. The auditors
opinion tells us the scope of the audit work. Auditors
accept full responsikility for a financial statement
endorsed with the following opinion:

We have examined the balance sheet of the

X¥%Z Company as of....date..., and the

related statements of profit and loss and

surplus for the year then ended. Our

xamination was made in accordance with
generally accepted auditing standards, and
accordingly, included such tests of the
accounting records and such cther auditing
procedures as we considered necessary in

the circumstances.

In our opinion, the accompanying balancs

sheet and related statements of income and

surplus present fairly the position of the

XY¥Z Company at....date..., and the results
&f its operations for the year then ended
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in conformity with generally accepted accounting
principles applied on a basis conSLstent with
that of the preceding year.

PROPERLY CLASSIFYING BALANCE SHEET ITEMS

The first step in the analysis of a balance
sheef is to-remove any inflated values or "water" and to
recla531fy balance sheet items in accordance with the part
each plays in paying liabilities.

Credit men loock at some balance sheet items in
a différent light thankaécountants. Credit men are a
littievmorexdonservative than the average accountant and
éreditvﬁhinking is tempered more by the actual saleable
§a1ue of an asset.‘ In éddition to these honest differences
of‘oéinion. éredit men must also contend with those who
wili iﬁpiéperly classify balance sheet items and inflate
them to make theAfinanéial condition appear stronger than
it actuallykis.

’Thié preliminary job of classifying and
orgahizinq fiqures for analysis and comparison is the
Thomas W. Byrnes, K. Lanneau Baker, and Aubrey C. Smith,

Auditing, (New York: The Ronald Press Company, 1948),
Po 5310
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most time consuming and tedious part of balance sheet
analysis. It is also one of the most important as
figures are useless unless accurately valued and in
meaningful form.

For credit evaluation purposes, only those
asgets available to pay current cobligations should be
cléséified as current assets. Cash, receivables, and
inventory are the only items which are generally shown
as cutrentkassets. Governmentkaecurities may be
classifiéd aé current assets if aﬁailable (not pledged)
to be convérted into cash if need be to meet current
bills. Prépaid expenses'are éften classified as current
éssets. These items are of no vélua in payihgbliabili-
ties andkshoﬁld be reclaséified as other assets.

Intangible agsets such as patents, copyrights,
leasehold improvements, trademarks.‘goodwill and
organization expénses are seldom of any value other
than to a company which possesses them énd depends on
them for é livelihood. There maf be exceptions where
an intangible asset would have resale value. However,
these exceptions are so rare that intangible items are

usually deleted from the balance sheet.



Balance sheets are sometimes prepared with

fixed assets inflated to include appraised values.
Accounting Research Bulletin number 5 issued in 1940
covers this practice as follows:
"Accounting for fixed assets should normally be based
on cost, and any attempt to make property accounts in
genaral reflect current values is both impractical and
inexpedient."”

Experience shows that when a company gets into
financial difficulty and is forced to sell its fixed
assets, the company is in most instances lucky to get
fifty cents on each dollar of book value, based on cost
less depreciation. Tﬁe buildings and equipment are
usually such as to be goéd for only limited purposes
and in most cases it is an almost impossible task to dis-
pose of these assets.

Company A, mentioned on pages nine and ten, had
a beautiful plant valued at §$705,513. Reynolds Metals

Company is now renting this plant for use as a warehouse.

Company J1 carried its fixed assets at $280,000. But

H. A. Pinney, and Herbert Miller, Principles of Accounting,
Intermediate, (4th ed.; New York: Prentice Hall Inc.,

1952), p. 485.
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FINANCIAL STATEMENT
of

ISSUED IN CONFIDENCE

to

DATE. o,

CREDIT is CONFIDENCE established by COMPLETE
INFORMATION and maintained by CONTINUED
COOPERATION.

ER

EXHIBIT 1
FORM FORWARDED TO CUS

FOR OBTAINING FINANCIAL FIGURES



TO

Credit Department
GENTLEMEN:

For the purpose of forming a basis for credit with you we make the following financial statement for your confidential information:

Name

State if Partnership or Corporation.

(Street and Numbser) {Town) {State)
Full names and ages of members composing firm or officers if corporation:
KIND OF BUSINESSH:
ASSETS DouLans Crnrs LIABILITIES DoLuArs CxNrs

Cash—On hand and in the Bank

Accounts Paysble (Suppliers only)

Accounts Reccivable, good) customers only

Notes and Trade Acceptances Payable (Suppliers only)

Notes and Trade Acceplances, {good) customers only

Bank Loans {not including real estate mortgage)

Finished

Loans from Officers. Is this indebledness subordinated to
that of trade creditors? Yes{] No[J

Merchandise { In Process

Loans from Others. {Explain on roverse side).

Raw Materinls and Supplies

Qther Quick Assels,

Wages, Insurance, Ront, ete
Accrualy

City, State, Federa! Taxes

Other Quick
Liabilities

TOTAL QUICK ASSETS

Machinery, Fixtures and Fquipment — Present valuc,

TOTAL QUICK LIABILITIES

Liens or Chaitel Morigages on Merchandise, Machinery,
Fixtures and Equi t

Landand Pulldings _ . .o iiiiaees e c s
(If not owned, monthly rental is, §, }

Investments in Controlled or Allied Concerns

Owing on Land and Duildings

Debts Sccured by Mortgage on Real Propcﬂy

Due from Controlled or Allied Concerns

[Other Liabllities

Due from Officers, Stockholders, Employces and others not
'S

Deferred Chargos

Other Asgels

TOTAL LIABILITIES

Capital Stock

INET WORTH {
Surplus and Undivided Profits

TOTAL ASSETS

TOTAL

g Oun Merchandise §

On Machinery, Furniture and Equipment §

On Buildings §

INSURANCE

Amount of Life Tnsurance for Benefitof B

For Employers’ Liability §

Ja any Insurance Assigned!

Are

your employees Bonded?,

Date business began

Annual Sales § Fx s

Any contingent liabilities through endor ts, ete, 1,

Capital at beginning

Amount of Receivables pledged for loans or sold $

e e e e S e et

Merchandise in transit (not included in Assets or Liabilities) §

M

AN

dise contracted for (not included in Assets or Liabilities) &,

The above is a full and correct statement of my {(our) financial condition as of

Form R-~718

.19“

Bigned

Address

By

(Title) .

(List References On Other Side)

”~

EXHIBIT 1

FORM FORWARDED TO CUSTOMER
FOR OBTAINING FINANCIAL FIGURES

4]
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the factory was obsolete and had very little resale
value. Company J2 had fixed assets valued at $128,000.
There are not many people in the market for a brewery.
Unrealized increases in fixed assets due to
app:gisal are often hidden unexplained in the surplus
or net worth accounts. A credit man should insist on
a breakdown of the worth and surplus accounts so that

these inflated values can be detected.
ANALYZING THE STATEMENT

WORKING CAPITAL

A slow pay record is a tip off of a weakness
in a company's working capital. This alerts the credit
man to take a close look at the current assets and

liabilities of a company.

There is no magic amount of working capital
that a company must have to make itself acceptable for
open credit. Some companies with a large working

capital tie their money up in slow moving assets and

are unable to pay bills promptly. Others pay bills
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promptly by sound financial planning despite what looks.
like an impossible werking capital pogition.

Company N, vhose working capital is shown
below, kought $85,000 worth of aluminum during the first
seven months of 1963. Company N paid for the aluminum
promptly on net thirty day terms, despite what looks

like an impossible working capital condition.

Company N
Working Capital
December 31, 19862

Accounts Receivables $129,177 Bank Overxdraft $ 10,507
Notes Receivable 7,922 Accounts Payable 149,956
Merchandise 233,315 Notes Payable 187,403
Accrued Expenses 87,105

Senirpa

Total Current
Total Current Assets $370,414 Liabilities $434,%71

The writer mentioned above that there is no magic
amcunt of working capital to tell when to approve credit.
There is a situation that represents the maximum extent
to which credito?s should go in extending credit. This is
whare the money which comes from the inventory sold will go
to pay creditors invoices. A company does not want the pro-
ceeds from its material to bail competitors out of a dif-

ficult situation and leave them in the competitors place.



FIRM OR INDIVIDUAL

FINANCIAL HISTORY

GUARANTEED: [ |
OUTSIDE WORTH:

SUBORDINATION: [}

ASSETS

r Cash

CURRENT

CURRENT OTHER FIXED

FIXED

NET WORTH

Accounts Receivable {net)
< Notes Receivable

Inventory

\. Total CURRENT Assets

Pl
Land

Buildings (net)

) Machinery and Equipment {net)

Furniture and Fixtures {net)

r Bonds and Stocks

Cash vaolue Life Insurance

< Investments

:

TOTAL

LIABILITIES

 Accounts Payable

Notes Payable - Bank

Notes Payable - Dther

Taxes - Federal Income

{ Taxes - All Other

\ Total CURRENT Liabilities

r Bonds or Mortgages {Due

Reserve for Depreciotion

< Other Reserves

L

r Capital Stock - Preferred - Par §

Capital Stock - Common - Par$

< Surplus - Copital

L Surplus - Earned

TOTAL

Current Assets

Current Liabilities

Working Capital

Net Worth

Sales

Net Profit

Current Assets to Current Liabilities

Sales to Receivables

Total Debt to Net Worth

Fixed Assets to Net Worth

Sales to Inverntory

Net Profit to Sales

Reynolds Sales Volume

FORM R-330 [REV.4-89)

‘LS



58.

Once a company's production, sales and other
efforts are converted into cash their value is insured.
As desirable as cash is, creditors must be cautious in
dealing with accounts of questionable character and
capacitgﬂwhere a large part of the assets are centered
in cash. Cash can be very readily taken out of a busi-
ness by those of weak character. Those who lack ability
can deplete cash rapidly, and are likewise tempted to
take the liquid cash out of the business when a bad
situation develops.

There are many old line companies that pride
themselves in maintaining a large’ bank account. A
‘cradit man should £ind out the why, wherefore, and
intentions when approached for credit by a new company
with a top heavy cash position, or where a company

suddenly builds up a large bank account.

RECEIVABLES
A conmpany is(no sounder than its receivables.
A sale and the productlon efforts put forth tc make the

material for the sale are worthless unless the resulting

receivables can be collected.
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Creditors should know who their marginal
accounts are selling. The credit man should obtain a
listing of receivables, or at least review the trial
balance or accounts receivable ledger so that it is
known exactly who a customer is selling, where the cus-
tomer is an extremely marginal credit risk.

Company O wanted to place a $90,000 extrusion
order with Reynolds Metals Company in October 1962.
The company admitted having financial problems and when
a financial statement was requested gave one which linked
the cash, receivables and inventory under one figure.
The writer obtained a detailed statement and a listing
of receivables and found that $110,000 of raeceivables
which totaled $143,000 were owing from related companies.
These companies, related thrdugh stock ownership, were
all in poor financial condition and $131,000 owing from
these companies had already been written off to bad
debts. One week aftér this order was rejected Company O
filed a bankruptcy petition.

Reynolds Metals Company extended $13,000

credit to Company P in March 196l1. The president of the
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company told the Reynolds Metals Company credit repre-
sentative that Company P had an agreement to furnish
storm windows to sixty two branches of W. T. Grant
Company and was negotiating to furnish an additional
one hundred of their branch stores with aluminum windows
and doors. Company P was also supplying a large volume
of windows to Federated Department Stores, Cincinnati,
Chio, May Department Stores Company, St. Louis, Missouri,
and John Wanamakers in Philadelphia, Pennsylvania. Al)
of these companies are very sound financially and it
appeared as though Company P was selling sound companies.
Yet in a statement which was provided the
receivables were up to $280,504 versus net worth of
$134,888. The company was running ninety days slow with
suppliers. Company P went bankrupt in July 1961 and it
was found out at that time that the windows were actually
being distributed through several companies owned by a
brother~in-law of a ﬁrother of the owner of Company P.
The distributing companies from whom Company P was
looking for payment were found to have a deficit consoli-~

dated net worth of $940,000.
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INVENTORY

- Inventories like receivables throw up a
warning flag where there is a weakness. This warning
flag is a slow inventory turnover which will in turn
cause the company to develop a slow payment record.

A slow inventory turnover can be caused by
overbuying or by the praesence of worthless merchandise
in stock. There is not much that can be done once the
capital is tied up in worthless stock; however, creditors
can discourage customers from overbuying.

Those with a limited amount of capital cannot
afford to overbuy, yet frequently let salesmen talk them
into buying 30,000 pounde of aluminum when one thousand
pounds are needed to save $300.00 on the price. The
glitter of the $300.00 which is saved obscures what has
been done until the company finds itself in a cash bind
and unable to pay obligations.

A credit mén should see that his company does
not oversell the marginal accounts. One of the most
frequent questiéns thét shéuld be askedﬁﬁe margihal

customers is, "Does your company have the orders on
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vhich to use this material?" The marginal customers
appreciate creditors keeping a watch out for their
interest once it is impressed on them that creditors have
the customers interest at heart; that creditors are out
to sell their products but not at the customers expense.

The accuracy of a company's inventory is
important to the financial analyst as the balance sheet
figuras are no more accurate than the inventory. Where
the inventory is overstated the worth of a company is
overstated along with the working capital.

Taking inventory is a tedious and time
consuming job. It usually requires that operations be
shut down. Many accounts may prefer to take an educated
guess at the inventory figure and let it go at that.

A credit man should insist, however, that the extremely
marginal accounts have an audit at least once a year

in which the inventory is thoroughly checked.

FIXED ASSETS

Overinvestment‘in fixed assets has sounded

the death knoll for many a company. Many others are able
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to survive but the cash position is restricted to such
a degree that the company baecomas a continuous credit
problem and is unable to make any progress.

Many times, those who have been successful
with a good small or moderately sized business decide
to build the new factory, buy the new modern eguipment
with the increased production capacity and go for the
large volume, big time market.

Too late these people find that their sales
volume is not adegquate to profitably utilize this
egquipment and will not cover the additional overhead
expense. The decline starts and hefore long the
company is -in serious financial difficulty.

Company Q has one of the nicest new paint
lines one of the Reynolds Metals Company credit repre-
sentatives has ever seen. The company's plant was
enlarged at considerable expense to make room for the
paint line. chpany‘Q has not been able as of this
date to develop a sufficient amount of business to cover
the overhead expense resulting from this paint line and

Company Q is fighting for its life.
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Company R had a nice moderately sized operation
going with a medium six figure net worth. The company
built a beautiful new extrusion plant in Mississippi.
There was a gala grand opening ceremony with many
dignataries. The plant flopped from the start as there
was not a suffi¢ieng market for its products. Company R
went bankrupt’owiné usu§§er $SOC;000.

Oh the bthér extrémeAéhe‘Qriter had the
'privilege of visiting ﬁiih one of out leading écéoﬁnts
ihythe Loﬁiavilie areé this past summer."cQﬁpanyks is
built around eqﬁipméng‘classified as obsoleté.which was
purchased very reasonably fr&m Reyﬁéiés Metals Company.
This operation waé starﬁed in Octcober 1954 with an
initial investment of $12,000. The last figures
received on this company, which were as of December 31,
1961, showed aknet worth of $510,000. The company paid
quarterly income taxes of $110,000 in January 1962 and
just prior to the Décember 31, 1961 figures the principals
ﬁaﬂ taken $40,000 out of the business in dividends.
Company S has purchased in excess of three million

dollars from Reynolds Metals Company over the past two
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years and has not missed paying one invoice on the due
date. Company S could have complicated its financial
picture along the way with a newer building and brand
new equipment but chose to stick with what was available

which was adequate to do the job.

RECEIVABLES AND INVENTORY TURNOVER

The receiﬁables and inventofy turnc&er give
a lead as to how sound these assets are. The turnover
figures enable uslto estimate apprbximately how long a
credit applicant will require to convert the assets into
cash. This in turn}teils apprdximately héw long a
company needs to pay its current liabilities.

A few words of caution‘before reviewing the
acﬁual computati&n of fhe receivable and inventory
turnover. Inventory, receivables and sales figures
must be obtained for the partichlar season being analyzed,
if the business is a seasonal one, if the turnover figures
are to be meaningful. A credit man also has to temper
his thinking with the behavior of the firm in the season

to immediately follow the balance sheet date.
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Cra&it men use the sales fzgure in computing
tha.xnventory turnover. bacause the cost of goods sold
figure, which wculd give the actual inventory turnover
is frequently not available. The sales figure contains
proﬁita but very 5eldom are the profits sufflcient to
change the turnover answer significantly.

The formulas used to computevthe turnéver afe
as follows:

A. vSales divided by Receivables

{(or Inventory) = Turnover
B. Dayé,Sales~aivideﬂ by Turnavérk=»
| Average Days Turnover

The examples below assume the fOllOWlng working
capital figures to be applicable:

Company Example

Working Capital
September 30, 1963

Cash $ 10,000 Accounts Payable $100,000
Receivables _ 90,000
Inventory 40,000

Current

Current Assets $140,000 Liabilities $100,000
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Example A--Steady non seasonal types business with sales
for year end September 30, 1963 of $360,000.

$360,000 (Sales) ~ $90,000 (Receivables) = 4 Turnover
365 days (Days Sales) - 4 (Turnover) = 91-1/4 Days
Turnover Period

$360,000 (Sales) = $40,000 (Inventory) = 9 Turnover
365 days (Days Sales) = 9 (Turnover) = 40-5/9 Days
Turnover Period

The company will have to collect all of the receivables
to have sufficient cash to pay current liabilities. It
is taking the company approximately ninety days to turn
over its receivables and creditors should not expect
them to pay any sooner than ninety days unless special
arrangements have been made to tie down payment over a
shorter period.

Example B~--Highly seasonal business during selling
season when sales are averaging $60,000 per month.

$60,000 (Sales) = $90,000 (Receivables) = .67 Turnover
30 pays (Days Sales) - .67 (Turnover) = 45 Days
Turnover Period

$60,000 (sales) = $40,000 {(Inventory) = 1.5 Turnover
30 Days (Days Sales) = 1.5 (Turnover) = 20 Days
Turnover Period

This company is turning its receivables in forty-five days
and should be able to pay bills in close to forty-five

days.

Example C--Highly seasonal business during off season
when sales are averaaing $15,000 per month.

$15,000 (Sales) = $90,000 (Receivables) = .17 Turnover

30 Days (Days Sales) = .17 (Turnover) = 176 Days
- Turnover Period
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$15,000 (Sales) -~ $40,000 (Inventory) = .375 Turnover
30 pDays (Days Sales) - .375 (Turnover) = 80 Days
: - S . o Turnover Period
This company appears to be in serious financial diffi-
culty. It is taking them six months to turn over
receivables and eighty days to turn over inventory. The
turnover rate is extremely slow and creditors should
proceed with utmost caution.
PROFITABILITY
A company operates to earn a profit fot its
owners. A company that has no profit potential has no
future. Conversely a company that has a good profit
potential has a good future.
There are three elements that must be present
for a company to earn a profit:
l.b A good product
2. Large enough sales volume
3. A selling price that covers all expenses and
leaves a profit
One of the three elements above is lacking if
operations are unprofitable. Credit men must diagnose

the missing element and make certain that customers have

the ability to overcome the problem and restore operations

to a profitable level.
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A customer's chances of surviving are only as
good as its product. If sales volume is off creditors
must keep in close touch to see what kind of oxder back=-
;og the customer has and what the prospects are for
additional businesa. Where the prices are lower than
costs c;@ditcrs should find out why and see what chance
the customer has of increasing prices or decreasing
costs. |

HMost companies are intensely séles volume
conscious. Unfortunatély manytlet the glitter of this
Sales volume obscure thekreaaon buéihess is‘carried on,
5To earn a ?rofit.“ Créditorsyfrequently run into the
following stéry:

“Thingﬁ haﬁe nevér looked so good. Our
company has just cornered a large share of Sears
Raébuck‘s req&irements." Tﬁase companies quite fre-
Quéntly end up giviné the material to Sears Roebuck
and other large éémpénies at less than cost and before
long are in financial difficulty.

A company that is able to make a good profit

can overcome many obstacles. The company can rainvest
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these profits back in the business and overcome a
weakness in working capital. Net worth can be built up
to a safe proportion. Also where operations are
profitable a company can get suppliers to work with them
with confidence until such time as the company is not so

dependent on them.

DATE OF FINANCIAL STATEMENT

Financial statements must be up to date to be
of any value in judging the financial strength of a
company. What constitutes up to date figures varies with
the seasonal nature of a business.

Many customers maintain a fairly constant
financial condition and their progress can be followed
with a year end statement. Other companies are extremely
seasonal and it may be necessary to obtain nonthly
statements to know what their condition is. Company T
(see financial statements next page) is an example of
how much difference several months can make in a highly

seasonal business.
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FINANCIAL HISTORY

GUARANTEED: [ |

OQUTSIDE WORTH:

COMPARY T -
SUBORDINATION: [ |
ASSETS 8/31/6) | 2/28/62 | &/31/62 | 12/31/62 |3/31/63
_ ( Cosh 32,581, 4,637 21,441 1,262 1,614
E Accounts Receivable (net) Bg. 513 54,911 80,310 53, 399 63,373
g:: { Notes Receivable ,
3 | Inventory £4,203 | 50,242 61, 946 48,562 73,0680
 Total CURRENT Assers 150,257 105,750 | 163,697 | 113,243 135,667
Lond .
_ | Buildings (aen 34,854 . 22,147 19, 720 17,778 16,467
% ) Machinery and Equipment (net) : :
T Furniture and Fixtures {net)
r Bonds and Stocks .
ﬁ Cash volue Life Insurance 6, 345 ﬁ, 323 9,615 9‘ 173 91618
E 4 Investments : '
[/
\ ;
TOTAL 211,645 138, 400 103,038 149,1%4 163,752
LIABILITIES
Accounts Payable
Notes Payable - Bank
i | Notes Payoble - Other
ﬁ Taxes - Federal Income
% ! Taxes - All Other
2 ,
Total CORRENT Liabilities 85,901 88,857 70,650 79,622 115,974
¢ Bonds or Mortgages (Due . - - : :
o Reserve for Depreciation
'g 4 Other Reserves )
v [Notes Pavable Long Term 27,321 28,220
E ¢ Capital Stock - Preferred - Par$
o Capital Stock - Common - Par$
2 1 Surplus - Capital 08,424 45,563 54,135 60,572 44,778
E Surplus - Eamed
z X . R . .
TOTAL 211,846, 138,460 153,035 140,194 164,752
Current Assets 1850 K 110 ¥ 164 M II3 H Ie5 M
Current Liabilities o M B M 71 4 80 M 120 M
Working Capital 94 M 21 M 93 M 33 M 45 M
Net Worth 1 9@ H SUH g H 61l W 4
Sales ?:'ﬁll 51 m M i 97T M
Net Profit =*{13M] Loss E R A G T 088, - \39M) Loss R
Current Assets to Current Liobilities el Led PR . Py 12 | ‘
Sales 1o Receivables 1.9=73 Daysllo=113Days| 4.6=78Days . 78=154Days] .5=140Days ‘ |
Total Debt to Net Worth 1.2 1.8 1.1 . «? '
Fixed Assets to Net Worth « 20 ¥ 2.1 « 30 .35 ‘
Sales to Inventory _B.4=56Daya 1 .B“IGODays 5. 0=60Days | .U=170Days 103?16238}16_}
Net Profit to Sales (3%) Loss | (55%) Loss |(1%) Loss [{75%) Loss [(SU%) Loss
Reynolds Sales Volume

FORM R-33@ [REV.4-59)

‘1L
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~The figures for the fiscal years ending
August 31, 1961 and August 31, 1962 would indicate that
Company T is a well balanced company. Cash and
receivables alone exceed total debt. The current assets
exceed the current liabilities by over two to one. Net
worth is just about equal to total debt. A small loss
is indicated for both the years but the strong balance
sheét Qbuld appear‘td méra than offset this.

fhelinéefim figures‘inéicate qﬁite a contiast.
Thé ioss of $49,G§0 for thé six months‘ended February 28,
1562 is équal‘ﬁo‘fifty percant of‘heﬁ worth.R The losses
of $34,000 for the four months ending December 31, 1962
and $49,000 for the seven months ending March 31, 1963
represent thirtf six pekéent aﬁa £ifty tﬁb paréent of |
the worth for the fiscal yeér ending August 31, 1962.
The debt jﬁmps to over twice the worth in the interim
periods and reaches a high of 2.7 to 1 as of Maréh’3l,
1963.

The Reynolds Metals Company credit representa-

tive was aware of the risk involved in this case.
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Conmpany T's sales did not materialize as usual during

the spring and summer of 1963, and the company is
currently trying to work out a payment extension arrange=-
ment with creditors, which will enable Company T to
survive until the 1964 selling season comes around.

Company T's chances of surviving are slim at this writing.

LIMITATIONS OF PINANCIAI, STATEMENTS

Financial'étatements are a very important part
of the overall picture that represents the credit appli-
cant. These statements give a pretty good idea of the
type of financial situation with which creditofs'are '
faced. | | |

One shbuld‘hotAférget, however; that statements
are only a pait of the pverail picture. A'dredit man
should not discard any'company as a prospact for opeh
credit on thé baéis of a.finéhcial sﬁatement alone.
Statements merely teil when a credit man must use his
ingenuity to find a basis for safely selling a company

whose financial strength is limited.
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Company U's financial statement below would

indicate that the compény has little if any credit

potential.

Company U
Balance Sheet
March 31, 1963

Current Assets

Cash $ 19,934

Accounts Receivable 117,207

Inventory 71,863

Total Current Assets $209,004

Fixed Assets 124,351

Prepaid Expenses 5,220
Total Assets $408,645
Current Liabilities

Accounts Payable $255,531

Bank Loan Secured 75,000

Accrued Payroll Taxes 3,391

Accrued Expenses 18,961

Total Current

Liabilities $§352,883

Notes Payable Stockholderg~-
Long Term $130,000
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Net Worth
Class A Sstock $ 45,000
Class B Stock 1,450
$ 46,450
Surplus Deficit
April 1, 1962 $~149,976
Add profit for year
end March 31, 1963 __ 29,288
- Surplus Deficit March
31, 1963 $~120,688
Net Worth Deficit , ' $- 74,238
"“Total Liabilities and
Net Worth o - é:%géﬁééé

Reynélds MatalskCompany sold this‘company'over
$900 000 worth of aluminum last year. Thz total sales
to Company U over the past three years are $1 800 000.
This kind of account does not come along very frequently
and Reynoldé ﬁatals Company ééuid havé véry easily
thrown a lot of goo&‘buéineés away by sayin§ “no" to

cpah credit on the basis of the above balance sheet.
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CHAPTER IV

SOURCES OF CREDIT INFORMATION

BANKS

One of the first things a credit man should
do is to_qake the acquaintance of the bankers in his
area as the bankers are an invaluable source of credit
information. The time and money invested in meeting
the bankers, and taking them out to lunch occasionally,
will be repaid many, many times with worthwhile credit
information.

Bankers usually have several advantages over
the credit man in keeping on top of a company's
financial condition. Bankers are usually located in
the same geographic area as the accounts; know them
well personally; and are in a position to obtain more
frequent and greater detailed financial statements than
the credit man. |

The average banker as a rule is more conserva-

tive in his credit thinking than the average credit man.
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The bankers' wviewpoint on an account is valuable to have

in appraising a credit applicant's financial condition.

OBTAINING GOOD CREDIT INFORMATION FROM BANKERS

Two basic factors are necessary before the
banker generally will give out worthwhile information:

1. The banker must know the credit man or
his company and fesl that the credit man can be relied
on to keep the information confidential and to use it
properly.

2. The credit involved must be worthwhile.
A credit man should not waste his time or ruin his
banking connaction by contacting the banker for infor-
mation on trivial orders. A form letter addressed to the
bank will obtain sufficient information to support small
ordérs.

¥When the credit man approaches a banker for
credit information, the case should be stated clearly.
The banker should be told the amount of credit in
question, and any particular questions brought up that
the credit man may have on the credit applicant's

financial responsibility.
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To obtain information from a prospective
customer's bank, where a personal contact is not
available, the credit man should emphasize that his
company wants to work with the bank's client, and is
aﬁxious to give promptbcredit approval to their initial
order. To do this information i§ needed from the bank
on the credit applicant’'s financial responsibility.

The credit man shculd emphésize that the bank's client
rquested that tﬁe bank be contacted for the information
and that the inférmation giyeh will play an important
part in the credit deéiéion;

Bankers will exchange information freely with
other bankers. A credit man should have his bank con=-
tact the credit applicant's bank when wﬁrthwhile

information cannot be obtained direct from the bank.
OTHER SUPPLIERS

Other suppliers are another important source
of credit information. A credit man must get to know

the credit representatives with competitors and those
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with other companies that have occasion to sell the same
accounts as his company to obtain good credit information

£from them.

GROUND RULES TQ CONFIDENCE

It is necessary that certain ground rules be
set up wi;h other credit men if complete credit infor-
matioﬁ is to be exchanged with confidence. These ground
rules should cbver the following points and should be
firmly agreed to by all parties concerned:
1. Use of information. Credit information
sﬁould only bé used for credit purposes. It must not
be used to tip off sales personnel to a lucrative
account which has been overlooked or to a competitor
who is trying to sell oné of the company's good accounts.
2. Confidential nature of information. All
information exchanged should be kept strictly confidential.
Each cfedit mén‘ié responsible to see that any information
received is keptkaway'from everyone other than the people

in credit who are involved in making the credit decisions.
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CREDIT INFORMATION THAT CAN BE RELEASED

Credit information that gets into the wrong
hands can be costly. Many a lucrative account has been
lost due to information carelessly used by those to
whom it was given as a favor. For this reason creditors
must be extremely cautious in giving out.credit infor=-
mation.

Credit men who have an order or are selling
a particular account‘a:e'entitled to the experience of
other companies with that account. The information
given should not go far beyond ledger experience;
however, unless the inquirer is known and can be trusted
to use this information properly.

A credit man can go a little farther with those
inquirers who the ground rﬁles have been set up with.
A credit man can generally tell his opinion on a
particular account, aﬁy security his company possesses,
and any special arrangements made to tie down payment.

There are certain things a credit man should
not disclose. Financial statements which customers give

in confidence must be kept that way. Each credit man
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should go to the. credit applicant direct for this kind
of informaticn. UOn occasion creditors may accept
security with the understanding that the security will
be kept confidsntial. <Lreditors are committed not to
discloge the security. in such situations, even at the
risk of misleading other creditors.

It is to the advantage of all credit men,
that credit information be Kept accurate and reliable.
Credit decisions are no better than the information on
which the decisions are based. &Zach credit man must do
his part to see that this information is kept on a

high level.
' CREDIT AGENCIES

A credit man should obtain a good credit
agency to supplement the other sources of credit infor-
mation. The city of Chicago has over ninety diffarent

credit agencies and associations.10 These credit

agencies are for the most part tailored to a particular

industry or particular type of account.

Yallow Page jcaio Classified Telephona Directo 1963

(The Reuben H. Donnelley Telephone Directoxy Company),
pp. 518~519.
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Dun and Bradstreet, Inc. is the most widely
used of the commercial credit agencies. It covers all
industries and is world~wide in its coverage., Everyone
interested in credit should be familiar with the Dun
and Bradstreet, Inc. Agency because of its wide

coverage and usage.

DUN AND BRADSTREET, INC,

CosT

Dun and Bradstreet sells their reference hbook
service and their report service in a package. The
basic rate varies from $740 to $1,100 depending on
which geographic area the service is desired. This
basic rate entitles the subscriber to six reference
kooks and one hundred report subscriptions over a year.

-Additional reports cost $270 for 100 reports
when paid in advance and included in the contract and
$320 for 100 reports whn paid and contracted for within

eight months of the original contract commencement datet!

11 and Bradstree n ference PBook, March 1964

(Dun and Bradstreet, Inc.), p. XII.
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DUN AND BRADSTREET REFERENCE BOOK

When a subscriber opéns the Dun and Bradstreet
Reference Book and looks up the listing of a concern
with which a company céntehplafes business transactions,
among other things the correct name, the line of
business,uthe yéar the concern started, if within the
past ten years is learned.

The subéé?ibeivthen turns to the rating thch
ig the heart of the reféreﬁce‘book. A rating consists
of two elements, ngﬁeiy,}eétimated financial strength
aﬁd composite credit appraisal; The composite credit
appraisal is aﬁ estimate of tﬁe company's overall
condition.lf2
| ‘Eelcw is an example of how a company would
appear in thé Dun and Brédstréet, Inc. Reference Book

and of the informétion the book would give on the

company .

Hayden Kuehn, Key to Ratings (Dun and Bradstreet, Inc.)
P. 1.
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EXHIBIT 4

KEY TO DUN AND BRADSTREET, INC. RATINGSL3

Estimated Financial Composite Credit
Strength Appraisal

High Good Fair Limited

Ap Over $1,000,000 - =~ Al 1k 2
A+ Over 750,000 - -~ Al 1 1% 2
A $500,000 to 750,000 - «~ Al 1 1% 2
B+ 300,000 to 500,000 - - 1 1% 2 2%
B 200,000 to 300,000 - - 1 1% 2 2%
C+ 125,000 to 200,000 - - 1 1% 2 2%
C 75,000 to 125,000 - - 1% 2 2% 3
D+ 50,000 to 75,000 - - 1% 2 2% 3
D 35,000 to 50,000 - - 1% 2 2% 3
E 20,000 to 35,000 - =~ 2 2% 3 3%
F 10,000 to 20,000 - - 2% 3 3% 4
G 5,000 to 10,000 - - 3 3% 4 4%
H 3,000 to 5,000 - - 3 3k 4 4%
J 2,000 to 3,000 - - 3 3% 4 43
K 1,000 to 2,000 - - 3 3% 4 4%
L Up to 1,000 - - 3% 4 4% 5

13 Chapin, op. cit., p. 209.
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EXHIBIT 4 (Continued)

KEY TO DUN AND BRADSTREET, INC. RATINGs1S3

. CLASSIFICATION AS TO BOTH ESTIMATED
FINANCIAL STRENGTH AND CREDIT APPRAISAL

FINANCIAL STRENGTH BRACKET EXPLANATION

1 $125,000 to $1,000,000 and Over (When only the numeral 1,
(2,3, or 4) appears, it

2 20,000 to 125,000 (is an indication that
(the estimated financial
3 2,000 to . 20,000 (strength, while not
‘ (definitely classified,
4 Up to 2,000 (is presumed to be with-

(in the range of the ($)
(figures in the corres-
(ponding bracket and
(that a condition is
(believed to exist
(which warrants credit
(in keeping with that
(assumption.

NOT CLASSIFIED OR ABSENCE OF RATING

The absence of a rating, whether as to estimated financial
strength or as to credit appraisal, and whether expressed
by the hyphen (-), the dash (~-), or by the (x) sales
listing (see below), or by the omission of any symbol, is
not to be construed as unfavorable but signifies circum~
stances difficult to classify within condensed rating
symbols and should suggest to the subscriber the advisa-
bility of obtaining additional information.

13 Chapin, op._g¢it., p. 209.
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Company Example is in the plastering and
lathing business (17~42). The business was started in
1956 (6). 1Its net worth is estimated at $3,000 to
$5,000 (H) and the overall condition of the business is
rated as good (3%). The index in the front of the
reference book explains the meaning of the code symbols

used.

DUN AND BRADSTREET, INC. CREDIT REPORTS

IDENTIFIES THE FINANCIALLY SOUND

Many of the companies which are financiélly
strong give a great deal of information to Dun and
Bradstreet, Inc. including periodic balance sheet and
profit and loss statements. One of the main values of
the agency service is that it separates these strong
companies, from the marginal ones and gives sufficient
information to support the credit which the strong
companies require. This enables the credit man to

concentrate his efforts on the marginal accounts.



87‘

GIVE3 INFORMATION ON THE MARGINAL ACCOUNTS

‘The Dun and Bradstreet report does not replace
a good sound credit investigation by the credit man,
where a marginal account is involved, but is a helpful
supplement to the other sources of credit information.

There are two basic types of information
available in these reports: factual information
collected by the analyst and the judgments and opinions
the analyst forms in interpreting the information.

The credit man is interested primarily in the factual
information and uses the factual information aloné with
the other information obtained to form an opinion.
Below is the factual information often found in Dun
and Bradstreet reports:

Financial statements. Balance sheet and profit
and loss statements and other relative financial infor-
mation are published by the agency on all companies who
will release fhis information.

Suits, judaments, lien notices and notices of

§g95£§g_5£gg§ggg;ggg. Frequently Dun and Bradstreet, Inc.

is the only place where this information will be found.
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Trade ¢learances. Dun and Bradstreet knows
the accounts a company is buying from by the reports
ordexed and has available trade clearance information
from many suppliers whom creditors are not aware the
credit applicant is purchasing f£rom.

Operations. Dun and Bradstreet, Inc. tells
the type of operation a company is engaged in, number
of employees, sales area serviced and describes the
company's facilities.

Higtoxy. The report gives a brief history of
the company and its officers or owner. It tells when
the company was started and the past business affilia-
tions of the officers or owners. Bankruptcies, fires,
criminal records and other such events which could
reflect on the moral and financial responsibility of

the principals are mentioned.

PUTTING THE CREDIT PICTURE TOGETHER

Each of the sources of credit information just
discussed supplies a piece of the puzzle. When the
pieces of the puzzle are all fit togethar, a good

picture is usually given of the credit applicant.
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The two cases below are representative of the
credit problems encountered at Reynolds Metals Company
and the information available through the various sources
of credit information to help resolve the problems.

These cases are now history and the outcome
has been presented to show how the initial impression
which the preliminary information gives, ties in with

the actual outcome of the cases.

CASE 1

BACKGROUND INFORMATION

Company V was a relatively new company. The
management of the éémpény'waélﬁéde‘up of employees
from another coméany which had just gone bankrupt.

A $6,006'credit iiﬁe wbﬁld be requifed to servicé

Company V's requirements.

CREDIT INFORMATION OBTAINED FROM BANK

Company V hés been a customer of the bank since
April, 1961, and maintains a low four figure checking

account which has always been handled satisfactorily.
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The bank has a $15,000 credit line available for
Company V of which §5,200 is being used at the present
time. Ten thousand dollars of the available credit is
secured by receivables and §5,000 is unsecured.

The company has not made much in the way of
profit to date. However, the principals are sxperienced
in their field and working very hard to make the busi~
ness a'success. The officers do not hesitate to put on
their working clothes and go out in the plant and have
been working Saturdays and Sundays. The bank feels

this company is good for $6,000 unsecured credit.

CREDIT INFORMATION OBTAINED PROM SUPPLIERS

Supplier A has been selling Company V for one
year, terms net thirty days, high recent credit $4,000,
owas 0, payments all prompt.

Supplier B has been selling Company V for
over one year, terms net thirty days, high credit
$4,000, owing $4,000, payments prompt. The four people
behind the company are working very hard to make a
success of Company V. The company is presently earning

a profit and paying bills promptly. The officers do not
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hesitate to go to the bank for money when it is needed
to pay suppliers. Supplier B feels Company V will
present no problems to creditors.

Supplier ¢ haa‘beehﬂselling Company V continu~
ously for over one year, terms net thirty days, high

credit $l,$00, owing $600, payments meticuloﬁsly prompt.
FINANCIAL STATEMENT OF COMPANY V-~See page 92.

SUMMARY OF INFORMATION IN CREDIT AGEKCngEPORT

Company V was founded in 1961 and manufacturers
aluminum grating which is used for decorative purposes.
Sales are to contractors and to the building trades on
monthly terms. There are two employees.

" fhe officers of Company V formerly worked for
a company which went bankrupt just prior to the time
Company V was founded. The officers did not have an
interest in the bankrupt company.

Company V is new and appears to be making

progress.

ANALYSIS OF CREDIT INFORMATION
Company V's working capital along with available



EXHIBIT S

BALANCE SHEET

COMPANY V
- 'DECEMBER 31, 1l962

Assets Liabilities
Cash - $ 3,213.41 Accounts Payable
Accounts Receivable 29,483.04 Notes Due 3/1/63

Inventory Taxes Payable

In Process 10,000.00 Other Accrued

- Raw Materials . 5,300.00 Expensed

Total Current

Assets - $47,996.45
Machinery 18,012.58
Prepaid Expenses 803.29

Deposits - Security, 850.00

- $67,662.32

Sales from 11/1/62 to 12/31/62

Net Profit before taxes

Due Officers

Total Current
Liabi;itiea

Capital Stock

' Barned Surplus

92.

$20,897.89
5,000.00
1,336.81

2,742.42
1 00.00

$41,177.12

22,000.00
4,485.20

$67,662.32

$174,186.82

$ 8,635.45
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bank support gives the company sufficient available funds
to pay $6,000 credit line on net thirty day terms. The
principals appear to be conscientious and working hard

to make a go of the company.

CREDIT DECISION
'Reynolds Metals Company extended an unsecured

credit line of $6,000 to Company V.

OUTC

Reynolds Metals Company has sold §$25,000
worth of aluminum to Company V through September 30,
1963 and all invoices have been paid when due. 1In
January 1964, the company started ordering an additional
item from Reynolds Metals Company and the credit line
has been increased to $10,000. Company V is now earning
a nice profit and could ﬁurn into a very good account

for Reynolds Metals Company.

CASE IIX

BACKGROUND INFORMATION

Company O approached Reynolds Metals Company
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for a $200,000 credit line. Company O had been in
business for years and was a very substantial company

at one time but had been going downhill for the past
several years. Company O admitted having financial prob-
lems but said these problems could be overcome if
Reynolds Metals Company would give them a $200,000 credit
line and six months in which to pay, for a temporary

period.

CREDIT INFORMATION OBTAINED FROM BANKS

Bank A has dealt with Company O for years.
Company O has several checking accounts with the bank.
The regular account ranges from a minus balance to a five
figure balance. There are quite a number of overdraft
notices in the file and the account is currently over=-
drawn. The other account is an employees profit sharing
account which is small at present.

Financial statements that the bank has on
Mr. O, the major stockholder of Company O, indicate that
Mr. O is quite wealthj and that a creditor would be
adequately covered on a $200,000 credit line if Mr. O's

personal guarantee could be obtained.
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Bank B has a $350,000 credit line available to
Company O and the company has currently borrowed up to
that amount. The credit line is secured by discounted
notes, accounts receivable and inventory. Company O
maintains a five figure checking account with the bank.

Company O has suffered losses for the past
few years. These losses have been caused by keen
competition which has cut prices to an unprofitable
level. The company has not yet turned the corner
profitwise but the bank feels confident operations
will eventually’be restored to a profitable level.

- Bank B advises that Mr. O's wealth is all

gied up in companies such as Company O and that a

personal guarantee would be of questionable value.

CREDIT INFORMATION OBTAINED FROM SUPPLIERS

‘Supplier A advises that Company O owes them
$64,000 with the invoices going back as far as seven
months. Supplier A is presently making no headway in

obtaining payment.

Supplier B'has discontinued Company 0's credit

until the account is paid in full. Company O has owed
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them up to $100,000 inﬁthe past but Supplier B would not
say what was owing tﬁam aﬁ éresent.

Supplier C had extended credit as high as
$60,GOO to Company O. Twenty-five thousand dollars of
this'amount'héé been péid but Supplier C has shut off

Company O's credit due to slow payment.
INANCIAL STATEMENT OF COMPANY O--See page 97.

SUMMARY OF INFORMATION IN CREDIT AGENCY REPORT

Company O was founded in 1916 and manufacturers
and installs stora'frénié an& métal mouldings. The
company has two hundred employees and yearly sales are
approximately five million dollars.

The company is under experienced management |
and»thevowners appear to have substantial perscnal V
wealth aﬁd a clear past record.

The last figures made available tc the credit
agency indicate that Company O was losing money at the
rate of $300,000 per year. No figures have been

released for the past two years.
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EXHIBIT 6

COMPANY O
BALANCE SHEET
FOR SIX MONTHS ENDED PEB. 28, 1962

Asgets
Cash, Notes and Accounts Receivable S 662, 566
Inventory = Net after Reserves 620,327
Prepaid Bxpenses 23,730
Total Current Assots $ 1,306,623
Investments ~ Net after Reserves 42,032
Non=-Current MNotes (60,000.00 due in 1963) 85,000
Fixed Assets ~ Net after Reserves 273,820
Deferred Expensea 139,994
Total Assets C 1,847,469
ities and Wo

Real Estate Mortgage Note - Curraent maturities § 31,107

Hotes Receivable -~ Discounted at Bank 197,329
Notes Payable = Trade and Others 56,500
Accounts Payable 481,804
Accrued Expenses and Taxes 79,341
. Total Current Liabilities $ 846, 081
Real Estate Mortgage Note -« Due after one year 243,826
Notes Payable = Stockholder ~ Due Dec. 1, 1963 65,000
Capital Stock and Surplus 692,562
Total Liabilities.and Net Worth 847,469
Net Working Capital $ 460,542
Current Ratio 1.54

Tangible Net Worth 92 2
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Management admits that operations remain
unprofitable with sales off. A trade clearance
indicates that payments are averaging around ninety
days slow. One account is eight months past due and

one supplier is démanding caéh in advance.

ANALYSIS OF CREDIT INFORMATION

The unprofitable trend of Company O's opera-
tions is increasing rather than reversing itself. The
balance sheet of August 31, 1962 shows a net worth of
$480,000. However, the balance sheet is inflated with
many worthless assets (see page 59). Company O's
credit is being cut off by their major suppliers and
the company is using all of the credit available to

them at the bank.

REDIT DECISION

Credit was refused Company O.

0) OME

Company O went bankrupt two weeks later.
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CHAPTER V

EXTENDING CREDIT

The credit applicant has at this point been
identified and the credit man has a good idea as to the
¢redit applicant's weaknesses and strong points and
the risks involved in extending credit to him. The
credit applicaht falls into one of three categbries.

The extremely strong account. A credlt man
need not waste time on the accounts which clearly have
the resources with which to pay and will pay promptly.
These companies may be placed on an automatic credlt
approval list which can be dzstributed to the sales |
service personnel and used as authority to process
all orders recelved.

The second type of accouﬂt is sfroag enough
for its ordinary requirements but bears wﬁtching a
little more closely. Thzs account does'not présent
much of a credit problem. but credltors do want to

keep track of the orders processed to make certain that
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the orders received are reasonable in amount. Creditors
also keap a general watch on the payment performance
of these companies.

The third type of account is the marginal
account. These accounts range from marginal to extremely
marginal. The marginal accounts are not hard to identify.
A slow payment record usually exists and financial state-~
ments show weaknesses wihich exist in the financial
structure.

The credit problem however is not identifying
these accounts but in finding a way to sell them. A
company must sell its products to earn a profit. These
products are not sold by saying to a prospective customer,
“Our company cannot sell your company because the net
worth is too limited or the working capital is inade-~
quate." The credit man's job is to find a way to
compensate for weaknesses or to work around them.

The remainder of the thesis is devoted to
credit problems that arise in dealing with the extremely
marginal accounts and to the methods, instruments, and

devices that can be used to safely sell them.
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A few words of caution before proceeding with
the final portion of the thesis. A credit man should
be interested in cultivating accounts which have a
future sales potential for his company; not in becoming
involved in impossible credit situatfons. No foolproof
way has been found that will enable creditors to obtain
prompt payment- for credit extended to an insolvent
account which is unable to earn a profit.

Stepa can be taken in many instances that
will insure ultimate payment; but ultimate payment is
of little consolation several years after the credit is
extended when payment is finally received along with the
attorney's bill which is for almost as much as the

aceount collected.
GUARANTEES

Company U, whose financial statement is on
pages 74 and 75, presented a problem frequently faced by
credit men; namely, that of a company which could use a
large volume of products and could probably pay for them

— LIBRARY

UNIVERSITY GF RICHMOND
VIRGHITA
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in a satisfactory manner with careful supervision, but
a company without sufficient worth to support the kind
of credit needed.

Company U had a deficit net worth of $74,000.00
and a deficit working capital of $44,000.00 as of
March 31,-1963. The company was bankrupt on paper and
did not have the financial support for the $100,000.00
credit line which was needed from our company.

In their favor, Company U sold a good class of
financially sound accounts, which would pay promptly,
and Company U could turn its inventory over in less
than thirty days. This along with the funds available
through the bankers gave Company U the ability to pay
within ninety days and Company U was agreeable to
accepting notes and paying interest for the time
required in excess of net thirty day terms.

The principals who owned Company U had over
$1,000,000 in personal wealth exclusive of their invest-
ment in Company U and gave Reynolds Metals Company

personal guarantees on the account.
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Sales of $300,000 a year are good to a customer
with a deficit net worth of $74,000.00. This is what
Raynolds Metals Company sold Company U in 1963 thanks

to the support of the personal guarantee.

B QU EER

The guarantee is a document through which a
third party assumes responsibility for the payment of
a debtor's obligations. The guarantes is a deviae
widely used by credit men for selling companies whose
worth is too limited to support the credit required.

The guarantee, to be of any valus, must Lo
workable in form, signed by guarantors whom the law
recognizes as being able to guarantee the account, and
backed up by sufficient wealth to enable the guarantor
to pay should the need arise.

The creditor finds that the guarantee is
little more than a worthless plece of paper if any of
these three factors afe missing and there is nothing

more dangerous than extending credit on the support of

a worthless plece of paper.
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The guarantee properly used is an invaluable
instrument. Reynolds Metals Company has used it to
safely extend millions of dollars worth of credit to

extremely marginal accounts.

__Guarantees must be in writing to be enforeable
and should be clear and complete as the courts enforce

them strictly in favor of the guarantors.l4

WHEN GUARANTOR IS OBLIGATED TO PAY

Vprospectiva guarantors will send in letters
which it is felt creditors should accept as a guarantee.
worded as follows: "I guarantee payment of the account
of X Company."”

The courts will not normally enforce such a
§ua£énteé'uﬁtii ali‘legal téﬁediés héve been éxhausﬁed
against the debtor. It is likely that creditors would
have to obiain,judgmant against the debtor, levy against

all of the availabla assets, and have the debtor adjudged

Ibid., p. 568.
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EXHIBIT 7

GUARANTEE USED BY
REYNOLDS METALS COMPANY FOR
SOLE -~ CONTINUING ASSURANCE OF
PAYMENT OF ACCOUNT

April 25, 1964

Reynolds Metals Company
Richmond, Virginia
Gentlemen:*

In ccnsideration of Reynolds Matala cOmpany 8 extendlng

credit to : . of
{(address, city & state) _ hereinaftax called

debtor, for goods that have been or may be sold to debtor
from time to time by Reynolds, I agree as follows:

Upon demand I will immediately pay to Reynolds any sum
due by debtor to Reynolds and unpaid after the due date
thereof. :

It is understood that Reynolds may, without consulting
me:

Extend the due date of any indebtedness,
or any part thereof owed to it by debtor.
Accept any promissory note or other evi-
dence of indebtedness from debtor, and
renew or extend any such note or other
evidence of indebtedness.
. Accept collateral in any form for any
such indebtedness.
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EXHIBIT 7 (Continued)

GUARANTEE USED BY
REYNOLDS METALS COMPANY FOR
SOLE ~ CONTINUING ASSURANCE OF

' PAYMENT OF ACCOUNT

-2 April 25, 1964

Any such action on the part of Reynolds shall not relieve
me of my obligation under this guarantee.

It is further understood that I shall become liable to
Reynolds under this guarantee upon receipt of this
guarantee by Reynolds, and that Reynolds shall not be
obligated to notify me that it has accepted this
guarantee. I also waive presentment, protest, and -
notice of non-payment of any note or other evidence of
indebtedness accepted by Reynolds from debtor.

I reserve the right to terminate this agreement thirty
days after my communication to Reynolds of written
notice of my intention to do so. .

Yours very truly

(signature)

Witness:

(Address)
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bankrupt and its assets liquidated and distributed to
creditors before the courts would enforce such a
vaguely worded guarantee.- |

Creditors should be in a position to have
recourse against the guarantor immediately when the
debt becomes due and is unpaid bypiha debtor and the

guarantee'ﬁust be worded accordingly.

MAINTAINING FLEXIBILITY FOR WORKING WITH DEBTOR

Creditors need a certain degree of flexibility

for working with the marginal adcaunts. The marginal
accounts often require time in excess of selling terms.
This means that creditors must reserve the right to
allow these accounts to pay a little slow or more
preferably set the accounts up on notes or trade
acceptances which give the time required.

At times, the amount of credit required may
make it necessary to obtain collateral in addition to the
guarantee. The right.to extend the due date, to accept
promissory notes or other evidence of indebtedness, and

to accept collateral must be reserved in the guarantee.
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TERMINATING THE GUARANTEE

The manner in which the guarantee may be
terminated should be set forth in the guarantee.
Normally creditors desire at least thirty days notice
in order that other arrangements might be explored for
working with the debtor or for terminating the relation-

ship withvﬁha debtor in an orderly manner.

CLOSING THE REMATNING LOOPHOLES
To insure that the guarantee remains effective
there are other miscellaneous questions that sﬁoul& be
adequately answered by the forms used:
1. Are the debtor, the account guaranteed
and the guarantor clearly identified?
2. Is the consideration which is required
to make the guaraﬁtee binding ;dentifieﬂ?
The extension of credit to the debtor is
sufficient consideration to make the
guarantée binding on guarantors.
3. Is the guarantee dated so that there is

no question as to when it became effective?
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4. 1Is the guarantee so worded as to answer
questions which might arise as to the
responsibilities of the creditor to
notify guarantor in various situations
such as when the account becomes past
due, or when the guarantor accepts
pronmissory notes?

~ Creditors cannot leave any locpholes in a
guarantee form which would lead the courts to an inter=-

pretation contrary to the creditor's best interest.

WHO MAY GUARANTEE AN ACCOUNT?

Individuals. aAn individual who can legally
contract is free to guarantee any account with the
eﬁception of married women who cannot make a contract of
guaranty in the absence‘of enabling statute.l?
Partnership. A partnership may guarantee in

the regular course of business, that is, in furtherance

of its own business, and the signature of a partner will

15 Ibid., p- 565.
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bind the firm.':A partner, however, cannot bind the firm
in an accommodation guaranty, though such a guarantee
can become binding if signed by all partners.>®

| Qgggggggéggg‘ The general rule is that no
co:poration has power by any form of contiact or
endorsement to become a guarantor or surety or otherwise
lend itsdéfedit to another person or corporations.
There are excaptions>to this rule.

The usual exception is the case in which the

corporatioh which gives the gﬁafanty owns a majotity
of the capital stbck of the COrporation whose account
is beiﬁg guarahteéd}”“While a p&xent corporation can
validly guaranteé ﬁﬁe account of its subsidiary, the
reverse isrnct trﬁé;‘a 5ubsidia£y corporation cannot
guatanteetaﬁ aécoﬁnt‘éf‘ité parént. ‘ | |
| Fraqﬁently the stock of each of twé corpora-
tions will be owﬁéd by the same‘pérson. This is not

sufficient to make the guaranty valid.

Ibid., pp. 565-566.
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Sometimes a corporation is expressly authorized
by charter or statute to make contracts of guaranty.
Such a company cannot escape the general rule of law that
a corporation cannot guarantee the liability of others,
except insofar as it becomes a guarantor in the ordinary
course of its buéiness, or unless it receives the

proceeds of the paper which it guarantees.l?

In a few rare instances a guaranty has been
sustained upon a showing to the court that the guaranty
was actually in furtherance of the business for which
the Corporation was incorporated. These cases aré
quite rare, and usually theré is no assurance that the
guaranty is valid.18

In all cases other than that in which a
company, holding a majority of the stock in a subsidiary

wishes to guarantee the subsidiary account, the credit

man should refer the case to legal counsel for an

Ernest A. Rovelstad (ed.), Credit Manual of Commercial
Laws, 1963 (New York: The National Association of
Credit Management, 1962), p. 64.

Bernard P. Holland, Attorney, “Memorandum to A. W.
Herthel, General Credit Manager, Reynolds Metals Company
Sept. 11, 1952". '
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opinion since a fine legal distinction may be drawn
batween whether or not any other corporation may

guarantee an account in a particular situation.

WORTH B! HGUV EE
| | Créditcrs musf knoﬁ how muéh worth é prospec=
tive guarantor has if a sound credit decision is to be
made based on the guarantee. Financial information should
be obtained along with the guafantee, and oﬁly as much
credit extended on the strength of the guaranﬁeelas the
worth behind it and the cre&it applicant will supéort.
Qﬁce tbe Quarahtér‘s’worth‘has been détermined,
that portion of the worth which ?éprésents equity in
the accﬁunt being guaranteed'muét be deducted from the
worth to get the trué‘value of the gharanteaf All‘toé
often the guarantor has all of the wealth tied up in
the accﬁuﬁtiheihg guaranteed.‘and when the debtb?
becomes insolvent the‘guarantor is likewise ﬁnablé to
?aY»A
The writer has heard it said by other credit

men: "While this guarantee does not have much behind it
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in texms of dollars and cents, it does place the moral
rasponsibility of the guarantor behind the debtor."”
Bills are paid with dollars and cents and unless the
guarantor has éhe fﬁnds with thch to support the

credit in question, the guarantee is worthless.
SUBORDINATION

The subordination is an instrument by which
third éérties can subordinate claims held by them
againsg}a dabtoi to the ckédiﬁérs. Thé subordination
is used by‘cre&iﬁéts principally in cases where a
‘substantial amount of the capital which a company
requires to operate is provided through officers’ loans.

B The subordination in effect iocks loans into
the operation and enables creditors to look on the
loans in the same light as net worth. Should the third
parties remove these funds from the business, creditors
holding the subordination have recourse against the

third parties to the extent of the money removed.
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EXHIBIT 8

SUBORDINATION FORM USED
BY REYNOLDS METALS COMPANY

April 25, 1964

Reynolds Metals Company
Richmond, Virginia

Gentlemen:

In consideration of your extending credit to

of _(address ity a stace) |,
herein called Debtor, I hereby subordinate any and all
claims which I now have or may hereafter have against
Debtor, to any and all claims which Reynolds Metals
Company may now have or shall hereafter have against
Debtor.

I agree that if any payments are made to me on account
of any claims which I now have or may hereafter have
against Debtor, including any dividends or other pay-
ments received by me in any bankruptcy or receivership
proceedings, or pursuant to an assignment for the bene-
fit of creditors, affecting Debtor:

I shall pay over to Reynolds Metals
Company so much thereof as may be
necessary to satisfy the claims of
Reynolds Metals Company against
Debtor, on the understanding that
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EXHIBIT 8 (Continued)

SUBORDINATION FPORM USED
BY REYNOLDS METALS COMPANY

-2- April 25, 1964

Reynolds Metals Company will assign
to me so much of its claims against
Debtor as may be equal to the
amount paid by me to Reynolds Metals
Company pursuant to this agreement.

Witness the following signature

and seal:
(SEAL)
(signature)
The {name) hereby agrees to the
subordination set forth above.
(Company)
BY (SEAL)

(Title)
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CASE WHE SUBORDINATION MAY BE USED
Company W placed $20,000 worth of orderé with
Reynolds Metals Company in early 1963. Company W
depended heavily on officers' loans to finance inventories
and receivables.
Balance Sheet

Company W
January 1, 1963

Cash ‘ -~ $ 12,762 Accounts Payable § 13,440
Accounts Receivable 47,863 Owing Officers 75,409
Inventory o 55,877 Accrued S
Liabilities 5,184
Real Estate ‘
Mortgage 3,600
Current
Current Assets 116,502 Liabilities  § 97,633
FPixed Assets $ 62,702 Real BEstate
Mortgage $§ 12,128
Capital Stock 21,800
Surplus 47,643
$179,204 $179,204

Company W was maintaining a prompt payment
record and could do aé as long as the officers' loans,
shown as a’currént liability, Qere left in the business.

The writer obtained the subordination of the

officers of Company W. For all practical purposes, the
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subordination increased the cushion of worih supporting
COmpany W's order to $145,000 and increased the working
capital available for payment of its account £rom
$19,000 to §94,000.

The subordination not only gave Reynolds
Metals Company strong supportvfor the $20, 000 worth of
orders then on the books, but left Reynolds Metals
Company in a position to extend evanlmore credit to

Company W if some additional orders were to materialize.
PAYMENT ASSIGINMENT

Company Y had a net worth of $97,000 as
compared to total liabilities of $849,000. The company's
Working‘capital showed a deficit of $7,000 and the pay-
ment record showed payments varyinngrom 30 to 150 days
slow on accounts ranging up to $20,000. The company was
solvent but had been undercapitalized since its inception
in 1941 and had always been slow in paying obligations.
Company ¥ had éarned a $12,000 profit for the year 1961.

The date was January 15, 1962 when a $300,000

order was received by Reynolds Metals Company from
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Company Y. The order was for cne-third of the aluminum
;equirements on a §1,000,000 order Company Y had
received from the United States COrparof Engineers

for portable-aluminum bridges.

Company ¥ provided the solution to this credit
problem. Payments to be received under the contrgct
were assigned to a séecial account in the bank and an
arrangement was set up under the bank's supervision
whe:eby payments could only be distributed from the
account to suppliers for the materials which suppliers
provided for use on the contract.

The ggvernment made 85% progress payments
monthly under the contract, and this enabled the
customer to paj spppliers on a8 45 to 60 day basis.
Reynolds Metals Company was paid in a very satisfactory

manner.

W AYMENT SIGNMENTS \? THEY D
A payment assignment is a method available for

working with customers with limited working capital. It
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enables creditors to insure that payment will be made
when a customer is paid.

A payment assignment is stronger than a joint
check arrangement and, where the laws of notification and
filing are adhered to and consideration is present, an
assignment will be upheld even if the debtor were to be
adjudged bankrupt. It is valuaeless though, 1f the
debtor is adjudged bankrupt before the work is performed
which is required to create a payment liability on thé
part of the third party.

The Credit Manual of Commerical Law, which is
published annually by the National Association of Credit
Management, contains the requirements that each state

has for the perfection of an assignment.

JOINT PAYMENT ARRAMNGEMENT

A joint paymant arrangement is one whereby
a third party agrees to make a check payable jointly to
the debtor from whom he is buying and to the creditor.

This type of agreement is used where the third party is
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financially sound and is buying in some shape or form
the material which the creditor is selling to a debtor
who is short on working capital.

The creditor is willing to accept payment when
debtor is paid but does not want to see the proceeds
from the transaction go to pay other creditérs who have
past due obligations owing from debtor. Also creditors
run into those situations where it is apparent that the
debtor will be unable to pay for an order until payment
is received. If credit is to be extended on that
basis, a thorough credit man may want to formalize
payment by a joint check arrangement.

There are certain weak points to a joint
péyment arrangement which & credit man should be aware
of in considering its use:

- 1. The payment eiperience under a joint
payment arrangement can only be as good as the ability
of the third party to pay. Creditors should avoid being
élaced ih $ fositi&n wheie payment is contingent on-
third-parties unless the third parties can be counted

on to pay promptly.
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2. The debtor must be able to provide
acceptable material for the third party before the
third party becomes obligated to pay. There is no added
risk in this area when the debtor is reselling the‘
material in the same state that it is bought from
creditors. --A credit man should be careful where there
is any question as to the ability of the debtor to
produce acceptable material for the third party..

‘3.. A joint payment arrangement would not
place the debtor in a very strong position if debtor
were to go bankrupt before the payment were dishursed

by the third party and endorsed and mailed by the debtor.

CASE WHERE JOINT PAYMENT ARRANGEMENT USED

Mr. Y is an excellent salesman but Mr. ¥'s net
worth is dnly $ia,éOO and Mr. Y is restricted by working
capital of only §9,000.: |

| Reynolds Metals Company has accepted Mr. Y as
a distributor for its electrical products and over the
pastwéeverél years Mr} Y has done a very good job of

selling these products. Mr. Y places orders quite
frequently, some of which are as high as $30,000.
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There is no way Mr. Y can lose money on these
orders as Reynolds Metals Company sets the ultimate
selling price and Mr. Y gets a discount f£rom the
selling price when Réynolds Metals Company bills him.
The writer looks out for Mr. Y's interests from a credit
standpoint and would not permit an order unless the
customer were financially sound and able to pay
pronmptly. Mr. ¥ is merely a middleman and resells the
material in the same state that he buys it from Reynolds
Metals Company.

fhis is an ideal siﬁuation for using a joint
payment arrangement and the writer has very successfully
handled many orders for Mr. Y on this basis. The joint
payment arrangement shifts the payment responsibility
onto Mr. ¥'s customers who must pay him before Mr. Y
would be able to pay. VReynolds Metals Company knows at
all times where Mr. Y is selling its material and can
ﬁake certain that only those accounts are sold which

can pay in a satisfactory manner.
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PAYMENT BONDS

Every state of the union, as well as the
Pederal Government, now requires contractors on certain
public works to funish a bond for the protection of
labor,and matériélmen. Mény‘§rivate jobs are covered
by payment bonds. The payment bonds are also usually
accompanied by a performance bond which is important
to insure that the job will be completed to the point
where the payment bond ﬁill‘becomé effective.
N Payment bonds are for the protection of
créditors. Crediﬁéréyare éhu#kentitled to é copy of
the bonds and should insist on a copy &8s a prerequiamte
to the extension oﬁ credit to a marginal account.

| Just recently Reynolds Metals Company received

# Sé0,000 order for cable on a particular job from
cOmpany z. COmpany Z is the ganeral contractor and
has a net worth of only $35 000. 1t is involved in
the jcb to the extent of $200 000,

The bonding company initially refused the

wrzter a copy of the bon& under the guise that it was a
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standard form bond and creditors had no need for it.

The writer discussed this case with the attorney for
Reynolds Metals Company, who advises that there is no
such thing as a standard bond, and that creditors must
have a copy of the bond to know what protection the bond
affords them.

Reynolds Metals Company has two legal suits
pending against company Z's bonding company at the
present time. In both cases the bonds contained a
clause whereby creditors had to file notice of non-
payment with the bonding company within 90 days of the
date that the materials were shipped. Reynolds Metals
Company had a copy of the bond, complied with the notifi-
cation clause, and has a strong case to present to the
courts.

It is most important that creditors obtain a
copy of bonds so that it is known exactly what protection
the bonds afford and what steps creditors must take to
obtain payment from the bonding company. Also creditors

should never extend credit solely on the basis of a bond.

These bonds ara difficult to collect on and the writer's
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company has had to file suit on numerous occasions
and obtain judgment before payment could be obtained.
This is an expensive procedure and the time and expense

is generally more than the profits in the sale.
L W. i ND CONTRIBUTES TO REDI

In May 1963 the writer received a $20,000
order for electrical cable to be used on a rural elec-
tric cooperative job. The cooperative was very sound
financially and had funds from a government loan available
to pay for the job.

The credit applicant, Company AA which was the
general contractoyr, had successfully completed three
similar jobs in 1962 with the contracts involved ranging
from $111,000 to $296,000 and appeared capable of doing
the work required.

The questionable factor was Company AA's net
woxrth which was only $40,000. This does not give much
of a cushion for a $120,000 job and if for any reason

the company were to run into difficulties, insolvency

could result.
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The payment bond gave the cushion which the
net worth did not provide and the writer accepted the
order which was paid satisfactorily.

CASH_ARRANGEME 1S

A-credit man should take a positive approach
in dealing with customers whose financial strength is
too limited for open credit and should sell these
companies on the idea of purchasing on a cash basis.

A credit man should strive to show the
unacceptable credit risks their financial weakness and
how it makes it necessary for sale to be on a cash
arrangement. The cash arrangement will bs for a
temporary period only until debtor can get the company
back on the right track financially and correct the
weakness which exits.

Some very good accounts have been developed
out of an early relationship which started on a cash
basis;  Not one peﬁny’of business should be turned away

for credit reasons befere an effort has been made to

work out arrangements on a cash basis.
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MANUFACTURING PROTECTION

Whenever a customer's financial condition is
so weak that open credit cannot be extended, creditors
should get a sufficient cash payment with the order to
cover any unrecoverable costs a company might incur in
producing the order and shipping the material. Also
creditors want the customer to have an economic interest
in the goods to make sure that the customer accepts
delivery promptlvahen the goods are ready.

The deposit should cover the cost of the goods
less scrap value where the goods must be of special
make and cannot be réadily soldvelsewhare. Cash with
order requi:ements caﬁ be relaxed where ﬁhe materials
are standard and easily saleable elsewhere; but if the
order is laﬁge in amount creditors want a substantial
down payment to give the customer an interest in the

goods.

PES OF SH GEMENTS

CASH ON DELIVERY

Cash on delivery or C. O. D. terms are generally

used for smaller orders. The carrier picks up a certi-
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fied or cashiers check from the debtor when the

merchandise is delivered.

PRO FORMA

The seller issues a pro forma‘invoice when
know that tge material is ready and tells how much
additional cash is needed to ship the material.

The pro forma arrangement is used when the
material must be produwed and it cannot be determined
what the exact quantity produéed will be. The order
can be placed in production with an initial payment
for manufacturing protection and the customer need not
tie up the rest of the money until the material is ready

for shipment.

SIGHT DRAFT ORDER NOTIFY BILL OF LADING

The ordar notify bill of lading is a
negetiable instrument and when it 1s used the carrier
will only release shipment to the party which holds a

properly endorsed bill of lading.



REYNOLDS METALS COMPANY
REYNOLDS METALS BUILDING
RICHMOND 18, V!RGINIA

“To ' g ISSUED AT

DATE ‘ 19

Gentlemen:

Ve enclose for collection the draft and documents described as follows:

"DRAFT NO. : DATE OF DRAFT ; TENOR AMOUNT
BILL OF LADING NO. INVOICE NO. DRAWEE
ADDRESS ___ -

PLEASE HANDLE IN ACCORDANCE WITH THE FOLLOWING INSTRUCTIONS

-

. DELIVER DOCUMENTS AGAINST PAYMENT

2. MAKE PAYMENTTO................... ) REYNOLDS METALS COMPANY
' - P.0. BOX

3. ADVISE NON-PAYMENT BY WIRE COLLECT TO

‘ ATTENTION: CREDIT MANAGER,

~ Who is outhorized to maks reductions,
extensions, free delivery, waiving of
protest, etc.

4. DO NOT PROTEST

5. ALL CHARGES ARE FOR DRAWEES ACCOUNT

*6TT

OTHER INSTRUCTIONS:

REYNOLDS METALS COMPANY

BY
. CUSTOMER'S DRAFT
NO.
$ ISSUED AT DATE 19
PAY TO THE
ORDER OF REYNOLDS METALS COMPANY
DOLLARS
100
Value received and charge to account of:
T0 REYNOLDS METALS COMPANY
BY
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The sicht draft is forwarded to the customer's
bank along with the order notify bill of lading. The
bank presents the sight draft to the customer and ﬁhen
the sight draft is paid gives customer the order notify
bill of lading. The bill of lading then enables the
customer to obtain delivery of the goods from the
carrier.
| The sight draft and the bill of lading must
arrive at destination ahead of the shipment so th#t the
dustcmer has time to pay the draft ahd pick up the bill
of lading before the carrier érrives ét the destination.
This airangemént cannét be used for local deliveries
but’ié for situﬁtions where the materials are}shipped
for some distance.

}Thé arrangement énables ﬁhe customer ﬁo
récéivevthe matérial more quiékiy than under the pro
forma arrangemént as shipment can be méde whenvthe
material is ready. It alé§ brings the customer's bank
ihto the picture and a ccmpany woﬁld be}ralﬁctént to

refusa a sight draft of which'it's bank was aware.



CASH WITH ORDE

Creditors can obtain 100% cash with the order
when the materials oxdered are carried in stock and can
be shipped out immediately. This is the safest and
cleanest way of handling a cash arrangement and enables

creditors to make immediate shipment.

WHAT CASH CAN DO

The writer approvad a $2‘900 ordexr for cqmpany
BB in 1962. &x. BB, pxes;dant Gf the conpany. prom; ed
to pay for thxs or&er within thlrty days but did not
keep the promise and the account was forty f~»e days
paat dua vwhen paymoent was flnally received. Reynolds
Metals Company's experience was better than‘scme of
Company BB;a, other suppliers aﬁd twm accounts Qere
placed for collectlon about this tame.

The writer told Mr. BB that the writer could
no£ exﬁend open credit to Company BB but would like to
wvrk,with tﬁe company on a fiity percént cash with orderx
Ealanée pro forma axrangemént. }This wouldAba for a |

temporary period only until Mr. BB could get the company

back on a sound financial footing.
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Mr. BB went to the bankers and arranged for a
$15,000 credit line. The company purchased over §$20,000
worth of aluminum from Reynolds Metals Company in 1963.
This represented the company's entire aluminum require-
ments. |

The cash arrangement was a bhlessing for both
companies. It forced Mr. BB to arrange the financing
which Company BB needed and to watch the company's
purchases more closely. It enabled Reynclds Metals
Company to obtain payment promptly and the writer's
personal relationship with Mr. BB was better than when
open credit was extended and Mr. BB had to be dunned
for payment.

Company BB handled the fifty percent cash
balance pro forma arrangement cleanly and the writer just
recently opened up a $3,000 credit line for the company.
The first $é.500 in biliings under‘this arrangement
have been paid promptly. The credit line will be
increased at a later daté if Company BB's financial
statements continue to reflect improvement and if the

company continues to pay bills promptly. The company
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is small at the present time and their requirements
limited but no one knows what the future might hold.

Company CC is a distributor of our Reynolds
Wrap products. Reynolds Metals Company began having
guite a collection problem with the company in late
1962. Company CC was running sixty to ninety days slow
in paying invoices and a check received on a past due
invoice as inducement to release a new shipment was
returned unpald due to "not-sufficient funds."

The account was placed on a certified check
with order basis and Company CC purchased §$7,000 worth
of Reynolds Wrap in 1963 on this basis. Reynolds
Metals Company sold the company more matarial than in
1962 and the relationship with Company CC is sounder

than it was when open credit was extended.
PROMISSORY NOTES AND TRADE ACCEPTANCES

Notes and trade acceptances are credit instru~
ments used for working with those customers who need
or demand time in excess of selling terms in which to

make payment. These instruments accomplish the same
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major results when used for credit purposes, but are
completely different instruments.

The following advantages are effected by both
trade acceptances and notes:

l. Payment is kept on a definite basis. One
of the main problems in dealing with the slow pay
accounts is that of reaching and maintaining a definite
payment understanding at all times. There should be a
firm agreement as to when payment will be made when it
cannot be made within selling terms. Promissory notes
and trade acceptances are the instruments by whichAa
definite payment understanding can be formalized as both
are firm promises to pay a sum certain in money at a
definite future date.

2, Customer's bank may be brought into the
collection picture. Debtors, especially those who have
a slow payment reputation, are liable to procrastinate
in making payment direct to suppliers. However debtors
are much more unlikely to risk ruining their reputation
with the bankers by dishonoring such a firm payment

commitment, as a trade acceptance or note. Creditors
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should insist that both of these instruments be made
payable at the customer's bank to encourage prompt
payment.

3. Interest may be collected for the time
required in excess of payment terms. Both instruments
are tailor made for the collection of interest.

4. Both instruments are a firm acknowledgment
of debt. The courts lcocok on them as presumptive
evidence of the existence of debt. The burden of
responsibility then falls on the debtor to prove that
the obligaticn is not owing rather than on creditors to
prove that the debt exists. Notes and trade accepﬁances
place creditors in a much stronger position if court
proceedings are necessary to obtain payment.

5. Promissory notes and trade acceptances are
both negotiable instruments and can be easily endorsed and
discounted at the bank should creditors desire to convert

these instruments into cash before maturity.
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TRADE ACCEPTANCE

The Federal Reserve Boérd has defined a trade
acceptance as a "draft ox bill o£ exchange drawn by the
seller on the purchaser of goodsfsol& and adcepted 3%
such purdhasex.“19 | |

The trade acceptance i§ not supposed to be
used as a collection instrumenﬁ.i It is notAintendad
that the instrument be substiﬁuted for a pést due book
account; but rather that the tiédg‘ééééptance be used
in situations where the paymentvdate is agreed to before
the material is shipped.

Trade acceptances should only be used when the
cuatomér,requesting the payment §#tansion is financially
gound and c¢an be counﬁed 65 to §é§ the txadé acceptance
when due. The instruments ahauié:never be Qsed in cases |

which are liable to end up in a collection problem.

PROMISSORY NOTES

A promissory note is an unconditional

promise, in writing, signed by the maker, to pay at a

19 Chapin, op. git., p. 63.



'TRADE ACCEPTANCE

FORM APPROVED BY THE A
AMERICAN ACCEPTANCE COUNCIL:
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TRADE ACCEPTANCE



3 Richmend, Virginia i 19.

after date for value received

promise fo pay to the order of

with interest at the rate of...._____per cant per annum from....... until paid.

Negeétiable and payable ot

Each maker and endorser hereof hereby waives demand, protest, presentation and notice of dishonor and the benefits of Homestead Exemption as to this note, and
agrees to pay all collection expenses, including 15% ottorney’s fee, should it or any part of it not be paid when due, and to remain bound for the payment hereof not-
withstanding any extension of the time of payment hereof or any part hereof,

This is # of a series of ___....._.notes made by and payable 1o the parties hereof. Each maker and endorser agrees that immediately upon the non-payment
when due of any part of this or any other note in this series, all notes in this series will become due and payoble.

Due. R Address.

DOLLARS

Form R-229 (Rev, 5-85)

EXHIBIT 11
PROMISSORY NOTE

“8ET
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fixed or determinable future time, a sum certain in
dollars to order or to beaxer.ZO

The promissory note is a much stronger instru-
ment than the trade acceptance and should be used where
the possibility exists that the account could turn into

a collection problem.

NOTES AND TRADE CEPTANCES 0

Company DD is one of the 1eaders in a particular
ihdus?ry. The company proauces a very fine product.
Company DD's net worth is in the millions of dollars.
Tha company, howaver, has overtraded for yeara on the
worth and as a result has an extremely slow payment
record. | |

Dun and Braasﬁreé£‘§e§orts'ové£ the past
several yeérs 3h6w 9aymsnté £ﬁnhing éoﬁsistaﬁtly from
60 to 120 days slow. A recent credit cheek that Reynolds
Metals CQmpany credxt representativa made showed other

suppliers bezng paid as follows:

JG Ib;dbg pa 490 :
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Supplier Number One. Sold for several years,
terms net tenth proximo, high recent credit over
$100,000. Company DD's account is over ninety days
past due and new orders would have to be on a cash basis.

Supplier Number Two. Sold for years, terms
net tenth proximo, but gives Company DD an additional
sixty days. High recent eredit $246,000, owes $246,000,
past due $157,000. The oldest invoice is ninety days
past due. Supplier number two needs money to ship more
material.

Supplier Number Three. Sold for years, terms
net thirty daye, high recent credit $56,000, owes
$37,000, past due $37,000. Supplier Number Three is
trying to get three dollars on the old account for each
one dollar of new orders shipped; but could only get
$7.,000 for the current month.

In October 1956, when Company DD first started
to run slow with Reynolds Metals Company the cxedit man
handling the account told Company DD that Reynolds Metals
Company would work with Company DD for an additional

thirty days over and above the net thirty days selling
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terms; but that Company DD would have to pay six
percent per annum interest and sign trade acceptances
to formalizs the arrangement.

Reynolds Metals Company sold the company over
$300,000 worth of aluminum in 1963 and since the agrce-
ment was put into effect have sold them well over
$1,000,000. Every trade acceptance to date has been
paid when due.

A few other suppliers followed Reynolds
Metals Company in setting the account up on notes and
trade acceptances and the results have been as follows:

Supplier Number Pour. Sold years, terms not
sixty day note, high recent credit over $200,000, owing
$§150,000. Notes have always been paid promptly.

Supplier Number Five. 8Sold years, terms net
sixty day note, high recent credit §50,000, owing
$45,000., Pays notes when due. Used to sell on open
account and at that time account was paid from thirty
to ninety days slow.

The prompt manner in which the notes and

trade acceptances are being paid is no accident. An
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official of the company told the Reynolds credit man
that the payroll, finance companies, and notes are
being paid in that priority. Company DD is paying
other suppliers as kest they can out of the balance.

The easy way out is to ship a company and
worxy about obtaining payment later. The credit man did
not take the easy way out and was almost physically
thrown out of Company DD when the interest and trade
acceptances were initially proposed. The credit man
followed up on the original visit several more times
and kept insisting on the trade acceptances and interest
and finally C ompany DD agreed to work with Reynolds
Metals Company on this basis.

The results have certainly been gratifying.
Payment has been Kept on a definite basis at all times,
interest has been received for the additional time taken
by customer, and most impo#tant of all Reynolds Metals
Company has been able to keep the credit pipeline wide
open to Company DD.

A few words of caution on the use of notes and

trade acceptances. These instruments can only be paid
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at maturity when there is sufficient cash available to
pay them. Company EE is an extremely marginal account
and a very cleose watch is being kept on them to make
certain that Company EE is headed in the right direction
and will have sufficient cash coming in to pay our trade

acceptances.

LETTER _OF CREDIT

A letter of credit is an instrument by which
the credit of the bank can-be substituted for the credit
of a debtor.

A letter of credit was obtained to support
the c¢redit requirements of Mr. EE who desired to purchase
scrap from Reynolds Metals Company. There was not
sufficient information available to support the $10,000
credit line which Mr. EE required so Mr. EE obtained the
letter of credit.

Creditors must be careful where the letter of
credit has an expiration date; There must be sufficient

time for the material to be produced, shipped and come
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due before the letter of credit expires or creditors
will lose the protection before they have a right to

demand payment from the bank.
FIELD WAREROUSING

Company FF has been one of Reynolds Metals
Company's good irrigation product distributors over the
years. Wheﬁ“the writer first came in contact with the
company in 1958, Company FF was insolvent and Reynolds
Metals Company was working with Company FF under a
field warehousing arrangement under which a $25,000
érédiﬁ 1ine'&as.being‘extended.

The field warehousing arrangement enabled
Reynolds Metals Company to keep Company FF alive and‘
give the company a chance to work out of‘a bad situagion
in which‘Reynoids was caught to the extenﬁ éf $75,060.

The inventory was in the field warehouse, for
Company FF to use whenvorders were obtained. The $25,000
additional credit line, éombined with the readily avail-
able inventory éupplied the company's nofmal requirements.

Occasionally Company FF would receive a large order on
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a good job. The $25,000 limit was temporarily raised to
énable Company FF to handle jobs in which the company
could make money, receive payment promptly and pay
accordingly. The last contact the writer had with the
company was in June 1962 and Reynolds Metals Company
had sold Company FF over one nmillion dollars bstween
that time and when the company £f£irst became insolvent.
The credit man did a masterful job of selling out of a
bad situation thanks to the help of the field warehouse

arrangement.

HOW FIELD WAREHOUSING WORKS

The field warehouse company leases space in
the customer's plant or yard. The customer then receives
a check in payment of the lease and the lease is duly
récorded as required by the laws of the state in which
customer's facilities are located. The leased space
then becomes a warehouse of the warehouse company.

The leased spaéé is clearly marked by signs
énd if necessaryVis enclosed and a lock placed on the

door.
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" The warehouse is placed under the supervision
65 a bonded warehouseman. The warehouseman is usually
an employee of the customer who tends to the warehouse
on a part time hasis and performs regular duties the
rest of the time. The warchouseman is paid by the ware~
house company and legally becomes the employee cof the
warehouse company.

Creditors ship material to the warehouse and
the warehousman gives them a warehouse receipt for the
materials received. The warehouse receipt is a docu=-
ment of title and the material can only be released by
the warehouseman on authorization by suppliers in
accordance with the terms of the warehouse receipt.
Suppliers can maintain complete control over their
inventory at all times and if the customer were to go
bankrupt could have the inventory returned or diverted
to other customers.

One word of caution on the use of a field
warehousing company.. Creditors should investigate the

field warehouse company closely and make certain that
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the company is financially responsible, properly bonded
énd that the warehouse company will accept the responsi-

bility for which payment is made to them.
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CHAPTER VI

SUMMARY

| Chabter one shows how management establishes
the broad policy under which a crédit deéartménﬁyfuhé—
tions. Management establishes ﬁhe basic peéiéd §vér:
ﬁhiéh a company is wiiling ﬁo wéit for payment and
decid@s}when exceptiohs wili-be made to the basic
payment tarmé;

The payment terms vary from company to
companyvand from product to product. Management takes
into consxderatxon the profit margin, the working B
capital pcsztlon of tha seller. and tha going terms in
the industry in establxsh&ng the payment terms. U

Extended payment terma are costly, reéuce the
sales‘potentxal of marglnal accounta. increase the
credit risk, are unfair to customerxrs whc observe the
regular salllng terms, and can result in prosecutxon
under the Robinson Patman Act Extanded terms should be

used Judicieusly.
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Chapter two identifies the four characteristics
ﬁhich all credit applicants have, shows the importance
of these characteristics, and tells how the characteris-
tics can be evaluated. The four characteristics of
credit are character, capacity, capital and conditions.

Character alone will not insure payment but
will in most instances enable the credit man to find a
method of sélling an account.

Capacity is considered by most credit men to
be the most important of the four characteristics of
credit for as long as a company has the ability to
operate successfully the company will keep on generating
the cash necessary to pay creditors.

Captial is the repayment insurance cushion
that a credit man has as a last resort. Capital can
give the credit man the time needed to recognize a
deteriorating situation and obtain payment before a
customer becomes insolvent.

A good sense of timing in working with the
seasonal conditions is important to sound credit

planning. The marginal accounts' purchases should fit
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in with sales which are frequently esffected by seasonal
conditions. .

A credit man nmust be aware of the problems
which general conditions present to customers. The
writer mentioned the decreasing préfit marging in the
aluminum industry over the past several years. The
decreasing profits are making it difficult for the
extremely marginal accounts to survive and make it
important that creditors watch the marginal accounts
closely.

... Chapter three tells how the first phase of
the identification process is accomplished. A finan-
cial statement is usually obtained with the initial -
order. The financial statement identifies the credit
applicant's capital.

- Financial statements are sometimes difficult
toc obtain and the writer gives the approaches which are
effective in persuading credit applicants to release
financial statements.

. Financial statements are only as reliable as

the people preparing them and often inflated to give a
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false picture of what a company is worth. The worthless
values should be daleted from a statement and assets
raclassified according to the part each plays in the
payment of liabilities.

The following question gives the key as to how
much working capital a credit applicant should have:

“Is the working capital adequate for the company to pay
creditors in a satisfactory manner?“" A slow payment
record is a warning of a working capital weakness.

Slow turning receivables and inventory are a warning
sign that thesa assets may contain many worthless items.

A company is only as good as its ability to
earn a profit. The three elements that are necessary
for a profit are a good product, a large enough sales
volume and a selling price adequate to cover expenses
and leave a profit.

Financial statements are an important part of
the credit applicant's picture but should never be
interpreted as the whole picture. Never disregard a
potential customer on the basis of a balance sheet

alone.



The credit applicant can be further identi-

fied with information available through bankers,

other creditors and credit agencies. A credit man can
obtain invaluable information from the bankers who know
and trust the credit man, when the credit in qﬁestion

is worthwhile., Other credit men are another good source
of credit information. Here again the secret to obtain-
ing good information is getting to know the fellow
credit men and gaining their confidence.

The service of a good credit agency should
also be employed to supplement the other sources of
credit information.. Dun and Bradstreet is the most
widely used of the credit agencies.

The cases on pages 89 through 98 show how an
accurate credit picture can be obtained by fitting all
of the types of credit information together.

The real test of a credit man is the credit
man's ability to find a way to safely sell the extremely
marginal accounts. The credit man makes use of guar-
antees and subordinations to add the financial strength

of outside parties to bolster an extremely marginal
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credit applicant. The payment responsibility can be
shifted to other parties through payment assignments,
and joint check arrangements and payment can be insured
by letters of credit and pa;ment bonds. A customer may
be persuaded to purchase on a cash basis where there is
not sufficient support for open credit.

It is important that there be a definite
payment undéfstanding when credit is extended to an
account which cannot or will not pay within the ordinary
terms of sales. Promissory notes and trade acceptances
are instruments which can be used to formalize the
payment understanding when additional time is to be
taken by a customer.

The thesis shows how a firm footing is
established for accounts receivable by showing how the
basic credit goals are set by management, and how the
credit applicant is identified and the ability to pay
in an acceptable manner is determined. Methods are then
shown by which the weak credit risks can be strengthened

or otherwise made into acceptable credit risks.
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The ways of doing the credit job which have
been presented in the thesis have been tried and tested
by the writer and other credit men with Reynolds Metals

Company and have been proven effective.
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