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Part 2

Management: Financial Statement Analysis,
Accounting in Management, Insurance

Text 1.

1. Pre-reading exercise.

Skim through the text and identify which logical part deals with each of the following subjects:
a) Definition of financial statement analysis
b)  Analysis of risk
c) Functions of financial statement analysis
d)  Introduction
e)  Increasing use of debt
f) Technical vs. Interpretive aspects of analysis

Financial Statement Analysis:
An overview

Banks frequently invest much of their assets in loans made to commercial customers. For this reason,
banks depend on their commercial loan officers to make sound judgments about the financial stability of the
businesses applying for loans. Financial statement analysis gives the loan officer much of the information
required to make sound lending decisions. When making loan decisions, the loan officer must be concerned
with the needs of the business as well as the community. Through careful financial statement analysis and
sound lending decisions, the commercial loan officer can contribute to the profitability of the bank and to the
growth of local businesses while meeting the needs of the community. Text 1 provides a broad overview of
financial statement analysis as it applies to credit analysts, defines financial statement analysis, discusses the
concept of risk, and presents the functions of financial statement analysis.

Il

The reason for studying financial statement analysis is the increasing use of debt to finance business. The
analysis of a firm's debt and its capacity to safely acquire more debt is the main subject. The importance of
debt markets continues to grow because debt allows owners of businesses to obtain capital without diluting
then equity. That is, for a firm with rapidly increasing sales and profits, shareholders wish to defer bringing in
new shareholders and thereby dividing the profits. By borrowing at an interest rate unrelated to these growing
profits, the firm can avoid new sales of common stock. This deferral of sharing of a growing base can bring
greater rewards in the future when additional stock is sold.

The Glass-Steagall Act of 1933 segregated the commercial banks from the equity markets, leaving the
tightly regulated investment banking firms to serve as the sole source of equity financing. Because of the
competition among investment bankers, commercial banks, insurance companies, and others, innovative debt
instruments became common in the aggressive debt markets. One example of debt instrument innovation is
commercial paper. Commercial paper permits the most creditworthy companies to borrow on a short-term
basis directly from individuals and institutions, bypassing the commercial banks. With the advent of this
borrowing instrument, commercial banks lost an important portion of their prime credit-worthy borrowers to
the direct market. Another example of debt instrument innovation is revolving credit, which allows principal
to be advanced and repaid as needed. A third example is subordinated-convertible debt that offers equity
incentives in exchange for reduced interest rates. Convertible debt is usually subordinated to other senior
lenders, but purchasing it is still safer than purchasing common stock of higher-risk firms. Later, as



dividends increase and the market price rises nearly to the conversion equivalent price, it can be converted to
equity at a present price.

Another major factor behind an increase in demand for debt was the advent of corporate, income taxes.
Corporate treasurers quickly recognized that being able to deduct interest expenses made borrowing a less
expensive source of capital, after taxes, than equity with its nondeductible dividends.

Commercial banks, becoming more aggressive in their pursuit of income sources relaxed their credit
standards, especially in the markets for loans to developing countries and for real estate development.
Moreover, intensified corporate acquisition and the related leveraged buyout v activity in the 1980s:
increased the demand for corporate debt. In many corporate acquisitions and leveraged buyouts, most of a
company's equity is replaced by debt. In the case of the RJR buyout, the issuance of new debt was $27
billion. In a paradox of defense against unfriendly acquisitions, some corporations acquired substantial debt
to make themselves less likely takeover candidates. These substitutions of debt for common stock reportedly
have removed an average of $100 billion from the stock markets annually over the .entire decade of the
1980s. Therefore, for nearly 20 years the debt markets have been the major supplier of net . new capital to
businesses.

III

A critical component of the commercial lending process, financial statement analysis helps the loan
officer decide whether a loan should be made and under what terms and conditions. The commercial lending
process normally begins with an interview between the commercial client and the loan officer and continues
through the stages of credit investigation, financial statement analysis, loan structuring and pricing, loan
negotiation, loan documentation and closing, and loan follow-up. Thus, financial statement analysis is an
important factor not only in the lending decision, but also in the monitoring process after the loan is closed.

Financial statement analysis focuses on the company's past and current financial performance as reflected
in its financial statements, rather than on such factors as the company's management style and credit history.
Nevertheless, such nonfinancial considerations do help establish the direction and depth the financial
statement analysis should take.

Financial statement analysis involves the systematic examination and interpretation of information to
assess a company's past performance for the purpose of predicting future viability. Financial statement
analysis helps pinpoint unique characteristics — operating or financial — that affect a business's likelihood
of success or failure. It presents a picture of the company that includes the following:

Financial Structure — the assets the company maintains and the Jiabilities /t has incurred to acquire and
keep those assets, including the company's capacity or flexibility to deal with both planned and unplanned
change;

Operating Cycle — the stages the business goes through to bring its products or services to the market,
and

Trends and Comparative Performance — the direction that the business operation is going as evidenced
by comparison of financial results from more than one year and with other companies in the same industry
and size.

v

Commercial credit analysts examine the financial information available to them by applying techniques
based on sound logic and accounting principles. They perform many technical operations that include
calculating ratios, reformatting information for clarity, evaluating the company's goals, comparing statistics
with those of other businesses, and projecting future operating results.

This technical manipulation on f the data is only a small part, however, of what is needed to complete a
comprehensive and effective financial statement analysis of a company. Once the credit analyst has crunched
the numbers (calculated ratios, analyzed trends, and compared firms), the results must be interpreted to
determine the reasons behind the numbers. The goal is to learn not only what is happening, but -why it is
happening. It is also important to consider how past events and current trends might affect the company's fu-
ture repayment ability.

The crux of financial statement analysis, then, is to understand and correctly interpret the results of the
technically manipulated data. To accomplish this, the analyst must first obtain considerable background
information about
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the company's ownership,
its management,
its lines of business
its competition and the markets in which the company operates,
its operational aspects
the characteristics of the industry
the company's position within the industry,
pertinent government regulations
the company's susceptibility to adverse changes in the general economy, and
the extent to which demographic trends and consumer preferences may affect
the company's operations.
Understanding these organizational and environmental factors provides meaning to the abstract numbers
derived in the technical examination. This information, along with the financial information, helps the loan
officer reach a conclusion as to the risks of a proposed loan.

VVVYVYVVYVYYYVY
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The bank's role as commercial lender provides a limited return on funds of depositors. It earns its
contracted-for rate of interest on the loan regardless of the borrower's profitability. This' limited return-
coupled with the thin margin between the bank's interest return and its cost of funds and its typical high
leverage-requires the bank to take only a restrained risk in the extension of credit.

Nevertheless, risk is an inescapable part of commercial lending. The principal risk-called credit risk by
bankers-is that the borrower will not meet the terms of the loan and that secondary repayment sources, such
as collateral, will be insufficient to cover the losses. Credit management attempts to manage the credit risk in
the lending portfolio by establishing lending, analysis, and work-out guidelines or policies appropriate for
the institution. Financial statement analysis is one of the parts of credit decision making: assessing the risk
that companies will not be able to repay their loans as agreed. The loan officer can frequently lessen the
hazard of loss by accurately appraising a customer's creditworthiness-ability to repay-and then ensuring that
the loan is properly secured, structured, and monitored.

To evaluate risk, attempt to identify the uncertainties the commercial borrower faces to see if its financial
strengths and weaknesses are balanced. If the borrower's strengths exceed its weaknesses by a margin
sufficient to cover the perceived uncertainties, the loan represents an acceptable credit risk. This concept is
often expressed as a formula:

Strengths - Weaknesses> Uncertainties = Acceptable credit risk.

Some of the risks that will be examined throughout the book include

> liquidity — the ability of a firm (1) to respond quickly unexpected financial problems and
opportunities, (2) to increase assets if sales grow, and (3) to repay short-term debt from normal
conversion of assets to cash;

» net cashflow — the generation of cash for long-term purposes such as fixed asset replacements, net
additions to current assets, and repayment of long-term debt;

» operating profit — the evidence of operation successful enough to reassure investors about the firm's
survival and growth in the future; and

» leverage — the extent of debt, as a source of the funds used to operate the business, and loan
repayment requirements, relative, respectively, to the equity cushion and variability of cash flow.

VI

The scope and focus of financial statement analysis will vary somewhat depending on the specific
purpose of the examination. For example, whether the company is seeking long-term or short-term financing
or whether the analysis is being done as part of the ongoing monitoring of an existing loan will affect the
nature of the financial statement analysis.

Determining the Depth and Focus of the Analysis

Both the size of the requested loan (relative to the size of the firm) and its terms affect the financial
statement analysis. A large loan will require relatively more effort on the part of the bank to assure itself that
an analysis of sufficient depth has been completed. This is not to say that a small loan cannot have great
uncertainty surrounding its repayment. Nevertheless, the smaller interest "payment on the small loan may not



profitably permit extended analysis, and thus the financial statement analysis may have to be more cut-and-
dried

Companies requesting loans generally need to finance either current assets (such as accounts receivable
and inventory) or fixed assets (equipment, buildings, or land). A basic tenet of lending dictates that a
temporary or seasonal increase in current assets should be financed by short-term loans, while increases in
fixed assets should be financed by long-term loans.

Here is why: the principal on short-term loan is payable in full with the conversion of inventory and
accounts receivable assets to cash during the operating cycle. Normally, this occurs within one year;
therefore, short-term loans are Listed on the balance sheet in the current liabilities section. An example of this
is the farmer borrowing seed money and repaying the loan at harvest. In contrast, long-term loans are usually
payable over the. life of the asset they helped finance. They have maturities of one year or longer and are
reported is long-term liabilities. An example of his is the fanner financing a tractor over three or four years.
Thus, in most cases, the term of the loan and the type of the analysis will be determined by the purpose of the
loan,

Monitoring Process

Financial statement analysis is an important part of both the initial decision to approve a loan and the
ongoing monitoring process during the entire period that a loan is outstanding. It is particularly useful in
identifying problem loan situations early on. With early detection of a problem situation, the bank can often
help the company take prompt action to turn the situation around. In addition, banks often monitor their larger
borrowers-to whom they may have given credit lines-even when the borrowers have no loans currently
outstanding.

The Loan Approval Process

The loan approval process in most institutions involves one or more decision makers, sometimes in the
form of a committee, who approve the loan. Generally, the loan officer is referred to as the person, or one of
the persons, with loan approval authority who signs for the loan. The credit analyst has the responsibility of
preparing information for these decision makers in the desired format and according to the policies of the
individual institution. Sometimes, the analyst works closely with the senior credit officer or loan officer
toprepare the analysis in written form. At other times, the analyst works directly with the prospective
borrower and then makes a presentation to the decision makers, sometimes assembled into a loan committee.
This is often the case when the analyst and loan officer are one and the same person, but with insufficient
authority to commit the bank to the specific loan.

In cither case the written credit analysis is a digest of both the facts concerning the financial and
nonfinancia! information, as the analyst (and, sometimes, as the loan officer) sees them, and the evaluation of
those facts for the purpose of predicting the likelihood of future repayment of the loan, as the analyst
interprets it. The full-fledged credit presentation, possibly dwelling on economic conditions or market
competition, goes beyond the scope of this book, which concentrates on examination of the financial
statements themselves. While these are viewed in light of the nonfinancial information, the primary focus is
on how the information they impart can be useful to the full credit analysis, a larger issue. Thus, financial
statement analysis is a subset of credit analysis.

(from "Analyzing Financial Statements" by
Thomas P. Carlin, Albert R. McMeen )

2. Scanning exercise

Scan text 1 to find information on four aspects:
g) Monitoring process;

h)  Net cash flow and operating profit;

1) Financial structure;

j)  Trends and comparative performance

3. Vocabulary study exercise



GLOSSARY

financial statement analysis
commercial lending process

loan officer

financial structure

operating cycle

trends and comparative performance
lines of business

pertinent government regulations
credit risk

liquidity

net cash flow

operating profit

leverage

monitoring process

loan approval process

interpretive aspects of analysis
subset of credit analysis

generally accepted accounting principles (GAAP)
to evaluate risk

the loan approval process

a) find English equivalents for the following:

BriagpiBate 3HauuWTENbHBIE OOBEMBI CBOMX KPEIWUTOB, BEIaBaeMble KOMMEPUYECKUMH OaHKaMu;
(uHAHCOBas CTAOWJILHOCTH MPEANPHUATHIA, TPUHATH MPABHILHOE PEIICHUE O TMPEIOCTABICHUM KPEINTA;
BHOCHUTh BKJIQJI B POCT JOXOJHOCTH OaHKa; OTBEYATh MOTPEOHOCTSAM OOIIECTBA; IMKIUYECKUC KOJICOAHWS;
PBIHOYHAS LIEHHOCTh MMYIIECTBEHHOTO 3aJI0Ta; CHIKEHUE TOBEpHs MHBECTOPOB; MCKATh JOMOJHUTEIHHBIC
KalATaNbl ISl PacIIMpEeHUs IPOW3BOJCTBA; IICHHAS PEAKIMS, BBIAABATH KPATKOCPOYHBIE KPETUTHI TIOJ
3aIIaHMPOBAHHBIC BBITYCKHA aKIMi; HEJOCTATOYHO KAHUTATW3UPOBAHHBIA 3aEMIIUK; OOIICTIPHUHATHIC
MPHUHIUIBL OyXTaJTePCKOTO YYeTa;, HCIOJb30BaTh OJUHAKOBBIC KOHIICHIIUHM B OYXTaJTEpPCKOM yUeTe;
n3/aBaTh (DMHAHCOBBIE OTYETHI; JIENEHWE NMPHUOBUIN; MPOILECC IMPEIOCTaBICHUS KOMMEPUYECKOTO KPEIuT;
aHanw3 (pUHAHCOBOW OTYETHOCTH; OTEPAIIOHHBIN UK, TeHICHIIUNN U CPAaBHHUTEIIbHBIE PE3yIbTaThl paOOTHI;
OIIEHWUTh PHUCK, YUCTBIA JEHEKHBIH TIOTOK;, ONepalfioHHas NPUOBUIb; JIMKBUAHOCTH, aBTOMATHYECKH
BO300HOBJISIEMBII KPEINT; YaCTh KOMMEPUYECKOTO KPEIUTA.

b) find Russian equivalents for the following:

To invest much of assets in loans; to make sound judgment about the financial stability; to apply for
loans; to make sound lending decisions; to contribute to the profitability of the bank; to meet the needs of
the community; cyclical swings; market value of collateral; a drop in confidence by investors; the collapse
of the stock market; to extend short-term credit against planned stock issues; under-capitalized borrowers,
loan portfolios; increasing use of debt to finance business; to divide the profits; to serve as the sole source of
equity financing; innovative debt instruments; revolving credit; to be converted to equity ; at a present price;
advent of corporate income taxes; to deduct interest expenses; technical manipulation of the data.

¢) match the following notions with the correct definitions or phrase:

Leredit risk a) Even through many firms today do not issue financial statements backed
up by an independent audit, most banks require that firms prepare their
statements in accordance with

2Trends and b) The normally begins with an interview between the

Comparative commercial client and the loan officer and continues through the stages of
Performance credit investigation, financial statement analysis, loan structuring and pricing,
loan negoliation, loan documentation and closing, and loan follow-up.




3. operating profit c) involves the systematic examination and interpretation of
information to assess a company's past performance for the purpose of
predicting future viability.

4. net cash flow d) — the assets the company maintains and the liabilities it
has incurred to acquire and keep those assets, including the company's
capacity or flexibility to deal with both planned and un
planned change

5. liquidity e) — the business
goes through to bring products or services to the market
6. leverage ) — the direction that the business operation is going, as

evidenced by comparison of financial results from more than one year and with
other companies in the same industry and size.

7. Operating Cycle g) — the ability of a firm (1) to respond  quickly to
unexpected financial problems and opportunities, (2) to increase assets if sales
grow, and (3) to repay short-term debt from normal conversion of assets to

cash:
8. commercial h) — the generation of cash for long-term purposes
lending process such as fixed asset replacements, net additions to current assets, and

repayment of long-term debt

9. Financial 1) — the extent of debt, as a source of the funds used to

Structure operate the business, and loan repayment requirements, relative, respectively, to
the equity cushion and variability of cash flow

10. Financial 1) — the evidence of operation successful enough to
statement analysis reassure investors about the firm's survival and growth in the future;

11. generally k) — the principal risk-called by bankers — is that the
accepted  accounting |borrower will not meet the terms of the loan and that secondary repayment
principles (GAAP) sources, such as collateral, will be insufficient to cover the losses.

4. Discussing exercise.

a) => Define financial statement analysis and explain how financial statement analysis helps structure
the commercial lending decision.

b) => Prepare a list of factors that contribute to the stability of an organization seeking a loan. For
example, a company with little debt can better withstand a recession because it has less interest
and loan principal payments than a company with significant debt.

¢) => Consider how the concept on uncertainty affects a loan officer's assessment of risk. For example,
can the economy, weather, or election results be accurately predicted? What aspects of society can
be forecasted? In your opinion, what trends can be studied to narrow the uncertainty gap?

5. Summarizing exercise

d) Sum up the main points presented in Text 1. Write the plan of the text in the form of
statements.
e) Develop your plan into the summary.

6. Translation exercise

Translate into English. Divide the text into logical parts. Suggest a plan of the text in the form of
statements in English. Use the following word-combinations:

The Great Depression; capital funds on the equity markets; short-term lending from commercial banks;
unregulated stock market; cyclical swings; the lack of diligent analysis; market value of collateral; the state
of the economy; severe financial distress; reliable financial information; a drop in confidence by investors;
collapse of the stock market; to seek additional capital to expand; a chain reaction; short-term credit against
planned stock issues; to face with undercapitalized borrowers; defaulting loans; to call in loan portfolios; to
cool the booming economy; to cause large capital losses; the Securities and Exchange Commission;

8



generally accepted accounting principles (GAAP): the American Accounting Association; the American
Institute of Certified Public Accounts; the Financial Accounting Standards (FASB); the engage in financial
statement analysis; lo eliminate the personal interaction; bank and borrower relationship; to prepare
statements in accordance with GAAP.

Po:xnenune CoBpeMeHHOro AHaju3a @uHaHcoBoii OTUyeTHOCTH

Ho bonbmoi Jlempeccun MpeanpUHUMATESIM BBIAABAIOCH MEHbILIEE KOJIMYECTBO KPEAWUTOB, YEM 3TO
HUMEET MECTO CerofHs. B To Bpems OONBIIMHCTBO NETOBBIX (PUPM PACCUUTHIBAIO HA PHIHKH aKLHOHEPHOTO
KalluTajga WIM Ha KPaTKOCPOUYHBIE KPEAUTHl OT KOMMEPUYECKHX OaHKOB. 3HAYMTENbHAs POJb, KOTOPYIO
WrpaeT HeperylupyeMblii PEIHOK aKIWil, €ro IMUKINYecKHe KojeOaHus, ¥ HEeJOCTaTOK MPHJISKHOTO aHaIu3a
KpeAUTOpaMH, BBIJABIIMMU KPEIUT HCKIIOYUTENFHO Ha OCHOBE PHIHOYHON IEHHOCTH HMYIIECTBEHHOTO
Mmora MIM COCTOAHMS SKOHOMHKH, IIEPHOJMYECKHM CO3JaBala Cephe3Hble (DMHAHCOBBIE OCICTBHSL.
[NocnenoBarenbHas 1 HaxexxHast puHaHCOBast HHPOpManus OblIa JOCTYIHA B OTPaHUMYEHHBIX KOJIHMYECTBAX,
MO3TOMY CHMXKEHHE akuMu B 1929 roxy HaHec COKpPYLIMTENBHBIH yAap MO MHOTMM COTHSIM, HOBBIX
MpeInpUHUMAaTeNel, MUCKaBIIMX JONOJHUTENbHbIE KaluTaidbl Ui paclIMpeHuss Hpous3BojacTBa. llemnas
peakMy pacHpOCTPaHUIACH HA CEKTOP KOMMEPYECKHMX OaHKOH, MOCKOJIbKY OaHKM BBINAIH KPAaTKOCPOUHBIE
KPEOWUTH! TIO0J 3allJIaHUPOBAHHBIC BBIMYCKHM aKIMH, KOTOpPbIE HUKOIJa HEe ObUTH MPOM3BEACHBI 10 MPUYMHE
paspylueHus pblHKa akuuid. Takum oOpa3om, KOMMepUyecKkue OAHKH CTOJKHYJHMCh C HEJOCTATOYHO KalHTa-
JM3UPOBAHHBIMY 33aE€MILMKAMU, HE BBIIOIHABIIUMHA BO MHOIMX CIIyd4asiX KpPEIUTHBIX OOs3aTeNIbCTB, YTO 3a-
CTaBI0 OaHKM HEpBHO TpeOOBaTh BO3BpaTa KPEOWTHBIX CpeACTB. B pesynbrare Heygaunm OaHKOB U
HIpeAnpuHUMAaTeIed OBICTPO OXJIAJWINM PACLBETAIOUIYI0 3KOHOMHMKY U IIPHUBENIM K OOJIBIIMM MOTEPAM
KanuTana, 3akoHguBIumMcs bonbmoit Jlenpeccueit 1930-x.

CnenctueM bompmioit Jlenmpeccuu ctano cozmanue mpaButenbcTBoM CIIA Komuccuu mo IlerHpiM
oymaram u bupxxam (SEC), koTopas u3nana HHCTpYKIMH O popMax mpeacTaBieHus GpupmamMu HHGpopManuu
0 ()MHAHCOBOM COCTOSIHMHM M pe3ysibTaTrax cBoux AeiicTBuil. Cpeam MHOkecTBa nHCTpykuuit SEC Opuia
OJHa, NPEANUCHIBAIOIIAS CO3daTh IMpaBWiIa Uil OyXraaTepcKoro ydera B OW3Hece, Ha3bIBaeMble
OOIIeNpUHATEIMA OpuHIMIAMH Oyxrantepckoro yuerta (GAAP). IlepBoHauanbHO coOracoBaHHBIE
AmepukaHckoil Acconmanueidt byxrantepckoro ydera u AmepukanckuM WHcTUTYyTOM JIUIIIOMHPOBAHHBIX
OoyxrantepoB, GAAP B Hacrosimiee BpeMs peryiaupyercs YmpasieHneM mo Cranmapram @OHHaAHCOBOTO
VYuera (FASB) B r. Cramdopn, llItar KoHHEKTHKYT.

[Tocne BBenenms GAAP mosBHINCH BECKHE NPUYHHBI, YTOOBI 3aHATHCS aHATU30M (HYMHAHCOBOM
OTYETHOCTH. He ycTpaHss THIHBIX B3aMMOJCHCTBHN, BaKHBIX I OTHOIICHUH JTI00OTO OaHKa W 3aeMIIHIKA,
GAAP caenam BO3MOXHBIM HCCIIEIOBATH MPONUIYIO padoTy (HUPMBI MOCIEIOBATEIIBHO Tox 3a rogoM. C
BBeneHneM GAAP, mosiBmiack Takke pasyMHas IEpCIEeKTHBA TOTO, YTO pasiuuyHble (upMbl OyayT
HCIIOJIb30BATh OJIMHAKOBBIC KOHIICTIIIHY B OYXTaJITEPCKOM Y4eTe CBOUX JCHCTBUI.

Case Study
FIRST NATIONAL BANK OF CHICAGO:
COMMITMENT TO QUALITY CUTS COSTS, ADDS CUSTOMERS

The First National Bank of Chicago has proven the skeptics wrong. The disbelievers have said it is
nearly impossible to measure quality in service industries, such as banks, airlines, and insurance companies.
For proof that service performance can be measured, analyzed, and improved upon, a doubter need only visit
this banking institution.

1 1981, the First National Bank of Chicago (First Chicago) decided to prove that quality could be
measured in a service environment. The objective was to increase its share of the market by positioning itself
as the quality provider of corporate cash management services. Cash management services are noncredit
services such as corporate checking, funds transfer, and shareholder service—services that most major banks
provide their customers.

Management at First Chicago believed that a strategy focused on quality is the best way any company can
respond to competition. They were also pleasantly surprised lo find that an emphasis on quality helps control
costs. At First Chicago, the installation and execution of its quality program has resulted in savings of $7 to
$10 million annually.



Facts on First Chicago. First Chicago the 11™ largest bank holding company and the 10th largest bank in
the United States when it undertook the quality improvement program, was founded in 1863. It is the oldest
and largest national bank operating under its original name and charter. First Chicago has the second highest
primary capital ratio among major money center bank holding companies. The bank is also the third largest
issuer of bank credit cards in the United States.

There are 13,000 employees working worldwide for First Chicago Corporation, is listed on the New York,
Midwest, Pacific, London, and Tokyo exchanges with 11,700 shareholders. The 57 offices worldwide are
organized into three strategic business areas: global corporate banking; consumer banking; and middle-market
banking. First Chicago Corporation is the parent company of American National Corporation, the fifth largest
bank holding company in I1linois with assets of $4.5 billion.

The Need for Quality Becomes Clear. In the old days, the noncredit services of the banking industry were
set up as cost centers, and their products were viewed as "giveaway" services. The noncredit services were
usually located in the bowels of a bank. They were often referred to flatly as the "back office".

But now outside influences are dramatically affecting banks' "front offices". The financial services aspect
of banking—for instance, the corporate loan area and trade services—has been affected by US and foreign
regulations and substitute products like commercial paper and money market funds. Banks are also being
pushed by new competitors in the arena. These competitors include foreign banks, nonbanks. investment
banks, and data processing firms.

Since 1971, the required return on equity of the banking industry has been on a free-fall decline. So if
banks want to stay alive, they must change their business mix, pricing, and/or cost to recover from the current
free fall.

First Chicago has elected to distinguish itself by focusing on products that generate a high return on equity.
Included in its plan of attack is a focus on the high quality of services. For example, service and quality are
the key controllable buying determinants in noncredit services, as determined by a major independent
research firm. So First Chicago is determined to be the best in the noncredit services business.

"Satisfying customer needs and expectations is the number one reason for being in any business", says
Aleta Holub, vice president of quality assurance at First Chicago. "Customer responsiveness and loyalty to
products and services will ultimately determine a company's success or failure. Customers' standards are
constantly rising. A company's failure to respond to raised expectations is like denying the force of the tide. It
can leave you high and dry on the beach, while customers sail off to competitors' ports".

Step One in Launching the Quality Effort. The first step the bank took in launching its quality process
was to alter its organizational framework. Separate strategic business units were created, each based on an
individual product family. For instance, the Money Transfer unit's product family includes all domestic and
international payment services. The Corporate Trust business unit deals with the indenture trustee and
shareholder services product family. The product family under the Documentary Products unit is all import.
export, and standby letters of credit, and international documentary collections. Operating under the
philosophy that bringing the producer and consumer of a product closer together encourages better quality,
the strategic business unit managers suddenly became entrepreneurs. The managers were vested with the
power to control not only expenses, but also pricing, product features, promotion, and quality. The new
structure provides all the essential elements for the managers to meet customer requirements.

"The strategic business unit framework brought our managers closer to our customers and made them
more directly accountable for the quality of our products”, says Ffolub.

Using Specialized Customer Service Personnel. Each business unit has its own customer service
representatives to handle inquiries and problems and act as conduits, communicating customer concerns to the
business unit. Through this decentralized customer service approach, the customer talks to a knowledgeable
service representative who is a product specialist. Because the customer service function and production area
are in the same location, the representatives are more efficient and responsive. With the customer dealing
specifically with a product specialist, a closer relationship is possible, which encourages the customer to offer
feedback on enhancements and new products.

Looking at Performance from a Customer's Perspective. The noncredit services area of First Chicago
designed a quality program widely considered one of the best in American business. This area's efforts were
revolutionary in the financial industry and have now been duplicated by other financial institutions.

"We wanted to ensure thai we were doing the right things right the first lime", says Holub. "By asking and
listening to our customers, we learned that what they wanted and expected most from us was timeliness.
accuracy, and responsive service. These are issues not unlike those faced by other service industries—for
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example, surely on-time, accurate, and responsive service are quality elements that customers want and expect
from airlines, insurance companies, doctors, and so on".

The next step was to make certain these customer concerns—timeliness, accuracy, and customer service
responsiveness—were being met by the bank. If the customers' requirements were not being met, the bank's
quality initiatives could not progress. An extensive performance-measurement system, using nearly 700
charts, was developed to track weekly every business unit's performance in relation to its products and the
corresponding customer concerns. For example, the accurate processing of money transfers and the turn-
around time for letters of credit are measured. By concentrating on the attributes of each major product and
service, the bank learns how to fix a quality problem or sustain a quality advantage.

"A customer-based assessment of quality allows a company to recognize if its customers are satisfied with
the current attributes of its products"”, says Holub.

The Guidelines for Quality Measurement. Using the customer's perspective and industry standards, a
management team established minimum acceptable performance (MAP) levels for each indicator, as well as
goals for exceptional performance. "These goals are a point of pride and a source of competition among the
business unit managers", Holub explains.

The minimum acceptable performance and goal lines for each chart are set by the strategic business unit
manager and approved by senior management. To encourage performance improvement, the minimum
acceptable performance and goal lines are continually adjusted upward, "so that the carrot is always just in
front of the rabbit", Holub says. To help increase management's commitment to the performance-measurement
program, a management bonus system was put in place, with bonuses tied to attainment of minimum
acceptable performances and goals for each business unit.

Each unit's performance charts are reviewed weekly with senior departmental management. All this
measuring is not done simply to encourage in-house competition. The measuring provides early warning
when something is wrong, so that corrective action can be taken.

"For example, when the chart showing (he lime taken to answer telephone-initiated money transfers started
to reflect a downtrend, die business unit manager analyzed the operation", explains Holub. "The manager
discovered that calls were backing up during peak periods and slowing down the average, so personnel were
shifted around to accommodate peak times. Soon after, performance improved to better than its previous
level".

Both bank customers and suppliers are invited to weekly performance-measurement meetings. First
Chicago receives valuable feedback from customers by having them sit in during these sessions. And since
suppliers began attending, meir service levels are better.

"A two-fold benefit is gleaned by inviting both customers and suppliers to attend these meetings", says
Holub. "First, the bank has an additional forum in which to leam about customers' expectations and concerns
involving their products and service. We regularly use that knowledge to refine and improve both. More
important, we are sending a loud and clear (and sincere) message that the customer is our central interest.

"The second benefit is that service levels from our vendors have also improved. Vendors are invited to see
how well they are doing in relation to the bank's performance objectives".

At the weekly performance meetings, competing vendors sit next to each other. For instance, the IBM
representative may sit beside the competitor from Tandem Computers Inc. Each vendor has the chance to
view the other's graphically shown performance, and then to prepare ways to top the other. The outcome is
that the bank receives its "fair share plus" of its vendors' attention and service.

Quality Circles at First Chicago. The performance-measurement system is not the extent of the quality
effort at the bank. First Chicago currently has more than 30 active quality circles. These small groups of
employees arc brought together to identify problems or opportunities and to recommend actions to improve
performance. For example, one of First Chicago's money transfer group quality circles spotted a potential
improvement in the processing of money transfers initiated by telephone. This group discovered that 67
percent of the authorization cards used to verify authorized initiators and confirmers of money transfer
requests were being returned by customers with incomplete or inaccurate information. This caused additional
checking and confirmation, which resulted in delays in processing time.

The group analyzed the problem and presented the following recommendations:

* Send a sample card with instructions to customers.

* Transfer card-update responsibility to the customer service unit.

* Develop a way to provide confirmation personnel with additional information on the verification screen.
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All three recommendations were approved and implemented, and cards are now being returned with more
complete and accurate information. The combination of properly completed cards and improved information
flow has improved processing time in the unit by more than one-third.

Measuring the Individual Employee. Yet another successful element of the First Chicago quality process is
a program the bank refers to as its Behavioral Engineering Systems Training Program. This program evaluates
individual employee performance and is reflected in the overall measurement program. It permits a manager to
look at how each staff member is performing so he can identify the source of a problem and work with that
person to fix the problem. "This is not a big brother is watching' kind of tliiM"J;", Holub stresses. "We
measure for improvement, not perfection. The Behavioral Engineering Systems Training Program sets
employee performance goals, measuring timeliness, accuracy, rate, and completeness. The base-line
performance is identified by the manager, who then sets a goal 10 to 15 percent above that for each employee.
Employees record their performance each day so they can see how they rank in relation to the base and to the
standard. The system offers immediate feedback and positive reinforcement when progress is made".

Monthly Performance Awards for Service Products Group. Positive strokes such as "most improved", "best
sustained superior performance," and "most effective in improving quality in a changing environment" were
all given at First Chicago's 1986 Non-credit Services Annual Performance Awards banquet. First Chicago
realizes the importance of recognizing the accomplishments of employee teams within the business units.
These "teams", however, vary in structure. Some employees form a team from their normal work group and
address problems affecting their department's productivity. Then there are teams consisting of employees from
different departments who tackle the larger issues needing attention. A team can also be a form of recognition
for accurate performance by a number of employees. For instance, if an employee consistently makes no
errors over a specified time period, she may be honored by "making" a team. This type of team is an honor
group, so to speak, not a problem-solving group.

A dozen employee teams-—one for each month— receive this recognition monthly and attend a banquet
each year.

"Our objective is to improve the quality of First Chicago's services, to recognize groups of employees who
have contributed to that improvement, and to further develop teamwork", says Holub.

Each month's winning team receives a plaque and a paid group outing of its choice. The outing is usually
dinner, the theater, or a sports event. The group decides on what type of event, and there is a maximum of
$100 per person with a ceiling of $1,000 per group. Each team member also receives a certificate, and
everyone's name is entered in a grand prize drawing, held during the annual banquet. The grand prize is round-
trip airfare for two to anywhere in the United States plus $500 spending money.

The winning team last year for the month of March was the Crossed Account Project team. This team
handled the problem of deposits being credited to the wrong account. When deposits are credited incorrectly,
one account has too high a balance; the other, too low. This calls for float (uncollected funds) adjustments in
both accounts. In this situation, customers may make incorrect cash management choices if they access
balance information before the adjustments can be made. Crossed accounts can become a common occurrence
if not corrected.

"Our customers were not pleased, and the problems caused our customer service area hours of unnecessary
research to rectify the accounts", says Elverage D. Alien of check collection/production, who nominated the
winning team.

The Crossed Account Project team identified the causes of crossed accounts, established procedures to
eliminate them, and reduced these accounts and the corresponding float adjustments from 649 in May 1985 to
37 the following March. That's a 94 percent decrease. Moreover, by the end of the year, the team had cut the
number of crossed accounts to just eight.

"This is certainly proof that if you analyze what is causing a problem and initiate corrective action, the
result is substantial performance improvement". Holub comments.

The 1986 August performance award went to the Disbursement Services Error-Free team, which was an
honor team.

"They did it right every time", Holub says of the team. To be eligible for the team, employees in the
production area of disbursement services had to be error free for at least 12 months. Employees were graded
on their accuracy in corporate check handling, corporate/official reconcilement, demand deposit services,
information services, shipping, and sorting. Twenty-four of the 64 employees, or 38 percent, received the
award. One person met the standard of 12 months, while 21 employees were error free for 13—24 months and
two for 25—35 months.
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"The sustained excellent performance of all these employees has helped us maintain a high quality of
service to our customers", says Holub.

A final winning team example is the Heritage of Woodridge Controlled Disbursement team. This team
consisted of 13 employees in disbursement services and four in check collection. It won the 1986 December
performance award by beating the check-clearing information delivery times of other major Chicago banks.

"Through their hard work and extraordinary efforts, we surpassed our major local competitors' delivery
times by one half to one hour", boasts Holub. "This type of accomplishment makes First Chicago much more
competitive in the marketplace and gives us an important point of differentiation".

Why Quality Is Worth It at First Chicago. The quality emphasis at the bank has had a measurable effect
on performance. The quality initiatives are carefully planned, and the quality measurement program is
energetically supponed. As proof of improvement, back in 1982 one of the bank's operations experienced an
average of one error in every 4,004) transactions. Today, the figure is one in 10,000.

"The success of the quality program within the noncredil services area alone is telling proof that providing
excellent products and services, and containing costs, can be mutually compatible efforts", says Richard L.
Thomas, president of First Chicago. "In fact, we have learned firsthand that an emphasis on quality is one of
the most effective ways to control costs".

For example, Thomas says, it generally costs First Chicago just under $10 to perform a money transfer.
But that's a transfer done right the first time; if the money goes to the wrong place or doesn't make it on
schedule, the cost of fixing an error can quickly rocket to $400 or more, depending on the amount of money
involved, the complexity of the case, and so on. So maybe it should be of no great shock that First Chicago's
quality effort has saved millions of dollars.

Another reason cost savings are critical is because more and more corporate treasurers are looking at the
total costs of using one bank's cash-management service over another. The bank with the lowest per-item
price might actually be more expensive to use if its error rate is high. So when a bank reduces its error rate.
the overall cost a customer pays is reduced. And high quality, customer satisfaction, and competitive prices
also mean repeat business, referrals, and new business, which makes the quality effort even more attractive.

First Chicago also realized the importance of communicating the quality commitment to its customers. So
annually, the bank puts together a comprehensive booklet of key performance measurement charts for
customers to see what the bank monitors and how it performs in those areas.

"We recognize that when we make errors, both we and our customers have to spend time and money
tracking and solving problems". Holub says. "By creating a quality program based on customer-sensitive
issues, and backing it up with real, quantifiable measurements, we have made a genuine commitment to
provide service excellence".

(from "Fundamental Management")
Glossary

to measure quality in service industries

service environment
quality provider
corporate cash management services
corporate checking

funds transfer

shareholder service

to respond to competition
to control costs

quality program

primary capital ratio
issuer of bank credit cards
common stock

global corporate banking
consumer banking
middle-market banking
cost center

noncredit services
corporate loan area

13



trade services

money market funds

required return on equity

key controllable buying determinants
customer responsiveness

customer loyalty to products

customers' standards

launching the quality effort

specialized customer service personnel
quality measurement

customer's perspective

minimum acceptable performance (MAP)
to the performance-measurement program
a management bonus system

quality circles

Questions for discussion:

a) Would you consider what first National Bank has done to be an illustration of total quality
management? Give reasons.

b) In what ways would MRP. and economic order quantity techniques be useful in assisting First
Chicago to achieve its operations and quality goals'?

Text 2
1. Pre-reading exercise Skim through the text
to find the following:

1) The concept of management's involvement in statement preparation;

2) Four types of auditor's opinion;

3) The concept of comparative analysis;

4) The major aspects of a company's operations in accordance with major categories of
ratios reflection.

Sequential steps of financial statement analysis

The fashioning of a financial statement analysis starts with a preliminary investigation of a company and
moves to an in-depth examination of its operating performance and financial structure as evidenced by its
historical and projected financial statements. Most banks have a systematic approach for obtaining the various
documents, organizing and presenting the information contained therein, and then-evaluating and interpreting
the data using the standard analytical techniques. The basic steps in financial statement analysis are presented
in detail in the following text in the order in which they are normally considered. A brief overview of the
entire financial statement analysis process follows.

Obtaining and Spreading the Statement

Banks always ask prospective commercial borrowers to submit detailed financial data, usually prepared in
conformity to GAAP, in support of their loan requests. Most banks have established guidelines as to the type
and number of financial statements, that should be obtained to do a comprehensive examination. Generally, a
bank requires three or more year-end income statements; balance sheets, and statements of cash flows as well
as comparable interim statements available since the year end. The lender may also specify one to five years
of forecast 'financial statements (sometimes called pro forma statements) and. especially for seasonal
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lending, a monthly cash budget. Other financial data that lenders may ask commercial borrowers to submit in
support of their loan requests include:

a business or marketing plan,

lax returns.

operating and capital budgets,

inventory summary or listing,

accounts receivable agings,

backlog and contract status reports,

accounts payable agings, and 4 sales and expense breakdowns.

VVVVVVY

If any of this documentation is not readily available, it will usually be prepared at the loan officer's
request. In some cases, the credit analyst may have to construct some of the items-such as the statement of
cash flows or sash budget-on the basis of available data.

Management's Involvement in Statement Preparation

There are different goals among various users of financial statements, and these goals can shape the
appearance of the financial statements. The interests of entrepreneurial owners versus those of nonowning
managers is a prime example of how these goals can conflict.

Entrepreneurial owners want the financial statement prepared so as to confirm their own understanding of
the firm's performance for the year and to meet certain requirements for paying taxes to the Internal Revenue
Service. Outside of conforming to the tax rules, the information in the financial statements is useful es-
sentially for the owners' purposes. Even if the financial statements do not show much income or liquidity and
show only the historical purchase price of fixed assets, the entrepreneurs' shrewd understanding of their
business and that of their competitors allows them to discern how well they are doing and their chances for
continued success.

In contrast to these motivations are those of the professional managers. As corporations grow larger,
different areas of the company are often decentralized into departments or divisions whose performance is
measured separately. These divisions are headed by managers who do not have their personal wealth at stake
in the corporation. Managers attempt to achieve specific targets laid out by the board of directors or. by the
shareholders of a small corporation. Often, these guidelines are integrated into the results presented in the
financial statement and are set up by owners or shareholders in an attempt to align the efforts of managers
with their own interests. Frequently, bonus programs are offered to managers to obtain this alignment, the
bonuses being based on such established benchmarks of financial performance as net income. While the
managers may have a different set of goals in mind, such as job security, the bonus program focuses their
attention on the results reported in the Financial.statemenls.

Moreover, the professional (nonowing) manager of public corporations must be responsive to
government regulations. One of the most important of these regulations is supplying financial and
nonfinancial information to shareholders. Therefore, the objectives of the non-owning managers include
providing a "report card" on their activities for the purposes of both earning compensation and complying
with information requirements of shareholders, investors, lenders, and regulators.

The opportunity to prepare one's own report card creates temptations that are difficult to resist. As George
Foster states in Financial Statement Analysis, "No matter how detailed the set of rules issued by accounting
policy bodies, creative managers or their advisers will find means of structuring transactions that do not give
rise to reported expenses or reported liabilities even though, in spirit, expenses or liabilities exist. This is but
one of several reasons why the disclosures in annual reports need not represent either a complete or an un-
biased representation of the underlying transactions and events affecting the firm.

Throughout a financial statement analysis, the analyst must remember that the statements are those of
management and that accountants reviewed them only to see that they conform to broad standards and meet
certain statistical tests of validity. In the preparation of the financial statements, owners and managers have a
great deal of leeway by which they can make themselves look good. One way management can make its
efforts look better is to choose the best time of the year for preparing the statements. For instance by having
the fiscal year end in the summer, when inventories and receivables are much lower than in December (their
peak), retail businesses can produce financial statements that indicate a more favorable financial condition.
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Examining the Auditor's Opinion

Auditors review financial statements to test whether they are in accordance with the principles and
policies promulgated by the Securities and Exchange Commission and by the Financial Accounting Standards
Board. In contrast management is templed to prepare the financial statements to present the company's
performance in the most favorable light. Another pressure helping to make the results of an audit relatively
muddy is the auditors' desire to continue to be the accounting firm for the business they are auditing. Because
of these factors, the result of an audit is more appropriately described by the word fair than it is by the word
financial analysts would like to see: accurate.

After examining the financial statements of management, auditors must express an opinion on the quality
of the statements. Four types of opinions are given: unqualified opinion, qualified opinion, disclaimer
opinion, and adverse opinion.

An unqualified opinion means that the management receives the highest accolade for presenting fairly the
financial position and results of operations and changes in financial position for the period involved".
Footnoted disclosures accompanying an audited statement may result in significant information being
available to a firm's creditors. In effect, the footnotes allow the auditor to comment on the statements relative
to the GAAP standards. A financial statement that the auditors have declared to conform to GAAP standards
has the best credentials that an analyst can obtain. Securing such a financial statement should be required for
every unsecured loan request over

The audit itself does not prevent' management from misrepresentation. In conclusion, the accountant's
job is a complicated, maybe even impossible, one. Although many regulatory authorities attempt to keep fi-
nancial reporting to investors at a high standard, financial statements need to be approached from a wary
perspective.

A qualified opinion means that the statement present fairly the financial position and results of operations,
but that there are certain qualifications about the scope of the auditor's engagement at the audited firm or that
there arc uncertainties about the future which cannot be resolved or the effect of which — cannot be,
estimated. These reservations, usual phrased "except for" and "subject to".

A disclaimer opinion means that because of limitation in the score of the auditing firm's engagement or
because of uncertainties about the future that cannot be resolved or the effect of which cannot be estimated,
the accountants cannot express an opinion. A disclaimer opinion includes the review and complication opin-
ions, which means that the auditors consolidated the statements and prepared the acknowledgments without
independently verifying the data, an important part of any audit.

An adverse opinion means that the statements do not present fairly the financial position or results of
operations in conformity with genera]ly accepted accounting principles. This type of opinion is rarely
encountered.

For analysis purposes, the qualified opinion is comparable to an unqualified opinion and, depending on the
reason for the qualification, is usually suitable. A financial statement with the disclaimer opinion would be
considered unaudited, but could be prepared substantially in accordance with GAAP and should be treated as
discussed in the next section. The adverse opinion is of questionable value.

Unaudited Statements

Audited financial statements differ from unaudited statements in one highly important way-the degree of
confirmation of asset, liability, sales, and expense account balances. For example, in the normal course of an
audit engagement, inventory levels are physically sampled, and statistically selected accounts receivable are
confirmed.

Confirmation is not done, or is not done with the same thoroughness or independence, in the preparation of
unaudited statements.

Many firms do not have their financial statements prepared by an outside accountant or accounting firm
because they claim not to be able to justify the cost of a full audit, approximately $15,000 or more. Instead,
statements are generated in house from books and records that have not been independently verified. The
following questions may be suggested to the credit analyst:

How experienced or competent is the preparer?

Are the financial records of the firm accurate and complete?

Have all the liabilities been identified and reported?

Even if the person who prepares the information is qualified and the data are both available and
reliable, how independent is the preparer?

YV VVYVYY
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The professional standards .of certified public 1 .accountants require independence from the client or
disclosure of business or family relationships that might inhibit the exercise of independent judgment.. The
presence of audited financials (and their implications) gives a certain comfort level to the creditors of the
enterprise. The reliance by creditors on analysis of less than audited statements needs to be' clearly
understood, and the bank must be protected with collateral or personal guarantees of the owners or other
appropriate consideration.

A readily available alternative source of financial information is the firm's income tax return submitted to
the Internal Revenue Service. Some play down the accuracy of these returns, claiming that the income errs on
the conservative side. Nevertheless, these statements are prepared for- the IRS, which will prosecute
fraudulent submissions. Assuming the properreporting, there is significant information in the tax return,
which should be certified as aconformed, or exact, copy.

Spreading the Financial Statements

Basically, statement spreading the process by which financial statements is recorded is recorded an a
standard form, or spreadsheet. Many banks use a standard spreadsheet for income statements, balance sheets,
and statements of cash flows. Use of a spreadsheet enables the analyst to review a number of years all at
once, to spot trends in the company's account balances, and to make comparisons.

Since the key to successful financial statement analysis lies in the credit analyst's ability to determine not
simply what has happened in the past or even why it happened, but what it bodes for the future, all available
financial information needs to be interpreted and integrated. However, it cannot be overemphasized that
financial statement analysis does not purport to be an exact science that can be used to predict with certainty
a company's future. Unknown factors abound, and subjective judgment is necessarily involved in drawing
conclusions from the analyzed data and making the final credit decision.

Balance Sheet Analysis

The balance sheet is the first part of the financial statements to be analyzed in this text. It is a point-in-
time financial picture of the company-usually as of the last day of the company's fiscal year. The basic
structure of the balance sheet can be stated as a simple equation:

Assets = Liabilities + Net worth.

Balance sheet analysis entails an evaluation of the company's assets followed by an evaluation of its
liabilities (debt) and, the difference between the two, its net worth (or equity ).

Income Statement Analysis

Next to be analyzed is the income statement also called a profit and loss statement or earnings statement.
One of the most important sources of information about a company, it begins with total revenues (or sales)
and then categorizes the various expenses leading to the net profit (or loss) for the period. The accountant's
goal is to analyze the net profit or net income, that is, to estimate the wealth generated by the firm during the

period. The analysis consists of examining the quality and consistency of revenue and truthfulness of the
expenses.

Statement of Cash Flow Analysis

The third financial statement to be analyzed is the statement of cash flow (stemming from the sources and
uses, of funds statement and, its predecessor, the sources and applications of funds statement). As its name
implies, this model of the company's business operations shows how a company obtains and uses its cash
resources, ignoring the accrual accounting, wealth-generating model.

Since debt is repaid with cash, the statement of cash flow helps-'the' lender determine both the company's
funding needs and its sources of repayment. The statement of cash flow shows in-; flows and outflows of
cash categorized as operating funds flows, investing activities, and 'financing activities. Like an income
statement, it is dynamic (normally covering a fiscal year).

Every client should be required to submit as part of its financial documentation a statement of cash flows
prepared, if possible, in accordance with the Statement of Financial Accounting Standards (SFAS) No.95.
Some clients, especially those submitting statements that have not been reviewed by outside auditors, can not
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or will not prepare a statement of cash How. In this case the analyst may approximate the information hi the
spreading process.

Ratio Analysis

Ratios are not only the best known and most widely used of all the financial statement analysis tools, they
are also the most overrated and most widely used. Ratios allow the lender to study the relationship and trends
over time between various components of financial statements, such as assets and liabilities or expenses and
revenues. While ratios are easily calculated, their correct interpretation is more problematic. The specific
ratios used by a particular bank may vary, but the major categories of ratios reflect the major aspects of a
company's operations that a lender needs to consider.

» Liquidity — the ability to meet current obligations and convert assets to cash,

» Leverage — the relationship between liabilities and the company's net worth.

» Solvency, or Coverage — the company's capacity to meet its continuing payment

obligations.

»  Profitability — the company's ability to sell its products or provide a service at a price

> that exceeds its expenses.

> Activity — the efficiency with which a company uses its assets (which will vary over tune. particularly

for a company that is cyclical in nature).

Trend Analysis

Determining trends and making industry comparisons are two basic analytical techniques that will be
discussed in detail throughout the text. Trend analysis compares information over comparable periods or at
comparable tunes for the same company. It is used to detect favorable or unfavorable changes in operating
policies as reflected in revenues, expenses, and asset or liability accounts.

Comparative Analysis

Comparative analysis parallels the ratios and other financial information of at least two companies,
preferably of the same size and industry. This allows the analyst to draw conclusions about the relative
performance of the firms. By using the Annual Statement Studies by Robert Morris Associates, many firms
may be matched to the subject firm and statistical conclusions drawn.

Preparing Forecasts

Forecasts are basic to the loan analysis and put into numerical form something that the granting of any loan
implicitly assumes-that the borrower will be able to repay the principal. Two tools used in this analysis are
short-term and long-term forecasts. Some analysts call them cash budgets and pro formas, the latter term
being used especially to describe a one-year forecast of the three financial statements.

The types of projections shown herein forecast the future based upon the technique of percentage of sales
relationships: everything is forecast based upon its historic relationship to sales. Therefore,- the entire forecast
is predicated on (1) an accurate-as-possible prediction of the sales levels and (2) the company's operating
structure not changing in ways that disturb the historical relationships between sales and expenses or asset
levels, as identified by the analyst.

Cash Budget

The cash budget is an important financial statement analysis tool. Presented in the form of a one-year
financial forecast, a cash budget forecasts a company's, cash receipts and payments, generally on a month-to-
month basis. The cash budget enables the lender to gauge a business's peak credit needs and its ability to
generate sufficient cash to repay short-term loans over the term of its operating cycle, the cash budget also
helps a lender determine whether, a company's borrowing needs are long term or short term. Cash budgets are
especially useful .in determining the financial needs of borrowers with seasonal operating cycles (such as a
toy store that rings up half of its total sales in the last two months of each year).
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Long-term Forecasts

The examination of three- to five-year forecasts of income statements and balance sheets forces the analyst
to apply what has been learned from analysis of the historical financial statements to the future, given an
estimated level of sales. Examination of a company-provided forecast involves evaluating the company's
underlying assumptions as well as the expected economic, competitive, and regulatory environment in which
the company will operate.

Other Advanced Analytical Techniques

Besides the essential analytical tools described above, several more-advanced analytical techniques are
available. These techniques include:

»  working investment analysis, which measures the impact of sales growth on financing requirements

and a company's ability to expand sales;

»  sustainable growth analysis, which measures a company's ability to expand its sales without

changing its proportional use of debt;

»  sensitivity analysis, which uses multiple scenarios to examine a company's areas of greatest

vulnerability, and

» industry factor, which considers the variability of the borrowing firm's cash flows by comparing them

to the cash flows of other companies in its industry

These techniques are invaluable in reining and focusing the financial statement analysis process and in
evaluating a company's ability to grow. With practice, credit analysts will gain skill in using them and in
interpreting the results as well as in determining what types of advanced analysis are useful in a particular
situation.

Accounting Methods

Generally accepted accounting principles (GAAP) prescribe methods of reporting accounting or financial
information in order to facilitate comparisons among companies. Nevertheless, in preparing financial state-
ments, many different accounting techniques are accepted. For example, financial statements can be prepared
on a cash or an accrual basis, using LIFO (last in, first out) or FIFO (first in, first out) inventory valuation
methods, and using accelerated depreciation or straight-line depreciation of fixed assets.

Although the accounting methods used are usually described in the footnotes to accountant-prepared
financial statements, differences in accounting methods can make it difficult to make valid comparisons even
between companies in the same industry. Comparing financial statements of a company over time may also
yield invalid conclusions if the company has changed any of its accounting methods during the period being
analyzed. Moreover, many accounting rules allow leeway in recognizing income and charging expenses;
thus, the analyst must be on the alert for management's self-serving selection of these alternatives to make its
performance look better than it is.

Financial Condition

In assessing a business's financial condition, the accountant is concerned with the reporting of assets
(what is owned), liabilities (what is owed), and owner's equity (the investment by the stockholder). There are
two very important points to note here. The first is that assets are normally recorded at historical cost, the
market value at the time of purchase.

The other key point is the concept of liquidity, which refers to the ability to quickly convert an asset to
cash (at or near market value) or to how soon a liability will have to be paid in cash. Assets and liabilities are
listed on the balance sheet and on the spreadsheet in descending order of liquidity. If on the one hand a
borrower collects its accounts receivable within the 30 days that is standard within its particular industry, the
receivable would be judged quite liquid. On the other hand, if the company's new warechouse was designed to
meet its specialized needs and constructed next to its factory, the warehouse is quite illiquid by comparison
with the accounts receivable. The company could sell the ware house, but to find a buyer quickly for such a
distinct structure the company probably would have to offer a discount or some other financial incentive

The owners equity account can be viewed from two perspectives:

> accounting, the owner's initial and subsequent investments and whatever net income has been
retained in the business from its inception; or
> financial, the net difference between the value of assets and the obligations of liabilities. This

latter definition causes analysts to be aware of the value of the assets in the marketplace, which is
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important for collateral protection as well as for the potential revenue that may be produced
from any firm's assets.

(from "Analyzing Financial Statements" by
Thomas P. Carlin, Albert R. Mc.Meen )

2. Scanning exercise

Scan text 2 to find information on 4 aspects;
a) The definition of statement spreading;
b) The concept of an adverse opinion;
¢) LIFO and FIFO inventory valuation methods used in accounting methods;
d) The difference between accounting and financial perspectives (see Financial
Condition)

3. Vocabulary Study exercise

Glossary

spreading for financial statements
tax returns

statement preparation
management's involvement
inventory summary

Internal Revenue Service
purchase price of fixed assets
professional (nonowing) manager of public corporations
fiscal year

retail business

the Securities and Exchange Commission (SBC)
the Financial Accounting Standards Board (FASB)
unqualified opinion

qualified opinion

disclaimer opinion

adverse opinion

unaudited statements

conformed copy

balance sheet

assets

liabilities

net worth

income statement

statement of cash flow

liquidity

leverage

solvency

coverage

profitability

activity

cash budget

long-term forecast

Annual Statement Studies
working investment analysis
sustainable growth analysis
sensitivity analysis

industry factor

accounting perspective

financial perspective
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a) find Russian equivalents for the following:

a preliminary investigation of a company; an in-depth examination; to submit in support of loan requests; a
business or marketing plan; backlog and contract status reports; an interest of entrepreneurial owners; to have
personal wealth at stake in the corporation; to be responsive to government regulations; an unbiased
representation; to received the highest accolade fro smth.; the scope of the audor's engagement at the audited
form; to present the financial position fairly to be approached from a wary perspective; the degree of
confirmation of assets and expense account balances; to estimate wealth generated by the firm; to show
inflows and outflows of cash; the ability to meet current obligation; to meet continuing payment obligations;
on a month-to-month; basis; to measure the impact of sales growth.

b) find English equivalents for the following word-combinations:

AHanu3 (UHAHCOBON OTYETHOCTH, OW3HEC-IUIaH; HAJOTOBBIC OTYETHI; OICPAI[MOHHBIC OOJKETHI,
OFO/KETHI KalWTala; MepeueHb WIM CBOJKA TOBAPHBIX 3aMacoB; paciu(poBKa CUETOB JCOHUTOPOB; Or'YeT O
33JI0JDKCHHOCTSIX U COCTOSHUM KOHTPAKTOB; pacmU(pOBKAa CUETOB KPEIUTOPOB; MEPEYCHb MPOJAXK U
pacxoyioB; Hajoropas ciyx6a; Komuccust mo llennbiM Oymaram u Oupxkam; [IpaBieHue mo craHmapram
Oyxrantepckoro ydyera B ®duHaHcax; 0€30roBOPOYHOE MHEHHUE, MHEHHE C OTOBOPKOI; MHCHHME C IPaBOBOM
OTOBOPKOIf; HEOJIArONPUATHOE MHEHHUE; 3alIPOC HA HEOOECTICUCHHBIN KPEIUT; 0030p W KOMITMIIAINS MHEHUH;
HE peBU3yeMble OTYETHl, MONTBEP)KICHHAs KOMHs, TaOyiupoBaHne (UHAHCOBBIX OTYETOB; aHAIH3
0amaHCOBOTO OTYETa; aKTHBHI; 00A3aTEIBCTBA; YNCTAsI CTOMMOCTD; OTUET O TOXOJaX; YACTasi IPUOBLIb; OTYET
0 TIOTOKAaX JICHEXKHBIX CPEACTB; aHaTu3 KO3(G(UIMEHTOB;, TUIATEKECIOCOOHOCTh, MPHOBUIBHOCTS;
NeSTeNbHOCTh; aHaJIW3 TEHACHIWH; CPAaBHUTENBHBIA aHaJN3; IOJTOCPOYHbIE TUTAHBI;, aHAIN3 WHBECTHIUN B
00OpOTHEIE CPENICTBA; aHATIN3 YCTOMYUBOTO POCTA; aHAJIN3 YyBCTBUTEIHLHOCTH; (haKTOP MPOMBIIIJICHHOCTH.

¢) match the following notions with the correct definition or phrase:

1. industry factor a) — of public corporations must be responsive to
government regulations.
2. the statement of cash b) — means that the management receives the highest
flow accolade for presenting fairly the financial position and results of
operations and changes in financial position for the period involved.
3. Balance sheet analysis c) — means that the statements present position and
results

of operations, but that there are certain qualifications about the scope of
the auditor's engagement at the audited firm or that there are uncertainties
about the future which cannot be resolved or the effect of which- cannot be
estimated.

4. activity d) — means that because of limitations in the scope of the
auditing firm's engagement or because of uncertainties about the future that
cannot be resolved or the effect of which cannot be estimated, the
accountants cannot express an opinion

5. income statement e) — means that the statements do not present fairly ht the
financial position or results of operations in conformity with _generally
accepted accounting principles

6. an adverse opinion f) — is the process by which information from financial
statements is recorded on a standard form, or spreadsheet.
7. the professional g) — entails an evaluation
(nonowning) manager of the company's assets followed by an evaluation

of its liabilities (debt) and, the difference
between the two, its net worth (or equity)

8. sensitivity analysis h) Next to be analyzed is the also called a profit and loss
statement or earnings statement.
9. an unqualified i) The third financial statement to be analyzed is
opinion (stemming from the sources and uses of funds statement and. its

predecessor, the sources and applications of funds statement
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10. a disclaimer opinion ) —the efficiency with which a
company uses its assets (which will vary over time, particularly for a company
that is cyclical in nature).

11. statement spreading k) — which considers the variabilis,- of the borrowing firm's
cash flows by comparing them to the cash flows of other companies in its
industry

12. a qualified opinion 1) — which uses multiple scenarios to ermine a
company's areas of greatest vulnerability

13. leverage m) , which measures a companv's ability to expand its sales
without changing its proportional use of debt

14. liquidity n) , which measures the impact of sales growth on financing
requirements and a companv's ability to expand sales;

15. sustainable growth 0) , Coverage — the company's capacity to meei its

analysis coninuining payment obligation".

1b. profitability P) — the companv's ability to sell its products or provide
a seivice at a price that exceeds its expenses

17. solvency q) — the ability to meet current obligations and convert
assets to cash

18. working investment r) — the relationship between liabilities and the company's

analysis net worth

4, Translation exercise
Translate from Russian into English. Use the following word-combinations:

both the technical manipulation and the interpretation of financial information; to obtain the requisite
financial statements; to evaluate the various income statement and balance shee.t accounts; to spread them: to
assess the company's sources and uses of cash; to conduct trend analysis; to create or review the company s
momivy cash budget; to determine the company's seasonal or other short-term funding needs to select from
several more-advanced analytical techniques; to undergo rapid growth.

Anaian3 baiaHncoBoro oruera

AnHanu3 (pUHAHCOBOM OTYETHOCTH BKIIOYACT KaK TEXHHUCCKYI0 MAaHUIYIISAIHMIO, TAK U HHTEPIPETAIINIO
(rHAaHCOBOH MHGOPMAINH, YTOOKI OIEHUTH MPOILIYI0 pabOTy KOMITAHUH, W OYIyIIyIO >KA3HECITIOCOOHOCTD,
JUISL OTIPEICTICHUS PUCKA TIPEIOCTABICHIS KPeInuTa. JTa OICHKA BRIpaKeHa B OpMY ic:

Cunwt - Cnabocmv> Heonpedenennocmu = [lpuemnemviil puck kpeouma.

Ha paMkm 3KcmepTusbl MOTYT MOBJIUSTH pa3Mep, Leldb U CPOK KpeIuTa HIH. B cliydae HpoOIEeMHOTO
KpeIuTa, ONpEeAETICHHBIE OOCTOATENbCTBA, OKPYXKAIOIIUE 3TOT KpenuT. AHaiu3 (PUHAHCOBOH OTYETHOCTH
BKJIIOYAET CIIEAYIOLINE TOCIIeA0BaTEIbHbIC AT H:

1) Ilomyuenune HEOOXOAUMBIX (PUHAHCOBBIX OTYETOB.

2) OueHka pa3lMYHBIX CUYETOB 0ajaHCOBOrO OTYETa W OT4YEeTa O JOXOAaX U IOCIEAyIolIee
WX TpeCTaBIeHNE B KpYMTHO(POPMATHOH TabIHIIe.

3) OueHka MpeIIecTBYIONIUX OTYETOB C aKIICHTOM HH pe3yJibTarax paboThl KOMITAHUH, BUIHBIM W3
oTYeTa 0 I0X0Jax, U Ha c€ QUHAHCOBOM CTPYKTYpe, BUIHOU 13 €€ OaaHCOBBIX OTYETOB.

4) PaccMoTpeHHE OTYETOB KOMIIAHUH O JIEHEXKHBIX IIOTOKAX C OLEHKON NCTOYHUKOB U UCIIOJIb30BaHUS
JICHeT KOMITaHHH.

5) MHcnonp3oBanne Kod(DPUIMEHTOB I aHaIM3a TEHACHITHMH (CpaBHEHHs Pe3yJbTATOB KOMIIAHUH BO
BPEMEHH) M CPaBHHUTEJIBHOIO aHajdu3a (CpPaBHEHHWH pe3yJbTaTOB KOMIIAHUU C aHAJIOTHYHBIMHU
KOMITaHUSIMH B TOM K€ CEKTOPE MPOMBILUICHHOCTH).

6) OcoOeHHO IJIs1 KPaTKOCPOUHBIX KPEIUTOB, CO3JAHME WM PACCMOTPEHHE €KEMECSYHOIO AEHEKHOTO
Oro[keTa KOMIIaHUM (TIPOEKTUPYEMBIX MPHUXOAA M PAacXoja) C MEIbI0 ONMpeesieHHs CE30HHBIX MU
JPYTUX KPaTKOCPOUHBIX MOTpeOHOCTEH (HPMHAHCUPOBAHUS KOMIIAHHU.

7) IlnanupoBanme Oyaymedi paboTbl (GHUPMBI M TakuM 00pa3oM e€ CIOCOOHOCTH BO3MECTHTH
paccMaTprBaeMbIid KpeJuT. DTO BKIIOYAET CO3JaHNe MM 0030p TIIaHUPYEMbIX (PMHAHCOBBIX OTHYETOB
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KOMITaHUH (MJTH TUTIOTETUYECKUX OTYETOB), IIEHHOCTHh KOTOPHIX 3aBUCUT B 3HAUYUTEIHHOU CTEMEHU OT
pEaTMCTUYHOCTH MIJIAHUPOBAHUS MPOJAK.
8) HakoHer, KpeAUTOP MOXKET BHIOpATh U3 HECKOIBKUX 00JIee COBPEMEHHBIX aHATUTUUECKUX METOJIOB
TE, KOTOPHIC MOTYT MOKAa3aTh, HAIIPUMEP, CIOCOOHOCTh KOMIIAHUH OBICTPO PACTH.
[Mocne 3aBepiieHMs BceX aHATUTUYSCKUX IIATOB, aHAIMTHUK JIOJDKEH HHTEPIPETHPOBATH HH(OPMAITHIO B
cBeTe He(PMHAHCOBOM CHIIBI M CIIA00CTEH KOMIIAaHUH U TIOJTHOTO OKPYKEHUS, B KOTOPOM KOMIIaHUsI paboTaer.

5. Question for analysis
What is accounting?

Accounting contains elements both of science and art. The important thing is that it is not merely a
collection of arithmetical techniques but a set of complex processes depending on and prepared for people.
The human aspect, which many people, especially accountants, forget, arises because:

1. Most accounting reports of uny significance depend, to a greater or lesser extent, on people's opinions
and estimates.

2. Accounting reports are prepared in order to help people make decisions.

3. Accounting reports are based on activities which have been carried out by people.

But what specifically is accounting? It is very difficult to find a pithy definition that is all-inclusive but we
can say that accounting is concerned with: The provision of information in financial terms that will help in
decisions concerning resource allocation, and the preparation of reports in financial terms describing the
effects of past resource allocation decisions. Examples of resource allocation decisions are: Should an
investor buy or sell shares? Should a bank manager lend money to a firm? How much tax should a company
pay? Which collective farm should get the extra tractor?

As you can see, accounting is needed in any society requiring resource allocation and its usefulness is not
confined to 'capitalist' or 'mixed' economies.

An accountant is concerned with the provision and interpretation of financial information. He does not, as

an accountant, make decisions. Many accountants do of course get directly involved in decision making but
when they do they are performing a different function.

Accounting is also concerned with reporting on the effects of past decisions. But one should consider
whether this is done for its own sake or whether it is done in order to provide information which it is hoped
will prove helpful so in current and future decisions. We contend that knowledge of the past is relevant only
if it can be used to help in making current and future decisions, for we can hope that we shall be able to
influence the future by making appropriate decisions but we cannot redo the past. Thus the measurement of
past results is a subsidiary role, but because of the historical development of accounting and, perhaps,
because of the limitations of the present state of the art 'backward looking' accounting sometimes appears to
be an end in itself and not as a means that will help in achieving a more fundamental objective.

(from "Foundation in Accounting" bv
Lewis, H. and Gillespie,)

6. Discussing exercise
According to the author "accounting contains elements both of science and art". Support Lhe idea that
accounting involves a human element. In your opinion what are the main proposes of accounting?

7. Writing exercise

Write a short article which might be the answer to lhe question posed in the heading.
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Text3

1. Pre-reading exercise

Skim through Text 3 and identify which logical part deals with each of the following topics:

a) GAAP account revaluation;

b) Management oobjectives;

c) The balance sheet and its concept;
d) The company's market place;

e) Size of company

f) Working investment analysis;

g) Financial policies;

The Balance Sheet

The balance sheet provides a financial picture of a company at a given time. It categorizes all of a
company's resources as assets, liabilities, and owners' equity. The company uses its assets, including facilities
and equipment, to manufacture or purchase products for inventory that, when sold, converts to cash or creates
accounts receivable. A company's assets are financed by the company's liabilities (also called debt) and owners'
equity (also called net worth or, simply, equity).

The basic structure of the balance sheet is represented by the simple equation

Assets = Liabilities + Equity.

This equation helps the credit analyst understand each business constantly occurring changes in financial
structure. Sine equations must always be in balance, a change on one same or other side to maintain the
balance. For example, an increase in assets (whether fixed assets or inventory) must be balanced by a decrease
in another asset account (such as accounts receivable) or an increase in liabilities (such as bank debt) or equity.
Thus, a company can only obtain assets by liquidating other assets, creating new liabilities, or raising
additional equity. Liabilities can be paid by liquidating assets or by increasing other liabilities or equity. Any
combination of increasing or decreasing assets, liabilities, and equity can complete a transaction, provided the
equation remains in balance.

»>The balance sheet is traditionally the financial statement that bankers focus on. As is discussed later,
some bankers think that this focus supports lending based too much on collateral, physical assets which
may be sold to repay the loan if the business venture fails. Furthermore, if many current assets and few
current liabilities along with low debt relative to equity characterise a borrower's balance sheet,
management's character and abilities are less likely to be tested; thus, the banker may take a more relaxed
view of the company's creditworthiness.

The balance sheet review consists of evaluating each asset account in terms of its value and liquidity
(capacity for being quickly converted into cash at or near market value). In general, high liquidity reduces the
risk of insolvency, the inability to pay bills as they come due. Thus, each asset is considered to be potential
collateral in a lending situation. Each liability account is evaluated in terms of its repayment requirements and
the expected sources of repayment. Equity may be evaluated in terms of a future source of cash through sales
of stock.

The asset and liability structure of a company's balance sheet depends on the numerous industry factors. In
reviewing a balance, sheet the credit analyst should recognize that the type of business, the industry, and the
company's managerial style each affects the distribution of assets, liabilities, and equity in characteristic ways.
These same factors, as well as the conditions in the company's markets, the stage in the company's
development, its management's financing philosophy, and the availability of financing-debt and equity-also
affect the company's balance sheet structure.
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A lender must also understand the larger environment in which a company operates. This includes the
marketplace, the regulatory environment, the effect of the nation's economy on the business, and the business
vulnerability to the almost innumerable uncertainties that every company faces to some extent — be it the
vagaries of the weather or technological and social change.

Market Characteristics

To put a company's financial results in perspective requires the credit analyst to understand the structure of
the market in which the company competes. Here are some questions to guide the analyst's investigations:

» Does the company have many competitors or only a few?

» How easy is it for new competitors to enter the market? Does product differentiation play a major
role in a company's success in this industry?

» To what extent can the company control the price of its products?

» Is the company an industry leader, or must it be ready to follow the leader's strategy on price.
regardless of its own costs?

» To what extent do demographic and consumer preference trends affect the company?

» Is the market for the company's product expanding, stable, or contracting?

If a company's sales fluctuate with the seasons, it faces an external factor called seasonally. A boat dealer,
for example, usually sees heavy sales from spring through summer, with, business almost nonexistent for the
remainder of the year. General merchandise retailers, on the other hand, encounter heavy sales in November
and December due to holiday shopping. Recognizing seasonality is particularly important when analyzing
interim income statements.

Products and services also have their own life cycles. They begin as an idea, are transformed into an
entity for sale, and are marketed until they stop selling profitably. The business then

discontinues the product or service. The product life cycle may be very short for a fad product or very
long for a staple product. Consider at what stage of a company's life cycle its products or services are. This
may be difficult to determine because unforeseen consumer trends and new technology may shorten a
product's life cycle. For example, the demand for citizens band (CB) radios skyrocketed in the 1970s, then
dropped precipitously after a few years when consumer interest waned. Nevertheless, evaluation the
probability of continued profitable sales for a company's product or service is critical to an effective
examination.

Economic Environment

Interest rates, inflation, tax policies, and the ups and downs of the national economy affect all companies
to some extent. Some industries, however, are particularly vulnerable to changes in the general economy. For
example, the automobile, construction, and capital goods industries are considered to be cyclical because
they are so sensitive to economic downturns and recoveries. This sensitivity results in fluctuations in
revenues between operating cycles caused by a reaction to the expansion or contraction of general business
activity.

Regulatory Environment

Another important consideration is the extent to which government regulations affect a company. Even
industries that are not subject to a high degree of regulation may be subject to import quotas, export bans,
price supports, or subsidies. Other companies are subject to clean air and clean water regulations, which have
added tremendously to their cost of doing business. Besides federal regulations, state and local laws may be
an important consideration for some companies.

IIL

Management policies and objectives are other factors that distinguish companies and affect their need for
financing and their ability to repay loans. The operating policies of some businesses emphasize profits or
cash flow over growth. Some firms have relatively strict accounts receivable and inventory controls, while
others tend to incur more debt and favor
higher accounts receivable and inventory in their quest to capture a larger share of the market - which, in turn,
may lead to greater stability.
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Growth-oriented companies might cut their selling prices without the benefit of lower costs in order to
increase sales. Other companies are less concerned with short-term profits than with long-term maximization
of equity. Understanding its objectives can help an analyst put a company's Financial statements in
perspective and evaluate the company's success in achieving its goals. In fact, using the financial statements
to judge the company's success in reaching management's stated goals is a necessity for a complete credit
analysis.

Some companies are created because of legal and tax consideration. As mentioned when discussing joint
venture above, many organizations set up separate companies for the sole up separate companies for the sole
purpose of owning property or other fixed assets that are then leased back to the organizations to lower their
taxes. Other businesses, concerned with how their financial statements appear to creditors and investors,
might create a separate company to provide off-balance-sheet financing for a portion of the organization's
activities.

Only after understanding the objectives of the company can the credit analyst begin to answer the
questions vital to a financial statement analysis:

» How successful is the company?

» Can the company meet its objectives?

»  What financial needs does the company have as a result of trying to meet its objectives?

»  Should the bank attempt to satisfy all or part of the financial needs of the company, and if so, how?
v

A company's relative size, frequently indicated by the extent of its management organization, its stature in
the community, and its clout in the marketplace, may also affect its financing needs and its ability to repay
debt. The sophistication (or lack thereof) of a company's financial statements may also reflect its size.

One Manager

The manager of a small business is generally the entrepreneur who began the business. The owner-
manager typically does not have all the expertise needed to run a company. He or she may have technical or
sales expertise, but lack accounting or financial ability, or vice versa. Managers of small businesses often do
not hire full-time financial experts, but instead use clerical bookkeepers or an accounting service. Therefore
they may rely on their accountant or their banker to provide financial expertise and direction, a problematic
course for the banker, given the conflict of interest in protecting both the client and the depositor's money.

Small businesses often direct their products or services to limited markets. The operation either introduces
a new product to undeveloped markets or is a minor participant in a larger, more established market.
Additionally, small companies often have unsophisticated operations and, unless their owners are wealthy,
limited capital resources. Public equity markets are typically unavailable to them, and borrowing long-term
money is difficult even in the venture capital market.

Moreover, the lack of management depth increases the risk of the business to a great degree. If an accident
or ill health befalls the owner, the business will be likely to fail. If macroeconomic variables affect its market,
a small firm is frequently unable to weather the problem due to the limited skills of its only manager.

Thus the bank usually serves a critical role in the funding of necessary capital for a small company's
growth. The bank expects, in return, not only compensation for its risk (that is, payment of interest), but also
substantial protection in terms of collateral, loan agreements, and a continued flow of information from the
company. Even then, a bank encounters a relatively high degree of risk simply because the failure rate of
small businesses is so high.

Multiple Managers Functioning in Different Areas

A successful small business typically grows into a medium-sized business. To improve its management,
the company will begin to hire functional specialists, such as a controller or marketing experts. Hopefully, the
company creates management-depth so that, in the absence of the chief executive officer, two or more
officers are available to deal with macroeconomic crises, like recessions.

As it becomes more sophisticated, the multiple manager company may diversify its lines of business. For
example, a company that began by making paper cups may expand production to make milk cartons, or a
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retailer of women's clothing may take on a line of men's clothing as well. Such diversification usually
requires additional capital. The company may also obtain access to venture capital equity markets or attract
private investors. Access to private and public debt sources also increases.

As long as the company continues to grow, it will normally continue to have significant financing needs,
and banks will continue to be a major source of funds, especially in seasonal businesses. This funding role is
often shared among several banks if the business outgrows the local bank's individual lending capacity and
comes, by virtue of its expansion, to have financial requirements greater than the lending policy limits of its
initial bank. As the company grows, it also typically begins to fine-tune its financial operations to provide
better and more useful information, especially audited financial statements that it gives to its financial sources.

Company Decentralized into Division

A medium-sized company eventually may become a large company. By then, its management is usually
more functionally specialized. Besides employing a treasurer, the company may employ several financially
astute people to deal exclusively with its ongoing capital needs and its long-range financial planning. Further,
the managers in charge of divisions within the company may have significant knowledge of overall operations.
They greatly reduce the risk that the company will fail; their combined knowledge helps the company see its
way through times of crises and macro-economic stress. Altogether, that, makes lending money to larger
companies less of a risk. In contrast, smaller companies have only one or, at best, a few functional specialists
on whom to rely in hard times.

When a large company becomes a major economic force, able to control or influence its industry's
markets, it may substantially affect product pricing and developmental trends. Operationally, large companies
tend to be sophisticated and use the latest and most complex technology, possibly including the use of
robotics and computer-based cost accounting. Large companies generally have the capitalization, visibility,
and operating record to enable them to draw from a wide variety of financial resources, including public debt
or equity markets. At this point, the bank is likely to be a secondary provider of funds since public debt
markets offer large, successful firms a pricing advantage over borrowing from commercial banks.

v

A company's objectives and managerial decisions affect the company's balance sheet mix. Generally, a
company's financial policies can be characterized as conservative or aggressive. Even companies within the
same industry an have quite different balance sheet characteristics if their basic managerial policies differ.
Companies with conservative financial philosophies tend to emphasize short accounts-receivable terms, low
inventories, surplus cash, and marketable securities balances as well as little debt as a source of financing,
even if these policies reduce sales somewhat. Avoidance of risk-taking generally results in a balance sheet in
which equity predominates over debt-a condition approved of by lenders. Conservative managers usually
place less reliance on trade credit and take very strict control of their accounts receivable rather than extend
payment terms as a marketing tool to encourage sales, since conservative management places most of its
emphasis or equity, the company's growth is limited by the availability of internally generated equity (through
retaining profits) and, selling new common stock.

A more-aggressive financial philosophy would emphasize enhancing returns on equity by increasing the
amount of debt rather than equity since stockholders usually expect a higher return in line with the higher risk
they take. Also, the more assertive policy would encourage sales by extending payment terms, maintaining
lots of inventory in order to more promptly respond to customer orders, and purchasing the latest in fixed
assets to permit growth. The resulting balance sheet would probably show higher debt, lower equity. and
greater investments in accounts receivable, inventory, and fixed assets.

Less-stringent credit requirements and more-liberal credit terms invite a significant increase in accounts
receivable. A management team that emphasizes the importance of never losing a possible sale must also
maintain a heavy inventory. Such policies require financing, which often is accomplished with liabilities
rather lhan with equity because most companies do nut generate profits quickly enough to pay for the assets
that rapid growth requires. In general, new and smaller businesses take a more aggressive nance because of
their limited access to equity.
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VI

One way to determine a company's management philosophy is to analyze its current assets and liabilities.
Working investment analysis focuses on the current assets of a company and how their growth is financed as
sales grow. It also provides a quick means of projecting the financing required when a company's current
assets increase to support its growth in sales.

As a company's sales grow, the base level of its current assets (cash, accounts receivable, and inventory)
normally grows proportionately. Sometimes it is said that sales growth causes spontaneous growth in current
asset accounts. Accounts payable and accruals also evidence spontaneous growth as materials and labor
provided by suppliers increase. Therefore, the increase in current liabilities provides some financing for the
growing accounts receivable and inventory levels; however, that portion of current assets not supported by the
company's increasing payables and accruals must be financed by other sources, specifically borrowings or
retained earnings. This assumes that the company has not already earmarked its profits to reduce existing debt
or to purchase capital equipment and that the profits are available to support the increased working investment
requirements.

If the company exhibits growth in current asset accounts that is proportionally greater than the increase m
sales, management is exhibiting an aggressive approach. This approach will require more financing than the
conservative one.

Vil

The financial statements provided to the analyst by a prospective borrower do not necessarily show the
only possible picture of the firm's financial condition. Why is this so? The firm's accountants create the
financial statements for all the stake holders: owners, managers, employees, customers, and lenders-and each
of these has very different purposes for reviewing the statements. Moreover, for obvious reasons, a public
firm's management will want to make the financial statements make its efforts for the year look as good as
possible.

Further, the firm's accountants, even if independent, are not preoccupied with the lender's concerns.
Generally accepted accounting principles (GAAP) require accountants to use the concept of going concern to
value assets. Going concern means that GAAP do not require accountants to determine the market value of the
assets, but they do require accountants to keep the original cost (unless it has declined) capitalized on the
balance sheet for future expensing on the income statement. That is, in the case of fixed assets, the balance
sheet becomes somewhat of a repository of historical values, less depreciation or amortization of the expense
onto the income statement. Therefore, one of the basic instincts of the lender, that the balance sheet represents
actual value (liquidation or market), is contrary to the accountant's intent.

From an economic or financial point of view, assets are investments in the sense that they are expected to
produce future revenue streams. Assets can become obsolete and unable to produce revenue despite their
apparent physical strengths and capabilities. Assets also may retain substantial value in the face of de-
preciation being taken over many years, based upon a pessimistic estimate of the original useful life by the
management. The analyst must consider unexpected variations in an asset's future revenue stream when
determining what value to place on the spreadsheet.

Thus, to successfully determine the debt capacity of a prospective borrower, an analyst must be prepared
to disassemble the financial statements-even certified ones-that the borrower supplied. The objective is to
calculate the collateral value of the firm in case it fails and its assets have to be sold to satisfy the liabilities.

2. Scanning exercise

Scan the Text to find information on four aspects:

h) Risk of insolvency;

i) The concept of going concern to value assets;
j) Economic environment;
k) Management depth.

3. Vocabulary Study exercise
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Glossary
accounts receivable
assets
liabilities
equity
collateral
risk of insolvency
seasonality
government regulation
management depth
ongoing capital needs
knowledge of overall operations
avoidance of risk-taking
spontaneous growth in current asset accounts
aggressive financial philosophy
conservative financial policy
the concept of going concern
capitalized original cost
spreadsheet

a) find Russian equivalents for the following:

to have relatively strict accounts receivable; without the benefit of lower cost in order to increase sales; to
provide off-balance-sheet financing for a portion of the organization's activities; to set up separate companies
for the sole purpose of owning property; long-term maximization of equity; to satisfy all or part of the
financial needs of the company; to be unable to weather the problem due to the limited skills of its only one
manager; substantial protection in terms of collateral; to hire full-time financial experts; to use clerical
bookkeepers; to diversify the line of business; o obtain access to venture capital equity markets; to employ a
treasures; to keep the original cost capitalized on the balance sheet; to use the concept of going concern to
values assets; future expensing on the income statement.

b) find English equivalents for the following word-combination:

OTpaxarp KapTHHY (HHAHCOBOTO COCTOSHHS KOMIIAHWM B HACTOSIIEE BpEMS; TIIOCIE MPOJAXKH
KOHBEPTUPOBAaTh B JCHEXKHBIE CPEIACTBA; IIOJYYHUTh AKTUBBI, TOJBKO JIMKBUAMPYS JpYTrue AaKTUBBI;
MIPHUBIIEKATh JOMOJHUTEIbHBIE COOCTBEHHBIE KalMTajbl; COCTABUTH MPOBOJAKY, €CIH ypaBHEHHE OCTAeTCs
cOalaHCHPOBaHHBIM, YMEHBINIATH PHUCK HEIUIATE)KECTIOCOOHOCTH; C TOYKH 3pPEHUS IMOTEHIIHAIHLHOTO
MMYIIECCTBEHHOTO 3aJ0Ta B CUTYallMd B CUTYAIlMU MPEIOCTABICHUS KPEAWTA; ySI3BUMOCTh OHM3HECa mepen
MOYTH HEUCYHUCIUMBIMU HEOIPEACICHHOCTSIMHU; OBITh UyBCTBUTEIHHBIMA K SKOHOMHYECKHM CIajgaM |
mobeMaM; MPHUBOJUTH K KOJICOAHUSM JOXOJOB MEXKIY OICPAIMOHHBIMU ITMKJIAMHE;, MCIBITHIBATH BIUSHUE
MMITOPTHBIX KBOT, DKCIIOPTHEIX 3amlpenieHuil, [IEHOBOM MOIACPX KA WIH CyOcHmuii; Oyayiiee CIUCaHUE B
OTYETE O JIOXOJE; KOHIICTIHS JICHCTBYIOIIETO MPEANPUATHS IS OIICHKA AaKTUBOB; TIOJICPKUBATH
MEPBOHAYAIILHYI0 CTOMMOCTh B 0aJlaHCOBOM OTYETE.

4. Summarizing exercise
a)  Sum up the main points presented in Text 3. Write the plan of the text in the form of

statements.
b)  Develop your plan into the summary.
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5. Translation exercise
Translate from Russian into English. Consult the text if necessary.

1. banaHcoOBBIM OTYET OTpaXacT KAapTHUHY q)HHaHCOBOFO COCTOAHUA KOMIIAHMHU Ha TEKYIIEC BpPCMs. On
MPEACTABJIACT IO KAaTCropusaM BCC PpECYPChL KOMHaHI/II‘/'I, KaK aKTHUBBI, 00513aTeNbCTBA U COOCTBEHHBIE KAITUTAIIEI
BJIaACIIBICB.

2. C 5KOHOMHYECKOW WM (PMHAHCOBOW TOYKW 3PCHUS, AKTHBBI SBJISIOTCS WHBECTHUIIUSIMU B TOM CMEICIIE,
YTO OHH, KaK OXHJIAeTCs, MPOU3BEAYT Oyayllue MOTOKHU J10X0JAa. AKTHBBI MOTYT CTaTh YCTapeBIIUMH U
HECIIOCOOHBIMH MPOU3BECTU JJOXO/JI, HECMOTPS Ha UX OYCBUIHYIO (PU3NYECKYI0 COXPAaHHOCTh U BO3MOXHOCTH.
AKTHBBI TaK)K€ MOTYT COXPaHHUTh CYIIECTBCHHYIO IIEHHOCTH IMEPEHd JUIIOM aMOPTHU3AINH, B3SITOX 32 MHOTO
JIET, OCHOBAaHHOW Ha MECCUMUCTUYECKON OLIEHKE PYKOBOACTBOM IMEPBOHAYAJIBLHOIO MOJE3HOIO CPOKa JKU3HU.
AHaTUTUK JOJKEH pPacCMOTPETh HEOXKHUIAHHBIE W3MEHCHHS B TIOTOKE OYyIyIMX, JOXOIOB aKTHUBa IS
OTpe/ieJICHHUS KaKyl0 CTOMMOCTh MOMECTUTh B KPYITHO()OPMATHYIO TaOJIUILY.

3. bamaHCOBBI OTYET TPAJUIIMOHHO SBJsIeTCS (PUHAHCOBBIM OTYETOM Ha KOTOPOM OaHKHUPHI
COCPEOTauNBaIOT BHUMaHUe. HeKoTOpble OaHKHUPHI TIOJIAraloT, YTO 3TO BHUMAHHUE MTO3BOJISIET
TapaHTUPOBATh KPEIUTHI UMYUIeCHBEHHBIM 3A1020M PU3MUECKUX aKTUBOB, KOTOPHIE MOTYT OBIThH ITPOJaHBI
JUISI BO3MELICHMSI KPEIUTA, €CIIA MIPEANPUSATHE TEPIHUT HEYyAAUy.

4. O630p 0amaHCOBOTO OTYETAa COCTOWUT W3 OIEHKU KaKIOTO CYETa aKTHBAa B TEPMHHAX CTOMMOCTH H
JUKBUTHOCTH (CIIOCOOHOCTH OBICTPO KOHBEPTHPOBATHCS B JIEHEKHBIE CPEJCTBA IO UIIHM OJIM3KO K PHIHOYHON
1eHe). Beicokast TMKBHIHOCTh YMEHBIIACT PUCK HENIAméICecnocoOHoCcmuy, HeCTIOCOOHOCTH OIIATUTh CUeTa,
KOrJla HacTaeT CpoK ormiaTel. Kaxnplif akTHB paccMaTpuBaeTcs C TOYKH 3pEHHS IOTEHLIHAIBbHOTO
WMYLIECTBEHHOTO 3aJ0Ta B CUTYallH PEAOCTABICHHUS KPEANTA.

5. YBennyenue akTuBOB (OyIh TO OCHOBHBIC CPEACTBA WJIM TOBApHBIC 3amachl) JOHKHO OBITH cOanaH-
CHPOBAHO YMCHBIICHHEM B JAPYTOM CUETEC aKTHBa (THIA cUeTa JSOMTOPOB) WM yBEIHMUCHUEM 00s3aTEIHCTB
(Tma monra 0aHKY) WM COOCTBEHHBIX KaIllUTaloB. TakuM 00pa3oM, KOMIAHHS MOKET IMOJYYHTHh AKTHUBEI
TONILKO JTUKBUAWPYS JPYTHE aKTUBBI, MPHHUMAs HOBBIC 00sA3aTENbCTBA WJIHM TPHBIEKAs JOMOJIHUTEIHHBIC
COOCTBEHHBIC KAITUTAIIBI.

6. OcHOBHAas CTPYKTypa 0aJaHCOBOT0 OTUYETA MPEICTABICHA MPOCTHIM YPABHEHHEM:
Axmuevr = OQbs13amenvcmea + Cobcmeennble Kanumaybl.

OTO ypaBHEHHE IIOMOTAa€T aHAIUTUKY KpEAMTa IOHATH IIOCTOSHHO TPOUCXOJSIINE HW3MEHEHHUs B
(DMHAHCOBOM CTPYKType KaxIoro Ou3Heca.

7. OmuH U3 coco00B ONMPEACTUTh GHIOCOPHIO PYKOBOACTBA KOMITAHUU COCTOUT B TOM, YTOOBI
MPOAaHAIN3UPOBATh TEKYIIHE aKTHBBI M 0053aTebCTBA. AHAIIN3 HHBECTHIIMI B 000POTHBIE CPEICTBA
COCPEZ0TaYMBACTCS HA TEKYIINX aKTHBaX KOMIIAHUHU M Ha crioco0ax (pMHAHCHPOBAHUS UX POCTA IO Mepe
pocTta npoxax. OH o0ecreunBacT TaKke OBICTPhIC CIIOCOOBI IPOSKTUPOBAHUS TOTPEOHOCTEH
(DUHAHCHPOBAHUS MPH YBETMUYCHUN TEKYIIUX aKTHBOB KOMITAHHUH JIJIsI TOJIEPKKU POCTa MPOJAK.

8. Ilo MEpPE poOCTa NpoaaX KOMIIaHWHU, 0a30BbIi YPOBCHb TCKYIINUX aKTUBOB (Z[CHG)KHLIG Cpe€acTBa, CUcCTa
Z[G6I/ITOp0B, U TOBAapHbIC 3ar[acm) 00BIYHO PacTeT MponoOpHIrUOHAIBHO. I/IHOI‘I[a TOBOPAT, UYTO POCT Opoaax
BBI3BIBACT CaMOI’lpOuS’BOﬂbellz pocm CUCTOB TCKYIIUX AKTHBOB. Cuera KpECAUTOPOB U HAYUCIICHUS TAKIKC
HCIBITHIBAIOT CIIOHTAHHBIN POCT, KakK MaTepualibl U TPpyHA, NPECAOCTABJICHHBIC YBCIWMYUBLIUMCI YHUCIOM
IIOCTAaBIIMKOB.

9. ®UHAHCOBBIE OTYETHI, NMPEAOCTABIISIEMbIe AHAJIUTHKY IPEIIOJIaraeMbIM 3aeMIIHKOM, HE 0053aTelIbHO
MOKA3bIBAIOT EAMHCTBEHHO BO3MOKHYIO KapTHHY (HHAHCOBOTO COCTOSHUS (upMbl. [louemy 51O Tak?
Byxrantepa ¢upMbl cO3m1al0T (MHAHCOBBIE OTYETHI JJISI BCEX 3aMHTEPECOBAHHBIX CTOPOH: BIIAJICIIBIIEB,
MEHE/KEPOB, CITy’)KallliX, KINEHTOB M KPEIUTOPOB, M KaXKIBIH U3 HUX PACCMATPUBAET OTYCTHI C PA3THIHBIMU
nemsiMu. Kpome Toro, 1mo o4eBHAHBIM NPUYMHAM, PYKOBOJACTBO AKIIMOHEPHOW (DMPMBI 3aX0YET MPUIIOKHUTH
ycunmsi, 9T00b! (PUHAHCOBBIC OTYETHI 3a IO/ BHITJIAIEIH HACTOIBKO XOPOIIO, HACKOIBKO 3TO BO3MOXKHO.

10. OOmenpuHsATHIE TPUHIUIEI Oyxrantepckoro yuera (GAAP) TpebyioT, uroOwl Oyxrarrepa
UCIIONB30BAIM  KOHLENILUIO Oelicmgyiouje2o npednpusmus Aids OLEHKH axkTuBoB JlelicTByromee
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npeanpusTie o3navaeT, uto GAAP He TpeOyer, 4TOObI OyXxranTepa ONpPEACsUTH PHIHOYHYHO CTOMMOCTh
AKTUBOB, HO OHHU TPEOYIOT, YTOOBI OyXrayiTepa MOANEPKUBAIH TIEPBOHAYAIBHYIO CTOMMOCTH (€CITM OHA HE
CHUBUIACY) KANUMAIU3UpoganHol B 0aJaHCOBOM oTYeTe AJisi OyAyllero chucaHusi B otdere o goxoxaa. To
€CTh, B CIIy4yae OCHOBHBIX CPEJICTB, OAJaHCOBBIA OTYET CTAHOBUTCS YE€M-TO BPOJIE CKIIaJla UCTOPUUYCCKUX
LEHHOCTEH, 32 BBIUETOM PAaCXOJ0B HA aMOPTH3ALMIO JIOJra WIH aMOPTH3aIHI0 O0OPYAOBaHUS b OTYErO O
J0Xoaax. HOSTOMy, OJHO H3 OCHOBHBIX HHCTHHKTHBHBIX HpeZ[HOJIO)KeHI/Iﬁ Kpe€auTopa, 4To OaJIaHCOBELIH
OTYET TMpENCTaBIseT (AKTHUECKYI0 IIEHHOCTh (JIMKBHIANMOHHYI) WM PBIHOYHYIO), TPOTHBOPEYUT
HaMepeHHIo OyxTanTepa.

II. YBenuueHue TekymUX O0SA3aTEILCTB OOSCIEUMBAET HEKOTOPOE (PMHAHCHMPOBAHHE BO3PACTAIONIUX
CYETOB JIcOMTOPOB M YpPOBHEW TOBAapHBIX 3allacoB; OJHAKO, ra YacTh TEKYIIUX aKTUBOB, KOTOpas HE
MoJJiepKaHa YBEITMYEHUEM CYETOB KPEAWTOPOB KOMIAHWHM M HAYHCICHHN TOJDKHA (DMHAHCUPOBATHCSA W3
JIPYTUX UCTOYHWKOB, @ UMEHHO, 3aMMCTBOBAHHSIMH WIIM HEpacIpeaeeHHON MPUOBLTBI0. DTO MPEAIoaraer,
YTO KOMIAHMS €lle He HalpaBWiia NPHUOBLUIL Ha YMEHBIICHHE CYIIECTBYIOIIETO JOJITa WM TIOKYIKY
KalATaNbHOTO O0OpYAOBaHUS W. YTO NPUOBUTH SBISETCS AOCTYITHOW ISl TOANEPKKHA TOTpeOHOoCcTel
YBEIMUYEHSI HHBECTHUIINA B 000POTHBIE CPE/ICTBA.

6. Questions for analysis
CONGEPT OF THE SPREADSHEET

Note: If possible, refer to your own bank's spreadsheet format. If you wish to use the worksheets, the first
one, dealing with the balance sheet, is found in Exhibit 1. It may be a good exercise for you to obtain a fi-
nancial statement and a blank copy of the spreadsheet you will be using and try to follow along.

Most frequently, financial statement analysis begins with scrutinizing each account cm the audited
statements and placing the information into a format used for all credit analysis within the bank-the
spreadsheet. The advantages of using spreadsheets include ease of dealing with rounded and common-sized
numbers consistent treatment of accounts for all borrowers, and ease of spotting trends.

banancoBblii oT4eT Balance Sheet
Fig. 1
Ha3Banue xommnanuu Jlara Company Name
0aJIaHCOBOT'O OTYETA Balance Sheet date
OxpyrJyieHo 10: Rounded to:
AKTHUBBI $ % |$ |% |$ |% |ASSETS
1. JleHexKHBIE CpeaCcTBA Cash
2. PeiHOYHBIE LIEHHBIE OyMaru Marketable Securities
3. Cueta 1eOUTOPOB -TOPTOBIIS Accounts Receivable -
Trade
4. ToBapHEBIE 3aMachl: CHIPbE Inventories: Raw Materials
5. ToBapHbIe 3anachl: HE3aBEPIIL. HP-BO Inventories: Work in Process
6. ToBapHBIe 3amachl: TOTOBbBIC TOBAPHI Inventories: Finished Goods
7. Beero ToBapHBIe 3anachl 1 Subtotal Inventories
8.1 HeponnaueHHbIE pacXoabl Prepaid Expenses
9. IIpoune Tekyume Other Current
10. BCEI'O Tekyniue akTHBBI Total Current Assets
11. CoOCTBEHHOCTD, 3aBOAM 000PYIOBAHHE Property, Plant & Equipment
12. KanuTtabHbIH JH3HHT 000PYI0BAHUS Capital leased Equipment
13. OnepaTuBHBIN TM3UHT 000PYJOBaHHS Operating Leased Equipment
14. (MuHyc amMmopTH3aIysl) (Less Depreciation)
15. Becero Yucras coOCTB., 3aBOJT ¥ 000pYI. Subtotal Net Prop., Plant &
Equip.
16. lHBeCTUIINN U aBAHCHI Investments and Advances
17. NonrocpoyH. PeiHOUHBIE IIEHHBIE Long Term Marketable

31



Oymaru Securities

18. ®unnanel 1 Ipoyre cyera JeOUTOPOB Affiliate & Sundry
Receivables

19. Yuct, akTuBHI / MpeKpaIeHHbIE Tp-Ba Net Assets / Discont.
Operations

20. Ilpoune HETEKYIIME aKTUBBI

Other Noncurrent Assets

21. HemaTtepuanbHble aKTHBBI (TATEHTHI U

Intangibles (Paterns

rpaBa) &Rights)

22. I'yn-Bun (pe3ynbTaT CIUsSHUSL Goodwill (Resulting from

KOMIIaHHH) Mergers)

23. Bcero ocHOBHbIE CpeICTBA Total Fixed Assets

24. BCEI'O AKTHUBBI TOTAL ASSETS

OBSA3ATEJIBCTBA LIABILITIES

25. Bekcens k omiaTe Notes Payable

26. Cuera KpeAUTOPOB - TOPTOBIIS Account Payable

27 Hamoru u Ha4UCIEHHBIC PACXOIBI Taxes and Accrued
Expenses

28. [Ipoune Texymmue Other Current

29. Tekymias yacte AC Hoara Cur. Portion L - T Debt

(omepanonHo!0) (Operating)

30. Beero Tekyuiue onepanoHHbIe
00s3aTeJbCTBA

Total Current Operating
Liabs.

31. Texymas yacts JC Jlonra (ocTaTok)

Cur. Portion L-T Debt
(Remaining)

32. Jloxomel Oy aynux nepruoioB

Dettered or Unearned
Income

33. JloarocpoyHsbIid JOIT - Long Term Debt -
HeoOecreueHHbIN Unsecured

34. JonrocpodHblii 10T - Long Term Debt - Secured
rapaHTUPOBAHHBIN

35. O0s3aTeNbCTBA KAIIUTALLHOTO JIM3UHTA

Capital Lease Obligations

36. Tekymias LeHa ONepaTUBHOTO JIM3UHTa

Present Value of Operating
Leases

37. Ilpoune HeTEKYIIHE PACX0IbI

Other Noncurrent Liabilities

38. Bcero npuopuTeTHbIH CPOUYHBIIi 10JIT

Total Senior Term Debt

39. ITonunHEHHBIN 0T Subordinated Debt

40. HedunancHpoB. IEHCHOH. Unfunded Pension

00s13aTeNbCTBA Obligations

41. OToXeHHBIC HAJIOTa (YacTh JI0JITa) Deterred Taxes (Debt
Portion)

42. BCEI'O OBSA3ATEJIBCTBA TOTAL LIABILITIES

COBCTBEHHBIE KAIIUTAJIbBI EQUITY

43. OtnoxeHHBIC HAJIOTH (YacTh COOCTB.
KAIIHT)

Deterred Taxes (Equity Part)

44, TTakeT akIIMA MEHBIITMHCTBA

Minority Interest

45. TlpuBunerupoBaHHbIE aKIIMKU

Preferred Stock

46. OOBIKHOBEHHBIE aKIIUN

Common Stock

47. HepacnpeieleHHbIE TOXOJIbI

Retained Earnings

48. (Axumu npyrue BBIKYTI, B Kacce)

(Treasure Stock & Other

Red.)
49. Yncrasa cTONMOCTDL Net worth
50. BCETO TOTAL FOOTING

-> Discuss the possible advantages of using spreadsheets. Arc there any disadvantages? Discuss the issue.
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Text 4

1. Skimming exercise

The text is divided into 8 logical parts. Define the best suitable for each logical part:

a) Accounts Receivable

b) Inventory

¢) Other Current Assets

d) Concept of Current Assets
e) Notes Receivable

f) Marketable Securities

g) Prepaid Expenses

h) Cash

Analysis of current asset accounts

I

Current assets are commonly defined as assets that will be converted to cash by normal operations of the
firm within a period not to exceed one year. This definition came from the agricultural background of a one-
year operating cycle. That is, from seed to cultivation to harvest to sale, most growing of crops takes place in a
one-year cycle. This cycle distinguishes these one-year assets from those, like the barn and plow that obviously
hung around for far longer. In this accounting model of the world, horses were inventory only to horse dealers;
common fanners would carry their horses as fixed assets.

A topical controversy in the accounting field is how current is current? For example, tobacco
growers/processors/companies are permitted to carry tobacco as current inventory, though tobacco remains in
process for periods substantially in excess of one year. Liquor producers are another example. Because one-
year period has many exceptions, when studying certain industries, analysts should be on the lookout for
assets that do not meet the criterion.

Current assets are discussed below as they are shown on the balance sheet, in order of their fungibility and
liquidity-cash first, followed by marketable securities, accounts receivable, inventory, and prepaid expenses.

II

In keeping with the priority of liquidity, cash is listed first on the balance sheet. Companies can hold cash
in various forms, some of which are restricted for special purposes. For example, some companies may keep
only a small amount of petty cash on the premises to take care of small disbursements that cannot be paid by
check or credit card. Retailers require more cash to be on hand for making change, therefore, their high cash
position may not be an advantage.

Cash is most frequently represented by deposits in checking accounts that are available for use in a
company's operations or in temporary interest-bearing investments. In analyzing a company's cash account, the
availability of the cash is the most important consideration. For example, restrictions may apply if interest-
bearing deposits arc pledged against debt. Thus, if a company pledges its accounts, the cash becomes
unavailable for daily operations. Compensating balances, which may be required for support of bank credit
facilities, may also be unavailable for operations.

A company with foreign bank accounts may find that other governments make it difficult to transfer
deposits to domestic operations. Moreover, deposits of foreign currency are subject to exchange fluctuations,
and funds borrowed for construction purposes may be restricted. In assessing the assets available to a business,
carry as a noncurrent asset cash that is not readily available. The amount of time that elapses between the
disbursement and collection of cash (for example, between purchasing inventory or paying expenses and
collecting accounts receivable) helps determine a company's cash, requirements.

In summary, low or restricted cash balances increase the risk of insolvency, the inability to pay bilk as
they come due.

III

The second category of assets on a balance sheet is marketable securities. Companies often invest their
excess cash temporarily in certificates of deposit, bankers' acceptances,, U.S. government securities, or high-
grade corporate-commercial paper. These investments earn income in the form of interest until cash is needed
in the business. Analysts should carefully analyze the current value of a company's marketable securities
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account as well as its types of investments and their relative liquidity. To have the full confidence of the
analyst, these securities should

¢ Dbe readily marketable.

¢ have a short term to maturity, and

¢ pose no risk of losing principal.

Other securities do not meet these criteria. If management claims to have temporary investments in securities.
even including stock traded on a major stock exchange, stocks that are not actively traded, slocks in closely held
corporations, and stocks held in affiliates, these investments are classified as marketable securities by
accountants. For the credit analyst, they should be classified as "other assets" and carried noncurrent for the
following reasons:

¢ Stocks are subject to wide swings in value.

¢ Stocks may be being held to further the in vestment interests of management; they could end up as the
first step in an acquisition and otherwise be indicative of long-term interests.

¢ Stocks represent ownership interest in corporations, not in assets. In case of a problem, stock owners
receive proceeds only after all creditors are satisfied.

These stocks should not be carried as current marketable securities on the balance sheet. However, unless it
is large, this account is normally not a significant consideration in financial statement analysis.

v

When a company sells merchandise or services on credit, it provides payment terms that allow the purchaser
to pay within a specified time and may offer a discount as incentive for early payment. Credit sales are shown
as accounts receivable on the balance sheet until they are collected. Other receivables, such as those created by
credit extended to company officers, employees, or affiliates and by sales of other assets, should not be included
in this account, which is reserved for trade accounts receivable.

Both the size and quality of this balance sheet account are of prime interest. The size of a company's accounts
receivable is influenced by

¢ the amount of credit sales,

¢ the company's credit terms and collection
policies, and the

¢ customers' payment habits.

The more liberal the credit terms offered, the larger the accounts receivable will be. For example, suppose
a company's sales total $30,000 per month, its terms are net 30 (that is, payment is required in 30 days), and
all its customers pay within the established time frame. The company's accounts receivable will never exceed
$30,000. However, if the company were to extend terms to 60 days, its accounts receivable could easily double
to $60,000. Increasing terms always increases the likelihood of loss because of the possibility of unexpected
events occurring. For the same reason, lax collection practices tend to result in delayed or lost payments. In
the last example, if the company ignored overdue accounts and allowed customers to pay in 90 days rather
than within the stipulated 60-day terms, its accounts receivable could increase by another $30,000 to $90,000.
Liberal extension of credit to noncreditworthy customers or lax collection policies can undermine the quality
of a company's accounts receivable.

A lagging economy can also result in slowed payments on accounts receivable. When an overall downturn
in economic activity occurs, companies generally earn less profit and their liquidity is reduced. A chain
reaction of slowed payments results as companies paid more slowly by their own customers, in turn slow their
payments to creditors. Since a company's liquidity is reduced when its receivables convert to cash less
readily, less cash is generated for the business's operations.

If accounts receivable have increased rapidly, the income statement should be examined to see whether
there has been a corresponding increase in sales. If not, the increase in receivables may indicate credit terms
are being extended to stimulate sales.

From the lender's standpoint, accounts receivable normally represent a good source of collateral because
they generally are more liquid than the inventory which they replace. With a large customer base, the
repayment risk is spread out. And a company's credit terms give an idea of the approximate time before ac-
counts receivable convert into cash. Accounts receivable also represent good collateral because they can be
collected to repay debt.

Access to an aging-of-accounts-receivahle statement makes it easier to evaluate receivables. Studying this
statement is a means of determining the punctuality of a company's accounts in relation to the credit terms
allowed, the success of the company's collection efforts, and the overall quality of the accounts receivable.
The company should be able to supply a statement showing the aging of each accounts
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receivable, both individually and by category. This information is important because the older the
receivable, the less likely it is to be paid.

Companies should age their accounts periodically to monitor the quality of their receivables over time and
to spot current repayment trends. In many service industries, the accounts receivable should be broken out
into (1) completed work and (2) work in process. For example, a CPA firm may list accounts receivable for
audits in process as well as those that are completed. Analyzing several different agings of receivables for the
same company enables the analyst to detect whether the past-due receivables have become more current. If the
trend is negative, the analyst determines the causes and investigates what actions management has taken to
reverse the slowing trend.

A%

A note receivable is an outstanding note with a specific repayment agreement. Notes receivable are not a
normal part of the operations of most businesses, and thus usually do not constitute a significant asset account.
However, some businesses accept notes for the sale of merchandise. For instance, a heavy-equipment dealer may
accept notes with extended payment terms for the sale of large pieces of equipment.

If a note is not due within 12 months, then only the maturities due in the next 12 months are included
under the company's current assets. The remaining maturities are carried on the balance sheet as noncurrent
assets.

An evaluation of the quality of any notes begins with their payment status. If a customer took the note out to
pay a past-due accounts receivable, for example, then a collection problem already exists and the note may be
of questionable value. The company's liquidity is reduced if it cannot collect the note on a timely basis. If the
company's notes receivable start to become a significant account, the analyst should investigate the
company's credit policies.

The next step is to evaluate any built-in interest rate charged to the customer. Since GAAP assume that the
rate being charged corresponds to the market rate, only a sharp deviation will raise a warning. The problem
with this limited concern for the note-receivable rate of interest is that a rate lower than market can reduce the
value of this asset to the firm. For example, consider the automobile companies that offer 2.5 percent annual
rate of financing on a five-year car loan in order to induce potential purchasers. Clearly, the purchaser sees
this as an inducement for the same reason the lender would find the value of the note compromised below the
face value. In effect, the automobile manufacturer is giving a discount to the buyer and also reducing the value
of the note. By the way, in this case at least, the firms have had to account for these notes at a discount from
face value.

Companies can also assign notes as collateral. However, before a bank accepts notes as collateral, it obtains
financial information about the debtor to determine whether the note will be paid within its specified terms.

VI

Finished Goods Inventory

Finished goods are salable merchandise. For the retailer or wholesaler, finished goods have been purchased
for resale and constitute the vast bulk of the inventor. For a manufacturing company, the finished goods
inventory includes any finished products not yet sold, but it is primarily made up of the raw materials used in
the manufacturing process and the work-in-process inventories discussed immediately below. For service
companies, consumable supplies used in the business of providing a service are considered inventor), but are not
salable directly, so would be considered raw materials even though they would be finished goods for a retailer.
For example, replacement tires kept on hand by a trucking company would be classified as raw materials
inventory.

For a retailer or wholesaler, the risk that the finished goods inventory will not sell is primarily related to the
style sensitivity of the merchandise. JI manufacturer's finished inventory is subject to this same risk. Therefore,
an analyst should assess a company's inventory account in terms of the present and future marketability of its
inventory. Some kinds of merchandise have predictable and long-term marketability.

For example undergarments are staple items that tend to bold their value because they are a basic clothing,
item subject to continuous consumer demand, if, however, a company's inventory consists of trendy video
games that are subject to obsolescence, a sudden drop in market demand could render the inventors valueless. In
evaluating a company's inventory account, determine if it includes obsolete inventory that failed to meet market
demand. If so, the value of the company's inventory may be overstated. Obsolete inventory does not represent
liquidity for the company for good collateral value 1 or a leader to liquidate to repay debt.
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Whenever management decides to compete more aggressively by keeping inventory stock high, it takes the
risk that the demand for the product will suddenly drop. Sometimes companies keen large inventories because
obtaining supplies is difficult or entails lengthy waits before delivery, as is the case with orders from overseas.

Raw Materials Inventory

In addition to finished goods inventory, manufacturers typically hold some raw materials inventory to be
used in the manufacturing process. Analysts evaluate these inventory accounts on the same basis as they do
finished goods - that is, in terms of their marketability. The end use of raw materials determines their
marketability. If the raw materials have multiple uses and could be liquidated by being sold to various
manufacturing industries, their marketability is much better than that of a raw material used in a single
manufacturing process.

A large raw materials inventory account can result from speculation in inventory. A company may try to
hedge on prices by buying inventory in bulk at a low price in the hope of selling it later at a higher price or
avoiding having to purchase it a higher price in the future. If the price of the goods decreases unexpectedly
instead of increasing, a large loss may result. Often, companies are not in a position to hold onto excess
inventory because they need liquidity. Moreover, holding onto inventory can be expensive, especially during
periods of high interest rates, if bank financing is required.

Work in Process

This inventory is the most problematic from the lender's viewpoint; it may be very hard to salvage in case
of a liquidation. The amount of work in process inventory depends primarily on the length of the production
process. If the production process is short, then the value of the company's work in process will be small in
relation to its raw materials and finished goods inventories.

However, if the process is complex, as in manufacturing large or heavy equipment, then a more significant
proportion of a company's assets may be tied up in work in process.

Partially completed products not only require additional investment before they reach the value of finished
goods, but also usually have a market value that is less than the invested costs. Therefore, the lender should
assign a low value, if any, to work-in-process inventor,' for loan collateral purposes.

A company that makes customized products on order usually has a large work-in-process inventory and no
finished goods inventory since its products are delivered to the buyer immediately upon completion. Because
the general marketability of custom-made products is very low, a manufacturer should require substantial
deposits or progress payments while manufacturing the products in order to reduce the risk of custom orders
not being accepted. Custom-made inventory usually has little collateral value in the eyes of a credit analyst.

VII

Other outlays of funds that have neither produced benefits nor been expensed on the income statement are
capitalized into prepaid expenses. Examples of prepaid expenses include insurance premiums paid annually
and lease rentals paid in advance. Prepaid expenses probably provide little liquidity, although they do provide
a future reduction in current cash outlays.

Carrying the prepaid expenses in the current side of the balance sheet is probably best; unfortunately”
many companies combine prepaid expenses with current receivables due from officers and affiliates, which
are not very liquid. Thus, as a practical matter, the combined account is almost always carried noncurrent,
unless the analyst is able to separate the accounts.

VIII

Other current assets is usually an insignificant account. For example, an analyst would list an income tax
refund due in this account on the spreadsheet. As mentioned above, stock securities, which management may
have listed in the marketable securities account, may be carried here if management intends them to be
temporary investments only.

Cash-value life insurance, which represents

cash deposits built up in a whole-life insurance policy, is another item that might show up in the other
current assets account. A company can use this available cash in the business if the cash value is
unencumbered by a loan from the insurance company or other financial institution.

The insurance policy's real liquidity depends on the death of the insured. The analyst must determine who
is insured and the face value of the policies. The lender should also evaluate the adequacy of the insurance
coverage in terms of the importance of the insured persons to the company and the liabilities that would need
to be paid from the proceeds of the insurance policy.
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2. Scanning exercise
Scan through the text to find information:

a) Access to an aging-of-accounts-receivable statement;
b) Finished goods inventory;

¢) Cash-value life insurance;

d) The amount of work in process inventory.

3. Vocabulary Study exercise

Glossary

current assets

priority of liquidity

listed cash

deposits in checking accounts

a company's cash account

support of bank credit facilities
marketable securities

certificates of deposit

banker's acceptance

government securities

high-grade corporate commercial paper
to earn income in the form of interest
current value of a company's marketable securities account
to have a short term to maturity

the amount of credit sales

customer's payment habits

a lagging economy

an aging-of-accounts-receivable statement
a note receivable

finished goods inventory

raw materials inventory

work in process

prepaid expenses

other current assets

cash-value life insurance

a) find the following Russian word-combinations in Text 4 and translate them into Russian:

AKkTyanpHas mojeMuka 00 00JacTH OyXTaJlITepCKOTO yueTa; 0OCYKIaThCS B MOPSIIKE B3aNMO3aMEHIEMOCTH
" JIMKBUJHOCTHU; KOHBEPTHUPOBATHL B JACHCKHBIC CPCIACTBA, O)Z[HOJ'ICTHI/Iﬁ OHepaHHOHHBIﬁ UKJII; TCKYLIHUEC
AKTHUBLBI; OCPKaTh ACHCKHBIC CPCACTBA B PA3JIMYHBIX QJopMax; BBITJIATBI, IMPOU3BCACHHBIC YCKOM HIIU
erI[PITHOfI KapTOﬁ; OBITH NpeaACTaBJIICHHBIMKA B BHUAC AOCIMO3HWTOB Ha TCKYHNIUX CUYETAX; BPEMCHHBLIC
WHBECTULIMM TIOJ TIPOLIEHT; JEHEXHbIE CPEJCTBA, HEAOCTYIHbIE [JIi €XKEIHEBHBIX OIMepaluii;
KOMIICHCAIIMOHHBIE ~ OaJIaHChI; PBIHOYHBIC IIGHHbIE OyMard; BBICOKOJIMKBHIHBIC KOPIOPATUBHBIC
KOMMEpUYECKUE OyMarw; JACmO3UTHhIE CepPTU(UKATH, UMETh KOPOTKUN CPOK TOTAICHHsS;, IIMPOKO
oOpamaTbcsi Ha pBIHKE; OBITH MOATBEPXKICHHBIM OOJBIIUM KOJIGOAHHEM IICH; OBITh I[OKa3aTelieM
JIONTOCPOYHBIX WHTEPECOB; OTHOCUTHh K TEKYIIMM PHIHOYHBIM I[CHHBIM Oymaram B OaJlaHCOBOM OTHETE;
cdera JEOUTOPOB; KOJMYECTBO MPOJaX B KPEAWUT; CPOKH KPESAUTOB KOMITAHWH; 3aMEIUTh ILIATCIKU
KpEAUTOpaM; OTCTArOIas 3KOHOMUKA; BEKCENb NEeOUTOpPa; UyBCTBUTEIHLHOCTh TOBAPOB K MOJIC; TOBApHBIC
3amachl ChIPbS, HE3aBEPIICHHOE MPOU3BOJACTBO, TPOYHE TEKYIIHWE AKTHBBI; MPEIOTUIAYCHHBIC PACXOIbI
(Oymymmx pacxoJi0B); CTpaxOBaHHE KU3HHU B ICHEKHBIX CPEICTBAX.
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b) find the following English word-combinations in the text and translate them into Russian.

To be converted by normal operations; a one-year operating cycle; in the accounting model of the world; a
topical controversy in the accounting field; to meet the criterion; in order of someone's fungibility and
liquidity-cash first; to be listed first in the balance sheet; temporary interest-behaving investments; the
availability of the cash; to be pledged against debt; to become unavailable for daily operations; compensating
balances; to transfer deposits to domestic operations; to be subject to exchange fluctuations; to determine a
company's cash requirements; to be readily marketable; to pose no risk of losing principles; to be subject to
wide swings in value; to be indicative of long-term interest; to provide payment terms; to sell merchandise or
services on credit; to offer a discount as incentive for early payment; collection policies; an income statement;
to monitor the quality of someone's receivables over time; to spot current repayment trends; to reverse the
slowing trend; to be due within 12 months; to pay a past-due accounts receivable; to collect the note on a
timely basis; to be related to the style sensivity of merchandise; the general marketability of custom-made
products; to have little collateral value in the eyes of credit analyst; to be paid from the proceeds of the
insurance policy.

4. Discussing exercise

=> The text states that "whenever management decides to compete more aggressively by keeping
inventory stock high, it takes the risk that the demand for the product will suddenly drop". Do you
agree or disagree with this statement? Identify the major challenges facing management policy and
discuss the problem.

-> Discuss the ways in which "a lagging economy can result in slowed payments on accounts
receivable".

=> The text proves the statement "the more liberal the credit terms offered the larger the accounts
receivable will be". Discuss the disadvantages of liberal extension of credit policy.

5. Summarizing exercise

f) Sum up the main points presented in Text 4. Write the plan of the text in the form of
statements.
g) Develop your plan into the summary.

6. Translation exercise

Translate from Russian into English paying attention to special vocabulary. The following word-
combinations can be of use:

To use to account for inventory; to be tracked by the accounting system; the choice of the accounting
convention; to determine the collateral value; basic methods of valuing inventory; last-in, first-out (LIFO);
first"in, first-out (FIFO); to replace the used inventory; at current values cost; actual physical inventory; a by-
product of a method; to account for the inventory on the balance sheet; at older prices; to expense the old
inventory cost first; the current value of inventory on the balance sheet; to value inventory; the difference
between the FIFO and LIFO valuations; LIFO reserve; retained earnings; to balance the statement; to be made
somewhat complicated over time; inflation and growing inventories; average cost.

MeTox OIIeHKH TOBapHBIX 3aIIacoK

[IpunsaTOE MpaBWIIO ydeTa TOBAPHBIX 3allacOB HE MPENIOAraeT, 4TO KaKABIM MpeAMET TOBAPHBIX 3allacoB
(aKTHYECKH TNPOCIIEKHUBACTCS CHUCTEMOM OyXraiarepckoro ydera. BpiOop mpaBui OyXraaTepcKoro ydeTa
Tak)Ke Ba)KEH AJIS ONPENIEIeHNs IEHHOCTH UMYIIECTBEHHOT 0 3ajora. FIMEoTCs 1Ba OCHOBHBIX METO/Ia OLIEHKH
TOBAapHBIX 3aMacoB: "MOCIeIHUM MOCTyHA, epBbiM BBIOBLT" (LIFO) 1 "nepBrIM mOCTYIUII, TIEPBBIM BHIOBLT"
(FIFO). LIFO oTHOCHT K pacxolaM TeKyIlyro, HanOoJjee MO3AHIOI CTOMMOCTh TOBAPHBIX 3allacOB MOTOMY,
410 (prpMa I0JDKHA OyAeT 3aMEHUTh MCIIONb3yeMble TOBApHBIE 3amackl Mo TeKyuer croumocth. (Hamomuunm,
gTO (hakTHUecKue (PU3NYECKHUE TOBAPHBIE 3aMachl HE YUMUTHIBAIOTCS IMPH BHIOOpE MpaBmiIa OyXralaTepcKOro
yuera.) K coxanenuto, mOoGOYHBIM MPOAYKTOM 3TOTO METOAA SABISETCS TO, YTO TOBapHBIE 3amachl B
0aJaHCOBOM OTYETE YUUTHIBAIOTCS 10 CTAPBIM IIEHAM.

FIFO crauana ciichIBaeT cTapble TOBapHBIE 3aI1aChl; ITOT METO OTPpa)kae3 TEKYIYI0 LIEHHOCTh TOBAPHBIX
3amacoB B OajancoBoM oTdere. Ecim mpma ucnonsiyer LIFO npu orieHKe TOBapHBIX 3a11acoB,

38



aHAJMTHK JTOJDKEH HAWTH CHOCKY IO TOBapHBIM 3amacaM, KOTopas 1acT pa3fiudue Mexay oueHkamu mo LIFO
n FIFO. JlobaBpTe 3Ty pasHuily, u3BecTHyro kak pesepB LIFO. k ©OamancoBoii crommoctu LIFO B
KpynmHodopMaTHOW Tabnune, a Takke ngo0aBpTe paszaumuue Mexnay cymmamu FIFO uw LIFO k He-
pacmpeneneHHOMY JOXOAYy, 4ToOBl cOalaHcMpoBaTh OTYeT. TakuM o0pa3oMm OyAeT ompenesieHa TeKyluas
LEHHOCTh TOBapHBIX 3amacoB. C TeueHHEM BPEMEHH CHUTYallMsi HECKOJIBKO OCIOXHSETCS UHQIIIUed U
BO3pacTalOIMMH TOBapHbIMH 3anacaMy. CpenHss CTOMMOCTH SBIISETCS albTEPHATHUBOM, ONpEAeNsAIonieH
ctoumocTs 3anacoB Mexay LIFO u FIFO.

Text 5

1. Skimming exercise

Skim through Text 5 and identify which logical part deals with each of the following topics:

a) Due form Officers of Partners
b) Deferred Changes

¢) Fixed Assets' Cost Basis

d) Intangibles

e) Investments in Affiliates

f) Due from Affiliated Concerns

Analysis of Noncurrent Assets

The assets described up to this point are all classified as current assets. Noncurrent assets, in contrast, are
not expected to convert to cash within 12 months. The principal category of noncurrent assets is fixed assets.
plant and equipment. Other noncurrent assets are loans due from company officers and affiliates, investments
in other companies, deferred charges, and intangible assets.

Fixed assets include equipment, buildings, vehicles, tools, computers, office equipment, leasehold
improvements, and furniture - that is, any items of a fairly permanent nature that are required for the normal
conduct of a business. The fixed-asset account may be highly significant or small, depending on the type of
business. The valuation of fixed assets is an important consideration in analyzing this account.

Financial statements prepared in accordance with GAAP report the value of fixed assets at book value.
Book value is predicated on accounting conventions that carry assets' values based on their original historical
cost (the purchase price paid by the company) min-s allowable depreciation to date, Unfortunately, however,
historically based book values may be of little worth to lenders. Lenders are concerned primarily with
liquidation value - the amount that a company or creditor could realize if it had to disport of the assets
quickly. Most assets have substantially less value in liquidation than their market value, wind; is defined as
the price a company could reasonably expect to receive for an asset sold in the open market under normal
economic conditions. Thus the liquidation value of assets may be either more or less than their book value.

A company's efficiency depends on the cost-effectiveness of the equipment it uses. More-efficient
equipment may or may not reduce the cost of manufacturing products or providing services to a point that
replacing existing equipment is cost-effective. However, as less-efficient equipment nears the end of its eco-
nomic life, it may pay to replace it with state-of-the-art equipment. Old equipment can become
technologically obsolete because of new production methods or because more-advanced equipment comes
on the market. A company with inefficient equipment and the resultant higher costs may become less com-
petitive in its pricing, resulting in a decline in sales.

Specialized equipment may have a lower resale value than more-commonly used equipment. The
marketability of a company's fixed assets, rather than their book value (cost minus depreciation), determines
their value as collateral. Thus multi-use fixed assets have-higher collateral value than single-purpose fixed
assets, the actual value of which could be less than their cost or book value. For example, when a company
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incurs a large cost preparing a building to accept a highly specialized piece of equipment, it increases the cost
(book value) of the building. However, a prospective buyer who plans to use the building for a different
purpose will not want to pay extra for these added features

Any costs of improving a leased building-such as carpeting, special lighting, general renovations, and
decorating-are not expensed on the income statement, but are capitalized onto the balance sheet as fixed
assets and depreciated. However, these types of fixed assets, called leasehold improvements, usually stay
with the building and become the property of the building's owner should the company ever move to a new
location. For this reason, banks give leasehold improvements little or no value as collateral. It is not unusual
for leasehold improvements to constitute the major category of fixed assets for certain types of service
companies. One of the best solutions is for the analyst to sock to outside independent appraisers who have
achieved credibility in identifying the proper value range of an asset. If the borrower has completed a recent
appraisal of its physical assets, this can be an excellent starting point.

II

This noncurrent asset account represents a company loan to one of its officers or owners. Although they
are usually shown as accounts receivable on financial statements, such loans often do not represent a liquid
asset convertible to cash and available for business opera-lions. Company officers normally pay the company
last because they control the company. Therefore, all such loans are spread in the noncurrent asset category
and not in current accounts receivable.

The credit analyst should also determine why the loan was made and the prospects for repayment. For
example, an officer may haw-taken a loan from the company in lieu a salary or bonus. Tins loan is. in effect,
an expense not recognized by the company, thus improving its profitability. Moreover, the company officer
need not claim the loan as income, thus avoiding additional personal taxes, assuming the loan does not slay
on the books too long. An officer may even purchase stock in the company through the use of a note; this is a
sham, creating an asset account as an offset to an equity account. Valid loans to company officers should be
examined closely by the lender to determine whether the officer has sufficient personal liquidity to repay this
receivable.

III

Affiliated companies arc those related by common ownership, either one owning the other or both
companies owned by the same individual or other company. Amounts due from affiliates, like those due from
officers or partners, are usually disclosed as accounts receivable on the company's financial statements.
However, this receivable is frequently nonliquid because of the nature of the affiliation and the absence of
pressure to pay such debts. Therefore, an analyst should consider it as a noncurrent asset and also determine
its purpose. For example, the analyst should find out if

* normal sales exist between the companies, if

* one company has lent money to die other one, and if

* the affiliate has the ability to repay the receivable, regardless of the reason behind the account

If a company wants to borrow money from the bank m order to lend it to an affiliated company, obtain
financial statements on the affiliate as well as on the company in order to evaluate its ability to back up
repayment. Extensive intercompany borrowings or investments bear watching, particularly in a closely held
company where the distinction between the owner's and the company's finances may be blurred.

v

When one company owns less than 20 percent of another, the affiliate status of the two companies is not
necessarily recognized. Ownership of debt or equity may be carried in the long-term marketable securities
account. From an analysis viewpoint, it would be desirable to know the extent of management's involvement
in the investment. If a substantial block of assets appears in the marketable securities account, the analyst
should be stimulated to question the possibility of external involvement, consolidation, orde facto affiliation.

Ownership of from 20 percent up to 50 percent of the common stock of another company normally
requires the equity method of accounting for the investment. This method reflects the original amount of
investment in the affiliate in addition to the owner's accumulated share in the earnings or losses of the affiliate
since the investment was made. Any dividends that have been received are deducted from the investment.
Thus, this account represents the net historical book value of the investment. Any earnings or
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dividends will she', up as other income on the income statement. Unfortunately, accounting for an affiliate in
this manner can disguise how much the other firm can loose, because the investment cannot be reduced
below zero.

Since the most important issue is control or influence by management. GAAP require consolidation if
management controls the company or owns 50 percent or more of the company. Therefore, the analyst must
always be alert to the possibility that management is using GAAP for its own best interests.

A%

Deferred charges usually represent services that have already been performed and on which payment has
been made, carried in accounts payable, or accrued. However, even though there is Hi tie or no possibility of
re-fund, these expenditures have been capitalized and not yet expensed. This happens because GAAP's
accrual accounting wishes to match the outlay's expense to the future anticipated benefit. An obvious
example would be a fee paid to a banker for committing to a three-year revolving loan. Such a commitment
would provide value to the firm over the entire three years and perhaps should be expensed (charged against
income) over the three years.

The above examples show that the nature of deferred charges is different from that of prepaid expenses.
For prepaid expenses, either the services have not been performed or the products have not been delivered.
Prepaid expenses are more like a deposit, since cash lias been paid out against the benefits of future services
or products. Moreover, prepaids are usually refundable if the service or product is not used, and carrying the
value on the balance sheet evidences that. This is clearly not the case in deferred expenses, where the outlay
is irreversible and the service or product has been received. As a result, the company's balance sheet
overstates its assets and equity when these deferred expenses are incurred but not expensed.

Some companies show their start-up expenses as deferred charges because they will result in future sales
benefits. However, from a liquidation viewpoint, the value of start-up expenses is questionable.
Developmental expenses related to real estate, such as architectural fees and surveys, are usually carried as
deferred charges. Whether this account represents value in liquidation or liquidity foi operations depends
upon the company's prior track record. If the firm has consistently performed, capitalizing developmental
expenditures to better match them with the revenues produced is good practice. Such expenditures may
represent an intangible that could be sold to another firm. Thus, an analyst should thoroughly investigate any
sizable amount in the deferred charges account.

VI

Intangibles is one of the most misunderstood raid maligned accounts on the balance sheet. It is standard
procedure to categorize the whole account as a nonentity on bank spreadsheets, with the resulting reduction
of the net worth accounts creating a new one called tangible net worth. Deducting the intangibles from the
book net worth to produce tangible net worth compounds the problem of calculating net worth on the basis
of assets at historical cost. This procedure springs from an era when bunks financed primarily manufacturing
firms (hat owned substantial long-lived physical assets. Today, due to the rapid pace of technological
advancement, physical assets can lose their value more quickly than in the past. Meanwhile, intangible assets,
covering everything from intellectual copyrights to a favorable long-term lease contract, can have significant
value. Therefore, disregarding the intangibles account can obscure important information about the
company, its operations, and its real value in liquidation.

The failure of Cue Magazine illustrates how important intangibles can be. When Cue Magazine, a "what's
playing around town" periodical, went into bankruptcy, its primary salable asset was an intangible-the costs
that it could incurred to acquire its subscribers. Because it felt that it catered to a similar audience. New York
Magazine paid millions of dollars for Cue's subscription list so that it could enlarge its own list. However, an
intangible cannot appeal' on the balance sheet unless cash or other good and valuable consideration has been
given. Thus, curiously enough, while it could not exist on Cue's balance sheet, it legitimately appeared on
New York's.

To proceed in a proper evaluation, an analyst must find out what items are included in the intangibles
account, including patents, trademarks, or operating rights. Patents give a company the exclusive right to
manufacture a product. The intangibles account reflects only the purchase price of the patent or the legal cost
of recording internally developed patents, although the value of a patent for a highly successful product will
be far greater than these costs. A trademark represents the registered name of a product or service. Trade-
marks can be bought and sold or used in exchange for royalty payments. Again, the balance sheet account
reflects only the purchase price or legal cost of recording the trademark, although the current value of a
trademark may be far greater.
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Operating rights, special rights granted by government regulatory agencies, are required in certain
industries. For example, telephone companies, airlines, and television stations all must obtain operating rights
for their areas of business. Because companies can sell or lease these rights, the rights often represent a far
greater value to a company than is shown on the balance sheet. The balance sheet value of this right may also
be understated in terms of its liquidating value.

Many service companies have a substantial part of their net worth tied up in intangibles, and routine
removal will not accomplish much toward the objective of determining what these assets will bring in
liquidation. Instead, the analyst should put forth at least an equal effort in evaluating these assets as in
evaluating the physical kinds of inventory mentioned above.

Another intangible that frequently shows up on balance sheets is called goodwill, an accounting term used
for capitalizing acquisitions when the price paid to purchase another company exceeds the market value of its
physical assets. Goodwill represents payment in consideration of the acquired company's established
customer base, reputation, and future earnings potential. Again, traditional credit theory discards the
possibility of evaluating such a figure.

In theory, the amount a company pays in excess of book value when acquiring another firm should lose
value over time because the new owners will make their own imprint on the acquired firm. Therefore, CAAP
generally require amortisation, or gradual expensing over many years, of goodwill and other intangibles over
no more than forty years. However, management be given leeway an- intangibles that are less than 10 percent
of a company total assets. The JR.S takes the opposite approach and does not pc/init expensing of goodwill
until the actual asset acquired is sold again!

Today's analyst will eliminate many favorable lending opportunities unless he or she makes the effort to
evaluate intangibles.

2. Scanning exercise
Scan through the text to find information on four aspects:

a) Amounts due from affiliates;

b) Original historical cost of fixed assets;
c¢) Tangible net worth;
d) The nature of deferred charges is different from that of prepaid expenses.

3. Vocabulary Study exercise

Glossary

noncurrenl assets

fixed assets

book value

original historical cost

liquidation value

market value

cost-effectiveness of the equipment

to near the end of someone's economic life
to become technologically obsolete
marketability of a company's foxed assets
multi-use fixed assets

single-purpose foxed assets

due from officers or partners

current accounts receivable

due from affiliated concerns

amounts due from affiliates

affiliate status

equity method of accounting

deferred charges

prepaid expenses
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start-up expenses

from a liquidation viewpoint
intangibles

tangible net worth

patents

a trademark

operating rights

goodwill

a) find the following Russian word-combinations in text 5 and translate them into English:

BHeoOopoTHbIE aKTUBBI, OCHOBHBIC CPEJICTBA; OTIO0KEHHBIE IJIATEXH; KPEAUThI YIPABISIOIINM KOMIAaHUU
u (winanaMm; HeMaTepHAIbHBIE AKTHBbI;, CUET OCHOBHBIX CPEICTB; OLEHKM CTOMMOCTU OCHOBHBIX CPEICTB;
OBITH OCHOBAaHHOM Ha NEPBOHAYAIBHONW HCTOPUYECKOH CTOMMOCTM AKTHBOB; LIEHA 3aKyNKH, OIUIauCHHAs
KOMIIaHHMEH; 3a BBIYETOM AONYCTUMOM aMOpPTH3allM¥ Ha ATy OTYETa; MHTEPECOBATHCSA CTOMMOCTBIO NPHU
JUKBUIALMY; PBIHOYHAS IICHA; 3aBHCETh OT PEHTA0EIbHOCTH OOOpYIOBaHUS; CTaTh TEXHOJOTHYECKH
YCTapeBIIUM H3-32 HOBBIX METOAOB IPOU3BOJICTBA; TOBAPHOCTh OCHOBHBIX CPEACTB KOMIIAHHUU: ONPEIETATh
LIEHHOCTh KaK MMYIIIECTBEHHBIH 3aJI0T; MHOTOLIEJIEBbIE OCHOBHBIE CPEACTBA; CIENHATN3UPOBAHHBIE OCHOBHBIE
CpenCcTBa; HECTH OonblIMe 3aTpaThl MPH MOAT OTOBKC 3[aHUSl K YCTAHOBKE; 3aTpaThl Ha YIIydllICHHE
apeHZ0BAaHHOTO 3/IaHUS; CIY>KUTh MPEBOCXOJHON OTIPaBHOM TOYKOW; MOKa3aHBl KaK cyera JeOUTOPOB B
(MHAHCOBBIX OTYETax; BKJIIOYATHCA B TEKyl[We cyera JeOUTOpPOB; CYMMBI, INPHYMTAIOUINECS OT
aMIMMPOBAHHBIX JIMII; CTaTyC JABYX KOMIIAHUM; METOJl COOCTBEHHBIX KaIlMTaJIOB; MOKAa3bIBaTh HadalbHbIE
pacxolpl Kak OTJIOKEHHBIC IUIATEXKU; C TOYKHM 3PEHUS JHMKBUAALWHM;, MaTepHalbHas 4YHUCTas CTOMMOCTB;
BBIUMTAHUE HEMaTEePUAIbHBIX AKTUBOB M3 OallaHCOBOM YHCTOM CTOMMOCTH; ONIOCPOYHbIE (u3ndeckue
aKTUBBI, UTHOPHUPOBAHHE CUETA HEMATEPHAIbHBIX AKTHBOB; 3apETMCTPUPOBAHHOE HA3BaHWUE W3ICIUSA WIH
YCIIyTH; IIpaBa Ha BeIEHHE JESATEIbHOCTH; MATEHTHI; TOProBas MapKa; OyAyIinii HOTeHLIMaNl JOXO0/a; oIlaTa
C yYETOM YCTaHOBHUBILEHCS KIIMEHTCKON 0a3bl NPHOOPETEHHOH KOMIIaHHH.

b) find the following English word-combinations in the text and translate them into Russian.

The principal category of noncurrenl assets; the fixed-assets account; the valuation of fixed assets; to
report the value of fixed assets at book value; to be based on original historical cost; allowable depreciation
to date; lo be concerned primarily with liquidation value; to dispose of the assets quickly; in the open
market; under normal economic conditions; to depend on the cost-effectiveness of the equipment; to replace
something with state-of-the-art equipment; a company with inefficient equipment; a decline in sales; to
determine the value as collateral; to accept a highly specialized piece of equipment; to increase the book
value of the building; costs of improving a leased building; general renovation; to be capitalized into the
balance sheet as fixed assets; leasehold improvements; to look to outside independent appraisers; to be an
excellent starting point; to be shown as accounts receivable of financial statements; to be spread in the
noncurrent asset category; the prospects for repayment; to claim the loan as income; to avoid additional
personal taxes; to purchase stock in the company through the use of a note; valid loans to company officers;
as an offset to an equity account; the absence of pressure to pay such debts; to obtain financial statements on
the affiliate; extensive intercompany borrowings; to match the outlay's expense to the future anticipated
benefit; to show start-up expenses as differed charges; to deduct the intangibles from the book net worth; to
own substantial long-lived physical assets; to disregard the intangibles account; to obscure important
information about the company; to represent the registered name of a product or service; to give the
exclusive right to manufacture a product: to use for capitalized acquisitions; to exceed the market value of its
physical assets; the acquired company's established customer base; future earnings potential.

4. Summarizing exercise
a) Sum up the main points presented in Text 5. Write the plan of the text in the form of
statements.
b) Develop your plan into the summary.

5. Discussing exercise

=> The text is states that "one of the best solutions for the analyst is to look to outside appraisers".
Why? Provide your own reasoning.
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=> Discuss the advantages of the equity method of accounting.
-> Discuss the issue why disregarding the intangibles account can obscure important information
about the company , its operations, and its real value in liquidation.

6. Translation exercise

Translate from Russian into English paying attention to special vocabulary. The following word-
combinations can be of use:

To merit unsecured loans; stable cash flow; to determine debt payment capacity; to evaluate assets in
terms of ...; to provide a "back door" out of the transaction; cash flow analysis; in contrast to the idea; the
concept of going concern; from the collateral viewpoint; to be reviewed in terms of marketability; to add to
the firm's liquidity; an item's fungibility; to be converted into cash at market value; assets on the balance
sheet; to be presented in order of liquidity; to be sold and then collected; to be used with raw materials and
labor; to be unencumbered; to be pledged to other lenders; to affect asset quality; the controllability of the
assets; environmental or other regulatory risk; to take into account in seizing the asset.

Haxe Gomnpmne 0aHKM MMEIOT HEMHOTO 3aeMIIUKOB, KOTOPBIE 3aCIyKHBAIOT HEOOECIIEUeHHbBIE KPEIHTHI.
B To BpeMs, Kak HEKOTOPBIE KPEAUTOPHI MOJIAratoT, YTO HAJEKHBIN U YCTONYUBBIN MTOTOK JICHEKHBIX CPEICTB
SIBIIIETCSI — KIJIFOUYOM K ONPEIENIEHHIO CIIOCOOHOCTH BO3BpaIllaTh HOJITH, APYTHE KPEOUTOpPHI OIIEHWBAIOT
AKTHUBBI C TOYKH 3PEHUS MX IEHHOCTH KaK MMYIIECTBEHHOTO JOJTa, 00eCIeInBalomero "3aaHio0 18eps” 13
CHETIKH, €CJIH, aHaJN3 MMOTOKA ACHEXHBIX CPEICTB OKa3ajcs HETOAHBIM. B oTimume oT 3TOH HWeu, OTHUM U3
OCHOBHBIX MPUHIIUIIOB, PYKOBOISIIUX OyXTaaTepamH,, SIBISIETCS KOHIICTINS AeHCTBYIOIIETO PeIIpUsTHS.

C TOUkHM 3peHHUs aKTHUBBIL, JOJDKHBI PACCMATPUBATBCS C YYETOM HX pPEaJn3yeMOCTH WX Ha PBIHKE
(ctocoOHOCTH T00AaBUTH JTMKBUAHOCTH (pupMme). BaxkHON 4acThIO0 HAJIEKHOCTH IICHBI HIMYIIIECTBEHHOTO 3aJI0Ta
SIBIISIETCS INATIA30H UCHOIb3068AHUSA N3ACITHUS, TO €CTh MOJIE3HOCTh [T Npyrux. Kak mpuMep, MpOMBIIUICHHBIH
PEaKTUBHBIN CaMOIIET MOKET UMETh OTPAHUYCHHOE MUCIIOIB30BAHME JIJISI CTPOUTENST HEABMKUMOCTH B CITydae
cmazna B ATOH MPOMBINUICHHOCTH; OJHAKO, HE(PTIHAS KOMITAHUS MOXXET €r0 HCIOIbh30BaTh, €CIH, KOHEYHO,
HeT obO1ero cnana sxkoHoMuku Clpansl. [TouTn Bce MeeT HEKOTOPBIH JUAa30H UCTIONb30BaHus. Hanpumep,
LIeHa CyJHa MOXET 3HAUUTEIHHO yHacTh BO BpeMs CIaja MEXKIyHapOIHOW TOPrOBIM, HO KOE-YTO MOXKHO
BEPHYTh, TaK KaK OHO MOXKET OBITh Pa3pe3aHo Ha METAJLIOIOM.

Eme omHuM OCHOBHBIM (aKTOPOM B aHAIM3E IEHHOCTH SIBISETCS JUKBHIHOCTh. ODTOT TOKa3aTeib
M3MEpSET KakK OBICTPO aKTUB MOXET ObITh KOHBEPTHPOBAH B JICHEIKHBIC CPEJICTBA 110 MIIM OJU3KO K PHIHOYHOU
CTOUMOCTH. AKTHBBI B 0aJJAHCOBOM OTUETE MPEICTABICHBI B IMTOPSIKE UX JIUKBUJIHOCTH

*  JleOuTopckas 3a10KEHHOCTD, €€ MPOCTO HEOOXOIUMO TIOIYUHUTh;

* TOBapHBIe 3aracbl KOTOPEIC JOJIKHBL OLITH IIPpOJAaHbI U 3aTEM MOJIYYCHBI JCHEKHBIC CPEACTBA,; U

*  OCHOBHBIE CPENICTBA, KOTOPHIE TOJDKHEI HCIIOIB30BATHCS C CHIPhEM U pabodeil CUIToi, YTOORI
CO3J1aTh YTO-TO IOJIE3HOE, KOTOPOE MOCIE ITOIO0 JOHKHO OBITh MPOAAHO, a ACHBIH MOIYYEHBI.

* Hakoner, sxcniepTi3a akTUBOB JIOJIKHA TAKXKe ONPEENIUTh CIeAyIolIee:

* He 3aj0:KeHBbI JIM aKTHBHI (2 IMEHHO, HE 3aJI0KCHBI IPYTUM KpenuTopaM). XOoTsl 0OpeMeHEHHS He
3aTparuBaioT Ka4eCcTBO aKTHBA, OHU 3aTParvBarOT BOBMOXKHOCTh KPEIUTOpa HCIIOIB30BaTh
aKTHUB, €CJIM HEOOXOUMO.

* Hackombko OBICTPO aKTHB MOXKET TEPATh EHHOCTDh U3-3a M3HOCA, TIOJIOMOK M YCTapeBaHMUSL.

*  YmpaBusieMOCTh aKTHBA - MOXKET JIM OH OBITH JIETKO IMEepEeMEIIeH HIIN CIPATaH TPYIHBIM 3aeMIIH-
KOM.

e MmeeTcs M PUCK I OKPY KAIOIIEH Cpebl HITH JIF0OOH ApyToii 3aKOHOAATEITLHBIN PUCK,
KOTOPBIN KPEIUTOP IOJDKEH MIPUHATH BO BHUMAaHWE TIPH OBJIAJICHUN aKTHBOM.
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Text 6

1. Skimming exercise
Skim through Text 6 and identify the best suitable for each logical part:

a) Commercial Paper

b) Accruals

¢) Income Taxes Payable

d) Concept of Current Liabilities

e) Other Current Liabilities

0 Accounts Payable

g) Current Maturities of Long-term Debt
h) Notes Payable to Banks

Current Liabilities

Current liabilities are subject to the same questions raised before concerning how current is current . The
issue here is tied to the cash generating cycle of the firm, the cash budget. A company normally pays its
current liabilities (or short-term debt) when current assets are converted to cash.

A company's current liabilities may include notes payable to banks, commercial paper, accounts payable,
accruals, loan repayments to officers or affiliates, and current-year income taxes. Thus, this area is more
important for short-term loan analysis than for long-term loan analysis. The liquidity of the borrower's assets
and the relationship between assets and current liabilities may change significantly over a long period. To
pay snort-ten n liabilities, however, the firm will need to have sufficient cash on hand or convert assets to
cash quickly enough to nay the current liabilities as they come due. Thus, review of the timing of a liability's
repayment terms is the essence of debt evaluation.

From the loan applicant's viewpoint, the level of current liabilities, and especially their relationship to
current assets, is a sensitive point because borrowers know that bank analysis frequently focuses on it.
Therefore, borrowers take care to arrange the fiscal year end to occur at a time when short-term financing
needs will be the lowest. Think about suggesting to Macy's executives that they close the financial
statements on November 30. At that time of year, most of the retailer's assets are invested in inventory; the
retailer is just beginning to enter its busiest season, when 35 percent of its total sales occur in just 30 days.
Thus, short-term borrowings are bound to be high as the firm strains to provide the supply and variety of
merchandise demanded by its customers. Liquidity will look very low.

Before charge accounts were common, retail stores frequently made their fiscal year-end report on
January 31 (after an "inventory' reduction sale"). However, now that charge accounts are common, if stores
chose that alternative, their receivables would be unacceptably high. Therefore, most retail stores current ])'
release year-end statements either at June30 or July 31. These dates allow the stores to collect most of their
accounts receivable from their Christinas selling season and also to have low inventories (because July is in
their slowest quarter). The absence of accounts receivable and inventory permits the stores to use their cash
to pay down liabilities and present a financial statement that looks better than one with assets and liabilities
high relative to equity.

II

Notes payable to banks frequently represent the short-term financing of a company's current assets
(accounts receivable and inventory). A company with seasonal financing needs may have a seasonal line of
credit. For example, a retail company may use a bank loan to increase its inventory prior to Christmas. As the
company sells its inventory, it creates accounts receivable or cash. When these accounts are collected or cash
sales accumulate, the bank loan is repaid. Therefore, short-term bank debt may fluctuate, depending on when
in the cash conversion cycle a company prepares its balance sheet. Further, most lending institutions expect
that during the slow part of the year the borrower will evidence its nonseasonal self-sufficiency by paying
back all lines of credit. This period is called a clean-up period.

If a company's bank debt represents a seasonal or revolving line of credit, the analyst must determine its
terms, including payout requirements, if applicable. Since the company may have loans from more than one
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bank, the evaluation should cover the purpose, expiration date, interest rate, and security pledged on each
credit line. The evaluation should also assess the adequacy of these lines of credit for the company's needs. A
company may have asset-based financing, which is a term for loans secured by certain assets. Asset-based
financing is usually maintained at a set percentage level in relation to the assets financed.

Current corporate finance theory attempts to quantify the obvious tendency for firms that are rapidly
growing and are not seasonable to require permanent increases in inventories and accounts receivable. Such
firms do not earn sufficient profits to cover their growth requirements.

While some institutions have funded this requirement for inventories and accounts receivable with long-
term debt, thereby matching long-term funding with long-term needs, this may not.be the best solution. A
problem occurs because long-term loans usually have a built-in amortization rate, and this rate may not be
consistent with the rate of profits or cash flow needed to repay the loan, just as mentioned in the last
paragraph. Further, inventories and accounts receivable needs may continue to grow. While lines of credit at
one time were considered synonymous with seasonal borrowing, today banks offer a line of credit to support
accounts receivable where no clean-up period is expected and repayment at year end is expected to come
from renewal of the credit line or other refinancing. (Sometimes this type of loan is called a one-year
revolving credit.)

Ultimately, slowed growth and profits over a period of time should result in less use of the credit' line and
a gradual lowering of the credit-line amount each time it comes up for renewal. A credit line typically has
one year or less maturity, is secured by accounts leceivable al a minimum, and typically provides advances
made against a borrowing base. While, this is technically a mismatch of financing - short-term financing for a
long-term need banks prefer the control that a one-year

commitment provides, given that the companies using this type of service tend to be undercapitalized.

III

Commercial paper usually represents unsecured short-term borrowings from investors for up to 270 days
in amounts of $100,000 or more. This form of financing is usually only available to well-regarded companies
with an established credit rating (as conferred by such investment services as Moody's Investors Service or
Standard & Poor's). Another alternative is that a bank may issue a letter of credit to back the commercial
paper issue of smaller firms that cannot obtain such a rating. In any case, the credit rating agencies always
require open bank credit lines to back up outstanding commercial paper.

The incentive to use commercial paper is that firms usually pay lower interest rales than bank prime rates
for commercial paper.

From a legal viewpoint, commercial paper includes all publicly issued debt, and an analyst may
occasionally note this account title in the long-term section of the liabilities. Accountants usually do not make
mistakes on debt maturities, so in this event it is safe to assume that the legal definition is being used in
contrast to the financial one.

v

Trade accounts payable represent normal credit extended by suppliers for purchases of inventory and
services. Trade accounts payable owed by one company are shown as accounts receivable on its creditors'
financial statements. Find out the normal credit terms and then make a judgment about whemer the borrower
is showing the ability to take advantage of discounts, which may work out to be a high effective rate of
interest.

Accounts payable represent a permanent source of "interest free" funding for the company because, as the
company pays its accounts, financing always remains available for new purchases. If, however, a company
does not pay its accounts on a timely basis, its suppliers may refuse to extend it credit for new purchases.
The company then either has to pay cash or finds itself without a source of inventory to continue its
operations. Stretching the amount of time between making purchases and paying for them is referred to as
"riding the trade" and could indicate mismanagement or inadequate liquidity.

v

Accruals represent unpaid costs that the company has expensed through the income statement. These
expenses usually are those paid at regular intervals, such as salaries and wages, utilities, and withholding
taxes. For example, if a balance sheet is prepared in the middle of a pay period, the wages owed as of that
date are shown as an accrual.
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An analyst should look for significant amounts in this account. If a comparative analysis reveals any
unusual buildup, a liquidity crisis could be in the making. Accruals of prior quarters' withholding taxes are
especially crucial because of potential Internal Revenue Service priority to a company's assets. Most banks do
not lend money to companies with delinquent tax liabilities.

VI

Current maturities of long-term debt represent the principal portion of installment payments on long-term
debt due (annually, quarterly, or monthly) over the next 12 months. Unlike other current liabilities, which
depend on the conversion of current assets for repayment, these current maturities are usually paid from a
company's net cash flow. The analytical problem with this account is that some firms have cash flow or net
cash conversion cycles shorter than one year. This means that all of the other current asset and liability
accounts, mentioned above, will likely be of shorter maturity than this account. Ln the case of a food service
company, for example, the cycle could be as short as a week. Comparing the current maturities of long-term
debt for a whole year to those shorter accounts may be misleading with regard to the liquidity problems of the
firm.

Analysis of amortizing debt should include identification of its terms, conditions, security, and to whom it
is owed. Some loans are structured so that no principal repayments are made until the end when the entire
balance of the loan becomes due. An analyst must be alert to any such "bullet" loans or other "balloon"
payments (substantial and irregular principal repayments) in this account since they may require refinancing.

If refinancing is likely to be needed, the lender needs to determine the likelihood of such refinancing being
available.

VII

Income taxes payable represents the actual tax liability due, probably by the next tax payment date. The
tax liability shown in this account seldom matches the income tax expense from the income statement for
two reasons.

First, companies pay estimated income tax for the current year on a quarterly basis. Thus the year-end tax
liability is far less than the total lax liability, In fact, any taxes owed for previous quarters should put the
credit analyst on notice for potential IRS liens.

Second, the income-taxes-payable account does not include any of the noncurrent deferred taxes that may
be recorded on the income statement - as provision for taxes — but are not due since they are only a
theoretical liability for a future period. Taxes due on a deferred basis are recorded as a reserve item.

VIII

Other current liabilities are usually insignificant in relation to total current liabilities. This account is
usually made up of reductions to asset accounts as deferred or unearned income, unfilled subscriptions, or
deposits of some kind. For example, if a company manufactures custom-made or high-priced products, it
may require deposits before processing or shipping orders. Such deposits, which are classified as a current
liability, can be an important source of financing for these firms.

Any firm that operates under contracts and calculates its income on the percentage-of-completion basis,
like a construction firm, may have deferred income. Under percentage-of-completion accounting, profits in
excess of the originally budgeted amount are not recognized until the contract is completed. This can be an
especially harsh treatment for firms doing business with governmental bodies that traditionally are slow to
officially approve the completion of the contract. In some of these cases, a cash payment may even have
been made, but the income cannot be recognized. Assuming the contract is completed without unexpected
mishap, this liability will actually become part of net worth.

In liquidation, customer deposits can also affect the value of inventory', especially if the deposits were for

inventory in stock and a security interest was granted to the depositor. Cash held for year-end disbursement
to a profit-sharing plan would also be reported in this account.

2. Scanning exercise
Scan through the text to find information on 4 aspects:

a) A clean-up period;
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b) Loan applicant's viewpoint;
¢) Deferred income;
d) Asset-based financing.

3. Vocabulary Study exercise

Glossary
current liabilities
the cash budget
the cash generating cycle
a short-term debt
notes payable to banks
commercial paper
accounts payable
accruals
loan repayments to officers or affiliates
current-year income taxes
short-term loan analysis
long-term loan analysis
the liquidity of the borrow's assets
from the loan applicant's viewpoint
the short-term financing of a company's current assets
a seasonal line of credit
a short-term bank debt
nonseasonal self-sufficiency
a clean-up period
payout requirements
expiration date
interest rate
asset-based Financing
a built-in authorization rale
renewal of the credit line
a gradual lowering of the credit-line amount
to issue a letter of credit
credit rating agencies
trade accounts payable
purchase of inventory and services
a high effective rate of interest
"siding the trade"
to indicate mismanagement
inadequate liquidity
salaries and wages
utilities
withholding taxes
to reveal any unusual build up
a liquidity crisis
accruals of prior withholding taxes
potential Internal Revenue service priority to...
current maturities of long-term debt
installment payments of long-term debt
analysis of amortizing debt
to have deferred income
percentage-of-tompetition accounting
customer deposits
a profit-sharing plan

48



a) find the following Russian word-combinations in Text 6 and translate them into Russian:

Texymue 0OCTOATENBCTBA;  IMKJI  TOJNYYCHWs]  JCHEKHBIX  CPEICTB; OIO/KET  JICHEIKHBIX
CPE/CTB;0IIAUMBATh TEKYIIUE O005A3aTeNbCTBA, BEKCeNs OaHKaM; KOMMEpYECKHe Oymaru; cuera
KPEAUTOPOB; HAYUCIICHUS; BBIIUIATHI KPEAUTA YNPABISIONIAM MK (UIIMATaM; HAJIOTH Ha JTOXOJ TEKYIIEro
rojia; aHAJIU3 KPaTKOCPOUHOTO KPEANUTA; JIUKBUIHOCTh AKTHBOB 3a€MIIHMKA; COOTHOIICHUE MEXKIY aKTHBAMU
U TEKYIIUMH 00s3aTeILCTBAMH, BO3MOXKHOCTH JOCTATOYHO OBICTPO KOHBEPTHPOBATH AKTHUBHI B JICHBIU;
SIBIIATHCSL CYTHIO OIIEHKH JIOMOB; C TOYKH 3PEHHS 3asBHUTENS Ha KPEAWUT; YPOBEHb TEKYIIUX OOS3aTENbCTB;
YCTaHOBUTH KOHEI[ OIO/KETHOTO Tojla; MOTPEOHOCTH KPATKOCPOYHOTO (PHMHAHCHPOBAHWS; YaCTh AKTHBOB
PO3HHYHOTO TIPOJABIa; OOECHEeYNTh TOCTaBKYy M pPa3HOOOpa3We TOBAapOB; TOTOBUTH TONOBBIE OTYETHI;
OTCYTCTBHE CUYETOB JIEOMTOPOB M TOBAPHBIX 3aIacoB; KpaTKOCpOYHOE (PUHAHCHPOBaHUE TEKYIINX
AKTUBOB KOMITIAHWHW; KOMIIAHUS C TOTPEOHOCTSAMU CE30HHOTO (PHMHAHCHUPOBAHUS; HMETh CE30HHYIO
KPEAUTHYIO JIMHUIO; UCIIOIB30BaTh KPeIuT OaHKa; KOHBEPCHOHHBIN UK JCHEKHBIX CPenCTB
KOMIIaHHH; WCIBITHIBATE ~ MEKCE30HHOE CaMOO0ECIICUCHHE; TIEPUO]T MOAYUCTKH; BO3OOHOBISACTCS
KpeAWTHAsl JIMHUS; (UHAHCHPOBAaHUE, OCHOBAaHHOE Ha aKTUBaX; KPEWTHI, rapaHTUPOBaHHBIC
HEKOTOPBIMU  aKTHBAMH;, IOJJCPKUBATHCS HA YPOBHE YCTAHOBIICHHOT'O MPOIICHTA OT (PMHAHCUPYEMBIX
AKTHUBOB, COBPEMCHHAs TCOPHUS KOPIOPATUBHBIX (DMHAHCOB, KOJIMYCCTBCHHO  OIPEACIMTH  OYCBUIHBIC
TEHJCHLIUN TIOTPeOHOCTEH; WMMETh BCTPOCHHYHO BCTaBKY aMOPTH3allMHM; COOTBETCTBOBATH HOPME
npuObLIM;  TMOCTENCHHOE  IMOHIKEHUM CYMM  KpPEAMTOBAaHMS, TapaHTUPOBATh cueTa JACOUTOPOB IO
MHUHUMYMY; TIpeIyCMaTpuBaTh aBaHCHI, OIUIAY€HHBIC II0J CYMMY 3aMMCTBOBAHH; pacCcOTJacCOBaHWE
(mHAHCHpOBaHNUS; HEOOeCIIeUeHHOE KPAaTKOCPOYHOE 3aMMCTBOBAHNE OT KPETUTOPOB; C IOPUAMYECKON TOUKH
3peHus; TOProBbIe cdyeTa AeOMTOPOB; 3aKyIKa TOBAPHBIX 3aI1aCOB M YCIIYT; MMOKA3bIBATh KaK CUET eOuTopa
B (MHAHCOBBIX 00BEMaxX KPEAWTOPA; BBIACHATH HOPMAIlbHBIE CPOKH KPEAWUTA; TOCTOSHHBIE WCTOYHHUK
OecIpoleHTHOTO (PMHAHCUPOBAHMS; CIHCATh Yepe3 OTYET O J0XOJaxX; MOKa3blBaTh KaK HAYUCICHUS;
MIPHOPHUTET HAJOTOBOM CIY>KOBI 10 OTHOMICHHUIO K....; TEKYIUE IMOTANICHUS JOJTOCPOYHOTO JIONTa; UMETh
OTJXXEHHBIC JOXOJ; CTaTh YACTHIO YNCTOW CTOMMOCTH; TINIaH PACIpe/IeIICHUS MPUObLTH B KOHIIE TO/IA.

b) find the following English word-combinations in the text and translate them into Russian.

To pay short-term liabilities; to have sufficient cash on hand; to convert assets to cash; the timing of a
liability's repayment terms; the essence of debt evaluation; to be a sensitive point; to arrange the fiscal year
end; to be invested in inventory; percent of total sales; to provide the supply and variety of merchandise; the
absence of accounts receivable; to fluctuate; the cash conversion cycle; by paying back all lines of credit; to
represent a seasonal or revolving line of credit; to maintain at a set percentage level; in relation to the assets
finances; to qualify the obvious tendency for firms; permanent increases in inventories and accounts
receivable; matching long-term funding with long-term needs; to be consistent with the rate of profits;
against a borrowing base; a mismatch of financing; to represent unsecured short-term borrowing; to back the
commercial paper issue of smaller firms; to back up outstanding commercial paper; to be shown as account
receivable on creditors financial statements; to find out the normal credit terms; to take advantage of discounts;
to represent a permanent source of " interest free" funding; to pay accounts on a timely basis; to extend credit
for new purchases; to represent unpaid costs; to expense through the income statement; to be paid at regular
intervals; to be prepaid in the middle of a pay period; to be shown as an accrual; to look for significant
amounts in die account; to lend money to companies with delinquent tax liabilities; to depend on the
conversion of current assets for repayment; to be paid from a company's net cash flow; to be made up of
reductions to assets accounts; under percentage-of-competition accounting; to be granted to the depositor; for
year-end disbursement to a profit-sharing plan.

4. Summarizing exercise
a) Sum up the main points presented in Text 6. Write the plan of the text in the form of

statements.
b) Develop your plan into the summary.

5. Discussing exercise

=> The text states that the area of current liabilities is more important for short-term loan analysis
than for long-term analysis. Explain why and discuss the problem of short-term loan analysis.
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=>Discuss the problem o a mismatch of financing (short-term financing for a long-term need). What
are the advantages of a credit line?

=>Explain why comparing the current maturities of long-term debt for a whole year to those shorter
accounts may be misleading with regard to the liquidity problems of the firm.

6. Translation exercise
Translate from Russian into English. Try to use the following word-combinations:

quasi net worth; to fall on the right-hand side of the balance sheet; to be not clearly debt or equity; the issue
of committed annual payments and repayment dates; GAAP; to set up equity accounts; to be segregated from
net worth; foreign subsidiary currency revaluation reserves; complexity of the company's operations; to be
owed to some other entity; quasi net worth accounts; to interfere with the firm's debt repayment capacity; to
be spread as debt; to be debt in the strict sense; to be considered equity; to have a significant impact on ratios.

KBa3u yncras cTouMoCTh

Kesasu uucmas cmoumocms BKIIOYACT c4yeTa, KOTOPBIC JISKAT HA MPaBOM CTOPOHE 0aJlaHCOBOTO OTYETA,
HO HE SICHO, SIBJISIFOTCS JI OHU JOJTOM HJIM COOCTBEHHBIMH KalMTAJIaMH, TIOTOMY YTO BOIIPOC 00S3aTEIbHBIX
€XKETOJHBIX IIIaTeXel M aT BBIIUIATHl TPYAHO onpenenuTsb. B HekoTopeix ciydasx GAAP npenycMoTpeHs!
cueTa COOCTBEHHBIX KallUTajOB, OTIEJCHHBIE OT YMCTOW CTOMMOCTU AJsl ONpENeNeHHBIX IeNel, Togo0Ho
pe3epBaM MHOCTPAHHBIX OTAEJICHUH ISl IEPEOCHKH BaOTHL. YacTo, 9TH cyeTa co31aHbl, YTOOBI COOOLIUTH
YUTATETI0 OTHOCHTEIILHO CJIOKHOCTH OTIepalnii KOMIIaHWH, HE JaBasi MOHSATh, YTO (POHIBI 3aMMCTBOBAHBI Y
HEKOTOPOT'0 APYTOTO IOPUANYECKOTO JIHIIA.

AHaNUTUK OJDKEH TINATEIbHO HCCIEJOBAaTh CUETAa 3TOW KBA3W YMCTOH CTOMMOCTH, YTOOBI HE3aBHCHMO
OIIPEJENUTh MOTYT JIU OHU BIMATH HA CIIOCOOHOCTH ()MPMBI BBIIIAUMBATh N0ATU. ECiM OHU BIMSIIOT, TO 3TH
cueTa JOJDKHBI OBITh 3aHECEHBI B TAOJIMIy KakK JOJTI, JaXe NPH TOM, YTO OHM HE MOTYT OBITh JIOJIOM B
CTpPOTOM CMBICIE. AHAJIOTMYHO, €CIM 3TH CUYeTa HE BIMAIOT, TO OHH JOJDKHBI PAcCCMAaTPHUBATHCA Kak
COOCTBEHHBIE KalUTaJIbl. DTO MOXET UMETh CYLIECTBEHHOE BO3ACHCTBHE HAa KO3((HUIMEHTHI, BKIIOYAIOIINE
YHCTYIO0 CTOUMOCTb.

Text 7

1. Skimming Skim through text 7 and identify which logical part deals with each of the following
subtitles:

a) Subordinated Debt

b) Reserves

c) Concept of Long-term Liabilities

d) Contingent

e) Long-term Debt Covenants an Security

Long-term Liabilities

Long-term debt represents liabilities with maturities in excess of 12 months, h is usually used to finance
land, buildings, and equipment and occasionally to allow permanent increases in inventory levels and
accounts receivable. Purchasing another company or buying back a firm's stock off the market may also be
financed with long-term debt.

Previous distinctions between long-term debt (with maturities over live years) and intermediate-term debt
(with maturities of more than one year but less than live years) are combined on the balance sheet.

50



Distinguishing between them is less valuable today because the variety of long-term amortization terms
available makes the detailed study of these terms, while a more-complex process, more indicative of debt
capacity than merely determining the final maturity date. For example, traditional long-term debt did not
amortize over its term; today this debt would be called a bullet loan because it comes due all at once. Many
publicly issued bonds are structured in this fashion. Naturally, the strong firm that arranges such debt will
refinance it a couple of years before its maturity. The analytical problem is that the strength of the firm or of
the market may not permit such a refinancing and bring on a catastrophic crisis.

Except for the top-rated public firms, some amortization — repayment of a portion of the debt before
maturity — of long-term debt principal over the course of its maturity is almost always required. This
amortization schedule is of prime analytical importance. The analyst should prepare an independent schedule
of the principal repayments required by the reported debt. The resulting schedule should confirm that the
repayments are within the company's normal net cash flow expectations. If they are not within cash flow
expectations in any future years (frequently the amortization requirements are shown only for five years into
the future), discussions about refinancing should begin immediately.

Repayment of longer-term liabilities normally comes from net cash flow and not just from the conversion
of current assets to cash. Therefore, a company's long-term debt burden must be analyzed in relation to future

net cash flow. Again, debt analysis should cover the terms, purpose, interest rate, and security pledged for all
outstanding loans.

II

When a business incurs long-term debt, it usually enters into a loan agreement, which an analyst should
obtain. It will detail such provisions as terms and conditions of repayment, including default provisions. The
analyst must determine whether other creditors have restricted the company from incurring the proposed debt
or placed other restrictions on the firm, such as meeting certain ratio requirements. If the firm is near any of
the limits stated in the loan agreement — in the covenants - then negotiations with that lending institution
should begin with the object of obtaining a waiver of this restriction. Alternatively, the company may offer a
plan to allow it to properly maintain its required ratios.

The balance sheet or loan agreement may also distinguish between secured and unsecured debt. A secured
loan is one against which an asset has been pledged in case of default on the loan. If the current lending
institution is not the party secured, efforts may be made to join the other lending institution in a joint security
agreement. Otherwise, the asset's pledged status should be noted on the spreadsheet.

Occasionally, the borrower may sign a lending agreement covenant which stipulates that it will not pledge
its assets to any other party. This is called a negative pledge. Falling short of actually pledging collateral, this
technique gives the borrower greater freedom in disposing of or selling the asset without requiring individual
releases from the lender. The lender is protected because, assuming the covenant is properly recorded under
the Uniform Commercial Code, no other lender can presume to lake a lien on anything that it does not
directly finance. Indeed, if another lender does not file on directly financed assets within

Contingent liabilities can pose a significant threat to the viability of a company's operation. A prime
example of contingent liabilities causing problems is the potentially ruinous asbestos liability faced by Johns-
Manville Corporation. After the company filed for protection under the bankruptcy statutes, its shareholders
lost their investment in favor of plaintiffs in asbestos legal suits. The fact that the creditors were relatively
protected by this bankruptcy agreement demonstrates that senior creditors have an advantage.

Another category of contingent liabilities includes contracts undertakings, such as guarantees, contractual
commitments, and letters of credit. In the ordinary course of business, these are frequently referred to as
executory agreements or contracts. (Operating lease agreements are a special case of this type of contract and
were discussed above.) It is clear that these legal commitments can bankrupt a firm; here are some examples:

¢ For a construction firm, legal commit

ments could arise from a simple error in estimating costs on a particular job.

¢ For an importer, the signing of a letter of credit to import materials commits payment whether the

products shipped were the correct ones, were salable, or were otherwise usable.

¢ To enable a supplier to obtain credit,

large purchasers occasionally guarantee the obligations of the smaller supplier to assist the latter to
obtain needed working capital. Paying in advance would use up cash, but also would be reflected
on the balance sheet, while the contingency is not.

¢ In ajoint venture, a parent company, but less-than- 50-percent owner, may provide an earnings

maintenance agreement for creditors, but avoid the appearance of any notation on its own balance
sheet, since these agreements are considered contingent.
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The analytical problem is that contingent liabilities are not placed on the balance sheet because no specific
amount can be feasibly estimated. Nevertheless, careful reading of any contingency footnotes is still
important. Moreover, credit analysts must stay abreast of news events concerning their borrowers, their
borrower's customers and suppliers, the relevant industries, and any pending government regulations or
public policy issues that might affect a borrower. If a nonofficial estimate of the liability can be obtained, it
probably should be viewed cautiously.

10 days of delivery, the "spreading nonlien" takes precedence. If such a negative pledge al ready exists
with another institution, then the analyst should be aware that these assets would not be available to pledge
and would be valuable only to the general creditor pool m a bankruptcy.

111

Subordinated debt is a junior liability (usually held by company officers or affiliated companies) that can
only be repaid when specified debt obligations — the terms of the subordination agreement — have been met.

Entrepreneurs frequently lend funds to their companies, rather than finance solely with equity, because for
tax purposes subordinated debt pays interest, which firms can deduct as an expense. In contrast, no deduction
may be taken for dividends paid to common stockholders. From the bank's point of view, these liabilities
are the equivalent of equity. For example, a bank may extend a loan to a company only on the condition that
any debt held by the owner or other stockholders be subordinated to the bank debt. If debt is subordinated to
the bank, the bank should hold the original agreement and notes and thoroughly understand their terms.

On the other hand, the company may have publicly issued convertible subordinated debt: naturally, having
physical possession of the debentures, as noted above, would not be practical. Since the intention of the
investor in convertible subordinated debt may be to eventually convert the debt obligation to stock if the firm
does well, the concept just established in regard to having to repay the value of debt is abandoned. In the case
where the subordinated debt holders may be presumed to intend to convert their debt to stock, the bank may
wish to treat the debt as equity. This would be particularly likely if the stock price rises above the conversion
price on the debt.

While the holders of this security will be junior to the bank that is a senior lender, subordinated
debentures have certain entitlements to interest payments. Therefore, the analyst may want to look at whether
these entitlements would have a deleterious effect on cash flow.

For most cases, this aspect of subordinated debt forces analysts to retain the debt character of this account
because it is entitled to interest payments — and conceivably principal payments — no matter what the
profits are.

v

Contingent liabilities can pose a significant threat to the viability of a company's operation. A prime
example of contingent liabilities causing problems is the potentially ruinous asbestos liability faced by Johns-
Manville Corporation. After the company filed for protection under the bankruptcy statutes, its shareholders
lost their investment in favor of plaintiffs in asbestos legal suits. The fact that the creditors were relatively
protected by this bankruptcy agreement demonstrates that senior creditors have an advantage.

Another category of contingent liabilities in-' eludes contracts undertakings, such as guarantees,
contractual commitments, and letters of credit. In the ordinary course of business, these are frequently
referred to as executory agreements or contracts. (Operating lease agreements are a special case of this type
of contract and were discussed above.) It is clear that these legal commitments can bankrupt a firm; here are
some examples:

¢ For a construction firm, legal commitments could arise from a simple error in estimating costs on a
particular job.

¢ For an importer, the signing of a letter of credit to import materials commits payment whether the
products shipped were the correct ones, were salable, or were otherwise usable.

¢ To enable a supplier to obtain credit, large purchasers occasionally guarantee the obligations of the
smaller supplier to assist the latter to obtain needed working capital. Paying in advance would
use up cash, but also would be reflected on the balance sheet, while the contingency is not.

¢ Inajoint venture, a parent company, but less-than- 50-percent owner, may provide an earnings
maintenance agreement for creditors, but avoid the appearance of any notation on its own balance
sheet, since these agreements are considered contingent.
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The analytical problem is that contingent liabilities are not placed on the balance sheet because no
specific amount can be feasibly estimated. Nevertheless, careful reading of any contingency footnotes is still
important. Moreover, credit analysts must stay abreast of news events concerning their borrowers, their
borrower's customers and suppliers, the relevant industries, and any pending government regulations or public

policy issues that might affect a borrower If a nonofficial estimate of the liability can be obtained, it probably
should be viewed cautiously.

A%

A business's equity reserves represent a liability that will become due sometime in the future. Although
they, like contingent liabilities, are not a formal debt currently owed to a creditor, their cost has been
estimated by some method approved by GAAP and recognized on the balance sheet as a liability that will
theoretically become due sometime in the future. For example, losses on bad accounts receivable that have
not vet been recognized are estimated into a bad-debt reserve. Expensing through the income statement
creates and adds to the reserve; when the cost is actually realized, the reserve should be large enough that
additional expensing will not be required and current income will not be distorted.

Another example of using reserves, one that is currently newsworthy, is for corporations to discontinue
operations or offer substantial severance payments to encourage reduction of their staff. A reserve for
discontinued operations can be created if a manufacturer plans to discontinue a product line, especially it
equipment and other assets are unusable in its other processes and the company has to liquidate the
equipment for less than its book value. This liquidation may create a loss in an amount that the company can
reasonably estimate and recognize in advance. The company can expense the difference between the book
value of the equipment and the actual selling price through the income statement and create the reserve.

When it actually liquidates the asset, the company charges any loss to the reserve rather than to its
income statement. Although the reserve does not represent a liability actually owed, the fixed assets must be
spread so that they are reduced in value by at least the reserve amount. The fixed assets are then worth less
than accounting book value for collateral purposes. In the case of severance reserves, the outlay will have to
actually be paid in cash, but the reserve should be present for only a short time.

2. Scanning exercise
Scan through the text to find information on 4 aspects:

a) A negative pledge;
b) A bullet loan;

¢) Amortization (repayment of a position of the debt before maturity);
d) A business's equity reserves

3. Vocabulary Study exercise

Glossary

long-term liabilities

long-term debt

intermediate-term debt

variety of long-term amortization terms
abullet loan

publicly issued bonds

a portion of the debt before maturity
amortization schedule

an independent schedule of the principal repayments
conversion of current assets to cash

a company's long-term burden

terms and conditions of repayment
dclault provisions

in the covenants

long-term covenants and security
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a waiver of the restriction

a secured loan

in case of default on the loan

current lending

the asset's pledged status

a negative pledge

actually pledging collateral

to be recovered under Uniform Commercial Code
general creditor pool in a bankruptcy
subordinated debt

specified debt obligations

the terms of subordination agreement
to deduct as an expense

from the bank's point of view
equivalent of equity

to extend a loan to a company
publicly issued convertible subordinated debt
physical possession of the debentures
to be junior to the bank

a deleterious effect an cash flow
contingent liabilities

viability of a company's operation
legal suits

contracts undertaking

guarantees

contractual commitment

letter of credit

executory agreements

a businesses equity reserves

bad accounts receivable

a reserve for discontinued operations

a) find the follow inn Russian word-combinations in Text 7 and translate them into English:

JlonarocpouHsIii JOT; 0043aTeIbCTBA C MOTANICHUSIMH; ((MHAHCHPOBAThH MOCTOSHHBIE YBEITMYEHUH YpOBHEH
TOBapHBIX 3allacOB; CPENHECPOYHBIM IONT; pa3HOoOOpa3We MPHUMEHSEMBIX CpPOKOB JIOJNTOCPOYHOM
aMOpTH3alliH;, TPOCTOe ONpesesieHHe IaThl IONHOTO TMOTAIleHUs, IONT-AApO; Ioramath BCE Cpasy;
BBITTYIICHHBIE HA PBIHOK OONHTranuy; (GUHAHCOBOE COCTOSIHHE (UPMBI: aKIIWOHEpHAs ¢GupMa C BBICIINM
pedTHHTOM: TpaduK aMOPTH3AIlMH; HE3aBHUCHMBIH TpadWK BBIILIAT OCHOBHON CYMMBI; YUYTEHHBIA [OJIT;
NeXaTh B Tpelelax HOPMAIbHBIX OKHIAeMBIX TIIOTOKOB HYHCTBIX JEHEKHBIX CpPEICTB KOMITaHUH;
Hpeo6pa3OBaHHe TCKYIINUX AKTHBOB B ACHBLIU, 6peM$[ JOJITOCPOYHBIX o0s3aTenLCUn KOMIIaHUHW,; KPEAWUTHI B
000poTe; 0COOBIC YCIOBHS U TapaHTHH AOJNTOCPOYHBIX JIOJTOB; KPEAUTHOE COTTIAIICHNE; YCIOBUS HETUIaTeXa!
OTOBOPUTH OTpaHWYCHMs] Ma (UPMY; KPEIUTHOE COTJIAIICHHE; TpeOoBal b MOMICPKAHHE HEKOTOPHIX
KO3 (UIIUCHTOB; C IIENBI0 MOIYYCHUs OTKa3a OT OTpaHUYCHUS; HEOOCCIICUCHHBIN JIOJNT; rapaHTHPOBAHHBIN
KpEJWT; B CIyyae HEIUIaTeka IO KPEAWTY; SBISATbCS CTOPOHOH TOJIYYCHHS 3ali0oTa; B COBMECTHOM
COTJIAIIICHUH 3aJI0Ta; CTATyC 3aJI0OKEHHOTO aKTHBA; OTPUIATEIBHBIA 3aJI0T; ()aKTUYECKH WUMYIICCTBEHHBIM
3aJIoT, TIONYYeHHE OifIeTbHOTO OCBOOOXIEHHWS OT KpPEOUTOpa: 3apernucTpupoBartb 10 EmuHOMY
Kommepueckomy Komekcy; HalloXuTh OOpeMEHEeHHe: «paclpocTpaHeHHe HEeOOpEeMEHEHHWsD); OOLIUHA Tyl
KPEIUTOPOB TpU OaHKPOTCTBE; IOAYMHEHHBIN JIONT; MIIAJIINE O0S3aTeNbCTBA; COTNAINICHHUE O TOAYNHEHHH,
(MHAHCHPOBATh MCKIIOYMTENBHO dYepe3 COOCTBEHHBIE KAIHTalbl; BBIUUTATH KaK pPAaCXOIbl; SBISATHCA
OKBHBAJICHTOM COOCTBEHHBIX KAallUTAJOB; WMETh II€PBOHAYAIFHOE COTJalleHNe; KOHBEPTHPYEMBIi
MMOMYMHEHHBIA JTONT; KOHBEPTHPOBATH JIOJTOBOE 00S3aTENFCTBO B aKIMH; IEPKaTeN MOJIIMHEHHOTO JIOJITa;
HEKOTOpbIE ITpaBa B OTHOIICHUU BBITUIATHI POIICHTOR; YCIIOBHBIC 00sI3aTEILCTRA; yTPO3a )KU3HECIIOCOOHOCTH
KOMIIaHUH,; HOPUANYCCKUC O6H33T€J’IBCTB3; ImpocTas omnOKka B OIICHKE WITpaT, PE3CPBLI COOCTBEHHBIX
KaIlUTaJIOB; MOJICKATh OIlJIaTe KOTJAa-HUOYb B OyayIIeM; YOBITKH IO TUIOXMM CUeTaM Z[eﬁl/ITOpOB; pe3eps
Ha IIpeKpalieHue IPOrU3BOICTBA.
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b) find the following English word-combinations in the text and translate them into Russian.

To allow permanent increases in inventory levels; buying back a firm's stock off the market; to be more
indicative of debt capacity; to determine the final maturity date; to come due all at once; to be required by the
reported debt; to be within the company's normal cash flow expectations; to be shown only for five years into
the future; to be analyzed in relation to the future net cash flow; outstanding loans; to incur long-term debt; to
enter into a loan agreement; such provision as...; from incurring the proposed debt: to meet certain ration
requirements; to maintain required ratios; in a joint security agreement; to be noted on the spreadsheet; to
sigh a lending agreement covenant; to stipulate; to pledge someone's assets to any other party; without
requiring individual releases from the lender; to assume the covenant; to take lien on; to file on directly
financed assets; within 10 days of delivery; to finance solely with equity; to pay interest to be paid to
common stockholders; to be subordinated to the bank debt; to hold the original agreement; to have publicly
issued convertible subordinated debt; the intention of the investor in...; to convert the debt obligation to stock;
to treat the debt as equity; to rise above the conversion price of the debt; to have certain entitlements; to interest
payments; to file for protection; under the bankruptcy status; to be protected by bankruptcy agreement; a
simple error in estimating costs on; to become due sometime in the future; a formal debt currently owed to a
creditor; to be estimated into a bad-debt reserve; expensing through the income statement.

4. Summarizing exercise

a)  Sum up the main points presented in Text 7. Write the plan of the text in the form of
statements.
b) Develop your plan into the summary.

5. Discussing exercise

=> Do you agree with the statement that contingent liabilities can pose a significant threat to the viability of
a company's operation? Why? Discuss the problem of legal commitments that can bankrupt a firm.

= The text states that amortization schedule is of prime analytical importance. Why? Provide your
reasoning.

=> Discuss the advantages of a negative pledge. Do you agree that this technique gives a borrow greater
freedom? Why? Give reasoning.

6. Translation exercise
Translate from Russian into English. Try to use the following word-combinations:

A company's balance sheet; gaining a thorough understanding; to be the first step in; financial statement
analysis; general managerial policies; liability repayment terms; the relationship between debt and equity;
predict the consequences of...; to liquidate a substantial borrower; in terms of value and liquidity; the ability
to convert an asset to cash quickly; at or near market values; the company's debt repayment capability; the
need for collateral; to secure debt; an evaluation of each liability account; the current repayment
requirements of the company; to compare the bank's overall risk as a creditor with...; book values; real
values; the value of liabilities; to work diligently to protect equity; to repay the company's liabilities; to
represent ihe cushion between...; greater uncertainty in...; cushion to protect liabilities; absolutist statements
about leverage; to be tempered with references to cash flow; assessment of risk in the business's operations;
to spread a company's individual balance sheet accounts tender; the company's past balance sheets; absolute
changes in dollars; percentage change in the distribution of assets; a corporative analysis.

1. ITomrHOE TIOHMMaHNE OATaHCOBOTO OTYETA KOMITAHHH SIBIISICTCS TIEPBHIM IIAroM B aHaJHM3€ (PHHAHCOBOMH
OTYETHOCTH. 3Has THIT KOMITAHWH, TTPOMBINIICHHOCTH W OOIeH OpraHN3aTOPCKONW TMOJUTHKY, aHATHUTHK
KpeauTa JODKEH UMETh 00IIee peAcTaBIeHNe, KaK BRITISANT OaJTaHCOBBIM OTYET KOMITAHWH. PaccMaTpuBast
CTOMMOCTH aKTHBOB, CPOKH BBIIIJIATHI 00S3aTEIHCTB W OTHOMICHUS MEXIY IOJITOM M COOCTBEHHBIMHU
KanuTajlaM{d, KPEAWTHBIE aHAIUTHKH MOTYT JIy4YIlle TIPEACKa3bIBaTh ITOCICICTBHS HEOOXOIMMOCTH
JTUKBUIAIAHA KPYITHOTO 3aEMIIMKA, TIOTEPIIEBIIIETO HEYIady.
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2. OneHkKa KaXIOr0 cuYeTa aKTWBa 10 HMX CTOMMOCTH W JIMKBHIHOCTH (CIOCOOHOCTH OBICTPO
KOHBEPTUPOBATh aKTHB B JIEHE)KHBIE CPEJCTBA IO WM OKOJIO PHIHOYHOW CTOMMOCTH) TIOMOTAaeT aHAIUTHKY
KpeaWTa B OMpPEIEIIEHUH CIIOCOOHOCTH KOMITAHWH BBHITUIATHTH JOJT M TOTPEOHOCTH B MMYIIECTBEHHOM
3ajore, TapaHTupylomeM jaoiar. Kpome Toro, omeHka KakJoro cuera 0043aTelnbCTB TOMOTAeT OIPENeInTh
NOTPEOHOCTH BBHIIIAT TEKYIIMX JOJTOB KOMIIAHMM B CBSI3U C BO3MOXKHOCTHIO BO3HHKHOBECHHS HOBBIX
norpedHocTel (uHaHcHpoBaHus. OICHKa 00S3aTEILCTB KOMIIAHHMM OTHOCHTEIBHO CYETOB COOCTBEHHBIX
KaIlUTAJIOB T03BOJISIET aHAIUTHUKY KPEJUTa CPAaBHUTH MOJHBIA PUCK 0aHKa, KaK KpeIUuTopa, C PUCKOM, Tiepen
KOTOPBIM CTOUT UHBECTOP.

3. Cnemyer oco3HaBaTh, YTO, B TO BpeMs KaK CTOMMOCTb aKTHBOB KojeOiercs (YTO O03HA4YaeT, YTO MX
OanaHcoBasg CTOMMOCTb HE OTpaXkaeT PealbHON LEHHOCTH), CTOMMOCTD 0053aTeJIbCTB OOBIYHO HE KOIEOIeTCs
Tak cuibHO. COOCTBEHHBIE KaIllMTallbl Ba)XKHBI 1O ABYM IpHYWHAM. Bo-miepBBIX, Yem Ooiblliee CyMMBI
COOCTBEHHBIX KalWTAaJOB, TEM CTaparejbHEe BIaJeNbIbl OyAyT paboTaTh, YTOOBI 3alllUTUTH COOCTBEHHBIE
KalnTaibl ¥ BO3MECTUTh 0053aTeNhCTBA KOMIMAHUH. BO BTOPBIX, COOCTBEHHBIE KAIMTAIbl MPEICTABISIOT
coboit Oydep Mexmy 6aTaHCOBOW CTOMMOCTHIO aKTHBOB KOMITAHUH U C€ 00A3aTeIHCTBAMH.

4. Bornbmras HEYBEpEHHOCTh B IIEHHOCTH aKTHBOB MOJKET IMOTPeOOBaTh, YTOORI OOIBIINE Oydep 3arumar
obs3aTenbeTBa. OmHAko, aOCONIOTHBIC ITOKA3aTelMd phYara JOJDKHBI OBITH COpa3MEpPeHBI C ITOTOKOM
JICHEKHBIX CPEJICTB M OLICHKOW pHCKa B JeHCTBHUAX On3Heca. SIcHO, uTo OOJbIIOH peryar pabotaet Ha GUPMY
CO CTa0HMIBHBIMH JCHEKHBIMHU IOTOKAMH, TaKYIO KaK KOMMYHAJIBHBIC CITYKOBI.

5. Kak TONmbKO aHaIWTHK MPOAHATU3UPOBA M COCTABUT TAOJHIBI MHIMBHIYAIBHBIX CYETOB 0AJTaHCOBOTO
OTYET; KOMIIAaHUH, KPEAUTOP MOXKET HAYMHATH JeJaTh CPAaBHECHUS C MPOIUILIMUA OATaHCOBBIMH OTYETAMU
KOMIIaHWH. AHaTU3UpyiWTe U aOCONIOTHBIC W3MEHCHHMS B JIOJUIapaX, U TMPOLCHTHBbIE HM3MCHCHUS B
pacmpeielICcHUu aKTHBOB 0053aTENIbCTB M COOCTBEHHBIX KanmuTaioB. CAenaTh TaKKe CPaBHUTCIBHBIN aHAU3
CYeTOB 0ATaHCOBOTO OTYETa KOMIIAaHUH U BPEMEHHBIX TEHJCHIIUN CO CYETaMH IPYTUX KOMIIaHHH.

Text 8

FINANCIAL STATEMENTS FOR CORPORATE FORMS OF BUSINESS
ORGANIZATIONS

1.Pre-reading exercise.
Skim through the text and identify which logical part deals with each of the following subjects.

a) STOCKHOLDERS' EQUITY

b) FINANCIAL STATEMENTS FOR A CORPORATION
¢) CHARACTERISTICS OF THE CORPORATION

d) TYPES OF STOCK

e) RECORDING STOCK TRANSACTIONS

f) CORPORATE CAPITAL

o) SPECIAL FEATURES OF PREFERRED STOCK

A corporation has been defined as "an artificial being, invisible, intangible, and existing only in
contemplation of the law." Prior discussions have referred to the fact that certain forms of "personal
service" businesses are prohibited from adopting the corporate form of organization and thus must
organize as either sole proprietorships or partnerships. The reason for this prohibition relates to the
fact that limitations are placed on the liability of the owners of a corporation. This aspect will be
discussed in greater detail shortly.
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A corporation is a legal entity separate from its owners. A sole proprietorship and a partnership are
relatively unstable. A partnership has a limited life because of the dissolution that results from the
death or retirement of a partner or a change in the composition of the partnership. A sole propri-
etorship can also be looked upon as having a limited life since the death of the proprietor may result
in dissolution and liquidation, especially if certain specific skills are not available to the proprietor's
heirs.

With the exception of “personal service” businesses, practically any form of business may choose
to organize as a corporation Corporations may be classified as profit corporations or not-for-profit
corporations. A profit corporation engages in business activities and depends on profitable oper-
ations in order to continue in existence. A not-for-profit corporation includes -charitable,
governmental, philanthropic, educational, and recreational organizations that depend on contributions
from their members or on gifts or grants from public and private sources.

Profit corporations may be further classified as public corporations or close corporations. A public
corporation is a profit corporation whose ownership is widely distributed among the public, such as
the General Motors Corporation. A close corporation is a profit corporation in which the stock is
held by relatively few individuals, such as the immediate family of the individual or group of
individuals who organized and operate the corporation.

Corporations may consist of service businesses, retail businesses, manufacturing businesses, and
wholesale businesses. With the exceptions noted previously, practically any type of business may
organize as a corporation. Regardless of the nature or purpose of the corporations, they are created by
charter, in accordance with state statutes.

The primary difference in accounting for a corporation involves the capital of the organization. The
capital section on the balance sheet of a corporation is known as stockholders' equity. Stockholder's
equity represents the ownership of the assets of the corporation as shown by transferable-shares of
stock. The owners of the corporation are called stockholders or shareholders. A corporation is said
to have an unlimited life because ownership in the corporation is in the form of shares of stock,
which are easily transferable; thus, the death of a stockholder has no effect on the continuance of the
organization.

Although the stockholders are the owners of the corporation, they have no direct duties or
responsibilities in the running of the organization. This activity is the responsibility of a board of
directors elected to their positions by the stockholders. The directors then select a president and
other corporate officers to carry on active management of the business.

2

The primary source of corporate capital is the issuance of stock. The incorporators subscribe to
shares of stock in the corporation. The articles of incorporation state the classes and the quantities
of stock to be sold by the corporation. Sufficient stock is sold to permit the business to operate. The
shares of stock that the corporation is permitted to sell at the time of its incorporation and at future
dates are known as authorized stock. This is the maximum quantity of stock, of various classes, that
the charter permits to be sold.

Successful operation of the business should generate profits. The profits, or income remaining,
after the payment of corporate income taxes, may be retained in the business as an additional source
of capital. A corporation will pay dividends (distribution of corporate profits to stockholders) out of
after-tax dollars. These dividends will reduce the amount of earnings retained in the business.
However, since a corporation is not obligated to pay dividends, all of the after-tax earnings may be
retained by the business as a source of capital.

3

As stated earlier, the capital section of the balance sheet is known as the stockholders' equity. In
regard to this section, the balance sheet of the corporation is quite different from that of the sole
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proprietorship or partnership. All income not taken out of the other forms of businesses by the own-
ers is transferred to the respective owners' capital accounts. In a corporation, a distinction is made
between the investment made by the stockholders and the income retained by the corporation.

The following stockholders' equity section of a corporate balance sheet illustrates the difference:

Stockholders' Equity

Capital Stock
Common Stock $180,000
Retained Earnings 40,000
Total Stockholders' Equity $220,000

The capital stock section represents the investment made by the shareholders as a result of
purchasing stock. The retained earnings section represents the income, after corporate income tax,
that was retained in the business. This retained earnings balance will increase each year that the cor-
poration earns a profit and retains it in the business. If the corporation sustains a loss, a reduction in
the balance of the retained earnings account will result. The stockholders' equity section illustrated is
in its simplest form. The capital stock section would have to be expanded if various classes of stock
were sold (see the next section) or if other factors relating to the price stockholders pay for the stocks
were considered.

4

The articles of incorporation stipulate the quantity and kind of capital stock that will be sold by the
firm. There are two principal kinds of stock that may be issued: (1) common stock and (2) preferred
stock,

When more than one class of stock is issued, one kind is usually railed common stock. Common
stock gives the stockholders the rights in vote for the directors of the corporation, to maintain their
percentages of ownership in the corporation, known as preemptive rights, and to share in dividends;
also, in the event of liquidation they may share in the distribution of corporate assets. The term
"common" refers to the fact that the stock traditionally is sold at a price that can be afforded by
practically all investors, at least when it is first issued by the corporation.

Issued stock refers to stock that is sold by the corporation and is in the hands of the shareholders.
When common stock is traded on the open market, the price of the stock will vary based on supply
and demand and other factors, such as the successful operation of the corporation. Common stock, as
well as other classes of stock, is usually assigned an arbitrary money value known as par value. This
par value is printed on the stock certificate, but does not necessarily represent the price for which the
stock was sold by the corporation, which may be higher or lower than the par value. Stock may also
be issued without par, in which case it is known as "no-par" stock. Some states require that no-par
stock be assigned a stated value by the board of directors. The effect of this action is to cause a
stated value stock to be similar to a par value stock in its treatment.

The second class of stock that a corporation may issue is generally known as preferred stock. The
purchase price of preferred stock is usually higher than that of common stock. Preferred stock also
has a par or stated value assigned to it. The difference in cost between common stock and preferred
stock can be seen in their par values. A corporation may assign an arbitrary par value to its common
stock of $10 per share, and a $50 par value to its preferred stock. Although purchasers will not
necessarily pay the par value in either case, this example indicates the substantial difference in the
anticipated selling prices of the two types of stock. A corporation may oiler different categories of
preferred stock based on the benefits that each class provides to stockholders.
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The term "preferred" indicates that there are certain advantages to owning this class of stock that
justify the higher price. The following characteristics of preferred stock should be noted when
deciding which class of stock to invest in:

1. Dividends are stated as a percentage on the face of the preferred stock certificate and are
distributed to all classes of preferred stock before distribution to common stock. If the certificate
indicates cumulative preferred stock the corporation is obligated to pay dividends to preferred
stockholders for past years before distribution to common stockholders. If in past years a corporation
has been unable to pay dividends, or has merely decided not to, then the arrearage for those past
years, as well as current dividends, must be paid to the preferred stockholder before the current year’s
dividends can be paid on common stock. If the certificate indicates noncumulative preferred stock,
then any dividends not paid at the end of a given year are lost. In a year in which dividends are paid
there still exist preference rights for the preferred stock. Cumulative rights will obviously cause this
form of preferred stock to be more costly to the investor than noncumulative stock. Many
corporations refrain from offering noncumulative stock because of the disadvantage in the possible
loss of dividends.

2. Preferred stock may also have a provision for participation in the dividend distribution beyond
the stated dividend percentage on the certificate. Participating preferred stock participates dollar-
for-dollar with the common stock in any dividend paid in excess of the stated rate on the preferred
stock. Generally, when there are adequate funds to pay both preferred and common dividends, the
common dividend is paid at the same rate as preferred. Any additional distribution is shared by the
common and preferred stockholders based on a ratio of the number of shares of each class of stock.

3. Most preferred stock has what is known as a callable provision. At the option of the issuing
corporation, the preferred stock may be bought back by the corporation at the stated price, usually
above the original purchase price. The callable provision will be stated on the stock certificate. A
corporation (usually when organizing) issues callable preferred stock, in addition to other classes of
stock, in order to be able eventually to buy the stock back when profits are adequate to do so. The
callable provision is exercised at the discretion of the corporation.

4. In the event of liquidation of the corporation, the preferred stockholders are entitled to receive a
distribution of the assets of the corporation after the settlement of all outstanding obligations to
creditors. The preferred stockholder "stands" behind the creditors, but in front of the common
stockholder in the distribution upon liquidation. Preferred stockholders are entitled to payment in full
of the par value of their stock, or even a higher stated liquidation value, before any payment is made
to common stockholders. Also, if the stock is cumulative preferred, any arrearage must also be paid
before payment to the common stockholders.

5. A provision less commonly found in a preferred stock indenture is a conversion clause, which
permits the preferred stockholder to convert this stock into common stock. This provision makes the
stock more attractive to future investors. The stock certificate indicates the conversion ratio. Should
the company prosper and the value of the common stock increase, the holder of preferred stock may
exercise this conversion privilege and benefit from the increased value of the company's common
stock.

A final characteristic of preferred stock should be mentioned: preferred stock, regardless of its
class, lacks voting rights. The advantage to the corporal ion in Issuing preferred stock is that capital
can be raised without granting preferred stockholders control of the corporation through the election
of the board of directors. Common stock is the only class of stock with voting rights.
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As stated previously, the articles of incorporation set the number and classes of stock that a
corporation may sell. The number of shares of stock that the charter permits to be sold constitutes the
authorized shares. When all or part of the authorized shares are sold, these shares are said to be
issued. The shares remaining in the hands of the stockholders are known as the outstanding stock.

From time to time a corporation may, in addition to selling shares, go into the open market and buy
back its own previously issued shares. Such shares become known as treasury stock. The difference
between the number of shares issued and the number outstanding represents treasury stock. When a
corporation buys back its own stock, the stock loses certain rights that the traditional stockholder
enjoys. Treasury stock does not share in dividend distributions and, if the stock is common, voting
rights are lost as well.

Entries on the corporate books are made only when the following kinds of stock transactions lake
place:

1.Corporate sale of authorized stock.
2.Corporate purchase of its own stock in the open market.

3.Corporate sale of treasury stock.

All forms of business organizations prepare financial statements at least once a year. These
statements are required by the various governments (federal, state, and city) for income tax purposes.
Business firms, as well as other interested parties, utilize the information provided by these
statements.

The income statement for a corporation is identical to that of a sole proprietorship and a
partnership.

Since the ownership of a corporation is in the form of shares of stock, no statement of capital is
prepared. Income earned by a corporation and dividends paid are reflected in an account entitled
"Retained Earnings." It becomes necessary, therefore, for a corporation to prepare a retained earn-
ings statement, which shows the changes in retained earnings from the, beginning of the accounting
period to the end of the accounting period.

(from “Accounting” by Peter J. Eisen)

2.Scanning exercise
Scan Text 8 to find information for aspects:
a)Preemptive rights
b)Dividends
c)Stockholders’ equity
d)Cumulative preferred stock

3.Vocabulary study exercise
Glossary

articles of incorporation
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authorized stock

board of directors

callable stock provision
close corporation
conversion clause
cumulative preferred stock
dissolution

incorporators

issued stock

liquidation
noncumulative preferred stock
not-for-profit corporation
outstanding stock
participating preferred stock
par value

preemptive rights
premium

profit corporation

public corporation
shareholder

sole proprietorship

stated value

stockholder

treasury stock

unlimited life
a)Match the following notions with the correct definitions or phrase:

1. is the ownership of the assets of a corporation as evidenced
by transferable shares of stock. On the balance sheet, the stockholders' equity section consists of

the stock sold by the corporation and the retained earnings (income retained by the corporation).

2. A corporation is a/an existing only in contemplation of
the law.
3. The formation of a corporation requires the to file

shares of stock to be sold.

4. At the top of the organizational structure are the , who elect
the to oversee the operations of the organization.
5. The board, in turn, appoints a president and other , who are

responsible for the day-to-day operations.

that stipulate the nature of the business and the number and kinds of
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6.  Corporate stockholders have certain rights unique to this form of business organization:
voting rights, , the right to receive a distribution of earnings or the
corporation in the form of dividends, and the right to receive a pro-rata share of the assets in the
event of .

7. There are generally two classes of stock that a corporation may issue:

and .
8.  The arbitrary assigned to preferred stock is usually considerably
higher because of certain features of the stock.
9.  Although does not have voting rights, it may be
participating and cumulative with regard to dividends. Also, the
indicates the dividend obligation of the corporation on its
face.
10. In the event of , the preferred stockholders are entitled to
any dividend in arrears, and to a return of their investments before common stockholders are paid.
11. Of the two classes of stock, has a considerably greater

number of shares authorized because its lower par value makes it affordable to more investors.
12.  The number of shares of a particular class of stock that may be sold is said to be
" " and the stock that is actually sold is said to be

" n

13. acquired by the corporation is reduced from the stock
originally issued.
14. The remaining in the hands of the stockholders is said to be

" "

15. Regardless of the class of stock sold, any funds received from the sale in excess of the par
or stated value are recognized as a/an and recorded as an addition to
the paid-in capital section of the .

16. If the stock is sold for less than the par or stated value, the deficiency is recorded as a/an
, which is a reduction in paid-in capital.

a)stockholders; board of directors
b)common stock; preferred stock
c)preferred stock; stock certificate
d)stockholders' equity
e)executive officers

f)preemptive rights; liquidation
g)artificial being

h)authorized; issued
i)Incorporators; articles of incorporation
J)par value

k)common stock

[)corporate liquidation

m)net stock; outstanding
n)discount,

o)treasury stock

p)premium; balance sheet



b)Define the advantages and disadvantages of the corporation and compare them with those of
the partnership

1. A professional management staff separate from the owners.

2. A separate legal existence that permits the acquisition and disposal of assets in the corporate
name.

The cost and difficulty of organizing the corporation.

The separation of ownership and control of the firm.

Limited liability for the stockholders to the extent of their investments in the organization.
The higher rate of taxation on the corporation.

Virtually unlimited ability to raise necessary capital.

Unlimited life that is not affected by changes in corporate ownership.

® ® xS hw

Governmental regulation of the creation of the corporation, issuance of stock, and operations
of the organization.

10. Negotiability of stock.

4.Discussing exercise

1.Prepare a list of ten assets that you personally own. Don’t forget that an asset must be owned
and have money value. Prepare a list of ten assets that a business organization would own.
Provide comparative analysis.

2. Ms. Jones began a business on April 1, 2009, contributing to the business the following
assets: Cash, $3,000; Office Supplies, $275; Office Equipment, $700; Furniture, $2,100.
What is the total value of the assets that Ms. Taylor contributed to the business? What is the
value of Ms. Jones’ ownership (capital) in the business?

3.Two advantages of the corporate form of organization are practically unlimited ability to raise
capital and (a) lack of governmental regulation of activities (b) unlimited life (c) lower rate of
taxation on corporations. Choose the right version.

4.The primary difference in the accounting for a corporation, as opposed to a sole proprietorship
or a partnership, lies in the area of (a) income (b) capital (c) liabilities. Choose the right
version.

5.If a corporation is liquidated, after creditors are paid, a return on investment is made first to the
holders of (a) common stock (b) preferred stock (c) treasury stock. Choose the right version.

6.The corporate form of organization cannot be adopted by certain forms of (a) charitable
organizations (b) retail businesses (c) "personal service" businesses. Choose the right version.

7.The income earned by a corporation and the dividends paid are shown in an account entitled (a)
"Common Stock" (b) "Retained Earnings" (c¢) "Stockholders’ Equity". Choose the right
version.

5.Summarizing exercise

a)Sum up the main points and concepts presented in Text 8. Right the plan of the Text in
the form of statements.

b)Develop your plan into a summary.
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Text 9

1. Skimming exercise

Skim through the text and (hid out it the best subtitle for each of the logical parts:

a) Claims;

b) Fire and accident insurance;
¢) Marine insurance policies;

dj Insurance procedures;

e) Lloyd's of London

Insurance: an overview

Companies and individuals protect themselves against loss, damage, or injury by taking out insurance
policies, which are contracts against possible future risks. The usual process of insuring a business or oneself

is as follows:

A proposal form is completed by the firm or person who wants insurance cover. This tells the insurance
company what is to be insured, how much the policy is worth, how long it is to run, and under what conditions
insurance is to be effected, as the policy may not automatically cover the insured against all risks.
Underwriters, who will pay compensation in the case of a claim, then work out the premium, i.e. the price of

insurance.

The premium is usually quoted in pence per cent, i.e. pence per hundred pounds. This means that for every
£100 of insurance you will have to pay x pence. So if you insure your stereo for £800 at 25p%, you will have

to pay £2.00 per annum for the premium.

If the insurers are satisfied with the information given on the proposal form, they will issue a cover note.

This is not Ihe policy itself, but an agreement thai the goods are covered until the policy is ready. Once the
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policy is sent it will tell the client that he is indemnified against loss, damage, or injury under the conditions
of the policy. Indemnification means that the insurance company will compensate the client to restore him to
his original position before the loss or damage. Therefore, if you insured your car for £4,000 and three
months later it was damaged, you would not receive £4,000 for the car. but its market price, which might
have depreciated by 20% to £3.200. The insurance company will also have the right of subrogation, which
means they can now claim the wrecked vehicle and sell it for any price they can get.

In the case of injury or death to an insured person, or in the case of Life Assurance, where a fixed amount
is to be paid over the years so that a total sum, or pension, will be paid at the end of a period, the principle of
benefit payment comes into operation. This means that the injured person will be paid compensation based
on loss of earnings or suffering. Life Assurance payments are calculated on annual contributions, plus interest
the company received on investing the premiums.

Insurance companies are large institutional investors on the slock market, and by investing premiums they
are able to cover claims for compensation or pay on Life Assurances policies which have matured.

II

Fire insurance companies offer three main types of insurance policy:

1. insurance of home and business premises and their contents;

2. 'special perils' policies, which protect the insured person against loss or damage due to special factors,
e.g. flooding or earthquakes;

3 consequential loss insurance, which insures against loss of profit in the period after a fire. e.g. while a
factory is being rebuilt.

Accident insurance covers four areas:

L Insurance of liability, which covers employers' liabilities for industrial accidents, accidents to people
attending functions on company business, and motor insurance.

2. Property insurance, which is part of the service fire offices provide, but also includes a wide range of
protection against riots, terrorism, gas explosions, etc. Usually, the client takes out an all risk policy offering
full protection.

3. Personal accident insurance, which offers compensation in the form of benefit payments to people
injured or killed in outings, playing games, e.g. ice hockey, or travelling by train, coach or aircraft.

4. Insurance of interest protects firms against making costly mistakes. For example, publishers might
want to cover themselves against libel, i.e. being sued for publishing something which damages someone's
reputation. Accountants and lawyers protect themselves with insurance of interest. We can also include

under this head Fidelity Bonds, under which firms insure against their employees defrauding them, or
stealing from them.

I

Lloyd's is not an insurance company, but an international insurance market consistirig~6f over 260
approved insurance brokers' firms and more than 20.000 underwriters whose activites are controlled by
Lloyd's Council which came into being after the Lloyd's Act 1982, and whose appointments are confirmed
by the Governor of the Bank of England.

If insurance is to be effected through a Lloyd's underwriter (and remember there are other insurance
associations as well as Lloyd's, e.g. The American Insurance Association), the transaction has to go through
a Lloyd's broker who. working on a commission basis, will contact one or more underwriters on behalf of his
client to get a competitive rate. Underwriters finance the insurance, which means they will pay the claims,
and take the premiums as their fees. They usually work in syndicates, spreading the risk. There are more than
four hundred syndicates with over 160 involved in marine insurance, 170 in non-marine, 50 in aviation, and
46 in UK motor insurance. Members of syndicates write the insurance details on a Lloyd's slip which is sent
to the Lloyd's Policy Signing Office where it is checked and signed on behalf of the syndicate concerned.
The underwriter gets a percentage of the premium he guarantees. If. for example, he accepts 15% of a £1,000
policy, he will be responsible for £150 compensation in the event of a claim aind will receive 15% of the
premium.

Lloyd's members, as we have seen, are not restricted to marine insurance. Until 1971, they did not
generally deal in long-term business, i.e. insurance for more than (en years on a single policy, and this meant

that their activities in life assurance were limited. However, in 1971 Lloyd's Life Assurance Ltd. was
established and now offers a wide range of life schemes.
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Insuring with a Lloyd's member guarantees reliability as all members, like those of the Stock Exchange,
have unlimited liability, and there is a fund that will compensate claimants inlne event of a members
bankruptcy. In addition to members there are External Names, people who put up money to guarantee
insurance and are paid a percentage of the premium. These people are not underwriters, but are
recommended to syndicates by agents. The largest collective claim ever paid was probably the San Francisco
earthquake of 1906. and the largest marine claim probably the Olympic Bravery, a new tanker that was
written off in 1976, with underwriters paying $50 million in compensation. This explains why underwriters
need to spread the risk by working in syndicates.

v

Insurers will cover consignments under all risk policies which will allow compensation in the event of
war, strikes, civil disturbances, etc. These policies are in the form of valued policies and are based on the
stated value of the invoice, plus insurance, freight, and an extra percentage of 10%, 20%, or 30%. etc. profit
margin for the consignment.

There are. however, unvalued policies, when the value of the goods have not been agreed in advance and
are assessed at the time of loss. This means the consignor will, if his goods are damaged or destroyed, get the
market price as compensation. The owner of the bill of lading has the right to claims of compensation.

All consignments can be covered against all risks in the form of a valued or unvalued policy. These
policies will fall under five main headings:

1. Time policy, which insures goods or the vessel for twelve months, e.g. 1 May 1993 to 30 April 1994.

2. Voyage policy, which covers the cargo on a voyage from, say, London to Kobe.

Lloyd's List, a daily newspaper read throughout the world, gives details of shipping movements, marine
and aviation casualties, fires, strikes, etc., and essential information concerning shipping and dry cargo
markets. In addition Lloyd's Shipping Index offers daily details of the movements of more than 21.000
merchant vessels. Lloyd's Loading List provides UK and European exporters with information on cargo
carriers to all parts of the world. Lloyd's Register of Shipping, though independent of Lloyd's, works closely
with the organization, combining to produce vessel classification giving details of age, owners, and tonnage.

3. Mixed policy, which covers a voyage from A to B and then for a further period of time. This may be
used when a ship is going from, say, Southampton to Bermuda, then doing a series of trips from Bermuda to
ports along the North American coast.

4. Floating policy, which gives cover for a particular amount, say, £500,000 so that it will not be
necessary to continually write a new policy for each cargo that the ship carries. As the cover nears its end,
the insurance company advises their client, and the premium is paid to renew the policy.

5. Open cover agreements, which are made between the underwriter and shipper, with the latter informing
the underwriter, on a declaration form, whenever the shipment is made, and receiving the policy or certificate
after shipment. Forwarding agents often have this kind of agreement with insurance companies, allowing
them to make shipments, then inform the insurance company in arrears, i.e. after the shipment has been
made. But the arrangement might only cover certain areas, e.g. North African ports, and consequently they
would have to make special arrangements if a shipment was outside the agreed area.

A%

Companies and individuals make claims for loss, damage, or accident, by filling in a claims form, which
tells the insurance company what has happened. If the insurers accept the claim, often after an investigation,
they will then pay compensation.

The insurance company will not pay compensation if the claimant was negligent; or suffered the injury or
loss outside the terms of the policy; or misled the insurers when obtaining insurance, e.g. overvalued the
article; or insured the same thing twice; or gave false information on the proposal form.

As we have seen, all risk, policies generally cover against every eventuality. However, clauses should be
studied carefully. If a policy is free from particular average, in the case of deliberate damage, i.e. damage
caused to save the rest of the cargo, as in, say, , the case of a fire in a ship, only total loss will be paid by the
insurance company, and part loss in the case of major disasters, e.g. fire or collision. If the policy has a with
particular average clause, then partial loss will be compensated.

As in the case of large claims in non-marine insurance average adjusters, i.e. assessors, are called in to
examine damage and estimate compensation. In a c.i.f. transaction, the exporters transfer their right to
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compensation, as the importer holds the bill of lading. In f.0.b. and ¢ & f. transactions importers hold the

insurance policy as they arrange their own insurance.

2. Scanning exercise

Scan through the text to find information on 5 aspects:

a) Life Assurance concept;
b) Property insurance;

c) Lloyd's Shipping Index;
d) Floating policy;

¢) Unvalued policies.

3. Vocabulary Study exercise

Glossary

an underwriter

the premium

a cover note

indemnification

Life Assurance

benefit payment

Fire insurance

Accident Insurance
insurance of liability
property insurance

personal accident insurance
insurance of interest

a claims form

a claimant

international insurance market
original position

negligent

an independent assessor
marine insurance

valued policies

unvalued policies

time policy

voyage policy

mixed policy

floating policy

open cover agreement

to cover against every eventuality
to be free from particular average
deliberate damage

Lloyd's of London

Lloyd's List

Lloyd's Shipping Index
Lloyd's Loading List
Lloyd's register of Shipping

(from "Insurance" by A.Ashley)
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a) match the following word combinations as they occur together in the text:

1. insurance a) assessor
2. aproposal b) assurance
3. acover c¢) damage
4. market d) payment
5. an independent e) list

6. life \?) policies
7. benefit g) interest

8. fire h) form

9. allrisk 1) form

10. Fidelity 1) Prlcy

11. a claims k) price

12. insurance of 1) agreement
13. Llovd's m) insurance
14. deliberate n) londs

15. open cover 0) note

b) complete the sentences matching the right word or word combinations:

1. assurance

a) On acceptance, the client is issued

with a
gives him cover until the policy is ready.

_ which

2. insurance

b) However, most exporters ship under an

covers them
against most eventualities and allows them compensation for
loss or damage, plus ten percent.

3. Proposal Form

available to offer

¢) Numerous types of policies are
but the client has to decide
which hazards apply to him.

4. indemnification

d) is concerned with offering benefit payment either
to dependants, in the case of death or incapacity, or in the
case of endowment schemes, a lump sum or pension after a
number of years' contributions.

5. insurance companies

e) offers shippers a variety of policies to cover
shipments.

6. all risk valued policy

f) is designed to cover a business or individual against
risks such as loss, damage, or injury.

7. floating policies

g) is the cover which allows compensation in the event
of loss or damage, and is calculated on the market value or
depreciation value of goods, not their original value.

&.marine insurance

h) As insurance is based on the principle of good faith, and
supported by laws against fraud. accept that the
items being insured belong to the client, are not being insured
more than once, are of the value stated, and that the client will
follow the conditions of the policy.

9. cover against eventualities

1) Open cover and are used when the exporter makes
regular shipments. These give him a total amount of cover
which decreases as each shipment's value is declared, but can
be renewed.

10. cover note

j) To be insured, a client completes a

, the premium
is then assessed and quoted, in the UK, in pence per cent
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¢) match the following Russian word-combinations with their English equivalents. Consult a dictionary to
expand our vocabulary.

1. mopy4HTeNnb-rapaHT, CTPaxoBIIWK JIMoWa3; 2. OLEHIIUK pa3Mepa CTPaxoBOro yOBITKa; 3. OMpenenuTh
CYMMy JEHEXHOIO BO3MEIIEHHUsA; 4. 3KCIepT MO OIEHKE MCTUHHONW CyMMBI 3asBICHHBIX MCKOB; 5.
pexsamanus; 6. IpeabABIATh UCK; 7. CTPaXxoBOl cepTUdHKAT; 8. 3acTpaxoBaHHOE JIMIO; 9. cTpaxoBuuk; 10.
CTpaxoBaTelb (JINIO0, BBIMJIAYMBAIOIIEE CTPaxoBble B3HOCKI); 11. cTpaxoBaHUe OT BCeX PUCKOB; 12. cTpaxoBas
OTBETCTBEHHOCTH; 13. cTpaxoBaHMe O Ype3BbIUANHBIX CUTYaIHii; 14. cTpaxoBele muaTexu; 15. cTpaxoBaHue
OTBETCTBEHHOCTH; 16. 3aKIIOYUTH CTpaxoBaHue; 17. CTpaxOBaHHE C BKIIOUEHHEM CIy4yaeB YaCTHOH aBapuu;
18. crpaxoBoii momuc; 19. dbupmMeHHBINH cTpaxoBoi areHt; 20. 3aCTpaxOBaHHBIN MO CTPaXOBaHUIO KU3HU; 21.
MOJIUC CTPaxoOBOro BKJIaAa; 22. MOJKMC MOXXKU3HEHHOIO CTpaxoBaHWs; 23. JIbFOTHBIM CTpaxoBOW moiuc; 24.
cTpaxoBasi mpeMus; 25. CTpaxOBaHHE€ OT HECYACTHOrO cCiydyas; 26.MO0JUC CTPaxoBaHUS OT MPOCTOEB
MPOM3BOACTBa; 27. MOpPCKOE CTpaxoBaHWe; 28. IMYHOE CTpaxoBaHWE OT Oone3Hell; 29. crpaxoBaHue
umyuiectsa; 30. cTpaxoBaHUE OT MOTEPH BCICACTBUE TUIOXUX MOTOIHBIX YCIOBHUI; 31. CyIOXOAHBINA perucTp
JInowaz; 32. Jluct norpy3ku JInons.

Assured; to assess damage; a cover note; Lloyd's Register of Shipping; Whole (of) life policy; insurance
policy; insurance lied agent; qualifying policy; insurer; assessor; Lloyd's underwriter; claim; insurance
adjuster; to make a claim; insured; insurance liability; liability insurance; insurance with average; insurance
against all risks; insurant; to effect insurance; insurance on a contingency basis; endowment assurance
policy; business-interruption policy; property insurance; accident insurance; private health insurance; pluvial
insurance; premium; marine insurance; insurance payments; Lloyd's Loading List.

4, Summarizing exercise

a) Sum up the main points presented in Text 8. Write the plan of the text in the form of
statements.
b) Develop your plan into the summary.

5. Discussing exercise

Discuss the central insurance concept. Does insurance afford any possibility of gain or not?
Companies and individuals make claims for loss, damage or accident. Why are insurance companies
able to cover claims for compensation? Discuss this problem.

= May the assured person be placed in a better economic position that he or she occupied before the
loss occurred? In your opinion, are these any disadvantages for Life Assurance policy? Discuss the
problem.

->
->

Text 10

Task 1. SkKimming exercise

Divide the text into logical parts and identify the topic of each logical part.

Insurance
Insurance, a mechanism for reducing CrpaxoBaHWe KaKk MEXaHW3M YMEHBIICHHS
financial risk and spreading financial loss, is a (MHAHCOBOTO pUCKAa M TIOKPHITHA (PMHAHCOBBIX
major social institution that is essential to the IOTCPh  ABIICTCA ~ BAXHBIM ~ COLIMAJIBLHBIM
functioning of virtually any type of economy. MHCTHTYTOM, HEOOXOAMMBIM UL  (DYHKIMOHH-

POBaHUS MPAKTHYECKH JTIOOOTO THITA SKOHOMHKH.
B CIIA oxomo 6000 cTpaXxoBBIX KOMIIaHHI
cobmparor Oomee 200 MWDIMAPIOB TOJUIAPOB

In the United States, some 6.000 insurance
companies collect well in excess of S200
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billion in annual premiums, employ more than
2 million people, and hold assets valued at
close to $800 billion.

Insurance lends itself only to the treatment
of pure risk. Pure risk involves uncertainty only
as to loss (an automobile owner, for example,
might or might not lose the automobile through
a collision, fire, or other calamity), without
affording any possibility of gain. Under the
concept of indemnity, which is central to
insurance, insurance is merely to cover a
financial loss. The insured person is not to be
placed in a better economic position that he or
she occupied before the insured loss occurred.

An insurable pure risk must satisfy the
following conditions; (1) the risk must have a
sufficiently large number of homogeneous units
of exposure (preferably thousands) to permit
actuaries - the statisticians who work out
insurance risks and costs mathematically -to
predict the number and average size of insured
losses for a given period; (2) if the risk
produces one or more losses, each loss must be
identifiable in time and space and must be
measurable (that is, the insurer has to know
when and where an insured loss has occurred
and how much to pay); (3) the premium,
charged on the risk must be low enough to
attract a sufficient number of insured people,
yet high enough to support the numbers of
probable losses, and (4) the risk must be free of
any potential catastrophe that could produce
loss in excess of the ability of the insurer to
respond. Condition (4) implies that the
homogeneous units must be independently
exposed to loss. That is, a loss of one should
not lead to a loss of another. For this reason
insuring of separated dwellings may be
practical, whereas strike insurance covering
employees subject to industrywide collective
bargaining may not.

One useful way of classifying insurance is
by major categories: life, health, and property.
LIFE ASSURANCE proceeds when the
assured dies or attains a given age. Life
assurance, also normally is deemed to include
annuities, which are the promise of the insurer
to make periodic payments to an individual for
life or for a certain period. HEALTH
INSURANCE carries the promise of the
insurer to pay specified health-care costs, such
as hospital charges or doctor bills, or to make
periodic payments to an individual who meets
the policy's definition of disability. Property-
liability includes all the insurance that does not
tit under either of the other two categories.
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CTPaxOBbIX B3HOCOB 3a I0Jl. IPEJOCTABIAIOT padboTy
Oosiee 2 MWJUIMOHAM YEJIOBEK M HMEIOT AKTHUBHI,
olleHMBaeMble ouTu B 800 MULIIMAPIOB JOJIAPOB.

CrpaxoBaHHE pacIpOCTPaHIETCs TOJIBKO Ha
MOKPBITHE YUCTOIO PUCKA, & YUCTHIH PUCK
BKJIIOYAeT B ce0s1 HEONPEIENEHHOCTh TOJIBKO B
OTHOUICHUH IIOTEPH (K IIPUMEDPY, BIajeel
aBTOMOOMJISI MOJKET ITOTEPATh U MOXKET He
HOTEPATh aBTOMOOMJIb B pe3yJsbTare
CTOJIKHOBEHHS, TI0XKapa MM KaKoro-iubo Ipyroro
HecyacTHOro ciydvas). CoryiacHO KOHLENIHUH O
BO3MELICHUH  YOBITKOB,  KOTOpas  SIBISIETCS
OCHOBHOM B CTPaxOBaHHM, CTPaxOBAaHUE IOJDKHO
MIPOCTO MOKPHITH (PHHAHCOBBIE MTOTEPH U HE Oolee.
3acTpaxoBaHHOE  JIMLO HE  JOJDKHO  OBITh
MOCTABJICHO B JIy4lllee SKOHOMHUYECKOE IOJIOKCHHUE,
9YeM TO, B KOTOPOM OHO HaXOAMJIOCH 10 TOTO, KaKk
MIPOU30LLIET CTPAXOBOMU CiIyyail.

Crpaxyemblit YUCTBIN pHUCK JOJIKEH
COOTBETCTBOBATh CJCAYIOLUIMM YCJIOBHSM: 1) pHUCK
JOJDKEeH MMETh JOCTaTOYHO OOJBIIOE KOJUYECTBO

OJTHOPOJTHBIX  peau3anui (mpenmovTUTENHHO
TBICSTYH), 4TOOBI [I03BOJIUTH CTATUCTUKAM
CTPaxoBOTO o011ecTBa, paboTaromum HaJ

CTPaXOBBIMH pHUCKaMU U PACCUHUTHIBAIONIMX WX
00BeM, MPOTHO3UPOBATH KOJIWYECTBO M CPEIHIOIO
BEIIMYMHY 3aCTPaxOBaHHBIX IIOTEPh Ha KaXIbIH
JTAHHBIA TIEPHO; 2) €CIM PUCK CBSA3aH C OAHOU HIIH
Oonee mOTepsMH, Kakmas IMOTepsS MOKHA OBITh
OTIpeIIeIICHa M0 BPEMEHH M MECTY, TOJDKHA OBITh
m3MepseMa (To €CTh, CTpaxoBaTellb JOKCH 3HAThH,
e W KOTJa IPOM3OIIEH CTPaxXOBOHW CIydad H
CKOJIBKO HY)KHO TI0 HEMY IUIATHUTh); 3) CTpaxoBOM
B3HOC TI0 PHUCKY JOJDKEH OBITh JOCTATOYHO HHU3KHUM,
9TOOBI IIPHUBJICYb 3HAYUTEILHOES KOJITUICSCTBO JIIOICH
K CTpaxOBaHHWIO, U B TO JX€ BpEeMs TOCTAaTOYHO
BBICOKMM, 4YTOOBI BO3MECTHUTH HYHCJIO BO3MOIKHBIX
moTeph; 4) pUCK AOIDKEH OBITH CBOOOJIEH OT JIF000i
MOTEHIIMAIBHON KaTacTpo(bl, KOTOopas Moria Obl
MPUBECTH K TIOTEPE MPEBBIMIAIONIEH BO3MOXHOE) U
cTpaxoBatens. YeTBepToe yciIoBHE MOApPA3yMeBaeT,
YTO OJHOPOJIHBIE pEeAIN3alid JOJDKHBI  OBIThH
HE3aBUCUMBI JpyT OT Jpyra B CiIy4ae IOTEpPb.
HdpyruMu crioBamu, MOTeps OIHOTO TpeaMeTa He
JIOJDKHA TIPUBECTH K TIOTepe Ipyroro npeamera. [o
STOW TMPUYHMHE CTPAXOBAHHWE OTACIBHBIX IKIITHUII
MOXXET HWMETh MECTO, TOrJa KaK CTpaXxOBaHHE
HaeMHBIX pabOTHHKOB Ha ciydail 3a0acTOBKH,
CBSI3aHHOM C  3aKJIIOYEHHEM  KOJUIEKTHMBHOI'O
OTpacieBOro IOTOBOPA, HET.

OmuH U3 yMoOHBIX CIOCOOOB KIIACCHU(UKAIIH
CTpaXxOBaHUSI — CTpaxOBaHWE TI0 OCHOBHBIM
KaTeroOpwsiM:  XHU3Hb, 3JI0POBBE, HMYIIECTRBO.
Cmpaxoeanue dcu3Hy BKIIOYaeT B ceOs oOemaHue
CTpaxoBaTels  BBIUIATHTH  MPEAYCMOTPEHHYIO
MOJIUCOM CYMMY B CITy4ae CMEPTH 3aCTPaXOBaHHOTO
JTUIla WIW  JOCTH)KEHHS UM  ONpeIelIeHHOTO
Bo3pacta. CTpaxoBaHHE >KH3HU.



Examples include insurance on a school
building, automobiles and FIRE
INSURANCE, ocean marine insurance, and
legal liability  insurance. (Another
classification system divides insurance into
group and individual policies. A group
policy might be the contract purchased by
an employer to provide health care to
employees and theii families, or the
contract to provide life insurance for each
eligible employee. At least one-third of all
insurance premiums relate to group
insurance.) Within the three basic
categories of insurance one can find several
hundred different lines of insurance, with
new lines being created and marketed each
year, as the need for the new insurance
arises. For example, insurance has recently
been made available to cover the loss of
communication satellites during launching,
space travel, or reentry.

2. Scanning exercise

KaK TpaBWIIO, TAaK)Ke BKJIIOYAET €KETOJHBIE PEHTHI,
KOTOpBIE MPCIICTABIISIOT co0oii, COTJIACHO
00s3aTeNbCTBY  CTpaxoBarteds, MEPUOINIECKHE
BBITUIATHl JIMIy B TEUYEHHWE >KM3HH WM B TEYCHHE
ompenereHHoro mnepuona. Cmpaxosanue 300p08bs
CBSI3aHO C 0053aTENbCTBOM CTPAaxOBaTeNs OIUIATHUTH
CHenHagbHBle PAcXOAsl Ha 37paBOOXpaHEHHE, TaKhe
KaKk OOJIbHWYHBIE PacXOfbl, JTOKTOPCKHE CUeTa WIIN
MIPUBOJUTH PETYJISIPHBIE BHITUIATHI OTACIFHOMY JHILY,
KOTOpO€ TOAMAAaeT TOJl KaTeropuro monnuca o0
uHBaNHIHOCTH. Cmpaxosanue umyujecmaa BKIOIAET
BeC BHIBl CTPAaxOBaHWS, KOTOPHIE HE BXOIAT HHU B
OJITHY W3  BBINIETIEPEYHCICHHBIX KaTerOpHiA.
[Ipumepamu MOTyT OBITH CTpPaxOBaHHWE IITKOJBHBIX
TTOMETICHHIA,aBTOMOOWIICH, cmpaxosanue Ha cayuat
noscapos, TPOUCIIECTBHI Ha Mope, a Takke
CTpaxOBaHHWE Ha CIy4yail HapyIIeHHS TIPABOBBIX
o0s3aTenbeTB. [1o ApyToii cucTeMekIaccubuKaum
CTpaxoOBaHUE MO/pa3eNsIeTCsIHa CTPaxOBaHWE 10
WHANBUIYaTbHBIM W  KOJUIEKTUBHBIM  IIOJIHCaM.
KomIekTHBHEIN TOMHUC MOXKET TMPEACTABISITH COO0O0M
KOHTpPaKT, MPHUOOPETEHHBINH paboTomareiaeM B IEIIX
obOecrieueHUs] yxoZa 3a 3IOPOBBEM  HAaEeMHBIX
paboOTHHUKOB W WX ceMed, WIh  KOHTPAaKT,
00ecrieuynBalONINiA  CTPaXxOBaHWE JKU3HU KaXKIIOTO
oTHmenpHOrO paboTHHKA. He MeHee ogHON TpeTH Bcex
CTPaxOBbIX B3HOCOB OTHOCATCA K KOJJIEKTUBHOMY
cTpaxoBaHWIO. B paMkax Tpex 0a30BBIX KaTETOPHi
CTpaxOBaHUS MOXXHO, HACUMTaTh HECKOIBKO COT
pa3IMYHBIX HANpaBICHWHA CTPaxOBaHHS, MPH HTOM
€KEr0THO BO3HUKAIOT U TOJIYYar0T PaclpoCTpaHEHUE
HOBBIC HAIIPABJICHUS CTPaxXOBaHUs, TaK KaK B TaKOM
CTPaXxOBaHUH CYIIECTBYET

HeoOXoAMMOCTh. Hampumep, HemaBHO cTalo
BO3MOKHBIM CTPaXOBAaHHE C IENIBI0 MIOKPBITHS TIOTEPH
CBSI3aHHBIX C  3amyckoM  WH(GOPMAIMOHHBIX
CIIyTHUKOB, KOCMHYECKAMHU oJIeTaMu u
BO3BpaAIeHHEM Ha 3eMITIO.

Scan through the text to find information on 5 aspects:

a) Pure risk;

b) Concept of indemnity;
c) Life assurance;

d) Health insurance;

e) Fire insurance.
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3. Vocabulary Study exercise

insurance

treatment of pure risk
uncertainty

annual premium
insurance companies
financial risk

financial loss

possibility of gain
concept of indemnity

to be central to insurance
collective bargaining
insurer

life assurance

to make periodic payments
health insurance
specified health-care costs
definition of disability
property-liability

legal liability insurance
fire insurance

a group policy

to cover the loss of communication satellites

Glossary

a) match the following collocations as they occur together in the text:

1. insurance

2. annual

3. possibility of
4. pure

5. financial

6. insured

7. economic

8. concept of
9. homogenous
10. to permit

11. a given

12. potential

13. strike

14. collective
15. health-care

a) gain

b) loss

c) position
d) units

e) period

f) premiums
g) indemnity
h) insurance
1) actuaries
j) catastrophe
k) person

1) risk

m) companies
n) costs

0) bargaining

¢) complete the sentence using the above mentioned collocations:

5. The risk must have a sufficiently large number of

exposure to

1. Insurance lends itself only to the treatment of.
2. Under the

3. The

4.

Insuring separated dwellings may be practical, whereas
covering employees subject to industriwide

insurance is merely to cover a
is not to be placed in a better

may not.
of
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6. Health insurance carries the promise of the insures to pay specified
7. The statisticians must predict the numbers and average size of insured losses for

8. Some collect well in

9. The risk must be free of any . that could produce loss in excess of the
ability of the insurer to respond.
10. Pure risk involves uncertainty only as to loss without affording any

d) match the following Russian word-combinations with their English equivalents:

1. MexaHM3M yMEHbIIEHUS (PUHAHCOBOTO PUCKA; 2. (YHKIMOHMPOBAHUE MPAKTUYECKH JIIOOOTO
TUIIA SKOHOMUKH; 3. MOKpHITHE (PUHAHCOBBIX MOTEPh; 4. HEOMPEAEICHHOCTh TOJIBKO B OTHOIIEHUH
MOTEpH; 5. MOKPBITHE YMCTOIO PUCKA; 6. COrJACHO KOHLEMIMM O BO3MEUICHUU YOBITKOB; 7. OBITH
MOCTaBJIEHHBIM B JIy4lllee SKOHOMHYECKOE MOJIOKEHHUE; 8. 3aCTpaxOBaHHOE JIMLO; 9. cTpaxyeMblii
qUCThIA pucK; 10. MPOrHO3UPOBATH KOJMUYECTBO 3aCTPAXOBAHHBIX MOTEPh; 11. OBITH CBOOOAHBIM OT
0001 moTeHIManbHON KaTacTpodsl; 12. 3akI04eHne KOJUIEKTUBHOTO JI0roBopa; 13. cTpaxoBaHue
310poBbsi; 14. cTpaxoBaHME Ha cllydaid IOKapoB; 15. BKIIIOUYaThb €KEroJHblE PEHTHI; 16.
CTpaxOBaHUE IIKOJbHBIX MOMEUIEHM; 17. cTpaxoBaHHE IO MHIUBUAYAIbHBIM U KOJUJICKTUBHBIM
HOJICAM.

a) insurance into group and individual policies; b) health insurance; ¢) an insurable pure nsk; d)
the insured person; e) insurance on a school building; f) functioning of virtually any type of
economy; g) treatment of pure nsk; h) spreading financial loss; 1) to be placed in a better economic
position; j) to predict the number of insured losses; k) to include annuities; 1) to subject to collective
bargaining; m) to be free of any potential catastrophe; n) under the concept of indemnity; o) fire
insurance; p) a mechanism for reducing financial risk; q) uncertainty only as to loss.

4. Discussing exercise

= Explain why insurance is essential to the functioning of virtually any type of economy. Are
these many lines of insurance nowadays?

= Discuss the concept of indemnity. Discuss the advantages and disadvantages of being an
insured person.

> In your opinion which way of classifying insurance is the most useful? Discuss the conditions
that an insurable risk must satisfy to be attractive and effective?

5. Summarizing exercise
a)  Sum up the main points presented in Text 9. Write the plan of the text in the form of

statements.
b) Develop your plan into the summary.

6. Translation exercise
Translate the Russian version of text 9 using Russian-English translation. Don't look at the

English version. Try to use special vocabulary and collocations. After translation compare your
version with the original text.

73



GLOSSARY
ability to meet current obligation — crtocOOHOCTb BBHITIOJTHSTH TEKYIIIHE 003aTEHLCTBA
accounting model of the world — MupoBas MozieTb OyXTanTepCcKOro y4era
accounting perspective — nepcrekTrBa OyXrajaTepcKoro y4dera
accounts payable —cuera KpeauTOpoB
accounts receivable — cuera neburopon

accruals — HauncneHus
accruals of prior withholding taxes — HauncIeHNs IOJOXOAHBIX HAJIOTOB IPEAIIECTBYIOLIETO
KBapTana

activity — 1esITeJIbHOCTb

advent of corporate income taxes — rosiBjieHuEe KOPIOPATUBHBIX HAJIOTOB HA JJOXOJ]
erse opinion — HeOIaroNpUsTHOE MHEHHE

affiliate status — craryc apunmurpoBaHust

aggressive financial philosophy — arpeccuBnas ¢punancoas unocopus

amount of credit sales — kolM4eCTBO MPOJAXK B KPEAUT

amounts due from affiliates — cymmbI, mpuuauTaronmecs ot aQUIMMPOBAHHBIX JIUIT

an aging-of-accounts- receivable statement — pacumdpoBka CpoKOB OIUIATHI IEOUTOPCKUX CUETOB

an income statement — OTYET O TOX04ax

an in- depth examination — TiarenbHas SKCHepTU3a

analysis of amortizing debt — ananu3 amopTu3anuu nonra

Annual Statement Studies — O630p ['ooBbIx OTHETOB

asset-based financing — puHaHCHpOBaHNE, OCHOBAaHHOE HA AKTUBAX

assets — aKTHUBEBI

at a present price — 10 TeKyIleH LIEHE

availability of the cash — nocTynHOCTb JEHEXKHBIX CPENICTB

avoidance of risk- taking — He>xenanue NpUHUMATE PUCK

backlog and contract status reports — OTYETBI O 33I0JDKEHHOCTAX U COCTOSIHUUA KOHTPAKTOB

balance sheet — GanaHcoBbIif OTUET

banker’s acceptance — 6aHKOBCKHU aKIICTIT

book value — GanancoBast CTOUMOCTB

built-in authorization rate — BcTpoeHHasi cTaBKa aMOpPTH3AIUHA

business or marketing plan — 6u3Hec— 11aH WK TUIaH MapKETHHTA

capitalized original cost — kanuTanu3upoBaHHas EPBOHAYATILHASI CTOUMOCTh

cash budget — 6ro0/keT TEHEKHBIX CPENICTB

cash budget — 010 KeT IeHEeKHBIX CPEICTB

cash generating cycle — LuKJ oTy4eHuUs IEHEKHBIX CPE/ICTB

cash-value life insurance — crpaxoBaHue JKU3HH B ICHEKHBIX CPEACTBAX

certificates of deposit — nero3utHbIe cepTUhHUKATHI

clean-up period — nepuo NOTYUCTKU

collapse of the stock market — xpax ¢poHI0BOTO pHIHKA
collateral — umyIIECTBEHHBIN 3a710T
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collection policies — monuTHKa B3MMaHWs OTUIATHI

commercial lending process — npoiiecc mpeaocTaBIeHUs] KOMMEPUECKOTO KpeInuTa
commercial paper — kommepueckue Oymaru

company's cash account — cueT IEHEKHBIX CPEICTB KOMITAHUU
compensating balances — KOMIIeHCAIIMOHHBIEC OATAHCHI

concept of going concern — KOHIETIHS JEWCTBYIOILIETO MPEIPUATHS
conformed copy — noATBepKAECHHAS KON

conservative financial policy — koHcepBaTHBHAas (PHAHCOBAS MTOJUTHKA
cost-effectiveness of the equipment — peaTaGenbHOCTE 000PYI0BaHNS
coverage — TOKpBITHE

credit rating agencies — areHTCTBa OLICHKH KPEAUTHOTO PEUTHHTa

credit risk — kpeauTHBIN pUCK

current accounts receivable — Teky1ie cuera 1eOUTOPOB

current assets — TEKyIll€ aKTUBBI

current liabilities —Texymue o0s3aTenbcTBa

current maturities of long-term debt — Teky1ee noraiieHrue 10ArOCPOYHOTO 0T
current value of a company's marketable securities account — Tekymast HIEHHOCTb CYETa PHIHOYHBIX
OCHHBIX 6YMal" KOMITIaHUH

current-year income taxes — HaJIOTH Ha JOXOJ TEKYILETO roza
customer deposits — 1€MO3UTHI KIIUEHTA

customer's payment habits — npuBbIYKM KIMEHTOB IO OIJIATE€ CUETOB
cyclical swings — nukiM4eckue KoebaHus

deferred charges — oTnoXeHHbIE IIATEXKHU
degree of confirmation of assets and expense account balances — creneHs 10CTOBEpHOCTH
0aaHCOB CUETOB aKTUBOB M PACXOJIOB

deposits in checking accounts — 1emo3uThI Ha TEKYIIUX CYETAX
disclaimer opinion — MHEeHUE ¢ TPaBOBO OrOBOPKOM

drop in confidence by investors — najieH1e JOBepHsi UHBECTOPOB

due from affiliated concerns — nonru abwMUPOBaHHBIX TPEITPUATHI
due from officers or partners — 7011 ynpapistONIMX WU IAPTHEPOB
equity — COOCTBEHHBII KamuTal

equity method of accounting — MeTo COOCTBEHHBIX KalUTAJIOB

expiration date — nara ucreyeHus: KpeauTa
Financial Accounting Standards Board (FASB) — [IpaBnenue no Crangapram byxranrepckoro
Vuera B ®uHaHcax

financial perspective — ¢puHaHCOBas epcrieKTHBA
financial statement analysis — ananu3 prHaHCOBON OTUETHOCTU
financial statement analysis — ananu3 puHAHCOBOW OTYETHOCTH

financial structure — ¢puHaHCOBas CTPYKTYypa

finished goods inventory — ToBapHbIe 3anachl TOTOBBIX TOBapOB

fiscal year — ¢uHaHCOBBIN ((hUCKATBHBIN) TOJT
fixed assets — OCHOBHBIC Cpe/ICTBA
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from a liquidation viewpoint — ¢ TOUKM 3peHUs JTUKBUIAITIN
from the loan applicant's viewpoint — ¢ TOUKku 3peHus 3asiBUTENS HA KPEIUT

future expensing on the income statement — Oyay1iee criucanue B 0OT4ETE O JOXO1aX
geneal marketability of custom- made products — 0011ast KOHKYpEHTOCIIOCOOHOCTD
M3rOOBJICHHBIX HA 3aKa3 U3/1eTui

generally accepted accounting principles (GAAP) — oOmenprHSATHIC TPHHITATTHI
OyXranTepckoro yuéra

goodwill — rynsumn

government regulation — npaBUTEIbCTBEHHBIE HHCTPYKLIUU

government securities — mpaBUTETLCTBEHHBIC [IECHHBIE OyMaru

gradual lowering of the credit- line amount — nocreneHHoe NOHMKEHNUE CyMM KPEIUTOBAHUS
high effective rate of interest — BeicoOkOd(eKTHBHASI TPOIICHTHASI CTaBKa

high-grade corporate commercial paper — BEICOKOJIMKBHTHBIC KOPIIOPATUBHBIE KOMMEPUYECKHE OyMaru
in order of someone's fungibility and liquidity-cash first — B mopsske B3anmMo3ameHseMOCT!
Y JIMKBUJIHOCTH — CHauaJla JIeHeHbIE CPEACTBa

inadequate liquidity — HeaiekBaTHas! TMKBUIHOCTh

income statement — oT4eT 0 TOX0OIAX
increasing us of debt to finance business — yBennueHue UCronb30BaHus J0ra
Ui pMHAHCHOBaHUS OM3HEca

industry factor — axTop npoMbIIUIEHHOCTH

innovative debt instruments — THHOBalIMOHHBIE JOITOBBIE HHCTPYMEHTHI
installment payments of long- term debt — nmosTanHoe noraiieHue A0JIrOCPOYHOTO J0ITra
intangibles — HemaTepuanbHbIE AKTUBBI

interest of entrepreneurial owners — HHTEpeC NpeANPUHUMATENICY— BIIJICIbIICB
interest rate — nporieHTHas CTaBKa

Internal Revenue Service — Hanorosas Ciyx6a

interpretive aspects of analysis — HTepIPEIMOHHBIEC ACTIEKTHI AHAINU3A
inventory summary — nepedeHs (CBO/IKa) TOBapHBIX 3a11acoB

knowledge of overall operations — 3Hanue Bcex oneparuii (pearnpusThs)
lagging economy — oTcTaromas dKOHOMUKa

leverage — pbruar

liabilities — obs3arenscTBa

lines of business — mpod b Mpon3BoICTBA

liquidation value — TMKBUALIMOHHAS CTOUMOCTh

liquidity — 1MKBUIHOCTB

liquidity crisis — kpu3uc JIMKBUAHOCTU

liquidity of the borrow's assets — IMKBUTHOCTh AKTUBOB 3aEMILIMKA

listed cash — BHECeHHBIE IEHEKHBIE CPEICTBA

loan approval process — nporecc og00peHus peJoCTaBICHUs KpeanuTa
loan officer — kpenuTHBII odurep (KpeaAuTop)

loan portfolios — kpeauTHBIN IOPTdETH (TTAKET KPEAUTHBIX CPEJICTB)
loan repayments to officers or affiliates — BeiruIaThI KpeauTa YIpaBISIOMUM I (HIHATaM
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long-term forecast — 10JroCpoYHBIii IJ1aH

long-term loan analysis — aHaM3 JOATOCPOYHOTO KPEIUTA

long-term maximization of equity — nonrocpoynas Makcumanu3aiys COOCTBEHHBIX KalTUTAIOB
management depth — oOupHOE PyKOBOACTBO (YIpaBIICHHE)
management's involvement — yuactue MeHeDKMEHTa (PyKOBOZACTBA)
market value — pprHOYHast CTOUMOCTh

market value of collateral — priHOYHAs IEGHHOCTH UMYIIIECTBEHHOTO 3aJI0Ta
marketability of a company's fixed assets — TOBapHOCTb OCHOBHBIX CPEJCTB KOMIIAaHUH
marketable securities — ppIHOYHBIC TICHHBIC OyMaru

monitoring process — IIpoecc TEKYLIEro KOHTPOJIs

multi-use fixed assets — MHOroO1I€7€BbIE OCHOBHBIE CPEJCTBA

net cash flow — 4nCTEIN IOTOK HATMYHBIX JEHET

net worth — yucrast crouMoCTh

noncurrent assets — BHECOOOPOTHBIE AKTUBBI

nonseasonal self-sufficiency — mexxce30HHOE camoo0OecTieueHme

note receivable — Bexcenb nedburopa

notes payable to banks — Bekcemns GaHkam

on a month-to-month basis — nomecsuno

one-year operating cycle — 01HOJIETHHIA OTIEPALIMOHHBIIN LUK

ongoing capital needs — Texy1ye Hy /bl Kanuraia

operating cycle — onepaliMOHHbBIH LUK

operating profit — oneparmonHast npuObLIH

operating rights — npaBa Ha BeJieHHE ACSITEIHHOCTH

original historical cost — HauanbHast UICTOPUYECKAS] CTOUMOCTD

other current assets — npoure TEKyIIUE aKTUBbI

patents — MaTeHTHI

payout requirements — TpeOOBaHHE BBITLIATBHI KPEIUTA
percentage-of-competition accounting — npoiiecc y4dera npuObUIA POIIEHTA OT
3aBEPILICHHON PadOThHI

pertinent government regulations — COOTBETCTBYIOIINE NPABUTEILCTBEHHBIE 3aKOHBI
potential Internal Revenue service priority to — nmpuopuTeT HaJIOTOBO¥ CITy>KOBI TIO
OTHOILIEHUIOK ...

preliminary investigation of a company — npeaBapUTEIbHOE 3HAKOMCTBO C KOMIIAHUEH
prepaid expenses — pe/1oIau€HHbIE PACXOIbI
prepaid expenses — npeI0TUIAY€HHBIE PACXObI (OYIyIIUX IEPHUOJIOB)

priority of liquidity — npuopuTeT TMKBUIHOCTH
professional (nonowing) manager of public corporations — npodeccroHaIbHBII MEHEIKED
(He BiIajerel) akiIMOHEPHBIX KOPIIOPAIHi

profitability — npubsutbHOCTB
profit-sharing plan — mnan pacnpenenenust npuObLTH

purchase of inventory and services — 3aKynka TOBApHBIX 3aI1acoB U YCIyT
purchase price of fixed assets — 11eHa 3aKyIIK1 OCHOBHBIX CPECTB
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qualified opinion — MHEHHE C OTOBOPKOI1

raw materials inventory — ToBapHbI€ 3a11achl CbIPbs

renewal of the credit line — BO300HOBJIEHHE KPETUTHOM JIMHUU
retail business — po3HUYHBII OH3HEC

revolving credit — aBToMaTHYeCKH BO3OOHOBIISIEMBI KPEUT
riding the trade — noe3aka Ha TOprosie

risk of insolvency — puck HeruaTexecrnocoOHOCTH

salaries and wages — TUII )kaJI0BaHbs ¥ 3apa00OTHOM TLTATHI
scope of the audor's engagement at the audited firm — macmra6 (peznemn)
ayJMTOPCKOM BOBJIEYEHHOCTH 10 OTHOILIEHUIO K pEBU3UpPYEMOH (IIpoBepsieMoil) pupme

seasonal line of credit — ce3oHHas kpeaUTHAS TUHUS

seasonality — ce30HHOCTb ((paKTOp CE30HHOCTH)

Securities and Exchange Commission (SEC) — Komuccus o Ilennsiv bymaram u bupxam
sensitivity analysis — ananu3 4yBCTBUTEIBLHOCTU

short-term bank debt — kpaTkocpouHbIit 6aHKOBCKHIA 10T

short-term debt — kpaTkocpouHBIi 10JIT
short-term financing of a company's current assets — kpaTkocpouHoe GUHAHCHPOBAHUE
TCKYIIUX aKTUBOB KOMITAHUHN

short-term loan analysis — ananu3 KpaTKOCPOUHOTO KpeauTa

single-purpose fixed assets — cneruaM3MpoBaHHbIE OCHOBHBIE CPEACTBA

solvency — mare;kecrocoOHOCTb

spontaneous growth in current asset accounts — caMOIIPON3BOJIBHBIN POCT CYETOB TEKYIIUX AKTUBOB
spreading for financial statements — TaOynupoBanue (PMHAHCOBBIX OTYETOB

spreadsheet — kpynHodopmarHas Tabiuia

start-up expenses — Ha4aJIbHBIE PaCXOIbI

statement of cash flow — oTueT 0 NOTOKax JEHEKHBIX CPEICTB

statement preparation — moAroToBka ot4era

subset of credit analysis — mpeIECTBEHHUK KPEAUTHOTO aHATIN3A
substantial protection in terms of collateral — cymiecTBeHHas rapanTus B BUIE €€
HMYIICCTBCHHOI'O 3aJ10ra

support of bank credit facilities — mognep>kka 6aHKOBCKMX KPETUTHBIX MEPOTPUSATHIA

sustainable growth analysis — ananu3 ycroituuBoro pocra

tangible net worth — MmaTepuanbHas uucTast CTOUMOCTb

tax returns — HaJIOTOBBIE ITOCTYILICHUS

technical manipulation of the data — Texnuueckast MaHUITYJIALUS TaHHBIMU

temporary interest- behaving investments — BpeMeHHbIC UHBECTUIIUH TOJT TIPOIICHT

topical controversy in the accounting field — akTyanbHas moneMrka B 00J1IaCTH OyXTalTepCKOro y4yera
trade accounts payable — ToproBbie cueTa KpeIUTOPOB

trademark — ToproBast mapka

trends and comparative performance — TeHIEHIIUN U CPAaBHUTEIIBHBIE PE3YJIBTATHI BBITOJIHEHHON
paboThI ((PUHAHCOBOM NESTETHHOCTH)

unaudited statements — HepeBU3UPYEMBIE OTUYETHI
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unbiased representation — HeHCKa)KEHHOE MPEACTABIICHUE

under-capitalized borrowers — HeI0CTaTOYHO KaUTAIM3UPOBAHHBIN 3aEMITUK
unqualified opinion — MHeHHE 63 OrOBOPOK

utilities — koMMyHaIBHBIE yCITyTH

withholding taxes — nmomoxoiHbie HamOrN
without the benefit of lower cost in order to increase sales — 6e3 ymeHbIIIEHUS
ce0eCTOMMOCTH ISl YBEIMYEHUS 00heMa cObITa

work in process — He3aBepIIICHHOE IPOU3BOJICTBO

working investment analysis — aHaiu3 HHBECTUIINI B 000OPOTHBIE CPENICTBA

Verbs
to apply for loans — nonatk 3asBiieHUE HA PEAOCTABICHUE KPEIUTA
to be approached from a wary perspective — moxxomuTh K mpooiieMe ¢ OCTOPOKHOCTHIO
to be converted by normal operations — KOHBepTHPOBaTH B TIPOIIECCE HOPMATBLHON paObOTHI
to be converted to equity — ObITH KOHBEPTUPYEMBIM B aKIHH
to be due within 12 months — noanexats k oruiare B peaenax 12 mecsies
to be indicative of long— term interest — ObITh IMOKa3aTENIEM JOITOCPOUHBIX HHTEPECOB

to be listed first in the balance sheet — ObITh BHECEHHBIMU NIEPBHIMU B OaJTAHCOBOM OTYETE
to be paid from the proceeds of the insurance policy — ObITh BbIIIIaUE€HHBIM U3
HOCTYIUICHUI CTPaxoBOTO TOJIHCa

to be pledged against debt — siBsITECS 32510r0M J07TA

to be readily marketable — mupoko oOpararbcs Ha pbIHKE

to be related to the style sensivity of merchandise — ObITh CBSI3aHHBIM C UyBCTBUTEIIHBHOCTHIO
TOBApOB K MOJIE

to be responsive to government regulations — pyKoBOJICTBOBaTbCsI MPABUTEIHCTBEHHBIMHU
HHCTPYKUHAMU

to be subject to exchange fluctuations — moguMHATECSI 0OOMEHHBIM KOJICOAHUSM

to be subject to wide swings in value — ObITh TOJIBEP)KEHHBIM OOJIBIIIMM KOJICOAHUSIM B IICHE

to be unable to weather the problem due to the limited skills of its only one manager — OpiTh
HECIIOCOOHOM CIIPaBUTHCS C MPOOIEMON U3— 3@ OrPaHUUEHHBIX HABBIKOB €€ €TMHCTBEHHOTO
MEHeKepa

to become technologically obsolete — cTaTh TeXHOIOIHYECKH YCTapEBLINM

to become unavailable for daily operations — cTaHOBUTbCSI HEJOCTYIIHBIM JJIS1 €KETHEBHBIX OIepaluit
to collect the note on a timely basis — cBoeBpeMEHHO MOJTyYUTh OIUIATY 110 BEKCEIISM

to contribute to the profitability of the bank — BHOCHTE BKJTa B pOCT TOXOTHOCTH OaHKa

to deduct interest expenses — BEIYUTATh PACXO/IbI 1O MPOIICHTAM

to determine a company's cash requirements — onpeenuTh MOTPEOHOCTH KOMITAHHU
B JICHE)KHBIX CPE/ICTBAX

to diversify the line of business — pazHocToponHe 1uBepcrupULIMPOBATH
(paznoobOpa3uTh) pod L OU3Heca

to divide the profits — pa3aenste npuObHLIH

to earn income in the form of interest — 3apabateiBath 10X01 B hopme
MOJTy4eHUs] 0aHKOBCKOTO MPOLIEHTA

to employ a treasures — HaHATb Ha TOJKHOCTb Ka3Havest
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to estimate wealth generated by the firm — onieanBats 60raTcTBO, MOMTYUYEHHOE PUPMOIA

to evaluate risk — ouleHuUTH pUCK
to extend short-term credit against planned stock issues— yBennunuTh 4ncio
KPAaTKOCPOYHBIX KPEANUTOB TOJ 3aIUIAHUPOBAHHBIC BBIITYCKH aKLUN

to have a short term to maturity — uMeTh KOPOTKHUI CPOK MOTaIICHUS

to have deferred income — UMeTL OTIIOKEHHBIN TOXO

to have little collateral value in the eyes of credit analyst — umeTs HEOOIIBIITYIO IIEHHOCTD
UMYILECTBEHHOT'0 3a5I0Ta JJIsl KPEAUTHOTO aHATUTHKA

to have personal wealth at stake in the corporation — nMeTb THYHYIO PUCKOBYIO
COOCTBEHHOCTb B KOPIIOpALIUH

to have relatively strict accounts receivable — UMeTh OTHOCHTEIBHO CTPOr0 KOHTPOJIUPYEMBIE
NeOUTOpCKUE cuera

to hire full-time financial experts — HaHuMaTh (HPUHAHCOBBIX FKCIEPTOB HA TMOJHOE pabouee BpeMs

to indicate mismanagement — yka3pIBaTh Ha HEYMEJIOE€ PyKOBOJICTBO
to invest much of assets in loans — BKi1agsIBaTh 3HAUNTENLHBIE OOBEMBI
CBOUX aKTHBOB B CCybI ( KPEIUTHI)

to issue a letter of credit — BbICTaBUTH aKKpEIUTHB

to keep the original cost capitalized on the balance sheet — nognepxxuBarb
NEPBOHAYAIBHYIO CTOMMOCTb KallUTAIM3UPOBAHHON B 0aJJaHCOBOM OTYETE

to make sound judgment about the financial stability — npunsaTE 31paBble Cyx)aeHuUs
OTHOCHTENIHHO (PMHAHCOBOM CTaOMIIBHOCTH

to make sound lending decisions — IpUHATH TPaBWIIBHOE PEUICHUE O MPEAOCTABICHUH KPEIUTa

to measure the impact of sales growth — u3mepsTh BO37€HCTBHE pOCTa MPOAAK
to meet continuing payment obligations — BbIIOIHAT TEKYLIHE U MPOIOHKAOIINECS
TUIaTeXKHbIE 0053aTEIbCTBA

to meet the criterion — oTBe4aTs (COOTBETCTBOBATH) KPUTEPHUIO

to meet the needs of the community — oTBe4yats moTpeGHOCTAM 001IIECTBA
to monitor the quality of someone's receivables over time — KOHTPOJTMPOBAaTH BpEMEHHbBIE
HOTOKH JIEOMTOPCKOM 3a/I0JPKEHHOCTH

to near the end of someone's economic life — mpubmKaTHCS K KOHILY 5KOHOMUYECKOH KU3HU
to obtain access to venture capital equity markets — oxy4uTh A0CTYI Ha PHIHKH
BEHYYPHOTO KalnTana

to offer a discount as incentive for early payment — npeyiarate CKuaKy Kak CTUMYJI IIPEIOIIIATHI
to pay a past-due accounts receivable — oru1aTuTh IPOCPOUCHHBIN CUET IeOUTOpa
to pose no risk of losing principles — He HecTH pucka OTEpPU OCHOBHOM CyMMBI

to present the financial position fairly — cnpaBeyuBo npencTaBisaTh PUHAHCOBOE MOJIOKEHUE
to provide off-balance-sheet financing for a portion of the organization's activities — 15
obecnieyeHust BHEOATIAHCOBOTO (PMHAHCUPOBAHKS YaCTH JACATEIBHOCTH OpPTaHU3alH

to provide payment terms — Ipe0CTaBUTh PACCPOUKY OILIATHI
to received the highest accolade for smth — nomyuuTs camyro BBICOKYIO OLIEHKY 3a...
to reveal any unusual build up — nmokassiBaTh Kakoe— 1100 HEOOBIYHOE HapaIlIMBAHKE

to reverse the slowing trend — U3MEHUTH 3aMEUISIOLIYIO TEHICHIIUIO
to satisfy all or part of the financial needs of the company — y10oBneTBOpsITH BCE WIIH YacTh
(1HAHCOBBIX NOTPEOHOCTEH KOMIIAHUH

to sell merchandise or services on credit — npogaBaTh TOBapbl WM yCIyTH B KPEAUT
to serve as the sole source of equity financing — ciy>xuTh € ITMHCTBEHHBIM HCTOYHHUKOM
(rHAHCUPOBAHMS AKLMOHEPHOTO KaIUTasia
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to set up separate companies for the sole purpose of owning property — o0CHOBbIBaTh
HE3aBHUCHUMbIC KOMIIAHWH C GI[HHCTBCHHOﬁ LCJIBIO BBIKYIIA COOCTBEHHOCTH

to show inflows and outflows of cash — nokasbIBaTh IPUX0/1 U PACXO] HATUYHBIX JIEHET
to spot current repayment trends — onpeIessTh TEKyLUE TEHACHIUH BbIILIAT

to submit in support of loan requests — mpeICTaBUTH B MOAJIEPKKY 3aPOCOB HA KPEIUT
to transfer deposits to domestic operations — epeBo;1 1€MO3UTOB ISl OTIEpaIHiA
Ha BHYTPEHHEM PBIHKE

to use clerical bookkeepers — 1cronp30BaTh KOHTOPCKUX OyXIaJaTe€pOB— CUECTOBOIOB
to use the concept of going concern to values assets — 1CI10JIb30BaTh KOHIICTIIUIO
JIEHUCBYIOLIETO MPEANPUATHS Ul OLICHKU aKTUBOB
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