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DISCUSSTION

I Standards of Measurement

Total Return

The investment results of a portfolio should be measured in terms of all

—

the results produced., This includes the income generated as well as capital

gains and losses both realized and unrealized., These are the three ingredi-

ents of performance ¢nd, even though a portfolio might not be managed on a
"total return" concept, the only proper approach is to measure all of the
portfolio's output. There is a considerable body of disagreement on this,
particularly regarding the accounting for unrealized capita) gains. We re-
commend that investment results be measured on an accrual accounting basis
from period to period and not on a cash accounting basis that might require
that the capital gains be realized or income (e.g., bond interest income
paid out semi-annually) be received hefore heing credited to portfolio per-
formance. An acceptable procedure to account for income accruals is *n
estimate income hy using the indicated annual rate of income at the bhegin-
ning of the period. In each quarterly performance computation, this amount

would be dividend by four.

Rates of Retumrn

Rates of return are of two general types: dollar weighted (or internal)
and time weighted. The dollar weighted rate of return has specific value in
measuring a piven portfolio's results and this is the most appropriate figure
for comparison with actuarial assumptions for corporate pension funds. How-

ever, when comparing investment results hetween portfolios, the differences
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in size and timing of cash flows can create considerable distortions. It
can be argued that a dollar weighted rate of return is appropriate for use
when measuring only the common stock portion of a portfolio because the
investment manager has control over the timing and amounts of cash’ flows
into and out of equitic ¢ithin the portfolio. However, whereas this is
true to some extent, the: judgments are often influenced by cash flows
into and out of the total portfolio., We have concluded that the time
weighted rate of return is appropriate for use in making comparisons be-
tween total portfolios as well as various segments of portfolios and,

also, with market indices which are by default time weighted because there

are no cash flows.

It is difficult for many organizations to provide an exact time weight-
ed rate of return measurement because of wine necessity to revalue the entire
portfolio whenever significant cash contributions or distributions are made.
Therefore, we believe that an approximate time weighted rate of return :s
satisfactory in most cases and recommend the following principles be ob-

served:

1. The nortfolio be valued at least quarterly.

2. A formula should be used to minimize the immact of cash

flows on nerformance results within a measurement period,
One such formula is:
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® Where V; = beginning market value = $1,000,000,
V" = endinr market valuc = $1,200,000,
(inc.uding reinvested income)
C = net cash flow = § 100,000,
(from any source including reinvested in-
yme)
I = total measurement = $ 10,000,
e period income
R = rate of retumn
R = $1,200,000, - $1,000,000, - $100,000, + $10,000.
$1,000,000. + 1/2($100,000,)
%

R=§ 110,000, = 10.5%
$1,050, n00,

The formula states that the total rate of return for the
time period is cqual to what was earned in both price
change and income (the numerator) as a percentage of the
® capital at work (the denominator). The amount eained is
the difference between the beginning and the ending mar-
ket values, adjusted for the net of all capital additions
and withdrawals because they are not pert of the retumrn,
and adjusted again for income because it is part of the
total return. The capital at work is the beginning mar-
¢ ket value plus one-half of the net of all capital addi-
tions and withdrawals. The one-half is used hecause no
effort is being made to identify the dates of cash flows.
They are being netted together and the assumption is
being made that they all took place at the mid-point of
the time period. So, rather than saying the entire cash
flow was at work for half the time, the formula says one-
half the cash flow was at work the entire time. When the
contribution C is very large relative to the beginning
market value V! (e.p., over 10%) it may be necessary to
modify the use of the above formula or value the port-
folio as of the date of the cash flow to remove possible
distortions by eliminating any sub-period containing an
overly large cash flow.

3. A linked index should be used in keeping a record of this
performance data over time and provides a means of de-
veloping annual figures from separate quarterly calcula-

@ tions. Such an index would be as follows:

% Change Index

Beginning Value @~ ~  c-ccea.. 100,0
Period 1 +5.0 105,0
Period 2 -3.6 101.2
¢ Period 3 +1.8 103.0
Period 4 +6.2 109.4

Overall Return +9,4%
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Total Portfolio and Various Portfolio Segments

The most appropriate comparison between portfolios is to show the re-
sults of the total portfolio investments. An extra dimension is given when
the total portfolio returns are supplemented by percentage figures showing
the proportions held in various peortfolio segments, 1t is often useful to
demonstrate bond management or stock management using the bond and stock
segments of a total portfolio balanced between bonds and stocks. There-
fore, it is also recommended that segments of different portfolios be used
for comparisons to measure selection and also the impacts of timing of
shifts between portfolio segments. The procedure described above for cal-
culating rates of return on total portfolios is the same used for portfolio
segments such as common stocks. When computing the performance of an
equities only segment, however, it is necessary to compute the net cash
flow as equal to the difference between the total of all common stock pur-

chases and the total of all common stock sales during the period.

Definitions within Portfolio Segments

When comparing segments of portfolios such as the common stock segment
of one portfolio with the common stock segment of another portfolio, it 1s
important that the segments have comparable characteristics. It would not,
for example, be appropriate to comparc the common stock portfolio of a cor-
porate pension fund which was 25% invested in the company's own stock with
the common stock portfolio of another pension fund which had no such distor-

tion. Managers inherit portfolios fron a variety of sources which might

hold concentrations in poorly marketable securities which would take time to
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work out of successfully. The manager should not be charged with the dis-
tortions produced, good or bad, during a prolonged period of iiquidation.
There are also differences in treatment of types of holdings. In the case
of convertible securities, some treat them as part of the portfolio's bond
holdings, some treat them as common stocks and some divide them between
those convertible issues selling nea: their base investment value as a
straight bond and those convertible issues selling more on a common stock
equivalent basis. Finally, it ls not appropriate to compare results for
diversified and undiversified portfolios. For example, '"bond performance"
should not be compared on the basis of one portfolio which has 30% invest-
ed in bonds including a diversified list of issues and another portfolio
which might be of equal total dollar size but have a much smaller percent-
age of the total portfolio devoted to bonds and, perhaps, use only one or

two issues,

Total Time Period Shown

The five-year time period for investment results is desigued to be
long enough to cover most business and market cycles, The minimum object-
ive should be a length of time encompassing at least one market cycle con-
taining rising market and declining market periods in order to permit an
assessment of investment performance during both types of markets, Depend-
jng onthe timing of market cycles and the fact that they do not usually
open and close in consonance with the calendar, there will inecvitably be
occasions when a total time period of less than five years will be more ap-

propriate,




Time Intervals Used

Within the total time period shown, the time interval recommended is

one year with some indication of results for multiple time periods on a

compound annual basis. An example of this type of presentation is illus-

trated below:

Annual Rates of Return Compound Annual Rates of Return

2 years 3 years 4 years 5 years
1969 1970 1971 1972 1973 72-'73 '71-'73 '70-'73 '69-'73

Fund 1 -5.2 8,3 12.8 19.0 ~15.,5 0.3 4.3 D3 3.1
(All figures are hypothetical)

Variability of Return

It is not sufficient to know that a certain magnitude of return was
attained. It is also valuable to know the degree of variability experienced
in reaching the return. An appropriate way to express this variability is
through the use of some statistical measurc of dispersion of the sub-period
rates of return around their average rate of return, The standard deviation
is recommended as a means of quantifying dispersion. It is a widely used
measure and, although there are a number of other techniques to measure dis-

persion, it is appropriate as a minimum supplement to rate of return figures.

The standard deviation indicates the limits within which the sub-period
retums vary in producing an average return for a total time period. In
normal distributions of a secies of returns, plus or minus one standard
deviation from the average would encompass approximately 68% of the retumms.
Plus or minus two standard deviations from the average would encompass 95%
and plus or minus three standard deviations would encompass 99%. The task,

then, is to calculate one standard deviation as the basic unit.
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It is suggested that the sub-period returns be quarterly figures. The

standard deviation of the quarterly rates is found hy:

(1) obtaining the arithmetic average

(2) calculating the deviations of each rate from the average

(3) squaring each individual deviation

(4) taking the average of these squares

(5) extracting the square root of this average
Since these calculations produce the standard deviation of the quarterly
rates, it is necessary to make a conversion so the standard deviation can be
used as a supplement to rate of return figures expressed as :ompound annual

rates. This is accomplished by multiplying the standard deviation of the

quarterly rates by 2, the square root of the number of quarters in one year,
NOTE: See calculations at end of report.
II Standards of Use

Management Discretion

A primary purpose for generating performance figures is to provide a
quantitative basis for evaluating the job done by the portfolio manager.
It is only fair, then, for the results to reflect truly the manager's per-
formance without an unduc overlay imposed by others. This overlay may take
the form of policy constraints (e.g., a current income requirement, ceilings
on percentage to be invested in common stocks, restrictions as to the types
of securities to be purchased, etc.) or approval mechanisms involving rejec-
tion of proposed investments. The investment results should reflect the

portfolio manager's decision process., Although we recognize that the ef-

fective discretion of a portfolio manager might not be within the legal




definition of "discretionary," we believe a portfolio should be presumed to

be discretionary if the portfolio manager can arrange purchases and sales

of securities of his selection (within reasonable limits) and vary the port-

folio mix between stocks, bonds, or cash equivalents without undue restric-

tions on his own best professional judgment.

Number of Results Shown

Selection criteria for a statistical sample of any size must be accu-
rately disclosed to identify what the sample includes. The criteria might
be complex (e.g., common stocks only of accounts which are fully discretion-
ary, tax-exempt, managed by a firm's New York office for five years, etc.)
or simple (e.g., "our best account' or "our three largest accounts") but
they must be disclosed. Whatever the basis for selection of investment
results to be shown, all accounts described by the selection criteria must
be included. Although the quantity of accounts shown can be controlled by

the specifics of categorization filters, the account sample must be com-

plete as described.

A broad sample is desirable because the record of one portfolio or
several portfolios is not statistically significant as the record of a
portfolio manager or an entire firm of portfolio managers managing many
portfolios. One ccount cannot be presumed to be representative of an
individual's or firm's work unless the individual or firm So states and
is prepared to substantiate. Therefore, it would not usually be appro-

priate to compare two firms of portfolio managers by comparing one account
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of one firm with one account of another firm. This is true for any type of
portfolio, including mutual funds or any other commingled funds. The use of
one account may be appropriate in representing itself when it is desirable
to show the results of specific types of investing such as with a high risk
mutual fund, a mutual fund of international securities or a mutual fund
whose policy it is to keep pace with general market averages. Furthermore,
a single portfolio, pension fund, mutual fund or otherwise, should not be
used by any firm as representative of another firm unless that firm has so
stated and substantiated. It is not one firm's realm to present another

firm's record. A firm's responsibility is to represent itself and not

others.

In presenting investment performance results, it is appropriate to use
summary statistical techniques such as averages, medians, etc., as long as
they are representative of a broad sample of similar portfolios. Statisti-
cal and graphic representations should be specifically footnoted to dis-
close what they represent and a firm using them should be prepared to sub-
stantiate the representations by standing ready to describe the details of
the underlying calculations. This substantiation should at a minimum con-

tain the data presented in the attached worksheets.

Tax-Exempt Portfolios

The purpose of showing investment results of existing clients to third
parties is to provide an illustration of what has been achieved under vary-
ing conditions., Due to differences in impact on investment results of

various tax brackets, it is difficult to compare -he results of different

taxable portfolios. In order to demonstrate the investment process, the
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common base of tax-exempt portfolios can be used with both tax-exempt and

taxable third parties.

Similarity of Investment Objectives

No two portfolios are exactly the same. Inevitably, there is some
variation between different portfolios and their objectives. However, com-
parisons of investment results should be made only for portfolios with

generally similar objectives and involving acceptance of the total return

approach.
Size

Size is an important consideration and effort should be made to compare
por.folios only within reasonable categories of size. It is inappropriate
to compare the investment results of very small portfolios with very large
portfolios due to the great differences in operational flexibility. The use
of a size threshold is suggested such as including only portfolios over §1

million.

Relevance to Third Parties

The selection of investment results to be shown should have some rela-
tionship to the circumstances of those receiving the information. For ex-
ample, it is logical to show investment results which include a number of

employece benefit funds in response to an inquiry from an employee benefit

fund.

Mutual fund performance data are often used because they are a "public
record.'" We conclude that this general use relates more to the integrity

of an audited public statement rather than to the relevance of this record
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and recommend that specifically selected investment results be used which

have as close as possible a relationship to the third party viewing them.

Comparative Format

There are three general comparisons which might be drawn by those re-

ceiving a statement of investment results and the statement format should

facilitate such comparisons,

1. The investor should be interested in the absolute level
of accomplishment compared to his own goals. This does
not speak to the realism of these goals whether they be
achieving an actuarial assumption or some other pre-
stated quantitative objective. He wants to assess the
accomplishment relative to his own special standard.

2, The investor should be interested in the relative level
of accomplishment within various market environments.

3. The investor should be interested in the relative level

of accomplishment compared to some general representa-
tion of how others fared during the same time.

The first comparison uses the investor's own calculations and standards.

The second comparison requires some representation of the market en-
vironment. The widely used market averages involve a varicty of calcula-
tion methods so that the results vary depending on market circumstances.
This means a given index is not necessarily consistent ia its reflection of
the environment. The most appropriate answer (although not entirely satis-
factory) is to review records of several market indices on a total retumn

basis and assess the flow of experie.ce over a sufficient period of time.

The third comparison requires the selection of representative universes

of other managed money., This type of information has nct been available for
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many years but there are available universes of pension funds, mutual funds,

bank commingled funds, insurance company separate accounts, etc. The in-

tegrity of the information has been high to date and provides a valuable

means of comparison,

Distribution of Information

Care should be taken that any information provided third parties re-
garding portfolio investment results is in compliance with the Investment
Advisers Act of 1940 and othér guideposts, statutes, rules and court .ases,
In certain states, for example, any registered investment adviser must file
new business materials. The judicial definitions of so-called federal

"anti-fraud rules" are continually expanding to include prospect and client

communications.

Outlined helow are guidelines of what is deemed permissible and not

permissible within the context of this report in distributing portfolio in-

vestment results,
Permissible:

Investment performance data may generally be shown which are:

1. clear disclosures of all relevant facts,

2. accurate,

for objectively justifiable time periods, and

for gencrally recognized categories within portfolios
(e.g., total portfolio, total bonds, total common
stocks) and for overall categories of portfolios (e.g.,

large pension funds, all tax-exempt institutional ac-
counts).




Not Permissible:

Investment performance data may not be shown which are:

1. unclear, untrue or otherwise false or misleading and/or,

2, 1in the case of advertisements as defined under the In-

vestment Advisers Act of 1940, in violation of the rules
relating to advertisements.

In the Investment Advisers Act of 1940, a specific guideline is found
in Rule 206(4)-1. This rule concerns "advertisements" by investment ad-
visers and, in relation to the subject matter of this report, the most im-
portant provisions of the rule define the conditions under which distribu-
tion of an "advertisement" may constitute fraud or deception. For these
purposes, "advertisement" is defined broadly as any written communication
sent o more than one person (The term "person" is defined to include any
organized group or persons, so that, for example, a corporate pension fund
would be one person, even though it may have four people on its Finance
Committee.) or any other notice or announcement in any publication or on
radio or television which offers any investment advisory service with re-

gard to securities.

One noteworthy example of circumstances under which an "advertisement"
may not be distributed involves any situatisn where reference is made to
past specific recommendations of the investment adviser which were or would
have been profitable to anyone, unless the advertisement sets out or offers
to furmish a list of all recommendations made by the investment adviser for
the immediately preceding period of not less than one year -- a list which

must contain specified, detailed information. The list must also contain
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lunguage in large type steting "IT SHOULD NOT BE ASSUMED THAT RECOMMENDATIONS
MADE IN THE FUTURE WILL BE PROFITABLE OR WILL EQUAL THE PERFORMANCE OF THE

SECURITIES ON THIS LIST."

Calculation Worksheet

The attached calculation worksheet utilizes quarterly rates of return
derived from the formula described on Pages 7 and 8. The quarterly rates
are used to develop:

1. Annual Rates - calculated by linking the quarterly rates
geometrically through multiplication (not the same as the
arithmetic average).

2, Compound Annual Rates - calculated by linking the annual
rates for the specified time period and, then, reference
to compound interest tables,

3. Standard Deviation of the Five-Year Quarterly Rates - cal-
culated as indicated (also refer to Page 11 of report).

NOTE: The calculations described are basic to the production of investment
performance figures. Of course, in large volume applications, appropriate-

ly programmed computers perform these tasks and the calculation worksheet

1s unnecessary.

Sample Report Format

The attacl'ed sample recport format embodies the recommendations contained
in this report. It is an example of how the recommendations can be used.
There are a variety of alternatives and display methods which involve the use
of the return figures or graphic representations of the rates of return. This
example provides a basic standard for presentation or is appropriate substan-
tiation of statistical or graphic representations. The two pages are companion
pieces and the recommendations on Pages 4-5 of this report should be used as a

checklist for completeness.




Quarterly Quarterly
Periods Rates
- 3.3
2. 1“00
3. Dol
4, 1.5
5. - 2.5
6- oo d 2-3
7. . - 0.4
8. .5
9. R A |
100 'la.o
1. 14.6
12! 9'8
13, B.4
lu - 1.5
15, 0.9
16. 9,2
17 8.4
18. 4.6
19. 5.6
20, 6.6
Total 60.2
Average 3.0

Annual

Index

100.0

896.7
110.2
112.7
1l4.4

100.0
97.5
95.3
94.9
99.1

100.0
97.9

80.3
92.0
10J..0

100.0
108.4
106.8
107.7
117.6

100.0
108.4
113.4
119.7
127.6

LT

CALCULATION WORKSHEET ‘#

FUND 1

Annual

14.4

- 0.9

1.0

17.6

27.6

Compound
Annual Rates

Rates

11.4 (5 years)

10.7 (4 years)

14.9 (3 years)

22.5 (2 years)

27.6 (1 year)

Deviation#®® Deviations

from Average Squared .

6.3 39.69
11.0 121.00
0.8 0.64
1.5 2.25

5.5 30.25
5.3 28.09
3.4 11.56
1.5 2,25

1 26.01
.0 . h4x.o00
6 134,56
8 LE.2Y4

S5.%4 29.16

5 20.25
2.1 4.41
6.2 38.44

G 29.16
6 2.56
6 6.76
6 12.90
1,027.18

51.36

Standard Deviation e

(Conversion Factor to annualize) x 2

5 Year Variability 4.5

zquares, square rooti and compound ratus are readily availatle in standard statistical tables

#fcquaring deviations mates them all positive so minus sizns can be igunred

]




SAMPLE REPORT FORMAT
(Hypothetical Figures Used Below)

COMPARATIVE PERFORMANCE
(All figure. are total return including price ciiange plus income)

Annual Rates of Return ' - Compound Annual Rates of Return
2 years 3 years U4 years 5 years S Year
1969 1970 1971 1972 1973 '72-'73  '71-'73 *70-"73 '69-'73 Variability

ABC INVESTMENT COUNSEL, INC.
Equity Performance of Selected Tax-Exempt Portfolios

T'und 14.2 - 6.8
Fund 22.2 =11.0
Fund 25.6 =10.0
Fund .6 y 19.5 -14.4

rund

Fund
Fund
Fund
fund
Fund

Fund

Fund 12
Fund 13
Fund 1%
Fund 15

Equity Market Averages
Dow Jones -11.8 9.3 9.9
S & ? 506 - 8.5 3.9 4.3

Mutual Fund Averages*
Growth Funds -15.6 -16.0 19.8

XLipper Analytical Services

ALL PEPRESENTATIONS IN ACCORLANIE STANSARDS AFPROVED BY THE INVESTUCZNT COUNSEL ASSOCIATICN CF AMERICA




Fund
Fund
Fund
Fund
Fund

Fund
Fund
Fund
Fund
Fund

Fund
Fund
Fund
Fund
Fund

moFE WM

oo~

12
13
1
15
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SAMPLE ROPORT FORMAT

KEY TO EQUITY PERFORMANCE®*

SIZE
TYPE 12/31/73
Corporate Pension Fund $10.5 mlllion
Corporate Profit Sharing Fund $ 6.8 million
College Endowment 312,6 million
Charitable Foundation $18.4 million
Religious Institution $ S.4 million

“Discretionary Management
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Dear Mr.

Enclosed is the portfolio of Insurance Limited as of September 30, 1976

under management by Credit Suisse White Weld Ltd.

The third quarter of the year witnessed a slowdown in the rate of growth
of the U.S. eccnomy together with a somewhat lower level of inflationary
pressures. As a result, interest rates resumed the downward trend that has
been in evidence ever since reaching their peak in the middle of 1974. During
the quarter the Lurodollar short term rates eased approximately 3/4% per annum,
while medium and long term rates declined by approximately 1/2% per year.

Lincouraged by these economic events we shifted a portion of the short
term investments into the medium term sector., As a result, short lerm in-
vestments comprised 227% of the portfolio compared to 287 at the end of the
previous quarter. Medium term investments rose by 5% to 507%, while long term
investments rose by 17 to 14%.

As a result of the modest portfolio shift into higher yvielding investments,
the yield of the portfolio rese from 8,34% at the end of the last quarter to
8.50% on September 30, 1976.

Benefitting from the declining trend in interest rates, the mark~at value
of the straight debt segment of the portfolio rose by 0.8% 12 a level ot 1., 6%
above cost. The equity linked segment rose by 3.0 compared with a rise
in the NYSE index of 0,9% during the comparable period. The portfolio as a
whole had a principal market value of $41, 393,33 against a principal cost

value of $41,538,669, The increase during the quarter was 1,0% for the

portfolio,




The overall return on the portfolio for the second quarter consists of an

average income of approximately 8.44% per annum of 2, 1% for the quarter.
Adding to this the net portfolio appreciation of 1.0% produces a total return
of 3.1% of the average portfolio for the quarter and is about 9.0% for the

first nine months of the year.




INSURANCE LIMITED

EURODOLLAR INTEREST RATES

CD's January 2, 1973 June 30, 1976 September 30, 1976

1 month 5 3/8% 5 3/8% 5 3/8%

3 months 57/8 6 53/4

6 months 6 1/4 6 5/8 57/8

1 year ' 3/8 3/16 5/16
2 years 7/8 3/4 3/16
3 years 1/8 9/16
4 years 5/16 13/16
5 years 1/2 1/16

Straight Bonds

10 years

= U.B,

- non U,S,
15 years

- U.,8.
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$2,000,000
1,900,000
1,000,000

146,000
100,00

00,000

1.0
1,000,000
1,500,000
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1,000,000
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1,003,000
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Matuelty

11/0/76
11/30/76
/076

1/1/11
1267717
s/
5/15/17
8/15/17
9/21/17

11/2/17
11/28/72
12 /1 /11"
1/10/78
i/10/m
92/20/74
9/24/78
9/20/78
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Investments

Total Medium Term
Investmonts

Total Long Ternt

Inve: tments

Total Equity Linked

Investments

INSURAMNCE LIMITED

I SUMMARY QF PORTFOLIO

)
@

MARKET VALUE 8/30/76
Accrued
% Princioal Interest Tota.

21,8% 58,168,265 $220,823 § 9,389,112

Annual
Income

21l.6% § 738,614

w
(=11
w

49.9% 21,236,966 172,391 22,068,802 £0.8% 1,924,881
17.9% 7,455,928 391,872 7,847,457 18.0% 652,402
10.4% - 4,032,131 81,173 4,113,304 3.6
100% $1,465,959 543,418,715 100




INSURANCE LIMITED

CHANGE IN PRINCIPAL

Change
During 3rd Change

Market Value Market Value

Cost
§/30/75 (1) a/30/76 Cuarter 1976

5/30/76

Shert Term

Investment $9,070,773 §9,166,744 $9,168,283
Modium Term

[nvestment 20,730,555 21,126,625 21,236,966
Long Term

Invesoment 7,414.0E5 _7,271,644 7 455.925%
TOTAL STRAIGHT DEBT §37,215,393 537,565,013 517,861,100 + 0.8% -+ L.75%
Equity

4,323,276 3,902,373 4,032,121 + 3.0% —_— 0. T

541,474,380 + 1.0% + 0.85%

TOTAL PORTFOLIO

flow of funds and the relnvostimont

of tncoma during the third quarter 1976.
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LONG TFRM STR/IGHT INVESTMENTS

Adjusted
Annual Cost
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Maturity Maturity Brincipal 0 Total
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. _INSURANGE “IMITED

ACCOUNTING S'M

1976

Thu FLOWS

Additions $ 2,5(0,00

Withdrawals

(3,000,000)

Net $ (500,000)

IfI. NET INCOME Chsh Dagla.

Short Term Investments § 280,621
Medium Term Invastments 306,940
Long Torm Investments 64,007

y & Equities 61,161

T ermom %! £a ThY
f el ed,; a8, /v8

3,08€62,]

ng Term Investments 500,000

ertibles & Lquitios -

Ve cid o tl
foginning “ash Bala 5 25,3499
Nat Ir (Cash bBaaly) 715,
Frocou of Sales (Principal) 1,08¢,02
- Cost Murchacos 3, 314,0

Het Qutflow ( 500,000)

Inding Cash lalance v ik, J:4

53,403
3 '.l.'___:_'._h
Cost (I.z3s) Procacd
56,098,737 56,098,797




7 SUMMARY OF INCOME EARNED

+ + - -+
Income Received Income Recelved Int. Purchased
Cash Besls Cash Baslis In Current Qtr. Net income Accrual at . Accrual Income on
(from Inventory (from Sales (from Purchase . Received Beginning of at End Aecerual
{ chadule) Schedule) Schedule) Cash Basis Periocd of Period Basis

hort Term Investments $142,974 $137,647 $280,621 $196,03 $220,823 $305,413
Medium Term Investments 323,687 48,282 309,940 681,136 772,391 401,195
46,500 20,666 64,007 302,380 391,572 1 g

61,161 61,161 86,931 81,173 53,40

—— —n e S—

$574,322 $206,595 $65,188 §715,729  $1,268,478
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Selection of Discretionary Fund Managers

Studies: We have found no single investment manager or investment
method with exceptional performance in all market environments.

It is, therefore, necessary to set forth the philosophy of the invest-
ment organizations, their approaches to the investment of discretionary funds
and the resources they bring to bear on this part of their business.

The first priority should be to identify those characteristics felt to be
most important to tiie fund. The more information one has about managers,
the better the chances are of selccting a manager that has the characteristics
the fund feels are important.

The following items are important areas of inquiry by the fund in dis-
cussions with prospective investment managers.

Organization: An understanding of the business base of the organiza-
tion and its parent (if any), its current status and any conflicts with the parent's
business, and the nature of ownership and capital give an indication of whether

the investment management organization is likely to remain structured as it
presently is or whether change is likely. The important points to review with
the manager may be the importance of the iny estment ent ity's profits to the
whole, the nature of its client base, how potential conflicls of interest within
the management organization are resolved, and what motivation for the staff
the form of ownership may provide.

Stafl: Stall must be sulficient to support the investment philosophy,
system, research capabililies and ~ssets under management,  In conjunction
with biographies, interviews may provide the basis Lo assess the expoerience,
maturity and capability of key staffl members and portfolio managers, make
certain the fund would receive the level of attention it deserves, and determine
whether the investment philosophy is accepted throughout the organization,

Assols U'“]"_':_I\"'”“E.L'-‘_"_“_‘_’_lﬂ_: The relative cmphasis is on Lhe Lypues of
accounts under management at one point in time, It may be important to know
whether this rellects the organization's dircction for the future. The fund
should compare the mix of stock, bond and cash reserve assels to the philos-
ophy, consider the number of stock and band accounts, and find out how these
may differ from the past.

’hiloso ohy: The fund must discern the investment orpgamzalion's central

philosophy and method of implementation to determine whether such organization

suits the fund requirements, especially with respect to asscet mix, flexibility in




the use of cash reserves, and diversilication of securities and issues within
a portfolio. The fund must be certain that there is sufficient staff and a
defined system in order to implement the philosophy. The fund should aiso
know whefher the philosophy is new or relatively long-standing and how it
may be affected by extreme market canditions,

System: For a [und to be able to have conflidence in a manager, the
system must e understandable. It must fit the manager's organization,
philosophy and personnecl. From biographies or interviews the [und should
discern whether key people are perflorming the most important functions in the
system, Along with an understanding of how the system functions should come
a sense of how ideas are generated, the main sources of input and the impor-
tance of the individual portfolio manager to the process. The account load per
manager should also be considered at this point.

Research: This function may not be cqually important for all investment
philosophies and systems, but its importance and depth should be understood,

Fees: These are very often nepgotiable and [lexible; so the fund should
inquire specilically as to fees in relation to the size of the fund and special

services required,

Performance: Performance reflects the results ol the past and is not

a prediction for the future. The performance of most investiment orpganizations
is dependent in great measure on genceral market conditions and must be viewed
in relation to market conditions during the specific time period covered, " It

is important to understand the reason [or the organization's performance resulls
in the past(stalf, philosophy, style, issue selection or industry weipghtings,
among others),

Types of Moncy Management Orvganizations -

Banks

Insurance Companies
Investment Management Firms
Internal Staff

The great bulk of monies are still managed by banks, A major portion
of this money is managed in individual accounls, and the treatment of those
funds is very much like that provided by independent investment management
companies. The banks have also established pooled investment trusts for [ands,
These are vehicles that serve a variety of purposes, TFor small funds they
provide a way of getting intensive management in a way that is not practical if
they were to be individually handled, For larger funds they offer a way of
providing specialized investment opportunities, cither in risky sccurilies or

in specialized holdings such as short-term investments whoere it s desirable

to pet a spread of holdings rather than concentrating in a limited number ol issues,




Over the years, banks have emphasized their fiduciary responsibility
for the monies under their supervision, and that has been a major selling
_point with them.

'

Insurance companies have become increasingly competitive in recent
years in olfering investment services. The great bulk of the mon es which
they handle for such funds are held in their general accounts. Th:se arc port-
folios largely invested in bonds and mortgages but which also inc ude stocks,
real estate and various miscellaneous investments. These are 1 assive poois
of capital, and the insurance companies are able to offer guarantees with res-
pect to contracts they offer based on their general accounts. Some of those
contracts involve one-shot guarantees on a lump-sum deposit made at a specific
time, and others provide a guarantee over some period of years,

In addition, insurance companies offer a broad range of separale account
investments which are very similar to the pooled trust vehicles offered by banks,
They include equity investment, separate accounts, bond investment, short-
term investment accounts and, in the case of a few companices, real estate
accounts,

The third major category of organizations offering services to lands
are investment management firms, These include independent ones and those
that are affiliated with brokerage houses or other financial institutions. Theso
organizations typically offer services in the form of managing an individual
account and tying the investment management of those funds Lo the particular
needs and circumstances ol their fund clients, Some of these organizations
are specialists focusing on particular types of sccuritices,

Finally, there are some funds, generally the vary larpgest ones, who
use internal stalf for management of their asscts. Thal is a possibility that is
worth consideration if you are confident that you can hire and retain compekbent
- professionals who will be able to work with the trustees of the fund in eslablishing
policies and procedures that will meet their particular nceds,

Conclusion: It is clear that there is a very broad menu lo choose from

in the investment advisory field, A systematic procedure for considering

Lhe various characteristics of the different orpanizations in Light of your par-
ticular fund's requirements, can substantially increase the likelihood that you
are going lo be able to satisly your long-term investiment needs.
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Exhibit VIII

&® LEVERAGE

As noted in Exhibit I, one cf the principal reasons which motivates a
berrower to incur a debt obligation is the ability it provides him, through the
_ acquisition of fixed assets or other uses, to accelerate his rate of growth beyond
@ that which he would otherwise be able to achieve based solely on his ability to
generate capital funds internally. As also noted, all lenders are dependent on a
borrower's future revenue stream for payment of both interim interest and the

principal amount at maturity, either by a direct payment or from the proceeds
of a second, refinancing borrowing.

= For a corporate borrower, the two limitations on its borrowing capacity
are its level of revenues and the amount of its equity capital in relation to its debt.
A company's level of revenues is scrutinized as a measure of its ability to meet
the interest and principal payments on its obligations, as well as such payments
on any subsequent refinancing borrowing, and lenders generally do not make debt
available unless they feel assured of an adequate margin to accommodate periodic

& fluctuations. Similarly, the amount of debt which a corporate borrower is able
to incur is limited by the amount of its equity capital which, because of its junior
nature in liquidation, provides a margin of safety to creditors under the most
adverse circumstances. Impertantly, this latter debt constraint assumes that
the borrower's revenue stream will cease if and when his other activities cease.

® A municipal or local government borrower, unlike a corporate entity, has
no equity, but also has a perpetual revenue stream as a result of its power to tax.
The constraints on a municipal or local government borrower's debt capacity are
thus derived from the extent of the property or income base over which its taxing
power extends, with limits being set in recognition for the need for a reserve in

the event of an economic reversal that would adversely effect the revenue stream.

As the Permanent Fund, because of its status and of the substantial size
and guaranteed nature of its future resources, will be able to issue tax exempt
securities bearing the highest credit ratings, it will have access to a large number
of attractive leveraging opportunities. Highly rated tax exempt bonds can normally
be sold at an extremely advantageous interest cost to the borrower, principally

& becanse of the exempt nature of their interest payments.

As discussed in Exhibit IV, the proceeds of a tax exempt security may
only be used for certain specified exempt purposes such as public and municipal
development projects. As a result, if the Fund were to borrow on a tax exempt
basis, it would have to invest the proceeds in qualifying projects and would not,
L] for example, be permitted to invest these funds in corporate securities of any
type, whether publicly issued or privately placed. If the FFund wished to borrow
lo invest in corporate securities, it would have to do so on a taxable basis and,
consequently, at a higher interest cost, While we believe that the presence of both
taxable and non-taxable debt in the Fund's liability structure would not have an
adverse impact on an investor's perception of its credit quality, any taxable {inanc-
2 ing because of its higher cost would act to slightly reduce the amount of cash avail-
able for investment by the Fund. Because of these factors, the Fund may wish to
consider utilizing its own borrowing capacity to support public development projects




and to allocate its revenues towards private sector investments. Through the
commitment of its resources and financing capacity via investments and guar-
antees supporting private sector activities, the Fund could, however, permit
specific projects to achieve a higher degree of leverage than would otherwise be
possible.

As to the form of financing which the Fund might undertake, we do not
believe that there is any necessity zt this time to contemplate issues other than
unsecured senior debentures. Because of the size of the Fund's ultimate equity
base, it should not require supplemental subordinated debt and, similarly, should
attempt to achieve the longest maturities possible on its borrowings consistent
with the obje tive of interest cost minimization. To the greatest degree practic-
able, investinents made from such borrowings should match the maturities of the
Fund's liabilities.

As noted above, through its investment and guarantee policies, the Fund
could transfer a portion of its debt capacity to private sector activities. By pur-
chasing equity (preferred or common) securities in a private venture, the Fund
would be aiding the entity in the establishment of its capital base and would permit
it to raise a larger amount of debt from other non-public sources on more attrac-
tive terms than might otherwise be available. Similarly, if the Fund were to pur-
chase long term subordinated debt issues of a private sector project as part of a
total financing package, it would be contributing near equity and would thus also
encourage the participation of non-public lenders in the senior financing of the

project. A similar effect could be achieved if the Fund were to act as the major
participant in a syndicated loan to a private borrower or to agree to provide the
permanent, long term financing for a private development project. Such a trans-
action could also be effected if the Fund were to sell participations in its private
sector loans to other non-public investors with recourse to itself in the event of
default. In effect, the latter type of transaction would represent an indirect form
of leverage by the I'und.

The Fund will not, however, be able to leverage itself, ecither directly
or indirectly beyond its capacity to comfortably service ils debts (and to provide
for futurc contingencies) and to offer its creditors an adequate margin of safety
based on rhe type of its investments, Although it is impossible to determine
exactly how much leverage the Fund will be permitted or will ultimately employ,
the quality of its assets will have an important effect on its maximum level of
debt. A sound asset base will support a higher level of debt than a pool of specu-
lative or imprudent investments.
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Exhibit IX

GUARANTEES

A guarantee is a contractural commitment to assume another's obligations
if, for certain reasons, he is unable to meet them himself. Guarantees of finan-
cial obligations may be of two types, either a guarantee of performance - where the
guarantor has the option of either assuming the debtor's obligations and keeping
them outstanding or paying the amount due immediately upon default - or a guarantee
of payment - where the guarantor must pay the full amount to the guaranteed party on
default. Of the two types of guarantee, a guarantee of payment is the most acceptable
to lenders and is most widely used. A guarantee may also be a guarantee of interest,
principal or both and .ither full or partial with the value of a partial guarantee
being dependent upon the amount of the guarantee in relation to the total obligation.

A guarantee of a debt obligation substitutes the credit of the guarantor for
the credit of the borrower. Because a guarantee provides a lender with pretection
against loss in the event of default, lenders are generally willing to purchase guar-
anteed obligations on more attractive terms than non-guaranteed obligations. In the
case of certain borrowers of weak credit standing, lenders will not purchase their
obligations without a guarantee. A guarantee is of no value, however, if the guar-
antor is not of sufficient credit standing to easily assume the guaranteed obligation.
To compensate for a weak guarantor, guarantees are often secured by assets of
the guarantor. Due to the potential liability, guarantors also frequently charge a
borrower a fee for issuing a guarantee.

Because of the likely future size of the Fund and its financial strength,
its guarantee would be most highly regarded, in our opinion, by other lenders
and, if given, would enable a borrower to more easily attract debt and to achieve
finer terms on its issues. In certain cases, the I'und's guarantee might enable a
borrower unable to obtain credit on its own to secure financing.

From the standpoint of a lender to a guarantor, however, a guarantce
constitutes a contingent claim on the guarantor's assets which if called upon
might inhibit the payment of his direct obligation. As a result, an entity cannot
guarantce obligations indiscriminately without limiting its own debt capacily.
Similarly, excessive issuance ol guarantees by a guarantor will, over time,
reduce their value to third parties. A guarantor has a [iduciary responsibility
to maintain the value of its guarantees.
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CREDIT RATINGS

A credit rating on a debt issue represents an evaluation of the borrower's
ability to repay its obligation as agreed and, as such, is an indication of the
® - quality of the particular sectrity as an investment vehicle. The two principal
agencies which provide credit ratings are Moody's Investors Service Inc. ‘and
Standard & Poor's Corporation. Each of these agencies has its own system of
credit quality classifications covering both the highest quality and the most specu-
-- lative debt issues. A description of these agencies' individual ratings and their

intended interpretation for both corporate and municipal securities s contained
in this Exhibit.

A credit rating is dependent upon many factors, both objective and subjec-
tive, but principal among these are an issuer's size, its level of debt in relation
to its capital structure and its level of income in relation to the magnitude of its
interest payment obligations. In general, the larger the issuer, the lower an
® issuer's level of debt and the higher an issuer's level of income in relation to
interest expense, the higher the credit rating will be on its debt securities.
Importantly, a credit rating does not apply to all the debt securities of an issuer
or to its abilily to pay its debts in general but only to a single, specific debt issue
for which a rating has been requested. As a result, a rating is also dependent upon
- the terms of tke particular issue and to its status in the issuer's capital structure.
' Py A secured or guaranteed obligation may, for example, be rated higher than an
ungecured obligation of the same issuer and subordinated securities are normally
rated one category lower than senior securities. A study of certain of the financial
statistics which we believe are important determinants of the various credit ratings
is also contained in this IExhibit.

® A credit rating greatly assists investors in their evaluation of the credit of
an issuer and, in some cases, forms an important part of a buyer's independent
analysis of a security's investment merits. Credit ratings also provide an effec-
tive determinant of the quality of the assels in an investment portfolio and are
frequently used as portfolio management tools, with highly rated issues being
especially sought after. As a result, issues with higher credit ratings commonly

® are able tlo command finer terms than lesser rated issues., This importance of
ratings in the issuance of debt securities requires issuers to be continually
cognizant of the likely impact of internal decisions on future {inancing neecds.
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Description of Bond Ratings

Standard & Poor's Corporation

AAA

Bonds rated AAA are highest grade obligations. They possess the
ultimate degree of protection as to principal and interest. Market-

wise they move with interest rates, and hence provide the maximum
safety on all counts.

LY

Bonds rated AA also qualify as high grade obligations, and in
the majority of instances differ from AAA issues only in small degree.
Here, too, prices move with the long term money market.

A

Bonds rated A are regarded as upper medium grade. They have con-
siderable investment strength but are not entirely free from adverse
effects of changes in economic and trade conditions. Interest and
principal are regarded as safe. They predominantly reflect money rates
in their market behavior, but to some extent, also economic conditions.

BBB

—_—

The BBB, or medium grade category is borderline between definitely
sound obligations and those where the speculative element begins to
predominate. These bonds have adequate asset coverage and normally
are protected by satisfactory earnings. Their susceptibility to chang-
ing conditions, particularly to depressions, necessitates constant
watching. Marketwise, the bonds are more responsive to business and
trade conditions than to interest rates. This group is the lowest.
which qualifies for commersial bank investment.

8B
Bonds given a BB rating are regarded as lower medium grade. They

have only minor investment characteristics. In the case of utilities,

interest is earned consistently but by narrow margins. In the case

of other types of obligors, charges are earned on average by a fair

margin, but in poor periods deficit operations are possible.

B

Bonds rated as low as I are speculative. Payment of interest
cannot be assured under difficult economic conditions.



CCC=CC

Bonds rated CCC and CC are outright specnlations, with the lower
rating denoting the more speculative. Interest is paid, but contin-
uation is questionable in periods of poor trade conditions. 1In the
case of CC ratings the bonds may be on an income basis and the pay-
ment may be small.

<

The rating of C is reserved for income bonds on which no in-
terest is being paid.

DDD=-D

All bonds rated DDD, DD and D are in default, with the rating
indicating the relative salvage value.
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Description of Bond Ratings

Moody's Investor Service

Aaa

Bonds which are rated Aaa are judged to be of the best quality.
They carry the smallest degree of investment risk and are generally
referred to as "gilt edge." 1Interest payments are protected by a
large or by an exceptionally stable margin and principal is secure.
While the various protective elements are likely to change, such
changes as can be visualized are most unlikely to impair the funda-
mentally strong position of such issues.

Aa

Bonds which are rated Aa are judged to be of high quality by
all standards. Together with the Aaa group they comprise what are
generally known as high grade bonds. They are rated lower than the
best bonds because margins of protection may not be as large as in
Aaa securities or fluctuation of protective elements may be of greater
amplitude or there may be other elements present which make the long
term risks appear somewhat larger than in Aaa securities.

A

Bonds which are rated A possess many favorable investment attri-
butes and are to be considered as upper medium grade obligations.
Factors giving security to principal and interest are considered
adequate but elements may be present which suggest a susceptibility
to impairment sometime in the future.

Baa

Bonds which are rated Baa are considered as medium grade obli-
gations, i.e., they are neither highly protected nor poorly secured.
Interest payments and principal security appear adequate for the
present but certain protective elements may be lacking or may be
characteristically unreliable over any great length of time. Such
bonds lack outstanding investment characteristics and in fact have
speculative characteristics as well,

Ba

Bonds which are rated Ba are judged to have speculative elements;
their future cannot be considered as well assured. Often the pro-
tection of interest and principal payments may be very moderate and
thereby not well safequarded during both good and bad times over the
future. Uncertainty of position characterlzes bonds In this class.
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B

Bonds which are rated B generally lack characteristics of the
» desirable investment. Assurance of interest and Principal payments
b or of maintenance of other terms of the contract over any long period
of time may be small.

Caa

@ Bonds which are rated Caa are of poor standing. Such issues

may be in default or there may be present elements of danger with
respect to principal or interest.

ca
-] Bonds which are rated Ca represent obligations which are specu-

lative in a high degree. Such issues are often in default or have
other marked shortcomings.

<

& Bonds which are rated C are the lowest rated class of bonds and
issues so rated can be regarded as having extremely poor prospects
of ever attaining any real investment standing.
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INTRODUC TION

The Industrial Bond Rating Study zhov s selected financial data on
companies with a senior debt rating assigned >y Moody's and Standard &
Poor's. The companies in the study include those who have issued debt
recently and on whom there is complete historical information in the com-
puter data base. The figures in the study are calculated from historical
data and do not give effect to issuance of debt after the end of the 1975
fiscal year which, in some cases, could result in a change of a company's
rating. The bond ratings are those shown in the May 1976 bond guides
published by Moody's and Standard & Poor's and the new issues included
in the study are those sold to the public thro.z* *lay 1976. The study is
only intended as a general guide to the financial qualifications for a
particular rating since other factors such as characteristics of the industry
and the qualities of management are also important.

The format of the study has been modified slightly to include pre-
tax interest coverage for 1972 in order to give a longer history of coverage
figures,
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CHANGES TO BOND RATING STUDY SINCE
__PREVIOUS EDITION OF OCTOBER 1975

L
ADDITIONS
Company Rating Company Rating
Eltra Corporation Aa-AA Hospital Corp. of America A-A
® Time Inc. Aa-AA Hudson Bay Mining & Smelting Co. A-A
Texasgulf Inc. A-AA International Minerals &« Chemicals A-A
AIRCO Inc. A-A Stanley Works A-A
Big Three Industries Inc. A-A Transamerica Corp. A-A
Cyprus Mines Corp. A-A Browning Ferris Baa-BBB
* Greyhound Corporation A-A
L]
DELETIONS
Company Rating Explanation
g
Singer Baa-BBB Downgraded to Ba-BB
Victor Complometer Baa-BBB Downgraded to Ba-BB
White Motor Baa-BBDB Downgraded to Ba-BB
¢ UPGRADINGS
Previous New
Company Rating Rating Comment on Financial Record
[ Beatrice Foods Aaa-AA Aaa-AAA Strong Ratios
Sterling Drug Aa-AA An-AAA Strong Ratios
International Paper A-AA Aa-AA Strong Ratios
1J.S5. Steel Aa-A Aa-AA Strong Ratios
lInion Camp A-A A-AA Strong Ralios
&
DOWNGRADINGE
Previous  New
Company Rating  Rating Comment on Financial Record
Cumminsg Engine A-A A-IB3L 4 Declining coverage, incr, debt,
Federal Mogul A-A Baa-A Dec’ining coverage.
International Harvester A-A A-BBD Low cov,,incr, short-term debt,
Chrysler Corporation Baa-A Baa-1311NB Declining cov., incr, short-term
debt.
® A.O. Smith Baa-A Baa-DBBR Declining coverage.




EXPLANATION OF HEADINGS ON BOND RATING STUDY

Column Heading Explanation
1 1975 EBIT Earnings before all interest

charges and income taxes
for 1975 before extraordinary
gains or losses.

2 1975 EBIT % Earnings before all interest
Assets charges and income taxes in
1975 as a percent of 1975
assets including all intangible

assets.
3 5-Year Growth Compound annual growth in
Sales sales during the past five
years,
! 1975 Cash Flow Net income plus depreciation
% Debt and deferred tax items as a

percent of total short and
long -term debt in 1975,

5,6,7,8 Pretax Interest Pretax coverage of total
Coverage 1972, interest charges in 1972, 1973,
1973, 1974 and 1975 1974 and 1975,

9 1975 Total Total capitalization in 1975
Capital (including short-term debt

and minority interest but
excluding deferred taxes).

10 Short-Term Debt Short-term debt including
as a % of Total current maturities of long-
1972 Capital term debt as a rercent of

total 1972 capitalization
(including short-term debt
and minority inte“est but

excluding deferred taxes).




Column

11

12

i 8

Heading

Short- Term Debt
as a % of Total
1975 Capital

Long-Term Debt
as a % of Total
1972 Capital

Long-Term Debt
as a ¥ of Total
1975 Capital

Total Debt as a %
of Total 1972
Capital

Total Debt as a %
of Total 1975
Capital

Explanation_

Short-term debt including
current maturities of long-
term debt as a percent of
total 1975 capitalization
(including short-term debt
and minority interest but
excluding deferred taxes).

Long-term debt as a percent
of total 1972 capitalization
(including short-term debt
and minority interest but
excluding deferred taxes).

Long-term debt as a percent
of total 1975 capitalization
(includ ng short-term debt
and mino rity interest but
excluding deferred taxes).

Total debt as a percent of
total 1972 capitalization
(including short-term debt
and minority interest but
excluding deferred taxes).

Total debt as a percent of
total 1975 capitalization
(including short-term debt
and minority interest but

excluding deferred taxes),




RATING 3ROUP

AVERAIE
HAXIMUM
MINIMUM

AVERASE
MAXIMUM
MINIMUM

AVERAGE
MAXIHUM
MINIMUM

AVERASE
MAXIMUM
MINIHUM

AVERAGE
MAXLFUM
MINIMJM

AVERASE
MAXTIMUM
MINIMUM

AVEHASE
MAXIHUM
MINIMUM

AVERASE
MAXIMUNM
MINIMIM

AVERAGE
MAXIMIN
MINIMUN

r- : |
LAL NV an C'A LL['L‘._:.

1975
EBIT

AAA = AAA

AR

AA

AR

BAA

1861
10232
193

AAA

243
330
157

AR
320

1096
g

uug
1244
82

AX
261

472
51

132
1074
=3

2 1:12)

d43
324

ht
231
=14

uia

71
379

— D =
2 =N
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g =
=1 vl
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12.3
39.3
-0.1

11.2
17.9

5.h

-
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1975
518 CASH
SALES FLOW
3RO4  1DEBT
Largk (Y Ve S
18 82
32 134
9 39
1" 110
12 112
10 108
15 63
32 174
3 26
13 30
21 180
10 25
13 572
23 n2
h 13
13 ua
56 195
=7 2
10 LR
18 75
] 13
10 9k
18 u3
=N -4
12 3
50 109
t] -5

WHITE, WELD & CO.

1972

7.0
1.4

h.n
1.4
1.0

PR
INTERES
1973

2.9
17.7

24 f

6.4

e |

5.0
15.0
1.6

BOND RATINS

SURVEY

SUMMARY STATISTICS

INCORPORATED

1975
TOTAL

M7
27814
501

738
1280
595

1667
5715
248

2335
6417
226

1410
3505
N

926
7600
120

659
2837

el

632
1911
19

Hhs
31724

E-TAX
T COVERAGS
1974 1975 CAPITAL
18.7 14.93
40,2 38.1 2
3.0 2.3
14.3 19.1
26.2 19.5
6.5 18.6
12.2 7.8
3.9 37.8
u,0 2.8
8.8 16.1
16,2 65.3
4, u A
9,2 .0
25,5 23.2
2.6 .5
1.6 .0
33.0 h2.6
1.3 -0.1
6,4 .0
14,0 14,0
2.6 1.9
o1 .8
h.h -
2.9 =1.3
n,u 3.9
12.5 10.0
0.7 n.1

107

SANEDERT AS % OF TOTAL CAPITALLZATIONREE

SHORT DEAT
1972 1975
3.5 5.0
28.0 Y1411
0.8 2 g £
By | 8.9
12.0 10.7
2.1 7.2
4.5 4.9
14,9 21.3
0.0 0.0
6.2 4.3
18.6 15.7
0.2 0.1
e 5.3
10.3 20.5
n.o 0.0
u,.6 b
27.4 22.3
2.0 0,0
<3 4.3
21.6 17.5
0.0 0.2
6.8 7.4
21.3 14.5
0.% I
9.6 9.
317.2 15.9
0,u 0.2

LONS DEAT
1972 1975
14.7 17.9
25.7 23.4

3.0 I
111 6.9
18.2 9.5

3.0 4.3
211 24. 4
40.7 yy .

0.5 7.9
25.9 24 .1
39.5 35.5
15.7 7.0
23.2 26.13
37.5 55.6

8,2 19.2
26.3 29.3
BSaT 65.5%

0.0 8.1
252 . b
4.6 6,0

7.9 12.5
31,0 31.5
.6 37.2
20.6 25.7
33.3 33.0
33.7 62.8
19.% 1.4

TOTAL DZBT
1972 1975
20.2 22.9
401 23.9

6.1 13.4
16.8 15.9
30.2 16.17

6.0 15.
25.5 29,3
41.3 49.0

7.1 10.0
2.1 28.9
592.6 43.4
18.5 133
28.3 3.6
33.6 53.3
14.3 17.8
1.9 33.4
62,9 67.6

0.0 I
1.5 2.9
43.5 59.0
17.0 12.7
7.4 39,0
57.7 2.9
23.b 4.4
H1.9 41.3
ol ] T1.4
36,2 11,




COMPANY NAME

BEATRICE FOODS
CARNATION CO
DUPONT E.I.

EXXON

FORD MOTOR CO

GEN ELECTHIC CO
SEN MOTORS

SULF OIL COAP
KELLOGS COMPANY
KRAFTCO CORP
MERCK & CO

MOBIL DIL CORP
PHOCTEd % GAMBLE C0
SEARS ROEBUCK
SHeLL OIL CO
STAND OIL CALIF
STAND DIL INDIANA
TEXACO, INC

AVERAGE
N0 OF COMPANIES
MINIMUM
MAX MM

1975
EBIT

NA
193
oY

10232
680

1108
2645
2826
208
300
3939
3399
660
NA
955
1485
2093
1997

1861
16
193
10232

1975
EBITY
ASSET

—
o

ad

s % & = = ® .
— N O =l oON O

— Y L Y =
WEZmMJDON N = I - 0D =

= .

—
.
e -]

9 ¥R
SALES
GRIA

NA
15
15
22
10
9
14
21
15
12
15
2
15
NA
18
3"}
22
1

1975
CASH
FLOW
IDEBT

NA
59
63
a7
i9
60
106
107
134
72
76
67
76
NA
93
11
92
66

02
16
19
134

WHITE, WELD % CO,
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INCORPORATED
BOND RATINS SUAVeEY

MOODY'S~STANDARD & POOR'S

ARA = AAA
PRE=TAX
INTEHREST COVERASGE
1973 1974
12.8 10.3
15.4 13.2
39.2 11.8
21.9 23.6
10.2 3.0
8.9 6.5
uy,o0 11.3
171 32.5
38.8 33.7
12.7 5.5
58,3 up, 2
22.1 26,1
31.9 27.8
5.4 3.1
8.5 16,2
20.3 28,2
10,9 16.3
15,2 21.4
21.9 18.7
18.0 18.0
5.4 3.0
58.3 up.2

1975

-
-

O=~l=lf = D—iwW=l o

n

- — wd g
2=~ N DO @OV E - X
= . « = 8 = & = =

-
T
SO

16.0
10.9

14,9
16.0

2.3
35.1

1975
TOTAL
CAPITAL

NA
779
5347
22784
8843
5841
15113
8322
501
1215
1263
9197
2Tu7
HA
5148
7943
TuU045
11416

7117
16
501
227084

RRORDEBT AS %

SHORT DEBT
1972 1975
1:5 NA
5D 6.3
2.6 10.1
7.0 7.0
9.3 9.2
9.7 11.1
2.1 5.3
2.3 2.6
3.1 2.9
5.5 4.8
h,6 b.2
7.2 5.4
1.1 2.6
28.0 NA
0.8 0.7
3.7 1.5
1.4 1.5
7.9 3.4
5.9 5.0
18,0 16.0
0.8 0.7
28.0 11.1

OF TOTAL CAPITALIZATION®®®

LONG DEBT
1972 1975
19.6 NA
17.8 20,5

0.7 16,6
15.8 15.1
13.3 7.3
21.0 17.8

6.2 8.
25.0 15.5

3.0 16,6
14,0 17.7

3.9 17.4
16,0 19.9
12.8 20.13
12.1 NA
25,7 23.4
15.9 16.9
21.5 2341
14,5 19.6
1H.7 17.9
1.0 16.0

3.0 B.1
25.17 23.4

TOTAL DgA8T
1972 1975
21.1 NA
23.5 26.8

93 26.7
22.8 22.2
18.6 26.5
i { ¢ gy 28.9

8.4 13.4
27.3 18.2

6.1 19.5
19.5 22.5

8.5 23,6
23.2 25.4
13.8 22.9
o, HA
26.6 24,0
19.6 18,4
22.9 20,6
22.4 22.9
20,2 22.9
14.0 16.0
6.1 13.4
Ho.1 28.9



WHITE, WELU & CO., INCORPORATED
BOND RATING SURVEY

MDODY'S-STANDARD % POOR'S
AR = AARA

1975
1975 5 YR CASH PRE-TAX 1975 WRNEDEBT AS I D7 TOTAL CAPITALIZATION®*»
1975 EBIT3® SALES FLOW INTEREST COVERAGE TOTAL SHORT DEST LONG DEBT TOTAL DEBT
CONPANY NAME EBIT ASSET GHROW $DESBT 1972 1973 1974 CAPITAL 1972 1975 1972 1975 1972 1975

FEDERATED DEPT STORE 330 17.9 12 112 18.8 13.2 1230 A . 12. . 14.3 16.7
GENERAL FOODS NA NA NA 10.3 10.2 ! NA . ! 18, | 30.2 NA
STERLING DRU3S 157 . 10 108 91.9 83.6 ’ 595 . . . 6.0 15.0

AVERASE 243 > 110 . . P : 938 3 . . 16.
NO OF COMPANIES 2 2 . 2 . e . 3

MINIMUM 157 7. 108 . . 595 X ) . 5.
MAXIMUM 330 . 12 33, : 1280 30.




WHITE, WELD & CO. INCORPORATED
BOND RATINS SURVEY

MOODY'S-STANDARD & POOK'S
AA = AA
1975
1975 5 YR CASH PRE=TAX 1975 ®REFDEBT AS % OF TOTAL CAPITALIZATION®#»
1975  EBITH SALES  FLOW INTEREST COVERAGE TOTAL  SHORT DEBT LO43 DEBT TOTAL DEBT
COMPANY NAME EBIT ASSET GROW $DERT y! T3 1974 1975 CAPITAL 1972 1975 1972 1975 1972 1975

ABBOTT LABOHATORIES 132 14.3 16 i
AMERICAN CYANAMID CO 271 15.7 1 71
ANCHOR HOCKINS CORP 4y Y 4 1 68
ANHEUSER BUSCH 183 15.6 16 46
ARMSTHONG CORK 17 .6 12 4
ATLANTIC RICHFIELD 1019 22
BETHLEHEM STEEL CORP 346 1
BRISTOL MYERS CO 270 13
BURKOUSHS 334 14
CATERPILLAR THACTOR 731 18
CHAMPION SPARK PLUS 99 10

CBS INCOHPONRATED 257 10
CONSOLTIDATED FOODS 124 9
CONTINENTAL OIL 1096 22
CORNING GLASS WORKS 10

CPC INTE'IATIONAL 256 15

DEERE % CO. 350 21

ELTRA CORP 73 1
FIKESTONE TIRE & RUP 306 9. 10
PENERAL SIGHAL 52 .3 23
HALLIBUKTON CO, 43 20. 32

INCO LTD i 2.6 10

INTL PAPER 455 ! "

JIHANS MANSVILE 89 . P h

KEHN MC 4=E 237 |

KIMAERLY=-CLAKK COF 197

MONSANTO 593

NABISCO 163

NATL STEEL COKP 93

PFIZER INC, 264

PHILLTIPS PETHOLENM Hn2

HICHAKDSON MERRELL 06

SCOTT PAPEH CO 125

Dy SEARLE 119

SAIIBR CORP 164

548 OIL €O 253

TIME INC Hh

TINES MINRKOR M

UNION CARMIDE B2y

UNTON OIL - CALIF 530

W.3. 3YP3UM hY

AOYEHHAEDSEN 19

LENOX CORP 4y

715
1362
248
335
620
5715
3493
843
1924
2674
337

A 1
o ¥
4
-3
.6
3
.5
2
.9
-7
0
0 TU8
5
5
8
8
0
n
6
g
5
5

21.9 30,0 29.8 42.3
20.4 20.7 21. 23. 3
10. 4 14, 10. 21.
17.7 36. 17. 36.
14,9 22. 174 23.
20.3 28. 25, 35.
23.0 24, 23. 25.
20.2 11 20. 7.
31.6 10. 38. 2.
20.8 31, 23. 34,
11.6 13. 1.
19.0 20. 13.
22.8 2u . 25.
28.0 33. 32.
11.5 16. 27.
22.4 33. 23,
20.6 27. 31.
5.6 290. 20.
354 33. 6.
0. 21.
0. 33. 23.
26, L 3 i iu.
33. 35. 45,
e 15. j0.
19. 20. 22
24, 27T«
337. 3.
21 33. .
28. 29, 31
19. 29, 39
27, 31.9 21
1. 15. 21,
23. 25 3,
19. 13.¢ g,
23. i2. 32.
20, 23. 23.
26.:
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COMPANY NAME

AME (ICAN BRANDS
BO/DEN INCORPORATED
DOW CHEMICAL

HEINZ H.J. CO
HERSHEY FOODS3

PPG INDUSTRIES
TEXAS INSTRUMENTS

U S STEEL CORP

AVERAGE
NO OF COMPANIES
MINIMUM
MAXIMUM

WHITE, WELD & CO. INCORPORATED

BOND RATINS SURVEY

MOODY'S~-STANDARD & POOR'S
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1975
TOTAL
CAPITAL

1961
1208
4u03
NA
228
1455

SRAREDEST AS 3
SHORT DESBT
1972 1975

Ohivo 220U
« * 8 s Ins s o
50 e = I ] (e e 1% 4]

OF TOTAL CAPITALIZATIONR®®

LONS DE3T
1972

26.1
24.9
39.5
19.4
23.6
28.2
15.7
29.4

TOTAL
1972

35.9
26.4
50.5
33.1
26.8
29.7
18.5
29.6

32.1

3.0
18.5
50.6

nE3T

1975

43,4
28.2
43.3
NA
13.3
35.7
13.8
24,4




WHITE, WELD & CO. INCORPORATED
BOND RATING SURVEY

MOODY'S~-STANDARD & POOR'S
A - AA

1975 :

5 YR CASH PHE=-TAX 1975 SNEENEBT AS ¥ OF TOTAL CAPITALIZATIQN®2®

SALES FLOW INTEREST COVERASE TOTAL SHIOAT DEBT LONS DEAT TOTAL DESBT

COMPANY NAME EBI JRIW  IDEBT 1973 1974 1975 - CAPITAL 1972 1975 1972 1975 1972 1973

-
-3
v

BLACK & DECKER
B0/5 WAKNZH CO
CARBOAUNDUM CORP
CONTINENTAL GROUP
INLAND STEeL CO
INJERSOLL RAND
MARATHON OIL €O
MAY DEPT STIRES
MOTOHOLA INC.
PENJEY J.C. CO, INC
RALSTON PUKINA CO
REYNOLDS hJ INDS
STAND OIL OHIO
TEXASGILF

UNION CAMP CORP
WESTINIHOUSE ELEC

-

moONmE

iJ

EOoOEFE—=OEoNwWwaoaaoe~NO

3

40
333
331
1291
1479
1405
1292
n."rr}
785

3.
17 4
15,
o
28,
16,
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13.
16.
26,
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27.

18.5 14,
18.5 23,
224 19.
32, 35
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22,

30
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AHYITE, WELD & CN., INCORPCEATED .
BOND HATINS 3URVEY

MO0DY'S-STANDAKD & PINR'S

A - A
1975

1975 5 YK CASH PRE=-TAX 1975 SEEENZAT AS T OF TOTAL CAPITALIZATION##%
1975 SRITI SALES FLOW INTEREST CAVERAGZ TOTAL SHORT DEaT LON3 DEST TOTAL DZ3T
COMPANY HAME E3IT ASSET JRO4 EDEBT 1972 1973 1974 1975 CAPITAL 1972 1975 1972 1975 1972 1975
ATRCO 13 13.0 12 41 3.8 3.3 5.8 3.5 528 4.9 3.5 38.3 35.5 43.3 32.0
AXZONA 23 3.5 13 24 5.8 7.5 a5 1.7 53 2.3 2.9 29.7 33.9 32.0 36.4
ALLIED CHEMICAL CORP 230 10,3 13 L) 4.2 6.2 9.2 Bl 1678 0.3 1.0 4.3 35.8 34,6 3T.7
ALUMINIM CO OF AMEH 1432 4,2 9 16 3.4 3.7 5.l % 2848 142 sl 39.8 44.0 41.0 U4, 7
AMAX CORP, 213 8.6 3 29 52 4.7 6,2 4.0 1939 1.2 4.1 41,2 27.3 42.5 3.4
AMERICAN BROADCAST ug 6.0 7 15 12.8 14,6 15.0 3:9 540 0.5 1.3 28.6 36.0 29.1 37.3
AMERICAN CAY 175 9,U 9 40 5.1 Tal 3.6 511 | 1251 2.1 6.8 33.9 28.7 36.0 35.6
ASAKRCO INC. 38 2.5 T 17 12.3 16.4 14.6 1.7 1218 8.0 1«2 6.4 28.1 4.4 29.3
ANACONDA -3 =0.1 2 2 3.3 5.0 5.9 -0.1 1757 1.8 b,y 28,2 26.7 29.7 3.1
ARMCO STEEL CORP 212 8.1 14 38 hou 6.8 B 5.4 1954 2.8 2.4 32.6 29,9 35.4 32.2
ASHLAND OIL 277 1.1 21 53 6.7 6,9 5.8 3.2 1281 1.0 1.5 43.5 0,0 WY,y 1.5
ASSOCIATED DRY 3000DS a7 12.8 12 f1 8.8 6.9 4,4 7.6 557 249 0.8 25.5 20.4 28.0 21.2
BENDIX CORPORATION 171 10.10 12 33 5.8 5.2 I .0 1133 11.0 8.0 20.5 25.2 31.5 33.2
BIS5 THHEE INDUSTRIES 50 17. % 26 85 8.5 11,2 10,4 DT 2h5 343 2.5 20.2 19.2 23.3 21,7
BROWN GROUP 4 9.4 12 26 15.0 1.4 5,0 4.3 i 14 9.7 1.0 14,4 31.5 241 32.5
QUCYRUS ERIE 59 12.1 19 uB 33.9 22.5 9.3 5.0 3ns 0.4 0.0 7.5 29.6 7.0 29.6
BURLINITON INDUS 109 6.0 1 3 h.3 A.3 6.4 3.2 1338 4.9 o | 2.4 30.3 37.2 33.0
C*RRIEKR CORP. b 6.1 ] 10 3.7 7.2 1.4 2.0 577 3.9 7.5 28.8 247 32.7 40.3
CARTEH HAWLEY HALE HA A L L A 11.3 10,7 2.8 NA NA 2.4 A 24,8 A > NA
CENTHAL SOYA 51 12.5 21 24 .8 4.8 i 5 | 2.0 337 9.5 14.2 30.0 24,2 319.5 4.4
. CITIES SERVICE 295 9.1 13 ug 3.8 5.1 6.1 5.0 2462 1.4 2.3 2t.7 31.2 29.2 33.4
CLARK EQUIPMENT 125 13.6 16 25 6.0 S 3.0 2.6 AT3 10.1 1.3 23.2 24.9 331.3 39.8
COLONIAL STORES 25 14,6 R n9 12.0 13.3 1.4 12.2 120 n.n 2.0 19.9 21.4 19.9 21.4
COMBUSTION ENSIMNEER a2 8.7 12 01 n.5 10.56 3.1 10.6 w67 0.5 9.5 26.3 21.0 26.48 21.6
CHOWY COHRK & SEAL BYy 15.6 15 A 14,3 14.8 11.5 1.4 3h5 L P . 8 10,9 31 16.9 1h.5
CHOWN ZELLERBACH 161 10.6 13 35 b, 8 g .5 4.3 .6 1253 1.5 2.0 33. 1 313.8 4.7 16,4
CUTLEK-IAMMER INC ja 4.6 " 42 T.1 7.5 .0 b, 202 h.H 6.7 27.6 26,48 32 4 33.5
CYPRUS MINES COHRP 53 8.8 21 56 1.1 2)aT 29.6 h.9 a1 4.1 0D.h Ty 22.4 1.4 23.0
NDAMA CORPORATION 133 16.1 11 WA 12, 13.1 10.5 8.0 H5N 2.6 y W5 2,0 40. 4 27.b 321
DART INDUSTHIES 171 14,4 13 'l 3.5 9.6 11.0 11.48 RER] 1.6 1.4 10.0 24,7 1.6 26.5
DAYTON HUDSON NA NA NA A §,0 3.6 3.1 A NA 1.4 NA N3, A A 45,2 NA
DENNISON MFG 23 1,k 10 hli 9.0 0.2 11 6.3 130 3.2 1.3 20,48 13.3 24.0 N
DIAMOND SHAMKOCK 214 181 15 SN h,7 Dl 4.8 8.4 ann 1id 1.2 12.1 39.3 33.3 Wo. b
DIGITAL EQUIPMENT 74 13.9 32 79 W, o 52.8 131.0 16,4 LK 9.1 n,H 0,0 17.6 9.3 18.4
DHESSER INDUSTHLIES 23T 18.1 21 b2 5.4 5.3 . ¥ " 3.9 N | 29.4 29.1 33.13 38.3
EATON COHP 134 10,7 9 21 11.0 8.7 bh.1 3T 902 P | 0 29:7 33.8 28.9 38.6
EMERY INDUSTHIES NA NA NA HA T.7 9.7 .7 HA NA n.u NA gavh A 22.9 A
ESMAKY TNC 17y 12,0 il 15 6.1 6.7 24 fi.l 101 3.7 L 20,9 23.0 24, % L
FLINTKOTE €0 2% T h ] 29 h.8 5.1 4.0 2.1 357 Nah 1.4 L .0 M3 5.4
FMC COKPORATION 140 10.3 1R 'R 1.6 BT 3.9 5.0 1304 PR | 1.5 2.4 6.0 4.5 1h,!
PAF COdAPORATION 613 B.0 10 i L Yo Y .3 3.8 254 i PR 4.1 LI | 2.5 35.6 33.2
FARDHES DENVER hY 18.3 17 78 69,0 .7 1.5 1043 In 1.0 1.1 1.0 4.9 2 0.0
iEN MILLS [INC HA NA NA NA B.3 .3 P NA NA Hh.0 A 11.5 YA 16.5 A
SN HAL PONTLAND i 1.9 5 21 6.6 10,1 3l n.H 113 2T k3 26,19 29.4 29,0 1.4
O0DYEAR TIKE & wunn w7y 10,7 11 1 5.8 .1 1,0 1.0 3102 11.5 11.8 28.8 2H.4 A yn, 2




WHITE, WELD & CO. INCORPORATED
BOND RATIN3 SURVEY

MOODY'5-STANDARD & POOR'S

A - A
1975
1975 5 YR CASH PRE=-TAX 1975 ®RARDEST AS % OF TOTAL CAPITALIZATIONtaR
1975 ESITH SALES FLOW INTEREST COVERASZ TOTAL SHIORT DEART LOYN3 DERBT TOTAL DEBT
COMPANY NAME ERIT ASSET FROW  EDESBT 1972 1973 1674 1975 CAPITAL 1972 1975 1972 19735 1972 1975
SHEAT NORTH NEX0D3XA 85 12,2 13 uh 6.3 7.9 12.9 7.% STH 3.1 5.0 28.0 28.9 32.0 34,0
SREYHOUND CORP 159 y jy 155 | 6 33 6.8 6.5 4.6 4.9 1073 3.6 3.6 32.1 34.8 39.T 38.4
HANNA MINING CO 70 18.3 10 186 10.4 12,4 9.9 18.4 323 0.0 0.5 10.0 3.0 10.0 9.5
HARSCO CORP. 76 . I | 14 73 1.6 15.2 10.0 12.3 289 25 0.4 15.0 27.6 17.5 28.0
HEUBLEIN 11 18.9 27 37 1.2 15.8 12.6 8.2 544 1.0 2.9 Ju.0 37.5 5.0 40,4
HONEYWELL INC 203 8.0 9 51 3.8 3.6 2.2 2.4 1873 1241 11.1 25.1 26.1 37.2 37.3
HORMEL (S5E0 &) 27 12.0 7 m 28.4 8.3 1.7 8.8 159 0.0 3.7 0.0 16.3 0.0 20,1
HISPITAL COKP AMEH 59 11.7 34 16 3.0 2.7 2.h A ¢ hu2 7.2 241 597 B65.5 62.9 57.6
IDEAL BASIC IND 50 14.1 12 63 33.1 .1 26,90 1.7 304 1.3 1.2 6.1 22.1 T.4 23.4
HUDSON BAY MINING W 7.4 26 50 5.9 21.9 19.5 7.2 429 2.3 W, 2 15.6 20.1 15.9 24,4
INTL MINERALS & CHEM 297 27.3 21 65 2.9 3.9 Tl 13.2 172 11.9 2.4 35.1 .3 47,0 Ho.7
[NTL TEL & TEL 1074 10.13 12 23 y.7 4.0 3.2 il 7690 14,2 13.9 29.1 28.6 43,3 uz2.4
JOHNSON CONTHOLS CO 22 10.7 10 31 18.6 127 3.3 %3 127 Ta) 1.0 17.3 27.4 18.4 30,0
JIY MANJFACTUKING 31 11.0 15 79 ) 7.8 6.9 3.8 318 3.3 2.8 20,2 17.2 23.5 20.1
KENNECOTT COPPEH 17 L =T 14 5.1 10.2 11.6 0.5 1905 3.1 245 1743 213 20,5 23.8
KEWANEE INDS INC 59 16.5 18 ha 13.0 12.4 21.8 8.3 280 1.0 -4 | 15.0 31.8 b, 9 34,5
JETT GROUP INC Al 13.0 5 28 6.3 5.3 5.9 6.4 565 12.8 13.5 23.6 19.8 36.3 333
YLAND Cup 24 11.9 13 35 h,8 Tat 5.4 5.2 173 2.8 35.0 17 35.7 33.0
LUCKY STOHES 11 th.B 16 53 4.9 1n.2 1,9 15.6 357 1.7 Vol 15. b 15.2 7.3 36.4
MAYER O3CAR & CN 55 17.8 1 979 9.5 149 th,n 12.8 235 0.3 L 24,7 17. 25.0 17.7
MCDEKMOTT J. hY NA A NA NA 5.9 hol 6.6 NA NA Ted YA 31.5 A 40,7 A
MCDONALDS COkP. 210 1.6 37 20 12.5 10,5 6.2 381 5.% 2k u.r 50.4 4.4 3.0
MELVILLE COHKP 80 22.1 1% 185 20.1 15,4 4.0 42.6 254 n.3 ). 2 19.0 11.9 19,3 12:1
MEWRCANTILE STORES CO 55 19T 12 19 10.5 N.° 10.0 19.9 24¢f 0.8 ), Iy 19.5% 18.13 20.3 13.9
MIDLAND=ROSS COKP Ly 12.1 10 nn 5.7 T 7.8 .6 48 1.1 1 26,0 L6 19.5 21

MAHCOH 327 .1 1M i 3.8 .3 1.0 .y 2212 1.5 1 42.3 1.3 43.1 17.9
MOHTON NOKRWICH I 1.8 1" 20 h.T 6.0 N 1.7 19k y.n .4 30.1 32,2 10,1 5.0
MOUNTAIN FlEL SUPPLY 21 I 14 2 3.2 » .7 2.0 3,7 /2 10.6 Ho! 12,0 1, 52,17 50,1
MUKPHY 3. C. 22 .4 T 13 b0 5.5 .7 h.3 154 n. ). 0 22,5 22,0 22.9 22.0
y NCH CORPORATION 174 Hoh q 17 -1,? 1.8 h.0 2,0 1hH 4 1.6 H.3 up,5 10,6 52,0 9.9
ML INDUSTHIES LR 8.1 [ f.10 . h.? 3.1 857 (L] 14,2 .4 N1 10.13
NORTH AMER PHILLIPS b7 Toh 2 | L 15.0 Yiaf h.n N0 Hhh D.% : 1h.1 220 16.7 23.7
NORTON CO W7 10.6 U} 12 6.5 1.0 5.1 | 164 A | 3.7 14,6 22.9 22,4 0.6
NIRTON SIMOY INED, 164 12.1 10 19 1.7 V.6 ) T.0 1054 1 J 1T ad WU 13,7 31.28
INEN =COHN FINERGLAS a1 12,3 11 uq 1.1 10,4 5.9 fhl UN L 1.4 72, 1.9 2%.2 33,2 11.4
IWENS=TLLINDIS INC 182 I} 10 10 T | 0, n (Y W, 2 thdi 149 o 151 4.4 Ho.h no., v
PENNAALT COup mn 12.1 12 17 (] i, N | y o N 121 7.0 A T | 1% ¢ 1312 37. 1
PEPSICO INC. 221 16,2 1h 51 10.1 LI | Wi bl 1T T had PN 19 .1 ib.9 }9.U

PET INC NA A NA HA 0,2 h.3 Wt HA A W0 4A 3 A 31,3 HA
PUELPS DODGE (Al .4 0 14 7,9 ) | 7.1 1.9 a0t (1.0 51 19,9 15.0 19.5 W 2
PHLLIP MORRIT, INC hhH 10,0 " 10 | %3 P Wl 2671 1h.6 By ey i 4.4 .5 9.0
PILLSRUKY O A NA NA NA W, 1.5 3.5 NA NA fah NA Wi, A 4. NA
[TRNET DOWES 5% 13T n R N2 ST | holl 7.0 268 e e | thoh . b 4.1 37.3
A JUAKENR DJATS Cn, 04 12.% 3] 19 1.5 1.7 N, 1.0 GH4 H, N B0l 0.1 2,0 10,6 11.1

JUAKEHK STATE 0Ll WK I3t 19 116 16,0 11,1 13,8 16,1 1M1 0.4 0,0 & i 4 B 270 22,




WHITE, WELD & CO. INCORPORATED
BOND RATIN3 SURVEY

MOODY'S~-STANDARD % POOR'S
A=A

1975
5 YR CASH PRE=-TAX 1975 "RRWDERT AS 1 OF TOTAL CAPITALIZATIONE®R
SALES FLOA INTEREST COVERAS: TuTAL SHORT DZ8T LON3 DEBT TOTAL DEBT
COMPANY HNAME GROA 1DERT 1973 1974 CAPITAL 1972 1975 1972 1975 1972 e 1

RAYTHEON CO

RCA CORPORATION
HELIANCE ELECTRIC CO
KREPUBLIC STEEL CORP
REXNORD INC.

ROHM & HASS

SAFEWAY STORES
SCHLITZ BREWINS
SCOTT & FETZER
SHERWIN WILLIAMS CO
SPERRY RAND CORP
STALEY AL.E.

STAND BRANDS INC
STANLEY aORKS
STAUSFER CHEMICAL CO
SUNREAM COHPOHATION
SYORON COHXP

THW INC

TEXTHONIX INC
FENNECO INC

[EXAS OIL & 3AS
TEXTHON, INC
THANSAMERICA INC
3" CORP

UYITED TECHNOLOGIES
WESTVACO COnP
WHIHLPODL CORP
WITCO CHMEMICAL COkp
WIMNLWORTH W.F.

—

12

8
15
1
13
19
15
15
0
"
NA
20

-
o

579
2434
289
1654
264
904
737
541
145
ush
NA
226
590
295
A1
NA
134
1237
NA
52044
164
1059
1175
=100
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WHITE, WELD & CO. INCORPOLATED
ROND HATINS SURVEY

MNODY'S~STANDARD & POOR'S
A - BB3
1975
5 YR CASH PRE-TAX 1975 SERRDEST AS 1 OF TOTAL CAPITALIZATION®®»
1975 o SALES FLOW INTEREST COVERASE TOTAL SHORT DEST LONG DEBT TOTAL DEBT
COMPANY NAME EBIT g GhoW  1DEBT 1973 1974 1975 CAPITAL 1972 1975 1972 1975 1972 1975

£
-3
na

=
-t

ALLEGHENY LUDLUM IND 61 3. 9 32
AMERICAN STOHES NA NA NA
CHEMETRON 6h 10 62
CUMMINS ENSINE h) 1" 10
300DRICH, B.F. C0 90 10 21
J0ULD INC 81 18 25
HARRIS INTERTYPE 35 5 51
INTERLAKE INC T0 14 60
INTL HARVESTER 324 14 13
KRROGER CO. 75 7 51
MEAD CORPORATION 101 I 72
NATL DIST & CHEM 144 7 NA
JITBOARD MAHINE CORP 31 10 o
STOKLEY VAN CORP., NA NA
UMC INDUSTHIES 14 13 173

WEYENBEKS SHOE MF3 9 ] 15

490
NA
293
459
1239
516
25¢
362
2887
500
851
322
323
1A
1090
24

6.3 32.2 28.5 42,6 34.8
Na 23.3 NA 24 .3 NA
1.6 29.0 26,8 33.0 28,4
2.9 31.9 46.0 42.9 48.9
4.1 32.6 35.4 40.3 39.5
10.9 28.5 G T o 42,
3.4 20.6 23.7 27 .
3.0 23.0 23.7
B 21! 32.5

0.4 20. 23.6
'|.f\ ]"1.\" 3'.‘).0
2.3 313. 22.6
540 19.3 24,1
NA 17. A
1.2 .9 23.9
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WHITE, WELD & C9. INCOKPTIA1™)
ROND RATING 3SURVF.

MONODY'S-STANDAF?Y & POOR'S

BAA - A
1975 !
1975 5 YH CASH PHE-TAX 1975 SRREDE3T AS 1 OF TOTAL CAPLTALIZATION®E®E 4
1375 EBITT SALES FLOA IMTEREST COVERAGE TOTAL SHIRT DEAT L2N3 DEST TOTAL DEST
COMPANY MAME EBIT ASSET THO4  EDEAT 1172 1973 1974 19075 CAPITAL 1972 1975 1672 1975 1972 1975
ALLIED STORES NA 1A NA A 2.7 2.8 2.9 NA A 5.1 NA 49.6 YA 57.7 HA
CELANESE CORP 116 6.1 13 u3 3.7 543 6.6 2.1 14517 7.4 4.9 37.5 32.2 4y.9 37.1
FEDERAL MO3IL 16 5.0 T 23 13.8 5.5 3.4 1.9 2138 2.6 3.8 20.9 33.9 23.6 37T
LONE STAR IND 42 7.6 18 27 b.9 .7 3.9 2.8 hun 2.1 33 35.9 36.8 33.0 40.1
HATL CAN CORP 45 11.6 16 10 .5 4.0 4.6 4.2 299 4.1 14,7 37.49 28.1 41.9 412,
ROCKWELL INTL. 239 9.0 15 30 7.7 9.2 4,0 3.1 1911 0.5 3.3 25.1 37.2 25,5 ho.y
SCOVILLE MF3 CO 32 8.3 =0 kL 1.7 f.0 32 4.3 224 3.0 ST 27,4 28.7 30.4 4. A
U.S. SHOE 34 13.7 9 i 8.5 5.5 3.8 4,1 192 21.3 9:5 20.6 31.6 1.9 37.0
UIP INCORPORATED =14 -3.3 u -4 .o 4.8 5.2 -1.3 31h 11.5 18.5 24,7 23.7 3.3 42,2
4 AVERASGE 67 T.4 10 26 7.0 5.4 1 2.8 432 6.8 7.4 1.0 315 37.8 39.0
A0 NF COMPANIES g 8.0 8 g 9.0 1.0 1.8 9.0 3 7.0 8.0 9.9 8.0 7.0 3.0
MINIMUM -4 -3.32 =0 -4 2.7 2 2.0 -1.3 199 0.5 3.3 20.6 23.17 23.6 34
MAXIMUN =30 13.7 18 3 1.8 12 bh.b 4.9 1911 21.3 18.5 0.5 37.2 2T.7 42.9
L ]




WHITE, WELD & CO. INCORPORATED
BOND RATINI SURVEY

MO0D". 'S-STANDAKD & PJIJA'S
“AR - 888

1975 PRE=-TAX 1775 BREEIDSBT AS € OF TOTAL CAPITALIZATIONRER
1975 E3IT1 INTEREST COVERASE TOTAL SHORT Dz8T LOY3 DEBT TOTAL DEBT
COMPANY HAME EBIT ASSET 1973 1974 1975 CAPITAL 1972 19715 1972 1975 1972 1975

-
=1
-
n

ALLIS-CHALMERS CORP 36
AMERADA HESS 379
AMCORD INC 17
ARMSTRONG RUBBER C3 15
ARVIN INDIUSTHIFR INC 23
BAKER INTERNATIONAL A
BEMIS CO, 2k
BIEINS COMPANY 127
BROWNING FERRIS 37
CHAMPION INTL 142
CHRYSLER CORP 24
CONS FREIGHTWAYS INC 39
CRANE CO. 139
FEDERAL PAPER ROARD 36
FERHO CORPORATION 30
FLEXI-YAN CORP. 15
FHEUHAUS CORP 17
FLOBE-UNION INC 19
HART SCHAFFNER & MAH 23
HJI0VER BALL & BRS 27
INTL MULTIFOODS A
KIDDE WALTER 105
LITTCN INDUSTHIES 138
LOWENSTEIN M. 1
MAHTIN-MAKIETTA CORP 99
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Credit Analysis of
State and Municipal Bonds

The notion of raising money for public purposes through loans
rather than taxes is ancient and widespread. Only the very richest
governments have been able to finance everything they wanted—
whether to build navies, buy grain, or construct canals—out of cur-
rent income. So universal is the practice of supplementing tax in-
come with loans that the creation of a national debt has bezn
called the first step of any nation toward civilization. Corporate
debt financing, by contrast, is a relatively recent development.

Loans, public as well as private, are secured by bonds. A bond is
an obligation; the word originally meant *‘that which binds”—ir
the sense of fetters or shackles. In the United States, public bonds
are referred to generally as “municipal bonds.” Here, “municipal”
is being used in its broadest sense, toc mean any governmental sub-
division of the nation, whether a state, city, town, or other local
self-governing unit. The term “municipal bonds” also includes
bonds issued by agencics or authoritics of the states and their sub-
divisions—a state power authority, for example, or a city housing
agency.

A municipal bond, then, by ils very existence is at once the evi-
dence of a public debt and the pledge to repay the loan, at a par-
ticular rate of interest and at & particular time. The pledge to re-
pay is backed by all, or by a specified part, of the borrower’s re-
sources, future as well as present. Usually, the borrowing body
pays interest annually or semi-annually to the bond holder, while
the principal of the loan—the face amount of the bond-—is paid at
the end of a stated number of years.

Besides being an older form of finance than corporate bonds, mu-
nicipal bonds have proven over the years to be safe.. More serious
defaults have occurred in the United States from lending public
credit to private enterprise than from lending private funds to
public bodies. The safety record of municipal bonds in this




country is excceded only by that of the obhgatmns of the Federal
government itseif.

Of course, the absolutely riskless investment has yet to be in-
vented. Municipalities do default. As early as 377 B.C., 10 Greek
municipalities of the Attic Maritime Association defaulted on loans
from the temple at Delos. And in the United States in the [9th
Century, the Smithsonian Institution almost never came into being
because Congress invested James Smithson’s bequest in Ohio muni-
cipal bonds that defaulted; by a one vote margin, Congress restored
the money through an appropriation, enabling the Institution to
open in 1847, 12 years after the bequest.

In assessing the safety of municipal bonds, the fundamental criteria
are the issuer’s ability to pay along with the willingness to pay.
The first factor is measurable; dollar values cun be assigned to
property, tax returns can be projected. The second factor is more
subjective; the analyst must make a guess about the municipality’s
determination to honor its debts, come what may. The combina-
tion of the two factors—ability and willingness-is more important
than the particular sources of revenue that wil be used to repay
the loan.

Classification of
Municipal Bonds

The many kinds of state and municipal bonds, fall into three major
categories:

1) General Tax Bonds (General Obligations) secured by the
“full faith and credit” of a state, or in the case of a
municipality, usually by ad valorem (according (o value)
property taxes. (Some legal experts define *“‘general obliga-
tion” so narrowly that only ad valorem tax bonds quality;
others interpret the phrase to mean any available sources of
revenue not otherwise restricted.)




) Revenue Bonds secured by, and payable solely from a spé—'
cific source of revenue—for example, bridge tolls, sales taxes,
or license fees.

3) “Double-Barreled” Bonds secured by a combination of taxes
and other forms of revenue.

General Tax Bonds
of Muniei Halities

Historically, local governments have depended mainly on property
taxes for income. Additional revenues may be produced by sales
and use taxes; licenses, and by excise, franchise, and income taxes.
Federal grants, state aid, and other forms of finuncial assistance
may also be received. However, the principal assets of a com-
munity ordinarily consist of its real property, and it is the prop-
erty tax that provides the most basic, continuous source of
revenue. The tax on property usually is based on its “assessed valu-
ation” rather than its true, or market value. The assessed valuation
is supposed to bear a fixed relation to true value, but there are
often so many exceptions—the result of obsolete or unprofessional
assessments—that the relationship may be hardly visible. Whatever
the case, the community balances its budget by establishing a tax
rate (in mils. or dollars per thousand) which, when multiplied by
the total assessed valuation, will combine with income from other
sources to produce the total revenue necessary for operations, debt
service, and other expenses.

Tax rates of different communities are not directly comparable
since assessed values vary from as little as 10% of estimated market
value to close to 100%. Moreover, the estimates supplied by issuers
arc not always accurate. A better comparison is the annual tax bill
as a percentage of market value, i.e., suburban home taxes averaged
4% of market value ol the property in a recent survey. Com-
mercial, industrial, private utility, and personal properties usually
have different assessment ralios.




Current tax revenues are used primarily for day to day operations,
including essential services such as public safety, education, and
governmental administration. Canital items, such as a new school
or a sewage disposal plant, which wiil benefit a community over an
extended period of years generally are constructed from the pro-
ceeds of long-term borrowing. The theory is that if the benefits are
long-term, the cost impact on the taxpayers should be spread over
the useful life of the facility.

The strongest security for general obligation bonds is a pledge by
the issuer to repay principal and interest by levying ad valorem
taxes “without limit as to rate or amount” on all taxable property.
Several states have constitutional or statutory limitations on the
rate or amount of taxes that can be levied to pay interest on their
debts. In theory, such ““limited tax’ bonds have less security than
“unlimited tax bonds,” but in practice, there is no difference for
the bond holder as long as the costs of debt service remain within
the legal limits of taxing ability.

In addition to considering the community’s resources—i.c., its abil-
ity to pay the debts it is incurring—the prudent investor must con-
sider the way those resources are managed.

The quality of financial management often is reflected in the year-
to-year trends of revenues, expenditures, year-end balances, tax col-
lections, and borrowing. In general, actual performance compared
against budgeted figures over the most recent years is indicative of
management capability. The M.F.O.A. (Municipal Finance Officers
Association) has an excellent accounting and budgeting format
which should be standard.

The _rear-end condition of the major operating funds s especially
important. If current liabilities exceed cash and invesuments, the
commi ity must resort to short-term borrowing, either through
the sule of notes or direct bank loans, to keep it going until the
next round of taxes is collected. When wax years and fiscal yecars
are not synchronized, short-term revenue anticipation borrowing is
usually used to bridge the gap. If trouble is brewing, the [irst signs




often are spotted through analysis of the “floating debt” created
by suiccessive short-term borrowings, Too often, investors in short-
term obligations have discovered to their chag.in the distinct dif- .
ference between Bond Anticipation Notes (BAN’S) and Tax _ot
Revenue Anticipation Notes (TAN’S or RAN’S). The bond antici-
patior| note holder may not get paid if the issuer doecs not have
access to the capital market to sell a bond issue or “roll over’ the
notes at maturity. The TAN or RAN holder, meanwhile, is pro-
tected as long as taxes are paid and revenue is produced.

Defaults—the failure to make payment when due—are rare on gen-
eral tax bonds, and when they do occur, extenuating circumstances
usually exist. Currently, the legal status of the general obligation
bond holder in the event of default is murky. Most legal experts
believe the courts will put the needs of public safety ahead of the
municipality’s obligations to bond holders. This means first call on
any available revenues probably will be given to the support of
police, fire protection, and sanitation rather than to the payment
of bonds. Just which services are truly essential, however, may take

some years for the courts to resolve as a result of the lawsuits fol-
lowing New York City’s “moratorium” on a note payment in
December 1975. Are the schools essential to public safety? What
about the public hospitals? The dog catcher? The matrimonial
bureau? In effect, the courts must write a definition of “‘public
safety,” deciding which services come under the umbrella.

In making a credit assessment, the proven willingness of a com-
munity to cooperate and clear past defaults is an important factor,
as is the record of having kept up payments even during adverse
periods. In the latter connection, the most frequently cited case is
the city of Richmond, Virginia, which has an excellent credit
standing because for more than a century bond dealers have recited
the story of how the city managed to smuggie gold through Union
lines during the Civil War to pay off bond holders.




Borrqawing Capacity I

How much can be borrowed is contingent upon the ability to re-
pay. In determining an acceptable debt burden, therefore, an
analyst considers such ratios as debt per capita and the percentage
of debt to actual value. [hese ratios then may be compared to
those of similar communites. Other measures of debt burden are
the ratios of debt to personal income and in farming communities,
debt per acre.

There are no hard and fast rules for determining an acceptable
debt burden. A highly industrialized area with a small population
might have extremely high debt per capita but be an acceptable
credit because its debt is usually low as a percentage of market
value. High per capita debt might be tolerated in.a wealthy grow-
ing suburb, while the same dollar obligation would be considered
unfavorable in a marginal agricultural area with a low per capita in-
come. ,

In general, a diversity of revenue from a broad base is preferable to
dependence on a few sources, although occasionally communities
have a good credit standing with only one predominant tax payer,
such as a mujor utility. Tax collection procedures should be de-
signed to insure prompt payment through adequate penalties for
delinquency and properly excise ! tax sales. Additional security
may result from collection of taxes by a I rger governmental unit
such as ¢ county which may remit taxes in full to the municipality
and assume respomnsibility for delinquencies. For the average com-
munity—and for the potential bond buyer—it begins to get danger-
ous when the percentage of net overall debt to estimated actual
value nears 10%. Of course, any “‘cverlapping debt” of other poli-
tical bodies must be included in each of the above calculations.
Finally, debt structure or schedule of maturing principal should be
compared with projected revenue. A good rule of thumb is that
25% of debt should be retired in 5 years and 50% in 10 years.
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In addition 'fq"'ratipé and balance sheet statistics the appraisal of an
issuer’s present economy and future prospects will be influenced
by the following factors:

1) T.ocation, geographical features, climate, terrain, and ade-
quacy of water, waste disposal and energy.

2) Family income statistics, housing values,, percent of home
ownership, data on occupations and educational attainment.

3) Transportation facilities, labor relations, unemployment sta-
tistics, and the financial strength of banking institutions also
are often included in the economic analysis.

The current and past status of the tax base is perhaps the most im-
portant consideration in estimating ability to pay. A list of prin-
cipal employers and taxpayers shows the degree of diversity anad
dependence on any one industry or employer. Changes in assessed
or true valuations of property over several years, as well as popula-
tion growth and overall tax load, may show that financial burdens
are growing faster than a snap shot statement of financial condi-
tion at a particular instant,

State Bonds

The states depend very little—in many cases, not at all—on the real
property taxes that constitute the main source of income of their
political subdivisions. Instecad states obtain revenue from other
taxes, fees, and Federal aid, including taxes on gasoline, personal
income, tobacco, corporations, beverages, sales, and franchises; [ces
for motor vehicle registrations and licenses, and Federal aid for
education, highways, welfire, and rc ‘enue sharing.

State obligations also differ considerably from the bonds ol muni-
cipalities in the manner of contract enforcement. If a municipality




defaults or decla.es debt invalid, redress may be obtained through
the courts. The holder of a state bond, however, has to rely almost
entirely on good faith because most states cannot be sued to
compel fulfillment of obligations without their consent.

State bonds usually carry a ‘‘full faith and credit pledge.” No spe-
cific revenues are pledged and bonds are payable from general
funds, but each source of available income must be examined sepa-
rately. States also may issue revenue bonds supported by specific
sources of ncome without a full faith and credit pledge or they
may issue ¢ mbination ‘‘double-barrelled” securities.

State credits are analyzed in much the same way as municipal
crelits. Important factors include the economy, financial trends,
administrative abilities, and debt history. A ratio commonly used
in state credit analysis is income per capita and the ratio of debt
service to general revenue.

States vary significantly in the scope and quality of the services
they provide and, hence, in their ability to incur uebt. For ex-
ample, Hawaii provides roads and schools, while such services are
the responsibility of local government in other states. The analyst’s
assessment of a state’s debt burden should include *‘agency” or
“contingent™ debt if general funds may be used to service or pay

it

In recent years, there has been a significant increase in the numbcr
of theoretically self-supporting projects financed through authori-
tias or agencies that have a *‘moral” but not legal backing of a
state if revenues are insufficient for debt service. The main objec-
tion to this type of financing is that it is a device for creating debt
without the approval of the voters—the normal check on legislative
authorization of bonding. The most common procedure is to estab-
lish a reserve fund; the language usually is permissive, saying the
fund “may be replenished” by legislative appropriation, but some-
times the act creating an Agency may specify that “monies will or
shall be appropriated.” Obviously, in creating an agency authorized
to issue debt the legislature has implicitly approved the debt itself,




but generally without taking on the legal obligation to support the
debt through appropriations. Although the good faith of the state
is ultimately at stake, each “‘moral obligation” financing must be
viewed in the light of its economic feasibility as well as the degree
of public support and the social necessity of the project. The social
aspects of an issue become of importance when additional support
is needed in financial difficult periods. If there is a choice of allo-
cation, strongly-needed public' services probably will receive: pri-
ority over bonds issued for a recreational facility benefiting only a
small segment of the population.

Revenue Bonds

Revenue bonds, secured solely by specific sources of income, as
opposed to “‘general obligation” tax secured bonds, may be issued
by states, municipalities, dependent agencies (subject to control by
a governmental unit), or independent agencies (generally estab-
lished by legislative action). Revenue bonds have been used for a

long time. In the 12th Century, Venice obtained loans secured
against revenues from taxes on salt and minting of money.

Revenue bonds often have advantageous features not contained in
general obligation securities, Charges to users of the funded
services—whether in the form of highway tolls, electric bills, o
apartment rentals—are collected morthly or regularly in relatively
small, relatively easy-to-pay installments, and the services rendered
usually are vital to the maintenance of the user’s desired standard
of living. Services can usually be discontinued promptly for non-
payment and rates quickly increased if overall revenues are inade-
quate. 1f the public operator fails to perform under the covenants
agreed to in the bond resolution, the bond holder, in addition to
the usual right of obtaining a show cause order (mandamus),
usually has the right of petitioning courts for the appointment of a
receiver to operate the facility.




For these reasons astute investors do not arbitrarily consider
revenue bonds to be second in quality to general obligation tax
bonds. There have been many instances of homeowners, corpora-
tions, and other users paying water and utility bills ahead of prop-
erty taxes in severe economic periods.

The primary reasons for issuing revenue bonds are:
1) The theory that the user of a service should bear its cost,

2) Revenue bond authorizations usually do not require the ap-
proval of the electorate.

3) Constitutional provisions may prohibit general obligation
bonds.

4) The issuer may be unwilling to dilute general borrowing
capacity with loans for specific projects that are either self-
supporting or have a limited public purpose.

Most revenue bonds are for essential services such as; water, elec-
tricity, and sewers. However, states generally issve them also for
major services that benefit the general populace or for projects
beyond the financing scope of municipalities, including toll roads,
housing, health services, and higher education.

The Revenue Bond Resolution

The bond indenture, resolution, or ordinance, is the basic instru-
ment outlining the security for revenue bonds: it sets forth the
manner or procedure in which the trustee or other executor of
monies shall apply revenue to the cost of operation and mainten-
ance, debt service, and other obligatory payments.

Bond or trust indentures and resolutions vary in detail, bul certain

general procedures have been developed for handling income and
expenses. In all cases, careful provision must be made to insure:
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(1) rigid control in spending fuﬁds for constructing the facility;
(2) strict accounting of revenues, and (3) compliance with cove-
nants and agreements in the bond resolution.

Revenues have priorities in application for specific purposes. The

order

and priority of transfers of money through various accounts

sometimes is referred to as the “flow of funds.” The flow usually
starts with income placed in a Revenue Fund; monies then are allo-

cated
order:

1)

regularly or monthly to other accounts in the following

Operation and Maintenance Fund. Payments are made for
this account to meet day-to-day expenses, such as salaries, to
keep the operation functioning continuously.

Bond Service Fund. Regular deposits ar¢ made to this fund
or separate principal and interest account: where they accu-
mulate to insure prompt and full payment of: (a)bond
interest coming due, (b) principal on bonds maturing, or

(c) the amounts required to be set aside in a “sinking fund”
for term bonds.

Bond Reserve Fund. A reserve equivalent to one year’s maxi-
mum principal and interest charge is a preferred requirement.
Although revenues may be accumuluted over a period of
time from ecarnings, funding the entire amount from the
initial sale of bonds provides better protection for the bond
holders.

Surplus. After required payments for operating expenses and
debt service have been completed, surplus should have speci-
fic allocations such as maintenance of the facility, payments
to the municipality in lieu of taxes, redemption of bonds in
advance of maturity, and capital improvements. Sometimes,
the surplus is used for “any lawful purpose™ without de-
tailed restrictions. Obviously bondholders have more protec-
tion if surplus is rctained within the operation instead of
going to support other government services.




~ The covenants or guarantees to the bondholders in the bond reso-
lutions, while varying according to the nature of the operation,
should include requirements for: independent audits, adequate in-
surance, periodic surpervisior and certification of repair and main-
tenance, a rate adjus‘ment requirement to meet minimum charges
or coverage, restrictions on additional borrowing, financial reports
to investors, protection against competing facilities, procedures in
the event of default and steps required to change the indenture.

Perhaps the most important covenant ‘or the bond buyer is the
pledge to maintain rates sufficient to: (1) meet operation and
maintenance charges; (2) pay annual debt service requirements;
(3) provide a reasonible surplus for the improvement and extension
of facilities and (4) give a margin of safety.

When projects or facilities are initially financed, consideration
should be given to future financial needs, and the indenture or
covenant should define carefully the amount of additional bor-
rowing that is permissable. For the investor this is important to
prevent dilution of his margin of safety. The indenture or resolu-
tion usually ccntains a covenant permitting additional bonds, either
of equal rank or junior in lien to the outstanding bonds. “Closed
end” indentures allow no parity bonds other than those necessary
v complete the facility, while any additional bonds for expansion
must be junior in liea. In “open end” indentures, additional bonds
of equal rank are permitted; in this case, however, to prevent ero-
sion of the safety of the original bonds, the covehant should estab-
lish safeguards or tests that require earnings to be at certain ratios
to debt service beforc more bonds can be issued.

Sometimes, the additional bond covenant on establish *d and funda-
mental service projects will require merely that net revenues for a
set period {(usually a minimum of one year) prior to the issuance
of additional bonds be at least 120% of the maximum annual debt
service requirements on all bonds, including those to be issued as
well as those already outstanding. If historical earnings are com-
bined with engineering estimates of futur revenue, a pgreater
margin of safety is usually required by investors simply because




‘estimates are not always nsht -'Fihancing of extensions or addi-
. tional facilities should be permitted only under the most carefully
thought-out provisions.

Feasibility Analysis

The economic and social justification of the facilities to be
financed are fundamental factors in the analysis of revenue bond
resolutions. The supporting facts and figures must show clearly
that revenues will be sufficient to fulfill contractual obligations
with bond holders. The bond issuer should provide a feasibility
presentation detailing:

1) Construction costs and completion schedule.

2) Revenues and expenses (historical and projected).

3) Economic prospects of the proposed facility’s service area.
4) Charges and rates.

5) Debt service payments projected on a realistic assumed bor-
rowing cost, along with all other anticipated expenses.

6) A comparision of expected revenues against total charges.

Analysis of construction costs must consider the probable accuracy
of estimates and the qualifications of engineers. The costs of stan-
dard facilities are obviously much easier to gauge than new and un-
tricd designs. Ideally, all contracts for the facility should be based
on fixed prices, or bids, and contain suitable penalties for delay or
non-performance, as well as a contingency factor (norme*'v ranging
from 5% to 15% for unforeseen construction problems or changes
in specifications) which is certified to be adequate by the consult-
ing engineer. Any costs that are not fixed must be viewed critically
in light of inflation and potential technical problems. For some




'projects, legal clearances, such ag zoning permits or approval by
regulatory bodies, should be checked.

The maturity schedule of a revenve bond should provide for re-
payment within the economic or technologically useful life of the
facility. Revenues should be shown over a sufficient period of time
to indicate negative as well as positive trends. If no historical pro-
cedents exist, the reputation and competence of independent engi-
neers and consultants making projections are critical. Rates should
be compared to those of similar projects and the possible effects of
competitive alternatives considered.

The size and diversification of the facility’s service area—its poten-
tial “market,” in other words are of prime importance. A project
with but a small group of customers may be particularly vulnerable
to economic fluctuations or the movement of a major industrial
firm from the community, for example.

The type of service also must be considlered in the context of de-
mand, competition, and whether or not it is imposed upon the
user. For instance, the law may require that all homes tie into a
new sewer line, while another type of facility—a sports arena, say,
or even a toll road—must attract customers on a voluntary basis.

Is the proposed service essential? If not, will it be used, and to
what extent? Those are the key questions that the analyst—and the
prospective bond buyer—must continually ask.

Debt Servicee Coverage

As interested as they are in rates of return, most bond holders are
even more interested in the degree of safety or “coverage” of their
securities, “Coverage” often is expressed in terms of the number of
times by which earnings exceed total debt payment requirements
during a stated period of time. Coverage may be shown as a per-
centage of average annual debt service or—more conservatively—-as a
percentage of the maximum debt service in any future year.




Tnere is no set rule for determining how much coverage is neces-
sary. A lease revenue bond with one times coverage .7 the lease
paymenis may be adequately secured by an ironclad contract with
substantial ‘and strong lessees. An example of this sort would be
the contract sale of power to major utilities. The pledge of pay-
ments in this case is an operating expense which has a legal pri-
ority of payment ahead of the utility’s own debt. A new enterprise
without any earnings record may require as much as two times
coverage of debt service by anticipated revenues. Most seasoned
issues of utility bonds have a minimum 1.25 times coverage.
Market conditions and the nature of the revenue source influence
the amount of coverage required.

In determining coverage, the analyst should not be led astray by
the classification of obligations as “‘gross revenue’ bonds. The label
suggests that a much larger sum is available to protect the bonds
than if they were on a “net income” basis. In theory, this may be
so, but as a practical matter, the bond holder’s long-lasting protec-
tion ordinarily depends upon equally long-lasting opcration of the
funded facility; it does the bond holder no good if not enough
money is left to run the enterprise after debt payments are made
out of the gross revenues. Therefore, the analyst should calculate
coverage of gross revenue bonds in light of necessary operational
expenses even though debt service legally has a first charge.

Special Considerations

Certain kinds of revenue bonds have special analytical
considerations.

1) Electric Power. Revenue bonds for generation facilities re-
quire evaluation of the source and availability of fuel. Be-
cause fuel piices are increasingly difficult lo project, rate
schedules should have fuel adjustment clauses which can be

revised quickly to meet a sudden rise in costs.



