HORIZON IMPORTS, Inc.

Horizon Imports, Inc. was a San Diego‑based importer/whole​saler of home entertainment products.  The majority of Horizon's imports were name brand Japanese home audio/video systems.  Most of Horizon's customers were located along the West Coast.


Joseph Barnard, credit manager of Horizon Imports, Inc., was review​ing the financial statements of major accounts in March 1982.  In particu​lar, Mr. Barnard was concerned with the performance of two long time customers—Symphony Sound in Los Angeles and Entertainment Systems, Inc. in San Francisco.  The recent economic downturn had hit the home enter​tainment industry hard.  Recent changes in Symphony Sound's and Enter​tainment Systems' financial statements called into question their finan​cial soundness.

Customer Background 


Entertainment Systems, Inc. retailed a broad line of home entertain​ment systems throughout the greater San Francisco Bay area.  Founded in early 1975, Entertainment Systems had experienced rapid growth—growing from an initial one-store operation to a chain of 9 stores by late 1980.


Sales for Entertainment Systems were usually steady throughout the year.  Approximately one third of the sales were for cash and the other two thirds on monthly installment credit.  Installment terms required 25% down with the remaining balance payable in equal payments over a six month period.  Horizon had set Entertainment Systems' credit limit at $200,000.   


Symphony Sound had a strong history with Horizon Imports.  First ​​​established as a Horizon account in 1973, Symphony Sound was a well‑esta​b​lished Los Angeles retailer that specialized in high fidelity stereo systems for home and professional use.  Originally, Symphony Sound was organized as a partnership.  On July 18, 1977 the owners incorporated.  In January 1981, two of the four shareholders sold their shares in the business to the remaining two owners.  In addition to its sales, which were usually steady throughout the year, Symphony Sound rented some of its warehouse space to another company.  Receipts from this arrangement had varied from $384,000 to $64,000 and was accounted for in the “other income” account.


Symphony's sales were 25 percent credit and 75 percent cash.  Install​ment terms were similar to those of Entertain​ment Systems.  Symphony Sound was granted a credit limit of $100,000.  Both accounts were extended the same terms of 2% 10, NET 30. and both were paying invoices promptly until January 1982 (although neither firm was taking discoun​ts).  

Horizon Imports 

The recession of 1981 had a stifling impact on the demand for electro​nic consumer goods.  Consequently, toward the end of 1981, Horizon found its inventories increasing drama​tically. In order to maintain distribution channels, Horizon was forced to compete by easing credit terms to its cus​tomers.  Horizon's precarious financing position was exacer​bated by the squeeze on interest rates which forced Horizon's borrowing costs higher. 


As a safety measure, Horizon required balance sheets and profit and loss reports from its customers on an annual basis.  Some customers, particularly those with very active accounts trading on a small invest​ment, were required to submit quarterly and sometimes monthly reports as well.  


Mr. Barnard was disturbed at the poor performance of the Symphony Sound and Entertainment Systems accounts during the three months since January.  Mr. Barnard realized that early 1981 had been a disappointing year for retail home elec​tronics sales. He further realized that firms like Enter​tainment Systems, which carried wide product lines, were usually hurt worst by declines in demand for consumer electronics. The 1981 recession had also significantly hurt the more specialized firms like Symphony Sound, however. 


The early months of 1982 showed no signs of relief from sagging demand. And although the demand situation didn't worsen, retailers were still reducing orders to Horizon substantially.  No one wanted to get caught holding unsalable inventory. 


Mr. Barnard faced another difficulty.  With demand for consumer electronics so low, Horizon's sales managers were looking for almost any means of maintaining volume. Conse​quently, Mr. Barnard was under pressure from sales managers for easy credit terms.  Somehow Mr. Barnard needed to protect Horizon from inordinate credit risk while helping maintain sales volume.

EXHIBIT 1

ENTERTAINMENT SYSTEMS, Inc.

Balance Sheets as of December 31, 1980 - 1981

(000's)

	ASSETS
	31-Dec-81
	
	31-Dec-80

	CASH

Notes & Accounts Receivable*

Inventory

Tax Carryback Claim
	$     560

8,104

5,683

777
	
	$     906

7,747

6,609

0

	Total Current Assets

Net Fixed Assets

Net Leasehold Improvements

Other

Notes Rec. — officers & employees

Prepaid & Deferred Items
	$15,124

1,538

4,446

631

169

183
	
	$15,262

2,004

4,410

642

113

173

	   TOTAL ASSETS
	$22,091
	
	$22,604

	LIABILITIES & NET WORTH
	
	
	

	Notes Payable—Devey Finance Corp.

Accounts Payable

Misc. Accruals
	$  5,619

4,241

774
	
	$  6,259

3,640

1,272

	TOTAL CURRENT LIABILITIES

Common Stock

Retained Earnings
	$10,634

4,700

6,757
	
	$11,171

4,700

6,733

	TOTAL LIABILITIES & NET WORTH
	$22,091
	
	$22,604



* Pledged to secure 30-day renewable notes to Devey Finance Corp.
EXHIBIT 2

ENTERTAINMENT SYSTEMS, Inc.

Income Statements as of December 31, 1980 - 1981

	
	31-Dec-81
	
	31-Dec-80

	Gross Sales

     Less returns and allowances
	$35,223

2,678
	
	$38,221

3,602

	Net Sales

     Cost of Goods Sold
	$32,545

22,416
	
	$34,619

23,177

	Gross Margin

     Less operating expenses
	$10,129

11,773
	
	$11,442

10,938

	Operating Profit

   Adjustments:

     Extraordinary capital gain*

     Tax carryback

     Federal Income Tax
	($1,644)

1,118

550

0
	
	$504

0

0

201

	Net Before Dividends

Dividends Paid
	$24

0
	
	$303

616

	Net to Retained Earnings
	$24
	
	($313)



* Sale and leaseback on building

EXHIBIT 3

SYMPHONY SOUND

Balance Sheets as of December 31, 1979-1981

	ASSETS
	31-Dec-81
	
	31-Dec-80
	
	31-Dec-79

	Cash

Accounts Receivable, net

Inventory
	$59

1,450

2,001
	
	$67

1,304

1,532
	
	$92

1,338

1,691

	   Total Current Assets

Land

Buildings, Fixtures, Equipment

     Less: Reserve for depreciation
	$3,510

748

1,596

836
	
	$2,903

748

1,329

684
	
	$3,121

748

1,349

573

	Net Buildings, Fixtures, Equipment

Investments

Due from Stockholders

Deferred Charges
	$760

12

368

17
	
	$645

25

259

33
	
	$776

67

—

67

	   TOTAL ASSETS
	$5,415
	
	$4,613
	
	$4,779

	LIABILITIES & NET WORTH
	
	
	
	
	

	Accounts Payable

Notes Payable—employees

Estimated Federal Income Tax

Current Maturities on LT Debt

Miscellaneous Accruals
	$940

64

—

296

48
	
	$811

87

—

256

176
	
	$869

75

59

231

176

	   TOTAL CURRENT LIABILITIES
	$1,348
	
	$1,330
	
	$1,410

	Notes Payable—Bank*

Mortgage Notes Payable

Common Stock

Capital Surplus

Earned Surplus
	$968

2,479

400

224

(4)
	
	$702

2,168

400

—

13
	
	$293

2,540

400

—

136

	   TOTAL LIABILITIES & NET WORTH
	$5,415
	
	$4,613
	
	$4,779



* Secured by pledged accounts receivable

EXHIBIT 4

SYMPHONY SOUND

Income Statements as of December 31, 1979 - 1981

	
	31-Dec-81
	
	31-Dec-80
	
	31-Dec-79

	Sales

     Less returns and allowances
	$8,421

736
	
	$9,351

970
	
	$12,320

1,164

	Net Sales

Cost of Goods Sold
	$7,685

4,704
	
	$8,381

5,035
	
	$11,156

6,974

	Gross Margin

     Less Operating Expenses
	$2,981

2,671
	
	$3,346

2,897
	
	$4,182

3,810

	Operating Profit

Other Income
	$310

92
	
	$449

64
	
	$372

384

	Net after Other Income

Interest Expense
	$402

407
	
	$513

382
	
	$756

277

	Net Profit (Loss) Before Tax

Income Tax
	($5)*

0
	
	$131

46
	
	$479

191

	NET PROFIT

Dividends Paid
	($5)*

$12
	
	$85

$208
	
	$287

208



* Parentheses denote losses.

EXHIBIT 5

Aging of A/P to Horizon

	
	
	Entertainment

Systems
	
	Symphony 

Sound

	  Average
	
	  Amount
	
	  Amount

	145 days

105 days

  75 days

  45 days

  14 days
	
	        3,190*

    38,884

    19,975

    85,326

    73,122
	
	             0

    30,656

    56,815

    34,607

    14,170

	
	
	$220,497
	
	$136,248





* Disputed
