SUDAMERICANA S.R.L
Sudamericana S.R.L (Sociedad de responsabilidad limitada = Limited Liability Partnership) is a Chile‑based exporter/wholesaler of printing and imaging products. The majority of Sudamericana's exports are printers and ink cartridges. Sudamericana exports its products to other South American countries (including Brazil and Argentina). 

Luis Morales, credit manager of Sudamericana S.R.L., was reviewing the financial statements of major accounts in September 2003. In particular, Mr. Morales was concerned with the performance of two long time customers: DataPrinter S.A. (sociedad anónima = Corporation.) in Buenos Aires, Argentina and Importados Gouveia Limitada (Limited) in Rio de Janeiro, Brazil. The recent devaluation of the local currencies in the region hit the computer industry hard, where companies also faced the constant threat of “gray markets” (the activity of buying or selling goods, such as imports, outside of the authorized distribution channels). Recent changes in DataPrinter's and Importados Gouveia's financial statements called into question their financial soundness.

Customer Background 

Importados Gouveia Limitada retails a broad line of national and imported computers and peripherals throughout the city of Rio de Janeiro. Founded in early 1995, it experienced rapid growth, growing from an initial one-store operation to a chain of 9 stores by late 2001.

Sales for Importados Gouveia are usually steady throughout the year. Approximately one third of the sales are for cash and the other two thirds on monthly installment credit.  Installment terms require 25% down with the remaining balance payable in equal payments over a six month period. Sudamericana has set Importados Gouveia's credit limit at Ch$ 90,000,000 (approx. US$ 128,800 at June 2003. Ch$ is the symbol for Chilean Pesos. Exhibit 1.c. shows exchange rates for this currency.)
See exhibit 1.a. for a summary of the Brazilian economy. 

DataPrinter S.A. has a strong history with Sudamericana. First established as a Sudamericana account in 1993, it is a well‑established Argentinean retailer that specialized in printing solutions for individual and corporate clients. Originally, DataPrinter was organized as a SRL (LLP). On July 18, 1997 the owners privately incorporated.  In July 2002, two of the four shareholders sold their shares in the business to the remaining two owners. In addition to its sales, which are usually steady throughout the year, DataPrinter rents some of its warehouse space to another company.  Receipts from this arrangement have varied from A$ 708,000 to A$ 118,000 and are accounted for in the “other income” account. (A$ is the symbol for Argentine Pesos. Exhibit 1.b. shows exchange rates for this currency.)
DataPrinter's sales are 25 percent credit and 75 percent cash. Installment terms were similar to those of Importados Gouveia. Sudamericana granted DataPrinter a credit limit of Ch$ 54,000,000 (approx. US$ 77,250 at June 2003). Both Importados Gouveia and DataPrinter were extended the same terms of 2% 10, NET 30 and both were paying invoices promptly until January 2003 (although neither firm was taking discounts from Sudamericana SRL).  

See exhibit 1.b. for a summary of the Argentinean economy

Regional Economic Situation
Within the period 1999-2003, South America experienced its worst economic crisis in the last three decades. A four-year recession caused severe socio-economic. 

During the 90s, Brazil and Argentina monetary policies pegged their currencies to the dollar. However, in 1999 Brazil, deeply affected by the Asian crisis of 1997, decided to abandon that scheme and let its currency float freely, resulting in a sudden 40% devaluation. This devaluation boosted exports and helped to moderate the downturn in economic growth. Brazil's debt to GDP ratio of 48% for 1999 beat analysts’ expectations and increased the confidence of investors that Brazil would maintain tight fiscal and monetary policy even with a floating currency. Slowly, but steadily, Brazil started to recover. However, the election of Lula De Silva in 2002, with his populist and leftist rhetoric, worried analysts and frightened foreign investors.
The devaluation of Brazil negatively affected its neighbors. Argentine products became more expensive compared to Brazilian products. As a consequence, Argentina’s exports fell off. In an attempt to cover the high fiscal deficit, the Argentine government borrowed heavily. Inflation and unemployment rates were increasing and investors were unconfident about the success of governmental policies. 

The economic crisis worsened when, in early December 2001, the Argentinean government put restrictions on cash movements. Intending to stop draining of deposits (that had already been 25% of all the money in the banks), a limit was set to the amount of cash that could be withdrawn from Argentine banks. This action caused massive protests and the resignation of President De la Rúa. 

During the last week of 2001, the interim government led by Adolfo Rodríguez Saá, facing the impossibility to meet debt payments, defaulted on the larger part of the public debt, totaling more than 93,000 million dollars. Rodríguez Saá resigned before the end of the year. Eduardo Duhalde was appointed by Congress to take his place. 
Under Duhalde direction, Argentina devaluated its currency at the beginning of 2002, producing excessive inflation. Foreign investment fled the country, and capital flow towards Argentina ceased almost completely.  Due to the economic situation, liberal politician Néstor Kirchner won the election in 2003.
Sudamericana S.R.L.

The South American crisis had a negative impact on the demand for imported goods in Brazil and Argentina. Consequently, toward the end of 2002, Sudamericana SRL found its inventories increasing dramatically. In order to maintain distribution channels, Sudamericana was forced to compete by easing credit terms to its customers. Sudamericana's precarious financing position was exacerbated by the increasing competition from overseas manufacturers, mostly from Asia. 
As a safety measure, Sudamericana required balance sheets and income statements from its customers on an annual basis. Some customers, particularly those with very active accounts, were required to submit quarterly and sometimes monthly reports as well.  

Mr. Morales was disturbed at the poor performance of the DataPrinter and Importados Gouveia accounts during the first months of the year 2003. He realized that early 2003 had been a disappointing year for retail home elec​tronics sales. He further realized that firms like Importados Gouveia, which carried wide product lines, were usually hurt worst by declines in demand for consumer electronics. The 2000-2002 recession also hurt the more specialized firms like DataPrinter, however. 

Even though the economic situation of both countries was improving and neither President’s (De Silva and Kirchner) actions matched their socialist rhetoric, the second half of 2003 was not showing signs of relief from sagging demand in the computer sector. And although the demand situation didn't worsen, importers were not increasing orders to Sudamericana substantially. No one wanted to get caught holding unmarketable inventory. 

Mr. Morales faced another difficulty. With demand for consumer electronics so low, Sudamericana's sales managers were looking for almost any means of maintaining volume. Conse​quently, Mr. Morales was under pressure from sales managers for easy credit terms. Somehow Mr. Morales needed to protect Sudamericana from inordinate credit risk while helping maintain sales volume. 
Armed only with the two companies’ financial statements (Exhibits 2 to 5) and their aging of accounts report (Exhibit 6), Mr. Morales needed to gain insights into the customers’ situation and design a specific plan of action.
See exhibit 1.c. for a summary of the Chilean economy

EXHIBIT 1.a. – BRAZIL OVERVIEW
· Federative Republic of Brazil

· Currency: Real (since July 1, 1994). The symbol of the currency is R$.
· Language: Portuguese

· Latest presidential elections were held in October 2002 where Luiz Inacio Lula Da Silva was elected president representing the leftist Labor Party
· Second largest economy in Latin America and 10th in the world

· Primary economic sectors: agriculture, automobile, utilities, transport, industry, mining and energy

· Main economic regions: Sao Paulo, Rio de Janeiro, Minas Gerais, and Parana

	Main statistics 
	2000
	2001
	2002
	2003

	Population (million)
	170
	172
	175
	178

	GDP (US Billion)
	595
	504
	451
	514

	GDP per capita (US dollar)
	3,516
	2,933
	2,604
	2,831

	Unemployment rate
	7.8%
	6.8%
	11.7%
	12.3%

	Inflation rate
	5.27%
	9.44%
	14.74%
	10.38%

	Exchange rate at June (Real per $)
	1.806
	2.305
	2.815
	2.837

	Exports (US Billion)
	55.1
	58.2
	60.4
	73.1

	Imports (US Billion)
	55.8
	55.6
	47.2
	48.3


Information based on PriceWaterhouseCoopers annual bulletin, Banco Central do Brazil online, World Bank online.
EXHIBIT 1.b. – ARGENTINA OVERVIEW

· Republic of Argentina

· Currency: Peso Argentino (since April 1991)
· Language: Spanish
· Political instability. Latest presidential elections were held in April 2003 where Néstor Carlos Kirchner was elected president representing a left-side party called Front for Victory Alliance (Alianza Frente para la Victoria)
· Third largest economy in Latin America and 34th in the world 
· Primary economic sectors: agriculture, financial services, commerce and tourism, transport, industry and communications

· Main economic regions: Buenos Aires, Rosario, and Córdoba
	Main statistics 
	2000
	2001
	2002
	2003

	Population (million)
	36.7
	37.1
	37.8
	38.5

	GDP (US Billion)
	284.5
	267
	98.8
	127.2

	GDP per capita (US dollar)
	7,698
	7,364
	2,695
	3,436

	Unemployment rate
	16.1%
	18.6%
	24.3%
	22.4%

	Inflation rate
	2.5 %
	2.3%
	118.2%
	2.0%

	Exchange rate at June (Pesos per $)
	1
	1
	3.8
	2.795

	Exports (US Billion)
	26.4
	26.6
	25.7
	26.9

	Imports (US Billion)
	25.2
	20.3
	9
	13.8


Information based on KPMG “Investing in Argentina” bulletin, Banco Central de la República Argentina online, World Bank online.

EXHIBIT 1.c. – CHILE OVERVIEW

· Republic of Chile
· Currency: Peso Chileno 

· Language: Spanish

· Stable government and republican tradition. Since March 11, 2000 Ricardo Lagos was the President of the country representing an alliance of center-left political parties denominated Coalition of Parties for Democracy (Concentración de Partidos por la Democracia, CPD)
· Sixth largest economy in Latin America and 45th in the world
· Primary economic activities: manufacturing, trade and catering, financial services, transport and communications, mining 
· Main economic cities: Santiago, Valparaíso, Vina del Mar, and Concepción
	Main statistics
	2000
	2001
	2002
	2003

	Population (million)
	15.2
	15.4
	15.6
	15.8

	GDP (US Billion)
	75.5
	66.45
	67.36
	72.41

	GDP per capita (US dollar)
	4,917
	4,427
	4,254
	4,523

	Unemployment rate
	9.2%
	8.3%
	8.9%
	9%

	Inflation rate
	4.5%
	2.6%
	2.8%
	2.8%

	Exchange rate at June (Pesos per $)
	539.6
	631.6
	686
	699

	Exports (US Billion)
	19.25
	18.5
	17.8
	20.1

	Imports (US Billion)
	17.09
	16.41
	15.6
	17.4


Information based on PWC bulletin, Banco Central de la República de Chile online, World Bank online. http://devdata.worldbank.org/

EXHIBIT 2
	IMPORTADOS GOUVEIA Balance Sheets as of June 30, 2001-2003 

	(thousands of Brazilian Real, R$)

	ASSETS
	30-Jun-03
	30-Jun-02
	30-Jun-01

	Cash
	394
	635
	652

	Notes & Accounts Receivable
	5,672
	5,422
	5,883

	Inventory
	3,977
	4,519
	4,577

	Other Current Assets
	544
	0
	0

	Total Current Assets
	10,587
	10,576
	11,112

	Net Fixed Assets*
	4,188
	4,757
	4,903

	Other Long Term Assets
	442
	549
	0

	Notes Rec. — Officers & Employees
	118
	79
	131

	Prepaid Items
	128
	121
	196

	TOTAL ASSETS
	15,463
	16,082
	16,342

	LIABILITIES & NET WORTH
	
	
	

	Notes Payable
	3,037
	3,810
	3,922

	Accounts Payable
	2,969
	2,668
	2,720

	Other Liabilities
	283
	276
	254

	Net VAT Liability**
	1,205
	1,361
	1,422

	TOTAL LIABILITIES
	7,494
	8,115
	8,318

	Common Stock
	3,000
	3,000
	3,000

	Revaluation Reserve*
	786
	1,066
	1,066

	Retained Earnings
	4,183
	3,901
	3,958

	TOTAL LIABILITIES & NET WORTH
	15,463
	16,082
	16,342

	
	
	
	

	*In Brazil, Fixed Assets can be revaluated at market values (marked to market) rather than carried at historical costs.  Market-based changes in Fixed Assets are offset on the balance sheet with an account called Revaluation Reserve.  Revaluation can be thought of as unrealized capital gains.  When the gain is realized, the Revaluation Reserve decreases and Retained Earnings increases by the appropriate amount.

	** VAT, or IVA in Spanish, is a general tax on consumption similar to the sales tax in the U.S.  However, unlike the U.S. sales tax, the VAT is levied on the value added in the production of a good (or service) as it moves through the various stages. The accumulation of tax is avoided through the deduction of VAT paid to suppliers of goods and services. The entity pays VAT on the total amount invoiced by it (in each tax period), but is entitled to recover the VAT that it paid to suppliers. If, in any tax period, the credit for input VAT is higher than the amount of VAT due on output, the entity is not entitled to a refund; rather, the excess is credited against future VAT liabilities.  Advantages of a VAT relative to a personal income tax are that the VAT discourages unnecessary consumption, does not penalize work, and is easier to collect.  In Brazil, the VAT rate is 17% on the price of the goods (Net VAT = VAT on sales-VAT on purchases).  


EXHIBIT 3

	IMPORTADOS GOUVEIA Income Statement 2001-2003 

(thousands of Brazilian Real, R$)

	
	
	
	

	
	30-Jun-03
	30-Jun-02
	30-Jun-01

	Gross Sales
	24,653
	26,752
	27,946

	     Less Returns and Allowances
	1,874
	2,521
	2,634

	Net Sales
	22,779
	24,231
	25,312

	     Cost of Goods Sold
	15,689
	16,222
	16,946

	Gross Margin
	7,090
	8,009
	8,366

	     Less Operating Expenses
	8,095
	7,234
	7,893

	Operating Profit
	-1,005
	775
	473

	   Adjustments:
	
	
	

	Extraordinary Capital Gain*
	994
	0
	0

	Exchange Difference**
	13
	-422
	-104

	Income Before Taxes
	2
	353
	369

	Income Tax***
	0
	-95
	-100

	Net Income Before Dividends
	2
	258
	269

	Dividends Paid
	0
	315
	201

	Net to Retained Earnings
	2
	-57
	68

	
	
	
	

	* Sale of building
	
	
	

	**Assets and liabilities in foreign currencies are translated into Real at the year-end exchange rates established by the Central Bank.  Exchange Difference reflects the gain or loss due to changes in exchange rates.  For example, if Gouveia owed Hewlett Packard one U.S. dollar, 22 percent more Real were needed to pay back that dollar at the end of fiscal year 2002 than at the beginning of the year.  The Exchange Difference loss in 2002 reflects the devaluation of the Real.  Note that in fiscal year 2003, the Real appreciated against the dollar.  Unlike Argentina, Brazil has not allowed Price Level Restatements (adjustments for inflation) since 1996.

	***In addition to the VAT tax, which is ultimately paid by consumers, Brazil also taxes corporate profits.  The tax rate is 15% on all income, plus 10% on income in excess of R$ 240,000.  Additionally, 9% of income is paid by corporations into the government’s social benefits system.


EXHIBIT 4
	DATAPRINTER Balance Sheets as of June, 30 2001-2003 

	(in thousands of A$)

	ASSETS
	30-Jun-03
	30-Jun-02
	30-Jun-01

	Cash
	109
	123
	170

	Accounts Receivable, Net
	2,672
	2,402
	2,466

	Inventory
	3,688
	2,823
	3,116

	Total Current Assets
	6,469
	5,348
	5,752

	
	
	
	

	Land
	1,378
	1,378
	1,378

	Buildings, Fixtures, Equipment
	2,941
	2,449
	2,486

	Less: Accumulated Depreciation
	1,541
	1,261
	1,056

	Net Buildings, Fixtures, Equipment
	2,778
	2,566
	2,808

	Investments
	22
	46
	123

	Due from Stockholders
	678
	477
	0

	Net VAT Credit*
	31
	61
	14

	TOTAL ASSETS
	9,978
	8,498
	8,697

	
	
	
	

	LIABILITIES & NET WORTH
	
	
	

	Accounts Payable
	1,730
	1,493
	1,601

	Notes Payable
	118
	160
	138

	Current Part of LT Debt
	545
	472
	426

	Provision for Staff Benefits**
	88
	324
	324

	TOTAL CURRENT LIABILITIES
	2,481
	2,449
	2,489

	Notes Payable - Bank
	1,784
	1,293
	540

	Mortgage Notes Payable
	4,012
	3,462
	4,550

	Common Stock
	737
	737
	737

	Paid-in Capital
	113
	0
	0

	Legal Reserve***
	138
	138
	130

	Capital Adjustments
	718
	394
	0

	Earned Surplus
	-5
	25
	251

	TOTAL LIABILITIES & NET WORTH
	9,978
	8,498
	8,697

	
	
	
	

	*Implies that VAT on purchases was higher than VAT on sales

	**Includes salaries for vacation and other employees benefits
	

	***In Argentina, companies must appropriate 5% of each year's income to a Legal Reserve account, rather than to Retained Earnings, until the reserve is equivalent to 20% of the carrying value of common stock.


EXHIBIT 5

	DATAPRINTER Income Statement 2001-2003 

	(in thousands of A$)

	
	
	
	

	
	
	
	

	
	30-Jun-03
	30-Jun-02
	30-Jun-01

	Sales
	15,522
	17,232
	22,704

	Less Returns and Allowances
	1,357
	1,788
	2,145

	Net Sales
	14,165
	15,444
	20,559

	Cost of Goods Sold
	8,670
	9,278
	12,852

	Gross Margin
	5,495
	6,166
	7,707

	Less Operating Expenses
	5,235
	5,553
	7,021

	Operating Profit
	260
	613
	686

	Price Level Restatement - Exchange Difference*
	312
	215
	0

	Other Income
	170
	118
	708

	Net after Other Income
	742
	946
	1,394

	Interest Expense
	750
	704
	510

	Net Profit (Loss) Before Tax
	-8
	242
	884

	Income Tax**
	0
	85
	352

	NET PROFIT
	-8
	157
	532

	Dividends Paid
	22
	383
	432

	
	
	
	

	**Corporate income tax rate is 35% in Argentina
	
	
	

	*In calendar years 2002 and 2003, Argentinean companies were allowed to restate the year-end values of non monetary accounts (different than cash and equivalents) on their balance sheet to reflect price-level changes.  Inflation was 53% between June 2001 and June 2002 and 44% between June 2002 and June 2003.  These restatements were determined based on the official index of the National Institute of Statistics.  Note that the positive Price Level Restatement (due to inflation) adjustment more than offset the negative Exchange Difference (due to currency devaluation) adjustment in 2002 and 2003.  In 2001, no adjustments were needed because the Price Level Restatement was not allowed and the exchange rate did not fluctuate.



EXHIBIT 6
	
	Aging of Accounts Payable to Sudamericana SRL 

	
	September 2003 - In thousands of Ch$

	
	
	
	

	
	 Days
	Importados Gouveia
	DataPrinter

	
	+ 120
	1,856*
	0

	
	91 - 120
	10,621
	18,975

	
	61 - 90
	23,623
	33,313

	
	31 - 60
	49,643
	19,292

	
	0 - 30
	42,543
	8,308

	
	Total
	$128,286 
	$79,888 

	
	
	
	

	
	* Disputed
	
	

	
	
	
	


