
Consolidated Risk and Financials of Companies and their Financing Arms
Extract From “Stories in Credit Analysis”

Except during times of extreme credit dislocation, there should be no reason for a manufacturing 

company to have a financing arm to push the sale of its goods.   And in times of credit dislocation, SME 

customers don’t really require financing help from their suppliers- their real problem is lack of demand 

from their own customers.  The very fact that a company needs a financing arm, when credit flow 

through the banking system is normal, should force a creditor to ask the company the question- “why 

do you need a financing arm?  Why not just have tie-ups with a bank or a group of banks to provide 

financing at dealer locations?”   The reply you will never get is “unless we provide financing on non-

commercial terms no one will buy our wares”.   In his book “My years with General Motors”, Alfred 

Sloan vividly describes the motives for setting up General Motors Assurance (GMAC) in 1919.  The key 

takeaway is at that point in time, the banks were unwilling to finance the purchase of an automobile. 

Half a century later, GM forgot the original motive for setting up a financing arm as have several other 

companies.  Gradually, just as at GMAC, the financing morphed from filling a void in the credit business 

to an implicit subsidy for pushing sales.  The wisdom of separating commerce and financing was 

forgotten.

Another reason why industrial loan companies provide financing to clients is, on a stand alone basis, 

the clients are not credit worthy and banks would reject calls for finance.  So, what could potentially be 

a bad loan in a bank’s balance sheet is transformed into a potential bad loan on the vendor’s balance 

sheet.  Between 2000 and 2002, telecom major Lucent Technologies made provisions of $4 billion on 

account of bad debt and customer financing.  Lucent has since merged with French telecom company 

Alcatel.  

When department stores start financing their customers, it is worse because it means households are 

in such a terrible position that they need to be financed even for their basic needs.  Post the credit 



crunch, in 2008, Spain’s family owned retail chain El Corte Ingles was financing half its sales through its 

own credit cards, making it the largest provider of consumer finance ahead of Spain’s largest bank 

Santander.  It is doubtful that the story will have a pleasant ending.

Because there are periodic bouts of instability in the credit markets, companies can have a small 

financing arm, which finances say 5 to 10% of sales during normal times, but which is ramped up 

during times of credit market stress.   In normal times, the capital adequacy of such financing arms 

should be very high, say around 60%, which should be brought down to regulatory minimum during 

tough times.  In other words, there should be no capital infusion- financing would be done by levering 

up the financing arm in times of stress, when financially strong firms would find it easier to secure debt 

financing than retail customers.  For companies with financing arms, financing can result in a jump in 

return in capital employed (on account of higher sales) in the short term- but an analyst should analyze 

the returns once the loans are fully seasoned.  It also makes sense to have a financing arm with a tight 

common sense driven credit culture if banks do not finance a company’s product.  In India, a leading 

finance company occupied a privileged place in financing of pre-owned commercial vehicles because 

banks in India financed only new trucks. 

After misadventures, Eastman Kodak, Westinghouse Electric and AT&T sold off their financing arms, 

but not before these arms caused deep sorrow to their parents.  They sold their arms to GE Capital, the 

finance arm of General Electric.  GE Capital’s opaque accounting is the prime reason for credit concerns 

engulfing General Electric. The critical calculation, a company that is on the verge of setting up a 

financing unit needs to do is whether the increased profits from increased sales achieved through 

financing is much higher than the likely increased costs on account of delinquencies and capital costs. 

Remember, financing increases a company’s capital base- so the returns must be commensurate so 

that the return on capital employed does not fall due to implicit subsidies and delinquencies.



Boeing’s Leasing Program to promote Sales is dangerous

Boeing Capital Corporation is a wholly owned subsidiary of airplane maker Boeing.  The organization 

stated that that its primary mission is to support other Boeing businesses by arranging, structuring 

and/or providing financing to assist in the sale and delivery of Boeing products and services.  The most 

important products of the finance wing were operating leases, finance leases, leveraged leases and 

sale and lease back transactions.  In 2009, the company had an A2 rating from Moody’s and A+ rating 

from S&P.  

The key to Boeing Capital’s credit strength is the support agreement it has with Boeing, through which 

the parent company provided various types of guarantees such as first loss deficiency guarantees, 

residual value guarantees and rental loss guarantees.   The implications of these guarantees on the 

consolidated financials are not readily apparent if one looks at the consolidated income statement and 

balance sheet.  For example, the rental loss guarantee had a maximum potential value of $2.1 billion as 

on 31st December 2008, related to a portfolio of assets totaling only $ 2.8 billion.  This guarantee would 

be invoked by Boeing Capital on Boeing Corp should the customers who took aircrafts on lease from 

Boeing with financing from Boeing Capital back out of their lease contracts.   

The risks of these contracts come from several fronts- the credit quality of the airline which has taken 

the planes on lease, the asset impairment which can occur due to changes in the airplane market (for 

instance, if a new fuel efficient plane hits the market, the value of the old plane is permanently 

impaired), fall in international lease rates (as can happen when economies slow down and travel gets 

curbed).  These risks are all very real- at the end of 2008, 11% of global fleet of planes were parked, of 

which a sizeable chunk might never come back to service.  

At the end of 2008, write-offs were a modest $ 11 million.  Asset impairment charges were also at a 

manageable level of $35 million.  Asset impairment charges were on future lease receivables.  If this 



was considered 10% lower, the impairment charge would have been $ 8 million higher. However, the 

most noteworthy item on the balance sheet was assets held for sale and re-lease, which increased 

from $ 86 million on December 31st 2007 to $ 685 million on December 31 2008.  The substantial 

increase was due to return of aircraft leased to Midwest Airlines and ATA Holdings (which filed for 

bankruptcy).  A mitigating point is that of the $ 685 million, for $ 305 million, the company had firm 

contracts to sell or place on lease.  However, this item points to the enormous risk the company’s 

books are exposed to if the economy substantially slows.  These risks exist on a continual basis- assets 

carried in the books at $ 168 million were to be returned in 2009 ($ 64 million of those aircraft were 

committed as of 2008 annual report date).     

Without the support of Boeing in the form of intra company guarantees, operating income, which 

include income applied to assets classified as held for re-lease would have been less by $ 56 million and 

$ 55 million in 2008 and 2007 respectively.  Allowance for loss receivables are based on historical data 

of credit rating of customers, collateral value and default rates.  All these could prove to be too 

optimistic.  A positive feature of the financing structure is that the company does not take too much 

asset liability mismatch risk- a 100 basis point increase in rates would cause fair value to decrease by 

only $ 1 million

A pernicious product that Boeing Capital hawks is residual value guarantee.  If the residual value 

assumptions were decreased by 5% (which is definitely not high), it would cause a MTM pre-tax loss of 

$ 75 million.  Residual value guarantee is seriously the worst product a financing company can provide, 

particularly in the area of high-cost capital goods prone to obsolescence.   

The ratings of different agencies seemed oblivious of the off balance sheet risks that Boeing Capital 

was taking and putting at peril the health of the whole company.  In 2002, while assigning the A+ rating 

to Boeing Capital, Fitch was focused on the positive effect on Boeing Capital from the Boeing linkage 



while ignoring the negative affect of Boeing Capital on Boeing.  This was despite acknowledging the 

growing importance of financing capability for the entire organization.  

Unlike borrowings of financing arms guaranteed by the parent, which gets fully reflected in the 

consolidated financials, risks like residual value risk and severe asset impairment risks in the lease 

portfolio do not get exposed at the consolidated level.  These leases have cancellation risk, re-lease risk 

and residual value risk.  In 2008, roughly 40% of Boeing Capital’s assets were operating leases. 

Theoretically, when a company guarantees residual value, a true sale has not been made.   Because of 

the terrible credit quality of Boeing’s customers, these risks are by no means insignificant.  In the long 

run, it is practically impossible for Boeing to have a higher credit rating than the weighted average of 

the rating of its customers, even taking into account the diversification effect.  Because of these risks, it 

is not prudent to employ too much leverage at Boeing Capital.  However, at the end of 2008, the 

company had a debt equity ratio of 5 is to 1.   

Though Boeing has a healthy return on capital employed, it remains to be seen how much of the 

operating leases and other contingent liabilities come back to haunt the company and reveal the 

calculated returns to be too optimistic.  The balance sheet of Boeing Capital has a whiff of sub-prime to 

it.

Ford Credit’s Interest Subvention Play 

Almost half a century after Henry Ford taught the world what mass manufacturing was all about 

through his Model T, Ford Motor Credit came into existence.  The buyers of the Model T got their 

financing from entities such as the Associates First Capital (which later became a subsidiary of the 

Citigroup).    Ford’s financing arm Ford Motor Credit Company, is involved in 3 activities- retail 

financing, wholesale financing (loans to dealers to buy vehicle inventory), and dealer loans for working 

capital and improvement of dealer facilities.   Ford Credit’s financing is supported by interest subsidies 



from the Ford Motor Company.  In addition, Ford Credit guarantees residual values of vehicles on 

operating leases, which is also supported by the parent company.  This exposes the company to the 

return of leased vehicles, which can be severe when there is a change in customer taste such as a move 

away from SUVs in 2008.  As on 31st December 2008, Ford owed Ford Credit $2.5 billion on account of 

interest subvention and $450 million under the residual value support program.

Supporting vehicle sales through interest subvention and residual value support could not conceal for 

too long the fact that Ford was churning out stuff no one wanted to buy on a standalone basis.    Ford’s 

own unviable cost structure did not help matters.  That ensured that in the midst of an auto sector 

boom between 2003 and 2007, Ford’s credit quality continued to worsen.  Since Ford Credit relied on 

support from Ford, Ford’s deteriorating credit quality had its impact on Ford Credit.  In early 2003, Ford 

Credit had a BBB credit rating from S&P.  By the end of 2008, the rating was several notches lower at 

CCC+.  Because the credit quality was low, Ford Credit could no longer get loans on an unsecured basis 

and had to rely on the wholesale securitization market for financing.  

Financing subvention from Ford constituted a sizable chunk of Ford Credit’s revenue and in 2008, it 

was 29% of the company’s revenue.  Net financing margin of Ford Credit, defined by operating leases 

plus retail income plus interest subventions from affiliated companies plus wholesale finance minus 

depreciation on operating leases minus interest expense, turned negative in 2008.  That was before 

considering operational expenses, credit losses and actuarial estimate of losses on account of residual 

value guarantee.   When one factored in the residual interest in the securitized assets, it is clear that 

Ford’s financing operation was a mug’s game.

A credit analyst must also look for potential new liabilities the financing arms can create.  For example, 

financing arms might take on derivative exposures which might (consciously or unconsciously) turn out 

to be improper hedges.  In 2005, Ford Credit restated the fair value of interest rate swaps for the 



previous 5 years, which had a significant impact on reported results of 2004 and 2005.  When 

operational cash flows are weak, financing arms dabbling in derivatives might be tempted to roll the 

dice.  

On a consolidated basis, if Ford had spent the money it deployed on residual value guarantees and 

interest subventions, on R&D to produce better vehicles, the company might have arguably been 

better off.   

Harley Davidson ventures into Sub-prime Financing

Harley Davidson has been an iconic motorcycle brand since 1903.  For most of its existence, the 

company relied on the quality of its products to push product sales and not by providing financing to 

the un-creditworthy customers.   Harley Davidson was one of the two motor cycle manufacturers of 

the US to survive the Great Depression.  The company did go through some problems in the 1970s and 

1980s and survived a near bankruptcy experience in the mid-1980s.

Harley Davidson Financial Services (HDFS) was founded in 1992.  From founding till 1999, the company 

was known as Eaglemark Financial Services.   HDFS’ importance to Harley Davidson continued to rise- 

in 2003, about 38% of Harley’s bike sales were financed by HDFS.  By 2008, the proportion was more 

than half.  Between 2003 and 2008, the credit profile of the HDFS borrower kept deteriorating.  During 

the days of easy credit till 2007, Harley used its financing arm to give loans to sub-prime borrowers, 

with such borrowers constituting one-third of all loans.    Interest rates on some of the loans were as 

high as 18%.   There is a critical threshold beyond which financing rates do not cover the credit losses, 

because at that rate, the chance of delinquency is almost 100% and financing is not possible.  The 

finance division’s debt went up almost 4 times between 2003 and 2008, with sharpest deterioration 

between 2007 and 2008.   



In the fourth quarter of 2008, HDFS took a $35.1 million write down on retained interests in securitized 

transactions (the company like many US financing arms relied heavily on securitization transactions) 

and a $ 28.4 million write down to the fair value of finance receivables.  Because the securitization 

market seized up in 2008, the company’s “finance receivable held for sale” tripled from $ 781 million at 

the end of 2007 to $ 2.4 billion at the end of 2008.   Due to this, short term borrowing increased, 

subjecting the company to asset liability mismatch risk in addition to the humongous credit risk.   As 

usual, it took the rating agencies a long while to realize that trouble was round the corner.  The 

company was rated A by S&P throughout 2008, and downgraded in January 2009 by two notches to 

BBB+.  

Things got really tough for Harley in 2009.  In February, the company raised $ 600 million of 5 year debt 

financing from Warren Buffet’s Berkshire Hathaway and another investor at 15%.  The notes were 

rated BBB+ by S&P.  Harley Motor Company was the entity that did the borrowing, but the funds were 

for HDFS to on lend to customers at low rates to promote sales.  Apparently the company had not 

understood it was on the wrong path, and insisted on getting deeper into trouble. 

As mentioned earlier, providing financing can boost return on capital employed in the short term, till 

the loans get fully seasoned or the economy slows down.  Harley managed to maintain a RoCE of 

around 20% till 2007.  This fell sharply to 12.6% in 2008. (Remember, the company borrowed from 

Warren Buffet at 15%).   This will have unfortunate consequences for the company’s stretched balance 

sheet resulting in the company getting further leveraged.      Harley management did not help matters, 

when in halcyon times the company resorted to a lot of share buyback, that ensuring that return on 

equity, not factoring in increased risk, looked very healthy.  

If the money that had been spent in financing credit losses at HDFS had been used in product 

improvement and re-branding to appeal to the new demographics of the United States, the need for 



large scale financing to sub-prime borrowers would not have arisen.    The Harley story reiterates the 

fact that financing and financial engineering is no substitute for good products and good management. 

Volkswagen Bank: a wonderful way to pass consolidated Risks to the German State 

Potentially the world’s number one car maker in terms of sales, Volkswagen’s biggest shareholder is 

the state of Lower Saxony in Germany.  Through a law, that will be repealed to conform to European 

regulations, the German state owns 20% of the voting shares of Volkswagen.  Volkswagen is the owner 

of companies that make the Bentley, Audi, Scania, Skoda and now, even the 911s.  Within the 

Volkswagen car division are brands such as the Passat, Golf, Jetta, Tiguan etc.  The company’s financial 

services subsidiaries include Volkswagen Leasing, Volkswagen Credit and above all Volkswagen bank, a 

full fledged bank that can accept deposits in Germany.   In short, this was as much a linkage between 

commerce and banking that you can get in the modern world.  70% of Volkswagen car sales in 

Germany were financed by its financing arms.  Some of the financial services businesses include 

contracts to buy back vehicles at residual values fixed at the inception of the contract.

As an automobile maker, in the recent past, the company has performed reasonably well.  Not only is it 

a formidable force in markets of yesterday, it is acquiring a strong profile in the markets of tomorrow. 

But the auto industry is in a flux, with changes in technology, M&A, strategic relationship among global 

manufacturers coming up in the global landscape.  In this context, Volkswagen’s bank and financial 

service arms might prove to be a decisive advantage.  For some reason, European regulators have not 

been that forceful in their objection to using depositor funds for grabbing market share.  Obviously, 

loan underwriting standards at the bank would not be as onerous as at a standalone bank not linked to 

a commercial entity.

Volkswagen’s financial services include dealer and customer financing, leasing, banking, insurance and 

fleet management.  Between 2003 and 2008, Volkswagen’s income, in Euros, was up 34%.  During the 



period, the long and short term assets of the financial services businesses were up around 45%- clearly 

finance was becoming more and more important for pushing sales.  In the five years between 2003 and 

2008, return on capital employed at the Volkswagen group have been consistently mediocre- 

fluctuating between less than 1% to less than 5%.    But this does not matter too much because the 

group has been able to push a lot of financial risk onto the Federal Republic of Germany.  It builds new 

plants with fairly low interest loans from government agencies such as KFW and multilateral agencies 

such as the EBRD, where the Federal Republic is a big stake holder.

But it is in the financing space that the company makes best use of implied sovereign guarantees to 

secure low cost financing.  At the end of 2008, Volkswagen Bank Gmbh had €12.8 billion deposits, a 

€3.2 billion rise over the number at the end of 2007.  Obviously, the depositors expect the Federal 

Republic to bail them out if things come to such a pass.  Because of that, they are content to get a 

lower yield.  The implicit guarantee in reflected in Volkswagen Bank’s credit ratings- it enjoys a one 

notch higher credit rating than Volkswagen AG.  Normally, finance subsidiaries pay a higher interest 

rate on their liabilities than their parent- it is exactly the opposite here because of the shrewd manner 

in which private sector risk has been transferred to the sovereign.  In addition, the bank did two big 

securitization transactions – one for $ 2 billion and the other for €1.75 billion in 2008, to access further 

cheap funds.  The bank had a debt equity ratio of 8- so with a small equity exposure, the company has 

been able to secure many times more cheap financing to fund the sales of its products.  In 2008, 

despite a non mind blowing return on capital employed of 3.4%, Volkswagen had been able to secure a 

highly respectable Return on Equity of 14.2%.  The return on capital in 2008 was lower than 2007, but 

the return on equity was higher than 2007.  The sheer importance of this link to the government was 

highlighted in October 2008 when the Federal Republic guaranteed all bank deposits.  In February 

2009, Volkswagen Bank received a guarantee facility from the German Financial Market Stabilization 

Fund to refinance vehicles up to € 2 billion.   



Promoting upfront Fee Income through financing

The US’ Glass-Steagall Act of 1933 was one of the most sensible pieces of financial legislations 

anywhere in the world.  By separating commercial banking from investment banking, it ensured that 

fee seeking investment bankers did not use financing as a bait to secure deals, thus putting at risk 

depositors’ money.  The Act also created the Federal Deposit Insurance Corporation, which protected 

deposits that could no longer be gambled away by investment bankers.  By extension, the repeal of the 

Act in 1999 was a very foolish measure, which set the ball rolling for the huge credit losses over the 

next decade.  Losses came on account of several reasons.  Firstly, to secure huge fees from M&A deals, 

the investment bankers promised loans for takeovers from their commercial banking arms.  The higher 

the leverage in the deal, the more would be the fees.  The fees are booked upfront but credit losses 

happen much later.  Likewise, investment banks get huge fees from structuring loans into securitized 

products.  Done rapidly, this is better than loans for M&A because in this case, the loans get pushed to 

other parties quickly.  But investment banks which do this for a living always would have an inventory 

of the loans on their books- thus exposing them to big losses when the news on losses on similar assets 

spreads.  So, when the so called universal banks secure upfront fees from deal making and structuring 

and pushing potential losses from loans used to secure mandates to another day, creditors needed to 

have been worried.   Creditors cannot always rely on a bailout as happened in cases such as Bear 

Stearns.  With public finances in many countries deteriorating markedly, the likelihood of creditor 

bailouts become smaller and smaller in future.  And the tax payer’s patience is wearing thin.

Historically, merchant banks were called thus because they provided debt and equity financing to their 

clients.  Because the merchant banks were private firms, they were extremely careful how the capital 

they supplied to companies was utilized.  In fact, more often than not, the financing was a shrewd 

investment because of access to non public information.  In short, it was not foolish speculation but 

very prudent vehicle for securing investment returns.  The financing income was a bonus springing 



from access to the client who already provided fee based income.  When the Schroeders and Warburgs 

invested in a deal, not only were they able to secure some investment returns without taking on risk 

(from their differential access to information, they could really assess risk), but they also provided 

confidence to other investors who would co-invest.  

This is a very different business model from the way a modern investment bank uses financing.  The 

modern investment bank dangles the possibility of financing to entice companies to get into M&A 

transactions that never made too much strategic sense in the first place.  The aim was to secure fee 

based income that could be booked immediately and translated into bonuses.  Shareholders can take 

their write downs on the value of those loans much later, when the “M&A advisors” would have looted 

and scooted (perhaps they would not even scoot- they could ascribe the cause of the loan turning bad 

to “the economy taking a turn for the worse” and not because the transaction, with poor return on 

capital employed should not have been financed in the first place).

Two institutions which prodigiously used financing (provided by retail depositors) to secure M&A and 

other mandates were Citigroup and Switzerland’s UBS.    For Lehman Brothers, the losses on leveraged 

loans supplied by the bank were just another of the numerous ventures that had soured.   Even 

without access to depositor funds, the investment bank got into this game in the sound knowledge, 

that losses would happen another day, and would be borne by shareholders/creditors.  Alas, when the 

economy goes south, too many businesses turn sour at the same time (some one should calculate the 

correlation of different businesses turning sour at the same time instead of the foolish pursuit of trying 

to calculate the default correlation of two companies for valuing CDO tranches).  The full extent of the 

losses on leveraged loans for M&A will be evident only in the next few years as the banks which made 

those loans have adopted “an extend and pretend” philosophy, wherein, when the loans become due, 

the banks extend the tenure of the loan and pretend a default had not occurred.  Japanese banks also 

did this in a big way in the 1990s.  But the goose of the banks who overplayed the M&A financing game 



is well and truly cooked.  Offering financing in order to secure business, whether the business involves 

sale of goods (such as cars) or services (such as M&A advisory) has seldom had a good outcome.     

ABB gives up on Financial Services 

ABB is a leading European engineering company, formed by the merger of Swedish company Asea and 

Swiss company Brown Boweri.  The company is chiefly involved in producing equipment for power 

generation and electrical engineering.  ABB’s financing arm, ABB Financial Services supported the 

company’s business through structured finance, project finance, leasing and insurance activities. 

Besides financing clients, the company also rolled the dice and did proprietary trading.   Insurance 

business, within industrial groups can be used to manage earnings through under reserving for claims. 

After loosing its shirt in the financing business, ABB sold the structured finance arm to GE for $2.3 

billion.  Post the sale of the financing business, ABB in 2002, recognized a loss of approximately $190 

million from the discontinued operations.      

The rating agencies did not have a clear understanding of the consolidated risk ABB was running with 

its finance and other operations.  S&P had rated ABB AA- at the beginning of 2002.  Within a year, the 

ratings were seven notches lower at BB+.  There was no fraud at the company’s end behind whose veil 

S&P could hide its improper understanding of ABB.  From the company’s 2002 Annual report, it was 

clear that even after the sale, ABB continued to have contingent liabilities on account of financial 

guarantees issued with tenures between 1 and 18 years for $ 207 million on the exposures that were 

sold.  The sale agreement also gave GE the right to require ABB to repurchase certain designated assets 

upon the occurrence of certain events by February 2004.
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