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1. Introduction

Many of the risks facing business today were unknown a gensration ago. Some
of them have arisen fram changes in the legal environment and include potential liability
for environmental damage, discrimination in employment, sexual harassment, and
viclence in the workplace. Other rié:ks are the results of the emergence of the age of
information technoloyy . interruptions of .business resulting frem computer failures,
privacy issues, and computer fraud. The potential damages of nature are evidenced by
the ov;er. $22 bLilion in damages caused by Hwricane Andrew, by the floods in the
Midwestern United States in 1993, and by the earthquakes in California and Japan in
1093 and 1994. The bombing of the World Trade Center, the Oldahoma Federal Building,
and the US. Embassy in Kenya in 1893, 1995, and 1998 respectively show that it is not
just nature. that can cause death and destruction but people as well.

With the increasing arxéy of risks, the dollar amount of losses arising from
accidents has also increased. However, the increasing dollar amouﬁt of losses is not only
a function of the increasing number of risks. The losses that arise from the perils of
nature have exhibited an increasing severity. The reason is that today more wealth,
more investment, and more assets’are exposed lo loss. Because business generally

require the investment of assets, risk i3 an inherent part of a business operation.

* .
Lecturer, School of Applied Stetistics, The Nationa! Instilute of Development Administeation
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Business Firm Studied & Iis Industry

Some risks are realized by firms to varying degrees. Thus proper risk analygis
must consider the fundomental nature of different businesses  For example, Mattel, Inc
has risks common to the toy industry but also faces its own firm specific risks.

Mattel is the leading worldwide designer and manufacturer of toys. The
company’s four principal core brands are Barbie, Fisher-Price, Disney, and Hot Wheals.
These brands account for 80 percent of total sales. Additional core rroduct lincs consist
of Cabbage Palch Xids, Preschoot Toys, the UNO and Scrabble Games.

Competition in the toy industry is based primarily on price, quality and play
value. In recent years, the toy industry has experienced rapid consclidation driven, in
parl, by the desire of industry compstitors to cffer a range of producis across a broader
variety of categories. Ilowever, the larger 1oy companies have pursued a straiegy of
focusing on core product lines. '

The toy induslry is also experiencing a shift toward greater consolidation of retail
distribution channels. This consolidation has resulted in an increased reliance among
felailers on the large toy companies because of their financial stability and ability to
support products through advertising and promofion and te distribute products on 2
national basis.

Over the last ten years, toy companies based in the United States have expanded
their intemational marketing and manufacturing operations. Mattel believes a strong
intemnational distribution system can add significantly to the sales volume of core product

lines and extend the life cycles of newly-developed products.
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II. Business Risk Identification
Risk Identification

Risks exist in all areas of the business firm.  According to Chart 1, these risks

may be calegorized as follows:

1. Operation Risk
1.1 Pelitical/Regulations

The growth of the business firm will be determined by the legal environment
within which it operates. Change in regulation in many areas has & significant impact
on the firm and its industry as well.

® Pollution and Environmental Impairment Liability

One of the most pressing problems for corporations today is liability coverage to
meet obligations with respect to environmental Impairment. Many federal slatutes
contain regulations relating to environment and pollution, and many states have added
their own laws in this area. The Environmental Protection Agency has identified
hazardous waste siles in need of cleanup or containment. These and other inactive and
abandoned hazardous waste disposal sites are the subject of the Comprehénsive
Environmental Response, Compensation, and Liabiity Act (CERCLA, alsc known as
Superfund).

® The EPCRA regulations

Disaster plans are mandated in the United States. The Emergency Planning and
Cormrunity Right-to-Know  Act (EPCRA) provides a structure that the environmental
emergency plen must follow. To ensure that all regulatory requirements are fulfilled,
periodic environmental compliance audits should be conducted at key facilities. Through
the use of third-party environmental engineering firms or in-house risk management
expertise, thess audits will be able to confirm compliance or indicate areas Lhat need to

be corrected.
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® Torsign countries

Political ricks ave those risks that the company has to deal with in intermational
werations. They occur as a result of the actions of government or other political
Jrganizations or from the political acts by business or lerrorists.  Political risks include
bribery, political insiability, economic instehility, damage 10 property of personnel by
antigovernment activity, and kidnapping and murcer of the firm's employees. The worst
political risk is expropriation or confiscation, in which the government nationalizes
foreign companies without compensating the owners. In addition to those major cauges
of loss, the political risks facing the finm include mild interferances with business
transactions. These interferences might be laws that require that the firm employ some
minimum percentage of nationals or that it invest in local projects.  Political risk may
also invoive restrictions on the convertibility of currency or imposition of exchange
controls that would prevent or limit the tramsfors of profit back to the home country. In
between the extremes of mild interference and confiscation of assets are actions that can
cause fnancial loss to the fim operating in foreign nations. Higher taxes, higher utility
charges, and the requirements io pay higher wages than a nalional company are
axamples of discriminstory practices that place the [oreign operation of ihe Us.
company ab a competitive disadvantege.

Yince risk resulis from the way business is done 1n a coﬁntry, the local political
structure, hoth visible and behind the scenes, must be understood in order to assess the

opportunities and obstacles in an intemational markst.

1.2 Property
Property risks cover two distinct lypes of losses: direct loss and indirect or
consequential less. Direct loss 18 a loss that ocours because property is damaged or
destroved by a specified peril. Indirect property loss ig the loss in value of some
property due to damage of other propetly resulting in losl income or additional eXxpenses.
The major ways in which revenue may be decreased as a result of property loss

indude a loss of rent, an interruption in the fimy's operaticns, an interruption in the
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ocperations of important supplies or customers, and smaller net collections on accounts
receivable. Expenses may be increased because of an accidental loss in a variety of
ways including extra expenses incurred to keep the business operating, cancellation of a
valuable lease, and the loss of use by a tenent of imemovable improvements and

betterments.

1.3 Rescurce Management

Several impertant demographic and sociel trends have raised the importancs -of
employment liability as & risk management issue. The aging wotkforce has raised an
awareness of age discrimination issues, while the entrty of more women into the
workplace has brought with #t a greater sensitivity to malters related to sexual
discrimination and harassmeni. The opening up of opportunities for mincrity groups,
heretofore shut out of the primary job market, has raised matters of racial discrimination,
cultural sensitivity, and even preferential treatmenl. Finally, the prassures of
International competition have resulted in a massive restructuring of the nature of waork.
“Leasing” is one of the most obvious trends with amployment liability implications. This
practice can cause a number of complex liability and insurance coverage issues for the
company. In many stales, the legal stalus of leased employees is unclear, which
consequenlly affects their coverage under general liability, auto liability, and workers’
compensation policies. |

¢ Employee Benefits

Employee benefits are a part of the human resource management system. An
employee benefit plan is any type of plan sponsored or initiated unilataraily or jointly by
employers or employess and providing benefits that stem from the employment
relationship and that are not underwritten or paid for directly by the government. This
plan provides income maintenance during pericds when regqular earnings are
discontinued because of death, accident, sickness, 1etirement, or unemplovment, and the

benefits to meet medical expenses associated with illness or injury.
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The design of an employee benefit plan and many of the decisions related to
such plans involve the same types of decisions that are involved in managing the firm's
own risks. Many plans are insured with commercial insurers. When the plans are self-
insured, the considerations are similar to those that are addressed in the retention of the
firm’s own risks. Although emmployee benefits are a part of the employee-compensation
system and are within the area of human resource managemenl, i has direct relevance
to the firm's design and funding of employee benelit plans.

®  Workers Compensation

For many businesses, the largest single element in the cost of dealing with risk
is the cost associated with émployee injuries and occupational disease. Under the
outrent system of U.5. IIaw, an employer is held absolulely liable for injuries totemp]oyeés
that “arise out of and in the course of employment.” Compensation to injured workers is
made under a statutory schedule of benefits'that is payable in addition to the ﬁotal cost
of medjcal. expenses associ_ate-d. with the injury.. Laws vary among states as to the

amount of benefits available but all states allow for full coverage of medical expenses.

14 .Products

@ Maﬁufacturing

Thé firm should conduct hasic consumer research and product lesting, and
maritor demogﬁ:aphic factors and trends. The information assisting thc firrn in
evaluating its manufacturing includes an analysis of increasiﬁg or decreasing demand _for
ils products, consumer acceptence of the product line, the strength of competing
products, markét:‘ng strategies of retailers and overall economic condilions. Unexpected
changes in these factérs can resﬁlt in a lack of product availability or excess inventory in
a particular praduct line. | | | |

® Marketing

The task of management is to research and choose target markets and develop

effective offers and marketing programs as the key to altracting and keeping customers.
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The product personality will dictate media choice. The fimm's consideration in
media strategy is to select media vehicles that reach the customers with a minimum of
waste coverage. This is referred to as selectivity. Factors that are fundamental it media
salection are the requirements of creative strategy, reaching the proper customer, cost

efficiency, requirements for frequency, and distribution requirements.

2. Transfer Risk

21 Exchange Rate

Exchange rate risk is the risk that the currency of a country in which a U.S.
country does business is devalued unexpectedly relative to the dollar, that the market
price of the currency declines when compared with the dellar in the absence of an
official devaluation, or that its convertibilily is restricted.

This sword cuts two ways. If the dollar daclines, US exports increase. If the
non US currency is devalued, foreign subsidiaries face more expensive supply prices and
increased competition from imports will occur.

Additionally when a currency declines in value relative to the dollar, the US.
company sutfers a loss to any assets denominated in that curzency. Thus a gignificant
devaluaticn or drop in price of a cumency van be very costly to firms. For those fimns
whose property insurance is written in dollars, the devaluation does not cause problems.
However, for those firms whose insurance is writte.n in the foreign cumency, the limits of
insurance are made inedequale because of the devaluation.  In addition o its effect on
the value of tangible assets in the foreign counity, exchange rate risk arises frdm the
holding of forsign exchange by the firms. When the foreign cwrrency is devaiued, the

firmg’ foreign currency heldings become worth less in US. CuIrency.

22 zedit Risk
An important risk facing the firm is credit sk, [t involves nonpayment for

goods received by the customer due to the insolvency of the purchaser or fcr other
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reasons. A careful analysis must be made of the firm's exposure to loss, terms of
payment, credit allowancs, and discount. Risk may be reduced through appropriale
diversification of customers by geographical aren, by credit ralings, or by procuct
purchased. The risk may be transferred to others by selling the accounts o banks or

other financial institutions.

2.3 Export Financing

® (Credit Insurance

The purpose of export credit insurance is to place the United States cxporter on
an equal basis with foreign compstitors and to promote exporting among private
financial institulions. The tisks are (1) commercial credit risk, ie, insolvency or
deliberate payment default and (2} political sk, ie, exchange fransfer delay, war,
revolution, expropriation, and other causes of loss arising principally from government
action and beyond the control of the buyer or seller.  Most export credil insurance is
issued on machinery, food and kindred products, electrical and electronic equipment and
supplies, chemicals, and trangportation equipment.

The cast of export ciedit insurance varies according (0 the country of
destination, terms of payment, the exporier's record of credit loss, and the amount of

deductible assumed.

3.  Ownership Risk

31 Product and Other Liahility

Product liability is onc of the most rapidly growing sources of risk for a fimn The
basis for such liability may be negligence, warranly, or strict liability in tort.

When a firm manufaciures or sells a product that endangers human life, health,
or property, it is charged with a public duty to protect those to whom the items are

provided against damage that may result if proper care was not taken in its preparation

RTINS
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and distzibution. Failure to perform this duty constitules neghgence and may provide
the basis for liability.

A warranty may also lead to liability. A warranty is 4 representstion made by
the seller of goods with reference to their character, quality, or substance. A person who
purchases an article and relies upon the seller's warranty thal it is harmless er £t for a
certain purpose can have a cause of action i a product is proved ic be dangerous or
causes damages,

A finm may be held liable for damage caused by a product it has manufaciured
and/or sold even though neither breach of warranty nor negligence is established.
Liability may he based on the doclrine of strict liability which provides that one whe
sells any preduct in a defective condition or that is unreasonably dangerous to the user
ar consumer may De held liable for damage caused to the user or consumer,

® Dirsclors and Officers LiahiliLy

Directors and officers are responsible for the management of corporations. They
can be held personally lable if there is a failure on their part that resulis in loss to the

corporaiion or ite sharehalders.

3.2 Crisis

No matter how effectively a company is managed, & crisis can occur, Some
events such as product tampering, hostile takeovers or natwral disasters may not be
preventable. © However, thiz does not exempt & company from living with the
consequences. ‘The response to these crises is within the company's contrel. The firm
needs to prepare and implement a crisis plan that minimizes the effect of these
uncentroliable events on the firm.  Availahility of funds (through stocks, bonds or loans)

when the firm needs it is also important.

3.3 Financing
Financing risk is the chance thet an organization may lose money on its

Investment in asseis. It can ocour when money is lent to a third party who later is
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unable to make interest payments and principal repayments. It can occur with the
purchase of common stock, recl ‘estate, or other investments. Since assets can involve
either profit or loss, the purchase of assets involves risk. Sources of financing also

influence business risk. The more highly leveraged a firm is the greater is its risk.

34 Systern risks

® Economic Level

Business opportunities, including the ease of market entry, vary with the
structure of the economic system. In addition, the state of the economy affects firm
porformance and uncertainty exists in forecasting economic levels.

@ Requlatery Climate

Nations have a wide range of approaches to create and enforce persenal and
commercial relations. The differences are reflected in the laws regulating contracts,
torts, and business dealings between individuals and organizations. The legal system
determines the business and financial risks of operating in a country.

¢ Cullure

The national culture aflects the market by determining business practices. Since
risk results from the way business is done in a country, the local customs must be
recognized in any business operation in order to assess the oppotlunities and obstacles
in an international market. The company should adapt its operation to cope with

cultural distingction in a specific country.

Conditions Conducive to Risk Management

Risk management can contribule to the firm's performance in ensuring that the
firm will not be prevented from pursuing its goals as a result of losses associated with
risks. There are several conditions in which risk management activities can be used in

order to minimize the cost of losses and riske facing the company.
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1. Financial Distress

With the increasing array of risks, the dollar amount of losses has increased.
Today morc wealth, more investmens:, and more asseis are gxposcd to loss. As business
has become more costly, capital and financial investment increases. Witk the growth in
capital and financial investment, the rigk of financial loss also increases.

A high degree of risk will affect customers, suppliers, and the workiores.
Customers are reluctant to desl with a business firm that has excessive risk and rnight
face financial distress in the futwe. There is uncertainty that a finm in financial stresg
will he able to produce queahsy products. Moreover, the firmi mav not be around i
provide service on Lhe products that it sells, and consumers ave Lkely w twin ic iess
risky [rms as a more dependable sowrce of products. The same influences can also
affect suppliers. The higher the risks facing the firm, the less tikely il is that suppliers
will offer preferential terns. Although this is most evident in the case of suppliers of
credit, it is a factor for other suppliers as wel.  Finally, a firm's employees are also
affected by excossive risk hecause of the close conneclion between the risks of the
organization and their personal risks. Riskier firms will have to pay employess more
than other [iums to persuade them to wark for the organization. The higher the risks
facing the organization, the yisater the possibility that employees will demand higher
selaries or ieave the firm.

The net effect of these influences on a high-risk firm will be to increass it coste
of operation, thereby placing it at a competilive disadvaniage in the merket, Because
high sk can increase the firm’s costs, i will decrease the cash flows anc can ultimalaly
increase the likelihood of bankruptey. The failure o manage an organization's risks can
have an adverse effect on the corporation’s earnings and proSpects for survival,

Regarding investment managemoent, some [(actors should be taken into
consideration when choosing the firm's invesiment portfolio. The investment
opportunities thal offer the greatest inciease in wealth tend to be the riskiest. The firms
normally face a situation in whick a benefit - higher st on investment - hes to be

izaded off against the greater risk of the investment. For the firms uving to gain high
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investment profits while controlling exposure to risk, risk management may help them
make a better trade-off between risk and return in order. to provide the highest expected

return with the lowest risk possible.

2. Tax Effects

With the passage of the Tax Reform Act of 1885, the tax system in the United
States has been simplified.  One of the simplifications has been the decision to ralse
the income tax rates for the taxpayers with higher incomes (progressive tax), In
addition, the highest marginal tax rate was changed. Prior to 1886, the highest marginal
tax rate was 46 percent, but under present law the highest marginal rate is 39 percent.
The effective marginal tax rate for large corporations is 35 percent. This is conducive for
a firm w follow a risk managemer_ﬁt strategy. Since the firms with high income have to
pay more tax, it would be better for the firms 10 smooth their income in crder o

minimize the tax paid and avoid high tax brackets in high income years.

3. Investment Policy

Pims requiring steady investment in things like research and development,
marketing, and business expansion or firms that must be able to act very quickly to
business opportunities will face more problems it they develop cash fiow problems. If
the fims with steady investment requiremenis suffer some loss which penalizes this
investment, the firm's overall value will deciine. In an gxtrermely competitive industry
this problem could prove fatal.

Tn addition, financial distress is costly and more likely for firms with high
business rigk. This is why such firms generally issue less debt. Moreover, the cosis of
~ distress are likely to be greater for firms whose value depends on growth opportunilies or
intangible assets. These [ims are. more likely to gain profitable investment
oppertunities and, if default ocours, lheir assets may ercde rapidly, Thus, firms whose

assets are weighted toward intangible assets should borrow less.
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4. Transaction Costs

Institutional investozs such as insurance companies, banks, and mutual fund
companies have faced the same transaction costs as business firms. For these investors
there is no cost disadvantege in making financial transactions (e.g. financia? derivatives).
To the smaller investor this is not true. Hence risk management acticas such as dealing
in exchange rate futures and oplions may be handled in a more cost efficient way by the
firm than the individual invester. In a case such as this, a concreted 1isk management
stralegy should be conducted by the firms. They have a cost advantage when compared

10 the individual investor,

5. Asymmetric Information

As & 1esuil of business complexity and intense caompetition, investors in the
company may not have full knowledge about the company's investment opportunities. In
addition, there is noise in profits and other firm's performance measures. Thus, risk
managemsnt may be used to eliminate random fuctuations tha: wouwd otherwise
confuge investors and allew ihe firm's operating performance to show threugh more

Clearly,

iIl. Business Firm Studied
since risks are realized by firms to varying degress, propor risk analysis must
consider the fundamental nature of different businesses. Matitel, Inc has risks commmon

to the teoy industry but also faces ils own firm specific risk

Industry Analysis

The United States is the word's largest toy market, followed by Japan and
Western Europe. [n 1998, U.S. retall and wholesale sales of toys totaled an estimatad §20
billion and $134 billicn respectively. The U.S. toy industry shipped more than 2.8 billion

teys domestically, comprised of about 120,000 different products. Approximately 5000-
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8,000 new items are introduced each year at the Americ.an International Toy Fair in
February.

Competition in the toy industry is based primarily on price, quality and play
value. In recent years, the toy industry has experienced rapid consolidation driven by
the desire of industry competitors to olfer a range of products across a broader variety of
categories. However, the larger toy companies have pursued a strategy of focusing on
core product lines. Core product lines are those lines which are expected to be
marketed for an extended period of time, and which historically have provided relatively
congistent growth in sales and profitability. By focusing on ceore product lines, toy
manufacturers have heen able to reduce their reliance on new product introductions and
the associated risk and volatility in results.

The toy industry is experiencing a shift toward greater consolidation of retail
distribution channels, such as large specialty toy stores and discount relailers, including
Toys R Us, Wal-Maut, K Mart and Target, which ha{re increased their overall share of the
retail market. This consolidation has resulted in an increased reliance among retailers on
the large toy companies because of their financial slability and ability to support
products through adverdsing and promotion and to distribute products on a national
basis. These retailers growing acceptance of electronic data interchange has provided
toy marufacturers with an ability to more closely monitor consumers’ acceptance of a
particular product or product ine.

Over the last ten vyears, toy companies based in the United Stales have
sxpanded their international marketing and manufacturing operalions. These companies
believe that a strong interational distribution system can add significéntly to the sales

volume of core product lines and extend the life cycles of newly-developed products.

IV, Key Risks Associated with the Toy Industry
Risk mapping is used to identify risks exposed Lo the business firm and to
assess specilic types of risks. It can identify in one place all risks facing the company

and permit cross-discipline analysis. It focuses on areas that are material to company's
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financial viability and helps to quantify the required level of protection. Since risks are
realized by firms tc varying degrees of soverity and frequency, risk analysis must
congider the fundamental nature of the business. The chart that follows categorizes risks
associated with the toy industry into four types, based on the combination of frequency

and severity of each rigk,

Semverity Chart 2 - Rigk Mapping
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The major risks facing the toy indusiry are as follows:

® Political Risk/Government Regulation

Tay companies are sulject to the previsions of the Consumer Product Safety Act,
the Federal Hazardous Substances Act, the Flammable Fabrics Act, and the regulations

promuigated thereunder. The fitst two acts enable the Consumer Product Safety
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Comnﬁssion (the CPSC) to exclude from lhe market consumer producls that feil to
comply with safety regulations or otherwisa create a substaniial risk of injury and issues
requlations pertaining to use of arficles thal contain excessive bannad hazardous
substances in the toys. The Flammable Fabrics Act enables the CPSC to regulate and
enforce flammability standards for fébrics_used in consumer products. Fisher-Price’s car
seats are subject to the provisions of the National Highway Transportation Safely Act,
which enables the National Highway Trallic Safety Administralion to promulgate
performance standards for child restraint systems.
®  Workers Compensation

For many businesses, ihe largest single element in the cost of dealing with risk
is the cost associated with employee injuries and occupational disease. Under the
airrent system of law, an employer is held absclutely liable for injuries to emplovees that
“arige out of and in the course of employment.”
® New Product Introductions

With respect to mew product introductions, the company can limit its risk
‘generally by having independent conﬁac‘tors manufacturer new praduct Lnes in order 1o
minimize capital oxpenditures associated with new product introductions.
® T[rnventory Risk

The toy company generally bases its production schedules on custorner orders,
modified by historical trends, results of markel ressarch and curtent market information.
The actual shipments of products ordered and the order cancellation rate are affected by
consumer acceptance of the product line, the strength of cormpeting products, marketing
strategies of retailers and overall economic conditions. Unexpected changes in these
factors can result in a lack of product availability or excess inventory in a particular
product lins.
& Prodoct Liability

Whern a lirm manufactures or sells a consumer product that endangers human
%fe or health, it is charged with a public dufy o protect those to whom the item is

provided against damage that may result. Matte] faced a substantial product liability
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risk when its Cabbage Patch XKids dolls munched on children’s fingers and hair. In
addition t the cost it will incur from retailers, Matte! could pay out as much as $20
million if all 00,000 dolls are returned by customers.
® Intellaclizal Rights

Most of the toys are sold under trademsrks, trade names and copytights, and a
number of those products incorperate patented devices or designs. The company will
seek patent, tradsmark or copyright protection covering its products, and it owns or has
applications pending in the United States and foreign patents covering many of its
vroducts. However, there has been concems rega{ding inadequate proteciion of US
intelleclual property rights in some countries in which the manufacturing facilities are
located.

In addilion to key risks mentioned abiove, there are minor risks facing the toy
industry as wel. Some cof these risks are described below and appear on the risk map.
® Pollution Tiability

Toy companies have fo mest obligations with respect to environfnental
Impairment. Howaever, the liability for cleanup costs and property damage liability do
not have adverse effects on mest of the companies’ cperating resulls and financial
pusiticn. Only one of Mattel's Fisher-Price subsidiary faéed a remedial actien for cleanap
of contamination at one of its manufacturing plants. The uitimate lehility associated
with this cleanup is estimated Lo be less than $1.5 milion.
® Labor dispute

The toy industry is involved in various litigation and other legal matiers which
are being defended and handled in the business, This litigation includes breach of
written contract, wrongful termination, and viclation of the labor code, However, none of
these matters is expectsd to esult in outcomes having a substantial effect on the toy
conmpanies.
® (risiz

No matter how eiffectively a company is managed, a crisis can occur. However,

the response to these crises is within the company's control. With crisis planning and
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avaitability of funds, the toy companies can minimize the effect of these uncontrollable

events.

Mattsl, Inc.

Mattel is the leading designer, manufacturer, marketer, and distibuter of toy
products on a worldwide basls. The company’s business depends in great part on its
ability each year to redesign, reslyls, and extend existing core products aﬁd product

lines and to design and develop innovative new toys and product lines.

Products

Chart 2 Mattel's Sales by line of business

Qther

Hot Wheels 13%

5%

Disney
13%

Barbie
43%

Fisher-Price
28% - )

The company's four principal core brands are Barbie fashion dolls and doll
clothing and accessories; Fisher—?rice toys and juvenile products, including the Power
Wheels line of batiery-powered, ride-on vehicles; the company's Disney-licensed toys;
and Hot Wheels vehicles and playsets, each of which has proad worldwide appeal.
Additional core product lines consist of large dolls, including Cabbage Patch Kids;
Preschool toys, including See’N Say talking toys; the Uno and Skip-Bo card games; and
the Scrabble games, which the company owns in markets outside of the United Siates
and Canada. The company's sales by line of business is shown in Chart 3

The company has achieved consistent sales and earnings growth by focusing on
a number of core brands supplemented by various new product introductions. At the

end of 1996, principal core brands accounted for approximately B/ percent of gross sales.
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In order to provide greater flaxibilily in the manufacturer and delivery of products, and as
part of a continuing effors 1o reduce menufaciuring costs, Matiel has concenirated
production of moest of its core products in Mattel-owned facilities and gereraly uses
independent contractors for the vroduction of non-coze produc:s.

With respect to new product introductions, the company's strategy is to begin
production on a limited basis until 3 product’s initial success has been proven in the
marketplace. The production schedule is then modified to mesi expected demand. Tha
cempany further Hmits its risk by generally having independent contraciors manufacturs
new product lnes in order to ruinimize capital expenditures associated with new
product introductions. This sliategy hes reduced inventory risk and significartly Hmited

the potential loss associated with new produc: introductions.

Sales and Result of Operations

Chart 4 : Mattel's Sales and Ne! Income (in millions)
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!
i

Net Bales
B et

| 1891 1992 1083 864 1805 1098

According to Chait 4, net sales increased $147.1 milion to $2,87¢ milion in 1996,

This is a result of the continuing strong demand for the companys core products.
Worldwide sales of core preducts in 1998 was 87 percent of the company's gross sales
compared Lo 83 percent in 1995. Net sales to customars within the United States grew 7
perceny and accounted for 83 percent of net sales in 1698 compared to the prior year.
Net sales to customers outside of the United States remained virtually flat compared o
1995, including the $29.8 milion unfavorshle effect of the stroniger US deller relative to
last year. At compareble foreign currency exchange rates, sales internationally grew 2

Srcent.
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Chart & : Mattel's Profitahility's Ratio (Percent)
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Cross profit as @ percentage of net sales increased one percent 1o B0 percent as
a result of lower resin and  olher commodity prices and Improved product mix.
Advertising and promotion' expenses remained constant as a percentage of net sales,
However, speﬁding increased about $30 milion in support of increased sales volume,
neW product introductions, and {urther development of internaticnal maikets‘

Cther selling end administrative expenses increased one percent to 17 percent.
This growth reflects higher desiyn and development expenses related to new products,
increased sales and marketing expenditures to support development of the COmpany'’s
brands, and higher depreciation sxpense related to increased investment in fized assets,
partially offset by a decreass in incentive compensalioh. Other expenses increased $30.7
million due to nonrecurring 1995 gains recognized cn the sale of non-toy operations,
wademark tights, and foreign currency iransaciions. Mattel's operating resulis are

lustrated in Chart 6.
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Chart 6: Mattel's Operating Results {In millions)
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International operations

Revenues from the company's internaticnal operations represented apmoximately
37 perceni, 39 percent, 40 percent, and 40 percent of total revenues in 1996, 1955, 1804,
and 1993 respectively. Prcducts marketed internationally are the same as those
marksted domestically. However, some are developed or adapted for particular
international markets. The company sells its products through its marketing operalions
in more than 30 countries.

The strength of the US dollar relative to other currencies can affect the ravenues
and profitablity of the company’s international cperations. The company enters into
foreign cwrrency forward exchange contracts and swap agreements primarily as hedges
for payment of inventory purcheses, collection of sales and vanous other intercompany
transactions. The contracts are intended to fix a portion of the company’s product cost
and intercompany transactions, and thereby moderate .the impact of foreign currency
Huctuations on the company's operations and cash flows. The company doss not Uade
in financial instrumeits nor does it enter into conzacts for speculative purpcees.

in the first few months of 1987, the US dollar has strengthened significantly
against meny major foreign cwrrencies. Although the company hedges a portion of its

anticipated currency exposures, the remaining unhedged portion couid be advergely
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impacted by the s_t‘rengthenEg US dellar. Additionally, if this strengthening persists,
Mattel's operatings results could be adversely impacted by unfavorable translation effects

on foreign revenues and eamnings.

V. Risk Financing Capacity

In order to determine the risk retention capecity of the firm, it 1s necessary to
measure the Tesources that would be available to pay losses. By using Mattel's finuncial
data, the risk retention levels suggested by all of the rules of thumb are as follows:

Tahle 1: Risk Retention Levels

{(In thousands) 1994 1995 1996
Working Capital

2% of working capital $ 12,552.80 § 16,862.80 $  16,209.50
15% of working capilal $  94,146.30 5 126,470.70 $ 121,571.00
Total Asset Mcthod

1% of total assets $  24,590.30 S  26,955.10 $ 2893520
5% of tofal assets § 122951.30 $  134,775.50 S 144,676.10

Earnings/Surplus Method _
1% of 5 yr. avg. pre-tax earnings § 2,81%.90 3 3,320.90 3 3,9¢3.70

8% of 5 yr. avg. pre-tax earnings § 22,5510 $ 16,6045 $ 31,%69.9

Sales Budget Method
0.5% of anmual sales g 16,025.1 $ 18,194.1 S 18,929.8
2% of annual sales $ 64,100.5 $ 72,776.2 3 75,719.2

® Working Capital Method
One of the measure of the ability to withstand unexpected losses is working
capital. Although there is no hard and fast rule for the percentage of working capital

that should be considersd as a maximum level of risk retention, guidelines used by

s mmE AT ..o e. STRTEREESTE S TWAIVIL Deeenm e T - .. TN A SRS SR A



162 Businese Rigk Management

various firms range from 2 percent to as much as 15 percent. 2 petcent might be used
when the {iim is inventory intensive and canmot liguidate current assets without
financial loss. The high zange might be used when the firm has & very liguid working
capital posilion. According to the above table, Matter's ratention level based on working
capital method ranges from $16.2 million to $121.8 million.
®  Total Asset Method

The total assel measwre is an indicstion of the firm's borrowing power and
overall financial strength rather than its short-term availability of funds. A range of 1 w0
9 percent is suggested. The dollar amount of retention suggested Ly this method is
belween $28.9 milien and $144.7 million.
® FEarnings/Surplus Method

To measure the ability to fund lesses through earnings, the ratained earnings
over a ﬁvé—yea: period should be congidered.  Suggested range of gEIings are 1 o 8
percent of average pre-lax earhings over the pasl five years. Risk retention level
determined from this method ranges from $4.0 million to $31.9 million.
% Salog Budget Mathod

Still another indicater that may be used is the sales budget. A range of 9.5 %0 2
percent of annual sales might be considered. Mattel's amounl of retention suggested by

this method is botween $18.9 million to $75.7 miltion.

The Shortromings of the Rules of Thumb Anproach

since there is no hard and fost rule \hat permits easy compulation of a risk
tetention level, a2l that can be expected is the identification of the various facters that
might be corsidered and the suggestion of the 1znge of ratenticn levels with which
management might be comforlable. In many instances, each of these factors indicates a
sotnewhat different level.  Thus, determinaticn of risk ratention levels should be made
on the basis of an inlegrated financial analysis rather than arbitrary guidelines or rules of

thumb.
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The Ideal Data Necessary to Choose the Appropriate Retention Level

Tn addition to risk retention analysis quidelines, other data necessary to choose
the appropriate retention level ate as iollows:
1. Financial Ratios

Financial ratios are the indicators that summarize large quantities of .financi.al
data and compare the firm's performance with other businesses. Leverage ralios
measure the funds supplied by the creditors and show hew heavily the company is in
debt. Liguidity ratios measure hew easily the firm can lay its hands on cash and the
a_bility of the firm to meet financial obligations. Profitability ratios are used to judgé how
efficiently the firm is using its assets. By using these tinancial ratios, the firm wall be
in better positicn in determining its capacity to retain risks. | |
2. Risk financing options

One of the approaches to determine the level of risk retention is to measure the

potential premium saving for a deductible or a given size against the risk retained. In
addition, the distinction between financing losses and financing risk raises an important
jssue in the decision fo relain or transfer a particular exposure. When insurance is
purchased, t_h.e preminm includes p:oviéion moth for the cost of losses that will be funded
by the coverage and for thé cust of risk. However, there are separate costs for funding
losses and for financinig risk when a risk Is retained.
3. Pass loss records

Pass loss data should be gathered, recorded, trended and developed. The results
of guch adjﬁstménts can be used 1o calculaté an expecied loss amount. Statistical tocls
can also be used to derive total loss cost _ distributions in order to determine an

appropriate retention level.

VI. Risk Financing Recommendations
Since there is no hard and fast rule to compute an appropriate risk retemtion
level, all that can be expected 1s the identification of the various factors that might be

considered and the suggestion of the range of the retention levels. Determination of risk




164  Business Risk Menagement

retention levels for Mattel is made on the basis of some rules of thumb, an integrated

financial analysis, risk financing options, and past loss records.

Table 2: Mattel's Financial Ratios
{In thousands) 1994 1095 1096

Liquidity Ratios

Net Working Capital to Asset 0.26 031 0.28
Current Ratio 1.69 1.99 1.84
Quick Ratio - 1.09 135 128
Cash Ratio . (.26 0.55 052

Leverage Ratios

Debt Ratio | 0.26 0.27 021
Debt to Equity Ratio 0.35 0.38 046
Profitability Ratics

ROS 8.0 9.8 . 100
ROA | 104 1332 13.1
ROE 238 281 261
~ Inventery Turnover : 574 538 b.2
Payout Ratio 017 {15 .18

With high liquidity ratics, high profitability ratios, and low leverage ratios,
Mattel is efficiently using ite assets, has a very lquid working capital level, and is in
strong financial condition. Mauitel is also sufficiently stiong with the balance sheet and
income statement to absorb the risks that it retains. However, Mattel should be aware
of cumrent developments and statutory requirements that affect the viability of the
retention program, and the flexibility to respond to changing circumstances that affect
Its risks and coverage of the firm. Thus, the recommended risk retention leve! for Matte)
is a moderate amount somewhere between $45 to $50 million,

The firm belisves its retention program will be more cost efficient than transfer

of this risk. This is particularly true in cases in which there is no need for the financial
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protection furnished by insurance. When losses are reasonably predictable, with a small
likelihood of deviation from year to year, the risk can be retained. In addition, risk
retention avoids certain expenses associated with the traditional commercial insurance
market. ‘These include insurer overhead and profit, agents’ commission, and the
premium taxes paid by insurers. Additionally, risk retention can avoid the social load in
insurance rales that results from statutory mandates that Inswers cover certain
exposures in which premiums are less than the losses for those insured. These
underwriting losses are passed on to other insureds in the form of higher premiums than
their hazards justify.

Although risk retention is a legitimate method of dealing with risks, risks that
should be retained are those that lead to relatively small certain losses. The wisest
courge of action is to use concurrently more than cne method of handling a risk. Thus,
risk retention should be used in conjunction with risk transfer.

. Even though risk retention could yesult in monetary savings, there are
advanlages in stabilizing insurance costs and in making this cost predictable each yeat.
The insurance premium constitutes a regular deduction for tax purposes, and also
enables management to stabilize profits.  Under the retention program, there may be
greater variation of costs from year to year. Thus, profits may be higher one year but
drop considerably in the years in which losses occur, especially for catastrophe losses.
Thus, it would be better for Mattel to smooth its incoms in crder to minimize the tax
oaid and avoid high tax brackets in high income years.

Tinite risk insurance is a financing ool used in connection with risk retention to
smooth the effect of retained losses on the fimm's balance sheet. It does this by
tedistribuling large losses over a number of accounting pericds so that excessive losses
do not become entries into the halance sheet in a single year. Finite risk insurance is
based on the premise that the insured will pay its own losses over time, and that
fluctuations in loss experience can be smoothed by contractual transfer between the firm
and the insurance company.  The basic function of finite rsk insurance, then, is to

reduce the timing risk associated with a risk retention program.
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In addition, some risks management aclions such as dealing in exchange rate
futures may be handled in conjunction with other risks in a more cost efficient way by
the insurance company than Mattel, In a case like this, the company should conduct
risk transfer.

Additionally, the company may want an culside rany to settle claims since risk
1stention of some expcsures can create adverse empioyes and public relations. In
workers’ compensation where bigs may influence a claim, there are distinct advantages

to have a third party, rather than the company itself, deal with an inswred employee.

Vil. Conclusion

Since risks are realized by firms to varying degrees, proper risk analysis must
consider the fundamental nature of different businesses Mattel, Inc. has risks common
to the Loy industry but also faces its own frm specilic risks. We used risk mappiﬁg o
identify risks exposed to the firm and to assess specific types of risks to varying degrees
of severity and frequency. The major risks facing the toy industrty are political
risk/government regulation, workers' compensation, new product introductions, inventory
risk, product liability, and intellectual rights. Poliution labiBty, labor dispute, crisis, and
exchange rate risk are minor risks fecing the industry.

Determination of Mattels suggested risk retention levels is made using
commonly accepted rules of thumb, an integrated financial analysis, risk financing
options, and pasi loss records.  According to this information, Mattel has a strong
financial condition and a very liguid working capital position. The doliar amount of
retention suggested is between $45-50 million.

mowever, risk transfer should: be used in cbnjuncﬁon with risk retention. Risk
transfer enables the firm to stabiiize profits and smooth its incoms in erder to minimize
the tax paid and avoid high tex brackets in high income years. Since risk retention can
leave the company exposed Lo catastrophic loss, finife risk insurance is a recommended
financing tool used in connection with risk retention to smaocth the effect of retained

lesses on ihe fitm's halance sheet,
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In addition, the firm should conduct risk transfer when the inswance company
can handle the exposures in a more cost efficient way, the firm can make better use of

its loss reserve, or for exposuies thal can create adverse employee and public reiations.
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