1997 Annual Report

P.

ancial

Services
Canada
Limited

Avca Financial Services

Subsidiary of Textron Inc.

iy



- O




President’s

On behalf of Avco Financial Services Canada Limited,
I am pleased to report net earnings of $31.9 million
for 1997.

Volume of new business for the year rose to a record
$1.3 billion compared with $0.9 billion in 1996,
bringing our total receivables outstanding to
$1.7 billion. This exceptional growth is due in large
part to the success of our automated credit approval
system for retail sales financing, which serves mare
than 2,500 retailers from coast to coast.

These financial achievements are driven by our
employees’ passionate commitment to meeting the
needs of their customers. In fact, leading consumer
surveyor, Forum Canada Research Inc., ranks us
among the top companies in Canada for providing
customer satisfaction. Inspired by this success and
recognizing the need for continuous improvement,
we undertook a number of important initiatives in
1997 to further enhance our service to customers.

For instance, working with a panel of consumer rights
experts, we started developing our own code of
consumer rights and responsibilities - a first for our
industry in Canada. This code will be put into action
in 1998 to clearly outline the mutual responsibilities
we, at Avco, and our customers have when we do
business together.

We also conducted a series of focus groups across
Canada to ask our customers how they would define
the “ideal” consumer finance company. The outcome
was a new positioning statement for our company -
one that conveys the warm, friendly, helpful attitude
our customers can expect from us. “You matter
most at Avco” articulates the underlying philosophy
of how we'll conduct our business with customers
and retail partners alike in 1998 and beyond.

It is through initiatives like these that our vision is
continually pursued: to become the standard of
excellence by which other companies in our
industry are measured. In fact, it is through the
ongoing involvement of all our key stakeholders —
customers, retailers, suppliers, government, industry
groups, employees and shareholders - that we are
able to ensure we have the knowledge and guidance
required to meet and exceed our business objectives.

M/f@‘*‘\

D. Murray Wallace
President
Avco Financial Services Canada Limited
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Avco Canada

““The creation of a local sales finance company by two London businessmen in 1954 was,
in retrospect, not only a bold but an inspired decision. The enterprise that
Reginald A. Palmer, an appliance store proprietor, and Ninian T. Sanderson, a
commercial market gardener, originated with a few thousand dollars is today
one of the outstanding success stories in Canadian business history...””

(From An [llustrated History of London by I'rederick H. Armstrong)

Avco Financial Services, 44 vears later, is one of
Canada’s leading finance companies. Through our
nationwide network of 215 branches, we provide
small-balance consumer loans, mortgages, access to
specialized insurance products and a roadside
assistance program to our customers. We also
provide sales financing for the customers of
hundreds of national, regional and local retailers
from coast to coast.

Collectively and as individuals, the 1,400 men and
women of Avco Canada strive to deliver satisfaction
for our customers, retail partners and shareholders,
while serving the needs of the community. In 1997,
we made some tangible improvements in each of
these areas — achievements that moved us closer to
our vision of becoming the standard of excellence by
which other companies in our industry are measured.

You matter most at Avco

“Many thanks for your smiling, helpful and friendly
treatment of our problems,” writes a satisfied customer
served in 1997 by our branch team in Listowel, Ontario.
“I know that business is business, but humanity and
compassion will carry you a long way in this world.”

We adhere to a simple philosophy at Avco Canada.
Our customers come first. And our customers are
telling us we do a good job. In fact, in 1997, Forum
Canada Research Inc. ranked us among Canada’s top
companies for customer satisfaction. We're proud of
this achievement, and we work harder every day to
exceed the expectations of our customers with every
service we provide.

Total commitment to
outstanding customer service

“It’s refreshing to be partnered with a company that puts
people first,” writes one of our valued 2,500-plus retail
partners. “My customers and I appreciate it.”

Not only does Avco Canada provide outstanding
service to thousands of individual Canadians every
year, we also help hundreds of merchants grow their
businesses. In 1997, thanks to the innovation of our
retail credit services division and the success of our
automated credit approval system (ARCS), we
doubled the number of retail partners we serve. With
ARCS fully implemented across Canada as of March
1997, dollar volumes generated within our sales
portfolio increased 39 per cent over the past year.

\\L[l‘i {-mancm Services Canada Limited



Avco Canada

A company with heart

In 1997, Avco Canada continued its long-standing
commitment to supporting registered charities and
local community groups across the country. And for
every community in which we do business, there's a
new story to tell about a company that does what it
can to help...

For instance, sick children in Alberta, Ontario and
Quebec benefited from Avco contributions made to
local Children’s Miracle Network Telethons. When
floods struck in southern Manitoba, Avco was there
with money for reliel efforts and entertainment to
bring cheer to 100 children evacuated from their
homes and placed in shelters. At home office, 96 per
cent of our employees donated to the United Way. In
Ambherst, Nova Scotia, local branch staff helped
organize the Wishmaker Parade for their fifth
consecutive year in Cumberland County, an event
which raised $10,000 for the Children’s Wish
Foundation of Canada. And the stories go on.

Last year also saw the creation of the Avco Canada
Employee Needs Fund. Supported entirely by the
voluntary contributions of employees, the fund
provides financial assistance to employees facing
unanticipated expenses arising from an emergency or
tragic turn of events. One more example of Avco
employees’ caring spirit.

Part of the Avco family

Avco Canada is part of Avco Financial Services, Inc, a
multinational finance company with operations in
Australia, France, Hong Kong, India, Ireland, New
Zealand, Spain, Sweden, the United Kingdom and the
United States.  Avco Financial Services, Inc.,
in turn, is a subsidiary of Textron Inc. - a $10.5-billion
global, multi-industry company with market-leading
operations in Aircraft, Automotive, Industrial and
Finance.
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Consolidated Highlights
For the Five Years Ended December 31

1997 1996 1995 1994 1993

Net Earnings

Receivables Outstanding

Volume of Business

Number of Branch Offices

Other Significant Data

Avco Q! Financial Services Canada Limited
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Management’s

Results of Operations:

Earnings before income taxes for the year ended
December 31, 1997, were $57.9 million, compared to
$62.6 million in 1996. On a segmented basis, financial
services increased by 5% to $50.8 million, while
insurance services decreased by 50% to $7.1 million.

Financial Services:

Financial services earnings before taxes increased by
$2.5 million. The most significant factor affecting
this was a $34.1 million increase in interest margin.
This increase was partially offset by a higher
provision for credit losses and increased operating

expenses.

The Company increased receivables outstanding by
$305.9 million during the year. In late 1996, the
Company commercial financing
activities with the acquisition of Insurex Canada Inc.
and increased the extent of these activities in April
1997, with the contribution of shares of Textron
Financial ~Corporation (Canada)
Company’s parent.

commenced

from the

Interest margins (interest, discount and service
charges less total interest and debt expense) increased
by $34.1 million in 1997. Interest revenues increased
by $37 million due to a $191.9 million (15%)
increase in average receivables outstanding, including
an increase of $63.5 million in average commercial
receivables. Despite a $229.5 million (21.4%)
increase in the average debt outstanding, lower
interest rates enabled the Company to limit the
increase in interest and debt expense to only $0.6
million (0.7%). The average cost of borrowed funds
decreased to 5.88% in 1997 from 7.11% in 1996 due
to decreases in both short- and long-term borrowing
rates. During the last quarter of 1997 the Bank of
Canada rate increased by 125 basis points. This
increase resulted in a slight increase in short-term
borrowing costs in the latter part of 1997 which
management believes will continue into 1998.

The general trend of higher consumer debt loads and
rising personal bankruptcy rates was reflected in
increased charge-off during the year. Net credit losses,
as a percentage of average receivables outstanding,
increased to 2.64% in 1997 from 2.50% in 1996.

Other operating expenses increased by 14% to
$129.2 million in 1997. The increase is primarily a
reflection of a 34% increase in volumes in the
Company's traditional consumer finance businesses
combined with the introduction of commercial
financing activities in late 1996. The nature of the
Company’s commercial operations results in a higher
ratio of operating expenses to revenues in these
businesses.

Insurance Services:
London and Midland General Insurance Company, a
wholly owned of the Company,
underwrites Accidental Death and Dismemberment
of other

subsidiary

insurance for customers financial

institutions.

Effective June 1, 1996, London and Midland ceased
underwriting the Creditor Accident & Sickness,
Involuntary Unemployment and Personal Property
Insurance for Avco customers. These product lines
are now underwritten by the Canadian branches of
Balboa Insurance Company and Balboa Life
Insurance Company, both of which are related
companies. Effective January 1, 1997, London and
Midland sold the remaining assets of $25.4 million
and liabilities of $29.3 million relating to the above
product lines to the same companies.

The effect of the transactions was to reduce
underwriting income and investment income.
Underwriting income from these insurance products
in 1996 was approximately $5.2 million. Investment
income attributable to these product lines in 1996
was estimated to be in the range of 40% to 50% of
total investment income.
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Discussion and Analysis (cont.)

The Company depends on a broad base of financial
support for its liquidity and capital requirements.
Cash is provided from both operations and several
different sources of borrowings, including unsecured
borrowings under bank lines of credit, the issuance of
commercial paper, and sales of medium- and long-
term debt instruments. Commercial paper is issued
in both the United States and Canada. During the
year, all medium- and long-term borrowings were in
the Canadian market.

One of the operating risks affecting the Company is
credit risk. The Company controls this risk through
geographical diversification across all ten provinces
and the Yukon territory. With respect to the
consumer loan and sales finance portfolios,
diversification is also enhanced by relatively small
account balances spread among many customers. At
December 31, 1997, 19.7% of the Company's finance
receivables were residential real estate loans, secured
primarily by first and second mortgages on single
family homes, with an average outstanding principal
balance of approximately $31,450 per loan. Such
loans are limited to a maximum of 85% of the
appraised value of the property at the time of loan
origination less any existing encumbrances. Most
loans, however, are made at significantly lower
loan-to-value ratios. Management believes that
substantially all residential real estate loans remain

fully secured.

Underwriting controls in the consumer loan approval
process are a primary factor in managing credit risk. A
Corporate Credit Committee is responsible for
establishing and monitoring underwriting standards
on a Canada-wide basis. This committee is supported
by a national product management department and
credit managers in each of the four regional operating
areas. Underwriting controls are integrated into the
branch operating system, including credit bureau
access, automated analysis of loan quality and

periodic supervisory review. Underwriting skills are
fully incorporated into the Company's employee
training programs and compliance audits are
conducted by the Company's management audit
department. During 1996 and 1997, the Company
introduced a new credit approval system to its retail
business partners. This new system automates the
credit approval process to increase the speed,
efficiency and consistency of the lending process.

Interest rate risk is carefully managed by adjusting the
mix between fixed-rate debt and variable-rate debt
according to current and anticipated market
conditions. The larger the proportion of fixed-rate
debt, the more protected the Company is from the
risk of future interest rate increases; however, the
potential benefits of a declining interest rate market
are reduced. By utilizing medium- and long-term
fixed-rate financing, as well as interest rate exchange
agreements, the Company had a ratio of fixed-rate
debt to total debt of 55.3%, on average, throughout
the year. The Company’s only use of derivative
products is (0 manage its exposure to interest rate
movements or fluctuations in foreign exchange rates.

The strong growth during the year, combined with
dividend payments, increased the Company's debt-
to-equity ratio to 7.4/1 from 6.9/1 at December 31,
1996.
range of industry norms.

This level of capitalization remains in the

The Company continued to refinance maturing long-
term debt at more attractive rates. During the year,
$155.2 million in long-term debt matured at an
average rate of 8.26%. These amounts were initially
refinanced in the short-term market to take
advantage of lower rates. During the year, as required
by receivable growth, $218.5 million were issued
under the Company’s Medium Term Note Program.
Of the new notes, $75 million are variable-rate and
$143.5 million are made variable due to interest rate

swap agreements. The Company believes average



Management’s

long-term debt costs should decrease in 1998 as $392
million of maturing debt at average rates of 7.03% is
refinanced at lower rates. Subsequent to year end, the
Company issued $150 million of long-term debt
maturing in 2003 at 5.75%.

During 1997, the Company increased receivables
outstanding by $305.9 million, or 21.9%. Continued
emphasis on creating additional branch sales
capacity and improving the effectiveness of branch
solicitation practices helped to increase the consumer
loans portfolio by $119 million ($49 million in
1996). Although real estate loans decreased slightly
by $3.2 million, this represents a significant
improvement from the $48 million decrease
experienced in 1996 and reflects an increased
emphasis on this portfolio during the year. Sales
finance receivables increased $122 million ($20
million in 1996) as the Company continued to build
on the success of its new sales finance processes
during a period of strong consumer confidence.
Commercial receivables increased by $68.4 million
($57.7 million in 1996) during the year. The
Company will continue to focus efforts on increasing
receivables in the higher yielding consumer loans
portfolio. Sales finance growth is expected to be
maintained at levels sufficient to support the
consumer loans growth and is affected by consumer
purchasing patterns and retailer initiatives in the
home furnishings and electronics marketplace.

For liquidity purposes, the Company maintains
unused bank lines of credit to back up its commercial
paper borrowing. The Company has a line of credit
syndication of $550 million with seven financial
institutions, including all of the Canadian “Schedule
A" banks. The syndication expires in 2001. In
September 1997, the Company increased the value of
its lines of credit by adding $200 million of 364-day
facilities from four of the Canadian “Schedule A"
banks. As required, our parent company, Avco
Financial Services, Inc., allocates to the Company
additional bank lines to provide coverage. The
commercial paper coverage ratio at December 31,
1997, was 104%.

The amount of net assets of the Company available
for cash dividends and other payments to its
shareholders is restricted by insurance statutory
requirements. The Company declared dividends of
$13.7 million in 1997.

The Company has an $800 million Shelf Registration
on file, expiring in 1998, of which $400 million has
been allocated to a Medium Term Note Program.
During 1997, the rating on the Company’s long-term
debt was maintained at “A (High)”, by CBRS and
DBRS, due to the positive earnings trend, good asset
quality, conservative leverage and interest coverage
ratios of Avco Financial Services, Inc. All debt of the
Company is guaranteed by Avco Financial Services, Inc.

In early 1997, the Company completed an
assessment of its computer programs to identify the
impact of the Year 2000 Issue on its operations.
Some of these programs are critical to operations and
could fail to properly process data unless they are
modified. The Year 2000 Issue results from many
computer programs using only two digits to identify
the year in the date field. As a result of this
assessment, the Company instituted a plan of
corrective action. This project, which began in mid-
1997, will be carried out both by existing personnel
and outside contractors. The Company anticipates
that all of the necessary internal program
modifications will be completed by the end of 1998.
During the latter part of 1998 and the first half of
1999, the Company will test its ability to
communicate electronically with other entities, such
as suppliers, independent data processing agencies
and customers. The cost of these efforts are
recognized in income as incurred. The costs related
to this project did not have a material impact on the
Company's results of operations in 1997, and they
are not anticipated to have a material impact in 1998
or 1999. The Company does not expect the Year
2000 Issue to materially affect its financial results,
products, services or competitive conditions in the
year 2000 or thereafter.

Ay _‘;\Q? Financial Services Canada Limited
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Auditors’

We have audited the consolidated statements of
financial position of Avco Financial Services Canada
Limited as at December 31, 1997 and 1996 and the
consolidated statements of earnings and retained
earnings and changes in consolidated financial position
for the years then ended. These financial statements are
the responsibility of the Company’s management. Our
responsibility is to express an opinion on these financial
statements based on our audits.

We conducted our audits in accordance with
generally accepted auditing standards.  Those
standards require that we plan and perform an audit
to obtain reasonable assurance whether the financial
statements are free of material misstatement. An
audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the
financial statements. An audit also includes assessing
the accounting principles used and significant

estimates made by management, as well as evaluating
the overall financial statement presentation.

In our opinion, these consolidated financial
statements present fairly, in all material respects, the
financial position of the Company as at December
31, 1997 and 1996 and the results of its operations
and the changes in its financial position for the years
then ended in accordance with generally accepted
accounting principles.

/ . ,
,@w,z‘-l ¢ Qévwfh..r.;f
/ i (
Chartered Accountants
London, Canada

January 23, 1998



Consolidated Earnings and Retained Earnings

1997 19396

Revenues

Expenses

Net Earnings

Retained Earnings, End of Year

Avco QP Financial Services Canada Limited
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Consolidated Financial Position

1997

Assets

Liabilities

Shareholders’ Equity (note 6)

1996

Avco Financial Services Canada Limited
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Changes in Consolidated Financial Position

1997 1996

Operating Activities

Investing Activities

Financing Activities @
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Note 1: Summary of Significant Accounting Policies

The following represent the significant accounting
policies used in the preparation of the consolidated
financial statements,

(a) Basis of presentation

The consolidated financial statements include the
accounts of the Company and all of its subsidiaries.
All significant inter-company transactions are
eliminated.

(b) Use of estimates

The preparation of financial statements in
conformity with generally accepted accounting
principles requires management to make estimates
and assumptions that affect the amounts reported in
those statements and accompanying notes. Actual
results may differ from such estimates.

(c) Receivables

Interest income is recognized in revenues so as to
produce a constant rate of return over the terms of
the receivables. Accrual of interest income is
suspended for accounts once they have been
identified as impaired. Accounts are considered to be
impaired once they are more than 90 days
contractually past due. Impaired loans are adjusted
to an estimate of net realizable value by way of a
general provision.

It is generally the Company's policy to write off
accounts monthly when they are deemed
uncollectible, but in any event, except for real estate
secured loans, all accounts for which an amount
aggregating a full contractual payment has not been
received for six consecutive months are written off.
The Company charges against current earnings as a
provision for losses on receivables such amounts as
management believes to be adequate to reduce the
recorded investment in loans receivable to their
estimated realizable value. The determination of the
allowance for losses is based upon loss experience
and payment history on a product by product basis.
As these estimates are influenced by factors outside
the Company’s control, such as economic conditions
in the regions where the Company operates, there is
uncertainty inherent in these estimates, making it
reasonably possible that they could change.

Foreclosed real estate loans are transferred out of
finance receivables into other assets at the lower of
fair value (less estimated costs to sell) or the
outstanding loan balance. The carrying value of real
estate owned is periodically re-evaluated and, where
appropriate, adjustments are made to reflect
subsequent decreases in fair value.

(d) Income taxes

The Company's provision for income taxes is based
primarily on reported earnings before income taxes
and includes an appropriate provision for deferred
income taxes resulting from timing differences.
Timing differences result from items whose treatment
for financial reporting and income tax reporting
differs and consist principally of depreciation,
amortization and the allowance for losses.

(e) Property and equipment

Property and equipment are stated at cost. The
Company calculates depreciation and amortization
on a straight-line basis at the following rates, which
are estimated to fully depreciate the cost over the
estimated useful lives of the following principal
assets: computer hardware and software - three or
five vears; furniture and fixtures - eight years;
leasehold improvements - eight years; and
equipment - five years.

Cost and accumulated depreciation or amortization
are removed from the accounts at the time of
disposal. Any resulting gain or loss is included in net
earnings of the current period.

(f) Other assets

Other assets consist of (1) intangibles recognized on
the acquisition of subsidiaries which are being
amortized on a straight-line basis over 15 or 25 years,
and (2) debt financing costs which are amortized on
a straight-line basis over the terms of the respective
debt issues.

(g) Deferred insurance commissions
The entire amount of insurance commissions
received from carriers is deferred and credited to
earnings over the life of the related insurance
contracts on a basis consistent with the premium
recognition method as described in (i) below.

Avco'? Financial Services Canada Limited
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(h) Foreign currency translation

Assets and liabilities denominated in foreign
currency have been translated at the closing year-end
rates. Income and expense accounts have been
translated at the average rates prevailing during the
respective years. The resulting gain or loss from
translation has been reflected in earnings.

(i) Insurance operations

The following are the significant accounting policies
followed by the Company’s insurance subsidiary for
purposes of these consolidated financial statements.
These accounting policies conform, in all material
respects, to generally accepted accounting principles
and the accounting requirements of the Office of the
Superintendent of Financial Institutions Canada.

(i) Premium recognition
and unearned premiums

Unearned insurance premiums represent the
portion of premiums written which is
determined to be unearned on the year-end
dates. These unearned premiums are taken into
earnings over the life of the policies on a
straight-line basis.

(ii) Deferred policy acquisition expenses

and prepaid campaign expenses
Certain costs of acquiring new business
(principally commissions, campaign expenses
and premium taxes) are deferred and charged to
expense in substantially the same manner as the
premiums are taken into earnings.

(iii) Provisions for unpaid claims
and adjustment expenses

The provision for unpaid claims represents the
amounts needed to provide for the estimated
ultimate expected cost of settling claims related
to insured amounts, both reported and
unreported, that have occurred on or before the
balance sheet date. In addition, provisions are
made for adjustment expenses and changes in
reported claims incurred but not reported based
on past experience and business in force. The
estimates are regularly reviewed and updated, in
light of emerging claim experience and changing
circumstances, and any resulting adjustments are
included in current income.

The risk that the amount of the provision will be
insufficient to discharge the Company's
liabilities is mitigated by including a provision
for adverse deviations in the calculation. In all
recent vears, the provision for adverse deviations
has been more than sufficient to absorb adverse
deviations of current emerging experience from
historical patterns. Those adverse deviations
occur from time to time, as do favourable
deviations. Claim liabilities are carried on an
undiscounted basis. The carrying value of the
provision for unpaid claims and adjustment
expenses approximates fair value.

(iv) Reinsurers’ share of provisions for

unpaid claims and adjustment

expenses and unearned premiums
Expected reinsurance recoveries on unpaid
claims and adjustment expenses and unearned
premiums, net of any required provision for
doubtful amounts, are recognized as assets at the
same time and using principles consistent with
the Company’s method of establishing the
related liability.

(v) Reinsurance

The Company reflects reinsurance balances on
the balance sheet on a gross basis to indicate the
extent of credit risk related to reinsurance and its
obligations to policyholders and on a net basis
in the statement of income to indicate the results
of its retention of premiums written.

(vi) Investments

Investments are carried at cost except where it is
estimated that there has been a decline that is other
than temporary in the underlying market value, in
which case the carrying value is written down.

A\'cu‘;_' Financial Services Canada Limited
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Notes to Consolidated Financial Statements (cont.)

Finance Receivables and Allowance for Losses

Contractual Maturities Fihgisce Receivables Outstanding
1998 1999 2000 to 2012 Charges 1997 1996

Avco QP Financial Services Canada Limited
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Notes to Consolidated Financial Statements (cont.)

1997 1996
Allowance for losses at beginning of the year

Add - charged to income

Deduct - balances charged off

Allowance for losses at end of the year @

AvcoQ Financial Services Canada Limited
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Notes to Consolidated Financial Statements (cont.)

Property and Equipment

1997 1996
Cost Accumulated Net Book Cost  Accumulated Net Book i
Depreciation Value Depreciation Value

Debt and Credit Facilities

Avco QR Financial Services Canada Limited
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Notes to Consolidated Financial Statements (cont))

Long-term Debt

1997 1996

AvcoqP Financial Services Canada Limited
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Notes to Consolidated Financial Statements (cont.)

Shareholders’ Equity

1997 1996

Operating Lease
Commitments

Avco &P Financial Services Canada Limited
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Notes to Consolidated Financial Statements (cont.)

Operations by Industry Segment

1997 1996

Revenues

Operating Profit

Identifiable Assets

Avco®®? Financial Services Canada Limited
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Notes to Consolidated Financial Statements (cont.)

Cost and Fair Value of Financial Instruments

1997 1996
Cost Estimated Cost Estimated

Fair Value Fair Value

Assets

Liabilities

Avco®P Financial Services Canada Limited
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Notes to Consolidated Financial Statements (cont.)

Within 1to5 5t0 10 Over Book
1 year Years Years 10 Years Value

Related Party Transactions

Avco QP Financial Services Canada Limited
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Notes to Consolidated Financial Statements (cont.)

Insurex Acquisition

Comparative Amounts

Avco QP Financial Services Canada Limited
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Notes to Consolidated Financial Statements (cont.)

Banks Extending Lines of Credit

Commercial Paper

Avco Financial Services Canada Limited

Commercial Paper

Long-term Debt

Avco Financial Services, Inc.

Commercial Paper

Long-term Debt

Avco‘? Financial Services Canada Limited
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