
 

   

Reference Guide 1: Seasonal Loans 

Introduction 

Companies with seasonal business patterns have unusual needs for cash during peak periods in the seasonal 
cycle. These companies may need to finance significant temporary increases in accounts receivable, inventory, 
labor, operating expenses, or a combination of these. 

A seasonal loan finances these increases and is also considered temporary, because the company should be 
able to repay the seasonal loan after the end of the season when peak sales have been collected. However, 
structuring seasonal loans becomes complicated when seasons overlap. A retailer may have Easter, back-to-
school, and Christmas season. 

  

Seasonal Loans  
Apply to … 

 Manufacturers, wholesalers, and retailers: to … 

Cash raised by a seasonal loan is usually distributed to suppliers for the 
purchase of inventory. When the inventory is sold, the resulting AR is 
eventually collected, and the seasonal bank loan repaid. The company 
may also need to finance accounts receivable over a seasonal period. 

 Service companies: 

Seasonal loan proceeds are used to pay expenses, such as wages and 
labor, and are repaid from the resulting receivables. 

  

Identifying  
the Borrowing Need  

 Projected monthly cash flow statements are the only way to analyze the 
Borrowing Need required level of seasonal financing, and when it can 
be repaid.  

 The objective of seasonal loan analysis is to focus on when current 
assets and current liabilities peak in their expansion and at what low 
point they reach at the time of contraction. 

 Lenders must focus on what level of bank debt is required at the peak 
of the expansion and whether or not it gets repaid completely at the 
lowest point of the contraction cycle.  
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Structuring  
the Seasonal Loan 

General Features  

Establish an advised commitment line of credit with a limit that allows for 
the peak borrowing. It should also have some small, but reasonable, 
leeway. 

 Sources of repayment: 

Loan maturity should correspond with the low point in current assets 
and liabilities when the bank expects to be paid out along with the 
trade. To maximize potential repayment, require either: 

1. Cleanup Period 

Depending on the length of the cycle, require a minimum cleanup 
period when outstandings are paid to zero. The cleanup period 
demonstrates that borrowings are truly seasonal, and thus, 
temporary. 

2. Clean-down period 

If the seasonal line forms part of an overall working capital facility a 
clean-down provision ensures borrowings are reduced to a certain 
minimum level for a period of time acceptable to the bank. 

 Purpose and use of proceeds: 

Ensure that the proceeds are disbursed for their principal purpose: the 
purchase of inventory and the payment of suppliers or other expenses 
related to seasonal build-up. Proceeds should not be used to purchase 
fixed assets or to repay another lender’s current portion of long-term 
debt. 

  

General Collateral 
Considerations 

 Available collateral:  

The bank should be secured by a perfected security interest in 
accounts receivable and inventory, at a minimum. Plant and equipment 
might also be considered if reliance on inventory to repay the loan is 
high, and especially if the inventory has potential marketability issues 
(perishable, trendy, etc.). 

 Lending unsecured:  

For larger well-established companies with strong capital bases and 
well diversified businesses beyond the seasonal lines, security may not 
be required, if there are no other liens attached to company assets 
(check your bank’s loan policy regarding unsecured lending). 
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Considerations  
for Implementing  
a Borrowing Base 

 Using a borrowing base to control seasonal loans:  

A formal borrowing base — with advances limited to reasonable 
percentages of verified and eligible accounts receivable and inventory 
— is the most effective means of ensuring that the loan is always 
secured by high quality collateral. When the bank requires remittances 
to be sent to a bank lockbox for deposit in the customer’s cash 
collateral account, the bank also ensures that the customer’s collections 
are applied directly to loans outstanding.  

Many banks prefer to impose an informal borrowing base instead of a 
formal asset- based lending agreement. With an informal program, the 
bank and borrower agree upon eligible receivables and inventory 
against which the company may borrow, as well as appropriate 
advance percentages against each. The company reports eligible 
collateral with each borrowing request and the bank advances 
accordingly. However, there is no independent verification of collateral 
by the bank, nor are the customer’s account remittances collected by 
the bank and applied against outstanding   loans. 

 Advance rates:  

Accounts Receivable. Whether applying a formal or an informal 
borrowing base, the advance rate is generally 75 – 80% against eligible 
accounts receivable.  

Inventory. Advance rates against inventory are usually lower than 
against receivables, typically ranging from 40 – 50%. Work-in-process 
and certain raw materials may be excluded prior to applying the 
advance rate. 

 Benefits of seasonal loan borrowing bases:  

A borrowing base can provide a disciplined means to manage the 
seasonal loan. Carefully defining the eligible components of inventory 
and receivables and setting percentage limits on advances against the 
eligible collateral, can significantly reduce the bank’s exposure to the 
risks of a failed selling season.  

For example, sales of beachwear by retailers located in resort 
communities are highly susceptible to adverse weather events.  

Limiting advances against inventory forces the borrower to fund some 
of the at-risk inventory with equity, sharing the risk with the bank. 
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Considerations  
for Implementing  
a Borrowing Base, 
continued 

Adherence to a borrowing base also compels the borrower to manage 
working capital closely during the seasonal period (speedy collection of 
receivables, faster turn of inventory, and maximum judicious use of credit 
provided by the suppliers), thus reducing dependence on bank  debt. 

 Limitations of seasonal loan borrowing bases:  

A borrowing base with advance rates means inventory may not qualify 
for full funding. A borrowing base limits the company’s access to 
financing when it may be most needed during the seasonal inventory 
build-up. Timing of production of the finished product and creation of 
the receivable may not coincide with the time when payments in cash 
are due to suppliers. Borrowing base lending often does not meet the 
customer’s need because of this limitation.  

A formal borrowing base is expensive for the bank to administer, and 
these expenses are commonly charged to the customer, which can be 
a competitive disadvantage.  

Whether to require or no borrowing base to support a seasonal loan 
depends on the financial strength of the borrower as well as extent of 
risk that seasonal inventory and receivables may not liquidate as 
envisioned. 

  

Monitoring  
the Seasonal Loan 

Key to monitoring the seasonal loan is having structured it appropriately 
in the first place. Knowing when to expect the seasonal peak as well as 
when to expect the season to close, tells you when to inquire about loan 
status. In addition, monitoring of seasonal loans requires financial 
information. 

The following suggested reports are shown in order of preference, 
recognizing that a borrower may not be able to provide the desired 
financial statements: 

 Interim balance sheets and income statements. 

 Cash budget reporting. 

 Custom reports agreed upon by the borrower that will enable the 
lender to monitor actual versus projected receivables, inventory, and 
loan balance. 
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Seasonal Loan Risks   Knowledge of the borrower:  

Will the proceeds be used for the purpose for which they are intended? 
Has the bank provided sufficient funds to allow for a margin for error? 

 Understanding peak risk to the bank:  

Generally peak risk occurs when inventory is at its peak. The seasonal 
loan may or may not have been fully disbursed at that time but 
advances against inventory have the highest repayment risk. 

 Liquidation of assets: 

 Liquidation of inventory, or the collection of the resulting 
receivables, may not take place as anticipated. As a result, the 
creditors - in general, and the bank - in particular, may not be paid 
out. 

 Are there significant risks associated with conversion of raw 
materials and work-in-process to make the finished goods salable 
(technology, labor, raw material problems)? 

 Are there external risks over which the borrower has no control 
(changing market conditions, customer appetites, or changes in 
weather conditions)? 

 Failure to liquidate current assets as expected reduces financial 
flexibility in the close season and makes it much more difficult for 
the company to raise bank or trade credit in anticipation of the next 
cycle. 

 The critical question when evaluating the risk of seasonal credits 
is: Will the season happen? 

 Suppliers are not paid at season end and withhold credit: 

 Absence of trade credit is risky, because the bank must decide 
whether to carry the company through the close season. The bank 
also must be prepared to finance the buildup of inventory and/or 
accounts receivable in anticipation of the next season. 

 You must call suppliers to verify credit availability during credit 
monitoring and due diligence. 
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Lender Options 
when Seasonal Loans 
Cannot be Repaid  

Anticipate a variety of options if a seasonal loan cannot be repaid: 

 Term loan. Term out the loan up to or beyond the ensuing close 
season. This solution may be possible if the inventory has no 
perishability, trend, or obsolescence risks. It only works if there is cash 
flow to service the debt. 

 Term revolver. Use a borrowing base/permanent working capital 
revolver. Inventory must be marketable. A solution for overlapping 
seasons, instead of multiple seasonal loans. 

 New capital. Refinance through new debt or new equity. Do not hesitate 
to ask existing shareholders for new equity. In many cases, they may 
have resources in cash or the borrowing capacity for raising cash by 
mortgaging unencumbered assets to refinance/repay the seasonal 
loan. 

 Additional collateral. As part of the strategy of getting additional support 
from the shareholder, require the pledge of company fixed assets, 
particularly if the seasonal loan has been refinanced through a term 
loan or a term   revolver. 

 Liquidate collateral. Issues such as orderly liquidation versus fire sale 
or on-site versus off-site liquidation should all be addressed. Risks to 
consider include: 

 Are there significant risks to production of finished goods 
(technology, labor, or raw material problems)? 

 Are there external risks over which the borrower has no control 
(changing market conditions, customer appetites, or weather)? 

Monitor the credit actively since early identification of problems reduces 
the likelihood of having to rely on liquidation of collateral as the source of 
repayment. 

  

 



 

   

Reference Guide 2: Permanent Working Capital Loans 

Introduction   

The purpose of a permanent working capital loan is to provide financing to purchase current assets or pay 
current liabilities. This support is often needed under circumstances such as:  

 Rapidly expanding sales outstrip growth in equity. 
 New businesses do not yet demonstrate repayment capacity. 
 Working capital has been depleted through purchases of non-current assets or losses. 
 A seasonal loan has failed. 

These loans are not expected to be repaid in the short-term and are generally classified as long-term debt. 

  

Permanent Working  
Capital Loans Apply to … 

Any company that is experiencing rapid sales growth, is relatively new, or 
needs to replace working capital depleted through non-current asset 
purchases or losses that may need working capital financing. All industry 
sectors may need this type of financing. 

  

Identifying  
the Borrowing Need 

Permanent working capital loans often start out as seasonal loans that 
cannot be repaid because the borrower did not make sales as planned, 
incurred losses, had rapid sales growth, and/or acquired noncurrent assets. 
Analysis shows that repayment is indefinite and ultimately depends on the 
borrower’s long-term ability to generate enough cash flow to repay the 
loan. To establish the appropriate loan amount: 

 Determine that there are acceptable current assets (receivables and 
inventory) to support the loan. 

 Identify the amount of permanent assets in working capital – the amount 
of working capital below which the company cannot operate. 

 Assess the company’s ability to generate long-term cash flow and set 
the amount of the loan to match that capacity. Do not offer more than 
what is needed or can be supported by projected cash flow and the 
underlying collateral. 

 Depending on the scenario, you may want to build in a term loan feature 
that allows for some reduction in the loan as equity increases through 
retention of earnings, if feasible. 
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Structuring  
the Permanent Working 
Capital Loan 

 General features:  

Establish a revolving credit or line of credit that may include a term loan 
feature and allows for borrowing under a formal borrowing base. A 
formalized asset-based lending financing arrangement may also be 
appropriate. 

 Sources of repayment:  

Permanent working capital loans are ultimately repaid with cash flow 
generated in excess of the amount the company requires to cover operating 
cycle needs. Focus analysis on the borrower’s long-term profit potential and 
its ability to generate sufficient cash flow to meet current operating needs 
and to cover debt payments. Use the cash flow statement as the principal 
tool to evaluate ability to repay permanent working capital debt.  

In the short term, permanent working capital loans require the borrower to 
complete its operating cycle successfully, meaning the company converts 
inventory and receivables into cash to reduce the loan. Repaid amounts may 
be re-borrowed to support new inventory purchases and receivables. 

 Maturity and repayment schedule:  

To determine maturity and repayment schedule on a permanent working 
capital loan, consider: 

 Require principal reductions based on available cash flow from the 
borrower. Establish excess cash flow recapture requirements to ensure 
that any buildup in cash is used to reduce debt. 

 Require payments as frequently as possible to enhance the loan 
profitability through collection of interest and to avoid any lengthy delays 
in spotting delinquencies that may signal developing problems. 

 Structure payments to enable the company to continue to meet its 
operating cycle needs. Often this means retaining a portion of the 
permanent working capital loan as a revolving credit while the terming out 
the remaining balance. 

 Use projections and sensitivity analysis to help determine the maximum 
payment that the borrower can handle while still maintaining liquidity to 
support ongoing working capital needs. 
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Structuring  
the Permanent Working 
Capital Loan, continued 

Keep in mind that some portion of a permanent working capital loan may 
not be repaid in the ordinary course of business. The term permanent 
working capital loan implies that the need to support working capital is 
long-term (permanent) in nature. Permanent working capital needs may be 
reduced over time if a company stops growing rapidly, if another financing 
source, such as an asset-based lender, subordinated debt or equity can be 
found or if the company reaches a stable level of profitability. 

 Purpose and use of proceeds:  

Ensure that proceeds are used appropriately: to purchase inventory, 
carry receivables, and pay trade creditors or other current liabilities. To 
accomplish this control, use a borrowing base certificate that details the 
eligible collateral at a point in time and governs the amount of advances 
permitted. 

  

General Collateral 
Considerations 

 Available collateral:  

The bank should be secured by a perfected security interest in accounts 
receivable and inventory, at a minimum. Plant and equipment might also 
be considered if reliance on inventory to repay the loan is high, and 
especially if the inventory has potential marketability issues (perishable, 
trendy, etc.). 

 Advance rates:  

Accounts Receivable. Advance rate is generally 75–80% against eligible 
accounts receivable. Advances against receivables are more generous 
than against inventory because loan repayment depends only on 
collection of a sale that has already been made. The sale itself is no 
longer in question. It is essential to monitor accounts receivable regularly 
(preferably monthly), verifying accuracy of information provided. Aging 
based on invoice dates rather than due dates provide a more reliable 
and conservative borrowing base.  

 Inventory. Advance rates against inventory are usually lower than 
against receivables, typically ranging from 40–50%. Work-in-process 
and certain raw materials may be excluded prior to applying the advance 
rate. Higher uncertainty means advance rates against inventory are 
more conservative than receivable advances: inventory must first be 
sold, and then collected to generate repayment funds.  

There can be exceptions to the general rule that inventory is less certain 
a repayment source than receivables. For example, some raw materials 
may have more resale certainty than the certainty of collecting 
receivables. It is essential to understand the collateral. 
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General Collateral 
Considerations, continued 

 Benefits of borrowing bases:  

A borrowing base is a key element in providing discipline to manage 
a permanent working capital loan. It is important to carefully define 
the eligible components of inventory and receivables, and set 
advance limits against the eligible collateral to reduce the risk that 
the bank lends against inventory that cannot be sold and 
receivables that cannot be collected. A borrowing base also 
protects against the diversion of bank funds to support purchases 
on noncurrent assets.  

A borrowing base also requires the borrower to be disciplined about 
managing working capital (managing receivables collections, 
turning inventory quickly, and using trade credit to the maximum 
without damaging relations with suppliers). Effective working capital 
management will reduce reliance on bank debt. 

 Limitations of borrowing bases:  

Requiring a borrowing base with advance rates means inventory 
may not qualify for full funding. This control feature means the 
company may find access to funds limited during times of high sales 
growth. Borrowing base lending often does not meet the customer’s 
need because of this limitation.  

A borrowing base is expensive for the bank to administer, and these 
expenses are commonly charged to the customer, which can be a 
competitive disadvantage. To minimize the administrative burden 
and expense, many banks apply borrowing base concepts 
informally, asking the borrower to self-report receivables and 
inventory without expensive bank field exams to monitor 
compliance. However, this approach can subject the bank to 
considerable risk. Heavy debt, potential use of funds for other 
purposes such acquiring noncurrent assets, unsalable inventory, 
and/or uncollectible receivables could jeopardize repayment 
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General Loan Covenant 
Considerations 

The permanent working capital loan agreement usually takes the form 
of a revolving credit or term debt. The agreement should define the 
relationship between the borrower and the lender, including agreed-
upon covenants. 

Although tailored to specific circumstances, typical covenants include: 

 Definitions of eligible inventory and receivables. 

 Advance rates to be applied. 

 Requirement that collections be applied to loans outstanding 
through a lockbox. 

 Restrictions on use of proceeds. 

 Restrictions on other borrowings. 

 Minimum interest or debt service coverage ratio. 

 Maximum debt to equity ratio. 

  

Monitoring Permanent 
Working Capital Loans 

Permanent working capital loans should be monitored continuously: 

 With each request for an advance under the loan, require the 
borrower to submit a borrowing base certificate that identifies 
eligible collateral against which the requested advances would be 
funded. 

 Perform regular inspections of inventory and audits of receivables. 
For an overview of field exam procedures, refer to the Collateral 
Reference Guide. 

 Require the borrower to submit monthly financial statements and 
agings of receivables and payables. 

 Be prepared to cap the borrowing base or line of credit to control 
unrestrained growth. 
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Permanent  
Working Capital Risks 

Risks related to permanent working capital loans include: 

 Loan proceeds may be used for purposes other than the purchase 
of current assets or the payment of current liabilities. 

 Losses may occur in the receivable’s portfolio related to 
concentrations, inadequate credit screening of customers, or poor 
collection practices. 

 Inventory may not be able to be sold. Many issues may arise 
when the bank must liquidate inventory as a source of repayment, 
including storage costs, obsolescence, contingencies arising from 
warranties, and costs of disposing inventory. 

 Unexpected or uncontrolled growth in sales may lead to the 
continuing buildup of current assets. 

 Working capital dynamics may change. Trade suppliers may 
change terms of payment, competitive factors may dictate the 
need to extend longer terms to customers or supply dynamics 
may change that require higher levels of inventory on hand. 

 Cash flow may be insufficient to carry debt. 

 The borrower may come under pressure and create eligible 
collateral fraudulently. 

  

Options when Permanent 
Working Capital Loans 
Cannot be Repaid 

As noted above, permanent working capital loans can fail for a variety 
of reasons. Options in the event of a failure include: 

 If the loan has not been maintained as a disciplined asset-based 
loan, it may be possible to bring in a professional asset-based 
lender to take over the loan. 

 If the loan is already amortizing, a payment restructure may be 
appropriate. The loan repayment schedule may be too aggressive. 
Missed payments or loan covenant violations may signal the need 
to re-analyze the loan and determine if it is appropriate to 
restructure the amortization schedule if there is one in place. 

 Collateral liquidation may be the only option, either with the 
borrower’s cooperation or through bankruptcy. In such a case, it is 
likely that collateral values may be depressed, and the lender 
should seek the expertise of a work-out specialist. 

  

 



 

   

Reference Guide 3: Term Loans 

Introduction   
Often, the purpose of the term loan is to purchase noncurrent assets. However, there are other reasons for 
term loans, including financing a change of ownership or financing an inclusion. In addition, term loans are 
used to repay the carryover debt on a seasonal loan or a bridge loan that was not completely repaid. A term 
loan might also be used to convert a permanent capital loan into a loan repaid over time.  

  

Term Loans Apply to … Any company might have a need that can be met with a term loan. 
Manufacturers, wholesalers, and retailers commonly have fixed asset 
financing needs, and many service companies require plants and 
equipment to render service, as well.  

Similarly, all industry sectors may have the other kinds of term borrowing 
needs cited in the introduction. 

  

Identifying  
the Borrowing Need 

A term loan analysis usually begins with the company’s request to finance 
a specific requirement, such as a fixed asset, or as part of an acquisition 
financing. Guidelines for interpreting the appropriate purpose and amount 
of the term loan include: 

 Verify that the term loan request is for a long-term requirement such as 
fixed asset acquisitions, redemption of equity, or a refinance of other 
long-term debt that financed a long-term purpose. Do not use short-term 
debt for these needs. 

 Determine if the amount of the loan mirrors the need underlying the 
borrowing request, subject to the bank’s guidelines, for an appropriate 
loan-to-value percentage. For very creditworthy borrowers, it may be 
appropriate to advance 100% of proceeds needed to accomplish the 
loan’s purpose (such as 100% needed to purchase a vehicle). For less 
certain borrowers, generally the bank advances 90% or less of needed 
funds. 

 For acquisition financing, ensure that there is an appropriate contribution 
of equity financing to the project. Subordinated debt may also be an 
appropriate complement to your bank’s term loan. 

 A term loan might also be made to finance a permanent build-up in 
working capital that is not expected to contract during the life of the term 
loan. In this case, identify the permanent assets in working capital — the 
amount of working capital below which the company cannot operate. 
Structuring this permanent layer of working capital as a term loan has 
the long-term effect of converting the permanent working capital 
financing to equity. 
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Identifying  
the Borrowing Need, 
continued 

 Critically evaluate the amount of a term loan request and identify what 
the   borrower needs, not just what the borrower requests. Do not offer 
more than what is needed or justified by projected cash flow to repay the 
loan. Conversely, consider whether the borrower needs more than has 
been requested. It is only of limited use to provide part of what the 
borrower needs to to acquire an asset or complete an acquisition. If your 
bank has comfort lending only a portion of the long-term need, verify 
there is a financing plan to supply the balance of the capital required. 

Do not hesitate to require additional equity if the amount of the requested 
loan does not meet your bank’s loan-to-value guidelines or the added debt 
would make leverage unacceptable to your bank. Also, request additional 
equity if a loan to finance a new line of business or a significant expansion 
would benefit from the added psychological commitment of owners with 
additional funds at risk. 

  

Structuring the Term Loan  General features:  

Establish the term loan using a term loan agreement (or for smaller 
loans a simple letter agreement) in which the bank spells out the terms, 
conditions, expectations and responsibilities of both borrower and the 
bank. 

 Sources of repayment:  

Term loans are repaid from cash flow in excess of that required to cover 
operating cycle needs. The need for long-term cash flow means that the 
analyst must focus on the borrower’s long-term profit potential and its 
ability to conserve cash flow for term debt payments while still satisfying 
current operating needs. The cash flow statement is the principal tool to 
evaluate ability to repay term debt. 

 Maturity and repayment schedule:  

Considerations when determining the payment schedule and final 
maturity of a term loan include:  

 Extract the maximum available cash flow from the borrower. Do not 
let cash balances build up unnecessarily, calibrating the amortization 
schedule to repay the loan amount as fast as reasonably possible. 
Include excess cash recapture requirements to ensure the loan 
repayment benefits from any unexpected cash flow resources. 
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Structuring the Term Loan, 
continued 

 Require the most frequent payments possible. Monthly payments are 
preferable from the bank’s point of view for two reasons. The more 
frequently interest is collected, the more profitable the loan. If 
monitoring fails to point out a problem, a delinquent payment raises 
a red flag and a 30-day warning is better than one coming 90, 180, 
or 365 days later. – 

 Ensure that despite requiring the maximum available cash flow, the 
company still has enough cash flow available to maintain adequate 
liquidity to run the company and take advantage of appropriate 
opportunities.  

For example, the company needs liquidity for growth, fixed-asset 
maintenance, asset purchases that will generate new revenues, etc. 
The agreed-upon payment schedule also needs to accommodate the 
company’s need to make agreed-upon payments of dividends, for 
allowable service of other debt, and similar cash expenditures that 
can be identified and allowed. 

 Use projections and sensitivity analysis to help determine the 
maximum payment that the borrower can apply to debt while still 
maintaining liquidity for the purposes noted above. Begin with a 
base-case projection and then alter the assumptions behind the cash 
flow drivers to determine how wrong the bank can be and still be 
repaid. 

 Tailor the loan repayment schedule to the borrower’s realistic ability to 
generate cash flow for debt service. Loans do not have to be repaid with 
equal amortization. For example, a one-year moratorium on principal 
payments, or reduced payment amounts in the early years of the loan 
might be acceptable, although these approaches introduce some risk as 
by definition repayment time is extended. Check with your bank’s loan 
policy regarding unequal amortization schedules.  

 Make sure that the term of the loan does not extend beyond the life of an 
asset being financed if the asset is taken as collateral for the loan.  

Your bank may have loan policies that establish maximum maturities for 
specific   term loan purposes, i.e., five to seven years for loans secured 
by equipment, and 10 to 15 years for loans secured by land and 
buildings. These Guidelines generally protect against making a loan that 
outlives its collateral. Keep in mind however that the asset you are 
financing may have a life that is less than the maximum allowable loan 
term. 
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General Collateral 
Considerations  

 Available collateral: 

 The lender is often secured by a mortgage on land and 
buildings and a security interest in equipment. 

 Receivables and inventory can also be taken, but they are 
often collateral for seasonal loans or permanent capital 
facilities. Term loans should be cross- collateralized with all 
other lending facilities. 

 Relationship to loan term: 

 Estimate the useful life of noncurrent assets taken as collateral 
and ensure that the loan is retired well before the assets 
become worthless. 

 The collateral value of an asset is its liquidation value, which 
generally has little resemblance to book value on the balance 
sheet. It is always a good lending practice to request a 
liquidation value appraisal of assets to be financed (although in 
practical terms it can be difficult to ask a borrower    to pay for 
a liquidation value appraisal of new equipment being 
purchased with term loan proceeds. Check your bank’s loan 
policy to determine when appraisals are required). 

 Complete a collateral valuation worksheet similar to the 
following, for a comprehensive view of collateral loan value. 
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COLLATERAL VALUATION WORKSHEET 
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General Loan Covenant 
Considerations  

The term loan agreement should dine the relationship of borrower to 
lender, including agreed-upon loan covenants. Covenants should be 
tailored to the specific circumstances of the borrower, the loan amount 
and term and any collateral, but often include: 

 Restrictions on acquiring other fixed assets. 

 Requirements to maintain fixed assets in good repair. 

 Requirements to insure fixed assets. 

 Restrictions on leverage and/or minimum net worth. 

 Restrictions on other borrowings. 

 Minimum debt service requirements. 

 Cash flow preservation restrictions as appropriate, including limits 
on officer compensation and dividends. 

Re  

Monitoring Term Loans Term loan monitoring consists of regular testing of compliance with 
loan agreement provisions and covenants, as well as monitoring of 
loan principal and interest payments. 

  

Term Loan Risks Risks related to term loans pertain principally to events and 
circumstances that can alter the presumed future sources of 
repayment. These include: 

 Projected sales do not materialize. Management may be unwilling 
or unable to reduce the break-even point by cutting overhead, so 
sales become less profitable and there is less long-term cash flow 
available to service debt. 

 Expected synergies do not develop, or margins do not improve as 
expected. Competition may increase during the term of a loan, 
forcing margins down. 

 Sales growth exceeds expectations, absorbing cash flow into 
working capital needs. 

 Fixed assets become obsolete before the corresponding debt is 
retired. 

 Cash is generated as predicted, but is spent on other purposes 
such as additional capital expenditures or excessive salaries 
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Term Loan Risks, 
continued 

Additional risks pertain to errors a lender may make while underwriting 
a term loan. These include: 

 Collateral value is overestimated. 

 Additional financing needs are underestimated. 

 Sales growth is accurately projected, but additional related financing 
needs are not anticipated and ultimately divert cash flow from debt 
service. 

 Cash flow analysis, and especially projections with sensitivity 
analysis, is not extensive enough to identify the bank’s margin of 
error in predicting ability to repay the loan. 

  

Lender Options When Term 
Loans Cannot Be Repaid 

Term loans fail for many reasons and the likelihood of nonpayment is 
augmented by the uncertainty introduced by the passage of time 
between loan underwriting and the loan’s final maturity date. 

 A term loan whose missed payments or loan covenant defaults 
signal trouble may be the simple result of a repayment schedule 
that was too fast. In that case, the loan might be re-analyzed, and a 
more appropriate amortization imposed, effectively refinancing the 
loan. 

 Alternately, a failed term loan may leave little option beside 
liquidation of the loan’s collateral, in or outside of bankruptcy. 

 The value of collateral in liquidation may be adequate to repay 
outstanding debt if an appropriate loan-to-value was used to 
determine the amount of the loan. 

 However, it is possible those circumstances outside the 
borrower’s control depressed the value of a financed asset, or 
that a combination of uncontrollable circumstances and 
management’s poor decision-making caused an expansion or 
an acquisition to fail. In these cases, the loan becomes a work-
out relationship and appropriate expertise must be called in. 

Keep in mind that the intent of this job aid is not to outline problem 
loan strategies, which is outside the scope of this course. Under the 
best scenario, an appropriate term loan structure (correct purpose and 
amount, maturity, repayment schedule, loan support, and covenants) 
provides not only a timely warning of trouble, but also a secondary 
repayment source that is likely to prevent a loan loss. 

  

 



 

   

Reference Guide 4: Bridge Loans 

Introduction   
The purpose of a bridge loan is literally to bridge the gap until a specific event occurs that repays the loan. 
Three types of events can repay the loan: 

 Sale of noncurrent assets, such as land, buildings, equipment, a subsidiary, or patent rights, etc. 
 Refinancing the debt with other debt. 
 Infusion of equity. 

One example is a company that borrows to fund new equipment, expecting to repay 20% pf the loan upon 
sale of the equipment it is replacing. While a term loan will fund 80% of the acquired equipment, the balance 
is structures as a bridge loan. As with the example transaction, bridge loans and the circumstances that 
create them are generally exceptions to the borrower’s normal operations. 

  

Bridge Loans Apply to … Any company might need temporary funding pending an event such as sale 
of an asset, receipt of proceeds of sale of treasury stock, funding in 
anticipation of an initial public offering, etc. 

  

Identifying  
the Borrowing Need 

Bridge loan analysis begins when the company requests funding for a 
specific opportunity or transaction to be repaid when one of the events 
named earlier takes place. Guidelines for interpreting the appropriate 
purpose and amount of the bridge loan include: 

 Verify that the pending event is one with a realistic likelihood of 
occurring, including a reasonable expectation that financial proceeds of 
the event will be adequate to repay the loan as expected. Do not 
advance more than the realistic financial proceeds of the event, net of 
any related transaction costs, and consider the loan only if the realistic 
timing of the repayment event is within a reasonable time frame. 
Generally the repayment event should be expected no later than six to 
twelve months after disbursement. Keep in mind that the passage of 
time increases the uncertainty of the event taking place at all, or without 
unexpected transaction changes or costs. 

 Limit the loan to an amount the borrower could repay in a reasonable 
amount of time should the repayment event fail. It is generally unrealistic 
to assume that the bridge loan could be repaid in full upon recognition 
that the repayment event failed to transpire (otherwise financing would 
not be needed in the first place). However, when structuring the bridge 
loan, consider the availability of alternate repayment sources and limit 
the loan to an amount that could be repaid as term debt over a realistic 
number of years. In other words, if the borrower could not repay the 
bridge loan should the repayment event fail, anticipate a term loan as a 
back-up repayment source. Determine if you would even make such a 
term loan to the company and identify the maximum loan amount as if it 
were structured as a term loan at its inception. 
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Structuring  
the Bridge Loans 

 General features/maturity and repayment schedule  

Structure the term loan with a simple note whose maturity coincides with the 
anticipated repayment event, collecting interest monthly. Avoid demand notes 
or renewable 90-day notes, because these instruments are not self-policing. 
When a maturity date falls on a bridge loan, the loan should be repaid in full. If 
the loan is not repaid, the event has either been delayed or a failure has 
occurred. In either case, the maturity requires the bank and the borrower to 
specifically address the next step. 

 Sources of repayment 

 As noted in the introduction, verify that the anticipated repayment event 
has a reasonable probability of occurring, and that the anticipated cash 
flow from the event can be reasonably predicted to cover the loan 
amount. 

 Ensure that there is a secondary source of funding to cover any additional 
costs that may materialize if the bridge loan covers any type of project 
financing. If the project costs escalate, the repayment event’s proceeds 
must still be adequate to cover the loan, in addition to covering any 
additional costs that surfaced pending the repayment event. 

 Identify a secondary source of repayment, analyzing prospective 
operating cash flow to determine if a term loan could be repaid from 
internal cash sources if the repayment event fails. Avoid making a bridge 
loan for more than could be realistically amortized over a moderate term 
should the repayment event fail. 

 Identify a tertiary source of repayment, most likely a third party 
guarantee. 
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General Collateral 
Considerations  

 Available collateral 

 If the repayment event is sale of a non-current asset, secure the 
bridge loan with the asset to be sold. This approach ensures that 
the bank can control the flow of the proceeds (repay the bridge 
loan) because the buyer will want clear title. 

 If the repayment event is a refinance, secure the bridge loan with 
the assets being initially financed. 

 If the repayment event is the infusion of equity, there may be 
assets financed with bridge loan proceeds, and these should be 
used to secure the loan. Always ensure that the borrower’s 
management is communicating to the equity resource(s) that 
equity proceeds are required to repay the bridge loan. 

 If bridge loan proceeds are not funding assets suitable for 
collateral, and especially if other creditors are secured, identify 
alternate assets that may be available as collateral, negotiating to 
share collateral if necessary in a complex project for a company 
with multiple financing alternatives. 

  

General Loan Covenant 
Considerations  

Bridge loans do not generally feature a formal credit agreement. Typically 
a maturity of one year or less means that the maturity event is the 
operative control feature for the loan. 

  

Monitoring Bridge Loans The most important monitoring element of the loan is to stay abreast of 
any anticipated changes to the repayment event. At a minimum, the bank 
should request periodic verbal confirmation of the status of the anticipated 
event. Although the bank can generally not accelerate the loan in advance 
of its maturity, even if the repayment event is deemed likely to fail, the 
sooner the bank is aware of the potential failure, the sooner it can begin to 
address plans with the borrower to enact a back-up plan. 
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Bridge Loan Risks Risks related to bridge loans pertain principally to repayment event failure 
and the secondary failure to provide for a realistic back-up repayment 
plan. Most often, bridge loans fail because the bank and the borrower did 
not fully understand the risks of repayment event failure. These include: 

 Overvaluing an asset being sold or overestimating market interest in  
the asset. 

 Overestimating market or shareholder interest in equity sales. 

 Allowing interest to accumulate (effectively allowing the principal  
to grow). 

 Not anticipating cost over-runs on a project being financed with  
bridge funding. 

 Overestimating cash flow to service a bridge loan-turned-term loan. 

 Failing to verify there is a firm commitment to refinance a loan. 

 Not identifying contingencies of a refinance commitment, or not 
recognizing that the borrower cannot meet them. 

 Not predicting interest rate increases that make it difficult to service  
the debt. 

  

Options When Bridge 
Loans Cannot be Repaid 

Bridge loans fail because the repayment event fails. There are two general 
options to the bank when the repayment event fails. 

 Allow time for an alternate repayment event source to be identified and 
transacted, such as locating an alternate buyer for an asset or a new 
equity source. This may be an attractive alternative if the borrower can 
demonstrate a very high probability that additional time is warranted 
and that the outcome will be a near-certain repayment event. 

 Recognize that the event has failed permanently and pursue the back-
up course of action envisioned at loan inception, i.e., term out the loan, 
look to third party support to repay the loan, etc. 
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Covenant Objective: Full Disclosure of Information 
  

Affirmative Covenant 
Examples 

 Timely delivery of financial information:  

Delivery of financial accounting statements (if audited, within 120 days of 
fiscal year-end; if unaudited, again, within up to 120 days of year-end, or 
if delivered on a more frequent basis, 5, 10, 20, or up to 30 days after 
the end of the period in question) is defined. 

 Timely delivery of an auditor’s letter: 

Delivery of an auditor’s letter states that the borrower complies with all of 
its loan agreements. It also specifies whether or not any event of default 
has occurred under any of the borrower’s loan agreements.  

 Consistent preparation of financial statements: 

Delivery of an auditor’s letter stating that there has been no change in 
the basis on which financial statements have been prepared and, in 
addition, that such financial statements have been prepared using 
accounting procedures that remain consistent and in accordance with 
GAAP. • 

 Location of the company’s books and records:  

The company’s books and records will be maintained in a specific 
location and will be available for inspection by the bank.  

 Maintenance of rights of inspection. 

Representatives of the bank shall be permitted to inspect any or all 
records and property to verify the actual confirmed ownership of the 
property and other assets, the authenticity of the furnished statements 
evidencing ownership of such assets (that should also include, where 
appropriate, either a landlord’s waiver or a mortgagee’s waiver), as well 
as the actual condition of the assets. 

  

Affirmative Covenant 
Examples 

 Timely delivery of information on contingent liabilities:  

Delivery of any information of actual or probable litigation or changes in 
contracts or the status quo that might affect the company’s business is 
indicated. 

 Maintenance of operating accounts with the bank:  

All principal operating accounts are to be maintained with the bank. 

  

Negative Covenant 
Examples 

 Restrictions on change of ownership and management:  

No change is permitted in the management or ownership of the 
company, without prior written consent of the bank. 
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Covenant Objective: Protection of Net Worth 
  

Affirmative Covenant 
Examples 

 Maintenance of minimum tangible net worth:  

The maintenance of a minimum tangible net worth ratio will ensure an 
adequate cushion for the senior debt provider, particularly when 
combined with carefully crafted maximum leverage ratios.  

Note: Such covenants also should include the formula for the calculation 
of minimum tangible net worth, and, most important, this formula or 
basis for calculation always should be communicated and explained to 
the customer.  

With a seasonal loan, this covenant can still be reinforced, provided the 
bank has retained the right to receive regular and timely financial 
statements. 

 Other financial ratios:  

For seasonal and other permanent working capital loans, other ratios—
ratios as sales to net worth, net profit to net worth, and debt to 
depreciated capital assets—are maintained. 

 Maintenance of key-person life insurance:  

If the continued success of the borrower depends on one or two key 
individuals, key-person life insurance, equal to the amount of the bank’s 
exposure, should be maintained with the benefits assigned to the bank. 

 Current settlement of tax liabilities and other accrued expense 
obligations:  

Tax payments should be made as they fall due, insurance premiums 
should be kept up to date, and restrictions on the cash payment of 
accrued officers’ salaries may also be appropriate. 

 Timely delivery of information on contingent liabilities:  

Delivery of any information of actual or probable litigation or changes in 
existing contracts that might affect the company’s business should be 
specified. 
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Covenant Objective: Protection of Net Worth 
  

Negative Covenant 
Examples 

 Restrictions on repurchase of stock/payment of dividends:  

The following restrictions are imposed on dividend payments, the 
repurchase of stock, or “disguised” reductions of equity—higher 
officers/shareholders’ salaries, loans to officers/shareholders, or loans to 
affiliates and/or subsidiaries, inflated rental expenses paid to affiliates, or 
transfer pricing considerations as between affiliates. 

 Restrictions on mergers or other changes in the business:  

Activities that may indirectly negatively impact the equity capital base 
including restrictions on mergers and acquisitions or a material change 
of business are restricted. 

 Restrictions on additional borrowings:  

Even if the existing loan is secured, it is important that additional 
borrowings from other sources are curbed to preserve cash flows for 
servicing existing bank’s debt. This restriction should also extend to 
other forms of financing such as leases, affiliated company loans, or 
shareholder loans unless they are on terms that strengthen the existing 
bank’s loan. 

 Financial ratios:  

Restrictions on leverage can be imposed as maximum leverage—total 
liabilities to tangible net worth or funded bank debt to tangible net worth. 

 Restrictions on sales of assets:  

While more important in permanent working capital and term loans, fixed 
assets—in particular plant and machinery—may be a very important way 
for the unsecured bank or the bank secured only by current assets, 
should the latter be insufficient to liquidate the loan.  

As a result, restrictions on sales of assets are important, even in the 
case of a seasonal loan. Finally, since in nearly all cases these fixed 
assets are essential for generating the future cash flows of the company, 
removal of the source of these cash flows should be prevented. 
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Covenant Objective: Protection of Net Worth 
  

Affirmative Covenant 
Examples 

 Maintenance of minimum levels of cash flow:  

This objective can be achieved by using financial covenants that 
address minimum interest coverage, minimum fixed charge coverage 
(all debt service and lease payments), and minimum cash flow to 
current maturities.  

 Derivation of these covenants will comprise variations including: 

 EBIT / Interest 

 EBITA / Interest 

 EBITDA / Interest 

 [EBITDA - Capital Expenditures] / Interest 

 [EBITDA-Capital Expenditures-Change in Adjusted Working Capital] 
/ [Interest + CMLTD] 

 [Net Income + Depreciation] / CMLTD 

Note: EBITDA = Earnings Before Interest, Taxes, Depreciation, and 
Amortization of non-cash charges; CMLTD = Current Maturities of 
LongTerm Debt. 

 Maintenance of working capital and liquidity:  

Minimum level of working capital: Greater control may be exercised with 
this covenant by excluding certain elements of working capital (for 
example, prepaid expenses) or allowing only a certain percentage of 
inventory to be included (for example, 50%), regardless of whether or 
not the loan is secured.  
  
Minimum current ratio: Working capital can also be linked to a minimum 
current ratio. This, combined with the insistence on timely delivery of 
financial statements, particularly during the season, ensures that the 
bank has the ability to move quickly in the event of a material decline in 
asset values. 

Minimum quick ratio: Use of a quick ratio can be an extremely powerful 
tool particularly as a warning sign against the artificial improvement in 
liquidity created by, say, a buildup in slow moving inventory. 
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Affirmative Covenant 
Examples, continued 

Maximum working capital to sales ratio. Working capital minimums 
and current and quick ratios may be very useful if applied over a full 
financial year or on a rolling four-quarter basis. However, during the 
buildup of inventory and receivables, the company may be 
experiencing a negative cash flow and negative interest coverage 
until the contraction of the current assets being financed has 
occurred. In that case, a more effective tool may be to link working 
capital to sales as a means of ensuring efficiency in the 
management of working capital. A typical covenant, therefore, 
would be for working capital not to exceed a certain percentage of 
sales. 

 Maintenance of property and casualty insurance:  

Whether or not the loan is secured, the maintenance of insurance 
should be equal to the market value of the assets based on a 
current valuation from an acceptable valuation expert.  

In addition, the following covenants, which were discussed 
previously, should be included: maintenance of key-person life 
insurance, current settlement of tax liabilities and other accrued 
expense obligations, and timely delivery of information on 
contingent liabilities. 

Re  

Negative Covenant 
Examples 

 Restrictions on capital expenditures and leases:  

Limitations on investments in capital expenditures and lease 
expenditures will be limited to levels that ensure sufficient cash for 
servicing and repayment of bank debt. 

 Restrictions on investments:  

Investments in capital expenditures and lease expenditures will be 
limited to levels that ensure sufficient cash for servicing and 
repayment of bank debt  

Other covenants, discussed previously, include restrictions on: 

 – Repurchase of stock/dividends 

 – Officers’ salaries 

 – Borrowings 

 – Sales of assets 

 – Mergers/change in business 
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Covenant Objective: Protection of Asset Quality 
  

Affirmative Objective 
Examples 

 Maintenance of property, plant, and equipment in good repair:  

Not only should a level of good repair be maintained but the bank 
should retain rights of access to inspect the property, plant, and 
equipment at the bank’s convenience.  

Also included are the following covenants (described previously): 

 – Maintenance of property and casualty insurance. 

 – Maintenance of key-person life insurance. 

 – Current settlement of tax liabilities and other accrued expenses. 

Maintenance of minimum levels of working capital and liquidity 
ratios. Maintenance of rights of inspection. 

  

Negative Covenant 
Examples 

 As described previously, there are restrictions on:   

Sales of assets.  

Capital expenditures.  

Leases.  

Loans to officers.  

Mergers or a change in the company’s business. 
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Covenant Objective: Control Growth 
  

Affirmative Covenant 
Examples 

• The maintenance of minimum tangible net worth is essential. 

  

Negative Covenant 
Examples 

 Permanent working capital loans arise as a result of successful and 
unsuccessful, planned and unplanned growth patterns within 
companies. To interfere with the evolution of a company’s growth 
profile can, in certain circumstances, create liability problems for the 
bank.  

There are, however, a number of ways in which growth can be 
controlled without interfering with the day-to-day management of the 
company. These controls include restrictions on line availability, 
both in terms of absolute dollar amounts as well as through the 
judicious and conservative use of a borrowing base.  

Covenants, while a less direct tool, can serve a useful function 
particularly when focused on the following areas. Restrictions as 
discussed previously include: 

 – Working capital/sales. 

 – Borrowings and growth in leverage. 

 – Capital expenditures. 

 – Leases. 

 – Mergers or a change in the business. 

  

Covenant Objective: Maintenance of Key Issues 
  

Affirmative Covenant 
Examples 

 Maintenance of employment contracts:  

Examples of covenants that would specifically meet this objective 
include maintenance of contracts with key employees in a form 
acceptable to the bank. 

Maintenance of the following covenant, discussed previously: key-
person life insurance. 

  

Negative Covenant 
Examples 

 Restrictions on mergers or a change in business. 

 Restrictions on a change in management. 

 Restrictions on officers’ salaries. 
  



 

 
8            Structuring Commerial Loans I 

Reference Guide 5: Loan Covenants 

Covenant Objective: Assurance of Legitimacy and the Company as a Going Concern 
  

Affirmative Covenant 
Examples 

 Maintenance of corporate existence: 

Preservation of the corporate entity is extremely important to ensure 
the continued identity of the borrower and the legal obligation of that 
entity to repay its bank loans. In addition, maintenance of key-
person life insurance and maintenance of information on contingent 
liabilities are indicated. 

  

Negative Covenant 
Examples 

 Restrictions on asset sales. 

 Restrictions on mergers or a change in the business. 

 Restrictions on change in management or ownership. 

  

Covenant Objective: Profitability for the Bank 
  

Affirmative Covenant 
Examples 

 Maintenance of bank services, in particular checking accounts, with 
the bank. 

 Default pricing in loan agreements. 

 Step-up or step-down pricing related to declines or improvements, 
respectively, in operating performance. 

 Payment of all loan documentation fees by the borrower. 

  

Negative Covenant 
Examples 
 

 None 
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General Approach to Evaluating Collateral  
Evaluating collateral begins with an understanding of the borrower’s asset quality and valuation. In this 
job aid, we will review specific considerations for evaluating assets commonly taken as collateral. 
Collateral concerns can be divided into two comprehensive areas: 

 Quality. How good is the collateral? What is its value, and how readily can we expect to realize 
that value in the event of liquidation? 

 Verifiability. How accurate is our assessment? Does the collateral conform to representations 
made by the borrower regarding type, quantity, and quality? Do we have the means to test the 
accuracy of the borrower’s representations for the type of collateral under consideration? 

The primary types of property we will discuss in this job aid are: 

 Securities and investments 
 Accounts and notes receivable 
 Inventory 
 Plant and equipment 
 Intangibles Guide 6: Collateral 

 

Securities and Investments as Collateral 
  

Introduction 

 

Note: comments in this job aid pertain only to non-purpose loans, i.e., 
commercial loans for purposes other than to purchase or carry margin 
stock, and for which the marketable securities are pledged or assigned as 
collateral. Purpose loans—loans made to finance the purchase of margin 
stock—are subject to Regulation U and are outside the scope of this 
course. 

Marketable securities include stocks, bonds (both government and 
corporate), banker’s acceptances, commercial paper, and mutual funds. 
Investments may include stock in privately held corporations, or owner-
ship interests in limited liability companies, partnerships, etc. 

To qualify, both marketable securities and investments entail analyzing 
two key considerations: value and liquidity. 

  

Value of Securities and 
Investments 

The term marketable implies publicly traded issues. Shares or securities 
issued by private companies generally have very limited collateral value. 
However, you may be asked to consider the pledge or assignment of 
interests in private companies, because your borrower has an investment 
in an affiliated company, or because an individual has proposed providing 
his or her personal interest in a private company as collateral for a 
commercial loan. Consider the following issues pertaining to the value of 
publicly issued and private securities. 
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Value of Securities and 
Investments, continued 

Publicly Traded Securities 

Marketable securities that are publicly traded have easily determined 
values but are generally subject to price volatility. However, considerable 
information is available to help assess a likely range of near- and 
intermediate-term value. This includes: 

 Market price trends, including fifty-two week high and low, to evaluate   
volatility. 

 Market capitalization. If an issue has less than two billion dollars in 
capitalization, it is considered a small stock issue. Value may be 
unusually volatile from the disproportionate impact of transactions 
initiated by institutional     investors. 

 Analysts’ research reports, which may be available for mutual funds in 
addition to individual securities issues. 

 Public debt or commercial paper rating. 

 Industry trends, often included in analyst report comments, or the 
product of your own research. 

Keep in mind that analysts’ and rating agencies’ assessments are not 
guarantees of future value. Most marketable securities are subject to 
event risk, including a wide range of potential events and circumstances 
that can interfere with even expert assessment of future asset value. 
Examples include market response to world events, economic sector 
performance announcements, individual company earnings 
announcements, etc. 

The borrower’s portfolio management strategies can aid in the 
preservation of collateral value. Identify the individual responsible for 
maintaining the marketable security portfolio and discuss the following 
issues: 

 What is the composition of the portfolio? Is it a well-balanced mix of 
securities, including equities and fixed income securities? Are maturities 
of income securities diverse? 

 Are there concentrations within the portfolio? Concentration analysis 
should include both issuer and industry. 

 Is the portfolio actively managed, and if so, by whom? What are the 
credentials of the individual managing the portfolio? 

 What is the portfolio’s historical profitability trend? 
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Value of Securities and 
Investments, continued 

Nonpublicly Traded Securities and Ownership Interests 

The value of nonpublic securities can be difficult to assess without a 
diverse and observable market to establish trading prices. In general, you 
should discount 100% the collateral value of private securities or 
ownership interests unless valuation has been verified through acceptable 
analysis.  

Acceptable analysis may include, in the order of most to least credible, 
professional business valuation, earnings or book value multiple based on 
market conditions, or book value net of intangibles. If a value is verified, 
discount the value by 30% as a margin for error before considering 
nonpublic securities as a secondary repayment source. 

The best way to determine the value of securities in a private firm is to 
obtain a valuation analysis created by a qualified valuation expert. 
Respected valuation credentials include: 

 Certified Business Appraiser from The Institute of  
Business Appraisers. 

 Accredited Senior Appraiser from the American Society  
of Appraisers. 

 Certified Valuation Analyst from the National Association of Certified 
Valuation Analysts. 

 Accredited in Business Valuation, awarded to CPAs by the American 
Institute of Certified Public Accountants. 

 Chartered Financial Analyst from the Association for Investment 
Management and Research. 

Assuming you have a valuation, and that valuation credentials are 
acceptable, keep in mind that there is still a significant difference between 
valuation-based share value and collateral value. 

 In most cases the value does not fully reflect the practical limitations to 
where the bank might market shares of a private company. 

 If there is no practical market for sale of shares of a private company, 
there is no effective value as collateral for a  
commercial loan. 
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Value of Securities and 
Investments, continued 

Additional Considerations for Shares of Related Companies or 
Subsidiaries as Collateral 

A private company may offer shares of a related company or a subsidiary 
as collateral for a loan. Keep in mind the following special considerations: 

 There is likely to be material correlation between the financial 
performances of the two companies. A deteriorating condition of the 
parent company (and your borrower) may have a spill-over effect on the 
affiliated company whose shares are your collateral. 

 A business unit’s stock securing a parent’s debt represents only the 
residual value of that business unit after any direct claims against the 
unit’s assets. If the business unit has liabilities, there may be little 
residual value of the business unit’s assets to provide the secondary 
repayment source for the parent company’s loan. 

 There can be circumstances where one or more valuable assets—such 
as a license or a patent—have been transferred to a business unit that 
otherwise has no business activity and is protected from liabilities. In 
that case, the parent’s pledge of its business unit’s stock may have 
material value as collateral for the parent’s debt. 

  

Liquidity of Securities 
Investments 

Securities provided as collateral for commercial loans should be easily 
transferable to the bank and readily convertible by the bank into cash 
should the bank need to realize proceeds from the collateral. Liquidity 
considerations include: 

 Are the securities widely traded? Securities that are thinly traded may 
be difficult to sell at short notice. 

 Securities should be listed on a national exchange, such as the 
New York, American, or NASDAQ exchanges. 

 Mutual funds should be quoted in public indexes, such as Barron’s 
or the Wall Street Journal. 

 Rated issues should have minimum ratings as specified by your 
bank’s own Guidelines, to ensure there is a value range that 
ensures continued, active trading in the issue. 

 Securities should be trading at minimum values, generally at least 
$10 per share. 
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Liquidity of Securities 
Investments. continued 

If a private issue, are the securities certificated? To be available as 
collateral, the securities must be evidenced in a format that lends itself to 
perfecting a security interest. 

 Do the securities have legal or regulatory restrictions to sale? These 
include: 
 Restricted stock, securities acquired directly or indirectly from an 

issuing company or from an affiliate of the issuer, not involving a 
public offering. These securities may also be called investment 
stock, letter stock, or private placement stock. Restricted stock 
may not be sold by anyone (including the bank or borrower in a 
foreclosure) until required holding periods have elapsed. Usually a 
restricted stock certificate bears a restrictive legend on its face. 

 Control stock, stock owned by a control person or affiliate of an 
issuer that directly or indirectly controls or is under common control 
with the issuer. Control stock can only be sold quarterly after the 
control person or affiliate has made required public disclosures, 
and is limited by a formula established by the SEC. A lender in 
possession of control stock as collateral is governed by these 
regulations. 

 Sale or transfer restrictions that preserve the entity’s tax status. 
For example, limited liability companies and partnerships generally 
have limitations on the sale or transfer of their ownership interests, 
often to preserve a tax distinction from a corporation. 

 Are the securities required for transactional purposes? These securities 
may have limited practical value as collateral. Consider: 

 What is the purpose of the securities portfolio? If securities 
pledged or assigned as collateral are required for daily liquidity 
purposes, consider whether there is a track record of replenishing 
the portfolio to maintain value and to ensure liquidity. 

 Do you intend to perfect a security interest in the securities offered 
as collateral? Perfection of marketable securities is accomplished 
through possession, or by control agreements. Taking possession 
or executing control agreements may hinder the borrower’s ability 
to use marketable securities or deposits for liquidity purposes. 
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Accounts and Notes Receivable as Collateral 
  

Introduction There are two major considerations when determining the value of 
accounts and notes receivable. The first and obvious consideration is the 
gross dollar amount of the receivables outstanding, accompanied by 
analysis of the client’s own historical turnover trends and comparisons to 
industry peer groups. More important, however, is the intrinsic value of the 
receivables shown on the borrower’s books. 

To identify potential loss of value of receivables on the books, you must 
understand factors and considerations that may impair value. In addition, 
you should be aware of accounts receivable collateral exam procedures 
that may be available to your bank should you be taking accounts 
receivable as collateral in the context of an asset-based loan. 

Keep in mind that even if you are not applying a formal asset-based loan 
approach to a loan where receivables are taken as collateral, awareness 
of the asset-based lender’s exam objectives and procedures will 
nonetheless help you understand the potential pitfalls of receivables as 
collateral for any loan. 

  

Valuation Considerations 
for Accounts Receivable 

The receivables’ intrinsic value considers their overall collectability, which 
is influenced by several factors: 

 Account customers. It is critical to understand to whom the borrower 
is selling and whether these companies are good credit risks. The 
borrower should have adequate credit procedures in place to manage 
its exposure, and the overall industry should be healthy. A weakened 
industry may mean that the borrower is taking higher overall credit risk 
because of weakened customers. 

 Accuracy. The accounts should be accurately stated. The company 
should have accounting systems and procedures in place to permit an 
accurate assessment of the status of the collateral, and fraud 
protections should be built into administrative procedures. 

 Dilution. Dilution is a term used to describe specific value reductions 
inherent in a company’s accounts. Typical causes of dilution include: 

 Allowances, discounts, or co-op advertising. These are 
examples of negotiated changes to standard pricing. For example, 
a retailer may earn discounts or allowances based on sales 
volume levels or in exchange for favorable shelf space. The 
discount or allowance amount is applied to outstanding 
receivables, reducing the net value of the receivable balance. 

  

  



 

 
7            Structuring Commerial Loans I 

Reference Guide 6: Collateral 
 

  

Valuation Considerations 
for Accounts Receivable, 
continued 

 Returns. Goods shipped and billed may contain defective 
merchandise, either in whole or in part. An excessive amount of 
credits may signal a product quality problem. Credits may be 
issued in partial payment of an outstanding receivable. 

 Bad debts or write-offs. These may be uncollectible accounts or 
perhaps individual, disputed sales transactions that are ultimately 
written off. It is generally good practice to exclude from 
consideration as collateral any accounts that are more than 60 
days past due. 

 Credit and collections practices. Poor practices in the credit and 
collections function can impair the value of receivables. These can 
include: 

 Bill and hold. The client may receive an order from a customer 
and book it to accounts receivable, but instead of shipping 
immediately, holds the goods. Reasons for holding are variable, 
but they can be as simple as merely waiting for additional 
instructions from the customer. If funds have been advanced 
against the receivable and the customer subsequently cancels the 
order, the collateral is worthless. 

 Pre-bill. The client bills the customer for goods that have not yet 
been shipped. Pre-billing almost always signals an attempt to 
overstate sales and receivables. If the client cancels the order or 
the client fails to ship the goods, the bank’s collateral is worthless. 
Keep in mind that in some circumstances, notably where progress 
billings are an agreed-on element of the sale, pre- billing is not an 
attempt to create fraudulent collateral. 

 Partial shipments. The client bills the customer for a valid order 
but ships only a portion of the goods. The receivable submitted to 
the bank for funding represents the entire order, meaning the true 
collateral is insufficient to cover the full advance against the 
receivable. 

 Poor credit quality. Poor credit practices yield poor collateral. If 
the client sells consistently to questionable accounts or if overall 
credit quality deteriorates, the bank’s collateral deteriorates as 
well. It is important to review credit practices regularly, particularly 
if there is a significant departure from historical aging or turnover 
trends. 

 Fictitious receivables. The client may submit to the bank for 
funding receivables that are fictitious, from either a genuine 
customer or other. 
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Valuation Considerations 
for Accounts Receivable, 
continued 

 Nature of the receivables. Sometimes the nature of a company’s 
business causes receivables to have characteristics that make them less 
valuable or unsuitable as collateral: 

 Inter-company receivables. Inter-company receivables are not 
arm’s length transactions. In liquidation, the bank may find the 
account parties not in sympathy with the bank’s need to collect, 
and/or the value of the receivables may have been overstated. In 
either case, the collateral value of these receivables is questionable. 

 Prepayments. The client receives some or all of the payment before 
shipping the goods. If the client cancels the order, or in the event of 
client bankruptcy, some or all of the payment may have to be 
returned to the customer. In that event, the bank’s collateral would 
be deemed nonexistent. 

 Customer concentrations. If there are significant concentrations of 
receivables from any one customer, or several modest 
concentrations with a few customers, there is a significant risk of loss 
of accounts receivable collateral if one customer’s business is lost to 
competitors or the customer fails to pay its invoices. 

 Consignment sales. The client has placed goods on consignment 
with an account debtor and these sales are not completed by the 
client until resale by the account debtor. The client owns the 
merchandise until its account debtor has sold it, and thus there is not 
a valid receivable and no collateral to support an advance. 

 Contra accounts. When the borrower both sells to and buys from a 
company, receivables may be offset by the corresponding payable 
amount. Although in practice the two parties may continue to pay 
each other’s invoices, in bankruptcy or if amounts are disputed, the 
customer/ vendor may insist on the offset. 

 Unbilled receivables. The client may have sold goods or provided 
services, but no invoice has been issued. These may be collectible 
by the bank and thus used as collateral to support an advance, but 
there is risk to the bank because the ultimate invoice amount is 
subject to dispute. 

 Bonded receivables. These are usually receivables from 
contractors, where the contractor was required to be bonded on a 
project. If the contractor does not complete the project and instead 
the bonding agent completes it, the bonding agent will have a priority 
lien on project receivables. 

 Guaranteed sales. Common when clients sell to retailers, 
guaranteed sales include contract provisions guaranteeing that if the 
retailer cannot sell the goods, the vendor (your client) will take them 
back. Thus sales are contingent and therefore not strong collateral 
support. 
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Evaluating Accounts 
Receivable as Collateral  

To verify the amount and value of accounts receivable requires specific 
examination of the borrower’s accounts, plus review of related cash 
accounts. Asset-based lenders typically require a comprehensive field 
examination, conducted by qualified audit professionals, to identify any 
collateral risks and to help establish the appropriate loan- to-value 
percentages. 

Even if your financial institution does not have a formal asset-based 
lending program, it is helpful to understand the scope of an accounts 
receivable field exam. The following paragraphs describe typical cash and 
accounts receivable examination tests, which will help increase your 
understanding of collateral risks and how to assess them. 

 Cash Accounts Exam. The objective of the cash accounts exam is to 
determine if cash is being properly received and accounted for and if 
disbursements are properly documented. The cash accounts exam 
complements the accounts receivable exam in that it follows the 
transaction from sale/receivable to collection. In a cash exam, the 
examiner verifies deposit activity to ensure that all collections are being 
deposited to the cash account. The examiner also reviews unusual 
disbursements and looks for any suspicious activity that may signal 
fraud. 

 Accounts Receivable Exam. The objective of the accounts receivable 
exam is to determine if the receivables are fairly stated and if they are 
valid and collectible. A formal accounts receivable exam includes 
procedures designed to discover and quantify value losses caused by 
all the circumstances and credit practice issues described above. 
Examiners verify the legitimacy of accounts, determine if shipments of 
goods coincide with creation of receivables, reconcile and verify the 
accounts receivable aging, review timeliness of payment posting, 
identify customer concentrations, and review credit approval, collection, 
and bad debt methods and procedures. 
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Evaluating Notes 
Receivables as Collateral 

Notes receivable are promissory notes payable to your customer and may 
arise in the course of trade, such as converting an account receivable to a 
formal note when extended terms are granted. A note may also be the 
evidence of debt when an owner, employee, or other party receives an 
advance from the company. Regardless of the reason for the underlying 
debt, it is important to ask the following questions when evaluating 
whether to take a promissory note as collateral: 

 Who is the maker (signer) of the note? 

 Does the maker demonstrate both ability and willingness to repay the 
loan evidenced by the note? 

 What are the terms of the note, including term, payment schedule, and 
interest rate? 

 If the note currently requires performance, is the debtor making timely 
payments? 

 Is the note secured, and if so, what are the nature and value of the 
collateral? 

 Is the note guaranteed, and if so, does the guarantor have the 
resources and motivation to repay the loan evidenced by the note? 

 Is the note negotiable or non-negotiable? To be negotiable, the note 
must be in writing, signed by the debtor, contain an unconditional 
promise to pay the named amount, and be payable either on demand 
or at a specified date. Most important, the note must be payable either 
“to the order of [XYZ Company]” or “to bearer.” If payable to a named 
creditor only (payable to XYZ Company) the note is not negotiable.  

The bank can take either a negotiable or a non-negotiable note as 
collateral, but the bank has greater flexibility in disposing of the note 
(perhaps selling it) and greater protections in defense of taking the note 
as collateral if it is a negotiable note. 
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Inventory as Collateral 
  

Introduction Inventory value as collateral can be very challenging to assess, because 
value is influenced not only by the nature and marketability of goods in 
inventory, but also by the borrower’s accounting methods. The quality of a 
company’s recordkeeping also has a significant impact on the bank’s 
realistic ability to understand the value of inventory as collateral, as well as 
to locate and sell it in liquidation. The following inventory valuation 
considerations discuss not only the nature of the collateral but also 
additional considerations that are critical to realizing value from inventory 

  

Valuation and Other Key 
Considerations for 
Inventory 

Key considerations include: 

 Components. Inventory is often comprised of multiple components, 
such as raw materials, work-in-process, and finished goods inventory. 
Because these components do not generally have equal value, it is 
important to determine how much of overall inventory is represented by 
each of these components.  

If you are lending on a formal borrowing base, one significant risk is that 
the borrower may reclassify one component of inventory to another for 
the fraudulent purpose of increasing the advance rate on the collateral. 
For example, when the bank does not advance funds against work-in-
process inventory, the borrower may prematurely advance not-quite-
finished goods into finished goods to qualify them for working capital 
advances. Marketability of the bank’s collateral may be nonexistent if 
the product cannot be sold in an incomplete condition.  

See the general collateral discussion following for collateral 
considerations by class of inventory. 

 Costing/accounting methods. The true cost of the inventory needs to 
be considered. When inventory advances are structured as a 
percentage of funds loaned against the inventory’s cost, understanding 
the inventory cost is essential. In many instances’ soft costs, such as 
overhead components, can be absorbed into inventory cost figures. 
Similarly, if freight is a large component of inventory cost, liquidation 
value will be impaired. The lender needs to verify that costing methods 
used are reasonable and that the carrying cost on the books reflects an 
accurate cost or market value, whichever is less. 
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Valuation and Other Key 
Considerations for 
Inventory, continued 

There is also the risk of deliberate overstatement of quantity or for value. 
Fictitious inventory reports may be submitted, overstating Inventory the 
quantity of inventory on hand and thus diluting the bank’s true collateral 
value. Alternatively, costs to produce the inventory may be overstated or if 
the market value of the inventory has deteriorated, write-downs may not 
have been taken. In either of these cases, the bank’s advances, typically 
tied to inventory cost, will be excessive in comparison to the realizable 
collateral value. 

• Physical condition. The inventory should be fresh and in salable 
condition. It should be stored properly, kept in good condition, and 
sprinkler systems and security procedures should be appropriate to the 
nature of the inventory. Perishable inventory requires extra care and 
shortens the window of opportunity for liquidation.  

Keep in mind that once in liquidation, the bank will need to take 
responsibility for maintaining the condition of the inventory until it is 
sold. Inventory that requires costly care and maintenance will yield 
smaller proceeds, net of the incremental handling costs. 

 Marketability. The inventory should be easily marketable. There should 
be good distribution channels to facilitate sales. The current state of the 
industry must also be considered, including whether there is an excess 
or shortage of the product on the market, or whether a new or substitute 
product is diverting sales.  

Marketability impairments include being outdated or out of style, 
obsolete (or approaching obsolescence), requiring significant time or 
funds to complete, or being highly customized or specialized. Note that 
some types of inventory may not be legally marketed by the bank, such 
as alcohol or tobacco products. The worst-case scrap value of the 
inventory (by component) should be estimated to determine the lowest 
likely value to be realized in liquidation. 

 Verifiability and control. Verification of inventory value is another key 
consideration. Tests to confirm inventory value are important to 
ensuring the value of the collateral is as represented by the borrower. 
Some seeming inventory may not be the borrower’s property at all, 
such as tool and die property on the borrower’s premises but owned by 
the company’s customers. 

  

 

  



 

 
13            Structuring Commerial Loans I 

Reference Guide 6: Collateral 
 

  

Valuation and Other Key 
Considerations for 
Inventory, continued 

In addition, the lender must evaluate the borrower’s inventory control 
systems to confirm that the borrower’s ongoing representations of 
collateral types, values, and locations can be relied on. Ready access to 
inventory is key to realizing proceeds in liquidation. The borrower must be 
able to demonstrate adequate control and tracking of inventory, i.e., be 
able to identify quantities by type and location and to regularly update this 
information.  

In the event of liquidation, it is essential to have quick access to accurate 
records, so the bank can take control of the collateral in time to prevent 
any shrinkage while trying to verify its content and location. In addition, if 
there are special systems or equipment needed to maintain the inventory 
in salable condition (such as refrigeration units or security systems) it is 
best practice to ensure that the bank has legal access to these systems, 
so it can maintain the assets during a workout or liquidation process.  

Inventory that is not under proper security and control is subject to 
physical removal from the customer’s premises. To the extent the book 
value of the inventory is overstated by the pilfered amount, the bank’s 
collateral is undervalued with respect to advances against it. 

 Domicile. The bank must have legal and practical access to the 
inventory. Where the inventory is located has implications for both. 

 Inventory located outside the country may require hiring in-country 
legal counsel for access and disposal. 

 Inventory located at the site of the borrower’s customer, or at the 
borrower’s leased premises, may present physical access 
difficulties. Loan documents should include a landlord’s waiver to 
ensure access to leased premises. Inventory at a customer’s 
premises may have too many legal and physical access limitations 
to be of practical value as collateral. 

 Inventory located in multiple locations may cause delay in access 
and difficulties in control during liquidation. Multiple locations can 
also challenge the borrower’s ability to account for and control 
inventory. 

 Lien searches are imperative, because there may be prior liens, 
including purchase money security interests, which suggest a need 
to negotiate sharing of collateral proceeds with other creditors. 
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Collateral Guidelines for 
Inventory Components  

There are no universal Guidelines for acceptability of inventory 
components as collateral. Conventional wisdom suggests that finished 
goods inventory is the most valuable, followed by raw materials; in most 
cases, it is assumed that work-in- process inventory will yield little or no 
value to the lender in collateral liquidation. Conventional wisdom is often 
valid, but there can be exceptions. 

General considerations for each class of inventory, with some notable 
exceptions you should evaluate, are: 

 Raw materials. Raw materials inventory can be interesting to the lender 
because the cost is generally easily identified. Particularly if the raw 
materials are a commodity product, there can be an easily identifiable 
market for resale (although commodity goods are highly subject to price 
volatility, making value in liquidation difficult to estimate).  

Viewing the raw material as another company’s finished goods (where 
appropriate) can cast a more favorable light on this inventory 
component’s marketability. However, there are exceptions. For example, 
raw material can be purchased partially processed, as in lumber cut to 
specific board lengths. In that case, the resale market is less clear. 

 Work-in-process. Costs can be difficult to define, depending on 
accounting conventions and at what state labor and overhead are 
imputed into the product.   Unless there are similar competitors, an outlet 
for unfinished product may not exist, and any sale can be expected to 
yield minimal dollar value.  

Exceptions exist, however. For example, a manufacturer of custom 
machinery may progress-bill its customers. Where progress billing is a 
contractual obligation, the work-in-process (partially completed 
machines) may be viewed by some lenders as pre-sold inventory, with 
correspondingly high collateral value. 

 Finished goods. Generally viewed as having the most assured 
liquidation value, finished goods inventory has an identifiable market and 
sale price. Cost can be difficult to determine, depending on accounting 
conventions.  

Exceptions when finished goods may not provide the best collateral 
include when the borrower is a dominant player in its industry and 
unloading the finished goods in liquidation may result in significantly 
depressed sales values as supply potentially outpaces demand. In 
addition, there are many factors that can influence the liquidation 
outcome, including product perishability, commodity versus specialized 
product type, seasonality/sales timing, and cost of disposition. Private 
label finished goods are poor collateral, unless manufactured to specific 
contracts that have a high likelihood of being honored. 
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Evaluating Inventory Your inventory evaluation can include an onsite inspection (or several, if 
inventory is in multiple locations), review of customer inventory reports, or 
review of third-party reports such as an inventory appraisal or an asset-
based lending field exam report. Usually a combination of these methods 
is needed to adequately qualify inventory as collateral. 

Evaluating inventory entails identifying any risks related to inventory 
contents and costing/accounting methods. In the paragraphs to follow, we 
will describe asset-based lenders’ typical inventory examination objectives 
and procedures to help explain the nature of inquiry needed to identify 
inventory risks and to determine the appropriate loan-to-value advance 
percentage. Whether you are employing the services of a third-party 
inventory appraiser or field examiner, or you are conducting your own 
investigation, it is important to cover this full range of investigational topics 
to fully qualify your collateral. 

In addition to profiling typical inventory exam procedures, we will also 
describe procedures for examining the borrower’s accounts payable and 
tax accounts. These support exam elements complement the inventory 
examination, because they help verify that there are no hidden claims 
against the proceeds of the sale of inventory collateral. 

Inventory Exam Purpose and Procedures 

The objective of the inventory exam is to determine if the borrower’s 
representation of inventory is accurate and to assess the adequacy of the 
inventory as collateral for the company’s borrowings. There are a number 
of areas of exposure for loss of inventory collateral value, which we 
described at the beginning of this inventory discussion. 

The inventory examination procedures are designed to identify and 
quantify the inventory loss exposure areas as outlined in the preceding 
discussion. Examinations differ according to bank policies and 
procedures, as well as in response to specific needs dictated by customer 
relationships or industry peculiarities. Typical inventory exam procedures 
include: 

 Analyze components. The examiner verifies the classes of inventory, 
generally raw material, work-in-process, and finished goods. A 
complete review of inventory components requires an understanding of 
the inventory conversion cycle to determine if movement of inventory 
from one class to another is consistent with the actual changes in the 
value added to the goods. 
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Evaluating Inventory, 
continued 

 Test cost of sales. The examiner reviews the method used to 
determine inventory cost, plus any general ledger adjustments. 
Adjustments are analyzed to determine if they fairly reflect the actual 
cost of the inventory on the books. 

 Confirm valuation. The examiner reviews valuation procedures and 
verifies that the inventory is being carried at the lower of cost or market. 
Sale value is compared with inventory value (cost) to determine 
margins and to verify the goods are salable above cost. 

 Assess marketability. The examiner reviews the overall inventory 
marketability, including distribution channels, gross profit margin 
analysis, comments regarding the general state of the industry, and a 
worst-case scrap value assessment. This review can include 
researching market trends, and includes analyzing the inventory to 
determine the percentage of inventory consisting of less marketable 
elements such as prior year’s models, styles, etc. 

 Validate quantity. The examiner conducts a test count of inventory, 
noting variances and recording explanations for them. The examiner 
generally reviews and comments on the overall reasonableness of the 
client’s inventory tracking methods. 

 Evaluate physical condition. The examiner assesses the general 
physical condition of the inventory, noting any storage conditions or 
security lapses that could cause the inventory to deteriorate. 

 Identify obsolescence. The examiner reviews the inventory for 
obsolete and unsalable merchandise, noting particularly whether 
inventory ledger adjustments have been made to reflect the diminished 
value. 

 Identify ineligibles. The examiner makes note of any inventory 
categories that are not eligible for working capital advances and verifies 
that these items have not been included with other eligible inventory on 
the borrowing certificates. For new or prospective clients, the examiner 
will formulate specific recommendations for portions of inventory that 
should not be eligible for financing. 

 Review management information systems adequacy. The examiner 
reviews the type of accounting systems that support the inventory 
tracking and reporting. Focus of the review is to determine whether the 
systems permit accurate and timely assessment of the quantity and 
value of inventory. 
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Evaluating Inventory, 
continued 

Accounts Payable/Taxes Exam Objectives and Procedures 

The objective of the examination of payables and taxes is to verify that all 
trade creditors and taxing authorities are being paid as required. Analysis 
of payables practices shows the effective leverage of inventory. 
Verification of tax payments is important because liens for unpaid taxes 
may have precedence over secured creditor liens. 

The payables and taxes examination procedures are designed to verify 
outstanding payables balances and to compare payment practices with 
agreed-on terms Examinations differ according to bank policies and 
procedures. Typical payables/ taxes procedures include: 

 Review the A/P aging. The examiner reviews the client’s payables 
aging to determine if obligations are being met on a timely basis. Note 
is made of any inter- company payables, and agings are generally 
compared with similar prior   periods. 

 Identify payables concentrations. The examiner looks for any 
concentration of payables, which may indicate over reliance on a 
vendor or short supply of needed goods for manufacture or resale. 

 Identify contra accounts. Vendors who are also customers are 
identified, and their receivable balance compared with the payable 
balance. The receivable amounts generally will be considered ineligible 
for financing. 

 Review payment terms. The examiner reviews payment terms for 
significant vendors to determine if any unusual terms exist and to 
determine if any trade payables have been converted to notes payable. 

 Verify tax payments. The examiner reviews tax returns and canceled 
checks to verify the tax amounts due were actually paid, and on time. 
Federal, state, and local income taxes are checked, as are withholding 
amounts, payroll taxes, and personal property taxes. 
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Plant and Equipment Collateral  
  

Introduction  The value of plant and equipment as collateral depends on many factors, 
including notably: 

 Age and condition, including any environmental liability    
considerations. 

 Market considerations. 

 Technological/obsolescence considerations. 

This course’s discussion of real estate collateral is limited to owner-
occupied property, which will be discussed here only in general terms. We 
will assume that a formal real estate appraisal will be obtained when 
considering real property as collateral. For help on assessing the 
suitability of both owner-occupied and income property as collateral, 
including performing an appraisal review, consider taking RMA’s Real 
Estate Fundamentals in Commercial Lending. 

  

General Considerations  
for Evaluating Owner-
Occupied Real Property 

General questions to consider when evaluating owner-occupied real 
property as collateral include: 

 Are facilities owned or leased? Of course, only owned facilities may be 
taken as collateral. 

 What is the location? Does the location provide easy and appropriate 
access, and is it without easements or restrictions that would impair 
marketability for other purposes? 

 Is the property suitable for alternate uses? 

 Has there been any history of toxic waste disposal or storage on the 
property? To the borrower’s knowledge, has there been any evidence 
of environmental hazard or event on any of the surrounding properties 
within at least five miles? Has the property ever had an environmental 
assessment? When and who performed it? 

 Is the current facility adequate to meet future needs? 

 Has there been a recent appraisal? What value was given to the 
property (and possibly equipment, in a combined appraisal)? 
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Valuation Considerations 
for Equipment 

The value of equipment as a secondary repayment source depends on the 
following key considerations: 

 General purpose vs. specialized. General purpose equipment has 
broad application inside and outside the customer’s industry, where 
special purpose equipment has a very narrow market. 

 Age of the equipment. Newer equipment obviously provides greater 
collateral value than older equipment, and its value is generally easier 
to determine. Of equal importance is to ask how much of the 
equipment’s useful life has already expired. A two-year old machine 
that has a service life of only three years may be less valuable as 
collateral than a five-year old machine with a service life of 20 years. In 
a similar vein, equipment with remaining (and transferable) warranty 
protection may have more liquidation value than equipment without 
warranty protection. 

 Portability. Equipment that is permanently or semi-permanently 
affixed to real property presents liquidation problems. There may be 
legal issues regarding landlord rights if the real property is leased, and 
there will be costs and practical issues related to securing and 
transporting the equipment for sale. 

 Essential to the customer’s operation. Equipment that is essential 
to operations is likely to be better maintained than non-essential 
equipment, preserving collateral value. Also, if the loan is explicitly to 
finance equipment, loans for essential equipment are less susceptible 
to default than loans to finance non-essential equipment. 

 Uniquely identifiable. If there is a serial number or other characteristic 
that provides ready identification, the specific equipment serving as 
collateral will be easily determined. This is particularly important if there 
is a mix of lenders, or if some of the customer’s equipment is leased 
from other financing sources. 

 Easy to maintain. If maintenance is simple and maintenance costs are 
low, it is more likely the equipment will remain in good condition and 
thus retain its collateral value. 
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Valuation Considerations 
for Equipment, continued 

 Current condition. Equipment in good condition has greater value, 
and it is also suggestive of the customer’s operational management 
practices. Similarly, it is important to find out in what setting the 
equipment is being used. Equipment being used in a very dusty or 
corrosive environment will not retain value as well as equipment used in 
a clean, climate-controlled building. Equipment used by companies that 
do not commit adequate maintenance training and resources will not 
hold its value. 

 A few significant pieces of equipment vs. many smaller units. 
Handling and disposal costs are less if the equipment is concentrated, 
and costs can be significantly higher to liquidate a large number of 
small-value items. 

 Rate of obsolescence. Equipment subject to little obsolescence has a 
higher value as collateral than equipment that will rapidly lose value in 
favor of newer technology. Also find out if there is any regulatory 
legislation existing or pending that will require expensive modification or 
even phase-out of the equipment. 

 Secondary market. The liquidation value of equipment may be readily 
estimated if there is an active secondary market in the equipment, and 
less time will be needed to market the equipment in liquidation. 

 Shortage vs. surplus of equipment in the industry. A shortage 
suggests easier disposal at higher values; a surplus may suggest the 
equipment is no longer desirable or is being phased out in favor of 
newer or alternate technology. In either of the latter circumstances, 
liquidation value is   impaired. 

 Current industry trends. If an industry is in distress and there are 
consolidations, bankruptcies or downsizings in process, value of 
equipment used in production or manufactured as products by the 
industry may experience value loss as surplus equipment enters the 
market. 
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Access to Insurance 
Considerations for 
Equipment 

Location of equipment taken as collateral can introduce both legal and 
practical access problems. 

 When equipment is located in leased premises, the bank must secure a 
landlord’s waiver to ensure access to the equipment. 

 Lien searches are imperative, because there may be prior liens, 
including purchase money security interests, which suggest a need to 
negotiate sharing of collateral proceeds with other creditors. 

 Keep in mind that similar to inventory, equipment sited in multiple 
locations is more difficult to access in the event of liquidation and may 
pose recordkeeping problems for the borrower that could impair your 
ability to quickly locate collateral when needed. 

 Equipment located outside the country means that legal protections for 
creditors need to be defended through an alternate legal system, 
usually incurring on-site expense for legal counsel. 

In addition, it is important to verify that adequate insurance is in place to 
protect the lender’s interest in the assets. Insurance questions to ask 
include: 

 What kinds of coverage are maintained? 

 What is the extent of coverage? 

 Are all premiums current? 

 Who is the company’s agent or broker? 

 What is the nature and extent of claims filed in recent years? Are there 
any pending settlements? 

Many factors that could impair the value of your collateral and the ability of 
the borrower to repay its loan are unavoidable and cannot be insured 
against. For those factors that can be insured against; require proof that 
such insurance has been obtained and that your institution is an included 
insured party. Generally you should prefer that your bank be named as 
loss payee under a New York Standard Mortgagee clause. It provides that 
your right to coverage under the policy would not be affected or defeated 
by any act, neglect, or default of the borrower. 
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Using an Appraisal to 
Evaluate Equipment as 
Collateral  

The most accurate means of evaluating equipment as collateral is to 
require an equipment appraisal, which should be performed by a qualified 
appraiser. 

 Qualified appraisers may be certified by the Association of Machinery 
and Equipment Appraisers, the American Society of Appraisers, or the 
North American Association of Equipment Appraisers. 

 In addition, there are appraisal bodies that specialize in particular types 
of equipment, such as the American Association of Farm Equipment   
Appraisers. 

The appraisal should provide one or more value bases for the equipment, 
generally drawn from the following: 

 Fair Market Value. The price at which property would change hands 
between a willing buyer and a willing seller, neither being under any 
compulsion to buy or sell and both having reasonable knowledge of the 
relevant facts in the open market. 

 Orderly Liquidation Value. The amount of gross proceeds that could 
be expected from the sale of appraised assets under orderly conditions 
given a period of time in which to find a purchaser considering a 
complete sale of all assets, as is, where is, and all sales made free of 
all liens and encumbrances. 

 Forced Liquidation Value. The estimated gross dollar amount that 
could typically be realized by a properly conducted public auction held 
under forced conditions under present day economic trends. 

The valuation most commonly requested by financial institutions for 
collateral assessment is an orderly liquidation value. 
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Intangible Assets as Collateral  
  

Introduction  Intangible assets, like all assets, are claims to future values. Tangible as-
sets represent either physical value claims (such as equipment or real 
estate) or financial claims (such as an account receivable, which rep-
resents a claim to future cash). Intangible assets represent nonphysical 
claims to future values and are generally recognized to fall into four 
categories: 

 Marketing-related intangible assets. Typically these are trademarks and 
trade names that provide value through the owner’s ability to attract 
customers and/ or charge a premium based on perceived benefits 
associated with the name. 

 Customer-related intangible assets, such as customer lists and sales 
contracts. This type of intangible is most valuable in industries for which 
obtaining customers is a significant barrier to entry. For in-stance, major 
grocery stores frequently buy their produce only from established 
brokers. Once established, the broker’s customer list is very valuable. 
Another example of customer-related intangible assets is the customer 
maintenance contracts commonly owned by software companies. 
Covenants not to compete are also customer-related intangible assets. 

 Artistic-related intangible assets, such as copyrights that provide value 
by establishing exclusive right to sell or license a work. 

 Contract-based intangible assets, such as intellectual property licensed 
from another entity. One example would be a clothing retailer that 
owned the rights to use the Olympic rings in its clothing. A franchise 
agreement or a company’s internet domain name might also be 
considered contract-based intangible assets. 

 Technology-based intangible assets, more commonly referred to as 
patented technology, including software. 

 

There is great variation in terminology used to define intangible assets. 
For example: 

 General intangibles as defined in Article 9 of the Uniform Commercial 
Code means “any personal property, including things in action, other 
than accounts, chattel paper, commercial tort claims, deposit accounts, 
documents, goods, instruments, investment property, letter-of-credit 
rights, letters of credit, money, and oil, gas or other minerals before 
extraction. The term includes payment intangibles and software.” 
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Introduction, continued  Payment intangible is defined by Article 9 as “a general intangible under 
which the account debtor’s principal obligation is a monetary 
obligation.” 

 Accounting rules distinguish between intangible assets with finite lives 
(such as patents), from indefinite lives (such as goodwill). 

 Lenders often add to the list of intangibles balance sheet accounts of 
dubious value—such as notes receivable from or investments in 
affiliated entities—when adjusting reported net worth to what we call 
tangible net worth. 

 Assets such as those named above—trademarks, trade names, 
customer lists, sales contracts, copyrights, licenses, and patents—are 
commonly referred to as intellectual property or IP. 

For the purposes of this collateral analysis discussion, we will limit the 
topic to the intellectual property intangibles defined earlier. Most other 
assets included in the broader definitions, such as payment intangibles, 
have readily identifiable values. Others, such as goodwill, have values that 
are identifiable, but not separable from the owning entity, and thus do not 
typically provide collateral value. 

  

Identifying Intangibles 
Suitable as Collateral  

Not all intangibles are suitable as collateral, including some intellectual 
property. To identify intangibles suitable as potential collateral, consider 
the following issues: 

 Value independent of the owning entity. Patents, trademarks, 
copyrights, trade secrets, customer lists, and software are examples of 
intangibles that typically can be separated from the owning entity, i.e., 
can be sold. Goodwill generally does not have independent value, 
although for legal reasons it is advisable to take a security interest in 
associated goodwill when securing certain assets, such as trademarks. 

 Value already established. If a value has been established, it is 
important to identify the basis for that value. Accounting rules for 
intangible assets require annual impairment tests and related value 
write-downs if an impairment has occurred. However, balance sheet 
value does not permit recognition of increased market value, which 
generally can only be reliably established through a formal valuation 
process. Appraisers of intellectual property and other intangible assets 
should be credentialed. The Appraisal Foundation’s Uniform Standards 
of Professional Appraisal Practice (USPAP) apply to intellectual 
property valuations. 
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Identifying Intangibles 
Suitable as Collateral, 
continued 

 Relevant legal protections in place. Some types of intellectual 
property, such as patents, need to be registered to protect rights. Other 
property, such as a copyright, does not require registration but 
registration is the best means of enforcing a claim   of infringement 
against a third party. Generally, the more legal protections in place, the 
more likely the asset will provide value in liquidation. 

 Borrower actually owns the asset. You should verify that the 
company has full legal ownership rights in its intellectual property. 
Licensed intellectual property may not be transferable. Even if a 
company paid for development of a proprietary copyrighted work, it may 
not have full ownership rights if the property is considered a work for 
hire and the company did not secure the appropriate assignments of 
copyright interest. 

 Asset previously used as collateral. If your customer provided 
intellectual property as collateral for an earlier financing, it is possible 
that the lender’s security agreement was effectively a means to assign 
the asset to the lender while licensing it back to the borrower. 
Ownership of the asset may have transferred to the lender in that 
event. 

 Costs to maintain legal protections. Maintaining and defending legal 
protections can be very expensive. Patent, trademark, and other legal 
protections have indefinite lives and require additional filings and fees 
to keep them in force. Defense of intellectual property infringement is 
expensive, both to protect the borrower’s property and to respond to 
suits alleging the borrower infringed on similar or pre- existing property. 

 Contract rights documented. Do the borrower’s contract rights 
include any restrictions on sale, pledge, or assignment? For both 
registered intellectual property and intangibles such as non-compete 
agreements and long-term supplier contracts, you should request 
information to determine whether there are any express restrictions on 
your ability to secure and perfect an interest in the asset. In rare cases, 
financial statement disclosures may provide relevant details, but 
generally you must request review of the relevant documents. 
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Introduction   
Third party support refers to additional resources that may be promised or provided by parties outside the 
borrower, in support of repayment of the borrower’s loan. Third party support may take the form of: 

 Personal guarantees of company owners or officers. 

 Corporate or other business entity guarantees, comfort letters, and maintenance agreements. 

 Contractual contingent support such as a standby letter of credit. 

 Debt subordination. 

Third party support provides a commitment of financial resources, but in many cases the true value of third 
party support stems from less tangible factors. For example, an owner whose personal guarantee places 
personal wealth at risk is more likely to work effectively with a bank in a distressed loan situation than an 
owner who can walk away from his or her company’s debt with no personal recourse. 

  

When to Require Third 
Party Support for a Loan 

Third party support is a common bank policy requirement when: 

 The borrowing entity features limited liability of owners  

Corporations, limited liability companies, limited partnerships, and 
limited liability partnerships are examples of companies that protect 
their owners’ personal assets from the company’s creditors. A 
guarantee agreement is needed to provide the bank with access to 
owners’ personal assets. 

 The borrower is a company with very closely held private ownership  

Owners of closely held private companies have few outsiders to whom 
they are accountable for company financial performance, or for the 
retention of profits in the company. They may transfer wealth from the 
company to the owners for tax or personal reasons, creating company 
leverage the bank is not comfortable with. Personal guarantees can 
provide access to personal assets acquired through wealth transfer 
from the company.  

These owners may have provided significant capital in the form of loans 
to the company. Subordinating those loans has the effect of lower 
leverage from the bank’s perspective and ensures that the bank 
receives legal priority to proceeds of company assets in liquidation. 

  

  



 

 
2            Structuring Commerial Loans I 

Reference Guide 7: Third Party Support 

  

When to Require Third 
Party Support for a Loan, 
continued 

 The borrower is part of a closely held group of companies that share 
common ownership and/or are have strong economic dependencies.  

Transactions between related companies or those with common 
ownership may not be arm’s length, possibly resulting in depletion of 
one company’s wealth to the benefit of another. A guarantee by related 
companies can provide accountability for wealth transfer and motivation 
to ensure that bank loans are repaid.  

A company may depend almost exclusively on its business relationship 
with a related or commonly owned company (perhaps as supplier or as 
customer). A guarantee or letter of credit provided by such a business 
partner motivates the other party to continue the business relationship, 
therefore protecting the bank’s repayment source. 

None of these circumstances implies that a guarantee or other form of 
third party support is required. Strength of the borrower’s financial 
performance and condition, and particularly quality of cash flow as primary 
repayment source, can diminish the need for third party support. However, 
if one or more of the noted circumstances applies, a third party support 
requirement should be evaluated. 

  

Qualifying the Value of 
Third Party Support 

Third party support provides both tangible and intangible value to the 
bank. The tangible value of a letter of credit or a loan subordination is not 
generally in question. The tangible value of a company’s guarantee can be 
determined by applying traditional credit analysis to the guarantor entity. 
However, the tangible value of an individual guarantee is subject to 
several variables that must be considered. 

To evaluate tangible value of a personal guarantee, consider the following: 

 Extent to which the guarantor’s personal resources depend on the 
financial performance and solvency of the entity whose debt is being 
guaranteed.  

There is little tangible value to a guarantee if the guarantor’s sole 
source of funds emanates from the borrowing entity, and especially if 
the guarantor’s personal net worth is comprised principally of his or her 
investment in the borrowing entity. 
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Qualifying the Value of 
Third Party Support 

 Quality and reliability of personal financial resources the potential 
individual guarantor might apply to a guarantee.  

Ideally a prospective guarantor should be asked to provide personal 
financial statements and/or tax returns, prepared in accordance with 
appropriate accounting standards. A guarantor’s financial package 
should also include disclosures such as contingent liabilities.  

It is important to quantify the individual’s personal resources available to 
honor a guarantee, making appropriate adjustments to the personal 
financial statement to exclude investment in the borrowing company. 
(To learn how to analyze a guarantor’s personal financial resources, 
consider taking RMA’s course Analyzing Personal Financial Statements 
and Tax Returns.) 

 Guarantor’s track record with prior guarantees (including track record of 
corporate guarantors).  

Verify prior performance of individuals or companies that have provided 
guarantees in the past and who have been asked to honor them.  

If a person or company needed to be compelled through the courts to 
honor a guarantee, a standard credit check should disclose the related 
litigation. 

  

Legal Considerations When 
Asking for a Guarantee 

Various legal considerations govern the bank’s ability to require and 
enforce guarantees as third party support: 

 Federal and in some cases state regulations impose restrictions on the 
bank’s ability to require personal guarantees of company loans, 
especially regarding the taking of a spousal guarantee. 

 There are also legal concerns when requesting guarantees of 
companies within a related group, because it is possible a guarantee 
can be rendered invalid if a guaranteeing company is found not to have 
sufficiently benefited from having provided a guarantee. Other legal 
concerns pertaining to the issue of fraudulent conveyance may also 
apply to guarantees provided by related companies. 

It is imperative to understand legal concerns in the area of both personal 
and company guarantees and to follow the advice of your bank’s legal 
counsel. 
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Characteristics of Third 
Party Support 

Most forms of third party support exist in several variations, where degree 
or extent of support is negotiated with the party providing the support. 
Common characteristics of third party support, including negotiated terms, 
include: 

 Guarantees. 

 Payment vs. collection. The most desirable form of guarantee is 
a guarantee of payment, where the bank may enforce the 
guarantee upon the borrower’s payment default. An alternate 
choice is a guarantee as to collection, which generally requires the 
bank to pursue the borrower’s payment resources prior to requiring 
the guarantor to honor the guarantee. 

 Unlimited, unconditional vs. limited, conditional. Guarantees 
without limits or conditions hold the guarantor fully accountable for 
all unpaid loan amounts. Limits on guarantor liability or conditions 
the bank must meet prior to collecting on the guarantee limit both 
resources and guarantor motivation to ensure the company works 
with the bank during a workout scenario. 

 Joint and several vs. individual or pro rata guarantees. Under 
a joint and several guarantee, all guarantors are fully liable for all 
guaranteed debt. Individual guarantees effectively limit both 
resources and motivation available to the bank’s collection efforts. 

 Secured vs. unsecured guarantees. Secured guarantees provide 
specific access to personal or company guarantors’ assets and 
ensure maximum motivation for the borrower and its owners to 
help the bank recover loan amounts through the borrower’s 
resources. 

 True guarantee vs. comfort letter or maintenance agreement. 

 A comfort letter is an informal promise to stand by another 
entity (such as a subsidiary or other related party) that falls 
substantially short of a legally enforceable guarantee. 

 A maintenance agreement typically promises to ensure that a 
subsidiary maintains minimum financial characteristics, such as 
net worth or debt service coverage, but does not incorporate 
guarantee language. Some maintenance agreements provide 
only general references of intent to stand by a borrowing 
company and are of little practical use to the bank in its 
collection efforts. 
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Characteristics of Third 
Party Support, continued 

 Letters of Credit 

 Standby L/Cs are issued in lieu of a guarantee and protect the 
beneficiary financially in the event a company defaults on an 
obligation. 

 Banks provide this support only for the obligations of their most 
creditworthy customers in which there is little likelihood of 
nonperformance. If provided by a bank to support another lender’s 
commercial loan, a standby letter of credit effectively substitutes 
another lender’s credit for that of the borrower. 

 Standby L/Cs are most commonly used in commercial 
transactions, as enhancements in municipal bond transactions, and 
to guarantee performance on construction contracts. Bank letters 
of credit are a rare enhancement to a standard commercial loan. 

 A more common application of a stand-by letter of credit is when a 
company under common ownership with the borrower provides it to 
support the borrower’s loan. 

 Subordinated Debt 

 Many companies have notes payable to owners or former owners, 
who may have advanced funds to the company during a growth 
period or before the company could qualify for bank financing. 
Repayment of the notes may impair repayment of bank loans, but 
if the note holders are willing to subordinate their debt to the bank’s 
loans, the bank receives priority access to both primary and 
secondary repayment resources. 

 The subordination document is a three-part agreement among the 
company, the owner-lender, and the bank. The agreement outlines 
the terms of subordination, which may include, either singly or in 
combination: 

 No principal payments are scheduled to be paid to the 
subordinating lender until the bank loan’s maturity date, or no 
payments may be made until after the bank’s loan has been 
repaid in full. 

 Payments of principal and interest may be made to the 
subordinating lender but must be suspended if the bank’s 
debt goes into default. Sometimes the suspension period is in 
insolvency or bankruptcy, the bank’s loan will be paid out 
before the subordinating lender may receive any payment. 
The agreement may also specify that the bank is entitled to 
receive all penalties, fees, and expenses of collection before 
the subordinating lender gets any payment. 
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Characteristics of Third 
Party Support, continued 

 These provisions have the effect of making the subordinated debt the 
same as capital in the eyes of the banker because it will stay on the 
borrower’s books in the full amount until the bank loan is retired 
completely. 

 Subordinating lenders are referred to as junior lenders while the other, 
higher priority lenders (such as the bank) are called senior lenders. 
Similarly, subordinated debt is often called junior debt and higher 
priority debt is called senior debt. 

  

No Substitute for 
Fundamental Flaws in 
Creditworthiness 

Third party support is a credit enhancement. It is not a substitute for 
creditworthiness. 

 Most forms of third party support are contractual obligations that compel 
the provider to repay bank debt after the borrower has failed to do so. 
Providers of support would not generally be expected to fulfill that 
obligation happily, and sometimes third party support is challenged in 
court when it is time to pay. 

 Any type of challenge to legal access to a guarantor’s assets is 
expensive for the bank. 

 Personal guarantees are particularly susceptible to loss of tangible 
value between the time a loan is made and when a guarantee must  
be honored. 

 It is never appropriate to make a loan when credit is so flawed, it is 
assumed that third party support is the real repayment source for  
the loan. 

  

 



 

   

Reference Guide 8: Interpreting the Cash Flow Management Report 

Introduction   
This report brings together elements of the UCA cash flow and the ratio analysis. The report is 
designed to help us see the effects of growth and management on operating cash flow. 

  

Cash Flow Drivers Cash flow drivers are the factors that had the most important influence on 
the company’s cash flow. This section of the report summarizes the ratios 
used to measure the cash flow drivers. 

 Sales growth typically exerts a significant influence on cash flow. 

 Some of the cash flow drivers are also called the company’s 
fundamentals (its management of margins) and swing factors (its 
efficiency in managing accounts receivable, inventory, and trade 
credit). Note that all the pertinent ratios are adjusted to remove 
depreciation. 

 The Cash Flow Drivers section of the report also shows the other 
operating factors that account for change in cash flow from one year to 
the next—accrued expenses, other operating assets, and other cur-
rent liabilities. 
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Cash Margin Management 
Summary 

The Cash Margin Management Summary section quantifies the effects of 
growth and management on the gross profit. 

 The starting point is the prior year’s gross profit, adjusted to add 
back depreciation expense. 

 The effect of the growth in sales of 3.54% in X3 is stated as the 
additional dollar amount of gross profit that would have been 
recorded if all else had remained the same and is added to the 
beginning gross profit. 

 A further adjustment is made based on the change in the gross 
margin. In this case the margin declined to 22.57%. The dollar 
impact of that change is calculated and deducted from the 
beginning gross profit. 

 The result is the actual gross profit, which was reported in X3, 
adjusted to add back depreciation. 

 The same calculations are performed on the operating expenses. 
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Trading Account 
Management Summary 

The Trading Account Management Summary quantifies the effects of 
growth and management on the swing factors and on other operating 
assets and liabilities. 

 The format first calculates the effect of management (efficiency) on 
each of the accounts, assuming no change in sales. For example, the 
change in accounts receivable days x the current year’s sales/ 365 will 
produce the additional dollar amount of receivables caused by slower 
collections 

 The report then calculates the impact of sales growth on each account, 
assuming no change in management (efficiency). For example, using 
last year’s ending accounts receivable X the current year’s sales growth 
will produce the additional dollar amount of receivables due to higher 
sales. 

 In the example shown, the company’s sales growth was a modest 
3.54% in X3. If nothing else had changed, we would expect to see 
receivables increase to support this growth. Any increase in an asset is 
a use of funds, therefore this receivables increase from sales growth 
suggests a cash outflow. 

 Additionally, receivable collections slowed. A/R days increased from 54 
to 57. This less efficient collection of receivables also leads us to expect 
a cash outflow. 
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Trading Account 
Management 
Summary, 
continued 

 The combined growth and management factors relating to accounts receivable 
created a cash flow drain of $104,590. 

 The report shows us which factors most influenced cash flow. It suggests where a 
company might focus efforts to achieve the greatest dollar improvement in the 
future, or which factors could lead to eventual loan repayment problems. This 
information can be helpful in setting values for financial loan covenants 
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