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Earl’s Candy Corp. & Payne Equipment

Dear Participant:

Welcome to RMA’s Mentor Structuring Commercial Loans I course.

In preparation for the course, please review the Structuring Commercial Loans 1 Reference Guide 
and read the two cases, Earl’s Candy Corp. and Payne Equipment LLC.

The Reference Guide is a document you will use during the course. It provides loan structuring 
considerations and guidelines for key elements of the loan structuring process. It is not necessary 
to study or memorize any portion of the Reference Guide. Simply review its contents so that you 
are familiar with the information it contains and be able to locate what you need when using the 
guide in-class.

During class, we will be using Earl’s Candy Corp. and Payne Equipment LLC case studies to assist 
with applying what has been learned during the course. Please read each case dialog and carefully 
review the historical financial statements as well as the company projected financial statements. 
Prior to class complete a financial analysis of each company addressing:

• Historical financial condition and operating performance (leverage, liquidity, debt service 
capacity) of each company.

• Projected financial condition and operating performance of each company.

• Identify the credit requests from each company.

• Identify the credit risks for loans to the company in each case.

Bring your notes and any questions with you to class, to assist with the case assignments.
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Attached are:

• Earl’s Candy Corp. case dialog

• Earl’s Candy Corp. FYE 6/30/X0 and 6/30/X1 spreads

• Earl’s Candy Corp. interim data for FY 20X1

• Earl’s Candy Corp. projections for FYE 6/30/X2 and FYE 6/30/X3

• Payne Equipment LLC case dialog

• Payne Equipment LLC FYE 2/X0 thru FYE 20X4

• Payne Equipment LLC interim data for FY 20X4

• Payne Equipment LLC projections for FYE 20X5 and FYE 20X
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EARL’S CANDY CORP
Earl’s Candy is a local family owned and operated 
company established in 1987. Earl Thomas who was 
an executive for one of the major candy 
manufactures started it. His idea was to offer more 
specialty milk chocolates with various fillings. He 
began with used equipment in a rented facility.
The business grew rapidly in the earlier years and 
has been relatively stable for the last decade with 
sales rising in line with inflation to its current level in

20X1 of $5,150,000. The company now employs 12 people including the Earl Thomas Junior, the 
present CEO and son of the founder. Junior is 47 years old. He is a graduate of the State University 
and has been with the company in a management capacity for over a decade.  Earl’s now operates out 
of a 10-year-old building constructed by the company with the financial assistance of First Local Bank. 
First Local has a first mortgage on the company facility, which has a balance of $750,000 payable over 
the next 10 years.

Earl Thomas and his wife, Betty, are the largest stockholders with 45% of the stock. He is no longer 
active in the business. Earl Junior and his wife, Susan, own 30% of the stock. Junior is the only active 
member of the family in the company. He has been the CEO of the company for the last 5 years. All 
the other employees have been with the company for 3 or more years and collectively own the 
remaining 25% of the stock.

First Local bank has been Earl’s only bank since inception. The family and the company do all of their 
banking business with First. The credit relationship consists of the mortgage noted earlier; a secured 
(blanket lien on current assets) line of credit in the amount of $550,000 with a 60-day annual cleanup; 
and several small equipment loans aggregating about $350,000 The equipment loans are secured by 
the equipment and amortize over a 2-to-5-year periods. The mortgage and equipment loans are 
supported by the guarantees of the four Thomas’s. Considering the long and favorable history, the 
guaranty of the line was dropped 3 years ago. All accounts have been handled in a satisfactory 
manner.

Earl and Betty Thomas have an outside net worth of $1,000,000 consisting of: a house ($350,000), 
retirement accounts ($550,000) and personal assets ($100,000) with no debts. They have a fixed 
annuity funded by their company 401K, which provides the majority of their income. Earl and Susan 
Thomas Junior have an outside net worth of $500,000 made up of: a house ($200,000 net of a 
$250,000 mortgage), savings and retirement accounts   of $200,000 and $100,000 in personal assets.

Attached is the June year-end CPA reviewed financial statements of Earl’s Candy for the fiscal years 
ending 6/30/ X0 and 6/30/X1 along with the monthly interims for 20X1. The bank is provided monthly 
statements within 30 days of the month end. As the statements reflect, Earl enjoyed another good year 
with sales rising $350,000 and earnings rising to $171,000. A dividend of $100,000 was paid to the 
owners based upon these results. Junior is the only Thomas drawing a salary from the company. His 
compensation is $120,000 per annum.
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Over the last 12 months, Earl Junior has been evaluating the company’s options to replace some 
of the functional but old processing equipment. The new equipment will cost $600,000 (net of the 
scrap value for the current processing equipment which will be traded into the equipment dealer). 
Although the operating cost is about the same, the new equipment can support both an increased 
volume (75% more) plus provides a faster line changes. This gives Earl’s access to more contract 
business, which provide better margins. It also adds flexibility for low fat and caffeine free candies. 
The terms for the purchase of the new processing equipment are: 10% down payment with the 
order; 50% upon delivery (expected in May); 30% upon completion of installation (expected in 
June): and the final 10% within 30 days of acceptance.

With the acquisition of this new asset in mind, Junior has come to you for renewal of the existing 
line plus a term loan to buy the new processing equipment.  Earl Thomas, Sr. and Earl Thomas, Jr. 
will each inject $75,000 cash as subordinated debt for up to ten years to supply funds for a 
$150,000 down payment.  The company would like the bank to finance 70-80% of the total 
expenditure. There is still $30,000 owed under current term loans used to finance old equipment, 
which is to be scrapped. The new equipment has a class life per the IRS guidelines of 10 years.

At present, Earl’s sells candy to convenience stores, supermarkets and drug stores in the tri-county 
area. The current equipment is operating near capacity. Junior is anticipating that the new 
equipment will not only increase productivity but also allow Earl’s Candy to expand its market to the 
surrounding communities. A regional supermarket chain, which operates 100 stores, has 
expressed an interest in placing Earl’s Candy on its shelves in all of its stores. At present Earl’s 
candy is in 30 of the supermarket’s stores. This supermarket is Earl’s largest customer. Last year 
they bought nearly $1,000,000 from Earl’s. Since Earl’s is not as well known outside of the city that 
it operates out of, the supermarket executives and Earl Junior feel that the expansion to sell in the 
other 70 stores would generate up to $1,500,000 in additional sales. This can only happen if Earl 
buys the new equipment.

Considering the above, Earl Junior has provided projections for the next 2 years, 6/30/X2 and 
6/30/X3. The new equipment will not require any added labor. Attached are these projections along 
with the assumptions used.

This is a relatively mature and fragmented industry with a few very large multinational players (The 
Hersey’s Company, Mars Inc. and Nestle SA) and hundreds of small candy processing businesses 
around the country. Most of the candy sales are made to convenience stores, drug stores and 
supermarkets. Candy is a big income item for these retailers. Sales for the industry are growing 
slightly faster than the economy as a whole. The major keys to marketing for the candy companies 
are consumer product awareness and retail shelf space. The more favorable space allotments go 
to the large companies. The products are both perishable (shelf life less than 1 year) and seasonal 
(Valentines’ day, Easter, Mother’s day, Halloween and Christmas). The candy industry is over $10 
billion dollars. It is also sensitive to the economy’s ups and downs. Retailers often order candy 
months in advance with sales spiking up the last week of each season.

As the account officer for the Earl’s candy credit, you are directed to put together a credit package 
of loans to meet the company needs. You need to support the amount of each facility and the 
terms (conditions, loan to value, amortization, etc.).
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EARL’S CANDY CORP

 Sales Growth:
• 20X2 4.85% while equipment installed.
• 20X3 29.6% Full impact of a new equipment and Supermarket Sales.

 Gross Margin at historic trend.

 Operating Expenses bump up to near 30% in 20X1 as installation occurs, then back 
down to historic levels in 20X2.

 Minimum cash set at $100 to account for growing sales.

 Days of AR, Inventory and AP follow historic trend for FYE’s.

 CapEx matches client request to invest into $600 of new equipment.
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PAYNE EQUIPMENT, LLC

His cousin Paul Trout owns the other 25% of the company. Paul is 50 years old and has prior 
management experience in the industry in production and finance. As such, Paul handles the 
company’s accounting and production  requirements.

The industry is mature with a handful of large national companies (Grainger, Jameson, Klein, 
Corona and Silky) who have the lion’s share of the market. There are several small manufacturers, 
like Payne, selling in their geographic markets. The number of manufacturers in this business has 
consolidated with the pressure by the major hardware retailers offering more competitive products 
at lower prices. Payne’s niche is with service contractors who seek more reliable, long lasting and 
higher capacity equipment that has helped Payne retains its market share. About 500 small 
service businesses in the Southeastern states represent the base of Payne’s clients. Payne also 
has modest sales with one the big three national hardware chains.

Although there are no major concentrations, the top 4 customers account for 20% of total sales. 
The terms of sale call for full payment within 20 days of delivery. The service companies typically 
pay on time, but the national hardware chain pays about 15 days beyond the stated terms.

The attached spreads of Payne’s historical financial statements reflect a consistently profitable 
business with good margins on a growing sales base leading to improving balance sheet 
proportions. However, the company remains leveraged with tight liquidity.

Payne Equipment conducts its business out of an office/warehouse type facility in a local industrial 
park. It leases 75% of the building from a local commercial real estate company. The rent is 
$480,000 per year on a triple net basis (taxes, insurance and maintenance are tenant's 
responsibility). Although the lease is about to expire, Payne has an option to either renew the 
lease for 3 more years with an 8% increase in the rent or purchase the building at its fair market 
value (estimated at $2,600,000). The building’s other tenant has notified the landlord that they will 
not be renewing their lease.

Thomas and his company, Payne Equipment, have been clients of your bank for the last 7 years. 
The current term loan of $200,000 represents the balance of an $800,000 7.5 year 80% SBA 
guaranteed credit. The fixed assets of Payne Equipment secure this loan. In addition, the bank 
provides Payne with a $1,400,000 revolving credit which is secured by Payne’s current assets with 
advances limited to the lesser of: $1,400,000 or the sum of 80% of eligible accounts receivable 
plus 33% of net inventory (inventory less accounts payable).

Payne Equipment, LLC. is a regional manufacturer of 
various commercial tree trimming equipment. Products 
include: Chain saws, prune saws, pole saws, pole pruners 
& loppers and stump grinders. Thomas Payne formed the 
business 7 years ago. He has a background in a related 
business as the vice president of marketing for a national 
manufacturer of lawn maintenance equipment. Tom is 43 
years old, married and has two children. He owns 75% of 
the company. The marketing of Payne’s products is his 
primary responsibility.
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PAYNE EQUIPMENT, LLC
The advances are controlled and monitored through use of a borrowing base certificate and a 
lockbox for all collections. All loans have been handled as agreed and in compliance with the loan 
agreement. Thomas and Margret Payne guarantee them.

The Payne’s have an outside net worth of over $1,400,000 consisting of: cash ($120,000); primary 
residence ($600,000 value after deducting a $300,000 mortgage); retirement accounts ($450,000); 
a beach house ($240,000 value) and personal assets. Their credit scores exceed 770.

Based upon the continued success of the business, Tom and Paul would like to take advantage of 
the option to buy the building that they currently lease. The anticipated mortgage payments would 
be about half of the current rent. Plus, Payne would have nearly one third more space.

In addition, they want to expand their operations to manufacture lawn maintenance equipment. 
The space vacated by the other tenant creates this opportunity. It is further supported by the 
interest expressed by existing customers for Payne to supply these products. Tom feels that this is 
necessary to solidify Payne’s client relationships and ward off competition.

Tom and Paul have prepared the attached projections, which they feel are very attainable with the 
larger facility and equipment. Another $600,000 is needed to purchase the manufacturing 
equipment for this new line of products. The projections reflect a 15% growth in Year X5 and 10% 
in Year X6, which are supported by letters of intent from existing clients. These sales will generate 
a projected net profit of $716,000 prior to dividends (a $256,000 increase) despite extra start-up 
costs associated with the new line.

Paul has some good contacts in the finance industry and has a letter commitment from 
SouthEastern Life Insurance Co. for a $2,000,000 first mortgage (20-year term) at 5.5% fixed 
subject to adequate financial commitments (equipment, permanent and seasonal working capital) 
for the balance of Payne’s identified needs. The two owners would guarantee the proposed 
mortgage. It does not require escrow of taxes, insurance or maintenance but is subject to an 
agreement that requires these items to be maintained current along with mortgage payments. 
SouthEastern has completed its due diligence on the company’s financials as well as the 
appraisal, environmental and property condition evaluations. All of these were favorable.

The owners plan to invest $400,000 from their personal resources into the company to facilitate 
the purchase of the building and the equipment. Paul has the $100,000 that he will be investing on 
deposit at the bank. Tom has $100,000 in cash and a contract to sell his beach property for 
$240,000. Net of $40,000 of expected closing costs, there will be $200,000 of cash available to 
Paul. However, the company will need this $300,000 equity before Tom closes on the sale of the 
beach house. The contract is subject to the normal conditions including an appraisal of at least 
$240,000; a property condition inspection with no material issues and a standard title policy. The 
buyers have been preapproved for the extension of credit necessary to consummate the sale. The 
buyer’s lender has indicated that the process will take 1 to 2 months.

STRUCTURING COMMERCIAL LOANS



PRECOURSE CASE 2

11 STRUCTURING COMMERCIAL LOANS

PAYNE EQUIPMENT, LLC
Payne Equipment’s purchase option on the building expires in 3 weeks. As such, Tom would like the 
bank to make him a bridge loan for $200,000 for the remaining part of his equity investment. This 
loan would be repaid upon the closing of the sale on the beach house.

The company also needs to borrow:

• An additional $200,000 to buy the building,

• The maximum amount the bank will lend on the $600,000 for the new equipment that has a class 
life of asset under the IRS code of 8 years (ADR),

• Continuation of the $1,400,000 revolving credit, and 

• Continuation of the existing $200 term loan.

The insurance company requires a commitment from a bank to provide the fixed assets and working 
capital financing to cover the $600,000 of the building purchase and operating funds for the next 
year as a condition for the mortgage loan. The lease agreement purchase option expiration means 
that time is of the essence for all parties. As the account officer for this credit, you are expected to 
meet the company’s needs within the bank’s policy parameters of safety and soundness.

Since the total credit to Payne and related entities will exceed $2,000,000, you are directed to 
prepare a comprehensive loan package to meet Payne’s needs in line with the bank’s policies for 
safe, sound and profitable credit. The package should include: an analysis of the credit risks, the 
extra $200,000 to purchase the building, an appropriate advance on the $600,000 equipment 
purchase and meeting the working capital finance requirements. Collateral and advance rates; 
repayment and debt service coverage; and other conditions including covenants to manage the risk 
are to be included. 

**The cash down payment on the equipment is likely to be an advance on the RLOC since 
there does not appear to be adequate cash on hand to make this payment.
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