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Introduction    

 
 
 
PURPOSE OF THIS SCHOOL 

The purpose of the Commercial Lending curriculum is to prepare mid-level bankers to serve 
effectively and profitably as commercial loan officers by 
 
• developing an understanding of your bank’s risk appetite, risk tolerance, risk culture and the risks 

assumed in the loan portfolio. 
 
• introducing foundation concepts underlying the lending function in a bank, the lenders role and 

the framework for assessing a borrower’s credit worthiness  
 
• introducing key lending concepts including four key lending questions, the loan evaluation 

process, the 5 Cs of credit, the loan evaluation equation, key elements of the external environment 
and key variables 

 

• developing an understanding of how a business is structured, how financing needs arise, factors 
which influence the company’s vulnerability to the external environment and how it competes  

 
• developing an understanding of the role of a company’s management and how to analyze and 

evaluate that management 
 

• developing a thorough understanding of basic and advanced analytical techniques 
 

• providing an opportunity to apply these analytical techniques in a series of lending situations and 
to carry them forward in the structuring of loans 

 
• providing an understanding of loan structure and collateral  
 

• providing a framework to properly assess the risk in a commercial real estate loan 
 

• developing an understanding of relationship banking—how to meet multiple customer financial 
needs profitably 

 

• developing a thorough understanding of how problem loans develop and the appropriate 
techniques to use in managing a problem loan 

 
• developing an understanding of your bank’s credit process to manage portfolio credit risk 
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CONTENT OVERVIEW 

The 11 modules of this curriculum are designed to provide you with the knowledge needed to evaluate, 
structure, and negotiate a commercial loan. The topics covered in these modules follow a logical 
progression that parallels the Loan Evaluation Process. The first half of the curriculum is devoted to 
an assessment of the factors that should be considered by a lender prior to making a lending decision. 
The second half of the curriculum focuses on loan structure and support, managing and monitoring 
individual loan transactions and the performance of the loan portfolio. 
 

Module 1 begins with an overview of the business of banking and the role of the lender. The module 
introduces concepts which form the foundation for the Commercial Lending Curriculum including 
the 5 Cs of credit, the Loan Evaluation Equation and the Loan Evaluation Process.  The borrower 
operates in an external environment which is largely uncontrollable.  The module introduces the 
elements of the external environment and identifies key variables or things within the business that 
management can manage to mitigate the impact of the external environment. 
 

Module 2 introduces the components of a typical business such as asset mix, asset utilization, 
financing requirements, and loan structure.  Module 3 introduces the – the economic, political/legal, 
industry and market forces that influence the business climate in which a borrower operates.  The 
external environment is constantly changing, which injects a measure of uncertainty and risk into any 
potential commercial lending relationship.  The successful lender needs to determine the borrower’s 
vulnerability to the external environment.  A well defined value proposition and competitive strategy 
are key elements in management’s ability to manage profitably in the face of the uncontrollable factors 
posed by the external environment.  
 
Lenders must also be able to evaluate a company’s management. Character and managerial expertise 
in dealing with the uncertainties of the business world are key factors in assessing loan risk.  Module 
4 examines the principles of effective management. 
 
The techniques of objective loan evaluation—historical and projected financial analyses—are 
introduced in Modules 5 and 6, respectively. Historical financial analysis is an important loan 
evaluation tool because it allows the lender to validate those key variables impacting borrower 
performance and to evaluate management’s demonstrated ability to control them.  Projections 
complement historical financial analysis, permitting the lender to quantify a borrower’s ability to 
make future loan repayments under different scenarios. 
 
After the lending decision has been made, the loan must be properly structured, which includes taking 
loan support when appropriate. Module 7 addresses issues of loan structure, loan support and 
documentation. Module 8 focuses on responsible commercial real estate lending which historically 
has been a significant source of loan volume and a concentration of risk for community banks. Module 
9 addresses effective relationship management.  Module 10 examines how the lender can reduce 
lending risk by monitoring loans, spotting and strengthening potentially weak loans, and, should the 
loan become a problem, curtailing losses through a variety of actions ranging from meeting with the 
borrower to maximizing recovery in the event of bankruptcy.  Module 11 examines how discipline 
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can be instilled in a bank’s credit administration process, contributing to a quality loan portfolio and 
a successful bank. 
 
ORGANIZATION OF THIS STUDENT NOTEBOOK 

The student notebook for the Commercial Lending curriculum contains all the material you will need 
to follow along and participate in the lectures and discussions, case studies, and learning exercises.  
Like the curriculum itself, the student notebook is arranged into 11 modules.  In addition to narrative 
presentations of the subject matter, each module includes a list of learning objectives, which 
summarizes the topics to be covered and the specific items of knowledge you will obtain.  To also 
enhance your learning, the text refers to visuals and exhibits when they will serve to illustrate a point. 
 

To help enhance the notebook’s usefulness in class, space is provided alongside the text for you to 
take notes.  Your instructor will very likely customize the curriculum content, depending on many 
factors, including your class’s needs.  Therefore, note taking is a vital part of your participation in 
class, as it will help you fill in and make meaningful the text within the context of the module you are 
in. You may also find it helpful to “highlight” key concepts contained in the text using a highlighter. 
Instructors are encouraged not to simply “read from the text”. So, at times, they will present additional 
material, or modify the order of concepts being taught.  When this happens, take your cues from your 
instructor, and do not be too concerned about finding the corresponding sections in your written 
materials.  Remember, you can always review the text later.  In class, focus your attention on what 
your instructors are saying. 
 
The student notebook is designed as an in-class learning tool.  It also lends itself well to use either 
before or after class. The notebook can be used to prepare the evening before, so you can participate 
more meaningfully in the lecture and discussion or learning activities scheduled for the next day. It 
can also be used to review the modules following their completion to clarify any ambiguities or 
pinpoint questions to ask the instructor. 
 
Finally, the student notebook provides a permanent record of the Commercial Lending curriculum, 
complete with class notes, for you to take back to your bank and perhaps refer to later when practical 
issues or questions arise. 
 
CASE STUDIES  
 
Case Studies are a critical part of the learning experience.  Several of the following case studies will 
be used during the week. 
 
Appendix A.  Case Studies –   
 
Builder’s Supply, Inc. A-5     Select Distributors A-87 
Redwood Manufacturing A-27     Moosehead Clothing, Ltd. A-49 
Modern Office Concepts, Inc. A-69    Everyday Chiropractic A-105 
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FOUNDATION CONCEPTS IN LENDING                      1 
 

 
 
 

Notes 
OVERVIEW 
 

This module begins with an overview of the business of banking and 
the role of the lender. The module introduces risk appetite, risk 
tolerance, risk culture and the risks assumed in the loan portfolio.  The 
module presents concepts which form the foundation for the 
Commercial Lending Curriculum including the 5 Cs of credit, the 
Loan Evaluation Equation and the Loan Evaluation Process.  The 
borrower operates in an external environment which is largely 
uncontrollable.  The module introduces the elements of the external 
environment and identifies key variables or things within the business 
that management can manage to mitigate the impact of the external 
environment. 
 
LEARNING OBJECTIVES 
 

At the end of this module, you will be able to 
 

 identify six major categories of risk banks assume in commercial 
lending 

 define risk appetite, risk tolerance and risk culture  
 enumerate at least five personal and technical skills of a successful 

commercial lender 
 

 enumerate the four key lending questions 
 

 describe the Loan Evaluation Process 
 identify the 5 Cs of credit 
 define the Loan Evaluation Equation 
 

 identify seven elements of the external environment in which a 
company operates 

 

 identify and explain the significance of the key variables 
 
 
 
 
 
 
 



Commercial Lending 
 

  
 (c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
1-2 All rights reserved. Subject to annual license expiring January 31, 2020 

Notes 
ROLE OF THE BANK 
 
Maximizing Shareholder Value 
 

The ultimate objective of management of any financial institution must 
be maximizing shareholder value.  Banks pursue one of three 
approaches to maximize shareholder value.  Some banks emphasize 
asset quality and consistent earnings. Others focus on immediate 
earnings.  Management of other banks emphasize growth in existing 
markets or penetration of new markets often through mergers and 
acquisitions. 
 

Individual banks within a community may pursue different approaches 
to maximizing shareholder value resulting in different risk appetite; 
risk tolerance; risk culture; choice of products offered, borrowers, 
industries, markets; underwriting standards; loan structure and pricing.  
The management of an individual bank must define the bank’s unique 
approach to maximizing shareholder value. 
 

Visual 1-1 
Role of the Bank 

 

Maximizing Shareholder Value  

  Asset quality / consistent earnings 

  Immediate earnings 

  Growth 
 

Meeting Customer Needs Profitability  

  Liquidity 

  Maturity 

  Risk 
 
The objective of any successful business must be to meet customer 
needs profitably. The role of a bank is one of financial intermediation 
and, in turn, risk intermediation. Banks intermediate the disparate 
liquidity, maturity and risk preferences of depositors and borrowers.  
In doing so, banks assume risk. Visual 1-2 shows six major categories 
of risk banks assume in commercial lending. 
 

  



1 Foundation Concepts in Lending 

 
(c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
All rights reserved. Subject to annual license expiring January 31, 2020 1-3 

Notes 

Visual 1-2 
Definitions of Risk 

 

 
The Risk to Earnings and Capital Arising From 
 

  Credit ... an obligor’s failure to meet the terms of any contract with the bank or 
otherwise fail to perform as agreed 

 

  Liquidity ... a bank’s inability to meet its obligations when they come due, without 
unacceptable losses 

 

  Market 

 - Interest Rate...movements in interest rates 

 - Price...changes in the value of portfolios of financial instruments 

 - Foreign Currency Translation...movement of foreign exchange rates 
 

  Operations 

 - Transaction...operational or systems failures; problems with service or product 
 delivery 

 -  Strategic...adverse business decisions or improper implementation of those  
 decisions 

 

  Compliance...violations of or non-conformance with laws, rules, regulations, 
prescribed practices, or ethical standards 

 

  Reputation...negative public opinion 
 
 
Risk is the result of potential volatility in earnings and capital.  
Volatility does not have to adversely affect earnings and capital if it 
can be predicted, priced appropriately and reserved.  For example, 
losses in consumer and credit card lending are higher than losses in 
commercial lending but they are predictable and can be priced 
therefore mitigating the overall risk in those types of lending. 
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Notes 
The Board of Directors and management must define the bank’s risk 
appetite and quantify the bank’s risk tolerance e.g. Key Risk Indicators 
(KRI), Key Performance Indicators (KPI) and Key Control Indicators 
(KCI) The Board and management must also develop a risk culture 
holding individuals at all levels of the organization responsible for risk 
management and ethical behavior. 
 

Management of banks are expected to identify and quantify the risks 
assumed and develop appropriate policies, procedures, systems and 
controls to manage the risks assumed. 
 

An individual bank’s success is predicated on its ability to identify, 
manage, monitor, and effectively price the risk assumed.  Some loan 
losses are inevitable.  The successful bank controls losses to no more 
than .5% (50 basis points) of outstanding loans over the business cycle.  
In short, the bank’s lenders must be right in their lending decisions 
99.5% of the time. 
 
Camels 
 

The regulators have made evaluation of the risk management 
processes in banks an important part of the safety and soundness exam.  
Each component of the CAMELS rating will be assigned a score (1-5) 
and emphasis will be placed on an individual bank’s ability to manage 
risk in each component. The regulators also develop a composite 
CAMELS rating for the institution. 
 

Visual 1-3 
CAMELS 

 

 Capital Adequacy 
 

 Asset Quality 
 

 Management 
 

 Earnings 
 

 Liquidity 
 

 Sensitivity to Market Risks 
 
 
ROLE OF THE LENDER 
 

Multiple Roles 
 

The responsibilities of a commercial lender in a bank’s credit process 
go beyond making a lending decision and incorporate multiple roles. 
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Notes 

Visual 1-4 
Multiple Roles of a Lender 

 

 Arbiter of Risk 
 Financial Consultant 
 Trusted Advisor 

 
 
One such role is that of an arbiter of risk: 
 identifying areas of uncertainty 
 quantifying uncertainty and risk 
 quantifying risk associated with repayment 
 defining acceptable risks within the context of a lending decision 
 structuring, supporting, and pricing the loan 
 monitoring for repayment  
 

Equally important, the lender serves as a financial consultant to the 
customer. A customer seeking a loan is frequently asking for advice 
couched within the loan request. The role of a financial consultant is 
to help the customer fully appreciate the risks and rewards of a 
business decision the bank is being asked to support. 
 

The current competitive banking environment also requires the lender 
to be a trusted advisor. To build competitive advantage today, lenders 
must demonstrate to the borrower that they add value to the 
relationship. By sharing their expertise, knowledge of the borrower’s 
business and financial analysis with the borrower; the lender can better 
match the bank’s products and services to meet the borrower’s needs 
and help the borrower make more money. 
 

Lenders must constantly guard against getting the “roles” confused, 
especially those “frustrated entrepreneurs” who would satisfy their 
entrepreneurial desires through their customers using the bank’s 
money. Making decisions normally reserved for management can 
expose the bank to potential lender liability claims, put the bank at risk 
as a control person in bankruptcy or make the bank potentially liable 
for remediation of environmental contamination. 
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Notes 
Skills 
 

To be effective in these multiple roles, the lender must possess certain 
personal and technical skills as shown in Exhibits 1-1 and 1-2. The 
lender must also have a thorough knowledge of the borrower and his 
or her business. Particularly important are an understanding of the 
 product or service 
 industry 
 market 
 customer base 
 cost structure 
 competitive strategy 
 financing requirements 
 
Recognizing the multiple demands on a lender’s time and the diverse 
skill set required, many banks have removed any aspect of the bank’s 
credit process which adds no value to the customer and centralized and 
in some cases automated it.  Banks are also identifying individuals 
with the requisite skills to manage the unique aspects of their job e.g. 
business development, relationship management, credit analysis, 
documentation, portfolio monitoring or problem loan management.  
Banks are also placing greater emphasis on hiring individuals who will 
“fit” in the bank’s culture and the demands of their job.  
 
LOAN EVALUATION PROCESS 
 
Five Cs of Credit 
 

A good borrower is willing and able to repay debt.  Lenders have 
traditionally evaluated the borrower and management using five 
criteria 

Visual 1-5 
5 Cs of Credit 

 

 Character – Willingness to Repay 
 Capacity – Ability to Repay  
 Capital – Ability to Withstand Adversity  
 Conditions – Define Adversity 
 Collateral – Strengthens Willingness  
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Exhibit 1-1 
Personal Skills Overview  

  
  

Intelligence Applied to problem solving  
 

Common sense Applying intelligence to day-to-day activities  
 

Inquisitiveness  Questioning with a purpose 
 

Listening skills  Ability to learn from listening  
 

Problem solving and  Break down problems into key issues 
analytical ability  
 

Decisiveness  Ability to assign priorities and make decisions   
 

Results-oriented nature  Ability to do things well  
 

Self-motivation  Operate creatively within organization framework  
 

Confidence  Gaining confidence of others through competence 
 and self-assurance  
 

Effective communication  Ability to present one’s views effectively  
skills  in speaking or writing  
 

Time management skill  Well organized and able to set  
 appropriate priorities  
 

Attention to detail  Ability to balance detail with “big picture” 
 

 
Ease in dealing with  Comfortable dealing with numbers 
quantitative aspects  
 

Ability to negotiate  Flexibility in obtaining fair arrangement for  
 borrower and bank  
 

Maturity  Strong sense of values and ability to work well  
 within  organization  
 

Integrity  Unquestioned personal values and ethical  
 standards   
 

Adaptability  Ability to react well under pressure  
 

Sense of humor  Ability to use humor appropriately  
 

Tough-mindedness  Ability to make unpleasant decisions and say  
 “no”  
 

Student of human nature  Sensitive to feelings of others 
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Exhibit 1-2 
Technical Skills Overview 

 
Economics Understanding of worldwide economic 
 as well as financial and monetary policy 
 

General business understanding Strong business background coupled with a 
knowledge of customer’s business 

 

Grasp of varying aspects of Understanding the operating  
different industries characteristics and financing patterns of 
 manufacturers, wholesalers, retailers,  
 and service businesses 
 

Ability to analyze financial Knowledge of general accounting as 
statements  well as “whys” behind key accounts 
 

Ability to apply legal and Knowledge of legal aspects of banking 
documentation considerations regulation and documentation 
 

Product knowledge, sales skills, Product knowledge, positioning,  
and customer contact and selling are key aspects of an  
 account officer’s job 
 
Understanding pricing Understanding interrelationship of cost,  
 risk, and return of various products and  
 services 
 

Understanding the bank and Knowledge of bank’s organization, its  
objectives financial structure, prospects,  
 and objectives 
 

Knowledge of available sources Developing people as well as  
of information publication resources 
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Notes 
Character measures the borrower’s willingness to repay. Capacity 
measures the ability to repay. Capital measures the ability to withstand 
adversity resulting from changing Conditions. Collateral strengthens 
character by putting the borrower’s assets at risk. 
 

The most important of the 5 Cs is character and it is the hardest to 
measure as you only know the borrower’s character when he or she is 
tested.  As such, one element of financial analysis is looking for 
evidence of testing which is one reason banks require three years of 
financial statements. 
 

Analytical tools are available to assess conditions and measure 
capacity, capital and the value of collateral. In fact, financial 
statements are a report card on management effectiveness. Banks often 
focus underwriting guidelines on the 5 Cs e.g. principal’s FICO score, 
debt service coverage, liquidity, leverage, loan to collateral value.  
 
Loan Evaluation Equation 
 

The focus of financial analysis is on identifying strengths/weaknesses 
and eliminating uncertainty. The analytical process focuses on the 
critical key variables. In the lending decision, the identified strengths 
must exceed the identified weaknesses by enough to offset the 
remaining uncertainty. 
 

Visual 1-6 
Loan Evaluation Equation 

S - W > U 
 

The loan evaluation equation is not only the basis for the lending 
decision but also establishes the need for collateral and forms the 
foundation for covenants in a loan agreement e.g. affirmative 
covenants preserve identified strengths and negative covenants protect 
from identified weaknesses. Critical to any loan agreement is a 
covenant requiring the borrower to provide periodic financial 
information to allow the lender to monitor the impact of uncertainty. 
  

The character and competence of management are critical to the 
success of a business. Key to assessing a new lending relationship or 
monitoring an existing relationship is evaluating management. 
 
Key Lending Questions 
 

When analyzing a loan request, a lender must address four key 
questions: 
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Notes 

Visual 1-7 
Key Lending Questions 

  Who is the borrower? 

  What is the request? 

  What is the financial condition of the borrower? 

  What is the best way to meet the needs of the 
borrower and the bank? 

 
Loan Evaluation Process 
 

The Loan Evaluation Process is a framework for answering these 
questions and for proactively managing and monitoring risk.  The 
process forms the foundation for the Commercial Lending curriculum.  
Visual 1-8 illustrates the elements of this process. 
 

Visual 1-8 
Loan Evaluation Process 

  Foundation concepts in lending 
  External environment 
  Working asset 
  Utilization 
  Risks facing the borrower 
  Financing 
  Role of the bank 
  Evaluation of management 
  Historical evaluation 
  Projecting future performance 
  Lending decision 
  Structure 
  Support 
  Pricing 
  Monitoring 
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Notes 
The Loan Evaluation Process can be characterized as a structured 
framework for evaluating a lending request, making a lending 
decision, and structuring a loan.  It applies equally well to underwriting 
a new loan, monitoring an ongoing lending relationship, and 
identifying potential problem loans. 
 

The process also provides a framework for the parallel assessment of 
options—rehabilitation of the borrower or liquidation—in problem 
loan resolution. 
 

The Loan Evaluation Process focuses on understanding the borrower 
and his or her business.  To the extent the lender does a good job, the 
bank can be much more effective in identifying financing needs, 
assessing risk and proposing sound solutions.  This is the foundation 
for developing a value-added relationship and successful business 
development. 
 
EXTERNAL ENVIRONMENT 
 

The external environment in which a company operates can be divided 
into elements. Visual 1-9 characterizes the firm/borrower as sitting at 
the bottom of an inverted pyramid looking up at a multitude of 
environmental uncontrollable factors. These uncontrollable factors 
constitute the daily challenges facing the management of any 
company.  
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Notes 

      Visual 1-9 
       External Environment 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

 
 
 
Key Variables 
 

However, there are many key variables management can control. 
Visual 1-10 provides a list of these management controllable factors.  
The key to financial success is management’s knowledge of its 
business and the environment in which it operates, and its ability to 
manage the controllable factors in the face of the uncontrollable 
factors.   
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Notes 

Visual 1-10 
Key Variables 

  Level of sales 
  Gross margin 
  -  Price 
  -  Cost of goods sold 
  Sales, general, and administrative expense 
  Interest expense 
  Taxes 
  Distributions/dividends 
  Accounts receivable 
  Inventory 
  Fixed assets 
  Accounts payable 
  Financial leverage/debt structure 
  Growth rate 

 
 
 

These variables are key because they represent the primary sources 
and uses of cash, are controllable by management and can be 
monitored using financial statements. Each of the key variables is not 
critical to the success of every business. Typically, only three or four 
are critical (critical key variables). Unfortunately, it is not the same 
three or four for every business. The lender must identify the critical 
key variables for an individual borrower through knowledge and 
understanding of the company and the industry. 
 

Using the company’s financial statements, the lender must quantify the 
impact of the critical key variables on cash and evaluate management’s 
effectiveness in managing these critical key variables in the face of the 
uncontrollable factors in the external environment. The degree of risk 
in any lending situation is a function of the number of management 
controllable factors or critical key variables and management’s 
demonstrated effectiveness in managing these critical key variables in 
the face of the uncontrollable factors. 
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Notes 
Finally, the lender must project the impact of the critical key variables 
on future performance. The lender must also structure the loan to 
provide covenants in a loan agreement to monitor the critical key 
variables and allow the bank to take steps to protect the bank’s position 
if deterioration is noted. 
 
Retail, hospitality, automobiles, construction, and financial services 
(banking) provide excellent examples of industries where the external 
environment has changed dramatically, adversely affecting industry 
participants.  However, individual firms have not been uniformly 
affected despite facing the same economic and political environment 
and in many instances, being in the same industry and market.  The 
differences reflect management’s control of the critical key variables 
in the face of changes in the external environment, over which 
individual firms have little control. 
 
Summary 
 

The remainder of the curriculum will  
 

 employ the Loan Evaluation Process 
 

 develop analytical tools to quickly assess whether the bank has a 
good lending opportunity 

 

 quantify the Five Cs of credit  
 

 quantify the impact the Key Variables have on cash  
 
All these concepts and tools will be employed in assessing the 
creditworthiness of borrowers in a series of case studies. 

. 
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UNDERSTANDING THE BORROWER’S BUSINESS    2 
 

 
 

 
Notes 

OVERVIEW 
 

Each type of business and industry has a unique mix of assets, 
liabilities, margins, asset utilization and financial leverage. It is 
essential that the lender understand these critical differences among 
businesses. This module examines how the typical business operates 
focusing on the operating, fixed asset, profit, life and cash cycles. It 
identifies key variables which are going to be critical to the success of 
the business. The module demonstrates how financing needs arise, 
defines the sources of repayment and appropriate loan structures to 
meet financing needs. 
 
LEARNING OBJECTIVES 
 

At the end of this module, you will be able to 
 

  explain the concept of working assets 
 

  define and apply the concepts of the operating cycle, the fixed- 
asset cycle, the profit cycle, the life cycle, and the cash cycle in 
the operation of a typical business 

 

 define net working capital and recognize its role in the typical 
business 

 

 utilize the concept of financing gap to project working capital 
requirements 

 

 list the major functions performed by typical businesses and 
explain the unique financing requirements of each 

 

 define excess cash and explain its role in defining borrowing 
needs and ability to repay debt 

 

 use the operating, fixed-asset, profit, and cash cycles to explain 
how financing requirements can arise in the typical business, 
identify the appropriate loan structure to meet the financing need 
and define the appropriate sources of repayment 
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THE LENDER AS A TRUSTED ADVISOR 
 

In this module, discussion will focus on the following elements of the 
Loan Evaluation Process: 
 

 working asset 
 

 utilization 
  

 financing 
  

 role of bank 
 

The following is a typical loan request: 
 

 purpose: working capital 
  

 source of repayment: cash flow 
 

 amount: small (typically needs more, e.g., needs $100,000, asks 
for $50,000 initially, with ultimate intent to ask for an increase in 
the line of credit) 

 

 term: one year 
 

 disposition: pays interest and renews 
 

 ultimate disposition: line of credit is converted into a term loan, 
borrower continues to borrow short term to make long-term debt 
payments. 

 

Unfortunately, this scenario occurs all too frequently. Often the 
borrower knows only that he or she needs money and seeks advice 
from the lender to determine the appropriate loan structure, loan 
amount, source of repayment, and terms. This is particularly true of 
small and medium-sized businesses that cannot afford sophisticated 
financial advisers or an internal finance function. 
 

To be effective as a trusted advisor, the commercial lender must 
understand how the business operates, how financing needs arise and 
the appropriate loan structure to meet those needs. 
 
HOW THE TYPICAL BUSINESS OPERATES 
 

Prior to analyzing a financial statement, it is very beneficial to step 
back and develop a “mental picture” of the company, its structure and 
operations, and how its financial statement will look. The mental 
picture should focus on mix of assets and liabilities, proportions of 
debt and equity and the cost structure of the business. The mental 
picture  should  also  visualize  sales  growth, gross  margin, operating  
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expenses and net profit. Differences between the mental picture and 
the financial statements can point out lack of understanding of the 
business or items requiring further information or analysis. 
 

The mental picture can also be the foundation for determining the key 
variables (Visual 1-10) critical to the success of an individual borrower 
plus required financial information to monitor the critical key 
variables. Finally, the mental picture can be the first step in 
determining the reasonableness of the borrower’s loan request. 
 

Exhibit 2-1 contains a template for developing a mental picture. 
 
Working Asset 
 

The working asset of a business can be defined as  

Visual 2-1 
Working Asset 

 

 Primary Concentration of Assets 

 - Accounts Receivable 
 - Inventory 
 - Fixed Assets 

 Asset(s) Bank is Probably Being Asked to 
Finance 

 

Working asset is one of the ways to differentiate between different 
kinds of businesses. 
 

 Manufacture—Mix of accounts receivable, inventory and fixed 
assets 

 

 Wholesale—Concentration in receivables and inventory 
 

 Retail—Concentration in inventory and/or fixed assets 
 

 Service—Concentration in receivables (professionals) or fixed 
assets (lodging, transportation, health care) 

 

The mix of working assets will also define the appropriate mix of 
liabilities. A large investment in inventory will generally be supported 
with significant trade financing. Fixed assets will be financed with 
long term debt. Seasonal buildups in inventory and receivables will be 
funded with short term debt. Rapid growth in sales will be financed 
with revolving debt. 
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Mental Picture 

 
Use the following questions to develop your mental picture. 
 

 
 
  

The Company and What is this company’s business? 
Request 
  What kind and amount of loan is the company  
  requesting? 
 

  Is the request for a temporary or permanent  
  investment in current assets (if applicable)? 
 
Accounts Would you expect accounts receivable to turn: 
Receivable (A/R)  Fast (< 30 days) 
   Moderate (30-60 days) 
   Slow (> 60 days) 
 
Inventory Would you expect the company to carry a large  
  amount or small amount of inventory? 
 

  What will inventory consist of e.g. raw materials, 
  work in process, finished goods? 
 

  Is inventory differentiated or a commodity? 
 

  Would you expect inventory to turn: Fast (< 30 days),  
  Moderate (30-60 days), Slow (> 60 days)? 
 
 
Fixed Assets Do you think this company’s investment in 
  fixed assets is Large/Moderate/Small? 
 

  Do you think the depreciable life of these 
  fixed assets is: Long/Short? 
 

  Will the replacement of fixed assets be: 
  Regular/Periodic? 
 

Accounts Payable Do you think accounts payable are: 
(A/P)  Small/Moderate/Large? 
 

Line of Credit Do you think the company will have a need for a  
  line of credit for seasonal or liquidity purposes? 
 

Revolving Debt Do you think the company will have a need for 
 revolving debt to support growth? 
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Long-term Debt Do you think the company has a need for long- 
  term debt? 
 
Owner’s Equity What amount of initial owner’s equity would this  
  company require: Small/Moderate/Large? 
 

  Would you expect retained earnings to be: 
  Small/Moderate/Large? 
 

  Would you expect financial leverage to be: 
   Low (< 1.5) 
   Moderate (1.5-3.0) 
   High (> 3.0)? 
 
Sales  Do you think sales are growing? 

 
Seasonality Would you expect seasonality in this business? 

 
Impact of the How would you expect this business to be 
Economy impacted by the economy? Does it track or lag 
  the general economy? 

 
Life Cycle What stage in its life cycle do you think this 
  company is in? Industry? 
 
Gross Margin What kind of gross margin would you expect  
  this company to have: Low/Moderate/High? 

 
  Would you expect the gross margin to be 
  improving/stable/shrinking? 
 
Overhead What kind of overhead do you think this 
  company has: Low/Moderate/High? 

 
Lifestyle What kind of lifestyle do you think the owner 
  has: Extravagant/Conservative? 
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Key Variables What three key variables should this business 
  owner be paying most attention to? 
 
 
 
 
Financial  What kinds of financial information would you 
Statements expect to receive from this business? 
 
 
 
 
 
 
Summarize your mental picture of this company. What risks/opportunities do you see? What do you think 
might be the company’s financing needs? Does this request make sense and does this look like an 
opportunity you want to pursue? 
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Large investments in fixed assets will lead to large amounts of fixed 
costs which increase operating leverage—the relationship between 
fixed costs and sales. Increasing operating leverage results in greater 
volatility in earnings and cash flow. The incremental volatility 
increases risk necessitating 
 

 shorter loan term  
 

 lower financial leverage (debt/tangible net worth) 
 

 lower loan to value in collateral 
 

 higher debt service coverage ratio 
 
These are key elements of loan structure 
 

Visual 2-2 summarizes what working asset tells you. 
 

Visual 2-2 
What Working Asset Tells You 

 Mix of Assets 

 Appropriate Mix of Liabilities 

 Cost Structure/Operating Leverage 

 Volatility of Earnings/Cash Flow 

 Appropriate 
 − Term 
 − Financial Leverage 
 − Loan to Value 
 − Debt Service Coverage 
  
 
Operating Cycle 
 

The operating cycle Visual 2-3 describes the manner in which the 
current working asset or assets are utilized in the business.  Companies 
and industries can be distinguished by the components, complexity, 
timing and risks inherent in their operating cycle. 
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Visual 2-3 
Operating Cycle—Manufacturer 

 
 

 
 
 
 
 
 
 
 
 
 
 
 
 

Cash

Accounts Receivable Purchase Raw Materials

Inventory

Cash 

Inventory 

Accounts Receivable

 
    

Purchase Raw Materials 
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Visual 2-4 compares the components of the operating cycle for various 
types of businesses.  

Visual 2-4  
Operating Cycle Comparison 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
The operating cycle contains inherent risks. Manufacturing risk is the 
risk associated with the purchase of raw materials and manufacture 
of the product. Inventory risk arises with the storage of inventory. 
Sales risk occurs when a product is manufactured or purchased 
without a concurrent sale.  Collection risk is assumed when products 
are sold on terms other than cash. The longer and more complex the 
operating cycle, the greater the risk and in turn the required 
investment by the owners. 
 

Businesses can be differentiated based on their operating cycles. The 
time required for different types of businesses (e.g., manufacturers vs. 
wholesalers) to complete their operating cycles varies. In addition, 
different industries within business functions (e.g., fish retailer vs. 
furniture retailer) have operating cycles of different lengths. 
  

Manufacturer

Risks

Retail

Risks

Manufacturing

Inventory
Sales
Collection

Inventory

Sales

Manufacturer

Risks

Service

Risks

Inventory

Sales
Collection

Sales

Collection

Cash

Accounts
Raw Materials

Inventory

Receivable

Cash

Inventory

Cash

Accounts

Inventory

Receivable

Cash

Accounts
Receivable

Risks 
 

Manufacturing 
Inventory 
Sales 
Collection 
 
 

Risks 
 

Inventory 
Sales 
Collection 
 
 

Risks 
 

Inventory 
Sales 
 
 

Risks 
 

Sales 
Collection 
 
 

Manufacture Wholesale 

Service       Retail 

Cash Cash 

Cash Cash 

Inventory 

Inventory 

Inventory 

Raw Materials 

Accounts 
Receivable 

Accounts 
Receivable 

Accounts 
Receivable 
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The longer the operating cycle and the higher the level of sales the 
greater the financing need. A pipeline can be used as an analogy. The 
length of the pipeline is analogous to the time required to complete 
the operating cycle. The diameter of the pipeline corresponds to the 
level of sales. Sufficient cash must be injected into the pipeline to fill 
it before any cash flows out the other end. The longer the operating 
cycle and the greater the sales, the more cash required to “fill the 
pipeline.” 
 

When the pipeline is full, the only funds available to repay debt are 
those generated from profits retained in the business.  Costs must be 
recycled through the pipeline to keep it full. This assumes there is no 
great amount of seasonality in sales. Were sales seasonal, the pipeline 
could be “emptied out” to repay debt, or the length of the pipeline 
could be reduced at the end of the season, providing funds to repay 
debt. 
 

As sales grow or as internal controls on inventory and receivables are 
relaxed, the increasing length and/or diameter of the pipeline increase 
the financing requirement. Growth often increases both the length and 
diameter requiring an exponential increase in financing. 

Visual 2-5  
Financing the Operating Cycle 

  

 Temporary 
 
 
 
 

Permanent 

Growth 

Term 
 
 

Line of Credit 
 
 
 
 

Revolving 
 
 

Permanent 

Temporary 

Growth Growth Line of Credit 

Term Revolving 
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The pipeline analogy can be used to demonstrate different types of 
financing 
 

 Lines of credit are used to “fill-up” the pipeline with repayment to 
occur when the pipeline is “emptied out”. The bank is financing a 
temporary investment in current assets. Repayment will come 
from cash generated through successful completion of the 
operating cycle i.e. conversion of assets in the normal course of 
business managing the manufacturing, inventory, sales and 
collection risk. Repayment is not dependent on profit but assumes 
no need to reinvest immediately in new inventory. Timing of 
repayment must coincide with completion of the operating cycle. 

 

 Term loans are used to “fill up” the pipeline and keep it full. In 
this case, the bank is financing a permanent investment in current 
assets which is constantly turning over. Repayment will come 
from successful and profitable completion of the operating cycle. 
The borrower must manage the risks in the operating cycle plus 
the risks introduced by the external environment. 

 

 A revolving loan is used to finance growth where the length and 
diameter of the pipeline are often expanding. The pipeline is 
expanding faster than internally generated funds. Again, the bank 
is financing a permanent investment in current assets which is 
constantly turning over. Repayment will occur only when sales 
growth slows allowing conversion of the revolving loan to a term 
loan. Alternatively, the owners must inject capital which is 
generally when the small business goes public or has a secondary 
offering of stock. Revolving financing entails a higher level of risk 
and greater reliance on collateral requiring more control/ 
monitoring of the collateral. 

 

Common mistakes made by lenders when financing the operating 
cycle include (Visual 2-6) 
 

 failing to distinguish between a temporary and permanent 
investment in current assets resulting in putting the borrower in 
the wrong loan product 

 

 failing to employ a structured process to determine when it is 
appropriate to term out a line of credit resulting in loaning the 
borrower too much money 

 

 failing to establish expectations with the borrower about those 
measures of financial performance that will determine when the 

 bank asks the borrower to term out the line of credit resulting in 
“surprises” 
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Visual 2-7 summarizes what the operating cycle tells you. 
 

                                         Visual 2-7 
                     What the Operating Cycle Tells You 
 

 Nature of Financing Need 

 Level of Financing Required 

 Appropriate Sources of Repayment 

 Timing of Repayment 

 Risk Associated with Repayment 

 Management Requirements 
 
Working Capital 
 

Gross working capital is the investment in the operating cycle of the 
business. Net working capital can be defined using the accounting 
definition—current assets minus current liabilities.  (In this course, the 
term working capital will mean net working capital.)  A primary 
source of financing for gross working capital is trade credit—a non-
interest bearing, non-amortizing source of financing that, when 
properly managed, grows as the business’s sales grow. 
 

                                      Visual 2-8 
                             Net Working Capital 
 
 Current Assets 
 

− Current Liabilities 
 

 Net Working Capital 
 
Working capital bridges the gap between the sale of inventory, 
collection of receivables and payment of payables. In most businesses 
this is a permanent timing difference which must be bridged with long-
term debt or equity. In a seasonal business, however, the gap may be 
temporary. 
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                                  Visual 2-9   
                              Working Capital 
 
   Inventory Turnover (Days)              Receivables Collection (Days) 
 |                                                      |                                      | 
0                   90                                                60               150 
 

 Payables Turnover Days 
 |                     |                                                                        |  
0                   45                  Working Capital            150 
 
 

Visual 2-10 summarizes those things which create a need for working 
capital. 
 

                                 Visual 2-10 
       What Creates a Need for Working Capital? 

 Growth 
 Create Competitive Advantage 
 Take Advantage of Purchase Discounts 
 Fund Operating Losses 
 Inefficiencies 

 
 

All the changes except for inefficiencies are a permanent investment 
in current assets requiring longer term financing. 
 

Net working capital can be considered the owner’s and long-term debt 
holders’ investment in the current working assets of the business.  As 
such, net working capital is a long-term concept.  Increasing current 
assets with financing provided by short-term debt does not change 
working capital. This is often confusing because permanent 
investments in inventory and receivables are often financed with 
revolving debt which is reflected on the balance sheet as short-term 
but is long-term financing. 
 

Changes in bank capital rules pursuant to Basel III and Dodd-Frank 
have led many banks to structure lines of credit with a maturity beyond 
one year.  It is a recognition line is funding a permanent investment in 
current assets (working capital) and is revolving debt. The bank 
continues to monitor the line annually but does not incur expense and  
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hassle to the borrower of an annual renewal and the requirement to 
redocument the loan. Covenants in a loan agreement used to establish 
expectations about 
 

 providing annual financial information 
 

 financial performance 
 

 criteria determining when bank will term out revolving debt 
 

Working capital is generally viewed as a liquidity concept.  In an 
ongoing concern, however, current assets provide little liquidity 
because they are constantly turning over and are replaced in the 
operating cycle. Cash is provided to liquidate accounts payable, but 
the assumption is trade creditors will advance new funds for the 
purchase of new inventory. Forcing the borrower to liquidate the 
permanent investment in current assets and turn the proceeds over to 
the bank to repay a line of credit will put the borrower out of business. 
 
Financing Gap 
 

The operating cycle can be quantified using financing gap. This then 
becomes a handy tool for projecting incremental working capital 
requirements and the impact on a company’s financing requirement.  
 

Using the information contained in Visual 2-11, the balance sheet and 
income statement of XYZ Corporation, the following example can be 
constructed. 
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Visual 2-11 
XYZ Corporation 

Balance Sheet 
 
Assets Liabilities 
 

Cash $   200,000 Notes payable $ 300,000  
Accounts receivable 600,000 Accounts payable 300,000 
Inventory 900,000 Accruals 100,000 
  Current maturities  100,000 
TOTAL CURRENT  TOTAL CURRENT 
ASSETS  $1,700,000 LIABILITIES $ 800,000 
 

Fixed assets 300,000 Long-term debt  400,000 
  Owner’s equity  800,000 
  TOTAL LIABILITIES 
TOTAL ASSETS $2,000,000 AND OWNER’S EQUITY $2,000,000 
 

 Working Capital $900,000 
 

Income Statement 
 

 Sales $3,600,000 100.0% 
 Cost of Goods Sold 2,340,000 65.0 
 Gross Profit 1,260,000 35.0 
 Operating Expenses 963,000 27.0 
 Operating Profit 297,000 8.0 
 Interest 72,000 2.0 
 Pre-tax Profit 225,000 6.0 
 Taxes 81,000 2.0 
 Net After Tax Profit 144,000 4.0 
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Major components of working capital can be expressed as a percentage 
of sales i.e., accounts receivable, inventory and payables.  Visual 2-12 
demonstrates how the financing gap for XYZ Corporation might be 
calculated. 

                                   Visual 2-12                 
                                Financing Gap 
                              XYZ Corporation 
  

    % of Sales 
  

 Accounts Receivable 16.7 
 Inventory  25.0 
 Accounts Payable (8.3)   
 Financing Gap 33.4 
 
 

The financing gap is the incremental investment in receivables and 
inventory net of the incremental financing provided by payables 
expressed as a percentage of sales.  Financing gap assumes the growth 
in major components of working capital is proportionate with growth 
in sales. Using the XYZ example, each $1 increase in sales results in 
a financing gap of 33.4 cents which must be funded from internally 
generated profit, a capital infusion or institutional financing. 
 

Financing gap can be used to quickly forecast the impact on working 
capital of different assumptions about sales. Financing gap is a rough 
measure and does not reflect the impact on financing requirements 
from changes in the efficiency of the operating cycle e.g. receivables, 
inventory and payables turnover. As such, financing gap does not 
replace projections and cash budgets.  
 
Fixed-Asset Cycle 
 

Overlaying the operating cycle of a typical business, especially a 
manufacturer, is a fixed-asset cycle.  As shown in Visual 2-13, the 
components of the fixed-asset cycle are 
 

 purchase 
 

 utilization 
 

 depreciation 
 

 replacement 
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  Visual 2-13  
   Fixed-Asset Cycle 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
Depreciation is an application of the matching principle in accrual 
accounting matching the cost of the asset with the benefits derived 
from the use of the asset. Depreciation represents a charge to earnings 
but does not involve an outflow of cash.  As such, depreciation is 
added back to net income to determine cash flow available for debt 
service and other cash needs e.g. working capital.  
 

The lender must be sensitive to the need to periodically replace fixed 
assets to maintain the viable core business and should provide for 
replacement capital expenditures (capex) when determining cash flow 
available for debt service or be prepared to fund replacement capex as 
necessary. 
 

A distinction must be made between utilization and depreciation.  
When structuring a loan, repayment should be tied to the depreciable 
life, not the useful life, unless the useful life is shorter than the 
depreciable life. Repayment tied to the depreciable life provides a pre-
tax source of cash flow to repay the loan. If repayment extends beyond 
the depreciable life, a portion of the loan must be repaid with post-tax   

Depreciation

Replacement Utilization

Purchase
 

 

 

 

Purchase 

Utilization 

Depreciation 

Replacement 
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                                    Visual 2-14  
                                     Additions to Fixed Assets 

 
 

 
 
Note: 
A company adds fixed assets in stair-steps. The fixed assets are typically financed with debt. As 
the company grows more management and staff are required. The incremental additions to fixed 
costs raise a company’s breakeven point faster than sales increasing the vulnerability to the 
external environment. 
 
 
cash flow.  Tying repayment to the depreciable life if it is shorter than 
the useful life preserves a secondary source of repayment i.e. 
liquidation of the asset. Technical or functional obsolescence may 
cause the useful life to be shorter than the depreciable life.  
 

Companies add fixed assets in stair-steps, adding capacity beyond 
current sales requirements. The addition is normally made when the 
company is operating at or near current capacity. These additions have 
an impact on a borrower’s margins and ability to repay because 
operating and financing costs increase faster than sales. 
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As companies grow, they often add fixed assets which do not add 
anything to revenue e.g. SUVs, edifices, airplanes. The additions are 
financed with debt. To manage the growth, companies add overhead. 
The additional fixed costs result in declining margins increasing the 
borrower’s vulnerability to the external environment. These additions 
are made when the economy is growing. The company finds it very 
difficult to shed costs when the economy stagnates or the competitive 
environment changes e.g. auto industry. The result is often large 
operating losses.  
 

Increases in common-size percentages for owner’s salaries and other 
payments, depreciation and interest indicate an increasing breakeven 
point and increasing vulnerability to changes in the external 
environment particularly if the gross profit margin is declining. 
 

Banks often add back depreciation in determining cash flow available 
for debt service. Businesses must periodically replace depreciated 
fixed assets to maintain the viable core business. If fixed assets are 
depreciated rapidly, the assets will be replaced regularly, and annual 
replacement will approximate annual depreciation. If fixed assets are 
depreciated more slowly, then replacement occurs periodically 
approximating the stair-step additions described earlier. It is important 
to determine the borrower’s fixed asset replacement requirements as it 
will influence the cash flow available for debt service or create a 
financing need. 
 

Additions to fixed assets add fixed costs which do not vary over a wide 
range of sales volumes. Fixed costs increase the potential for volatility 
in earnings and cash flow. Increasing volatility reduces the amount of 
financial leverage (debt/tangible net worth) which is prudent. 
 

A complementary relationship exists between the fixed-asset cycle and 
the operating cycle—e.g., a manufacturer combines plant and 
equipment with raw materials and labor to manufacture inventory 
which is sold to create an account receivable. 
 

As a company adds fixed assets, it must also add accounts receivable 
and inventory to support the higher level of sales anticipated to 
generate the funds to repay the debt. A lender must consider the 
incremental working capital requirement to support the higher level of 
sales any time he or she contemplates financing an addition to fixed 
assets. 
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Visual 2-15 summarizes what the fixed asset cycle tells you. 
 

                                   Visual 2-15 
                  What Fixed Asset Cycle Tells You 
 

  Debt Structure 

 Cost Structure 

 Vulnerability to External Environment 

 Volatility of Earnings and Cash Flow 

 Prudent Financial Leverage 
  
 Exhibit 2-2 summarizes the four functions of a business and correlates 
these functions with the working asset, operating cycle, and fixed-asset 
cycle. As one moves down the chart from a manufacturer to a service 
company, the working asset changes, the operating cycle becomes less 
complex, and the financing and capital requirements typically are 
smaller. The smaller financing and capital requirements coupled with 
less need for sophisticated management are the primary reasons most 
small businesses are service companies or retailers. 
 
Profit Cycle 
 

Visual 2-16 illustrates the profit cycle. The components of the profit 
cycle include 
 

 recognition of income 
 

 expense 
 

 profit 
 

The recognition of income, expense, and profit occurs at the time of 
sale and does not generally coincide with the flow of cash for the 
purchase of inventory, the sale of goods or services, or the collection 
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      Notes 
of accounts receivable. Visual 2-17 highlights timing differences 
between profits and cash arising from accrual accounting. These 
timing differences create financing needs. The cash flow statement 
reconciles the timing differences between profits and cash. 
 

                                         Visual 2-16 
                                         Profit Cycle 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

                                          Visual 2-17 
                                        Profit vs Cash 
                                   Accrual Accounting 

 Accounts Receivable  Uncollected Sales 
 Inventory    Unrecognized Costs 
 Prepaids    Unrecognized Expenses 
 Accounts Payable  Unpaid Purchases 
 Accruals  Unpaid Expenses 

Profit

InventoryInventoryAccounts Receivable

Cash

 

Inventory 
  

Accounts Receivable 

Cash 
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Profit retained in the business is the primary source of repayment for 
an intermediate- or long-term loan used to purchase fixed assets. Profit 
retained in the business is also the primary source of internally 
generated working capital and the ultimate source of repayment for a 
revolving loan for net working capital. 
 
Life Cycle 
 
Visual 2-18 shows the four stages in the life cycle: embryonic, growth, 
mature, and aging. 
  

Visual 2-18 
Life Cycle 

 
 

Companies, products, markets, and industries go through life cycles. 
It is important to identify a company’s position in its life cycle as well 
as the position of key products, markets, and the industry itself. 
Because of the evolving nature of the company and its products, 
market, and industry; flexible management is critical to cope with 
these changes. 
 

Exhibit 2-3 provides various descriptors to help a lender place a 
borrower in the appropriate stage of its life cycle. 
 

Exhibit 2-4 illustrates how business strategy must change as a 
company passes through its life cycle.  The management of any 
business must consist of at least four functions: sales, operations, 
finance, and management. In the early stages of a company’s life, the 
entrepreneur/owner  typically  assumes  responsibility for  sales  and/ 

Aging 

Mature 
 

Growth 
 

Embryonic 
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Exhibit 2-4 

 

Business Maturities and  
 

Appropriate Business Strategies 
 

 
EMBRYONIC GROWTH MATURE AGING 
 
Develop the Market Penetrate the Market New Products/New Rationalize the  
  Market Market 
 
Penetrate the Market Promote Same Product/ Rationalize the Market  Rationalize   
 Same Market  Distribution 
 
 Promote Same Product/ Rationalize Distribution Rationalize 
 Different Market  Product Line 
 
  Rationalize Product Regroup 
  Line 
 
  Rationalize Production Abandon Unit 
 
  Improve Technology  
 
  Improve Methods and 
  Functions  
  
 
 
Reprinted by permission from Center for Strategic Planning, Weston, Massachusetts  
 

 
or operations, relying on the banker and CPA for financial guidance.  
Management is therefore a relatively simple process. As the business 
grows, responsibility for the sales, operating, and finance functions is 
delegated to specialists. The owner assumes responsibility for 
coordination and management. Many small businesses get into trouble 
because the owner/entrepreneur is not able to successfully make the 
transition to an owner/manager as the company grows.   
 

As companies or industries pass through their life cycle, gross 
margins tend to narrow. Initially, the embryonic company establishes 
a product or market. As the company grows, competitors are attracted 
to the industry and attempt to enter the market primarily through 
price cutting. The new entrant is able to cut price because the 
company does not have to spend the funds developing the product 
and establishing the market. However, existing firms still have an 
advantage because of the experience curve and because of economies 
of scale. 
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Narrowing margins require greater emphasis on cost control and 
marketing. This shift in emphasis away from sales may tax an 
entrepreneurial management team. 
 

Exhibit 2-5 shows how the financing requirements of a company 
change as it passes through its life cycle. The sources of financing 
will also grow and change. Similarly, the reasons for selecting a       
provider will change as the company matures. Growth companies 
seek adequate and consistent providers of funds, who will also offer 
sound financial advice. Price is a secondary consideration. Mature 
companies, however, have financial expertise in-house and therefore 
seek efficient service at a competitive price. 

 
Exhibit 2-5 

Business Maturity and 
Financing Requirements  

 
 
Stage Financing Requirement  Source of Funds 
 

Embryonic Research and development; purchase of Owners.  In certain 
 fixed assets; market research, start-up instances, e.g., high tech, 
  expenses; finance build-up current angel investors, venture  
 assets. capital firms. 
  
Growth Finance inventory and accounts Asset-based lenders, 
 receivable to support growth; additional  factors, SBA, banks, 
 investment in fixed assets; possible possibly public stock  
 seasonal requirements; funds for  offering. 
 acquisition of other companies, or  
 product lines. 
 

Mature Continued financing for permanent Banks, life insurance 
 working capital to support long-term  companies, public stock 
 growth; addition/replacement fixed offering, commercial  
 assets; funds for acquisition of other  paper, corporate bonds. 
 companies or product lines; possible  
 continuing seasonal requirements. 
    

Aging Replacement fixed assets; funds for Banks, life insurance  
 acquisition other companies or own companies, public stock  
 stock; continuing seasonal offerings, commercial  
 requirements. paper  
 
 Reprinted by permission of Center for Strategic Planning, Weston, Massachusetts   
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As a company moves through its life cycle, management must rely 
more heavily on reports to monitor the financial condition of the 
company. Previously, management was actively involved in every 
aspect of the company’s operations. As the company grows, the 
owner/manager relies more heavily on subordinates. To monitor 
activities, more sophisticated systems are required to produce reports.  
Often the systems in rapidly growing companies are inadequate. 
 
Cash Cycle 
 

As shown in Visual 2-19, cash flows are classified as operating flows, 
investing flows and financing flows. Operating flows are recurring 
cash flows arising from the ongoing operations of the business. 
Investing flows are discretionary in the short run. Financing flows 
address how funds were raised (borrowing or capital infusion) and the 
disposition of excess funds as dividends or debt repayment. Examples 
include 
 
 cash outflows 
 − operating—purchase of inventory for cash, payment of  

 payables 
 − investing—purchase of fixed assets 
 − financing—debt repayment, dividends 
 

          Visual 2-19 
          Cash Cycle 

 
  

Cash

Inflows Outflows

Operating
Investing
Financing

Operating
Investing
Financing

Outflows 
 

Operating 
Investing 
Financing 
 

Inflows 
 

Operating 
Investing 
Financing 
 

Cash 
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 cash inflows 
 − operating—collection of receivables 
 − investing—sale of fixed assets 
 − financing—loans or capital infusions 
 

Cash outflows may occur with the purchase of raw materials, labor, 
and inventory in the operating cycle and with the purchase of plant and 
equipment in the fixed-asset cycle. These cash outflows are accounted 
for in accrual accounting as additions to inventory and fixed assets 
until charged to expenses at the time of sale as cost of goods sold or 
depreciation. Cash inflows do not necessarily occur at the time of sale, 
as the sale may be recognized as an account receivable to be collected 
at some future date and may, in fact, never be collected. 
 

Financing requirements arise when operating or investing outflows 
exceed inflows.  In the normal course of business, loan repayment can 
occur only when operating or investing inflows exceed outflows. 
 

When analyzing a loan request, consider the following questions:  
Visual 2-20 
 

 What is causing more cash to go out than come in? This is 
the purpose of the loan. 

 What will change? This is the source of repayment. 
 When will it change? This is the term. 
 What can go wrong? This is the risk. 
 

The answers to these questions lie in changes in one or more of the key 
variables (Visual 1-12), since they represent the primary sources and 
uses of cash. If the lender cannot succinctly answer these questions, 
he/she does not understand the borrower’s loan request. 

               Visual 2-20 
              Cash Flow Questions 

 

 What is Causing More Cash to Go Out 
than Come In? 

 What will Change? 

 When will It Change? 

 What can Go Wrong? 
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Excess Cash 
 

Visual 2-21 defines excess cash flow. Completing any one or all the 
cycles does not guarantee the generation of excess cash. Note that 
depreciation and other noncash charges are added back to net  
 

Visual 2-21 
Excess Cash Flow 

 

Net Profit 
+ Depreciation and other noncash charges  

+ Interest* 

- Additions to working capital**  

- Additions to fixed assets net of financing 

- Previously scheduled debt amortization (CMLTD) 

- Distributions in lieu of taxes - S Corporations, LLCs 
 

Excess Cash Flow or (Financing Required/Reduction in Cash)   
  

*Add back interest if debt service is payments (P&I) 
**Additions to Receivables and Inventory net of incremental financing provided by Payables.  
 
profit to restore the depreciation charge when calculating excess cash 
flow, since depreciation does not involve a flow of cash. It is also 
necessary to add back interest if debt service is expressed as payments 
rather than current maturities of long term debt. 
 

Sales growth and inflation affect required additions to working assets 
and in turn affect working capital. The borrower must fund 
incremental working capital requirements. Fixed assets must be added 
to or replaced periodically. For accounting purposes, costs are 
recognized based on historical costs; however, replacement is made at 
current cost. Many borrowers are organized as partnerships, S Corps 
or LLCs. The income tax liability for these entities flows through to 
the owners who must receive distributions in order to pay taxes. 
 

Ultimately, excess cash must be generated if the borrower is to 
continue servicing debt and paying dividends. 
 

There is a difference between the generation of excess cash through 
the completion of the operating cycle (e.g., a retailer sells holiday 
inventory with no need to replenish the inventory) and the generation  
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of excess cash through the ongoing successful and profitable 
completion of the operating cycle. A business must reinvest in 
inventory and accounts receivable to ensure that the operating cycle is 
ongoing.   The primary source of excess cash is profit retained in the 
business after investment in current working assets, fixed assets, 
previously scheduled debt service and distributions in lieu of taxes (if  
necessary). Visuals 2-22 and 2-23 illustrate the difference between net 
profit and excess cash flow. The reason so many short-term “working 
capital” loans are renewed is because of inadequate excess cash flow 
due to 
 

 inadequate profitability 
 rapid growth 
 poor control of inventory and accounts receivable 
 expansion of fixed assets 
 improper debt structure 
 

                             Visual 2-22 
        Excess Cash Flow Example - Growth 
 
                                                FY 0                         FY 1 
Sales  $3,600,000 $4,500,000 
Net After Tax Profit (%)  4% 4% 
Depreciation  50,000 50,000 
Accounts Receivable  600,000 750,000 
Inventory  900,000 1,125,000 
Fixed Assets  400,000 450,000 
Accounts Payable  300,000 375,000 
CMLTD            25,000         25,000 
 
Net Profit $180,000 
+ Depreciation, other non-cash charges 50,000 
- Additions to working capital*  300,000 
- Additions to fixed assets net of financing 100,000 
- Previously scheduled debt service (CMLTD) 25,000 
- Distributions in lieu of taxes                0 
 

Financing Required/Reduction in Cash ($195,000) 
 
* Additions to Receivables and Inventory net of incremental financing provided by Payables  
as a result of sales growth. 
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Visual 2-23 
   Excess Cash Flow Example — Poor Control 
 

                                                        FY 0                         FY 1 
Sales  $3,600,000 $3,600,000 
Net After Tax Profit (%)  4% 4% 
Depreciation  50,000 50,000 
Accounts Receivable  600,000 750,000 
Inventory  900,000 1,100,000 
Fixed Assets  400,000 350,000 
Accounts Payable  300,000 300,000 
CMLTD                            25,000                      25,000 
 
Net Profit $144,000 
+ Depreciation, other non-cash charges 50,000 
- Additions to working capital*  350,000 
- Additions to fixed assets net of financing 0 
- Previously scheduled debt service (CMLTD)  25,000 
- Distributions in lieu of taxes                0 
 

Financing Required/Reduction in Cash ($181,000) 
  
*Increase in Receivables and Inventory as a result of poor internal controls 
 
 
HOW THE TYPICAL BUSINESS IS FINANCED 
 
Financing Requirements  
 
Financing requirements can arise for a variety of reasons as outlined 
in Visual 2-24. 
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Visual 2-24 
Typical Financing Requirements 

 

 Operating Cycle 
 

 – Purchase Current Assets 
 

 – Bridge Regular Outflows and Irregular Inflows of 
Cash 

 

 – Fund Growth 
 

 – Take Advantage of Nonrecurring Opportunities 

 Fixed Asset Cycle 
 

 – Acquire Fixed Assets 

 Profit Cycle 
 

 – Fund Operating Losses 
 
Sources of Repayment 
 

Businesses repay loans with cash obtained from a variety of sources 
as indicated in Visual 2-25. 
 

          Visual 2-25 
        Sources of Repayment 

 

 Conversion of Current Assets 

 Sale of Non-Current Assets 

 Refinance with Another Creditor 

 Profits Retained 

 Capital Infusion 
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Loan Structures 
 

Visual 2-26 highlights various types of loans that can be used to meet 
these financing needs: 
 

 line of credit 
 – short-term recurring 
 – seasonal—confirmed line of credit  
 – guidance line 
 

   Visual 2-26 
   Loan Structures 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

 bridge 
 – short-term non-recurring 
 – single purpose/source of repayment  
 

 revolving 
 – long-term recurring 
 – asset based/floor-plan 
 – converting to term, refinance or capital infusion 
 

 term 
 – long-term non-recurring 
 – fixed assets/working capital  

Line of Credit  Bridge 

Revolving 
Permanent Capital Term 

                Recurring                               Non-recurring 

 
 

Short 
 
 
 

Term 
 
 

 
Long 
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Each of these types of loans may be present in a single lending 
relationship.  Short-term recurring (seasonal) and long-term recurring 
(revolving) needs may be combined in a single facility (line of credit). 
The loan type chosen must be appropriate for the purpose and the 
identified source of repayment. 
 

 conversion of assets 
 profitable operations 
 refinance 
 capital infusion 
 
The purpose, repayment, and appropriate structure are suggested by 
the interaction of the operating cycle, fixed-asset cycle, profit cycle, 
and cash cycle.   
 

The lender must always remember that “only cash pays loans.” Loans 
to fund short term recurring and non-recurring needs are repaid with 
cash from conversion of assets in the normal course of business. 
Loans to fund long term recurring and non-recurring needs are repaid 
with cash from profitable operation of the business. 
 

Every well-structured loan has two sources of repayment. The 
secondary source of repayment for a loan to fund a short term 
recurring or non-recurring need is to term out the carryover debt with 
repayment to come from cash generated from future profitable 
operation of the business. The secondary source of repayment for 
loans to fund long term recurring or non-recurring needs is cash from 
conversion of assets outside the normal course of business i.e. 
liquidation.  
 

The risks inherent in each type of loan differ; i.e., a short-term loan 
has risks associated with completing the operating cycle, whereas a 
long-term loan is dependent on profitability with the attendant risks 
introduced by the economy, market, and industry. 
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ASSESSING THE RISKS FACING  
THE BORROWER 3 
 

 
 
 

Notes 
OVERVIEW 
 

This module explores the risks impacting any business including 
risks introduced by the economic environment, the borrower’s 
industry and the borrower’s market.  The borrower’s success is 
largely a function of a well-defined value proposition, an effective 
business strategy grounded in a defensible source of competitive 
advantage and successful implementation of that strategy. The 
module begins with an overview of the risks introduced by the 
economic environment.  The module reviews the role of business 
and competitive strategy and defines three basic types of 
competitive strategies—price, product differentiation, and product 
focus. The module identifies the various factors influencing a 
company’s choice of business strategy. Product, industry, market 
structure and position, stage in life cycle and barriers to entry must 
be considered when defining and monitoring business strategy. The 
module outlines quantitative measures for assessing the effective 
implementation of strategy. 
 
LEARNING OBJECTIVES 
 

At the end of this module, you will be able to 
 

 identify and explain the causes of economic fluctuations 
 

 describe the tools available to the Federal government to   
influence economic activity 

 

 describe the operation of fiscal and monetary policy 
 

 understand the impact of recent legislative and regulatory 
initiatives 

 

 list four tools that can be used to determine the current state of 
the economy and discern its future direction 

 

 list at least five sources of economic information 
  

 explain what is meant by the strategy of a business and why a 
strategy is important 
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 explain why strategy must correlate with and support the 

owners’ objectives 
 
 list the three basic types of competitive strategies, define the key 

elements of each strategy, and describe the factor(s) that 
determine the success of the strategy 

 
 identify and define the key factors influencing the competitive 

strategy selected by a company 
 
 identify measures for the effective implementation of 

competitive strategy 
 
 define the role of margin and volume in the successful 

implementation of strategy 
 

In Module One you were introduced to the external environment 
(Visual 1-9) in which the borrower operates.  All the elements of the 
external environment are largely uncontrollable by the typical 
borrower. These uncontrollable elements introduce risk into the 
business.  The lender must assess the risk assumed by the borrower 
and the borrower’s management of the risk. 
 

The borrower’s success is determined by the ability to identify and 
manage what were characterized as critical key variables which the 
borrower can control (Visual 1- 10). 
 
ECONOMIC RISK 
 

One of the very important uncontrollable factors creating risk for any 
borrower is the economic environment.  
 

Changes in the economy can influence the borrower’s level of sales, 
gross margin, asset utilization and appropriate financial leverage. The 
changes also introduce volatility into cash flows which increases the 
risk in a credit. An important part of credit analysis is understanding 
the economic environment, anticipating changes in that environment 
and evaluating the impact on industries and individual borrowers in 
the bank’s portfolio. 
 
Economic Fluctuations 
 

Fluctuations in investment and savings decisions of households and 
businesses create economic fluctuations, as shown in Visual 3-1. 
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Visual 3-1 
Economic Fluctuations 

 Seasonal 

 Cyclical 

 Secular 

 Wave 
 
Seasonal fluctuations are the regular economic fluctuations 
associated with different seasons of the year; i.e. agriculture. Cyclical 
fluctuations are characterized by the periodic ups and downs of the 
economy, generally spanning 8 to 10 years and consisting of periods 
of expansion and recession.  Secular trends are the longer-term trends 
of the economy, spanning 25 to 30 years.  Waves are less well 
defined but have been described as longer-term regular fluctuations 
in the economy, spanning 50 to 60 years. 
 
Inventories 
 

Exhibit 3-1 demonstrates the role of inventories in reconciling the 
disparate investment and savings decisions of businesses and 
households by showing the swings in the inventory/sales ratio over 
the past twenty-five years with emphasis on the last 12 years. 
 

The increase in the Inventory/Sales Ratio in mid - 2006 led to a 
slowing of economic activity in the first two quarters of 2007. 
Inventories began to build again in late 2007 as the economy slid 
into a recession.  The Inventory-Sales Ratio rose sharply in 2008 as 
consumer confidence collapsed with the near meltdown of the 
banking industry. Businesses reacted quickly to the sharp 
deterioration in the ratio by aggressively cutting production and 
employment. The Inventory-Sales ratio improved during 2009 as 
businesses aggressively reduced inventories.  
 

Business inventories began to rise in the winter of 2014 and 
continued into the spring of 2015. The build-up represented a 
slowing of exports due to economic problems in Europe and China 
compounded by the strengthening U.S. dollar. Falling demand in 
the energy and agriculture sectors resulted in rising inventories and 
adversely affected commodity prices.  The buildup of inventories 
continued into the spring of 2016 slowing economic activity.  
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Inventories Compared With Monthly Sales  
Manufacturing and Trade Seasonally Adjusted 
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The Great Recession was more severe because a lot of the build-up 
in inventory was in residential housing which has a long production 
cycle and is labor intensive. The sharp slowdown in new 
construction had a disproportionate impact on unemployment. The 
effect was compounded by the “shadow inventory” resulting from 
foreclosures and aggravated by the delays in the foreclosure 
process. The impact was also felt in industries supporting housing 
(covariance and contagion) e.g., materials suppliers, appliance and 
furniture manufacturers and retailers. The excess inventory has been 
significantly reduced and residential construction has rebounded. 
 

Between 2014 and 1016 buildups in inventories in agriculture and 
energy led to significant slowing in activity in these industries.  As 
was the case with housing there is significant covariance with 
suppliers and local businesses e.g. retailers, lodging, auto dealers.  
Because of the covariance, bank borrowers outside these industries 
have also been adversely impacted. 
 

Beginning in 2017, consumer confidence improved as the 
unemployment rate continued to fall, employment across all 
segments of the population improved and wages began to rise as 
consumers saw the benefit of passage of the Tax Cuts and Jobs Act.  
The improved economic outlook led consumers to increase spending 
leading to improvement in the inventory/sales ratio. 
 

More recently, the imposition of tariffs, trade disagreements with 
China and uncertainty about the recovery, the national and 
international economic environments and the political and regulatory 
environments have dampened consumer and business sentiment 
leading businesses to more carefully manage inventories as the 
inventory/sales ratio has begun to deteriorate. 
 

Business inventories are therefore an early harbinger of changes in 
economic activity.  It is important that business managers and 
commercial lenders actively monitor business inventories, so they 
can be alert to changes in economic trends.  It is critically important 
that manufacturers, wholesalers and retailers have in place good 
inventory management systems to mitigate the potential impact of 
changes in the economic environment. 
 
GOVERNMENT INFLUENCE ON THE ECONOMY 
 

The Employment Act of 1946 mandated that the federal government 
take an active role in influencing economic activity.  The tools 
available to implement this directive are 
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Visual 3-2 
Government Tools Used to Influence  

Economic Activity 
 Fiscal Policy 
 Monetary Policy 
 Regulation 

 
Fiscal Policy 
 

Government spending and taxing can be used as a substitute for 
savings and investment. Government spending stimulates economic 
activity while taxing reduces consumers and businesses ability to 
spend. 
 

Slowing economic activity in 2001 led to tax cuts and increased 
government spending to stimulate economic activity. The war on 
terrorism coupled with tax cuts and a lack of restraint in government 
spending led to large budget deficits. During 2009, the Federal 
government aggressively used fiscal policy, the $831B stimulus 
package, to reduce the impact of the recession and avoid a collapse of 
the banking system. 
 

During 2010 and 2011, tax revenues were reduced due to the 
recession and tax cuts.  The government increased federal spending 
to stimulate the economy. Reduced revenue coupled with increased 
spending including the increasing costs of entitlements and the cost 
to fight the wars in Iraq and Afghanistan led to unprecedented 
deficits.  Congress extended unemployment benefits and other 
“safety net” programs to reduce the impact of the economic 
downturn on individuals.  Congress also enacted new spending 
mandates for healthcare reform which are now increasing the deficit. 
 

Fiscal issues in state and local governments created by falling tax 
revenues, reduced Federal government support and increased 
spending mandates, union contracts, retirement and health care costs 
were a significant drag on the economic recovery. 
 

During 2012 and 2013, Congress imposed a sequester which slowed 
the growth of government spending. Congress also legislated an 
increase in marginal tax rates for individuals with taxable income 
more than $400M and couples more than $450M. The combination 
of restraint in government spending coupled with increasing tax 
revenues due to the slow recovery and higher marginal tax rates has 
significantly reduced the deficit.  Also, contributing to the reduction 
were  the  repayment of TARP  funds including  profits on the sale of  
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warrants to purchase bank stock granted to the US government, 
penalties paid by many financial institutions for mortgage lending 
abuses and the confiscation of profits of FNMA and FHLMC by the 
government. 
 

The uncertain political and regulatory environment continued to 
constrain economic activity resulting in a slow and uneven recovery. 
The sharp drop in the price of oil improved consumer confidence and 
provided funds for additional discretionary consumer spending which 
stimulated retail sales and purchases of automobiles.  
 

The Affordable Care Act is imposed significant costs on businesses 
and has led to consolidation among health insurance companies and 
health care providers to allow them to more cost effectively deal with 
the increased regulatory burden imposed by the Act. 
 

More recently, oil prices have declined due to oversupply, pipeline 
infrastructure issues and the weakening global economy. Crop prices 
have declined due to overproduction and the imposition of tariffs on 
U.S. agriculture imports by many countries e.g. China and the 
European Union.  The reduction in prices and demand coupled with 
reduced production have led to problems in these industries 
especially for borrowers with high fixed costs and significant debt. 
 

The 2017 Tax Cuts and Jobs Act has lowered consumer, small 
business and larger business tax rates creating significant optimism 
which translated into increased consumer spending and business 
investment. 
 

The waning impact of the stimulus from the Tax Act coupled with 
the uncertainty of trade talks, the strength of the dollar, weakening 
economies around the world has led to a slowing of the economy.  
Complicating the outlook for the economy is the economic impact of 
the government shut-down and the disfunction of Congress 
especially since the mid-term elections. 
 

The consumer tax cuts contained in the Tax Act are set to expire the 
end of 2025.  Some Democratic candidates for President are 
advocating repeal of the tax cuts and a significant increase in the 
highest marginal tax rate.  This could reverse the positive economic 
stimulus of the Tax Act. 
 
Monetary Policy 
 

The Humphrey Hawkins Full Employment and Balanced Growth Act 
(1978) mandated that the Federal Reserve (Fed) pursue monetary 
policies to maintain price stability and maximum employment. 
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The Federal Reserve uses monetary policy to influence economic 
activity by influencing the amount of money available to finance 
economic activity and, in turn, the cost of that money, i.e., the 
interest rate. 
 

The tools used to implement monetary policy include: 
 

 reserve requirement 
 

 discount rate 
 

 open market operations 
 

The Federal Reserve tightened monetary policy in early 2000 to 
slow the economy and to burst the speculative bubble in the stock 
market. The Federal Reserve aggressively eased monetary policy in 
2001 to avoid a recession and to reduce the impact on the economy 
of the events of September 11.  
 

The Federal Reserve raised the Fed Funds rate in 25bp increments in 
2004 (5x), 2005(8x) and 2006 (4x) increasing the Fed Funds rate 
from 1% in 2004 to 5.25% in 2006 to slow the economy, restrain 
inflationary pressures and support the dollar. 
 

The economy began to slow in 2007 primarily because of 
weaknesses in housing and auto manufacturing. The Federal 
Reserve aggressively eased monetary policy in the fall of 2007 to 
provide liquidity to the economy and soften the impact of the 
meltdown in residential mortgage lending. Throughout the last half 
of 2008, the Federal Reserve creatively and aggressively used 
monetary policy to deal with the seizing of credit markets and the 
near collapse of the worldwide financial system. 
 

With interest rates near zero, the Federal Reserve significantly 
increased the size of its balance sheet (quantitative easing aka QE) by 
buying longer maturity U.S. Treasury obligations and mortgage 
backed securities. The action expanded excess reserves in the 
banking industry intended to drive down long-term interest rates and 
stimulate risk taking, bank lending and business investment.  
 

To enhance the Federal Reserve’s ability to manage the excess 
reserves created by QE, Congress passed the Emergency Economic 
Stabilization Act of 2008 effective November 1, 2008.  The act 
empowered the Fed to pay interest on required reserves (IORR) to 
partially offset the implicit tax that required reserves imposed on 
depository institutions.  The Fed is also empowered to pay interest on 
excess reserves (IOER) which influences bank’s desire to lend excess 
reserves rather than maintain the excess reserves on deposits at the 
Fed.  The excess reserves can have a significant impact on bank 
lending and the economy as each dollar of excess reserves can 
support about $10 in new bank lending. 
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The Fed has funded a significant portion of the federal deficit and 
provided liquidity to the mortgage market. The securities purchase 
program ended in October of 2014, but the Federal Reserve 
continued to reinvest principal payments and maturing securities into 
new securities maintaining the size of the Fed’s balance sheet at 
$4.5T up from $800B in 2008. 
 

The Federal Reserve persisted in keeping interest rates at 
historically low levels which has led to concerns about future 
inflation and potential asset bubbles in real estate and the stock 
market. A strengthening recovery in the last half of 2016 coupled 
with increasing wage pressure from low unemployment and rising 
oil prices has resulted in some increase in consumer inflation. 
 

The Fed began to raise the Fed Funds rate in December 2015 and 
again in December of 2016 followed by three rate increases in 2017 
(March, June and December). Accelerating economic activity 
resulting from aggressive fiscal policy coupled with regulatory relief 
pushed the Fed to raise the Fed Funds rate four times in 2018. 
 

The world-wide slow-down in economic activity has led the Fed to 
be more cautious about raising rates in 2019. The initial estimate of 3 
to 4 increases in 2019 will probably be reduced to one in the first half 
of the year with further increases to be predicated on the strength of 
the economy and the annual inflation rate. 
 

The Federal Reserve began to reduce the size of its balance sheet in 
October of 2017.  Initially, the Fed reduced its balance sheet $10B a 
month for the first quarter increasing $10B a quarter until it reached 
$50B a month divided $30B in treasury securities and $20B in 
agency/mortgage backed securities (MBS). The Fed has also reduced 
the rate paid on excess reserves (IOER) to partially offset the 
stimulus provided by the Federal budget deficit (2.4% as of 12-20-
18). 
 

The current economic environment has presented the Federal 
Reserve with numerous challenges as it attempts to implement 
monetary policy. Dramatic changes in the way individuals hold 
money e.g., mutual funds, exchange traded funds (ETFs) and 
cryptocurrencies e.g. bitcoin have blurred the definitions of the 
money supply.  Non-bank alternatives e.g., commercial paper, 
securitization, non-bank financial institutions, institutional investors 
and the secondary market have been a significant source of credit 
outside the control of the Federal Reserve. The Federal Reserve can 
only increase the amount of bank reserves.  It cannot force banks to 
lend or businesses and consumers to borrow.  
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The Federal Reserve must balance the need to stimulate the 
economy against the threat of inflation and the impact on the value 
of the dollar. The Fed can only directly influence short-term rates. 
Long-term rates reflect the demand for credit driven by economic 
activity, the Federal surplus/deficit and expectations about future 
inflation. The Fed has attempted to influence long term interest 
rates with its quantitative easing program. 
 

Further complicating the Federal Reserve’s implementation of 
monetary policy is the dollar’s role as a world currency. There is 
significant demand for dollars abroad beyond what is needed to 
support domestic economic activity. Fiscal and monetary policies in 
other countries e.g. European Union, Japan, China and the Middle 
East can influence the value of the dollar and complicate 
implementation of monetary policy in the U.S.  
 

The emergence of cryptocurrencies e.g. Bitcoin, Ethereum, Ripple 
XRP and Ripple Net threaten to weaken the control central banks 
including the Fed have over the global money supply. 
 

The Federal Reserve’s aggressive monetary policy has had a 
significant impact on bank net interest margins and profitability 
leading banks and other lending institutions to become more 
aggressive in underwriting and structure of loans to try and increase 
loan volume and margins.  
 

Aggressive underwriting e.g. lower debt service coverage ratios, 
interest only terms, longer amortizations, covenant lite and non-
recourse coupled with the rising interest rates introduces another 
element of risk in lending. 
 

The Fed’s aggressive monetary policy coupled with fiscal policy 
stimulus led to strong economic growth creating historically low 
unemployment rates across all sectors of the labor force and pressure 
on employers to raise wages to attract and retain employees. This 
pressure could impact borrowers’ ability to service debt unless they 
can raise prices to offset the higher labor costs which could lead to 
higher price inflation i.e. wage/price spiral. 
 

A whole generation of lenders and borrowers have never experienced 
a high interest rate environment. Lenders must assess their 
borrowers’ vulnerability to higher interest rates and consider 
introducing the borrowers to tools to manage interest rate risk e.g. 
derivatives, caps, floors and collars. 
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Regulation 
 

The Federal Government can influence economic activity through 
regulation. Deregulation of the financial services, transportation, 
telecommunications, and utilities industries dramatically 
restructured each industry. High-cost providers who had been 
insulated by regulation faced new low-cost competitors.  Wrenching 
changes were required to meet the new competitive realities. 
Deregulation can also have unintended consequences such as the 
abuses of subprime and Alt A mortgage financing. 
 

Regulation is now being used as a tool to effect social change and to 
clean up the environment.  Costs are being shifted from the public 
sector to the private sector. 
 

Congress concluded deregulation of the financial services industry had 
gone too far. To address concerns about abuses in the financial 
services industry and to assure a financial crisis similar to 2008-2009 
would not recur, Congress passed the Dodd-Frank Wall Street Reform 
and Consumer Protection Act (2010). The Act imposed significant 
new regulatory burdens on the financial services industry while 
reducing fee income opportunities, increasing funding and 
compliance costs   and   increasing   capital   requirements.  The Act 
created significant competitive challenges particularly for community 
banks. 
 

The Consumer Financial Protection Bureau (CFPB) created by Dodd 
Frank has promulgated new regulations which have had a dramatic 
impact on mortgage, consumer, credit card and auto lending.  The 
increasing regulatory burden has significantly increased the 
compliance costs for banks especially community banks and has led 
to reduced access to consumer credit and a significant increase in 
bank merger activity.  Efforts are underway to reduce the regulatory 
burden imposed by CFPB. 
 

The Environmental Protection Agency (EPA) and the National Labor 
Relations Board have aggressively used regulation to achieve 
environmental and union labor objectives previously stymied by the 
Congress. Regulation has imposed additional costs especially on 
small business e.g. overtime, minimum wage.  The current 
administration has rolled back many of the more onerous regulations 
impacting bank business borrowers 
 

The Affordable Care Act has imposed significant costs on businesses 
resulting in consolidation in health care as well as changes in hiring 
and compensation practices in businesses. 
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Commercial lenders often fail to recognize that all the consumer 
protection regulations e.g. Regulation B apply to small businesses 
with sales <$1M including discouraging applications, adverse action 
notices, spousal signature requirements and providing copies of 
appraisals. 
 

Congress passed and the President signed the Economic Growth, 
Regulatory Relief and Consumer Protection Act which became law 
on May 24, 2018. The legislation addresses several issues including: 
 

 Title 1 Improving Consumer Access to Credit 
 

 Title 2 Regulatory Relief and Protecting Consumer Access to 
Credit 

 

 Title 3 Protections for Veterans, Consumers and Homeowners 
 

 Title 4 Tailoring Regulations for Certain Bank Holding 
Companies 

 

 Title 5 Encouraging Capital Formation 
 

 Title 6 Protections for Student Borrowers 
 

The Act provides regulatory and capital relief to banks with < $250B 
in assets and particularly community banks with <$10B in assets. 
 
Foreign Influence 
 

Because of the United States’ position as a net debtor, economic 
policy is also heavily influenced by the actions of foreign monetary 
authorities.  The U.S. need for funds borrowed from abroad to 
finance the budget and trade deficits requires that U.S. interest rates 
be competitive with alternative foreign investment opportunities.  
This is the case even though higher interest rates may be detrimental 
to the domestic economy. 
 

Most U.S. businesses now face global competition. To remain 
competitive, businesses must control cost, emphasize quality, quick 
response and an educated, well trained, motivated workforce. Sectors 
of the economy traditionally shielded from international competition 
e.g. call centers, accounting, software development are now being 
impacted by foreign competition. 
 

Economic uncertainty in Europe and China threaten the economy in 
the U.S. The strong dollar during 2014 and 2015 reduced inflationary 
pressures in the U.S. but adversely impacted manufacturing and key 
export industries including agriculture. 
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Through 2016 and 2017 the dollar weakened making U.S. exports 
more competitive in world markets.  The U.S. also became a large 
exporter of oil and natural gas changing the dynamics of the global 
energy markets. Relatively cheap energy, more competitive labor 
rates in the U.S. and a more favorable investment, tax and regulatory 
environment are leading U.S. companies to bring back manufacturing 
to the U.S. and attracting foreign investment. 
 

Foreign exchange fluctuations have introduced another element of 
risk into lending as more borrowers derive significant earnings and 
cash flow from foreign subsidiaries.  A strong or weak dollar can 
have a significant positive or negative impact on reported earnings of 
U.S. companies as the earnings of foreign subsidiaries are translated 
into U.S. dollars. The strengthening dollar in 2018 reflecting the 
strength of the U.S. economy vs other world economies is beginning 
to adversely impact U.S. exports. 
 

U.S. tax law discouraged U.S. companies from repatriating foreign 
earnings because of the severe tax consequences. The 2017 Tax Cuts 
and Jobs Act adopted a territorial treatment of international earnings 
taxing only corporate income earned in the U.S. rather than income 
earned in overseas subsidiaries and repatriated to the U.S.  The bill 
also contains a one-time transition tax on international firm’s 
accumulated overseas profits.  The one-time tax rate is 15.5% for 
liquid assets and 8% for physical assets.  This change has encouraged 
U.S. companies to repatriate foreign earnings which can be 
reinvested in the U.S.  It has also encourage U.S. companies to 
expand domestic operations and return operations moved to other 
countries. 
 

Borrowers are becoming more sensitive to exchange controls and 
limitations on foreign investment in the U.S. e.g. China.  To manage 
the risk of currency fluctuations, lenders are encouraging borrowers 
to use forwards and future. 
 

Borrowers now must deal with the impact of tariffs on their 
competitive position in world markets and their supply chains.  Some 
U.S. industries have been impacted positively e.g. steel others 
negatively e.g. agriculture. 
 
Consumer Confidence 
 

Consumer spending represents 65-70% of Gross Domestic Product 
(GDP). Swings in consumer confidence dramatically affect consumer 
spending and economic activity as has been demonstrated since the 
fall  of  2007.  The  Great  Recession  ended  in June 2009  yet  many  
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consumers believed the economy was still in recession. Until 
recently, weak consumer confidence resulting from high 
unemployment, stagnant wages and uncertainty surrounding the 
Affordable Care Act translated to weak consumer spending impeding 
the recovery.  
 

Improving consumer confidence has led to a sharp increase in 
consumer spending contributing to economic growth.  More recently, 
consumer confidence has declined over concern about government 
disfunction and uncertainties about the economic and political 
situation domestically and around the world.  The potential impact on 
consumer spending is currently unknown. 
 
Structural Changes 
 

Structural changes in the U.S. economy have significantly influenced 
economic activity in various areas of the country.  The changes 
began in the early 80’s, progressed through sectors of the economy 
throughout the decade of the 90s and are continuing in the new 
millennium. Sectors which have been affected include:    
 

 agriculture 
 

 manufacturing 
 

 energy 
 

 real estate 
 

 retailing 
 

 transportation 
 

 computers 
 

 financial services 
 

 health care 
 

 telecommunications 
 

 utilities 
 

 services e.g. taxis, hospitality 
 

 residential real estate lending 
 

 income property lending e.g. multifamily, retail and office 
 

 investment banking 
 

 community banking 
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Monitoring current economic data can suggest economic trends.  For 
example, increased industrial production, durable goods sales, retail 
sales, and housing starts generally indicate a rising economy with 
increasing employment.  Rising business inventories could suggest 
overproduction, leading to production cutbacks and layoffs.  
Increases in the producer and consumer price indices may indicate 
rising wages, slowing improvements in productivity, rising raw 
materials prices, or capacity pressures. Declining consumer 
confidence may indicate an impending decline in retail sales. 
 

In addition to monitoring the national economy, it is important to 
monitor the regional and local economy especially if there are 
industry or employer concentrations.  Becoming a member of local 
professional or civic organizations, subscribing to the local 
newspaper and periodic meetings with local and regional business 
and civic leaders are excellent ways to monitor the local and regional 
economy. 
 

Changes in the economic environment may affect different 
companies and industries in different ways, depending on 
 

 customer base 
 

 cost structure 
 

 competitive strategy 
 

 market share 
 

Sources of industry information include: 
 

 industry trade associations 
 

 First Research, IBIS World or Vertical IQ industry analyses 
 

 industry research reports prepared by major banks, investment 
banks and investment funds 

 

 internet 
 

Responsible lenders must continually monitor the economic 
environment and anticipate how changes in the economic 
environment may impact the local economy, a borrower, an industry, 
or the lender’s loan portfolio. Borrowers and industries particularly 
vulnerable are those with high fixed costs and little pricing power 
e.g. agriculture and energy. Anticipating adverse consequences will 
provide the lender time to take appropriate steps to mitigate potential 
problem loans and losses to the bank. 
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The restructure has been a reaction to increasing competition and 
changing technology. Competitive strategies often focus on price 
requiring sharp reductions in costs. Labor intensive industries e.g. 
textiles have relocated to low wage countries such as Mexico, China 
and now Thailand and Vietnam. 
 

Other structural changes which have influenced economic activity 
include 
 

 restructure of American industry is eliminating many high 
paying jobs especially in middle management, services and the 
auto industry 

 

 technology is changing required job skills unfortunately the 
secondary education system is not developing STEM (science, 
technology, engineering and mathematics) core competencies 

 

 new technology has led to massive discoveries of domestic oil 
and natural gas which are rapidly changing the competitive 
position of the U.S. in world manufacturing to the detriment of 
industries and geographic areas dependent on coal. 

 

 disrupters including Amazon, Uber, Airbnb and fintech 
companies have had a dramatic impact on many industries 
adversely impacting profitability necessitating radical changes 
in competitive strategies to preserve profitability and survive 

 

 a growing concern is the impact of artificial intelligence and 
robotics on borrower labor requirements including appropriate 
skill sets, cost structure and competitive position     

 
MONITORING THE ECONOMIC ENVIRONMENT 
 

The rapidly changing economic environment requires that a bank and 
its lenders develop effective tools for monitoring the economic 
environment and discerning its future direction. These tools can be 
grouped into four broad classes: 
 

 measures of economic activity  
 

 indicators of Federal Reserve activity 
 

 economic indicators 
 

 measures of consumer/business confidence 
 

Exhibit 3-2 outlines various sources of economic information. 
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Exhibit 3-2 
Sources of Economic Information 

 
Economic Research 
Federal Reserve Bank of St. Louis 
 

U.S. Financial Data (weekly via the Internet) 
 
Economic Research 
Federal Reserve Bank of St. Louis 
https://research.stlouisfed.org 
 
 Monetary Trends (monthly via the internet) 
 National Economic Trends (monthly via the internet) 
 Annual U.S. Economic Data (annually via the internet) 
 
Publications are free. 
 
Publications Services 
Board of Governors of the Federal Reserve System 
 Washington, D.C.  20551 
 
 Federal Reserve Bulletin (quarterly; via the internet) 
 
Publication is free. 
 
U.S. Department of Commerce 
Bureau of Economic Analysis 
 
 Business Conditions Digest 
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BUSINESS AND INDUSTRY RISK 
 
Business Strategy 
 

The borrower’s ability to compete in an ever-changing external 
environment is largely determined by a well-defined and executed 
business plan. Any successful business meets customer needs 
profitably. The borrower’s approach to meeting customer needs is 
defined in the strategic plan and value proposition. Visual 3-3 lists 
the basic questions which management must address. 
 

Visual 3-3 
Strategic Questions 

 

 Who Are We? 

 What Do We Want To Be? 

 Where Are We Going? 

 How Do We Get There? 

 What Do We Do? 

 Who is Responsible? 

 How Do We Monitor Our Progress? 

 How Do We Communicate The Results? 
 
The answers to these questions translate to: 
 

 situation analysis 
 

 mission statement 
 

 goals 
 

 strategies 
 

 action items 
 

 implementation 
 

 communication plan 
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The lender must obtain evidence of borrower planning when 
evaluating a loan request.  The evidence   may be a business plan or 
borrower prepared proformas, projections and cash budgets with the 
underlying assumptions. In the absence of formal documents, the 
lender can pose the strategic questions during an interview. Clear, 
well-thought out answers provide evidence of planning. 
  

After satisfying himself/herself, that the borrower has planned, the 
lender must determine if the borrower has assumed or charged 
responsibility for implementation of the plan, has established 
systems to monitor implementation and has communicated the plan 
to all levels of the organization. 
 
Competitive Strategy Questions 
 

Competitive strategy attempts to answer three additional questions  
by defining a value proposition: 
 

         Visual 3-4 
         Competitive Questions 

 

 Who Is Our Customer? 
 Why Do They Do Business With Us? 
 What Makes Us Different? 

 
Types of Competitive Strategies 
 

The answers to these questions translate to the three basic types of 
competitive strategies or value propositions. 
 

     Visual 3-5 
   Types of Competitive Strategies 

 

 Price/volume/cost leadership 
 Product differentiation 
 Product focus or niche 

 
 Price—Offering the lowest price in the market is a competitive 

strategy. The keys to success are generally volume, strict cost 
control and effective use of technology. Lowest price may be 
defined in terms of lowest total cost, e.g. availability, ease of 
installation, service requirements, availability of parts 
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 Product Differentiation—Another competitive strategy is to 

convince the market that a product is different. The key to 
success is to create real or perceived differences in the product 
or service, focusing on features, quality, image, location, hours, 
service, or selection. The better the company is able to 
differentiate its product and create perceived value, generally 
the more control the company will have over its price and gross 
margin. Effective marketing is often critical to success. 

 

 Product Focus—Firms may choose to target a particular market 
segment by designing products and services to meet the unique 
needs of that market niche. Success is determined by how well 
products are focused and marketed at prices to yield a 
satisfactory return. 

 
FACTORS INFLUENCING CHOICE OF 
COMPETITIVE STRATEGY 
 

Product 
 

Capital goods generally refer to products and services used by 
businesses, while consumer goods refer to goods and services 
consumed by households. Visuals 3-6 and 3-7 list the factors 
influencing the purchase of consumer and capital goods. The 
economic environment has a differing impact on the seller of 
consumer goods as opposed to the seller of capital goods. The 
financial performance of sellers of capital goods tends to lag the 
general economy. In contrast, companies that sell to consumers tend 
to track the general economy (65-70% of GDP is consumer 
spending). 
 

   Visual 3-6 
    Factors Influencing 

    Level of Consumer Spending 
 

 Stock of liquid assets 
 Stock of durable goods on hand 
 Expectations income, prices, product 

availability 
 Consumer indebtedness 
 Attitudes toward thrift 
 Taxation 
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Since purchases of capital goods are generally large and can be 
deferred, the impact of the economic environment on sellers of 
capital goods requires that they maintain relatively large gross 
margins, generally forcing a competitive strategy that emphasizes 
product differentiation or product focus. In contrast, sellers of 
consumer goods may pursue any one of the three competitive 
strategies. 
 

Visual 3-7 
Factors Influencing 

Level of Capital Spending 
 

 Profit expectations 

 Technological advance and innovation 

 Acquisition, maintenance, and operating costs 

 Interest rates (hurdle rates) 

 Government policies (Section 179) 

 Stock of capital goods (current operating rate) 

 Expectations of future sales and profitability 
 
Consumer goods are generally classified as durable (with a life of 3 
years or more) or nondurable (less than 3 years). The purchase of 
durable goods can be postponed making sales more vulnerable to 
changes in the external environment. 
 

The presence of good substitutes has a tremendous impact on a 
firm’s ability to control product price; the more good substitutes 
available, the weaker the firm’s control over price.  
 
Market Structure Influences Choice of 
Competitive Strategy 
 

The market structure in which a company operates influences its 
choice of competitive strategy. 
 

There are four basic market structures: pure competition, 
monopolistic competition, oligopoly, and monopoly. Visual 3-8 
defines each market structure in terms of 
 

 number of competitors 
 

 ease of market entry 
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                                              Visual 3-8 
                                  Market Structure Summary 
 
 Pure Monopolistic 
Characteristic Competition Competition Oligopoly Monopoly 
 

Number of Very large Many Few One 
competitors number 
 
Ease of Very easy Relatively Difficult No entry 
market entry  easy 
 
Product None Significant Standardized Unique 
differentiation  real or perceived         or product 
  differences differentiated 
   
Control over None Function of Limited by Considerable 
price  ability to competition 
  differentiate 
  product 
 
Nonprice None Significant Significant Limited 
competition 
 
Example Contractors Retail Trade Auto Utilities 
 
 
 product differentiation 
 

 control over price 
 

 non-price competition 
 

The market structure a firm finds itself in may well dictate its 
competitive strategy.  
 

 Pure Competition—An   individual seller must meet the market 
price because of the inability to differentiate the firm’s product 
from that of competitors. Volume and cost control are critical to 
survival. 

 

 Monopolistic Competition—Opportunities exist to compete on 
price, product differentiation, or niche depending on the nature 
of the product; for example, Costco, Kroger/Safeway, Trader 
Joe’s. 
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 Oligopoly—Price competition is rare because an individual 

firm will lose market share if it raises its price above the market 
price unless other competitors follow. Similarly, it will not gain 
significant market share if it cuts price below the market price 
because all competitors will follow the price cut rather than lose 
market share. Since all competitors market essentially 
interchangeable products, competition focuses on perceived 
differences such as style, loyalty programs or image e.g. autos, 
airlines. 

 

 Monopoly—By definition, there are no substitutes, and the 
monopolist has the ultimate niche. The monopolist attempts to 
maximize total revenue rather than price to maximize profits 
e.g. utilities. 

 
Market Position Influences Competitive Strategy 
 

The position of a company within the market can influence its 
competitive strategy. Unless the firm is a market leader, it must often 
react to the market leader’s strategy on price, volume, and costs. 
 

Visual 3-9 demonstrates the relationship between market share and 
market growth. The individual cells in the matrix suggest the 
following profit expectations and financing requirements: 
 

 Star—Large financing needs because of rapid market growth; 
however, the firm should have significant internally generated 
funds because of high profitability made possible by good 
margins and large volume due to market share. 

 

 Cash Cow—High profitability because of large market share, but 
low financing requirements because of slow market growth. 

 

 Question Mark—Large financing requirements because of 
rapid growth, but relatively low profit margin because of 
marketing expenditures or smaller gross margin (lower price) 
necessary to increase market share. The company’s financial 
performance may be adversely affected by an economic 
downturn or competitive response by the market leader. 

 

 Dog—Poor profitability because of small market share in a 
slow-growing market.  The company probably has relatively 
high operating expenses, which adversely affect profitability.  
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Stage in Life Cycle and Competitive Strategy 
 

Visual 3-10 shows the four stages in the life cycle of a business: 
embryonic, growth, mature, and aging. 
 

As a company or industry moves through its life cycle, margins tend 
to narrow as new competitors enter the industry. This often 
necessitates a change in competitive strategy. 
 

An example is the microcomputer industry which was created by 
Apple Computer. After a time, IBM entered the market, 
differentiating its product by opening the system architecture and 
encouraging software programmers to write software that was 
targeted to businesses and compatible with IBM hardware. With the 
success of the IBM PC, new competitors entered the market 
purchasing the microprocessor and operating system from Intel and 
Microsoft but offering a lower price (IBM clones). Advances in chip 
technology and falling costs coupled with industry overcapacity led 
to aggressive price competition. 
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                                   Visual 3-10 
                                    Life Cycle 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Some companies carved out niches, such as Samsung with smart 
phones and tablets, Amazon with the Kindle e-reader, Oculus with 
virtual reality headsets and Fitbit with personal fitness monitors. 
 

IBM has abandoned the laptop and desktop PC market and now 
focuses on value added services while Apple has introduced new 
products (iPod, iTouch, iPhone XR, iPad, iWatch) to facilitate entry 
into new markets e.g. on demand music, streaming video and Apple 
Pay with higher margins.  
 

Apple demonstrates the importance of a company “reinventing” 
itself as the competitive environment changes. Apple also 
demonstrates how a company can create significant value for the 
shareholders by designing a compelling value proposition which 
consumers feel they cannot live without and are willing to stand in 
line and pay a premium to get. Unfortunately, Apple also 
demonstrates the perils of failing to continue to meet customer 
expectations as recently its revenue and profitability have declined. 
 
Barriers to Entry 
 

Visual 3-11 describes barriers to entry which provide significant 
opportunities to influence price and improve margins.      
  

Aging 

Mature 
 

Growth 
 

Embryonic 
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Visual 3-11 
       Barriers to Entry 

 Economies of scale 

 Brand loyalty 

 Large capital investment 

 Access to channels of distribution 

 Proprietary technology 

 Favorable location 

 Financially strong, well- entrenched competitors 

 High switching costs including out-of-pocket 
costs and impact on product quality 

 
 

Government Regulation 
 

Government regulation also affects competitive strategy, especially 
in areas such as antitrust, subsidies, tariffs, quotas, and regulated 
monopolies e.g. electric vehicles and ethanol. 
 

Market Disrupters 
 

Market disrupters e.g. Amazon/Walmart, Apple/Samsung, Uber/Lyft 
Airbnb, Alphabet/Google, Facebook, Netflix and fintech including 
market-based lenders such as Lending Club, OnDeck, Prosper,  and 
Kabbage are having a significant impact on the competitive strategy 
of many industries. These disrupters are using proprietary technology 
and the internet to create compelling value propositions and 
competitive advantage. Every segment of the economy is potentially 
subject to disruption as technology, artificial intelligence and robotics 
change the competitive dynamics of a broad range of industries. 
 

These market disrupters have also demonstrated the risk of 
covariance among borrowers as the impact of disruption has 
extended beyond retailers to malls, strip retail centers, hospitality and 
office buildings.  There continues to be significant potential for 
disruption in income property real estate as the economy moves from 
a location-based economy to an internet based economy. 
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SUCCESSFUL IMPLEMENTATION OF STRATEGY 
 
Measures 
 

Profitability is a measure of the successful implementation of 
strategy. Competitive strategies can be broadly defined in terms of 
margin and asset utilization. Efficient companies are those that use as 
few assets as possible to support required sales volume and maximize 
profit. The relationship among measures of profitability defines the 
elements that management must control to ensure profitability. 
 

Visual 3-12 defines three measures of profitability - ROS, ROA and 
ROE. 
 

                                  Visual 3-12 
                        Profitability Measures 
 
 

 Return on Sales (ROS) = Profit/Sales 
 
 Return on Assets (ROA) = Profit/Assets 
 
 Return on Equity (ROE) = Profit/Equity 
 
  
Visual 3-13 demonstrates the relationship among these three 
measures. 
 

                                  Visual 3-13 
          Profitability Measures Interrelationship 
 
ROS x Asset Utilization  = ROA  
 

Profit x                 Sales                   = Profit  
Sales                         Assets          Assets 

 
.04 x               2        =    .08 
 
ROA x Financial Leverage = ROE 
 
 Profit x                 Assets   =        Profit 
Assets                    Equity                  Equity 
 
.08 x            2.5   =   .20 
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Return on sales (ROS) describes how many pennies of each sales 
dollar drop to the bottom line. As such, it focuses on management’s 
effectiveness in pricing i.e. value proposition, its efficiency in cost 
control i.e. operating leverage, and volume.  
 

Return on assets (ROA) integrates the concept of asset utilization i.e. 
efficiency of the operating and fixed asset cycles, focusing on how 
many dollars in sales are supported with a dollar in assets. As such, 
ROA speaks to the earning power of the assets and is the best 
measure of operating efficiency.  
 

Return on equity (ROE) adds the concept of financial leverage, 
answering the question of how many dollars in assets are supported 
with a dollar in equity. ROE addresses the efficiency and profitability 
of the owner’s investment.  
 

Businesses and industries are differentiated by working asset, 
margin, asset utilization and financial leverage. The manager of a 
business can improve ROS through more effective pricing, better 
cost control and increased volume.  He/she can improve asset 
utilization by getting more sales from the existing asset base. 
Profitable financial leverage results from incremental sales and 
attendant gross margin generated by more assets. The additional 
profits more than offset the cost of the incremental debt used to 
finance the purchase of the assets i.e. positive financial leverage. 
 
Competitive Strategy and Profitability 
 

Visual 3-14 demonstrates that a given ROA objective can be 
achieved through various combinations of margin and asset turnover. 
 

Visual 3-14 
Return on Asset Alternatives 

 
           Margin Asset Turnover ROA 
 

 1% 10x = 10% 

 2%    5x = 10% 

 5%    2x = 10% 
 

The relationship between margin and asset utilization in determining 
return on assets provides the framework for competitive strategy. 
Three businesses that perform the same function in the same industry 
and use the same working asset may differ dramatically in their 
competitive strategies. 
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For example, compare a local department store e.g. Kohls, Dillard’s. 
Macys with Walmart. The local department store emphasizes style, 
image, quality, and operates with relatively higher margins and lower 
volume. Walmart, however, emphasizes lower margins, high volume, 
and technologically advanced inventory management. Neiman 
Marcus, Saks or Bloomingdales, on the other hand, emphasize high 
style and enjoy larger margins but lower volume.  
 

These competitive strategies involve different management emphases 
and different risks to lenders. Because the department store must 
differentiate its product, it must stress facilities, merchandise, and 
advertising, while Walmart must emphasize cost control and volume. 
Neiman Marcus must deliver a product that meets the needs of a 
narrowly defined clientele and therefore must be unique.  
 

The migration of traditional retail sales to the internet (Amazon) has 
forced many retailers to rethink their value proposition and 
competitive strategy e.g. Barnes & Noble, Best Buy, Walmart, mall 
retailers. 
 
Summary 
 

Module 2 Understanding the Borrower’s Business focused on the 
balance sheet, how financing needs arise and alternatives to meet 
those needs. This module focuses on the income statement and 
determinants of profitability including factors influencing the 
borrower’s vulnerability to changes in the external environment. The 
modules emphasize the importance of identifying the key variables 
(Visual 1-10) that are going to be critical in determining the 
borrower’s financing needs and ability to repay. 
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EVALUATING MANAGEMENT                                       4 
 

 
 

 
Notes 

OVERVIEW 
 

This module examines the management process. The emphasis is on 
evaluating the management team focusing on aspects of management 
including skills, integrity, and core competence. The module also 
discusses tools available to the lender to evaluate management and 
monitor management performance.  
 
LEARNING OBJECTIVES 
 

At the end of this module, you will be able to: 
 

 describe the traits of a good manager and leader 
 

 identify members of the borrower’s management team 
 

 evaluate management requirements to meet the challenges of 
the company’s position in its life cycle 

 

 evaluate the quality of management’s internal systems 
 

 identify stakeholders of the borrower 
 

 evaluate the quality of banker/borrower communication 
 

 utilize three tools to evaluate management 
 

 apply the techniques in a short case study (optional) 
 
MANAGEMENT EVALUATION 
 

Key to the success of any business is management. Management must 
identify and manage the critical key variables in the face of external 
uncertainties. 
 

The lender’s role in credit analysis becomes one of identifying the 
critical key variables, evaluating management’s past effectiveness in 
managing them and forecasting management’s future effectiveness. 
This analysis assesses the risk in the credit and forms the foundation 
for the lending decision.  Financial statements are a report card on 
management effectiveness. 
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MANAGEMENT SKILLS 
 

A critical part of assessing management is evaluating management 
traits and how the manager gets things done. The skills must be 
evaluated in the context of the company’s life cycle.  
 
Traits 
 

A good manager possesses the following traits: 
 

 conceptual 
 

 decisive 
 

 empathetic 
 

 inspirational and motivational 
 

 able to delegate 
 

 provides direction and feedback 
 

 good communicator 
 

 good listener 
 

 planner 
 

 results oriented 
 

 knows his/her business 
 

Effective managers may not be effective leaders and vice versa. 
Managers tend to focus on today while leaders focus on the future. 
Managers are effective at planning and budgeting, organizing and 
staffing, controlling and problem solving.  
 

Effective leaders, in contrast, focus on defining a strategic vision. 
The leader then properly aligns people and clearly communicates the 
vision to all levels of the organization. A leader is very effective in 
inspiring and motivating people. Skills of both managers and leaders 
are important when a company is stressed – attention to detail, vision 
and ability to inspire and motivate. 
 

Characteristics of an effective leader include: 
 

 visionary 
 

 effective communicator 
 

 empowerment and delegation 
 

 risk takers 
 

 cool under pressure 
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 in-depth knowledge of business 
 

 encourage dissent 
 

 optimistic 
 

 demanding 
 

 effectively balance multiple priorities 
 

 continuing education and competence matter 
 

The traits required of an individual member of the management team 
are a function of his or her position in the organization. Conceptual 
skills are a prerequisite for top management. Political and 
interpersonal skills are critical for middle management. Technical 
skills are important for lower management and operational skills are 
important for supervisors. 
 

An effective lender must evaluate the management traits and 
management effectiveness of all members of the borrower’s 
management team. The lender must determine whether the traits are 
appropriate given the individual’s management responsibilities. 
 
Management Effectiveness 
 

Management is getting people to do things they may not want to do 
and enjoy it. To accomplish this a manager will use a variety of 
techniques. 
 

 fear 
 

 monetary incentives 
 

 praise 
 

 recognition 
 

 additional responsibilities 
 

 respect 
 

Some forms of motivation work better in certain situations than others. 
When a company is troubled, the manager may use fear of company 
failure or loss of a job as a motivator to change employee behavior.  
This form of motivation is not effective when a company or the general 
economy is doing well. Good managers use motivational techniques 
which are appropriate for a particular situation. 
 

The owner/manager may be effective in managing one aspect of the 
business e.g. sales or operations but may lack the skills to manage 
other aspects of the business.  It is important that the owner/manager  
  



Commercial Lending 
 

 
 (c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
4-4 All rights reserved. Subject to annual license expiring January 31, 2020 

Notes 
recognize his or her limitations and hire individuals with 
complementary management skills.  A common mistake made by 
small business people is hiring other managers who are just like 
themselves. 
 

The lender cannot replace existing management or force the borrower 
to change his or her management style. The lender must be sensitive 
to how these factors will influence borrower behavior, borrower 
performance, and ultimately the borrower’s ability to repay debt. The 
lender may suggest that the borrower employ other individuals in the 
management team to complement the borrower’s strengths, or the 
lender may make the decision to withdraw from the credit if the lender 
feels the borrower’s management capacity is inadequate. 
 
Stage in Life Cycle 
 

                  Visual 4-1 
 
 
 
 
 
 
 
 
 
 
 
The appropriate elements of the management process will be defined 
by the stage in the company’s life cycle. In an embryonic company, 
the owner runs everything. Systems seemingly are not important 
because the owner keeps track of the business “in his/her head.”  
Because the owner is pulled in many directions, decisions are often 
delayed or do not get made.  
 

During the growth phase managers become more important. Now 
that responsibilities have been delegated and the company is more 
geographically diverse, the owner must rely more heavily on reports 
to monitor the status of the company. The owner often has a hard 
time “letting go” especially in those areas the owner likes best. The 
owner often delegates with no follow-up or provides little direction. 
In short, the owner delegates but cannot manage. Quite often, 
systems are inadequate to provide timely and comprehensive reports. 
 

  

Aging 

Mature 
 

Growth 
 

Embryonic 
 

Aging 

Embryonic 
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In the mature phase professional managers take over day-to-day 
operations. The owner knows what is going on primarily by reading 
reports. Senior management is often isolated from the line and 
communication is “filtered” by middle managers. 
 

Owner/entrepreneurs often have a difficult time making the transition 
from doing to managing. Many lack managerial skills. The transition 
period can be a very dangerous time in the company’s life cycle. 
Some owner/entrepreneurs choose to stay small or shrink to avoid or 
correct problems associated with growth.  Others prefer the “hands 
on” control of the business which is possible only if the business stays 
small. 
 

The transition from a growth company to a mature company may also 
require changes in management. During the growth phase sales and 
innovations are important. In the mature phase cost control is often the 
most important focus of management. Attention to management 
succession is also important to survive. An aging business often 
requires a change in management to bring in people with the skills 
needed to “reinvent” the business. 
 

Apple Computer presents a classic example of the management 
changes required as a company moves through its life cycle. Steve 
Jobs was the visionary who guided the company during its embryonic 
phase. John Sculley added management structure and process to direct 
the company during the growth phase. Michael Spindler had been 
called on to make the tough decisions required to keep Apple 
competitive in the mature phase. He failed and the company selected 
Gilbert Amelio to turn the company around. Amelio could not 
reinvigorate the company so the directors turned to the original 
founder Steve Jobs to provide the vision to “reinvent” the company. 
Now Tim Cook has stepped in as Steve Jobs successor. 
 

A lender must continually evaluate the capabilities of management in 
the context of the company’s stage in its life cycle. This is particularly 
important as the borrower moves from one stage to another. 
 
WHO IS MANAGEMENT? 
 

Organizational Structure 
 

The starting point in evaluating a borrower’s management team is the 
organizational structure (Visual 4-2). Attention needs to be focused on 
the center of power in the company. Does power rest with the board of 
directors, CEO, or a key executive. Equally important is how decisions 
are made within the company. Not only is it important to identify the 
decision maker, but also to identify individuals who can influence the 
decision maker. These individuals may play a key role in making a 
decision about maintaining or changing a banking relationship. 
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The lender must identify members of the borrower’s management 
team and understand the role of each. The assessment begins with the 
owner/CEO. He or she typically has a core competence - sales, 
operations or finance and focuses his/her efforts in one of these three 
areas. The owner/manager must complement this emphasis with other 
members of the management team or outside advisers. 
 

It is also important to evaluate the leadership and management 
characteristics of the CEO/owner. Leadership skills are particularly 
important for a small business since the number of employees is 
minimal. It is equally important to evaluate the owner/CEO’s 
management style. 
 

The lender must carefully assess identified weaknesses in the 
owner/CEO’s management capabilities. Probably the most important 
factor is whether he or she acknowledges the weaknesses. Equally 
important, do other members of the management team have 
complementary strengths. 
 

The lender must also evaluate management’s priorities. Priorities will 
determine where management focuses its attention and will influence 
the level of financial resources required. Priorities may include: 
 

 increasing sales 
 

 profitability 
 

 share of market 
 

 immediate performance 
 

 long-term performance 
 

 maximizing personal wealth/lifestyle 
 

It is important that the lender get to know other members of the 
management team.  These individuals will provide perspective on the 
borrower and may be more objective than the owner. They may also 
be more open and can be valuable in identifying and managing a 
problem loan situation.  The lender has a very narrow view of the 
borrower if the only exposure he or she has to the borrower’s 
management is with the CEO/owner at the bank. 
 

The lender must evaluate the depth of the borrower’s management. Do 
the members of the management team have complementary strengths? 
What are their areas of expertise?  Are all of the members 
contributing? A problem in older businesses is some middle and upper 
managers make no viable contribution to the ongoing success of the 
company. 
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Another consideration in evaluating other members of the 
management team is the question of management succession. The 
lender should determine whether a succession plan is in place and get 
to know the designated successor.  
 

Equally important, particularly for smaller businesses is ownership 
succession. The value in a small business is the relationships the owner 
has developed over a number of years. To maximize the value of the 
business, the owner will need to transition the relationships. Typical 
purchasers of small businesses are family members, key employees or 
an Employee Stock Ownership Plan (ESOP). The owner will expect a 
purchase price in excess of the net book value of the company creating 
goodwill. The purchasers will often require financing. The 
combination of higher financial leverage (tangible net worth) and 
strained cash flow will necessitate some owner financing or a stepped 
sale. The owner will often have to stay involved in the management of 
the company through a transition period. The combination of all these 
factors may stretch the time of ownership transition to two to five 
years. The complexities and timeline require planning and expertise 
which the owner often does not have creating an opportunity for the 
lender to act as a trusted advisor. 
 

Key person life insurance should be in place to provide liquidity to the 
estate. This can be particularly important if there are no family 
members who aspire to continue to operate the business and/or there 
will be a significant estate tax burden which must be paid. Sometimes, 
small businesses must be liquidated to pay estate taxes. 
 

It is also important that the lender get to know the “little people” i.e. 
support staff within the company. These individuals can include the 
receptionist, executive assistant, bookkeeper and floor supervisors. 
Typically, these individuals will be straight forward and candid and 
can provide valuable insight. Sometimes these individuals will alert 
the loan officer to possible problems. They can provide valuable 
assistance in liquidation, if that becomes necessary. Special efforts 
should be made to speak to these individuals anytime the loan officer 
happens to be at the borrower’s premises. 
 

Among the support staff the lender needs to get to know are the tellers 
and customer service representatives in the bank. These individuals 
have more daily interface with the borrower and can identify lending 
opportunities, opportunities to broaden the relationship with the 
customer, and potential or actual problems. Formal or informal 
incentives will encourage these individuals to pass information to the 
lender. 
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The lender should also identify outside advisors to the management 
of the company including accountants, attorneys or peers. Are these 
individuals known to the bank? What is their reputation? What role 
do they play with the borrower? 
 

The lender must be sensitive to any changes in management. The loss 
of a key manager may indicate potential problems. Changes in 
management are often accompanied by dramatic shifts in the strategic 
direction of the borrower. In this situation, the lender must recognize 
that prior performance as detailed in financial statements is of little 
value because the results reflect the actions of previous management. 
The evaluation of the new management team must begin with a review 
of proposed business plans. Changes in management may also put the 
banking relationship at risk. 
 
Integrity 
 

The lender must evaluate the borrower’s character and willingness to 
meet his or her obligations (Visual 4-3). Key indicators of character 
include: 
 

 the bank’s prior experience with the borrower 
 

 the borrower’s relationship with customers,  
employees, suppliers and other creditors 

 

 third party references 
 

 the borrower’s reputation especially with the bank’s directors 
and other key customers 

 

Openness and responsiveness are critical to a good lending 
relationship. Other measures of the borrower’s integrity include: 
 

 willingness to provide timely financial information 
 

 responsiveness to requests for information 
 

 willingness to accept suggestions from the bank 
 

 timely response to phone calls and requests for meetings 
 

The lender must be sensitive to any hidden agenda that the borrower 
might have. This becomes particularly important when accepting gifts 
from the borrower. The lender must be very careful not to allow the 
borrower to influence his or her objectivity. 
 

Another key factor in analyzing the borrower’s integrity is the 
borrower’s business ethics. While the borrower may be honest and 
meet all his or her obligations with the bank, his or her business 
practices may be questionable. The lender should scrutinize the 
borrower’s relationship with customers, suppliers and employees.  
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The way the borrower conducts his or her personal affairs may also be 
an indicator of their business ethics. Poor personal or business ethics 
may be an early indicator of how the borrower will handle his or her 
affairs with the bank if future difficulties arise. 
 

A lender never really knows a borrower until he or she is tested. Prior 
to testing, the lender only sees the borrower as he or she appears. A 
borrower’s character and personality will often change radically when 
faced with adversity. 
 

Visual 4-4 presents four scenarios. Lenders are most vulnerable to the 
borrower who appears strong but is in fact weak – the “Seductress”. 
These individuals are often reluctant to acknowledge problems and 
deal with them.  The “ugly duckling” is generally a member of the 
management team who comes to the fore in times of adversity 
reinforcing the importance of evaluating the management skills of all 
members of the team. 

                              Visual 4-4 
                                  Evaluating Management 

 

                                  Management Appears: 
 
    
  
    

              Weak 
 
Management 
Actually is: 
 
      Strong    
 
 
 
 
A lender must continually seek evidence of testing when evaluating a 
borrower. The evidence may lie in the financial statements. One reason 
lenders insist on at least 3 years of financial statements is that time 
period will generally present one or more tests to the borrower. The 
test may be a downturn in the economy, loss of a key customer or 
employee, entrance of a new competitor or a personal crisis. A lender 
must evaluate how management dealt with the test. Some borrowers 
will rise to the challenge. Others, particularly entrepreneurs and 
second/ third generation management, will persistently deny that a 
problem exists or attempt to blame it on someone else or events outside 
their control. Some will attempt to escape through alcohol or drugs. 

  “Ugly Duckling” Star 

Dog “Seductress” 

    Weak           Strong 
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HOW DOES MANAGEMENT MONITOR  
PERFORMANCE? 
 

Many borrowers have significant management capabilities. Many also 
have well defined business plans founded on one or more core 
competencies which have been used to build a sustainable competitive 
advantage. Unfortunately, these borrowers often do not invest in 
internal systems and controls to properly monitor and manage the 
company’s performance. 
 
Internal Systems 
 

Astute lenders confirm the existence and evaluate the adequacy of 
internal systems. These systems will monitor and control inventory, 
accounts receivable, fixed assets and accounts payable. Output from 
these systems will feed the accounting systems. The lender must 
evaluate the borrower’s capability to generate timely and complete 
financial information. The lender should also confirm division of 
responsibilities e.g. making bank deposits, writing checks, balancing 
the bank statement, preparing financial statements. 
 

The borrower may be able to generate comprehensive financial 
information but may be unable to interpret the information or use it to 
effectively manage the business. A key element of the lender’s 
evaluation of management must be assessing management’s 
competence in interpreting and using financial information. 
 

The lender must independently confirm the adequacy of the systems 
with an on-site visit. It may be necessary to bring in an outside expert 
when the borrower has particularly complex accounting systems or the 
lender is relying heavily on inventory and receivables as collateral. 
This would be the case in an asset-based lending situation. 
 
Cost Control 
 

Cost control is critical to survival in the current competitive 
environment. Bloated cost structures and grandiose lifestyles may lead 
to operating losses which may threaten the very existence of the 
company. The lender must evaluate the borrower’s knowledge of costs   
including the company’s overall cost structure as well as costs by 
product line, market or customer. The lender must also evaluate the 
borrower’s willingness to take appropriate action to reduce or control 
costs including management’s willingness to make personal sacrifices. 
 

Flexibility 
 

Key to assessing management performance is evaluating the 
borrower’s flexibility. Flexibility focuses on the borrower’s ability to 
take information developed through monitoring the systems and utilize  
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it to adapt to changes in the external environment or make adjustments 
to correct internal problems. The ability to react quickly to changes in 
the competitive environment is key to survival. 
 
TOOLS FOR EVALUATING MANAGEMENT 
 

The tools used in evaluating management include the loan interview, 
the company visit, and outside sources. 
 

Loan Interview 
 

Very early in the interview process it is important to establish rapport 
with the borrower. Identify the borrower’s interests e.g. family, sports, 
hobbies. You can often determine the borrower’s interests from 
pictures, plaques, or memorabilia in the owner’s office. Discussing the 
borrower’s interests becomes an obvious starting point for the 
interview and provides an opportunity to establish rapport with the 
borrower. 
 

The lender should then turn the discussion to the borrower’s business. 
The lender should have done some homework prior to the interview 
and developed some knowledge of the borrower’s industry, products 
and markets. Good sources for background on the borrower’s industry 
are First Research, IBIS World and Vertical IQ. Industry information 
can be supplemented with industry financial comparisons contained in 
the RMA Statement Studies.  Asking specific questions about the 
borrower’s business will affirm the lender’s interest in the borrower 
and his / her business and form the foundation for pursuing the loan 
interview checklist (Exhibit 4-1). Questions should be used to direct 
the interview rather than solicit information. 

Exhibit 4-1 
Loan Interview Checklist 

 
Although it is usually not possible to obtain all the information necessary for a complete 
evaluation of a loan request in the initial loan interview, the interviewer should attempt to get 
as much data as possible, in the following major areas: 
 I. Amount and Purpose of the Loan 
 II. Sources of Financing and Primary and Secondary Sources of Repayment  
 III. Company Data 
 IV. Financial Data 
 V. Reliability 
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Exhibit 4-1, continued 
 
 I. Amount and Purpose of the Loan 
 

  A. The Basic Loan Request 
    1. How much money does the borrower want? 
    2. For how long does he/she want the money? 
   3. What does the borrower need the money for?  Purpose? 
   4. What created the financing need?  Growth, poor controls, seasonality? 
    5. Is the loan appropriate to meet the financing need? 
 

 II. Sources of Financing and Primary and Secondary Sources of Repayment 
 

  A. Primary Sources 
 

   1. How does the borrower expect to repay the loan?  Profits?  
    Excess cash flow?  Conversion of current assets? 
 

    2. What are the present main sources of financing?  Banks? Suppliers?  
   Non  financial institutions? 

 

  B. Secondary Sources 
 

   1. What other sources of repayment are available?  Other financing? 
    Sale of fixed assets? 
 

   2. What are the secondary sources of financing?  Sale of equity?   
    Conversion to other types of debt? 
 

   3. Are finance companies or factors used for funds? 
 

   4. Do principals, relatives, friends, customers, or suppliers advance funds 
    to the company? 
 

  5. What are the nature and extent of these loans? 
    

  C. Suppliers 
   1. Who are the major suppliers? Concentrations? Alternative suppliers? 
   2. What are the regular trade terms offered to the company? 
   3. How good is the relationship currently? 
   4. Are discounts taken?  Are payments prompt? 
   5. Are any items currently in dispute or litigation? 
   6. Are any special terms or relationships involved? 
   7. Are any transactions with or through closely affiliated or mutually  
    controlled enterprises? 
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Exhibit 4-1, continued  
 

   8. Are contracts or franchises involved?  What are the details of these 
    relationships? 
 

 III. Company Data 
 

  A. Market Characteristics 

    1. Is the company a manufacturer, wholesaler, retailer, or service  
   company? 

   2. What are the company’s products or services? 
   3. Who are the company’s customers? Concentrations? 
   4. What is the company’s position in the industry? 
   5. What need does the company’s product or service fulfill? 
   6. Who buys, uses, or influences the purchase of the company’s product  
    or service? 
   7. How big is the market for the company’s product or service. 
   8. Who are the company’s primary competitors? 
   9. How stable is the company’s market? 
   10. Is the company’s market growing? 
   11. Is seasonality a factor? 
   12. Stage in life cycle—industry, product, company? 
 

  B. Marketing Strategy 
 

   1. How does the company compete?  Price, product differentiation,  
    product focus? 
 

    2. What product characteristics contribute to sales? 
    Style, technology, special capabilities, cost savings potential? 
 

     3. How important is price to the purchase decision?  Company’s 
    ability to be a price competitor? 
 

    4. How important is quality to sales?  Reputation? 
 

    5. What is the sales process?  Distribution channels? 
 

    6. Are there any important aspects of distribution?  Wide 
    distribution, full product line, quick delivery? 

    7. How important is advertising to the company’s ability to compete? 
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Exhibit 4-1, continued  
 

  C. Production Capabilities 
    1. What are key inputs? 
    2. Are sources of raw material, inventory reliable? 
    3. Is labor supply adequate?  Condition local labor market? 
    4. Is the company unionized?  Status of contract? 
    5. Are production facilities adequate?  Age?  Capacity?  Utilization?  
    Technology? 
 

IV.  Financial Data 
 

  A. Financial 
     1. Are prior years’ figures readily available? 
     2. Can current interim data be obtained? 
     3. Who is the company’s accountant?  Is he or she a CPA?  Reputation? 

     4. How comprehensive are auditing procedures? 

     5. How often does the accountant prepare figures? 

     6. Are tax payments current? 

     7. Are separate deposit accounts kept for taxes? 

     8. What are the company’s selling terms to customers? 

     9. What are the company’s credit and collection philosophies? 

   10. Are there any large customer concentrations? 

   11. What is the normal bad-debt charge-off experience? 

   12. What is the condition of inventory? 

   13.  How often is inventory counted? Test counts if inventory management 
    is computerized. 

   14. How is inventory valued? Any cushion in calculations? 

   15. When did the company last update its standard costs? 

   16. How current is the company’s IRS clearance? 

   17. Is “friendly” debt subordinated? 

   18. What has been the sales trend? What are future marketing plans?   
    Sales by month? 

   19. Does the company prepare pro formas, projections, cash budgets? 
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   20. Are costs under control?  What are the problem areas? 

   21. To what extent are profits retained in the business? 

   22. How much do principals or their families take out in salaries,  
    expenses, bonuses, distributions, etc.? 

   23. Does the company make loans to owners, officers or affiliates? 

   24. Are there any hidden or contingent liabilities?  Current litigation? 
 

  B. Insurance 
    1. What kinds of coverage are maintained? 
    2. What is the extent of coverage? Deductibles? 
    3. Are all premiums current? 
    4. Who is the company’s agent or broker? 
    5. What is the nature and extent of claims filed in recent years?  Are  
    there any pending settlements now? 
 

  C. Plant and Equipment 
    1. Are facilities owned or leased? If leased, from whom? 
    2. Location? 
    3. Lease terms e.g. maturity, double or triple net? Options? Renewals? 
    4. Is any portion being financed? Required debt service? 
    5. Is the current facility adequate to meet future needs? 

V.  Reliability 
 

  A. Business History 
       1. How long has the business been in existence? 
     2. What is its present legal form?  Name?  Location? 
     3. How long has it been under present control? 
     4. Capitalization? 
     5. Who are its principal owners?  What share does each own? 
     6. Is management separate from ownership? 
     7. Company’s performance over the business cycle? 
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Exhibit 4-1, continued  
 

  B. Personnel 
     1. How many persons does the business employ? 
     2. How many persons in various job categories? 
     3. To what extent is the owner’s family involved? 
     4. What are the various official duties?  Who performs these duties. 
     5. Is there division of responsibilities e.g. different people make the bank 
    deposit, write checks, balance the bank statement, prepare financial  
    statements? 
 

  C. Management 
     1. Who are the key members of the management team? 
     2. What are their responsibilities? 
     3. What sort of education/experience do they have? 
     4. Is there experience collectively in administration, finance, sales,  
    and production? 
     5. What is the ownership position of management? 
     6. Who provides backup to ensure management succession? 
   7. Does the company use outside professionals—CPA, attorney, 
    consultant?  Who are they?  Reputation?   
 

  D. Principals 

     1. Age? 

     2. Marital status? 
     3. How experienced are they in this line of business? 
       4. What interests do they have beyond the business? 
 

  E. Principals’ Worth Outside Business 

     1. Will they provide personal financial statements? 

     2. Where is personal banking done? 

     3. Do they maintain investment/money market accounts? Where? 

     4. What is the extent of real estate investment? Are there  
    outstanding mortgages against this property? 

     5. What is the nature of investments? 

     6. Are assets jointly owned?  With whom? 
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   7. What is the extent of life insurance coverage? Disability 

   8. Are personal assets pledged to secure any business loans? 

      9. Are the principals willing to guarantee the loan? 
 

   10. Are the principals’ lifestyles conservative or extravagant? 
 

    11. Do the principals have outstanding contingent liabilities e.g. guarantees? 
 

  F. Business Banking Relationship 

   1. What bank(s) are currently being used? 

   2. Reasons for changing banking relationships? 

   3. What may we expect in average collected deposit balances? 

   4. What is the company’s borrowing pattern? 

   5. Are loans secured by any form of collateral? 

   6. How much debt is outstanding now? 

   7. How good is current relationship with present bank(s)? 
 

   8. Does the business guarantee debt of the principals or related entities? 
 

                          9.    What does the owner like best/least about current banking   
      relationship   
 
Listening is a critical element of the loan interview process. It is also 
important to note key points or information articulated by the 
borrower. An important part of listening is reading body language e.g., 
eye contact, positioning and nervousness.  Feel free to take notes but 
request the borrower’s permission. 
 
Company Visit 
 

It is unlikely that all the required information to evaluate a request 
from a new borrower will be developed in the initial interview. To 
develop information not elicited in or obtained from the initial 
interview, a follow-up interview at the borrower’s place of business is 
sometimes necessary. The borrower may be more comfortable and 
open on his or her own “turf” plus the borrower will have ready access 
to financial information. The lender can use the visit to review 
organization, strategy, internal controls, personal finances, tour the 
premises and meet other members of the management team. The visit 
will also provide a better understanding of the borrower’s business. 
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A company visit will give the lender an opportunity to view the 
organization firsthand: 
 

 management depth and quality 
 

 management reports, budgets, receivables records, inventory 
records, sales reports, departmental reporting 

 

 internal controls 
 

 goals, competitive strategy, and operating plans 
 

It will also allow the lender to ascertain how well the borrower 
understands his or her business. Most importantly, the lender can focus 
the discussion on the borrower’s strengths and weaknesses and on the 
critical key variables determining success. 
 

The lender can inspect the premises to see whether 
 

 production process is orderly 
 

 resources—labor, materials, plant, and equipment—are used 
effectively 

 

 product or service quality is adequate 
 

 physical condition of plant and equipment is good 
 

 inspect collateral 
 

The company visit also provides a good opportunity to inquire about 
the owner/manager’s personal finances, including outside interests, 
lifestyle, attitudes toward financial leverage, nature of investments, 
liquidity of investments, and availability of personal assets/cash flow 
to support company debt. 
 
Outside Sources 
 

Additional outside sources can be used to gather more information on 
the borrower. Some examples are banks and other financial 
institutions; trade creditors; mercantile credit reports, D&B, and local 
credit reporting agencies; trade associations; government agencies; 
competitors; customers; professional associates, attorneys, and CPAs; 
public records (filings, liens, and so on); the internet; and publications. 
It is important to contact outside sources to verify or amplify 
information provided by the prospective borrower. However, the 
party’s credibility, dealings with the borrower, and satisfaction in 
dealings must be considered when evaluating the information provided 
by interested third parties. 
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Summary 
 

Exhibit 4-2 provides a checklist of key areas which must be evaluated 
when assessing the borrower’s management capabilities. 
 

Exhibit 4-2 
Management Evaluation Checklist 

Character Assessment 
  Integrity 
  Openness/Responsiveness 
  Personal Habits 
 − Alcohol 
 − Drugs 
 − Gambling 
  Capacity to handle stress 

Management Assessment 
  Competence i.e. sales, operations, finance  
  Capabilities i.e. leadership, management style 
  Education 
  Experience 
  Experience in this business 
  Organizational structure  
  Backup i.e. complementary strengths 
  Has management been tested? 

• Management/ownership succession planning 

Strategic Assessment 
  Corporate priority i.e. sales, profitability, growth 
  Strategic direction 
  Strategic plan 
  Attitude toward growth 
  Risk preferences 
 

  Value proposition 
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Competitive Assessment 
  Core competence 
  Competitive strategy 
  Customers—why? 
  Competitors—identify strengths, weaknesses 
  Critical skills 

Systems Assessment 
  Quality of financial reporting systems 
  Inventory/receivables controls 
  Product/market monitoring capabilities—sales and profitability 
  Cost controls 
  Planning process 
  Monitoring effectiveness 

Communication 
  Frequency of financial reporting 
  External communication 
  Internal communication 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



4 Evaluating Management 
 

 
(c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
All rights reserved. Subject to annual license expiring January 31, 2020 4-21 

Case Study—Tan Man, Inc. 
 
You have been assigned the responsibility for analyzing the management of a small, but 
rapidly growing, company. The company is a manufacturer of a new suntan lotion. It began 
operations as a local product sold primarily through lifeguard stations along a section of 
Florida beach near Panama City. The product was adopted as a favorite among visiting 
college students and, after steady sales growth along the Florida coast, has recently gone 
nationwide with sales to both lifeguards’ stands and retailers. 
 
The company was started 5 years ago by a local businessperson who had worked in sales 
for another suntan lotion company. After slow sales growth in the first 2 years, sales have 
grown from less than $1 million to $8.5 million in the past 3 years. Continued growth is 
expected, with sales anticipated at $12 million next year and $17 million the following year. 
 
You are scheduled to meet with Ron Springs, the president and founder, but his time is 
limited because of his busy schedule. However, he has given you carte blanche with his two 
primary lieutenants, Mary Rose, his former administrative assistant and now office manager, 
and Pete Belton, the head of sales and distribution. 
 
In your limited time with Ron Springs, what will be the thrust of your interview? What do you 
expect to learn from the lieutenants? What other sources will you use, and for what purpose? 
 
What are your major management concerns for this company? What are the crucial 
management skills required? Other considerations? 
 
 
 
 
Case developed by John McKinley. Reprinted with permission. 
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Notes 
 
OVERVIEW 
Unlike previous modules, which covered the subjective aspects of 
financial analysis, this module considers the objective evaluation of 
a company’s success in managing the critical key variables. 
Historical financial analysis is the primary tool used in the objective 
evaluation. This analysis includes income statement/balance sheet, 
comparative/ common size, ratio and cash flow analysis. The module 
also addresses the analysis of personal financial statements and tax 
returns as well as business tax returns. 
 
LEARNING OBJECTIVES 
At the end of this module, you will be able to 

 describe the objectives of financial analysis 

 describe the legal structures used by borrowers 

 list the six components of financial statements 

 define the types of opinions rendered by accountants 

 utilize five tools of historical analysis—component, comparative, 
common-size, ratio and cash flow analysis 

 complete a “30 Second” analysis 

 complete a Loan Screening Worksheet 

 evaluate a personal financial statement and adjust net worth 

 interpret the six most common schedules included in a personal 
tax return 

 construct a personal cash flow 

 construct a global cash flow 

 interpret Schedules M-1 and M-2 of a business tax return 

 apply the tools of historical analysis in a series of exercises  
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FINANCIAL ANALYSIS 
Subjective Financial Analysis 
To this point, our financial analysis has focused on gaining a subjective 
understanding of the borrower’s business, including: 
 foundation concepts in lending 
 external environment 
 working asset 
 utilization 
 risks facing the borrower 
 role of the bank 
 
Although we have not yet looked at a financial statement, we have 
formed a mental picture of the business. This mental picture helps us 
visualize margins, cost structure, mix of assets, structure of liabilities 
and financial leverage. It provides us with a framework for 
comparison. Likewise, we have developed a good understanding of the 
critical key variables that will determine the success of the business 
and can now begin a rigorous assessment of management’s 
effectiveness in managing the critical key variables in the face of the 
uncertainties introduced by the external environment.  We have also 
developed a list of financial information we would reasonably expect 
the borrower to provide to support the loan request. 
 

It is important for a lender to assess the viability of a business and the 
quality of its management, as these two elements will dramatically 
affect the borrower’s ability to repay. 
 

Objective Financial Analysis 
Financial analysis must also include an objective evaluation of 
management’s success in managing the critical key variables. 
Historical financial analysis provides the tools to verify our mental 
picture and confirm the critical key variables. Another type of 
objective analysis—projections—can be used as a “crystal ball” to 
predict the future; i.e., to forecast and evaluate the company’s ability 
to repay under different scenarios. Projections will be discussed in 
the next module. 
 

The purpose of financial analysis is to 
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Visual 5-1 
Purpose of Financial Analysis 

 

 evaluate prior performance 

 project future performance 

 quantify risk 

 evaluate the borrower’s willingness and ability to repay 

 evaluate the borrower’s ability to withstand adversity 
 
 
To accomplish these objectives, the analysis must focus on several issues. 
 

Visual 5-2 
Focus of Financial Analysis 

 adequacy, growth and volatility of sales 

 gross margin 

 operating costs and operating leverage 

 mix of working assets 

 structure of liabilities 

 financial leverage 

 adequacy and volatility of cash flows 

 
The analysis will utilize several tools. 
 

Visual 5-3 
Tools of Financial Analysis 

 

 mental picture 

 component analysis 

 “30 Second” analysis 
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Visual 5-3, continued  

 comparative/common-size analysis 

 ratio analysis 

 cash flow analysis 

 projections and cash budgets 
 
A lender must keep in mind that the financial analysis is only as good 
as the information being analyzed. Also, financial analysis alone 
cannot provide a complete understanding of the borrower or the basis 
for a lending decision. 
 
FINANCIAL STATEMENTS 
Obtaining timely financial information from the borrower is often one 
of the biggest challenges facing a lender. Several techniques can be 
used including making current statements a condition of lending or 
renewal, providing a checklist of required financial information (an 
extension of the mental picture) and incorporating default provisions 
into a loan agreement with monetary penalties for failing to provide 
timely financial information. 
 

When establishing a relationship with a borrower, it is important to 
encourage the borrower to contact his/her accountant or provide 
written authorization to talk with the lender. This will significantly 
enhance the lender’s ability to get timely financial information and 
facilitate getting answers to questions the lender may have about the 
financial information. Accountants will typically be more responsive 
and candid if the lender has developed a rapport with the accountants 
who prepare the majority of financial statements received by the bank. 
 

Borrowers will perceive the requirement to provide financial 
statements as a cost unless he/she sees some benefit from providing 
the statements. Lenders can demonstrate benefit by sharing the results 
of the bank’s financial analysis with borrowers pointing out 
opportunities to improve earnings or operating efficiency and 
potentially reduce financing needs. 
 

It is important for borrowers to produce periodic financial information. 
These financial statements can be used as a management tool, a report 
card on the effectiveness of management in employing the assets of 
the business and an early warning system. However, to be effective as 
a management tool, detailed financial information must be prepared 
more frequently than once a year. 
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The bank uses financial statements as a report card on the effectiveness 
of the borrower as a manager, as a forecasting tool, and as an early 
warning system. The statements help the lender confirm his/her 
understanding of the business and form the basis for monitoring 
borrower performance. 
 

Financial statements can also be used to provide evidence of 
management testing. The statements document how management has 
dealt with adversity such as loss of a key customer, new competition, 
or a downturn in the economy. 
 
Legal Structures 
The financial information received from a borrower is often a function 
of the borrower’s legal structure. Visual 5-4 and Exhibit 5-1 display 
the most common legal structures used by the typical business. Visual 
5-4 also summarizes the typical financial information provided by 
borrowers utilizing each of the legal structures. 
 
Types of Statements 
Borrowers present a variety of financial statements to the bank. Some 
may be borrower prepared using cash or accrual accounting. Others 
may be prepared by accountants. Although prepared by accountants, 
the statements are the responsibility and presentation of management. 
 

Visual 5-4 
Common Legal Structures 

Legal Structure   Typical Financial Information 

 Sole Proprietorship*  Schedule C Personal Tax  
    or Disregarded Entity**      Return 

 Partnership*   IRS Form 1065 and  
          Schedules K-1 

 – General  
 – Limited 

 Corporation*  
 – C     IRS Form 1120 
 – S    IRS Form 1120S and 

              Schedules K-1 
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Visual 5-4, continued  
 

 Limited Liability    IRS Form 1065 and 
     Company (LLC)*       Schedules K-1 

 Limited Liability    IRS Form 1065 and 
–   Partnership (LLP)*       Schedules K-1 

 – Series LLC 

  *  Borrower may provide internally prepared or CPA  
 prepared financial statements.  
    
** Single Member LLC is treated as an LLC for legal 

purposes but the owner may elect to be taxed as 
a sole proprietorship filing Schedule C Form 1040  
(disregarded entity) or as a Subchapter S Corporation 

 
The IRS mandates certain requirements in order to elect tax treatment 
as an S Corporation. The company can have no more than 100 
shareholders which must be U.S. citizens or resident aliens (green 
card), retirement accounts, estates or certain trusts. Corporations, 
partnerships or foreigners may not be investors in S Corporations. 
Family members can now be counted as one shareholder. The 
company can have only one class of stock and may not be a member 
of an affiliated group. The company must use a last quarter year end. 
The election is effective until terminated. 
 

The Limited Liability Company (LLC) form of organization is a 
hybrid of a limited partnership and an S Corporation attempting to 
solve the problems of both. An LLC is organized as a company but 
taxed as a partnership. There is no limit on the number of members 
(shareholders) and no restriction on members e.g. corporations or 
foreigners. Multiple classes of stock are allowed. Unlike a limited 
partnership, members can be active in management. A single member 
LLC can elect to file Schedule C of Form 1040 (disregarded entity).  
An LLC can also elect to be taxed as an S Corporation. 
 

Several states including Illinois, Oklahoma, Tennessee and Wisconsin 
allow the creation of Series LLCs. A Series LLC is a form of limited 
liability company that provides liability protection across multiple 
“series” each of which theoretically is protected from liabilities arising 
from other series. 
 

Many borrowers form LLCs for every business or property in which 
they have an ownership interest. There are costs and administrative 
burdens associated with properly forming, qualifying and maintaining 
each separate LLC. 
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An alternative, where allowed, may be to form multiple series or 
“cells” under the umbrella of a Series LLC. Each “cell” can own 
distinct assets, incur separate liabilities and have different managers 
and members. Series LLC may be able to pay a single set of annual 
state fees and may be able to file one tax return each year. In addition 
to the administrative streamlining, the key value is that liability 
incurred by one “cell” does not cross over and jeopardize assets titled 
in or allocated to other subsidiary units of the same Series LLC. 
  

Most states prohibit professionals from organizing as LLCs or S 
Corporations. Professionals have historically organized as 
Professional Associations (PA) or Professional Corporations (PC).  A 
PA is the professional equivalent of a partnership and a PC is the 
professional equivalent of a C corporation.  Both offer protection from 
general liability but not malpractice.  PAs have all the perils of a 
partnership e.g. any partner can bind the other partners and PCs are 
subject to double taxation – earnings and dividends.  Professionals 
organized as PCs typically pay themselves a large salary to avoid 
double taxation but then become subject to larger Medicare tax. 
 

Today, professionals will often organize as some variation of a 
Limited Liability Partnership (LLP). Unlike a partnership, partners can 
be shielded from liability for actions of other partners. Unlike a limited 
partnership, partners can be active in management of the partnership. 
An LLP offers the tax advantages of an LLC and protection from 
general liability.  An LLP will not protect the members from 
malpractice.  
 

Many borrowers including professionals have multiple entities or 
subsidiaries operating under the umbrella of a holding company or 
Series LLC. Other companies are related through common ownership. 
It is important to understand the structure and determine the ownership 
of assets, liabilities and cash flow. It is also important to identify 
individuals who are authorized to sign on behalf of the borrower. 
Finally, the bank must obtain financial statements on all related 
entities. 
 

When structuring and collateralizing a loan, it is important for a lender 
to identify and obligate the owner of key assets and the primary source 
of cash flow, especially when the enterprise is made up of multiple 
legal entities. This has taken on added importance with the 
implementation of the Beneficial Ownership Rule. The new rule from 
the Financial Crimes Enforcement Network (FinCEN), under the Bank 
Secrecy Act, requires all covered financial institutions to collect and 
verify from certain non-exempt legal entities specific information 
about the  beneficial owners of the  entity at the time a new account is  
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opened. The intent of the Beneficial Ownership Rule is to assist 
authorities in counteracting money laundering, tax evasion, and other 
financial crimes. FinCEN mandated all financial institutions to begin 
collecting the required information for new accounts opened no later 
than May 11, 2018. 
 

Exhibit 5-1 outlines characteristics of common legal structures. 
  

Visual 5-5 
Types of Financial Statements 

 Borrower Prepared 
 – Cash 
 – Accrual 

 Accountant Prepared 
 – Compilation 
 – Review 
 – Audit 

 Consolidated 

 Interim 
 
Accountant prepared statements include compilations, reviews and 
audits. A compilation presents data obtained from the client in a 
financial statement format. Compilations can take two forms − full 
disclosure and non-disclosure. A non-disclosure compilation omits 
substantial disclosures e.g. notes which puts an additional burden on 
the lender or analyst to obtain relevant information from the borrower. 
A full disclosure compilation contains statements of retained earnings 
and cash flows plus limited notes. The CPA does not express any 
degree of assurance (opinion).  In a review, the CPA expresses limited 
assurance about the reliability of the financial statements. The CPA 
will determine based on information provided by the client whether 
the financial statements conform to generally accepted accounting 
principles (GAAP). 
 

With an audit, the CPA expresses an independent opinion on the 
fairness of the financial statements presented. To render the opinion, 
the CPA must evaluate the quality of the client’s accounting systems 
and must test the numbers by verifying receivables and payables and 
testing inventory.  
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Notes 
 
 

If the borrower has multiple subsidiaries, it is important to get 
consolidating (subsidiary) statements, as well as consolidated (parent 
and subsidiary) statements.  Statements provided by borrowers who 
operate through multiple entities should have common fiscal dates. 
 

Many small borrowers will use the income tax basis of accounting for 
financial reporting. This method of accounting is simpler and it is less 
costly for an accountant to prepare an income tax basis financial 
statement. Businesses with revenues averaging <$25MM the prior 
three years may use the income tax basis of accounting with certain 
exclusions.  
 

Income tax basis accounting recognizes revenue when constructively  
received and expenses when paid (cash basis). Depreciation expense 
is recognized as provided in the tax code e.g. MACRS, Section 179, 
special depreciation rather than as defined under GAAP. Presenting 
the financial statements in compliance with current federal tax laws 
and regulations alleviates the need to keep a separate set of books on 
a GAAP basis.  
 

Interim statements provide information about seasonality in the 
business and represent a tool for monitoring borrower performance 
compared to an annual business plan. Interim statements are normally 
borrower-prepared and may vary significantly from fiscal statements, 
especially if the borrower’s internal accounting systems are 
inadequate. Interim statements are particularly vulnerable to 
significant variance if there is seasonality in the business or a company 
does not have good inventory control procedures. Without interim 
inventory counts or a perpetual inventory system, the borrower can 
only estimate period ending inventory for purposes of preparing 
financial statements. Borrowers utilizing LIFO inventory valuation 
may have significant differences between fiscal and interim statements 
since the LIFO adjustment is made at year-end. Also, certain expenses 
may not be recognized until fiscal year end e.g. bonuses, depreciation, 
rent paid to the owners of the business, provision for taxes. To provide 
a meaningful comparison, interims should be compared to prior same 
period interims. 
 

The preparation and presentation of financial statements is also 
influenced by regulatory bodies. The Public Company Accounting 
Oversight Board (PCAOB) is a private-sector, non-profit corporation 
created by the Sarbanes-Oxley Act of 2002, to oversee the auditors of 
public companies. The Securities and Exchange Commission (SEC) 
also influences the preparation and presentation of financial statements 
through regulatory pronouncements and enforcement actions. 
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International Financial Reporting Standards (IFRS) are a set of 
accounting standards developed by the International Accounting 
Standards Board (IASB) that is becoming the global standard for the 
preparation of public company financial statements. The SEC has 
deferred for further study adoption of IFRS in the U.S. The SEC is 
pursuing convergence of GAAP and IFRS and endorses the ultimate 
adoption of IFRS - a process some are referring to as condorsement. 
 

IFRS is more flexible and less voluminous than U.S. GAAP e.g. 
roughly 25,000 pages in U.S. GAAP vs 2,000 in IFRS. The primary 
reason for the difference is IFRS focuses on principles rather than 
standards. Management is expected to make decisions on how their 
companies can best embrace the principles in the context of how they 
do business. 
 

On July 1, 2009 FASB implemented the FASB Accounting Standards 
CodificationTM (Codification). The Codification became the single 
official source of authoritative, nongovernmental U.S. generally 
accepted accounting standards (GAAP), superseding existing FASB, 
AICPA, EITF and related literature excluding guidance issued by the 
SEC. The Codification does not change GAAP; instead, it introduces 
a new structure - one that is organized into an easily accessible, user-
friendly online research system. No longer will accounting standards 
be referred to as FAS e.g. FAS 5 (now ASC 450-20-30-1) and 114 
(now ASC 310-10-35-16).  
 

Financial statements have a number of limitations as outlined in 
Exhibit 5-2. 
 
CPA Financial Statement Components 
Borrowers will typically engage an accountant when one or more of 
the following events occur 

 size of the loan or relationship prompts the bank to require better 
quality financial information 

 the company’s operations expand geographically, in size or 
complexity necessitating better quality financial reporting 

 the company is contemplating a public offering of stock or debt 
 IRS audit 
 embezzlement by the bookkeeper driven by the Three Elements 

of the Fraud Triangle – pressure or motivation, opportunity, and 
rationalization or justification  
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Exhibit 5-2 
Limitations of Financial 

Statement Analysis 
 
There are many limitations inherent in financial statement analysis, due in part to the limitations of 
the statements themselves. These should be considered by the lender when financial analysis is 
undertaken. Among the limitations of financial statements are the following:  

 Many financial statements are prepared only in aggregate form. On such statements there is no 
detail of important factors such as sales by product line or geographic area, fixed costs, variable 
costs, or concentrations with one or a small number of customers.  

 Many of the dollar items included in the statements must in part be estimated and often require 
the exercise of judgment. Examples of items requiring the use of judgment are the estimated 
useful life of a fixed asset used in computing depreciation, the provision for doubtful accounts 
(bad debts) for a particular accounting period, and the decision to “write off” goodwill or include 
it in the balance sheet as an intangible asset. It should be clear to the analyst and the manager 
that financial statements are not exact, even though they often give an impression of preciseness 
by being shown “to the last penny.” 

 Different companies, even in the same industry, may use different accounting methods and 
techniques. Among the more common alternatives are LIFO versus FIFO inventory valuation 
methods and accelerated depreciation versus straight-line depreciation. These differences can 
materially affect the comparability of statements between companies. 

 Changing price levels may affect the comparability of dollar items. As the result of an increase in 
prices, revenues reported in dollar terms would be increased with no increase, or possibly even 
a decrease, in physical units sold. Thus, conclusions based on statements stated in dollars over 
a period of years can be misleading.  

 Financial statements do not include many factors that may affect the financial condition and 
potential profitability of a company, such as order backlog, proposed capital expenditures, 
unfunded pension liabilities, and the importance of key personnel.  

 Environmental conditions are constantly changing. Thus, the economic and operational 
environment may change for the same company from period to period. Also, the environment 
may be different for companies of the same relative size operating in the same general industry. 

 Financial statements are based upon historical accounting data, and analysis of these statements 
depicts relationships that have existed in the past. The analyst and the manager are more 
interested in what is going on now and what is probable for the future. In many cases, the analyst 
or manager must depend on past data in predicting the future. The nature of past relationships, 
however, should not unduly bias the analyst’s view of the future.  

 
 
*Reprinted from C. R. Smith and William M. Sihler, Ratios as Analytical Tools, Charlottesville, Virginia:  University of Virginia, Colgate Darden 
Graduate School of Business Administration, NOTE:  UVAC-217.  
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CPA prepared financial statements contain the following components: 

Visual 5-6 
Components of CPA Prepared Financial 

Statements 
 Opinion 

 Balance sheet 

 Statement of income 

 Statement of retained earnings 

 Statement of cash flows 

 Notes 
 
The quality of historical financial information must be considered in 
the context of the level of assurance (opinion) rendered by the 
preparer.  The AICPA Clarity Project redrafted Generally Accepted 
Auditing Standards (GAAS) to more clearly state the objectives of the 
auditor and the requirements auditors must comply with when 
conducting an audit in accordance with GAAS. The project was also 
intended to converge U.S. standards with International Standards on 
Auditing. The project has had several significant implications for the 
presentation of accountant’s opinions. 
 Effective with fiscal year end statements issued after 12-15-12. 
 Accountant’s letter accompanying a compilation and review have 

been changed. 
 Unqualified, qualified, adverse and disclaimer opinions are 

presented differently. 
 Concept of an explanatory paragraph eliminated. 
 Introduces Emphasis-of-Matter and Other-Matter paragraphs 

which are included as a separate section with a heading after the 
Opinion paragraph. 

 

The section headings for the new presentation of the Opinion include 
 Introduction 
 Management Responsibility for the Financial Statement 
 Auditor’s Responsibility  
 Basis for Qualified, Adverse or Disclaimer Opinion 
 Opinion 
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 Emphasis-of-Matter or Other-Matter paragraph 
 Report on Other Legal or Regulatory Requirement 
 
The following factors will determine the opinion 

 
 
 
 
 
 

 
 

 
 

The Emphasis-of-Matter paragraph refers to a matter appropriately 
presented or disclosed in the financial statements which is of such 
importance that it is fundamental to the user’s understanding of the 
financial statements. The accountant must include in the paragraph a 
clear reference to the matter being emphasized and to where the 
relevant disclosures that fully describe the matter can be found in the 
financial statements. The paragraph does not affect the auditor’s 
opinion. 
 

Matters which would require an Emphasis-of-Matter paragraph 
include 
 An uncertainty relating to the future outcome of unusually 

important litigation or regulatory action 
 A major catastrophe that has had, or continues to have, a 

significant effect on the entity’s financial position. 
 Significant transactions with related parties 
 Unusually important subsequent events 
 Consideration of an entity’s ability to continue as a going concern 
 

An Other-Matter paragraph refers to a matter other than those 
presented or disclosed in the financial statements that in the auditor’s 
judgment is relevant to the user’s understanding of the audit, auditor’s 
responsibilities or other auditor’s report. 
 

Exhibit 5-3 displays examples of a Compilation, Review, Unqualified 
and Qualified opinions with Emphasis-of-Matter and Other-Matter 
paragraphs. 
 

(Text continues on page 5-22) 
  

Auditor’s Judgment About the Pervasiveness of the Effects 
Or Possible Effects on the Financial Statements 

Inability to obtain sufficient 
appropriate audit evidence 

     Material but Not Pervasive 
     Nature of Matter Giving Rise 

to the Modification 
 Financial statements are 

materially misstated 

 Material and Pervasive 

Qualified Opinion 

Qualified Opinion 

Adverse Opinion 

Disclaimer of Opinion 
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Exhibit 5-3 

Accountant’s Compilation Report 
Full Disclosure 

 

We have compiled the accompanying balance sheet of ABC Company as of December 31, 20X0, 
and the related statements of income, retained earnings, and cash flows for the year then ended. 
We have not audited or reviewed the accompanying financial statements and, accordingly, do not 
express an opinion or provide any assurance about whether the financial statements are in 
accordance with accounting principles generally accepted in the United States of America. 
 

Management is responsible for the preparation and fair presentation of the financial statements in 
accordance with accounting principles generally accepted in the United States of America and for 
designing, implementing and maintaining internal control relevant to the preparation and fair 
presentation of the financial statements. 
 

Our responsibility is to conduct the compilation in accordance with Statements on Standards for 
Accounting and Review Services issued by the American Institute of Certified Public Accountants. 
The objective of a compilation is to assist management in presenting financial information in the form 
of financial statements without undertaking to obtain or provide any assurance that there are no 
material modifications that should be made to the financial statements. 
 

Accountant’s Compilation Report 
Non-Disclosure 

 

We have compiled the accompanying balance sheet of ABC Company as of December 31, 20X0, 
and the related statement of income for the year then ended. We have not audited or reviewed the 
accompanying financial statements and, accordingly, do not express an opinion or provide any 
assurance about whether the financial statements are in accordance with accounting principles 
generally accepted in the United States of America. 
 

Management is responsible for the preparation and fair presentation of the financial statements in 
accordance with accounting principles generally accepted in the United States of America and for 
designing, implementing and maintaining internal control relevant to the preparation and fair 
presentation of the financial statements. 
 

Our responsibility is to conduct the compilation in accordance with Statements on Standards for 
Accounting and Review Services issued by the American Institute of Certified Public Accountants. 
The objective of a compilation is to assist management in presenting financial information in the form 
of financial statements without undertaking to obtain or provide any assurance that there are no 
material modifications that should be made to the financial statements. 
 

Management has elected to omit substantially all of the disclosures required by accounting principles 
generally accepted in the United States of America. If the omitted disclosures were included in the 
financial statements, they might influence the user’s conclusions about the company’s financial 
position, results of operations, and cash flows. Accordingly, the financial statements are not designed 
for those who are not informed about such matters. 
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Exhibit 5-3, continued  
 

Review 
 

The following form of standard report is appropriate for a review: 
 

We have reviewed the accompanying balance sheet of ABC Company as of December 31, 20X1 
and 20X0, and the related statements of operations, retained earnings, and cash flows for the years 
then ended.  A review includes primarily applying analytical procedures to management’s financial 
data and making inquiries of company management.  A review is substantially less in scope than an 
audit, the objective of which is the expression of an opinion regarding the financial statements as a 
whole. Accordingly, we do not express such an opinion. 
 

Management is responsible for the preparation and fair presentation of the financial statements in 
accordance with accounting principles generally accepted in the United States of America and for 
designing, implementing, and maintaining internal control relevant to the preparation and fair 
presentation of the financial statements. 
 

Our responsibility is to conduct the review in accordance with Statements on Standards for 
Accounting and Review Services issued by the American Institute of Certified Public Accountants. 
Those standards require us to perform procedures to obtain limited assurance that there are no 
material modifications that should be made to the financial statements. We believe that the results 
of our procedures provide a reasonable basis for our report. 
 

Based on our review, we are not aware of any material modifications that should be made to the 
accompanying financial statements in order for them to be in conformity with accounting principles 
generally accepted in the United States of America. 
 

Unqualified Opinion 
 Independent Auditor’s Report  

 

To the Audit Committee of the Board of Directors 
 

Report on the Financial Statements 
 

We have audited the accompanying financial statements of ABC Company the “Company”, which 
comprise the balance sheets as of December 31, 20X1 and 20X0, and the related statements of 
income, changes in stockholders’ equity and cash flows for the years then ended, and the related 
notes to the financial statements. 
 

Management’s Responsibility for the Financial Statements 
 

Management is responsible for the preparation and fair presentation of these financial statements in 
accordance with accounting principles generally accepted in the United States of America; this 
includes the design, implementation, and maintenance of internal control relevant to the preparation 
and fair presentation of financial statements that are free from material misstatement, whether due 
to fraud or error. 
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Auditor’s Responsibility 
 

Our responsibility is to express an opinion on these financial statements based on our audits.  We 
conducted our audits in accordance with auditing standards generally accepted in the United States 
of America.  Those standards require that we plan and perform the audit to obtain reasonable 
assurance about whether the financial statements are free from material misstatement. 
 

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures 
in the financial statements.  The procedures selected depend on the auditor’s judgment, including 
the assessment of the risks of material misstatement of the financial statements, whether due to 
fraud or error.  In making those risk assessments, the auditor considers internal control relevant to 
the entity’s preparation and fair presentation of the financial statements in order to design audit 
procedures that are appropriate in the circumstance, but not for the purpose of expressing an opinion 
on the effectiveness of the entity’s internal control.  Accordingly, we express no such opinion.  An 
audit also includes evaluating the appropriateness of accounting policies used and the 
reasonableness of significant accounting estimates made by management, as well as evaluating the 
overall presentation of the financial statements. 
 

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis 
for our audit opinion. 
 

Opinion 
 

In our opinion, the financial statements referred to above present fairly, in all material respects, the 
financial position of the ABC Company as of December 31, 20X1 and 20X0, and the results of its 
operations and its cash flows for the years then ended in accordance with accounting principles 
generally accepted in the United States of America. 
 

Atlanta, Georgia 
March 1, 20X2 
 

An Auditor’s Report with an Emphasis-of-Matter 
Paragraph Because There Is Uncertainty Relating to a Pending Unusually 

Important Litigation Matter 
 

Independent Auditor’s Report 
 

To the Audit Committee of the Board of Directors 
 

Report on the Financial Statements 
 

We have audited the accompanying financial statements of ABC Company, which comprise the balance 
sheet as of December 31, 20X1, and the related statements of income, changes in stockholders’ equity, 
and cash flows for the year then ended, and the related notes to the financial statements. 
 

Management’s Responsibility for the Financial Statements 
 

Management is responsible for the preparation and fair presentation of these financial statements in 
accordance with accounting principles generally accepted in the United States of America;  this  
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includes the design, implementation, and maintenance of internal control relevant to the preparation 
and fair presentation of financial statements that are free from material misstatement, whether due 
to fraud or error. 
 

Auditor’s Responsibility 
 

Our responsibility is to express an opinion on these financial statements based on our audit. We 
conducted our audit in accordance with auditing standards generally accepted in the United States of 
America. Those standards require that we plan and perform the audit to obtain reasonable assurance 
about whether the financial statements are free from material misstatement.  
 

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures 
in the financial statements. The procedures selected depend on the auditor’s judgment, including 
the assessment of the risks of material misstatement of the financial statements, whether due to 
fraud or error. In making those risk assessments, the auditor considers internal control relevant to 
the entity’s preparation and fair presentation of the financial statements in order to design audit 
procedures that are appropriate in the circumstances, but not for the purpose of expressing an 
opinion on the effectiveness of the entity’s internal control.  Accordingly, we express no such opinion. 
An audit also includes evaluating the appropriateness of accounting policies used and the 
reasonableness of significant accounting estimates made by management, as well as evaluating the 
overall presentation of the financial statements. We believe that the audit evidence that we have 
obtained is sufficient and appropriate to provide a basis for our audit opinion.  
 

Opinion 
 

In our opinion, the financial statements referred to above present fairly, in all material respects the 
financial position of ABC Company as of December 31, 20X1, and the results of its operations and 
its cash flows for the year then ended in accordance with accounting principles generally accepted 
in the United States of America. 
 

Emphasis of Matter 
 

As discussed in Note X to the financial statements, the Company is a defendant in a lawsuit [briefly 
describe the nature of the litigation consistent with the Company’s description in the note to the 
financial statements]. Our opinion is not modified with respect to this matter. 
 

Report on Other Legal and Regulatory Requirements 
 

[Form and content of this section of the auditor’s report will vary depending on the nature of the 
auditor’s other reporting responsibilities.] 
 

Atlanta, Georgia 
March 1, 20X2 
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An Auditor’s Report with an Other-Matter 

Paragraph That May Be Appropriate When an Auditor Issues 
an Updated Report on the Financial Statements of a Prior Period That 

Contains an Opinion Different From the Opinion 
Previously Expressed 

 
Independent Auditor’s Report 

 
To the Audit Committee of the Board of Directors 
 

Report on the Financial Statements 
 

We have audited the accompanying financial statements of ABC Company, which comprise the 
balance sheets as of December 31, 20X1 and 20X0, and the related statements of income, changes 
in stockholders’ equity, and cash flows for the years then ended, and the related notes to the financial 
statements. 
 

Management’s Responsibility for the Financial Statements 
 

Management is responsible for the preparation and fair presentation of these financial statements in 
accordance with accounting principles generally accepted in the United States of America; this 
includes the design, implementation, and maintenance of internal control relevant to the preparation 
and fair presentation of financial statements that are free from material misstatement, whether due to 
fraud or error. 
 

Auditor’s Responsibility 
 

Our responsibility is to express an opinion on these financial statements based on our audits. We 
conducted our audits in accordance with auditing standards generally accepted in the United States of 
America. Those standards require that we plan and perform the audit to obtain reasonable assurance 
about whether the financial statements are free from material misstatement.  
 

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures 
in the financial statements. The procedures selected depend on the auditor’s judgment, including the 
assessment of the risks of material misstatement of the financial statements, whether due to fraud or 
error. In making those risk assessments, the auditor considers internal control relevant to the entity’s 
preparation and fair presentation of the financial statements in order to design audit procedures that 
are appropriate in the circumstances, but not for the purpose of expressing an opinion on the 
effectiveness of the entity’s internal control. Accordingly, we express no such opinion. An audit also 
includes evaluating the appropriateness of accounting policies used and the reasonableness of 
significant accounting estimates made by management, as well as evaluating the overall presentation 
of the financial statements. 
 

We believe that the audit evidence that we have obtained is sufficient and appropriate to provide a 
basis for our audit opinion. 
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Opinion 
 

In our opinion, the financial statements referred to above present fairly, in all material respects, the 
financial position of ABC Company as of December 31, 20X1 and 20X0, and the results of its 
operations and its cash flows for the years then ended in accordance with accounting principles 
generally accepted in the United States of America. 
 

Other Matter 
 

In our report dated March 1, 20X1, we expressed an opinion that the 20X0 financial statements did not 
fairly present the financial position, results of operations, and cash flows of ABC Company in 
accordance with accounting principles generally accepted in the United States of America because of 
two departures from such principles: (1) ABC Company carried its property, plant, and equipment at 
appraisal values, and provided for depreciation on the basis of such values, and (2) ABC Company 
did not provide for deferred income taxes with respect to differences between income for financial  
reporting  purposes  and  taxable  income.  As described in Note X, the Company has changed its 
method of accounting for these items and restated its 20X0 financial statements to conform with 
accounting principles generally accepted in the United States of America. Accordingly, our present 
opinion on the restated 20X0 financial statements, as presented herein, is different from that 
expressed in our previous report.  
 

Report on Other Legal and Regulatory Requirements 
 

[Form and content of this section of the auditor’s report will vary depending on the nature of the 
auditor’s other reporting responsibilities.] 
 

Atlanta, Georgia 
March 1, 20X2 
 

An Auditor’s Report with a Qualified Opinion 
Due to a Material Misstatement of the Financial Statements and an 

Emphasis-of-Matter Paragraph Because There Is Uncertainty Relating to a 
Pending Unusually Important Litigation Matter 

 

Independent Auditor’s Report 
 
To the Audit Committee of the Board of Directors 
 

Report on the Financial Statements 
 

We have audited the accompanying financial statements of ABC Company, which comprise the 
balance sheet as of December 31, 20X1, and related statements of income, changes in stockholders’ 
equity, and cash flows for the year then ended, and the related notes to the financial statements. 
 

Management’s Responsibility for the Financial Statements 
 

Management is responsible for the preparation and fair presentation of these financial statements in 
accordance with accounting principles generally accepted in the United States of America; this 
includes the design, implementation, and maintenance of internal control relevant to the preparation 
and fair presentation of financial statements that are free from material misstatement, whether due 
to fraud or error. 
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Auditor’s Responsibility 
 

Our responsibility is to express an opinion on these financial statements based on our audit. We 
conducted our audit in accordance with auditing standards generally accepted in the United States 
of America. Those standards require that we plan and perform the audit to obtain reasonable 
assurance about whether the financial statements are free from material misstatement. 
 

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures 
in the financial statements. The procedures selected depend on the auditor’s judgment, including 
the assessment of the risks of material misstatement of the financial statements, whether due to 
fraud or error. In making those risk assessments, the auditor considers internal control relevant to 
the entity’s preparation and fair presentation of the financial statements in order to design audit 
procedures that are appropriate in the circumstances, but not for the purpose of expressing an 
opinion on the effectiveness of the entity’s internal control.  Accordingly, we express no such opinion. 
An audit also includes evaluating the appropriateness of accounting policies used  
and the reasonableness of significant accounting estimates made by management, as well as 
evaluating the overall presentation of the financial statements.  
 

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis 
for our qualified audit opinion. 
 

Basis for Qualified Opinion 
 

The Company has stated inventories at cost in the accompanying balance sheet. Accounting 
principles generally accepted in the United States of America require inventories to be stated at the 
lower of cost or market. If the Company stated inventories at the lower of cost or market, a write 
down of $XXX would have been required as of December 31, 20X1. Accordingly, cost of sales would 
have been increased by $XXX and net income, income taxes, and stockholders’ equity would have 
been reduced by $XXX, $XXX, and $XXX, as of and for the year ended December 31, 20X1, 
respectively. 
 

Qualified Opinion 
 

In our opinion, except for the effects of the matter described in the Basis for Qualified Opinion 
paragraph, the financial statements referred to above present fairly, in all material respects, the 
financial position of ABC Company as of December 31, 20X1, and the results of its operations and its 
cash flows for the year then ended in accordance with accounting principles generally accepted in the 
United States of America. 
 

Emphasis of Matter 
 

As discussed in Note X to the financial statements, the Company is a defendant in a lawsuit [briefly 
describe the nature of the litigation consistent with the Company’s description in the note to the 
financial statements]. Our opinion is not modified with respect to this matter. 
 

Report on Other Legal and Regulatory Requirements 
 

[Form and content of this section of the auditor’s report will vary depending on the nature of the 
auditor’s other reporting responsibilities.] 
 

Atlanta, Georgia 
March 1, 20X2 
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Management Letter 
 

Following is an example of a management letter: 
 

To the Board of Directors of ABC Company: 
 

In planning and performing our audit of the financial statements of the ABC Company for the year ended 
December 31, 20X1, we considered its internal control structure in order to determine our auditing 
procedures for the purpose of expressing our opinion on the financial statements and not to provide 
assurance on the internal control structure. However, we noted certain matters involving the internal control 
structure and its operation that we consider to be reportable conditions under standards established by the 
American Institute of Certified Public Accountants. Reportable conditions involve matters coming to our 
attention relating to significant deficiencies in the design or operation of the internal control structure that, 
in our judgment, could adversely affect the organization’s ability to record, process, summarize, and report 
financial data consistent with the assertions of management in the financial statements. 
 
NOTE: The auditor would include paragraph(s) to describe any reportable conditions noted. If a material 
weakness in the internal control structure were noted, the auditor would include the following discussion: 
  

A material weakness is a reportable condition in which the design or operation of one or more of the 
internal control structure elements does not reduce to a relatively low level the risk that errors or 
irregularities in amounts that would be material in relation to the financial statements being audited may 
occur and not be detected within a timely period by employees in the normal course of performing their 
assigned functions. 
  

Our consideration of the internal control structure would not necessarily disclose all matters in the internal 
control structure that might be reportable conditions and, accordingly, would not necessarily disclose all 
reportable conditions that are also considered to be material weaknesses as defined above. 
 
NOTE: The auditor would include paragraph(s) to describe any material weaknesses noted. 
 

This report is intended solely for the information and use of the audit committee (board of directors, board 
of trustees, or owners in owner-managed enterprises), management, and others within the organization.  
 

(Text continued from page 5-14) 
 
A lender should know the accountants who prepared the statement 
and make a judgment as to their independence and the quality of their 
opinion. The lender should also assess the accountants’ expertise and 
capacity to effectively audit the borrower. To facilitate the process, 
successful lenders will establish rapport with the accountants in their 
market who prepare the majority of financial statements received by 
the bank. 
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One of the reasons banks request audited financial statements is to 
get an objective evaluation of the borrower’s management 
information systems and internal controls. Accountants address these 
issues directly in the Management Letter. The Management Letter 
presents matters that the auditors believe represent significant 
deficiencies in the design or operation of internal control, which 
could adversely affect the borrower’s ability to record, process, 
summarize and report financial information consistent with the 
representations of management contained in the financial statements. 
A Management Letter is not provided with a compilation or review. 
The lender may want to discuss issues normally covered in the 
Management Letter directly with the borrower’s accountant. To do 
so, the lender must obtain permission from the borrower. 
 

In the absence of third-party verification i.e., an audit it is important 
that the lender satisfy himself/herself as to the quality of the 
borrower’s systems. This is particularly important if the lender is 
relying on borrower-prepared financial information such as 
compilations or interim statements when making a lending decision 
or monitoring a lending relationship. To satisfy himself / herself the 
lender must visit the borrower’s place of business to inspect the 
systems and make inquiries. 
 

A critical part of the financial statements is the Notes. Some of the 
issues discussed in the Notes include: 
 reporting entity 
 nature of operation 
 outline of accounting principles used  
 – revenue recognition  
 – expense recognition  
 – fixed asset cost allocation  
 – inventory valuation 
 consolidation methods used 
 details about depreciation methods 
 reconciliation of taxes 
 contingencies not on the balance sheet; e.g., unfunded pension 

liabilities 
 details about debt 
 details about operating and financing (capital) leases 
 significant events occurring after the date of the statement 
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Notes are only provided with a full disclosure compilation, review or 
audit. Unfortunately, lenders typically receive non-disclosure 
compilations or tax returns from borrowers. The lack of disclosure puts 
an additional burden on the lender to obtain information from the 
borrower that would normally be contained in the Notes. It is critical 
that the lender obtain a schedule of debt and payments. 
 

Compounding the problem many borrowers will often assert that the 
business tax return is not available because the borrower is “on 
extension.” The lender should require the borrower to provide 
internally prepared fiscal statements immediately and follow with the 
tax return when it is available. 
 

The analysis must be unified; in other words, all the components of the 
financial statement must be analyzed to get a true picture of the 
borrower’s financial condition. 
 
TOOLS USED TO ASSESS BORROWER FINANCIAL  
PERFORMANCE 
The analytical tools used to assess borrower financial performance 
include the following: 
 mental picture 
 component 
 – balance sheet 
 – income statement 
 comparative/common size 
 “30 Second” analysis 
 ratio 
 cash flow 
 personal financial statement and tax returns 
 

These tools are used to determine what happened. More importantly, 
the lender must determine why and the implications for the borrower’s 
ability to repay. 
 

Component Analysis 
Balance Sheet Analysis 
The balance sheet is prepared on the basis of historical cost. Exhibit 5-
4 reviews some of the key questions to be considered in analyzing the 
components of the balance sheet.  
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Exhibit 5-4 
Financial Analysis—Balance Sheet 

 
ASSETS  
Current Assets 
 
A. Cash  
 1. Where is it? In what form?  
 2. Is it all demand deposits or some time deposits? Are there pledges or   
  restrictions?   Compensating balance requirements? Escrows?  
 3.  Foreign Accounts? Repatriation? 
B. Marketable Securities  
 1. What kind?  
 2. How are they valued? Lower of cost or market? 
 3. Are they pledged?  
 4. Marketability? Where traded? 
C. Accounts Receivable  
 1.  Who to? How many customers? What concentration?  
 2.  What are terms? How does turn compare?  
 3.  Is listing of aged receivables available?  
 4.  Is there allowance for doubtful accounts? If so, how does it compare to actual  
  charge-offs? Charge-off policy?  
 5.  Are they pledged?  
 6.  Factored accounts? Consignments? 
D. Notes Receivable  
 1.  How did they originate?  
 2. Who to?  
 3.  When are they due? Terms?  
 4.  Are they collateralized?  
 5.  What is the probability of collection? 
E. Inventory  
 1.  What is it composed of?  
 2.  What is mix of supplies, raw materials, goods in process, finished products?  
 3.  Does it include obsolete items?  
 4.  What is inventory valuation method?  
 5.  Is it insured?  
 6.  Is it pledged?  
 7.  Location? Condition?  
 8.  Level of inventory relative to sales? 
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F. Other Current Assets  
 1.  What is it?  
 2.  If CVLI, are loans outstanding?  
 

Noncurrent Assets  
 

G. Fixed Assets  
 1.  What are they? Are they insured? 
 2.  How valued? Book value vs. market value? Hidden value?  
 3.  How depreciated?  
 4.  If equipment, what is age, condition, useful life? Replacement policy?  
 5.  What is capacity versus present output? Utilization?  
 6.  Subject to operating or capital leases? 
H. Due from Officers, Partners, etc.  
 1.  What is it?  
 2.  Why? What purpose?  
 3. Evidenced by a note? Rate?   
 4. What are terms?  
 5.  Will it be repaid? When?  
 6.  Is it collateralized? 
I. Due from Affiliates  
 1.  Same as above (H)  
 2.  Are there cross-corporate guarantees? 
J. Investment in Affiliates  
 1.  Ownership percentage?  
 2. How valued?  
 3. Liability of parent? 
K. Other Investment  
 1.  What is it? What are plans for it?  
 2.  How valued?  
 3.  Will it require more money? 
L. Deferred Charges/Prepaid Expenses  
 1.  What are they?  
 2.  How did they arise? 
 M. Deferred Tax Asset 
 1. How did it arise? 
 2. Valuation reserve? 
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 3. Likelihood of realization? 
 4. Expiration? 
N. Intangibles  
 1. What is it? Goodwill, copyrights, etc.?  
 2. What are they really worth?  
 3.  If franchise, operating rights, etc., what are specifics of agreements?  
 4.  Are they being amortized? Over what period?  
 

LIABILITIES 
Current Liabilities  
 

A. Notes Payable to Banks  
 1. Who to? What terms?  
 2. Is it part of line of credit? Total lines?  
 3. Can it be renewed? If not, how can it be repaid?  
 4. Is it secured? Is there a loan agreement?  
 5.  Demand or time? 
B. Commercial Paper  
 1.  Rating?  
 2.  Backup lines? 
C. Notes Payable to Others  
 1.  Who?  
 2.  Why? Inability to pay trade on time?  
 3. What are terms?  
 4.  Is it secured? 
D. Accounts Payable  
 1.  Who?  
 2.  Terms? Comparison to turn?  
 3. Are discounts available? Taken?  
 4.  Relation to inventory? 
E. Due Officers, Affiliates  
 1.  Origin?  
 2.  Evidenced by note? Rate reasonable?  
 3.  Terms?  
 4.  Is it collateralized?  
 5.  Is it subordinated? 
  



Commercial Lending 

 
 (c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
5-28 All rights reserved. Subject to annual license expiring January 31, 2020 

Notes 
Exhibit 5-4, continued  
 

F. Accruals  
 1.  What are they?  
 2.  Have amounts changed significantly? 
G. Current Maturities of Long-Term Debt (CMLTD)  
 1.  Balloon payment? 
H. Current Year Income Taxes  
 1.  If greater than amount shown on income statement, why?  
 

Long-Term Liabilities  
 

I.  Long-Term Debt  
 1.  To whom?  
 2.  Original purpose?  
 3.  Term?  
 4.  Loan Agreement? Restrictive covenants? Cross defaults?  
 5.  Secured? 
 6.  Include capital (finance) leases? 
J. Subordinated Debt  
 1. To whom?  
 2.  Subordinated to whom?  
 3. Terms of subordination - full, repayment or only in liquidation? 
K. Reserves  
 1. For what?  
 2. Deferred taxes? 
L. Net Worth  
 1. What are unusual debits/credits?  
 2. Preferred stock? Dividend requirement?  
 3. Treasury stock? Purpose?  
 4.  Minority interests?  
 5. Contingent liabilities?  
 
Specific balance sheet items requiring closer analysis include: 
 current assets and current liabilities 
 loans to officers and affiliates 
 intangibles 
 current maturities of long term debt 
 loans from shareholders 
 preferred stock 
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Current Assets and Current Liabilities 
Current assets are assets that will be converted to cash within 12 
months and current liabilities will be paid within 12 months. It is 
important to distinguish between a temporary investment in current 
assets and a permanent investment. In both instances, the asset will be 
converted to cash but conversion of a permanent investment will 
require reinvestment in new current assets to maintain the core 
business. As such, the cash is not available to repay short term debt. 
 

Similarly, accounts payable should be paid within 12 months. If the 
borrower pays timely, the vendors will continue to sell and extend 
credit. The payables become a permanent source of financing for a 
portion of the permanent investment in current assets. 
 

Loans to Officers and Affiliates 
Loans to officers generally indicate a lifestyle issue. The officer 
requires cash from the company beyond what can be justified by 
earnings or net worth of the company. Loans to affiliates often indicate 
financing for an affiliate that is not creditworthy based on the affiliate’s 
financial strength. Loans to officers and affiliates should be deducted 
from book net worth to determine tangible net worth. 
 

Deferred Tax Assets 
See Appendix D for a discussion of deferred tax assets. 
 

Intangibles 
Intangibles consist of assets such as goodwill, patents, copyrights and 
other forms of intellectual property and organization expense. 
Goodwill is the excess of the purchase price paid for a business over 
the net book value of the assets purchased. Goodwill arises when the 
purchase method of accounting is used to account for an acquisition. 
The value of goodwill must be tested for impairment annually. The 
excess of the carrying amount over the “implied fair value” must be 
written off.  
 

The FASB promulgated ASU 2014-2 on 1-16-14. The pronouncement 
allows private companies to elect to amortize goodwill on a straight-
line basis over 10 years or less if a shorter useful life is more 
appropriate.  Amortization is optional and available on statements 
issued for fiscal years beginning after 12-15-14 (1-1-15).  Impairment 
testing is simplified and is only required upon a triggering event 
indicating that the fair value of the entity acquired might be less than 
the carrying amount. If impairment of goodwill is more likely than not, 
a quantitative test is required comparing the fair value of the entity 
with its carrying value. The IRS allows amortization of goodwill as a 
tax deductible expense but requires that the goodwill be amortized 
straight line over 15 years. 
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Tangible net worth deducts intangibles and other assets that would be 
difficult to convert to cash in liquidation e.g. goodwill, loans to 
officers/affiliates, deferred tax assets. 
 

Current Maturities of Long-Term Debt (CMLTD) 
Current maturities represent principal payments due within the next 
twelve months. Current maturities typically are not broken out in an 
internally prepared financial statement, tax return or non-disclosure 
compilation. In those instances, it is critical to obtain a debt schedule 
including payments from the borrower. 
 

Loans from Shareholders 
Shareholders will often loan a company money rather than infuse new 
equity. The interest paid on the loan is a tax-deductible expense for the 
company. It is easier and cheaper to repay a loan than to distribute 
earnings and capital. Loans to officers should always be subordinated 
to bank debt. 
 

Preferred Stock 
Preferred stock has a preference in payment of dividends or liquidation 
vis a vis common stock. 
 

Treasury Stock 
Treasury stock is stock the company has repurchased but has not 
retired. The company may repurchase stock to reissue to fund an 
acquisition or stock grants. The account is a contra equity account 
reducing the company’s book net worth. 
 

Contingent Liabilities 
Borrowing entities may guarantee the debt of subsidiaries, related 
entities or the owner. These “contingent” liabilities can become “real” 
liabilities often at the worst possible time. The lender should obtain a 
summary of any contingent liabilities. 
 
Enterprise Value 
More and more lenders especially with loans to highly leveraged 
borrowers are relying on enterprise value (EV) as a secondary source 
of repayment. Enterprise value is an economic measure reflecting the 
market value of an entire business net of the sum of all claims of all 
claimants including creditors (secured and unsecured) and equity 
holders (preferred and common). To determine EV the balance sheet 
including debt and equity is marked to market. EV is also used in 
business valuation. 
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Income Statement Analysis 
Exhibit 5-5 reviews some of the key questions to be considered in 
analyzing the components of the income statement. 
 

For bankers, the single greatest factor involved in analyzing the 
income statement is differentiating between accrual accounting and 
the flow of cash in the business. Accrual accounting matches revenues 
and expenses through the medium of sales. Cash basis accounting 
recognizes income and expense when cash is received or paid. The 
primary difference between accrual and cash basis accounting is the 
timing of income/expense recognition vs cash flow. Accrual 
accounting is a better measure of how the borrower has managed 
assets. 

Exhibit 5-5 
Financial Analysis—Income Statement 

 
 I. Income Statement 
 
 A. Revenue 
      1. What is specific nature of goods/services sold? 
      2. How is revenue accrued? When is sale recognized? Mix cash/credit 

sales? 
    3. What is product mix? 
    4. Who are customers? 
    5. Financial strength of customers? 
    6. Total number of accounts? 
     7. Concentration of accounts? 
    8. Are revenues increasing/decreasing? 
   – Is it the result of price increase, volume increase, or some   
    combination? 
   – What is resulting impact on product/customer mixes? 
   – What is impact on operational capacity? 
    9. Backlog? 
  10. Returns, allowances, discounts? Size and trend? 
  11. Performance vs. projections? 
  12. Seasonality? 
 B. COGS/Gross Margin 
    1. What cost items are included in COGS? 
    2. What is inventory valuation method? 
    3. What are components of depreciation? 
   – Cost 
   – Useful life 
   – Salvage 
   – Method 
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Exhibit 5-5, continued 
 
      4. What is availability/price stability of raw materials? Labor?  
    5. Can price increases be passed on? 
    6. If more than one product, what are margins for various products? 
    7. Controllable vs. non-controllable expenses? 
                   8.    is the gross margin improving or deteriorating? 
 

 C. Sales, General, and Administrative Expense (Overhead) 
    1. What is composition? 
    2. What expenses are fixed/variable with sales? 
    3. What are owner salaries and other benefits? Are they excessive? If so,  
   why (extravagant lifestyle, high personal financial leverage, etc.)? 
    4. Are salespersons paid salary or commission? If commission, what  
   percent? 
  5. If lease expense, to whom, for what, what terms? If lessor is the owner 

of the business, what is the underlying debt service on the building? 
    6. Bad debt expense—How accrued? How does this compare with actual  
   charge-offs? 
    7. Is SG&A increasing or declining as a percentage of sales? 
 

 D. Other Income 
  1. What is it? 
  2. Is it one-time or can it be depended upon in future? 
  3. Equity in earnings of non-consolidated subsidiaries? 
 

 E. Other Expenses 
  1. If interest, is rate reasonable? If refinanced, what will be impact? 
  2. Is it recurring, or one-time item? 
 

 F. Income Taxes 
  1. What is percent of taxes to net profit before taxes? Is it what it should 

be? If not, why? 
  2. If there are loss carry forward/carry backs, what is the amount and  
   duration? 
  3. Deferred taxes? 
 

 G.  Net Worth Reconciliation 
  1. Does the company make distributions in lieu of taxes? 
  2. Are dividends paid? If so, what is dividend payout policy? 
  3. What are other debits/credits to capital accounts? 
  4. Foreign currency translations? 
 
The balance sheet reconciles the timing differences between profits 
and cash arising from accrual accounting. Receivables are uncollected 
sales. Inventory is unrecognized cost. Payables are unpaid purchases. 
Accruals are unpaid expenses. Prepaids are unrecognized expenses.  
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Contractor accounting introduces some additional issues into income 
statement analysis.  Contractors can recognize revenue and expense 
when the job is completed (completed contract) or as they progress 
through the job (percentage of completion).  The timing differences 
between the recognition of income/expense and the receipt/ 
disbursement of cash create balance sheet accounts titled cost in excess 
of billings (asset) and billings in excess of cost (liability). To properly 
analyze a contractor’s financial statement, a lender needs a summary 
of all jobs showing: 
 contract name/number 
 contract amount 
 estimated cost to complete 
 estimated profit 
 percentage complete and basis for determining e.g. cost incurred 

vs. projected total cost 
 revenue recognized to date 
 expense recognized to date 
 estimated cost to complete 
 estimated/actual profit 
 

The lender should also be sensitive to retainage i.e. amounts held back 
until the job is complete. Retainage often represents the contractor’s 
profit in the job. 
 

Analysis of Sales 
The starting point in analyzing the income statement is sales. The trend 
in sales will provide insight to changes on the balance sheet. Increases 
in sales will generally be accompanied by increases in receivables, 
inventory and payables. Decreases will have the reverse effect. 
Stagnant sales with lengthening receivables and inventory turns may 
suggest stale inventory or poor quality receivables. 
 

It is important to determine what caused an increase in sales e.g. higher 
price, incremental volume, new product, new market. Other factors to 
evaluate include 
 mix of cash and credit sales 
 returns and allowances 
 sales by product line and geography 
 concentrations with a small group of customers or one or a few 

product lines 
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Inventory Valuation 
Visual 5-7 contrasts the formulas used to calculate cost of goods sold 
for a manufacturer and a wholesaler or retailer.  Note that there is 
nothing in the formula that mandates that the inventory be sold.  
 

The formula accepts that the inventory was present at the beginning 
of the period and was gone at the end of the period and assumes it 
was sold but it could have been “lost or stolen”.  
 

When assessing cost of goods sold, the lender or analyst must address 
three critical questions. 

(1) How does the borrower determine the ending inventory  
 reported on the balance sheet e.g. physical count, perpetual 
inventory accounting (computer) or estimates? 

(2) How does the borrower determine which item was sold i.e. 
 inventory valuation? 

(3) If the borrower utilizes a computer based perpetual 
inventory system, it is also important to determine the last 
time the borrower did a test count? 

 

If the borrower cannot answer these questions it indicates a lack of 
understanding of the business and/or inadequate internal inventory 
management systems. Weak inventory management systems will 
compromise and may invalidate reported financial results. 
 

Many businesses “manage” earnings by managing inventories. This is 
a key reason many small business people resist getting an audit. It is 
also a major source of fraud in many companies.  
 

                                Visual 5-7 
 

 Cost of Goods Sold—Wholesale, Retail 
 Beginning inventory 
 

+ Purchases 
-  Ending inventory 
Cost of goods, lost, stolen, or sold  
Cost of Goods Sold-Manufacturer 
 Beginning Inventory 
+  Raw Materials 
+ Labor 
+ Manufacturing Overhead 
 -  Work in Process 
 -  Ending Inventory 
Cost of goods, lost, stolen, or sold  
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The calculation of cost of goods sold is different for manufacturers vs 
wholesalers/retailers. A manufacturer maintains three inventories—
raw materials, work in process, and finished goods. Costs are 
accumulated in inventory and charged to the income statement at the 
time of sale using standard costing procedures. These costs must be 
periodically reviewed and updated. 
 

There are two methods used to count inventory: periodic counts and 
perpetual recordkeeping. The borrower should confirm perpetual 
inventory records with periodic counts and test standard costs. A clear 
understanding of inventory control procedures is crucial, especially 
when the bank is relying on internally prepared financial statements, 
compilations, reviews, or interim financial information. 
 

A key issue in preparing financial statements is determining which 
items of inventory were sold. Visual 5-8 demonstrates the valuation 
of inventory and the calculation of cost of goods sold using the two 
most common inventory valuation methods—FIFO and LIFO. First-
in, first-out (FIFO) assumes the first merchandise available for sale 
is the first sold. Last-in, first-out (LIFO) assumes the last 
merchandise available for sale is the first sold.  The specific method  
identifies which item was sold e.g. serial numbers/bar codes. 
Department stores, food stores and other retailers use the retail method 
for small dollar items of inventory. Inventory is priced at retail and 
reduced to cost by applying a weighted average cost percentage e.g. 
gross margin adjusted for changes in beginning and ending inventory. 
 

The inventory valuation method used has no relationship to the 
physical movement of inventory. However, it does affect reported 
profits and post-tax cash flow.  Inflation and the time required to 
complete the operating cycle can have differing impacts on reported 
earnings depending on the inventory valuation method used.  
 

In the Notes to the financial statements, an attempt is made to reconcile 
inventory valued at LIFO for financial reporting purposes and the 
inventory’s value if FIFO (replacement cost) had been used. This 
creates the LIFO reserve.  The annual adjustment to the LIFO reserve 
is typically made at fiscal year-end. Interim period financial statements 
are therefore distorted. The LIFO reserve represents earnings which 
have been deferred and sheltered from taxes. Assuming the inventory 
can be sold for replacement cost and income taxes are paid, the 
residual may be considered “hidden equity.”  
 

A company can switch from FIFO to LIFO inventory valuation 
without IRS approval. A switch from LIFO to FIFO requires IRS 
approval. Any gain realized from the switch must be amortized over 
four years. 
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Visual 5-8 
Inventory Valuation Methods 

               in thousands 
         FIFO                 LIFO 
 
Sale—1,000,000 units at $12    $12,000 $12,000 
 

 Less:  Cost of Goods Sold 
  Opening Inventory   0 0 
  

 Plus:  Purchase—  500 units at   $ 8 = 4,000 4,000 
  Purchase— 200 units at  9 = 1,800 1,800 
  Purchase— 400 units at  10 = 4,000 4,000 
  Purchase— 600 units at 11 = 6,600 6,600 
 

Total Goods Available for Sale   $16,400 $16,400 
 

Less:  Ending Inventory   7,600(a) 5,800(b) 
 

 Cost of Goods Sold    8,800 10,600 
 

Gross Profit     $ 3,200 $ 1,400 
 

Income Taxes @ 34 percent   1,088 476 
  
Net Profit      $ 2,112 $    924 
 
(a) 600 units at $11 = $6,600 
 100 units at 10 = 1,000 
 
(b) 500 units at $  8 =  $4,000 
 200 units at 9 = 1,800 
 
The cost of inventory, whether purchased or manufactured is 
aggregated in inventory until sold. Inventory is therefore a deferred 
cost which will remain on the balance sheet until sold or written off. 
This further reinforces the importance of having a clear understanding 
of the quality of the borrower’s inventory management systems and 
periodic inspection of the borrower’s inventory. 
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Depreciation 
Depreciation matches the cost of a fixed asset with the benefits 
(income) derived from the use of the asset. Visual 5-9 lists the factors 
influencing the calculation of depreciation. Depreciation can appear in 
two places on the income statement. Manufacturers will charge 
depreciation on the facility and equipment used in the manufacturing 
process to cost of goods sold. Depreciation on all other assets will be 
included in sales, general and administrative expense (S, G&A). 
Wholesalers, retailers and service companies will only report 
depreciation in S, G&A (overhead). 
 

Accounting conventions allow two alternative methods for calculating 
depreciation i.e. straight-line and accelerated - 150/200 percent 
declining balance. 
 

Visual 5-9  
Depreciation Considerations  

 

 Cost 
Useful Life 

Salvage Value 
 Depreciation Method 

 
Accelerated depreciation tends to better match income and expense 
since maintenance costs are low in the early years of the life of the 
asset, rising as the asset ages. Therefore, a disproportionate amount of 
the cost of the asset should be allocated to the early years so that as 
maintenance costs rise in later years depreciation expense will decline, 
leveling the cost of ownership over the asset’s life. Practically, firms 
use accelerated depreciation for tax purposes and straight line for book 
to maximize reported profits to shareholders and cash flow resulting 
from lower taxes in the early years of the asset’s life. 
 

The Section 179 election allows borrowers to expense rather than 
depreciate the cost of qualifying assets subject to limitations. With the 
passage and signing into law of The Tax Cuts and Jobs Act, the 
deduction limit for Section 179 increased from $500,000 to 
$1,000,000 for 2018 and beyond. The limit on equipment purchases 
likewise has increased, from $2 million to $2.5 million. In addition, 
the deduction now includes any of the following: new or used 
equipment, qualified leasehold investment property, qualified 
restaurant property, qualified retail improvement property, 
improvements to existing nonresidential property i.e. the improvement 
must be placed in service after the date the property itself  
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was first placed in service: roofs; heating, air-conditioning, and 
ventilation systems; fire protection, alarm, and security systems. 
 

The full Section 179 election can only be used for vehicles with a gross 
vehicle weight (GVW) > 6000 pounds.   The vehicle must be used in 
the business. There are comprehensive guidelines defining what 
constitutes a truck or larger passenger vehicle which are not subject to 
the limitations imposed on large SUVs and regular passenger vehicles. 
The cost of a full-size pick-up truck (cargo  bed > 6 feet) can be 
expensed using the Section 179 election in the year of purchase The 
election is limited to $25,000 for large SUVs e.g. GVW > 6,000 
pounds.  The election for passenger vehicles placed in service after 
December 31, 2017 used in the business is determined by whether the 
taxpayer claims bonus depreciation. 
 

If the taxpayer doesn’t claim bonus depreciation, the greatest 
allowable depreciation deduction is: 
 

• $10,000 for the first year, 
• $16,000 for the second year, 
• $9,600 for the third year, and 
• $5,760 for each later taxable year in the recovery period 

If a taxpayer claims 100 percent bonus depreciation, the greatest 
allowable depreciation deduction is: 
 

• $18,000 for the first year, 
• $16,000 for the second year, 
• $9,600 for the third year, and 
• $5,760 for each later taxable year in the recovery period 

 

The Section 179 election does not conform to GAAP and as such 
cannot be used for financial reporting. This creates the potential for 
significant deferred taxes. 
 

Pursuant to the Tax Cuts and Jobs Act Special or Bonus depreciation 
allows the purchaser of a qualifying asset i.e. new or used equipment 
to expense (100%) of amounts which do not qualify for the Section 
179 election. This part is retroactive to 9/27/2017 and is good through 
2022 with a phase out through 2027.  
 

The Internal Revenue Code defines the minimum depreciable life of 
assets. The rules are outlined in Visual 5-10. 
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Visual 5-10 
MACRS* Depreciation Rules 

 

  Asset Disposition            Property Class 
Range(ADR) (years)        Recovery Period               Allowable Depreciation Method 
 

 ≤ 4 3 years 200 percent declining balance 
 4-10 5 years 200 percent declining balance 
 10-16 7 years 200 percent declining balance 
 16-20 10 years 200 percent declining balance 
 20-25 15 years 150 percent declining balance 
 >25 20 years 150 percent declining balance 
  

 27.5 years residential  Straight-line 
 rental property 
 39.0 years Straight-line 
 nonresidential 
 property 
 

*Modified Accelerated Cost Recovery System 
 

Visual 5-11 compares the two most commonly used methods of 
depreciation—straight line, and 150/200 percent declining balance. 
Salvage value is not considered with the declining balance method. 
 

MACRS allows a company to use straight-line depreciation for 
financial reporting purposes and accelerated depreciation for tax 
purposes when depreciating assets in the 3 through 20-year classes. 
Thus deferred income taxes can arise from timing differences between 
book (accounting) and tax depreciation. Visual 5-12 shows how the 
deferred tax liability is calculated.  Deferred taxes can also arise from 
timing differences in the recognition of revenue/ expense/losses for 
financial reporting and tax purposes. A deferred tax liability will 
generally only appear in Reviewed or Audited financial statements. 
 

The difference between book and tax depreciation will be reconciled 
in Schedule M-1 of the tax return with the exception of the Section 179 
Election which passes through to the partners, shareholders, members 
of a partnership, S Corporation or LLC. 
 

Depreciation is used to allocate the cost of fixed assets. Amortization 
matches the cost of intangibles with the benefits (income) derived 
from intangibles e.g. patents and goodwill.  Similarly, depletion 
matches the cost of developing natural resources with the benefits 
(income) derived from sale of natural resources. These charges to 
expense do not involve an outflow of cash. 
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Visual 5-11 
Depreciation Calculations 

 

                                         200 Percent  
                                                          Straight-Line                   Decline 
 

Cost  $ 100,000 $ 100,000 
Useful Life (years) 5 5 
Salvage Value  $   10,000 N/A 
Depreciation 
Year 1  18,000 40,000 
Year 2 18,000 24,000 
Year 3  18,000 14,400 
Year 4  18,000 8,640 
Year 5  18,000 5,184 
 

 $ 100,000  Two times the 
 -10,000  straight-line rate 
  $   90,000 /5 (20%) multiplied 
   by the declining book 
   balance 

Visual 5-12 
Depreciation and Deferred Taxes 

 

                                                                         Book                                           Tax 
Cost $ 50,000 $ 50,000 
Salvage Value 5,000 0 
Depreciation Base $ 45,000 $ 50,000 
Depreciable Life 5 years 5 years 
Depreciation Method  Straight-line    200% declining book balance 
First-year Depreciation   $9,000 ($45,000/5)   $20,000 ($50,000 x 40%) 
Sales $100,000 $100,000 
COGS 60,000 60,000 
SG&A 20,000 20,000 
Depreciation 9,000 20,000 
Pretax Profit 11,000 0 
Tax @ 15 percent 1,650 0 
Net Income 9,350 0 
Deferred Taxes                                                                           $1,650  
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Gain or loss on sale occurs when assets are sold for more (less) than 
net book value. As such, gain or loss on sale represents an adjustment 
to depreciation (non-cash) to reconcile the net book value and the sales 
price of an asset.  The company recognized too much depreciation 
(gain) or not enough (loss) when depreciating the asset. 
 

Visual 5-13 
Gain or Loss on Sale 

 

Purchase Price  $100,000 
-  Accumulated Depreciation 60,000 
Net Book Value      40,000 
Sales Price      50,000 
 Gain on Sale      10,000 
Sales Price      30,000 
 Loss on Sale               <10,000> 
 
Leases 
Many borrowers choose to lease assets rather than own fixed assets. 
Borrowers have multiple reasons to lease assets 
 short term use of asset 
 often no down payment required 
 lower payment 
 tax advantages especially if the company cannot utilize the 

Section 179 election 
 may be only option e.g. retailer in a mall or professional in an 

office building 
 

Leases currently can be classified as operating leases or capital leases 
for accounting purposes. The fundamental difference is whether the   
lessee has an option to buy the asset at the end of the lease term for 
some defined amount (residual). Currently, only capital leases are 
required to be placed on the balance sheet. The leased asset is included 
in assets and the lease liability is included in liabilities. The asset is 
amortized over the life of the lease. Lease payments on operating 
leases are expensed as incurred. The lease obligation is disclosed in 
the Notes to the financial statement. 
 

The accounting profession has promulgated new accounting treatment 
of operating leases.  Effective for fiscal years beginning after 12-15-
18 (1-1-19) for public companies and 12-15-19 (1-1-20)  
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for private companies, the lessee must recognize a “right of use” asset 
and a lease liability on the balance sheet for operating leases with terms 
longer than 12 months. The “right of use” is initially measured at the 
present value of the lease payments based on the liability adjusted for 
initial direct costs rather than the value of the asset. The accounting 
recognizes a single lease cost calculated so that the cost of the lease is 
allocated over the lease term generally on a straight-line basis.  The 
required lease payment is a liability. All cash lease payments are 
classified as operating activities within the statement of cash flows. 
The accounting involves estimates of lease term, lease payments and 
discount rates. 
 

The new accounting treatment for operating leases has several 
implications for lenders.  Reflecting operating leases on the balance 
sheet will impact leverage, liquidity, debt service coverage and loan 
covenant compliance. The impact is potentially greatest for borrowers 
who have been heavy users of operating leases e.g. professionals and 
retailers who occupy leased premises and businesses that occupy 
leased space owned by the owner of the business or an entity 
controlled by the owner of the business. Leases on buildings owned by 
the owner of the business or an entity they control and leased to the 
business may be restructured to one-year leases to avoid having to put 
the lease obligation on the balance sheet of the business. 
 

There is no change in the treatment of finance or capital leases. Lessor 
accounting is largely unchanged. The change will not affect cash flow 
of the business. 
 
Treatment of Bad Debts 
Borrowers have flexibility within generally accepted accounting 
principles as to the treatment of bad debts e.g. allowance or direct 
write-off. The direct write-off method recognizes losses when incurred 
and as such is less conservative than the allowance method. 
 

Visual 5-14 
Allowance for Doubtful Accounts  

Years 
 
                               1               2         3                4              5 
 
Provision 50 50 50 50 50 
 

Charge-off 0 0  <100> 0 <150> 
 

Allowance Balance 50 100 50 100 0 
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Other Comprehensive Income (OCI)  
 
See Appendix D for a discussion of OCI 
 
Comparative/Common Size Analysis                           
For financial statements to be meaningful, they must be used in a 
comparative analysis: 
 

 internal comparison (company against itself or mental picture) 
 external comparisons (company against other companies in the 

same industry or industry averages) 
 

Internal comparison is effective only if the analyst can establish a 
trend. The analyst must compare at least three years of financial 
information. To make the comparison more relevant, the analyst can 
common-size the statements expressing components of the income 
statement as a percentage of sales and components of the balance sheet 
as a percentage of assets. This analysis highlights changes in 
proportions e.g. gross margin, operating expenses as a percentage of 
sales and debt as a percentage of assets. 
 

Using common-sized statements, the borrower’s financial 
performance can be compared with other companies in the same 
industry or industry composites. The best source of industry averages 
is the RMA - The Risk Management Association - Annual Statement 
Studies. Data is organized by NAICS code and sorted by sales and 
assets. Common size income statement and balance sheet data is 
presented along with selected ratios presented in quartiles. The 
Statement Studies also contain a bibliography detailing sources of 
industry financial data. However, weaknesses introduced into external 
comparisons by differing accounting methods, companies with 
multiple divisions or product lines and differing fiscal dates, 
geographic locations, competitive strategies and borrowers who own 
rather than lease business assets must be taken into consideration. 
 

The lender or analyst must also consider the impact of differences in 
compensation strategies employed by borrowers. Owners of 
businesses organized as C corporations tend to maximize salary and 
minimize distributions to avoid paying taxes twice on the income. In 
contrast, owners of S Corporations will tend to minimize salary and 
maximize distributions to minimize Medicare taxes paid. Borrowers 
organized as LLCs will receive guaranteed payments rather than salary 
for management duties. 
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 “30 Second” Analysis 
A quick “30 Second” analysis would focus on the trends in the 
common size percentages for the following: 
 

 sales 
 gross margin 
 operating expenses 
 tangible net worth 
 short term debt 
 

Exhibit 5-6 provides a framework for performing a “30 Second” 
analysis. First gather the common-size percentages from a spreadsheet 
or calculate the percentages using the form.  
 

Second determine if the trend is positive, stable or negative. Tangible 
net worth (TNW) and current liabilities are a two-part test.  If the TNW 
is <25% of assets, then debt is >75% yielding a debt/TNW ratio >3 
which is high and a negative. If current liabilities exceed current assets 
there is no working capital and that is a negative. The maximum 
number of checks – positive and negative – is five. 
 

Third focus on the number of negative trends 
 one - is there an offsetting positive 
 two - potential problem if corrective action is not underway 
 three - actual problem       
 four - potential default 
 five - probable loss 
 

The “30 Second” analysis is an indicator of the viability of the core 
operating business and strength of the balance sheet.  It is also a good 
indicator of actual problem loans two years prior to the borrower 
losing money and three years prior to default. Borrowers get in trouble 
because of profitability and cash flow problems in the core business. 
Liquidity and capital can buy time to resolve the profitability 
problems. 
 
The “30 second” analysis does not replace more comprehensive 
analysis, but it will highlight issues requiring further analysis. 
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Exhibit 5-6 
“30 Second” Analysis 

 
 Prior Current 
 Year Year   
 
Sales $ ____________   ____ % $ __________   ____ %  

 Gross Margin $ ____________   ____ % $ __________   ____ % 

 Operating Expenses $ ____________   ____ % $ __________   ____ % 

 

Assets $ ____________   ____ % $ __________   ____ % 

 Current Assets $ ____________   ____ % $ __________   ____ % 

 Current Liabilities $ ____________   ____ % $ __________   ____ % 

 Tangible Net Worth $ ____________   ____ % $ __________   ____ % 

 

 Positive  Negative 

Sales Growing  Declining  

Gross Margin % Improving/Stable  Declining  

Operating Expense % Declining/Stable  Increasing 

Tangible Net Worth (TNW) % Increasing/Stable  Declining or   
 TNW %   < 25% 

Current Liabilities - % Decreasing/Stable  Increasing or 
 Working Capital   Negative 

Total Checks  (maximum of five)    

 

One Negative - Are there two offsetting positives 

Two Negatives - Potential problem if corrective action is not underway 

Three Negatives - Actual problem 

Four Negatives - Potential default 

Five Negatives - Probable loss 
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Ratio Analysis 
A ratio is a relationship between any two numbers. Ratios are 
appropriate only when  
 the relationship is meaningful 
 quality numbers are used in the calculation 
 the calculated ratios can be compared to something e.g. terms of 

purchase/sale, prior experience or other companies in the same 
industry 

 

Visual 5-15 shows six major classes of ratios which have proven to be 
meaningful relationships. 
 

Visual 5-15 

Classes of Ratios 
 

 Liquidity 

 Utilization 

 Financial Leverage 

 Profitability 

 Expense       

 Coverage 
 
These ratios are defined as follows: 
 
 

Visual 5-16 
Liquidity Ratios 

 
 Current Ratio — Current Assets      
  Current Liabilities 
 
 Quick Ratio — Current Assets-Inventory 
  Current Liabilities 
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Notes 
Visual 5-16, continued 
 

Utilization Ratios 
 
 Asset Utilization Sales/Assets 
 
 Fixed Assets Sales/Net Fixed Assets 
 
 Receivables Turnover            Sales 
  Accounts Receivable 
 
 Days Sales in Receivables                   365* 
  Sales/Accounts Receivable 
 
 Inventory Turnover Cost of Sales/Inventory 
 
 Days Cost of Sales                  365* 
 in Inventory Cost of Sales/Inventory 
 
 Payables Turnover Cost of Sales/Payables 
 
 Days Cost of Sales in                 365* 
 Payables Cost of Sales/Payables 
 
*  For fiscal statements. For interim statements, use the appropriate number of days. 
 

Financial Leverage 
 Debt/Equity 
 Equity/Assets 
 Assets/Equity 
 Debt/Tangible Net Worth 
 

Profitability Ratios 
 Return on Sales (ROS) Profit*/Sales 
 Return on Assets (ROA) Profit*/Assets 
 Return on Equity (ROE) Profit*/Equity 
 
* RMA uses pretax profit in calculating these ratios 
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Notes 
Visual 5-16, continued 
 

Interrelationship Profitability Measures 
 
ROS x Asset = ROA 
  Utilization 
 

Profit* x Sales =  Profit* 
Sales  Assets  Assets 
 

ROA x Leverage = ROE 
  Multiplier 
 

Profit* x Assets = Profit* 
Assets  Equity  Equity 
 

*Pretax or After Tax Profit 
 

Expense Ratios 
 

 Depreciation, Depletion, Amortization 
                             Sales 
 

 Lease and Rental Expense 
                        Sales 
 

 Officer’s Compensation 
                    Sales 
 

 Interest Expense 
               Sales 

Coverage Ratios* 
 

Times Interest Earned —     EBIT**  
                                               Interest 
 

Coverage of CMLTD*** —        Net Profit + Depreciation + Depletion + Amortization 
                                                                                      CMLTD*** 
 

Debt Service Coverage —  EBIT + Depreciation + Depletion + Amortization (EBITDA) 
                                          CMLTD ****+ Interest  
 

Alternative Measure —  Earnings Before Interest, Depreciation and Amortization (EBIDA) - 
Debt Service Coverage   Distributions in Lieu of Taxes (S Corps and LLCs)***** 
                                    CMLTD*** + Interest + Assumed Amortization of Line of Credit******  
 

Indicates ability to earn interest or CMLTD not necessarily the ability to pay. Only cash pays loans. 
**  Earnings, before interest and taxes (EBIT) 
*** Last year’s current maturities of long-term debt if monitoring compliance with a covenant in a loan agreement. Use this year’s 
      current maturities if you are evaluating a proposed loan request.  Be sure to include payments on any new debt. 
**** Pre-tax Equivalent CMLTD/(1-T) 
*****  Use 27% of net income as an estimate 
****** Line of Credit used to fund permanent investment in current assets. Assumed amortization will be 3-5 years based on control  
        exercised over collateral 
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Notes 
 Liquidity 
    

  Current:  Current Assets/Current Liabilities                            
  Quick:  Current Assets - Inventory/Current Liabilities 
 

Liquidity ratios measure balance sheet liquidity i.e.  the borrower’s 
ability to quickly convert current assets to cash and address the 
borrower’s ability to bridge the regular outflows of cash and the 
irregular inflows. The ratios do not address the quality of current assets 
e.g. uncollectable receivables. 
 

A current ratio <1.0 indicates a company with negative working 
capital. Therefore, working capital is another perspective on liquidity 
i.e. the portion of current assets funded with long-term debt and equity 
– more patient money. A quick ratio <1.0 is a measure of reliance on 
liquidation of inventory to repay current liabilities aka inventory 
reliance ratio. Many borrowers rely on lines of credit as a source of 
liquidity. 
 

Liquidity does not assure cash. The borrower may have a large 
permanent investment in inventory and receivables which is constantly 
revolving.  
 

Liquidity ratios are most appropriate to analyze short-term obligations 
of seasonal businesses where the primary source of repayment is cash 
from liquidation of a temporary investment in current assets in the 
normal course of business. 
 

These ratios are important to trade creditors and asset-based lenders 
who are willing to extend new credit as long as the customer/ borrower 
pays outstanding obligations. They are also a measure of the potential 
ability to repay revolving debt in liquidation.  Liquidity is a measure 
of the borrower’s ability to withstand short-term adversity. An 
acceptable level of liquidity is defined by the stability of income and 
the structure of liabilities e.g. stable income and liabilities structured 
long term suggests a smaller need for liquidity. 
 

Lenders employ liquidity ratios in a loan agreement to limit 
 

 the borrower’s ability to grow 
 how much short-term debt a borrower can have e.g. force 

conversion of revolving debt to term 
 the borrower’s investment in inventory e.g. quick ratio  
 the borrower’s ability to use short-term debt to finance longer 

lived assets. 
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Notes 
 Utilization 
  

 Asset Turn:  Sales/Assets  
 

 Fixed Assets:  Sales/Net Fixed Assets 
 

 Receivables Turn:  Sales/Receivables  
 Days Receivables:                  365*        

          Sales/Receivables  
 

 Inventory Turn:  Cost of Sales/Inventory  
 Days Inventory:                      365*  
                            Cost of Sales/Inventory 
  

 Payable Turn:  Cost of Sales/Payables  
 Days Payables:                       365*     
                                     Cost of Sales/Payables 
 

* Use 365 days for fiscal statements only. Interim statements use 
appropriate number of days e.g. 90, 180. 
 

Utilization ratios speak to the efficiency of assets and the operating 
cycle. Largely depreciated fixed assets or large investments in non-
productive assets can distort the fixed asset ratio.  
 

Payables turn can also be calculated using purchases rather than cost 
of sales.  This is a better measure for manufacturers who add 
significant   value   in   the   manufacturing   process   e.g.  labor and 
manufacturing overhead which do not create payables yet are included 
in cost of sales. Payables turn expressed as days cost of sales provides 
an indication of the portion of inventory financed by the trade. 
 

Largely depreciated fixed assets or a large investment in non-
productive fixed assets may distort the sales/fixed assets ratio. 
 
 Financial Leverage 
  

 Debt/Equity 
 Assets/Equity 
 Equity/Assets 
 Debt/Tangible Net Worth 
 

The financial leverage ratios address the riskiness of the financial 
structure. The more debt a borrower has relative to equity the more 
risky the financial structure because of the requirement to pay interest 
and principal. The leverage ratios are also a measure of the financial 
flexibility of the borrower. The ratio of debt to tangible net worth is 
the best measure of leverage to use in assessing a loan request. 
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Notes 
Lenders are now starting to include a multiple of operating lease 
payments (6x) in the leverage calculation to reflect the impending 
impact of operating leases appearing on the balance sheet. 
 

Lenders use a leverage ratio in a loan agreement to limit the amount of 
debt a borrower can have relative to tangible net worth, constrain the 
borrower’s ability to grow using debt and restrict the borrower’s ability 
to take cash out of the business as salary or distributions. The ratio is 
one determinant of when to term out a line of credit. 
 

Visual 5-17 
Impact of Financial Leverage 

 
 No 20% Equity 20% Equity 
 Leverage 80% Debt @ 80% Debt @ 
  6% 12% 
 

Asset Cost $100,000 $100,000 $100,000 
Income $  10,000 $  10,000 $  10,000 
Interest -0- 4,800 9,600 
Net Income $  10,000 $    5,200 $       400 
ROA 10% 5.2% .4% 
ROE 10% 26% 2% 
 
Visual 5-17 demonstrates the impact on ROE resulting from positive 
and negative financial leverage. A rational borrower will employ 
financial leverage until the cost of the debt exceeds the return on assets 
acquired with the debt, the cost of the debt exceeds the return required 
on the borrower’s own funds, the borrower can no longer service the 
debt or lenders refuse to increase loans. 
 

 Profitability 
 Return on Sales (ROS):  Pretax Profit/Sales 
 Return on Assets (ROA):  Pretax Profit/Assets 
 Return on Equity (ROE):  Pretax Profit/Equity 
 

RMA uses pretax profit in the calculation of these ratios to facilitate 
comparison with other companies without the distortion of different 
tax treatments of income arising from differences in legal structure e.g. 
S Corporation.  The profitability ratios measure management 
effectiveness in pricing, cost control, asset utilization and employment 
of financial leverage.  
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Notes 
 Expense 
 Depreciation, Amortization, Depletion/Sales 
 Lease and Rental Expense/Sales 
 Officer’s Compensation/Sales 
 Interest Expense/Sales 
 

These ratios have already been calculated if a detailed income 
statement is common-sized. Each component of the income statement 
has been expressed as a percentage of sales. These ratios are a measure 
of operating leverage and help differentiate between capital- and labor-
intensive industries. The ratios can also be an indication of excessive 
personal or corporate lifestyle. 
 

Visual 5-18 demonstrates the impact of rising fixed expenses on 
operating leverage and a borrower’s breakeven point. 
 

Increases in expense ratios indicate increasing vulnerability to 
changes in the external environment particularly if the gross profit 
margin is declining. Increases in depreciation/sales often indicate 
investment in non-productive fixed assets. Increases in lease and 
rental expense/sales especially when lease payments are paid to the 
owner of the business coupled with increases in owner’s 
compensation/sales often indicate a lifestyle issue. Increasing interest 
expense/sales indicates debt is becoming a larger burden on the 
company often because the debt was used to fund non-productive 
purposes e.g. toys or lifestyle. 
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Visual 5-18 
Operating Leverage and Breakeven 

 

 
 Coverage 
 

Interest Coverage:    Earnings Before Interest and Taxes (EBIT)      
                                                                   Interest 

 

Debt Service Coverage:        EBIT + Depreciation + Amortization + Depletion (EBITDA)              
                                 Pre-tax Equivalent Current Maturities Long Term Debt (CMLTD) + Interest 

 

Alternative Measure:            Earnings Before Interest Depreciation and Amortization (EBIDA) 
         - Distributions in Lieu of Taxes        
                                                  CMLTD + Interest + Assumed Amortization of Line of Credit 
 

Last year’s CMLTD are used in the calculation if the lender is assessing 
the borrower’s ability to earn this year’s debt service typically when 
monitoring compliance with covenants in a loan agreement. If the lender 
is underwriting a new loan or constructing a projection then this year’s 
current maturities should be used in the calculation. 
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Notes 
The pre-tax equivalent of CMLTD is used in the EBITDA calculation 
because the numerator is a pre-tax measure of cash flow and CMLTD 
are paid with after-tax cash flow.  Failure to tax effect the principal 
portion of the payment overstates the borrower’s ability to earn debt 
service. Alternatively, lenders may use EBIDA as a measure of cash 
flow. If the borrower is organized as an S Corp or LLC, an estimate of 
distributions in lieu of taxes (27% of net income) must be subtracted 
from EBIDA. Sometimes the ratio is expanded to cover all fixed 
charges by adding operating lease payments to the numerator and 
denominator of the debt service coverage ratio. Typically, a line of 
credit is assumed to be fully funded for purposes of calculating interest 
in determining debt service coverage. 
 

The lender should assume an amortization of the line of credit typically 
over 3 to 5 years unless he/she can demonstrate the line is significantly 
reduced annually from liquidation of assets in the normal course of 
business. Otherwise, the line is being used to fund a permanent 
investment in current assets and will have to be termed out.  
 

Including an assumed amortization of the line of credit in the debt 
service coverage calculation helps avoid loaning the borrower more 
money than can be repaid over a reasonable period of time. The length 
of the assumed amortization (3-5 years) depends on the control 
exercised over the current assets e.g. 3 years if the bank only gets a 
listing of aged accounts receivable, 4 years if the bank employs a 
borrowing base and 5 years if the bank lock boxes the proceeds or 
employs a controlled account (ACH). If the bank is unwilling or 
unable to exercise control over the current assets and considers a 
longer amortization, then the loan should be secured with a longer-
lived asset e.g. real estate or a SBA guarantee. 
 

Lenders typically add back depreciation and other non-cash charges 
when determining cash available for debt service. Realistically the 
lender should subtract an estimate of replacement capital expenditures 
(capex). Alternatively, the lender should be prepared to fund 
replacement capex. 
 

These ratios address the borrower’s ability to earn interest and debt 
service. They say nothing about the borrower’s ability to pay debt 
service. Only cash pays loans. They are a measure of core earnings 
available for debt service. 
 

The coverage ratios have value in underwriting loans because the 
lender wants to be sure the borrower can earn its interest and debt 
service. The bank and borrower will have to reach agreement on the 
uses of the cash e.g. growth, lifestyle, repay debt. 
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Notes 
Similarly, the coverage ratios have value in loan monitoring assuring 
the bank that the borrower continues to earn its debt service. A debt 
service coverage ratio in a loan agreement which includes an assumed 
amortization of a line of credit used to fund a permanent investment in 
current assets effectively determines when it is appropriate to term out 
a line of credit, limits the borrower’s ability to grow and take funds to 
support his/her lifestyle. A debt service coverage covenant gives the 
bank the ability to confront the borrower if at any point the borrower 
no longer earns its debt service ideally before the borrower is on the 
verge of default 
 

Net operating income (NOI) is a common measure of cash flow 
available for debt service used in income property lending. NOI is the 
functional equivalent of EBITDA used in C&I (commercial) lending 
with the caveat C&I borrowers have working capital considerations 
which typically are not an issue in CRE lending. Also, responsible 
income property borrowers make a provision for maintenance capital 
expenditures (capex) as an expense. C&I borrowers rarely provide for 
maintenance capex. 
 

Some lenders are now using Funded Debt to EBITDA as a measure of 
cash flow leverage.  This ratio measures how many years it would take 
to amortize funded debt if all the EBITDA was dedicated to debt 
service.  A common multiple is 3 to 5x.  Regulators consider a ratio 
>6x to be a highly leveraged transaction subject to closer regulatory 
scrutiny.  
 

There is no consensus on the definition of funded debt as some banks 
include all interest-bearing debt while others only include long term 
debt and still others include all debt excluding payables and lines of 
credit reported as a current liability.  This lack of consensus reinforces 
why it is critical to explicitly define cash flow and debt service in the 
debt service coverage covenant in a loan agreement.  The definition in 
the loan agreement must mirror the definition in a compliance 
certificate, the bank’s underwriting guidelines and loan policy.  
 
Loan Screening Worksheet 
 

Key ratios can be incorporated into a Loan Screening Worksheet 
(Exhibit 5-7). The worksheet incorporates and quantifies the 5 Cs of 
credit introduced in Module One.   
 

 The lender may be able to mitigate one factor e.g. financial leverage 
> 3.0 with strong debt service coverage. Trying to mitigate two factors 
suggests the lender is reaching to make the loan work. Beyond two 
factors, the loan is probably a poor lending opportunity. Of course, it 
is impossible to mitigate poor character.  
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Exhibit 5-7 
Loan Screening Worksheet 

 

 
  

 

 

= 

= 

= 

= 

= 

CHARACTER Personal Credit History 
 Does the borrower have a FICO score > 660? or Yes  _____  No  _____  
 Do you believe the borrower has a good credit history? Yes  _____  No  _____   
 

CAPACITY Profitability 
Profitable 2 of Last 3 Years: Yes  _____  No  _____  
Profitable Most Recent Year: Yes  _____  No  _____   
 

 

CAPACITY Debt Service Coverage Ratio 
Earnings before Interest, Depreciation & Amortization (EBIDA) – Distributions in Lieu of Taxes*  
 

Current Portion Long-Term Debt + Interest (Payment) + Assumed Amortization of Line of Credit** + Any New Debt Service 
   
         Divided By  Greater than 1.25? 
  Yes  _____  No  _____   
 

*S Corp and LLCs (Actual or 27% Net Income) 
**Assume 4-year amortization of fully funded or revolving portion of line of credit 
 

 Personal Cash Flow 
Salary + Interest/Dividends + Schedule E EBIDA (NOI) 

+ Distributions + Retirement Income + Other Income (Cash Adjustments) – Taxes 
            = 

Global Debt Service Coverage EBIDA 
Personal Cash Flow – Personal Living Expense (25%) + Business – Distributions Greater than 1.25 
  Yes  _____    No  _____   
 Personal Debt Service + Business Debt Service 
 

 

CAPITAL Leverage (Debt to Equity Ratio) 
Total Liabilities   
   Divided By Divided By  Less than 3:1 
Tangible Net Worth Equity)  Yes  _____  No  _____     

CONDITIONS Liquidity Ratio or Current Ratio 
Current Assets    
   Divided By Divided By   Greater than 1:3? 
Current Liabilities  Yes  _____   No  ____    

 

COLLATERAL Margined Collateral Coverage Ratio 
Total Bank Exposure including New Request  
AR < 90 Days  ________________  x .70 =  _______________  (Eligible) 
INV  ________________  x .40 =  _______________  (Eligible)   
MACH/EO Invoice  x .80 =  _______________  (New) 
MACH/EQ Lesser appraisal or cost x .75 =  _______________  (Used) Adequate Collateral 
MACH/EQ Blanket Lien  x .75 =  _______________  (NBV – Liens) 
RE (Owner Occupied)  ________________  x .75 =  _______________     Yes  _____    No  _____  
RE (Investor)  ________________  x .70 =  _______________  (Improved)   
  Total =  _______________   
 
 

COLLATERAL Guarantors 
 Does/do the guarantor(s) add strength to the Loan? Yes  _____  No  _____  
 Does/do the guarantor(s) have a conservative lifestyle? Yes  _____  No  _____   

 
 



5 Assessing Borrower Financial Performance 

 
(c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
All rights reserved. Subject to annual license expiring January 31, 2020 5-57 

Notes 
Caveat: The Loan Screening Worksheet does not replace more 
comprehensive analysis particularly for larger and more complex 
credits. 
 

Ratios are indicators only for further analysis and say nothing about 
the underlying quality of earnings and assets. 
 

Industries are differentiated by working asset, net margin, asset 
utilization and financial leverage. Ratios can be used to make many of 
these distinctions. Industry comparison must take into account 
differing asset mixes and competitive strategies among companies as 
well as differing accounting methods e.g. inventory valuation and 
depreciation. 
 

Ratios incorporated in loan agreement covenants address the primary 
reasons borrowers get in trouble. The borrower grows too fast, takes 
on too much debt particularly short-term debt, builds a big corporate 
or personal lifestyle and invests in non-productive assets e.g. toys.  
 

Liquidity, leverage and coverage ratios effectively limit 
 – company’s ability to grow 

– how much the owners can take in salary and distributions 
– the amount of total debt the company can have relative to 

 tangible net worth 
– the amount of short term debt the borrower can have 
– the borrower’s ability to invest in non-productive assets 

 

These ratios also determine when it is appropriate to term out a line of 
credit. 
 

Exhibit 5-8 provides a more complete summary of ratios. 

Exhibit 5-8  
Definition of Ratios * 

 

LIQUIDITY RATIOS  
Liquidity is a measure of the quality and adequacy of current assets to meet current 
obligations as they come due. 
 

Current Ratio 
Computation:  Total current assets divided by total current liabilities 
 

Total Current Assets 
Total Current Liabilities 

 

Interpretation:  This ratio is a rough indication of a firm’s ability to service its current 
obligations. Generally, the higher the current ratio, the greater the “cushion” between current 
obligations and a firm’s ability to pay them. While a stronger ratio shows that the 
  

*Taken from the RMA Statement Studies published by the Risk Management Association 
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Exhibit 5-8, continued 
 
numbers for current assets exceed those for current liabilities, the composition and quality 
of current assets are critical factors in the analysis of an individual firm’s liquidity.  
 

Quick Ratio 
Computation:  Cash and equivalents plus accounts and notes receivable (trade) divided by 
total current liabilities.  
 

Cash & Equivalents + Trade Receivables (Net) 
Total Current Liabilities 

 

Interpretation:  Also known as the “Acid Test” ratio, this is a stricter, more conservative 
measure of liquidity than the current ratio. This ratio reflects the degree to which a company’s 
current liabilities are covered by the most liquid current assets. These assets can be 
converted quickly to cash and at amounts close to book value. Generally, any value of less 
than 1 to 1 implies a “dependency” on inventory or other current assets to liquidate short-
term debt.  
 

Sales/Net Working Capital 
Computation:  Sales divided by Net Working Capital 
 

Sales 
Current Assets – Current Liabilities 

 

Interpretation:  Working capital is a measure of the firm’s ability to finance current 
operations.  As such, it is a measure of the margin of protection for current creditors.  It is 
also a measure of how effectively working capital is being used.  A low ratio may indicate an 
inefficient use of working capital.  A high ratio often signifies over-trading which is a 
vulnerable position for creditors. 
 
UTILIZATION RATIOS 
Sales/Receivables 
Computation: Net sales divided by accounts and notes receivable (trade). 
  

Net Sales  
Trade Receivable (Net)  

 

Interpretation:  This ratio measures the number of times trade receivables turn over during 
the year. The higher the turnover of receivables, the shorter the time between sale and cash 
collection. For example, a company with sales of $720,000 and receivables of $120,000 
would have a sales/receivables ratio of 6.0 which means receivables turn over six times a 
year. If a company’s receivables appear to be turning slower than the rest of the industry, 
further research is needed and the quality of the receivables should be examined closely. 
 

A problem with this ratio is that it compares one day’s receivables, shown at statement date, 
to total annual sales and does not take into consideration seasonal fluctuations. An  
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Exhibit 5-8, continued 
 
additional problem in interpretation may arise when there is a large proportion of cash sales 
to total sales. 
 

Days’ Receivables 
Computation:  The sales/receivables ratio divided into 365 (the number of days in one year). 
 

365 
Sales/Receivable Ratio 

 

Interpretation:  This figure expresses the average time in days that receivables are 
outstanding. Generally, the greater number of days outstanding, the greater the probability 
of delinquencies in accounts receivable. A comparison of a company’s daily receivables may 
indicate the extent of a company’s control over credit and collections.  The terms offered by 
a company to its customer, however, may differ from terms within the industry and should 
be taken into consideration. 
 

Cost of Sales/Inventory 
Computation:  Cost of sales divided by inventory. 
 

Cost of Sales 
Inventory 

 

Interpretation:  This ratio measures the number of times inventory is turned over during the 
year. High inventory turnover can indicate greater liquidity or superior merchandising. 
Conversely, it can indicate a shortage of inventory for sales. Low inventory turnover can 
indicate poor liquidity, possible overstocking, obsolescence, or in contrast to these negative 
interpretations, a planned inventory buildup in the case of material shortages. A problem with 
this ratio is that it compares one day’s inventory to cost of goods sold and does not take 
seasonal fluctuations into account. For service industries, the cost of goods (parts and 
supplies) is included in operating expense.  In addition, the data does not differentiate the 
method of inventory valuation. 
 

Days’ Inventory 
Computation:  The cost of sales/inventory ratio divided into 365 (the number of days in one 
year). 
 

365 
Cost of Sales/Inventory Ratio 

 

Interpretation:  Division of the inventory turnover ratio into 365 days yields the average 
length of time units are in inventory.  
 

Cost of Sales/Payables 
Computation:  Cost of sales divided by accounts and notes payable.  
 

Cost of Sales 
Trade Payables  
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Exhibit 5-8, continued 
 
Interpretation:  This ratio measures the number of times trade payables turn over during 
the year.  The higher the turnover of payables, the shorter the time between purchase and  
payment. If a company’s payables appear to be turning more slowly than the industry, then 
the company may be experiencing cash shortages, disputing invoices with suppliers, 
enjoying extended terms, or deliberately expanding its trade credit. The ratio comparison of 
company to industry suggests the existence of these possible causes or others. If a firm buys 
on 30-day terms, it is reasonable to expect this ratio to turn over in approximately 30 days. 
A problem with this ratio is that it compares one day’s payables to cost of goods sold and 
does not take seasonal fluctuations into account.  
 

Days’ Payables  
Computation: The cost of sales/payables ratio divided into 365 (the number of days in one 
year). 
  

365 
Cost of Sales/Payables Ratio  

 

Interpretation:  Division of the payables turnover ratio into 365 days yields the average 
length of time trade debt is outstanding.  
 
LEVERAGE RATIOS  
Highly leveraged firms are companies with heavy debt in relation to net worth. These firms 
are more vulnerable to business downturns than those with lower debt to worth positions. 
While leverage ratios help to measure this vulnerability. Keep in mind these ratios vary 
greatly depending on the requirements of particular industry groups.  
 

Fixed/Worth 
Computation: Fixed assets (net of accumulated depreciation) divided by tangible net worth. 
  

Net Fixed Assets 
Tangible Net Worth  

 

Interpretation:  This ratio measures the extent to which owner’s equity (capital) has been 
invested in plant and equipment (fixed assets). A lower ratio indicates a proportionately 
smaller investment in fixed assets in relation to net worth, and a better “cushion” for creditors 
in case of liquidation. Similarly, a higher ratio would indicate the opposite situation. The 
presence of substantial leases (operating) fixed assets (not shown on the balance sheet) 
may deceptively lower this ratio.  
 

Debt/Worth 
Computation:  Total liabilities divided by tangible net worth.  
 

Total Liabilities 
Tangible Net Worth  
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Exhibit 5-8, continued 
 
Interpretation: This ratio expresses the relationship between capital contributed by creditors 
and that contributed by owners. Basically, it shows how much protection the owners are 
providing creditors.  The higher the ratio, the greater the risk being assumed by  
Exhibit 5-8, continued 
 

creditors. A lower ratio generally indicates long-term financial safety. Unlike a more highly 
leveraged company, a firm with a low debt/worth ratio usually has greater flexibility to borrow 
in the future. 
 
PROFITABILITY RATIOS  
Operating ratios are designed to assist in the evaluation of management performance.  
 

Percent Profits Before Taxes/Tangible Net Worth 
 

Profit Before Taxes  
                                                    x 100 

Tangible Net Worth 
 

Interpretation: This ratio expresses the rate of return on tangible capital employed. While it 
can serve as an indicator of management performance, you should always use it in 
conjunction with other ratios. Normally associated with effective management, a high return 
could indicate an under-capitalized firm. Conversely, a low return that is usually viewed as 
an indicator of inefficient management performance could reflect a highly capitalized, 
conservatively operated business. 
 

This ratio has been multiplied by 100 since it is shown as a percentage. 
 

Percent Profit Before Taxes/Total Assets 
Computation: Profit before taxes divided by total assets and multiplied by 100. 
 

Profit Before Taxes  
                                                    x 100  

Total Assets 
 

Interpretation: This ratio expresses the pre-tax return on total assets and measures the 
effectiveness of management in employing the resources available to it. A heavily 
depreciated plant and a large amount of intangible assets or unusual income or expense 
items will cause distortions of this ratio. 
 

This ratio has been multiplied by 100 since it is shown as a percentage.  
 

Sales/Net Fixed Assets 
Computation: Net sales divided by net fixed assets (net of accumulated depreciation). 
  

Net Sales 
Net Fixed Assets  
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Exhibit 5-8, continued 
 
Interpretation: This ratio is a measure of the productive use of a firm’s fixed assets. Largely 
depreciated fixed assets or a labor-intensive operation may cause a distortion of this ratio. 
 

Sales/Total Assets   
Computation: Net sales divided by total assets.  
 

Net Sales 
Total Assets  

 

Interpretation: This ratio is a general measure of a firm’s ability to generate sales in relation 
to total assets. It should be used only to compare firms within specific industry groups and 
in conjunction with other operating ratios to determine the effective employment of assets.  
 
EXPENSE TO SALES RATIOS   
The following three ratios relate specific expense items to net sales and express this 
relationship as a percentage. Comparisons are convenient because the item, net sales, is 
used as a constant. Variations in these ratios are most pronounced between capital and 
labor-intensive industries. 
 

Percent Depreciation, Depletion, Amortization/Sales 
Computation:  Annual depreciation, amortization, and depletion expenses divided by net 
sales and multiplied by 100.  
 

Depreciation, Amortization, Depletion Expenses        
Net Sales 

 

Percent Lease and Rental Expenses/Sales   
Computation:  Annual lease and rental expenses divided by net sales and multiplied by 
100. 
  

Lease & Rental Expenses 
Net Sales 

 

Percent Officers’ Compensation/Sales 
Computation:  Annual officers’, directors’, owners’ compensation divided by net sales and 
multiplied by 100. 
 

Officers’, Directors’, Owners’ Compensation 
Net Sales 

 
COVERAGE RATIOS 
Coverage ratios measure a firm’s ability to service debt.  
 

Earnings Before Interest And Taxes (EBIT)/Interest 
 
  

x 100 

x 100 

x 100 
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Exhibit 5-8, continued 
 
Computation:  Earnings (profit) before annual interest expense and taxes divided by annual 
interest expense. 

Earnings Before Interest &Taxes 
Annual Interest Expense 

 
 

Interpretation:  This ratio is a measure of a firm’s ability to meet interest payments. A high 
ratio may indicate that a borrower can easily meet the interest obligations of a loan. This 
ratio also indicates a firm’s capacity to take on additional debt. 
 

Net Profit + Depreciation, Depletion, Amortization/Current Maturities Long-Term Debt 
Computation:  Net profit plus depreciation, depletion, and amortization expenses, divided 
by the current portion of long-term debt. 
 

Net Profit + Depreciation, Depletion, Amortization Expenses 
Current Portion of Long-Term Debt 

 

Interpretation:  This ratio reflects how well cash flow from operations covers current 
maturities. Because cash flow is the primary source of debt retirement, this ratio measures 
the firm’s ability to service principal repayments and take on additional debt. Even though it 
is a mistake to think that all cash flow is available for debt service, this ratio is still a valid 
measure of the ability to service long-term debt. 
 

Note:  These are the ratios calculated and displayed in the Annual Statement Studies 
published by RMA - The Risk Management Association. The definitions of individual ratios 
are excerpted from the Introduction to the publication. 
 
Cash Flow Analysis               
As was previously noted, the balance sheet reconciles the timing 
differences between profits and cash arising from accrual accounting. 
Changes on the balance sheet represent a source of cash or a use of 
cash  
 Sources 
 − decrease in an asset 
 − increase in a liability 
 − increase in owner’s equity 
 Uses 
 − increase in an asset 
 − decrease in a liability 
 − decrease in owner’s equity 
 

Visual 5-19 summarizes the interpretation of the Statement of Cash 
Flows.  
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Notes 

Visual 5-19* 
Interpreting a Statement of Cash Flows 

 

         Change                                      Impact of Cash 
 

Asset 
 Increase <Use> 
 Decease Source 
 

Liability 
 Increase Source 
 Decrease <Use> 
 

Owner’s Equity 
 Increase Source 
 Decrease <Use> 
 
*When interpreting a cash flow statement, focus on whether the item 
is a source or use of cash and whether the change impacts an asset, 
liability or owner’s equity account. You can then quickly determine if 
the account went up or down. 
 

The statement of cash flows is used to 
 evaluate the sources and uses of cash—where management 

committed cash and from where the cash was obtained 
 explain the disposition of earnings (EBITDA) e.g. fund growth, 

support the owner’s lifestyle, repay debt 
 evaluate the size, composition, and stability of operating cash 

flows. 
 

Profit and cash have different functions in the operating cycle: 
 profit is recognized in the income statement when inventory is 

converted to a   receivable.  The income statement connects two 
balance sheets and   reports changes in net assets, not cash nor 
does it consider the timing of cash flows. As such, profit relates to 
past (depreciation) and present management decisions 

 cash flows occur when inventory is purchased/manufactured/ sold, 
when receivables are converted to cash and when payables/accruals 
are paid 

 

Bankers are primarily interested in the flow of cash as this is how 
financing requirements arise and how loans are repaid. 
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EBITDA 
Earnings Before Interest, Taxes, Depreciation and Amortization 
(EBITDA) is not cash flow from operations or cash available for debt  
service. EBITDA would equal cash flow from operations or cash 
available for debt service only if 
 the amounts collected from customers were the same as the 

amounts billed (no change in receivables) 
 the dollar amount of goods purchased and/or manufactured were 

the same as the amount of those shipped (no change in inventory) 
 the amounts paid suppliers, employees, and others were the same 

as costs incurred (no change in payables or accruals) 
 the amounts paid the government were the same as taxes incurred 

(no change in tax accruals or deferred taxes) 
 no purchase of fixed assets 
 no payment of dividends/distributions 
 in short, nothing on the balance sheet changes except cash, fixed 

assets to the extent of depreciation and retained earnings 
 

This is a highly unlikely scenario. Given the normal operating events 
that can affect cash flow, it is important to convert the accrual-based 
income statement to a cash flow statement to determine the disposition 
of EBITDA. 
 

Accountants Statement of Cash Flows 
Exhibits 5-9 and 5-10 display the accountant’s presentation of the 
statement of cash flows. The preferred accounting treatment balances 
to the change in cash using the direct method.  Most borrowers, 
however, present financial statements prepared using the indirect 
method because it is less burdensome and more closely corresponds 
with how borrowers maintain their accounting records. Both 
approaches classify cash flows as operating, investing and financing 
flows (page 2-27). 
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Notes 

Exhibit 5-9 
Accountant’s Presentation — Direct Method 

 

XYZ Company, Inc. 
Statements of Cash Flows 

Years Ended December 31, 20_____ and 20_____ 
 

CASH FLOWS FROM OPERATING ACTIVITIES: 20___ 20___ 
 Cash received from customers $ 000 $ 000 
 Cash paid to suppliers and employees (000) (000) 
 Dividend received from affiliate 000 000 
 Interest received 000 000 
 Interest paid (net of amount capitalized) (000) (000) 
 Income taxes paid (000) (000) 
 Insurance proceeds received 000 000 
   Net cash provided by operating activities $ 000 $ 000 
 

CASH FLOWS FROM INVESTING ACTIVITIES: 
 Proceeds from sale of equipment 000 000 
 Payment received on note for sale of plant 000 000 
 Capital expenditures (000) (000) 
  Net cash used in investing activities $ (000) $ (000) 
 

CASH FLOWS FROM FINANCING ACTIVITIES: 
 Proceeds from sale of stock 000 000 
 Proceeds from long-term debt 000 000 
 Repayment of debt (000) (000) 
 Payment under capital lease obligation (000) (000) 
 Dividends paid (000) (000) 
  Net cash provided by financing activities $ 000 $ 000 
Net increase in cash and equivalents 000 000 
Cash and equivalents at beginning of year 000 000 
Cash and equivalents at end of year $ 000 $  000 
 

RECONCILIATION OF NET INCOME TO NET CASH PROVIDED BY OPERATING ACTIVITIES: 
Net income $ 000 $ 000 
Adjustments: 
 Depreciation and amortization 000 000 
 Provision for losses on accounts receivable 000 000 
 Gain on sale of equipment   (000) (000) 
 Undistributed earnings of affiliate (000) (000) 
Changes in assets and liabilities: 
 Increase in accounts receivable (000) (000) 
 Decrease in inventory 000 000 
 Increase in prepaid expenses (000) (000) 
 Decrease in accounts payable and accrued expenses (000) (000) 
 Increase in interest and income taxes payable 000 000 
 Increase in deferred taxes 000 000 
  Net cash provided by operating activities $ 000 $ 000 
 

SCHEDULE OF NONCASH INVESTING AND FINANCING ACTIVITIES 
 

                                                                                                        Assets                 Liabilities 
Property acquired under capital lease 000 000 
 
The Notes to Financial Statements are an integral part of these statements. 



5 Assessing Borrower Financial Performance 

 
(c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
All rights reserved. Subject to annual license expiring January 31, 2020 5-67 

Notes 

Exhibit 5-10 
Accountant’s Presentation 

Indirect Method 
XYZ Company, Inc. 

Statements of Cash Flows 
Years Ended December 31, 20_____ and 20_____ 

 

CASH FLOWS FROM OPERATING ACTIVITIES: 20___  20___ 
Net income $ 000 $ 000 
Adjustments: 
 Depreciation and amortization 000 000 
 Provision for losses on accounts receivable 000 000 
 Gain on sales of equipment (000) (000) 
 Undistributed earnings of affiliate (000) (000) 
Changes in assets and liabilities: 
 Increase in accounts receivable (000) (000) 
 Decrease in inventory 000 000 
 Increase in prepaid expenses (000) (000) 
 Decrease in accounts payable and accrued expenses (000) (000) 
 Increase in interest and income taxes payable 000 000 
 Increase in deferred taxes 000 000 
  Net cash provided by operating activities $ 000 $ 000 
 

CASH FLOWS FROM INVESTING ACTIVITIES: 
 Proceeds from sale of equipment 000 000 
 Payment received on note for sale of plant 000 000 
 Capital expenditures (000) (000) 
  Net cash used in investing activities $(000) $(000) 
 

CASH FLOWS FROM FINANCING ACTIVITIES: 
 Proceeds from sale of stock 000 000 
 Proceeds from long-term debt 000 000 
 Repayment of debt (000) (000) 
 Payment under capital lease obligation (000) (000) 
 Dividends paid (000) (000) 
  Net cash provided by financing activities 000 000 
Net increase in cash and equivalents 000 000 
Cash and equivalents at beginning of year 000 000 
Cash and equivalents at end of year $ 000 $ 000 
 

SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATION: 
Cash paid during the year for: 
 Interest (net of amount capitalized) 000 000 
 Income taxes 000 000 
 

SUPPLEMENTAL SCHEDULE OF NONCASH INVESTING AND FINANCING ACTIVITIES: 
 

                                                                                                       Assets               Liabilities 
Property acquired under capital lease 000 000 
 

The Notes to Financial Statements are an integral part of these statements. 
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UCA Cash Flow 
Bankers typically use the UCA (Uniform Cash Analysis) approach 
(Exhibit 5-11), to analyze cash flow. The UCA approach starts with 
sales and adjusts for changes on the balance sheet which affect cash. 
The UCA approach does not segregate cash flows into operating, 
investing and financing flows. 
 

The UCA approach is designed to meet the needs of bankers who focus 
on the borrower’s ability to generate sufficient operating cash flow to 
fund growth/working capital needs, pay costs of operation, pay interest 
and scheduled principal.  
 

The order of presentation reflects the priority of claims on operating 
cash flow with later items being more discretionary. 
 cash from trading activities 
 − can borrower internally fund working capital requirement 
 − cash available to cover 
  − operating expenses 
  − interest 
  − principal payments 
 cash after operations 
 − can borrower internally fund growth and costs of operations 
 −  UCA approach removes depreciation from cost of goods sold

 and S,G&A (operating expenses) which is the functional 
 equivalent of adding depreciation back to net income 

 − if there is no change in receivables, inventory, prepaids or 
 accruals equals EBITDA 

 cash after financing costs 
 − can borrower internally fund interest expense and   

 distributions to owner 
 cash after debt amortization 
 − can borrower internally fund principal payments 
 financing surplus (requirements) 
 − can borrower internally fund fixed asset additions and other 

 investments 
 total external financing 
 − how has the borrower funded its financing requirement and 

 is the funding appropriate 
 cash after financing must balance to the actual change in cash 
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Notes 

Exhibit 5-11 
Cash Flow—UCA Method 

 

  20             20 20 20 
Sales—Net  _______   ________   ________   ________  
(Inc) Dec in Receivables  _______   ________   ________   ________  
  

 Cash From Sales  _______   ________   ________   ________  
 

Cost of Goods Sold*   _______   ________   ________   ________  
(Inc) Dec in Inventories  _______   ________   ________   ________   
Inc (Dec) in Payables  _______   ________   ________   ________   
   

 Cash Production Costs  _______   ________   ________   ________   
  Cash From Trading Activities  _______   ________   ________   ________  
 

S,G&A Expense*  _______   ________   ________   ________   
(Inc) Dec in Prepaids  _______   ________   ________   ________  
Inc (Dec) in Accruals  _______   ________   ________   ________   
 

 Cash Operating Costs  _______   ________   ________   ________   
 Cash After Operations  _______   ________   ________   ________  
 

Miscellaneous Cash Income**  _______   ________   ________   ________   
Income Taxes Paid***  _______   ________   ________   
 

 Net Cash After Operations  _______   ________   ________   ________  
 

Interest Expense  _______   ________   ________   ________   
Dividends Paid/Owner Withdrawals  _______   ________   ________   ________   
 

 Financing Costs  _______   ________   ________   ________   
 Cash After Financing Costs  _______   ________   ________   ________   
 

Current Portion Long-Term Debt****  _______   ________   ________   ________   
 

 Cash After Debt Amortization  _______   ________   ________   ________  
 

Capital Expenditures *****  _______   ________   ________   ________  
Long-Term Investments  _______   ________   ________   ________   
  

 Financial Surplus (Requirements)  _______   ________   ________   ________  
 

Inc (Dec) Short-Term Debt  _______   ________   ________   ________  
Inc (Dec) Long-Term Debt******  _______   ________   ________   ________   
Inc (Dec) Equity*******  _______   ________   ________   ________   
 

 Total External Financing  _______   ________   ________   ________  
  

Cash After Financing  _______   ________   ________   ________   
Actual Change in Cash  _______   ________   ________   ________   
 
(  )—Indicates decline in cash *  Net of depreciation, amortization, depletion 
Inc—Increase ** Other income—other expense ± change other current 
Dec—Decrease   assets/liabilities 
 *** Tax provision ± change in deferred tax asset, accrued income 

taxes payable and deferred taxes payable 
 ****  Previous year’s current maturities long-term debt 
 ***** Change in net fixed assets plus depreciation 
 ****** Change in long term debt plus this year’s current maturities 
 ******* Common, preferred, treasury stock only 
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Visual 5-20 
Analyzing the UCA Cash Flow Statement 

 
 Cash From Trading Activities 
 
 Cash After Operations 
 
 Cash After Financing Costs 
 
 Cash After Debt Amortization 
 
 Financial Surplus (Requirements) 
 
 

Common errors in the preparation of a UCA cash flow include 
 errors in math 
 incorrectly categorizing a source of cash as a use or vice versa 
 failing to remove depreciation, amortization, and depletion from 

cost of goods sold and S,G&A expense 
 failing to incorporate changes in accrued and deferred taxes in the 

calculation of cash taxes paid 
 using this year’s current maturities rather than the prior years 
 failing to include depreciation in the calculation of capital 

expenditures 
 failing to include this year’s current maturities in calculating the 

change in long-term debt 
 including the change in retained earnings in the calculation of 

changes in equity. 
 

The accountant’s indirect cash flow presentation is often included in 
computer generated financial analyses. 
 

Core Cash Flow 
There are disagreements among bankers about the priorities for the use 
of cash. The UCA approach focuses on working capital to support 
growth as the first priority.  Others argue that the first priority for the 
use of cash should be debt service and replacement of fixed assets to 
preserve the viable core business. Growth is discretionary. 
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Visual 5-21 
ABC Company 
Balance Sheet  

$000s 
 
  20X1 20X2 
Assets  
 Cash 125 157 
 Accounts Receivable 370 463 
 Inventory 555 694 
 Fixed Assets 275 345 
  

 Total Assets $1,325 $1,659 
 

Liabilities 
 Notes Payable 125 321 
 CMLTD 50 50 
 Accounts Payable 222 278 
 Accruals 63 63 
 Long Term Debt 250 200 
 

 Total Liabilities 710 912 
 

Owner’s Equity 
 Capital 275 275 
 Retained Earnings 340 472 
 

 Total Liabilities and Owners Equity $1,325 $1,659 
 

ABC Company  
Income Statement  

000s 
 

Sales (25% increase) $4,500 
 

– Cost of Goods Sold 2,700 
 

Gross Profit 1,800 
  

– Operating Expenses 1,350 
– Depreciation 200 
 

Operating Profit 250 
 

– Interest 50 
 

Pretax Profit 200 
 

– Taxes 68 
 

Net After Tax Profit $   132 
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ABC Company  
Measures of Debt Service 

000s 
 

      UCA                     EBIT                         EBITDA 
 

Sales $4,500 Net Profit $132 Net Profit $132 
 ∆  A/R <93>  Interest 50 + Interest 50 
    + Taxes 68 + Taxes 68 
 Cash From 
Sales 4,407    + Depreciation 200
  
    EBIT $250 + Amortization 0 
COGS <2,700>      
  
 ∆  Inv <139>     EBITDA $450   
  
 ∆ A/P 56          
 
S, G&A <1,350> 
 ∆ Accruals 0 
 

 Cash After Operations 274 
 

Misc. Cash Income 0 
Income Taxes Paid <68> 
 

 Net Cash After Operations 206 
 

Interest Expense <50> 
 

 Cash After Financing Costs 156 
 

CMLTD <50> 
 

 Cash After Debt Amort. 106 
 

Additions to Fixed Assets <270> 
 

 Financing Need <164> 
 

Increase in Notes Payable 196 
Change in Cash 32* 
 
* Note the difference between EBITDA and the change in cash 
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Visual 5-22 and Exhibit 5-12 present an alternative framework for 
assessing cash flow. This framework recognizes that internally 
generated cash flow is net income plus depreciation and other non-
cash charges. The first priority for the use of cash is to preserve the 
viable core business by replacing fixed assets and amortizing debt 
particularly debt incurred to purchase fixed assets. Companies 
organized as partnerships, S corporations or limited liability 
companies (LLCs) will often make distributions in lieu of taxes since 
the owners are personally liable for the taxes of the entity.  The 
remaining internally generated cash is available to support growth, 
fund inefficiencies in the operating cycle, fund the owner’s lifestyle 
(distributions and dividends) and repay other debt particularly 
revolving debt. The differing priorities for the use of this cash between 
lenders and borrowers is quite often one of the more contentious issues 
in managing a lending relationship. 

Visual 5-22 
Core Cash Flow* 

Net Profit* 
 

+ Depreciation and Other Non-Cash Charges 
 

+   Interest 
 

– Replacement Capital Expenditures (3-year average of additions to fixed assets) 
 

+   Portion Funded with New Debt (3-year average of change in long-term debt) 
 

– Scheduled Debt Service (CMLTD) or Payments Including Interest 
 

– Distributions in Lieu of Taxes (27% of Net Profit) 
  
Core Cash Flow Available 

 Working Capital 
 – Growth 
 – Inefficiencies 
 – Changing Competitive Environment 

 Lifestyle* 
 – Salary 
 – Perks 
 – Rental/Interest Payments 
 – Dividends 

 Amortize Revolving Debt 
 

* Some of these payments may have been charged as expenses and reflected in net income 
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Exhibit 5-12 
Core Cash Flow Form 

 
 20X7 20X8           20X9  
Net Income* 
     

+ Depreciation, Amortization  _______   ________ 
   
 

– Replacement Capital Expenditures**  _______   ________ 
   
 

– Scheduled Debt Service (CMLTD)*** or 
 Payments  _______   ________ 
   
 

– Distributions in Lieu of Taxes****  _______   ________ 
   
 

Core Cash Flow 
   _______   ________  
 

* Add back interest if using payments 
 as scheduled debt service 
 

** Estimate based on average of  
 last three years additions to fixed 
 assets. Determine if a portion of  
 replacement capital expenditures  
 are funded with additional long term  
 debt by taking an average of the last  
 three years change in long term debt.  
 Include only the net of additions minus  
 the portion funded with new long term debt. 
 

*** Last year’s CMLTD. If projection, use this  
 years CMLTD plus current maturities on  
 any new debt incurred including debt to  
 fund replacement capital expenditures. 
 

**** 27% of net income for S corporations 
 or LLCs. If distribution is less than  
 calculated tax enter amount of distribution. 
 If distribution is greater than estimated 
 tax enter amount of tax with excess 
 treated as supplement to borrower’s 
 lifestyle. 
 

One of the more difficult parts of managing a lending relationship is 
determining when to say “enough is enough” and ask the borrower to 
term out revolving debt. The decision involves a balance of five 
factors.  (Visual 5-23*) 
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Notes 
 maximum acceptable amortization generally 3-5 years 
 minimum debt service coverage including an assumed 

amortization of the revolving portion of a line of credit generally 
> 1.25x 

 minimum current ratio generally >1.3 
 maximum acceptable financial leverage (debt/tangible net worth) 

generally < 3.0 
 properly margined collateral equal to or greater than the debt 
 
These factors address the primary and secondary sources of 
repayment. 
 primary - maximum acceptable term and minimum acceptable 

debt service coverage 
 secondary - maximum acceptable financial leverage and properly 

margined collateral equal to or greater than the debt 
 the current ratio effectively limits the amount of short term debt a 

borrower can have 
 

One negative indicates a need to meet with the borrower unless the 
negative is mitigated by two strong positives.  Two negatives suggest 
it is time to term out the revolving debt. Three negatives – the lender 
has waited too late. 

Visual 5-24 
ABC Company 
Core Cash Flow 

 

  000s 
 

Net Profit $ 132 
 

+ Depreciation 200 
 

– Replacement Cap X* <200> 
 

– Scheduled Debt Service (CMLTD) < 50> 
 

– Distributions in Lieu of Taxes 0 
  

Core Cash Flow $   82 
 

* Replacement capital expenditures equal depreciation in this example 
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Visual 5-25 
ABC Company 

Determining When to Say Enough is Enough 
 

  000s 
 

Core Cash Flow $ 82 
To Provide 1.25x DSC (reciprocal) x 80% 
           66 
x Maximum Amortization (Years) x 4 
Maximum Amount of Revolving Debt $264 
 

Current Balance of Line Credit $321 
 

The emphasis in analysis of a cash flow statement should not be on the 
framework of presentation but on interpreting the data by focusing on 
the sources and the uses of cash. Other issues to be considered include: 
 

Visual 5-26 
Issues When Analyzing Cash Flow 

 Adequacy of Cash Flow 

 – Replace Fixed Assets 

 – Scheduled Debt Service 
 – Working Capital Requirements 

 – Purchase New Fixed Assets 
 – Dividends/Distributions to Owners 

 Volatility of Cash Flows 
 – Appropriate Term 

 – Appropriate Financial Leverage 

 – Appropriate Collateral 
 – Adequate Debt Service Coverage 

 – Acceptable Liquidity 
 

Since today’s loan is repaid with tomorrow’s cash flow, the lender 
must determine why the company had to borrow and identify items 
that will change allowing the company to repay. 
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Factors determining the quality of cash flow include the source of cash 
flow i.e. profitable operations or liquidation of assets, the continuity of 
the source and the degree to which it represents long-term earning 
power and economic viability. The lender must determine whether the 
borrower can internally fund operations, growth, interest, scheduled 
principal payments and additions to fixed assets. Analysis must also 
focus on the source and structure of external financing. The lender 
must determine if the borrower has access to sources of funds to meet 
any cash shortfall. 
 

Using a completed cash flow statement, the lender can quickly answer 
the cash flow questions 
 What is causing more cash to go out than come in? 
 What will change? 
 When will it change? 
 What can go wrong? 
 

Answering the questions will identify the purpose of the loan and 
viable primary and secondary sources of repayment. The lender’s 
inability to explicitly answer the cash flow questions suggests the 
lender does not adequately understand the borrower’s loan request. 
The cash flow statement can also be used to project the impact on cash 
of changes in the key variables. 
 
ANALYSIS OF PERSONAL FINANCIAL STATEMENTS,  
TAX RETURNS, PERSONAL CASH FLOW AND  
GLOBAL CASH FLOW 
Personal Financial Statement 
A personal financial statement is a summary of personal assets and 
liabilities. It also provides information on income and potential 
collateral. The personal statement can be a great tool for assessing the 
borrower’s lifestyle and identifying potential opportunities to broaden 
the relationship with the customer. In the case of a small business 
person, the assets and income of the borrower and the business are so 
intertwined they must be viewed as a unit. 
 

The criteria for preparing personal financial statements has been 
defined by the American Institute of Certified Public Accountants 
(AICPA) in Statement of Position Number 82-1, Accounting and 
Financial Reporting for Personal Financial Statements. 
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Personal financial statements should be prepared and presented on a 
form provided by the bank. The use of a form will assure consistency.  
 

Prior to analyzing the personal financial statement, the following 
elements should be reviewed: 
 

Visual 5-27* 
 The financial statement is addressed to the bank 
 The form and all supporting schedules have been completed 
 The statement is signed and dated by the borrower and his or her 

spouse, if assets are owned jointly 
 A joint statement should break out assets owned individually by 

each spouse and assets owned jointly 
 The statement is current as defined in the bank’s loan policy 
 The statement contains a schedule of debt including payments and 

contingent liabilities 
 Other issues 
 – Ideally, the personal statement, business statement and tax 

return are all prepared on the same date 
 – The statement is dated prior to the loan 
 – The statement contains no math errors 
 – Unused lines of credit have been itemized 
 

The personal financial statement should be reviewed with the 
borrower. The lender should verify the methodology used to value 
assets and get supporting documentation if necessary. Any questions 
should be answered and any incomplete information obtained. 
 

The borrower should execute a statement often included in the 
warranties and representations of the bank’s personal financial 
statement form indicating the financial statement is being presented 
for purposes of obtaining credit. The borrower should certify that all 
information is true and correct, and committing the borrower to 
notify the bank should there be any material change in the borrower’s 
financial condition including providing an updated personal financial 
statement at least annually. The borrower may authorize the bank to 
contact third parties to independently verify information contained in 
the statement. A borrower can be criminally prosecuted for 
knowingly submitting a fraudulent financial statement to a federally 
insured financial institution for purposes of obtaining credit. Also, 
debts incurred fraudulently are not dischargeable in bankruptcy.  
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Notes  
Often times the personal financial statement is addressed to another 
bank, the client if the statement is prepared by a CPA or not addressed 
to anyone i.e. computer generated. In those instances, the borrower 
should complete the personal information on the bank’s form, 
reference the attached statement to incorporate the summary of assets 
and liabilities and then sign the bank’s form. 
 

Personal Financial Statement Analysis 
Visual 5-28* 

 
Assets. The assets of the borrower must be analyzed using the 
following criteria: 
 Liquidity - can the borrower generate enough cash to timely pay  

personal living expenses, interest and scheduled debt? 
 Solvency - can the borrower convert assets into  enough cash  to 

pay all creditors if necessary? 
 Marketability - can the assets be readily sold?  This includes 

verifying ownership, whether the assets are pledged and the 
location of the assets.  

 

Liabilities. The following aspects of the borrower’s liabilities should 
be reviewed: 
 Mix - do the liabilities correspond with the mix of assets? 
 Term - can the obligations be repaid from cash flow or must assets 

be liquidated? 
 

Income. The following questions must be addressed when analyzing 
income: 
 Will it continue - is the reported income reliable and are there 

sufficient assets on the financial statement to support the income? 
 Is it verifiable - can the income be independently verified or 

derived from assets? 
 Is it recurrent and stable - from the same source and consistent in 

amount? 
 Is it material - does the income represent a significant portion of 

the borrower’s total income? 
 

Income should be considered if it is continuing and verifiable.  
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Notes  
Expenses. To construct a personal cash flow, the lender must obtain 
information on 
 Personal living expenses 
 Personal interest paid 
 Rental/lease payments 
 Loan payments 
 Business purpose borrowings in personal name 
 Alimony/child support 
 Tuition 
 Medical expenses 
 Insurance premiums 
 

Form 1040 and Schedule A of the tax return will provide information 
on other personal expenses. 
 

Insurance Coverage.  Does the borrower have adequate life insurance 
coverage? Who is the owner of the policy?  Only the owner can 
designate the beneficiary and pledge the policy and any cash value. 
 

Attention must be paid to disability insurance. The odds are 
significantly greater that a borrower will become disabled rather than 
die. Disability insurance is particularly important for professionals.  
 

Key issues to consider when evaluating disability insurance include 
the definition of disabled i.e. unable to work or unable to perform the 
skills of the profession, waiting period, exclusions, term and amount 
of disability payment and whether the benefits are taxable. 
 

Adjusted Net Worth.  The borrower’s personal financial statement 
must be adjusted for the over (under) stated portion of an asset’s value 
and the over (under) stated portion of liabilities. To construct an 
adjusted personal financial statement, the following steps must be 
taken: 
 Verify that all assets are owned by the individual(s) presenting the 

statement 
 Compare reported values of marketable assets to the most recent 

quoted prices 
 Compare assets with the income reported on the tax return 
 Compare liabilities to a recent credit report - note all inquiries. 
 Compare the cost and date acquired for real estate against current 

market value to test for reasonableness. 
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Notes  
 Reconcile the borrower’s apparent success and income with cash 

and assets. 
 Verify cash balances. 
 Verify that the borrower has properly distinguished between cash 

value life insurance (CVLI) and face value life insurance. Be sure 
that CVLI and loans are reflected independently. 

 Be sure that all marketable securities are properly identified 
(CUSIP) so that each can be accurately valued. 

 – Treasury securities are identified by maturity and coupon 
 – Municipal securities are identified by issuer, coupon, and 

 maturity 
 – To value a mutual fund it is necessary to know the family of  

 funds and the fund within the family 
 – Values can vary widely 
 Verify that all assets and related loans are listed independently 

rather than netted. 
 Estimate the tax liability which would be incurred were the assets 

liquidated. 
 

Exclude the following from net worth: 
 Properties held in names other than the applicant 
 Personal assets not supported by appraisals such as furniture, 

jewelry and autos 
 Value of closely held businesses  
 Amounts due from related parties 
 Interest in IRAs, KEOGH, SEP, 401-K, pension and profit-

sharing plans 
 Pledged accounts 
 Pledged CVLI 
 Speculative tax shelters 
 Fractional ownership interests 
 Unlisted securities unless supported with financial statements. 
 Equity in personal residence unless all co-owners are co-makers 

of the debt and the bank has a perfected first position security 
interest in the property.     

 

Remember that the only meaningful value is value in liquidation. 
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Notes  
Lifestyle 
The mix of assets and liabilities should be viewed in the context of the 
borrower’s income to get a perspective on the borrower’s lifestyle. 
 Significant cash, liquid assets, retirement accounts and 

investments with limited debt suggests a conservative lifestyle. 
 A large residence coupled with a second home and SUVs, RVs, 

ATVs especially if the borrower has a lot of personal debt 
suggests a big lifestyle. 

 A large income and no significant assets suggests a borrower with 
excessive personal spending, e.g. children in college or private 
school, travel, entertainment, gambling, substance abuse, divorce. 

 
Analyzing Tax Returns 
Federal tax returns are useful to verify income and ownership of assets 
and to provide information to construct a personal cash flow. Reported 
income can also be used to test the reasonableness of values assigned 
to assets. 
 

Exhibit 5-13 provides a summary of the most frequently used tax 
return forms and selected schedules. 
 

Exhibit 5-13   
Sample Tax Returns and Selected Schedules 

 

Form 1040 U. S. Individual Income Tax Return 
 Schedule 1 Additional Income and Adjustments to Income 
 Schedule 2 Tax 
 Schedule 3 Nonrefundable Credits 
 Schedule 4 Other Taxes 
 Schedule 5 Other Payments and Refundable Credits 
 Schedule A Itemized Deductions 
 Schedule B Interest and Dividend Income 
 Schedule C Profit or Loss From Business 
 Schedule D Capital Gains and Losses 
 Schedule E Supplemental Income and Loss 
 Schedule F Farm Income and Expenses 
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Notes 
Exhibit 5-13, continued 
 

Form 1065 Partnership Return of Income* 
 

   Schedule K-1 Partner’s Share of Income, Credits, etc.** 
   (Form 1065)  * This form is also used for a Limited Liability Company (LLC) 
     ** This form is also used to report a Member’s Share for LLCs  
 

Form 1041 Fiduciary Income Tax Return 
 

   Schedule K-1 Beneficiary’s Share of Income, Credits, etc. 
      (Form 1041) 
 

Form 1120S Income Tax Return for an S Corporation 
 

   Schedule K-1 Shareholder’s Share of Income, Credits, etc. 
   (Form 1120S) 
Form 4506  Request for Copy of Tax Return 
Form 4506T Request for Transcript of Tax Return or Most Recent Year (EZ) 
Form 4562 Depreciation and Amortization 
Form 4797 Sales of Business Property 
Form 4868 Extension Request 
Form 6251 Alternative Minimum Tax - Individuals 
Form 8582 Passive Activity Loss Limitations 
Form 8825 Rental Real Estate Income of a Partnership or S Corporation 
 
  
Borrowers with significant non-taxable income and other borrowers 
who use tax-preparation services or accountants will often include 
Form 6251 related to the alternative minimum tax. This form 
determines the borrower’s liability for the tax. If the borrower is liable, 
the amount owed will be included on line 45-Form 1040 Schedule 2. 
Analysts are only interested in the amount owed which is included in 
the total tax liability not the calculation. As such, references to the 
alternative minimum tax calculation and Form 6251 can be ignored. 
 

Also, each borrower who has rental property or an investment in a 
partnership, S Corporation or LLC which loses money must complete 
Form 8582 on each investment with a loss to determine what portion 
of the loss is deductible for tax purposes. The analyst is interested in 
the cash flow of the investment which will be determined from 
Schedule E or Schedule K-1 not the tax deductible portion of the loss. 
As such, Form 8582 can be ignored. 
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Notes  
Form 1040 and Supporting Schedules 
The personal tax return Form 1040 and supporting schedules (Exhibit 
5-14) is a hybrid form of cash accounting. Most personal tax returns 
are prepared using cash basis accounting except for depreciation. The 
return details the major sources of income net of expenses which are 
detailed in supporting schedules. It is important that the borrower 
supply the total return and all supporting schedules including Schedule 
K-1 which details ownership percentage, distributions, capital 
contributions, recourse obligations and withdrawals of partners and 
members of LLCs. Schedule K-1 for S Corporations only provides 
information on ownership percentage and distributions to 
shareholders. 
 

The adjusted gross income on Form 1040 is not the actual amount of 
income received nor is it cash. In fact, there is little or no correlation 
between adjusted gross income on Form 1040 and cash especially for 
borrowers with investments in S Corporations or LLCs. Some forms 
of income are exempt from taxes and other forms may be deferred.  
Income reported from the sale of assets is net of depreciated cost and 
expenses incurred in the sale. Shareholders of S Corporations, partners 
in partnerships and members of LLCs pay taxes on their share of the 
income of the entity not the cash received. Distributions to partners, 
shareholders or members of partnerships, S Corporations or LLCs are 
disclosed only on Schedule K-1 and are not reported anywhere in the 
tax return. The K-1 for a partnership or LLC also contains a 
reconciliation of the capital account disclosing capital contributions 
and recourse liability. It is important to adjust the income reported on 
Form 1040 to cash to determine funds available for debt service.  
 

The analysis of income begins with a review of Form 1040, supporting  
schedules and Schedules K-1. (Exhibit 5-14) 
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Exhibit 5-14 
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Notes  
Visual 5-29* 
Form 1040 

 
Initial review. Is the return joint, is the return signed, who was the 
preparer, are all supporting schedules provided? Do sources of income 
match assets reported on the personal financial statement?  
 

Can sources of income be independently verified e.g. W-2s, K-1s? If 
there is reason to question the authenticity of the return, require the  
borrower to complete a Form 4506, 4506T or 4506T-EZ authorizing 
the bank to order a copy (4506) or transcript (4506T or 4506T-EZ) of 
the return the borrower filed with the IRS. 
 

Line 1: Wages, salaries, tips etc. Includes only wages paid by 
employers. Income from sole proprietorships or partnerships is not 
included although salary from an S Corporation or a professional 
corporation will be reported. Members of LLCs providing 
management services typically receive guaranteed payments which 
are reported as salary on Form 1040. Wages and salaries paid can be 
verified with Form W-2. Reported income is net of pre-tax deductions 
such as 401-K contributions but may include certain non-cash benefits 
such as personal use of a company vehicle, stock options granted 
where the exercise price is lower than the market price at the time of 
grant and certain insurance benefits provided to highly compensated 
individuals. 
 

Line 2b:  Taxable interest.  Itemized on Schedule B. Includes taxable 
(2b) and tax-exempt interest (2a) earned on deposits, bonds, notes, 
loans, mortgages and receivables. The tax-exempt interest (2a) is not 
included in taxable income. Line 2b may include the borrower’s share 
of interest paid to a partnership, S Corporation or LLC. This interest 
income is not part of personal cash flow since the interest was paid to 
the entity not the taxpayer. Amounts reported should be compared to 
liquid assets listed on the personal financial statement to assure that 
the income will continue. Also, confirm that the majority of the 
interest-bearing accounts are at your bank. 
 

Line 3b: Dividends. Also itemized on Schedule B. All ordinary 
dividends received are reported on Line 3b, but dividends reported on 
Line 3a (qualified) are subject to a lower tax rate. Compare dividends 
reported to stocks listed on the personal financial statement. A 
distinction must be made between dividends, returns of capital and 
distributions of capital gains e.g. mutual funds. Capital gains 
distributions will be reported on Schedule 1 Line 13 and Schedule D. 
Line 3 may include the borrower’s share of dividends paid to a 
partnership, S Corporation or LLC. Mutual funds often make 
distributions in the form of additional shares rather than cash. These 
amounts should be excluded from personal cash flow. 
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Notes  
Line 4:  IRAs, pensions and annuities. It is important to distinguish 
between the taxable portion and roll-overs. The taxable portion can be 
verified with Form W-2P. Amounts rolled over are detailed on line 4a 
but not included in line 4b. 
 

Line 5: Social security benefits. Line 5a represents the total benefit 
paid 5b represents the taxable portion. Confirm with SSA-1099 
 

Line 7: Adjusted gross income 
 

Line 8: Standard deduction or itemized deductions. The borrower can 
elect to use the standard deduction or itemized deductions which are 
detailed on Schedule A. The Tax and Jobs Act significantly increased 
the standard deduction to $12,000 for single taxpayers or married 
taxpayers filing separately and $24,000 for married taxpayers filing 
jointly.  This change makes the standard deduction more attractive to 
a lot of taxpayers. The dependent deduction was eliminated. 
 

Itemized deductions for state and local income taxes and sales taxes 
were significantly reduced.  Also, the maximum mortgage amount to 
which mortgage interest could be deducted was reduced.  
 

Line 9:  Qualified business income deduction. The Tax Cuts and Jobs 
Act significantly reduced the marginal tax rate for C Corporations 
from 34/35% to 21%. To equalize the impact on income taxes paid by 
owners of pass-through entities e.g. partnerships, S Corporations, 
LLCs and LLPs, Congress allows qualifying businesses and certain 
real estate investors to deduct 20% of the qualified business income 
(QBI) for purposes of determining taxable income. 
 

QBI is net profit after subtracting regular business deductions and can 
include rental income if the rental activity qualifies as a business and 
is determined separately for each business entity owned by the 
taxpayer. Losses cannot be used to offset income of other businesses 
owned by the taxpayer and can only be carried forward.  
 

 taxable income of the taxpayer cannot exceed $315,000 if married 
filing jointly or $157,000 if single - taxpayers with income in 
excess of the limits above must meet two additional tests to utilize 
the deduction -- service providers are excluded e.g. health, law, 
accounting, consulting, athletics, financial/brokerage/investment 
management service and any business where the principal asset is 
the reputation or skill of one or  more of the owners or employees 

 

 non-service providers with incomes >$415,000 married filing 
jointly ($207,500 for singles) can take the 20% deduction of QBI 
but the deduction is limited to the greater of 50% of the W-2 
wages paid by the business or 25% of W-2 wages PLUS 2.5% of 
the acquisition cost of depreciable \long-term business property 
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Notes  
 non-service provider with taxable income $315,000 to $415,000 

if married filing jointly ($157,500 to $207,500 - single) the 
wages/property limitation is phased in 

 

  service business owners providing personal servicers with taxable 
income  $315,000 to $415,000 if married filing jointly 
($157,500 to $207,500 - Single) the deduction is subject to the 
wage and  asset tests but the deduction is reduced and phased out 
at $415,000 or $157,500 for businesses with no assets or 
employees do not get the deduction  

 

Line 11: Tax. Calculated taxes due may be less than actual taxes 
owed because of the alternative minimum tax on Schedule 2 Line 45, 
self-employment tax i.e., social security for self-employed 
borrowers, reported on Schedule 4 line 57 and calculated on Schedule 
SE.  
 

Line 14: Other taxes. Other taxes due are detailed on lines Schedule 
4 lines 57-63 
 

Line 15: Total tax 
 

Line 18: Total payments (Schedule 5) including income tax withheld 
(Line 16) 
 

Line 19: Overpayments. If a refund is due, the disposition will be 
detailed on line 20a (refunded to the taxpayer) or line 21 (applied to 
2019 estimated tax). 
 

Line 22: Amount you owe 
 
Schedule 1 Additional Income 
 

Lines 1-9b Reserved 
 

Line 10: Taxable refunds, credits or offsets of state and local income 
tax. Verify with Form 1099-G or last year’s tax return. 
 

Line 11:  Alimony received. Verify terms of alimony payment with the 
divorce decree. Determine if there are any escalation clauses. Alimony 
pursuant to divorces final after December 31, 2018 will no longer be 
taxable to the recipient. 
 

Line 12:  Business income or (loss).  Schedule C details income and 
expense from sole proprietorships and single member LLCs. The form 
will indicate whether the schedule is prepared on a cash or accrual 
basis. Changes in inventory are detailed on page two of Schedule C. 
Ask the borrower for balance sheets for the prior two years detailing 
business assets and liabilities. 
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Notes 
Line 13:  Capital gain or (loss). Transactions are detailed on Schedule 
D. It is important to determine how much cash was received and 
whether the capital gains are a continuing source of income. 
Distinguish between short- and long-term gains. Note purchases and 
sales of assets in the same year. If the gain results from an installment 
sale, the sale will be reported on Schedule D and Form 6252. Interest 
payments received on notes pursuant to an installment sale are 
reported on Schedule B. Principal payments appear on Form 6252. 
Capital gains realized on assets sold by S Corps, LLCs and 
partnerships are passed through and reported in the shareholders, 
members, partners Schedule D. 
 

Line 14:  Other gains or losses. This is miscellaneous income arising 
from the sale of business assets and is generally non-recurring. 
 

Lines 15 a, b and 16a, b Reserved 
 

Line 17: Rental real estate, royalties, partnerships, LLCs, S 
corporations and trusts etc.  Income reported will be supported on 
Schedule E. Reported income or loss is not necessarily cash. Amounts 
reported are net of interest paid and depreciation. Tax deductible losses 
are limited by the passive loss limitations which are detailed on Form 
8582. To properly assess personal cash flow, it is important to get 
Schedule K-1 for any entity listed on page two line 28 of Schedule E. 
 

Form 1065:  U.S. Partnership Income, Credits, Deductions, etc. and 
Schedule K-1. This form will detail the individual partner’s or 
member’s (LLC) share of net income and includes items such as 
interest and dividends paid to the Partnership but reported on the 
partner’s Schedule B. Schedule K-1 will also reconcile the partner’s 
capital account indicating contributions and/or distributions/ 
withdrawals and will detail any guaranteed payments and personal 
liability for partnership debt. This same form is used for members of 
LLCs. 
 

Form 1120S:  U.S. Income Tax Return for an S Corporation and 
Schedule K-1. This form will detail individual shareholder’s share of 
net income and will also include items such as interest and dividends 
paid to the corporation but reported on the shareholder’s Schedule B. 
The K-1 also identifies distributions to shareholders other than salary 
and taxable dividends. 
 

Line 18:  Farm income or (loss). Schedule F details farm income and 
displays a balance sheet 
 

Line 19:  Unemployment compensation 
 

Line 20: Reserved 
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Notes 
Line 21:  Other income. May be non-recurring 
 

Adjustments to Income are detailed on Form 1040 Schedule 1 as 
follows: 
 

Line 23:  Educator expenses  
 

Line 24:  Certain business expenses of reservists, performing artists 
and fee-basis government officials 
 

Line 25:  Health savings account deduction  
 

Line 26:  Moving expenses for members of the Armed Forces 
 

Line 27:  Deductible part of self-employment tax 
 

Line 28:  Self-employed SEP, SIMPLE and qualified plans 
 

Line 29:  Self-Employed health insurance deduction 
 

Line 30:  Penalty on early withdrawal of savings 
 

Line 31a:  Alimony paid. Verify the amount with the divorce decree. 
Note child support payments, and other obligations e.g., college tuition 
which are not deductible adjustments to income. Alimony paid 
pursuant to divorces final after December 31, 2018 will no longer be 
deductible 
 

Line 32:  IRA deduction 
 

Line 33:  Student loan interest deduction 
 

Lines 34 and 35:  Reserved  
 
Schedule 2 Tax 
 

Lines 38-44 Reserved 
 

Line 45: Alternative minimum tax. Some individuals especially those 
with significant non-taxable income, large tax-related losses or 
personal deductions may be subject to the alternative minimum tax 
reported on line 45 and detailed on Form 6251. 
 
Schedule 3 Nonrefundable Credits 
 

Nonrefundable credits including the foreign tax credit, credit for 
child and dependent care expenses, education credits and others are 
detailed on lines 48-55. 

 
  



5 Assessing Borrower Financial Performance 

 
(c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
All rights reserved. Subject to annual license expiring January 31, 2020 5-105 

Notes 
Schedule 4 Other Taxes 
 

Other taxes are reported on Lines 57-64. The primary other taxes are 
self-employment tax and Additional tax on IRAs and other qualified 
retirement plans.   
 

Self-employment tax (L 57) is Social Security and Medicare tax on 
income from self-employment e.g. sole proprietorships, partnerships 
and LLCs.  The tax is 15.3% of the first $128,400 (2018 adjusted for 
inflation) of income from self-employment and 2.9% of everything 
in excess of the maximum for the Social Security tax as there is no 
maximum for the Medicare tax. 
 

Additional tax on IRAs etc. (L 59) is the 10% penalty for early 
withdrawal (age <59 1/2) from retirement accounts. 
 
Schedule 5 Other Payments and Refundable Credits 
 

Lines 65-75: Lines 65, 67 a, b, 68 and 69 Reserved 
   

Line 66: Estimated Tax Payments - Taxpayers must make estimated 
tax payments on sources of income other than wages e.g. interest, 
dividends, Schedule C, E and F.  The payments are due on April 15, 
June 15, September 15 and January 15. By January 15, the taxpayer 
should have made payments equal to last year’s tax liability or 90% of 
the estimated tax liability for the current year. Failure to make timely 
estimated payments could result in a tax penalty – Form 1040 Line 23. 
 

Every taxpayer is entitled to an automatic extension of the time to file 
the tax return from April 15 to October 15 – Request for Extension 
Line 71. It is not an extension of the time to pay taxes due. As a result, 
many individuals, especially those with high incomes, investments in 
S Corporations/LLCs and complicated returns, often do not file their 
tax return until October 15. 
 
Personal Cash Flow 
It is important to reconcile the income reported on Form 1040 to a 
personal cash flow. Exhibit 5-15 provides a framework for 
accomplishing the reconciliation. It is also important to reconcile 
reported taxable income with income reported on the personal 
financial statement. Differences may result from:  
 Accrual versus cash accounting 
 Financial statement may include  
 – partnership withdrawals  
 – S Corporation and LLC distributions 
 − estimates of income rather than income actually received 
 − income earned rather than income received 
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Notes 
For purposes of analyzing an individual’s ability to service debt, the 
lender is only interested in cash income and cash expense. All sources 
of income must be reconciled and any differences pursued. 
 

In addition to cash expenses detailed in the tax return and supporting 
schedules, it is important to obtain from the borrower estimates of 
personal living expenses. Alternatively, the lender must estimate 
personal living expenses using a percentage (20-30%) of recurring 
personal cash flow less any S Corporations and LLC distributions for 
taxes or a dollar amount for each family member ($20,000 each adult 
and $12,500 each child). The lender must obtain a schedule of 
payments on all debt obligations including debts for business purposes 
e.g.  mortgages on investment property obtained in the borrower’s 
personal name. These schedules are critical to properly evaluate 
personal cash flow and ability to service debt. 

 
Exhibit 5-15   

Personal Cash Flow 
  

                                                                                             20X1            20X2 
Wages, Salaries, Tips (S1 - L 7)  ___________   ___________  
Less: Total Tax Due (L 15 and 23)  ___________   ___________  
 State/Local Tax Paid (SA - L 5)  ___________   ___________  
 Social Security Tax Withheld  ___________   ___________  
    (Form W-2)  ___________   ___________  
 
         Net Wages, Salaries  ___________   ___________  
 
Interest Income (L 2a, 2b)  ___________   ___________  
Dividends (L 3a and 3b)  ___________   ___________  
State/Local Tax Refund (S1 - L 10)  ___________   ___________  
Alimony Received (S1 - L 11)  ___________   ___________  
Additional Income (S1 - L 22)  ___________   ___________  
Misc. Income  
 IRA Pension and Annuities (L 4a)  ___________   ___________   
 Unemployment Compensation (S1 - L 19)  ___________   ___________  
 Social Security Benefits (L 5a)  ___________   ___________  
Misc. Adjustments   
 IRA/SEP/SIMPLE (L 28, 32)  ___________   ___________  
 Alimony Paid (L 31a)   ___________   ___________  
 
         Net Other Personal Income   ___________   ___________  
 
Business Income (Loss) (S1 - L 12)  ___________   ___________  
 Plus:  Depreciation (SC - L 13) 
 Plus: Interest (SC-L16a, b)  ___________   ___________  
 Less:  Change Inventory (SC - L42-35)  ___________   ___________  
Supplemental Income (Loss) (SE - L 21)   ___________   ___________  
 Plus: Interest (SE-L 23c)  ___________   ___________  
 Plus:  Depreciation (SE - L 23d)  ___________   ___________  
  

$ $ 

$ $ 
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Notes 
Exhibit 5-15, continued 
 
          20X1                               20X2 
Partnerships (Cash Flow Only) Form 1065  
 Capital Contributions Schedule K-1-L  ___________   ___________  
 Distributions Schedule K-1-L 19A  ___________   ___________  
 Guaranteed Payments Schedule K-1 L4  ___________   ___________  
S Corporations (Cash Flow Only) Form 1120S  
 Distributions-Schedule K-1 L16D  ___________   ___________  
Purchase of Assets-(PFS or Form 4562)  ___________   ___________  
 
        Net Business/Investment Activity  ___________   ___________  
 

Personal Cash Flow    ___________   __________  
 

Less:  Personal Living Expenses (25% of  
 Personal Cash Flow with Minimum  
 of $25,000)   ___________   __________  
  

     Subtotal:    ___________   __________  
  

Net Personal Cash Flow    ___________   __________  
  

Less: Debt Service*  
 Mortgage-Residence  ___________   __________  
 Mortgage-Investment RE  ___________   __________  
 Lease Payments  ___________   __________  
 Installment Debt   ___________   __________  
 Revolving Accounts  ___________   __________  
 Bank Debt  ___________   __________  
 Other Debt  ___________   __________  
 

      Subtotal    ___________   __________  
 

Plus:  Borrowings  ___________   __________  
 Bank  ___________   __________  
 Other  ___________   __________  
 

     Subtotal:    ___________   __________  
 

Indicated Change in Cash  ___________   __________  
 

Actual Change in Cash  ___________   
 

Abbreviations: 
 
 S1 etc. - Schedule 1, 2, 3, 4, 5 2018 Form 1040 
 L - Line Number 2018 Form 1040 and Schedules 1-5 
 SA etc. - Schedule A, B, C, D, E - Form 1040 
 PFS - Personal Financial Statement 
 
*  Include interest. If debt service is principal only, do not add back interest. 
 

$ $ 

$ $ 
 
$ $ 
 
$ 
 
 

$ $ 

$ $ 
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Notes  
The calculated change in cash on a personal cash flow will never 
balance to the actual change in cash on the personal financial 
statement. The personal tax return and personal financial statements 
are rarely dated on the same date. The lender must rely on estimates of 
personal living expenses, personal interest and principal payments. 
Also, the lender often lacks complete supporting information on the 
purchase and sale of assets. Finally, all Schedules K-1 may not be 
available. 
 

Today’s loan is paid with tomorrow’s cash flow so it is important to 
determine 
 what is causing more cash to go out than come in? 
 what will change? 
 when will it change? 
 what can go wrong? 
 
Global Cash Flow 
Global cash flow integrates business and personal cash flow. This 
measure of cash flow is very important when analyzing the debt 
service capacity of small business people whose personal and business 
affairs are closely intertwined. 
 

Many items on the business tax form for S corps, partnerships and 
LLCs flow through to the personal tax return of the owner(s) including 
 tax liability on business income 
 section 179 depreciation expense 
 interest/dividends paid to the company 
 charitable contributions paid by the company 
 gains/losses on sale of business assets 
 

Exhibit 5-16 presents a framework for calculating global cash flow. 
This framework focuses on the company’s ability to earn its debt 
service not its ability to pay debt service. Also the framework does not 
address the owner’s priorities for the use of excess personal cash flow. 
 

When determining global cash flow for a borrower who has ownership 
interests in multiple entities, only include the excess business cash 
flow if the borrower’s ownership interest is >50%. Otherwise, only 
include actual distributions and deduct contributions. 
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Notes  
Exhibit 5-16 

Global Cash Flow 
 
                     
 20X1 20X2            
 000s 000s 
Business Cash Flow 
  

 Net Income   ___________    __________  
 + Depreciation/Amortization   ___________    __________  
 + Interest   ___________    __________ 
 - Dividends/Distributions   ___________    __________  
  

 Business Cash Flow $ ___________  $  __________  
 

Personal Cash Flow  
  

 Salary   ___________    __________  
 + Interest/Dividend Income   ___________    __________  
     Exclude K-1 Interest  
 + Rental Cash Flow or Shortfall*   ___________    __________  
 + Cash Distributions S Corps,   ___________    __________  
     LLCs, Partnerships - Schedule K-1 
 + Alimony Received/Paid   ___________    __________  
 + Retirement Income   ___________    __________  
 - Contributions LLCs,    ___________    __________  
     Partnerships  -  Schedule K-1 
 

 Subtotal Personal Income $ ___________  $  __________  
  

 - Federal Tax   ___________    __________  
 - State, Local Income Tax   ___________    __________  
 - Property Tax Unless in Mtg. Pmt.   ___________    __________  
 - Social Security/Medicare   ___________    __________  
 Subtotal Taxes Paid $ ___________  $  __________  
  

 - Personal Living Expense 
      (25% of Personal Income)   ___________    __________  
  

 Net Personal Cash Flow $ ___________  $  __________  
  

Global Cash Flow  
 Business Cash Flow   ___________    __________  
 + Net Personal Cash 
Flow $  $ __________    

• See Page 3 
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Notes  
 

   20X1 20X2            
   000s 000s 
 
 
 Global Cash Flow $  __________  $  _________  
  Business Debt Service**   __________    _________  
  Personal Debt Service***   __________    _________  
  Global Debt Service   __________    _________  
  Net Global Cash Flow   __________    _________  
 
 

 Global Debt Service Coverage  
 

 
** See Next Page 
*** Personal Debt Service - Personal Credit Report plus 20% of outstanding balances on 

revolving personal credit and 15% of outstanding balance on home equity line of  
 credit unless included in personal credit report debt service. 
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Notes  
 
 20X1 20X2 
   000s 000s 
 
Rental Cash Flow - Schedule E or 
Income Property Tax Return S Corp or LLC 
 

 Net Income (Loss)   __________    __________  
 + Depreciation   __________    __________  
 + Interest   __________    __________  
 - Scheduled Debt Service   __________    __________  
 - Distributions   __________    __________  
 

 Rental Cash Flow* $  __________  $  __________  
 
 Business Debt Service  
 Payments on Existing Debt Unless Included 
     in Current Maturities (CMLTD)                              __________    __________  
         

 + CMLTD - Last Year   __________    __________  
 

 + Interest- This Year Unless   __________    __________  
     Included in Payment 
  

 + Payment New Loan   __________    __________  
  

 + Assume 4 yr. Amortization   __________    __________  
     of Revolving Debt 
  

 Subtotal Business Debt Service** $  __________  $  __________  
 

 Personal Debt Service 
 

 Payments on Existing Debt  
  Mortgage   _________  
  Lease Payments  
  Scheduled Debt   _________  
  HELOC   _________  
  Credit Cards  
  Other Debt 
 Payment New Loan   
 

 Personal Debt Service*** $  _________    
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Notes  
Determining Business Cash Flow Using a 
Business Tax Return 
 

Business tax returns present a challenge when determining cash flow 
available for debt service especially for businesses organized as S 
corporations and LLCs. Items of income and expense normally 
included on the internally or CPA prepared financial statements flow 
through to the shareholders, partners, members 
 interest income 
 dividends 
 real estate income 
 charitable contributions 
 

Borrowers often use straight line depreciation for book purposes and 
accelerated for tax purposes. The borrower may utilize the Section 179 
election or special depreciation for tax purposes but these items do not 
conform to GAAP and therefore cannot be used for book purposes. 
The IRS places limits on the amount of charitable contributions, travel 
and entertainment. 
 

Exhibit 5-17 contains examples of Forms 1120, 1120S and 1065.  
Focus on schedules M-1 and M-2. Schedule M-1 of the tax return 
reconciles book and tax income. Schedule M-2 reconciles retained 
earnings. 
 

To determine Earnings Before Interest, Depreciation and Amortization 
(EBIDA) start with Net Income per the books on Schedule M-1  
 Add back interest and depreciation from the tax return 
 – Form 1120 – Interest (L 18) and Depreciation (L 20) 
 – Form 1120S – Interest (L 13) and Depreciation (L 14) 
 – Form 1065 – Interest (L 15) and Depreciation (L 16c) 
 Adjust tax depreciation for the excess of depreciation recognized 

for tax purposes  
 – Form 1120 Schedule M-1 (L 8a) 
 – Form 1120S Schedule M-1 (L 6a) 
 – Form 1065 Schedule M-1 (L 7a) 
 Note any distributions 
 – Form 1120 Schedule M-2 (L 5a) 
 – Form 1120S Schedule M-2 (L 7) 
 – Form 1065 Schedule M-2 (L 6a) 
 

The Acme Printing case will be used to demonstrate the calculation of 
EBIDA using a financial statement and tax return 
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Exhibit 5-17  
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Notes 
Conclusion 
 
Combining information obtained from the personal financial 
statement, tax return and personal cash flow the lender can readily 
ascertain a borrower’s current and future capacity to service debt. 
The analysis is critically important if the lender is relying on the 
borrower’s guaranty as a secondary source of repayment. Without the 
demonstrated ability to honor the guaranty, the guaranty is of little 
value. Global cash flow provides a framework for integrating 
business and personal cash flow which is very important when 
assessing small business people’s ability to service debt. 
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Results in Mailing, Inc. 
 

Results in Mailing, Inc. (Company) is a closely held Georgia Corporation which provides complete 
professional mailing services to customers in Georgia and the southeastern United States.  The 
Company is organized as an S Corporation. 
 
The Company operates out of a leased building.  The Company also leases transportation 
equipment. 
 
First National Bank offers the company a $200,000 line of credit secured by accounts receivable and 
guaranteed by to owners of the company. The line is used for working capital.  The Bank also offers 
equipment financing to the company. 
 
The company is asking for a renewal of the line of credit. 
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Results in Mailing, Inc.  
“30 Second” Analysis 

 
 

 Prior Current 
 Year Year   
 
Sales $ ___________   ______ % $ __________   _____ %  

 Gross Margin $ ___________   ______ % $ __________   _____ % 

 Operating Expenses $ ___________   ______ % $ __________   _____ % 

 

Assets $ ___________   ______ % $ __________   _____ % 

 Current Assets $ ___________   ______ % $ __________   _____ % 

 Current Liabilities $ ___________   ______ % $ __________   _____ % 

 Tangible Net Worth $ ___________   ______ % $ __________   _____ % 

 

 

 Positive  Negative 

Sales Growing  Declining  

Gross Margin % Improving/Stable  Declining  

Operating Expense % Declining/Stable  Increasing 

Tangible Net Worth (TNW) % Increasing/Stable  Declining or   
 TNW %   < 25% 

Current Liabilities - % Decreasing/Stable  Increasing or 
 Working Capital   Negative 

Total Checks (maximum of five)    

 

One Negative - Are there two offsetting positives 

Two Negatives - Potential problem if corrective action is not underway 

Three Negatives - Actual problem 

Four Negatives - Potential default 

Five Negatives - Probable loss 

  

  100.0 100.0  
  

   
 
 

  
  100.0  100.0 
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Results In Mailing, Inc. 
 

Comparative Financial Statements 
 

December 31, 2018 and 2017 
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COUNTE & COMPANY 
Certified Public Accountants 

To the Stockholders of Results in Mailing, Inc. 

We have compiled the accompanying balance sheets of Results in Mailing, Inc. as of December 31, 
2018 and 2017, and the related statements of income and cash flows for the years then ended. We 
have not audited or reviewed the accompanying financial statements and, accordingly, do not 
express an opinion or provide any assurance about whether the financial statements are in 
accordance with accounting principles generally accepted in the United States of America. 
 
Management is responsible for the preparation and presentation of the financial statements in 
accordance with accounting principles generally accepted in the United States o America and for 
designing, implementing and maintaining internal control relevant to the preparation and fair 
presentation of the financial statements. 
 
Our responsibility is to conduct the compilation in accordance with Statements on Standards for 
Accounting and Review Services issued by the American Institute of Certified Public Accountants. 
The objective of a compilation is to assist management in presenting financial information in the form 
of financial statements without undertaking to obtain or provide any assurance that there are no 
material modifications that should be made to the financial statements, 

March 11, 2019 

 

Counte and Company 
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2018 2017 
 
ASSETS   
 
CURRENT ASSETS  
Cash $ 363,763 $ 427,082 
 Accounts Receivable (net of allowance for 
 Doubtful accounts of $8,000 in 2018 & 2017) 477,853 283,108 
 Postage Due from Customers 170,402 91,234 
 Other Current Assets 61,205 75,385 
 
 Total Current Assets $ 1,073,223 $ 876,899 
 
EQUIPMENT AND FIXTURES  
 Leasehold Improvements 37,329 37,329 
 Fixtures and Equipment 2,234,253 2,090,432 
 Vehicles 215,379 201,379 
  2,486,961 2,329,140 
 Less Accumulated Depreciation 1,921,916 1,622,286 
 
 Net Equipment and Fixtures 565,045 666,854 
 
OTHER ASSETS  
   
 Computer Software, Net of Amortization  299 
 Utility Deposits 655 655 
 
    Total Other Assets 655 954 
 
TOTAL ASSETS $ 1,638,923 $ 1,544,707 
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LIABILITIES AND STOCKHOLDERS' EQUITY  
 
  2018 2017 
CURRENT LIABILITIES   
 Current Maturities of Long-Term Debt $ 219,337 $ 213,342 
 Notes Payable 61,500 12,000 
 Accounts Payable 292,107 194,347 
 Customer Postage Deposits 104,050 123,393 
 Accrued Liabilities: 
    Salaries and Wages  8,542 4,955 
     Payroll Withholdings and Taxes 4,587 15,257 
 
        Total Current Liabilities 690,123 563,194 
 
OTHER LIABILITIES  
 Noncurrent Maturities of Long-term Debt 143,291 350,789 
 
TOTAL LIABILITIES  833,414 913,983 
 
STOCKHOLDERS' EQUITY  
 Common Stock - $1 Par Value, 1,000 shares  
    Authorized Issues & Outstanding 1,000 1,000 
 Additional Paid-In Capital 28,700 28,700 
 Retained Earnings 755,809 601,024 
 
TOTAL STOCKHOLDERS' EQUITY  805,509 630,724 
 
TOTAL LIABILITIES   $ 1,638,923 $ 1,544,707 
   STOCKHOLDER EQUITY  
 
 
 
 
 
 
 
 

 
 

See Accounts' Compilation Report and Notes to Financial Statements 
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  2018 2017 
 
SALES $ 2,829,856 $ 2,619,561 
  
COST OF SALES 1,939,088 1,867,993 
 
GROSS PROFIT 890,768 751,568 
 
OPERATING EXPENSES 
 General and Administrative 609,944 648,241 
 Interest 37,666 46,660 
 
    Total Operating Expenses 647,610 694,901 
 
INCOME FROM OPERATIONS  243,158 56,667 
 
OTHER INCOME 
 Interest and Finance Charge Income 10,101 15,081 
 Gain (Loss) on Sale of Equipment (6,094) 1,472 
 
NET INCOME  $ 247,165 $73,220 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 

See Accountants' Compilation Report and Notes to Financial Statements 
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  2018 2017 
 
INCREASE (DECREASE) IN CASH   
 
CASH FLOWS FROM OPERATING ACTIVITIES 
 Cash Received from Customers $2,540,797 $2,747,259 
 Cash Paid to Vendors and Employees (2,177,077) (2,297,029) 
 Interest Paid (37,666) (46,660) 
 
Net Cash Provided by Operating Activities 326,054 403,570 
 
CASH FLOWS FROM INVESTING ACTIVITIES  
 Purchase of Equipment (164,990) (230,098) 
 Proceeds from Sale of Equipment ________       9,500 
 
Net Cash Used by Investing Activities (164,900) (220,598) 
 
CASH FLOWS FROM FINANCING ACTIVITIES  
 Principal Payments on Notes Payable (276,419) (733,160) 
 Proceeds from Notes Payable 124,416 748,684 
 Principal Payments on Capital Leases - (144) 
 Distributions to Stockholders (72,380) (59,000) 
 
Net Cash Used by Financing Activities (224,393) (43,620) 
 
NET INCREASE (DECREASE) IN CASH  (63,319) 139,352 
 
CASH AT BEGINNING OF YEAR  427,082 287,730 
 
CASH AT END OF YEAR  $ 363,763 $427,082 
 
 

 
 
 
 
 

 
See Accountants' Compilation Report and Notes to Financial Statements 
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RECONCILIATION OF NET INCOME TO NET CASH 
PROVIDED BY OPERATING ACTIVITIES  
 
  2018 2017 
 
NET INCOME  $247,165 $73,220 
 
ADJUSTMENTS TO RECONCILE NET 
INCOME TO NET CASH PROVIDED BY 
OPERATING ACTIVITIES 
 
 Depreciation and Amortization 261,004 303,682 
 Loss (Gain) on Sale of Equipment 6,094 (1,472) 
 Changes in Assets and Liabilities: 
    Accounts Receivable (194,745) 24,349 
    Postage Due from Customers (79,078) 37,008 
    Other Current Assets 14,180 (12,626) 
    Accounts Payable and Other Accruals 90,677 (71,350) 
    Customers Postage Deposits (19,243) 50,759 
 
       Total Adjustments 78,889 330,350 
 
NET CASH PROVIDED BY 
   OPERATING ACTIVITIES  $ 326,054 $403,570 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

See Accountants' Compilation Report and Notes to Financial Statements 
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NOTES TO FINANCIAL STATEMENTS 
 
1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES 
 

Nature of Operations 
 

Results in Mailing, Inc. (the Company) is a closely held Georgia Corporation that provides 
complete professional mailing services to customers in Georgia and the southeastern United 
States. 
 
Use of Estimates in the Preparation of Financial Statements 

 

The preparation of financial statements in conformity with generally accepted accounting 
principles requires management to make estimates and assumptions that affect the reported 
amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of 
the financial statements and the reported amounts of revenues and expenses during the 
reporting period.  Actual results could differ from those estimates. 
 
Concentrations 

 

The company grants credit to customers, substantially all of whom are located in the 
southeastern United States. 
 
Cash Flows 

 

For purposes of the statement of cash flows, the Company considers all highly liquid debt 
instruments purchased with an original maturity of three months or less to be cash equivalents. 
 
Certain Concentrations 

 

The Company maintains its cash in bank deposit accounts, which, at times, may exceed the 
federally insured limited.  The Company has not experienced any losses in such accounts.  The 
Company believes it is not exposed to any significant credit risk on cash and cash equivalents. 
 
Accounts Receivable 

 

The Company reports trade receivables at net realizable value.  Management determines the 
allowance for doubtful accounts based on historical losses and current economic conditions.  On 
a continuing basis, management analyzes delinquent receivables and, once these receivables 
are determined to be uncollectable, they are written off through a charge against earnings. 
 
Equipment and Fixtures 

 

Leasehold improvements, equipment and fixtures are recorded at cost.  Depreciation is provided 
on a straight-line basis over the estimated useful lives of the various assets ranging from 5 to 10 
years.  Depreciation expense for the years ending December 31, 2018 and 2017 was $260,705 
and $301,747, respectively. 

 

Maintenance, repairs and minor renewals are charged against income when incurred.  Additions 
and significant renewals are capitalized. 
The cost and accumulated depreciation of assets sold or retired are removed from the respective 
accounts.  Any gain or loss from sale or retirement of assets is reflected in income. 
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Advertising  

 

Advertising costs are expensed as incurred.  Advertising expense was $17,583 and $15,461 for 
the years ended December 31, 2018 and 2017, respectively. 
 
Income Taxes 

 

The company is a cash basis S Corporation for purposes of federal and state income taxes.  All 
items of taxable income and loss flow through to the individual stockholders and, therefore, there 
is no income tax liability at the corporate level.  Major differences occurring between book and 
tax income and loss are depreciation and the difference between cash basis and accrual basis 
accounting. 

 
Computer Software 

 

Computer software is recorded at cost, net of accumulated amortization, and is being amortized 
over an estimated useful life of 3 years.  Amortization expense for the years ending December 
31, 2018 and 2017 was $299 and $299, respectively. 

 
SBA Loan Fee 

 

The loan fee is recorded net of accumulated amortization and is being amortized over the term 
of the SBA loan.  The loan was repaid in 2017.  Amortization expense for the years ended 
December 31, 2018 and 2017 was $0 and $1,636, respectively. 
 

2.    NOTE PAYABLE 
 

Note due to First National, an annual line of credit in the amount of $200,000.  The note bears 
interest at 5.75% and interest is payable monthly.  The note is due March 14, 2019.  The note 
is secured by accounts receivable and is also guaranteed by the Company’s stockholders.  Note 
payable balances were $61,500 and $12,000 as of December 31, 2018 and 2017. respectively. 
 

3. LONG-TERM DEBT 
 

Long-term Debt as of December 31, 2017 and 2016 consisted of the following: 
 
 2018 2017 
 

Various notes payable due to First National Bank,  
payable in monthly installments of principal and  
interest.  Interest rates ranged from 4.75% to  
6.00% as of 12-31-18. Maturities on these notes  
range from 3-19 to 9-21.  The loans are secured by  
all of the equipment, vehicles and fixtures of the  
Company.  These loans are also guaranteed by the  
Company’s stockholders. $ 362,628 $ 564,131 
 
Less current maturities of long-term debt 219,337 213,342 
 
Noncurrent maturities of long-term debt 143,291 350,789 
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Maturities of long-term debt are as follows: 

    Year ending December 31: 
   2019 $ 219,337 
   2020 137,333 
   2021      5,958 

 
4. Leases 
 

The Company leases building space and transportation equipment under operating leases 
expiring in various years through 2019.  Lease expense for the years ended December 31, 2018 
and 2017, was $157,735 and $153,546, respectively. 
 
The following is a schedule of future minimum lease payments for non-cancelable operating 
leases with initial or remaining terms in excess of one year as of December 31, 2018; 
 
  Year ending December 31: 
         2019  $  30,000 
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Results in Mailing, Inc.  
“30 Second” Analysis 

 
 
 Prior Current 
 Year Year   
 
Sales $ __________   ______ % $ _________   _______ %  

 Gross Margin $ __________   ______ % $ _________   _______ % 

 Operating Expenses $ __________   ______ % $ _________   _______ % 

 

Assets $ __________   ______ % $ _________   _______ % 

 Current Assets $ __________   ______ % $ _________   _______ % 

 Current Liabilities $ __________   ______ % $ _________   _______ % 

 Tangible Net Worth $ __________   ______ % $ _________   _______ % 

 

 

 Positive  Negative 

Sales Growing  Declining  

Gross Margin % Improving/Stable  Declining  

Operating Expense % Declining/Stable  Increasing 

Tangible Net Worth (TNW) % Increasing/Stable  Declining or   
 TNW %   < 25% 

Current Liabilities - % Decreasing/Stable  Increasing or 
 Working Capital   Negative 

Total Checks  (maximum of five)    

 

One Negative - Are there two offsetting positives    

Two Negatives - Potential problem if corrective action is not underway 

Three Negatives - Actual problem 

Four Negatives - Potential default 

Five Negatives - Probable loss 
  

 
 

 
x 

 2620 100.0  2830 100.0 
  

 752 28.7 891 31.5 
 

 695 26.5 648 22.9 
 
 
 

 1545  100.0  1639 100.0 
 

 877 56.8 1073 65.5 
 

 563 36.4 690 42.1 
 

 631 40.8 806 49.2 
 

  
 

√ 
√ 

√ 

√ 

4 1 
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Morris Electric Supply 
 
 

 
Morris Electric Supply Co. (Morris) is a wholesaler of electrical equipment and electrical 
apparatus located in Nashville, Tennessee. The company’s primary customers consist of 
electrical contractors and manufacturers who use electrical components in the 
manufacturing process.   
 
The company was founded in 1998 by Robert “Sparky” Morris and is organized as a C 
corporation. The company was sold in 20X2 to his two sons, Edward and James. For tax 
reasons, the purchase took the form of deferred compensation and non-compete payments. 
These payments have been capitalized on the balance sheet. The father also retained 
ownership of the building occupied by the company. 
 
The company is growing rapidly. Sales are projected to reach $9 million in fiscal year 20X5. 
The company is requesting a renewal and increase of its $600,000 line to $800,000 to 
support incremental working capital needs. 

  



Commercial Lending 

 
 (c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
5-146 All rights reserved. Subject to annual license expiring January 31, 2020 

 
 MENTAL PICTURE 
Use the following questions to develop your mental picture. 
 

The Company and What is this company’s business? 
Request 
  What kind and amount of loan is the company  
  requesting? 

 

  Is the request for a temporary or permanent  
  investment in current assets (if applicable)? 
 
Accounts Would you expect accounts receivable to turn: 
Receivable (A/R)  Fast ( < 30 days) 
   Moderate (30-60 days) 
   Slow (> 60 days)? 
 
Inventory Would you expect the company to carry a large  
  amount or small amount of inventory? 

 

  What will inventory consist of e.g. raw materials, 
  work in process, finished goods? 

 

  Is inventory differentiated or a commodity? 
 

  Would you expect inventory to turn: Fast 
  (< 30 days), Moderate (30-60 days),  
  Slow  (> 60 days)? 
 
Fixed Assets Do you think this company’s investment in 
  fixed assets is Large/Moderate/Small? 

 

  Do you think the depreciable life of these 
  fixed assets is: Long/Short? 

 

  Will the replacement of fixed assets by: 
  Regular/Periodic? 
 
Accounts Payable Do you think accounts payable are: 
(A/P) Small/Moderate/Large? 

 

Line of Credit Do you think the company will have a need for a 
  line of credit for seasonal or liquidity purposes? 

 

Revolving Debt Do you think the company will have a need for 
 revolving debt to support growth?  
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Mental Picture continued 
 
 

Long-term Debt Do you think the company has a need for long- 
  term debt? 
 
Owner’s Equity What amount of initial owner’s equity would this  
  company require: Small/Moderate/Large? 

 

  Would you expect retained earnings to be: 
  Small/Moderate/Large? 

 

  Would you expect financial leverage to be: 
   Low (< 1.5) 
   Moderate (1.5-3.0) 
   High (> 3.0)? 
 
Sales Do you think sales are growing? 

 

Seasonality Would you expect seasonality in this business? 
 

Impact of the How would you expect this business to be 
Economy impacted by the economy? Does it track or lag 
  the general economy? 

 

Life Cycle What stage in its life cycle do you think this 
  company is in? Industry? 
 
Gross Margin What kind of gross margin would you expect  
  this company to have: Low/Moderate/High? 

 

  Would you expect the gross margin to be 
  improving/stable/shrinking? 
 
Overhead What kind of overhead do you think this 
  company has: Low/Moderate/High? 

 

Lifestyle What kind of lifestyle do you think the owner 
 has: Extravagant/Conservative? 
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Mental Picture continued 
 
 

Key Variables What three key variables should this business 
  owner be paying most attention to? 
 
 
 
 
Financial  What kinds of financial information would you 
Statements expect to receive from this business? 
 
 
 
 
 
 
Summarize your mental picture of this company. What risks/opportunities do you see? What do you think 
might be the company’s financing needs? Does this request make sense and does this look like an 
opportunity you want to pursue? 
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Morris Electric    

“30 Second” Analysis 
 
 

 Prior Current 
 Year Year   
 
Sales $ __________   _____ % $ __________   ______ %  

 Gross Margin $ __________   _____ % $ __________    ______ % 

 Operating Expenses $ __________   _____ % $ __________    ______ % 

 

Assets $ __________   _____ % $ __________    ______ % 

 Current Assets $ __________   _____ % $ __________    ______ % 

 Current Liabilities $ __________   _____ % $ __________    ______ % 

 Tangible Net Worth $ __________   _____ % $ __________    ______ % 

 

 

 Positive  Negative 

Sales Growing  Declining  

Gross Margin % Improving/Stable  Declining  

Operating Expense % Declining/Stable  Increasing 

Tangible Net Worth % Increasing/Stable  Declining or   
 Tangible Net Worth (TNW)   < 25% 

Current Liabilities - % Decreasing/Stable  Increasing or 
 Working Capital   Negative 

Total Checks  (maximum of five)    

 

One Negative - Are there two offsetting positives 

Two Negatives - Potential problem if corrective action is not underway 

Three Negatives - Actual problem 

Four Negatives - Potential default 

Five Negatives - Probable loss 
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Morris Electric 

Loan Screening Worksheet 
 
 

CHARACTER Personal Credit History 
 Does the borrower have a FICO score > 660? or Yes _____ No _____ 
 Do you believe the borrower has a good credit history? Yes _____  No _____ 
    
CAPACITY Profitability 
Profitable 2 of Last 3 Years:   Yes _____  No _____   
Profitable Most Recent Year:   Yes _____  No _____ 

 

CAPACITY                                       Debt Service Coverage Ratio 
Earnings Before Interest, Depreciation and Amortization (EBIDA) – Distributions in Lieu of Taxes*  
Current Portion Long-term Debt** + Interest + Assumed Amortization of Line of Credit*** and Any New Debt   
                                                                                   
         Divided By              Greater than 1.25X           
 Yes _____  No _____ 
*S Corp and LLCs – 34% of net income 
**Use last years CMLTD unless you are doing a projection then use this years CMLTD 
***Assume 3-5-year amortization of revolving portion of line of credit 
  

CAPITAL Leverage (Debt to Equity Ratio) 
Total Liabilities                                                                   
  Divided By                 Divided By                                   Less than 3:1 
Total Tangible Net Worth (Equity) Yes _____  No _____ 
 
CONDITIONS Liquidity Ratio or Current Ratio 
Current Assets                                            
  Divided By             Divided By                                     Greater than 1.3 
Current Liabilities Yes _____  No _____ 

 
COLLATERAL Margined Collateral Coverage Ratio 
Total Bank Exposure Including New Request   ________________________                                                   
AR< 90 Days _________________  X .70  =  _________________  (Eligible) 
INV _________________  X .40  =  _________________  (Eligible) 
MACH/EQ _________________  X .80 =  _________________  (New) Greater than 1:1  
MACH/EQ _________________  X .50 =  _________________  (Used) Yes _____  No _____ 
RE _________________  X .70  =  _________________  (Improved)  
RE _________________  X .50  =  _________________  (Unimproved) 
     Total =  _________________  (Unimproved) 

 
COLLATERAL Guarantors 
Does the guarantor(s) add strength to the loan? Yes _____  No _____ 
Does the borrower/guarantor have a conservative lifestyle? Yes _____ No _____ 

 

Based on your assessment: 
 

Do you recommend this loan request as one the bank should pursue? 
 
 What risk(s)/weaknesses do you see with this request that need to be mitigated?   

 
  

=
 

=
 

=
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Morris Electric Supply Co. 
  
 Review Review Review Review Review 
 Apr. 30 Apr. 30 Apr. 30 Apr. 30 Apr. 30 
Statement in Thousands $ 20X0 20X1 20X2 20X3 20X4 
 
INCOME STATEMENT 
 
Sales 6,748 100.0 7,056 100.0 7,279 100.0 8,256 100.0 8,733 100.0 
 
Cost of Goods Sold 5,366 79.5 5,531 78.4 5,748 79.0 6,550 79.3 6,921 79.3 
 
Gross Profit 1,382 20.5 1,525 21.6 1,531 21.0 1,706 20.7 1,812 20.7 
 
Selling, General & Admin. Exp. 871 12.9 961 13.6 1,025 14.1 1,076 13.0 1,176 13.5 
Officers’ Salaries 268 4.0 285 4.0 229 3.1 333 4.0 304 3.5 
Lease/Rent Expense 57 0.8 89 1.3 82 1.1 82 1.0 84 0.9 
Depreciation 36 0.5 42 0.6 48 0.7 43 0.5 50 0.6 
Amortization Non-Compete         21 0.2 
Bad Debt Expense 0 0.0 0 0.0 15 0.2 20 0.2 1 0.0 
 
Operating Expenses 1,232 18.3 1,377 19.5 1,399 19.2 1,554 18.8 1,636 18.7 
 
Operating Profit 150 2.2 148 2.1 132 1.8 152 1.8 176 2.0 
 
Gain on Sale of Assets 3 0.0 0 0.0 0 0.0 0 0.0 0 0.0 
Other Income 38 0.6 40 0.6 124 1.7 40 0.5 42 0.5 
Purchase Discounts 0 0.0 0 0.0 0 0.0 110 1.3 115 1.3 
 
Total Other Income 41 0.6 40 0.6 124 1.7 150 1.8 157 1.8 
 
Interest Expense 58 0.9 51 0.7 59 0.8 55 0.7 56 0.6 
Loss on Sale of Assets 0 0.0 1 0.0 10 0.1 0 0.0 0 0.0 
Other Expense/Discounts 0 0.0 0 0.0 60 0.8 72 0.9 104 1.2 
 
Total Other Expenses 58 0.9 52 0.7 129 1.8 127 1.5 160 1.8 
 
Profit Before Tax 133 2.0 136 1.9 127 1.7 175 2.1 173 2.0 
 
Current Taxes (-) (35) (0.5) (38) (0.5) (38) (0.5) (54) (0.7) (49) (0.6) 
 
NET INCOME 98 1.5 98 1.4 89 1.2 121 1.5 124 1.4 
 

 
RECON. OF NET WORTH  
 
Beginning Net Worth 793 89.0 891 122.6 727 89.1 816 103.8 786 91.9 
Changes in Retained Earnings: 
Net Income (Loss) 98 11.0 98 13.5 89 10.9 121 15.4 124 14.5 
Cash Dividends 0 0.0 262 36.0 0 0.0 0 0.0 55 6.4 
Deferred Comp. Adjustment 0 0.0 0 0.0 0 0.0 (151) (19.2) 0 0.0 
 
Total Change in RE 98 11.0 (164) (22.4) 89 10.9 (30) (3.8) 69 8.1 
 
Ending Total Net Worth 891 100.0 727 100.0 816 100.0 786 100.0 855 100.0 
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Morris Electric Supply Co. 
 
 Review Review Review Review Review 
 Apr. 30 Apr. 30 Apr. 30 Apr. 30 Apr. 30 
Statement in Thousands $ 20X0 20X1 20X2 20X3 20X4 
 
ASSETS 
 
Cash 3 0.1 13 0.6 18 0.9 21 0.7 90 2.8 
 

Trade Accounts Receivable 800 37.8 809 39.3 840 40.5 1,008 33.9 1,206 38.1 
 

Federal Income Tax Receivable 16 0.8 0 0.0 0 0.0 0 0.0  0 0.0 
 

Finished Goods 1,045 49.4 980 47.6 943 45.4 1,086 36.6 971 30.7 
 

Prepaid Expenses 5 0.2 8 0.4 6 0.3 3 0.1 5 0.2 
Other Current Assets 9 0.4 0 0.0 0 0.0 0 0.0 0 0.0 
 
Total Current Assets 1,878 88.8 1,810 87.9 1,807 87.0 2,118 71.3 2,272 71.8 
 
Other Equipment 42 2.0 51 2.5 54 2.6 54 1.8 73 2.3 
Furniture & Fixtures 205 9.7 236 11.5 210 10.1 248 8.3 295 9.3 
Leasehold Improvements 133 6.3 159 7.7 162 7.8 202 6.8 212 6.7 
Other Fixed Assets 5 0.2 0 0.0 0 0.0 0 0.0 0 0.0 
 

Gross Fixed Assets 385 18.2 446 21.7 426 20.5 504 17.0 580 18.3 
Accumulated Depreciation (-) (179) (8.5) (219) (10.6) (185) (8.9) (229) (7.7) (261) (8.2) 
 

Net Fixed Assets 206 9.7 227 11.0 241 11.6 275 9.3 319 10.1 
 

Other Assets 31 1.4 21 1.0 28 1.3 92 3.1 108 3.4 
Non-Compete 0 0.0 0 0.0 0 0.0 486 16.4 465 14.7 
 

TOTAL ASSETS 2,115 100.0 2,058 100.0 2,076 100.0 2,971 100.0 3,164 100.0 
 
LIABILITIES  
 
Overdrafts 24 1.1 0 0.0 0 0.0 0 0.0 0 0.0 
Notes Payable - Banks 302 14.3 226 11.0 200 9.6 254 8.5 476 15.0 
Current Portion Long Term Debt 51 2.4 57 2.8 49 2.4 54 1.8 61 1.9 
Current Portion - Debt Buyout 0 0.0 0 0.0 0 0.0 61 2.1 80  2.5 
 

Trade Accounts Payable 595 28.1 617 30.0 567 27.3 749 25.2 687 21.7 
Other Accounts Payable 10 0.5 1 00.5 9 0.4 0 0.0 0 0.0 
 

Total Accounts Payable 605 28.6 627 30.5 576 27.7 749 25.2 687 21.7 
 

Accrued Payroll Taxes 5 0.2 6 0.3 6 0.3 0 0.0 0 0.0 
Other Accruals 34 1.6 19 0.9 35 1.7 58 2.0 46 1.5 
 

Total Accruals 39 1.8 25 1.2 41 2.0 58 2.0 46 1.5 
 
Federal Income Taxes Payable 0 0.0 1 0.0 0 0.0 20 0.7 1  0.0 
 

Total Current Liabilities 1,021 48.3 936 45.5 866 41.7 1,196 40.3 1,351 42.7 
 

Long Term Debt 203 9.6 395 19.2 355 17.1 340 11.4 327 10.3 
Deferred Compensation 0 0.0 0 0.0 0 0.0 225 7.6 246 7.8 
Debt Buyout 0 0.0 0 0.0 0 0.0 424 14.3 385 12.2 
Other Liabilities 0 0.0 0 0.0 39 1.9 0 0.0 0 0.0 
 

Total Liabilities 1,224 57.9 1,331 64.7 1,260 60.7 2,185 73.5 2,309 73.0 
 

Common Stock 2 0.1 1 0.0 1 0.0 1 0.0 1 0.0 
Retained Earnings 889 42.0 726 35.3 815 39.3 785 26.4 854 27.0 
 

Total Net Worth 891 42.1 727 35.3 816 39.3 786 26.5 855 27.0 
 

TOTAL LIABILITIES & NET WORTH 2,115 100.0 2,058 100.0 2,076 100.0 2,971 100.0 3,164 100.0 
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Morris Electric Supply Co. 
 
      RMA 
 Review Review Review Review Review 20X3 
 Apr. 30 Apr. 30 Apr. 30 Apr. 30 Apr. 30 Sales 
Statement in Thousands $ 20X0 20X1 20X2 20X3 20X4 5MM-10MM 
RMA Comparison - NAICS Code 423610 
ELECTRICAL SUPPLIES &  
APPARATUS. 
 
Assets: 
 Cash & Equivalents 0.1 0.6 0.9 0.7 2.8 6.7 
 Trade Receivables (net) 37.8 39.3 40.5 33.9 38.1 36.0 
 Inventory 49.4 47.6 45.4 36.6 30.7 33.9 
 All Other Current 1.4 0.4 0.3 0.1 0.2 2.5 
 
 Total Current 88.8 87.9 87.0 71.3 71.8 79.0 
 
 Fixed Assets (net) 9.7 11.0 11.6 9.3 10.1 13.4 
 Intangibles (net) 0.0 0.0 0.0 16.5 14.9 .9 
 All Other Non-Current 1.5 1.0 1.3 3.0 3.2 6.7 
 
 Total Assets 100.0 100.0 100.0 100.0 100.0 100.0 
 
Liabilities: 
 Notes Payable - Short Term 14.3 11.0 9.6 8.5 15.0 15.5 
 CMLTD 2.4 2.8 2.4 3.9 4.5 2.2 
 Trade Payables 28.1 30.0 27.3 25.2 21.7 22.8 
 Income Taxes Payable 0.0 0.0 0.0 0.7 0.0 .2 
 All Other Current 3.5 1.7 2.4 2.0 1.5 7.5 
 
 Total Current 48.3 45.5 41.7 40.3 42.7 48.1 
 
 Long Term Debt 9.6 19.2 17.1 33.3 30.3 8.9 
 Deferred Taxes 0.0 0.0 0.0 0.0 0.0 .2 
 All Other Non-Current 0.0 0.0 1.9 0.0 0.0 5.1 
 Net Worth 42.1 35.3 39.3 26.5 27.0 37.7 
 
 Total Liabilities & Net Worth 100.0 100.0 100.0 100.0 100.0 100.0 
 
Income Data: 
 
 Net Sales 100.0 100.0 100.0 100.0 100.0 100.0 
 
 Gross Profit 20.5 21.6 21.0 20.7 20.7 30.6 
 Operating Expenses 18.3 19.5 19.2 18.8 18.7 28.3 
 
 Operating Profit 2.2 2.1 1.8 1.8 2.0 2.3 
 All Other Expenses (net) 0.3 0.2 0.1 (0.3) 0.0 .2 
 
 Profit Before Taxes 2.0 1.9 1.7 2.1 2.0 2.0 
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Morris Electric Supply Co. 
 
      RMA 
  Review Review Review Review Review 20X3 
  Apr. 30 Apr. 30 Apr. 30 Apr. 30 Apr. 30 Sales 
Statement in Thousands $ 20X0 20X1 20X2 20X3 20X4 5MM-10MM 
 
RMA Sales Comparison - NAICS Code 423610 
ELECTRICAL SUPPLIES &  
APPARATUS. 
 
RATIOS: 
Current 1.84 1.93 2.09 1.77 1.68 1.5 
Quick 0.79 0.88 0.99 0.86 0.96 .9 
 
Sales/Receivables 8.44 8.72 8.67 8.19 7.24 8.1 
Cost of Sales/Inventory 5.13 5.64 6.10 6.03 7.13 5.9 
Cost of Sales/Payables 9.02 8.96 10.14 8.74 10.07 9.7 
Days Receivables 43.27 41.85 42.12 44.56 50.41 45 
Days Inventory 71.08 64.67 59.88 60.52 51.21 62 
Days Payables 40.47 40.72 36.00 41.74 36.23 38 
 
Sales/Working Capital 7.87 8.07 7.74 8.95 9.48 9.8 
EBIT/Interest 3.29 3.67 3.15 4.18 4.09 2.7 
Traditional Cash Flow/CMLTD 2.63 2.46 2.80 1.43 1.38 2.3 
 
EBIDA 
Int. + CMLTD* + 4 year Amort.     N/A 1.20 1.18 1.30 .87 N/A 
 
Fixed/Worth 0.23 0.31 0.30 0.93 0.83 .2 
Debt/TNW 1.37 1.83 1.55 7.28 5.92 1.7 
 
% Profit Before Tax/TNW 14.93 18.71 15.58 59.12 45.17 12.0 
% Profit Before Tax/Total Assets 6.29 6.61 6.12 5.89 5.47 3.1 
 
Sales/Net Fixed Assets 32.76 31.08 30.20 30.02 27.38 34.1 
Sales/Total Assets 3.19 3.43 3.51 2.78 2.76 2.9 
 
% Depr., Dep, Amort/Sales 0.5 0.6 0.7 0.5 0.6 .8 
% Officers Comp/Sales 4.0 4.0 3.1 4.0 3.5 3.4 
 
 
*Last years CMLTD 
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Morris Electric 
Ratio Exercise 

 
 20X3 20X4 
Liquidity   
 Current  ________  _________  
 Quick  ________  _________  
 

Utilization 
 A/R (Days)  ________  _________  
 Inventory (Days)  ________  _________  
 A/P (Days)  ________  _________  
 Asset Utilization  ________  _________  
 

Leverage (x) 
 Debt/Equity  ________  _________  
 Debt/Tangible NW  ________  _________  
 

Profitability (%) 
 ROS  ________  _________   
 ROA  ________  _________  
 ROE  ________  _________  
 

Expense (%) 
 Depreciation  ________  _________  
 Lease/Rental  ________  _________  
 Officer’s Compensation  ________  _________  
 

Coverage (x) 
 Interest  ________  _________  
 CMLTD  ________  _________  
 EBIDA  ________  _________  
 Preferred - EBIDA*  ________  _________  
 
*  Assume 5 year amortization of line of credit 
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Morris Electric 
Cash Flow Exercise—UCA Method 

 
         20X1              20X2          20X3       20X4  
Sales—Net  ___________   ___________   ___________   ___________  
(Inc) Dec in Receivables  ___________   ___________   ___________   ___________  
 Cash From Sales  ___________   ___________   ___________   ___________  
 

Cost of Goods Sold*   ___________   ___________   ___________   ___________  
(Inc) Dec in Inventories   ___________   ___________   ___________   ___________  
Inc (Dec) in Payables   ___________   ___________   ___________   ___________  
 Cash Production Costs   ___________   ___________   ___________   ___________  
 Cash After Trading Activities  ___________   ___________   ___________   ___________  
 

S,G&A Expense*   ___________   ___________   ___________   ___________  
(Inc) Dec in Prepaids  ___________   ___________   ___________   ___________  
Inc (Dec) in Accruals   ___________   ___________   ___________   ___________   
 Cash Operating Costs  ___________   ___________   ___________   ___________  
 Cash After Operations  ___________   ___________   ___________   ___________  
 

Miscellaneous Cash Income**   ___________   ___________   ___________   ___________  
Income Taxes Paid***   ___________   ___________   ___________   ___________  
 

 Net Cash After Operations  ___________   ___________   ___________   ___________  
 

Interest Expense   ___________   ___________   ___________   ___________  
Dividends Paid/Owner Withdrawals   ___________   ___________   ___________   ___________  
 

 Financing Costs   ___________   ___________   ___________   ___________  
 Cash After Financing Costs  ___________   ___________   ___________   ___________  
 

Current Portion Long-Term Debt****   ___________   ___________   ___________   ___________  
Current Portion Debt Buyout****  ___________   ___________   ___________   ___________  
 Cash After Debt Amortization  ___________   ___________   ___________   ___________  
 

Capital Expenditures*****   ___________   ___________   ___________   ___________  
Long-Term Investments  ___________   ___________   ___________   ___________  
Non-Compete  ___________   ___________   ___________   ___________  
  Financial Surplus (Requirements)  ___________   ___________   ___________   ___________  
 

Inc (Dec) Short-Term Debt   ___________   ___________   ___________   ___________  
Inc (Dec) Long-Term Debt ******  ___________   ___________   ___________   ___________  
Inc (Dec) Equity*******   ___________   ___________   ___________   ___________  
Inc (Dec) Other Liabilities  ___________   ___________   ___________   ___________  
Inc (Dec) Deferred Compensation  ___________   ___________   ___________   ___________  
Inc (Dec) Debt Buyout  ___________   ___________   ___________   ___________  
 Total External Financing  ___________   ___________   ___________   ___________   
Cash After Financing   ___________   ___________   ___________   ___________  
Actual Change in Cash   ___________   ___________   ___________   ___________  
 
 (  )—Indicates decline in cash *  Net of depreciation, amortization, depletion 
 Inc—Increase ** Other income—other expense ± change other current 
Dec—Decrease   assets/liabilities 
  *** Tax provision ± change in deferred tax asset, accrued income  
   taxes payable and deferred taxes payable 
  ****  Previous year’s current maturities long term debt 
  ***** Change in net fixed assets plus depreciation 
  ****** Change in long-term debt plus this years current maturities 
  *******  Common, preferred, treasury stock only 
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Morris Electric 
Cash Flow Exercise—Indirect Method 

  
 
         20X1              20X2          20X3       20X4 
Net Income  ___________   ___________   ___________   ___________  
+ Depreciation  ___________   ___________   ___________   ___________  
+ Noncash Charges (Deferred Taxes)   ___________   ___________   ___________   ___________  
 
(Inc) Dec Accounts Receivable  ___________   ___________   ___________   ___________  
(Inc) Dec Tax Receivable  ___________   ___________   ___________   ___________  
(Inc) Dec Inventory  ___________   ___________   ___________   ___________  
(Inc) Dec Other Current Assets  ___________   ___________   ___________   ___________  
Inc (Dec) Accounts Payable  ___________   ___________   ___________   ___________  
Inc (Dec) Accruals  ___________   ___________   ___________   ___________  
Inc (Dec) Income Tax Accruals  ___________   ___________   ___________   ___________  
Inc (Dec) Misc. Current Liabilities  ___________   ___________   ___________   ___________  
(Dec) Scheduled Debt Service*  ___________   ___________   ___________   ___________  
(Dec) Current Portion Debt Buyout*  ___________   ___________   ___________   ___________  
 
Net Operating Flows  ___________   ___________   ___________   ___________  
 
Inc (Dec) Non-Compete  ___________   ___________   ___________   ___________  
(Inc) Dec Misc. Noncurrent Assets  ___________   ___________   ___________   ___________  
(Inc) Dec Fixed Assets**  ___________   ___________   ___________   ___________  
 
Total Investing Flows  ___________   ___________   ___________   ___________  
 
(Dec) Dividends Paid  ___________   ___________   ___________   ___________  
Inc (Dec) Capital Accounts***  ___________   ___________   ___________   ___________  
Inc (Dec) Notes Payable Bank  ___________   ___________   ___________   ___________  
Inc (Dec) Deferred Compensation  ___________   ___________   ___________   ___________  
Inc (Dec) Debt Buyout  ___________   ___________   ___________   ___________  
Inc (Dec) Long-Term Debt****  ___________   ___________   ___________   ___________  
Inc (Dec) Other Liabilities  ___________   ___________   ___________   ___________  
 
Total Financing Flows  ___________   ___________   ___________   ___________   
 
Change in Cash and  
Marketable Securities  ___________   ___________   ___________   ___________  
Actual Change in Cash  ___________   ___________   ___________   ___________   
Annual Sales (Memo Item)  ___________   ___________   ___________   ___________  
 
(  ) Indicates decline in cash 
* Previous year’s current maturities long term debt 
 ** Change in net fixed assets plus depreciation 
*** Common, preferred, treasury stock only 
 **** Change in long term debt plus this year’s current maturities 
 Inc Increase 
Dec Decrease 
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Morris Electric 
Core Cash Flow 

 
 
 20X2 20X3  20X4 
  
Net Income*  _______   _______   ________  
   
+ Depreciation, Amortization  _______   _______   ________  
   

– Replacement Capital Expenditures**  _______   _______   ________  
 
+  Portion Funded with New Long Term Debt**  _______   _______   ________  
 

– Scheduled Debt Service (CMLTD)***  
 or Payments  _______   _______   ________  
   

– Distributions in Lieu of Taxes****  _______   _______   ________  
  

Core Cash Flow   _______   _______   ________  
 
   

* Add back interest if using payments 
 as scheduled debt service 
   

** Estimate based on average of  
 last three years additions to fixed 
 assets. Determine if a portion of 
 replacement capital expenditures  
 are funded with additional long term 
 debt by taking an average of last 
 three years change in long term 
 debt. Include only the net of additions  
 minus the portion funded with new 
 long term debt 
   

*** Last years CMLTD. If projection, use 
 this years CMLTD plus current maturities 
 on any new debt incurred including debt to  
 fund replacement capital expenditures 
   

**** 34% of net income for S corporations 
 or LLCs. If distribution is less than  
 calculated tax enter amount of distribution. 
 If distribution is greater than estimated 
 tax enter amount of tax with excess 
 treated as supplement to borrower’s 
 lifestyle. 
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Morris Electric  
“30 Second” Analysis 

 
 

 Prior Current 
 Year Year   
 
Sales $ __________   _____ % $ __________   ______ %  

 Gross Margin $ __________   _____ % $ __________   ______ % 

 Operating Expenses $ __________   _____ % $ __________   ______ % 

 

Assets $ __________   _____ % $ __________   ______ % 

 Current Assets $ __________   _____ % $ __________   ______ % 

 Current Liabilities $ __________   _____ % $ __________   ______ % 

 Tangible Net Worth $ __________   _____ % $ __________   ______ % 

 

 

 Positive  Negative 

Sales Growing  Declining  

Gross Margin % Improving/Stable  Declining  

Operating Expense % Declining/Stable  Increasing 

Tangible Net Worth % Increasing/Stable  Declining or   
 Tangible Net Worth (TNW)   < 25% 

Current Liabilities - % Decreasing/Stable  Increasing or 
 Working Capital   Negative 

Total Checks  (maximum of five)    

 

One Negative - Are there two offsetting positives 

Two Negatives - Potential problem if corrective action is not underway 

Three Negatives - Actual problem 

Four Negatives - Potential default 

Five Negatives - Probable loss 

  

8,256 100.0 8,733 100.0 
 

1,706 20.7 1,812 20.7 
 

1,554 18.8 1,636 18.7 
 
 
2,971                100.0 3,164 100.0 
 

2,118                  71.3 2,272 71.8 
   

1,196  40.3 1,351 42.7 
 

 300 10.1 390 12.3 
   

√ 
√ 

√ 

3 

x 
x 

2 
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Morris Electric 
Loan Screening Worksheet 

 
 

CHARACTER Personal Credit History 
 Does the borrower have a FICO score > 660? Yes _____  No _____ 

or 
 Do you believe the borrower has a good credit history? Yes _____  No _____ 
    

CAPACITY Profitability 
Profitable 2 of Last 3 Years :  Yes _____  No _____ 
Profitable Most Recent Year:  Yes _____  No _____ 

 

CAPACITY                        Debt Service Coverage Ratio 
Earnings Before Interest, Depreciation and Amortization (EBIDA) – Distributions in Lieu of Taxes*  
Current Portion Long-term Debt** + Interest + Assumed Amortization of Line of Credit*** and Any New Debt   
                                                                                   
         Divided By              Greater than 1.25X           
 Yes _____  No _____ 
*S Corp and LLCs – 34% of net income 
**Use last years CMLTD unless you are doing a projection then use this years CMLTD 
***Assume 4-year amortization of revolving portion of line of credit 
  

CAPITAL Leverage (Debt to Equity Ratio) 
Total Liabilities                                                                   
  Divided By                 Divided By                                  Less than 3:1 
Total Tangible Net Worth (Equity) Yes _____  No _____ 
 
CONDITIONS Liquidity Ratio or Current Ratio 
Current Assets                                            
  Divided By             Divided By                                                  Greater than 1.3 
Current Liabilities Yes _____  No _____ 

 
COLLATERAL Margined Collateral Coverage Ratio 
Total Bank Exposure Including New Request   ________________________                                                   
AR< 90 Days  ________________  X .70  =  ________________  
INV  ________________  X .40  =  ________________  (Eligible) Adequate Collateral 
MACH/EQ  ________________  X .80 =  ________________  (Eligible)    
MACH/EQ  ________________  X .50 =  ________________  (New) Greater than 1:1 
RE  ________________  X .70  =  ________________  (Used) Yes _____  No _____ 
RE  ________________  X .50  =  ________________  (Improved) 
     Total =              1232           (Unimproved) 

 
COLLATERAL Guarantors 
Does the guarantor(s) add strength to the loan? Yes _____  No _____ 
Does the borrower/guarantor have a conservative lifestyle? Yes _____  No _____ 

 

Based on your assessment: 
 

Do you recommend this loan request as one the bank should pursue? 
 
 What risk(s)/weaknesses do you see with this request that need to be mitigated?   
 

 

=
 

√ 
√ 

56 + 115 + 119 X 

X 

√ 

=
 

124 + 56 + 71 

√ 

.87 

855 - 465 

2272 
 
1351 

1.68 

=
 

√ 

2309 5.92 

476 outstanding / 800 request 

2.59 / 1.54 

1206 
  971 

 844 

  388 

? 
? 
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Unidentified Industries Exercise – Optional  
 
Industries differ on the basis of asset composition and competitive strategy (net margin or asset 
utilization). Using the financial data presented on the next page, identify the following representative 
companies in each industry. 
 
 Industry            Answer 
 
 Manufacturer 
 

  Bread  ________________  
 

  Carpets & Rugs  ________________  
 

  Mining/Construction Machinery  ________________  
 
 Wholesaler 
 

  Books  ________________  
 

  Jewelry  ________________  
 

  Meat and Meat Products  ________________  
 
 Retailer 
 

  Convenience Store  ________________  
 

  Drug Store  ________________  
 

  Restaurant  ________________  
 
 Service 
 

  Accountant  ________________  
 

  Equipment Rental  ________________  
 

  Muffler Shop  ________________  
  



Commercial Lending 

 
 (c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
5-162 All rights reserved. Subject to annual license expiring January 31, 2020 

  
 

 
A 

B 
C

 
D

 
E 

F 
G

 
H

 
I 

J 
K 

L 
 AS

SE
TS

 
 

C
as

h 
& 

Eq
ui

va
le

nt
s 

11
.7

 
12

.4
 

8.
0 

6.
3 

10
.2

 
7.

5 
5.

4 
10

.3
 

3.
9 

8.
9 

7.
7 

6.
5 

 
Ac

co
un

ts
 R

ec
ei

va
bl

e 
27

.6
 

3.
5 

20
.7

 
30

.4
 

4.
8 

19
.2

 
40

.6
 

5.
2 

23
.3

 
44

.2
 

22
.5

 
10

.8
 

 
In

ve
nt

or
y 

30
.4

 
6.

5 
11

.1
 

46
.8

 
25

.7
 

47
.4

 
25

.5
 

26
.4

 
34

.6
 

4.
1 

34
.3

 
6.

4 
 

Al
l O

th
er

 C
ur

re
nt

 
3.

5 
2.

0 
1.

5 
1.

3 
1.

7 
1.

3 
1.

3 
1.

5 
2.

5 
6.

4 
2.

7 
1.

7 
 

 
To

ta
l C

ur
re

nt
 A

ss
et

s 
73

.2
 

24
.4

 
41

.2
 

84
.7

 
42

.4
 

75
.4

 
72

.8
 

43
.5

 
64

.2
 

63
.5

 
67

.3
 

25
.5

 
  

Fi
xe

d 
As

se
ts

 (N
et

) 
13

.8
 

56
.6

 
49

.3
 

8.
4 

35
.1

 
14

.6
 

19
.4

 
45

.6
 

26
.3

 
18

.7
 

23
.3

 
66

.2
 

 
In

ta
ng

ib
le

s 
(N

et
) 

3.
8 

6.
6 

1.
5 

.3
 

9.
1 

3.
5 

1.
6 

2.
3 

3.
5 

6.
0 

2.
1 

1.
4 

 
Al

l O
th

er
 C

ur
re

nt
 

9.
2 

12
.4

 
8.

0 
6.

7 
13

.4
 

6.
4 

6.
2 

8.
6 

6.
0 

11
.8

 
7.

4 
6.

9 
 

 
To

ta
l  

As
se

ts
 

10
0.

0 
10

0.
0 

10
0.

0 
10

0.
0 

10
0.

0 
10

0.
0 

10
0.

0 
10

0.
0 

10
0.

0 
10

0.
0 

10
0.

0 
10

0.
0 

 LI
AB

IL
IT

IE
S 

 
N

ot
es

 P
ay

ab
le

/S
T 

8.
4 

4.
6 

3.
9 

17
.2

 
5.

6 
6.

6 
18

.2
 

3.
9 

5.
4 

12
.7

 
10

.1
 

10
.0

 
 

C
ur

re
nt

 M
at

.-L
TD

 
2.

8 
5.

9 
5.

7 
1.

8 
6.

0 
4.

9 
2.

7 
5.

0 
5.

2 
5.

0 
3.

8 
10

.7
 

 
Tr

ad
e 

Pa
ya

bl
es

 
31

.6
 

11
.6

 
14

.2
 

18
.3

 
10

.9
 

21
.2

 
22

.0
 

17
.6

 
20

.0
 

3.
0 

11
.6

 
5.

4 
 

In
co

m
e 

Ta
xe

s 
Pa

ya
bl

e 
.7

 
.6

 
.6

 
.2

 
.5

 
.6

 
.4

 
.5

 
.4

 
.3

 
.5

 
.4

 
 

Al
l O

th
er

 C
ur

re
nt

 
9.

0 
13

.8
 

7.
4 

8.
0 

11
.4

 
7.

5 
5.

3 
9.

1 
7.

8 
10

.7
 

8.
8 

5.
7 

 
 

To
ta

l C
ur

re
nt

 
52

.6
 

36
.5

 
31

.8
 

45
.5

 
34

.4
 

40
.7

 
48

.7
 

36
.2

 
38

.8
 

31
.6

 
34

.7
 

32
.1

 
  

Lo
ng

-te
rm

 D
eb

t 
7.

1 
30

.3
 

23
.8

 
7.

8 
34

.4
 

17
.2

 
10

.5
 

29
.5

 
18

.2
 

14
.5

 
13

.5
 

27
.8

 
 

D
ef

er
re

d 
Ta

xe
s 

1.
4 

.3
 

.9
 

.0
 

.2
 

.1
 

.4
 

.5
 

.3
 

.9
 

.5
 

.9
 

 
Al

l O
th

er
 N

on
cu

rre
nt

 
2.

3 
3.

2 
2.

9 
2.

9 
6.

2 
2.

7 
2.

6 
1.

7 
2.

8 
4.

8 
3.

8 
3.

9 
 

N
et

 W
or

th
 

36
.7

 
29

.8
 

40
.6

 
43

.7
 

24
.8

 
39

.3
 

37
.9

 
32

.2
 

39
.9

 
49

.2
 

47
.4

 
35

.2
 

 
To

ta
l L

ia
bi

lit
y 

& 
N

et
 W

or
th

 
10

0.
0 

10
0.

0 
10

0.
0 

10
0.

0 
10

0.
0 

10
0.

0 
10

0.
0 

10
0.

0 
10

0.
0 

10
0.

0 
10

0.
0 

10
0.

0 
 IN

C
O

M
E 

ST
AT

EM
EN

T 
 

Sa
le

s 
10

0.
0 

10
0.

0 
10

0.
0 

10
0.

0 
10

0.
0 

10
0.

0 
10

0.
0 

10
0.

0 
10

0.
0 

10
0.

0 
10

0.
0 

10
0.

0 
 

G
ro

ss
 P

ro
fit

 
27

.4
 

57
.4

 
38

.3
 

30
.1

 
 

29
.9

 
13

.5
 

21
.7

 
27

.3
 

 
28

.9
 

 
 

O
pe

ra
tin

g 
Ex

pe
ns

es
 

24
.7

 
52

.5
 

33
.4

 
26

.1
 

95
.7

 
27

.1
 

12
.0

 
20

.2
 

22
.1

 
85

.2
 

25
.5

 
86

.2
 

 
O

pe
ra

tin
g 

Pr
of

it 
2.

7 
4.

9 
5.

0 
4.

0 
4.

3 
2.

8 
1.

5 
1.

5 
5.

2 
14

.8
 

3.
4 

13
.8

 
 

Al
l O

th
er

 E
xp

 (N
et

) 
-.1

 
1.

4 
1.

1 
.8

 
2.

3 
.3

 
.5

 
.3

 
1.

6 
2.

2 
.7

 
5.

7 
 

Pr
of

it 
Be

fo
re

 T
ax

 
2.

8 
3.

5 
3.

9 
3.

2 
2.

1 
2.

5 
1.

0 
1.

2 
3.

6 
12

.6
 

2.
7 

8.
1 

 SI
G

N
IF

IC
AN

T 
R

AT
IO

S 
 

C
ur

re
nt

 
1.

5 
.6

 
1.

3 
1.

8 
1.

3 
2.

0 
1.

4 
1.

1 
1.

8 
2.

4 
2.

1 
.9

 
 

Q
ui

ck
 

.8
 

.4
 

.9
 

.8
 

.4
 

.7
 

.9
 

.4
 

.7
 

1.
9 

.8
 

.5
 

 
R

ec
ei

va
bl

es
 T

ur
n 

(D
ay

s)
 

34
 

1 
25

 
46

 
3 

15
 

20
 

2 
34

 
68

 
46

 
23

 
 

In
ve

nt
or

y 
Tu

rn
 (D

ay
s)

 
51

 
11

 
19

 
10

4 
 

63
 

15
 

18
 

73
 

 
96

 
 

Pa
ya

bl
es

 T
ur

n 
(D

ay
s)

 
59

 
24

 
26

 
34

 
 

24
 

12
 

14
 

38
 

 
29

 
 

D
eb

t/W
or

th
 

2.
6 

2.
9 

1.
5 

1.
4 

5.
1 

1.
5 

1.
9 

2.
2 

1.
6 

1.
1 

1.
2 

1.
9 

 
Pr

e-
ta

x 
R

O
E 

18
.4

 
25

.7
 

22
.9

 
13

.9
 

12
.2

 
17

.7
 

14
.3

 
18

.8
 

21
.1

 
33

.4
 

11
.3

 
16

.3
 

 
Pr

e-
ta

x 
R

O
A 

4.
9 

8.
0 

8.
0 

4.
9 

3.
0 

6.
9 

4.
4 

5.
2 

5.
4 

13
.1

 
4.

8 
5.

3 
 

As
se

t T
ur

no
ve

r 
2.

7 
3.

3 
2.

8 
2.

2 
2.

2 
3.

7 
6.

6 
5.

1 
2.

4 
2.

5 
1.

8 
1.

3 
 



5 Assessing Borrower Financial Performance 

 
(c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
All rights reserved. Subject to annual license expiring January 31, 2020 5-163 

Robert Trainer 
 

Robert Trainer is President and 100% owner of an S corporation founded in 1996 which 
manufactures high-end conference and training room furniture. Mr. Trainer is seeking a 
$1,250,000 construction/permanent loan to be used to construct a new residence. The loan will 
be secured by a first mortgage on the property and will be converted to an amortizing permanent 
loan upon completion. 
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Robert Trainer 
Balance Sheet 

 
 

   12-31-17  12-31-16 
 
Cash $ 116,000 $ 110,000 
C.V.L.I.  1,000  1,000 
 Cash Equivalent Assets $ 117,000 $ 111,000 
 
Retirement Accounts  386,400  514,200
  
 Total Liquid Assets $ 503,400 $ 625,200 
 
Trainer, Inc. (Equity)  736,600  1,226,200 
Personal Property  54,000  54,000 
Automobile  24,000  24,000 
Homestead - Market  500,000  560,000 
Other Real Estate - Market  -0-  -0- 
 Non-Liquid Assets $ 1,314,600   1,864,200
   
 Total Assets $1,818,000    2,489,400 
 
Notes Payable  14,000  8,000 
 Total Current Liabilities $ 14,000 $ 8,000 
 
Mortgage on Homestead  120,000  106,000 
Other Mortgages  -0-  -0- 
 Total Long-Term Debt $ 120,000 $ 106,000 
 
 Total Liabilities $ 134,000 $ 114,000 
 
Net Worth $ 1,684,000 $ 2,375,400 
 
Total Liabilities & Net Worth $ 1,818,000 $ 2,489,400
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Robert Trainer  
Personal Cash Flow 

 
  Current Projected 
  Period Change
  
Wages, Salaries, Tips (L 7) 100.0 
Less: Federal Tax Withheld (L 64) 16.5 
 Estimated Tax Payment (L 65,70) 184.5 
 State/Local Tax Paid (SA-L 5) 48.9 
 Social Security Tax Withheld (Form W-2) 7.7 
 Add. Pmt. (L78) (Refund) (L 76a or 77) 116.1 
 

 Net Wages, Salaries (273.7) 
 

Interest Income (L 8a, 8b) 3.8 
Dividends (L 9a, b) 
State/Local Tax Refund (L 10) 11.7 
Alimony Received (L 11) 
Other Income (L 21) 
Misc. Income 
 IRA Distribution (L 15b) 2.3 
 Pension and Annuities (L 16b) 
 Unemployment Compensation (L 19) 
 Social Security Benefits (L 20a) 
Misc. Adjustments 
 IRA/KEOGH/SEP (L 28, 32) 
 Alimony Paid (L 31a) 
 

 Net Other Personal Income 17.8 
 

Business Income (Loss) (L 12) 
 Plus: Depreciation (SC - L 13) 
 Less: Inventory Change (SC L 41-35) 
Supplemental Income (Loss) (SE - L 21) 
 Plus: Interest (SE - L 23c) 
 Plus: Depreciation (SE - L 23d) 
Partnerships (Cash Flow Only) 
 Capital Contributions Schedule K-1 L 
 Withdrawals Schedule K-1 19A 
 Guaranteed Payments - Schedule K-1 L (4) 
S Corporations 
 Distributions - Schedule K-1 L (16D) 245.1 
Purchase of Assets (PFS or Form 4562) 
 

 Net Business/Investment Activity 245.1 
 

 Personal Cash Flow                                                ($10.8) 
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Trainer, Inc.  
“30 Second” Analysis 

 
 

 Prior Current 
 Year Year   
 
Sales $ ____________   ____ % $ __________   ____ %  

 Gross Margin $ ____________   ____ % $ __________   ____ % 

 Operating Expenses $ ____________   ____ % $ __________   ____ % 

 

Assets $ ____________   ____ % $ __________   ____ % 

 Current Assets $ ____________   ____ % $ __________   ____ % 

 Current Liabilities $ ____________   ____ % $ __________   ____ % 

 Tangible Net Worth $ ____________   ____ % $ __________   ____ % 

 

 

 Positive  Negative 

Sales Growing  Declining  

Gross Margin % Improving/Stable  Declining  

Operating Expense % Declining/Stable  Increasing 

Tangible Net Worth (TNW) % Increasing/Stable  Declining or   
 TNW %   < 25% 

Current Liabilities - % Decreasing/Stable  Increasing or 
 Working Capital   Negative 

Total Checks  (maximum of five)    

 

One Negative - Are there two offsetting positives 

Two Negatives - Potential problem if corrective action is not underway 

Three Negatives - Actual problem 

Four Negatives - Potential default 

Five Negatives - Probable loss 
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Trainer, Inc. 
Loan Screening Worksheet 

 

 

= 

= 

= 

CHARACTER Personal Credit History 
 Does the borrower have a FICO score > 660? Yes  _____  No  _____  
 Do you believe the borrower has a good credit history? Yes  _____  No  _____   
 

CAPACITY Profitability 
Profitable 2 of Last 3 Years : Yes  _____  No  _____  
Profitable Most Recent Year: Yes  _____  No  _____  
 

CAPACITY Debt Service Coverage Ratio 
Earnings before Interest, Depreciation & Amortization (EBIDA) – Distributions in Lieu of Taxes*  
 

Current Portion Long-Term Debt + Interest (Payment) + Assumed Amortization of Line of Credit** + Any New Debt Service 
 
    Divided By  Greater than 1.25? 
  Yes  _____  No  _____   
 

*S Corp and LLCs - 34% Net Income 
**Assume 3-5 year amortization of fully funded or revolving portion of line of credit 
 

 Personal Cash Flow 
Salary + Interest/Dividends + Schedule E EBID (NOI) 

+ Distributions + Retirement Income + Other Income (Cash Adjustments) – Taxes 
            = 

Global Debt Service Coverage EBIDA 
Personal Cash Flow – Personal Living Expense (25%) + Business – Distributions Greater than 1.25 
  Yes  _____    No  _____   
 Personal Debt Service + Business Debt Service 
 

 

CAPITAL Leverage (Debt to Equity Ratio) 
Total Liabilities   
   Divided By Divided By  Less than 3:1 
Tangible Net Worth Equity)  Yes   _____  No  _____     

CONDITIONS Liquidity Ratio or Current Ratio 
Current Assets    
   Divided By Divided By   Greater than 1:3? 
Current Liabilities  Yes  _____  No  _____    

 

COLLATERAL Margined Collateral Coverage Ratio 
Total Bank Exposure including New Request  
AR < 90 Days  ________________  x .70 =  _______________  (Eligible) 
INV  ________________  x .40 =  _______________  (Eligible)   
MACH/EO Invoice  x .80 =  _______________  (New) 
MACH/EQ Lesser appraisal or cost x .75 =  _______________  (Used) Adequate Collateral 
MACH/EQ Blanket Lien  x .75 =  _______________  (NBV – Liens) 
RE (Owner Occupied)  ________________  x .75 =  _______________     Yes  _____    No  _____  
RE (Investor)  ________________  x .70 =  _______________  (Improved)   
  Total  _______________   
 
 

COLLATERAL Guarantors 
 Does/do the guarantor(s) add strength to the Loan? Yes  _____  No  _____  
 Does/do the guarantor(s) have a conservative lifestyle? Yes  _____  No  _____   

 
 



Commercial Lending 

 
 (c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
5-168 All rights reserved. Subject to annual license expiring January 31, 2020 

  



5 Assessing Borrower Financial Performance 

 
(c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
All rights reserved. Subject to annual license expiring January 31, 2020 5-169 

 



Commercial Lending 

 
 (c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
5-170 All rights reserved. Subject to annual license expiring January 31, 2020 

  



5 Assessing Borrower Financial Performance 

 
(c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
All rights reserved. Subject to annual license expiring January 31, 2020 5-171 

  



Commercial Lending 

 
 (c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
5-172 All rights reserved. Subject to annual license expiring January 31, 2020 

  



5 Assessing Borrower Financial Performance 

 
(c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
All rights reserved. Subject to annual license expiring January 31, 2020 5-173 

  



Commercial Lending 

 
 (c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
5-174 All rights reserved. Subject to annual license expiring January 31, 2020 

  



5 Assessing Borrower Financial Performance 

 
(c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
All rights reserved. Subject to annual license expiring January 31, 2020 5-175 

  



Commercial Lending 

 
 (c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
5-176 All rights reserved. Subject to annual license expiring January 31, 2020 

  



5 Assessing Borrower Financial Performance 

 
(c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
All rights reserved. Subject to annual license expiring January 31, 2020 5-177 

  

To the Board of Directors  
Trainer, Inc. 

Accountants' Review Report 
 
We have reviewed the accompanying balance sheet of ABC Company as of December 31, 2017 and 
2016, and the related statements of operations, retained earnings, and cash flows for the years ended. 
A review includes primarily applying analytical procedures to management's financial data and making 
inquiries of company management. A review is substantially less in scope than an audit, the objective 
of which is the expression of an opinion regarding the financial statements as a whole. Accordingly, 
we do not express such an opinion. 
Management is responsible for the preparation and fair presentation of the financial statements in 
accordance with accounting principles generally accepted in the United States of America and for 
designing, •implementing, and maintaining internal control relevant to the preparation and fair 
presentation of the financial statements. 

Our responsibility is to conduct the review in accordance with Statements on Standards for Accounting 
and Review Services issued by the American Institute of Certified Public Accountants. Those 
standards require us to perform procedures to obtain limited assurance that there are no material 
modifications that should be made to the financial statements. We believe that the results of our 
procedures provide a reasonable basis for our report. 
 
Based on our review, with the exception of the matter described in the following paragraph, we are not 
aware of any material modifications that should be made to the accompanying financial statements in 
order for them to be in conformity with accounting principles generally accepted in the United States 
of America. 

As disclosed in Note 3 to the financial statements, generally accepted accounting principles require 
that leasehold improvements be amortized over the life of the lease. Management has informed us 
that the Company amortizes its leasehold improvements over the tax life of 39 years, and that, if 
generally accepted accounting principles had been followed, the carrying value of leasehold 
improvements and stockholders' equity would have been decreased by $122,000 at December 31, 
2016 

 

Counte & Company 

Roswell, GA 
March 2, 2018 
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Trainer, Inc. 
Balance Sheet 

 
                          December 31 

 

     2017  2016 
 
ASSETS 
Current assets:   
 Cash  $ 21,606 $ 600 
 Accounts receivable: Less allowance for 
  doubtful accts. of $25,041 in 2017 & 2016  1,509,723  1,063,518 
 Inventories  538,169  457,669 
 Prepaid expenses  193,154  230,371 
 

   Total Current Assets  2,262,652  1,752,158 
 

Furniture, equipment & leasehold improvements  830,289  699,762 
Less accumulated depreciation  (406,066)  (290,908) 
     424,223  408,854 
 

     $2,686,875 $2,161,012 
 
LIABILITIES & STOCKHOLDER EQUITY 
Current liabilities: 
 Note payable - bank $ 350,000 $ 500,000 
 Accounts payable  471,413  400,406 
  Accrued liabilities  
  Compensation  171,151  76,799 
  Commissions  253,570  185,821 
  Other   61,640  57,114 
 Customer deposits  35,325  52,947 
 Current maturities of capital lease obligation  35,000  32,762 
 

   Total Current Liabilities  1,378,099  1,305,849 
 

Capital lease obligation  82,544  117,544 
 
Stockholder’s equity: 
 Common stock, $1 per value, authorized 25,000 shares; 
 Issued and outstanding 1,000 shares  1,000  1,000 
 Retained earnings  1,225,232  736,619 
 

   Total Stockholder’s Equity  1,226,232  737,619 
     $2,686,875   $2,161,012 
 

 
See Notes to Financial Statements and Accounts’ Review Report 



5 Assessing Borrower Financial Performance 

 
(c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
All rights reserved. Subject to annual license expiring January 31, 2020 5-179 

Trainer, Inc. 
Statements of Operations and Retained Earnings 

 
                       Years Ended December 31, 

 

     2017  2016 
 
 
Net sales  $ 10,288,384 $ 8,545,329 
 
Cost of sales  6,164,022  5,320,747 
 
   Gross profit  4,124,362  3,224,582 
 
Operating expenses: 
 Selling   2,107,619  1,678,812 
 General and administrative  1,235,022  979,858 
     3,342,641  2,658,670 
 
   Operating profit  781,721  565,912 
 
Gain (Loss) on disposal of assets  267  (101,642) 
Interest expense  (48,320)  (44,966) 
 
   Net income  733,668  419,304 
 
Retained earnings 
 Beginning of year  736,619  577,318 
 S corporation distribution  (245,055)  (260,003) 
 
End of year  $ 1,225,232 $ 736,619  
 
 
 
 
 
 
 
 
 
 
 
 
 

 
See Notes to Financial Statements and Accounts’ Review Report  
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Trainer, Inc. 
Statement of Cash Flows 

Increase (Decrease) in Cash 
 
 

Years Ended December 31, 
 

     2017  2016 
 
 
Cash flows from operating activities: 
 Net Income $ 733,668 $ 419,304 
 Adjustments to reconcile net income to net 
  cash flows from operating activities: 
   Depreciation  118,533  85.410 
   Loss (gain) on disposal of assets  (267)  101,642 
   Accounts receivable  (446,205)  (208,585 
   Inventories  (80,500)  94,993 
   Prepaid expenses  37,217  (93,993) 
   Accounts payable  71,007  51,368 
   Accrued liabilities & customer deposits  149,005  (24,569) 
   Net cash flows from operating activities  582,458  322,169 
 
Cash flows from investing activities: 
 Purchase of furniture, equipment and leaseholds  (134,636)  (109,325) 
 Proceeds of sale of fixed assets  1,001  7,017 
 
Cash flows from financing activities: 
 Proceeds (payments) on note payable-bank  (150,000)  75,000 
 S corporation distribution  (245,055)  (260,003) 
 Payments on capital lease obligation  (32,762)  (34,458) 
  Net cash flows from financing activities  (427,817)  (219,461) 
 
  Net increase (decrease) in cash  21,006  400 
 
Cash, beginning of year  600  200 
 
Cash, end of year $  21,606 $ 600  
  
 
 
 

 
See Notes to Financial Statements and Accounts’ Review Report  
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Trainer, Inc. 
Core Cash Flow 

 
 
     2017 
             000’s 
 
Net Income  $ 733.7 
+ Depreciation  118.5 
- Replacement Cap X*  (121.9) 
- Scheduled Debt Service  (32.8) 
- Distribution in Lieu of Taxes  (245.1) 
 
Core Cash Flow $ 452.4 
 
Change in working capital**  ($      455.7) 
 
 
 
* Average of last 2 years capital expenditures – No change in long-term debt 
 
** Increase in accounts receivable and inventory minus increase in accounts payable 
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Trainer 
Global Cash Flow 

 
                       

 2017 2018                   
  000s  000s 
Business Cash Flow   
 Net Income  734   __________  
 + Depreciation/Amortization  119   __________  
 + Interest  48   __________  
 - Dividends/Distributions  (245)   __________   
 

 Business Cash Flow  $ 656 $  __________   
 
Personal Cash Flow  
 Salary  100   __________  
 + Interest/Dividend Income  4   __________  
       Exclude K-1 Interest 
 ± Rental Cash Flow or Shortfall *  0   __________  
 + Cash Distributions S Corps,   245   __________  
        LLCs, Partnerships –  
        Schedule K-1 
 ± Alimony Received/Paid  0   __________  
 + Retirement Income  2   __________  
 - Contributions LLCs, Partnerships -   0   __________  
       Schedule K-1 
 

 Subtotal Personal Income $   351 $  __________   
  
 -  Federal Tax  316   __________  
 -  State, Local Income Tax  49   __________  
 -  Property Tax Unless in Mtg. Pymt.  2   __________  
 -  Social Security/Medicare  8   __________  
 + Tax Refund  12   __________  
  

 Subtotal Taxes Paid $   363 $  __________  
 

 -  Personal Living Expense 
    (25% of Personal Income)  26   __________   
  

 Net Personal Cash Flow $  (38)  $  __________   
 

Global Cash Flow  
 Business Cash Flow $  656 $  __________   
 + Net Personal Cash Flow  (38)   __________  
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   2017 2018 
   000s 000s            
 
 Global Cash Flow $  618 $  __________  
  Business Debt Service **  (208)   __________  
  Personal Debt Service ***  (92)   __________  
    Global Debt Service  (300)   __________  
  Net Global Cash Flow  318   __________  
 
 Global Debt Service Coverage  2.06X  
 
 
**  See Next Page  
*** Personal Debt Service - Personal Credit Report plus 20% of outstanding balances on 

revolving personal credit and 15% of outstanding balance on home equity lines of 
credit unless included in personal credit report debt service.  
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   2017          2018 
   000s          000s  
 
Rental Cash Flow - Schedule E or  
Income Property Tax Return S Corp or LLC 
 
 Net Income (Loss) - Line 22   __________   _  __________  
 +  Depreciation - Line 20   __________   _  __________  
 +  Interest - Line 12   __________   _  __________  
 -  Scheduled Debt Service   __________   _  __________  
 -  Distributions    __________   _  __________  
 
 Rental Cash Flow* $  __________  $  __________  
 
 Payments on Existing Debt 
 Unless Included in Current   
 Maturities 
(CMLTD) N/A   __________ 
  
  
 + CMLTD - Last 
Year 35    __________  
  
 + Interest - This Year Unless 48   __________  
           Included in Payment 
 
 + Payment New 
Loan 0    __________  
  
 + Assume 4 Yr. Amortization 125   __________  
        of Revolving Debt 
 
 Subtotal Business Debt 
Service** $ 208 $  __________ 
  
 Personal Debt Service  
 
 Payments on Existing Debt 
  Mortgage To be paid off 
  Lease Payments 
  Scheduled Debt  
  HELOC 
  Credit Cards  
  Other Debt  9 
 Payment New Loan  83 
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 Subtotal Personal Debt Service*** $  92 

Trainer, Inc.  
“30 Second” Analysis 

 
 

 Prior Current 
 Year Year   
 
Sales $ ____________   ____ % $ __________   ____ %  

 Gross Margin $ __________  _    ____ % $ _________    ____ % 

 Operating Expenses $ __________  _    ____ % $ _________    ____ % 

  

Assets $ __________  _    ____ % $ _________    ____ %   

 Current Assets $ __________  _    ____ % $ _________    ____ % 

 Current Liabilities $ __________  _    ____ % $ _________    ____ % 

 Tangible Net Worth $ __________  _    ____ % $ _________    ____ % 

 

 

Positive Negative 

Sales Growing  Declining  

Gross Margin % Improving/Stable  Declining  

Operating Expense % Declining/Stable  Increasing 

Tangible Net Worth (TNW)  % Increasing/Stable  Declining or   
 TNW   < 25% 

Current Liabilities - % Decreasing/Stable  Increasing or 
 Working Capital   Negative 

Total Checks  (maximum of five)    

 

One Negative - Are there two offsetting positives 

Two Negatives - Potential problem if corrective action is not underway 

Three Negatives - Actual problem 

Four Negatives - Potential default 

Five Negatives - Probable loss 

  

 8,545 100.0 10,288 100.0  
  

 3,225 37.7 4,124 40.1 
 

 2,659 31.1 3,343 32.5 
 
 
 2,161 100.0  2,687 100.0 
 

 1,752 81.1 2,263 84.2 
   

 1,306 60.4 1,378 51.3 
 

 738 34.1 1,226 45.6 
 

√ 
√ 

√ 

√ 

4 

x 

1 
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Trainer, Inc.  
Loan Screening Worksheet 

 

 
  

√ 
 
√ 
√ 
 

=  3.18 

√ 
 

 
   

√ 
 

√ 
 

  
 

√ 
 

  
 

√ 
 

  
 

√ 
 

  

 

√ 
 

  

 

= 

= 

CHARACTER Personal Credit History 
 Does the borrower have a FICO score > 660? Yes  ______  No  _____  
 Do you believe the borrower has a good credit history? Yes  ______  No  _____   
 

CAPACITY Profitability 
Profitable 2 of Last 3 Years: Yes  ______  No  _____  
Profitable Most Recent Year: Yes  ______  No  _____  
 

CAPACITY Debt Service Coverage Ratio 
Earnings before Interest, Depreciation & Amortization (EBIDA) – Distributions in Lieu of Taxes*  
 

Current Portion Long-Term Debt + Interest (Payment) + Assumed Amortization of Line of Credit** + Any New Debt Service 
 
    Divided By  Greater than 1.25? 
  Yes  ______  No  _____   
 

*S Corp and LLCs – 34% of net income 
**Assume 4 year amortization of fully funded revolving portion of line of credit 
 

 Personal Cash Flow 
Salary + Interest/Dividends + Schedule E EBID (NOI) 

+ Distributions + Retirement Income + Other Income (Cash Adjustments) – Taxes 
             

Global Debt Service Coverage EBIDA 
Personal Cash Flow – Personal Living Expense (25%) + Business – Distributions Greater than 1.25 
  Yes  ______    No  ____   
  
 

 

CAPITAL Leverage (Debt to Equity Ratio) 
Total Liabilities   
   Divided By                Less than 3:1 
Tangible Net Worth Equity)  Yes  ______    No  ____     

CONDITIONS Liquidity Ratio or Current Ratio 
Current Assets    
   Divided By Divided By   Greater than 1:3? 
Current Liabilities  Yes  ______    No  ____    

 

COLLATERAL Margined Collateral Coverage Ratio 
Total Bank Exposure including New Request  
AR < 90 Days  ________________  x .70 =  _______________  (Eligible) 
INV  ________________  x .40 =  _______________  (Eligible)   
MACH/EO Invoice  x .80 =  _______________  (New) 
MACH/EQ Lesser appraisal or cost x .75 =  _______________  (Used) Adequate Collateral 
MACH/EQ Blanket Lien  x .75 =  _______________  (NBV – Liens) 
RE (Owner Occupied)  ________________  x .75 =  _______________     Yes  ______    No  ____  
RE (Investor)  ________________  x .70 =  _______________  (Improved)   
  Total  _______________   
 
 

COLLATERAL Guarantors 
 Does/do the guarantor(s) add strength to the Loan? Yes  ______  No  _____  
 Does/do the guarantor(s) have a conservative lifestyle? Yes  ______  No  _____   

 
 

734 + 48 + 119 - 245 656 

48 + 33 + 500/4 
206 
 

100 + 4 + 2 + 12 + 245 – 317 = 46 

Personal Debt Service + Business Debt Service 

 

                Divided By 
       1226 
 
 

= 1.19  1461   

   676 
   233 = 2,91 

  2263 
 
 

 1378 
= 1.64 

1510 
  538 

1133                         
269 

750 

1402 

46 – 26 + 656   
  27 + 206   
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Acme Printing   
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Acme Printing 
Balance Sheet 

As of June 30, 2018 
 

ASSETS 
 
CURRENT ASSETS 
 
 First National Bank Checking  $102,036.52 
 Petty Cash 250.00 
  Investment Account  56,764.83 
 Accounts Receivable Trade 776,570.77 
 Federal Estimated Income Tax 2,080.00 
I Income Tax Refund Receivable 10,000.00 
 Inventory – Work In Process 35,745.19 
 Inventory – Paper 27,912.56 
 Inventory – Other Chargeable Materials 50,423.07 
 Loans and Exchanges – Tommy 300.00 
 Loans and  Exchanges – James 1,749.98 
 Loans and Exchanges – Bill 0.00 
 Loans and Exchanges – MJW 0.00 
 

 Total Current Assets  $1,063,832.92 
 
FIXED ASSETS 
 

 Furniture & Fixtures 175,747.22 
 A/D Furniture & Fixtures -78,712.98 
 Machinery & Equipment 2,995,737.10 
 A/D Machinery & Equipment -707,280.53 
 Auto & Delivery Equipment 72,467.06 
 A/D Auto & Delivery Equipment -30,784.15 
 Leasehold Improvements 4,250.00 
 A/D Leasehold Improvements -283.33 
  

 Total Fixed Assets  $2,431,140.39 
  

 Deposits 632.00 
 
TOTAL ASSETS  $3.495,605.31 
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Acme Printing 
Balance Sheet 

(continued) 
 

LIABILITIES AND CAPITAL 
 

 
CURRENT LIABILITIES 
 

 Accounts Payable Trade $177,096.08 
 Withheld Federal Income Taxes (Fed  W/H)  0.00 
 Withheld State Income Taxes (State W/H)  6,904.45 
 Accrued Federal Unemployment Taxes (FUTA)  355.23 
 Accrued State Unemployment Taxes (SUTA)  537.82 
 Garnishments Payable 0.00 
 Sales Tax Payable 19,451.34 
 401 (K) Payable 8,815.15 
 
 Total Current Liabilities  $  213, 160.07 
 
LONG-TERM LIABILITIES 
 N /  P GMAC Note 0.00 
 N /  P -10,000.00 
 N/P Fuji Lease 34,775.84 
 N/P First National 1,212,020.83 
 N/P First National 965,120.00 
 Deferred Tax Liability 0.00 
  
 Total Long-Term Liabilities  $2,201.916.67 
  
 Total Liabilities  $2,415,076.74 
 
CAPITAL 
 Capital Stock 10,000.00 
 Retained Earnings 744,557.97 
 Year-To-Date Earnings 325,970.60 
 
Total Capital  $1,080,528.57 
 
Total Liabilities & Capital  $3,495,605.31 
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Acme Printing 
Income Statement 

For the 12 Months Ended June 30, 2018 
 

INCOME & EXPENSES 
 
  Current % Year-to-Date % 
 
SALES $360,689.12 100.0% $4,469,251.17 100.0% 
 Cost of Sales 
Purchase-Paper 70,970.99 19.6 1,100,402.70 24.6 
Purchases-Ink 5,061.57 1.46 4,611.31 1.4 
Purchases-Film 6,784.17 1.8 105,236.25 2.3 
Purchases-Plates 8,522.16 2.3 107,810.25 2.4 
Purchases-Other Chargeable Materials -969.89 -0.2 7,522.12 0.1 
Freight 2,202.09 0.6 26,442.55 0.5 
Reimbursable Freight -866.01 -0.2 -2,026.82 -0.0 
Outside Services-Pre-Press 2,041.00 0.5 5,920.90 0.1 
Outside Purchases-Printing 19,193.12 5.3 254,980.75 5.7 
Outside Services-Binding 2,634.95 0.7 61,260.38 1.3 
Outside Services-Other 1,976.67 0.5 26,491.36 0.5 
Consumable Rebates -2,118.64 -0.5 -26,619.26 -0.5 
Purchase Discounts-Paper -2,324.02 -0.6-2 9,563.78 -0.6 
WIP Adjustment 45,353.68 12.5 23,252.8 10.5 
Production Salaries 69,802.60 19.3 802,423.48 17.9 
Payroll Tax (Federal, State, Local) 6,031.421.66 5,2 98.56 1.4 
 
 Total Cost of Sales $234,296.06 64.9% $2,593,443.56 58.0% 
 
GROSS PROFIT $126,393.06 35.0% $1,875,807.61 41.9% 
 Operating Expenses 
Depreciation $17,174.82 4.7 $257,084.69 5.7 
Equipment Rental 0.00 0.0 1,131.60 0.0 
Supplies-Desktop 4,058.13 1.12 5,159.62 0.5 
Supplies-Prep Department 2,309.16 0.6 17,245.53 0.3 
Supplies-Press 6,253.29 1.7 35,850.23 0.8 
Supplies-Bindery 2,904.43 0.8 22,423.03 0.5 
Power & Water 4,405.24 1.23 8,743.56 0.8 
Insurance-Group (BC/BS) 7,626.94 2.16 9,534.94 1.5 
Insurance-General 3,162.70 0.8 38,965.65 0.8 
401K Admin. Expense 1,187.50 0.3 3,895.00 0.0 
401K Employer Match 2,888.17 0.8 17,198.46 0.3 
Insurance-Split Dollar 280.50 0.0 3,366.00 0.0  
Rent to EBCOR 6,800.00 1.8 68,000.00 1.5 
Repairs & Maintenance-Building 4,528.04 1.2 30,504.02 0.6 
Repairs & Maintenance-Desktop 4,090.84 1.1 4, 111.89 0.0  
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Acme Printing 
Income Statement 

(continued) 
 

  Current % Year-to-Date % 
 

Repairs & Maintenance-Prep Department 157.24 0.0 3,278.74 0.0 
Repairs & Maintenance-Press -836.45 -0.2 30,951.74 0.6 
Repairs & Maintenance-Bindery 345.34 0.0 14,812.64 0.0  
Repairs & Maintenance-Office Equipment 280.00 0.02 1,701.20 0.4 
Vehicle Expense 1,362.27 0.3 18,803.55 0.4 
Bad Debts 0.00 0.0 5,356.43 0.1 
Contributions/Donations 0.00 0.0 5,706.00 0.1 
Dues and Subscriptions 68.87 0.1 3,793.37 0.0 
Office Salaries 97,185.10 26.9 430,904.27 9.6 
Contact Labor 0.00 0.0 4,511.30 0.1 
Office Supplies 661.59 0.1 13,652.52 0.3 
Officer's Life Insurance 528.12 0.1 6,337.44 0.1 
Payroll Taxes 4,953.31 1.2 8,999.76 0.6 
Customer Postage 609.88 0.1 1,589.65 0.0 
Office Postage 0.00 0.0 2,124.73 0.0 
Legal & Accounting 150.00 0.0 3,100.00 0.0 
Taxes & Licenses 4,127.05 1.1 26,546.84 0.5 
Telephone & Internet 1,949.17 0.5 24,157.64 0.5 
Travel 0.00 0.0 10,002.77 0.2 
Meals & Entertainment 713.92 0.1 5,710.85 0.1 
Miscellaneous 1,265.50 0.3 1,480.60 0.0 
Training 2,005.86 0.5 3,727.26 0.0 
Advertising 81.92 0.0 5,864.16 0.1 
Employee Benefits 21.56 0.0 2,100.98 0.0 
Bank Charges 720.27 0.1 3,546.17 0.0 
Sales Commissions-Outside 1,740.21 0.4 29,781.28 0.6 
Sales Commissions-Inside 8,069.8 52.2 101,603.20 2.2  
Payroll Taxes 617.34 0.1 7,543.150 .1 
Sales Expenses 1,200.00 0.3 15.648.81 0.3 
Leased Employees Expense 465.21 0.1 213.73 0.0  
Interest Expense Expenses 5,161.85 1.4 91,059.46 2.0 
 

 Total Operating  $201,638.745 5.9%  $1,557,824.47 34.8% 
 

OPERATING INCOME $-75,245.68 -20.8% $317,983.14 7.1% 
 

Other Income & Expenses  
Interest Income $43.20 0.0 $1,337.10 0.0 
Scrap Income 0.00 0.0 2,429.78 0.0 
Miscellaneous Income 0.00 0.0 -1,63.10 -0.0 
Sales Tax Discounts 345.86 0.0 3,202.71 0.0 
Gains/Loss 0.00 0.0 645.23 0.0 
 

Total Other Income (Expenses) $389.06 0.01% $7,987.46 0.1% 
 

NET INCOME $-74,856.62 -20.7% $325,970.60 7.2% 
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Acme Printing 
Loan Screening Worksheet 

 

 

= 

= 

CHARACTER Personal Credit History 
 Does the borrower have a FICO score > 660? Yes  ______  No  _____  
 Do you believe the borrower has a good credit history? Yes  ______  No  _____   
 

CAPACITY Profitability 
Profitable 2 of Last 3 Years : Yes  ______  No  _____  
Profitable Most Recent Year: Yes  ______  No  _____  
 

CAPACITY Debt Service Coverage Ratio 
Earnings before Interest, Depreciation & Amortization (EBIDA) – Distributions in Lieu of Taxes*  
 

Current Portion Long-Term Debt + Interest (Payment) + Assumed Amortization of Line of Credit** + Any New Debt Service 
 
    Divided By  Greater than 1.25? 
  Yes  ______  No  _____   
 

*S Corp and LLCs – 34% of net income 
**Assume 4 year amortization of fully funded revolving portion of line of credit 
 

 Personal Cash Flow 
Salary + Interest/Dividends + Schedule E EBID (NOI) 

+ Distributions + Retirement Income + Other Income (Cash Adjustments) – Taxes 
            = 

Global Debt Service Coverage EBIDA 
Personal Cash Flow – Personal Living Expense (25%) + Business – Distributions Greater than 1.25 
  Yes  ______   No  _____   
  
 

 

CAPITAL Leverage (Debt to Equity Ratio) 
Total Liabilities   
   Divided By                Less than 3:1 
Tangible Net Worth Equity)  Yes  ______    No  ____     

CONDITIONS Liquidity Ratio or Current Ratio 
Current Assets    
   Divided By Divided By  Greater than 1:3? 
Current Liabilities  Yes  ______    No  ____    

 

COLLATERAL Margined Collateral Coverage Ratio 
Total Bank Exposure including New Request  
AR < 90 Days  ________________  x .70 =  _______________  (Eligible) 
INV  ________________  x .40 =  _______________  (Eligible)   
MACH/EO Invoice  x .90 =  _______________  (New) 
MACH/EQ Lesser appraisal or cost x .75 =  _______________  (Used) Adequate Collateral 
MACH/EQ Blanket Lien  x .50 =  _______________  (NBV – Liens) 
RE (Owner Occupied)  ________________  x .75 =  _______________     Yes  ______    No  ____  
RE (Investor)  ________________  x .70 =  _______________  (Improved)   
  Total  _______________   
 
 

COLLATERAL Guarantors 
 Does/do the guarantor(s) add strength to the Loan? Yes  ______  No  _____  
 Does/do the guarantor(s) have a conservative lifestyle? Yes  ______  No  _____   

 
 

 
√ 

 
 

√ 
 

326 + 91 + 736 - 479 1737 
  

 

N/A 

Personal Debt Service + Business Debt Service 

 

                Divided By 
       1081 
 
 

? 

2431 

N/A 

2192 

1216 
X 
 

  
 

= 2.23 
 

  1064 
 
 

 213 
 = 5.0 

 2415   

√ 
 

  
 

√ 
 

  
 

= 
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PROJECTING FUTURE PERFORMANCE                     6 
 

 
 
 

Notes 
OVERVIEW  
 

Projections focus on quantifying the borrower’s ability to make 
future payments based on past financial performance. This module 
first explores the concept by describing the information and tools 
needed to prepare proformas, projections and cash budgets.  The 
module then focuses on stress testing key assumptions to determine 
the potential volatility in earnings and cash flow and the impact on 
the borrower’s ability to service debt. 
 
LEARNING OBJECTIVES 
 

At the end of this module, you will be able to 
  

 explain the purpose of projections 
 

 identify four keys to quality projections 
 

 list information required to construct projections 
 

 distinguish between proformas and projections 
 

 construct proformas, projections and cash budgets 
 

 stress test projections to determine the potential impact of 
different assumptions on the borrower’s ability to repay debt.  

 
ROLE OF PROJECTIONS 
 

Projections use past performance to predict future performance 
under varying sets of assumptions about the company and its 
external environment.  
 

Loans are made today predicated on the borrower’s ability to repay 
in the future. The purpose of projections, therefore, is to quantify 
the borrower’s ability to repay and the uncertainty surrounding 
future repayment. Stress testing attempts to quantify the impact of 
changing economic conditions, margins, and other factors on the 
company’s future financial position and performance. 
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Notes 
By accurately quantifying future uncertainty, the lender quantifies 
the risk in the credit and, in turn, the need for loan support. This 
forms the basis for the loan decision and required pricing.  
 
KEYS 
 

There are five keys to quality projections:  
 

Visual 6-1 
Keys to Quality Projections 

 

  Time Interval 
  Quality of Supporting Data and Assumptions 
  Borrower Prepared Projections 
  Bank Evaluation of Projections 
  Information Required 
 

Time Interval 
 
It is important for a lender to project proper and meaningful time 
intervals. The time interval of the projections must be matched to 
the purpose of the projection and the underlying loan request, e.g., 
the appropriateness of 3-year projections to support a seasonal loan 
request. Also, interim period projections are needed when there is 
seasonality in sales. 
 

Quality of Projections 
 

The quality of projections improves if it can be demonstrated that 
the borrower has (Visual 6-2) 
 
 performed well against a plan in the past 
 

 established consistent performance levels 
 

 closely tracked industry performance 
 

 provided quality supporting documentation 
 

 provided realistic assumptions  
 

Borrower Prepared Projections 
 

Borrower-prepared projections demonstrate the borrower’s ability 
to plan, knowledge of the business, understanding of financing 
needs, and thoughts about sources of repayment. The projections 
must be supported with the underlying assumptions.  
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Notes 
Bank Evaluation of Projections 
 

The borrower’s projections must be critically evaluated by the bank, 
necessitating the development of alternative scenarios. In some 
instances, especially with small, less sophisticated borrowers; the 
lender may have to work directly with the borrower to prepare 
projections, but the lender should only facilitate the mechanical 
aspects of preparation. The borrower must supply the assumptions. 
Making decisions normally reserved for management e.g. providing 
assumptions can expose the bank to potential claims for lender 
liability. 
 
INFORMATION REQUIRED 
 

To prepare meaningful projections, the following information 
should be gathered: (Visual 6-3) 
 

 3-5 years’ historical financial statements 
 

 past projections to compare with actual results 
 

 historical sales by month for 12 months to determine 
seasonality 

 

 industry trends and projections 
 

 RMA industry comparisons 
 

 economic forecast for the industry 
 

 borrower’s business plan and budget 
 

 information on the company’s products and services 
 

 information about competitors 
 
TOOLS 
 

The key tools used to project future performance are borrower 
prepared proformas, projections and cash budgets. A proforma 
statement presents the income statement and balance sheet as it 
would appear after a loan transaction is complete. A projection 
presents an income statement and balance sheet using a variety of 
assumptions about the critical key variables.  
 

Proforma — Income Statement and Balance Sheet 
 

A proforma balance sheet is constructed by adding the asset 
purchased and the proposed debt to existing assets and debt. The 
income statement is adjusted to reflect the additional depreciation 
and interest expense. 
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Notes 
The lender must then evaluate the impact on financial leverage, 
liquidity and asset utilization. The transaction may initially lower 
profitability and increase operating leverage and breakeven. The 
lender should evaluate the impact on the borrower’s debt service 
capacity. Finally, the lender must decide if the change in risk is 
acceptable.  
 

Projections — Income Statement 
 

The projected income statement begins with a sales forecast ideally 
supplied by the borrower. Past experience can be used to develop 
percentages for cost of goods sold; sales, general and administrative 
expenses and net profit. Be careful in blindly extending prior 
performance into the future especially if changes have occurred in 
the industry, the company’s competitive position or management. In 
the absence of historical data, RMA industry averages can be used. 
To properly evaluate the risk, multiple scenarios will have to be 
constructed.  
 

The company’s margins should be evaluated and the impact of 
operating leverage on margins should be determined, especially if 
operating leverage has been altered through the addition of new 
fixed assets. 
 

Interest must be calculated on any new borrowings.  
 

Projections—Balance Sheet 
 

A company should project its minimum cash requirement. 
 

Historical accounts receivables, inventory, and payables turns can 
be used to forecast the absolute level of each item:  
 
 
  Projected Sales 
Projected Accts Rec. =  
  Receivables Turn 
 
  Projected Cost of Goods Sold (COGS) 
Projected Inventory =   
  Inventory Turn  
 
  Projected Purchases or COGS 
Projected Payables =             
  Payables Turn 
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Notes 
The calculation can also be made using historical days receivables, 
inventory, and payables:  
 
 
Projected Accts. Rec. =  
 
 
Projected Inventory =   
 
 
Projected Payables = 
         
   
 
Note: Use 90, 180 days etc. for interim projections 
 
 
In the absence of good information on purchases, cost of goods sold 
can be used as a proxy for purchases. If historical information is 
unavailable, RMA averages for receivables, inventory, and payables 
can be used. 
 

The projection of fixed assets must incorporate replacement, 
additions, depreciation, and dispositions. Figures may be distorted if 
old assets or fully depreciated assets are used. If debt is used to 
finance additions to fixed assets rather than replacement, additional 
income must be projected to service the debt. It is important to 
project the working capital required to support the level of sales 
necessary to generate the additional income. A borrower’s 
projections should include proposed debt additions and reflect the 
proposed amortization schedule. 
 

Net worth must also be projected focusing on net profit and 
dividends/distributions. A projected excess of assets over liabilities 
and net worth requires financing, while a projected surplus of 
liabilities and net worth implies an increase in cash or a reduction in 
short-term debt. If the “plug” is an increase in notes bank, the 
nature of the financing need must be evaluated to determine if it is 
short term, long term, or revolving. To the extent new debt is 
required, the income statement must be adjusted to reflect the 
incremental interest expense, which will in turn impact net income 
and retained earnings. 
 

  

Days Receivable 
365 

Days Inventory 
365 

Days Payables 
365 

x Projected Purchases 
 or COGS 

x Projected Sales 

x Projected COGS 
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Notes  
Seasonal financing needs must be anticipated especially when 
evaluating term lending requests.   A cash flow statement should be 
constructed from the projections. This will focus the lender on 
sources and uses of cash. 
 

The lender must then evaluate the change in risk and decide if the 
risk is acceptable. The greater the volatility in historical results, the 
more important it is to consider multiple scenarios.  
 

Cash Budget 
 

A cash budget helps evaluate a borrower’s ability to generate cash 
and repay debt. Cash budgets can be used as a management tool to 
help a business anticipate cash needs and plan for funding. A cash 
budget will also project peak debt requirements and is essential if 
there is seasonality in sales. 
 

Monthly sales forecasts are useful and should indicate the mix of 
cash and credit sales. Receivables turn or an aging can be used to 
forecast collections. 
 

The timing of payment of purchases, direct costs, and operating 
expenses can be critical, especially where accounts payable are a 
factor. In addition, cash needs for special disbursements—fixed-
asset additions/replacement, taxes, dividends/distributions, and debt 
repayment—must be forecast. A minimum cash level should also be 
established.  
 

Visual 6-4 illustrates the elements of a cash budget. If the cash 
budget is properly constructed, the cumulative debt or cash will 
balance to the projected ending cash or debt figure on a projected 
balance sheet. 
 

The key factors revealed in the evaluation of a cash budget include  
 

 peak debt 
 

 ability to repay seasonal debt 
 

 ability to meet scheduled debt payments 
 

 appropriateness of financing 
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Notes 
Visual 6-4 

Elements of Cash Budget 
 
Cash on hand 
 

+ Cash receipts 
 

- Cash disbursements 
 

= Cash position 
 

–  Minimum cash 
 

= Cash surplus (deficit) 
 

± Previous cash surplus (deficit) 
 

= Accumulated surplus (deficit) 
 
 
Stress Testing 
 

Stress testing requires varying one or more aspects of the 
borrower’s business to determine the impact on the borrower’s 
financial condition and ability to repay debt. 
 

It is important to select critical key variables to which the company 
is most vulnerable and to characterize these variables as 
controllable or uncontrollable by management.  
 

Examples of critical key variables for C&I and commercial real 
estate (CRE) include: 
 
 C&I CRE 
 

 Sales Gross Potential Rent 
 Gross Margin Vacancy/Collection 
 Operating Expenses Operating Expenses 
 Interest Expense (Rates) Interest Expense (Rates) 
 A/R, Inv., A/P Capitalization Rates 
 Owner’s Lifestyle Sponsor’s Lifestyle 
 
The critical key variable in a projection is the sales assumption 
particularly  if historical  percentages  and  ratios  are  being used to  
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Notes 
develop other items on the income statement and balance sheet. The 
more volatility in critical key variables the greater the number of 
“what if” scenarios required. 
 

Different assumptions can have a dramatic impact on the amount of 
financing required, ability to repay, creditworthiness of the 
borrower and the value of collateral especially income property real 
estate. Therefore, assumptions must be carefully evaluated, 
especially those supplied by the borrower. 
 

The focus of sensitivity analysis is to view the borrower under 
different scenarios (best case, worst case, most realistic) to see how 
vulnerable the borrower is to key areas of uncertainty.  Regulators 
are interested in the impact on an individual borrower’s ability to 
repay as well as the impact on collateral values and overall portfolio 
performance. 
 

The regulators expect banks to stress test individual borrowers as 
well as the cumulative impact on portfolio performance. The focus 
of borrower stress testing in on  
 

 breakeven debt service coverage e.g. 1 to 1 
 

 collateral coverage e.g. loan to value exceeds bank or 
regulatory guidelines 

 

The cumulative impact on the portfolio focuses on the 
 

 distribution of asset quality ratings 
 

 adequacy of the allowance for loan and lease losses (ALLL) 
 

 bank earnings, capital requirements and liquidity 
 

An important part of stress testing is selecting candidates for stress 
testing. The focus should be on 
 

 large borrowers/relationships 
 

 marginal borrowers 
 

 – low debt service coverage 
 – high loan to value 
 

 related borrowers 
 

 groups of borrowers with similar characteristics e.g. builders 
 

 borrowers, industries, property types, types of lending 
vulnerable to outside factors 

 

 – economic 
 – regulatory 
 – competition 
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Notes 
Several tools have been introduced through the course to facilitate 
stress testing.  The core cash flow framework is a tool to quickly 
quantify internally generated cash flow using varying assumptions 
about sales and net margins.  The framework also highlights the 
priorities for the use of cash. 
 

Financing gap can be used to assess the impact of varying sales 
assumptions on working capital requirements.  The utilization ratios 
are a valuable tool to quantify the impact of varying assumptions 
about accounts receivable, inventory and payables turns on future 
financing requirements. 
 

Exhibit 6-1 is a framework which combines core cash flow, 
financing gap and utilization ratios into a handy tool for stress 
testing individual loans 
 

Common errors in evaluating projections include (Visual 6-5): 
 

 extending the past into the future ignoring changes in the 
economic, competitive and regulatory environment as well as 
changes within the borrower’s business 

 

 failure to provide incremental receivables and inventory to 
support higher levels of sales especially when higher sales 
result from the addition of new fixed assets 

 

 increases in sales beyond historical norms coupled with 
unrealistic assumptions about inventory and accounts 
receivable turn 

 

 improvements in gross margin beyond historical norms 
 

 consistent annual increases in sales especially with companies 
susceptible to economic or industry cycles 

 

 failure to provide for replacement of fixed assets due to age, 
technical or functional obsolescence 

 

 projections showing consistent or improving margins despite 
the addition of fixed assets or other fixed costs 

 

 unrealistic assumptions about the bank and/or trade’s 
willingness to provide additional financing 

 

 projections which show nominal increases in sales, general and 
administrative expense 
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Exhibit 6-1 
Core Cash Flow 
Projection Tool 

 
  Scenario #1 Scenario #2 Scenario #3 

Projected Sales  ____________   _____________   _____________  
Projected Net After Tax Profit %  ____________   _____________   _____________  
 
Projected Net Income  ____________   _____________   _____________  
+ Depreciation/Amortization  ____________   _____________   _____________  
- Replacement Capital Expenditures*  ____________   _____________   _____________  
- Scheduled Debt Service (CMLTD)  ____________   _____________   _____________  
- Distributions in Lieu of Taxes  ____________   _____________   _____________  
 
Core Cash Flow  ____________   _____________   _____________  
- Projected Working Capital Requirement**  ____________   _____________   _____________  
- Dividends/Other Payments to Owners  ____________   _____________   _____________  
<Financing Requirement> or Cash Available  ____________   _____________   _____________  
    To Reduce Debt  
+ Current Revolving Debt  ____________   _____________   ____________  
 Projected Revolving Debt  ____________   _____________   ____________  
 

*Net of new debt         % of  
                                                   $                Sales*** 
Accounts Receivable***  ______   _______  
Inventory***  ______   _______   
- Accounts Payable***  ______   _______  
Financing Gap  ______   _______  
Financing Gap % X Projected  
  Increase in Sales  ______   _______  
 
**Projected Working Capital  
  Requirement  ______   _______  
 
***Current Period 
 

Impact of Varying Assumptions About Turnover 
  Of Receivables, Inventory and Payables 
 

Current Turnover Accounts Receivable  ____________   _____________   _____________  
Desired Turnover Accounts Receivable  ____________   _____________   _____________  
Change  ____________   _____________   _____________  
X 1 Days Sales (Sales/365)  ____________   _____________   _____________  
Cash Required or Released  ____________   _____________   _____________  
 
Current Turnover Inventory or Accounts  
  Payable  ____________   _____________   _____________  
Desired Turnover Inventory or Accounts  
  Payable  ____________   _____________   _____________  
Change  ____________   _____________   _____________  
X 1 Days Cost of Goods Sold  ____________   _____________   _____________  
Cash Required or Released  ____________   _____________   _____________  
Total Cash Required or Released  ____________   _____________   _____________  
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Morris Electric Supply Co. 
 
 
 Review Review Review Review Review 
 Apr. 30 Apr. 30 Apr. 30 Apr. 30 Apr. 30 
Statement in Thousands $ 20X0 20X1 20X2 20X3 20X4 
 
INCOME STATEMENT 
 
Sales 6,748 100.0 7,056 100.0 7,279 100.0 8,256 100.0 8,733 100.0 
 
Cost of Goods Sold 5,366 79.5 5,531 78.4 5,748 79.0 6,550 79.3 6,921 79.3 
 
Gross Profit 1,382 20.5 1,525 21.6 1,531 21.0 1,706 20.7 1,812 20.7 
 
Selling, General & Admin. Exp. 871 12.9 961 13.6 1,025 14.1 1,076 13.0 1,176 13.5 
Officers’ Salaries 268 4.0 285 4.0 229 3.1 333 4.0 304 3.5 
Lease/Rent Expense 57 0.8 89 1.3 82 1.1 82 1.0 84 0.9 
Depreciation 36 0.5 42 0.6 48 0.7 43 0.5 50 0.6 
Amortization Non-Compete 0 0.0 0 0.0 0 0.0 0 0.0 21 0.2 
Bad Debt Expense 0 0.0 0 0.0 15 0.2 20 0.2 1 0.0 
 
Operating Expenses 1,232 18.3 1,377 19.5 1,399 19.2 1,554 18.8 1,636 18.7 
 
Operating Profit 150 2.2 148 2.1 132 1.8 152 1.8 176 2.0 
 
Gain on Sale of Assets 3 0.0 0 0.0 0 0.0 0 0.0 0 0.0 
Other Income 38 0.6 40 0.6 124 1.7 40 0.5 42 0.5 
Purchase Discounts 0 0.0 0 0.0 0 0.0 110 1.3 115 1.3 
 
Total Other Income 41 0.6 40 0.6 124 1.7 150 1.8 157 1.8 
 
Interest Expense 58 0.9 51 0.7 59 0.8 55 0.7 56 0.6 
Loss on Sale of Assets 0 0.0 1 0.0 10 0.1 0 0.0 0 0.0 
Other Expense/Discounts 0 0.0 0 0.0 60 0.8 72 0.9 104 1.2 
 
Total Other Expenses 58 0.9 52 0.7 129 1.8 127 1.5 160 1.8 
 
Profit Before Tax 133 2.0 136 1.9 127 1.71 75 2.1 173 2.0 
 
Current Taxes (-) (35) (0.5) (38) (0.5) (38) (0.5) (54) (0.7) (49) (0.6) 
 
NET INCOME 98 1.5 98 1.4 89 1.2 121 1.5 124 1.4 
 

RECON. OF NET WORTH Common 
Sized 
 
Beginning Net Worth 793 89.0 891 122.6 727 89.1 816 103.8 786 91.9 
Changes in Retained Earnings: 
Net Income (Loss) 98 11.0 98 13.5 89 10.9 121 15.4 124 14.5 
Cash Dividends 0 0.0 262 36.0 0 0.0 0 0.0 55 6.4 
Stock Retirement 0 0.0 0 0.0 0 0.0 0 0.0 0 0.0 
Deferred Comp. Adjustment 0 0.0 0 0.0 0 0.0 (151) (19.2) 0 0.0 
 
Total Change in RE 98 11.0 (164) (22.4) 89 10.9 (30) (3.8) 69 8.1 
 
Ending Total Net Worth 891 100.0 727 100.0 816 100.0 786 100.0 855 100.0 
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Morris Electric Supply Co. 
 
 Review Review Review Review Review 
 Apr. 30 Apr. 30 Apr. 30 Apr. 30 Apr. 30 
Statement in Thousands $ 20X0 20X1 20X2 20X3 20X4 
 

ASSETS 
 

Cash 3 0.1 13 0.6 18 0.9 21 0.7 90 2.8 
 

Trade Accounts Receivable 800 37.8 809 39.3 840 40.5 1,008 33.9 1,206 38.1 
 

Federal Income Tax Receivable 16 0.8 0 0.0 0 0.0 0 0.0  0 0.0 
 
Finished Goods 1,045 49.4 980 47.6 943 45.4 1,086 36.6 971 30.7 
 

Prepaid Expenses 5 0.2 8 0.4 6 0.3 3 0.1 5 0.2 
Other Current Assets 9 0.4 0 0.0 0 0.0 0 0.0 0 0.0 
 

Total Current Assets 1,878 88.8 1,810 87.9 1,807 87.0 2,118 71.3 2,272 71.8 
 

Other Equipment 42 2.0 51 2.5 54 2.6 54 1.8 73 2.3 
Furniture & Fixtures 205 9.7 236 11.5 210 10.1 248 8.3 295 9.3 
Leasehold Improvements 133 6.3 159 7.7 162 7.8 202 6.8 212 6.7 
Other Fixed Assets 5 0.2 0 0.0 0 0.0 0 0.0 0 0.0 
 

Gross Fixed Assets 385 18.2 446 21.7 426 20.5 504 17.0 580 18.3 
Accumulated Depreciation (-) (179) (8.5) (219) (10.6) (185) (8.9) (229) (7.7) (261) (8.2) 
 

Net Fixed Assets 206 9.7 227 11.0 241 11.6 275 9.3 319 10.1 
 

Other Assets 31 1.4 21 1.0 28 1.3 92 3.1 108 3.4 
Non-Compete 0 0.0 0 0.0 0 0.0 486 16.4 465 14.7 
 

TOTAL ASSETS 2,115 100.0 2,058 100.0 2,076 100.0 2,971 100.0 3,164 100.0 
 
LIABILITIES  
 

Overdrafts 24 1.1 0 0.0 0 0.0 0 0.0 0 0.0 
Notes Payable - Banks 302 14.3 226 11.0 200 9.6 254 8.5 476 15.0 
Current Portion Long Term Debt 51 2.4 57 2.8 49 2.4 54 1.8 61 1.9 
Current Portion - Note-Buyout 0 0.0 0 0.0 0 0.0 61 2.1 80  2.5 
 

Trade Accounts Payable 595 28.1 617 30.0 567 27.3 749 25.2 687 21.7 
Other Accounts Payable 10 0.5 10 0.5 9 0.4 0 0.0 0 0.0 
 

Total Accounts Payable 605 28.6 627 30.5 576 27.7 749 25.2 687 21.7 
 

Accrued Payroll Taxes 5 0.2 6 0.3 6 0.3 0 0.0 0 0.0 
Other Accruals 34 1.6 19 0.9 35 1.7 58 2.0 46 1.5 
 

Total Accruals 39 1.8 25 1.2 41 2.0 58 2.0 46 1.5 
 

Federal Income Taxes Payable 0 0.0 1 0.0 0 0.0 20 0.7 1  0.0 
 

Total Current Liabilities 1,021 48.3 936 45.5 866 41.7 1,196 40.3 1,351 42.7 
 

Long Term Debt 203 9.6 395 19.2 355 17.1 340 11.4 327 10.3 
Deferred Compensation 0 0.0 0 0.0 0 0.0 225 7.6 246 7.8 
Note-Buyout 0 0.0 0 0.0 0 0.0 424 14.3 385 12.2 
Other Liabilities 0 0.0 0 0.0 39 1.9 0 0.0 0 0.0 
 

Total Liabilities 1,224 57.9 1,331 64.7 1,260 60.7 2,185 73.5 2,309 73.0 
 

Common Stock 2 0.1 1 0.0 1 0.0 1 0.0 1 0.0 
Retained Earnings 889 42.0 726 35.3 815 39.3 785 26.4 854 27.0 
 

Total Net Worth 891 42.1 727 35.3 816 39.3 786 26.5 855 27.0 
 

TOTAL LIABILITIES &  
   NET WORTH 2,115 100.0 2,058 100.0 2,076 100.0 2,971 100.0 3,164 100.0 
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Morris Electric Supply Co. 
 
 Review Review Review Review Review RMA 
 Apr. 30 Apr. 30 Apr. 30 Apr. 30 Apr. 30 20X3 
Statement in Thousands $ 20X0 20X1 20X2 20X3 20X4 Sales 
                                 5MM-10MM 
RMA Comparison - NAICS Code 423610 
ELECTRICAL SUPPLIES &  
APPARATUS. 
 
Assets: 
 Cash & Equivalents 0.1 0.6 0.9 0.7 2.8 6.7 
 Trade Receivables (net) 37.8 39.3 40.5 33.9 38.1 36.0 
 Inventory 49.4 47.6 45.4 36.6 30.7 33.9 
 All Other Current 1.4 0.4 0.3 0.1 0.2 2.5 
 
 Total Current 88.8 87.9 87.0 71.3 71.8 79.0 
 
 Fixed Assets (net) 9.7 11.0 11.6 9.3 10.1 13.4 
 Intangibles (net) 0.0 0.0 0.0 16.5 14.9 .9 
 All Other Non-Current 1.5 1.0 1.3 3.0 3.2 6.7 
 
 Total Assets 100.0 100.0 100.0 100.0 100.0 100.0 
 
Liabilities: 
 Notes Payable - Short Term 14.3 11.0 9.6 8.5 15.0 15.5 
 CMLTD 2.4 2.8 2.4 3.9 4.5 2.2 
 Trade Payables 28.1 30.0 27.3 25.2 21.7 22.8 
 Income Taxes Payable 0.0 0.0 0.0 0.7 0.0 .2 
 All Other Current 3.5 1.7 2.4 2.0 1.5 7.5 
 
 Total Current 48.3 45.5 41.7 40.3 42.7 48.1 
 
 Long Term Debt 9.6 19.2 17.1 33.3 30.3 8.9 
 Deferred Taxes 0.0 0.0 0.0 0.0 0.0 .2 
 All Other Non-Current 0.0 0.0 1.9 0.0 0.0 5.1 
 
Net Worth 42.1 35.3 39.3 26.5 27.0 37.7 
 
 Total Liabilities & Net Worth 100.0 100.0 100.0 100.0 100.0 100.0 
 
Income Data: 
 
 Net Sales 100.0 100.0 100.0 100.0 100.0 100.0 
 
 Gross Profit 20.5 21.6 21.0 20.7 20.7 30.6 
 Operating Expenses 18.3 19.5 19.2 18.8 18.7 28.3 
 
 Operating Profit 2.2 2.1 1.8 1.8 2.0 2.3 
 All Other Expenses (net) 0.3 0.2 0.1 (0.3) 0.0 0.2 
 
 Profit Before Taxes 2.0 1.9 1.7 2.1 2.0 2.0 
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Morris Electric Supply Co. 
 
                RMA 
   Review Review Review Review Review 20X3 
   Apr. 30 Apr. 30 Apr. 30 Apr. 30 Apr. 30 Sales 
Statement in Thousands $ 20X0 20X1 20X2 20X3 20X3 5MM-10MM 
 
RMA Sales Comparison - NAICS Code 423610 
ELECTRICAL SUPPLIES &  
APPARATUS. 
 
RATIOS: 
 
Current  1.84 1.93 2.09 1.77 1.68 1.5 
Quick  0.79 0.88 0.99 0.86 0.96 .9 
 
Sales/Receivables 8.44 8.72 8.67 8.19 7.24 8.1 
Cost of Sales/Inventory 5.13 5.64 6.10 6.03 7.13 5.9 
Cost of Sales/Payables 9.02 8.96 10.14 8.74 10.07 9.7 
Days Receivables 43.27 41.85 42.12 44.56 50.41  45 
Days Inventory 71.08 64.67 59.88 60.52 51.21 62 
Days Payables 40.47 40.72 36.00 41.74 36.23 38 
 
Sales/Working Capital 7.87 8.07 7.74 8.95 9.48 9.8 
EBIT/Interest 3.29 3.67 3.15 4.18 4.09 2.7 
Traditional Cash Flow/CMLTD 2.63 2.46 2.80 1.43 1.38 2.3 
 
EBIDA/ 
Int + CMLTD* + 4 Year Amort. N/A 1.20 1.18 1.30 .87 N/A 
 
Fixed/Worth 0.23 0.31 0.30 0.93 0.83 .2 
Debt/TNW 1.37 1.83 1.55 7.28 5.92 1.7 
 
% Profit Before Tax/TNW 14.93 18.71 15.58 59.12 45.17 12.0 
% Profit Before Tax/Total Assets 6.29 6.61 6.12 5.89 5.47 3.1 
 
Sales/Net Fixed Assets 32.76 31.08 30.20 30.02 27.38 34.1 
Sales/Total Assets 3.19 3.43 3.51 2.78 2.76 2.9 
 
% Depr./Amort/Sales 0.5 0.6 0.7 0.5 0.6 .8 
 
 
 
 
 
 
*Last years CMLTD 
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Ratio Exercise 
 
 
 20X3 20X4 
 
Liquidity  
  

 Current 1.77 1.68  
 

 Quick .86 .96  
 
Utilization 
 

 A/R (Days) 45 50 
 

 Inventory (Days) 61 51 
 

 A/P (Days) 42 36 
 

 Asset Utilization 2.78 2.76 
 
Leverage (X) 
 

 Debt/Equity 2.78 2.70 
 

 Debt/Tangible NW 7.28 5.92 
 
Profitability (% After-tax) 
 

 ROS 1.47% 1.42% 
 

 ROA 4.07% 3.92% 
 

 ROE 15.39% 14.50% 
  
Expense (%) 
 

 Depreciation .52% .57% 
 

 Lease/Rental .99% .94% 
 

 Officer’s Compensation 4.03% 3.48% 
 
Coverage (X) 
 

 Interest 4.18 4.09 
 

 CMLTD 1.43 1.38 
 

 EBIDA* 1.30 .87 
 
*Assumes amortization of line of credit 
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Morris Electric 
Cash Flow Exercise—UCA Method 

 
                                       20X1 20X2 20X3 20X4 
 

Sales—Net 7056 7279 8256 8733 
(Inc) Dec in Receivables (9) (31) (168) (198) 
 Cash From Sales 7047 7248 8088 8535 
 

Cost of Goods Sold*  (5531) (5748) (6550) (6921) 
(Inc) Dec in Inventories  65 37 (143) 115 
Inc (Dec) in Payables  22 (51) 173 (62) 
 Cash Production Costs  (5444) (5762) (6520) (6868) 
 Cash From Trading Activities 1603 1486 1568 1667 
 

S,G&A Expense*  (1335) (1351) (1511) (1565) 
(Inc) Dec in Prepaids 6 2 3 (2) 
Inc (Dec) in Accruals  (14) 16 17 (12) 
 Cash Operating Costs (1343) (1333) (1491) (1579) 
 Cash After Operations 260 153 77 88 
 

Miscellaneous Cash Income**  39 54 78 53 
Income Taxes Paid***  (21) (39) (34) (68) 
 Net Cash After Operations 278 168 121 73 
 

Interest Expense  (51) (59) (55) (56) 
Dividends Paid (262)   (55) 
 Financing Costs  (313) (59) (55) (111) 
 Cash After Financing Costs (35) 109 66 (38) 
 

Current Portion Long-Term Debt****  (51) (57) (49) (54) 
Current Portion Debt Buyout****    (61) 
 Cash After Debt Amortization (86) 52 17 (153) 
 

Capital Expenditures*****  (63) (62) (77) (94) 
Long-Term Investments 10 (7) (64) (16) 
Non-Compete   (486) 0 
 Financial Surplus (Requirements) (139) (17) (610) (263) 
 

Inc (Dec) Short-Term Debt (100) (26) 54 222 
Inc (Dec) Long-Term Debt ****** 249 9 39 48 
Inc (Dec) Equity*******   (151) 0 
Inc (Dec) Other Liabilities  39 (39) 
Inc (Dec) Deferred Compensation   225 21 
Inc (Dec) Debt Buyout   485 41 
 

 Total External Financing 149 22 613 332 
 

Cash After Financing  10 5 3 69 
Actual Change in Cash  10 5 3 69 
 

(  ) Indicates decline in cash 
Inc Increase 
Dec Decrease 
* Net of depreciation, amortization, depletion 
** Other income-other expenses + change other current assets/liabilities 
*** Tax provision ±  change in tax refund receivable, income taxes payable and deferred taxes payable 
****  Previous year’s current maturities long-term debt 
***** Change in net fixed assets plus depreciation 
****** Change in long-term debt plus this year’s current maturities 
******* Common, preferred, treasury stock only 
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Morris Electric 
Cash Flow—Indirect Method 

 
                                                      20X1  20X2 20X3 20X4 
  
Net Income 98 89 121 124 
+ Depreciation 42 48 43 50 
+ Noncash Charges    21 
 
(Inc) Dec Accts. Receivable (9) (31) (168) (198) 
(Inc) Dec Tax Receivable 16 0 0 0 
(Inc) Dec Inventory 65 37 (143) 115 
(Inc) Dec Other Cur. Assets 6 2 3 (2) 
Inc (Dec) Accts. Payable 22 (51) 173 (62) 
Inc (Dec) Accruals (14) 16 17 (12) 
Inc (Dec) Income Tax Accruals 1 (1) 20 (19) 
Inc (Dec) Misc. Cur. Liabilities 
(Dec) CMLTD* (51) (57) (49) (54) 
(Dec) Current Portion Debt-Buyout*    (61) 
 
Net Operating Flows 176 52 17 (98) 
 
Inc (Dec) Non-Compete 0 0 (486) 0 
(Inc) Dec Misc Noncurrent Assets** 10 (7) (64) (16) 
(Inc) Dec Fixed Assets (63) (62) (77) (94) 
 
Total Investing Flows (53) (69) (627) (110) 
 
(Dec) Dividends Paid (262) 0 0 (55) 
Inc (Dec) Capital Accts.*** 0 0 (151) 0 
Inc (Dec) Notes Payable Bank (100) (26) 54 222 
Inc (Dec) Deferred Compensation 0 0 225 21 
Inc (Dec) Debt-Buyout 0 0 485 41 
Inc (Dec) Long-Term Debt 249 9 39 48 
Inc (Dec) Other Liabilities 0 39 (39) 0 
 
Total Financing Flows (113) 22 613 277 
 
Calculated Change in Cash and 10 5 3 69 
  Marketable Securities 
Actual Change in Cash 10 5 3 69 
 
Annual Sales 7056 7279 8256 8733 
 
(  ) Indicates decline in cash 
* Previous year’s current maturities long-term debt 
** Change in net fixed assets plus depreciation 
*** Common, preferred, treasury stock only 
Inc Increase 
Dec Decrease 
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Morris Electric 
Core Cash Flow 

 
                                                                            20X1            20X2           20X3          20X4 
  
Net Income 98 89 121 124 
 
+ Depreciation, Amortization 42 48 43 71 
 
– Replacement Capital Expenditures* (63) (62) (67) (78) 
 
+ Portion Funded New Long Term Debt**  9 24 32 
 
– Scheduled Debt Service*** (51) (57) (49) (115) 
 
– Distributions in Lieu of Taxes     0     0     0     0 
  
 
Core Cash Flow  26 27 72 34 
 
 
x 80% (1.25 x debt service coverage)     20.8     21.6     57.6     27.2 
 
x 4-year amortization     x 4     x 4     x 4     x 4 
 
Maximum availability on line of credit     83.2     86.4     230.4     108.6 
 
Current outstanding balance     226     200     254     476 
 
  
 
* 20X1 and 20X2 are actual fixed asset expenditures 20X3 and 20X4 are a three year  
 average. 
 
** Estimate based on actual change in long term debt for X2, average of X2 and X3 for 
 X3 and average of X2, X3 and X4 for X4. 
 
*** Last years CMLTD   
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Morris Electric 
Income Statement 

Projection Exercise 
 
  
             4/30/X5                        4/30/X6  
 Net Sales  _____________   _____________  
 
 – Cost of Goods  _____________   _____________  
 
 Gross Profit  _____________   _____________  
   
 – Operating Expenses  _____________   _____________  
 
 Operating Profit  _____________   _____________  
   
 + Other Income  _____________   _____________  
 
 – Other Expense  _____________   _____________  
 
 – Interest Expense  _____________   _____________  
 
 Profit Before Tax  _____________   _____________  
   
 – Tax  _____________   _____________   
 
 Profit After Tax  _____________   _____________  
   
 Depreciation  _____________   _____________  
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Morris Electric 
Balance Sheet 

Projection Exercise 
  
Assets            4/30/X5                            4/30/X6 
  
Cash  ______________   _______________  
Account Receivable  ______________   _______________  
Inventory  ______________   _______________  
Other Current Assets  ______________   _______________  
 
 Total Current Assets  ______________   _______________  
 
Net Fixed Assets  ______________   _______________  
Non-Compete  ______________   _______________  
Other Assets  ______________   _______________  
  
 Total Assets  ______________   _______________  
   ______________   _______________  
Liabilities 
 
Notes Payable Bank  ______________   _______________  
Accounts Payable  ______________   _______________  
Accruals  ______________   _______________  
Income Taxes - Current  ______________   _______________  
CMLTD  ______________   _______________  
Current Portion Note-Buyout  ______________   _______________  
 
 Total Current Liabilities  ______________   _______________  
   
Long-Term Debt  ______________   _______________  
Deferred Compensation  ______________   _______________  
Note-Buyout  ______________   _______________  
Other Liabilities  ______________   _______________  
 
 Total Liabilities  ______________   _______________  
   ______________   _______________  
Net Worth  
 
Common Stock  ______________   _______________  
Retained Earnings  ______________   _______________  
 Total Net Worth  ______________   _______________  
 Total Liabilities & Net Worth  
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Morris Electric 
Core Cash Flow 
Projection Tool 

20X5 
 

                                                           Scenario #1         Scenario #2             Scenario #3 
Projected Sales  ____________   _____________   _____________  
Projected Net After Tax Profit %  ____________   _____________   _____________  
 
Projected Net Income  ____________   _____________   _____________  
+ Depreciation/Amortization  ____________   _____________   _____________  
- Replacement Capital Expenditures*  ____________   _____________   _____________  
- Scheduled Debt Service (CMLTD)  ____________   _____________   _____________  
- Distributions in Lieu of Taxes  ____________   _____________   _____________  
 
Core Cash Flow  ____________   _____________   _____________  
- Projected Working Capital Requirement**  ____________   _____________   _____________  
- Dividends/Other Payments to Owners  ____________   _____________   _____________  
<Financing Requirement> or Cash Available  ____________   _____________   _____________  
    To Reduce Debt  
+ Current Revolving Debt  ____________   _____________   ____________  
 Projected Revolving Debt  ____________   _____________   ____________  
 

*Net of new debt         % of  
                                                   $                Sales*** 
Accounts Receivable***  ______   _______  
Inventory***  ______   _______   
- Accounts Payable***  ______   _______  
Financing Gap  ______   _______  
Financing Gap % X Projected  
  Increase in Sales  ______   _______  
 

**Projected Working Capital  
  Requirement  ______   _______  
 
***Current Period 
 
Impact of Varying Assumptions About Turnover 
  Of Receivables, Inventory and Payables 
 
Current Turnover Accounts Receivable  ____________   _____________   _____________  
Desired Turnover Accounts Receivable  ____________   _____________   _____________  
Change  ____________   _____________   _____________  
X 1 Days Sales (Sales/365)  ____________   _____________   _____________  
Cash Required or Released  ____________   _____________   _____________  
 
Current Turnover Inventory or Accounts Payable  ____________   _____________   _____________  
Desired Turnover Inventory or Accounts Payable  ____________   _____________   _____________  
Change  ____________   _____________   _____________  
X 1 Days Cost of Goods Sold  ____________   _____________   _____________  
Cash Required or Released  ____________   _____________   _____________  
Total Cash Required or Released  ____________   _____________   _____________  
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Morris Electric 
Income Statement 

Projection Exercise 
Suggested Solution 

 
 
  
             4/30/X5   
                 
 Net Sales  ___________   
 

 – Cost of Goods  ___________   
 

 Gross Profit  ___________   
  
 – Operating Expenses  ___________   
 

 Operating Profit  ___________   
    
 + Other Income  ___________   
 

 – Other Expense  ___________   
 

 – Interest Expense  ___________   
 

 Profit Before Tax  ___________   
   
 – Tax  ___________   
  

 Profit After Tax  ___________   
    
 Depreciation  ___________   
 
 
CAUTION: Assumptions should be provided by students. 
 
* $600M @ 5.0% + Interest Debt Buyout 
** 30% 
  
 
  

$ 9,000 100.0 
 

 7,137 79.3 
 

 1,863 20.7 
 
 1,683 18.7 
 

 180 2.0 
 
 162 1.8 
 

 108 1.2 
 

 77* .9 
 

 157 1.7 
 
 47** .5 
 

 119 1.2 
 
 50 
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Morris Electric 
Balance Sheet 

Projection Exercise 
Suggested Solution 

  
Assets            4/30/X5                    
  

Cash $ 25  
Account Receivable  1,243 * 
Inventory  1,173 ** 
Other Current Assets  5  
  Total Current Assets 2,436  
 

Net Fixed Assets  347 ***  
Non-Compete  444 
Other Assets  100  
 Total Assets $ 3,337 
 
Liabilities 
 

Notes Payable Bank $ 654 
Accounts Payable  782 **** 
Accruals  50 
Income Taxes - Current  4 
CMLTD  61 
Current Portion Note-Buyout  80 
 Current Liabilities  1,631 
 

Long-Term Debt  266 
Deferred Compensation  225 
Note-Buyout  305 
Other Liabilities  0 
 Total Liabilities $ 2,427  
   
Net Worth  
Common Stock  1  
Retained Earnings  909 *****  
Total Net Worth  910 
 Total Liabilities & Net Worth $ 3,337 
   
  
* 50.4 Days Sales  **** 40 Days COGS 
** 60    Days COGS  ***** Dividend - $55,000 
*** Average of Last 3 Years Additions ($78M) 
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Morris Electric 
Core Cash Flow 
Projection Tool 

20X5 
 

                                                  Scenario #1              Scenario #2            Scenario #3 
  
Projected Sales  ____________   _____________   _____________  
Projected Net After Tax Profit %  ____________   _____________   _____________  
 
Projected Net Income  ____________   _____________   _____________  
+ Depreciation/Amortization  ____________   _____________   _____________  
- Replacement Capital Expenditures*  ____________   _____________   _____________  
- Scheduled Debt Service (CMLTD)  ____________   _____________   _____________  
- Distributions in Lieu of Taxes  ____________   _____________   _____________  
 
Core Cash Flow  ____________   _____________   _____________  
- Projected Working Capital Requirement**  ____________   _____________   _____________  
- Dividends/Other Payments to Owners  ____________   _____________   _____________  
<Financing Requirement> or Cash Available  ____________   _____________   _____________  
    To Reduce Debt  
+ Current Revolving Debt  ____________   _____________   ____________  
 Projected Revolving Debt  ____________   _____________   ____________  
 
*Average of Last Three Years Cap X (78) - Average 
of Last Three Years Change in Long Term Debt (32)  
                               476/86= 5.5 yrs.                            = 3.8 yrs. 
        % of  
                                                   $               Sales*** 
Accounts Receivable***  ______   _______  
Inventory***  ______   _______   
- Accounts Payable***  ______   _______  
Financing Gap  ______   _______  
Financing Gap % X Projected  
  Increase in Sales  ______   _______  
 
**Projected Working Capital  
  Requirement     Growth   _______  
 Slower Turn       _______   
 
***Current Period 
 

Impact of Varying Assumptions About Turnover 
  of Receivables, Inventory and Payables 
 
Current Turnover Accounts Receivable  ____________   _____________   _____________  
Desired Turnover Accounts Receivable   ____________   _____________   _____________  
Change  ____________   _____________   _____________  
X 1 Days Sales (Sales/365) 8733/365  ____________   _____________   _____________  
Cash Required or Released  ____________   _____________   _____________  
- Investment Inventory  
Net Cash Released 

 
  

476-146 
86 

 9,000 8,733 8,733 
 1.4% X1.4% X1.4% 
 
 126 122 122 
 71 71 71 
 (46)(1) (46) (46)  
 (141) (61) (61) 
 0 0 0 
 
 10 86 86 
 (98) 0 146 
 (55) 0 0 
         (143)        86 200 
 
 476 476 476 
 619 
 

 1,206 13.8 
 971 11.1 
 687 (7.9) 
  17.0 
 
  267 

  
 50.4 
 42.1 
 8.3 
 23,926 
 199M 
 -53M 
 $146M 
 
 
 

 45 
 53  
 98 

-   (∆ Inv 115 -  ∆  AP 62) 
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Ideas, Inc. Exercise  
 
 
Ideas, Inc. is a new electronics manufacturing and research firm founded by a group of 
graduates of well-known eastern schools of engineering and business administration. Initial 
capitalization consisted of $55,000 contributed by the founders and $45,000 contributed by 
outside investors.  Initial expenditures consisted of $60,000 for equipment and $5,000 for 
patents and organization expense, which were capitalized. 
 
Management projects initial sales to be $100,000 per month and has firm orders in hand 
for $500,000. Monthly production will be limited to $110,000 (at sales prices). 
 
Manufacturing expenses will be incurred monthly: 
 

 labor — $20,000 
 
 rent — $3,000 
 

 manufacturing overhead — $ 25,000 
 

 depreciation — $2,000 
 

 raw materials purchases — $40,000 
 
Sales and administrative expenses are expected to average about $18,000 per month. 
 
Collections will average 40 days sales, while purchases are to be made mostly on terms of 
net 30 days. Inventories on hand are expected to average about $20,000 in raw materials 
and $60,000 in goods in process and finished goods. Accrued wages will represent about 1 
weeks operations.  Income taxes (34 percent of profits) will be accrued. The minimum cash 
balance needed for operations will be $15,000. 
 
Construct a projected income statement and balance sheet for the first 6 months of 
operation.  Prepare a monthly cash budget for each of the first 6 months of operation.  
 
 
 
 
 
 
 
 
 
 
 
 



Commercial Lending 

 
 (c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
6-26 All rights reserved. Subject to annual license expiring January 31, 2020 

 
Ideas, Inc. 

Income Statement 
 
 
 
Sales  ______________  
 
 
 Beg. Inventory  ______________  
  
+ Raw Materials Purchases ______________  
 
+  Manufacturing Labor ______________  
 
+ Manufacturing Overhead  ______________  
  
+ Rent — Manufacturing Facility ______________  
 
+ Depreciation — Manufacturing Equipment ______________  
 
- Ending Inventory ______________  
 
 
 Cost of Goods Sold ______________  
 
Gross Profit ______________  
 
- Sales, General & Administrative Expense ______________  
  
Operating Profit ______________  
 
- Taxes ______________  
  
Net Profit ______________  
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Ideas, Inc. 
Balance Sheet 

 
 
Assets                                                          Liabilities 
 
Cash  _________  Notes Payable  __________ 
 
Accounts Receivable  _________  Accounts Payable __________ 
 
Inventory  _________  Accruals __________ 
 
Fixed Assets  _________  Accrued Taxes __________ 
 
Misc. Assets   _________   
  _________   
  _________  Total Liabilities __________ 
 
Total Assets   _________  
  
  _________  Common Stock __________ 
  
  _________  Retained Earnings __________ 
 
  _________  Total Liabilities &  
  _________  Owners’ Equity __________ 
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Ideas, Inc., Exercise Solution 
 
 

Ideas, Inc. 
Projected Operating Statement 

for 6 Months 
(in $000s) 

 
 
Sales  $600 
 
Beg. Inventory $   0 
+ Raw Materials Purchases 240 
+ Manufacturing Labor 120 
+ Manufacturing Overhead 150 
+ Rent — Mfg. Facility 18 
+ Depreciation — Mfg. Equip. 12 
- Ending Inventory (80) 
  
 Cost of Goods Sold 460 
 
Gross Profit $140 
- Sales, General & Administrative Expense 108 
  
Operating Profit $  32 
- Taxes 11 
 
Net Profit $  21 * 
 
 
*Must be adjusted for interest expense on projected debt. 
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Ideas, Inc., Exercise Solution 
 
 

Projected Balance Sheet 
at the End of 6 Months 
(thousands of dollars) 

 
 
Cash $  15 
Accounts Receivable 133 (40 days) 
Inventory 80 
 
 Total Current Assets 228 
 
Machinery and Equipment 60 
Accumulated Depreciation (12) 
Net Fixed Assets 48 
Other Assets 5 
 
 Total Assets $281 
  
Accounts Payable $  40 (1 month’s purchases) 
Accrued Wages 5 (1 week’s wages) 
Accrued Taxes 11 (per operating statement) 
 
 Total Current Liabilities 56 
 
Common Stock 100 
Retained Earnings  21 
  $177 
Additional Financing** 104 
 
Total Liabilities and Net Worth  $281 
 
* The patent/organization expense should be amortized 
** This is likely to arise fairly soon after operations reach full production. 
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LOAN STRUCTURE AND SUPPORT                             7 
 

 
 
 

Notes 
OVERVIEW 
 

Previous modules have focused on understanding the borrower’s 
business and quantifying the borrower’s willingness and ability to 
repay debt. Equally important is structuring the loan to assure that the 
amount of the loan is appropriate, primary and secondary sources of 
repayment have been identified and the term of the loan is reasonable. 
While not a substitute for demonstrated ability to repay; loan support 
is useful in shoring up a loan that has a few potential weaknesses. 
This module defines loan support and identifies those situations 
where loan support may be required. It then presents four elements 
of loan support – collateral, guaranty, loan agreement and 
subordination agreement. 
 
LEARNING OBJECTIVES 
 

At the end of this module, you will be able to 
 

 identify each of the elements of loan structure 
 

 define the balance sheet equation and, using the equation, explain 
the three purposes for a loan and the three sources of repayment 

 

 define the appropriate loan structure to meet the financing needs 
of a business 

 

 evaluate six loan structure issues 
 

 define the role of loan support 
 

 identify the four elements of loan support 
 

 define collateral and understand how to analyze, value, document, 
control, and monitor it 

 

 define a guaranty, identify various types of guaranties, and explain 
its role 

  

 properly employ a term sheet and commitment letter 
 

 define a loan agreement, explain its role, identify its basic 
components, and describe its use 

 

 define the role of a subordination agreement and explain its use 
 

 apply the concepts in a case study 
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Notes 
LOAN EVALUATION PROCESS 
 

The loan evaluation process has focused on first understanding the 
borrower’s business in the context of the 
 

 foundation concepts in lending 
 

 external environment 
 

 working asset(s) 
 

 utilization of assets in the operating and fixed asset cycles 
 

 assessing risks facing the borrower 
 

 evaluating management 
 

Using this understanding of the borrower’s business, the lender can 
evaluate financing requirements, isolate lending opportunities for the 
bank, and identify potential sources of repayment. 
 

Having gained an understanding of the borrower’s business, the lender 
is prepared to be more effective and efficient in assessing financial 
performance. Recognizing the key variables that are critical to the 
success of the business, the lender can focus historical analysis on 
management’s demonstrated ability to manage these critical key 
variables. The historical analysis also provides the foundation for 
projecting future financial performance and stress testing. 
 

The lender now has a clear understanding of the strengths and 
weaknesses of the proposed loan as well as the uncertainties facing the 
borrower. With this knowledge, the lender is in a position to quantify 
the risk and make a judgment that the risk is acceptable; in other words, 
make a lending decision. 
 

The remainder of the curriculum will focus on making lending 
decisions and pursuing the uncovered steps in the loan evaluation 
process: 
 

 structure 
 

 support 
 

 pricing 
 

 monitoring 
 
LOAN STRUCTURE 
 

This section will more fully develop the elements of loan structure first 
introduced in the section entitled “Understanding the Borrower’s 
Business.” 
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Notes 
Loan structure is an outgrowth of the answers to the four cash flow 
questions: 
 

 What is causing more cash to go out than cash to come in—
Purpose. 

 

 What will change—Primary source of repayment. 
 

 When will it change—Term of loan. 
 

 What can go wrong—Risk associated with repayment. 
 
Elements of Loan Structure 
 
Loan structure consists of six elements 
 

Visual 7-1 
Elements of Loan Structure 

 

 Purpose  

 Multiple Sources of Repayment 

 Adequate Amount  

 Appropriate Term 

 Adequate Support 
 − Collateral 
 − Guaranty 
 − Loan Agreement 
 − Subordination Agreement 

 Framework for Monitoring 
 
 

Purpose 
 

Visual 7-2 illustrates the balance sheet equation. This equation can be 
used to focus on the three purposes for a commercial loan: expand 
assets, refinance liabilities, and reduce owner’s equity. A company 
could reduce equity through operating losses, necessitating a loan to 
fund the losses in the absence of liquidation of assets. Equity can also 
be reduced through the buyout of a partner or the replacement of equity 
with debt in a leveraged buy-out. 
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Notes 

Visual 7-2 
Balance Sheet Equation 

 
A = L + OE 

 
When identifying the purpose of the loan, it is important to 
differentiate between the purpose and the use of proceeds. The 
borrower may represent that the purpose of the loan is working capital. 
The use of the proceeds may have been to finance growth or carry 
excess inventory or marginal receivables resulting from poor 
management. The borrower may need to finance increases in 
receivables and inventory resulting from changes in the competitive 
environment. The use of the proceeds may have been to take advantage 
of purchase discounts or fund operating losses. All of these reasons 
create a need for working capital. Each use of the proceeds will require 
a different loan structure.  
 

A careful analysis of the purpose may help the lender avoid making a 
loan structuring mistake such as funding a permanent investment in 
current assets with short-term debt. The best analytical tool to 
differentiate between the purpose of the loan and the use of the 
proceeds is a cash flow statement. Remember, the borrower is often 
seeking financial advice on appropriate structure when requesting a 
loan. 
 

In properly structuring a loan, it is important to identify whether the 
purpose will be recurring or nonrecurring and short-term or long-term.  
Short-term recurring needs are normally met with a line of credit.  
Long-term recurring needs are best funded with revolving debt. Non-
recurring needs require term loans or bridge loans. 
 

Short-term recurring financing needs and long-term recurring 
financing needs are often combined in a line of credit. The basic 
distinction between a line of credit and revolving debt is the type of 
investment in current assets being funded by the loan. A line of credit  
is used to finance a temporary investment in current assets. The 
borrower   should   be able to pay the line to zero periodically 
(cleanup). Revolving debt is used to fund a permanent investment in 
current assets which is constantly turning over. As such, it is 
unrealistic to expect the borrower to pay the line to zero in the normal 
course of business. 
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Notes 

Visual 7-3 
Appropriate Loan Structures 

 

          Purpose 
 

     
 
 
 
 
 
 
 
 
 
The lender should determine whether the purpose of the loan is 
productive or non-productive.   The proceeds of a productive loan are 
used to purchase the asset which will generate the primary source of 
repayment.  The proceeds of a non-productive loan are used for other 
purposes e.g. distributions to the shareholders, repurchase stock or 
merger/acquisition.  Many borrowers over the last four years have 
taken advantage of low market interest rates to borrow money for non-
productive purposes.  These loans could become a financial burden as 
interest rates rise. 
 

When evaluating a loan request, it is also important to determine 
whether the loan is compatible with the bank’s risk appetite, tolerance 
for risk, lending philosophy, risk strategy and loan policy. The loan 
must be an appropriate solution to the borrower’s need for funds. 
 
Sources of Repayment 
 

The balance sheet equation (Visual 7-2) suggests there are three 
sources of repayment for a commercial loan: asset conversion either 
voluntary or involuntary, refinancing of liabilities, and expansion of 
equity (retained earnings or contributed equity). It is important to 
remember that only cash pays loans so loan structure must focus on 
the source(s) of cash to repay the loan. 
 

Conversion of assets is the most common source of cash for repayment 
of a short-term or seasonal loan. Longer-term loans are repaid with 
cash from profits (expanded equity) generated from the use of the asset 
financed. Revolving loans are repaid by conversion to term or replaced 
with equity i.e., retained earnings, initial or secondary stock offering. 
 

  

Line of Credit  Bridge 

Revolving/ 
Permanent Capital 

Term 

             Recurring                      Non-recurring 

 
Short 

 
Term 
 

Long 
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Notes 
The refinancing of liabilities is generally reserved for special lending 
situations such as a construction loan repaid with permanent financing. 
 

A primary and secondary source of repayment must be identified. The 
primary source of repayment should be related to the purpose of the 
loan and tied to the asset financed. The secondary source of repayment 
should be independent of the primary source and should have a longer 
life than the primary source. In the context of the balance sheet 
equation, the primary source of repayment for a seasonal loan is cash 
from conversion of assets in the normal course of business.  The 
secondary source is cash from profits retained in the  
business. Alternately, the primary source of repayment for a term loan 
is cash from profits retained in the business. The secondary source is 
cash from liquidation of assets outside the normal course of business. 
In both instances, the secondary source is independent of and longer 
lived than the primary source. 
 

The primary source of repayment for a revolving/permanent capital or 
asset based loan is conversion to term or infusion of new equity. The 
secondary source is conversion of assets. Conversion of assets to 
repay debt means the company must shrink its operations or forced 
into liquidation. To be a viable secondary source, the bank must 
exercise greater control over the collateral e.g. borrowing base, cash 
collateral account, more comprehensive financial reporting, and 
periodic collateral audits. 
 

The primary source of repayment for a bridge loan is the occurrence 
of an event e.g. the contract for sale of a personal residence closes.  If 
the contract fails to close there is generally no secondary source of 
repayment which can make bridge loans risky. 
 

Asset conversion and profits are not necessarily cash. In evaluating 
sources of repayment, it is important to focus on other events that may 
divert cash from repayment of the loan to other uses e.g., increasing 
accounts receivables and inventory or dividends and owner 
withdrawals. 
 

Visual 7-4 summarizes the sources of repayment for each type of loan.  
 
Amount 
 

It is important to structure a loan in an amount sufficient to meet the 
borrower’s total need. A lender must keep in mind the risk of lending 
“too much” or “too little,” and must anticipate financing for 
additions/replacement of fixed assets, working capital requirements  
to support growth and distributions in lieu of taxes for partnerships, S 
Corporations or LLCs. 
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Notes 

Visual 7-4 
Sources of Repayment 

 

Loan Type Primary Source Secondary Source Tertiary Source 
 

Seasonal Conversion of Cash Flow  Liquidation of   
 assets - Normal from profits longer lived 
 course  assets 
    

Term Cash flow Liquidation of Guaranties 
 from ongoing assets - outside 
 operations normal course 
 

Revolving/ Conversion Liquidation of  Liquidation of 
Permanent to term current assets long-term assets 
Capital Infusion of equity 
 Refinance 
 

Bridge Liquidation of           ? Guaranty 
 assets 
 Refinance 
 Infusion of equity 
 

 
Term 

Visual 7-5 
Term of Loan 

 
 Reasonable 
 
 Tied to Borrower’s Ability to Repay 
 
 Tied to Life of Asset Financed and/or Life of Collateral 
 
 Term of Note vs. Term of Loan 
 
The term of the loan should be reasonable, and the borrower should 
understand and concur with the term. For guidance on what is 
reasonable at your bank, consult the bank’s loan policy.  The term 
should be tied to the borrower’s ability to repay; e.g. generation of 
excess cash.  The term of the loan should also be tied to the shorter of 
the depreciable life or the useful life of the asset financed. The longer 
the term, generally the greater the risk because of the incremental 
uncertainty over time. 
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Notes 
The term on the note and the term on the loan may differ. The lender 
may want to have a note that matures periodically to 
 

 provide control and discipline for the borrower 
 

 better match the borrower’s cash flow 
 

 better match the liability structure of the bank with the borrower’s 
desire for a fixed rate 

 

 provide an opportunity to restructure the loan 
 

Structuring the note to mature prior to the term of the loan typically 
does not provide an opportunity to exit the credit.  
 

Revolving or permanent capital loans may take the form of a line of 
credit and mature in one year but unlike a loan or line for seasonal or 
liquidity purposes the lender doesn’t reasonably expect to get paid at 
maturity e.g. a note or line of credit which must be renewed. 
 

Revolving loans present special loan structure challenges. The debt 
has financed a permanent investment in receivables and inventory. The 
debt will continue to revolve until converted to term, replaced with 
equity or repaid from liquidation of assets generally outside the normal 
course of business. 
 

Visual 7-6 
Structuring Revolving Debt to  

Force Conversion to Term 
 

> 1.25X  Minimum Debt Service Coverage 
 

  - Including Assumed 3- 5 Year Amortization of  
    Revolving Debt   
< 3.0  Maximum Acceptable Debt/Tangible Net Worth 
 

> 1.3  Minimum Current Ratio 
 

≥ 1:1  Properly Margined Collateral Equal to or  
  Greater than Debt 
 

Revolving loans used to finance growth must be structured to force 
conversion to term or infusion of capital. A minimum debt service 
coverage ratio including an assumed amortization of revolving debt, a 
minimum liquidity covenant, a maximum leverage covenant, and 
requiring properly margined collateral equal to or greater than the debt 
effectively limit a company’s ability to grow. These criteria are 
formalized in the Loan Screening Worksheet. If the borrower touches 
any one of these constraints it is time to discuss terming out the 
revolving loan.   If two constraints are touched it is absolutely time to  
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Notes 
term out the loan. Amortization of revolving loans will force the 
borrower to slow its growth rate and/or adjust his/her lifestyle. 
 

Revolving loans to mature companies generally support the owner’s 
lifestyle. The lender must question why the company is making money 
yet there is inadequate cash flow remaining to service debt if the 
company is not growing. Amortization of debt will force the owner to 
curtail the owner’s lifestyle, but it will improve the borrower’s 
flexibility to deal with changes in the external environment. 
 

Liquidation of assets is the secondary source of repayment for a 
revolving loan. Given the problematic nature of the primary source and 
therefore heavier reliance on the secondary source of repayment, the 
bank must exercise more control over the collateral. 
 

Historically lenders structured revolving loans to mature in one year 
even though they recognized the line would have to be renewed and 
ultimately termed out. Banks were required to maintain capital against 
commitments > one year. 
 

Basel III requires banks to maintain capital against all commitments 
regardless of term. Some banks are now structuring revolving loans 
with 2-3-year maturities, especially to larger borrowers, to more 
efficiently manage credits e.g. fewer renewals. Lenders use covenants 
in loan agreements and annual compliance reviews to manage and 
monitor borrower performance. 
 

Structuring revolving debt with a maturity beyond one year allows the 
accountants to reclassify the debt as long term improving the 
borrower’s liquidity and working capital position. Some banks are 
now imposing non- sage fees on lines of credit recognizing the cost of 
offering a line of credit the borrower does not use  
  
Types 
 

There are a variety of loan types (Visual 7-7) appropriate for various 
purposes. 
 

 loans for permanent investment in inventory and receivables; e.g. 
term working capital 

 

 loans for temporary build-up of inventory and receivables or for 
liquidity purposes; e.g.  line of credit—guidance or confirmed or 
seasonal loans 

 

 single-purpose or bridge loans 
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 revolving working capital loans to fund a permanent increase in 

accounts receivable and inventory generally arising from growth 
in sales; e.g., asset-based loans, floor plans, and loans converting 
to term or payout 

 

 loans to purchase equipment or fixed assets; e.g., intermediate-  or 
long-term loans 

 
Loan Structure Issues 
 

A well-structured loan is like a jigsaw puzzle. Individual pieces must 
be fitted together to get a complete picture. If one or more pieces is 
missing the picture will be incomplete. Likewise, one or more loan 
structure issues which are not addressed will result in an improperly 
structured loan.  Issues which must be addressed include: 
 

 adequacy of the cash flows must be established to meet scheduled 
debt service, projected working capital requirements and periodic 
replacement of fixed assets 

 

 volatility of the cash flows must be quantified since it influences 
decisions about acceptable liquidity, financial leverage, advance 
rates on collateral and debt service coverage ratios 

 

Visual 7-8 
Loan Structure Issues 

 Adequacy of Cash Flow 
 − debt service 
 − replacement capital expenditures 
 − working capital requirements 

 Volatility of Cash Flows 
 − acceptable liquidity and financial leverage 
 − advance rate on collateral 
 − debt service coverage ratio 

 Support Provided by Collateral 
 − eliminations 
 − advance rate 
 − loan policy 
 − collateral coverage 
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Notes 

 Acceptable Financial Leverage 
 − industry 
 − stage in life cycle 

 Acceptable Term 
 − excess cash available for debt service 
 − reasonable 
 − conforms to policy 

 Framework for Monitoring 
 − loan agreement 
 − financial reporting  
 
 support provided by collateral must be determined after analyzing 

the collateral, establishing appropriate advance rates, and 
considering loan policy constraints 

 

 acceptable financial leverage must be determined after 
considering the industry and stage in the life cycle 

 

 acceptable term must be established predicated on excess cash 
flow available for debt service, prudent loan terms and policy 
constraints 

 

 a framework for monitoring must be established generally in the 
context of covenants in a loan agreement plus expectations must 
be established for providing ongoing financial information 

 

The first two issues address the primary source of repayment, the third 
issue focuses on the secondary source, the fourth issue addresses the 
borrower’s ability to withstand adversity. 
 

Many banks have developed underwriting guidelines to address each 
of the six issues: 
 

 adequacy of cash flow - debt service coverage including an 
assumed amortization of any revolving debt > 1.25x 

 

 volatility of cash flows - current ratio (CA/CL) > 1.3x.  
 

 support provided by collateral - properly margined collateral e.g. 
70% eligible receivables, 40% eligible inventory greater than the 
amount of the debt >1:1 

 

 acceptable financial leverage - debt to tangible net worth < 3 to 1. 
 

 acceptable term - assumed amortization of revolving debt < 4 to 5 
years 

 

 framework for monitoring - required annual financial statements 
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Notes 
The primary focus in loan structure must be on the adequacy and 
volatility of the cash flows. As the volatility of the cash flows increases 
the loan amount should be smaller, the term should be shorter, the 
collateral advance rate (LTV) lower, the cash flow coverage and 
liquidity ratios should be higher, and the financial leverage ratio 
should be lower. The tighter structure reflects the incremental risk as 
the volatility of the cash flows increases. 
 

It is a challenge to balance the need to do enough to protect the bank 
vs requiring too much and losing the loan. 
 

Exhibit 7-1 illustrates a framework to match appropriate loan products 
to borrower financing needs. 
 
Participations 
 

Participations play a key role in loan structure and portfolio 
management. A participation is an agreement with another bank to 
purchase a portion of a loan i.e. a “participating interest”. 
 

Participations must meet the following requirements: 
 ASC 860 (formerly FAS 140 and 166) establishes criteria for a 

participation to be considered a sale for accounting and regulatory 
purposes 

 a participating interest requires  
 

 − proportionate ownership interest in an entire loan 
 

 − all cash flows (excluding fees for servicing or other services 
that are arm’s length) to be divided among participants in 
proportion to share of ownership 

 

 − rights of each participating interest holder have the same 
priority (i.e. there can be no recourse and no participating 
interest holder is subordinated to another) 

 

 − no party has the right to pledge or exchange the entire loan 
unless all participating interest holders agree to do so 

 if the participation does not meet these criteria e.g. LIFO or FIFO 
structure it must be accounted for as a secured borrowing 

 the Agent Bank interfaces with the borrower and all loan 
documents name only the Agent Bank 
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Notes 
 

Participations are used to meet a borrower’s financing need even 
though it may exceed the bank’s legal or house/hold limit on loans to  
one borrower or debt subject to Regulation O. Participations can be 
used to provide liquidity or to diversify a bank’s loan portfolio. 
Participations may also enhance the overall yield on a loan. 
 

It is important that the purchasing bank underwrite the participation as 
if it was the bank’s own loan as well as underwrite the bank selling the 
participation. The purchasing bank should insist on complete financial 
information on the borrower throughout the life of the loan and also 
preserve the right to independently pursue collection and liquidation of 
collateral if necessary. 
 
Syndications   
 

There are differences between a participation and a syndication. A 
participation is an arrangement in which an originator makes an 
extension of credit to a borrower and then sells all or a portion of the 
debt to one or more purchasers. All documentation of the transaction 
is drafted in the name of the selling bank (Agent Bank), and the selling 
bank remains the lender of record.  While the obligation of the 
borrower is sold, only certain rights are transferred to the buyer. 
 
Syndications are multi bank transactions in which members of the 
Bank Group have all the rights and remedies outlined in the loan 
agreement and have a direct contractual relationship with the borrower 
but permit the Agent Bank to act on behalf of the Bank Group. 
 

In a syndication, the bank should be aware of voting rights and the 
actions which require the approval of all Lenders versus Required 
Lenders. Syndication documentation often incorporates provisions in 
the loan agreement that typically would be in a separate Promissory 
Note. When the loan agreement is executed, there is a binding 
contractual agreement. Therefore, in such instances, a signed 
Promissory Note is not required. 
 

A syndication is designated and reported as a Shared National Credit 
(SNC) when the global commitment is $100MM and there are 3 or 
more lenders.  (Previously $20MM and 3 or more lenders). 
 
Specialized Loans 
 

Some banks make available specialized types of financing. These 
types of financing require significant expertise and often entail higher 
levels of risk 
 

 Factoring - the lender purchases the borrower’s receivables and 
assumes the risk of collection  
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Notes 
 Floorplan - the lender provides revolving financing for inventory. 

The inventory has a large unit cost and can be specifically 
identified with serial numbers e.g. autos. 

 

 International - banks issue documentary letters of credit to 
facilitate international trade while stand-by letters of credit are 
used to guarantee performance. Acceptances are created from 
drafts presented under documentary letters of credit. 

 

 Agribusiness - loans may be used to finance production or 
purchase land and equipment 

 

 Government Programs - SBA, FSA - Farm Service Agency 
(formerly FmHA) loans and various state and local government 
programs are used in conjunction with bank loans to finance more 
marginal borrowers. 

 
LOAN SUPPORT 
 

Note: Many PowerPoint visuals in this section are imbedded in the 
text and noted as visuals. The imbedded visuals are marked with an 
* on the PowerPoint slides. 
 

Loan support (Visual 7-9) is much more than just collateral. It includes 
 

 collateral 
 

 guaranties 
 

 loan agreements 
 

 subordination agreements 
 

Loan support performs the following roles: 
 

 providing a secondary source of repayment 
 

 preserving the borrower’s strengths 
 

 protecting the bank from identified borrower weaknesses 
 

 providing a framework for managing and monitoring the lending 
relationship e.g. loan agreement, subordination agreement 

 

However, loan support 
 

 is not a substitute for character 
 

 is not a substitute for creditworthiness 
 

 does not make a bad loan good 
 

 does not ensure that a loan will be repaid 
 

The real protection for a loan is the soundness of the borrower’s 
operating plans, not the liquidation value of collateral. 
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Notes 
Unsecured Loans 
 

When granting an unsecured loan, several factors must be considered 
(Visual 7-10): 
 

  short term financing current asset 
 

 borrower’s financial condition and character 
 

 historical financial performance 
 

 length of existence and strength of management 
 

 certainty of timing of sources of repayment  
  

Loan Support Required 
 

Some of the factors that may require loan support (Visual 7-10):  
 

 erratic earnings/cash flow/financial performance  
 

 incomplete information or credit history e.g. new borrower or 
change ownership/management 

 

 inadequate/weak secondary source of repayment 
 

 excessive leverage or overreliance on bank debt 
 

 poor liquidity 
 

 narrow margins 
 

 unity of purpose—owner and borrower, e.g., closely held 
corporation 

 

 preclude borrower from pledging collateral to another lender 
which limits the borrower’s ability to borrow from other lenders 

 
COLLATERAL 
 

Collateral is only as good as the lender’s ability to locate it, identify it, 
lay legal claim to it, and sell it for enough to recover the principal plus 
interest and the cost of liquidation (Visual 7-11). 
 

Quality 
 

The quality of collateral is a function of (Visual 7-12) 
 

 liquidity 
 

 marketability 
 

 dependability of value 
 

 controllability 
 

The further removed the asset is from cash, the more tenuous the value.  
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Notes 
The anomaly is commercial real estate.  Unfortunately, banks tend to 
make income property loans when demand for income properties is 
strong and liquidate the real estate when demand is weak. Appraised 
values for income properties can vary significantly over the business 
cycle. Changing assumptions about occupancy levels, rents, expenses 
and capitalization / discount rates can have a significant impact on 
value. When the real estate market weakens, all of the factors will 
change creating a geometric impact on value. Some banks utilize an 
Excel spread sheet as part of ongoing monitoring of an income 
property loan. Current gross potential rent, vacancy, operating expense 
and net operating income (NOI) are input to test the reasonableness of 
the appraised value and assess the need for an updated appraisal. 
 

Collateral advance rates defined in the bank’s loan policy are generally 
the maximum allowed and not the standard. 
 

Collateral values are subject to market fluctuations which create 
volatility in the cash flows. Therefore, the advance rate on collateral 
should be adjusted to reflect liquidity, the dependability of value which 
is a function of the volatility of the cash flows, the ability to control 
the collateral and the cost to liquidate the collateral including any 
holding costs. 
 
Valuation 
 

Timing is an important factor in collateral valuation.  Collateral 
valuation should take place at loan inception—at the time the decision 
is made to take collateral. The collateral should then be revalued at 
least annually during the term of the loan. If a problem loan is 
identified, more frequent collateral revaluation is critical e.g. monthly 
or quarterly. 
 

There are several techniques for valuing collateral: 
 

 cost 
 

 market 
 

 income (discounted cash flow - DCF) 
 

 liquidation value 
 

The only relevant value to a lender is liquidation value net of the cost 
to liquidate since this is the only time the bank will have to rely on the 
value of the collateral. 
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Notes 
Some methods that may be used to value collateral include appraisal, 
other customers in the same industry, industry experts, and the bank’s 
own liquidation experience. Statements about prior liquidation 
experience must be evaluated carefully. For example, statements such 
as “50 cents on the dollar” can be misleading. The question becomes 
50 cents on what dollar of collateral value. For example, collateral 
value at 
 

 loan inception 
 

 problem loan recognition 
 

 just prior to liquidation 
 

Often, the “dollar” is estimated net liquidation proceeds, which is 
substantially less than initial collateral value since the borrower will 
typically liquidate the quality assets prior to foreclosure leaving the 
bank with the inventory the borrower couldn’t sell, the receivables the 
borrower couldn’t collect and equipment that does not work. 
Estimated liquidation proceeds net of the estimated costs to liquidate 
is the only value appropriate for defining adequate collateral margins 
at loan inception. 
 

When considering the costs to liquidate, it is helpful to ask such 
questions as  
 

 How will I foreclose? 
 

 How long will it take? 
 

 What will it cost? 
 

 How long will I have to hold the collateral? 
 

 What will it cost? 
 

 To whom will I sell it? At what price? At what cost? 
 

These and other questions will focus on the 
 

 costs to foreclose (legal, appraisal, and court) 
 

 costs to hold (security, taxes, maintenance, and opportunity, e.g., 
no interest income but interest expense to carry) 

 

 costs to sell (fix-up, commissions)  
 

 costs typically 30-35% of liquidation proceeds 
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Notes  
There are many problems inherent in liquidating various types of 
collateral: 
 

 accounts receivable 
 

 − locating receivables records and gaining access i.e. land- 
 lord’s waiver 

 − quality and completeness of the receivables records 
 − age of remaining receivables; i.e., good ones have paid 
 − contacting account debtors 
 − proving the amounts owed e.g. invoices, credit memos 
 − offsets, warranties, claims 
 − litigation with account debtors 
 

 inventory 
 

 − gaining access i.e. landlord’s waiver 
 − mix, i.e., raw materials, work in process, finished goods 
 − quality 
 − consolidation, maintenance and storage 
 − purchase money security interests 
 − tax liens 
 − deterioration/obsolescence 
 − completion of work in process 
 − consignments 
 

 equipment 
 

 − access, i.e., landlord’s waiver 
 − special purpose 
 − components e.g. airplane consists of the airframe, engines  

 and  avionics 
 − parts 
 − fixtures 
 − cost to dismantle and move 
 − functional and technical obsolescence 
 − age and condition 
 

 real estate 
 

 − location 
 − single purpose 
 − prior liens including real estate taxes and materialmen’s  

 liens 
 − marketability 
 − age and condition 
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Notes 
The appropriate level of collateral monitoring is a function of the risk 
in the credit and the degree of reliance on the collateral. The starting 
point is often a borrowing base which spells out eligible collateral and 
the advance rate.  Inventory should be included in the borrowing  
base only if the lender also has a lien on receivables and reliance on 
inventory should be limited e.g. inventory sublimit in borrowing base.  
When taking inventory as collateral, the lender must also be sensitive 
to concentrations with one or a small group of suppliers especially if 
the inventory can be specifically identified e.g. serial numbers.  The 
suppliers could perfect their purchase money security interests which 
extends to proceeds i.e. accounts receivable arising from the sale of 
the inventory. 
 

Visual 7-13 
Collateral Monitoring 

 Landlord’s Waiver 

 Listing of Aged Receivables 

 Listing of Aged Payables 

 Listing of Inventory 

 Listing of Fixed Assets 

 Borrowing Base Certificate 

 Lock-Box/Controlled Account (ACH) 

 Periodic Site Visits 

 Field Audit 

 Field Warehousing 
 
Another important collateral monitoring tool is a listing of aged 
accounts receivable (Visual 7-14). The listing should contain 
individual account debtor’s name, address and telephone number. The 
accounts should be aged from the invoice date rather than the due date. 
Normal dilution such as bad debts, prepayments, trade discounts, 
returns and allowances as well as warranty claims should be 
considered when establishing the advance rate. Certain accounts 
should be excluded from eligible receivables: 
 

 10% exclusion rule aka tainted receivables i.e. if 10% of an 
individual receivable is over 90 days past due then all receivables 
from that account debtor are excluded 
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Notes 

Visual 7-14 
Listing of Aged Receivables   

 
Customer Total Outstanding Accounts Receivables - $1,600M 
Address 
Telephone No. 0-29 30-59 60-89 90+ (1) 
 
 1  200 0 0 0 
 
 2  (2) 750 25 25 0 
 
 3     0 0 0 50 
 
 4 (3) 0 0 100 0 
 
 5 (4) 0 75 0 0 
 
 6 (5) 100 0 0 0 
 
 7 (6) 50 50 50 50 
 
 8 (7) 75 0 0 0 

 
Total Eligible Accounts Receivable after Eliminations Detailed Below - $600M 
 

(1) Over 90 days past due 
(2) Concentration > 25% of total receivables 
(3) Foreign receivable 
(4) Federal government receivable 
(5) Related party receivable 
(6) 10% exclusion rule aka tainted receivable 
(7) Vendor i.e. right of set-off 
 

 concentrations i.e. any amounts over 25% of total receivables due 
from one account debtor would be excluded 

 

 contra accounts 
 

 officer, employee, affiliate or subsidiary accounts 
 

 foreign accounts 
 

 government accounts i.e. Assignment of Claims Act 
 

 progress billings 
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Notes 
 uncompleted sales 
 

 bill and hold sales 
 

 guaranteed sales i.e. automatic buy-backs 
 

 bonded accounts 
 

 COD 
 

 retainage 
 

 pre-billings   
 

 health care receivables e.g. Medicare/Medicaid/private pay 
 

Inventory consists of three components each of which will have 
different advance rates - raw materials (25-50%), work in process (0%) 
and finished goods (35-55%). To properly monitor inventory, the 
lender must perform periodic inspections either through site visits or 
floor-plan checks. The strongest form of inventory monitoring utilizes 
a third party to control the collateral through the issuance of warehouse 
receipts. This form of inventory monitoring is both cumbersome and 
expensive and is utilized most often in ag lending or troubled loan 
situations. 
 

When securing a loan with accounts receivable, inventory or 
equipment, it is critical that the bank be able to access the collateral. If 
the borrower is operating out of leased premises, the landlord can deny 
access if back rent is due. To avoid this potential impediment, the bank 
should ask for a Landlord’s Waiver. A Landlord’s Waiver should be 
an absolute requirement if the premises are owned by the  owner of the 
business or an entity controlled by the owner of the business. 
 
Collateral Valuation Mechanism 
 

Exhibit 7-2 provides a mechanism for collateral valuation. Keep in 
mind that, if the collateral valuation mechanism indicates inadequate 
coverage at liquidation value after cost of collection, this does not 
necessarily require that the lender deny the loan. The lender must 
recognize that the loan is under-secured. If the lender is prepared to 
make the under-secured portion of the loan to the borrower unsecured, 
then he or she may proceed. Alternatively, the lender can seek other 
sources of support e.g. guaranty or outside collateral. 
 
Collateral becomes important only when it must be liquidated to 
repay a loan. At that point, the lender is trying to collect the accounts 
receivable the borrower could not collect, sell the inventory the 
borrower could not sell and sell equipment that does not work.  If the 
borrower had good receivables, inventory and equipment, the 
borrower would still be in business. Therefore, the only appropriate  



Commercial Lending 

 
 (c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
7-24  All rights reserved. Subject to annual license expiring January 31, 2020 

Notes 
value for collateral is the distress sale liquidation value net of costs 
to liquidate.      
 

Exhibit 7-2 
Commercial Collateral Valuation 

Borrower: _____________________  
                                                                             Book or                 Realization                     Net   
                                                                          Valuation               Percentage                 Valuation 
Cash—Pledged Time Balances or CVLI $ ___________   __________ %  $ _________  
Receivable—Aging 
 0-29 days  __________   _________   __________  
 30-59 days  __________   _________   __________  
 60-89 
days   __________   _________   __________ 
90-120 days  __________   _________   __________  
 Over 120 days  __________   _________   __________  
 Blanket lien  __________   _________   __________  
 Total $ ___________   _________  $ __________  
 

Inventory—Book Value 
 Raw materials  __________   _________   __________  
 In process  __________   _________   __________  
 Finished goods  __________   _________   __________  
 Retail/wholesale  __________   _________   __________  
 Blanket lien  __________   _________   __________  
 Total $ ___________   _________  $ _________  
 

Equipment—Liquidation Value or Appraised Value 
 Manufacturing  __________   _________   __________  
 Office/furniture/fixtures  __________   _________   __________  
 Rolling stock  __________   _________   __________  
 Total $ ___________   _________  $ _________  
 Less: Superior encumbrances  __________   _________   __________  
 Net Value $ ___________   _________  $ _________  
 

Real Estate—Appraised Value 
 Land  __________   _________   __________  
 Leaseholds  __________   _________   __________  
 Total  $ ___________   _________  $ __________  
 Less: Superior encumbrances  __________   _________   __________  
 Net Value $ ___________   _________  $ _________  
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Other Collateral—Securities,  $ ___________   _________  $ _________     
Intangibles, Etc. 

Notes 
Exhibit 7-2, continued  
 

                                                                                    Net                        Cost to                        Net 
                                                                             Valuation                 Liquidate                    Value 
Recap 
 Cash  _________   _________   __________  
 Accounts receivable  _________   _________   __________  
 Inventory  _________   _________   __________  
 Equipment  _________   _________   __________  
 Real estate  _________   _________   __________  
 Other  _________   _________   __________  
 

Total Net Liquidation Proceeds (A)   _   _________    $ __________  
 Less: Gross Loan Balance (B)   _   _________  $ _________  
  

Net (Shortfall) or Collateral Cushion   _   _________    $ __________  
 

Collateral Coverage Ratio A ÷B 
 
GUARANTY 
 

A guaranty is a legal document obligating a third party for repayment 
of a debt upon default of the primary debtor. However, the value of a 
guaranty is only as good as the guarantor’s willingness and ability to 
pay when called upon. 
 
Reasons to obtain guaranty  
 

There are several reasons why banks require guaranties (Visual 7-15): 
 

 demonstration of owner(s) commitment e.g. typically require 
guaranties of any individual who owns 20% or more of the 
borrowing entity 

 

 minimizes borrower’s ability to transfer business assets to 
personal name  

 

 focuses borrowers’, officers’, directors’ attention on financial 
success of borrowing entity 

 

 vehicle to gain leverage in problem loan situation 
 

 potential secondary source of repayment 
 

 caveats 
 



Commercial Lending 

 
 (c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
7-26  All rights reserved. Subject to annual license expiring January 31, 2020 

 − never make a loan predicated on the strength of the guarantor 
unless the bank secures the guaranty with properly margined 
collateral 
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 − a bank cannot compel a spouse to guarantee company debt 

unless the spouse is an owner, officer or director 
 

Types 
 

There are several types of guaranties: 
 

 personal 
 − related vs. unrelated parties 
 − secured vs. unsecured 
 − limited vs. unlimited 
 − payment vs. liquidation 
 − fractional vs. joint and several 
 

 corporate/partnership/LLC/LLP 
 

 government 
 − Small Business Administration (SBA) 
 − Economic Development Agency (EDA) 
 − FSA - Farm Service Agency (Formerly FmHA) 
 − U.S.D.A. Rural Development 
 

The owner of a closely held business should guarantee the debts of the 
business since the personal assets of the owner and the assets of the 
business are often intertwined. Likewise, individual partners should 
guarantee the debts of the partnership in order for the bank to avoid 
being forced to liquidate the assets of the partnership before pursuing 
the partners. It is important to demonstrate consideration when a third 
party not active in the business guarantees business debt. 
 
Monitoring 
 

A third-party guarantor not active in the borrower’s business and any 
owner of collateral other than the borrower should be kept informed of 
delinquency or default, any material changes in the financial condition 
of the borrower or the terms of the debt e.g. renewal or restructure or 
the status of collateral. Any information communicated to a guarantor 
must be factual and should respect the confidentiality of the borrower. 
Failure to inform the guarantor may create a defense for the guarantor 
if he or she decides to contest his or her obligation under the guaranty 
especially if the guarantor is not an insider. 
 

When a government guarantee e.g. SBA is used; proper underwriting, 
documentation, monitoring and collection as defined in SBA SOPs are 
necessary to maintain the guaranty. 
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DOCUMENTATION 
 

The rules governing documentation of collateral are a combination of 
state law (real property) and the Uniform Commercial Code-UCC 
(personal property). The UCC was first promulgated in 1952 to 
provide uniformity across states. Each state is encouraged to adopt the 
national standard. A comprehensive revision was adopted in 1998 and 
became effective in most states on July 1, 2001. The UCC was further 
updated in 2010 with technical amendments which became effective 
July 1, 2013. Some states have included non-standard provisions in the 
revision which are only applicable in that state. 
 
Documentation Process 
 

The collateral documentation process includes the following steps 
(Visual 7-16): 
 

 identify the borrower 
 

 evidence good standing and authority to borrow 
 

 identify the collateral and owner of the collateral 
 

 conduct a lien search 
 

 prepare a term sheet/commitment letter 
 

 evidence the debt 
 

 attach the security interest 
 

 perfect the security interest 
 

 prepare a loan agreement 
 

Exhibit 7-3 summarizes the collateral documentation for commercial 
loans. The exhibit also describes the unique documentation 
requirements for “other collateral.” It is important to note that an 
assignment of an account receivable from the U.S. government can 
only be perfected by following the procedures defined in the Federal 
Assignment of Claims Act. 
 
TERM SHEETS, COMMITMENT LETTERS and LOAN 
AGREEMENTS 
 

Term sheets, commitment letters and loan agreements form a 
continuum to provide structure to the negotiations with the borrower.  
The negotiations around the elements of the term sheet become the 
foundation for the commitment letter.  Key elements in the 
commitment letter are further formalized in a loan agreement which 
provides the foundation for monitoring and managing the lending 
relationship. 
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A term sheet is a non-binding description of proposed terms between 
a prospective borrower and lender which outlines the basic terms and 
conditions under which the bank will consider a loan. The document 
is for discussion purposes only.  Basic elements of a term sheet include 
(Visual 7-17): 

− parties’ names 
− description of the proposed credit facility 
− interest rate and fees 
− repayment terms and maturity date 
− description of collateral and guarantors 
− affirmative and negative covenants 
− events of default and remedies 
− general closing requirements 
− good faith deposit 
− governing law 
− expiration date 

 

The term sheet becomes the basis for further discussion of the loan 
request. It can be used to compare offers received from other lenders.  
The term sheet serves as a template to draft the final closing 
documents. The term sheet must clearly state it is for discussion 
purposes only and is not a commitment. 
 

A commitment letter is a binding agreement to make available to a 
borrower on demand during a certain period, a certain sum at a certain 
date at a certain rate of interest.  The commitment is subject to 
requirements outlined in the commitment letter which must be fulfilled 
prior to funding. 
 
LOAN AGREEMENT 
 

The objectives of a loan agreement include: (Visual 7-18) 
  establish the basis for a lending relationship 
  establish expectations regarding performance by the borrower and 

the lender 
− providing financial information 
− financial performance 
− projected performance 
− terming out a line of credit 
− other issues that may adversely impact the borrower/ 

lender relationship 
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Notes 
 
Key issues in loan structure provide the foundation for a loan 
agreement (Visual 7-19) 
  primary source of repayment 

− adequacy of the cash flow 
− volatility of the cash flow and acceptable liquidity 

  secondary source of repayment 
− support provided by collateral 
− acceptable financial leverage 

  acceptable term including framework to force terming out of a line 
of credit 

  framework for monitoring 
 

A loan agreement has multiple purposes including (Visual 7-20) 
  preserve borrower’s strengths – affirmative covenants 
  protect against borrower’s weaknesses and uncertainties – 

negative covenants 
  framework for monitoring 
  establish expectations 
  defense against lender liability 

 

A loan agreement is a written agreement between the borrower and the 
lender setting out the tenets of the loan and the borrower’s 
understanding with the lender.  The purpose of a loan agreement is to  
ensure that the borrower’s strengths are preserved, to protect the lender 
from the borrower’s weaknesses and uncertainties, and to provide a 
vehicle for monitoring borrower performance.  Courts have held that 
if a bank is acting pursuant to a loan agreement, a borrower cannot 
assert a lender liability claim for those actions. 
 

The agreement may be as simple as a document generated by the 
bank’s loan document preparation system or so complex as to 
necessitate drafting by an attorney. Today, loan agreements for 
smaller, less complex credits are generated by a bank’s automated loan 
document preparation system. Just as each loan is unique, each 
agreement will be unique—tailored to the circumstances of the lending 
situation and tied to the key factors affecting the borrower’s ability to 
repay. 
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Components 

Visual 7-21 
Components of Loan Agreement 

  Definitions 

  The loan—terms and conditions 

  Representations and warranties 

  Conditions of lending 

  Affirmative covenants 

  Negative covenants 

  Events of default 

  Remedies 
 
Visual 7-21 lists the basic components of a loan agreement. The 
purpose of each component follows: 
 
 Definitions—to define the terms used in the agreement 
 

 Loan terms and conditions—to define the type, size of 
commitment, interest rate, repayment schedule, security, 
participants, role and terms of participation 

 

 Representations and warranties—to reaffirm the current   
financial condition of the borrower and statements made to the 
lender 

 

 Conditions of lending—to set out the requirements that must be 
met by the borrower prior to advance of funds 

 

 Affirmative covenants—to define actions or events that the 
borrower will cause to happen 

 

 Negative covenants—to define actions or events that the borrower 
will prevent from happening 

 

 Events of default—to define the conditions under which the lender 
can declare the borrower in default 

 

 Remedies—to define the recourse available to the lender in the 
event of default 
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Covenants 
 

Loan covenants form the foundation for monitoring borrower 
performance. Affirmative and negative covenants are intended to 
preserve the borrower’s strengths and protect against identified 
weaknesses and uncertainties. Covenants therefore address a range of 
issues (Visual 7-22) 
 

 full and timely disclosure of information 
 

 preservation of core business 
 

 maintenance of adequate cash flow 
 

 maintenance of asset quality 
 

 preservation of net worth 
 

 maintenance of orderly growth 
 

 limitations on leverage/new indebtedness 
 

 continuance of quality management 
 

 assurance of legal existence and going concern 
 

Covenants can be divided into financial and non-financial. Examples 
of financial covenants include (Visual 7-23) 
 

 current ratio 
 

 debt service coverage 
 

 debt to tangible net worth (spacing) 
 

 minimum tangible net worth with step-ups 
 

 minimum working capital with step-ups 
 

 capital expenditures 
 

Non-financial covenants address issues such as (Visual 7-24) 
 

 reporting requirements 
 

 litigation 
 

 bankruptcy 
 

 capital adequacy 
 

 limitations on purchase/sale of assets 
 

 change in ownership 
 

 limitations on additional loans 
 

 maintenance of insurance 
 

 deposit accounts 
 

 cross default/cross collateralization 
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Key loan agreement covenants include (Visual 7-25) minimum 
liquidity, minimum debt service coverage, maximum financial 
leverage, minimum tangible net worth, minimum working capital, and 
financial reporting requirements. The working capital and tangible net 
worth covenants should include step-ups i.e. minimum annual 
increases.  A step-down can be used with a financial leverage covenant 
particularly when a structured amortization of debt is impractical 
because of volatility in the borrower’s cash flow e.g. agriculture. 
Ideally, the step-ups/step-downs are tied to the borrower’s projections. 
The lender must clearly define in the loan agreement the calculation of 
ratios used in financial covenants e.g. debt service coverage. The loan 
agreement should also contain a covenant obligating the borrower to 
provide periodic financial information. 
 

A combination of key covenants accomplishes multiple objectives 
without telling the owner how to run his/her business including 
 

 constrains growth 
 

 limits owner’s salary/distributions 
 

 constrains total amount of debt relative to the borrower’s tangible 
net worth 

 

 constrains mix of short and long- term debt 
 

 limits additions to fixed assets funded with short-term debt e.g. 
line of credit 

  

 defines criteria for terming out revolving debt 
 

 keeps loan agreement relevant e.g. step-ups 
 

When setting covenants, the lender should tie the covenants to the 
borrower’s projections. The projections when reviewed and accepted 
by the bank become the foundation for repaying the loan.  
 

Covenants should be structured to accomplish multiple objectives e.g. 
a leverage covenant constraints growth, limits dividends/ distributions 
and owner’s compensation. Multiple covenants should be interrelated 
so that default on one covenant triggers default on other covenants. 
This makes it much more difficult for the borrower to manipulate 
earnings and the balance sheet to maintain compliance. Covenants 
should be cross-defaulted to other loans in the bank and obligations to 
other lenders. 
 

Covenants must be adjusted to continue to assure relevance and 
provide protection for the bank as the borrower’s financial condition 
and times change. Step-ups/step-downs tied to the borrower’s 
projections provide the best tool for keeping covenants relevant. 
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Default provisions are intended to give the bank leverage to compel 
the borrower to meet with the bank and address and correct 
potential/actual problems before the viable core business and the 
bank’s collateral are dissipated. The bank will want to determine if the 
borrower recognizes the problem and has determined the cause. The 
bank will also want the borrower to prepare a plan to correct the 
problem. The plan must include the underlying assumptions. 
 

The bank will evaluate the borrower’s response. Does the borrower 
acknowledge the problem and understand its causes? Can the borrower 
propose a reasonable plan and is the borrower capable of 
implementing the plan? Depending on the borrower’s response, the 
bank can utilize one or more remedies outlined in the loan agreement. 
The bank may choose to waive the covenant violation or waive the 
violation and amend the loan agreement. The bank may raise the 
borrower’s interest rate to compensate for the additional risk and to 
incent the borrower to take steps to correct the default or find another 
bank. The bank may choose not to exercise its remedies but reserves 
the right to exercise its remedies in the future (Reservation of Rights 
Letter). Ultimately, the bank may accelerate the debt and demand 
payment then proceed to foreclosure or liquidation of collateral. 
 

The terms of the loan agreement should be reviewed with the borrower 
to emphasize the importance of the document. In addition, the lender 
must periodically check for compliance with the terms. A Compliance 
Certificate is sometimes used in which the CPA and/or the borrower 
certify compliance with the terms of the agreement. Failure to monitor 
compliance may adversely affect the bank’s ability to initiate action if 
defaults have not been detected or have been ignored. It is important 
to notify the borrower in writing when defaults occur. 
 

A well-structured loan agreement is good for the borrower and the 
bank. It outlines the bank’s expectations about financial performance 
which ensures the borrower maintains financial health and the bank’s 
investment is protected.  The objective of a loan agreement is not to 
put the borrower out of business.  The loan agreement provides the 
opportunity to bring the bank’s concerns to the attention of the 
borrower and provides an opportunity to address those issues avoiding 
“surprises”.  A loan agreement does not assure the loan will be repaid. 
 

Exhibit 7-4 provides a more detailed overview of loan agreements. 
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Exhibit 7-4 
Loan Agreement Overview 

 
 

Loan agreements are a valuable tool to establish open communication between the banker and 
borrower. As the legal contractual agreement governing the lending arrangement, the bank creates 
a clear understanding with the borrower as to what the bank expects of the lending relationship and 
provides mechanisms to effect those expectations. 
 
WHEN TO USE A LOAN AGREEMENT 
 

It is recommended that some form of loan agreement be used in almost every lending situation.  
Most common lending arrangements (not to exceed $1,000,000) can be documented with a simple 
loan agreement often generated by the bank’s automated document preparation system. Complex 
loan agreements of any amount, which usually involve extensive negotiation and redrafting, are 
feasible only in certain circumstances and should be drafted by an attorney. These circumstances 
include: 
 

 A loan for a large amount and/or with a long-term payout 
 

 A loan for working capital purposes and a need to monitor the borrower’s receivables and 
inventory 

 

 An unsecured loan and a need to restrict the purchase, pledge, or sale of assets 
 

 A loan based on projections and a need to protect against uncertain performance 
 

The complexity of the loan agreement should be tailored to the situation. The banker must 
communicate to the attorney preparing the loan agreement exactly what the agreement is intended 
to accomplish. The banker should not make management decisions for or over-restrict the borrower. 
Minimum acceptable levels of performance should be agreed on that allow the borrower to operate 
without interference from the bank and provide the bank with satisfactory protections. If it is 
necessary to draft a loan agreement that is very complex and involves extensive restrictions, the 
banker should question the advisability of making the loan. 
 
Many banks utilize automated document preparation systems centralized in a document preparation 
department.  These systems can generate customized loan agreements very cost  
effectively and are often used to generate loan agreements for transactions <$1MM and non-
complex larger transactions. 
 
DRAFTING THE LOAN AGREEMENT 
 
One of the first obstacles in negotiating the loan agreement is convincing the borrower that such a 
document is necessary. The borrower can usually be convinced that the agreement is to his or her 
advantage when it is understood that a clearly written contractual arrangement between parties is 
preferable to a less specific oral agreement. A less specific agreement may be subject to various 
interpretations by subsequent lending officers, bank management, and the courts. Because a 
complex loan agreement can be intimidating in size and ability to be understood, the simplest 
agreement is the most readily accepted one. The agreement should be reviewed in detail with the 
borrower to ensure that he or  she thoroughly understands it. Although the borrower is obligated by  
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Exhibit 7-4, continued  
 
anything, he/she signs, the banking relationship will be damaged if the borrower signs an unread 
agreement that later proves to be untenable. 
 
COMPONENTS OF THE LOAN AGREEMENT 
 

There are seven basic sections in standard loan agreements. modified, depending on the purpose 
of the loan. 
 
The Loan 
 

This section of the agreement describes the loan by type, size of commitment, interest rate, 
repayment schedule, and security taken, if any. It also specifies all participants and their roles, plus 
terms of participation if more than one lender is involved. Any definitions of financial, accounting, or 
legal terminology to be used in the agreement are stated here. It is critical that the loan agreement 
explicitly spells out the calculation of any financial ratios in the agreement e.g. debt service coverage.  
The definitions used in the loan agreement must mirror the definitions in the bank’s loan policy and 
the calculations used in underwriting the loan. 
 
Representations and Warranties of the Borrower 
 

This section attests to the lender that certain statements are true. For instance, the borrower may 
warrant that it is a corporation, that it is entering into the agreement legally, that financial statements 
supplied to the bank are true, and that no material change has occurred since their preparation.  The 
company may attest to the nature of its business, that it owns its assets as represented, and that it 
currently is not involved in material litigation. In other words, the company reaffirms in writing all the 
facts about its current state of existence that have been known or assumed throughout the 
negotiations and relied upon by the bank. 
 
Conditions of Lending 
 

This section states that, before any loan is made, all documents and notes must be in proper form, 
both the borrower’s and the bank’s counsel must approve the entire arrangement, and the borrower’s 
auditor, or at least its chief financial officer, must certify current compliance with all conditions of the 
loan agreement. 
 
Affirmative Covenants 
 

In contrast to the warranties that attest to existing facts, affirmative covenants state what action or 
event the borrower must cause to occur or exist in the future. For example, the borrower may be 
required to provide quarterly financial statements or maintain a current ratio of >1:1. 
 
Negative Covenants 
 

Negative covenants state what action or event the borrower must prevent from occurring or existing.  
For example, it might be restricted from additional borrowings without the bank’s consent. 
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Events of Default 
 

Conditions that will be considered events of default are specifically stated. These conditions might 
include delinquent payment, violation of loan covenants, misrepresentation, insolvency proceedings, 
change in ownership, or other occurrences that could jeopardize the borrower’s ability to repay.  
Many events of default are designed to be used to correct a situation rather than declare the loan in 
default. 
 
Remedies 
 

The remedies section spells out what the bank may do in the event of default. Although the bank’s 
rights may include several potential actions, they always include the right to accelerate payments, 
which means to call the loan. 
 
Miscellaneous 
 

This section deals with issues related to the administration of the agreement, such as- 
 
 Where notices are to be sent 

 

 Who is responsible for expenses 
 

 The governing law under which the agreement is to be interpreted 
 

 The procedure for waivers and consent 
 

 Affirming the right of set-off 
 

At a minimum, a term loan agreement should contain sections on the loan, covenants, events of 
default, and remedies. Most of the effort must be concentrated on the sections outlining covenants 
and events of default. These are the primary sources of lender protection and the portions of the 
agreement most strenuously negotiated. 
 
LOAN COVENANTS 
 

The covenants should be simple, well-defined, and measurable. To be effective, the covenants must 
be risk-reducing and reasonable. Most importantly, the borrower must be able to comply with the 
covenants and the lender must be willing to enforce the covenants. 
 
The covenants are designed to accomplish eight basic functional objectives: 
 

1. Full Disclosure of Information-To make competent, ongoing lending decisions, the account 
officer must have an intimate understanding of the borrower. Full disclosure also aids the lender 
in maintaining regular contact with the borrower and supervision over the lending 
relationship. 
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2. Preservation of Net Worth-The borrower’s basic financial strength and ability to support debt 

and absorb downturns lie in its net worth. The purpose of related covenants is to assure the 
growth and continued strength of that net worth. 

 

3. Maintenance of Asset Quality-Asset quality represents two major factors of importance to the 
lender—earning power and liquidation value. In either case, it is to the bank’s advantage to 
require high standards of asset quality. 

 

4. Maintenance of Adequate Cash Flow-In the case of normal repayment of a loan, the lender 
is repaid from the borrower’s cash flow. In such cases, it is imperative that the lender closely 
monitor the cash flow and attempt to maintain its quality. 

 

5. Maintenance of Orderly Growth-As a definite drain upon cash flow, working capital, fixed 
assets, management energies, and capital funds; excessive growth has been recognized as 
the cause of numerous bad loans and charge-offs. It is obviously in the interest of both the 
banker and the borrower to maintain growth in an orderly fashion, although the two parties 
rarely see eye-to-eye on this matter. The bank’s objective is to reach a clear understanding 
with the borrower on the limits of its growth. 

 

6. Continuance of Quality Management-In any loan situation, but particularly if the loan is 
unsecured, the success of the total relationship depends heavily upon the borrower’s 
management. The bank, then, hopes to ensure the continuing quality of management. 

 

7. Assurance of Legal Existence and Concept of Going Concern-The purpose of devising 
covenants such as these is to ensure the bank of a continuing viable entity, which can produce 
the operating results necessary to repay the loan. 

 

8. Provision for Bank Profit-Banks lend money in return for an expected profit and, therefore, 
are interested not only in protecting the principal amount of the loan, but also in the profit, 
whether it be interest, fees, servicing income, or other sources of income. 

 
EVENTS OF DEFAULT 
 

There are instances when these covenants might be breached. The existence of the covenant 
ensures that either the bank will be consulted for approval or the loan will be in default. The most 
common events of default include: 

 
 Breach of loan agreement covenants 

 

 Insolvency-bankruptcy 
 

 Failure to pay in accordance with terms 
 

 Material misrepresentation, such as untrue “warranty” 
 

 Seizure of property—for example, if tax authorities seize the bank’s collateral 
 

 Deemed insecure-an unforeseen occurrence that endangers the company’s ability to repay 
the loan (Used only in extreme circumstances). 
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REMEDIES 
 

The banker has several courses of action in default. The note can be accelerated, which calls the 
loan due; the default can be waived; or the agreement can be renegotiated, possibly to improve the 
lender’s position. Any waiver should be in writing and should stipulate whether the waiver is 
temporary or permanent. 
 

If a permanent waiver is chosen, the agreement should also be amended and the bank should 
improve its collateral position and/or obtain a fee or higher interest rate. Acquiescence is not a viable 
alternative, because it may undermine the future effectiveness of the covenant.  
 

The banker’s action depends on his or her assessment of the cause and gravity of the default, 
whether it could or should have been avoided, and the company’s ability to cure it. If the cause of 
the default is temporary and of minor importance, such as a required ratio that is barely missed, 
waiver may be reasonable. If the default is more serious—for example, if a company’s performance 
has failed to meet minimum standards-the choice might be to foreclose or renegotiate and obtain 
more collateral.  Whatever the action, it is very important that the lender react promptly to a default 
to maintain the integrity of the agreement. 
 
SUMMARY 
 

A loan agreement is often a complex document that must be tailored to fit the particular company 
and its circumstances. It must be understood and agreed to by the banker and borrower. Mutual 
consent ensures its effectiveness. In substance, the loan agreement outlines the expectations of 
each party and attempts to specify and quantify acceptable standards of performance to govern their 
actions. If the borrower fails to perform as specified in the covenants, the loan goes into default and 
the bank exercises its options (remedies), as set out in the agreement. Because the art of forecasting 
and predicting is imperfect, the agreement must possess a reasonable amount of flexibility. It must 
be administered diligently to retain its effectiveness, and it must be altered or amended as 
circumstances change. The critical element is monitoring — an unmonitored loan agreement is more 
dangerous than no loan agreement at all. 
 
WORKOUT LOAN AGREEMENTS 
 

Workout loans present a unique opportunity to employ a loan agreement. Because of the nature of 
the situation and the necessity that the bank exercise greater influence over the borrower’s activities, 
a workout loan agreement is required when additional funds are advanced or the bank decides to 
continue with the borrower rather than liquidate. In addition to the elements of a loan agreement 
outlined previously, the workout loan agreement should contain mutually agreeable performance 
standards and an agreement on the part of the borrower to voluntarily liquidate the bank’s collateral, 
remitting the proceeds to the bank in the event the borrower is unable to meet the repayment 
agreement. For consideration in the form of the bank’s forbearance or agreement to continue to 
provide financing, the borrower consents to a judgment and may not contest entry of the judgment 
should he or she fail to meet the agreed-upon, clearly defined repayment objectives. Requirements 
for consent or confession of judgment vary from state to state so you should consult an attorney. 
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COMPLIANCE AGREEMENT CHECK SHEET 
 

To facilitate administration of the loan agreement, a compliance check sheet should be prepared 
and placed in the file. The check sheet can be used to ascertain whether covenants defining 
affirmative as well as negative actions on the part of the borrower are being complied with and that 
no events of default exist. This check sheet must be customized to the unique monitoring 
requirements of each loan agreement. 
 
SUBORDINATION AGREEMENT 
 

In a subordination agreement, an existing creditor or a prospective 
creditor subordinates its rights to repayment of debt and/or its security 
interest in the debtor’s assets to those of the bank. A creditor who 
subordinates the right to repayment agrees to waive partial or full 
repayment of debt owed until the creditor to whom it has subordinated 
is paid. A subordination of a security interest in an asset allows another 
creditor to have the rights to the proceeds of the sale of that asset to 
satisfy its debt before the claim of the subordinated creditor is satisfied. 
Sometimes subordination is defined in terms of default meaning the 
debt is subordinated only if there is a payment default or a default of 
covenants in the loan agreement.  Otherwise, the debt can be paid 
according to terms or at its maturity.  
 

Debts owed to company insiders e.g. owners or affiliated parties 
should always be fully subordinated. The bank may negotiate the 
circumstances under which the subordinating party could receive 
interest. 
 

Subordination does not assure the bank will be paid first.  The owner 
still controls the checkbook, but the bank will have a much stronger 
legal position in a legal proceeding to recover the funds.  
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RESPONSIBLE COMMERCIAL REAL 
ESTATE LENDING                                                          8                         
 

 

 

 
Notes 

OVERVIEW  
 

Commercial real estate lending including financing owner occupied 
real estate, income property and acquisition/development/ 
construction has been a significant source of loan volume and income 
for many banks. Unfortunately, this type of lending has also been a 
source of significant loan losses. This module will discuss responsibly 
financing the three broad types of commercial real estate property. The 
module will address information requirements, underwriting and 
monitoring these types of loans. The module will also focus on 
assessing environmental risks, appraisals and insurance.  
 

LEARNING OBJECTIVES 
 

At the end of this module, students will be able to  
 

⚫ describe the types of CRE loans 
 

⚫ define financial information requirements for each type of CRE 
loan 

 

⚫ underwrite and monitor owner occupied, income property and 
acquisition/ development and construction loans 

 

⚫ employ an income property “30 Second” analysis and Loan 
Screening Worksheet 

 

⚫ underwrite and monitor owner occupied, income property and 
acquisition/ development and construction loans 

 

⚫ evaluate the environmental risk in real estate collateral 
 

⚫ describe the types of appraisals and qualifications required of 
appraisers 

 

⚫ describe when an evaluation is required and the requirements for 
an evaluation 

 

⚫ identify High Volatility Commercial Real Estate Acquisition, 
Development and Construction (HVCRE ADC) loans 
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⚫ describe the role and use of various types of insurance including 

flood, casualty, business continuation, liability and key person 
insurance 

 

⚫ employ the concepts in a case study 
 

Note: Many of the PowerPoint visuals in this section are imbedded 

in the text. The visual numbers are referenced at the appropriate 

points in the text. 

 

ANALYZING COMMERCIAL REAL ESTATE 
LOANS 
 

Commercial real estate (CRE) lending makes up a significant portion 
of the loan portfolio for many banks. Many of the analytical tools 
introduced in Module 5 to assess borrower financial performance and 
tools to analyze personal financial statements and tax returns will be 
utilized in assessing a CRE lending opportunity. 
 

CRE lending is the subject of significant regulatory scrutiny. The 
regulators published guidance in December of 2006 for institutions 
with CRE exposure excluding owner occupied real estate, in excess of 
300% of regulatory capital and/or acquisition, development, 
construction exposure in excess of 100% of regulatory capital. The 
guidance outlines more comprehensive policies, procedures, controls 
and monitoring that institutions with a CRE concentration are 
expected to have in place. The regulators also emphasize the 
importance of stress testing CRE loans to determine the impact on the 
bank’s earnings and capital. 
 

In December 2015, regulators expressed concern (Statement on 

Prudent Risk Management for CRE Lending) that institutions have 

become more aggressive in underwriting and structuring CRE loans 

especially in an environment where interest rates are at historic lows 

and capitalization rates are unusually low.  These factors can inflate 

property values and acceptable loan amounts creating potential 

problems if interest rates rise or investor expectations change. 

 

Types of CRE Loans 
 

There are four broad categories of CRE loans. Each has unique 
property types and characteristics which influence how the loans are 
underwritten, structured and monitored. 
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The four broad categories of CRE loans (Visual 8-1) are: 
 

1. Owner occupied real estate - the real estate secures a loan used 
to acquire the property or a loan used for working capital or 
equipment purchases. The real estate is used in the operation of 
the business and the cash flow from the business occupying the 
property provides the primary source of repayment. 

 

2. Income property loans - the real estate secures a loan used to 
purchase the property e.g. office, multifamily, retail, warehouse 
and industrial. The business is real estate and the principal is 
typically a real estate professional. The cash flow of the property 
determines value and debt service capacity. 

 

3. Margin real estate - the real estate secures a loan used to 
purchase the property which has characteristics of an income 
property and an operating business e.g. hotels/motels, health care 
facilities, golf courses, car care centers and partially owner-
occupied properties. 

 

 The mix of an owner-occupied business and an income property 
introduces more revenue and expense variables which require 
greater management and introduces additional risk. 

 

4. Acquisition/development/construction - the real estate secures a 
loan used to acquire and develop land, inventory lots and/or 
construct a residential or commercial building. The sale of the 
land, lots or sale/lease of the building represents the primary 
source of repayment. The secondary source of repayment is often 
the financial strength and liquidity of the sponsor. The further a 
lender is from cash e.g. land vs. a completed house, the greater 
the potential volatility in value and the greater the risk. 

 

Financial Information Requirements 
 

One of the major challenges (Visual 8-2) in assessing a CRE loan is 
getting comprehensive financial information. The borrowing entity is 
typically a single asset entity formed for the purpose of acquiring, 
holding or developing the property. The entity quite often has high 
financial leverage and limited liquidity. The owner/sponsor/guarantor 
owns multiple entities with different mixes of investors and often has 
multiple banking relationships. The individual(s) also often have 
significant contingent liabilities. To fully understand the 
interrelationships, the lender must get an ownership chart or summary 
from the borrower detailing the relationship between the borrowing 
entity and related entities as well as interrelationships between 
sponsors, principals and guarantors. The chart will provide the 
foundation for determining which financial statements and tax returns 
including Schedules K-l the bank will require to facilitate its analysis. 
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The lender should insist on K-1s for each entity in which the borrower 
has an ownership interest. The lender should then focus on the 
borrower’s ownership interest and whether the borrower received 
material distributions from the entity or made material contributions. 
The lender should determine if the entity is making money and has a  
positive net worth. Finally, the lender should determine whether the 
owner(s) has guaranteed company debt. With this information in hand, 
the lender can determine whether it is appropriate to require complete 
tax returns for each entity to determine the individual entity’s excess 
cash flow. The lender can also determine if it is appropriate to 
incorporate the entity’s excess cash flow into global cash flow or just 
rely on actual distributions net of contributions detailed on the K-1. 
Only include excess cash flow of an entity in global cash flow if the 
sponsors/guarantors own > 50%. 
 

Financial statement requirements are also influenced by the type of 
real estate loan (Visual 8-3): 
 

⚫ owner occupied 
 − financial statements and tax returns of the business 
 − copy of the lease 
 

⚫ income property 
 − operating statements 
 − rent roll/unit mix 
 − summaries (abstracts) of leases 
  −− tenants  
  −− square footage   
  −− term 
  −− rent 
  −− recoverable/pass-throughs e.g. utilities, common 

  area maintenance, taxes, insurance 
 − financial statements of major tenants if available 
 

⚫ acquisition/development/construction 
 − construction budget 
 − status summary of jobs/developments 
 − inventory land, lots, houses, units, leasable space 
 

It is also important to get a comprehensive summary of debt, payments 
and contingent liabilities from the borrowing entity, related entities as 
well as the sponsors/principals/guarantors. Problems with another 
project particularly if financed by another bank could jeopardize the 
bank’s performing loan secured by a property. 
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Underwriting Owner-Occupied Real Estate (Visual 

8-4) 
 

Underwriting the Business/Tenant  
 

The lender must underwrite the business/tenant, the borrowing entity 
and the property constituting the collateral. Key issues in underwriting 
the business/tenant include 
 

⚫ sales/revenue 
 

⚫ gross margin 
 

⚫ operating expenses 
 

⚫ working capital requirements 
 

⚫ replacement capital expenditures 
 

⚫ current debt service requirements 
 

⚫ financial leverage/liquidity 
 

⚫ owner’s lifestyle 
 

Underwriting the Borrowing Entity 
 

The analytical tools utilized are the same as those used to assess any 
C&I loan i.e. component, comparative/common-size, ratio and cash 
flow analysis. The “30 Second” analysis (Exhibit 5-6 page 5-45) and 
Loan Screening Worksheet (Exhibit 5-7 page 5-56) can be used to 
highlight issues which will have to be addressed in the underwriting 
and structure of an owner occupied CRE loan 
 

When underwriting the borrowing entity, the focus has to be on the 
principal/owner and the borrowing entity itself.  The issues which must 
be addressed for the principal/owner include: 
 

⚫ character 
 

⚫ experience 
 

⚫ FICO score 
 

⚫ financial strength 
 − leverage 
 − liquidity 
 − personal/global cash flow 
 − contingent liabilities 
 

⚫ lifestyle 
 

The borrowing entity itself will typically have limited financial 
strength so the focus has to be on cash flow and debt service coverage 
as well as financial leverage and liquidity.  
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Underwriting the Property/Collateral 
 

To underwrite the property/collateral the lender must visit the site and 
carefully review the appraisal. The lender should focus on 
 

⚫ loan to value 
 

⚫ design 
 − ceiling height/loading docks 
 − open space 
 

⚫ location 
 

⚫ available infrastructure 
 − ingress/egress 
 − proximity to major highways/rail if important 
 − utilities 
 − wired for high speed internet 
 

⚫ age/condition 
 

⚫ physical and technical obsolescence 
 

⚫ suitability for intended purpose 
 

⚫ operating costs 
 

⚫ alternate uses/cost to convert 
 

⚫ potential environmental issues 
 

⚫ unique owner preferences that add no value 
 

The collateral should be assessed as a tenant occupied building rather 
than an owner-occupied building. Exhibit 8-1 demonstrates the 
potential impact on value of market rents, vacancy/collection and 
management fees. 
 

Note: Capitalization rates will be introduced in this exhibit.  A 
capitalization rate (cap rate) is the expected return of an income 
property calculated by dividing the actual or projected Net 
Operating Income (NOI) by the market (appraised) value of the 
property or the proposed purchase price (Cap rate = NOI/Value). 
Alternatively, the property value can be determined by dividing 
the NOI of the property by the investor’s required return (Value 
= NOI/Cap rate).  Cap rates will be discussed in more detail in 
the section on Appraisals. 
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Exhibit 8-1 
Assessing Owner Occupied Real Estate 

 

Parameters:  150,000 Square Foot Warehouse with 15,000 foot (within the 150,000) finished as 
office space. 
 

SCENARIO I: (Customer uses in business) 
 

Revenues 135,000 sf @ $4.00/sf = $540,000 
 15,000 sf @ $9.00/sf = 135,000 
   $675,000 
Less:  Expenses 
 Taxes .....................  ....... $ 25,000 
 Insurance ...............  .......... 10,000 
 Maintenance ...........  .......... 80,000 
 Management ..........  .......... 67,000 
 Utilities ....................  .......... 33,000 
   $215,000 
 

Net Operating Income $460,000 
 

Cap Rate @ 11% $4,181,818 
 

SCENARIO II: (Foreclosed and Leased to Others) 
 

Revenues 150,000 sf @ $3.50/sf = $525,000 
 Less 5% Vacancy  (26,250) 
 Net Revenues  $498,750 
 

Less:  Expenses 
 Taxes .....................  ........ $25,000 
 Insurance ...............  .......... 10,000 
 Maintenance ...........  .......... 80,000 
 Management ..........  .......... 67,000 
 Utilities ....................  .......... 33,000 
   $215,000 
 

Net Operating Income  $283,750 
 

Assumes office space cannot be released as such.  
Vacancy factor assumes multiple tenants. 
Assume market @ $3.50 sf less than previous $4.00 sf rate. 
 
        Original 
Cap Rate @ 11% .............. $2,579,545 62% 
Cap Rate @ 12% .............. $2,364,583 56% 
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Exhibit 8-1 (Cont.) 
  
SCENARIO III:  Assumes Mediocre Leasing) 
 

Revenues 150,000 sf @ $4.00/sf = 600,000 
 Less 20% Vacancy  120,000 
   $480,000 
 

Less:  Expenses 
 Taxes .....................  ........ $25,000 
 Insurance ...............  .......... 10,000 
 Maintenance ...........  .......... 80,000 
 Management ..........  .......... 67,000 
 Utilities ....................  .......... 33,000 
   $215,000 
 
Net Operating Income  $265,000 
 

        Original 
Cap Rate @ 11% .............. $2,409,090 58% 
Cap Rate @ 12% .............. $2,208,333 53% 
Cap Rate @ 13% .............. $2,038,461 49%  

 
 

Underwriting Income Property Real Estate 
(Visual 8-5) 
 
Underwriting the Borrowing Entity 
 

Underwriting income property loans focuses on the cash flow of the 
borrowing entity as well as the property/collateral. Stress testing is a 
critical component of underwriting income property loans. Project 
monitoring is also important. 
 

Exhibit 8-2 provides examples of income statements for various 
income property types. 
 

(Text continues page 8-14) 
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Exhibit 8-2 
Sample Suburban Office Property 

Pro Forma Stabilized Operating Statement 
 
GROSS POTENTIAL RENTS 
 Tenant A 25,000 sf @ $18.50/sf $462,500 
 Tenant B 19,000 sf @ $18.75/sf $337,500 
 Tenant C   7,000 sf @ $19.25/sf $134,750 
 Spec  Space 10,000 sf @ $18.50/sf $185,000 
GROSS POTENTIAL RENTS  $1,119,750 
LESS: VACANCY @ 5%  $55,988 
EFFECTIVE GROSS RENTS  $1,063,763 
LESS: OPERATING EXPENSE 
 Management Fee @ 4% $42,551  
 Real Estate Taxes $100,800 $1.68/sf 
 Insurance $6,000 $0.10/sf 
 Utilities $90,000 $1.50/sf 
 Building Services $24,000 $0.40/sf 
 Repairs / Maintenance $18,000 $0.30/sf 
 Janitorial $42,000 $0.70/sf 
 Administrative $12,000 $0.20/sf 
 Re-Leasing Reserve $15,000 $0.25/sf 
TOTAL OPERATING EXPENSES ($350,351) 
 
NET OPERATING INCOME  $713,412 
 
Prepared by Michael Hendren, Reprinted with permission  



Commercial Lending 

 

 (c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 

8-10 All rights reserved. Subject to annual license expiring January 31, 2020 

Notes 

Exhibit 8-2 (Cont.) 
Sample Garden Apartment Property 

Stabilized Operating Statement 
 

  Monthly Annual 
Unit Type No. Units Rent Rents 
Efficiency 16 $377 $72,384 
1 BR / 1BA 52 $392 $244,608 
2 BR / 1 BA - Small 8 $468 $44,928 
2 BR / 1 BA - Large 28 $465 $156,240 
2 BR / 2 BA 1 $650 $7,800 
 
GROSS POTENTIAL RENT $525,960 
ADD: other income ($12.00/unit/month) $15,120 
GROSS POTENTIAL INCOME $541,080 
LESS: VACANCY @ 10% ($54,108) 
EFFECTIVE GROSS INCOME $486,972 
LESS:  EXPENSES 
 Ad Valorem Taxes $23,300 $0.31/sf 
 Insurance $5,723 $0.08/sf 
 On-Site Payroll $60,138 $0.80/sf 
 Management Fee @ 5% $24,349 $0.32/sf 
 General & Administrative $21,800 $0.29/sf 
 Advertising / Promotion $2,255 $0.03/sf 
 Common Utilities $61,641 $0.82/sf 
 Maintenance $56,379 $0.75/sf 
 Miscellaneous $750 $0.01/sf 
 Replacement Reserves $26,250 $250/unit 
TOTAL EXPENSE ($282,585) 
 
NET OPERATING INCOME $204,387 
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Exhibit 8-2 (Cont.) 
Sample Bulk Industrial Property 
Stabilized Operating Statement 

 
GROSS POTENTIAL RENT 115,479 sf @ $3.50/sf $404,177 
LESS: VACANCY @ 5%  ($20,209) 
EFFECTIVE GROSS RENT  $383,968 
ADD: EXPENSE REIMBURSEMENTS $42,785 
EFFECTIVE GROSS INCOME  $426,753 
LESS:  EXPENSES 
 Management Fee @ 4% $15,359 
 Property Taxes $35,700 $0.31/sf 
 Insurance $9,238 $0.08/sf 
 Common Area Maintenance $28,870 $0.25/sf 
 Structural Reserves $5,774 $0.25/sf 
TOTAL EXPENSE ($94,941) 
 
NET OPERATING INCOME  $331,812 
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Exhibit 8-2 (Cont.) 
Sample Neighborhood Strip Retail Property 

Stabilized Operating Statement 
 

Everything’s $0.42 2,200 sf @ $12.50 $27,500 
Bad Cuts  1,800 sf @ $13.00 $23,400 
Return to Sender Mail 2,000 sf @ $12.00 $24,000 
Day Old Sandwiches 2,400 sf @ $14.00 $33,600 
Boxer Shorts R Us 3,000 sf @ $12.00 $36,000 
Things and More Things 2,600 sf @ $13.50 $35,100 
8 Track Tape Exchange 1,500 sf @ $11.50 $17,250 
 
POTENTIAL GROSS RENTAL  $196,850 
ADD: EXPENSE REIMBURSEMENTS  $37,975 
POTENTIAL GROSS INCOME  $234,825 
LESS: VACANCY @ 5%  ($11,741) 
EFFECTIVE GROSS INCOME  $223,084 
LESS: EXPENSE 
 Management Fee 4% of EGI $8,923 
 Property Taxes $1.50/sf $23,250 
 Insurance $0.20/sf $3.100 
 Common Area Maint. $0.75/sf $11,625 
 Administrative $0.10/sf $1,550 
 Structural Reserves $0.10/sf $1,550 
TOTAL EXPENSES  ($49,998) 
 
NET OPERATING INCOME $173,085 
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Exhibit 8-2 (Cont.) 
Sample Limited Service Hotel 

 
Available Rooms 94 
Stabilized Occupancy 76% 
Average Daily Rate $67.00 
 
GROSS REVENUE 
 Rooms $67 x 0.76 x 365 x 94 $1,747,065 
 Telephone  $24,941 
 Food & Beverage  $0 
 Miscellaneous  $26,216 
EFFECTIVE GROSS REVENUE  $1,798,222 
 
DEPARTMENT EXPENSES 
 Rooms $305,736 16.9% 
 Telephone $29,700 1.6% 
 Food & Beverage $17,471 1.0% 
 Net Miscellaneous $5,425 0.3% 
TOTAL DEPARTMENTAL $358,332 19.8% 
 
UNALLOCATED EXPENSES 
 Administrative & General $126,900 7.0% 
 Franchise Fees $90,411 5.0% 
 Marketing / Guest Entertainment $95,835 5.3% 
 Operations / Maintenance $70,500 3.9% 
 Utilities $56,400 3.1% 
 Miscellaneous $0 0.0% 
TOTAL UNALLOCATED $440,046 24.3% 
 
NON-OPERATING EXPENSES 
 Management Fees $108,493 6.0% 
 Property Taxes $63,450 3.5% 
 Insurance $32,618 1.8% 
 Replacement Reserves $54,246 3.0% 
TOTAL NON-OPERATING $258,807 14.3% 
 
TOTAL EXPENSES  ($1,057,185) 
 
NET OPERATING INCOME   $741,037 
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Visual 8-5 continued 
 

Key factors to be considered when underwriting the borrowing entity’s 
cash flow include: (Visual 8-5) 
 

⚫ gross potential rent 
 

⚫ vacancy/collection 
 

⚫ gross collected rent 
 

⚫ other income 
 

⚫ operating expense/pass throughs 
 

⚫ management fees 
 

⚫ replacement reserves 
 

⚫ leasing fees/concessions/tenant finish  
 

⚫ net operating income (NOI) 
 

⚫ debt service 
 − interest rate 
 − amortization 
 − rate adjustments 
 − mini-perms 
 − escrows 
 

⚫ debt service coverage 
 

A key issue to address when underwriting an income property loan 

is the distinction between physical occupancy and economic 

occupancy. Physical occupancy focuses on the number of occupied 

units while economic occupancy relates gross collected rent to gross 

potential rent. Exhibit 8-3 demonstrates the difference. 
  

The lender should also determine if the borrower has made a 

provision for replacement reserves, leasing expenses, tenant finish 

and rental concessions in the operating statements.  If the borrower 

has failed to provide for these expenses, the lender must make a 

provision in the financial analysis supporting the lending decision. 
 

Physical and economic occupancy tend to parallel when economic 
times are good but can diverge significantly when the economy 
deteriorates.  
 

Another risk income property lenders must assess is rollover risk – the 
number. the square footage and gross potential rent of leases maturing 
in the next 6, 12 or 18 months.  Attention must be paid to the  rental  
rates on  leases expiring.  Rental  rates on  maturing leases  
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which are greater than market rents particularly if new leases for the 
property have lower rental rates suggest gross potential rent could fall  
and/or vacancy increase.  The combination of these factors will have a 
substantial adverse impact on the income, debt service coverage and 
value of the property. 
 

Exhibit 8-3 
Physical vs. Economic Occupancy 

 

A 100 unit apartment property reports a 5% vacancy. 75% of the units are turned over 
(and must be re-leased) annually. It takes two weeks to clean and repair units between 
tenants. Also, new one-year leases require one month’s free rent and the historical 
collection loss is 2%. What is the economic occupancy for this property? 
 
   Rental Weeks 
 
 Total Rental Weeks (100 x 52) 5,200 
 

 -  Vacancy (5%) <260> 
 

 - Releasing (75 units x 2 weeks) <150> 
 

 - Concessions (75 units x 1 month free rent) <300> 
  

 - Collection Loss <104> 
 

 Effective Occupancy 4386 
 

 Economic Occupancy 84.3% 
 

 Physical Occupancy 95.0% 
 
Prepared by Michael Hendren. Reprinted with permission. 
 

 

 

The income property version of the “30 Second” analysis (Exhibit 8-
4) highlights the key factors influencing the primary and secondary 
sources of repayment for an income property loan e.g. recurring cash 
flow from the lease of the property, liquidity of the sponsor/guarantor 
and the market value of the property serving as collateral for the loan. 
 

The Loan Screening Worksheet (Exhibit 8-5) is a more focused 
assessment of factors determining a good income property lending 
opportunity and highlighting issues that will have to be addressed in a 
more comprehensive analysis of the loan request. 
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Caution: These tools do not replace more comprehensive analysis of 
factors determining the cash flow of the property, the value of the 
collateral and financial strength of the sponsor and guarantors.  These 
are generic forms and should be used in the context of the property 
type, market and submarket. 

Exhibit 8-4 
Income Property 

“30 Second” Analysis 
 
 
 Positive  Negative 
 
Gross Potential Rent Growing  Declining  
 
Physical Vacancy % * Declining/Stable  Increasing  
 
Operating Expense % Declining/Stable  Increasing  
 
Guarantors Liquid Assets Increasing/Stable  Declining  
 
Property Values in Market * Increasing/Stable  Decreasing  
 
Total Checks (Maximum of five)  _____   _____  
 
 
One Negative  – Are there two offsetting positives 
Two Negatives  – Potential problem if corrective action is not underway 
Three Negatives –  Actual problem 
Four Negatives  –  Potential default 
Five Negatives  – Probable loss 
 
 
* Specific to Market /Submarket For this Property/Type 
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Exhibit 8-5  
Loan Screening Worksheet 

  
CHARACTER     Personal Credit History 
 Does the owner have a FICO Score > 660? Yes _________  No __________  
 Do you believe the owner has a good credit history? Yes _________  No __________  
 
CAPACITY            Occupancy 
 

Physical 
Rented Units/Space =  _________________  Greater than 95% Yes ____  No ____  
Available Units/Space 
 

Economic 
Gross Collected Rent =  _________________  Greater than 90% Yes ____  No ____  
Gross Potential Rent 
Percentage of Leases Maturing Within 18 Months <15%  Yes ____  No ____  
 

All Individual Tenant Annual Rent < 25% of Gross Annual Potential Rent? Yes ____  No ____  
 
CAPACITY           Debt Service Coverage Ratio 
 

Net Operating Income * Minus Distributions In Lieu Of Taxes (27%) Greater than 1.25 Yes ____  No ____  
Interest + CMLTD (Debt Service) 
*Net of Replacement Reserves 
 

Personal Cash Flow 
Salary + Interest/Dividends + Schedule E EBIDA (NOI) 

+ Distributions + Retirement Income + Other Income (Cash Adjustment) – Taxes  
 

_____________________________________   = 
 

Global Debt Service Coverage 
 

 Personal Cash Flow – Per. Liv. Exp. (25%) + Business Cash Flow – Distributions Greater than 1.25 Yes ____  No ____  
   Personal Debt Service + Business Debt Services 
                     
CAPITAL        Leverage 
Equity in Transaction > 20% (% of Total Transaction) Yes ____  No ____  
 

Global Equity to Assets** >25% Yes ____  No ____  
 

** Total Tangible Equity of Owner and All Related Entities 
   Total Assets of Owner and All Related Entities 
 

COLLATERAL     Collateral Coverage 
 

Date of Most Recent Appraisal __________________  
 
RE:  __________________________  X .70 =  ____________________________  (Improved) 
 

RE:  __________________________  X .40 =  ____________________________  (Unimproved) 
 

 Total =  ____________________________  
  Greater than 1:1 Yes ____  No ____ 
  
 

COLLATERAL     Guarantors/Sponsors 
 
Does/do the guarantor(s) add strength to the Loan?     Yes ____  No ____    

Date of Most Recent PFS  __________________    

Date of Most Recent Tax Return  __________________  
 

Guarantor Liquid Assets $ _________________   
Guarantor Direct & Contingent Liabilities $ _________________  Greater than 10% Yes ____  No ____  
 Unavailable      ____  
 

Guarantor Global Cash Flow $ _________________   
Guarantor Global Debt Service $ ________________  Greater than 1.25 Yes ____  No ____  
 Unavailable  ___  
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Underwriting the Property/Collateral 
 

The secondary source of repayment for an income property loan is sale 
of the property serving as collateral for the loan. Underwriting the 
property/collateral requires not only a site visit and review of the 
appraisal but also analysis of the leases and tenants. Specific issues to 
be addressed include 
 

⚫ leases 
 

 – square footage/units 

 – base/step-ups 

 – term/extensions 

 – concessions 

 – escalators/recoverables 

 – security deposits 

 – maturing leases (rollover risk) 
 

⚫ quality of tenants 
 

 – financial strength 

 – industry 

 – covariance i.e. related industries 
 

The lender must also inspect the property paying particular attention 
to evidence of deferred maintenance and potential environmental 
issues. Appraisal and environmental issues will be addressed later in 
this module. 
 

Stress Testing 
 

A key part of underwriting an income property loan is stress testing by 
varying assumptions on 
 

⚫ gross potential rent adjusted for maturing leases 
 

⚫ vacancy/collection loss 
 

⚫ operating expenses 
 

⚫ interest expense 
 

⚫ capitalization (cap) rate 
 

Exhibit 8-6 demonstrates the geometric impact on value from varying 
one or more of these key factors. In an economic downturn, it is not 
just one of these factors that change, they all change. Appraisal review 
and stress testing attempt to assess the potential for volatility in debt 
service coverage and collateral values. Income property values have 
fallen an average of 35 to 40% in recent economic downturns. 
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Exhibit 8-6 
Stress Testing 

Multi-family Property 
 
Loan Inception  Economic 
Downturn 
 
$200,000 Gross Potential Rent $180,000 
 
<10,000> (5%) Vacancy / Collection   <21,600> 12% 
 
190,000  Gross Collected 158,400 
 
90,000  Operating Expenses 95,000 
 
100,000  Net Operating Income 63,400 
 
8%  Capitalization Rate 12% 
 

800,000  Appraised Value 528,333 
 

600,000  Loan Amount 595,000 
 
75% Loan to Value 113% 
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Exhibit 8-6 (Cont.) 
Stress Testing 
Office Building 

 

Volatility of Real Estate Values 
 

 Assume these facts: 
  

  10,000 sq. ft. office building 
  $10 per square foot rent 
  $100,000 gross potential income 
  10% vacancy 
  $4 per sq. ft. expenses 
  Cap rate: 10% 
  NOI = $50,000 
  Value = $500,000 
  Loan Amount = $400,000 @ 80% loan/value 
  25 year loan @ 9% payments = $40,281/year 
  Debt Service Coverage = 1.24 
 

1. Change the rental rate to $9. 
  NOI - $41,000 
  Value = $410,000 
  80% of Value = $328,000 
  If your loan was $400,000, there isn’t much value 
 (97.56%) or DSC (1.02). If NOI goes down, you reduce your DSC cushion. 
 

2. Change the vacancy rate to 15% 
  NOI = $45,000 
  Value = $450,000 
  80% of Value = $360,000 
  If you loaned $400,000, LTV is 89% and DSC is 1.12. 
 

3. Change the expenses to $5 per sq. ft. 
  NOI = $40,000 
  Value = $400,000 
  80% of Value = $320,000 
  If you loaned $400,000, LTV is 100% and DSC is .99. 
 

4. Change the Cap Rate to 12% 
  NOI = $50,000 (unchanged) 
  Value = $417,000 
  80% of Value = $333,600 
  If you loaned $400,000, LTV is 96%, but DSC remains at 1.24. 
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Project Monitoring 
 

An important element of managing income property loans is project 
monitoring. The first step is getting timely financial information 
including: 
 

⚫ operating statements 
 

⚫ rent rolls 
 

⚫ tax returns 

 – borrowing entity 

 – sponsor/guarantors 

 – related entities 
 

⚫ reserves 
 

Also important are periodic site inspections to verify physical 
occupancy and the physical condition of the property. The lender must 
verify leases and confirm that taxes, insurance and utility payments are 
current 
 

Equally important is monitoring market and submarket conditions 
focusing on  
 

⚫ current inventory and absorption by property type 
 

⚫ rental rates 
 

⚫ concessions 
 

⚫ property class e.g. A, B 
 

⚫ potential new inventory 
 – permitted 
 – under construction 
 – subleasing 
 

Debt Yield 
 

Many banks and institutional investors are becoming concerned that 
historically low interest rates, extended amortizations and unusually 
low capitalization (cap) rates are causing lenders to make larger loans 
than could be justified in a more normal interest rate environment. 
 

These institutions are employing a concept called Debt Yield as a 
second validation of the reasonableness of the loan amount relative to 
the recurring cash flow of the property. Debt Yield focuses exclusively 
on the maximum first mortgage loan amount the cash flow of the 
property (NOI) can support and generate an acceptable return to the 
lender/investor if the lender had to take possession of the collateral to 
satisfy the loan. 
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It provides a second perspective on the reasonableness of a loan 
request which minimizes the importance of debt service coverage and 
loan to value which can be heavily influenced by market interest rates, 
interest only terms, extended amortization periods and artificially low 
capitalization rates especially in a strong real estate market.  Debt 
Yield is not intended to replace more traditional underwriting. 
 

Debt Yield is defined as the Net Operating Income (NOI) divided by 
the first mortgage debt amount times 100%.  Ten per cent (10%) is 
generally considered to be the lowest acceptable debt yield on a typical 
income property loan.  Visual 8-6 provides an example of the 
calculation. 

 
Visual 8-6 

Debt Yield Example 
 

A commercial property has NOI of $437,000 per year. The 
lender has been asked to make a new first mortgage loan in 
the amount of $6,000,000.  
 

NOI/ Proposed First Mortgage X 100% = Debt Yield 
 

$437,000 / $6,000,000 X 100% = 7.3% 
 

If the lender requires a minimum debt yield of 10%, the 
maximum loan amount would be $4,370.000 
 

$437,000 / 10% = $4,370,000 
 

Debt Yield provides an estimate of what a lender or investor could 
expect in a cash-on-cash return if the lender foreclosed on the property 
the day the loan was made.  The Debt Yield becomes a test of the 
maximum reasonable amount of a loan (Visual 8-6) the recurring cash 
flow of the property can support.  Typically, a Debt Yield ratio of 10% 
correlates to a 63 to 70% loan to value.  It also suggests a ten-year 
amortization of the first mortgage if all the NOI is dedicated to debt 
service. 

 
Debt Yield does not consider the cap rate used to value the property, 
the interest rate on the loan or the amortization. Lenders and investors 
are concerned low interest rates, extended amortizations, low cap rates 
and higher leverage are pushing commercial real estate valuations and 
loan amounts to unrealistic levels especially if interest rates rise and 
underwriting guidelines become more conservative. 
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Underwriting Acquisition/Development 
(A&D)/Construction Loans (Visual 8-7) 
 

Builder/Developer/Contractor Risks 
 

Lending to builders/developers and contractors is very similar to 
lending to any other manufacturers. Builders and developers are 
subject to many of the same operating risks. 
 

⚫ manufacturing/construction risk 
 

⚫ inventory risk 
 

⚫ sales risk/guaranteed maximum contract 
 

⚫ collection risk 
 

⚫ market risks 
 – zoning/required approvals 
 – rising construction costs 
 – lengthening sales time 
 – rising interest rates 
 – falling house prices/concessions 
 – changing permanent loan underwriting standards 
 

Drivers of Demand 
 

Three factors drive the demand and price of single-family residences 
 

⚫ job growth 
 

⚫ median income vs. median home price in the market i.e. can the 
median income family afford the median priced home 

 

⚫ cheaper to own or rent 
 

These factors were positive in most home markets from 2002 - 2004. 
As interest rates began to rise in 2004 and 2005 and real estate prices 
ballooned in many markets these factors began to turn negative. Many 
buyers continued to qualify for loans because of aggressive 
underwriting, structure and pricing of loans. The mortgage market 
changed dramatically in late 2006 and 2007 precipitating a significant 
slowdown in home sales and falling prices. 
 

The factors influencing the demand for single family residential 

housing are the opposite of the factors driving the demand for 

multifamily housing and help to explain the recent surge in multi-

family housing construction. Many of these factors are now turning 

in  favor of single-family  residential housing  especially job growth  
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and rising rents. These factors signal impending problems in multi-

family loans compounded by the number of new projects which came 

to market in 2018 especially in the luxury apartment market.  
 

Underwriting the Project 
 

There are several issues that must be addressed when underwriting an 
acquisition/development/construction project. The first issue is the 
borrowing entity. The entity was probably created to develop the 
project. The entity will generally have limited equity and liquidity. 
 

The financial strength is generally the parent entity, principal or 
sponsor. Key issues to be considered are 
 

⚫ character 
 

⚫ experience 
 

⚫ experience with this type of project e.g. commercial vs. 
residential, property type, price point 

 

⚫ reputation 
 

⚫ FICO score 
 

⚫ liquidity 
 

⚫ global cash flow 
 

⚫ contingent liabilities 
 

⚫ lifestyle 
 

Quite often success of the project will be influenced by the 
builder/developer’s professional partners and development team. 
These partners include 
 

⚫ construction engineer/architect 
 

⚫ attorney 
 

⚫ realtor/leasing agent 
 

⚫ subcontractors 
 

It is important to assess the qualifications, reputation and experience 
of the professional partners. 
 

It is also important to evaluate the project itself. The initial focus needs 
to be on where the project is in the stages of development i.e. raw land, 
acquisition/development, construction, pre-sold/pre-lease, vs. spec. 
Other considerations include: 
 

⚫ pre-sold/pre-lease vs spec 
 

⚫ feasibility/market study 
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⚫ construction budget 
 

⚫ price point 
 

⚫ market inventory/absorption 
 

⚫ cash equity 
 

⚫ reserves 

 – contingency 

 – interest 

 – tenant finish 

 – cost overruns 
 

⚫ hard vs. soft costs 

 – appreciated land 

 – zoning 

 – builder profit 

 – “sweat equity” 
 

⚫ releases upon sale especially acquisition/development 
 

Stress Testing 
 

Stress testing is critically important when assessing the A&D/ 
construction lending relationship. The stress testing should focus on 
changes in interest rates and lengthening absorption times. During the 
last recession, interest rates were at historic lows but the lengthening 
hold time for a project had a greater impact on the profitability of the 
project and the sponsor’s ability to carry the project. Many lenders 
found that interest reserves were inadequate, builders/developers 
lacked liquidity and capital to “hang on” and declining property values 
precluded restructuring the loan without a substantial infusion of 
equity. 
 

Project Monitoring 
 

Project monitoring is also important. The lender must assure the 
project is 
 

⚫ built right 
 

⚫ on time 
 

⚫ within budget 
 

⚫ legally clear 
 

To assure each of these elements is addressed, the lender must monitor 
 

⚫ construction budget 
 

⚫ draw requests 
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⚫ draw inspections 

 – third party  

 – lender 

 – lien waivers/filings 
 

⚫ lease-up/sale compared to budget 

 – absorption 

 – sales price/rental rate 

 – concessions 
 

⚫ must assure adequate funds available in construction budget to 
complete and lease or sell the project i.e. “in balance”  

 

The lender must also monitor the financial condition of the 
sponsor/guarantor. To facilitate the process, the lender must get 
financial statements and tax returns on the borrowing entity, 
sponsors/guarantors and related entities. The lender must assess the 
total exposure with the bank as well as exposure to other lenders, other 
developments, different price points in the market. The lender must 
insist on full disclosure of all direct, indirect and contingent liabilities. 
The lender must be sensitive to the status of other projects because 
problems in another project the sponsor is involved in, even if it is not 
financed by the bank, could jeopardize the bank’s project. 
 

The lender must also monitor the market focusing on 
 

⚫ inventory/absorption 

 – market/submarket 

 – subdivision 

 – price point 
 

⚫ sales prices/rental rates 
 

⚫ concessions 
 

⚫ new inventory 

 – under construction 

 – permitted 

 – foreclosure 

 – subleasing 
 

Environmental Risks 
 

Governing Laws 
 

The Comprehensive Environmental Response, Compensation and 
Liability Act (CERCLA) defines the chain of parties who can be held 
responsible for cleanup of environmental waste. The Superfund 
Amendments and Reauthorization Act (SARA) defines criteria for the  
innocent  landowners  defense  and  criteria  for  lenders  to avoid 
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liability for cleanup. The Environmental Protection Agency (EPA) 
Lender Liability Rule issued in 1992 and codified into law with the 
Asset Conservation, Lender Liability, and Deposit Insurance Act of 
1996 defines acceptable bank actions without incurring liability for 
cleanup. 
 

The EPA Rule distinguishes between actions taken to protect a 
security interest and acts of ownership. It identifies four stages of 
lender involvement in a loan. 
 

⚫ inception 
 

⚫ monitoring 
 

⚫ workout 
 

⚫ foreclosure 
 

To be held liable for the environmental cleanup, the bank must actively 
participate in management exercising decision making control over the 
borrower’s environmental compliance or disposal activities or 
exercising executive or operational control over the borrower. 
 

The EPA Rule provides guidance to lenders on actions to avoid liability 
for environmental contamination. The EPA Rule does not supersede 
state laws assigning responsibility for clean-up of hazardous wastes.  
 

Environmental Risk Due Diligence 

 

To avail itself of the Innocent Landowner Defense provided in 
CERCLA, a bank must do appropriate due diligence prior to taking 
real estate as collateral to determine the potential for environmental 
contamination. The first step is for the lender to require the owner of 
the property to complete an Environmental Questionnaire or 
equivalent. The owner should provide a history of the property and 
outline the uses of the property. The owner should certify that he/she 
has no knowledge of environmental contamination from prior or 
current uses of the property.  The lender may also require the borrower 
to indemnify the bank if environmental contamination is subsequently 
determined to be present. 
 

The lender should also complete an Environmental Questionnaire 
which should include (Visual 8-8): 
 

⚫ review of the property’s prior uses 
 

⚫ review of EPA and state lists of identified hazardous waste sites 
 

⚫ physical inspection of the property including adjacent properties 
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⚫ warranties from the borrower about the planned use for the 

property 
 

⚫ review of the borrower’s plan for appropriate disposal of 
hazardous waste 

 

⚫ consider the presence of asbestos, radon, underground storage 
tanks, lead paint, mold and wetlands 

 

An American Society for Testing and Materials (ASTM) 
Environmental Screen can be completed by the lender and meets the 
requirements for due diligence. 
 

The lender may contract for an Environmental Desktop Review 
(EDR). The vendor will do a 
 

⚫ records search 
 

⚫ risk assessment 
 

⚫ historical records and database review 
 

⚫ environmental historical report 
 

⚫ environmental database review 
 

⚫ topographical (elevation) assessment of subject property 
 

The EDR will assess the potential for contamination of the existing 
property as well as contamination of properties in a defined area 
around the subject property and the potential for subsidence of 
contamination in the ground water. 
 

Any concerns arising from the lender’s assessment require an expert 
assessment. A Phase One environmental assessment determines 
whether hazardous wastes may be present. Phase Two quantifies the 
level of contamination. Phase Three estimates the cost of remediation. 
 

While administering/monitoring the loan, all actions taken by the bank 
must be consistent with protecting its security interest.  The basis for 
these actions may be defined in a loan agreement but must be 
commercially reasonable. 

 

An often-overlooked source of environmental risk is farm land. Farms 
frequently have tanks for on-farm storage of fuel.  Farmers often do 
not properly dispose of garbage, waste oil or herbicides and pesticides. 
Fertilizer and other farm chemicals can contaminate ground water. 
 

The EPA All Appropriate Inquiries Rule (AAIR) was promulgated in 
November 2005 and became effective November 1, 2006. The AAIR 
extends environmental due diligence requirements to purchasers of 
real  estate if they wish  to  obtain protection  from  potential  liability  
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under CERCLA as an innocent landowner, a contiguous property 
owner or a bona fide prospective purchaser. The due diligence 
requirements under AAIR are more stringent than the requirements for 
banks and the parties who can do the due diligence must meet higher 
professional standards.  
 

As part of the environmental risk assessment of a loan, the lender 
should evaluate whether it is appropriate to require the borrower to 
perform an evaluation that meets the standards and practices of the 
EPA All Appropriate Inquiries Rule. Banks considering taking 
property into Other Real Estate may want to comply with the more 
stringent AAIR requirements. 
 

An environmental assessment does not eliminate environmental risks. 
The borrower may become insolvent because of costs incurred to 
comply with environmental cleanup. Environmental liens may be 
attached to the bank’s collateral significantly reducing the value of the 
collateral. Most importantly, even if the bank cannot be held liable for 
the cleanup, the bank will be unable to sell the collateral until the 
environmental hazards have been remediated.     Alternatively, a 
prospective buyer will discount the purchase price by enough to cover 
the cost of remediation. Also, the borrower’s management may be 
jailed if convicted of an environmental crime. 
 

APPRAISALS 
 

Regulations 
 

The Financial Institutions, Reform, Recovery and Enforcement Act of 
1989 (FIRREA) defines the appraisal requirements for federally 
regulated real estate transactions where the loan is secured wholly or 
in part by real estate and not subject to exemptions provided in 
amendments to the regulations. Residential appraisals and certain 
residential transactions for loan amounts >$250,000* and less than 
$1,000,000 may be performed by licensed appraisers. Appraisals of 
properties securing commercial transactions > $250,000*, transactions 
of $1,000,000 or more, complex 1-4 residential transactions 
>$250,000*, residential   properties   >$1,000,000 and 5+ residential 
properties >$250,000* require a certified appraiser.  Loan amounts 
$250,000* or less, loans that qualify for  $1,000,000 business 
exemption or involve a subsequent transaction to an existing extension 
of credit require an evaluation by a qualified individual. 
 

NOTE:  The regulators have promulgated a change to the 
appraisal regulations which would raise the threshold for an 
appraisal on residential properties to $400,000.  The threshold for 
appraisals on commercial properties was raised to $500.000 
effective 4/19/18, An evaluation would still be required for loan 
amounts  <$400,000  (residential*)  and  <$500,000 (commercial).   
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The threshold for exemptions on business loans <$1MM did not 
change.  The comment period for the change in the residential 
appraisal threshold has closed but the final regulation has not 
been issued. 
 

Exhibit 8-7 summarizes the regulatory appraisal requirements for 
various property types and loan amounts.  
 

The Act requires banks to adopt and maintain a comprehensive real 
estate lending policy, a written appraisal and evaluation program 
which 
 

⚫ defines appraisal standards 
 

⚫ establishes a method to monitor the value of real estate collateral 
 

⚫ establishes the way the institution selects, evaluates and monitors 
the individuals who perform or review real estate appraisals 

 

⚫ defines the steps the bank will take when ordering and reviewing 
an appraisal to assure independence 

 

The act requires that a qualified individual independent of the lending 
decision perform a written appraisal review to test compliance with 
policy and to detect deficiencies in the appraisal. 
 

On June 7, 1992 the regulatory agencies adopted amendments to the 
appraisal regulations. These amendments: 
 

⚫ increased the dollar threshold for required appraisals from 
$100,000 to $250,000 (subject to change for residential 
properties) and the threshold for commercial properties has been 
increased to $500.000) 

 

⚫ expanded the “abundance of caution” exemption and deleted 
language requiring that terms of the transaction not be more 
favorable than would be offered in the absence of the lien 

 

⚫ created exemptions for  transactions  (1) where  the  proceeds  
were used to purchase real estate even though the transaction is 
not secured by real estate (2) for liens taken for purposes other 
than collateral e.g. protect legal access (3) business loans less than 
or equal to $1,000,000 where sale or rental of the real estate  is  
not  the  primary  source of repayment  (4)  purchase,  sale  or 
exchange of  pools   of  loans  if each loan met the appraisal 
requirements at  the  time of  origination  (5)  loans  wholly  or  
partially  insured or guaranteed by  the U.S.  government or a 
government sponsored agency (6) loans qualifying for sale to a 
government sponsored agency or conforming to FNMA/FHLMC 
appraisal guidelines (7) when acting in a fiduciary capacity (8) 
abundance of caution 
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Exhibit 8-7*  
Regulatory Appraisal Requirements  

 

⚫ Subject to change 
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⚫ allowed renewals or refinance of an existing loan without a new 

appraisal provided there is no material change in market 
conditions or the physical aspects of the property or advance of 
new monies other than to cover reasonable closing costs 

 

⚫ all required appraisals must 
 

 − conform to Uniform Standards for Professional Appraisal  
Practice (USPAP) 

 

 − be written and contain sufficient information to support the  
analysis 

 

 − analyze and report deductions and discounts for proposed  
construction, renovation, partially leased buildings, 
nonmarket lease terms and tract developments with unsold 
units 

  

 − be based upon the definition of market value set forth in the  
appraisal regulation 

 

 − be performed by state licensed or certified appraisers in  
accordance with requirements set forth in the appraisal  
regulation 

 

The regulatory agencies adopted Interagency Appraisal and 
Evaluation Guidelines on December 2, 2010. 
 

The Guidelines replace the  
 

⚫ 1994 Interagency Appraisal and Evaluation Guidelines 
 

⚫ Statement of Appraisal Standards 
 

⚫ Interagency Statement on Independent Appraisal and Evaluation 
Functions 

 

⚫ 2006 Revisions to Uniform Standards of Professional Appraisal 
Practice 

 

The Guidelines incorporate recent supervisory issuances and reflect 
changes in industry practice, uniform appraisal standards and available 
technologies. As with prior issuances, the Guidelines apply to all real 
estate lending functions within a federally insured financial institution, 
including commercial and residential lending departments, capital 
market groups, and asset securitization and sales units. 
 

The Guidelines: 
 

⚫ recognize that while borrowers’ ability to repay real estate loans 
according to reasonable terms remains the primary consideration 
in a lending decision, sound collateral valuation practices are an 
integral part of the loan underwriting process 
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⚫ update and replace existing supervisory guidance to reflect 

developments regarding appraisals and evaluations as well as 
changes in appraisal standards and advancements in regulated 
institutions’ collateral valuation methods 

 

⚫ clarify that collateral valuation methods that use an analytical 
method or technological tool, such as an automated valuation 
model, cannot be substituted for an appraisal when the transaction 
requires an appraisal 

 

⚫ enhance the requirements for collateral valuation methods for 
transactions that permit the use of an evaluation and specify that 
valuation methods that do not provide a property’s market value, 
such as a broker price opinion, are not acceptable as an evaluation 

 

⚫ instruct institutions to file a complaint with the appropriate state 
appraiser regulatory officials when they suspect that a state 
certified or licensed appraiser fails to comply with the Uniform 
Standards of Professional Appraisal Practices (USPAP), 
applicable laws, or engages in other unethical or unprofessional 
conduct, and to file a suspicious activity report (SAR) with the 
Financial Crimes Enforcement Network when the suspicious 
activity meets the SAR filing criteria 

 

The Guidelines clearly state that the bank’s board of directors or its 
designated committee is responsible for adopting and reviewing 
policies and procedures that establish an effective real estate appraisal 
and evaluation program. The program should: 
 

⚫ provide for the independence of the persons ordering, performing, 
and reviewing appraisals or evaluations 

 

⚫ establish selection criteria and procedures to evaluate and monitor 
the ongoing performance of appraisers and persons who perform 
evaluations 

 

⚫ ensure that appraisals comply with the Agencies’ appraisal 
regulations and are consistent with supervisory guidance 

 

⚫ ensure that appraisals and evaluations contain sufficient 
information to support the credit decision 

 

⚫ maintain criteria for the content and appropriate use of evaluations 
consistent with safe and sound banking practices 

 

⚫ provide for the receipt and review of the appraisal or evaluation 
report in a timely manner to facilitate the credit decision 

 

⚫ develop criteria to assess whether an existing appraisal or 
evaluation may be used to support a subsequent transaction 
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⚫ implement internal controls that promote compliance with these 

program standards, including those related to monitoring third 
party arrangements 

 

⚫ establish criteria for monitoring collateral values 
 

⚫ establish criteria for obtaining appraisals or evaluations for 
transactions that are not otherwise covered by the appraisal 
requirements of the Agencies’ appraisal regulations 

 

Independence 
 

Individuals involved in the appraisal process must be independent. 
 

⚫ the appraiser must be competent to perform the appraisal and has 
no interest in the property or the transaction 

 

⚫ the lending institution must engage the appraiser and the 
individual engaging the appraiser must be independent from the 
lending decision e.g. credit administration or an independent 
appraisal function. The individual should oversee the selection of 
appraisers and individuals providing evaluation services. The 
lender but not the borrower may select an appraiser appropriate 
for the transaction from an approved list 

 

⚫ typically, the person ordering the appraisal will solicit three bids 
which are presented to the borrower without the name of the 
appraiser.  The borrower will select the appraiser based on cost 
and/or anticipated delivery date 

 

⚫ independence may not be possible in a small institution but 
officers, executive officers or directors with authority for ordering 
or reviewing appraisals should not have approval authority for the 
transaction.  If any of the above engages the appraiser, reviews the 
appraisal or performs an evaluation they should abstain from 
voting on the loan 

 

⚫ institutions are expected to have in place policies and procedures 
for reviewing appraisals and evaluations. At a minimum, the 
policies and procedures should: 

 

 − address the independence, educational and training qualify-
cations, and role of the reviewer 

 

 − reflect a risk-focused approach for determining the depth of 
the review 

 

 − establish a process for resolving any deficiencies in appraisals 
or evaluations 

 

 − set forth documentation standards for the review and  the 
resolution of noted deficiencies 

 



8 Responsible Commercial Real Estate Lending 

 

(c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 

All rights reserved. Subject to annual license expiring January 31, 2020 8-35 

Notes 
⚫ completed appraisals and evaluations must be reviewed by a 

qualified and adequately trained individual who is not involved in 
the lending decision. All appraisals and evaluations require a 
compliance review and large/more complex transactions require a 
technical review e.g. testing assumptions used in arriving at the 
estimate of value 

 

⚫ institutions must perform periodic independent reviews of a 
sample of the appraiser’s work as the basis for reauthorization to 
the institution’s approved appraisers list 

 

Scope of Work 
 

In, 2006, the Appraisal Standards Board revised USPAP standards to 
place greater emphasis on the appraiser’s process of problem 
identification and development of an appropriate scope of work to 
arrive at an estimate of value. The new Scope of Work Rule clarifies 
the standards for the type and extent of research and analysis 
performed by the appraiser. The departure provisions and terms 
complete and limited appraisal have been eliminated. 
 

USPAP now provides a set of minimum standards for all appraisal, 
appraisal review and appraisal consulting assignments. It also places 
greater emphasis on the scope of work disclosure in the appraisal 
report to provide users with a better understanding of the appraiser’s 
actions in arriving at assignment conclusions. 
 

While client input remains part of the appraisal process generally in 
the context of the engagement letter, it is now the appraiser’s 
responsibility to determine and perform the appropriate scope of work 
that will produce “credible assignment results”. It is important that the 
client detail the purpose and proposed use of the appraisal in the 
engagement letter. 
 

Several key issues which must be addressed within the Scope of Work 
include (Visual 8-9): 
 

⚫ purpose of the appraisal to support 
 

 − value of real estate to be pledged as collateral 
 − proposed bid in a foreclosure proceeding 
 − sale of property 
 − insurance valuation 
 − estate valuation 
 

⚫ definition of value 
 

 −  “As Is” 
 −  “As Completed” 
 −  “As Stabilized” 
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⚫ property interest to be appraised 
 

 − fee simple 
 − leased fee  
 − leasehold interest 
 

⚫ approaches to estimate of value 
 

 − cost  
 − market 
 − income 
 

Pursuant to a 2014/15 USPAP update, Appraisal Reports can take two 
forms ⎯ Appraisal Report and Restricted Appraisal Report.  An 
Appraisal Report includes all the information used by the appraiser in 
preparing the estimate of value.  The Appraisal Report may contain a 
modest or extensive level of detail depending on the intended use of 
the report. A Restricted Appraisal Report provides an estimate of value 
and minimal detail/content.  A Restricted Appraisal Report can legally 
only be relied on by the client not a third party. 
 

Capitalization (Cap) Rate (Visual 8-10) 
 

A key factor in determining the value of an income property is 

the capitalization rate applied to the income stream to arrive at 

an estimate of value.  The Cap Rate converts a stream of income 

into an estimate of value. 
 

⚫ Value = NOI/Cap Rate 
 

⚫ Cap Rate = NOI/Value 
 

There are many alternative approaches to Cap Rates. 
 

⚫ Direct Cap Rate of a stabilized income stream 
 

⚫ Discounted Cash Flow of an un-stabilized cash flow e.g. rollover 
risk      

 

⚫ Overall Cap Rate calculation begins with the real estate 
investment’s first year operating income divided by the 
acquisition cost of the property; and then the Overall Cap Rate 
takes the following components into account which may impact 
the investor’s desired return 

 

 − risk 
 − durability (stability) of the income stream 
 − anticipated appreciation 
 − tax effects 
 − amortization of debt 
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Factors influencing Cap Rates include: 
 

⚫ property type 
 

⚫ property location (market/submarket) 
 

⚫ property condition 
 

⚫ operating history and property cash flow (stability) 
 

⚫ desirability 
 

⚫ market supply and demand for asset class 
 

⚫ underlying economic fundamentals of the region 
 

⚫ market interest rates 
 

Sources of information about appropriate market Cap Rates 
 

⚫ comparable sales i.e. market extraction 
 

⚫ appraisers 
 

⚫ investor surveys 
 

⚫ Band of Investment Theory/Cost of Capital (Visual 8-11) 

     
EXAMPLE:   Equity investors require an 11% return to invest in 
an office building.  Debt financing for 75% of the project cost is 
available based upon a 25-year amortization at 8.25%, which 
equates to a 9.47% mortgage constant (annual debt service 
divided by the loan amount).  
 

The Band of Investment Theory yields the following  
capitalization rate: 
 
 Equity Component 25% @ 11.0%    =  0.0275 
 
 Debt Component    75% @ 9.47% =  0.0710 
 
 Overall Capitalization Rate               =  0.0985  
 

Or   9.85% 

 

Other Appraisal Issues 
 

A residential tract development is a project with five or more units e.g. 
residential building lot, detached single family home, attached single-
family home or a residence in a condominium building; that is 
constructed or is to be constructed as a single development. An 
appraisal supporting a residential tract development loan must meet 
the minimum appraisal standards in the regulatory agencies’ appraisal 
regulations and guidelines i.e. loan amount for the development. 
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The regulatory agencies allow a regulated institution to use an existing 
appraisal to support a subsequent transaction if the institution 
documents that the existing value estimate remains valid.  
 

The regulatory agencies will also allow a lending institution to 
consider using an appraisal addressed to another financial institution 
as long as it meets all of the requirements of the appraisal regulations 
and guidelines. The appraisal must be delivered directly to the bank by 
the institution assigning the appraisal. 
 

A new appraisal or evaluation is necessary if the original reported 
market value has changed due to factors such as: 
 

⚫ passage of time 
 

⚫ volatility of the local market 
 

⚫ changes in terms and availability of financing 
 

⚫ natural disasters 
 

⚫ limited or over supply of competing properties 
 

⚫ improvements to the subject property or competing properties 
 

⚫ lack of maintenance of the subject or competing properties 
 

⚫ changes in underlying economic and market assumptions, such as 
capitalization rates and lease terms 

 

⚫ changes in zoning, building materials, or technology 
 

⚫ environmental contamination 
 

Evaluations 
 

The regulators provided guidance on the requirements for an 
evaluation and the qualifications of individuals preparing evaluations 
in the 3/14/16 Interagency Advisory on the Use of Evaluations. 
 

A written evaluation is required when  
 

 − transaction has value of $250,000 or less (subject to change 
 for residential properties to $400,000) or $500,000 for 
 commercial  properties 

 

 − transaction is a business loan of $1,000,000 or less, and the 
transaction is not dependent on the sale of or rental income 
derived from real estate as the primary source of repayment 

 

−  transaction involves an existing extension of credit at the 
lending institution, provided that: (i) there has been no 
obvious and material change in the market conditions or 
physical  aspects of the  property that threaten  the adequacy  
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 of the institution’s real estate collateral protection after the 

transaction, even with the advancement of new monies; or (ii) 
there is no advancement of new monies other than funds 
necessary to cover reasonable closing costs 

 

Institutions should also establish criteria for obtaining appraisals or 
evaluations for safety and soundness reasons for transactions that are 
otherwise exempt from the agencies’ appraisal regulations. 
 

The evaluation should at a minimum: 
 

⚫ identify the location of the property 
 

⚫ provide a description of the property and its current and projected 
use 

 

⚫ provide an estimate of the property’s market value in its actual 
physical condition, use and zoning designation as of the effective 
date of the evaluation (that is, the date that the analysis was 
completed), with any limiting conditions 

 

⚫ describe the method(s) the institution used to confirm the 
property’s actual physical condition and the extent to which an 
inspection was performed 

 

⚫ describe the analysis that was performed and the supporting 
information that was used in arriving at an estimate of value for 
the property 

 

⚫ describe the supplemental information that was considered when 
using an analytical method or technological tool 

 

⚫ indicate all source(s) of information used in the analysis, as 
applicable, to value the property including 

 

 − external data sources (such as market sales databases and 
public tax and land records) 

 − property-specific data (such as previous sales data for the 
subject property, tax assessment data, and comparable sales 
information) 

 − evidence of a property inspection 
 − photos of the interior and exterior of the property 
 − description of the neighborhood 
 − local market conditions 
 

⚫ include information on the preparer, such as the name, contact 
information, and signature (electronic or other legally permissible 
signature) of the preparer. An evaluation report should include 
calculations, supporting assumptions, and, if utilized, a discussion 
of comparable sales. Documentation should be sufficient to allow 
an institution to understand the analysis, assumptions, and 
conclusions to support the credit decision 
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⚫ qualifications of individuals who perform evaluations 
 

 Individuals who prepare evaluations must be independent of the 

lending decision and should have real estate related training 

 or experience and knowledge of the market relevant to the 

subject property. Based upon their experience and training, 

professionals from several fields may be qualified to prepare 

evaluations of certain types of real estate collateral. Institutions 

should document the qualifications and experience level of 

individuals whom the institution deems acceptable to perform 

evaluations 
 

The Appraisal Institute has taken the position an evaluation does not 
conform to the requirements of an appraisal. A Licensed or Certified 
appraiser who prepares an evaluation must define a limited Scope of 
Work and can only issue a Restricted Appraisal Report   
 

Abundance of Caution 
 

Lenders sometimes take real estate as collateral out of an “abundance 
of caution”. The lender must be able to demonstrate there are 
unassailable primary and secondary sources of repayment independent 
of the sale of the real estate. Since the bank is not relying on the real 
estate as collateral an appraisal or evaluation must not be obtained. 
Lenders may take real estate as collateral out of an abundance of 
caution to preclude the borrower from pledging the real estate to 
another creditor. 
 

Frequently Asked Questions (FAQs) 
 

On October 18, 2018 the federal bank regulatory agencies issued 
Frequently Asked Questions on the Appraisal Regulations and the 
Interagency Appraisal and Evaluation Guidelines. 
  

OTHER LEGISLATIVE AND REGULATORY ISSUES 
 

Congress and the regulators have adopted many laws and regulations 
which impact commercial real estate lending. 
 

FDIC Improvement Act 
 

The FDIC Improvement Act (FDICIA) defines broad underwriting 
guidelines for real estate loans. It also defines maximum loan to value 
ratios for real estate collateral.  
 

⚫ raw land - 65% 
 

⚫ land development or finished lots - 75% 
 

⚫ commercial, multifamily residential and non-residential 
construction - 80% 
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Notes 
⚫ 1 to 4 family construction - 85% 
 

⚫ improved property - 85% 
 

⚫ owner occupied 1 to 4 - no regulatory limit but loan amounts in 
excess of 90% LTV should have appropriate credit enhancement 

 

The Act provides for exceptions to regulatory loan to values. The 
aggregate of exceptions cannot exceed 100% of regulatory capital. The 
aggregate of exceptions for income property and acquisition/ 
development and construction loans cannot exceed 30% of regulatory 
capital. 
 

High Volatility Commercial Real Estate (HVCRE ADC) 
 

Due to large losses incurred by banks especially community banks on  
acquisition, development and construction loans (ADC), the regulators 
on October 17, 2017 issued new capital requirements which require 
banks to maintain 150% of the risk-based capital requirement for loans 
classified as HVCRE. 
 

Intense pressure from banks and other regulated real estate lenders, 
prompted Congress to insert Section 214 Promoting Construction and 
Development on Main Street into the Economic Growth, Regulatory 
Relief and Consumer Protection Act which was signed into law on 
May 24, 2018.   
 

The federal bank regulatory agencies have issued a notice of proposed 
rulemaking (NPR) that would revise the definition of an HVCRE 
exposure. HVCRE would be redefined as High Volatility Commercial 
Real Estate Acquisition, Development or Construction (HVCRE 
ADC) 
 

⚫ a credit facility which is secured by real property primarily 
finances, has financed or refinances acquisition, development or 
construction of real property 

 

⚫ has the purpose of providing financing to acquire, develop or 
improve such real property into income-producing property 

 

⚫ is dependent on future income or sales proceeds from or 
refinancing of, such real property 

 

The NPR would exclude loans financing the acquisition, development 
or construction of the following real properties 
 

⚫ one-to-four-family residential properties 
 

⚫ community development projects 
 

⚫ agricultural land 
 

⚫ existing income property secured by permanent financings 
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⚫ credit facilities reclassified as a non-HVCRE ADC loan 
 

⚫ real estate loans made before January 1, 2015 
 

Also excluded are credit facilities financing 
 

⚫ the acquisition or refinance of existing income-producing real 
property secured by a mortgage on the property, if the cash flow 
generated by the real property is sufficient to support the debt 
service and expenses of the property, in accordance with the 
institution’s applicable loan underwriting criteria for permanent 
financings 

 

⚫ improvements to existing income-producing improved real 
property secured by a mortgage on the property, if the cash flow 
generated by the real property is sufficient to support the debt 
service and expenses of the property, in accordance with the 
institution’s applicable loan underwriting criteria for permanent 
financings 

 

To avoid being classified as HVCRE ADC the commercial real 
property project 
 

⚫ loan-to-value ratio is less than or equal to the applicable maximum 
supervisory loan-to-value ratio as determined by the appropriate 
Federal banking agency 

 

⚫ borrower has contributed cash equity or unencumbered readily 
marketable assets, paid development expenses out-of-pocket or 
contributed real property or improvements equal to 15% of the “as 
completed” value of the property prior to the bank funding the 
credit facility 

 

⚫ the value of the contributed real property is the appraised value of 
the property as determined under the appraisal standards defined 
in FIRREA 

 

⚫ borrower must agree to leave the equity in the property until the 
credit facility is reclassified by the lender as a non-HVCRE ADC 
loan  

 

⚫ the lender can reclassify the credit facility as a non-HVCRE ADC 
loan upon 

 

 − the substantial completion of the development or 
construction of the real property being financed by the credit 
facility and cash flow generated by the real property is 
sufficient to support the debt service and expenses of the real 
property in accordance with the institution’s applicable 
underwriting criteria for permanent financing 
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Loans classified as HVCRE ADC will still require 150% of the risk- 
based capital requirement which will require significantly higher 
pricing to meet the bank’s required return on allocated capital 
(RAROC) 
 

Exhibit 8-8 provides a summary of the NPR 
 

Exhibit 8-8  
HVCRE ADC 
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Collateral Access 
 

The bank must assure it can get access to its collateral.  A key element 
of documentation when collateral is stored in leased premises is a 
landlord’s waiver which requires the landlord to provide access to the 
collateral even if back rent is due. The landlord’s waiver should be a 
requirement when the owner of the building leased to the business is 
also the owner of the business. 

 

An assignment of rents allows the bank to take possession of rents and 
require the tenants to pay rent due to the bank in the event the borrower 
defaults 
 

A Subordination, Non-Disturbance and Attornment agreement 
(SNDA) establishes the rights of the tenant vis a vis the lender in the 
event of foreclosure 
 

⚫ the tenant agrees the lease is subordinated to the lender’s 
mortgage/deed of trust 

 

⚫ the lender agrees it will not take action that would harm the tenant 
e.g. terminate the lease as long as the tenant is performing 
pursuant to the terms of the lease 

 

⚫ the tenant affirms he/she has no claims against the landlord and 
the lease is enforceable. 

 

The lender may require an Estoppel Certificate executed by the tenant 
 

⚫ provides confirmation by the tenant of the terms of the rental 
agreement, such as the amount of rent, the amount of security 
deposit and the expiration of the agreement 

 

⚫ may give the tenant the opportunity to explain if they may have 
any claims against the landlord, which may affect the lender's 
decision to complete the proposed transaction. 

  

Americans with Disabilities Act  
 

The Act requires access to buildings for individuals with disabilities. 
It is important to assess compliance prior to taking real estate as 
collateral. The bank may be required to bring the building into 
compliance upon foreclosure. 
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INSURANCE (Visual 8-12) 
 
National Flood Insurance Program 
 

Financial institutions must require flood hazard insurance for 
residential and commercial properties taken as collateral located in an  
identified flood hazard zone. A separate policy must be obtained for 
every structure on a property determined to be in a flood hazard zone. 
To determine if the borrower’s property is located n a flood hazard 
area, the bank must obtain a flood hazard determination certificate on 
new or renewal loans secured by real estate. 
 

The Biggert-Waters Reform Act of 2012 required that subsidies for 
flood insurance be phased out. Effective October 1, 2013, non-
residential flood insurance rates were to rise 25% annually until 
premiums reached full risk rates for policies in effect before 7-6-12. 
As an alternative to paying higher premiums, the borrower must 
provide FEMA an elevation study and obtain a certificate for 
structures in an identified flood hazard area to demonstrate there is no 
flood hazard risk. 
 

Reacting to outcries from borrowers and realtors complaining about 
the sharp increase in flood insurance premiums and the impact on 
home sales, Congress passed the Homeowner Insurance Affordability 
Act of 2014. The Act delays the onset of flood insurance premium 
increases on residential property mandated by Biggert-Waters for four 
years. 
 

The Act allows homeowners who sell their homes to pass lower flood 
insurance premiums to the next homeowner. It also limits premium 
increases to a maximum of 18% per year. The provisions of the Act do 
not apply to second homes or business properties. 
 

Effective 1-1-16 banks with assets >$1B must escrow flood insurance 
premiums on all new loans and offer voluntary escrow on existing 
loans. 
 

The Act also mandated the Corps of Engineers to redraw flood hazard 
maps which has placed more residences and businesses in a flood 
hazard zone. 
 

NOTE: Funding for the flood insurance program expired on 
September 30, 2017.  Funding has been extended several times and 
is now scheduled to expire on May 31, 2019. 
  



Commercial Lending 

 

 (c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 

8-48 All rights reserved. Subject to annual license expiring January 31, 2020 

Notes 
Hazard Insurance 
 

The lender must determine if the borrower has in place hazard 
insurance.  Hazard insurance takes two forms 
 

⚫ Basic/Broad in which only named perils are covered 
 

⚫ All Risks cover all perils except those specifically excluded 
 

The lender should insist on an all risk policy where the bank is 
designated as a Mortgagee rather than Loss Payee.  If the bank is 
named as a Loss Payee, the bank is subject to any defenses the 
insurance company asserts to avoid paying the claim e.g. fraud in the 
application, arson.  
 

For personal property the bank should be shown as Lender Loss Payee, 
if possible, which will cover the bank in case of arson, fraud or other 
defenses of the insurance company to payment of the claim. 
 

The lender should determine the amount of any deductibles which 
impact the coverage and assure the borrower has adequate liquidity to 
satisfy the deductible. 
 

The borrower may have adequate hazard insurance to rebuild the 
building and replace inventory and equipment.  The borrower may 
lack the cash flow or liquidity to continue paying operating expenses 
and debt service while the premises are being restored.  Loss of rents 
for income properties and business interruption insurance will provide 
cash flow during the rebuilding process. 
 

Other Types of Insurance 
 

General Liability Insurance is very important in the current litigious 
environment.  The owner should have a personal umbrella policy to 
protect himself/herself if the limits of their primary coverage are 
exceeded. 
 

Key Person Insurance is important if the successful operation of the 
business is dependent on one member of the management team and 
there is no defined ownership or management succession plan.  Key 
person insurance can also be used to fund ownership transition or 
estate planning if ownership of the business is concentrated with one 
individual. 
 

Disability Insurance is important for professionals such as doctors, 
attorneys etc. whose income is dependent on their ability to provide a 
personal service.  When buying disability insurance, the definition of 
disabled is critical – unable to work or unable to perform the skills of 
your profession. The waiting period before benefits begin and term of 
the coverage are also important considerations when assessing the 
adequacy of the borrower’s disability insurance and the attendant need 
for personal liquidity. 
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Notes 

SUMMARY  
 

Commercial real estate lending is an important component of a bank’s 
loan portfolio. Historically, bank’s largest losses have been in CRE 
lending. This type of lending can be very profitable for a bank if 
properly underwritten, structured and monitored. 
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Center LLC 
 

Background  
 

Don Fraser was referred to ABC Bank by a former customer of the Bank.  The former customer 
owned the subject property, which was financed at another bank.  At the time of the origination 
of the loan in 20X0, the borrower who lives in California was seeking to diversify his real estate 
holdings.  Through a network of nation-wide commercial real estate listings, Mr. Fraser identified 
the Anytown property and started to make inquiries and perform due diligence.  With over $2MM 
in 1031 tax exchange proceeds to place as equity into the potential purchase, the borrower was 
attracted to the stable of tenants and the proximity of the property to a Wal*mart Supercenter.   
 

Mr. Fraser is experienced in owning and managing commercial lease properties.  The 1031 tax 
exchange proceeds were generated through the sale of similar properties that he owned in 
southern California (San Diego area).  He coordinates property management with a well-
respected management company located in a major nearby city which helps market the Anytown 
property.  The standard lease is triple-net and contains 5 to 10-year terms with options to extend 
with pre-determined rate increases.   

 

Request 
 

The current request is to modify an existing term note with a current principal balance of 
$3,095,334 (original balance $3,525,000). This financing facility along with the Borrower’s 1031 
exchange equity was utilized to purchase the property in Anytown. The original contract price 
was $5.6MM. 
 

This modification will reduce the interest rate and extend the maturity to 20X9 (current rate 
6.50%, maturity 20X7). The loan will be for 36 months with principal and interest due monthly 
priced at 6.00% fixed based on the remaining 18.5 years of amortization (originally 25 year 
amortization).   
 

The Borrower is requesting a reduced interest rate and terms that do not include a pre-payment 
penalty. This request is subsequent to a local bank offering the Borrower the following terms: 
 

⚫ Five years with no pre-payment penalty if the property is sold  
 

⚫ Small pre-payment penalty if the property is refinanced  
 

⚫ 6.00% fixed for first 4 years 
 

⚫ 6.30% fixed for the 5th and final year 
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The Borrower desires to sell the commercial property within the next five years, therefore he 
does not want a pre-payment penalty.  

  
Property Description 
 

The vertical improvements consist of two separate buildings situated on 3.77 acres. The first 
building is 4,000 sq. ft. and of similar build and quality of the second building, which is 40,000 
sq. ft.  The subject property is adjacent to the Wal*Mart Supercenter in north Anytown.  One of 
the features of the subject property is the parking lot has direct access to the Supercenter parking 
lot.  This feature was not seen in other Wal*mart retail developments at the time the Borrower 
made the purchase. The center includes Cato Fashions clothing store, franchise locations of 
Liberty Tax Service and Anytime Fitness along with several regional and local tenants. 
 

The subject site has direct frontage to a major street, which is a paved five lane highway, 
providing it with a great amount of visibility. Surrounding properties include the Wal*Mart 
Supercenter to the immediate East, along with several banks and fast food chains; and to the 
West are located a Post Office and a building materials supplier. 

 

Local Economy 
 

Located approximately one hour west of a major city, Anytown is known as a tourist destination 
due to a National Park, several lakes, golf courses and historic bath houses. Anytown is the 10th 
most populous city in the state and according to the census of 20X0, there were 35,750 people, 
16,096 households, and 9,062 families residing in the city. The median income for a household 
in the city was $26,040, and the median income for a family was $32,819.  
 

The County Economic Development Corporation reported the Anytown labor market 
experienced a 600 net job increase from February 20X0 to February 20X6, bringing the total 
number of employed in the County to 37,600.  Unemployment improved 0.1 percent over the 
same time period to settle at 7.8% for February 20X6. Housing sales remain slower than 
previous trends, however home prices did increase approximately 17% from $126,955 to 
$149,405 according to the local college’s Economic Research Division. 
 

Major employers with more than 500 employees include the Health Center, Wal*Mart Stores, 
National Park Center, City of Anytown, Anytown School District, and Anytown College.  In 
addition to these employers there are several lumber manufacturing and distributing companies 
along with a Coca Cola bottling facility.  

 

 

 

 
 

 

 

 

 

 
 

 

 

 

http://en.wikipedia.org/wiki/Arkansas
http://en.wikipedia.org/wiki/Census
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Tenant 

 
Total Sq. 

Ft. 

 
Commence 

Date 

 
Expiration 

Date 

 
 

Rent mo. 

 
Price/Sq. 

Ft.* 

Potential 
Annual Lease 

Income 

 
20X6 Estimated 
Lease Income 

Anytime Fitness 4,800 8/1/20X5 7/31/2X10 $6,080 $15.20 $72,960 $72,960 

Mexican Restaurant 1,440 7/1/20X3 6/30/20X8 $1,920 $16.00 $23,040 $23,040 

Federal Credit Union 1,200 4/1/20X4 3/31/2X14 $1,500 $15.00 $18,000 $18,000 

State Revenue Office/DMV 2,550 5/1/20X2 4/30/20X8 $4,879 $22.96 $58,548 $58,548 

Italian Grill and Arcade 6,000 1/1/20X6 12/31/2X11 $5,500 $11.00 $66,000 $66,000 

Hallmark 4,800 5/15/20X0 1/31/2X10 $4,152 $10.38 $49,824 $49,824 

Cato Fashions 3,910 3/29/20X0 1/31/2X10 $3,421 $10.50 $41,055 $41,055 

Jewelry Accessories 1,445 2/1/20X6 1/31/2X11 $1,717 $14.26 $20,606 $18,887 

Nail Salon 1,063 2/1/20X5 1/31/2X10 $1,063 $12.00 $12,756 $12,756 

Bakery (Pending) 2,876 12/1/20X4 4/1/20X5 $2,876 $12.00 $34,512 $0 

Beauty Supply (Pending) 1,530 3/1/20X6 3/1/2X11 $2,040 $16.00 $24,480  $0 

Taxing Services 850 7/7/20X2 4/30/2X12 $1,133 $16.00 $13,600 $13,600 

Vacant* 850 - - $939 $13.25 $11,263 $0 

Cellular Store 1,682 9/15/20X2 8/30/20X7 $2,103 $15.00 $25,230 $25,230 

Hair Salon (Pending) 1,094 3/1/20X6 2/28/2X11 $1,368 $15.00 $16,410 $0 

Plus World 3,910 6/1/20X4 5/31/20X8 $3,910 $12.00 $46,920 $48,000 

Décor (Pending) 2,130 3/1/20X6 2/28/2X11 $2,130 $12.00 $25,560 $0 

Décor (Pending) 1,870 3/1/20X6 2/28/2X11 $1,870 $12.00 $22,440 $0 

Total 44,000 - - $48,600 $13.52 $583,203 $447,900 

*Borrower indicated Snow Hut pays $750 a month to lease space in the parking lot. 

 
 

 

 

 

 

 

 
 

*20X6 vacant sq. ft. includes current vacancies and pending new tenants 
 

 

The Borrower’s core tenants include: 
 

⚫ State Revenue Office/DMV 
 

⚫ Cato Fashions 
 

⚫ Hallmark 
 

⚫ Plus World 
 

As of June 20X4 vacancies were 45.97%, in November 20X4 vacancies had been reduced to 
25.93% by adding a restaurant and dollar store. The June 20X5 vacancy rates were 
approximately 34.43% due to the loss of Radio Shack as a tenant. However, the Borrower 
secured Anytime Fitness in August 20X5 reducing the vacancies to 23.52%.   
 

Historical rent rolls provided by the Borrower have indicated several potential tenants (listed as 
Pending) have inquired about leasing space in the center. However, while these potential 
tenants were included on the rent roll leases were never finalized.  Due to the inconsistencies in 
the tenants identified on the rent roll and in an effort to correctly identify the gross rental income 
received, deposits into the Center LLC ACH account have been analyzed.   
 

  

Projected Lease Expiration 
 

 20X6* 20X7 20X8 20X9 
 

Number of leases Expiring 6 1 3 0 
 

Total Vacant Square Footage* 10,350 1,682 7,900 0 
 

Potential Vacancy Rate 23.52% 3.81% 17.92% 0 
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⚫ 20X4 lease payments deposited $327,959 
 

⚫ 20X4 Tax Return indicated $332,534 gross rents received 
 

⚫ 20X5 lease payments deposited $382,048  
 

During the first 4 months of 20X6 the following lease payments have been deposited in the lock 
box account: 
 

⚫ January - $31,284 
 

⚫ February - $28,811 
 

⚫ March - $31,677 
 

⚫ April - $34,695  
 

Annualized, the projected gross rents received for 20X6 is $379,400 
 

Collateral  
 

1st REM in Anytown along with an assignment of leases and rents.  
The commercial property, which was constructed in 2001 and primarily marketed as retail lease 
space, includes 3.77 acres with two buildings totaling 44,000 sq. ft.  
 
An In-house Evaluation (IHE) dated 11/11/20X4 valued the commercial property at $5.6MM or 
$127.27 per sq. ft. A new In-house Evaluation will be received prior to closing this transaction; 
subject to an 80% loan-to-value. 
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Guarantors Financial Summary 
 
Personal Financial Statement dated 3/2/20X6 for Don Fraser: 
 

Personal Financial Statement 

Assets 11/2/20X4 2/2/20X6 Adjusted Reason for Adjustment 

Cash* ABC $ - $ 55.716 $ 72,935 ABC Balance 
Deposits at Other Banks $ 964,566 $ 657,606  $ 657,606 Not Verified 
Rental Property Payments $ 13,248   $  No documentation 

Total Liquidity $ 977,814 $ 713.322 $ 730,541  
        
Real Estate - #1 $ 900,000 $ 900,000 $ 720,000 80% Policy Advance Rate 

Real Estate - #2 $ 325,000 $ 325,000 $ 260,000 80% Policy Advance Rate 
Real Estate - #3 $ 6,000,000 $ 6,000,000 $ 5,600,000 Latest Appraisal 
Personal Property $ 184,000 $ 188,000 $ - Limited Liquidation Value 
Total Assets $ 8,386,814 $ 8,126,322 $ 7,310,541  
Liabilities        
Credit Cards $ - $  $ 6,492 Credit Bureau 
Real Estate - #1 $ - $ 72,000 $ 72,000  
Real Estate - #3 $ 3,337,619 $ 3,112,597 $ 3,095,334 ABC Balance 
Total Liabilities $ 3,337,619 $ 3,184,597 $ 3,173,836  
        
Net Worth $ 5,049,195 $ 4,941,725 $ 4,136,715  
Net Worth/Liabilities $ 8,386,814 $ 8,126,322 $ 7,310,541  
        

Financial Information 
  Cash Flow: 

Don Fraser 

Statement Type:                                                            Tax                     Tax                  Tax                     Tax                   Tax                    Proj 
Period Covered:                                                             FYE                   FYE                  FYE                    FYE                  FYE                   FYE 
Statement Date:                                                      12/31/20X1        12/31/20X2       12/31/20X3         12/31/20X4      12/30/20X5        12/31/20X6 

 
Salary and Wages $                 -                       $                 -                     $                 - $                 - $                 - $                 - 

Interest & Dividends $       53,123 $       45,415 $       23,238 $       16,859 $       16,858 $       16,859 
Schedule E – Rental/Royalty Cash Flow $     315,201 $     334,274 $     323,561 $     262,405 $     313,479 $     309,831 

 
Earnings Before Taxes & Dist. $     368,324 $     379,689 $     346,799 $      279,264  $     329,337 $      326,690 

   Less: Taxes (Federal, State, FICA, Other) $     (27,344) $     (20,902) $     (26,897) $     (25,275) $     (32,448) $    ( 32,448) 
   Schedule K-1Known Dist. $                 -                       $                 -                       $                 -                       $                 -                       $                 -                       $                 -                       

CADS After Taxes & Dist. $     340,980 $     358,787 $319,902 $     253,989 $     296,889 $     294,242 
 

Real Estate – ($3MM) $     335,114 $     350,870 $     291,268 $     231,875 $     279,259 $     256,786 
Credit Cards – ($6M) $         1,752 $         1,752 $         1,752 $         1,752 $         5,400  $         5,400 

Existing & Proposed Debt Service $     336,866 $     352,622 $     293,020 $     233,627 $      284,659 $    262,186 
 

DCR After Taxes & Dist. 1.01 1.02 1.09 1.09 1.04 1.12 
Excess CF Available for Living Expenses $         5,866 $         7,917 $       28,634 $       22,114 $       17,630 $       37,456 

       
AGI (reference only) $       56,989 $       68,846 $       96,832 $     107,892 N/A N/A 

 

20X5 Projection based on dividends reported on 20X4 TR and projected Schedule. E total cash available to service debt 
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Business Financial Information    
The following is a summary of the borrower’s Schedule E on their personal tax returns. 
 

Center LLC 

Statement Type:                                                            Tax                     Tax                  Tax                     Tax                   Tax                    Pro 
Period Covered:                                                             FYE                   FYE                  FYE                    FYE                  FYE                   FYE 
Statement Date:                                                      12/31/20X1        12/31/20X2       12/31/20X3         12/31/20X4      12/30/20X5        12/31/20X6 
  

Rental and Royalties Received $     360,247  $     388,381 $   425,212 $      332,534 $      382,048 $      379,400 
       
   Cleaning and maintenance $                 -  $                 -          $               - $             530 $             530 $             530 
   Insurance $       11,326 $       10,107 $     17,998 $        11,111 $        11,111 $        11,111 
   Interest expense (ABC interest) $     271,492  $     282,100 $   184,861 $      125,250 $        88,815 $        88,815 
   Repairs $       12,192 $                 -          $     17,275 $          3,712 $          3,712 $          3,712 
   Supplies $                 -          $                 -          $               -          $          1,500 $          1,500 $          1,500 
   Taxes $                 -          $       23,013 $     27,230 $        30,100 $        30,100 $        30,100 
   Utilities $       10,374  $       14,765 $     10,607 $        16,112 $        16,112 $        16,112 
   Other expenses $       11,154 $         6,222 $     28,541 $          6,504 $          6,504 $          6,504 
   Depreciation expense $       39,843 $       39,964 $     42,743 $        47,664 $        47,664 $        47,664 
       
Total Expenses $     356,381 $     376,171 $  329,255 $      242,483 $      206,048 $      206,048 
       
Total Income or Loss $         3,866 $       12,210 $     95,957 $        90,051 $      176,000 $      173,352 
       
   Depreciation expense $       39,843 $       39,964 $     42,743 $        47,664 $        47,664 $        47,664 
   Interest expense $     271,492 $     282,100 $   184,861 $      125,250 $        88,815 $        88,815 
       
Total Cash Available for Debt Service $     315,201 $     334,274 $   323,561 $     262,965 $      312,479 $      309,831 
       
Existing and Proposed Debt ($21,399 pending) $     315,202 $     336,032 $   276,420 $      231,875 $      279,259 $      256,787 
       
Debt Coverage Ratio (DCR) 1.00 0.99 1.17 1.13 1.12 1.21 
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Center, LLC 
Income Property 

“30 Second” Analysis 
 
 
 Positive  Negative 
 
Gross Potential Rent Growing  Declining  
 
Physical Vacancy % * Declining/Stable  Increasing  
 
Operating Expense % Declining/Stable  Increasing  
 
Guarantors Liquid Assets Increasing/Stable  Declining  
 
Property Values in Market * Increasing/Stable  Decreasing  
 
Total Checks  _____   _____  
 
 
 
One Negative  –   Are there two offsetting positives 
Two Negatives  –   Potential problem if corrective action is not underway 
Three Negatives –  Actual problem 
Four Negatives  –  Potential default 
Five Negatives  –   Probable loss 
 
 

* Specific to Market /Submarket For this Property/Type 
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Center, LLC         
Income Property Loan Screening Worksheet 

  
CHARACTER     Personal Credit History 
 Does the owner have a FICO Score > 660? Yes _________  No __________  
 Do you believe the owner has a good credit history? Yes _________  No __________  
 
CAPACITY            Occupancy 
 

Physical 
Rented Units/Space =  _________________  Greater than 95% Yes ____  No ____  
Available Units/Space 
 

Economic 
Gross Collected Rent =  _________________  Greater than 90% Yes ____  No ____  
Gross Potential Rent 
Percentage of Leases Maturing Within 18 Months <15%  Yes ____  No ____  
 

All Individual Tenant Annual Rent < 25% or Gross Annual Potential Rent? Yes ____  No ____  
 
CAPACITY           Debt Service Coverage Ratio 
 

Net Operating Income * Minus Distributions In Lieu Of Taxes (27%) Greater than 1.25 Yes ____  No ____  
Interest + CMLTD (Debt Service) 
*Net of Replacement Reserves 
 

Personal Cash Flow 
Salary + Interest/Dividends + Schedule E EBIDA (NOI) 

+ Distributions + Retirement Income + Other Income (Cash Adjustment) – Taxes 
 

_____________________________________   = 
 

Global Debt Service Coverage 
 

 Personal Cash Flow – Per. Liv. Exp. (25%) + Business Cash Flow – Distributions Greater than 1.25 Yes ____  No ____  
   Personal Debt Service + Business Debt Services 
                     
CAPITAL        Leverage 
Equity in Transaction > 20% (% of Total Transaction) Yes ____  No ____  
 

Global Equity to Assets** >25% Yes ____  No ____  
 

** Total Tangible Equity of Owner and All Related Entities 
   Total Assets of Owner and All Related Entities    
 

COLLATERAL              Collateral Coverage 
 

Date of Most Recent Appraisal __________________  
 
RE:  __________________________  X .70 =  ____________________________  (Improved) 
 

RE:  __________________________  X .40 =  ____________________________  (Unimproved) 
 

 Total =  ____________________________  
  Greater than 1:1 Yes ____  No ____ 
  
 

COLLATERAL     Guarantors/Sponsors 
 
Does/do the guarantor(s) add strength to the Loan?     Yes ____  No ____    

Date of Most Recent PFS  __________________    

Date of Most Recent Tax Return  __________________  
 

Guarantor Liquid Assets $ _________________   
Guarantor Direct & Contingent Liabilities $ _________________  Greater than 10% Yes ____  No ____  
 Unavailable      ____  
 

Guarantor Global Cash Flow $ _________________   
Guarantor Global Debt Service $ ________________  Greater than 1.25 Yes ____  No ____  
 Unavailable  ___  
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Center, LLC 
Income Property 

“30 Second” Analysis* 
 
 
 Positive  Negative 
 
Gross Potential Rent Growing  Declining  
 
Physical Vacancy % Declining/Stable  Increasing  
 
Operating Expense % Declining/Stable  ? Increasing  
 
Guarantors Liquid Assets Increasing/Stable  Declining  
 
Property Values in Market Increasing/Stable  Decreasing   
 
 
Total Checks (Maximum of five)  _____   _____  
 
? Questionable given the decline in interest expense 
 
 
One Negative  –   Are there two offsetting positives 
Two Negatives  –   Potential problem if corrective action is not underway 
Three Negatives –  Actual problem 
Four Negatives  –  Potential default 
Five Negatives  –   Probable loss 
 
 
* Specific to Market /Submarket For this Property/Type 

3 2 
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Center, LLC   
Income Property Loan Screening Worksheet 
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CHARACTER     Personal Credit History 
 Does the owner have a FICO Score > 660? Yes _________  No __________  
 Do you believe the owner has a good credit history? Yes _________  No __________  
 
CAPACITY            Occupancy 
 

Physical 2/22/X6 
Rented Units/Space =  _________________  Greater than 95% Yes ____  No ____  
Available Units/Space 
 

Economic 12/31/X6 est. 
Gross Collected Rent =  _________________  Greater than 90% Yes ____  No ____  
Gross Potential Rent 
Percentage of Leases Maturing Within 18 Months < 15%          9,582 sf / 21.7% Yes ____  No ____  
 

All Individual Tenant Annual Rent < 25% of Gross Annual Potential Rent? Yes ____  No ____  
 
CAPACITY         Property Debt Service Coverage Ratio – Based on 20X4 Actual 
 

Net Operating Income * Minus Distributions In Lieu Of Taxes (27%) Greater than 1.25 Yes ____  No ____  
Interest + CMLTD (Debt Service)                           263/232 = 1.13 
*Net of Replacement Reserves 
 

Personal Cash Flow 
Salary + Interest/Dividends + Schedule E EBIDA (NOI) 

+ Distributions + Retirement Income + Other Income (Cash Adjustment) – Taxes 
 

_____________________________________   = 
 

Global Debt Service Coverage 
 

 Personal Cash Flow – Personal Living Expense (25%) + Property– Distributions Greater than 1.25 Yes ____  No ____  
 

   Personal Debt Service + Property Debt Services 
 

   ___________________________ = .82 
                     
 
CAPITAL        Leverage 
Equity in Transaction > 20% (% of Total Transaction) Yes ____  No ____  
 

Global Equity to Assets** >25% Yes ____  No ____  
 

** Total Tangible Equity of Owner and All Related Entities 
   Total Assets of Owner and All Related Entities 
 

COLLATERAL             Collateral Coverage 
 

Date of Most Recent Appraisal ___________________________________  
 
RE:  __________________________  X .70 =  ____________________________  (Improved) 
 

RE:  __________________________  X .40 =  ____________________________  (Unimproved) 
 

 Total =  ____________________________  
  Greater than 1:1 Yes ____  No ____  
 
 

COLLATERAL     Guarantors/Sponsors 
 
Does/do the guarantor(s) add strength to the Loan? Yes ________  No ________    

Date of Most Recent PFS  __________________    

Date of Most Recent Tax Return  __________________  
 

Guarantor Liquid Assets excluding retirement accounts $ _________   
Guarantor Direct & Contingent Liabilities $ _________  Greater than 10% Yes ____  No ____  
 Unavailable      ____  
 

Guarantor Global Cash Flow $ _________________   
 

Guarantor Global Debt Service $ ________________  Greater than 1.25 Yes ____  No ____  
 Unavailable  ___  

✓ 

X 

X 

2-2-X6 
 

20X4

7 

✓ 

279 - 25 254 

731   
 

3174

7 

254 - 63 
 

234

7 

191        .82 
234 
 

234 

448 = 76.8 
 

583

7 

33,650 = 76.5 
 

44,000

7 

11 -X4 Current Loan Amount $3,095  

✓ 

✓ 

5600 3920  

X 

✓ 

X 

✓ 

X 

✓ 
✓ 4137 = .57 

 

7311

7 

X 
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EFFECTIVE RELATIONSHIP MANAGEMENT               9 
 

 

 
 

Notes 

OVERVIEW  
 

This module focuses on developing and managing profitable customer 
relationships. The module opens with a discussion of the changing role 
of the lender. The elements of a value- added relationship are defined 
with emphasis on how the lender can become a trusted adviser. The 
module then explores life cycle relationship management and effective 
customer calling. Profitably pricing relationships is often the hardest 
part of relationship management. The module outlines nine steps for 
more profitable relationship pricing. The module concludes with a 
discussion or negotiating skills to enhance the lender’s ability to 
negotiate a fair relationship package for the borrower and the bank. 
 

LEARNING OBJECTIVES 
 

At the end of this module, students will be able to  
 

⚫ describe the changing role of the lender 
 

⚫ explain how the lender can add value to the customer 
relationship 

 

⚫ identify the expectations of small business borrowers 
 

⚫ describe the elements of a life cycle relationship plan 
 

⚫ conduct a successful customer call 
 

⚫ describe how to build a customer relationship 
 

⚫ explain nine steps to profitably price lending relationships 
 

⚫ apply the concepts in two structured role plays 
 

CHANGING ROLE OF THE LENDER 
 

Traditionally, credit skills have been the most important skills 
possessed by lenders. The lender used these skills to evaluate and 
underwrite a new loan request, monitor existing relationships and 
assess alternatives in a problem loan situation. Today, the emphasis is 
shifting to good business development skills utilized to develop new 
relationships, expand existing relationships and deliver a value-added 
customer experience. 
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Credit skills are still important, but these skills are being used in very 
different ways. Lenders are utilizing credit skills to prequalify 
prospects. More importantly, credit skills are being used to support the 
expanded role of a trusted adviser and problem solver. The lender uses 
his/her credit expertise to show the borrower how to make more 
money by expanding revenue, cutting costs or improving operating 
efficiency. 
 

Lenders in community banks are still using their credit skills to make 
lending decisions. In the larger banks, the credit decision is being 
centralized or regionalized and in many cases automated. 
 

The changing role is being driven by the competitive environment 
currently facing banks. A comparison of customer and lender 
perspectives on why customers left the bank found 
 

Visual 9-1 
Why Customers Leave 

 

Reason Customer Lender 
 

Credit 30% 30% 
 

Rate 5 40 
 

Errors 5 25 
 

Inattention 60 5 
 
The only perspective that counts is the customer’s. Banks must free 
lenders to spend more time with the customer. 
 

Banks must become more market driven. Currently, lenders spend 
about 30% of their time with customers. Many banks, especially the 
larger ones, feel to be truly market driven lenders must spend 70% of 
their time with the customer. To provide the time, many banks are 
restructuring the credit process to centralize and automate those 
aspects of the credit process such as spreading statements, 
underwriting loan approval, preparing documents and collateral 
control/monitoring which do not add value to the customer. Many 
banks are also reducing monitoring particularly on smaller credits. 
 

Banks of all sizes are facing increasing competition from internet- 
based marketplace lenders a/k/a peer to peer lenders e.g. Lending 
Club, On Deck, Kabbage, Social Finance, Amazon, Square, PayPal. 
These alternative lenders are growing rapidly and are often funded by 
investment funds and institutional investors. Some banks are 
partnering with market-based lenders to more cost effectively deliver 
credit to consumers and small business borrowers 
.  
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The changing role If the lender is also leading to a change in lender 
compensation.  Greater emphasis is being placed on performance-
based compensation where more of an individual’s compensation is 
“at risk” based on individual business development efforts, portfolio 
credit quality, timeliness and accuracy of asset quality ratings and 
relationship profitability. 
 

VALUE ADDED RELATIONSHIPS 
 

Banking services are a commodity unless the bank can differentiate 
itself from the competition by adding value to the relationship. 
Customers measure value in terms of how a product or service 
facilitates their ability to increase revenue, reduce operating and 
financing costs and improve operating efficiency and the customer 
experience.  
 
When presenting the value proposition to the customer, the lender 
tends to focus on rate, fees, collateral, covenants, and financial 
statement requirements. All the customer sees are costs. The customer 
rationally makes his or her decision on the basis of which proposal 
offers the lowest cost. Alternatively, the lender could structure the 
value proposition to show the borrower how the bank’s proposal 
allows he/she to increase revenue or improve efficiency. 
 

The lender can add significant value to the borrower relationship by 
sharing the bank’s comparative, common-size, ratio and cash flow 
analysis. The value added can be enhanced with peer comparisons as 
well as the lender’s insight, experience and recommendations. 
 

Any proposal must address the expectations of small business 
borrowers. Studies have shown that small business people seek several 
things in a banking relationship (Visual 9-2) 
 

⚫ reliable and consistent source of credit 
 

⚫ a lender who understands the borrower’s business and industry 
 

⚫ flexible terms and conditions 
 

⚫ loan officer access, stability and skill 
 

⚫ commitment to business clients 
 

⚫ market/community knowledge 
 

⚫ price 
 

⚫ reputation 
 

⚫ cash management services, online and mobile banking 
capability 
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Price is important to the small business person, but it is not the primary 
driver in choosing a bank. When the borrower evaluates price he or 
she looks at many factors beyond rate and fees. 
 

⚫ the application process 
 

⚫ financial statement requirements 
 

⚫ collateral and covenant requirements 
 

⚫ approval time 
 

⚫ monitoring requirements 
 

Banks have two broad alternatives to compete for small business 
borrowers. One alternative is to focus on building relationships using 
the lender’s expertise to help the borrower enhance profitability. The 
other alternative is to focus on reducing the “cost and hassle factor” 
involved in getting a loan. Large banks and marketplace lenders are 
pursuing a strategy to reduce transaction costs through 
 

⚫ simplified applications 
 

⚫ centralized credit approval 
 

⚫ reduced financial statement and monitoring requirements 
 

⚫ increased reliance on non-traditional lending criteria e.g. 
QuickBooks, bank deposits, social media 

 

⚫ faster turnaround e.g. 8−24 hours from application to funding 
 

Community banks will continue to emphasize the customer 
relationship because the bank is closer to the customer and part of the 
local community. The lender will use his or her knowledge of the 
company, industry, market, and product to build the relationship. 
 

Lenders in banks of any size have available significant information, 
financial analyses, and expertise which can be used to suggest ways 
the borrower might enhance profitability by 
 

⚫ improving the gross margin 
 

⚫ reducing operating costs 
 

⚫ reducing financing requirements 
 

⚫ improving the efficiency of the operating cycle 
 

⚫ taking advantage of purchase discounts 
 

Visual 9-3 quantifies the financial impact of improving the collection 
time on receivables. Borrower and industry information on average 
collection time for receivables is a normal part of any financial 
analysis. Sharing the lender’s insight from the analysis is one example 
of how the lender can add value to the relationship. 
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Banks cannot compete against non-bank financial institutions on the 
basis of price. The bank must add value by utilizing the expertise of 
lenders.  However, lenders must not allow offering advice/adding 
value to become making decisions normally reserved for management. 
Crossing the line and telling the borrower how to run his or her 
business exposes the bank to potential lender liability suits and could 
put the bank in the position of a control person in bankruptcy adversely 
affecting the bank’s collateral priority. The bank could also become a 
responsible party for the remediation of hazardous waste. 

 

Visual 9-3 
Enhancing Receivables Collection 

 

 Borrower’s Average Receivable Collection Time (Days) 75 
 

− RMA Median Receivables Collection Time (Days) −  45 
 

= Incremental Collection Time (Days) 30 
 

x One Days Sales x $20,000 
 

= Incremental Investment in Receivables $600,000 
 

x Borrower’s Interest Rate x 7% 
 

= Incremental Financing Cost $42,000 
 

Spending 30 minutes per day calling account debtors to reduce collection time is equivalent 
to $336 per hour. * 
 

* (0.5 hours per day x 5 days per week x 50 weeks per year divided into $30,000) 
 

LIFE CYCLE RELATIONSHIP MANAGEMENT 
 

As has been previously noted, businesses pass through life cycles 
(Visual 9-4) 
 

⚫ Embryonic − Wonder 
 

⚫ Growth − Blunder 
 

⚫ Mature − Thunder 
 

⚫ Aging/Renewal − Plunder 
 

Passing from one stage to the next often necessitates changes in asset 
mix, competitive strategy and management requirements. Progression 
through each stage of the life cycle also creates different borrowing 
requirements and product needs. 
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Life cycle changes present marketing opportunities. For instance, 
between $3 and $4 million in sales borrowers add a second bank. 
Between $7 and $10 million in sales, companies hire a chief financial 
officer.  At these points banking relationships are vulnerable creating  
business development opportunities or challenges to managing 
existing relationships. Management and ownership succession may 
also put the banking relationship at risk. 
 

Exhibit 9-1 compares and contrasts borrowing and product needs at 
various stages of the business life cycle. 

Exhibit 9-1 
Life Cycle Financial Services 

   

   Stage 
Life Cycle Borrowing Requirements Product Needs 
 

Embryonic Credit Card Transaction Account 
 Home Equity Line Tax Deposit 
 Leasing Merchant Processing 
   Coin/Currency 
   Night Deposit 
   Internet/Mobile Banking 
          

Growth Line of Credit Treasury Management 
 Revolving Debt  Lock-box 
 Term Debt  Concentration Accounts 
  Equipment  Controlled Disbursement 
  Working Capital Investment Services   
 Asset Based Lending Capital Markets 
 Factoring International 
 Real Estate Lending Risk Management 
    Interest Rate Swaps 
    Insurance 
   Wire Transfer 
   ACH 
   Remote Deposit Capture 
   Internet and Mobile Banking 
 

Mature Commercial Paper Back-up Lines Estate Planning 
 Alternative Pricing 401-K 
  LIBOR/SOFR * Payroll Processing 
  Treasuries Employee Benefits 
 ESOP Financing Succession Planning 
 Leveraged Buyouts Business Valuation 

   Brokerage Services 
           Mutual Funds  
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Exhibit 9-1, continued 
 

Aging/Renewal Acquisition Financing Private Placements 
 Fund Losses Business Advisory Services
 Funding to Change Strategy  
 
*Secured Overnight Funding Rate 
 
Recognizing the changing borrowing, product and service 
requirements, the lender/relationship manager must be proactive and 
develop a relationship management plan. The plan must anticipate 
customer needs. The relationship manager must continually present 
products and services appropriate for the customer in the stage of its life 
cycle. 
 

Community banks may have to partner with vendors or other banks to 
provide products and services the bank may not offer. It is important 
that the community bank protect the relationship to ensure that the 
customer will not be “stolen” by a larger competitor. 
 

BUILDING CUSTOMER RELATIONSHIPS  
 

Visual 9-5 
Building a Customer Relationship 

 

⚫ Preparation 

⚫ Discovery 

⚫ Proposal 

⚫ Presentation 

⚫ Negotiation 

⚫ Close 

⚫ Follow Through 

⚫ Maintenance 
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Preparation 
 

An important part of building customer relationships is preparation, 
taking time to understand the bank and the prospect/customer. 
Preparation also entails anticipating customer needs and defining 
products and services that might meet those needs. As part of 
preparation, the lender must understand the bank’s  
 

⚫ policies 
 

⚫ value proposition 
 

⚫ competitive strategy and target markets  
 

⚫ capabilities including strengths and weaknesses 
 

⚫ underwriting guidelines 
 

⚫ products and services offered 
 

⚫ strategic plan for acquiring customers 
 

⚫ cost structure 
 

⚫ market area 
 

⚫ competition 
 

⚫ market economy 
 

The lender should also review profitable customer relationships for 
similarities in 
 

⚫ location 
 

⚫ industry 
 

⚫ products used 
 

⚫ centers of influence 
 

The lender must then establish calling priorities based on 
 

⚫ existing potential 
 

⚫ growth potential 
 

⚫ financial desirability 
 

⚫ prospects for successful solicitation 
 

The lender must define the purpose of the call. Calls can take multiple 
forms 
 

⚫ follow-up, cross-sell, or maintenance calls on existing 
customers 

 

⚫ calls on new prospects referred by existing customers or centers 
of influence 
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⚫ “cold calls” on new customers 
 

⚫ “renewal calls” on past customers 
 

Next, the lender must identify prospects. The best prospects are 
existing customers. A good source of new prospects is referrals from 
existing customers as well as accountants and attorneys—the “other 
financial advisers” to the typical business person. Members of the 
bank’s Board of Directors are also good referral sources. Public 
sources that can be used to identify prospects include D&B, trade 
associations, and market area surveys. 
 

A working knowledge of the prospect and his or her business, industry, 
and key officers should be developed prior to the call. The loan 
evaluation process can facilitate this effort. The internet, First 
Research, IBIS World and Vertical IQ are also good sources of 
business and industry information.  Of course, the prospect’s current  
relationship with the bank should be checked using the bank’s records. 
 

The lender should set goals for prospecting and establish mechanisms 
to order prospect information, track the calling effort, and monitor 
progress toward goals. A marketing plan should be developed for each 
existing customer and prospect. Finally, an appointment should be 
arranged with the prospect’s actual decision maker.  
 

Discovery 
 

The initial focus of the discussion with the customer must be on 
establishing the basis for a relationship. To do so, the lender must 
establish rapport and cultivate mutual trust. One way to do this is to 
determine a customer’s interests e.g. family, sports, hobbies. Items in 
a customer’s office will often provide clues e.g. pictures, items on the 
desk or credenza. The lender must project confidence and build 
credibility. Customers deal with bankers not banks and therefore the 
relationship with the banker is a critically important foundation for 
building a banking relationship. 
 

The purpose of the discovery process is to identify customer financial 
needs that the bank might be able to meet. It is important to establish 
how the need is currently being met and whether it is being met to the 
customer’s satisfaction. It is also important to identify the decision 
maker. With existing customers, it is important to seek ways to expand 
the relationship. 
 

Probes are a valuable tool to get information from the customer/ 
prospect. Open probes or questions allow the widest latitude for 
response since they cannot be answered with a yes or no. They are 
useful  because  they put the burden of carrying  the  conversation  on  
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the prospect/customer. In contrast, closed probes require short 
responses and are used to elicit or verify specific facts.  Probes should  
 

⚫ be broad to specific, open to closed 
 

⚫ avoid jargon 
 

⚫ be simple, focused, nonthreatening 
 

⚫ be easy to answer 
 

Out of necessity, some questions will be sensitive. The calling officer 
should explain to the prospect why it is necessary to ask them. 
 

The lender must listen empathetically for facts and feelings. He or she 
should listen with an open mind and should be sensitive to any 
misperceptions the customer/prospect might have about the bank or 
the purpose of the call. The lender should also be sensitive to smoke 
screens and hidden agendas. 
 

A significant part of communication is non-verbal. The lender must be 
sensitive to body language such as eye contact, positioning and facial 
expressions. These signs often convey more information about the 
prospect’s true feelings than his or her spoken words. 
 

The purpose of the call is to identify opportunities or problems, suggest 
possible solutions, and build trust and confidence.  
 

Proposal 
 

The proposal must concentrate on the prospect’s needs/problems. The 
proposed solution must be workable, reasonable, and tailored to the 
needs of the prospect.  
 

In developing the proposal, the lender must define the bank’s “want” 
and “will accept.” He or she must also define the criteria for the bank’s 
“fall back” position but must be careful that the fall back doesn’t 
become the “want” position. The lender should also identify 
“throwaways” which are issues the bank will concede on. Ideally, 
these are issues which are not important to the bank but are important 
to the customer. 
 

An important part of structuring the proposal is establishing a “walk 
away” point. The lender can be much more effective in negotiating a 
fair proposal for the bank if he or she has a clear sense of the “final” 
proposal. 
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Presentation 
 

The presentation should be in the context of problem solving, not 
persuasion or selling. The focus of the presentation should be on the 
entire proposal rather than individual elements such as rate, fees, 
collateral or covenants in a loan agreement. The presentation should 
emphasize benefits rather than costs. The most effective presentations 
are fast-paced allowing enough time but not too much, 
straightforward, supported with visuals, and controlled by the 
presenter. 
 

Prospects don’t buy a product based on its similarity to others, but on 
the basis of differences. The lender should emphasize differences that 
solve the unique financial needs of the prospect, i.e., creative terms, 
pricing, and support requirements. 
 

The most significant “difference” is probably the lender himself/ 
herself. Therefore, personal appearance, presentation, and sincerity are 
important. 
 

Negotiation 
 

Every prospect call and proposal is in essence a negotiation. There are 
several guidelines which will enhance the potential for a successful 
negotiation. 
 

⚫ focus on interests/needs 
 

⚫ confirm goals 
 

⚫ present multiple options 
 

⚫ frame options positively 
 

⚫ apply creativity 
 

⚫ avoid escalation 
 

⚫ retain options 
 

⚫ restate agreements to show progress 
 

⚫ keep your cool 
 

⚫ build ownership 
 

The purpose of the negotiation is to reach an agreement on a proposal 
which meets the needs of the customer and the bank. Keys to a 
successful negotiation include: 
 

⚫ focus on interests rather than positions 
 

⚫ negotiate benefits, not costs 
 

⚫ negotiate packages not items 
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⚫ focus on future costs/benefits not the past 
 

⚫ create the desire to reach an agreement 
 

⚫ listen with empathy 
 

⚫ respect the other party’s point of view 
 

⚫ appeal to the customer’s self interest 
 

⚫ defuse emotion and anger  
 

⚫ be soft on the people and hard on the problem 
 

⚫ if you can’t get yes, make it hard to say no 
 

⚫ be prepared to walk away 
 

⚫ avoid becoming emotionally involved in the negotiation 
 

Quite often there are obstacles to a successful negotiation that go 
beyond the issues being negotiated. These might include: 
 

⚫ the solution was not the other party’s idea 
 

⚫ unmet interests remain 
 

⚫ the other party fears losing face 
 

⚫ too much was presented too fast 
 

Negotiations also break down because of personal errors of the 
negotiator: 
 

⚫ lack of preparation 
 

⚫ over confidence 
 

⚫ arrogance 
 

⚫ taking the other side for granted — too trusting 
 

⚫ emotional involvement 
 

⚫ misuse of power/threats 
 

⚫ bluffing 
 

⚫ escalation 
 

⚫ giving in too soon 
 

⚫ walking away too quickly 
 

⚫ impatience 
 

⚫ immovable positions 
 

Exhibit 9-2 contains other tips for a successful negotiation. 
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Exhibit 9-2 
Tips for Successful Negotiation 

1. To satisfy your needs, satisfy your customer’s needs. 

2. “Negotiation is a process of strategies and tactics, not a result. Therefore, how you 
negotiate is more important than what you negotiate.” 

3. Borrowers are usually more experienced at negotiating than lenders. 

4. How do you make the time to prepare for a negotiation when you are so busy? 

5. Demands are fixed sums of fixed positions. Needs are the underlying motivation 
behind particular demands. 

6. WIIFM -  An important radio station. “What’s in it for me?” 

7. After you put your terms on the table - shut up. 

8. Always try to get the complete laundry list from your customer. 

9. If the customer evades a question, ask it again. 

10. Always repeat items on which you’ve reached an agreement. 

11. Project confidence by sitting up straight, speaking in a steady voice, and looking 
directly at your customer. 

12. Make concessions slowly and in decreasing increments. 

13. Make a big deal over each concession, as it gives the customer satisfaction, as well 
as possible reward. 

14. Always let your customer save face.  

15. Negotiating on the phone is difficult, as it is easier for the customer to say, “No.” 
(Conversely, it is also easier for you to say “No.”) 

16. If you’re trying to get an agreement over the phone, you may be better off to initiate 
the call yourself. Be very prepared with a checklist, take detailed notes, and then 
confirm in writing what was agreed upon. 

17. In dealing with attorneys, the other side almost always has a deadline. Most 
concessions are made near the deadline.  

18. In most negotiations both sides may conceal their true priorities. Asking questions and 
appearing defenseless can be a good strategic move. Asking questions even when 
you know the answers can be even better. 

19. Always try to see the problem from the customer’s point of view. 
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Exhibit 9-2, continued 

20. Bankers possess real leverage or power in many instances, in the following ways:  
  ⚫ Power to withhold i.e. say No  
  ⚫ Superior product   
  ⚫ Lower interest rate   
  ⚫ Better location   
  ⚫ Very little competition   
  ⚫ Better service   
  ⚫ Threat of lawsuits   
  ⚫ Less need to reach agreement 

21. Bankers may also have perceived leverage or power, including the following:  
  ⚫ Greater personal stature, prestige or image   
  ⚫ Superior communication ability   
  ⚫ Better preparation or more knowledge 

⚫ Alternatives 
 

Presented by:  Niki Nicastro McCuistion, CSP 601 San Juan Court, Irving, Texas 75062.  
 

Close 
 

The calling effort is not complete or successful until a solution to the 
prospect’s problem is found and implemented. This may be a slow 
process, especially when trying to win a long-standing relationship 
away from a competitor. Persistence is often necessary. 
 

The lender should not take a turn-down personally. There are 
numerous reasons why a prospect might reject a proposal: 
 

⚫ lack of clarity 
 

⚫ inappropriate solution 
 

⚫ lack of empathy or sincerity 
 

⚫ customer loyalty 
 

⚫ resistance to change 
 

⚫ simple inertia  
 

Final agreement will be reached when 
 

⚫ the perceived value of the agreement exceeds the costs 
 

⚫ all problems are solved 
 

⚫ nothing is agreed until everything is agreed 
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Follow-Through 
 

Good call follow-up includes  
 

⚫ call report 
 

⚫ letter to prospect 
 

⚫ immediate action on requests for information, proposals, etc.  
 

Maintenance 
 

Following are the maintenance requirements for a good ongoing total 
commercial relationship:  
 

⚫ personal relationship with customer 
 

⚫ periodic calls 
 

⚫ good service 
 

⚫ fair pricing 
 

⚫ continuing interest in and understanding of customer’s business 
 

⚫ quick response to problems 
 

⚫ anticipation of future financial and product needs and tailoring 
of bank services to meet those needs 

 

PROFITABLY PRICING RELATIONSHIPS 
 

Pricing is often one of the most difficult parts of negotiating and 
managing a lending relationship. Visual 9-6 outlines nine steps to 
better loan pricing. 

Visual 9-6 
Nine Steps to Better Loan Pricing 

Step 1: Know What You Have to Get 
Step 2: Price for Risk 
Step 3: Price the Transaction 
Step 4: Recognize the Value of the Relationship 
Step 5: Present Benefits, Not Costs 
Step 6: What’s the Deal? 
Step 7: Sell the Value of the Banking and Personal Relationship 
Step 8: Establish a Walk Away Point 
Step 9: Plant, Nurture and Prune 
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Step 1:  Know What You Have to Get 
To effectively negotiate anything, you have to define your 
expectations from the negotiation. In the context of pricing this means 
defining what you have to get to cover the bank’s costs and meet its 
profit objective. Costs include the cost of funds, direct product costs 
and administrative overhead. 
 

Step 2:  Price for Risk 
The primary consideration in pricing a loan is the potential for default 
and loss given default. The transaction must be priced to compensate 
the bank for the risk being assumed. Credit risk premiums should be 
correlated with the asset quality rating on the loan. The risk premium 
should reflect the bank’s actual default and loss experience for that 
asset quality rating as determined by migration analysis. 
 

Pricing should also incorporate risk premiums for the term of the loan, 
whether the interest rate is fixed or floating and for the risk inherent in 
the industry. 
 

Step 3:  Price the Transaction  
The lender must price for the unique characteristics of the transaction. 
Each transaction will have a unique cost of funds e.g. 
tenor; administrative burden e.g. commitment, usage, risk; monitoring 
requirements; terms e.g. collateral, guaranty, covenants; risk e.g. 
default and loss; and risk adjusted return on capital (RAROC) e.g. type 
of loan and industry. The odds of any two loans even to the same 
borrower having the same rate are very slim if the loan is properly 
priced. 
 

Step 4:  Recognize the Value of the Relationship 
Relationship pricing incorporates not only the rate charged but also 
fees, the imputed value of deposit balances and the value of other 
products and services. When pricing loans, the lender should focus on 
the income from the relationship rather than the rate on the loan. 
Ideally, the bank has a customer relationship profitability model in 
place with the capability to model the impact on relationship 
profitability of additional transactions and/or assumptions about 
amortization, interest rate, fees, deposit balances, impact of collateral 
or guarantees on the risk premium. 
 

Visual 9-7 presents sample output from a customer profitability model. 
The model uniquely assigns key elements of bank costs e.g. cost of 
funds, overhead, risk premium to a customer loan transaction as well 
as integrates the value of other relationships the customer has with the 
bank. 
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Visual 9-7 
Customer Profitability Statement 

 

  

ABC Company, Inc. 
 

All Figures are Annual 
 

ORIGINAL LOAN AMOUNT $ 1,500,000 
 

Loan Interest Revenue @ 6.00% $ 90,000 
- FTP* Charge @ .1.60% $ 24,000 

 

Net Interest Income - Loan $ 66,000 
 

FTP* Credit @ .75% $ 2,250 
- Deposit Interest Expense - MMI @ .60% $ 900 

 

+    Net Interest Income - Deposit $ 1.350 
 

Net Interest Income $ 67,350 
 

+    Fee Income (One Year Loan) $ 3,750 
 

Origination Expense $ 15,000 
Transaction Expense $ 1,500 
Maintenance Expense $ 11,250 

 

- Non-Interest Expense $ 27,750 
 

- Loan Loss Provision based on AQR 6 $ 18,750 
 

FTP* on Equity $ 1,530 
 

+    FTP* Credit on Equity $ 1,530 
 

Net Income Before Tax $ 26,130 
 

- Tax (21%) $ 5.487 
 

Net Income After Tax $ 20,643 
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Visual 9-7, continued 
 

 
** Note the improvement in relationship profitability contributed by demand deposits as 

 market interest rates rise  
 
The model generates a Risk Adjusted Return on Capital (RAROC) and 
a measure of Economic Value Added (EVA). This transaction does 
not meet the bank’s required RAROC (11.47% vs. 12%) and thus 
destroys shareholder value - EVA ($986). At this point, the lender 
must make a business decision. 
 

⚫ improve the return 
 − raise rate 10bp 
 − increase fee 10bp 
 − increase deposit balances 
 – adjust amortization e.g. 52 months vs. 60 
 – suggest variable rate or alternative indices e.g. 
  Secured Overnight Financing Rate (SOFR)  
 

 

- Capital Charge (12% hurdle rate) $ 21,629 
 

Net Income After Capital Charge - EVA $ (986) 
 
* FTP - Funds Transfer Pricing 
 
Profitability Statistics 
 
Risk Adjusted Return on Capital (RAROC)  11.47% 
Return on Assets (ROA)  1.38% 
 
Balance Sheet Summary 
 
Average Loan Balance $ 1,500,000 
Deposit Balance 1 – DDA ** $ 150,000 
Deposit Balance 2 - MMDA $ 150,000 
Capital Assignment Loans $ 180,000 
Loan Loss Reserve $ 43,500 
Capital Assignment Deposits $ 240 
 
General Information 
 
Loan Spread - Basis Points  440 
Asset Quality Rating (AQR) - Marginally Acceptable  6 
Deposit Type 1  DDA 
Deposit Type 2          MMI 
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⚫ accept the return 
 − borrower is a center of influence 
 − future potential for expanding the relationship 
 

⚫ walk away 
 

Step 5:  Present Benefits, Not Costs 
It is important that the proposal be presented to the customer in the 
context of projected benefits rather than costs. Demonstrate how the 
proposed transaction/relationship will allow the borrower to increase 
revenue, reduce costs or improve operating efficiency. As noted 
earlier, utilize the bank’s financial analysis and the lender’s expertise 
as the foundation for demonstrating how the transaction will add value. 
 

Step 6:  What’s the Deal 
Quite often the borrower’s response to the bank’s value proposition is 
“I can get a better deal from the competition”. Before “meeting the 
competition” be sure you ask “What’s the deal.” The borrower will 
generally focus on the best aspects of the competitor’s offer without 
sharing other components including 
 

⚫ rate 
 

⚫ fees 
 

⚫ deposit relationship 
 

⚫ amount 
 

⚫ term 
 

⚫ collateral 
 − advance rate 
 − appraisal requirements 
 − environmental assessment 
 

⚫ covenants 
 

⚫ financial reporting 
 

⚫ costs to move the relationship 
 − legal 
 − appraisal 
 − environmental assessment  
 

The lender must assure that the deals are comparable. Asking the 
customer for a copy of the term sheet or commitment letter from a 
competing lender may do the borrower a favor. Quite often borrowers 
only hear the best parts of the proposal, assume “discussions” are a 
commitment or overlook costs associated with the transaction. This 
approach also may expose the fact the borrower is bluffing claiming a 
proposal which really doesn’t exist. 
 

  



Commercial Lending 

 

 (c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 

9-20 All rights reserved. Subject to annual license expiring January 31, 2020 

Notes 

Step 7:  Sell the Value of the Banking and Personal Relationship 
Every lender should ask himself/herself “what is it worth for the 
privilege of doing business with me?” 
 

Long standing relationships especially when the bank stood by the 
customer in adversity have value. The lender through his or her 
knowledge of the customer, industry, market and bank products adds 
value. Quite often the bank is a customer of the borrower and the 
reciprocal relationship has value. As previously noted, the personal 
rapport between the lender and the borrower is a key element of any 
lending relationship.  
 

The Federal Reserve is tightening monetary policy including regular 
increases in the Federal Funds rate and shrinking the size of the Federal 
Reserve’s balance sheet $30B a month.  These actions are draining 
liquidity from the banking system forcing up market interest rates 
 

Step 8:  Establish a Walk Away Point 
Every good negotiator has a walk away point. In pricing, that point 
may be the rate the bank could earn on alternative investment 
opportunities with other borrowers or securities adjusted for 
differences in administrative costs and risk. In some instances, it may 
be advantageous to price using the marginal cost of new business 
especially when the bank has excess liquidity. The bank must be sure 
the transaction covers its cost of funds, direct costs including the cost 
of incremental risk assumed and contributes to overhead. Pricing may 
also reflect the future potential of the relationship, but this can be 
dangerous if the potential is not realized. 
 

Lenders must guard against negotiating with themselves when 
negotiating price. Sometimes, the borrower may not counter the 
bank’s proposal forcing the bank to make another proposal − negotiate 
with itself. 
 

Step 9:  Plant, Nurture and Prune 
A loan portfolio is dynamic requiring planting, nurturing and pruning. 
A lender should develop a relationship plan and profitability strategy 
for each significant relationship.  The plan should focus on 
planting profitable relationships, nurturing relationships with potential 
to broaden and deepen the relationship and pruning unprofitable 
relationships. Banks have lost significant NSF and overdraft income 
as well as reduced interchange fees making it difficult for banks to 
justify maintaining marginally profitable or unprofitable relationships. 
Visual 9-8 outlines four alternative relationship management 
strategies. 
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Notes 
Successfully and profitably managing customer relationships is at the 
heart of every relationship manager’s job description. Relationship 
management is also the foundation for bank profitability. The ultimate 
success of any bank will be determined by how well it identifies and 
profitably meets customer needs. 

 

Visual 9-8 
Current Profitability and Lifetime Profitability 

 
 

 
        

 

  
 

  

    Lifetime Profit Potential 
 

High                           Low 
 High 

 
 
 
 
 
 
 
 

Current 
Profitability 

 
 
 

 
 

 
 

 
Low 

 

Migrate/ 
“Upsell” 

Reprice/Divest 

Retention 
Cross-Sell 

Retention/ 
Reduce Costs 
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IDENTIFYING AND MANAGING PROBLEM LOANS   10                                                     
 

 

 
 

Notes 

OVERVIEW  
 

Although problem loans are not always preventable, lenders can 
minimize losses from them with good underwriting, active monitoring, 
early problem loan identification and aggressive corrective action. 
This module both draws on earlier material and presents new 
information to show how problem loans can be identified and what 
can be done to curtail losses—from meeting with the borrower to 
managing a bankruptcy.  
 

LEARNING OBJECTIVES 
 

At the end of this module, you will be able to  
 

⚫ identify the causes of problem loans 
 

⚫ describe how to detect problem loans 
 

⚫ describe the first steps in dealing with a problem loan 
 

⚫ describe the elements of a successful meeting with a problem 
borrower 

 

⚫ describe how to formulate a problem loan strategy and evaluate 
the alternatives 

 

⚫ define the steps in implementing a problem loan strategy 
 

⚫ understand key legal concepts of bankruptcy 
 

⚫ identify a troubled debt restructure (TDR) 
 

⚫ understand the methodology utilized to assess the adequacy of 
the allowance for loan and lease losses (ALLL) including 
Current Expected Credit Losses (CECL) 

 

⚫ apply the techniques in a case study  
 

INTRODUCTION 
 

A problem loan is a loan for which there is the potential for a 
breakdown in the repayment agreement with the borrower, such that 
the bank is subjected to the prospect of loss. Every problem loan is a 
cash flow problem for the borrower but so is every lending 
opportunity.  In  the  early  stages  a good  lending  opportunity  and a  
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potential problem loan look a lot alike. The difference is management 
as every problem loan is also a management problem.    
 

The loan evaluation process presented for use in loan underwriting 
employs the same techniques that should be used in loan monitoring 
to detect potential problem loans. The process also must be repeated 
in evaluating alternatives and deciding on a course of action to 
resolve a problem loan. 
 

A lender has four opportunities to avoid losses on problem loans:  
 

⚫ good loan underwriting 
 

⚫ active loan monitoring 
 

⚫ early problem loan identification 
 

⚫ aggressive corrective action when a problem is recognized  
 

CAUSES OF PROBLEM LOANS  
 

Visual 10-1 lists various causes of problem loans. Note that the 
causes of problem loans correlate closely with deterioration in one or 
more of the key variables, which are listed in Visual 10-2. 

 

Cash Flow 
 

These factors cause problem loans because they can negatively affect 
cash flow and are all things management can manage. Exhibit 10-1 
can be used to show how the UCA cash flow format helps isolate the 
causes of problem loans:  
 

⚫ profitability—Negative Cash after Operations  
 

⚫ control—inventory and receivables—Negative Cash from 
Trading 

 

⚫ leverage/loan structure/dividends or distributions—Negative 
Cash after Debt Amortization 

 

⚫ fixed assets/long-term investments—Negative Financing Surplus 
(Requirements)  

 

⚫ growth—Negative Cash from Trading/Cash after Operations 
 

⚫ liquidation current assets—Positive Cash after Operations 
 

⚫ failing to replace fixed assets—Positive Cash after Operations 
with no additions to fixed assets 
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Notes 

Visual 10-1 
Causes of Problem Loans 

 

 ⚫ Changes in the external environment 
 ⚫ Fraud 
 ⚫ Inadequate sales 
 ⚫ Inadequate gross margin 
 ⚫ Poor control of sales, general and administrative expenses 
 ⚫ Poor control of inventory and accounts receivable 
 ⚫ Excessive investment in fixed assets 
 ⚫ Too rapid growth 
 ⚫ Improper debt structure 
 ⚫ Excessive debt 
 ⚫ Excessive dividends or owner withdrawals 
 ⚫ Ineffective management 
 

 

Visual 10-2 
Key Variables 

 
 

 ⚫ Level of sales 
 ⚫ Gross margin 
  − Price 
  − Cost of goods 
 ⚫ Sales, general, and administrative expense 
 ⚫ Interest 
 ⚫ Taxes 
 ⚫ Distributions/Dividends 
 ⚫ Accounts receivable 
 ⚫ Inventory 
 ⚫ Fixed assets 
 ⚫ Accounts payable 
 ⚫ Financial leverage/debt structure 
 ⚫ Growth rate 
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Exhibit 10-1 
Cash Flow—UCA Method 

 

   20 _______      20 _______        20 ______       20 ________  
Sales—Net  __________   _________   _________   __________  
(Inc) Dec in Receivables  __________   _________   _________   __________  
 Cash From Sales  __________   _________   _________   __________  
 

Cost of Goods Sold*  __________   _________   _________   __________   
(Inc) Dec in Inventories  __________   _________   _________   __________   
Inc (Dec) in Payables  __________   _________   _________   __________   
 

 Cash Production Costs  __________   _________   _________   __________   
 Cash From Trading Activities  __________   _________   _________   __________  
 

S,G&A Expense*   __________   _________   _________   __________  
(Inc) Dec in Prepaids  __________   _________   _________   __________  
Inc (Dec) in Accruals  __________   _________   _________   __________   
 

 Cash Operating Costs  __________   _________   _________   __________   
 Cash After Operations  __________   _________   _________   __________  
 

Miscellaneous Cash Income**  __________   _________   _________   __________  
Income Taxes Paid***   __________   _________   _________   __________  
 

 Net Cash After Operations  __________   _________   _________   __________  
 

Interest Expense  __________   _________   _________   __________   
Dividends Paid/Owner Withdrawals  __________   _________   _________   __________   
 

 Financing Costs  __________   _________   _________   __________   
 Cash After Financing Costs  __________   _________   _________   __________   
 

Current Portion Long-Term Debt****   __________   _________   _________   __________  
 

 Cash After Debt Amortization  __________   _________   _________   __________  
 

Capital Expenditures *****  __________   _________   _________   __________  
Long-Term Investments  __________   _________   _________   __________  
 Financial Surplus (Requirements)  __________   _________   _________   __________  
 

Inc (Dec) Short-Term Debt   __________   _________   _________   __________  
Inc (Dec) Long-Term Debt******  __________   _________   _________   __________   
Inc (Dec) Equity*******  __________   _________   _________   __________   
 

 Total External Financing  __________   _________   _________   __________  
  

Cash After Financing  __________   _________   _________   __________   
Actual Change in Cash  __________   _________   _________   __________   
 

(  )—Indicates decline in cash *  Net of depreciation, amortization, depletion 
Inc—Increase ** Other income—other expense ± change other current assets/liabilities 
Dec—Decrease *** Tax provision ± change in deferred tax asset, accrued income taxes  

  payable and deferred taxes payable 
  ****  Previous year’s current maturities long-term debt 
  ***** Change in net fixed assets plus depreciation 
  ****** Change in long term debt plus this year’s current maturities 
  ******* Common, preferred, treasury stock only 
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Every problem borrower experiences a cash crisis. Visual 10-3 illu-
strates the cash crisis hierarchy. 
 

The cash crisis leads to deterioration in the viable core business and 
weakens the bank’s collateral position. If the bank relies solely on 
late payments and overdrafts as early warning signals, the bank is 
unlikely to be aware of the deterioration in the borrower’s financial 
condition until substantially all the good inventory is sold and the 
quality receivables have been collected. The borrower will remain in 
business unless foreclosed by the bank as long as he/she has salable 
inventory, has quality receivables to collect, and the equipment 
works. 
 

At the root of every problem loan is a cash flow problem. Problem 
borrowers frequently have persistent deficit operating cash flows, 
necessitating continuing infusions of cash from loans, new equity or 
liquidation of current assets. The solution to a problem loan rests in 
correcting the cause of the cash flow problem, achieving cash 
breakeven and putting the company in the position to generate 
positive operating cash flow. The alternative is to generate 
discretionary cash flow through liquidation of collateral. 

 

Visual 10-3 
Cash Crisis 

 

 ⚫ Delay Payables 
 ⚫ Delay Purchases, Selling from Current Inventory 
 ⚫ Accelerate the Collection of Receivables 
 ⚫ Defer/Eliminate Research and Development 
 ⚫ Defer Equipment Maintenance and Replacement 
 ⚫ Sell Assets 
 ⚫ Fail to Pay Insurance Premiums 
 ⚫ Fail to Make Timely Tax Payments 
 ⚫ Overdraw Checking Accounts 
 ⚫ Late Payments 
 

Management 
 

As noted, every problem loan is a management problem. The 
problem can be a strategic failure to develop and/or implement a 
strategic plan or a focused value proposition. The borrower may have 
no clear sustainable competitive advantage. 
 

Borrowers also get in trouble because they do not invest in good 
systems to manage and monitor accounts receivable and inventory.  
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Quite often problem borrowers do not fully understand their costs. 
Finally, problem borrowers have trouble preparing timely and 
accurate financial information. 
 

Problem borrowers often make large investments in non-productive 
fixed assets and have significant corporate or personal lifestyles. 
Some borrowers get in trouble because of failing to adequately plan 
for management succession. 
 

If management is the problem, the bank must ask if existing 
management can be part of the solution. With appropriate guidance, 
can management turn the company around? If not, then the bank 
must encourage the owner/managers to seek help from outside 
advisers such as accountants, attorneys or board members. The 
borrower may consider hiring managers or engaging consultants with 
expertise in the areas creating the borrower’s problems. Key 
employees may be consulted particularly if they have expertise in the 
problem areas. The bank must not make decisions normally reserved 
for management which could expose the bank to potential lender 
liability claims. 

 

Loan Officer 
 

To this point, the emphasis has been on problem loans growing out 
of management failure on the part of the borrower. Problem loans 
also grow out of loan officer mistakes. Visual 10-4 contains a list of 
common mistakes that can result in problem loans.  

 

Visual 10-4 
Loan Officer Mistakes 

⚫ Failure to Understand the Borrower’s Business and Financial Needs 

⚫ Inadequate Loan Underwriting 

⚫ Improper Loan Structure 

⚫ Insufficient Loan Monitoring and Loan Management 

⚫ Inadequate Collateral and/or Insufficient Loan Documentation 

⚫ Failure to Take Aggressive Corrective Action When Problems are Recognized 
 

Exhibit 10-2 lists common loan officer banking mistakes that lead to 
problem loans. Through the use of a structured process, such as the 
loan evaluation process, many of the common lender mistakes can be 
avoided.  
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Exhibit 10-2 
Common Loan Officer Banking Mistakes 

That Can Lead to Problem Loans 

In the Beginning  
⚫ Allowing customer to intimidate, coerce into, or sell the banker on making the loan 
⚫ Failure to ask pertinent questions for fear of angering or losing the customer 
⚫ Making difficult loans that should be handled by a more experienced officer 
⚫ Basing the lending decision on pressure from other parties, especially the 

competition 
⚫ Trying to be an entrepreneur/businessperson through the customer using the bank’s 

money 
⚫ Inadequate analysis of the borrower 
⚫ Inadequate analysis of financial statements 
⚫ Inadequate analysis of loan purpose, source of repayment, and excess cash flow 
⚫ Improper loan structure — amount, multiple sources of repayment, timing of 

repayment (terms) 
⚫ Improper collateralization 
⚫ Failure to properly identify entity bank is dealing with 
⚫ Failure to supervise utilization of loan proceeds 
⚫ Failure to obtain and perfect valid security interest 
 

After the Loan Was Made 

⚫ Did not effectively follow loan 

 − Request and review financial information 

 − Make periodic visits to company 

 − Perform periodic trade and industry checks 

 − Monitor impact of changing economic conditions on company 
⚫ Did not limit ability to expand too fast 
⚫ Let customer borrow in small amounts until he/she had too much debt or bank 

placed in forced lending situation 
⚫ Inappropriate management of the lending function  
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Exhibit 10-2, continued 
 

When the Problem Is Recognized  
⚫ Afraid to look into credit—ask tough questions 
⚫ Afraid to admit made a mistake or have a problem 
⚫ Cut off communication with customer, resort to pressure/threats to collect loan 
⚫ Inaction hoping situation will improve — “miracle approach”  
 

Credit Administration 
 

Many problem loans, especially when problem loans are pervasive in 
a bank, result from a breakdown in credit discipline. Elements of this 
breakdown can include (Visual 10-5) 
 

⚫ loan growth at the expense of loan quality   
 

⚫ loan growth in geographic areas and industries outside the 
bank’s expertise and ability to control 

 

⚫ borrower, industry or geographic concentrations of credit and/or 
advances on collateral beyond prudent levels 

 

⚫ emphasis on profits over loan quality, especially where the 
risk/reward equation has become unbalanced 

 

⚫ absence of a clearly defined loan policy or failure to adhere to 
the policy 

 

⚫ absence of a granular asset quality rating system/failure to timely 
and accurately assign ratings 

 

⚫ weak loan review procedures 
 

⚫ poorly structured incentives 
 

Credit Culture/Management 
 

Basic to a quality loan portfolio is a strong credit culture emphasizing 
effective credit administration. The lender plays an important role in 
credit administration, particularly problem loan identification. The 
lender is closer to the credit than credit administration, loan review or 
the examiners and thus should be able to spot deterioration first. The 
lender should initiate the process to downgrade the asset quality 
rating on a deteriorating credit. The timely and accurate assignment   
of asset quality ratings to loans in a lender’s portfolio should be part 
of the lender’s performance appraisal. A positive environment can 
help encourage lenders to identify and address problem loans.  
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EARLY WARNING SIGNALS 
 

There are specific signs of deterioration that a lender can look for in 
ongoing loan monitoring. These early warning signals can be divided 
into four types (Visual 10-6): 
  

⚫ financial—periodic financial information received from the 
borrower 

 

⚫ management—visits with management 
 

⚫ operations—plant visits 
 

⚫ banking—periodic review of bank records  
 

Exhibits 10-3 through 10-6 summarize various signals from each of 
the four categories. Note that many of the “banking” early warning 
signals, such as late payments, overdrafts, etc., are not really early 
warning signals at all. These “signals” are confirmation that a cash 
flow problem exists, especially when viewed in the context of the 
cash crisis hierarchy introduced earlier. 
 

One or more early warning signals may appear in any lending 
relationship. Early warning signals are indicators only and require 
additional investigation or probing for evidence of deterioration in 
the credit. 

 

Key Variables 
 

Deterioration in the following key variables (Visual 10-2) are the 
most valid and effective early warning signals because they precede 
the cash crisis: 
 

⚫ sales/market share 
 

⚫ gross margin 
 

⚫ S, G, & A/operating expenses 
 

⚫ interest/taxes 
 

⚫ distributions/dividends 
 

⚫ inventory, receivables, fixed assets 
 

⚫ payables 
 

⚫ financial leverage/debt structure 
 

⚫ growth rate  
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Exhibit 10-3 
Early Financial Warning Signals 

 

Balance Sheet 
⚫ Failure to get financial statements in a timely fashion 
⚫ Refusal to provide audited financial statements especially larger borrowers 
⚫ Changes in accounting methods or accountants  
⚫ Qualified or adverse opinion 
⚫ Slowdown in accounts receivable collection period 
⚫ Deterioration in customer’s cash position 
⚫ Sharp increase in dollar amounts or percentage of accounts receivable 
⚫ Sharp increase in dollar amounts or percentage of inventory 
⚫ Slowdown in inventory turnover 
⚫ Decline in current assets as a percentage of total assets 
⚫ Deterioration of the liquidity/working capital position 
⚫ Marked changes in mix of trading assets 
⚫ Rapidly changing concentrations in fixed assets 
⚫ Increase in non-productive fixed assets e.g. fancy offices, airplane 
⚫ Large increase in reserves 
⚫ Concentrations in noncurrent assets, other than fixed assets 
⚫ Presence of debt due from officers/stockholders 
⚫ Significant increase in loans to officers or affiliates 
⚫ High concentration of assets in intangibles 
⚫ Disproportionate increase in current debt or a decline in the current ratio 
⚫ Substantial increase in long-term debt 
⚫ Increasing debt to tangible net worth ratio 
⚫ Significant changes in balance sheet structure 
  



10 Identifying and Managing Problem Loans 

 

 

 (c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 

All rights reserved. Subject to annual license expiring January 31, 2020 10-11 

Notes 
Exhibit 10-3, continued 
 

Income Statement 
⚫ Declining sales 
⚫ Rapidly expanding sales especially if profits are stagnant 

⚫ Major gap between gross and net sales including increases in returns 
⚫ Declining gross profit margin 

⚫ Rising sales, general, and administrative expenses (overhead) accompanied by 
narrowing margins 

⚫ Rising sales and falling profits 

⚫ Rising levels of bad debt losses 
⚫ Disproportionate increases in overhead, relative to sales 

⚫ Rising levels of total assets, relative to sales/profits 
⚫ Operating losses 
 

Receivables Aging 

⚫ Extended average age of receivables 
⚫ Change in credit policies 

⚫ Extended terms 
⚫ Replacement of accounts receivable with notes receivable 

⚫ Concentration of sales 

⚫ Compromise of accounts receivable 
⚫ Concentration of seriously past due accounts 

⚫ Receivables from affiliated companies 
 

Projections 

⚫ Inability to obtain projections 
⚫ Failure to provide underlying assumptions 

⚫ Overly optimistic projections 

⚫ Wide disparities between projected and actual results 
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Exhibit 10-4 
Early Management Warning Signals 

 
 

⚫ Change in behavior/personal habits/lifestyle of key people 
⚫ Inability to articulate strategic direction or competitive strategy 
⚫ Marital problems 
⚫ Change in attitude toward bank or banker, especially a seeming lack of cooperation 
⚫ Failure to perform personal obligations 
⚫ Lack of experience in this industry or line of business 
⚫ Changes in management, ownership, or key personnel 
⚫ Illness or death of key personnel 
⚫ Inability to meet commitments on schedule 
⚫ Recurrence of problems presumed to have been solved 
⚫ Inability to plan 
⚫ Poor financial reporting and controls 
⚫ Fragmented functions 
⚫ Venturing into acquisitions, new business, new geographic area, or new product 

line 
⚫ Desire and insistence to take business gambles and undue risk 
⚫ Unrealistic pricing of goods and services 
⚫ Neglect or discontinuance of profitable standard lines 
⚫ Delay in reacting to declining markets or economic conditions 
⚫ Lack of visible management/ownership succession 
⚫ One-person operations showing growth patterns that strain the capacity of the 

owner to manage and control coupled with failure to delegate responsibilities 
⚫ Change in the business, economy, or industry 
⚫ Labor problems 
⚫ Unusual or unrealistic plans for the future 
⚫ Litigation against borrower 
⚫ Primary operations outside bank’s normal business area 
⚫ Negative publicity      
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Exhibit 10-5 
Early Operations Warning Signals  

 

⚫ Change in the nature of the company’s business 

⚫ Sale of assets outside the ordinary course of business 

⚫ Poor financial records and operating controls 

⚫ Poor use of personnel 

⚫ Concentration of sales or suppliers 

⚫ Loss of key customers, product lines, franchises, distribution rights, or sources of 
supply 

⚫ Loss of one or more major, financially sound customers 

⚫ Substantial jumps in size of single orders or contracts that would strain existing 
production capacity 

⚫ Speculative inventory purchases that are out of line with normal purchasing 
practices 

⚫ Failure to take purchase discounts 

⚫ Poor maintenance of plant and equipment 

⚫ Deferred replacement or outmoded or inefficient plant and equipment 

⚫ Evidence of stale inventory, large levels of inventory or inappropriate mix of 
inventory 

⚫ Overstocked, damaged or obsolete inventory 

⚫ Poor employee attitude and morale 

⚫ Excessive downtime for repairs 

⚫ Difficulty scheduling plant visits  
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Exhibit 10-6 
Early Banking Warning Signals  

 

⚫ Inability to get timely financial information 
⚫ Sudden or excessive borrowing 
⚫ Changes in deposit patterns 
⚫ Declining bank balances 
⚫ Transfer of operating accounts to another bank 
⚫ Excessive note renewals or unanticipated note renewals 
⚫ Poor financial planning for fixed-asset requirements or working capital requirements 
⚫ Heavy reliance on short-term debt 
⚫ Marked changes in borrowing or repayment patterns 
⚫ Sharp jumps in the size/frequency of loan requests 
⚫ Loans where more than a single source of repayment cannot be easily or 

realistically identified 
⚫ Loans where the purpose is “working capital” 
⚫ Calls from existing suppliers requesting credit information to evaluate requests for 

special terms or expanded credit information to further evaluate the company 
⚫ Notices of purchase-money security interests 
⚫ Calls from new suppliers, requesting credit information to open new credit lines 
⚫ Appearance of other lenders in the financial picture, especially collateral lenders 
⚫ Evidence of checks written against uncollected funds or returned checks 
⚫ Borrower quits taking trade discounts 
⚫ Borrowing continues after seasonal need has passed 
⚫ Large liens on assets 
⚫ Notice of cancellation of insurance 
⚫ Tax liens, mechanics’ liens, judgments, garnishments 
⚫ Delinquency/overdrafts 
⚫ Failure to comply with covenants contained in loan agreements  
  



10 Identifying and Managing Problem Loans 

 

 

 (c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 

All rights reserved. Subject to annual license expiring January 31, 2020 10-15 

Notes 

FIRST STEPS 
 

The lender must address several key issues before meeting with the 
borrower to discuss the problem loan. These “first steps” are not 
necessarily all-inclusive nor are they in sequential order. The steps 
should be pursued simultaneously.  

 

Visual 10-7 
First Steps 

 

⚫ Evaluate the Borrower 

⚫ Evaluate the Loan Officer 
⚫ Review Account Activity 

⚫ Review the Credit File 

⚫ Review the Collateral 
⚫ Talk With an Attorney 

⚫ Talk With an Accountant 
⚫ Talk With Previous Account Officer 

⚫ Identify Other Creditors 
⚫ Take Aggressive Corrective Action 
 

 

Evaluate the Borrower 
 

Is the borrower honest?  Does the borrower have the ability, 
experience and emotional strength to tackle and solve the problem? 
What motivates the borrower, and how will he or she react to being 
confronted with the problem? Getting the borrower to acknowledge 
that he/she has a problem is the first and often most difficult part of 
dealing with a problem loan. The lender must determine prior to the 
meeting how he or she will get the borrower’s attention and assess 
how the borrower is likely to react. 
 

Some managers face adversity; others avoid it or crumble in the face 
of it. The goal is to get management to recognize the problem, face 
the problem, and develop a plan to effectively deal with the problem 
with the bank’s assistance.  
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The evaluation of the borrower’s management is particularly 
important because current management was probably responsible for 
the borrower’s present financial condition. As such, management’s 
ego is involved, and management may well not recognize or be 
willing to face the fact that the company has severe problems. This is 
particularly true when the manager is an owner/entrepreneur.  
Generally, the factors that make an entrepreneur successful may 
make him or her a poor manager in a workout situation, especially 
when the entrepreneur is personally involved with the company. 
More importantly, current senior management may not possess the 
skills needed to turn the company around.  
 

If turnaround skills are not evident in current management, the lender 
must begin thinking about effecting a management change if 
rehabilitating the borrower is contemplated and expected to be 
successful. However, effecting a management change must be 
handled very carefully because it may trigger litigation. There is a 
right and wrong way to go about making a management change. The 
most effective way is to convince current management they need to 
engage individuals with specialized expertise to address the 
company’s problems. 

 

Evaluate the Loan Officer 
 

The lender must honestly evaluate his or her own ability to handle 
the problem loan. This personal evaluation must include an analysis 
of whether the lender can remain objective, has the requisite skills, 
and personality traits. Good lenders are not necessarily good problem 
loan administrators. Lenders who have any doubts about their ability 
to remain objective, to remain emotionally detached, or manage the 
problem loan effectively have an obligation to seek assistance or ask 
to be removed from management of the credit. 
 

Following are some pros and cons for lenders retaining responsibility 
for their own problem loans rather than using a problem loan 
specialist: 
 

⚫ pros for lender 

 − has rapport with borrower  

 − knows credit best  

 − can be effective immediately  

 − it is good training  

 − must be held accountable for lending decisions 
 

⚫ cons for lender  

 − too personally involved to take effective and timely action  

 − lacks skills or time to effectively deal with problem loans, 
 bankruptcy, etc.  
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 − lacks personality or negotiation skills to be effective  

 − there is division of responsibility between new business 
 development and problem loan resolution, undermining 
 effectiveness of both  

 − familiarity with customer adversely affects ability to be 
 tough and effective, especially in getting the borrower to 
 recognize and deal with the problem  

 − lender has often inherited the credit from another lender 
 

Review Account Activity 
 

The lender should look for evidence of moving funds, failure to 
deposit receipts and preferential payments. Particular attention 
should be focused on deposits because the borrower may attempt to 
divert receipts in anticipation of bankruptcy.  

 

Review the Credit File 
 

The lender should use the credit file to get a perspective on the 
borrower’s total exposure with the bank including guarantees, debt 
with affiliates and contingent obligations e.g. letters of credit, 
guarantees of debt with other financial lenders. The review should 
focus on evidence of agreements that may have altered the terms of 
the relationship i.e. commitments to lend, release of collateral, waiver 
of covenants. The review should also focus on any potentially 
embarrassing items in the file, such as e-mails, gossip, innuendo, etc., 
referencing the borrower. All items in the bank’s files and the 
officer’s personal file as well as computer files are subject to 
subpoena in litigation. Correspondence with legal counsel is exempt 
under the attorney/client privilege if the correspondence has not been 
widely disseminated.  
 

The lender should confirm that the bank has current financial 
information including listings of aged receivables and payables, 
summary of inventory, tax returns and personal information on 
guarantors. The lender should also verify compliance with covenants 
in loan agreements and whether the bank has given the borrower 
timely notice of defaults. 

 

Review the Collateral 
 

In reviewing collateral, the lender should make sure the 
documentation is adequate. Attention should be paid to evidence of 
releases of collateral. A lien search should be conducted to ensure 
proper perfection and to identify other creditors. The lender should 
visually inspect the collateral to verify its existence and condition. 
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Talk with an Attorney 
 

The lender should seek legal advice on the bank’s position and rights. 
Particular attention should be paid to the lender’s conduct during the 
meeting with the borrower, potential borrower defenses and 
preliminary steps to take in preparation for the prospect of 
bankruptcy. 
 

In the current litigious environment, compounded with the debtor 
bent of the courts, it is important to anticipate potential debtor claims, 
debtor defenses and bankruptcy. This review also facilitates an 
evaluation of the risks of litigation and serves to alert the lender to 
actions that might give the borrower cause for a lender liability suit. 
 

The attorney assisting in a problem loan should be selected carefully. 
Bank counsel—inside or out—may not be the best. It is important to 
select attorneys with workout and bankruptcy experience who have 
the demonstrated ability to be tough and take aggressive action when 
the situation demands. 
 

It is the lender’s responsibility to manage the workout and the 
attorney. Aggressive workout attorneys often want to usurp the 
lender’s authority and make his or her banking/business decisions. 
The lender must remember that attorneys are hired to provide legal 
advice, not make lending/business decisions. The lender should ask 
the attorney for an estimate of time and expense required to obtain 
judgment and collection. The estimate may influence the lender’s 
approach to the borrower and choice of alternatives to resolve the 
problem credit. 

 

Talk with an Accountant 
 

The lender must ascertain the quality of financial information 
supplied by the borrower, the strength of internal controls and the 
borrower’s ability to generate proformas, projections, and cash 
budgets. Quality financial information is a must in evaluating 
alternative courses of action.  

 

Talk with Previous Account Officer 
 

The lender should talk with the previous account officer. It is often 
not possible because he/she has left the bank. Inability to talk with 
the previous lender makes handling problem loans more difficult.  
 

The purpose of the discussion is to get background on the borrower 
e.g. business/industry and management. The new lender should seek 
information about the banking relationship such as outstanding loans, 
deposits and products used. Equally, important, are banking 
relationships with related entities which might increase the bank’s 
total exposure.  
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The new lender should also review the collateral with the previous 
lender. Finally, the new lender must surface any outstanding 
commitments or “understandings” since these will surely come up in 
the first meeting with the borrower. 
 

The new lender should take steps to clearly understand from the 
previous lender’s perspective the causes of the problem and steps 
taken by the lender and the borrower to resolve the problem. 

 

Identify Other Creditors 
 

The lender should determine if there are other creditors who have 
outstanding indebtedness with the borrower or related entities. Their 
outstanding debt, collateral position and ability/desire to influence 
the workout must be ascertained. 
 

Particularly important is determining whether other creditors may try 
to manage the workout. It is also important to determine who is in the 
weakest position and who may have incentive to facilitate a workout 
by providing additional funds; restructuring interest rates, maturity, 
or collateral; or forgiving debt. 
 

The creditor who seeks to manage the workout aggressively is the 
creditor who generally comes out ahead. Brashness and innovation 
coupled with aggressive action generally put one creditor ahead of 
others. 
  

Creditors are motivated in many ways; what may be outlandish to 
one is acceptable to another.  The only way to find out is to analyze 
carefully other creditors’ positions and then ask for concessions. The 
worst that can happen is for the other creditor to say “no”. 

 

Take Aggressive Corrective Action 
 

The key to successful problem loan resolution is aggressive 
corrective action. This action must be taken from a position of 
strength grounded in superior preparation and knowledge. Superior 
preparation is a prerequisite for handling a problem loan, and strong 
loan management is the key to aggressive corrective action. Care 
must be exercised to ensure aggressive corrective action doesn’t 
become “control of the borrower”.  
 

Evidence of deterioration, as indicated by early warning signals, 
should be pursued quickly. Early detection allows the lender to 
approach the borrower in a nonthreatening way, which is generally 
impossible   if    there   has    been   significant   deterioration  in   the  
borrower’s financial condition. Early detection and aggressive 
corrective action ensure that the  bank retains  the maximum  number  
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of options to collect the indebtedness without a loss. Early detection 
enhances the prospects for  
 

 − reasonably cooperative borrower 
 − viable core business 
 − decent collateral position 
 − option to encourage the borrower to find another bank i.e. 

 greater fool 
 

Key questions to consider prior to, during and after the first meeting 
with a potential/actual problem borrower (Visual 10-8). 
 

⚫ Does the borrower recognize that he/she has a problem? 
 

⚫ Does the borrower understand what caused the problem? 
 

⚫ Can and will the borrower prepare a credible plan for dealing 
with the problem? 

 

⚫ Does the lender have confidence in the borrower’s willingness 
and ability to implement the plan? 

 

MEETING THE BORROWER  
 

Preparation 
 

The first meeting between the bank and the borrower may well be the 
most important one. It sets the tone and possibly determines the 
success of the workout. Preparation for this meeting should include 
an agenda. The meeting should occur at the borrower’s place of 
business if the bank only has concerns. Meeting at the borrower’s 
place of business provides access to other members of the 
management team, financial information and an opportunity to 
inspect the bank’s collateral. Otherwise the meeting should take 
place at the bank if the borrower is in default and should involve only 
bank representatives and the borrower—if possible, no attorneys. If 
the borrower insists on having an attorney present, the lender must 
adjourn the meeting and involve the bank’s attorney which raises the 
cost and lengthens the timeframe for resolving the problem. 
 

It is important to emphasize at the outset the meeting is for 
discussion purposes only. All agreements must be in writing and 
signed by both parties. 

 

Objectives 
 

The objectives of the meeting are to (Visual 10-9) 
 

⚫ force the borrower to face the problem 
 

⚫ surface any prior agreements i.e. commitments to lend, releases 
of collateral or waiver of covenants 
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⚫ ask to be paid 
 

⚫ solicit the borrower’s explanation of causes, proposed solutions, 
and timeframes 

 

⚫ establish information requirements 
 

⚫ establish expectations for action including a plan to achieve cash 
breakeven and “stop the bleeding” 

 

⚫ establish timeframes, performance criteria and consequences of 
non-performance 

 

⚫ establish the basis for confidence, cooperation and 
communication 

 

At this point, the lender should not make any commitments to the 
borrower concerning the bank’s future course of action. 
Commitments can follow only after careful evaluation of the causes 
of the problem and the bank’s alternative courses of action. 
 

The borrower will initially deny a problem exists or minimize its 
severity, contending the problem can be solved with a little more 
time and a little more money. The borrower will try to make his or 
her problem the lender’s problem. Failing that, the borrower may 
resort to fear or intimidation to force the lender to take a view 
favorable to the borrower. The lender must maintain control of the 
meeting and avoid conflict.  
 

Information Requirements 
 

Specific information requirements should be presented to the 
borrower:  
 

⚫ current financial information including tax returns 
 

⚫ list of corporate and personal assets 
 

⚫ summary of debt including payments 
 

⚫ inventory schedule 
 

⚫ listing of aged receivables and payables 
 

⚫ projections including supporting assumptions focusing initially 
on cash breakeven and then on longer term profitable operations 

 

⚫ plans for reducing expenses and generating cash 
 

⚫ cash budget detailing cash requirements to restore profitability 
and meet seasonal requirements 

 

It is important to have the borrower prepare the initial projection and 
cash  budget. This will  demonstrate the  borrower’s understanding of  
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the problem and his or her business, and force the borrower to come 
to grips with realistic solutions.  To affirmatively demonstrate the 
borrower’s awareness of and commitment to solve the problem, there 
should be evidence of personal sacrifice in the projections. 
 

The borrower must leave the meeting with a clear understanding of 
the banker’s information requirements, expectations, and timeframes. 
Realistically, all of these objectives will rarely be accomplished in 
one meeting. Additional meetings will be required one of which 
should be held at the borrower’s place of business. 

 

Borrower Action 
 

After the first meeting, the borrower will probably take several 
actions: 
 

⚫ consult an attorney if they have not already done so 
 

⚫ seek financing elsewhere 
 

⚫ test the banker 
 

The test may take one of several forms, including  
 

⚫ missed deadlines 
 

⚫ past due notes/payments 
 

⚫ overdrafts 
 

⚫ attempts to borrow additional funds 
 

How the lender reacts to the test is critical to the success of the 
workout. If the borrower perceives a weak response, he or she will 
not take seriously or react positively to the bank’s attempt to rectify 
the problem. 
 

The borrower may send the lender a letter summarizing the meeting. 
Often, the letter purports to recount facts or “agreements” reached. 
The lender must respond in writing correcting any misconceptions or 
misrepresentation of facts and indicating no agreements have been 
reached. Ideally, the lender has already sent the borrower a letter 
summarizing the meeting and outlining the bank’s position, 
timeframes, expectations and emphasizing all agreements must be in 
writing executed by both parties. 
 

PROBLEM LOAN OPTIONS 
 

The options available to the bank in dealing with a problem loan 
include the following (Visual 10-10):  
 

⚫ do nothing 
 

⚫ bankruptcy 
 

⚫ find another lender 
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⚫ continue with the borrower (rehabilitation) 
 

⚫ liquidate collateral  
 

Do Nothing 
 

Doing nothing is an option only when the borrower has a clear 
understanding of the problem, has developed a plan that corrects the 
problem, and is aggressively pursuing that plan. 

 

Bankruptcy Process 
 

Bankruptcy is a legal process to adjudicate or compromise the 
repayment of debt.  The process is structured to protect the rights of 
the unsecured creditors often at the expense of the secured creditors. 
 

Bankruptcy is most often a borrower-initiated option in response to 
an overt act by the bank, such as foreclosure, or as a response to a 
feeling of helplessness in dealing with the bank. Bankruptcy may be 
the borrower’s attempt to initiate action to overcome uncertainty 
created by the bank’s inaction. 
 

Under certain circumstances, bankruptcy may be an action 
precipitated by the bank, specifically, when there is evidence that  
 

⚫ the borrower is paying/pledging assets to other creditors to the 
detriment of the bank’s position 

 

⚫ the borrower is diverting assets for personal use 
 

⚫ the debtor has assets and activities geographically scattered, 
making it difficult to monitor and control the debtor’s activities 

 

A lender-precipitated bankruptcy is an extreme option and should be 
initiated only after careful planning. When the borrower bankrupts, 
the loan will typically be transferred to a workout officer or managed 
assets department. 
 

The current Bankruptcy Code was enacted in 1978 and became 
effective in 1979. The Code was modified with the Bankruptcy 
Reform Act (BRA) of 1994. There was a major overhaul of the 
bankruptcy process especially for consumers with the passage of the 
Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 
(2005 Act) which became effective on October 17, 2005. 
 

The 2005 Act makes significant changes to the application of 
Bankruptcy Law to consumer debts including 
 

⚫ mandatory credit counseling within 180 days prior to filing for 
bankruptcy 

 

⚫ stricter eligibility requirements for Chapter 7 filings 
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⚫ expanded debtor duties 
 

⚫ more filings required under Chapter 13 
 

⚫ fewer “automatic stay” protections for debtors 
 

⚫ new priority for certain debts 
 

⚫ mandatory financial management education 
 

⚫ elimination of abusive practices e.g. multiple/repeat filings 
 

⚫ changes for reaffirmation of debts 
 

⚫ additional homestead restrictions 
 

Less sweeping changes for business bankruptcies include: 
 

⚫ permanent extension of Chapter 12 
 

⚫ extension of the period to set aside fraudulent transfers or 
conveyances from one to two years (effective April 20, 2006) 

 

⚫ establishment of a minimum of $6,425 (adjusted every three 
years - adjusted effective 4/1/16 - next adjustment 4/1/19) to 
pursue a preference in a business bankruptcy 

 

⚫ a reduction of the time businesses have to decide whether to 
reject an unexpired lease to 120 days unless the court grants one 
90-day extension 

 

⚫ removes the cap on filings which qualify for expedited resolution 
under provisions applying to single asset real estate bankruptcies 

 

⚫ landlords will not be subject to automatic stay if a judgement for 
possession was obtained prior to bankruptcy or a lease 
terminates during bankruptcy 

 

⚫ fewer “automatic stay” protections for small business debtors 
 

Key Bankruptcy Concepts 
Visual 10-11 

Key Bankruptcy Concepts 
⚫ Chapters 
⚫ Debtor in Possession 
⚫ Automatic Stay 
⚫ Preference 
⚫ Control Person 
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Visual 10-11, continued  
 

⚫ Cash Collateral 
⚫ Adequate Protection 
⚫ Relief from Stay 
⚫ Plan of Arrangement 
⚫ Creditor’s Committee 
⚫ Discharge or Conversion to Chapter 7        
            
The major chapters of the Bankruptcy Code include  
 

⚫ Chapter 7—Liquidation 
 

⚫ Chapter 9—Municipal 
 

⚫ Chapter 11—Reorganization 
 

⚫ Chapter 12—Family Farm Reorganization 
 

⚫ Chapter 13—Adjustment of Debts of Individuals 
 

⚫ Chapter 15—Cross-Border Insolvency 
 

Chapter 7 – Liquidation A Chapter 7 trustee is appointed who 
generally marshals and liquidates the borrower’s assets and 
distributes the proceeds to the creditors. 
 

Chapter 11 – Reorganization At the time of bankruptcy a new entity 
is created – “Debtor in Possession” (DIP), The goal is to file a plan of 
reorganization. 
 

Chapter 12 – Family Farm Reorganization is restricted to individuals 
or family corporations engaged in farming with aggregate debts of 
not more than $4,153,150 (adjusted every three years - adjusted 
effective 4/1/16 – next adjustment 4/1/19), of which 50 percent must 
be related to the farming operation. The individuals must have 
received more than 50 percent of their gross income from the 
farming operation in the tax year prior to the filing or in both the 
second and third tax years prior to filing. If the bankrupt  company is 
a family corporation, at least 80 percent of the value of the assets of 
the corporation must be related to the farming operation. 
 

Chapter 12 also applies to family fishermen, but aggregate debt is 
limited to $1,924,550 (adjusted every three years - adjusted effective 
4/1/16 – next adjustment 4/1/19). Also, not less than 80% of the 
aggregate non-contingent, liquidated debt must arise out of 
commercial fishing and the >50 percent gross income test must be 
met during the taxable year preceding filing. 
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Chapter 13 – Wage Earners Plan applies to borrowers whose 
unsecured debt does not exceed $394,725 and secured debt does not 
exceed $1,184,200 (adjusted every three years - adjusted effective 
4/1/16 – next adjustment 4/1/19). The 2005 Act provides for means 
testing to determine if a Chapter 13 filing will be compelled (one 
test-borrower’s income > state median income). 
 

Automatic Stay stops creditor collection activity when the bankruptcy 
petition is filed.  The bank can still return checks when the account is 
overdrawn and can freeze accounts provided the bank promptly seeks 
relief from stay.  The bank can also freeze lines of credit with no 
requirement in bankruptcy to keep advancing funds. 
 

Preference - The borrower is presumed to be cash insolvent 90 days 
prior to bankruptcy. During that period, any transfers of assets to 
creditors without new consideration that serves to improve the 
position of that creditor vis-a-vis other creditors is deemed to be a 
preference. 
 

This preference may arise as a result of changes in absolute amounts 
of inventory, receivables, or cash under a floating lien securing a 
loan. Preference may also occur through payment of scheduled 
obligations and from set-off of cash collateral. The following 
situation provides an example of a bank with a floating lien on 
inventory. 
 

Ninety days prior to bankruptcy, the borrower owned inventory 
subject to the lien valued at $50,000. At the filing date, the borrower 
owned inventory subject to the lien valued at $100,000.  The bank 
had advanced no additional funds. The bank could be deemed to have 
received a preference to the extent of $50,000 and could be directed 
to turn over that amount of collateral to the trustee.  
 

Control Person -The preference period is extended to 365 days if the 
bank is deemed to be “in control of the debtor.” Control can be 
loosely defined as making decisions normally reserved for 
management or financial domination of the borrower. 
 

Obvious examples of control are  
 

⚫ serving as a board member 
 

⚫ voting controlling shareholders’ interest 
 

⚫ acting as an officer of the company 
 

⚫ replacing management 
 

⚫ forcing the hiring of a consultant 
 

Less obvious is “financial domination of the borrower.” The courts 
have not defined “financial domination,” but it is safe to say that 
directing  the  company  as to whom it  should pay or  what course of  
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action it should pursue could be construed as financial domination. 
The safest approach is always to give the borrower a choice of 
alternatives. The burden of proof for “in control of the debtor” rests 
with the debtor, who must demonstrate that the debtor was insolvent 
and that the bank did control. 
 

Proper “management” of the workout is critical if it is to be 
successful, but the lender must avoid becoming a “control person.” 
Not only could it extend the preference period, but also subject the 
bank to subordination of its debt and/or collateral position (equitable 
subordination). Becoming a control person could also subject the 
bank to potential lender liability suits and liability for remediation of 
environmental hazards. 
 

Cash collateral includes deposits in creditor financial institutions and 
the proceeds from controlled receivables and inventory e.g. asset- 
based lending. The Debtor in Possession (DIP) cannot use cash 
collateral without the court’s permission. The court may require 
adequate protection for the lender. Adequate protection is defined by 
the court and does not have to be the same class of collateral or even 
of the same priority, e.g., a second mortgage on real estate in lieu of 
cash. The only requirement is that adequate protection provide the 
“indubitable equivalent” of the lien position. 
 

The DIP has the right to use other collateral—receivables, inventory, 
equipment, etc. The bank’s perfected security interest in inventory 
and receivables does not extend to new inventory and receivables 
unless the bank is granted a security interest by the borrower or the 
court usually in the context of a cash collateral order.  The debtor in 
possession can assign or reject leases but must decide within 120 
days of filing with one 90-day extension allowed 
 

The lender should petition the court for relief from the automatic stay 
or adequate protection, seeking alternative collateral or payments for 
diminution of value. The court will provide relief from the stay 
(abandon the collateral) only if the court finds there is no equity in 
the collateral and the collateral is not necessary for the rehabilitation 
of the debtor. 
 

Plan of Arrangement - The borrower has the exclusive right to 
present a plan up to 18 months with no extensions. The plan may call 
for the abrogation of contracts, leases, or other obligations, including 
labor contracts subject to certain restrictions. 
 

The plan must be approved by ½ in number and 2/3 in dollar amount        
for each class of creditor. The court may impose a plan — “cram 
down” — if the creditor’s position is no worse than it would be in 
liquidation. 
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An expedited form of bankruptcy applies to small businesses defined 
as businesses with debt of $2,566,050 or less (adjusted every three 
years - adjusted effective 4/1/16 – next adjustment 4-1-19) not 
including debt to affiliates and insiders. Businesses qualifying may 
request that no creditors committee be appointed and may request 
that the disclosure hearing and confirmation hearing be combined. 
The debtor’s exclusive period to file a plan is 300 days and 
extensions are more difficult to obtain. 
 

The creditors’ committee is made up of the seven largest unsecured 
creditors. The role of the creditors’ committee is to oversee the DIP 
and advise the debtor on the development of a plan. The bank should 
serve only if the interests of the unsecured creditors do not conflict 
with the bank’s goals and objectives. Such conflict may occur if the 
bank is also a secured creditor. 
 

Discharge of debt in bankruptcy can be denied if the debtor has  
 

⚫ transferred or concealed property 
 

⚫ hidden or destroyed business records 
 

⚫ failed to explain the loss of assets 
 

⚫ refused to obey a court order 
 

Discharge is not effective as to  
 

⚫ taxes 
 

⚫ debts not scheduled 
 

⚫ debts arising from fraud 
 

⚫ obligations for alimony or child support 
 

⚫ damages for willful injury to property 
 

A Chapter 11 proceeding (reorganization) can be converted to a 
liquidation (Chapter 7) after request, notice, and hearing if there is  
 

⚫ continuing loss to or diminution of the debtor’s estate and the 
absence of a reasonable likelihood of rehabilitation 

 

⚫ gross mismanagement 
 

⚫ inability to effect a plan 
 

⚫ failure to maintain insurance 
 

⚫ unreasonable delay to the detriment of creditors 
 

⚫ failure to propose a plan within the court-defined timeframe 
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⚫ unauthorized harmful use of cash collateral 
 

⚫ denial of confirmation of a proposed plan or denial of additional 
time to file a plan 

 

Bankruptcy is nothing to fear. It is one of many defenses available to 
the debtor and one of many workout tools available to the lender. As 
such, it must be understood and managed as must any of the other 
alternatives. Lenders have rights in bankruptcy, also. Those rights 
will only be protected if the lender affirmatively asserts those rights. 
Just because the borrower is in bankruptcy does not mean “you can’t 
do anything.” 

 

Balance Sheet Equation  
 

Visual 10-12 reviews the balance sheet equation. The balance sheet 
equation frames the other three options available to the bank in 
dealing with a problem loan:  
 

⚫ reduce assets—voluntarily or through liquidation 
 

⚫ rearrange liabilities—find another lender or restructure/ 
compromise debt 

 

⚫ increase owner’s equity—capital injection or returning the 
borrower to profitable operation 

 

Visual 10-12 
Balance Sheet Equation 

 

 

A = L + OE 
 
Encouraging the borrower to find another lender is often the easiest 
and most expedient way to resolve a problem loan. The approach 
works only if the lender identifies the problem early before operating 
losses appear in the income statement and before the loan goes past 
due. The lender must also provide the borrower incentive to find 
another bank. The incentive may be increasing the interest rate 
charged on the borrower’s loan(s), imposing more stringent 
monitoring requirements or tightening covenants in a loan 
agreement. 
 

In the absence of good loan monitoring, early problem loan 
identification, and aggressive corrective action, the only options are 
rehabilitating the borrower or liquidation. The decision as to which 
alternative is best for the bank can only be made after a parallel 
assessment of the risks and rewards of each alternative. 
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Liquidation provides the following benefits to the bank: 
 

⚫ relatively quick return of funds 
 

⚫ limited time requirement 
 

⚫ in the absence of bankruptcy, relatively easy to effect 
 

⚫ bank is not exposed to added risk imposed by extending 
additional credit or delaying payment/stretching out amortization 

 

The advantages of rehabilitation include the following:  
 

⚫ generally, maximizes return to the bank 
 

⚫ preserves the customer relationship 
 

⚫ demonstrates community responsibility and a willingness to 
work with troubled borrowers 

 

The first priority is protecting the bank’s position. Secondarily, the 
objective should be to restore the borrower to a financially sound and 
profitable operating position. 
 

Every problem loan is a problem of too much debt. The focus in 
problem loan management must be on making the debt go away. The 
preferred option is the one that gets the most money back-present 
valued, in the least time, with the least risk, and at the lowest cost. To 
compare options realistically, the risk-adjusted, cost effected, present 
value of future cash flows must be estimated and compared to 
determine the best alternative for the bank.  
 

At this point, a problem loan will probably be transferred to a 
workout officer or managed assets department. 
 

REHABILITATING THE BORROWER  
 

Steps 
 

The lender must take the following steps to evaluate the option of 
rehabilitating the borrower (Visual 10-13):  
 

⚫ identify the causes of the problem 
 

⚫ develop alternative strategies to rectify the problem 
 

⚫ model the alternatives under the worst possible conditions, 
focusing on a sensitivity analysis of the critical key variables 

 

⚫ decide on an action plan 
 

⚫ move to implement the plan 
 

⚫ monitor the results 
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Immediate Action 
 

The immediate problem is a cash flow problem. Aggressive action 
must be taken to achieve cash breakeven—to stop the bleeding.  The 
emphasis should be on cutting costs and selling unneeded assets. 
 

Care must be taken to avoid cost cutting that will adversely affect the 
long-term viability of the company. Examples include  
 

⚫ sharply reducing maintenance expenditures 
 

⚫ eliminating research and development in a firm that competes 
based on innovation 

 

⚫ reducing marketing, product quality or changing product image 
for a company that is a value-added competitor 

 

Longer term efforts must focus on correcting the problems that have 
contributed to negative cash flow, establishing positive operating 
cash flow, restoring profitability, and reducing the debt. 

 

Key Elements 
 

For there to be a reasonable prospect for rehabilitation of the 
borrower, several elements must be present (Visual 10-14): 
 

⚫ honest and competent management 
 

⚫ problems are correctable 
 

⚫ sufficient amount of viable assets constituting a viable core 
business 

 

⚫ market for the borrower’s product or service 
 

⚫ sound strategy 
 

⚫ sufficient capital resources to finance the rehabilitation 
 

The causes of the borrower’s profitability problems generally are 
concentrated in one or a combination of issues involving 
 

⚫ people 
 

⚫ product 
 

⚫ process 
 

⚫ lack of knowledge of costs 
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The lender must focus on each to determine the source(s) of the 
problem and insist on strategies and action plans to address each 
issue coupled with defined responsibilities and a timeline for 
implementing changes 
 

The lender must convince the borrower to “buy into” the 
rehabilitation program. The bank cannot run the business; the bank 
can only suggest courses of action and monitor the borrower’s 
performance. The bank’s willingness to continue with the borrower is 
predicated on his or her cooperation and support.  The lender must 
clearly communicate to the borrower what the bank is and is not 
willing to do.  
 

Borrowers often get into trouble because they lack the discipline to 
control growth, manage expenses, monitor receivables and inventory 
and control their lifestyle.  If the lender accepts the rehabilitation plan 
the lender and borrower must agree on steps to implement the plan 
which must be completed immediately followed by weekly, monthly 
and quarterly until profitability is restored and the borrower begins to 
reduce the debt. 
 

The lender must also establish a framework for following up on the 
borrower’s progress toward implementing the plan – the mantra is 
task and follow-up. 

 

Troubled Debt Restructure (TDR) 
 

Rehabilitation often involves restructure of debt and can result in 
accounting and regulatory classification as a TDR. The criteria for a 
TDR include: 
 

⚫ the borrower is experiencing financial distress 
 

 – operating losses 

 – delinquency 

 – overdrafts 

 – default 
 

⚫ the bank grants concessions to improve the borrower’s ability to 
repay which it would not consider were the borrower not 
distressed 

 

 – below market interest rate for a borrower with similar risk 
characteristics 

 – extended term 

 – forbearance 

 – forgiveness of a portion of debt in exchange for 
surrender/pledge of assets e.g. turnover collateral or 
additional collateral 
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A TDR is a non-performing asset. TDRs must be segregated in the 
bank’s financial and regulatory reporting. The loan continues as a 
TDR until paid in full (financial reporting) or until terms become 
substantially equivalent to comparable performing loans or the 
borrower has demonstrated 6-12 month’s performance under the 
terms of the restructured debt (regulatory). 
 

Loans classified as a TDR must be tested for impairment using the 
present value (PV) of the future cash flows.  The contract interest rate 
is used as the PV rate.  If the bank accepted assets in exchange for 
forgiveness of debt, the carrying (book) value of the debt must be 
reduced by the fair value of the assets exchanged less the cost to sell. 
The remaining amount must be tested for impairment using the 
present value of the future cash flows. Amounts greater than the 
carrying value of the debt must be specifically reserved in the 
Allowance for Loan and Lease Losses (ALLL) or charged off. 

 

Pitfalls 
 

Resolving problems loans takes a significant amount of time. The 
average period of decline is 3.7 years and the average turnaround 
takes 4.1 years. In addition to the time required, there are other 
pitfalls from continuing with the borrower: 
 

⚫ borrower may feel less pressure to pay  
 

⚫ bank’s actions may have a negative impact on others, especially 
trade creditors 

 

⚫ may create a forced lending situation as the bank becomes more 
committed financially and emotionally to the borrower 

 

Failure 
 

Rehabilitation efforts fail because of  
 

⚫ poor implementation 
 

⚫ ineffective management 
 

⚫ insufficient financing 
 

⚫ poor strategy 
 

⚫ absence of viable core business/no market for product or service  
 

LIQUIDATION 
 

In the absence of a viable core business, effective management, and 
other elements essential to a successful rehabilitation, the bank must 
evaluate the alternative of liquidation.  
 



Commercial Lending 

 

 (c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 

10-34 All rights reserved. Subject to annual license expiring January 31, 2020 

Notes 

Options 
 

The liquidation options available to the bank include  
 

⚫ sale as a going concern 
 

⚫ sale of major segments 
 

⚫ bulk sale of assets 
 

⚫ piecemeal sale of assets 
 

⚫ voluntary liquidation (self-liquidation) 
 

⚫ voluntary surrender 
 

⚫ auction 
 

⚫ replevin 
 

⚫ foreclosure 
 

Key Factors 
 

Some of the key factors that will influence the selection of options 
are (Visual 10-15) 
 

⚫ number of potential purchasers 
 

⚫ timing—how quickly sale must be accomplished 
 

⚫ commercially reasonable sales price 
 

⚫ margin in the collateral and resulting price the bank can accept 
and avoid loss 

 

⚫ location, condition, and desirability of the assets 
 

⚫ tax-loss carry-forwards 
 

⚫ quality product line that complements that of another company 
 

⚫ distribution network that expands the buyer’s customer base 
 

⚫ patents, trademarks and distribution rights that have not been fully 
developed 

 

⚫ profit potential that has not been realized because of lack of cash 
to develop  

 

Costs and Risks 
 

There are various costs and risks of liquidation:  
 

⚫ bankruptcy 
 

⚫ attorneys’ fees 
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⚫ security 
 

⚫ storage 
 

⚫ taxes/insurance 
 

⚫ fix-up/maintenance 
 

⚫ sales commissions 
 

Borrower Cooperation 
 

Borrower cooperation should be maintained if possible. This will 
maximize the return to the bank. Compromise at less than the face 
amount of the debt or guaranty is one option that may be used to 
ensure borrower cooperation. In some instances, it may be 
appropriate to provide the borrower incentives such as a portion of 
the liquidation proceeds above some threshold. Recognize that debts 
forgiven outside of bankruptcy are taxable as ordinary income and 
the bank is obligated to provide the IRS and the borrower a 1099 in 
the amount of the debt forgiven. 

 

Decision Process 
 

Every problem loan is a problem of too much debt. Alternatives 
which will make the debt go way include: 
 

⚫ restoring the borrower’s business to adequate profitability so the 
borrower can repay the debt 

 

⚫ liquidation of the borrower’s assets e.g. collateral to repay the 
debt 

 

⚫ charge-off or compromise of the debt by the bank 
 

⚫ failure of the bank and liquidation of the bank by the FDIC with 
a charge to the insurance fund 

 

⚫ recapitalization of the insurance fund by banks e.g. special and 
pre-paid deposit insurance assessments and/or the taxpayers e.g. 
the thrift crisis of the early 90’s and the Troubled Assets Relief 
Program (TARP) 

 

Ultimately, the debt will go away. 
 

The choice between rehabilitating and liquidating the borrower can 
come only after a thorough parallel analysis of both alternatives. 
Some banks are finding that the most cost-effective option is to sell 
problem loans at a discount to companies that specialize in collecting 
problem loans.  Selling problem loans to  professionals with the time,  
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expertise and contacts is sometimes the most cost-effective way to 
resolve the problem loan. This action will also remove the 
uncertainty from the bank’s balance sheet and future earnings which 
often results in a higher p/e ratio and stock price. Finally, the sale 
may remove the bank from the position of having to pursue a high 
profile borrower in the local community.  
 

Visual 10-16 
Decision Criteria 

 

⚫ Most Money - Present Valued 
⚫ Least Time 

⚫ Least Cost 

⚫ Least Risk  
 

                            Work-in or Work-out? 
 
The option offering the highest potential return adjusted to present-
value, in the most reasonable timeframe at the lowest cost with the 
least risk is the option to be pursued. It is an “in” or “out” decision 
that must be made relatively quickly after the problem is identified. 
After the decision is made, aggressive action must be taken to 
implement the decision.  Remember, time is the borrower’s greatest 
ally, and any good workout strategy is focused on taking time away 
from the borrower. 
 

Visual 10-17 demonstrates how alternatives to resolve a problem 
loan might be compared to determine which offers the most money-
present valued, in the least time with the least cost and risk. 
 

Exhibit 10-7 contains additional tips for problem loan management. 
A glossary of problem loan/workout terms is contained in Appendix 
B starting on page B-13. 
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Visual 10-17 
Decision Tree Analysis 

 

Loan Amount:  $500,000 
Interest Rate:  6.75% 
Cost of Funds:  2.0% 
 
                                 LIQUIDATION W/   LIQUIDATION W/O 
 REHABILITATION   COOPERATION       COOPERATION 
 

Payment Stream 
 Year 1 $50,000 $300,000 -0- 
 Year 2 75,000  $50,000 
 Year 3 125,000  175,000 
 Year 4 125,000 
 Year 5 125,000 
 
Present Value @ 2.0% $467,595 $294,118 $212,965 
Present Value @ 6.75% 401,839 281,030 187,735 
 

Probability 60% 80% 40% 
 

Risk Adjusted @ 2.0% $280,557 235,294 $85,186 
Present Value @ 6.75% 241,104 224,824 75,094 
 

Cost to Liquidate 25,000  $60,000 
 

Net Present Valued @ 2.0%  $255,557  $25,186 
Proceeds @ 6.75% 216,104  15,094 
 

Exhibit 10-7 
Tips for Problem Loan Management 

 

A few basic guidelines should govern the lender’s management of a problem loan.  
⚫ Never make decisions normally reserved for the debtor’s management. 
⚫ The problem is generally worse than you think. 
⚫ The key to successful resolution of the problem is superior knowledge of the borrower, the 

borrower’s business, and the position of other creditors. This superior knowledge can only 
come from extensive preparation and careful monitoring. 

⚫ The first loss is often the least loss. 
⚫ The lender can get pulled in by committing to small amounts and soon become 

overcommitted. 
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Exhibit 10-7, continued  
 

⚫ The problem will generally be recognized only after collateral has been dissipated and the 
balance sheet wrecked. 

⚫ There is no substitute for equity—distress values shrink fast. 
⚫ The problem borrower and the banker view the amount of risk from vastly different 

perspectives. 
⚫ Avoid bankruptcy if possible. 
⚫ Only advance new money when you are 110 percent sure that the bank will get the new funds 

back and that the bank’s position will be improved. 
⚫ In negotiations, give only if you get. Any concessions to the borrower must involve an 

improvement of the bank’s overall position. 
⚫ Avoid making the same mistake twice. Don’t restructure unless you have solved the problem 

and are sure the plan will work. 
⚫ In or Out? Is this a credit the bank wants to retain in its portfolio long term or is this a borrower 

the bank can do without? The bank will expend significant time, effort, and expense to 
rehabilitate the borrower and should carefully consider whether it wants to salvage the 
borrower and create a potentially good customer for another financial institution. 

⚫ Remember baseball player Wee Willie Keeler. Keeler had one of the highest hitting 
percentages in baseball and explained his consistency by stating, “I hit ‘em where they ain’t 
and I only try for singles.” In contrast, Babe Ruth was the strikeout king of baseball. Problem 
borrowers often adopt the “Babe Ruth” mentality. They want to hit a home run and solve all of 
their problems. The home run may be one big contract, one big sale, or a significant new 
product. The lender must continually discourage this wishful thinking and shift the emphasis to 
“back to basics” and consistent performance.  

⚫ Time is the borrower’s greatest ally. The borrower will continually assert that the problem can 
be solved with a little more time and a little more money. One of the primary motivators for a 
borrower seeking bankruptcy is to “buy time.” The emphasis of the lender must be on 
strategies which take time away from the borrower especially when the lender’s objective is 
liquidation. 

⚫ Think impossible thoughts. Don’t be timid in seeking concessions from the borrower, other 
creditors, or third parties. Often the response to an aggressive proposal is, “I will not do that, 
but I will consider this course of action.” The counter offer is often much better than you might 
have expected. 

⚫ Don’t be afraid to offer the borrower a discount for prompt payment in full or incentives to 
cooperate in liquidation. Distasteful as it may seem, it is the best alternative if it maximizes the 
return to the bank, in the least time, at the least cost and risk. 

⚫ If you don’t think you have the time to underwrite and document the loan properly at inception, 
what makes you think you will have time to work out the problem loan?  
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ALLOWANCE FOR LOAN AND LEASE LOSSES 
(ALLL) 
 

Losses are a statistically inevitable part of lending. Banks make a 
provision for loan losses to absorb expected losses. The bank 
maintains adequate capital to absorb unexpected losses. An adequate 
ALLL provides flexibility to the bank in managing problem loans. 
 

Guidance on accounting for impairment in a loan portfolio under 
GAAP are outlined in ASC 450-20 (formerly FAS 5) - Accounting for 
Contingencies and ASC 310-40 (formerly FAS 114) - Accounting by 
Creditors for Impairment of a Loan. Regulatory guidance is provided 
in the Interagency Policy Statement on the Allowance for Loan and 
Lease Losses. 
 

ASC 450-20 addresses probable losses over some defined time 
period generally one year on pools of loans segmented by type of 
loan or asset quality rating. The estimate of losses is based on 
historical loss experience for each segment using a “look back” 
period of 3-5 years often with weightings attached to more recent 
years’ experience. 
 

ASC 310-40 addresses impairment of an individual loan. Impairment 
can be tested one of three ways 
 

−  the present value of expected future cash flows discounted 
at the loan’s effective rate 

 − loan’s observable market price 

 − fair value of the collateral defined as liquidation value net of   
 cost to liquidate 

 

Loans determined to be collateral dependent i.e. repayment is 
predicated on the liquidation of the collateral must be tested for 
impairment using the fair value of the collateral net of the cost to 
liquidate and any identified loss must be charged off. 
 

In assessing the adequacy of the ALLL the bank should not only 
consider historical loss experience for each type of loan but also 
qualitative or environmental factors that are likely to cause estimated 
credit losses associated with the bank’s existing portfolio to differ 
from historical loss experience. Examples of environmental factors 
include but are not limited to: 
 

⚫ changes in lending policies and procedures, including changes in 
underwriting standards and collection, charge-off, and recovery 
practices not considered elsewhere in estimating credit losses 
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⚫ changes in international, national, regional, and local economic 

and business conditions and developments that affect the 
collectability of the portfolio, including the condition of various 
market segments 

 

⚫ changes in the nature and volume of the portfolio and in the 
terms of loans 

 

⚫ changes in the experience, ability, depth and training of lending 
management and other relevant staff 

 

⚫ changes in the volume and severity of past due loans, the volume 
of nonaccrual loans, and the volume and severity of adversely 
classified or graded loans 

 

⚫ changes in the quality of the institution’s loan review system 
 

⚫ changes in the market value of underlying collateral for 
collateral-dependent loans 

 

⚫ existence and effect of any concentrations of credit, and changes 
in the level of such concentrations 

 

⚫ effect of other external factors such as competition and legal and 
regulatory requirements on the level of estimated credit losses in 
the institution’s existing portfolio 

 

The adequacy of the ALLL is generally assessed quarterly by the 
Senior Lender or Senior Credit Officer. Loan Review will often 
affirm the methodology was appropriately applied. The Board 
approves and has ultimate responsibility to assure the ALLL is 
adequate.  
 

Comprehensive documentation of the methodology employed to 
assess the adequacy of the ALLL is critical. The accounting 
profession and the regulators changed the methodology for 
accounting for the adequacy of the ALLL shifting from a focus on 
historical incurred losses to expected losses determined 
prospectively over the life of the loan and recorded upon loan 
origination. The change known as CECL (Current Expected Credit 
Loss) is expected to have a significant impact on earnings and capital 
upon implementation. CECL was adopted on June 16, 2016 (Update 
2016-13) and becomes effective for  
 
⚫ SEC Filers for fiscal years beginning after 12/15/19 (Regulatory 

Reporting Effective Date for institutions with calendar year ends 
– 3/31/20) 

 

⚫ Other Public Companies: Effective for fiscal years beginning 
after 12/15/20 (Regulatory Reporting Effective Date for 
institutions with calendar year ends – 3/31/21) 
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⚫ Private Companies: Effective for fiscal years beginning after 

12/15/20 (Regulatory Reporting Effective Date for institutions 
with calendar year ends – 12/31/21) 

 

⚫ Early application for all entities - Permitted for fiscal years 
beginning after 12/15/18 (including interim periods within those 
years) 

 

⚫ The FDIC has approved a rule giving banks the option to phase 
in over a three year period the day-one adverse effects of the 
implementation of CECL 

 

LENDER LIABILITY 
 

Lenders, especially in problem loan situations, must be sensitive to 
the potential for claims by the borrower or others for lender liability 
incurred through acts or omissions by the bank.  Lender liability is 
nothing to fear if the lender uses common sense and follows a few 
basic guidelines. 
 

The threat of lender liability is often a negotiating tool used by the 
borrower to induce the bank to make concessions, provide more time 
or additional financing. Most cases never go to trial. The ones that do 
are overwhelmingly resolved in favor of the bank. Many of the high- 
profile cases lost by banks have been reversed on appeal. 

 

Broad Classes of Lender Liability 
 

Lender liability claims fall into several broad classes. Five of the 
most common include 
 

Fraud 
 

⚫ bank threatens the borrower with actions it doesn’t intend to 
pursue e.g. foreclosure, liquidation 

 

⚫ bank provides false or misleading information or misrepresents 
the borrower’s financial condition to other creditors to influence 
their decision to extend credit to a problem borrower 

 

Creditor domination 
 

⚫ exercising “control” over the borrower’s operations 
 

⚫ making operational or managerial decisions normally reserved 
for management 

 

⚫ recent court decisions have given banks wide latitude if the 
bank’s actions were taken pursuant to a loan agreement executed 
by the borrower 
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Failure to exercise creditor rights in good faith and fair dealing 
 

⚫ consistent actions and clear communication are critical 
 

⚫ changes in a course of dealing should only be undertaken after 
notice to the borrower.  Examples might include returning 
checks when the bank’s practice has been to overdraw the 
account or accelerating a loan using events of default which 
have existed for some time without providing appropriate notice 
to the borrower 

 

Detrimental reliance 
 

⚫ borrower relied on the lender to loan appropriate amounts, for an 
appropriate term with a reasonable plan for repayment and the 
bank’s failure to properly structure the loan caused the 
borrower’s problems 

 

⚫ borrower relied on the lender for business advice e.g. growth, 
equipment purchases, expenses and the lender’s advice was 
inappropriate or unsound 

 

Punitive acts 
 

⚫ lender took unreasonable actions to enforce the terms of loan 
documents or covenants in a loan agreement 

 

⚫ lender’s actions appeared to a jury to be actions designed to 
“punish” the borrower 

 

Guidelines for Avoiding Lender Liability 
 

Following a few simple guidelines will significantly reduce the risk 
of lender liability (Visual 10-18). 
 

⚫ Always use common sense. 
 

⚫ No control–do not make decisions normally reserved for the 
borrower’s management. 

 

⚫ Be consistent in dealings with the borrower. 
 

⚫ Clearly communicate expectations and any changes in the bank’s 
course of dealing with the borrower. 

 

⚫ Remain calm. Avoid becoming emotionally involved with the 
borrower. 

 

⚫ Always give the borrower multiple choices when suggesting a 
course of action. 
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⚫ Courtesy − remember the Golden Rule - “Do unto others as you 

would have them do unto you”. Do not seek to punish the 
borrower. 

 

⚫ Commit to professionalism and excellence. 
 

COSTS OF PROBLEM LOANS 
 

Problem loans generate both direct and indirect costs. Direct costs 
include:  
 

⚫ lost interest income 
 

⚫ administrative expenses 
 

⚫ legal expenses 
 

⚫ lost principal 
 

⚫ interest expense 
 

⚫ recovery expense   
 

Indirect costs include  
 

⚫ opportunity 
 

⚫ people 
 

⚫ image 
 

Good underwriting and loan monitoring can be cost effective for the 
bank. Sometimes, a compromise settlement with the borrower is 
more cost effective than pursuing a loan to judgment. Even after a 
loan is charged off, the bank should pursue recovery. Many 
borrowers reestablish themselves and the bank should be in a 
position to recover any losses. 
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ESTABLISHING CREDIT DISCIPLINE                          11 
 

 

 
 

Notes 

OVERVIEW  
 

This module, the final one of the course, outlines a framework for 
establishing credit discipline in a bank. The module then reviews the 
components of an effective credit administration process: a written 
loan policy, an asset quality rating system, a formal loan pricing 
system, an effective committee process, a strong credit administration 
and loan review function, well-trained lending officers, and a positive 
lending environment. When combined, these components result in a 
quality loan portfolio. The integration of all the aspects of credit 
administration is termed credit discipline.  
 

LEARNING OBJECTIVES 
 

At the end of this module, you will be able to 

⚫ describe a framework for establishing credit discipline 

⚫ evaluate your bank’s priorities, culture, risk strategy and risk 
controls 

⚫ explain what a loan policy is, identify its components, and briefly 
explain the role of each component 

⚫ describe the uses of an asset quality rating system 

⚫ explain the role of loan pricing in credit discipline 

⚫ explain the roles of the loan committee 

⚫ define the responsibilities of credit administration, loan review, 
and audit in monitoring the quality of the loan portfolio, problem 
loan identification, problem loan resolution and assessing the 
adequacy of the allowance for loan and lease losses (ALLL) 

⚫ describe the role of the senior loan officer 

⚫ describe the role of the loan officer in loan approval, 
documentation, and maintenance of an ongoing relationship with 
the borrower 

⚫ evaluate the elements of good credit discipline in the context of a 
case study  
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Notes 

Strategic Credit Risk Management 
 

Portfolio risk management consists of three elements: 

⚫ the institution’s risk appetite and risk tolerance 

⚫ the types and magnitude of risks assumed 

⚫ the policies, procedures, systems and controls in place to manage 
the risk 

 

The Strategic Credit Risk Management* process outlined in Visual 11-
1 integrates these elements to manage credit risk in the loan portfolio. 
 

Components 
 

The Strategic Credit Risk Management process consists of four 
components 

⚫ Priorities 

⚫ Culture 

⚫ Risk Strategy 

⚫ Risk Controls 
 

Each component has a continuum. As the bank moves down each 
continuum, implicitly the bank’s tolerance for risk increases.  As the 
risk in the portfolio increases, the potential for volatility in portfolio 
credit quality and earnings also increases particularly if appropriate 
policies, procedures, systems and controls are not in place to manage 
the incremental risk. 
 

Each component interacts with other components to form a continuum 
across elements of the process. There is no right or wrong approach to 
portfolio credit risk management. The important thing is that all of the 
elements of the process are consistent. 
 

Priorities 
 

Priorities define the institution’s approach to maximizing shareholder 
value. Some institutions emphasize asset quality and consistent 
earnings over the business cycle. Other institutions focus on balanced 
earnings and meeting the profit plan. Still other institutions maximize 
shareholder value by expanding and increasing the value of  
 
*Strategic Credit Risk Management, John McKinley and John 
Barrickman, RMA-The Risk Management Association, 1994 
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Notes 
the franchise. Each of these strategic objectives is important. When 
defining the institution’s priority, the question is which is most 
important. Stated another way, which of these strategic priorities is 
management unwilling to compromise? 
 

The priority of the organization can be communicated formally through 
the mission statement contained in the institution’s strategic plan, risk 
appetite statement, organization goals, policy statements or the business 
plan. Informal means of communicating “which is most important” 
include actions of senior management, rewarded activities and incented 
behavior.  It is important that executive management clearly 
communicate priorities and that lenders understand the priorities 
because the priorities say a lot about the institution’s risk appetite and 
tolerance for risk. 
 

Culture 
 

If priorities define “what is important”, culture defines “how we do 
things around here.” Culture represents unwritten rules of behavior. 
These unwritten rules have a strong influence on a bank’s credit 
process.  The culture can overwhelm policy, procedures and controls. 
 

As priorities form a continuum so do cultures. As a bank moves down 
the continuum priorities change 

⚫ Values Driven - long-term, consistent performance achieved by 
emphasizing asset quality 

⚫ Immediate Earnings Driven - current earnings, stock price 

⚫ Production Driven - loan growth, market share 

⚫ Unfocused (Current Priority Driven) - uncertain, tends to change 
frequently 

 

An institution’s credit culture can develop one of two ways. Executive 
management can proactively define the institution’s risk appetite, risk 
tolerance and priorities; foster the desired culture and define a risk 
strategy in keeping with the priorities and culture. Executive 
management defines the desired composition and risk in the loan 
portfolio. Lenders are then instructed to find transactions that fit the 
desired portfolio. 
 

The alternative approach is to allow lenders to originate loans designed 
to meet the needs of the market and customers without regard for the 
institution’s risk appetite and tolerance for risk or portfolio objectives. 
The institution’s risk strategy, culture and priorities are therefore 
defined by individual lender decisions which are often a reaction to 
customer or competitive pressures. 
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The primary determinates of an institution’s credit culture are 

⚫ top management priorities 

⚫ the profit plan 

⚫ incented behavior 

⚫ the loan policy and any hidden policies 

⚫ communication/vocabulary e.g., loans are described as doable vs. 
desirable 

 

It is important for management to define and clearly communicate the 
desired priority and culture to assure the bank’s loan portfolio develops 
as management desires.  Management must discourage the 
development of sub-cultures which are often the extension of a strong 
manager given significant independence. The Board and management 
must push responsibility for risk management to every level of the 
organization both customer and non-customer facing. 
 

Fundamental to a strong culture is the “Do Right Rule”.  Do right by 
your community, your customers, shareholders, your fellow 
employees and vendors. 
 

The regulators are charging the board of directors and executive 
management with the responsibility to define, develop and maintain a 
strong risk culture. 
 

Risk Strategy 
 

Risk strategy defines how the bank builds the loan portfolio. 
Traditionally, banks have built the portfolio one transaction at a time. 
The logic being if the bank did a good job of underwriting and 
managing the risks in individual transactions, the bank would have a 
quality loan portfolio. The entire credit process e.g., policies, 
procedures focused on transaction management. 
 

Transaction management is vulnerable to developing concentrations 
in higher risk types of lending. Over the last 40 years many banks have 
failed because they allowed concentrations to build in the portfolio i.e. 
a small group of borrowers, in one geographic area, in a higher-risk 
type of lending. Individual transactions to ag producers, oil producers, 
commercial real estate borrowers, health care providers, 
telecommunications companies and subprime borrowers were 
carefully underwritten. Many of these segments of the economy were 
stressed e.g. ag in the early 80s; energy in the mid-80s; real estate in 
the late 80s; telecommunications in the 90s; subprime lending, income 
property lending and acquisition/development/ construction lending in 
the 00s and most recently agriculture, energy, multifamily,  leveraged  
lending  and  consumer  auto loans. 
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Institutions with concentrations in these higher risk types of lending 
experienced significant credit problems and many of them failed. 
 

Portfolio management must therefore look beyond the risk assumed in 
individual transactions to the intrinsic risk inherent in types of lending 
e.g., commercial real estate and the risk in industries (trucking), types 
of agriculture (row crop) and property types (strip  
retail) making up types of lending. A portfolio manager m ust also be 
sensitive to aggregations of risk i.e., concentrations with a small group 
of borrowers, in one industry, line of business (loan type) or 
geographic area. Correlated concentrations (covariance) are 
particularly dangerous e.g., loans to a small group of higher risk 
borrowers, in higher risk types of lending in one geographic area e.g. 
builders/developers.  
 

Just as priorities and culture form a continuum, risk strategy also forms 
a continuum. A conservative institution will take low levels of 
transaction, intrinsic and concentration risk. A managed institution  
will take a higher level of risk in one of the three areas e.g. lending to 
higher risk borrowers. An aggressive institution will take higher levels 
of risk in two areas e.g. higher risk borrowers in higher risk types of 
lending. The more risks assumed and the greater the magnitude of 
individual risks assumed, the greater the potential for volatility in 
portfolio credit quality and earnings. 
 

Risk Controls 
 

Priorities and culture define the institution’s risk appetite. Risk 
strategy addresses how the bank builds the portfolio i.e. risk tolerance. 
Risk controls define how the bank will manage portfolio credit risk. 
Policies, procedures, systems and controls must be appropriate to the 
types and magnitude of risks assumed. An institution can over manage 
as well as under manage portfolio risk but an institution cannot 
completely offset high risk with good management. 
 

Risk controls form a continuum. Behavior Influencing controls 
provide guidance to lenders on the selection, underwriting and 
management of loans through mentoring young lenders and the 
approval process. The credit process tends to be informal. Behavior 
Directing controls tell lenders the types of loans desired and provide 
explicit direction on underwriting guidelines, portfolio monitoring 
requirements and portfolio composition primarily through a 
comprehensive loan policy. In a Behavior Controlling environment 
the responsibility for loan approval and portfolio monitoring is 
centralized through the loan committee, a decentralized credit 
administration function or a centralized underwriting unit. 
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Notes 

Tools for Managing Portfolio Credit Risk 
 

Visual 11-2 lists several tools used in effective loan portfolio 
management. When properly integrated, these tools ensure good credit 
discipline. 
 
                                       Visual 11-2 
            Tools for Managing Portfolio Credit Risk 
 

 ⚫ Written loan policy 

 ⚫ Approval process 

 ⚫ Asset quality rating system 

 ⚫ Formal loan pricing system 

 ⚫ Effective committee process 

 ⚫ Strong credit administration and loan review functions 

 ⚫ Strong senior loan officer  

 ⚫ Well-trained responsible lending officers 

 ⚫ Professionalism 

 ⚫ Positive lending environment 
 

Loan Policy 
 

The loan policy is the written document that sets out the lending 
philosophy of the bank and establishes the bank’s lending and loan 
monitoring procedures. However, it is not enough simply to write 
policy and procedures. To be effective, policies and procedures must 
be reflective of the bank’s risk appetite, risk tolerance and credit 
process, communicated to the responsible parties, supported by the 
CEO, uniformly applied across the organization and continually 
reinforced. The document should be reviewed periodically to assure 
the policy/procedures are current. To be effective in your role as a 
lender, you must be knowledgeable about the contents of your bank’s 
loan policy and regularly access it as a reference when sourcing, 
underwriting, structuring, documenting, monitoring and managing 
lending relationships.  
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The policy should separate policy–what we will and will not do and 
procedures – how we do things. A good loan policy is user friendly 
containing a comprehensive table of contents or index linked to the 
section of the policy addressing the issue.  Ideally, the policy is on the 
bank’s intranet, available at each lender’s work station and contains a 
search feature.  Each section of the policy should be numbered to 
facilitate tracking of exceptions and variances.  Separate procedures 
should be developed for each type of lending e.g. consumer, C&I, 
CRE, asset based, agriculture as well as specialized types of lending 
e.g. oil and gas, healthcare, mortgage warehousing. 
 

To be effective in your role at your bank you must be knowledgeable 
about the contents of the bank’s loan policy and regularly access it as 
a reference when sourcing, underwriting, structuring, documenting, 
monitoring and managing lending relationships.  
 

Visual 11-3 identifies the components of a good loan policy.   
 

Visual 11-3  
Key Components of Loan Policy 

 

⚫ Statement of risk appetite, risk tolerance and lending 
philosophy  

⚫ Loan policy objectives 

⚫ Compliance with laws and regulations 

⚫ Portfolio composition 

⚫ Loan standards 

⚫ Desirable/undesirable loans 

⚫ General approval criteria 

⚫ Loan administration procedures 
 

 

The Office of the Comptroller of the Currency (OCC) also lists the principal components 
essential for any loan policy to address: 
1. Geographic limits of the bank’s trade area. Loan officers should be aware of the bank’s 

primary service area and concentrate their lending activities accordingly. Inability to monitor 
a distantly located borrower’s activities properly may result in serious credit quality 
deterioration. 
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Notes 

Visual 11-3, continued 
 

2. Distribution of loans by category. This is intended to focus attention on types of loans to 
prevent a disproportionate amount of credit from being made available in one customer 
segment to the exclusion of another. 

3. Types of loans. The decision on types of loans to be granted should relate to the experience 
and capabilities of the lending staff to make and service such types of credit. 

4.  Maximum maturities. Loans should be granted with realistic repayment programs relating to 
the purpose of the credit and the specific sources of repayment. 

5. Loan pricing. Rates should be established to consider both cost of funding and all costs 
associated with making and servicing the loan. 

6. Margin requirements on collateral values and acquisition costs of assets. The policy should 
state who is responsible for determining the value of collateral, the appraisal standards to 
be employed, and the method of valuation. Circumstances requiring the use of independent 
parties in determining collateral values should be detailed, and advance ratios on new fixed 
assets acquired should be considered in the absence of appraisal requirements.  

7. Financial information. The maintenance of high credit standards depends on the availability 
of adequate and current financial information on the borrower both when the loan is made 
and on a continuing basis. The policy should state the financial statement requirements of 
businesses and individuals by size of borrowing and should address whether audited 
statements plus company prepared data, such as cash flow projections, budgets, etc., are 
required and under what circumstances. 

8. Concentrations of credit. Banks should avoid concentrations of loans that in the aggregate 
create excessive levels of risk. Loans to companies within a single industry or loans 
collateralized by common-type collateral, such as the stock of a particular issuer, are 
examples of potentially undesirable concentrations of credit. 

9. Collections and charge-offs. The policy should address the identification and reporting of 
problem loans and the method by which loans are placed on nonaccrual status or are 
ultimately written off as earning assets of the bank.  

 
 

Approval Process 
 

The loan approval process can take many forms (Visual 11-4). The 
board of directors may assign individuals lending authorities based on 
experience and demonstrated good judgment.   Those authorities   may 
be laddered - Lender A can approve a loan up to $100,000 while 
Lender B can approve a loan up to $500,000. Above a certain amount, 
loans are approved by a committee made up of senior lenders, 
executive management or the Board generally when the size of the 
loan could result in a loss that would significantly and adversely 
impact the earnings and capital of the bank. 
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The loan committee serves as a forum for exchanging ideas and an 
opportunity for loan officers to develop a perspective on the total loan 
portfolio. An effective loan committee made up of individuals 
with judgment, experience, and independent thinking will ensure 
sound loans with uniform terms, conditions, and structure. 
 

The loan committee should communicate and reinforce the bank’s 
credit culture. The loan committee can also play an important role in 
communicating, monitoring, and enforcing loan policy; ensuring 
uniformity in pricing; ongoing review of the performance of the loan 
portfolio; and the identification of problem loans. The loan committee 
often reviews past dues, non-accruals, overdrafts and policy 
exceptions. It also reviews and ratifies loan grades or changes in grades 
as it deems appropriate. The committee may aid in loan officer 
development.  

 

Credit committees are time consuming and expensive involving some 
of the highest paid people in the bank.  Quite often the committee is 
vulnerable to “group think” or dominated by one individual.  Credit 
committees are often not timely and responsive to the customer plus 
in large banks committee members are often not familiar with local 
markets, industries or borrowers. 
 

To address these problems, many banks are now adopting a 
concurrence approval process. Credit personnel are assigned to line 
lending areas. The credit person must “concur” with the 
recommendation of the lender up to the limits of his/her authority. The 
authorities of lenders and credit personnel are laddered pushing 
approval of larger more complicated loans to individuals with greater 
experience. This approval process combines the responsiveness of 
individual authorities with the benefits of independent judgment of 
experienced individuals outside the loan origination function. 
 

Many banks are centralizing or regionalizing and automating loan 
approval (credit scoring) to improve operating efficiency and the 
consistency of lending decisions particularly for loans less than 
$250,000. 
 

Asset Quality Rating System (AQRS) 
 

The asset quality rating system can be defined as either a subjective or 
objective mechanism for assigning an asset quality rating (AQR) to 
individual loans in the portfolio.  The rating should reflect the potential 
for default (PD -borrower) and loss given default (LGD -facility). 
Factors considered in underwriting e.g. financial leverage, liquidity, 
debt service coverage, collateral, strength of management often 
determine the appropriate AQR. 
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Retail and personal purpose loans may be assigned a rating correlated 
to the borrower’s FICO score, a score developed by a credit scoring 
model or graded by delinquency, debt service coverage (DTI), loan to 
value of collateral.  
 
The AQR should be assigned at the time the loan is made. The 
accuracy of portfolio asset quality ratings should be tested periodically 
by credit administration and loan review. 
 

Primary responsibility for assigning and adjusting AQRs must rest 
with the lender.  He or she is closer to the customer and should be the 
first to identify deterioration in the borrower’s financial condition. To 
be effective, the lender must be provided guidance and training in 
assigning asset quality ratings and held accountable for timely and 
accurately assigning AQRs. 
 

The AQRS provides the framework for evaluating risk. The system 
also ensures uniformity across divisions, product lines, geographic 
locations, and loan officers. Loan ratings provide a framework for 
assigning risk premiums in loan pricing.  A well-administered system  
provides the framework for identifying problem loans. Finally, the 
AQRS provides a tool to monitor changes in portfolio credit quality 
and risk. 
 

The regulators review the quality and operation of the AQRS in their 
examination rather than reviewing thoroughly the quality of individual 
loans. Emphasis is on timely and accurate asset quality ratings. 
 

A good AQRS provides a tool to monitor the makeup and quality of 
the loan portfolio that reveals  
 

⚫ shifts in portfolio credit quality 

⚫ trends within industries and departments 

⚫ problem areas 

⚫ individual loan officer portfolio credit performance 

⚫ attention to problem loans  
 

Exhibit 11-1 provides two sample subjective narrative asset quality 
rating systems. These frameworks were developed by a task force 
organized by RMA. The 10-point scale is designed for larger   banks  
and the 8 - point scale for smaller banks. A comprehensive description 
of the systems is contained in an RMA publication entitled “A Credit-
Risk Rating System—Tool for Managing Credit Risk.” Quite often 
banks will imbed objective financial measures in the narrative or 
supplement the narrative with a matrix containing objective financial 
measures (Exhibit 11-2). 
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Notes 

Exhibit 11-1 
RMA-The Risk Management Association 

Asset Quality Rating Scale  
For Commercial Loans 

 

 
Borrower Grade Descriptions for the 10-Point Scale 
 

In determining the borrower grade, the officer should first decide whether the company’s 
current and prospective performance is:  
 

 Minimal Risk: 1 - 2 - 3 

 Acceptable Risk: 4 - 5- 6 

 Potentially weak: 7 

 Weak: 8 – 9 
Score Risk Level  
 

 

1: Substantially Risk 
Free 

Borrowers of unquestioned credit standing at the pinnacle of credit 
Free quality. Basically, governments and central banks of major 
industrialized countries, a few major world-class banks, and a few 
multinational corporations. 

 

2: Minimal Risk Borrowers of the highest quality, presently and prospectively. 
Virtually no risk in lending to this class. Cash flows over at least 
five years demonstrate exceptionally large and/or stable margins 
of protection. Balance sheets are very conservative and strong 
with liquid assets. Projected cash flows, including anticipated 
credit extensions, exhibit strong trends in margins of protection, 
liquidity, and debt service coverage. Excellent asset quality and 
management. Access to world capital markets under any 
conditions. Typically, large national companies with a significant 
share of a major, stable industry. 

 

3: Modest Risk Borrowers in the lower end of the high quality range but with 
excellent prospects. Very good asset quality and liquidity; 
consistently strong debt capacity and coverage; very good 
management. The credit extension is considered definitely sound; 
however, elements may be present that suggest the borrower may 
not be free from temporary impairments sometime in the future. 
May have limited access to national capital markets. Typically, 
major regional companies in relatively stable industries. 
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Notes 
Exhibit 11-1, continued 

 

  

4: Better Than  
Average Risk 

Borrowers in the high end of the medium range between 
borrowers who are definitely sound and those with minor risk 
characteristics. The margin of protection is good. Elements of 
strength are present in such areas as liquidity, stability of margins 
and cash flows, diversity of assets, and lack of dependence on 
one type of business. Reasonable access to capital markets or 
bank financing is present; can always borrow at favorable rates 
and terms. Well-established regional and excellent local 
companies operating in a reasonably stable industry that may be 
moderately affected by the business cycle and moderately open 
to changes. Management and owners have unquestioned 
character, as demonstrated by repeated performance. 
 

5: Average Risk Borrowers with smaller margins of debt service coverage and with 
some elements of reduced strength. Satisfactory asset quality and 
liquidity; good debt capacity and coverage; and good 
management in critical positions. These companies have good 
margins of protection and will definitely qualify as attractive 
borrowers. These borrowers will be able to obtain similar financing 
from other financial institutions and can generally borrow at 
attractive rates and terms. A loss year or a somewhat declining 
earnings trend may occur, but borrowers have sufficient strength 
and financial flexibility to offset these issues. These are typically 
solid companies often operating in cyclical industries that are 
somewhat vulnerable to change. Management and owners have 
unquestioned character. Depth of management may become an 
issue in a growing firm. 
 

6: Acceptable Risk Borrowers with declining earnings, strained cash flow, increasing 
leverage and/or weakening market fundamentals that indicate 
above average risk. These borrowers generally have limited 
additional debt capacity and modest coverage and average or 
below average asset quality, margins, and market share. Some 
management weakness exists. These borrowers should be able 
to obtain similar financing with comparable terms or somewhat 
worse, from other banks, but that ability may diminish in difficult 
economic times. Also, borrowers who are currently performing as 
agreed but could be adversely affected by such developing factors 
as deteriorating industry conditions, operating problems, pending 
litigation of a significant nature, or declining collateral 
quality/adequacy, and so forth. Companies with average or 
smaller market shares operating in a cyclical or declining industry. 
Management and owners have good character, with no basis for 
questions. 
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Notes 
Exhibit 11-1, continued 
 

7: Special Mention 
(Potential 
Weakness) 

Borrowers who exhibit potential credit weaknesses or downward 
trends deserving bank management’s close attention. If not 
checked or corrected, these trends will weaken the bank’s asset or 
position. While potentially weak, these borrowers are currently mar-
ginally acceptable; no loss of principal or interest is envisioned. As 
a result, special mention assets do not expose an institution to 
sufficient risk to warrant adverse classification. Included in special 
mention assets could be turnaround situations, as well as those 
borrowers previously rated 4-6 who have shown deterioration, for 
whatever reason, indicating a downgrading from the better 
categories. Typically includes companies in start-up or deteriorating 
industries or with a poor and declining market share in an average 
industry. An element of asset quality, financial flexibility, or 
management is below average. Management and owners may 
have limited depth and backup. Borrowers who have been or would 
normally be categorized special mention by regulatory authorities. 
 

 8: Substandard  
(Definite  
Weakness   
Loss Unlikely) 

Borrowers with well-defined weaknesses that jeopardize the 
orderly liquidation of debt. A substandard loan is inadequately 
protected by the current sound worth and paying capacity of the 
obligor or by the collateral pledged, if any. Normal repayment from 
the borrower is in jeopardy, although no loss of principal is 
envisioned. There is a distinct possibility that a partial loss of 
interest and/or principal will occur if the deficiencies are not 
corrected. Loss potential, while existing in the aggregate amount of 
substandard assets, does not have to exist in individual assets 
classified substandard. Management skills are questionable with 
readily identifiable voids. Borrowers that have been or would 
normally be classified substandard by regulatory authorities. 
 

9: Doubtful (Partial  
Loss Probable) 
 

Borrowers classified doubtful have the weaknesses found in 
substandard borrowers with the added provision that the 
weaknesses make collection of debt in full, on the basis of currently 
existing facts, conditions, and values, highly questionable and 
improbable. Serious problems exist to the point where partial loss 
of principal is likely. The possibility of loss is extremely high, but 
because of certain important, reasonably specific pending factors 
that may work to strengthen the assets, the loans’ classification as 
estimated losses are deferred until a more exact status may be 
determined. Pending factors include proposed merger, acquisition, 
or liquidation procedures; capital injection; perfecting liens on 
additional collateral; and refinancing plans. Reserves are generally 
established to provide for these uncertainties. Management has a 
demonstrated history of failing to live up to agreements, unethical 
or dishonest business practices, bankruptcy, and/or conviction on 
criminal charges. 



11 Establishing Credit Discipline 

 

 (c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 

All rights reserved. Subject to annual license expiring January 31, 2020 11-15 

Notes 
Exhibit 11-1, continued 
 

10: Loss (Definite 
Loss) 

Borrowers deemed incapable of repayment of unsecured debt. 
Loans to such borrowers are considered uncollectible and of such 
little value that continuance as active assets of the bank is not 
warranted. This classification does not mean that the loans have 
absolutely no recovery or salvage value, but rather, it is not 
practical or desirable to defer writing off these basically worthless 
assets even though partial recovery may be affected in the future. 

 

 

Borrower Grade Descriptions for the 8-Point Scale 
 
In determining the borrower grade, the officer should first decide if the company’s current and 
prospective performance is: 
 

 Minimal Risk: 1 - 2  
 Acceptable Risk: 3 - 4  
 Potentially Weak: 5  
 Weak: 6 - 7  
 

1: Minimal Risk Borrowers of the highest quality. Cash flows and earnings over at 
least three years demonstrate stability and substantial margins. 
Balance sheets are conservative and relatively strong with liquid 
assets. Projected cash flow, including anticipated credit exten-
sions, exhibit excellent debt service coverage with adequate 
margins of protection. Asset quality is excellent and management 
is highly regarded. The businesses are part of stable industries 
and have ready access to alternative bank financing.  
 

2: Better Than
  
Average Risk 

Firms with a modest degree of risk. The margin of protection is 
good. Elements of strength are present in such areas as liquidity, 
stability of margins and cash flows, diversity of assets, and lack 
of dependence on one type of business. Reasonable access to 
alternative bank financing is present and borrowers can obtain 
favorable rates and terms. These are well-established regional 
firms and excellent local companies operating in a reasonably 
stable industry that may be moderately affected by the business 
cycle. Management and owners have unquestioned character, as 
demonstrated by repeated performance. 
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Notes 
Exhibit 11-1, continued 
 

3: Average Risk Borrowers with smaller margins of debt service coverage and 
some elements of reduced strength. Borrowers have satisfactory 
asset quality and liquidity, adequate debt capacity and coverage, 
and good management in critical positions. These companies have 
good margins of protection and definitely qualify as attractive 
borrowers. These borrowers also have some limited abilities to 
obtain similar financing from other financial institutions and can 
generally, borrow at reasonable rates and terms. A loss year or a 
somewhat declining earnings trend may occur, but borrowers have 
sufficient strength and financial flexibility to offset these events. 
These are typically solid companies often operating in cyclical 
industries that are somewhat vulnerable to change. Management 
and owners have unquestioned character. 
 

4: Acceptable Risk Borrowers with declining earnings, strained cash flow, increasing 
leverage and/or weakening market fundamentals that indicate 
above average risk. These borrowers generally have limited 
additional debt capacity and modest coverage and average or 
below average asset quality, margins, and market share. Some 
management weakness exists, primarily in lack of depth. These 
borrowers may have some limited ability to obtain similar financing 
with comparable or somewhat slightly worse terms from other 
banks, but that ability may diminish in difficult economic times. 
Also, borrowers currently performing as agreed but could be 
adversely affected by such developing factors as deteriorating 
industry conditions, operating problems, pending litigation of a 
significant nature, or declining collateral quality/ adequacy. 
Companies with average or smaller market shares operating in 
cyclical or declining industries. Management and owners have 
good character with no basis for questions. 
 

5: Special Mention 
(Potential 
Weakness) 

Borrowers who exhibit potential credit weaknesses or downward 
trends deserving bank management’s close attention. If not 
checked or corrected, these trends will weaken the bank’s asset or 
position. While potentially weak, these borrowers are currently 
marginally acceptable; no loss of principal or interest is envisioned. 
As a result, special mention assets do not expose an institution to 
sufficient risk to warrant adverse classification. Included in special 
mention assets could be turnaround situations, as well as those 
borrowers previously rated 3 or 4 who have shown deterioration, 
for whatever reason, indicating a downgrading from the better 
categories. Typically includes companies in start-up or 
deteriorating industries or with a poor and declining market share 
in an average industry. An element of asset quality, financial 
flexibility, or management is below average. Management and 
owners may have limited depth and backup. Borrowers that have 
been or would normally be assessed special mention by regulatory 
authorities. 
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      Notes 
Exhibit 11-1, continued 
  

 6: Substandard  
(Definite  
Weakness-Loss  
Unlikely) 

Borrowers with well-defined weaknesses that jeopardize the 
orderly liquidation of debt. A substandard loan is inadequately 
protected by the current sound worth and paying capacity of the 
obligor, or by the collateral pledged, if any. Normal repayment from 
the borrower is in jeopardy, although no loss of principal is 
envisioned. There is a distinct possibility that a partial loss of 
interest and/or principal will occur if the deficiencies are not 
corrected. Loss potential, while existing in the aggregate amount 
of substandard assets, does not have to exist in individual assets 
classified substandard. Management skills are questionable with 
readily identifiable voids. Borrowers that have been or would 
normally be classified substandard by regulatory authorities. 
 

7: Doubtful (Partial  
Loss Probable) 

Borrowers classified doubtful have all the weaknesses found in 
substandard borrowers with the added provision that the 
weaknesses make collection of debt in full, on the basis of 
currently existing facts, conditions, and values, highly 
questionable and improbable. Serious problems exist to the point 
where partial loss of principal is likely. The possibility of loss is 
extremely high, but because of certain important, reasonably 
specific pending factors that may work to strengthen the assets, 
the loans’ classification as estimated losses is deferred until a 
more exact status may be determined. Pending factors include 
proposed merger, acquisition, or liquidation procedures; capital 
injection; perfecting liens on additional collateral; and refinancing 
plans. Reserves are generally established to provide for these 
uncertainties. Management has a demonstrated history of failing 
to live up to agreements, unethical or dishonest business 
practices, bankruptcy, and/or conviction on criminal charges. 
 

8: Loss (Definite Loss) Borrowers deemed incapable of repayment of unsecured debt. 
Loans to such borrowers are, considered uncollectible and of 
such little value that continuance as active assets of the bank is 
not warranted. This classification does not mean that the loan 
has absolutely no recovery or salvage value, but rather it is not 
practical or desirable to defer writing off these basically worthless 
assets even though partial recovery may be affected in the 
future. 

 

In summary, consideration and appropriate weighing of the following borrower characteristics yields 
the borrower grade whether using the 10- or 8-point scale: 
 

⚫ Industry 
⚫ Position within industry or market 
⚫ Earnings/operating cash flow 
⚫ Asset/liability values 
⚫ Financial flexibility 
⚫ Management and controls 
⚫ Quality of financial reporting 
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 Notes 

Loan Pricing System 
 

A formal loan pricing system provides a framework to communicate 
the bank’s costs and profit objective, and can be used to improve bank 
profitability (Module 9). It is the link between an effective asset quality 
rating system and loan pricing. As such, it is a critical element of credit 
discipline and bank profitability. A well-managed system assures that 
loans are priced to reflect risk. It also assures loans are repriced to 
reflect increasing risk providing incentive to the borrower to improve 
its financial condition or find another bank. 
 

Senior Credit Officer, Credit Administration and 
Loan Review 
 

The primary responsibility for developing good credit discipline 
within a bank rests with the senior credit officer. Problems with 
portfolio credit quality grow out of a breakdown in credit 
administration procedures. 
 

Integral to ensuring good credit discipline is continuous monitoring of 
the quality of the loan portfolio. This is accomplished through 
exception management by monitoring compliance with regulations, 
laws, loan policy, lending authorities, asset quality rating system and 
concentrations. The degree of monitoring must be commensurate with 
the risk in the portfolio.  
 

Credit administration, loan review, and audit also monitor lending 
procedures, including 

⚫ timely financial statements (follow-up, review) 

⚫ credit files (organization, completeness, financial information) 

⚫ collateral (documentation, validity, valuation, adequacy) 

⚫ timeliness and accuracy of asset quality ratings 

⚫ portfolio quality (underwriting and portfolio monitoring)  

⚫ degree of monitoring must be commensurate with the risk in the 
portfolio 

 

Credit administration and loan review provide a backup to the loan 
officer for problem loan identification. Using the AQRS, this function 
identifies, records, and reports classified assets, nonaccrual loans, 
charge-offs, and the adequacy of the loan loss reserve. 
 

In some banks, credit administration may include a “work-out” 
department responsible for the resolution of problem loans and the 
recovery of loan losses. 
 

An important responsibility of credit administration is assessing the 
adequacy  of the bank’s allowance  for loan and lease losses (ALLL).  
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Notes 
Loan review must independently affirm the methodology has been 
appropriately applied. 
 

A well-managed credit department can make significant contributions 
to credit discipline. This is the area in which most lenders develop their 
basic analytical skills. This area, therefore, often assumes 
responsibility for instilling the tenets of good credit discipline in new 
lenders. 
 

The other responsibilities of a credit department include  

⚫ credit analysis 

⚫ problem loan identification 

⚫ credit file maintenance 

⚫ dissemination of credit information 

⚫ preparation/dissemination/communication of changes in 
regulations, policies, procedures, rates 

 

In a community bank the president must assume many of the duties 
normally performed by the senior credit officer. The responsibility for 
loan review is often contracted to third parties such as CPAs, contract 
portfolio examiners or corporate loan review in a bank holding 
company. 
 

Senior Loan Officer 
 

The senior loan officer (SLO) has primary responsibility for business 
development and loan production. In addition, the SLO will often have 
additional responsibility for 

⚫ portfolio credit quality 

⚫ loan approval 

⚫ product development 

⚫ loan pricing 

⚫ representing the bank in the community e.g. civic groups, boards 

⚫ mentoring lenders 
 

Loan Officer 
 

A well-trained, responsible loan officer is the key to effective loan 
administration. He or she is responsible for loan approval from the 
initial customer contact through financial analysis to a sound lending 
decision in keeping with the bank’s loan policy. 
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Notes 
The loan officer is responsible for properly documenting the loan, 
including initial collateral valuation, attaching the collateral interest 
through proper completion of required forms, and perfecting the 
collateral interest through filing or possession.  The loan officer is also 
responsible for documenting the credit file with memos, financial 
statements, analysis, and other pertinent information. The credit file is 
the bank’s record of the borrower’s creditworthiness. The lender may 
not perform all these duties but is ultimately responsible for each of 
these activities e.g. credit analysts and portfolio managers. 
 

The loan officer is responsible for maintaining and monitoring the 
ongoing relationship with the borrower. This involves  

⚫ maintaining the relationship within established guidelines 

⚫ ensuring that asset quality ratings are accurate and up-to-date 

⚫ communicating with the borrower 

⚫ periodically reviewing with the borrower financial performance 
and compliance with the terms of the loan agreement 

⚫ updating the credit file, including memos, summaries of site visits, 
records of important telephone calls and e-mails, agreements, 
correspondence, personal observations (not gossip), and the 
lender’s evaluation of the borrower, where appropriate 

⚫ monitoring the collateral to ensure the existence of collateral, the 
value of collateral, and the bank’s legal claim to the collateral 

⚫ promptly reporting all irregularities 

⚫ identifying and promptly reporting problem loans 
 

Professionalism 
 

At no time in recent memory is professionalism more important than 
today. Lenders are being held accountable for their actions by a 
growing number of third parties: 

⚫ borrowers - lender liability 

⚫ other creditors - lender liability 

⚫ shareholders – financial and portfolio performance 

⚫ regulators - FIRREA, FDICIA, CFPB 

⚫ Congress - Dodd-Frank 

⚫ press - unfavorable publicity 

⚫ public - outrage 

⚫ community - CRA, Fair Lending 
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Notes 
Lenders must continually display the highest ethical standards and 
exercise good judgment in their professional and personal activities. 
Now more than ever, lenders must remember the “Do Right Rule” i.e. 
do the right thing for the community, the customer, the shareholders, 
fellow employees and vendors. 
 

Key to professionalism is continuing education both for professional 
and personal development. To be effective, a lender must be 
knowledgeable and an effective communicator verbally and in writing.  
Effective lenders develop their writing and speaking skills. They also 
commit to remaining current by regularly reading newspapers, 
periodicals, lending journals, books and other materials which will 
enhance their knowledge and understanding of the external 
environment, industries and markets. This knowledge coupled with 
personal and technical skills will make the lender more effective as an 
arbiter of risk, financial consultant and trusted advisor. 
 

Positive Lending Environment 
 

As noted, the key factor in credit discipline is well-trained, responsible 
lenders. However, a positive lending environment must exist to 
encourage lenders to spend the time necessary to ensure good credit 
quality. Loan officer training, workloads, incentives, and performance 
appraisals must focus on good credit discipline as more important than 
sales, business development, and even short-term profitability. 
 

It is the responsibility of management to balance objectives for asset 
quality, growth, and profitability to maximize shareholder value. 
Management must develop a strong credit culture and pursue an 
appropriate balance of transaction, intrinsic and concentration risk 
when building the loan portfolio.  Management must also install 
controls to ensure good credit discipline. 
 

First National Bank Case Study 
 

First National Bank is a $450 million (asset size) bank located in a fast-
growing suburb of Atlanta, Georgia. Two years ago, the bank 
undertook an exhaustive strategic planning effort designed to define 
clearly the bank’s mission and strategic direction. 
 

A stated goal developed during the process reads as follows: “Making 
First National Bank the number one commercial lending bank in the 
market.”  To that end, the bank hired Joe Hall as head of commercial 
lending. Hall had successfully functioned as a correspondent bank 
officer for City National Bank, First National’s primary 
correspondent. During his 2-year tenure at City National, Hall had 
increased loans outstanding by $30 million, including a capital note 
offering for First National. 
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Since Hall’s arrival at First National, the bank’s portfolio has grown 
rapidly, placing significant demands on the bank’s lending staff and 
credit area.   To meet the demand for lenders, the bank has been 
staffing the line as quickly as possible and has been successful in hiring 
qualified loan officers from other institutions, largely on the promise 
of giving them plenty of responsibility quickly.  The bank places 
stringent productivity requirements on all lenders, and compensates 
lenders with a salary plus a commission based on new loans 
outstanding. 
 

The bank uses a process of laddered authorities for loan approval. 
Individual officers are assigned lending authorities by Joe Hall based  
on experience and demonstrated competence. The smallest authority 
is $200,000. The loan committee must approve loans more than 
$1,000,000. The committee consists of Hall, the head of credit 
administration, two senior lenders, and the president of the bank. Each 
party has one vote.  
 

Lenders are given wide latitude in loan structure and pricing. 
Recognizing the competitive nature of the marketplace, First National 
feels it is important that lenders have flexibility to react quickly to 
customer needs. 
 

Loan officers are expected to prepare their own written analyses. Each 
officer assigns an asset quality rating to the credit at loan inception. 
Officers are responsible for downgrading loans if warranted. The 
criteria for assigning asset quality ratings are contained in the bank’s 
loan policy, which was “borrowed” from City National Bank. First 
National Bank contracts the loan review function to an outside 
provider. In addition to underwriting and monitoring, lenders have 
responsibility for documentation. Follow-up on collateral, as well as 
ongoing collateral maintenance for insurance, UCC-1 expirations, and 
so on is handled by the loan operations department. 
 

To date, there have been few problem loans. In those instances, where 
problems arise, the lender is responsible for collecting problem loans 
and pursuing debtors to judgment, if necessary. 
 

First National has no formal pricing guidelines.  The bank prefers to 
be compensated with rate and fees. Deposit accounts are analyzed 
monthly, but the bank does not have the capability to integrate deposit 
balances and loans outstanding.  
 

Al Nowing, the bank’s president, has strongly supported the bank’s 
new strategic direction. Nowing joined First National 3 years ago. 
From  the start,  he has  been concerned  about the bank’s  slow  asset  
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growth.  Having come from an aggressive lending institution, he was 
anxious to get the lending function moving to improve the bank’s poor 
profit performance. Nowing is actively involved in the lending 
function and manages a personal portfolio in excess of $20 million. 
 

Nowing is pleased with the bank’s growth. However, he is concerned 
that credit administration has not kept pace with the growth in the 
lending area. To strengthen credit administration, the bank has hired 
you to assume responsibility for the credit administration function. 
 

Your responsibilities will include the following areas:  

⚫ enforcing the bank’s loan policy 

⚫ chairing the loan committee 

⚫ managing the credit administration staff  

 − loan file supervisor  

 − credit investigator  

 − two credit analysts  

⚫ maintaining systems for problem loan identification 

 − past dues  

 − overdrafts  

 − late statements  

⚫ training new lenders  

 − because of the demand for new lenders and heavy   workload 
demands on existing lenders, time spent in training is limited 
to 10 weeks plus 2 weeks of on-the-job training 

 

Your task is to evaluate the elements of credit discipline at First 
National Bank and to suggest any improvements you feel would be 
appropriate. 
 

This case was adapted from a case originally prepared by John 
McKinley. Reprinted with permission. 
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MONDAY GROUP DISCUSSION 
BUILDER’S SUPPLY, INC.* 

OR 
REDWOOD MANUFACTURING* 

AND 
MODERN OFFICE CONCEPTS, INC.* 

OR 
SELECT DISTRIBUTORS* 

 
 
Read the cases. 
 

Focus on the non-financial issues in the cases. 
 

Using the mental picture template as a guide, address the following: 
 

 Discuss the nature of the business i.e. wholesale, retail, etc. 
 

 Discuss the external environment 
 

– Impact of economic environment  
– Changing competitive environment 

 

 Draw a mental picture of the company’s financial statement focusing on  
 

– Working asset(s) 
– Mix of liabilities 
– Financial leverage 
– Trend in sales 
– Margins 

 

 Focus on the operating cycle 
 

– Seasonality 
– Financing requirements 
– Nature of need, i.e., short-term, long-term, revolving 

 

 Analyze the company’s competitive strategy 
 

– Market structure/share 
– Stage in life cycle 
– Source of competitive advantage 

 

 Identify the key variables critical to the success of the company 
 

 Determine the financial information you will request from the borrower 
 

Discuss the issues thoroughly. You will not be asked to prepare a report or make a presentation in 
class. 
 

* Case selection to be determined by the School Director. 
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TUESDAY GROUP DISCUSSION 
BUILDER’S SUPPLY, INC. 

OR 
REDWOOD MANUFACTURING 

 
 
The discussion today focuses on historical analysis. You will use each of the tools developed in class 
to continue your analysis of one of the two cases discussed yesterday. Use each of the following 
analytical tools to address the issues 
 

— “30 Second” analysis 
 

— Comparative analysis 
 

— Common-size analysis 
 

— Ratio analysis 
 

— Cash flow analysis 
 

 Confirm your mental picture developed in Monday’s group discussion 
 

 Affirm the key variables identified in yesterday’s discussion 
 

 Conduct a “30 Second” analysis using the form provided and the comparative/common-
size analytical tools 

 

 Review the cash flow and determine the sources and uses of cash 
 

 Note those items creating a financing need 
 

 Evaluate the structure of the financing 
 

 Review the ratios and the RMA comparison data 
 

 Complete the Loan Screening Worksheet to gain additional insight into issues that will have 
to be addressed in the loan decision and structure of the credit 

 

 Assess the reasonableness of the borrower’s projection 
 

 Identify areas of particular concern 
 

 Evaluate the reasonableness of the loan request 
 

 Develop your response 
 
Discuss the issues thoroughly. You will not be asked to prepare a report or make a presentation in 
class. 
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BUILDER’S SUPPLY, INC. 
 
 
Background 
 
Builder’s Supply, Inc. (BSI) wholesales and retails lumber and building materials (90%) and 
manufactures mill work and wood doors (10%). The company operates wholesale and retail divisions 
selling to approximately 10,000 accounts located within a 150 mile radius of Columbus, 
Ohio. Accounts include contractors, builders, businesses and the general public. 
 
Competition has become fierce in the company’s trade area. Traditional competitors such as Ohio 
Lumber Company and Payless Cashways have become more aggressive. Home Depot and Lowe’s 
have established a significant presence opening five new stores in the past three years. BSI has 
countered with a new concept - Easy Does It - home improvement centers catering to do-it-yourself 
homeowners. 
 
Builder’s Supply was founded in 1908 by Warren Wood. The Wood family owns 94% of the 
company’s stock with the remainder parceled among active and retired employees. Warren’s son, 
Wendell, managed the company from 1972 until 20X0, when Wendell’s son, Geoff, became 
president and CEO. With the exception of Geoff, senior management averages over twenty-five 
years with the company. 
 
Banking Relationship 
 
Builder’s Supply established a relationship with First National Bank in 20X0. The initial loan was a 
$1,800,000 15-year term loan participated with two other banks. The loan was to provide working 
capital and was secured with first mortgages on three properties appraised for $248,000, $840,000 
and $875,000. The loan was recently paid in full from a refund received from a wholesale 
cooperative. 
 
Beginning in 20X1 and continuing annually, First National has offered a $1,750,000 revolving line of 
credit, collateralized with accounts receivable and inventory. The line was last rested in September, 
20X2. The current commitment expires 4-30-X4. The bank also has a term loan to an affiliated 
company, Wood Leasing, in the amount of $184,000, secured by equipment. 
 
Until his retirement in 20X0, Wendell Wood served on the Board of Directors of First National Bank. 
 
Operating Highlights 
 
The company’s fiscal year-end is the last Saturday nearest November 30. Sales have declined 
continuously from 20X0 through 20X2. The decline stabilized in 20X3, but BSI suffered a substantial 
loss. 
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Inventories are valued on a LIFO basis. The LIFO reserve was $279,000 in 20X3 and $256,000 in 
20X2. Selected components of operating expense include 
 

000’s 
 
           20X2 20X3 
 
General and Administrative $2,817 $2,955 
Rental 170 337 
Repairs and Maintenance 37 6 
Credit Department Expense 253 80 
Other Administrative 243 356 
Provision for Doubtful Accounts 58 0 
 
Extraordinary items have distorted net income in 20X1 and 20X2. The company utilized the 
remaining portion of an NOL carry forward in 20X1. In 20X2, the company terminated its non-
contributory pension plan. The plan was overfunded by approximately $1,000,000. After excise taxes 
and income taxes, the company realized an extraordinary gain of $609,000. Without the gain, the 
company would have experienced an operating loss of $365,000. The company contends the 
operating loss resulted from a number of extraordinary expenses. Were the extraordinary expenses 
removed, the company would have realized a $6,000 operating profit. The extraordinary items 
include: 
 
 $ 70,700 Start-up expenses Easy-Does-It 
 70,000 Accrued bonus 
 100,000 Contribution to employee profit sharing plan 
 35,400 Contribution to employee health plan 
 20,000 Contribution to Wood charities 
 20,000 Accrued professional fee 
 90,000 LIFO adjustment 
 57,800 Write-off/reserve receivables 
 71,800 Loss from shut-down of facility 
 28,400 Loss from shut-down of plant 
 
Builder’s Supply owns an interest in a wholesale cooperative which is valued using the equity 
method. The company also leases trucks, autos and certain equipment from a related company, 
Wood Leasing. Annual rental payments total $184,000. 
 
Long-term debt consists of the following: 
 
 $186,600 Purchase contracts on C stock* 
 288,200 Mortgages on company owned real estate 
 225,900 Loan on life insurance policy 
 (272,500) Current maturities 
 $428,200 
 
*C stock is issued to employees as payment under the company’s profit sharing plan. The company 
is obligated to repurchase the stock. 
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The company also has loans due shareholders in the amount of $732,000 which are payable on 
demand.  The loans are not subordinated. 
 
Current Situation 
 
The company has asked the bank to renew and increase the line of credit to $2,000,000. 
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MENTAL PICTURE 
Use the following questions to develop your mental picture. 
 

 
  

The Company and What is this company’s business? 
Request 
  What kind and amount of loan is the company  
  requesting? 
 

  Is the request for a temporary or permanent  
  investment in current assets (if applicable)? 
 
Accounts Would you expect accounts receivable to turn: 
Receivable (A/R)  Fast (< 30 days) 
   Moderate (30-60 days) 
   Slow (> 60 days) 
 
Inventory Would you expect the company to carry a large  
  amount or small amount of inventory? 
 

  What will inventory consist of e.g. raw materials, 
  work in process, finished goods? 
 

  Is inventory differentiated or a commodity? 
 

  Would you expect inventory to turn: Fast 
  (< 30 days), Moderate (30-60 days),  
  Slow (> 60 days)? 
 
Fixed Assets Do you think this company’s investment in 
  fixed assets is Large/Moderate/Small? 
 

  Do you think the depreciable life of these 
  fixed assets is: Long/Short? 
 

  Will the replacement of fixed assets be: 
  Regular/Periodic? 
 

Accounts Payable Do you think accounts payable are: 
(A/P)  Small/Moderate/Large? 
 

Line of Credit Do you think the company will have a need for a  
  line of credit for seasonal or liquidity purposes? 
 

Revolving Debt Do you think the company will have a need for 
 revolving debt to support growth? 
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Mental Picture continued 
 

 
 
  

Long-term Debt Do you think the company has a need for long- 
  term debt? 
 
Owner’s Equity What amount of initial owner’s equity would this  
  company require: Small/Moderate/Large? 
 

  Would you expect retained earnings to be: 
  Small/Moderate/Large? 
 

  Would you expect financial leverage to be: 
   Low (< 1.5) 
   Moderate (1.5-3.0) 
   High (> 3.0)? 
 
Sales  Do you think sales are growing? 

 
Seasonality Would you expect seasonality in this business? 

 
Impact of the How would you expect this business to be 
Economy impacted by the economy? Does it track or lag 
  the general economy? 

 
Life Cycle What stage in its life cycle do you think this 
  company is in? Industry? 
 
Gross Margin What kind of gross margin would you expect  
  this company to have: Low/Moderate/High? 

 
  Would you expect the gross margin to be 
  improving/stable/shrinking? 
 
Overhead What kind of overhead do you think this 
  company has: Low/Moderate/High? 

 
Lifestyle What kind of lifestyle do you think the owner 
  has: Extravagant/Conservative? 
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Mental Picture continued 
 

 
  

Key Variables What three key variables should this business 
  owner be paying most attention to? 
 
 
 
 
Financial  What kinds of financial information would you 
Statements expect to receive from this business? 
 
 
 
 
 
 
Summarize your mental picture of this company. What risks/opportunities do you see? What do you think 
might be the company’s financing needs? Does this request make sense and does this look like an 
opportunity you want to pursue? 
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 “30 Second” Analysis 
 
 

 Prior Current 
 Year Year   
 
Sales $ __________   ______ % $ __________  _____ % 

 Gross Margin $ __________   ______ % $ _________   _____ % 

 Operating Expenses $ __________   ______ % $ _________   _____ % 

 

Assets $ __________   ______ % $ _________   _____ % 

 Current Assets $ __________   ______ % $ _________   _____ % 

 Current Liabilities $ __________   ______ % $ _________   _____ % 

 Tangible Net Worth $ __________   ______ % $ _________   _____ % 

 

 

 Positive  Negative 

Sales Growing  Declining  

Gross Margin % Improving/Stable  Declining  

Operating Expense % Declining/Stable  Increasing 

Tangible Net Worth (TNW) % Increasing/Stable  Declining or   
 TNW %   < 25% 

Current Liabilities - % Decreasing/Stable  Increasing or 
 Working Capital   Negative 

Total Checks  (maximum of five)    

 

One Negative - Are there two offsetting positives 

Two Negatives - Potential problem if corrective action is not underway 

Three Negatives - Actual problem 

Four Negatives - Potential default 

Five Negatives - Probable loss 
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Loan Screening Worksheet 
 

 
 

CHARACTER Personal Credit History 
 Does the borrower have a FICO score > 660? Yes _____ No _____ 

or 
 Do you believe the borrower has a good credit history? Yes _____  No _____ 
    
CAPACITY Profitability 
Profitable 2 of Last 3 Years:  Yes _____  No _____       
Profitable Most Recent Year:  Yes _____  No _____ 

 

  CAPACITY                              Debt Service Coverage Ratio 
Earnings Before Interest, Depreciation and Amortization (EBIDA) – Distributions in Lieu of Taxes*  
Current Portion Long-term Debt** + Interest + Assumed Amortization of Line of Credit*** and Any New Debt   
                                                                                   
         Divided By           Greater than 1.25X           
 Yes _____  No _____ 
*S Corp and LLCs – 27% of net income 
**Use last years CMLTD unless you are doing a projection then use this years CMLTD 
***Assume 4-year amortization of revolving portion of line of credit 
  

CAPITAL Leverage (Debt to Equity Ratio) 
Total Liabilities                                                                   
  Divided By                 Divided By                                  Less than 3:1 
Total Tangible Net Worth (Equity) Yes _____  No _____ 
 
CONDITIONS Liquidity Ratio or Current Ratio 
Current Assets                                            
  Divided By             Divided By                                     Greater than 1.3 
Current Liabilities Yes _____  No _____ 

 
COLLATERAL Margined Collateral Coverage Ratio 
Total Bank Exposure Including New Request   ___________________                                                   
AR< 90 Days  ________________  X .70  =  ________________  (Eligible) 
INV  ________________  X .40  =  ________________  (Eligible) Collateral Value 
MACH/EQ  ________________  X .80 =  ________________  (New) Greater than 1:1  
MACH/EQ  ________________  X .50 =  ________________  (Used) Yes _____  No _____ 
RE  ________________  X .70  =  ________________  (Improved)  
RE  ________________  X .50  =  ________________  (Unimproved) 
    Total =  ________________   

 
COLLATERAL Guarantors 
Does the guarantor(s) add strength to the loan? Yes _____  No _____ 
Does the borrower/guarantor have a conservative lifestyle? Yes _____  No _____ 

 

Based on your assessment: 
 

Do you recommend this loan request as one the bank should pursue? 
 
 What risk(s)/weaknesses do you see with this request that need to be mitigated?   
 

=
 

=
 

=
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Builder’s Supply, Inc. 
 
Bain & Company, P.A. UNQUAL  UNQUAL  UNQUAL  UNQUAL 
 LCE NOV 25  NOV 24  NOV 30  NOV 27 
  20X0  20X1  20X2  20X3 
AMOUNTS IN THOUSANDS OF DOLLARS 12 MTHS  12 MTHS  12 MTHS  12 MTHS 
 
 I N C O M E  S T A T E M E N T $ % $ % $ % $ % 
  
Sales 20,764 101.0 19,477 101.2 17,945 100.0 18,079 100.0 
 less:  Discounts 207 1.0 225 1.2 0 0.0 0 0.0 
 
 NET SALES 20,557 100.0 19,252 100.0 17,945 100.0 18,079 100.0 
 
Cost of Goods Sold 15,511 75.5 14,320 74.4 13,369 74.5 13,142 72.7 
Cash Discounts Earned -232 -1.1 -189 -1.0 0 0.0 0 0.0 
 
 GROSS PROFIT/REVENUES 5,279 25.6 5,121 26.6 4,576 25.5 4,937 27.3 
  
Operating Expense 4,436 21.6 4,313 22.4 4,097 22.8 4,220 23.3 
Lease & Rental Expense 0 0.0 0 0.0 170 0.9 337 1.9 
Bad Debt Expense 53 0.3 2 0.0 0 0.0 0 0.0 
Travel & Entertainment 0 0.0 0 0.0 16 0.1 14 0.1 
Auto & Delivery 270 1.3 201 1.0 549 3.1 521 2.9 
Depreciation 106 0.5 90 0.5 84 0.5 73 0.4 
 
 TOTAL OPERATING EXPENSES 4,865 23.7 4,606 23.9 4,916 27.4 5,165 28.6 
 
 OPERATING INCOME 414 2.0 515 2.7 -340 -1.9 -228 -1.3 
  
Interest Expense 349 1.7 395 2.1 283 1.6 252 1.4 
 
 TOTAL INTEREST EXPENSE 349 1.7 395 2.1 283 1.6 252 1.4 
 
Interest Income 0 0.0 0 0.0 0 0.0 0 0.0 
Gain on Sale of Assets 4 0.0 0 0.0 0 0.0 0 0.0 
Service Charge Income 82 0.4 79 0.4 0 0.0 0 0.0 
Other Income 0 0.0 61 0.3 24 0.1 58 0.3 
Other Expense 3 0.0 0 0.0 0 0.0 0 0.0 
Net Exp - RE:Shutdown of 2 Locations 409 2.0 25 0.1 0 0.0 0 0.0 
Loss on Sale of Assets 0 0.0 15 0.1 0 0.0 0 0.0 
 
 PROFIT BEFORE TAXES & EXTR ITEMS -261 -1.3 220 1.1 -599 -3.3 -422 -2.3 
 
Current Taxes -20 -0.1 66 0.3 -234 -1.3 -15 2.8 
 
 PROFIT BEFORE EXTR. ITEMS -241 -1.2 154 0.8 -365 -2.0 -270 -1.5 
 
Extraordinary Gain-NOL Carryforward 0 0.0 61 0.3 0 0.0 0 0.0 
Proceeds from Pension Plan Reversion 0 0.0 0 0.0 609 3.4 0 0.0 
 
 NET PROFIT -241 -1.2 215 1.1 244 1.4 -270 -1.5 
 
Common Stock Issue -2 -0.0 -4 -0.0 0 0.0 -1 0.0 
Additional Paid In Capital -34 -0.2 -69 -0.4 -8 -0.0 -15 -0.1 
Other Inc/(Dec) in Ret. Earn. -10 -0.0 -13 -0.1 -1 -0.0 -4 0.0 
  
 CHANGE IN NET WORTH -287 -1.4 129 0.7 235 1.3 -290 -1.6 
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Builder’s Supply, Inc. 
 
  
Bain & Company, P.A. UNQUAL  UNQUAL  UNQUAL  UNQUAL 
 LCE NOV 25  NOV 24  NOV 30  NOV 27 
  20X0  20X1  20X2  20X3 
 AMOUNTS IN THOUSANDS OF DOLLARS 12 MTHS  12 MTHS  12 MTHS  12 MTHS 
 
 COMMON SIZE REPORT $ % $ % $ % $ % 
 
 ASSETS:  
 
Cash 323 3.8 53 0.7 201 2.7 71 1.0 
 Accounts Receivable - Trade 2,391 28.0 2,370 30.4 1,977 26.9 1,854 25.7 
 less:  Allow for Doubtful Accts 125 1.5 65 0.9 53 0.7 33 0.4 
 
Total Accounts Receivable - Net 2,266 26.5 2,305 29.5 1,924 26.2 1,821 25.3 
 
Income Taxes Receivable 40 0.5 32 0.4 48 0.7 132 1.8 
 
Other Inventory 3,830 44.9 3,517 45.1 3,303 44.9 3,330 46.2 
 
      TOTAL CURRENT ASSETS 6,459 75.7 5,907 75.7 5,476 74.5 5,354 74.3 
 
 Land 372 4.4 372 4.8 372 5.1 372 5.2 
 Buildings & Improvements 1,616 18.9 1,533 19.6 1,504 20.4 1,515 21.0 
 Furniture & Fixtures 112 1.3 71 0.9 12 0.2 11 0.2 
 Machinery & Equipment 49 0.6 44 0.6 40 0.5 18 0.2 
 Transportation Equipment 25 0.3 3 0.0 0 0.0 0 0.0 
 
Gross Fixed Assets 2,174 25.5 2,023 25.9 1,928 26.2 1,916 26.6 
   less:  Accumulated Depreciation 1,055 12.4 992 12.7 934 12.7 979 13.6 
 
Total Fixed Assets - Net 1,119 13.1 1,031 13.2 994 13.5 937 13.0 
 
Investments 462 5.4 470 6.0 465 6.3 476 6.6 
Investments in Real Estate 88 1.0 4 0.1 4 0.1 4 0.1 
Contracts for Deed 0 0.0 18 0.0 0 0.0 0 0.0 
Prepaid Expenses - Non Current 49 0.6 20 0.3 33 0.4 45 0.6 
Deposits 0 0.0 0 0.0 6 0.1 6 0.1 
Cash Value Life Insurance 356 4.2 370 4.7 377 5.1 384 5.3 
 
 TOTAL NON-CURRENT ASSETS 2,074 24.3 1,895 24.3 1,879 25.5 1,852 25.7 
 
 TOTAL ASSETS 8,533 100.0 7,802 100.0 7,355 100.0 7,206 100.0 
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Builder’s Supply, Inc. 
 
 

Bain & Company, P.A. UNQUAL  UNQUAL  UNQUAL  UNQUAL 
 LCE NOV 25  NOV 24  NOV 30  NOV 27 
  20X0  20X1  20X2  20X3 
AMOUNTS IN THOUSANDS OF DOLLARS 12 MTHS  12 MTHS  12 MTHS  12 MTHS  
 
  
 LIABILITIES $ % $ % $ % $ % 
 
Notes Payable S/T - Bank 1,950 22.9 1,430 18.3 600 8.2 1,200 16.6 
Notes Payable S/T - Shareholders 568 6.7 615 7.9 808 11.0 732 10.2 
Current Maturities LTD  229 2.7 248 3.2 270 3.7 273 3.8 
 
Accounts Payable - Trade 1,118 13.1 776 9.9 950 12.9 807 11.2 
 
 Wages/Salaries Payable 118 1.4 114 1.5 188 2.6 126 1.8 
 Tax Accruals 107 1.3 185 2.4 134 1.8 168 2.3 
 P/S Plan Contribution 0 0.0 0 0.0 0 0.0 0 0.0 
 Other Accruals 31 0.4 61 0.8 59 0.8 103 1.4 
 
Total Accrued Liabilities 256 3.0 360 4.7 381 5.2 397 5.5 
 
Other Current Liabilities 2 0.0 2 0.0 2 0.0 0 0.0 
 
 TOTAL CURRENT LIABILITIES 4,123 48.3 3,431 44.0 3,011 41.0 3,409 47.3 
   
Exist Long Term Debt  1,115 13.1 947 12.1 685 9.3 428 5.9 
 
 TOTAL SENIOR LT LIABILITIES 1,115 13.1 947 12.1 685 9.3 428 5.9 
  
 TOTAL SENIOR LIABILITIES 5,238 61.4 4,378 56.1 3,696 50.3 3,837 53.2 
 
 TOTAL LIABILITIES 5,238 61.4 4,378 56.1 3,696 50.3 3,837 53.2 
 
 
Common Stock 63 0.7 59 0.8 59 0.8 58 0.8 
Paid In Capital 782 9.2 713 9.1 705 9.6 690 9.6 
Retained Earnings 2,812 33.0 3,014 38.6 3,257 44.3 2,983 41.4 
less:  Treasury Stock 362 4.2 362 4.6 362 4.9 362 5.0 
 
 NET WORTH 3,295 38.6 3,424 43.9 3,659 49.7 3,369 46.8 
 
 TOTAL LIABILITIES & NET WORTH 8,533 100.0 7,802 100.0 7,355 100.0 7,206 100.0 
  
Tangible Net Worth 3,295  3,424  3,659  3,369 
Working Capital 2,336  2,476  2,465  1,945 
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Builder’s Supply, Inc. 
 
Bain & Co., P.A. UNQUAL UNQUAL UNQUAL UNQUAL 
 LCE NOV 25  NOV 24  NOV 30  NOV 27 
   20X0  20X1  20X2  20X3 
AMOUNTS IN THOUSANDS OF DOLLARS 12 MTHS  12 MTHS  12 MTHS  12 MTHS 
 
F I N A N C I A L R A T I O S 
 
GROWTH RATIOS: 
  
Net Sales Growth, Composite %  -2.60  -6.35  -6.79  0.75 
Sales Growth, %  -2.56  -6.20  -7.87  0.75 
Net Income Growth, % -515.52  189.21  13.49  -210.66 
Total Assets Growth, %  2.60  -8.57  -5.73  -2.03 
Total Liabilities Growth, %  10.62  -16.42  -15.58  3.81 
Net Worth Growth, %  -8.01  3.92  6.86  -7.93 
 
PROFITABILITY RATIOS: 
 
Operating Margin, %  0.32  0.62  -3.47  -2.66 
Net Margin, %  -1.17  1.12  1.36  -1.49 
Return on Average Assets, %  -2.86  2.63  3.22  -3.71 
Return on Average Equity, %  -7.01  6.40  6.89  -7.68 
 
COVERAGE RATIOS: 
 
Interest Coverage (EBIT / Interest)  0.25  1.56  -1.12  -0.67 
Net Income + Depreciation / CMLTD  -0.63  1.33  1.32  -0.73 
EBIDA/Int. + Last Years CMLTD + 
   Assumed 4 Year Amortization of LOC  N/A  .65  1.54  .07 
 
ACTIVITY RATIOS: 
 
Receivables in Days  40  44  39  37 
Inventory in Days  92  91  90  92 
Payables in Days  27  20  26  22 
Net Sales / Total Assets    2.38  2.47  2.44  2.50 
 
LIQUIDITY RATIOS: 
  
Working Capital  2,336  2,476  2,465  1,945 
Quick Ratio  0.63  0.69  0.71  0.56 
Current Ratio  1.57  1.72  1.82  1.57 
Sales / Net Working Capital  8.80  7.78  7.28  9.30 
 
LEVERAGE RATIOS: 
 
Total Liabilities / T Net Worth  1.59  1.28  1.01  1.14 
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Builder’s Supply, Inc. 
 

 
RMA COMPARISON REPORT RMA%  CUST    
NAICS CODE:423310          SALES 10-25MM 
 
  
ASSETS 
 
Cash & Equivalents 5.7  0.99 
Trade Receivables-(net) 34.6  25.2 
Inventory 34.7  46.2 
All Other Current 2.4  1.83 
 Total Current Assets 77.4  74.30 
Fixed Assets (net) 15.8  13.00   
Intangibles 1.1  0.00   
All Other Non-Current 5.7  12.70  
 TOTAL ASSETS 100.0  100.00   
  
LIABILITIES 
 
Notes Payable-Short Term 20.6  26.81   
Current Maturities-L/T/D 2.4  3.79  
Trade Payables 14.1  11.20   
Income Taxes Payable .2  0.00   
All Other Current 7.9  5.51   
 Total Current Liabilities 45.1  47.31   
Long Term Debt 8.2  5.94   
Deferred Taxes .3  0.00   
All Other Non-Current 3.0  0.00   
Net Worth 43.4  46.75  
 TOTAL LIABILITIES & NET WORTH 100.0  100.00  
 
INCOME DATA 
 
Net Sales 100.0  100.00   
Cost of Sales 80.8  72.69   
Gross Profit 19.2  27.31   
Operating Expenses 16.7  28.57   
Operating Profit 2.5  -1.26   
All Other Expenses (Net) .3  1.07   
Profit Before Taxes 2.2  -2.33   
  
RMA CLIENT RATIOS COMPARISON 
 
Current 1.6  1.57   
Quick .8  0.56   
Days Receivable 31  37   
Sales / Receivables 11.7  9.93  
Days Inventory 47  92   
Cost of Sales / Inventory 7.8  3.95   
Trade Days Payables 13  22   
Cost of Sales / Trade Payables 27.9  16.29   
Sales / Working Capital 12.8  9.30   
EBIT / Interest Expense 3.2  -0.67   
Trad. Cash Flow /C.M.L.T.D. 2.6  -0.72  
Fixed Assets / Net Worth .3  0.28   
Debt / Net Worth 1.5  1.14  
Profit Before Taxes / Net Worth 12.5  -12.53  
Profit Before Taxes / Total Assets 4.6  -5.86   
Sales / Net Fixed Assets 27.2  19.29  
Sales / Total Assets 3.5  2.51   
Depreciation/Sales 17  0.40  
Officers Compensation / Sales 2.1  0.00    
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Builder’s Supply, Inc. 
 
  
Bain & Co., P.A. UNQUAL  UNQUAL  UNQUAL 
 LCE NOV 24  NOV 30  NOV 27 
  20X1  20X2  20X3 
AMOUNTS IN THOUSANDS OF DOLLARS 12 MTHS  12 MTHS  12 MTHS 
 
 C A S H F L O W 
 
Sales - Net $19,252  $17,945  $18,079 
Change in Receivables -39  381  103 
 
Cash From Sales 19,213  18,326  18,182 
 
Cost of Goods Sold -14,131  -13,369  -13,142 
Change in Inventories 313  214  -27 
Change in Payables -342  174  -143 
 
Cash Production Costs -14,160  -12,981  -13,312 
 
Cash From Trading Activities 5,053  5,345  4,870 
 
SG&A Expense -4,516  -4,832  -5,092 
Change in Prepaids 29  -13  -12 
Change in Accruals 104  21  16 
 
Cash Operating Costs -4,383  -4,824  -5,088 
 
Cash After Operations 670  521  -218 
 
Miscellaneous Cash Income 162  620  49 
Income Taxes Paid -58  218  68 
 
Net Cash After Operations 774  1,359  -101 
 
Interest Expense -395  -283  -252 
 
Financing Costs -395  -283  -252 
 
Cash After Financing Costs 379  1,076  -353 
 
Current Portion Long Term Debt -229  -248  -270 
 
Cash After Debt Amortization 150  828  -623 
 
Capital Expenditures – Tangible -17  -47  -16 
Long Term Investments 76  5  -11 
 
Financing Surplus/(Requirements) 209  786  -650 
 
Change in Short Term Debt -473  -637  524 
Change in Long Term Debt 80  8  16 
Change in Equity -86  -9  -20 
 
Total External Financing -479  -638  520 
 
Cash After Financing -270  148  -130 
Actual Change in Cash -270  148  -130 
 
Net Income + Depreciation 305  328  -197 
 
Misc Cash Income Detail: 
Other Non-Current Assets -14  -13  -7 
Other Current Liabilities 0  0  -2 
Other Income 140  24  58 
Other Expense -25  0  0 
Extraordinary Items 61  609  0 
 
Total  162  620  49 
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Builder’s Supply, Inc. 
Core Cash Flow 

20X3 
 

 

  000s 
 
Net Profit <270> 
 
+  Depreciation  73 
 
-  Replacement Cap X* <27> 
 
+  Portion Funded New LTD** 12 
  
-  Scheduled Debt Service <270> 
 
-  Distributions in Lieu of Taxes 0 
 
Core Cash Flow <482> 
 
 
 
*    Three Year Average Additions to Fixed Assets 
**  Two Year Average Change in LTD 
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Builder’s Supply, Inc. 
Projected Income Statement 

20X4 
000s 

 
 
 

Sales $ 18,500 100.0% 
 
Cost of Goods Sold  13,228 71.5 
 
Gross Profit  5,272 28.5 
 
Operating Expenses  4,440 24.0 
 
Operating Income  832 4.5 
 
Interest Expense  237 1.3 
 
Profit Before Tax  595 3.2 
 
Current Taxes  0 0.0 
 
Profit After Tax $ 595 3.2 
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Builder’s Supply, Inc. 
Projected Balance Sheet 

November 29, 20X4 
 

  000’s 
Assets  
 Cash $ 75 1.2 % 
 Accounts Receivable  1875 29.2 
 Inventory  2718 42.3 
 

 Total Current Assets $ 4668 72.7 
 

 Fixed Assets (Net)  875 13.6 
 Investments  485 7.6 
 Cash Value Life Insurance  391 6.1 
 

 Total Non-Current Assets $ 1751 27.3 
 

 Total Assets $ 6419 100% 
 

Liabilities  
 Notes Payable - Bank  -0-   0.0  
 Notes Payable - Other  657 10.2 
 CMLTD  255 4.0 
 Accounts Payable  797 12.4 
 Accruals  425 6.6 
 

 Total Current Liabilities $ 2134 33.2 
 

 Long Term Debt  369 5.8 
 

 Total Liabilities $ 2503 39.0 
 

Owner’s Equity  
 Common Stock  55 0.9 
 Paid in Capital  645 10.0  
 Retained Earnings  3578 55.7 
 Less: Treasury Stock  362 <5.6> 
 

 Owner’s Equity $ 3916 61.0 
 

 Total Liabilities and  
    Owner’s Equity     $    6419 100.0 
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Assumptions 
 
 

Income Statement 
 

 Sales improve with continuing success of Easy Does-It stores 
 

 Margin improves reflecting higher proportion of more profitable retail 
sales 

 

 Operating expenses are reduced by operating improvements and 
retirements 

 

 Interest expense assumes an average rate of 7.5% 
 

 No taxes are due because of the tax loss carry forward 
 

Balance Sheet 
 

 Accounts receivable will continue to turn in 37 days 
 

 Inventory turn will improve to 75 days reflecting better inventory 
management, a new computerized inventory control system and a 
focused effort to liquidate old inventory 

 

 Fixed assets reflect the continuing shift to leasing 
 

 Line of credit will be liquidated in the normal course of business or 
any remaining balance will be converted to term 

 

 Accounts payable will continue to be paid in 22 days 
 

 Long term debt includes an increase of approximately $150M 
reflecting the conversion to term of the unpaid portion of the line of 
credit 

 

 Common stock and paid in capital will be reduced by the repurchase 
and retirement of C stock from retiring employees 
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Core Cash Flow 
Projection Tool 

 
                                                         Scenario #1          Scenario #2     Scenario #3 
Projected Sales  ___________   ____________   ___________  
Projected Net After Tax Profit %  ___________   ____________   ___________  
 

Projected Net Income  ___________   ____________   ___________  
+ Depreciation/Amortization  ___________   ____________   ___________  
- Replacement Capital Expenditures  ___________   ____________   ___________  
- Scheduled Debt Service (CMLTD)  ___________   ____________   ___________  
- Distributions in Lieu of Taxes  ___________   ____________   ___________  
 

Core Cash Flow  ___________   ____________   ___________  
- Projected Working Capital Requirement*  ___________   ____________   ___________  
- Dividends/Other Payments to Owners  ___________   ____________   ___________  
<Financial Requirement> or Cash Available  ___________   ____________   ___________  
    To Reduce Debt  
 

+ Current Revolving Debt  ___________   ____________   __________  
 Projected Revolving Debt  ___________   ____________   __________  
 

           % of  
                                                      $             Sales** 
Accounts Receivable**  ______   ______  
Inventory**  ______   ______   
- Accounts Payable**  ______   ______  
Financing Gap  ______   ______  
Financing Gap % X Projected  
  Increase in Sales  ______   ______  
 

*Projected Working Capital  
  Requirement  ______   ______  
 

**Current Period 
 

Impact of Varying Assumptions About Turnover 
  Of Receivables, Inventory and Payables 
 

Current Turnover Accounts Receivable  ___________   ____________   ___________  
Desired Turnover Accounts Receivable  ___________   ____________   ___________  
Change  ___________   ____________   ___________  
X 1 Days Sales (Sales/365)  ___________   ____________   ___________  
Cash Required or Released  ___________   ____________   ___________  
 

Current Turnover Inventory or Accounts  
  Payable  ___________   ____________   ___________  
Desired Turnover Inventory of Accounts  
  Payable  ___________   ____________   ___________  
Change  ___________   ____________   ___________  
X 1 Day Cost of Goods Sold  ___________   ____________   ___________  
Cash Required or Released  ___________   ____________   ___________  
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Builder’s Supply, Inc. 
Suggested Solution 

 
 
OVERVIEW 
 

The discussion should focus on the non-financial factors developed Monday evening and the review 
of the financial data on Tuesday evening. Begin the discussion by asking the students to draw a 
mental picture of the company’s financial statement based on their understanding of the economic 
environment, the industry and the market. Identify key variables which will be critical to the success 
of the company. Use the template provided with the case. 
 

Turn the discussion to a review of the financial statements utilizing the analytical tools developed 
during the lecture on Tuesday. Affirm the key variables identified in the subjective analysis.  Compare 
and contrast the insight gained using each of the analytical tools. Conclude the discussion by 
reaching a consensus on a response to the company’s request for an increase in its line of credit. 
 
EXTERNAL ENVIRONMENT 
 

Builder’s Supply, Inc. is a wholesaler and retailer of building materials. The company is a mature 
company in a mature market. The company’s competitive strategy is not clear, although 
management appears to be expanding into higher margin lines, i.e., do-it-yourself even though the 
company will encounter strong competition from Home Depot. 
 
MENTAL PICTURE 
 
Income Statement 
 

Sales should be flat to declining reflecting the competitive environment. Margins should be declining 
reflecting increasing competition although expansion of the retail business should temper the 
decline. Sales, general and administrative expenses should be high reflecting the fact it is a family-
owned business. The company should be nominally profitable. High operating expenses coupled 
with a tight gross margin will create a high breakeven point making the company very vulnerable to 
changes in the external environment. 
 
Balance Sheet 
 

Builder’s Supply is a wholesaler and retailer, therefore, it should have a mix of accounts receivable 
and inventory with the greatest concentration in inventory. The company will have some investment 
in fixed assets although the company is migrating to leasing fixed assets from a related company. 
The company should receive reasonable support from the trade. 
 

There is some seasonality in sales requiring some short-term financing. There should be limited 
need for revolving financing given the company is a mature business in a mature market. Fixed asset 
requirements and working capital needs should be financed with long-term debt and equity. The 
company’s debt/equity ratio should be relatively low given the age of the business and the relatively 
high breakeven point. 
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Key Variables 
 

— Level of Sales 
 

— Gross margin 
 

— S, G & A 
 

— Accounts Receivable 
 

— Inventory 
 

FINANCIAL ANALYSIS 
 
“30 Second” Analysis 
 

 Sales – Small Increase in Most Recent Year   Positive 
 Gross Margin - Erratic but Improving    Positive 
 Operating Expenses - Increasing %    Negative 
 Tangible Net Worth % - Declining    Negative 
 Reliance on Short-term Debt - Increasing   Negative 

 

Overall, the results of the “30 Second” analysis are negative suggesting a need for aggressive 
management steps to improve financial performance and reduce short-term debt. A mitigating factor 
is the company’s low financial leverage. 
 
Income Statement 
 

Sales have declined during the period 20X1 - 20X2, but appeared to stabilize in 20X3. The gross 
margin has been erratic but improved significantly in 20X3. The improvement in gross margin is 
surprising given the competitive environment indicating some success in changing the mix of sales. 
 

S, G & A as a percentage of sales has increased significantly in the past two years primarily because 
of increased operating expense, lease and rental expense and auto and delivery expense.  The 
company leases equipment and vehicles from a related entity. It would appear the owners are 
withdrawing significant sums directly and indirectly. 
 

Also, disturbing is the sharp reduction in credit department expense and the absence of a provision 
for bad debts. While receivables turn improved reflecting liquidation of receivables, the nature of the 
customer base i.e. builders suggests the potential for problem accounts receivable especially in a 
weak economy. 
 

Despite the higher level of sales and the improvement in the gross margin, the company lost money 
primarily because of higher operating expenses. The operating loss was an improvement over the 
prior year’s operating loss. Net income deteriorated from the prior year although prior year results 
reflected the impact of an extraordinary gain from liquidation of the company’s pension plan. 
 
Balance Sheet 
 

The company reduced accounts receivable during 20X3 primarily through more aggressive 
collection.  Inventory increased and the turn slowed. Particularly disturbing is the decline in trade 
payables despite the increase in inventory. Payables turn remained constant. 
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The decline in fixed assets reflects the shift from owning to leasing coupled with the closing of two 
locations. The condition of fixed assets must be questioned.  
 

Builder’s Supply has a large amount of short-term debt. The company appears to have liquidated 
receivables and to have drawn on the line of credit to fund operating losses, to reduce payables and 
to repay long-term debt. The company also appears to be acquiring and retiring stock each year 
(decline in common stock and paid in capital) reflecting its obligation to repurchase C stock. 
 

The short-term debt other is amounts owed to shareholders. It is disturbing that this debt has declined 
despite the sharp increase in short-term bank debt. The company appears to be paying interest on 
the debt. 
 
RMA Comparison 
 

The company’s gross margin compares favorably with the industry. S, G & A expenses and the 
company’s investment in inventory are high compared to industry averages. The company’s 
receivables turn and especially inventory turn compare unfavorably with industry averages. The 
company has a high percentage of short-term debt and a low percentage of long-term debt relative 
to the industry, suggesting a debt structure problem. 
 
Loan Screening Worksheet 
 

The Loan Screening Worksheet points out graphically that the key issue in the lending decision is 
restoring profitability to allow the company to repay the bank debt without the bank resorting to 
liquidation. 
 
Cash Flow Analysis 
 

The company has had deficit net cash after operations for the most recent year as a result of 
operating losses and the pay down of payables. The cash shortfall has been funded with short-term 
debt a portion of which is in reality revolving debt. This is reinforced by the core cash flow. The bank 
must question at what point will it say “enough is enough” forcing the company to focus on restoring 
profitability and begin to amortize the revolving debt. 
 
Other Issues 
 

The cash value life insurance is pledged to secure a loan. The amounts due shareholders are due 
on demand and not subordinated.  A key question must be the contingent obligation to purchase C 
stock and whether that obligation is subordinated to bank debt. Also, the company has paid out its 
mortgage debt with the bank. 
 
Key Variables 
 

— S, G & A Expense 
 

— Inventory 
 

— Debt Structure 
 
MANAGEMENT 
 

Management has shown some initiative to change its competitive strategy to defend its market 
position against aggressive new competitors. Management has not taken steps to reduce operating 
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expenses as sales have declined. This may reflect third generation management coping with 
entrenched old-line management and family pressure. 
 

The bank must question the company’s use of accounting to mask the declining operating 
performance. The bank must also question the use of off balance sheet companies to siphon cash. 
 
PROJECTION 
 

The projection presented by the company appears to be optimistic. The assumptions reflect the steps 
management will have to take to restore the company to profitability and repay the bank e.g. improve 
the gross margin, cut operating expenses and reduce the investment in inventory. The key question 
is whether management has the will and the ability to effect the changes. The projection is heavily 
dependent on a continued strength in the economy. 
 

Stress testing the projection reveals how sensitive the projection is to assumptions about the gross 
margin and controlling operating expenses. Scenario 1 assumes sales resume their decline and 
management is unable to improve the gross margin or reduce expenses. The operating cycle also 
does not change. 
 

Scenario 2 assumes sales increase, the company makes some progress in improving the gross 
margin and controlling expenses. Again no changes are assumed in the current operating cycle. 
 

Scenario 3 demonstrates how critical reducing inventory is to making any significant reduction in the 
debt. Each one day the inventory turn can be reduced frees up $36,000 in cash. Management must 
focus on improving inventory management. This may be a challenge particularly if the inventory is 
obsolete. 
 
CONCLUSION 
 

The only significant differences between the mental picture and the financial analysis were the high 
level of S, G & A expense, the investment in inventory, the declining support from the trade, and the 
level of short-term debt. The request for an increase in the line should be declined. The company 
should focus on reducing operating expenses, bringing inventory in line with sales and RMA 
averages and reducing short-term debt.  
 

The company will have a continuing seasonal need which will necessitate a line of credit. The bank 
should insist on a stepped “clean-down” to encourage management to liquidate excess inventory. 
Any non-seasonal debt which cannot be retired from liquidation of excess inventory will have to be 
converted to term. Of course, to amortize term debt the company will have to return to profitability. 
 

The bank should also seek a subordination of amounts due shareholders, a limitation on amounts 
paid to officers/shareholders directly and indirectly and a re-pledge of corporate real estate to secure 
the short-term line. Lease payments to the related company should not exceed debt service 
requirements. The principals should also be asked to guarantee the debt. 
 

Point out the biggest challenge facing the bank is getting management to acknowledge that there is 
a problem and take steps to address the problem. The projection seems to indicate management 
understands the problem and is prepared to address it although management may be optimistic 
about their ability to quickly change the company. At this point, there appears to be a viable core 
business, significant net worth and adequate collateral. Continued deterioration will erode the bank’s 
position reducing the number of options currently available to the bank. Emphasize the importance 
of identifying problem loans early and taking aggressive corrective action. 
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Builder’s Supply, Inc. 
“30 Second” Analysis 

 
 Prior Current 
 Year Year   
 
Sales $ __________   ______ % $ __________  _____ % 

 Gross Margin $ __________   ______ % $ _________   _____ % 

 Operating Expenses $ __________   ______ % $ _________   _____ % 

 

Assets $ __________   ______ % $ __________   _____ % 

 Current Assets $ __________   ______ % $ __________   _____ % 

 Current Liabilities $ __________   ______ % $ __________   _____ % 

 Tangible Net Worth $ __________   ______ % $ __________   _____ % 

 

 

 Positive  Negative 

Sales Growing  Declining  

Gross Margin % Improving/Stable  Declining  

Operating Expense % Declining/Stable  Increasing 

Tangible Net Worth (TNW) % Increasing/Stable  Declining or   
 TNW %   < 25% 

Current Liabilities - % Decreasing/Stable  Increasing or 
 Working Capital   Negative 

Total Checks  (maximum of five)    

 

One Negative - Are there two offsetting positives 

Two Negatives - Potential problem if corrective action is not underway 

Three Negatives - Actual problem 

Four Negatives - Potential default 

Five Negatives - Probable loss 

  

√  
 
 
 

 

√ 

 

 17,945 100.0 18,079 100.0 
  

 4,576 25.5 4,937 27.3 
 

 4,916 27.4 5,155 28.6 
 
 
 

 7,355 100.0 7,206 100.0 
 

 5,476 74.5 5,354 74.3 
   

 3,011 41.0 3,409 47.3 
 

 3,659 49.7 3,369 46.8 
 

2 

x 

x 

x 

3 
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Builder’s Supply 
Loan Screening Worksheet 

 
 

CHARACTER Personal Credit History 
 Does the borrower have a FICO score > 660? Yes _____ No _____ 

or 
 Do you believe the borrower has a good credit history? Yes _____  No _____ 
    
CAPACITY Profitability 
Profitable 2 of Last 3 Years:  Yes _____  No _____       

  Profitable Most Recent Year:  Yes _____ No _____  
 

  CAPACITY                                       Debt Service Coverage Ratio 
Earnings Before Interest, Depreciation and Amortization (EBIDA) – Distributions in Lieu of Taxes*  
Current Portion Long-term Debt** + Interest + Assumed Amortization of Line of Credit*** and Any New Debt   
                                                                                   
         Divided By             Greater than 1.25X           
 Yes _____  No ______ 
*S Corp and LLCs – 27% of net income 
**Use last years CMLTD unless you are doing a projection then use this years CMLTD 
***Assume 4-year amortization of revolving portion of line of credit 
  

CAPITAL Leverage (Debt to Equity Ratio) 
Total Liabilities                                                                   
  Divided By                 Divided By                                  Less than 3:1 
Total Tangible Net Worth (Equity) Yes _____  No _____ 
 
CONDITIONS Liquidity Ratio or Current Ratio 
Current Assets                                            
  Divided By             Divided By                                         Greater than 1.3 
Current Liabilities Yes _____ No _____ 

 
COLLATERAL Margined Collateral Coverage Ratio 
Total Bank Exposure Including New Request   ___________________                                                   
AR< 90 Days  ________________  X .70  =  ________________  
INV  ________________  X .40  =  ________________  (Eligible) Collateral Value 
MACH/EQ  ________________  X .80 =  ________________  (Eligible)    
MACH/EQ  ________________  X .50 =  ________________  (New) Greater than 1:1 
RE  ________________  X .70  =  ________________  (Used) Yes _____  No _____ 
RE  ________________  X .50  =  ________________  (Improved) 
    Total =                 2630____  (Unimproved) 

 
COLLATERAL Guarantors 
Does the guarantor(s) add strength to the loan? Yes _____  No _____  
Does the borrower/guarantor have a conservative lifestyle? Yes _____ No _____  

 

Based on your assessment: 
 

Do you recommend this loan request as one the bank should pursue? 
 
 What risk(s)/weaknesses do you see with this request that need to be mitigated?   

 
 

.07 =
 

5354 
1.57 

<270> + 252 + 73    

=
 

=
 

3837 

    3369 

1.14 

√ 

  252 + 270 + 300 (1200/4) X 
 

1.32 

1854 
3330 

 1298 
  1332 
 

 
 

√ 

√ 

√ 

3409 

                    2000 

? 
? 
 

X 
 X 
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Builder’s Supply 
Core Cash Flow 
Projection Tool 

 
                                                      Scenario #1          Scenario #2     Scenario #3 
                                                                                       000’s                     000’s                      000’s 
 
Projected Sales  ____________   _____________   _____________  
X Projected Net After Tax Profit %  ____________   _____________   _____________  
 
Projected Net Income  ____________   _____________   _____________  
+ Depreciation/Amortization  ____________   _____________   _____________  
- Replacement Capital Expenditures*  ____________   _____________   _____________  
- Scheduled Debt Service (CMLTD)  ____________   _____________   _____________  
- Distributions in Lieu of Taxes  ____________   _____________   _____________  
 
Core Cash Flow  ____________   _____________   _____________  
- Projected Working Capital Requirement**  ____________   _____________   _____________  
- Dividends/Other Payments to Owners  ____________   _____________   _____________  
<Financial Requirement> or Cash Available  ____________   _____________   _____________  
    To Reduce Debt  
 
+ Current Revolving Debt  ____________   _____________   ____________  
 Projected Revolving Debt  ____________   _____________   ____________  
 
           % of  
Sales 20X3     $18,079                         $             Sales*** 
Accounts Receivable***   ______   _______  
Inventory***   ______   _______   
- Accounts Payable***  ______   _______  
Financing Gap  ______   _______   
Financing Gap % X Projected  
  Increase (Decrease) in Sales  ______   _______  
 
**Projected Working Capital  
  Requirement  ______   _______  
 
***Current Period 
 
Impact of Varying Assumptions About Turnover 
  Of Receivables, Inventory and Payables 
 
Current Turnover Accounts Receivable  ____________   _____________   _____________  
Desired Turnover Accounts Receivable  ____________   _____________   _____________  
Change  ____________   _____________   _____________  
X 1 Days Sales (Sales/365)  ____________   _____________   _____________  
Cash Required or Released  ____________   _____________   _____________  
 
Current Turnover Inventory or Accounts  
  Payable  ____________   _____________   _____________  
Desired Turnover Inventory or Accounts  
  Payable  ____________   _____________   _____________  
Change  ____________   _____________   _____________  
X 1 Day Cost of Goods Sold  ____________   _____________   _____________  
Cash Required or Released  ____________   _____________    ____________  
  

  

 17,500 18,500 
 -1.5% 1.0 

 
   
   
   
 
 
  
   
   
   
 
  
 
 

 <263> 185 
 73 73 
 <27> <27> 
   
 
 
  
   
   
   
 
  
 
 

 <273> <273> 
 0 0 
   
   
 
  
 
 

 <490> <42> 
 139 <101> 
   
 
 

 
 

 0 0 
 <351> <143> 
 
 

 1200 1200 
 1551 1343 
 
 

 
 1821  10.1   

     

 

3330  18.4   
     

 

<807> <4.5> 
     

 

4344  24.0   24.0%  
 
  $   <579> 421 

 
    $   <139> $     101  
         

 92 
 

 

 47 
 45 
 $  36.0 
 $ 1620 



Appendix A 
 

 
(c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
All rights reserved. Subject to annual license expiring January 31, 2020 A-31 

Redwood Manufacturing 
 
 
Redwood Manufacturing (Redwood) produces wood patio furniture. Customers include large 
retailers such as Target (25%) and Wal-Mart (35%). The company was founded in 2002 and is owned 
and managed by Seth Day. The company is organized as a C corporation. 
 

Sales are seasonal with peak shipments occurring in March and April. Production occurs year-round. 
 

The company has grown rapidly the last several years. Sales for 20X4 are projected to increase 30% 
outstripping the company’s current production capacity. Management has requested a $1,250,000 
construction/permanent loan to finance the construction of a manufacturing facility to replace the 
current leased facility. The projected cost of the facility is $1,500,000 and the company is asking for 
a 20-year amortization on the permanent portion of the loan. 
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MENTAL PICTURE 
Use the following questions to develop your mental picture. 
 

 
  

The Company and What is this company’s business? 
Request 
  What kind and amount of loan is the company  
  requesting? 
 

  Is the request for a temporary or permanent  
  investment in current assets (if applicable)? 
 
Accounts Would you expect accounts receivable to turn: 
Receivable (A/R)  Fast (< 30 days) 
   Moderate (30-60 days) 
   Slow (> 60 days) 
 
Inventory Would you expect the company to carry a large  
  amount or small amount of inventory? 
 

  What will inventory consist of e.g. raw materials, 
  work in process, finished goods? 
 

  Is inventory differentiated or a commodity? 
 

  Would you expect inventory to turn: Fast 
  (< 30 days), Moderate (30-60 days),  
  Slow (> 60 days)? 
 
Fixed Assets Do you think this company’s investment in 
  fixed assets is Large/Moderate/Small? 
 

  Do you think the depreciable life of these 
  fixed assets is: Long/Short? 
 

  Will the replacement of fixed assets be: 
  Regular/Periodic? 
 

Accounts Payable Do you think accounts payable are: 
(A/P)  Small/Moderate/Large? 
 

Line of Credit Do you think the company will have a need for a  
  line of credit for seasonal or liquidity purposes? 
 

Revolving Debt Do you think the company will have a need for 
 revolving debt to support growth? 
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Mental Picture continued 
 

 
 
  

Long-term Debt Do you think the company has a need for long- 
  term debt? 
 
Owner’s Equity What amount of initial owner’s equity would this  
  company require: Small/Moderate/Large? 
 

  Would you expect retained earnings to be: 
  Small/Moderate/Large? 
 

  Would you expect financial leverage to be: 
   Low (< 1.5) 
   Moderate (1.5-3.0) 
   High (> 3.0)? 
 
Sales  Do you think sales are growing? 

 
Seasonality Would you expect seasonality in this business? 

 
Impact of the How would you expect this business to be 
Economy impacted by the economy? Does it track or lag 
  the general economy? 

 
Life Cycle What stage in its life cycle do you think this 
  company is in? Industry? 
 
Gross Margin What kind of gross margin would you expect  
  this company to have: Low/Moderate/High? 

 
  Would you expect the gross margin to be 
  improving/stable/shrinking? 
 
Overhead What kind of overhead do you think this 
  company has: Low/Moderate/High? 

 
Lifestyle What kind of lifestyle do you think the owner 
  has: Extravagant/Conservative? 



Commercial Lending 

  
 (c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
A-34 All rights reserved. Subject to annual license expiring January 31, 2020 

Mental Picture continued 
 

 
  

Key Variables What three key variables should this business 
  owner be paying most attention to? 
 
 
 
 
Financial  What kinds of financial information would you 
Statements expect to receive from this business? 
 
 
 
 
 
 
Summarize your mental picture of this company. What risks/opportunities do you see? What do you think 
might be the company’s financing needs? Does this request make sense and does this look like an 
opportunity you want to pursue? 
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“30 Second” Analysis 
 
 

 Prior Current 
 Year Year   
 
Sales $ __________   ______ % $ __________  _____ % 

 Gross Margin $ __________   ______ % $ _________   _____ % 

 Operating Expenses $ __________   ______ % $ _________   _____ % 

 

Assets $ __________   ______ % $ _________   _____ % 

 Current Assets $ __________   ______ % $ _________   _____ % 

 Current Liabilities $ __________   ______ % $ _________   _____ % 

 Tangible Net Worth $ __________   ______ % $ _________   _____ % 

 

 

 Positive  Negative 

Sales Growing  Declining  

Gross Margin % Improving/Stable  Declining  

Operating Expense % Declining/Stable  Increasing 

Tangible Net Worth (TNW) % Increasing/Stable  Declining or   
 TNW %   < 25% 

Current Liabilities - % Decreasing/Stable  Increasing or 
 Working Capital   Negative 

Total Checks  (maximum of five)    

 

One Negative - Are there two offsetting positives 

Two Negatives - Potential problem if corrective action is not underway 

Three Negatives - Actual problem 

Four Negatives - Potential default 

Five Negatives - Probable loss 
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Loan Screening Worksheet 
 

 
 

CHARACTER Personal Credit History 
 Does the borrower have a FICO score > 660? Yes _____ No _____ 

or 
 Do you believe the borrower has a good credit history? Yes _____  No _____ 
    
CAPACITY Profitability 
Profitable 2 of Last 3 Years  Yes _____  No _____       
Profitable Most Recent Year:  Yes _____  No _____ 

 

  CAPACITY                              Debt Service Coverage Ratio 
Earnings Before Interest, Depreciation and Amortization (EBIDA) – Distributions in Lieu of Taxes*  
Current Portion Long-term Debt** + Interest + Assumed Amortization of Line of Credit*** and Any New Debt   
                                                                                   
         Divided By             Greater than 1.25X           
  Yes _____  No _____ 
*S Corp and LLCs – 27% of net income 
**Use last years CMLTD unless you are doing a projection then use this years CMLTD 
***Assume 4-year amortization of revolving portion of line of credit 
  

CAPITAL Leverage (Debt to Equity Ratio) 
Total Liabilities                                                                   
  Divided By                 Divided By                                   Less than 3:1 
Total Tangible Net Worth (Equity) Yes _____  No _____ 
 
CONDITIONS Liquidity Ratio or Current Ratio 
Current Assets                                            
  Divided By             Divided By                                     Greater than 1.3 
Current Liabilities Yes _____  No _____ 

 
COLLATERAL Margined Collateral Coverage Ratio 
Total Bank Exposure Including New Request   ___________________                                                   
AR< 90 Days  ________________  X .70  =  ________________  (Eligible) 
INV  ________________  X .40  =  ________________  (Eligible) Collateral Value 
MACH/EQ  ________________  X .80 =  ________________  (New) Greater than 1:1  
MACH/EQ  ________________  X .50 =  ________________  (Used) Yes _____  No _____ 
RE  ________________  X .70  =  ________________  (Improved)  
RE  ________________  X .50  =  ________________  (Unimproved) 
    Total =  ________________   

 
COLLATERAL Guarantors 
Does the guarantor(s) add strength to the loan? Yes _____  No _____  
Does the borrower/guarantor have a conservative lifestyle? Yes _____  No _____ 

 

Based on your assessment: 
 

Do you recommend this loan request as one the bank should pursue? 
 
 What risk(s)/weaknesses do you see with this request that need to be mitigated?   
 

=
 

=
 

=
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Redwood Manufacturing 
 
Statement Type Compilation  Review  Review  Compilation 
# Mos. in Stmt. Period 12  12  12  12 
Month/Day 6/30  6/30  6/30  6/30 
  20X0  20X1  20X2  20X3  
 
DETAILED INCOME AND  
  EXPENSE 
 $ % $ % $ % $ % 
 
Total Sales 1,123,032 100.00 1,636,364 100.00 2,642,577 100.00 3,689,290 100.00 
Cost of Sales 580,989 51.73 818,448 50.02 1,532,379 57.99 2,534,414 68.70 
 
Gross Profit 542,043 48.27 817,916 49.98 1,110,198 42.01 1,154,878 31.30 
Other Income 2,009 0.18 
 
EXPENSES 
Depreciation 10,760 0.96 10,881 0.66 20,633 0.78 38,348 1.04 
Interest Expense 28,089 2.50 33,857 2.07 45,614 1.73 108,939 2.95 
Insurance 24,887 2.22 46,501 2.84 54,924 2.08 87,157 2.36 
Miscellaneous 29,299 2.61 14,165 0.87 12,743 0.48 14,177 0.38 
Office Supplies 4,570 0.41 8,565 0.52 11,145 0.42 16,957 0.46 
Professional Fees 3,986 0.35 3,498 0.21 3,561 0.13 4,113 0.11 
Officer Salaries 156,000 13.89 331,292 20.25 319,306 12.08 151,913 4.12 
Repairs 7,149 0.64 12,561 0.77 35,233 1.33 44,469 1.21 
Supplies 1,273 0.11 16,615 1.02 18,494 0.70 29,900 0.81 
Taxes 47,353 4.22 71,231 4.35 90,742 3.43 111,475 3.02 
Auto Expense 3,204 0.29 3,065 0.19 5,412 0.20 12,851 0.35 
Advertising 48,757 4.34 73,056 4.46 104,193 3.94 60,000 1.63 
Commissions 84,609 7.53 102,067 6.24 275,588 10.43 335,804 9.10 
Travel, Meals & Meetings 3,013 0.27 3,439 0.21 5,206 0.20 5,334 0.14 
Utilities 34,808 3.10 42,375 2.59 53,200 2.01 77,127 2.09 
(Gain) Loss on Sale of Asset     (1,102) -0.04 
Contributions       523 0.02 
 
TOTAL EXPENSES 487,757 43.43 773,168 47.25 1,054,892 39.92 1,099,087 29.79 
 
Profit Before Tax 56,295 5.01 44,748 2.73 55,306 2.09 55,789 1.51 
Tax  9,638 0.86 5,667 0.35 8,175 0.31 8,710 0.24 
Net Profit 46,657 4.15 39,081 2.39 47,131 1.78 47,079 1.28 
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Redwood Manufacturing 
 
Statement Type Compilation  Review  Review  Compilation 
# Mos. in Stmt. Period 12  12  12  12 
Months/Day 6/30  6/30  6/30  6/30 
  20X0  20X1  20X2  20X3  
 
                                                      $ % $ %   $ %   $ % 
CURRENT ASSETS  
 
Cash - On Hand and In Bank 33,491 8.16 2,351 0.29 27,646 1.91 39,317 2.06 
Accounts Receivable (Trade) 148,669 36.23 453,681 55.69 815,833 56.29 1,019,364 53.36 
Inventory 180,219 43.92 318,298 39.07 497,240 34.31 697,500 36.51 
State Business Tax Refund 2,824 0.69 
Federal Income Tax Refund 7,242 1.76 1,575 0.19   8,047 0.42 
 
TOTAL CURRENT ASSETS 372,445 90.76 775,905 95.24 1,340,719 92.50 1,764,228 92.35 
 
FIXED ASSETS 
Machinery & Equipment 49,833 12.14 61,568 7.56 145,580 10.04 221,238 11.58 
Less Accumulated Depreciation (11,917) -2.90 (22,799) -2.80 (36,834) -2.54 (75,182) -3.94 
 
TOTAL FIXED ASSETS 37,916 9.24 38,769 4.76 108,746 7.50 145,056 7.65 
 
TOTAL ASSETS 410,361 100.00 814,674 100.00 1,449,465 100.00 1,910,284 100.00 
 
CURRENT LIABILITIES 
 
Short Term Notes Payable 50,000 12.18 360,000 44.19 630,000 43.46 1,063,249 55.66 
Current Portion Long Term Debt 17,900 4.36   8,580 0.59 17,200 0.90 
Accounts Payable (Trade) 77,007 18.77 25,434 3.12 205,727 14.19 261,391 13.68 
Accrued Payroll Taxes 3,440 0.84 4,931 0.61 8,899 0.61 6,852 0.36 
 
TOTAL CURRENT LIABILIITIES 148,347 36.15 390,365 47.92 853,206 58.86 1,348,692 70.60 
  
Long-Term Notes Payable     47,920 3.31 53,220 2.79 
Notes Payable 55,786 13.60 
Notes Payable - Officers 30,000 7.31 209,000 25.65 283,800 19.58 194,700 10.19 
Deferred Income Tax     2,100 0.14 4,155 0.22 
 
TOTAL LONG-TERM LIABILITIES 85,786 20.91 209,000 25.65 333,820 23.03 252,075 13.20 
 
TOTAL LIABILITIES 234,133 57.06 599,365 73.57 1,187,026 81.89 1,600,767 83.80 
 
CAPITAL 
Common Stock 10,000 2.44 10,000 1.23 10,000 0.69 10,000 0.52 
Beg. Retained Earnings 127,568 31.08 166,228 20.40 205,309 14.16 252,439 13.22 
Net Income (Loss) 46,657 11.37 39,081 4.80 47,131 3.25 47,079 2.46 
Misc. Adjustments (7,997) -1.95   (1)  (1) 
 
TOTAL CAPITAL 176,228 42.94 215,309 26.43 262,439 18.11 309,517 16.20 
 
TOTAL LIABILITIES & CAPITAL 410,361 100.00 814,674 100.00 1,449,465 100.00 1,910,284 100.00 
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Redwood Manufacturing 
 
 

         20X3* 
      RMA   
      Sales 
 20X0 20X1 20X2 20X3  3-5MM 
 
Current  2.51 1.99 1.57 1.31  1.7 
Quick 1.23 1.17 .99 .78  .7 
 
Debt/Worth 1.33 2.78 4.52 5.17  1.4 
 
ROS (Pretax) 4.2 2.4 1.8 1.3 (1.5) 1.7 
ROA (Pretax) 11.5 4.8 3.2 2.5 (2.9) 3.8 
ROE (Pretax) 26.7 18.1 17.9 15.2 (18.1) 14.4 
 
Days Receivable 48 101 113 101  37 
Days Inventory 113 142 118 100  51 
Days Payables 48 11 49 38  26 
 
Times Interest 3.00 2.32 2.21 1.51  2.6 
   Earned 
EBIDA/Int + Last Years 
   CMLTD + Assumed Four 
   Year Amortization of LOC** N/A .99 1.27 .76  N/A 
 
Gross Margin 48.3 50.0 42.0 31.3  34.0 
Operating Expenses 43.4 47.3 39.9 29.8  30.6 
Depreciation .96 .66 .78 1.04  1.2 
Interest 2.50 2.07 1.73 2.95  N/A 
Pretax Margin 5.01 2.73 2.09 1.51  1.7 
 
 
* Manufacturers of all types of furniture NAICS Code: 337122 
 
** Assumes receivables turn reduced to 50 days at low point in operating cycle and   
 proceeds used to pay down line. Assumed revolving portion of the line X1 - 131M,  
 X2 - 174M and X3 - 547M 
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Redwood Manufacturing 
 

  20X0 20X1 20X2 20X3 
 
Sales - Net $ 1123 $  1636 $  2643 $  3689 
(Inc) Dec in Receivables (28) (305) (362) (203) 
 Cash From Sales 1095 1331 2281 3486 
Cost of Goods Sold* (581) (818) (1532) (2534) 
(Inc) Dec in Inventories 33 (138) (179) (200) 
Inc (Dec) in Payables 10 (52) 180 55 
 Cash Production Costs (538) (1008) (1531) (2679) 
 Cash From Trading Activities 557 323 750 807 
S,G&A Expense* (449) (728) (988) (952) 
(Inc) Dec in Prepaids/Tax Refund (10) 9 2 (8) 
Inc (Dec) in Accruals 1 2 4 (8) 
 Cash Operating Costs (455) (717) (982) (962) 
 Cash After Operations 102 (394) (232) (155) 
Miscellaneous Cash Income** 0 0 0 0 
Income Taxes Paid*** (21) (6) (6) (7) 
 Net Cash After Operations 81 (400) (238) (162) 
Interest Expense (28) (34) (46) (109) 
Dividends Paid/Owner Withdrawals 
 Financing Costs (28) (34) (46) (109) 
 Cash After Financing Costs 53 (434) (284) (271) 
Current Portion Long-Term Debt**** 0  (18) 0 (9) 
 Cash After Debt Amortization 53 (452) (284) (280) 
Capital Expenditures***** (2) (12) (91) (75) 
Long-Term Investments 0 0 
 Financial Surplus (Requirements) 51 (464) (375) (355) 
Inc (Dec) Short-Term Debt 50 310 270 433 
Inc (Dec) Long-Term Debt****** (261) (56) 56 22 
Inc (Dec) Notes Officer 0 179 75 (89) 
Inc (Dec) Equity******* (8) 
 Total External Financing (219) 433 401 366 
Cash After Financing (168) (31) 26 11 
Actual Change in Cash (168) (31) 26 11 
 
( ) - Indicates Decline in Cash * Net of depreciation, amortization, depletion 
Inc - Increase ** Other income-other expense ± change other current assets/liabilities 
Dec - Decrease *** Tax provision ± change in deferred tax asset, accrued income taxes   
  payable and deferred taxes payable 
 **** Previous year’s current maturities long-term debt 
 ***** Change in net fixed assets plus depreciation 
 ****** Change in long-term debt plus this year’s current maturities 
 ******* Common, preferred, treasury stock only  
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Redwood Manufacturing 
 
  20X0 20X1 20X2 20X3 
 
Net Income $   47 $   39 $   47 $   47 
+ Depreciation 11 11 21 38 
+ Noncash Charges (Deferred Taxes)   3 2 
 
(Inc) Dec Accounts Receivable (28) (305) (362) (203) 
(Inc) Dec Tax Receivable (10) 9 2 (8) 
(Inc) Dec Inventory 33 (138) (179) (200) 
(Inc) Dec Other Current Assets 
Inc (Dec) Accounts Payable 10 (52) 180 55 
Inc (Dec) Accruals 1 2 4 (2) 
Inc (Dec) Income Tax Accruals 
Inc (Dec) Misc. Current Liabilities (11) 
(Dec) Scheduled Debt Service* 0 (18) 0 (9) 
 
Net Operating Flows 53 (452) (284) (280) 
 
(Inc) Dec Misc. Noncurrent Assets 
(Inc) Dec Fixed Assets** (2) (12) (91) (75) 
 
Total Investing Flows (2) (12) (91) (75) 
 
(Dec) Dividends Paid 
Inc (Dec) Capital Accounts*** (8) 
Inc (Dec) Notes Payable Bank 50 310 270 433 
Inc (Dec) Notes Payable Officer 0 179 75 (89) 
Inc (Dec) Revolving Debt 
Inc (Dec) Long-Term Debt**** (261) (56) 56 22 
Inc (Dec) Subordinated Debt 
 
Total Financing Flows (219) 433 401 366 
 
Change in Cash & Marketable Securities (168) (31) 26 11 
 
Annual Sales 000’s $1123 $1636 $2643 $3689 
 
( ) Indicates decline in cash 
* Previous year’s current maturities long-term debt 
** Change in net fixed assets plus depreciation 
*** Common, preferred, treasury stock only 
**** Change in long-term debt plus this year’s current maturities 
Inc Increase 
Dec Decrease 
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Redwood Manufacturing 
Core Cash Flow 

 
 

  000s 
 
Net Income 47 
 
+  Depreciation  38 
 
-  Replacement Cap X* <59> 
 
+  Portion Funded New LTD** 7 
  
-  Scheduled Debt Service <9> 
 
-  Distributions in Lieu of Taxes 0 
 
Core Cash Flow 24 
 
 
 
*    Three Year Average Additions to Fixed Assets 
**  Three Year Average Change in LTD 
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Redwood Manufacturing 
Projected Income Statement 

6-30-X4  
 
 

                                                          000’s 
 

 Sales  $  4796 100.0% 
 

- Cost of Goods Sold  2878 60.0 
 

Gross Profit $ 1918 40.0 
 

- Depreciation  103 2.1 
- Officer Salaries  325 6.8 
- Commissions  432 9.0 
- Other Operating Expenses  600 12.5 

 
Total Operating Expenses  1460 30.4 

 
- Interest  238 5.0 

 
Profit Before Tax  220 4.6 

 
- Tax  75 1.6 

 
 Net Profit $ 145  3.0 
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Redwood Manufacturing 
Projected Balance Statement 

6-30-X4  
 

 
                                                 000’s 

Assets 
 Cash $ 25    .8 % 
 Accounts Receivable  1314 40.0 
 Inventory  591 18.0 
 

 Total Current Assets  1930 58.8 
 

 Total Fixed Assets  1355 41.2 
 

 Total Assets $ 3285 100.0 
 

Liabilities 
 Notes Payable  778 23.7 
 CMLTD  50 1.5 
 Accounts Payable  355 10.8 
 Accruals  10 .3 
 

 Total Current Liabilities  1193 36.3 
 

 Long Term Notes Payable  1395 42.5 
 Notes Payables - Officers  275 8.4 
 Deferred Income Tax  15 .4 
 

 Total Liabilities $ 2878 87.6 
 

Capital 
 Common Stock  10 .3 
 Retained Earnings  397 12.1 
 Total Capital  407 12.4 
  
 Total Liabilities and Capital $ 3285 100.0  
  



Appendix A 
 

 
(c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
All rights reserved. Subject to annual license expiring January 31, 2020 A-45 

Assumptions 
 
 

Income Statement 
 
 Sales - 30% increase 
 COGS - 60% - Improving price and reduced cost of raw   
   materials coupled with elimination of lease    
   expense 
 Depreciation  - $1,250M ÷ 20 + 40 M 
 Commissions  - 9% of sales 
 Other Operating Expenses -  12.5% of sales 
 Taxes   -   34% 
 
Balance Sheet 
 
 Accounts Receivable - 100 days sales 
 Inventory - 75 days cost of goods sold - 
   Reflects liquidation of  
   carryover inventory 
 Accounts Payable - 45 days cost of goods sold 
 Long-Term Notes Payable - Additions of $1250M 
 Notes Payable Officers - Addition of $80M deferred  
   salary 
 Retained Earnings - Beginning retained earnings 
   + net profit 
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Redwood Manufacturing 
Projection Tool 

 
  Scenario #1       Scenario #2     Scenario #3 
Projected Sales  ___________   ____________   ___________   
X Projected Net After Tax Profit %  ___________   ____________   ___________  
 

Projected Net Income  ___________   ____________   ___________  
+ Depreciation/Amortization  ___________   ____________   ___________  
- Replacement Capital Expenditures  ___________   ____________   ___________  
- Scheduled Debt Services (CMLTD)  ___________   ____________   ___________  
- Distributions in Lieu of Taxes  ___________   ____________   ___________  
 

Core Cash Flow  ___________   ____________   ___________  
- Projected Working Capital Requirement*  ___________   ____________   ___________  
- Dividends/Other Payments to Owners  ___________   ____________   ___________  
<Financial Requirement> or Cash Available  ___________   ____________   ___________  
    To Reduce Debt  
 

+ Current Revolving Debt  ___________   ____________   __________  
 Projected Revolving Debt  ___________   ____________   __________  
 

           % of  
                                                   $               Sales** 
Accounts Receivable**  ______   ______  
Inventory**  ______   ______   
- Accounts Payable**  ______   ______  
Financing Gap  ______   ______  
Financing Gap % X Projected  
  Increase in Sales  ______   ______  
 
*Projected Working Capital  
  Requirement  ______   ______  
 
**Current Period 
 

Impact of Varying Assumptions About Turnover 
  Of Receivables, Inventory and Payables 
 

Current Turnover Accounts Receivable  ___________   ____________   ___________  
Desired Turnover Accounts Receivable  ___________   ____________   ___________  
Change  ___________   ____________   ___________  
X 1 Days Sales (Sales/365)  ___________   ____________   ___________  
Cash Required or Released  ___________   ____________   ___________  
 

Current Turnover Inventory or Accounts  
  Payable  ___________   ____________   ___________  
Desired Turnover Inventory of Accounts  
  Payable  ___________   ____________   ___________  
Change  ___________   ____________   ___________  
X 1 Day Cost of Goods Sold  ___________   ____________   ___________  
Cash Required or Released  ___________   ____________   ___________  
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Redwood Manufacturing 
Suggested Solution 

 
 

Mental Picture 
 

Begin the case discussion by working with the students to develop a consensus mental picture of 
the balance sheet and income statement using the template provided with the case. Focus the 
student’s attention on working asset, the operating and fixed asset cycles, mix of liabilities and 
financial leverage. The focus for the income statement should be on the trend in sales and operating 
expenses. Identify the key variables which will be critical to the company’s success. 
 

Basic elements of the mental picture should include: 
 

 Working assets will consist of accounts receivable, inventory and fixed assets. Receivables 
should be large reflecting rapid growth in sales and slow collection time primarily because of 
the large volume of sales to Wal-Mart and Target. Also, given the seasonality in the business, 
receivables will fluctuate during the year. 

 

 Inventory will consist primarily of raw materials and finished goods because there is little value 
added in the manufacturing process. The company utilizes level production which will result 
in buildups of inventory until seasonal sales occur. The company is very vulnerable to 
customer pressure forcing it to compete on price.  

 

 Investment in fixed assets will not be large because the manufacturing process is primarily 
an assembly operation. Fixed assets will have a short depreciable life requiring regular 
replacement. 

 

 Liabilities will consist of accounts payable and short-term debt. Balances will fluctuate 
reflecting the seasonal nature of the business. Accounts payable could finance a significant 
portion of the inventory given the raw materials content in the product. The company will have 
revolving debt resulting from growth and the nature of the production and sales cycles (level 
production, seasonal sales). The seasonal and revolving need may be combined in one 
facility but the company cannot reasonably be expected to liquidate its line. The company will 
also have some long-term debt related to the purchase of fixed assets. 

 

 Initial capital will be small suggesting additional competitive pressure because of the ease of 
entry. Retained earnings will probably be modest reflecting the small margins. Financial 
leverage will be high especially at seasonal peaks. 

 

 Sales will be growing rapidly. There will be some cyclicality in sales with sales tracking the 
general economy. 

 

 The gross margin will be small and shrinking reflecting rapid growth primarily from increased 
sales to price sensitive purchasers e.g. Wal-Mart and Target. One must question the wisdom 
of this strategy, especially since a large portion of costs appear to be variable.  

 

 Since the company is closely held and organized as a C Corporation, operating expenses 
will be managed to minimize reported earnings. The bank must be sensitive to the owner’s 
lifestyle. 
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 Net margin will be small and shrinking. 
 

 Key variables will be 
 

– level of sales 
 

– gross margin 
 

– operating expenses 
 

– inventory 
 

Comparative/Common-Size Analysis 
 

“30 Second” Analysis 
 

 Sales - Growing       Positive 
 Gross Margin - Declining      Negative 
 Operating Expenses - Declining %    Positive ? 
 Tangible Net Worth % - Declining     Negative 
 Reliance on Short-term - Debt Increasing   Negative 

 

Overall, the results of the “30 Second” analysis are negative especially since the reduction in 
operating expenses was largely due to the reduction in owner’s salary suggesting a need to slow 
growth, focus on improving profitability and reducing debt i.e. terming out a portion of the line of 
credit. 
 

Income Statement 
 

 The company has gone from a review to a compilation. 
 

 Sales have grown rapidly each of the last three years. 
 

 Gross margin has declined the last two years indicating the company began to expand 
its sales to Wal-Mart and Target using price to build competitive advantage. 

 

 Lease and rental expense on the manufacturing facility is in cost of goods sold. 
 

 Operating expenses are high as a percentage of the gross margin. Depreciation expense 
and interest expense are increasing as a percentage of sales. The owner has adjusted 
his salary as the gross margin has declined. Commissions have grown as a percentage 
of sales reflecting payments to brokers to get orders from Wal-Mart and Target. 

 

 Net profit has remained relatively constant although the net margin has declined reflecting 
the fact some costs are fixed and the owner’s willingness to adjust his salary to stabilize 
net profit. 

 

Balance Sheet 
 

 Accounts receivable are high and have increased rapidly. The fiscal date is 6-30 which 
should be the high point for receivables given the significant lag in collections due to the 
concentration in sales with Walmart and Target. 

 

 Inventory is large especially for the low point in the operating cycle. Does this reflect 
weakening sales? 
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 The investment in fixed assets is small reflecting the fact the company leases its facility. 
 
 The company has a large amount of short-term debt. A portion of the debt is obviously 

revolving since the debt exceeds outstanding receivables. 
 

 As expected, long-term debt is small reflecting the small investment in fixed assets. 
 

 There is a significant amount of debt to officers which probably reflects undrawn salary. 
Reinforcing that fact, the debt declined this past year as the owner’s salary declined. 
Comparing the sum of salary and changes in notes payable officers, it appears the owner 
gave himself a raise when he got the business with Wal-Mart and Target and could not 
adjust his lifestyle as salary declined. 

  

 20X0 20X1 20X2 20X3 
 
Salary $156,000 $331,300 $319,300 $151,900 
Deferred Salary reflected ? <179,000> <74,800> 89,100 
 in the change in Notes  
 Payable-Officers 
 

Total Compensation $156,000 $152,300 $244,500 $241,000 
   

 Initial capital is small. Retained earnings are also small and financial leverage is high 
particularly at the peak debt. 

 

Ratio Analysis 
 

 The current ratio has declined reflecting the heavier reliance on short-term debt. The 
quick ratio has also declined reflecting increasing reliance on inventory and reinforcing 
the fact that a portion of the short-term debt is in reality revolving debt. 

 

 Financial leverage is high and increasing. 
 

 Profitability ratios are declining in concert with the declining gross margin. 
 

 Receivables turn deteriorated dramatically when the company began to expand sales to 
Wal-Mart and Target reflecting their customer power. 

 

 Coverage ratios have deteriorated and in the most recent year the company did not earn 
enough to cover an assumed amortization of the line of credit. 

 

RMA Comparison 
 

 The comparison with RMA averages is distorted by the extreme seasonality of this 
company’s business.  RMA has no NAICS code for manufacturers of patio furniture. The 
closest match is manufacturers of furniture. 

 

 The distortion is particularly pronounced with the turnover of receivables. 
 

 Inventory turn compares very unfavorably with industry averages especially since the 
company is just past its peak selling season.  

 The company’s gross margin is lower than RMA averages reflecting the company’s 
customer base and operating expenses are lower but the company still has a lower net 
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margin when compared to RMA. This could reflect differences in classification of 
expenses. 

 

 Financial leverage is significantly higher than the industry average even at the peak 
financing needs especially given the decision to lease the manufacturing facility. 

 

Loan Screening Worksheet 
 

The Loan Screening Worksheet highlights the two key issues in this case study - the weak profitability 
and excessive leverage in the company. 
 

Cash Flow Analysis 
 

 The company has deficit net cash from operations indicating the company could not 
internally fund its growth and operating expenses. 

 

 The company also has deficit cash after debt amortization indicating the company did not 
internally generate sufficient cash to pay debt service. 

 

 The company funded its deficit cash flow primarily by increasing its short-term (revolving) 
debt. 

 

 The core cash flow demonstrates the nominal amount of internally generated cash to 
support growth and the owner’s lifestyle necessitating heavy reliance on short-term debt. 

 

The Request 
 

The company is projecting 20X4 sales will increase 30% outstripping current production 
capacity. The company is requesting a $1,250,000 construction/permanent loan repayable over 
20 years to finance construction of a manufacturing facility. The loan request appears to 
represent 83% of the projected cost of the new facility. 
 

The addition of the facility will significantly increase fixed costs (depreciation and interest), 
increasing operating leverage and the company’s vulnerability to the external environment. Also, 
the fixed asset expansion contemplates an increase in sales. Implicitly, therefore management 
is also asking for an increase in its revolving line of credit to support the incremental working 
capital requirement. It makes no sense for the bank to finance the addition to fixed assets if the 
bank is unwilling to provide the incremental working capital financing. 
 

Projection 
 

Ask the students to think about the impact of the company’s sales projection and proposed 
addition to fixed assets on the company’s income statement, balance sheet and ratios. Develop 
a consensus intuitive projection. Use the company’s current income statement, balance sheet 
and ratios to guide the discussion. 
 

 Income Statement 
 

  Sales will increase significantly 
 

  Gross margin will decline reflecting the additional depreciation of the new 
 manufacturing facility partially offset by the reduction in lease expense. The 
 company will also have to cut price to get the sales increase 
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  Overhead and interest expense will increase as a percentage of sales reflecting 
 the incremental expenses for the new facility 

 

  Net margin will decline 
 
  The company is adding significant fixed costs increasing its vulnerability to a  
  change in the external environment e.g. economic or competitive 

 

Balance Sheet 
 

  Receivables and inventory will grow significantly to support the projected increase 
in sales 

 

  Fixed assets will grow as the new facility is added 
 

  Short-term debt will increase significantly as well as payables and long-term debt 
 

  Net worth will not increase significantly reflecting the small net after tax profit 
margin and may well decline initially 

 

Ratios 
 

  Liquidity will decline reflecting the increasing reliance on short term debt 
 

  Profitability whether measured by ROA or ROE will decline 
  

  At best receivables turn will remain the same at the peak. Hopefully, inventory turn 
will improve  

 

  Leverage will increase dramatically 
 

  Coverage will deteriorate 
 

Compare the company’s projections with the intuitive projections developed by the students. Ask 
the student’s if the borrower’s assumptions seem reasonable, 
 

 improving gross margin 
 

 increase in officer’s salaries to 20X2 levels 
 

 improving inventory turn 
 

 longer payables turn 
 

 reduced need for revolving debt 
 

Ask the students what assumptions seem unreasonable. 
 

Using the core cash flow projection form provided, work with the students to develop alter-native 
scenarios. Exhibit 1 to this case solution provides some alternatives. 
 

 Scenario 1 assumes the company makes the fixed asset addition and increases sales. 
To achieve the sales forecast, the company must cut prices despite the fact fixed costs 
are rising. Net margin shrinks. The scenario also assumes that inventory turn does not 
improve nor does the company stretch its terms with the trade. Under this scenario 
revolving debt increases dramatically. Even if the company stopped its growth after the 
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next year, it would take 29.6 years to retire the debt from recurring cash flow 
($1450/49). Obviously, this is unacceptable. The revolving financing requirement would 
only be slightly less if the company did not make the plant addition. The company’s 
proposal is unacceptable and should be denied. Of great concern is how the company 
will repay the existing revolving debt. 

 

 Scenario 2 assumes sales remain the same. The owner does not increase his salary 
but he also does not adjust his lifestyle requiring that he further reduce the note due 
officers. Revolving debt increases but more ominously there is limited recurring cash 
flow available to reduce revolving debt. 

 

 Scenario 3 recognizes that a portion of the short-term debt is really seasonal. The 
improvement in receivables turn reflects the collection of receivables in the normal 
course of business. The remaining $531M is the revolving portion of the short-term 
debt. Obviously, substantially all of this debt is invested in inventory but the company 
has passed its peak sales period making it unlikely that this debt can be repaid from 
conversion of assets in the normal course of business. 

 

 The $531M will have to be paid from earnings or shrinking assets. To repay the debt 
from earnings over five years would require an improvement in core cash flow of $89M 
($106M amortization - $17M current core cash flow) or 2.4% of current sales. Added 
to the current net after tax profit margin of 1.3% would require a net after tax profit 
margin of 3.7% which was last achieved even before Wal-Mart and Target (20X0). 
Alternatively, the company could shrink sales. Every $1 reduction in sales reduces the 
financing requirement 39.4 cents (financing gap). To reduce debt by $531M, sales 
would have to decline $1,348M (531M ÷ .394). Sales would have to fall to $2,341M 
which was approximately the level of sales in 20X1/X2 again prior to the big push with 
Wal-Mart and Target. Of course, the company could pursue some combination of these 
strategies. As the company reduces sales to Wal-Mart and Target, the gross margin 
should improve and commission expense should fall. 

 

The scenarios demonstrate the company’s projection is unrealistic. They also suggest that in 
order to repay the bank the company must 
 

 forego the fixed asset addition 
 

 focus on improving its gross margin by raising price which will probably result in  
 losing the Wal-Mart and Target business 

 

The owner must 
 

 reduce his lifestyle to a level which can be supported by his current salary 
 

 subordinate debt to officers to the bank 
 

The shrink strategy must be executed carefully. The assumption is the company has been able 
to retain the core accounts which the company had prior to expanding sales with Wal-Mart and 
Target. If not the company must phase down the Wal-Mart and Target relationships as it expands 
relationships with other customers. The company should assess the profitability of the Wal-Mart 
and Target relationships and begin to increase the price charged the less profitable relationship.  
The company can continue to raise the price until the relationship becomes profitable or 
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Redwood loses the relationship at which point the company can begin to raise the price on the 
other relationship.  A shrink strategy is only possible where the majority of the company’s costs 
are variable which is the case with Redwood i.e. leased premises, raw materials, unskilled labor, 
minimal investment in fixed assets. 
 

The bank must be careful in how it presents its decision to the company. The bank can decline 
the request, the bank can ask to be paid, the bank can ask for a revised plan showing how the 
bank will be paid but the bank cannot tell the borrower how to run his business. The bank will 
measure the reasonableness of the borrower’s plan against the scenarios developed. 
 

Realistically, the greatest challenge facing the bank is convincing the borrower he has a problem 
and getting the borrower to understand what caused the problem. If the borrower refuses to 
acknowledge he has a problem, does not understand the cause or can’t come up with a 
reasonable plan the bank will have few alternatives. Given the large amount of debt, limited 
profitability and extreme leverage it will be difficult to “find a greater fool” to take the bank out. 
 

The bank has some responsibility for the current situation. The bank encouraged the borrower 
to grow by continuing to lend money on a revolving basis without defining expectations on 
maximum debt, maximum term the debt could revolve and maximum financial leverage. Any one 
or a combination of restraints including financial leverage, liquidity, working capital, minimum 
tangible net worth and/or subordination covenants in a loan agreement could have avoided this 
situation. 
 

Summarize the case discussion by pointing out that many small business people equate success 
with sales. Their objective is to get a large contract with a national company. Quite often the 
result is disastrous. Emphasize the role of the lender in helping the borrower understand the 
impact of growth on profitability and financing needs. Also emphasize the importance of 
establishing a level of expectations with the borrower. 
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Redwood Manufacturing 
“30 Second” Analysis 

 
 Prior Current 
 Year Year   
 
Sales $ __________   ______ % $ __________  _____ % 

 Gross Margin $ __________   ______ % $ _________   _____ % 

 Operating Expenses $ __________   ______ % $ _________   _____ % 

 

Assets $ __________   ______ % $ __________   _____ % 

 Current Assets $ __________   ______ % $ __________   _____ % 

 Current Liabilities $ __________   ______ % $ __________   _____ % 

 Tangible Net Worth $ __________   ______ % $ __________   _____ % 

 

 

 Positive  Negative 

Sales Growing  Declining  

Gross Margin % Improving/Stable  Declining  

Operating Expense % ? Declining/Stable  Increasing 

Tangible Net Worth (TNW) % Increasing/Stable  Declining or   
 TNW %   < 25% 

Current Liabilities - % Decreasing/Stable  Increasing or 
 Working Capital   Negative 

Total Checks  (maximum of five)  

   

? Understated by decline in officer’s salaries 

 

One Negative - Are there two offsetting positives 

Two Negatives - Potential problem if corrective action is not underway 

Three Negatives - Actual problem 

Four Negatives - Potential default 

Five Negatives - Probable loss   

 2,643 100.0 3,689 100.0 
  

 1,110 42.0 1,155 31.3 
 

 1,055 39.9 1,099 29.8 
 
 
 

 1,449 100.0 1,910 100.0 
 

 1,341 92.5 1,764 92.4 
   

 853 58.9 1,349 70.6 
 

 262 18.1 310 16.2 
 

√
 

 √ 

2 

x 

x 

x 

3 

√ 
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Redwood Manufacturing 
Loan Screening Worksheet  

 
 

CHARACTER Personal Credit History 
 Does the borrower have a FICO score > 660? Yes _____ No _____ 

or 
 Do you believe the borrower has a good credit history? Yes _____  No _____ 
    
CAPACITY Profitability 
Profitable 2 of Last 3 Years:  Yes _____ No _____      
Profitable Most Recent Year:  Yes _____ No _____ 

 

  CAPACITY                                       Debt Service Coverage Ratio 
Earnings Before Interest, Depreciation and Amortization (EBIDA) – Distributions in Lieu of Taxes*  
Current Portion Long-term Debt** + Interest + Assumed Amortization of Line of Credit*** and Any New Debt   
                                                                                   
         Divided By             Greater than 1.25X           
 Yes _____  No _____ 
*S Corp and LLCs – 27% of net income 

 
**Use last years CMLTD unless you are doing a projection then use this years CMLTD 
***Assume 4-year amortization of revolving portion of line of credit 
  

CAPITAL Leverage (Debt to Equity Ratio) 
Total Liabilities                                                                   
  Divided By                 Divided By                                   Less than 3:1 
Total Tangible Net Worth (Equity) Yes _____  No _____ 
 
CONDITIONS Liquidity Ratio or Current Ratio 
Current Assets                                            
  Divided By             Divided By                                     Greater than 1.3 
Current Liabilities Yes _____  No _____ 

 
COLLATERAL Margined Collateral Coverage Ratio 
Total Bank Exposure Including New Request   ___________________                                                   
AR< 90 Days  ________________  X .70  =  ________________  
INV  ________________  X .40  =  ________________  (Eligible) Collateral Value 
MACH/EQ  ________________  X .80 =  ________________  (Eligible)    
MACH/EQ  ________________  X .50 =  ________________  (New) Greater than 1:1 
RE  ________________  X .70  =  ________________  (Used) Yes _____  No _____ 
RE  ________________  X .50  =  ________________  (Improved) 
     Total =                992 _____  (Unimproved) 

 
COLLATERAL Guarantors 
Does the guarantor(s) add strength to the loan? Yes _____  No _____  
Does the borrower/guarantor have a conservative lifestyle? Yes _____  No _____ 

 

Based on your assessment: 
 

Do you recommend this loan request as one the bank should pursue? 
 
 What risk(s)/weaknesses do you see with this request that need to be mitigated?   
 

=
 

     47 + 109 + 38 .76 

=  
1601 

5.16 

1764 
1.31 =

 

  109 + 9 + 137 (1063-515/4)  X 
 

.93 

 

 √ 

 
 √ 
 √ 

√ 

     310 

1349 

                     1063 

1019 
 

  698 
   713 
      279 
 

X 
 

X 
 

? 
? 
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Redwood Manufacturing 
Core Cash Flow 
Projection Tool 

 
                                                      Scenario #1          Scenario #2     Scenario #3 
                                                                                        000s                     000s                      000s 
 
Projected Sales  ____________   _____________   _____________  
X Projected Net After Tax Profit %  ____________   _____________   _____________  
 
Projected Net Income  ____________   _____________   _____________  
+ Depreciation/Amortization  ____________   _____________   _____________  
- Replacement Capital Expenditures*  ____________   _____________   _____________  
- Scheduled Debt Service (CMLTD)  ____________   _____________   _____________  
- Distributions in Lieu of Taxes  ____________   _____________   _____________  
 
Core Cash Flow  ____________   _____________   _____________  
- Projected Working Capital Requirement**  ____________   _____________   _____________  
- Dividends/Other Payments to Owners  ____________   _____________   _____________  
<Financial Requirement> or Cash Available  ____________   _____________   _____________  
    To Reduce Debt  
 
+ Current Revolving Debt  ____________   _____________   ____________  
 Projected Revolving Debt  ____________   _____________   ____________  

 
*3 yr. avg. add. to F/A <59> + 3 yr. avg. change LTD 7 

 
           % of  
Sales 20X3    $ 3,689                         $              Sales*** 
Accounts Receivable***   ______   _______  
Inventory***   ______   _______   
- Accounts Payable***  ______   _______  
Financing Gap  ______   _______   
Financing Gap % X Projected  
  Increase (Decrease) in Sales  ______   _______  
 
**Projected Working Capital  
  Requirement  ______   _______  
 
***Current Period 
 
Impact of Varying Assumptions About Turnover 
  Of Receivables, Inventory and Payables 
 
Current Turnover Accounts Receivable  ____________   _____________   _____________  
Desired Turnover Accounts Receivable  ____________   _____________   _____________  
Change  ____________   _____________   _____________  
X 1 Days Sales (Sales/365)  ____________   _____________   _____________  
Cash Required or Released  ____________   _____________   _____________  
 
Current Turnover Inventory or Accounts  
  Payable  ____________   _____________   _____________  
Desired Turnover Inventory or Accounts  
  Payable  ____________   _____________   _____________  
Change  ____________   _____________   _____________  
X 1 Day Cost of Goods Sold  ____________   _____________   _____________  
Cash Required or Released        

  

$  4796  $ 3689 $ 3689 
 1.0 % 1.3 1.3
  
  
  
 
  
 
 

 48  48 48 
 103 38 38 
  
 
 
  
   
   
   
 
  
 
 

 <52>     <52> <52> 
 <50> <17> <17> 
 0 0 0 
   
   
 
  
 
 

 49                  17                          17 
 <436> 0 515
   
 
 

 
 

 -0-  <90> 0 
 <387> <73> 532 
 
  

 1063 1063 1063 
$ 1450 $ 1136 531 
 

 1019 27.6 
  

     

 

698            18.9   
     

 

 <261>          <7.1> 
     

 

 1456            39.4   
 
                $ 1107M 
 
   
  $ 436M 
     

 

 101 
 

 

 50 
 <51> 
   10.1M 
 $ 515M 



Appendix A 
 

 
(c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
All rights reserved. Subject to annual license expiring January 31, 2020 A-57 

Case Study—Moosehead Clothing, Ltd. 
Wednesday Night Discussion 

 
 
Read the case study. 
 
This case is intended to provide a practical application of the loan evaluation process. Use the loan 
evaluation process and the mental picture framework as the foundation for your discussion.  
 
1. Working as a group construct a mental picture of the financial statement of Moosehead 

Clothing. 
 
2.  Characterize the business, focusing on the current sales cycle comparing it with the current 

and proposed production cycles. Comment on the nature of the financing need and the 
asset financed. 

 
3.  Focus on changes in financing requirements and risk. 
 
4.  Characterize the competitive environment. Is it changing? What are the implications for 

competitive strategy? 
 
5.  Focus on the product life cycles. 
 
6.  Comment on the potential impact of the changes in management. 
 
7.  Note any fixed asset requirements under each of the proposed scenarios. 
 
8.  List the key variables that will be critical to the success of the company. 
 
Review the projected income statement and balance sheet prepared assuming level production. 
Review the cash budget. Make sure all group members understand how the cash budget was 
constructed. Review the underlying assumptions for reasonableness. 
 
Make a decision on which production proposal you will recommend, and be prepared to support your 
recommendation.  
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Moosehead Clothing, Ltd. 
Case Study 

 
 
Moosehead Clothing, Ltd., was founded in 1987 by Anthony Faeth. The company is located in Wiscasset, 
Maine. Faeth had some experience working for a larger firm in the same product line and he and his 
assistant, John Randall, decided to strike out on their own. They pooled their savings and formed a 
corporation, with Faeth owning 75 percent of the stock and Randall, 25 percent. Initially, Randall served 
as the production manager and Faeth did most of the product planning and design. After many successful 
years, Faeth retired in May, 20X3 to pursue his outdoor hobbies full time. At that point, Randall became 
president. Later that year, he hired Daniel Bartlett as his new production manager. Bartlett was a recent 
college graduate and had worked during school at a large outdoor clothing firm in Maine. Randall felt he 
would bring a lot of new ideas to improve the profitability of Moosehead. 
 

In January of 20X4, Bartlett gave Randall a lengthy proposal, suggesting that Moosehead adopt level 
production immediately. Until now, production had been scheduled to reflect the seasonality of sales. 
Randall was confident that a level production schedule would improve his relationship with the employees 
and result in increased efficiency, but he wasn’t completely sure what other effects it would have on the 
business. 
 

Moosehead Clothing, Ltd., manufactures outdoor and casual clothing. Specifically, its products include 
outerwear (canvas field coats, Polartec jackets, down jackets), flannel and chamois shirts, khaki and 
other slacks, and sweaters. The company produces a wide range of colors and sizes in each category. 
Exact sales for each line are hard to predict from one year to the next and have varied by as much as a 
third. (See Exhibit 10.) 
 

Ever since outdoor clothing became a popular style, its manufacture has been a highly competitive 
business. Many of the companies in the business are very small. They simply buy (or rent) a sewing plant 
and copy the designs made famous by the larger firms in the industry. The company also faces intense 
foreign competition. However, styles tend to change and price competition can be intense, resulting in a 
high rate of company failures. Sometimes one firm will be the first manufacturer of a newly popular style, 
which will give it a high margin until the other firms catch up. The larger firms in the field have also begun 
to outdistance the smaller ones, giving them distinct financial advantages. 
 

Ever since its founding, Moosehead has enjoyed relatively rapid growth and has been profitable every 
year since 1990. Randall is predicting sales of about $6.1 million in 20X4 (vs. $5.1 million in 20X3), basing 
his estimate on several anticipated new product introductions. He also estimates net profit of $242,500 
in 20X4 (vs. $191,000 in 20X3). The gross margin has been steady at 20 percent and is expected to vary 
little, assuming that production is still scheduled seasonally. Operating expenses are incurred each month 
anyway, so they will not vary under the proposed scheduling change.  
 

Like many small companies, Moosehead is finding that growth puts pressure on its balance sheet and 
strains liquidity. At the end of 20X3, the company had a cash balance of only $138,000, which it regarded 
as an absolute minimum. Fairchild Bank and Trust offers a seasonal unsecured line, that is used when 
necessary. At the end of 20X3, almost $500,000 was outstanding. The line has been increased to $1.3 
million for 20X4, priced at P+1% with a floor of 5.5%, with the understanding that it is for seasonal use 
only and will be cleaned up for at least one calendar month each year. The bank has also agreed to 
consider borrowings above the amount of the line on a demand basis. 
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Since Moosehead sells mostly fall and winter apparel, its sales are very seasonal. Between August and 
November, about 80 percent of the dollar volume of sales are booked. The company’s apparel is sold 
mostly to department stores and retail outdoor clothing stores and catalog companies, such as Land’s 
End, Eddie Bauer, and L.L. Bean. Moosehead does not have its own brand name, but sews in labels if 
requested by its customers. Officially, sales terms are 30 days, but most customers take 60 days to pay. 
However, Moosehead seldom has trouble with uncollectable receivables. 
 

Making clothing is not a complicated process. Moosehead has several sewing plants and employs mostly 
cutters and sewing machine operators, at an hourly rate plus a bonus for extra production. Dozens of 
each piece are made at one time, in an assembly line fashion. The sewing machine operators are 
required to complete the piece they are working on at the end of the day before they can leave, so work 
in process is minimal. Moosehead purchases primarily woolen and cotton fabrics on 30-day terms from 
mills mostly in China. Total purchases for 20X4 are estimated at $1.836 million. Moosehead pays its 
trade suppliers promptly and has a good reputation. 
 

The company schedules its production as orders come in. Consequently, much of its capacity stands idle 
from January to July, since only about a quarter of the orders are received during those months. The 
pace begins to pick up in August, and two shifts use the equipment 16 hours a day by September. Since 
production is to order and the goods are shipped when produced, revenue is recognized at the time of 
production. Moosehead is currently nearing full capacity of its equipment, and, although Bartlett feels that 
capital expenditures will about equal depreciation in 20X4, additional capacity will probably be required 
in 20X5. Based on these assumptions, Bartlett has prepared projected statements for 20X4 assuming 
seasonal production (see Exhibits 4 and 5) and presented them to Randall. 
 

Bartlett feels very strongly that level production will be a better, more efficient system. With seasonal 
scheduling, Moosehead frequently has problems retaining its workforce. Training new workers means 
additional costs, slower production, and more waste. When the workers do get up to speed, overtime 
reduces profits. In addition, having the machinery sit idle for many months and then used by two shifts a 
day means frequent breakdowns, with no spare machines available. He also feels that a more leisurely 
schedule will mean fewer setups will be necessary because he can plan better. If an order comes in for 
something that is not being produced, a whole new run has to be set up, which is very inefficient.  
 

Consequently, Bartlett argues strongly for adopting level production. Since past estimates of sales and 
expenses have been reliable, he used the 20X4 sales projection to outline the costs and savings. First of 
all, purchase terms will not change. Overtime wages (20X4 estimate: $136,000) will be eliminated. In 
addition, since fewer setups will be necessary and downtime will decrease, Bartlett feels that labor costs 
will go down another $160,000 for 20X4. However, additional expenses will be incurred for storing 
finished goods, since they will no longer be shipped right after production. The higher storage and 
handling costs will increase operating expenses about $68,000, he estimates. Bartlett also looked at what 
effect level production will have on the company’s borrowing requirements and interest expense. He 
assumed that cost of goods sold will go down to 75.2 percent under the level production schedule 
because of the labor savings. Finally, he estimated that the other inflows and outflows will be 
approximately the same, except for accounts receivable, inventory, accounts payable, and, of course, 
profits. Bartlett prepared a second set of projections assuming level production to support his 
recommendation (Exhibits 6, 7, 8 and 9). 
 

Randall and Bartlett intend to meet with their account officer at Fairchild Bank and Trust next week. They 
both feel that she could help them make the decision whether level production will be financially beneficial 
for Moosehead. 
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MENTAL PICTURE 
Use the following questions to develop your mental picture. 
 

 
  

The Company and What is this company’s business? 
Request 
  What kind and amount of loan is the company  
  requesting? 
 

  Is the request for a temporary or permanent  
  investment in current assets (if applicable)? 
 
Accounts Would you expect accounts receivable to turn: 
Receivable (A/R)  Fast (< 30 days) 
   Moderate (30-60 days) 
   Slow (> 60 days) 
 
Inventory Would you expect the company to carry a large  
  amount or small amount of inventory? 
 

  What will inventory consist of e.g. raw materials, 
  work in process, finished goods? 
 

  Is inventory differentiated or a commodity? 
 

  Would you expect inventory to turn: Fast 
  (< 30 days), Moderate (30-60 days),  
  Slow (> 60 days)? 
 
Fixed Assets Do you think this company’s investment in 
  fixed assets is Large/Moderate/Small? 
 

  Do you think the depreciable life of these 
  fixed assets is: Long/Short? 
 

  Will the replacement of fixed assets be: 
  Regular/Periodic? 
 

Accounts Payable Do you think accounts payable are: 
(A/P)  Small/Moderate/Large? 
 

Line of Credit Do you think the company will have a need for a  
  line of credit for seasonal or liquidity purposes? 
 

Revolving Debt Do you think the company will have a need for 
 revolving debt to support growth? 
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Mental Picture continued 
 

 
 
  

Long-term Debt Do you think the company has a need for long- 
  term debt? 
 
Owner’s Equity What amount of initial owner’s equity would this  
  company require: Small/Moderate/Large? 
 

  Would you expect retained earnings to be: 
  Small/Moderate/Large? 
 

  Would you expect financial leverage to be: 
   Low (< 1.5) 
   Moderate (1.5-3.0) 
   High (> 3.0)? 
 
Sales  Do you think sales are growing? 

 
Seasonality Would you expect seasonality in this business? 

 
Impact of the How would you expect this business to be 
Economy impacted by the economy? Does it track or lag 
  the general economy? 

 
Life Cycle What stage in its life cycle do you think this 
  company is in? Industry? 
 
Gross Margin What kind of gross margin would you expect  
  this company to have: Low/Moderate/High? 

 
  Would you expect the gross margin to be 
  improving/stable/shrinking? 
 
Overhead What kind of overhead do you think this 
  company has: Low/Moderate/High? 

 
Lifestyle What kind of lifestyle do you think the owner 
  has: Extravagant/Conservative? 



Appendix A 
 

 
(c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
All rights reserved. Subject to annual license expiring January 31, 2020 A-63 

Mental Picture continued 
 

 
  

Key Variables What three key variables should this business 
  owner be paying most attention to? 
 
 
 
 
Financial  What kinds of financial information would you 
Statements expect to receive from this business? 
 
 
 
 
 
 
Summarize your mental picture of this company. What risks/opportunities do you see? What do you think 
might be the company’s financing needs? Does this request make sense and does this look like an 
opportunity you want to pursue? 
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Exhibit 1 
Moosehead Clothing, Ltd. 

Condensed Income Statements, 20X1-20X3 
(000s) 

 
 

 20X1 Percent 20X2 Percent 20X3 Percent 
 
Net Sales $3534 100.0 $4046 100.0 $5054 100.0 
 
Cost of goods sold 2767 78.3 3334 82.4 4058 80.3 
 
Gross profit 767 21.7 712 17.6 996 19.7 
 
Operating expenses 517 14.6 639 15.8 707 14.0 
 
Profit before taxes 250 7.1 73 1.8 289 5.7 
 
Federal income taxes 85 2.4 25 .6 98 1.9 
 
Net profit $  165 4.7 $    48 1.2 $  191 3.8 
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Exhibit 2 
Moosehead Clothing, Ltd. 

Balance Sheet 
December 31, 20X3 

(dollar figures in thousands) 
 
 
Assets 
 
 Cash $  138.0  4.6% 
 Accounts receivable 1786.7  59.3 
 Inventory 360.4  11.9 
  Total current assets $2285.1  75.8 
 Plant and equipment, net 727.6  24.2 
  Total assets $3012.7  100.0 
 
Liabilities 
 
 Accounts payable $  173.4  5.8 
 Notes payable—bank 499.8  16.6 
 Accrued taxes 74.0 * 2.4 
 Current portion—long-term debt 68.0  2.3 
  Total current liabilities $  815.2  27.1 
 Long-term debt 272.0  9.0 
 Shareholders’ equity 1925.5  63.9 
  Total liabilities and equity $3012.7  100.0 
 
* The 20X3 income tax payments are due in equal installments on March 15 and June 15, 20X4. 
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Exhibit 3 
Moosehead Clothing, Ltd. 

Monthly Sales, 20X3 
(dollar figures in thousands) 

 
 
 
January $  47.6 July $  66.3 
 
February 59.5 August 797.3 
 
March 66.3 September 945.2 
 
April 61.2 October 1103.3 
 
May 59.5 November 1208.7 
 
June 64.6 December 578.0 
 
 

Projected Monthly Sales, 20X4 
(dollar figures in thousands) 

 
 
January $  73.1 July $  98.6 
 
February 85.0 August 991.1 
 
March 98.6 September 1125.4 
 
April 85.0 October 1309.0 
 
May 85.0 November 1399.1 
 
June 85.0 December 685.1 
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Exhibit 5, continued 
 
Assumptions 
 
(a) Assumes maintenance of minimum $138,000 balance and includes excess cash when 

company is out of debt. 
 
(b) Derived using the company’s average collection period—60 days. 
 
(c) Inventories are maintained at 12/31/X3 level throughout 20X4. 
 
(d) Purchases of equipment are replacement items only, and equal to depreciation charge. 
  
(e) Payables are equal to 30 percent of the current month’s sales, or purchases of $1,836,000 

annually against sales of $6,120,000. 
 
(f) Derived to cause balance sheet to balance. 
 
(g) Taxes payable on 20X3 income are due in equal installments on 3/15 and 6/15 20X4. On 

4/15, 6/15, 9/15 20X4, and 1/15 20X5, 25 percent of estimated 20X4 taxes are due. The 
prior year’s tax liability ($98,000) was used to estimate these payments, or $24,500 each. 

  
(h) Long-term debt payments totaling $68,000 are due in two installments in June and 

December. 
 
(i) Calculated using net profit from each month’s operations. (See attached projected income 

statements.) 
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Exhibit 6 
Level Production 

Pro Forma Income Statement—20X4 
  
 
  
Sales $6,120,000 100.0 
 
- Cost of goods sold 4,600,000 75.2 
 
Gross Profit $1,520,000 24.8 
 
- Sales, general, and administrative 925,000 15.1 
 
Net Profit 595,000 9.7 
 
- Incremental interest expense 62,000 1.0 
 
- Taxes 185,000 3.0 
 
Net After Tax $   348,000 5.7 
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Exhibit 7 
Level Production 

Pro Forma Balance Sheet 
 
 
    Projected 
  12-31-X3  12-31-X4 
  000s  000s   
 
Cash $    138 4.6% $   138 4.1% 
 
Accounts receivable 1,787 59.3 2,084 63.0 
 
Inventory 360 11.9 360 10.9 
 
Fixed assets 728 24.2 728 22.0 
     
 Total Assets $ 3,013 100.0 $ 3,310 100.0 
 
Accounts payable 173 5.7 153 4.6 
 
Notes payable 500 16.6 521 15.7 
 
Accrued taxes 74 2.5 90 2.7 
 
CMLTD 68 2.3 68 2.1 
 
Long-term debt 272 9.0 204 6.2 
  
 Total Debt $ 1,087 $ 36.1 1,036 31.3 
 
 Shareholder’s Equity $ 1,926 $ 63.9 2,274 68.7 
 
 Total Long-Term Debt 
 and Equity $ 3,013 100.0 $ 3,310 100.0 
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Exhibit 9 
Level Production Assumptions 

  
 
Income Statement 
 

  000s 
  

Sales—Company forecast $ 6,120 
 

Costs of goods sold  4,896 
 Overtime <136> 
 Operating improvements <160> 
  4,600 
SG&A 
 Company forecast     857 
 + Increased storage 68 
  925 
 

Incremental Interest Expense—Calculated at 6.5 percent rate on net increase in monthly debt 
outstanding 
 

Taxes—34 percent corporate rate 
 

Balance Sheet 
 

Cash—Company statement minimum cash 
Accounts receivable—November and December sales 
Inventory—Assumed to remain constant 
Fixed assets—Additions equal depreciation 
Accounts payable—1 month’s raw materials purchases 

 
Projected taxes $184,000 
Estimated payments based on 20X3 tax liability 100,000 
Accrued taxes $  84,000 
  
CMLTD—Per case 

 
Long-term debt—Year-end 20X3 outstandings — CMLTD 

 
Shareholders’ Equity—Year-end 20X3 + net profit 
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Cash Budget 
 

Collections—January and February represent November and December sales; March-December 
represents sales forecast lagged 2 months 

 
Operating expenses—Income statement—$925,000 ÷ 12 months 

 
Raw materials—Company estimate $1,836,000 ÷ 12 

 
CGS $ 4,600M        
-Raw materials  - 1,836         
Labor and equipment $ 2,764 ÷ 12 
 
Taxes—Accrued taxes year-end 20X3 ÷ 2, payable 3-15, 6-15 
 
 
Estimated taxes—98,000 ÷ 4, payable 4-15, 6-15, 9-15, 12-15 
 
 
Notes payable-Year-end 20X3 paid in January—CMLTD paid as scheduled 
 
 
Interest expense—Previous month’s cumulative financing requirement net of amounts outstanding 
under seasonal projection at a rate of 6.5 percent 
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Exhibit 10 
 Moosehead Clothing, Ltd. 

Percent Sales Contribution by Product Line 
 

 
                                                                                       
  
           Product              20X0 20X1 20X2 20X3 
 
Khaki and chino pants  16% 14% 13% 16% 
 
Flannel shirts   14 13 16 13 
 
Sweaters   13 16 15 15 
 
Marinac jackets   5 3 3 2 
 
Squall jackets/parkas  21 19 17 15 
 
Polartec Aircore jackets  14 16 19 19 
 
Down jackets/vests   0 0 5 7 
 
Other items   17 19 12 13 
 
 
TOTAL   100 100 100 100 
 
 
Note:  Because of Faeth’s relationship with the larger firms, Moosehead had done well in its 
traditional lines every year since it was founded. 
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Moosehead Clothing, Ltd. 
Case Study 

Suggested Solution 
 
 
This case study will integrate all aspects of financial analysis, loan structure, and loan support. 
 
Background 
 

Begin the case discussion by preparing a composite mental picture using the mental picture template 
and student input. 
 

Ask the students to define Moosehead’s request. Randall appears to be seeking outside advice to 
help him evaluate Bartlett’s proposal to adopt level production. Emphasize this role but also caution 
the students to evaluate the proposal in terms of the financing required. Implicit in reacting positively 
to Bartlett’s proposal, Randall will assume the bank will provide the required financing. 
 

Use the loan evaluation process as a framework for presenting the case. An effective technique to 
force the students to think through the key issues is to poll the students, at this point offering them 
four options. Given the information they currently have and recognizing a recommendation for level 
production will include an implicit commitment to provide financing would the students recommend 
the change: In a Heartbeat, Think So, Not Too Sure, No Way in Hell. Periodically through the 
presentation, you can poll the class again. This will give you a good feel for the leanings of the class, 
providing direction for structuring the presentation to ensure that all key points are presented. 
Following are key points presented within the format of the loan evaluation process. 
 
Working Asset 
 

Moosehead is a manufacturer of outdoor clothing. Its primary working asset is equipment, although 
its ability to carry receivables for 60 days is a competitive factor. Currently, the company carries 
limited inventory as goods are made to order, work in process is nominal, and raw materials are 
purchased as needed. Point out the current operating cycle is short, with the primary risk being 
collection of receivables. The cash cycle closely approximates the operating cycle. The company 
has not had to make significant additions to fixed assets and to this point has been able to fund the 
additions internally. 
 

Contrast the operating cycle under seasonal production with the level production operating cycle. 
Moosehead will have to make a significant investment in inventory prior to the selling season if level 
production is adopted. Ask the students to speculate on the amount, timing and duration of the 
financing requirement if the operating cycle is lengthened. Also, ask the students to comment on the 
changing risk—the company assumes an inventory and sales risk. Finally, ask the students to 
comment on the impact the change in production methods will have on the bank’s lending risk—
financing inventory rather than receivables. Compare and contrast the banker’s role as financial 
advisor and “beady eyed banker.” Emphasize that the company is considering changing only one 
aspect of its business, yet this change will have a significant impact on the company’s operating risk, 
financing requirements, and the risk in the banking relationship. 
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Competitive Strategy 
 

Using Exhibit 10, review the company’s product mix. The exhibit shows that about 40 percent of 
annual sales are products for which the demand remains fairly constant as a percentage of total 
sales. The remaining 60 percent of total sales are composed of products for which the demand tends 
to be volatile year to year. 
 

Moosehead’s competitive strategy emphasizes being a follower rather than a leader, capitalizing on 
its ability to react quickly and its relationship with major customers. The company has done limited 
product design, although most products are copies or made to order. The company offers a broad 
range of products but, except as noted, has not differentiated its product line. There is some 
concentration of sales, which has served the company well due to the personal relationship of Faeth 
with these key customers. Now that he has retired, the question must be asked whether Randall has 
the rapport with major customers and the product design capabilities. 
 

Use Exhibit 10 to demonstrate the life cycle of products. Trace the life cycle of down jackets/vests, 
Marinac and Polartec jackets, as evidenced by the changing percentages of total sales. Emphasize 
that just as products go through life cycles, so do companies and industries. Point out that 
Moosehead’s industry is changing, with the industry leaders gaining market share and financial 
advantage. Discuss the implications for Moosehead’s competitive strategy. Will Moosehead have to 
become a price competitor? Does the shift to level production complement this strategy given the 
projected cost savings? Can the company continue to depend on its existing customer base now 
that Faeth has retired? Has Randall demonstrated product design capabilities? If these talents are 
absent and Moosehead must rely on its ability to copy the ideas of others, does this mandate a 
change in competitive strategy and in turn production process, i.e., become the low-cost producer? 
What about the risks if Moosehead manufactures the “wrong product” using level production in the 
face of a very seasonal sales pattern? 
 
Financing 
 

Point out that Moosehead is well capitalized, being able to finance net working capital requirements 
and fixed-asset requirements internally. The company enjoys good relations with the trade and can 
finance a significant portion of its operating cycle with trade debt. Seasonal financing is required to 
carry receivables for the average collection period of 60 days. 
 
Role of Bank 
 

Fairchild Bank and Trust offers Moosehead a $1.3 million unsecured line of credit for seasonal 
purposes. The company handles the line as agreed and maintains large deposit balances. The 
relationship appears to be profitable. As noted earlier, the bank is being asked to offer advice and 
implicitly support the final decision financially. 
 
Historical Analysis 
 

Begin the discussion by asking whose management report card the financial results represent. 
Obviously, as president and principal shareholder, we have to assume Faeth’s. Do we have a report 
card for Randall? This introduces an additional element of uncertainty and risk. 
 

Use Exhibits I and 2 from the case to review the profitability, leverage, and liquidity of Moosehead. 
The volatility of the gross margin reinforces the impact of faddish products with high margins and 
demonstrates the company’s susceptibility to pricing pressures. 
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While volatile, SG&A as a percentage of sales declined in 20X3. Does this indicate good cost control 
or the impact of operating leverage, given the sharp growth in sales? Similarly, does the improvement 
in gross margin indicate the impact of operating leverage? What are the implications for risk? 
 

The balance sheet is exceptionally strong, indicating good liquidity, balanced financing, and solid net 
worth. A question could be raised about the level of inventory at the supposed end of the company’s 
selling season. Given the strong balance sheet, the uninterrupted history of profitability, and relatively 
minor risk in the company’s operating cycle, unsecured financing appears to be appropriate. 
 

At this point, ask the students to summarize the pros and cons of seasonal and level production. 
Obviously, the pros for level will tend to be the cons for seasonal production, and vice versa. Now is 
a good time to poll the students again as to their feelings about the proposed shift to level production. 
Reminded that they are also committing to support the recommendation with financing, the students 
generally will have shifted from being relatively positive in the first poll to being negative in this poll. 
 
Projection 
 

Review the projected monthly income statements and balance sheets prepared assuming seasonal 
production (Exhibits 4 and 5). Compare the projected fiscal income statement and balance sheet 
(Exhibits 6 and 7) which assume level production. Ask why the projected period ending debt 
assuming level production is lower? Point out that the projected fiscal balance sheet gives no 
indication of the peak debt requirement. 
 

Ask the students what tool will provide an estimate of peak debt-cash budget. Ask the students if a 
cash budget is available. Using Exhibit 8, review the construction of the cash budget for January and 
February. Briefly review the other months, focusing on the months of peak risk and peak debt. Point 
out that debt peaks in September at $2,493,000-almost twice the current line. Emphasize that the 
risk to the bank peaks in July because this is when the investment in inventory is highest prior to the 
major selling season. At this point, the bank’s primary collateral is inventory. From August forward, 
the collateral shifts to accounts receivable, eliminating the sales risk. 
 

Review the assumptions underlying the cash budget focusing on reasonableness. Interest at 6.5 
percent was calculated on the projected financing required under seasonal and level production. The 
difference is reflected on the projected income statement for level production, the assumption being 
that SG&A expense includes the projected interest expense for financing required to support 
seasonal production. Interest was assumed to be paid monthly, increasing the financing requirement. 
No attempt was made to adjust interest expense for the incremental financing required to pay interest 
monthly. 
 

No attempt was made to forecast the timing of additions to fixed assets. Implicit in spreading 
operating expense and labor and equipment evenly monthly is the assumption that additions to fixed 
assets equal to depreciation will be made monthly because depreciation is included in these 
expenses. 
 

Students must be advised that failing to commit to support the change from seasonal to level 
production may necessitate a future commitment to fund plant expansion. While it is difficult to 
ascertain the impact on operating capacity of a shift from seasonal to level production, Randall has 
said he expects to have to add capacity if the company retains seasonal production and surely will 
ask the bank for financing. Contrast the analytical requirements for a term loan to purchase 
equipment versus increased seasonal financing to support the shift to level production. 
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Evaluation of Management 
 

Reference has been made to the uncertainty introduced by the retirement of Faeth. Randall has 
primarily production experience. Similarly, Bartlett has production experience. Other key elements 
of management such as sales and finance are not clearly evident. Given the increased importance 
of sales assuming level production, this is a key area that must be addressed. 
 

The retirement of Faeth creates other areas of uncertainty. He is the majority stockholder, owning 
75 percent of the stock. The possibility exists that he may not approve of the change in production 
process. More significant, he may desire or be forced to sell his controlling interest. Should he die, 
his estate almost surely would want to sell. The logical purchaser is Randall. If no buy/sell exists, 
and/or it has not been funded with life insurance, the bank will face a funding request from Randall 
to purchase the stock. If the bank denies the request and the company is sold, obviously, 
management will likely change, adding additional uncertainty. 
 

Of greater immediate concern is the absence of apparent backup management. Of course, the 
request is for a seasonal loan—the magnitude of the risk to the bank is a function of the production 
process—seasonal or level. The risk introduced by the absence of backup management and the 
buyout of Faeth are less significant under seasonal production because there is no sales risk, and 
limited risk the bank will not be repaid. Such is not the case with level production. 
 
Lending Decision 
 

At this point, summarize the strengths and weaknesses as revealed in the financial analysis. Within 
the context of the financial analysis equation (S-W>U), ask if the strengths of the credit exceed the 
weaknesses by an amount sufficient to offset the remaining uncertainty introduced by the sales risk 
incurred by financing inventory and the questions posed by Faeth’s retirement. Poll the students, 
giving them only two choices—approve or decline. 
 

Realistically, most of the students will decline the request, suggesting that the incremental risk to 
Moosehead and the bank is not warranted by the relatively small incremental profits. Probe the 
nature of the incremental risk e.g. sales risk and unproven management team. 
 

The focus will ultimately come down to the sales risk. Suggest that the sales risk can be mitigated 
by focusing production in the early months on the 40 percent of sales which are relatively stable. 
Point out that production of these items will occupy production facilities through June with limited 
sales risk (Exhibit A). This will free production facilities to produce those items which are in demand, 
giving the company more flexibility to take advantage of orders for “hot items”, improving its 
reputation with its major customers. The risk in the inventory will be nominal, given the standard 
nature of the product. The remaining inventory risk is more than compensated for by the company’s 
strong net worth and minimum cash position.  Should the worst occur and none of the inventory 
produced sells, the bank will have equity in the inventory totaling $872,000. 
 

Given the changing competitive environment, it is important that Moosehead alter its competitive 
strategy to emphasize improved efficiency and reduced costs, allowing it to be a price competitor if 
necessary. 
 

Demonstrate to the students, using Exhibit B, an easier approach to project the peak debt 
requirement. Emphasize that this approach should be used to only project peak debt and is not a 
substitute for a cash budget when determining interim financing requirements. 
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Loan Structure 
 

The commitment can be structured as a seasonal line, providing for advances and repayments as 
needed. Interest should be paid monthly to prevent a large build-up of accrued interest and to 
increase the yield to the bank. A 30-day “clean up” requirement should be maintained. 
 
Loan Support 
 

Obviously, the risk to the bank has increased, although the proposed structure will mitigate the risk. 
The bank should require a pledge of inventory and accounts receivable. See Exhibit C for an 
evaluation of the collateral at peak risk. To assure production of the “old reliables”, the bank should 
utilize a borrowing base certificate. A simple loan agreement should be drafted specifying the bank 
will only advance funds on the line secured by “qualifying” inventory i.e. the “old reliables” In the early 
months of the year. The agreement should also provide for monthly statements to provide the bank 
with a tool to monitor production and sales against plan. The bank should request monthly inventory 
summaries to allow monitoring of the mix of inventory. Randall should be asked to guarantee the 
debt to reinforce the incremental risk being assumed by the bank and the company and to impress 
upon him the importance of carefully weighing the risk-reward to him as an owner. The bank must 
obtain explicit evidence of the board’s and ideally Faeth’s concurrence with the shift including his 
guarantee of the line of credit.  
 
Loan Monitoring 
 

Given the incremental risk, loan monitoring will be very important. Particular emphasis must be 
placed on sales versus projections and inventory levels. The bank must monitor Randall’s 
performance, especially in the areas of customer relations, product design, and finance. Randall 
must be encouraged to develop backup management and negotiate a buy/sell with Faeth, preferably 
staged over an extended period with Faeth accepting periodic payments. 
 
Key Points 
 

1.  Customer is asking for advice. 
 

2. As additional stages are added in the operating cycle or the cycle is lengthened for other 
reasons, i.e., slow-down in collection of receivables or sale of inventory, the financing 
requirement increases. 

 

3. The risk to the bank is a function of the stage of the operating cycle being financed. 
 

4. The company is changing only one aspect of its business, yet the impact on the company’s 
operating risk, financing requirements, and banking relationship is dramatic. 

 

5. A change in management can introduce considerable uncertainty into the lending decision. 
Customer relationships, key management capabilities, and financial results are all called 
into question by the retirement of Faeth. 

 

6. Products, companies, and industries have life cycles. As competitive factors change, 
management must change its competitive strategy if the company is to remain successful. 

 

7. While the immediate financing need is for an increased seasonal line to support the change 
to level production, the bank must evaluate the potential funding requirements for 
expansion of fixed assets and a buyout of the principal stockholder. 
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8. In this increasingly competitive banking environment, understanding a borrower’s business 
can provide the innovative lender an advantage in meeting the financial needs of the 
borrower while maintaining an acceptable level of risk for the bank. 
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Exhibit A 
Production Scheduling 

(000s) 
 
 
Monthly production at cost 
 Raw material  $   153 
 Labor and equipment  230 
Total   $   383 
  
Total projected cost of goods sold  $4,600 
Stable products as percent of total sales  40 % 
 Cost of goods sold stable products $1,840 
 
Sales January-July  $601.3 
Cost of goods sold percentage x 75.2 % 
Cost of goods sold  $   459 
 
Cost of goods sold stable products  $1,840 
Cost of goods sold Jan.-July sales  459 
Total   $2,299 
 Monthly production 383 
  6 month’s production 
 
Total production through July at cost $2,681 
Beginning inventory 360 
Sales through July at cost <459> 
Inventory at month-end July  $2,582 
Bank debt  $1,710 
Percentage  66.2 % 
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Exhibit B 
Peak Debt Analysis—September  

(000s)  
 
 
 
Receipts $2,398 
 
Outlays  
 Raw materials  $1,224 
 Labor and equipment  2,070 
 Overhead  693 
 Taxes  149 
 Payables 173 
 Notes bank  534 
 
 Total  $4,843 
 
 Financing  $2,445 
 
 Estimated interest from cash budget  48 
 
 Total Financing  $2,493 
 
This method assumes the month when debt will peak can be easily ascertained. With 
Moosehead, it is reasonable to assume debt will peak in September because the big sales period 
begins in August with first large collections in October. From that point, the analyst uses the 
same techniques described in the assumptions for the cash budget to determine the key 
components. The difference between receipts and outlays is the financing required. 
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Exhibit C 
Peak Risk—Collateral Valuation 

(000s) 
 

 
   Gross Realization Net 
   Valuation Percentage Valuation 
 
Cash—Pledged Time Balances or 
CVLI   __________   __________   __________  
Receivable—Aging 
 0-30 
days   __________   __________   __________ 
30-60 days  __________   __________   __________  
 60-90 days  __________   __________   __________  
 90-120 days  __________   __________   __________  
 Over 120  __________   __________   __________  
 Blanket lien  __________   __________   __________  
 

Total   __________     __________  
  
Inventory—Book Value 
 Raw materials  __________   __________   __________  
 In process  __________   __________   __________  
 Finished goods  __________   __________   __________  
 Retail/wholesale  __________   __________   __________  
 Blanket lien  __________   __________   __________  
 

Total   __________     __________  
  
Equipment—F/S Value or Appraised Value 
 Manufacturing  __________   __________   __________  
 Office/furniture/fixtures  __________   __________   __________  
 Rolling stock  __________   __________   __________  
Total   __________     
Less: Superior encumbrances  __________     __________  
Net Value  __________     __________  
 
Real Estate—Appraised Value 
 Land  __________   __________   __________  
 Buildings  __________   __________   __________  
 Leaseholds  __________   __________   __________  
 
Total   __________     
Less: Superior encumbrances  __________     __________  
Net Value  __________     __________  
Other Collateral—Securities, Etc.  __________   __________   __________  
 

$ 138,000 100 $      138,000 
 

 
 85,000 80 68,000 
 99,000 75 74,000 
 
 
 
$ 184,000  $      142,000 
 
 
 

 
 
 
 
 2,760,000 60     1,656,000 
 

$ 2,760,000  $    1,656,000 
 
 
 
 
 
 
 
$  $ 
 
 
 
 
 
 
 
 
$  $ 
$  $ 
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Exhibit C, continued 
 
 
     Net 
   Net Cost to Realizable 
   Valuation Liquidate Value 
Recap 
 Cash  __________   __________   __________  
 Accounts receivable  __________   __________   __________  
 Inventory  __________   __________   __________  
 Equipment  __________   __________   __________  
 Real estate  __________   __________   __________  
 Other  __________   __________   __________  
 
Total Net Liquidation  
Proceeds (A)      __________  
 
  Less: Gross Loan Balance (B)      __________  
 
Net (Loss) or Collateral Cushion      __________  
Collateral Coverage Ratio A ÷ B      __________  
 
 
 
  
  

 138,000 0 138,000 
 142,000 10,000 132,000 
$   1,656,000 100,000 $ 1,556,000 
  
 
 
 
    
   1,826,000 
 
   1,710,000 
 
   116,000 
 1.07x 
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THURSDAY GROUP DISCUSSION 
MODERN OFFICE CONCEPTS 

 
 
The purpose of today’s discussion is to identify the causes of problem loans and evaluate alternatives 
available to the bank to avoid a loss. The discussion will expand on Monday’s group discussion and 
will focus on the financial statements. 
 

Preparation and discussion should address the following. 
 

 Confirm your mental picture developed in Monday’s group discussion 
 

 Conduct a “30 Second” analysis using the form provided and the comparative/common-
size analytical tools 

 

 Review the cash flow and note the sources and uses of cash 
 

 Review the list of key variables developed in Monday’s discussion. Which key variables 
represent causes of the problem? 

 

 Specifically identify the factors contributing to the operating loss and the inability to 
liquidate debt 

 

 Complete the Loan Screening Worksheet to gain additional insight into issues that will have 
to be addressed in the loan decision and structure of the credit 

 
 Evaluate the bank’s collateral position 

 

 Discuss management focusing on management’s ability to turn the company around 
 

  Formulate an action plan for the bank 
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MODERN OFFICE CONCEPTS, INC. 
 
 
Background 
 

Modern Office Concepts, Inc. (Modern Office) is a wholesale distributor of office furniture and 
equipment (70%) and a retailer of office equipment and supplies (30%). The company is located in 
Nashville, Tennessee. Modern Office sells to over 800 accounts consisting primarily of commercial 
firms and state offices located in the metropolitan area. 
 

The company was organized in 1964. It was purchased in 1995 by the James Group, a personal 
holding company owned 100% by Anthony James. The James Group operates three subsidiaries 
each active in selling office equipment and supplies. Mr. James is a CPA and operates his own 
practice. Day to day management of Modern Office is provided by Mr. James’ son-in-law. 
 

Modern Office operated profitably until 20X2. The market has always been very competitive, but 
competition increased dramatically with the opening of a Staples warehouse office supply store, 
within three miles of Modern’s location. In an effort to maintain sales and margins, the company has 
expanded the space devoted to retail sales and has opened a new display area featuring office 
furniture. 
 
Banking Relationship 
 

Bank of Tennessee has had a deposit and lending relationship with Modern Office since 1985.  Over 
the years, the bank has increased the line of credit offered to the company to a current commitment 
of $400,000. The line is secured with accounts receivable, inventory, contract rights, chattel paper 
and general intangibles. The bank will advance 80% against eligible receivables less than 60 days. 
The bank will also advance 50% on inventory with a maximum inventory reliance of 30%. The bank’s 
current collateral position as of 9-30-X3 according to a borrowing base certificate prepared by the 
borrower consists of: 
 

Collateral Value Margin Margined Value 
AR < 60 days $126,841 80% $101,473 
Inventory $514,635 50% $257,318 
 $641,476  $358,791 
 
Total Debt: $320,000 
Loan/Value: 50% 
Loan/Margined Value: 89% 
Inventory Reliance: 72% 
 

Modern Office submits a monthly aging of accounts receivable and a monthly settlement sheet.  
Receivables are remitted to an account controlled by the bank. Inventory consists primarily of high-
end office furniture ($318,000) and office supplies ($190,000). The line is guaranteed by Anthony 
James. Mr. James’ 12-31-X3 personal statement follows: 
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Assets 
 

 Cash $      23,000 
 Marketable Securities 12,000 
 Cash Value Life Insurance 8,000 
 Retirement Account 1,111,000 
 Closely Held Companies 3,443,000 
 The James Group 6,204,000 
 Personal Residence 350,000 
 Office Building 325,000 
 Personal Assets 115,000 
  
Total Assets $10,591,000 
 

 Notes Payable-Banks $100,000 
 Notes Payable-The James Group 120,000 
 Real Estate Mortgages 187,000 
 Misc. Accounts 8,000 
 

Total Liabilities $415,000 
 

Net Worth $10,176,000 
  

Outstandings on the line vary. The line last paid out for 8 days in January of 20X3. 
 

Operating Highlights 
 

Sales rebounded in 20X3 from depressed 20X2 levels primarily because of more aggressive bidding 
on state contracts. Margins continued to deteriorate and the company suffered its second 
consecutive loss. Operating expenses as a percentage of sales continue to be high reflecting the 
sharp decline in sales in 20X2. 
 

In an effort to raise cash, the company has aggressively collected receivables and has sold its 
delivery vehicles. Inventories are valued at LIFO. The LIFO reserve for fiscal years 20X3 and 20X2 
were $106,922 and $97,238, respectively. The company’s facilities are leased with ten years 
remaining on the lease. Accounts receivable-affiliate represent amounts owed by the James Group 
for tax benefits utilized by the parent in the consolidated tax return. 
 
Current Situation 
 

Loan review has classified the company’s line of credit substandard reflecting 
 

— rapid deterioration in the balance sheet 
 

— operating losses 
 

— declining sales 
 

— increasing reliance on the inventory component of the collateral base 
 

Your immediate superior has asked for a plan to upgrade the credit or move it out of the bank. 
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MENTAL PICTURE 
Use the following questions to develop your mental picture. 
 

 
  

The Company and What is this company’s business? 
Request 
  What kind and amount of loan is the company  
  requesting? 
 

  Is the request for a temporary or permanent  
  investment in current assets (if applicable)? 
 
Accounts Would you expect accounts receivable to turn: 
Receivable (A/R)  Fast (< 30 days) 
   Moderate (30-60 days) 
   Slow (> 60 days) 
 
Inventory Would you expect the company to carry a large  
  amount or small amount of inventory? 
 

  What will inventory consist of e.g. raw materials, 
  work in process, finished goods? 
 

  Is inventory differentiated or a commodity? 
 

  Would you expect inventory to turn: Fast 
  (< 30 days), Moderate (30-60 days),  
  Slow (> 60 days)? 
 
Fixed Assets Do you think this company’s investment in 
  fixed assets is Large/Moderate/Small? 
 

  Do you think the depreciable life of these 
  fixed assets is: Long/Short? 
 

  Will the replacement of fixed assets be: 
  Regular/Periodic? 
 

Accounts Payable Do you think accounts payable are: 
(A/P)  Small/Moderate/Large? 
 

Line of Credit Do you think the company will have a need for a  
  line of credit for seasonal or liquidity purposes? 
 

Revolving Debt Do you think the company will have a need for 
 revolving debt to support growth? 
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Mental Picture continued 
 

 
  

Long-term Debt Do you think the company has a need for long- 
  term debt? 
 
Owner’s Equity What amount of initial owner’s equity would this  
  company require: Small/Moderate/Large? 
 

  Would you expect retained earnings to be: 
  Small/Moderate/Large? 
 

  Would you expect financial leverage to be: 
   Low (< 1.5) 
   Moderate (1.5-3.0) 
   High (> 3.0)? 
 
Sales  Do you think sales are growing? 

 
Seasonality Would you expect seasonality in this business? 

 
Impact of the How would you expect this business to be 
Economy impacted by the economy? Does it track or lag 
  the general economy? 

 
Life Cycle What stage in its life cycle do you think this 
  company is in? Industry? 
 
Gross Margin What kind of gross margin would you expect  
  this company to have: Low/Moderate/High? 

 
  Would you expect the gross margin to be 
  improving/stable/shrinking? 
 
Overhead What kind of overhead do you think this 
  company has: Low/Moderate/High? 

 
Lifestyle What kind of lifestyle do you think the owner 
  has: Extravagant/Conservative? 
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Mental Picture continued 
 

 
  

Key Variables What three key variables should this business 
  owner be paying most attention to? 
 
 
 
 
Financial  What kinds of financial information would you 
Statements expect to receive from this business? 
 
 
 
 
 
 
Summarize your mental picture of this company. What risks/opportunities do you see? What do you think 
might be the company’s financing needs? Does this request make sense and does this look like an 
opportunity you want to pursue? 
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“30 Second” Analysis 
 
 

 Prior Current 
 Year Year   
 
Sales $ __________   ______ % $ __________  _____ % 

 Gross Margin $ __________   ______ % $ _________   _____ % 

 Operating Expenses $ __________   ______ % $ _________   _____ % 

 

Assets $ __________   ______ % $ _________   _____ % 

 Current Assets $ __________   ______ % $ _________   _____ % 

 Current Liabilities $ __________   ______ % $ _________   _____ % 

 Tangible Net Worth $ __________   ______ % $ _________   _____ % 

 

 

 Positive  Negative 

Sales Growing  Declining  

Gross Margin % Improving/Stable  Declining  

Operating Expense % Declining/Stable  Increasing 

Tangible Net Worth (TNW) % Increasing/Stable  Declining or   
 TNW %   < 25% 

Current Liabilities - % Decreasing/Stable  Increasing or 
 Working Capital   Negative 

Total Checks  (maximum of five)    

 

One Negative - Are there two offsetting positives 

Two Negatives - Potential problem if corrective action is not underway 

Three Negatives - Actual problem 

Four Negatives - Potential default 

Five Negatives - Probable loss 
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Loan Screening Worksheet 
 

 
 

CHARACTER Personal Credit History 
 Does the borrower have a FICO score > 660? Yes _____ No _____ 

or 
 Do you believe the borrower has a good credit history? Yes _____  No _____ 
    
CAPACITY Profitability 
Profitable 2 of Last 3 Years:  Yes _____  No _____       
Profitable Most Recent Year:  Yes _____  No _____ 

 

  CAPACITY                              Debt Service Coverage Ratio 
Earnings Before Interest, Depreciation and Amortization (EBIDA) – Distributions in Lieu of Taxes*  
Current Portion Long-term Debt** + Interest + Assumed Amortization of Line of Credit*** and Any New Debt   
                                                                                   
         Divided By              Greater than 1.25X           
 Yes _____  No _____ 
*S Corp and LLCs – 27% of net income 
**Use last years CMLTD unless you are doing a projection then use this years CMLTD 
***Assume 4 year amortization of revolving portion of line of credit 
  

CAPITAL Leverage (Debt to Equity Ratio) 
Total Liabilities                                                                   
  Divided By                 Divided By                                  Less than 3:1 
Total Tangible Net Worth (Equity) Yes _____  No _____ 
 
CONDITIONS Liquidity Ratio or Current Ratio 
Current Assets                                            
  Divided By             Divided By                                     Greater than 1.3 
Current Liabilities Yes _____  No _____ 

 
COLLATERAL Margined Collateral Coverage Ratio 
Total Bank Exposure Including New Request   ___________________                                                   
AR< 90 Days  ________________  X .70  =  ________________  (Eligible) 
INV  ________________  X .40  =  ________________  (Eligible) Collateral Value 
MACH/EQ  ________________  X .80 =  ________________  (New) Greater than 1:1  
MACH/EQ  ________________  X .50 =  ________________  (Used) Yes _____  No _____ 
RE  ________________  X .70  =  ________________  (Improved)  
RE  ________________  X .50  =  ________________  (Unimproved) 
     Total =  _________________   

 
COLLATERAL Guarantors 
Does the guarantor(s) add strength to the loan? Yes _____ No _____  
Does the borrower/guarantor have a conservative lifestyle? Yes _____ No _____ 

 

Based on your assessment: 
 

Do you recommend this loan request as one the bank should pursue? 
 
 What risk(s)/weaknesses do you see with this request that need to be mitigated?   

 
 

=
 

=
 

=
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Modern Office Concepts, Inc. 
 
  
Anthony James, CPA COMPILE COMPILE COMPILE COMPILE  
 SEP 30 SEP 30 SEP 30 SEP 30  
 20X0 20X1 20X2 20X3  
AMOUNTS IN THOUSANDS OF DOLLARS 12 MTHS 12 MTHS 12 MTHS 12 MTHS  
 
F I N A N C I A L  R A T I O S 
 
GROWTH RATIOS: 
 
Net Sales Growth, Composite % 16.07 -0.03 -40.01 14.33 
Sales Growth, Sales-Furniture % 21.05 2.74 -46.51 19.02 
Sales Growth, Sales-Office Supplies % 2.48 -10.05 -15.88 1.76 
Net Income Growth, % -22.61 -40.45 -226.42 -37.31 
Total Assets Growth, % 33.80 -0.29 -13.63 -18.11 
Total Liabilities Growth, % 40.70 -9.26 -13.66 -14.98 
Net Worth Growth, % 25.36 12.05 -13.59 -21.60 
 
PROFITABILITY RATIOS: 
 
Operating Margin, % 3.21 0.87 -6.24 -6.27 
Net Margin, % 2.48 1.48 -3.12 -3.74 
Return on Average Assets, % 9.75 5.08 -6.90 -11.24 
Return on Average Equity, % 22.50 11.36 -14.58 -24.21 
 
COVERAGE RATIOS: 
 
Interest Coverage (EBIT / Interest) 7.86 4.40 -4.40 -4.48 
Net Income + Depreciation / CMLTD 50.00 36.00 N/A N/A 
EBIDA/Int + Last Years CMLTD + 
    Assumed 4 Year Amortization LOC N/A 1.05 .18 .53 
 
ACTIVITY RATIOS: 
 
Receivables in Days 55 54 59 21 
Inventory in Days 57 50 92 77 
Payables in Days 33 31 26 16 
Net Sales / Total Assets 3.45 3.45 2.38 3.33 
 
LIQUIDITY RATIOS: 
 
Working Capital 388 411 356 272 
Quick Ratio 0.91 1.00 0.77 0.40 
Current Ratio 1.65 1.77 1.76 1.68 
Sales / Net Working Capital 9.23 8.72 6.04 9.03 
 
LEVERAGE RATIOS: 
 
Total Liabilities / Tangible Net Worth 1.43 1.19 1.31 1.79 
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Modern Office Concepts, Inc. 
 
RMA COMPARISON REPORT RMA% CUST %  
NAICS CODE: 423210       Sales 1-3MM 
  
 ASSETS 
  
Cash & Equivalents 7.3 2.31 
Trade Receivables-(net) 23.0 19.40  
Inventory 47.2 54.41  
All Other Current 1.7 14.79  
Total Current Assets 79.2 90.91  
Fixed Assets (net) 15.9 7.60  
Intangibles 1.0 0.00  
All Other Non-Current 4.0 1.49  
 TOTAL ASSETS 100.00 100.00  
  
 LIABILITIES 
  
Notes Payable-Short Term 14.2 39.35  
Current Maturities-L/T/D 4.1 0.00  
Trade Payables 17.1 11.53  
Income Taxes Payable .0 0.00  
All Other Current 12.5 3.12  
Total Current Liabilities 47.9 54.00  
Long Term Debt 16.3 0.00  
Deferred Taxes .0 0.68  
All Other Non-Current 7.4 0.00  
Net Worth 28.4 45.32  
 TOTAL LIABILITIES & NET WORTH 100.00 100.00  
  
 INCOME DATA 
  
Net Sales 100.00 100.00  
Cost of Sales 65.8 77.13  
Gross Profit 34.2 21.61  
Operating Expenses 32.9 28.12  
Operating Profit 1.2 -5.25  
All Other Expenses (Net) .6 0.33  
Profit Before Taxes .7 -5.58  
  
 RMA CLIENT RATIOS COMPARISON 
  
Current 1.7 1.68  
Quick .5 0.40  
Days Receivable 19 21  
Sales / Receivables 19.1 16.97  
Days Inventory 62 77  
Cost of Sales / Inventory 5.9 4.73  
Trade Days Payables 26 16  
Cost of Sales / Trade Payables 14.0 22.29  
Sales / Working Capital 8.5 8.92  
EBIT / Interest Expense 1.9 -4.48  
Trad. Cash Flow / C.M.L.T.D. N/A 0.00  
Fixed Assets / Net Worth .4 0.17  
Debt / Net Worth 1.8 1.21  
Profit Before Taxes / Tangible Net Worth 7.4 -40.08  
Profit Before Taxes / Total Assets 1.8 -18.59  
Sales / Net Fixed Assets 30.6 43.87  
Sales / Total Assets 2.4 3.33  
Depreciation / Sales .6 0.61  
Occupancy Expense / Sales 5.6 3.58  
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Modern Office Concepts, Inc. 
 
Anthony James, CPA COMPILE COMPILE COMPILE COMPILE 
 SEP 30 SEP 30 SEP 30 SEP 30 
 20X0 20X1 20X2 20X3 
AMOUNTS IN THOUSANDS OF DOLLARS 12 MTHS 12 MTHS 12 MTHS 12 MTHS 
 
C A S H F L O W 
 

Sales - Net $   3,583 $   3,582 $   2,149 $   2,457 
Change in Receivables -225 8 183 205 
 

Cash From Sales 3,358 3,590 2,332 2,662 
 

Cost of Goods Sold -2,694 -2,788 -1,596 -1,895 
Change in Inventories -36 44 -22 0 
Change in Payables 105 -5 -120 -30 
 

Cash Production Costs -2,625 -2,749 -1,738 -1,925 
 

Cash From Trading Activities 733 841 594 737 
 

SG&A Expense -742 -719 -638 -676 
Change in Prepaids 1 -8 5 -8 
Change in Accruals 1 -21 -4 -4 
 

Cash Operating Costs -740 -748 -637 -688 
 

Cash After Operations -7 93 -43 49 
 

Miscellaneous Cash Income -130 38 -10 -29 
Income Taxes Paid -55 -29 32 46 
 

Net Cash After Operations -192 102 -21 66 
 

Interest Expense -21 -25 -20 -25 
 

Financing Costs -21 -25 -20 -25 
 

Cash After Financing Costs -213 77 -41 41 
 

Current Portion Long term Debt -2 -2 0 0 
 

Cash After Debt Amortization -215 75 -41 41 
 

Capital Expenditures - Tangible 8 -42 -9 0 
 

Financing Surplus/(Requirements) -207 33 -50 41 
 

Change in Short Term Debt 210 -30 58 -38 
Change in Long Term Debt  -1 0 0 
 

Total External Financing 210 -31 58 -38 
 

Cash After Financing 3 2 8 3 
Actual Change in Cash 3 2 8 3 
 

Net Income + Depreciation 100 72 -38 -77 
 

Misc Cash Income Detail: 
Other Current Assets -16 -15 -32 -46 
Other Current Liabilities -13 90 0 0 
Total Interest Income 2 4 1 2 
Other Income 23 49 21 15 
 

Total -130 38 -10 -29 
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MODERN OFFICE SUPPLY 
Core Cash Flow 

20X3 
 

 

  000s 
 
Net Income <92> 
 
+  Depreciation  15 
 
-  Replacement Cap X* <17> 
 
+  Portion Funded New LTD** 0 
  
-  Scheduled Debt Service 0 
 
-  Distributions in Lieu of Taxes 0 
 
Core Cash Flow <94> 
 
 
 
*    Three Year Average Additions to Fixed Assets 
**  Three Year Average Change in LTD 
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MODERN OFFICE CONCEPTS, INC. 
SUGGESTED SOLUTION 

 
 
OVERVIEW 
 

The purpose of this case study is to provide a framework for discussing the identification and 
resolution of problem loans. The initial discussion should focus on problem loan identification then 
turn to the first steps the lender should take and the first meeting with the borrower. Focus on the 
alternatives available to the bank emphasizing the strengths and weaknesses of each alternative. 
Conclude the discussion by selecting the appropriate alternative and defining the final steps, i.e., 
loan agreement, securing collateral, etc. 
 

EXTERNAL ENVIRONMENT 
 

Modern Office is a wholesale distributor of office furniture and equipment (70%) and a retailer of 
office equipment and supplies (30%). The company’s growth has stagnated primarily because of 
increasing competition from a price competitor. In an effort to boost sales, the company has 
increased its retail selling space and has bid more aggressively for large government and 
commercial contracts. 
 

The company is owned by a personal holding company controlled by Anthony James. Day to day 
management is provided by Mr. James son-in-law. Given the holding company structure, closely 
held ownership and the family management; it will be very easy to “manage” earnings and move 
assets among related companies. 
 

MENTAL PICTURE 
 

Income Statement 
 

Given the competitive environment, the company should have flat to declining sales and a narrow 
and shrinking gross margin. Operating expenses will be high reflecting the ownership of the 
company. The company will probably be unprofitable. 
 

Balance Sheet 
 

Modern Office Concepts will have an investment in receivables and inventory with the largest 
concentration of assets in inventory. The investment in fixed assets will be small since the company 
leases its facilities and has sold delivery vehicles. 
 

The company should have good support from the trade. There is little seasonality in the business 
and the company is not growing so there should be little need for short-term or revolving financing.  
Working capital requirements should be met with long-term debt and equity. Net worth is probably 
shrinking due to operating losses. 
 

Key Variables 
 

— Sales 
 

— Gross Margin 
 

— SG&A 
 

— Inventory 
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FINANCIAL ANALYSIS 
 

The financial statement is a compilation prepared by the owner of the holding company and 
guarantor of the debt. He has acted in his capacity as a CPA. A lender must question his objectivity. 
 

“30 Second” Analysis 
 

 Sales - Growing      Positive to Neutral 
 Gross Margin - Shrinking     Negative 
 Operating Expenses - Declining %   Positive  
 Tangible Net Worth % - Decreasing   Negative 
 Reliance on Short-term Debt - Increasing  Negative 

 

The “30 Second” analysis suggests a company with financial problems. There is some evidence of 
efforts to grow sales and cut operating expenses but the number of negatives suggests the bank 
must encourage management to restore profitability and the bank must take steps to improve its 
collateral position. 
 

Income Statement 
 

Sales rebounded from two consecutive years of decline. The increase was primarily in the sales of 
furniture and reflected more aggressive bidding for state contracts. The gross margin declined 
reflecting the more aggressive pricing required to win state contracts. Operating expenses in 
absolute dollars increased, but declined as a percentage of sales. The company experienced its 
second consecutive operating loss. 
 

Balance Sheet 
 

To raise cash, the company has liquidated accounts receivable and fixed assets, primarily by failing 
to replace depreciation. Cash raised was used to fund operating losses, reduce payables and reduce 
short-term bank debt. 
 

Inventory has remained constant while trade payables have declined suggesting the trade is 
concerned or the inventory is not selling. It is interesting to note that inventory did not change from 
year to year. A lender must question whether the inventory was counted especially since the 
borrower/guarantor prepared the statement. Discuss the implications for the size of the operating 
loss and the bank’s collateral position. 
 

The company has a large receivable from an affiliated company. The receivable increased $46,000 
this past year as the operating loss in Modern Office was used to offset profits in affiliated 
companies. The parent files a consolidated tax return. The receivable represents 35% of the 
company’s net worth. 
 

The company has a large amount of short term debt despite the fact there is limited seasonality in 
the business suggesting this is really revolving debt. 
 

Liquidity and working capital have declined reflecting the liquidation of assets to fund operating 
losses. Financial leverage has increased as net worth has been reduced by operating losses. 
 

RMA Comparison 
 

Modern Office compares unfavorably with RMA industry averages in several key areas. The gross 
margin is much smaller, operating expenses are lower but not enough to offset the smaller gross 
margin therefore the company is unprofitable. The company’s inventory turn is much slower than the 
industry while payables turn is much faster. The company has a much smaller fixed asset base 
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reflecting the fact the company leases its facilities or will require a significant investment in new fixed 
assets especially since it has been liquidating fixed assets. The comparison reinforces the points 
made earlier. Modern Office relies much more heavily on short-term debt than comparable 
companies. 
 

Loan Screening Worksheet 
 

The Loan Screening Worksheet highlights the lack of profitability and the bank’s weak collateral 
position. 
 

Cash Flow 
 

The UCA cash flow for 20X3 demonstrates a positive cash after operations despite the company’s 
large operating loss. The company was able to generate positive cash after operations by liquidating 
current assets which is typical for a company in severe financial distress. 
 

The core cash flow reinforces the lack of recurring cash flow. 
 

Personal Financial Statement 
 

There is a math error on the personal financial statement. Total assets are understated by $1MM. 
 

The guarantor adds no real strength to the credit. His assets consist primarily of a retirement account, 
stocks in closely held companies and real estate. His net worth is illiquid and non-marketable. In the 
absence of financial information on the holding company, adjustments to his net worth to remove the 
retirement account, the stock in closely held companies, his personal residence and personal assets 
would leave him virtually insolvent. 
 

Key Variables 
 

— Sales 
 

— Gross Margin 
 

— Sales, General and Administrative Expense 
 

— Inventory 
 

— Debt Structure 
 

MANAGEMENT 
 

Day to day management appears to be weak. It is difficult to determine how active Anthony James 
is in the management of the company. Someone will have to step forward and take aggressive action 
to reverse the decline of the company. A key question facing the bank - Is current management 
capable of turning the company around? 
 

FIRST STEPS 
 

Review with the students the first steps contained in the lecture material. Obviously, it will be difficult 
to undertake many of the steps in the classroom. Discussion should focus on whether the borrower 
recognizes he has a problem and how the bank will get the borrower’s attention. If the same loan 
officer is handling the credit, consideration must be given to bringing in a new lender. The  bank must 
look for  preferential payments, especially to affiliated companies.  The bank must  
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also ask for a complete listing of inventory and a listing of aged receivables and payables.  The bank 
should visually inspect the inventory to confirm its existence and condition. The bank should review 
its documentation. Particular attention must be paid to the current position of the trade, especially 
the existence of perfected purchase money security interests. A key issue is the quality and 
objectivity of the financial statements. The bank will have to obtain financial statements prepared by 
an independent third party. 
 

First Meeting 
 

Emphasize the things that must be accomplished in the first meeting with the borrower. First, the 
borrower must acknowledge that he has a problem. Next, he must articulate the causes and more 
importantly define what steps he intends to take to “stop the bleeding” and restore the company to 
profitability. The bank must insist on receiving a short-term plan to establish cash break-even and a 
longer term plan to repay the bank. The plans must be supported with the underlying assumptions. 
In addition, the bank should insist on a weekly cash budget until cash break-even is established and 
quarterly thereafter. 
 

EVALUATION OF ALTERNATIVES 
 

The bank must act quickly. The company’s financial condition is deteriorating rapidly. Drastic steps 
will have to be taken to restore the company to profitability. Liquidation appears to be a viable option 
if the bank initiates liquidation immediately. The cooperation of the borrower will be critical to a 
successful liquidation. The holding company structure makes bankruptcy a very real threat. 
 

Rehabilitation 
 

The rehabilitation option must focus on restoring profitability. The company must improve its gross 
margin primarily by increasing its price. Aggressive bidding for state contracts has not been effective. 
The company must define a competitive strategy based on a core competence to allow it to 
deemphasize price.  Discuss alternatives with the students. 
 

A second facet of rehabilitation must focus on cutting operating expenses particularly executive 
salaries and inter-company payments. To provide incentive, the parent should be required to fund 
monthly operating losses with additional capital infusions. This will help preserve the bank’s collateral 
position by eliminating the need to liquidate assets to fund losses. This will also demonstrate the 
parent’s commitment to the survival of Modern Office. 
 

To quickly reduce bank debt, the parent should be required to liquidate the note to Modern 
($109,000) . Also, the company should be encouraged to liquidate inventory. Reducing inventory to 
the RMA average would free $78,000 (15 days x $5,192 - 1 days COGS). Proceeds from liquidation 
of inventory would be applied to reduce bank debt. This option assumes the inventory is salable for 
prices close to book value (cost).  
 

The remaining debt - $103,000 - would have to be repaid from future profits or a capital infusion.  To 
proceed with a longer term workout, the question of management capabilities must be resolved.  If 
management cannot present a reasonable plan to retire the debt then the bank must proceed with 
liquidation. 
 

Finally, the bank must improve its collateral position with a pledge of the office building or personal 
residence to secure James’ guaranty. The pledge will demonstrate James’ commitment to dedicate 
the time and management resources necessary to assure a successful turn around. 
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Liquidation 
 

The borrowing base certificate indicates the bank could be repaid from liquidation assuming the 
borrower cooperates and does not bankrupt the company. The borrowing base certificate must be 
questioned. The inventory certificate represents inventory at 9-30-X3 is $515M yet the balance sheet 
states it is $401M. A portion of the difference represents the LIFO reserve ($107M). The certificate 
also states bank debt is $320M yet the financial statement reflects only $290M. These discrepancies 
must be resolved. 
 

The liquidation option is heavily dependent on inventory. The bank is over advanced on inventory. 
Inventory consists primarily of high end office furniture, which is the hardest to sell, especially for 
anything close to value. Also, the inventory number is suspect. The bank must physically inspect, 
count and value the inventory before pursuing the liquidation option. 
 

The bank must confirm it has a perfected security interest in the State accounts receivable. 
Receivables are being directed to an account controlled by the bank which will enhance the bank’s 
position in liquidation. The bank must also press for liquidation of the inter-company receivable. The 
bank might consider compromising a portion of its claim on the inter-company receivable and its 
guaranty if the borrower is willing to facilitate an orderly liquidation of the company. 
 

CONCLUSION 
 

The best option is the one which generates the most cash-present valued, in the least time, with the 
least cost and the least risk. That option seems to be rehabilitation if profitability can be restored. 
This option is only viable if the inter-company receivable is liquidated, the parent funds operating 
losses, excess inventory is liquidated, and the borrower provides additional collateral.  All of these 
elements plus limits on executive compensation, inter-company transactions, outside borrowings 
and liquidation/pledge of assets must be incorporated in a loan agreement. The agreement should 
also contain performance criteria for working capital, leverage and profitability which are tied to the 
borrower’s projected performance. Events of default with quick triggers should be clearly spelled out. 
The bank must insist on good quality financial information prepared by an independent third party 
and must closely monitor borrower performance. 
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Modern Office Supply  
“30 Second” Analysis 

 
 Prior Current 
 Year Year   
 
Sales $ __________   ______ % $ __________  _____ % 

 Gross Margin $ __________   ______ % $ _________   _____ % 

 Operating Expenses $ __________   ______ % $ _________   _____ % 

 

Assets $ __________   ______ % $ __________   _____ % 

 Current Assets $ __________   ______ % $ __________   _____ % 

 Current Liabilities $ __________   ______ % $ __________   _____ % 

 Tangible Net Worth $ __________   ______ % $ __________   _____ % 

 

 

 Positive  Negative 

Sales Growing  Declining  

Gross Margin % Improving/Stable  Declining  

Operating Expense % Declining/Stable  Increasing 

Tangible Net Worth (TNW) % Increasing/Stable  Declining or   
 TNW %   < 25% 

Current Liabilities - % Decreasing/Stable  Increasing or 
 Working Capital   Negative 

Total Checks (maximum of five)    

 

One Negative - Are there two offsetting positives 

Two Negatives - Potential problem if corrective action is not underway 

Three Negatives - Actual problem 

Four Negatives - Potential default 

Five Negatives - Probable loss 
  

 2,129 100.0 2,426 100.0 
  

 533 25.0 531 21.8 
 

 667 31.2 691 28.4 
 
 
 

 900 100.0 737 100.0 
 

 826 91.8 670 90.9 
   

 470 52.2 398 54.0 
 

 363 40.3 225 30.5 
   526-63  334-109 
 

2 

x 

 
x 

x 

3 

√ 

√ 
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Modern Office Supply 
Loan Screening  

 
 

CHARACTER Personal Credit History 
 Does the borrower have a FICO score > 660? Yes _____ No _____ 

or 
 Do you believe the borrower has a good credit history? Yes _____  No _____ 
    
CAPACITY Profitability 
Profitable 2 of Last 3 Years:  Yes _____  No _____ 
Profitable Most Recent Year:  Yes _____  No _____ 

 

  CAPACITY                                       Debt Service Coverage Ratio 
Earnings Before Interest, Depreciation and Amortization (EBIDA) – Distributions in Lieu of Taxes*  
Current Portion Long-term Debt** + Interest + Assumed Amortization of Line of Credit*** and Any New Debt   
                                                                                   
         Divided By              Greater than 1.25X           
 Yes _____  No _____ 
*S Corp and LLCs – 27% of net income 
**Use last years CMLTD unless you are doing a projection then use this years CMLTD 
***Assume 4-year amortization of revolving portion of line of credit 
  

CAPITAL Leverage (Debt to Equity Ratio) 
Total Liabilities                                                                   
  Divided By                 Divided By                                    Less than 3:1 
Total Tangible Net Worth (Equity) Yes _____  No _____ 
 
CONDITIONS Liquidity Ratio or Current Ratio 
Current Assets                                            
  Divided By             Divided By                                     Greater than 1.3 
Current Liabilities Yes _____  No _____ 

 
COLLATERAL Margined Collateral Coverage Ratio 
Total Bank Exposure Including New Request   __________________                                                   
AR< 90 Days  ________________  X .70  =  ________________  
INV  ________________  X .40  =  ________________  (Eligible) Collateral Value 
MACH/EQ  ________________  X .80 =  ________________  (Eligible)    
MACH/EQ  ________________  X .50 =  ________________  (New) Greater than 1:1 
RE  ________________  X .70  =  ________________  (Used) Yes _____  No _____ 
RE  ________________  X .50  =  ________________  (Improved) 
• Differs from borrowing base    Total =                 260_____  (Unimproved) 

 
COLLATERAL Guarantors 
Does the guarantor(s) add strength to the loan? Yes _____  No _____  
Does the borrower/guarantor have a conservative lifestyle? Yes _____  No _____  

 

Based on your assessment: 
 

Do you recommend this loan request as one the bank should pursue? 
 
 What risk(s)/weaknesses do you see with this request that need to be mitigated? 
  

670 
1.68 

=
 

     <92> + 25 + 15 
Neg. 

=
 

=
 

403 1.79 

       25 + 0 + 72.5 (290/4)  X 
 

.90 

 

 X 
 

X 
 

√ 

√ 

 334 - 109 

398 

                    290 

 143* 
 

 401* 
  100 
    160 
 

X 
 

√ 

X 
 

√ 
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THURSDAY GROUP DISCUSSION 
SELECT DISTRIBUTORS 

  
 
The purpose of today’s discussion is to identify the causes of problem loans and evaluate 
alternatives available to the bank to avoid a loss. The discussion will expand on Monday’s 
group discussion and will focus on the financial statements. 
 

Preparation and discussion should address the following. 
 
 

 Conduct a “30 Second” analysis using the form provided and the comparative/ 
common-size analytical tools 

 
 Review the cash flow and note the sources and uses of cash. What do you think 

the borrower intends to do with the proceeds from the proposed loan? 
 

 Identify which key variables represent areas of concern? 
 

 Specifically identify the factors contributing to the borrower’s inability to liquidate debt 
 

 Complete the Loan Screening Worksheet to gain additional insight into issues that 
will have to be addressed in the loan decision and structure of the credit 

 
 Evaluate the bank’s collateral position 

 
 Discuss management focusing on management’s ability to generate sufficient cash 

flow from operations to amortize the line of credit 
 Formulate an action plan for the bank 
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SELECT DISTRIBUTORS COMPANY 
 
 

Select wholesales about 150 brands of wine and spirits.  The company operates in a mature market 
and is growing slowly. The company is owned and managed by Al Schott who purchased the 
company in 2003.  Select is organized as a C corporation. 
 

Capital Bank offers a $1,100,000 line of credit secured by accounts receivable, inventory and 
equipment.  The line is guaranteed by Al Schott.  The bank also has a $1,500,000 amortizing real 
estate loan to a related company secured by the building occupied by Select.   
 

The company is requesting renewal of its line of credit and a $150,000 three-year term loan to 
reimburse the company for equipment purchases made during fiscal year 20X3.   
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MENTAL PICTURE 
Use the following questions to develop your mental picture. 
 

 
  

The Company and What is this company’s business? 
Request 
  What kind and amount of loan is the company  
  requesting? 
 

  Is the request for a temporary or permanent  
  investment in current assets (if applicable)? 
 
Accounts Would you expect accounts receivable to turn: 
Receivable (A/R)  Fast (< 30 days) 
   Moderate (30-60 days) 
   Slow (> 60 days) 
 
Inventory Would you expect the company to carry a large  
  amount or small amount of inventory? 
 

  What will inventory consist of e.g. raw materials, 
  work in process, finished goods? 
 

  Is inventory differentiated or a commodity? 
 

  Would you expect inventory to turn: Fast 
  (< 30 days), Moderate (30-60 days),  
  Slow (> 60 days)? 
 
Fixed Assets Do you think this company’s investment in 
  fixed assets is Large/Moderate/Small? 
 

  Do you think the depreciable life of these 
  fixed assets is: Long/Short? 
 

  Will the replacement of fixed assets be: 
  Regular/Periodic? 
 

Accounts Payable Do you think accounts payable are: 
(A/P)  Small/Moderate/Large? 
 

Line of Credit Do you think the company will have a need for a  
  line of credit for seasonal or liquidity purposes? 
 

Revolving Debt Do you think the company will have a need for 
 revolving debt to support growth? 
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Mental Picture continued 
 
 

 
  

Long-term Debt Do you think the company has a need for long- 
  term debt? 
 
Owner’s Equity What amount of initial owner’s equity would this  
  company require: Small/Moderate/Large? 
 

  Would you expect retained earnings to be: 
  Small/Moderate/Large? 
 

  Would you expect financial leverage to be: 
   Low (< 1.5) 
   Moderate (1.5-3.0) 
   High (> 3.0)? 
 
Sales  Do you think sales are growing? 

 
Seasonality Would you expect seasonality in this business? 

 
Impact of the How would you expect this business to be 
Economy impacted by the economy? Does it track or lag 
  the general economy? 

 
Life Cycle What stage in its life cycle do you think this 
  company is in? Industry? 
 
Gross Margin What kind of gross margin would you expect  
  this company to have: Low/Moderate/High? 

 
  Would you expect the gross margin to be 
  improving/stable/shrinking? 
 
Overhead What kind of overhead do you think this 
  company has: Low/Moderate/High? 

 
Lifestyle What kind of lifestyle do you think the owner 
  has: Extravagant/Conservative? 
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Mental Picture continued 
 

 
  

Key Variables What three key variables should this business 
  owner be paying most attention to? 
 
 
 
 
Financial  What kinds of financial information would you 
Statements expect to receive from this business? 
 
 
 
 
 
 
Summarize your mental picture of this company. What risks/opportunities do you see? What do you think 
might be the company’s financing needs? Does this request make sense and does this look like an 
opportunity you want to pursue? 
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“30 Second” Analysis 
 
 

 Prior Current 
 Year Year   
 
Sales $ __________   ______ % $ __________  _____ % 

 Gross Margin $ __________   ______ % $ _________   _____ % 

 Operating Expenses $ __________   ______ % $ _________   _____ % 

 

Assets $ __________   ______ % $ _________   _____ % 

 Current Assets $ __________   ______ % $ _________   _____ % 

 Current Liabilities $ __________   ______ % $ _________   _____ % 

 Tangible Net Worth $ __________   ______ % $ _________   _____ % 

 

 

 Positive  Negative 

Sales Growing  Declining  

Gross Margin % Improving/Stable  Declining  

Operating Expense % Declining/Stable  Increasing 

Tangible Net Worth (TNW) % Increasing/Stable  Declining or   
 TNW %   < 25% 

Current Liabilities - % Decreasing/Stable  Increasing or 
 Working Capital   Negative 

Total Checks  (maximum of five)    

 

One Negative - Are there two offsetting positives 

Two Negatives - Potential problem if corrective action is not underway 

Three Negatives - Actual problem 

Four Negatives - Potential default 

Five Negatives - Probable loss 
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Loan Screening Worksheet 
 

 
 

CHARACTER Personal Credit History 
 Does the borrower have a FICO score > 660? Yes _____ No _____ 

or 
 Do you believe the borrower has a good credit history? Yes _____  No _____ 
    
CAPACITY Profitability 
Profitable 2 of Last 3 Years: Yes _____  No _____       
Profitable Most Recent Year: Yes _____  No _____ 

 

CAPACITY                              Debt Service Coverage Ratio 
Earnings Before Interest, Depreciation and Amortization (EBIDA) – Distributions in Lieu of Taxes*  
Current Portion Long-term Debt** + Interest + Assumed Amortization of Line of Credit*** and Any New Debt   
                                                                                   
         Divided By              Greater than 1.25X           
 Yes _____  No _____ 
*S Corp and LLCs – 27% of net income 
**Use last years CMLTD unless you are doing a projection then use this years CMLTD 
***Assume 4 year amortization of revolving portion of line of credit 
  

CAPITAL Leverage (Debt to Equity Ratio) 
Total Liabilities                                                                   
  Divided By                 Divided By                                                Less than 3:1 
Total Tangible Net Worth (Equity) Yes _____ No _____ 
 
CONDITIONS Liquidity Ratio or Current Ratio 
Current Assets                                            
  Divided By             Divided By                                                  Greater than 1.3 
Current Liabilities Yes _____ No _____ 

 
COLLATERAL Margined Collateral Coverage Ratio 
Total Bank Exposure Including New Request   ___________________                                                   
AR< 90 Days  ________________  X .70  =  ________________  (Eligible) 
INV  ________________  X .40  =  ________________  (Eligible) Collateral Value 
MACH/EQ  ________________  X .80 =  ________________  (New) Greater than 1:1  
MACH/EQ  ________________  X .50 =  ________________  (Used) Yes _____ No _____ 
RE  ________________  X .70  =  ________________  (Improved)  
RE  ________________  X .50  =  ________________  (Unimproved) 
    Total =  ________________   

 
COLLATERAL Guarantors 
Does the guarantor(s) add strength to the loan? Yes _____ No _____  
Does the borrower/guarantor have a conservative lifestyle? Yes _____ No _____ 

 

Based on your assessment: 
 

Do you recommend this loan request as one the bank should pursue? 
 
 What risk(s)/weaknesses do you see with this request that need to be mitigated?   

 
  

=
 

=
 

=
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SELECT DISTRIBUTORS COMPANY 
Industry Comparison 

NAICS Code 424820 
 

                   RMA 
  Borrower   20X3 

    3-31-X3  Sales 10-25MM 
  %  % 
ASSETS 
 
Cash 5.5  9.4 
Receivables 27.0  24.8 
Inventory 50.6  40.8 
Other Current 1.4  2.2 
 

Total Current 84.5  77.3 
 
Fixed Assets 6.3  10.7 
Intangibles 3.8  5.0 
Other Non-Current 5.4  7.0 
 

Total Assets 100.0  100.0 
 
LIABILITIES  
 
Notes Payable 40.1  13.2 
CMLTD 2.2  1.3 
Trade Payables 21.7  26.3 
Income Taxes Payable   .2 
All Other Current 7.2  10.9 
 

Total Current 71.2  51.9 
 
Long-Term Debt 4.4  4.2 
Deferred Taxes 0.0  .1 
All Other Non-Current 3.9  2.0 
 

Net Worth 20.5  41.7 
 

Total Liab. & Net Worth 100.0  100.0 
 
INCOME STATEMENT 
 
Net Sales 100.0  100.0 
Gross Profit 21.3  26.5 
Operating Expenses 19.4  22.8 
Operating Profit 1.9  3.7 
All Other Expenses (net) .9  .1 
Profit Before Taxes 1.0  3.5 
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SELECT DISTRIBUTORS COMPANY 
Ratio Analysis 

 
 
        20X3 
        RMA  
             Sales  
    20X0 20X1 20X2 20X3 10-25MM 
 
Liquidity  
 Quick  .27 .39 .45 .48 .6 
 Current  1.24 1.09 1.08 1.19 1.4 
 
Utilization - Days 
 Receivables  15.4 21.5 24.2 24.8 21 
 Inventory  74.0 64.6 59.2 58.9 55 
 Payables  41.1 39.2 32.1 25.2 28 
 
Leverage 
 Debt/Tangible Net Worth  7.0 9.9 8.8 5.2 1.7 
 
Profitability - Pre-tax 
 ROS   N/A .99 1.01 3.5 
 ROA   N/A 3.60 4.01 6.4 
 ROE   N/A 20.76 19.57 28.4 
 
Expense 
 % Dep./Amort.   .65 .70 1.10 .4 
 % Officers   3.64 1.99 2.44 3.7 
 
Coverage 
 EBIT/Interest   1.01 1.88 1.71 7.1 
 
 EBIDA/Int + Last Years 
  CMLTD + Assumed 
  4 Year Amortization 
  of LOC   .37 .53 .62 N/A 
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SELECT DISTRIBUTORS COMPANY 
Cash Flow – UCA Method 

 
  20X1 20X2 20X3 
 
Sales – Net $9,647 $10,518 $10,929 
(Inc) Dec in Receivables (162) (127) (46) 
   Cash From Sales 9,485 10,391 10,883 
 
Cost of Goods Sold* (7,649) (8,450) (8,604) 
(Inc) Dec in Inventories 196 (16) (18) 
Inc (Dec) in Payables (41) (78) (148) 
   Cash Production Costs (7,494) (8,544) (8,770) 
   Cash From Trading Activities 1,991 1,847 2,113 
 
S,G&A Expense* (1,879) (1,854) (1,997) 
(Inc) Dec in Other Current Assets (29) (7) 1 
Inc (Dec) in Accruals 18 32 21 
   Cash Operating Costs (1,890) (1,815) (1,975) 
   Cash After Operations 101 32 138 
 
Misc. Cash Income** 48 82 56 
Income Taxes Paid*** 0 (24) (26) 
  Net Cash After Operations 149 90 168 
 
Interest Expense (103) (118) (154) 
Dividends Paid/Owner Withdrawals 0 0 (23) 
   Financing Costs (103) (118) (177) 
   Cash After Financing Costs 46 (28) (9) 
 
Current Portion Long-Term Debt**** (136) (124) (153) 
   Cash After Debt Amort. (90) (152) (162) 
 
Capital Expenditures***** (49) (47) (110) 
Long-Term Investments (28) (38) 26 
Due From Officers (54) (48) 77 
   Financial Surplus (Reqmts.) (221) (285) (169) 
 
Inc (Dec) Short-Term Debt 368 257 0 
Inc (Dec) Long-Term Debt****** 0 100 0 
Inc (Dec) Equity******* (19) 11 0 
Inc (Dec) Other Debt  31 (31) 
Inc (Dec) Shareholder Debt   106 
   Total External Financing 349 399 75 
 
Cash After Financing 128 114 (94) 
Actual Change in Cash 128 114 (94) 

 
( ) – Indicates decline in cash * Net of depreciation 
Inc – Increase ** Other income-other expense ± change other current assets/liabilities 
Dec – Decrease *** Tax provision ± change in deferred tax asset, accrued income taxes  
  Payable and deferred taxes payable 
 **** Previous year’s current maturities long-term debt 
 ***** Change in net fixed assets plus depreciation 
 ****** Change in long-term debt plus this year’s current maturities 
 ******* Common, preferred, treasury stock only 
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SELECT DISTRIBUTORS 
Cash Flow – Indirect Method 

 
  20X1 20X2 20X3 
 
Net Income $    1 $   80 $   84 
+ Depreciation/Amortization 63 74 120 
+ Noncash Charges (Deferred Taxes) 
 
Inc (Dec) Accounts Receivable (162) (127) (46) 
(Inc) Dec Tax Receivable 
(Inc) Dec Inventory 196 (16) (18) 
(Inc) Dec Other Current Assets (29) 7 1 
Inc (Dec) Accounts Payable  (41) (78) (148) 
Inc (Dec) Accruals 
Inc (Dec) Income Tax Accruals 
Inc (Dec) Misc. Current Liabilities 18 32 21 
(Dec) Scheduled Debt Service* (136) (124) (153) 
 
Net Operating Flows (90) (152) (139) 
 
(Inc) Dec Misc. Noncurrent Assets (28) (38) 26 
(Inc) Dec Fixed Assets** (49) (47) (110) 
(Inc) Dec Due From Officers (54) (48) 77 
 
Total Investing Flows (131) (133) (7) 
 
(Dec) Dividends Paid   (23) 
Inc (Dec) Capital Accounts*** (19) 11  
Inc (Dec) Notes Payable Bank 368 257 0 
Inc (Dec) Other Debt  31 (31) 
Inc (Dec) Revolving Debt 
Inc (Dec) Long-Term Debt 0 100 0 
Inc (Dec) Loan from Stockholder   106 
 
Total Financing Flows 349 399 52 
 
Change in Cash & Marketable Securities 128 114 (94) 
 
Actual Change in Cash 128 114 (94) 
 
Annual Sales (Memo Item) $ 9,647 $10,518 $10,929 
 
( ) Indicates decline in cash 
* Previous year’s current maturities long-term debt 
** Change in net fixed assets 
*** Common, preferred, treasury stock only 
**** Change in long-term debt plus this year’s current maturities 
Inc Increase 
Dec Decrease 
 
 
 



Commercial Lending 

  
 (c) 1982-2019 John Barrickman and New Horizons Financial Group, LLC 
A-124 All rights reserved. Subject to annual license expiring January 31, 2020 

SELECT DISTRIBUTORS 
Core Cash Flow 

20X3 
 

 

  000s 
 
Net Profit 84 
 
+  Depreciation  120 
 
-  Replacement Cap X* <69> 
 
+  Portion Funded New LTD** 33 
  
-  Scheduled Debt Service <153> 
 
-  Distributions in Lieu of Taxes 0 
 
Core Cash Flow 15 
 
 
 
*    Three Year Average Additions to Fixed Assets 
**  Three Year Average Change in LTD 
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SELECT DISTRIBUTORS 
Suggested Solution 

 
 

This case study will be used to apply the concepts developed in the Problem Loans Module.   
 
MENTAL PICTURE  
 
Balance Sheet  
 

Work with the students to develop a consensus mental picture of Select Distributors financial 
statement using the template provided.  The company wholesales wine and spirits suggesting assets 
will consist primarily of accounts receivable* and inventory. The company will probably have a large 
investment in receivables and inventory.  The turnover should be relatively fast. The owner owns the 
building personally and leases it to the company so fixed assets will consist primarily of vehicles, 
forklifts, shelving and warehousing equipment.  The depreciable life of the assets is short, suggesting 
replacement will be regular.   
 

Accounts payable should finance a significant portion of the inventory although power to dictate 
terms rests with the suppliers due to exclusive distribution arrangements in most states.  The 
company will have a need for a line of credit for seasonal purposes but should be able to “clean up” 
the line.  The company should not have a need for revolving debt since it is growing slowly.  The 
company may also have a need for term debt to support purchases of fixed assets.   
 

The owner probably had to make a significant capital contribution to enter this business.  Typically, 
entry is through purchase of an existing business and requires a premium over the net book value 
of the assets financed.  This will create goodwill further suggesting the need for a significant capital 
infusion.  Financial leverage should be low, but debt to tangible net worth will be higher.   
 
Income Statement  
 

The company is located in a mature market suggesting sales will not be growing rapidly.  There will 
be some seasonality in sales and the company will be impacted by the economy.  Since the ultimate 
user of the company’s products are consumers, sales should track the general economy and may 
even be positively impacted by a downturn in the general economy.  The company adds little value, 
so the gross margin will be small but should be stable because wholesalers’ gross margin in most 
states is regulated.  The company is organized as a C corporation so the owner will be motivated to 
take cash out pre-tax raising a question about officer’s salaries and rent paid to the owner.  The 
owner will manage the bottom line making the owner’s personal lifestyle an issue.  The net margin 
will be small.   
 
* This company is located in a state where wholesalers can carry receivables.  Some states require 
cash upon delivery. Purchasers are required to pay in 20 days.    
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Key Variables  
 

Key variables will be the level of sales, gross margin, operating expenses, accounts receivable, 
inventory and accounts payable.  To properly monitor the key variables, the owner should prepare 
monthly financial statements, listings of aged receivables and payables and should have in place a 
good inventory management system.   
 
Request  
 

The owner is seeking a renewal of its line of credit and a $150,000 three-year term loan to reimburse 
the company for equipment purchases.  The immediate question should be - why was the company 
unable to fund the purchase internally?  If the mental picture is correct, the company should be 
profitable and will have little use for cash to support growth leaving sufficient cash to internally fund 
fixed asset purchases unless the cash was diverted to other uses.   
 
COMPARATIVE/COMMON SIZE ANALYSIS 
 
“30 Second” Analysis 
 

 Sales - Growing       Positive 
 Gross Margin - Improving      Positive 
 Operating Expenses - Increasing    Negative 
 Tangible Net Worth <25% - Leverage is high    Negative 
 Reliance on Short-term Debt - Line Fully Funded  Positive 

 
The “30 Second” analysis suggests a company with potential problems. The bank must insist that 
management develop a plan to address operating expenses and reduce financial leverage. 
 
Income Statement  
 

The first issue is the quality of the financial statements.  The owner is managing this business from 
a tax return.  The most recent return was self-prepared.  This raises an immediate question about 
management.   
 

As expected, sales are not growing rapidly.  A concern is the level of returns and allowances (25% 
of net sales).  This suggests poor controls over the sales force and/or problems in managing 
inventory.  The gross margin is small as expected but erratic suggesting pricing problems especially 
since margins are regulated.   
 

The owner appears to be managing his salary to manage the bottom line.  Questions should be 
raised about the number of family members on the payroll and the underlying debt service on the 
building owned personally and leased to the company. The amount of rent paid by the company in 
20X3 does not appear to be enough to pay debt service on a $1.5M loan on the building. Depreciation 
expense increased dramatically from historical levels although the number is suspect since this is a 
self-prepared tax return.  The company may have utilized the Section 179 election to expense the 
purchase of fixed assets. The company has significant interest expense suggesting a lot of debt.  As 
expected, the net margin is small.  Point out there are several items on the income statement which 
do not fit the student’s mental picture, many of which suggest management problems.  
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Balance Sheet  
 

As expected, the company has a significant investment in accounts receivable and inventory.  The 
fixed asset base is small and declining, suggesting the assets may be old.  The fixed asset base 
stabilized this year with additions exactly equal to depreciation again raising questions about the 
depreciation expense.  It also raises questions about the purpose of the loan since the request is for 
$150,000 yet the addition is only $110,000 accepting the depreciation expense is accurate.   
 

It appears the owner has used loans from the company to supplement his salary especially in 20X2 
when he took a cut in salary to maintain the company’s net earnings despite a decline in the gross 
margin.  This raises a question about the owner’s lifestyle.   
 

As expected, the company gets good support from the trade although trade payables have declined 
each of the last three years suggesting some pressure from vendors.  The company has fully drawn 
its line of credit at the fiscal date each of the last two years.  The fiscal date should correspond with 
the low point in this company’s operating cycle suggesting proceeds from the line have been used 
for purposes other than seasonal needs.  The company has long-term debt which is larger than the 
net book value of fixed assets, suggesting the debt was used for purposes other than purchase of 
fixed assets.  The owner loaned the company $106,000 in the most recent fiscal year.  There is no 
indication the debt is subordinated.   
 

The owner made a large initial capital contribution as expected, but financial leverage is high 
especially when goodwill is subtracted from net worth.   
 

There are some significant differences on the balance sheet when compared to the mental picture 
especially due to/from officers and the outstanding balance on the line of credit.   
 
RMA Comparison  
 

The company’s investment in inventory and receivables is higher than the industry but its investment 
in fixed assets is lower, reflecting the fact the company leases its facility.  The company has 
significantly more short-term debt than a typical company in the industry suggesting the line of credit 
should be termed out.  Net worth is lower than the industry resulting in higher financial leverage than 
a typical company in the industry.   
 

The company’s gross margin is lower than the industry again suggesting pricing and management 
issues.  While operating expenses are also lower than the industry, the net margin is significantly 
lower.   
 
Ratio Analysis 
 

The current ratio compares unfavorably with the industry reflecting the company’s heavy reliance on 
short-term debt.  This also suggests a portion of the line should be termed out.   
 

Receivables and inventory turn compare unfavorably with the industry suggesting a management 
problem and potential problem receivables.  The company appears to have been pressured by its 
suppliers to bring trade payables in line with the industry.   
 

As noted previously, financial leverage is higher and profitability is lower than a typical company in 
the industry.  Depreciation expense especially in the most recent year is significantly higher than 
industry averages and raises additional doubts about the accuracy of the number especially since 
the company does not own its facility.  Interest coverage is also significantly weaker than the industry.   
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Overall, the company’s ratios compare unfavorably with the industry and raise significant questions 
about the competence of management.   
 
Loan Screening Worksheet 
 

The Loan Screening Worksheet displays graphically the weaknesses in the credit. The large number 
of issues strongly suggests these issues have existed for some time raising a question about the 
lender’s monitoring of the credit. 
 
Cash Flow  
 

The cash flow statement indicates the company has been unable to generate sufficient cash 
internally to fund interest the last two years and debt amortization the last three years.  Internally 
generated cash has been invested in receivables to finance slower turnover and has been used to 
pay down payables.  Again, the addition to fixed assets must be questioned because it is significantly 
larger than prior expenditures.   
 

To fund debt service and additions to fixed assets, the company has relied on its line of credit.  This 
past year the line was at its maximum requiring the owner to fund the cash shortfall by paying down 
the loan to officer and by loaning the company money.  The company also significantly reduced its 
cash balance.   
 

The cash flow statement suggests that the real purpose of the loan is to repay the owner for funds 
advanced.   
 

The core cash flow indicates nominal recurring cash flow to term out the line of credit. 
 
THE DECISION  
 

The company’s request should be denied but this is the easy answer.  The larger question how the 
bank is going to be repaid amounts outstanding on the line of credit.  The recurring cash flow 
assuming a more normal level of additions to fixed assets and no growth in sales would amortize the 
line over 11.0 years (Exhibit A Scenario 1 - $1,100M ÷ $100M = 11.0 years).  This is clearly 
unacceptable.   
 

At this point, the lender must ask: 
 

 Does the borrower recognize he has a problem? 
 

 Does the borrower understand what has caused the problem? 
 

 Can the borrower prepare a credible plan to solve the problem? 
 

 Does the bank have confidence in the borrower’s ability to implement the plan? 
 

Realistically, the borrower does not recognize the problem nor understand the causes.  The owner 
is an airline pilot and operates this company as a hobby - he collects fine wines.  The owner is an 
absentee manager.   
 
FIRST STEPS  
 

The bank must force the borrower to recognize the problem.  The bank must also question the 
competence of the lender for failing to recognize this problem earlier.  The bank must carefully review 
its loan file and collateral position.  In most states, the bank cannot foreclose on the inventory and 
sell it without a liquor license and quite often the license is not transferable even if the bank was 
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proactive and perfected a security interest in the license.  The bank must physically inspect its 
collateral and obtain a current listing of aged receivables.  The bank should also discuss the situation 
with a competent attorney.   
 

A key issue will be the role the suppliers will play in continuing to support the company or alternatively 
buy back the inventory if liquidation becomes necessary.  Of course, the suppliers will exercise their 
right of offset when repurchasing the inventory.   
 
ASSESSING ALTERNATIVES  
 
Rehabilitation  
 

To consider rehabilitation, the bank must have better quality financial information.  The bank must 
also receive a plan which not only addresses improving profitability but also the management issues.   
 

Improving the company’s net margin to the industry average (RMA Sales Comparison - 2.2% X .75 
(taxes) = 1.65%) and using a more normal depreciation amount would reduce the amortization period 
on the line to 7.4 years (Exhibit A - Scenario 2).  The improvement in after-tax profit could be 
accomplished by improving the gross margin to the industry average and reducing overhead 
particularly officer’s salaries and rent.   
 

The bank must now recognize that it has loaned the company more money than the cash flow will 
support - the bank is an investor.   
 

The company could also generate cash by reducing returns and allowances, doing a better job of 
collecting receivables and turning inventory.  Improving receivables and inventory turns to the 
industry average (RMA-Sales) would free $203,400 (Exhibit A - Scenario 3) in cash which could be 
used to reduce the debt and the amortization period to 6.1 years ($1,100M -$203M/$148M=6.1).   
 

In order to consider rehabilitation, the owner must hire new management, reduce or eliminate his 
salary, reduce the rent on the building to the debt service required on the mortgage on the building, 
execute a landlord’s waiver, and agree to subordinate his loan to the company. The bank’s collateral 
is located in leased premises owned by the borrower. There is no evidence the bank has an executed 
landlord’s waiver. 
 
Liquidation  
 

The bank will be in a very precarious position in liquidation.  Assuming the bank can take possession 
of the inventory and sell it, the bank will be at the mercy of the suppliers.  Accounts receivable will 
be difficult to collect because they will be small dollars and account debtors will have limited incentive 
to pay.  The fixed assets are probably pledged to secure the term debt.  Under the best of 
circumstances, the bank would realize about $762M in liquidation.   
  
             000’s 
  
Inventory $1,388M - $595M (payables) X .40 = 317 
Receivables  $742M X .6 445 
Fixed Assets   0 
   $762 
 
This assumes suppliers cooperate and makes no provisions for cost of collection.  
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 THE DECISION  
 

The best solution would appear to be rehabilitation if new management can be put in place.  There 
appears to be a viable core business and sufficient assets.  Leverage will still be high, but improves 
with the subordination of debt due officers.  The bank should require a personal statement on Mr. 
Schott and ideally his guaranty adds additional strength to the credit.  If he has personal liquidity, the 
bank could insist that he make an equity infusion.   
 

The owner should also consider selling the company. 
 
Lessons Learned  
 

Emphasize to the students the importance of monitoring.  The problems in this credit did not occur 
overnight.  Since the owner was an absentee manager, the bank should have insisted on better 
quality financial information and tighter monitoring.   
 

Point out the Loan Screening Worksheet would have indicated a serious problem in 20X1 due to 
lack of profitability, excessive leverage, limited liquidity and inadequate debt service coverage. 
 

Also, emphasize the importance of maintaining a reasonable relationship between revolving debt 
and core (recurring) cash flow.  The bank allowed the revolving debt to grow beyond an amount the 
core cash flow could amortize over a reasonable period of time.   
 

Also, point out the importance of understanding government regulations and the impact regulations 
might have on the bank’s collateral position.   
 

Finally, emphasize the importance of determining when enough is enough.  The bank allowed itself 
to become an investor and conceivably a philanthropist.   
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Select Distributors  
“30 Second” Analysis 

 
 

 Prior Current 
 Year Year   
 
Sales $ __________   ______ % $ __________  _____ % 

 Gross Margin $ __________   ______ % $ _________   _____ % 

 Operating Expenses $ __________   ______ % $ _________   _____ % 

 

Assets $ __________   ______ % $ __________   _____ % 

 Current Assets $ __________   ______ % $ __________   _____ % 

 Current Liabilities $ __________   ______ % $ __________   _____ % 

 Tangible Net Worth $ __________   ______ % $ __________   _____ % 

 

 

 Positive  Negative 

Sales Growing  Declining  

Gross Margin % Improving/Stable  Declining  

Operating Expense % Declining/Stable  Increasing 

Tangible Net Worth (TNW) % Increasing/Stable  Declining or   
 TNW %   < 25% 

Current Liabilities - % Decreasing/Stable  Increasing or 
 Working Capital   Negative 

Total Checks  (maximum of five)    

 

One Negative - Are there two offsetting positives 

Two Negatives - Potential problem if corrective action is not underway 

Three Negatives - Actual problem 

Four Negatives - Potential default 

Five Negatives - Probable loss 
  

 10,518 100.0 10,929 100.0 
  

 2,068 19.7 2,325 21.3 
 

 1,928 18.4 2,117 19.4 
 

 
 2,888 100.0 2,744 100.0 
 

 2,351 81.4 2,320 84.5 
   

 2,174 75.3 1,955 71.2 
 

 272 9.4 420 18.1 
501-114-115  562-104-38 

3 

x 

 x 

2 

√ 
√ 

√ 
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Select Distributors 
Loan Screening Worksheet  

 
 

CHARACTER Personal Credit History 
 Does the borrower have a FICO score > 660? Yes _____ No _____ 

or 
 Do you believe the borrower has a good credit history? Yes _____ No _____ 
    
CAPACITY Profitability 
Profitable 2 of Last 3 Years:  Yes _____ No _____       
Profitable Most Recent Year:  Yes _____ No _____ 

 

  CAPACITY                                       Debt Service Coverage Ratio 
Earnings Before Interest, Depreciation and Amortization (EBIDA) – Distributions in Lieu of Taxes*  
Current Portion Long-term Debt** + Interest + Assumed Amortization of Line of Credit*** and Any New Debt   
                                                                                   
         Divided By              Greater than 1.25X           
 Yes _____ No _____ 
*S Corp and LLCs – 34% of net income 
**Use last years CMLTD unless you are doing a projection then use this years CMLTD 
***Assume 4-year amortization of revolving portion of line of credit 
  

CAPITAL Leverage (Debt to Equity Ratio) 
Total Liabilities                                                                 
  Divided By               Divided By                                                 Less than 3:1 
Total Tangible Net Worth (Equity) Yes _____ No _____ 
 
CONDITIONS Liquidity Ratio or Current Ratio 
Current Assets                                            
  Divided By             Divided By                                     Greater than 1.3 
Current Liabilities Yes _____  No _____ 

 
COLLATERAL Margined Collateral Coverage Ratio 
Total Bank Exposure Including New Request   __________________                                                   
AR< 90 Days  ________________  X .70  =  ________________  
INV  ________________  X .40  =  ________________  (Eligible) Collateral Value 
MACH/EQ  ________________  X .80 =  ________________  (Eligible)    
MACH/EQ  ________________  X .50 =  ________________  (New) Greater than 1:1 
RE  ________________  X .70  =  ________________  (Used) Yes _____ No _____ 
RE  ________________  X .50  =  ________________  (Improved) 
    Total =  ________________  (Unimproved) 

 
COLLATERAL Guarantors 
Does the guarantor(s) add strength to the loan? Yes _____ No _____  
Does the borrower/guarantor have a conservative lifestyle? Yes _____ No _____  

 

Based on your assessment: 
 

Do you recommend this loan request as one the bank should pursue? 
 
 What risk(s)/weaknesses do you see with this request that need to be mitigated?   

 
 

=
 

2,182 5.2 (Excludes due from 
officer and goodwil l  from 
net worth) 

=
 

84 + 154 + 110 + 10 .62 

2,320 1.19 

  154 +153 + 275 (1,100/4) X 
 

=
 

√ 

562 - 104 - 38 

1,955 

     1,100 

.76 

      742 
 

1388 - 595 
  519 
    317 
 

X 
 

 
 

√ 
√ 

X 
 

X 
 

836 

? 
 

 

 √ 
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EXHIBIT A 
SELECT DISTRIBUTORS 

CORE CASH FLOW PROJECTION TOOL 
 

                                                       Scenario #1         Scenario #2  Scenario #3  
Projected Sales 10,929 10,929  10,929 
X Projected Net After Tax Profit % .8 1.65  1.65 
 
Projected Net Income 87 180  180 
+ Depreciation/Amortization 110 65  65 
- Replacement Capital Expenditures* (36) (36)  (36) 
- Scheduled Debt Services (CMLTD) (61) (61)  (61) 
- Distributions in Lieu of Taxes 0 0  0 
 
Core Cash Flow 100 148  148 
- Projected Working Capital Requirement* 0 0  203 
- Dividends/Other Payments to Owners 0 0  
(Financial Requirement) or Cash Available 100 148  351 
    To Reduce Debt  
 
Current Revolving Debt 1,100,000 1,100,000  1,100 – 203  
Amortization 11.0 yrs. 7.4 yrs.  6.1 yrs.  
* 3 year average (69 - 33) 
           % of  
Sales 20X3   $3689                     $               Sales** 
Accounts Receivable**  ______   _______  
Inventory**  ______   _______   
- Accounts Payable**  ______   _______  
Financing Gap  ______   _______  
Financing Gap % X Projected  
  Increase in Sales  ______   _______  
 
*Projected Working Capital  
  Requirement  ______   _______  
 
**Current Period 
 
Impact of Varying Assumptions About Turnover 
  Of Receivables, Inventory and Payables 
 
Current Turnover Accounts Receivable  ____________   _____________   24.8 
Desired Turnover Accounts Receivable  ____________   _____________   21.0 
Change  ____________   _____________   3.8 
X 1 Days Sales (Sales/365) $10,929 ÷ 365  ____________   _____________   29,942 
Cash Required or Released  ____________   _____________   113,800 
Current Turnover Inventory or Accounts Payable  ____________   _____________   58.9 
Desired Turnover Inventory of Accounts Payable  ____________   _____________   55.0 
Change  ____________   _____________   3.9 
X 1 Day Cost of Goods Sold $8604 ÷ 365  ____________   _____________   23,573 
Cash Required or Released  ___________   ____________   89,600 
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Everyday Chiropractic, Inc. 
 
Following her graduation from the Palmer School, Dr. Liz Stonebridge established her chiropractic 
clinic in 20X3.  While the practice struggled at first, she has since built a strong patient base and has 
continued to expand. 
 

Everyday Chiropractic operates in a strip mall and has expanded twice at that location.  Besides Liz, 
the clinic employs a receptionist, three assistants and a recent chiropractic school graduate who is 
working on a salaried basis.  The clinic also pays salaries to Liz’s husband (bookkeeping and 
marketing services) and to her oldest son (cleaning and odd jobs).  Her husband works for a local 
advertising agency and her son is in high school. 
 

Given a limited amount of funds when she began the practice, Liz leased most of the equipment she 
needed.  Liz has continued to lease equipment, furniture and fixtures as she expanded the clinic. 
 

Early on, she established a relationship with a bank that has a branch in the same strip mall as the 
clinic.  Currently she has an unsecured $115,000 line of credit with the bank.  The amount of the line 
has been increased about every other year. 
 

At the last annual renewal of the loan, the bank branch manager expressed concern over the losses 
being posted by the clinic. 
 
 
 
 
 
 
 
 
 
 
 
 
Case developed by Gary Maples. Reprinted with permission. 
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MENTAL PICTURE 
Use the following questions to develop your mental picture. 
 

 
  

The Company and What is this company’s business? 
Request 
  What kind and amount of loan is the company  
  requesting? 
 

  Is the request for a temporary or permanent  
  investment in current assets (if applicable)? 
 
Accounts Would you expect accounts receivable to turn: 
Receivable (A/R)  Fast (< 30 days) 
   Moderate (30-60 days) 
   Slow (> 60 days) 
 
Inventory Would you expect the company to carry a large  
  amount or small amount of inventory? 
 

  What will inventory consist of e.g. raw materials, 
  work in process, finished goods? 
 

  Is inventory differentiated or a commodity? 
 

  Would you expect inventory to turn: Fast 
  (< 30 days), Moderate (30-60 days),  
  Slow  (> 60 days)? 
 
Fixed Assets Do you think this company’s investment in 
  fixed assets is Large/Moderate/Small? 
 

  Do you think the depreciable life of these 
  fixed assets is: Long/Short? 
 

  Will the replacement of fixed assets be: 
  Regular/Periodic? 
 

Accounts Payable Do you think accounts payable are: 
(A/P)  Small/Moderate/Large? 
 

Line of Credit Do you think the company will have a need for a  
  line of credit for seasonal or liquidity purposes? 
 

Revolving Debt Do you think the company will have a need for 
 revolving debt to support growth? 
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Mental Picture continued 
 

 
  

Long-term Debt Do you think the company has a need for long- 
  term debt? 
 
Owner’s Equity What amount of initial owner’s equity would this  
  company require: Small/Moderate/Large? 
 

  Would you expect retained earnings to be: 
  Small/Moderate/Large? 
 

  Would you expect financial leverage to be: 
   Low (< 1.5) 
   Moderate (1.5-3.0) 
   High (> 3.0)? 
 
Sales  Do you think sales are growing? 

 
Seasonality Would you expect seasonality in this business? 

 
Impact of the How would you expect this business to be 
Economy impacted by the economy? Does it track or lag 
  the general economy? 

 
Life Cycle What stage in its life cycle do you think this 
  company is in? Industry? 
 
Gross Margin What kind of gross margin would you expect  
  this company to have: Low/Moderate/High? 

 
  Would you expect the gross margin to be 
  improving/stable/shrinking? 
 
Overhead What kind of overhead do you think this 
  company has: Low/Moderate/High? 

 
Lifestyle What kind of lifestyle do you think the owner 
  has: Extravagant/Conservative? 
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Mental Picture continued 
 

 
  

Key Variables What three key variables should this business 
  owner be paying most attention to? 
 
 
 
 
Financial  What kinds of financial information would you 
Statements expect to receive from this business? 
 
 
 
 
 
 
Summarize your mental picture of this company. What risks/opportunities do you see? What do you think 
might be the company’s financing needs? Does this request make sense and does this look like an 
opportunity you want to pursue? 
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“30 Second” Analysis 
 
 

 Prior Current 
 Year Year   
 
Sales $ __________   ______ % $ __________  _____ % 

 Gross Margin $ __________   ______ % $ _________   _____ % 

 Operating Expenses $ __________   ______ % $ _________   _____ % 

 

Assets $ __________   ______ % $ _________   _____ % 

 Current Assets $ __________   ______ % $ _________   _____ % 

 Current Liabilities $ __________   ______ % $ _________   _____ % 

 Tangible Net Worth $ __________   ______ % $ _________   _____ % 

 

 

 Positive  Negative 

Sales Growing  Declining  

Gross Margin % Improving/Stable  Declining  

Operating Expense % Declining/Stable  Increasing 

Tangible Net Worth (TNW) % Increasing/Stable  Declining or   
 TNW %   < 25% 

Current Liabilities - % Decreasing/Stable  Increasing or 
 Working Capital   Negative 

Total Checks  (maximum of five)    

 

One Negative - Are there two offsetting positives 

Two Negatives - Potential problem if corrective action is not underway 

Three Negatives - Actual problem 

Four Negatives - Potential default 

Five Negatives - Probable loss 
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Loan Screening Worksheet   
 

 
 

CHARACTER Personal Credit History 
 Does the borrower have a FICO score > 660? Yes _____ No _____ 

or 
 Do you believe the borrower has a good credit history? Yes _____  No _____ 
    
CAPACITY Profitability 
Profitable 2 of Last 3 Years: Yes _____  No _____       
Profitable Most Recent Year: Yes _____  No _____ 

 

CAPACITY                              Debt Service Coverage Ratio 
Earnings Before Interest, Depreciation and Amortization (EBIDA) – Distributions in Lieu of Taxes*  
Current Portion Long-term Debt** + Interest + Assumed Amortization of Line of Credit*** and Any New Debt   
                                                                                   
         Divided By              Greater than 1.25X           
 Yes _____  No _____ 
*S Corp and LLCs – 27% of net income 
**Use last years CMLTD unless you are doing a projection then use this years CMLTD 
***Assume 4 year amortization of revolving portion of line of credit 
  

CAPITAL Leverage (Debt to Equity Ratio) 
Total Liabilities                                                                   
  Divided By                 Divided By                                                Less than 3:1 
Total Tangible Net Worth (Equity) Yes _____ No _____ 
 
CONDITIONS Liquidity Ratio or Current Ratio 
Current Assets                                            
  Divided By             Divided By                                                  Greater than 1.3 
Current Liabilities Yes _____ No _____ 

 
COLLATERAL Margined Collateral Coverage Ratio 
Total Bank Exposure Including New Request   ___________________                                                   
AR< 90 Days  ________________  X .70  =  ________________  (Eligible) 
INV  ________________  X .40  =  ________________  (Eligible) Collateral Value 
MACH/EQ  ________________  X .80 =  ________________  (New) Greater than 1:1  
MACH/EQ  ________________  X .50 =  ________________  (Used) Yes _____ No _____ 
RE  ________________  X .70  =  ________________  (Improved)  
RE  ________________  X .50  =  ________________  (Unimproved) 
    Total =  ________________   

 
COLLATERAL Guarantors 
Does the guarantor(s) add strength to the loan? Yes _____ No _____  
Does the borrower/guarantor have a conservative lifestyle? Yes _____ No _____ 

 

Based on your assessment: 
 

Do you recommend this loan request as one the bank should pursue? 
 
 What risk(s)/weaknesses do you see with this request that need to be mitigated?   

 
  

=
 

=
 

=
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Detailed Balance Sheet - Actual and % 
 
Statement Date 12/31/X6 12/31/X7 12/31/X8 12/31/X9 
Months Covered 12 12 12 12 
Audit Method Co. Prep’d Co. Prep’d Co. Prep’d Co. Prep’d 
Accountant Internal  Internal  Internal  Internal   
Analyst GDM GDM GDM GDM  
Stmt Type Annual  Annual  Annual  Annual   
           
           
 CURRENT ASSETS         
 Cash 1 0.5 6 3.7  -                -    2 1.2 
 Accts/Notes Rec-Trade 97 52.4 90 55.2 96 65.8 112 69.6 
 Supplies 5 2.7 2 1.2 2 1.4 2 1.2 
         
           
 TOTAL CURRENT ASSETS 103 55.7 98 60.1 98 67.1 116 72 
      
        
 NON-CURRENT ASSETS          
 Furniture, Fixtures & Equip. 35 18.9 39 23.9 39 26.7 50 31.1 
 Leasehold Improvements 79 42.7 79 48.5 79 54.1 79 49.1 
 Capital Leases 183 98.9 183 112.3 183 125.3 183 113.7 
         
    
 Gross Fixed Assets 297 160.5 301 184.7 301 206.2 312 193.8 
 Accumulated Dep, (-) 215 116.2 236 144.8 253 173.3 267 165.8 
          
        
 Total Fixed Assets - Net 82 44.3 65 39.9 48 32.9 45 28 
          
          
 TOTAL NON-CURRENT ASSETS 82 44.3 65 39.9 48 32.9 45 28 
 TOTAL ASSETS 185 100 163 100 146            100  161 100 
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Everyday Chiropractic, Inc. SIC Code: NAICS Code: 
Detailed Balance Sheet - Actual and % 
 
Statement Date 12/31/X6 12/31/X7 12/31/X8 12/31/X9 
Months Covered 12 12 12 12 
Audit Method Co. Prep’d Co. Prep’d Co. Prep’d Co. Prep’d 
Accountant Internal  Internal  Internal  Internal   
Analyst GDM GDM GDM GDM  
Stmt. Type Annual  Annual  Annual  Annual   
           
    %   %  %  % 
 CURRENT LIABILITIES         
 ST Loans Payable-Bank 75 40.5 83 50.9 94 64.4 99 61.5 
 Accounts Payable 34 18.4 25 15.3 26 17.8 22 13.7 
 Other Accruals 4 2.2 4 2.5 4 2.7 - - 
         
          
 TOTAL CURRENT LIABILITIES 113 61.1 112 68.7 124 84.9 121 75.2 
      
        
 NON-CURRENT LIABILITIES 
 Long Term Leases 48 25.9 33 20.2 16 11.0 2 1.2 
        
  
 TOTAL NON-CURRENT LIABS 48 25.9 33 20.2 16 11.0 2 1.2 
 TOTAL LIABILITIES 161 87.0 145 89.0 140 95.9 123 76.4 
          
    
 NET WORTH  
 Common Stock 42 22.7 42 25.8 42 28.8 42 26.1 
 Retained Earnings -18 -9.7 -24 -14.7 -36 -24.7 -4 -2.5 
         
       
 TOTAL NET WORTH 24 13.0 18 11.0 6 4.1 38 23.6 
 TOTAL LIABS & NET WORTH 185 100.0 163 100.0 146 100.0 161 100.0 
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Everyday Chiropractic, Inc. SIC Code: NAICS Code: 
Detailed Income Statement - Actual and % 
 
Statement Date 12/31/X6 12/31/X7 12/31/X8 12/31/X9 
Months Covered 12 12 12 12 
Audit Method Co. Prep’d Co. Prep’d Co. Prep’d Co. Prep’d 
Accountant Internal  Internal  Internal  Internal  
Analyst GDM GDM GDM GDM 
Stmt. Type Annual  Annual  Annual  Annual   
          
    Sales/Revenues 891 100.0 938 100.0 933 100.0 1,105 100.0 
 
 GROSS PROFIT 891 100.0 938 100.0 933 100.0 1,105 100.0 
 
    General & Admin Expense 635 71.3 645 68.8 622 66.7 744 67.3 
    Officers’ Compensation 175 19.6 187 19.9 201 21.5 215 19.5 
    Lease/Rent Expense 96 108 99 10.6 101 10.8 103 9.3 
    Depreciation 31 3.5 31 3.3 17 1.8 14 1.3 
 
 
 TOTAL OPERATING EXPENSE 937 105.2 962 102.6 941 100.9 1,076 97.4 
 
 NET OPERATING PROFIT (46) (5.2) (24) (2.6) (8) (0.9) 29 2.6 
 
    Interest Expense  (-) 7 0.8 7 0.7 10 1.1 9 0.8 
    Other Income 24 2.7 25 2.7 16 1.7 16 1.4 
 
 
 TOTAL OTHER INCOME 17 1.9 18 1.9 6 0.6 7 0.6 
 
 PROFIT BEFORE TAXES (29) (3.3) (6) (0.6) (2) (0.2) 36 3.3  
    Current Income Tax - - - - 10 1.1 4 0.4 
 
 
    NET PROFIT (29) (3.3)` (6) (0.6) (12) (1.3) 32 2.9 
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Everyday Chiropractic, Inc. (WBA-2) SIC Code: NAICS Code: 
Detailed Reconciliations 
 
Statement Date 12/31/X6 12/31/X7 12/31/X8 12/31/X9 
Months Covered 12 12 12 12 
Analyst GDM GDM GDM GDM 
Stmt. Type Annual  Annual  Annual  Annual  
 

Reconciliation of Retained Earnings 
  
   
 BEGINNING RETAINED EARNINGS  (18) (24) (36) 
     Net Profit  (6) (12) 32 
 ENDING RETAINED EARNINGS  (24) (36) (4) 
 

Reconciliation of New Worth 
 
 BEGINNING NET WORTH  24 18 6 
     Net Profit  (6) (12) 32 
 ACTUAL ENDING NET WORTH  18 6 38 
 INCR (DECR) IN NET WORTH  (6) (12) 32 
 

Reconciliation of Working Capital 
 

 BEGINNING WORKING CAPITAL  (10) (14) (26) 
 Decrease(Increase) in Non-Current Assets: 
     Total Fixed Assets-Net  17 17 3 
 Increase(Decrease) in Non-Current Liab. 
     Capital Lease Obligations  (15) (17) (14) 
 In Current Income Tax  (6) (12) 32 
 ENDING WORKING CAPITAL  (14) (26) (5) 
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Everyday Chiropractic, Inc.  SIC Code: NAICS Code:    
Detailed Ratios 

    
             

Thousands  
Statement Date 12/31/X6 12/31/X7 12/31/X8 12/31/X9  
Months Covered 12 12 12 12  
Analyst GDM GDM GDM GDM  
Stmt. Type Annual  Annual  Annual  Annual   
 
     LIQUIDITY      
 Working Capital $ (10) (14) (26) (5)  
 Quick Ratio 0.87  0.86  0.77  0.94   
 Current Ratio 0.91  0.88  0.79  0.96   
 
           LEVERAGE/COVERAGE      
 Net Worth $ 24  18  6  38   
 Tangible Net Worth $ 24  18  6  38   
 Effective Tang Net Worth $ 24  18  6  38   
 Debt/Worth 6.71  8.06  23.33  3.24   
 Debt/Tang Worth 6.71  8.06  23.33  3.24   
 Debt /Effective Tangible Net Worth 6.71  8.06  23.33  3.24   
 Total Liabilities/Total Assets  0.87  0.89  0.96  0.76   
 Interest Coverage (3.14) 0.14  0.80  5.00   
 Funds Flow Coverage n/a n/a n/a n/a  
 Funds Flow/Prior Period CPLTD n/a n/a n/a  
 UCA Cash Flow Coverage   4.71  1.00  3.44   
 UCA Cash Flow Coverage   4.71  1.00  3.44   
 EBITDA $ 9  32  25  59   
 EBIDA $ 9  32  15  55   
 Fixed Charge Coverage 0.70  0.94  0.99  1.42   
       
     PROFITABILITY (%)      
 Return on Assets (15.68) (3.68) (8.22) 19.88   
 Return on Equity (120.83) (33.33) (200.00) 84.21   
 Gross Margin 100.00  100.00  100.00  100.00   
 Operating Profit Margin (5.16) (2.56) (0.86) 2.62   
 Profit Margin (3.25) (0.64) (1.29) 2.90   
 Dividend Payout Rate - - - -  
 Effective Tax Rate - - (500.00) 11.11   
       
     ACTIVITY      
 Accounts Receivable Days 39.74  35.02  37.56  37.00   
 Accounts Payable Days 13.93  9.73  10.17  7.27   
 Net Sales/Total Assets 4.82  5.75  6.39  6.83   
 Net Sales/Working Capital (89.10) (67.00) (35.88) (221.00)  
 Net Sales/Net Worth 37.12  52.11  155.50  29.08   
 Net Sales/Net Fixed Assets 10.87  14.43  19.44  24.56   
 Profit Before Taxes/Total Assets  (15.68) (3.68) (1.37) 22.36   
 Z-Score 4.31  5.53  6.03  7.89   
            
     GROWTH (%)      
 Total Assets Growth  (11.89) (10.43) 10.27   
 Total Liabilities Growth  (9.94) (3.45) (12.14)  
 Net Worth Growth  (25.00) (66.67) 533.33   
 Net Sales Growth  5.27  (0.53) 18.44   
 Operating Profit Growth  47.83  66.67  n/a  
 Net Profit Growth  79.31  (100.00) n/a  
 Sustainable Growth  (54.72) (25.01) (66.66) 533.48   
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Everyday Chiropractic, Inc.  
 
 
Industry Guidelines    
(Offices of Chiropractors NAICS 621310)  
       
 A.  Percent of Assets     
       
 B.   Cash   27.9% 
    A/R   6.7% 
    Fixed Assets (Net)   38.2% 
       
   Notes Payable-Bank   18.0% 
   CMLTD  8.1% 
   Payables    .8% 
    Long Term Debt   34.8% 
    Net Worth    16.2% 
  
 C.  Percent of Sales        
   Gross Profit    100.00% 
    Operating Expense   86.2% 
    Operating Profit   13.8% 
    Profit Before Tax   11.7% 
    
 D.  Ratios:    
       
   Quick    1.1 
   Current Ratio   1.7 
   Debt to TNW  2.6 
    Interest Coverage    6.8 
   ROS(BT)   1.7 
   ROA(BT)   30.4 
    ROE(BT)   177.5 
    A/R Days   0 
    Inventory Days   NA 
    Payables Days   NA 
   Sales/Assets        4.6 
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Everyday Chiropractic, Inc. (SIC Code: NAICS Code: 
Summary UCA Cash Flow 
       Thousands  
Statement Date 12/31/X7 12/31/X8 12/31/X9  
Months Covered 12 12 12  
Analyst GDM GDM GDM  
Stmt. Type Annual  Annual  Annual   
 
     Net Sales 938  933  1,105   
     Chg. in Accts/Notes Rec 7  (6) (16)  
      
 Cash Collected From Sales 945  927  1,089   
     Chg. in Inventories  3  - -  
     Chg. in Accts Payable (9) 1  (4)  
      
 Cash Paid To Suppliers (6) 1  (4)  
      
 CASH FROM TRADING ACTIVITIES 939  928  1,085   
     SG&A Expense (Less Non-Cash) (931) (924) (1,062)  
     Chg. in Accruals - - (4)  
      
 Cash Paid for Operating Costs  (931) (924) (1,066)  
      
 CASH AFTER OPERATIONS 8  4  19   
     Other Income (Expense)  25  16  16   
     Taxes - Paid in Cash - (10) (4)  
       
  Other Income (Expense) & Taxes 25  6  12   
      
 NET CASH AFTER OPERATIONS 33  10  31  
  
     Interest Expense  (7) (10) (9)  
  
 Cash Paid for Dividends & Interest  (7) (10) (9)  
  
 NET CASH INCOME 26  - 22   
 Current Portion Long Term Debt - - -  
  
 CASH AFTER DEBT AMORTIZATION 26  - 22   
     Chg. in Net Fixed Assets (14) - (11)  
  
 Cash Paid for Plant and Investments (14) - (11)  
  
 FINANCING SURPLUS  12  - 11   
     Chg. in ST Loans/Other Payables 8  11  5   
     Chg. in Non-Current Liabilities  (15) (17) (14)  
  
 Total External Financing  (7) (6) (9)  
 CASH AFTER FINANCING  5  (6) 2  
 Add: Beginning Cash & Equivalents  1  6  - 
      
 ENDING CASH & EQUIVALENTS 6  - 2  
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Personal Financial Statement 
Dr. Liz Stonebridge 

12-30-X9 
 
 

 Cash $  12,000 
 Retirement Accounts 35,000 
 CVLI 250,000 
 Personal Residence 375,000 
 Autos (2) 75,000 
 Boat and Jet Skis 50,000 
 Recreational Vehicle 47,000 
 Jewelry and Household Goods 25,000 
 
 Total Assets $869,000 
 
 Mortgage $320,000 
 HELOC 75,000 
 Car Loan 55,000 
 Boat Loan 35,000 
 RV Loan 42,000 
 Credit Cards 28,000 
 
 Total Debt $555,000 
 
  Total Net Worth $314,000  
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Everyday Chiropractic, Inc. 
Suggested Solution 

 
This case study can be used to demonstrate the unique challenges of lending to service companies. 
 
MENTAL PICTURE 

Begin the discussion by working with the students to develop a consensus mental picture of the 
balance sheet and income statement using the template provided with the case. Focus the student’s 
attention on working asset, the operating and fixed asset cycles, mix of liabilities and financial 
leverage. The focus of the income statement should be on trend in sales and operating expenses. 
Identify key variables that will be critical to the company’s success. 
 
Basic elements of the mental picture should include: 
 

 Working assets will consist primarily of accounts receivable and leasehold improvements 
 

 Accounts receivable should be turning fast since a large percentage of patients are probably 
private pay 

 

 Fixed assets will consist primarily of leased equipment and leasehold improvements 
 

 The life of the assets will be relatively short suggesting regular replacement 
 

 The company should have a relatively small amount of payables reflecting the absence of 
inventory 

 

 The company will have a line of credit which is probably growing and rarely rested 
 

 Financial leverage is probably moderate to high 
 

 Sales will be growing moderately 
 

 Operating expenses are probably high and growing especially since the company is 
organized as a corporation and the owner’s incentive is to take compensation in the form of 
salary. There are also two family members on the payroll of the clinic. 

 
 Profit will be modest and the company may be losing money 

 
COMPARATIVE COMMON-SIZE ANALYSIS 

 
“30 Second Analysis 
 

 Sales - Growing      Positive 
 Gross Margin       N/A 
 Operating Expenses % - Declining    Positive 
 Tangible Net Worth % - Improving but <25%  Negative 
 Reliance on Short-term Debt – Improving but 
 Current Ratio <1.0      Negative 
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The “30 Second” analysis suggests a positive trend in operating performance but most of the 
improvement occurred in the most recent year. The first question a lender or analyst must address 
is whether the trend is sustainable. Financial leverage is still high and a portion of the short-term 
debt needs to be termed out. 
 
Income Statement 

 
 Revenues, are growing 

 

 Operating expenses are falling as a percentage of sales but officers’ compensation is high 
and growing raising a potential lifestyle issue. General and administrative expense is growing 
in absolute amount and as a percentage of sales. A key question is the amount of 
compensation paid to the owner’s husband and son. 

 

 The company has had operating losses in two prior years but was profitable in the most recent 
year primarily because revenue grew faster than operating expenses. 

 
Balance Sheet 

 
 The company has nominal cash 

 

 Working assets consist of accounts receivable and fixed assets primarily leased assets and 
leasehold improvements 

 

 Fixed assets appear to be old and the company has not been reinvesting depreciation 
suggesting a need to invest in fixed assets relatively soon 

 

 Debt consists of a line of credit and capital leases 
 

 Outstanding balance on the line of credit has grown each year and currently are close to the 
committed amount of the line 

 

 Financial leverage has improved primarily because the company has become profitable but 
leverage is still high 

 
RMA Comparison 
 

 The asset side of the company’s balance sheet compares unfavorably with industry averages 
primarily because of the small amount of cash 

 

 Similarly the liability side of the company’s balance sheet compares unfavorably with industry 
averages primarily because of the heavy reliance on short-term debt.  

 

 The company’s profitability compares unfavorably with industry averages primarily because 
of higher operating expenses 

 
Ratio Analysis 

 
 Liquidity is strained are compares unfavorably to the industry average 

 

 Financial leverage is moderate to high but compares the favorably to the industry 
 

 Debt service coverage using UCA or EBITDA appears to be adequate 
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 Receivables turn is fast to moderate but compares very unfavorably with the industry. A 
lender or analyst must question the quality of the receivables or the composition of the 
company’s customer base. 

 
Loan Screening Worksheet 
 

 The Loan Screening Worksheet suggests a weak borrower with limited prospects for being 
able to retire the line of credit 

 

 The fact the line is unsecured adds significantly to the risk in the credit 
 
UCA Cash Flow Analysis 
 

 The company has been able to internally fund growth, operating expenses and interest 
 

 Current maturities are not broken out but it appears the company has been able to fund debt 
service reflected in the change in non-current liabilities 

 

 The company has not been able to fund replacement capital expenditures and debt service 
relying on increases in the outstanding balance on the of credit and a draw down of cash 

 
Personal Financial Statement 
 

 The borrower’s personal financial statement suggests an extravagant lifestyle with lots of 
“toys” 

 

 The borrower has significant personal debt and limited liquidity suggesting the borrower has 
little flexibility to adjust her lifestyle 

 

 Net worth is nominal since the purported cash value life insurance is probably face value 
 
Loan Decision 
 
The bank cannot justify increasing the line of credit. The bank should take immediate steps to secure 
the line with business and personal assets. The bank should also establish a repayment plan by 
taking a portion of the line ($80,000) and terming it out reducing the remaining line to $35,000. The 
borrower should be encouraged to adjust her lifestyle and dispose of the “toys” and related debt. 
 

This case study highlights the challenge of lending to service company’s with few hard assets. The 
challenge is further compounded if the borrower has a big lifestyle. Often, the borrower is only 
creditworthy if they have significant personal assets or personal liquidity. In the absence of these 
strengths, a bank will often rely on an SBA guaranty.             
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Everyday Chiropractic, Inc.  
“30 Second” Analysis 

 
 

 Prior Current 
 Year Year   
 
Sales $ __________   ______ % $ __________  _____ % 

 Gross Margin $ __________   ______ % $ _________   _____ % 

 Operating Expenses $ __________   ______ % $ _________   _____ % 

 

Assets $ __________   ______ % $ __________   _____ % 

 Current Assets $ __________   ______ % $ __________   _____ % 

 Current Liabilities $ __________   ______ % $ __________   _____ % 

 Tangible Net Worth $ __________   ______ % $ __________   _____ % 

 

 

 Positive  Negative 

Sales Growing  Declining  

Gross Margin % Improving/Stable  Declining  

Operating Expense % Declining/Stable  Increasing 

Tangible Net Worth (TNW) % Increasing/Stable  Declining or   
 TNW %   < 25% 

Current Liabilities - % Decreasing/Stable  Increasing or 
 Working Capital   Negative 

Total Checks  (maximum of five)    

 

One Negative - Are there two offsetting positives 

Two Negatives - Potential problem if corrective action is not underway 

Three Negatives - Actual problem 

Four Negatives - Potential default 

Five Negatives - Probable loss 

  

 933 100.0 1,105 100.0 
  

  N/A  N/A 
 

 941 100.9 1076 97.4 
 
 

 

 146 100.0 161 100.0 
 
 98 67.1 116 72.0 
   

 124 84.9 121 75.2 
 

 6 4.1 38 23.6 
 

√ 

2 

 x 

x 
2 

N/A 

√ 
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Everyday Chiropractic, Inc.  
Loan Screening  

 
 

CHARACTER Personal Credit History 
 Does the borrower have a FICO score > 660? Yes _____ No _____ 

or 
 Do you believe the borrower has a good credit history? Yes _____ No _____ 
    
CAPACITY Profitability 
Profitable 2 of Last 3 Years:  Yes _____ No _____       
Profitable Most Recent Year:  Yes _____ No _____ 

 

  CAPACITY                                       Debt Service Coverage Ratio 
Earnings Before Interest, Depreciation and Amortization (EBIDA) – Distributions in Lieu of Taxes*  
Current Portion Long-term Debt** + Interest + Assumed Amortization of Line of Credit*** and Any New Debt   
                                                                                   
                      Divided By                           Greater than 1.25X           
                              9 + 14 (LT lease payment) + 29 (115/4) Yes _____  No _____ 
*S Corp and LLCs – 27% of net income 
**Use last years CMLTD unless you are doing a projection then use this years CMLTD 
***Assume 4-year amortization of revolving portion of line of credit 
  

CAPITAL Leverage (Debt to Equity Ratio) 
Total Liabilities                                                                   
  Divided By                 Divided By                                   Less than 3:1 
Total Tangible Net Worth (Equity) Yes _____  No _____ 
 
CONDITIONS Liquidity Ratio or Current Ratio 
Current Assets                                            
  Divided By                                     Divided By                                                 Greater than 1.3 
Current Liabilities Yes _____ No _____ 

 
COLLATERAL Margined Collateral Coverage Ratio 
Total Bank Exposure Including New Request   __________________                                                   
AR< 90 Days  ________________  X .70  =  ________________  
INV  ________________  X .40  =  ________________  (Eligible) Collateral Value 
MACH/EQ  ________________  X .80 =  ________________  (Eligible)    
MACH/EQ  ________________  X .50 =  ________________  (New) Greater than 1:1 
RE  ________________  X .70  =  ________________  (Used) Yes _____ No _____ 
RE  ________________  X .50  =  ________________  (Improved) 
    Total =                   78 _____  (Unimproved) 

 
COLLATERAL Guarantors 
Does the guarantor(s) add strength to the loan? Yes _____ No _____  
Does the borrower/guarantor have a conservative lifestyle? Yes _____ No _____  

 

Based on your assessment: 
 

Do you recommend this loan request as one the bank should pursue?  
 
 What risk(s)/weaknesses do you see with this request that need to be mitigated?   

 
 

=
 

.96 

=         32 + 9 + 14 55 / 52 = 1.06X 

=  123 

116 

121 
X 
 

3.2  

√ 

X 
 

     38 

                    115 

            .68 

 112 
 

   78    
 

 
 

 

√ 

X 
 

X 
 

X 
 X 
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Glossary  
 
 
 
 

Part 1: General Terms 
 
ACCOUNTING - A framework for recognizing revenue and expenses.  The residual is profit or loss. 
 
 Accrual Basis - A method of accounting in which income and expenses are recorded at the 

time they are earned or incurred regardless of when the money is actually received or paid. 
 

 Cash Basis - A method of accounting in which income and expenses are recorded as the 
cash is received or paid regardless of when the income was actually earned or the expenses 
actually incurred. 

 

 Income Tax Basis - Used by many small businesses because it is simple and cheaper for an 
accountant to prepare. Income tax basis recognizes revenue when constructively received 
and expenses when paid (cash basis). Depreciation expense is recognized as provided in the 
tax code e.g. MACRS, Section 179 rather than as defined under GAAP. Borrowers using the 
income tax basis of accounting will typically have no accounts receivable, accounts payable, 
prepaids or accruals 

 
AMORTIZATION - The accounting framework for allocating the cost of intangibles.  Amortization 
does not involve an outflow of cash, but is a charge to earnings. 
 
ASSETS - Anything an individual or business concern owns or is owed to it. 
 
ASSET QUALITY RATING SYSTEM - A framework for risk rating individual lending relationships 
and, in turn, determining the overall quality of the loan portfolio. 
 
ATTACHMENT - The act of attaching the lender’s interest in the collateral, accomplished when the 
borrower signs a security agreement and the lender gives consideration.  Attachment establishes 
the lender’s rights to collateral vis-a-vis the borrower. 
 
BALANCE SHEET - The part of a financial statement that shows the assets, liabilities, and capital 
of a company as of a certain date. 
 
BALANCE SHEET EQUATION - A = L + OE: Assets = Liabilities + Owner’s Equity. 
 
BENEFICIAL OWNERSHIP RULE - The intent of the Beneficial Ownership Rule is to assist 
authorities in counteracting money laundering, tax evasion, and other financial crimes. FinCEN 
requires all financial institutions to begin collecting the required information for new accounts 
opened no later than May 11, 2018. 
 
BREAKEVEN - Profit breakeven is the point at which revenues exactly equal the sum of fixed and 
variable expenses.  Cash breakeven is the point at which cash inflows exactly equal cash outflows. 
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BUSINESS FUNCTIONS - Business functions refer to what a business does, i.e., manufacture, 
wholesale, retail, and service. 
 
CAMELS - An acronym for Capital Adequacy, Asset Quality, Management, Earnings, Liquidity and 
Sensitivity to Market Risks. Regulators assign a CAMELS rating of 1 (best) to 5 (worst) to each 
component and a composite for the bank as part of the examination process. 
 
CAPITALIZATION (Cap) RATE – A Cap rate represents an investor’s required return on an income 
property investment and can be used to convert a stream of income (cash flow) into value the 
value of the property. The Cap rate is the Net Operating Income (NOI) of the property divided by 
the Value of the property.  Alternatively, the Value can be determined by dividing the NOI by the 
Cap rate, 
 
CASH CYCLE - The cycle describing the movement of cash through a business consisting of cash 
inflows and cash outflows. 
 
 Operating- Operating inflows and outflows result from the ongoing activities of the business. 
 

 Investing - Investing inflows and outflows result from decisions to purchase or sell non- 
current assets. 

 

 Financing - Financing inflows and outflows occur from capital injections or withdrawals and 
borrowings and repayment. 

 
CASH FLOW ANALYSIS - An analytical framework that translates an accrual-based income 
statement and balance sheet to a cash basis reflecting the flow of cash in the business.  The UCA 
cash flow framework starts with sales and adjusts income statement items for changes on the 
balance sheet that affect cash. The accountant’s indirect method starts with net income adds back 
depreciation and other non-cash items and then adjusts for balance sheet changes. 
 
COLLATERAL - Something of value provided to the lender by the borrower or a third party to 
secure a loan and provide a secondary source of repayment.  A loan is collateralized when the 
lender can find the collateral, identify it, lay legal claim to it, and sell it for enough to recover 
principal, interest, and cost of collection. 
 
COMMON-SIZE ANALYSIS - An analytical framework which reduces all figures to a percentage.  
Income statement items are expressed as a percentage of sales and balance sheet items are 
expressed as a percentage of assets. 
 
COMPARATIVE ANALYSIS - An analytical framework which compares a company’s financial 
statement for one year with the same company’s financial statement for another year or with that of 
another company in the same industry or a composite of companies in an industry. 
 
COMPETITIVE STRATEGY - The borrower’s approach to selling goods and services to the 
market.  Generic competitive strategies include price/cost leadership, product differentiation, and 
product focus or niche. 
 
COMPONENT ANALYSIS - An analytical tool which focuses on understanding the preparation of 
the financial statement and the accounting principles applied in the preparation of the statement. 
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CONSUMER FINANCIAL PROTECTION BUREAU (CFPB) - Dodd-Frank Wall Street Reform and 
Consumer Protection Act established the CFPB to protect consumers by implementing and 
enforcing Federal consumer financial laws. Among other things, the bureau 
 
 Conducts rule-making, supervision, and enforcement for Federal consumer financial 

protection laws. 
 

 Restricts unfair, deceptive, or abusive acts or practices. 
 

 Takes consumer complaints. 
 Promotes financial education. 
 

 Researches consumer behavior. 
 

 Monitors financial markets for new risks to consumers. 
 

 Enforces laws that outlaw discrimination and other unfair treatment in consumer finance. 
 
CONTINGENT LIABILITY - An obligation for which one may become liable but only if some other 
event occurs or fails to occur.  For example, the guarantor of a loan will become liable for the debt 
only if the original borrower defaults. 
 
CORE CASH FLOW - A cash flow framework which takes net income and adds back depreciation 
and other non-cash charges. Replacement capital expenditures, scheduled debt service and 
distributions in lieu of taxes are then subtracted to yield core cash flow which is the cash flow 
available to support working capital requirements, the owner’s lifestyle and amortize revolving debt. 
Defining the priorities for the use of core cash flow is often one of the more contentious aspects of 
managing a lending relationship. 
 
CREDIT DISCIPLINE - The sum of a bank’s risk appetite, strategic direction, loan policy, asset 
quality rating system, loan pricing system, committee process, loan administration, lending officers, 
and lending environment, which in large measure determine the quality of the bank’s loan portfolio. 
 
CURRENT ASSETS - Assets such as inventory and receivables that will be converted into cash 
within the next twelve months. 
 
CURRENT EXPECTED CREDIT LOSSES (CECL) – A change in the methodology for accounting 
for the adequacy of the Allowance for Loan and Lease Losses (ALLL) which focuses on expected 
losses determined prospectively rather than historical losses.  The change is scheduled to become 
effective for SEC filers for fiscal years after 12-15-18, other public companies 12-15-19 (starting 
with measurement 12-15-17) and non-public companies 12-15-19 (starting with measurement 12-
15-18).                                                                                                                                                                      
 
CURRENT LIABILITIES - Liabilities that are due in the next twelve months. 
 
CUSIP - An acronym that refers to Committee on Uniform Security Identification Procedures and 
the nine-digit, alphanumeric CUSIP numbers that are used to identify securities, including 
municipal bonds. A CUSIP number, similar to a serial number, is assigned to each maturity of a 
municipal security issue. 
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DEBT YIELD RATIO – The Net Operating Income (NOI) of a property divided by the first mortgage 
debt (loan) multiplied by 100%.  An acceptable Debt Yield Ratio is generally >10%. 
 
DEPLETION - The allocation of the cost of developing/extracting natural resources over the 
estimated volume of resources e.g. barrels of oil.  Depletion does not represent a cash outlay but it 
is a charge to earnings. 
 
DEPRECIATION - An accounting framework for allocating the cost of a tangible fixed asset over 
the economic (useful) or accounting life of the asset.  Depreciation does not represent a cash 
outlay but is a charge to earnings. 
 
 Accelerated - A method of calculating depreciation which allocates a greater portion of the 

cost of the asset to the early years of its depreciable life and a lesser amount to the later 
years. 

 

 Straight line - A method of calculating depreciation that allocates an equal dollar amount per 
year over the depreciable life of the asset. 

 
EARLY WARNING SIGNALS - A series of signs that indicate impending problems with a lending 
relationship.  These can be divided into financial, management, operations, and banking. 
 
THE EMPLOYMENT ACT OF 1946 - An act passed by Congress committing the federal 
government to pursue policies that would ensure growth, full employment, and stable prices. 
 
EPA ALL APPROPRIATE INQUIRIES RULE - Establishes the standards and practices that are 
necessary to meet the requirements for an all appropriate inquiry into the prior ownership and uses 
of a property to obtain protection from potential liability under CERCLA as an innocent landowner, 
a contiguous property owner, or a bonafide prospective purchaser. 
 
EQUITY - The amount by which the value of a business’ assets or property exceeds any claims or 
liens against it.  The difference between total assets and total liabilities. 
 
ESTOPPEL CERTIFICATE -  A signed statement by a party certifying for another's benefit that 
certain facts are correct, as that a lease exists, that there are no defaults, and that rent is paid 
to a certain date. 
  
EVIDENCE OF DEBT - In a lending transaction, the evidence of debt is the note which, when 
signed by the borrower, represents his or her obligation to repay the amount indicated on the note 
with interest. 
 
EXCESS CASH FLOW - A concept that holds that cash available for debt repayment or 
incremental financing requirements arises not from net profit plus depreciation but from cash 
(shortfalls) remaining after the company has provided funds for increases in receivables and 
inventory net of financing provided by payables and accruals, additions to fixed assets, previously 
scheduled debt service, and payment of dividends/distributions. 
 
FINANCIAL LEVERAGE - A concept describing the relative proportions of debt and equity 
supporting a company’s assets.  The greater the proportion of debt to equity, the greater the 
financial leverage in the business. 
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FINANCIAL STATEMENTS - The summary of a company’s financial position as of a certain date 
and for a certain period. 
 
 Fiscal - A financial statement covering a 12-month period detailing a company’s revenues, 

expenses and profit or loss.  The fiscal year may coincide with the calendar year or it may be 
any other 12-month period. 

 

 Interim Statement - A financial statement covering a period of less than 12 months. 
 

 Consolidated Statement - A financial statement showing the total assets, liabilities, and 
capital of two or more affiliated companies (such as a parent and its subsidiaries) as if they 
were a single company. 

 

 Consolidating Statement - A financial statement showing the total assets of two or more 
affiliated companies separately and then as a unit. 

 

 Proforma Statement - A financial statement showing the financial condition of a company 
after the addition of an asset purchased with debt. 

 

 Projection - A financial statement which reflects anticipated financial performance in a future 
period. 

 

 Cash Budget - A monthly projection of cash inflows and outflows.  The monthly sum and 
cumulative total project borrowing requirements and the borrower’s ability to repay. 

 
FINANCING GAP - A framework for quickly calculating working capital requirements resulting from 
growth. Accounts receivable, inventory and accounts payable are expressed as a percentage of 
sales. The sum of accounts receivable and inventory net of the financing provided by payables 
yields the financing gap which must be funded with new equity or debt. Multiplying the financing 
gap expressed as a percentage by the projected increase in sales yields the incremental working 
capital required to support the additional sales assuming no changes in turnovers. 
 
FISCAL POLICY - The manipulation of taxing and spending by the federal government to effect a 
desired economic direction for the country.  For example, if the country were in a recession, the 
federal government would cut taxes and increase spending, thus running a deficit to promote 
economic activity.  When the economy recovered, the federal government would raise taxes and 
cut spending to create a surplus and, in turn, slow economic activity. 
 
FIVE Cs OF CREDIT - Five elements which measure the soundness of a loan. 
 
 Character - The personal habits such as honesty and observance of business ethics, of a 

company and its senior management.  Character defines the borrower’s willingness to repay. 
Character is not known until it is tested. 

 

 Capacity - The ability based on evidence of sound management, market stability and past 
performance, among other factors, of a company to pay debt from cash flow generated 
through conversion of assets or profit. 

 

 Capital - The owner’s investment in a company as indicated by the difference between the 
company’s total assets and total liabilities.  Capital is a measure of the borrower’s ability to 
withstand adversity. 
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 Conditions - The external environment influencing the borrower. 
 

 Collateral - An asset or assets that are pledged by the borrower as a secondary source of 
repayment for a loan. 

 
FIXED-ASSET CYCLE - A cycle describing the flow of fixed assets through the business.  The 
cycle consists of stages including acquisition, utilization, depreciation, and replacement. 
 
FUNDED DEBT - Funded debt is a company's interest bearing debt, such as long-term notes  and 
leases payable that will mature in more than one year. This type of debt is classified as funded 
debt because it is funded by interest payments made by the borrower over the term of the loan. 
 
GLOBAL CASH FLOW - A framework for integrating business and personal cash flow. 
 
GUARANTY - A legal document obligating a third party other than the borrower for repayment of a 
loan. 
 
HIGH VOLATILITY COMMERCIAL REAL ESTATE ACQUSITION, CONSTRUCTION, 
DEVELOPMENT (HVCRE ADC) – HVCRE SDC is defined as all acquisition, development and 
construction (ADC) commercial real estate loans except: 1) One- to- four family residential ADC 
loans; or 2) Commercial real estate ADC loans that: a) meet applicable regulatory LTV 
requirements; b) the borrower has contributed cash to the project of at least 15 percent of the real 
estate’s appraised “as completed” value prior to the advancement of funds by the bank; and c) the 
borrower contributed capital is contractually required to remain in the project until the credit facility 
is deeded to no longer be HVCRE ADC because the loan has been converted to permanent 
financing or paid, the property has been sold or  the property can cash flow including debt service 
on permanent financing in compliance with the bank’s underwriting guidelines. Each HVCRE ADC 
loan meeting the definition in a bank’s portfolio will be assigned a 150 percent risk weight. Under 
previous rules, these loans were risk-weighted at 100 percent.   
 
INTERMEDIATION - Standing between two parties in a transaction. 
 
 Financial - Intermediating funds transfer from depositors to borrowers. 
 

 Risk - Intermediating the different risk, liquidity and term preferences of depositors and 
borrowers.  Risks intermediated in lending include credit, market, liquidity, operations, 
compliance/legal and reputation. 

 
INCOME STATEMENT - The portion of a financial statement that shows the cumulative income 
and expenses of a company for a specific period, e.g., one month, six months, one year. 
 
INVENTORY VALUATION - The accounting methodology used to value inventory. 
 
 FIFO - First In, First Out - A method of valuing inventory in which the cost of the first goods 

purchased is recognized as the cost of goods sold. 
 
 LIFO - Last In, First Out - A method of valuing inventory in which the cost of the most recently 

purchased goods is recognized as the cost of goods sold. 
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 RETAIL - A method of valuing inventory in which inventory is priced at retail and reduced to 
cost by applying a weighted average cost percentage. 

 

 SPECIFIC - A method of valuing inventory in which individual items of inventory are tracked 
and the specific cost of that item is recognized at the time of sale. 

 
KEY VARIABLES - A series of items quantified on the income statement and balance sheet, which 
represent the primary sources and uses of cash in a business.  Changes in these key variables 
affect cash and, in turn, determine a borrower’s financing needs and ability to repay.  These key 
variables can be managed by the borrower and monitored using financial statements. 
 
LANDLORD’S WAIVER - An agreement whereby the landlord (owner) of an income property 
agrees to waive his/her right to deny access to the leased premises if back rent is due. 
 
LEGAL STRUCTURE - The legal form of organization for a business, i.e., proprietorship, 
partnership, or corporation. 
 
LIBOR – A benchmark rate that represents the interest rate at which banks offer to lend funds to 
one another in the international interbank market for short-term loans.  LIBOR is an average value 
of the interest-rate which is calculated from estimates submitted by the leading global banks daily.  
The rate is scheduled to be phased out by the end of 2021. 
 
LIFE CYCLE - A cycle describing the stages through which products, markets, individual 
companies, and industries pass during their economic life.  The stages include embryonic, growth, 
mature, and aging. 
 
LIQUIDITY - A measure of the borrower’s ability to meet its obligations as they mature. Liquidity 
can be the ability to quickly liquidate assets or alternatively access a line of credit. 
 
LOAN AGREEMENT - A legal document entered into between the lender and borrower, which 
describes the respective rights and obligations of each party. The loan agreement is intended to 
preserve the strengths of the borrower and protect the lender from identified weaknesses. The 
agreement establishes the bank’s expectations about providing ongoing financial information and 
expectations about financial performance. The document also provides a framework for managing 
and monitoring the credit relationship. 
 
LOAN EVALUATION EQUATION - S - W > U. A framework for evaluating a lending request and 
making a lending decision.  The strengths (S) of the credit must overcome the weaknesses (W) by 
more than enough to offset the remaining uncertainties (U). 
 
LOAN EVALUATION PROCESS - A framework for evaluating a borrower, integrating knowledge of 
the borrower, the borrower’s past and projected performance, and an evaluation of management 
leading to a lending decision and, in turn, the appropriate structure, support, and pricing for the 
resulting lending relationship.  The process also provides a framework for managing an existing 
credit relationship, identifying potential problem-lending relationships, and managing problem 
loans. 
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LOAN POLICY - A written document that translates the strategic direction of the organization to the 
lending function.  The loan policy also defines the framework for underwriting, approving, 
managing, and monitoring an individual lending relationship and the quality of the loan portfolio as 
a whole. 
 
LOAN SCREENING WORKSHEET - A tool to screen a lending opportunity which quantifies the 5 
Cs of credit and applies a series of decision rules built around the bank’s basic underwriting 
guidelines. It does not replace more comprehensive financial analysis especially for larger and 
more complex credits. 
 
LOAN STRUCTURE - A framework for integrating the timing and amount of the borrower’s 
financing needs with the source and timing of the borrower’s ability to repay. 
 
LOAN SUPPORT - Steps taken by the borrower to ensure repayment of the loan, including 
collateral, guaranties, loan agreements, and/or subordination agreements. 
 
MARKET STRUCTURE - The competitive environment in which the borrower operates, defined as 
pure competition, monopolistic competition, oligopoly, or monopoly. 
 
MONETARY POLICY - The manipulation of the money supply to accomplish defined economic 
objectives.  Typically, if the economy were in a recession, the Federal Reserve would attempt to 
stimulate growth of the money supply through changes in the reserve requirement, the discount 
rate, or open market operations (injecting reserves into the banking system through the purchase 
of government securities).  When the economy recovered, the Federal Reserve would move to 
slow the growth of the money supply by raising the reserve requirement, raising the discount rate, 
or removing reserves from the banking system by the sale of government securities. 
 
NEGOTIATION PROCESS - A structured framework for reaching an agreement, whether in a 
cooperative, adversarial, or sales situation.  The elements of the process include preparation, 
discovery, establishing a negotiating position, the negotiation, close and follow through. 
 
OPERATING CYCLE - The cycle describing the flow of current working assets through the 
business.  The business function defines the nature of the operating cycle.  The cycle itself can be 
used to define the source and amount of financing requirements, the timing and source of 
repayment, the risk associated with repayment, the risk inherent in the business, and the 
management requirements for the business. 
 
OPERATING LEVERAGE - A concept describing the relative proportions of fixed costs to total cost 
or fixed costs to sales.  The higher fixed cost as a percentage of sales or total cost, the greater the 
operating leverage in the business. 
 
PCAOB - Public Company Accounting Oversight Board - a public-sector, non-profit corporation 
created by the Sarbanes-Oxley Act of 2002 to oversee the auditors of public companies in order to 
protect the interests of investors and further the public interest in the preparation of informative, fair 
and independent audit reports. 
 
PERFECTION - The legal act of establishing a right to collateral vis-a-vis third parties.  An interest 
in goods or real property is perfected by filing.  An interest in intangibles and investment property  
is perfected by possession or filing. 
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PIPELINE - An analogy describing the operating cycle of a business.  The length of the pipeline is 
analogous to the length of the operating cycle, and the diameter of the pipeline is analogous to the 
level of sales. 
 
PROBES - Questions used in the negotiation process to obtain information from the other party to 
the negotiation.  Probes may be open, requiring expansive answers, or closed, requiring very 
specific responses. 
 
PROFIT CYCLE - The cycle describing the flow of profit through a business, including the 
recognition of revenue, cost, and profit using accrual accounting. 
 
RATIO - A measure of the relationship between certain key numbers in a financial statement, 
obtained by dividing one into the other.  Ratios can be grouped into classes: liquidity, leverage, 
utilization, profitability, expense and coverage. 
 
 Liquidity - The degree to which an individual or business has cash or can convert assets to 

cash quickly to pay liabilities.  The more irregular cash inflows and regular cash outflows the 
greater the required liquidity. 

 

 Leverage - The relative proportions of debt and equity in the financial structure. The ratios 
measure the riskiness of the financial structure. 

 

 Profitability - The degree to which a company, operation, or investment is profitable as 
measured by relating profits to sales, total assets employed or the total investment (capital) of 
the firm.  The ratios measure management effectiveness in pricing, cost control, asset 
utilization and effective employment of financial leverage. 

 

 Utilization - The efficiency of assets, accounts receivable, inventory or payables.  Accounts 
receivable turnover measures the average life of an account receivable or the average 
amount of time it takes for customers to pay their bills.  Inventory turnover measures the 
average amount of time an item remains in inventory; the time from physical arrival of the 
product until removal at the point of sale.  Accounts payable turnover measures the average 
amount of time it takes for a company to pay its bills. The ratios measure the efficiency of the 
operating cycle. 

 

 Expense - The relative proportions of fixed expenses to sales.  The ratios are a measure of 
operating leverage and the company’s vulnerability to changes in the external environment. 

 

 Coverage - A measure of the borrower’s ability to earn its debt service requirement, i.e., 
interest and principal.  The ratio says nothing about a company’s ability to pay debt service.  
Only cash pays loans. 

 
REAL INTEREST RATE - An expression of market interest rates after removing the inflation 
premium.  Typically, it is the treasury rate adjusted to a constant maturity of 1 year less the Gross 
Domestic Product deflator. 
 
SECTION 179 ELECTION - A provision in the tax code which allows a borrower purchasing less 
than $2,500,000 in fixed assets in one year to expense up to $1,000,000 of the purchase price of a 
qualifying fixed asset in the year of purchase. 
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SECURED OVERNIGHT FINANCING RATE (SOFR) – The rate is based on transactions in the 
Treasury repurchase market, where banks and investors borrow or loan Treasuries overnight. The 
rate is calculated by the Federal Reserve and is being considered as an alternative to LIBOR. 
 
SPECIAL (BONUS) DEPRECIATION - A provision in the tax code which allows a business to 
expense up to 100% of the purchase price of a qualifying asset in the year of purchase. 
 
SUBORDINATION AGREEMENT - An agreement among the lender, the borrower, and a third 
party whereby the third party agrees to subordinate his/her interest in collateral or rights to 
payment to the lender. 
 
SUBORDINATION, NON-DISTURBANCE AND ATTORNMENT AGREEMENT – An agreement 
between a lender and a tenant occupying a building subject to the bank’s lien in which the lessee 
agrees that the lease is subordinate to the bank’s mortgage/deed of trust.  The bank agrees that it 
will not alter the lease if the bank forecloses as long as the tenant is abiding by the terms of the 
lease and the tenant affirms they have no claims against the owner of the building.  
 
“THIRTY (30) SECOND” ANALYSIS - A quick review of comparative and common-size analysis 
focusing on: 
 
 Growth in Sales 
 

 Gross Margin 
 

 Operating Expenses (% Sales) 
 

 Tangible Net Worth (% Assets) 
 

 Reliance on Current Liabilities (% Assets) 
 
The more negative trends the greater the potential for a problem loan. 
 
USPAP - Uniform Standards of Professional Appraisal Practice - Rules governing the preparation 
and presentation of appraisals. 
 
WORKING ASSET - The primary concentration of assets on the balance sheet.  Businesses can 
be differentiated based on their working asset. 
 
 Accounts Receivable - Amounts owed to a business by others, primarily for goods and 

services that have been delivered. 
 

 Inventory - In manufacturing the raw materials, work in process and finished goods of a 
business; in a wholesale or retail business, items bought for resale. 

 

 Fixed Asset - An asset that is held and used over a long period, e.g., land and buildings, 
machinery and rolling stock. 

 
WORKING CAPITAL - The excess of current assets over current liabilities.  It is the owner’s and 
long-term lender’s investment in the current working assets of the business, i.e., accounts 
receivable and inventory. 
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Part 2: Terms Pertinent to Problem Loan Workout Strategies 
 
ACCELERATION CLAUSE - Provision in a promissory note which allows the lender to declare the 
entire balance of the note due and owing upon the occurrence of an event of default. 
 
ADMINISTRATIVE FREEZE - The administrative freeze is a post-bankruptcy technique employed 
by banks which stops all payments out of the debtor’s bank accounts.  This inability to use its cash 
usually forces the debtor to seek an order from the court permitting use of cash collateral (subject 
to adequate protection of the bank’s interest).  Recent case law suggests that relief from stay is not 
required to place an administrative freeze on the debtor’s bank accounts. 
 
APPOINTMENT OF EXAMINER/TRUSTEE - At any time after the commencement of a Chapter 11 
bankruptcy proceeding but before confirmation of a plan, a motion may be brought for the 
appointment of a trustee or examiner.  A trustee is appointed to take over the debtor in 
possession’s operation of the business.  An examiner is generally appointed to oversee the debtor 
in possession’s business operations.  The failure of the debtor in possession to discharge its 
responsibilities is the most common basis for seeking appointment of a trustee or examiner.  
Specifically, the debtor in possession may be failing to make required financial reports, dissipating 
assets, failing to provide insurance, using cash collateral without authority, paying excessive 
salaries or other expenses, or simply failing to respond to reasonable requests of creditors for 
information. 
 
The appointment of a trustee or examiner is made pursuant to a motion by a party in interest to 
which notice must be given to the debtor and all other parties in interest.  The major disadvantage 
of having a trustee or examiner appointed is that he or she will be compensated out of bankruptcy 
estate funds thereby reducing the amount of funds available to the lender and other creditors. 
 
AUTOMATIC STAY - The automatic stay is a comprehensive injunction which goes into effect 
automatically upon the filing of any bankruptcy proceeding.  The automatic stay precludes creditors 
from taking any action against the debtor or its property.  For example, the stay precludes creditors 
from (1) filing or continuing any lawsuit against the debtor, (2) seizing any property of the debtor, 
(3) selling property previously repossessed from the debtor, (4) setting off against the debtor’s 
bank accounts, or (5) creating or perfecting any lien against the debtor’s property.  In a Chapter 12 
or 13 proceeding, the automatic stay extends to co-debtors and guarantors. 
 
BANKRUPTCY PETITIONS - There are four different types of bankruptcy petitions, and each type 
involves unique characteristics: 
 
 Chapter 7 bankruptcy petition—In a Chapter 7 petition, a trustee is appointed to liquidate the 

debtor’s estate.  The debtor’s estate consists of all the property possessed by the debtor at 
the time of filing which is not specifically declared to be exempt under the Bankruptcy Code. 
The proceeds of the liquidation sale are paid out to the creditors. Any debts remaining unpaid 
after application of the liquidation sale proceeds are discharged.  Discharge relieves the 
debtor from future liability on the prepetition debts. 

 

 Chapter 11 bankruptcy petition—In a Chapter 11 bankruptcy proceeding, the debtor 
reorganizes the business so it is able to pay off at least a majority of its debts. The debtor 
continues to operate the business until it obtains approval of a repayment plan under which it 
will repay the debts. 
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 Chapter 12 bankruptcy petition—A bankruptcy proceeding designed to allow a debtor who is 
a family farmer with regular income to adjust his/her debts. Essentially, a Chapter 12 
proceeding is for the family farmer who has debts in excess of the Chapter 13 limits. 

 

 Chapter 13 bankruptcy petition—An individual debtor with less than $394,725 of unsecured 
debts and less than $1,184,200 of secured debts may file a Chapter 13 bankruptcy. In a 
Chapter 13, the debtor files a repayment plan at the time the petition is filed and commences 
payments within the next 30 days. The debtor must turn over all his/her disposable income for 
three years to fund the repayment plan. At the completion  of the plan, all remaining unpaid 
debts are discharged. The debtor gets to keep his/her assets in a Chapter 13 proceeding. 

 
BANKRUPTCY TRUSTEE - The bankruptcy trustee is the person appointed in a Chapter 7 
(liquidation) case to actively administer the liquidation of the estate.  Usually trustees are private 
attorneys.  The Chapter 7 trustee will operate or manage the debtor’s business only to the extent 
necessary to maximize the value of the debtor’s assets upon liquidation.  The trustee will attempt 
to reduce the liabilities of the estate by objecting to preferential transfers and fraudulent 
conveyances.  After liquidation of the estate, the Chapter 7 trustee will distribute cash proceeds to 
creditors in accordance with the rules for distribution set forth in the Bankruptcy Code. 
 
BORROWING ORDERS - Under any bankruptcy chapter, the trustee or debtor in possession may 
obtain unsecured credit and incur unsecured debt in the ordinary course of business.  A post-
petition unsecured credit transaction in the ordinary course of business automatically has 
administrative expense priority over other prepetition creditors.  This means that the debt for the 
newly extended credit will have priority over other unsecured claims. 
 
If credit cannot be obtained through the offer of only an administrative expense priority, then the 
debtor may request the court to authorize obtaining credit by granting a lien on unencumbered 
property, a junior lien on property already encumbered, or a lien senior or equal in status to a pre-
existing lien on encumbered property.  This latter alternative will only be granted if the interest of 
the pre-existing lienholder can be adequately protected. 
 
The lender in a bankruptcy situation should be sufficiently involved to insure that no new liens are 
allowed by the bankruptcy court which will have priority over the lender’s pre-existing liens. 
 
CASH COLLATERAL - Cash collateral is the cash proceeds of the debtor’s prepetition inventory 
and accounts receivable.  In a Chapter 11 bankruptcy proceeding, the debtor will need to utilize 
these cash proceeds in order to continue the operation of the business.  The debtor can only utilize 
cash collateral after obtaining court approval.  The court should grant approval to use cash 
collateral only if creditors with security interests in such collateral are protected by replacement 
liens in post-petition assets. 
 
CRAM DOWN - A Chapter 11 plan can be confirmed over the objection of a class of creditors if 
certain conditions are met.  These conditions are intended to make certain that the plan does not 
“discriminate unfairly” and that it is “fair and equitable” to the objecting class.  With respect to 
objecting secured creditors, a cram-down plan must provide that each creditor in the class will 
retain a lien on collateral equal to the value of its claim as well as deferred cash payments totaling 
the face amount of the claim.  With respect to unsecured creditors, a cram-down plan must provide 
that each creditor receives deferred payments or property equal to the amount of its claim or 
provide that no claimant junior in priority to the objecting unsecured creditor will receive any 
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property under the plan.  In other words, a cram-down plan providing for no repayment to 
unsecured creditors can be forced upon such creditors so long as no creditors with lesser priority 
receive anything under the plan. 
 
CREDITORS COMMITTEE - In a Chapter 11 case the court will attempt to form a committee of the 
seven largest unsecured creditors.  The committee will meet more or less regularly throughout the 
course of the bankruptcy case to monitor the debtor’s progress (or lack of progress) toward 
reorganization.  The Code provides that the creditors committee may hire counsel, accountants, 
and other agents to assist the committee in its functions.  The committee can conduct 
investigations, participate in the formulation of the plan of reorganization, request the appointment 
of Chapter 11 trustee or examiner and perform any other services helpful to unsecured creditors. 
 
DEBTOR IN POSSESSION - The debtor in possession exists only in a Chapter 11 or Chapter 12 
case, and it is a different legal entity from the debtor.  From the moment the case has been filed, 
the debtor in possession is statutorily created to continue operating the business formerly 
conducted by the debtor.  As a practical matter, the debtor and the debtor in possession are the 
same person or entity; only their rights and roles are different. 
 
DEED IN LIEU OF FORECLOSURE - A debtor facing a foreclosure of a lien on real property 
executes a deed transferring the property to the lender in exchange for extinguishment of the debt 
owed.  The major disadvantage of a deed in lieu is that it does not extinguish junior liens on the 
property.  Therefore, a deed in lieu is only practical in those instances where there are no junior 
liens on the property. 
 
DISCHARGE OF THE DEBTOR - The bankruptcy court will grant a discharge to an individual 
debtor under normal circumstances.  Discharge relieves the debtor from all future personal liability 
on prepetition debt.  Certain kinds of debts, however, may be excepted from discharge, meaning 
that the debtor remains personally obligated to pay those debts even though he/she is discharged 
from all other debts.  Non-dischargeable debts include those proven to have been incurred by 
fraud or through a false financial statement. 
 
DISCLOSURE STATEMENT ON PLAN OF REORGANIZATION - Prior to submitting the plan of 
reorganization to creditors for acceptance or rejection, the debtor must provide all creditors with a 
disclosure statement containing sufficient information to permit the creditors to make an informed 
decision on the plan.  The disclosure statement must contain “adequate information.” Courts have 
taken a practical approach as to what is necessary to constitute “adequate information.” Generally, 
the disclosure statement must contain a description of the business, including competitive 
conditions in the industry; the history of the debtor prior to filing; financial information, including 
balance sheets and profit-and-loss statements; a description of the plan of reorganization and its 
provisions as to various classes of creditors, a description of how the plan is to be executed; a 
description of the existing and future management of the debtor, and a comparison of how much 
the creditors will receive under the plan as opposed to how much they would receive if the 
bankruptcy estate were simply liquidated. 
 
DRAGNET CLAUSE - A dragnet clause is a provision in a security instrument which provides that 
the instrument secures all of the debts of the debtor, including future indebtedness.  A dragnet 
clause can create a problem when the lender is unaware of its existence and unwittingly 
extinguishes a debt by foreclosing upon the secured property in a situation where there are no 
deficiency rights. 
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DROP-DEAD AGREEMENT - This is an agreement between the lender and the debtor wherein the 
debtor, in exchange for an extension of time to make payments on a note, agrees not to contest an 
action to collect the note or foreclose upon the collateral in the event the debtor is unable to comply 
with the extended payment schedule. 
 
EQUITABLE SUBORDINATION - Equitable subordination occurs when the court disregards the 
apparent status of a creditor’s claim and relegates it to a lower position or less favorable treatment 
in a bankruptcy distribution.  The classic example is subordination of a secured claim to all 
unsecured claims.  The court will equitably subordinate a claim of a particular creditor only if: (1) 
the creditor has acted inequitably in the course of its relationship with the debtor; (2) the creditor’s 
actions have harmed the debtor or the debtor’s other creditors, and (3) equitable subordination of 
the claim is not inconsistent with the provisions of the Bankruptcy Code.  A lender will face the 
danger of equitable subordination of its claim in situations where it exercises an unusually strong 
level of control over the debtor or the conduct of the debtor’s business.  The lender must avoid 
active control over or direction of the debtor (i.e., interference with debtor’s business affairs). 
 
EVENT OF DEFAULT - An event described in the promissory note or security agreement which 
allows the lender to declare the note due and payable, and to commence an action to collect the 
note and to foreclose upon the secured assets.  Typical events of default include: (1) the debtor’s 
failure to make payments required under the terms of the promissory note; (2) dissolution or 
termination of the debtor’s business; (3) commencement of a foreclosure action by another 
creditor; (4) the debtor’s breach of a warranty or representation made to the lender; or (5) 
commencement of a bankruptcy or other insolvency proceeding by the debtor. 
 
EXECUTION OF JUDGMENT- Enforcement of the judgment against the debtor. A money 
judgment against the debtor can be executed or enforced in several ways, including garnishment 
of the debtor’s bank accounts or wages, or seizure of the debtor’s real or personal property. 
 
FRAUDULENT TRANSFER OR CONVEYANCE - A fraudulent transfer is a transfer of an interest 
of the debtor in property within one year (two years if the transfer is to an insider e.g. spouse) 
preceding the filing of bankruptcy which is: (1) made by the debtor with actual intent to defraud 
creditors, or (2) for which the debtor receives less than reasonable consideration.  A fraudulent 
transfer may be set aside by the bankruptcy estate so that the transferred property becomes part 
of the bankruptcy estate available to all creditors. 
 
INVOLUNTARY BANKRUPTCY - An involuntary bankruptcy petition may be filed by creditors 
against the debtor.  Involuntary petitions may be filed only under Chapters 7 and 11.  Generally, at 
least three creditors must join in the involuntary petition when filed and their combined unsecured 
claims must total at least $15,775 (Adjusted every three years. Next adjustment April, 2019).  The 
principal criteria in permitting the filing of an involuntary petition is that the debtor is not paying its 
debts as they become due.  If the debtor objects to the involuntary bankruptcy petition, a hearing is 
held where the creditors must prove that the debtor has not paid its debts as they became due.  
Damages are assessable against creditors who file an involuntary petition which later is dismissed 
by the court. 
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JUDGMENT - A judgment is the ruling of the court in a judicial proceeding.  There are a number of 
different types of judgments: 
 
 Default judgment - A judgment obtained when the debtor fails to appear and defend after 

being served with a lawsuit.  The lender cannot move for a default judgment until a specified 
period of time after serving the lawsuit on the debtor. 

 

 Summary judgment - A judgment obtained without a trial wherein the lender establishes that 
there are no factual issues to be resolved by the court (i.e., the lender establishes that any 
defenses raised by the debtor are without merit).  The lender can move for summary 
judgment at any time after the debtor files an answer to the lawsuit. 

 

 Stipulated judgment - A judgment entered pursuant to an agreement of the parties.  The 
lender and the debtor agree to the terms of a judgment and then submit it to the court. 

 

 Declaratory judgment - A judgment declaring the interpretation or validity of a written 
agreement or establishing a party’s right or status under a written agreement. 

 
JUDICIAL FORECLOSURE - A court-ordered foreclosure of a mortgage or other lien on real 
property.  The lender commences a lawsuit and obtains an order requiring the sheriff to sell the 
real property and apply the sales proceeds to the outstanding indebtedness. 
 
 Deficiency judgment - In a judicial foreclosure, if the real property sells for less than the 

amount owed to the lender, the lender can usually obtain a judgment for the difference.  This 
judgment is called a deficiency judgment and can be enforced against other property of the 
debtor (i.e., wages, autos). 

 

 Right of redemption - In a judicial foreclosure the debtor usually has the right to redeem the 
real property sold at the sheriff’s sale within a specified period of time after the sale (generally 
a year).  The redemption period can often be shortened if the lender waives its right to a 
deficiency judgment.  The redemption price to be paid is generally the amount bid at the 
sheriff’s sale plus interest and any taxes or assessments paid by the purchaser. 

 
LIS PENDENS - A lis pendens is a formal notice which is filed by the lender at the commencement 
of a lawsuit foreclosing a lien on real property.  The lis pendens advises the entire world that the 
lawsuit has been commenced and that any person dealing with the realty will be subject to the 
rights of the lender as established in the lawsuit. 
 
MOTION TO SELL FREE AND CLEAR OF LIENS - The trustee or debtor in possession can sell 
property of the bankruptcy estate free and clear of a lien if the price at which the property is to be 
sold is greater than the value of all liens on the property.  Essentially, the ability of a debtor to sell 
property free and clear of liens allows the debtor to recoup whatever equity he or she has in the 
property over and above said liens.  As a practical matter, the lien creditor will be protected by 
having its lien interest attach to the sale proceeds. 
 
PLAN OF REORGANIZATION - A plan of reorganization is the repayment plan in a Chapter 11, 12 
or 13 bankruptcy proceeding.  The plan places creditors into various categories (i.e., secured vs. 
unsecured) and sets forth the amount and time within which each class of creditors will be paid.  
The plan can also provide for sale of property of the bankruptcy estate or the release or 
subordination of liens and encumbrances.  All creditors are given an opportunity to vote on the 
plan.  Generally, in order for a plan to be approved, more than one half in number and two-thirds in  
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dollars of each class of creditor must vote to accept the plan. (This general rule is subject to the 
cram-down exception.) If the requisite number of creditors from each class vote in favor of the plan, 
the plan can be confirmed by the bankruptcy court.  Once the plan is confirmed, it governs the 
future rights of the debtor and all creditors. 
 
PREFERENTIAL TRANSFER - A preferential transfer is a transfer of the debtor’s interest in 
property to a creditor as compensation for a previously owed debt which is made within 90 days of 
the filing of the bankruptcy petition and which enables the creditor to receive more than otherwise 
would have been received under a Chapter 7 liquidation.  A preferential transfer may be set aside 
by the bankruptcy trustee or debtor in possession so that the transferred property becomes part of 
the bankruptcy estate. The preference period is extended to 365 days if the creditor is deemed to 
be an insider or “in control” of the debtor. 
 
REAFFIRMATION OF A DISCHARGEABLE DEBT - Reaffirmation allows the debtor and the 
lender to agree, under certain circumstances, that the debtor may reassume the obligation to pay 
some or all of the debt and thereby retain the collateral.  Reaffirmation cannot be forced upon a 
lender. 
 
REDEMPTION OF COLLATERAL - In a Chapter 7 bankruptcy proceeding the debtor has the right 
to reacquire certain types of collateral from the lender for its current fair-market value.  Generally, 
redemption is available only for tangible personal property intended primarily for personal, family, 
or household use.  The debtor must make a lump-sum cash payment to redeem the property-
installment payments are not permitted. 
 
RELIEF FROM AUTOMATIC STAY - The lender may ask the court for relief from stay in order to 
proceed against real or personal property securing its indebtedness.  Relief from stay will be 
granted to the lender with respect to an item of collateral where the debtor does not have any 
equity in the collateral and the collateral is not necessary to a successful reorganization of the 
debtor’s business.  Relief from stay will also be granted when the lender can establish that its 
interest in the collateral is not adequately protected-that the value of the collateral has diminished 
to the point where it will not cover the debt.  It generally takes several weeks to set up a hearing on 
a motion for relief from stay. 
 
REPAYMENT WITHOUT REAFFIRMATION - A debtor may voluntarily repay any debt, whether or 
not discharged, if he/she wishes.  A lender may accept the debtor’s voluntary, unsolicited post- 
petition payments even without a reaffirmation agreement. 
 
TEMPORARY RESTRAINING ORDER (TRO) - An order obtained at the commencement of a legal 
proceeding which prohibits the debtor from transferring or depleting any property in which the 
lender possesses a security interest.  A TRO can sometimes be obtained without a hearing.  At the 
time the TRO is issued, the court will generally schedule a hearing and require the debtor to 
appear and show cause why the TRO should not remain in effect until the trial. 
 
TROUBLED DEBT RESTRUCTURE (TDR) - A loan that has been restructured where the borrower 
is troubled e.g. operating losses, delinquency, default and the borrower is offered terms the bank 
would not consider if the borrower was not troubled e.g. below market rate, extended term, 
forbearance, forgiveness of debt. 
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USE, SALE OR LEASE OF PROPERTY OF BANKRUPTCY ESTATE - Under all bankruptcy cases 
the trustee (or debtor in possession) has the right to use, sell or lease property of the estate in the 
ordinary course of business without notice to any creditor or to the court.  For transactions not in 
the ordinary course of business, the debtor must provide creditors with notice and a hearing before 
the action may be taken.  In practice this means that the debtor must advise the creditors of its 
intentions by written notice, and the creditor must request a hearing on the matter, or the debtor 
will be allowed to proceed without a hearing or further order of the court.  A creditor with a security 
interest in the property which is to be sold may request the court to prohibit the sale unless the 
creditor’s security interest is adequately protected. 
 
WRIT OF REPLEVIN - The remedy used by the lender to recover possession of collateral when 
the debtor refuses to permit self-help repossession.  After commencing a lawsuit, the lender 
obtains an order requiring the debtor to appear and show cause why the collateral should not be 
returned to the lender.  If the lender prevails at the show-cause hearing, the sheriff will be ordered 
to oversee the lender’s repossession of the property. 
 
The problem loan glossary was graciously provided by Ted H. Simonsen, Everett, Washington.  
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Summary of Banking Regulations  
 
 
 
The information provided below is a summary of selected banking regulations and laws. This is not 
an all-inclusive summary of compliance-related or other laws and regulations. 
 

REGULATIONS 
 
Regulation 
 
A Extensions of Credit by Federal Reserve Banks - Governs borrowing by depository 

institutions at the Federal Reserve discount window; 
 
B Equal Credit Opportunity - Prohibits lenders from discriminating against credit applicants, 

establishes guidelines for gathering and evaluating credit information, and requires written 
notification when credit is denied; 

 
C Home Mortgage Disclosure - Repealed - Responsibilities transferred to the Consumer 

Financial Protection Bureau; 
 
D Reserve Requirements of Depository Institutions - Sets uniform requirements for all 

depository institutions to maintain reserve balances either with their Federal Reserve Bank 
or as cash; 

 
E Electronic Fund Transfers - Establishes the rights, liabilities, and responsibilities of parties 

in electronic funds transfers and protects consumers when they use such systems; 
 
F Limitations on Interbank Liabilities - Prescribes standards to limit the risks that the failure 

of a depository institution would pose to an insured depository institution; 
 
G Disclosure and Reporting of CRA-Related Agreements - Implements provisions of the 

Gramm-Leach-Bliley Act that require reporting and public disclosure of written agreements 
between (1) insured depository institutions or their affiliates and (2) nongovernmental 
entities or persons made in connection with fulfillment of Community Reinvestment Act 
requirements; 

 
H Membership of State Banking Institutions in the Federal Reserve System - Defines the 

requirements for membership of state-chartered banks in the Federal Reserve System; 
sets limitations on certain investments and requirements for certain types of loans; 
describes rules pertaining to securities-related activities; establishes the minimum ratios of 
capital to assets that banks must maintain and procedures for prompt corrective action 
when banks are not adequately capitalized; prescribes real estate lending and appraisal 
standards; sets out requirements concerning bank security procedures, suspicious-activity 
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reports; and compliance with the Bank Secrecy Act; and establishes rules governing banks’ 
ownership or control of financial subsidiaries; 

 
I Issue and Cancellation of Federal Reserve Bank Capital Stock - Sets forth stock-

subscription requirements for all banks joining the Federal Reserve System; 
 
J Collection of Checks and Other Items by Federal Reserve Banks and Funds Transfers 

through Fedwire - Establishes procedures, duties, and responsibilities among (1) Federal 
Reserve Banks, (2) the senders and payors of checks and other items, and (3) the senders 
and recipients of Fedwire funds transfers; 

 
K International Banking Operations - Governs the international banking operations of U.S. 

banking organizations and the operations of foreign banks in the United States; 
 
L Management Official Interlocks - Generally prohibits a management official from serving 

two nonaffiliated depository institutions, depository institution holding companies, or any 
combination thereof in situations where the management interlock would likely have on 
anticompetitive effect; 

 
M Consumer Leasing - Implements the consumer leasing provisions of the Truth in Lending 

Act by requiring meaningful disclosure of leasing terms; 
 
N Relations with Foreign Banks and Bankers - Governs relationships and transactions 

between Federal Reserve Banks and foreign banks, bankers, or governments; 
 
O Loans to Executive Officers, Directors, and Principal Shareholders of Member Banks - 

Restricts credit that a member bank may extend to its executive officers, directors, and 
principal shareholders and their related interests; 

 
P Privacy of Consumer Financial Information – Repealed - Responsibilities transferred to  the 

Consumer Financial Protection Bureau; 
 
Q Capital Adequacy of Bank Holding Companies, Savings and Loan Holding Companies, and 

State Member Banks - Establishes minimum capital requirements and overall capital 
adequacy standards for Board-regulated institutions; 

 
R Exceptions for Banks from the Definition of Broker in the Securities Exchange Act of 1934 

- Defines the scope of securities activities that banks may conduct without registering with 
the Securities Exchange Committee as a securities broker and implements the most 
important exceptions from the definition of the term broker for banks under section 3(a)(4) 
of the Securities Exchange Act of 1934. Specifically, the regulation implements the statutory 
exceptions that allow a bank, subject to certain conditions, to continue to conduct securities 
transactions for its customers as part of its trust and fiduciary, custodial, and deposit 
“sweep” functions and to refer customers to a securities broker-dealer pursuant to a 
networking arrangement with the broker-dealer; 
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S Reimbursement to Financial Institutions for Providing Financial Records; Recordkeeping 
Requirements for Certain Financial Records - Establishes rates and conditions for 
reimbursements to financial institutions for providing consumer records to a government 
authority and prescribes recordkeeping and reporting requirements for insured depository 
institutions making domestic wire transfers and for insured depository institutions and 
nonbank financial institutions making international wire transfers; 

 
T Credit by Brokers and Dealers - Governs extension of credit by securities brokers and 

dealers; including all members of national securities exchanges (See also Regulations U 
and X); 

 
U Credit by Banks or Persons other than Brokers or Dealers for the Purpose of Purchasing 

or Carrying Margin Stocks - Governs extension of credit by banks or persons other than 
brokers or dealers to finance the purchase or the carrying of margin securities (See also 
Regulations T and X); 

 
V Fair Credit Reporting - Proposed rules to implement the notice and opt-out provisions of 

the Fair Credit Reporting Act applicable to financial institutions that give their affiliates 
certain information about consumers; 

 
W Transactions between Member Banks and Their Affiliates - Implements sections 23A and 

23B of the Federal Reserve Act which establish certain restrictions on and requirements 
for transactions between a member bank and its affiliates; 

 
X Borrowers of Securities Credit - Applies the provisions of Regulations T and U to borrowers 

who are subject to U.S. laws and who obtain credit within or outside the United States for 
the purpose of purchasing securities; 

 
Y Bank Holding Companies and Change in Bank Control - Regulates the acquisition of control 

of banks and bank holding companies by companies and individuals, defines and regulates 
the nonbanking activities in which bank holding companies (including financial holding 
companies) and foreign banking organizations with United States operations may engage, 
and establishes the minimum ratios of capital to assets that bank holding companies must 
maintain; 

 
Z Truth-in-Lending - Prescribes uniform methods for computing the cost of credit, for 

disclosing credit terms, and for resolving errors on certain types of credit accounts; 
 
AA U nfair or Deceptive Acts or Practices - Repealed responsibilities transferred to the 

Consumer Financial Protection Bureau; 
 
BB Community Reinvestment - Implements the Community Reinvestment Act and encourages 

banks to help meet the credit needs of their communities; 
 
CC Availability of Funds and Collection of Checks - Governs the availability of funds deposited 

in checking accounts and the collection and return of checks; 
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DD Truth-in-Savings - Repealed responsibilities transferred to the Consumer Financial 
Protection Bureau; 

 
EE Netting Eligibility for Financial Institutions - Defines financial institutions to be covered by 

statutory provisions that validate netting contracts, thereby permitting one institution to pay 
or receive the net, rather than the gross, amount due even if the other institution is insolvent; 

 
FF Obtaining and Using Medical Information in Connection with Credit - Creates exceptions to 

the statutory prohibition against obtaining or using medical information in determining 
eligibility for credit; 

 
GG Prohibition on Funding of Unlawful Internet Gambling - Requires U.S. financial firms that 

participate in designated payment systems to establish and implement policies and 
procedures reasonably designed to prevent payments connected to unlawful Internet 
gambling; 

 
HH Designated Financial Market Utilities - Establishes standards and procedures related to the 

supervision of financial market utilities designated as systemically important; 
 
II Debit Card Interchange Fees and Routing - Establishes standards for debit card 

interchange fees and prohibits payment card network exclusivity arrangements and routing 
restrictions for debit card transactions; 

 
JJ Incentive-Based Compensation Arrangements - Ensures that regulated financial 

institutions design their incentive compensation arrangements to take account of risk; 
 
KK Swaps Margin and Swaps Push-Out - Establishes margin and capital requirements for 

swap dealers and swap participants; 
 
LL Savings and Loan Holding Companies - Regulates the acquisition of control of savings 

associations, defines and regulates the activities of savings and loan holding companies, 
and sets forth procedures under which directors and executive officers may be appointed 
or employed; 

 
MM Mutual Holding Companies - (1) Regulates the reorganization of mutual savings 

associations to mutual holding companies and the creation of subsidiary holding companies 
of mutual holding companies, (2) defines and regulates the operations of mutual holding 
companies and their subsidiary holding companies, and (3) sets forth procedures for 
securing approval for these transactions; 

 
NN Retail Foreign Exchange Transactions - Sets standards for banking organizations regulated 

by the Federal Reserve that engage in certain types of foreign exchange transactions with 
retail consumers; 

 
OO Securities Holding Companies - Outlines the procedures for securities holding companies 

to elect to be supervised by the Federal Reserve; 
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PP Definitions Relating to Title I of the Dodd-Frank Act - Establishes the criteria for determining 
if a company is predominantly engaged in financial activities and defines the terms 
significant nonbank financial company and significant bank holding company; 

 
QQ Resolution Plans - Requires large, systemically significant bank holding companies and 

nonbank financial companies to submit annual resolution plans; 
 
RR Credit Risk Retention - Establishes requirements for sponsors of asset-backed securities 

and the credit risk of the assets underlying the securities; 
 
TT Supervision and Regulation Assessments of Fees - Establishes annual assessment fees 

for certain bank holding companies, savings and loan holding companies and nonbank 
financial companies supervised by the Federal Reserve; 

 
VV Proprietary Training and Relationships with Covered Funds - Establishes prohibitions and 

restrictions on proprietary trading and investments in or relationships with covered funds 
by certain banking entities; 

 
WW Liquidity Risk Measurement Standards - Establishes a minimum liquidity standard and 

disclosure requirements for certain Board-regulated institutions on a consolidated basis; 
 
XX Concentration Limit - Establishes a financial sector concentration limit that prohibits a 

financial company from combining with another company if the resulting company’s 
consolidated liabilities would exceed 10 percent of the aggregate consolidated liabilities of 
all financial companies; 

 
YY Enhanced Prudential Standards - Implements the enhanced prudential standards and the 

early remediation requirements mandated by the Dodd-Frank Act for large bank holding 
companies and systemically important nonbank financial firms. 

 
Capital Adequacy Guidelines - Establish the minimum ratios of capital to assets that state 
member banks and bank holding companies must maintain. The guidelines for state member 
banks are contained in appendices A, B, and E of Regulation H. The guidelines for bank holding 
companies are contained in appendices A, B, D, and E of Regulation Y. 
 

 
LAWS 

 

 
Real Estate Settlement Procedures Act - (RESPA, HUD) Requires advance disclosure of 
loan-settlement costs to home buyers; eliminates certain referral fees; regulates tax and 
insurance mortgage escrows. 
 
Fair Credit Reporting Act - Regulates consumer-credit reporting industry to promote more 
accurate reporting of credit information. If a bank denies credit (even partially) or employment 
based upon a credit report, it must advise the person that information in the report contributed 
to the denial (give name and address of the credit reporting agency). 
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Fair Debt Collection Practices Act - Designed to curb abusive debt-collection practices. 
Applies only to people attempting to collect debts owed to a third party. Does not apply to a bank 
collecting its own debts under its own name. CFPB is considering extending the requirements 
of the Act to financial institutions which collect their own debts. 
 
Right to Financial Privacy Act - Precludes a bank from providing a customer’s financial records 
to certain federal government authorities without customer consent unless government obtains 
subpoena or search warrant. 
 
Bank Secrecy Act - Bank must keep a record of all customer cash-equivalent transactions in 
excess of a certain dollar size and must report to the IRS all daily customer cash transactions 
which are in the aggregate in excess of a certain dollar amount. Bank may exempt certain 
transactions and special exemptions are available from the IRS based on customer business. 
Potential liability for failure to comply is loss of charter. 
 
Fair Housing Act - Prohibits credit discrimination in mortgage or home improvement loans on 
basis of race, religion, sex, etc. (similar to Reg. B). 
 
Flood Disaster Protection Act - Requires flood insurance for mortgage loans if secured 
property is in a flood hazard area in a “participating” community. If in a ‘non-participating” 
community, lender must advise customer that property is in a flood hazard area. 
 
Bank Bribery Act - Prohibits any bank employee, officer, etc., from accepting anything of value 
for or in connection with any transaction or business of a financial institution. Exceptions for 
business meals, gifts of modest value, etc. 
 
Financial Institution Reform, Recovery and Enforcement Act - Regulates the suspension, 
removal, and prohibition of institution-affiliated parties and the penalties that can be assessed. 
Act created the Federal Financial Institutions Examination Council (FFIEC) to oversee and 
monitor appraisal standards. 
 
Americans With Disabilities Act - Prohibits discrimination against people with disabilities in 
employment, transportation, public accommodations, communication and governmental activity. 
 
Comprehensive Environment Response, Compensation and Liability Act - Regulates 
environmental hazard liability and responsibility for remediating hazardous wastes. 
 
FDIC Improvement Act - Regulates bank safety and soundness standards relating to: internal 
controls, information and internal audit systems, loan documentation, credit underwriting, 
interest-rate exposure, asset growth and compensation fees and benefits for insiders. 
 
Banking Affiliates Act of 1982 - Sections 23A and 23B - Outlines restrictions on transactions 
with bank affiliates. FR 23A restricts, limits or prohibits certain types of transactions; sets 
maximum extensions of credit between affiliates (by percent of capital and surplus); and FR 23B 
requires that credit and other transactions with affiliates be on equivalent terms offered to the 
general public. 
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Economic Growth and Regulatory Paperwork Reduction Act of 1996 (EGRPRA - requires 
regulations prescribed by the Federal Financial Institutions Examination Council, Office of the 
Comptroller of the Currency, Federal Deposit Insurance Corporation and Board of Governors of 
the Federal Reserve System be reviewed by the agencies at least once every 10 years. The 
purpose of this review is to identify, with input from the public, outdated, unnecessary, or unduly 
burdensome regulations and consider how to reduce regulatory burden on insured depository 
institutions while, at the same time, ensuring their safety and soundness and the safety and 
soundness of the financial system. The most recent EGRPRA review began in 2014, is now 
complete.  The agencies submitted their Report to Congress on 21, 2017. 
  
Financial Modernization Act of 1999 (Graham-Leach-Bliley Act) - Among other things, 
regulates the sharing of personal information about individuals who obtain financial products or 
services from financial institutions. It attempts to inform individuals about the privacy policies 
and practices of financial institutions, so that consumers can use that information to make 
choices about financial institutions with whom they wish to do business. The law gives 
consumers limited control - via opt-out - over how financial institutions use and share the 
consumers’ personal information. 
 
Uniting and Strengthening America by Providing Appropriate Tools Required to Intercept 
and Obstruct Terrorism (USA Patriot Act) Act of 2001 - Requires additional proof of 
identification for opening deposit accounts and additional disclosures to federal authorities upon 
request. 
 
Sarbanes-Oxley Act of 2002 - Provides for auditor independence, greater management and 
board responsibility and enhanced financial disclosures for publicly traded companies including 
banks. 
 
Check Clearing for the 21st Century Act (Check 21) - Facilitates check truncation by creating 
a new negotiable instrument called a substitute check, which permits banks to truncate original 
checks, to process checks electronically, and to deliver substitute checks to banks that want to 
continue receiving paper checks. 
 
Fair and Accurate Credit Transactions Act of 2003 (FACT Act) - Amends the Fair Credit 
Reporting Act to enhance the ability of consumers to combat identity theft, to increase the 
accuracy of consumer reports, and to allow consumers to exercise greater control regarding the 
type and amount of marketing solicitations they receive. The act also restricts the use and 
disclosure of sensitive medical information contained in a consumer report. 
 
Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 - Makes significant 
changes to the bankruptcy process making it harder for consumers to bankrupt and less likely 
that individuals that can afford to pay a portion of their debts can completely avoid those 
obligations. The Act also impacts businesses primarily by expediting the bankruptcy process for 
small businesses. 
 
Emergency Economic Stabilization Act of 2008 - Authorized funding to purchase assets and 
equity from financial institutions to strengthen the financial sector. The Troubled Assets Relief 
Program (TARP) and the Capital Purchase Program (CPP) were created to implement the Act. 

https://egrpra.ffiec.gov/about/ffiec.html
https://www.occ.gov/
https://www.occ.gov/
http://www.federalreserve.gov/
http://www.federalreserve.gov/
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The Act also increased deposit insurance and broadens the coverage provided by deposit 
insurance. 
 
Secure and Fair Enforcement for Mortgage Licensing Act of 2008 (S.A.F.E. Act) - 
Establishes federal registration requirements for an individual who acts as residential loan 
originator and is employed by a federal or state regulated financial institution. 
 
American Recovery and Reinvestment Act of 2009 - The Act was intended to create/save 
jobs, stimulate the economy, promote energy efficiency and reduce reliance on foreign sources 
of energy, modernize infrastructure and transform the economy with science and technology. 
Sections of the Act also addressed the mortgage crisis by providing for debtor relief and 
incentives for homebuyers. 
 
Dodd-Frank Wall Street Reform and Consumer Protection Act - Promotes the financial 
stability of the United States by improving accountability and transparency in the financial 
system, ending “too big to fail”, protecting the American taxpayer by ending bailouts, requiring 
banks hold more capital and protecting consumers from abusive financial services practices and 
other provisions. 
 
Biggert-Waters Flood Insurance Act of 2012 - Modifies the National Flood Insurance Program 
to raise rates to reflect true flood risk, make the program more financially stable and change how 
Flood Insurance Rate Map updates impact policyholders. Portions of the Act were amended in 
2014 by the Homeowners Flood Insurance Affordability Act to delay certain increases in flood 
insurance rates mandated in the 2012 Act. 
 
2017 Tax Cuts and Jobs Act - Most sweeping update in the U.S tax code in more than 30 
years.  Act lowered taxes on businesses and individuals plus provided incentives for domestic 
business investment, investment in capital equipment and job creation.  The Act also changed 
the tax treatment of foreign earnings of U.S. based corporations and allowed a one-time 
repatriation of foreign earnings at reduced domestic tax rates.  
 
Economic Growth, Regulatory Relief, and Consumer Protection Act - Provides certain 
limited amendments to the Dodd-Frank Wall Street Reform and Consumer Protection Act 
(“Dodd-Frank”), as well as certain targeted modifications to other post-financial crisis regulatory 
requirements.  In addition, the legislation establishes new consumer protections and amends 
various securities- and investment company-related requirements.  The legislation preserves the 
fundamental elements of the post-Dodd-Frank regulatory framework, but it includes 
modifications that will result in some meaningful regulatory relief for smaller and certain regional 
banking organizations. One notable change affecting commercial lending is revisions and 
clarification to the definition of High Volatility Commercial Real Estate Acquisition, Development 
and Construction (HVCRE ADC) lending. 
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Other Accounting Issues 
 

Other Comprehensive Income 
 

Statement of Financial Accounting Standard (SFAS) No. 130 
“Reporting Comprehensive Income” requires a separate presentation 
of comprehensive income, which is defined as net income plus or 
minus “other comprehensive income (OCI)”. OCI captures items that 
bypass the income statement. The three primary components of OCI 
are 1) unrealized gains and losses on available for sale marketable 
securities, 2) minimum pension liability adjustments and 3) foreign 
currency translation adjustments resulting from translating a foreign 
entity’s financials into U.S. dollars. 
 

The statement requires that the accumulated balance of other 
comprehensive income be displayed separately in the equity section 
of the balance sheet or statement of financial position. 
 
Marketable Securities 
 

Marketable securities can be classified as 

 
                             Visual D-1 
      Accounting for Marketable Securities 
 
 
Available for Trading - Marked to Market Through  
   Income Statement 
 
Available for Sale - Marked to Market Through  
   Retained Earnings (OCI) 
 
Held to Maturity - Valued at Lower of Cost or  
   Market 
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Investments 
 

Investments may be accounted for using the equity method or 
consolidation. The appropriate accounting treatment is a function of 
the term of the investment and the level of influence the investor 
has over the investee. Visual D-2 details the criteria for employing 
each method. 
 

The equity method values the investment as the company’s 
percentage ownership of the net worth of the investment entity plus 
or minus the percentage of earnings or losses adjusted for the 
percentage of equity distributions (dividends) if any. 
 
 

Visual D-2 
Accounting Treatment 

Investments 
 
 Term of 
Investment Ownership Interest Accounting Treatment 
 
Short Any percentage Lower of cost or market 
Long Less than 20% Lower of cost or market 
Long 20% to 50% Lower of cost or market 
   without significant 
   influence 
Long 20% to 50% with Equity method 
   significant influence 
Long Over 50% Consolidation 
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Deferred Income Taxes 
 

Deferred income taxes arise from timing differences in the 
recognition of income and expense for book and tax purposes. The 
deferred taxes can be an asset or liability.  Accounting principles 
define a comprehensive approach to deferred taxes requiring that 
companies report deferred taxes on all timing differences.  
Accounting principles also define requirements for recognizing 
deferred tax assets resulting from deductible temporary timing 
differences where items reduce book earnings below taxable 
earnings as well as for capital, operating and tax loss carry 
forwards. 
 
Tax Loss Carrybacks / Carryforwards 
 

Operating losses can be carried back two years to recover taxes paid 
in prior years and forward 20 years to offset future earnings and 
taxes.  Capital losses can be carried forward 5 years but must be 
offset against future capital gains. Previously, operating loss carry 
forwards were recognized as income was earned. Today the present 
value of future tax benefits must be capitalized as a deferred tax 
asset and amortized as used. If the probability exceeds 50% that 
future benefits will not be used then the benefits must be reduced by 
a valuation allowance. Visual D-3 depicts the accounting treatment 
of tax loss carrybacks/carryforwards. 
 

The 2017 Tax Cuts and Jobs Act dramatically reduced the value of 
deferred tax assets e.g. tax loss carry forwards leading many 
companies to make large charges to earnings for the impairment. 
 
                                          Visual D-3 
                 Tax Loss Carrybacks / Carryforwards 
 
 Annual Profit / Tax Provision Tax Loss 
 Loss @ 34% Carrybacks 
 $000s $000s Carryforward 
 
Year - 2 300 102 <102> 
 
Year - 1 100 34 <34> 
 
Year 0 <600> <204> <68> 
 
Year + 1 100 34 <34> 
 
Year + 2 200 68 0 
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Non-Profit (Not-for-Profit) Accounting 
 
Mission 
 

Non-profits exist to pursue missions that address the needs of society, 
i.e. churches, charitable organizations.  Non-profits are classified as 
 

• Public Benefit – museums, schools, hospitals 
• Mutual Benefit – trade or professional associations, clubs  
• Private Benefit – low-cost housing corporations 
• Governmental Corporations 

Non-profits pursue missions in these sectors 
 

• Religious 
• Educational 
• Health 
• Social Services 
• Commerce 
• Amateur Sports Clubs 
• Arts 

 
Financial Statements 
 

Non-profit financial statements required by GAAP include 
 

• Statement of Financial Position 
• Statement of Activities 
• Statement of Functional Expense 
• Statement of Cash Flows 
• Notes to Financial Statement 

The Statement of Financial Position divides assets, liabilities and net 
assets (A-L) into three categories 
 

• Unrestricted – the asset and income derived from the asset 
can be used for any purpose within the mission of the non-
profit.  

• Partially Restricted – the donor has imposed restrictions of 
time or purpose on the use of the asset and income derived 
from the asset which can only be used for the purpose 
defined in the grant.  The asset and income become 
Unrestricted when the restriction of time or purpose have 
been met  
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• Permanently Restricted – The asset and income derived 
from the asset in perpetuity can only be used for the purpose 
outlined in the grant  

The Statement of Activity details sources of income from  
 

• Donor contributions 
• Membership dues 
• Program revenues 
• Fundraising events 
• Public and private grants 
• Investment income 

The Statement of Functional Expenses is divided into program, 
management and general and fundraising.  The Statement of Cash 
Flows is divided into operating, investing and financing flows. 
 

The non-profit may or may not be tax exempt.  The entity may 
qualify as a tax exempt non-profit but donor’s contributions may not 
qualify as charitable contributions for tax purposes e.g. social 
organizations, chambers of commerce. 
 
Lending Considerations 
 

Lenders must be sure the unrestricted net income and assets are 
sufficient to support the loan request.  The lender cannot rely on 
partially restricted and permanently restricted income and assets as a 
source of repayment unless authorized by the donor at the time of the 
grant. 
 

Many lenders have made the mistake of lending to a non-profit 
focusing on total assets, income and net assets only to determine 
later, typically after unrestricted revenue has declined, that there is 
insufficient income or assets to repay the loan.  
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