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DIMENSION 1 - 2

PURPOSE OF DIMENSION 1
The purpose of Dimension 1 is to provide tools and insights to support 
evaluation of a client’s industry, markets, and competitors. 

Key topics in this Dimension are:

• Evaluating the client’s Industry.

• Industry/product life cycles.

• Industry risks

• Characteristics of key industry sectors.

• Evaluating the client’s market.

• Buyer/supplier profiles.

• Buyer/supplier concentrations.

• Entry/exit costs.

• Vulnerability to substitution.

• Evaluating competition in the client’s market.

• Profiling market competitors.

• Putting competition in the context of the market.

ADDITIONAL SKILL-BUILDING 
RESOURCES
The material in the Body of Knowledge provides an overview of 
knowledge related to topics covered by the Credit Risk Certification 
exam. Mastery of topics reviewed here is essential preparation for the 
exam, but no amount of reading and study can substitute for lending 
skills that must be acquired through formal classroom and on-the-job 
training. In addition to reviewing the Body of Knowledge, consider 
taking the following RMA courses to support your Dimension 1 skill 
building:

• Analyzing Industry, Business, and Management Risks

• Uniform Credit Analysis
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DIMENSION 1 - 3

EVALUATING THE CLIENT’S 
INDUSTRY 
Understanding the industry within which a company operates is key to 
understanding the total risk in lending to that company. The objective 
of this section of Dimension 1 is to provide insights to help you 
answer the question: “Does the company have a business strategy that 
makes sense within the context of general industry characteristics and 
economic trends?” 

The three topics included in this discussion are:

• Industry/product life cycles.

• Industry risks

• Characteristics of key industry sectors.

INDUSTRY/PRODUCT LIFE CYCLES
In addition to general industry characteristics, businesses are affected by 
industry and product life cycles. Industries, companies, and products 
all have life cycles that are determined by their acceptance in the 
marketplace. Over time, sales for a successful product will grow, then 
level off, and eventually decline. You can recognize stages of product life 
cycles in the sales of such diverse products as light pickup trucks and 
minivans, personal computers, toys, and cassette tapes. 

Product life cycles are influenced by demand for a product (however 
derived) and by the elasticity or inelasticity of that demand. Demand 
is simply defined as the need or desire for the sellers’ goods and 
services. Inelastic demand occurs when price is of little concern to the 
customer; therefore, a change in price has little effect on the demand 
for the product. When demand is elastic, a change in price results 
in a proportionate change in the quantity of the product or service 
demanded. 

As products and services mature, they tend to become more price-
sensitive (demand becomes more elastic). This flattening of the demand 
curve is part of the natural life cycle of a product and another way to 
understand the profit decline for mature-stage products, companies, or 
industries. 

The same product life cycle concept of emerging, growth, maturity, and 
decline can be applied to businesses and entire industries. 
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DIMENSION 1 - 4

When evaluating companies, you should remember that: 

• Optimistic sales and profit projections may not materialize from a 
company whose products or industry are in the growth stage because 
new competitors may be able to rapidly and inexpensively enter the 
market. 

• When a company has diversified to the point at which it has 
multiple products and services, it is prudent to analyze each product 
line’s life cycle stage before underwriting and documenting a loan. 

• When a company’s success depends on a single product or service, 
understanding its life cycle is critical to how you structure a 
repayment schedule before sales and cash flows are reduced or 
exhausted. 

• Inelastic demand can be an advantage because the company is able 
to more easily raise prices to cover costs and create more profits. 
In many cases, inelastic demand does not last long because of an 
increase in competition or a sudden decrease in demand, or because 
a substitute for the product or service has been created. 

In this discussion, we will cover the following life cycle stages: 

EMERGING STAGE 

Total sales are very low, consumer acceptability is uncertain, and cash 
flow is probably not sufficient to cover start-up costs and the fixed costs 
of production or providing the service. 

GROWTH STAGE 

If the product has gained market acceptance, sales build rapidly and 
profits can be very attractive, until other competitors enter the market. 
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DIMENSION 1 - 5

MATURE STAGE 

Profitability peaks, flattens out, and then begins to decline because 
other companies have successfully entered the market. One company’s 
early success in a market is often due to its dominant market share, 
which may be reinforced and sustained by a patent, copyright, or secret 
formula. Competitors are attracted by the sales and profit success of 
early entrants and the success of these new competitors is related to 
ease of entry into the market. Competition tends to drive prices down, 
especially if demand for the product at higher price levels has been 
satisfied. 

DECLINING STAGE

Consumer demand for the product declines and sales fall. Profits 
fall when sales can no longer cover the fixed costs or the company 
lowers prices in an attempt to maintain sales levels. However, there are 
substantial profit opportunities in this stage for a limited number of 
well-managed companies selling to a reduced, but stable, customer base. 
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DIMENSION 1 - 6

EMERGING STAGE 
Companies in the introductory or emerging stage often need large 
amounts of capital to sustain them through long periods of research, 
product development, and test marketing. After the product has been 
developed, test marketed, and is ready for rollout, additional funds 
are needed to support advertising and marketing expenses in order 
to educate the consumer and gain market acceptance. Because of the 
uncertainty of success, company owners and venture capitalists usually 
supply such capital. This is especially true in companies with one or 
just a few products, all of which are at the same stage of development. 
In addition, emerging companies generally possess entrepreneurial 
management and may lack experienced management in all of the core 
competencies needed to operate a company.

Financial products and services required by companies in the emerging 
stage include:

• Equity type financing (venture capital, private placement, etc.) due 
to the high cash needs and limited demonstrated debt repayment 
ability.

• Subordinated debt, preferred or common stock, or other sources of 
long-term capital.

• For very small businesses, the owners’ personal borrowings (such as 
home equity loans) may provide adequate initial long-term capital.

• Typical liabilities found on the emerging company’s balance sheet 
include accrued expenses, accounts payable, lines of credit (generally 
if guaranteed by a sponsor) and perhaps real estate loans (with 
sponsor support).
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Dimension 1 - 7

The following chart summarizes the strengths of an industry or product in the emerging stage, along with some of 
the relevant risks.

EMERGING STAGE CHARACTERISTICS

LIFE CYCLE STAGE POSSIBLE STRENGTHS RISKS 

Emerging:

Products are developed 
and presented to potential 
consumers. It is uncertain 
at this point if there will 
be acceptance of the new 
product/industry. 

• High sales due to prod-
uct introduction and 
unique positioning. 

• Little competition 

• High prices and gross 
margins (as result of 
little competition). 

• Registration of patents 
and intellectual property 
rights to create barriers 
of entry to competitors. 

• Able to develop brand 
loyalty. 

• Failure: The failure 
rate for new products 
is high—some gain 
acceptance only after 
modification from their 
original form. 

• Production capacity: 
either under or over 
capacity as demand 
varies substantially from 
projections. 

• Low net margins because 
of high R&D and mar-
keting costs. 

• Initial mismatch of cash 
flows. 

• Initial product quality 
may be poor dictating 
the need for expensive 
changes to the product 
design or formulation. 

• Winning marketing 
strategy prior to imple-
mentation not apparent. 
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Dimension 1 - 8

GROWTH STAGE 
Companies with products in the growth stage may show rapid sales 
growth and strong profitability. Often companies project that this 
growth and profitability will continue and commit to major production 
expansions, only to find that they have shrinking sales or lower profits 
or both. At the outset of the growth stage, demand may allow for 
creation of additional capacity and competitors. But as the industry’s 
sales begin to grow at a slower rate and then peak along with increased 
competition, only the strongest companies survive. Lending to growth-
stage companies requires very careful judgment of the critical factors 
that will help the company succeed over its competition and how 
management will meet these competitive challenges. 

Financial products and services required by companies in the growth 
stage may include:

• Cash Management services.

• Revolving lines of credit to finance growing working capital assets.

• Long-term debt to finance fixed asset growth associated with 
increased production capacity.

• Export financing if international in nature.

• Mortgage loans to finance real estate needs.
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Dimension 1 - 9

The following chart summarizes the strengths of an industry or product in the growth stage, along with some of 
the relevant risks.

GROWTH STAGE CHARACTERISTICS

LIFE CYCLE STAGE POSSIBLE STRENGTHS RISKS 

Growth:

The industry/product gains 
acceptance, demand grows, 
and competitors enter the 
market. 

• Increasing demand and 
high selling prices as 
product acceptance leads 
to growth in demand. 

• Product quality 
improved as a result of 
changes made in the 
emerging stage. 

• Higher net margins than 
competitors still in the 
emerging stage. 

• Expansion and 
solidification of 
significant brand loyalty. 

• Development of 
compatible products 
with high margins. 

• Increasing competition, 
depending upon the cost 
of entry. 

• Optimistic sales and 
profit projections may 
not materialize because 
new competitors enter 
the market. 

• Production over-
capacity due to increased 
competition. 

• High marketing costs 
relating to increasing 
market share and 
product differentiation 
strategies. 

• Sales may outstrip 
company’s capital base, 
putting additional 
requirements on external 
funding sources. 
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Dimension 1 - 10

MATURE STAGE 
Companies in mature industries or with mature products/services may 
ultimately have lower gross profit margins than they enjoyed in the 
growth stage but, because of stable demand, their cash flow for debt 
service may be stronger and their likelihood for continued success is 
more predictable. They have weathered the trials of tough competition 
and are marketing proven products or services. Mature-stage companies 
are usually less risky loan candidates, especially those requiring shorter-
term credit facilities.

Financial products and services required by companies in the mature 
stage may include:

• Cash management services.

• Revolving lines of credit to finance working capital assets.

• Long-term fixed asset financing for equipment and other capital 
expenditures.

• Export financing if international in nature.

• Mortgage loans to finance real estate needs.
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Dimension 1 - 11

The following chart summarizes the strengths of an industry or product in the mature stage, along with some of 
the relevant risks.

MATURE STAGE CHARACTERISTICS

LIFE CYCLE STAGE POSSIBLE STRENGTHS RISKS 

Mature:

Competitors have entered 
the market and corpo-
rate efficiency has sorted 
out companies unable to 
survive. 

• Price stability at some 
level. 

• Superior quality 

• Maximum brand/
product loyalty achieved. 

• Product enhancements 
(real or perceived) 
developed to extend 
product life.

• Declining profits caused 
by:

 – Demand levels 
off and begins 
slow decline, 
leading to market 
share contraction 
for existing 
companies.

 – A few low cost 
producers enter 
the market.

 – Competition 
is maximized; 
products begin 
to become more 
price sensitive 
and demand 
more elasticity, 
forcing companies 
to lower selling 
prices.

• Production over-
capacity likely; OEM’s 
(original equipment 
manufacturers) likely to 
invade after-market in 
order to use idle plant 
capacity. 

 

 



NOTES:

C
RC

 U
S 

Bo
dy

 o
f K

no
w

le
dg

e
DIMENSION 1 - 12

DECLINING STAGE 
Companies in declining industries or with declining products may still 
be suitable borrowers, particularly for seasonal or short-term loans not 
dependent on long-term economic success. Companies in the declining 
stage have either failed to develop new products or lines of business, or 
they are in industries in which the demand for the product or service is 
in absolute decline. Sometimes the demand for the product or service is 
fading very rapidly or so gradually that it is difficult to notice. 

Financial products and services required by companies in the declining 
stage may include:

• Cash management services.

• Revolving lines of credit to finance working capital assets.

• Long-term debt to finance fixed asset repair or replacement.

• Export financing, if international in nature.

• Mortgage loans to finance real estate needs.

• Trust services.
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Dimension 1 - 13

The following chart summarizes the strengths and risks of an industry or product in the declining stage

DECLINING STAGE CHARACTERISTICS

LIFE CYCLE STAGE POSSIBLE STRENGTHS RISKS 

Decline:

Sales drop as demand falls. 
Unless innovation occurs, 
the industry will shrink 
and perhaps ultimately fail. 

• Low advertising costs as 
industry/product is fully 
accepted.

• Weak competitors 
eliminated; no longer 
able or willing to 
compete. 

• If demand for product 
diminishes greatly, but 
does not disappear, 
remaining companies 
can compete effectively 
in a smaller overall 
market. 

• Lower sales 

• Cost control discipline 
required in order 
to maintain a gross 
margin contribution to 
overhead. 

• Substantial over-capacity 
as demand declines. 

• Lowering margins until 
production capacity 
is reduced to level of 
diminished demand. 

• Product quality 
deteriorates due to 
cost cutting in the 
manufacturing process 
in order to maintain 
gross margin. 

• Unable to find skilled 
labor force to continue 
manufacturing process.
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DIMENSION 1 - 14

INDUSTRY RISKS
Different industries have very specific risks, but they are also subject 
to generic risks that affect all industries, albeit in different ways. In 
this section, we will analyze the risks that each company faces within 
the context of its industry and business strategy. We will examine the 
following issues: 

MACROECONOMIC ISSUES 
The extent to which an industry is affected by regulatory, economic, 
political, and public events, and labor and environmental issues. 

CYCLICALITY 
The extent to which an industry is affected by economic or business 
cycles. 

SEASONALITY 
The extent to which an industry is affected by normal changes in 
climate or calendar specific buying patterns. 

TECHNOLOGY RISKS 
The extent to which technology has improved people/production 
efficiencies, but also has created new types of risk. 

LIFE CYCLE STAGE 
The extent to which the industry is affected by its stage in the life cycle. 

INTERNATIONAL CONSIDERATIONS 
The extent to which this industry is affected by international events. 

BUSINESS PROCESS AND PRODUCT RISKS
The extent to which industry characteristics influence a customer’s 
business processes, practices, and products. 
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DIMENSION 1 - 15

MACROECONOMIC ISSUES 
Most companies face many of these macroeconomic issues at one time 
or another during their life cycle. 

Your customer’s financial statement reflect the direct and indirect 
impact of these macroeconomic issues. You should discuss these 
macroeconomic issues with management and examine them for existing 
or potential problems that could impact their repayment ability.

REGULATIONS 
All companies face regulatory guidelines. Find out which regulations 
affect your customer and how they impact the company’s financial 
performance. 

In assessing the financial effect of regulations, know the cost of 
compliance and risk of noncompliance. Fines associated with “out-of-
compliance-conditions” or outright noncompliance can be significant. 

Regulations that require initial licensing and ongoing recertifications 
can raise the cost of doing business. 

ENVIRONMENTAL REGULATIONS 
All companies face the impact of this particular group of regulations. 
At some point in the supply chain for the production of a 
product, environmental costs will be felt. You need to assess which 
environmental regulations directly affect your customer. 

The liability for clean-up costs and fines for noncompliance could alter 
the financial health of your customer. Most financial institutions require 
a review of the environmental regulations that affect specific customers 
at origination and during the life of the transaction. 

Additionally, most loan documentation requires an environmental 
certificate signed by an officer of the company attesting to the firm’s 
compliance with applicable environmental regulations. In some cases, 
your institution, as a lender to the company, can become liable for 
environmental infractions. You should enlist legal and environmental 
expert assistance when documenting a loan to a company with known 
or perceived environmental problems. 



NOTES:

C
RC

 U
S 

Bo
dy

 o
f K

no
w

le
dg

e
DIMENSION 1 - 16

CHANGING INTEREST RATES
All companies are affected by changes in interest rates, if not directly 
then through their effect on customers and suppliers. Interest rates can 
raise or lower operating expenses, and, as a result, raise or lower profits. 

Doing a mental calculation using total interest expense and interest 
rates (or blended rates), you can determine approximate average 
principal amount of debt outstanding during the accounting period 
and compare that number to the ending period debt balance. This 
comparison will allow you to estimate a company’s interim period 
borrowing requirements. 

LABOR 
Companies face challenges in attracting qualified people while at the 
same time maintaining product or service quality. 

There has been a big change in how people work (flex-hours, job 
sharing, etc.) and what they expect from their employers. The issues 
that employers face from labor laws, changes in work ethics, labor 
union contracts, and essential skill shortages can be expensive and 
fraught with potential liability. 

POLITICAL AND PUBLIC OPINION 
Some companies may escape this issue, only because they, for one 
reason or another, do not appear on the radar screen of some political 
body or public advocacy group. The problem with this area is that 
very often your customer does not control the impact or timing of its 
exposure to these issues. 

While issues in this category can be expensive in terms of settlements, 
sometimes the larger problem becomes the disruption in the execution 
of the day-to-day business plan and the allocation of people and 
financial resources. 

These issues often arise when your customer wants to expand their 
business and they must get variances from code in the case of real estate 
or approval from existing labor pools before moving ahead. All of these 
groups have “agendas” that can be far different from the operating 
strategy of your customer. 
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DIMENSION 1 - 17

WEATHER
As an economic force, weather becomes apparent many times only in 
the form of a catastrophe such as a drought, hurricane, blizzard, hard 
freezes, fire, disease, etc. Unfortunately, with the movement to “mega” 
businesses as companies consolidate, if a natural disaster strikes at just 
the right place, it can be devastating to your customer. The disaster 
doesn’t even have to have a direct effect on your client, but only has to 
affect one company in the supply chain for problems to occur. 

Some of these weather issues, such as business disruption, and fixed 
asset replacement, can be insured against. However many of the 
consequences from such a disaster can permanently affect the future 
viability of your customer, especially if a significant time disruption 
occurs in the production cycle. 

CURRENCY FLUCTUATIONS 
With the worldwide economy firmly in place, there is the potential for 
substantial changes in currency valuations. The risk is more than the 
extreme event of a country’s unexpected currency devaluation. The risk 
is that day-to-day volatility in the world currency markets can affect the 
profitability and potential repayment ability of your customer, if not 
properly hedged. 

Not only is there the currency risk, but if inexperienced financial 
managers address the risk, the risk can be compounded considerably. If 
your customer is dealing directly with international clients, it is prudent 
for you to assess their ability to manage their foreign currency risk; an 
opportunity may exist for your institution’s international department! 



NOTES:

C
RC

 U
S 

Bo
dy

 o
f K

no
w

le
dg

e
DIMENSION 1 - 18

CYCLICALITY 
Cyclicality refers to the extent to which an industry is affected by the 
expansion and contraction in economic cycles, often referred to as 
business cycles. There is much debate as to whether business cycles are 
repeatable with similar economic dynamics. Economists agree that there 
are often similarities between business cycles and what instigates change, 
but they also agree that each business cycle has its own set of economic 
traits. Defining the business cycle is not easy in today’s economy. 
As a lender, you should understand the principles of expansion and 
contraction in the market place and how these movements affect your 
customer. You should investigate your customer’s strategic approach to 
counter-cyclicality, i.e., having products and services that are marketed 
to the other side of the business cycle. This is an especially important 
concept to grasp when considering long-term loans to fund expansion 
or fixed asset replacements. 

While economists disagree on the definition and early warning 
signals for the onset of a change in the business cycle, it is best for 
you to talk with your customer and other companies in a particular 
industry. Management of these firms, and their industry associations, 
often have an ear to the ground and know what is happening in the 
marketplace and where the industry stands in the business cycle. Using 
an intellectual barometer for business cycle movement is sometimes not 
as meaningful as talking with people who have an intimate and historic 
knowledge of the industry and vision as to how the past can be used to 
forecast the future for the industry. 

EVALUATING CYCLICALITY RISK 

Evaluating the risk that cyclicality poses to a particular business involves 
assessing: 

• How vulnerable the company and its industry are to a business cycle, 
i.e., changes in the economy into which the company markets its 
products or services. Not all industries react the same way or at the 
same time to changes in the continuum of economic cycles. How 
have the company and industry withstood the impact of previous 
business cycles? 

• Whether the financial condition of a company is strong enough to 
withstand the possible negative effects of a downturn in the business 
cycle or has enough capital to take advantage of opportunities as 
economic growth occurs. 

• The quality of the business’s plan for dealing with economic 
cyclicality and its ability to insulate itself from extreme economic 
swings through thoughtful management. 



D
im

en
sio

n 
1 

//
 E

va
lu

at
e 

C
lie

nt
 In

du
st

ry
, M

ar
ke

ts
, a

nd
 C

om
pe

tit
or

Dimension 1 - 19

STAGES OF THE BUSINESS CYCLE 
Understanding how each stage in the business cycle impacts your customer’s borrowing requirements is important 
to your assessment of risk. The following chart helps frame risks by showing the characteristics and resulting effects 
on a business in each stage of a general business cycle:

STAGES OF THE BUSINESS CYCLE

STAGES CHARACTERISTICS EFFECTS ON BUSINESS

Early Expansion Stage • Interest rates relatively low. 

• Consumer and business credit 
are plentiful. 

• Consumers have good levels of 
disposable income because of 
secure jobs, increasing wages, 
and available credit. 

• Sales and profits usually increase. 

• Companies often expand 
production facilities, increase 
inventories, add employees, 
start new business lines, and/or 
introduce new products. 

Late Expansion Stage • Consumer and business 
spending and demand for credit 
increase, pushing up interest 
rates and prices. 

• Capacity utilization climbs and 
prices stabilize for goods and 
services.

• Sales stabilize or begin to decline 
as the higher cost of credit and 
of goods and services begins to 
dampen consumer spending and 
business expansion.

Early Contraction 
Stage 

• Optimism about the future 
decreases as interest rates and 
prices remain high.

• Fewer new products are 
developed or additions to 
capacity are begun and less 
production capacity is brought 
on line. 

• Less credit is demanded as 
companies seek to reduce 
reliance on debt and increase 
liquidity. 

Late Contraction Stage • Economy slows down. 

• Unemployment increases. 

• Interest rates gradually fall. 

• As demands for goods and 
services shrink, businesses 
begin to see new opportunities 
for growth. Falling prices and 
increased availability of credit set 
the stage for a new expansion.



NOTES:

C
RC

 U
S 

Bo
dy

 o
f K

no
w

le
dg

e
DIMENSION 1 - 20

SEASONALITY 
Without the influences of natural disasters, major alterations in weather 
patterns or sudden changes in consumer purchasing habits, the effects 
of seasonality on a business may be reasonably predictable, and provide 
your customers with profit making opportunities. 

WHAT MAKES A BUSINESS SEASONAL?

• Weather—Traditional seasons of spring, summer, fall, and winter. 

• Calendar-dictated seasons.

• Religious, cultural, and national holidays. 

• Other industries’ annual business cycles, including things such as 
back to school and income tax deadlines.

These seasonal influences cause cash receipts to temporarily decline and 
cash disbursements to temporarily increase and vice versa. In a normal 
season, these variations in the cash flow cycle can be anticipated and 
even taken advantage of by your customer. 

EFFECTS OF SEASONALITY ON CASH REQUIREMENTS 

Seasonality can alter cash requirements in two ways: 

• By temporarily lengthening the cash cycle 

• By increasing daily average sales or cost of sales 



D
im

en
sio

n 
1 

//
 E

va
lu

at
e 

C
lie

nt
 In

du
st

ry
, M

ar
ke

ts
, a

nd
 C

om
pe

tit
or

Dimension 1 - 21

TYPES OF SEASONALITY 

SEASONALITY TYPES & CHARACTERISTICS

TYPES CHARACTERISTICS 

Seasonal sales 

Increase in average 
daily sales and cost of 
sales. This is the most 
common type of sea-
sonality. 

• Usually preceded by increase in inventory and followed by a period of high 
receivables. The company’s need for additional cash begins with inventory 
buildup and continues until receivables have been collected and have 
dropped back to lower permanent levels. 

• If receivables or inventory grow faster than sales (such as during inventory 
buildup), the cash cycle can lengthen and the demand for cash could be 
more severe than expected. 

• Higher daily sales cause a spike in cash needs for funding higher levels of 
working capital assets, even if the length of the cash cycle does not change. 

Seasonal cash

Disbursements that 
lengthen the cash cycle. 

• Seasonal sales are usually preceded by an increase in inventory and 
followed by a period of high receivables. The company’s need for 
additional cash begins with inventory buildup and continues until 
receivables have dropped back to permanent lower levels. 

• Accounts payable may have extended payment terms including datings, 
which result in a significant source of funding. 

• If receivables or inventory grow faster than sales (such as during inventory 
buildup), the cash cycle can lengthen and the demand for cash could be 
more severe than expected. 

• Higher daily sales cause a spike in cash needs for funding higher levels of 
working capital assets, even if the length of the cash cycle does not change. 

Seasonal cash

Receipts that lengthen 
the cash cycle. This is 
the least common type 
of seasonality.

Accounts receivable don’t get paid until your customer’s customer gets paid, 
for example:

• Suppliers to government agencies may not be paid until the agency 
receives funding allocations. 

• Suppliers to educational institutions are often not paid until after the 
students pay tuition. 

• Suppliers to farmers may not be paid until crops are harvested and sold. 
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DIMENSION 1 - 22

TOOLS FOR IDENTIFYING SEASONAL PATTERNS AND 
DETERMINING THEIR CASH FLOW EFFECTS 

• Interim (quarterly or monthly) Financial Statements. 

Annual financial statements may not reveal the existence or effects of 
seasonality. Interim financial statements offer the advantage of showing 
how sales fluctuate during the year and how working capital assets 
have been affected. Using historical performance as one guide, you can 
estimate future seasonal borrowing requirements. Interim financial 
statements are especially helpful when: 

• You want to determine if a company is truly seasonal from a cash 
cycle perspective. 

• You want to estimate the future seasonal funding needs of a 
company. 

• You have made a seasonal or long-term loan to a company, and you 
wish to follow the company’s progress (and your loan’s quality) more 
often than annually. Such monitoring is especially important when 
the company is new, growing rapidly, or undergoing significant 
change in its marketing strategy. 

Because interim statements are usually company prepared and not 
audited, they are subject to reporting errors that might be detected in 
a full audit, such as the verification of physical inventory. Comparing 
interim financial statements for the same period in prior years will help 
you get comfortable with the quality of the information. 

Cash budgets that project actual receipts and disbursements on 
a monthly basis can be helpful in structuring loans that meet the 
company’s borrowing needs. Cash budgets trace the movement of cash 
into a business, as customers pay for goods and services, and movement 
out of a business, as the company pays its suppliers, employees, 
shareholders, and lenders. Cash budgets differ from, but can be 
reconciled to, interim financial statements in two ways: 

• Cash budgets describe the cash effect of events during a period and 
the balance sheet describes the cash condition at the end of a period. 
The cash budget and the balance sheet both show the cash balance at 
the beginning and end of any period (interim or fiscal). 

• Both cash budgets and income statements describe events during a 
period, but the cash budget does so on a cash basis, and the income 
statement does so on an accrual basis. 
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DIMENSION 1 - 23

TECHNOLOGY RISKS 
Technology has allowed companies to increase staff efficiency and 
reduce personnel costs per unit sold or service provided as companies 
have grown. 

You should asses the following risks associated with technological 
advancement:

• Are there substantial costs to be incurred in the initial purchase of 
hardware and software? 

• Will there be disruption to the company’s workflow during system 
upgrades or conversions? 

• Is the system “user friendly?” 

• Does your customer have a labor force that possesses the necessary 
skills to run the system or will time and financial resources have to 
be spent to bring the workforce “up to speed?” 

• How will the end-user be affected by system modification? How 
compatible is a system modification with any existing programs or 
systems that your customer may be using in its operation? 

• What kinds of system support risks are in existence after the system 
has been installed, and how financially stable is the support entity? 

LIFE CYCLE STAGE 
Understanding the position of the industry in the life cycle is important 
to identifying the types of risk the company will encounter. Earlier in 
this section we presented a detailed analysis of life cycle stages. 
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DIMENSION 1 - 24

INTERNATIONAL CONSIDERATIONS 
If your customer is a supplier to, or purchaser from, the international 
community, economic risk issues become compounded by political and 
cultural factors. 

Consider the following international economic issues as they relate to 
your client:

• Currency valuations and exchange rates, 

• Raw material availability. 

• Labor force stability and costs. 

• Distribution channels in and out of the country. 

• Foreign competition 

• Export/import tariffs. 

• Import/export balance of trade for that particular country. 

• Overall economic growth of the country. 

Given a stable political environment, probably the most common risk 
is that of currency fluctuations. This risk, if thoroughly understood by 
you and your customer, can be mitigated quite successfully by using 
hedging techniques such as purchasing futures/options contracts in the 
local currency.

The political and cultural risks relate to the stability of the government 
and the relative impact of various cultural attitudes within the country. 

Some of the international political and cultural issues to consider are:

• Work rules, skill availability, and ethics. 

• Foreign corporate ownership structure. 

• Country-specific regulations including environmental regulations. 

• Openness to foreign investment and threat of nationalization of 
foreign businesses. 

• Language difficulties 

• Religious influence 

• Political relations with the country where your customer/supplier is 
domiciled. 
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DIMENSION 1 - 25

Letters of credit and foreign exchange are two products that you can use 
to help your customers manage some of those international risks. 

BUSINESS PROCESS AND PRODUCT 
RISKS
Many characteristics common to an entire industry can have particular 
influence on a customer’s business processes, practices, and products. 
Significant industry factors that introduce business-level risks include:

LABOR RELATIONS AND SUPPLY RISKS

How vulnerable is your customer to interruptions in labor supply, for 
both production and administrative support staff?

DISTRIBUTION RISKS 

What are your customer’s distribution channels and what are some of 
the distribution system risks? 

PRODUCT AND SERVICE RISKS 

How does the development and marketing of the company’s products 
and services affect its life cycle stage? 

PRODUCTION RISKS

What impact do the complexities of the production cycle have on 
the overall business operation? In response, how has the customer 
configured its operations and facilities?

TECHNOLOGY RISKS 

What technology strategies does the company use and how are they 
funded, implemented, and embraced by the employees? 

INTELLECTUAL PROPERTY RISKS

What is the risk of loss of value or of control over the company’s 
intellectual property, and how effectively does the company protect 
itself against misuse, or allegations of misuse, of other parties’ 
intellectual property?
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DIMENSION 1 - 26

OUTSOURCING RISKS 

How does your customer’s outsourcing strategy affect its risk profile, 
particularly if it is a large user of outsourcing or outsources a critical 
function? 

OTHER RISKS 

What other issues might affect your customer and how can you capture 
these issues? 

LABOR RELATIONS AND SUPPLY RISKS
Access to a skilled, affordable, and uninterrupted labor supply is a 
key business requirement for many companies. We commonly think 
of manufacturing labor when considering labor relations and supply 
constraints, but the risks can be equally significant for management and 
non-manufacturing employees. In some industries, labor supply can 
be a life threatening risk to companies. For example, in the truckload 
sector of for-hire trucking companies, driver shortages are chronic 
and driver turnover commonly ranges between 90% and 120% per 
year. Companies in this segment of trucking are obligated to spend 
significant dollars for driver recruitment, and the most successful 
companies are often those that develop innovative driver retention 
programs, not necessarily geared just to monetary compensation. To 
find out if your customer is at particular risk for labor interruptions, ask 
the following questions:

• In which part(s) of company operations is there a significant risk of 
qualified labor shortage? 

• What are the particular challenges that make it difficult to find 
qualified employees, such as highly specialized skills, chronic 
shortages that have created bidding wars for employees, etc.?

• Does organized labor influence your hiring and compensation 
practices either directly (union contract) or indirectly (union has 
influenced wage base and employment practices in the industry)?

• What has been the company’s employee turnover experience in the 
past three years?

• What special recruitment, training and retention programs has 
the company used to attract desirable employees? How do those 
programs differ from the competition?

• How does the company describe the quality of its labor relations? 
How does it measure the quality of its labor relations?
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DIMENSION 1 - 27

• What strategies is the company pursuing to lower its dependence 
on scarce labor, such as an outsourcing strategy or an automation 
strategy?

DISTRIBUTION RISKS
The issue here is very simple: who has direct contact with the customer? 
If your company is interfacing directly with the end-user, then it 
controls the fate of the customer relationship. If your customer is either 
a manufacturer or a wholesaler, then it may not be interfacing directly 
with the consumer or end-user and has to rely on a distribution system: 
wholesaler, broker, manufacturer’s representative, and retailer. The 
following issues should be reviewed: 

• The exact relationship between your customer and the ultimate 
consumer of the company’s product or service. 

• You can establish the points of risk in the distribution system and 
quantify them in terms of net sales, gross profits, and operating 
profits. 

• Where can the breakdown in the distribution system occur and who 
controls its resolution? 

All parts of the distribution system need to have a set implementation 
strategy as well as a backup plan, especially for those parts not 
controlled within your customer’s operating infrastructure. An 
independent trucker strike, for example, can be a substantial detriment 
to a company’s ability to complete sales, especially if the strike is in the 
company’s seasonal selling period. The new age e-commerce companies 
are particularly susceptible because they rely exclusively on a third-party 
distribution system. Companies selling perishable items are susceptible 
to weather, construction, and normal traffic pattern delays. 
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DIMENSION 1 - 28

PRODUCT AND SERVICE RISKS
The ability to differentiate one company’s product line from another is 
based on the profile of the particular product or service. For example, 
is the product or service a luxury or staple item? A luxury item to 
one market segment may be a staple item to consumers in a higher 
economic bracket. 

Questions to ask include: 

• Is the product line diversified? 

Is the product line diversified horizontally (i.e., many products being 
sold into the same market segment) or is the company selling the 
same types of products vertically into several different economic 
brackets? 

Product diversification is usually an advantage, a success factor, to the 
extent that it helps a company adapt to changing aggregate demand 
and meet more of each customer’s needs. However, a diversified 
product line is more expensive to support than producing and 
carrying inventory for a narrow product line. 

• Is the product or service being purchased with discretionary income 
or with nondiscretionary income?

In an economic downturn, purchases with discretionary dollars have 
a tendency to be curtailed, whereas nondiscretionary expenditures for 
staple goods and services tend to be the last ones eliminated from the 
consumer’s budget. 

• Is the product or service vulnerable to style or technological 
obsolescence? 

This is an especially important question to ask of high tech marketers, 
such as those in the telecommunications and computer industries. 
Companies involved with the toy industry are also susceptible 
to obsolescence risks. If the product life cycle is relatively short, 
committing high fixed costs or financing the production or marketing 
infrastructure long-term may lead to cash flow problems for your 
customer. 

• What is the demand for each product line? 

Demand influences sales volume, growth, and profit margins. Strong 
or growing demand is a success factor. However, if the product or 
service is faddish, the success could be short-lived. 
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DIMENSION 1 - 29

• Is the product difficult or expensive to produce? 

Difficulty and expense involved in making the product can be 
positive or negative. It may mean the company can enjoy higher 
profit margins and less threat from new competitors. It also can mean 
that more capital is needed to operate the business and that customers 
demand higher quality standards. 

• How do competitors differentiate their products or services?

Uniqueness of the product usually is an advantage. However, 
a niche product line might limit demand for the product to a 
very small market segment. A niche product line is by definition 
a concentration, which is a risk factor. Alternately, if a product 
is a commodity, there is little opportunity to distinguish from 
competitors’ products and price becomes the sole basis of 
competition. Keep in mind that it is not just traditional commodities, 
such as sugar or pork bellies that sell solely on the merits of price. 
Products become commoditized, or genericized, when the market’s 
offerings evolve into look-alike products. To some extent this process 
is a natural element of the product lifecycle. Successful companies 
find ways to add or enhance product features to extend the innovative 
life of their product or service, providing a continuing basis for value-
added pricing.

• What value does the company add to the product? 

Value added, like diversification can result in a competitive advantage, 
but it can be expensive to create and maintain. . For example, bee 
keepers’ primary products are honey, wax, pollen, royal jelly, venom, 
bees, and their larvae—all products produced naturally by the bees, 
with no value added by the bee keeper. The bee keeper that also 
produces a line of soaps or lotions that contain honey or royal jelly 
is selling value-added products, the pricing of which is independent 
of the more commodity-like honey and bee products. Of course, 
creating the manufacturing capability for soaps and lotions requires a 
significant investment of both capital and expertise, along with access 
to distribution outlets. 

• Does the company incur product liability? 

Food, pharmaceutical, and cosmetic products bring obvious product 
liability risks, as do vehicles, many toys, and infant products. Product 
liability is an inevitable business risk for many companies, and the 
management interview should include a discussion of the company’s 
product liability risk management programs.
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DIMENSION 1 - 30

PRODUCTION RISKS
What is the exact nature of the production cycle and facilities? Issues to 
be evaluated here are as follows: 

• Do you consider your firm a processor, fabricator, or assembler? You 
want to understand the length and complexity of the production 
cycle. 

• How long or complex is the production cycle? 

• Is the company susceptible to shutdowns in the production cycle 
caused by: 

 – Labor unrest? 

 – Raw material supply interruptions? 

 – Equipment malfunctions or plant disasters such as a fire or 
flood? 

• Does management have a plan in place in the event of a major 
disaster or other lengthy disruption in production or administrative 
function? Backup plans should be in place for critical functions. 
Has your customer continued to invest in fixed assets and their 
maintenance? 

• Is there proper insurance on the production equipment, and does 
the company maintain business interruption insurance to ensure 
cash flow to pay overhead and debt service expenses in the event of 
lengthy production disruptions? 

• Has your customer outsourced some or all of the production process? 

• What is the present production capacity, what is the percentage of 
capacity utilization, and what are the economically efficient capacity 
increase increments? 

• Where are the facilities located? If a company’s properties are well 
maintained, well located, and have value to other businesses (multi-
purpose), these are advantages. 

• Are facilities adequate, inadequate, or excessive? If the company has 
too many dollars invested in fixed assets and has a great deal of excess 
capacity or has spent more frivolously on nonproductive assets, these 
are risk factors. However, a company that has inadequate facilities, 
either in terms of location, size, or efficiency, will also suffer. 
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DIMENSION 1 - 31

• Does the company own or lease its premises? Owning or leasing 
is not a significant success or risk factor by itself. How does the 
company acquire the use of production and administrative fixed 
assets? How does the method of acquiring the asset (buy versus lease) 
affect the company’s financial activities? 

• Does the production process introduce any environmental risk? 
Environmental contamination can arise from: 

 – Pesticides 

 – Poisons 

 – Solvents 

 – Petroleum products 

 – Industrial chemicals 

 – Animal by-products and waste 

 – Metal fragments 

 – Building materials 

Companies are held legally responsible for appropriate handling of 
hazardous substances and other wastes. Severe financial and criminal 
penalties can be imposed on individuals or businesses found guilty of 
contaminating the air, land, or water. The costs associated with the 
cleanup and remediation of a contaminated site can cripple a business 
financially. 

There are several levels of environmental audit that can be performed, 
and these are detailed in Dimension 7. The most comprehensive 
environmental audits must be performed by qualified professionals. 
However, you should do an initial screening by asking the company to 
disclose:

• Any production inputs or processes that create environmental risk.

• Knowledge of any prior use of their property that might have created 
an environmental hazard. 

Please see the Dimension 7 exhibit titled Signals of Environmental 
Problems: Things to Identify and Consider (SEPTIC) for additional 
help in understanding environmental risk. 
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DIMENSION 1 - 32

INTELLECTUAL PROPERTY RISKS
Intellectual property (IP) risks can be direct and indirect. Direct IP 
risk is the risk of loss of control or value of the company’s exclusive 
knowledge assets that are embedded in its product or service. Indirect 
IP risk refers to the risk of loss of access to critical intellectual property, 
such as software, or the risk of litigation alleging improper use of 
others’ intellectual property. To help disclose IP risk, you should ask the 
following:

DIRECT INTELLECTUAL PROPERTY RISK

• What intellectual property does the company own, and how does it 
currently protect this IP? For example, what brands, logos, software 
programs, inventions or publications has the company developed, 
and how has it protected these with service marks, trademarks, 
patents, or copyrights?

• Does the company directly own the IP protections? For example, 
copyrights generally belong to authors unless specifically assigned to 
their employers or to clients when works are written by employees or 
contract workers. You should verify that the company owns or has 
received assignment to all legal rights to its intellectual property.

• Does the company require confidentiality agreements to be signed 
by all key employees, clients, and contractors to minimize the risk of 
proprietary secrets being compromised?

• What human resource retention programs are in place to minimize 
the loss of intellectual capital to competitors?

• Does the company protect the value of its intellectual property 
through continued research and investment in new product 
development or by purchase from outside developers? How adequate 
are financial and nonfinancial resources to ensure a seamless 
replacement or update of aging intellectual property? Nonfinancial 
resources include access to technology and to skilled employees or 
contractors.

• How effectively is the company monitoring the state of the art 
of its IP in the market? The company cannot protect the value 
of its IP through enhancements, or defend against any perceived 
infringement, if it is not aware of competitors’ evolving product or 
service offerings. 
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DIMENSION 1 - 33

INDIRECT INTELLECTUAL PROPERTY RISK

• Is the company a legitimate owner or licensee of others’ intellectual 
property used for any business purpose? For example, bootleg 
software, installed with or without the knowledge of company 
management, exposes the company to costly litigation risk. 

• Does the company purchase critical software from vendors that 
provide an IP indemnification with the product license? A company 
may legally license software that subsequently becomes the target 
of litigation alleging it contains a competitor’s proprietary code. 
Although not responsible for the purloined code, the user may 
find itself embroiled in an IP dispute that can include a legal block 
against using the software in dispute.

Does the company educate its employees about intellectual property 
responsibilities, and does it maintain and enforce policies to prevent 
unauthorized use of outside IP, such as copied software or copyright 
infringement?
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DIMENSION 1 - 34

OUTSOURCING RISKS
A company may alter and increase its risk profile by outsourcing various functions; i.e. hire other companies 
perform functions that were previously done in-house. The following risks should be considered whether your 
customer is a large user of outsourcing as a strategic initiative or outsources only a few, but very critical, functions: 

OUTSOURCING RISKS

Credentials Do the principals, either singularly or together, have the credibility (formal 
training and experience) to deliver the service within mutually established 
parameters for quality and timeliness? 

Knowledge Does the company have sufficient depth and breadth of knowledge to con-
tinue delivering the service should one of the principals (or the only princi-
pal) be separated from the firm for any reason? 

Intellectual What is the ability of the firm and its employees to keep pace with changes 
within the industry on a timely basis? 

Reputation Does the firm have a well-documented reputation within the industry that it 
is serving? Your customer’s reputation, in turn, will be greatly affected by the 
reputation of the outsource provider. 

Financial stability Does the outsource provider have the financial strength to handle “this 
project” and all of the other projects that it is presently (or contemplating) 
handling? Obtain financial statements if necessary. 

Licensing Does the firm possess all of the necessary licenses needed to deliver the ser-
vices, and does the firm have the ability to have those licenses renewed during 
the term of the outsourced contract? 

Capacity Does the firm have the people/administrative capacity to deliver the services 
to be rendered or do they have to acquire additional capacity to handle this 
contract? 

Technological Does the firm have the technological capabilities and capacities to deliver 
the service and are their systems compatible with the client’s systems? Who 
provides their backup? 

Contract term Review terms and conditions including reporting requirements. Ask your cus-
tomer for a copy of the RFP (Request for Proposal) that the outsource firm 
completed when bidding on the contract. 
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DIMENSION 1 - 35

OTHER RISKS
You should look for risks that are not conveniently categorized in any of 
the sections previously described. Some risks to look for and questions 
to ask your customer are: 

• What are the company’s critical success factors? What are the 
corporate attributes that make the business operate well? 

• What are the greatest risks and opportunities in the industry and 
related industries? 

• Are there any personnel issues or personal issues that could have 
major financial implications for the business going forward? For 
example: 

 – The five D’s of credit: death, divorce, drugs, disagreements, or 
disabilities. Small businesses with limited management teams 
are particularly vulnerable to these risks. 

 – Employee morale or pending legal actions. 

 – Changes to compensation and benefit packages. 

CHARACTERISTICS OF KEY 
INDUSTRY SECTORS
This section profiles the characteristics, special problems, and credit 
needs of the following industry sectors: 

• Manufacturing companies 

• Wholesaling companies 

• Retailing companies 

• Service companies 

• Construction companies 

• Agribusinesses 

• Educational institutions 

• Leisure/tourism industry 

• Nonprofit companies 

• Government/municipal entities. 



NOTES:

C
RC

 U
S 

Bo
dy

 o
f K

no
w

le
dg

e
DIMENSION 1 - 36

CHARACTERISTICS OF MANUFACTURING 
COMPANIES
In manufacturing businesses, the timing of the production cycle 
(making and selling the product) is difficult to predict. As the 
production cycle increases, regardless of the industry, the receipt of 
cash takes longer, which results in the company having to maintain 
more cash on its balance sheet to meet liabilities as they come due. 
Depending on how vertically integrated they are, manufacturers usually 
have a considerable investment in both inventory and physical plant, so 
their percent of assets in cash relative to total assets may not be as high 
as it is for retailers. 

There are three general types of manufacturers: 

• Processors 

• Fabricators 

• Assemblers 

The key to differentiating among these three types of manufacturers is 
to compare the level of vertical integration. Vertical integration relates 
to the portion of the manufacturing, marketing, and service functions 
that the company provides internally rather than having another 
company provide any portion of those functions. Typically, the more 
your customer is vertically integrated, the longer its production and 
resulting cash cycle will be. 

With the recent use and acceptance of outsourcing, the once fully 
integrated company no longer needs to be fully integrated—nor is 
it, necessarily, economically appropriate for it to be fully integrated. 
Years ago, a company, literally, had to make its own parts before it 
could begin to fabricate or assemble the final product. In today’s world 
economy, with just-in-time delivery, there are fewer fully integrated 
processors and more assemblers.
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NOTES:

DIMENSION 1 - 37

ASSETS

A key to understanding the risks associated with a manufacturer is to 
analyze inventory management strategies. Levels of inventory will vary 
due to:

• Length of the manufacturing cycle, which directly relates to the 
amount of cash that is tied up in work-in-process. 

• Difficulty of obtaining quality raw materials and parts, which 
directly dictates how much raw material must be kept on hand at all 
times. What is the permanent level of, and funding requirement for, 
raw materials in the company’s working capital assets structure? 

• Reliability of the raw material delivery channel and duration of the 
shipment schedule. 

• Stability of the labor force relative to issues such as the availability of 
required skilled labor and any labor agreements. 

• Whether the company is producing goods for its finished goods 
inventory or whether it is producing goods to fill customer orders. 
This production strategy will dictate a company’s investment in the 
finished goods component of inventory. 

• Planned production shutdowns for occurrences like holidays, model 
switchovers, or for seasonal reasons. 

Processors and fabricators usually have a slower inventory turnover (i.e., 
more days’ sales in inventory) than manufacturers who only assemble 
what they sell. Generally, any type of manufacturer must invest heavily 
in production plant and equipment, so a manufacturer’s total working 
capital asset turnover is lower than in other industry sectors. Businesses 
that normally have low asset turnover are called capital intensive; they 
need many dollars invested in assets to generate sales.
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DIMENSION 1 - 38

PROFITABILITY

Profit is heavily influenced by:

• Proportion of variable costs to fixed costs. 

• Competition 

• Amount of perceived value added. 

As with any industry, the more competition there is, the lower the 
profit margin will be. In addition, the more value (perceived or real) a 
company adds to its product or service, the higher the profit margins 
are likely to be. Therefore, because manufacturers are perceived to add 
more value, their profit margins are usually larger than those exhibited 
by wholesalers or retailers.

OTHER CONSIDERATIONS

Manufacturers bear the brunt of product liability and performance 
representations of the products that they produce. Typically they 
provide product guarantees that the consumer relies on in the purchase 
decision. These guarantees contribute significantly to the value-added 
equation.
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DIMENSION 1 - 39

ASSET DISTRIBUTION CHARACTERISTICS

As an example, a manufacturer of Candy and Other Confectionery 
Products (SIC # 2064/NAICS # 31133) would have the following asset 
distribution characteristics:

OTHER

FIXED ASSETS

INVENTORY
TRADE
RECEIVABLESCASH AND

EQUIVALENTS

FIXED ASSETS

INVENTORY

TRADE RECEIVABLES

CASH AND EQUIVALENTS

OTHER

CANDY AND OTHER CONFECTIONARY PRODUCTS
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Dimension 1 - 40

For the asset distribution characteristics of other manufacturers, you should refer to the most recent edition of 
RMA’s Annual Statement Studies—Financial Ratios Benchmark.

The following is a summary of the general characteristics, special problems, and credit needs of manufacturers.

MANUFACTURING BUSINESSES: FEATURES

INDUSTRY CHARACTERISTICS SPECIAL 
PROBLEMS CREDIT NEEDS

Manufacturing

Processor

Fabricator

Assembler

• Dominated by larger, 
more mature firms. 

• High fixed assets re-
quirements. 

• High fixed costs. 

• High cyclicality 

• Moderate seasonality

• Cost accounting 

• Fixed cost management. 

• Inventory control 

• Long-term forecasting. 

• Equipment/process 
obsolescence. 

• Environmental consid-
erations

• High credit needs; 
borrowing tends to be 
short and long term. 

• Particular needs in-
clude: 

 – Financing of 
fixed assets. 

 – Financing of 
working capital 
assets. 
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NOTES:

DIMENSION 1 - 41

CHARACTERISTICS OF WHOLESALING 
COMPANIES
Wholesalers are distributors or middlemen who buy a finished product 
or component parts directly from the manufacturer and sell these goods 
to users other than the ultimate consumer. Their value added” results 
from the availability, storage, and movement of the product. In contrast 
to brokers, wholesalers take title of the goods and control their physical 
movement. Due to the intense competition among wholesalers and 
the relative ease with which new companies can enter the industry, the 
cash cycle tends to become stretched out. Wholesalers, especially those 
selling commodity products, differentiate themselves by offering liberal 
credit terms in order to boost sales and attract or retain customers. 

ASSETS

• Cash reserves must be slightly higher than in less competitive sectors. 

• Accounts receivable may represent a considerable percentage of total 
assets and their collection may be slow. 

• Inventory will also represent a considerable percentage of total assets 
as they try to carry enough inventory to meet anticipated demand. 
Well-managed wholesalers tend to turn their inventory faster than 
retailers because retailers are forced to stock for seasonal demand and 
deal with unpredictable consumer buying patterns. 

PROFITABILITY

Profitability is dependent on how an individual wholesaler differentiates 
itself from the competition and its level of value added. Because 
wholesalers generally add less value in the sales cycle, they have a 
tendency to show lower profit margins than manufacturers or retailers. 
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DIMENSION 1 - 42

OTHER CONSIDERATIONS

Brokers act as an outsourced sales force for the manufacturers that they 
represent.

• Broker’s value added is in the intellectual value added by the sales 
force that may have particular expertise in an industry or group of 
related industries. The purchaser looks to the broker’s sales force as a 
source of information and not just a source of product. 

• Brokers typically have a large percentage of their assets in accounts 
receivable and collection may be slow. 

• The need for cash is dependent on the disparity between accounts 
receivable turnover and accounts payable turnover. 

• There should be no investment in inventory as the goods are shipped 
directly from the manufacturer. 

• There is little investment in fixed assets because a broker neither 
manufactures nor stores any product. 

• Typically wholesalers do not have a significant risk in product 
liability or performance guarantees. 

Large retailers (mega retailers) in certain industries have cut out the 
wholesaler from the sales cycle by incorporating the wholesaler’s 
function into their own operation.

• Mega retailers buy directly from the manufacturer (sometimes under 
the retailer’s label) and sell directly to the consumer. 

• Mega retailers may use a captive centralized warehouse and 
distribution system in order to economically enhance product 
distribution logistics. The sheer buying power of these large retailers 
allows for this business strategy to work. The profit center eliminated 
and economies gained by reducing distribution costs, as a result of 
cutting out the traditional wholesaler, presumably increases the mega 
retailer’s gross margin while also discounting the price of the product 
to the ultimate consumer. 

In many industries, wholesaling is a vibrant sector, which uses inventory 
control technology and creative transportation to ensure its place in the 
sales cycle.
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DIMENSION 1 - 43

ASSET DISTRIBUTION CHARACTERISTICS

As an example, a wholesaler of Computers, Peripheral Equipment & 
Software (SIC # 5045/NAICS # 42343) would have the following asset 
distribution characteristics: 

For the asset distribution characteristics of other wholesalers, you 
should refer to the most recent edition of RMA’s Annual Statement 
Studies—Financial Ratios Benchmark.
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DIMENSION 1 - 44

The following are general characteristics, special problems, and credit needs of wholesalers.

WHOLESALE BUSINESSES: FEATURES

INDUSTRY CHARACTERISTICS SPECIAL 
PROBLEMS CREDIT NEEDS

Wholesaling • Dominated by small 
firms. 

• Size and location of 
warehouse facilities and 
equipment varies. 

• Low fixed costs. 

• Accounts receivable and 
inventory are usually 
the biggest assets. 

• Moderate cyclicality 

• Low seasonality (de-
pending on subsector). 

• Lowest level of profit-
ability due to least value 
added.

• Gross margin manage-
ment. 

• Inventory control tech-
nology. 

• Accounts receivable col-
lection. 

• Structuring debt re-
quirements properly. 

• Needs a quick cash-to-
cash cycle. 

• Available transportation 
networks.

• High credit needs in-
cluding: 

 – Equipment 
financing 

 – Short term loans 
to finance the 
cash conversion 
cycle. 
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DIMENSION 1 - 45

CHARACTERISTICS OF RETAILING 
COMPANIES 
Retailers buy goods from wholesalers or, in the case of large retailers, 
directly from the manufacturers. Retailers’ value added results from 
providing convenience, product selection, and consultation to the 
ultimate consumer. There is intense competition in retailing and there 
exists relative ease of entry for new companies (especially smaller ones) 
into the market. 

ASSETS

• Small or local retailers will carry their own accounts receivable. 
Larger retailers do not carry their own accounts receivable because 
that function and risk have been outsourced to the national credit 
card companies. 

• The risks of lending to retailers lies in their physical location, quality 
and marketability of their inventories, and quality of their service. 

• For regional and national retailers, there is considerable investment 
in retail outlets and personnel costs. 

PROFITABILITY

The retailer’s value added can be considerable and results in higher gross 
margins than those exhibited by the wholesaler and, in some cases, even 
the manufacturer. Value added comes in the form of: 

• Convenience for the consumer. 

• Product selection – style and features. 

• Sales terms – discounts, returns and allowances, payment terms. 

• Technical advice. 

• Backup to manufacturers’ representations and warrantees. 

• Price. 
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DIMENSION 1 - 46

OTHER CONSIDERATIONS

Some retailers sell products under exclusive distributorship 
arrangements with specific manufacturers that contain valuable 
protected territory provisions. This contractual relationship results in 
the manufacturers being able to have significant influence over the 
marketing and pricing strategies of their products. The benefit is that 
the retailer has a branded product to sell with recognized product 
performance and reliability. The inventory risk is mitigated because of 
its known marketability and because the manufacturer may provide 
your financial institution with a buyback agreement for all unsold 
inventory. The buyback agreement could substantially reduce your risk 
in lending to a retailer, but benefits of such an agreement need to be 
well documented in your loan agreements.

Franchise agreements under which some retailers operate also reduce 
the operating and marketing risks, because of the marketing credibility 
provided by an established franchisor. Generally, the risk to you as a 
lender is not in the marketability or quality of the product, but in the 
location of the retailer relative to the existing or potential marketplace. 
It is important to understand the underlying terms and conditions of 
the franchise agreement, as well as the overall strength and reputation of 
the franchisor.

Depending upon the products sold, a retailer may have to deal with 
unpredictable consumer demand. Retailers have the challenge of 
stocking the right amount of inventory for which there is steady 
demand, but in unpredictable amounts. In other cases, to meet 
unknown or volatile consumer demand, the retailer may have to stock 
inventory in, or have quick access to, a wider and deeper array of 
products than other competitors in the marketing channel, including 
the new E-commerce retailer.

There are many nuances to retailing today, and to establish a valued 
lending relationship with the customer, you need to understand exactly 
how your customer purchases and sells its products.



D
im

en
sio

n 
1 

//
 E

va
lu

at
e 

C
lie

nt
 In

du
st

ry
, M

ar
ke

ts
, a

nd
 C

om
pe

tit
or

NOTES:

DIMENSION 1 - 47

ASSET DISTRIBUTION CHARACTERISTICS

As an example, a small retailer of Cameras & Photographic Supplies 
(SIC # 5946/NAICS # 44313) would have the following asset 
distribution characteristics:

OTHER

FIXED 
ASSETS

INVENTORY

TRADE
RECEIVABLESCASH AND

EQUIVALENTS

FIXED ASSETS

INVENTORY

TRADE RECEIVABLES

CASH AND EQUIVALENTS

OTHER

CAMERA AND PHOTOGRAPHIC SUPPLIES

For the asset distribution characteristics of other retailers, you should 
refer to the most recent edition of RMA’s Annual Statement Studies— 
Financial Ratios Benchmark. 
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DIMENSION 1 - 48

The following are general characteristics, special problems, and credit needs of retailers.

RETAIL BUSINESSES: FEATURES

INDUSTRY CHARACTERISTICS SPECIAL PROBLEMS CREDIT NEEDS

Retailing • Dominated by small firms 
– some mega retailers  
coming into market. 

• Low fixed asset require-
ments – unless mega 
retailer. 

• High inventory  
requirements. 

• Moderate to high cyclical-
ity. 

• Variable seasonality 

• Tends to have high margins 
due to value added. 

• Gross margin 
management. 

• Inventory management 

• Fixed cost management. 

• Sales force hiring, training 
and retention.

• Credit needs may include: 

 – Short-term loans 
to finance the cash 
conversion. 

 – Occasional seasonal 
line of credit. 

 – Term loans or leases 
for fixed asset acqui-
sitions.
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NOTES:

DIMENSION 1 - 49

CHARACTERISTICS OF SERVICE COMPANIES 
Service businesses generate their revenues more from the marketing of 
expertise and knowledge possessed by their employees than from the 
sale of goods.

ASSETS

• Accounts receivable tend to be a service company’s major asset 
and their turnover tends to be slower than in some other industry 
sectors. As a lender to a service company, your risk is the ultimate 
collectability of the accounts receivable. The longer the accounts 
receivable payment cycle, the more susceptible the company is 
to nonpayment. In addition, the quality of the service provided 
can often result in disputed receivables making it important to 
understand the past track record of the service provider.

• The issue of accounts receivable financing on a whole account basis is 
especially critical in lending to service companies. The whole account 
basis is discussed further in Dimension 3 but basically refers to the 
process of eliminating the entire amount of an account receivable for 
financing purposes if any amount is due beyond a defined acceptable 
age. Service companies have very little inventory. 

• Generally, they are not capital intensive, although large professional 
service companies (lawyers, CPAs, engineers, money managers) can 
have a considerable investment in buildings and office equipment. 

PROFITABILITY
Profit margins are generally high, especially when the service provided is 
either rare or complex, and requires specialized talents or skills. Value of 
the service is in the mind of the customer. Margins are somewhat lower, 
when the service is a commodity service, i.e., it is simple, doesn’t take 
long to provide, and doesn’t require highly technical skills.
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DIMENSION 1 - 50

OTHER CONSIDERATIONS

Historically, there have been relatively low barriers to entry in the 
service sector. This is especially true of commodity-type services. 
However, in service businesses dependent upon rare or reputable 
skills, such as money management firms and internet-based service 
companies, significant funding for relatively high fixed personnel costs 
will be required. Any service business that is dependent upon licenses in 
order to operate may also have significant costs of entry. 

The cost of entry to a particular service subsector will have significant 
influence on the risk that you take in lending to a service firm.

ASSET DISTRIBUTION CHARACTERISTICS

As an example, a firm providing Accounting, Auditing & Bookkeeping 
Services (SIC # 8721/NAICS # 54121) would have the following asset 
distribution characteristics:

For the asset distribution characteristics of other service firms, you 
should refer to the most recent edition of RMA’s Annual Statement 
Studies—Financial Ratios Benchmark.
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DIMENSION 1 - 51

The following are general characteristics, special problems, and credit needs of service companies.

SERVICE BUSINESSES: FEATURES

INDUSTRY CHARACTERISTICS SPECIAL PROBLEMS CREDIT NEEDS

Services • Dominated by small firms. 

• High investment in  
accounts receivable. 

• Fixed asset requirements 
depend on size of company. 

• Low fixed costs, except 
personnel costs. 

• Low cyclicality 

• Moderate seasonality 

• Margins tend to be higher 
in specialized knowledge 
businesses. 

• Low barriers to entry in 
commodity services. 

• Labor expense  
management. 

• Job costing 

• Pricing 

• Perception of value of  
service provided.

• Credit needs may include: 

 – Equipment financing

 – Short-term loans 
to finance the cash 
conversion cycle.
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DIMENSION 1 - 52

CHARACTERISTICS OF CONSTRUCTION 
COMPANIES
The construction industry experiences unpredictable timing of cash 
receipts, keen competition, and costs that are difficult to predict and 
control. There are some general guidelines that are applicable to most 
companies in the construction industry.

ASSETS

• There is a general need for relatively high levels of cash. The cash 
cycle can be unpredictable, depending on how payments are made 
under specific contracts. Large outflows of cash for labor and 
equipment utilization are routine. Bonding companies that provide 
completion and performance bonds to the ultimate purchaser often 
require a minimum level of cash to be available at all times, which 
can reduce the amount of cash available for ongoing requirements.

• Because of staged or progress payments, large sums of money are 
often tied up in receivables that will not be collected until approval 
or acceptance by the purchaser, or until a project is completed. If 
progress payments are made to help reduce a construction company’s 
investment in accounts receivable, there are retainages or retentions 
(often called holdbacks) that must be financed until the completion 
of the job. For large contracts, retainages of typically 10% can 
represent significant dollars.

Costs in excess of billings (asset) and billings in excess of costs (liability) 
are balance sheet categories that can mitigate risk or create risk. If 
these accounts are significant in their absolute amount, or if t a large 
difference exists in the relative balances between the two accounts, this 
can represent a significant source of funds (liability) or use of funds 
(asset). In a contractor’s financial statements: 

 – Costs in excess of billings (an asset) represent the difference 
between the total of costs and recognized estimated earnings to 
date and the total billings to date. 

 – Billings in excess of costs (a liability) represent the difference 
between the total billings to date and the total of costs and 
recognized estimated earnings to date. 
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NOTES:

DIMENSION 1 - 53

• Inventory requirements are typically low, because material is 
purchased and priced for specific contracts. 

• Historically, fixed assets (mostly equipment) have made up a large 
part of the construction company’s balance sheet. This may still 
be true for companies with equipment that can be used repeatedly 
for many different contracts and which does not exhibit great 
technological obsolescence. There is a trend away from outright 
ownership of equipment to a strategy of gaining the utility of the 
required piece of equipment for only the time period for which it 
is needed. This equipment utilization is gained through a leasing 
or rental agreement. This leasing/renting strategy increases variable 
expenses that are expensed through contracts, but should reduce a 
construction company’s fixed expenses. 

PROFITABILITY

Profitability is typically predicated upon:

• Total volume of work. 

• Accuracy in job costing. 

• The control of fixed expenses allocated to individual jobs. 
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DIMENSION 1 - 54

ASSET DISTRIBUTION CHARACTERISTICS

As an example, a construction company focusing on Bridge, Tunnel & 
Elevated Highway Construction (SIC # 1622/NAICS # 23731) would 
have the following asset distribution characteristics:

For the asset distribution characteristics of other types of construction 
enterprises, you should refer to the most recent edition of RMA’s Annual 
Statement Studies—Financial Ratios Benchmark.

For articles about construction lending, see the Construction, and 
Construction Contractors Industry Studies Packs by RMA.
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DIMENSION 1 - 55

The following are general characteristics, special problems, and credit needs of construction businesses.

CONSTRUCTION BUSINESSES: FEATURES

INDUSTRY CHARACTERISTICS SPECIAL PROBLEMS CREDIT NEEDS

Construction • Dominated by small firms. 

• Low to moderate fixed asset 
requirements. 

• High accounts receivable 
and retainages. 

• High cyclicality 

• Moderate to high 
seasonality.

• Job costing 

• Fixed cost management. 

• Management of direct 
versus indirect costs. 

• Cash flow projections. 

• Balancing accounts for 
costs in excess of billings 
and billings in excess of 
costs. 

• Credit needs may include: 

 – Revolving lines of 
credit for accounts 
receivable financing. 

 – Equipment financing 

 – Project financing
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DIMENSION 1 - 56

CHARACTERISTICS OF AGRIBUSINESSES 
Agriculturally oriented businesses, i.e., agribusinesses, have two 
significant categories on their balance sheet: inventory and fixed assets. 
These businesses face a number of risks in getting their product to 
market:

• Changes in consumer eating habits, 

• Changes in the environment, 

• Disruptions in the growth of the product due to sudden changes in 
weather or prolonged weather patterns, 

• Disease 

• Changes in government regulations, 

• Changes in the market price for the end product, 

ASSETS
• Inventory represents direct costs associated with the growth of a 

plant or animal until sold in the market. 

• Agribusinesses typically have a very large investment in land. 
While the preponderance of family farms is decreasing, there are 
still significant land holdings dedicated to farming. The cost basis 
of the land as recorded on the company’s financial statements is 
an important number. If the land has been handed down from 
generation to generation, there is a low cost basis. If land must be 
purchased at today’s market price, this can represent a large portion 
of the company’s assets and be a significant call on cash. This asset 
requires relatively little maintenance other than fertilizers and 
insecticides to keep it fertile for the proper crop or grazing rotation. 

• The equipment necessary to “work” the agribusiness represents 
another significant portion of the company’s assets. It is generally 
expensive to purchase and maintain, and often cannot be leased 
or shared in a cooperative because of concurrent harvesting or 
slaughtering schedules. 
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DIMENSION 1 - 57

PROFITABILITY

Profitability relates to the price of the product received at the time of 
sale less the costs incurred over the period of time to bring the product 
to market. There can be considerable volatility in both costs and market 
prices from one growing season to the next. There are several different 
aspects in accounting for agriculture and these need to be understood 
to gain an appreciation of the actual profitability. For example, much of 
the accounting for agriculture is cash accounting versus accrual, which 
can provide significantly different results.

OTHER CONSIDERATIONS

Agribusinesses are asset-intensive and susceptible to large swings in 
buying patterns and market prices. This industry’s ability to control 
disease and avoid the impact of sudden changes in weather patterns is 
key to its profitability and survival.

ASSET DISTRIBUTION CHARACTERISTICS

As an example, an agribusiness growing vegetables (Agricultures 
– Farm- Vegetable, SIC # 0161/NAICS # 11121) would have the 
following asset distribution characteristics:
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DIMENSION 1 - 58

For the asset distribution characteristics of other agribusinesses, you should refer to the most recent edition of 
RMA’s Annual Statement Studies—Financial Ratios Benchmark.

The following are general characteristics, special problems, and credit needs of agribusinesses.

AGRIBUSINESSES: FEATURES

INDUSTRY CHARACTERISTICS SPECIAL PROBLEMS CREDIT NEEDS

Agribusiness • Historically dominated 
by small farms – large or 
mega farms coming into 
existence. 

• High fixed asset 
requirements – depends 
on how the use of land is 
acquired. 

• High inventory costs. 

• Moderate cyclicality 

• High seasonality

• Access to land 

• Disease control 

• Changes in weather 
patterns. 

• Cost to grow product. 

• Fixed cost management. 

• Inventory management 

• Sales volatility and use of 
futures contracts to stabilize 
selling price. 

• Credit needs may include: 

 – Short-term loans 
to finance the cash 
conversion cycle with 
a seasonal line of 
credit. 

 – Term loans, leases 
for fixed asset 
acquisitions. 
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NOTES:

DIMENSION 1 - 59

CHARACTERISTICS OF EDUCATIONAL 
INSTITUTIONS 
Like other nonprofit enterprises, the cash flow cycle is characterized 
by the significant inflow of cash, such as grants and fund raising from 
sources other than from the customers (students) of the institution. For 
some educational enterprises, this cash flow, regardless of its source, can 
be relatively predictable; for others it is not. 

ASSETS

• Cash balances are susceptible to significant swings based upon 
timing in the business cycle (i.e., semesters), and the health of the 
institution’s endowment and investment funds. The level of cash 
is dictated by the timing and amount of tuition inflows and the 
movement of funds from endowment funds into the operating 
accounts. 

• Accounts receivable are seasonal. The amount can be relatively 
insignificant when tuitions have been billed but not collected.

• The industry is characterized by large investments in fixed assets. 
Fixed assets, comprised of land, buildings, and equipment, are very 
expensive to purchase and maintain. The purchase funding typically 
comes from the fundraising activities of entities and individuals 
friendly to the institution. The funds for maintenance come from 
the operating fund of the institution. The amount of land and 
buildings as recorded on the institution’s balance sheet depends on 
when the investment was made, and may not reveal very much to 
a lender about its current value or alternative use. Equipment is 
usually highly specialized, especially in research facilities, expensive 
to buy, and is subject to quick obsolescence. Again, depending on 
its purchase date and useful life, the large amount of equipment 
usually found at an educational institution may not be reflected on 
the balance sheet. Only when a piece of equipment or building needs 
to be added or replaced does the significance of the demands on cash 
become known. 

• Endowment funds in well-established institutions comprise a large 
portion of their total assets. The magnitude of these funds can vary 
substantially according to the fortunes of the investment strategy 
and general market conditions. Many of these funds are dedicated 
to support specific activities or programs at the institution and are 
generally not available to pay operating expenses of the institution 
including debt service. 
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DIMENSION 1 - 60

PROFITABILITY

The excess of revenues over costs is highly influenced by the percentage 
of fixed costs to variable costs. Therefore, fixed cost management or 
financial leverage is a critical management strategy for maximizing the 
excess of revenues over costs. The major outflow of funds is for fixed 
instructional salaries and maintenance costs for the vast campuses 
owned by an institution.

OTHER CONSIDERATIONS

How an educational institution is chartered as public or private dictates 
how it is funded. The institution’s ability to attract a qualified student 
body without giving significant scholarships affects its cash flow from 
tuition. The age of the institution’s campus will influence maintenance 
costs.

ASSET DISTRIBUTION CHARACTERISTICS

As an example, a college (Services – Colleges, Universities & 
Professional Schools, SIC # 8221/NAICS # 61131) would have the 
following asset distribution characteristics:

For the asset distribution characteristics of other educational enterprises, 
you should refer to the most recent edition of RMA’s Annual Statement 
Studies—Financial Ratios Benchmark.
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DIMENSION 1 - 61

For related articles, see the Colleges and Universities and Private Schools Industry Studies Packs by RMA.

The following are general characteristics, special problems, and credit needs of educational businesses.

EDUCATIONAL BUSINESS: FEATURES

INDUSTRY CHARACTERISTICS SPECIAL PROBLEMS CREDIT NEEDS

Educational • High fixed asset 
requirements. 

• High accounts receivable – 
tuition receipts. 

• Moderate cyclicality 

• Low seasonality 

• Ability to attract a 
qualified student body and 
instructors. 

• Management of tuition and 
endowment funds. 

• Cash flow projections. 

• Fixed cost–instructional 
salaries and campus 
maintenance management.

• Revolving lines of credit 
to fund operating expenses 
pending tuition receipts. 

• Equipment and building 
financing.



NOTES:

C
RC

 U
S 

Bo
dy

 o
f K

no
w

le
dg

e
DIMENSION 1 - 62

CHARACTERISTICS OF THE LEISURE/
TOURISM INDUSTRY
Inherent in the leisure industry are an unpredictable cash flow and 
intense competition from similar companies as well as from companies 
offering other forms of leisure activity. For the most part, this industry 
depends on its customers’ discretionary spending and therefore is tied to 
the health of the economy and to people’s attitudes toward spending on 
recreation.

ASSETS

• The leisure industry tends to have large cash balances in order to 
fund expenses during seasonal periods of erratic cash inflows. 

• Accounts receivable are typically not a large portion of a company’s 
asset structure, because that function is provided by the national 
credit card companies. 

• Fixed assets are usually a significant portion of the company’s asset 
structure, and these may be comprised of land, buildings, and 
equipment. There is a trend toward mega companies in this industry 
because of the large amount of funding required from both the debt 
and equity markets. 

PROFITABILITY

Profit margins are heavily influenced by consumer spending of 
discretionary dollars and by capacity utilization. Since the industry 
is fixed-expense driven, after breakeven cash inflows are achieved, 
incremental cash inflows contribute significantly to net income. 
Depreciation expense (noncash) is a significant portion of total 
expenses because of the inordinately large investment in fixed assets. 
Costs of adhering to environmental concerns can be substantial and 
unpredictable.

OTHER CONSIDERATIONS

The borrowing needs result from the need to pay day-to-day operating 
expenses and large amounts of long-term debt, or bridge financing, 
required to fund fixed asset construction or acquisition. The lead-time 
in acquiring assets is generally greater than one year and can extend over 
an entire business cycle, during which consumer-spending habits can 
change dramatically.
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NOTES:

DIMENSION 1 - 63

ASSET DISTRIBUTION CHARACTERISTICS

As an example, a company operating hotels (Services – Motels, Hotels 
& Tourist Courts, SIC # 7011/NAICS # 72111) would have the 
following asset distribution characteristics:

For the asset distribution characteristics of other leisure-oriented 
companies, you should refer to the most recent edition RMA’s Annual 
Statement Studies—Financial Ratios Benchmark. 

For related articles, see Hotels, an RMA Industries Studies Pack. 
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DIMENSION 1 - 64

The following are general characteristics, special problems, and credit needs of the leisure industry. 

LEISURE BUSINESSES: FEATURES

INDUSTRY CHARACTERISTICS SPECIAL PROBLEMS CREDIT NEEDS

Leisure • Size, type, and location of 
leisure activity. 

• High fixed asset 
requirements. 

• High fixed costs. 

• Moderate cyclicality 

• High seasonality 

• Fixed cost management. 

• Breakeven volume 
management. 

• Structuring long-term debt 
requirements. 

• Availability of discretionary 
funds from consumer. 

• Changes in weather 
patterns. 

• High credit needs includ-
ing: 

 – Equipment and 
building financing. 

 – Short term loans 
to finance the cash 
conversion cycle. 
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NOTES:

DIMENSION 1 - 65

CHARACTERISTICS OF NONPROFIT 
COMPANIES 
The nonprofit industry has grown into a significant sector in terms of 
asset size and employment base. The industry is characterized by volatile 
cash flows dependent on patron giving patterns and the receipt of 
grants.

ASSETS

• A nonprofit organization generally maintains a large amount of cash 
relative to its total asset size and annual operating budget. 

• The accounts receivable base and subscriptions receivable can 
be large in relation to total assets and have a tendency to turn 
slowly. The funding for payment of accounts receivable may be 
a government appropriation, which typically pays slowly. The 
subscriptions receivable is scheduled giving by donors, but can be 
susceptible to sudden downturns in the economy. The borrowing 
needs of nonprofit organizations result from the need to pay day-to-
day operating expenses pending collection of accounts receivable. 

• The asset structure for large nonprofits may include significant 
investments in land, buildings and equipment; however, most 
nonprofits serving a small local constituency have very few fixed 
assets. 

PROFITABILITY

• Cash flow sources are annual renewals of grants, government 
funding, and private donations. The sustainability of annual 
operating cash flows depends on the health of the economy and 
the credibility of the organization in the market that it serves. The 
reliability of government funding under annual contracts is often 
questionable, unless the nonprofit provides a mandated service for 
which funding is annually appropriated by a specific government 
agency.

• Larger nonprofits with a long history may have substantial 
endowments. While the earnings from these funds may be available 
to meet operating needs of the nonprofit, the principal amount 
of most endowment funds is restricted for a specific purpose or 
program. 

• Smaller nonprofits typically do not have the benefit of substantial 
endowment assets.
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DIMENSION 1 - 66

OTHER CONSIDERATIONS

The health of the economy in general and the appeal of the “cause” will 
greatly influence the level of annual charitable giving to nonprofits. 
Minimizing fixed costs and being able to attract personnel on a variable 
cost basis (or volunteer) is instrumental to their financial health.

ASSET DISTRIBUTION CHARACTERISTICS

As an example, a small local nonprofit, if it owns its own facility, might 
have the following asset distribution characteristics: 

For related articles, see Nonprofit Organizations an RMA Industries 
Studies Pack.
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DIMENSION 1 - 67

The following are general characteristics, special problems, and credit needs of nonprofits.

NONPROFIT BUSINESSES: FEATURES

INDUSTRY CHARACTERISTICS SPECIAL PROBLEMS CREDIT NEEDS

Nonprofit  • Dominated by small firms. 

• Low fixed costs. 

• Cash and accounts 
receivable are usually the 
biggest assets – unless they 
own their own building. 

• Moderate cyclicality 

• Low seasonality 

• Fixed cost management. 

• Accounts receivable and 
subscriptions receivable 
collection. 

• Structuring debt 
requirements properly. 

• Level of philanthropic 
giving. 

• Level of volunteerism. 

• Credit needs including: 

 – Short-term loans 
to finance the cash 
conversion cycle. 

 – Equipment financing 
term
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DIMENSION 1 - 68

CHARACTERISTICS OF GOVERNMENT 
ENTITIES 
The level and predictability of cash flow is key when lending to this 
large economic sector. Most cash inflows are a direct result of taxation. 
The inflow of tax dollars is related to the health of the economy (for 
both earned and unearned income) and the size of the population 
served. For the taxing entity, the timing of cash inflows is predictable 
because tax due dates are historically established and seldom change.

ASSETS

The value and marketability of assets are not issues in underwriting 
loans or bond issues to government or quasi-government enterprises. 
Repayment of credit to this sector depends solely on the ability of 
the entity to tax directly or to receive tax dollars by appropriation. 
Generally, liquidation of assets is not a viable second source of 
repayment.

PROFITABILITY

Annual tax receipts must cover annual operating and debt service 
expenses with any excess transferred into an investment account. For 
a government-run utility, such as a waste management facility, cash 
outflows are mostly for fixed expenses. With other types of government 
entities, cash outflows may be mandated under entitlement programs, 
whereas other cash outflows rise and fall with the economic health of 
the taxpayer.

OTHER CONSIDERATIONS

Most extensions of credit to this sector are relatively risk free as to 
payment, but there can be interest rate risk issues because these entities 
typically require long term fixed rate financing.
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NOTES:

DIMENSION 1 - 69

ASSET DISTRIBUTION CHARACTERISTICS

As an example, a public waste management entity (Public 
Administration- Air & Water Resource and Waste Management, SIC 
# 9511/NAICS # 92411) would have the following asset distribution 
characteristics:

For the asset distribution characteristics of other public administration 
entities, you should refer to the most recent edition of RMA’s Annual 
Statement Studies—Financial Ratios Benchmark.

For related articles, see the Municipalities Industry Studies Pack by 
RMA

The following are general characteristics, special problems, and credit 
needs of government entities.
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DIMENSION 1 - 70

GOVERNMENT ENTERPRISES: FEATURES

INDUSTRY CHARACTERISTICS SPECIAL PROBLEMS CREDIT NEEDS

Government and  
Quasi-Government 
Entities 

• High fixed asset 
requirements. 

• High accounts receivable 
prior to annual tax 
receipts. 

• Low cyclicality 

• Low seasonality 

• Ability to tax at rate to 
cover operating expenses, 
and retire loans or bond 
issues. 

• Fixed cost management. 

• Management of 
investment funds. 

• Cash flow projections.

• Revolving lines of credit 
to fund operating expens-
es pending tax receipts. 

• Equipment and building 
financing via term loans 
and/or mortgage  
financing. 
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NOTES:

DIMENSION 1 - 71

EVALUATING THE CLIENT’S 
MARKET
Evaluating the client’s market includes analyzing the client’s customers 
and suppliers, including relationships, concentrations, ability to 
perform for the bank’s client (such as timely payment of receivables and 
delivery of product to specification) and long-term stability. To evaluate 
market risks, consider the following areas of analysis:

• Buyer/supplier profiles: How do the characteristics of buyers 
and suppliers in an industry influence the borrower’s market 
opportunities?

• Buyer/supplier concentrations: To what extent does an industry 
depend on a relatively small group of suppliers and /or customers?

• Entry and exit costs: What barriers exist to entering the industry, 
and what costs must be borne to exit? 

• Vulnerability to substitutes: What product or service substitutes are 
readily available?
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DIMENSION 1 - 72

BUYER/SUPPLIER PROFILES
The characteristics of an industry’s buyers and suppliers define many aspects of a borrower’s market opportunity. 
These characteristics include not only the size of the market and typical buyer purchasing motivation, but 
also industry selling terms and collection standards as well as the industry sales and distribution process. Key 
considerations to include in an industry buyer/supplier analysis (and when analyzing an individual customer’s 
buyers and suppliers) include:

BUYER PROFILE ANALYSIS

ISSUES INTERPRETATIONS

Are the buyers individual consumers, retailers, 
wholesalers, distributors, or other manufacturers? 

The characteristics of the market, such as the number, size, 
and type of potential buyers, affect marketing strategy. A 
comprehensive marketing strategy includes considerations 
of advertising, sales, delivery, and service after the 
sale. Generally, a marketing strategy that is simple and 
inexpensive is an advantage, but complex or expensive ones 
can also be an advantage if they result in strong customer 
loyalty and brand recognition. 

Is the market made up of a few large buyers or 
many smaller ones? 

Number and size of each customer impacts the company’s 
ability to set prices. Number, size, and creditworthiness of 
customers also affect collectability of accounts receivable. 
Many small accounts may mean more collection and credit 
investigation expense but also a smaller loss potential on 
each account. Concentration of accounts with just a few 
major buyers means the company is vulnerable to losing a 
large portion of its sales if it loses just one customer. Fewer, 
larger accounts simplify credit and collection process. 

What influences buyers to buy—quality, service, 
price or some other product/service characteristic? 

When price is the main determinant of purchase, the com-
pany is more vulnerable to price competition. When qual-
ity or service is the determinant, the company has a better 
opportunity to create customer loyalty, a success factor. 
Determine how the company differentiates its products/
services in the marketplace. 

What are typical selling terms and collection 
policies? Are their sales terms a point of influence to the purchase 

decision? Does the company enforce their collection policy? 

What is the sales and distribution process? Evaluate the sales and distribution process by considering 
the control the company has over its distribution system 
and the opportunity for higher profits relative to the costs 
of the system. 
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Dimension 1 - 73

SUPPLIER PROFILE ANALYSIS

ISSUES INTERPRETATIONS

Who are the main suppliers to the industry? The characteristics of the market, such as number, size, and 
type of potential suppliers affect the purchasing and pricing 
strategy. 

What are the suppliers’ typical credit terms? When a company has favorable trade terms from its suppli-
ers, it is a success factor in terms of pricing and as a source 
of funds. However, such a company is always vulnerable to 
changes in those terms, which might cause it to need more 
cash. 

Do major suppliers allow their customers to owe 
extensive levels of accounts payable? 

If additional credit amounts or extended terms are available 
from trade suppliers, they provide a source of cash for the 
company. If suppliers require that credit levels be reduced 
or payment terms reduced, the company must raise cash 
from other sources. 

Are there alternative sources of supply? When a company depends on a single source, or very few 
sources of supply, it is vulnerable to product availability 
and to price controls. Generally, having multiple sources 
of supply is a success factor. However, if a company is a 
significant buyer from one supplier, it may be able to take 
advantage of special pricing or deferred payment terms, 
which may also be a success factor. 

What other uses does the raw material have? When a company’s raw material is also used in some other 
industry, events in that industry can drastically affect 
the company’s costs and ability to obtain the material. 
Generally, it is positive for a company’s raw material 
inventory to have uses to other industries/ businesses in 
case you or your borrower needs to dispose of the items 
under adverse circumstances. 
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DIMENSION 1 - 74

BUYER/SUPPLIER CONCENTRATIONS 
There is a huge upside potential and downside risk in any kind of 
concentration on either side of the balance sheet. Concentrations make 
a company vulnerable to the fortunes (financial or otherwise) of either 
a few customers or a few suppliers. On the other hand, by definition, 
companies selling into a niche market have a concentration that they 
have strategically selected. In that case, hopefully your customer’s 
management has evaluated the niche market and the risks associated 
therewith, and decided that the business strategy chosen is an acceptable 
business risk. Your acceptance of the risk in that niche market may be 
quite different. For definitional purposes, your customer is the buyer or 
supplier. 

BUYER CONCENTRATION 

If you customer has only one or just a few potential sources of supply, 
your customer can be put in jeopardy. If the purchased product or 
service can be obtained only through one company, or there are just a 
few suppliers, you as the financing entity are at substantial risk because 
any disruption in the flow of that product or service puts your customer 
into a non-production or non-service mode. This will quickly affect 
cash inflow and consequently your customer’s ability to repay its loan to 
your institution. Only buying from one, or a few suppliers or perhaps 
several is not necessarily a concentration, if the item or service is widely 
available from other sources in the market place. 

SUPPLIER CONCENTRATION

By selling to only a few customers, your customer will inherently create 
selling concentration. If this marketing strategy is by design with mostly 
variable production costs and minimal fixed costs, and the end-users 
are financially stable, then you can have a very acceptable level of risk. 
If your customer has significant fixed costs and they lose one customer 
and can’t replace that customer readily, then severe cash flow difficulties 
can arise. In your analysis of your customer, you should also analyze 
its customers if there are only a few. Beware of the company that says 
its business is well diversified, yet survives on the 80/20 rule (20% of 
the company’s customers supply 80% of the profits)—that is indeed 
supplier concentration! 
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NOTES:

DIMENSION 1 - 75

ENTRY/EXIT COSTS 
This theory, which makes it costly for a company to enter or leave 
an industry or line of business, was originally predicated on the view 
that cost of fixed assets is the primary deterrent to competing in a 
particular industry. While still a crucial factor as to whether to enter an 
industry or not, there are now several other factors of equal or greater 
importance. Additional deterrents to entering an industry can be the 
cost of: 

• Technology 

• Specialized labor 

• Regulatory compliance and licenses. 

• Acquiring market credibility.  

Exit costs include: 

• Government imposed restrictions on plant and office closings in 
which a minimum number of people are employed. 

• Economic harm that is done to an entire company as a result of 
shutting down one product line. Negative public relations from a 
plant or administrative office closing can cause irreparable damage. 

For a company that is considering entering or exiting a business, you 
should ensure that they have a well thought out strategic plan for such a 
move. You should evaluate the ramifications of that action as it pertains 
to the covenants in the company’s loan agreement with your institution 
and the company’s prospective cash flow. Exit costs borne by your 
financial institution in a workout situation could severely impact your 
second way out of a loan if it means liquidating production capacity or 
selling an administrative building, either of which would put people out 
of work. 
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DIMENSION 1 - 76

VULNERABILITY TO SUBSTITUTES 
History has shown that entire industries have been replaced through 
innovation and changes in consumer buying habits. In analyzing this 
risk, you should determine how the risk of vulnerability to substitutes 
would affect your customer’s creditworthiness. 

• What is the change in consumer buying habits that are either style, 
health, or economic driven? 

• Is the product or service generic in nature, has it been around for a 
long time and is it considered a basic consumer commodity? 

• Is the product or service a passing fad that is purchased by a very 
narrow band of the consumer marketplace? 

The answer to these questions will determine management’s 
commitment to capital appropriation and your interest in financing 
the product or service. Be very careful not to superimpose your 
personal preferences on your evaluation of a company’s vulnerability to 
substitutes. 

EVALUATING COMPETITION IN THE 
CLIENT’S MARKET
Understanding how a company competes and who their competition 
is will help you evaluate the creditworthiness of your customer and 
anticipate potential external influences on the future performance 
of the company. It is important to profile market competitors and 
their approaches to winning market share, and then to evaluate that 
information in the context of your client’s market share and share 
potential.
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NOTES:

DIMENSION 1 - 77

PROFILING MARKET COMPETITORS
The issues to consider when evaluating market competitors are as 
follows:

• Who are the company’s competitors?

 – To answer this question you must establish what industry your 
customer is in. Many companies have suffered because they 
were unsure what business they were actually in (i.e., is your 
customer in the trucking business or the material movement 
business?). 

• How many competitors are there? How strong are they financially? 

• How do the companies in the industry differentiate themselves? 

• Does your customer compete on: 

 – Price—low cost provider or snob appeal of high prices? 

 – Quality—initial quality and performance guarantee? 

 – Marketing—how does the company appeal to the consumer 
(packaging, advertising, rebates, etc.)? 

 – Distribution—reliability and speed? 

 – Returns and Allowance Policy—“no ask” return policy? 

 – Research and Development—cutting edge technology? 

 – Training—product and application knowledge? 

 – Convenience—outlet location, home delivery?

• Is your customer a wholesaler or broker and therefore subject to all 
the vulnerabilities of a middleman? 

• Does the company own or control the ultimate customer? 

• How does the potential for substitutes affect the company’s strategic 
plan?

• Is your customer a market leader or a market follower? Does the 
stated strategy imply one thing and the tactics tell a different story? 
How aggressive is the company’s management? 

• Does it compete on size alone—either large (regional, national, or 
international) or small (niche)? 
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DIMENSION 1 - 78

Large, well-financed competitors may have more ability to compete on 
price and more resources to enhance product quality or service. The 
best strategy for a small company might be to find a market niche (also 
called a concentration) in which bigger companies are not interested or 
cannot market to economically. 

Weak competitors might actually give the product or service a bad 
name with customers, so a small company’s best strategy might be to 
distinguish the quality of its product, its punctual delivery schedule, or 
superior customer service available after the purchase. 

Companies that function as middlemen (wholesalers, manufacturer’s 
representatives, franchisers, etc.) are vulnerable to being eliminated by 
their customers or by their suppliers whenever those parties believe they 
could profit by performing your customers’ functions themselves. 

PUTTING COMPETITION IN THE CONTEXT OF 
THE MARKET
You should also ask questions about your customer’s market share. 
These include:

• How large is the total market? 

• What is the company’s percentage of the total market? 

• Is the total market growing, remaining static or declining? 

• Is the market international or just domestic in scope? 

• Are there many customers in the market place or just a few? 

• What factors contribute to changes in the marketplace? 

Companies that have a large market share usually have advantages that 
their competitors find hard to overcome, such as: 

• Their size alone can give them better purchasing power with 
suppliers. 

• They enjoy lower fixed costs relative to their sales and therefore make 
attractive profits on incremental sales. 

• They may be able to withstand price competition or to initiate a 
“price war” against a smaller or new competitor. Companies that 
have low market share face the difficult task of taking business away 
from established competitors to build their sales, unless the overall 
market is growing rapidly. 
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DIMENSION 2 - 2

PURPOSE OF DIMENSION 2
The purpose of Dimension 2 is to provide tools and insights to support 
evaluation of a client’s management and management’s ability to 
formulate and execute business and financial strategies.

Key topics in this Dimension are:

• Management qualifications.

• Management experience.

• Management integrity.

• Management organization, style, and characteristics.

• Planning and control systems.

• Information technology systems.

• Shareholder/management relationship.

• Using third party information in the management assessment.

ADDITIONAL SKILL-BUILDING 
RESOURCES
The material in the Body of Knowledge provides an overview of 
knowledge related to topics covered by the Credit Risk Certification 
exam. Mastery of topics reviewed here is essential preparation for the 
exam, but no amount of reading and study can substitute for lending 
skills that must be acquired through formal classroom and on-the-job 
training. In addition to reviewing the Body of Knowledge, consider 
taking the following RMA courses to support your Dimension 2 skill 
building:

• Analyzing Industry, Business, and Management Risks

• Uniform Credit Analysis

• Fraud 101
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DIMENSION 2 - 3

MANAGEMENT QUALIFICATIONS
Just as you have expectations about the characteristics of financial 
statements of companies in different industries, because of your own 
knowledge and experience, you have an idea of what skills are necessary 
to effectively operate the business to which you are lending money. 
Skills and knowledge, coupled with an effective management style and 
uncompromising ethics, will generally ensure the success of a company. 

Core competencies required to successfully manage a company include 
finance, production, distribution, sales, marketing, research and 
development, Technology, operations, and human resources.

All of these core competencies (with perhaps the exception of 
manufacturing and distribution in the case of retail companies or 
service companies) have to exist in some form or another within the 
company’s management team. These skills will have different emphasis 
and degrees of importance depending on the company and industry. 
You need to determine which skill sets are necessary for success. Then 
you must determine which managers possess those skills and assess how 
vulnerable the company is to losing the manager(s) with those critical 
skill sets. Part of your evaluation is to determine whether management 
acquired skills through: 

• Formal education 

What academic degrees or other evidence of formal training are 
necessary to demonstrate the existence of particular skills and 
knowledge?

• On the job training (OJT) 

What on-the-job technical and knowledge-based training has been 
acquired in these areas? 

In addition to comparing required core competencies with existing 
skill sets possessed by management, you need to assess the ability 
and willingness of management to learn new skills when business 
requirements change. This can be evidenced by continued education, 
attending seminars, and an attitude of “learning whatever is necessary” 
to keep the company moving forward. Make sure your customer is 
keeping pace with the industry. 

Required skills fit into three categories: 

• Technical 

Those core competency-based skills, upon which the company is 
founded, be it engineering, accounting, legal, chemistry, etc. 

• Organizational 
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DIMENSION 2 - 4

How does management organize the core competencies required so that 
the company functions efficiently? Are there current organization charts 
and job descriptions that reflect the needs of the organization and the 
strategic plan? 

Is there evidence of orderly workflow and even distribution of work 
without bottlenecks? 

• Management 

What is the management style that blends the technical knowledge and 
the organizational structure and delivers the product or service to the 
market place? 

A deficiency in any one of these areas can compromise the potential 
of a company. Many companies have been started by very intelligent 
people, but have subsequently gone out of business because they didn’t 
possess either the organizational or the people skills necessary to operate 
a successful business. For all categories of required skills, it is important 
to ask the following questions:

• Is there an adequate supply of properly trained personnel? 

• What is the rate of employee turnover? 

• What are the hiring, advancement, and firing practices? 

• What kinds of training are necessary? 

• Is there a back-up plan (succession) for key functions? 

• Is there a human resources function within the company and does it 
have complete personnel files, employee manuals, and policies that 
reflect current labor laws? 
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DIMENSION 2 - 5

MANAGEMENT EXPERIENCE
It is vital to profile the management team’s depth of experience 
and skills, both to understand current management strengths and 
weaknesses and to determine if there is backup for the critical 
management skills needed to operate the business. 

It is especially important when evaluating the CEO to ascertain how he/
she compensates for his/her own deficiencies. Your goal is to understand 
how the CEO manages the strengths and weaknesses of the company’s 
management team. Through interviews and your own observation, 
develop answers to these key questions: 

• What is the experience of each key manager, and how does that 
experience relate to the core competencies required by the job? If a 
manager’s skills are not perfectly matched to the requirements, how 
transferable are the existing skills and experience to the profile of 
required skills? Is there a track record of willingness and energy on 
management’s part to acquire new skills and experience? 

• Do senior managers have the experience and skills to appreciate the 
impact of the other people in the company who deliver the other 
core competencies? Being willing to work in a team environment is 
an excellent attribute, but the manager must also have the experience 
and working knowledge of the other disciplines to be truly effective. 

• Have the managers been successful at adapting to change? How 
flexible is the management team to take advantage of opportunities 
or to make difficult decisions in light of challenges to the success 
of the company? Phrase this question in a way that prompts your 
interviewees to show specific examples, saying: Tell me about a 
time when you had to alter the company’s course to respond to an 
unexpected turn of events. 

• Has the company weathered any adverse circumstances or severe 
economic cycles? Experience responding to a variety of economic 
conditions is a success factor. Evidence of effective, ethical behavior 
in times of crisis or adverse circumstances is a success factor. 

• Is the company in the same business with the same management and 
ownership it had when it faced those hardships? 

• Has the management team grown in experience and skill to match 
the evolving size and complexity of the business? A large company 
with multiple business lines has more complex management needs 
than a smaller, one-business enterprise. Ask senior managers to 
describe how the company has grown (internal growth, merger, 
acquisition?) and how each stage of growth altered the management 
profile. Ask each key manager to identify the skill or expertise they 
would be most likely to recruit for if able to add one more manager 
to the team.
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DIMENSION 2 - 6

• Has management exhibited a creative track record of developing 
new products and services? Ask key managers to describe the process 
that resulted in the most recent additions to their product or service. 
Ask them to explain what has historically motivated the decision to 
expand the product suite, such as response to competition, desire 
to be the innovative market player, or request from an existing 
customer.

• Have they managed at all levels of a fully integrated labor force? Do 
they have experience with establishing compensation and benefit 
programs that attract, retain, and grow qualified employees? Do they 
possess the necessary experience with organized labor, if applicable? 

• If the customer is a family owned enterprise, to what extent does 
the family control management decision-making? Has the family 
brought in outside, professional managers to supplement or succeed 
family management? Have family managers had meaningful and 
relevant professional experience outside the family business, to bring 
outside skills and perspectives into the business?

• Does the customer have a formal succession plan in place for key 
managers, and is the plan in active implementation? A company’s 
succession plan is vital to assuring you of some management 
continuity in the event of death, retirement or departure of a key 
manager. In addition, a customer’s commitment to succession 
planning provides business benefits to the company. Companies that 
plan for succession are identifying the abilities and qualities needed 
for individuals to succeed, meaning they are pursuing a management 
development strategy instead of simply reacting to employment 
needs. Companies that actively communicate advancement criteria 
may benefit through higher manager retention. Qualities of an 
effective succession plan include:

 – The company identifies its next leader in advance and 
communicates the choice of heir apparent to others inside and 
outside the company. As a result, the new leader has valuable 
time to adjust and to prepare for the new duties, others have 
time to adjust to the new structure, and there is continuity for 
outsiders such as vendors, bankers, and customers. 

 – The company has a formal approach to developing successor 
family members’ or employees’ operational, technical, 
interpersonal, and financial skills needed to run the business. 

 – Individuals not designated as successor, and other key 
employees, professionally respect the designated successors; 
customers and suppliers believe the designated successor(s) will 
adequately replace the current leader.
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NOTES:

DIMENSION 2 - 7

 – In a family owned business, the company provides 
compensation and other performance-based incentives for key 
non-family members to remain loyal despite not being eligible 
for family designated top management positions.

 – There is a plan in place to fund the senior owner’s retirement 
and for transferring business ownership in a way that does not 
excessively leverage the company. In addition to the balance 
sheet benefits of this approach, this strategy can help allay an 
elder manager/owner’s reluctance to step down by minimizing 
fears that the transition will impair company financial 
strength, the elder’s retirement resources, or both. If the 
company must be sold to facilitate a generational transition, 
there is a successor financing strategy defined in advance. If the 
buyer is likely to be a third party, the customer (or customer’s 
family) has already determined who will identify, profile, and 
pre-qualify prospective buyers, and who will be responsible 
for negotiating and managing the transaction. If the company 
is to be sold to existing family/partners/employees, a formal 
buyout plan is already in place.

 – The plan is being implemented, even if identified only as a 
contingency plan. In other words, designated successors or 
successor candidates are subject to performance reviews that 
include measuring progress in preparing for the next role; the 
plan is reviewed at least annually by key managers and board 
members to ensure it continues to be relevant to current 
circumstances; the company checks periodically to ensure that 
any designated plans for buyout financing are still feasible.

• Has management successfully employed outside advisors such as 
accountants, lawyers, and strategic planners to advise them in the 
core competencies? Recognizing a management deficiency is only 
half the battle; management must know how to use internal and 
external personnel resources to fill the skill voids. 

• Have they demonstrated the mental toughness to defend themselves 
against internal or external threats to the success of their business? 
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DIMENSION 2 - 8

MANAGEMENT INTEGRITY
The assessment results of all areas of risk within a company can be 
positive, but if management does not possess the level of integrity 
necessary to make you and your institution feel comfortable, then the 
relationship should not be established even if you are secured by cash. 
Previously, you have been evaluating risk factors affecting the ability of a 
company to pay. In assessing management risk, you will also address the 
issue of willingness to repay the debt. Many of the other risk assessment 
criteria are intellectual and formula-based evaluations, whereas the 
analysis of management is centered on your experience in dealing 
with people and your ability to assess people as to their abilities and 
their ethics. The issue of owner managers versus professional managers 
instills nuances to the assessment process, but does not change the 
fundamental management questions. The issue of integrity encompasses 
the following: 

• Honesty 

Does the individual lie, cheat, steal, or misrepresent facts? Does 
the individual tell you the whole story when asked to respond to a 
question? Be careful not to confuse unwillingness to respond to your 
questions with fear of responding. Some managers are reluctant to 
share business difficulties with their lender, fearing the lender will 
apply uncomfortable additional scrutiny to financial statements and 
business decisions. The best strategy to prevent confusing dishonest 
omissions with fear of disclosure is to develop a close rapport with 
the customer, aiming for a relationship founded on mutual trust. Key 
to developing that rapport is remembering to conduct management 
interviews and conversations with an approach that does not place 
the manager on the defensive, but instead emphasizes your need to 
understand many dimensions of the company’s performance so you 
and your institution can play a collaborative, partnering role in the 
customer’s success.

Consider also the accuracy of financial reporting. Reporting that is 
frequently amended or revised, or that is wildly inconsistent from 
period to period may suggest a lack of reporting controls that can 
introduce opportunities for fraud. Remember that although the 
senior manager of the company sets the tone for integrity, fraud can 
take place at all levels within the organization, and it is management’s 
responsibility to ensure that controls and monitoring systems 
are in place that will protect the company (and the lender) from 
malfeasance.

• Reputation 

Does the management team individually and collectively have a good 
reputation inside and outside the company? Does this reputation 
waiver in bad times, or do they try to do the right thing under all 
circumstances? Reputation is something that is earned over a long 
period of time, but can be shattered with one bad decision. 
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DIMENSION 2 - 9

• Litigation

Does the company or any of its principals have a history of litigation? 
Individuals who are quick to sue for personal reasons may transfer 
that behavior to the job. Also, carefully evaluate the nature and 
scope of lawsuits levied against the company. It is certainly true that 
a company can be sued without merit, and some industries, such as 
tobacco and alcohol products, are understood to incur significant 
litigation risk. However, if a customer is a chronic target of lawsuits, 
it is wise to investigate the frequency, reasons, and outcomes of the 
litigation to determine if litigants have legitimately needed to use the 
courts to elicit appropriate corporate behavior.

• Conflicts of interest 

Is there an environment of true independence on the part of board of 
directors and outside advisors? You should evaluate the effectiveness 
of the customer’s board of directors for this and other reasons. See the 
discussion of board effectiveness that appears later in this Dimension. 

You can ascertain the answers to these questions through your own 
personal observations and by checking with industry associations, 
community groups, and other centers of influence. Sometimes it is 
difficult to document, but a gut feeling that is making you queasy 
should be a warning signal to proceed very cautiously. By walking 
around a company’s manufacturing plant or administrative office, you 
can develop a sense for the respect that management has from the 
employees. Respect for an individual is generally a fair indicator of good 
ethics. Also follow your institution’s guidelines for accessing third party 
information through review of public records, credit bureau reports, 
peer reports, and references from the community. These can be valuable 
resources for detecting hints of compromised integrity, or of course an 
overt history of criminal convictions. For a discussion of how to use the 
most common third party information sources, see the section titled 
Using Third Party Information in the Management Assessment, located at 
the end of Dimension 2. 
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DIMENSION 2 - 10

MANAGEMENT ORGANIZATION, 
STYLE, AND CHARACTERISTICS
How a company is managed, is critical to its financial success and 
ultimately its ability to repay debt. All management teams, collectively 
and individually, have flaws. As the lender you need to recognize these 
flaws and address their impact on the company. These flaws may exist 
with the person with whom you have the relationship, so the discussion 
can sometimes become sensitive, but nonetheless very important. Some 
useful questions to pose to management are: 

• Does management effectively anticipate outside influences? How 
do they react to unplanned situations? Ask for specific examples of 
how management responded in the past to unexpected events, both 
internal and external.

• Does management regularly conduct a SWOT analysis—a review of 
their strengths, weaknesses, opportunities, and threats? This activity 
requires management to step out of their day-to-day focus and forces 
them to look at the big picture. 

• Does the company have contingency plans in place, at least for the 
most critical areas of the business? Contingency plans should provide 
clear guidance for response to business interruption, including 
relocation of assets or access to alternate physical plant; chain of 
command for decisions, including procedures when key managers 
are incapacitated or unavailable; and a communications plan to 
ensure the contingency plan can be communicated and executed.

• Does management exercise control at the critical points and with the 
appropriate amount of authority? In your management interviews, 
ask several senior managers to share with you examples of when 
and how the management team has made hard personnel decisions 
to correct management behavior or remediate poor management 
decisions. Your goal in this discussion is to determine if managers 
are decisive, proactive managers of people, or if they are more likely 
laissez-faire managers who are reluctant to intervene, or  confront 
people.  This discussion also gives you an opportunity to assess the 
practical function of management’s decision-making organization. If 
it is not clear who has responsibility for key personnel hiring/firing 
decisions, the customer’s ability to respond quickly and appropriately 
to internal or external problems is in doubt.

• Has a management succession plan been developed for the company? 
Be sure to review the management succession plan evaluation points 
included earlier in the Management Experience discussion. 
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DIMENSION 2 - 11

• Is there an effective management organization in place? You 
should review and discuss with management the formal leadership 
organization in place, to understand the designated chain of 
command for key decisions. Within this discussion, watch for pitfalls 
such as:

 – Inadequate use of the board (or no outside board). 

 – An organization that is too flat, limiting the development of 
competent functional management.

 – An organization with too few functional managers. Senior 
managers may be stretched too thinly, or they may be 
managing and making decisions well outside their expertise.

 – An organization that is suited to plan either operationally 
or strategically, but not both. Organizations with strong 
functional managers may excel at operations management 
and budgeting, but lack the vision and market focus to plan 
for strategic change. An organization driven and controlled 
by a strong marketing manager may lack the knowledge, 
focus or discipline for effective operational planning and 
plan execution. Both planning dimensions are needed for 
companies of virtually any size.

 – An organization that has inadequate financial management 
infrastructure. As companies grow, it is common for the 
financial organization to evolve from a bookkeeping function 
to a controller function, and then to be augmented with 
treasury and ultimately chief financial officer functions. 
The treasury and CFO functions typically arise when the 
company’s capital needs become complex and must be satisfied 
with a variety of external sources. A company that has an 
undersized financial management organization may be missing 
growth opportunities for lack of access to capital, and it may 
also be susceptible to poor financial decision-making (such 
as pricing strategy) based on a poor understanding of critical 
financial functions such as cost accounting. Compare your 
customer’s financial organization with similar sized companies 
in compatible industries to help determine if the financial 
organization is adequate.
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DIMENSION 2 - 12

• Are the individual managers’ leadership and decision-making 
styles functional and appropriate to the size and complexity of 
the business? The impact of an individual’s management style 
on interpersonal skills and relationships has implications for 
both internal management success as well as success in external 
negotiations with suppliers, customers, regulators, and of course, 
lenders. To assess management styles and their effectiveness requires 
meeting with key managers individually and in groups, both asking 
targeted questions and simply observing how the managers interact. 
Consider asking individuals to describe management styles of 
others on the management team, and look for common themes as 
you compare notes from the diverse interviews. There is no correct 
management style, but be aware of signals that management styles 
may be dysfunctional:

 – Visible tension in the room when one individual takes the 
floor, particularly when the discussion topic is sensitive.

 – Appearance of in-fighting, fiefdoms, or power struggles. When 
your interviews with separate managers suggest alignments 
with senior managers that fall outside the formal organization 
chart, probe deeper to try to learn if decisions are being made 
outside the formal chain of command.

 – Surprising lack of information sharing. Lenders often ask 
interview questions that assume the interviewee has access 
to relevant information, such as recent financial results. 
Investigate further if you believe a manager’s function suggests 
he or she has access to the information, but the manager tells 
you or implies that this is not the case. If key information 
is controlled by one individual, there may be an autocratic 
manager running the business or a key function. Autocratic 
management styles can sometimes be effective in a crisis, but a 
more consensus-oriented style is generally more productive for 
a company’s long-range performance.
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DIMENSION 2 - 13

Also look for positive signs that your customer’s senior managers are 
effective leaders. Good personal leadership indicators include:

• Other individuals describe a manager as fair and ethical.

• In meetings, a manager encourages open discussion and debate.

• The manager has a strong track record of recruiting, developing, and 
retaining very strong and effective colleagues and subordinates.

• The manager is regarded as open to new ideas and change.

• The manager supports training and development needs with 
commitments of both time and financial resources.

• A variety of stakeholders expresses a favorable opinion of their 
relationship with the manager, including employees, customers, 
suppliers, and board members.

PLANNING AND CONTROL 
SYSTEMS
ASSESSING STRATEGIC PLANNING ABILITY
It is essential to determine whether business and strategic planning are 
formal disciplines within the company. Questions to consider are: 

• Is there a working long-term strategic plan with components for 
each functional area of the company (finance, sales, marketing, 
production, distribution, operations, human resources)? 

• Does the plan outline relevant business risks and how the company 
proposes to respond to them? If there is not a formal written plan 
document that is updated at least annually, that does not necessarily 
mean that the company is not engaged in effective strategic 
planning. In the absence of a written plan, it is your responsibility 
to make effective use of management interviews to understand the 
company’s strategic direction and decision-making approach. 

The goal of your interviews should be to determine if management 
understands its market, including customer base, suppliers, and the 
competitive environment. You also must determine if management 
understands and responds appropriately to business and industry risks.
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DIMENSION 2 - 14

MAXIMIZING THE VALUE OF YOUR 
INTERVIEWS ABOUT BUSINESS STRATEGY
In Dimension 1, we discussed how to profile these issues for an industry. 
When interviewing your customer on the specific opportunities and 
risks they face, consider the following suggestions for maximizing the 
value of your interviews:

• Elevate the discussion beyond simple who/what/where questions. 
For example, your customer may tell you that a critical risk in the 
industry is losing control of costs for a product that needs to be top 
of the line, but also competitively priced to retain market share. You 
certainly need to ask for facts about the product in question, such 
as what it is, how it works, current costs to produce, and its selling 
price. However, you should dig deeper by asking questions that 
require manager to interpret and to draw conclusions about cause 
and effect: What would happen if a major supplier increased prices 
by 10%? What would be your choices in how to respond, and which 
direction would you most likely pursue? How would your competitors 
be affected by changing supply costs, and how would you expect them to 
respond?

• Validate the manager’s response to your questions about strategy by 
asking for specific examples of strategies that worked, and that did 
not work in the past. To continue our example, ask the manager to 
tell you about a time when there was a need to increase a product 
price to cover growing costs, and how the customers and competitors 
reacted.

• Prepare your questions in advance, and ask to schedule a specific 
meeting to learn about the customer’s strategic vision and plans. 
Preview some of the topics you plan to cover to allow the manager 
to think in advance about the answers. This approach will help avoid 
putting management on the defensive. Ask the manager up front to 
share his or her greatest concerns about managing the business in the 
future, and be sure to include those concerns in your questions and 
discussions about company strategy.

• Think carefully about what you are being told in the strategy 
interview. Is this company merely responding to change or are they 
planning for it? Does management take note of and understand 
the moves of competitors? Are they applying creative solutions in 
response to competitive challenges? 
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DIMENSION 2 - 15

EVALUATING THE STRATEGIC PLAN’S 
EFFECTIVENESS
Evaluating a strategic plan’s effectiveness involves not only comparing 
plans with actual business outcomes, but also finding out the extent 
to which company employees are involved in the planning process. 
A company’s ability to successfully execute a business plan is greatly 
enhanced when participation—and thus plan buy-in is widespread. 
Consider the following questions as you discuss planning effectiveness 
with your customer:

• Is there evidence that planning has been fruitful in the past? Evaluate 
management’s presentations of prior plans (or discussions of them if 
no formal documents exist) by analyzing financial performance for 
relevant time periods. Look especially at appropriate time periods to 
validate answers to your questions about specific strategies that have 
been tried in the past.

• How often is the strategic plan re-evaluated for relevancy and focus? 

• Are policies and goals, established by the strategic plan and other 
directives, communicated to employees? 

• Do employees get routine feedback about the company’s results? 

• Do managers and supervisors meet regularly to compare individual 
employee performance with stated goals and discuss the effects of 
external/internal trends or events? 

• Is there a reliable, continuous, and safe system in place for employee 
feedback to management? Pay particular attention to the existence 
of mechanisms for employees to safely report internal malfeasance. 
If the company is public, Sarbanes Oxley requirements ensure that 
whistleblower protections have been installed. In a private company, 
whistleblowers enjoy legal protections, but it is less certain that 
whistle–blowing mechanisms have been created and communicated 
to employees. You need to ask about these mechanisms when 
interviewing senior management of private companies, and it is wise 
to ask the question of several individuals.

You should review with management any meaningful deviations 
from plan, meeting routinely with management as you monitor the 
relationship. 
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ASSESSING COMPANY CONTROL 
POINTS
You also need to depend on several company-imposed control points in 
order to be comfortable with the financial and management integrity of 
the company. These control points are also the company’s mechanism 
for monitoring its progress and adherence to business plans. 

In your overall assessment of management, look in the following areas 
to assess control points: board of directors, auditors, company history, 
and inspection and licensing organizations. 

BOARD OF DIRECTORS 
The most effective boards of directors provide many dimensions of 
management support. Ideally, an effective board is truly independent 
and looking after the interests of the shareholders, especially in a public 
company. In a private company, the board’s role may be less clear, 
although the ideal board nonetheless should offer an independent 
perspective and have a voice in company decision-making. To assess the 
effectiveness of a company’s board, meet with both senior management 
and several board members separately, focusing each interview on the 
following questions:

• Is the board a working board, where members meet often and 
actively participate in strategic discussions and direct company 
managers to follow specific courses of action? Less effective boards 
meet fewer times per year to receive status reports, offering little 
guidance unless serious problems surface that require emergency 
attention. Ineffective boards have no influence on the company at 
all, serving as rubber-stamp organizations. These boards may exist to 
satisfy, on paper, a lender’s requirement for outside input.

• Does the company have a formal plan for its board duties, 
including a statement of purpose, description of committees, and 
formal decision-making rules? Effective boards have mutually 
clear expectations. That is, the board members understand what 
is expected of them in terms of management and governance 
support, and company management understands exactly how 
and when they are accountable to the board. Less effective boards 
have few formal organizational guidelines and no clear decision-
making responsibility. These may be advisory groups with little 
accountability for business outcomes, and to whom company 
management is in turn, not at all accountable.
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• Do boards and their subcommittees capture detailed minutes of 
each meeting, and are these minutes formally reviewed and approved 
by meeting attendees? Effective boards and their committees hold 
themselves accountable for discussions and decisions by ensuring 
that meeting details are recorded and entered into the formal minute 
books of each body. Less effective boards and committees keep 
minimal records of discussions and decisions, which allows room 
for subsequent misunderstanding or even re-interpretation of board 
proceedings.

• Are board members recruited to complement and complete 
management’s experience and skills? As a company grows in size and 
complexity, it can gain access to experience and expertise through its 
board that the company might not be able to afford to pay for as full 
time management staff. Effective companies actively recruit board 
members to fill in skill gaps and to gain access to business wisdom. 
They identify skills and experience needed and mount a purposeful 
search for the most qualified board members. Less effective 
companies avoid recruiting board members that will challenge 
management’s perspectives or decisions.

• Does the company provide legal protections for its board, including 
directors’ insurance, to communicate their commitment to true 
board governance input and to facilitate the board members’ 
willingness to fully participate? Effective boards are willing to make 
decisions because they have a full understanding of their legal 
responsibilities as well as their protections. Less effective boards 
are reluctant to engage in decisions because of fear of litigation 
or because they lack understanding of the legal limits of their 
governance roles.

• Are board functions organized for maximum efficiency and 
effectiveness? Do company managers and board members fully 
prepare for board meetings, with formal meeting agendas supported 
by advance information? Less effective boards attend meetings with 
little or no advance agenda information, relying on in-meeting 
information as the basis for recommendations or decision-making.

• Is there a board performance evaluation mechanism in place? 
Ranging from simple attendance standards to formal performance 
assessment criteria, the most effective boards assess their performance 
regularly, including taking periodic time outs for the board to focus 
on and improve its own standards for effectiveness. Less effective 
boards engage in little or no self-evaluation, which can be a strong 
signal that the board actually enjoys little or no independence from 
management.
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• If the company is small, and/or a family enterprise, has the company 
used outside consulting services to help develop an effective 
board, including help with board design and education? Higher 
performance private/family companies recognize the need for a well 
designed, effective outside management voice that a strong board 
can provide. However, the company may have difficulty achieving 
consensus on board design and composition when family agendas 
are not uniform. Well managed companies may choose to pay for 
outside board consulting to initiate the board function or to improve 
its effectiveness as the company’s governance needs grow.

Understanding the role of your customer’s board through interviews 
that cover these topics will help you ascertain how helpful they can be 
in protecting your institution’s interests. A strong board will consist of 
individuals whose skills and experience complement your customer’s 
management team and who have formal decision-making input. The 
board’s combination of skill and voice can considerably enhance the 
likelihood your customer will recognize and successfully navigate 
daily business risks as well as unforeseen changes to its operating 
environment.

AUDITORS 
• Are the auditors truly independent and qualified to conduct the 

audit? A public company subject to Sarbanes-Oxley rules must 
comply with strict independence requirements. Private companies 
are not subject to Sarbanes-Oxley, although the auditing profession 
itself is now governed by heightened independence standards. 

Auditor qualification is much more difficult to assess. The size 
and complexity of the customer suggests whether a large regional, 
national, or local firm is the best choice to meet the company’s audit 
needs. If the customer is receiving full audit services (as opposed to a 
review or a compilation) and there is a local firm unfamiliar to you, 
consider asking for details about the CPA firm’s peer review. All firms 
engaging in audits are required to have a peer review of the audit 
function, and the firm can be asked by its clients to share results of 
the most recent review.
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• Has the auditor issued a management letter to the customer? Under 
generally accepted auditing standards, auditors are encouraged to 
report concerns regarding a company’s internal control structure 
noted during an audit, and they are required to report certain of 
those concerns. Issues that are required to be reported are significant 
deficiencies in the design or operation of the internal control 
structure that, in the auditor’s judgment, could adversely affect the 
company’s ability to record, process, summarize, and report financial 
data consistent with the management’s presentation of information 
in the financial statements. 

Auditors’ management letters always point out that the audit may not 
have discovered all internal control deficiencies, but if the customer 
has engaged an audit, the audit procedures will provide a degree of 
assessment of internal controls that would not otherwise be available. 
Keep in mind that review and compilation engagements do not 
include the requirement for a management letter and are much less 
likely to uncover material control flaws. 

Ask to see the management letter if one is available, and also find out 
if the management letter was presented to the company’s board of 
directors with a formal response to each control issue noted. If there 
is no board of directors or advisory board to review the management 
letter, ask the managers/owners of the company to explain how they 
remediated the control issues.

Companies are often reluctant to provide this information, 
although public companies subject to Sarbanes-Oxley rules are 
now required to certify that control systems are adequate to ensure 
financial report accuracy. If your private customer is reluctant to 
share its management letter with you, discuss their reasons to try to 
understand why. If the company does not engage an audit that would 
result in a management letter, consider strategies such as requiring 
audit-level procedures only on accounts you are taking as collateral, 
such as receivables or inventory. 
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COMPANY HISTORY 
• Any activity or result that varies from historic results can be a 

critical control point for you. Meaningful changes to the company’s 
historic pattern of conducting its business should be reviewed with 
management immediately. 

• Carefully evaluate the customer’s prior attainment of its business 
plan, comparing stated goals and objectives to subsequent business 
results. Your review of actual performance compared to objectives 
provides you with insight about the credibility of management’s 
current plans. Moreover, it provides an important test of 
management’s own control systems: have they demonstrated the 
ability to monitor their own goal attainment and to take timely and 
appropriate steps to change course when needed? 

INSPECTION AND LICENSING 
ORGANIZATIONS 
Any outside agency or group that must perform inspections or audits 
is a good source for information that might not otherwise surface. You 
should require copies of the documentation of these inspections and 
audits as a part of your loan documentation. 

INFORMATION TECHNOLOGY SYSTEMS
The purpose of interviewing a borrower’s management about 
information technology (IT) is to:

• Learn the extent to which the company’s business processes rely on 
critical information technology systems.

• Understand the role that information technology plays in the 
company’s ability to compete in its industry, and how the company 
compares with its competitors in effective use of information 
technology.

• Identify the company’s information technology organization 
and determine if planning procedures are adequate to assess IT 
expansion/upgrade needs and to secure financial and human 
resources to meet those needs.

• Verify that company management has developed policies, procedures 
and plans to identify and manage the company’s IT internal control 
and physical risks. 

Following are questions to ask that will enable you to develop a basic 
profile of your customer’s information systems adequacy. In a large 
company, you should include the company’s chief information officer 
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(CIO) in the discussion, along with an appropriate financial officer 
such as treasurer and/or controller. In smaller companies, there may 
not be a designated CIO, and it is important to identify the individual 
whose duties include managing the IT function. Often this will be the 
company controller. In a very small business, the outside accountant 
may have a voice in the company’s IT choices, particularly if the 
information systems revolve principally around financial accounting. 
Companies of all sizes may outsource some or all of their information 
technology management to IT consulting firms.

CRITICAL BUSINESS PROCESSES’ RELIANCE 
ON INFORMATION TECHNOLOGY
Ask your customer: Which business processes rely on critical 
information technology support, and how have you determined these 
are the critical processes? Show the customer an outline of common 
business processes to ensure the customer’s answer is not limited to 
a narrow view of the enterprise. Ask the customer to consider which 
of the following business processes have the most critical information 
technology design and maintenance requirements:

• Sales and marketing, including selling, advertising, and product 
development.

• Manufacturing, including purchasing and receiving, product 
manufacture or assembly, packaging, shipping, quality control, and 
regulatory compliance.

• Finance and accounting, including controller functions (accounts 
receivable, accounts payable, credit and collections, payroll, fixed 
assets planning/purchasing, budgeting and forecasting, accounting/
bookkeeping, travel expense reporting, internal financial reporting, 
tax compliance) and treasury functions (external financial reporting, 
debt and capital structure management, banking and cash 
management, insurance).

• Customer relationship management, including customer service 
and technical support.

• Human resources, including hiring and termination, benefits 
management, staffing and compensation analysis, workers 
compensation claims, training and development, and employee 
assessment.

• Legal, including litigation support, intellectual property, and 
contract management.

• Management and board functions, including management policy 
development, administration of management and board meetings, 
and corporate governance committee, policies, and procedures.
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• Plant and other infrastructure, including facilities management, 
security, physical records management, distribution and logistics, 
and telecommunications.

• Corporate communications, including employee communications, 
and investor and public relations.

• Information systems, including IT strategy and planning, systems 
implementation and integration (project management, software 
selection, software development), IT systems maintenance, network 
administration, disaster recovery planning, information and records 
management, and help desk.

Consider asking your customer to rank each business process according 
to the degree of dependence on information systems, using a scale of 
1 to 3. Then, focus your discussion on each business process rated as 
highly dependent as you continue your interview.

INFORMATION TECHNOLOGY AS A 
COMPETITIVE ADVANTAGE
Ask your customer to describe how information technology provides 
a competitive advantage in their industry and market. Ask how the 
company compares to strong competitors in its use of information 
technology as a competitive tool.

Many growing businesses are quick to embrace physical technology 
change that has an obvious payback in terms of cost or efficiency. For 
example, bar-coded product labels long ago eliminated the need for 
retailers to individually price-ticket most merchandise. More recently, 
radio frequency identification tags are being embedded in products 
themselves, transmitting whole trailer loads of product and price details 
to a retailer’s receivers. Manufacturing technology is quick to evolve as 
well, with increasing robotics applications in many industry sectors. 
These kinds of technology upgrades are viewed as competitive essentials. 
However, not all companies view information technology as a source of 
key competitive advantage. 

In light of the Sarbanes Oxley rules, many public companies have had 
to begrudgingly upgrade IT resources to ensure compliance with higher 
standards for financial reporting accuracy. Many private companies 
have been nudged by outside auditors or lenders to adopt accuracy 
standards similar to those established by Sarbanes Oxley. As a result, 
it is likely that your customer will initially think of financial reporting 
when responding to questions about IT. However, it is important to 
probe for IT’s competitive advantage perspectives by returning to the 
previously identified business processes that have critical IT design and 
maintenance requirements. 
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For each identified business process, ask the customer to explain how 
the IT system in place helps the company compete, and ask which 
competitors, if any, have stronger IT capability. Engage the customer 
in a discussion of company plans to implement IT upgrades or changes 
that will enhance competitiveness. Likely areas of focus for many 
companies include quality control (defect analysis), customer relations 
management, investor and public relations. Larger companies are 
likely to mention enterprise-wide software, in which business processes 
throughout the enterprise are integrated into one comprehensive 
information system.

INFORMATION TECHNOLOGY 
ORGANIZATION AND PLANNING 
PROCEDURES
Ask: How does your company make information technology decisions, 
and who is responsible for managing the IT systems? What is your 
process for identifying needed information technology upgrades or 
expansion and for prioritizing related financial and human resources?

Ask to develop a profile of the IT organization. In a very small 
company, IT may be the responsibility of the controller or the 
entrepreneur/owner. Larger companies will have a dedicated IT 
department or division. Small or large companies may outsource IT 
management.

As you discuss the company’s IT organization, ask questions that will 
help you determine:

• Are IT planning and decision-making integrated within the business 
planning process, or they secondary (afterthought)?

• Does the company have access to competent IT expertise, either in-
house or outsourced?

• For a company subject to Sarbanes-Oxley compliance, who is 
responsible for auditing and certifying that adequate controls exist to 
protect financial reporting systems?

• Are IT development and maintenance resources priorities consistent 
with the business processes’ critical IT needs, as identified earlier in 
the interview? 

• Are the scope and formality of the IT organization consistent with 
the complexity of the enterprise?
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INFORMATION TECHNOLOGY INTERNAL 
CONTROLS AND RISK MANAGEMENT
Ask your customer to describe specific steps the company has taken to 
ensure the integrity and reliability of automated systems that support 
the business processes, and that collect and report financial information.

As companies grow, management’s ability to monitor and control 
business activities becomes increasingly dependent on information 
systems. There must be sophisticated controls in place to ensure 
that management’s information is accurate (integrity) and protected 
from interruption (reliability) and unauthorized access (security). 
Companies complying with Sarbanes-Oxley must document, control 
and secure business processes that directly and materially contribute to 
reported financial results. One valuable by-product of Sarbanes-Oxley 
compliance is better and more consistent monitoring and control of 
business process information, which can enhance business management. 
Better control of business process information can disclose efficiency 
opportunities, protect trade secrets and help prevent costly losses from 
internal fraud.

Auditors of internal control have generally accepted best practices 
that are defined by the Committee of Sponsoring Organizations 
(COSO), a voluntary organization formed in 1985 to study factors 
leading to fraudulent financial reporting. COSO identifies five essential 
components of effective internal control:1 

• Control environment, or the tone at the top of the company, 
including integrity, incentive and temptation systems, commitment 
to hiring and maintaining quality people, and the roles of the board 
and Audit Committee.

• Risk assessment or procedures to verify the existence and accuracy 
of assets/liabilities, completeness of transactions, valuation of assets 
and revenue in accordance with accounting principles, and correct 
presentation and disclosure.

• Control activities, or the actions taken to implement policies and 
standards that are driven by objectives of completeness, accuracy, 
validity, and asset protection.

• Information and communication that ensure information is available 
that makes it possible to run and control the business—providing 
the right information to the right people, at the correct level of 
detail, on a timely basis. This control element also includes enabling 
a whistleblower process.

• Monitoring procedures to ensure the control system continues to 
operate effectively, including regular management and supervisory 
activities and the work of an internal audit department.

1 COSO Back in the Limelight,” Mike Bridge and Ian Moss, Perspectives on Financial 
Services, April 2003, PricewaterhouseCoopers.
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If your borrower certifies that it is compliant with Sarbanes-Oxley, you 
have some reassurance that these controls are in place. To learn more 
details, or if your borrower is not a public company, use the following 
questions to help assess the borrower’s development of appropriate 
information controls.2

• How would you describe your IT controls? If you have established a 
formal IT control framework, what process did you use to design it?

• How often do you require all your managers to step back from other 
duties and evaluate risks and controls within their scope of authority?

• Has each manager specifically:

 – Considered current and planned operational changes 
to evaluate risks to business processes and/or financial 
information?

 – Determined appropriate mitigating controls, and evaluated 
effectiveness of those controls for the identified risks?

 – Established an effective monitoring process to verify the 
controls are working?

 – Reported their assessment up the chain of command to the 
chief executive officer?

• Have the results of this management review process been reported to 
the audit committee of the board of directors?

• Have you or other senior managers personally reviewed and do you 
understand documents of all internal controls in place? These should 
include technical safeguards for key IT areas such as: software change 
management, password management, security of remote access, 
communication encryption, access controls, monitoring, auditing 
and reporting, network security, intrusion detection, prevention and 
firewalls, end user training and support.

• Are the company’s financial systems consolidated, or do you 
maintain multiple financial accounting systems? (Consolidated 
financial systems pose fewer control risks.)

• Has an independent party tested all internal controls, and if so, 
have you addressed any control issues identified in the test findings? 
Is there a board- or senior management-appointed project team 
to assist with the test process to validate management’s internal 
controls, and have test findings been reported to the audit 
committee?

2 Based on “SOX Internal Control Self-assessment Readiness Checklist,” CIO Guide 
to Sarbanes-Oxley: Building a Secure Access Infrastructure, Lee Lassiter, Reymann 
Group, Inc., January 2005.
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• Describe the nature and scope of training you provide to staff with 
custody or access to company or customer records to ensure they 
understand their duties and responsibilities.

In addition to discussing the company’s internal IT controls, you 
should also ask your management contact to verify that the company 
has formal procedures in place to ensure physical security of the IT 
resources, including protection from theft or damage through fire 
or other hazard. Finally, you should ask for information about the 
company’s business continuity plan, verifying that there are procedures 
in place for disaster recovery. Ask about the chain of command to 
declare a disaster, notification of employees, existence and accessibility 
to backup systems, offsite IT recovery team, and communication plan 
for key outside contacts such as customers and vendors. Also ask if there 
are disaster recovery plan test procedures, and how often these tests are 
administered.

SHAREHOLDER/MANAGEMENT 
RELATIONSHIP
As a lender to a company, you have a safety net: the equity provided 
by the shareholders. It is important to understand their ownership 
objectives. How shareholders exercise the control feature of 
ownership is important to you and needs to be addressed in your loan 
documentation. 

If the owners are involved in the day-to-day operation of the business, 
and are qualified to be so, this is generally a success factor. When 
owners are not involved in the business (whether shareholders in public 
companies or passive equity investors in private companies), potential 
exists for managers to make business decisions to their own benefit 
instead of to maximize shareholder value. In public companies with 
widely held shares, shareholders are too dispersed to exert influence 
on managers and must rely on the board of directors to enforce their 
interests. Sarbanes-Oxley rules now ensure that public company boards 
include directors who are truly independent of management. The 
related rules for auditor independence and information controls assure 
an independent supply of accurate information to shareholders, whose 
ability to “vote with their feet,” i.e., sell shares, introduces an indirect 
means of accountability to company managers. 

Sarbanes Oxley provisions do not apply to private companies, however, 
so owners not actively managing the business must rely on a board of 
directors whose composition is not subject to regulatory scrutiny. Many 
private companies have multiple owners with divergent objectives, 
and with a mix of active and passive owners. Family-owned businesses 
are especially prone to the active/passive ownership mix as ownership 
passes through generations. There can be significant risks to the business 
when owners disagree on the company’s vision, strategy and resource 
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management. Natural conflicts between management and passive 
owners occur even when managers are also part owners. For example, 
a younger generation of managing owners may have a more aggressive 
risk appetite than the retired generation of owners, and disagreements 
(including withholding financial resources) can arise. In such a case, 
it is vital to determine what process the company and its owners 
have established for dispute resolution (common dispute resolution 
approaches are discussed later in this Dimension). 

ASSESSING ALIGNMENT OF 
OWNERS’ AND MANAGERS’ 
OBJECTIVES
If the company is managed wholly or in part by non-owners, it is 
particularly important to ask questions about alignment of owners’ 
and managers’ objectives. In your management interviews, discuss the 
following topics to assess the compatibility of owners’ and managers’ 
objectives:

• Is the board of directors an independent, effective body that will 
govern company managers from the shareholders’ perspective? 

Earlier in this Dimension we suggested questions to ask about the 
effectiveness of the board. To determine if the board is sufficiently 
independent, consider the membership composition. An independent 
board is one that has a majority of members who are unrelated 
to management and have no business or other relationship with 
management or the company that could be perceived as interfering 
with their ability to act in the shareholders’ interests. In addition, if 
there is a dominant shareholder who can vote or control votes of a 
majority of shares, the board should include members who have no 
family or business relationships with that dominant shareholder, to 
play the role of devil’s advocate on behalf of minority shareholders.

• Is there a free flow of information from managers to shareholders? 

Public companies must conform to many regulations that ensure that 
shareholders are informed of the risks of ownership (through financial 
reports and other public filings). Private companies with a mix of 
managing and passive owners may not provide adequate information 
to the passive owners, opening the company to costly minority 
shareholder litigation and potential business disruption as the dispute 
evolves. Generally, the greater the transparency of information 
between managers and owners, the less likely that shareholder/
manager disputes will arise.
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• Is there a formal executive compensation plan that is designed to 
align management behavior with the shareholders’ interests? Ask for 
details about compensation arrangements for the CEO and other 
key managers. Public companies publish significant details in their 
regulatory filings, but these details will generally not be available for 
private companies unless you ask. Key questions to consider include:

 – How was the plan established, and by whom? If the 
compensation program is to align management behavior 
with shareholders’ interests, the compensation plan should be 
developed with the help of outside compensation expertise, 
and under the direction of the company’s board of directors. 
There should be a board compensation committee comprised 
only of independent directors, responsible for developing and 
updating the plan, in accordance with the board’s performance 
objectives for the company.

 – How often is the compensation plan reviewed, and by 
whom? Periodic review should be the responsibility of the 
board’s compensation committee, which should also have 
responsibility for reviewing the job performance of managers 
included in the plan. This committee’s duties should also 
extend to review of compensation philosophy, methods, 
and specific programs for layers of management below the 
executive level.

 – What are the plan’s characteristics? Effective executive 
compensation programs have a mix of elements designed 
to attract, motivate and retain managers who will drive the 
company’s success. Where some ownership is possible (such 
as a public company), there should be a balance between 
cash and stock compensation. For both public and private 
companies, a significant portion of the senior manager’s total 
compensation should be tied both to annual and long-term 
financial performance of the company and to the creation of 
shareholder value. There should be performance criteria that 
enable the board to distinguish strong management performers 
from weaker performers, and to compensate them accordingly. 
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• The mix of compensation elements will naturally vary by company, 
with larger, more complex organizations using more sophisticated 
compensation programs. For example, cash compensation can 
include salary and bonus. Long-term incentives can include stock 
options or grants of restricted stock, with additional conditions such 
as granting stock options only to managers who have used some 
portion of their cash compensation to increase their personal stock 
ownership (most likely in a public company). In private companies 
where professional managers will not have ownership opportunity, 
long-term incentives are more difficult to engineer. Absent a 
readily measurable market value for company equity, owners need 
to develop fair but challenging incentive measures to ensure that 
managers remain focused on the owners’ long-term performance 
objectives for the company. Pensions and other post-retirement 
benefits may be effective elements of a plan to incent long-term 
performance. 

• Have the plan and the subject managers’ compensation levels been 
validated using comparable compensation study data? Studies are 
available that profile compensation and related business metrics for 
all but the smallest enterprises. These studies are generally available 
through engagement with compensation consulting companies, 
and the cost may be prohibitive for very small companies. However, 
if the data are available, comparison to like enterprises enables 
both you and your customer to determine if compensation of key 
managers is appropriate given not only the company’s market and 
industry, but also in light of its financial characteristics and capital 
needs. As an indicator of strategic performance, comparisons also 
help determine if the company is paying a competitive amount that 
will help ensure executive management retention. 

• Are there other forms of management compensation outside the 
formal plan? For example, loans to managers and personal use of 
company assets such as aircraft can be legal transactions if handled 
according to appropriate accounting policies. As you consider the 
appropriateness of management remuneration, it is important to 
understand the full compensation picture; ask the customer for help 
in quantifying the full amount, if needed. 
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DETERMINING IF THERE IS A 
DISPUTE RESOLUTION MECHANISM 
IN PLACE
When a private company’s management and shareholders’ interests 
are not aligned, there is significant risk of costly shareholder disputes. 
Dissident shareholders, even minority shareholders, can be a significant 
distraction to management and keep them from focusing on their 
day-to-day strategic objectives. You should inquire about significant 
blocks of stock that, if sold to another party, could significantly alter 
the strategic direction of the company and could foretell a change in 
management. Also ask management to describe any formal dispute 
resolution processes that exist in the form of shareholder or partner 
agreements, to verify there is a mechanism to resolve disputes that 
avoids litigation. 

A good shareholder or partner agreement should clearly define the 
shareholders/partners’ roles and responsibilities, as well as prescribe 
a method for separation of the shareholders/owners in the event of 
a dispute or other event. Ask if the customer’s shareholder/partner 
arrangements include such provisions as:

• Buy/sell agreement, describing the events and circumstances, such as 
termination or retirement, under which an owner may be required 
or allowed to sell shares/partner interests back to the corporation or 
other partners. Included in this agreement might be descriptions of 
the circumstances under which an owner may sell his/her interest 
to another, the method for valuing the owners shares or partner 
interest, and under what circumstances a departing owner may 
compete with the current business.

• Agreement outlining how the company will be operated when a 
majority owner retires or dies.

• Agreement specifying in advance how disputes will be resolved, 
including provision for mediation and arbitration, and the process 
for selecting the mediation or arbitration platform.
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DIMENSION 2 - 31

EVALUATING LIKELY FUTURE FINANCIAL 
COMMITMENT TO THE BUSINESS
A final perspective on understanding the relationship between 
management and owners, and especially the implication of that 
relationship for loan repayment risk, is to evaluate the owners’ likely 
commitment of additional financial resources to the company. Whether 
the resources are personal or institutional depends of course on the 
size and nature of the borrower. If the owners are willing and able to 
invest more money, certainly this is a success factor. However, keep in 
mind that the bank cannot rely on such additional investment potential 
without a legally enforceable commitment. 

To evaluate the likelihood of additional financial support from owners, 
first identify the composition of the owner group. Determine if the 
bank has any prior experience with the owner’s group. Specifically, find 
out how the owners responded to the company’s capital needs in the 
past.

For privately held companies, identify the owners and find out how 
they have supported the company during its business cycle. If there 
are venture capital sponsors, ask for information about their overall 
track record in supporting investments when they develop unexpected 
problems and related capital needs. 

For publicly held companies, it is important to determine the mix 
of ownership and control by individuals, institutional investors, and 
management. Maintaining a consistently growing stock price with a 
satisfactory return on investment is key to maintaining shareholder 
value.

USING THIRD PARTY INFORMATION IN THE 
MANAGEMENT ASSESSMENT
An essential component of due diligence in commercial lending is third 
party sources of information. By collecting information from outside 
sources such as banks, trade creditors and consumer and business credit 
bureaus, the bank not only obtains information needed for the credit 
decision, but also achieves these objectives:

• To help profile the customer’s willingness to repay, based on past 
payment behavior.

• To help discover integrity issues, including records of prior criminal 
behavior.

• To comply with the U. S. Patriot Act and the U.S. Treasury’s 
Office of Foreign Assets Control (OFAC). Positive identification of 
potential customers is required to comply with these regulations, so 
obtaining credit reports can contribute to the identification process. 
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DIMENSION 2 - 32

You should know how to access and interpret information from third 
party sources of information on businesses, owners, and/or guarantors. 
Sources of information can include:

• Business credit information,

• Lending and depository institutions,

• Trade credit grantors,

• Factors and finance companies,

• Leasing companies

• Business credit bureaus:

 – Dun and Bradstreet

 – Experian

 – NACM Credit Reports

 – Industry specific organizations. 

• Consumer credit bureaus.

• Experian

• Trans Union

• Equifax

• Other third party resources.

• Lien search companies.

• State corporation commissions.

• State registrar of contractors.

• Better business bureaus.

• Court records

• Criminal background investigations.
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DIMENSION 2 - 33

A good rule of thumb for third party information requirements is to 
obtain at least one business credit report from a well known provider, 
consumer credit reports on each guarantor and significant owner 
(based on credit policy), and an additional lien search from an external, 
national public record search firm. With these and the customer 
supplied financial reports, information obtained from interviews and, 
at minimum, one business premises visit, you should have developed a 
sound knowledge with which to make your business credit decision.

BUSINESS CREDIT INFORMATION
DIRECT EXCHANGE WITH OTHER CREDITORS
Authorization is not required to collect credit information on non-
individuals for business credit purposes, with few state law exceptions. 
It is common practice for the business credit community to freely 
exchange business credit information (between banks or business 
credit grantors and banks) with the understanding that the use of the 
information is for legitimate business needs. Sources of information 
and names of inquiring parties are kept confidential and may not 
be disclosed without their permission. For more information on the 
exchange of business credit information see RMA’s Guidelines for the 
Exchange of Commercial Credit Information.

If a dual borrowing relationship exists with other lenders it is 
acceptable, and sometimes advisable, to contact banks directly for a 
recap of their credit experience. If you know the customer’s account 
officer, contacting that individual personally can often glean more 
current and accurate information, compared to a centralized credit 
reporting department. Either way you should expect to receive 
information about past borrowings, average balances on deposit, and 
current amounts owed. You should also be prepared to share like 
information and the purpose of the inquiry with the responding bank. 
In this way, a true exchange of information results and both banks can 
update their credit file material. RMA’s Guidelines for the Exchange of 
Commercial Information provides a detailed review of the process. 
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DIMENSION 2 - 34

BUSINESS CREDIT BUREAUS
Dun and Bradstreet is the largest provider of business credit 
information reports, but not the only one. Trade credit reports are 
available from the National Association of Credit Management affiliated 
bureaus, Experian and many other industry specific organizations such 
as the National Chemical Credit Association, to name a few. These 
credit reporting groups provide important information from external 
sources and often from the borrower itself. Business name, entity 
type, address information for places of business, State registration 
information and principals’ names are provided. This allows the lender 
to verify information given in the credit application or during the 
applicant interview and positively identify the customer. 

Included in these reports is public record information such as UCC 
filings, suits, liens, and bankruptcy filings. This information displays 
a history of events for the lender to analyze and compare to financial 
statement information disclosures about creditors and liabilities. You 
can also quickly assess your bank’s own lien position relative to the 
collateral being offered by the borrower. If a UCC is showing on the 
report for all assets now owned or hereafter acquired, you will know 
there may be issues with taking accounts receivable as collateral. If a 
mortgage or deed has been recorded, you will understand that a first 
position on real estate is not possible, without paying off previous 
lenders. 

Business credit reports include trade payment history. A lender should 
understand how the borrower handles its accounts payable. Are 
discounts taken? Are payment trends spiraling downward, indicating 
a potential cash flow problem? Are all purchases made from only one 
or two major suppliers giving rise to a concern about undue vendor 
concentrations? If so, what would happen if that source of product dries 
up or the customer is placed on a cash-only basis? 

Business credit reports come in a wide variety of formats. Many 
reporting companies offer a summary credit rating. Some reports can 
be purchased in different formats that allow a price differential based on 
the amount of information provided. 

Obtaining at least one business credit report from a third party source 
is important to help confirm identity and provide a basic overview 
of payment habits for the business. When combined with consumer 
reports on guarantors and direct credit inquiries with other lenders or 
creditors, the lender will have a good idea of the borrower’s payment 
trends. 



D
im

en
sio

n 
2 

//
 A

ss
es

sin
g 

M
an

ag
em

en
t’s

 A
bi

lit
y 

to
 F

or
m

ul
at

e 
an

d 
Ex

ec
ut

e 
Bu

sin
es

s a
nd

 F
in

an
ci

al
 S

tr
at

eg
ie

s

NOTES:

DIMENSION 2 - 35

CONSUMER CREDIT INFORMATION
To obtain consumer credit information on parties not personally liable 
for the debt such as third party collateral grantors, officers, or directors, 
a consent form should be obtained in order to comply with the Fair 
Credit Reporting Act. It is also good practice to obtain a signed credit 
application from individual commercial borrowers or guarantors of 
business debt. Generally, only employers or prospective employers need 
a written consent to obtain consumer credit information, with some 
state law exceptions. Banks often include consent language on personal 
financial statement forms required to be completed by individual 
borrowers and guarantors.

When reviewing consumer credit reports on guarantors and individual 
borrowers, the bank is looking for payment trends. Also of importance 
are tax liens, bankruptcy notifications, judgments, and other public 
record information that convey the subject’s ability and willingness to 
repay debt. Any derogatory information found on a consumer credit 
report provides a red flag for the lender and an indication that more in-
depth analysis will be needed. 

Indicative information is found on consumer credit reports such as 
name, address (past and present), social security number, telephone 
number, year and month of birth, and employment history. This 
information is used to verify identity and compare to information 
provided on credit applications. Security alerts or warning messages 
are also included. These provide the lender with a heads-up that some 
information on the report may be in conflict or needs special attention. 
This type of information generally indicates that further confirmation of 
identification is needed. Warning alerts include:

• Subject SSN does not match inquiry.

• Irregular report/security warnings returned from bureau.

• Dispute in credit report.

• Report contains a consumer statement.

• Alias or former name shown in report.

• File variation

• Deceased flag on.

A composite consumer credit score, total revolving and non revolving 
exposure, and total balances outstanding are displayed on a consumer 
credit report, along with the reporting company names. Consumer 
credit reports should be obtained on all individual borrowers and 
guarantors. It is rare that a direct inquiry to another creditor or bank 
is conducted on an individual. If a direct inquiry is done, usually an 
authorizing customer signature will be required by the respondent.
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OTHER THIRD PARTY INFORMATION 
SOURCES
Lien search companies, state corporation commissions, state registrars 
of contractors, better business bureaus and court records are examples 
of additional resources available to augment the credit profile. Your 
financial institution has guidelines for when to initiate information 
searches through these kinds of resources. In addition, you should 
be familiar with the general contents of a criminal background 
investigation, which many financial institutions use to verify identities 
and to discover any prior criminal activity.

The purpose of a background investigation is to:

• Use an impartial fact-finding resource to help identify 
misrepresented identities.

• Help prevent unknowing participation in fraudulent business 
activity. 

• Discover hints of potential unethical behavior.

If you are lending within your home market, you may know the 
borrower’s management personally, and your knowledge of the 
community may help you avoid unknowing business relationships with 
dishonest individuals. However, keep in mind that it is unlikely you 
can know all the key players in a company outside of your management 
interviews, and remember as well that persons intent on fraud can 
construct a very believable façade of credibility. For these reasons, it can 
be advisable to obtain a background check on managers and owners of 
companies new to you or to the market.

The investigation may examine: 

• Local and federal court records for civil and criminal litigation. 

• Nationwide press records. 

• Financial/organized crime databases. 

• Federal exclusionary databases. 

• UCC filings, judgments, bankruptcies, and fictitious name filings on 
not only the corporation but also the principals. 

• SEC and NASD sanction and disciplinary action search
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DIMENSION 2 - 37

The investigation can be more or less comprehensive, depending on the 
cost of the research. For example, a comprehensive investigation that 
may cost between $1,500 and $3,000 typically includes: 

• Database searches

• Reference, education, employment, resume, and certification 
verification.

• Researchers’ visits to court houses, hand searching to verify identity 
accuracy.

• Newspaper story search, local, nationwide, or worldwide.

An investigation is also available for $200–300 if performed by 
computer database-only searches. Accuracy of these investigations 
depends on accuracy of input; misspellings can create unknown or 
incorrect information. The most costly searches can include up to 20 
years of history.

Keep in mind the two key limitations of criminal background 
investigations: 

• A clear background check does not assure good management or even 
good ethics.

• The background check tells us history. It cannot accurately predict 
the future.

Some financial institutions perform these checks in-house, using 
purchased databases. You should consult with your institution’s credit 
checking department to determine if your bank uses this investigative 
tool, as well as guidelines for transaction size or other parameters that 
may govern its use. 
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DIMENSION 3 - 2

PURPOSE OF DIMENSION 3
The purpose of Dimension 3 is to review the analytical tools needed to 
perform a financial assessment of the borrowing client and its credit 
sponsors. Key topics in this Dimension are:

• Gathering and Evaluating the Quality of Financial Data

• Accounting Fundamentals

• Balance Sheet Quality Analysis

• Balance Sheet Ratio Analysis

• Evaluating Your Customer’s Capital Structure

• Income Statement Quality Analysis

• Income Statement Ratio Analysis

• Financial Efficiency Analysis

• Financial Productivity Analysis

• Classifying Accounts for Automated Spreading Systems

• Comparing Financial Performance with Industry Peers

• Personal Financial Statements

ADDITIONAL SKILL-BUILDING 
RESOURCES
The material in the Body of Knowledge provides an overview of 
knowledge related to topics covered by the Credit Risk Certification 
exam. Mastery of topics reviewed here is essential preparation for the 
exam, but no amount of reading and study can substitute for lending 
skills that must be acquired through formal classroom and on-the-job 
training. In addition to reviewing the Body of Knowledge, you should 
consider taking the following RMA courses to support your Dimension 
3 skill building:

• Financial Accounting

• Commercial Credit for Lenders

• Fundamentals of Financial Statement Analysis

• Intermediate Financial Statement Analysis



 D
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DIMENSION 3 - 3

• Analyzing Personal Financial Statements and Tax Returns

• Analyzing Business Tax Returns

• Business Lending: Getting Behind the Numbers and More

GATHERING AND EVALUATING THE 
QUALITY OF FINANCIAL DATA
Appropriate financial information generally includes:

• Three years of year-end financial statements. For smaller companies 
and smaller credit exposures, signed tax returns may substitute for 
financial statements. At many financial institutions, credit exposures 
less than $1 million require only CPA compilations or company-
prepared financial statements, which should be signed and dated 
by an officer of the company. When accepting a company-prepared 
financial statement, it is good practice to also require a signed 
tax return for each statement year. Credit exposures less than $5 
million require CPA-reviewed financial statements, and larger credit 
exposures require audited financial statements. Require annual 
financial statements to be submitted no later than 90 days after the 
end of the fiscal year.

• Interim financial statements. At the time of underwriting, request 
interim financial statements as of the most recent quarter or month-
end. Require the prior year’s quarterly or monthly interim statements 
if you are evaluating a request for seasonal financing, or if the 
customer is undergoing significant market or other change. Interim 
financial statements are almost always company prepared. Require 
interim financial statements to be submitted no later than 30 days 
after the relevant month-end.
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DIMENSION 3 - 4

• Management budgets with at least one year of projections. The budget 
and projections should include detailed assumptions, to enable 
you to assess management’s logic and to prepare your own devil’s-
advocate projections that test the company’s repayment ability in the 
event of a departure from planned financial and nonfinancial events. 
For seasonal loans or for loans to companies with rapidly changing 
financial performance, require a monthly projected cash budget in 
addition to a projected income statement and balance sheet for the 
forecast year.

• Inventory and equipment schedules. If your loan is to be secured, 
inventory and equipment schedules provide the details needed to 
estimate collateral value, and will help you determine if a formal 
collateral exam or equipment appraisal will be required. Inventory 
and equipment schedules should include details about acquisition 
dates and costs of classes of inventory, as well as cost, acquisition 
date and net book value of individual pieces of equipment or classes 
of equipment.

• Accounts receivable and accounts payable agings. If your loan is to be 
secured by accounts receivable, detailed aging, concentration, and 
bad debt provision information is required. Even if the loan is not 
going to be secured, aging and concentration information about 
both account debtors and creditors is needed to assess the quality of 
reported earnings and the accuracy of reported net worth. Receivable 
and payable agings and concentration reports also provide valuable 
insight into the borrower’s vulnerability to loss of customers or 
suppliers.

• Personal financial statements and tax returns if applicable. Personal 
financial details are appropriate when personal guarantees are to 
be required for loan approval. Personal statements should be dated 
within 90 days prior to the loan approval date and should be 
required to be updated annually, also within 90 days prior to the 
borrowing company’s annual loan review date. Personal financial 
statements should be signed and dated by the submitting individual, 
and only the guarantor’s assets/liabilities should be included on 
the financial statements. At minimum, assets owned jointly (such 
as with a spouse) should be noted as such. Substantial additional 
information about personal financial statements and tax returns is 
included later in Dimension 3.

The financial statement guidelines provided prior are general guidelines 
that do not take into account differences in company or transaction 
risk. In addition, you should consult your own financial institution’s 
guidelines that govern the nature, type, and frequency of financial 
data required for analysis and loan approval, and the required type 
of independent assurance required (i.e., reviewed versus audited 
statements). An explanation of the different levels of CPA engagement 
is included in the Accounting Fundamentals discussion to follow. 
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DIMENSION 3 - 5

KNOWING THE AUDITOR
All Certified Public Accountants (CPA) do not possess the same 
qualifications and knowledge. If the quality of the financial information 
is suspect or the CPA unreliable, then the basis on which you make a 
decision to lend is faulty. Questions to consider when evaluating the 
CPA include:

• Who is the CPA? 

• Is the CPA in good standing (by the state licensing board)? 

• Does your financial institution have experience with the CPA and, if 
so, what is the basis of that knowledge? 

• How long has the CPA been auditing your customer and what was 
the basis for the engagement? 

• Is the CPA firm also doing consulting work for the client, and 
does that activity represent a conflict of interest that might cause 
the numbers to be compromised? Sarbanes-Oxley rules preclude 
auditors from providing consulting services, but if your customer’s 
engagement is less in scope than an audit, ask if there is also a 
consulting relationship.

You should expect the auditor to provide independent judgment and 
utility to the financial statements. It is this independent judgment, in 
conjunction with appropriate accounting standards and procedures that 
provides the credibility and reliability of the numbers. 
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DIMENSION 3 - 6

FACTORS THAT AFFECT FINANCIAL 
STATEMENT RELIABILITY 
In addition to the degree of compliance with generally accepted 
accounting principles (GAAP), there are other issues you should address 
to determine the reliability of financial statements: 

• Qualification and independence of the auditor. 

• Integrity of the issuer (management). 

• Relationship of the financial statement date to the company’s 
operating cycle. 

QUALIFICATIONS AND INDEPENDENCE OF 
THE AUDITOR
All audits, even those with unqualified opinions, are not equally 
reliable. 

QUALIFICATIONS

Audits should be prepared by CPAs who are well trained and qualified 
to audit the company you are analyzing. Questions you should ask are: 

• Does the CPA exhibit the technical skills required to complete an 
audit? 

• What is the depth of the CPA’s knowledge about your customer’s 
industry? 

• Is the CPA firm adequately staffed to perform the audit required if 
your customer has multiple subsidiaries and/or locations? 

INDEPENDENCE

Evaluate the CPA’s independence. The ability to render an independent 
opinion on the financial statements of your customer could be 
compromised, and the ability to insist on proper standards and 
disclosures could be severely tested if: 

• The CPA is a relative of management or the owners. 

• The CPA is a stockholder or creditor. 

• Your customer’s account is one of the largest or most profitable 
accounts that the CPA firm audits. 
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DIMENSION 3 - 7

It is your job to include such conditions in the evaluation of financial 
statements. The lack of proper qualifications and independence erodes 
the quality and reliability of the financial statements. 

INTEGRITY OF THE ISSUER (MANAGEMENT)
The preparation of the financial statements is the responsibility of 
management, even when audited with an unqualified opinion by a 
CPA. It is not the primary purpose of an audit to discover all frauds 
or misrepresentations. However, audit procedures are intended to 
examine the adequacy of the company’s internal controls and to check 
the accuracy (even on a sample basis) of the account balances. Most 
auditors issue a management letter, to be disclosed at management’s 
discretion, which describes: 

• Weakness of internal controls. 

• Suggestions for improvement of internal controls and integrity of 
management systems. 

• Appraisal of improvements made by management from the previous 
management letter. 

If the audit exposes instances of actual manipulation or misapplication 
of funds or has insufficient information to provide an unqualified 
opinion, the auditor must disclose its effect on the accuracy, fairness, 
and consistency of the numbers. This discovery might lead to a: 

• Disclaimer of opinion. 

• Adverse opinion 

• Resignation of the CPA as auditor on your customer’s account if 
management will not address the problem satisfactorily. 
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DIMENSION 3 - 8

RELATIONSHIP OF THE FINANCIAL 
STATEMENT DATE TO THE COMPANY’S 
OPERATING CYCLE
Most companies have an annual low point that marks the closing of 
their business cycle. Toy stores, for example, have their greatest volume 
of sales at Christmas. However, many companies set their year-end at 
December 31 or at some other arbitrary time, regardless of the actual 
business cycle low point. The important thing for you is to determine 
which part of the company’s cycle is reflected in the statements. 

Example: Late January or February would be a logical time for a 
seasonal retail business to issue a year-end statement because the store 
has a low level of inventory, has collected on its Christmas sales, and 
paid its suppliers. 

Example: A college or other educational institution typically has a June 
year-end that corresponds with the low point in that industry’s business 
cycle. 

At a natural low point, the financial statement should appear at its most 
liquid, least indebted condition. A financial statement prepared nearer 
the peak of seasonal activity, such as December 1 in the retail business 
example, will show higher levels of inventory and accounts payable to 
suppliers or notes payable to banks to support those higher asset levels. 
You can work effectively with statements from low or peak periods, but 
you need to understand both. 

Interim financial statements will show you a snapshot of the company 
at various points in the annual business cycle. You should become 
knowledgeable and comfortable about the makeup of your customer’s 
asset structure at those different points in the business cycle. 
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DIMENSION 3 - 9

ACCOUNTING FUNDAMENTALS
The following discussion of Accounting Fundamentals will review these 
concepts: 

• Types of CPA prepared accounting documents. 

• Generally accepted accounting principles (GAAP). 

• Company-prepared financial reports. 

TYPES OF CPA PREPARED ACCOUNTING 
DOCUMENTS
There are three types of CPA prepared documents that are particularly 
relevant to your analytical work: 

• Engagement Letter 

• Financial Statements 

• Management letter 

ENGAGEMENT LETTER

This letter outlines the terms of the contract between the CPA and your 
customer. It documents: 

• The scope of the accounting services provided. 

• The cost of the compilation/review/audit and any other ancillary 
services being provided at the time, such as tax preparation services 
or the filing of specific regulatory documents. 

By reviewing a copy of the Engagement Letter, you will have a better 
understanding of what to expect from the accountant when you receive 
a copy of the financial statements. 
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DIMENSION 3 - 10

Auditor’s Opinion 

The auditor’s opinion states the extent of the auditor’s examination. A major determinant of reliability (and the 
first thing you should question about financial statement quality) is the degree of assurance that the statements 
are prepared in accordance with GAAP. You identify the degree of assurance by examining whether the financial 
statements are audited and, if so, what type of opinion has been rendered. The following chart shows the most 
common types of financial statement opinion:

DEGREE OF
ASSURANCE

AUDITED

UNQUALIFIED

WITHOUT
EXPLANATORY
PARAGRAPH

WITH
EXPLANATORY
PARAGRAPH

EXCEPT FORQUALIFIED

DISCLAIMER

ADVERSE

REVIEW

COMPILATION

COMPANY PREPARED

CASH BASIS

UNAUDITED

FINANCIAL STATEMENTS

Not all financial statements are prepared in accordance with GAAP, and it is important to understand how these 
financial statements (such as cash basis or modified cash basis) deviate from GAAP.

Fully Audited Financial Statements

Audited statements provide the highest level of assurance, although not all audits are equally reliable and useful. 
“Audited” means that a CPA (certified public accountant) has followed prescribed rules and procedures to verify 
the accuracy and validity of the numbers, including such tests as counting the inventory and confirming the 
accounts receivable (even if such counting is on a sample basis).



 D
im

en
sio

n 
3 

//
 C

om
pl

et
e 

Ac
cu

ra
te

, O
n-

G
oi

ng
 a

nd
 T

im
el

y 
Fi

na
nc

ia
l A

ss
es

sm
en

ts
 o

f t
he

 C
lie

nt
 a

nd
 it

s O
th

er
 C

re
di

t..
.

DIMENSION 3 - 11

With each audit, the CPA presents a letter that advises the reader of the scope and extent of the audit and 
expresses an opinion on the results. By reading the opinion and related footnotes and understanding the reason 
for any qualification, you can decide how much to rely on the financial statements. Opinion letters use a standard 
format to comment on:

• The application of GAAP. 

• The fairness and consistency of the statements. 

• Any exceptions.

Four basic types of opinions can accompany audited financial statements. Each opinion with its features and 
reliability is listed following:

TYPE FEATURES RELIABILITY

Unqualified Without any qualification, the audit has been per-
formed according to generally accepted auditing 
standards, and the financial statements are prepared in 
accordance with GAAP.

An explanatory paragraph, while not affecting the 
opinion, will be added under certain circumstances, 
including when an aspect of the company’s financial 
condition is uncertain or when there has been a mate-
rial accounting change.

Example: Opinion letters include explanatory para-
graphs when there is uncertainty about the outcome 
of a lawsuit, the company changed its method of 
computing depreciation, or there is substantial doubt 
about the company’s ability to continue as a going 
concern. 

Most reliable data to analyze.

Qualified Contains an exception or qualification described as 
“except for” when there is some departure  
from GAAP or when the scope of the audit has been 
limited. 

Example: A statement of cash flows is not 
presented, or accounts receivable or inventory has not 
been verified. 

Depends on the nature of the 
qualification.

Example: Absence of inventory 
verification is significant; a fully 
disclosed accounting change 
probably is not. 

Disclaimer Auditor does not wish to express an opinion because 
there is not enough information to do so.

Casts serious doubt on reliability. 
It is important to investigate the 
reasons for the disclaimer.

Adverse Departures from GAAP are too material to allow even 
a qualified opinion.

A definite red flag that could  
have significant bearing on  
creditworthiness.
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DIMENSION 3 - 12

When To Require Audited Financial Statements 

After you identify the type of financial statement and its level of 
compliance with GAAP, decide if it is sufficiently reliable for your 
analysis of a particular company or credit opportunity. Often, you must 
decide when to require audited statements.

The following affects your decision about when to require audited 
statements:

• The degree of risk you find in the outstanding or proposed loan 
(including its size relative to your bank’s portfolio and relative to the 
size and apparent strength of the borrower). The riskier you judge 
the loan to be, the more likely you will require an audit. 

• Length of time a loan is expected to be outstanding. The longer the 
loan will be outstanding, the more likely you will require an audit. 

When you have identified margins of protection within the financial 
information, you are more likely to require an audit. 

Example: If one of the favorable factors in a loan decision is that the 
loan will not be larger than about half the level of accounts receivable 
and inventory, you probably want a full, complete audit or special 
procedures to verify the level of accounts receivable and inventory.

Example: If your loan will be $50,000 and guaranteed by the owner 
of the company, who is wealthy, reputable, and well known to your 
financial institution, you may be able to accept a financial statement 
prepared on some basis other than an audit. However, if your loan is 
$500,000 and the owner will not guarantee, or the guaranty does not 
give you much comfort, you would probably require an audit. 

There are many other financial reports you might require and other 
factors that would have an effect on your decision. The examples above 
illustrate only that the need for an unqualified audit is relative to risk 
and margin of protection.
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DIMENSION 3 - 13

Unaudited Financial Statements 

Unaudited financial statements offer little or no assurance that they have been prepared in accordance with GAAP. 
They can be prepared by a CPA or by the company issuing the financial statements. Preparation by a CPA does 
not ensure financial statement reliability or compliance with GAAP. The accounting profession offers its clients 
two types of unaudited financial statements: review and compilation. The features and reliability of those two 
CPA-prepared statements as well as company-prepared and cash-basis statements are described in the following 
table:

TYPE FEATURES RELIABILITY

Review Less in scope than an audit and provides only lim-
ited assurance that the statement is prepared in ac-
cordance with GAAP. Some are expanded to include 
specially requested tests of inventory or receivables. 

May be reliable for a particular 
analysis but not as an audit. 
Popular service with companies 
because of cost. 

Compilation Contains few or no disclosures of accounting meth-
ods. No assurance of compliance with GAAP. 

Lenders must guard against the 
tendency to assume reliability 
because a financial statement is 
presented in a clear format with 
some apparent CPA association. 
Reviews and compilations are not 
audits and do not offer the assur-
ance of objectivity, fairness, and 
consistency that audits do. 

Company 
Prepared

Prepared internally by the company. Even when 
statements are prepared by a well-trained person of 
high integrity and apparently detailed and useful, 
they lack the independent verifications that a quali-
fied outside auditor can provide. 

Least assurance of objectivity in 
the presentation of the numbers; 
most potential for undisclosed 
inconsistencies or departures 
from GAAP. 

Cash Basis Almost all tax returns and some company-prepared 
statements report cash receipts and disbursements 
rather than accrued revenues and expenses.

Do not disclose the full extent of 
a company’s resources or obliga-
tions and can give the user a false 
impression of profitability and 
economic viability.
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DIMENSION 3 - 14

Financial Information Required by GAAP to be Reported 

Statement of Financial Position (Balance Sheet) 

The balance sheet outlines the financial position of the company as of 
a particular date. It reflects the basic accounting equation: ASSETS = 
LIABILITIES + OWNER’S EQUITY.

Income Statement 

The income statement provides a summary of financial transactions for 
a particular time period (usually one year) ending with the date of the 
balance sheet.

Reconciliation of Net Worth (Owner’s Equity) 

This key link between the income statement and balance sheet, it 
identifies and itemizes transactions affecting net worth during the 
period covered by the income statement.

STATEMENT OF CASH FLOWS 

This statement is constructed in accordance with FASB 95 (Financial 
Accounting Standards Board) from the income statement and the 
changes in the balance sheet from the beginning of the period to 
the end. It summarizes sources and uses of funds in the operating, 
investing, and financing cash flows during the period of time covered by 
the income statement. 

Supplemental Data 

Additional information is sometimes provided that relates to functional 
costs and other amplifying information useful in analyzing the financial 
statements and the company’s financial performance.
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DIMENSION 3 - 15

Notes to Financial Statements 

The notes provide disclosures considered necessary for an informed user, 
such as a credit analyst, to interpret the financial statements correctly. 
Reading the notes is an important part of financial analysis. The notes 
present three kinds of disclosures:

1. Additional detail about certain accounts and transactions that can 
help analysts determine creditworthiness.

 – Example: Notes often disclose a schedule of fixed assets, such 
as land, buildings, and equipment, while the balance sheet 
may show only a total for gross and net fixed assets.

2. Information necessary to evaluate the reliability and comparability 
of the financial statements for the purpose of credit analysis.

 – Example: Notes disclose whether the statements are 
consolidated with those of other companies or whether they 
report on the results of only one corporation without its 
subsidiaries or parent.

3. Information about certain events or conditions not reported on in 
the financial statements.

 – Example: Notes disclose contingent liabilities such as purchase 
commitments, guaranties, and pending lawsuits. They also 
disclose the company’s financial exposure to market risk.
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DIMENSION 3 - 16

Generally, the following notes are always required. Many companies 
will need to provide additional disclosures. 

• Nature of operations—description of the major products or services 
the entity sells and its principal markets, including the location of 
those markets, plus descriptions of major business lines within the 
company.

• Reporting entity—what company or companies are reported on in 
the statements? Are the statements 1) consolidated, 2) consolidating, 
or 3) separate or parent only?

• Accounting policies—critical policies such as basis for stating 
inventories and the method of determining cost; description of 
methods used to compute depreciation; policy for treating a short-
term investment as a cash equivalent; method used to estimate 
allowances for doubtful accounts.

• Other accounting methods selected when alternatives are permissible 
under GAAP.

• Contingent liabilities such as guaranties, warranties, purchase 
commitments, or litigation.

• Detail about liabilities for money borrowed, including requirements 
such as collateral.

• Amounts due annually for leases, both operating and capitalized.

It is important to determine the financial effect of commitments 
and contingencies reported in the footnotes, i.e., obligations of your 
customer that are uncertain as to amount or timing, or that are not yet 
direct obligations of the company.

MANAGEMENT LETTER

This document reports on material operational issues found deficient 
within your customer’s financial control systems that could represent 
considerable risk to your financial institution. You should request a 
copy of the management letter and the company’s response to it in 
order to ascertain the magnitude of the risk posed by the deficiency(ies) 
noted. 
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DIMENSION 3 - 17

Generally Accepted Accounting Principles (GAAP)

GAAP is a body of specific rules and broad concepts that govern how 
businesses and their CPAs recognize, measure, record, display, and 
disclose information about a company’s financial transactions. A key 
phrase in the auditor’s opinion states that financials were prepared 
“on a basis consistent with that of prior years.” This means that you 
can expect that financial statements prepared by the same CPA in 
accordance with GAAP are comparable from one period to the next in 
terms of consistency of presentation. 

Understanding major GAAP policies and procedures is necessary to 
determine the usefulness of financial statements in your analytical 
process. Not all financial statements are prepared in accordance with 
GAAP; those that are not, require a different interpretation to be useful 
in the lending decision process. 

Consolidated and Consolidating Financial Statements 

All audited financial statements are prepared on a consolidated basis, but 
it may be helpful for you to request a consolidating financial statement 
when the company has more than one operating subsidiary. Some 
financial statements report on one single entity, while others combine 
reporting for several companies, usually in a parent and subsidiary 
relationship. 

If you are lending to a subsidiary and the parent will not be a party to 
the loan, you need to analyze the separate statements of the subsidiary, 
not just the statement of the parent or the statement of the parent 
combined with the subsidiary. 

If you are lending to the parent without the guaranty of the subsidiaries, 
you will need the separate statements of that parent. 

Depending on the company or companies reported on, financial 
statements can be described as consolidated, consolidating, or separate 
or parent only. 
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DIMENSION 3 - 18

TYPE FEATURES RELIABILITY

Consolidated Presents the condition and performance of two or 
more companies combined. Intercompany transac-
tions and account balances are eliminated and do not 
appear in the financial statements. It is common for 
financial statements to be called consolidated even 
when they report on just one entity. The first foot-
note to the financial statement will identify whether 
multiple entities are included in the report and their 
relationship. 

May be reliable for a particular 
analysis but not as an audit. 
Popular service with companies 
because of cost. 

Consolidating This form of statement displays the financial 
statements of two or more related companies, shows 
the intercompany accounts and transactions, then 
eliminates them and presents the condition and 
performance of the combined entities. 

Users see each company 
separately, all intercompany 
transactions, and how they 
are eliminated to produce 
a statement. The most 
informative type of financial 
statement but expensive to 
prepare.

Separate or 
Parent Only

Reflects the condition and performance of only one 
company not combined with any other company.

Users see how that one 
company presents itself alone.

Most financial statement packages provide only consolidated financial statements. Smaller companies that have 
only a few subsidiaries will normally list them. In larger companies, the footnotes say that significant accounts and 
transactions between subsidiaries have been eliminated. In either case, the existence of multiple entities almost 
always suggests the need to request consolidating financial statements, for the following reasons:

• When structuring the loan, it is important to know what entity (or entities) is borrowing, what entity (or 
entities) is using the proceeds, and what entity (or entities) is furnishing the collateral. Legal issues, notably 
the risk of fraudulent conveyance, may weaken the bank’s ability to enforce access to corporate guarantees or 
collateral if subsidiaries providing either do not receive demonstrable benefit for doing so. These legal issues are 
complex and require the assistance of counsel.

• When analyzing repayment ability, it is vital to understand individual operating performance and business risks 
of the consolidated entities. For example, a consolidated financial report may mask a chronic underperforming 
subsidiary that consumes disproportionate financial and management resources. Or, a consolidated statement 
may include subsidiaries whose year-ends are different, introducing the possibility that a significant business 
unit’s financial results are measured at a high point, instead of the more desirable low point, in the operating 
cycle. A consolidated financial statement can also hide the diversion of cash from one business unit to another. 
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DIMENSION 3 - 19

It can be appropriate to focus on a single borrowing entity instead of on 
some or all of the consolidated group. For example, if a manufacturing 
entity and a service entity are consolidated, for one of them, there 
will be little or no inventory and cost of goods sold. Inventory turns, 
payable turns, and gross profit margin may be greatly distorted or 
meaningless in the consolidated statements.

Some members of the consolidated group may have earnings or assets 
that are legally or pragmatically difficult for the borrower to access. 
For example, earnings and assets from a foreign subsidiary may present 
tax or legal repatriation impediments, and a lender’s practical access to 
assets abroad may be very limited in bankruptcy. In this case, stand-
alone analysis of the domestic borrowing entity is important.

KEY GAAP CONCEPTS 
Lenders generally prefer GAAP financial statements because: 

• Transactions will be measured by historical cost. 

• Revenues are recognized when earned. 

• Expenses are matched with the revenues they produce. 

• There are several areas of GAAP that warrant your attention when 
underwriting a customer relationship. 

• Historical cost 

• Revenue recognition and the matching principle. 

• Expense recognition 

• Conservatism

• Consistency and comparability.

• Materiality

• Limitations of GAAP. 
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DIMENSION 3 - 20

HISTORICAL COST
Assets will be reflected on the balance sheet at the original cost the 
company incurred to acquire the asset, plus the cost of any capitalized 
additions or improvements less accumulated depreciation since the date 
of acquisition and improvements. 

What the current value of the assets is (market value) might very well 
be considerably different from the original cost and current depreciated 
cost. Current market value is not reflected on the balance sheet. 
However, you may want to consider the market value of the assets as 
you look for a second or third way for a loan to be repaid. You must 
also keep in mind that some current accounts, such as marketable 
securities, require accounting for the lower of cost or market and are 
not at historical cost.

REVENUE RECOGNITION AND THE MATCHING 
PRINCIPLE
These two principles form the basis of accrual accounting. 

Revenues are recognized and recorded when earned. This happens when 
the goods or services are shipped or delivered, or completed and stored 
(with title changing) for future shipment to the customer. 

Expenses are matched to the revenues they help generate, regardless of 
when payment obligations are actually incurred or fulfilled. 

The movement of cash may occur before, after, or at the same time the 
revenue or expense is recognized. 
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DIMENSION 3 - 21

EXPENSE RECOGNITION
Expenses are recognized and recorded when an asset has been used or 
service received, in the generation of a specific revenue stream. 

Sometimes the costs are capitalized (carried on the balance sheet as an 
asset and depreciated). This occurs when costs are expected to provide 
benefits beyond the accounting period in which they occurred. The 
most common method of expensing the cost of acquiring fixed assets 
revenue is to depreciate or amortize it over the number of years that the 
asset is expected to provide service. Two depreciation and amortization 
methods are: 

1. Straight-line: generally used for financial statement disclosure. 

2. Accelerated: generally employed for income tax reasons. 

The decision to expense or capitalize depends on management’s desire 
to report favorable earnings to owners and creditors, and lower earnings 
for income tax purposes. 

The principles of historical cost and accrual accounting and the 
fundamental standards of conservatism, consistency, comparability, and 
materiality are cornerstones to understanding the numbers and using 
them in an effective way to assess credit capacity risk. 

No body of rules can anticipate and prescribe for every circumstance. 
When a specific accounting treatment is not prescribed in GAAP, you 
should be able to expect preparers of GAAP financial statements to rely 
on three broad standards: 

1. Conservatism 

2. Consistency and comparability. 

3. Materiality. 
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DIMENSION 3 - 22

CONSERVATISM
• Assets and revenues will not be overstated.

Example: Sales and accounts receivable will be recorded only when 
the right to receive payment requires no further performance. 

• Liabilities and expenses will not be understated.

Example: The full amount of income taxes accrued on income 
generated for the period will be shown, although payment of all or 
some portion of the taxes may be deferred to a future period.

Example: Wages owed to employees for work performed up to the 
financial statement date are expensed to the income statement for 
the period. Amounts not actually paid at the time of the financial 
statement are shown on the balance sheet as a liability: accrued 
wages. 

CONSISTENCY AND COMPARABILITY
Comparability of financial statements is important in order to compare 
financial statements among companies in the same industry. The 
concept of consistency and comparability means: 

• The results of transactions will be measured and recorded in the same 
way from one period to the next for similar kinds of companies. 

• Changes and permissible variations will be explained in sufficient 
detail so that the analyst can render the statements comparable. 

Example: Footnote disclosure must include the method of accounting 
for inventory and whether the company has changed methods since the 
prior year’s statement. 

MATERIALITY 
Statement preparers will classify and disclose the results of transactions 
in a way that acknowledges their significance to the company’s financial 
condition. 

Example: A purchase of paper clips by a small publishing company 
will be expensed entirely when the purchase is made, even if some 
of the paper clips will still be around in the next reporting period. 
However, advance payments to an author might be capitalized and 
then expensed when the book is complete and being marketed.

Example: Footnotes must disclose contingent liabilities such as 
pending lawsuits. The magnitude of the lawsuit determines the degree 
of detail that will be disclosed. 
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DIMENSION 3 - 23

LIMITATIONS OF GAAP
The principles of historical cost and accrual accounting and the 
fundamental standards of conservatism, consistency and comparability, 
and materiality are not always entirely beneficial in credit analysis. 

GAAP financial statements have the following limitations. Your analysis 
must take these limitations into account. 

• The use of historical cost can cloud an analyst’s ability to recognize 
current values. In some cases, you will need to obtain appraisals of 
significant assets and liabilities. 

Example: A company might have bought land many years ago at a 
low cost. The current market value of the land could be much higher 
than the cost reflected on the balance sheet. 

Example: A company might owe long-term creditors $2 million 
reflected on the balance sheet as the face amount of principal 
payments due. If the notes bear a below-market rate of interest, the 
creditors could be willing to accept less than $2 million if they could 
be paid in full immediately. 

• The matching principal can obscure the receipt and payment of cash. 
You should identify actual cash inflows and outflows. 

Example: A company has a capitalized lease recorded as both an 
asset and a liability on its balance sheet. The accrual basis income 
statement will reflect a noncash charge for amortization, but the 
actual cash payments on the lease may not be the same as the 
amortization expense. 

• GAAP permits alternatives to account for some kinds of transactions. 
The use of different alternatives makes it difficult for analysts to 
compare financial statements and increases the importance of 
footnote disclosure. 

Example: Companies are permitted to use either straight-line or 
accelerated depreciation for financial reporting. 

• GAAP permits certain industries to use accounting methods that 
are not consistent with similar transactions in other industries. You 
need to learn the specific accounting methods used in a particular 
industry in order to effectively analyze financial statements of these 
companies. 

Example: Companies that develop software for sale may capitalize the 
costs and match them to the revenues they produce. Companies that 
develop software for their own use must expense the costs when they 
are incurred. 
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DIMENSION 3 - 24

UNDERSTANDING THE MARKET 
VALUE OF THE CUSTOMER’S 
ASSETS
Despite the benefits of GAAP financial statements, you need to be 
concerned with the current and future market value of many of the 
company’s assets. The following questions relate to understanding the 
market value of your customer’s assets: 

• What is the collateral value of the asset(s) securing your loan, 
assuming a willing buyer and normal market conditions? 

• What is the value of the asset when disposal is required quickly in 
less than optimal market conditions? 

• How does the market value of assets affect the real net worth of the 
company? 

The reliability of asset valuation stems from the independence and 
market knowledge of the individual preparing the valuation. A note 
of caution here; sometimes valuations are based upon a very small 
and illiquid market place and at other times there exists a large well-
established market place that lessens the risk of “protecting the loan” or 
relying on the sale of assets as “second way out.” 

Liquidation values (the only real measure of collateral value) are difficult 
to establish and maintain over the life of an asset, because of changes 
in the demand for the asset. The liquidation value is dependent on the 
condition of the asset and general economic conditions at the time of 
sale. 

The source of the valuation is often critical to the confidence placed 
on the value established. The same analysis should be completed on 
an appraiser of an asset as you would with regard to a CPA doing an 
audit. Any appraisal of an asset must itself be evaluated for reliability 
and accuracy, even to the point, in some cases, of obtaining multiple 
appraisals on the same asset. 

Consider the following asset categories  in the asset valuation analysis: 
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DIMENSION 3 - 25

WORKING CAPITAL ASSETS 
INVENTORY VALUATION METHODS 
FIFO (first in, first out): Under FIFO: the assumption is made that 
the inventory that was purchased first has been sold and the items 
purchased most recently are still on hand in inventory. 

LIFO (last in, first out): Under LIFO, the assumption is made that the 
inventory that was purchased first is still on hand, and the inventory 
purchased more recently has been sold. A LIFO reserve arises when a 
company uses the LIFO method of inventory valuation while inventory 
prices are rising. A company that has a LIFO reserve has a lower 
inventory balance, a higher cumulative COGS (cost of goods sold), 
and a lower cumulative pretax profit than it would have if it used FIFO 
over the same years. The LIFO reserve is a dollar amount, disclosed in 
the Notes to Financial Statements, that represents three fundamental 
measures: 

1. LCM (lower of cost or market), in which case the raw materials 
in inventory are valued at the lesser of the purchase price, or what 
the current purchase price is. Any write-down in the valuation of 
inventory is included as an expense under COGS.

2. Specific identification values the inventory based on the ability to 
specifically identify the asset. It is generally used in instances where 
inventory is of high value (as in jewelry) or serial numbered (as in 
automobiles).

3. Weighted average cost is used when several batches of unidentifiable 
product are purchased throughout the year. For example, if twelve 
orders of identical candles are brought into inventory in a year, the 
amount expensed to COGS would be the average price, and the 
inventory remaining would reflect the average price of the unsold 
items.

4. The amount by which LIFO-based balance sheet inventories are less 
than they would be by using FIFO. 

5. The amount by which COGS expense (cumulative for the years the 
company has used LIFO) exceeds the amount of COGS it would 
have reported if the company had used FIFO over the same period 
of years. 

6. The amount by which the cumulative pretax profits of the company 
using LIFO are less than they would have been had the company 
used FIFO over the same period of years. 
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DIMENSION 3 - 26

MARKETABLE SECURITIES 
These assets are stated at the lower of cost or market (mark-to-market) 
and are generally valued based upon posted prices on recognized 
security exchanges. 

FIXED ASSETS 
Unless these assets are specialized in nature, they can be valued by 
certified appraisers based upon readily available and comparable market 
data. Examples include: 

• Furniture, fixtures, and equipment (FF&E). 

• Buildings and land. 

LONG-TERM ASSETS 
These assets are much harder to value because of the volatility in the 
market place for the following types of long-term assets: 

• Investments 

• Investment in subsidiaries. 

• Intangibles 

The valuation of operating subsidiaries and intangibles, such as 
intellectual property rights and patents, can be very complex, requiring 
highly sophisticated appraisals. 

LIABILITIES 
Liabilities are carried at face value, but consider the following issues: 

• Adequacy of reserves: accrued liabilities sufficient to completely 
extinguish the company’s commitments. 

• Tax liability: tax payable and tax deferred accounts. 
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DIMENSION 3 - 27

COMPANY-PREPARED FINANCIAL REPORTS
These reports (usually limited to a balance sheet and income statement) 
are used extensively in the interim analysis of a company’s operation. 
They are generally submitted in compliance with loan covenants or 
other agreements between you and your customer. 

Even though these statements are not independently prepared in 
accordance with GAAP, if prepared consistently with the auditor’s 
reports, they can be useful in assessing risk or monitoring financial 
performance in the time period between audits. Company prepared 
financial statements, along with an officer’s certification (attesting 
to their accuracy), are often used to measure compliance with loan 
covenants. Negative variances to covenants can trigger defaults. Positive 
variances can trigger interest rate reductions or the relaxation of 
covenants. Public companies must file 10Qs with the SEC (Securities 
and Exchange Commission), which can be useful in determining 
interim results. 

The lender who relies exclusively on company-prepared financial 
statements may be subjecting the institution to undue risk. 
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DIMENSION 3 - 28

CASH-BASIS AND OTHER 
FINANCIAL STATEMENT 
PREPARATION METHODS
Many smaller companies provide cash-basis financial statements, or use 
another basis of accounting which may be called modified cash basis or 
tax basis accounting. These companies will typically also provide tax 
returns, so our concern is less one of verifiability than of the pitfalls of 
analysis when we cannot evaluate accrual-basis financial statements. 

CASH BASIS
This basis of accounting measures and records dollar impact of 
transactions when they are paid for, and not necessarily when they 
happen. 

Revenues are recorded only when cash is collected.

Expenses are recorded only when cash is paid to settle them.

Income is simply what is left after cash outlays for a period are 
subtracted from cash receipts for the same period. 

The most significant issue when analyzing cash basis financial 
statements is they are not accurate measures of profit unless the business 
is very simplistic. Cash-basis statements:

• Understate revenues if the company sells on credit.

• Understate expenses if the company buys on credit.

• Distort expenses if the company uses long-lived assets such as trucks.

For example, does a truck get used up in the year of purchase? 
Shouldn’t some of the truck expense be charged to later years, when 
the truck is still being used in the business?
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DIMENSION 3 - 29

MODIFIED CASH BASIS
This basis of accounting starts with the cash basis, but attempts to 
overcome some of the profit measurement distortions inherent in 
that method. There is no specific set of rules for modified cash basis 
accounting. Modifications have evolved through common usage in 
practice. 

Most companies who provide lenders with financial statements labeled 
as cash are in reality submitting modified cash basis statements. A 
true cash-basis balance sheet would show cash and equity as its only 
accounts; for example, purchases of equipment and inventory would be 
reflected only as reductions in the cash account.

Common modifications to cash transactions include: 

• Divide the cost of property, plant, and equipment over the years they 
will be in service.

• Show the property, plant, and equipment as assets on the balance 
sheet. 

• Record each year’s portion of the cost as depreciation expense. 

• Recognize borrowed funds as liabilities on the balance sheet. Some 
companies show accounts payable; most companies show bank loans.

• Recognize income taxes to be paid after year-end as a current 
obligation.
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DIMENSION 3 - 30

TAX BASIS
This approach to accounting measures and records the dollar impact 
of transactions according to allowable income and expense recognition 
under tax laws. The basis of accounting allowed by tax law can 
range from accrual to cash. Some tax laws permit special accounting 
treatments that conform to neither accrual nor cash basis principles. 

Tax basis financial statements closely mirror the income and 
expenses reported on the tax return, regardless of how the underlying 
transactions might be measured under either accrual or cash accounting. 
Examples where tax laws allow transactions to be measured differently 
than under accrual or cash accounting include:

• Using an accelerated depreciation method:

Tax rules allow fixed assets to be written off faster in early years 
of use than accrual accounting rules permit. Using the tax rule to 
report depreciation on the financial statement can result in material 
differences between true accrual profit and what is reported.

• Recognizing sales revenue on an installment basis:

Tax rules allow you to delay recognizing the revenue from some sales 
if payments for the sale will take place over time. Accrual rules do 
not generally allow installment sales accounting, because revenue 
recognition is not based on cash collection. Following the tax rules 
when reporting such revenue on the income statement can result in a 
significant difference between true accrual profit and what is reported.

• Expensing a vehicle lease payment when under accrual accounting 
rules would not qualify as an operating lease:

Tax rules can sometimes permit the full payment on a lease to be 
deductible even when under accounting rules. Only depreciation and 
interest expense may be considered as expense if the lease qualifies as 
a tax lease, but not an operating lease. Following tax rules, and thus 
reporting lease expense instead of interest and depreciation expense, 
can result in a material difference between true accrual profit and 
what is reported.

There is no comprehensive set of guidelines for tax basis accounting. 
It is very difficult to assess the true profitability and financial 
condition of a company from a tax-basis financial statement without 
detailed explanations of where the financial statement departs from 
accrual accounting and the dollar implication of those differences.
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DIMENSION 3 - 31

BALANCE SHEET QUALITY 
ANALYSIS
Assessing the quality of the balance sheet accounts is essential to 
assessing your customer’s repayment ability. 

Management’s utilization of assets is the income and cash flow generator 
for a company and, therefore, is key to understanding the repayment 
capacity of the company. Assets should be analyzed critically and their 
values constantly challenged in light of changing market conditions. 
How these assets get funded (source, term, and cost) is extremely 
important to the company and your financial institution and therefore 
present additional and different risks that need to be understood. The 
following will be reviewed in this section on balance sheet analysis: 

• Classification of asset accounts. 

• Classification of liability accounts. 

• Classification of net worth (owner’s equity) accounts. 

• Balance sheet ratio analysis. 

QUALITY OF ASSET ACCOUNTS
The balance sheet items generally begin with cash, the most liquid 
asset, and descend to the least liquid, long-term or noncurrent assets. 
This arrangement is useful because the liquid assets are the most readily 
available to repay loans. You should pay specific attention to those assets 
used in operations of the business: i.e., operating assets. 

In your analysis, determine the liquidity and quality of the asset. To 
determine asset quality: 

• Verify what the asset accounts actually represent and decide whether 
classifications of current and noncurrent are sufficiently conservative. 

• Evaluate characteristics that affect the asset’s convertibility to cash 
and resulting ability to repay debt. Factors to consider are: 

 – Restrictions on the use of the asset. 

 – Net realizable value of the asset in the normal course of 
business or in partial or complete liquidation of the company. 

 – Company’s ability to operate without the asset. 

 – Time required to convert the asset to cash. 
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DIMENSION 3 - 32

CURRENT ASSETS
Current assets are usually liquidated or used within the company’s 
operation within a year. There may be a business cycle that sets 
requirements as to the amounts of cash, accounts receivable and 
inventory at different times of the year. 

CASH AND CASH EQUIVALENTS
Cash is the common denominator (regardless of the currency used) for 
all business transactions. Cash is not without risk! Cash on hand and 
cash in banks are the basic forms of cash. When lending to domestic 
companies, there should be no currency valuation risk to cash. 
Generally, the risks involved with cash revolve around the solvency of 
the financial institution holding the cash and transactional risk involved 
in accessing or moving those funds. 

Cash equivalents (often called marketable securities) are financial 
instruments used by management to increase the investment return on 
cash. These investment vehicles may include CDs (generally less than 
one year in duration), treasury notes, commercial paper, etc. The risks 
in this category are associated with: 

• Solvency risk of the issuing institution. Is the safety of the 
investment (principal and interest) assured? 

• Transaction risk of accessing or moving the funds. Can the company 
get at the funds in the normal course of business? 

• Valuation risk that translates into the liquidity risk associated with 
the credit standing of the issuing institution and the opportunity 
cost created by the term of the instrument and the movement of 
interest rates since the investment originated. 

ACCOUNTS RECEIVABLE (A/R)

A/R represent funds due the company by the purchasers of your 
customer’s goods or services. The quality and liquidity of this account 
is a key determinant of the company’s profitability and cash flow and 
consequently its ability to repay debt. 

Discussing this one account is the fastest way to understand the nature 
of the company’s business. Some of the risks involved with accounts 
receivable are as follows: 
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DIMENSION 3 - 33

CREDIT POLICIES AND TERMS OF SALE 

• When, where, and how is your customer going to be paid for the sale 
of goods or services? 

• Are there any unusual terms (such as datings) that are typical for the 
industry? 

• Does your customer sell under a purchase order or contract under 
which partial shipments (sales) are made? 

• How large is the average sale? 

COMPOSITION 

• Are there any concentrations of sales: 

 – To customers? 

 – By product line? 

 – By geographic area? 

 – By socioeconomic market? 

VALUATION 

What is the face value of each account receivable less any discounts 
for quick payments, returns and allowances, and amounts deleted as a 
result of amount-owed disputes? 

COLLATERAL VALUE 

Cash flow generated from A/R turn, in the normal course of operations, 
maximizes the value of the accounts receivable. The liquidation of A/R 
other than in the ordinary course of business will often dilute their 
value as well as increase the cost of collection. A 75–80% advance rate 
on the value of A/R is typically used for collateral purposes, but may be 
high depending upon concentrations, agings, and other factors relative 
to the A/R account. 
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DIMENSION 3 - 34

AGINGS

An A/R aging list will provide the following information: 

• Names of customers. 

• Amount owed 

• Age of the receivable from date of sale. 

• A/R that are delinquent and ones which may become problem 
accounts. 

• When considering the collateral value of A/R for a loan, for a specific 
A/R you must decide whether to eliminate only the amount due 
beyond an acceptable date (perhaps 90 days) or eliminate the entire 
account if any amount is due beyond that acceptable date (whole 
account basis). A/R turnover is a key parameter (swing factor) in 
analyzing a company’s cash flow. 

COLLECTION AND CHARGE-OFF POLICY 
Is the policy in writing, applied consistently, yet flexible enough to 
support temporary changes in payment patterns? 

DILUTION OR CONTRA ACCOUNTS 
Could there be a reduction in the A/R by the amount of a liability 
(account payable) that your customer owes to that same company? 
When compared to your customer’s accounts payable aging, determine 
if they can offset the A/R with the amount of the liability owed. 
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DIMENSION 3 - 35

INVENTORY

COMPOSITION 

Raw material 

• How much raw material inventory is necessary to keep on hand? 
Some considerations are: 

 – Sufficient amount of raw materials to support the company’s 
production cycle: Is the customer’s production process geared 
to just-in-time delivery for its raw material components, or are 
they pulling from inventory that has been stockpiled on some 
EOQ (economic order quantity) schedule? 

 – Spoilage and damaged goods factor: Is there is a recurring 
tendency for raw material inventory to spoil or get damaged? 
This can lead to production flow disruptions and write-downs 
of inventory. 

• Obsolescence and style changes: This is especially important to 
companies in industries where there are significant and quick 
technological or style changes (i.e., clothing, food, automobiles, 
housing, etc.). 

Work in process (WIP) 

WIP is the component of inventory that is in various stages of 
completion. It must be completed prior to a sale or transfer to finish 
goods inventory. Is it being produced for finished goods inventory or is 
it being produced for a specific order or open purchase contract? 

Finished goods 

This category of inventory often has the most value to your institution 
as collateral in the event of payment default and liquidation. You want 
to know how long it will be before it is shipped under a sales order. This 
category is also subject to the risks of obsolescence, style changes, and 
spoilage. 
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DIMENSION 3 - 36

VALUATION 
How is the inventory valued? Inventory is generally valued under 
one of the following methods (which were defined previously in this 
Dimension): 

• FIFO (first in, first out). 

• LIFO (last in, last out). 

• LCM (lower of cost or market). 

• Specific identification 

• Weighted average cost. 

COLLATERAL VALUE 
Cash flow generated from inventory turn, in the normal course of 
operations, maximizes its value. The sale of inventory in any other 
manner than in the ordinary course of business will often dilute its 
value as well as increase the cost of getting the inventory to the point of 
sale. A 40% value of inventory is typically used for collateral purposes, 
but that percentage may be high depending upon the proportion of 
finished goods to total inventory and ultimate value in liquidation. 

• Write down policy: 

Is the policy for writing down unsaleable inventory documented, 
applied consistently, and flexible enough to handle sudden changes in 
customer purchase patterns? Is it endorsed by the company’s auditor? 

• Insurance: 

Is the inventory insured at market value? Does the company maintain 
business interruption insurance to ensure that sufficient cash flow is 
available to fund the operations of the business, including making 
debt payments, in the event of a catastrophe?

• Inventory turn: 

How fast is the company converting inventory to cash? A ratio 
analysis measuring inventory turn is especially important in the 
lender’s assessment of risk 

• Suppliers and the company’s delivery infrastructure: 

Are all major suppliers analyzed for financial stability and ability to 
deliver quality products within established time parameters? 



 D
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DIMENSION 3 - 37

• Are there any risks imposed by the delivery mechanism, such as 
the transportation company’s financial stability, potential for labor 
disruptions, or weather related delays? 

OTHER CURRENT ASSETS
This category includes prepaid assets, loans to officers, and any other 
assets expected to be used within the business or converted to cash 
within a year. Generally, other current assets are: 

• Not very liquid. 

• Considered long-term, so as not to impact working capital asset 
analysis. 

• Eliminated from net worth analysis to assist you in arriving at a 
tangible net worth number. 

• Generally negligible in amount. A significant amount signals a need 
for further investigation. 

FIXED ASSETS
Fixed assets are sometimes referred to as operating assets and typically 
include property, plant, and equipment (PP&E). The real value of fixed 
assets (as opposed to insurable value or liquidation/collateral value) is 
in their contribution to the production and sales cycle. Fixed assets may 
be owned directly or leased, or the function can be outsourced. If they 
are purchased, the costs of acquiring and carrying (depreciation) these 
assets occur over a period of greater than one year, hence their long-
term categorization. 

In the buy, lease, or outsource decision, is it better to: 

• Own the fixed assets with all of the inherent responsibilities and risks 
of ownership? 

• Obtain utilization of the asset through renting or leasing? 

• Outsource some or part of the manufacturing process? 

It is not always an objective modeling analysis that leads management 
to the final decision of how to acquire the utilization of the fixed asset. 
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DIMENSION 3 - 38

If the fixed assets are purchased, then the following points should be 
analyzed: 

• What is the present condition, annual cost of maintenance, and 
expected remaining life of the asset? 

• Is the asset subject to rapid technological obsolescence? This issue is 
present when acquiring highly specialized equipment, which might 
lead to a faster write-off of the asset than originally expected.

• Is the asset purchase a proper utilization of the company’s capital? 

• What is the value of the asset in the event of liquidation? Sometimes 
secured lenders take PP&E as a secondary source of repayment of a 
loan, “in an abundance of collateral,” without extensive analysis or 
valuation. 

If utilization of the asset(s) is obtained by leasing or renting, 
the company remains in control of the asset and therefore the 
manufacturing process. Relevant costs include annual lease payments 
and maintenance, operator, and facility expenses. 

If all or a portion of the manufacturing process is outsourced, the 
company is subjecting itself to a number of risks which need to be 
analyzed.

INVESTMENTS AND OTHER LONG-TERM 
ASSETS
What are these assets and why are they there? Analyze their purpose 
within the strategic plan of the company. 

Are these investments intended to diversify the company’s cash flow 
streams? 

Are these investments in a holding category until they can be put into 
service within the operation of the company; for example, land held for 
future expansion? 

Analyzing the nature and quality of these assets can reveal a great deal 
about peripheral activities in which the company is involved. 

The key questions are: 

• How much risk do these assets introduce to the company’s balance 
sheet? 

• How much secondary collateral does this category of assets provide? 



 D
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DIMENSION 3 - 39

Cash surrender value of life insurance (CSVLI) on your customer’s 
key officers often falls into this category. This asset (especially the face 
value of the policy(ies)) can be valuable to you to support the cost of 
replacing a deceased key officer and provide management continuity to 
the business. Only the CSVLI should be listed on the balance sheet, not 
the face amount of the insurance policy. 

Any assets in this category reclassified from the current asset section of 
the balance sheet such as due froms and deferred receivables are suspect in 
terms of quality or liquidity. 

INVESTMENT IN AFFILIATES
What is the real value of separate operating entities that are not wholly 
owned by the company? Assets in this category may have a critical 
impact on the company’s income and resulting cash flow. If these assets 
are significant in magnitude or represent a large percentage of total 
assets, they should be analyzed as thoroughly as a stand-alone company. 
The affiliate’s assets, liabilities, and net worth need to be analyzed with 
respect to their cash impact (flow and risk) on the company that you are 
funding. 

INTANGIBLES
What is the contribution of these assets to the overall market value of 
the company? 

Assets in this category are generally not liquid in the ordinary course of 
business but may be important to the company strategy. For example, 
intellectual property assets may differentiate the company in the market 
place. Goodwill may be a tax driven account created after an acquisition 
or it may have real value in terms of branding the company’s products 
in the marketplace. An intangible asset’s value and liquidity, either 
together with, or separate from, the operating assets of the company, 
may be the most crucial analysis that you can make. 

Establishing the nature of the intangible asset and its purpose in the 
company’s operation will dictate the extent of the analysis required and 
the degree of comfort the asset provides as collateral. 

OTHER LONG-TERM ASSETS
What other assets are owned by the company but do not fall into any 
other account? 

Other long-term assets are generally not material in the financial 
presentation or particularly important to the ongoing operations of the 
business. Analyze long-term assets when they are significant in amount 
or trend. 
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DIMENSION 3 - 40

CLASSIFICATION OF LIABILITY ACCOUNTS

Beginning with current liabilities, the balance sheet lists the liabilities 
by timing of payments due. There is also some correlation between 
where liabilities are listed and their cost to a company, beginning with 
accounts payable with no cost if paid within terms. 

As you examine your customer’s liabilities, think about what the profile 
of those liabilities tells you of existing creditors’ judgments about the 
company’s creditworthiness. Existing liabilities, including those from 
your institution, will compete for cash available for debt service. In 
reviewing your customer’s liability structure, look for the following: 

• Source and stability of existing liabilities. 

• Cost to the company. 

• Terms and conditions by which the company must abide. 

• Priority in which obligations must be paid. 

• Current liabilities 

• Noncurrent Liabilities. 

CURRENT LIABILITIES

These accounts, all due within one year of the financial statement date, 
may be payable on demand, within specified invoice terms, or other 
scheduled basis. The greater the amount of current liabilities, the greater 
the need for cash to satisfy those obligations as they come due. 

ACCOUNTS PAYABLE (A/P)

The support of suppliers (the trade) is critical to funding a company’s 
operation. Trade support is often more important than the support 
of an individual financial institution. This is especially true if 
your customer purchases goods under an exclusive franchise or 
distributorship agreement where the company cannot acquire the 
product from any other source. 

A/P represent funds due to various vendors for products and services 
that they have supplied or performed. The same approach used with 
A/R should be employed when analyzing A/P. 
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DIMENSION 3 - 41

TERMS OF PAYMENT 
• When, where, and how is your customer to pay for the goods or 

services received? 

• Are there any unusual terms (such as datings) that would alter the 
normal outflow of funds? 

• Do they purchase under a purchase order or is there a contract under 
which they have received partial shipments? 

• How large is the average purchase? 

COMPOSITION 
• Are there any concentrations of suppliers either due to availability of 

the product or service, or contractual arrangement?

VALUATION 
• A/P are listed at face value less discounts for timely payment, returns 

and allowances, and amounts deleted as a result of amount-owed 
disputes.

AGING 
• An A/P aging list will provide the: 

• Names of suppliers. 

• Amount owing 

• Age of the payable from invoice date. 

• Delinquent A/P (extending beyond terms of payment) and ones 
which may become payment problems. 

• A/P turnover, which is a key parameter (swing factor) in analyzing a 
company’s cash flow. 

COLLECTION ACCOUNTS 
• Are any A/P in collection, and, if so, why? Are these accounts major 

suppliers to the ongoing operation of the company?
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DIMENSION 3 - 42

DILUTION OR CONTRA ACCOUNTS 
• In the event of an A/R collection problem with a customer who is 

also a supplier, is there an opportunity to offset the amount owed the 
supplier by the amount of the A/R? 

SUPPLIERS AND THE COMPANY’S DELIVERY 
INFRASTRUCTURE 
• Are all major suppliers analyzed for financial stability and ability to 

deliver quality products within the prescribed time? 

• Are there any risks imposed by the delivery mechanism, such as 
the transportation company’s financial stability, potential for labor 
disruptions, or weather related delays?

NOTES PAYABLE (N/P)
Who holds the short-term debt if your institution does not? What are 
the terms and conditions? 

It is especially important to know who is advancing funds and vying for 
the company’s cash flow dollars. Anticipate how the bank might have to 
interact with other debt holders in the event of a problem.

OVERDRAFTS
Why does your customer show overdrafts? 

The existence of overdrafts indicates either: 

• Astute cash management techniques being employed by the 
company (overdrawn on the company’s books but not at the 
financial institution). 

• A severe problem with cash flow and liquidity.

This account inevitably leads to a discussion with your customer’s 
management about the minimum level of cash necessary to support 
day-to-day operations. 
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DIMENSION 3 - 43

ACCRUALS, OR ACCRUED EXPENSES
What is the nature of the company’s accruals? 

These are accounts payable for items routinely expensed through the 
income statement (salaries, bonuses, vacation and holiday pay, and 
interest), but not as yet paid. This category should be a relatively small 
amount relative to other liability categories; if not; investigate. 

UNEARNED REVENUES
Why is the company showing unearned revenues? What is your 
customer’s revenue recognition policy? 

This category includes the liability for cash received by the company, 
but for which a service has not been performed. For example, an 
educational institution’s tuition payment that is received in August 
has not been earned as of that date. Depending upon the contractual 
commitment between your customer and entity that paid the funds, 
these monies could be returned due to a lack of performance. This 
is usually an accounting category that fluctuates with the company’s 
natural business cycle and traditional income flows for that industry. 

CURRENT PORTION OF LONG-TERM DEBT 
(CPLTD)
What are your customer’s scheduled current payments on their long-
term debt? 

What would give reason for those payments to be accelerated? CPLTD 
is the first call on net cash income on the direct cash flow statement. 
See also the risks of long-term debt (Noncurrent Liabilities) discussed 
following. 

DUE TO OFFICER/STOCKHOLDER
Why is an officer or principal providing funds to the company? 

This category often occurs in small and mid-sized privately held 
companies in which the principal officers and/or stockholders inject 
funds into the business. You should determine the purpose of the debt 
and when it is to be repaid. This type of debt should be documented, 
although, often it is not. 

If you are looking for more capital support for your institution’s debt, 
with proper documentation this type of debt can be subordinated to 
your institution’s interests. 
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DIMENSION 3 - 44

ADVANCES OR DEPOSITS
In some industries (i.e., construction, capital equipment, etc.) this 
category is a significant and consistent source of funding. 

Each account should be analyzed for the following: 

• How did the advances/deposits originate? 

• How do these funds become earned? 

• Under what conditions would they have to be returned to the 
funding source? 

NONCURRENT LIABILITIES
What is the nature of all noncurrent liabilities and under what 
circumstances could they be accelerated? 

These are liabilities that, in the ordinary course of business, are not due 
within one year. However, they often have terms and conditions that, 
if violated by the company, can accelerate the payment date into the 
current year with the resulting potential drain on cash flow. 

LONG-TERM DEBT (INCLUDING SENIOR 
DEBT, SUBORDINATED DEBT, AND FRIENDLY 
DEBT)
Each note recorded in this account should be analyzed for the 
following: 

• Who is the debt-holder? 

If your financial institution doesn’t hold all the long-term debt, what 
entity does? 

Especially in workout loans it is important to know who is vying for 
the company’s cash flow dollars. It is also important to anticipate 
how your institution might have to interact with other financial 
institutions or individuals to ensure that all debt holders have fair and 
equitable access to the cash flow of the business. 

• What is the amount of the debt? 

What is the outstanding principal balance on the date of the report 
and the amount unused, which may be available as reported in the 
notes to financial statements? 
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DIMENSION 3 - 45

• What are the terms and conditions? 

Are there any contractual provisions that could accelerate the debt? 
Are there any cross default provisions that could otherwise negatively 
impact the company’s cash flow from what it is expected to be, based 
upon the long-term debt’s contractual repayment terms? 

• What is the interest rate? 

What is the stated interest rate and any upset rates? Under what 
circumstances would those upset rates go into effect? 

DEFERRED ITEMS
How did the deferred items come into existence? 

These are usually income taxes that have been reported in the financial 
statements, but not yet incurred because the company has utilized 
allowed tax deductions such as accelerated depreciation. 

COMMITMENTS AND CONTINGENCIES
To determine the company’s commitments and contingencies, you must 
review the notes to financial statements. In this section of Dimension 
3 we will provide a few examples of common commitments and 
contingencies, with suggestions for how to adjust the balance sheet 
(and in some cases the incomes statement) to identify any incremental 
leverage that the contingency might represent. These suggested 
adjustments are estimates that you can make before calculating key 
financial ratios. 

Common commitments and contingencies include:

• Operating leases:
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DIMENSION 3 - 46

Under an operating lease, the company is obligated to make a series 
of minimum annual rental payments, and may include the option 
to purchase the leased asset at the end of the lease for its then-fair-
market value. The asset does not appear on the balance sheet, and 
there is no related debt obligation. There are two common techniques 
for estimating leverage as though the lease were a purchased asset or 
a capital lease obligation (which is treated as an asset purchase with a 
related loan):

1. Increase long-term debt by an amount equal to eight times the 
company’s current annual lease rental expense. This approach is 
simple, but generally inaccurate as it assumes a static 6% interest 
rate and a 15-year asset life, regardless of how many years remain 
on the lease at the time of the calculation. 

2. Capitalize the operating lease, following an approach used by 
Standard & Poor’s to add the commitment to the balance sheet 
as well as allocate minimum lease payments to interest and 
depreciation expenses. 

To make the balance sheet adjustment:

• For the current and prior year, calculate the present value of future 
minimum lease commitments as disclosed in the notes to the 
financial statements. 

• Annual commitments for the first five years (as disclosed) become 
periods 1-5; for remaining periods take the amount labeled 
“thereafter” and divide it by the minimum payment for Year 5. This 
yields the number of remaining periods, which enter into the present 
value calculation using the same dollar amount as Year 5. 

• Add the present value result to total debt and to long-term assets.

To make the income statement adjustments:

• Calculate the current year’s implicit interest by averaging the two 
years’ present values and multiplying that average times the discount 
rate.

• Calculate the current year’s reduction in SG&A expense by averaging 
the Year 1 minimum payments for the current and prior years.

• Estimate the current year’s depreciation expense by subtracting the 
current year’s implicit interest from the SG&A adjustment.

• Although there are no net income changes, the expense composition 
changes, therefore, impacting EBITDA and related measures.
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DIMENSION 3 - 47

• Guaranteed or other contingent amounts  

Parent companies that guarantee debt of subsidiaries are required 
to disclose the contingent liability in the notes to the financial 
statements. Guarantees can simply be added to the parent’s debt to 
test their prospective impact on the parent’s balance sheet. 

Similarly, guaranteed contracts, obligations under deficiency 
agreements, standby letters of credit or other contingent obligations 
can be added if you believe performance on these contingencies may 
be required during the loan term. 

• Non-guaranteed debt of unconsolidated subsidiaries:  

Although a borrower may not have legal recourse for the debt of 
its subsidiary or joint venture partner, there may be such strong 
ties to the sub/partner that it is unwilling to walk away from the 
relationship. The parent/partner may find it necessary to either cover 
the debt or make additional investments instead of abandoning the 
project or sub. When the likelihood of abandonment is very low, 
adding the non-recourse debt to the parent’s balance sheet helps 
quantify the financial impact of the relationship.

• Receivables securitized with recourse: 

When a borrower securitizes accounts receivable, it is common 
for the borrower to provide some element of credit support or 
enhancement to the transaction. Credit enhancement protects 
investors from loss on their securities when there are losses in the 
underlying asset pool. 

The form of enhancement may not be as obvious a simple recourse 
arrangement, however. For example, the originator may put aside 
cash in a reserve account to absorb credit losses, or there may 
be performance contingencies that require additional cash to be 
provided to the special purpose entity that sells the asset-backed 
securities. Alternately, the originator may retain risk by retaining 
a subordinated interest in transaction. The subordinated interest 
absorbs losses on the underlying asset pool before more senior 
interests absorb losses. Careful reading of footnote disclosures should 
reveal any direct or indirect recourse, in which case the adjustment to 
the balance sheet includes adding back the amount of the receivables 
and a like amount of debt. 
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DIMENSION 3 - 48

• Pension liabilities:  

To adjust the balance sheet for pension liabilities requires 
understanding of several pension-related terms:

 – Fair value of plan assets (FVA): Current fair value of pension-
plan assets at reporting date.

 – Projected plan obligation (PBO): Actuarially determined 
pension liability, including estimates of future compensation 
increases. PBO approximates the amount to be ultimately 
paid out, assuming the company is an ongoing concern. The 
unfunded PBO is equal to FVA minus PBO.

 – Accumulated benefit obligation (ABO): Actuarially 
determined pension liability that excludes any assumption 
about future compensation increases. ABO approximates the 
value of benefits that would be payable if the company were to 
terminate the plan.

 – Minimum liability: Balance sheet liability, measuring the 
extent to which the ABO exceeds the FVA. Shown as “accrued 
benefit liability” on the footnoted disclosure of pension 
obligations. Generally not broken out separately on the 
balance sheet.

A simple approach to making the adjustment (based on a Standard & 
Poor’s approach) is as follows:

• Add to debt: (1-tax rate) x (unfunded PBO)

• Subtract from equity: (1-tax rate) x (unfunded PBO-B/S liability)

In effect, the adjustment acknowledges that future contributions to the 
pension fund will be tax deductible. The adjustment also mirrors the 
accounting treatment of the minimum liability. When the minimum 
liability is recorded, generally a charge is also recorded in other 
comprehensive income, net of tax (OCI). When a company records a 
minimum liability, both the liability and the reduction to OCI impact 
its leverage.
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DIMENSION 3 - 49

You should realize that year-to-year changes in a company’s pension 
liability include the annual return on plan assets, which of course is 
market influenced. Charges to OCI are meant to reflect unrealized 
gains and losses that change asset values, but which are not permanent 
and thus not reflected on the current period’s income statement. When 
an adjustment calculation suggests a significant change in effective 
leverage, it is of course important to consider the materiality and likely 
trend of the market influence on results. Consider applying some kind 
of averaging to incorporate market influence over several years.

One additional caution is that inherent in the pension calculations 
are many assumptions, including choice of discount rate. It has been 
established that a 1% change in the discount rate results in an 8 to 15% 
change in the PBO. 

CLASSIFICATION OF NET WORTH (OWNER’S 
EQUITY) ACCOUNTS
Net worth or owner’s equity is the mathematical difference between the 
company’s total assets and total liabilities (asset = liabilities + equity). 

Mathematical net worth can differ from tangible net worth. The 
concept of tangible net worth takes into consideration the volatility in 
value and liquidity of some nonoperating assets. These nonoperating 
assets may include officer debt, intangibles, asset reclassifications, other 
assets, and investment in affiliates. If the underlying value of these assets 
is suspect, they should be deducted from total assets before calculating 
net worth. 

Total assets – Intangibles/excludables – Liabilities = Tangible net worth

Structural components of net worth will vary with the legal forms of 
the entity and the applicable section of the tax code under which the 
company is chartered. 

The following charts describe the most common legal forms of 
ownership, their features, and the significance of each from the 
perspective of the equity holder. 
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LEGAL STRUCTURE
MOST COMPANIES OPERATE UNDER ONE OF THE FOLLOWING ORGANIZATIONAL 
STRUCTURES:

LEGAL FORMS 
BALANCE SHEET 
DISPLAY OF NET 

WORTH
FEATURES SIGNIFICANCE 

Proprietorship No capital stock. Balance 
sheet of borrower includes 
business and personal assets 
and liabilities. 

One individual, a sole 
proprietor, goes into 
business. Individual and 
business are not separate 
legal entities. Business 
may have trade name or 
be referred to as individual 
doing business as (dba) 
[trade name]. 

Owner has unlimited 
liability for actions and 
obligations of business. 
Management is solely the 
owner/operator. When 
owner dies, business as legal 
entity dies also. 

General Partners’ initial investments, 
if any, and partnership 
earnings not yet withdrawn. 

Two or more individuals 
go into business together. 
Partnership is separate legal 
entity but in most cases is 
automatically disbanded on 
the death of one partner. 
Partnership agreements, 
required in many states, 
specify who can obligate 
partnership and how profits 
or losses will be shared.

Each partner is fully 
liable for obligations of 
partnership, but in some 
states that liability is second 
in priority to personal 
obligations of individual 
partner.

Limited liability 
partnership

Dictated by the state in 
which they are established. 

Same as general partnership. 
Requires registration with 
the state to obtain LLP 
status. 

Same as general partnership 
except partners not liable 
for wrongful conduct if 
they are not involved. 
Partners are liable for debts 
of partnership that existed 
prior to registration but not 
new debt incurred since 
registration. Single taxation 
applies. Partners are taxed 
individually on their share of 
the profits. 

Limited liability 
company

Dictated by the state in 
which they are established.

One or more individuals—
members—enter into an 
operating agreement and file 
a certificate of organization 
with the state. Taxed 
for federal purposes as a 
partnership.

Members have no personal 
liability even though they 
manage company. Personal 
guarantees needed to make 
members liable for debts of 
LLC. Members are taxed 
individually on their share of 
the profits.
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DIMENSION 3 - 51

LEGAL FORMS 
BALANCE SHEET 
DISPLAY OF NET 

WORTH
FEATURES SIGNIFICANCE 

Limited 
partnership

Same as general 
partnership

General partner manages 
the business and limited 
partners contribute capital 
but are not usually active 
in the business. Limited 
partners are liable for 
partnership obligations 
only to the extent of their 
investment.

To have a claim against 
limited partners for 
loans to partnership, 
bankers must take special 
steps in structuring 
and documenting the 
loan, such as obtaining 
guarantee agreements from 
limited partners.

Joint venture Same as general 
partnership. 

Special form of partnership 
in which investors go into 
business to do a specific 
project (venture). When 
project is completed, joint 
venture is dissolved, and 
profits or losses are shared. 

Lending to joint ventures 
requires both special 
documentation and 
analysis that addresses 
temporary nature of the 
business. Joint venturers 
are taxed individually on 
their share of the profits. 

Corporation Accounts for capital stock 
additional paid-in capital, 
retained earnings, and 
treasury stock (if any).

Legal entities, chartered 
under the laws of each 
state, have unlimited life 
and are unaffected by 
changes in ownership. 
Owners’ potential for loss 
is limited to the amount of 
their investment and they 
are not personally liable for 
obligations of corporation.

When bankers want the 
support of owners for 
loans to corporations, 
special documentation 
such as personal guarantees 
is necessary. Regular 
corporations are double 
taxed on corporate income 
and dividends. Subchapter 
S corporations are taxed 
like partnerships, with 
income flowing through to 
the owners and taxed on 
their personal returns.



NOTES:

C
RC

 U
S 

Bo
dy

 o
f K

no
w

le
dg

e
DIMENSION 3 - 52

ACCOUNT CATEGORIES
The general categories of accounts that comprise owner’s equity are 
described below. In large and highly complex companies, there can 
be many subdivisions within each category. If there is a category with 
which you are not familiar, you should speak with your institution’s 
CPA or your customer’s CPA. 

CAPITAL STOCK 
The balances of these accounts (in the case of multiple and/or different 
kinds of stock issues—common or preferred) represent the par value (in 
many cases $1/share) of the company’s stock issues. 

CAPITAL IN EXCESS OF PAR 
This account balance is the amount of money received by the company, 
in excess of the par value described above, when the stock is sold to 
investors. 

TREASURY STOCK 
This account balance represents the dollar cost of repurchasing shares of 
stock. 

RETAINED EARNINGS 
The balance in this account represents the amount of accumulated 
profits of the company since inception that have not been paid out to 
investors in the form of dividends or other distributions.

A NOTE ON DIVIDENDS 
You should determine which dividends are legally contractual, 
contractual by precedence, or truly discretionary. 

IT IS IMPORTANT TO REVIEW THE EQUITY SECURITY 
DOCUMENTATION IN ORDER TO DETERMINE THE 
DIVIDEND PAYOUT TERMS OF AN ISSUE. SOME ISSUES 
(TYPICALLY COMMON STOCK) CARRY A DISCRETIONARY 
PAYMENT STRUCTURE, BUT, IN MANY CASES (ESPECIALLY 
IN FAMILY OWNED COMPANIES), DIVIDENDS ARE 
EXPECTED TO BE PAID AND THEREFORE REPRESENT 
FIXED COSTS.  
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DIMENSION 3 - 53

TAX STRUCTURE
The tax status of your customer is significant in the analysis of owner’s 
equity because it affects the historic and expected profits and cash flow. 

There are three major types of corporations and many other types of 
unincorporated companies. 

1. C Corporations (referring to Section C of the IRS tax code) incur 
tax liability according to standard provisions of the tax code for 
corporations. Stockholders are shielded from personal liability for 
business debts; only their investment is at risk. 

2. S Corporations (or Subchapter S corporations) are those electing 
to be taxed as if they were partnerships, passing tax responsibility 
for profits or losses to the stockholders. A company may have only 
a limited number of stockholders and must adopt December 31 as 
its year-end, or any other tax year which the corporation establishes 
a business purpose to the satisfaction of the IRS. Stockholders 
are shielded from personal liability for business debts; only their 
investment is at risk. 

3. Personal Service Corporations such as incorporated law, consulting, 
and accounting practices that derive the majority of their revenues 
from the active involvement of their owners are subject to special 
tax provisions that tend to increase taxes relative to regular C 
corporations. Members or partners are shielded from personal 
liability for business debts; only their investment is at risk. 
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DIMENSION 3 - 54

EVALUATING YOUR CUSTOMER’S 
CAPITAL STRUCTURE
THE IMPORTANCE OF CAPITAL STRUCTURE
Your customer’s capital structure is important to the bank because it 
enables you to identify the sources of capital available to the company. 
Your role in reviewing and influencing the capital structure of a 
borrower is to preserve the best chance for servicing and repaying bank 
debt from cash flow, as a primary source of repayment, and from asset 
liquidation as a secondary source. You should evaluate each source 
of capital by critically evaluating the liabilities and equity side of the 
balance sheet, look for flexibility to generate additional capital from 
each source.

The following are key points to consider when evaluating availability of 
each major capital source:

ACCOUNTS PAYABLE/TRADE CREDIT
Recall that an accounts payable increase represents a reduction of cash 
needs and, therefore, a reduction in the need to borrow bank debt.

Trade credit may be ridden, or taken advantage of (but never abused so 
that suppliers decide to reduce or eliminate such credit), as part of the 
effective working capital management of the firm.

By maximizing trade credit, more cash is preserved for servicing and 
repaying bank debt. Maximizing trade credit is particularly important 
for the following:

• A growing company.

• A company emerging from Chapter 11 bankruptcy.

• A company whose growth has now stabilized.

ACCRUED EXPENSES
These expenses are not normally a source of financing on which you 
focus. However, if you are relying on some of the firm’s growth to 
be financed by a type of seller paper, or by a reduction or deferral of 
owner’s compensation, you will want to ensure that its redemption or 
repayment is subordinated to repayment of bank debt.
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DIMENSION 3 - 55

SENIOR REVOLVING DEBT
This debt can be either a seasonal working capital or a permanent 
working capital loan. Such a loan, particularly for a middle market or 
smaller company, would usually be secured by a first lien on current 
assets (accounts receivable and inventory) and a first or second lien 
on fixed assets (PP&E), as well as in acquisition financing, a pledge of 
stock of the acquired company and/or its subsidiaries.

SENIOR TERM DEBT
This debt, again with most middle market or small companies, can 
usually be secured by a first lien on fixed assets or a first or second 
lien on current assets, as well as a pledge of the stock of the acquired 
company and/or its subsidiaries. In both these cases, the usual entity 
providing the debt will be commercial banks or similar financial 
institutions.

Note: In some cases, senior term debt, while not legally or technically 
subordinated through subordination provisions in an intercreditor 
agreement, may still have some characteristics of subordinated debt, 
particularly if the principal repayments occur after expiration of the 
bank debt. This may occur where a borrower has raised capital in the 
private placement market for periods of 7 to 10 years with delayed, 
balloon, or bullet maturities that occur after the bank debt has been 
repaid.

Again, from the senior bank’s perspective, the objective is to ensure that 
the cash flows of the company are directed first to servicing and second 
to repaying the senior bank’s debt.

SUBORDINATED DEBT
Subordinated debt is also occasionally (particularly if there are 
warrants or convertible features to the subordinated debt) referred to 
as “mezzanine” debt or “junk” bonds. This debt is usually unsecured 
or is secured by junior liens on the assets. It is important to be careful 
with this feature, since rights of junior lienholders, while technically 
subordinated, may provide those holders with potential leverage in 
restricting the senior lienholders’ ability to sell or otherwise dispose of 
the assets at its discretion.

Subordinated debt is usually issued for periods longer than commercial 
bank debt and is at a fixed rate. Its usual providers are insurance 
companies, pension and investment funds, or other long-term investors. 
Principal provisions in subordinated debt include:

• In insolvency or bankruptcy, the senior bank will be paid out before 
the junior bank receives any payment.
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DIMENSION 3 - 56

• Payments of subordinated debt are prohibited if senior debt 
is in default. Sometimes the rights of the senior bank to block 
subordinated debt payments can be enforced only for a limited 
period (90 to 270 days) but usually around 180 days.

• No principal payments are scheduled on subordinated debt until 
after final maturity on the senior debt.

• The senior bank often seeks the right to have all penalties, fees, and 
expenses of collection paid before the subordinated bank gets any 
payment.

• Subordinated debt remains subordinated to allow for refinancings of 
senior debt.

• Subordinated debt may be expressly subordinated to trade debt, 
particularly if the senior bank feels trade debt is an important part of 
the liability structure of the balance sheet.

• Suspension of enforcement rights by the subordinated bank on an 
event of default may restrict the subordinated bank from taking 
action against the company on the earlier of a fixed period of time, 
acceleration of the loan by the senior bank, or the full payment of 
the senior bank.

The principal objective of these provisions is to protect and preserve 
the rights of the senior bank to the cash flow of the company for 
servicing and repaying its own senior debt. It is very important to 
review the terms and conditions of any subordinated debt to make 
sure you understand the subordinated creditor’s rights. The principal 
provisions of subordinated debt listed above may not be identical to 
those of your customer’s debt, particularly if the customer is a smaller, 
private company whose subordinated debt is payable to closely related 
individuals or entities. 

SELLERS’ SUBORDINATED DEBT
This debt can be in the form of seller paper in which the seller of the 
company takes back a note that is subordinated to the senior bank debt. 
This can occur in acquisition financing situations as well as in related 
circumstances such as a transfer of ownership from one shareholder 
to another. In such circumstances, the seller paper sometimes may be 
convertible into stock in the company at a later point in time.
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SELLERS’ PREFERRED STOCK
This stock represents an equity equivalent of sellers’ subordinated debt. 
It has the advantage of being regarded as equity for regulatory reasons 
(particularly when highly leveraged transaction definitions were used in 
the bank marketplace) and as more a part of the company’s permanent 
equity capital than subordinated debt.

From the company’s perspective, a possible disadvantage of seller 
preferred stock, at least in the longer term, is that dividends are not 
tax-deductible when the company is profitable, which is obviously not 
applicable to interest payments on subordinated debt.

COMMON OR PREFERRED STOCK
This stock represents the equity owned by the shareholders. For a 
public company, shareholders range from private individuals to public 
institutions. In the case of a private company, shareholders usually 
are individuals or managers. However, when there has been a buyout 
by management of the public shareholders, the equity holders are a 
combination of management and selective institutional investors.

Note: With respect to the distinction between common and preferred 
stock, remember that while both are forms of equity and therefore 
truly rank below senior secured debt, in the case of preferred stock, 
shareholders may have cumulative rights to dividends. While bank 
debt usually is structured so that the bank retains the right to stop 
such dividends, the feature of accumulation nonetheless represents an 
incremental drain on the cash flows of the company at the time when 
such cash dividends start to be paid.

CAPITAL STRUCTURE AND THE IMPACT OF 
INTANGIBLE ASSETS
An alternate perspective on a company’s capital structure lies in analysis 
of tangible net worth, or quality of the assets that have been acquired 
with the company’s capital. Lenders commonly adjust net worth to 
exclude intangible assets as a means of measuring the tangible book 
value of the company. Measuring tangible net worth is important 
because it helps identify the portion of equity that may be realizable 
in liquidation. This traditional, conservative perspective helps us 
evaluate the quality of a company’s net worth. Conventional wisdom 
has long suggested that a company whose net worth is comprised solely 
of quality tangible assets brings more to the collateral table than a 
company whose net worth includes significant intangible assets.
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DIMENSION 3 - 58

However, keep in mind that some intangible assets may provide 
material potential realizable value, even in a distressed liquidation. For 
that reason, it is important to understand the nature of a company’s 
intangible assets and to determine if there may be some additional value 
in those assets not suggested by their balance sheet values.

For example, balance sheet values of patents, copyrights, and 
trademarks that were internally developed include only the capitalized 
legal costs incurred to secure the intellectual property protection. All 
other development expenses are expensed as incurred, suggesting that 
for a successful process, publication, or trademarked name or product, 
there may be significant cash value to the intangible asset beyond the 
amortized balance sheet value. The value of an asset such as a patent 
or trade name can be determined through a discounted cash flow 
approach. For example, a valuation expert would consider how much 
revenue the borrower could generate by licensing a trade name, easily 
assessed if the company already licenses other trade names, but also 
potentially established by identifying comparable licensing agreements 
in the current market. 

Carefully evaluate your customer’s intangible assets to determine 
which may have value separate from the borrowing entity (trademarks, 
service marks, newspaper mastheads, internet domain names, customer 
lists, customer contracts, literary works, musical works, operating and 
broadcast rights, patents, databases, and trade secrets are examples). A 
good hint for identifying intangibles that may have separable value is 
that these assets are being amortized (compared to goodwill, which is 
not amortized). These assets may suggest quality of equity not disclosed 
by balance sheet values.

Alternately, it is also true that many intangible assets are often of 
dubious value in liquidation, such as goodwill, despite accounting rules 
that require the asset to be written down when impairment of value 
has been noted and measured. Justifiable ongoing concern values of 
goodwill and other indefinite-lived intangibles may bear little relation 
to their values in liquidation. 



 D
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ASSESSING CHANGES IN CAPITAL 
STRUCTURE
Financial managers tend to manage their companies’ capital structures 
with a variety of objectives in mind. Some of these objectives are to:1  

• Retain financial flexibility, such as by limiting current borrowings to 
preserve access to future debt, or by maintaining a satisfactory credit 
rating. 

• Minimize capital costs, which often means that companies with high 
marginal corporate tax rates have strong incentives to use debt, to 
take advantage of its tax deductibility. 

• Avoid dilution of ownership, especially in closely held companies. 

• Manage tax liability (including owners’ personal tax liabilities when 
the company is a tax flow-through entity such as an S corporation or 
a limited liability company). 

• Reduce attractiveness as a takeover target.

Your review of changes in your customer’s capital structure should 
include assessing any change to the company’s continued ability to 
service and repay bank debt from cash flow, as a primary source of 
repayment. Not all priorities noted above are necessarily helpful to debt 
repayment ability, and your loan structure should incorporate terms and 
conditions to control additional indebtedness if appropriate. 

However, remember that even lender-friendly capital structure changes 
such as the issuance of additional equity or subordinated debt may 
impair the company’s flexibility in the future, such as the potential 
cash flow drain to liquidate preferred shareholders’ rights to cumulative 
dividends. Also consider that issues of stock in closely held companies 
may feature controls or restrictions that have the additional effect of 
limiting the pool of talent that will realistically be available to help 
manage the company.

This section has introduced you to the major balance sheet accounts 
and their significance in your credit risk analysis. Where you add value 
to the credit approval process is in understanding these risks and their 
relative importance in the overall analysis of each customer. 

Your analysis of the balance sheet accounts, when coupled with a 
ratio analysis of asset turnover and efficiency and asset liquidity 
(convertibility to cash), will provide you with a comprehensive picture 
of the balance sheet and how the various accounts interrelate to produce 
cash flow for the business. 

1 For a detailed discussion of capital structure management priorities, see “The  
Theory and Practice of Corporate Finance: Evidence from the Field,” Journal of Fi-
nancial Economics, Vol. 60 (2001), by John Graham and Campbell Harvey of Duke 
University.
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BALANCE SHEET RATIO ANALYSIS
There are many ratios that can be calculated from a company’s financial 
reports. To conduct a meaningful analysis, determine which ratios have 
relevance to your customer’s business and industry. Most ratios measure 
the profitability, liquidity, and leverage of a company in its normal 
operating cycle. A ratio analysis must incorporate several years for the 
analysis to lead to meaningful conclusions as to the trend, direction, 
and degree of change from one fiscal period to the next. A note of 
caution: a ratio analysis does not take into consideration any qualitative 
evaluation of the numbers. Ratios allow you to: 

• Analyze trends for a company from one year to the next. 

• Make a meaningful comparison of one company to another or to 
a composite of companies such as that provided in RMA’s Annual 
Statement Studies. 

• Measure your customer’s ability to convert its current assets to cover 
its current liabilities (using liquidity ratios). 

• Measure the extent to which your customer uses debt to fund its 
assets (using leverage ratios). 

In order to ensure comparisons are appropriate, you must ensure that 
the definitions are consistent. As an example, quick assets (as used in 
the next section) have two different definitions. One is simply current 
assets minus inventory, and the other is cash plus marketable securities 
plus accounts receivable. Should there be significant other current assets 
(for example prepaid expenses), these two calculations can provide 
significantly different numbers. RMA Annual Statement Studies 
composites use the latter of these two definitions for ratio calculations.

LIQUIDITY RATIOS
Measuring liquidity: Your customer’s ability to convert its current assets 
to cash in order to meet its short-term obligations (current liabilities) is 
analyzed. The disadvantages of liquidity ratios are that they: 

• Only indicate change. 

• Do not indicate whether asset/liabilities are at appropriate levels. 

• Are based on accrual accounting and do not represent cash. 
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DIMENSION 3 - 61

The four classic measures of liquidity are outlined in the following chart: 

MEASUREMENT FORMULA COMMENTS

Current ratio 

Current Assets

Measures extent to which current assets cover 
current liabilities; useful for historical and 
external comparisons. Expected to stay the same 
or improve over time because inventory and 
receivables are financed by long-term debt or 
equity as growth occurs.

Current Liabilities

Quick ratio 

Quick Assets

Also known as the acid-test ratio and is a more 
conservative measure of liquidity than the 
current ratio. QR>1.0: Current liabilities are 
covered by quick assets (those assets that can 
be readily converted into cash at approximately 
their stated value); no reliance on inventory to 
satisfy current liabilities. Expectations are the 
same as current ratio. QR<1.0: Some inventory 
must be liquidated to satisfy current liabilities. 
Expectations are the same as current ratio.

Current Liabilities

Inventory reliance 
percent

Current Liabilities- 
Quick Assets

Measures extent to which inventory would have 
to be liquidated to cover current liabilities, after 
all quick assets are applied. Expected to decrease 
over time as inventory is financed with long-
term debt or equity as growth occurs. Inventory

Net working capital  = 

Current Assets- 
Current Liabilities

Measures the dollar amount by which current 
assets could shrink in value and still cover 
current liabilities; useful in focusing on asset 
distribution and liability structure. Expected to 
increase as sales increase. 
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LEVERAGE RATIOS
Measuring leverage: Leverage indicates the extent to which your customer uses debt to fund its assets. Leverage 
is important to you because it expresses the margin of protection provided by the owner’s investment in the 
company’s assets. Remember that liabilities seldom shrink in value, but the market value of owner’s equity will 
change in direct correlation to the fluctuating market value of assets. The disadvantages of leverage ratios are that 
they: 

• Do not determine repayment ability. 

• Do not opine as to the appropriateness of asset/liability levels. 

• Are not measures of cash flow. 

The four classic measures of leverage are outlined in the following chart: 

MEASUREMENT FORMULA COMMENTS

Debt to worth

Total Liabilities

Basic leverage calculation; measures the direct 
proportion between debt and owner’s equity; 
useful in historical and external comparisons; 
expected to stay relatively constant. Net Worth

Tangible net worth Net Worth-  
Intangible Assets

Eliminates potentially least liquid assets 
(intangibles) from net worth to refine margin of 
protection. 

Tangible Net Worth

Debt to tangible net 
worth Net Worth- 

Intangible Assets

Refines basic leverage calculation to eliminate 
any margin of protection dependent on 
liquidation of intangible assets; expected to stay 
constant. 

Net fixed assets to net 
worth

Net Fixed Assets

Measures the extent to which net worth is 
composed of fixed assets. Lower ratio indicates 
less dependence on fixed asset values as basis 
of net worth; expected to stay constant. The 
presence of substantial leased assets (not shown 
on balance sheet) may deceptively lower this 
ratio. 

Net Worth

Note: When using balance sheet ratio analysis, remember to consider adjusting the calculations to reflect off-
balance sheet transactions, following the methods outlined earlier in this Dimension. For example, adjust 
long-term assets and long-term debt by capitalizing operating leases; and remember to include, as appropriate, 
contingent amounts such as guarantees, recourse for securitized receivables, and pension liabilities. The adjustment 
for recourse securitized receivables also includes adding those receivables to the balance sheet. You may also be 
selective in retaining as tangible assets some of the potentially cash-valuable intangibles discussed earlier, when 
calculating tangible net worth and the related leverage ratio.



 D
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INCOME STATEMENT QUALITY 
ANALYSIS
Analyzing the income statement allows you to evaluate the operating 
performance of your customer. Profitability can be a key component of 
a company’s cash flow and ability to repay debt. 

In analyzing the income statement, the following questions are 
appropriate: 

• What are the stability and predictability of revenues and expenses? 

Are expenses: 

 – Adequate? 

 – Fully accounted for? 

 – Well controlled? 

 – Comparable? 

The following will be reviewed in this section on income statement 
analysis: 

• Analyzing Revenues (Sales) 

• Analyzing Expenses (Costs) 

• Income Statement Ratio Analysis 

ANALYZING REVENUES (SALES)
Are reported sales a true reflection of market demand and what is their 
potential to be converted to cash? Are historically reported revenues 
authentic and are they repeatable in the future? 

Operating revenues: this represents the revenues originating from the 
day-to-day operations of the business. 

Other income/extraordinary income: nonoperating income is from 
sources such as rental income, investment income, sale of assets, etc. 
that do not relate to ongoing day-to-day operating activities. 
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OPERATING REVENUES
The purpose of revenue analysis is to determine if:

• Reported sales or income streams are a true reflection of market 
demand with independent parties for the product or services. 

• These sales have a high probability of converting to cash. 

• The prospects for sales in the future are good; i.e., are historic sales 
levels repeatable? 

Key issues to consider when analyzing operating revenues include:

• Repeatable revenues: How is demand for the product or service 
expected to change in the future? These revenues are sometimes 
called sustainable revenues.  

• Market share: What is the client’s sales level vis-à-vis the entire 
market for the product or service? 

Market size and growth rates are difficult to obtain, especially 
when companies compete regionally, rather than nationally or 
internationally. The absolute level of sales and percentage of market, 
as well as growth rate comparisons, are valuable data. A review of the 
company’s major competitors is critical to understand the nature of 
the business and how the company competes within its industry.

• Sales growth/decline  (historic and projected): Are changes in sales a 
result of: 

 – A change in market demand and the number of units sold? 

 – Price increases or decreases both from inflationary pressures 
and increased market demand? 
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• Profit and cash flow implications of sales growth: Consider whether 
historic or anticipated sales growth comes at either a profit or cash 
flow cost to the customer.

 – Is the cost to generate additional sales likely to remain 
consistent with current costs, or will incremental revenues be 
less profitable than current revenues? 

 – Will the company grow sales through price concessions that 
will depress margins? 

 – What is the implication of sales growth for the company’s 
working capital needs? Sales growth may require significant 
additional financing for receivables and inventory if growth is 
high. In addition, you should determine if additional growth 
will alter the existing cash operating cycle, as might happen 
if the company offers more generous payment terms to grow 
its business. Alternately, growth may be supported by special 
terms from key suppliers, helping to minimize working capital 
financing needs. 

 – For more help on identifying the cash implication of sales 
growth, see Dimension 4’s discussion of assessing the client’s 
cash flow.

• Sales fluctuations: Is the current year sales level depressed or inflated 
relative to historic levels? Causes for such variations should be 
analyzed and compared with overall industry changes. 

• Sales terms: Has there been a significant change of the terms (credit 
or otherwise) under which this product or service is sold? 

• Sales mix: How many products and/or services does the company sell 
and are there concentrations by product or customer or both? 

• Net sales: How are net sales derived from gross sales as a result of 
discounts taken and returns and allowances? You should analyze any 
deviations of: 

 – Current levels from historic levels. 

 – Current levels from levels that might be expected under the 
company’s terms of sale. 
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• Backlog or unprocessed orders: Your customer can supply information 
on backlog and unprocessed orders. 

 – What is the absolute dollar amount in this category? 

 – How does the amount compare to that of prior periods and to 
plant or operational capacity? 

 – Given current production levels, how long will it take to fill 
the current backlog? 

OTHER INCOME/EXTRAORDINARY INCOME
What other recurring or one-time sources of income does your 
customer have? 

Other Income 

• Interest income from cash equivalents and investments. 

• Rental income from customer lists. 

• Real estate rental income. 

Extraordinary Income 

Extraordinary income generally relates to unplanned income received 
from a transaction that will only occur once. Cash flow from this source 
should not be considered when projecting your customer’s future 
income stream and debt service capacity.
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ANALYZING EXPENSES (COSTS)
The objectives of expense analysis are to determine the following: 

• What is the nature of the activity resulting in the expense? 

• How controllable is the expense?

• Are the dollar amounts in absolute terms and the percent relative to 
sales level typical for your customer and the industry? 

• Is it expected that these expenses will increase/decrease in future 
periods, and why? 

• How volatile are the costs for raw materials or personnel costs for 
certain skill sets? 

• Is the stated expense category fixed or variable? 

• Are the accounting methods for recording expenses consistent from 
period to period (especially inventory valuation methods) and with 
other companies within the industry? 

You can accomplish this analysis by systematically examining each 
expense/cost category appearing in the income statement and then 
analyzing those expenses in light of your customer’s historic expense 
levels, and relative to industry norms, i.e., benchmark to industry data. 

Expense categories we will discuss are:

• Cost of Sales/Cost of Goods Sold 

• Operating Expenses 

• Other Expenses 

• Income Taxes 

• Extraordinary Expenses 

• Comparability of Expenses 
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COST OF GOODS SOLD (COGS)
COGS is the cost or expense (direct or indirect) to produce the goods 
or services sold during the period, including materials, labor, and 
other costs incurred directly in the production process. In some cases, 
depreciation will be included. It is important for you to understand 
not only the dollar composition of each COGS category, but also to 
consider how much of COGS is variable and how much is an allocation 
of fixed costs. 

In a company in which COGS is almost all variable costs, management 
can control COGS (and therefore cash flow) in times of sales 
fluctuations. Variable costs increase or decrease with a comparable 
change in sales, while fixed costs tend to increase in steps (larger 
increments of sales) as sales grow. 

You should analyze the breakdown of fixed expenses to variable expenses 
to:

• Determine operating leverage—defined as fixed operating costs/total 
operating costs before tax. 

• Determine the company’s ability to adapt to changing sales levels. 

• Identify the existing and potential breakeven sales level. 

For a more detailed discussion of operating leverage, distinguishing 
between fixed and variable expenses, and the break-even point, see the 
discussions “A Note about Operating Leverage” and “Cost Structure 
Measures” later in this Dimension.

When examining COGS, you should refer to the discussion about 
inventory and accounts payable, the balance sheet buddy accounts to 
COGS, and analyze the following: 

• What is the inventory: raw materials, work in process, or finished 
goods? 

• What is the inventory’s current market value and method for 
valuation and what would be its value in a liquidation mode? 

• Does the company take available discounts on accounts payable to 
reduce funding costs? 



 D
im

en
sio

n 
3 

//
 C

om
pl

et
e 

Ac
cu

ra
te

, O
n-

G
oi

ng
 a

nd
 T

im
el

y 
Fi

na
nc

ia
l A

ss
es

sm
en

ts
 o

f t
he

 C
lie

nt
 a

nd
 it

s O
th

er
 C

re
di

t..
.NOTES:

DIMENSION 3 - 69

Is there any stale inventory (old and not saleable), and has the company 
used its suppliers’ returns and allowance policies to eliminate any 
unusable or damaged inventory?

The mathematical calculation for determining COGS is: 

Beginning inventory + Purchases = Total available for sale - Ending 
inventory = Cost of sales

This formula works well for wholesalers, distributors, and retailers. For 
manufacturers, the purchases number needs to include raw materials 
plus manufacturing and assembling costs.

Errors in the beginning or ending inventory numbers and their method 
of calculation will affect COGS as follows: 

• If ending inventory is overstated (through error or choice of 
accounting method), then COGS is understated and profits are 
overstated. 

• If ending inventory is understated, then COGS is overstated and 
profits are understated. 

OPERATING EXPENSES

Operating expenses can be defined as those expenses that are necessary 
to run the company that are not included in COGS. Operating 
expenses are expenses that support the infrastructure of the company 
and are generally described in two broad categories: 

1.  Selling expenses: expenses necessary to develop, package, market and 
sell the product or service. 

2.  Administrative expenses: expenses relating to the overhead costs of 
the company. 

Within these two categories there are: 

• Discretionary and non-discretionary expenses. 

• Fixed and variable costs. 

These concepts are important because they identify expenses that can 
be controlled by management. How these expenses are managed can 
give you a view of the financial administration and discipline of the 
company. 
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DISCRETIONARY AND NON-DISCRETIONARY EXPENSES: 

The differences between discretionary and non-discretionary expenses 
relate to the necessity of incurring the expense in operating the 
company and are defined as follows: 

If the expense is absolutely necessary to keep the company in operation, 
then the expense is categorized as non-discretionary. 

Discretionary expenses are those expenses that typically make running 
the company easier or more enjoyable. When there is a downturn 
in the company’s performance, these discretionary expenses can be 
reduced. Often your view, and the view of your customer, of an 
expense as discretionary are quite different. Accordingly, it is best if 
you identify these expenses in an unobtrusive manner in discussions 
with management during the process of developing the relationship so 
there are few surprises if such discussions arise in earnest later on in the 
relationship. 

FIXED AND VARIABLE COSTS 

Fixed costs and variable costs relate to how costs are incurred relative to 
the number of units produced and sold. A good cost accounting system 
identifies three types of cost behaviors, or modes by which costs react to 
changes in unit sales:

1. Variable costs, which change in total in direct proportion to changes 
in activity. Examples include direct materials, direct labor, cost of 
goods sold when evaluating a distributor, and sales commissions.

2. Fixed costs, which remain constant in total throughout the range of 
sales activity in which the company expects to operate. Examples 
include property taxes, hazard insurance, depreciation, rent, and 
office staff salaries. 
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3. Mixed costs (also called semi-fixed costs), which contain both a 
variable and a fixed element. The fixed element is the basic charge 
for having the service ready and available for use. The variable 
cost element is a consumption charge. One example is telephone 
expense for a telemarketer, which include basic line service fees 
(fixed) plus usage fees based on call volume. Another example 
is management compensation that includes a base salary plus 
additional amounts tied to company performance, particularly if 
the performance metric is heavily weighted by sales volume.

Mixed costs must be separated into their fixed/variable components 
to allow for an accurate break-even analysis and to measure 
operating leverage (explained following). Accomplishing this 
separation ranges from simple inspection over time (which 
expenses tend to change as a result of sales variation?) to more 
complex statistical analyses including linear regression analysis. This 
technique requires a computer model to analyze company expenses, 
looking for any statistically significant cause-and-effect relationships 
between an independent variable (for example, revenues) and one or 
more dependent variables (for example, salaries, utilities, etc.). 

As a practical matter, lenders are not generally able to accurately 
distinguish between a company’s fixed and variable expenses based 
solely on the customer’s financial statements. It is a mistake to 
assume that all cost of goods sold or all operating expenses are 
variable; typically, a closer look reveals that these are a mix of 
fixed and variable expenses, particularly for a manufacturer. It is 
important to consider the likely broad mix of fixed and variable 
expenses, so you can check for risks related to operating leverage 
and break-even analysis, which will be detailed following. Be aware, 
however, that the quality of that analysis will always be limited by 
the quality of information you can secure from your customer about 
the borrower’s cost behaviors.
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A NOTE ABOUT OPERATING 
LEVERAGE 
The balance between a company’s fixed and variable expenses is the 
underpinning of its operating leverage. 

Operating leverage indicates the relationship of fixed operating 
expenses to total operating expenses before considering costs associated 
with debt. Expressed as a percentage, operating leverage serves as a 
barometer for a company’s susceptibility to business risk. Higher levels 
of operating leverage are usually coincident with higher business risk, 
in that earnings available to pay debt service dissipate more quickly as 
revenues decline in a company with high operating leverage compared 
to one with lower operating leverage. 

However, keep in mind that companies with high operating leverage 
have substantial upside profit potential once they have covered their 
fixed expenses. That is because a high proportion of fixed expenses (and 
thus minimal variable expenses) means each dollar of revenue beyond 
the break-even point has very few variable expenses to cover and thus is 
highly profitable revenue. 

Your most important consideration when evaluating a company’s high 
operating leverage is the likelihood of a rapid reduction in revenues, 
because the company will have limited flexibility to respond if sales 
drop rapidly, approaching or dropping below the break-even point. It is 
vital to understand the key drivers of revenue for the company and its 
industry, so you can have your own opinion about risk of a serious sales 
decline and, thus, the impact the company’s cost structure (fixed versus 
variable) on its ability to survive such a reversal.

When evaluating the potential risk implication of a company’s 
operating leverage, you should engage company management in a 
formal discussion of the firm’s cost accounting system and its methods 
to capture information needed to accurately distinguish between fixed 
and variable expenses. Then, discuss the company’s break-even analysis, 
or perform your own break-even analysis based on fixed and variable 
expense components provided by the customer.

OTHER EXPENSES
This category includes miscellaneous expenses that are not specifically 
identified with other items on the income statement. Determine the 
source and magnitude of the expense and whether it is material to your 
analysis. 
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INCOME TAXES 
These expense categories relate to the federal, state, and local taxes 
levied on the income of your customer based upon the tax laws in effect 
for the particular legal structure and the tax domiciles within which 
it operates. The effective tax rates vary for any given company from 
year to year and for similar companies in the same year. To improve 
comparability, you might use profit before tax (pretax income) for trend 
analysis and industry comparisons. 

EXTRAORDINARY EXPENSES 
This special classification is used to report nonoperating gains and 
losses. Since these items are unusual in nature and occur infrequently, 
they are set out separately to aid the analyst in evaluating the profit 
performance of the business. To include them in the usual, regularly 
recurring revenue or expense categories would lead you to believe they 
are normal and will occur again in the future. 

COMPARABILITY OF EXPENSES
Before you complete your analysis, determine if expenses have been 
consistent from year to year and if they are comparable to other 
companies in the industry. If expenses are not comparable, trend 
analysis and comparisons could be misleading. 

To evaluate the comparability of expenses, examine two areas in 
particular: 

1. Accounting methods such as inventory costing methods, 
depreciation, and useful life assumptions for fixed assets. 

2. Business practices such as employee benefits or equipment 
maintenance and/or sinking fund contributions. 
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ASSESSING QUALITY OF EARNINGS
As you evaluate the individual components of your customer’s earnings, 
another dimension of creditworthiness to consider is the customer’s 
quality of earnings (or income). By quality of earnings, we mean that 
a company’s net income is dependable and that its measurement has 
been conservative within the range of revenue and expense accounting 
choices allowed by generally accepted accounting principles. 

Assess the dependability of net income by considering:

• How stable and predictable have revenues been in the past? How 
vulnerable are revenues to market changes, and in what ways does 
company management show itself capable of responding to those 
changes?

• How disciplined has company management shown itself in 
controlling cost of goods sold and operating expenses?

Assess conservatism by considering:

• Has the company elected to embrace generally accepted accounting 
principles, even if not providing you with fully audited financial 
statements? If not providing audited statements, has the company 
demonstrated willingness and ability to provide supplemental reports 
and measures, such as agings, and perhaps audit-level procedures for 
inventory or other assets that are your collateral? Does the company 
comply with requests for disclosures not traditionally provided 
outside a full audit?

• How conservatively has management positioned its accounting 
practices within the range of acceptable GAAP guidelines? For 
example, a company must use the allowance method to account for 
bad debt expense to be in compliance with GAAP, but management 
has significant latitude in deciding how much to add to the bad 
debt reserve each year. Companies must apply an impairment test 
to intangible assets, but there is wide discretion in how to devise 
the test. In these and other cases, companies that choose to be 
conservative within discretionary ranges have more conservative 
balance sheets and report more reliable earnings than companies that 
are aggressive in their accounting choices.
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IDENTIFYING THE COMPANY’S 
BASE EARNINGS PROFILE
Another important perspective to income statement analysis is to 
identify the revenues and expenses that truly represent the company’s 
fundamental ongoing earnings capability. The financial statements 
of larger companies often segregate revenues and expenses related to 
discontinued operations, or report one-time or unusual charges, such 
as restructuring charges when a company downsizes its operations. 
When analyzing a company whose reported earnings include such 
performance components, recognize that traditional ratio trend 
analysis, especially when used to establish likely projected performance, 
may suggest misleading conclusions. It is important to identify the 
company’s base earnings profile to determine the most likely basis of 
financial performance going forward.

To identify the base earnings profile means to eliminate any 
nonrecurring revenues and expenses from the income statement, ideally 
after adjusting for any income tax effect of the elimination. Public 
companies mindful of the effect of earnings releases on stock prices 
often provide supplementary exhibits that reconcile the previously 
reported earnings with what the company deems to be core earnings. 
For private companies, you may need to perform this assessment on 
your own.

Standard & Poor’s has developed a core earnings model that can help 
isolate nonrecurring transactions from the central question of earnings 
repeatability. In its publication, Measures of Corporate Earnings,   S&P 
explains its approach to determining core earnings as part of its ratings 
analysis.
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S&P notes that core earnings focus on a company’s ongoing operations, including all revenues and costs associated 
with those operations and excluding revenues or costs that arise in other parts of the business. The following chart 
summarizes S&P’s ‘core earnings’ specific inclusions and exclusions for common transactions:

STANDARD & POOR’S CORE EARNINGS

INCLUDED IN CORE EARNINGS EXCLUDED FROM CORE EARNINGS

• Employee stock option grant expense.

• Restructuring charges from ongoing operations.

• Write-downs of depreciable or amortizable operat-
ing assets.

• Pension costs

• Purchased research and development expenses.

• Merger/acquisition related expenses.

• Unrealized gains/losses from hedging activities.

• Goodwill impairment charges.

• Gains/losses from asset sales.

• Pension gains

• Litigation or insurance settlements and proceeds.

• Reversal of prior-year charges and provisions.

S&P’s rationale for the inclusions/exclusions can be summarized:

Inclusions:

• Employee stock option grant expense. S&P’s position is that all parts of employee compensation, including 
stock options, should be included in core earnings. S&P cites research that suggests options expense could 
lower core earnings by as much as 10%. 

• A FASB rule requires public companies to deduct stock option expense from earnings beginning in July 2005, 
and private companies beginning January 2006. For historical years not covered by the rule, the required 
footnote disclosure provides information needed to adjust core earnings if the company does not deduct 
option costs directly from earnings.

• Restructuring charges from ongoing operations. S&P’s position is that these charges should be included in core 
earnings because they relate to costs and expenses of activities involved in the process of creating products or 
services. Examples include employee layoffs, maintenance costs, early lease terminations related to plant/facility 
closings. S&P notes that restructuring charges are “real expenses. The benefit comes in future years: after the 
plant closings, employee reductions, lease terminations, and other adjustments, the business’s operating costs 
are lower. If there had been no restructuring activity and no restructuring costs or expenses, there would have 
been larger costs charged against future revenues in later years.”
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• Write-downs of depreciable or amortizable operating assets. S&P’s 
position is that write-downs, even if one-time events, represent the 
accelerated reduction in the value of assets that would have been 
used up in the creation of operating revenues. As operating assets, 
they contributed to operating earnings, so the reduction of value 
should be deducted from core earnings. 

• Pension costs. S&P’s position is that all parts of employee 
compensation, including pension costs, should be included in core 
earnings. Pension costs arise because people are hired to work and 
to help produce core earnings. However, S&P does exclude some 
components of reported pension costs.

• Pension costs are generally not identified separately on the income 
statement and are included in administrative expenses. However, 
required footnotes detail the expense components. In addition to 
the pension servicing cost for the year, pension expenses include 
interest, amortization, benefits paid, settlements, and actuarial gains 
and losses for the year. S&P excludes some of these components 
from core earnings, most notably expected returns on plan assets 
and recognized actuarial gains. Generally speaking, the only costs 
that S&P includes are service costs and interest costs, but the latter 
is included only to the extent that they are not covered by actual 
returns on plan assets. 

• Purchased research and development expense. S&P’s position is that 
these charges should be included in core earnings (instead of being 
capitalized) to mirror the treatment of internally developed R&D 
costs. 

• Merger/acquisition related expenses. S&P’s position is that M&A 
fees should be included in core earnings, because M&A activities are 
normally undertaken to support a company’s core business activity.

• Unrealized gains/losses from hedging activities. S&P believes that 
these gains and losses should be included in core earnings because 
they protect the future value of operating assets and liabilities 
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Exclusions:

• Goodwill impairment charges. S&P believes that write-offs related to 
the impairment of goodwill should not be included in core earnings, 
because “since a goodwill impairment implies that the company’s 
earnings will suffer in the future, including a charge for goodwill 
impairment in core earnings would doubly penalize the company’s 
performance.”

• Gains/losses from asset sales. S&P believes that core earnings should 
not include these gains/losses because companies are not in the 
business of buying and selling their operating assets, with exceptions 
noted for firms such as real estate companies that do indeed trade in 
assets as normal activity.

• Pension gains. S&P’s position is that pension gains should be 
excluded from core earnings because they are the product of 
the financial markets and are not available to the corporation’s 
shareholder.

• Litigation or insurance settlements and proceeds. S&P’s position 
is that gains or losses from litigation or insurance settlements do 
not arise from the course of normal business. In the same light, 
S&P excludes provisions to increase litigation settlement reserves. 
Insurance costs or proceeds are excluded when the insurance is not 
integral to operations (such as life insurance on employees other than 
included in employee benefits).

• Reversals of prior-year charges and provisions. S&P believes that 
reversals of expenses such as prior-period restructuring charges 
distort income because they relate to prior operating periods. S&P 
does not retroactively restate the earlier year’s overstated charges.

Note that not all analysts agree with S&P’s inclusions/exclusions. 
Goldman Sachs commentary disagrees with excluding pension gains. 
However, Moody’s takes an approach similar to S&P on the pension 
issue. Our purpose in reviewing the S&P core earnings approach is to 
provide a reminder that non-operating income and expense can distract 
from the central question of whether a company’s fundamental business 
activity will support debt repayment. 

Your customer may have other nonrecurring income or expenses that 
suggest additional adjustment to the company’s base earnings profile. 
Adjusting your trend analysis to reflect these adjustments is particularly 
helpful when creating financial projections and performing sensitivity 
analysis to test repayment ability against the range of likely future 
outcomes. 
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INCOME STATEMENT RATIO 
ANALYSIS
Following the analysis of the absolute level of income and expenses, 
look at a few key ratios that will help evaluate the company’s financial 
performance over a number of years. When reviewing ratios for a 
particular company, compare the company’s profit, coverage, and 
productivity ratios to: 

• The same ratio for the company in prior periods (at least three years). 

• The same ratio for other companies within its industry. 

• The same ratio for similar sized companies. RMA’s Annual Statement 
Studies provide a means to make comparisons within industries by 
size ranges. 

Income statement ratios we will discuss are:

• Profit margins 

• Cost structure measures.

• Coverage margins 

• Financial productivity 

PROFIT MARGINS
Profit margins express profits (after various categories of expense have 
been satisfied) as percentages of net sales. Expressing profits as margins 
facilitates trend analysis and industry comparisons. 

NET PROFIT MARGIN

This is the profit margin after all expenses and taxes have been paid, but 
before dividends. 

Net income
x 100 (%)

Net sales

The net profit margin expresses net income as a percentage of sales. 
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SIGNIFICANCE: 

Net income (net profit after extraordinary items and tax) measures the 
overall profitability of a company after all income and expense items 
have been accounted for. 

Over a period of several years, net income represents the economic 
success of the company and is a key component of cash flow. 

Net income is a primary source of equity and therefore has an impact 
on leverage and growth potential. 

LIMITATIONS: 

Net profit margin is affected by tax rate strategies and extraordinary 
income or expense items, so results for any one year can be misleading. 
For that reason, it is sometimes more valid to use profit before 
extraordinary items and tax as a percent of sales, thereby excluding the 
effects of extraordinary items. 

Net profit margin, because it is bottom line and the result of all other 
entries to the income statement, does not help you decide why a 
company has a particular amount or trend of profits. 

PRETAX PROFIT MARGIN

This is the profit margin after all expenses but before taxes and 
dividends.

Profit before tax
x 100 (%)

Net sales

The pretax profit margin expresses profit before income taxes as a 
percentage of sales. 

SIGNIFICANCE: 

The pretax profit margin is good for trend analysis and external 
comparisons because it eliminates the effect of tax strategies and 
extraordinary income or expense. 

LIMITATIONS: 

Like the net profit margin, the pretax profit margin does not explain 
changes in profitability. 
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OPERATING PROFIT MARGIN

This measure represents the profit margin that results from normal 
operations before extraordinary or other items and taxes. 

Operating income
x 100 (%)

Net sales

The operating profit margin expresses operating profit as a percentage of 
net sales. 

SIGNIFICANCE:

Studying the reasons for change in the operating profit margins helps 
you isolate causes of, and changes in, profitability. Changes in COGS or 
in operating expenses affect the operating margin. 

GROSS PROFIT MARGIN (GROSS MARGIN)

This measure represents the profit margin that results from the mark-up 
price of the goods or services over cost. It measures how much profit is 
left in sales dollars after satisfying COGS. It must be sufficient to cover 
the remaining selling, general, and administrative expenses. 

Gross profit
x 100 (%)

Net sales

The gross profit margin expresses gross profit as a percentage of sales. 

SIGNIFICANCE: 

The gross profit margin is an important measure of profitability because 
cost of sales often represents the largest portion of expenses. It must 
be sufficient to cover operating expenses and expected profits. To help 
interpret trends in your customer’s gross profit margin, consider the 
following questions:

• Have there been any unusual write-downs of inventory value? 
Writing off stale or impaired inventory is good discipline and 
required by GAAP, but unusually large write-downs that significantly 
reduce the gross profit margin should be investigated. A key question 
to consider is whether the unsalable or excess inventory signals 
poor sales/quantity planning, poor understanding of market needs 
or preferences for the product, or a fundamental market shift away 
from the product in question. It is also appropriate to ask about 
company policies for verifying inventory accuracy, such as frequency 
of physical counts. If you are not receiving audited financial 
statements, there is no assurance that inventory market value or 
quantity tests are taking place.
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• Has there been a change in product mix? Most companies market 
products with a range of profitability. Has there been a product 
mix change to respond to shifting market preferences, or perhaps to 
concede that a strong competitor owns a market segment that the 
customer is no longer able to profitably pursue?

• Has there been a change in pricing strategy? Find out if your 
borrower has changed price to open a new market, or to respond to 
competitors’ initiatives. Is the change purposeful, signaling a strategic 
response to market change, or is it a reactive response to perceived 
or actual competitive threat without careful consideration of both 
short- and long-term implications for both sales and profit goals?

• Has the cost of goods sold changed, and if so, is the change 
temporary or more likely permanent? 

• What is the company’s flexibility to improve its gross margin, either 
through cost control or pricing changes? In other words, is the 
company’s product or any key component of its goods sold subject 
to commodity pricing? Does the company have the ability to control 
the cost of goods sold/price of goods sold, or are one or both of these 
inelastic?

Carefully consider the answers to these questions to determine their 
implication for the customer’s ongoing creditworthiness. Borrowers will 
always contend with variability in pricing and cost control flexibility. 
Thoughtful interpretation of the gross margin trend will enable you 
to assess management’s strategic ability to recognize and respond to 
market shifts that permanently alter the range of potential gross profit. 
Remember that today’s loans are repaid through tomorrow’s business 
performance. Even if recent years’ gross profit trends are strong, it is 
imperative to engage company management in a discussion of today’s 
and tomorrow’s pricing and cost landscape to determine susceptibility 
to gross profit impairment in the near future.
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COST STRUCTURE MEASURES
Earlier we discussed the importance of analyzing the relationship 
between a company’s fixed and variable expenses, to be able to identify 
potential risk to company profit if sales levels decline suddenly and 
significantly. We framed that risk in our discussion of operating leverage 
and the company’s risk of selling below its break-even point. There are 
three related measures that can help you in this analysis: contribution 
margin percent, the break-even point, and operating leverage percent.

CONTRIBUTION MARGIN PERCENT

Sales less variable expenses
Sales

Revenues less variable expenses equals the contribution margin in 
dollars, which measures the portion of revenue that exceeds variable 
expenses and thus contributes to the payment of fixed expenses. 
Expressing the contribution margin dollars as a percentage of revenues 
enables you to easily compute your customer’s break-even point.

BREAK-EVEN POINT

Fixed expenses
Contribution margin %

For example, if a company’s contribution margin percent is 50%, and 
fixed expenses are $300,000, the break-even revenue point is $300,000  
/ .5 or $600,000. You can easily see from this relationship that the 
higher the contribution margin (in dollars and as a percentage of sales), 
the lower the company’s break-even point. Therefore, key to consistent, 
sustained profits is the ability to price high enough to minimize the 
variable cost component of each sale dollar, and of course to exercise 
discipline over fixed expenses to minimize their consumption of 
contribution margin dollars. The nature of fixed expenses is that they 
are indeed fixed. However, in reality companies make choices, such as 
whether to add significant or only modest additional manufacturing 
capacity, which can alter the balance between fixed and total expenses. 
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OPERATING LEVERAGE PERCENT

Fixed operating expenses

Total operating expenses

The operating leverage percent is a simple tool to gauge a customer’s 
flexibility risk in the event of a significant sales decline. Monitoring 
changes in this measure from year to year can suggest not only the 
flexibility risk, but also may alert you to impending needs for capacity 
increases. If a customer’s operating leverage percent declines over several 
years, this may signal that the company is outgrowing its capacity. The 
measure will grow again when the company invests in new plant and 
equipment. 

When evaluating a company’s cost structure using these measures, keep 
in mind that asset acquisition choices can influence operating leverage 
and may explain a change from one year to the next. For example, a 
company may have formerly leased a retail facility, paying a fixed rent 
plus a premium based on store sales. When that company relocates to 
a facility it owns, the variable component of its occupancy expense will 
disappear. 
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COVERAGE MARGINS
Measuring profit margins and studying trends is only part of 
profitability analysis. To arrive at sound credit decisions, you should 
calculate profit coverage ratios. These ratios relate profit to payment 
obligations such as interest, leases, current portions of long-term debt 
(CPLTD), and dividends. These ratios are indicators of a change or 
trend, but in no way serve as a substitute for a thorough cash flow 
analysis. 

INTEREST COVERAGE

EBIT
Interest expense

The interest coverage indicates the number of times operating earnings 
cover interest expense. The higher the interest coverage ratio, the greater 
the margin of protection within profitability to meet interest expense. 
When a company’s earnings are volatile, a higher EBIT/interest would 
be needed to allow for a cushion in the event of a downturn in the 
financial performance of the company. 

FIXED CHARGE COVERAGE

EBIT + Lease and rental expense
Interest expense + Lease and rental expense + CPLTD

A fixed-charge coverage of less than 1 indicates that the company’s 
profitability is not enough to pay interest, lease, rental expenses, and 
CPLTD. 

DIVIDEND PAYOUT RATIO

Dividends
Profit after tax

The dividend payout ratio indicates the proportion of profit that is 
paid to shareholders. Remember that profit is an accrual number and 
dividends paid is a cash number. A dividend payout ratio that exceeds 
1.0x suggests that a company is paying out more to its owners than it is 
earning—not an acceptable occurrence to your financial institution as a 
lender. 
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DEBT SERVICE COVERAGE RATIO

The debt service coverage ratio indicates the number of times this 
adjusted net income (traditional cash flow) covers the current portion of 
long-term debt (CPLTD). 

Net income + Depreciation + Amortization + Depletion
CPLTD

This ratio analysis is based upon accrual numbers; you are encouraged 
to analyze cash flow margin and coverage ratios as well. Cash flow 
statement-based coverage measures are discussed in Dimension 4. 

FINANCIAL EFFICIENCY ANALYSIS

Financial efficiency is the ability of a company to generate sales from its 
assets. You measure it by calculating turnover ratios that relate sales or 
cost of goods sold to selected assets. The higher the turnover ratio, the 
more efficiently the company is using its assets.

High asset efficiency is important to a company’s creditworthiness 
because it influences:

• Adequacy of profit margins—companies with high asset efficiency 
can generate the same dollar profits with lower profit margins than 
companies with low asset efficiency.

• Requirement for assets—high asset efficiency means a lower 
requirement for assets and a lower borrowing need to support sales 
growth. 

The turnover ratios that relate sales or cost of goods sold to assets are 
useful in evaluating cash requirements and management actions, but 
they do have limitations. These limitations mean that turnover ratios:

• Are not as useful for companies with low asset requirements, such as 
service companies.

• Can obscure or be obscured by seasonality.

• Imply incorrectly that an average turnover rate applies to all assets in 
the category. 
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To interpret the asset turnover ratios, follow these four steps:

1.  Decide if the ratio is useful, based on the type of company and its 
investment in various assets.

2. Decide if the ratio is distorted by any seasonal fluctuations and 
compensate if necessary by using average asset levels.

3. Analyze the trend and identify the reasons for significant changes.

4. Compare the ratio to industry composites or to major competition, 
and identify the reasons for and significance of variations.

HOW TO ANALYZE THE FOUR ASSET TURNOVER RATIOS

NET SALES TO ASSETS

To calculate total asset turnover, use this formula:

Net sales
Total assets

Expect the net sales-to-assets ratio normally to be very stable. The ratio 
may be less stable during periods of high sales growth or sales declines, 
either because fixed-asset expenditures are leading or lagging sales or 
because the relationship of current assets is likely to change when large 
changes in sales levels occur.

The higher the ratio, the better. Companies that can sustain higher 
total asset utilization than their competition can be more profitable and 
can increase sales with less new asset investment. These advantages are 
success factors for the companies and margins of protection for their 
lenders. Keep in mind, however that there are two cautions to observe 
when interpreting this ratio:

1.  Industry comparison of this ratio is important because asset 
turnover varies widely with the type of business.

2.  Trend analysis of this ratio is important because improvement 
in the ratio can mean the company is on the verge of needing 
additional investments in current or long-term assets, that it 
depreciates assets more rapidly than the industry, or that it uses 
more operating leases.
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DIMENSION 3 - 88

NET SALES TO NET FIXED ASSETS

To calculate net fixed assets (NFA) turnover, use this formula:

Net sales
Net fixed assets

The sales-to-NFA ratio is particularly useful in analyzing fixed asset-
intensive companies. It is less stable than the sales-to-assets ratio because 
a company’s acquisition or disposal of fixed assets is not exactly in step 
with sales at all times.

The higher the ratio, the better, because it usually means the company 
has fixed assets that are contributing to its ability to make sales. 
However, it can mean the company has inadequate plant or equipment 
and may need to make large expenditures to keep up with competition.

A ratio that is declining or that is low compared with the industry can 
mean the company has invested in assets that are not helping it make 
sales.

To identify if changes are more from a rise or fall in sales levels or from 
acquisitions or reductions in fixed assets, examine:

• Net fixed assets as a percent of total assets.

• Changes in sales levels from year to year.

• Amounts added to net fixed assets each year.
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NET SALES TO ACCOUNTS RECEIVABLE

To calculate accounts receivable turnover, use this formula:

Net sales
Accounts receivable

Divide net sales for the year by receivables outstanding at the end of the 
year to evaluate if:

• Customers are paying within terms.

• The company is sending out bills on time.

• Collection efforts are succeeding.

A high ratio means the company collects cash from its credit customers 
more quickly than companies with lower ratios. Changes in the ratio 
can mean the company has changed its terms, its credit standards, its 
billing procedures, or its collection efforts.

The ratio is subject to seasonal distortions. To eliminate seasonality, use 
the average of monthly or quarterly accounts receivable. To calculate the 
ratio using interim statements, first annualize the sales—and beware of 
seasonal distortions.

COST OF GOODS SOLD TO INVENTORY

To calculate inventory turnover, use this formula:

Cost of goods sold
Inventory

Use cost of goods sold to calculate inventory turnover because it 
eliminates the effect of the markup (gross profit margin) when 
inventory is sold.

This ratio is particularly useful for businesses that have a high 
percentage of assets in inventory.

A high ratio means the company has cash tied up in inventory for a 
shorter period than companies with lower ratios. Improvement in this 
ratio often occurs when a company experiences strong sales growth 
because inventory can barely keep up with demand.

Eliminate the effect of seasonal inventory levels by using a monthly or 
quarterly inventory average.
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TURNOVER ANALYSIS AND LIQUIDITY

The relationship of sales or cost of goods sold to elements of the balance 
sheet (assets, accounts payable, and net working capital) is a form 
of efficiency analysis that enhances your analysis of liquidity. Four 
measures are particularly useful in liquidity analysis:

1.  Days’ sales in receivables.

For example, assume sales are $5 million and receivables are 
$500,000.

First, calculate the net sales-to-receivables (receivables turnover) 
ratio, shown above. Then divide the days in a year (365) by that 
ratio.

 365 (Days in a year)
 10 (Sales to receivables)

The result of this example is 36.5 days’ sales in receivables.

Days’ sales in receivables is the average length of time a company has 
cash tied up in customer accounts, not the actual length of time it 
takes to collect each account.

Use the measure to quantify the impact on cash that occurs when 
accounts receivable turnover improves or worsens. In the example 
above, changing the turnover to 37.5 days would require an 
additional investment of $13,699.

Compare the days’ sales in receivables to the company’s selling terms 
to see how customers are paying on average, but remember it is an 
average and can conceal delinquencies.

Large allowances, such as for returned items, or large charge-offs can 
make the measure look better when, in fact, there is a problem that 
could weaken creditworthiness.

Be sure to compensate for seasonality of receivables by using 
monthly or quarterly averages before placing any reliance on the 
measure.
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2.  Days’ cost of goods sold in inventory.

For example, assume cost of goods sold (COGS) is $4 million and 
inventory is $375,000.

First, calculate the ratio of COGS to inventory to produce inventory 
turnover, shown above, and then divide the number of days in a year 
by that ratio.

 365 (Days in a year)
 10.67 (COGS to inventory)

The result of this example is 34.21 days’ COGS in inventory.

Days’ COGS in inventory is the average number of days a company 
has cash tied up in inventory, between the time it is received and the 
time it is sold. It is not a measure of how long it takes to sell each 
item of inventory.

Use days’ COGS in inventory to measure the effect on cash of 
increases or decreases in the rate of inventory turnover. In the 
preceding example, if inventory turnover slowed by 1 day, an 
additional investment of $10,959 would be necessary.

Anything that affects the amount at which inventory is reported on 
the balance sheet, such as the use of LIFO or FIFO accounting, will 
affect the ratio of COGS to inventory, the measure of days’ COGS 
in inventory, and the apparent effect on cash.

Because the measure is influenced by seasonal inventory levels, try to 
use averages of monthly or quarterly inventory figures.

3.  Days’ purchases in accounts payable (Accounts Payable Days)

To calculate days’ purchases in accounts payable, first use the 
formula for accounts payable turnover:

Purchases
Accounts payable

Then divide this number into the number of days in the year.

365
Payable turnover
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DIMENSION 3 - 92

Example: If purchases are $4 million and accounts payable are 

$4,000,000
= 13.33

300,000

365   (Days in a year)
= 27.38

13.33  (A/P turnover)

The result of this example is 27.38 days’ purchases in accounts payable.

Note: The traditional financial analyst’s formula for determining 
accounts payable days uses purchases in the turnover numerator, as we 
have noted here. However, as a practical matter, we often do not have 
access to a company’s purchases, which is only one component of cost 
of goods sold. Using purchases, if it is available, is entirely appropriate, 
because the measure concerns itself with the borrower’s management of 
its trade credit. 

Without purchases information, analysts use cost of goods sold as a 
substitute for purchases when measuring A/P turnover and the related 
A/P days. Although this is common practice (and automated spreading 
systems always capture COGS in place of purchases for these measures), 
be aware that for manufacturers, using COGS in place of purchases 
overstates the amount of goods purchased and, thus, understates the 
number of days’ purchases in accounts payable. 

Using COGS to substitute for purchases for retailers and distributors 
more closely resembles a purchases-based computation, because in large 
measures, the goods sold closely equal the goods purchased. However, 
for these companies, it will be yet more accurate to estimate purchases 
by using the formula COGS + ending inventory – beginning inventory 
= purchases. 

Use the accounts payable days measure to quantify the effect on cash 
that occurs when the availability of trade credit changes. In the above 
example, if one fewer day’s purchases could be supported by accounts 
payable, the company would require an additional $10,959 (derived by 
dividing $4 million by 365 days).

Keep in mind some limitations of this ratio tool:

• Days’ purchases in payables are averages and can mask late payments 
or lost discounts. To compensate, be sure to obtain an aging of 
payables and to know a company’s payment terms.

• Measures of accounts payable activity can be distorted by seasonally 
high payables or by receipt or payment of a very large bill just before 
the statement date. To compensate, use average payables when 
you can and always remember that, at times during the year, the 
company may be borrowing more or less cash from its suppliers than 
at the statement date.
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4.  Sales to net working capital.

To calculate sales to net working capital (net working capital 
turnover), use this formula:

Net sales
Net working capital

This turnover ratio expresses a company’s balance sheet liquidity 
(the excess of current assets over liabilities) in relation to its income 
statement. It is useful in comparing the liquidity of two companies of 
different sales size and in analyzing working capital trends.

A moderate ratio, compared with the past and with the industry, 
suggests that the company has a cushion to absorb temporary delays in 
receivables collection or inventory sales. A very high ratio suggests that 
the company may be struggling to meet its current obligations, and 
there is little cushion to absorb further cash requirements.

After adding efficiency analysis to your skills, you have these tools to 
evaluate liquidity:

• Days’ sales in receivables.

• Days’ COGS in inventory.

• Days’ purchases/COGS in accounts payable.

• Sales to net working capital.

• Liquidity coverage ratios—current and quick ratios, inventory 
reliance percent.

• Current asset accounts as percentages of total assets.

• Asset-quality analysis and characteristics of liabilities.
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FINANCIAL PRODUCTIVITY ANALYSIS
These ratios measure a company’s productivity, i.e., the ability to 
generate profits from its assets. They relate profit to assets and net worth 
and are just another way to evaluate profitability. 

Strong financial productivity is important because it: 

• Provides owners with a reward (return) for putting their investment 
capital (equity) at risk. 

• Gauges the earning power of the company’s total resources (assets) 
regardless of whether its assets are supported by equity or debt. 

RETURN ON ASSETS (ROA) 

Return on assets measures the profitability generated for every dollar of 
assets. 

Profit after tax
Total assets

SIGNIFICANCE: 

ROA indicates the: 

• Burden on profit margin as interest expense increases with additional 
debt. 

• Potential pressure on profitability if assets increase faster than sales. 

• Opportunity for added revenue and profit if production capacity 
(operating assets) expands. 

ROA also takes into account the profitability of sales and management’s 
ability or failure to: 

• Control and allocate expense dollars effectively. 

• Establish appropriate sales prices. 

• Achieve desirable sales volume. 
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LIMITATIONS: 

Because it uses after-tax profit, ROA can be distorted by tax strategies. 

Using year-end asset values can be misleading when a company’s assets 
grow or shrink significantly during the year. 

The return on assets analysis can be accomplished using any one of the 
following three variations of ROA: 

• Return on assets = profit after tax/total assets. 

• Pretax return on assets = profit before tax/total assets. 

• Return on average assets = profit after tax/average assets. 

Which variation you use is not as important as being consistent so that 
the number is comparable to prior years and to data compiled on other 
companies. 

RETURN ON EQUITY (ROE) 

Return on equity measures the profitability for every dollar of net 
worth. It expresses the total earnings of the company as a return on the 
owner’s investment. 

Profit after tax
Net worth

SIGNIFICANCE: 

Takes into account all aspects of managing the company. 

Evaluates the attractiveness of an investment to its owners or to 
potential new investors. 

LIMITATIONS: 

It can be distorted by tax strategies because it uses after-tax profits. 

Year-end equity figures can produce a misleading result if the company’s 
equity has grown or shrunk significantly during the year. 

Note: Before calculating income statement and income statement/
balance sheet combined ratios, remember to consider adjusting 
the calculations to reflect off-balance sheet transactions, following 
the methods outlined earlier in this Dimension. For example, the 
adjustment to capitalize operating leases alters both operating expenses 
and interest expense, as well as balance sheet accounts. The other 
adjustments noted will also impact some of the ratios discussed in this 
section. 
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DIMENSION 3 - 96

PERSONAL FINANCIAL STATEMENT 
ANALYSIS  
You need to understand the numbers involved with a personal financial 
statement when an individual is either guarantying a loan (indirect 
liability) or is the direct borrower. 

There are a number of questions that you need to answer when 
analyzing a personal financial statement. These questions are: 

• How are the listed assets titled? Who owns them and has total 
control over their sale? 

• How are the assets valued? 

• What is the quality of the assets? 

• What is the liquidity of the assets? 

• Are all direct and indirect liabilities disclosed? 

• Is the financial statement signed and dated by the individual(s) 
whose assets and liabilities are listed? 



 D
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DIMENSION 3 - 97

When considering credit to an individual, it is important for you to 
review your expectations of creditworthiness of the individual: 

• What is his/her capacity for credit? 

• How does the personal financial statement demonstrate that 
creditworthiness? 

You should not place credit capacity expectations on an individual 
(or group of individuals) that are not realistic in terms of what their 
financial circumstances can deliver to the credit enhancement process. 

As with business financial statements, the personal financial statement 
divulges potential capacity to pay, but does not address willingness 
to pay. Additionally, there is perhaps more history of irregularities 
and fraud associated with personal financial statements than business 
financial statements (see Financial Statement and Income Tax Fraud). 
Seldom are personal financial statements audited, so you do not have 
the benefit of independent assessment as you do with fully audited 
business financial statements. 

Personal financial statements come in a variety of formats including 
those developed by many financial institutions for their own use. The 
following sections discuss the personal financial statement prepared by 
accountants. 

STATEMENT OF FINANCIAL 
CONDITION 
This statement presents estimated current values of assets, estimated 
current amounts of liabilities, estimated income taxes, and resulting net 
worth as of the reporting date. The accrual basis of accounting is used 
to develop the statement. With the accrual basis, income is recognized 
as it is earned rather than as cash is received. Expenses reflect the use of 
services rather than cash payments. 
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STATEMENT OF CHANGES IN NET WORTH 
This statement reports on increases and decreases in the individual’s net 
worth. 

Footnotes elaborate on certain items. In addition, comparative financial 
statements are sometimes prepared to facilitate comparison between two 
or more periods. 

The following sections will provide you with information to make an 
accurate and complete financial analysis of your individual customer or 
guarantor: 

• Accounting Principles 

• Statement of Financial Position (Balance Sheet) 

• Estimating Cash Flow 

• Fundamentals of Personal Income Taxation 

• Tax Returns and Cash Flow 

ACCOUNTING PRINCIPLES  

The procedures for developing personal financial statements are 
outlined by The Institute of Certified Public Accountants (AICPA) in 
its Personal Financial Statements Guide. Certified Public Accountants 
(CPAs) are expected to follow the principles outlined in this guide in 
their preparation of personal financial statements. Other accountants 
and professionals such as certified financial planners are often aware of 
these principles. 

A key question to ask about personal financial statements is, who 
developed and checked the personal financial statement? Personal 
financial statements can be prepared by accountants, financial planners, 
or the individuals themselves. If prepared by the individual, he/she 
may use computer-generated reports or fill out the personal financial 
statement form provided by your financial institution. 
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STATEMENTS PREPARED BY A CPA

When accountants prepare or examine the statement, they will perform 
a compilation, a review, or an audit. 

Compilation Statement 

The compilation is the most basic examination. In a compilation, the 
CPA: uses the individual’s representation of asset and liability values 
and ensures that the financial statements are free from arithmetic and 
clerical errors. 

Your examination should ensure that generally accepted accounting 
principles are followed. 

Review Statement 

In addition to the checks made in the compilation statement, the review 
statement also includes consideration of the accounting principles used. 
In a review, the CPA: determines whether the valuation methods are 
appropriate and tests for unusual relationships among various items on 
the statement of financial position. 

Audit 

The audit is the most comprehensive form of examination. When a 
CPA performs an audit, he or she issues an opinion as to whether the 
statement is prepared in conformity with generally accepted accounting 
principles (GAAP) and evaluates the individual’s internal accounting 
controls and examines the records. 

The CPA conducts other tests to determine the accuracy and 
completeness of the information included in the financial statement. 

The CPA will determine that the bases for asset and liability valuation 
are reasonable and will verify the amounts. If the CPA is unable to 
conduct a full range of tests or finds that valuation methods used are 
not in accord with generally accepted accounting principles, a qualified 
audit opinion is issued. CPAs also will issue qualified opinions when the 
individual lacks formal accounting and control systems. 
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STATEMENTS PREPARED BY CLIENTS OR OTHERS 

Clients (individuals) who prepare their own personal financial 
statements may be aware of the appropriate procedures. Or they may 
have absolutely no knowledge of the conventions that should be 
followed in developing personal financial statements. You can obtain 
clues quickly by looking at the overall organization of the disclosures 
and by examining the footnotes for the bases of valuation and other 
required information as discussed. If the statement does not seem to 
be prepared by a financially knowledgeable person, you should meet 
with the client to discuss the basis for asset and liability valuations and 
determine other key information normally disclosed on the personal 
financial statement. 

Sometimes clients confuse the entity when they prepare their own 
statements. Personal financial statements must indicate clearly which 
individuals are covered. If assets or a business are owned jointly, only 
the portion of these assets attributable to the client should be shown 
on the client’s personal financial statement. You should be alert to 
the possibility of double counting by including various assets as both 
business and personal property. The owners of a business, for example, 
may use business vehicles exclusively and tend to think of them as their 
own vehicles. 

STATEMENT OF FINANCIAL POSITION (BALANCE SHEET)  

The bases for reporting items on personal financial statements differ 
from those used for business reporting. One of the most important 
differences concerns the use of current values and current amounts 
rather than historic costs—the purchased price plus capitalized 
improvements/modifications. This section describes these and other 
differences. 
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ASSETS

Assets are shown as estimated current values, the fair exchange amount 
less estimated commissions and/or other costs to dispose of the 
property. This valuation measure can be particularly useful in estimating 
liquidity. The current value concept represents the principal difference 
between business and personal financial statement accounting. 

Bases used to estimate fair market value include: 

• Appraisals. 

• Selling prices of similar property. 

• Capitalization of earnings or cash flow. 

• Liquidation values. 

• Historical costs indexed by changes in price for the specific item. 

• Reproduction value. 

As examples, selling prices of similar property should be relevant for 
undeveloped real estate, while the capitalization of earnings approach 
should be more useful for determining the value of a going business. 
Since the choice of method is critical, personal financial statements 
must indicate the basis or method used to determine asset and liability 
values. 

Assets should be shown at their gross value, not as a netted amount 
against the corresponding liability. 

Major asset categories and key considerations relating to each are as 
follows: 

Cash

This asset is reported at the face amount. This category includes 
cash balances held in financial institutions, money market accounts, 
and certificates of deposit. To verify, obtain financial institution and 
brokerage statements. 

Bank Certificates Of Deposit   

• Financial institution certificates are reported at current values. 

• Evaluation: Certificates are subject to penalties if cashed before 
maturity. 
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DIMENSION 3 - 102

Marketable Securities  

These assets are shown at their market values. If investments in 
securities are material compared to total assets, and a large portion is 
concentrated in one or a few specific companies or industries, further 
verification and disclosure may be required. 

• Verification: Customers should provide comprehensive brokerage 
statements, which indicate holdings and any associated margin 
accounts. 

• Check the dates on financial institution and brokerage statements to 
ensure that they match those on the personal financial statement. 

• Evaluation: It may be necessary to determine if the securities are 
marketable. Shares are sometimes held in firms that do not trade 
publicly or are in some way restricted. 

Notes Receivable   

Receivables are shown at the discounted amounts expected to be 
collected. Accrued interest receivable is included with the note. 

• Evaluation: Determine reasons for large receivables. If the note 
replaces an account receivable that was not paid on time, the note 
receivable may also prove to be uncollectible. Also, check to see that 
payments are current and that all other terms and conditions are 
being met.

Real Estate

The reporting basis is current value, as with other assets. 

• Verification: Determine the bases for valuation (appraisal) and 
evaluate the reasonableness of the method. Appraisals used to 
provide financing or tax assessment data could be of some assistance. 
Experts are often available who have experience and certifiable 
credentials in a particular area of real estate. 

• Evaluation: Via an appraisal (or two, if appropriate), determine 
the marketability of the property. Test for reasonableness between 
the value indicated and the property’s annualized discounted cash 
flow. Peripheral influences, including lawsuits and requirements for 
regulatory approval, can sharply increase or diminish the value of 
property. 
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Patents, Copyrights, And Other Intangibles   

These items are typically shown at the discounted expected cash flow 
(royalty payments). Historic cost can be used for purchased intangibles 
if no other information is available. 

• Verification: Personal financial statements should include 
descriptions of intangible assets and their estimated useful lives. You 
should evaluate these expected lives with respect to possible changes 
in consumer tastes, technology, or other factors.

Life Insurance   

Life insurance is reported at its cash surrender value (CSVLI) less any 
outstanding loans. The personal financial statement should disclose the 
face value of the policy(ies). 

• Verification: Examine a comprehensive statement from the insurance 
company that indicates insurable amount, reports cash values less 
loans, and indicates that all premium payments are current. 

Closely Held Businesses   

Investments in businesses are also shown at estimated current values. 
Personal financial statements should disclose the estimated value of 
an investment in a business as a single item. You may want to request 
copies of business financial statements that represent a significant 
amount of the individual’s personal net worth. 

• Evaluation: Personal financial statements must indicate the basis for 
the business valuation. In addition, when the client has a material 
investment in a closely held business, disclosures should include the 
name of the company, percentage ownership, nature of the business, 
and summarized financial information about the business (or 
complete financial statements on the closely held business attached 
to the personal financial statement). Consider how the business was 
valued and evaluate the reasonableness of the method. When the 
basis is an earnings multiple, the ability to distribute cash should be 
considered. You should benchmark the valuation multiple against 
other transactions involving similar businesses. 

• Investigate significant partnership liabilities and potential liabilities. 
Partners are jointly liable, and, in the event of a partner’s bankruptcy, 
the remaining partners are responsible for the bankrupt partner’s 
share of partnership debts. If the partnership runs into difficulty, the 
partners may be assessed for their pro rata shares of the partnership 
debt and may be required to contribute additional funds if other 
partners are personally bankrupt. 
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DIMENSION 3 - 104

• Check partnership holdings for investments that act primarily as 
tax shelters. Many tax shelters lost value with tax reform legislation 
that prohibited the offset of losses against most other categories of 
income. 

• Also, look for burned-out tax shelters. Tax shelters initially provide 
taxable losses that reduce the investor’s personal taxes. Investments 
in real estate, for example, generally provide losses due to the 
combination of relatively rapid depreciation and deductible interest 
payments on the loan. In later years, however, when the property is 
depreciated, taxes on partnership income can exceed the cash flow 
received by the partners. Burned-out tax shelters can be particularly 
serious for investments that were initially designed as tax shelters 
with little or no economic rationale other than tax reduction. 

• If business assets are included with the business and again as 
individual assets, they are double-counted. This mistake is an easy 
one to make. 

Future Interests

The rights to receive amounts in the future such as social security 
benefits are reported at discounted amounts. This assumes that they do 
not require future service by the holder or are not contingent upon a 
particular event such as disability or death. Information about assets not 
included in the financial statements, such as pension benefits based on 
life expectancy, should be disclosed in the personal financial statement. 

• Verification: If the future interests are unusual, examine the relevant 
contracts for key terms and conditions. 

IRAs and Other Retirement Accounts

These are reported separately from other assets. 

• Evaluation: In most cases, the entire amount withdrawn is taxable 
income. Also, penalties apply if funds are withdrawn prior to age 
59 ½. Thus, the amount actually received by the taxpayer after taxes 
and penalties may be reduced by approximately 50% of the current 
value.
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Collectibles

These assets generally represent a concentration of the individual’s 
interest in a specific area, such as antiques, works of art, show livestock, 
etc. These assets may have considerable value, but the demand may be 
quite volatile over very short periods of time. 

• Evaluation: Many collectibles can be valued by recognized auction 
houses, specialized appraisers, or special interest organizations. 

Vehicles, Boats, Airplanes, Antiques, Jewelry, and Other 
Personal Items   

These assets are reported at current market values. 

• Evaluation: Many institutions ignore these types of assets because 
borrowers often overestimate values, and because the condition of 
the asset can change quickly. In addition, the mobility of these items 
also diminishes their value as security. 

Contingent Assets   

Operating losses are carried forward and other contingent assets are not 
shown on personal financial statements because the future benefits are 
subject to uncertainty. Where material, the nature of these assets should 
be disclosed in the footnotes.
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LIABILITIES   
Liabilities are reported at estimated current amounts. This is the present 
value of the expected future payment or the amount at which the 
liability could be discharged currently. 

Liabilities fall into four general categories: 

1. Notes Payable   

The reporting basis is the discounted amount of cash to be paid. If 
debtors can discharge the debt currently for a lesser amount, the 
statement should show this amount. In the case of limited business 
activities, such as investments in real estate and related mortgages, 
the personal financial statement usually shows the asset and liability 
separately. The statement discloses maturities, interest rates, 
collateral, and other pertinent details. 

 – Evaluation: Determine whether the note provides a balloon or 
irregular provision for payment. Conditions under which the 
liability may be payable prior to scheduled maturity should 
also be considered. 

2. Commitments   

Commitments include items such as alimony or charitable pledges. 
These are reported at the discounted present amount if there is 
no requirement of future service by others, if the liability is not 
contingent upon a particular event such as disability or death of 
others, and if the commitment is for a determinable amount. 

3.  Other Liabilities and Contingent Liabilities   

You should always consider the possibility of hidden liabilities not 
recorded in the financial statement. Personal financial statements 
disclose the amounts of operating leases and other noncancellable 
commitments not recorded as liabilities. Also, check for contingent 
liabilities. For example, you need to determine if the client 
personally guarantees debts of a closely held business or other 
individual. The claims of these other creditors may precede those of 
your financial institution. 

 – Evaluation: Obtain credit reports and conduct the usual 
checks for outstanding liens. In accordance with RMA’s code 
of ethics, conduct a credit check on the individual (s) with 
other known creditors (see Credit Information Exchange, an 
RMA Credit and Lending Studies Pack). 



 D
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4. Estimated Income Taxes  

Estimated taxes are the taxes on gains expected if all assets are sold 
at their current values and all liabilities are settled at their current 
amounts. This item is disclosed separately between liabilities and 
net worth. Personal financial statements include descriptions of the 
methods and assumptions used to compute estimated taxes. The 
statement also discloses the tax bases for major assets. Estimated 
taxes are different than the concept of deferred taxes used in 
financial accounting for businesses. Estimated taxes are unique to 
personal financial statements and have no counterpart in business 
accounting.

 

NET WORTH   
Net worth is the balancing amount that relates all the individual’s assets 
to the stated claims on those assets. 

STATEMENT OF CHANGES IN NET WORTH 

In addition to the statement of financial position, personal financial 
statements sometimes include a statement of changes in net worth. 
This statement shows the major increases and decreases in net worth. 
It shows how income, changes in the estimated current values of assets 
and current amounts of liabilities, and other key items contribute to 
changes in net worth. Net worth can increase for a variety of reasons 
including income, the rising values of assets, and the payment of 
liabilities. Losses in asset values are major reasons for decreases in net 
worth. In interpreting the statement, you should bear in mind that 
net worth is merely the residual after considering assets, liabilities, and 
estimated taxes. Net worth is not cash. 
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ADJUSTED NET WORTH 

Now that you have reviewed the elements of the various types 
of personal financial statements, you may want to make certain 
adjustments to determine your customer’s real net worth. The following 
are suggested guidelines to adjust the individual’s net worth. 

You should adjust personal financial statement balance sheets to reflect 
amounts expected to be available from the sale of personal assets and 
amounts needed to cover obligations (including contingencies). Items 
to consider include the following: 

• Reduce securities, inventory, real estate, and other assets to expected 
liquidation values. 

• Eliminate personal items that are either highly portable, highly 
sentimental, or lose value quickly. 

• Eliminate closely held businesses and loans to businesses when the 
business is the borrowing entity and your customer is guarantying 
the debt. Institutions often require customers to assume liability for 
business loans. If the business runs into difficulty, it will likely lose 
value. Thus, you will need to look to other independent sources of 
cash flow to customers who stand behind business loans. 

• Eliminate closely held businesses that provide the customer with a 
major source of cash flow. When businesses represent major sources 
of the customer’s income, business difficulties will contribute 
to personal financial difficulties. If the ability to generate cash 
flow decreases, business values also decrease. Consequently, if the 
customer is unable to service debt due to business difficulty, the 
liquidation value of the business likely will be low. 

• Add contingent liabilities and personal guarantees to other debt 
holders. 

• Adjust the provision for estimated taxes on the sale of personal assets.

• Revise estimated taxes to be consistent with these assumptions. One 
common approach is to assume that the taxpayer liquidates the assets 
personally and that taxes are paid before cash is available to service 
debt. If the institution takes the assets directly as collateral, this 
assumption is too conservative. 



 D
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ESTIMATING CASH FLOW  
This section outlines an approach to estimating the individual’s cash 
flow. The procedure, which is quick, but reasonably accurate in most 
cases, incorporates the following six steps: 

1. Start with direct cash flow. 

2. Ignore gains and losses. 

3. Adjust for noncash items. 

4. Adjust for cash not received by the taxpayer. 

5. Determine distributions from partnerships and S corporations. 

6. Incorporate information from other sources.

DIRECT CASH FLOW 
The estimate begins with salaries, interest, business income, tax 
payments, and other Form 1040 items that usually reflect cash. Assume 
these items to be cash and, if necessary, adjust later for exceptions. 
Skip rents and royalties; they are obtained from a separate tax form. 
Self-employment taxes are also skipped. These are included in the total 
federal tax. 

IGNORE GAINS AND LOSSES 
Gains and losses measure income, but do not indicate cash flow. The 
selling prices of assets are shown in several separate tax schedules. 
Investments in selected assets are also shown separately. 

ADJUST FOR NONCASH ITEMS 
Income and expenses do not always indicate receipts and payments of 
cash. The example following shows how we adjust for noncash items. 
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CASH FLOW ESTIMATION 
Example: The client has the following taxable income: 

ITEM TAXABLE INCOME CASH FLOW 

Sales revenue $40,000, received $37,000 $40,000 $37,000 

Paid $40,000 for inventory; sold goods with original cost 
$35,000) -35,000 -40,000 

Sold land for a gain – proceeds of $30,000 compare to a 
$26,000 original cost 4,000 30,000 

Totals $9,000 $27,000 

The cash flow also can be obtained by adjusting income:

ITEM CASH FLOW 

Income $9,000 

Accrued revenue -3,000 

Increase in inventory -5,000 

Excess of selling price over gain 26,000 

Totals $27,000

The first method of determining cash is called the direct method; the second is indirect. Both methods should 
always point toward the same cash flow. When analyzing tax returns, use both methods. 

One common indirect adjustment relates to depreciation, a deduction that does not use cash. It is usually faster 
to start with total income and add back this noncash item than to use the direct method and enumerate each cash 
flow item. 

The following example demonstrates the direct and indirect methods of analysis for a sample tax return.  



 D
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DIRECT AND INDIRECT METHODS 
OF CASH FLOW ESTIMATION
Example: The individual’s tax situation is as follows: 

FORM ITEM TAXABLE 
INCOME 

Summary (Form 1040) Dividend income $1,000 

Interest income 2,000 

Farm income 8,000 

$11,000 

Interest and dividends 
(Schedule B) Cash dividends $300 

Dividends from 
mutual fund 700 

Cash interest 2,000 

$3,000 

Farm income (Schedule 
F) Revenues $95,000 

Salaries (40,000) 

Supplies (7,000) 

Feed (12,000) 

Travel (4,000) 

Utilities (5,000) 

Depreciation (19,000) 

$8,000 
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DIRECT METHOD ANALYSIS

Cash dividends $300 

Cash interest 2,000 

Revenues 95,000 

Salaries (40,000) 

Supplies (7,000) 

Feed (12,000) 

Travel (4,000) 

Utilities (5,000) 

$29,300

The mutual fund items are not included because they do not pay cash. 
Depreciation is ignored because the expense does not use cash. 

INDIRECT METHOD ANALYSIS 

Taxable income from Form 1040 $11,000 

Subtract noncash dividend income (700) 

Add depreciation, a noncash expense 19,000 

$29,300 

The indirect method requires only a few adjustments to income to 
determine the cash flow. 

Adjust for Cash Not Received by the Taxpayer 

When partnerships generate cash, the owner does not always receive 
cash distributions. Instead, the cash is reinvested in the business. Some 
partnerships distribute cash to the partners while others retain the cash. 
In both situations, partners are taxed on their shares of partnership 
income, even if they do not receive their pro-rata share of the income in 
the form of cash. 

You can separate the cash flow to the individual and partnership by 
referring to Schedule K-1, the partnership-supporting schedule. This 
shows the partner’s share of business income, interest, dividends, and 
other amounts earned by the partnership. S corporations use a similar 
schedule. 



 D
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Distributions from Partnerships and S Corporations 

The tax returns for partners and S corporations’ stockholders show the 
distributions (usually cash) received from the business. To obtain the 
relevant cash flow, we substitute these distributions for the partner or 
shareholder’s share of income. 

Incorporate Information from Other Sources 

Informed cash flow estimates also require non-tax information. This 
includes: 

• Investments in stocks, bonds, and other non-depreciable property. 
Tax returns only indicate investments that have shown taxable 
activity. 

• Principal amounts paid on loans. Tax returns show only the interest 
expense, not the principal amount repaid. 

• Amounts received on loans made to others. Only the interest revenue 
is shown on the tax return. 

• FICA withholding taxes for individuals who receive salaries and 
wages also need to be considered. These taxes provide for Social 
Security and Medicare benefits. The total federal tax does not include 
these payroll withholding taxes, which can exceed $5,000. 

• Self-employed individuals and owners of partnerships include these 
taxes on the return with other federal taxes. You can ignore the FICA 
taxes for these clients because it is already considered in the analysis.
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PREDICTION AND SENSITIVITY ANALYSIS   
Although understanding historic cash flow is important to an informed 
analysis, you are most interested in tomorrow’s cash flow. While 
no single set of assumptions will fit all situations, the following are 
included: 

• Ignore one-time activities not expected to recur. Examples include 
savings withdrawal penalties, fines, and medical expenses. You should 
be aware that, in some cases, large medical expenses are recurring 
and large fines sometimes become a regular cost of doing business. 

• Generally, assume no purchases or sales of securities. However, if 
there is a history of fairly consistent purchases or sales, you can 
assume continuation of previous practices. 

• Assume that net depreciable property purchases will continue as 
in the past (to maintain the size of the business). However, if the 
business has grown fairly steadily, a constant growth assumption may 
be more appropriate. 

• Assume no new investments in inventory or other assets. 

It should be clear that the prediction process involves more than simply 
setting nonrecurring items to zero. Prediction requires replacement of 
historic estimates with new numbers. 

The treatment of partnerships and S corporations differs from other 
structures. Interest income and a number of other partnership revenue 
and expense items help to determine the partner’s tax, but they do not 
reflect cash distributions to the partner. If the partnership’s situation 
is expected to change, adjust the Schedule K-1 worksheet only for the 
new cash distribution expected for the partner. Leave all other items the 
same. 

Another problem concerns taxes. The only way to avoid the possibility 
of very substantial estimation errors in the tax number is to recalculate 
the tax return. You may not have the time to do this. The most practical 
approach is to assume that the tax payment will equal the previous year’s 
tax liability while realizing that this provides a source of estimation 
error. If the client’s situation is expected to change significantly, you 
can quickly estimate the new tax payment on a very rough basis. For 
example, you can double the tax if income is expected to double. 



 D
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FUNDAMENTALS OF PERSONAL INCOME 
TAXATION  
The purpose of this income tax presentation is to provide background 
that will help you in understanding tax returns. The income tax rates for 
2000 are used here for demonstration purposes only. 

Tax Rates and Taxable Income 

Individual tax returns are due on April 15. These returns show the 
calculation of taxable income and the tax payable. The tax rate depends 
upon the amount and nature of the income. 

FOR SINGLE INDIVIDUALS RATES IN 2003 WERE: 

On income up to $7,000 10%

On income between $7,000 and $28,400 15% 

On income between $28,400 and $68,800 25% 

On income between $68,800 and $143,500 28% 

On income between $143,500 and $311,950 33% 

On amounts over $311,950 35%

TAX CALCULATION 
Example: The client’s taxable income earned from salary is $160,000. 

His tax is: 15% x $26,250 $700 

His tax is: 15% x $26,250 $3,210 

28% x ($63,550-26,250) 10,100 

31% x ($132,600-63,550) 21,916 

36% x ($160,000-132,600) 5,445 

$40,371 

Generally, the tax rates for long-term capital gains and qualifying 
dividends have been reduced to 15%. However, higher and lower rates 
can apply.
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TOTAL EARNINGS 

Total earnings include salaries, business income (from proprietorships 
and partnerships), gambling earnings, investment income, and gains on 
sale. Taxable income begins with total earnings and subtracts nontaxable 
income, deductions, and exemptions. 

NONTAXABLE INCOME 

A few sources of income are not taxable. For example, the interest 
earned on bonds issued by state and local governments (municipals) is 
exempt from the federal income tax. 

DEDUCTIONS 

Deductions also reduce taxable income. Deductions include business 
expenses, interest expense on home mortgages, income and property tax 
payments, medical expenses, and charitable contributions. 

Each taxpayer is entitled to a standard deduction. Taxpayers may use 
the standard deduction or take the itemized deduction (if higher). 

EXEMPTIONS 

Exemptions reduce taxable income. The taxpayer, spouse, and each 
dependent receive an exemption. 



 D
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ESTIMATED TAXES 
QUARTERLY PAYMENTS 

Taxes of employees on payrolls are withheld from each paycheck. 
When income is not subject to payroll withholding, the taxes are due 
in quarterly installments. Taxpayers estimate the tax expected for the 
year and pay one-fourth of this amount quarterly. They either apply for 
refunds or pay additional taxes when the tax return is filed. At least 90 
percent of the tax for the year must be paid in quarterly installments to 
avoid penalties. 

ESTIMATED TAX PAYMENTS 

Example: The client expects to report taxable income of $2,000,000 
with taxes payable of $800,000. 

Ninety percent of the tax liability is $720,000. Each payment must be 
at least: $720,000/4 = $180,000 

CAPITAL GAINS AND LOSSES 

Gains on the sales of stocks, bonds, and certain other investments are 
classified as capital gains. The net capital gain is taxable. Different tax 
rates apply to short-term and long-term gains. 

NET CAPITAL GAINS 

Example: An individual sells stocks and bonds during the year with the 
following capital gains and losses: 

Investment Gain or loss

Investment 1 $3,000 gain 

Investment 2 1,000 gain 

Investment 3 10,500 loss 

Net capital gain $6,500 loss 

Individuals are allowed to deduct up to $3,000 of capital losses each 
year from other income. Excess losses carry forward and offset capital 
gains in the following year. 
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AN INDIVIDUAL’S CAPITAL LOSSES 

Example: The client reported $400,000 of taxable income before 
considering capital gains and losses. Securities were sold resulting in a 
net capital loss of $40,000. 

The client reduces taxable income from salaries and other items by 
$3,000 in the year of the net loss. This results in $397,000 of taxable 
income. The remaining $37,000 loss is carried forward. Next year, the 
client can use the carry forward to offset up to $37,000 of capital gains. 
If gains do not equal this amount, the client reduces taxable income by 
another $3,000. 

The Section 179 Deduction for Certain Qualifying Equipment 

Ordinarily, equipment is depreciated over a seven-year time period. 
Section 179 provides that each taxpayer may elect to deduct up to 
$100,000 of equipment purchases per year. This provision applies to 
smaller businesses. If equipment purchases exceed $500,000 per year 
(Year 2003), all equipment must be depreciated and a deduction would 
not apply. 

DOUBLE TAXATION 

Corporations and shareholders incur a double tax. The double tax stems 
from the tax payment by corporations on their income and a second 
payment by shareholders when they receive dividends. 

Example: The subject company is a 40% tax rate corporation with 
taxable income of $10,000. The company distributes all after-tax 
income to shareholders, whose tax rate is 35%. 

Corporation’s taxable income  $10,000 

Corporate tax at 40%  4,000  

Remaining for shareholders  $6,000 

Shareholder tax on dividends   1,200  

Available after-tax for shareholders  $4,800 
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PARTNERSHIPS 

Partnerships never pay taxes. The tax returns for these entities report 
taxable income and identify the partners. Then, the partners are taxed 
on their pro-rata shares of the income. 

Example: Three partners each own 33 1/3 % of a partnership that sells 
dog food. The partnership earns $1,000,000 and distributes $600,000 
of the profits to the partners. 

Each partner’s taxable income increases by $333,333. The partners are 
not taxed again on the cash payments that they receive. 

S CORPORATIONS 

Although there are technical differences, the tax situation for S 
corporations is similar to that for partnerships. For business purposes, 
S corporations do not differ from other corporations. The distinction 
is purely a tax matter. To qualify as an S corporation, the corporation 
must be a domestic business incorporated in the United States. Also, the 
corporation may have no more than 75 shareholders. Foreign residents 
and most corporations may not be shareholders. 

TRUSTS 

Trusts are used for a variety of purposes. One is to provide professional 
investment management for gifts to better ensure the gift’s preservation. 
Trusts can sometimes fill a tax planning function by reducing taxable 
income. 

In many cases, the beneficiary is taxed on part of the trust’s income. 
Thus, the beneficiary’s tax situation has some of the characteristics of 
the situation applicable to partners and shareholders of S corporations. 
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PASSIVE ACTIVITY LOSSES 

For tax purposes, income and losses are divided into three categories: 

1.  Non-passive (including salaries). 

2.  Portfolio (interest, dividends, capital gains). 

3.  Passive income: 

Income is passive if the taxpayer doesn’t materially participate in 
the business. One test of material participation is ten hours per 
week. Limited partnership interests are always passive since limited 
partners do not assist in business management. The law specifies 
that rental activities are always passive. 

Losses on passive activities can offset income from other passive 
activities. Passive activity losses, however, cannot offset income 
from the non-passive and portfolio income categories. An exception 
applies to losses from real estate rentals by low and middle-income 
taxpayers. Up to $25,000 of annual rental losses for these taxpayers 
can offset other income. In addition, rental losses by real estate 
professionals offset other income. 

Passive losses that cannot be used currently are called suspended 
losses. These suspended losses carry forward indefinitely to offset 
passive gains in future years. Suspended losses can offset other 
income when the investment is sold. 

Before enactment of these rules, it was common for higher income 
taxpayers to pay little or no tax because losses from tax shelters offset 
salary and investment income. 

Example: The client’s tax return shows the following income and 
loss items: 

Salary   $68,000

Dividends   4,000

Loss from partnership investment with  
material participation  -7,000

Income from passive partnership investment   20,000

Loss from passive partnership investment  -44,000
 

Total    $41,000



 D
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The client’s partnership loss does not offset the other income. 
Taxable income is:

Salary      $68,000

Dividends      4,000

Loss from partnership investment with material  
participation   -7,000

Income from passive partnership investment  20,000

Loss from passive partnership investment   -20,000
 

Taxable income   $65,000

Passive losses of $24,000 do not provide current year tax benefit and 
are suspended. If passive activity income exceeds losses next year, the 
$24,000 suspended loss can offset passive income. 

If the client had materially participated in the loss business, her taxable 
income would have been reduced to $41,000. 

The carry forward period is indefinite. In many cases, suspended losses 
continue to accumulate. When the investment is finally sold, these 
losses can offset other income. 

Taxpayers with passive activity losses that cannot be used sometimes 
invest in profitable passive activities. The losses from the old 
investments offset the profits of the new passive investments, and 
income from the new investments is basically free of tax. 

THE LIMITED PARTNERSHIP 

Many investors prefer corporations to partnerships because corporate 
shareholders have limited liability. This means that, in most cases, 
shareholders can lose no more than their investments. In contrast, 
partnership investors do not have limited liability. Partners are often 
assessed for their share of partnership debts. If some partners are not 
able to contribute their shares, the remaining partners must contribute 
to make up the deficit. 

Some partnerships are organized as limited partnerships. These 
partnerships have two categories of partners. One partner is a general 
partner. The general partner is responsible for all partnership debts. 

Limited partnerships also have limited partners. These partners are 
never liable for partnership debts. State laws usually prohibit limited 
partners from active roles in the management of the business. Thus, for 
tax purposes, losses by limited partners are always designated as passive. 
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DIMENSION 3 - 122

TAX RETURNS AND CASH FLOW  

Personal financial statements and customer interviews can provide 
valuable information concerning the customer’s assets, liabilities, and 
net worth. However, these documents provide only partial information 
concerning cash flow, the primary source of loan repayment. 

Fortunately, you can learn to estimate personal cash flow through 
reference to tax returns. One advantage of this approach is that much 
of the information contained in tax returns is presented on the cash 
accounting basis. In addition, while some individuals may overstate 
their income on personal financial statements and credit applications, 
the overstatement of income on tax returns is less common. The cash 
flow estimation process is fast, and in most cases, is reasonably accurate. 

For the most part, the tax return reflects only taxable or tax deductible 
items. Personal items not shown on the tax return include rent, 
meals, education expenses, travel, vehicles, nondeductible taxes, 
and insurance—all included in lifestyle expenses. These should be 
determined from the credit application or from interviews with the 
client. You can estimate personal items as a percentage of income and 
adjust this for apparent lifestyle. Cash is defined as unrestricted cash on 
hand, cash in the bank, and cash in money market accounts. 

This section outlines a systematic approach to estimating cash flow, 
which entails proceeding through the tax return on a form-by-form 
basis. While this requires a basic understanding of the tax system and 
structure of the various forms, the estimation process does not require 
a tax expert. You should concentrate on the major items and ignore less 
likely possibilities. To estimate personal cash flow, we will consider the 
personal income tax schedules and forms, and we will also discuss the 
need to be aware of fraud, or irregularities that can occur in personal 
financial statements, tax returns, and other financial data that you may 
receive in your analysis process.
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DIMENSION 3 - 123

PERSONAL INCOME TAX SCHEDULES AND FORMS   

In your analysis, you should consider the following parts of the personal 
tax return: 

FORM PURPOSE

Form 1040 Individual Income Tax Return 

Form W-2 Wage and Tax Statement 

Schedule A Itemized Deductions 

Schedule B Interest and Dividend Income 

Schedule C Business Income 

Schedule D Capital Gains and Losses 

Schedule E Supplemental Income and Loss 

Schedule F Farm Income 

Schedule K-1 (Form 1065) Partner’s Share of Income, Etc. 

Schedule K-1 (Form 1120s) Shareholder’s Share of Income, Etc. 

Schedule K-1 (Form 1041) Beneficiary’s Share of Income, Etc. 

Form 2106 Employee Business Expenses 

Form 4562 Depreciation and Amortization 

Form 4797 Sales of Business Property 

Form 4835 Farm Rental Income 

Form 6252 Installment Sale Income 

Form 8863 Education Credits 

Note: This discussion illustrates personal income tax forms, and 
you should be aware that these are subject to change by the Internal 
Revenue Service. For the most current form versions (and form 
numbering system), consult the IRS website at www.irs.gov. We 
strongly recommend that you take a personal tax return analysis course 
to help you prepare for the CRC exam, for example, RMA’s Analyzing 
Personal Financial Statements and Tax Returns.
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DIMENSION 3 - 124

FORM 1040, THE INDIVIDUAL INCOME TAX RETURN 
Form 1040 summarizes the tax return. It includes the calculation of tax payable. 

Some of the more common Form 1040 items follow: 

LINE NUMBER DISCUSSION

7 Wages, salaries These are assumed to be cash items. 

8a Taxable interest income Earnings on bank deposits represent one particularly common source 
of interest income. These earnings are cash. This item, however, can 
include accrued interest income from noncash investments. If interest 
income is material, you should determine the portion received as cash, 
and the portion that is accrual basis income (such as interest received 
from investments in deep discount bonds).

Earnings on bank deposits represent one particularly common source 
of interest income. These earnings are cash. This item, however, can 
include accrued interest income from noncash investments. If interest 
income is material, you should determine the portion received as cash, 
and the portion that is accrual basis income (such as interest received 
from investments in deep discount bonds).

8b Nontaxable interest income See previous item. 

9a Dividend income This line includes dividends received directly by the client and the 
client’s share of dividends earned by mutual funds, partnerships, and 
S corporations. (Mutual fund dividends are usually reinvested and 
increase investment value.) For cash flow analysis, initially consider 
all dividends to be cash received by the client. Later, subtract the 
cash received by mutual funds, partnerships, S corporations, or other 
entities.

9b Qualified dividends Included in ordinary dividends and are subject to the favorable 15% 
tax rate. 

10 Taxable refunds of local tax These are overpayments of state and local tax payments from the 
previous year. Some taxpayers intentionally prepay these taxes to 
accelerate federal tax deductions. These refunds either provide cash or 
reduce actual tax payments for the current year. If the client overpays 
regularly, the effect tends to cancel out year after year, and the 
adjustment will not be important. 

11 Alimony received Alimony receipts are cash.
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DIMENSION 3 - 125

LINE NUMBER DISCUSSION

11 Alimony received Alimony receipts are cash.

12 Business income or loss Initially, assume that business income is cash. Then, adjust for exceptions 
indicated on the client’s Schedule C. 

13 Capital gains or losses Capital gains or losses result from the sale of stocks, bonds, and certain 
other property. Ignore this noncash item in calculating cash flow because 
our concern is with the cash received (shown on Schedule D).

14 Other gains and losses One example relates to the sale of assets used in an unincorporated 
business. Normally, our interest is with cash as in the case of line 13, not 
in the gains.

15b Total IRA Most or all payments from individual retirement plans (IRAs) are taxable 
and are shown on line 15b. People who are not retired may withdraw 
their IRA free of tax if they reinvest (rollover the proceeds) into another 
IRA. In this case, line 15b indicates the amount not rolled over—the net 
cash retained by the client. 

Taxable amounts on line 15b can also reflect a conversion of a regular 
IRA to a Roth IRA. This would provide no cash flow to the client. Form 
8606, line 16 would indicate the amount of the rollover. Distributions 
from Roth IRA’s may not be taxable and therefore, are not on line 15b. 
Refer to Form 860, line 19 for distributions which are cash. 

10 Taxable refunds of local tax These are overpayments of state and local tax payments from the 
previous year. Some taxpayers intentionally prepay these taxes to 
accelerate federal tax deductions. These refunds either provide cash or 
reduce actual tax payments for the current year. If the client overpays 
regularly, the effect tends to cancel out year after year, and the 
adjustment will not be important. 

16a Total pensions The same principle applies as for the line 15 IRAs. Line 16a disclosures, 
however, tend to be fairly common. These indicate that part of the 
pension payment is not taxable. If information appears in both lines 16a 
and 16b, line 16a probably reflects the cash flow to the client. If line 16b 
is larger than 16a, use this amount.
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DIMENSION 3 - 126

LINE NUMBER DISCUSSION

17 Rents, royalties, partnerships These items may or may not reflect cash. Ignore this line and substitute 
information from the supporting schedules.

18 Farm income Initially assume that cash equals income. Later modify this estimate 
based on information shown on Schedule F (discussed later).

19 Unemployment compensation This is a cash item. 

20a Social Security benefits Social Security receipts are cash items. 

15b Total IRA Most or all payments from individual retirement plans (IRAs) are taxable 
and are shown on line 15b. People who are not retired may withdraw 
their IRA free of tax if they reinvest (rollover the proceeds) into another 
IRA. In this case, line 15b indicates the amount not rolled over—the net 
cash retained by the client. 

Taxable amounts on line 15b can also reflect a conversion of a regular 
IRA to a Roth IRA. This would provide no cash flow to the client. Form 
8606, line 16 would indicate the amount of the rollover. Distributions 
from Roth IRA’s may not be taxable and therefore, are not on line 15b. 
Refer to Form 860, line 19 for distributions which are cash. 

10 Taxable refunds of local tax These are overpayments of state and local tax payments from the 
previous year. Some taxpayers intentionally prepay these taxes to 
accelerate federal tax deductions. These refunds either provide cash or 
reduce actual tax payments for the current year. If the client overpays 
regularly, the effect tends to cancel out year after year, and the 
adjustment will not be important. 

16a Total pensions The same principle applies as for the line 15 IRAs. Line 16a disclosures, 
however, tend to be fairly common. These indicate that part of the 
pension payment is not taxable. If information appears in both lines 16a 
and 16b, line 16a probably reflects the cash flow to the client. If line 16b 
is larger than 16a, use this amount.
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DIMENSION 3 - 127

LINE NUMBER DISCUSSION

17 Rents, royalties, partnerships These items may or may not reflect cash. Ignore this line and substitute 
information from the supporting schedules. 

18 Farm income Initially assume that cash equals income. Later modify this estimate 
based on information shown on Schedule F (discussed later).

19 Unemployment compensation This is a cash item. 

20a Social Security benefits Social Security receipts are cash items. 

23 Educator expenses Unreimbursed cash expenditures by eligible educators for books, 
supplies, etc. used in the classroom. The maximum deduction is $250. 
Additional discussion with the customer is required.

24 IRA deductions IRA contributions are cash. IRA contributions that are not deductible 
are shown on a separate form.

25 Student loan interest Cash payments for interest on student loans. Principal payments should 
be obtained from the personal financial statements.

26 Tuition and fees deduction Cash payments for post-secondary education. The maximum deduction 
is $3,000. Additional discussion with the customer is required.

27 Moving expenses Moving expenses are cash expenditures. The deduction is the net amount 
not reimbursed by an employer.

28 Self-employment tax This noncash item is the contribution to Social Security and Medicare 
made by self-employed persons. It is based on Schedule C income, and 
a portion of partnership income. This line relates to the portion that is 
deductible for determining federal taxes. Ignore this item because the full 
amount is included with the total federal tax.

29 Self-employed insurance Insurance payments are cash. 
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DIMENSION 3 - 128

LINE NUMBER DISCUSSION

30 Keogh and SEP contributions These are cash contributions to retirement plans. 

31 Early withdrawal penalty Penalties paid for early savings account withdrawals reduce cash 
balances. 

32a Alimony paid If payments appear here, consider the possibility of child support 
payments. Child support payments are not deductible and are not 
indicated on the tax return. 

68 Total federal tax This is the tax paid for the year of the tax return. Substantial 
overpayments or underpayments should be considered when 
developing predictions of future cash flow. 

71a Amount refunded (from previous 
return) 

This refers to refunds of overpayments made in the year prior to the 
current return year. The refund is a positive cash flow item for the 
current return year. 

73 Amount owed (from previous 
return) 

Underpayments of taxes for the prior year were due in the current 
return year. They would ordinarily reflect cash payments for the 
current return year. 

-- Child support Determine this information from the personal financial statement or 
client interview. 

W-2 FICA FICA refers to withholding for Social Security and Medicare. This 
additional cash item is not shown on the tax return of salaried 
taxpayers and must be subtracted separately to determine cash flow. 
Self-employed people include FICA payments with their federal tax. 
Thus, a separate adjustment is required for salaried taxpayers only. 

FORM W-2, WAGE AND TAX STATEMENT 
Employees receive a W-2 form from each employer. This form shows the taxable wages and the withholding for 
federal, state, and local income taxes. Some or all of this income is subject to Social Security and Medicare tax. The 
W-2 also shows the amounts withheld for Social Security and Medicare and the maximum withholding limits on 
each of these items. 

In 2003, the Social Security withholding rate was 6.20% on the first $87,000 of salary income and the Medicare 
rate was 1.45% on all salary income. These income minimums apply separately to each spouse. 

Employees who contribute to certain retirement plans can reduce taxable income by the amounts of their 
contributions. Thus, the disclosure for wages refers to taxable wages. 
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DIMENSION 3 - 129

SCHEDULE A, ITEMIZED DEDUCTIONS 
Deductions are allowed for taxes, home mortgage interest, and a few 
other personal expenses. 

LINE NUMBER DISCUSSION

1 Medical expenses Medical expenses are cash items. 

9 Taxes paid This cash item includes state and local income taxes, real estate taxes, and 
taxes on personal property. The client’s pro rata share of taxes paid by a 
cooperative (co-op) apartment corporation and certain other entities is 
also included here. If the client owns a co-op apartment, the monthly 
maintenance payment includes taxes. Since this payment should show on 
the personal financial statement, taxes paid by the co-op should not be 
subtracted separately. 

Sales taxes are not deductible and do not show on the tax return. If the 
client made large purchases during the year, the sales tax can be estimated. 

14 Interest payments This line item shows cash payments for the interest deduction. Include 
the principal payment in the cash flow analysis. Interest and principal 
payments on nondeductible loans should be obtained from the personal 
financial statement. 

15 Cash charitable contributions Cash charitable contributions also include the client’s pro rata share of 
contributions made by partnerships and S corporations as indicated on 
Schedule K-1s. Adjustments are necessary to determine the cash actually 
paid by the client. 

19 Casualty losses Losses are not cash payments. However, the disclosure may provide 
information about recent replacements of assets or the need for future 
replacement. 

23 Miscellaneous deductions These deductions, which include unreimbursed employee business 
expenses, typically reflect cash payments. 

27 Other deductions Other deductions include gambling losses (to the extent of winnings). 

-- Principal payments, new 
amounts borrowed and 
nondeductible interest 

Payments of principal and new amounts borrowed should be determined 
from the customer. Payments of both principal and interest on 
nondeductible loans do not show on the tax return and should be 
determined from the client. 
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DIMENSION 3 - 130

SCHEDULE B, INTEREST AND DIVIDEND INCOME

LINE NUMBER DISCUSSION

1 Interest income See the preceding discussion of the Form 1040 concerning this item. 

5 Dividend income See the preceding discussion of the Form 1040 concerning this item. 

7a Foreign financial interests This disclosure may indicate the existence of foreign tax payments 
(not shown on the U.S. tax return). 

-- Loans made to others and principal 
payments received 

These items are not shown on the tax return. They must be considered 
in the analysis of cash flow. 

SCHEDULE C, BUSINESS INCOME 
This form summarizes the income of proprietorships. 

LINE NUMBER DISCUSSION

12 Depletion Depletion is a noncash expense. 

13 Depreciation Depreciation is a noncash expense. 

24c 50% of meals Only 50% of meal and entertainment expenses is deductible. This 
disclosure shows the additional cash payments for meals. 

27 Other expenses These expenses are usually cash. 

35 & 41 Increases in inventory When the ending inventory exceeds the beginning amount, the cost 
of goods sold deduction reflects only part of the amount invested. 
When inventory purchases exceed the cost of goods sold and other 
factors equal, the inventory increase reflects an additional cash 
payment. Decreases in inventory have the opposite effect. 

--  New investments in business  
property 

The interview should determine whether the owner made new cash 
investments in nondepreciable property (i.e., land). Depreciable 
property purchases are reported on Form 4562 (described later). 
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DIMENSION 3 - 131

SCHEDULE D, CAPITAL GAINS AND LOSSES 
The tax return reveals the selling prices of nearly all property items sold. Schedule D reports the sale of stocks, 
bonds, land, partnership interests, and most other nondepreciable investments (excluding inventory). Both sales 
and purchases of depreciable business property are shown on other schedules. Investments in inventory are also 
shown on separate schedules. 

While the interest should be in the net cash inflow or outflow from investments, tax returns do not disclose 
replacement purchases of nondepreciable property. For this reason, you should discuss Schedule D disclosures 
with the client to determine net cash inflows from investments. Acquisitions of replacement investments should 
be verified to cover the possibility that clients have obtained cash only by liquidating investments. Brokerage 
statements provide verification for securities handled by brokers. 

SCHEDULE E, SUPPLEMENTAL INCOME AND LOSS 
This schedule shows income from various supplemental sources. Of these, the sources that usually impact directly 
upon the individual’s cash flow are rentals, royalties, and Real Estate Mortgage Investment Conduits (REMICS). 
Since most taxpayers are not investors in REMICS, and since only income from certain REMIC investors is 
reported on Schedule E, this investment alternative is not considered here. Necessary information concerning 
distributions from partnerships, S corporations, and trusts is obtained from Schedule K-1s (discussed later). 

LINE NUMBER DISCUSSION

20 Depreciation Depreciation is a noncash expense. 

22 Income or loss from rental 
royalty properties 

Initially, assume that this income is cash. Then, add the depreciation to 
develop a better approximation to cash flow. 
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DIMENSION 3 - 132

SCHEDULE F, FARM INCOME

LINE NUMBER DISCUSSION

5a Total co-op distributions Distributions from cooperatives reflect cash receipts or certificates good for 
the purchase of supplies. To estimate cash flow, we assume that the taxable 
amount is cash. If a certificate is not used at the time of receipt, it is not 
taxable until some future year. 

6a Agricultural program Certain agricultural program payments received under conservation 
programs are excludable from income. The total amount of these payments 
should be used as the indication of cash flow (line 6a). 

7a CCC loans This is a cash item. 

7b CCC loans forfeited The forfeiture is not normally a cash item. 

8a Crop insurance proceeds Farmers may delay certain insurance proceeds as income until the year 
following the disaster. The cash flow is the amount received in the year 
under examination. The taxable amount and tax deferrals are not relevant. 

16 Depreciation This is a noncash expense. 

39a Total co-op distributions Lines 38-51 relate to the accrual basis taxpayer. This treatment is the same as 
item 5a for the cash basis taxpayer. 

40a Agricultural program This treatment is the same as for item 6a for the cash basis taxpayer. 

49 Increases in inventory When the ending inventory exceeds the beginning amount, the cost of 
goods sold reflects only part of the amount invested. This means that 
inventory purchases exceed the cost of goods sold. Decreases in inventory 
have the opposite effect. 

-- New investments in business 
property 

The interview should determine whether the owner made new cash 
investments in 
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DIMENSION 3 - 133

FORM 2106, EMPLOYEE BUSINESS 
EXPENSES 
Employee business expenses are usually cash items. Employees often 
incur expenses for uniforms, books, travel, union dues, tools, and other 
items. When employees are reimbursed, there is no taxable income and 
no tax. Expenses in excess of reimbursement are deductible, subject to 
an overall miscellaneous deduction floor. This floor is 2% of adjusted 
gross income. Commuting expenses are not deductible. Work clothing 
that can be used for other purposes also is not deductible. Home 
office expenses are deductible only when the office is a regular place of 
business and is maintained for the convenience of the employer. Few 
employees meet these criteria. 

The tax form shows expenses incurred by the employee. Adjustments 
should be made for depreciation, a noncash expense, and for meals 
and entertainment expenses. Only part of the meal and entertainment 
expenses is deductible, and you must include the nondeductible 
amount as an additional cash outlay. If the employee owns his or her 
own car, part of the expense will represent depreciation. While this 
could be determined from Part D of the form, this refinement can be 
tricky and is not recommended. 

Unreimbursed expenses are subtracted to estimate cash when 
considering Schedule A. Thus, this form is used only to determine the 
nondeductible portion of meals. 
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DIMENSION 3 - 134

FORM 4562, DEPRECIATION AND AMORTIZATION 
Each year’s investment in property that is subject to depreciation or amortization is shown on this form. Thus, the 
form provides the investment in long-term assets. These investments are usually cash. 

Smaller businesses may elect to deduct up to $100,000 (Year 2003) of new depreciable business property (other 
than real estate) in the year of acquisition. This is referred to as Section 179 property. Certain items of business 
property such as automobiles that are often used for personal purposes are referred to as listed property. These are 
reported separately, but the distinction is not important for this analysis. 

LINE NUMBER DISCUSSION

1 Maximum limitation This is the maximum Section 179 amount that can be expensed by a 
taxpayer each year. It isn’t necessarily the cash flow. 

3 Threshold limitation The Section 179 deduction begins to phase out when taxpayers have 
qualifying equipment purchases that exceed the threshold amount. 

8 Section 179 election This is the amount of new equipment purchased for which the Section 179 
election was taken in the current year. It reflects part of the taxpayer’s cash 
outflow for equipment. 

12 Section 179 deduction This is the current year’s deduction, which may include a carryover of prior 
year’s election. The current year deduction may be lower than the elected 
amount when income limitations apply. This does not represent cash. 

14 Special deduction allowance For qualifying property acquired after September 10, 2001 and before May 
6, 2003. An additional first-year depreciation “bonus” of 30% is allowed. 
For new property acquired after May 5, 2003, the bonus depreciation is 
increased to 50%.

19 Depreciation (column c) This is the current year’s purchase of property subject to depreciation. The 
Section 179 deduction is not included because it is not depreciated. 

20 Depreciation (column c) This treatment is the same as for line 15. 

26d Cost or other basis -- listed This treatment is the same as for line 15. 

27d Cost or other basis -- listed This treatment is the same as for line 15. 

42c  Amortizable amount 
(column c) 

This is the current year’s purchase of property subject to amortization. 



 D
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DIMENSION 3 - 135

FORM 4797, SALES OF BUSINESS PROPERTY 
This form provides details on the sales of business property. 

Information concerning the sale shows in different parts of the form depending upon the circumstances. The cash 
flow to the client are shown on lines 2d, 10d, or 20, the selling prices of major property items. 

FORM 4835, FARM RENTAL INCOME 
Details concerning farm rentals are shown on this form. The treatment of most items corresponds to that outlined 
earlier in the discussion of the Schedule F. 

FORM 6252, INSTALLMENT SALE INCOME 
When property is sold on the installment basis, the taxpayers sometimes recognize the gain gradually as payments 
are received. For example, with the installment method of accounting, when one-third of the cash is received, one-
third of the gain is taxed. 

Dealers who regularly sell goods on the installment basis may no longer use this accounting method for tax 
purposes. Nondealers who sell property on the installment basis must pay interest to the government on deferred 
principal payments in excess of $5,000,000. 

Form 6252 is included with the tax return in the year of the sale and in any later year that payments are received. 

LINE NUMBER DISCUSSION

11  Commissions and other 
expenses 

Commissions and other selling expenses are shown only in the year of sale. 

21 Payments received These are cash receipts. 
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DIMENSION 3 - 136

FORM 8863, EDUCATION CREDITS 
Starting in 1998, some education expenses entitle the taxpayer to new tax credits. Generally, qualified expenses 
include tuition and fees required for enrollment. Qualified expenses do not include room and board, books or 
equipment. 

LINE NUMBER DISCUSSION

1  (c) Hope Credit qualified 
expenses 

This is a cash expenditure. However, since it is limited to $2,000, additional 
discussion with the customer is required. 

4  (c) Lifetime Learning  
qualified exp 

This is cash expenditures after June 30, 1998. Additional discussion with the 
customer is required. 

INT  Additional education 
expenses 

Cash expenditures obtained from discussion with customer. 

SCHEDULE K-1 (FORM 1065), PARTNER’S SHARE OF 
INCOME, CREDITS, DEDUCTIONS, ETC. 
The partnership tax return begins with business income. This does not include the partnership’s investment 
income and certain other income items that receive separate accounting treatment. On the cost side, charitable 
contributions, expenses related to investment income, interest on investment debt, and certain other items are not 
included in partnership income. 

These items are reported separately and appear on the partner’s personal tax statement with his or her other items. 
Thus, some of the interest, dividends, taxes, and other items included on the partner’s personal tax return will 
reflect cash flow associated with the partnership rather than the individual partner. 

The analysis has two parts. First, determine the partner’s cash flow associated with changes in the partner’s capital 
account. These are indicated in section J. The relevant items are J(d) less J(b), which are the partner’s withdrawals 
less the amounts contributed to the partnership during the year. Usually, the row J items are cash. In some cases, 
however, they reflect accounting adjustments. This is particularly true when the partnership admits new partners 
or when former partners leave. While the partnership can distribute inventory, real estate, or other property to 
partners, the distributions are usually cash. Guaranteed payments to the partner are not included in section J and 
must be added to obtain the total distribution to the partner. Thus, items J(d), J(b), and line 5 constitute the cash 
flow to and from the partners. 
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DIMENSION 3 - 137

After determining cash flow to the partners, adjust for the various distributive share items that are included in 
other parts of the partner’s personal tax return, but do not represent cash to the partner. 

LINE NUMBER DISCUSSION

J (b) Contributions These are the partner’s contributions. They are usually cash. 

J(d) Distributions Distributions include all amounts received from the partnership except 
guaranteed payments to partners. They are usually cash. 

4a Interest income This item is included on the partner’s tax return, but does not bring cash to 
the partner. 

4b (2) Dividend income This treatment is the same as for line 4a. 

4c Royalties Ignore this item because it does not reflect cash to the partner. 

4f Other portfolio income This treatment is the same as for line 4c. 

5 Guaranteed payments These are cash distributions to partners. 

6 Net gain under section 1231 This is the gain on the sale of certain property. Ignore gains since the 
concern is with cash. 

7 Other income Other income includes miscellaneous items such as prizes. The treatment is 
the same as for line 4a. 

8 Charitable contributions This represents amounts deducted on the partner’s tax return, but not paid 
by the partner. 

9 Section 179 deduction This is the partner’s share of the cost of certain equipment purchased by the 
partnership. It does not reflect a cash payment by the taxpayer. 

10 Deductions-portfolio income This treatment is the same as for line 8. 

11 Other deductions This treatment is the same as for line 8. 

19 Tax-exempt interest This treatment is the same as for line 4a. 
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DIMENSION 3 - 138

SCHEDULE K-1 (FORM 1120S), 
SHAREHOLDER’S SHARE OF INCOME, 
CREDITS, DEDUCTIONS, WORKSHEET   
The analysis of S corporations is basically the same as for partnerships 
except that the tax form is different. S corporations don’t have 
guaranteed payments. Shareholder salaries reduce corporate income and 
are included as salaries on the stockholder’s tax return. 

Only one Schedule K-1 item represents cash received by, or disbursed 
to, the shareholder. This is the property distribution on line 20. It 
usually indicates the cash dividend paid to the shareholder. Refer to the 
K-1 partnership discussion for explanation of the other items. 

SCHEDULE K-1 (FORM 1041), BENEFICIARY’S 
SHARE OF INCOME, DEDUCTIONS, CREDITS, 
ETC. 
Beneficiaries of trusts are taxed on the portion of the trust’s taxable 
income that is distributed to them. The procedure resembles the 
taxation of partnership income. You should consult with clients to 
determine the amount received from the trust. 

Most of the Schedule K-1 items are the same as on the partnership 
Schedule K-1. One significant new item is the estate tax deduction. 
This reflects estate taxes paid by the trust. Estate taxes should be ignored 
because they are paid by the trust, not the beneficiary.
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DIMENSION 3 - 139

FINANCIAL STATEMENTS AND INCOME TAX 
FRAUD   
Look for irregularities in financial statements, income tax returns, and 
other related financial data you receive. For the most part, financial 
statement fraud occurs when borrowers paint themselves in the best 
light. They may overstate assets and income and understate liabilities 
and expenses. Corporations and partnerships also can commit fraud by 
increasing earnings per share. 

Areas in which fraud/irregularities can be found are: 

• Revenue recognition 

• Revenue transfer from one period to another. 

• Asset valuation 

• Off-balance-sheet transactions. 

• Treatment of sales. 

• Treatment of returns of sales. 

• Percentage of completion revenue. 

• Deferral of cost and expenses. 

Most fraud can only be detected by comparing financial statements and 
income tax returns over periods of time. Be sure your comparisons are 
between individual line items and that you are comparing dollars with 
dollars and percentages with percentages. 

Prosecution for financial statement fraud can be found under the 
following statutes: 

• Title 18 of the U.S. Code, Sections 1001 and 1014. 

• Securities Act of 1933. 

• Securities and Exchange Act of 1934. 

• Income tax fraud can be found under IRS Code Section 6663.
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DIMENSION 4 - 2

DIMENSION 4: ASSESS STRENGTH 
AND QUALITY OF CLIENT/
SPONSOR CASH FLOW
PURPOSE OF DIMENSION 4
The purpose of Dimension 4 is to review skills required to assess business 
cash flow. Key topics in this Dimension include:

• Cash cycle analysis.

• Cash flow statement analysis.

• Cash flow statement formats:

 – Direct

 – Indirect

• Analyzing cash flow.

• Alternate cash flow measures:

 – EBITDA

 – Free cash flow.

• Comparing cash flow to industry peers.

• Discovering borrowing causes and repayment sources.

• Developing cash flow projections.

ADDITIONAL SKILL-BUILDING 
RESOURCES
The material in the Body of Knowledge provides an overview of 
knowledge related to topics covered by the Credit Risk Certification 
exam. Mastery of topics reviewed here is essential preparation for the 
exam, but no amount of reading and study can substitute for lending 
skills that must be acquired through formal classroom and on-the-job 
training. In addition to reviewing the Body of Knowledge, consider 
taking the following RMA courses to support your Dimension 4 skill-
building:

• UCA I: Cash Flow Analysis

• UCA II: Credit Risk Analysis for Commercial Bankers

• Cash Flow Refresher for Experienced Bankers
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NOTES:

DIMENSION 4 - 3

CASH CYCLE ANALYSIS
The term cash cycle, sometimes called the asset conversion cycle, 
describes how cash moves through a business as its assets and liabilities 
shrink and expand in a fairly regular pattern. Cash typically moves 
to inventory, then to receivables, then back to cash. The amount of 
cash actually required to support the inventory portion of the cycle is 
reduced by the amount of trade credit available in accounts payable.

The flowchart below illustrates a simple cash cycle.

CASH CYCLE

CASH

INVENTORY

ACCOUNTS
RECEIVABLE

ACCOUNTS
PAYABLE

The duration and predictability of a company’s cash cycle affect its need 
for working capital. You can measure the average length of a company’s 
cash cycle by analyzing its days’ sales in receivables and days’ COGS in 
inventory and payables.

When a company has inadequate working capital (too little and not 
liquid enough) to get through a cash cycle, it will need to borrow. That 
borrowing will be long term if it is caused by a permanent lengthening 
of the cash cycle (declining efficiency) or by a permanent increase in 
the amount of cash needed daily (sales growth). The borrowing will be 
short term if it is caused by a temporary lengthening of the cash cycle or 
a temporary increase in the amount of cash needed daily.

Cash cycles vary with the type of business. For example, manufacturing 
companies that must invest in raw materials, work-in-process inventory, 
and finished goods usually have a longer cash cycle than companies 
that are able to convert purchased merchandise inventory directly to 
accounts receivable. Companies that can convert inventory directly 
to cash, by selling for cash or accepting national credit cards, have a 
shorter cash cycle than companies that offer their customers extended 
payment terms.
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DIMENSION 4 - 4

HOW TO MEASURE THE CASH 
CYCLE
To measure a company’s average cash cycle, calculate average turnovers. 
Then add the average days’ sales in receivables to the average days’ 
COGS in inventory and subtract the average days’ COGS in payables.

 Average days’ sales in receivables

+ Average days’ COGS in inventory

– Average days’ COGS in payables

= Average days in cash cycle

Example: The turnover calculations for a wholesaler of abrasives 
products are days’ sales in receivables—107; days’ COGS in 
inventory—76; and days’ COGS in payables—72. Therefore, for this 
company, it took an average of 183 days (107 + 76) for cash to move 
through inventory and receivables and back to cash. For 72 days of that 
period, on average, cash was provided by accounts payable. Therefore, 
the average cash cycle for this company was 111 days (183 – 72).

As a wholesaler, this company is a good example of the concept of 
adding and subtracting “days in” to calculate the cash cycle. When 
calculated for a manufacturer, purchases of raw materials are less than 
the full cost of goods sold and certainly less than sales. Thus, the 
subtracting and adding of days derived from these different items gives 
us only a rough idea of the cash cycle. 

The wholesaler in our example is a relatively nonseasonal company, 
so using year-end balances for receivables, inventory, and payables is 
the best way to measure the average cash cycle. But remember that 
the calculation is an average, and even a nonseasonal company will 
experience actual cycles that are longer or shorter than the average 
during a year. When working capital is just adequate to support average 
cycles, a slightly longer cycle—created, for example, by a large receivable 
being just a few days late—can create a borrowing need. 
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NOTES:

DIMENSION 4 - 5

BENEFITS OF CASH CYCLE 
ANALYSIS
Measuring the cash cycle helps you analyze the adequacy of a company’s 
working capital and evaluate if it may need to be permanently increased 
with a long-term loan or temporarily supplemented with a short-term 
loan. In addition, the cash cycle concept helps you distinguish three 
reasons why cash can become available for loan repayment:

1. Because it is temporarily freed up in the cash cycle.

This source of repayment depends only on the company’s ability 
to turn cash into inventory, receivables, and back to cash without 
incurring losses. No new cash, such as from profits retained, needs 
to be injected.

Example: Cash can be available temporarily when a large receivable 
pays early or when management decides to defer payment to trade 
creditors for a few days to allocate cash to other needs. Cash also can 
be available on a temporary but regular and fairly predictable basis 
when a business has seasonality.

2. Because the cash cycle becomes permanently shorter or requires less 
cash when sales have a permanent decline.

This is another way to express permanent improvement in current 
asset and working capital efficiency, permanent increases in trade 
credit terms, or lower asset requirements as a result of lower sales.

Example: Cash becomes available for loan repayment on a relatively 
permanent basis when the cash cycle shortens and does not need to 
extend again. Also, cash becomes available when sales decline so that 
each average day’s sales and COGS are less, provided the company 
does not incur losses that absorb any cash released from the cash 
cycle.

3. Because profit is generated and retained and the cash cycle is not 
expanded to absorb it.

Unlike the first two sources of repayment (from cash already 
available within the cash cycle), profits (adjusted for noncash 
expenses, such as depreciation) introduce net new cash into a 
company.
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DIMENSION 4 - 6

LIMITATIONS OF CASH CYCLE 
ANALYSIS
Cash cycle analysis has two limitations:

1. All cash cycle calculations are averages, which can:

 – Mask irregularities that are inevitable for all companies. 

 – Mislead you when analyzing seasonal companies.

To compensate for this limitation, you should realize that every 
company will experience actual cycles that are longer and shorter 
than the calculated average. For seasonal companies, you must 
distinguish between a company’s shortest cash cycle, or period of 
lowest daily sales with a base level of cash need, and its longest cash 
cycle, or period of highest daily sales with a seasonally high level of 
cash need.

2. The cash cycle calculation excludes cash requirements for payments 
other than cost of goods sold.

Most companies periodically make other sizable cash payments 
for dividends, taxes, and selling expenses. The most precise way 
to estimate all those cash needs is to prepare a cash receipts and 
disbursements budget. 
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NOTES:

DIMENSION 4 - 7

VARIATIONS IN CASH CYCLE BY 
TYPE OF BUSINESS
Businesses that must make a substantial investment in current assets 
to produce goods or services have a longer cash cycle and need more 
working capital than do businesses that require little investment in 
current assets.

Example: Hotels, restaurants, airlines, and utilities all generate revenues 
without substantial investments in inventories (in relation to their other 
assets). They also have minimal cash tied up in accounts receivable since 
they sell mostly for cash, use national credit cards, and have short-term 
billing. Consequently, they have relatively short cash cycles and little 
need for working capital. Many companies in those industries have 
negative working capital.

The opposite is true of most manufacturing companies and wholesalers, 
which depend on turning inventory to generate sales and which 
usually have to offer their customers payment terms. These companies 
have longer cash cycles and cannot operate successfully with negative 
working capital.

Here are some calculations of average cash cycles taken from the 
all-sample median of industry composites in a recent RMA Annual 
Statement Studies: 
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DIMENSION 4 - 8

DAYS OUTSTANDING

INDUSTRY NAICS NO.
ACCTS. 
REC. 
DAYS

 
+

INV. 
DAYS

-  ACCTS. 
PAY.

 
=

CASH 
CYCLE

Restaurants  71111 1 +  13  – 25 = (11)

Airlines  481111, 
  481112

30
+

 N/A  – N/A
= 

 30

Hotels  72111, 
  72112

30
+

 N/A  – N/A
= 

30

Supermarkets  44511, 
  44512

1
+

 23  – 13
= 

11

Manufacturers  (Computers)  334111 69 +  99  – 45 = 123

Wholesalers (Computers)  42143 36 +  57  – 38 =  55

Retailers (Computers)  44312 34 +  59  – 32 = 61

Computer Processing Services  51421 51 +  N/A  – N/A = 51

Among those industry examples, restaurants have the shortest cash cycle and therefore the smallest need for 
working capital. The longest cash cycle in those examples, 123 days, belongs to manufacturers of computers 
because they require a lengthy investment in manufacturing inventory and must also offer terms to their customers 
(distributors, wholesalers, or retailers of their products).

Note: Airlines, hotels, and computer processing sources have no inventory and accounts payable. Therefore those 
calculations are not applicable to their cash cycles.
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DIMENSION 4 - 9

NET WORKING CAPITAL CONCEPTS
Net working capital is defined as current assets less current liabilities.

Current assets - Current liabilities = Net working capital

When an increase in current assets is supported by an equal increase 
in current liabilities, there is no change in net working capital. If a 
reduction in current liabilities is accomplished by an equal reduction in 
current assets, there is no change in net working capital.

The two ways to increase working capital are 1) to support an increase 
in current assets with something other than an increase in current 
liabilities and 2) to finance a decrease in current liabilities with 
something other than a reduction of current assets.

To increase working capital, a company must: 

• Increase long-term liabilities. 

• Increase net worth.

• Decrease long-term assets. 

To decrease working capital, a company can:

• Decrease long-term liabilities.

• Decrease net worth.

• Increase long-term assets.
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DIMENSION 4 - 10

Examples of transactions that do or do not affect net working capital 
include:

• If a company collects accounts receivable and uses the cash to pay a 
current liability, there is no change in working capital.

• If a company collects accounts receivable and uses the cash to pay 
down long-term debt, purchase fixed assets, or pay dividends, 
working capital decreases.

• If a company increases net worth or long-term debt and uses the 
proceeds to support higher levels of inventory, working capital 
increases.

• If the proceeds of increases in net worth or long-term debt are used 
to acquire fixed assets, working capital is unchanged.

Working capital is a quantitative measure of liquidity, but its weakness 
as an analytic tool is that its existence is not proof of convertibility 
to cash. A company with low net working capital but with a healthy 
cash position and inventory and receivables turning over regularly is 
more liquid than a company with high net working capital but illiquid 
current assets.

Example: A company has a large amount of working capital, but its 
current assets consist entirely of unsellable inventory and uncollectible 
receivables. Therefore, it does not have cash available to pay current 
liabilities as they become due.

If two companies of the same size have assets of equal quality and 
equally stable current liabilities, the one that has higher net working 
capital (or a lower net sales-to-net working capital ratio) provides 
lenders a greater margin of protection in liquidity. That logic often leads 
analysts to the false conclusion that an increase in net working capital 
is always a sign of improved creditworthiness and that a decrease in net 
working capital always weakens creditworthiness.
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NOTES:

DIMENSION 4 - 11

When analyzing working capital, you must keep in mind these two 
concepts:

1.  An increase in the noncash portions of working capital is a use 
of cash. If the company cannot at least temporarily get the cash 
back out of working capital (by collecting receivables or selling 
inventory), the added quantity of working capital has not improved 
liquidity.

Example: If receivables or inventory turnover declines and the 
resulting increase in current assets is supported by increases in 
long-term debt or net worth or by decreases in long-term assets, net 
working capital has grown, but liquidity has not improved because 
the new working capital cannot be reconverted to cash unless 
current asset turnover improves (shortening the cash cycle).

2.  The liquidity of current assets, measured by asset quality and 
receivables and inventory turnover, is a key factor in how much 
working capital a company needs. The higher the quality and the 
more rapid the turnover (the closer current assets are to cash), the 
less working capital a company needs.

Example: A company with a high percentage of current assets in 
cash and accounts receivable (a high quick ratio and low reliance 
on inventory to cover current liabilities) needs less of a working 
capital cushion to be sure of having cash available to meet current 
liabilities than does a company that has little cash on hand, has low 
receivables, and must convert inventory to cash to pay its current 
obligations.
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DIMENSION 4 - 12

IMPACT OF SEASONALITY ON THE CASH 
CYCLE
Many businesses have seasonal variations in sales, inventory 
accumulation, receivables collection, or disbursements. To measure 
those variations, you must analyze interim financial statements that 
report on financial condition and performance monthly or quarterly 
during the fiscal year. By analyzing interim statements, you can 
determine the cash effects of seasonality and distinguish between 
permanent base levels of assets and liabilities and temporary levels 
caused by seasonality. That way, you can estimate whether outstanding 
loans can be repaid in the short term and whether seasonal borrowing 
will be needed in the future.

Seasonality can alter cash requirements in two ways:

1.  By temporarily lengthening the cash cycle.

2.  By increasing daily average sales or cost of goods sold (COGS). 

You might encounter these seasonal business patterns that can cause 
seasonal borrowing:

• Seasonal sales that increase daily average sales or cost of sales and 
sometimes cause a mismatch of cash receipts and disbursements.

• Level sales and cash receipts but uneven seasonal cash disbursements 
that lengthen the cash cycle.

• Level sales and cash disbursements but uneven seasonal cash receipts 
that lengthen the cash cycle.
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NOTES:

DIMENSION 4 - 13

SEASONAL SALES
Seasonality of sales, an increase in daily average sales, is the most 
common and most obvious seasonal business pattern. It increases 
cash requirements and can cause a need to borrow even when there 
is no change in the length of the cash cycle. Seasonal sales are usually 
preceded by a period of inventory buildup and are usually accompanied 
and followed by a period of higher receivables. In such a pattern, the 
company’s seasonal need for additional cash begins with the inventory 
buildup and lasts until the receivables have dropped back to lower 
levels. During that period of seasonal cash needs, average daily sales 
increase and if receivables or inventory grow faster than sales (such as 
during inventory buildup), the cash cycle lengthens.

Recognizing inventory as a significant use of cash, many businesses try 
to reduce the length of time they must carry it. Before buying, they 
encourage their suppliers to hold materials and merchandise for as long 
as possible, and they look for suppliers who offer quick turnaround 
between orders and delivery. This practice of strict inventory 
management—in effect, getting suppliers to carry some of their 
customers’ inventory burden—has been called “just in time” inventory, 
or production management.

Manufacturers with seasonal sales can respond with their own 
inventory management strategies, keeping levels of raw materials as 
low as possible. But each also must select a production strategy, and 
that strategy will affect levels of work-in-process and finished goods 
inventory and seasonal borrowing requirements.

Manufacturers can use either level production or peak period strategies, 
or a combination of the two, to prepare for seasonal sales. 
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DIMENSION 4 - 14

LEVEL PRODUCTION
Companies engaging in level production produce a consistent amount 
each period and gradually build up the finished goods they will need for 
their peak sales.

Cash disbursements for production costs are spread out evenly 
throughout the year, but cash required to support inventory builds 
when production exceeds sales.

PEAK PERIOD PRODUCTION
During their season or immediately before it, companies engaging in 
peak period production produce all the goods needed for peak sales by 
working overtime, adding a second or third shift, or subcontracting 
peak orders to other manufacturers.

Inventory buildup and borrowing requirements occur much closer to 
the peak sales and tend to overlap the period of receivables buildup. 
Therefore, borrowings may not last as long, but may reach higher levels 
than if the company used level production.

SEASONAL CASH DISBURSEMENTS
The second seasonal business pattern that often causes seasonal 
borrowing is cash disbursements that are not level throughout the year, 
even when sales are level. Remember that expenses may be accrued 
evenly during the year, but cash payments may be uneven.

Examples of cash disbursements that may not be level throughout the 
year include:

• Dividends

• Estimated or final tax payments.

• Bonuses

• Expenditures for an annual catalog.
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NOTES:

DIMENSION 4 - 15

SEASONAL CASH RECEIPTS
The third and least common seasonal business pattern that contributes 
to seasonal borrowing is uneven cash receipts despite fairly level sales. 
This situation occurs in some businesses when it is customary to allow 
customers to have special payment terms based on their seasonal ability 
to pay (often described as dating of receivables). Such companies might 
need to borrow to carry the higher receivables they will have as a result 
of offering extended terms to their customers.

Situations in which receipts might not be level throughout the year 
include the following:

• Suppliers to farmers may sell throughout planting and growing 
seasons, but are not paid until farmers harvest and sell the crops.

• Suppliers to government agencies may sell throughout the year, but 
are paid as the agency receives funding allocations.

• Suppliers to educational institutions may sell throughout the term, 
but are paid when students pay tuition.

DISTINGUISHING BETWEEN SEASONAL AND 
BASE-LEVEL ASSETS
Current assets are either permanent or temporary.

• A permanent base level of current assets, such as receivables and 
inventory, is required to support the relatively low level of sales that 
occurs during nonpeak periods. That base level of current assets 
is just as permanent as, although more liquid than, a company’s 
investment in fixed assets, such as plant and equipment.

• A temporary, incremental level of receivables or inventory is required 
to support the higher level of sales that occurs during peak periods. 
Only that incremental level of current assets is temporary or 
seasonal; the base level of current assets is permanent.
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DIMENSION 4 - 16

The graph that follows depicts incremental current assets building up in 
addition to permanent current assets and fixed assets for a manufacturer 
of submersible pumps used in decorative fountains, waterfalls, and 
birdbaths. When you look at the graph, take note of the following:

• The company begins its fiscal year in November with no seasonal 
assets; total assets are approximately $200,000.

• By May, incremental assets needed for seasonal sales have increased 
total assets to almost $300,000 (probably inventory increased in 
February and March and has begun to subside by May as receivables 
are increasing rapidly with seasonal sales).

• By the fiscal year-end at October 31, incremental assets have been 
liquidated (inventory sold and receivables collected), and the 
company has shrunk back to its low point of base-level assets.

SEASONAL AND BASE-LEVEL  
ASSETS

This concept of seasonal and base-level assets is significant because:

• Permanent base-level current assets should be supported by net 
worth or long-term debt. If they are supported by current liabilities, 
those current liabilities cannot be reduced through asset conversion.

• Only the temporary seasonal assets will liquidate and provide cash to 
repay loans.
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DIMENSION 4 - 17

The following graph depicts a liability structure that is appropriate 
to support the pump manufacturer’s base-level and seasonal asset 
requirements: Temporary current debt supports temporary current 
assets.

As you study the graph, notice the following:

• Only the temporary current debt (which is truly seasonal) will be 
repaid from shrinking assets from seasonal to base levels.

• The permanent current debt, such as revolving bank loans, and 
such long-term debt as term loans with scheduled payments, will be 
repaid only from profits and cash benefits of depreciation and other 
noncash charges.

SEASONAL AND PERMANENT  
LIABILITIES

November April/May October 

 0 100 0 Temporary current debt

 100 100 100 Permanent current debt  
    or LTD

 +100 +100 +100 Equity 
   

 200 300 200 TOTAL LIABILITIES 
    AND EQUITY
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DIMENSION 4 - 18

To quantify the amount of temporary current assets that you can expect 
to shrink and repay temporary current liabilities, compare receivables 
and inventory balances on interim and year-end statements. The 
difference between the low and high points of combined receivables and 
inventory is the temporary current asset requirement, the amount that 
can be soundly supported by temporary current liabilities.

Example: Company A’s quarterly interim financial statements illustrate 
temporary asset and liability patterns similar to those in the preceding 
graphs.

 9/30/X0 12/31/X0 3/31/X1 6/30/X1 9/30/X1

Receivables $  495 $  434 $  263 $1,717 $  522

Inventory  1,120  1,333  1,756  1,085  1,302 
     

Total $1,615 $1,767 $2,019 $2,802 $1,824

Peak temporary current assets of $2,802,000 occur at 6/30/X1; by 
9/30/X1 assets have shrunk to their base level of $1,824,000. Company 
A could repay $978,000 in temporary current liabilities through asset 
conversion (inventory and receivables converted to cash).

It is possible that combined receivables and inventory peaked earlier in 
the quarter ended 6/30/X1 and had started shrinking by quarter-end, 
or they continued to rise until sometime in the fourth quarter and 
then fell to the low level by 9/30/X1. If you cannot obtain monthly 
statements, which many companies do not prepare because they 
can be time consuming and expensive, confirm the actual peak with 
management.

Notice that the lowest level of combined receivables and inventory 
in Fiscal Year X1 actually occurred at 12/31/X0. However, since that 
amount was higher than the balance at the preceding fiscal year-end, we 
do not believe it is the low point. Instead it reflects an increase in the 
base level of current assets as a result of either sales growth or declining 
efficiency.

In other words, Company A experienced an increase in combined 
receivables and inventory equal to $1,187,000 ($2,802,000 - 
$1,615,000) but was able to repay only $978,000 ($2,802,000 - 
$1,824,000) from shrinkage of seasonal assets back to base levels. The 
rest, $209,000 ($1,187,000 - $978,000), has become a part of base-
level assets and could be repaid only from profits.
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DIMENSION 4 - 19

When sales are increasing annually as well as seasonally, or when 
the cash cycle is lengthening owing to permanent as well as seasonal 
declines in receivables or inventory turnover, the distinction between 
temporary and base-level assets is more difficult to see. It is important 
to isolate them so that you can properly assess the borrowing cause and 
repayment source and therefore the loan’s risk and realistic maturity.

When increases occur both in temporary current assets and in 
permanent base-level assets, it may help you to think of the pattern in 
the graph below. The permanent increase in base-level assets may be the 
result of sales growth or declining efficiency.

SEASONALITY AND GROWTH  
BASE-LEVEL ASSETS
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DIMENSION 4 - 20

CASH FLOW STATEMENT ANALYSIS
Cash repays debt. The income statement and beginning and ending 
balance sheets for a period provide the information necessary to 
calculate cash flow. 

In cash flow analysis you need to: 

• Distinguish between profit and cash flow. 

• Understand the three categories of cash flow: 

 – Operating 

 – Investing 

 – Financing 

• Recognize the benefits and limitations of the statement of cash flow. 

• Analyze the quality of the cash flow. 

• Identify operating and extraordinary demands on cash flow. 

• Isolate historical cash flow available for debt service. 

• Project cash flows that will be available for future debt service. 
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DIMENSION 4 - 21

CASH FLOW STATEMENT FORMATS
You must determine how the statement of cash flow assists in 
reconciling the results of a company’s financial performance for a year 
to the change in cash from beginning to end of the year. 

There are different methods of calculating or measuring cash flow. 
Each financial institution has its preferred method of analyzing and 
presenting cash flow. Some institutions use the direct method and some 
use the indirect method, yet others use a hybrid method developed 
for their particular purposes. Short-term lenders may favor the direct 
method of cash flow analysis while long-term lenders may prefer the 
indirect method. 

The Statement of Financial Accounting Standards (SFAS) allows, under 
SFAS No. 95, either the direct or indirect method. Regardless of the 
method, the primary purpose of SFAS No. 95 is to provide managers, 
investors, lenders and other interested constituents with additional 
information about the financial health of a company. When the 
accounting profession issues an audit, it usually includes the indirect 
cash flow in the financial statements. You are able to construct the direct 
cash flow statement when the income statement and balance sheet are 
spread using one of the software packages available in the market today. 

Topics included in this discussion are:

• Direct versus indirect cash flow. 

• Cash flow terminology for the direct method. 

• Analyzing cash flow. 

• Cash flow ratio analysis.
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DIMENSION 4 - 22

DIRECT VS. INDIRECT CASH FLOW
What are the differences between direct and indirect cash flow? 

Direct cash flow is known as the top down” approach, while the indirect 
cash flow is known as the bottom up approach. 

• The starting points are different. Direct cash flow starts with the 
top line on the income statement (net sales) whereas the indirect 
cash flow starts with the bottom line on the income statement (net 
income). 

• Direct cash flow starts with the income statement (net sales) and 
methodically adjusts the corresponding balance sheet accounts 
(sometimes referred to as the buddy accounts) to highlight which 
changes in the working capital assets are affecting the cash flow 
generated from operations. 

• Direct cash flow breaks out interest expense. Interest expense in the 
indirect cash flow is included in the net income figure, so you can’t 
tell how comfortably the company can pay its interest. 

• CPLTD (current portion long term debt) is broken out as a claim 
against the operating cash flows of a company in the direct method. 
The indirect method combines CPLTD with other changes in 
long-term debt to arrive at a net number for an increase or decrease 
in long-term debt. It is not as easy to determine from the indirect 
method how maturing long-term debt has been financed, either 
from new long-term debt or from operating cash flow. 

• The direct cash flow statement does not include net income, and, as 
a result, it is harder to determine the sustainable profitability and, 
ultimately, the long-term debt-service capacity of your customer. 

Both methods of presenting cash flow facilitate the analysis of the 
internally generated sources of cash flow that are available to service 
debt. 
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DIMENSION 4 - 23

The primary purpose of SFAS 95 is to provide the many different 
interested parties with information about the financial performance of a 
business. Your analysis should focus on how a company is positioned to 
handle its institutional debt relationship: 

• Can it pay interest? 

• Can it pay CPLTD? 

• How much external financing does the company require? 

• How have these external financing needs been met? 

Cash flow analysis also provides answers to the following four basic 
questions: 

• Is cash flow from operations sufficient to pay interest on all debt? 

• Is cash flow from operations sufficient to repay scheduled maturities 
of LTD (Long Term Debt)? 

• What are the company’s financing requirements (or financing 
surplus) after capital expenditures and other long-term investments? 

• How has the company financed it activities? Is it through additional 
debt or equity, or the draw-down of cash balances? 

The cash flow statement provides a picture of the company’s functions 
broken down by current (operating activities) and long-term (investing 
activities) requirements, and the funding (financing activities) necessary. 
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DIMENSION 4 - 24

BASIC CASH FLOW CONCEPTS
The sources or inflows of cash are from: 

• Revenues 

• Decreases in assets 

• Increase in liability 

• Increase in equity 

The uses or outflows of cash are from: 

• Expenses 

• Increase in assets 

• Decrease in liability 

• Decrease in equity 

Only by understanding the underlying reason for the change in these 
categories, can you determine the true effect on cash flow. 

For funding purposes, the primary sources of cash for operating and 
investing activities will be: 

• Cash from operations. 

• Cash from external financing (either debt or equity). 

• Drawing down on existing cash balances. 

DIRECT AND INDIRECT CASH FLOW 
STATEMENT FORMATS
The following exhibits illustrate the direct and indirect cash flow 
statement formats. 

DIRECT CASH FLOW STATEMENT
The following is an example of a direct cash flow statement worksheet: 
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DIMENSION 4 - 25

CASH FLOW WORKSHEET (PAGE 1 OF 2)
1. Net Sales Revenue–Y2*
2.  Accounts Receivable–Y1
3.  Accounts Receivable–Y2 ( )
4. CASH FROM SALES    __________________
5. Cost of Goods Sold–Y2 ( _____________________ ) 
6. Depreciation in Cost of Goods Sold (if any)  _______________________
7.  Inventory–Y1  _______________________
8.  Inventory–Y2 ( _____________________ )
9.  Accounts Payable–Y1 ( _____________________ )
10.  Accounts Payable–Y2  _______________________
11.  Other Accounts Payable–Y1 ( _____________________ )
12.  Other Accounts Payable–Y2  _______________________
13.   CASH PRODUCTION COSTS   ( __________________ )
14.   GROSS CASH PROFITS
15. Operating Expenses (SG&A)–Y2 ( _____________________ )
16. Depreciation and/or Amortization in SG&A (if any)
17.  Prepaids–Y1
18.  Prepaids–Y2 ( )
19.  Accruals–Y1 ( )
20.  Accruals–Y2  _______________________
21.   CASH OPERATING EXPENSES( )   ( __________________ )
22.   CASH AFTER OPERATIONS (+/-)    __________________
23. Miscellaneous Income
24. Miscellaneous Expense ( _____________________ )
25.  Other Current Assets–Y1
26.  Other Current Assets–Y2 ( )
27.  Other Current Liabilities–Y1 ( )
28.  Other Current Liabilities–Y2
29.  Other Noncurrent Assets–Y1
30.  Other Noncurrent Assets–Y2 ( )
31.  Other Noncurrent Liabilities–Y1 ( )
32.  Other Noncurrent Liabilities–Y2
33.   TOTAL MISCELLANEOUS (+/-) ( )
34. Tax Provision–Y2 ( )
35. or Tax Benefit–Y2
36.  Taxes Payable–Y1 ( _____________________ )
37.  Taxes Payable–Y2  _______________________
38.  Deferred Taxes–Y1 ( _____________________ )
39.  Deferred Taxes–Y2  _______________________
40.  Tax Refunds Due–Y1  _______________________
41.  Tax Refunds Due–Y2 ( _____________________ )
42. CASH TAXES PAID (+/-) ( )  __________________
43. NET CASH AFTER OPERATIONS (+/-)    __________________
44.  Interest Expense–Y2 ( )
45.  Interest Payable–Y1 ( )
46.  Interest Payable–Y2
47. Dividends–Y2 ( )
48.  Dividends Payable–Y1 ( )
49.  Dividends Payable–Y2
50.   FINANCING COSTS ( )
51.   NET CASH INCOME   ( __________________ )

*Y2 is the year for which the cash flow is being constructed: Y1 is the previous year.



C
RC

 U
S 

Bo
dy

 o
f K

no
w

le
dg

e
DIMENSION 4 - 26

CASH FLOW WORKSHEET** (PAGE 2 OF 2)
52. Current Maturities Capital Lease Obligations–Y2   ( ____________ )  

53.   TOTAL DEBT AMORTIZATION( )     ( )

54.   CASH AFTER DEBT AMORTIZATION(+/-)

55.  Net Fixed Assets–Y2( ) ( ) 

56.  Net Fixed Assets–Y1

57.  Change in Net Fixed Assets (+/-)( )   ( ____________ )

58.  Depreciation–Y2( )   ( ____________ )

59.   CAPITAL EXPENDITURES( )      __________

60.  Intangibles–Y1  ___________

61.  Intangibles–Y2( )  ___________

62.  Investments–Y1  ___________

63.  Investments–Y2( ) ( )

64.   TOTAL LONG-TERM INVESTMENTS (+/-)( )     ( )

65.   FINANCING SURPLUS/REQUIREMENT( )

66. Short-term Debt–Y1( ) ( )

67. Short-term Debt–Y2

68.  Change in Short-term Debt (+/-)    _____________

69. Current Maturities Long-term Debt–Y2  ___________

70. Long-term Maturities Long-term Debt–Y2  ___________

71.  Total Long-term Debt–Y2  ___________

72.  Long-term Maturities Long-term Debt–Y1( ) ( )

73.  Change in Long-term Debt(+/-)

74. Subordinated Debt–Y1( ) ( )

75. Subordinated Debt–Y2

76.  Change in Subordinated Debt Obligations (+/-)

77.  Equity–Y1*** ( )

78.  Equity–Y2***

79.   Change in Equity (+/-)***    _____________

80.   TOTAL EXTERNAL FINANCING (+/-)

81.   CALCULATED CHANGE IN CASH (+/-)      __________

82.   ACTUAL CHANGE IN CASH (+/-)      __________

** Write results of column 1 calculations in column 2, and results of column 2 in column 3.
*** Reflect only the change in common stock, not retained earnings
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DIMENSION 4 - 27

INDIRECT CASH FLOW STATEMENT
The following is an example of an indirect cash flow statement worksheet

1. Net Income (after tax)   

2. Plus: Depreciation & Amortization    

 Income Statement Cash Flow   

3. Accounts Receivable–Decr. (Incr.)   

4. Inventory–Decr. (Incr.)   

5. Miscellaneous Current Assets–Decr. (Incr.)   

6. Accounts Payable–Incr. (Decr.)   

7. Accrued Expenses–Incr. (Decr.)   

8. Income Tax Payable & Deferred Tax–Incr. (Decr.)   

9. Other Current Liabilities–Incr. (Decr.)   

10. Other Noncurrent Liabilities–Incr. (Decr.)   

 OPERATING CASH FLOW   

11. Marketable Securities–Decr. (Incr.)   

12. Long-term Investment–Decr. (Incr.)   

13. Fixed Assets–Decr. (Incr.)   

14. Nonrecurring Gain (Loss)   

15. Intangible & Other Noncurrent Assets–Decr. (Incr.)   

 INVESTING CASH FLOW   

 Cash Flow before Financing   

16. Short-term Debt–Incr. (Decr.)   

17. Long-term Debt–Incr. (Decr.)   

18. Subordinated Debt–Incr. (Decr.)   

 Debt Financing Cash Flow   

19. Capital Stock–Incr. (Decr.)   

20. Dividends Paid   

21. Adjustments to Retained Earnings   

22. Minority Interest–Incr. (Decr.)   

 Equity Financing Cash Flow   

 FINANCING CASH FLOW  

23. Beginning Cash   

24. Operating Cash Flow   

25. Investing Cash Flow   

26. Financing Cash Flow   

 COMPREHENSIVE CASH FLOW   

27. ENDING CASH   
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DIMENSION 4 - 28

CASH FLOW TERMINOLOGY: DIRECT 
METHOD
The indirect cash flow is generally provided in the auditor’s financial 
reports and is self-explanatory. 

The direct cash flow must be constructed and the resulting presentation 
requires further explanation. If you choose to use the direct cash flow 
method in your analysis, the following terms will be helpful: 

•  Cash from sales:  
 
That portion of the present year’s sales collected in the present year, 
plus any amounts from previous years’ sales collected during the 
present year. 

• Cash production costs:  
 
Cash expended during the present year to produce goods for sale 
(manufacturer) or to acquire merchandise (wholesaler or retailer). In 
the case of a manufacturing company, this figure may be adjusted for 
depreciation as well as for changes in inventory, accounts payable, and 
other payables. 

• Gross cash profit:  
 
The difference between cash from sales and cash production costs. 

• Cash operating expenses:  
 
Actual cash spent during the present year for selling, general, and 
administrative expenses. SG&A will be adjusted for depreciation as 
well as for changes in prepaid and accrued expenses. 

• Cash after operations:  
 
Computed by subtracting cash operating expenses from gross cash 
profit. 
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DIMENSION 4 - 29

• Net cash after operations: 
 
Cash remaining after adjusting cash after operations to reflect net 
cash outlays (or inflows) arising from changes in income taxes and in 
miscellaneous assets and liabilities. It is the amount of cash available 
for servicing interest on bank debt. Investigate large miscellaneous 
sources and uses of funds. 

• Net cash income:  
 
Computed by deducting financing costs (interest, dividends, or 
withdrawals) from net cash after operations. 

 

• Cash after debt amortization (CADA):  
 
Computed by subtracting the current maturities of term debt 
outstanding at the end of the previous year from net cash income. If, 
after this deduction, there is still a positive figure, it could mean that 
a company has been able to generate sufficient cash from its internal 
operations to meet all its current obligations to its debt holders, 
including interest and principal payments on your institution’s 
debt. If the figure is negative, your customer must resort to external 
sources of financing to meet these obligations and make any capital 
expenditures. 

• Financing requirements or surplus:  
 
Computed by subtracting fixed-asset purchases and expenditures 
for long-term investments from cash after debt amortization. This 
measures either the magnitude of external financing needed or the 
cash generated in excess of all needs of the business. 

• Calculated change in cash:  
 
External financing refers to the provision of additional cash to a 
company from new debt or equity. This entry will result in an excess 
or shortfall of cash after adjusting the financing requirement or 
surplus by the amount of any external financing. 

• Actual change in cash:  
 
This represents the change in the cash account on the balance sheet 
from the preceding year to that of the current year. The change in 
cash includes changes in other cash equivalent accounts, such as 
marketable securities classified as current assets.
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DIMENSION 4 - 30

ANALYZING CASH FLOW
Whether using the direct or indirect methods, the overall approach to 
measuring cash flows is to: 

• Adjust accrual revenues and expenses to a cash basis, by measuring 
changes in related balance sheet accounts and determining whether 
each balance sheet change was a source or a use of cash. 

• Eliminate noncash expenses, such as depreciation and amortization, 
from operating activities in determining cash flow from operations. 

• Combine depreciation and amortization with changes in noncurrent 
assets, and measure their effect on investing activities. 

• Measure changes in short and long-term debt and paid-in equity to 
determine their effect on financing activities. 

Once you have constructed a cash flow statement (or prepared one 
using an automated financial statement spreading program), the most 
important cash flow analytical step is to use the statement to assess the 
quality of the customer’s cash flow.

CASH FLOW QUALITY
Cash flow quality depends on the source and repeatability of the cash 
flow. Cash flow sources important to you are those that: 

• Are sustainable and reasonably predictable over the ensuing three to 
five years. 

• Increase your margin of protection and indicate your customer’s 
economic viability.

Analyzing cash flow means determining if there are sufficient high-
quality and continuous sources of funds to meet all the financial 
demands placed on the cash flow, while still leaving enough cash to 
repay your customer’s obligations. Your customer can have positive cash 
flows but be in a declining financial condition—a scenario that does not 
bode well for debt repayment over the long-term. The opposite is also 
true, in that a growing company can have negative cash flow but exhibit 
profitable operations. In this case, you need to understand the nature 
of the growth and assure yourself that management has control of the 
expanding business. If a company is too successful, it can put strains 
on the banking relationship by requiring large amounts of external 
financing. 
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DIMENSION 4 - 31

ASSESSING QUALITY OF CASH FLOW
• The most desirable cash flows are those from authentic and 

repeatable revenues and related noncash expenses. They are the cash 
flows that improve margins of protection because they are repeatable 
and they are the result of the company’s economic earning power. 

• The second most desirable sources are improvements in asset 
efficiency and the proceeds of additional equity. Improved efficiency 
might not be repeatable, but it is a sign of good management 
and enables the company to improve its return on assets while 
maintaining the same profit margins. The proceeds from additional 
equity are not usually a predictable recurring source of cash. 

• The least desirable sources are flows from additional debt or from 
the sale of assets. Additional debt, while it may have benefits 
for your customer, increases leverage, can reduce profitability by 
adding to the interest burden, and can reduce liquidity by adding 
to annual principal debt service (all of which weaken your margin 
of protection). Sale of an asset may also have immediate onetime 
benefits, but if it is an operational asset, it can reduce the future 
earning power of your customer. 

To analyze the demands on cash flow you should: 

• Look carefully at the statement of cash flows and identify the 
negative flows within each category. 

• Consider whether each negative cash flow is a one-time, irregular 
event or if it is likely to be recurring. 

• Consider if the amount of each negative cash flow is typical for that 
transaction or if it is unusually low or high. 

• Decide if the event or transaction producing the negative cash flow is 
within the control of management. 

• Compare historical demands with historical sources, and expected 
future demands with expected future sources. 

In both the direct and indirect cash flow formats, analyze operating and 
investing activities and the effect of the resulting surplus or deficit on 
financing activities. There are three levels of analysis:

• Analyzing operating cash flows. 

• Analyzing investing cash flows. 

• Analyzing financing cash flows. 
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DIMENSION 4 - 32

ANALYZING OPERATING CASH FLOW
When using an indirect method cash flow statement, focus on the 
operating cash flow section of the statement. If you are working with a 
direct method cash flow statement, focus your analysis on the portion 
of the statement that ends with net cash after operations. Using either 
method, it is important to distinguish between the two types of cash 
flows included in this category: earnings and cash cycles. Cash flow 
derived from earnings is dependent on business fundamentals, whereas 
the cash cycle is driven by swing factors. By business fundamentals, we 
mean management of the company’s gross profit and its operating 
expenses. By swing factors, we mean management of the company’s 
trading accounts: accounts receivable, inventory, and accounts payable.

• Positive operating cash flow can be attributable to strong 
fundamentals. A company that generates sustained gross profit and 
succeeds at controlling its operating expenses has not only strong 
accrual profit in each sale dollar, but also great potential for cash 
profits.

• Changes in the swing factors reflect a company’s ability to manage 
its working capital assets, and these changes can have a significant 
influence on cash flow. For example, growth in accounts receivable 
and inventory consume company cash, but growth in accounts 
payable is a source of cash.

Keep in mind that the cash benefits of strong fundamentals can be 
erased by poor management of the swing factors. Conversely, if there 
is a temporary strain on fundamentals—perhaps a year in which a 
company decided to buy its way into a new market through aggressive 
price competition—astute management of the swing factors can help 
compensate for the cash flow lost to poor margins. Whenever the 
combination of fundamentals and swing factors produces positive 
operating cash flow, there is an added margin of protection for you. 

Carefully consider the components of operating cash flow to form 
your opinion of the quality and sustainability of cash flow. Cash 
from continued operating activities is higher quality than cash from 
discontinued operations. Cash from the sale of operating assets is 
generally neither predictable nor repeatable, so is of lesser quality than 
cash from operating activities. A key entry to look at is the magnitude 
of the miscellaneous income/(expense), as this category reflects 
nonoperating cash flows and is suspect in terms of sustainability. 
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If you are analyzing a Uniform Credit Analysis (UCA) direct method 
cash flow statement, you have the additional benefit of being able to 
determine whether debt service—principal and interest payments—has 
been provided by operating cash flow. On the UCA statement, look to 
see if Net Cash after Operations is adequate to cover financing costs, 
which include interest expense and dividends. If so, the next subtotal 
on the statement, Net Cash Income will be positive. Then, check 
to see if Net Cash Income is adequate to cover the company’s debt 
service, or current portion of long-term debt. If so, Cash after Debt 
Amortization will be positive. If either Net Cash Income or Cash after 
Debt Amortization is a negative number, it is likely that your customer’s 
interest and/or debt service was covered by additional debt (perhaps 
drawing on your line of credit) or by an equity infusion. 

The accountant-prepared direct method cash flow statement does 
not provide these two interim sections (Net Cash Income and Cash 
after Debt Amortization). In a traditional direct method statement, 
interest expense is included in operating expenses, and debt service 
is incorporated in the financing cash flows section. Similarly, there 
is no explicit measure of debt service from operating cash flows on 
the indirect method cash flow statement. The UCA format has been 
adapted by banks from the traditional direct method statement largely 
to enable you to evaluate debt service coverage from operating cash 
flows. Although you certainly can interpret cash flow coverage using an 
indirect method statement or the traditional (non-UCA) direct method 
statement, consider the advantages of using the UCA format to isolate 
debt service coverage from operating cash flows. Most of the vendors 
of automated financial statement spreading programs provide the UCA 
report option in addition to the indirect method statement. 

ANALYZING INVESTING CASH 
FLOWS
When using an indirect method statement, focus on the Investing 
Cash Flows section. On a direct method statement you should focus 
on capital expenditures and long-term investments. Investing cash 
flows include cash flow from investment activities, such as buying and 
selling plant and equipment, rental properties, and stock in affiliates or 
subsidiaries. Changes in marketable securities are also classified as an 
investment when the securities are held for long-term investment rather 
than as cash equivalent. 

When a company has not disposed of any long-term assets, investing 
cash flow will include only expenditures to acquire long-term assets. 
Investing activities are negative for most companies until they enter 
a declining stage in their life cycle, i.e., they reinvest less than they 
dispose. If a company has positive investing cash flows, you should 
determine if this is a one-time event or a trend. If the investing cash 
flow is negative, ask questions to determine future requirements. 
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ANALYZING FINANCING CASH 
FLOWS
With an indirect method cash flow statement, focus on the Financing 
Cash Flows section of the report. Using a direct method or UCA 
statement, focus on the reported changes in external debt and equity. 
For both methods, these changes tell you how the company financed its 
total cash requirement or how it disposed of (invested) any cash surplus. 

The direct method looks at changes in short-term debt, long-term debt, 
and equity less the current portion of long-term debt (CPLTD) that has 
already been considered in the operating cash flows. 

The indirect method first combines new borrowing and repayments 
of short-term debt and discloses the net change. Then, it combines 
that number with separate figures for advances of long-term debt, 
repayments of long-term debt, and increases and decreases in net worth 
(other than from profits or losses). 

Lenders prefer to see sources of cash flow that increase net worth 
because that increase represents a margin of protection. On the other 
hand, positive cash flow from increased debt can increase the leverage of 
the company. The netting of increases and decreases in short-term debts 
limits your ability to understand how much total debt the company 
might have placed or repaid during the year, or the high and low 
borrowing points. You need to refer to the footnotes included in the 
financial statements to get more information. 

CASH FLOW RATIO ANALYSIS
There are several ratios that will help you evaluate cash flow:

CASH MARGIN RATIO (DIRECT OR UCA 
DIRECT CASH FLOW)
Using the direct method cash flow statement, compute this ratio by 
dividing gross cash profit by net sales. The result is an indication of 
the percentage of each sales dollar that remains as cash after payment 
of all production (for a manufacturing company) or acquisition (for a 
wholesaler or a retailer) costs.

Cash gross profit
Net cash from sales
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DEBT SERVICE COVERAGE RATIO (INDIRECT 
CASH FLOW)

Net income + Depreciation + Amortization

CPLTD

This ratio is commonly used based on an indirect method cash flow 
approach, but it has severe limitations:

• It implies that all net income has equal cash potential. 

• It does not account for major demands on cash flow such as capital 
expenditures, dividends or working capital changes caused by sales 
growth or declining efficiency.

• It implies that loan repayment will have a first claim on cash flow. 

FIXED CHARGE COVERAGE RATIO (INDIRECT 
CASH FLOW)

Earnings before Interest and taxes (EBIT) + Lease and rental expense

Interest expense + Lease and rental expense + CPLTD

This measure also uses an indirect approach to measuring cash flow and 
has the same limitations as the debt service coverage ratio. This measure 
recognizes that the borrower may have recurring charges, such as for an 
operating lease, which competes with loan payment for the company’s 
cash flow. 

CASH COVERAGE RATIO (UCA DIRECT CASH 
FLOW)

Net cash after operations

Financing costs + CPLTD

This ratio addresses the question of whether the borrower is able to 
meet its debt obligations, both principal and interest, and any dividend 
payments, from internally generated cash. Calculated by dividing net 
cash after operations by financing costs plus scheduled payments on 
long-term debt. A ratio of greater than 1:1 indicates no reliance on 
external financing to make the required payments. A ratio of less than 
1:1 means that a company must raise external financing elsewhere 
(under its short-term line of credit, from new long-term debt, or from 
shareholders) to service its obligations to lenders and to stockholders 
and to fund its capital expenditure requirements.



NOTES:

C
RC

 U
S 

Bo
dy

 o
f K

no
w

le
dg

e
DIMENSION 4 - 36

ADJUSTING CASH FLOW ANALYSIS 
FOR OFF-BALANCE SHEET EVENTS
In Dimension 3, we discussed the need to incorporate certain balance 
sheet adjustments in your ratio calculations, such as the leverage 
calculation. The adjustments in question included capitalizing operating 
leases, adding off-balance sheet commitments and contingencies, 
estimating pension liability, and estimating recourse liability for 
securitized receivables. If you have made these adjustments to fine 
tune your evaluation of a customer’s leverage, you should also consider 
determining if any of the adjustments are likely to result in cash 
outlays in the intermediate term. In other words, if you are using 
financial projections to assess repayment ability in the next three to 
four years, consider the potential cash impact of the guarantees or other 
contingencies. 

In the very near term, you generally do not need to be concerned 
about cash impact of these adjustments. If you are receiving audited 
financial statements, and if the company’s CPA identified a reasonable 
probability that the company would need to satisfy a contingent 
liability, that amount would be recorded as a current liability in the 
statements you are evaluating. However, in the second year and beyond 
of your projection, you should consider the likelihood of outlays to 
satisfy these contingencies. 

You also do not need to be concerned about adjusting for operating 
leases in your cash flow analysis because the statement of cash flows 
already reflects the actual cash outlay for lease payments. However, 
remember to consider the operating leases when identifying cash flow 
coverage using the fixed charge coverage ratio.
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ANALYZING FINANCIAL 
EFFICIENCY: CASH FLOW DRIVERS
By understanding the quality and demands of cash flow, you can use 
the following cash flow-related ratios to fine-tune the analysis and 
stress test the company’s ability to repay debt. Not surprisingly, ratio 
analysis focuses on the business fundamentals and the swing factors. In 
combination, they are the primary determinants of cash flow. Together, 
business fundamentals and swing factors are sometimes called cash flow 
drivers. These are the critical ratios that require “what if ” analysis when 
reviewing any projections for the company. 

We analyze business fundamentals using four ratios that evaluate the 
company’s key profitability components. We analyze swing factors using 
three turnover ratios that relate to the company’s efficiency in managing 
its working capital assets. 

BUSINESS FUNDAMENTALS
With the exception of sales growth, the following ratios are accrual 
accounting measures of performance:

• Sales growth 

• Gross profit margin.

• Operating expense percent. 

• Operating profit margin. 

SALES GROWTH

Sales Year 2 – Sales Year 1 x 100 (%) 

Sales Year 1

Sales growth usually causes an increase in a company’s working capital 
investment because each new sales dollar creates a receivable dollar (if 
sales are all on credit), and new sales are supported by new inventory, 
of which purchased components are financed using new trade credit. 
To estimate the cash impact of sales growth based on working capital 
growth, multiply the growth percentage times each working capital 
component. The following table illustrates a worksheet to estimate this 
cash impact.
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SALES GROWTH

A/R $ end of Year 1 Times Year 2 sales growth % = Cash Impact1

Inventory $ end of Year 1 Times Year 2 sales growth % = Cash Impact

A/P $ end of Year 1 Times Year 2 sales growth % = Cash Impact

Total cash impact of growth

GROSS PROFIT MARGIN*********

Gross profit x 100 (%)

Net sales

Changes in the gross profit margin impact cash flow. A higher profit on each sale means the customer keeps more 
of each sale dollar; a lower profit means the customer keeps less of each sale dollar. Although the gross profit is 
calculated from the accrual income statement, and thus there is not a direct correspondence between gross profit 
dollars and gross cash profit dollars, a change in the profit percentage of each sale nonetheless drives the ultimate 
cash collection from each sale. You may estimate more accurately if you eliminate any depreciation expense in cost 
of goods sold before calculating the gross profit margin.

To estimate the cash impact of a change in the gross profit margin, first calculate the change in the gross margin 
(i.e., 45% in year 2 minus 44% in year 1 = a 1% improvement). Then, multiply the change percentage times the 
second year’s sales.

GROSS PROFIT MARGIN 

Change in gross margin % Times Year 2 sales dollars = Cash Impact2

OPERATING EXPENSE PERCENT

Operating Expense x 100 (%) 
Net Sales

1 Receivable and inventory growth consumes cash, so their cash impact should be recorded in brackets. Payable growth provides cash, so 
its cash impact should be recorded as a positive number.

2 If the gross margin increased, show the cash impact as a positive number. If it decreased, show the cash impact in brackets because a 
decrease in the gross profit margin reduces cash from each sale.
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Very similar to the gross profit margin, changes in operating expenses as a percent of sales either provide or 
consume cash. To make a more accurate estimate, eliminate any depreciation expense from operating expenses 
before calculating the operating expense percent.

To estimate the cash impact of a change in the operating expense percent, first calculate the change in this ratio 
(i.e., 22% in year 2 minus 20% in year 1 = a 2% increase in expenses). Then, multiply the change percentage 
times the second year’s sales.******

OPERATING EXPENSE % 

Change in operating expense % Times Year 2 sales dollars = Cash Impact3

SWING FACTORS
Swing factors, measured by turnover ratios, are also called efficiency ratios and relate to how efficiently the 
company manages its accounts receivable, inventory, and accounts payable. Loss of efficiency consumes cash, and 
increases in efficiency provide cash to the company. The swing factors are:

• A/R days outstanding. 

• Inventory days outstanding. 

• A/P days outstanding.

ACCOUNTS RECEIVABLE (DAYS)

Accounts Receivable x 365
Net Sales

If a company has collected its receivables faster than in the prior year, it has shortened its cash cycle. The reverse is 
true if collections have taken longer. To estimate the cash flow impact of a change in the number of days’ sales in 
accounts receivable, first calculate the change in A/R days (i.e., 38 days in year 2 less 36 days in year 1 = a 2-day 
improvement). Then, multiply the change in days times one day’s average sales for year 2.

3 If the operating expense percent decreased, show the cash impact as a positive number. If it increased, show the cash impact in brackets 
because an increase in operating expenses reduces operating cash flow.



C
RC

 U
S 

Bo
dy

 o
f K

no
w

le
dg

e
DIMENSION 4 - 40

ACCOUNTS RECEIVABLE DAYS   

ACCOUNTS RECEIVABLE 

Change in A/R Days
times Year 2 sales dollars

= Cash Impact4

365

INVENTORY (DAYS)  *******

Inventory x 365

Cost of Goods Sold

If a company has reduced its inventory days on hand compared to the prior year, it has shortened its cash cycle. 
The reverse is true if inventory days on hand have grown. To estimate the cash flow impact of a change in the 
number of inventory days on hand, first calculate the change in inventory days (i.e., 63 days in year 2 less 59 days 
in year 1 = a 4-day loss of efficiency). Then, multiply the change in days times one day’s average cost of goods sold 
for year 2. For a more accurate estimate, eliminate any depreciation from cost of goods sold before calculating 
inventory days each year.

ACCOUNTS PAYABLE 

Change in Inventory Day
times Year 2 COGS dollars

= Cash Impact5 
365

ACCOUNTS PAYABLE (DAYS)********

Accounts Payable x 365

COST OF GOODS SOLD OR PURCHASES 

If a company is receiving less trade credit and thus has reduced its accounts payable days compared to the prior 
year, it has lengthened its cash cycle. The reverse is true if payable days have grown. To estimate the cash flow 
impact of a change in the number of accounts payable days, first calculate the change in payable days (i.e., 45 
days in year 2 less 41 days in year 1 = a 3-day loss of efficiency). Then, multiply the change in days times one day’s 
average cost of goods sold for year 2. For a more accurate estimate, eliminate any depreciation from cost of goods 
sold before calculating inventory days each year. Also, if you have enough detail to isolate purchases from cost of 
goods sold, using purchases instead of cost of goods sold will be more accurate, as trade credit is extended only for 
purchased goods, not for the many other components of cost of goods sold typical of a manufacturer.

4 If A/R days decreased, show the cash impact as a positive number. If it increased, show the cash impact in brackets because an increase 
in the A/R portion of the cash cycle reduces cash flow.

5 If inventory days decreased, show the cash impact as a positive number. If it increased, show the cash impact in brackets because an 
increase in the inventory portion of the cash cycle reduces cash flow.
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ACCOUNTS PAYABLE 

Change in A/R Days
times Year 2 COGS or purchases

= Cash Impact6 
365

ANALYZING THE CASH FLOW DRIVERS******** 

It is useful to look at all the cash flow drivers together, to be able to see which of the three driver families (sales 
growth, fundamentals, or swing factors) had the most influence over cash flow trends during the years you are 
analyzing. Construct a worksheet similar to the following to see the cash flow drivers for one year. Replicate the 
worksheet for multiple years of analysis.

SALES GROWTH

A/R $ end of Year 1 times Year 2 sales growth % = Cash impact

Inventory $ end of Year 1 times Year 2 sales growth % = Cash impact

A/P $ end of Year 1 times Year 2 sales growth % = Cash impact

Total cash impact of growth

OSS PROFIT MARGIN 

Change in gross margin % times Year 2 sales dollars = Cash impact

OPERATING EXPENSE % 

Change in operating expense % times Year 2 sales dollars = Cash impact

Total cash impact of fundamentals

6 If payable days increased, show the cash impact as a positive number. If it decreased, show the cash impact in brackets because a  
decrease in the payables portion of the cash cycle reduces cash flow.
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A/R DAYS 

Change in A/R Days
times Year 2 sales dollars

= Cash impact
365

INVENTORY DAYS 

Change in Inventory Days
times Year 2 COGS dollars

= Cash impact
365

A/P DAYS 

Change in A/R Days
times Year 2 COGS or purchases

= Cash impact
365

Total cash impact of  swing factors

As you analyze cash flow driver trends, focus on the changes that made the largest impact on cash flow. These 
are the result of management decision-making, and your analysis should suggest to you the particular variables 
to which the company’s cash flow is most sensitive. Your discussions with management should focus on whether 
they are purposefully managing the most important cash flow drivers, or if outside influences (such as suppliers 
or competitors with aggressive price strategies) are most influencing the cash flow drivers. You can easily use these 
worksheets to estimate future cash sensitivity to changes in the cash drivers. For example, if you are concerned that 
a customer might risk extending too generous terms to secure additional sales, you can use the A/R days portion of 
the worksheet to test the cash impact of an additional few days’ receivables. Similarly, you can use the sales growth 
portion of the worksheet to test the cash impact of sales growth your customer is hoping to achieve. 

Being able to perform sensitivity analysis on key variables in this fashion helps you quantify a range of potential 
management decisions, enabling you to estimate debt service and of course, to engage in a productive discussion 
of growth options with your customer.



D
im

en
sio

n 
4 

//
 A

ss
es

s S
tr

en
gt

h 
an

d 
Q

ua
lit

y 
of

 C
lie

nt
/S

po
ns

or
 C

as
h 

Fl
ow

NOTES:

DIMENSION 4 - 43

ALTERNATE CASH FLOW MEASURES
Two alternate methods lenders often use to measure cash flow are:

• Earnings before interest, taxes, depreciation, and amortization 
(EBITDA).

• Free cash flow. 

These measures are often incorporated in loan agreement financial 
covenants, because they are simple to calculate and, in the case of 
EBITDA, well understood by most borrowers. Neither tool measures 
cash flow as accurately as the direct method statement of cash flows, 
however. In a perfect world we might wish to specify a measure such 
as net cash after operations from the UCA direct method cash flow 
statement when defining the numerator of a debt service coverage 
measure. Unfortunately, few borrowers and their CPAs prepare a UCA 
direct method cash flow statement, and it is generally not wise to 
specify a loan covenant that requires a measurement that only the bank 
has access to. For this reason, lenders are generally constrained to using 
the traditional cash flow measure—usually EBITDA—to communicate 
cash flow requirements to borrowers, even while using the more 
accurate direct method cash flow statement to analyze creditworthiness.

In this section of Dimension 4, we will briefly discuss each alternate cash 
flow measure, noting its limitations.
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EBITDA
Earnings before interest, taxes, depreciation and amortization is 
calculated just as the tool’s name implies: Net profit before tax, plus 
interest expense, plus depreciation expense, plus amortization expense. 
This measure is often the numerator for a debt service coverage ratio, 
which divides EBITDA by interest expense plus current portion of 
long-term debt. 

As mentioned earlier, the value of this tool is in its ease of calculation, 
and because it is the near-universal language of cash flow. However, 
EBITDA has many flaws. In the earlier presentation of cash flow ratios, 
we included the measure net income + depreciation + amortization] 
/ current portion of long-term debt. We noted the limitations of that 
debt service coverage ratio, which also apply to interpreting EBITDA as 
a proxy for cash flow:

• It implies that all net income has equal cash potential. 

• It does not account for major demands on cash flow such as capital 
expenditures, dividends or working capital changes caused by sales 
growth or declining efficiency.

• It implies that loan repayment will have a first claim on cash flow.

If your customer has few non-operating income sources and very little 
sales growth, and if its swing factors remain very constant over time, 
and if capital expenditures are generally similar to annual depreciation 
expense, it is possible that an EBITDA measure of cash flow will 
provide a reasonably accurate assessment of cash flow. However, 
these four ifs are significant conditions not likely to be true for most 
companies. The cash flow consumption of even modest sales growth 
will not be reflected in an EBITDA measure, nor will EBITDA reflect 
the cash consumed by efficiency losses that cause the cash cycle to 
lengthen. 

In all likelihood, you are constrained to use EBITDA or a derivative 
measure such as EBIT in your loan documents. Keep in mind its 
limitations as you establish covenant levels. Try to identify minimum 
EBITDA-based coverages that will trigger a loan default before or 
at the same time that net cash after operations from the UCA direct 
cash flow statement is no longer sufficient to cover financing costs and 
principal payments. Your best strategy for understanding the EBITDA/
NCAO correspondence is to use an automated spreadsheet program 
to run projections that sensitize sales growth and the swing factors. 
The spreadsheet programs provide EBITDA-based ratios as well as 
NCAO-based coverage ratios, and you can work with a variety of 
sensitivity scenarios until you determine how much sales growth, or 
how many days’ change in the swing factors, appear to cause NCAO to 
significantly diverge from EBITDA. 
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FREE CASH FLOW
There are many variations of the free cash flow model in use by financial 
institutions today. All free cash flow variations attempt to measure the 
amount of annual after-tax cash flow generated by internal operations, 
after making required investments. In other words, it is the annual cash 
flow available to repay debt, pay dividends, and buy back stock.

One measure of free cash flow begins with the indirect method cash 
flow statement’s net cash provided by operating activities (NCPOA). 
Because companies that provide a cash flow statement almost always 
choose this format, this measure is generally available. Free cash flow is 
calculated as:

Net cash provided by operating activities

Less: Capital expenditures

Less:  Other investments (investment sales)

Plus: Interest expense net of tax benefit (interest expense  
times (1-tax rate)) 

=  Free cash flow available to service debt

The advantages of this cash flow measure are that it is easy to calculate, 
available to bankers and borrowers alike, and that it explicitly accounts 
for both capital expenditures and any cash consumed by sales growth 
or working capital efficiency losses. The model’s principal limitation is 
that it assumes all capital expenditures are required investments, when 
indeed most companies have a mix of replacement and growth capital 
expenditures. Growth capital expenditures may be discretionary, and 
if removed from the calculation would more accurately portray funds 
available for debt service.

Other variations of free cash flow may be based on net profit after 
tax, net operating profit after tax, or EBITDA. In most cases, the 
measures adjust for working capital increases and capital expenditures 
to acknowledge those required cash outflows. However, some models do 
not correct for the complications of income tax. That is, for tax-paying 
corporations, interest is paid in pre-tax dollars while principal is paid 
in post-tax dollars. If the calculation uses net profit after taxes, interest 
should be adjusted to post-tax dollars. If the calculation uses net profit 
before taxes (or EBITDA), then principal should be adjusted to pre-tax 
dollars (i.e., grossed up by dividing by 1 minus the tax rate). 

There is no standard calculation of free cash flow. If your bank has a 
version specified by loan policy, of course that is the version you should 
use in your analysis.
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COMPARING CASH FLOW TO INDUSTRY 
PEERS
Just as you use peer analysis to gauge a borrower’s financial performance 
in terms of similar-sized companies in the same industry, you should 
review industry-specific cash flow indicators. There are no particular 
benchmarks or rules of thumb for cash flow measures, but it is very 
good practice simply to note whether your customer exhibits liquidity 
similar to peers, or diverges significantly enough to prompt a closer 
analysis.

RMA’s Annual Statement Studies provides you with both traditional 
debt service coverage ratio comparisons and UCA direct method cash 
flow statement measures. 

DISCOVERING BORROWING CAUSES AND 
REPAYMENT SOURCES
In this Dimension we have discussed analyzing your customer’s cash 
cycle and how to understand and interpret overall cash flow using a 
variety of cash flow analysis tools. Now it is time to apply that cash 
flow analysis to the problem of identifying your customer’s financing 
needs. In this section, we will relate your understanding of cash flow 
sources and uses to discovering your customer’s borrowing causes and 
repayment sources.

Borrowing causes are not always the same as stated loan purposes. By 
identifying the borrowing cause, you can:

• Determine if the borrowing needs will be long term or short term, 
thereby establishing a realistic repayment period.

• Estimate the amount of borrowing that will be needed, thereby 
avoiding surprises and an underestimation of risk.

• Identify what must happen for the company to repay, thereby 
assessing more accurately the risks of repayment and the need for 
secondary sources of repayment.
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You can categorize most borrowing causes in five groups:

1. Current-asset growth resulting from sales growth.

2. Current-asset growth resulting from declining efficiency.

3. Fixed-asset expenditures.

4. Changes in trade credit.

5. Decreases in net worth.

For each borrowing cause you identify, decide if it will: 

• Reverse and free up cash for repayment.

• Stabilize, requiring repayment to come from other sources.

• Continue or accelerate, absorbing more cash and requiring 
repayment from other sources. 

IDENTIFYING BORROWING CAUSES
Here is a review of the five common borrowing causes, how to identify 
them, and how they should be funded.

CURRENT-ASSET GROWTH RESULTING FROM 
SALES GROWTH
When sales increase, so does the need of most companies for assets. 
When the sales increase is permanent rather than temporary or seasonal, 
the asset increase, even the increase in current assets, is permanent. 
Analyzing the cash flow drivers enables you to quantify the cash impact 
of sales growth. Borrowing that results from long-term sales growth will 
be needed long term.

You can use the asset turnover ratios to measure the relationship of 
a company’s sales to its assets. For example, the ratios can help you 
determine asset growth due to sales increases and/or asset growth 
because of changes in efficiency.

Cash required for investment in higher permanent levels of current 
assets can be obtained from decreases in other assets, from increases 
in net worth, or from increases in liabilities. The soundest way for 
a company to fund permanent increases in current assets is with 
permanent or long-term sources of funds, such as increases in net 
worth, higher permanent levels of accounts payable, or loans that can be 
repaid over a long period.
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DIMENSION 4 - 48

To identify how a company has met its need for funds in the past, 
look for the largest increases in liability or net worth accounts and the 
largest decreases in asset accounts. Examine each source to decide if it is 
temporary, such as temporary shrinkage of an asset that will need to be 
replenished or long term, such as increases in retained earnings. When 
long-term borrowing causes have been met with temporary cash sources 
(such as loans that require short-term repayment), anticipate additional 
borrowing to replace liabilities as they become due or to replenish 
depleted assets.

CURRENT ASSET GROWTH RESULTING FROM 
DECLINING EFFICIENCY
This category includes the growth of current assets caused when 
receivables and inventory turnover slow down. To identify the efficiency 
declines:

• Use the asset turnover ratios and isolate the increases from lower 
turnover. Remember that the cash flow drivers tool enables you 
to estimate the cash effect of changes in the swing factors—in this 
case, accounts receivable and inventory management. These cash 
effects closely mirror the asset growth required to support changes in 
efficiency.

• Decide if asset increases are temporary or permanent. Increases 
that will not shrink to former levels quickly or that will have to be 
replenished immediately if they do shrink are permanent.

• Find the sources of cash the company has used to meet the needs 
and determine whether they are temporary or permanent. Permanent 
increases should be funded with sources that do not have to be 
reduced in the short run; otherwise, additional borrowing will occur 
to replace liabilities that must be reduced.
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DIMENSION 4 - 49

FIXED-ASSET EXPENDITURES
Fixed-asset expenditures merit special attention because:

• The need to make fixed-asset expenditures is often what motivates a 
company to seek bank loans.

• Fixed-asset financing often requires large loans and long repayment 
periods, both signs of higher risk.

• Fixed-asset expenditures often trigger related but unanticipated 
borrowing requirements.

Astute lenders anticipate additional cash needs related to fixed-asset 
expenditures, such as:

• Costs of equipment set-up and installation, relocation expenses, and 
lost production time.

• Possible distraction of management from other tasks.

• Increases in inventory associated with new storage space or more 
work-in-process.

• Working capital requirements if higher sales result from added 
capacity.

• Increased expenses of maintaining the property.

Fixed-asset expenditures usually must be supported by increases in net 
worth or by loans that allow a long-term repayment schedule.

CHANGES IN TRADE CREDIT
Increases in accounts payable to the trade can be temporary or 
permanent, providing short-term or long-term sources of funds to a 
company. Decreases in payables can also be temporary or permanent, 
causing short-term or long-term borrowing needs.

Think of accounts payable as the first place to look for funds to support 
increases in current assets, especially inventory.

To measure cash supplied or used by changes in trade credit, use either 
days’ COGS in payables or days’ purchases in payables, and measure 
the impact on cash of a change affecting one day’s COGS or one 
day’s purchases. Your cash flow drivers tool will help you measure this 
impact.
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DECREASES IN NET WORTH
Decreases in net worth pose special risks for lenders if the decreases are 
permanent, such as they are when dividends exceed profits, when there 
are losses, or when the company repurchases stock. These risks are:

• The company’s resources (and earning power) are diminished.

• Repayment usually requires change rather than continuation of a 
trend.

• Replacing net worth with debt has a double impact on leverage and 
decreases the lender’s margin of protection in asset values.

Net worth decreases that are temporary, such as regular dividend 
payments that are covered by profits, sometimes cause borrowing to 
finance timing differences between cash receipts and disbursements 
within the same year. Those loans are less risky because they do not 
require a long period or a change in the company’s operation to be 
repaid.

USING CASH CYCLE ANALYSIS AND THE 
CASH FLOW STATEMENT TO INTERPRET 
BORROWING CAUSES
The UCA direct cash flow statement provides a format that is 
particularly useful for interpreting borrowing needs. The statement 
is organized so you can evaluate, first, sources and uses of cash flow 
for operating needs, then for capital expenditures and long-term 
investments, and then sources or uses related to external financing and 
net worth changes. The statement format enables you to easily see if 
sources of operating cash flow are adequate to meet operating cash 
requirements or if there is a borrowing need to satisfy unmet operating 
cash flow uses. 

While the cash flow statement quantifies any operating cash flow need, 
to understand its underlying causes requires secondary analysis that 
we have discussed in this Dimension. That is, cash cycle analysis and 
the related swing factor cash flow drivers enable you to drill down 
on operating cash flow needs by quantifying cash consumed by sales 
growth and any efficiency changes. The earlier discussion of seasonality 
should help you understand how to distinguish between temporary and 
permanent working capital financing needs caused by sales growth.

Understanding borrowing causes is key to appropriately structuring 
loans, which is the subject of Dimension 6.
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DIMENSION 4 - 51

DEVELOPING CASH FLOW PROJECTIONS
The purpose of a projection is to help determine whether your customer 
can repay your institution’s debt based on reasonable estimates about 
the company’s future operating strategy and management’s ability to 
implement it. 

Cash flow projections are a: 

• Quantitative assessment of the future financial performance and 
financing needs of a company. 

• Forecast of a company’s ability to repay debt from its internally-
generated cash. 

• Test of the vulnerability of a company to possible risks that may 
affect its repayment capacity.

A set of cash flow projections: 

• Provides a range of possible outcomes based on how a company may 
perform under a variety of economic and competitive conditions. 

• Determines whether possible outcomes, or results, are within 
acceptable ranges for lenders. 

• Provides the foundation for identifying the key drivers for a 
company and how much fluctuation creditors can tolerate. 

• Identifies the factors that will assist you in determining the best loan 
structure. 
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DIMENSION 4 - 52

KEY PROJECTION REFERENCE POINTS
There are four key reference points that are used to build a projection: 

• Past operating results of a company. 

• Objectives and goals of a company for the future as defined by 
management and outlined in a business plan. 

• Likely impact of economic, competitive, and regulatory factors on a 
company. 

• Supplemental action plans and alternatives available to help 
management meet performance projections. 

Of these four reference points, the first one represents hard data: the 
historical record of a company’s operating results. The other three points 
represent a subjective assessment, assumptions used to derive it, and the 
ability of you and your credit committee to interpret the results of what 
is likely to happen. 

Information available to you to reduce the amount of uncertainty 
involved when making a set of projections can include: 

• Historical records of a company’s financial position, including past 
years’ financial statements, relationship manager reports and client 
interviews (when available), credit reports, etc.—in short, your 
customer’s credit file. 

• Management reports: business plan, strategic objectives, mission 
statements, management forecasts, and projections. 

• Industry reports such as those prepared by RMA and applicable 
industry associations (see Credit Considerations and Industry Study 
Packs by RMA). 

• Economic reports, analyses, and forecasts on both the 
macroeconomic, and the microeconomic level (see DRI industry 
outlook reports published by RMA). 
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DIMENSION 4 - 53

KEY PROJECTION ASSUMPTIONS
A cash flow projection is only as good as the assumptions made by you 
in conjunction with the company’s management. The key to developing 
assumptions is to focus on the cash flow drivers: 

• Sales growth percent. 

• Gross profit margin percent.  

• Operating expense percent.  

• Operating profit margin percent. 

• Accounts receivable (days). 

• Inventory (days) 

• Accounts payable (days). 

There are other income statement and balance sheet variables that must 
be established in the process of developing projections, but they will 
not have the magnitude of influence on the projections that these cash 
flow drivers will. Most suppliers of financial spreadsheet software have a 
projection module that you can employ in analyzing projections. 

In developing a credible set of assumptions for the cash flow drivers, 
they must be constantly tested for reasonableness, given the company’s 
historical financial performance, industry forecasts, the capacity of the 
company’s PP&E, and the depth and strength of the management team. 

USING SENSITIVITY ANALYSIS
Once a realistic set of projections has been developed, do a sensitivity 
analysis or stress test on one or more of the variables. 

The purpose and function of a sensitivity analysis are to: 

• Identify and assess the key/critical financial variables. These variables, 
when changed, will positively or negatively affect the future financial 
performance of the company and its ability to service debt. 

• Identify what would cause the change in these critical variables 
(external factors, management actions, and so forth). 

• Determine the amount of change in the drivers that can occur 
without materially affecting your customer’s ability to service its 
debt. 
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DIMENSION 4 - 54

The primary reasons you should conduct a thorough sensitivity analysis 
include: 

• The analysis enables you to determine whether your customer can 
repay its debt in less favorable business and economic circumstances. 

• It shows whether the amount of financing requested is sufficient 
given all the demands on the company’s cash flow, particularly 
if there are material adverse changes in some of the underlying 
assumptions. 

• It indicates whether you have identified all the key areas in your 
customer’s operations and financial condition that need to be 
monitored throughout the life of a loan, so that deterioration in 
these key areas does not adversely affect its repayment. 

• It determines, in light of prospective changes, the most reasonable 
loan structure. 

• It enables you to say that all the possible developments that might 
relate to the repayment of your customer’s debt have been considered 
and therefore the risk has been fully evaluated. 

To perform a sensitivity analysis, follow these steps:

• Identify the most critical financial variables that appear to have the 
most significant potential impact on financial performance, and 
especially operating cash flow. For clues to critical variables, evaluate 
the cash flow drivers for recent years. You may either hand calculate 
the cash flow drivers, using worksheets similar to the one presented 
earlier in this Dimension, or review your bank’s automated financial 
spreading software’s cash management report, which provides cash 
flow driver information. 

• As you examine historical cash flow drivers, identify which drivers 
seem to have had the most significant influence on cash flow in the 
past. Then, consider which drivers are most susceptible to change 
in the future. Drivers that have tended to cause a significant cash 
impact in the past, and which are also highly susceptible to near-
term change, are critical financial variables.
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DIMENSION 4 - 55

• Once you have identified the critical financial variables, use a series 
of financial projections to test a range of values for each critical 
variable, in each projection case holding all other variables constant. 
Your goal is to answer a double-faceted question:

 – What is the break-even value for this variable to produce an 
acceptable financial performance outcome; i.e., a projection 
outcome that yields acceptable profit, leverage, and cash flow 
to service the projected debt? 

 – How likely is it that the borrower will achieve a value for this 
variable that achieves the break-even value you have identified? 

To determine the break-even value for each critical variable, you must 
run a series of projections for the variable, changing values in very 
small increments until you observe the repay/cannot repay point. For 
example, if you have determined that the gross profit margin is a critical 
variable, you must determine the minimum gross margin required to 
produce a projection that demonstrates acceptable profit, leverage, and 
generation of sufficient net cash after operations to service the proposed 
debt. 

The most reasonable means of performing these projections is to use 
an automated spreading software program, if your bank uses this 
technology. Keep in mind that the automated spreading packages 
balance the projection by assuming any financing requirement will be 
satisfied through short-term borrowings, such as draw-downs under 
a line of credit. Therefore, as you check for adequate net cash after 
operations to service projected long-term debt, you must also check 
the balance sheet to determine if other variables (notably capital 
expenditures) incurred a financing requirement that in turn caused 
projected line borrowings that remain within your line approval 
amount. If the line has exceeded approval limits, then the sensitivity 
case you have tested—the gross margin %--is not adequate to produce a 
satisfactory case for loan repayment.

• After you have determined the break-even value for each of the 
identified critical variables, run a projection that incorporates the 
break-even values for each of the critical variables. It is very likely 
that this projection will not itself be a break-even projection; and 
you must then try to find out which of the key variables need to 
be stronger than their individual break-even values to provide 
an acceptable repayment outcome when combined with the 
other critical variables. This process includes some trial-and-error 
procedure, but with experience you will learn to quickly isolate the 
combination of minimum performance values of individual variables 
needed to produce the whole break-even projection.
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• Revisit the second key projection question: having identified break-
even values for key variables individually and in combination, how 
likely is it that the borrower’s performance will fall within these 
ranges? What are some scenarios that can realistically interfere with 
the company’s ability to achieve each break-even variable? How likely 
are these scenarios to occur? The range of events and circumstances 
that might interfere with achieving a break-even value for critical 
variables is different for each borrower, but might include:

 – Interest rate changes.

 – Competitors’ price changes.

 – Supply interruptions

 – Labor shortages

 – Technological change in the industry.

 – Currency exchange rate changes.

 – Cost increases for key inputs.

The process of conducting a sensitivity analysis should uncover the 
options or lack of options that are available to a company and a lender 
in developing a relationship. You might consider doing both a most-
likely case and a pessimistic set of projections to ensure that the debt 
can be repaid even in the most difficult of times as delineated by that 
pessimistic set of projections. 

Once projections have been stress-tested for their reasonableness, they 
should be shared with management to assess their degree of comfort 
with the final results. These are the projections against which you will 
covenant the loan. 
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DIMENSION 5 - 2

DIMENSION 5: EVALUATE 
COLLATERAL VALUES AND 
CONDUCT PERIODIC INSPECTIONS 
OF COLLATERAL

PURPOSE OF DIMENSION 5
The purpose of Dimension 5 is to review skills required to evaluate 
collateral. Key topics in this Dimension include:

• The Concepts of Quality and Verifiability of Collateral.

• Securities and Investments as Collateral.

• Accounts and Notes Receivable as Collateral.

• Inventory as Collateral.

• Plant and Equipment as Collateral.

• Intangible Assets as Collateral.

• Understanding the Real Estate Appraisal.

ADDITIONAL SKILL-BUILDING RESOURCES
The material in the Body of Knowledge provides an overview of 
knowledge related to topics covered by the Credit Risk Certification 
exam. Mastery of topics reviewed here is essential preparation for the 
exam, but no amount of reading and study can substitute for lending 
skills that must be acquired through formal classroom and on-the-job 
training. In addition to reviewing the Body of Knowledge, consider 
taking the following RMA courses to support your Dimension 5 skill-
building:

• Asset-Based Lending for Non-Asset-Based Lenders

• Understanding and Interpreting Real Estate Appraisals
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DIMENSION 5 - 3

THE CONCEPTS OF QUALITY AND 
VERIFIABILITY OF COLLATERAL 
Evaluating collateral begins with an understanding of the borrower’s 
asset quality and valuation. These topics are included in the Dimension 
3 study guide materials, which you should read prior to reading this 
discussion of collateral considerations. 

In this section, we will review specific considerations for evaluating 
assets commonly taken as collateral. Collateral concerns can be divided 
into two comprehensive areas:

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

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

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

• Securities and investments.

• Accounts and notes receivable.

• Inventory

• Plant and equipment.

• Intangibles

For additional information on evaluating quality of collateral, see also 
Dimension 3 for discussion of evaluating cash and cash equivalents.

For information about securing and perfecting interests in collateral, see 
Dimension 6, which also includes information about verifying insurance 
coverage of collateral.
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DIMENSION 5 - 4

SECURITIES AND INVESTMENTS AS 
COLLATERAL
Note: Comments in this discussion pertain only to non-purpose loans; 
i.e., commercial loans for purposes other than to purchase or carry 
margin stock, and for which the marketable securities are pledged 
or assigned as collateral. Purpose loans—loans made to finance the 
purchase of margin stock—are subject to Regulation U and are outside 
the scope of this discussion.

Marketable securities include stocks, bonds (both government and 
corporate), bankers acceptances, commercial paper and mutual funds. 
Investments may include stock in privately held corporations, or 
ownership interests in limited liability companies, partnerships, etc. To 
qualify both marketable securities and investments entails analyzing two 
key considerations: value and liquidity. 

VALUE
The term marketable implies publicly traded issues, and indeed shares 
or securities issues by private companies generally have very limited 
collateral value. However, you may be asked to consider the pledge 
or assignment of interests in private companies, either because your 
borrower has an investment in an affiliated company, or because an 
individual has proposed providing his or her personal interest in a 
private company as collateral for a commercial loan. Consider the 
following issues pertaining to publicly issued and private securities.
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DIMENSION 5 - 5

PUBLICLY TRADED SECURITIES

• Marketable securities that are publicly traded have easily determined 
values but are generally subject to price volatility. 

• Although market and other influences mean the values of publicly 
traded securities are volatile, considerable information is often 
available to help assess a likely range of near- and intermediate-term 
value. This includes:

 – Market price trends, including 52-week high and low, to 
evaluate volatility. 

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

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

 – Public debt or commercial paper rating. 

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

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

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

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

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

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

 – What is the portfolio’s historical profitability trend?
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DIMENSION 5 - 6

NON-PUBLICLY TRADED SECURITIES AND OWNERSHIP 
INTERESTS

The value of non-public securities can be difficult to assess without a 
diverse and observable market to establish trading prices. In general, 
you should discount 100% the collateral value of private securities 
or ownership interests unless valuation has been verified through 
acceptable analysis. Acceptable analysis may include, in the order of 
most to least credible, professional business valuation, earnings or 
book value multiple based on market conditions, or book value net of 
intangibles. If a value is verified, discount the value by 30% as a margin 
for error before considering as a source of secondary repayment. 

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

 – Certified Business Appraiser from The Institute of Business 
Appraisers.

 – Accredited Senior Appraiser from the American Society of 
Appraisers.

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

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

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

• Private company valuations are usually performed using a discounted 
cash flow model. These models require assumptions regarding:

 – Estimated future cash flows.

 – Cost of capital and appropriate discount rate, adjusted to 
reflect illiquidity of the company shares.
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DIMENSION 5 - 7

Assuming you have a valuation, and that valuation credentials are 
acceptable, keep in mind that there is still a significant difference 
between valuation-based share value and collateral value. In most cases 
the illiquidity discount does not fully reflect the practical limitations to 
where the bank might market shares of a private company. If there is 
no practical market for sale of shares of a private company, there is no 
effective value as collateral for a commercial loan.

• A private company may offer shares of a related company or a 
subsidiary as collateral for a loan. In addition to the valuation issues 
discussed prior, there is likely to be material correlation between 
the financial performances of the two companies. A deteriorating 
condition of the parent company (and your borrower) may have 
a spill-over effect on the affiliated company whose shares are your 
collateral. Consider also that a business unit’s stock securing a 
parent’s debt represents only the residual value of that business unit 
after any direct claims against the unit’s assets. If the business unit 
has liabilities, there may be little residual value of the business unit’s 
assets to provide the secondary repayment source for the parent 
company’s loan. However, there can be circumstances where one 
or more valuable assets—such as a license or a patent—have been 
transferred to a business unit that otherwise has no business activity 
and is protected from liabilities. In that case, the parent’s pledge 
of its business unit’s stock may have material value as collateral for 
the parent’s debt. For additional considerations concerning the 
possible collateral value of intellectual property, see the discussion of 
intangible assets as collateral later in this Dimension.
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DIMENSION 5 - 8

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

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

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

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

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

 – Securities should be trading at minimum values, generally at 
least $10 per share.

• If a private issue, are the securities certificated? To be available 
as collateral, the securities must be evidenced in a format that 
lends itself to perfecting a security interest. See Dimension 6 for a 
discussion of related perfection issues.

• Do the securities have legal or regulatory restrictions to sale? These 
include:

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

The Securities Act of 1933 provides that securities being sold for 
specified persons must be registered with the SEC before an offering can 
be made unless the transaction or security is exempt. You are likely to 
see restricted securities in the following situations:

a. Restricted stock (i.e., stock acquired directly from an issuer in a 
transaction).

b. A chain of transactions without any public offering, for example:
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DIMENSION 5 - 9

1. Individuals who obtained their stock as a result of the acquisition of 
their company by another company.

2. Officers, directors, and employees who obtained stock in an 
unregistered options program.

3. Individuals who participated in the founding of a corporation that 
has subsequently gone public. Note: Accountants, attorneys or 
other professionals rendering services to such private corporation 
before they go public often accept stock for services rendered. These 
are restricted securities since they have been acquired in a non-
public transaction.

4. Sales by charities, schools, hospitals, churches, etc., which may have 
received the stock they are selling by donations from any of the 
above individuals. These institutions often receive gifts of this type 
for tax purposes.

The SEC has adopted Rule 144, which is a guide as to when and how 
a seller may claim an exemption from registration, provided all the 
elements of the rule are present. You cannot assume that the prohibition 
against public resale disappears simply because the stock has been held 
for a long period of time.

Although restricted stock often bears a restrictive legend or stamp upon 
it to indicate it is not freely tradable, absence of a legend or stamp is 
not conclusive evidence the stock is not restricted. A good policy when 
considering accepting any stock offered as collateral for a business loan, 
whether offered by a business entity or an individual, is to specifically 
ask if there are any legal restrictions on sale of the stock.

• Control stock, stock owned by a control person or affiliate of an issuer 
that directly or indirectly controls or is under common control 
with the issuer. Control stock can only be sold quarterly after the 
control person or affiliate has made required public disclosures, and 
is limited by a formula established by the Securities and Exchange 
Commission. A lender in possession of control stock as collateral is 
governed by these regulations.
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DIMENSION 5 - 10

By this definition any major stockholder, officer, or director (or member 
of his/her family) is an affiliate since they either control it or are 
controlled by it or are under common control with it. Even if an officer 
or director’s holdings are minimal, that individual must comply with 
Rule 144.

The restriction on the sale by an affiliate is a prohibition against the 
individual or his/her immediate family from selling the security that 
he/she holds. If you have stock pledged by an officer or director, there 
is likely to be a Rule 144 compliance issue that will prevent the bank 
from selling the stock to liquidate its collateral. It is more difficult to 
identify actual control of the corporation. Any individual who presents 
a large block of stock, or whom you know has substantial holdings in a 
company, should be questioned to determine the total number of shares 
held or in which he /she has a beneficial interest. 

Other considerations, such as the total float, total number of round 
lots outstanding, relationship of the seller to and how the stock was 
acquired from the issuer, etc., may govern whether shares are considered 
to be control stock. If stock is being pledged to support a commercial 
loan, it is vital to understand whether there are any control stock issues 
that will prevent the bank from liquidating its collateral. You should 
consult your bank’s legal counsel if you have any question about how or 
whether it is necessary to investigate control stock questions.

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

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

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

 – Do you intend to perfect a security interest in the securities 
offered as collateral? Perfection of marketable securities is 
accomplished through possession, or by control agreements 
(see Dimension 6 for a detailed discussion of perfecting a 
security interest in marketable securities and deposits). Taking 
possession or executing control agreements may hinder the 
borrower’s ability to use marketable securities or deposits for 
liquidity purposes. 
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DIMENSION 5 - 11

ACCOUNTS RECEIVABLE AS 
COLLATERAL
There are two major considerations when determining the value of 
accounts receivable. The first and obvious consideration is the gross 
dollar amount of the receivables outstanding, accompanied by analysis 
of the client’s own historical turnover trends and comparisons to 
industry peer groups. More important, however, is the intrinsic value 
of the receivables shown on the borrower’s books. The intrinsic value 
considers the overall collectibility of the receivables, which is influenced 
by several factors:

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

Credit practices. The borrower’s payment terms to its customers 
must be understood. Liberal returns and allowances policies, frequent 
or standard prepayments, or progress billings can signal collection 
problems. Continued shipment to customers in arrears also suggests 
questionable credit practices.

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

Dilution. Dilution is one of the most important considerations in 
determining the value of accounts receivable as collateral. Typical causes 
of dilution include:

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

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

• Bad debts or write-offs. These may be uncollectible accounts or 
perhaps individual, disputed sales transactions that are ultimately 
written off.
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DIMENSION 5 - 12

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

Depending on borrower practices and procedures, dilution can range 
from a very small amount of receivables (5% or less) to much more 
significant amounts. It is essential to determine a borrower’s dilution 
experience and to adjust the gross receivables accordingly.

EVALUATING ACCOUNTS 
RECEIVABLE
To verify the amount and value of accounts receivable requires specific 
examination of the borrower’s accounts, plus review of related cash 
accounts. Asset-based lenders typically require a comprehensive field 
examination, conducted by qualified audit professionals, to identify 
any collateral risks and to help establish the appropriate loan-to-value 
percentages. Even if your financial institution does not have a formal 
asset-based lending program, it is helpful to understand the scope of 
an accounts receivable field exam. In the following paragraphs we will 
describe typical cash and accounts receivable examination tests, which 
will help increase your understanding of collateral risks and how to 
assess them.

CASH ACCOUNTS EXAM
The objective of the cash accounts exam is to determine if cash is being 
properly received and accounted for and if disbursements are properly 
documented. The cash accounts exam complements the accounts 
receivable exam in that it follows the transaction from sale/receivable to 
collection.
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DIMENSION 5 - 13

Typical cash accounts exam procedures include:

• Verify deposit activity. The examiner verifies that deposit activity 
correlates to the bank’s understanding of the handling of cash 
accounts. For example, in the case of a borrower whose ABL facility 
operates through a cash collateral account, the examiner will verify 
that all remittances have, in fact, been sent by customers directly 
to the lockbox. Any exceptions are noted in the exam report, and 
the examiner checks to determine if those exception items were 
immediately deposited into the cash collateral account by the 
borrower.

• Identify unusual disbursements. The examiner looks for any 
unusual or significant cash disbursements. Such disbursement 
activity may provide clues to changes in company policies and 
procedures or prompt questions that could lead to meaningful 
insights. For example, large payments to attorneys may be 
retainers to support impending litigation; payments to officers and 
shareholders may be restricted by loan agreement and in need of 
verification against covenant formulas.

• Investigate suspicious transactions. The examiner looks for 
evidence of fraudulent activity. An experienced examiner may note 
unusual payment patterns or questionable disbursements that trigger 
a deeper inquiry.
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DIMENSION 5 - 14

ACCOUNTS RECEIVABLE EXAM
The objective of the accounts receivable exam is to determine if the 
receivables are fairly stated and if they are valid and collectible. There 
are a number of areas of exposure for loss of accounts receivable 
collateral value. The most significant include:

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

• Prebill. The client bills the customer for goods that have not 
yet been shipped. Prebilling almost always signals an attempt to 
overstate sales and receivables. If the client cancels the order or the 
client fails to ship the goods, the bank’s collateral is worthless. In 
some circumstances, notably where progress billings are an agreed-on 
element of the sale, prebilling is not an attempt to create fraudulent 
collateral. Progress billings need to be evaluated in each circumstance 
to determine whether they represent advanceable collateral; typically, 
the answer is no, but arguments can often be made that support 
acceptance of progress billings as collateral. The relationship between 
the borrower and its customer is an important determining factor.

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

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

• Dilution. Discounts, allowances, returns, contra accounts, and other 
credits may reduce the collectibility of the stated receivables. These 
credits may be posted or unposted. A growing balance of credits 
may signal product quality control issues or sloppy selling practices. 
Credits can also be fraudulently issued and receivables rebilled to 
remove delinquent collateral from the aging list.
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DIMENSION 5 - 15

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

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

• Fictitious receivables. The client may submit to the bank for 
funding receivables that are fictitious, from either a genuine 
customer or a fictitious account party. In either case, there is 
obviously no collateral to support the advances.

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

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

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

• Guaranteed sales. Common when clients sell to retailers, guaranteed 
sales include contract provisions guaranteeing that if the retailer 
cannot sell the goods, the vendor (your client) will take them back. 
Thus sales are contingent and therefore not strong collateral support 
for advances.
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DIMENSION 5 - 16

ACCOUNTS RECEIVABLE EXAM PROCEDURES 

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

• Reconcile and verify the A/R aging. The examiner reconciles the 
client’s aging to the client’s general ledger and financial statements, 
as well as to the reports supplied by the client to the bank to 
support borrowing requests. The aging should reconcile in each 
case, and any discrepancies are investigated and reported to the ABL 
relationship manager. One example of an adjustment that bears 
further investigation is a credit adjustment to the receivables by the 
company’s outside accountants. The outside accountant may have 
deemed the adjusted receivables to be uncollectible.

Discrepancies between the company’s internal records and reports filed 
with the bank may relate simply to timing differences (bank reports as 
of the 15th of the month; book agings generated at month-end). These 
discrepancies may, however, indicate tampering with the records to 
support fraudulent borrowing requests.

Verifying the aging means to verify if the accounts are as current 
as the borrower represents them to be. Verification involves taking 
sample invoice records from the aging and verifying them with the 
actual invoices on file. The examiner checks the invoice date, due date, 
and invoice amounts against what is listed on the aging report. The 
examiner checks to be sure that the accounts are being aged properly 
and that old invoices are in fact moved across the aging until they are 
shown as past due. A comprehensive test includes looking for proof of 
the order, such as a purchase order, or a note in the file if an invoice is 
from a verbal order.

It is good policy to exclude from collateral all receivables from an 
account debtor whose balance owed to your client includes 90-day or 
more past due balances on individual invoices.

• Verify shipment of goods. Shipping documentation is inspected to 
verify that shipment took place either the same day or one day prior 
to the invoice date. Bills of lading should be attached to the invoice, 
showing that the carrier actually signed for the goods. Quantities 
shipped are compared as marked on the invoice and on the bill of 
lading to check for evidence of partial shipments.
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DIMENSION 5 - 17

• Review the timeliness of payment and credit memo posting. 
The examiner reviews a sample of payment and credit activity to 
ensure the documentation is complete and the transactions have 
been posted in a timely fashion. Credit memos should indicate the 
original invoice number and the reason for the credit; the examiner 
looks for indications of continuing product quality problems. The 
examiner also ensures that credits are posted against their original 
invoices and not against older invoices to manipulate the past due 
accounts.

• Identify customer concentrations. The examiner reviews the agings 
to determine if there are any significant concentrations of receivables 
from any one customer. Significant concentrations may mean that 
the client is exposed to financial difficulty should that business be 
lost to competitors or the customer fail to pay its invoices.

• Review credit approval and collection procedures. The examiner 
reviews the client’s credit approval procedures, including verifying 
how closely those procedures are followed. Questions asked 
include how the client sets credit limits; whether credit reporting 
agency reports are obtained; and whether and how often credit file 
information is updated. Collection procedure questions include 
criteria for classifying an account as uncollectible and the timing 
of write-offs; staffing resources for collection efforts; and general 
collection procedures.

• Review management information systems (MIS) adequacy. The 
examiner reviews the type of automated accounting systems that 
support the receivables reporting. Focus of the review is to determine 
whether the systems permit comprehensive and timely reporting of 
the status of credit sales and whether the overall accounting systems 
in place contribute to a fair and accurate representation of the 
company’s receivables.

• Review bad debt method and reserve adequacy. The examiner 
reviews the client’s bad debt expense practices to determine if they 
comply with generally accepted accounting principles (uses the 
allowance method) or if the client uses the direct write-off method. 
If the client uses the allowance method, the examiner reviews the 
adequacy of the allowance for bad debts and reviews the method for 
determining bad debt expense/the provision for bad debts.

• Determine industry practices. In some industries extended invoice 
terms are the norm, and the examiner considers industry practices 
when evaluating results of agings tests and when reviewing credit and 
collection practices. 
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DIMENSION 5 - 18

EVALUATING NOTES RECEIVABLE 

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

• Who is the maker (signer) of the note? 

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

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

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

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

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

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

The bank can take either a negotiable or a non-negotiable note as 
collateral, but the bank has greater flexibility in disposing of the note 
(perhaps selling it) and greater protections in defense of taking the 
note as collateral if it is a negotiable note.
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DIMENSION 5 - 19

INVENTORY AS COLLATERAL
The quality of inventory as collateral is measured in a number of 
dimensions. Some of these areas are related to complex inventory 
accounting considerations outside the scope of this reading. In general, 
key considerations include:

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

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

See the “‘General Collateral Guidelines” discussion following for 
collateral considerations by class of inventory.

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

There is also the risk of deliberate overstatement of quantity or 
value. Fictitious inventory reports may be submitted, overstating 
the quantity of inventory on hand and thus diluting the bank’s true 
collateral value. Alternatively, costs to produce the inventory may be 
overstated or if the market value of the inventory has deteriorated, 
write-downs may not have been taken. In either of these cases, the 
bank’s advances, typically tied to inventory cost, will be excessive in 
comparison to the realizable collateral value.
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DIMENSION 5 - 20

• Physical condition. The inventory should be fresh and in salable 
condition. Accordingly, it should be stored properly, kept in good 
condition, and sprinkler systems and security procedures should 
be appropriate to the nature of the inventory. Perishable inventory 
requires extra care and shortens the window of opportunity for 
liquidation. Keep in mind that in a liquidation, the bank will need 
to take responsibility for maintaining the condition of the inventory 
until it is sold. Inventory that requires costly care and maintenance 
will yield smaller proceeds, net of the incremental handling costs.

• Marketability. The inventory should be easily marketable. There 
should be good distribution channels to facilitate sales. The current 
state of the industry must also be considered, including whether 
there is an excess or shortage of the product on the market, or 
whether a new or substitute product is diverting sales. Marketability 
impairments include being outdated or out of style, obsolete (or 
approaching obsolescence), requiring significant time or funds to 
complete, or being highly customized or specialized. Note that some 
types of inventory may not be legally marketed by the bank, such 
as alcohol or tobacco products. The worst-case scrap value of the 
inventory (by component) should be estimated to determine the 
lowest likely value to be realized in liquidation. Significant quantities 
of inventory tagged as returned or defective indicate impaired 
marketability.

• Verifiability and control. Verification of inventory value is another 
key consideration. Tests to confirm inventory value are important 
to ensuring that the value of the collateral is as represented by the 
borrower. Some inventory may not be the borrower’s property at 
all, such as tool and die property on the borrower’s premises but 
owned by the company’s customers. In addition, the lender must 
evaluate the borrower’s inventory control systems to confirm that the 
borrower’s ongoing representations of collateral types, values, and 
locations can be relied on. 

Ready access to inventory is key to realizing proceeds in a liquidation. 
The borrower must be able to demonstrate adequate control and 
tracking of inventory, i.e., be able to identify quantities by type and 
location and to regularly update this information. In the event of a 
liquidation, it is essential to have quick access to accurate records, 
so the bank can take control of the collateral in time to prevent any 
shrinkage while trying to verify its content and location. In addition, 
if there are special systems or equipment needed to maintain the 
inventory in salable condition (such as refrigeration units or security 
systems) it is best practice to ensure the bank has legal access to these 
systems, so it can maintain the assets during a workout or liquidation 
process.
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DIMENSION 5 - 21

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

• Domicile. The bank must have legal and practical access to the 
inventory. Where the inventory is located has implications for 
both. Inventory located outside the country, or located at the site 
of the borrower’s customer may present physical access difficulties. 
Inventory located out of the country may require hiring in-country 
legal counsel for access and disposal. For a detailed discussion of 
lien perfection procedures, including information about filing liens 
when the collateral is outside the borrower’s state of domicile, see 
Dimension 6.
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DIMENSION 5 - 22

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

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

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

Viewing the raw material as another company’s finished goods 
(where appropriate) can cast a more favorable light on this inventory 
component’s marketability.

Exceptions: Raw material can be purchased partially processed, as in 
lumber cut to specific board lengths. In that case, the resale market is 
less clear.

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

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

• Finished goods. Generally viewed as having the most assured 
liquidation value, finished goods inventory has an identifiable 
market and sale price. Cost can be difficult to determine, depending 
on accounting conventions. 
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Exceptions: If the borrower is a dominant player in its industry, 
unloading the finished goods in liquidation may result in significantly 
depressed sales values as supply potentially outpaces demand. In 
addition, there are many factors that can influence the liquidation 
outcome, including product perishability, commodity versus specialized 
product type, seasonality/sales timing, and cost of disposition. Private 
label finished goods are poor collateral, unless manufactured to specific 
contracts that have a high likelihood of being honored

EVALUATING INVENTORY
Your inventory evaluation can include an onsite inspection (or several, 
if inventory is in multiple locations), review of customer inventory 
reports, or review of third party reports such as an inventory appraisal 
or an asset-based lending field exam report. Usually a combination of 
these methods is needed to adequately qualify inventory as collateral.

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

In addition to profiling typical inventory exam procedures, we will also 
describe procedures for examining the borrower’s accounts payable and 
tax accounts. These support exam elements complement the inventory 
examination; they help verify that there are no hidden claims against 
the proceeds of the sale of inventory collateral.
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INVENTORY EXAM PURPOSE AND 
PROCEDURES
The objective of the inventory exam is to determine if the borrower’s 
representation of inventory is accurate and to assess the adequacy of 
the inventory as collateral for the company’s borrowings. There are a 
number of areas of exposure for loss of inventory collateral value, which 
we described at the beginning of this inventory discussion.

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

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

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

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

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

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

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

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

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

• Review Management Information Systems Adequacy. The examiner 
reviews the type of accounting systems that support the inventory 
tracking and reporting. Focus of the review is to determine whether 
the systems permit accurate and timely assessment of the quantity 
and value of inventory.

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

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

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

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

• Identify contra accounts. Vendors who are also customers are 
identified, and their receivable balance compared with the payable 
balance. The receivable amounts generally will be considered 
ineligible for financing.
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• Review payment terms. The examiner reviews payment terms for 
significant vendors to determine if any unusual terms exist and 
to determine if any trade payables have been converted to notes 
payable.

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

PLANT AND EQUIPMENT AS 
COLLATERAL 
GENERAL PLANT AND EQUIPMENT 
QUESTIONS
General questions to consider when evaluating plant and equipment 
include:

• Are facilities owned or leased? 

• What is the location? 

• What are lease terms, including options and renewals? 

• Is any portion being financed? If so, who has the security interest? 

• In terms of environmental hazard issues, has there been any history 
of toxic waste disposal or storage on the property? 

• To the borrower’s knowledge, has there been any evidence of 
environmental hazard or event on any of the surrounding properties 
within at least five miles? 

• Has the property ever had an environmental assessment? When and 
who performed it? Would a copy of the assessment be available to 
the bank? 

• Is the current facility adequate to meet future needs? 

• Has there been a recent appraisal? What value was given to the 
property and equipment? 
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EVALUATING EQUIPMENT
The value of equipment as a secondary repayment source depends on 
the following key considerations:

• Is the equipment general purpose or specialized? General purpose 
equipment has broad application inside and outside the customer’s 
industry, where special purpose equipment has a very narrow market. 

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

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

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

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

• Is the equipment easy to maintain? If maintenance is simple and 
maintenance costs are low, it is more likely the equipment will 
remain in good condition and thus retain its collateral value.

• What is the current condition of the equipment? Equipment in good 
condition has greater value, and it is also suggestive of the customer’s 
operational management practices. Similarly, it is important to find 
out in what setting the equipment is being used. Equipment being 
used in a very dusty or corrosive environment will not retain value 
as well as equipment used in a clean, climate-controlled building. 
Equipment used by companies that do not commit adequate 
maintenance training and resources will not hold its value.
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• Is the equipment comprised of a few significant pieces of equipment 
or are there many smaller units? Handling and disposal costs are 
less if the equipment is concentrated, and costs can be significantly 
higher to liquidate a large number of small-value items.

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

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

• Is there a shortage or a surplus of this type of equipment in the 
customer’s industry? A shortage suggests easier disposal at higher 
values; a surplus may suggest the equipment is no longer desirable, 
or is being phased out in favor of newer or alternate technology. In 
either of the latter circumstances, liquidation value is impaired. 

• How do current industry trends impact the value of the equipment? 
For example, if an industry is in distress and there are consolidations, 
bankruptcies or downsizings in process, value of equipment used 
in production or manufactured as products by the industry may 
experience value loss as surplus equipment enters the market.

REVIEWING AN EQUIPMENT APPRAISAL
When reviewing an equipment appraisal, key questions to consider 
include:

• What are the appraiser’s credentials? There are several certifying 
bodies for equipment appraisers, including:

 – Association of Machinery and Equipment Appraisers.

 – American Society of Appraisers.

 – North American Association of Equipment Appraisers.
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In addition, there are appraisal bodies that specialize in particular types 
of equipment, such as the American Association of Farm Equipment 
Appraisers. In a formal equipment appraisal, the appraiser should 
identify his or her professional certification and memberships. Some 
of the certifying bodies provide multiple levels of certification (i.e., 
Certified Appraiser I, II, etc.). Several bodies subscribe to The Appraisal 
Foundation’s Uniform Standards of Professional Appraisal Practice 
(USPAP), which also governs real estate appraisal practices.

The appraiser’s statement of credentials should also include educational 
credentials and a brief description of professional experience, with any 
specialized knowledge and experience with relevant types of equipment 
noted.

• What is the purpose of valuation provided in the appraisal? The most 
common values specified are:

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

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

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

 – The valuation most commonly requested by financial 
institutions for collateral assessment is an orderly liquidation 
value. 

• Has the appraiser certified that he/she: 

 – Performed a personal inspection of the equipment?

 – Engaged in appropriate investigation and research, including 
evaluation of comparable equipment being offered for sale and 
actual previous sale data?

 – Charged an appraisal fee that was not contingent upon any 
value estimate, and has no present or contemplated future 
interest in the property or the appraisal client that might tend 
to prevent making a fair and unbiased appraisal
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• Has the appraiser provided definitions to explain what is meant by 
descriptive terms such as excellent, very good, good, fair, poor, and 
scrap when describing the condition of appraised equipment?

• Has the appraiser commented on the collateral considerations noted 
under “Evaluating Collateral” prior? The appraisal narrative should 
discuss the value implication of many of the considerations we noted 
as having an impact on the value of equipment as collateral.

PROTECTING YOUR ACCESS TO EQUIPMENT 
COLLATERAL
You must order lien searches and obtain copies of all filings to 
determine whether you have or will have senior liens on collateral. 
Searches must be ordered from all locations in all states where 
financing statement filings are required at the time the loan is made. 
See Dimension 6 for a discussion of how to perfect a security interest in 
many types of property. Information about environmental assessments 
is also included in Dimension 6. 

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

• What kinds of coverage are maintained? 

• What is the extent of coverage? 

• Are all premiums current? 

• Who is the company’s agent or broker? 

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

Many factors that could negatively affect the value of your collateral and 
the ability of the borrower to repay its loan are unavoidable and cannot 
be insured against. For those factors that can be insured against, require 
proof that such insurance has been obtained and that your institution is 
an included insured party. Generally you should prefer that your bank 
be named as loss payee under a New York Standard Mortgagee clause. 
It provides that your right to coverage under the policy would not be 
affected or defeated by any act, neglect, or default of the borrower. 
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INTANGIBLE ASSETS AS 
COLLATERAL
Intangible assets, like all assets, are claims to future values. Tangible 
assets represent either physical value claims (such as equipment 
or real estate) or financial claims (such as an account receivable, 
which represents a claim to future cash). Intangible assets represent 
nonphysical claims to future values and are generally recognized to fall 
into four categories:

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

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

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

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

• Technology-based intangible assets, more commonly referred to as 
patented technology, and including software.
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There is great variation in terminology used to define intangible assets. 
For example:

• General intangibles as defined in Article 9 of the Uniform Commer-
cial Code means “any personal property, including things in action, 
other than accounts, chattel paper, commercial tort claims, deposit 
accounts, documents, goods, instruments, investment property, 
letter-of-credit rights, letters of credit, money, and oil, gas, or other 
minerals before extraction. The term includes payment intangibles 
and software.”  

• Payment intangible is defined by Article 9 as “a general intangible 
under which the account debtor’s principal obligation is a monetary 
obligation.” 

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

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

• Assets such as those named above—trademarks, trade names, cus-
tomer lists, sales contracts, copyrights, licenses, and patents—are 
commonly referred to as intellectual property  (IP). 

For the purposes of this collateral analysis discussion, we will limit the 
topic to the intellectual property intangibles defined earlier. Most other 
assets included in the broader definitions, such as payment intangibles, 
have readily identifiable values. Others, such as goodwill, have values 
that are identifiable, but not separable from the owning entity, and thus 
do not typically provide collateral value.
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IDENTIFYING INTANGIBLES SUITABLE AS 
COLLATERAL
Not all intangibles are suitable as collateral, including some intellectual 
property. To identify intangibles suitable as potential collateral, consider 
the following questions:

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

• Has a value been established for the asset? If so, how was the value 
established? Accounting rules for intangible assets require annual 
impairment tests and related value write-downs if an impairment has 
occurred. However, balance sheet value does not permit recognition 
of increased market value, which generally can only be reliably estab-
lished through a formal valuation process. Appraisers of intellectual 
property and other intangible assets should be credentialed. The 
Appraisal Foundation’s Uniform Standards of Professional Appraisal 
Practice (USPAP) apply to intellectual property valuations. Valua-
tion of intangible assets may be based on cost, market, or discounted 
future cash flow approaches, similar to valuation of other assets. Each 
approach requires market specialists capable of performing indepen-
dent research, with specialized knowledge of the borrower’s competi-
tive environment, similar intellectual property in the industry, and 
recent sales or licensing of similar property.

• Has the asset been afforded all relevant legal protections, such as 
registration with the appropriate government agency? Some types 
of intellectual property, such as patents, need to be registered to 
protect rights. Other property, such as a copyright, does not require 
registration but registration is the best means of enforcing a claim 
of infringement against a third party. Generally, the more legal 
protections in place, the more likely the asset will provide value in a 
liquidation.

• Does the borrower actually own the asset? You should verify that the 
company has full legal ownership rights in its intellectual property. 
Licensed intellectual property may not be transferable. Even if a 
company paid for development of a proprietary copyrighted work, 
it may not have full ownership rights if the property is considered 
a work for hire and the company did not secure the appropriate as-
signments of copyright interest.
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• Has the asset previously been used as collateral? If your customer 
provided intellectual property as collateral for an earlier financing, 
it is possible that the lender’s security agreement was effectively a 
means to assign the asset to the lender while licensing it back to the 
borrower. Ownership of the asset may have transferred to the lender 
in that event.

• What are the costs to maintain legal protections if the asset is intel-
lectual property? Maintaining and defending legal protections can be 
very expensive. Patent, trademark and other legal protections have 
indefinite lives and require additional filings and fees to keep them 
in force. Defense of intellectual property infringement is expensive, 
both to protect the borrower’s property and to respond to suits alleg-
ing the borrower infringed on similar or pre-existing property.

• Have contract rights been thoroughly documented, and do they 
include any restrictions on sale, pledge, or assignment? For both 
registered intellectual property and intangibles such as non-compete 
agreements and long-term supplier contracts, you should request 
information to determine whether there are any express restrictions 
on your ability to secure and perfect an interest in the asset. In rare 
cases, financial statement disclosures may provide relevant details, 
but generally you must request review of the relevant documents.

UNDERSTANDING THE REAL 
ESTATE APPRAISAL
APPRAISAL DEFINITION
An appraisal of real property provides an estimate of the value of 
the property as of a defined point in time, based on current market 
conditions. 

Regulatory agencies have mandated the use of appraisals in real estate 
lending decisions and have stipulated the basic information that an 
appraisal must contain. Regulatory requirements notwithstanding, for 
the lender the appraisal is one of the more important underwriting 
tools. It provides very useful information on: 

• Overall market conditions. 

• Characteristics of the particular neighborhood in which the property 
is located.

• Current market rental rates and operating expenses.

• Value of land and any improvements.
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KEY APPRAISAL CONTENT
This discussion will familiarize you with the critical analytical content of 
the appraisal, its sequencing and the basic concepts or rationale for each 
appraisal section. You will normally find conclusions presented at the 
beginning and end of the report, with the salient supporting data and 
arguments laid out in the middle. 

This is a fairly high-level discussion, as the actual content of an appraisal 
is much more comprehensive than as outlined here. Appraisal content 
not discussed in this section may include photographs of the site, site/
parcel descriptions, project descriptions, title/lien priority data, surveys, 
etc. It is easy to see how on larger, complex projects appraisals can be 
100 pages or more in length. Regardless of the length, a comprehensive 
review of the appraisal constitutes essential due diligence on any 
commercial real estate loan. 

The major appraisal sections addressed in this section are: 

• Highest and Best Use. 

• Three Approaches to Value. 

• Cost Approach 

• Sales Comparison Approach. 

• Income Capitalization Approach. 

• Final Reconciliation of Value. 
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HIGHEST AND BEST USE
Highest and Best Use analysis is the balance point of the appraisal process 
and the appraisal report. In this analysis, the appraiser reconciles the 
economic and physical information presented in the beginning of the 
report and asks two questions about the subject:

1. If the site were vacant, what would the optimum improvement be?

2. If the subject is improved, how do the existing improvements relate 
to the optimum improvement and current market expectations?

The answers to these questions provide the foundation for the 
approaches to value the appraiser ultimately uses, as well as for the 
information considered in the valuation section of the report.

Application of the highest-and-best-use concept can be extremely 
involved and indeed requires a high level of analysis on the appraiser’s 
part. It is not a task to be undertaken by the uncredentialed real estate 
professional. However, the basic concept is fairly straightforward and 
focuses on the optimal value potential for the property. The following 
explanation paraphrases the concept. 

HIGHEST AND BEST USE IS:
The reasonably probable and legal use of vacant land or an improved 
property, which is physically possible, appropriately supported, financially 
feasible, and which results in the highest value. The highest and best use 
must meet: legal permissibility, physical possibility, financial feasibility, and 
maximum profitability.

The highest-and-best-use analysis of a site always focuses on the site as if 
it were vacant and available to be put to its best use on a specified date, 
irrespective of its current use. The highest and best use of an improved 
property focuses on what exists or will exist.

NOT THE HIGHEST AND BEST USE
If the appraiser concludes that the existing or proposed improvements 
are not the highest and best use, the conclusion implies that some 
obsolescence is likely. The property may no longer make economic 
sense. The improvements will not result in the highest market value 
of the property. For example, imagine a small single-family residence 
on two acres in what was once a remote locale. Over time, urban and 
suburban sprawl have surrounded this property with high-density 
commercial development. Clearly the single family home does not 
maximize the utility and economic potential of the property. It is not 
the highest and best use.
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APPRAISALS: THE THREE APPROACHES TO 
VALUE 
Appraisals are only one tool in a lender’s toolbox. While appraisals are 
essential to making good real estate underwriting decisions, appraisers 
can and do make mistakes. Only by reading the appraisal, viewing the 
property, and combining good business sense with common sense and 
judgment can an appropriate decision be made regarding the loan. 
Remember: The appraisal alone will not determine the collectibility of your 
financing.

THREE APPROACHES TO VALUE
Standards of professional appraisal practice require that for most 
types of property, the appraiser must use three separate methods to 
estimate value. These methods are called the cost approach, the sales 
comparison approach (also called the market approach), and the income 
capitalization approach. The appraiser analyzes the values estimated 
with each method and then uses his or her judgment to correlate a final 
value.

Note: There can be circumstances in which the appraiser finds that 
one of these approaches is not applicable. One example is the appraisal 
of a parcel of vacant land on which no improvements have been 
constructed. Since the property is not generating income, the income 
approach is not applicable, nor is the cost approach, since there are no 
improvements on the property. In this example, the appraiser would 
use only the sales comparison approach, in which sales of comparable 
parcels of unimproved land are analyzed.
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TYPES OF VALUE
An appraisal of real property provides an estimate of the value of the 
property as of a defined point in time, based on current market 
conditions. 

As the appraisal provides time-sensitive analysis, there are many 
measures of value for a given property. The value will be a function of 
the property’s completion status, lease status, anticipated premises for 
sale (e.g., liquidation), and so on. In ordering the appraisal, you should 
be very clear about what values you are requiring. Several definitions of 
value are:

As is value: See Value As Is (following).

As built-out value: See Value Upon Completion (following).

Bulk market value: A misnomer; see also Gross Selling Price, Value upon 
Completion and Value to a Single Purchaser (following).

Market value: The most probable price a property should bring in a 
competitive and open market under all conditions requisite to a fair 
sale, the buyer and seller each acting prudently, knowledgeably and 
assuming the price is not affected by undue stimulus. Implicit in this 
definition is consummation of a sale as of a specified date and passing of 
title from seller to buyer under the following conditions:

• Buyer and seller are typically motivated.

• Both parties are well informed or well advised and acting in what 
they consider their own best interest.

• A reasonable time is allowed for exposure in the open market.

• Payment is made in terms of cash in U.S. dollars or in terms of com-
parable financial arrangements.

• The price represents the normal consideration for the property 
sold, unaffected by special or creative financing or sales concessions 
granted by anyone associated with the sale.
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DIMENSION 5 - 39

Present value: The lump sum amount that represents the current value 
of the right to collect future payments.

Prospective value estimate: A forecast of the most probable value 
expected to occur at a specified future date. It is most frequently 
used in connection with real estate projects that are proposed, under 
construction, under conversion to a new use or that have otherwise not 
achieved sellout or a stabilized level of long-term occupancy at the time 
the appraisal report is written. 

It is always based on the expectations and perceptions of market 
participants together with identifiable and documentable trends as well 
as data that are known or knowable at the time the forecast is made, 
and is a prediction.

Transaction value: Means:

• For loans or other extensions of credit, the amount of the loan or 
extension of credit.

• For sales, leases, purchases, and investments in or exchanges of real 
property, the market value of the real property interest involved.

• For the pooling of loans or interests in real property for resale or pur-
chase, the amount of the loan or market value of the real property 
calculated with respect to each such loan or interest in real property.

Value as is: The value of specific ownership rights to what physically 
exists and is legally permissible on an identified parcel of real estate 
as of the date an appraisal is written or the subject property was last 
inspected.

Value to a single purchaser: The price as of a specified date that a 
single purchaser could be expected to pay for a real estate project in 
which a portion of the overall rights in realty are expected to be sold to 
individual end users over time.

Value to a single purchaser implies that an informed purchaser would 
pay no more for a project at a specific point in time than the price at 
which he could acquire the property and cover all remaining direct or 
indirect costs expected to be incurred before sellout of all remaining 
units or lots.
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DIMENSION 5 - 40

Costs expected to be incurred in the achievement of sellout may include 
(but are not necessarily limited to) all remaining costs associated with 
completing construction or development. Additional sellout costs can 
include anticipated costs associated with marketing individual units or 
lots and maintaining the property during the absorption period—the 
cost of mortgage and equity capital expected to be incurred, plus a 
market-based level of entrepreneurial profit.

Value as if completed: The hypothetical value of a property as if all 
proposed improvements, development, rehabilitation, modernization, 
remodeling or changes in use were accomplished on the appraisal date.

 Value upon completion: The prospective value of the expected physical 
and legal position of an identified parcel of real estate on the date when 
any development, rehabilitation, modernization, remodeling or change 
in use has been physically accomplished. 

This is a prospective value estimate predicated upon known or 
knowable data as well as the expectations of typically informed market 
participants as perceived on the date the appraisal is written.

Value upon stabilized occupancy: The prospective market value of 
the expected physical and legal condition of an identified parcel 
of real estate on the date when any development, rehabilitation, 
modernization, remodeling, or change in use has been physically 
accomplished and the property has attained its expected level of long-
term occupancy. It contemplates a value estimate of the total ownership 
rights to the expected physical and legal condition of an identified 
parcel of real estate. It reflects the highest and best use of the expected 
physical and legal condition of the identified property rights on the 
prospective date of the value estimate.

It reflects the long-term economic feasibility of the identified property 
because it will physically and legally exist on the prospective date of the 
value estimate.

It is a prospective value estimate predicated upon known or knowable 
data as well as the expectations of typically informed market 
participants as perceived on the date the appraisal is written.

Wholesale value: A misnomer; see value to a single purchaser. 
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COST APPROACH
BASIC CONCEPT OF THE COST APPROACH

The cost approach determines the value of the property based on its 
cost to complete, less depreciation. This approach is used any time there 
are improvements constructed on a piece of property. The only time 
this standard does not apply is when the appraiser determines that the 
improvements do not contribute any value to the property because of 
deterioration, deferred maintenance, obsolescence, or other factors.

THE PROCESS FOR THE COST APPROACH

The appraiser executes three basic steps in completing the cost 
approach.

• Estimate the value of the land as if it was vacant.

• Determine the replacement or reproduction costs of the improve-
ments, less any accrued depreciation. 

• Sum the land value and the depreciated cost of the improvements to 
determine the value of the property. 

An example follows:

Estimated land value if vacant $ 50,000

Estimated construction cost of a similar structure $160,000

Less estimated depreciation ($ 10,000) 

Equals estimated value of building $150,000

Appraised property value $200,000

To estimate the land value, the appraiser analyzes recent sales of vacant 
land similar to the property being appraised. Considerations for 
similarity include time of sale, zoning, size, location, topography, and 
access. Because two parcels of land are rarely exactly alike, the appraiser 
makes adjustments to the sales price of each comparable property to 
reconcile its value more closely to that of the subject property. 

To estimate the value of the improvements, the appraiser uses 
one of various construction cost-estimating guides to determine the 
reproduction costs of the type of property being analyzed. One of the 
most commonly used cost sources is the Marshall and Swift Valuation 
Service. The cost guides classify properties according to the quality of 
design and construction, such as fair, good, very good, and excellent. 
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DIMENSION 5 - 42

This analysis provides a value of the improvements as if they were new.

To estimate depreciation, the appraiser states whether the property 
suffers from any of four types of depreciation:

• Curable physical deterioration, resulting from deferred maintenance, 
which can be repaired.

• Incurable deterioration that cannot be practically or economically 
corrected.

• Functional obsolescence or a loss in value stemming from the design 
of the building; may be caused by changes over time that make cer-
tain materials or a design obsolete.

• Economic obsolescence or the diminished utility of a structure 
because of outside influences, such as a declining neighborhood or 
depressed market conditions.

To arrive at an overall value of the property under the cost approach, 
the appraiser simply sums the land value and the cost of reproducing 
the improvements, minus any depreciation. 

TIPS FOR REVIEWING THE COST APPROACH

Review the land comparables to ensure that appropriate properties have 
been analyzed. 

Focus on the timing of the previous land sales. Real estate conditions 
can change rapidly, and a sale in excess of 12 months old may not 
reflect current market conditions. If the appraiser feels that market 
conditions have changed since the time of the sale, he or she should 
adjust the value accordingly. 

Assess reasonableness of all adjustments made by the appraiser in 
determining the value. 

Verify that the appraiser’s description of the quality of the 
improvements is properly reflected in the calculation of construction 
cost.



D
im

en
sio

n 
5 

//
 E

va
lu

at
e 

C
ol

la
te

ra
l V

al
ue

s a
nd

 C
on

du
ct

 P
er

io
di

c 
In

sp
ec

tio
ns

 o
f C

ol
la

te
ra

l

NOTES:

DIMENSION 5 - 43

SALES COMPARISON APPROACH
BASIC CONCEPT OF THE SALES COMPARISON 
APPROACH

In the sales comparison approach, also known as the market approach, 
the appraiser determines the value of the property based on the prices at 
which other comparable properties have changed hands. 

THE PROCESS FOR THE SALES COMPARISON 
APPROACH
The appraiser executes five basic steps in completing the sales 
comparison approach.

• Search property sales records in a geographic area and extract an ad-
equate number of properties similar to the subject that have recently 
been sold. 

• Compare the subject property to those selected sales comparables 
(i.e., properties that possess similar characteristics).

• Determine an applicable unit of comparison to use in the analysis. 

Depending on the type of property, the unit of comparison may be the 
sales price per square foot of building area, the sales price per acre of 
land, the sales price per unit (for apartments and hotels), or a similar 
appropriate calculation. 

The appraiser may also extract the gross income multiplier (GIM) from 
the sale of income property. The GIM is calculated by dividing the annual 
gross income generated from the property by the sales price of the property. 
For example: a commercial property recently sold for $350,000 and the 
gross annual income is $50,000. The GIM would be 7 ($350,000 / 
$50,000 = 7).

• Compare each comparable to the subject and adjust each comparable 
sale (up or down) for various characteristics, including the time of 
the sale, size of the property, zoning, access, age, location, design, 
physical characteristics, and quality of construction.

• Based on this analysis of the comparable sales, determine the value of 
the appropriate unit of comparison and multiply the unit of com-
parison by the size of the subject property to determine the value in 
accordance with the sales comparison approach.
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TIPS FOR REVIEWING THE SALES 
COMPARISON APPROACH
Carefully review the description and location of each comparable 
property to determine if it is truly similar to the subject property. 

Focus on the timing of each comparable and verify that older 
transactions have been appropriately discounted in the weighting for 
that factor.

Examine each comparable adjustment to see that they are reasonable, 
well-supported, and consistent.

THE INCOME CAPITALIZATION 
APPROACH
CONCEPT OF THE INCOME CAPITALIZATION 
APPROACH
The income capitalization approach, or cash flow approach, is critical in 
the valuation of income-producing properties. This method determines 
the value of the property based on its cash flow generating ability, or 
earnings power. The income capitalization approach converts future 
income expectancies into a stabilized value estimate. An estimate of 
property cash flow is established, the quality of the cash flow stream is 
assessed, and an investor rate of return is applied to the cash flow stream 
to calculate the value of the property. 

In compiling the data required for this analysis, the due diligence 
procedures of independent confirmation apply. The appraiser will use 
actual lease documents on the subject and comparable properties as 
available, as well as data from other developers, investors, appraisers 
and real estate brokers. The data obtained will also be compared to 
the estimates of future property performance provided by the owner/
developer. 
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DIMENSION 5 - 45

THE PROCESS FOR THE INCOME 
CAPITALIZATION APPROACH
The appraiser executes six basic steps in completing the income 
capitalization approach. Each step is discussed in greater detail 
following.

1. Determine the property square footage.

2. Analyze contract rents in place and/or estimation of market rent to 
determine appropriate rental rates for the property. Multiply this 
rental rate by the appropriate square footage measure to calculate 
property’s gross potential income (GPI).

3. Deduct costs for vacancy and collection loss. 

4. Deduct costs for operating expenses.

5. By subtotaling, calculate the property net operating income 
(NOI), or property cash flow.

6. Convert the net operating income (NOI) into a value estimate by 
applying a rate of return, or capitalization rate.

7. The income capitalization process and its relating calculations are 
demonstrated on the Income Property Cash Flow Worksheet using 
a sample property. We have also provided a blank Income Property 
Cash Flow Worksheet for your use.

SQUARE FOOTAGE
For an accurate calculation of property rent potential and comparison 
of the subject property with other buildings, the appraiser determines 
the property square footage in various terms: 

• Gross square feet: The total amount of space in the property. This 
can include common areas, stairwells, elevator shafts, utility closets, 
corridors, lobbies, restrooms, and even loading docks. 

• Rentable square feet: How much space can actually be leased and 
will generate rent? A tenant will typically not pay directly for the 
space occupied by common areas, restrooms, etc., but may be al-
located proportionate responsibility for these amenities.

• Usable Square Feet: The amount of space the tenant will actually be 
able to productively use for their business.

The correlation between these square footage measures allows the 
appraiser to determine the overall efficiency of the property, which 
factors into the determination of rental rates which the property can 
achieve. 
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DIMENSION 5 - 46

RENT ANALYSIS
The appraiser researches rental rates of comparable properties. The 
rental rates are analyzed based on the characteristics of the property, 
such as location, design, access, overall quality and condition, age, and 
lease terms. The appraiser makes any adjustments to the rental rates of 
comparable properties deemed appropriate based on differences in these 
characteristics. Also, within the subject property different rent rates will 
be assigned based on the desirability of the space; a basement suite or an 
interior corner in a retail center would typically warrant a lower rental 
rate. Adjustments are made for these considerations as well.

The total rents for the property are referred to as the gross potential 
income (GPI). They are expressed in annualized terms and reflect both 
the rents from existing leases and the potential rent for future leases on 
space, which is currently vacant. This allows the appraiser to determine 
a value for the property, and assumes it is no longer in a state of flux, 
i.e., in the midst of lease-up. This prospective condition or status is 
called stabilized occupancy. 

When analyzing rents, the appraiser will work to establish an effective 
rent for the property. An effective rent reflects the economic rent 
being paid for the space. Consideration and analysis of effective rents 
is necessary because the contract rent (the rent stated in the lease) is a 
function of tenant-landlord negotiation and, quite often, concessions. 
These concessions allow the tenant to pay less for the space in real 
economic terms. For example, the lease may include free rent for a 
period of time, or cover a tenant’s moving expenses. Omission of 
effective rent analysis can dramatically overstate GPI and wildly distort 
the property valuation. 

VACANCY ANALYSIS
Logic says that there will always be some portion of the building that is 
not rented because it is between tenants, under renovation, or because 
of some other temporary reason. Additionally, rent collection may be an 
issue, particularly in multi-tenanted properties. The general convention 
is to express these factors as a percentage of total rentable square feet. 
In establishing a relevant vacancy rate for a property, the appraiser 
considers vacancy rates for properties similar to the subject property, 
and in the market overall while taking into account overall economic 
trends. 

The vacancy factor is applied to the property’s gross potential income 
(GPI) and then netted from the GPI to calculate the property’s effective 
gross income (EGI).
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DIMENSION 5 - 47

OPERATING EXPENSES 
Operating expenses are expressed on an annual basis per square foot or 
in percentage terms. If a percentage is used, that percentage is applied 
to the EGI. These expenses include utilities, taxes, management fees, 
maintenance, marketing, insurance, and legal and accounting fees, etc. 
Note: these expenses are relatively fixed. They are the ongoing costs of 
property ownership. If the rents fall by 20%, the property operating 
expenses will not necessarily reduce by a like amount. Likewise if rents 
escalate, expenses may not follow suit. It is important to consider this 
directly in valuing and underwriting real property loans. 

Depending on how the lease is written, some operating expenses may 
be passed on to the tenant. In a gross lease, the building owner pays 
all expenses. Because of expense uncertainties, a gross lease will usually 
have a cushion built into the lease rate. A net lease passes some or all 
of the expenses on to the tenant. The most common type of net lease 
passes taxes, insurance, and maintenance expenses on to the tenants. 
This is typically called a triple net or NNN lease. The appraiser will 
carefully review the expense sharing arrangement in the subject and 
comparable leases to accurately measure the net expense burden to the 
property owner. 

RESERVE FOR REPLACEMENT EXPENSES
This is a provision for normal wear and tear requirements of a property. 
It will cover such things as resurfacing the parking lot, replacing the 
roof, repairing the heating or air conditioning, and painting. In an 
apartment property it will include the cost of eventual replacement 
of dishwashers, refrigerators, carpets, and ranges. Note: the allocation 
of a reserve in the appraiser’s calculation does not guarantee that 
actual dollars are being set aside for these purposes. These expenses are 
expressed on an annual per square foot basis.
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DIMENSION 5 - 48

ROLLOVER EXPENSES
This includes the cost of redecorating, renovation, and leasing agent 
commissions incurred when space is re-leased. These costs apply even if 
the space is re-leased to the existing tenant. These expenses are expressed 
on an annual per square foot basis.

Rollover expenses can be very difficult to accurately quantify, 
particularly in a multi-tenanted property with irregular lease 
expirations. If this is the case, the appraiser will normally elect to 
complete the income capitalization approach using a discounted cash 
flow analysis. 

NET OPERATING INCOME
Net operating income (NOI) is calculated by deducting the various 
property operating, reserve, and rollover expenses from the EGI as 
shown below on the Income Property Cash Flow Worksheet. NOI is an 
estimate of the property’s potential pretax, un-levered cash flow if leased 
in accordance with its own attributes and current market conditions. 
This is also referred to as the property’s stabilized NOI. 

In commercial banking terms this is conceptually the same as 
recurring EBITDA (earnings before interest, taxes, depreciation, and 
amortization).

CAPITALIZING THE NOI
The final step in determining the value in the income capitalization 
approach requires the application of a capitalization rate (cap rate) to 
the NOI. The cap rate is an estimated market driven rate of return 
which correlates to the risk profile of the property, among other things. 
The NOI is divided by the cap rate to calculate the value under the 
income capitalization approach. This is sometimes referred to as the 
value upon stabilized occupancy. 
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DIMENSION 5 - 49

BLANK INCOME PROPERTY CASH FLOW WORKSHEET

BUILDING TYPE  ___________________________________________

Square feet  _________________   

x Revenues/square foot  $ _________________   

GROSS POTENTIAL INCOME   $ ______________________    ______________________

Less: vacancy % A  % _________________  ( _____________________ )

EFFECTIVE GROSS INCOME   $ ______________________    ______________________

EXPENSES    

Operating expenses/square foot B $ _________________   

Reserve for replacement/square foot C  _________________   

Rollover expenses/square foot D  _________________   

Total expenses/square foot $ _________________   

x Total square feet   (   ____________________ )

NET OPERATING INCOME (N.O.I.)  $     ______________________

(Income available for debt service)   

VALUATION ESTIMATE    

Capitalization rate E  %   

Estimated value = N.O.I. ÷ Cap rate  ________________ $  

A Average annual vacant space, expressed as a percent of total square feet.

B Expenses such as utilities, taxes, management fees, maintenance, marketing, insurance, legal, and accounting, etc. Expressed on an 
annual basis.

C Estimate of this year’s expense contribution toward future capital expenditures such as appliances, heating/cooling units, roof, and 
parking surfaces.

D Expenses incurred to attract new or renewal tenants, such as redecorating, renovation, or reconfiguration of the space.

E Blended rate that reflects market interest rates, risk levels for this property type, and the return investors want to see on instruments 
with similar risk characteristics.
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INCOME PROPERTY CASH FLOW WORKSHEET SAMPLE 
FOR ACTION LEGAL CLINIC

BUILDING TYPE Office   ___________________________________________

Square feet 20,000  _________________

 $24.00  x Revenues/square foot   _________________   

GROSS POTENTIAL INCOME   $480,000   $ ______________________    ______________________

Less: vacancy % A  15% 72,000   ________________  ( _____________________ )

EFFECTIVE GROSS INCOME    408,000   $ ______________________    ______________________

EXPENSES    

Operating expenses/square foot B  $6.00  _________________   

Reserve for replacement/square foot C  .15  _________________   

Rollover expenses/square foot D  .60  _________________   

Total expenses/square foot  $6.75  _________________   

x Total square feet    135,000   (   ____________________ )

NET OPERATING INCOME (N.O.I.)    $273,000       ______________________

(Income available for debt service)   

VALUATION ESTIMATE    

Capitalization rate E  10.5 %  _______________   

Estimated value = N.O.I. ÷ Cap rate  $2,600,000    ______________________  
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DIMENSION 5 - 51

TIPS FOR REVIEWING THE INCOME 
CAPITALIZATION APPROACH
Carefully review the description and location of each comparable 
property to determine if it is truly comparable to the subject property. 

Focus on the timing of each comparable and verify that older 
transactions have been appropriately discounted in the weighting for 
that factor.

Examine all adjustment to see that they are reasonable, well supported, 
and consistent. The rents and vacancy rates selected by the appraiser 
should be well supported by market evidence and the existing or 
anticipated operating expenses of the building should be compared with 
those of similar properties and/or to general industry expense figures.

Review the assumptions used in assigning the capitalization rate. 
If the appraiser has analyzed overall rates (OARs, the capitalization 
rates extracted from market transactions) from similar properties, the 
final capitalization rate should be in the same general range. If the 
appraiser feels that other factors (e.g., interest rate volatility, differences 
in risk levels due to location or owner-occupancy, etc.) will cause the 
capitalization rate to be out of line with the comparable’s OAR, these 
other factors should be discussed and supported.

 

CAPITALIZATION RATES
CONCEPT AND DYNAMICS OF CAPITALIZATION RATES

The capitalization rate (cap rate) is the vehicle used to quantify the value 
of a property’s cash flows. It reflects the return investors want to see on 
instruments with similar risk characteristics, and represents a return on 
and of capital. It is a blended rate.

Mathematically, the capitalization rate is:

The rate at which a stream of periodic payments converts to a fixed amount 
of capital. 

It is expressed as a percentage and is intended to represent overall 
returns expected by investors from a particular property. When divided 
into a property NOI, the cap rate will provide a value estimate. 
Alternatively the cap rate can be determined (extrapolated) by dividing 
the cash flow stream of an asset (e.g., NOI) by its purchase price.
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DIMENSION 5 - 52

Here’s a look at the basic concept using two simple examples. 

SCENARIO A

You estimate a property, or any other investment, will generate $10M 
per year on a fairly reliable basis. The asset is being offered at a price of 
$100M. If you pay full price for this asset, you are implying that the 
risk profile of the asset (investment) should entitle you to a 10% return 
on the dollars you have invested. The 10% is the capitalization rate.

SCENARIO B

Alternatively, you determine that you are only willing to pay $83M 
for the same asset. This implies that you are requiring a higher rate of 
return on your invested dollars. This could be because you perceive 
the risk associated with the cash flow stream is higher, or because you 
have other attractive investment opportunities that make the 10% 
return offered by the seller look rather unappealing. Regardless of your 
rationale, if you were able to purchase this asset for $83M, your rate of 
return (capitalization rate) would be 12%. 

SCENARIO A SCENARIO  B

Investment cash flow $10M $10M

Divided by purchase price $100M $83M

Equal to capitalization rate 10% $12%
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CAPITALIZATION RATE DYNAMICS

C
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As shown prior, the higher the capitalization rate, the lower the 
arithmetic value that is calculated, thus there is an inverse relationship 
between cap rates and value. This is because when market return 
expectations (and availability) increase, a static level of cash flow (and 
profit) will fall short of the new higher expectations, assuming in this 
case that rental rates are not indexed to interest rates. Thus, these static 
cash flows are worth comparatively less in the market. The theory is 
similar in concept to bond theory, in that bond prices fall when interest 
rates go up, and vice versa.

A capitalization rate reflects a variety of influences, including:

• Risk perception associated with a specific type of property in a spe-
cific market.

• Current interest rate environment.

• Return that an investor would expect to receive on a financial instru-
ment with the same risk level as the subject property. 

In using the income capitalization approach, the estimated value of a 
property is highly sensitive to even nominal changes in cap rates. Cap 
rate variations as small as 1/4% to 1/2% can have dramatic effects on 
property value as shown following. For this reason, the accuracy and 
validity of the cap rate is critical.
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CAPITALIZATION RATE SENSITIVITY CHART

NOI $1,000M $1,000M $1,000M $1,000M $1,000M

÷ Cap rate 9.5% 9.75% 10% 10.25% 10.5%

Value $10,526M $10,256M $10,000M $9,756M $9,523M

DERIVING THE CAPITALIZATION RATE
There is quite a science behind determination of capitalization rates and, unfortunately, rules-of-thumb are not 
generally accurate. Professional appraisers receive a great deal of training in this area and must consider many 
factors in arriving at this powerful variable. This gives rise to two basic approaches to formulating the cap rate. 
One is theoretical, and the other approach is practical.

THE THEORETICAL DERIVATION
Theoretically, cap rates are derived from application of the band of investment technique. The basic premise of the 
theory is that an investor’s target return will be a function of the weighted average cost of capital. For example, if 
an investor seeks a 10% return on equity on an investment that will be 30% equity funded and 70% debt funded 
at 8.25%, the weighted average cost of capital is 8.775%, as shown:

PERCENTAGE OF COST FUNDED BY: RETURN WEIGHTED AVERAGE

Equity 30% 10% 3.0%

Debt 70% 8.25% (interest) 5.775%

Weighted Average 8.775%

When applied to cap rates, this weighted average calculation will include not only the direct borrowing cost 
(interest, or return on capital) but also the return of capital to the lender (the debt amortization). The calculation 
of the cap rate will, therefore, use a loan constant rather than an interest rate. Here’s an example:

Assume a real estate investment property will be funded with 70% debt and 30% equity as shown prior. Assume 
further that:

The loan will bear interest at a rate of 8.25% and have a 20-year amortization, making the loan constant 10.22%

The investor’s expected cash on cash return is 8%

The overall capitalization rate is calculated by weighting the cost of the debt and equity components of the 
financing and adding them together as shown here:
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DIMENSION 5 - 55

Adjusting the prior calculation for a loan constant of 10.22% (reflecting an 8.25% interest rate and a 20-year 
amortization) would result in a cap rate of 10.15% as follows. 

PERCENTAGE OF COST FUNDED BY: RETURN WEIGHTED AVERAGE

Equity 30% 10% 3.0%

Debt 70% 10.22% (Constant) 7.15 %

Weighted Average 10.15%

The overall cap rate is often rounded to the nearest tenth, or in this case 10.2%. 

BAND OF INVESTMENT APPROACH WEIGHTED COST OF CAPITAL - 
CONCEPT

Investment Proportion Yield Required Weighted Average

Equity 25% 15% 3.75%

Debt 75% 8% 6.00%

100% 9.75%

THE PRACTICAL DERIVATION
Because information regarding investor target risk returns and cost of capital is not widely distributed, or reliable, 
the more popular and practical derivation of the cap rates follows a different approach: market extraction.

Market extraction is the primary method used by appraisers to determine capitalization rates. Using market 
extraction, the appraiser examines the overall rates of return (often called OAR) implied by sales of comparable 
income properties. The OAR is determined by dividing the net operating income of a sold property by the 
property’s sale price. This figure represents the pretax un-leveraged return on investment that the purchaser of the 
comparable property will realize. The Scenario A and B examples above illustrate this capitalization rate technique.

The cap rate for the subject property is then derived by correlating the data from the comparables with the data 
from the property being appraised. This process is called market extraction.

Although the appraiser may base the subject property’s capitalization rate substantially on the extracted OARs, 
other capitalization rate considerations are also included in the analysis.
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DISCOUNTED CASH FLOW 
ANALYSIS
CONCEPT OF THE DISCOUNTED CASH FLOW 
ANALYSIS
Discounted cash flow analysis is a method of capitalizing income 
property cash flow; that is, using the estimated property cash flow 
(NOI) to determine the value of the property by applying an expected 
rate of return to that cash flow stream. It is similar to and builds on or 
refines the analysis provided in the income capitalization approach and 
should provide a like valuation, albeit more precise and revealing with 
respect to the property’s risk profile in future periods. 

The income capitalization approach calculates the value of an income 
property based on current rental rates, vacancy factors, and expenses. 
The discounted cash flow analysis (DCF) capitalizes the expected cash 
flow profile of the property for the expected holding period of the 
owner of the property. It then discounts the future property cash flows 
and the estimated proceeds from an assumed future sale of the property 
at the end of the holding period, to arrive at an estimate of the present 
value of this cash flow stream (i.e., the value as determined by the DCF 
analysis).

THE PROCESS FOR THE DISCOUNTED CASH 
FLOW ANALYSIS
The DCF calculates the net operating income for each year of the 
analysis and based on the discount rate selected, calculates and sums the 
net present value of each year’s cash flow. The discounted present value 
of the property’s expected selling price at the end of the holding period, 
minus expected sales commissions and expenses, is added to this value.

The appraiser executes five basic steps in completing the discounted 
cash flow analysis. They are outlined here and illustrated in the 
discounted cash flow example.

• Estimate the net operating income (NOI) for each year in an as-
sumed holding period giving specific consideration to existing lease 
terms and re-leasing expenses such as rent loss, tenant improvements, 
and leasing commissions. This period is typically 5 to 10 years.

• Calculate the present value of the annual cash flows for the holding 
period at an estimated discount rate. 

• Calculate the reversion value of the property using an assumed 
capitalization rate. The reversion value is the estimated value of the 
property at the end of the holding period. The analysis assumes a 
hypothetical sale of the property at that time. 
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• Deduct estimated disposition cost to calculate net reversion cash 
flow at the end of the holding period.

• Calculate the present value of the reversion cash flow at an assumed 
discount rate and add that present value to the present value of the 
cash flow stream during the holding period to get the discounted 
cash flow value. 

Note: The DCF is a complex set of calculations normally executed on 
a spreadsheet program. There are several packaged programs available 
to the real estate industry from various software vendors. Most DCF 
programs can calculate a range of values based on a range of discount 
rates as well as differing cap rates. The chart below illustrates the varied 
valuation results produced by even subtle changes in these two key 
variables. 

BENEFITS OF USING DISCOUNTED 
CASH FLOW ANALYSIS
DCF directly factors in varied inflation rates. In a DCF, for each year of 
the analysis, an inflation factor is applied to rental rates and operating 
expenses. This is important in situations where the rental rates and 
expenses are not expected to increase at the same pace. For example, if 
expenses are expected to increase faster than rental rates, an inflation 
rate of 2% might be assigned to rents and a 4% inflation rate assigned 
to expenses. 

This flexibility is also important in situations where rents are expected 
to remain flat for, say, two years before resuming an upward trajectory. 
If inflation rates for rent and expenses are expected to increase at 
roughly the same pace, the value range calculated by the DCF approach 
is normally similar to the value derived from the income capitalization 
approach, when calculated in a direct fashion. However, DCF analysis 
will give a more realistic value of the property if a discrepancy or 
irregular pattern is expected.

DCF directly factors in tenant rollover expenses. The DCF allows 
expenses related to tenant turnover (such as leasing commissions, 
tenant improvement, or refurbishment expenses) to be assigned to 
the specific year or years in which they are expected to occur. In 
the direct capitalization method, an overall average tenant turnover 
expense is calculated. If these expenses are expected to be significant or 
are anticipated to occur at several different intervals in the life of the 
property, the DCF will provide a more accurate valuation and endow 
the lender with valuable risk focused information, which can be used in 
structuring the loan.
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DCF captures longer-term variances in lease economics. If a lease 
reflects over- or under- market terms later in the lease period, these 
benefits or concessions can be lost in a direct capitalization approach. 
For example, in a seven-year lease assume the rent reduces to zero 
during the last three months of the lease. A DCF approach would 
appropriately and precisely factor in this future rent reduction.

TIPS FOR REVIEWING THE 
DISCOUNTED CASH FLOW 
ANALYSIS 
STEP ONE:
Because the DCF analysis is based on income capitalization concepts, 
all review tips for that valuation approach apply. If that analysis is 
provided separately, you should first determine that the assumptions 
and support provided in that analysis are reasonable and consistent. 
Tips for reviewing the income capitalization approach are:

• Carefully review the description and location of each comparable 
property to determine if it is truly comparable to the subject prop-
erty. 

• Focus on the timing of each comparable and verify that older trans-
actions have been appropriately discounted in the weighting for that 
factor.

• Examine each adjustment to see that they are reasonable, well sup-
ported and consistent. The rents and vacancy rates selected by the 
appraiser should be well supported by market evidence, and existing 
or anticipated operating expenses of the building should be com-
pared with those of similar properties and/or to general industry 
expense figures.

• Review the assumptions used in assigning the capitalization rate. 
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STEP TWO:
Determine if the appraiser has fully discussed and supported the 
additional variables and assumptions, such as inflation rates and 
discount rates, used in the DCF calculation. These assumptions should 
be well supported and the source of the data used in making these 
assumptions should be fully disclosed. Several national and regional 
data sources regularly compile information about discount rates, 
expense rates, etc., that institutional investors and underwriters use for 
various property types. A knowledgeable appraiser or broker in the local 
market area can suggest the appropriate sources and help lenders obtain 
them.

DISCOUNTED CASH FLOW 
EXAMPLE
The following is an example of a DCF valuation for a simple apartment 
property. Note: this illustration can also be solved on a financial 
calculator, although answers may vary because of rounding.

Assume:

A five-year holding period for an income property.

Annual NOI of $1,102M in the first year.

NOI increases by 3% per year.

Reversionary capitalization rate is 9%.

Discount rate is 12%.
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 Step 1: Estimate the net operating income (NOI) for each year in the assumed holding period, giving specific 
consideration to existing lease terms and re-leasing expenses such as rent loss, tenant improvements, and leasing 
commissions. In this case an apartment property is showcased, so the re-tenanting and leasing costs are smoothed. 
In a multi-tenanted retail or office property this would likely not be the case. 

YEAR 1 YEAR 2 YEAR 3 YEAR 4 YEAR 5

Base rents $1,818 $1,873 $1,929 $1,987 $2,046

Vacancy (5%) -$91 -$94 -$96 -$99 -$102

Adjusted gross income $1,727 $1,779 $1,832 $1,887 $1,944

Misc. income (laundry) $39 $40 $41 $43 $44

Effective gross income $1,766 $1,819 $1,874 $1,930 $1,988

Less expenses

Taxes -182 -187 -193 -199 -205

Insurance -23 -24 -24 -25 -26

Utilities -109 -112 -116 -119 -123

G&A -88 -91 -93 -96 -99

Mgmt. fees -54 -56 -57 -59 -61

Salaries -71 -73 -75 -78 -80

Advertising -15 -15 -16 -16 -17

Maintenance and repairs -101 -104 -107 -110 -114

Reserves -21 -22 -22 -23 -24

Total expenses -$664 -$684 -$704 -$726 -$747

Net operating income $1,102 $1,135 $1,169 $1,204 $1,240
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Step 2: Calculate the present value of the annual cash flows for the 
holding period at an estimated discount rate.

 

YEAR 1 YEAR 2 YEAR 3 YEAR 4 YEAR 5

NOI $1,102 $1,135 $1,169 $1,204 $1,240

Discount rate 12%

Present value 
of NOIs $4,299

Step 3: Calculate the reversion value of the property using an assumed 
capitalization rate. The reversion value is the estimated value of property 
at the end of the holding period. The analysis assumes a hypothetical 
sale of the property at that time. 

NOI year 5 $1,240M

Capitalization rate  9%
  
Reversion value $13,782M

Step 4: Deduct estimated disposition cost to calculate net reversion cash 
flow at the end of the holding period.

Reversion value $13,782m

Disposition cost       $413m
 

Reversion cash flow $13,369M

Step 5: Calculate the present value of the reversion at an assumed 
discount rate and add that present value to the present value of the cash 
flow stream during the holding period to get the discounted cash flow 
value. 

Present value of reversion cash flow $7,934m

Present value of annual cash flow  $4,299m
 

Discounted cash flow value $12,233m
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FINAL RECONCILIATION OF VALUE
The final reconciliation of value is the appraiser’s overall assessment of 
value, taking into consideration findings from each analytical technique 
used during the appraisal process. 

Most commercial properties are appraised using three separate 
approaches to value. 

1. Cost 

2. Sales comparison or market. 

3. Income capitalization. 

The appraiser must weigh the values calculated from each approach and 
correlate a final value for the property. 

WEIGHTING THE VALUES
The values derived from each approach may differ significantly. 
However, while the temptation may be to merely average the values 
from the three approaches, the standards of appraisal practice require 
that a professional appraiser use his or her professional judgment to 
determine the approach or approaches to value that are most applicable 
to valuation of the subject property. 

The appraiser should list the values derived from each approach and 
discuss the reasoning for the choice of values having the most bearing 
on the final property value determined.

Since each commercial property possesses its own set of unique 
characteristics and circumstances, there are no rules as to which value 
merits the most emphasis for specific types of property. However, for 
most income producing property, the income capitalization/cash flow 
approach should figure prominently in the appraiser’s correlation of 
final value. In an owner-occupant transaction, the sales comparison 
(market) approach typically carries the most weight.
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REVIEWING THE FINAL RECONCILIATION OF 
VALUE
When reviewing the final reconciliation of value, you should carefully 
examine the appraiser’s reasoning in the final correlation to determine if 
it is well supported and appropriate. If the appraisal has not logically led 
you to the same conclusion as presented, you should follow up with the 
appraiser to gain more insight. Alternatively, you may wish to have the 
appraisal reviewed by a more experienced real estate lender for another 
opinion on the reliability of the value estimate. For significant credits, 
you may want to order an independent appraisal review. 

Appraisals should be scrutinized just as if they were a company’s 
financial statements. You would never make a business loan without 
closely reviewing a balance sheet, income statement, and cash 
flow statement. Appraisals should be treated no differently in the 
underwriting process. The arguments presented in the appraisal should 
be consistent and well supported.

APPRAISAL REVIEW TIPS
The content of an appraisal can be daunting, especially to the novice. 
In addition to knowing what to look for, it is useful to know where to 
look. These few tips are intended to expedite your preliminary review of 
the appraisal. Of course, you should thoroughly review the full appraisal 
prior to committing bank resources.

Conclusions can be found at the front of the report and at the end of 
each section. Take the time to carefully read the conditions set forth 
regarding each statement of value. For example, value as is and value at 
stabilization are likely not the same. Consider whether sufficient funds/
resources are available to reach the value to which the loan is being 
underwritten. 

Tables efficiently display a significant amount of detail, which is also 
articulated in the text. Using the tables will help you focus on the 
specifics of the comparable properties discussed in the appraisal.

Highest and Best Use section should be checked for surprises. This 
section usually indicates the highest and best use of the real estate is as 
developed or as proposed. If it does not, there is likely some economic or 
functional obsolescence that should be factored into the credit decision.
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Final Reconciliation of Value should be checked for the weighting 
arguments relating to the three approaches to value: cost approach, sales 
comparison (market) approach, and income capitalization (or cash flow) 
approach. Ask, “Does the reconciliation make sense?”

Consistent arguments should be presented throughout the appraisal. Do 
not hesitate to discuss any questions you have with the appraiser. They 
are only human. They can and do make mistakes from time to time. In 
addition, note that you are responsible for articulating and defending 
the appraiser’s findings to your client. Your solid understanding of the 
appraiser’s rationale is therefore a necessity. 

Site Visit: Finally, there is no substitute for seeing the property with 
your own eyes. You, or your agent, should physically inspect the site/
property prior to, or in conjunction with, the appraisal review. If this is 
not possible, at a minimum you or your agent should physically inspect 
the site/property prior to committing the financing.

APPRAISAL REVIEW FORMS
The use of an appraisal review check sheet will assist and expedite your 
review process, and foster consistency in your focus. There are three 
forms provided to specifically aid you in assessing appraisal standards 
conformance, content, and conclusions. The forms are: 

1. Commercial Administrative Review Form. 

2. Commercial Appraisal Underwriting Form. 

3. Business Line Residential Appraisal Review Form. 
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COMMERCIAL ADMINISTRATIVE REVIEW FORM
Borrower  Loan Officer 

Property Address Report Date 

Effective Dates 

Value Estimates 

Appraiser/Firm Property Type

Attach Explanation for Any “No” Responses that Affect Value Yes No
Minimum Appraisal Standards (12 CFR 323.4)

(a)  Conforms to Uniform Standards of Professional Appraisal Practice (USPAP)

(b)   Written and contains sufficient information and analysis to support business decision

(c)   Analyzes and reports appropriate deductions and discounts for proposed construction or renovation, partially leased 
buildings, non-market lease terms, and tract developments  with unsold units  Not Applicable [ ]

(d)  Based on definition of market value in 12 CFR 323.2 (f ) and bank instructions

(e)  Performed by state licensed or certified appraiser as required

USPAP Reporting Requirements (Standards Rule 2-2)

Report Type: Self-Contained [ ] Summary [  ]  Consistent with Bank Retention Letter:

Key Words: Self-Contained = Describe Summary = Summarize (option stated in parentheses)

i.  Identify and describe (or provide summary description of ) the real estate. 

ii. State real property interest [fee simple, leased fee, leasehold, etc.].

iii. State purpose and intended use of appraisal.

iv. Define the value to be estimated [see Item d above].

v. State effective date of appraisal and date of report [transmittal date].

vi.  State (or summarize) the extent of the process of collecting, confirming, reporting data.

vii. State all assumptions and limiting conditions that affect the appraisal.

viii.  Describe (or summarize) the information considered, the appraisal procedures followed and reasoning that 
 supports the analyses, opinions, and conclusions.

ix.  Describe (or summarize) the opinion of highest and best use [when appropriate].

x. Explain and support the exclusion of any of the usual valuation approaches.

xi.  Describe (or summarize) any additional information appropriate to show compliance with the  
specific guidelines of Standard 1 [or explain permitted departures].

xii. Include a signed certification in accordance with Standards Rule 2-3.

Content Issues

Significant mathematical calculations presented clearly and accurately.

Report sections are consistent and reconcile without contradicting information.

Value conclusion reconciles with value range from approaches used and is logical.
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REVIEWER CONCLUSIONS

Yes No

Appraisal Acceptable as Submitted.

• If no: attach rationale or comment on reverse.

Appraisal Acceptable after Correction/Resubmission by Appraiser.  

• If yes: attach letter transmitting appraisal and reviewer comments to appraiser.

Reviewer Signature

 
Reviewer Name

Date of Review

Attachment:  Yes     # of Pages    No    
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COMMERCIAL APPRAISAL UNDERWRITING FORM 
Borrower  Loan Officer 

Property Address Report Date 

Effective Dates 

Appraiser/Firm Property Type

Exposure Time Associated with Value Estimate

Environmental Issues Identified in Appraisal (Property rights appraised)  Yes  No
• Same as Borrower Interest in Property  Yes  No
Economic Characteristics Match Market Perspectives of Bank  Yes  No
Neighborhood Characteristics Consistent with Use of Property  Yes  No
Zoning Allows Present Use of Property  Yes  No
• If no: Can improvements be re-constructed if damaged  Yes  No
Size of Site: Land/Bldg Ratio

Size of Buildings: No. Of Buildings:

• Site shape/topography suited to present use  Yes  No
• Excess land for present use  Yes  No
• Building repairs required  Yes  No
Highest and Best Use  Yes  No
• Consistent with present use  Yes  No
• If vacant land, when can development potential be realized  Yes  No
Cost approach developed:  Yes  No
• Site value contribution  Yes  No
• Indicated value  Yes  No
Sales comparison approach developed:  Yes  No
No. Of Sales: Unadjusted Range in Unit Sale Prices 

• Do sales compete with subject (similar size, type, location)  Yes  No
• Adjusted Range in Unit Values

• Indicated value

Income capitalization approach developed:  Yes  No
• Estimate of Market Rent

• If leased, is Contract Rent at or near Market Rent  Yes  No  N/A
• If owner-occupied, can Borrower afford to rent own building  Yes  No  N/A
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• Direct capitalization and DCF analysis (upon stabilization) DCF analysis (on completion)

• Effective gross income (EGI): Year 1 EGI: 

• Operating expenses: Year 1 exp: Cash Flow

Overall cap rate: Discount rate: no. of years: 

Indicated value: Terminal (reversion) cap rate: 

DCF analysis year 1 cash flow: Indicated value:

Indicated value: Implied year 1 cap rate:

• Is/are capitalization rate(s) consistent with loan rate structure  Yes  No
• Final Estimates of Value:

Attachment:  Yes   # of pages    No
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[     ] BANK: BUSINESS LINE RESIDENTIAL APPRAISAL 
REVIEW FORM
Borrower Officer 

Property Address Report Date   

Effective Date  

Value Estimate 

Appraiser/Firm   1-Family 

Property Type  Condo   _____

 2-4 Family _____

NOTE: Attach Explanation for any No and/or ? Responses Yes No

Content Issues

1. a) Correct form report used for property type being appraised?

 b) SUBJECT section of form completed in full?

2. NEIGHBORHOOD location, analysis, land uses, changes, occupancy com-
plete?

 a) Are comments descriptive, informative, pertinent, conclusive?

3. SITE DESCRIPTION complete?

 a) Zoning identified and conformity/compliance stated?

 b) FEMA Flood Hazard information completed?

 c) Highest and Best Use same as present use or explained if different?

4. IMPROVEMENTS description, exterior/interior, complete and acceptable?

 a) Age and effective age estimate appear reasonable?

 b) Do comments address:

    i. Additional features, repairs required, modernization? 

    ii. Physical, functional, external adequacies/inadequacies?

    iii. General market conditions?

5. COST APPROACH 

 a) Building sketch calculations shown?

 b) Same gross living area (sq.ft. living area) used throughout report?

 c) Do cost calculations appear reasonable and are they mathematically accurate?

 d) Are depreciation factors consistent with improvement descriptions? 
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6. SALES COMPARISON APPROACH 
a) Are comparables recent and similar to subject in location, site size, im-

provement size/room count, amenities, etc. or are differences adequately 
explained?

b) Are adjustments reasonable, logical, consistent, and mathematically ac-
curate?

c) Are individual adjustments under 10% of comparable sale price or 
explained if over?

d) Are net adjustments under 15% of comparable sale price or explained if 
over?

e) Are gross adjustments under 25% of comparable sale price or explained 
if over?

f ) Do comments explain atypical adjustments, add additional information, 
and/or clarify  analysis as/if needed?

7. INCOME APPROACH Applicable _____   Not Applicable  X 

8. RECONCILIATION discusses approaches to value and provides supported 
conclusion?

9. Is the estimate of market value stated with an appropriate effective (as of ) 
date? 

 a) Is value within price range of neighborhood as stated in report? 

10.  Addendum include photographs of subject and comparable sales; interior 
sketch of subject with exterior dimensions; map locating subject and 
comparable sales; correct Definition of market value; signed and dated 
Certification and Statement of Limiting Conditions? 

Appraisal Acceptable as Submitted 

Appraisal Rejected (attach list of reasons for rejection) 

Reviewer Signature 

Reviewer Name   

Date of Review
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DIMENSION 6 - 2

PURPOSE OF DIMENSION 6
Dimension 6 focuses on appropriately structuring and documenting 
credit with respect to the identified repayment sources. In Dimension 6 
we will cover the following topics:

1. Identifying primary and secondary sources of repayment and 
financing.

2. Determining the loan structure, including loan support and 
covenants.

3. Documenting the credit, including perfecting liens and 
documenting third party support.

4. Regulatory compliance

5. Loan closing procedures.

6. Identifying and mitigating environmental risk.
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DIMENSION 6 - 3

ADDITIONAL SKILL-BUILDING 
RESOURCES
The material in the Body of Knowledge provides an overview of 
knowledge related to topics covered by the Credit Risk Certification 
exam. Mastery of topics reviewed here is essential preparation for the 
exam, but no amount of reading and study can substitute for lending 
skills that must be acquired through formal classroom and on-the-job 
training. In addition to reviewing the Body of Knowledge, consider 
taking the following RMA courses to support your Dimension 6 skill 
building:

• Uniform Credit Analysis I and II

• Structuring Commercial Loans I

• Structuring Commercial Loans II

• Product Profiles for Commercial Loans

IDENTIFYING PRIMARY AND SECONDARY 
SOURCES OF REPAYMENT AND FINANCING 
Interviewing the Borrower about Expected Borrowing Needs and 
Resources

The first step in identifying sources of repayment is to ask the borrower 
about expected needs and resources. Questions to ask during the loan 
interview include:

• Primary sources: 

 – How does the borrower expect to obtain funds for repayment? 

 – What are the present main sources of financing? Banks? 
Suppliers? 

• Additional sources: 

 – What other sources of repayment are available? Other 
financing? 
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DIMENSION 6 - 4

• Sale of fixed assets? 

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

 – Are finance companies or factors used for funds? 

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

 – What is the nature and extent of these loans? 

• Suppliers: 

 – Who are the major suppliers? 

 – What are the regular trade terms offered to the company? 

 – How good is their current relationship? 

 – Are discounts taken? Are payments prompt? 

 – Are any items currently in dispute or litigation? 

 – Are any special terms or relationships involved? 

 – Are any transactions with or through closely affiliated or 
mutually controlled enterprises? 

 – Are contracts or franchises involved? What are the details of 
these relationships? 
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DIMENSION 6 - 5

PERFORMING YOUR OWN ASSESSMENT OF PRIMARY 
REPAYMENT SOURCES

Next, perform your own assessment of primary repayment sources. 
Recall from your reading in Dimension 4 that there are five principal 
borrowing causes. Each of these causes also suggests a repayment source 
if the underlying cause reverses:

• Borrowing cause: current asset growth resulting from sales growth, 
both seasonal and permanent. Repayment source: liquidation of 
current assets when a seasonal asset build-up reverses itself as the 
seasonal operating cycle is completed, or when longer-term growth 
stops or reverses. 

Current asset liquidation through a seasonal operating cycle is a 
very high quality source of repayment because it stems directly from 
company operations and demonstrates that the company’s seasonal 
asset buildup is temporary. Current asset liquidation from curtailing 
longer term growth, or when sales recede, is a non-renewable source 
of cash flow that may also signal difficulties within the company’s 
business model.

• Borrowing cause: current asset growth resulting from declining 
efficiency. Repayment source: current asset reduction resulting from 
improved efficiency. 

A reduction in the cash cycle reduces the cash investment in current 
assets. Cash released through efficiency improvement is a quality 
source of repayment, although it may not be a repeatable source of 
repayment. For example, a company that improved its cash cycle by 
eliminating ten days from its collection period is not likely to be able 
to achieve a comparable improvement in subsequent years.

• Borrowing cause: fixed asset expenditures. Repayment source: sale of 
assets. 

Keep in mind that sale of assets is usually not a high quality 
repayment source, as asset sales are generally infrequent and/or non-
repeatable. An asset sale may produce desirable cash inflows, but 
these should generally be considered as one-time sources that are not 
presumed to be available for future debt service.
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DIMENSION 6 - 6

• Borrowing cause: reduction in trade credit. Repayment source: 
increase in trade credit availability. 

When suppliers provide additional financing, the cash cycle decreases 
and fewer current assets need to be supported by external sources. 
Trade credit increases are quality sources of repayment, with the 
significant qualification that they are generally non-repeatable sources 
of new cash. 

• Borrowing cause: decreases in net worth, including the result of 
unprofitable operations or the payment of dividends. Repayment 
source: net worth infusions from owners or new investors; change 
of policy to retain earnings instead of paying dividends; profitability 
improvement. 

Outside capital supplied to the business is a valuable potential source 
of repayment, but absent a contractual agreement it is difficult 
to compel future capital contributions and thus new capital as a 
prospective repayment source is neither predictable nor dependable. 
Minimum net worth requirements enforced through loan agreements 
can encourage earnings creation and retention, but keep in mind that 
although retained profit makes a stronger borrower, profits themselves 
do not necessarily correlate to cash flow. 

It is important to view fundamental profitability as a long-term 
driver of ability to repay debt, but the more useful measure of quality 
sources of repayment lies in analyzing the cash flow statement. 
Earnings retained in a business can contribute to long-term cash flow 
available to service long-term debt, but short-term operating needs 
must be satisfied first.

Other borrowing causes can include outlays for other asset acquisition 
(such as investments), and restructuring current or long-term liabilities. 
Of course, investment sales,  or liability restructurings that introduce 
new capital can provide repayment sources.

To refresh your understanding of how to identify  primary repayment 
sources, please review Dimension 4, which discusses performing cash 
flow assessments. In Dimension 4, you learn to use cash cycle analysis, 
cash flow statement analysis and projections to identify both primary 
borrowing causes and repayment sources. Also see Dimension 3, which 
reviews financial analysis tools and includes discussion of assessing the 
quality of earnings and assets.
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DIMENSION 6 - 7

IDENTIFYING SECONDARY AND TERTIARY 
REPAYMENT SOURCES
After you have identified potential primary repayment sources, and after 
you have compared your analysis with the borrower’s view of repayment 
source, evaluate potential secondary and tertiary sources. These will 
become key determinants of your loan structure (loan structure 
concepts are covered later in this Dimension).

Secondary and tertiary repayment sources include:

• Liquidation of collateral

Sale, conversion, or liquidation of assets is often a primary source of 
repayment, as in the liquidation of current assets to repay a seasonal 
line of credit. If asset conversion is a primary repayment source, 
consider securing the loan to ensure the bank will have access to these 
assets to enforce collection of the primary source. If asset conversion 
is not a primary repayment source (such as for a term loan made to 
finance a capital asset), consider securing the loan to ensure access 
to a secondary source of repayment. If primary or other secondary 
repayment sources are uncertain or subject to interruption, consider 
securing the loan to provide enforcement, access, and control of 
assets as a secondary or tertiary repayment source.

To help you qualify assets as potential collateral for the loan, see 
Dimension 5, which provides detailed analysis of collateral value and 
limitations for these types of assets:

 – Securities and investments.

 – Accounts and notes receivable.

 – Inventory

 – Plant and equipment.

 – Real estate

 – Intangible assets, including intellectual property.

• Performance of guarantees and other third party support.

If your borrower is a closely-held entity, and/or if the borrower’s 
legal form of organization features limited liability, there may be a 
compelling reason to require personal and/or corporate guarantees or 
other forms of third party support. Growing private companies may 
be thinly capitalized; owners of closely held companies may need or 
prefer to remove earnings from the company; and companies that are 
part of closely held groups may easily transfer assets and repayment 
sources between related entities. 
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DIMENSION 6 - 8

Third party support for loans may include:

• Personal guarantees

• Corporate guarantees

• Subordination agreements

• Comfort letters

• Letters of credit.

The effectiveness of each of these secondary/tertiary repayment sources 
may be limited by three factors: value, willingness, and enforceability. 
For example, the value of a personal or corporate guarantee is limited to 
the underlying resources provided by the guarantor. For the repayment 
source to be meaningful, you should assess the guarantor’s current and 
probable future financial resources. For a corporate guarantor, perform a 
credit analysis using tools provided in Dimensions 1 through 4. For an 
individual guarantor, assess personal financial statements and liquidity 
using techniques presented in Dimension 3.

Evaluate the willingness factor for potential guarantors or issuers of 
comfort letters, including individuals, affiliated entities, or other credit 
sponsors. Look for clues to suggest whether prior commitments have 
been honored, or whether there has been litigation to try to avoid 
honoring a contingent commitment. Determine if the guarantor has 
a financial or emotional stake in the success of the company whose 
obligations are being guaranteed.

To evaluate enforceability, make sure that you have documents that 
require a full, unconditional guarantee, and ensure that the structure 
of the transaction will stand up to legal challenges from company 
creditors or other parties. For detailed explanations of structuring 
third party support effectively, see Loan Support and Covenants and 
Documenting the Loan later in this Dimension.

• Non-operating resources

If you have identified operating sources of cash as the primary 
repayment source for a loan, it may be appropriate to consider 
additional resources analyzed earlier as a secondary repayment source. 
For example, there may be potential for additional capital from 
shareholders, or for a refinancing of an asset with a private lender. 
Bear in mind that absent enforceable contracts or agreements to 
compel this eventual source of repayment, the value of these resources 
is limited.
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DIMENSION 6 - 9

DETERMINING THE LOAN 
STRUCTURE
Once you have identified the underlying borrowing cause(s) and 
understand both primary and secondary repayment sources available, 
the next step is to structure the loan.

Loan structure depends on the nature of your customer’s business 
and how your institution intends to provide financial services to the 
company. To properly structure a customer relationship, you must be 
able to: 

• Project how the company will perform in the future, including likely 
primary and secondary repayment sources. 

• Anticipate challenges and problems that may arise. 

• Match an appropriate type of loan to both the loan purpose and the 
likely repayment sources.

• Develop a set of covenants that protects your institution for the 
duration of the relationship. 

Loan structure is important to the customer because they need to 
clearly understand the boundaries within which they can operate 
and continue to depend upon your institution for their financial 
services needs. The structure of the deal appropriately establishes your 
customer’s expectations for how your institution will perform during 
the term of the relationship. They need this assurance in order to run 
their business efficiently; i.e., if they operate in accordance with the 
terms and conditions of the loan agreement, your customer can expect 
funding from your institution. 

By having an appropriate structure to the relationship, agreeable to both 
parties, you have established a mechanism for monitoring individual 
transactions within a relationship. This monitoring process can be 
accomplished in two ways: 

• Have a loan covenant checklist that routinely tracks your customer’s 
adherence to covenants. 

• Require that an officer of the company regularly (quarterly, for 
example) certify as to the company’s compliance with all of its 
outstanding agreements. 
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DIMENSION 6 - 10

Failing to give notice to your customer of a covenant default may make 
your institution’s future enforcement of the covenant difficult. 

This section of Dimension 6, provides an overview of various products, 
services, and tools to structure a transaction. We will profile common 
credit facilities and specialized products that are available to meet your 
customer’s borrowing needs, given the identified repayment sources. For 
each credit facility and specialized product profiled, you will learn to:

• Match structure with loan purpose.

• Identify sources of repayment that are appropriate for the facility or 
specialized product.

• Determine collateral appropriate for the facility or specialized 
product.

• Identify and understand how to mitigate risks associated with the 
facility or specialized product.

CREDIT FACILITIES
The purpose of this section is to provide an overview and understanding 
of the application of each of the following financing mechanisms:

• Seasonal line of credit

• Revolving line of credit

• Term loans

• Leases

• Bridge loans

• Mortgage financing

• Special programs
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DIMENSION 6 - 11

Although these products are commonly used today, it is helpful 
to ensure that you have mastered the applicability of each of these 
structuring considerations.

In addition, we explore the following funding facilities:

• Subordinated debt

• Private placements

• Loan syndications

• High yield debt

• Commercial paper

These products are an introduction to less traditional financing options. 
In the past, these products were only available to the largest, most 
creditworthy companies. As Main Street continues its convergence 
with Wall Street, smaller companies will have greater access to these 
products.

Although your institution may not offer these products today, it is 
important for you to have knowledge of their application. In your 
role in the customer relationship, you may find ways to provide these 
products to your customers through strategic alliances with other 
financial institutions, while at the same time maintaining control of the 
overall customer relationship.
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DIMENSION 6 - 12

SEASONAL LINE OF CREDIT
GENERAL FEATURES
A seasonal line of credit is a short-term loan, usually less than one year, 
used to finance inventory and/or accounts receivable for a company 
with a seasonal financing need. The loan is handled under an advised 
or confirmed (officially notified but not contractually committed) line 
of credit set at a limit that allows for peak borrowing and structures 
repayment with the low point in the seasonal cycle. Depending on the 
length of the cycle, there may be a clean-up or clean-down period, when 
the company is required to be free of debt for at least 30 days each year 
to prove their borrowings are seasonal and not required as permanent 
working capital. 

PURPOSE
The principal purpose of the proceeds is to finance the cash cycle, 
i.e., payment of operating costs, the purchase of inventory, financing 
of accounts receivable, and the ultimate payment of the suppliers. 
Determining the high and low point borrowing periods is key to 
structuring the loan. 

COLLATERAL CONSIDERATIONS
The credit may be secured by a perfected security interest in accounts 
receivable and inventory, at a minimum, and plant and equipment, at a 
maximum. This requirement may not be necessary with larger, well-
established companies with strong capital bases and credit ratings, and 
no other liens attached to its assets. Creating advance rates for accounts 
receivable (usually 75–80%) and inventory (40–50%) against which to 
lend may be possible to ensure good working capital management. 

SOURCES OF REPAYMENT
The sources of repayment for seasonal lines of credit are:

• Contraction of current assets, specifically accounts receivable and 
inventory. 

• Conversion to long-term debt. 

• Liquidation of assets. 

• Additional equity.
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NOTES:

DIMENSION 6 - 13

KEY RISKS
The key risks for seasonal loans are as follows: 

• Will the season happen? 

• Are the proceeds being used for the purpose for which they are 
intended? 

• Has the bank provided sufficient funds in the event sales outpace 
projections, requiring an additional back up of inventory and 
accounts receivables? 

• Are there significant risks associated with the assets being financed? 

• Are the assets easily converted to cash? 

These risks are mitigated by: 

• Careful monitoring of loan proceeds to ensure funds are being used 
as agreed. 

• Evaluating and monitoring assets to maintain liquidation value. 

• Ensuring maintenance of trade credit between the company and 
suppliers. 
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DIMENSION 6 - 14

REVOLVING LINES OF CREDIT
GENERAL FEATURES
A revolving line of credit (revolver) is a contractual agreement whereby 
the bank agrees to make loans up to a specified maximum for a specified 
period, usually a year or more. As the company repays a portion of the 
loan, an amount equal to the repayment can be borrowed again under 
the terms of the agreement. In addition to interest borne by notes, 
the bank charges a commitment fee to hold the funds available on the 
unused portion. Often, advance rates for accounts receivable and/or 
inventory are structured with the facility. Revolving lines of credit with 
advance rates and liens on current assets are also referred to as asset-
based financing in some banks. 

There are three types of lines of credit: 

• Unadvised credit line or guidance line is created when you obtain 
approval for a loan amount greater than the amount requested 
because you anticipate that the client will have a financial need in 
the near future. No commitment or terms and conditions letter is 
sent to the customer. 

• Discretionary lines of credit is established for a specified period of 
time and expresses your intention to extend credit as required by the 
borrower at your sole discretion. It is intended to provide you with 
the widest latitude in adjusting or terminating the line. The written 
agreement must make it clear that you have no legal obligation to 
honor a request made by the borrower. 

• Committed line of credit is an arrangement evidenced by a written 
agreement signed by you and the borrower in which you commit to 
advance funds on specific terms at their request. 

PURPOSE
The purpose of the revolver is to finance permanent working capital 
needs that arise through the continual replacement of accounts 
receivable and inventory with new accounts receivable and inventory, 
thus providing a permanent layer of working capital. These financing 
needs occur in new or expanding companies when growth outstrips the 
financing generated internally from operating activities or external from 
debt or equity injections. 
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DIMENSION 6 - 15

COLLATERAL CONSIDERATIONS 
The bank may be secured by a perfected security interest in accounts 
receivable and inventory, at a minimum, and plant and equipment, at a 
maximum. This requirement may not be necessary with larger, well-
established companies with strong capital bases and credit rating, and 
no other liens attached to its assets. Creating advance rates for accounts 
receivable (usually 75–80%) and inventory (40–50%) against which to 
lend may be possible to ensure good working capital management. 

SOURCES OF REPAYMENT
The loan is repaid from:

• Earnings and effective conversion and/or contraction of working 
capital. 

• Conversion to term debt. 

• Liquidation of assets. 

• Additional equity. 

KEY RISKS
The key risks associated with revolving lines of credit are: 

• The company’s ability to maintain sales, profitable margins, and 
effective management of working capital. 

• The underlying integrity (marketability and liquidity) of accounts 
receivable and inventory to provide the bank with a secondary source 
of repayment. 

• Unexpected or uncontrolled growth that can result in increased or 
unexpected incremental financing needs. 

• Proceeds may be used for something other than the original loan 
purpose. 

These risks can best be mitigated by: 

• Careful monitoring to ensure consistency in use of proceeds with the 
original loan purpose. 

• Effective valuation and monitoring procedures for current assets. 

For detailed articles about revolving credits that finance accounts 
receivable, see the Credit and Lending Studies Pack, Accounts 
Receivable Financing, by RMA.
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DIMENSION 6 - 16

TERM LOANS
GENERAL FEATURES
Term loans are structured as intermediate to long-term facilities, 
usually two to ten years. They are generally secured. The loan amount 
is amortized over a fixed period, sometimes ending with a balloon 
payment (final payment is substantially larger than preceding 
payments). 

LOAN PURPOSE
The funds are used to finance the long-term needs of the company, 
including acquisitions, purchase of equipment or fixed assets, support 
increased levels of permanent working capital assets, and to refinance 
debt or equity. 

COLLATERAL CONSIDERATIONS
A first lien on fixed assets or a first or second lien on current assets 
generally secures term loans. 

SOURCES OF REPAYMENT
The possible sources of repayment are: 

• Operating cash flows of the company. Although frequently these are 
equal amortizing payments, this may not be workable in a company 
that has limited cash flow in the early years of the transaction 
or that receives cash income in unequal amounts. The term and 
repayment schedule of the loan must match the business cycle of the 
company and its ability to generate the cash needed to make the debt 
payments. 

• The liquidation of assets. 

• Additional equity. 

KEY RISKS
The key risks in term debt are: 

• The company’s ability to maintain sales, profitable margins, and 
effective management of working capital to ensure forecasted cash 
flow. 
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DIMENSION 6 - 17

• The underlying integrity (marketability and liquidity) of assets to 
provide the bank with a secondary source of repayment. 

The key risk mitigants allow the bank to: 

• Offer only facilities that are warranted by the cash flows of the 
company. 

• Access additional equity, if needed. 

• Impose a cash flow recapture formula that allows the bank to benefit 
from prepayment of the loan from excess cash flow generated by the 
company. 

LEASES
A lease is a contract granting the use of real estate, equipment, or other 
fixed assets for a specified time in exchange for payment. The various 
forms of leases are as follows: 

• Financial or capital lease: The service provided by the lessor to 
the lessee is limited to the financing of the equipment. All other 
responsibilities related to the possession of equipment such as 
maintenance, insurance, and taxes are borne by the lessee. The lessee 
acquires essentially all of the economic benefits and risks of the 
leased property. The lease must be reflected on the company’s balance 
sheet as an asset with corresponding liability. The lease is usually 
non-cancelable and is fully paid out over its term. 

• Operating lease: Generally involving equipment, this contract is 
written for considerably less than the life of the equipment and the 
lessor handles all maintenance and servicing. Most operating leases 
are cancelable, meaning the lessee can return the equipment if it 
becomes obsolete or is no longer needed. This form of financing does 
not appear on the balance sheet of the lessee, but is a contingent 
liability and should be included in the notes to financial statements. 

• Sale and leaseback: In this form of lease arrangement, a company 
sells an asset to another party in exchange for cash, then contracts 
to lease the asset for a specified term. A company generally chooses 
sale and leaseback versus straight mortgage financing when the rate it 
would have to pay a mortgage lender is higher than the cost of rental 
or when the company needs to show less debt or fewer assets on its 
balance sheet. 
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DIMENSION 6 - 18

LEASE PURPOSE
The proceeds of a lease are generally used to finance equipment, 
land, and buildings. Today, it is possible to lease virtually any kind of 
fixed asset. The type of lease chosen will depend on the balance sheet 
objectives of the firm. 

COLLATERAL CONSIDERATIONS 
As the owner of the asset, the lessor is entitled to take possession of the 
leased asset in the event of default. If the value of the asset is less than 
the required payments under the lease, the lessor can enter a claim for 
payment. 

SOURCE OF REPAYMENT 
• The repayment structure of a lease is generally linked to the useful 

life of the asset and the company’s ability to generate those cash 
flows. 

• From the lessor’s perspective, the liquidation of the leased asset is the 
second way out of the lease. 

KEY RISKS
Like term debt, the key risks in a lease are: 

• The company’s ability to maintain sales, profitable margins and 
effective management of working capital to ensure forecasted cash 
flow. 

• The underlying integrity of assets to provide the lessor with a 
secondary source of repayment

These risks can be mitigated by:

• Matching the term of lease to the useful life of the asset.

• Continued monitoring of the lessee’s financial position.
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BRIDGE LOANS
GENERAL FEATURES
A bridge loan is a short-term loan, also called a swing loan, made in 
anticipation of intermediate-term or long-term financing, the infusion 
of equity, or the sale of an asset. Interim interest is charged and the 
principal is paid at maturity. 

LOAN PURPOSE
• An acquisition scenario, where part of a business will be sold shortly 

after being acquired. 

• Real estate, construction projects or acquisitions by management and 
other investors where the company can refinance in the long-term 
debt market. 

• A successful project or acquisition where a public offering will be 
well received by the market. 

COLLATERAL CONSIDERATIONS
The need for collateral may not always be fulfilled, particularly with 
a financially strong and diversified company. However, in real estate, 
construction, and leveraged buyout financing, where there remains 
significant risk, the taking of collateral is essential. In the event that the 
sale of an asset or the proceeds of refinancing through debt or equity 
will repay the bridge loan, the lender should ensure control over the 
proceeds to arrange for immediate receipt. 

SOURCES OF REPAYMENT 
The primary source of payment is an asset sale or refinancing through 
debt or equity. In addition, a careful analysis of the projected operating 
cash flows of the company is a secondary source of repayment in the 
event that the sale or refinancing does not occur and the bridge loan 
must be converted to term debt. 
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DIMENSION 6 - 20

KEY RISKS
The major risks associated with bridge loan financing include: 

• The asset is not sold at the price anticipated or by the expected 
deadline. 

• The asset was not valued correctly at the time the loan was made, or 
has deteriorated in value due to mismanagement or changing market 
conditions. 

• Prospective buyers of the asset disappear through changes in 
market conditions, inability to raise financing, or the appearance 
of unexpected contingencies such as legislative or environmental 
changes. 

• The debt or equity markets have deteriorated due to changes in the 
economy. 

These risks are mitigated by a careful analysis to ensure a strong cash 
flow of the company or project as a secondary source of repayment for 
the loan. 

MORTGAGE FINANCING
GENERAL FEATURES
Mortgage financing is generally a long-term loan that provides the 
lender with a lien on property as security for the repayment of the loan. 
The company has use of the property and the lien is removed when 
the obligation is fully paid. A mortgage generally involves real estate. 
For property such as machines, equipment, or tools, the lien is called 
a chattel mortgage. Lenders will generally allow a loan as a percentage 
of property market value of as much as 75–80%, depending on the 
property and market. In the event of default, this advance percentage 
allows the lender a margin of error on market value and selling 
expenses. 
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LOAN PURPOSE 
The purpose of mortgage financing is to provide funds for the 
acquisition or refinance of real property. Financial institutions may 
finance the acquisition, construction, or refinance of real property that 
is: 

• Income producing; i.e., office buildings, shopping centers, hotels, 
etc. 

• Owner-occupied property for use in the owner’s direct day-to-day 
business operations. 

COLLATERAL CONSIDERATIONS 
The lender will take a security interest in the property being financed as 
well as an assignment of rents and leases. Other collateral may be taken 
as an abundance of caution. 

SOURCE OF REPAYMENT 
In the case of property of a business or owner-occupied real estate, the 
primary source of repayment is the cash flow from the business. In 
addition, the value of the asset being financed may provide a second 
way out of the loan. 

In the case of investment property, a careful analysis of the cash flow 
provided by the tenant leases will be key to repayment. The overall 
marketability of the asset through liquidation provides a second way 
out. 

KEY RISKS 
The key risks in mortgage financing are: 

• The initial accuracy of the asset valuation and the continued 
maintenance of the value of the underlying asset. 

• The strength and maintenance of the underlying cash flows of the 
asset. 

The mitigants to these risks are to ensure, through careful monitoring, 
that the asset value and cash flow are maintained. In the event that the 
asset value falls below the required percentage of the loan value, the 
lender should request additional collateral or a reduction in the loan 
principal through prepayment.
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SPECIAL PROGRAMS
In addition to direct lending through financial institutions, many 
banks participate in state and federal programs that provide financing 
to companies. These programs are designed to get business and 
government to work together toward improving the economic 
development of the community. Several programs will be noted below, 
but you are encouraged to research information in your area for state-
specific programs. 

The U.S. Small Business Administration has a comprehensive program 
of services to help small business owners and potential entrepreneurs. 
Through the loan guaranty program, the SBA provides short and 
long-term loans to eligible, credit-worthy start-up and existing small 
businesses that cannot obtain financing on reasonable terms through 
normal lending channels. Loan guaranties, not direct loans, are 
provided through participating financial institutions. Other programs 
provided through the SBA include: 

• Investment programs providing equity capital to small businesses. 

• Surety bond guarantee program for small businesses that cannot 
obtain surety bonds through regular commercial channels. 

• Business counseling and training. 

• Disaster assistance. 

• Assistance for armed forces veterans. 

• Assistance for exporters. 

• Assistance for minorities in business. 

For more detailed information on any of these programs, contact your 
local SBA office or visit their website at http://www.sba.gov/. 

Industrial revenue bond financing involves the issuance of tax-exempt 
bonds by a public entity including a city, county, development 
authority, or state for one of the following purposes: 

• To finance the acquisition, construction, rehabilitation, 
improvement, equipping, and/or furnishing of facilities for 
qualifying companies. 

• To refinance outstanding tax-exempt bonds. 
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Industrial revenue bonds can be a cost-effective alternative for 
manufacturing companies, non-profit corporations, and real estate 
developers who are: 

• Expanding or rehabilitating their facilities. 

• Constructing new facilities. 

• Acquiring new facilities or equipment. 

• Relocating into the community. 

Below are some of the programs that are available: 

• Small Issue Industrial Revenue Bonds to finance manufacturing 
facilities costing less than $10 million. 

• Enterprise Zone Facility Bonds to finance retail, commercial, and 
manufacturing businesses in certain zones for up to $3 million per 
area. 

• 501C(3) Bonds provide financing for nonprofit companies for 
assisted living or nursing home facilities. 

• Refunding Bonds are issued to refinance projects originally financed 
with any of the above programs. 

You will need to contact your local authority for more information on 
eligibility for these programs. 

SUBORDINATED DEBT
GENERAL FEATURES

Subordinated debt is usually placed for a longer-term (7–12 years) 
than senior debt and interest is payable at a fixed rate. It is sometimes 
referred to as mezzanine debt if there are equity warrants or convertible 
features attached to the subordinated debt. 

• An equity warrant entitles the holder at some specified or unspecified 
point in the future to buy a proportionate amount of common stock 
at a specified price and is issued with the debt. 

• A convertible corporate security is exchangeable for a set number of 
another form of corporate security at a pre-stated price. For example, 
subordinated debt may be converted into common shares that 
generally provide a higher return. 
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Therefore, in addition to receiving the interest on the debt, the holder 
of subordinated debt may have rights to future equity ownership of the 
company. This brings the overall return higher than the stated interest 
rate on the debt. 

The usual providers are insurance companies, pension, and investment 
funds, or other long-term investors. Principal provisions in 
subordinated debt may include: 

• In insolvency or bankruptcy, the senior lender (who has first 
priority claim on the company’s assets) will be paid out before the 
subordinated lender receives any payment. 

• Payments of the subordinated debt (principal or interest) are 
prohibited if the senior debt is in default. 

• No principal payments are scheduled on the subordinated debt until 
after final maturity on the senior debt. 

• The senior lender will often seek the right to have all penalties, fees, 
and expenses of collection paid before the subordinated lender gets 
any payment. 

LOAN PURPOSE 

The funds are used to finance the long-term needs of the company, 
including acquisitions, purchase of equipment or fixed assets, support 
permanent working capital, and refinance debt or equity, particularly 
in situations where a term longer than 5–7 years is needed or flexible 
amortization schedules may be required. Typically, 15% to 30% of 
acquisition financing is in the form of subordinated financing. 

COLLATERAL CONSIDERATIONS 

Subordinated debt is usually unsecured or secured by junior liens 
(subordinate in bankruptcy claims) on the assets. In some cases, the 
lending institution may be granted stock options to own equity in the 
business as a sweetener to enhance the marketability of the debt and 
improve the overall return on the debt. 

SOURCES OF REPAYMENT 

The repayment structure of subordinated debt should be closely linked 
to the cash flows of the company. This layer of debt is appropriate 
in situations where cash flows will be generated over a longer period 
of time than traditional term debt allows. Recapitalizations or 
restructurings, significant capital expenditures, and acquisitions are 
examples of subordinated debt applications. 
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KEY RISKS 

The key risks associated with subordinated debt financing are: 

• Subordinated debt is considered quasi equity by the company’s 
creditors because it stands behind other debt in the event of 
liquidation. 

• Subordinated debt is usually unsecured or at least has junior liens on 
the company’s assets. 

• Pricing of subordinated debt is usually higher than for senior debt, 
which adds extra debt service burdens on the company’s cash flows. 

These risks can best be mitigated by: 

• Clearly understanding and accepting the risk and unsecured nature 
of issuing subordinated debt. 

• Ensuring that the company exhibits sufficient operating cash flow to 
comfortably service all debt including the subordinated debt. 

• Limiting the amount of senior debt and trade credit that the 
company can incur while the subordinated debt is in place. 

• Establish a firm payout strategy for the subordinated debt that has a 
reasonable assurance of occurring. 

If you are a senior lender to a company with subordinated debt in place, 
you should carefully read and understand the terms and conditions of 
the subordinated debt on your customer’s books. All subordinated debt 
is different and its terms and conditions should be compatible with the 
structure of your customer’s senior debt. 

Since it stands behind other debt in liquidation, subordinated debt is 
generally considered to be quasi-equity. Other lenders may be willing 
to extend additional credit to the company as though the subordinated 
debt did not exist, as long as their debt is repaid first. Based on the 
long-term, generally unsecured nature of this debt, the risks can be 
greater than for senior debt. Pricing is higher than senior debt (usually 
2% to 8% over senior debt), and covenants are generally required. 
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PRIVATE PLACEMENTS
GENERAL FEATURES

Another source of funds for companies is through a private placement. 
A private placement is the sale of debt or equity to a private or 
institutional investor, including individuals, insurance companies, 
pension funds, and investment companies. The issuance does not have 
to be registered with the Securities Exchange Commission and must be 
purchased for investment, not resale. The bank matches the company’s 
capital needs with institutional investors who provide the financing. 
The bank’s role is one of agent and arranger. 

Financing that is arranged through private placements can include: 

• Senior term loans.

• Subordinated debt.

• Debt with equity enhancements such as warrants.

• Common and preferred stock.

The structure of a debt private placement covers the full range of 
options:

• Secured or unsecured.

• Fixed or floating rates.

• Medium to long term.

• Varying amortization schedules.

Note: Rule 144A private placements are eligible for secondary sale to 
qualified institutional buyers, increasing the liquidity of the private 
placement market. These issues are particularly convenient for 
international issuers, and they can be used for both investment-grade 
and non-investment-grade issuers. 

Generally, the size of the transactions is $3 million or more for equity/
mezzanine debt and $10 million or more for senior debt, with terms 
ranging from 3 to 15 years, with some extending to 30 years. 

For the investor providing the funds, pricing for fixed-rate debt is 
generally 60 to 300 basis points over comparable U.S. Treasuries. The 
type and number of financial covenants will vary according to the 
issuer’s or company’s credit quality and general market conditions. 

Mezzanine issues (debt with equity enhancements) require coupons of 
9% to 12% with an equity component yielding an all-in return of 13% 
to 23%; preferred and common stock securities, 25% to 35%. 
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PURPOSE 

Private placements are often referred to as story paper. The placement 
agent (investment banker) plays an important role in explaining the 
company’s strategy to investors. Recapitalizations or restructuring of 
the balance sheet, acquisitions, and significant capital expenditures 
are generally reasons why companies seek this form of financing. In 
addition, private placements may have one or more of the following 
benefits: 

• Extended amortizations and maturities 

• Fixed rate 

• Covenant flexibility 

COLLATERAL CONSIDERATIONS 

Collateral will be required depending on the risk of the company’s 
business strategy and the structure of the transaction. The benefit of 
a private placement is that the structure, covenants, and amortization 
schedules can be tailored to the company’s needs and profile and the 
asset booked by the investor is not subject to regulatory guidelines 
typical of FDIC insured financial institutions or SEC (Securities and 
Exchange Commission) equity issues. 

SOURCES OF REPAYMENT

If the issue is in the form of debt, the repayment structure should be 
closely linked to the cash flows of the company. In addition, repayment 
may come from the following sources:

• Liquidation of assets

• Refinancing

KEY RISKS 

The bank is not extending credit; therefore, the key risks revolve around 
the bank’s ability to effectively serve as financial advisor and placement 
agent. 



NOTES:

C
RC

 U
S 

Bo
dy

 o
f K

no
w

le
dg

e
DIMENSION 6 - 28

LOAN SYNDICATIONS
GENERAL FEATURES

A syndicated loan is a credit facility that is originated by one or more 
lead banks acting as agents and sold to a group of financial institutions 
as participants. Loan syndications may be done on either a best-efforts 
or a fully underwritten basis. Syndicated loans spread the risk of large 
credit facilities across many institutions. The following structuring 
options are typical: 

• Secured revolving lines of credit or term loans. 

• Floating rates. 

• 7–8 year terms. 

• Varying amortization schedules. 

Facilities can be structured as:

• Revolving or term senior. 

• Preferred stock. 

• Private equity. 

• Subordinated debt. 

A bank can participate in a syndicated loan either as a participant or an 
assignee. 

• Participants purchase shares in the transaction, but do not have a 
contractual relationship with the borrower. Shares are purchased 
from the agent bank (who maintains the contractual relationship 
with the customer) after the closing; therefore, the participant is not 
party to the credit agreement. 

• Assignees purchase shares in the transaction after the closing and do 
become party to the credit agreement. The assignment agreement 
creates a direct contractual relationship between the assignee and the 
borrower. 

• Size of the transaction is generally $15 million or greater with terms 
of 364 days to 10 years. 
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LOAN PURPOSE 

Large financings requiring multiple banks generally occur in 
acquisitions, equity buyouts, recapitalizations or restructurings, and 
expansions or growth. A loan syndication is also employed where a 
corporation with multiple bank relationships wishes to coordinate its 
lenders with consistent pricing, documentation, covenants, and terms. 

COLLATERAL CONSIDERATIONS 

Collateral requirements will be dependent on the underlying risk of the 
borrower and structure of the transaction. 

SOURCES OF REPAYMENT 

The repayment structure of the debt should be closely linked to the cash 
flows of the company. 

KEY RISKS 

The key risks associated with loan syndications are: 

• In a best-efforts situation, your institution, as the agent bank, will 
provide only their best estimate of the interest rate, terms and 
conditions, and the market’s appetite for the total amount of credit 
being syndicated. 

• In a fully underwritten deal, your institution, as the agent bank, 
takes the risks of the entire principal amount of the debt offering 
and commits to the interest rate and the terms and conditions. Your 
institution will be required to hold the entire debt if you are unable 
sell off the debt offering. 

These risks can best be mitigated by: 

• Understanding the market place for credit to your customer’s 
industry. 

• Checking with other financial institutions to get a feel for their 
interest in the deal before committing to your customer. 

• Acquiring credibility in the marketplace for such transactions by 
gaining experience in marketing syndicated deals. 

• Ensuring that your institution has the investment capacity and 
appetite to take the entire security if you are unable to sell off any 
portion of the issue. 
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HIGH-YIELD DEBT
GENERAL FEATURES 

High-yield debt involves underwriting public debt issues for non-
investment grade companies. Standard & Poor’s ratings of less than 
BBB are considered non-investment grade and have greater default 
risk than investment grade companies. High yield debt is sold on a 
best-efforts basis. Ratings of AAA, AA, A, and BBB are considered 
investment grade and have minimal risk of default. 

The typical buyers of this debt are mutual funds, insurance companies, 
pension funds, and individual investors. 

High-yield debt transactions are generally subordinated debt 
transactions but can include any of the following securities: 

• Senior secured or unsecured term loans. 

• Subordinated debt.

• Convertible securities (generally debt exchangeable for equity). 

The key benefits of high-yield debt are: 

• Fixed coupon rate. 

• 7-to-12-year term or longer. 

• Generally unsecured. 

• Varying amortization schedules. 

• Flexible covenants.

Size of the transaction is generally $75 million or greater with terms of 
7 to 12 years. Issues can be structured with call provisions (allows the 
issuer to repay the debt prior to maturity) after 3 to 6 years. 

PURPOSE

High-yield debt is attractive to non-investment grade corporations 
involved in mergers and acquisitions, recapitalizations, refinancing, and 
project financings. 
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COLLATERAL CONSIDERATIONS 

The bank is not holding the debt but serving as a placement agent for 
the company. 

High-yield debt is generally unsecured. 

SOURCE OF REPAYMENT 

The repayment structure of the debt should be closely linked to the cash 
flows of the company. 

KEY RISKS 

Key risks associated with high yield debt are: 

• Your institution, as the agent bank, provides your best estimate of 
the appetite of the market for such debt and the interest rate and 
terms and conditions that would be involved with such an offering. 

• Changes in the market or adverse events within your customer could 
cause the debt placement of the issue to be unsuccessful. 

These risks can best be mitigated by: 

• Understanding the market place for debt securities placed by 
businesses in your customer’s industry. 

• Checking with other financial institutions to get a feel for their 
interest in the deal before committing to your customer. 

• Acquiring credibility in the marketplace for such transactions by 
gaining experience in marketing syndicated deals. 

• Ensuring that your institution has the investment capacity and 
appetite to take the entire security if you are unable to sell off any 
portion of the issue. 
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COMMERCIAL PAPER
GENERAL FEATURES 

Commercial paper is a financing vehicle for companies with investment 
grade credit ratings (AAA to BBB) that need low-cost, short-term, 
unsecured financing. Maturities of commercial paper range from 2 to 
270 days. Corporations issue commercial paper directly to investors 
who may have temporary idle cash to invest. Such instruments are 
unsecured and generally discounted (sold at less than face value and 
repaid at face value at maturity), although some are interest bearing. 
They can be issued directly by corporations or through brokers, and 
they are generally available for financings in amounts of $50 million 
or greater. The maturity of the note, credit rating of the issuer, market 
conditions, and investor demand determine the rate, which can float, or 
be interest fixed for the term of the paper. 

PURPOSE 

Commercial paper provides short-term working capital funding with 
flexible maturities and lower rates (than bank funding) for investment 
grade corporations. 

COLLATERAL CONSIDERATIONS 

Commercial paper is an unsecured facility. 

SOURCES OF REPAYMENT 

Commercial paper issuers are top-rated companies. Bank lines of credit 
nearly always back commercial paper. This back-up line of credit covers 
maturing commercial paper notes in the event that new notes cannot be 
marketed to replace them and the company still requires financing. 

KEY RISKS 

Commercial paper has the credit risk of the underlying issuer or 
corporation issuing the obligations. Issues are supported by a public 
debt rating and public disclosure of financial information. Rating 
agencies like Moody’s and Standard & Poor’s assign ratings to 
commercial paper and generally require the issuer to have committed 
back-up lines of credit with a financial institution. 
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SPECIALIZED PRODUCTS
The purpose of this section is to provide an overview and understanding 
of the application of each of the following products: 

• Letters of Credit 

• Bankers Acceptance 

• Asset Securitization 

In addition to defining the elements of each product, you will also 

• Match structure with purpose. 

• Identify sources of repayment. 

• Determine the level of collateral required. 

• Highlight and mitigate associated risks

LETTERS OF CREDIT
GENERAL FEATURES 

A letter of credit (L/C) is an instrument issued by a bank on behalf of 
its customer that gives someone (beneficiary) the right to draw funds 
upon the presentation of papers or documents in accordance with its 
stipulated terms and conditions. While this definition applies to all L/
Cs, a distinction is made between documentary or commercial L/Cs 
that are used to finance shipments of goods and standby L/Cs used for 
other purposes. 

Documentary L/Cs are typically used in international trade where 
the customer is not well known or the customer’s credit is suspect. 
Typically, the L/C is issued by the importer’s bank, called the issuing 
bank. The issuing bank’s L/C signifies that the bank agrees to pay the 
importer’s obligation to an exporter resulting from a sales agreement, 
contingent upon receiving appropriate documentation with respect 
to the shipment. In return for the L/C, the importer agrees to pay the 
bank the face amount and any fees. The L/C essentially substitutes the 
issuing bank’s credit for that of the importer. 

Standby L/Cs are issued in lieu of a guarantee and protect the 
beneficiary financially in the event the bank’s customer defaults. 
Standby L/Cs are used in commercial transactions, as enhancements 
in municipal bond transactions, and to guarantee performance on 
construction contracts. Banks provide this guaranty only for the 
obligations of their most creditworthy customers in which there is little 
likelihood of nonperformance. 
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For example, a construction company contracts with a school district 
(beneficiary) to renovate the local high school. The school district 
requires a letter of credit from the contractor’s bank that gives the 
district the right to ask for payment from the bank of an agreed-upon 
amount should the contractor fail to perform in accordance with a 
written construction contract. The contractor will be required to pay 
a fee to the bank, generally a percentage of the amount of the letter of 
credit, for this facility. 

DOCUMENTARY LETTER OF CREDIT (L/C) 

• Step 1: Importer’s bank in Japan issues L/C to U.S. exporter’s bank 
in the U.S. 

• Step 2: U.S. exporter ships goods to Japanese importer and presents 
shipping documents to U.S. bank. The U.S. bank credits the U.S 
exporter’s account for the face amount of the L/C and debits the 
Japanese bank’s account. 

• Step 3: The U.S. bank sends the documents to the Japanese bank, 
which in turn debits the Japanese importer’s account for the amount 
of the sale and presents the shipping documents to the importer. 

• Step 4: The Japanese importer claims the goods with the shipping 
documents. 
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PURPOSE 

Commercial or documentary L/Cs are commonly used in international 
trade. Standby L/Cs are used in business practice for firms to bid on 
projects or to purchase materials. With some awarded contracts, it 
may be a requirement that the company performing the work submit 
a performance guarantee via a standby L/C until the contract is 
satisfactorily completed. 

COLLATERAL CONSIDERATIONS 

Requiring collateral is dependent on the analysis of the customer’s 
ability to repay should the L/C be drawn. 

SOURCES OF REPAYMENT 

Your financial institution must be prepared to pay the beneficiary of the 
letter of credit, if the request for such payment conforms to the letter of 
credit’s terms and conditions. The letter of credit instrument serves as 
an indemnity covering the contract between the parties. With standby 
letters of credit, generally the parties satisfactorily fulfill their mutual 
obligations, without the need to draw under the standby letter of credit. 

KEY RISKS 

Key risks associated with letters of credit are: 

• Your institution bears the payment risk on behalf of your customer. 

• Your customer may be unable to perform under the contract 
associated with the letter of credit. 

• Your customer may be unable to pay your financial institution if the 
letter of credit is presented for payment. 

These risks can best be mitigated by: 

• Reserving borrowing capacity under your customer’s credit facility 
to cover the full amount of the letter of credit if it is presented for 
payment. 

• Making a thorough assessment concerning your customer’s ability to 
perform and complete the work as detailed in the contract. 

• See Documentary Letters of Credit for detailed information about 
the documentation requirements for this product. 

• For further information, please refer to the Industry Resources 
section. 
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BANKER’S ACCEPTANCE
GENERAL FEATURES 

A banker’s acceptance is a time draft (signed, written order by which 
one party instructs another party to pay a specified sum to a third party 
on a certain date) drawn on and accepted by a bank. It is the customary 
means of effecting payment for merchandise sold in import-export 
transactions and a source of financing used in international trade. The 
draft allows a specified period of time after the goods are delivered 
and the draft is presented before payment is due. When the importer’s 
bank accepts the draft, the bank guarantees that it will pay the draft 
on maturity. Essentially, the bank replaces the importer’s credit with its 
own credit. The exporter may attempt to sell the banker’s acceptance 
to an investor at a discount that is consistent with the market rate. 
Alternatively, the bank may extend credit by buying the acceptance 
from the exporter at a discount. The bank sells it in the banker’s 
acceptance market and at maturity pays off the investor at face value as 
the payment from the importer comes due. 

PURPOSE

Banker’s acceptances are primarily used to finance international trade. 

COLLATERAL CONSIDERATIONS 

Collateral is generally unnecessary due to the underlying 
creditworthiness of the bank that supports these facilities. 

SOURCE OF REPAYMENT 

The draft is paid under the terms of the instrument, usually 30 to 180 
days, and is structured to match the flow of goods and services that are 
being financed by the underlying transaction. 

KEY RISKS 

The credit risk of a banker’s acceptance is minimized since it has the 
unconditional guarantee of the accepting bank. Secondarily, it is a 
liability of the importer of the transaction for the full-face amount. 
They are traded in a highly active secondary market. 
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ASSET SECURITIZATION
GENERAL FEATURES

Asset securitization involves pooling homogeneous groups of assets, 
such as credit card receivables, mortgages, corporate accounts 
receivable, auto, or consumer loans and financing them with securities 
(credit instrument that signifies ownership) that are sold to investors. 
These securitized notes or bonds are serviced by the cash flow of the 
underlying pool of assets. 

In structuring an asset-backed security, the assets are generally sold to 
a specially created trust or special-purpose corporation that issues the 
securities that are collateralized by the assets. Credit enhancements in 
the form of guarantees, over-collateralization, or a reserve account are 
generally required. This credit enhancement provides the opportunity 
for higher ratings by rating agencies. 

A financial institution may assume one or more of the following 
functions in an asset securitization transaction: 

• Set up or facilitate the set-up of a trust or special-purpose 
corporation to purchase assets and issue securities. 

• Act as a servicing agent to structure the transaction, analyze the 
assets, perform due diligence and credit reviews, and monitor the 
credit quality of the portfolio. 

• Collect interest and principal payments on the assets and transmit 
those funds to investors. 

• Be the supplier of the assets that are securitized. 

• Provide some form of credit support or credit enhancement. 

• Provide liquidity support to the trust. 
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Asset securitization involves three steps as illustrated below: 

• Step 1: Isolate assets with a predictable cash flow. 

• Step 2: Package the assets. 

• Step 3: Sell the securities in the market. 
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PURPOSE

The primary reasons for the rapid growth in asset securitizations are as 
follows: 

• Off-balance sheet financing: Originators of loans or companies with 
accounts receivable can improve their return on capital and lower 
their cost of funds by selling and securitizing on-balance sheet assets, 
thus reducing on-balance sheet leverage and freeing up capital for 
further origination and servicing. 

• High quality assets: Many investors with quality and/or maturity 
restrictions find AAA-rated asset-backed securities a highly attractive 
alternative to government, agency, and single-A and BBB-rated 
corporate bonds. 

• Success of the asset-backed market: to date, highly rated asset-backed 
securities have performed consistently with their ratings, increasing 
investor confidence and broadening the market. 

COLLATERAL CONSIDERATIONS 

Investors should analyze the underlying quality of the assets 
collateralizing the securities. Rating agencies can also provide this credit 
determination. As stated earlier, credit enhancements are an important 
part of asset-backed structures. The key factors to consider will vary 
depending upon the type of collateral (auto loans, credit cards, etc.) and 
forms of credit enhancements (guarantees, collateral values, etc.). 

SOURCES OF REPAYMENT 

For most asset-backed securities, the more important consideration 
is how variable the cash flows are. The major factors influencing the 
timing of cash flows are as follows: 

• Early amortization of principal caused by defaults, refinancings, and 
prepayments of principal. 

• Default by the servicer. 
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KEY RISKS 

There are two sources of risk with asset-backed securities: 

• Risk of loss of principal due to defaults of loans or accounts 
receivable in the collateral pool. 

• Risk of the timing of interest and principal payment will differ with 
expectations, altering the anticipated return on investment. 

In addition to the agency rating, the investor needs to analyze the pool 
of assets and the forms of credit enhancement in order to make an 
independent determination of risk of loss. 

LOAN SUPPORT AND COVENANTS
When does the form of an organization suggest a guarantee is needed? 

The borrower’s form of organization influences whether a guarantee 
may be needed. The following paragraphs briefly describe typical 
considerations for whether the borrower’s form of organization suggests 
the need for a guarantee. Generally, for privately held borrowers a 
guarantee is highly desirable whenever the form of organization does 
not already incorporate personal liability (i.e., the borrower is not a 
proprietorship or a general partnership). In addition, guarantees are 
highly recommended when there are multiple legal entities sharing the 
same ownership, and when it is possible for the borrower’s financial 
resources to be easily redistributed within those entities.

CORPORATION

The loan policies of most lenders require that a corporation’s major 
stockholders guarantee a loan to a closely held corporation. Sometimes, 
a corporation may be asked to guarantee the debt of another entity. For 
example, a holding company may be asked to guarantee the debt of a 
subsidiary. The shareholders, directors, officers and employees are not 
otherwise liable for corporate debt. 

LIMITED LIABILITY COMPANY

The loan policies of most lenders also require that a limited liability 
company’s members guarantee a loan to the limited liability company. 
Otherwise, the members have no individual liability for the debts of the 
company 
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LIMITED PARTNERSHIP AND GENERAL PARTNERSHIP

General partners may be required to guarantee a partnership debt, even 
though the general partners are legally liable for partnership debt. The 
guarantee agreement allows you to act sooner. Without the guarantee, 
you would have to exhaust all efforts against the partnership before you 
could take action against the individual partners. 

LIMITED LIABILITY PARTNERSHIP AND LIMITED LIABILITY 
LIMITED PARTNERSHIP

Most banks’ loan policies require that partners in the limited liability 
partnership guarantee a loan to the partnership and that the general 
partners in a limited liability limited partnership guarantee a loan to 
the partnership. Otherwise, the partners have no individual liability 
for partnership debts incurred by the partnership after registration as a 
limited liability partnership or limited liability limited partnership. 

SPOUSE

Spouses of the original borrower and guarantors should be required to 
execute a guarantee in community property states. Ten states—Alaska, 
Arizona, California, Idaho, Louisiana, Nevada, New Mexico, Texas, 
Washington, and Wisconsin—use some form of the community 
property system to determine the interest of a husband and wife in 
property acquired during marriage. Under the community property 
system, the general rule is that all property acquired during the marriage 
is community property, owned one-half by each spouse. Property 
received by inheritance or gift and property owned before marriage is 
separate property. Consult with your legal counsel. 

If an applicant requests unsecured credit, federal law permits requests 
for a guarantee from a spouse. The creditor must believe it reasonably 
necessary under applicable state law to make the community property 
available to satisfy the debt in the event of default, and, either: 

• The applicant lives in a community property state, or 

• The property upon which the applicant is relying to demonstrate 
creditworthiness is located in a community property state. 
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DIMENSION 6 - 42

Two additional conditions must be met. Under the creditor’s standards 
of creditworthiness: 

• Applicable state law must deny the applicant power to manage or 
control sufficient community property to qualify for the amount of 
credit requested. 

• The applicant cannot have sufficient separate property to qualify for 
the amount of credit requested. 

In non-community property states, federal law prohibits requests for 
a guarantee from a spouse. A lender may request “more creditworthy 
co-guarantors” and may accept guarantees of spouses if the guarantors 
volunteer them. 

COLLECTION FROM A GUARANTOR IN EVENT 
OF DEFAULT 
Most states provide guarantors with legal defenses and claims 
against the lender that can make collection difficult. Your position is 
strengthened if you obtain evidence that the guarantor understands 
the terms of the loan. You should not make subsequent changes to the 
loan without a written statement of understanding and consent by the 
guarantor, as well as a written confirmation that the guarantee is not 
affected by the change. You should also notify the guarantor of any 
defaults that occur in the underlying credit transaction. This is required 
by law in some states. 

In certain states, guarantees are subject to the statute of limitations. 
Consequently, in these states, renewals of the guarantee should be 
obtained. If in doubt, ask your legal counsel. 

A guarantee, by its terms, can be revoked at any time but only as 
to debt incurred after the revocation. The guarantor simply notifies 
the lender in writing that it no longer will guarantee the loan of the 
borrower. The guarantor, however, remains liable for existing debt and 
committed future amounts when the commitment was made prior to 
the revocation. 

REQUIREMENTS 

The guarantee agreement must be signed on or prior to the date of 
the note so that there is no question of consideration to the guarantor. 
Consideration may consist either of actual value (money or other things 
of value) given to the guarantor or your reliance on the guarantee in 
making your credit decision. 
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If not signed in your presence or that of another official of your 
institution, you should require a signature guaranty from a financial 
institution acceptable to you. The signature guaranty indicates that 
an authorized officer or employee of the institution guarantying the 
signature has witnessed the signing and verified the identity of the 
signer. If the signature later proves to have been unauthorized or 
fraudulent, the guarantying institution will be liable for any damages 
you suffer. 

Special Consideration for Enforcing Small Business Association (SBA) 
Guarantees

If you have obtained an SBA guarantee for your loan, your ability to 
collect on that guarantee could depend on the following: 

• Did you close the loan in accordance with the SBA authorization 
letter, as appropriately amended? 

• Did you comply with the monitoring and credit management 
requirements of the authorization? 

• Did you act with normal prudence for the industry and comply with 
the rules and regulations of the SBA in managing the liquidation? 

COMFORT LETTERS
Comfort letters are letters issued to lenders by companies to indicate 
support for another entity borrowing from the lender. They are 
sometimes offered and accepted in lieu of guaranties. They are most 
often issued by parent companies in connection with subsidiary 
borrowings. They generally fall short of an absolute promise to pay 
the borrowing entity’s debt. Companies that favor comfort letters 
are generally public companies that do not want to have to include 
contingent liabilities in their financials. 

Comfort letters are enforceable. They are an adequate substitute for 
guaranties only if they contain a solid commitment of the issuer to 
step up to repayment obligations incurred by its subsidiary. You should 
attempt to find out how the issuer has performed under similar previous 
arrangements.

For articles that discuss credit issues related to guarantees, see the 
Loan Guarantees Credit and Lending Studies Pack by RMA. For 
help in understanding how to document guarantees, see the Loan 
Documentation section of this Dimension.
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LOAN COVENANTS
Loan covenants are a part of the formal loan agreement and outline 
certain acts that are to be performed (affirmative covenants) and others 
that must be refrained from (negative covenants). They are designed 
to protect the bank’s interest. They are also an essential complement 
to monitoring the relationship and provide early warning signs of a 
troubled credit. 

COVENANTS ACCOMPLISH THE FOLLOWING: 

• Covenants are designed to protect the bank. A covenant is to be 
drawn sufficiently tight to protect the bank while at the same time 
providing flexibility to the company to allow the business to be run 
effectively. 

• Covenants should identify key risk points in the company’s operating 
profile. In establishing these guidelines, it is very important to 
identify the specific risks against which the bank needs to be 
protected and to prevent certain actions by the company that could 
jeopardize the timely repayment of the loan. 

• Covenants should be those that the bank expects to enforce. As a 
bank, the discipline of using only those covenants that you intend 
to enforce is important. Including covenants that are not enforced 
gives rise to confusion, negotiating lapses, and inconsistencies—
particularly when the bank tries to enforce other covenants in the 
loan agreement. 

• Covenants provide timely warning signs. Covenants provide the 
bank with a mechanism that raises warning flags in the event 
of deterioration in a company’s financial performance, as well 
as guidelines within which a company’s operating and financial 
performance must comply. 

• Covenants bring the borrower back to the table. More important, 
covenants provide the bank with the means of bringing the borrower 
back to the negotiating table to restructure the loan in the event 
established guidelines are breached. 

• Covenants do not repay loans. In determining appropriate 
covenants, always remember that covenants, no matter how well 
crafted, do not repay the bank’s loan. 
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In crafting a covenant package, it is important to determine your 
key objectives to ensure effective monitoring and management of the 
exposure and to assure the bank of the optimal chance of repayment. 

The following paragraphs explain covenant objectives and provide 
examples of specific covenants that can achieve those objectives. 
Covenant objectives we will discuss are: 

• Full disclosure of information. 

• Protection of net worth. 

• Protection of cash flow. 

• Protection of asset quality. 

• Control growth. 

• Maintenance of key management. 

• Assurance of legitimacy and the company as a going concern. 

• Profitability for the bank. 

See the Dimension 6 discussion of loan documentation for additional 
terms and conditions generally included with covenants in loan 
agreements. 

FULL DISCLOSURE OF INFORMATION

To make competent, ongoing lending decisions, the bank must have 
an in-depth understanding of the company. This understanding 
only comes with full and timely disclosure. Full disclosure also helps 
maintain regular contact with the company and close control over the 
lending relationship. 
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The following are some covenants that provide full disclosure of information: 

AFFIRMATIVE COVENANTS

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

An officer’s certification attesting to the accuracy of the 
information should accompany all internal financial information 
and indicate compliance/noncompliance with all covenants.

Timely delivery of business plans Include a minimum of 3 years’ projections. 

Timely delivery of an auditor’s management 
letter 

Delivery of an auditor’s letter stating that the company complies 
with all of its loan agreements and indicating whether or not any 
event of default has occurred under any of the company’s loan 
agreements is specified. 

Consistent preparation of financial 
statements 

The auditor’s letter should also state that there has been no 
change in the basis on which financial statements have been 
prepared and, in addition, that such financial statements 
have been prepared using accounting procedures that remain 
consistent with previous financial statements and in accordance 
with GAAP. 

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

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

Timely delivery of information on 
contingent liabilities 

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

Maintenance of operating accounts with the 
bank 

All principal operating accounts are to be maintained with the 
bank. 
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PROTECTION OF NET WORTH
Notwithstanding the significant importance of cash flow, much of a company’s basic financial strength, intrinsic 
debt capacity, and its ability to absorb downturns lie in the amount and quality of its net worth. Net worth 
covenants always should be targeted at assuring the continued strength and growth of net worth. 

The following are examples of covenants that protect net worth: 

AFFIRMATIVE COVENANTS

Maintenance of minimum tangible net 
worth 

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

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

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

Other financial ratios With seasonal and other permanent working capital loans, banks 
can monitor the maintenance of such ratios as sales to net worth, 
net profit to net worth, and debt to depreciated capital assets. 

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

Current settlement of tax liabilities and 
other accrued expense obligations 

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

Timely delivery of information on 
contingent liabilities 

Delivery of any information of actual or probable litigation or 
changes in existing contracts that might affect the business should 
be specified. 
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NEGATIVE COVENANTS
Restrictions on change of ownership 
and management 

No change permitted in the management or ownership of the 
company. May not be applicable to a public company. 

Restrictions on repurchase of stock/
payment of dividends 

Restrictions placed on dividend payments, the repurchase of stock, 
or disguised reductions of equity such as higher officers/shareholders’ 
salaries, loans to officers/shareholders, or loans to affiliates and/
or subsidiaries, inflated rental expenses paid to affiliates, or transfer 
pricing considerations as between affiliates. 

Restrictions on mergers or other 
changes in the business 

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

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

Financial ratios Restrictions on leverage can be imposed as maximum leverage: total 
liabilities to tangible net worth. Maximum leverage: funded bank debt 
to tangible net worth. 

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

As a result, restrictions on sales of assets are important, even in the 
case of a seasonal loan. Finally, since in nearly all cases these fixed 
assets are essential for generating the future cash flows of the company, 
removal of the source of these cash flows should be prevented. 
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PROTECTION OF CASH FLOW

Under most commercial bank credit policies, cash flow is regarded as the primary source of repayment. The bank 
should have every opportunity to monitor the level of cash flow as well as to preserve its quality. 

Following are examples of specific covenants that protect cash flow: 

 AFFIRMATIVE COVENANTS

Maintenance of minimum levels of cash 
flow  

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

Derivation of these covenants will comprise variations 
including: 

• EBIT / Interest 

• EBITA / Interest 

• EBITDA / Interest 

• EBITDA - Capital expenditures / Interest 

• EBITDA - Capital expenditures - Change in adjusted work-
ing capital / Interest + CMLTD 

• Net income + Depreciation / CMLTD 

• Funded debt / EBITDA 

Note: EBITDA = Earnings before interest, taxes, depreciation, 
and amortization of noncash charges; CMLTD = current 
maturities of long-term debt.  
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 AFFIRMATIVE COVENANTS (CONT.)

Maintenance of working capital and liquidity This affirmative financial covenant requires the maintenance 
of a minimum level of working capital. Greater control may 
be exercised with this covenant by excluding certain elements 
of working capital (for example, prepaid expenses) or allowing 
only a certain percentage of inventory to be included (for 
example, 50%), regardless of whether or not the loan is 
secured. 

• Current ratio: Working capital can also be linked to a mini-
mum current ratio. This ratio, combined with the insistence 
on timely delivery of financial statements, particularly dur-
ing the season, ensures that the bank has the ability to move 
quickly in the event of a material decline in asset values. 

• Quick ratio: Use of a quick ratio can be an extremely power-
ful tool, particularly as a warning sign against the artificial 
improvement in liquidity created by, for instance, a buildup 
in slow moving inventory. 

Note: Such ratios may be very useful if applied over a full 
financial year or on a rolling four-quarter basis. However, 
recognize that during the buildup of inventory and receivables, 
the company may be experiencing a negative cash flow and 
negative interest coverage, until the contraction of the current 
assets being financed has occurred. 

As a result, a more effective tool may be to link working capital 
to sales as a means of ensuring efficiency in the management 
of working capital. A typical covenant, therefore, would be for 
working capital not to exceed a certain percentage of sales. 

Maintenance of property and casualty 
insurance 

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

Restrictions on capital expenditures 
and leases 

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

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

Other covenants include restrictions on: 

• Repurchase of stock/dividends 

• Officers’ salaries 

• Borrowings 

• Sales of assets 

• Mergers/change in business  

PROTECTION OF ASSET QUALITY
This objective achieves the following: 

• Protects the underlying cash flow generating power of the 
company—the primary source of repayment. 

• Preserves the bank’s secondary source of repayment: the liquidation 
value of the assets. 
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DIMENSION 6 - 52

The following are examples of covenants that protect asset quality:

AFFIRMATIVE COVENANTS  

Maintenance of property, plant, and 
equipment in good repair  

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

Also included are the following covenants: 

• Maintenance of property and casualty insurance. 

• Maintenance of key person life insurance. 

• Current settlement of tax liabilities and other accrued ex-
penses. 

• Maintenance of minimum levels of working capital and 
liquidity ratios. 

• Maintenance of rights of inspection. 

• Maintenance of information on contingent liabilities. 

• Maintenance of intellectual property rights, including trade-
marks, patents, formulas and licenses.  

NEGATIVE COVENANTS 

Restrictions on:  • Sales of assets. 

• Capital expenditures. 

• Leases. 

• Loans to officers. 

• Mergers or a change in the company’s business.  
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DIMENSION 6 - 53

CONTROL GROWTH
This objective achieves the following: 

• When companies grow, major drains on cash flow are caused by the investment in both working capital as well 
as fixed assets and increased dividend payments. 

• With private companies, uncontrolled growth can be potentially damaging; therefore, an ability to monitor 
and, to some extent, control the rate of growth is important. 

The following are examples of specific covenants that control growth: 

AFFIRMATIVE COVENANTS  

Maintenance of minimum tangible net worth The maintenance of minimum tangible net worth is essential 
and will ensure an adequate cushion for the senior debt 
provided. 

Permanent working capital loans arise as a result of successful and unsuccessful, planned and unplanned growth 
patterns within companies. Interference with the evolution of a company’s growth profile can, in certain 
circumstances, create liability problems for the bank (see the Lender Liability discussion in Dimension 7). 

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

NEGATIVE COVENANTS  

Restrictions on: • Working capital/sales. 

• Borrowings and growth in leverage. 

• Capital expenditures. 

• Leases. 

• Mergers or a change in the business. 
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DIMENSION 6 - 54

MAINTENANCE OF KEY MANAGEMENT
This objective achieves the following: 

• Maintenance of a company’s management team, which ensures the company’s ability to repay debt. 

• Continued quality of corporate management. 

Below are examples of specific covenants that maintain key management:

AFFIRMATIVE COVENANTS  

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

Other examples include key person life insurance, consistent 
accounting procedures, and rights of inspection. The timely 
delivery of financial statements is also specified. 

NEGATIVE COVENANTS  

Restrictions on: • Mergers or a change of business. 

• Change in management. 

• Officers’ salaries. 
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DIMENSION 6 - 55

ASSURANCE OF LEGITIMACY AND THE COMPANY AS A GOING 
CONCERN
Covenants should be established to ensure that the company remains a viable entity—legally and economically—
to effectively service and repay its debt. 

Below are specific examples of covenants that assure legitimacy: 

AFFIRMATIVE COVENANTS  
Maintenance of corporate existence • Preservation of the corporate entity including corporate licenses 

and other necessary legal filings. 

• Maintenance of key person life insurance. 

• Maintenance of information on contingent liabilities. 

• Maintenance of pension funds. 

• Maintenance of appropriate levels of insurance. 

• Information regarding lawsuits. 

NEGATIVE COVENANTS  
Restrictions on: • Asset sales. 

• Mergers/acquisitions or a change in the business. 

• Change in management or ownership. 

PROFITABILITY FOR THE BANK
Covenants should be devised to maintain profitability for the bank—whether it is prepayment conditions in the 
event of fixed rate loans or penalty default interest in the event of problem loans. 

Below are specific examples of covenants that achieve profitability for the bank: 

AFFIRMATIVE COVENANTS  

Require: • Maintenance of banking services, in particular checking accounts. 

• Default pricing in loan agreements. 

• Step-up or step-down pricing related to declines or improvements 
in operating performance. 
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DIMENSION 6 - 56

DOCUMENTING THE CREDIT
There are two important steps in documenting the credit: 
understanding the type of borrowing entity, and elements of loan 
documentation. In this section of Dimension 6 we will provide a general 
discussion of each topic. It is always important to understand the legal 
requirements to accurately document loans in your state, and to consult 
your legal counsel for specific transaction documentation at your bank.

BORROWING ENTITIES, AUTHORITY, AND 
EXECUTION
To put together an enforceable loan documentation package, you must 
understand the type of entity. This is true for borrowers, guarantors, 
and third party security interest grantors. Equally important, you must 
know who is authorized to sign the loan documents. In this section we 
will provide an overview of these borrowing entities: 

• Sole proprietor. 

• General partnership. 

• Limited liability partnership. 

• Limited partnership. 

• Limited liability limited partnership. 

• Joint venture. 

• Corporation. 

• Limited liability company. 

• Nonprofit corporation. 

• Trust. 

• Estate and guardianship.

SOLE PROPRIETOR
A sole proprietor is an individual operating as a business. There is no 
separate business entity, only the individual operating the business. 
The sole proprietor is personally liable for all debts of the business. 
You can look to the owner’s personal assets to satisfy claims. The sole 
proprietorship’s life is finite; if the owner dies or becomes incapacitated, 
the business ends. A sole proprietor can do business under another 
name (e.g., Joseph Nusser operates as Jiffy Market). 



D
im

en
sio

n 
6 

//
 Id

en
tif

y 
R

ep
ay

m
en

t S
ou

rc
es

 a
nd

 A
pp

ro
pr

ia
te

ly
 S

tr
uc

tu
re

 a
nd

 D
oc

um
en

t C
re

di
t E

xp
os

ur
es

 fo
r..

NOTES:

DIMENSION 6 - 57

IDENTIFICATION NEEDED

Preferred ID: Current driver’s license with photograph or your own 
personal knowledge of the individual’s identity. 

If the borrower is doing business under an assumed name (also known 
as a d/b/a, a trade name, or fictitious name), obtain a copy of the 
assumed name filing permitted or required in your state. 

AUTHORIZATION

Generally, an individual may commit to borrow money after reaching 
the age of majority (18 in most states or 21 in a few states) if they have 
not been declared mentally incompetent. A person’s age can be verified 
by a driver’s license. Mental competency is usually assumed unless there 
are appearances to the contrary. 

When another person is signing on behalf of the sole proprietor, obtain 
a power of attorney from the signer. In some states a recording may also 
be necessary. The power of attorney should be durable and specific. A 
durable power of attorney is one that continues to be effective even if 
the grantor becomes mentally incompetent after granting the power. 
A specific power of attorney is limited in coverage to the transaction 
contemplated. When in doubt, have the power of attorney reviewed by 
your legal counsel. 

SIGNATORY REQUIREMENTS

• An individual doing business as (d/b/a) another name should sign 
his or her correct legal name with the d/b/a noted only if required 
elsewhere in the loan documents—not in or above the signature line. 
The d/b/a should be noted in the loan documents only if requested 
by the customer. This should never give rise to an inference that the 
d/b/a is the borrowing entity. 

Example of Signature: 

 

  
John R. Brown 

Example of d/b/a in text: John R. Brown, d/b/a Valley Variety Store 
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DIMENSION 6 - 58

SPECIAL CONSIDERATIONS

If your state is a community property state, review the applicable laws 
and identify what restrictions apply to executing judgments against 
and pledging of community assets. Ten states—Alaska, Arizona, 
California, Idaho, Louisiana, Nevada, New Mexico, Texas, Washington, 
and Wisconsin—use some form of the community property system 
to determine the interest of a husband and wife in property acquired 
during marriage. Under the community property system, the general 
rule is that all property acquired during the marriage is community 
property, owned one-half by each spouse. Property received by 
inheritance or gift and property owned before marriage is separate 
property. Obtain signatures on guaranties and collateral documents as 
dictated by the laws in your state. Consult with your legal counsel. 

• A married woman should sign using her own name. 

 – Example: “Jane T. Brown” not “Mrs. John Brown.” 

COMMENTS 

• Consider obtaining a legal opinion on the adequacy of the 
documents delivered to you. Identify any legal issues, as opposed to 
business issues, and use legal counsel to resolve them. You should not 
attempt to resolve legal issues on your own even if you have a law 
degree. Your primary focus is customer service. 

• In non-community property states, the Equal Credit Opportunity 
Act (ECOA) prohibits requests for a guarantee from a spouse. A 
lender may request “more creditworthy co-guarantors” and may 
accept spouses’ guarantees if the guarantors volunteer them. 

• Federal Reserve Board’s Regulation O prohibits making loans 
to insiders or their related interests unless the loans are made on 
substantially the same terms as those prevailing at the time for 
comparable transactions with other persons. The loans also must 
not involve more than normal risk of nonpayment. There are also 
individual and aggregate lending limits and periodic reporting 
requirements. 
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NOTES:

DIMENSION 6 - 59

GENERAL PARTNERSHIP
A general partnership is a business operated by two or more general 
partners. Partnership assets, liabilities, and ownership are accounted 
for separately and distinctly from the personal assets and liabilities 
of individuals. However, the individual partners are liable for the 
partnership debts, and their personal assets are exposed to liability for 
the debts. Each general partner is by law an agent of the partnership. 

IDENTIFICATION NEEDED

Partnership agreement. General partnerships do not always have written 
partnership agreements. Obtain the agreement from the partnership. If 
there is no formal written agreement, obtain a written statement that 
none exists. 

Partnership certificate. If required by the state in which the partnership 
is doing business, you can obtain a copy from your customer or from 
the appropriate agency. 

AUTHORIZATION

You need to obtain a partnership resolution to borrow, guaranty, or 
grant collateral interests, whichever is applicable. It is good practice to 
do this even if the agreement states who can borrow, give guarantees, or 
grant collateral interests in assets on behalf of the partnership. 

SIGNATORY REQUIREMENT

• The legal names of all designated partners or one or more of the 
general partners as designated in the partnership agreement are 
required. Each signature appears after the word “By” and above 
the typed or printed name followed by a comma and the words 
“Partner” or “General Partner.” 

Example: XYZ Partnership 

By______________________________ 

John R. Brown, General Partner 

By______________________________ 

Mary P. Smith, General Partner 
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DIMENSION 6 - 60

• If your state is a community property state, review the applicable 
laws and identify what restrictions apply to executing judgments 
against and pledging of community assets. Ten states—Alaska, 
Arizona, California, Idaho, Louisiana, Nevada, New Mexico, Texas, 
Washington, and Wisconsin—use some form of the community 
property system to determine the interest of a husband and wife in 
property acquired during marriage. Under the community property 
system, the general rule is that all property acquired during the 
marriage is community property, owned one-half by each spouse. 
Property received by inheritance or gift and property owned before 
marriage is separate property. Obtain signatures on guaranties and 
collateral documents as dictated by the laws in your state. Consult 
with your legal counsel. 

• A married woman should sign using her own name. 

 – Example: “Jane T. Brown” not “Mrs. John Brown.” 

COMMENTS

Consider obtaining a legal opinion on the adequacy of the documents 
delivered to you. Identify any legal issues, as opposed to business issues, 
and use legal counsel to resolve them. You should not attempt to resolve 
legal issues on your own even if you have a law degree. Your primary 
focus is customer service. 

In non-community property states, the Equal Credit Opportunity Act 
(ECOA) prohibits requests for a guarantee from a spouse. A lender may 
request “more creditworthy co-guarantors” and may accept spouses’ 
guarantees if the guarantors volunteer them. 

Federal Reserve Board’s Regulation O prohibits making loans to insiders 
or their related interests unless the loans are made on substantially the 
same terms as those prevailing at the time for comparable transactions 
with other persons. The loans also must not involve more than normal 
risk of nonpayment. There are also individual and aggregate lending 
limits and periodic reporting requirements. 
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NOTES:

DIMENSION 6 - 61

LIMITED LIABILITY PARTNERSHIP
A limited liability partnership is a general partnership that has 
qualified as a limited liability partnership by complying with applicable 
state registration laws. Not all states have approved limited liability 
partnerships. The partners in a limited liability partnership are not 
liable for the debts of the partnership unless the debts existed prior 
to the election to become a limited liability partnership or they 
have guaranteed the debts. This means they would be liable for any 
unpaid term debt or revolving credit debt that existed at the time the 
registration was completed. They would not be liable for any new 
debt that was not paid, including a renewal of an existing revolving 
line of credit. They are permitted to participate in management of the 
partnership business. 

IDENTIFICATION NEEDED 

• Partnership agreement. General partnerships do not always have 
written partnership agreements. Obtain the agreement from the 
partnership. If there is no formal written agreement, obtain a written 
statement that none exists. 

• Partnership certificate. If required by the state in which the 
partnership is doing business, you can obtain a copy from your 
customer or from the appropriate agency. 

• Proof of registration for limited liability partnership status. Obtain 
the certificate from your customer or from the appropriate agency. 

AUTHORIZATION 

You need to obtain a partnership resolution to borrow, guaranty, or 
grant collateral interests, whichever is applicable. It is good practice to 
do this even if the agreement states who can borrow, give guarantees, or 
grant collateral interests in assets on behalf of the partnership. 
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DIMENSION 6 - 62

SIGNATORY REQUIREMENT 

• The legal names of all designated partners or one or more of the 
general partners as designated in the partnership agreement are 
required. Each signature appears after the word “By” and above 
the typed or printed name followed by a comma and the words 
“Partner” or “General Partner”. 

Example: XYZ, L.L.P. (or Limited Liability Partnership) 

By 

John R. Brown, General Partner 

By 

Mary P. Smith, General Partner 

 

If your state is a community property state, review the applicable laws 
and identify what restrictions apply to executing judgments against 
and pledging of community assets. Ten states—Alaska, Arizona, 
California, Idaho, Louisiana, Nevada, New Mexico, Texas, Washington, 
and Wisconsin—use some form of the community property system 
to determine the interest of a husband and wife in property acquired 
during marriage. Under the community property system, the general 
rule is that all property acquired during the marriage is community 
property, owned one-half by each spouse. Property received by 
inheritance or gift and property owned before marriage is separate 
property. Obtain signatures on guaranties and collateral documents as 
dictated by the laws in your state. Consult with your legal counsel. 

• A married woman should sign using her own name. 

 – Example: “Jane T. Brown” not “Mrs. John Brown.” 
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NOTES:

DIMENSION 6 - 63

COMMENTS

• Consider obtaining a legal opinion on the adequacy of the 
documents delivered to you. Identify any legal issues, as opposed to 
business issues, and use legal counsel to resolve them. You should not 
attempt to resolve legal issues on your own even if you have a law 
degree. Your primary focus is customer service. 

• In non-community property states, the Equal Credit Opportunity 
Act (ECOA) prohibits requests for a guarantee from a spouse. A 
lender may request “more creditworthy co-guarantors” and may 
accept spouses’ guarantees if the guarantors volunteer them. 

• Federal Reserve Board’s Regulation O prohibits making loans 
to insiders or their related interests unless the loans are made on 
substantially the same terms as those prevailing at the time for 
comparable transactions with other persons. The loans also must 
not involve more than normal risk of nonpayment. There are also 
individual and aggregate lending limits and periodic reporting 
requirements. 

LIMITED PARTNERSHIP
A limited partnership is made up of one or more general partners and 
one or more limited partners and is governed by the Uniform Limited 
Partnership Act (ULPA). The purpose of a limited partnership is to 
allow one or more individuals to provide capital without having to 
assume liability for debts. Limited partners are not liable for the debts 
of the partnership unless they have guaranteed the debts. They can only 
lose the amount of their investment in the partnership. They are not 
agents of the partnership and take no part in control or management of 
the business. General partners control the activities of the business and 
have full liability. 

IDENTIFICATION NEEDED

Limited partnership agreement. A limited partnership must have a 
written agreement. Obtain the agreement from the partnership. 

A Certificate of Limited Partnership. Obtain the certificate from your 
customer or from the appropriate agency in your state. 

AUTHORIZATION 

You need to obtain a partnership resolution to borrow, guaranty, or 
grant collateral interests, whichever is applicable. It is good practice to 
do this even if the agreement states who can borrow, give guarantees, or 
grant collateral interests in assets on behalf of the partnership. 
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DIMENSION 6 - 64

SIGNATORY REQUIREMENT 

The legal names of all designated partners or one or more of the general 
partners as designated in the partnership agreement are required. Each 
signature appears after the word “By” and above the typed or printed 
name followed by a comma and the words “General Partner” for a 
limited partnership. 

Example: XYZ, L.P. (or Limited Partnership) 

By  

John R. Brown, General Partner 

By 

Mary P. Smith, General Partner 

If your state is a community property state, review the applicable laws 
and identify what restrictions apply to executing judgments against 
and pledging of community assets. Ten states—Alaska, Arizona, 
California, Idaho, Louisiana, Nevada, New Mexico, Texas, Washington, 
and Wisconsin—use some form of the community property system 
to determine the interest of a husband and wife in property acquired 
during marriage. Under the community property system, the general 
rule is that all property acquired during the marriage is community 
property, owned one-half by each spouse. Property received by 
inheritance or gift and property owned before marriage is separate 
property. Obtain signatures on guaranties and collateral documents as 
dictated by the laws in your state. Consult with your legal counsel.

A married woman should sign using her own name.

• Example: “Jane T. Brown” not “Mrs. John Brown.”
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NOTES:

DIMENSION 6 - 65

COMMENTS

Consider obtaining a legal opinion on the adequacy of the documents 
delivered to you. Identify any legal issues, as opposed to business issues, 
and use legal counsel to resolve them. You should not attempt to resolve 
legal issues on your own even if you have a law degree. Your primary 
focus is customer service. 

In non-community property states, the Equal Credit Opportunity Act 
(ECOA) prohibits requests for a guarantee from a spouse. A lender may 
request “more creditworthy co-guarantors” and may accept spouses’ 
guarantees if the guarantors volunteer them. 

Federal Reserve Board’s Regulation O prohibits making loans to insiders 
or their related interests unless the loans are made on substantially the 
same terms as those prevailing at the time for comparable transactions 
with other persons. The loans also must not involve more than normal 
risk of nonpayment. There are also individual and aggregate lending 
limits and periodic reporting requirements. 

LIMITED LIABILITY LIMITED PARTNERSHIP
A limited liability limited partnership is a limited partnership that 
has qualified as a limited liability limited partnership by complying 
with applicable state registration laws. The limited partners in a 
limited liability limited partnership are not liable for the debts of the 
partnership unless they have guaranteed the debts. The general partners 
in a limited liability limited partnership are not liable for the debts of 
the partnership unless the debts existed prior to the election to become 
a limited liability limited partnership or they have guaranteed the debts. 
This means they would be liable for any unpaid term debt or revolving 
credit debt that existed at the time the registration was completed. They 
would not be liable for any new debt that was not paid, including a 
renewal of an existing revolving line of credit. They are permitted to 
participate in management of the business. 
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DIMENSION 6 - 66

IDENTIFICATION NEEDED 

• Limited partnership agreement. A limited liability limited 
partnership must have a written agreement. Obtain the agreement 
from the partnership. 

• Certificate of Limited Partnership. Obtain the certificate from your 
customer or from the appropriate agency. 

• Proof of registration for limited liability limited partnership status. 
Obtain the proof of registration from your customer or from the 
appropriate agency in your state. 

AUTHORIZATION 

You need to obtain a partnership resolution to borrow, guaranty, or 
grant collateral interests, whichever is applicable. It is good practice to 
do this even if the agreement states who can borrow, give guarantees, or 
grant collateral interests in assets on behalf of the partnership. 

SIGNATORY REQUIREMENT 

The legal names of all designated partners or one or more of the general 
partners as designated in the partnership agreement are required. Each 
signature appears after the word “By” and above the typed or printed 
name followed by a comma and the words “General Partner.” 

Example: XYZ, L.L.L.P. (or Limited Liability Limited Partnership)

By 

John R. Brown, General Partner 

By 

Mary P. Smith, General Partner 
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DIMENSION 6 - 67

• If your state is a community property state, review the applicable 
laws and identify what restrictions apply to executing judgments 
against and pledging of community assets. Ten states—Alaska, 
Arizona, California, Idaho, Louisiana, Nevada, New Mexico, Texas, 
Washington, and Wisconsin—use some form of the community 
property system to determine the interest of a husband and wife in 
property acquired during marriage. Under the community property 
system, the general rule is that all property acquired during the 
marriage is community property, owned one-half by each spouse. 
Property received by inheritance or gift and property owned before 
marriage is separate property. Obtain signatures on guaranties and 
collateral documents as dictated by the laws in your state. Consult 
with your legal counsel. 

A married woman should sign using her own name. 

• Example: “Jane T. Brown” not “Mrs. John Brown.” 

COMMENTS 

Consider obtaining a legal opinion on the adequacy of the documents 
delivered to you. Identify any legal issues, as opposed to business issues, 
and use legal counsel to resolve them. You should not attempt to resolve 
legal issues on your own even if you have a law degree. Your primary 
focus is customer service. 

In non-community property states, the Equal Credit Opportunity Act 
(ECOA) prohibits requests for a guarantee from a spouse. A lender may 
request “more creditworthy co-guarantors” and may accept spouses’ 
guarantees if the guarantors volunteer them. 

Federal Reserve Board’s Regulation O prohibits making loans to insiders 
or their related interests unless the loans are made on substantially the 
same terms as those prevailing at the time for comparable transactions 
with other persons. The loans also must not involve more than normal 
risk of nonpayment. There are also individual and aggregate lending 
limits and periodic reporting requirements. 

JOINT VENTURE
A joint venture is a one-time partnership for a specific purpose. It may 
be among individuals, partnerships, corporations, trusts, or limited 
liability companies. The participants in a joint venture are probably 
individually liable for the debts of the joint venture. 
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DIMENSION 6 - 68

IDENTIFICATION NEEDED 

Joint venture agreement. A joint venture must have a written 
agreement. Obtain the agreement from the joint venture. 

AUTHORIZATION 

You need to obtain a joint venture borrowing resolution to borrow, 
guaranty, or grant collateral interests, whichever is applicable. It is good 
practice to do this even if the agreement states who can borrow, give 
guarantees, or grant collateral interests in assets on behalf of the joint 
venture. For each joint venturer that is an entity and not an individual, 
you must also obtain proof that the persons signing for each entity are 
authorized to do so. You should obtain authorization appropriate to the 
type of joint venturer entity involved. 

SIGNATORY REQUIREMENT 

The legal name of each joint venturer signing the document is required. 
The name should be preceded by the word “By” and should be above 
the signature line or lines for persons signing on behalf of the joint 
venturer. The legal names of all designated signers for the participants 
in the joint venture are required. Each signature appears after the word 
“By” and above the typed or printed name followed by a comma and 
the title of the person signing. 

Example: 

XYZ, a Joint Venture 
By: Brown and Smith, L.P., a joint venturer 

By: 

John R. Brown, General Partner 

By: 

Mary P. Smith, General Partner 

By: B & S., Inc., a joint venturer 

By: ______________________________ 

Mary P. Smith, President 
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NOTES:

DIMENSION 6 - 69

If your state is a community property state, review the applicable laws 
and identify what restrictions apply to executing judgments against 
and pledging of community assets. Ten states—Alaska, Arizona, 
California, Idaho, Louisiana, Nevada, New Mexico, Texas, Washington, 
and Wisconsin—use some form of the community property system 
to determine the interest of a husband and wife in property acquired 
during marriage. Under the community property system, the general 
rule is that all property acquired during the marriage is community 
property, owned one-half by each spouse. Property received by 
inheritance or gift and owned before marriage is separate property. 
Obtain signatures on guaranties and collateral documents as dictated by 
the laws in your state. Consult with your legal counsel. 

A married woman should sign using her own name. 

• Example: “Jane T. Brown” not “Mrs. John Brown.” 

COMMENTS 

• Consider obtaining a legal opinion on the adequacy of the 
documents delivered to you. Identify any legal issues, as opposed to 
business issues, and use legal counsel to resolve them. You should not 
attempt to resolve legal issues on your own even if you have a law 
degree. Your primary focus is customer service. 

• In non-community property states, the Equal Credit Opportunity 
Act (ECOA) prohibits requests for a guarantee from a spouse. A 
lender may request “more creditworthy co-guarantors” and may 
accept spouses’ guarantees if the guarantors volunteer them. 

• Federal Reserve Board’s Regulation O prohibits making loans 
to insiders or their related interests unless the loans are made on 
substantially the same terms as those prevailing at the time for 
comparable transactions with other persons. The loans also must 
not involve more than normal risk of nonpayment. There are also 
individual and aggregate lending limits and periodic reporting 
requirements. 
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CORPORATION
A corporation is an artificial entity created by law. It consists of: 

• Shareholders who own the corporation, elect directors, and vote on 
major corporate acts. 

• Board of directors who manage the corporation and elect officers. 
State law sets the minimum number of directors a corporation must 
have. In many states, only one is required. 

• Officers who operate the corporation on a day-to-day basis. They 
are removable at the will of the board of directors. The corporation’s 
bylaws should be reviewed to determine the number of officers, their 
titles, and limitations on their powers. 

• Corporations are sometimes designated “C” corporations and 
sometimes “S” corporations. Neither designation changes the 
structure of the corporation. Both designations relate to how income 
of the corporation is treated for tax purposes. 

A corporation exists independently and apart from the people who 
own it. Its shareholders are liable only to the extent of any unpaid 
purchase price for their investment in the corporation. The corporation 
is responsible for its own debts. The shareholders, officers and directors 
are not personally liable for unpaid debts of the corporation unless they 
have guaranteed the debts. 

IDENTIFICATION NEEDED 

• Articles of Incorporation. In order to establish a corporation, its 
organizers must file articles of incorporation with an appropriate 
state agency. The articles prove the existence of the corporation. 
They include the name of the corporation, how long it will exist, its 
business purpose, the names of its organizers and original directors 
and other information required by the law of the state in which it is 
organized. You should obtain a filed copy either from the customer 
or from the appropriate state agency. 

• Bylaws and any amendments. Each corporation also establishes 
bylaws. The corporation’s bylaws provide the rules under which the 
company will function. The bylaws establish the number of directors; 
number, title and duties of officers; frequency and timing of 
directors’ meetings; and other matters necessary to the operations of 
the business. You should examine the bylaws to determine whether 
they place any restrictions on actions of the directors. In smaller 
corporations, shareholders sometimes reserve powers, such as the 
obtaining of major financing or encumbering of significant corporate 
assets, to themselves. You should obtain a copy from the customer. 
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DIMENSION 6 - 71

• Corporate Certificate of Good Standing from the state. A certificate 
of good standing is issued by the appropriate state agency if 
the corporation is in current compliance with all reporting and 
fee requirements set by the state. Obtain periodically to ensure 
compliance. At a minimum, obtain a certificate each time a new or 
renewed loan is documented or every two years. 

AUTHORIZATION 

• You must obtain a copy of the board of directors’  resolution certified 
by the corporate secretary. This is the document evidencing the 
action by which the directors of the corporation granted authority 
to officers to make agreements and sign documents on behalf of 
the corporation. The resolution indicates who can borrow, give 
guarantees, or grant collateral interests in corporate assets on behalf 
of the corporation. 

• You must obtain an Incumbency Certificate signed by the corporate 
secretary when there is a change in officers after a resolution has been 
delivered to you. 

• If the secretary is authorized to borrow on his or her signature alone, 
the certificate should also be signed by an officer other than the 
secretary (unless your state permits one-person corporations and this 
is one such corporation). 

SIGNATORY REQUIREMENT

• The corporate name, as it appears on the Articles of Incorporation or 
the Certificate of Good Standing, may be typed above the signature 
line. Each signature appears after the word “By” and above the typed 
or printed name of the individual authorized to sign for the borrower 
followed by a comma and the individual’s corporate title. 

Example: ABC, Incorporated 

By: ______________________________ 

John R. Brown, Treasurer 
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DIMENSION 6 - 72

COMMENTS 

• Consider obtaining a legal opinion on the adequacy of the 
documents delivered to you. Identify any legal issues, as opposed to 
business issues, and use legal counsel to resolve them. You should not 
attempt to resolve legal issues on your own even if you have a law 
degree. Your primary focus is customer service. 

• In non-community property states, the Equal Credit Opportunity 
Act (ECOA) prohibits requests for a guarantee from a spouse. 
A lender may request “more creditworthy co-guarantors” and 
may accept spouses’ guarantees if the guarantors volunteer them. 
It is proper to request guarantees only from those categories 
(stockholders, officers, directors) pursuant to a credit policy using 
those (non-discriminatory) categories. Obtain a spouse’s signature 
on a guarantee in community property states. If your state is a 
community property state, review the applicable laws and identify 
what restrictions apply to executing judgments against and pledging 
of community assets. Ten states—Alaska, Arizona, California, 
Idaho, Louisiana, Nevada, New Mexico, Texas, Washington, and 
Wisconsin—use some form of the community property system to 
determine the interest of a husband and wife in property acquired 
during marriage. Under the community property system, the general 
rule is that all property acquired during the marriage is community 
property, owned one-half by each spouse. Property received by 
inheritance or gift and property owned before marriage is separate 
property. Obtain signatures on guaranties and collateral documents 
as dictated by the laws in your state. Consult with your legal counsel. 

• Federal Reserve Board’s Regulation O prohibits making loans 
to insiders or their related interests unless the loans are made on 
substantially the same terms as those prevailing at the time for 
comparable transactions with other persons. The loans also must 
not involve more than normal risk of nonpayment. There are also 
individual and aggregate lending limits and periodic reporting 
requirements. 

• A corporation may authorize its officers or agents to appoint certain 
individuals to sign checks, drafts, or other orders for payment, 
transfer, or withdrawal of funds or other property on deposit 
with your institution. You should obtain the corporate resolution 
authorizing such appointments. 
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LIMITED LIABILITY COMPANY
A limited liability company is an artificial entity created by law. It 
consists of: 

• Members, who own the limited liability company and who may or 
may not select a manager. 

• The manager, who may or may not be a member of the limited 
liability company, operates the company on a day-to-day basis and 
is removable at the will of the members. The company’s operating 
agreement should be reviewed to determine the powers of the 
manager. 

Limited liability companies are governed by statutes that differ from 
state to state and, therefore, do not all have the same characteristics. 

A limited liability company exists independently and apart from the 
people who own it. Its members are liable only to the extent of any 
unpaid purchase price for their investment in the limited liability 
company. The limited liability company is responsible for its own debts. 
The members are not individually liable for the unpaid debts of the 
limited liability company unless they have guaranteed the debts. 

IDENTIFICATION NEEDED 

• Articles of Organization. In order to establish a limited liability 
company, its organizers must file articles of organization with an 
appropriate state agency. The articles include the name of the limited 
liability company, how long it will exist, its business purpose the 
names of its members and other such information required by the 
law of the state in which it is organized. You should obtain a filed 
copy either from the customer or from the appropriate state agency. 

• Operating agreement. Each limited liability company may also 
establish an operating agreement. The operating agreement provides 
the rules under which the liability will function and designates a 
managing member or members. You should obtain a copy from the 
customer. 

• Limited liability company Certificate of Good Standing. A 
Certificate of Good Standing is issued by the appropriate state 
agency if the limited liability company is in current compliance 
with all reporting and fee requirements set by the state. Obtain 
periodically to ensure compliance. At a minimum, obtain a 
certificate each time a new or renewed loan is documented or every 
two years. 
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DIMENSION 6 - 74

AUTHORIZATION 

You need to obtain a limited liability company resolution. This is the 
document by which the members of the company grant authority 
for persons to make agreements and sign documents on behalf of the 
company. The resolution indicates who can borrow, give guarantees, or 
grant collateral interests in company assets on behalf of the company. 

SIGNATORY REQUIREMENT 

• The company name, as it appears on the Articles of Organization 
or the Certificate of Good Standing should be typed above the 
signature line. Each signature appears after the word “By” and above 
the typed or printed name of the individual(s) authorized to sign for 
the borrower followed by a comma and the individual’s title. 

Example: Friendship, L.L.C. 

By: ______________________________ 

Sara Gray, Managing Member 

COMMENTS 

• Consider obtaining a legal opinion on the adequacy of the 
documents delivered to you. Identify any legal issues, as opposed to 
business issues, and use legal counsel to resolve them. You should not 
attempt to resolve legal issues on your own even if you have a law 
degree. Your primary focus is customer service. 

• In non-community property states, the Equal Credit Opportunity 
Act (ECOA) prohibits requests for a guarantee from a spouse. A 
lender may request “more creditworthy co-guarantors” and may 
accept spouses’ guarantees if the guarantors volunteer them. 

• Federal Reserve Board’s Regulation O prohibits making loans 
to insiders or their related interests unless the loans are made on 
substantially the same terms as those prevailing at the time for 
comparable transactions with other persons. The loans also must 
not involve more than normal risk of nonpayment. There are also 
individual and aggregate lending limits and periodic reporting 
requirements. 
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NONPROFIT CORPORATION
A nonprofit corporation is a public or quasi-public entity established 
for administration of public affairs or for charitable, religious, or 
benevolent purposes. It usually has a board of directors who manage 
the corporation and elect officers and a staff, answerable to the board, 
who run the day-to-day operations of the association. The corporation 
is responsible for its debts. The directors, officers, and staff are not 
liable for unpaid debts of the corporation unless they have guaranteed 
the debts. Your state may have different statutory requirements for 
charitable, religious, and benevolent corporate entities. Review the laws 
in your state to determine which of the following provisions apply. 

IDENTIFICATION NEEDED 

• Charter of Association. In order to establish a nonprofit corporation, 
its organizers must file a charter of association with an appropriate 
state agency. The articles include the name of the corporation, how 
long it will exist, its business purpose, the names of its organizers and 
original directors and other such information required by the law 
of the state in which it is organized. You should obtain a filed copy 
either from the customer or from the appropriate state agency. 

• Bylaws and any amendments. Each corporation also establishes 
bylaws. The corporation’s bylaws provide the rules under which 
the company will function. The bylaws establish the number of 
directors; number, title, and duties of officers; frequency and timing 
of directors’ meetings; and other matters necessary to the operations 
of the business. You should obtain a copy from the customer. 

• Association Certificate of Good Standing from the state. A certificate 
of good standing is issued by the appropriate state agency if the 
nonprofit corporation is in current compliance with all reporting 
and fee requirements set by the state. Obtain periodically to ensure 
compliance. At a minimum, obtain a certificate each time a new or 
renewed loan is documented or every two years. 
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DIMENSION 6 - 76

AUTHORIZATION 

• You must obtain a copy of the board of directors’ resolution certified 
by the corporation secretary. This is the document evidencing the 
action by which the directors of the corporation granted authority 
to officers to make agreements and sign documents on behalf of 
the corporation. The resolution indicates who can borrow, give 
guarantees, or grant collateral interests in corporate assets on behalf 
of the corporation. 

• Obtain an Incumbency Certificate signed by the corporation 
secretary when there is a change in officers after a resolution has been 
delivered to you. 

• If the secretary is authorized to borrow on his or her signature 
alone, the certificate should also be signed by an officer other 
than the secretary (unless your state permits one-person nonprofit 
corporations and this is one such corporation). 

SIGNATORY REQUIREMENT 

• The association name, as it appears on the Articles of Incorporation 
or the Certificate of Good Standing, should be typed above the 
signature line. Each signature appears after the word “By” and above 
the typed or printed name of the individual authorized to sign for 
the borrower followed by a comma and the individual’s title. 

Example: Friendship Association 

By: ______________________ 

Sara Gray, Secretary

COMMENTS 

• Consider obtaining a legal opinion on the adequacy of the 
documents delivered to you. Identify any legal issues, as opposed to 
business issues, and use legal counsel to resolve them. You should not 
attempt to resolve legal issues on your own even if you have a law 
degree. Your primary focus is customer service. 

• You may also enter into transactions with unincorporated 
associations and/or nonprofit associations. You must obtain a copy 
of such association’s organizational papers to determine who is 
authorized to grant signature authority. Signatory requirements are 
the same as for nonprofit corporations. 
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DIMENSION 6 - 77

TRUST
A trust is an entity that has an obligation of special trust to another 
entity. A business or common-law trust is a formal business 
organization whereby personal and/or real property is held and 
managed for the benefit of persons who are holders of transferable 
certificates issued by the trustees. Trusts are also set up by individuals as 
estate planning devices for the benefit of other individuals and charities. 
The trustee is not liable for the unpaid debts of the trust unless the 
trustee has guaranteed the debts. 

IDENTIFICATION NEEDED 

• You need to obtain a certified copy of the Trust Agreement. Obtain 
the copy from the customer. 

• You should also personally know the trustee’s identity or verify the 
trustee’s identity by other means, such as a driver’s license 

AUTHORIZATION 

Same as for identification 

SIGNATORY REQUIREMENT 

The legal names of all designated trustees or one or more of the trustees 
as designated in the trust agreement are required. Each signature ap-
pears after the word “By” and above the typed or printed name followed 
by a comma and the words “Trustee under Trust Agreement (date of 
trust agreement) for the benefit of (Name of beneficiary)” 

Example: 

By: _____________________________ 

David Hart, Trustee under Trust Agreement dated 6/10/99 for the  
benefit of the Workers Union
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DIMENSION 6 - 78

 COMMENTS

• Obtain a legal opinion on the authority of the trustee to borrow 
funds for the trust and to grant a security interest in the trust’s assets. 

• Federal Reserve Board’s Regulation O applies to any executive officer, 
director, and 10% or greater shareholder of the bank and the related 
interests of each such person. It covers similarly situated insiders of 
a bank’s parent holding company and the other subsidiaries of that 
holding company, such as other banks and nonbank subsidiaries. 

ESTATE AND GUARDIANSHIP
Estates and guardianships have an obligation of special trust to other 
persons. They come into existence when a person dies or is subject to 
guardianship proceedings leading to appointment of a guardian for 
the person. The person appointed as administrator/executor/personal 
representation/guardian is not personally liable for unpaid debts of the 
estate or guardianship unless he or she has guaranteed the debts. 

IDENTIFICATION NEEDED

• You need to obtain a certified copy of court order appointing 
administrator/executor/ personal representative/guardian. Obtain 
from the court with which the estate or guardianship is established. 

• You should also personally know the identity of the administrator, 
executor, personal representative, or guardian or verify the identity 
from another source, such as, a driver’s license. 

AUTHORIZATION

Certified copy of court order appointing administrator/executor/
personal representative/ guardian. The court order will indicate the 
extent of the person’s authority. 
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DIMENSION 6 - 79

SIGNATORY REQUIREMENT

The legal name of estate or guardianship as designated in the court 
order is required. The signature appears after the word “By” and 
above the typed or printed name followed by a comma and the words 
identifying the individual’s relationship to the borrowing entity. 

Example: By: ______________________________ 

John R. Brown, Executor for the Estate of Mary Brown 

Example: By: ______________________________ 

John R. Brown, Guardian for Mary A. Brown

COMMENTS

If not clearly stated in the court order, obtain a legal opinion on 
the authority of the administrator/executor/personal representative/
guardian to borrow funds and grant a security interest in the assets of 
the estate or guardianship. 

Federal Reserve Board’s Regulation O applies to any executive officer, 
director and 10% or greater shareholder of the bank and the related 
interests of each such person. It covers similarly situated insiders of 
a bank’s parent holding company and the other subsidiaries of that 
holding company, such as other banks and nonbank subsidiaries.
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ENTITIES CHART
The following chart summarizes the characteristics of the entities we have discussed.

ORGANIZATIONAL 
STRUCTURE LEGAL LIABILITY

Sole proprietor A one-person business entity. No formal 
organization required. Some states require 
a trade name filing. 

The sole proprietor is always 
personally liable for all 
debts incurred by the sole 
proprietorship. 

General partnership A business entity in which two or more 
persons are engaged. May have, but is not 
required to have, a written partnership 
agreement. Some states require a trade 
name filing. 

Each general partner is personally 
liable for unpaid debts of the 
partnership. 

Limited liability partnership A general partnership that has registered 
with the state to become a limited liability 
partnership. Some states require a trade 
name filing. 

General partners are not liable for 
any new debt of the partnership. 

Limited partnership A business entity involving two or more 
persons, at least one as a general partner, 
and at least one as a limited partner. A 
written partnership agreement is usually 
required as well as a filing with the 
appropriate state office. The general partner 
or general partners manage the business. 

Each general partner is personally 
liable for unpaid debts of the 
partnership. The limited partners 
are not personally liable for such 
debts. 

Limited liability limited 
partnership

A limited partnership that has registered 
with the state to become a limited liability 
limited partnership. This type of entity is 
not available in all states. 

Limited partners are not 
personally liable for any debts of 
the partnership. General partners 
are not personally liable for any 
new debt of the partnership. 
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DIMENSION 6 - 81

ORGANIZATIONAL 
STRUCTURE LEGAL LIABILITY

Joint venture Two or more business entities joined 
by contract for a joint business venture. 
The existence and organizational setup 
of each participant in the joint venture 
must be determined. 

The separate entities involved in the 
joint venture are probably individually 
liable for debts of the joint venture. 

Corporation An artificial entity created by statute. It 
has directors, officers and shareholders. 
Each state requires that Articles of 
Incorporation be filed to establish 
the entity. By-laws of the corporation 
describe the relationship among 
directors, officers, and shareholders. 

Directors, officers, and shareholders are 
not personally liable for debts of the 
corporation. 

Limited liability company An artificial entity created by statute. 
It has members, including a managing 
member. Each state requires that 
Articles of Organization  be filed to 
establish the entity. The Operating 
Agreement of the limited liability 
company describes the relationship 
among the members. 

Members are not individually liable for 
debts of the limited liability company. 

Nonprofit corporation An artificial entity created by statute. 
Each state requires that organizational 
documents be filed to establish the 
entity. 

Directors, officers, and managers are 
not liable for debts of the nonprofit 
corporation. 

Trust An entity created by executing a trust 
agreement. The trust agreement names 
a trustee or trustees and discloses 
the powers granted to the trustee or 
trustees. 

The trustee is not personally liable for 
debts of the trust. 
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DIMENSION 6 - 82

ORGANIZATIONAL 
STRUCTURE LEGAL LIABILITY

Estate or guardianship An entity created by order of a 
state court that has jurisdiction 
to do so within the state where 
created. The powers of the personal 
representative are limited to those 
provided in the court order. 

The personal representative, 
executor, administrator is not 
personally liable for debts of the 
estate or the person for whom the 
guardianship is established. 

FUNDAMENTAL LEGAL DOCUMENTATION
Documentation errors are a major cause for lender loss on commercial loans. If needed documents are not 
obtained and accurately completed, collection of a loan may be legally impossible. In this section, we will discuss 
the requirements of these legal documents: 

• Proposal letter/term sheet. 

• Commitment letter. 

• Promissory notes. 

• Loan agreements. 

• Security agreement, deeds of trust, mortgages. 

• Lines of credit: committed and uncommitted. 

• Participation agreements. 



D
im

en
sio

n 
6 

//
 Id

en
tif

y 
R

ep
ay

m
en

t S
ou

rc
es

 a
nd

 A
pp

ro
pr

ia
te

ly
 S

tr
uc

tu
re

 a
nd

 D
oc

um
en

t C
re

di
t E

xp
os

ur
es

 fo
r..

NOTES:

DIMENSION 6 - 83

PROPOSAL LETTER/TERM SHEET
In order to get negotiations started you may provide a potential 
borrower with a written proposal letter or term sheet. 

You should include the following in the proposal letter or term sheet: 

• A clear listing of all information you will require the potential 
borrower to deliver to you before further considering a possible loan 
transaction. 

• A summary of the significant terms you would require in any 
extension of credit to the potential borrower, such as reporting 
requirements, collateral requirements, guaranty requirements, etc. 
A significant term is any term that would influence the potential 
borrower to accept or reject any credit offer you make.

• A statement that the terms included are not the only terms that you 
may require. For example: “Terms other than those in this proposal 
letter/term sheet may be agreed to between the Lender and the 
Borrower.” 

• A statement that you will require additional documentation to 
close the loan. For example: “If an extension of credit is approved, 
additional documentation will be required and may include, but not 
be limited to, a loan agreement, guaranty, and collateral documents.” 

• A clear statement that you are not making a commitment to lend. 
For example: “This proposal is not a commitment to lend, but is an 
outline of the principal terms on which the Lender may be willing 
to lend. Any final commitment of the Lender to lend, if any is 
made, will be contingent upon all approvals required by the Lender, 
including, but not limited to, credit approval and signing of loan 
documents satisfactory to the Lender.” 

• An expiration date for the proposal. For example: “Contact us by 
July 4, 2001, or we will assume that you have no interest in pursuing 
the financing discussed in this proposal.”
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COMMITMENT LETTER
You may follow up your proposal letter or term sheet with a 
commitment letter, provided the credit has been approved within 
your financial institution. Your proposal letter or term sheet outlined 
the general terms of a possible transaction with the customer. Your 
commitment letter will go much further. It will obligate you to go 
forward with the transaction. It should serve as the basis for the credit 
relationship between you and your customer. Commitment letters 
are used more frequently in real estate transactions than in other loan 
transactions. 

You should include the following in the commitment letter: 

• A clear listing of all information you will require the potential 
borrower to deliver to you before the loan closing. 

• A summary of the significant terms you will require. A significant 
term is any term that would influence the potential borrower to 
accept or reject the credit offer you make. 

• A statement that the terms included are not the only terms that you 
may require. For example: “Terms not included in this letter will 
also apply, including those set out in any other documents signed in 
connection with the loan or loans made by the Lender.” 

• A statement that you will require additional documentation to close 
the loan. For example: “At closing, additional documentation will be 
required as described in this commitment letter.” 

• A clear statement that the commitment is a nonassignable offer made 
solely to borrower. 

• An expiration date for the commitment. For example: “This 
commitment must be accepted by delivery to the Lender, on or 
before 5:00 P.M., local time on July 5, 2XXX, of a signed copy of 
this letter accepted by Borrower together with the commitment fee. 
Time is of the essence of this offer. If acceptance and payment of the 
commitment fee are not made by the date and time stated above, 
this commitment shall automatically expire without further notice.” 
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COMMENTS

• Lender commitment letters include a statement of required fees, 
the payment schedule, collateral requirements, and any conditions 
precedent to the transaction, including required appraisals and 
financial covenants. Most commitments also require that the 
borrower execute loan documents in a form acceptable to you or 
your legal counsel. 

• Do not send commitment letters in situations where you do not 
intend to be committed to lend. 

• Include as many of the material terms of the loan documentation as 
possible in the commitment letter. 

• If the commitment letter was not drafted by legal counsel, have it 
reviewed by legal counsel before sending. 

• Some lenders use commitment letters as the basic loan agreement 
with their borrowers. In such cases, the commitment letter includes 
an acceptance block where the borrower signs to show agreement 
with the terms in the letter. When that is done, the commitment 
letter becomes the loan agreement. 

PROMISSORY NOTES
A promissory note is a written promise by one person to pay money to 
another. The person making the promise is called the maker of the note. 
The person to whom payment is made is called the payee. 



NOTES:

C
RC

 U
S 

Bo
dy

 o
f K

no
w

le
dg

e
DIMENSION 6 - 86

CONTENT

The promissory note must contain language that will avoid 
interpretations that could lead to legal action. If your institution uses 
preprinted forms, you should not modify them in any respect other 
than selecting optional provisions. If a borrower insists on changes, you 
should consult legal counsel. 

The entity to which a negotiable promissory note is transferred becomes 
a holder in due course if certain conditions are met. First, the note 
must be negotiable. The potential holder in due course must receive the 
note in exchange for value given, usually money, by that person to the 
payee (the original party entitled to payment on the note). The maker 
(the original obligor on the note) might have a legal defense against the 
payee that would legally permit the maker to withhold payment. If the 
holder in due course is unaware of that defense at the time of transfer, 
the maker cannot use that defense to withhold payment from the 
holder in due course. In order for a promissory note to be negotiable, it 
must: 

• Be signed by the maker (the original obligor on the note). 

• Contain an unconditional promise to pay a fixed amount of money. 

• Be payable to the order of an individual or entity or to the bearer 
(holder) of the note. 

• Be payable at a set time or on demand. 

In addition, your promissory note must specify: 

• The interest rate. 

• An acceleration clause that gives you the right to declare the 
remaining balance due and payable upon an event of default 
regardless of the original payment schedule. 
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TYPES OF LOAN

(Note: The repayment terms in the promissory note must match the 
loan type.)

• Demand: A demand loan is payable by the borrower whenever you 
make demand for payment. A promissory note may be made payable 
upon “the earlier of demand or” a specified date or by a specified 
installment schedule. 

• Time loan: In a time loan transaction, the payee extends credit to 
the maker for a period of time until the payment is due. It may be 
payable in a single payment or in installment payments. Once any 
part of the loan is repaid, the amount cannot be re-borrowed. If the 
time is longer than one year, the loan is a term loan. 

• Revolving credit: In a revolving credit transaction, the borrower is 
permitted to borrow all or part of the principal amount, repay it all 
at once or in part, and re-borrow it up to the committed amount. 
The note may have a demand feature making it payable in full on 
demand or at a specific date. 

• Nonrevolving multiple advance loan: In a nonrevolving multiple 
advance loan transaction, the borrower is permitted to borrow all or 
part of the principal amount. Amounts borrowed and repaid cannot 
be borrowed again. 

LOAN AGREEMENTS
A loan agreement is a written contract that describes the lending 
arrangement. It specifies your rights and duties and those of the 
borrower. It states the conditions under which the loan was granted and 
criteria the borrower must continue to meet. 

Some lenders use commitment letters as the basic loan agreement 
with their borrowers. In such cases, the commitment letter includes an 
acceptance block where the borrower signs to show agreement with the 
terms in the letter. When that is done, the commitment letter becomes 
the loan agreement. 
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PURPOSE

You may wish to establish certain conditions for making the loan, 
set restrictions to safeguard sources of repayment, or limit the future 
activities of the borrower. You cannot enforce any terms unless they 
are in writing and the borrower has agreed to them. The conditions, 
covenants, and restrictions of a loan agreement can give you an early 
warning of deterioration in the financial condition of the borrower. 

TYPE OF LOAN AGREEMENTS

A letter agreement that has been accepted and agreed to by the borrower 
is sufficient for most revolving credit lines with a term of less than one 
year. Where a longer term is involved or the transaction is complex or 
the risk high, a formal credit agreement is more effective. Term loans 
and multi-year commitments generally involve added risk because of 
the reliance on the borrower’s ability to maintain earning power over 
time. The loan agreement helps you monitor the creditworthiness and 
debt service capacity of the borrower during the life of the loan.

CONTENT OF LOAN AGREEMENTS

Your legal counsel should draft loan agreements so that they are tailored 
to the particular loans. They should include the following: 

TERMS AND CONDITIONS

• Description of the loan by type, size, date, repayment, and security. 

• Roles of parties to the transaction, such as, lender, borrower, 
guarantors, etc. 
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REPRESENTATIONS AND WARRANTIES

The borrower makes representations and warranties to affirm the facts 
and data you are relying upon. For example, the borrower represents 
itself as a certain legal entity, legally organized and able to enter into 
the loan transaction. It is often advisable to require an attorney’s 
opinion letter to ensure that the borrower correctly understands the 
representations and warranties and that these are indeed true. An 
opinion letter is provided by the borrower’s counsel and expresses 
an opinion that the loan documents have been duly executed and 
that they constitute the legal, valid, and binding obligation of the 
company. Requiring an opinion letter is a means of double checking the 
representations. A borrower may believe they are true and accurate, but 
on a technicality there may be an error in the document that only an 
opinion letter will discover and disclose.

Affirmative and negative covenants (see Loan Covenants elsewhere in 
Dimension 6) that spell out promises by the borrower to: 

• Provide full disclosure of information. 

• Protect net worth. 

• Protect cash flow. 

• Protect asset quality. 

• Control growth. 

• Maintain key management. 

• Assure legitimacy and the company as a going concern. 

• Maintain profitability for the lender. 

CONDITIONS OF LENDING 

Conditions of lending describe events that must occur before loans will 
be made. 

• Delivery of required financial statements. 

• Delivery of certificates of good standing, borrowing resolutions, 
guaranties, etc.
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EVENTS OF DEFAULT

Events of default specify events that entitle you to remedies, such as: 

• Breach of covenants. 

• Insolvency. 

• Failure to pay. 

• Misrepresentations. 

• Liens/seizure of property by creditors. 

• Material adverse change. A material adverse change would be a 
change in the customer’s condition, financial or otherwise, that you 
would consider adverse to the customer and potentially damaging to 
the customer’s ability to carry out the terms of the loan transaction. 
You must consult with your lawyer before using this type of default 
to call a loan, as it may create lender liability risks. 

REMEDIES

Remedies specify what the lender can do (in addition to its normal 
rights as a creditor under applicable state law) when default occurs, such 
as: 

• Call the loan or loans. 

• Grant waivers (temporary or permanent). 

• Renegotiate the deal. 

• Foreclose on collateral or require additional collateral. 

• Doing nothing is not an option. If a default occurs, your inaction 
could be considered a waiver. The waiver could be used to establish a 
course of dealing between you and your customer and challenge the 
entire agreement.
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MISCELLANEOUS

• Notices: when required, to whom, and mailing addresses of the 
parties. 

• Who pays expenses. 

• Governing law: the state law that will be used to settle disputes. 

• Procedure for waivers and consents. 

SECURITY AGREEMENT
A security agreement is an agreement that creates or provides for a 
security interest in assets of the borrower or some third party to secure 
repayment of a loan(s). It is an agreement between two parties, the 
grantor of the security interest (the Debtor) and the lender (the Secured 
Party). It is taken when you are not willing to make a loan based solely 
on the cash flow prospects of your customer. You want collateral to 
serve as a secondary source of repayment. A security interest cannot 
attach unless there is an agreement.

Note also that a security agreement attaches your collateral only. To 
have legally enforceable access to your collateral, you must also perfect 
your security interest through additional means, such as filing a UCC-1 
financing statement.

Requirements in the Uniform Commercial Code (The UCC) 

(Also see Lien Perfection elsewhere in Dimension 6) 

• Written. Unless you are in possession of the collateral, the security 
agreement must be in writing. When you are in possession of the 
collateral, the security agreement does not have to be in writing. 
Nonetheless, it is a good policy to always require a written security 
agreement. 

• Signature. The debtor’s signature must appear on the security 
agreement. The signature does not have to be acknowledged or 
witnessed. 

• Description of the collateral. The UCC requires that the 
description reasonably identify the collateral. You should clearly 
identify exactly what collateral you are taking. This can help to avoid 
collateral disputes with the borrower or other lenders. This can be 
accomplished by the inclusion of a broad statement with attached 
lists covering specific collateral. Simply describing the collateral as 
“all of the debtor’s assets” or “all of the debtor’s personal property” 
without more is legally insufficient. The security agreement will not 
be enforceable, and the lender will have no collateral.
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• In certain instances the security agreement must describe real estate. 
A description of land is required when the security agreement covers 
timber to be cut. Proceeds do not have to be specifically described. 

Other Provisions You May Require

• Statement of the use of the collateral. The use statement may help to 
further identify the collateral. 

• Description of the obligation. The security agreement should 
describe the indebtedness and obligations secured by the collateral. 

• Warranties and representations. Among other things, such as 
representations as to the corporation’s standing and financial 
condition, the security agreement should contain a statement that 
the debtor owns the collateral free of all security interests and liens. 

• Covenants of a debtor. The debtor should agree to refrain from 
selling the collateral, should pay taxes on it, insure it, and otherwise 
keep it in good condition. 

• Remedies in the event of default. The security agreement should spell 
out what you may do in the event of default. 

• Documentation requirements. Security agreements are usually 
tailored to the particular collateral. 

MORTGAGES/DEEDS OF TRUST

Most states use either mortgages or deeds of trust for real estate 
collateral. Mortgages are more common. 
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MORTGAGES

• A mortgage is an agreement between two parties, a mortgagor and a 
mortgagee. The mortgagor is the party granting the lender an interest 
in real property to secure repayment of a loan. The mortgagee is 
your institution. If the borrower does not repay the loan, you can 
foreclose on the mortgage to obtain partial or full payment of the 
loan. 

• A deed of trust is an agreement among three parties: a trustor, a 
trustee, and a beneficiary. The trustor is the party granting an interest 
in real property to secure repayment of a loan. The trustee is a party 
who holds an interest in the real property for the benefit of the 
beneficiary. The beneficiary is your institution. In many states it is 
legal for the lender to be both trustee and beneficiary. If the borrower 
does not repay the loan, the trustee can hold a trustee’s sale to obtain 
funds to repay all or part of the loan. 

• In states where deeds of trust are permitted by law, lenders choose 
them because foreclosure procedures are usually easier to follow. 
There are also state differences in redemption periods between 
mortgages and deeds of trust. The state differences often favor deeds 
of trust. 

Lines of Credit: Committed and Uncommitted

There are three types of lines of credit: unadvised credit lines, 
discretionary credit lines, and committed credit lines. 

UNADVISED LINES OF CREDIT/GUIDANCE LINES 

You may obtain approval for a loan amount greater than the amount 
requested by a borrower because you anticipate that a customer will 
have a future financial need and you want to be able to quickly approve 
the additional amount. Some lenders call the additional amount an 
unadvised line of credit. Others call it a guidance line. No commitment 
or terms and conditions letter is sent to the customer. You must 
not make any oral or written communication of the approval to the 
customer. 
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DISCRETIONARY LINES OF CREDIT

A discretionary line of credit is established for a specified period of 
time and expresses your intention to extend credit as required by the 
borrower but at your sole discretion. It is intended to provide you with 
the widest latitude in adjusting or terminating the line of credit. The 
written agreement must make it clear that you have no legal obligation 
to honor a request made by the borrower, and you should make no 
contradictory oral or written representations. 

Requirements for documenting the terms of a discretionary line of 
credit are:

• Date and time of extension. 

• Name and address of borrower. 

• Total credit amount that is to be drawn on and remain outstanding. 

• Statement that you may adjust or terminate the line for any reason 
or for no reason at all. There is no objective standard provided for 
determining the conditions for cancellation. 

• Collateral description (if secured). 

• Maturity (date the commitment will mature). 

COMMITTED LINE OF CREDIT
A committed line of credit is an arrangement evidenced by a written 
agreement signed by you and the borrower in which you commit 
to advance funds on specific terms at their request. It is generally 
used when a customer has requested a credit line and you believe the 
customer is creditworthy and will continue to be creditworthy during 
the term of the approved credit line. 
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PARTICIPATION AGREEMENTS
A participation agreement is a written agreement between two or more 
lenders for the purchase by one or more lenders of an interest in a loan 
or loans originated by another. A participation arrangement usually 
includes: 

• The terms of the arrangement between the lenders. It may be either 
a master agreement covering a series of loan transactions or an 
agreement covering a single loan transaction. 

• A clause that specifies the order in which the originating lender or 
purchasing lender(s) will advance funds and the order in which the 
lenders will be repaid from payments received from the borrower. 
Possible repayment arrangements include the following: 

 – Pro rata: Funds are advanced and repayment structured 
in proportion to the amount of the loan retained by the 
originating lender and the amount of the loan sold to the 
purchasing lender. 

 – First-in, first-out (FIFO): The originating lender advances 
its share first and receives payments up to its share before the 
purchasing lender is paid anything. 

 – Last-in, first-out (LIFO): The purchasing lender advances 
funds after the originating lender but is repaid first. 

• A participation certificate is often used by the originating lender to 
show how much of the loan was sold to the purchasing lender. 
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IMPORTANT CONSIDERATIONS

The seller of a loan participation makes no warranties or representations 
as to credit or documentation quality. If your institution is the buyer, it 
must independently analyze the creditworthiness of the borrower and 
review the documentation prepared for the loan. 

To protect against the insolvency of the selling lender, you should insist 
that the participation agreement provide that any funds collected are 
held in trust for your institution based on your institution’s pro rata 
share. 

A more complex type of participation arrangement is that which is 
often referred to as a loan syndication. The participation or syndication 
agreement used is more extensive and frequently names an agent lender 
for the credit arrangement. The agent lender’s duties are either included 
in the syndication agreement or in a separate agent agreement. Also 
included are provisions outlining participants’ rights to vote on various 
decisions and whether there will be direct contact with the borrowing 
entity. This agreement and other underlying loan documentation should 
always be reviewed by your legal counsel.

PERFECTING LIENS
In the following sections, we will explore topics on lien perfection: 

• Basic Concepts Associated with Secured Loans 

• Purchase Money Security Interests 

• Landlord Waivers 

• UCC Definitions 

• UCC Collateral Perfection Chart 

• Possessory Liens 

• UCC Filings 

• Assets Not Covered by UCC 
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BASIC CONCEPTS ASSOCIATED WITH 
SECURED LOANS
When you enter into a security agreement, you are granted a security 
interest in property by the owner of the property. This means that in the 
event of default, you have the right to take the collateral in satisfaction 
of the debt or to sell it and use the proceeds to pay off the debt. Topics 
covered in this section about secured loans are: 

• Attachment 

• Perfection 

• Rules for Establishing Priority Between Two Secured Parties 

• Improving Priority Position 

• Purchase Money Security Interests 

• Landlord Waivers 

ATTACHMENT
The Uniform Commercial Code (UCC) provides that a security interest 
attaches to collateral when three conditions have been met. 

• The debtor or third party grantor must sign a security agreement. 
You may also take possession of the collateral. 

• The debtor or third party grantor must have rights in the collateral. 
It is generally easy to establish such rights because the debtor either 
owns the property when the security agreement is signed or will 
acquire it from a seller. 

• The lender must give value for the collateral. Value given means that 
the lender makes the loan, issues a letter of credit, or makes credit 
available whether or not it is drawn upon. An existing unsecured 
loan also constitutes value for obtaining a security interest for that 
loan. 
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PERFECTION
Although a lender has an attached security interest by meeting the three 
conditions necessary for attachment, there may be other creditors with 
claims against the same property. In most cases, the lender wants a 
claim that is superior to all others. to achieve priority against third-party 
claims, the lender must perfect its security interest before any other 
lender takes and perfects a security interest in the same collateral. Your 
priority position determines whether you will have a senior or junior 
right to collateral as related to rights of other lenders. 

Methods of perfection include: 

• Perfection by possession (possessory liens): The easiest, simplest, and 
most effective way to perfect a security interest is by possession. The 
borrower or third-party grantor of a security interest delivers the 
collateral to you and you hold the collateral until the loan is repaid. 

• Perfection by filing (UCC filings): Article 9 of the Uniform 
Commercial Code (UCC)  specifies the method for giving notice of 
a security interest. This entails filing financing statements in one or 
more public offices. 

• Perfection by compliance with other statutes: For some types 
of collateral, statutes other than the UCC require special filing 
methods. For example,  the statute may require compliance with a 
certificate of title law. 

• Temporary perfection: Some types of collateral involve automatic 
perfection when the security interest attaches to the collateral. But 
the automatic perfection expires after a period of time. Then, unless 
the security interest is perfected by some other method, perfection 
lapses. 

• See the UCC Collateral Perfection Chart for a summary of UCC 
rules. 
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RULES FOR ESTABLISHING PRIORITY 
BETWEEN TWO SECURED PARTIES
• The UCC sets forth complex rules for establishing priorities 

for many different applications. The rule most applicable for 
documentation purposes is the one that governs conflicting security 
interests in the same collateral. In general, in these situations the first 
to file or perfect rule applies. UCC 9-322 (a) (1) states: 

 – “Conflicting perfected security interests and agricultural liens 
rank according to priority in time of filing or perfection. 
Priority dates from the earlier of the time a filing covering the 
collateral is first made or the security interest or agricultural 
lien is first perfected, if there is no period thereafter when 
there is neither filing nor perfection.” 

• Here are some examples of the application of the general priority 
rule. 

 – Example 1. A files against X (debtor) on February 1. B 
files against X on March 1. B makes a non-purchase money 
advance against certain collateral on April 1. A makes an 
advance against the same collateral on May 1. A has priority 
even though B’s advance was made earlier and was perfected 
when made. A filed first. 

 – Example 2. A and B make non-purchase money advances 
against the same collateral. The collateral is in the debtor’s 
possession and neither interest is perfected when the second 
advance is made. Whichever secured party first perfects its 
interest (by taking possession of the collateral or by filing) will 
take priority. 

 – Example 3. Lender A has perfected a security interest in 
the inventory of a diamond merchant by filing on March 4. 
On April 15 of the same year, Lender B takes possession of 
ten diamonds from the merchant’s inventory. Lender A has 
priority because it perfected first. In this case, Lender B’s 
possession does not gain priority for Lender B because Lender 
A has perfected first by filing. 

You should perfect your security interest as quickly as possible in order 
to obtain a first priority position. When perfection is by filing, this is 
best accomplished by filing prior to the closing. 



NOTES:

C
RC

 U
S 

Bo
dy

 o
f K

no
w

le
dg

e
DIMENSION 6 - 100

IMPROVING PRIORITY POSITION
The collateral offered by the borrower may already be subject to the 
security interest of another creditor. Most likely the other creditor will 
have priority over your interest. In such an event, you should attempt to 
obtain a waiver or a subordination of the other creditor’s rights. 

If you are refinancing a prior debt held by another creditor, you should 
require the other creditor to terminate any existing collateral filings. 
This type of transaction frequently results in a timing issue, that is, the 
prior creditor will not want to terminate its filings until it has been 
paid and you will not want to advance funds until you are certain that 
the prior creditor has terminated its filings. One method to resolve this 
issue is to have the prior creditor represented at the closing. The prior 
creditor can then receive the payout of its credit at the same time you 
receive the prior creditor’s termination statements. If the prior creditor 
is not available at closing and the transaction is a large one, the closing 
documents could be placed in escrow with suitable instructions to the 
escrow agent. 

PURCHASE MONEY SECURITY INTERESTS
A purchase money security interest exists when the proceeds of the 
secured loan are used to acquire the collateral. The rules on purchase 
money security interests are an exception from the first to file rule. As 
a purchase-money secured party, you have a special priority over other 
parties who may have an earlier perfected interest in the borrower’s 
after-acquired property. This only applies to property financed by you 
and named on a properly filed UCC financing statement. 

If you have a security interest in collateral other than inventory, and 
can prove that you financed its purchase and have followed the UCC 
perfection rules for purchase money security interests, you have 
priority over a conflicting security interest in the same collateral. You 
must perfect the purchase money security interest by filing a UCC-1 
financing statement either before or within 20 days after the debtor 
receives possession of the collateral. You should obtain and keep proof 
that your funds were used to purchase the goods, preferably by making 
direct payment to the seller of the collateral, as well as proof of the 
delivery date for the goods. 

The rule applying to inventory is different. You have priority over the 
conflicting security interest provided you perfect your security interest 
by filing a UCC-1 financing statement and giving written notice to 
known or filed secured parties before any of the inventory is delivered 
to the debtor. The notice must state that you have acquired or will 
acquire a purchase money security interest in the inventory and identify 
it by item or type. You must also be able to prove that you financed the 
inventory purchase. 
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LANDLORD WAIVERS
In some states, a landlord has an automatic lien for unpaid rents against 
the property of the tenant that is located on the rented premises. The 
landlord’s lien may have precedence over a previously granted security 
interest. Even in states where statutes do not provide for a landlord’s 
lien, the lease may give the landlord an interest in the property to satisfy 
unpaid rents. You should obtain a waiver, disclaimer, or subordination 
of the interest of the landlord in the property of the tenant to permit 
repossession of the collateral in the event of default. 

UCC DEFINITIONS
Terms used in the UCC have special definitions that are technical and 
complicated but are essential to compliance with provisions of the 
UCC with regard to the granting, attaching, and perfection of security 
interests. Included are the following: 

• Account: Right to payment of a monetary obligation for any of the 
following: 

 – Property that has been or is to be sold, leased, licensed, 
assigned, or otherwise disposed of. 

 – Services rendered or to be rendered. 

 – A policy of insurance issued or to be issued (a right to 
premiums). 

 – A secondary obligation incurred or to be incurred. 

 – Energy provided or to be provided. 

 – The use or hire of a vessel under a charter or other contract. 

 – A right to payment arising out of the use of a credit or charge 
card or information contained on or for use with the card. 

 – A right to payment as winnings in a lottery or other game 
of chance operated or sponsored by a governmental unit or 
by a person licensed or authorized to operate the game by a 
governmental unit. 
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• Account does not include: 

 – Rights to payment evidenced by chattel paper or an 
instrument. 

 – Commercial tort claims. 

 – Deposit accounts. 

 – Investment property. 

 – Letter-of-credit rights. 

 – Rights to payment for money or funds advanced or sold. 

• Account debtor: Person obligated on an account, chattel paper, 
or general intangible. Account debtor does not include persons 
obligated to pay a negotiable instrument, even if the instrument 
constitutes part of chattel paper. 

• Agricultural lien: A lien on farm products that is not given 
voluntarily by the debtor. The lien is created by a statute in favor 
of a person that either furnished goods or services to a debtor or 
leased real property to a debtor, in either case in connection with the 
debtor’s farming operations. The lien must be non-possessory. The 
obligation secured must be for the goods, services, or rent. 

• Authenticate: To sign, execute, or otherwise adopt a symbol or 
encrypt or similarly process a record in whole or part, with the 
intent to identify the person and adopt or accept a record. Use of 
authentication eliminates the requirement for a debtor’s signature on 
a UCC-1 financing statement. The debtor’s signature on a security 
agreement would provide authentication for the financing statement. 

• Chattel paper: A record that evidences a monetary obligation as 
well as a security interest in specific goods, a security interest in 
specific goods and software used in the goods or a lease of specific 
goods. Examples would include equipment leases, conditional sales 
contracts (dealer paper), and promissory notes when the notes 
are secured by a security agreement covering goods or goods and 
software used in the goods. The chattel paper can be either tangible 
chattel paper (written chattel paper) or electronic chattel paper. 

• Commercial tort claim: A claim made for money damages from a 
person who has committed a wrongful act in a commercial scenario. 
All tort claims made by an organization are commercial tort claims. 
A tort claim by an individual is a commercial tort claim if it arose 
in the course of the claimant’s business or profession. It does not 
include damages for personal injury or death of an individual. 
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• Consignee: A merchant to which goods are delivered in a 
consignment. 

• Consignment: A transaction, regardless of its form, in which a person 
delivers goods to a merchant for the purpose of sale and: 

 – The merchant: 1) deals in goods of that kind under a name 
other than the name of the person making delivery; 2) is not 
an auctioneer; and 3) is not generally known by its creditors to 
be substantially engaged in selling the goods of others. 

 – With respect to each delivery, the aggregate value of the goods 
is $1,000 or more at the time of delivery.

 – The goods are not consumer goods immediately before 
delivery. 

 – The transaction does not create a security interest that secures 
an obligation.

• Consignor: A person who delivers goods to a consignee in a 
consignment. 

• Continuation statement: An amendment of a financing statement 
which: 

 – Identifies, by its file number, the initial financing statement to 
which it relates, and 

 – Indicates that it is a continuation statement for, or filed 
to continue the effectiveness of the identified financing 
statement.

• Control agreement: An agreement between a lender and the holder 
of a depositary account or investment account owned by a potential 
borrower from the lender. In the control agreement, the holder 
of the account agrees to honor the lender’s orders with regard to 
disposition of property in the account. 

• Debtor: A debtor is: 

 – A person having an interest, other than a security interest or 
other lien, in the collateral, whether or not the person is an 
obligor.

 – A seller of accounts, chattel paper, payment intangibles, or 
promissory notes; or 

 – A consignee.
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• Deposit account: A demand, time, savings, passbook or similar 
account maintained with a bank. The term does not include 
investment property or accounts evidenced by an instrument. Bank 
means an organization that is engaged in the business of banking and 
includes savings banks, savings and loan associations, credit unions, 
and trust companies. 

• Document: A document of title, including bills of lading and 
warehouse receipts. 

• Electronic chattel paper: Chattel paper that is stored in an electronic 
medium. 

• Equipment: Goods other than inventory, farm products, or consumer 
goods used in the operation of a business. 

• Farming operation: Raising, cultivating, propagating, fattening, 
grazing, or any other farming, livestock, or aquacultural operation. 

• Farm products: Crops and livestock with which the debtor is 
engaged in a farming operation. Also included are aquatic goods 
whether crops or livestock. Products that have been subjected to a 
manufacturing process cease being farm products even in the hands 
of the farmer. 

• File number: The number assigned to an initial financing statement. 

• Filing office: The office designated as the place to file a financing 
statement. 

• Financing statement: A record or records composed of an initial 
financing statement and any filed record relating to the initial 
financing statement. 

• Fixtures: Goods that have become so related to particular real 
property that an interest in them arises under real estate law. 

• General intangible: Any type of asset that does not fall within the 
definition of any other collateral category. Examples include patents, 
copyrights, the right to a tax refund, and a loan not evidenced by an 
instrument. 

• Good faith: Honesty in fact and the observance of reasonable 
commercial standards of fair dealing. 

• Goods: All things that are movable when a security interest attaches.
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• Health-care-insurance receivable: An interest in or claim under 
a policy of insurance that is a right to payment of a monetary 
obligation for health-care goods or services provided. The UCC 
permits assignment by or to a health-care provider of a health-care-
insurance receivable and any subsequent assignment by the health-
care provider of the right to payment. 

• Instrument: A negotiable instrument or any other writing that 
evidences a right to the payment of a monetary obligation and is 
normally transferred by delivery with any necessary endorsement or 
assignment. The definition does not include investment property, 
letters of credit or writings that evidence a right to payment arising 
out of the use of a credit or charge card or information contained 
on or for use with the card. A promissory note is one type of 
instrument. 

• Inventory: Goods that are held for sale or lease; that are being leased 
by a lessor; that are furnished or to be furnished under a contract of 
service; or that are raw materials, work in process, or materials used 
or consumed in a business. 

• Investment property: A security, whether certificated or uncertificated, 
security entitlement, securities account, commodity contract, or 
commodity account. 

• Jurisdiction of organization: The jurisdiction under whose law the 
registered organization is organized. 

• Letter-of-credit right: A right to payment or performance under 
a letter of credit. It does not include the right of a beneficiary to 
demand payment or performance and is not the same as becoming a 
transferee of a letter of credit. 

• Lien creditor: A lien creditor is: 

 – A creditor that has acquired a lien on the property involved by 
attachment, levy or the like. 

 – An assignee for benefit of creditors from the time of 
assignment. 

 – A trustee in bankruptcy from the date of the filing of the 
petition, or 

 – A receiver in equity from the time of appointment.

• Mortgage: A consensual interest in real property, including fixtures, 
which secures payment or performance of an obligation. 



NOTES:

C
RC

 U
S 

Bo
dy

 o
f K

no
w

le
dg

e
DIMENSION 6 - 106

• Obligor: A person that, with respect to an obligation secured by a 
security interest in or an agricultural lien on the collateral, 1) owes 
payment or other performance of the obligation, 2) has provided 
property other than the collateral to secure payment or other 
performance of the obligation, or 3) is otherwise accountable in 
whole or in part for payment or other performance of the obligation. 

• Payment intangible: A general intangible under which the account 
debtor’s principal obligation is a monetary obligation. 

• Registered organization: An organization organized solely under the 
law of a single state or the United States and as to which the state 
or the United States must maintain a public record showing the 
organization to have been organized. 

• Secured party: A secured party is: 

 – A person in whose favor a security interest is created or 
provided for under a security agreement, whether or not any 
obligation to be secured is outstanding. 

 – A person that holds an agricultural lien. 

 – A consignor. 

 – A person to which accounts, chattel paper, payment 
intangibles, or promissory notes have been sold. 

 – A trustee, indenture trustee, agent, collateral agent, or other 
representative in whose favor a security interest or agricultural 
lien is created or provided for, or 

 – A person that holds a security interest otherwise arising under 
the Uniform Commercial Code.

• Security: An obligation of an issuer or a share, participation, or other 
interest in an issuer or in property or an enterprise of an issuer: 

 – Which is represented by a security certificate in bearer or 
registered form, or the transfer of which may be registered 
upon books maintained for that purpose by or on behalf of the 
issuer. 

 – Which is one of a class or series or by its terms is divisible 
into a class or series of shares, participations, interests, or 
obligation, and 

 – Which: (A) is, or is of a type, dealt in or traded on securities 
exchanges or securities markets; or (B) is a medium for 
investment and by its terms expressly provides that it is a 
security governed by this article.
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• Security agreement: An agreement that creates or provides for a security interest. 

• Security certificate: A certificate representing a security. 

• Security entitlement: The rights and property interest of an entitlement holder with respect to a financial asset. 

• Security interest: An interest in personal property or fixtures that secures payment or performance of an 
obligation. 

• Securities intermediary: A clearing corporation, or a person, including a bank or broker, that in the ordinary 
course of its business maintains securities accounts for others and is acting in that capacity 

• Uncertificated security: A security that is not represented by a certificate.

UCC COLLATERAL PERFECTION CHART

TYPE OF COLLATERAL PERFECTION METHOD 
Accounts File a UCC-1 financing statement. 

Agricultural liens File a UCC-1 financing statement.  

Chattel paper Take possession or file a UCC-1 financing statement. Possession is always 
preferred. Chattel left in the possession of a debtor can be sold to a buyer 
who is unaware that the purchase violates the rights of the secured party 
and who would take the chattel paper free of the security interest. 

Commercial tort claims File a UCC-1 financing statement.. 

Deposit accounts Establish control over the account. If the account is with your institution, 
control is automatic. If the account is with another institution, enter into 
a control agreement with that institution. If a control agreement cannot 
be obtained, your institution can acquire control by becoming a customer 
of the depository institution with respect to the deposit account. 

Documents Take possession or file a UCC-1 financing statement. Possession is 
preferred. 

Electronic chattel paper Either file a UCC-1 financing statement or establish control over the 
electronic chattel paper. Control is established if the record comprising the 
chattel paper: (a) consists of a single authoritative copy which is unique, 
identifiable, and, generally, unalterable; (b) identifies the secured party as 
the assignee; (c) is communicated to and maintained by the secured party 
or its designated custodian; and (d) can be revised to add or change an 
identified assignee only with the participation of the secured party. 
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TYPE OF COLLATERAL PERFECTION METHOD 
Equipment File a UCC-1 financing statement or take possession. 

Farm products File a UCC-1 financing statement or take possession. In addition, file an 
appropriate effective financing statement under the state’s central filing 
system for farm products or notify potential farm product buyers by letter. 

Fixtures File an appropriate financing statement as required by the state in which 
the fixtures are located. The filing may be included in mortgage or deed of 
trust. 

General intangibles File a UCC-1 financing statement. 

Health-care receivables If transferred to the provider of the services, perfection is automatic. 
Otherwise file a UCC-1 financing statement. 

Instruments Take possession or file a UCC-1 financing statement. Possession is always 
preferred. Instruments left in the possession of a debtor can be sold to a 
buyer who is unaware of the security interest and would not be subject to 
it. 

Inventory File a UCC-1 financing statement or take possession. 

Investment property Take possession, establish control over the investment property by 
entering into a control agreement with the securities intermediary and 
the borrower or file a UCC-1 financing statement. Possession or a control 
agreement are preferred because they always have priority over a filing 
whenever the filing was done. 

Letter of credit rights Establish control over the letter of credit rights by obtaining the consent 
to the assignment of the issuer or any nominated person, such as a 
confirming or negotiating bank. The consent of all such persons should be 
obtained. Possessory Liens, UCC Filings 

Money Take possession. 

Payment intangibles File a UCC-1 financing statement. 

Note: This chart assumes that you are doing business in a state that has adopted the new UCC Article 9 and 
that your debtor was organized in a state that has adopted the new UCC  

Article 9. If either is not true, you will have to refer to the then current UCC Article 9 in your state and/or the 
state where the debtor was organized to determine how to perfect a security interest. Check with your legal 
counsel. 
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PERFECTION BY POSSESSION
TYPES OF COLLATERAL PERFECTED BY POSSESSION

Types of collateral in which security interests are perfected by possession 
include goods and other types of collateral that are represented by a 
writing (piece of paper) whose delivery serves to transfer the claim. 
These include: 

• Chattel paper such as conditional sales contracts and leases. 

• Documents such as bills of lading and warehouse receipts. 

• Goods (for goods such as equipment and inventory, possession is not 
a practical way to accomplish perfection, hence, a UCC-1 financing 
statement is usually filed for such collateral). 

• Instrument such as promissory notes. 

• investment property, including stocks and bonds, if certificated. 

• Money. 

• Negotiable documents, such as promissory notes. 

• Purely intangible collateral cannot be possessed and a security 
interest in such collateral may only be perfected by filing or 
automatic perfection, in some instances. Types of intangible 
collateral include accounts, patent rights, copyrights, and general 
intangibles. 

 ACTUAL POSSESSION

When perfection is by actual possession, the secured party physically 
holds the collateral. The stocks, bonds, chattel paper, or notes pledged 
have been delivered and are in your collateral vault. 

TIME OF PERFECTION BY POSSESSION 

The time when perfection by possession occurs depends upon certain 
conditions: 

• A security interest is perfected from the time possession is taken 
without relation to the time of attachment and continues as long as 
possession is retained. 

• If the secured party temporarily releases such collateral to the debtor, 
the security interest remains perfected for a temporary 21-day period 
without filing or repossession. 
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DOCUMENTATION REQUIREMENTS 

• Security agreement. 

• Evidence of receipt of the collateral from the borrower. 

• Documents necessary to transfer the collateral in case of default. 
These include an endorsement of the instrument, assignments, and 
stock powers signed by the owner of the securities. If the instrument 
is a promissory note, the endorsement may be on an attached sheet 
of paper, which is called an allonge. 

PERFECTION BY FILING
For practical reasons, the collateral frequently must remain with 
the debtor or third party grantor. In such cases, the most common 
method of perfecting a security interest is by filing a UCC-1 financing 
statement. 

DOCUMENTATION REQUIREMENTS 

• Security agreement. 

• Financing statement. Your security interest will normally be 
perfected by filing a financing statement (usually designated a 
UCC-1) with an appropriate public office. The purpose of filing a 
financing statement is to give public notice to other creditors that 
you claim an interest in the collateral. 

DURATION OF FILING 

A financing statement generally is effective for five years. 

CONTINUATION 

To continue perfection beyond five years, a continuation statement 
(usually designated a UCC-3) must be filed in the last six months of 
the prior effective period. The effectiveness of the filing will generally 
continue for the same number of years as the prior filing (usually 
five years). If you filed prior to July 1, 2001, filings in a place that is 
incorrect under the revised UCC, you must file a new UCC-1 in the 
new proper location before July 1, 2006. 
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TERMINATION 

For collateral other than consumer goods, a secured party must send a 
termination statement to the debtor within 20 days after the secured 
party received an authenticated demand  if the debt has been fully paid 
and there is no obligation to make further loans.

For consumer goods, the secured party must send the termination 
statement within 30 days after the debt is fully paid and there is no 
obligation to make further loans. The debtor is not obligated to make a 
demand. If a demand is made, the period for terminating is shortened 
from 30 days to 20 days following the demand.

There are penalties for failure to terminate. You would be liable to the 
debtor for $500 plus any loss sustained by the debtor. There may be 
additional requirements and/or different penalties in the state where 
you filed a financing statement. If you do not know the requirements in 
that state, consult legal counsel. 

PLACE OF FILING

Except for filings covering timber, minerals, and fixtures, a filing is 
effective only if it is made in the designated central location in the state 
where the debtor is located. 

• If the debtor is an individual, the debtor is deemed to be located in 
the state where the individual resides.

• If the debtor is a registered organization (e.g., corporations, limited 
partnerships, and limited liability companies), the “debtor is located” 
in the state where it was formed as an entity. 

• If the debtor is not a registered organization (e.g., a general 
partnership), the “debtor is located” in the state where the debtor has 
its place of business. 

• If registration is not required and the debtor has more than one 
place of business, the “debtor is located” in the state where its chief 
executive office is located. 
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UCC SEARCH

Before granting credit against collateral, you should confirm that no 
other lender has an existing perfected security interest in the same 
collateral. Until July 1, 2006, searches can be complicated. to be certain 
that no prior lien exists against the collateral you must make a request 
for information (usually designated a UCC-11) at the filing offices, 
local or central, in the state where a filing on the collateral would have 
been required prior to July 1, 2001. In addition, you must order a 
search from the state where the “debtor is located” under the revised 
UCC-9. You should order a search under any and all known addresses 
of the debtor. 

You may use an outside search firm to conduct UCC searches. 

PERFECTION BY ACQUIRING CONTROL
TYPES OF COLLATERAL PERFECTED BY CONTROL

Types of collateral in which security interests are perfected by control 
include investment property,  deposit accounts, electronic chattel paper, 
and letter of credit rights.

TIME OF PERFECTION BY CONTROL FOR INVESTMENT 
PROPERTY 

A security interest is perfected by control from the time you enter into 
a control agreement with the securities intermediary (stock broker or 
trust division of a bank) and the owner of the collateral. A security 
interest in such property perfected by control takes priority over a 
security interest in the same property perfected by a UCC filing. 

DOCUMENTATION REQUIREMENTS 

• Security agreement. 

• Control agreement. 

COMMENTS 

Loans secured by margin stocks, bonds convertible into margin stocks, 
and shares of mutual funds are subject to Federal Reserve Board’s 
Regulation U. 

See the perfection chart for the methods of acquiring control of deposit 
accounts, letter of credit rights, and electronic chattel paper.
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ASSETS NOT COVERED BY UCC
The UCC does not cover all types of assets. For assets not covered 
by the UCC, other state and federal laws set methods for taking and 
perfecting collateral interests. In the paragraphs to follow, we will 
discuss the following non-covered assets: 

• Real estate 

• Ships 

• Aircraft 

• Life insurance 

REAL ESTATE

A mortgage or deed of trust is an agreement that grants a lien on real 
estate that secures repayment of a debt and gives the lender rights to the 
real estate in the event of default. 

A mortgage is an agreement between two parties, a mortgagor and a 
mortgagee. The mortgagor is the party granting your institution an 
interest in real property to secure repayment of a loan. Your institution 
is the mortgagee. If the borrower does not repay the loan, you can 
foreclose on the mortgage to obtain partial or full payment of the loan. 

A deed of trust is an agreement among three parties, a trustor, a trustee, 
and a beneficiary. The trustor is the party granting an interest in real 
property to secure repayment of a loan. The trustee is a party who holds 
an interest in the real property for the benefit of the beneficiary. The 
beneficiary is the lender. In many states it is legal for the lender to be 
both trustee and beneficiary. In some states, a public trustee must be 
used. If the borrower does not repay the loan, the trustee can hold a 
trustee’s sale to obtain funds to repay all or part of the loan. 

If you are taking a real estate mortgage interest, you must obtain 
answers to the following: 

• Who owns the real property and what is the nature of that 
ownership? 

• Are there interests in the real property, other than those of the 
prospective mortgagor or grantor, which could take priority over 
your lien? 

• What interest in the real property will the mortgagor or grantor be 
granting to you—is it a mortgageable interest? 

• What is the real property worth? 
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• Are there existing or future factors that could negatively affect the 
collateral value of the real property, such as environmental hazards, 
flood hazards, use restrictions, easement problems, or encroachment 
problems? Easements are rights or privileges that a party may acquire 
over the land of another party. For example, utility companies have 
easements that allow them to install necessary lines on property that 
is privately owned. Encroachments are structures, such as a fence or 
wall, which are illegally situated in whole or part on the real property 
of another person. How can those hazards be avoided or mitigated? 

OWNERSHIP

Title insurance protects against any undisclosed defects in the title 
to the property. You should obtain a title insurance binder from a 
reputable title insurance agency representing a financially sound title 
insurance company. The binder will contain information as to the status 
of the title to the real estate and will enumerate steps you must follow 
to obtain a final title insurance policy in accordance with the binder. 

You may also have to examine other documents referred to in the 
binder. You should direct any unanswered questions to an experienced 
real estate lender or your legal counsel. You must clear all unacceptable 
exceptions prior to closing. 

Types of ownership vary from state to state, but generally include the 
following: 

• Fee simple estate

A fee simple estate is one in which the owner(s) is entitled to the 
entire property, with unconditional power of disposition during the 
life or existence of that owner(s). 

• Life estate

The duration of a life estate is limited to the life of the party holding 
it, or the life of some other person. The estate ends when the life of 
the person ends. 
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• Leasehold estate

A leasehold estate is an estate held under a lease for a fixed term. The 
estate ends when the lease terminates. You may discover that your 
real estate collateral is owned by your mortgagor but is on land that 
is not owned by your mortgagor. The collateral is subject to a ground 
lease, that is, the collateral is on leased land. You must obtain a copy 
of the lease agreement. Ask your legal counsel to review the lease 
to determine how it will affect your collateral value. Determine the 
length of the lease, whether it is assignable and what restrictions on 
land use are included. 

• Tenancy by the entireties

A tenancy by the entireties is created when a husband and wife 
become fee simple owners and take possession of real property. After 
the death of one, the survivor takes the whole. 

• Joint tenancy

A joint tenancy involves ownership of real property by two or more 
persons. If the joint tenancy includes rights of survivorship, title 
passes to the surviving owner(s) . If the joint tenancy is without rights 
of survivorship title of the deceased owner passes to the heir(s) of the 
deceased owner if one of the owners dies. 

• Tenancy in common

A tenancy in common involves ownership of real property by two or 
more persons. A tenancy in common is always inheritable. If one of 
the owners dies, the ownership share of that deceased owner passes to 
the heir(s) of the deceased owner. A real estate deed to two or more 
persons as joint owners without any further express description is 
considered to establish a tenancy in common. 

• Homestead

Under modern law, homestead is an artificial estate in land devised to 
protect the possession and enjoyment of the owners against the claim 
of creditors. It withdraws the property from execution and forced sale 
as long as the land is occupied as a home. The extent of the homestead 
exemption and the methods for claiming it differ widely from 
state to state. The exemption does not apply to properly executed 
conveyances, including the granting of mortgages or deeds of trust. 
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TITLE INSURANCE POLICY

A title insurance binder is not a final title insurance policy. It is an 
agreement to issue a final title insurance policy in accordance with the 
terms of the binder if the conditions contained in the binder are met. 
Your institution should be named as the insured party on the final title 
policy. You or your legal counsel should carefully examine the final title 
policy before closing to make certain that it complies with any provision 
or instructions contained in the binder. 

You must verify the legal description, the names of your institution and 
the property owner, and the amount of coverage. The legal description 
must be identical on the title binder, title policy, mortgage or deed of 
trust, and survey. 

The title insurance company will not insure against undisclosed interests 
of parties in possession of the property. It will also not insure against 
encroachments that would have been disclosed by an accurate survey 
unless a survey has been provided to the insurer. A survey is the process 
by which a parcel of land is measured and its contents ascertained. 

ASSIGNABLE INTERESTS

Every interest in real property is assignable, unless it is subject to a prior 
agreement not to assign. When the real property in question is subject 
to a lease, contract for sale, or is owned by a trust, you must examine 
the lease, the contract, or the trust agreement to determine whether the 
borrower’s interest in the real property is assignable without consent of 
the other party(ies) to the prior arrangement. 

VALUE

The most reliable methods for determining the value of real property 
collateral are evaluations and appraisals. Federal law requires an 
appraisal by a state-licensed appraiser whenever the lender makes a loan 
in the amount of $250,000 or more secured by real property. For loans 
under $250,000, the lender may accept an evaluation of the property or 
an appraisal that does not come up to the standard required for larger 
loans. The methods used by the lender to determine the value of real 
property collateral are subject to review by the lender’s examiners. 
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NEGATIVE VALUATION FACTORS

Factors that could have a negative impact on the value of real property 
collateral include: 

• Environmental hazards: you should perform or order an 
environmental assessment. 

• Easement problems: easements that exist in favor of parties other 
than the borrower could make the property less salable after a 
foreclosure. 

• Encroachment problems: Improvements on the potential real 
property collateral that encroach on adjoining real property or 
improvements on adjoining real property that encroach on the real 
property may reduce the value of prospective collateral. You can 
determine potential problems by obtaining a survey. You must deal 
with encroachment problems before the loan closing. 

INSURANCE

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

Types of insurance required vary depending upon the type of loan 
transaction. 

MORTGAGES/DEEDS OF TRUST

A mortgage is an agreement between two parties, a mortgagor and a 
mortgagee. The mortgagor is the party granting your institution an 
interest in real property to secure repayment of a loan. Your institution 
is the mortgagee. If the borrower does not repay the loan, you can 
foreclose on the mortgage to obtain partial or full payment of the loan. 

A deed of trust is an agreement among three parties, a trustor, a trustee, 
and a beneficiary. The trustor is the party granting an interest in real 
property to secure repayment of a loan. The trustee is a party who holds 
an interest in the real property for the benefit of the beneficiary. The 
lender is the beneficiary. In many states it is legal for the lender to be 
both trustee and beneficiary. If the borrower does not repay the loan, 
the trustee can hold a trustee’s sale to obtain funds to repay all or part of 
the loan. 
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DIMENSION 6 - 118

In states where deeds of trust are permitted by law, lenders choose them 
because foreclosure procedures are usually easier to follow. There are also 
state differences in redemption periods between mortgages and deeds of 
trust. The state differences often favor deeds of trust. 

SHIPS

The proper method to take and perfect a security interest in a boat 
depends on the kind of boat involved in the transaction. If the boat is 
for commercial purposes, it must be documented by a United States 
Coast Guard filing. A recreational boat that is more than five tons 
in size may be, but is not required to be, documented. If the boat is 
documented, you must obtain a preferred ship mortgage and record it 
with the Coast Guard to perfect your security interest. 

Some states have adopted registration statutes for noncommercial, non-
documented watercraft (boats). If the boat in which a security interest 
is intended is subject to such a statute, you must determine what that 
state’s requirements are for perfecting a lien. 

In all cases, whether the boat involved is documented, titled, or 
untitled, you should file a financing statement in the appropriate 
locations in the state where the boat is located. 

SPECIAL CONSIDERATIONS 

You must search the vessel’s home-port Coast Guard records to 
determine whether a preferred ship mortgage has already been filed 
against the vessel. 

If you want to take a security interest in a recreational vessel that is over 
five tons and that is not presently documented, you should consider the 
effect that a subsequent documenting of the vessel would have on your 
security interest. Your interest would probably be ineffective against 
third parties that obtain interests in the vessel after it has become 
documented. 

AIRCRAFT

All aircraft are subject to Federal Aviation Administration (FAA) 
regulations. New aircraft secured by a loan must be registered with the 
FAA Aircraft Registry, PO Box 25504, Oklahoma City, OK 73125. 
UCC filing requirements also apply. 
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DOCUMENTATION REQUIREMENTS

• FAA title search (can be ordered from a private title company in 
Oklahoma City, Oklahoma). 

• UCC 11 Request for Information. UCC search should be carried 
out in each state where the aircraft is located. 

• Security agreements. Two are needed. One is sent to and retained by 
the FAA. 

• The FAA will record a lien on the airframe in all cases. 

• The FAA will record a lien on “any specifically identified aircraft 
engine of 750 or more rated takeoff horsepower, or any propeller 
capable of absorbing 750 or more rated takeoff power.” 

• The FAA will record a lien on spare parts maintained by an air carrier 
certified under section 604 (b) of the Federal Aviation Act of 1958. 

• Liens on engines under 750 rated takeoff horsepower, or propellers 
rated less than 750 horsepower, are recorded under the UCC. 

• Liens on the avionics (the electronic equipment) are recorded under 
the UCC. 

• Financing statement (UCC-1) and description of all accessories in 
the aircraft (e.g., radio, instruments, etc.). 

• Aircraft Bill(s) of Sale Information (AC form 8050-2). 

• Registration Application Form (AC Form 8050-1). The form 
provides the information necessary to register the aircraft in the 
owner’s name. A copy is kept in the aircraft until the Certificate of 
Aircraft Registration is received. 

LIFE INSURANCE

Perfection of collateral interests in life insurance is also not covered by 
the UCC. When life insurance is pledged as collateral, you hold the 
policy and forward a notice of the assignment to the insurance company 
for recording and acknowledgment. Only the owner of the policy can 
provide a pledge. 
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DOCUMENTATION REQUIREMENTS

• Life Insurance Assignment Questionnaire: This is used to verify 
information on a life insurance policy in which you intend to take 
a security interest. The insurance company completes most of the 
questionnaire. This must be done before the assignment is taken. 

• Assignment of life insurance policy. Take three copies. Retain one 
and mail two to the insurance company, which will acknowledge one 
and return it to you. 

• Life insurance policy (held by you). 

• Release of Assignment of Life Insurance Policy (policy should be 
returned, also). This is sent to the insurance company after the loan 
has been repaid. 

ASSETS COVERED BY UCC BUT AFFECTED 
BY OTHER STATUTES
• Motor vehicles

• Government contracts

• Intellectual property/general intangibles

MOTOR VEHICLES

State certificate of title statutes will determine how a UCC security 
interest in motor vehicles is perfected. Follow the registration or 
notification procedures required by the state in which the motor vehicle 
has been registered. 

If vehicles are used by a business or held for sale or lease by a business, 
they are also equipment or inventory. For example, if a vehicle is used 
by a business, it is classified as equipment. However, if it is titled, 
it is not necessary to file a UCC1 Financing Statement and take a 
position against equipment. You would perfect your security interest 
by obtaining a signed security agreement and following the title laws 
in the state where the vehicle was registered, usually by having your 
security interest noted on the certificate of title. If the vehicle or vehicles 
comprise inventory of the debtor, you must file a UCC-1, rather than 
having your security interest noted on the certificate of title. 
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GOVERNMENT CONTRACTS

The Federal Assignment of Claims Act (Assignment of Claims Act of 
1940) allows a federal contractor to assign payments to be earned under 
the contract to a lender. For the assignment to be effective, the lender is 
required to give written notice to the government and receive approval 
of the assignment from the government. 

Lenders must comply with both the Assignment of Claims Act (31 
U.S.C. 203 and 41 U.S.C. 15) and the UCC when obtaining a security 
interest in a claim against the government. 

Where debtors pledge receivables due or to become due after 
the performance on a contract made with an agency of the U. S. 
government as collateral, the pledges must conform to the rules stated 
following. The lender will then become an assignee of the monies due 
under the terms of the contract. The procedure followed is similar to 
that of direct notification of an account-debtor. That procedure is used 
when a lender has taken a security interest in a customer’s accounts 
and, at some point, decides to collect directly from the parties who owe 
money on the accounts. 

PROCEDURES TO FOLLOW 

To take an assignment of government contracts the following 
procedures must be followed: 

• You must obtain a promissory note, security agreement, notice 
of assignment, financing statement, and corporate resolution (if 
appropriate). The security agreement and financing statement should 
describe the collateral as generally as possible, namely, as accounts 
or general intangibles. It should further describe the rights involved 
as “including, but not limited to” followed by a description of the 
specific contract by number including the date of execution, the 
name of the debtor, and the name and address of the federal agency 
involved. 

• You must file a financing statement with the central filing office of 
the state in which the debtor is located. 

• You must send a signed copy of the notice of assignment, a duplicate 
original or certified true copy of the security agreement, and the 
resolution to each of the following: the contracting officer or the 
head of his or her department or agency; the surety upon the bond 
or bonds, if any, in connection with the assignment contracts; and 
the disbursing officer, if any, designated in the assigned contract to 
make payment. The contract itself should reveal the identity of these 
individuals. It is important that you receive return copies of these 
documents acknowledged by the government agencies involved. 
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PRIORITY 

First priority positions may have been established by: 

• Previous assignments of the contract. The government will inform 
you of any. 

• Liens by subcontractors who have worked on the project. 

• A bonding company in case of default. 

INTELLECTUAL PROPERTY/GENERAL INTANGIBLES

Article 9 of the UCC is intended to set forth the rules that must be 
followed to acquire all types of personal property as collateral (with 
some exceptions). Article 9 uses the term, general intangibles, as a catch-
all term to cover any type of asset that does not fit within any of Article 
9’s other defined collateral types such as instruments, accounts, and 
chattel paper.

Intellectual Property is a non-Article 9 term that has come into vogue in 
our increasingly technological society. Assets commonly grouped under 
intellectual property generally fall within Article 9’s collateral category 
of general intangibles. Both terms encompass a wide range of diverse 
assets. The most significant assets that fall within both terms are patents, 
copyrights, trade secrets, and trademarks.

Acquiring such assets as collateral is complicated by federal statutes 
that to some extent govern the transfer of specific types of intellectual 
property and that in some instances supersede state laws such as the 
UCC. The federal statutes, themselves, are diverse with one statute, for 
example, covering patents and another statute covering copyrights. As a 
result a lender seeking intellectual property as collateral may be required 
to take appropriate steps under the applicable federal statute, or under 
Article 9, or, in some instances, under both a federal statute and Article 
9. 

Where reliance on the value of intellectual property as collateral is 
critical to making a loan, a prudent lender should retain qualified patent 
counsel. A qualified patent attorney will verify both the nature of the 
debtor’s rights in the intellectual property as well as the transferability 
of those rights as collateral and assist the lender in documenting the 
collateral.
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DOCUMENTING THIRD PARTY SUPPORT
Frequently a credit cannot stand on its own. That is, a company’s 
ability to repay does not qualify it for the amount of credit requested. 
The lender may make the loan, but will require third party support to 
enhance chances of repayment. In the following paragraphs, we will 
review the following types of third party support: 

• Guaranties 

• Collateral agreements 

• Comfort letters 

• Documentary letters of credit 

• Standby letters of credit/direct pay letters of credit 

• Subordination agreements 

• Intercreditor agreements 

GUARANTIES

A guarantee is an unconditional promise of payment or performance by 
one party on behalf of another. It may be enforceable even if the person 
who borrowed the money has a legal reason not to pay. Guaranties may 
be: 

• Unlimited in amount. Such a guarantee would cover all indebtedness 
of an entity to you. 

• Limited as to amount. Such a guarantee would cover all indebtedness 
of an entity to you up to a maximum stated amount. 

• General as to indebtedness covered. Such a guarantee would cover 
all indebtedness of an entity to you, however such indebtedness was 
incurred. 

• Specific as to a particular loan. Such a guarantee would cover only 
that indebtedness of an entity to you that was specifically described 
in the guarantee. 
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Lenders ordinarily prefer the use of a general guarantee in an unlimited 
amount, the basic provisions of which include: 

• Parties’ names: Your institution, the borrower and the guarantor(s) 
would be named. You must be certain that all names are complete 
and correct. 

• Description of consideration for the guarantee” A guarantee is 
a contract. All contracts must be supported by consideration. 
Consideration is either something received by the party(ies) signing 
the guarantee or some other person or entity as desired by the 
signing party(ies). For example, the guarantee might provide the 
following: “For good and valuable consideration, the receipt and 
sufficiency of which are hereby acknowledged, and to induce (the 
Lender), at its option, at any time or from time to time to make 
loans or extend other accommodations to or for the account of (the 
Borrower)…” 

• Description of obligations guaranteed: This provision would either 
state that all indebtedness of the borrower or specially named 
obligations were guaranteed. 

• Default provisions: The guarantee would list covenant events that 
would cause a default under the guarantee. 

• Waiver of defense provisions: The guarantee would list legal reasons 
why a guarantor might have not to pay on the guarantee and provide 
that they would not be used by the guarantor. 

• Limitation of liability: The guarantor’s liability would be described as 
unlimited or a stated maximum. 

• Description of security for the guarantee: It would be indicated either 
that the guarantee was unsecured or was secured by certain named 
collateral. 

• Guarantor’s covenants. If appropriate, covenants would be included if 
needed to protect the lender’s interest. 

It is important that you be able to explain the consequences of signing 
the guarantee. For help in evaluating the financial resources of an 
individual guarantor see Personal Statement Analysis in Dimension 3.
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COLLATERAL AGREEMENTS
A third-party security agreement (sometimes called a hypothecation 
agreement), mortgage, or deed of trust is an agreement by someone 
other than the borrower or guarantor to provide the collateral for the 
loan. 

Example: Two companies exist under common ownership. Company A 
needs to borrow funds from you but does not have sufficient collateral to 
secure the loan. Company B has unencumbered assets consisting of accounts, 
equipment, and inventory. If Company B is willing, it could grant you 
security interests in its assets to secure your loan to Company A. 

COLLECTING FROM A THIRD-PARTY 
SECURITY INTEREST GRANTOR IN EVENT OF 
DEFAULT
A third-party security interest grantor falls within the definition of 
debtor and has the right to: 

• Receive statements of the account and collateral. The grantor may 
recover losses incurred because of failure by the lender to furnish 
statements. 

• Receive notice of defaults, and have the right to cure. 

• Object to the lender’s proposal to keep the collateral to satisfy the 
debt. 

• Obtain relief if the lender is not proceeding in accordance with 
provisions of the UCC governing rights after default. 

A third-party mortgagor or grantor of a deed of trust has the same 
right to notice, right to cure, and right to redeem the real property 
after foreclosure that the borrower or guarantor would have under the 
applicable state law. 
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COMFORT LETTERS
Comfort letters are letters issued to lenders by companies to indicate 
support for another entity borrowing from the lender. They are 
sometimes offered and accepted in lieu of guaranties. They are most 
often issued by parent companies in connection with subsidiary 
borrowings. They generally fall short of an absolute promise to pay 
the borrowing entity’s debt. Companies that favor comfort letters 
are generally public companies that do not want to have to include 
contingent liabilities in their financials. 

Comfort letters are enforceable. They are an adequate substitute for 
guaranties only if they contain a solid commitment of the issuer to 
step up to repayment obligations incurred by its subsidiary. You should 
attempt to find out how the issuer has performed under similar previous 
arrangements. 

DOCUMENTARY LETTERS OF CREDIT
A documentary letter of credit (sometimes called a commercial letter 
of credit) is issued on behalf of a customer in favor of a third party 
where the issuer is to make payment when the issuer is presented with 
a draft accompanied by documents specified in the letter of credit. This 
type of letter of credit most commonly originates in international trade 
situations. 

Example: An American buyer wants to purchase furniture from an Italian 
manufacturer (seller). The Italian manufacturer will not sell on credit, 
and the American buyer will not pay in advance. Under a letter of credit 
agreement, the seller puts the furniture on board a carrier and receives a 
negotiable bill of lading. The seller presents the bill of lading and other 
agreed-on documents to the buyer’s financial institution, the issuer of the 
letter of credit. The buyer’s institution pays “cash” on presentation of the 
documents, although the furniture is still en route. If the carrier should fail 
to deliver the goods, the carrier would be liable for non-delivery. 
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RELATIONSHIPS OF THE PARTIES IN A DOCUMENTARY 
LETTER OF CREDIT

Account party (buyer) and issuing bank: 

• The relationship is a contract usually embodied in the letter of credit 
application. 

• The issuing bank must examine documents with care to ascertain if 
they comply with the letter of credit. 

• Unless otherwise agreed, an issuing bank that has duly honored a 
draft is entitled to immediate reimbursement. 

• If the account party does not pay after the issuing bank has honored 
a draft, the issuing bank owns the goods. 

Account party (buyer) and beneficiary (seller): 

• The relationship is usually contractual in nature, underlying the 
letter of credit and independent of it. 

Issuing bank and beneficiary (seller): 

• The relationship is a contract embodied in the letter of credit. 

• An issuing bank must honor a draft that complies with the terms 
of the letter of credit regardless of whether the documents or goods 
conform to the contract between the account party (buyer) and the 
beneficiary (seller). Also, if the account party goes bankrupt after the 
letter has been issued, payment must still be made to the beneficiary 
if the beneficiary meets the requirements of the letter of credit. 
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Confirming bank and issuing bank (not included in the documentary 
letter of credit flow diagram): 

• A confirming bank takes on the same obligation as an issuing bank. 

• A confirming bank is required by a beneficiary when it is not 
satisfied with letters of credit issued by the issuing bank. This can 
occur if the issuing bank is too small relative to the size of the 
transaction, or the issuing bank has a bad reputation with regard to 
honoring its letter of credit obligations. 

• By confirming a credit, a confirming bank becomes directly obligated 
on a letter of credit to the extent of its confirmation as though it 
were the issuer and acquires the rights of the issuer. 

• The confirming bank obtains reimbursement from the issuing bank 
after a drawing is made under the letter of credit. 

Advising bank: 

The advising bank assumes no liability except for accurate transmission 
of information between the beneficiary and the issuing or confirming 
bank.

DOCUMENTATION REQUIREMENTS

A letter of credit is usually issued by your international department. It 
must be in writing and signed by the issuer. A telegram is considered 
the operative letter of credit if it identifies its sender by an authorized 
authentication. However, a teletransmission is not considered a signed 
letter of credit if it states “details to follow” or words to that effect. 

The following forms must be completed for a letter of credit to be 
issued: 

• An application and an agreement for a letter of credit prepared by 
the customer. It usually contains language equivalent to that in a 
promissory note. If so, no note is needed. 

• A letter of credit prepared by your international department.
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TO AMEND A LETTER OF CREDIT

An Amendment to Letter of Credit must be completed by the customer 
requesting the letter of credit and signed by the issuing bank and the 
beneficiary. 

ASSIGNMENT OF LETTER OF CREDIT RIGHTS

If you are taking an assignment of the beneficiary’s rights under the 
letter of credit as collateral, you must perfect that security interest by 
gaining control of the rights. Establish control over the letter of credit 
rights by obtaining the consent to the assignment of the issuer or any 
nominated person, such as a confirming or negotiating bank. The 
consent of all such persons should be obtained 

Standby Letters of Credit/Direct Pay Letters of Credit

A standby letter of credit or a direct pay letter of credit is a written 
engagement between a customer and the lender. It provides that the 
lender will honor demands by a third party for payment upon the third 
party’s compliance with specified conditions. The fewer conditions, 
the better. The strongest letter of credit would be one requiring only 
a demand for payment. It is issued on behalf of a customer in lieu of 
a guarantee to protect a third party in the event the customer fails to 
perform under a contract between the customer and the third party. It 
is the only method by which a United States bank may legally substitute 
its credit for that of another party. Payment is made against a written 
statement from the third party of the customer’s failure to perform. 
Usually, the issuer does not expect to fund a standby letter of credit. 

Example: A construction company applies for a standby letter of credit 
that acts as a performance bond in case the construction company fails to 
complete the work on time or as detailed in the work specifications. 
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PARTIES TO THE ARRANGEMENT

• Account Party 

The account party is the customer applying for a letter of credit. The 
account party agrees to pay the issuer a fee for this service and to 
immediately reimburse the issuer for payment made under the letter 
of credit. 

• Issuer

The issuer is the party issuing a letter of credit. 

• Beneficiary 

The beneficiary is the party in whose favor the credit is issued. 

• Confirming bank

A confirming bank is a bank that undertakes the same obligations 
assumed by the issuer. This may be required when the issuer bank is 
for some reason not acceptable to the beneficiary. 

• Advising or notifying bank

An advising or notifying bank is usually a bank or other financial 
institution at the beneficiary’s place of business that undertakes 
responsibility for transmission of information and the authentication 
of information. 

• Paying bank

A paying bank is a bank or other financial institution in the 
beneficiary’s locality that is designated to issue payment when the 
issuer and the beneficiary are at some distance. Often the paying bank 
is also the advising bank. 

• Transferee or assignee

A transferee or assignee is a party to whom the beneficiary has 
transferred or assigned the right to perform all or some of the 
conditions of the credit and to demand and receive all or some of the 
payments.
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ASSIGNMENT OF LETTER OF CREDIT RIGHTS

If you are taking an assignment of the beneficiary’s rights under the 
letter of credit as collateral, you must perfect that security interest by 
gaining control of the rights. Establish control over the letter of credit 
rights by obtaining the consent to the assignment of the issuer or any 
nominated person, such as a confirming or paying bank. The consent of 
all such persons should be obtained. 

SUBORDINATION AGREEMENTS
A subordination agreement is an agreement between two or more 
creditors. In structuring a loan transaction, you may encounter 
creditors whose claims are senior to your claims. These claims must be 
subordinated to your claims in order to assure that you will have first 
right to payment. A subordination can pertain to either an existing debt 
or to a collateral position. Other creditors may include: 

• Principals of the borrower who have injected capital into the 
borrowing entity in the form of loans rather than equity. 

• A venture capitalist or other third party whose investment is 
represented, in part, by debt rather than by some form of equity 
instrument. 

• A creditor who has claimed and perfected a lien position against the 
business assets. 

Subordination agreements dealing with debt differ as to what, if 
any, payments will be permitted during the term of your debt. The 
agreement may do any of the following: 

• Prohibit all payments on the subordinated debt until your debt has 
been repaid in full. 

• Permit scheduled payments of interest only on the subordinated debt 
until there is an event of default, then prohibit all payments until 
your debt has been repaid in full. 

• Permit scheduled payments of principal and interest on the 
subordinated debt until there is an event of default, then prohibit all 
payments until your debt has been repaid in full. 

Subordination agreements dealing with collateral may cover all of or 
only a portion of the subordinating creditor’s collateral position. 
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INTERCREDITOR AGREEMENTS
An intercreditor agreement is an agreement between two or more 
creditors. In structuring a loan transaction, you may encounter creditors 
whose claims are equal to or senior to your claims. For example, you 
may be providing floor plan financing for an automobile dealership 
that is also receiving new vehicle financing from a manufacturer. These 
split-financing arrangements can result in expensive court battles 
unless agreement on collateral rights is reached among the competing 
creditors. 

The intercreditor agreement should describe specifically the collateral 
financed by each creditor. It should also provide that each creditor 
would have a senior position as to collateral financed by that creditor, 
even if that creditor had perfected its security interest later in time than 
other parties to the agreement. The agreement should also provide for 
distribution among the secured parties in the event of bankruptcy or 
other insolvency proceedings. 

You should have intercreditor agreements drafted or reviewed by your 
legal counsel. 

REGULATORY COMPLIANCE
Financial institutions deal with many state and federal regulations. 
Compliance is critical. Those that affect the documentation process 
include the following: 

• Regulation B (Equal Credit Opportunity Act). 

• Regulation U (Stock-Secured Loans). 

• Regulation O (Financial Institutions Regulatory Reform and 
Interest-Rate Control Act). 

• Community Reinvestment Act (CRA). 
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REGULATION B (EQUAL CREDIT 
OPPORTUNITY ACT)
The Equal Credit Opportunity Act is a federal law passed in 1975. 
It prohibits discrimination based on race, color, religion, sex, marital 
status, national origin, age (if an adult), receipt of income from a public 
assistance program, or the good faith exercise of any rights granted 
under the Consumer Credit Protection Act. The Federal Reserve Board 
has implemented these prohibitions through Regulation B. 

IMPLICATIONS FOR LOAN DOCUMENTATION

GUARANTEES 

Ten states—Alaska, Arizona, California, Idaho, Louisiana, Nevada, 
New Mexico, Texas, Washington, and Wisconsin—use some form of 
the community property system to determine the interest of a husband 
and wife in property acquired during marriage. Under the community 
property system, the general rule is that all property acquired during 
the marriage is community property, owned one-half by each spouse. 
Property received by inheritance or gift and property owned before 
marriage is separate property. 

If an applicant requests unsecured credit, federal law permits requests 
for a guarantee from a spouse if reasonably believed by the creditor 
to be necessary under applicable state law to make the community 
property available to satisfy the debt in the event of default, and, either: 

• The applicant lives in a community property state, or 

• The property upon which the applicant is relying to demonstrate 
creditworthiness is located in a community property state. 

Two additional conditions must be met. Under the creditor’s standards 
of creditworthiness: 

• Applicable state law must deny the applicant power to manage or 
control sufficient community property to qualify for the amount of 
credit requested. 

• The applicant cannot have sufficient separate property to qualify for 
the amount of credit requested. 

• In non-community property states, that is, states other than the 10 
listed above, Regulation B prohibits requests for a guarantee from a 
spouse. 

• Requests for guarantees from non-discriminatory defined categories 
such as “all partners, directors, officers, and 20% or greater 
shareholder” are permitted. 
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• If that does not result in sufficient support for the credit, you may 
request “more creditworthy co-guarantors,” but still may not require 
spouses as co-guarantors. You may accept them if volunteered. 

• If your state is a community property state, review the laws and 
identify what restrictions apply to executing judgments against and 
pledging of community assets. Obtain signatures on guarantees and 
collateral documents as dictated by the laws in your state. Consult 
with your legal counsel. 

SECURED CREDIT AND CO-OWNERS 

If collateral is jointly owned with a non-applicant, and the applicant’s 
interest in the collateral is insufficient in relation to the amount of 
the loan, you should obtain the co-owner’s signature on the security 
documents. This is not a violation of Regulation B. The co-owner’s 
signature must not be obtained on the promissory note unless the co-
owner is a co-applicant. 

• Civil penalties for violation of Regulation B 

• Up to $10,000 in individual suits. 

• The lesser of $500,000 or 1% of the bank’s net worth in class action 
suits. 
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REGULATION U  
(STOCK-SECURED LOANS)
Regulation U is a federal regulation intended to protect the national 
economy and individual investors by preventing excessive speculation 
on credit in the stock market. It limits the credit any bank may extend 
when margin stock is used as security for the purpose of purchasing 
additional margin stock. This type of loan is called a regulated loan. 
The amount of credit may not exceed the “maximum loan value” of 
the margin stock securing the loan. The current maximum loan value, 
as set by the Federal Reserve Board, is 50% of the market value of the 
security. 

DEFINITION OF MARGIN STOCK

Margin stocks are: 

• Stocks registered on a national securities exchange—New York Stock 
Exchange, American Stock Exchange, or NASDAQ—or that are on 
the Federal Reserve Board’s marginable list of OTC stocks. 

• Debt securities (bonds) that are convertible into margin stocks. 

• Any over-the-counter security designated as qualified for trading in 
the National Market System (NMS Security) under a designation 
plan approved by the Securities and Exchange Commission. 

• Shares of mutual funds, unless 95% or more of the assets of the fund 
are continuously invested in U.S. government, state, or municipal 
obligations

REQUIREMENTS FOR DOCUMENTATION

• A Federal Reserve Form U-1 (Statement of Purpose for an Extension 
of Credit Secured by Margin Stock) must be completed when a bank 
extends credit in excess of $100,000 secured directly or indirectly, in 
whole or in part, by any margin stock. 

• The Lost and Stolen Securities Act requires you to telephone the 
Securities Information Center at 617-235-4570 to inquire whether 
securities valued in excess of $10,000, that are proposed as collateral, 
have been reported lost or stolen. You must keep a log of all such 
calls. 
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REGULATION O (FINANCIAL INSTITUTIONS 
REGULATORY REFORM AND INTEREST-RATE 
CONTROL ACT (FIRA)
The Financial Institutions Regulatory Reform and Interest Rate Control 
Act (FIRA) is a federal law passed in 1978 that pertains to insider loans. 
The Federal Reserve Board has implemented it through Regulation 
O. The regulation and the act prohibit extending credit to insiders or 
their related interests unless it is on substantially the same terms as those 
prevailing at the time for comparable transactions with other persons 
and does not involve more than normal risk of nonpayment. There are 
individual and aggregate lending limits as well as periodic reporting 
requirements for insider loans. 

Insider is defined as an executive officer, director, principal shareholder 
(10%) of the financial institution or parent holding company or any 
other subsidiary of the parent (except subs of the institution) and any 
related interest. In determining whether a person is a 10% shareholder, 
an institution must aggregate the holdings of the individual, the 
individual’s spouse, minor children of the individual and any adult 
children of the individual residing with that individual. 

Related interest is defined as any business entity or trust in which an 
insider directly or indirectly or acting through or in concert with one or 
more persons meets one of the following conditions: 

• Owns, controls, or has the power to vote 25% or more of any class 
of voting securities. 

• Controls in any manner the election of a majority of the directors. 

• Has the power to exercise a controlling influence over the 
management or policies of the company. 

• Is an executive officer or director and in which he or she directly or 
indirectly owns, controls, or has the power to vote more than 10% of 
any class of voting securities. 

• Directly or indirectly owns, controls, or has the power to vote more 
than 10% of any class of voting securities of the business entity and 
no other person owns, controls, or has the power to vote a greater 
percentage of that class of voting securities. 

Any political or campaign committee that is controlled by an insider 
or the funds or services of which will benefit an insider is also a related 
interest. 
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IMPLICATIONS FOR LOAN DOCUMENTATION

• Your institution must keep records of requests for credit by insiders 
and your response. (All credit to insiders must be approved 
in advance by the board of directors with any interested party 
abstaining, directly or indirectly, in the voting.) 

• Upon written request from the public, you must disclose the names 
of all executive officers and principal shareholders (10% or more) 
whose total debt to your institution during the last quarter is equal 
to or in excess of 5% of your institution’s capital and unimpaired 
surplus or $500,000. 

• Upon written request from the public you must disclose the names 
of all executive officers and principal shareholders (10% or more) 
whose debt to the institution’s correspondents any time during 
the preceding calendar year is equal to or in excess of 5% of your 
institution’s capital and unimpaired surplus or $500,000. 

• No disclosure is required if the total debt is under $25,000. 

CIVIL PENALTY

• The civil penalty for violation of Regulation O is $1,000 per day 
against the institution and any director, officer, employee, or other 
person participating in the violation. 

• For any violation of any federal banking law or regulation (or of any 
order, agreement, or memorandum of understanding) except the 
Community Reinvestment Act, a federal bank regulatory agency may 
assess civil money penalties against the institutions it regulates. (The 
Comptroller of the Currency can assess them against national banks, 
the Federal Reserve against state member banks, the FDIC against 
state nonmember banks and the Office of Thrift Supervision against 
thrifts). Depending on the number and type of the violations found, 
the penalties range from $5,000 to $1 million, and can be assessed 
per violation, per day the violation existed and per person involved. 



NOTES:

C
RC

 U
S 

Bo
dy

 o
f K

no
w

le
dg

e
DIMENSION 6 - 138

COMMUNITY REINVESTMENT ACT (CRA)

The Community Reinvestment Act is intended to encourage depository 
institutions to help meet the credit needs of the communities in which 
they operate, including low- and moderate-income neighborhoods, 
consistent with safe and sound banking operations. It was enacted by 
the Congress in 1977 (12 U.S.C. 2901) and is implemented by the 
Federal Reserve Board’s Regulations 12 CFR parts 25, 228, 345, and 
563e. 

The CRA requires a periodic evaluation of each insured depository 
institution’s record in helping meet the credit needs of its entire 
community. That record is taken into account in considering an 
institution’s application for deposit facilities, including mergers and 
acquisitions. CRA examinations are conducted by the federal agencies 
that are responsible for supervising depository institutions: the Board 
of Governors of the Federal Reserve System (FRB), the Federal Deposit 
Insurance Corporation (FDIC), the Office of the Comptroller of the 
Currency (OCC), and the Office of Thrift Supervision (OTS). 

Examiners assess the CRA performance of a bank in an examination as 
follows: 

• Lending, investment, and service tests. The examiner applies lending, 
investment, and service tests in evaluating the performance of a 
financial institution. 

 – Lending test. The lending test evaluates an institution’s record 
of helping to meet the credit needs of its assessment area(s) 
through its lending activities by considering an institution’s 
home mortgage, small business, small farm, and community 
development lending. If consumer lending constitutes a 
substantial majority of an institution’s business, the examiner 
will evaluate the institution’s consumer lending in one or more 
of the following categories: motor vehicle, credit card, home 
equity, other secured, and other unsecured loans. 

 – Investment test. The investment test evaluates an institution’s 
record of helping to meet the credit needs of its assessment 
area(s) through qualified investments that benefit its 
assessment area(s) or a broader statewide or regional area 
that includes the institution’s assessment area(s). Activities 
considered under the lending or service tests may not be 
considered under the investment test. 

 – Service test. The service test evaluates an institution’s record 
of helping to meet the credit needs of its assessment area(s) 
by analyzing both the availability and effectiveness of a bank’s 
systems for delivering retail financial services and the extent 
and innovativeness of its community development services.
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• Community development test for wholesale or limited purpose 
institutions. The examiner applies the community development test 
for a wholesale or limited purpose bank. 

• Small institution performance standards. The examiner applies the 
small institution performance standards as provided in evaluating the 
performance of a small institution or an institution that was a small 
institution during the prior calendar year

CLOSING PROCEDURES
There are two main factors that determine whether a loan closing will 
be successful. They are: 

• Adequate preparation prior to the closing 

• Firm management of the actual closing process. 

To adequately prepare for a closing, you or your support staff must: 

• Prepare a closing memorandum or detailed loan documentation 
checklist. 

• Provide sufficient time for the borrower and any other parties 
involved in the transaction to gather documents. 

• Provide the borrower and any other parties instructions on how to 
complete standard documents and ensure that they return the forms 
to you for review prior to the closing. 

• Prepare drafts of loan documents and deliver them to the borrower 
or other involved parties prior to the closing with sufficient time for 
the recipients to have the documents reviewed by their own legal 
counsel. 

• Submit any document changes requested to your legal counsel for 
review to determine whether making the requested changes would 
have legal consequences. 

• Submit documents such as operating agreements, partnership 
agreements, and trust agreements to your legal counsel for review 
and opinion. 

• Set a date and time for closing that provides time for preparation and 
attendance by all necessary parties. 

• Provide a sufficient number of copies of each loan document 
required for closing. 
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Good management of the closing process requires that the closer: 

• Select an appropriate location for the closing. A good location is 
a conference room at your institution with a table large enough 
to permit the closing documents to be sorted into separate stacks, 
arranged in the order in which they will be approved or signed. 

• Make certain that all of the parties necessary to the closing are 
gathered in the same place at the same time. Choose a day and time 
of day that is convenient for all of the parties. If a wire transfer will 
be included as part of the transaction, make certain that your closing 
is scheduled early enough to allow for completion of the transfer 
before close of business. 

• Insist that the borrower and other appropriate parties produce 
all required documents for which they are responsible before the 
closing begins. The documents must be reviewed and approved 
and the documentation checklist or closing memorandum marked 
accordingly. 

• Make certain that all necessary parties sign all of the documents 
that require execution, and that portions of documents that require 
initials of the parties are properly initialed. 

• Assure that each executed document is reviewed for completeness 
and accuracy. Where staffing permits, one person should facilitate 
the circulation of documents to the signers and another examine 
each document after it has been signed. Make certain that 
appropriate disbursement procedures have been followed. This 
may involve obtaining wire instructions, cashier’s checks, or the 
completion and delivery of account deposit slips. 

• Make certain that all necessary parties stay until all documents have 
been completed, reviewed and approved. 

Note: The best time to obtain a complete loan documentation 
package is prior to disbursement of loan proceeds. It is generally more 
difficult to correct loan documentation deficiencies after funds have 
been disbursed and the parties to the closing have left. 
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CUSTOM VERSUS STANDARD 
DOCUMENTATION
Many banks use standard loan documents, which may be prepared 
by in-house counsel or through the use of an automated loan 
documentation software product. Each institution has internal 
guidelines that determine when custom documents must be prepared. 
Common considerations for custom vs. standard documentation 
include:

• Transaction size considerations. Your institution may have a 
transaction dollar amount above which custom documentation is 
required.

• Availability of compliance warranty from standard documents. Some 
vendors of computer prepared loan document packages provide 
compliance warranty protection to a certain transaction amount. In 
other words, the vendor will reimburse the bank for costs incurred to 
enforce the terms of documents if they are attacked based on the way 
the loan has been documented. Beyond a maximum transaction size, 
warranty protection is typically not available, and this protection 
limit may influence your bank’s designated loan size requiring 
custom documents. 

More important, however, is to keep in mind that changes to the 
standard documentation package outside the scope of built-in, 
allowable documentation options may void any compliance warranty. 
If a transaction includes negotiated changes from standard document 
language, it is vital to check with your bank’s legal counsel to determine 
if custom documents are required.

• Ability to pass documentation costs to the borrower. Many banks 
reserve in-house counsel resources for documentation review instead 
of documentation preparation. It may be difficult to pass through 
documentation preparation expense if the work is performed by in-
house counsel.

• Complexity of the transaction. Standard documents may not be 
ideal or even adequate if the transaction or the borrowing entity is 
complex. Certain entity types, such as a complex trust, or transaction 
elements such as assignments or guarantees from complex entities 
may require custom documents. Unusual issues such as loans 
secured by intellectual property may similarly require custom 
documentation.
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• Sophistication of the borrower. Sophisticated borrowers that will 
have an attorney represent them may make negotiation of loan 
document language a deal breaker. If that is the case, it can be 
dangerous for the bank to have the lender alter standard documents. 
Customized documentation is generally the safest response to  such a 
borrower request.

• Bank’s ability to service non-standard documents. Often, banks’ 
loan servicing organizations are configured to support standard 
loan requirements as documented in the standard loan agreement. 
If custom servicing provisions are negotiated (such as an unusual 
window of time to submit financial statements or an unusual cure 
period for a loan covenant), the bank must have procedures in place 
to deviate operationally from the standard provisions. Custom-
documenting a loan may introduce enforcement risk if the bank’s 
servicing department is not flexible enough to consistently and 
accurately enforce loan document provisions that deviate from the 
norm.

• Whether the bank will sell or securitize the loan. Standard 
documents make it easier to sell, securitize, and participate loan 
transactions. Non-standard documents may require additional 
attorney work to package them for these purposes.

In all cases, it is critical to understand your institution’s policies 
regarding the choice of custom versus standard loan documents. You 
should not alter or agree to alternations of standard documents outside 
the parameters of pre-approved documentation options without seeking 
counsel’s advice.
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IDENTIFYING AND MITIGATING 
ENVIRONMENTAL RISK
There has been an increased awareness of the need to protect our 
environment from contamination and ecological harm. Attention is 
being paid to environmental problems by government, business, and 
civic groups. Environmental contamination can arise from: 

• Pesticides 

• Poisons 

• Solvents 

• Petroleum products 

• Industrial chemicals 

• Animal by-products and waste 

• Metal fragments 

• Building materials 

Government authorities, in conjunction with the business community 
and civic groups, have responded by developing stringent guidelines for 
handling hazardous substances and other wastes. Severe financial and 
criminal penalties can be imposed on individuals or businesses found 
guilty of contaminating the air, land, or water. 

The costs associated with the cleanup and remediation of a 
contaminated site can be exorbitant, even to the point of crippling the 
financial capacity of an individual or business. For this reason, prudent 
lending practices require that you determine if actual or potential 
contamination exists on a property that you intend to finance or use as 
collateral. 
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What if the very nature of a borrower’s business entails working with 
hazardous substances or creates hazardous material as a by-product 
of the manufacturing process? Again, most manufacturers and some 
other industries have some involvement with hazardous materials or 
by-products from their production process. These companies can still be 
good customers if you take the following precautions: 

• Your customer should issue an environmental indemnification that 
states the company is aware it handles hazardous materials and agrees 
to follow accepted procedures in its handling of those materials. 

• Loan documents should contain an environmental rider that 
contains similar language and outlines your institution’s remedies in 
the event your customer violates the accepted procedures. 

The intent of this section is to help you understand the complexity 
and severity of environmental issues. Solicit professional help when 
trying to evaluate the risks of environmental issues and in documenting 
loans. Several tools are available to help protect your institution against 
environmental liability. 

ENVIRONMENTAL AUDIT
The environmental audit is one way to help insulate you and your 
borrower from risk. It alerts all parties to a transaction of the potential 
for liability. Several levels of review have become accepted practice: 

• A checklist that might be performed by you or by a qualified 
individual on your institution’s staff. 

• A soil and/or water testing coupled with the documentation 
of detailed remediation procedures performed by a third-party 
environmental engineering firm. 



D
im

en
sio

n 
6 

//
 Id

en
tif

y 
R

ep
ay

m
en

t S
ou

rc
es

 a
nd

 A
pp

ro
pr

ia
te

ly
 S

tr
uc

tu
re

 a
nd

 D
oc

um
en

t C
re

di
t E

xp
os

ur
es

 fo
r..

NOTES:

DIMENSION 6 - 145

CHECKLIST

Your institution’s credit policy manual should contain an environmental 
policy that provides a checklist to be completed for all credits (usually 
above a certain dollar limit) that is placed in the company’s credit 
file. If your institution doesn’t have an environmental policy, then the 
Environmental Site Assessment Transaction Screen Questionnaire 
produced by the American Society for Testing and Materials (http://
www.astm.org/) is recommended for your use. 

The ASTM Transaction Screen process includes asking questions 
of owners and occupants of the property, observing site conditions 
at the property, and conducting limited research regarding certain 
government records and historical sources. The questionnaire consists 
of 23 questions plus a corresponding guide to assist you in answering 
the questions. If, on completion of the Transaction Screen, you have 
uncovered no suspicion of environmental contamination, further 
inquiry is probably not warranted. If you are unable to complete the 
Transaction Screen or answers reveal suspicion of contamination, the 
next level of inquiry is required. 

ENVIRONMENTAL AUDITS

There are three levels of environmental audits. 

Phase I

Warranted whenever there is reason to suspect contamination, based 
on a checklist inquiry from your environmental policy or problems in 
completing the ASTM Transaction Screen discussed above. 

Phase II

Warranted whenever the Phase I assessment indicates evidence of 
contamination. In this phase, soil and groundwater samples are taken 
and tested to determine the actual extent of contamination, if any. 

Phase III

Consists of remediation procedures for contamination discovered and 
confirmed in Phases I and II. The Phase III audit report spells out the 
full extent of the contamination, what the mitigation procedures must 
be, and the costs expected to be incurred in the cleanup. 
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RISKS ASSOCIATED WITH ENVIRONMENTAL LAW 
INFRACTIONS

If you suspect any environmental problems, however minor, solicit 
professional help! 

There are two major risks associated with environmental law infractions: 

• Environmental infractions can compromise a borrower’s 
creditworthiness. 

• Contamination can negate the value of your borrower’s collateral. 

The following Signals of Environmental Problems: Things to Identify 
and Consider (SEPTIC) will help you as you visit your customer’s 
facilities. While you tour a site, ask what substances were or are 
being used on the property and the by-products from the company’s 
operations. Keep your mind open to all possibilities, ask lots of 
questions, and don’t be reluctant to challenge answers. 

The SEPTIC list is a partial list of environmental prompts which, when 
accompanied by your organization’s environmental and credit policies, 
will guide your observations. 

Financial institutions are often viewed as the deep pockets in a 
transaction and have been found to be financially responsible for 
site cleanup expenses by virtue of having taken a security interest in, 
or financed the acquisition of, a property that was or has become 
contaminated. You need to be very wary of any transaction that might 
involve a contaminated property. How do you protect yourself? If a 
hazard is discovered, you and your borrower can simply choose not 
to become involved with the transaction. If you choose to pursue a 
transaction that involves an environmental issue then you must solicit 
expert environmental and legal assistance.
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Signals of Environmental Problems:
Things to Identify and Consider

This card is designed to prompt your thinking about potential 
environmental hazards. As you visit a site, think through the 
present and past uses of the location. Ask yourself what substances
were used or are being used on the property. Keep your mind open 
to all possibilities.
A partial list of observations and inquiries which you should make 
is provided below. This list is not all-inclusive and should not be 
used as a substitute for an environmental assessment.
I. Determine whether any past or present use of property 

involved any of the following: 
Preservatives, acids, cleaning products, radioactive material, soaps, 
fungicides, detergents, photographic chemicals, asbestos, 
chemicals, lubricants, petroleum products, waste oil, solvents, 
explosives, metals, paint, medical waste, resins pesticides/fertilizers
II. Inspect the inside and outside of the property for:

A. Hazardous/Toxic Materials : drums or storage containers; 
evidence of spills , stained/discolored surface areas, “stressed” 
or dead vegetation, foam insulation, wells, pits, ponds, or 
dumpsites, unusual heaps, mounds, depressions, or sinkholes, 
below ground storage tanks/manholes/fill pipes, 
pipelines/capped wells, above ground storage tanks, 
incinerators, possible radon emissions (inquire), 
landfills/junkyards

B. Asbestos: If constructed before 1979, presence of asbestos in a 
building is highly likely; Asbestos ceiling, pipe, boiler 
insulation; If found, is it friable, flaking, or damaged?

C. PCBs: Examine electrical equipment, transformers, capacitors; 
Look for yellow identification labels; Look for evidence of 
leakage

D. Air Emissions: distinctive chemical odors; visible discharge of 
smoke, vapors; possible odorless or colorless emissions
(inquire)

E. Water Pollution: waste treatment facility on site; ponds with 
colored water or “sheens’; pipelines, sewer connections; inspect 
discharge

III. Establish whether the company is located in or near the 
following specially designated areas: endangered species’ 
habitats; special groundwater districts; wetlands; scenic river 
areas

Be sure to look over nearby properties for potential problems such 
as those listed above. Do not forget to check for drainage to or from 
adjacent properties. It may be helpful to review your preliminary 
findings with management/owners. Compare your findings with 
your bank’s environmental checklist and policy to determine 
whether a Phase I environmental assessment will be required.

A PHASE I ENVIRONMENTAL ASSESSMENT
Should one or more of the conditions described in items I—III on 
the reverse side be observed or discovered during your preliminary 
site visit, a Phase I Environmental Assessment may be warranted in 
order to determine the magnitude of a potential problem.

An assessment is conducted: By a specialized engineering or 
consulting firm that provides a professional opinion, based on
obvious evidence, as to the potential usage, storage, handling, or 
disposal of materials within the subject property that may be 
hazardous or toxic or may cause violations of state and/or federal
laws, rules, or regulations pertaining to soil and water quality; and 
To identify potential off-site contaminant sources that may have an 
adverse environmental impact on the property.
If after consulting your bank’s checklist and policy, you decide to 
contact an environmental professional for these services, be sure to 
provide a statement of the conditions observed at the site in order to 
expedite an accurate assessment.

An assessment usually includes:
1. A reviewof site maps and historical aerial photographs.
2. A review of records of Property Ownership History (abstract of 

title is recommended). Also, an historical records review to 
determine previous uses and tenants.

3. A review of EPA-maintained lists of known hazardous/toxic 
substance sites and emergency response/remedial action sites 
within an applicable distance of the site being assessed.

4. A search and review of other local, state, and federal files and 
lists as appropriate.

5. Visual reconnaissance of the site.
6. Interviews with on-site personnel and neighboring parties to 

determine the past history of the site (uses and tenants), status of 
permits, wastewater disposal, on-site wells, and/or other water 
supply.

7. Description of land usage of all property adjoining the site.
8. Description of the geology relative to potential flow direction 

of ground water.
9. Preparation of a report presenting the firm’s professional opinion 

as to the potential for environmental contamination, which could 
include the following as deemed appropriate: photographs of the 
site, site maps, surveys, topographical survey, soil survey map, 
and aerial photographs.

An environmental assessment is typically conducted in a phased 
approach in order to obtain a reasonable perspective on a site’s 
potential environmental problems. Various levels of effort are used 
to conduct assessments, yielding varying levels of confidence in 
assessing the magnitude of an environmental concern. Currently, 
the scope of an environmental assessment has not been defined 
explicitly by a federal regulatory agency, but the preceding items 
are generally considered appropriate first steps in accordance with 
industry practices. (Some states may have their own guidelines.) 
The actual scope of an environmental assessment, however, should 
usually be determined by the environmental professional based on 
site conditions
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DIMENSION 7 - 2

PURPOSE OF DIMENSION 7
The purpose of Dimension 7 is to describe early signals of problem loans 
and to review appropriate responses to those signals. In Dimension 7 we 
will cover the following topics:

• Financial and nonfinancial warning signs. 

• Account management alternatives for problem loans. 

• Gathering information about the problem loan.

• Developing problem loan strategies. 

• Bankruptcy considerations.

• Lender liability issues. 

ADDITIONAL SKILL-BUILDING 
RESOURCES
The material in the Body of Knowledge provides an overview of 
knowledge related to topics covered by the Credit Risk Certification 
exam. Mastery of topics reviewed here is essential preparation for the 
exam, but no amount of reading and study can substitute for lending 
skills that must be acquired through formal classroom and on-the-job 
training. In addition to reviewing the Body of Knowledge, consider 
taking the following RMA courses to support your Dimension 7 skill 
building:

• Credit Cycle Management

• Applied Credit Risk Series

• Detecting Problem Loans

• Problem Loan Workouts
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NOTES:

DIMENSION 7 - 3

INTRODUCTORY NOTE
Dealing effectively with problem loans requires early detection. Any 
number of events can alert you and your borrower to a problem. The 
warning of a problem loan may come as a surprise, or as a result of 
a slowly deteriorating credit. Either way, when it occurs, you should 
immediately shift into your institution’s problem loan procedures. 
Each institution has its own process, and it is not the intent of this section 
to suggest that one procedure is better than another. In Dimension 7 
we present certain steps that are common to most problem loan 
approaches.

WARNING SIGNS
Nothing can be more chilling than to have a borrower walk into your 
office, hand over the keys to the plant, and say that they are unable 
to continue the operation. If the problem is a surprise, due diligence 
before funding and the subsequent monitoring of the loan were 
ineffective. (Due diligence, a term borrowed from the investment 
community, applies to the efforts of the analyst to identify the key issues 
of the credit.) The most important tool in detecting a problem loan is 
ongoing monitoring of the credit. 

Early identification of a problem loan may be documented through 
your risk-rating system or through the process of putting the company’s 
name on a watch list. Watch-listed credits are generally not those in 
imminent danger of bankruptcy. They may be identified as watch-
listed because the company has changed management or is in a certain 
industry experiencing economic difficulty. 

The earlier you can detect a potential loan problem, the more likely it is 
that you will successfully deal with the problem. 

Appearance of a warning sign does not always mean that the loan has or 
will become a problem. It does indicate, however, that you should ask 
questions. 

The causes of the problem could be financial or nonfinancial or some 
combination of both. 
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DIMENSION 7 - 4

FINANCIAL CAUSES
Your first warning of company problems is likely to come from financial 
factors. Early warning signs of company problems based on financial 
causes could include any or all of the following: 

• Late statements 

• Frequent overdrafts 

• Covenant violations 

• Late payments 

• Overadvances 

• Deteriorating trends 

LATE STATEMENTS
• Is this a new event? 

 – If so, you should find out why the statements are late and look 
for other warning signs. This may indicate that the company 
is delaying production of financial information because it has 
bad news to report.

• Is the company slow in providing other requested information? 

 – This may signal deterioration in the borrower-lender 
relationship.

• Have you responded properly to late statements? 

• When statements or other information are late, you can call the 
loan, extend the time for compliance or suggest changes in reporting 
requirements. Never ignore the breach. If you decide to call the 
loan, consult with your legal counsel first. How you initially respond 
could set a course of dealing with the company that could limit your 
options when subsequent violations occur. 
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NOTES:

DIMENSION 7 - 5

FREQUENT OVERDRAFTS
Overdrafts are signs of deterioration in the company’s cash position. 
Overdrafts are unauthorized, undocumented, and often unsecured 
loans. This is frequently the earliest indicator of a troubled company. 
Unfortunately, by the time the lender is directly affected, the company 
may already be in trouble. This may be a warning that the company has 
poor cash management, a lack of working capital, or a growing held-
check problem. You should track monthly average collected balances to 
see if there are cyclical trends or a pattern of overdrafts. It is important 
to ask questions early to prevent problems and avoid losses. Questions 
you might ask include the following: 

• Is this a new event? 

• Are the overdraft items written to suppliers? If so, this could signal a 
deterioration of supplier relationships. 

• Are the overdraft items written to the Internal Revenue Service 
(IRS)? If so, this could signal serious tax problems and lead to 
potential lender liability for unpaid taxes. 

• Have you properly responded to overdrafts? Never ignore overdrafts. 
How you respond could set a course of dealing with the company 
that could limit your options when subsequent overdrafts occur. 

COVENANT VIOLATIONS
In your view, how serious are the violations? Legal counsel, with your 
input, drafts loan agreements that are tailored to each transaction and 
borrower. Loan agreements typically contain affirmative and negative 
covenants or standards that the borrower must satisfy to continue to 
borrow. An effective loan agreement requires that timely and frequent 
financial statements be delivered. It generally includes covenants that 
permit you to monitor liquidity, leverage, and debt service coverage. 
They provide trigger points to protect the interests of the lender. 
Typically, covenants have three functions: 

1. To allow you to gain control if the company’s financial condition 
deteriorates. 

2. To ensure that a certain level of cash and other operating assets 
remains in the business. 

3. To maintain management stability in the business. 
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DIMENSION 7 - 6

Questions to ask include: 

• Have you set up an effective system for monitoring the company’s 
compliance with covenants? An early warning system is needed. 

• Have you properly responded to covenant violations? When the 
borrower violates a covenant, you can call the loan, extend the time 
for compliance or suggest an amendment to the covenant. Never 
ignore the breach. How you respond could set a course of dealing 
with the company that could limit your options when subsequent 
violations occur. 

LATE PAYMENTS
Late payments on debt are among the more obvious warning signs. This 
is typically the last sign before major problems surface. If late payments 
occur, you can call the loan, extend the time for payment or suggest an 
amendment to the payment terms. Never ignore the breach. How you 
respond could set a course of dealing with the company that could limit 
your options when future payments are late. Questions you might ask 
include the following: 

• Did the company warn you in advance that the payments would be 
late? 

• Did the company give a plausible explanation for the late payments? 

• Was the cause a temporary problem that has no permanent 
implication? 

OVERADVANCES
Overadvances on a borrowing base are a primary cause of loan loss. 
Deviations from anticipated line utilization suggest potential problems. 
When an overadvance occurs, it overrides the lending decision you 
made in granting the loan. Questions you might ask to determine the 
reason for the overadvance include: 

• Was it required to finance unanticipated growth of the business? If 
so, are you willing to finance that growth? 

• Was the overadvance caused by a slowdown in accounts receivable 
collection or other liquidity shortfalls? 

• If accounts receivable collections are slowing, why? If so, are you 
willing to continue your financing arrangement? 
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NOTES:

DIMENSION 7 - 7

DETERIORATING TRENDS
This warning sign comes in many forms. Trends to consider include: 

SLOWDOWN IN ACCOUNTS RECEIVABLE COLLECTION

• Is it a function of credit policies and collection practices? 

• What is the size of an average transaction? 

• Can the company make money on a minimum credit transaction? 

• How long does the company wait before beginning collection 
procedures? 

INCREASE IN FIXED ASSETS WITH NO CORRESPONDING 
INCREASE IN SALES

• Did the company acquire the additional assets to prepare for 
anticipated future demand or to inflate the balance sheet? An 
increase in fixed assets accompanied by a corresponding increase 
in sales would generally be a positive sign for the company. If the 
company purchases more fixed assets and does not have sales growth, 
it may not be able to service its debts. 

• What is the basis of the company’s predictions and are they 
reasonable? 

• How were the fixed asset acquisitions financed? 

• Are there purchase money security interests that would be senior to 
your collateral position? 

FIXED ASSETS FINANCED WITH SHORT-TERM DEBT

• Is the company financing assets with consideration to sources of 
repayment? 

• Is short-term debt financing the purchase of long-term fixed assets 
rather than short-term needs? 
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DIMENSION 7 - 8

DECLINING SALES

• Did the loss of a major account cause the decline? If so, does the 
company have any prospects for replacing that account? 

• Did a change in competition or new regulations cause the decline? 

• Does the company have a workable plan to meet this new challenge? 

RAPID INCREASE IN SALES

• Is the company discounting prices to increase sales? 

• Does the company have the capability to finance increased accounts 
receivable? 

• Has the company lowered its credit standards to spur sales? Is the 
company’s bad debt expense increasing? 

INCREASE IN SALES WITH NO INCREASE IN EQUITY

• Are profit margins being eroded? Rapid sales growth with consistent 
margins would be expected to result with commensurate increases 
in equity. When this does not occur, it may indicate that growth has 
been excessive. 

SLOWDOWN IN INVENTORY TURNOVER

• Has the company failed to write off non-salable or obsolete 
inventory and book the loss? 

• Has the loss occurred, but not yet been realized? 

OPERATING EXPENSES AS A PERCENTAGE OF SALES ARE 
INCREASING

• Have sales fallen? 

• What effort has the company made to reduce operating expenses? 
Operating expenses tend to be fixed in nature. Therefore, when sales 
fall, the company must make an effort to reduce operating expenses 
to keep the percentage constant. 
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NOTES:

DIMENSION 7 - 9

DRAMATIC CHANGES IN THE RELATIVE MIX OF 
ACCOUNTS RECEIVABLE AND INVENTORY

• Are the changes unusual for this company, that is, not due to 
seasonality? The balance or relationship between accounts receivables 
and inventory (and cash, of course) is not static and often changes 
over time—especially in seasonal companies. 

• Do you have a good understanding of the operating cycles of the 
company? You will need this understanding to be able to recognize 
when the balance or relationship changes in ways that were not 
expected. 

REVALUATION OF ASSETS

• Are you over lending based on an unrealistic appraisal? Companies 
revalue assets to create equity and increase borrowing capacity. 

• Is your collateral actually worth the value claimed? Revaluation 
may not be allowed under generally accepted accounting principles 
(GAAP), but sometimes occurs in compiled statements in which 
the accountant reports management’s assessments without passing 
judgment. 

MULTIPLE LIENS ON THE SAME BUNDLE OF ASSETS

• Do the liens indicate that suppliers are worried about getting paid? 

• Are the liens old enough to avoid a bankruptcy preference claim? 
In a bankruptcy, unsecured suppliers who attempt to improve their 
positions have a 90-day preference window. The presence of supplier 
purchase money security interest (PMSI) inventory liens often 
suggests serious problems exist. 

A WIDENING GAP BETWEEN GROSS AND NET SALES

• Are returns, allowances, and discounts causing a deterioration in the 
company’s gross profit margin? 

• Does the level of returns indicate poor quality or dated goods? 
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DIMENSION 7 - 10

POSITIVE CASH FLOW DERIVED FROM NON-OPERATING 
SOURCES

• When positive cash flow is being derived from nonoperating sources, 
such as sale of fixed assets, it provides evidence that the company’s 
business plan is not working. The company’s strategy may not be 
sustainable.

HIGH DIVIDEND PAYOUTS

• To whom are the dividends being paid? Except in the case of 
Subchapter S corporations, dividends do not make economic sense 
for owners who also receive a salary from the company. Dividends 
are paid from after-tax profits, on which the company has paid taxes 
and the recipient will also pay taxes. 

• Are the dividend payouts hindering the ability of the company to 
internally finance? 

LOANS/ADVANCES TO INSIDERS

• Are the loans or advances vulnerable to Internal Revenue Service 
(IRS) attack? The IRS can recharacterize loans or advances to 
insiders as dividends or salaries. You need to look carefully at these 
transactions, noting the rates, terms, and repayment provisions. 

• Are these loans having a negative impact on liquidity and working 
capital? 

CONVERSION OF SHORT-TERM BANK OR TRADE DEBT TO 
LONG-TERM NOTES

Does the converted debt have a viable source of repayment? Conversion 
of short-term debt to long-term debt changes the source of repayment 
from conversion of assets to long- term profitability. Ensuring a viable 
source of repayment is critical in converting short-term debt to long-
term. 
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NOTES:

DIMENSION 7 - 11

TAX PROBLEMS

• Has the company paid its property taxes? Nonpayment of property 
taxes places a lien on property that is superior to your lien. 

• Has the company submitted withholding taxes to the Internal 
Revenue Service (IRS)? The IRS provides that a lender that advances 
funds to a borrower for wages knowing that that the borrower 
does not intend to or will not be able to make timely payment or 
deposit of taxes can be held liable for payment of those taxes. Your 
liability is limited to 25% of the amount advanced for wages. When 
this warning sign appears you may decide to require the borrower 
to make tax payments to you and supply a stamped receipt and 
photocopy of the tax payment card. You could also require a copy 
of the general ledger each month and have statements and canceled 
checks routed through your office. 

DEBT SERVICE DEFICIENCY

• Does the company have sufficient cash flow to fund its operations 
and pay your loan? Are the owners/investors able and willing to 
provide additional capital equity? 

• Does the company have assets it could sell? 

NON-FINANCIAL CAUSES

Nonfinancial causes of company problems are not as easy to detect as 
financial ones but can be equally damaging. Nonfinancial causes may 
include the following: 

• Deteriorating supplier relationships 

• Management issues 

• Ownership issues 

• Industry problems 

• Economic cycles 

DETERIORATING SUPPLIER RELATIONSHIPS

The following may provide warning signs of deteriorating relationships 
between the company and its suppliers: 
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DIMENSION 7 - 12

DISPROPORTIONATE INCREASES IN TRADE DEBT AND 
ACCRUALS

• Is the company making late payments or partial payments to 
suppliers? 

• Have you received a rising level of inquiries from suppliers? 

• Is there a buildup of accounts payable to suppliers? When this 
happens, suppliers may impose stricter terms, including the extreme 
“pay on delivery.” They may also require the company to convert 
trade debt to notes payable and may file purchase money security 
interest liens. Your lien position could be affected. 

CONVERSION OF TRADE DEBT TO NOTES PAYABLE

• Is there an increase in notes payable and a reduction in accounts 
payable? 

• Are the changes caused by a conversion of trade debt to notes 
payable? If so, the supplier or suppliers will likely file purchase 
money security interest liens. Your lien position could be affected. 

VIOLATION OF FRANCHISE OR DISTRIBUTORSHIP 
AGREEMENTS

• Does the company have a franchise or distributorship arrangement 
with its supplier(s)? 

• Has the company violated its agreement(s)? 

• Can the violations be cured? 

• What penalties are likely? 
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NOTES:

DIMENSION 7 - 13

MANAGEMENT ISSUES
Management skills can be a primary cause of business failure. 
Inadequate management can cause or prevent resolution of problems 
(see the Management Risk Analysis discussion elsewhere in Dimension 
7). 

LACK OF A SUPPORTABLE BUSINESS PLAN AND 
FORECAST

• Does the company have a business plan and forecast? 

• Are the company’s business plan and forecast realistic? Do facts 
support them? The most common cause of problem loans is a lack of 
adequate management. Management should be able to articulate a 
defensible short and long-term strategy. 

• In what phase of development is the company? Is it an emerging, 
stable, mature or declining company? The greatest risk to the 
company and your financial institution comes in the emerging and 
declining phases (see Industry/Product Life Cycles in Dimension 1). 

INABILITY TO MEET SCHEDULED COMMITMENTS

• What is the nature of the commitments it has failed to meet? 

• What has caused the failure? Has management failed to consider the 
company’s capital requirements? 

• What has been the effect on customer relations? When management 
cannot meet production, delivery, or other commitments on 
schedule, orders get canceled, goods get returned, penalties are 
assessed, and payments are held back. The cause can be due to either 
overselling or poor planning. 

RETURN OF SOLVED PROBLEMS

• In solving problems, does the company attack the causes or only the 
symptoms? 

• How soon after being solved do the same problems reappear? 
When previously solved problems reappear within a relatively brief 
period of time, it is likely that management cannot find an effective 
solution. 

• What kind of help is available? Is there untapped management talent 
within the company? Could a financial consultant help? 
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DIMENSION 7 - 14

CAPITAL WITHDRAWALS/DIVIDEND PAYOUTS

• Have the owners withdrawn capital or paid themselves dividends? 

• Are the capital withdrawals and dividends depriving the company 
of needed capital? Growing businesses need capital in the form of 
owner’s equity and debt. Owners may expect you to finance their 
strategies while withdrawing excessive amounts of capital from the 
company. You can add covenants to loan agreements to require 
capital to be maintained at minimum levels and to require injection 
of new owner capital to meet shortfalls. 

POOR FINANCIAL CONTROLS

• Is the company’s financial information late or inaccurate? 

• Does this indicate that the company has failed to establish effective 
internal controls and systems? This usually occurs when the owners 
or managers of the business have not contracted for quality auditing 
reports or good bookkeeping systems. The best way to avoid this 
problem is to examine the company’s procedures before making the 
loan. If you find them unacceptable, you can require changes as a 
condition to making the loan. 

POORLY COORDINATED INTEROFFICE/INTRACOMPANY 
TRANSACTIONS

• Is the company divided into a number of small departments? 

• Does it have affiliates? 

• Are the transactions between departments and affiliates? Is it possible 
to clearly track those transactions? If the company has a number of 
small departments or business entities, it is important to be able to 
track ownership interests in the business entities and transactions 
among them. 
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NOTES:

DIMENSION 7 - 15

CHANGES IN PERSONAL HABITS OF OWNERS/
MANAGEMENT

• Has an owner or manager changed his or her lifestyle? 

• Has an owner or manager changed his or her personal investing 
style? 

• Have you noticed unusual personal behavior by an owner or 
manager? 

• Has an owner or manager become less willing to share information? 
You must be able to identify lifestyle changes that could distract 
owners/managers from running the business or cause them to divert 
business funds for personal use. 

SUPPORTING MULTIPLE FAMILY MEMBERS AT 
THE EXPENSE OF MANAGEMENT EXPERTISE OR 
PROFITABILITY

• Are there family members on the company payroll? 

• Do they actually work for or provide services to the company? 

• Do they add value equal to their compensation from the company? 
You should identify salary and other forms of compensation 
channeled to individuals who do not work for or provide services to 
the company. 

• Should the money being spent on family members be redirected to 
the hiring of management expertise or funding of operations? 

VENTURING INTO NEW BUSINESS OR INVESTMENT 
AREAS OUTSIDE OF PROVEN AREAS OF EXPERTISE

• Has the company diversified into new business areas? 

• How closely do the new business activities relate to the company’s 
proven expertise? 

• Does the owner or manager have any experience in the new line 
of business? When a company gets involved in new activities that 
depart from their existing business, attention gets diverted from 
the ongoing operation of the entity for which you have provided 
financing. 

• Has the company diverted funds into unrelated investments? 

• Has this left the company with insufficient operating funds? 
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DIMENSION 7 - 16

MANAGING PROFITABILITY

• Is the company managing profitability for tax reduction or has it 
mismanaged expenses? Tax minimization is acceptable as long as it is 
not considered fraud. However, extensive tax minimization strategies 
that reduce profitability can effectively reduce the company’s debt 
capacity. 

• Are you able to get a clear view of the company’s financial 
performance and condition? 

ASSET MANAGEMENT

• Is the company maintaining the condition of its operating assets? 

• Is the company properly servicing its equipment, updating its 
computer hardware, upgrading its software and protecting its 
business data? Well-maintained assets create the products or services 
that provide the cash flow to pay your loan as well as providing a 
secondary source of repayment. 

OWNERSHIP ISSUES
UNPLANNED AND UNANTICIPATED CHANGES 

• Has the company made changes in management or key personnel? 
(see Management Risk Analysis in Dimension 2) 

• Has part or all of the company been sold to new owners? 

• Do the new owners, managers, or key personnel have the ability 
to implement the company’s strategy? Changes in management, 
ownership, or key personnel can be a warning sign that a loan may 
become a problem. Your original analysis was based on the ability of 
current management to implement the company’s strategy. You will 
need to do new analysis to determine the effect of any changes. 
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DIMENSION 7 - 17

SUCCESSION PLANNING 

• Is the company dependent upon the expertise of the owner for 
success? 

• Is someone ready to step in if the owner is absent, becomes sick, 
or dies? Has the owner been unwilling to share authority or 
management responsibility? 

• Is the owner stretched too thin to be effective? 

• Is there anyone in the company who can challenge unwise decisions 
the owner may make? Succession planning requires a focus on both 
personal and business financial planning needs.

INDUSTRY PROBLEMS
• Industry segments may experience declines, despite the overall health 

of the economy. Problems common to an industry may include (see 
Industry Risk Analysis in Dimension 1): 

• Excessive regulation: 

 – Can the company comply? 

 – What does it cost the company to comply? 

 – Can the company recover the cost by increasing product 
prices? 

 – Will increased prices cause declining sales?

• Product/service life cycle 

 – Does the company sell a product or provide a service that will 
always be in demand? 

 – Will technological or other changes make the product or 
service obsolete? 
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ECONOMIC CYCLES

• Is the nation’s economy headed for a recessionary period? 

• The economy is cyclical. When serious economic downturns occur, 
almost all loans become potential problems. You must take steps to 
determine what effect the downturn will have on your borrower’s 
business.

• Is the company’s business well positioned for an economic 
downturn? 

• In a recessionary economy, consumers generally reduce spending 
for unnecessary items. Companies selling necessary items would 
likely survive. For instance, a company that makes spare parts 
for automobiles would be more likely to survive than a new car 
dealership. Consumers would put off buying new cars but need parts 
to keep their old cars running. 

ACCOUNT MANAGEMENT

There are four basic methods for dealing with a problem loan once it 
has been identified. They are as follows: 

• Workout specialist or special assets group. In this case, the account 
manager is not included in the process. The advantage of this 
approach is that the specialist or group has the expertise and time 
to effectively manage the problem loan. Their view of the credit is 
not influenced by prior relationships. The disadvantage is that the 
specialist does not have the account manager’s extensive experience 
with the account. 

• Shared responsibility. In this case, the account manager works with 
the workout specialist to manage the relationship. The special assets 
group serves as consultant, providing assistance. The credit may 
move to special assets, but the account manager stays involved to 
provide the benefit of his or her experience and knowledge of the 
credit and the company. 

• Account manager. In this case, the account manager stays with the 
account “no matter what” with no special assistance. This is the least 
desirable approach. It is unlikely that the account manager has either 
the time or expertise to effectively deal with a problem loan in a 
workout or exit strategy. 
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DIMENSION 7 - 19

• Task force approach. In this case, on any credit over a certain dollar 
level, a senior level task force is assigned to be the decision-making 
body. It provides a quick and efficient way to handle situations as 
they arise. This may be used in combination with any of the other 
methods. 

Effective use of legal counsel is necessary in any event. The cost of 
legal counsel can be high. The key is to use counsel judiciously and 
selectivity. Use counsel for legal advice, and not for structuring the 
transaction. 

GATHERING INFORMATION
When a problem occurs, it is critical to understand the range and 
scope of the issue. Gather data about the company, the economy, the 
company’s position in the marketplace, and management. First, check 
your own credit files. Much of the information you need should be 
there, including: 

• A description of the relationship between the account manager and 
the borrower. This can provide insight into the ability of the account 
manager to handle the workout and the likelihood that the borrower 
will cooperate. 

• Whether the account manager recognized the developing problem 
and took effective early measures to deal with it. 

• Financial statements or correspondence that may provide clues to the 
cause and nature of the problem. Correspondence may reveal a basic 
people or communication problem. 

• Whether there is legal vulnerability or advantage. A review of 
documents may reveal deficiencies that can be corrected. 

• Whether there are potential debtor defenses. The files can be 
subpoenaed. Do they include subjective comments that may indicate 
account manager bias or unfairness? Is there indication that the 
financial institution was controlling the borrower? 

• Talk to others in the industry; speak with companies of similar 
size in the same economic environment and with the company’s 
customers and vendors. Talk to other financial professionals about 
firms that are in the same industry, that are the same size, or that 
operate in similar markets. 
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DIMENSION 7 - 20

In this section, we will review the following elements of gathering 
information: 

• Documentation review 

• Lien searches and evaluation of collateral 

• Financial analysis 

• Management and operations 

• Industry positioning 

• Financial problems 

• Survivability analysis 

• Risk level/classification 

• Analytical aids 

• Special concerns in the analytical process 

DOCUMENTATION REVIEW
The first thing you should do at the sign of a problem is a complete 
documentation review. Typically 60% of files reviewed at the time they 
become problem loans have major documentation deficiencies. Your 
position is only as strong as the documents you have to support it. You 
must review the following types of documents: 
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DIMENSION 7 - 21

AUTHORITY DOCUMENTS

Authority documents include borrowing certificates or resolutions 
and incumbency certificates. These documents tell you who is legally 
qualified to borrow and under what circumstances. You also need 
to discover whether the documents cover all borrowing or grant 
limited authority (see Borrowing Entities Authority and Execution in 
Dimension 6). 

NOTES 

• You need to determine who signed the notes and whether they were 
authorized to do so. 

• Have the notes matured? 

• Have overadvances been made? 

• Do they include a clearly stated interest rate and repayment 
schedule? 

• Is there an upset interest rate? That is, does the rate automatically 
increase if the borrower is in default? 

SECURITY AGREEMENTS AND FINANCING STATEMENTS

Two kinds of key documents involved are security agreements and 
financing statements. Security agreements are used to grant security 
interests in assets. Financing statements are filed to perfect those 
security interests. 

• Did the proper person(s) sign the security agreements? 

• Have the financing statements been filed in the correct locations? 

• Are the financing statements still valid? 

• Do the security agreements and the financing statements correctly 
name the debtor using the actual name of the debtor and not a trade 
name? 

• Do they adequately describe the collateral, either specifically or by 
type? 

• If the collateral includes accounts, do you have current lists of your 
borrower’s customers? 
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DIMENSION 7 - 22

MORTGAGES/TRUST DEEDS 

If the documents include mortgages or deeds of trust, did the proper 
person(s) sign them? (see Security Documents, Deeds of Trust, 
Mortgages in Dimension 6) 

• Were they correctly recorded in the proper office(s)? 

• Is there a title report or policy? 

• Is the legal description clear and consistent among all of the 
documents? 

ASSIGNMENTS (LEASES/RENTS), LANDLORD WAIVERS 

• Are the assignments general or specific? 

• Is there a landlord waiver? 

• There should be a landlord waiver in the file if your collateral is 
equipment affixed to real property or is equipment or inventory 
located on leased premises. Without a landlord waiver you may not 
be able to get physical possession of the property. 

ENTITY VERIFICATION 

• You must confirm the exact form of the borrower’s name with state 
or local offices in which the borrower was required to register to 
establish its existence. 

• Is the borrower’s name consistently used in all documents? (see 
Borrowing Entities, Authority, and Execution in Dimension 6) 

• Are all of your documents dated later than the date of the 
registration? If not, they may not be enforceable against the 
borrower. 
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DIMENSION 7 - 23

GUARANTIES 

• What type of guaranty is involved? 

• Is it a guaranty of payment or collection? Most banks’ forms of 
guaranty are guaranties of payment. With a guaranty of payment the 
guarantor pays the full amount of debt on demand. With a guaranty 
of collection you may be able to require the guarantor to pay, but 
you must exercise all remedies against the borrower first. 

• What is the amount of the guaranty? 

• Is it limited or unlimited? 

• If the guarantor is not directly involved in the business, do you have 
proof that the guarantor has been notified of significant changes in 
the borrowing relationship? If not, the guaranty could be subject to 
challenge. 

LOAN AGREEMENTS 

• Is there a loan agreement? If not, your ability to act will be severely 
limited. 

• What provisions are in the agreement? (see Content of Loan 
Agreements in Dimension 6) 

• Have you previously waived breaches? If a violation or breach has 
been ignored, it could be considered a waiver. The waiver could be 
used to challenge the entire agreement and make it less enforceable. 

• What notice provisions are included in the agreement? You will need 
to make certain that proper notices are given before you take action. 
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DIMENSION 7 - 24

LIEN SEARCHES AND EVALUATION OF 
COLLATERAL
DETERMINATION OF LIEN PRIORITIES

You must order lien searches and obtain copies of all filings to 
determine whether you have senior liens on collateral. Searches must 
be ordered from all locations in all states where financing statement 
filings were required at the time the loan was made. Where possible you 
should order Department of Motor Vehicle searches to determine all 
of the borrower’s vehicles licensed in the state. This search may reveal 
unencumbered assets that can be used as part of a workout plan. Privacy 
laws in some states make motor vehicle lien information difficult to 
obtain. 

STATUS OF TAXES

Does the company have delinquent tax obligations? You must 
investigate federal, state, and local sources. If tax liens exist, they may 
have priority over your perfected liens. 

STATUS OF LAWSUITS OR JUDGMENTS 

Money judgments can trigger a defensive bankruptcy, which means that 
your borrower may file a petition in bankruptcy to prevent seizure of 
assets by judgment lien holders. If lawsuits are pending or judgments 
have been handed down, you must factor the risks into your workout 
plan. You should ask your legal counsel for an assessment of the risks 
involved. 

QUANTITATIVE AND QUALITATIVE ANALYSIS OF 
COLLATERAL

• Start a collateral audit as soon as possible. 

• Obtain current accounts receivable agings and equipment lists. 

• Conduct an inventory audit. 

• Obtain current third party valuations and appraisals, where needed, 
to confirm asset value. Expert opinions are more costly, but add 
value in the event court action becomes necessary. 

• Do a going concern value analysis to determine the value of assets if 
sold as part of an ongoing business. 

• Do a liquidation value analysis to determine the value of assets if 
disposed of in a liquidation sale. 
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DIMENSION 7 - 25

FINANCIAL ANALYSIS
Obtain and review the following: 

• Updated accrual basis financial statements and projections prepared 
by an independent accountant. Only an independent accountant has 
an entire view of the company and no bias toward management. The 
accountant has a professional duty to be accurate and complete. 

• Inventory valuation analysis. First in first out (FIFO) vs. last in first 
out (LIFO). The use of LIFO tends to increase the cost of goods sold 
in a period of inflation. It may mean that the company’s profits are 
understated and there may be a LIFO reserve. 

• Pro forma cash budget and profit plan for the next 12 months. It 
must include accrual profit and loss numbers, a month-to-month 
rolling budget, and an analysis of borrowing needs. The ability to 
preserve and generate cash is the key to the company’s survival in the 
short term. The cash budget details the sources and uses of cash and 
the resulting excess or shortage for each period. 

• Capital budget. This schedule of proposed capital expenditures helps 
identify prospects for cutbacks, deferrals, or elimination. These are 
opportunities to reduce cash outflow. 

• Breakdown of obligations owed to you by owners of the business, 
guarantors, and affiliates of owners and guarantors. 

• Tax returns for the business entity and guarantors. The returns reveal 
important information including dividend interest income, debts, 
assets, and partnerships. 

• Updated personal financial statements (compare to previous years).

• Debtor’s exam. A debtor’s exam is a non-judicial procedure in which 
the borrower submits to a deposition-like questioning under oath 
in the presence of a court reporter. When used selectively, it can 
be valuable in revealing assets that you can encumber as part of a 
workout. 

• Depreciation schedules. Look for unencumbered assets. 

• Records of debt owed by borrower, owners, guarantors, and affiliates 
to your financial institution and to other creditors. It is important to 
cover all areas were money can exit. 

Inform all administrative and customer contact personnel (including 
those who answer the phones) of the changed circumstances. Legally 
they are presumed to know all that you know. You must make certain 
they do. If not, they may make inaccurate responses to credit inquiries 
and expose your bank to liability. 
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DIMENSION 7 - 26

MANAGEMENT AND OPERATIONS
Review management strategy and operations, including: 

GENERAL MANAGEMENT CAPACITY (SEE MANAGEMENT 
RISK ANALYSIS IN DIMENSION 2) 

• How well defined is the company’s organizational structure? Is there 
a clear chain of command? Are job responsibilities clearly defined? 

• What is the forum for policy setting and major decisions? Which 
managers participate? 

• Can the company define its business and outline its goals and 
objectives? What is the quality of the company’s forecasting and 
planning? 

• Can management define key items that must be controlled? Are 
there systems in place to monitor them? 

• Are management reports of reasonable quality, thoroughness, scope, 
and frequency? 

• Does the company have adequate accounting systems? The auditor’s 
management letter should be reviewed. This documents material 
operational issues found deficient within the company’s financial 
control systems that could represent considerable risk. You should 
also obtain a copy of the company’s response. 

• Does the company have an effective inventory management system? 

• What is the quality of the company’s inventory as it relates to 
regulations and codes, state-of-the-art technology, taste, style, and 
cost (inclusive of operating expenses)? 

• Does the company have financial standards and goals for such things 
as financial leverage, profitability, cash flow, and growth? 

• Are monthly cash and credit needs understood and projected with 
accuracy? 

• Can the company generate reliable cost data? 

• What is the company’s marketing strategy? Is there a detailed plan 
that  includes advertising, pricing, and distribution to support it? 

• How often is a market and competitive assessment made? How does 
the company determine customer preferences and satisfaction?
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DIMENSION 7 - 27

CRISIS MANAGEMENT CAPACITY 

• Has the company previously faced crisis situations? If so, was current 
management in place at that time? How did they handle the crisis? 

• If inexperienced, does current management have the capacity to deal 
with crisis? 

• What is management’s assessment of the situation? Is it realistic, 
overly optimistic or too pessimistic? 

• Has management developed a plan to deal with the problem? Is 
it sufficiently specific with outlined objectives, responsibilities, 
timetables, and costs? 

• Has management sought outside or professional advice? 

• How committed is management to the plan? 

MANAGEMENT CONTROLS

ACCOUNTS RECEIVABLE 

• How are credit checks performed on customers and potential 
customers? What sources are used? How often? 

• Are credit limits and terms established for individual customers? 
Who sets them? What guidelines are followed? 

• Who has final approval on a sale—the salesman, manager, or credit 
person? 

• Can the company readily produce an accounts receivable aging? 

• What percentage of receivables is past due? What past-due 
percentages are considered acceptable? 

• What procedures are followed to collect past dues? Who collects 
them? When are they turned over to a collection agency? 

• What is the company’s charge-off policy? What has the company’s 
loss experience been? 
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DIMENSION 7 - 28

INVENTORY/PURCHASING 

• What are the company’s purchasing procedures? How are purchase 
orders originated and approved? Who has final authority? 

• On what basis are suppliers selected? How are they screened for 
quality and dependability? 

• Are there major suppliers that provide more than 15–20% of the 
company’s product? What is known of the suppliers’ financial 
condition and management? 

• Is the company using perpetual or periodic inventory methods? Is 
inventory computerized with automatic reorder levels? 

• How often are physical inventory counts taken? 

• How often and on what basis are inventory write-downs made? 
What has past experience been? 

INDUSTRY POSITIONING

The company’s performance should be measured against competitors 
and peers in the industry. The industry should be analyzed to determine 
its basic characteristics and expectations for turnaround (see Industry 
Risk Analysis in Dimension 1). For example, if the industry has 
matured, growth will have stagnated, competition will be severe and the 
strongest and best-managed will survive without major realignments. 
Factors to review include: 

COMPETITORS

• How many competitors does the company have? 

• How easy would it be for other competitors to enter the market, thus 
increasing competitive pressures? 

• What is most important—price, quality, or other factors—in 
determining the company’s market share? 

• What is the company’s perceived position within the industry and 
the community? 

MARKET SHARE BREAKDOWN

• What is the company’s market share? 

• Is the trend up or down? 
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DIMENSION 7 - 29

CUSTOMER BASE

• Is there a sales concentration in a few large customers or is there a 
broad customer base? 

• What is the general financial and business condition of the 
customers? 

• Is there a trend in the customer base? 

• What are the prospects for obtaining new customers? Are the 
prospects based on an objective analysis? Management projections 
can be subjective and not always useful in evaluating a project’s 
viability. 

INDUSTRY SALES TRENDS 
• How do the company’s sales trends relate to industry sales trends? 

• Can industry sales problems be solved? 

• Can the company outperform the industry by taking a bigger market 
share? 

FINANCIAL PROBLEMS
QUESTIONS TO ANSWER

You should consider the following issues in your analysis:

• What are the amount and timing of withdrawals and salaries paid to 
owners of the business? 

• Are there LIFO reserves? What is the level of those reserves? 

• Are there excess non-earning assets? What are they worth? Are they 
salable? 

• What is the cost of retaining existing leases? Are they needed? Can 
they legally be terminated? 

• Are there long-term contracts? Are they needed? Can they legally be 
terminated? 

• Are there held checks and book overdrafts? What is the amount of 
exposure? 

• What do you expect the company’s cash needs to be over the next 90 
days? 
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DIMENSION 7 - 30

• Does the company have the ability to reduce its general and administrative expenses? By how much and for 
how long? 

• What is the level of the company’s current accounts receivable and accounts payable? Are aging lists up to date? 

• What is the status of current rent rolls? 

• What will the impact be on a break-even analysis if some of the lower margin products or services are 
eliminated? 

• Will the company lose more money by continuing to operate or by shutting down? If in bankruptcy, will 
your claims be fully secured? Is there the potential of successful challenges to your claims? (see Bankruptcy 
Considerations elsewhere in Dimension 7) 

• Is there a surplus or deficiency in the borrowing base? 

• Are there outside sources of risk capital? How much is available? How soon can it be obtained? 

• Is there a debt-service deficiency? Would restructuring enable the borrower to service its debt? If other creditors 
are involved, would it be possible to enter into an intercreditor agreement with them? 

CALCULATING A DEBT-SERVICE DEFICIENCY

NEEDS SOURCES

Existing operational (bank) debt 

Accounts payable

Accruals

Term debt payments

Overdrafts or held checks

Asset acquisition needs

Less

Margined accounts receivable borrowing base 

Margined inventory borrowing base 

Equity capital 

Extended trade creditor terms

Asset sales

To complete the calculation, subtract the sum of the items listed under Sources from the sum of the items listed 
under Needs. If the result is a positive number, a debt service deficiency exists. 
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Examples: 

COMPANY A

NEEDS AMOUNT SOURCES AMOUNT
Existing operational bank debt 85,000

Accounts payable 230,000

Accruals 0

Term loan payments 55,000

Overdrafts or held checks 0

Asset acquisition needs 80,000 

Total needs 450,000

Margined accounts receivable  
borrowing base 160,000 

Margined inventory borrowing base 200,000

Equity capital 150,000

Extended trade creditor terms 45,000

Asset sales 0

Total sources 555,000

COMPANY B

NEEDS AMOUNT SOURCES AMOUNT
Existing operational bank debt 185,000

Accounts payable 230,000

Accruals 25,000

Term loan payments 55,000

Overdrafts or held checks 0

Asset acquisition needs 80,000 

Total needs 575,000

Margined accounts receivable  
borrowing base 160,000 

Margined inventory borrowing base 200,000

Equity capital 50,000

Extended trade creditor terms 45,000

Asset sales 0

Total sources 455,000

Total needs of $575,000 – Total sources of $455,000 = $120,000 

Company B has a debt service deficiency. 
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DIMENSION 7 - 32

SURVIVABILITY ANALYSIS
Key questions to ask about the company include: 

• Can the borrower survive? If not, there’s no need to proceed further 
with a workout. You should adopt an exit strategy. 

• What resources are necessary to survival? 

• Where will the money come from? 

 – From the owners? 

 – From third parties, such as, investors, guarantors, or 
governmental agencies? 

 – From you? If so, how much risk capital are you willing to 
provide? 

RISK LEVEL/CLASSIFICATION
When a warning sign(s) appears you should conduct a complete credit 
analysis. Use the procedures and tools you would normally use to risk 
rate credits. This will determine whether the loan should be classified 
and may indicate that further steps are needed to deal with perceived 
problems. 

You should rely upon an independent accountant as the best source of 
information to verify the accuracy and reasonableness of information 
about the company provided to you by management. 

ANALYTICAL AIDS
The following are helpful tools for analysis: 

• On-site analysis. Evaluate the facility, management, and quality of 
inventory. You cannot properly evaluate a project by telephone or 
from pictures in an appraisal. 

• Industry or peer group analysis. Tools include RMA’s Annual 
Statement Studies and your credit files. It is important to compare 
a company’s performance with both a successful and a classified 
account. 

• Turnaround or management consultants. This can be costly. There 
are lender liability risks if you select the management consultant for 
the company. You could, however, hire an examiner to analyze your 
financial institution’s risk. 
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DIMENSION 7 - 33

• Break-even analysis. What is the company’s sustainable growth rate? 
At what rate can the company increase sales with no change in equity 
or operating debt? This is a simple and fast method to identify areas 
in which the company can create cash flow. 

• Performance or trend line analysis. The slope and mass of a variable 
determine the company’s ability to reverse trends. Has there been a 
large percentage drop in unit sales and sales dollars? Has the change 
been gradual or occurring over a short period of time? 

• Computer modeling. How reasonable are the company’s projections 
given actual historical performance? 

BREAK EVEN ANALYSIS

Step 1.  Classify costs as fixed or variable.

Step 2.  Determine variable costs (VC) as a percentage of sales.

Step 3.  Determine contribution margin ratio (CMR).

 CMR = 100% - Variable costs

Step 4.  Calculate break-even sales.

Fixed costs
=

Break-even

CMR Sales $

Fixed costs
= Break-even units

(Price per unit) - (Variable costs per unit)
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DIMENSION 7 - 34

EXAMPLE:

Step 1.   Total costs of $3,000,000 classified as $970,000 fixed cost (FC) and $2,030,000 variable cost (VC).

Step 2.   Sales = $2,900,000. $2,030,000 (VC) divided by $2,900,000 (sales) = .70

Step 3.   Contribution margin rate (CMR) 100% - 70% (VC) = 30%

Step 4.   $970,000 (FC) divided by 30% (CMR) = $3,233,333 (break-even sales $)

 12,000 (P/unit) - $8,400 (VC/unit) = $3,600

 970,000 (FC) divided by $3,600 = 296 (break-even units)

You may also use an alternate approach, i.e. divide the aggregate sales breakeven by the unit sales price, to arrive at 
the same answer as the first formula.

BREAK EVEN MATRIX

UNITS DOLLARS

Break-even level
Fixed costs Fixed costs

(P/unit) – (VC/unit) CMR

Sales level to make a profit
Fixed costs and profit Fixed costs and profit
(P/unit) – (VC/unit) CMR

EXAMPLE: 

Break-Even Level. 

$970,000 (fixed costs) divided by $3,000 ((P/unit) – (VC/unit)) = 323 units. 

$970,000 (fixed costs) divided by .30 (CMR) = $3,233,333 sales level. 

Sales Level to Make a Profit. 

$970,000 (fixed costs) + $50,000 (profit) = $1,020,000 (fixed cost and profit) 

$1,020,000 (fixed cost and profit) divided by $3,000 ((P/unit) – (VC/unit)) = 340 units. 

$1,020,000 (fixed cost and profit) divided by .30 (CMR) = 3,400,000 sales level 
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DIMENSION 7 - 35

SPECIAL CONCERNS IN THE ANALYTICAL 
PROCESS
The following are special concerns that may arise as you conduct your 
analysis: 

DOCUMENTATION FLAWS 

• How serious are they? 

• Can they be cured? 

• At what cost?

HISTORICAL RELATIONSHIP 

• What is the customer’s history with your financial institution? 

• In the course of dealing with your customer, is there anything that 
could expose you to lender liability claims?

METHOD OF DEALING WITH THE CUSTOMER 

• Have you treated the customer professionally and responsibly? 

• Do you have documentation to show that your actions are not 
arbitrary, capricious, or arrogant in dealing with the problem credit?

 OTHER CREDITORS 

• What is the attitude of each? 

• Is there any willingness to share the risk?

ABILITY TO IMPROVE YOUR COLLATERAL POSITION 

• Are there unencumbered assets? 

• Can you obtain additional collateral without being unfair to third 
parties? A bankruptcy court has the ability to subordinate your 
claim to those of unsecured creditors if the court finds that you have 
unfairly gained an advantage over them. This is called equitable 
subordination.
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ABILITY TO DOWNSIZE 

• Can the borrower sell off non-earning assets to reduce debt or 
operating expenses? 

• Can the borrower make staff reductions?

SOURCES OF RISK CAPITAL 

• Where can the company obtain money to fund ongoing operations 
during a turnaround attempt? 

• Are the owners willing to inject new capital? 

• Are there non-recourse transactions, that is, transactions into which 
the company has entered that can be avoided without recourse?

LOSS ANALYSIS 

• Is the risk of loss from continuing in the credit greater or less than 
the probable loss in liquidation or bankruptcy? 

• Is costly litigation likely?

LEGAL ISSUES 

• If collateral includes real estate, are there environmental issues? (see 
Environmental Risk Analysis later in Dimension 7) 

• Is a bankruptcy filing likely? 

• Are there potential lender liability claims? Explore the ability to 
obtain a waiver or release as part of a workout agreement. 
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DEVELOPING PROBLEM LOAN 
STRATEGIES
After you have identified a problem, you must develop a strategy. Costs 
will be involved. They will include: 

• Legal expense. Do not accept poor quality legal advice in order to 
save money. You should request an initial fee estimate and updated 
estimates as the case progresses. 

• Administrative expense. Administrative costs make it impossible to 
achieve an acceptable return on a problem loan. 

• Reputation. The cost of a damaged reputation may be one of the 
highest costs associated with problem loans. Excessive loan problems 
can cause damage to a financial institution’s reputation in the eyes 
of its existing and potential customers, providers of funds, and the 
investment and financial community. 

• Personnel expense. A bank that is encountering extensive loan 
problems frequently loses its best people. They may see their long-
term career prospects jeopardized by association with a problem 
financial institution. 

• Borrowing expense. When a financial institution is perceived as 
having an excessive number of problem loans, the marketplace will 
charge the institution more for funds. 

• Lost opportunity. Opportunities for normal growth and expansion 
are limited for the organization that finds itself struggling with 
excessive loan problems. Some financial institutions find the costs so 
steep that their very existence is threatened. 

You have two choices. You can either choose a workout solution with a 
goal to improve the credit, or an exit strategy to move the credit out of 
your financial institution. 



NOTES:

C
RC

 U
S 

Bo
dy

 o
f K

no
w

le
dg

e
DIMENSION 7 - 38

WORKOUT RESOLUTION: SAVING THE CREDIT
A workout resolution is the most probable option. When warning signs 
are recognized early enough, it may be possible to save the credit and 
limit your loss. 

GAINING CONTROL OVER YOUR EXPOSURE

Gain control over your exposure by doing the following: 

• Manage the loan to the collateral level. 

• Re-size your line of credit availability to an amount that is 
appropriate to your earlier financial analysis findings. Apply line 
limitations and restrictions, such as limiting or eliminating advances 
against inventory, to help ensure your exposure is covered by the 
most liquid collateral possible.

• Shore up all deficiencies including loan documentation, loan 
structure, and advance rates early in the process. 

• If you do not currently apply advance rates, engage the help of 
a qualified field examiner to determine eligible collateral and to 
recommend appropriate advance rates.

• Consider a cash collateral account and lockbox together with a 
borrowing base certificate requirement to manage the loan-to-value 
position. 

• If the borrower is undercollateralized, add collateral or design a plan 
that allows the borrower to phase back into compliance with an 
acceptable loan-to-value position. 

• Have your legal counsel draft a comprehensive loan workout 
agreement. 
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ADDING COLLATERAL 

If you identified unencumbered assets during your review, you could 
require the borrower to grant security interests or mortgage interests in 
those assets to secure the loan. When you take additional collateral you 
need to be aware of two issues: 

• You must be able to prove that you gave value for the new collateral. 
If no new funds are being advanced you need to be able to prove 
you waived an event of default, extended the time for payment or 
otherwise gave up some right. 

• Even if you can prove you gave value, the new collateral can be lost 
if the borrower either files a petition in bankruptcy or has one filed 
against it within 90 days after you obtain the new collateral. The 90 
days is the bankruptcy preference period and applies to transfers of 
assets (new collateral) to secure an already existing debt. If the lender 
is deemed an insider, the period would become one year rather than 
90 days. 

GUARANTIES 

You could obtain guaranties to bolster a troubled credit. You need to 
determine whether the guaranties add strength to the credit and are 
enforceable. A guaranty is not enforceable unless it is supported by 
present or future consideration. In this situation, you would be taking 
guaranties in connection with a loan that already exists. You would have 
to prove that you had loaned more money, waived an event of default, 
extended the time for payment or otherwise given up some right in 
exchange for and reliance on the guaranties. Even if you could prove 
you gave present or future consideration, a new guaranty could be lost 
if the guarantor either filed a petition in bankruptcy or had one filed 
against it within 90 days after you obtained the new guaranty. The 90 
days is the bankruptcy preference period and applies to transfers of 
assets (new collateral) to secure an already existing debt. If the lender is 
deemed an insider, the period would become one year rather than 90 
days. 

If you have a Small Business Administration (SBA) guaranty, you 
must notify the SBA of the problem loan and obtain their consent to 
workout and/or liquidate as required in SBA rules and regulations. 
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 OTHER SUPPORT 

Third party security interests and subordinations are additional types of 
support that could be obtained to bolster a troubled credit: 

• A third party security interest is a collateral interest obtained from 
a party other than the borrower or a guarantor (see Third Party 
Support, Collateral Agreements, and Collecting from a Third Party 
Security Interest Grantor in Event of Default in Dimension 6). 

• A subordination agreement could cover either debt or a collateral 
position. The subordinating creditor agrees to take a junior position 
to your institution as to repayment of debt or distribution of 
proceeds from collateral sales. Bankruptcy courts generally honor 
subordination agreements. However, the subordination can be lost 
if the subordinating creditor either files a petition in bankruptcy 
or has one filed against it within 90 days after you obtain the 
subordination. The 90 days is the bankruptcy preference period and 
applies to transfers of assets (subordinations) in connection with an 
existing debt. If the lender is deemed an insider, the period would 
become one year rather than 90 days. 

BUSINESS PLAN 

If you want to save the relationship rather than exit, you should require 
the company to establish a realistic business plan. This is the most likely 
strategy to assist the company in returning to profitability. 

FINANCIAL CONSULTANT 

If the borrower cannot establish a realistic business plan to improve 
performance, an outside consultant or turnaround specialist may be 
able to help management revive the company. This can be especially 
effective if your analysis has shown that many of the company’s 
problems are related to management and operational issues. You cannot 
require that the company hire a consultant named by you, because this 
would expose you to a lender liability risk. 
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EXIT STRATEGY
We will now discuss various options and procedures for exiting the 
credit. 

OUTPLACEMENT AS AN OPTION

Once you decide on outplacement, there’s usually no going back. 
Irreparable damage can be done to the relationship. Changing your 
mind could involve course-of-dealing and waiver issues that could be 
raised in lender liability actions. 

KEY QUESTIONS TO ASK

• Do you want this borrower? 

• Has the borrower done something that has reduced your confidence 
in them? For instance, did the borrower sell collateral without telling 
you and not use proceeds to pay down the loan? 

• Will your financial institution’s reputation suffer from outplacement? 
Do you want to be known as the lender that moves customers out? 

• What are the consequences of outplacement for you? The risk of 
loss from continuing in the credit may be less than the risk of loss in 
bankruptcy or litigation. 

• What will be the cost to your financial institution if the loan 
becomes a non-performing asset? 

• What will be the cost of managing the credit? 

• What will be the costs in litigation? 

• What is the cost of lost opportunity? 

ISSUES TO CONSIDER

• Can the borrower refinance with another financial institution? The 
ability to transfer marginal credits varies from market to market, 
depending on how aggressively lenders are seeking new business. 

• What is your history with the borrower? 

• Is the borrower’s current condition worse than it has been in the 
past? 

• Have you routinely waived defaults in the past? If so, why are you 
changing your attitude toward borrower’s defaults? 
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• What is management’s ability to adapt in a crisis? You should grant 
extensions if the borrower 1) is making substantial progress toward 
obtaining takeout financing, 2) has a firm purchase commitment 
for sale of an asset that will result in reduction of your debt, or 3) 
is providing other forms of consideration sufficient to warrant a 
reasonable extension period. 

• Are economic factors part of the company’s problem? Are they likely 
to get worse or are they likely to improve? 

• Is the industry (service/product) in which the company is engaged 
viable? (see Industry Risk Analysis in Dimension 1) 

EFFECTIVELY COMMUNICATING THE DECISION

You should communicate your decision to the borrower in a face-to-
face meeting and confirm the decision in writing. Provide the letter to 
the borrower at or immediately after the meeting. 

PROVIDE ADEQUATE NOTICE

Loan agreements typically require notice periods of 10–15 days for 
normal defaults. Adequate notice of a decision to exit a credit is usually 
90–120 days, unless the project is very complex or your past course of 
dealing with the borrower has included longer notice periods. Obtain 
and keep evidence of delivery of notice. 

CONTENT OF NOTICE

• Be simple and direct. Avoid citing specific reasons; otherwise, the 
borrower may attempt to invalidate them. Address the following: 

 – You will not honor overdrafts. 

 – You will make no payment of checks against uncollected 
funds. 

 – Outline the conditions under which you may be willing to 
make advances. 

 – Provide a copy of the letter to all guarantors. Have the 
borrower and each guarantor sign a copy and return it to you. 
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ANOTHER LENDER
There are lenders that have a higher tolerance for credit risk who may 
be willing to assume the debt. You may be able to sell your loan at a 
discount. If you have done an effective review of the problem loan, the 
discount you give today will most likely be less than the loss you could 
suffer in foreclosure, litigation, or bankruptcy. If you decide to sell the 
loan, you must fully disclose to the buyer all that you know about the 
relationship. For instance, if you have a customer that has rapid growth 
but limited capital, causing over-advances on its line of credit, the best 
strategy could be to move the loan to an asset-based lender. 

LIQUIDATION

This option is only suggested when there is a high probability that this 
is your only source of repayment. You can expect a charge-off and the 
business and its entrepreneurs will lose their entire investment. 

CALL ON GUARANTOR

Most guarantors never expect to be called upon to pay. In many 
cases guarantors look for ways to avoid having to pay. Many states 
provide guarantors with legal defenses that make collection difficult. 
Your position will be strengthened if you have obtained and kept 
evidence that the guarantor understood the terms of the loan that was 
guaranteed. This is easy if the guarantor is someone directly involved in 
the business, more difficult if the guarantor is not involved. If you have 
obtained written consent from guarantors to subsequent changes in the 
loan, you will have a better chance of enforcing your guaranties. 
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BANKRUPTCY CONSIDERATIONS
When financial burdens become too difficult, many borrowers and 
guarantors seek protection in bankruptcy court. When this happens you 
should immediately inform your legal counsel and turn the matter over 
to an attorney. Two bankruptcy considerations will immediately affect 
you and your relationship with the filer: 

• You will need to determine whether you have benefited from a 
preference. 

• You will also have to know and follow the automatic stay rules. 

PREFERENCE PERIOD
The trustee in bankruptcy has the power to void some transfers of 
a debtor’s property made within certain time frames prior to the 
bankruptcy petition filing. Both voluntary and involuntary transfers 
are included. Payments made by the debtor to the lender could be 
reversed. The trustee could also recover property seized by you prior to 
the filing. A avoidable preference is a transfer of an insolvent debtor’s 
money or other property to a creditor as payment on a debt, which 
gave that creditor a greater percentage of repayment. Besides payment 
of money and seizure of property, voidable transfers include grants of 
security interests, perfection of unperfected liens, and attachments of 
involuntary liens. The preference periods are: 

• 90 days for non-insiders. The trustee would have the ability to 
reverse only those transfers that occurred within the 90 days prior 
to the petition filing. You would be allowed to retain regularly 
scheduled loan payments made during that time. 

• One year for insiders. The trustee would have the ability to reverse 
only those transfers that occurred within the one year prior to the 
petition filing. As the term implies, insiders are persons operating the 
debtor’s business. A creditor could also be categorized as an insider 
for preference purposes. This would happen if the bankruptcy court 
found that the creditor had become involved in the day-to-day 
operations of the debtor’s business. This would be deemed excessive 
control. 
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AUTOMATIC STAY
An automatic stay comes into place immediately when a petition 
in bankruptcy is filed. At that point, all actions to collect a loan are 
prohibited. You must close all accounts of the borrower and open new 
ones as debtor-in-possession accounts. You may not legally: 

• Commence or continue any judicial, administrative, or legal process 
against the debtor. 

• Enforce a judgment against the debtor or its property obtained prior 
to the filing. 

• Obtain possession or exercise control over the property of the 
borrower. 

• Create, perfect, or enforce any lien against the property. 

• Collect, assess, or recover a claim against the debtor that existed 
before the filing. 

• Set off any claim against the debtor for debt that existed prior to 
filing. 

• The automatic stay does not stop any action taken against a 
guarantor to recover a claim that arose before the filing. 

LENDER LIABILITY
When a financial institution sues to collect a debt, it is often faced with 
a borrower counterclaim that the institution be found liable for some 
action it took or failed to take. These counterclaims are called lender 
liability claims. The following are among the theories put forth in such 
claims: 

• Failure to negotiate in good faith. 

• Interference/control risk. 

• Failing or refusing to lend. 

• Improper acceleration or foreclosure. 

• Exchange of credit information. 

• Breach of fiduciary duty. 
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FAILURE TO NEGOTIATE IN GOOD FAITH
Many lenders send letters to customers representing that they would 
lend certain amounts at a certain rate for a certain period of time 
(basically a commitment letter) subject to certain factors. These factors 
could include: 

• Financial statements and other information to be provided by 
management. 

• Collateral requirements. 

• Appraisals. 

• Proof of corporate existence. 

• Negotiated terms in the loan agreements. 

The lender feels protected from a final commitment by language that 
typically states that the loan “will be at the lender’s sole discretion” or 
the loan will be “contingent upon the lender’s satisfaction with the 
company’s response and the execution of acceptable documents.” 

COMMITMENT LETTER RISK 

The problem with commitment letters is that, in a dispute, a court must 
judge (frequently in the absence of any further information) whether 
your decision not to fund a loan was based on evidence that is clear. 

For example, courts have found that when a borrower refused to execute 
the lender’s loan documents, it was because they contained clauses that 
were not included in the commitment letter and that the lender should 
have known would be unacceptable to the borrower. Even though the 
commitment letter included such a statement, as “borrower will execute 
documents in a form acceptable to the lender,” the court could decide 
that the lender did not negotiate the additional terms in good faith. 
Unacceptable terms include standard clauses such as waiver of jury 
trials, confessions of judgment, and exclusive jurisdiction. 

PROTECTING THE FINANCIAL INSTITUTION 

You can protect your financial institution in several ways. If you don’t 
intend to commit, don’t send a commitment letter. If you send a 
commitment letter, have it drafted or reviewed by your legal counsel 
and include as many of the loan documents, including clear definitions 
of terms and conditions, as are available. 
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COMMENTS 

Disputes over what was said between the two parties can cause lender 
liability suits to occur. Whenever you meet with the borrower, have 
another representative of your financial institution with you and 
document what transpired for the credit file. 

INTERFERENCE/CONTROL RISK
This risk arises when you interfere with or control a borrower’s business 
to the extent that you dominate the borrower and misuse that control 
for your own purpose, i.e., repayment of your loan. A court may hold 
you liable for any damages that result to the borrower or any third 
parties. 

PROTECTING THE FINANCIAL INSTITUTION 

To avoid interference/control risk, do not: 

• Attend or solicit others to attend the borrower’s board meeting on 
your behalf. 

• Serve or have another employee of your financial institution serve on 
the borrower’s board. 

• Exert or appear to exert pressure on the borrower’s board. 

• Involve yourself in the selection of the company’s management or a 
consultant to management. 

• Involve yourself in the direction or development of the firm’s 
strategic or tactical plans. 

• Make suggestions to management as to which of the firm’s checks 
should be honored or returned. 
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FAILING OR REFUSING TO LEND
Many lenders provide discretionary lines of credit to borrowers with a 
demand note evidencing an obligation to repay advances. Under these 
credit facilities, the lender reserves the right, at its sole discretion, to 
refuse to make any advances. The lender is not required to have a reason 
for the refusal to lend. When it refuses to lend, however, the borrower 
may claim that the lender did not act in good faith. 

FAILING-OR-REFUSING-TO-LEND RISK 

Typically, problems with discretionary line of credit agreements are 
few if everyone understands the contract. Lenders get into trouble 
when they make statements to the borrower that go beyond the written 
documents. For example, indicating, “Although the documents state 
that the line is available at the lender’s discretion, all things being equal, 
we would expect to honor your request for advances,” exposes the 
lender to possible future litigation. 

 PROTECTING THE FINANCIAL INSTITUTION 

To avoid failing-or-refusing-to-lend risk: 

Have all agreements and amendments relating to the loan and security 
in writing and signed by all parties. 

• Keep a written record of all the borrower’s defaults and related 
conversations. Limit credit file comments to factual matters. In 
litigation, all written materials are subject to discovery. 

• Provide the borrower with written notification of an event of default. 
Include any actions you plan to take. 

• If you are waiving this event, indicate that you are waiving this event 
only, and that any other default, whether the same or some other, 
will be dealt with as it occurs. 

• Consult with senior management and/or your legal counsel, before 
refusing to fund or calling a loan. 

• Notify the borrower, in writing, if you are contemplating calling 
a loan or intend to make a substantive change in the way you deal 
with the borrower. Your prior course of dealing with the borrower 
may limit your ability to make changes. Allow time for the borrower 
to seek alternative arrangements. Failure to do so will enhance the 
possibility of legal action. Have the letter relating to this action 
reviewed by your legal counsel. 
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IMPROPER ACCELERATION OR 
FORECLOSURE
When a lender takes action against a borrower, either by accelerating a 
loan or taking possession of collateral, it is an extremely serious event. 
Even if the loan is in default, this event may result in legal actions 
against the lender. A court might find that the lender had acted in bad 
faith. 

IMPROPER ACCELERATION OR FORECLOSURE RISK 

If you continually accept delayed payments from a borrower, you may 
be deemed to have, by your course of dealing, modified the terms of the 
loan agreement. You will lose the right to accelerate in the future based 
on delayed payments with that borrower. 

PROTECTING THE LENDER 

You must give adequate notice to a borrower before you can call a loan 
in default. You can then take possession of collateral if the problem is 
not resolved. This rule may apply even if you have a loan agreement 
in place that says that notice is not required. Always consult with your 
legal counsel before you demand payment on a loan.  
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THE EXCHANGE OF CREDIT INFORMATION
Financial Institutions exchange credit information on a regular basis 
with their borrowers’ customers or other third parties. To facilitate 
the exchange of information, The Risk Management Association, the 
national association of credit professionals, was founded. One of its 
original purposes was to standardize the exchange of credit information. 
Despite this standardization, many lenders are giving credit information 
about their customers that could expose their lenders to potential 
liability. 

EXCHANGE OF CREDIT INFORMATION RISK

Your financial institution may incur liability if an individual responding 
to a credit information request makes representations or omissions of 
material facts that are false at the time. The institution may also have 
liability if the person does not exercise reasonable care and diligence to 
see that the information is accurate. The plaintiff would have to prove 
the following: 

• Misrepresentation or omission of fact that is material or significant. 

• Failure to exercise that degree of diligence and expertise the public 
expects of reasonably competent financial institution representatives. 

• Reasonable reliance by the plaintiff on the institution’s 
misrepresentation or omission. 

• Damages incurred as a direct and proximate result of such reasonable 
reliance. 

PROTECTING THE FINANCIAL INSTITUTION 

To limit the possibility for litigation in this area: 

• Consult a Lender’s Guide to Commercial Credit Information 
Exchange (available in the Credit and Lending Studies Pack Credit 
Information Exchange). 

• Refer all credit inquiries to a central group or single individual that 
can assure consistency and standardization. 

• Make a record of who called or wrote requesting information, when 
the contact occurred, what was asked, and finally, how the financial 
institution responded. 

• Be sensitive to the implied agreement that exists between you and 
your borrowers regarding confidentiality. Get an agreement from 
your borrower that you can release information to those who appear 
to have a legitimate business reason for inquiring. 
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BREACH OF FIDUCIARY DUTY
Borrowers have not often raised this claim successfully. They are 
generally required to prove that the individual handling their account 
was perceived to have knowledge superior to that of the borrower and 
used that knowledge to pressure the borrower to make decisions that 
benefited the lender to the detriment of the borrower. 

Example: The president of a small financial institution in an agricultural 
community was asked to approve a loan to a local cattleman. The 
president said he was sure the cattleman’s ranching activities would 
improve if he would purchase a registered bull owned by the president. 
The bull was purchased and the loan was made. If the bank had to sue 
to collect the loan, the cattleman could counter with a claim that the 
president had breached his fiduciary duty. 
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