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CREDIT EVALUATICH BY £ M'ERCIAL 1
SAIYS OF INDUSTRIAL FINANCING PROPOSALS

I ECUXIC

A comercisl benk is both directly amd indirectly concerned with the
econamic function of the industry in which the coupany arpl ing for term credit
is engeged. This {8 somevha! less inportant in a bdroad an? deep economy
tucl. #s in the United States vhere places can be found for rany kinds of
ron-essential {ndustries vhich might not survive in a less-developed
ecenomy.  But vhether & product can be considered s necessity, the d;mnd for
which will remain stable regardless of other short-ter: economic fluctuations,
iz a Junetion of tie econory's development. Pudblie utility induatries, such
as 2lectric or wvater corpanies, are assured of de:arn?. An industry vhich
eatisfi~z changing fashions s not. 1In short, the bank will try to evn'iate
in a seneral way the elasticity of derand for the autput of sn industey,

In m ~more senersl vay, the bank is concerned that any; rroposed incresse
in ;lant eapmcity, for which {t {7 esked to provide terr financin,, actusll.-

ewtribute to the national econory ar ircresze in efficiency or pcroductive

1
Dizrusgion of technical end legnl evaluetion of erzdits is ocutside She seope of
this rerer except as noted generally below.
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capacity creat enough to offset the corresponding increase i~ <ie - croy suprly
2

that will result fra. the loen. If tiis improrerent doec ot telle place

h
the net effect will be inflationary, a tread no creditor liies t° sec.

Finally, the bank may be concerned with the balance-of-payments inflience
the irdustiry has on its nation's economy

II COMPETITION

The bank 1s naturally concerned with a prospective torrower's positicn
within his own industry, especially as to both the company's absolute share
of the market and whether this share is increasing. The bank rust decide
whether the 1ro jected increase in this share resulting fror financing an expansion
can reasonsbly be expected. If the company is introiucing & new product, the
vank must decide whether the campany's inexperience will be sufficiently offset
by other factors to enable {t ¢o compete effectively with companies elready
producing this praduct.

The general reputation of the company among its customers, suppliers,
and cozpetitors is of concern. The bank may canduct a product check” to
deteruine if the campany's customers are satisfied with existing products.

IIT1 MANAGEMENT

NN

The bank will have satisfied itself as to the integrity of management,
perhaps by checking vith other banks, befare it even considers s financing

proposal. If the loan vill run for s longer term, the benk will be especially

2
W. F, K. Anders Prine camsercisl Bank Term landing, unpublisted
thesis, Mufﬁi&% %-E Tt Co., Way, 1968; ninecgraphed,

PE. 1‘20

3{':1. Author, Preparaticu S Manufacturing Dats for Submission to Commercis.
banks, p. 6.




concerred witlh the de-sit.h of managemant. Is the corpany ercoura;;ing ard devel: -
ing its —i2lle uanncement, and are these capable of assuring  wolitions o
crenter rec onzinility should the nced arise, Are the, zu.aliticod o cnory
out the tasks acsione: thenm and entailed by the proposel exjansioni IT tie
company is espairdin- into a new line of business, does ranagerert rave the
breadtt to enter this line successfully?

These considerations apply equally to any other companies endaged in

the expansion: desizners, contractors, consultants, and customers under

contract t¢ purchase the new output.

L
IV FIWANCIAL STRENGTH

An appraisal of the financial strength of a company will reflect directly
upor managenert, and may be the bank's best criteria lor judgement of ability.

3anks make wide use of a number of ratios to summarize key balance
sheet and income stetement proportions. The most common of these are the
current or working capital ratio (current assets to current liabilities),
debt to tengible net worth ratios (variously computed), sales to accounts
raceivatle ratios, sales to inventories ratios, and the profit to net werth
(or to total assets) ratio. Expect for debt tc worth, none of these ratios
has rueh mesning in isolation. But if the financial statements and ratiocs
are corputed on a consistent vasis from year to year, they can be very good
iniicators of trends, if rot of absolute position.

T™e second mejcr use of ratios is for external comparison, or the
corparison of cme company's ratios with the averages for the industry. This
also has important limitations. To be meaningful, the companies canpared ~ust
ve ongaged 1. ithe sane operations, iceally in the sarme geographtlcal arec.
™o

a0,

uot irepare their financial statermentc sinilarly enough so thet

SI.oavlisle L. urvis end odwerd k. Gee, Apelyzing Financial otaterents,

iev. 21, New fork: Apmerican Institute of Banking (American Bankers

societln,, 1730, esp. Cos. VI-KIIIL.
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with a “isier cales to receivables ratio than =vera-e Srnr Lo irnldoztoy
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retter chiape than average.

surces and Aprlicetions of Funds Statemente for a rnuwider o7 years wil.

show the vank the c.mpany's desonstrated ability tc generate cec' [ra. tie

difference oF earnings and non-cash charges minus dividends end cavital

ex;enditures, This is of primary importance in locking for repayment of a

prepoced loan.

In accounting terms, it is quite pcssible for a company to

zenerate high earnings without generating cash to repay deont.

It i~ particularly important to know about corpany lease coligetione and

other ' off-the-balance-sheet debt” which, although not liabilities in the

sccounting sense, are nevertheless fixed cbligations, and claims on company
f‘mdS‘o

T™wo of the most important figures on the balance sheet are the tangible

net werth total (capital and surplus less intangible assets such as goodwill,
-atents, and treasury stock), vhich provides an equity “cushion" for lenders;
and the working capitel (current assets less current liabilities), which proe

vides an operating margin of safety. Both shoull be adequate, in the banker's
Judgenent.

v\ RHINGS

Te income stetement has assumed primary impcrtance in the last few years,
especially in term lending evaluatioms.

Sales trends are of self-evident importance. A large difflereuce Lvatween
gross end net salass can indicate trouble tc a banker if it is indicetive of

defective merchandise or poor shipping; a moderate differcrce couplel wit,. a

Lhigh saies to receivables ratio migit simply indicate that cusiorers were

r
P

~ - -
l.e. Oross r..as8

.irus returns of delective, demmged, or urscld rerchcndlce,
- lseoinis taken for prompt payment.




taking adventage of discounts offered in sales terrs, and tiis is an indicaticn

of stren;sth.

Orerating or.{it and margin trends are of particuler inportance w.en the
compen, aas large non-operating gains or losses. Cpersting fi;ures indicatc
bow well the company performs in the most stable componert of {ts business,
and, therefore, .my be a better indication of future performarce thar net
income.

Bankers would prefer, jn most cases, to look for rroposed debt repayment
from the proven earnings of present operstions, rather than from the projected
earnings of the new expansion firanced by the lcan. Any new earnings arising
from the loan might be applied to reduce the last-maturities of a seriasl
payback, or to reduce a balloon payment. Ideally, traditional earnings
should bve sufficient to repay the new debt, to provm; & cushion sgainst re-
cession in the economy, and to provide funds for reinvestment in plant and
equipment to stave off obsolescence.

If the bank is asked to finance the expansion of a particular product
lire or division, it will look especially closely at the contributiom to
total earnings of that particular product or division. The most secure loan
is the ome which finances the expansion of the most profitable part of the
company's operations.

VI PROJECTIONS

In light of the narketing surveys conducted and the record of the compeny's
past operations, the bank evaluates the realism of the financial projecticrs
the corpany has submitted to the bank. Of perticular importance is the
calculation of the "break-even point” which, for the bank's purpose, is the

lowest sales, operating, and financieal position the campeny cen fall to and

still be able to rmeet its debt obligations. Thus, if the company's plans call for §
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margins amalnst unforeseen events, and tc aliow some fluctuation in earnings.
™is becorer espexial’ly loportant ‘n infustries relv e, on feshion or
sraducing luwxury goods, A putlle atility, on the ~ther btapl can corpit a
higner vroportion A7 earnings to repaynent since its salea are rore stable,

Tf arrarzing 8 caxlortatle schedule of maturities extends the term of
the loan beyond the bark's normal ilirits, a balloon payrent on the last raturity
may bve orranged, which could be refinanced wher (U came due,

100 heavy @& relimnce o depreciation char;es as a source of loan repay-
nent ray corve as m warning to tre barnk that the ~ompany ray not oe planning
for adequate replacement ~f ejuipment to xee; the plant [ deteriorsting.
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Te ~ost desirable support from the bank's point of view 1s the ungualified
arantee >f a toirdi perty of unquestioned resources, such as a governrent, a
.ank, °r a large corjoration. This third party could be either a sponscr other-
wise inv.lvel in the project, or a non-participant. If the third-party cuarantor
is & sgomsor by virtue of having entered intc purchasing, constructicn, or
.anageent sl tecnnical assistance contracts, the bank might hope that the
sponsor would ve willing to contribute equity funds to the project. This
yrovides the oant with an edditional cushion, and is indicative of the curmitment
of tne spunsor to the project. If such a sponsor i{s unwilllng to provide pert
of the resjuired fu.ls, the bank cannot rely on him to rescue the company should
trouiie develo; .

Thie second best support is the "indirect guarantee,” or performance covenant,
by which the company cbligates iteelf to maintain minimum net worth and working
cerital positions, and maximum dividem! and sale"y levels, and, furtheramore
oblisates itself not to contract any additional debt beyond certain levels and
not tc change its corporate structure.

™e next type of support are contrects the company has with third parties.
Trese right include a "take or pay contract by which the third prerty agrees
to buy a certain amount of output at a fixed price, or if it does not "take"

" the output, to pay the same amount of money in cash. The company is thus
guaranteed a ceriain level of revenue. There arc two major limitatiomon this:
(1) the third party's obligation to take or pay is contingent on the campeny's
output of the praduct (there is no obligation to take or pay for more output than
is made available); and (2) the fixed price might turn out to be below actual
—arafacturing costs, in which case a steady loss is incurred.

~contracts of a third party to furnish other kinds of assistance ray irpose
fixe? ~blirativ.s o the campany. The banker rust assure hizself that the
o~ 8ny will e ahae L0 Sear these obligations regardless of what happers.

tortes or ihe pleant to be built with the bank's furds also have
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linitations. Whereas the value of existing, profitebly erployed plant -
assured, the value of new plant rests entirely on projections of ascured nev
earnings. In the event of default, the shut-down plant would have drastlcally
reduced value. The plant's only value is as a going concern.

The weakest form of support is the "moral” responsibility of princ:pals

and spansors. When a reputable third party corporation is invclved , 1t nas
to be remembered that the directors, however anxious they are to preserve
the corporate goal reputation and image, have a primary responsibility to
the stockholders and cannot, by law, squander corporate cash or impair equity
by rescuing another company with wtich they have become associated.

Any gusrentees, contracts, and agreements in connection with bank term

lending ere given careful scrutiny by the bank's counsel for legal evaluation.
6

When the bank has campleted its evaluation of the credit and its negotiations
with the campany, the loan agreement embodying the above is drawn up for final
study by both the canpany's and the bank's legal counsel. The technical
farmlstions in these agreements are beyond the scope of this paper, except

as ocutlined above, but the prudent banker is aware that no amount of legaJ:
finesse can make an essentially marginsnl eredit intc a good one.

6A typical term loan agreement can be found in K. . White, Financing Comp .
(R, M. § Researc

Espansion, Nev York: American Management Association, ’
aﬁ?ﬁ), 1964; Appendix A, "A Sample Term Loan Agreement,” pp.l13-120,

Cf. also The Hanover Pank (now, Manufacturers Hanover Trust Co.), Check List:
Revolving Credits and Term Loan Agreements, New York: Author, 1959; and
“’ mg LIE.’ pp,3g.ﬂs.
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