COLLATERAL LIQUIDATIONS:
The Last in a Three Part Series Focusing on Liquidations of
Accounts Receivable, Inventory & Equipment
Liquidating Inventory-An Overview
As an asset-based lender we evaluate prospective borrowers differently than traditional
bank lenders. We start with the question “if the company shuts down tomorrow, will we
be able to liquidate the collateral and satisfy our loan?” Since our borrowers are “closer
to the edge” than most bank borrowers, a liquidation is, unfortunately, a real possibility.
Therefore we focus our primary attention on the quality of the assets in addition to
looking at the financial condition of the borrower.
Inventory is Difficult Collateral – Asset-based lenders generally find that a company's
inventory is the most difficult of all the asset classes to successfully liquidate. Inventory
poses a variety of unique problems for lenders. As with other asset classes, the care you
take on the front end when initially underwriting the loan, will, to a great extent,
determine how well you come out in the unfortunate scenario of a liquidation.
The Key is Advance Rates and Ineligibles – Although we’ve set inventory advance rates
from 25-50%, depending on the type, we’ve found that certain types of inventory have
little or no value in a business liquidation and, as a result, make these categories
ineligible for borrowing. Generally, we have higher ineligibles than banks because we
focus on the liquidation value, not the value that inventory might have when the
company is a going concern. Additionally we’ve found that inventory and cost
accounting are the most difficult of accounting functions. As a result, we look closely at
the reliability of the borrower’s inventory reporting and tracking systems. If we cannot
trust their inventory reports, we generally cannot lend against the inventory. Therefore,
focusing on the advance rates and ineligibles and the inventory systems early in the
process will help protect you if a liquidation becomes necessary.
Inventory Types and Issues:
Raw Materials – this is generally the best overall type of inventory on which to lend if it
is “commodity like” or “generic” materials. Ideally, this inventory can be used by many
potential buyers. Unfortunately, we find that even inventory that appears on the surface
to be a commodity may actually be customized in such a way that it reduces the number
of potential buyers and, therefore, the value. For example, sheet metal that is purchased

or cut to a specific size or specialized depth for use by our borrower thereby reducing the
value or plastic feedstock or paper of a unique color used only by one customer.
Our primary concern with raw material inventory is that the most useful items will likely
be completely consumed or sold prior to the business closing. Our experience has shown
that when we come into a business that has recently shut down, the inventory remaining
is odds and ends and overruns from old jobs. The valuable inventory is almost always
sold or used up before the company closes its doors.
Another danger area is relying on “buyback” arrangements where the borrower states
they can “sell” inventory back to the original vendors for almost the entire original cost,
less a modest restocking fee. But the vendor will never write a check. In a liquidation,
the vendor will simply issue a “cashless” credit against outstanding A/P.
In asset-based lending, inventory such as packaging material, partial unit containers, and
chemicals are ineligible. In fact, in the case of some inventory items (particularly
chemicals) we often have to pay disposal costs to get rid of these items.
Work In Process (WIP) – We almost never lend against WIP. There may be cases where
it’s composed of highly valuable “components” that can easily be broken out and sold for
some real value but that is very rare. WIP is where we often find the biggest difference
between asset lenders and bankers as we frequently see banks lending against WIP.
Finished Goods – We look at finished goods on a case by case basis. Some finished
goods inventory may be commodity like or sellable to variety of potential customers or
competitors. In these cases, we may be able to advance on it. One issue we often
encounter is stale or excessive amounts on hand. We monitor usage reports to ensure that
we are advancing against appropriate levels of inventory. A borrower with greater than
12 months of supply of a particular SKU will be unable to quickly liquidate that excess
inventory. Another issue is offsite inventory in a third party warehouse where the
warehousemen has a lien versus the inventory for any unpaid rent.
Another possible issue is custom or private label inventory. Companies looking for an
advance on this inventory may argue that “Our customers have to take this inventory
because there’s no way to replace our product in a timely way.” While this may
occasionally be the case, we find that the end customers often begin seeing problems with
the supplier due to their cash constraints and will start sourcing a secondary supplier.
Another problem from our perspective is that we have no leverage when negotiating with
the “one” possible buyer of this custom inventory when our borrower shuts down.
Steps to Take Regarding Inventory as Performance Deteriorates
If we notice significant financial performance issues:


We may ask for more frequent inventory updates from the company. Instead of
getting monthly inventory reports, we will require weekly reports.






In some cases, we tie inventory advance rates to the financial performance of the
company. Deterioration in the financial performance of the company will trigger
reductions in advance rates. Unfortunately, this is generally the time when the
company can least afford a reduction in availability and this approach adds
additional stress on the company, so it must be used with caution.
During a period of deterioration, we will also increase the frequency and intensity
of our onsite audits to assure ourselves of the condition and quantity of the
reported inventory. Test counting and cost testing are increased dramatically.
Third Party Warehouses are particularly concerning because of their lien rights
under the UCC – if we don’t have a warehousemen lien waiver we will redouble
our efforts to ensure these warehouse payments are made by our borrower.
Liquidation of the Inventory

How do we sell the inventory? Where do we sell it? – These are questions we ask prior
to determining the advance rates and ineligibles. For a number of reasons, the answer is
generally not the borrower’s existing customer base. Prior to making the loan, we will
attempt to identify a small handful of potential buyers of the inventory. Depending on
the inventory, this could be large distributors, competitors, or in some cases, dollar stores.
We also always ask the business owner where he could quickly sell the inventory. (As an
aside, the primary reason we require personal guaranties is to ensure the owner’s
assistance in the case of liquidation.) In liquidations, we often find that the employees
can be very helpful. They generally know best who would buy the remaining inventory.
Caution is the Word - Going into every deal that includes an inventory component, we
feel most at risk with the inventory. Despite all the analysis we do on the front end, and
the monitoring we do administering the loan, we often have NOT recovered our full
advance in the cases where we have liquidated inventory. But the silver lining to all our
work is that it has enabled us to limit our losses to a point that we have been able to cover
the inventory loan shortfall with the excess recovered from other asset classes.
In conclusion, inventory is an asset class that must be approached with caution in the
initial setting of the advance rates and ineligibles and in the constant monitoring of the
inventory levels and reporting systems throughout the lending relationship.




Serving the financing needs of local businesses since 1995.
Creative financing solutions for companies and the professionals that serve them.
SPECTRUM - Your Bridge For Those Hard to Finance Credits

SPECTRUM continues to assist banks and others by financing $100,000 - $4,000,000
credits that have suffered a setback, credits in transition and new potential credits that are

currently outside the bank's parameters. SPECTRUM can provide the financing bridge for
these struggling credits until they return to stable and profitable operations.
SPECTRUM Programs:
As the source for working capital for non-bankable credits, SPECTRUM's product lines
remain a strong fit to address the many issues encountered with struggling credits.





Accounts Receivable Financing --for those smaller and/or severely financially
stressed companies, this program may be the best fit.
Asset-Based Lines of Credit --for the larger non-bankable credits with relatively
stronger performance, better internal controls and more experienced management.
With this program we focus on financing receivables, inventory, equipment & R.E.
Structured Asset-Based Line of Credit --SPECTRUM also offers a unique
product for those credits needing to leverage various collateral classes but who lack
the required financial performance and internal controls necessary to qualify for our
typical Asset-Based Line of Credit. This program is basically a hybrid program
combining an Accounts Receivable Financing accommodation for the A/R with
an Asset-Based Line on inventory, equipment and/or real estate.

Participation Opportunities:
SPECTRUM continues to offer participation programs that not only benefit the client but
the bank as well.



The bank can choose our Pro-Rata Participation Plan whereby the credit will
benefit from a blended Bank/SPECTRUM interest rate.
Under SPECTRUM's Guaranteed Participation Plan, the participant bank enjoys
SPECTRUM's unlimited corporate guarantee in addition to a first collateral
position on all of the borrower's assets. With these strong credit enhancements, the
bank makes a solid loan while also acquiring the operating accounts and enjoying
the ability to cross sell other bank products. Ultimately, the bank can maintain a
relationship or acquire a new one rather than pushing away a potential customer.
Further, under this very popular program the participating bank can ask to be paid
out of its participation at any time for any reason, no questions asked.

Given the variety of SPECTRUM financing programs, we would like to encourage you to
give us a call the next time you encounter a Hard to Finance Credit and let SPECTRUM
put a finance package together that will best suit your client.
Thank You!
Our business comes from your referrals. All of us at SPECTRUM would like to thank you
for the referrals you send us.
Give us a call and allow SPECTRUM to be a part of your portfolio solution!

If you no longer wish to receive these e-mails, please reply with "Un-Subscribe" in the
subject line.

