Asset Based Lending

A Pragmatic Approach

Introduction

With the advent of more sophisticated risk assessment methods employed by Lenders, attention is being turned away from Commercial lending per se, traditionally either by a mixture of debt or equity type instruments with security in the form of a standard Debenture over all of the balance sheet assets, to a more focussed analysis of the risk associated with lending based on the underlying asset values.

Asset Base Lending (ABL) is nothing new, we have had property Mortgages and we have had Invoice Discounting and Factoring for a number of years, and traditionally banks have lent against these assets as a first charge and also held their Debenture, maybe also backed up a by a personal or cross company guarantee. (The belt and braces approach)
The issue with ABL is that the collateral (rather than the cash flow) is the primary driver of debt capacity and repayment is just as likely to come from the liquidation of the collateral rather than the cash generative capabilities.

This is why it is the opposite of Commercial Bank lending where the mindset is quite the reverse

What ABL is seeking to do is to be more ‘Real Time’ and relate the lending decision to the ability of the business to repay and match directly the amount advanced with the utilisation of the advancement against the relevant section of the business that it is supporting ,i.e stock or debtors.

It is also more responsive than the traditional term loans and perhaps more suited to the growth environment rather than a steady state or an  environment whereby there is a requirement for a large amount of money with a definitive payback period ( project accounting?)

ABL seeks to be more empathic in it’s approach to lending and is a  more flexible approach when confronted with volatility of asset holding levels.

Provided the underlying profitability of the business is evident, ABL does have clear advantages over the more traditional lending criteria.

Generating liquidity

ABL has it roots in the traditional concept of matching the relevant lending to the timeliness and robustness of the lending proposal, i.e. Short term Working Capital requirements would be funded via overdraft, longer term finance for acquisition of Property would match the life of the asset.
If we ignore for the time being the really long term mortgage type lending, then  the ABL market started in the USA with Factoring in the 1960s, to Invoice discounting in the 70’s , through to the current vogue of ABL now. There are more mature markets on the continent especially Italy, France and Germany, where ABL is heavily influenced by country and case laws.

In the UK Market, ABL follows these basic lending criteria

Receivables
90%

Inventory


Raw Materials 35%


Finished Stock 65%

Plant and Machinery   80% of it’s external valuation

Property 

   80% of external valuation

Cash Flow

   1-3 year term

Against these constraints there is usually a revolving committment which is roughly 50% of total facility.(usually restricted to current or short term assets)

Longer term assets generally have a term facility period of 5 years

What is especially interesting is the securitisation of cash flow loans and the willingness to ‘mortgage the future’ of some proposals I have seen. (more of this later) such loans typically are 25% of the maximum facility.

The  UK Market

ABL therefore grew out of Receivables Financing and the key players in the UK market do not tend to be the traditional Relationship manager of your Bank, but invariably specialist Lending Arms such as Lloyds TSB Commercial Finance and RBS Invoice Finance.

When approaching your Bank, although your first port of call is the Manager, quite often he will call in his specialist colleagues (again more of this later) .

There are still some traditional Banking values applied in the UK to ABL namely 
Fixed and Floating Charges 
Master Finance Agreements

Central Filing of Security

In some respects also the move to Basle 2 type lending and individual risk based lending is much more Capital efficient for UK Banks

I believe also this will lead to more syndicated type deals which  involve specialist ABL lenders.

Advantages of ABL

In some respects ABL has the primary function of being more  timely than traditional lending and in some cases there can be compelling reasons why this should be preferable.

Certainly there is greater flexibility for growth as the collateral increases in size, and can eliminate seasonality in the business proposition on changing asset mix .
However, concentration on Balance sheet values alone may be myopic and attention must still be given to the cash generative abilities of these assets to service the debt.

Typical Deals
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Receivables


46
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Other Assets


50

Plant and Machinery


28

29

Property Loan



22

 3




Cash Flow


4



 29


Total



100

100

100
Purpose

Acquisition           Refinance
Refinance
As you can see, there are disparate cocktails of lending and reasons why ABL works in some circumstances, it will also work in certain sectors

e.g. Property where Loan to Value ratios based lending has been in existence for some time and ABL is a natural extension of this.

ABL tends to therefore work best where  traditional ‘Fixed Asset’  type assets are effectively used as ‘ normal course of business’ assets, e.g, a Company that holds freehold property and generates income from the activities that arise from each property e.g Hotels/restaurant  and buys and sells the property on a regular basis.

Car Rental companies use ABL type facilities as the norm

There are two further thoughts to share

Firstly

The Lending Proposal


Traditionally proposals have been produced to the Bank as forecast Profit and loss/ Balance sheets and Cash Flows, on the more complicated deals this has usually been an iterative process as Corporate Financiers juggle with the basic model to get the best fit between short and long term, Syndicated Covenants and actual performance of the Company, that is why the larger deals tend to take time to put together.

If Banks are going to implement Basle 2 effectively then this iterative approach is going to filter down to the smaller deals and Finance Directors who would approach a borrowing proposition along traditional lines will need to be a bit more savvy in the proposals and exploit the opportunities for ABL in theie business
They must evaluate the robustness of the Collateral quality and concentrate on EBITDA. (i.e cash generation)

Leverage will become more crucial as will the ability to service debt.

There is nothing new here, just a realisation that Banks are turning their attention to the quality of assets underlying the proposals just as much as the credence they are giving to the Structure of the business, Management capabilities and quality of Advisors. 

Where does this leave Banks in the current Market?

We are in the early stages of an economic downturn and Banks are less liquid.

Once they have sorted out their liquidity problems and restructured their Capital base, they will still want to lend money

The rules of lending are changing, Banks will want to see additional comfort of additional headroom in lending proposals, whilst at the same time Balance sheets will come under pressure as Collateral values decrease (esp Property)

By the same token Finance Directors will be looking for increased balance sheet business from their banking relationship.

Secondly

Disclosure

If we are going to go down the road of ABL, and we assume that Balance Sheets are there to inform Shareholders of the state of the Company ( let’s hold that assumption for the moment) , then is it going to be a ‘True and Fair’ view that if debt is collateralised against individual assets then  disclosure should show the relevant proportion of that debt and that the ‘asset equity’ is the amount that should be disclosed in the balance sheet 

On traditional lending, overdrafts/term loans are disclosed in Current liabilities and the argument here is that as they are secured by standard means (debenture) then this is fair enough, the Total Asset  figure is the one ‘reliable’ indicator of equity available.

However, the radical view would be to net off ABL facilities against the relevant asset, I am not sure that is entirely helpful as the Total Asset figure will remain the same, one thing is certain though, there will have to be more disclosure not less of the banks borrowing covenants, probably in the notes which will please certain people. I am not sure the Accountancy profession has yet cottoned on to the impact  that Basle 2 and the growing trend for ABL will have on disclosure.

Summary
Let’s not get too carried away with all this, certainly there is no harm in Banks assessing Risk in  more detail and charging liquidity premiums as appropriate and if ABL is a tool for better Bank Pricing then so be it.

I can’t help thinking that there is an element of common sense here wrapped up in Euro speak and ABL is the latest best thing.

ABL has been around for some time and has been available for general use, it should be seen as another tool if the FD’s armoury in their Banking relationship, knowing that this is the current way the bank’s are thinking , and proposals should be edited with this in mind.

The most disturbing issue I have found is collateralisation of future cash flows and calling this ABL, my Granny warned me about mortgaging the future so FD’s have to exercise care when considering this, especially with the new provisions of the Companies Act about to come into force, above all common sense should prevail when a) presenting and b)evaluating a business proposition.

Footnote

There is a Paper Company who works very closely with a funds provider to develop simple systems that allow cash to be released to our customers, to our suppliers and to us and enabling collective working capital  facilities to be used more effectively to drive profitable growth.
A significant threat to the main supplier is the downstream risk of credit facilities being withdrawn. The Banks line of sight through the supply chain may erode confidence about continuation of supplies and thus expose the Bank to unknown levels of risk

Products are linked to the customers receivables Financing and allows suppliers to offer support to printers at a time when this is most needed, this is probably as good an example as you will find of Asset Based Lending and Supply chain management linked together
Reality check

Again a call to not get overexcited.

My experience is that approaching a Bank for ABL finance may not always  be the best solution. 

The reality is that the first asset on the balance sheet that gets scrutinised is the debt book.

If you are a property company with book debts or a Franchisor with book debts, some lenders will deem this inappropriate to lend against.

The type and quality of the Book debt is crucial.

I am not being disingenuous when I say that , yes Banks will typically lend up to 90% in theory, in practice I have found 60% to be the norm, I think this is because they want to leave some headroom in their security.

This ratio is key as they will deem some debt ‘inappropriate’, they will discount late payers, debts with high credit risk and ‘related’ debts ( all eminently sensible as regards risk assessment) 
They will also want to vet the quality of the book debt and impose stricter credit limits and controls on the debt outstanding, (including, in some instances, forward orders.)

Some businesses will feel uncomfortable in this environment and see it as a barrier  to  growth.

ABL can also take place on other items in the Balance sheet ( typically stocks) but again lenders can be a bit fussy and don’t forget they are relying also on the equity in the debt book to prop up this security, so it is rare they will lend against this asset in isolation without first looking up the debt position.

Again, lets not be too gushing here, ABL does have it’s  advocates and using it sensibly will support fast growing, profitable businesses, there does need to be more pro active account management however and the information requirements can get  onerous; in order to manage ABL lending there needs to be forward planning information such as Sales order information, more qualitative information on Customers  future demands and much more robust forecasting models so that ABL lenders can evaluate the risk.

Conclusion

ABL is not new, but is becoming increasingly popular as an alternative way of raising capital.

It should be viewed as another part of the FD’s armoury when looking at ways of funding.

It’s advantages are that it is a flexible way to finance your business, manage the cash flow and fund your expansion at the same time.

