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Module 1: What We’ll Cover

ØWhy does this topic (ARS) matter?

ØWhat we’ll cover in next 8 Modules

ØWhy Module 9 was added
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What Business Are We In?

ØGenerating Net Interest Income:

Pay depositors 1%

Charge borrowers 4%

Net (spread) = 3% (or 300 bps)

IF…
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We make money at this…

ØIF…we get repaid as agreed

ØOn time

ØWith interest

ØMust focus on repayment sources

ØPrimary

ØSecondary
4
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First Things First…

ØDon’t get bogged down in ratios

ØWe lend cash, and…

ØWe want to be repaid with CASH

5
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Risk

ØGet good at identifying risk

ØLearn to manage risk

ØEliminate risk?

6
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Definition:

7

RISK = The 
possibility of 
something 

bad or dangerous 
happening 
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So Why Take Risk?
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Because It Pays Well!
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Risk

ØWe do want to take risk…

ØBut we must become skilled at 
assessing whether we’re going to  
be repaid
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Understanding vs. Memorization

ØMaster thought process & principles

ØBanks use different analytical tools

ØCharts and tables may vary

ØTHEN, learn it your bank’s way
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101 Modules 3 & 4: Underwriting

ØBank identifies risks, then decides 
whether to take those risks

ØQualitative vs. Quantitative

13
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Refresher: Qualitative Underwriting

ØTrajectory of borrower’s industry

ØLife cycle stage of the business

ØQuality of management team

14
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Business Life Cycle: Maturity

ØPredictable  
revenues & 
cash flow

ØSweet spot 
for bankers

15
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Quality of Management

ØBet on the jockey, not the horse

ØWhat does it really mean?

ØCompetence

ØExperience

ØReputation

ØCharacter matters

16
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Our Focus: Quantitative U/W

ØBalance Sheet Analysis (2 & 3)

ØIncome Statement Analysis (4 & 5)

ØCollateral (6-8)

17
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Sources of Repayment

ØPrimary: 

ØCash flow from operations

ØConverting current assets to cash

ØSecondary: liquidating collateral

ØGuarantees – covered in 101

ØCovenants – not repayment source
18
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Module 9 – Risk Ratings

ØNot typically covered

ØWhat impact does your analysis 
have on your bank’s financials?

ØSee page 1 of Reference Guide to 
understand bank’s P&L

19
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Why Does This Analysis Matter?

Analysis of financial statements à

Risk Ratings à

Expected Loss à

Provision for Credit Losses

20
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How Each Module Works

ØSelf-check after each module

ØKeep Reference Guide handy

ØCase study: Auto MetalBending, Inc.

21
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Why Your Bank Pays You

ØNever look at financials same way

ØYou’ll have key to unlock clues

ØYour bank wants to lend money and 
to be repaid as agreed

ØLet’s get started!

22
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Analyzing a Balance Sheet

ØDefinitions of Assets:

ØWhat company owns

ØWhat company has invested in that 
will generate cash flow 

2
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Analyzing a Balance Sheet

ØDefinitions of Liabilities & Equity:

ØWhat company owes

ØHow company has financed assets

3
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Analyzing a Balance Sheet

ØCreditors have claims on cash flow

ØSuppliers and vendors

ØEmployees

ØBanks

ØOwners and investors do, too

Ø(more in Module 3…)
4
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Analyzing a Balance Sheet

ØStatement of “assets and claims”

ØWhat generates cash flow, and what 
are the claims on that cash flow

5
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Introduce AMB, Inc.

ØRead company summary on page 2

ØThen picture what their place of 
business would look like

ØFor example…

6
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Financing a Law Firm?
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Financing a Retailer?
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What Would You See at AMB?

ØRaw Materials

10
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What Would You See at AMB?
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What Would You See at AMB?

ØLabor (“Value Added”)

12
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What Would You See at AMB?
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What Would You See at AMB?
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What Would You See at AMB?
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What Would You See at AMB?

ØFinished Goods (Inventory)

16



Course Workbook – Module 2  Analyzing Liquidity 
	

© Keusal Learning LLC, 2021  Breaking into Banking 201 

	

	
	
	
	
	

	

	

	

	

	

	

	

What Would You See at AMB?
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A Business Owner’s Biggest Worry

ØSame as banker’s biggest worry:

ØRunning out of cash

ØCan’t pay employees

ØCan’t buy raw materials

ØCan’t pay the light bill

ØCan’t make payments on bank debt
18
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Definitions of Liquidity

ØThe ability to quickly convert assets 
to cash with little or no loss in value

ØA company’s ability to meet its 
short-term cash requirements on a 
regular basis

20
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Interim Financial Statements

ØLiquidity relates to short-term needs

ØBankers need current financials

ØQuarterly

ØMonthly 

21
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Key: How to Measure Liquidity

ØAmount of current assets?

ØCompare to current liabilities

ØAre assets sufficient to cover liabilities?
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Liquidity Formulas:

ØWorking Capital ($ amount) =                   
Current Assets – Current Liabilities

23
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Liquidity Formulas:

ØWorking Capital ($ amount) =                   
Current Assets – Current Liabilities

ØCurrent Ratio =                      
Current Assets ÷ Current Liabilities

24
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Liquidity Formulas:

ØWorking Capital ($ amount) =                   
Current Assets – Current Liabilities

ØCurrent Ratio =                      
Current Assets ÷ Current Liabilities

ØQuick Ratio = (Current Assets –
Inventory) ÷ Current Liabilities

25
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Activity (Turnover) Ratios [p. 8]

All three are similar calculations:

Balance Sheet account x 365

----------------------------------------

Income Statement account

26
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Activity (Turnover) Ratios [p. 8]

A/P Turnover = (A/P x 365) / COGS

INV Turnover = (INV x 365) / COGS

A/R Turnover = (A/R x 365) / Revenue

27
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What Do These Ratios Tell Us?

ØKey: What is the impact of ratios on 
borrower’s cash flow?

ØWhat would you expect AMB’s     
A/R turnover ratio to be?

ØCalculate A/R turnover ratios…

28
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A/R Turnover Ratios

ØIs there a trend over three years?

ØIf so, what is the impact on cash 
flow?

ØDeeper analysis: What are potential 
drivers of this trend?

29
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Pros and Cons of Liquidity Ratios

ØPro: simple to calculate

ØCons:

ØBalance sheet is at point in time

ØLacks detail: can’t measure quality of 
assets

Ø(More in Modules 7-8)

30



Course Workbook – Module 2  Analyzing Liquidity 
	

© Keusal Learning LLC, 2021  Breaking into Banking 201 

	

	
	
	
	
	

	

	

	

	

	

	

	

Access to Cash

ØQuickest and simplest way?

31



Course Workbook – Module 2  Analyzing Liquidity 
	

© Keusal Learning LLC, 2021  Breaking into Banking 201 

	

	
	
	
	
	

	

	

	

	

	

	

	

Access to Cash

ØQuickest and simplest way?

ØDraw on working capital line of 
credit….

32
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Access to Cash

ØQuickest and simplest way?

ØDraw on working capital line of 
credit….IF there is availability

ØLet’s do a quick example…

33
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Back of the Napkin Calculation:

ØGo to spreads - Year 3

ØCalculate 80% of A/R & 50% of INV

ØGives us ~ “lendable collateral”

34
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Back of the Napkin Calculation:

ØGo to spreads - Year 3

ØCalculate 80% of A/R & 50% of INV

ØCompare w/ LOC balance           
(N/P – Bank in current liabilities)

ØWhat is the limit on LOC?

35
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This Method is Better than Ratios…

ØStill not perfect

ØMore accurate? Borrowing Bases

36
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More Balance Sheet Analysis

ØLeft side reflects assets

ØGenerate cash flow à Repays debt

ØRight side shows Liabilities & Equity

ØHow assets were financed

ØHow much Debt vs. Equity (Net Worth)

ØComparing these à Leverage
2
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Analagous to Residential Mortgage

ØBuy a $100K home

Ø$80K mortgage loan (debt)

Ø$20K down payment (equity)

ØRatio = 4:1 or 4.0x

3
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Analagous to Residential Mortgage

ØBuy a $100K home

Ø$95K mortgage loan (debt)

Ø$5K down payment (equity)

ØRatio = 19:1 or 19.0x

ØQuestion: who is taking more risk?

4
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Balance Sheet Leverage

ØQuestion: Who is taking more risk…

ØCreditors

ØOwners of company

5
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Balance Sheet Leverage

ØQuestion: Who is taking more risk…

ØCreditors 

ØNo ownership stake in company

ØExpect scheduled repayment of P & I

ØFirst (Senior) in repayment 

6
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Balance Sheet Leverage

ØQuestion: Who is taking more risk…

ØCreditors

ØOwners of company

ØIn “long term” – not immediately repaid

ØMore patient for return on investment

ØTypically not scheduled (“amortized”)

7
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What % Assets Financed by Debt?
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What % Assets Financed by Equity?
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How Leverage Correlates to Risk

ØMore (amortizing) debt à higher

ØLess (amortizing) debt à lower

ØWhy? 

10
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How Leverage Correlates to Risk

ØMore (amortizing) debt à higher

ØLess (amortizing) debt à lower

ØWhy? Debt payments are required

11
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The BIG Question:

ØIs the company generating enough 
cash flow to meet all its obligations?

ØThe more obligations, the harder for 
the company to generate sufficient 
cash flow

12
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How to Measure Leverage

ØNote: “Debt” includes all liabilities

ØAccrued salaries must be paid

ØSuppliers (A/P) must be paid

13
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How to Measure Leverage

ØComponents of Equity Section:

ØCommon Stock

ØPreferred Stock

ØPaid in Capital

ØRetained Earnings

ØTreasury Stock

14
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How to Measure Leverage

ØKeep it Simple:

Equity = 

Original Investment

+ Earnings to date

- Withdrawals / Dividends

15
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Reconciling Retained Earnings (p.5)

16
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Formulas to Measure Leverage (p.8)

ØDebt / Net Worth (from 101 course)

= (Total Liabilities) ÷ (Net Worth)

Expressed as a ratio   e.g., 3:1

17
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Formulas to Measure Leverage (p.8)

ØDebt / Tangible Net Worth 

= (Total Liabilities) ÷

(Net Worth – Intangible Assets)

ØMost Common Intangible?

18
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Formulas to Measure Leverage (p.8)
ØDebt / Tangible Net Worth 

= (Total Liabilities) ÷

(Net Worth – Intangible Assets)

ØMost Common Intangible: Goodwill

ØTypically from an acquisition

ØHard for banks to monetize in liquidation
19
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Formulas to Measure Leverage (p.8)
ØThink through what ratio tells us…

ØIntangible assets à lower TNW

ØLarger denom. à higher (riskier) ratio

ØDebt / Tangible Net Worth 

= (Total Liabilities) ÷

(Net Worth – Intangible Assets)
20
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Subordinated Debt
ØSub = “under”

ØOrdinal = number / counting

ØTypically owner lends $ to company

Ø“Debt” on balance sheet

ØOwner doesn’t expect repayment soon

ØIf not amortizing, not claim on cash flow
21
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Subordinated Debt

ØFeels & smells more like equity

ØDistinguish: 

Ø“Senior” debt (e.g., bank) – 1st in line

Øvs. Sub. debt (second in line)

22
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Formulas to Measure Leverage (p.8)
Sr. Liabilities / Effective Net Worth =

(Total Liabilities – Subordinated Debt) ÷

(Net Worth – Intangible Assets + Sub Debt)

Note: Since Sub Debt is more like equity,  
remove it from numerator and add to denom.

23
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Formulas to Measure Leverage (p.8)
Debt to Capitalization = 

(CPLTD + Sr. Debt + Sub Debt) ÷

(Net Worth + CPLTD + Sr. Debt + Sub Debt)

Note: Capitalization refers to sum of all parts 
of how the company is financed

25
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Formulas to Measure Leverage (p.8)
Debt to Capitalization = 

(CPLTD + Sr. Debt + Sub Debt) ÷

(Net Worth + CPLTD + Sr. Debt + Sub Debt)

Answers the Question: 

What % of total capitalization is debt?

26
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Formulas to Measure Leverage (p.8)
Debt to EBITDA =

(Total Liabilities) ÷ EBITDA

aka “Cash Flow Leverage”

Analagous to residential mortgage loan

Key ratio: borrower’s debt / income
27
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Formulas to Measure Leverage (p.8)
ØLease-Adjusted Leverage

ØApplies to “off-balance sheet” debt

ØLarge lease / rent expense 

ØContractual claim on cash flow

ØFeels and smells like debt

ØBalance Sheet leverage is understated
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Formulas to Measure Leverage (p.8)
ØLease-Adjusted Leverage

ØFormulas vary

Ø“Rent” = Operating Lease Expense

(Total Liabilities + [multiple] x Annual rent) ÷

(EBITDA + Annual rent)

ØSometimes called EBITDAR
29
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Pro Forma Leverage

ØPro Forma = “What If?”

ØNot same as projections

ØWhat will balance sheet look like next 
year or 3 years from now?

ØLayer proposed debt onto historical
balance sheet 
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Exercise 

ØCalculate Debt / Net Worth – 3 yrs.

ØDo it manually

31
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Analysis of Leverage Ratios

ØCompare to RMA Industry averages

ØLook for trends

ØAs leverage increases, so does risk

ØWhat are the drivers (causes)?

32
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Drivers of Increasing Leverage:

ØHigher bank borrowings (why?)

ØDecreased equity (why?)

33



Course Workbook – Module 3  Analyzing Leverage 
	

© Keusal Learning LLC, 2021  Breaking into Banking 201 

	

	
	
	
	
	

	

	

	

	

	

	

	

Drivers of Increasing Leverage:

ØHigher bank borrowings (why?)

ØDecreased equity (why?)

ØLook at reconciliation in spreads

ØOwner distributions

34
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How Much Leverage is Too Much?

ØIt depends…

ØIndustry

ØBusiness Model

ØManagement Team

35
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New Category: “Leveraged Lending”

ØLarge loan amount

ØPurpose: acquisition

ØSr. Debt ÷ TTM EBITDA

ØGreater regulatory scrutiny

ØFinancials, Risk Ratings, Covenants

36
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Wrap-up of Balance Sheet Analysis

ØLiquidity: can borrower get cash?

ØLeverage: Who is taking more risk?
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Analyzing Revenues & Margins

ØWhat’s the “bottom line?”
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Analyzing Revenues & Margins

ØWhat’s the “bottom line?”
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Why Profit is So Important

ØProfit is the primary component of a 
company’s cash flow

ØCash flow is what repays our loans!
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Four Levels of Financial Analysis:

5



Course Workbook – Module 4  Analyzing Revenues & Profit Margins 
	

© Keusal Learning LLC, 2021  Breaking into Banking 201 

	

	
	
	
	
	

	

	

	

	

	

	

	

Four Levels of Financial Analysis:
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Four Levels of Financial Analysis:
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Four Levels of Financial Analysis:
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Start at the Top – Revenues (p.4)

ØNote: In “accrual accounting,” 
recognized revenue isn’t necessarily 
cash coming into business

ØNote about “Other Income”

ØHoods & panels both included 

ØWhat about rental income?
9
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Start at the Top - Revenues

ØIs $106 MM a good number?
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Start at the Top - Revenues

ØIs there a trend?
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Measuring Revenue Growth

ØFormula (on p. 8):

(Current Yr Revenues – Prior Yr Revenues)

÷ (Prior Yr Revenues)

ØCalculate it for both years…
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Measuring Revenue Growth
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Level 3: Drivers of Revenue Growth

ØPage 2 – Company Summary

ØEducated guess…
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Level 3: Drivers of Revenue Growth

ØPage 2 – Company Summary

ØEducated guess…Honda contract 
for hoods
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Sales Projections

ØWhat are their assumptions?

ØDo these seem valid?

ØHistorically accurate?

à Do we have faith in projections?
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Analyzing Profit Margins

ØGross margin is key: why?

ØCOGS expense is often largest

ØSo changes in it have big impact
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How to Calculate COGS Expense
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How to Calculate COGS Expense
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How to Calculate COGS Expense
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How to Calculate COGS Expense
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Gross Profit Doesn’t Matter…
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Gross Profit Doesn’t Matter…
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Gross Margin Analysis

ØIs there a trend?

ØWhat are the potential drivers?

Ø_____

Ø_____

Ø_____

Ø_____
25
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Gross Margin Analysis

ØIs there a trend?

ØWhat are the potential drivers?

ØChange in sales price per unit

ØHigher material or labor costs

ØChange in product mix

ØSome combination of all three
26
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Gross Margin Analysis – Level 4

ØImpact of gross margin change?

ØCalculate it in $$ (Yr 1 à Yr 3)…
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Gross Margin Analysis – Level 4
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Next: Operating Profit

ØSG&A Expenses:

ØManagement & office salaries

ØRent

ØUtilities

ØAdvertising

ØProfessional fees
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Next: Operating Profit

ØSG&A Expenses: Fixed or Variable?

ØFormula for Operating Exp. Ratio:

(Total Operating Expenses) ÷ (Revenues)
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Next: Operating Profit
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Operating Expense Ratio

ØMeasures efficiency

ØHow much spent in SG&A to earn 
operating profit?

ØThe lower, the better 

Ø9.3 is better than 9.9

ØCalculate impact on cash flow…
33
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Operating Expense Ratio

ØImpact of improved efficiency:

9.9% x $105,854 = $10,480

$10,480 - $9,801 = $679
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Analyzing Operating Profit Margin

ØCompare with RMA industry avg.

ØWhat are the drivers?

ØThis reflects quality of management

Øe.g. - hiring, firing, OT decisions

ØDifferent than Operating Exp. Ratio

ØEarnings after production and Op. Exp. 
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Interest Expense
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Interest Expense – Drivers?
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Interest Expense – Drivers?
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Interest Expense - Drivers?

ØWhy has term debt increased?

39
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Interest Expense - Drivers?

ØWhy has term debt increased?

ØNeed for more equipment…why?

40
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Interest Expense - Drivers?

ØWhy has term debt increased?

ØNeed for more equipment…why?

ØIncreased production requirements 
due to Honda contract

41
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Two Other Items…

ØExclude Extraordinary Gains / Loss

ØUnexpected

ØNot part of normal course of business

ØExclude Gain / Loss on Asset Sale

ØCompare proceeds of sale with        
Net Fix Asset Value
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Return on Assets (ROA)

ØWhy do companies invest in assets?
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Return on Assets (ROA)

ØWhy do companies invest in assets?

ØCalculate for all three years…
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Return on Assets (ROA)

ØYear 1:   3.7x

ØYear 2:   2.0x

ØYear 3:   2.5x

ØAre these figures good or bad?
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Return on Assets (ROA)

ØCompare with RMA averages

ØAlso, note large increase in assets:
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Where Do We Go from Here?

ØNow we know how we arrived at the 
net income figure

ØHow do we use this information to 
help assess company’s ability to 
repay its bank debt ?

Ø…..Module 5
48



Course Workbook – Module 5  Understanding Coverage Ratios 
	

© Keusal Learning LLC, 2021  Breaking into Banking 201 

	

	
	
	
	
	

	

	

	

	

	

	

	

Analyzing 
Repayment 
Sources

Module 5

Understanding 
Coverage Ratios



Course Workbook – Module 5  Understanding Coverage Ratios 
	

© Keusal Learning LLC, 2021  Breaking into Banking 201 

	

	
	
	
	
	

	

	

	

	

	

	

	

The Critical Question:

ØCan the company generate enough 
cash flow to meet all its needs?

ØAnalagous to your personal finances

ØHow much is coming in?

ØHow much is going out?
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The Key Ratios

ØDebt Service Coverage

ØFixed Charge Coverage

ØDefine “fixed charges”

ØNot “expenses”
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Fixed Charges

ØDebt Service (P and I)

ØInterest Expense + prior yr. CPLTD
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Fixed Charges

ØDebt Service (P and I)

ØInterest Expense + prior yr. CPLTD

ØIncome tax expense
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Fixed Charges

ØDebt Service (P and I)

ØInterest Expense + prior yr. CPLTD

ØIncome tax expense

ØDistributions to owners / investors
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Fixed Charges

ØDebt Service (P and I)

ØInterest Expense + prior yr. CPLTD

ØIncome tax expense

ØDistributions to owners / investors

ØIs this discretionary?
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Fixed Charges

ØDebt Service (P and I)

ØInterest Expense + prior yr. CPLTD

ØIncome tax expense

ØDistributions to owners / investors

ØIs this discretionary?

ØCapital Expenditures
8
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Fixed Charge: Capital Expenditures

ØBuying expensive stuff

ØMaintenance vs. Growth

ØCalculate Maintenance CapEx:

(Change in Net Fixed Assets) x 0.2
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What About New Proposed Debt?

ØPro forma debt service

ØNot same as projections

ØLayer new debt onto historical 
balance sheet and income statement
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Fixed Charge Coverage Ratio
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Primary Source of Cash Flow: Profit

ØWe’ve already learned how profit 
figure is generated

ØIs Net Profit the correct numerator?

ØAdd back Interest & Tax expenses

à EBIT

ØIs this the correct numerator?
12
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Adding Back Depreciation Expense
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Why is Depreciation “Non-Cash?”

ØExplain what the expense is

Ø“Recognized” but not paid in cash

ØExpense is a GAAP convention

ØSo we add it back to arrive at a 
“cash profit” figure
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Exercise: Calculate EBITDA

ØCalculate for each of three years

ØAdd back Interest, Taxes, Depr. exp.

ØNote: no amortization expense 
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Fixed Charge Coverage Ratio
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Limitations of EBITDA

ØDoesn’t account for changes in 
balance sheet accounts

ØAssume those are handled by 
working capital line of credit

ØEBITDA needs to cover term debt
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Debt Service Coverage Ratio:
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Debt Service Coverage Ratio:
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Is a DSC Ratio > 1.0 Sufficient?

ØWhat about other fixed charges?

ØCalculate DSC and FCC for Year 2…

21
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DSC Ratio – Year 2
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FCC Ratio – Year 2
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Dividends on Reconciliations Page
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Maintenance Capital Expenditures

Change in Net Fixed Assets:    

$32,656 - $28,666 = $3,990

$3,990 x 0.2 = $798
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FCC Ratio – Year 2

Ø$6,150 ÷ $6,312 = 0.97x

ØWhat are the drivers?

ØWhat management decisions could 
have improved this ratio?
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Exercise:
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Exercise – Year 3

ØGross Margin of 14.1% would have 

yielded addl $1,244 EBITDA ($8,659)

ØDSC = 2.0x

ØFCC = 1.11x
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Effective Elevator Conversation

ØNot about revenue (or even profit)

ØYour CCO wants to know the FCC

ØNote: your formulas may differ

29
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Focus So Far: Primary Sources

ØBalance Sheet

ØLiquidity – can borrower get cash?

ØLeverage – who owns risk?

ØIncome Statement

ØHow were profit margins generated?

ØWas EBITDA sufficient?
2
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Banks Need a Backup Plan

ØSecondary source of repayment

ØTypically liquidation of collateral

ØLoan is “secured” by filing lien

ØCaution: only CASH repays loans

3



Course Workbook – Module 6  Evaluating Non-Current Assets as Collateral 
	

© Keusal Learning LLC, 2021  Breaking into Banking 201 

	

	
	
	
	
	

	

	

	

	

	

	

	

Two Purposes for Taking Collateral

ØWe want our borrowers to have 
“skin in the game”

ØLiquidation of collateral may 
generate cash to repay loan

5
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Commercial Real Estate as Collateral

ØLong useful life of asset

ØRestaurant inventory moves quickly

ØEquipment lasts a little longer

ØDirt and buildings last
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Commercial Real Estate as Collateral

ØLong useful life of asset

ØRestaurant inventory moves quickly

ØEquipment lasts a little longer

ØDirt and buildings last

ØFixed in one location

7
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Commercial Real Estate as Collateral

ØFluctuation in market value

ØFrequent (re-)assessment required

ØValuations and appraisals

ØWhy not simply use balance sheet 
value?

ØExample from 2009…
9
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Methods  to Appraise CRE

ØEstimate cost to re-construct replica

ØMarket (comparable sales)

ØGeography

ØType of property

ØIncome capitalization 

ØValue based on NOI
10
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Income Capitalization Approach

ØNOI is ~ Operating Profit

ØNOI = Rent Income – Op. Expenses

ØCapitalization (“Cap”) Rate

ØDerived from comparable sales

ØCap Rate (%) = NOI ÷ Sales Price

11
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Income Capitalization Approach
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CRE Appraisal à LTV Ratio

ØLTV = Balance ÷ Appraised Value

ØLower ratio à less risk

Ø…and therefore better collateral

ØEach bank has LTV policies

ØMax LTV typically 75-85%

ØDepends on whether owner-occupied
13
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Fixed Assets as Collateral

ØManufacturing Equipment

14
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Fixed Assets as Collateral

ØMaterial Handling Equipment
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Fixed Assets as Collateral

ØRailroad Cars, etc.
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Fixed Assets as Collateral

ØEarth-moving Vehicles

17
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Fixed Assets as Collateral

ØFleets of Delivery Vehicles

18



Course Workbook – Module 6  Evaluating Non-Current Assets as Collateral 
	

© Keusal Learning LLC, 2021  Breaking into Banking 201 

	

	
	
	
	
	

	

	

	

	

	

	

	

Assessing Value of Equipment

ØProfessional equipment appraisers

ØIn-house

ØContracted (outsourced) appraisers

ØProvide three values:

ØFMV, OLV, FLV
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Fair Market Value (FMV)
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Orderly Liquidation Value (OLV)
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Forced Liquidation Value (FLV)
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Other Notes – Fixed Asset Collateral 

ØCollateral is typically the asset 
financed

ØMatch useful life to term of loan

Ø“Blanket lien” on all assets (instead 
of securing w/ particular assets)

ØCurrent and future assets
23
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Key Final Thoughts…

ØDemand for assets often evaporates  
when seller most needs to sell…
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Key Final Thoughts…

ØHighlights need for current appraisals

ØReal estate

ØFixed assets

ØWhat’s our collateral worth right now?
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Working Capital (Trading) Assets

ØCollateral supporting line of credit
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Working Capital (Trading) Assets

ØCollateral supporting line of credit

ØMost common type of credit facility
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Working Capital (Trading) Assets

ØCollateral supporting line of credit

ØMost common type of credit facility

ØValue changes daily

Ø“Self-liquidating” collateral

ØWhy is A/R even better than INV?

4



Course Workbook – Module 7  Evaluating Trading Assets as Collateral 
	

© Keusal Learning LLC, 2021  Breaking into Banking 201 

	

	
	
	
	
	

	

	

	

	

	

	

	

Remember Liquidity Ratios?

ØCurrent and Quick Ratio

ØA/R and INV Turnover Ratio

ØThese ratios have limited value…

ØDon’t know quality of the assets
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Problems w/ Inventory on Bal Sheet

ØProduct Concentration / mix

ØGross margins may vary

ØPerishable?

ØRisk of obsolescence…

6



Course Workbook – Module 7  Evaluating Trading Assets as Collateral 
	

© Keusal Learning LLC, 2021  Breaking into Banking 201 

	

	
	
	
	
	

	

	

	

	

	

	

	

Problems w/ Inventory on Bal Sheet
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Problems w/ Inventory on Bal Sheet
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Problems w/ Obsolete Inventory

ØCompany has already bought it

ØLine of Credit is already drawn up

ØLikely won’t be sold…
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Problems w/ Inventory on Bal Sheet

ØProduct Concentration / mix

ØGross margins may vary

ØPerishable?

ØRisk of obsolescence

ØValuation method: LIFO / FIFO

ØOnly matters if they switch methods
10
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Problems w/ Inventory on Bal Sheet

ØProduct Concentration / mix

ØGross margins may vary

ØPerishable?

ØRisk of obsolescence

ØValuation method: LIFO / FIFO

ØIs any INV work-in-process?
11
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AMB’s Inventory – Raw Materials
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AMB’s Inventory – Finished Goods
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AMB’s Inventory - WIP

ØNo value in the market

ØNo value to us as bankers

ØTypically excluded from our 
calculation of “lendable” collateral

ØMay not be broken out on balance 
sheet
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AMB’s Inventory - WIP
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Problems w/ A/R on Balance Sheet

ØBanks care about being repaid

ØCompany cares about being repaid

ØThey expect some % of “bad debts”
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Two Ways to Record Bad Debts:
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Two Ways to Record Bad Debts:
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Two Ways to Record Bad Debts

ØDirect method is simpler

Ø…but violates ”matching principle”

ØAllowance method is more accurate

ØMore conservative, so banks prefer it
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AMB’s Balance Sheet – A/R
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Problems w/ A/R on Balance Sheet

ØBanks care about being repaid

ØCompany cares about being repaid

ØThey expect some % of “bad debts”

ØCustomer concentration not shown

21
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Problems w/ A/R on Balance Sheet

ØBanks care about being repaid

ØCompany cares about being repaid

ØThey expect some % of “bad debts”

ØCustomer concentration not shown

ØStale A/R % not reflected
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How to Solve These “Problems”

ØMay not actually be problems

Øi.e., bank may still be repaid

ØBut we need more detailed 
information

ØStay tuned for tools in Module 8…
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Reminders – CRE and Fixed Assets

ØCRE: appraisal à LTV ratio

ØLower ratio indicates lower risk, thus 
better collateral

ØEquipment: appraisal à FMV, OLV, 
FLV (most helpful figure)
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Assessing Value of Trading Assets

ØA/R and INV fluctuate daily

ØBalance sheet lacks needed detail

ØBank must understand value of its 
collateral on LOCs
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Customer Concentrations

ØRequest A/R Aging Report

5
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Customer Concentrations

ØRequest A/R Aging Report

ØLook for customers >10% of total

7
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Analyzing A/R Aging Report

ØAre there any stale A/R?

ØWhat credit terms does AMB offer?

ØRemember A/R Days calculations:

Ø66 days…54 days…48 days

ØWhy so much longer than terms?
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Analyzing A/R Aging Report

ØAre there any stale A/R?
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Analyzing A/R Aging Report

ØWhat about Fred’s and Taylor?

ØWhat about $343 A/R from VW?
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Analyzing A/R Aging Report

Ø“Tainted” A/R – Fred’s
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Analyzing A/R Aging Report

ØHow much of A/R from Fred’s is 
lendable collateral?
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Analyzing A/R Aging Report

ØHow much of AMB’s total A/R is 
lendable collateral?
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Analyzing A/R Aging Report

ØWhat about A/R from Taylor?
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Analyzing A/R Aging Report

Ø“Eligible” A/R:

Ø$13,809 - $1,198 = $12,611
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Problems Assessing Value of INV

ØProduct Mix – Need to ask borrower

ØObsolescence (stay tuned…)

ØWhat % of INV is WIP?

ØLook at AMB’s balance sheet
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Work-in-Process Inventory
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Work-in-Process Inventory

ØMay indeed have value to AMB

ØNot valuable to bank in liquidation

ØExclude from lendable collateral

ØProbably a bit conservative
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Accounting for Ineligible Collateral

ØBorrowing Base (aka “formula”)

ØAccounts for all known detail about 
trading assets (A/R and INV)

ØBB Certificate compares lendable 
collateral with LOC limit
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Borrowing Base Certificate

ØBB Certificate compares lendable 
collateral with LOC limit

ØAvailable liquidity = 

LOC limit – lendable collateral

ØMuch more accurate way to 
measure borrower’s liquidity
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Recall “Back of Napkin” Calculation
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Borrowing Base is More Accurate
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Advance Rates on A/R and INV

Ø80% of A/R – most self-liquidating

Ø50% of INV – not yet sold
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Advance Rates on A/R and INV
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Advance Rates on A/R and INV

ØConservative collateral values

ØHow much would bank actually get
in event of liquidation?
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Conclusion from Borrowing Base
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Borrowing Base Reporting

ØMonthly, Weekly or Daily

ØAsset-Based Lending (ABL)

ØBank relies on INV as primary source 
of repayment

ØFloorplan Lending (vehicle 
dealerships)
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Limitations of Borrowing Bases

ØDave: “A BB Certificate is only a 
piece of paper with numbers on it, 
until…”
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Limitations of Borrowing Bases

ØDave: “A BB Certificate is only a 
piece of paper with numbers on it, 
until…the bank conducts a Field 
Exam (aka Collateral Audit)
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Field Exam (Collateral Audit)

ØConducted on-site at borrower’s 
place of business

ØPhysically count some INV

ØCall customers to confirm A/R

ØFindings should confirm figures on   
BB Certificate
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Summary Collateral Chart

ØAnswers question: Is bank covered?

ØA/R and INV with advance rates

ØFixed Assets w/ FMV, OLV, FLV

ØReal Estate w/ LTV ratios
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Unusual Collateral Situations

ØUnsecured – no collateral

ØLarge companies w/ strong liquidity

ØUnder-secured – collateral is 
insufficient to cover balance

ØTypically results from acquisitions

ØGap is “airball” or “blue sky”
48
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Unusual Collateral Situations

ØHow to mitigate airball risk:

ØCash Flow Recapture provision (CFR)

ØBorrower provides EBITDA projection

ØAccelerated principal repayment

ØReduces leverage (and risk) sooner
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Conclusion of Modules 2-8:

ØIt’s all about getting repaid!
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We’ve Learned Ratios to Measure:

ØLiquidity

ØLeverage

ØDebt Service Coverage

ØFixed Charge Coverage
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How Ratio Analysis Impacts Bank 

ØStep back to look at entire portfolio

ØHow do we assess its quality?

Øi.e., is bank making good loans, and 
are they continuing to perform well?
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Tools to Mitigate Risk

ØCovenants and Guarantees (101)

ØAppraisals (equipment & CRE)

ØA/R Aging Reports

ØBorrowing Base formulas

ØField Exams

ØCFR provisions
4



Course Workbook – Module 9  Risk Ratings, Expected Loss, Provisions 
	

© Keusal Learning LLC, 2021  Breaking into Banking 201 

	

	
	
	
	
	

	

	

	

	

	

	

	

Big Question for Banks:

ØHow much of the money we’ve lent 
out is not going to be repaid?

ØExamine risk factors:

ØLow liquidity

ØHigh Leverage

ØLow FCC ratio
5
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Analyzing Bank’s Risk Factors

ØRisk exists…but how to measure it?

ØStart w/ OCC’s risk grades:
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Regulatory Classification Definitions
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Regulatory Classification Definitions
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Pass Credits Require Granularity
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Risk Ratings (Obligor Level)

ØBased on borrower’s:

ØFixed Charge Coverage ratio

ØLiquidity

ØLeverage

ØQuality of management team
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Q #1: What Is Chance He Will Fall?

ØStrength

ØStamina

ØExperience

ØMaturity
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Q #1: What is Probability of Default?

ØStrength

ØStamina

ØExperience

ØMaturity
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Probability of Default (PD)
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Most Obligors Have >1 Obligation

ØEach loan has different collateral

ØShould loans have same risk rating?
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Q #2: How Bad Will It Be if He Falls?

ØHow high is he?

ØWhat to land on?

16



Course Workbook – Module 9  Risk Ratings, Expected Loss, Provisions 
	

© Keusal Learning LLC, 2021  Breaking into Banking 201 

	

	
	
	
	
	

	

	

	

	

	

	

	

Q #2: What is Loss Given Default?

ØHow high is he?

ØWhat to land on?

ØLGD or LIED

(Loss in Event 

of Default)
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Need for Further Granularity

ØRequired by regulators

ØLeads to “dual risk ratings”

ØCombining PD and LGD

ØWhat would impact LGD?
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Q #1: What is Probability of Default?

ØWeak arms

ØTired

ØFirst climb

ØDaredevil
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Q #1: What is Probability of Default?

ØWeak arms

ØTired

ØFirst climb

ØDaredevil

à High PD
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Q #2: What is Loss Given Default?

ØHis feet are only 6” 

off of the ground

à Low LGD
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Expected Loss (or CECL)

ØCalculated for each loan

ØEL = PD (%) x LGD (%)
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Expected Loss (or CECL)

ØCalculated for each loan

ØEL = PD x LGD x loan balance

ØExpressed as $ amount)
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Expected Loss (or CECL)

ØScenario #1:

ØHigh PD

ØHigh LGD

ØLow outstanding balance

Øà Small Expected Loss
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Expected Loss (or CECL)

ØScenario #2:

ØLow PD

ØLow LGD

ØLarge outstanding balance

Øà Higher Expected Loss
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So…What is EL Used For?

Assessment of balance sheet, income 
statement, collateral  à

Risk Ratings (PD & LGD) 
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So…What is EL Used For?

Assessment of balance sheet, income 
statement, collateral  à

Risk Ratings (PD & LGD)  à

Expected Credit Loss (EL)
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So…What is EL Used For?

Assessment of balance sheet, income 
statement, collateral  à

Risk Ratings (PD & LGD)  à

Expected Credit Loss (EL)  à

Provision for Credit Losses      
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Provision for Credit Losses
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Provision for Credit Losses

30



Course Workbook – Module 9  Risk Ratings, Expected Loss, Provisions 
	

© Keusal Learning LLC, 2021  Breaking into Banking 201 

	

	
	
	
	
	

	

	

	

	

	

	

	

Provision for Credit Losses
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Provision for Credit Losses
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Provision for Credit Losses
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And They Lived Happily Ever After…
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Conclusion

ØYour job really does matter

ØBanks need sound financial analysis

ØCurrent and accurate loan data

ØCorrect risk ratings and EL figures

ØWhen your bank prospers, so will you
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