
EXPERTS' FORUM        Bank/Financial

Understanding Asset-Based Financing
With hundreds of companies in the Twin Cities
facing loan and credit line renewals in the coming
weeks and months, amidst the worst recession in
decades, you can be sure that small business
owners and bankers will face some troubling
situations and be forced to make some tough
decisions.

For companies with a less-than-perfect balance
sheet or other credit issues, two very different
alternative financing options are available: 
asset-based financing and receivables financing
(or factoring). In each case, the borrower is using
assets to obtain cash, but this is where the
similarities end.

The key difference is who owns the asset. In a
factoring arrangement, the factoring agent
purchases the company’s receivables outright at a
discount and takes responsibility for collection of
the receivables. 

In an asset-based lending arrangement, the
borrower’s accounts receivables are pledged to the
lender as security for the loan. The borrower
retains ownership and responsibility for collecting
on the receivables, and their value remains on the
company’s balance sheet. If the borrower fails to
meet its repayment commitments, the lending
institution has the accounts receivable as
collateral.

Following is an example of a business that we
might see here at Fidelity Bank, perhaps referred
to us by an accountant, attorney, or other business
advisor:

A manufacturing company with annual revenues
of $15 million is coming off a bad year as they
prepare for review and renewal of their line of
credit. So far in 2009, they’ve been profitable,
their management is sound, and they have in place
a solid turnaround plan. The current financing is
well secured, but the turnaround is unverifiable. 

Ideally, a bank would like to see six to nine
months of consistent, solid profit and as a bridge,
would now seek a partnership with an asset-based
lender.

 

So how does a business deal with this scenario?

First, make sure your financial house is in order:
taxes paid; bank statements reconciled; accounts
payable and accounts receivable accurate and up
to date; and inventory costs accurate and
verifiable. 

Your accounting system must be available and
ready for review, including general ledger and
supporting documentation. At $750 or more per
day for a collateral exam, the more prepared you
are, the better.

Second, make sure that your business story is
clear, concise and accurate: Do you have a solid
management team in place to achieve your
business objectives? Do you know and can you
articulate what’s going on in your industry, and
what it will take to meet your objectives? What’s
your worst-case scenario and how will you
handle it? How will you overcome adversity?

Keep in mind that alternative financing, by
definition, is not a long-term solution. In the
meantime, it can bring several benefits to a
company struggling with change.

First, alternative financing takes the lender’s
focus off the balance sheet and puts it on
collateral value, so your business has time to
adjust to changing market conditions and address
issues that are negatively impacting the business. 

Second, it allows the owners to access additional
working capital without having to give up any
ownership in the business.  

Finally, because they are faced with more
stringent reporting requirements, business owners
can benefit from the additional information that is
created by more disciplined and frequent
reporting.

These alternative financing options are available
and offer the business owner viable alternatives
that can help restore the business to financial
health. 
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