Asset based lending

Demystifying a trend

Asset based lending is an emerging financing product in the UK, but it can
be easily confused with other forms of finance. Andrew Rotenberg and
Adam Scarrott of Jones Day explain what it is, how it works, and look at

the key practical and legal issues.
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Asset based lending (ABL), which origi-
nated in the US, is an emerging prod-
uct in the UK and throughout Europe,
as illustrated by the increasing number
of large, complex multi-jurisdictional
ABL deals that have been done in recent
years across a number of different in-
dustry sectors. More and more UK and
European based companies, as well as
multi-national companies with opera-
tions in the UK and Europe, are becom-
ing aware of the fact that ABL is a very
flexible and innovative financial prod-
uct which works equally well within

various economic cycles.
This article:
* Explains what ABL is.

*  Compares and contrasts ABL to
other forms of finance.

e Discusses the mechanics of ABL.

* Considers practicalities, other legal

issues and negotiating points.

WHAT IS ABL?

In broad terms, ABL is a discrete form
of secured lending where the lender
advances funds to a borrower based
on the value of certain types of the
borrower’s assets. Typically, the assets
will comprise trade receivables (that
is, book debts or the borrower’s right

to payment from a customer resulting

from the provision or sale of goods or
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services), inventory (also known as
stock), plant and machinery, real estate
and sometimes other assets such as in-

tellectual property rights.

An ABL lender would expect to be re-
paid by the borrower in respect of
inventory and receivables financings
(which are typically structured as re-
volving credit facilities) from the ongo-
ing sale of inventory and/or collection
of receivables. ABL facilities that are
tied to other types of assets are typical-
ly structured as term loans which am-
ortise through a series of regular instal-

ments (see “ABL mechanics” below).

ABL lenders earn profit from an ABL
deal by three main sources: charging in-
terest on the funds borrowed; applying
service charges against the amount of
receivables purchased; and charging ar-

rangement and early termination fees.

The ABL market

ABL techniques and structures were de-
veloped in the US in the 1980s and
1990s. In the late 1990s, some US lend-
ers began to provide ABL facilities to
UK businesses, leading the drive from
invoice discounting to full ABL financ-
ings (see “Invoice discounting” below).
The clearing banks established or ac-
quired specialist factoring and invoice
discounting firms, and now each of
HSBC, RBS, Lloyds TSB and Barclays
have dedicated teams with specialist
ABL underwriting and structuring ca-

pability.

While the credit crunch has slowed fur-
ther innovation in syndicated transac-
tions, the ABL market has an appetite
to originate larger transactions which
can be syndicated to a group of lend-
ers, particularly because ABL financ-
ings are not highly leveraged, are struc-
tured as senior secured loans and are
relatively easy for syndicate members
to monitor, based on the information

provided by the borrower.

The UK based trade association body
once known as The Factors and Dis-
counters Association is now known
as the Asset Based Finance Associa-
tion (ABFA), reflecting the maturity

of the ABL product and the markets
in which its members operate. ABFA’s
broad membership includes small inde-
pendent factoring houses at the small
to medium-sized enterprise (SME) end
of the market, the large clearing banks
and non-bank finance companies such
as GE Capital.

At the end of the first quarter of 2010,
advances by ABFA members (including
pure invoice discounting) totalled over
£14 billion, and were provided to nearly
50,000 customers in the UK. While the
overall lending figures have remained
relatively static over the last few years,
a notable trend is that advances to large
companies now form nearly a quarter of
all advances and have doubled in abso-
lute terms in the last three to four years.
In addition to the ABFA community, a
number of other lenders are active in the
market, including some US lenders and

independents such as Investec.

ABFA is not a regulatory body and
membership is not compulsory; it is
a community and trade body which
seeks to enhance the awareness of the
products and also provide education

for its members.

Regulatory position

ABL is not a regulated activity or prod-
uct in the UK; however, many lend-
ers are subsidiaries of banks that are
regulated by the Financial Services
Authority or other regulated banks.
Receivables financing and lending are
regulated products in countries such as
France and Germany, and UK lenders
often overlook how they may lawfully
market and provide ABL facilities in

Europe.

Even though ABL is not regulated in
the UK, ABL lenders are of course
generally subject to the anti-money
laundering legislation. As such, ABL
lenders conduct “know your custom-
er” checks and fulfil other compliance

requirements.

Importantly, in a climate in which bank
capital is scarce, ABL loans give banks
a better capital treatment for banking

supervision purposes, which explains

in part why some banks have been try-
ing to move many of their commercial
customers away from the general over-

draft over to an asset based product.

Lenders’ criteria

ABL facilities are not suitable for every
company. ABL lenders must ensure
that in the event of insolvency, the val-
ue of the assets rather than the value
of the business will repay the loan.
Stressed and distressed companies
with good assets are often ideal bor-
rowers. Particular factors that an ABL
lender will look for in a potential bor-
rower include the following;:

* Operations. The borrower should
have good back office arrange-
ments, information systems and
records, and sound credit control
procedures.

* Balanced assets. There should be a
good spread of assets and low cus-
tomer concentrations (that is, a di-

verse customer base).

* Assets with value. The borrower
should have a good payment his-
tory of receivables (few rebates or
credit notes) and appraisals of in-
ventory and fixed assets satisfac-
tory to a secured lender.

Uses for ABL

In practice, almost two-thirds of all
borrowers are in the manufacturing or
services sectors, with annual turnover
ranging from less than £500,000 to
over £100 million. However, the type
of company is often less important
than the company’s financial situation,
its business needs and its stage in the
corporate life cycle (see box “Business
needs”).

Working capital. ABL receivables and
inventory financings are ideal to fi-
nance working capital, and as these
types of facilities do not amortise like
a term loan, the cost of debt is there-
fore minimal. As the company’s work-
ing capital grows, the availability of
funding grows with it, compared with
a hardwired overdraft limit which can

limit a company’s expansion plans.
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Business needs

Business needs

Facility type

Structure

Daily working capital

Overdraft or invoice discounting o
Asset based lending (ABL)

Overdrafts have fixed limit, while
invoice discounting is more flexible
Non-amortising

ABL financed buyout

Capital expansion e Asset finance e Lease/hire purchase
e Term loans e Loan to value of asset
Integration/acquisition/buyout e Leveraged buyout (LBO) e |BO leverages earnings multiples and

financial covenants
ABL deal leverages the assets to provide
necessary funds

Restructuring and turnaround

Debt write down/swap for equity °
ABL new money

Closely monitored ABL facility

Acquisitions. ABL facilities can also be
used to finance acquisitions. Historical-
ly, only those companies able to dem-
onstrate several years of earnings with
good potential for growth (typically in
the private equity market) could access
acquisition debt, now more commonly
referred to as leveraged buyout financ-
ing. However, it is now common to use
the assets of an acquisition target to fi-
nance its acquisition. Under the old “fi-
nancial assistance” regime applicable to
private companies (as set out in sections
151 to 158 of the Companies Act 1985),
this technique had to be “whitewashed”.
The Companies Act 2006 repealed these
rules, and this has reduced the complex-

ity of ABL-funded acquisitions.

Turnaround situation. As has been the
case in recent years, a company’s per-
formance often peaks so that banking
financial covenants become tight or
debt service payments become jeopard-
ised. Existing lenders may be reluctant
to provide further liquidity to the busi-
ness and the company will then need to
leverage its assets.

ABL facilities are commonly provided
in such so-called “turn around” situa-
tions because the ABL lender is more
comfortable taking the risk that the
borrower may fail, as compared with
traditional bank lending. ABL transac-
tions are structured and tightly man-

aged on a daily basis, so that the col-

lateral should always exceed the finance
provided, and the lender should expect
full repayment even if there is an insol-
vency. In addition, insolvencies present
fee opportunities for ABL lenders be-
cause certain early termination and

servicing fees become payable.

This structuring technique and risk ap-
petite has led to the ABL lenders being
regarded somewhat unfairly as the “lend-
ers of last resort”. Indeed, ABL lend-
ers have traditionally originated many
transactions from the restructuring and
insolvency market and, as the ABL mar-
ket is expecting that many companies in
the UK will enter into insolvency in the
near future or need to be restructured in
the next few years, there will be more op-

portunities for ABL lenders.

There are now numerous household
names that use or have used ABL facilities
for a variety of reasons, whether for debt
restructuring or providing finance to a
sector deserted during the credit crunch
by traditional non-ABL bank debt, such
as the retail or the auto-supplier indus-
try; for example: Carphone Warehouse,
Jaguar Landrover, Umbro, Mappin and
Webb, Unipart, Woolworths, Waterford
Wedgwood and Jones the Bootmaker.

ABL VS OTHER PRODUCTS

There are many financial products
which contain an asset element (see box
“Asset-related finance products™).
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Asset finance

Asset finance is generally regarded as a
term of art for lease and hire purchase
(HP) arrangements where the finance
house rather than the borrower owns
the asset in question and leases it to the
user.
Some assets, particularly modern
printing presses or injection moulding
machines can be financed by either as-
set finance or ABL arrangements. As-
sets of very high value such as rolling
stock, oil rigs, aircraft, trucks, buses
and the like are rarely financed by an
ABL lender as they would normally
be financed by leasing companies with
specialist technical and marketing ex-
pertise. Similarly, assets of relatively
low value such as photocopiers or mo-
tor vehicles are not generally financed
by an ABL lender but would regularly
be financed on a bulk or fleet basis by

an asset finance house.

ABL lenders avoid financing low value
fixed assets as the costs of repossession
are too high and the ABL lenders do not
possess fleet management expertise. In
addition, the leasing/HP industry is
well established and finance directors
are very comfortable with the lease/HP
product when they are seeking to fund
a class of assets. ABL lenders gener-
ally look to take security over all assets
rather than a specified sub-section of

the assets.



Asset-related finance products

Factoring Invoice discounting | Asset based lending Asset finance Asset backed Trade
finance finance

Features * Funding * Funding against | ¢ Funding against a * Funding large * Raising finance ¢ Financing
against invoices invoices range of corporate assets such as against a pool of imports and
* Full credit + With or without | assets including rolling stock, rail, assets, such as exports, secured
control service, bad debt protection | invoices, stock, plant aircraft, ships, trade receivables, over the goods
with or without * Management and machinery, property | trucks and high aircraft leases, and shipping
bad debt information and cashflow loans volumes of smaller mortgages, loans or | documents
protection # Can be disclosed | ¢ Management assets such as other financial
* Management or undisclosed information photocopiers or cars | assets
information * Can be disclosed or

undisclosed

Users * Start-ups, ¢ SMEs and larger | « Financially mature * Operators of high | ® Investment banks | ¢ Creditworthy
SMEs, small organisations with | companies ranging from | value equipment package the product | traders and
companies a more mature turnover of £20 million | such as airlines, oil | and sell rated notes | re-sellers
including sole collections process | up to multinational, companies and ferry | to investors + Commodity
traders, and in place sometimes global, companies + Some receivables | buyers and
partnerships corporations * All types of deals may use hybrid | sellers

companies use ABL/ABS structures | ¢ Manufacturers
asset finance for (and are similar to
small value items ABL structures)

Applications | ¢ To improve + To improve * To provide a cash ¢ Tax-based + To fund financial | ¢ Wide variety
cashflow cashflow flow solution for financings institution of applications
* To provide * To have a strategic purposes, * Capital intensive | investments such as | ¢ Facilitates
outsourced credit | flexible financial such as an MBO/MBI, industries a leasing company’s | secure
control solution that grows | refinancing or rapid + Where operational | assets or a loan international
¢ To have a and diminishes in | expansion flexibility is portfolio trade
flexible financial | line with the + To have a flexible important (such as * Corporates * Ease
solution that business financial solution that leasing an aircraft wishing to reduce importer’s cash
grows and grows and diminishes in | for five years rather their cost of funds flow (pay when
diminishes in line line with the business than financing the by having their goods arrive at
with the business whole value of the assets rated and dock)

aircraft) securitised

Asset backed finance

In asset backed finance, debt securities
(such as bonds or notes) are issued
in the course of a securitisation and
backed by (that is, funded by and se-
cured over) a portfolio of cash flow-
generating assets such as credit card
receivables, trade receivables, auto
loans and leases. Residential mortgages
are often funded in similar way by so-
called “RMBS” structures (residential
mortgage-backed securities) and are
now back in the news with RBS’s recent
announcement of its £4.7 billion issue

of RMBS.

Many aircraft leases and residential
mortgages have been securitised by
transferring lease rental streams or
mortgage payments to a special pur-
pose vehicle (SPV). This transfer of
assets from the owner to the SPV is

the key distinguishing feature of asset

backed finance. (For more information,
see feature article “Securitisation: the
options available”, www.practicallaw.
com/8-203-4749.)

Interestingly, in the last few years, some
larger ABL transactions have adopted
the SPV

known as “securitisation-lite”, particu-

structure in transactions
larly in the context of a pan-European
financing. Capital maintenance re-
quirements and corporate benefit laws
in many European jurisdictions are
much stricter than in the UK in that
they prohibit, or severely limit, the
ability of subsidiaries to cross guaran-
tee each other’s credit lines. In an as-
set backed structure, all the receivables
from various jurisdictions are trans-
ferred into one SPV incorporated in a
favourable tax and legal jurisdiction
(such as Ireland or The Netherlands),

creating a cross-collateralised pool of

assets contained in one legal entity
without having to rely on cross-guar-
antees. The ABL lender, having used
asset backed techniques to secure the
assets, then lends against the assets,
just like in a typical ABL deal.

Based on our experience in a number of
these transactions, we predict further
convergence between the techniques
used in asset backed finance and ABL.

Trade finance

Trade finance is a long-established fi-
nancial product which provides finan-
cial security to a foreign seller (that
is, the supplier) that a domestic buyer
(that is, the importer) has the ability to
pay that foreign seller on the invoice due
date. The domestic buyer pays for the
goods (via a commercial letter of credit
facility issued by its local bank) when

the shipping documents are provided to
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that bank. The trade finance product
assists the importer in obtaining open
account terms with its suppliers, avoid-

ing the need for upfront cash payments.

ABL financiers, on the other hand, gen-
erally finance the sales of the product
imported or subsequently manufac-
tured and then sold. They may provide
credit against the inventory purchased
from abroad but this will almost exclu-
sively be on the basis that the inventory
is located in the UK and that any trade
financier’s interest in the inventory or

receivables is waived.

Invoice discounting

Invoice discounting is where a company
which supplies goods or services on
credit terms (such as being due 60 days
after invoice date) assigns its unpaid
invoices (that is, book debts or other
receivables) to a finance company at
a discount for immediate cash to pro-
vide working capital. The finance com-
pany charges a fee and interest on the
amount advanced. Generally, the com-
pany retains responsibility for collect-
ing the debts and administering its sales
ledger. Invoice discounting can be:

e “Disclosed”, where the customer is
aware of the invoice discounting
agreement (as it is notified, this
would normally be a legal assign-
ment complying with section 136 of
the Law of Property Act 1925).

e “Undisclosed”, where the customer
is not aware of the invoice discount-
ing agreement (as it is not notified
to the customer, this would be an

equitable assignment).

e “Non-recourse”, where the finance
company takes the credit risk of the
invoices not being paid.

*  “Recourse”, where the company re-
tains the credit risk of the invoices
not being paid. If invoices are not
paid the finance company can sell
them back to the company or re-
ceive payment under an indem-
nity from the company. The fees
charged to the company reflect this
risk.

Invoice discounting is similar to factor-
ing, although in factoring, the supplier
company usually discloses the facility
to its customers and the facility is oper-
ated on an invoice by invoice granular
basis (rather than operating on the total
balance of invoices, as in the case of in-
voice discounting). (For more informa-
tion, see feature article “Unlocking cap-
ital: factoring and invoice discounting”,
www.practicallaw.com/4-100-0399.)

While some purists refer to trade receiv-
ables-only transactions as invoice dis-
counting, as they involve buying, rather
than lending, against receivables, it is
now commonplace in the UK to refer
to such deals within the ABL umbrella

term.

Note that while Scottish invoice dis-
counting is certainly possible and there
is a Scottish market for the product,
this is a specialist area where the flex-
ible English law assignment mechanism
does not work, as Scots law applies very
different assignment and security rules.
The Irish market (both sides of the bor-
der) follows the English model; ABFA
members come from all over the UK

and Ireland.

ABL MECHANICS

The mechanics of an ABL facility will
depend on the type of asset being lent
against.

Working capital assets

Working capital assets comprise receiv-
ables and inventory. In the UK, it is
quite common that the trade receiva-
bles element of an ABL facility will be
financed on an invoice discounting ba-
sis (see “Invoice discounting” above).
This means that the trade receivables
are assigned outright to the ABL lend-
er, which then advances to the seller/
borrower between 75% and 90% of
the face value of them. The underly-
ing customers will be directed to pay
the invoices into a segregated account
which will be applied against the then
outstanding amount of the ABL facility.

However, another lending structure
can also be found in the UK, based on
the US experience. In the US, an ABL
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lender will rarely provide a debt pur-
chase facility like invoice discounting
because, unless the transaction can
be classified to be a “true sale”, the
US Uniform Commercial Code will
recharacterise the debt purchase as a
loan secured against the receivables.
As such, US lenders providing facilities
in the UK have been historically more
comfortable than UK lenders with a
genuine loan structure as opposed to a

debt purchase structure.

Borrowing base. US facilities have de-
veloped the concept of a “borrowing
base”, which is calculated by taking the
value of the assets and deducting from it
certain “ineligible receivables” and “re-
serves”. Typically, ineligible receivables
are those receivables which are subject
to set-offs by the underlying customer
or where the customer has a poor pay-
ment record. ABL lenders establish “re-
serves” by placing a block on the value
of the assets. For example, if the ABL
lender is aware that its borrower gives
discounts or rebates to its customers
which mean that less than the full face
value of the invoices will be paid to the
segregated account, then the lender will
establish a reserve to mitigate against
this risk.

As regards inventory financing, most
ABL lenders will only consider lending
against finished goods. Some lenders
will finance raw materials, but relatively
few will finance work in progress. The
simple reason is that both raw materials
and finished goods can be turned into

cash quite quickly.

Once the contents of the borrowing
base are agreed on, the lender next de-
cides what proportion of the value of
the eligible borrowing base assets it is
prepared to make available to the bor-
rower in loans. This is known as the ad-
vance rate and is expressed as a percent-
age of the value of the eligible assets
(see box “Inventory borrowing base”).
Advance rates are negotiated between
the borrower and lender and depend on

the types of assets involved.

The resulting values under a borrowing

base calculation are compared against



Inventory borrowing base (in GBP as at month end)

Raw materials 7,000,000

Less ineligible 1,000,000

Eligible raw materials 6,000,000 @ 50% 3,000,000
Work in progress (WIP) 5,000,000

Less ineligible 1,500,000

Eligible WIP 3,500,000 @ 20% 700,000
Finished goods 12,000,000

Less ineligible 1,000,000

Eligible finished goods 11,000,000 @ 50% 5,500,000
Total borrowing base prior to reserves 9,200,000

Enterprise Act 2002 reserves (£600,000), other reserves (£400,000) 1,000,000

A) Total net borrowing base 8,200,000

B) Drawings 7,600,000

C) Facility limit 8,000,000

Availability (lesser of (A-B) and (C-B)) 400,000

the level of borrowings; any excess is
referred to as “availability” and may be
drawn down, subject to any facility lim-
it. However, while the lender is not will-
ing to lend more funds to the borrower
than the borrowing base will support,
the collateral securing the asset based
loan is not usually limited to those as-

sets that are in the borrowing base.

Given that the assets are changing every
day, it is essential that the ABL lender
receives regular updates of the borrow-
ing base. Some borrowers regard these
reporting requirements as onerous.

Formalities and priority. In US-style
ABL deals, borrowers generally obtain
revolving loans for receivables and in-
ventory. The revolving loans are repaid
as the cash from sales comes into the
business and are re-borrowed as new re-

ceivables and inventory are created.

In the vast majority of cases, the ABL
lender’s security is an all-assets deben-
ture: the ABL lender will always require
a first ranking debenture giving it first
recourse to the assets financed, but
also, importantly, the power to appoint

an administrator. The ABL lender may

permit other assets to be secured to oth-
er lenders, but it will insist on appropri-
ate intercreditor documentation giving
it first priority over the assets funded by
it and first priority over assets not fund-
ed by any other lenders. The security
over the assets not specifically financed

is referred to as “boot collateral”.

The inventory is generally supposed to
be fast moving and ready for sale and
it is usually not practicable for a seller
to have to contact its bank every time
it wishes to sell some stock; it is there-
fore usually subject to a floating charge
There

are some exceptions to this, however,

(see box “Floating charges”).

often known as “distribution finance”
or “floor planning”. Some auto deal-
ers must obtain releases from the bank
before delivering motorcycles or motor-
cars to customers; these assets could be

subject to a fixed charge.

The receivables will usually fall within
the fixed charges created by the deben-
ture. The borrower will be required to
ensure that its customers pay its invoic-
es into blocked accounts often referred
to as “collection accounts” (in just the

same manner as an invoice discounting

arrangement). The ABL lender would
have the classic element of control and

would ordinarily have fixed security.

In the case of floating charges, given the
nature of the financing and that the
lender’s exit route is the proceeds of sale
of the assets, the lender must set aside
reserves to mitigate against the risk that
the sale of the assets it has financed leads
to large payments being made to the pre-
scribed part or to employees (section
176A, Insolvency Act 1986 (1986 Act), as
amended by section 252, 2002 Act) (see
box “Floating charges”). Fixed charge
holders have greater rights than floating
charge holders as regards the adminis-

trator’s conduct of a sale of assets.

Before the ABL lender can provide a
loan against assets secured by a floating
charge, it must perform an assessment
of potential liabilities that will rank
ahead of its security, and monitor this
going forward: it will be important to
ensure that the receivables are in fact
paid to the collection accounts, and the
lender may wish to estimate the amount
of the prescribed part and preferential
claims so that up-to-date reserves may

be made.
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Fixed assets

The fixed asset portion of ABL (prop-
erty and plant and machinery (P&M),
which cannot so easily be converted
into cash) is usually provided by way of
an amortising term loan, where inter-
est and principal are repaid on a regu-
lar basis, just like a mortgage. These
loans are typically used to finance the
borrower’s longer term needs and are
repaid over a longer period of time. It is
very common that the ABL lender will
automatically deduct payments due on
the term loans as a drawdown under the
receivables and inventory lines. This has
the effect of increasing the “overdraft”,
but also ensures the ABL lender does
not have to chase payments.

It is fair to say that ABL lenders are now
less willing to provide commercial real
estate mortgages than a few years ago.
Where mortgages are provided, the am-
ortisation profile of the loan will be
quite steep at around ten years (as op-
posed to the normal domestic mortgage
rule of 25 years). In addition to the is-
sues raised in this article in the context
of ABL facilities, all the commercial
and legal principles of property finance
would apply to this type of loan; these
are not considered further here.

P&M is generally a less valuable asset
than real estate in absolute terms and
also because its market value will de-
preciate significantly. P&M loans tend
to be medium-term (around five years)
and present their own particular issues

for consideration.

P&M and real estate loans are often

documented separately from the receiv-

ables by add-on schedules.

Formalities and priority. P&M is quite
similar to real estate in that it is usu-
ally secured by a fixed charge contained
within standard debentures, although it
does not, of course, have any registry
like the Land Registry. Again, the lender
will insist on first ranking security over
the P&M.

Most lenders assume that fixed assets
should be subject to the fixed charge.

However, it should not be assumed that

Floating charges

It is important to be able to distinguish between a fixed or a floating charge in the
context of taking security over assets in asset based lending. The leading judgment in
what constitutes a floating charge is the House of Lords’ decision in National West-
minster Bank plc v Spectrum Plus Limited and Others ([2005] UKHL 41) (for back-
ground, see feature article “Floating charges: where are we after Spectrum Plus?”,
www. practicallaw.com/8-214-1952). Their Lordships held that in order for a security
to amount to a fixed charge, the security holder must exercise sufficient control over
the asset so that the company granting the security may not deal with the asset with-

out the security holder’s consent.

In an insolvency, the floating chargeholder’s recoveries will be subject to the claims of

preferential creditors, such as certain employee claims and the so-called “prescribed
part” (in relation to floating charges created after 15 September 2003). The Enter-
prise Act 2002 (2002 Act) introduced into the administration process this “pre-
scribed part”, as a set aside fund for the benefit of unsecured creditors, capped at
£600,000 (section 176A, Insolvency Act 1986 (1986 Act), as amended by section
252, 2002 Act) (for background, see feature article “Enterprise Act: corporate insol-
vency aspects”, www.practicallaw.com/3-102-3042).

the word “fixed” in accounting termi-
nology will have the same meaning in
law. We have seen examples in practice
where the borrower regularly bought
and sold P& M without reference to the
ABL lender, despite the terms of the rel-

evant debenture.

The risk to the ABL lender is that it will
be deemed not to have exercised suffi-
cient control over the P&M as set down
by the principles in Spectrum Plus (see
box “Floating charges”) ([2005] UKHL
41). As a consequence, the relevant
assets could be deemed to be subject
only to a floating (rather than a fixed)
charge, and the lender risks not receiv-
ing all its loans back. It is of course
critical that the ABL lender in practice
monitors and exercises control over the
collateral in a manner consistent with

the terms of the relevant debenture.

OTHER LEGAL ISSUES AND
PRACTICALITIES

ABL is a skilled business. ABL lenders
must have good credit skills but must
also understand the true market value
of the assets financed, particularly in
the context of a potential liquidation
sale. ABL lawyers must understand in-
solvency and general banking law, be
expert in the ranking of security, un-

derstand the difference between financ-
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ing receivables by way of loan or by
way of debt purchase and must have a
good grasp of general commercial law
(as the assets being financed often arise
through general commercial contracts).
They must also have significant litiga-
tion expertise, from the enforcement
of personal guarantees and mortgages
through to pursuing complex civil and

criminal fraud cases.

Valuation

In the case of inventory, P&M and real
estate assets, the ABL lender must be
certain of the value of the asset being
financed and will regularly “appraise”
(that is, audit, stock check and profes-
sionally value) the assets using spe-
cialist firms (such as Hilco or Gordon
Brothers for inventory or Cushman and
Wakefield or DTZ for real estate).

Ownership and title
Particular issues arise for P&M and in-

ventory:

P&M. P&M is very likely to consti-
tute “fixtures”, and appropriate waiv-
ers from the respective landlords will
have to be obtained to ensure the
company retains its title. P&M is of-
ten tradeable and it is not uncommon
for ABL lenders to require nameplates
to be physically attached to the P&M



stating that it is subject to their secu-
rity. Specialist appraisals of the value of
P&M often provide a shock to the bor-
rower: the appraisal will provide a value
on an open market and a liquidation
basis which may often be much lower
than the acquisition cost. Very special-
ist P&M may have very little value at
all, simply because if the borrower be-
comes insolvent, there may not be any
other company that would want to buy
unique machinery. More creditworthy
companies might prefer to look to a
leasing product where 80-90% of the
acquisition cost could be financed in a

tax-efficient manner.

Inventory. The ABL lender must also be
certain that the borrower has good ti-
tle to the inventory. Supplier retention
of title claims are common. “Consign-
ment stock” is inventory provided by a
supplier to the borrower’s premises but
title remains at all times with the sup-
plier until the point of sale; this is com-
mon in the retail sector. In the metal
industry, large customers may wish to
pre-purchase steel or copper from the
borrower at favourable market rates
intending to have that copper or steel
manufactured into a desired product at

a later date.

The ABL lender must be certain that it
knows which stock belongs to the bor-
rower and which stock belongs to cus-
tomers or suppliers. Well-advised ABL
lenders will also seek landlord waivers
so that the landlord agrees that it will
not distrain against the goods (that is,
sell the goods and set the proceeds off
against overdue rent payments), or on
payment of the rent it will not termi-
nate the lease. ABL lenders may consid-
er establishing a six-month rent reserve
so that funds should be available to
continue rent payments. The last thing
an ABL lender needs in a distressed sit-
uation is not to have access to, or any-

where to store, the inventory.

The ABL lender will also consider how
readily the inventory can be turned into
cash: slow moving or obsolete invento-
ry could become ineligible for funding,.
In retail fashion inventory financing,
the ABL lender may be advised to seek
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consent from the brand name owner, so
that the ABL lender may sell the stock
with the branding attached, rather than
having to remove the branding from the
clothing (and likely making the inven-

tory worthless).

It can be seen that ABL requires very
careful due diligence as it is a very risky
business. The best lenders conduct
“collect out” scenarios and “exit route”
planning, so that they can predict the
appropriate advance rates and reserve
levels required to ensure that, even on
an insolvency, the lender will receive all

its money back.

Negotiating an ABL facility

Given the risk scenarios and the rela-
tively high likelihood of borrower fail-
ure, ABL lenders have traditionally
relied on very lender-friendly documen-
tation. While ABL lenders have risk
controls and regularly audit and check
the facilities, they are also exposed to
the risk that the borrower could provide
misleading asset information. Unfortu-
nately, ABL lenders have suffered sig-

nificant frauds over the years.

In order for the ABL lenders to protect
themselves against a breach of that
trust, the ABL documentation provides
for a wide discretion for the ABL lender
to reduce facility limits, introduce new

reserves Or increase existing reserves

and/or classify certain assets as ineligi-
ble. Indeed, many facilities are provided
as “uncommitted”, and are effectively
on demand financings. Many lawyers
who read ABL documentation for the
first time are aghast at the terms and

conditions.

In recent years, ABL lenders have been
more open to negotiating terms. Well-
advised borrowers look to reduce the
minimum notice periods and termina-
tion fees, to set out the parameters un-
der which an ABL lender can exercise its
discretions and to require explanations
of why an ABL lender has established
reserves or changed the advance rates.
However, only the strongest and best ad-
vised borrowers will be able to prohibit
any right of an ABL lender to change the
facility terms on a going forward basis.

Arguably, ABL lenders will need to be
willing to be more flexible if the ABL
product on offer is going to be accept-
able to larger companies. When the
credit market improves, it is likely that
lenders will be more open to negotiat-
ing their terms and conditions: those
lenders must hope that the clients they
want to lend to have not found financing

elsewhere.

Andrew Rotenberg is a partner, and
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Day.

This article first appeared in the October 2010 issue of PLC Magazine.
© Practical Law Publishing Limited 2010. Subscriptions +44 (0)20 7202 200 1200



