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Collateral Valuation Study
Mama’s Best, Inc. is a medium-sized business that has been producing canned fruits and vegetables for local and regional markets for the past five years.  Last week, a small fire badly damaged their industrial sterilizer and brought production to a halt.  They wish to purchase a new, improved sterilizer that will allow them to reduce production costs and improve quality.  If all goes well, they can be up and running again in 2-3 months.

You work for AgroLoan Bank.  Your boss, whose sister is the general manager of Mama’s Best, has decided to approve their loan application.  In keeping with his commitment not to disregard all ethical constraints, has asked you to independently calculate the collateral requirements in accordance with bank regulations. 

Financial Factors:

Cost of New Equipment:

$50,000

Cost of Installation:

    2,000

Cost to remove old equipment

   And repair building damage
    3,000

Total Needed for Investment
$55,000

Assets available as collateral:  



Your valuation of the collateral

New Equipment

$  50,000

_________________________

Receivables

    25,000

_________________________


Delivery Trucks (3)
    50,000

_________________________


Land


    30,000

_________________________

Building

   
    75,000

_________________________


Inventory

    50,000

_________________________

    Total Assets:


$290,000

_________________________

Notes on Assets:

New equipment:   The Baldridge Corporations’s All Purpose Everything Sterilizer 2000 represented cutting edge technology until 2005, when their chief competitor, Channell Industrial Products, introduced the Sterilator, which has quickly become the industry standard.  Mama’s Best has been able to obtain an excellent price, however, on the last Baldridge APES 2000, which originally listed for $100,000, because it is the last one in stock.  Production has been discontinued.  A new Sterilator costs $55,000.

Receivables:  Mama’s Best provided the following aged receivables report:

  
30 days

10%

  
60-90 days 
20%

    
  
90-120 days
30%


  
Over 120 days
40%

Delivery Trucks were purchased used five years ago and reflect book value, without depreciation.  

Land:  Valuation is based on purchase price eight years ago.  Comparable properties in similar industrial areas consistently sell for more than $50,000.  

Building:  Valuation is based on current price of construction materials for a building of comparable size.  No allowance adjustment has been made for fire damage and needed repairs.

Inventory:  Mama’s Best has a two-month supply of popular delicious jams, refreshing juices, and tasty vegetable pastes to fill anticipated orders based on past experience.

Banking Regulations:  Banks must take security on loans in accordance with cash flow and credit ratings.  The boss has already certified that the cash flow is excellent, so there is no need to worry about that.  Based on credit ratings, the following collateral requirements apply:


Rating




Collateral Required
Excellent (no history of delinquency)

65% 


Mediocre (occasional delinquency)

85% 


Poor (consistent delinquency)


100%

In case there is no credit history, or the history is inadequate to make a determination, the lender is instructed to investigate credit references of the borrower.

The National Bank has recently established a credit information system for banks showing only negative banking information.  A search of Mama’s Best showed only one loan, in which there was some trouble (delinquent payments) from February to May in each of the five years of the loan, when raw materials are out of season so that production falls off.  According to references on the loan application, several family members have given working capital loans which were repaid promptly and in full.  A search of court records, however, shows an outstanding judgment lien for non-payment of utilities, which Mama’s Best CEO has explained as “a crazy misunderstanding.”

Legal Issues:  The Secured Lending Act of 1908 allows for lenders to take security interests in real property, fixtures and vehicles, subject to registration at the Company Registry in the capitol.  Fixtures are defined as “any equipment permanently affixed to a building.”  The registry is paper based, and files are somewhat disorganized.  The Customer Service Covenant (developed with the help of a USAID technical assistance project) promises to attend to all filings within 30 days or less.  

Suits to enforce loans normally take at least two years.  Upon judgment, the lender must file an enforcement action if the debtor does not pay the judgment voluntarily; the enforcement action can take an additional two years.  However, upon judgment, the court will seize real property (including fixtures) and sell them at auction.  Court costs are set at 10% of the value of the claim, without regard to what is actually recovered at auction.  Auctions usually yield 75% of appraised value.  

The Civil Code of 1898 (as amended in 1953) does not permit seizure of “any equipment necessary for the owner to earn a reasonable living.”  It is not clear, in practice, whether this applies only to individuals and their tools of trade, or to corporations and their machinery.
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