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A borrower in �nancial distress raises a number 
of concerns for a secured lender.  It is critical for 
the secured lender to be proactive and quickly 
develop a plan to help maximize its recovery and 
limit its exposure.  This article provides secured 
lenders critical action items they should consider 
when one of their borrowers is in �nancial 
distress.  It also provides detail regarding key 
areas that a collateral review may need to cover 
and key provisions of the loan documentation 
that should be reviewed and possibly revisited in 
light of the situation.  
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2. Determine the Borrower’s Liquidity 

Position

Regardless of the cause of financial 

distress, understanding the short- 

and long-term liquidity positions of 

the business is an important step to 

enable the secured lender to evaluate 

the situation.  The secured lender will 

want to:

(i)  Identify short- and long-term 

liquidity concerns;

(ii)  Evaluate capacity/availability 

under borrower’s revolving credit 

facility, if any, and whether any 

circumstances have occurred 

that may prevent it from drawing 

on the revolver;

(iii) Obtain statements of the value 

of the borrower’s current cash, 

cash equivalents, and other liq-

uid assets; and

(iv) Obtain the borrower’s projected 

weekly liquidity, cash flow, and 

cash expenditures and monitor 

a comparison of weekly projec-

tions to actuals in order to con-

tinually evaluate the reliability 

of the projections.

3. Perform a Collateral Review

Performing a collateral review will 

help the secured lender determine 

whether all assets of the borrowers 

and guarantors (the “loan parties”) 

that are intended to be the secured 

lender’s collateral are subject to a 

valid and perfected first priority se-

curity interest in favor of the secured 

lender.  A collateral review should be 

performed as early in the process as 

possible so that actions necessary to 

grant or perfect a security interest in 

collateral can be taken early in the 

workout process and, preferably, more 

than 90 days prior to any contemplat-

ed bankruptcy proceeding.  This is due 

to the fact that actions taken to grant 

or perfect a security interest in assets 

of the applicable loan party within 90 

days of the commencement of a bank-

ruptcy proceeding may be subject to 

avoidance as a preference under Sec-

tion 547 of the Bankruptcy Code.  This 

time period is expanded to one year if 

A borrower in financial distress raises 

a myriad of concerns for its secured 

lender, including increased risk of 

less than payment in full of its loan, 

increased liabilities, additional costs 

and expenses, and greater utilization 

of lender resources.  When a borrower 

shows signs of distress, it is critical 

for the secured lender to promptly 

and proactively develop a thought-

ful strategic plan to mitigate issues 

and to identify options available to 

strengthen the secured lender’s posi-

tion in the credit facility.  Doing this is 

an important first step for a secured 

lender interested in maximizing its 

recovery and limiting its exposure.  

The purpose of this article is to pro-

vide a toolbox of action items for con-

sideration by secured lenders when it 

becomes apparent that a borrower is 

in financial distress.  

1. Identify the Factors Contributing to 

the Borrower’s Financial Distress. 

 Any number of factors could contrib-

ute to a borrower’s financial distress.  

A few include:  (a) general conditions 

affecting the industry in which the 

borrower operates (such as increased 

competition, decreased demand for 

products or services, or slowdown in 

advances in the industry), (b) gen-

eral economic, capital market, credit 

market, or financial market conditions 

(including increases or declines in 

indexes or the price of securities or 

commodities), and (c) company-specif-

ic issues (such as ineffective man-

agement, high leverage, operational 

inefficiencies, insufficient controls, 

increased cost of work force or raw 

materials, or loss of key customer or 

vendor relationships).  Depending on 

the circumstances at hand, conduct-

ing this evaluation may require the 

involvement of a restructuring advisor 

or even the appointment of a chief 

restructuring officer.  Identifying the 

primary factors contributing to the 

financial distress experienced by a 

borrower helps inform the secured 

lender and position it to evaluate the 

strategy for a path forward.       

the secured party is an “insider” of the 

loan party.

     Depending on the assets that are 

intended to constitute collateral, this 

review may include:

(i) evaluation of whether the secu-

rity agreements contain effective 

granting clauses in favor of the 

secured lender (and any other 

creditor intended to be secured 

by the collateral) and have been 

duly executed and delivered by 

each loan party;

(ii) identification of whether the 

loan parties have acquired or 

formed any subsidiaries after the 

closing dates that are not cov-

ered by the security agreements;

(iii) confirmation that UCC-1 financ-

ing statements have been filed 

(and, if applicable, continued) in 

the correct jurisdiction of organi-

zation of each loan party which 

(among other things) accurately 

describe the collateral, the legal 

name of each loan party (based 

on charter documents recently 

certified by the secretary of state 

(or similar agency), and the name 

of the secured lender;

(iv) confirmation that the secured 

lender has perfected its interest 

in all deposit accounts, securities 

accounts, and commodities ac-

counts of each loan party (other 

than those which are excluded 

by agreement of the parties);

(v) confirmation that intellectual 

property security agreements 

have been filed with the United 

States Patent and Trademark 

Office and United States-Copy-

right Office for all United States 

registered intellectual property 

of each loan party;

(vi) confirmation that the secured 

lender is in possession of (A) orig-

inal stock certificates and stock 

powers undated and executed 

in blank for all of the equity 

interests included in the collat-

eral, and (B) original promissory 

notes and allonges undated and 

executed in blank for all promis-
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from recent field examinations and 

appraisals, together with the results 

of a collateral review, provide valuable 

information to help the secured lender 

maximize recovery and limit exposure.   

5. Revisit the Terms of the Loan Documents

A review of the loan documenta-

tion governing the credit facility is 

necessary to determine (a) whether 

one or more events of default exist 

thereunder (and if so, the appropriate 

response to those events of default) 

and (b) whether provisions should be 

tightened or added in light of the situ-

ation at hand.  

If an event of default has occurred 

and is continuing (including the expi-

ration of any applicable cure period), 

it may be appropriate for the secured 

lender to send a reservation of rights 

letter to the borrower.  A reservation 

of rights letter provides notice to the 

loan parties that one or more events 

of default have occurred and are 

continuing, that the secured lender 

has no obligation to make any further 

loans or other extensions of credit, 

and that the secured lender is reserv-

ing all of its rights and remedies and 

considering whether to exercise those 

rights and remedies.  It is important 

for the secured lender to promptly 

send the reservation of rights letter if 

it has knowledge of the existence of 

an event of default in order to rebut 

any claim that the secured lender has 

waived the event of default by course 

of conduct or by inaction.

If one or more events of default 

exist under the credit facility, the 

borrower may ask the secured lender 

to waive the events of default or 

forebear from exercising remedies as 

a result of the existence of the events 

of default.  The determination of 

whether to waive the events of default 

or enter into a forbearance agree-

ment depends, in part, on whether 

the parties have enough information 

available to enter into a restructur-

ing of the covenants, or whether the 

secured lender needs the loan parties 

to achieve certain milestones or 

provide further information before 

contemplating such an agreement.  

A forbearance period (rather than a 

waiver) may provide the lender the 

time it needs to conduct a collateral 

review and address underlying issues, 

obtain additional information, and 

work with the borrower to formulate a 

restructuring plan.  

When a borrower shows signs of 

distress, in addition to determining 

the status of compliance with the 

existing terms of the loan documents, 

it is also appropriate to reevaluate the 

existing covenants in the loan docu-

ment and determine whether further 

protections or modifications should 

be incorporated.  Below are some 

examples of items that the secured 

lender may wish to revisit or add un-

der such circumstances:

(a) The liquidity triggers for the test-

ing of financial covenants, trig-

gering weekly borrowing-base 

reporting, increased appraisals, 

and the implementation of cash 

dominion – including the time 

periods involved, the threshold 

of the liquidity test, and the ex-

tent to which the test can be sat-

isfied using qualified cash and/

or excess availability.  Springing 

triggers and covenants may not 

be appropriate when a company 

is in distress.

(b) The latitude given to the loan 

parties to make dispositions, 

investments, distributions or 

prepayments of indebtedness 

which are not conditioned 

on the absence of an event of 

default (e.g., payment conditions 

tests which are limited to mate-

rial events of default).

(c) The extent to which cash is 

included in the borrowing base 

and the reporting and other 

requirements related thereto.

(d) Addition of provisions that 

require that cash in excess of a 

certain amount be used to pay 

down the outstanding obliga-

tions.  

(e) Addition of a minimum liquidity 

sory notes payable intended to 

be included in the collateral;

(vii) confirmation that effective mort-

gage recordings have been made 

with respect to any real estate of 

the loan parties;

(viii) confirmation that no prior fil-

ings have been made that would 

provide another creditor with 

lien priority ahead of the liens 

granted to the secured lender; 

(ix) if the loan parties own assets 

that require special perfection 

steps (such as motor vehicles, air-

craft, as-extracted collateral, or 

rolling stock), confirmation that 

those steps have been taken; and

(x) evaluation of whether there are 

“hidden” liens that will impact 

the assets of the loan parties and 

may prime the secured lender’s 

security interest (such as statu-

tory liens or interests like those 

arising under the Perishable 

Agricultural Commodities Act 

of 1930), and if so, preparation 

of a plan to mitigate the impact 

of those liens on the secured 

lender’s collateral (such as imple-

menting a reserve against the 

borrowing base).

If issues are identified in the collateral 

review, the secured lender should 

take action to remedy the problems as 

promptly as practicable (e.g., imple-

ment reserves against the borrowing 

base, obtain control agreements, 

mortgages, and amendments to secu-

rity agreements, and make necessary 

filings).  

4. Refresh Field Examinations and 

Appraisals

Performing updated field examina-

tions or appraisals (as appropriate) 

of the assets that constitute col-

lateral (such as inventory, accounts 

receivable, and/or equipment) may 

be advisable in order to confirm the 

accuracy of the borrowing base and/

or other collateral reports and to test 

and confirm assumptions key to the 

underwriting.  Updated information 



that are preapproved in the intercredi-

tor agreement?  Does the intercreditor 

agreement prohibit the junior lenders 

from proposing and/or providing a prim-

ing DIP financing?  Intercreditor and sub-

ordination agreements may also operate 

to impose limits on the secured lender’s 

actions during the term of such agree-

ment, including restrictions on its ability 

to extend additional debt, modify its 

borrowing base, increase its pricing, take 

a lien on additional collateral, and exer-

cise rights and remedies.  A restructuring 

strategy should be crafted, taking all of 

these factors into account.  In order to 

address the competing interests of other 

creditors, the secured lender will need 

a complete understanding of its rights 

and obligations under the intercreditor 

or subordination agreement.

Conclusion

Set forth above is an overview of 

some initial action items for a secured 

lender to consider when its borrower 

shows signs of distress.  The plan of 

action appropriate for a particular 

situation may require tailoring to 

the specific circumstances involved.  

Additionally, secured lenders should 

expect to revisit and adjust their 

strategy and action plan as the situ-

ation evolves.  Acting promptly and 

proactively to remain informed and 

evaluate the landscape will best pre-

pare the secured lender to develop a 

successful path forward.   TSL
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covenant.  If included, evaluate 

how to allocate the requirement 

between qualified cash and 

excess availability.

(f) Addition of monthly financial 

covenants that are not currently 

included in the loan docu-

ments. 

(g) Requirement that the borrower 

deliver a 13-week cash-flow 

projection and inclusion of a 

financial covenant that tests 

actual cash flow or expenditures 

versus the projected amounts 

(either as to any line item or in 

the aggregate).

(h) Requirement that the loan par-

ties engage a chief restructuring 

officer or restructuring advisor 

and grant the secured lender’s 

financial advisors access to the 

chief restructuring officer or re-

structuring advisor and the loan 

parties’ books and records.

(i) Increase the collateral package 

by requiring a security inter-

est on assets that are currently 

excluded from the collateral.

(j) If the borrower is owned by a 

private equity group or other key 

insiders, requirement that the pri-

vate equity group or other insiders 

either make an equity contribu-

tion or provide a guaranty.

6. Evaluate the Terms of Intercreditor 

Agreements.

If there are intercreditor or subordina-

tion agreements in the transaction, 

the secured lender should carefully 

analyze its rights and obligations 

under those agreements because they 

can impact the restructuring strategy.   

Questions to explore include:  Can the 

secured lender block payments owing 

to junior lenders?  Are there standstill 

periods during which the junior lend-

ers and lienholders cannot exercise 

remedies?  Does the secured lender 

have the ability to drag subordinated 

lenders and lienholders along in the 

sale of assets and release of collat-

eral?  Are there limitations on DIP 

financings and use of cash collateral 


