Commercial loan processing – Due Diligence
I) Overview – “Commercial loan processing” refers to the tasks involved in gathering and analyzing information required to both make a sound credit decision and produce appropriate and legally enforceable loan documents.  Accordingly, commercial loan processing consists of two subsets of tasks which are commonly referred to as “underwriting” and “due diligence.”  Each of these groups of tasks is more fully outlined below.

II) Commercial loan processing task families’ overview.

A) Underwriting – “underwriting” refers to tasks associated with obtaining and analyzing financial information about a potential borrower.  These tasks often include analysis of collateral offered to secure a loan or from which income is to be generated by a potential borrower as a means of paying the borrower’s obligations.  

B) Due Diligence – “due diligence” refers to tasks associated with obtaining and analyzing information about a potential borrower, guarantor and/or grantor required to properly bind the potential borrower in contract.  It also includes obtaining and analyzing information necessary to perfect the bank’s interest in collateral offered to secure a loan.

III) Underwriting – the following matters are required elements and considerations for purposes of making a sound credit decision.  These items are not discussed in detail in this document as its primary focus is on due diligence tasks.  It is important however to understand these other tasks must be adequately addressed and appropriate information obtained as part of overall loan processing.
A) Borrower financial information
1) Income information
2) Asset and liability information
3) Credit history
B) Guarantors and cosigners
1) Income information
2) Asset and liability information
3) Credit history

C) Collateral information
1) Types of collateral
2) Collateral valuation
3) Owner/grantor
IV) Due Diligence
A) Borrower
1) Types of borrowing entities – a “borrower” is a “legal person” as that term is defined by statutory or decisional law.  In California, the following are all deemed to be “persons” at law.
(a) Corporations

(b) General Partnerships

(c) Limited Partnerships

(d) Limited Liability Companies

(e) Limited Liability Partnerships

(f) “Natural” persons

(g) Trusts

2) Corporations – corporations are legal persons which come into existence pursuant to enabling statutes promulgated by state legislatures.  In California a corporation is formed when an incorporator files required documents such as “articles of incorporation” with the Secretary of State’s office.  In addition to articles of incorporation there are additional elements either required for the formation of a corporation or which are common components of corporations.
(a) Articles of incorporation

(b) By-laws

(c) Shareholders

(d) Board of Directors

(e) Executive officers.

3) General partnerships – general partnerships differ from most non-natural entities in California in that no formal documents are required.  In fact, under California law, the partners do not even need to have a clear intent to form a partnership for a general partnership to be formed.
  While California law permits general partnerships to register with the Secretary of State it is important to note that general partnerships are often formed without the partners even being aware of the fact they have formed a general partnership.  Accordingly, no written agreement is required in order to form a general partnership.  In a general partnership each partner is fully liable for the obligations of the partnership.
4) Limited Partnerships – unlike general partnerships limited partnerships cannot be formed absent the existence of a written agreement.  Additionally, limited partnerships must be registered with the California Secretary of State.  Limited partnerships differ from general partnerships in that the limited partners have limited liability for the obligations of the partnerships.
5) Limited Liability Companies – limited liability companies have been deemed by California courts as a “hybrid” of a corporation and a partnership.  To be formed Articles of Organization must be filed with the Secretary of State.  The Articles must set forth the manner by which the LLC will be “managed.”  Pursuant to California’s Corporations Code an LLC can be managed by managers or members.  If the LLC is managed by managers then only its managers can bind the LLC in contract or enter into obligations on its behalf.  This distinction is extraordinarily important as it is often the case the managers are also members.  If a person who is both a manager and member signs as a “member” any documents signed by such person are NOT enforceable against the LLC.
6) Limited Liability Partnerships – limited liability partnerships differ from limited partnerships in that there is no requirement for one or more general partners.  Limited liability partnerships may only be formed by attorneys, architects and accountants.  Limited liability partnerships are formed with, among other items, the filing of a Limited Liability Partnership registration form with the Secretary of State.
7) Natural persons

8) Trusts – trusts are perhaps best described as a “capacity” or vessel for holding assets.  In the world of commercial lending there are two basic types of trust lenders need to focus on though other types exist.  These two basic types are:
(a) Revocable inter vivos trusts.  A revocable inter vivos trust is a trust formed while the trustors are living which they have the power to revoke, typically at any time while the trustors are alive.  Trustors are the persons who form the trust.   In addition to trustors (also known as settlors or grantors) to be valid a trust requires evidence of a clear intention to form a trust, tangible assets, duties assigned to one or more trustees and ascertainable beneficiaries.  In many cases the trustors are also named as trustees and beneficiaries.  
(b) Irrevocable inter vivos trusts.  An irrevocable inter vivos trust differs from a revocable inter vivos trust most typically by virtue of the fact it is not revocable during the lifetime of the trustors.  Such trusts can, but need not, have third parties listed as trustees instead of the trustors.  
(c) Common due diligence matters.  Regardless of whether an inter vivos trust is revocable or irrevocable there are certain factors to keep in mind whenever dealing with a trust.  First, a third party may NOT request or require a copy of the trust agreement as this is specifically prohibited by California law.  Second, a third party should obtain a trust certificate which contains details fully described in California Probate Code section 18100.5.  These details include the following information:
(i) Confirmation of the existence of the trust and date of execution of the trust instrument.

(ii) Identity of the trustors and the currently acting trustee or trustees of the trust.

(iii) Powers of the trustee (e.g. power to borrow money or guarantee the debt of a third party).

(iv) The revocability or irrevocability of the trust and the identity of any person holding any power to revoke the trust.

(v) If there are multiple trustees, the signature authority of the trustees, indicating whether all, or less than all, of the currently acting trustees are required to sign in order to exercise various powers of the trustee.

(vi) The trust identification number, whether a social security number or an employer identification number.

(vii) The manner in which title to trust assets should be taken.

(viii) The legal description of any interest in real property held in the trust.

(ix) A statement that the trust has not been revoked, modified, or amended in any manner which would cause the representations contained in the certification of trust to be incorrect and a statement that the certification is being signed by all of the currently acting trustees of the trust.

B) Guarantors and grantors. 
1) Guarantors – guarantors are persons who agree to be responsible for a third party’s financial obligations in the event the third party fails to meet those obligations.  When a lender receives a credit request for which the potential borrower may not have the financial strength needed to support the request or the potential borrower is a non-natural entity for which the financial strength can only be found in the parties that own or control the entity it is customary to request guaranties from such parties.   In the event one or more guaranties are deemed necessary then underwriting and due diligence activities should be performed relative to the proposed guarantors.  
2) Grantors – grantors are persons who agree to pledge or “hypothecate” assets to support a request for credit from a third person.  Technically, in many cases, such persons can also be deemed “guarantors” or “sureties” under California law however it is typically the case the assets being pledged are worth more than the requested credit amount.  Generally no analysis of the financial strength of the grantor is performed however it is necessary to analyze the value of the assets and perform due diligence tasks for the proposed grantor.
C) Collateral and perfection of security interests.  
1) Types of collateral

(a) Real Property

(i) Fee interests – fee interests are the most familiar type of interest in real property.  A “fee” owner is one who ordinarily has the absolute right to do whatever he or she wishes to do with real property.  While there are multiple forms of fee interests the most common form is “Fee simple absolute” which means the owner holds absolute title to property and does so, theoretically, in perpetuity.
(ii) Leasehold interests – a leasehold interest is an interest in real property for a specified period of time.  Commercial property is often the subject of a leasehold interest.  In such cases it is common to see property leased for 10 to 30 years though the leasehold period can be considerably shorter or longer.  
(iii) Related property

· Fixtures – “fixtures” refers to personal property that is attached to real property in some permanent fashion.  Common examples of fixtures include plumbing or lighting fixtures.
· Rents – rents refers to money generated from the leasing of real property.  
· Other “attached or appurtenant” property – trees, water rights and easements are examples of property that is attached or appurtenant to real property.  Such items are tied to real property in either a physical or legal manner.  
(b) Personal Property

(i) Cash – cash ordinarily means funds held in a deposit account of some fashion though, in theory, in can apply to currency.  Cash offered as collateral is usually in the form of an account held at a financial institution.
(ii) Contracts – contracts include, most importantly, the rights conferred on the party who wishes to offer the contract as collateral.  Examples of such rights include the right to receive money or the right to purchase an item at a discounted amount.
(iii) Negotiable Instruments – negotiable instruments are documents that can be readily exchanged for cash.  Examples of negotiable instruments include cashiers checks, bearer bonds and promissory notes.
(iv) Accounts – accounts refers to money owed to a party and differ from contracts in that the only collateral being offered is the amount owed and the right to collect the amount.  Ordinarily the accounts are generated via the sale of goods or services.
(v) General intangibles – general intangibles are items which have value however they cannot be readily valued.  Examples of such things include goodwill or legal claims.
(vi) Titled collateral – titled collateral refers to items such as motor vehicles or boats for which a certificate of title are issued by a governmental agency.
(vii) Stocks and bonds – stocks and bonds are issued by businesses, typically corporations.  Stocks represent ownership interests in such businesses while bonds represent indebtedness of the corporation for which the holder typically receives interest payments on a regular basis. 
(viii) Trade Fixtures – trade fixtures differ from fixtures, defined earlier, in that they are specific to the owner’s business.  One example of a trade fixture is a walk-in freezer at a restaurant.
(ix) Inventory – refers to “goods” a merchant acquires for resale.  An example of inventory is produce.
(x) Equipment – equipment differs from inventory in that it is something used by the owner as part of conducting business.  To illustrate, a merchant who sells personal computers would count as “equipment” those computers he uses to transact business.
2) Required due diligence

(a) Real property

(i) Fee interests – the first step required to determine how a lender can perfect a security interest in a fee estate in real property is adequate identification of the property.  While we are most familiar with the street or “common” address of the property this information is legally inadequate for collateral perfection purposes.  Thus a legal description must be obtained as early in the process as possible.  In addition the following information/tasks must be obtained/completed as part of the due diligence process.
· Preliminary title report – provided by a title insurance company.  The preliminary report lists any item in the chain of title which is or could be superior to a lien placed by the bank.  It also lists conditions to which any title insurance policy will be subject.

· Environmental report – in many cases it is necessary to obtain an evaluation of real property to ascertain whether any hazardous materials or geological problems exist with the property as either of these matters can impair the bank’s ability to sell the property in the event of a foreclosure.

· Appraisal – while the value of real property is primarily an underwriting consideration it is typically something that is ordered by those who perform due diligence activities.
· Related information – if any of the items above indicate potential problems with the real property then additional information may be required.  One example is evidence of liens or restrictive covenants impacting title or rights related to real property.  If there is evidence of such items reflected in the preliminary title report complete copies of the documents involved should be obtained and reviewed.

(ii) Leaseholds – in addition to the items required for fee interests when a leasehold estate is being offered as collateral it is essential the bank obtain a copy of the lease agreement.  The agreement should be thoroughly reviewed to determine whether it is assignable, what its terms are, and whether any restrictions exist that could impair the bank’s ability to take possession of the real property in the event of a default.  
(iii) Related items

· Fixtures – when fixtures are being offered as collateral a complete description of the fixtures should be obtained.  In many cases this will include obtaining serial numbers, manufacturer information as well as model numbers.
· Rents – when rents are offered as collateral the lender should obtain copies of any written rental agreement for any tenancy other than a month to month.  Details of the agreements will be necessary to perfecting a security interest in the rents.  
· Other “attached or appurtenant” property – perfecting security interests in such property requires a complete description of the property.  This might include, as examples, licenses to extract minerals, easements, water rights or fruit trees.  

(b) Personal property

(i) Cash – a description of the account or similar (e.g. a Certificate of Deposit) is required to perfect a security interest.  Additionally, if the account is held by another financial institution the name and address of the other institution must be obtained.
(ii) Contracts – if contracts are offered as collateral copies of the contracts must be obtained.  In the case of government contracts it will also be necessary to contact the government agency that is a party to the contract to ensure their consent to assignment can be obtained.  
(iii) Negotiable Instruments – negotiable instruments offered as collateral must be taken into possession together with any endorsements or similar that will permit the bank to negotiate them in the event of a loan default.

(iv) Accounts – accounts offered as collateral are often in the form of electronic entries in bookkeeping and billing systems.  A printout listing the accounts as well as information on the borrower’s credit policies should be obtained.

(v) General intangibles – ordinarily no description of general intangibles is required when this property is offered as collateral.

(vi) Titled collateral – when titled collateral is offered as security it will be necessary to obtain the original title.  The lender will also likely need to obtain signatures of the owner on the titles or other documents to allow the lender to place a lien on the property.  
(vii) Stocks and bonds – in addition to the stocks and bonds it will be necessary to produce documents empowering the lender to transfer ownership of the stocks and bonds to the lender.  If the stocks and bonds are not in a physical form then information on the holder of the items must be obtained and appropriate assignment documents prepared.   

(viii) Trade Fixtures – as with fixtures it is essential that detailed descriptions of trade fixtures be obtained.  This will include manufacturer names as well as model and serial numbers.    
(ix) Inventory – while inventory can have a somewhat generic description it is often the case a lender wishes to take an interest in particular types of inventory.  In such a case a reasonable description of such inventory should be obtained. 
(x) Equipment – if equipment is offered as collateral a detailed description is necessary to include manufacturer information as well as model and serial number for each piece of equipment being offered as collateral.
3) Perfecting security interests

(a) Real property

(i) Fee interests – once the preliminary work described above has been completed perfection of the bank’s security interest in real property consists of the following series of steps.
· Removal/explanation of all title issues.  A thorough review of the preliminary title report must be completed and any items which could impair the bank’s ability to take ownership of the property in the event of default must be removed or an explanation of how and why they are immaterial must be provided.

· Preparation of a Deed of Trust including all relevant information e.g. legal description of the real property, name of the legal owner of the property and the name of the trustee which will hold the property, in trust, for the benefit of the bank.

· Execution of the Deed of Trust.  The Deed of Trust must be signed and the signature of the owner(s) acknowledged by a Notary Public.

· Recordation of the Deed.  The executed Deed of Trust must be recorded in the official records of the county where the real property is located.  Ordinarily this will be done by the title company which issued the preliminary title report.

· Obtain the original recorded Deed of Trust.  The title company which recorded the deed should return it to the bank after it has been recorded.

· Obtain a final title insurance policy.  Following recordation of the deed the title company will prepare a policy of title insurance.  This ordinarily takes a few weeks following recordation of the deed.  

(ii) Leaseholds – a leasehold interest offered as collateral will be perfected in the same way as a Fee interest.  The primary exception to this will be any limitations set forth in the lease which may require the preparation and execution of additional documents.  If the lease does not provide that the lessee may mortgage his or her interest absent the written consent of the lessor then this consent must be obtained prior to preparation, execution and recordation of the Deed of Trust.
(iii) Related items

· Fixtures – an interest in fixtures is perfected by filing a state-specific UCC financing statement, including a legal description of the related real property, in the county where the real property is located.  The filing should include a complete description of the fixtures in which the bank is taking a security interest.  Ordinarily a title company will record such a filing as a courtesy to the bank.  
· Rents – interests in rents are taken in one of two ways.  If the owner of the real property is offering all rents relative to a particular property an Assignment of All Rents can be prepared, executed and recorded.  If specific leases are being offered as collateral then each lease should be fully described in an appropriate Assignment(s) then executed and recorded.    

· Other “attached or appurtenant” property – perfecting security interests in such property requires completion of an appropriate assignment which may require the services of a licensed attorney.  Exceptions to this requirement would be items such as fruit trees in which a security interest is perfected as it would be for fixtures.    

(b) Personal property

(i) Cash – in order to perfect a security interest in cash it is necessary to prepare a pledge or assignment/security agreement which includes a detailed description of the account and amounts being offered as collateral.  If the account is represented by a Certificate of Deposit it will be necessary to take physical possession of the Certificate of Deposit.  If the account is domiciled at another financial institution it will also be necessary to prepare and obtain an executed Control Agreement from the other financial institution.  Additionally, a “hold” should be placed on the account to ensure funds are not inadvertently released to the owner.  
(ii) Contracts – in order to perfect a security interest in contracts the contract must be thoroughly reviewed to ensure it is assignable.  Presuming it is an Assignment of Contract must be prepared and executed and, if necessary, a consent to assignment obtained from the other party to the contract.  If the contract is with a governmental agency the agency must approve the assignment and should be contacted to obtain any specific forms required.  Finally, a UCC 1 financing statement should be filed with the Secretary of State listing the contract and what is being assigned (e.g. the right to collect money).    

(iii) Negotiable Instruments – to perfect a security interest in negotiable instruments a security agreement should be prepared and executed and the documents should be endorsed by the holder in favor of the bank.  The instruments should be logged and placed into dual custody.  
(iv) Accounts – perfecting a security interest in accounts requires the preparation and execution of a security agreement.  If anything other than all accounts are being taken as collateral then detailed information should be provided.  Additionally, a UCC 1 must be filed with the Secretary of State.  
(v) General intangibles – perfecting a security interest in general intangibles requires the preparation and execution of a security agreement and the filing of a UCC 1 financing statement with the Secretary of State.  
(vi) Titled collateral – security interests in titled collateral are perfected via the preparation and execution of a security agreement as well as completion of documentation required by the titling agency to show the bank as a lien holder.  It is always advisable to prepare and have executed a limited power of attorney which permits the bank to take legal title to the collateral in the event of a default.    

(vii) Stocks and bonds – security interests in Stocks and bonds involves multiple steps which can vary based upon the manner in which the items are held by the owner.  In any case a security agreement must be produced and executed. If physical stock certificates or bonds are issued it will be necessary to take physical possession of the items as well as produce and have executed appropriate stock and bond powers.  These “powers” are basically power of attorney forms which permit the bank to change the ownership of the stocks and bonds to the bank’s name.  If the stocks and bonds are held in an account it will be necessary to produce a document to be executed by the institution where the account is held by which the holder agrees to hold the account for the benefit of the bank.  The document must be signed by a representative of the institution and returned to the bank.   

(viii) Trade Fixtures – a security interest in trade fixtures is created by preparation and execution of a security agreement as well as the filing of a UCC 1 financing statement with the Secretary of State.  The UCC 1 should include a detailed description of the fixtures including manufacturer name, model and serial numbers.      

(ix) Inventory – in addition to preparation and execution of a security agreement a UCC 1 financing statement should be prepared and filed.  An appropriate description of the inventory should be included in the UCC 1 sufficient to describe the inventory in the event another creditor is also doing inventory financing.   

(x) Equipment – a security interest in equipment is created by preparation and execution of a security agreement and filing of a UCC 1 financing statement.  The UCC 1 financing statement should include a detailed description including manufacturer information as well as model and serial number for each piece of equipment being offered as collateral.

D) Other due diligence issues

1) “Sole proprietorships” – a “sole proprietor” is an individual engaged in the operation of a business.  The individual can be a natural person or any of the other legal entities identified above.  Sole proprietorships are not a “legal entity” as are most business organizations.
2) Fictitious names – a fictitious name is a name used by a person, other than the person’s own name, in the course of conducting business.  California law requires that a person using a fictitious name file a fictitious name statement in the county where the name is being used and publish the information in an appropriate publication such as a newspaper.  The use of a fictitious name does not result in the creation of a legal entity and this fact cannot be emphasized enough.  Treatment of a fictitious name as a legal entity can have a detrimental impact on the bank as in the Ninth Circuit case Da-Green Electronics v. Bank of Yorba Linda (891 F.2d 1396. 1989).  In that case the bank permitted one of its customers, an individual doing business as Sun Electronics, to obtain and use checks listing his business name as Sun Electronics Distribution, Inc.   A third party that was doing business with the bank’s customer was able to obtain a judgment against the bank as a direct result of the bank allowing the customer to use his fictitious name as if it were a legal entity.  The case is illustrative of the dangers a bank can encounter by treating a fictitious business name as a legal entity.
3) Regulatory/compliance issues – the following section is intended to provide a high level overview of the matters addressed.  It is in no way comprehensive or intended as a substitute for substantial training in regulatory matters.  Regulations and legislation with which banks must be concerned include, but are not limited to, the following:
(a) Equal Credit Opportunity Act – the Equal Credit Opportunity Act (Regulation B) was enacted to ensure any individual and many businesses were not precluded from obtaining credit owing to gender, racial or ethnic bases.  Since its enactment the legislation has been expanded to encompass other matters though equal access to credit remains its focus.  In the areas of documentation and due diligence it is important note that a lender may NOT require, among other things, guaranties from spouses or deny credit based on, among other things, marital status, race, religion or ethnicity.
(b) Truth in Lending Act – the Truth in Lending Act (Regulation Z) was enacted to ensure consumers had a uniform measure of the cost of credit they were seeking.  The Regulation promulgated pursuant to the Act requires lenders to provide certain disclosures to customers concerning the cost of obtaining credit.  
(c) Community Reinvestment Act – as part of their charter financial institutions are expected to help support the communities in which they do business.  The Community Reinvestment Act was enacted to ensure such support takes place.
(d) USA Patriot Act – following the events of September 11, 2001, the federal legislature enacted this legislation for the purpose of making it more difficult for terrorist organizations to use financial institutions as a vehicle for financing their operations.  This legislation includes heavy fines for banks that fail to comply with its provisions.
(e) Bank Secrecy Act – this legislation was enacted to help combat the use of financial institutions to “launder” money obtained through illegal means such as the sale of illicit drugs.  Enforcement of this legislation has become increasingly strict during recent years.
(f) Home Mortgage Disclosure Act - this legislation was enacted to combat the practice of “redlining” which historically refers to the refusal of mortgage lenders to finance home purchases in demographic areas with high concentrations of minorities.  
(g) Regulation U – the legislation which led to the promulgation of Regulation U was intended to prevent the speculative purchase of margin stocks using borrowed funds.  Pursuant to terms of the Regulation lenders are required to determine whether loan proceeds will be used to acquire margin stocks as that term is defined in the regulation.
(h) California laws – in addition to federal laws and regulations, California institutions must also be mindful of various California laws including the following:

(i) One action rule – under California law a party is limited to “one form of action” when seeking a civil, legal remedy.

(ii) Anti-deficiency laws – California law prohibits a lender which utilizes a non-judicial foreclosure on real property from obtaining a deficiency judgment against a borrower that has pledged real property to secure a loan.

(iii) Financial Elder Abuse laws – California law makes banks and other financial institutions “mandatory reporters” of suspected financial elder abuse.
4) Purchase money security interests – while many types of UCC/Personal Property collateral are covered above a “purchase money security interest” constitutes a relatively unique situation in that it involves cases where a borrower relies upon “consideration” from a lender to obtain an interest in personal property.  The Uniform Commercial Code sets forth the parameters and prerequisites of obtaining a purchase money security interest.  This is a highly misunderstood area of the law and many lenders fail to fully understand the elements and requirements of the UCC and, as a result, often fail to obtain purchase money security interests.  
5) Documented vessels – while for many “boat” loans certificates of title are issued in some cases, such as commercial vessels, the titling process is handled by the United States Coast Guard.  This is a relatively specialized form of titling and taking a collateral interest in such a vessel will usually require the services of persons trained in the titling and security perfection process.
6) Aircraft – perfecting a security interest in aircraft requires a lender contact the Federal Aviation Administration.  Specialized forms and information are required and it is recommended a lender use the services of persons trained in the titling and security perfection of aircraft.

V) Conclusion – this document is, once again, far from comprehensive.   It is intended to provide an overview of due diligence concerns involving loans.  Anyone involved in such processes should never undertake them without adequate training and ready access to individuals or organizations which can provide answers and support as needed.  The failure to perform adequate due diligence can easily result in a lender having unenforceable loan documents or interests in collateral offered to secure a loan.  Additionally, failure to comply with federal or state laws and regulations can place a lender at risk for civil or administrative penalties and leave it potentially liable to federal and state agencies as well as its own customers.  In order to mitigate risk it is imperative that a lender develop and enforce meaningful loan procedures as well as ensure loan operations staff have access to support individuals or groups with appropriate expertise in all areas of loan due diligence.  
� California statutory and decisional law make plain that a Trust is not a “person” in the same sense as corporations or natural persons however they are discussed in the context of being borrowers as they do have some of the characteristics of some non-natural persons.


� California Corporations Code section 16202 defines a general partnership as “…the association of two or more persons to carry on as coowners a business for profit … whether or not the persons intend to


form a partnership.





