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Before Loans Become Non-Performing
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Portfolio Level
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Loan classification systems

Å Acceptable ïa loan with no detectable problems, in which the associated risks are 

unlikely to materialize over time. 

Å Special Mention ïa loan with material weakness that nonetheless does not warrant 

the expectation of a loss or a substandard classification. 

Å Substandard ïa loan for which neitherthe borrowerôs financial condition nor the 

security or collateral package backing the loan would be adequate to protect the 

lender from loss. 

Å Doubtful ïa substandard loan with the added risk that any attempts to liquidate

value and to collect on it are unlikely to generate enough to recoverthe lenderôs 

capital. 

Å Loss ïa loan deemed uncollectible, because any assets backing the loan are gone 

or have lost their original value, and the borrowerôs means to repay the loan are 

impaired. The loan may still have salvage value, but the effort required to realize that 

value is beyond that considered reasonable, which justifies the lender writing off the 

remaining outstanding balance. 

ÅThe health of a financial 

institution largely 

depends on the quality 

of its assets ïincluding 

the loans it extends

ÅLoans typically involve 

credit extended on the 

basis of a contract that is 

held by the originating 

institution until maturity 
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Signs of distress in the borrower 

Å Declines in profit margins ïmight signify that the higher sales were achieved from 

prices that are too low, overly generous discounts or rebates, higher selling costs, or 

some combination thereof. 

Å Pronounced increases in product returns ïmight indicate that higher sales 

resulted from lapses in quality control, which would have a negative impact on profits, 

with a time lag as dissatisfied customers return their purchases. It could even involve 

government-enforced product safety recalls. 

Å Pronounced increases in the aging of accounts receivable ïmight identify 

additional sales achieved by extending store or company credit without adequate 

credit scrutiny or safeguards. The additional costs of collection and losses on 

extended credit could have a negative impact on company profits with a time lag. 

ÅThe process of 

accurately diagnosing a 

borrowerôs financial 

condition involves 

identification of groups 

of warning signs that 

validate one another

ÅTaken alone, most 

warning signs are too 

ambiguous to signal 

financial distress
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Signs of distress in the borrower  (contËd)
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Loan and loan portfolio reporting requirements and frequency

Portfolio staff should be given clear instructions regarding the frequency and topical 

coverage of portfolio supervision or monitoring reports

Å Loan terms, loan and interest payment history, borrower attributes, security 

profile ïAddresses who was intended to use the credit and why, relating the 

borrowerôs main characteristics to the nature of the business or project

Å Credit risk review ïThe review is an analysis of the risks affecting the borrowerôs 

ability to repay. It includes industry risk, country risk, legal risk, operational risk, etc., 

along with factors that might influence willingness to repay the loan

Å Liquidity risk review ïFor borrower companyôs assets and liabilities, with particular 

attention focused on the actual liquidity of those shorter term assets on which the 

borrower will likely depend to meet his regular cash requirements

Å Market risk review ïPertains to the risks inherent in the markets for the companyôs 

obligations (debt) and other claims on its cash (equity)

Å Security/collateral adequacy review

Å Adequacy of the information systems ïProvides regular information on the above 

points
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Portfolio-level actions 

ÅThe lender should 

ensure that its 

information systems 

have the right balance 

between entity-level 

(borrower, loan, 

property) information 

and portfolio-level 

information

ÅOn the right side are 

summarized five actions 

that management should 

take while business 

conditions are relatively 

calm; these can be 

modified to apply to 

lending institutions 
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Establishing transfer criteria 

There are multiple organizational possibilities for handling problem loans. Most 

lending institutions handle extreme cases of jeopardy in one of three ways: 

Å 1. The loans are sold; 

Å 2. The associated loan collateral is liquidated and the loan is paid from proceeds; or 

Å 3. Loans are worked out (usually involving some type of loan rescheduling or 

restructuring)

Å The table below offers examples of some of the considerations regarding criteria for 

NPL transfers:
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Warning signs for systemic distress 

Å When systemic distress reaches the equivalent of a financial flash point, it gives rise to 

a financial crisis, and the usual treatment of financial obligations as a collection of 

contracts subject to contract law breaks down
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Systemic distress vs isolated (or ad hoc) distress 

When the markets in which lendersô clients normally operate are marked by financial crisis, 

lenders may consider modifying their responses in the following areas: 

Å Loan collateral loses protective value as widespread illiquidity affects asset 

markets 

Å Counterparty risk becomes more important, as even strong institutions can fail during 

a financial crisis 

Å Widespread uncertainty and prospects of government debt forgiveness can cause 

good borrowers to stop servicing their debt obligations as they build up a cash war 

chest and avoid making payments that they believe might forestall some benefits of 

anticipated debt relief 

Å Borrower companies should consider the financial health of key suppliers and 

customers during widespread financial crisis differently from borrower distress that 

occurs as an isolated event 
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Portfolio-level actions during a financial crisis 

During widespread financial distress, several actions are recommended at the portfolio level 

Å The lenderôs legal department should review all loan collateral for ñenforceabilityò 

Å Portfolio staff should update collateral valuation, taking into account changes in 

asset markets brought on by the crisis with particular regard to the current state of 

liquidity in those markets 

Å The lenderôs financial operations unit or accounting department should provide all 

portfolio staff with up-to-date breakdowns of all loan amounts outstanding and 

falling due, including accrued interest, penalty interest, loan amounts in arrears, 

arrears broken down by number of days outstanding, reimbursable expenses related 

to loan recovery, and any other amounts owing. 
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Level of the Individual Loan
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Project / loan cycles and the dynamics of divergence 

ÅA major complication in 

a financial workout is the 

fact that relationships 

evolve 

ÅAt the financial heart of a 

larger enterprise will be 

the financial decision 

maker ïthe owner, the 

bookkeeper, a 

professional financial 

director, or the Chief 

Financial Officer (CFO)

ÅAt some stage, the 

enterprise will need 

additional money to 

pursue a project, with 

financial aspects taken 

into consideration

ÅThe relationship with the 

prospective lender has 

its own life cycle 
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Project / loan cycles and the dynamics of divergence  (contËd)

ÅAt the lending institution, 

the financial decision 

will first lie with the 

liaison with the client, 

usually a Loan Officer
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Project / loan cycles and the dynamics of divergence  (contËd)

ÅShould the enterprise 

eventually suffer a 

financial set-back, the 

CFO will have to revive 

the relationship with the 

bank, this time under far 

less pleasant 

circumstances

ÅInitially, the bank is 

forgiving and prepared 

to accommodate

ÅAfter the first payment 

default, an early attempt 

is made to reschedule 

the loan

ÅHowever, there may be 

circumstances in which 

the situation deteriorates 

to where the bank has to 

call in its workout team

ÅIn this situation, contacts 

are more frequent, but 

the circumstances have 

changed dramatically é
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Documentation deficiencies and flaws
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Documentation deficiencies and flaws (contËd)
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Notice letters 

Dunning letters 

Å Normally associated with lendersô demands for payment, these should also be 

applied to any of the following areas in which the lender considers the borrowerôs 

action or performance to be unsatisfactory:

ï Failure to pay principal and interest on a timely basis

ï Failure to pay as contractually agreed outstanding penalty fees and/or interest

ï Failure to provide contractually agreed information on a timely basis; and

ï Failure to pay on a timely basis such obligations as property taxes, insurance premiums, etc. 

Acceleration letters

Å Acceleration is a formal action and should conform to the institutionôs established 

procedures

Å The acceleration letter should reflect the specific requirements of the lender-

borrower relationship and should be handled with care

Demand letters 

Å é to co-signers, guarantors, or other such counterparties

Set-off letters

Å A lender experiencing payment default should apply those assets of the borrower 

subject to set-off to outstanding debt in a way that conforms with local legal 

requirements

ÅIt is not enough for 

lenders to originate a 

loan to a corporate or 

SME borrower and then 

rely on the language in 

the loan agreement

ÅLenders must also 

exercise discipline, 

caution, and equanimity 

in their communications 

with borrowers, both oral 

and written
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Guarantees, completion agreements, and comfort letters 

Guarantees

Å Guarantees are a type of loan enhancement in that they reduce the impact of non-

payment of a particular loan, providing an alternative means for the lender to seek loan 

repayment 

ï Demand guarantees do not require proof of default to be initially called

ï Surety guarantees, in which the beneficiary of the guarantee must prove that default has 

occurred before calling the guarantee 

Completion agreements

Å The borrower pledges to provide additional financial resources in the event of 

any project cost overruns

Å Generally the beneficiary of a project completion agreement is the borrower company, 

which therefore must make the call

Comfort letters

Å These letters are a way of recording intent but tend to ñlack teethò from a legal 

perspective
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Understanding priority of claims 

Liquidation in most jurisdictions is guided by law regarding how the proceeds of borrower 

payments are to be applied in a particular sequence of priority 
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Seeking cash conservation before new lending 

ÅRaising funds in the 

continuing presence of 

financial sloppiness or 

profligacy only 

reinforces such behavior 

and amounts to tacit 

approval 

ÅTherefore, before any 

decisions are made to 

secure additional 

funding, the lender will 

want to review the 

borrower companyôs 

operations to help 

identify areas in which 

savings can be achieved 

and which would free up 

cash from its current 

uses

If a company shows signs of financial distress and is also hemorrhaging cash because of 

an absence of financial controls and questionable spending patterns, its efforts to raise 

additional funding to alleviate the distress will be misdirected. 
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Additional actions in connection with the borrower 

Å To the extent that the borrower lacks the means or ability to control its cash, 

lenders with the right to do so might consider taking control of the borrower 

companyôs accounts receivable

Å This can be done through a ñlock boxò with a cash sweep that can be administered 

by the lenderôs staff, a specialist consultant, or an outside trustee

Å Particular attention is to be paid on invoicing and the process of collecting 

receivables through daily monitoring

Å The lender must both ensure that adequate controls are implemented and avoid being 

fully in control of the borrowerôs business, due to the risk of lender liability
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Identifying conflicts of interest among stakeholders 

Company stakeholders are often in 

situations in which they have a conflict of 

interest

Å All of the companyôs stakeholders; 

Å Their representative bodies; 

Å A full description of the nature of each 

of their ñstakesò and, with those who 

may have multiple stakes, which 

stake is likely to most affect their 

decision making; 

Å The payoff relationship inherent in 

each stakeholderôs interest in the 

company; and 

Å A description of the nature of any 

major conflicts of interest that the 

company might have 
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Preparing for Workouts
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Taking Stock
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Taking Stock

Determining the extent and main causes of distress 

Å Many expressions in the workout business reflect the world of medicine: a company is 

sick or dying; a company is bleeding and its management is trying to staunch the 

bloodletting; a division may have to be amputated because the market is anemic; 

wholesale surgery will be required, etc. é

Å Similarly, prevention is superior to the cure, and a borrower should deal with problems 

before they become life-threatening

ï But bad judgment and bad luck may cause even the best-run corporation, let alone the small 

business borrower, to run into trouble

ï What is important is the cause of the problems

Understanding bankruptcy and the broader consequences of bankruptcy law 

Å Bankruptcy is the condition of a legal entity that does not have the financial means to 

pay their incurred debts as they come due. In countries with bankruptcy laws, this 

status is usually established through legal procedures involving a petition by the 

bankrupt (voluntary bankruptcy) or by its creditors (involuntary bankruptcy)

Å The workout officer must become familiar with the particulars of the relevant 

bankruptcy framework through the institutionôs legal department or local counsel
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Best Practice Organizational Arrangements 

for Handling a Sizeable NPL Portfolio 
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Structuring an NPL Organization 

Most lending institutions generally and commercial banks in particular will have a unit 

dedicated to dealing with problem or non-performing loans (NPLs)

The unitôs size and complexity will depend on several factors such as 

Å The size, nature, and diversity of the loan portfolio; 

Å The percentage of the loan portfolio that is problematic (however defined); 

Å The main sources of financial distress causing the non-performance of the loan 

portfolio (such as whether most of the problems can be considered ad hoc or are 

considered the result of a broader financial crisis) and 

Å The local laws as they affect and circumscribe what can be done in the area of asset 

resolution

Å Decide on whether to make the NPL Unit a profit center within the lending institution 

ÅAn overwhelming 

majority of large lending 

institutions on several 

continents have reported 

that their banks decided 

against the profit-center 

model in favor of a more 

manageable cost-center 

model 
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Bank records and systems support 
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Applying Triage in Managing an NPL Portfolio
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Applying Triage in Managing an NPL Portfolio 

Å Analyze, diagnose, and separate NPLs into groups 

Å Criteria utilized in performing triage 

Å Managing bank loan portfolios during widespread financial crisis

ï Take stock from the outset 

Å This is the time for honesty in assessing the extent of the damage to the portfolio and applying conservatism to 

estimates throughout the diagnosis, keeping in mind that relying on hope is not a valid coping strategy 

ï Devise broad strategies for loan portfolio recoveries 

ï Strengthen organizational arrangements for managing NPLs in order to staff, form teams, 

equip, and provide systems support to a best-practice NPL Recovery Unit

Å However, NPLs have a tendency to deteriorate quickly so do not waste time on perfecting the organizational 

structure

ï Make sure that the right people are assigned to loan recovery work throughout the lenderôs 

hierarchy, even if it means reassigning senior and middle management 

ï Introduce performance-based incentives to attract and retain the best workout specialists
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Taking Charge of the Workout:

Workout Tools and Workouts
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Strategy Options
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Workout Options

Å Discount the loan 

Å Acceleration of maturity and right of 

set-off 

Å Voluntary liquidation of business or 

collateral 

Å Move debt to another bank 

Å Renew the loan 

Å Provide additional funds 

Å Restructure the debt 

Restructuring of a Credit

Å Amending the credit terms & 

conditions é

Å é usually the repayment term, 

principal amount, or interest rate 

Å é due to customerôs difficulties in 

repaying according to the initial terms 
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Bank Loan Recovery Strategy Options
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Going-concern solutions

Å So-called ñgoing-concernò solutions 

are preferred solutions if an enterprise 

is worth more than the sum of the 

parts

ï Price that a used asset, or an asset 

that is sold under duress, can fetch is 

typically less than its book value, let 

alone its replacement value

Å The going concern solutions may 

leave the borrower in charge é

Å é nevertheless, the lender may insist 

upon some changes

ï Rescheduling

ï Financial Restructuring

ï Operational Restructuring
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Divestment

Å The lender can divest its position with 

the borrower via the legal route or the 

extra-legal route

Å The extra-legal route is always 

preferred, as it allows the lender to 

retain a measure of control

Å There are three ways in which the 

lender can extra-legally dispose of his 

position with the borrower: 

ï Settle with the borrower or a 

closely related party; 

ï Sell his position to a third party 

that has a greater appetite for 

the risk involved in the exposure 

to the borrower; and 

ï Persuade the borrower to 

liquidate the asset(s) and repay 

all or most of the loan from the 

proceeds
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The case for new money and recommended safeguards

There are cases where it may be much better to keep the enterprise going even when it has 

run out of cash

Å As in most ñgoing-concernò cases, the assets of such a venture will be worth less on 

their own than they are in combination é

ï é and / or they are when their sale is hastened by the liquidation of the enterprise é

ï é and / or than they are when third parties are aware of the borrowerôs difficulties

Å A critical issue is whether the lender, in agreeing to provide new money, can make 

sure that he can be treated more senior to the already existing creditors

ï This is an important reason for making sure that all of those with an exposure chip in and that 

there is some framework agreement among these parties

ï Likewise, the lender will probably seek some additional security but runs the risk that his security 

rights will not be recognized if the operation fails and the borrower or the enterprise still fails. 
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Strategy Selection
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Assessing the loan quality

Assessing the quality and adequacy of loan security, and assessing borrower 

viability and potential viability 

Å The lender will have to consider whether, when the collateral is sold, the proceeds 

will be enough to cover the outstanding principle and any interest and penalties due

Å In doing so, the lender will have to consider a number of factors:

ï How easy will it be to foreclose on the security? 

ï Can the lender, upon foreclosure, take ownership of the asset and sell it to a third party or will 

the asset have to be sold through an auction? 

ï If the asset has to be sold through an auction, can the lender bid himself and, better yet, use

the loan to pay? 

ï Will any other parties share in the proceeds of the sale of the asset?; 

ï How much will the procedure cost? 

ï How much time will be involved in the entire procedure? 
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Restructure Credit

Å Gather Information

ï Credit File

ï Collateral File

Å Analysis of Problem 

ï Title Search

ï Appraisals

Å Review of the collateral 

ï Current Financial Statements 

Å Conduct a financial analysis

ï Borrower's Business Plan 

Å Thorough Analysis é

ï What is the Problem? 

Å Cause

Å Magnitude 

ï Did the Bank cause the Problem? 

ï Did the Bank have adequate controls? 

ï Did you know all the pertinent facts?

ï Loan Documentation 

ï Repayment Sources 

ï General Business Analysis of the 

Company

Å é. and more: Thorough Analysis 

ï Inspect the collateral 

ï Is there other collateral? 

ï Projected financial statements 

ï Collateral evaluation 

Å Going Concern vs. Liquidation 

Å Real Estate or Receivables??? 

ï Are there other lenders?

ï Borrower's or principal's character and 

management ability 

Å Strengths 

Å Weaknesses 

Å Is Management the Problem? 

Å Analyse Repayment Sources

ï Borrower 

ï Co-signer 

ï Guarantor 

ï Collateral 
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Action Plan and Options

Å Develop an Action Plan

ï Meet with the borrower and discuss 

situation 

ï Donôt meet alone 

ï Retain borrower's cooperation, if 

possible 

ï Anticipate reactions 

ï Protect your guarantors 

ï What are your options? 

ï Develop primary and secondary action 

plans 

Å Options

ï Do Nothing

Å Risk outweighs the benefits 

ï Rehabilitate 

ï Exit 

ï Agreements should be signed 

ï Sell Assets?

Å Other sources of repayment? 

ï Cross default arrangements 
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