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Loan classification systems

AThe health of a financial

institution largely A Acceptable i aloan with no detectable problems, in which the associated risks are
depends on the quality unlikely to materialize over time.
of its assets i including
the loans it extends
ALoans typically involve A Special Mention i aloan with material weakness that nonetheless does not warrant

credit extended on the the expectation of a loss or a substandard classification.
basis of a contract that is

held by the originating

nsiitution until maturity A Substandard i aloan for which neithert h e b o rfmanvia coddition nor the

security or collateral package backing the loan would be adequate to protect the
lender from loss.

A Doubtful i a substandard loan with the added risk that any attempts to liquidate
value and to collect on it are unlikely to generate enoughto recovert he | ender 0s
capital.

A Lossi aloan deemed uncollectible, because any assets backing the loan are gone
or have | ost their original valwue, and the |
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.
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Signs of distress in the borrower

AThe process of . . . . . . L . .
accurately diagnosing a A Declines in profit margins i might signify that the higher sales were achieved from
go?mc;itiror?i\rqvvilzleis financi ajlrces that are too low, overly generous discounts or rebates, higher selling costs, or
identification of groups some combination thereof.
of warning signs that
validate one another

ATaon af A Pronounced increases in product returns i might indicate that higher sales

T t . . . . N .

Warning Signs are (00 resulted from lapses in quality control, which would have a negative impact on profits,
?mbig_u?L:f to signal with a time lag as dissatisfied customers return their purchases. It could even involve
nancial distress government-enforced product safety recalls.

A Pronounced increases in the aging of accounts receivable i might 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.

CorpFinCE
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Signs of distress in the borrower (contk)

Warning Signs

Operations

1.

2
El
4,
5
b,
7
i
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]

13,

1E.

F:

=

Steady decline or rapid increase in sales

_ Frequent cash shortages
. Significant changes in net working capital
. Unexpected changes in strategy or business

. Shrinking cash margins and unexpecied lossas

Unredlistic pricing/discount palicy

. Frequent revenuefearnings shorifalls

Increasing dependance on fewer cusiomers

. Negative operational cash flows with net profits
. Detarigrating acoounts receivable

1.
12

Increased oredit to Sfikated companies

Lengthening terms of settlement for payables

. Repaated changes in suppliers
14.
15.

Insufficient cash to take trade discounts

Inventory buildup with turnover siowing

. Dutmoded production or distribution system
17.
18
19

Inadequate spending on critical artivities
Falure to pay taxes

Non-ranewal or cancellation of insurance

. Billing practices are deficient

Managemeni and Behavior

1.

(IR T

=

Poor or deteriorating sponsor reputation

A lack of management/sponsor vision

. Increasingly authoritarian manapement/board style

Senior executives not providing finandal
information

. Incompetent finance director or CFO
. Management axperiencedskil defidendas

. Management and shareholder contentiousness

Frequent changes in ownership ard key positions
Sponsors¥managers” unexplained new weslth
Quarrals betwean company and its auditors

. Motzhle shabhinemloss of pride in company

. Personal izsues constraining management team

Reporting

- Worsaning delays in finandal reporting

Poor quality of, or inconsistendies in, reparts
Qualified audit opinions andior audit disclaimers
Unexpected andfor untimety changes in auditors

Many unusual items in financial statements

Mmoo W

Revaluation of assats without comancing
explanations

Padding of finandial statements mainly on the
Balance Shest)

-

fa

Increasingly changing interim financials with
surprises

Major unexplained planned vs. reported
results gaps

2

10. A deterioration in rtings by external analyss
11. Regular breaches of finandial covenants

12. Incressing incidence of waiver requests

Investing

- Non-currant assats Increzse fastar than
renarietprofit

[

Major procuremeant without proper
rationalefinancing

W

‘Wiorking capital neads funded by aset sales

=

Inventony bulld-up without sound Inventory
controls

L

Seemingly speculative inventory purchases

m

Inadequate maintenznce of plant and equipment

Financing

- Hagh or Increasing levels of finandal leverage

[

_ Increased shori-term funding for long-term
liabilities

. Diffioulties In accessing financing
. Excasswve lending to relzted indhiduals'affillates
. Obligations to creditors not fulty met each opcle

Mmoo B W

. Increasing customenioreditor complaints!
legal action

-

" Funding sacured on less favorable terms

© Copyrightg Christian Schopper
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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

A Loan terms, loan and interest payment history, borrower attributes, security
profile i Addresses who was intended to use the credit and why, relating the

borrowerds main characteristproect to the nat ul

A Creditriskreviewi The review is an analysis of the
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

A Liquidity riskreviewi For borrower companyds assets anc

attention focused on the actual liquidity of those shorter term assets on which the
borrower will likely depend to meet his regular cash requirements

A Marketriskreviewi Pert ains to the risks inherent [
obligations (debt) and other claims on its cash (equity)

A Security/collateral adequacy review

A Adequacy of the information systems i Provides regular information on the above
points
© Copyrightg Christian Schopper 7



AThe lender should
ensure that its
information systems
have the right balance
between entity-level
(borrower, loan,
property) information
and portfolio-level
information

AOn 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

CorpFinCE
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Portfolio-level actions

= =]

Davelop both formal and informal Information sources In connection

Look for the waming with warning signs. Learn 1o spot sources of value destruction, bulld-up

signs In short-term bomrowing, likely formation of asset bubbles, and other
sources of fimanclal Imbalances.

Develop & orists Davelop 8 coordinated orisls response through tralning, espedally

management mind-set workshops and simulations.

Reduce finandal mis-

To ensure a stronger cash flow postition, Identify ways to ensure sustain-
able levels of financial leverage and strengthen funding sources. Other

matches and strengthen actions iInclude lengthening funding maturities, hedging major financial

funding sources gaps, trecking financial health of creditors and borrowers, diverstiying
funding souwrces, and lining up sdditional credit.

Ensure that borrowers Ghe speclal attention to supply chain discontinulties or problems. For

safeguard the supply key and particularly cruclal inputs, arrangements for securing alternative

chain s0UNCEs of substiutes should be in place.

Put slternathve scenarlo

and comtingency planning
processes In place

Prepanng for cnses by setting up a framewaork within which a variety
of macro and micro alternative events and parameters are examined In
light of thelr potential Impact on the lending Institution and potential

mitigation strategles.

© Copyrightg Christian Schopper
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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:

A 1. The loans are sold;
A 2. The associated loan collateral is liquidated and the loan is paid from proceeds; or
A

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

A The table below offers examples of some of the considerations regarding criteria for
NPL transfers:

Conditions for triggering a transfer could include a loan with an outstanding balance abowve the threshold and

any of the following:

1. A loan clasification of =substandard” {or worsel; 6. A fallure of a previous rescheduling or restructuring

2. Aloan clasification of ~spedal mention™ If syndication Is 7. AnIndication of an imminent major default or materially
Invohved andior reputationaliegal sswes are at stake; adverse event, Induding government Intarvention or na-

3. Actual payment default to the lender of above some tionalization, notice of termination of operating licensa or
*prudent™ default thresholdd (sst to avold very small pay- concession, significant external rating downgrade of client
ment Irregularities) that has been In effect for a minimum or guarantor, sudden plant dosure, etc;
time {often 60 or 90 days). Financlal Institutions should 8. Transfer of the loan by co-lenders or other members of a
have a much shorter perlod as assets can disappear much lending syndicate to thelr loan resolution or recovery unit,
meare rapldly; or sale of exposure to a distressed asset fund;

4. Evidence or rellable knowledge of significant payment 9. Bankruptcy or liquidation proceedings begun against the
default to other creditors (with similar thresholds as borrower or guarantor;
abovel; 10. Litigation, arbitration, mediation, or other dispute rasclu-

5. A request made by a dient to the lender or to any of tion mechanism Involving or affecting the lender; or
the dient's other creditors for @ standstill agreament, 11. Evidence or strong susplcion of corruption or lllegal activity
a rescheduling, or a restructuring of the dient's debt: Invohving the bormower or the bomower's other stakeholders

© Copyrightg Christian Schopper 9




Warning signs for systemic distress

A 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

CorpFinCE

www.christianschopper.com

contracts subject to contract law breaks down

Some of the most common macro-
economic warning signs for a country
include:

1. Chronic and growing public sector deficits;

2. Chronic and growing public sector
indebtedness;

Warning signs within a country’s
financial sector can signal a future
financial crisis:

i

Evidence of growing non-performing
loans within the banking system;

2. Foreign exchange /maturity mismatches
3. Weakening external debt-servicing D e
capacity; 3. Significant deviations from Basel Il guide-
4. Rapid and sustained depletion of foreign :;:i;?idem Lo
exchange reserves; !
4. Relaxation of banking regulations; and

5. Adversa changes in terms of trade; and

6. Signs of asset price bubbles.

© Copyrightg Christian Schopper

. Increase in numbers of insolvent banks.
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Systemic distress vs isolated (or ad hoc) distress

When the markets in which |l endersodé clients

lenders may consider modifying their responses in the following areas:

A

Loan collateral loses protective value as widespread illiquidity affects asset
markets

Counterparty risk becomes more important, as even strong institutions can fail during
a financial crisis

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

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

© Copyrightg Christian Schopper 11
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Portfolio-level actions during a financial crisis

During widespread financial distress, several actions are recommended at the portfolio level
A The | eleghledeparsment shouldreviewal | | oan ceafbrtealilieydp al f or

A 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

A The | efindneial ®merations 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.

CorpFinCE
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Level of the Individual Loan
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A A major complication in
a financial workout is the
fact that relationships
evolve

A At the financial heart of a
larger enterprise will be
the financial decision
maker i the owner, the
bookkeeper, a
professional financial
director, or the Chief
Financial Officer (CFO)

A At some stage, the
enterprise will need
additional money to
pursue a project, with
financial aspects taken
into consideration

AThe relationship with the
prospective lender has
its own life cycle

CorpFinCE

www.christianschopper.com

Project / loan cycles and the dynamics of divergence

Company Lifecycle
Project
CFO|
Project
Comparty

© Copyrightg Christian Schopper

Chief Financial Officer

Project Financing
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Project / loan cycles and the dynamics of divergence (contkl)

. A . . Loan Officer Loan Transaction
A At the lending institution,

the financial decision
will first lie with the

liaison with the client,
usually a Loan Officer

Disbursement Project Completion

B B
u u
1 1
L - L
o -]
1 1
Project o o
G G
Comgarny
Loan Administration Repayment
[ \_ C
o [+
M - M
P Ll
A n
[ Project N Project
¥ Y
‘Company ‘Compary
GROWTH GROWTH

CorpFinCE

www.christianschopper.com © Copyrightg Christian Schopper 15



AShould 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

Alnitially, the bank is
forgiving and prepared
to accommodate

A After the first payment
default, an early attempt
is made to reschedule
the loan

AHowever, there may be
circumstances in which
the situation deteriorates
to where the bank has to
call in its workout team

Aln this situation, contacts
are more frequent, but
the circumstances have

changed dramatically é

CorpFinCE
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Project / loan cycles and the dynamics of divergence (contkl)

]

mEmrmO=x=

Loan Resolution

L J

WEmFmRA®D
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Documentation deficiencies and flaws

Errors

10.

1.

12.

CorpFinCE
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. Failure to register security or registering the wrong security

. Failure to notarize documents as required

. Failure to perfect a security interest in the pledged collateral

. Failure to detect prior encumbrances on assets offered as collateral for a loan transaction

. Failure to include in the legal documentation adeguate triggers that may be tripped as a result

of deterioration in loan-servicing performance and in connection with the financial health of the
borrower, as well as possible actions taken by the borrower

. Failure to name the lander as a beneficiary on the borrower’s insurance policies
. Failure to hold motor vehicle title where vehicles represent collateral

. Failure to notify absolute guarantors of major documentation changes, dollar limits, or special

notice provisions in connection with guarantees

. Failure to include cowvenants requiring the obtaining and updating of key financial or net worth

information on guarantors

Failure to have key documents signed by all of the proper authorized persons required by local
company law or the borrower’s own articles of incorporation

Failure to obtain rent assignments or verification of borrower’s right to occupy real estate collateral

Failure to include covenants obligating the borrower to keep appraisal information up-to-date and
to bear the costs of appraisal

© Copyrightg Christian Schopper
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Documentation deficiencies and flaws (contkl)

Deficiencies

10

11.

1

CorpFinCE
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Filing deficiencies related to legally required information, such as name changes, relocation, etc.
Weaknessas in the legal documentation of the lender’s agent

Lack of cdear cut events or conditions supporting loan acceleration, or unrealistic event or condition
thresholds

Inadequate provision for cross-default and cross-collateral situations

Missing signing authorities and related powers in connection with marketable securities held as
collateral

Problems in comnection with letters of credit

Inconsistencies between documents with no provision of language guiding reconciliation or which
document should prevail

Missing original documents
Lack of verification of the borrower's legal existencafincorporation in the documentation

Excessive or vague non-recourse provisions in the loan documents, which limit the lender's rights to
collect on deficiencies

Weak or vague stand-off provisions in connection with subordinated debt instruments

Trust or fiduciary limitations imposed on collateral

© Copyrightg Christian Schopper




Notice letters

Altis not enough for

lenders to originate a Dunning letters
loan to a corporate or . . A
SME bmwg’r and then A Normallyassoci at ed demanks forayment, thede should also be
rely on the language in applied to any of the following areas in whi
the loan agreement . .
action or performance to be unsatisfactory:
ALenders must also T Failure to pay principal and interest on a timely basis
exercise discipline, i Failure to pay as contractually agreed outstanding penalty fees and/or interest
caution, and equanimity ) ) ] - . )
in their communications T Failure to provide contractually agreed information on a timely basis; and
\gr:?vs:)i:trngers' both oral i Failure to pay on a timely basis such obligations as property taxes, insurance premiums, etc.
Acceleration letters
A Accelerationis aformal actionand should conform to the ins
procedures
A The acceleration letter should reflect the specific requirements of the lender-
borrower relationship and should be handled with care
Demand letters
A é tco-signers, guarantors, or other such counterparties
Set-off letters
A Alender 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
CorpFinCE

requirements
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Guarantees, completion agreements, and comfort letters

Guarantees
A 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
T Demand guarantees do not require proof of default to be initially called

T Surety guarantees, in which the beneficiary of the guarantee must prove that default has
occurred before calling the guarantee

Completion agreements

A The borrower pledges to provide additional financial resources in the event of
any project cost overruns

A Generally the beneficiary of a project completion agreement is the borrower company,
which therefore must make the call

Comfort letters

A These letters are a way of recording intentbut tend to flack teeth¢
perspective

CorpFinCE
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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

Typical Waterfall

1.

Ay

10.

CorpFinCE
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Administrative expenses

Super-priority items

. Claims that are not extinguished against specific assets and contra accounts subject to set-off

Expenses granted priority

. Fully-perfected security imterests (in the order of the date at which perfection was completad)

. Taxes

Pre-petition unsecured claims

Subordinated debt/claims

. Preferred equity interasts

Common equity interests

© Copyrightg Christian Schopper
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ARaising funds in the
continuing presence of
financial sloppiness or
profligacy only
reinforces such behavior
and amounts to tacit
approval

ATherefore, before any
decisions are made to
secure additional
funding, the lender will
want to review the

borrower companyés 3

operations to help
identify areas in which
savings can be achieved
and which would free up
cash from its current
uses

CorpFinCE
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Seeking cash conservation before new lending

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.

1. Make a stronger effort in the collection of receivables

2. Delay those payments that can be delayed without adverse conseguences
. Look for innovative ways of reduding operating costs

4. Eliminate non-profitable product lines or units

5. Sell non-essential or non-core assets

6. 5ale and lease-back of larger core assets

7. Reduce wages and salaries, the number of employees, bonuses, perks, etc. The key is to generate the
maost cash for the least adverse consequences —out fat, not muscle

8. Raise equity or junior debt

© Copyrightg Christian Schopper 22




Additional actions in connection with the borrower

A Tothe 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
companyds accounts receivabl e

A This can be dloakboxdwith acashlsweap thiat can be administered
by the Il enderoés staff, a specialist consult:

A Particular attention is to be paid on invoicing and the process of collecting
receivables through daily monitoring

A The lender must both ensure that adequate controls are implemented and avoid being
fully in control of the borrowerds business.

CorpFinCE
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Identifying conflicts of interest among stakeholders

Company stakeholders are often in

situations in which they have a conflict of 1

interest

A Alof the companyédés stak,

A Their representative bodies;

A Afull description of the nature of each 3
of their Astakeso and,
may have multiple stakes, which “
stake is likely to most affect their 5.
decision making;

A The payoff relationship inherent in 6.
each stakehol dero6s inte
company; and

A A description of the nature of any B
major conflicts of interest that the 9.
company might have o

11.
12.

Possible Stakeholders

. Common active majority and

minority shareholders

. Common passive minorty

shareholders

. Preferred shareholders

Secured long-term creditors

Senior long-term and short-term
creditors

Subordinated creditors

7. Management and employees

© Copyrightg Christian Schopper

. Suppliers

Customers

The lending institution, its
syndication partner banks, and
other lending institutions

Government and affected citizens

Competitors
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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
A 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
A Similarly, prevention is superior to the cure, and a borrower should deal with problems
before they become life-threatening

T But bad judgment and bad luck may cause even the best-run corporation, let alone the small
business borrower, to run into trouble

T What is important is the cause of the problems

Understanding bankruptcy and the broader consequences of bankruptcy law

A 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)

A The workout officer must become familiar with the particulars of the relevant
bankruptcy framewor Kk

© Copyrightg Christian Schopper
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Best Practice Organizational Arrangements

for Handling a Sizeable NPL Portfolio

CorpFinCE
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Structuring an NPL Organization

AAn overwhelming Most lending institutions generally and commercial banks in particular will have a unit
majority of large lending dedicated to dealing with problem or non-performing loans (NPLSs)

institutions on several

continents have reported

that their banks decided . n . . .

against the profit-center Theuni t s size and complexity wil/| depend on se

T agebe coot-oomer A The size, nature, and diversity of the loan portfolio;
model A The percentage of the loan portfolio that is problematic (however defined);

A 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

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

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

CorpFinCE
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Bank records and systems support

A lender’s data processing system should be able to accomplish the following:

1a

Mgke accurate interest calculations for a broad number of loan types and/or debt-instruments
without having to resort to major software programming

. Account for penalty charges and other assessed fees

. Apply payments correctly in accordance with a paymentswaterfall that may include more components

when a loan is in arrears or is being worked out than when it has always been in full compliance

. Track equity interests resulting from payment in the form of shares, stock options, or debt-equity

swaps

. Track “new money” in any and all of its possible forms

. Show the impact of proposed workout or restructuring terms and conditions for each creditor for

purposes of assessing the extent to which such proposals adhere to agreed notions of “fair burden
sharing”

. Store several sets of target payment and loan balance schedules as well as actual performance in

order to allow tracking of loan recovery as conditions evolve

. Calculate, report, and invoice loan “payout amounts” on demand with minimal delay

Report loans by team and team member, by obligor, by currency, and possibly a few other key fields
in order to track progress within the NPL Unit

. Employ a sub-system or linkages to a separate information system for loan collateral and various

forms of security, particularly with respect to periodic valuation updates, status of such key aspects
as security registration and perfection, and including details regarding options with valuations and
time to expiration. This component should also provide information regarding guarantees, stand-by
letters of credit, surety bonds, etc., and their expiration dates and associated collateral maintenance
information.

© Copyrightg Christian Schopper
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Applying Triage in Managing an NPL Portfolio

CorpFinCE

www.christianschopper.com

© Copyrightg Christian Schopper

31




CorpFinCE

www.christianschopper.com

Applying Triage in Managing an NPL Portfolio

A Analyze, diagnose, and separate NPLs into groups
A Criteria utilized in performing triage

A Managing bank loan portfolios during widespread financial crisis

) Take stock from the outset

A 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

i Devise broad strategies for loan portfolio recoveries
T Strengthen organizational arrangements for managing NPLs in order to staff, form teams,

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

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

i Make sure that the right peoplear e assigned to | oan recovery
hierarchy, even if it means reassigning senior and middle management

T Introduce performance-based incentives to attract and retain the best workout specialists

© Copyrightg Christian Schopper 32
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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

A Discount the loan Restructuring of a Credit
A Acceleration of maturity and right of
set-off A Amending the credit terms &
A Voluntary liquidation of business or conditions €
collateral A é u s uthelrdpgyment term,
A Move debt to another bank principal amount, or interest rate
A Renew the loan
A Provide additional funds A é due customerds dif fi
A Restructure the debt repaying according to the initial terms

CorpFinCE
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Bank Loan Recovery Strategy Options

Bank Loan Recovery Strategy Options

Problem Loan

Going-concern Solutions

Reschedule Financially =~ Operationally  Legal Route Non-legal Route
Restructure  Restructure - Foreclosure « Settlement
- Bankruptcy - Sale
« Liquidation « Voluntary
(court ordered) liquidation

CorpFinCE
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Going-concern solutions

A Socall edcéigoengbd
are preferred solutions if an enterprise
is worth more than the sum of the
parts

) 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

A The going concern solutions may
|l eave the

A é neverthel
upon some changes

i Rescheduling
i Financial Restructuring
T Operational Restructuring

ess,

© Copyrightg Christian Schopper
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Bank Loan Recovery Strategy Options

Problem Loan

Going-concern Solutions

Reschedule Financially ~ Operationally ~ Legal Route Non-legal Route
Restructure  Restructure « Foreclosure - Settlement
« Bankruptcy - Sale
- Liquidation « Voluntary
(court ordered) liquidation
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Divestment

A The lender can divest its position with

the borrower via the legal route or the
extra-legal route

A The extra-legal route is always

preferred, as it allows the lender to
retain a measure of control

A There are three ways in which the

lender can extra-legally dispose of his
position with the borrower:

i Settle with the borrower or a
closely related party;

T Sell his position to a third party
that has a greater appetite for
the risk involved in the exposure
to the borrower; and

I 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

A Asin mostcadigodrmnmgd cases, the assets of such
their own thantheyareinc o mbi nati on &
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A 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

T 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

T 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

A 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

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

How easy will it be to foreclose on the security?

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?

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

Will any other parties share in the proceeds of the sale of the asset?;
How much will the procedure cost?
How much time will be involved in the entire procedure?
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Restructure Credit

A Gather Information A é. and mor eAnalysisor ough
T Credit File i Inspect the collateral
T Collateral File i Is there other collateral?
A Analysis of Problem i Projected financial statements
i Title Search i Collateral evaluation
T Appraisals A Going Concern vs. Liquidation
A Review of the collateral A Real Estate or Receivables???
T Current Financial Statements i Are there other lenders?
A~ Conduct a financial analysis i Borrower's or principal's character and
i Borrower's Business Plan management ability
A Strengths
A Weaknesses
A Thorough Analysis é A Is Management the Problem?
) What is the Problem?
2 ;‘:;iiude A Analyse Repayment Sources
i~ Did the Bank cause the Problem? i Borrower
i Did the Bank have adequate controls? i Co-signer
i Did you know all the pertinent facts? i Guarantor
i Loan Documentation i Collateral

T Repayment Sources

T General Business Analysis of the
Company
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Action Plan and Options

A Develop an Action Plan

Meet with the borrower and discuss
situation

Donot meet al one

Retain borrower's cooperation, if
possible

Anticipate reactions
Protect your guarantors
What are your options?

Develop primary and secondary action
plans
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A Options

Do Nothing
A Risk outweighs the benefits

Rehabilitate
Exit
Agreements should be signed

Sell Assets?
A Other sources of repayment?

Cross default arrangements
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