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Problem Loan Management

Course Description Loans that get into trouble bring both direct and indirect losses to the
banks. The purpose of this course is to examine the causes of the
problem loans and the procedures that can be instituted to manage them
effectively. Topics include corporate crisis situations, warning signals,
and policies that the bank can use to recover bad debts. Case studies
are used to highlight the points and issues brought out in the course.

Target Audience This seminar is designed for managers and senior-level officers
responsible for loan review and problem loan administration; bank legal
department staff and managers responsible for problem loan
documentation, workout situations, and receivership management.

Prerequisite Credit-related work experience highly desirable.

Course Topics This seminar covers a range of topics associated with problem loan
management, including:

Introduction and Overview of Risk Management;
Causes of Company Failure;

Warning Signals;

Financial Distress Characteristics;

Predicting Business Failure;

Cash Flow Analysis;

The Bank and Workout Situations;

General Recovery Strategies;

Types of Recovery Situations;

Characteristics of Successful Recovery Strategies;
Valuing a Business in Liquidation; and

Steps in Problem Loan Management.
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Overview and Objectives
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Ice Breaker

e \What is your name?

e \What is one interesting thing about your
professional experience?

e \What are your expectations of this course?
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Purpose

e Participants will discuss how to apply the key
elements of the Problem Loan Management
Course to their jobs.

Objectives

At the end of this unit, participants will be able:
1. Describe the objectives of problem loan

management and the framework guiding the
process.
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Problem Loan Recovery Process
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Overview of Content Within Each Unit

Unit 1 - Introduction to course

Unit 2 - Identify problem loans and how to manage
transfer of problems loan

Unit 3 - How to assess creditworthiness of problem
loans to determine recovery strategy

Unit 4 - Outline how to formulate problem loan
recovery strategy and action plan to implement
strategy

Unit 5 - How to prepare a recovery strategy
package and obtain approval of package

Unit 6 - How to promptly identify and address
recovery problems

Unit 7 - Discusses the case as developed in the
course

Unit 8 - Summary of course
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Problem Loan Identification
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Purpose
You will learn how to identify problem
loans early and how to manage the
problem loans.
Objectives
At the end of this unit, you will be able to:

1. Identify problem loans early.

2. Ensure problem loans are managed by
appropriate resources.

3. Ensure additional exposure incurred Is

controlled to the advantage of the
bank.
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Problem Loan Recovery Process

Perform Develop Recovery
Recovery Strategy
Analysis
! - Industry =l Approve Execute
[E) dynamics or Recovery Mg:(ijt N
N - Financial Strategy
T condition
I - Management
’ quality Restructure
- Security
realization

Establish Loan Loss Provisions

OH 2-2



Examples of
Warning Signs and Data Gathering

FOUNDATION

WARNING SIGNS

DATA REQUIRED

Industry
Dynamics

Laws Change

Increase competition

Legislative notices

Price levels, list of new competitors

Financial
Condition

Unable to meet
interest payment

Poor account
fluctuation

Payment status, Debt service ratio

Account fluctuation from branch

Management
Quality

Significant staff
turnover

Turnover of key
executive/owners

Staff levels/new hiring

Executive rosters

Security
Realization

Decline in
executability

Decline in control

Time required to execute security

Inventory and A/R’s levels
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Monitoring Data Collection

Ability to service debt is a key measure of
creditworthiness.

e Key tangible way to measure liquidity and
financial condition

e May lead to weakness in other credit
foundations
- Industry Dynamics
- Financial Conditions

- Management Quality

- Security Realization
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Required Actions for Non-Payment

Internal External
e Notify department Call customer and
management request payment

within 7 days

If not corrected
within 15 days, notify
credit committee and
downgrade
classification

By law in Poland,
If not paid in 30 days,
reclassify

Increase monitoring

- Update creditor
calls

- Increase
customer calls

- Check collateral
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Customer Calls & Site Visits

Conduct customer calls and site visits to
obtain key data.

e Problems are often evident here first

e Problems are often disguised in financial
statements

Conduct customer call quarterly.

e Develop a call schedule plan

e Plan other necessary data gathering
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Customer Classification Plan

A standard customer classification system:

e |dentifies and isolates early warning signs
and triggers corrective action

e Prompts officers to draw conclusions
regarding creditworthiness

e Provides a basis for controlling and
managing the monitoring process

e Standardizes the measurement of risk and
creates a common language for addressing
credit issues
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Standards for Classifying Loans

Classify loans based on a set of standard
guidelines.

Classification of credits is a subjective
exercise.

e Financial statements and tools can often
be misleading and inaccurate.

e Many required measurements are clearly
judgmental.
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Classifications Definitions

Low Risk

Acceptable Risk

Moderate Risk

High Risk

Excessive Risk

Unacceptable Risk
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Relationships that represents minimal
risk, all credit components are strong
now in the foreseeable future

Relationships that represent
satisfactory risk with no material
weakness apparent

Relationships where one or more
credit components are weak; although
no immediate loss is evident, close
monitoring is required

Relationships where material
weaknesses are evident and if not
corrected, repayment may be at a risk

Relationships where impairment of
one or more credit components has
occurred and loss of principle or
interest is likely

Relationships where a loss of principle
or interest is assured



Quarterly Review of Classifications

The review:

e Ensures the review encompasses a review
of debt service

e Makes it difficult to overlook this tangible
measurement tool
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Credit Deterioration

If significant credit deterioration occurs
between quarterly reviews:

e Adjust classification

e Begin remedial action

Creditworthiness declines can occur at
anytime. For example:

e Regulatory changes

e Natural disasters

Prompt update of classification is critical to
controlling potential losses. It:

e Draws attention to a worsening situation

e Prompts corrective action
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Remedial Action for High Risk or Worse

Place on a watchlist or other similar internal
list of potential problems and begin corrective
actions when companies are classified “high
risk.”

e The credit officer set specific strategies

and action plans to fix the weakness.

e Senior management is advised through
circulation of the watchlist.

Transfer to the problem loan department, if it
exists, companies downgraded to “excessive
risk” or “unacceptable risk.”
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Changing Relationship Objectives

Relationship Management

Recovery Management

Classification Ratings

4

5 6

Changing

Objectives

° Increase business volume

e  Build strong personal
relationships

e Provide excellent service

° Maximize value

e Improve collateral
e  Control cash flows
e  Obtain repayment

e  Control management

° Minimize losses
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Transfer Problem Loan

e Problem identified, bank’s objectives
change from relationship management to
recovery management.

e Recovery management requires
specialized skKills.

e Transferring loan ensures early action is
taken.
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Problem Loan Transfer Checklist

Items to Be Completed Date Transferring
Before Transfer Manager’s Initials

1) Change to problem loan
status

2) Customers files updated

3) Recovery officer
debriefed

4) Customer introduced

5) All Documentation
Transferred
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Administering the Problem Loan

The bank should have standard operating
procedures for notifying branches of a customer
downgrade to Problem Borrower Status.

e Advice should go out to all branches through
most appropriate means.

e Pre-approval of how to apply payments should
be forwarded to relevant branches by the
Officer handling the problem loan.

e All operating transactions, including
application of overpayments, should be
referred to the Recovery Officer.
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Discussion

What types of problem loans have you seen?

Do they tend to have recurring characteristics?
(such as similar industries, types of management,
etc.)

What have you found to be helpful for getting the
greatest recovery on a problem loan?

Participants who have a fully implemented
classificationsystem, please give examples of how
It works.

Participants who do not have a fully implemented
classifications system, please give examples of
the judgment criteria used.

Give examples of how the transfer of the loan files
IS Implemented.
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Purpose

e Develop an in-depth evaluation of bank’s
position.

e Develop an effective recovery strategy.

Objectives

At the end of this unit, you will be able to:

1. Analyze the creditworthiness of the problem
relationship.

2. Formulate an appropriate strategy for
managing the problem relationship.
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Problem Loan Recovery Process

ECTre Develop Recovery
Recovery Strategy
Analysis
! - Industry = Approve Execute
[E) dynamics or Recovery Mg:(ijt N
N - Financial Strategy
T condition
I - Management
y quiality Restructure
- Security
realization

Establish Loan Loss Provisions
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Recovery Analysis

e Focuses on diagnosing specific credit
problems

o Seeks to develop an in depth evaluation of
back’s position

e Provides strong foundation to develop
effective recovery strategies
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Recovery Analysis Process

Identify
Problem
LLoans

Collect and verify data

Analyze credit
foundations

Measure risk exposure
and identify problems

|
Evaluate bank’s overall

position

Develop
Recovery
Strategy
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Verify Data

e Verify data onsite

o Verify externally

e Data requests will over time, begin to change
the practices of the company
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Roles of Bank Staff

e Recovery Inspector

e Technical Support -- for example, engineers or
real estate appraisers

e Administrative Assistants
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Credit Foundations

Industry Dynamics

e Determines the nature of the industry
environment and the borrower’s position
within the industry

Financial Condition

e Determines borrower’s capacity to repay

through cash flow, collateral liquidation, or
other sources
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Credit Foundations, continued

Management Quality

e Determines the integrity, competence, and
reputation of borrower’s management team

Security Realization

e Determines control of security and likely net
present value
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Data Collection

|  FOUNDATION | DATA REQUIRED | DATA SOURCES
Industry e Industry profile -- 3 years e Internal
Dynamics - Size, growth - Files
- Concentrations - Research department
- Cyclicality/seasonality - Other managers familiar with industry
- Explanation of trends e Third parties
e Industry outlook - Ministries
e Profiles of key competitors (top two) - Multilateral agencies -- USAID, World
e Regulatory profile -- current, recent Bank, etc.
changes, expected changes - Other government organizations
e Borrower’s strategy - Trade associations
e Key alliances: - Other banks
- With government - Other companies in industries
- With private sector e External -- customer calls
- With other influential players e Library research and subscriptions
Financial e Company financials -- 3 years e Internal
Condition - Profit & loss statements, balance sheets - Files
- Supplementary statements -- reconciliation - Other managers familiar with borrower
of net worth, fixed assets e Borrower
- Audited where possible - In person calls
e Creditor facilities - Site visits
- Banks } amounts and condition of
- Suppliers facilities
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Data Collection, continued

| FOUNDATION | DATA REQUIRED | | DATA SOURCES
Financial e Additional company financial data: e Third parties
Condition... - Related company financials - Credit Bureau
Continued - Inter-group accounts - Creditors -- banks and suppliers
- Accounts receivable aging
- Explanation of key accounts --
investments, other assets/liabilities, etc.
e Financial projections
e Credit check -- at least 2 banks
Management e Background on all senior managers, e Internal
Quality including board members - File reviews
- Education, experience - Other managers
- Skills e Borrower
e Management’s track record - In person calls
- Performance - Manager interviews

- Information provided, meetings attended,
other obligations

- Standing with other creditors

Alliances

- With government

- With private sector

- With other influential players

Site visits

Third party

Government officials familiar with
managers

Private sector individuals

Credit bureau

Creditors -- banks and suppliers
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Data Collection, continued

|  FOUNDATION | | DATA REQUIRED | | DATA SOURCES
Security e Security documentation e Internal
Realization - Titles and deeds - Files, vaults

- Insurance policies

- Guarantees

- Other documents

Legal opinion on executability
Physical verification

Assessed value

Data base of similar cases

- Liquidation value of security vs.

assessed value
- Time to realize value
Confirmation of bank’s seniority

- Interview with managers
- Interview with lawyers
- Case histories

e Borrower
- Site visits
- Calls

e Third party
- Assessors

- Other lawyers
- Creditors (concerning double pledging)
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Analysis Required in Central and Eastern
European Markets

e All credit problems must be identified and
assessed

e A full evaluation of the bank’s position is
required
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Interactive Nature of the Foundations

e Problems in the Industry Dynamics may
weaken financial condition and security
realization e.g., when banking industries have
experienced deregulation and competition
Increases causing reduced loan margins and
ultimately bank profitability

e Deteriorating financial condition may affect
security realization e.g., when a textile plant
was experiencing a weak cash flow, it
undertook inventory and receivable liquidation
to improve cash flow. This undermined the
bank’s security position.
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Interactive Nature of the Foundations,
continued

e Poor management quality will have adverse
Impact on the other three foundations e.g., if
management lacks proper skills and makes
poor business decisions, then ultimately

- Sales decline and profitability suffers

- The company’s position within the
Industry declines

- Value of assets erodes, undermining the
bank’s security position
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Industry Dynamics

Industry Environment Company Position

A N/ TN

Market Industry  Regulatory =~ Competitive Company
Cycle  Structure Factors Position for Change Influence
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Financial Condition

fofitability  Liquidity }erage
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Management Quality

Integrity Competence mconﬁdence
Honmeration Knowfedge  SKills Attitude  Repltation Support
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Security Realization

Control Net Liqkation Value

Docuthability Value at Time to

Liquidation Liquidate
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First Foundation: Industry Dynamics

RISK AREA | RATIONALE

e Structural problems in an industry can affect overall risk of
lending to an industry -- e.g., low returns, high costs, highly
Industry Environment e competitive, etc.

e Environmental changes can have negative impact on lending --
e.g. trade impasses, FX deregulation, reduction in trade barriers,

etc.
Company Position e Competitive dynamics can put some companies at a critical
Within the Industry —’ advantage or disadvantage

e Weakness in key areas required to succeed could affect overall
risk of lending
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First Foundation: Industry Dynamics, continued

| INDUSTRY ENVIRONMENT

Substitute products

Determine structural implications of industry
characteristics (see facing exhibit)

- Distribution channels

- Level of fixed costs and overcapacity

COMPONENTS ANALYSIS PROBLEM AREAS (EXAMPLE)
Industry Cycle e Determine market size and growth during past | ¢ Shrinking market
5 years e Volatile market
e Assess why market is growing/declining e Dominant competitors forcing out smaller ones
e Determine how the market is segmented in e Key competitors have differentiated product with
terms of: strong loyalities
- Customers
- Geography
e Determine shares of leading competitors
and degree of concentration
e Assess other relevant factors
- Cyclicality
- Seasonality
Industry Structure e Evaluate industry characteristics and e Commodity like product leading to low profit
determine key features of each: margins
- Nature of products e Low barriers to entry resulting in overcapacity
- Barriers to entry/exit e Supply interruption
- Supplier power e Overreliance on few, weak suppliers
- Customers e Buyer concentration and power

- Large concentrations

- Standard and undifferentiated product
- Low switching costs

- Buyer

Certain competitors have locked up key
distribution channels
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First Foundation: Industry Dynamics, continued

| INDUSTRY ATTRACTIVENESS |

e Review recent changes and determine
likelihood and nature of future changes

e Evaluate impact of recent and potential future
changes on industry

COMPONENTS ANALYSIS PROBLEM AREAS (EXAMPLE)
Regulatory e Review regulations which govern industry Elimination of price controls leading to
Factors competition

New players allowed to enter market

Additional risk exposure from deregulation of
FX markets

Price controls on key inputs lifted
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First Foundation: Industry Dynamics, continued

| COMPANY POSITION

on industry attractiveness analysis

Review competitors’ performance against
key success factors

Review company’s performance against key
Competitors

Rank company’s position

COMPONENTS ANALYSIS PROBLEM AREAS (EXAMPLE)
Competitive ¢ Identify key success factors -- what a Company disadvantaged in critical areas and
Position company must do well to succeed -- based not able to compete

Potential for Change

Review company’s strategy

Assess in terms of:

- Degree to which it addresses weaknesses/
Strengths

- Degree to which it addresses challenges/
Opportunities

- Management’s ability to execute

No strategy exists to address weaknesses/
improve position
Strategy is not practical or achievable

Company Influence

Review political affiliations

Review private affiliations

Assess implications for bank’s position and
company’s performance

Company poorly positioned to lobby for
critical issues

Company aligned with unpopular or weak
players
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Example

Credit Problems:

e Signs of oversupply and reputation for quality declining in key markets
e Company fairly well positioned, but faces quality control problem which could weaken future position

INDUSTRY DYNAMICS Page 1 of 2
SUMMARY
Borrower: Vyroba Carpet Recovery Inspector:
Date Completed:  March 20, 1999
Industry:  Carpet manufacturing and export
Summary Overall Assessment: Level of Risk

Summary Analysis of Key Risk Areas:

1. Industry Environment:
a. Market cycle

b. Industry structure
c. Regulatory factors

Overall:

Level of Risk
MR
MR

LR

MR

Comments/Credit Problems

Market growth leveling

Demand concentrated in German
Declining profit margins

Low barriers to entry, increasing
competition

Favorable change in FX regulations
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Example

INDUSTRY DYNAMICS Page 2 of 2
SUMMARY
2. Company Position Within Industry: Overall Risk: MR
a. Key success Factors: Level of Risk Comments/Credit Problems

Access to low cost wool e Diversified sources of wool supply
Low cost labor e Labor demanding higher wages
Differentiated product e Follows market trend
Quality reputation e Inconsistent quality of product
Diverse range of buyers o Several large German, French buyers

b. Summary of Company’s Approach: Level of risk: Comments/Credit Problems
e Will hire new designer to develop differentiated product line e Strategy does not fully address

weaknesses

e However, no plan to address quality control line

c. Company Influence: Level of risk: Comments/Credit Problems

e Well connected with key politicians and None
private sector players
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Sample

Classifications Definitions

Low Risk

Acceptable Risk

Moderate Risk

High Risk

Excessive Risk

Unacceptable Risk

OH 3-25

Relationships that represent minimal risk,
all credit components are strong now in the
foreseeable future

Relationships that represent satisfactory risk
with no material weakness apparent

Relationships where one or more credit
components are weak; although no
immediate loss is evident, close monitoring
IS required

Relationships where material weaknesses
are evident and if not corrected, repayment
may be at a risk

Relationships where impairment of one or
more credit components has occurred and
loss of principle or interest is likely

Relationships where a loss of principle or
interest is assured



RATING

Excessive and
Unacceptable Risk

High Risk

Moderate Risk

Low and Acceptable
Risk

Vyroba Carpet Industry Dynamics Ratings

INDUSTRY DYNAMICS RISK AREAS

e Shrinking market; highly cyclical and concentrated
e Severe structural problems
e Unfavorable regulatory environment

e No market growth, cyclical and concentrated
e Unattractive structure
e Worsening regulatory environment

e Slowing growth, signs of increasing cyclicality
e Emerging structural concerns
e Neutral regulatory environment

e Growing, attractive market

e Attractive structure

e Favorable regulatory environment; no expected
Change

COMPANY POSITION

Company severely disadvantaged
No strategy
Alliances impair market position

Weak against all key success factors
Poor strategy
Alliances weaken position

Slightly disadvantaged against key success
factors

Strategy only partially addresses weaknesses
Neutral alliances

Well positioned
Practical, achievable strategy
Favorable alliances
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Second Foundation: Financial Condition

| RISK AREA | | RATIONALE

¢ Indicates operating success, growth potential and competitive

Profitability T position

e Often misrepresented and therefore must be scrutinized very closely

Liquidity —’ e Determines ability to meet obligations -- operating expenses, debt
service, supplies credit, etc.

e Determines degree of financial risk and ability to absorb business risk

l

Leverage
e Isasign of owners’ commitment to the business
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Second Foundation: Financial Condition, continued

RISK AREA STRENGTH ANALYSIS PROBLEM AREAS
MEASURES (EXAMPLE)
Profitability ¢ Financial ratios: Complete financial spreads | e Declining revenue
- Return on assets Verify profitability e Increasing costs
- Return on sales information and determine - Payroll
- Return on equity credibility - Financing
- Operating profit/sales Perform trend analysis - Cost of goods
- Admin cost/sales Compare figures with other | e Insufficient profits to support
- Etc. companies in industry growth
e Profit and loss statement Perform site visits to assess | e Insufficient scale -- excess
analysis inventory and fixed asset fixed costs
e Inventory quality quality e Insufficient inventory to meet
e Fixed asset quality demand
e Outdated production
e Insufficient skilled labor
Liquidity e Financial ratios: Same as above e Poor quality current assets
- Current Evaluate integrity of creditor | ¢ Illiquid investments
- Quick support e Non-productive fixed assets
- Working capital/assets Evaluate current asset e Withdrawal of creditor
- Inventory turnover quality and aging of support
- Accounts receivable days on receivables
hand
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Second Foundation: Financial Condition, continued

RISK AREA

STRENGTH
MEASURES

ANALYSIS

PROBLEM AREAS
(EXAMPLE)

Liquidity...cont’d

Financial ratios...cont’d

- Interest/Operating profit
- Etc.

Cash flow:

- Debt service

- Sources funds analysis

- Uses funds analysis
Lines of credit

- Bankers

- Suppliers

Assess shareholders’ support

- Willingness to guarantee

- Willingness to inject
additional capital

Review cost structure

Develop debt service profile

Review investment budget

Review intra-group accounts
Consolidating statements
Receivables and payables to
related companies
Prices to related companies
Dividend payments
Owners’ salaries/payment

Withdrawal of shareholder
support

High cost borrowings/
bunching of payments
High payroll/material costs
Large investment costs
Diversion of funds to
associated companies/
transfer pricing

Leverage

Financial ratios
- Debt/Equity

- Debt structure
Rate sensitivity

Same as under Performance
Assess quality of reserve
accounts

Reconcile net worth and verify
Evaluate capital structure
Assess creditor/shareholder
support

Perform rate sensitivity
analysis under varying rate
scenarios

Withdrawal of support
High cost borrowings/
bunching of payments
Overvalued equity
Inappropriate capital
structure

Oversensitivity to interest
rate swings
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Example

| FINANCIAL CONDITION SUMMARY | Page 1 of 2
Borrower : Vyroba Recovery Inspector:
Date Most Recent Financial Statements : February, 1998 Date Completed : March 20, 1999
Period Covered : 1998 - 1999 Number Years Information Analyzed: 4

Audited : [ ] Yes No Iﬁiability of Financials:

Very Reliable Reliable D Unreliable

Overall Financial Condition Level of Risk:

Credit Problems:

e Increased leverage to finance recent plant expansion has adversely impacted performance, leverage, and liquidity
e Large inventory build up from inability to sell increased product further impaired all aspects of financial condition

Summary Analysis of Key Risk Areas:

1. Profitability Level Of Risk: % Net Income/Sales: (4%)
Credit Problems/Comments:

Profitability reporting is fairly reliable

Rapidly rising administrative costs -- from 5% of sales to 10% over past 3 years

Increasing interest expense associated with financing of plant expansion (4% - 8% of sales)
High depreciation costs (2% - 4% of sales)
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Example

FINANCIAL CONDITION
SUMMARY

Page 2 of 2

N

. Liguidity Level of Risk:
Credit Problems/Comments:

Net Operating Income/Debt Service: 0.75
Current Assets/Current Liabilities: 0.8

Increased debt service associated with debt financing of new plant
Large inventory build up associated with inability to sell product from increased production
Short term financing used to finance fixed assets

w

. Leverage Level of Risk:
Credit Problems:

Debt/Equity:

o

Debt/Tangible Net Worth: 5

Large loan recently taken on to finance plant expansion
Owners were unwilling to inject more capital
Losses have exceeded capital
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Vyroba Carpet Financial Condition Ratings

Acceptable Risk

industry average
Flat increasing trend

Strong current ratio
Above industry average

RATING PERFORMANCE LIQUIDITY LEVERAGE
Excessive Risk & Negative ratios, declining trend | e Debt/Service below 1 Debt/Tangible Net Worth >5
Unacceptable Risk Increasing cost ratio, declining | e Current ratios below 0.75 Owners not willing to inject

revenue ratios e Declining trend equity
e Well below industry average Large amount of short-term
debt supporting fixed assets
High Risk Profit ratios probably negative | ¢ Debt/Service well below 1 Debt/Tangible Net Worth 3 - 5
Flat trend e Current ratios below 0.75 - 1 Owners not willing to inject
Cost ratios high, but not e Flat trend equity
Increasing e Below industry Short term debt financing fixed
assets
Medium Risk Profit ratios positive, but e Debt/Service above 1.5 Debt/Tangible Net Worth 2-3
Declining e Current ratios above 1 Owners willing to provide
Costs increasing e Declining trend limited support
Below industry average e Below industry average Start term debt financing fixed
working capital
Low Risk & Positive ratios, well above e Debt/Service above 2 Debt/Tangible Net Worth below

2
Strong owner support
Appropriate capital structure
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Third Foundation: Management Quality

| RISK AREA | | RATIONALE

Forms the whole basis for a sound banking relationship

Integrity —’ e Lack of integrity leads to:
Inability to assess risk

Inability to negotiate and reach sound agreements
- Lack of confidence in application of bank funds

e Incompetent management has little chance of addressing and resolving credit
problems to restore creditworthiness

Competence T

e Poor management judgment leads to credit problems and failures

e Reputation will influence management/bank power balance and could make
it difficult to approach and negotiate with management
Market Confidence —_—)
e If management’s reputation is strong, the company may be better off to
survive a crisis
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Third Foundation: Management Quality, continued

- Meeting commitments
- Character and track record

Cooperativeness

- Consistency and quality of
communication with bank

- Supportiveness

- Frequency/nature of
communication

Interview branch/regional
managers familiar with customer

Interview management
- Test openness

- Ask for references

- Develop impressions

Interview government/private
sector individuals familiar with
management

Interview auditors

Compare information with other
creditors

RISK AREA STRENGTH ANALYSIS PROBLEM AREAS
MEASURES (EXAMPLE)
Integrity e Honesty e Review credit files e Quality/reliability of
- Quality/Reliability of - Note missing information/ information
information documentation - Failure to disclose

Misrepresentation
Inconsistent information
Changing auditors
Refusing audits

Meeting commitments

- Failure to meet with bank

- Failure to meet contractual
obligations

- Failure to provide
documentation

- Double pledging security

Character

- Obsessive tax avoidance

- Involved in questionable
activities

- Poor reputation

Communication
- Postponing meetings

Supportiveness
- Will not provide information
- Will not pledge security
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Third Foundation: Management Quality, continued

RISK AREA STRENGTH ANALYSIS PROBLEM AREAS
MEASURES (EXAMPLE)
Competence o Ability e Interview branch/region manager e Experience
- Experience e Interview management - Lack of relevant experience
- Operating skills e Obtain key managers’ curriculums - Inability to manage
- Financial skills and determine: e Skills
- Administrative skills - Education - Insufficient skills to manage
- Management structure - Experience key areas
- Management depth - Related skills e Management structure
e Competence e Review performance - Biased board
- Decision-making track - Profits, growth, direction of trends - Lack of key functions
record - Compared with other companies - Lack of depth
- Risk profile e Review organization chart e Decision-making
- Determine span of control - Autocratic style
- Ensure all functions present - Lack of MIS/analysis
e Interview private sector/ - Unwilling to make difficult
government individuals familiar decisions (cost cutting, etc.)
with management - Risk profile
e Review risk profile - investments, - High risk investments
projects, debt/leverage
e Compare impressions with other
creditors
Market e Reputation e Interviews e Management disliked by
Confidence e Support e Time in business competitors who may spread
e Group memberships rumors
e Qut of favor politically
e Poor reputation
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Example

| MANAGEMENT QUALITY SUMMARY | Page 1 of 2
Borrower: Vyroba Recovery Inspector
General Manager: R.J. Tapa Date Prepared: March 20, 1999
Principal Shareholder: P.R. Pande % Company Owned: 80%
Overall Management Quality Level of Risk:

Credit Problems/Comments:

e Missing financial controller
e Competence questioned by recent decision to expand and increase leverage
e Otherwise, high integrity and favorable alliances

Summary Key Risk Areas:

1. Integrity Level of Risk: (Honesty, Cooperativeness)
Credit Problems/Comments:

e Management quick to provide any information requested

e Consistently meet obligations
e Very cooperative and open
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Example

2. Competence Level of Risk: (Ability -- Experience, Skills, Depth;
Credit Problems/Comments: Competence -- Decision-making, MIS Profile)
3. Market Confidence (Affiliations, Lobbying Power, Power Balance vs. Bank)
Level of Risk: Credit Problems/
Comments
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Vyroba Carpet Management Quality Ratings

Refuses to support relationship

Inappropriate organization
structure
Aggressive risk taker

RATING INTEGRITY COMPETENCE MARKET CONFIDENCE
Excessive & Never meets commitments No relevant experience/skills Allied against current
Unacceptable Poor quality, unreliable No vision Administration
Risk Information No depth Poor reputation causing loss of

Credit

Good structure
Risk adverse

High Risk Rarely meets commitments Limited experience/skills Recent problems diminishing
Information is of low quality, low Limited vision Reputation
Reliability Limited depth
Weak relationship support Poor structure
Risk taker
Medium Risk Generally meets commitments Moderate experience/skills Neutral reputation
Reasonable quality information, Moderate depth
generally reliable Some vision
Supports relationship Adequate structure
Risk neutral
Low & Always meets commitments Experience/skilled Strong reputation
Acceptable Quality, reliable information Visionary
Risk Strong relationship support Deep management team

OH 3-38




Fourth Foundation: Security Realization

SECURITY REALIZATION

RISK AREA |

| RATIONALE

Control —’

e Without proper documentation the bank has no claim on security

e Without ability to execute claim, security cannot be realized

Net Liquidation Value D)

e Low liquidation values may not cover outstanding debts
e High liquidation costs will reduce net amount received
e Security quality may deteriorate over time

e Money has time value
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Fourth Foundation: Security Realization, continued

RISK AREA

STRENGTH MEASURES

ANALYSIS

PROBLEM AREAS (EXAMPLE)

Control

Perfection
Legal rights
Documentation adequacy
Double pledged security
- Fraud
Insurance policy
Executability
- Ability to obtain favorable
Judgment
- Ability to take possession
- Length of legal process

Verify documentation

- Security perfection

- Documentation completeness
- Documentation integrity
- Insurance policy and

documentation

Assess customer’s lobbying
power with legal authorities,
local potential buyers
Conduct site visit(s) to verify
security existence

Review recent trends in legal
execution

Assess length of time to
complete legal action

Legal rights

- Land title not pledged

- Bank has second priority or is
Subordinated

Documentation adequacy
Lacking notary
Missing signatures
Incomplete documentation
Lacking stamp duty
Outdated, past due

Fraud

- Criminal proceedings
Insurance does not cover
Exposure

Ability to obtain favorable
Judgment

- Customer has strong lobbying

Power

- Judge sympathetic towards
Customer

Ability to take possession

- Missing security

- Difficulty in evicting squatters

- Security transferred

- Security immobile

Length of legal process

- Documentation difficulties

- Lobbying conflicts

- Slowness of due process
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Fourth Foundation: Security Realization, continued

RISK AREA

STRENGTH MEASURES

ANALYSIS

PROBLEM AREAS (EXAMPLE)

Net Liguidation
Value

Liquidation value

- Quality

- Quantity

Time of sale
Market price dynamics
Opportunity cost
Technology replacement
Long legal process

Use assessor to value security

- Quality & quantity

- Market demand
Review recent cases

- Assessed value vs. sale value

- Change in sale value

- Time to sell
Review economic conditions
Determine overall likely length
of sale

- Auction process

- Auction success/failure

- Sale on secondary market
Select appropriate discount rate
Determine Net Liquidation
Value

Security is of poor quality or
Perishable
Quantity not sufficient to cover
Exposure
Market demand
No market for goods
Security highly specialized
Value too large -- few can
afford
Borrower has influence over
potential buyers
- Collusion against bank
Market price dynamics
- Volatility
- Inflation
- Rapid depreciation
Opportunity cost — value
increases/decreases over time
Technology -- security becomes
Obsolete
Legal process
- Erodes security value
- Market could change during
Process
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Example
SECURITY REALIZATION SUMMARY- CONTROL

Borrower: Vyroba Carpets Recovery Inspector:
Date Prepared: March 28, 1999
Assessor: Name: A. Murray Date of Assessment: January 10, 1999

FDM: Engineer Experts

Security Realization Level of Risk
Security Coverage:

e Control: Security perfected and adequate executability Credit Problems:
e Net Liquidation Value (000°s) : 524 Cedi

(Primary + Secondary Security) e Reduced liquidation value of
e Exposure (000’s): 2,500 Cedi machinery due to uncertainty
e % NPV/Exposure: 20% regarding carpet market

(Security Cover) e Real estate market uncertainty and

long lead time of sale reduces
security value

Summary Key Areas: Date Last Site Visit : February 10,1998

Credit Problems/Comments: Date Security Doc. Checklist:

1. Control Level of Risk: December 20,1997
a. Perfection: e All documentation perfected and in place

e Bank has senior claim on all security

b. Executability: e Customer not likely to lobby in case of liquidation
e Security can be easily transferred
e Potential for court delays in obtaining secondary security, but not expected to be
excessive
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Example

SECURITY REALIZATION SUMMARY - NE