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​Pro Forma Cash Flow Statements: The Bridge for Repayment

When a business faces financial distress, a debtor-prepared pro forma cash flow statement emerges as one of the most powerful tools for negotiating workout situations, loan modifications, extensions, or payment deferrals. While creditors always expect current and accurate financial statements, tax returns, and other required reporting, a meticulous projection of future cash flows is crucial. This pro forma statement demonstrates your company's realistic ability to meet its estimated operational, investment, and financing activities. In a deteriorating financial condition, this document becomes the blueprint for material adjustments, clearly showing the creditor when and how loan repayments will occur, based on the actual availability of cash.

Frequency and Quality of Financial Reporting

The severity of your financial condition will dictate the frequency and detail required for your pro forma financial statements, particularly for cash flow. This could range from monthly projections for the next 12 months, to quarterly, semi-annually, or annually. In cases of imminent failure, daily reporting on accounts receivable might even be necessary to keep all stakeholders informed of the estimated cash position.

It is absolutely critical that these projections are honest and accurate. This is not the time to "blow smoke" or present numbers you think the creditor "needs to see" if you know they are unrealistic. Instead, show the cash position you honestly believe and expect to be there. Estimate numbers you are genuinely confident you can produce, regardless of how challenging they may look. If the projections are grim, so be it; that's why it's called a "workout"—it implies that modifications to your loan documents will be necessary to reflect your actual ability to repay.

Creditors are accustomed to seeing deteriorating financial statements, so they won't be surprised. Once an agreement is reached on the type and frequency of financial reporting, especially for cash flow statements, these documents can be regularly refreshed as circumstances change. Additional loan modifications can then be made. It's vital to clearly understand that the pro forma cash flow statement reflects what you are truly comfortable with. If you present an overly optimistic "best case" scenario, lenders will expect that performance and hold you accountable for any material variances. They may be far less forgiving if you fall significantly short of these self-imposed targets.

In essence, do not "fudge" numbers or inflate projections to meet perceived lender expectations. Invest the effort into solid pro forma projections, and "own the numbers." When circumstances change, update the pro forma immediately and submit it, keeping the creditor informed of any deviations. This transparency is especially crucial during economic downturns. Remember, the lender's objective is to return your loans to an acceptable "Pass" risk grade as quickly as possible, or to a $0 balance. The more problem or classified loans a creditor has, the greater the pressure on them and, consequently, on you. Overestimating your cash position will almost certainly lead to a strained relationship, if not worse. Be realistic, tell it like it is - good or bad - because ultimately, "it is what it is, and will be what it will be." Refreshed financial reporting is warranted anytime there are material operational changes, favorable or otherwise. The frequency of reporting (e.g., daily, weekly, monthly, quarterly, semi-annually, or annually) will depend on the level of credit risk and loan size, increasing or decreasing as conditions merit. Always be ready.

Drilling Down into the Pro Forma Cash Flow Statement

The pro forma cash flow statement specifically focuses on future cash receipts (inflows) and cash disbursements or payments (outflows), categorized by three core activities: operations, investing, and financing. The net cash position from these activities at the end of each period is added to the cash at the beginning of the period to arrive at the final cash position for that period.

Your role is to document not what the creditor expects, but your best-estimated or most accurately estimated cash position for each respective period. Ensure these estimates are reasonable and that, barring unforeseen emergencies, you can realistically achieve those numbers. Be as detailed as appropriate:

Operating Activities:






	Inflows include direct cash receipts from customers and the collection of accounts receivable.

	Outflows include disbursements for inventory purchases, general operating and administrative expenses, wage expenses, interest expense, and income taxes.




The difference between receipts and disbursements shows the net cash flow available from operations.



Investing Activities:

	Inflows include cash receipts from the sale of property and equipment, the collection of principal on notes receivable, or the sale of any investment securities.

	Outflows include cash paid for the purchase of property or equipment, loans made to others, and the purchasing of securities.




The difference between receipts and disbursements represents your net cash flow from investments.



Financing Activities:

	Inflows include cash receipts from any stock issuances or new borrowings.

	Outflows include cash disbursements from any stock repurchases, dividend payments, or loan repayments.




The difference between receipts and disbursements reveals your net cash flow from financing activities.



A Simple Monthly Cash Flow Statement

For smaller, less complex businesses, a simple monthly cash flow statement for each of the next 12 months (plus a 12-month total) can be effective. This involves simply listing all cash receipts (inflows) and cash disbursements (outflows) together.

	Cash Inflows will encompass all cash sales, collections from accounts or notes receivable, sales proceeds from property and equipment, sales of investment securities, proceeds from new stock issuances or borrowings, and cash from any other sources—any and all cash received.







	Cash Disbursements (outflows) will include property and equipment purchases, investment securities purchases, inventory purchases, general operating and administrative expenses, wage expenses, interest expense, principal payments, and income taxes—any and all cash spent.


Conclusion: The Importance of Cash Flow Transparency

Ultimately, a debtor-prepared pro forma cash flow statement serves as the central bridge between the debtor and creditor; it's all about the cash. This document transparently shows the projected receipt of cash monthly, encompassing all cash disbursements to vendors, operating costs, and, crucially, the amount of debt you can realistically repay at a given time over the pro forma period. This bridge, supported by comprehensive financial documentation, should enable debtors to confidently cross what can often feel like a "grand canyon" separating them from their creditors.

During times of economic stress, effective repayment solutions are vital for the financial well-being of all stakeholders. It's in the best interest of the creditor for your loans to be repaid; lenders want to avoid credit losses or charge-offs, just as business owners want to remain solvent. Are you prepared to proactively present a transparent, realistic cash flow projection, acknowledging both your challenges and your credible path to repayment, to foster a constructive dialogue with your creditors?
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​Credit Risk Rating Classification System: Understanding Your Lender's Lens

Commercial loans are assigned a credit risk rating by financial institutions to quantify the likelihood of being repaid as agreed, or conversely, the risk of default. Creditor management is expected to maintain a "tight" risk rating system, ensuring these assignments are both timely and accurate from the moment a loan is originated until it's fully repaid. A robust system is fundamental to a creditor's safety and soundness, facilitating informed decision-making across various functions like credit approval, underwriting, pricing, relationship management, credit administration, managing the allowance for credit losses (ACL), and overall portfolio management information systems (MIS).

Regulators emphasize that credit risk rating accuracy and timeliness are paramount. Repayment risk is inherently dynamic, shifting with changing financial circumstances. Therefore, risk ratings are subject to change at any time. Management is tasked with ensuring that these ratings are updated precisely when changes occur and to the correct level, with each adjustment being thoroughly supported and documented. This highlights the critical importance of your prompt and accurate financial reporting; without it, how can a creditor appropriately and timely assess your repayment risk?

If you underperform, the creditor will likely follow up to determine the root cause, aiming to implement the right modifications. This is a two-way street, requiring close cooperation between all stakeholders. Lenders' risk ratings are meticulously documented and must reflect any credit weaknesses. A diligent creditor will delve deep into the underlying causes of financial issues. Keep this in mind when communicating your debt repayment plan. It's perfectly acceptable, and often advisable, to ask your creditor about your current risk rating, as this can provide insight into the building pressures they face.

Regulatory Credit Risk Ratings

Regulated financial institutions utilize a standardized, usually numerical, risk rating system. This system typically includes various levels of "Pass" or acceptable ratings. For instance, a properly underwritten loan might receive a Pass rating from 1 through 6. A loan fully secured by cash (like a Certificate of Deposit) might be rated a 1, while other levels of higher "Pass" risk could range from 2 through 6.

Beyond the "Pass" ratings, a loan exhibiting some uncertainties may be designated as a Watch credit. A Watch designation indicates the loan is still considered a Pass-rated credit, and this designation will be removed once the uncertainties are resolved.

Now, for the "fun" part: the regulatory definitions of more severe risk rating classifications (as defined by bodies like the Federal Reserve Bank, FDIC, and OCC). A loan becomes a "criticized" loan when it is rated Special Mention. It then escalates to a "classified" loan when it is categorized as Substandard, Doubtful, or Loss. Creditors often use the umbrella term "criticized loans" to refer to all of these categories.

Special Mention (SM)






	Definition: Credit exposures that, while currently protected by the sound worth and paying capacity of the borrower, exhibit distinct weakening trends and/or elevated levels of exposure to external conditions.







	Implication: If these identified potential weaknesses are not addressed, they may lead to deteriorated prospects of repayment.


	Action: These exposures require close management attention to prevent them from becoming undue and unwarranted credit exposures.


	Example: For Commercial Real Estate (CRE) loans, potential weaknesses could include construction delays, changes in concept or project plan, slower than projected leasing, rental concessions, deteriorating market conditions, the impending expiration of a major lease, or other adverse events that do not yet jeopardize repayment. Such loans warrant an elevated level of monitoring.







Substandard (SUB)






	Definition: Credit exposure that is inadequately protected by the current sound worth and paying capacity of the borrower or by the collateral pledged, if any.







	Implication: Loans classified as Substandard have well-defined weaknesses that jeopardize the orderly repayment of the debt. They are characterized by a distinct possibility that the creditor will sustain some loss if the deficiencies are not corrected.


	Example: Well-defined weaknesses in a CRE loan might include: slower than projected leasing or sales activity leading to protracted repayment or default; lower than projected lease rates or sales prices jeopardizing repayment; changes in concept or plan due to unfavorable market conditions; delinquent property taxes; construction or tax3 liens; inability to obtain necessary zoning or permits to develop the project as planned; diversion of needed cash from an otherwise viable property to satisfy the liquidity needs of a troubled borrower or guarantor; material imbalances in the construction budget; significant construction delays; the expiration of a major lease or default by a major tenant without a near-term replacement or remedy; poorly structured or overly liberal repayment terms; material collateral damage or other significant casualty losses; bankruptcy or replacement of the general contractor, major subcontractor, or suppliers; or fraud or the misapplication of loan proceeds.







Doubtful






	Definition: Credit exposures classified as Doubtful possess all the weaknesses inherent in a Substandard classification, with the added characteristic that the weaknesses may make collection or orderly repayment in full, based on currently existing facts, conditions, and values, highly questionable and improbable.







	Implication: The possibility of loss is extremely high, but because of certain important and reasonably specific factors that may work to the advantage and strengthening of the exposure, its classification as an estimated loss is deferred until its more exact4 status can be determined.


	Example: A Doubtful classification might be used for a limited time to allow pending events to be resolved. Circumstances warranting a Doubtful CRE loan classification could include uncertain collateral values due to a lack of comparables in an inactive market, pending changes such as zoning classification, environmental issues, or the pending resolution of legal issues that could affect the realization of value in a sale.







Loss






	Definition: Credit exposures classified as Loss are considered uncollectible and of such little value that their continuance as creditable assets is not warranted.







	Implication: While this classification does not mean the asset has absolutely no recovery or salvage value, it is not practical or desirable to defer writing off this basically worthless asset, even if partial recovery might occur in the future. Losses should be recognized in the period they surface as uncollectible.


	Example: As a general classification principle for a troubled CRE loan dependent on the operation or sale of collateral for repayment, any portion of the loan balance exceeding the amount adequately secured by the market value of the real estate collateral (less selling costs) should be classified as a loss if that portion is deemed uncollectible. This applies when repayment is solely from the sale of the underlying real estate collateral, and no other reliable repayment sources are available.







Credit Risk Management – Roles and Responsibilities

Internally, creditors establish various "lines of defense" to ensure the accuracy and timeliness of credit risk ratings:

	First Line of Defense: Your Primary Relationship Officer (PRO) holds continuous responsibility for the accuracy of your loan's credit risk rating. This responsibility cannot be abdicated. The PRO has the authority to recommend and approve credit risk changes by carefully evaluating any perceived shifts in risk characteristics, including upgrading or downgrading a loan's rating.







	Second Line of Defense: This involves a rating validation from individuals with higher authority to approve the loan, such as Credit Administration (CA) staff. These persons can change the credit risk rating if deemed necessary. CA staff support the PROs in reviewing, structuring, and approving credit requests, ensuring consistent application of the lender's credit standards and policies. They are in constant contact with PROs, reviewing the loan portfolio and identifying potential problem loans early.


	Third Line of Defense: An independent group, typically reporting to the board of directors or a committee thereof, called Loan Review or Credit Review, provides a third line of defense. Their risk rating decision is final and overrides all other assigned credit risk ratings.


Once a loan is assigned a Watch designation, or downgraded to Special Mention or Substandard, CA staff become more actively involved with the loan officer. The goal is to assess the situation, establish a written action plan (with steps and completion dates) to return the credit risk rating to a Pass rating, or to exit the relationship entirely. These teams collaborate to analyze the underlying root causes of credit deterioration, relying on the financial information you provide, alongside other sources like checking account activity, trade reports, market information, personal observations, and direct interviews with you.

If your loan is downgraded to Special Mention, and especially Substandard, CA staff will work with the PRO to develop regular (quarterly, monthly) repayment action plans. These monitoring reports outline the actions to be taken to bring the loan back to a Pass rating or to a $0 balance as soon as possible. In those cases where a further downgrade or risk of nonaccrual (internally ceasing interest accrual) or loss is possible, the customer relationship may be transferred from the PRO to a specialized department called the Special Assets Department (SAD).

	Special Assets Team (SAD): While PRO and CA teams manage Special Mention and Substandard loans, those requiring "extra time and attention" are transferred to SAD. This team of specialist officers scales up or down with problem loan volume. Depending on its size, SAD is equipped with, or has access to, legal professionals, appraisers, and other experts. When they determine a borrowing relationship requires additional workout tools, legal maneuvers, collateral liquidation, or other forceful repayment strategies, SAD is prepared to act. When the volume of problem loans overwhelms the creditor during a severe economic downturn, borrowers will increasingly be expected to propose their own repayment solutions, representing a paradigm shift that is ultimately in everyone's best interest.







Importance To You (The Debtor/Borrower)

Understanding your lender's Credit Risk Rating Classification System is paramount, especially when your business faces financial challenges. Your loan's risk rating directly impacts your lender's internal operations, their perception of your financial health, and their willingness to work with you. Proactive, accurate, and timely financial reporting from your end is not just a covenant; it's the bedrock for transparent communication and potential negotiation. Knowing your current risk rating and understanding the criteria for "Special Mention," "Substandard," "Doubtful," and "Loss" can help you anticipate lender actions and tailor your proposed repayment solutions. Are you actively monitoring your financial health to prevent downgrades, and are you prepared to transparently communicate the root causes of any underperformance to help your lender maintain an accurate risk assessment?
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​Commercial and Industrial Lending Evaluation: A Deep Dive into Your Financial Health

When considering repayment solutions, commercial creditors undertake a rigorous analysis of your business, delving into various aspects of its financial performance and other crucial considerations. This comprehensive evaluation goes beyond merely looking at past numbers; it seeks to understand trends, identify anomalies, and uncover the root causes affecting your operating performance and, ultimately, your ability to repay. Depending on the size and complexity of their lending exposure, creditors will meticulously assess your business from multiple angles to gauge your repayment potential.

Financial Performance, Other Considerations - Creditor Analysis of Your Ability to Repay

Creditors will conduct a deep-dive analysis focusing on your revenues, profit margins, income, cash flow, leverage, liquidity, and capitalization. They typically examine the last three fiscal years and year-to-date (YTD) or the most recent quarterly performance. This historical review helps them identify trends and anomalies that may have impacted your past operations. Beyond the numbers, they'll seek to understand the root causes behind your repayment capacity across the following areas:

Cash Flow

	Debt Service Coverage Ratio (DSCR): This crucial metric assesses your ability to repay your debt obligations. Creditors continuously monitor the adequacy of your DSCR, looking for declining trends and comparing your performance to industry peers. They want to ensure that any renewals or extensions aren't just masking underlying repayment issues. Your DSCR level and trend directly influence your credit risk rating.







	Global Cash Flow: In economic downturns, you might rely more heavily on cash flow from other (global) sources, including personal income for guarantors. Creditors will scrutinize all business and personal tax returns (including those of guarantors) to avoid double-counting cash flow sources and to carefully review the financial strength of all obligated parties.


	Interest Reserve: If applicable (e.g., for construction loans), lenders will confirm the interest reserve account's adequacy for the financing period. They will also ensure that any cash flows generated directly from the collateral property go towards servicing the debt and will continuously monitor project lease-up progress. Creditors are, rightfully, intensely focused on all cash flow sources.


Net Operating Income (NOI)

	Stabilized NOI: Lenders assess your stabilized NOI, which assumes the property is fully leased at maximum rental income.







	Vacancy Impact: They analyze the direct reduction of rental income due to vacancies, focusing on why units are vacant, for how long, and your specific plan to lease them.


	Operating Expenses: Creditors meticulously review historical operating expenses, particularly increases, asking probing questions to understand any extraordinary costs related to Commercial Real Estate (CRE) maintenance.


	Debt Yield (DY): This metric indicates the risk in the deal, as well as the viability and stability of the collateral property. As they monitor your loan's performance, lenders will compare the current DY to its original underwriting, and to current policy underwriting thresholds for similar new loans. A low DY will necessitate additional analysis, potentially leading to requests for increased personal guarantees, additional collateral from guarantors, or a resizing of the loan to improve the DY to policy norms. The creditor views the deal as if they had to take back the collateral with its current DY, expecting you to fix any problems because it is, ultimately, your problem, not theirs.


Profitability

	Sales, Expenses, Profits: Lenders measure efficiency and trends in top-line sales revenues, gross and net profit margins, and the control of other notable cost and expense ratios. They seek to understand the reasons behind material changes in key metrics, identify significant expense trend increases as a percentage of sales, and assess the future outlook. They will meticulously determine what drives your profit margins and what actions are necessary to improve them, asking questions until they are satisfied. Be prepared with clear answers.







Efficiency

	Inventory Days: Creditors evaluate the average number of days it takes to sell your inventory. They will request detailed inventory reports, potentially conducting sample testing to ensure accurate reporting and holding you accountable for any material discrepancies. If your "Days on Hand" (DOH) materially differs from similar companies in your industry, they will conduct a deeper inspection to uncover functional or technically obsolete inventory.







	Accounts Receivable Days: Lenders analyze the average number of days your accounts receivable are outstanding. With a detailed current A/R ledger and customer list, they will scrutinize ineligible A/R (e.g., past dues, concentrations) and assess collectability by asking "how much, and when" for all material receivables, aiming for a clear idea of future cash collections.







	Accounts Payable Days: They evaluate the average time it takes to pay your trade suppliers, understanding that suppliers are key to operations. They will analyze your A/P repayment capacity over time to gauge your operational efficiency and whether you're struggling to pay suppliers on time. With an A/P Aging report, you'll be asked "how much, and when" for material past-due payables, and how this affects future inventory purchases.







Leverage

	Funding Sources and Capacity: Lenders determine the viability and sustainability of each of your funding sources (earnings, debt capital, equity capital) and your ability to manage finances. They will assess the likelihood and cost of refinancing, and whether sponsors or guarantors are able and willing to inject additional capital. They will scrutinize whether the projected period to de-lever to a sustainable level is reasonable. They will confirm that cash flow analysis doesn't rely on overly optimistic projections and will even stress-test projections for a downside case. They will delve deep, assessing your ability to meet obligations and explaining variances. They will also identify and seek to implement meaningful covenants if your loan structure has deficiencies like limited or weak existing covenants. Finally, they will check your vulnerability to economic downturns and business cycle swings.







Liquidity

	Sources and Burn Rate: Creditors will meticulously review your liquidity needs, assessing whether primary cash sources are sufficient, or if secondary sources must be liquidated to meet current obligations. This includes scrutinizing current loan maturities, the size and timing of repayments, interest rates, uncollected receivables, and obsolete inventory. They will determine the root cause of any liquidity problems, analyze any net "cash burn," confirm the time needed to return to positive cash flow, and identify recapitalization sources. You will be expected to defend your cash burn rate and detail your plans to reduce it.







Performance to Plan (P2P)

	Budget vs. Actual Variance Analysis: Variances between your budget and actual performance must be understood and explained. Creditors need confidence in your budgets and will assess if they need to be "stressed" or adjusted for their own underwriting (the lender's base case pro forma). They'll question whether future forecasting is based on historical variances, and if not, what reasonable adjustments are necessary. If they doubt your budget's optimism, they will ask questions and monitor any revisions. Depending on your P2P results, you may be asked for monthly, quarterly, or annual variance analyses.







Pro Forma Outlook

	Realistic Outlook and Assumptions: During economic downturns, lenders use pro forma statements to structure workout or loan modification repayment solutions. They demand these statements be conservative in both revenue and expenses, including upcoming one-time expenses. You will be expected to prepare your own repayment plan supported by your pro forma statements, with detailed, well-supported, and footnoted explanations of your assumptions. You can propose temporary repayment terms supported by these statements, with reporting frequency adjusted as needed. Lenders will assign and adjust credit risk ratings based on repayment risk and regulatory guidance. In extreme circumstances, a monthly cash-in and cash-out budget can demonstrate possible debt repayment solutions.







Management

	Succession Plan: Creditors need to understand your succession management tools and planning for all key positions, not just senior leadership, recognizing that skilled leaders are crucial during economic challenges. Identify any recent or pending retirements and how changes in staffing and their contributions might impact your operations and competitiveness.







Competition

	Market Impact: New or pending direct competition can affect your operations and repayment ability. Lenders will want to know the potential loss of market share due to lost customers, and the resulting decline in revenue and profits. They will assess if increased price competition is likely, impacting profit margins and your repayment ability. This might necessitate increased marketing and advertising expenses. They will seek to understand your proactive strategies for mitigating new competition risk and how you plan to differentiate yourself. Be prepared to present your own repayment solutions before they even ask.







Root Cause Considerations

Lenders prioritize safe and sound underwriting


Structural Weaknesses and Underwriting Deficiencies: Be on the Lookout


	Indefinite or speculative loan purpose

	Indefinite or overly liberal repayment plan

	Nonexistent, weak, or waived covenants

	Inadequate debt service coverage (DSC)

	Elevated leverage ratio

	Inadequate tangible net worth

	Insufficient collateral support

	Inadequate collateral documentation and valuation

	Overly aggressive loan-to-value (LTV) or advance rates

	Inadequate guarantor support

	Repayment highly dependent on projected cash flows

	Repayment highly dependent on projected asset values

	Repayment highly dependent on projected refinancing or recapitalization







Yellow and Red Flags: Indicators of Potential Repayment Problems


	Working-Capital Advances Used for Funding Losses: A business uses advances from a revolving line of credit to fund business losses, including wages, business expenses, debt service, or any other cost not specifically associated with the facility's intended purpose.







	Working-Capital Advances Funding Long-Term Assets: A business uses working-capital funds to purchase capital assets normally associated with term business loans.


	Trade Creditors Not Paid Out at End of Business Cycle: While the lender may be paid, some trade creditors may not receive full repayment. This strains relationships, making unpaid trade creditors less willing to provide future financing or favorable terms, increasing the business's reliance on the lender.


	Overextension of Collateral: The business lacks sufficient collateral to support the credit extension, leading to an out-of-borrowing-base situation. Review borrowing-base certificates to verify coverage meets the lender's policy limits for the financed asset.


	Value of Inventory Declines: If the business doesn't repay the lender after inventory converts to cash or accounts receivable, the inventory's value declines (e.g., a vendor retains a senior lien superior to the lender). Other causes of devaluation include obsolescence, economic downturns, or commodity market volatility. This commonly puts a working-capital facility in an out-of-borrowing-base situation, requiring excess debt to be amortized through future profits.


	Collectability of Accounts Receivable Declines: Increasing past-due status of receivables or deteriorating credit quality of account customers results in non-collection, also causing an out-of-borrowing-base situation.


	Working-Capital Advances Used to Fund Long-Term Capital: Funds are inappropriately used to repurchase company stock, pay off subordinated debt holders, or pay dividends on capital stock.


	Accounts Receivable Slowdown: A slowdown in the receivables collection period often reveals liberal credit policies, softened collection practices, or an increase in uncollected accounts.


	Inventory Increases: Noticeably rising inventory levels in both dollar amount and percentage of total assets. Increases, often supported by trade suppliers, are risky, especially if turnover ratios decline. This may also relate to reluctance to liquidate excessive or obsolete goods at reduced prices, sacrificing liquidity to maintain profit margins.


	Slowdown in Inventory Turnover: This symptom may indicate overbuying or other imbalances in purchasing policies, or slow-moving inventory. If inventory is undervalued, actual turnover is even slower than calculated results.


	Existence of Heavy Liens on Assets: Evidence of second and third mortgage holders signals greater-than-average risk. The high cost of junior money means most borrowers only use this source when conventional options are unavailable.


	Concentrations of Noncurrent Assets Other Than Fixed Assets: A company invests funds into affiliates or subsidiaries for which the lender lacks ready operational information.


	High Levels of Intangible Assets: Intangible assets, which shrink or vanish quicker than hard assets, usually have very uncertain market values. However, some, like patents or trademarks, can hold significant value.


	Substantial Increases in Long-Term Debt: This symptom leads to increasing dependence on cash flow and long-term profits to support debt repayment.


	A Major Gap Between Gross and Net Sales: This gap represents a rising level of returns and allowances, potentially indicating lower quality or inferior product lines. Customer dissatisfaction can seriously affect future profitability.


	Rising Cost Percentages: These percentages can indicate the business’s inability or unwillingness to pass higher costs to customers or its inability to control overhead expenses.


	A Rising Level of Total Assets in Relation to Sales: If a company does more business, it will take more current assets (inventory, receivables) and fixed assets. Examiners are concerned when assets increase faster than sales growth.


	Significant Changes in the Balance-Sheet Structure: These are marked changes across many balance-sheet items, inconsistent with market changes, profits or sales, product lines, or the general nature of the business.


Proactive Engagement and Understanding



​Commercial Real Estate (CRE) Lending Evaluation: Navigating a Shifting Landscape


CRE Collateral Considerations and Risks - Relevant Market Conditions / Impact on Borrower


Extraordinary Assumptions


Hypothetical Conditions


Leases/Rental Rates, Vacancy, Operating Expenses


Capitalization Rates (CAP)


Discount Rates


Absorption


Leasehold Interest


Tenant Improvements (TIs)


Appraisal Recommendation


CRE Lending Considerations and Emerging CRE Risks


Interest Rate Risk


Refinance Risk


Resizing Opportunities


Repricing Risk


Physical Inspection


Insurance Coverage


Environmental Risk


Proactive Management in a Challenging CRE Market



​Credit Risk (Asset Quality) Monitoring Process: Understanding Your Lender's Oversight


Asset Quality Reporting - Watch List Designation Monitoring


	Borrower Exposure: A detailed list of each credit facility within the borrowing relationship.







	Current Uncertainties: Unlike a Special Mention loan (which has potential weaknesses), a Watch List credit has specific uncertainties that demand close monitoring. These can span various aspects, including financial, operational, managerial, ownership, industry, technology, labor, legal, or environmental factors.


	Current Trend: An assessment of whether the uncertainty is improving or deteriorating.


	Resolution Strategy: An opinion on the likely outcome of the uncertainty, along with a summary of the steps required and the estimated timeline for resolution.


	Accomplishments Since Prior Watch Reporting: Documentation of progress made since the last Watch List report.


	Triggers for Watch List Removal or Further Downgrade: A breakdown of the specific steps and estimated completion dates that would lead to either removal from the Watch List or, conversely, a potential downgrade to a criticized rating.




	Borrower Exposure, Collateral Protection, Guarantor Support: Detailed documentation of each credit facility in terms of borrower exposure, collateral protection, and guarantor support.







	Deposit Relationship, Financial Reporting, Covenants: A summary of the deposit relationship, the overall financial reporting requirements, and compliance with key financial performance covenants. It will also note whether covenants have been waived or forborne and the explicit reasons why.


	Repayment Risks (Primary Source of Repayment, 'PSOR'): An in-depth assessment of the repayment risk for each criticized loan, citing multiple reasons for increasing credit risk. This section develops facts supporting analyses of cash flow, Net Operating Income (NOI), profitability, operating efficiency, leverage, liquidity, Performance to Plan (P2P), pro forma outlook, management, competition, and other relevant "red flag" warnings.


	Lender Protection Risks (Guarantors, Liens, Collateral, Documentation): This analyzes and documents secondary or tertiary sources of repayment, as any of these could quickly become the new Primary Source of Repayment if the initial PSOR fails. The creditor will develop facts supporting guarantor/sponsor strength, the perfection of Mortgage/Deed of Trust liens on CRE collateral, Uniform Commercial Code (UCC) secured business assets, CRE risks, insurance, environmental risks, loan documentation, and even a character assessment.


	Root Cause Analysis, Risk Rating Disposition, Accrual Status, and Up/Downgrade Triggers: After identifying and documenting repayment risks and lender protection risks, the root cause analysis becomes clear. This then informs the correct risk rating and accrual status that can be applied. Finally, the upgrade and downgrade triggers should automatically fall into place based on these findings.


	Action Plans (Steps to a Pass Rating, or to a $0 Balance): With input from the PRO, CA, and SAD, a recommended action plan is developed, leading to a disposition to either keep or exit the current credit exposure. Measures may include: Workout/Retain-Renew, Restructure/A-B Note Split, Third-Party Refinance, Collateral Liquidation, Note Sale, Litigation/Judgment, or Other. The creditor predetermines its course of action as your credit risk profile changes, and they have documented rights and tools to pursue that course. However, when creditors become overwhelmed (e.g., during a severe economic downturn), they will increasingly rely on debtor-prepared repayment solutions. You have a strong voice throughout this process, especially now that you understand the process and what's happening. The Action Plans will clearly identify the key steps necessary to return the credit to a Pass risk rating, along with best-estimated completion dates, or, similarly, to exit the relationship.


Proactive Communication in a Dynamic Environment



​Prudent Loan Modifications: Collaboration in Times of Distress


Lenders Are to Prudently Work with Debtors - Recent Regulatory and Supervisory Guidance to Creditors






Disclosable Loan Modifications (DLM)


	Principal Forgiveness: This involves a "charge-down" of the amount owed to a lower balance. This can significantly help with the debtor's ability to repay the remaining portion, with the forgiven difference potentially repaid later or written off.







	Interest Rate Reduction: In a workout situation, the interest rate on the loan could be reduced, lowering the borrower's monthly payment burden and improving cash flow.


	Other-than-Insignificant Payment Delays: Payments can be temporarily deferred, providing the borrower with a much-needed reprieve to stabilize their financial situation.


	Term Extensions: The repayment term of the loan can be extended, which typically reduces the size of individual payments, making them more manageable over a longer period.



Empowering Debtors Through Understanding
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