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Using Creditor Tools - The Annual Term Loan Review: A Creditor's Lens on Your Long-Term Debt

Long-term loans are not a "set it and forget it" proposition for creditors. Instead, they are subject to rigorous annual term loan reviews, a critical component of prudent credit risk management. This Credit Risk Memo explores the mechanics of these reviews, detailing how lenders assess ongoing compliance, monitor financial performance, and conduct stress tests to gauge a borrower's continued ability to repay. Understanding this oversight process is paramount for borrowers to maintain a healthy relationship with their lenders and anticipate potential areas of scrutiny.

Annual Term Loan Reviews

Long-term loans will be subjected to the annual term loan review function. These loans are generally secured by real estate, but may also include annually renewed lines of credit. Reporting covenants are generally prescribed in Loan Agreements and will require certain financial information corresponding to the loan type and collateral. The loan covenants will be closely monitored to ensure the debtor always remains in compliance. Creditors may have certain size thresholds under which such reviews will be conducted, like $500,000 plus, or smaller loans with higher loan-to-value ratios.

For example, if a loan is secured by investor-owned or non-owner-occupied commercial real estate (NOO-CRE), the creditor is going to want to see a current rent roll showing all the current tenants and rental terms and conditions. The most recent year-end operating statement will be reviewed to determine the net operating income (NOI) to service the debt repayments. If multiple NOO-CRE properties are owned, a Schedule of Real Estate Owned would be requested. The most recent year-end business and guarantor tax returns and financial statements will also be required to help verify the accuracy of the assets and the financial performance of the operating statements. Material assets will also likely be verified, especially the liquidity position.

The annual review will likely include a sensitivity analysis for NOO-CRE properties, where the analyst will stress certain factors to reflect how much debt service capacity there might be under various stressors. These factors may include determining full occupancy upon stabilization, current occupancy, and a breakeven analysis. A decent stress test will ‘break’ the breakeven metrics to show how far cash flow will fall to become insufficient, and stress the variables under a severe economic downturn.

A Site Inspection is Likely

Larger loans will likely require a lending officer to perform a site visit to inspect the collateral property. He will also be ascertaining whether the property has any adverse environmental conditions, and if it is being used in conformity with the Deed of Trust or Mortgage (or other Loan Agreement documentation) requirements, and not being used contrary to those terms (i.e., a marijuana related business, or MRB).

Similarly, an owner-occupied CRE property will also require regular financial reporting on an annual basis, if not more frequently when there has been financial deterioration. The same holds true for other term loans secured by equipment. For loans secured by current assets, like accounts receivable and inventory, similar inspections and field audits will be made, together with all the other reporting.

Importance To You

	Expect stepped up creditor monitoring when there is deteriorating financial performance: As part of prudent credit risk management practices, creditors strive to be always informed about the asset quality of their loan portfolios. Annual reviews are for ordinary times. Therefore, you can expect there to be, at a minimum, formal annual reviews conducted on your term debt. If you’re experiencing financial difficulties, the level of review will become more frequent. It is likely that you will have triggered a technical default on loan covenants that will allow the creditor to require more formal financial reporting, and problem loan administration measures will ensue. If there are multiple NOO-CRE properties in your portfolio, be sure to give a detailed real estate schedule that includes: entity name that owns the property, address, property type, percentage ownership, acquisition date, cost or basis, outstanding loan balance, creditor name, annual rent and income, operating expenses, net operating income, interest expense, principal paid, capital expenditures, net cash flow, depreciation and amortization expense, and the current estimated market value. The creditor will be able to quickly assess the financial condition of the NOO-CRE. 




In short, when a review of your credit file is underway, take this as an opportunity to be transparent and to work with the creditor. As a business owner, you have an ownership responsibility to not only prepare your financial disclosure documents, but to prepare them in detail and accurately. This is all part of building a relationship of trust. You will need trust when presenting repayment solutions if you require a work-out or loan modification at some point.


The annual term loan review is a cornerstone of a creditor's risk management strategy, providing a comprehensive assessment of your financial health and continued ability to meet loan obligations. For you, the borrower, understanding this process is not merely about compliance; it's an opportunity to proactively manage your relationship with your lender. By maintaining meticulous records, anticipating scrutiny, and demonstrating transparency, you can navigate these reviews effectively, reinforce trust, and position yourself favorably for any necessary loan modifications or future financing needs. How prepared are your financial records and projections for such a rigorous review?
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Using Creditor Tools - The Unseen Architect: How Loan Documentation Shapes Your Borrowing Journey

Beyond the handshake and the promise, loan documentation forms the legal bedrock of any credit relationship. This Credit Risk Memo explores the critical role of these documents, from the initial loan origination to the ongoing monitoring throughout the credit's life. Understanding what these documents entail, why they are meticulously maintained, and their profound importance to you as a borrower, is crucial for navigating your financial obligations safely and successfully.

Loan Documentation

Loan policies will define the necessary documentation and information (i.e., type and frequency) that will be required at loan origination and throughout the life of the credit. Appropriate and accurate loan documentation will help ensure the creditor is lending in a safe and sound manner. The creditor will maintain the original loan documents, their exhibits, and required original signatures.

This information is used by the lending officer, loan committee, as well as auditors and other external parties (i.e., regulators). Information is used to verify the identity of the borrower and signers, their historical and current financial condition, the purpose of the loan(s), primary and secondary sources of repayment, and the collateral used to secure the loan. This includes financial statements, credit reports, appraisals, and other relevant data.

Files will also include the ongoing receipt of financial statement reporting, creditor analysis, collateral inspections and field visits, and loan covenant monitoring. These data will serve as a basis for establishing the borrower’s creditworthiness and serve as a paper trail for external auditors and regulatory examiners to review.

Loan Documentation Will Be Used to Service the Loan

The credit file will also include documentation for collateral lien perfection and collateral monitoring. If there are third-party contractual agreements with contractors or franchisors, the creditor will have taken an assignment of those contracts in the event the debtor defaults on the loan. With proper documentation and internal controls, the creditor will be able to ensure that any collateral is released back to the borrower at the appropriate time.

Negotiable collateral, like a Certificate of Deposit, will be maintained under dual control by individuals that are independent of the loan function. A well-managed credit risk management function will also enable the creditor to service the debtor adequately, even when the debtor’s loan officer is no longer at the financial institution. Besides the Promissory Note, a risk-based Loan Agreement is used to control the borrower’s financial performance, often including performance-based covenants, reporting requirements, affirmative measures, and negative restrictions.

Performance covenants should be adequately structured (hopefully) to give the debtor sufficient ‘appropriate room’ to operate his business before a violation is triggered as economic conditions deteriorate. The close monitoring puts the creditor in a position to accelerate or demand full loan repayment, if necessary.

Importance To You

	Take the time to read, discuss, and understand the loan documents: Creditors need appropriate file documentation not only at origination, but throughout the lending relationship. They are required to operate in a safe and sound manner, and understanding your financial condition while the loan remains unpaid is critical. Your loan documentation will likely require you to provide more ongoing reporting than you may think is reasonable or necessary, especially if you’re experiencing financial difficulties. After all, the money has been advanced, “so why doesn’t the creditor just leave me alone”?




Maybe you’re wondering why a residential mortgage lender, for a loan booked years ago, doesn’t need additional documentation, but your creditor does? As you know, consumer loans have their own underwriting requirements, but your business loan has a much higher risk profile. The loan documents will ensure the creditor gets what it wants. It may feel like you’re trapped in a corner, and someone telling you: ‘If you don’t like it, you don’t have to borrow the money and just pay it off,’ right?




Financial institutions are required to lend money in a safe and sound manner, as most of them have similar lending and underwriting requirements. You may just need to spend some more time reading the loan documents, so see what they really mean. Non-regulated creditors may have different standards, but their interest rates and fees may be much higher because of the increased credit risk they’re willing to take. That said, when you sign any loan documents, give yourself sufficient time to read, discuss, and understand what it is that you’re signing.


A serious business owner will do this and conform to any requirements. Not so astute business owners will just ‘sign away,’ and run the risk of mismanaging the business itself. The latter approach will likely result in a headache for the creditor should there be a decline in financial performance. How sharp is your pencil? How serious are you as a business owner?



	In the end, you will get what you want and deserve: Be judicious and smart when it comes to comprehending what your loan documents say, and what’s required. At loan origination, or ‘loan closing,’ don’t be rushed. It’s your business, so take better care and ownership of it – whatever it takes, by carefully understanding your loan documents. Ask whatever questions you think you should, regardless of how much time it takes.



Make sure you literally know what the creditor’s expectations are, what the due dates are, what the covenants mean, and everything else. Chances are, you’ll be much more successful, because when difficult economic periods come, as they surely will, you will have established a relationship of trust, respect, and mutual confidence with the creditor. Bottom line, you’re going to need that relationship when your financial performance is less than both parties expect.



Loan documentation is far more than mere paperwork; it is the comprehensive roadmap guiding the entire lending relationship, safeguarding both the lender and the borrower. As this Credit Risk Memo emphasizes, a thorough understanding of these documents at every stage - from origination to ongoing monitoring - is crucial for your business's financial health. By dedicating time to comprehending your obligations and proactively engaging with your lender, you foster a relationship built on trust and transparency, essential assets when navigating inevitable economic fluctuations. What steps can you take today to ensure you fully understand your current loan documents?
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Using Creditor Tools - Foreclosure: The Creditor's Last Resort and Your Crossroads

Foreclosure represents the final stage in a defaulted loan scenario, where the lender exercises its right to liquidate collateral to recover outstanding debt. This Credit Risk Memo dissects the legal processes involved in foreclosing on both real and personal property, from initial default to public auction or private sale. More critically, it explores the profound implications for you, the borrower, emphasizing the stark choices between contentious resistance and cooperative liquidation, and the ultimate personal cost involved.

Foreclosure

Foreclosure occurs when the underlying collateral is liquidated due to an event of default on a loan. The collateral serves as a secondary repayment source, and when there’s a default, there’s a legal foreclosure process which a creditor can pursue to help satisfy repayment of a defaulted debt. With real estate collateral in a Deed of Trust State, there will be a recorded Mortgage or Deed of Trust, giving the Trustee thereunder the right to take title of the real property at a non-judicial foreclosure or Trustee’s sale.

Other States may require a judicial action (i.e., court proceeding, expensive, time consuming) to recover the collateral. Foreclosure on

Getting to the Auction Bid





Real Estate Collateral Will Become ‘Other Real Estate Owned,’ or OREO



Personal Property Collateral Will Be Liquidated



Market Bids are Still Market Bids



Importance To You

	Liquidation of collateral is a big, very big deal, but what’s the real cost?: By the time your borrowing relationship has reached this point, all sorts of feelings will be happening. After all, your business is now being liquidated through the sale of its assets. Maybe you’ve sunk your life’s fortune into it. Maybe you’ve fought hard to keep the assets in this life-changing event. That said, debtors have been known to try too hard to hang on to it, even at the expense of their own spouses and families.











	Forced or cooperative liquidation?: Assuming the days of negotiating repayment are long gone, and you’re facing a collateral liquidation scenario, you have a choice to make. You can do it cooperatively, or not. A cooperative self-liquidation can involve an orderly disposition of assets using a liquidation budget, where certain costs are identified to cover the entire process over time. In rare cases, it is possible the creditor will help compensate to cover liquidation costs if cash flows resources are exhausted.











	Making the best of a bad situation: As for not being cooperative, you could choose to be quite deceptive and hurt the creditor. But you do have a choice. And, hopefully that’s not you and your decision. As the recovery/liquidation process heat up, especially when negotiations have failed, you could easily take the attitude that you will do everything you can to hurt the creditor’s prospects of being repaid. You may even want to cause as much financial pain on the creditor as possible. This should never happen or be the case, regardless of what may have transpired between you and the creditor – never. Why? Because when the ‘dust settles,’ and it surely will someday, you do not want to look back and see that you intentionally caused a creditor to whom you owed money, to incur more loss than was necessary. You do not want to look back and recall where, you were deceptive, even if the creditor didn’t pursue legal action against you.







	Don’t be deceptive, even if you are angry with the creditor: For example, if the creditor wanted to force the collection of your accounts receivable. Suppose you know that the creditor is ready to send each account debtor a notice to immediately pay the creditor directly and not you. But, 48 hours before you expected the creditor would send the notices, you contacted all of them and offered a 15% discount if they paid you now, like right now. Then, the next day, the creditor tries to collect the receivables and there are none. All the (collectible) receivables would have been wired to you the day before. This would be a clear and dishonest violation of the loan covenants you signed onto at loan origination. That is deception, and it is wrong.






	There is a better way to resolve any dispute: From the beginning, go all in with good-faith efforts. If you’ve screwed it up somewhere along the way, even now, and you have poor relations with the creditor, stop, go back in, and fix it. ‘Lay down some cards,’ and seek a quick solution or remedy, and stop the fighting, if necessary. You do not want to ruin your personal and family life over material objects or dirt.









Using Creditor Tools - Inspections and Field Visits: The Creditor's Eyes on Your Assets


Inspections, Field Visits





Importance To You

	Collateral is what it is. Relax: Creditors have ‘seen it all,’ so don’t be worried about trying to impress anyone. The most important part of any inspection or field visit is for you to build trust and mutual respect with the creditor. When the creditor or inspector shows up, block out enough time to complete the inspection. Ask upfront what the creditor’s objectives and procedures are so that you can make every effort to accommodate his request. Remember that premise or collateral inspections rights are generally included in the Loan Agreement. Inspections can generally be performed at any time with reasonable notice to you. 











Using Creditor Tools - Loan-to-Value (LTV): Minimum, Maximum – Understanding the Equity Cushion in Lending


Loan-to-Value (LTV): Minimum, Maximum



The Effects of LTV in a Declining Market




	50% to 65% LTV for Raw Land – Commercial Investment: Agriculture land, commercial and residential land acquisition and development, non-owner occupied commercial and industrial, commercial speculative, hotel, mini-storage units, retirement/assisted living, faith-based, auto dealership, gas station (i.e., special use properties).







	75% LTV for Land Development – Single-family residential development (SFR), owner-occupied SFR, owner-occupied industrial (i.e., warehouse, manufacturing), owner-occupied office/medical/retail.







	75-80% LTV for Commercial – Multi-family, apartments, and other non-residential construction.


	85% LTV for Construction – 1-to-4 single family residence, improved property.


The Higher the LTV, the Higher the Risk




Junior Liens in a Secondary Position Behind the Senior Lien



Importance To You

	Give Consideration Where Consideration is Due: Think of the LTV as the risk the creditor has taken in the collateral you pledged. If there’s a 75% LTV, it means that the creditor has a 75% stake in the financing of the collateral, which leaves you financing the remaining 25% stake, even though you technically own 100% of the asset. Go up to 30,000’ and look at your balance sheet, how much equity do you have in financing the assets vs. the debt capital provided by the creditors. If the creditors have a 75% stake (or LTV), to your 25% stake, this leverage ratio of 3:1, means the creditor has a 3:1 stake in the assets. Keep that in mind when they ask for current financial statements, etc.







	What goes up, often comes down: ‘Cash out re-financings’ are commonplace, especially during periods of economic expansion. Business cash flows are supposed to become more seasoned over time, along with increasing property values, resulting in a decreasing LTV ratio. With a low LTV level, business owners often will pull equity (or cash) out of their real estate collateral properties to use for a myriad of reasons or purposes.













	As pressures build: In a serious economic downturn, both the creditor and you may need to think more carefully about each other’s position and give each other more respect, maybe a lot more respect. Too many such relationships become strained and ruined when stresses increase. On the one hand, creditors simply want all their money back. You are just trying to survive with a high collateral LTV.










Using Creditor Tools - Other Real Estate Owned (OREO): The Aftermath of Foreclosure


Other Real Estate Owned (OREO)



The Acquisition, Holding, and Disposition of OREO





Importance To You

	Disposal of OREO: The collateral liquidation process should be a very rare event, and only necessary when all other alternatives have been explored and exhausted by you and the creditor. And that includes the filing of bankruptcy too. Obviously, if your defaulted loan made it all the way through the foreclosure process and into OREO, there’s no longer any interest in the collateral on your part. Creditors will have taken full possession and will dispose of their OREO assets at some point.







	Do You Have a ‘zombie’ or evergreen loan that will never be repaid?: Keep in mind, if your business is a ‘zombie’ business limping along but essentially dead for all intents and purposes, is it fair to the stakeholders to continue the relationship and not liquidate? Do you have a forever ‘evergreen’ loan? Where, when, or how do you become a zombie company?











Using Creditor Tools - Problem Loan Administration: Navigating Financial Distress with Your Lender


Problem Loan Administration



Credit Policies, Risk Ratings, Monitoring Reporting



Disclosable Loan Modifications (DLM)
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