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Commercial Loan 

Workout 

David L. Moore 

Covered Topics  

 What makes a Special Asset “Special” ? 

 Warning Signs 

 Choosing a strategy 

 Resolution process 

 What else would you like to discuss?   
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Important Definitions 

 Risk Rating(s) 
 A number assigned to a loan or relationship that  

represents the perceived level of risk.  Usually 1-10 with 10 
being a charge-off.  

 Loan Loss Reserve: 
 Reserve against a bank's total loans on the balance sheet, 

The amount thought to be adequate to cover estimated 
losses in the loan portfolio.  

 Charge-off 
 Debt that the bank believes to be uncollectible 

 Recovery 
 Any monies collected that had been charged-off previously.  

 

 
 

Important Definitions 

When a loan is charged off, it is removed from 

the loan portfolio as an earning asset, and its 

book value is deducted from the reserve 

account for loan losses. Lenders also set aside 

reserves for non-accrual loans, in which 

interest and principal payments are not expected to  

be collected. Recoveries from the liquidation 

of collateral repossessed from the borrower are 

credited to the reserve account.  
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Important Definitions 

In the normal course of business, banks 

establish a balance sheet reserve called 

Provision or Allowance for Loan Losses.  

 

The amount reserved is directly related to the 

risk level of the loans being made.  High risk 

loans will require that more is set aside.  

 

Important Definitions 

Each quarter banks then tally up what was  

actually charged-off and offset that amount  

against the balance sheet.   

 

The actual reserve hits the income statement  

as a non-cash expense.  Increasing the loan  

loss reserve has a negative impact on net  

income.  
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Important Definitions 

Sample Income Statement: 

Interest Income   $3,000 

Non-interest Income  $2,500 

Prov. for loan losses ($500) 

Interest Expense  ($1,250) 

Non-Int Expense  ($1,000) 

 

Net Income before taxes $2,750 

 

 

Important Definitions 

Sample Balance Sheet: 

Starting period reserve $2,000 

Net charge-offs   ($600) 

Prov. for loan losses $500 

 

End of Period reserve: $1,900 

 

Think of it as a savings account or bucket… 
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How did we get to a work-out?  

 Traditional loan decisions include: 

 Cash flow 

 Collateral 

 Guarantor strength 

 

One or more of these three may have 

deteriorated or been eliminated. 

How did we get to a work-out? 

 Other reasons for a work-out: 

 Bank’s appetite for certain industries or collateral 

types may have diminished.  

 Bank may have reached “lender fatigue” with a 

credit structure (ex: interest only since inception). 

 Bank may have other internal/external reasons to 

exit a relationship. 
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Warning signs 

 Any of these may be signs that your borrower 

is headed to a work-out: 

 Change in CPA 

 Shift in industry 

 Tax liens 

 Forced place insurance 

 UCC Filings by other Creditors 

 Non-communicative 

 Closing of accounts 

Warning signs 

 Rapid expansion 

 Past due report 

 Stale balances on lines of credit 

 Overdrawn---basically an unapproved loan 

 Suddenly appears on suspected Kite report 
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Example #1   

The $500,000 Baseball 

What do Problem Loans Cost 

Banks? 

 Increased Administrative Expense 

 Decreased profitability 

 Increased Legal expenses 

 Increased Regulatory expenses 

 Lowered morale? 

 Damage to reputation? 
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What is YOUR Workout 

Strategy? 

The way in which your bank approaches 

workouts will determine how you behave 

towards clients on their way out. 

 

Do you have a separate Special Assets Team? 

 

Does the chance exist to return relationships to the 

“good bank” ? 

 

Work-out Strategies 

 Wait and See 

 One-time issue or beginning of something else? 

 Churn and Burn or Dialing for Dollars 

 We want our money back now! 

 Nurture back into health 

 Long-term view of relationship 

 Expensive, not many can afford to do this 

 



6/16/2015 

9 

Wait and See 

 Greater Fool theory 

 “We lent them money….I am sure someone will 

take us out.” 

 Business cycle will/should improve 

 Great tactic when client has had a one-time 

negative event (theft, tragedy, etc.) 

 Less effective when Everyone is waiting for 

improvement 

Churn and Burn 

 Bankers become debt collectors 

 No long term view of the relationship 

 Discounted loan sales? 

 Charge-offs? 

 May be driven by the status of the bank---not 

the borrower. 

 Can be an effective strategy with high volume 

lenders.  
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Nurture back into health 

 Mergers and related issues 

 Portfolio view of Special Assets 

 Loans or relationships remain with the 

operating bank while both sides try to nurse 

the business back into shape. 

 Very expensive----BUT has long term 

benefits such as loyalty, health of community, 

and employee morale.  

Which Approach is the Best? 

 Loan work-outs evolve over time and may 

require all three approaches. 

 In the early stages of default or non-performance, 

you may be able to attempt to nurture the loan. 

 A later stage may require that you just wait and 

see how the situation develops. 

 Finally, you may employ the more aggressive 

options after you have tried everything else.  
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Spilled-Milk Analysis 

It is very valuable to try to get to the root 

cause of a loan failure.  This should not be 

done solely to point fingers but also to help 

avoid someone else from making the same  

mistake. 

Example # 2 

“Mr. Moore….are you really suing 

a five-year old?” 
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Issues that Clients have with 

US? 

 Change in course of dealing 

 Fraud and misrepresentation 

 Duress 

 Breach of Good Faith and Fair Dealing 

 Defamation 

 Breach of Confidence 

Bank issues that create Problem 

loans 

 Poor Loan Interview 

 (ex assignable Trust?) 

 Poor Financial Analysis 

 Improper structure, support, and 

documentation 

 Inadequate Loan Monitoring 

 Growth at the Expense of Quality 
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Client Causes of Problem 

Loans 

 Poor Management 

 Sub-standard product or service 

 Lack of financial knowledge/control 

 Environmental factors 

 Economic Factors 

 Competition 

 Technology 

Example #3 

“One Sunday Morning” 
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Problem Loan Solutions 

 Now that we know why and how performing 

loans become problem loans…..how do we 

go about reaching a resolution? 

 Although each client’s situation will dictate 

their specific resolution, you should make 

every effort to make your process as 

consistent as possible. Any discrepancy 

could be viewed as favoritism or 

discrimination.  

 

Analyze the Situation 

 Be quick to pay close attention to a problem 

loan once it is identified.  

 Be careful not to miss the big picture (the 

relationship as a whole).   

 Be certain that your perceived position is 

based in reality.  Do you have the liens you 

believe you have?  Are your loan documents, 

etc. in order? 
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Analyze the Situation 

 SWOT analysis 

 Management evaluation 

 Economic conditions 

 Market evaluation 

 Financial evaluation 

 What is the current situation? 

 Collateral evaluation 

 What is it REALLY worth? 

Analyze the Situation 

 Regulatory Evaluation 

 Downgrade? 

 Accrual status? 

 Partner with Risk Management to draw a realistic 

(current) picture 

 Environmental evaluation? Any issues? 

 Work Force evaluation? 

 Do you make payroll?   
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What is your Goal? 

 Your goal as a banker is to have the debt 
owed to your bank repaid in full. 

 The three tests of lending will help determine 
how well you achieve your goal. 
 Cash flow:   If it is strong enough…another bank 

may want it.  

 Collateral: If your loan-to-value is low enough 
you may have a full recovery. 

 Guarantor strength: Your borrower may choose to 
pay you in full.  

Who Does What in a Work-

out? 

 Usually Risk Management identifies a loan as 

a problem by setting the loan strategy as 

“exit” instead of grow or maintain.  The bank 

must then decide who will take the next step 

for the bank: 

 Communicate exit strategy to client AND internal 

partners who need to know. 

 Work out a plan with the client while setting 

realistic expectations.  
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Problem Loan Resolution 

 Who has the real leverage? 

 Secured debt vs. unsecured debt 

 Does the bank want to own collateral? 

 Establish a strategy based in reality: 

 What we want vs. what we may receive 

 Situation could be Win-Win, Win-Lose, or Lose-

Lose 

 The Strategy will evolve—document it as much as 

possible. 

Problem Loan Resolution 

 The Perfect Solution rarely occurs 

 The threat of legal action against the bank should 

end discussions with the client and open 

discussions with legal counsel.  

 Reinforce the ground rules as much as possible.  

 Follow-up meetings or conversations with a note to 

the client restating what was discussed and agreed 

on to help avoid misunderstandings.  
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Problem Loan Resolution 

 Try it their way----the first time.  

 Ask for a plan for repayment or liquidation 

 Communicate that a broken promise will 

accelerate your efforts and limit your options. 

 Over communicate with your borrower and 

related parties to ensure a proper resolution.  

 Expect your borrower to provide any and all 

information as it is requested.  

Problem Loan Resolution 

 Monitor the Progress 

 Regular communication with internal partners and 

regulators as requested. 

 Adjust the plan if necessary 

 Employ new strategy and tactics 

 Keep things moving to a resolution. Do not allow 

the situation to become worse.  

 Use consultants, CPAs, and Attorneys as 

needed and/or appropriate.  
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Problem Loan Resolution 

 Possible outcomes: 

 Liquidation 

 Legal actions 

 Foreclosure, Guarantor suits, judgments 

 Bankruptcy 

 Debtor friendly 

 Filing stops all other collection processes 

Problem Loan Resolution 

 Bankruptcy 

 Chapter 7 Liquidation 

 Chapter 11 Reorganization 

 Chapter 13 is personal repayment that may 

involve business debt 

 Chapter 12 applies to family farms 

 You have to have an attorney who is experienced 

in Bankruptcy Law 
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Problem Loan Resolution 

Loan is resolved in one of several manners: 

 Paid in full through refinance, collateral 

liquidation, or over time through payments. 

 Charge-off or sale resulting in a loss to the bank.  

 Judgements?   

 

The Soapbox 

 How to Help Avoid Making Problem Loans 
 Recognize credit weaknesses as part of your 

underwriting process and stay up to date on them.   

 Do not let your competition structure (or price) 
your loans for you. 

 Create a culture in your workplace where you 
have a healthy tension between your sales team 
and your risk management team.   

 Require that all bankers maintain a high standard 
of consistency----especially complete financial 
analysis of all clients and prospects. 
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Also….. 

Spend some time working in Special Assets  

or shadowing someone working on a 

problem loan.  Seeing things at the other  

end of the business cycle will help make you  

a better banker.  

Perspective(s) 

 Everyone is impacted by a loan going off 

track.  Please spend the next 10-15 minutes 

in small groups working on the following 

example of a workout: 
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Perspective(s) 

 Term loan for $1.5MM made 5-years ago under a 

5-year term with a 20-year amortization at 90% 

LTV—up for renewal. 

 Loan is secured by a commercial, non-owner 

occupied office building 

 We have full guaranty of the building owner 

 At origination---the building was occupied by a 

successful sub-prime mortgage company 

 We have current financial information on the LLC 

and our guarantor. 

 

 

Perspective(s) 

 The mortgage company now only occupies 1/8th 

of the building.  Local businesses have the 

balance of the space on short term leases.  

 The owner/guarantor has expressed an interest in 

renewing the loan under current terms. 

 Local RE market has seen values decline by 30% 

over the last three years.  

 Read your role assignment (to yourself) and then 

work within that role in your group to reach a 

solution on this issue.  


