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All too often, the monitoring process for commercial loans is limited solely to reviews of submitted financial statements. To be effective, lenders must take a much broader view. This view must be sensitive to all the possible events and circumstances that can adversely affect a specific borrower. Ideally, the scope of any monitoring should include the business itself, including both financial and nonfinancial information, and the economic climate and industry conditions in which the firm operates. Recognizing problems early is critical to maintaining loan portfolio quality, since the earlier a true problem loan can be identified, the more effective the lending officer can be in developing and implementing strategies to protect his or her institution.

The need to look beyond the financial statements is heightened because many events with adverse consequences for a company may take several quarters before showing up in the reported financial results.
By the time lenders have received and reviewed these financials, the problem could have existed for a long time, making a corrective action plan more difficult to carry out.

These warning signs may not necessarily indicate a problem loan. However, any occurrences should alert the lending officer to the need for some additional due diligence. Depending on the perceived gravity of the situation, this should include a meaningful conversation with the borrower's management to better understand the nature and consequences of the events that have occurred.

I have divided the warning signs into four categories: external, internal, financial, and managerial. These lists emphasize that many events and circumstances affect a firm, so lenders must maintain a very broad awareness. Since these lists are not all-inclusive, other factors may come into play, depending on the situation.

External: Events in the Industry or Economy

· Government regulation deregulation 

· Technology changes, product obsolescence, technical innovation by competitors
· Legislation, changes in government spending, policies, or support. 

· Environmental regulations
· Emerging foreign competition, foreign exchange swings, international developments

· Changes in consumer preferences, market changes
· Poor or deteriorating industry position

· New entrants, removal or reduction of barriers to entry
· Cyclical industry, changes in expected cycles

· Strikes, labor problems
· High interest rates, adverse economic conditions
· Inflation deflation 
· Imposition or elimination of tariffs
· Excess industry capacity, industry consolidation
· Changing energy prices

· Changing commodity prices or supply costs
· Supply or raw material shortages
· Natural disasters
Internal: Nonfinancial Events in the Firm

· Lack of coherent business plan

· No niche, loss of market share, inability to penetrate or maintain key markets
· Change in business, strategy, or practices

· Inefficient production or distribution

· Deterioration in product or service quality 
· Deferred maintenance, old or underutilized equipment or production facilities
· Inability to maintain required capital spending or R&D
· Overreliance on one or more customers or suppliers
· Excessive growth
· Product liability problems
· Sale of major assets outside of normal course of business
· Uncompetitive cost structure
· Environmental problems, cleanup liabilities
Financial: Events Related to Financial Performance or Reporting

· Losses or deteriorating operating margins
· Deteriorating turnover indicators (receivables, inventory, payables), decreased liquidity
· Deteriorating cash flow and coverage ratios

· Excessive leverage, undercapitalization.
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· Abnormally high borrowing rates
· Loss of lender, factor, or trade support; requests to suppliers for extended payment terms
· Discounts from suppliers no longer taken
· Covenant violations, frequent waiver or amendment requests
· Payment defaults, delayed payments
· Adverse stock market analysts' reports
· Actual or potential rating agency downgrade
· Financial profile different from competitors
· Deviation from regular or seasonal borrowing patterns, inability to clean up working capital lines as anticipated
· Financial results significantly behind plan
· Excessive dividends or owner withdrawals
· Indications of stale inventory: adjustments, markdowns, evaluations
· Offering unwarranted discounts or credit terms to boost sales
· Increase in returns and allowances
· Frequent overdrafts, inability to cover
· Underperforming business segments
· Difficulty in raising debt or equity, failed offering

· Inability to finance within the traditional bank market
· Change in outside auditors, use of auditors outside the region
· Changes in accounting policy, use of imaginative accounting methods

· Delays in financial reporting
· Refusal of permission to speak with auditors
· Lack of MIS and timely internal reporting
Managerial: Events Associated with the Quality, Effectiveness, or Behavior of Management

· Poor previous performance 
· Inability to control events-just putting out fires
· Reactive, not proactive

· Inability to plan long term or plans are not followed
· Inability to articulate or implement strategy

· Poor internal controls

· High employee turnover, significant changes in key executives
· Unrealistic expectations, overestimation of capabilities
· Extravagances, excessive spending for lifestyle
· Inability to recognize problems or challenges down the road

· Inability to adjust to changing markets or customer demands
· Inability to delegate
· Arrogance versus cooperation in dealing with lenders

· Lack of depth-"one-man rule" 
· Absentee management
· Misaligned goals versus lenders
· Poorly planned incentives to retain key people

· Weak, inbred, or unbalanced board
· Evasive answers to questions, inaccessibility of management

· Top-down information

· Fighting and conflicts among managers / owners

· Fetish for growth through acquisitions outside core competence
Evaluating management

· Most lenders agree on the critical nature of management quality and its importance in determining overall credit quality. But an accurate assessment of management is difficult and requires observing managers over time as they perform. This checklist suggests factors to consider in evaluating management:

· Ability, integrity, judgment, and competence
· Breadth and depth of the team--do team members fit the situation?

· Succession plans
· Recent management changes
· Quality and independence of the board
· Track record, ability to manage in tough times
· Decision-making ability, especially related to cutbacks or downsizing
· Ability to delegate
· Team-building skills, ability to resolve conflicts within the team
· Effectiveness in planning, both financial and strategic
· Understanding of products / services, markets, competition, and success factors
· Do managers have a meaningful stake in the company?

· Are their interests aligned with the bank's?

· Does the finance function occupy the front office or the back office?
· Do key managers have respect of subordinates, customers, suppliers, competitors? 
· Does the management structure fit the situation?

· Do all key members of management understand and endorse the overall strategy?

· Does the culture foster open communication? Is criticism welcome?

Lenders Must Move Beyond Financial Reports

Lenders must be vigilant, moving beyond the financial reports and keeping an eye on a variety of internal and external factors. Their challenge is to interpret events accurately in order to determine whether or not a problem exists and to put any problems in proper perspective

so they can develop an action plan.
( Harris S. Berger is vice president and senior risk manager at Fleet National Bank, Providence, R.I.








