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The transaction risk manager, a new position in many banks, plays a critical role in sound underwriting and overall quality of the commercial portfolio. Within the banking organization, risk managers report up through channels apart from the line, so they are better able to provide an independent assessment of credit decisions associated with larger or riskier loan transactions. Broadly defined, the role of the transaction risk manager is to review and approve individual loan transactions, including new deals, renewals, extensions, and covenant amendments and waivers. The transaction risk manager focuses on analysis and underwriting quality, credit structuring, and compliance with credit policy. The transaction risk manager also provides valuable input to the risk-rating process, both for the assignment of ratings for new borrowers and for rating changes for existing borrowers. The risk-rating system, a key ingredient of the portfolio-management process, is the foundation upon which many credit policies are based; accordingly, the integrity of the risk ratings is critical. In addition, risk managers help lenders to establish and maintain effective credit-monitoring practices and to develop strategies to deal with unique or deteriorating loan situations.

The quality of the working relationship between the line and risk management, as well as the overall effectiveness of the process, depends on two important factors. First, risk managers must establish credibility with the line officers by possessing the necessary experience and competence and by aiming to collaborate with-not dictate to-line officers. Risk managers' approach to credit decisions must be practical and realistic, but risk managers must also be able to suggest innovative ways to get deals done. And, at the end of the day, risk managers must be able to say no if the transaction is unacceptable. 

Second, early communication between line officers and risk management ensures that risk managers are able to provide input before the deal gets too far along. Customers will benefit from the bank's improved timeliness and professionalism in responding to credit requests. In short, for the partnership between the line and risk management to operate productively, risk managers must be perceived as value-added, contributing members of the deal team.

Risk managers are frequently asked what they look for in a typical deal, assuming such a thing exists. In my opinion, the risk manager is aiming to come to grips with the prospective borrower's financial flexibility; in the ideal situation, a borrower with maximum financial flexibility will have access to multiple, diversified funding sources and capital markets. In this case, the borrower's ability to repay bank debt is, within reason, unquestioned. In the real world, however, most companies' financial flexibility is limited in some or several respects, which challenges the underwriting and analysis. While every deal is different, it is possible to offer a brief overview of the key components of the credit decision process. 

Understand the Credit Facility

The risk manager must understand the specific credit facility being proposed, so that the review takes place in context of the actual request. Importantly, this includes a determination that the purpose of the requested loan makes good business sense and is in the company's best interest. The risk manager then attempts to get an overview of the prospective borrower's business and industry along with the associated risks. The risk manager must understand the company's competitive advantage or reason for existence. It is important to feel comfortable with the company's position in its industry segment as well as with the outlook for the particular industry, keeping in mind all of the factors that can have an impact, such as business cycles, technological change, emerging competition, regulatory changes, and industry consolidation.
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It is important to feel comfortable with the company's position in its industry segment.
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Evaluate management

The key to management assessment is to get a feel for the quality and integrity of the key senior managers, their ability to recognize and respond to changing conditions, and their ability to develop and implement effective strategies for their company. The risk manager needs to know whether the company's managers have successfully performed in similar situations in the past and, equally important, whether they have prior experience in managing under adverse conditions- the ultimate test. Managers and owners who have in the past cooperated with the bank in times of distress and who have honored their obligations typically receive high marks. With a new borrower, sizing up management is difficult, because getting the true picture generally requires observing people over a period of time.

In practice, asking pointed questions at face-to-face meetings is a helpful way to be sure that key individuals understand their business, their roles, and the challenges they face.
Look at trends and projections

The financial review first focuses on historical trends in sales, margins, leverage, and cash flow and then moves to the projections. The ideal financial situation, obviously, is conservative leverage and sustainable cash flow, preferably from core earnings, sufficient to service the proposed debt, with an adequate cushion to weather downturns in revenues or margins. Most companies have a limit to their debt capacity; it is important to find that limit. The risk manager can identify key drivers of cash flow by putting projections together and then stress-testing them under varied economic scenarios to find the point at which the decline in cash flow exceeds the bank's tolerance for risk. Once the risk manager has settled on a base case and identified the associated risks, he or she can use these projections to determine whether the proposed structure is workable and to determine what financial covenants are necessary. Covenants serve not only as an early warning system but also as a way to keep the borrower tied to the business plan.

Examine structure

Proper loan structure, whether secured or unsecured, is important to ensure that the bank is in the optimum position versus the borrower's assets, cash flow, and other creditors. The structure must make good sense when viewed together with the nature and purpose of the transaction, the borrower's financial profile, and the ultimate source(s) of repayment.

Covenants are a key component of the structure, as mentioned above. Keep in mind that the loan, in essence, will be used to underwrite the borrower's stated business plan, so the bank has a vested interest in keeping the borrower on course. Covenants also help to prevent or limit substantial withdrawals by owners, which can harm both the borrower's and the bank's best interests.

The bank's first response to covenant violations should be to have a meaningful and pointed conversation with company management to be sure the bank understands the circumstances leading to these defaults. Because these violations may indicate an increased risk profile of the loan, depending on materiality, they would also give the bank an opportunity to reprice or restructure the credit. Covenants should be meaningful and sufficiently restrictive but also should give the borrower adequate flexibility to operate the business.

Evaluate collateral

Decisions about taking collateral and personal guarantees depend on the circumstances of the loan transaction, the borrower, and the risks. A good argument for collateral can be made when lending to smaller, middle-market companies. Within this market segment, alternative sources of repayment are generally limited in times of trouble. The need for collateral is more compelling when the risk manager perceives a higher degree of risk in the business or if leverage or cash flow coverage are outside the bank's normal comfort levels. Collateral enhances the viability of a secondary source of repayment for the loan.

Personal guarantors are another possible supplementary source of repayment; equally important, personal guarantees provide a measure of comfort by ensuring that the principals are committed to the company and will work with the bank to resolve serious problems. With many middle-market companies, the business is, in effect, an extension of the individual owners.

Because boundaries are blurred, personal guarantees are even more important.

Risk Management Builds on Good Judgment

The judgment that can only be acquired through experience also is important to risk management.  Sometimes, after the initial review, the risk manager will give line officers ideas for further analysis, additional risks to consider, or additional features to incorporate into the loan structure. This is where the transaction risk manager provides the greatest value and can help in maintaining high underwriting standards and a high quality loan portfolio.
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