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Introduction

The Office of the Comptroller of the Currency’s (OCC) Comptroller’s Handbook booklet,
“Commercial Real Estate Lending,” provides guidance for bank examiners and bankers on
commercial real estate (CRE) lending activities. For the purposes of this booklet, CRE
lending comprises acquisition, development, and construction (ADC) financing and the
financing of income-producing real estate. Income-producing real estate comprises real estate
held for lease to third parties and nonresidential real estate that is occupied by its owner or a
related party.

The booklet addresses the risks inherent in CRE lending as well as risks unique to specific
lending activities and property types. Also discussed are supervisory expectations and
regulatory requirements for prudent risk management.

The booklet inc
bank core assessme
control questionnairda

nded examination procedures to assist examiners in completing
ffected by CRE lending. The procedures include an internal
tion procedures to further support the examination process.

Throughout this booklet, aRparlks and federal savings associations are referred to
collectively as banks, except Wherfit i essary to distinguish between the two.

Overview /

Background

CRE lending is an important line of business fo
contribute significantly to the U.S. economy. Man
to grow and prosper. History has shown, however, tha
risk management, particularly during periods of rapid ec
significant losses and be a major cause of bank failures.

) industry, and CRE activities
revenue from this business
jsk taking and inadequate
rowh, can lead to

One of the key elements of risk in this type of lending is the cycl ure of real estate
markets where, as markets peak and decline, banks with large concentrations of CRE loans
may suffer considerable distress. While the banking industry cannot accurately predict or
control the timing of the real estate business cycle, banks that demonstrate faithful adherence
to prudent lending practices and regulatory guidance can keep losses from CRE lending to a
manageable level, even when markets experience significant stress.

Authority and Limits

Banks are permitted by statute to engage in real estate lending. The authority for national
banks is found in 12 USC 371, while the authority for federal savings associations is found in
12 USC 1464. Both national banks and federal savings associations are subject to a uniform
rule on real estate lending, which incorporates the “Interagency Guidelines for Real Estate
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Lending Policies.” This rule can be found in 12 CFR 34, subpart D for national banks and in
12 CFR 160.101 for federal savings associations.

No aggregate exposure limit applies to a national bank’s real estate lending activities, as long
as the volume and nature of the lending does not pose unwarranted risk to the bank’s
financial condition. Permissible real estate exposures for federal savings associations are
described in 12 USC 1464 of the Home Owner’s Loan Act (HOLA). 12 USC 1464(c)(1)(B)
authorizes federal savings associations to invest in residential real estate loans, including
multifamily residential real estate loans, without limit provided the volume and nature of the
lending does not pose unwarranted risk to the federal savings association’s financial
condition. Nonresidential real estate lending is limited under 12 USC 1464(c)(2)(B) to 400
percent of total capital® (note, however, that concentration concerns may arise with aggregate
exposure of substantially less than 400 percent of capital).? A federal savings association that
makes a loan secureggyy nonresidential real estate also has the option to classify that loan as
a commercial loa orized under 12 USC 1464(c)(2)(A).2

Real estate is a highly cyB§jcal irf@usty that is affected by changes in local and national
economic conditions. Althou@h n&ofal conditions affect the overall real estate industry,

how national conditions influe itions is most important. Factors such as rates of
employment, consumer demand, hofisehold §ormation, and the level of economic activity can
vary widely from state to state and a mg#fOpplitan areas, cities, and towns. Metropolitan

markets comprise various submarkets w
many factors, such as demographic makeup

rty values and demand can be affected by
kc features, transportation, recreation,
burden, building-stock age,
zoning and building codes, and available land fO¥ dgy€ ent.

In addition to geographic considerations, markets can D¢ de#ige property type. A bank’s
CRE lending strategy may target one or more of the five UmaNy reghgstate sectors:

! Without regard to any limitations of this part, a federal savings association may make or invest in the fully
insured or guaranteed portion of nonresidential real estate loans insured or guaranteed by the Economic
Development Administration, the Farmers Home Administration or its successor the Farm Service Agency, or
the Small Business Administration. Unguaranteed portions of guaranteed loans must be aggregated with
uninsured loans when determining an association's compliance with the 400 percent of capital limitation for
other real estate loans.

2 The OCC may approve an exception to the nonresidential real estate lending limit pursuant to
1464(c)(2)(B)(ii) upon the OCC’s determination that the exception poses no significant risk to safe and sound
operation and is consistent with prudent operating practice. If an exception is granted, the OCC will closely
monitor the federal savings association’s condition and lending activities to ensure that nonresidential real estate
loans are made in a safe and sound manner in compliance with all relevant laws and regulations.

3 Under 12 CFR 1464(c)(2)(A), federal savings associations may invest up to 20 percent of their assets in
commercial loans, provided that amounts in excess of 10 percent of total assets may be used only for small
business loans.
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office, retail, industrial, hospitality, and residential, which includes multifamily and one- to
four-family development and construction. While all sectors are influenced by economic
conditions, some sectors are more sensitive to certain economic factors than others.

The demand for office space depends on office-related employment, which tends to be
concentrated in the finance, insurance, technology, and real estate industries, as well as some
categories of services, particularly business services. The demand for retail space is affected
by local employment levels and consumer spending. Demand for industrial space tends to be
influenced by proximity to labor, transportation infrastructure, local tax rates, and the
presence of a similar or related industry. The hospitality sector is affected locally by the level
of business activity but is also influenced by consumer spending, the cost of travel and the
strength of the U.S. dollar. In the residential sector, demand is heavily influenced by the local
quality of life, demographics, affordability of homeownership, the rate of household
formations, and local employment conditions.

Anitor the conditions in the markets where they are active and
ifgring and lending strategies.

the potential that events, expected or unexpected, will
have an adverse effect on a ba capital, or franchise or enterprise value. The
OCC has defined eight categories offrisk foigoank supervision purposes: credit, interest rate,
liquidity, price, operational, complia trajgic, and reputation. These categories are not
mutually exclusive. Any product or servic pose a bank to multiple risks. Risks also
may be interdependent and may be positive ely correlated. Examiners should be

2 sistent and inclusive manner.
@ pptroller’s Handbook for an

Refer to the “Bank Supervision Process” bookl
expanded discussion of banking risks and their de

identify, measure, monitor, and control risk by implementing ax
system. When examiners assess the effectiveness of a bank’s ris
consider its policies, processes, personnel, and control systems.

gement system, they

Credit Risk

Factors that can affect a bank’s likelihood of receiving repayment as expected for loans
financing CRE include the following.

Construction issues: Banks that finance construction assume the risk associated with a
borrower’s ability to successfully complete a proposed project on time and within budget.
Budget overruns can result in total costs that exceed the property’s value when completed.
Overruns may be caused by inaccurate budgets, increases in materials or transportation
expenses, material or labor shortages, substandard work performed by the borrower’s
employees or subcontractors that must be redone to satisfy contract performance conditions
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or to meet local building codes, increased interest expense, or delays caused by inclement
weather. Projects that rehabilitate or extensively modify existing buildings can be
exceptionally vulnerable to overruns because costs in these cases are more difficult to
project.

Market conditions: A property’s performance can be negatively affected by tenants’
deteriorating credit strength and lease expirations in times of softening demand caused by
economic deterioration or over-supply conditions. As the economic climate deteriorates,
tenants may reduce their space or cease operations and the payment of rent altogether.
Properties that have shorter lease terms are vulnerable to declining market values as rents
decline and leases are renewed at lower rental rates. Leases with longer lease terms may also
become vulnerable in softening markets as tenants seek to negotiate the renewal of their
leases early to take advantage of the lower rates. As expiring leases cause project cash flows
to decline, developergagnay be unable to meet scheduled mortgage payments and other
important obligati h as property taxes and maintenance. Even if borrowers are able to
igps, they may find it difficult to refinance their full loan amounts

developments. Adverse ch th@ market occurring between the start of development
and completion can result in S tes and lower sales prices that could threaten
timely and full repayment. Risk posgll by clnging market conditions is magnified to the
extent that portfolio concentrations CR?resent.

Regulatory changes: At the national or | I, cganges in tax legislation, zoning,
environmental regulation, or similar external corlj Qay affect property values and the

economic feasibility of existing and proposed r ﬁ

Interest rates: Interest rates affect the cost of constri
real estate project. When a project has floating rate debt
rates may have a negative effect on repayment capacity.
in higher capitalization rates, thereby reducing a property’s v. @borrowers can
hedge their interest rate risk sensitivity by using interest rate derfNgLi\g®, mitigation is
difficult for construction facilities due to the changes in the outstanding loan amount during
development.

financial viability of a
ts, increasing interest
rates may also result

Environmental liability: Contamination may decrease the collateral’s value or render the
collateral worthless. Furthermore, the cost that may be imposed on a responsible borrower
for the remediation of a contaminated property may severely impair the borrower’s ability to
repay the loan.

Interest Rate Risk

The level of interest rate risk attributed to the bank’s CRE lending activities depends on the
composition of its loan portfolio and the degree to which the structure of its loans, such as
tenor, pricing, and amortization, expose the bank’s revenue to changes in interest rates.
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Much of the CRE financing provided by banks is on a floating-rate basis, meaning the
interest rate sensitivity for the lending bank, is relatively low. Banks that provide fixed-rate
financing for extended terms, however, expose themselves to interest rate risk to the extent
that these loans are funded by shorter-term liabilities.

Liquidity Risk

CRE loans are ordinarily illiquid. The conversion of CRE loans to cash can be accomplished
by (1) refinancing the loan with another lender; (2) through the sale of the loan to an investor
(either on a participation, whole-loan, or portfolio basis);* (3) by securitizing the loan;

(4) through normal repayment by the borrower; or (5) by serving as collateral for
borrowings.®

Sales of CRE logg$ @ ficult to execute largely because of their lack of homogeneity.
Unlike consumeY loa eglile diligence process can be time-consuming and expensive for a
prospective purchase variations in property type, location desirability, tenant
quality and other rent istics, underwriting, loan structures and, documentation.
CRE loans tend to be ev in times of market stress, when potential funding
sources diminish as lenders afoc er funds for real estate. This can make the sale of
loans or their refinance by oth strategy to manage concentrations ineffective.
ADC loans are particularly illiquid i@ecause §f their short tenor and because the full collateral
value is not realized until the projec mp and reaches a stabilized level of occupancy
or is ready for sale.

underwriting, structures, and documentation tha®Cog#o standards established by market
lligence process and results
in better pricing. Loans originated to be held in the baft
standards for this market, making securitization of these i jent and likely to result
in prices that represent a material discount to book value. grSrupNtions after origination
and before sale can reduce the liquidity of loans that were origi{g gsecuritization.

Operational Risk

While operational risk exists in all products and services, CRE lending, particularly for ADC,
presents higher operational risk than many other types of lending. Banks need effective
systems for monitoring property performance and the progress of construction and for
controlling the disbursement of loan proceeds and repayment. Banks must have systems in
place to protect their interests in collateral by ensuring that property taxes, property insurance

4The “Loan Portfolio Management” booklet of the Comptroller’s Handbook provides guidance on loan
participations.

> Qualifying CRE loans may collateralize borrowings from the Federal Reserve or Federal Home Loan Banks.
See the “Liquidity” booklet of the Comptroller’s Handbook for a discussion of asset liquidity including secured
borrowings.
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premiums, and workers and suppliers are paid. Ineffective systems can introduce significant
operational risks. Strategies for controlling the operational risks associated with these
activities are discussed later in this “Introduction” section.

Compliance Risk

Banks’ CRE lending is governed by the statutes and regulations described in this booklet.
Failure to comply with them can present serious risk to earnings and capital. Unlike
consumer transactions, there are few borrower-focused regulations that address CRE
financing. Real estate as collateral is subject, however, to compliance with building codes,
zoning requirements, flood insurance, and other government regulations.

While environmental contamination can threaten loan repayment, as discussed in the “Credit
Risk” section of thigg#gklet, failure to ensure compliance with environmental laws and

regulations can gg @ ignificant liability to a bank that is over and above the value of the
collateral. Whil&thisve#li
collateral in satisfactgon
by failure to comply
are discussed later in thi

typically manifests itself when a bank takes title to the
bank most often sows the seeds of this risk at origination
nd regulations governing contaminated properties that

Strategic Risk

nt and staff who have the knowledge and
ol the risks unique to real estate. Failure to
iegffan increase a bank’s strategic risk

dit and reputation risks.

A sound CRE lending program requi angle
experience to identify, measure, monitor, fd

provide effective oversight of CRE lending &€ti
profile while also affecting interdependent risks

Reputation Risk

Failure to meet the needs of the community, inefficient loyde
liability lawsuits are some of the factors that may tarnish the
risk taking in CRE lending can cause a bank to experience exce
assets, rendering the bank unable to continue providing needed rea estate financing in the
market it serves.
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Risk Management

Real Estate Lending Standards

National banks and federal savings associations are subject to a uniform rule on real estate
lending that is documented in subpart D of 12 CFR 34 (national banks) and 12 CFR 160.101
(federal savings associations). The rule requires banks to adopt written real estate lending
policies that are consistent with safe and sound banking practices. The rule applies to all
extensions of credit that are secured by liens on or interests in real estate. It also includes
loans made for the purpose of financing the construction of a building or other improvements
whether or not secured by real estate. The real estate lending policies should be appropriate
for the bank’s size and the nature and scope of its operations and should reflect the level of
risk that is acceptable to its board of directors. The board of directors must review and
approve the bank’s state lending policy at least annually.

Specifically, the reg

e establish loan port
e establish prudent unde
clear and measurable.

e establish documentation, appro
with the bank’s real estate lendin

market to ensure that its lending
policies continue to be appropriate for cfrre g conditions.
In addition, the regulations specify that a bank’s reg
consideration of the “Interagency Guidelines for RediNasi®
contained in appendix A of subpart D of 12 CFR 34 (nati
12 CFR 160.101 (federal savings associations). These gui
real estate lending policy including

efending policy should reflect
ing Policies,” which are
nk®) and in the appendix to
e key elements of a

loan portfolio management considerations.
underwriting standards.

loan administration.

LTV limits.

exceptions to general lending policy.

The following sections provide an overview of each of the five elements presented above.
Loan Portfolio Management Considerations
Consistent with a bank’s strategic plan, a bank’s real estate lending policy should describe

the scope and nature of its lending activities. The policy should include how real estate loans
are extended and serviced. When formulating its loan policy, a bank should consider the
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size and financial condition of the bank.

lending staff’s expertise and loan administration capabilities.

process for managing concentrations.

requirement to comply with applicable laws and regulations.

market conditions and supply and demand trends in real estate markets.

In addition, the real estate lending policy should

e identify the geographic markets in which the bank considers lending.

e establish a portfolio diversification strategy and set limits for real estate loans by type,
purpose, LTV, borrower, tenor, etc.

e develop appropriate terms and conditions for each type of loan.

e maintain procedurgs for loan approval, origination, disbursements, and collections.

e establish prude r, and measurable underwriting standards, including LTV limits
that reflect n of supervisory LTV (SLTV) guidelines.

e adopt review, ap@rova reporting procedures for loans that are exceptions to policy,
including loans TV limits.

e establish loan admiMgtratton edures for maintaining legal and account maintenance
documentation, disbur n®§, c@lateral inspections, collection, and loan review.

e adopt an effective apprais&gang e ion program that reflects compliance with
12 CFR 34, subpart C (natio
and related guidance.

e develop management information i cedures for the board of directors or
designated committees thereof and m

Banks’ policies and practices should reflect con ? risks posed by individual loans
as well as aggregate portfolio risk. Even when indk hns,are prudently underwritten,
groups of loans that are similarly affected by internaNaga#€ market factors may expose
banks to a heightened level of risk that may warrant man t Rtention and additional

capital support.

Underwriting Standards

Underwriting standards that are clear and measurable should be stated in the policy to guide
the lending staff when evaluating credit risk associated with transactions. Prudently
underwritten real estate loans should reflect relevant credit considerations, including the
following.

Debt-service coverage: Cash flow from the underlying property or other indicators of
borrower capacity should be evaluated to determine to what extent the borrower can
adequately service interest and principal on a prospective loan. Banks should establish
minimum debt-service coverage ratio (DSCR) guidelines that would be considered
acceptable for each type of loan transaction.

LTV: The market value of existing properties and properties to be developed should be
established in accordance with 12 CFR 34, subpart C (national banks) or 12 CFR 164
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(federal savings associations), and related guidelines. Banks should establish appropriate
LTV guidelines for each type of loan transaction that reflect consideration of the SLTV
guidelines discussed in the “LTV Limits” section of this booklet. In addition to the value of
the existing or proposed real estate, banks should consider the value provided by any readily
marketable collateral or other acceptable collateral in determining LTV criteria.

Creditworthiness: Banks should maintain standards for evaluating the creditworthiness of
borrowers and the support provided by guarantees, if applicable. Evaluations should include
analysis of the borrower’s or guarantor’s global financial condition including assets (type,
amount, and liquidity), global cash flow, and direct and contingent liabilities, as well as any
tertiary repayment sources that may be available to a bank in the event of recourse.

Borrower equity: Banks should establish hard equity (e.g., cash or unencumbered
investment in the ungalying property) guidelines for various types of lending transactions.
An analysis of bo Rquity should be clearly documented as part of the credit file.

Credit enhanceme
enhancements such a
from external sources.

For each loan program or pro bank’s policy should specify
maximum loan commitment am&ynt.
minimum debt-service coverage expec

maximum LTV. /
maximum loan tenor.
amortization criteria.

pricing and profitability objectives.

erwriting process should include an analysis of credit
gensurance, take-out commitments, or repayment guarantees

In addition, for both ADC loans and loans financing exis cOgmeggial properties, bank
policy should establish expectations for evaluating

e project feasibility and sensitivity to changes in economic con , including the
sensitivity of projections to changes in market variables, such as interest rates, vacancy
rates, and operating expenses.

e environmental risk.

e minimum requirements for initial investment and maintenance of hard equity by the
borrower.

e minimum standards for net worth, cash flow, and debt-service coverage of the borrower

or the project.

standards for the acceptability of and limits on nonamortizing loans.

standards for the acceptability of and limits on the use of interest reserves.

preleasing requirements for income-producing property.

presale and minimum release requirements for tract development financing.

limits on partial and nonrecourse loans.
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e requirements for takeout commitments.
¢ loan covenant requirements.

Loan Administration
Banks should establish real estate loan administration procedures, including

e documentation standards such as requirements for receipt, frequency, verification and
maintenance of financial statements and other information provided by the borrower.
types and frequency of collateral valuations.

loan closing and disbursements controls.

payment processing.

escrow administration.

collateral admigg®tRagion.

loan payoff:
delinquency and golle
deed-in-lieu of fOre
claims processing.
seeking satisfaction fr fiNgnceal guarantor or insurance.
servicing and loan participRtiol gusehpes.

LTV Limits

Each bank should establish its own intern imits which should not exceed the SLTV
guidelines shown in the following table.

SLTV Limits by Loan Category

Loan category

Raw land

Land development or improved lots

Construction

Commercial, multifamily,® and other nonresidential

One- to four-family residential

Improved property—commercial, multifamily, and other
nonresidential 85%

Owner-occupied one- to four-family and home equity 909%0°

@ Multifamily construction includes condominiums and cooperatives.

5An LTV limit has not been established for permanent mortgage or home equity loans on owner-
occupied, one- to four-family residential property; however, for any such loan with an LTV ratio that
equals or exceeds 90 percent at origination, the bank should require appropriate credit enhancement in
the form of either mortgage insurance or readily marketable collateral.

In establishing internal LTV limits, the bank should carefully consider the bank-specific and
market factors listed in the “Loan Portfolio Management Considerations” section of this
booklet, as well as any other relevant risk factors, such as the particular subcategory or type
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of loan. If the bank identifies greater risk for a particular subcategory of loans within an
overall category, the internal LTV limit for that subcategory may be lower than the limit
established for the overall category.

The LTV ratio is only one of several important credit factors to be considered when
underwriting a real estate loan. Other credit factors to be taken into account are discussed in
the “Underwriting Standards” section of this booklet. Because of these other factors, the
establishment of these supervisory limits should not be interpreted to mean that loans
underwritten to these limits are automatically considered sound.

LTV is calculated by dividing the loan amount by the market value of the property securing
the loan plus the amount of any readily marketable collateral and other acceptable collateral®
that secures the loan. The total amount of all senior liens on or interests in such property
should be included.

Standby letters @ cr
ensure the completi

cured by the property that are issued to governmental authorities to

of credit should be include®.

The value used in calculating the

as-is value would be appropriate for ¢
properties. For an owner-occupied buildi
the as-completed value should generally be Tse \abilized value would be
appropriate for an existing property that is not s i property to be constructed that
is not preleased to stabilized levels. For a further o gof as-completed and as-stabilized

The following sections provide additional guidance in det propriate SLTV.

Applying SLTV Limits to Loans Financing Various Stages 0 pment

SLTV limits should be applied to the underlying property that collateralizes the loan. For
loans that fund multiple stages of the same real estate project (for example, a loan for land
acquisition, land development, and construction of an office building), the appropriate LTV
limit for the completed project is the limit applicable to the final stage of the project funded
by the loan. Total disbursements for each element of the development, however, are subject
to its particular SLTV limits. This can be illustrated by considering the various development
stages.

& “Other acceptable collateral” means any collateral in which the lender has a perfected security interest that has
a quantifiable value and is accepted by the lender in accordance with safe and sound lending practices. Other
acceptable collateral should be appropriately discounted by the lender consistent with the lender’s usual
practices for making loans secured by such collateral. Other acceptable collateral includes unconditional
irrevocable standby letters of credit for the benefit of the lender.
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A land development loan is defined in 12 CFR 34, subpart D (national banks), and

12 CFR 160.101 (federal savings associations), as “an extension of credit for the purpose of
improving unimproved real property before the erection of structures. The improvement of
unimproved real property may include the laying or placement of sewers, water pipes, utility
cables, streets, and other infrastructure necessary for future development.” Finished lot loans
and buildable lot loans are synonymous with land development loans. The SLTV ratio for a
land development loan, a finished lot loan, or a buildable lot loan is 75 percent. The LTV
may not exceed 75 percent until construction of a permanent building commences.

The bank may use the higher appropriate LTV ratio when actual construction begins on the
next stage of development. For example, the bank may advance 65 percent for raw land and
up to 75 percent when converting the raw land into finished lots. The bank may advance up
to 80 percent of the appraised market value when construction of a permanent commercial,
multifamily or other ggnresidential building commences or up to 85 percent when
construction of ong r-family residences commences.

If the bank commits go fig@c&gnly one phase of development or construction rather than an

entire multi-phase trac pMent project, the loan amount is the legally binding
commitment for that staggfor p s of calculating LTV.
Disbursements should not excgd drt elopment or construction outlays while ensuring

that the borrower maintains approprj#te levals of hard equity throughout the term of the loan
as discussed in the “Underwriting S daytion of this bookilet.

Calculating SLTV for Loan Financing €r

For residential tract developments, the loan am
credit, or other legally binding commitment. For a the legally binding
commitment amount is based on the term of the cred e or facilities that utilize a

the bank’s legally binding commitment (that is, the outsta J of the facility plus
any availability under the borrowing base). Value is the lessel’Q ower’s actual
development or construction costs or the prospective market valgQfg#mpleted units

securing the loan multiplied by their percentage of completion.

The value of the real estate collateral for the calculation of the LTV ratio is the market value
as defined in the interagency appraisal regulations (refer to the glossary for the definition of
market value). The appraisal should reflect a market value upon completion of construction
of the home(s) and the market value of any other collateral, such as lots or undeveloped land.
Further, the appraisal must consider an analysis of appropriate deductions and discounts for
unsold units, including holding costs, marketing costs, and entrepreneurial profit. For loans to
purchase land or existing lots, “value” means the lesser of the actual acquisition cost or the
current market value.
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The bank should calculate the LTV ratio at the time of loan origination and recalculate the
ratio whenever collateral is released or substituted. If the LTV ratio exceeds the SLTV limits,
the bank should comply with guidelines for loans exceeding the SLTV limits.

Calculating SLTV for Loan Collateralized by Two or More Properties

If a loan is cross-collateralized by two or more properties or is secured by a collateral pool of
two or more properties, the appropriate maximum loan amount under SLTV limits is the sum
of the market value of each property, less senior liens, multiplied by the appropriate LTV
limit for each property.

This calculation is performed by multiplying each property’s market value by the appropriate
SLTV ratio, then deducting any existing senior liens associated with the property, and lastly
adding the individualgesults. If the total equals or exceeds the loan amount, the loan
conforms to the s
not conform to

As shown in the foll ample, if a collateral pool comprises raw land valued at $75,000
(subject to a $25,000 priag lien) improved commercial property valued at $250,000
(subject to a $125,000 prio? |gn)he¥naximum total aggregate amount that could be loaned
against the collateral pool whi%g.cainfoimimgg to the SLTV limit is $111,250.
($75,000 x 65%) — $25,000 = £3,75o
($250,000 x 85%) — $125,000 87, (
1

$111,2

To ensure that collateral margins remain within ¥e
the loan’s LTV for conformity with these limits wif§
or collateral is released from the collateral pool.

its, the bank should recalculate
Ilateral substitutions are made to

Loans Exceeding SLTV Ratio Limits

The interagency guidelines recognize that appropriate LTV limit ot only among
categories of real estate loans but also among individual loans. Therefore, it may be
appropriate in individual cases for the bank to originate or purchase loans with LTV ratios in
excess of the SLTV limits, based on the support provided by other credit factors.

The aggregate amount, or basket, of all loans in excess of the SLTV limits at origination
should not exceed 100 percent of total capital, as defined in 12 CFR 3.2(e) (national banks)
or 12 CFR 167.5(c) (federal savings associations). Loans that met SLTV limits at origination
for which the collateral subsequently declined in value do not constitute SLTV exceptions
and are not included in the calculation of the aggregate amount.

Within that aggregate limit, total loans to finance commercial, agricultural, multifamily, or
other non-one- to four-family residential properties should not exceed 30 percent of total
capital. This segment is often referred to as the commercial basket and includes
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e raw land with an LTV ratio greater than 65 percent.

e commercial land development with an LTV ratio greater than 75 percent.

e commercial, multifamily, and other nonresidential construction with an LTV ratio
greater than 80 percent.

e improved property with an LTV ratio greater than 85 percent.

The remainder of the total basket (up to 100 percent) is available for all categories of
nonconforming loans on one- to four-family residential property, including

raw land zoned for development with an LTV ratio greater than 65 percent.

land development loans with an LTV ratio greater than 75 percent.

construction loans with an LTV ratio greater than 85 percent.

loans on non-owner-occupied property with an LTV ratio greater than 85 percent.

and home-equity loans on owner-occupied property equal to or
exceeding 9Q¢# TV, without mortgage insurance, readily marketable collateral or

e entire outstanding balance should be included in the
nonconforming basket, n pQtion exceeding the limit. If the bank holds a first and
second lien on a parcel of reaRest®e and.the combined commitment exceeds the appropriate
SLTV limit, both loans should te the bank’s nonconforming loan totals. Further,
the bank should include loans secur@ by th&sagme property if any one of those loans exceeds
the SLTV limits, and any recourse oMgatio y such loan sold with recourse. A loan
need no longer be reported to the board ofgfir as part of aggregate totals when
reduction in principal or senior liens, or add#ffon ribution of collateral or equity (e.g.,
improvements to the real property securing the : the LTV into compliance with
SLTV limits.

Excluded Transactions

The guidelines recognize that there are a number of lending %
factors may outweigh the need to apply the SLTV limits. Thesé

e loans guaranteed or insured by the U.S. government or its agencies, provided that the
amount of the guaranty or insurance is at least equal to the portion of the loan that
exceeds the SLTV limit.

e loans or portions of loans backed by the full faith and credit of a state government,
provided that the amount of the assurance is at least equal to the portion of the loan that
exceeds the SLTV limit.

e |oans guaranteed or insured by a state, municipal, or local government, or an agency
thereof, provided that the amount of the guaranty or insurance is at least equal to the
portion of the loan that exceeds the SLTV limit, and provided that the bank has
determined that the guarantor or insurer has the financial capacity and willingness to
perform under the terms of the guaranty or insurance agreement.

¢ loans that are to be sold promptly after origination, without recourse, to a financially
responsible third party.
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e |oans that are renewed, refinanced, or restructured without the advancement of new
funds or an increase in the line of credit (except for reasonable closing costs), or loans
that are renewed, refinanced, or restructured in connection with a loan workout with or
without the advancement of new funds, where consistent with safe and sound banking
practices and part of a clearly defined and well-documented program to achieve orderly
liquidation of the debt, reduce risk of loss, or maximize recovery on the loan.

e |oans that facilitate the sale of real estate acquired by the bank in the ordinary course of
collecting a debt previously contracted in good faith.

¢ loans for which the bank takes a lien on or interest in real property as additional
collateral through an abundance of caution. For example, an abundance of caution exists
when the bank takes a blanket lien on all or substantially all of the assets of the
borrower, and the value of the real property is low relative to the aggregate value of all
other collateral. When the real estate is the only form of collateral, this exclusion would

not apply.
e |oans, such a Wy capital loans, in which the bank does not rely principally on real
estate as seclirit xtension of credit is not used to acquire, develop, or construct

Wanging permanent improvements to real property, but not
ifs urity interest is not required by prudent underwriting

e loans for the purp
secured by the prope
practice.

Exceptions to General Lendfhg Polic

The lending policy should include proced
bank’s lending policy. These procedures s

onsidering loans that are exceptions to the

type or size of lending
transaction, and requirements for reporting exce board of directors or a
designated committee thereof.

Supervisory Review of Real Estate Lending RQlictes gid Practices

Examiners should review the bank’s policies and practices to d hether the bank’s
real estate lending program is consistent with safe and sound banK¥@#practices, satisfies the
requirements of the “Real Estate Lending Standards” in subpart D of 12 CFR 34 (national
banks) or 12 CFR 160.101 (federal savings associations), and reflects an appropriate
consideration of the “Interagency Guidelines for Real Estate Lending Policies” contained in
appendix A to subpart D of part 34 (national banks) and the appendix to 12 CFR 160.101
(federal savings associations).

When evaluating the adequacy of real estate lending policies and practices, examiners should
consider the

e nature and scope of the bank’s real estate lending activities.
e size and financial condition of the bank.
e quality of management and internal controls.
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e expertise and size of the lending and loan administration staff.
e market conditions.

Examiners should determine whether the bank monitors compliance with its real estate
lending policy. Examiners also should review lending policy exception reports to assess the
frequency and nature of policy exceptions and to determine whether exceptions to loan
policy are adequately documented, reported, and appropriate in light of all of the relevant
credit considerations. An excessive number of exceptions to the real estate lending policy
could indicate that the bank is unduly relaxing its underwriting practices or may suggest that
the bank needs to revise its loan policy.

Acquisition, Development, and Construction Lending

In its simplest form

I C lending may finance the land acquisition, land preparation, and
construction of ﬁ, sidential or commercial building. Often, however, ADC lending
finances a single- or g hase development of many units. ADC is highly specialized
lending that requiresga t ugMynderstanding of its inherent risks. This section discusses the
underwriting, policies, €ud cntrglg that are necessary for prudent ADC lending.

ADC lending presents uniquegisk§not encountered in the term financing of existing real

estate. Assessing performance ent or construction loan can be challenging
because most are underwritten with@ut requifed amortization or project-generated interest
payments. Absent such objective pe an sures, examiners must fully evaluate the

projected cash flow of the project, compa,
applicable, analyze guarantor support. This
project, given current conditions, planned const

progress to the initial plan, and when
is gust consider the feasibility of the
the level of fully funded debt.

Types of ADC Lending

While ADC lending can take various forms, the followinkgre commonly
encountered ones.

Unsecured Working Capital Loans to Finance Real Estate

A developer may wish to borrow on an unsecured basis, often in the form of a line of credit,
to acquire a building site, eliminate title impediments, pay architect or commitment fees, or
meet minimum working capital requirements established by other construction lenders.
Repayment of an unsecured front-money loan may come from the first draw against a
construction loan. The bank extending such an unsecured loan should require the
construction loan agreement to permit repayment of the working capital loan on the first
draw.

As with other unsecured credit, it is critical that the bank identify adequate sources of
repayment and intended timing of repayment. Banks should avoid making these loans to an
illiquid or highly leveraged borrower or where the source of repayment is dependent on
assets in which the bank has no collateral interest.
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Because such loans are inherently risky, the bank should ensure that it has the necessary
expertise to evaluate and manage the risk before engaging in this type of lending. Banks
should avoid extending unsecured working capital loans to fund a developer’s equity
investment in a project or to cover cost overruns, as overruns may be indicative of an
undercapitalized project or an inexperienced or unskilled developer.

Land Acquisition Loans

Land acquisition loans finance the acquisition of undeveloped land. These loans are often
made in conjunction with land or lot development and construction loans. In some cases,
these loans may be made for speculative purposes without plans to immediately develop the
property. Such loans are among the riskiest types of real estate loans. Undeveloped land
generates no cash flow in most cases and requires other sources of cash to service the debt.
Banks that finance lggd with no immediate and well-defined development plans should
carefully analyze ower’s or guarantor’s ability to service the debt and the plans for
repayment. Landoa Ade for speculative purposes should require considerable equity and
be extended infrequg

Land Development Lo

%N of land for construction. This may include
for fullire development, such as sewer and water pipes,

ctiong®ften, acquisition and development loans are
i@Mopdnd development of land.

Land development loans fundNge

infrastructure improvements requir
utility cables, grading, and street corfgtru
extended together to finance both the

Tract Development Loans

¥ is constructed as a single

A tract development is a project with five or more €
development. A unit may refer to a residential buildife
an attached single-family home, or a residence in a cond
developments may include other multiple-unit developme
parks. In addition to the site improvements previously cited,

facilities. The source of repayment for these loans may be proceeds from the sale of lots to
other developers or from the proceeds of a construction facility extended to the original
developer to finance construction of for-sale or for-lease units. Repayment of these loans is
discussed further in the “ADC Loan Structure” section of this booklet.

Construction Loans for Commercial Properties

Commercial construction loans finance the construction or renovation of non-one- to four-
family properties for owner occupancy, lease, or sale. This can encompass a wide variety of
property types and projects, including apartments, office buildings, retail centers, hotels, and
industrial and mixed-use developments.
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A bank must consider the source and timing of the repayment of construction financing as
part of its underwriting process and determine whether the projected net operating income
(NOI) of the completed project supports the expected value upon completion. A definition of
NOI can be found in the glossary of this booklet.

Loans to Finance Repositioning or Rehabilitation

In addition to new construction, a bank might finance the acquisition of an underperforming
property in which the borrower intends to improve the property’s performance, typically by
performing physical upgrades or curing deferred maintenance and improving the
management. While this can present an opportunity for the borrower to enhance a property’s
value in many cases, the bank must closely examine the borrower’s assumptions to determine
the likelihood that the projections can be realized. The bank should carefully scrutinize the
borrower’s ability to gghieve his or her objectives. An evaluation of the borrower’s track
record with similgg N ties should be a critical consideration.

Banks may also finagice property’s rehabilitation, modernization, or conversion to
another use that may'i extensive improvements or modifications. In such cases, the
bank must carefully exaMyne th truction budget and should obtain an independent
evaluation of the budget’s adggu m a qualified engineer or architect. It can be more
difficult to accurately estimatNe®o hese kinds of projects than of new construction
due to unobservable conditions.

Bridge Loans /

Banks may provide short-term financing to dallo Iyggonstructed or acquired commercial
properties to reach stabilization. Bridge loans argfs itten for a period of up to three
years and allow for the lease-up and income stabili egsary to enable either sale or
qualification for permanent financing. Income and v %ons should be well
supported and carefully analyzed by the bank.

Permanent Loan Commitments

While not a type of ADC loan, commitments for permanent financing sometimes play an
important role in ADC financing. Permanent loans, also referred to as “take-outs,” are term
loans that replace construction loans. Permanent financing may be provided by either the
construction lender or another lender. In addition to banks, permanent financing is often
provided by life insurance companies and pension funds, and through commercial mortgage-
backed securitizations.

Commitments for take-out financing may be provided before or after construction
completion and lease-up. Commitments issued before completion and lease-up usually fall
into one of two categories: stand-by commitments and forward commitments.

A stand-by commitment provides back-up financing should other permanent financing not
be found. Fees are usually required at commitment with additional fees due if the
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commitment is funded. The fee structure and interest rate may often be intended to dissuade
the borrower from exercising the commitment and to encourage him or her to find other
sources of funding. Borrowers may sometimes obtain stand-by commitments to fulfill a
construction lender’s requirement for a committed take-out. Construction lenders who rely on
stand-by commitments should carefully review the terms of the commitment and the
likelihood that the project will meet the criteria for funding. Lenders should also thoroughly
investigate the willingness and ability of the issuer to fund.

A forward commitment for permanent financing provides a commitment to refinance a
construction loan upon future completion and, almost always, lease-up. Forward
commitments allow a permanent lender to originate the loan earlier in the development
process and usually provide the borrower the ability to lock in a fixed rate in advance of
funding. These commitments tend to be more prevalent when competition for loans among
permanent lenders isgaggh and in greater demand among borrowers in periods of rising
interest rates. As d-by commitments, the willingness and ability of the lender to
fund and the co nding should be carefully considered.

It
While construction | imes take comfort in stand-by or forward commitments,
these commitments mayNgitigat of the risk assumed by the lender in making the
construction loan. Althoug sgcoMmitments can provide interest rate protection and some
indication that the project me -market criteria, they require the completion of
construction and, in most cases, are bject W performance criteria such as lease-up to

breakeven or better with leases at m imlyal rates.
A bank should evaluate a construction pr We its credit decision recognizing the
nd

risk that the take-out commitment may not
Construction Issues

Construction loans finance the creation of collateral and {€ir \gpayment is dependent on the
collateral’s completion. These are a few of the factors that po ts to successful
completion.

Fraudulent diversion of construction draws.

Liens filed by contractors, subcontractors, or material suppliers for nonpayment.

Delays caused by labor disputes or failure of major suppliers to deliver materials.

Failure of the contractor or a subcontractor to complete construction or complete to

specifications. This may be due to inadequate experience, negligence, or financial

failure.

e Cost overruns due to unforeseen conditions, such as inaccurate budgets; increases in
materials or transportation expense; material or labor shortages; increased interest
expense; inadequate soil or other subsurface conditions; or delays caused by inclement
weather.

e Loan administration errors.
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While many of these risks are beyond the control of the bank, some can be mitigated by
(1) careful scrutiny of the plans and budget; (2) frequent and routine inspections;

(3) thoroughly investigating the financial condition and reputation of the borrower,
contractor, and subcontractors; and (4) utilizing effective loan administration procedures.

The use of performance and payment bonds and title insurance can further mitigate this risk.

A payment bond mitigates the risk of priority liens being recorded by insuring the payment

of subcontractors and material suppliers. A performance bond insures the completion of the

project by the subcontractor. The bank’s policy should require bonds for all projects of a

material size where the borrower and contractor are separate entities (a contractor related to

the borrower cannot generally be bonded). Title insurance can protect the lender from losses

due to fraud and construction liens.

The bank can mitigaigthe risk of cost overruns by requiring the borrower to enter into a

he contractor. If the borrower and the contractor are the same or are

ecify cost plus a fee with a guaranteed maximum price.

th wer employs a third-party contractor or the borrower acts as
d tdke care to ensure that the contractor has sufficient expertise

related, the cont#&ct
Regardless of wheth
the contractor, the ba
and financial capacity.

Market Conditions

Construction lending activities are p&gticularly®ensitive to market conditions. For this
reason, a thorough market analysis is a Criti ponent of the underwriting process.

For properties under construction, demand ffom
after construction begins because of a general e

ghle tenants or purchasers may erode

ring lease-up are lower than
those projected, a project’s viability can be threateneCss to generate income

sufficient to support its debt and the expected collateral

preleasing or sales as a condition of commitment or funding. Experience has shown,
however, that presales may not be a reliable indicator of actual future sales because these
purchase commitments may not result in sales if values decline. Banks should carefully
analyze and monitor presales and preleasing, ensuring that they represent bona fide
commitments and that deposits have been collected and are meaningful.

Construction Lending Policies, Procedures, and Internal Controls

Banks are expected to establish and implement sound policies, procedures, and internal
controls to support ADC lending activities. Although policies should address the different
types of construction lending undertaken by the bank, the following elements should be
included as part of a sound construction lending program. More specific considerations for
these elements are discussed in other parts of this booklet.
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Acceptable loan types and limits: Policies should define acceptable types of construction
loans and construction lending concentration limits that are consistent with the board’s
appetite for risk. Banks should consider establishing sub-limits, defined by property type,
geographic market, and other relevant factors where appropriate.

Sound analysis and underwriting: Banks that participate in any phase of construction
lending should maintain sound analysis and underwriting processes to evaluate the quality of
loan opportunities and help mitigate risk. Feasibility analyses, reviews of construction and
site plans, construction budgets, as well as borrowers, contractors, and subcontractors are
important to identifying and understanding the risk inherent in construction loan proposals.

Minimum standards of documentation: The bank’s construction program should establish
minimum standards of documentation consistent with the type of construction lending
performed.

Construction |
maintain sound loan@dmj
monitoring is essenti uating construction progress, ensuring disbursement requests
are appropriate, alertingWge ban tential problems (such as significant cost overruns or
project delays), and ensuriftg ghatgald® proceeds are applied to principal in a manner
consistent with the loan agreeMygn MgCt or engineering inspection reports, independent
of the borrower, should be required g@fith ea@ draw to ensure work is done according to
specification. A representative of th&lender spguld at least occasionally inspect the site to

(¥

ensure work is completed as reported. ports should state compliance with plans
and specifications, support disbursements¥a e ether or not the project is progressing
as anticipated.

Disbursement controls: Disbursement controls a @ prignt element of construction risk
management. Banks should ensure that construction § mensurate with verified
improvements and that the budget remains in balance wi (ciefit funds available to fund
completion.

Evaluating the Developer Borrower

Because the expected value of the project is not realized until the project is completed, the
bank should assess the borrower’s ability to complete the project within budget, on time, and
according to the construction plans.

Before issuing a commitment to finance proposed construction, the bank should analyze and
document the borrower’s background, including reputation and experience, to determine the
project’s likelihood of success. This should include a review of the contractor’s and major
subcontractors’ ability to successfully complete the type of project to be undertaken.

The bank should also perform a careful analysis of the borrower’s financial condition to
ensure that the borrower has sufficient financial capacity to ensure completion. This is
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discussed in the “Analysis of Borrower’s and Guarantor’s Financial Condition” section of
this booklet.

Determining Project Feasibility

The bank’s analysis should include a determination of the project’s feasibility. Feasibility
describes the likelihood that the project as proposed will be economically successful.
Feasibility studies can be included as part of an independent appraisal or as a separate
analysis. Banks should understand that feasibility studies commissioned by the borrower may
be biased and should be critically reviewed. While studies and appraisals can be helpful in
providing useful information and analysis, the bank should conduct its own analysis of the
project. This section discusses analyses important to determining a project’s feasibility.

Plans and Budget
The constructio®bu lgng with the project pro forma, is one of the most critical

elements in determirging
budget that should be

rove gMroject, including general contractor's fees
and other expenses normally included 1 % tion contract such as bonding and
contractor insurance. Soft costs include irfter

related predevelopment expenses. The budget s
unanticipated overruns. Project costs payable to 0 paRjes such as developer fees,
leasing expenses, brokerage commissions, and mafg may be included in the soft
costs provided the costs are reasonable in compariso similar services from
third parties. Interest or preferred returns payable to equi

Ccosts.

The budget should be reviewed to determine if it realistically reflects the cost to construct the
improvements in accordance with the plans and whether the improvements are sufficiently
functional and compare favorably with competitive properties in its market. Banks should be
wary of budgets that lack detail or appear to be overly optimistic. An inaccurate budget can
lead to cost overruns and a need to advance additional funds for completion. Rarely does an
increase in cost result in an increase in value.

The economic purpose of developing a property is to create value over and above the
project’s cost. This difference between the prospective value and cost to construct is the
developer’s profit. This profit is the incentive required by a developer to assume the risk of
construction and sale or lease-up and varies depending on the development’s complexity and
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risk; a development that does not create this incentive (prospective value is not sufficiently
higher than its cost) is generally not feasible. Furthermore, a project budget with modest or
no developer profit leaves inadequate room for cost overruns. Additionally, if the bank must
take possession of an incomplete project, the lack of profit available to a prospective
purchaser for completion complicates the bank’s efforts to dispose of the property in its
incomplete state and may require completion by the bank or its sale at a price that may result
in a loss.

The developer’s profit should generally be funded only by sales, by construction loan funds
only upon construction completion and lease-up, or by subsequent term financing. Profit
contributes to collateral value only to the degree that the project is successful. Funding a
developer’s profit for an incomplete project diminishes his or her incentive to complete and
lease or sell the units in a real estate project and has led to problems for lenders.

A developer fee (¢ confused with profit) is often included in the project budget. This
or the management of the project and the developer’s overhead

Ct cost.

does not exceed 4 perceMyof the

The bank’s policy should estal®{s
value to ensure sufficient borrower
continues to have an economic inte
for cost overruns and leasing or sales S e bank’s lending policy should clearly
spegifying the amounts required, the

j its contribution.

The bank’s policy should require that equity be cofg gyoefore disbursements of the
| eferred for contribution at

completion risk and should not be allowed routinely or in the
mitigating factors.

Acceptable equity usually includes actual cash expended by a developer for the purchase of a
site and initial costs paid, such as engineering or permits related directly to the project.
Deferred developer’s profit, incurred overhead expenses, or interest or other holding fees
paid or accrued on contributed land should not be considered equity.

Sufficient funds should be available at all times to ensure the completion of the project. It is a
weak practice to approve a loan to finance only partial construction of a project with the
expectation that the remaining funds will be found elsewhere. Exceptions to this may be
financing for later phases of phased developments or loans that finance the development of
lots but where unit construction financing is expected to be provided by other lenders.
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Pro Forma Financial Statements

A credible pro forma is a key determinant of a project’s feasibility. The bank should carefully
review the pro forma statement to determine whether the underlying assumptions and related
projections are reasonable based on the bank’s knowledge of the market and income and
expenses for similar properties.

Regardless of the cost to construct a property, the value of an income-producing property is
dependent to a great degree on the expected NOI. For this reason, expected costs and the
value supported by the NOI must be considered together. Construction costs that closely
approach or exceed the expected value of the project’s income generally indicate that a
project is not feasible for reasons discussed under the “Plans and Budget” section of this

booklet.

For projects that i nit sales, the bank should analyze the timing of expected cash
inflows from lo# a s groceeds along with cash outflows for development costs to
ensure that sufficienficas ilable throughout the development period.

Site Analysis

This analysis helps determineNge dite, bility for the proposed development.
Consideration should be given to rojec@type, location, ingress and egress, physical

dimensions, current use of the propegy, I(y, topology, easements, availability of public

utilities, zoning, and development costs.

Demographic Analysis

Demographics should be evaluated to determine t f the project’s immediate
and longer term success. Is household formation groVimg®
market area support the rent projections in the case of res}
Census Bureau can be a useful source of demographic inf

Market Analysis

The market analysis should review the supply and demand characteristics and project
desirability, and should consider existing and anticipated comparable properties. This may
include an analysis of effective rental rates, sales prices, vacancy rates, building starts, and
absorption. The analysis should consider the amenities and physical characteristics of the
subject property and compare them with those of competitive properties. The results of this
review should support the revenue assumptions relied on in the pro forma financial
statements.

While supply considerations are always important for real estate, they are especially critical
in the evaluation of a construction project. As with any other product, an increase in demand
spurs an increase in production and, in turn, an increase in supply. Unlike many other
products, however, real estate has a long production cycle. While properties may be built for
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sale or lease to a purchaser or tenant that has already been identified, properties—or a portion
of them—are often built on a speculative basis. Because of the length of the development and
construction process, speculatively developed properties must meet demand that exists at a
point in the future rather than the demand that exists when development begins.

To evaluate future demand and supply, it is important to have an understanding of the current
and planned development activity in the local market. Information on local building permits
and construction starts is usually available from data services or directly from local
government offices. Projecting the level of future supply can be difficult and cannot
accurately account for future permits and construction that may begin after development of
the property has commenced. Because of this, supply often overshoots the expected demand
resulting in prolonged lease up and sales periods and declines in rental rates and sales prices.

Collateral Valuaimn for ADC Loans
nstruction loans must include the current market value of the

“as is” value of the property), which reflects the property’s
and zoning designation as of a current effective date of the

Appraisals used€0 s
property (often referfied t
actual physical conditi

appraisal. If the highest best f the property is for redevelopment to a different use,
the cost of demolition and Sit@ prégar&ion should be considered in the analysis. OCC
Bulletin 2005-32, “Frequentl d jons: Residential Tract Development Lending,”

provides guidance in the valuation gfcollat@al for ADC loans.

The construction loan appraisal must a M
prospective market value upon completiof (‘g€-
market value as of the time that development is

market value upon stabilization (“as-stabilized”
as of the date the property is projected to achieve

prospective market value. The
te”) is an estimate of the property’s

the market for lease over a reasonable period of time and afaple terms and conditions

to other similar properties.

Market values for proposed construction or renovation, partially r vacant buildings,
non-market lease terms, and tract developments with unsold units must analyze and report
appropriate deductions and discounts.

Appraisals of Tract Developments

As with all appraisals, an appraisal for a residential tract development must meet the
minimum appraisal standards in the appraisal regulations and guidelines. Appraisals for these
properties must reflect deductions and discounts for holding costs, marketing costs, and
entrepreneurial profit. In some limited circumstances, the bank may rely on appraisals of the
individual units to meet the agencies’ appraisal requirements and to determine market value
for calculating the LTV ratio.
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The bank can exclude presold units to determine whether an appraisal of a tract development
is required. A unit may be considered presold if a buyer has entered into a binding contract to
purchase the unit and has made a substantial and nonrefundable earnest money deposit. The
bank should obtain sufficient documentation to determine that the buyer has entered into a
legally binding sales contract and has obtained a written prequalification or commitment for
permanent financing.

When the bank finances raw land, lot development, or lot acquisition as part of a residential
tract development, the bank must obtain an appraisal of the entire tract of raw land or all lots
that includes appropriate deductions and discounts. The appraisal should reflect the “as-is”
market value of the property in its current condition and existing zoning as well as the
prospective market value of the land upon completion of land improvements, if applicable.
The land improvements may include the construction of utilities, streets, and other
infrastructure necessggy for future development. An appraisal of raw land to be valued as
developed lots shoiffd rélect a reasonable time frame during which development occurs. The
feasibility stud hg#lrket analysis in the appraisal should support the absorption period
for the developed |0, , a portion of the tract development should be valued as raw

For residential models, the bank ord@fiarily @btains an appraisal for each model or floor plan
that a borrower is planning to build 8d offer f@r sale. The model appraisal typically includes
the value of a base lot in a particular M ithout consideration to the costs of, or
value attributed to, specific options, upgr&ieggor miums.

entrepreneurial profit.

For construction of units that are not part of a tract development, a model’s appraisal may be
used to estimate the market value of the individual home, if the model and base lot are
substantially the same as the subject home and the appraisal meets the agencies’ appraisal
requirements and is still valid. In assessing the appraisal’s validity, the bank should consider
the passage of time and current market conditions.” When underwriting a loan to finance
construction of a single home, the bank should consider the value of the particular lot and
any options and upgrades relative to the values in the appraisal of the model.

7 See the “Appraisals and Evaluations” section of this booklet for a detailed discussion of the criteria for
determining the validity of an appraisal or evaluation.
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When an Appraisal Might Not Require Deductions and Discounts

An appraisal of a tract development must analyze and report appropriate deductions and
discounts. The bank review of the appraisal report should include an analysis of these
deductions and discounts.

There are limited circumstances, however, when the structure of a proposed loan mitigates
the need to obtain a tract development appraisal. If all of the units to be developed can be
built and sold within a 12-month period, no discounting is required and the bank may use
appraisals of the individual units to satisfy the agencies’ appraisal requirements and as a basis
for computing the LTV ratio. The bank should be able to demonstrate, through a feasibility
study or market analysis conducted independently of the borrower and the bank, that all units
collateralizing the loan are expected to be constructed and sold within 12 months. For LTV
purposes, the “value’gia this isolated case is the lower of the sum of the individual appraised
values of the unit f the retail sellout values™) or the borrower’s actual development

e Rorrower should maintain appropriate levels of hard equity (for

If the bank finances a unit
borrowing base sets the avail

n under a revolving line of credit in which a

, the bank may be able to use appraisals on the

appi@isal requirements and as a basis for computing

the LTV ratio. This is the case if the ank?the number of construction starts and
bgfro

completed, unsold homes included in base and if the bank satisfies the
conditions described in the preceding par&Qrggh. #f thg borrowing base includes developed
lots or raw land to be developed into lots, the apgragal gRtained by the bank must reflect
appropriate deductions and discounts.

Appraisal Requirements for Construction of Con

For a condominium building with five or more units, the b
building that reflects appropriate deductions and discounts fo
and entrepreneurial profit. The bank may not use the aggregate r8ig
individual units as the market value to calculate the LTV ratio. For purposes of this booklet,
condominium buildings are distinguished from other types of residential properties if
construction of the entire building has to be completed before any one unit is occupied.

If the bank finances the construction of a single condominium building with fewer than five
units, the bank may be able to rely on appraisals of the individual units to satisfy the
regulatory appraisal requirements and to determine the market value for calculating the LTV
ratio.

Further information on appraisal requirements can be found in OCC Bulletin 2010-42,
“Sound Practices for Appraisals and Evaluations: Interagency Appraisal and Evaluation
Guidelines.” The guidelines provide an expanded discussion of the requirements for
deductions and discounts in a discounted cash-flow analysis.
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ADC Loan Structure

The bank’s lending policy should define acceptable tenors for various types of construction
loans. The tenor should consider the time needed for construction and stabilization or sale.
The tenor should not be shorter than that required for completion. The bank may wish to
provide construction financing that covers the expected construction period with the facility
converting to bridge financing for the expected stabilization period.

Appropriate terms of repayment are critical when financing multiple-unit developments.
Multiple-unit ADC financing is usually provided by separate development and construction
facilities with lot repayment for the development loan being made from the first draw of the
construction loan. A prudent development and construction loan policy includes
requirements for principal curtailments to ensure periodic re-margining if sales or sales prices
fall short of projecti The bank should satisfy itself of the borrower’s or guarantor’s
ability to meet an ent requirements.

Typically, the constrlcti agreement permits a limited number of speculative units and
models, allowing the 0 fMave units available for marketing and sale while permitting
the bank to better mana e Mank should carefully consider the expected absorption
rate when establishing limils @n tRg c@nstruction of speculative units.

Construction loans that finance muli#ible unis or phases must be structured to ensure that
repayment appropriately follows unfgales; agg®juate pay downs must be made as the
collateral is sold and released. For mu % elopments, full repayment should be
required before the sale of all units. To ac€orglli is, the amount that the bank would
require to release its unit lien (the release price) some multiple of the lot’s
proportional share of the total value of all the u ommonly referred to as
“acceleration.”

For example, assume a developer is developing 100 sing
average for $30,000 each. Also assume that the project waSN\gpprajgft W
reflecting the discounted net cash flows from the lot sales. The @
$1.5 million (75 percent of the appraised value of the project) anthygas
the sales of 80 percent, or 80, of the lots.

projected to sell on

r $2 million,

es to lend

to be fully paid with

To be fully paid with the sale of the 80™ lot, the construction loan agreement would specify a
release price of 125 percent (100/80). If the lots were equal in value, the release price would
be calculated as follows: $1,500,000/100 = $15,000 x 125% = $18,750. Alternatively, if the
bank wishes to be paid out over the sale of 75 percent of the lots, the release price would be
134 percent (100/75 rounded up) of the proportionate debt or $15,000 x 134% = $20,100.
When values among lots differ, separate release prices can be established for each lot. A
development that generates little developer profit on the lots, i.e., the sales price is not
sufficiently greater than the cost, will have difficulty paying off lots on an accelerated basis.

For multiple-unit loans, such as those for lot development or condominiums, the maximum
number of units that may be financed should consider the tenor and anticipated rate of unit
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sales. For example, if the maximum term is 24 months, units are expected to be absorbed at
an average rate of 10 per quarter, the bank wishes to be paid off after the sale of 80 percent of
the units (acceleration of 1.25), and it is expected to take six months for units to be available
for sale, the maximum number of units that could be financed, given the maximum 24-month
tenor, would be ((24-6)/3) x 10 x 1.25 = 75 units. This may also be used to determine the
required tenor to finance a given number of units.

Banks may wish to finance larger tract developments in phases to better control risk. A
prudent practice is to finance each phase with separate loans or sub-limits with the funding of
subsequent phases dependent on the performance of the previous phase. Financing
development in phases may require the construction of amenities such as clubhouses and
recreational facilities or site improvements that benefit all phases even though their cost is
funded with the first phase. The bank should apply a portion of the unit release prices to pay
down the loan amouggassociated with these common improvements using a method similar
to the one describg ONe with an emphasis on proceeds from the earlier units where
possible. This complished by providing a separate facility for the common
improvements. This fhet also be used to repay a facility that finances models.

Appropriate covenants T&gconst n or development loans may include
e alimit on the permissible I culative units and models for the subject
property.

models a builder may have for all proj y one time, and for projects financed by
the bank.

e alimit on raw land inventory or the number a projects in progress at any one
time. ¢

¢ limits on additional debts, guarantees, and lien

e the borrower’s or guarantor’s minimum liquidity, , ORPt-to-worth ratios, etc.

e maximum distributions, or restrictions on distributior§o negor owners, before

loan repayment.

e alimit on the number or dollar a ur?sold units including speculative units and

Under certain circumstances, a service corporation of a federal sa association is
permitted to hold real estate for investment and engage in real estate development subject to
the limitations of 12 CFR 159.5. National banks generally are not permitted to engage in real
estate development. A national bank is permitted, however, under 12 CFR 7.1006 to take a
share in the profit or income generated from property as consideration for a loan although the
borrower’s obligation to repay principal may not be conditioned upon the receipt of profit or
income. This is often referred to as a participating mortgage or equity Kicker.

In determining whether an arrangement should be recorded as a loan, joint venture or a real
estate loan investment, the guidance in Accounting Standards of Codification (ASC) Section
310-10-25 should be followed. Where the lender receives greater than 50 percent of the
profits, the lender should account for the relationship as a real estate investment and the
profits or losses recorded in accordance with ASC Topic 970. Where the lender receives 50
percent or less of the profits, the arrangement should be accounted for as a loan or joint
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venture, depending on the circumstances. An arrangement that contains risks and rewards
that are similar to a loan (discussed in ASC Subsection 310-10-25-20) or where the
arrangement is supported by a qualifying personal guarantee, it should be recorded as a loan
and interest and fees should be recognized as income subject to recoverability; see ASC
Topic 974. Otherwise, the arrangement should be accounted for as a joint venture consistent
with ASC Subtopics 970-323 and 970-835. There are times when an ADC arrangement is
initially appropriately classified as an investment or joint venture and should be reclassified
to a loan. When the risk to the lender diminishes significantly, an evaluation should be
completed to determine if it the arrangement should be reclassified to a loan under ASC
Subsection 310-10-35-56.

Borrowing Base Lending

Tract development i
revolving credit agfe
funds to the borgwe}
to the borrower as a

a[ten funded utilizing a borrowing base. The borrowing base is a
8t that limits the bank’s legally binding commitment to advance
rrowing base specifies the maximum amount the bank can lend

Typically, the borrowing baseNQr
type, such as land, developed lots,
unsold homes. The amount of collat&al in eagicategory and the corresponding advance rates
limit the borrower’s ability to draw a W s. The advance rates are generally higher
for collateral with lower development, cofSti€ti d marketing risk. For example, the
advance rate for developed lots is likely to be lo gthat for a completed home. In
addition, advance rates may vary among borro : &l ly, banks grant more liberal
advance rates to borrowers that have greater finandg Jth Collateral must meet
specified eligibility criteria to be included in the borr8
include limitations on the number of speculative units an

This type of facility enables the bank to control loan advances a eds from home sales.
The funds available under the revolver are based on frequent (usually monthly) borrower-
prepared reports, commonly referred to as a borrowing base certificate. The borrowing base
certificate details and certifies the quantity and value of collateral in each category that meets
the borrowing-base eligibility criteria and the total amount of the borrowing base (the
outstanding balance of the facility plus any available funds). The bank should periodically
perform on-site verification of the information provided by the borrower.

When developing the borrowing base formula, the bank should require the borrower to
maintain appropriate levels of hard equity throughout the project’s construction and
marketing periods.
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Interest Reserves

Banks should develop and implement a policy for using interest reserves in a manner that is
consistent with safe and sound banking practices. Interest expense is an important element of
a project budget and, like other construction costs, should be properly estimated with funds
identified for its payment. An appropriate interest reserve ensures that sufficient funds are
available to pay interest through the project’s anticipated completion and lease-up, sale, or
occupancy. Inappropriately administered reserves, however, can mask a poorly performing
project, increase the bank’s loss exposure, and have been a major contributor to banks’ losses
in ADC lending. For these reasons, interest reserves should be closely scrutinized by
examiners.

When establishing the appropriate amount of interest reserves, the bank should evaluate the
reasonableness of thegdevelopment assumptions including potential changes in interest rates,
the timing of expeg bursements and pay downs, and the time required for the
completion and €8 glseaup of the project. If interest will not be funded by the bank, the
bank should ensure tffere4 jcient equity to permit the bank to fund the interest if
necessary while keepi oalt within appropriate loan-to-cost and LTV ratios, even if the
borrower intends to pay his or her own funds.

The use of interest reserves toNgndi ayments for loans that should be amortizing
such as stabilized properties or specfifative @urchases of raw land is not appropriate.

Banks are expected to maintain effecti \%
protect the adequacy of the interest reserv€. I
project should ordinarily be applied to interést b
cash flow is sufficient to cover the interest, no f

monitor the status of the project and
lease-up period, any income from the

ingRrest reserves are applied. Once the

on the reserve should be

to support the project.

ject is completed and
delays or a change

lease-up or sale is achieved. This often occurs as a result ORgoNnstrfTivg

in market conditions. In such cases, the borrower or guaranto w vide additional cash
to cover interest payments or replenish the reserves. At times, sifgldd#® borrower or
guarantor be unable or unwilling to do this, banks have elected to increase or “repack” the
interest reserve to keep the loan current, thereby potentially masking a nonperforming loan.
The decision to revise the budget and repack the interest reserve with debt is a red flag
signaling probable credit deterioration and should be clearly supported by the project’s
viability and the repayment capacity of the borrower in order to avoid criticism by
examiners. This would include obtaining a new appraisal or evaluation and re-evaluating the
feasibility of the project in the current market. If projections show that the timing and amount
of projected cash flows will fully amortize the debt and support subsequent interest payments
after the additional interest reserves are depleted, then the additional reserves and continued
interest accrual may be appropriate.
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While interest can be capitalized under the terms of a loan agreement, for reporting purposes,
it is only appropriate when the borrower has the ability to repay the debt in the normal course
of business.

ADC Loan Administration

The bank’s loan administration function should have effective control procedures in place to
ensure sound loan advances and that liens are paid and released. Effective controls should
include segregation of duties, site inspections, budget monitoring, and dual approval of loan
disbursements. Records should be maintained that demonstrate whether remaining funds are
adequate to complete the project. The records should be complete and subject to independent
audit.

Monitoring Progregggf Construction Projects

Banks must morftor
request for funds is
remaining for completi@h. Wge bank must obtain accurate and timely inspection reports
reflecting the status of t
represented or planned.

ogyress of the projects they finance to ensure that the borrower’s

To detect signs of financial problem@in a pi@ject or with the developer, the bank should
periodically review the developer's
liquidity, debt capacity, and cash flow
not only with the bank’s own loan, but al
developer’s other projects that could act as a dr
also should review the borrower’s major source
dependent on the ongoing sale of real estate or infd

oblems arising from one of the
developer’s resources. The bank

il ascertain whether the source is
grapital.

payments to ensure that the developer has sufficient resources to make them and that
delinquent taxes do not create a lien on the collateral.

Most construction budgets include amounts allocated for contingencies. These amounts are
intended to cover reasonable but unexpected increases in construction costs, such as price
increases in materials or the need to pay overtime because of delays in the shipment of
materials or adverse weather. Cost overruns on a project may also be the result of poor
projections or poor management. In these cases, the increased cost should ordinarily be
covered by the borrower rather than by a draw-down on the loan amount budgeted for
contingencies.

The bank should also guard against funds being misused to pay for extra costs not stipulated
in the loan agreement. Examples of extra costs include rebuilding to meet specification
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changes not previously disclosed, starting a new project, paying subcontractors for work
performed elsewhere, or paying for the developer’s general overhead. The lender should be
aware of the practice of front loading, whereby a builder deliberately overstates the cost of
the work to be completed in the early stages of construction. If the bank does not detect this
problem in the early stages of construction, there will almost certainly be insufficient loan
funds to complete construction if there is a default.

Monitoring Commercial Construction Projects

An established loan administration process that continually monitors each project’s progress,
costs, and loan disbursements is essential to effectively controlling commercial construction
risk. Banks should periodically schedule physical inspections of the project and evaluate the
work performed against project design and budget. Banks often retain an independent
construction consultigg firm if they do not have the necessary in-house engineering,
architectural, and tion expertise to perform this function.

Banks should obtaingino orts of work completed, cost-to-date, cost-to-complete,
construction deadlines an‘runds remaining. Any changes in construction plans should
starf

be reviewed by compet nstruction consulting firm and approved and
documented by the bank a kegutender, if any. A significant number of change orders
could indicate poor planning rdje Lgn, or problems in construction, and should be
tracked and reflected in the project’gbudge

Monthly leasing reports with rent rolls ﬂ
lease-up period, where applicable. The reffor
lease-up and to compare actual lease rates and o
forma and assumptions utilized in the appraisal.
an adverse effect on the value of the collateral and icg.coverage. This may result in
a higher-than-expected LTV upon completion and ca \nely repayment. Extended
lease-up periods can deplete the interest reserve prematu er the construction
budget inadequate, requiring a contribution of additional e lanned increase in
the loan amount.

tained from the borrower during the
uldge analyzed to monitor the progress of
gcrms with the underwriting pro

jty or

The bank must monitor economic factors that could affect the project’s success upon
completion. Because the development, construction, and lease-up of a commercial project
can span several years, the bank must continually assess the project’s marketability and
whether demand will continue to exist when the project is completed.

Monitoring Residential Tract Development Projects

In addition to periodically inspecting each house or unit during the course of construction,
the bank should ensure that it obtains periodic reports reflecting progress on the entire project
as compared against budgeted projections. These progress reports should be provided by the
borrower on a monthly basis and should identify each lot or unit by number along with the
style of house it may be improved with and its state of completion, the release and offering
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prices, and loan balance. The report should include the selling price, dates of sale for sold
units, and the date of contract or closing.

Existing inventory, construction starts, and sales must be monitored to avoid excessive
inventory buildup. The rate of absorption can be influenced by the housing product type;
custom homes or homes on larger lots often tend to sell at a slower pace than homes built in
tract developments.

The bank should establish criteria necessary to consider a unit “sold.” OCC Bulletin 2010-42,
“Sound Practices for Appraisals and Evaluations: Interagency Appraisal and Evaluation
Guidelines” states that a unit may be considered presold if a buyer has entered into a binding
contract to purchase the unit and has made a substantial and nonrefundable earnest money
deposit. Further, the institution should obtain sufficient documentation that the buyer has
entered into a legallygainding sales contract and has obtained a written prequalification or
commitment for pg t financing.

Lower than projecte@fselli ices, slow sales, or excessive inventories relative to sales
indicate that the borro ve difficulty repaying the loan. Other problems, such as
higher than expected coNg or de ) completing construction, can also weaken the

borrower’s ability to repay:

On an ongoing basis, the bank shou nitor general economic conditions and other
economic factors that could affect t

marketigh and selling of residential properties in the
bank's lending areas. These factors couftri ousing prices, housing inventory,

mortgage interest rates, consumer confidéfic mplpyment rate and job creation, existing
and new home sales, household formation, ahd r@sig€nual rental rates.

Disbursement of Construction Loans

Banks are expected to maintain effective policies and pr s governing the loan
disbursement process. It is important that the bank’s mini equity requirements
are maintained throughout the development and construction that sufficient funds
are available to complete construction. Controls should include
documentation of construction progress, preleasing activity and tracking presold units, and
exception monitoring and reporting. The bank should not advance funds unless the funds are
to be used solely for the project being financed and as stipulated in the draw request and
governed by the loan agreement. The lender’s title policy should be updated with each draw.

Banks generally disburse construction loan funds according to a standard payment plan or a
progress payment plan. Either plan should be structured so that the amount of each
construction draw is commensurate with improvements made as of the date of the inspection
or certification provided by the bank.

Occasionally, rather than pay on a standard or progress payment plan, banks may disburse
funds on a voucher basis whereby each bill or receipt is presented and either paid or
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reimbursed by the lender. This can increase the lender’s administrative control but can also
increase the lender’s administrative burden.

Standard Payment Plan

A standard payment plan is normally used for residential and smaller commercial
construction loans. Because residential construction projects usually consist of houses in
various stages of construction, this plan establishes a predetermined schedule for fixed
payments at the end of each specified stage of construction.

A standard payment plan for residential construction most commonly consists of five equal
installments. The first four disbursements are made when construction has reached agreed-
upon stages, verified by actual inspection of the property. As each house is completed and
sold and the predetergained release price is paid to the bank, the bank releases its lien on that
particular house. & or some workout situations, excess net sales proceeds are remitted
to the borrower. payment is made only after the legally stipulated period for
mechanics’ liens hagiexpi

Progress Payment Plan

The progress payment plan is \Qro#al
payment plan, the bank releases fun
construction. The bank normally ret&

payment to cover project cost overrun

for commercial projects. Under a progress
as th@borrower completes certain phases of

s, or hoi#ts back, 10 percent to 20 percent of each
x ing bills from suppliers or subcontractors.
Under a progress payment plan, the borrower re
a construction draw request or certification of p
by construction phase and cost category. The borro§
loan agreement have been met, e.g., that all requested
and that suppliers and subcontractors have been paid. Th
include waivers from the project’s subcontractors and sup
been received for the work completed. After reviewing the dr

confirming the progress of work, the bank then disburses funds @
incurred, less the holdback.

ment from the bank in the form of
Ach sets forth the funding request

uctign draw request should
NQg that payment has
and independently
ruction costs

The final draw on a commercial construction loan usually includes payment of the holdback
as stipulated in the loan agreement. The draw is used by the borrower to pay all remaining
expenses. Before releasing the final draw and disbursing the holdback, the bank should
confirm that the borrower has obtained all waivers of liens or releases from the project’s
contractors, subcontractors, and suppliers. The bank also should obtain and review the final
inspection report to confirm that the project is complete and meets building specifications.
The bank also should confirm that the builder has obtained a certificate of occupancy from
the governing building authority.
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Income-Producing Real Estate Lending

This section of the booklet discusses term financing for stabilized, income-producing
properties. Term financing may refinance construction or bridge loans on properties that have
reached stabilization, refinance other term financing, or finance the acquisition of stabilized
properties. Term loans that refinance construction loans are sometimes referred to as
permanent loans or take-outs.

Term loans are also provided by other types of lenders including life insurance companies,
pension funds, and commercial mortgage-backed securities (also referred to as CMBS or
conduits). Life insurance companies and pension funds often have long-term investment
needs and find terms of 10 years or longer on a fixed-rate basis attractive. CMBS investors
like the ability to buy tranches of a CMBS pool that match their preferred term, risk appetite,
and yield needs. Log#from these sources usually feature loan terms of 10 years or more
with fixed rates g4 @ ymmonly nonrecourse.

Underwriting Inqo Preducing Real Estate Loans
Banks are expected to est8glish @earfynderwriting standards consistent with the type of
income-producing CRE lendigg p&formed. This section of the booklet discusses key
underwriting considerations for pragucing real estate loans. Refer to the
“Underwriting Standards” section offthis bo®klet and the “Interagency Guidelines for Real
par,
0

Estate Lending Policies,” 12 CFR 3 , appendix A (national banks) and appendix
to 12 CFR 160.101 (federal savings assocj

Market Analysis

The performance of income-producing real estate 1S
regional economic conditions. Banks are expected to
lending area as part of a sound credit risk management f

inventory, absorption rates, construction starts, and permits grante® xamples of useful
market data. The level of detail and complexity of the analysis should correspond to the level
of risk inherent in the bank’s lending activities.

Income-Generating Capacity of Real Estate

Because repayment of loans that finance income-producing real estate is typically primarily
dependent on the property’s ability to service debt from cash flow and collateral value is
largely determined by a property’s NOI, it is important to carefully analyze and fully
understand the income generating capacity of the real estate.

A property’s cash flow and NOI projections should be carefully reviewed to ensure they are
reasonable and supported. Any information included in the analysis that seems questionable
or is inadequately supported should be challenged. The review should consider
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e historical, current and projected rental rates, operating expenses, capital expenditures,
vacancy and absorption rates.

e |ease renewal trends and anticipated rents.

e volume and trends in past due leases.

e comparable rental rates, operating expenses, and sales prices.

e terms of current leases.

o direct capitalization rates and, if appropriate, discount rates.

Banks should consider each of the factors under normal and stressed conditions. For
example, as real estate income and prices rise in periods of economic growth, lenders should
stress test capitalization rates and DSCRs to determine whether a property will remain viable
during a period of economic stress.

Unlike cash-flow a
above or below

is, the NOI analysis may assume market rates of vacancy that are
ncy rates and expenses that may not represent an actual or
immediate cash exp as management fees for owner-occupied properties and
reserves for capital When loan documents contain debt-service coverage
covenants, the definiti i and expenses should be clearly defined.

While tax returns can be helpgul iRanalyzing property income and expenses, some outlays
for capital items may be show e on the tax return but excluded as an expense
for determining NOI. Capital items,@or pur@ses of calculating NOI, are typically reflected
y Lepresent income and expenses on a cash

basis only, showing only the income and
the year. For example, a tax return for a pro ich real estate taxes were not paid

with operating statements that are prepared on ata or this reason, it is helpful to
compare reported expenses with expenses incurrec e properties, adjusted for
supported variances and lease terms. An important obj nderwriting process is to

In addition to assessing property cash flows, the bank should al€Q e the ability and
willingness of the borrower or guarantor(s) to provide support w *feded. This is
discussed in the “Analysis of Borrower’s and Guarantor’s Financial Condition” section of
this booklet.

O

Value Analysis

The income approach to value converts expected future NOI into present value through direct
capitalization or discounted cash-flow analysis. Direct capitalization estimates the value of a
property by capitalizing the NOI using an appropriate capitalization rate (commonly referred
to as the “cap” rate). This is accomplished by dividing the NOI by the capitalization rate.
This method is appropriate when applied to stabilized NOI and the future income stream is
expected to be stable. The discounted cash-flow method discounts expected future NOI to be
received over a specified holding period and the expected net sales price at the end of that
period by an appropriate discount rate to determine the net present value of a property. This
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method is useful in estimating the as-is value of properties that have not reached stabilized
occupancy or values of properties that are expected to experience material fluctuations in
income.

The discount and cap rates used in estimating property income and values should reflect
reasonable expectations for the rate of return that investors and lenders require under normal,
orderly and sustainable market conditions.

Other factors that should be considered include age, condition, location, and how the
property compares with competitive properties, including a comparison of rental rates,
expenses, and sales prices. Collateral considerations for various property types are discussed
in the “Underwriting Considerations by Property Type” section of this booklet.

The financing of uni
difficult valuationd

underwriting ant
and more difficult toiquj
sell the property duri
and the cost to convert t
of the valuation issues pres

g or specialized types of property presents additional risk and more

N This type of lending should be specifically addressed in a bank’s

licies. These types of property are normally less marketable

ould the borrower default, particularly if a bank is forced to

s Of real estate market weakness. Marketing and holding costs

rop alternative uses with greater market demand are some
d Wy tiese properties.

Loan Structure

Banks engaged in income-producing p %
underwritten and structured loans consist&nt

appetite of the bank. Loan policies should eStabl
as tenor, amortization, guarantees, equity, and ¢
approved by the board of directors and consistent v ry guidance and regulations.

All loans have risk; prudent lending requires the bank isks, assess their nature and
magnitude, and structure the loan in a way that sufficien 4gates them.

ing are expected to extend prudently

he gisk profile of the property and the risk
{0t standards for loan structure such

gt are within the risk parameters

Tenor

Proper tenor selection can help mitigate risks that are associated with future events. While
banks may view longer terms as helping to win business and retain assets longer, they also
bring higher risks. When real estate markets deteriorate and property performance declines, a
longer term may prevent the bank from requiring the borrower to contribute additional equity
or otherwise restructuring the loan in a way that considers a property’s performance. Loan
covenants that establish standards for property performance can serve to mitigate this risk.

Amortization

The timing of repayment, as determined by the amortization period and method or principal
curtailments, is a critical consideration in prudent loan structuring. Interest-only periods
should be limited to construction or stabilization periods. Renewals, refinancing, or
extensions of loans on an interest-only basis may indicate troubled loans.
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Although longer amortization periods can decrease the likelihood of payment default by
allowing for higher debt-service coverage, they can increase the loss, given default and the
balloon risk at maturity when the loan does not fully amortize over the term. The
amortization period should consider the risks to cash flow during the term and the anticipated
collateral value at maturity.

While OCC guidance does not dictate maximum tenors, prudent lenders generally consider
30 years to be a reasonable maximum for real estate. While a property may have a longer
useful life, a matching amortization period may result in such nominal principal reduction
during the initial years that maintaining adequate collateral coverage throughout the loan
term becomes uncertain.

For income-producing properties, a range of 15 to 30 years would be appropriate in most

cases, with stabilizedggultifamily dwellings at the higher end (up to 30 years), hotels at the
lower end (general@ more than 20 years), and office, retail, and industrial properties in
the middle (gendfall yeges). This is consistent with the historical predictability of both
the cash flows and th
include the property

, or C), stability and financial strength of the tenant base,
and rent rates compare et, as well as economic and demographic trends, such
as unemployment, local markgt sSqpl¥, and population growth. The “Office” section of this
booklet includes a discussion p SS.

underlying project risk. For a single-fa tial development loan where the project is
slow but sales continue, and the guaranto ilty and willingness to supplement
payment through re-margining of the credit,’an jon period of up to 10 years may be
appropriate. Conversely, for a project that has ¢ lled and has no guarantor that
can reliably supplement principal payments, such #§ atpon schedule would not be
appropriate. The workout plan for such a loan shoulc eyment terms more similar
to those for the purchase of raw land.

The amortization for restructured C Io?uld also be reasonable and reflect the
Si

For condominium and single-family residential projects that @ pntals and tend to
depreciate at an accelerated rate relative to owned units, amortizaggug#€riods of less than 30
years generally would be reasonable. Much of the determination of what is reasonable
depends on an evaluation of the individual project. Some banks restructure these types of
loans as mortgage loans in the developer’s name. Banks making such loans should have well-
defined, board-approved policies for rental properties, and these developer loans should fit
into those underwriting parameters.

Some types of income-producing property loans have a built-in restructuring trigger; such is
the case with a five-year tenor in which payments are based on a 20-year amortization. In
these situations, the bank is able to periodically review the strength of the primary and
secondary repayment sources and re-underwrite the credit. A common question from
examiners in these situations is whether, at the end of the first five-year period (or at any
renewal date), it would be inappropriate for the bank to re-amortize the remaining balance
over 20 years. The answer depends on the specific transaction. If the sources of repayment
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and other structural components are, in combination, adequate to protect the lender over the
next 20 years, then re-amortizing the remaining balance may be supportable. Bankers and
examiners, however, should note that re-amortizing the remaining balance over the original
period reduces the payment amount, which in effect diverts cash flow from the bank to the
borrower. The rationale for accepting diversion of that cash flow should be clearly addressed
in the bank’s credit approval document.

LTV Ratio

The determination of an appropriate LTV should consider the same criteria as those for
amortization. Loans secured by properties having less volatility in cash flow and value may
merit higher LTVs while loans secured by higher-risk properties should mitigate this higher
risk with more equity. SLTVSs are important for reporting, supervisory, and risk management
purposes; however, do not establish a safe harbor. The determination of an appropriate
LTV should consi articular risks presented by each loan. The bank’s lending policy
iteria for acceptable LTVs that consider the risks posed by various

=

loan and property tyges.

Debt-Service Coverageatio

The DSCR, calculated by divitgaglgh by the annual debt service, measures the ability
of the property to service its debt. deterfnination of an appropriate DSCR should
consider the loan amortization periogand the gpected volatility of the cash flow. In some
cases, a lower DSCR may be a pruden ﬁ r a shorter amortization period or
appropriate for properties with stable and®er, lows, such as those with long-term net
leases to highly creditworthy tenants. Propefties g Volatile cash flows, such as hotels
or owner occupants with uneven earnings, may [

Debt Yield
Debt yield is the ratio of NOI to debt. It is calculated by digdi ! by the loan amount
(typically senior debt only) with the quotient expressed as a perg t yield provides a

measurement of risk that is independent of the interest rate, amoNa period, and
capitalization rate. Lower debt yields indicate higher leverage. This measure can be
especially useful during periods of low interest and capitalization rates where loan amounts
established by using the DSCR and LTV ratio may be prudent only as long as the low rate
environment is sustained. Debt yields that reflect normalized or higher-rate levels can be
used to establish stressed loan amounts that are less vulnerable to higher-rate environments.
Debt yield also permits banks or examiners to utilize a common metric to quickly size a loan
or assess its relative risk. While appropriate debt yields vary according to market conditions
and property types, 10 percent is generally considered a minimum acceptable yield with
higher yields recommended for riskier properties. Debt yield, when used, must be considered
along with other criteria and loan amounts must always be supported by prudent DSCR and
LTV ratios.
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Underwriting Considerations by Property Type

Examiners should understand the unique characteristics and risks associated with various
types of properties, and banks should establish prudent policies that consider these
characteristics and risks for each loan type they finance. General considerations for the
primary property types are discussed in this section. Underwriting metrics are provided only
for general guidance and varies by market, property type, and building characteristics.
Appraisals of similar properties and third-party surveys can provide information that is more
specific to a property’s characteristics and market.

Office

Office buildings can be classified as suburban or central business district (CBD) properties
and graded in terms uality from A to C. Class A properties are newer, recently
rehabilitated, or v, -maintained properties built of high-quality materials offering retail
and other ameni#fes. roperties are older or of average construction with few or no
amenities and average de ity, while Class C offers space that may be outdated or plain
but functional.

Important characteristics to c@nsi§er Wwhen evaluating an office property are the aesthetics of
the design and quality of mateNglspa Wity of parking, access to public transportation or
major roads, and proximity to hotelg'shopplhg, and other amenities. Also important are the

size and configurability of the floors{¢he floggPlate) to accommodate tenants requiring
various amounts of space, adequacy o W vice, and the ability to meet current and
future technology requirements.

Medical office buildings have unique requirem j '

wiring to accommodate examination room fixtures§ 0 nt. Consequently, costs for
construction and tenant improvements are higher thared 10Ngl office buildings. These

buildings are often located near other medical service progfdeng, such as hospitals, and may
feature pharmacies and lab facilities.

pg additional plumbing and

Office buildings are usually leased on a gross basis (expenses pa e landlord) with the
tenant typically responsible for expenses directly related to occupancy such as utilities and
janitorial. Because terms can vary from lease to lease, however, lease agreements should
always be reviewed to determine which expenses are the landlord’s responsibility. Lease
terms are typically for periods of three, five, or seven years.

Replacement reserves for office properties are underwritten on an annual, per-square-foot
basis and varies depending on the property’s age and condition. Management fees are
typically underwritten from 3 percent to 5 percent of effective gross income, depending on
the number of tenants.

Costs to re-lease space are important underwriting considerations. These costs include
leasing commissions and the cost of tenant improvements for new and renewing tenants.
Leasing commissions are calculated as a percentage of total lease payments with typical
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underwriting assumptions of 4 percent for new leases and 2 percent for renewals. Expenses
for tenant improvements are higher for new tenants than for renewing tenants and can vary
widely depending on the market and building class. The re-leasing costs can be projected by
an analysis of the rent roll and utilizing an assumption about the probability of renewals with
60 percent to 65 percent being typical. Re-leasing costs are not always considered as an
operating expense in calculating NOI but are an important consideration when analyzing cash
flow.

Retail

There are many types of retail properties. They may be anchored, with major tenants that
generate traffic for other tenants and provide financial stability, or unanchored. They range in
size from very small neighborhood centers serving their immediate communities to super
regional malls that have 1 million square feet or more drawing from very large trade

areas.
Demographics, incl tion concentration and income levels, along with vehicular
traffic volume, site ¢ iofY, ease of ingress and egress, parking, surrounding residential

all'i nt in determining the success of retail properties.

Appropriate site characteristi
consider include the following.

0 the success of retail properties. Some things to

e The traffic count should be suitable
be successful on tertiary or secondary¥o
centers or major malls, require location On o

e Properties and signage should be readily vis
to the primary source of traffic flow are genera
to the road, having less frontage and visibility.

e Traffic control devices and turning lanes should perm@leaNgaccegs for vehicles passing
in either direction at all times of the day.

il type; small neighborhood centers can
ileglarger properties, such as power

D primary arteries.

g traffic; sites that are parallel
egfor 4o sites that are perpendicular

Lease terms generally vary by retail type and tenant. Considerati ude the following.

e Lease terms typically range from five to 10 years with anchor tenants often signing
leases of 20 to 25 years with options to renew.

e Leases are commonly written on a net basis with tenants reimbursing the landlord for
common area maintenance (CAM), including landscaping, refuse collection, taxes,
insurance, and lighting of parking lots and walkways, with the landlord usually
responsible for the roof and outer walls. Because terms can vary from lease to lease,
however, lease agreements should always be reviewed to determine which expenses are
the landlord’s responsibility.

e Anchor tenants may pay a flat rate plus a percentage of their annual sales (percentage
rent). Percentage rents may vary considerably and are inherently less predictable. The
flat rate should be high enough to dissuade the tenant from ceasing operations while
maintaining possession in order to prevent the landlord from leasing to a competitor. It
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is desirable for an anchor tenant’s lease to require continued operations so that the
tenant may be replaced if it ceases to operate.

e Some lease clauses may call for a decrease in rents or permit termination if an anchor
tenant ceases operations (co-tenancy clauses). These clauses make the success of anchor
tenants even more critical to the viability of the property.

Tenant improvements provided for retail tenants tend to be minimal, with the landlord
usually delivering a so-called “white box” (primed drywall and a concrete floor) to the tenant
who is responsible for finishing the space.

Replacement reserves for retail properties are underwritten on an annual per-square-foot
basis and varies depending on the property’s age and condition. Management fees are
typically underwritten at 3 percent to 5 percent of effective gross income, exclusive of
reimbursements.

Re-leasing costs®on oglly of leasing commissions, which are usually underwritten at
4 percent of the totalleasgaygents for new tenants and 2 percent for renewing tenants as
determined by the undg@vrRgag assumptions with respect to tenant renewal.

Industrial

Industrial properties include manuf
facilities. While industrial propertie

e ted in older or redeveloped urban areas or in
igg”1s gAimportant factor. This is also true of
yhWaysgs of crucial importance.

Industrial buildings can vary widely in size, typ )9 from several thousand to
several hundred thousand square feet and may be ti-tenant. Office space

pL#BP8gLive tenants are
critical considerations. Industrial properties usually feature cell} @ s that range from 18
to 30 feet and require sufficient truck bays with a site large enoudiglagdfrmit the
maneuvering of large trucks. Electrical capacity and floor thickness are important

considerations. Properties that do not meet these criteria may be at a significant disadvantage
relative to competing properties.

Industrial properties having a higher percentage of office space, sometimes 50 percent or
more, are commonly referred to as flex, research and development, or high-tech. The
industrial portions of these buildings tend to have office-like ceiling heights with few or no
truck bays. These properties share many characteristics with office properties, and these
characteristics should be considered when the properties are underwritten.

Industrial properties as a group pose the highest risk of environmental contamination and
merit close review of past and intended uses and investigation of their current environmental
condition.
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Manufacturing facilities are often built to accommodate a specific user’s needs. The
adaptability of the building to meet the needs of other potential users is an important
underwriting consideration.

Leases for single-tenant industrial properties are usually written on a net basis with the
landlord responsible for maintenance of the roof and outer walls only. Because terms can
vary from lease to lease, however, lease agreements should always be reviewed to determine
which expenses are the landlord’s responsibility.

Landlords for multi-tenant properties would typically be responsible for CAM and require
reimbursement for this from the tenant. Lease terms of three to five years are common.
Replacement reserves for industrial properties are underwritten on an annual per-square-foot
basis and vary depending on the age and condition of the property. Management fees
typically range from g\percent to 4 percent, depending on the number of tenants.

Multifamily

Multifamily rental pro
affordable than owner-0

fill’an important need in many communities; they can be more
pied ing and offer relatively short-term housing solutions.

Multifamily, or apartment, pr@peRNies#have historically been one of the most stable property
types, despite typical leases o e higher rates of tenant turnover than other
property types.

Management ability is critical to the s % e properties; inept or inexperienced
management is a major cause of difficulty’fo s figancing multifamily dwellings.
tenants when possible by being attentive to thei
tenants, management must do an effective job of c¢

the rent roll might indicate a high rate of occupancy, et
determine the true economic occupancy and evaluate the

Important general considerations for multifamily properties include

e demographics: income levels, age distribution, rate of household formations, and
household sizes.

e economic factors: affordability of entry-level single-family housing versus renting,
strength of local economy, local employment conditions including current levels and
trends, trends in the value of single-family housing, current levels and trends for local
rents, and vacancy.

e location factors: local quality of life; proximity to shopping, recreation, and
employment; school system; and availability of land for future residential development.

e local and state laws: rent control and or stabilization programs, co-op/condominium
conversion rules, low income housing programs.
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Property-specific considerations include

occupancy history.

collection losses.

rents as compared with competitive properties.

management quality.

ingress and egress.

quality of construction, age, and condition of improvements.
parking availability and convenience.

amenities as compared with competitive properties.
availability of individual unit metering for utilities.

Lack of proper maintenance can pose a significant risk to the viability of multifamily

ized borrowers may neglect needed maintenance when cash flows
esult in increased turnover and vacancies. Deferred maintenance
ses and expenses in the event of foreclosure. An inspection of
w many of the vacant units are rentable in their current
condition; cash-strappefborMwegggometimes “cannibalize” vacant units of appliances,
heating units, and other {8 s,wign r@lacements are needed. It is important that banks
monitor property maintenancgandlimprgyements to ensure they are timely and appropriate.

Banks should ensure that cash @adeqWate to provide for necessary replacements and

upgrades over time.

Historical operating expenses should be c{
usually be expected to range from 35 perceng”to
those with more amenities, and properties wher

electricity as part of the rent (usually because of Tag
upper end of the range.

the property should

nalyzed. Operating expenses would
cent of revenue. Older properties,

F H: d provides heat, water, or
[

rate metering) represent the
A multifamily property is typically underwritten with maNggenent of 5 percent of
revenues. Replacement reserves for multifamily properties alg u en on an annual per-
unit basis and vary based on the age and condition of the prope

Hospitality

The hospitality industry is highly sensitive to trends in leisure and business spending.
Hospitality properties have historically experienced considerable volatility in income and
value. Hotel operations can be complex and may have a sizable non-real estate component.
Successful hotel lending requires specialized knowledge and should not be undertaken
without an adequate understanding of the hospitality business.

Hotels may be full or limited service. Full service hotels offer a number of amenities
including dining and room service, convenience retail, higher service-staff levels, banquet
and convention facilities, recreational facilities, and business support services. Consequently,
full service hotels derive a significant portion of their income from non-room-related
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activities. Non-room revenue and expense centers include banquet, food and beverage, and
others.

Limited service hotels and motels offer no or limited food service and limited meeting space.
Location in close proximity to restaurants is an important consideration for limited service
hotels.

A hotel’s franchise, or “flag,” can be an important factor in the success of a hotel. Flagged
hotels benefit from a central reservation service and guest loyalty programs. Other franchise
benefits include brand identity, operating guidance, strategic support, uniform standards,
training, and marketing and sales support.

In addition to economic conditions, the following property-specific factors should be

considered:

e Current and #st prgfitability and trends.

e Management quafity,

e Reputation of the f r.

e Franchise agreementwggludi ation and termination rights.

Property age, condition, 8gd aggerties.

Age, condition, and qualit ixtures, and equipment (FF&E) and
replacement needs.

e Revenue seasonality.

e Proximity to transportation and dema% tors such as office and recreational
facilities.

e Adequacy and convenience of parking.
Common performance metrics for hotels are occup
revenue per available room (RevPAR). The ADR is calcu

by the number of rooms occupied for a given period. Thi
complimentary rooms or other occupancy that do not gener
calculated by multiplying a hotel's ADR by its occupancy rate.

Other income and expenses, such as for food and beverage, banquet, telephone, or Internet
use, are segregated into separate departments. Expenses that are not directly attributable to a
department, such as management, franchise, sales and marketing fees, and repairs and
maintenance, are recorded as unallocated expenses. Real estate taxes and insurance are
allocated to fixed expenses.

Studies of industry performance metrics provide an important comparative reference in
underwriting hotels. These studies are commercially available and should be utilized in the
bank’s underwriting process. While an analysis of historical income and expenses should
include a comparison with industry benchmarks to test for reasonableness, the following
underwriting considerations provide guidance in analyzing a hotel’s income and expenses.
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e Franchise fees: Usually underwritten at the higher of actual or 4 to 6 percent of total
revenues.

e Management fees: Typically expected to be 4 to 5 percent of gross revenues.

e Fixed expenses: Expenses for property taxes, real and personal, should reflect the
actual property tax assessment. Insurance should reflect the actual expense and include
premiums for insuring the real and personal property.

e Replacement reserves: Reserves for FF&E typically range from 4 to 6 percent of total
revenues.

e Profit margins: Vary according to type, franchise, and location. Margins for full
service properties typically range from 20 to 30 percent while limited service properties
generally range from 30 to 40 percent. Luxury resorts typically range from 20 to 25
percent with extended-stay suites usually ranging from 35 to 42 percent.

Appraisals of hotel g#Bgerties, in addition to the market value of the real estate, may also
property, such as FF&E, and intangibles, such as goodwill. The
nes referred to as the “going-concern value.” The value,

ch as personal property and intangibles, cannot be used to
igns; value opinions, such as “going-concern value,” “value
ITg property user may not be used as market value for
federally related transactions praisal report that elicits a value of the enterprise, such as
“going-concern value,” must a lue among the components of the total value.
Traditionally, the three components@@re desdfibed as: (1) market value of the real estate,

(2) personal property value, and (3) of 4 ibles. The bank may rely only on the real
estate’s market value in these appraisals t the federally related transaction. A
separate loan may be used to finance the pe rty or intangibles. For further
information, see OCC Bulletin 2010-42, “Soun for Appraisals and Evaluations:

Interagency Appraisal and Evaluation Guidelin
V0, 28gisted living, and
< efjof care provided.

Suaad provide a continuum

Residential Health Care

Residential health care facilities typically include indepen
nursing homes. The most significant distinction among these 1
While facilities are most often dedicated to one level of care, so
of services.

Independent living, sometimes referred to as congregate care, provides the lowest level of
care. The residents do not require daily assistance with living activities and enjoy a high
degree of mobility. The facilities share many of the features and amenities of multifamily
properties with such additional features as dining rooms and communal living areas. The
facilities may offer meals, laundry, and housekeeping. No health care is provided. These
properties are not regulated and do not qualify for government reimbursement. Income is
generated mostly from unit rental.

Assisted-living facilities provide a range of services for the elderly and disabled that can
include meals, laundry, housekeeping, transportation, and assistance with daily living
activities, such as dressing and bathing. Assisted-living facilities may be subject to state
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regulation with varying levels of health care permitted. When more acute medical care is
permitted and provided, government reimbursement may be available.

Nursing homes provide 24-hour non-acute medical care and provide the highest level of
living assistance and medical care. Nursing homes are highly regulated and, like hospitals,
are subject to state certificates of need. Government reimbursement is a common source of
payment.

The demand for residential health care facilities is strongly correlated with local
demographics; residents want to live in locations convenient to their families, with older
populations generating greater demand. The bank should consider the quality, reputation, and
experience of management. Other considerations are adequacy of staffing, staff turnover, the
condition and location of the facility, and the quality of care and services.

programs; state 4 g8l policies affecting qualification criteria and reimbursement rates
are important consid
easurement in determining the sensitivity of these
properties to changes in eimbursement policies.

Religious Organization Facige

membership or by part of a denomina hy. Loans to religious organizations are
generally for the acquisition, constructiorf?or, of facilities used in worship,
community programs, schools, or other related g

Religious organizations are nonpro corrpyentities that are either owned by the
algfer

nsi

Unlike many other real estate loans, reliance on co
of repayment for these properties can be complicate
collateral and the reputation risk presented by foreclosur

Primary income generally consists of tithes, offerings, other ongoing contributions or giving,
and other sources of revenue, such as school or day-care income. Nonrecurring income, such
as special one-time gifts and income from fund drives or capital campaigns, are regarded as
secondary sources of income. The bank should assess a religious organization’s primary
income over at least a three-year period and closely examine any significant variances. Fixed
expenses include general and administrative expenses, debt expenses and clergy and staff
expenses.

Discretionary expenses can include ministry, outreach, and mission program-related
expenses. A comprehensive financial analysis should consider the ratio of the loan amount to
the gross annual receipts and the ratio of proposed annual debt service to gross annual
receipts. Because facilities used for worship are not income-producing properties per se,
valuation of these facilities relies heavily on the market and cost approaches.
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In conducting its due diligence, the bank should consider the

history of the organization and membership trends.

history or prior experience with building programs.

stability and experience of clergy, staff, and lay member leaders.

hierarchical structure and governance in order to assess other obligors and assets
available to support the loan.

e level of commitment from the members.

The collateral, loan terms, and interest rates on the loans necessarily vary depending on the
nature of the religious organization and its activities. Banks should conduct ongoing
monitoring of trends in revenues, expenses, and membership.

Monitoring Inc -Producing Property

Loan covenants Sho the submission of periodic financial information pertaining to
the project, borrowi d guarantors, if any. The frequency of the required property
information should cof§gde ility of the property. For a property with few tenants and
e loan term or stabilized multifamily properties,

IIs may be adequate. Properties that are in lease-up or

annual operating statements
nonresidential properties that
could require the collection of montlly, qualkerly, or semiannual information. The
information that is collected should ig a timely manner to assess financial
performance covenants.

Banks should carefully manage the process for
Receipt and analysis should be tracked so that

%N and analysis of the information.
an evaluate the effectiveness of
rs submit the information in

a timely manner can be challenging and full compliancCt ly achieved.
Nevertheless, the bank should be able to demonstrate thafgvheNborgawers or guarantors are
unresponsive to information requests, its efforts to collect tig infg N remain continuous

and diligent.

Banks should monitor the timely payment of real estate taxes. Delinquent real estate taxes
threaten the bank’s interest in the collateral and are nearly always an indicator of a distressed
property, borrower, or guarantor. There are many vendors that monitor the payment of real
estate taxes. Most governmental units now make this information available online and this
may enable a bank’s own staff to monitor tax delinquencies directly.

Periodic property inspections should be performed to verify that the property is being
adequately maintained and that tenants and vacancies have been accurately reported in the
rent roll. Particular attention should be given to troubled properties and properties with
troubled borrowers or guarantors.
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Other Types of Income-Producing Real Estate Lending
Investor-Owned Residential Real Estate

Investor-owned residential real estate (IORR) is one- to four-family residential real estate
where the primary repayment source is rental income and may be supported by the
borrower’s personal income.

Typically, IORR repayment sources have risk characteristics that are more similar to CRE
than those of owner-occupied one- to four-family residential loans. Repayment sources for
IORR loans may be volatile and highly leveraged in cases where the borrowers have multiple
financed properties. Therefore, banks should have credit risk management policies and
processes suitable for the risks specific to IORR lending. These policies and processes should
cover loan underwritig standards, loan identification and portfolio monitoring expectations,
allowance for loag 1@= losses (ALLL) methodologies, and internal risk assessment and
rating systems.

IORR lending should he'standards for real estate lending as discussed in this booklet.
It is important that the pB§cy ad n appropriate amortization period for IORR loans that
considers both the property”s@useNl 1&e and the predictability of its future value. The policy
should also consider the need monitor and mitigate risk. These could include
the use of loan covenants, requirem riodic financial analysis, and the need for a

r, IORR loan policies should establish
underwriting standards pertaining to approgffat ner equity (LTV), acceptable appraisal or
goig collateral monitoring.

Borrowers may finance multiple properties thro
standards and the complexity of risk analysis shouf§
financed for a borrower and related parties increases. ¥
IORR properties, a comprehensive global cash-flow analy@1s 8§the bgrrower is generally

nore banks. Underwriting
aa the number of properties

Identification of IORR properties is an important first step in measuring potential risk. Once
identified, IORR properties should be segregated from other residential loans so that the bank
can effectively manage the risk. The OCC recognizes that borrowers can convert homes into
rentals without notifying their bank, and that banks may not have historically identified or
structured loans to allow for the heightened monitoring that is generally required for IORR
loans. Banks should make every effort to properly identify, monitor, and structure IORR loan
relationships. Such efforts would include banks taking steps to strengthen their ability to
monitor and control the credit relationship, where possible, on known IORR loans. Banks
that have not previously distinguished between IORR loans and owner-occupied one- to four-
family residential loans should implement methods to draw clear distinctions.

Banks should ensure that ALLL methodologies appropriately consider factors to reflect the
risk of loss inherent in the IORR portfolio. Individually impaired IORR loans should be
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evaluated in accordance with ASC Subtopic 310-10 (formerly Financial Accounting
Standards or FAS 114). Loans that are not individually impaired may be evaluated as an ASC
Subtopic 450-20 (formerly FAS 5) pool. Until management information systems (MIS) are
capable of IORR identification and segmentation, management should consider this
unquantified risk when making qualitative adjustments to the ALLL analysis. Amounts
incorporated into the ALLL methodology for IORR loans may be reflected within an ASC
Subtopic 450-20 pool that is separate from owner-occupied one- to four-family residential
loans.

The OCC expects banks to have credit risk management systems that produce accurate and
timely risk ratings. Applying a rating system similar to that used for CRE lending is generally
appropriate for an IORR portfolio. In some cases, however, the bank may have a separate
rating system designed specifically for this type of lending. The risk assessment and rating
process should not rejg solely on delinquency status. The complexity of the ongoing analysis
and risk rating shofd b&commensurate with the number of properties financed globally by
the borrower.

IORR loans are not sp ly dddressed within the scope of the interagency Uniform Retail
Credit Classification anONQccou nagement Policy (Retail Policy Statement). Banks have
sometimes applied the clasSifgcat e frames and the 180-day delinquency charge-off
requirement for real estate loag f olicy to IORR loans. Using the classification time
frames and the 180-day delinquency@i€harge®pff requirements is acceptable as an outer limit
for IORR. Banks should, however, 8gssify log#s and recognize losses sooner if the
circumstances on these loans meet the K classification definitions, which are
consistent for both retail and commercial . ion from the minimum classification
guidelines outlined in the interagency Retail*Pol gent is warranted if underwriting
standards, risk management, or account manag ds are weak and present
unreasonable credit risk. For further guidance and €R mgnagement expectations and
classification, refer to OCC Bulletin 2009-32, “ComiTeséfa state (CRE) Loans:
Guidance on Prudent CRE Loan Workouts,” which convgS INgradepcy guidance on the

topic. a

Banks should continue to report IORR loans that meet the call reng finition of one- to
four-family residential lending in that category. IORR loans continue to qualify as residential
real property loans under HOLA. IORR loans qualify for the 50 percent risk-based capital
category if certain regulatory requirements are met. IORR loans that do not meet the criteria
fall into a higher risk-based capital category. Refer to the call report instructions and the
OCC’s capital regulations for further detail on these topics.

Ground Leases

Banks may finance land that is to be leased to a tenant that constructs its own improvements
or finance the tenant’s improvements on ground that is leased from the ground owner.

8 Consolidated Reports of Condition and Income, Federal Financial Institutions Examination Council (FFIEC)
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Ground lease transactions involve various property interests and values: fee-simple, leased-
fee, and leasehold interests. Fee-simple interest is the ownership as unencumbered by any
other interest; leased-fee interest is an ownership interest held as a landlord (the lessor) with
the rights of use and occupancy conveyed by a lease to a tenant; and the leasehold interest is
the right held by a tenant (the lessee) for use and occupancy as conveyed by the landlord.
Care should be taken in commissioning and reviewing the appraisal to ensure that the market
value of the appropriate interest is obtained and used to support the loan.

At the end of the ground-lease term, the leasehold improvements revert to the lessor. For this
reason, the value of a collateral leasehold interest diminishes over time and has no value
upon maturity of the lease. In recognition of this, when the loan does not fully amortize
before loan maturity, the expiration of the ground lease should extend sufficiently beyond the
amortization period, customarily 20 years, to support refinancing and to ensure that adequate
borrower equity in thgyproject is retained. If the loan does fully amortize during the loan
term, a lease term g&ten®ing 10 years beyond the loan maturity is usually considered
sufficient. In ca -service coverage, the ground rent should be deducted as an
expense.

ure position when the land-owner subordinates his or
her interest by granting the ir&t lien on the land to secure the bank’s note financing

pimlg, the bank should ensure that provisions of the
lease agreement include a notice 1o iife banKof tenant default under the ground lease and

gives the lender the right, but not th bli? to cure any defaults.

lesser of 65 percent of market value or cost Of t
the appropriate SLTV of the market value of th leased-fee interest upon the

cage of a commercial property,

for example, the SLTV limit would be 85 percent of
completion of all construction.

leasehold interest for construction (e.g., 80 percent of the value of the leasehold interest for a
commercial property), and once construction is complete, the appropriate SLTV for the type
of completed property. In the case of a commercial property, this would be 85 percent of the
leasehold interest market value.

When the bank holds a junior lien, the sum of the debt and all senior liens should not exceed
the relevant SLTV utilizing the fee-simple market value.

The SLTV limits represent the maximum permissible LTV that meets the supervisory
guidelines. The LTV ratio is only one of several important credit factors to be considered
when underwriting a real estate loan. Because of these other factors, the establishment of
these supervisory limits should not be interpreted to mean that loans underwritten to these
limits are automatically considered sound.
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During construction, disbursements should not exceed actual development or construction
outlays and the borrower should maintain appropriate levels of hard equity throughout the
term of the loan.

Ground lease arrangements can be quite complex. Banks should engage appropriate legal
counsel for the review of the lease documents before commitment (or condition commitment
on their review) and the drafting of loan documentation.

Affordable Housing Loans
The OCC encourages banks to extend prudent credit to promote community development. By

taking the initiative in their communities, banks may establish new markets, reinforce their
identity as community institutions, and enhance their performance.

w-income renters, the Tax Reform Act of 1986 created incentives
PR@SinNg by offering tax credits to developers. Proceeds from the sale of
opment costs, thereby permitting the units to be rented at
percent of affordable housing is developed with the support of
e proj Iso benefit from grants and low-interest loans from
SpnsY ed¥agencies. The bank should consider this assistance in

To address the neg
to develop afford@b
these credits subsidige
below-market rates.
this program. Many of t
local and state governmen
its underwriting.

housing projects in estimating market the benefits of such financial assistance
are not appropriately reflected in a projec®s he projected NOI of the project may
be negatively affected, resulting in a lower mar g\When this occurs, a proposed
affordable housing loan may not have an LTV r
agencies’ real estate lending guidelines or to receiv§
risk-based capital rules.

Appraisers should consider the varidys tywmancial assistance provided to affordable

market value estimate any significant financial assistance that would survive sale or
foreclosure, such as the value of low-income housing tax credits (LIHTC), subsidies, and
grants.

The bank should ensure that an appraiser engaged to appraise an affordable housing project is
competent to perform such an appraisal, is knowledgeable about the various types of
financial assistance and programs associated with affordable housing projects, and identifies
and considers the effect on value of any significant amount of the financial assistance. The
appraisal should contain a discussion of the value of the financial assistance that would
survive sale or foreclosure and how the assistance affects the market value estimate of the
project. While certain types of financial assistance, such as tenant-based rent subsidies, do
not necessarily transfer to new ownership upon sale or foreclosure, the bank should ensure
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that the appraiser appropriately considers the effect of these items in the cash-flow analysis,
when applicable.

When extending credit for an affordable housing project or purchasing the tax credits, banks
should have a solid understanding of these programs and the requirements and restrictions
that accompany them.®

Real Estate Investment Trusts

A real estate investment trust (REIT) is a tax designation for corporations that buy, develop,
manage, and sell real estate assets. REITs qualify as pass-through entities that reduce or
eliminate corporate income taxes so long as they conform to certain Internal Revenue Service
provisions. For example, REITs are required to distribute at least 90 percent of their income
to investors and musjgilerive at least 75 percent of gross income from rents or mortgage
interest. Because 0 not pay income taxes, REIT dividends are fully taxable and as
such do not qua cgpital gains tax rate. Because REITs pay out the majority of their
taxable income to ingest are reliant on borrowing or the issuance of shares to fund
expansion.

T

There are three major type

e Equity REITs own real estate
shopping malls or industrial profgrties. Alg#rnatively, the assets may be diversified, in
which case the REIT owns a mix 0 M of various types. Revenues from equity
REITs principally come from rental iffCo as capital gains from the sale of the
properties.

e Mortgage REITs lend mortgage money, in
purchased though mortgage originators, or pur8
Revenue from mortgage REITs is generated primd
mortgage loans.

e Hybrid REITs combine the investment strategies of eqWy
by investing in both properties and mortgages. Revenue frog
combination of rental and interest income.

state-backed mortgages often
grtgage-backed securities.
eNgterest they earn on the

)
REIT performance can be affected by economic conditions that affect each category of

specialization. For example, office REITs may be affected more by employment trends than
retail REITs, although performance of each property type or geographic concentration tends

to follow the general conditions of the real estate market. Thus, employment trends, interest
rates, and supply and demand affect certain REITs to varying degrees.

d mortgage REITs
REITs is a

Credit considerations in lending to REITs are similar to other types of commercial lending
transactions. Before lending to a REIT, the bank should ensure that it is familiar with the

® The OCC Community Affairs Department’s Community Development Insights “Low-Income Housing Tax
Credits: Affordable Housing Investment Opportunities for Banks,” February 2008, provides an overview of
LIHTCs and discusses key risks and regulatory issues that should be considered for banks providing project
financing as lenders or equity through the purchase of tax credits.
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REIT’s structure, its management, the parties to its loan agreement, any collateral, if
applicable, and the quality of assets held in the REIT. REIT credits should be analyzed to
determine strength of repayment sources (both cash flow and collateral adequacy), and stress
testing should analyze sensitivity to changing economic conditions or under a variety of
scenarios. Banks should consider borrower or tenant concentrations that may exist in the
REIT’s loan or equity investment portfolios.

In analyzing a loan to a REIT, operating cash flow can be measured according to a
measurement known as “funds from operations” (FFO), a measure adopted to promote
uniform measurement of REIT operating performance by the National Association of Real
Estate Investment Trusts. FFO is sometimes used as a supplemental measure of earnings
performance to net income because generally accepted accounting principles (GAAP) require
that commercial property owners depreciate the cost of their properties to zero over a
prescribed period of jggae (such as 20 years) even though the properties retain value for years
in excess of that dg@fection period. As such, a traditional GAAP-based measure of net
income tends to®ve expenses and understate earnings.

FFO is derived by addj
income and excludes ga
operating cash flow before

k depreciation and real estate amortization charges to net
orlo om sale of properties. While FFO measures a REIT’s
ouRting for administrative and financing expense, there may

be variation in the way this m computed and reported in company disclosures.
For example, maintenance and repaifexpen®es and other recurring capital expenditures may

%Therefore, banks should review a company’s
IS

not be uniformly reflected in the FFgme
quarterly or annual report and supple

ures.

Analysis of Borrower’s and Guarantor’ lal Condition

A bank should establish and maintain prudent cred
consideration, before credit commitment, of the borroWwe
resources, the financial responsibility of any guarantor, t
underlying collateral, and the borrower’s character and wil

practices that provide for
financial condition and
angl value of any

' pay as agreed.

The bank should obtain appropriate financial information on the B fer(s) and
guarantor(s), if applicable, including income, liquidity, cash flow, contingent liabilities, and
other relevant factors. A borrower should demonstrate the capacity to meet a realistic
repayment plan from available liquidity and cash flow. Cash flow from the underlying
property or other indicators of borrower capacity should be evaluated to determine whether,
and to what extent, the borrower can adequately service interest and principal on a
prospective loan.

Cash flows should be assessed on a global basis. Global cash-flow analyses can be complex
and may require integrating cash flows from business financial statements, tax returns and
Schedule K-1 forms for multiple partnerships, limited liability companies (LLCs) and
corporations. The analysis should consider required and discretionary cash flows from all
activities and banks should understand any actual or contingent liabilities and their potential
effect on repayment capacity. The analysis should focus on recurring cash flows and
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anticipated capital gains when income has been shown to be historically capital-gain
dependent. Realistic projections of such expenses as personal debt payments, property and
income taxes, and living expenses should be considered. Bank management should ensure
comprehensive global cash-flow analyses are performed despite the presence of significant
liquid assets, as those assets may be needed to fund other actual or contingent liabilities and
other cash flow shortfalls.

When evaluating guarantor support, examiners should consider whether the guarantor has
both the willingness and capacity to provide support for the credit, and whether the guarantee
is legally enforceable. A presumption of willingness to provide borrower (project) support,
where the guarantor has an economic incentive, is usually appropriate unless there is
evidence to the contrary. Examiners should consider whether a guarantor has demonstrated
his or her willingness to fulfill previous obligations, has sufficient economic incentive, and
has a significant invegiment in the project. The bank should consider the liquidity of any
assets that collate guarantee. A guarantor’s unpledged assets should not be
considered a sulstit pkoject equity.

Some guarantees may in nature, such as interest only, construction completion
only, partial principal, 0 n in amount or released during the loan term as certain
conditions are met. The baffkgho®ld @osely monitor and assess the achievement of these

conditions before releasing a Nargit IS or her obligation.

information that allows the bank to a itor the borrower’s and guarantor’s
overall financial soundness and capacity ¥'s

Loan documents should include co an?ring the periodic submission of financial

For owner-occupied properties, the primary source 0

usually the cash flow
generated by the occupying business. Banks should const Jr

of the occupying

. ss, collateral-focused
guidance such as SLTV and appraisals or evaluations remains ® the financing of
these properties. Proceeds from these loans may finance the acqu or construction of
business premises or may be used for other business purposes such as working capital.

Properties such as hospitals, golf courses, recreational facilities, and car washes are
considered owner-occupied unless leased to an unaffiliated party. Hotels, motels,
dormitories, nursing homes, assisted-living facilities, mini-storage warehouse facilities, and
similar properties are considered non-owner-occupied.

When a property is partially leased to an unaffiliated tenant, the property’s classification is
determined by the primary source of repayment. If 50 percent or more of the primary source
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of repayment is derived from third-party, unaffiliated income, the property should be
considered non-owner-occupied.*°

At times, the development of owner-occupied properties may not appear to be economically
feasible. Highly specialized improvements required to meet the needs of an owner-occupant
can result in a cost greater than the value that can be supported by income generated by
leasing to another user. These improvements might include such features as thicker floors
and higher ceilings to accommodate specialized machinery and processes. As an owner-
occupied loan, the underwriting analysis should emphasize the repayment ability of the
occupying business. The bank should also consider the economic value of the collateral to
another user in its underwriting analysis.

In many cases, the owner of the occupying business owns the building in a separate entity
and leases it to the bysgness. Care should be taken to ensure that rents used for valuation
puUrposes are consj jth the market to avoid relying on rental rates that have not been
established in a gtR transaction and may be inflated.

Although owner-occupyg ercial properties are not included for purposes of measuring
CRE concentrations as 0&fined ervisory guidance, a troubled credit that develops an
increased reliance on collatergl fOgreayment can contribute to a bank’s CRE concentration
risk.

File Documentation

12 CFR 30 (national banks) and 12 CFR 16
“Interagency Guidelines for Establishing Stand
to establish and maintain loan documentation p

dN0'Q
the borrower(s) and any guarantor(s) to repay the loan in a &
e ensure that the claims against the borrower, guarantor, security™w®ers, and any
collateral are legally enforceable.
e demonstrate appropriate administration and monitoring of the bank’s loans.
e take into account the size and complexity of the bank’s loans.

Documents that the bank should maintain in its files include

e an approval memorandum that documents the loan approval and provides sufficient
information to approvers to permit a fully informed credit decision. The terms of the

10 For more information on defining owner-occupied and non-owner-occupied properties, refer to the call report
instructions, Schedule RC-C — Loans and Leases, 1.e.(1): Loans secured by owner-occupied nonfarm
nonresidential properties.
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loan documents must be consistent with the approval document and any subsequent
amendments.

¢ signed financial statements for borrowers and guarantors and operating statements and
rent rolls for the property, where applicable.

e atitle insurance policy.

e arecorded mortgage or deed of trust securing the collateral, promissory note, lease
assignments, and security agreement. The property descriptions on the mortgage or
deed of trust, security agreement and assignments, title insurance policy, survey, and
property tax statement must describe the same parcel.

e copies of all leases and executed tenant estoppels, insurance policies and proof of
premium payment that show the bank’s interest is adequately protected against hazard,
liability, and, where appropriate, loss of rents and flood.

e an approprlate appraisal or evaluation and its reV|ew The engagement letter and

to sell the property, presenting a
e any environmental reports deemed ne
historical use.

SSIb|y fatal lmpedlment to liquidation.

iven the location, type of project and

principal curtailments and release prices, where appropr
agreement should include a detailed budget and should iderTs
construction loan.

¢ information on the borrower or contractor that substantiates the expertise necessary to
complete the project.

e atitle insurance policy updated with each advance of funds, if such additional
protection is available.

e appraisals estimating the market value of the property on an as-is and as-completed or
as-stabilized basis, and stating when stabilized occupancy is expected to be achieved or
sales projections for for-sale projects.

e project plans, feasibility study, and construction budget showing the development plans,
project costs, marketing plans, and borrower’s equity contributions. The documentation
should include a detailed cost analysis for the land and hard construction costs, as well
as the indirect or soft costs for the project, such as administrative costs, and
architectural, engineering, and legal fees. If necessary internal expertise is not available,
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a review of the construction plans and budget should be performed by an independent
professional and documented in the file.

e executed construction contracts.

e soil reports.

e a foundation survey conducted after the foundation has been constructed and before
further work is done to ensure that the placement of the improvements are consistent
with the site plan, that the proper setback requirements are met, and that construction
does not encroach on easements or adjoining property.

e acompletion and payment bond.

e Duilder’s risk insurance.

Documentation files for tract development loans frequently contain a master note for the
gross amount of the loan for the entire project and a master mortgage or deed of trust

as an individual model appraisal for each type of house to be built.
inglude a market analysis for the entire development that provides
he appraisal should indicate that the homes to be

constructed are in suffien , given the project’s location, unit styles, and unit sales

price.

om the U.S. Department of Housing and Urban
Development’s Federal Housing Adihinistraion (FHA) and the U.S. Department of Veterans
Affairs (VA) that the tract developm eefghe, FHA and VA building standards. This
allows the developer to market the homes j#”ing#@lduals who wish to obtain mortgages
through the FHA or VA mortgage insurancegffogfa

A developer also might seek ¢

Appraisals and Evaluations

12 CFR 34, subpart C—Appraisals (national banks) and 12
associations) specify which transactions require the servi
appraiser must be state-certified or state-licensed. These reg
appraisal standards, requirements for appraiser independence, d8g getency. OCC Bulletin
2010-42, “Sound Practices for Appraisals and Evaluations: Interag® Appraisal and
Evaluation Guidelines,” describes supervisory expectations for real estate appraisals and
evaluations and provides clarification on the OCC’s expectations for prudent appraisal and
evaluation policies, procedures, and practices. The OCC may require an appraisal or
evaluation whenever the agency believes it is necessary to address safety and soundness
concerns.

(federal savings
ggaiser and whether the
Q prescribe minimum

While valuations are generally required for almost all real-estate related transactions secured
by real estate,!! the appraisal regulations permit the use of evaluations in lieu of appraisals
for transactions

1112 CFR 34, subpart C-Appraisals (national banks) and 12 CFR 164 (federal savings associations) exempts
certain other transactions from the requirements for an appraisal or evaluation such as where a loan is
guaranteed by the federal government or a federal agency. See the regulations and OCC Bulletin 2010-42,
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e where the loan amount is $250,000 or less,

e where the transaction is a business loan of $1 million or less and income from the sale
or rental of real estate!? is not the primary source of repayment,

e for loans representing an existing extension of credit where there is no new money
advanced other than to cover reasonable closing costs, or

e for loans representing an existing extension of credit where new money is advanced,
provided there has been no obvious and material change in market conditions or the
physical aspects of the property that would threaten the adequacy of the collateral.

The services of a state-certified appraiser are required for

e all loans or other transactions of $1 million or more,

e nonresidential loans or other transactions of $250,000 or more, other than those
involving one- tg#Mayr-family properties, or

e complex resig @; pns or other transactions of $250,000 or more.

For all other real-est@te ed¥gans or transactions, appraisals may be performed by either

state-certified or state-Mgens8¢l a isers.

For transactions requiring an isal or evaluation, if a bank has a valid and compliant
appraisal or evaluation that wa sly\gbtained in connection with the real estate loan,
the bank does not need to obtain a n@w appréisgl or evaluation to comply with these
regulations. OCC Bulletin 2010-42, nd @Pactices for Appraisals and Evaluations:
Interagency Appraisal and Evaluation Guj (see section X1V, “Validity of Appraisals
and Evaluations”), states that banks should iteria for assessing whether an existing
appraisal or evaluation remains valid and discus that should be considered, such as

passage of time.

volatility of the local market.

changes in terms and availability of financing.

natural disasters.

limited or over supply of competing properties.

improvements to the subject property or competing properties.
lack of maintenance of the subject or competing properties.
changes in underlying economic and market assumptions, such as capitalization rates and
lease terms.

changes in zoning, building materials, or technology.

e environmental contamination.

“Sound Practices for Appraisals and Evaluations: Interagency Appraisal and Evaluation Guidelines,” for a full
description of exempted transactions.

12 The term “real estate” as used here includes any real estate and is not limited to the property that
collateralizes the loan.
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The application of an arbitrary period of time, such as 12 months, should not be used as
stand-alone criteria for determining the validity of an appraisal or an evaluation. The passage
of time is just one component of that assessment and other factors that affect value must be
considered in making such a determination. The bank should maintain documentation that
provides the facts and analysis used to support the institution’s conclusion that an existing
appraisal or evaluation remains valid and may continue to be used in support of the
property’s market value.

A bank may take a lien on real estate without obtaining an appraisal or evaluation if the lien
is taken in an abundance of caution. To qualify for this exemption, the extension of credit
must be well supported by the borrower’s cash flow or other collateral. The bank should
verify and document the adequacy and reliability of these repayment sources and conclude
that knowing the market value of the real estate is unnecessary to support the credit decision.
This exemption d ot apply if the transaction would not be adequately secured by sources

Appraisal and Evaluatign ram

OCC Bulletin 2010-42, “Sound Pragiices fo§ Appraisals and Evaluations: Interagency
Appraisal and Evaluation Guideline3 states j#at the bank’s real estate appraisal and
evaluation policies and procedures sho re ed as part of the examination of the
bank’s overall real estate-related activitie§’

Independence of the appraisal function is critic ive valuation program. The
appraisal function must be isolated from influence groduction and collection staff
and have independent reporting lines. Small banks @ ndgpendence is not achievable
should clearly demonstrate that they have prudent safegugls Wyplacg that isolate their

Communication between the bank’s valuation staff and the appr person performing
the evaluation is essential for conveying information about the bank’s policies and
procedures. The bank may ask the appraiser to consider additional information about the
subject property or about comparable properties, provide additional supporting information
about the basis for a valuation, or correct factual errors in an appraisal. The bank must not
directly or indirectly coerce, influence, or otherwise encourage an appraiser or a person who
performs an evaluation to misstate or misrepresent the property’s value. Inappropriate
communication includes

e communicating a predetermined, expected, or qualifying estimate of value or a loan
amount or target LTV ratio to an appraiser or person performing an evaluation.

e specifying a minimum value requirement for the property that is needed to approve the
loan or as a condition of ordering the valuation.

e conditioning a person’s compensation on loan consummation.
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o failing to compensate a person because a property is not valued at a certain amount.

e implying that current or future retention of a person’s services depends on the amount at
which the appraiser or person performing an evaluation values a property.

e excluding a person from consideration for future engagement because a property’s
reported market value does not meet a specified threshold.

The bank’s policies and procedures should specify methods for communication that ensure
independence in the collateral valuation function.

The selection and engagement of a competent, qualified and independent appraiser for each
assignment is a regulatory requirement and a prudent business practice. The bank should
establish standards for the independent selection, evaluation, and monitoring of appraisers or
persons performing evaluations.

ermitted to rely on an appraisal performed for another

, profid®y (1) the appraiser was selected and engaged by the
institution transferring the ap@raifl, ) the appraiser had no direct or indirect, financial or
otherwise, interest in the prop to the transaction, (3) the bank determines that

the appraisal remains valid, (4) the l#nk det§rmines that the appraisal conforms to OCC
appraisal requirements and guidelind§,and (S@he appraisal is otherwise appropriate for the
transaction. A bank should perform a morggfio h review of the appraisal when accepting
an appraisal from another financial services j tiggrto confirm that the appraisal complies
with the regulation and has sufficient informati ‘
the regulated institution accepting the appraisal
documentation is available to confirm that the finalgial segficgg institution (not the borrower)
ordered the appraisal.

Banks should establish procedures for selecting and appro ap
monitoring appraiser performance. If the bank uses an approved®
should include a process for qualifying an appraiser for initial pla¥
periodic monitoring of the appraiser’s performance and credentials to assess whether to retain
the appraiser on the list. The bank should establish procedures governing the removal of an
appraiser from the list and should ensure that appraisers are not removed for reasons that
serve to diminish appraiser independence. The list’s use should be reviewed periodically to
confirm that effective procedures and controls are in place to ensure independence in the
list’s development, administration, and maintenance.

The bank should use written engagement letters when ordering appraisals. The letters should
identify the client and intended use and user(s), as defined in the Uniform Standards of
Professional Appraisal Practice (USPAP) and also may specify whether there are any legal or
contractual restrictions on the sharing of the appraisal with other parties. The bank should
include engagement letters in its credit file. To avoid the appearance of conflict of interest,
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the appraiser or person performing the evaluation should not begin work on the assignment
until he or she has been engaged.

Appraisal and Evaluation Reviews

Reviews of appraisals and evaluations should determine whether the methods, assumptions,
and value conclusions are reasonable. The review should determine whether the appraisal or
evaluation complies with the appraisal regulations and supervisory guidelines, as well as the
bank’s policies, and address whether the appraisal contains sufficient information and
analysis on which to base a sound credit decision.
Banks should establish qualification criteria for persons who are eligible to review appraisals
and evaluations. Persons who review appraisals and evaluations should be independent of the
transaction and have no direct or indirect interest, financial or otherwise, in the property or
ogependent of and insulated from any influence by loan production staff.
@ or branches with limited staff should implement prudent
safeguards for ré7ievidagPap@raisals and evaluations when absolute lines of independence
cannot be achieved. i
competence to perfor

effghould possess the requisite education, expertise, and
e \gvieWw commensurate with the complexity of the transaction, type

of real property, and ma
Banks should implement a ris S oach for determining the depth of the review
needed to ensure that appraisals andfévaluatpns contain sufficient information and analysis
to support the institution’s decision 8engageg

/the transaction.

Section XV, “Reviewing Appraisals and tipns’gof OCC Bulletin 2010-42, “Sound
Practices for Appraisals and Evaluations: Intera raisal and Evaluation Guidelines”
provides additional guidance.

CRE Concentrations of Credit

Several key pieces of supervisory guidance provide bankers€pd rs a framework for
the management of CRE credit concentrations.

The Comptroller’s Handbook booklet “Concentrations of Credit” renews emphasis on stress
testing as a tool to identify and quantify concentration risks and enhances the definition of a
credit concentration to encourage qualitative considerations in addition to absolute dollar
amounts. The booklet addresses risk management, stress testing, and capital planning aspects
of concentration management.

OCC Bulletin 2006-46, “Concentrations in Commercial Real Estate Lending, Sound Risk
Management Practices: Interagency Guidance on CRE Concentration Risk Management,”
reminds banks that strong risk-management practices and appropriate levels of capital are
important elements of a sound CRE lending program, particularly when the bank has a
concentration in CRE loans. The guidance reinforces and enhances the agencies’ existing
regulations and guidelines for real estate lending and loan portfolio management.
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OCC Bulletin 2012-16, “Capital Planning: Guidance for Evaluating Capital Planning and
Adequacy,” explains supervisory expectations regarding capital adequacy and, in addition to
providing guidance on capital planning, addresses risk management and stress testing. It
emphasizes the importance of a forward-looking strategic focus to identify vulnerabilities
that could be posed by current or planned concentrations and to assess their effect on capital.

The primary source of revenue for most banks is the extension of credit. The bank’s credit
activities, when prudently measured, monitored, and controlled, benefit shareholders,
customers, and the communities served. Flawed or shortsighted credit risk management
practices, including excessive and unmanaged CRE concentrations, have been key factors in
banking crises and failures. Effective portfolio risk management must encompass the
management of loan concentrations whose collective performance has the potential to
negatively affect the bank even though each individual transaction within a concentration
may be soundly undeggritten.

ig sensitive to the same economic, financial, or business

jvity, if triggered, may cause the sum of the transactions to
perform as if it were a large exposure. History shows that concentrations in CRE
lending coupled with defggssed arkets contribute to significant credit losses, even
where underwriting practicesgre §rofg. It is important that the bank’s risk-management
practices are commensurate i ofile of the bank and continue to evolve with
increasing CRE concentrations.

When a pool of
development factorsgtha

Banks are encouraged to stratify their % 0s into segments that reflect common
sensitivities for purposes of identifying cOhcggftraiong, For example, the bank may segment

related real estate
jts that control the

gfhaging CRE
concentration levels, including a contingency plan to reduce or mitigate concentrations in the
event of adverse CRE market conditions, should be developed.

The sophistication of a bank’s CRE risk management processes should be appropriate for the

size of the portfolio, as well as the level and nature of concentrations and the associated risk
to the bank.

Key Elements for Risk Management of CRE Loan Concentrations

OCC Bulletin 2006-46, “Concentrations in Commercial Real Estate Lending, Sound Risk
Management Practices: Interagency Guidance on CRE Concentration Risk Management,”
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states that banks should address the following key elements in establishing a risk-
management framework for CRE concentration of credit risk.

Board and Management Oversight

The board is responsible for establishing effective policy guidelines and approving the
overall CRE lending strategy. The board must remain informed of the level of risk posed by
CRE concentrations and ensure management implements appropriate procedures and controls
to operate within board approved policies, concentration limits, and lending strategies.
Portfolio Management

As previously noted, management’s ability to understand and evaluate CRE exposures at the
portfolio level is critjggl to effective portfolio management and contingency planning.

Management | stems

The sophistication o essarily varies with the complexity of the CRE portfolio and
the level and nature of clgcentr isk. Regardless of sophistication, MIS should provide
management with timely affd gufNgieft information to identify, measure, monitor, and
control CRE concentration ri

both on- and off-balance-sheet credit € segment a portfolio and facilitate risk
ent, credit administration, senior

management, etc.) require different types of"por
Systems’ architecture should provide both loan

It is the board’s responsibility to establish prudent concent
segment credit exposures into sufficiently granular portions;

Concentration reports should contain sufficient detail to adequately segment the portfolio by
product type, geography (for banks that make loans in multiple geographies), etc. Meaningful
concentration analysis requires accurate and consistent loan and collateral coding.

Market Analysis

Management should perform periodic market analyses for the various property types and
geographic markets represented in the CRE portfolio. The sophistication of the analysis
varies depending on the bank’s relative exposure, market share, and the availability of market
data. Although less data may be available in smaller markets management should be able to
demonstrate an understanding of the economic and business factors influencing the bank’s
lending area.
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Credit Underwriting Standards

Underwriting standards should be clear, measurable, and reflect the level of risk acceptable
to the board of directors. CRE lending policies should address the underwriting standards
outlined in the “Underwriting Standards” section of this booklet. Credit analysis should focus
on the borrower’s creditworthiness and project-specific considerations, as appropriate.

Portfolio Stress Testing and Sensitivity Analysis

Banks with CRE concentrations should perform portfolio level stress tests or sensitivity
analysis on a regular basis. The following issuances provide guidance related to stress
testing.

The OCC issued bul
banking organizatj
outlines general
stress testing approaghes
organization.

OCC Bulletin 2012-33, “C ity8Bank Stress Testing: Supervisory Guidance,” provides
guidance to national banks an&\fegsr §10s associations with $10 billion or less in total
assets on using stress testing to idenfity andgjuantify risk in loan portfolios and help establish
effective strategic and capital planniyg procesg®s. The bulletin discusses various stress testing
methods and approaches.

in 2012-14, “Stress Testing: Interagency Stress Testing Guidance,” for

h total consolidated assets of more than $10 billion. The guidance

far a satisfactory stress testing framework and describes various
w stress testing should be used at various levels within an

In conjunction with the release of OCC BullEtin the OCC issued a “Portfolio Stress
Test Tool for Income Producing Commercial R
BankNet, the OCC's secure Web site for communi€g ‘ tional banks and federal
savings associations. The Microsoft Excel-based to

straightforward and accessible method of evaluating the g i ect of the bank’s CRE

its use in the Midsize and Community Bank Supervision (MCBS) Supervisory Information
portal on the OCC’s intranet.

The sophistication of stress testing should consider the complexity and risk characteristics of
the CRE portfolio. Banks should consider stress testing not only at the transaction level
during underwriting and as a function of ongoing credit monitoring, but also at the portfolio
level where significant concentrations exist. The objective of portfolio level stress testing
should be to quantify the effect of changing economic conditions on asset quality, earnings,
and capital, and to identify potential exposures to external events.

The analysis should focus on the more vulnerable segments of the bank’s CRE portfolio,
taking into consideration the prevailing market environment and the bank’s business strategy.
For example, banks with concentrations in income-producing properties should consider, as
applicable, the effect of changes in interest rates, vacancy rates, lease rates, and expenses on
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the portfolio’s overall performance. Analysis of construction and development portfolios
may include similar variables but should also consider testing for unique risks, such as the
effect from various absorption scenarios, changes in sales prices, and cost overruns.

Banks with large and complex portfolios may utilize more sophisticated financial models that
stress probability of default and loss given default. At smaller, less complex banks,
management can often review a limited number of the largest credits or use statistical
techniques to extrapolate results across portfolios. For example, the bank could evaluate the
effect of declining office space rental rates on a meaningful sample of loans to determine at
what rental rate the projects could no longer service debt. The results of the sample could be
aggregated and applied across the portfolio to identify the volume of the portfolio subject to a
decline, e.g., 10 percent, in rental rates.

Management should gaaintain documentation of the stress testing program and reevaluate the
results periodicall usions from stress testing should be integrated into the bank’s risk
management prararagg® planning functions. Management should use the results to evaluate
sed conditions is within the bank’s board of directors’ risk
d procedures are appropriate, and if strategic and capital plans

tolerance, whether polj
remain reasonable.

Credit Risk Review Functio

assessment of CRE concentrations an sks. The foundation of the bank’s credit
risk review function is an effective, accurffte imgly risk-rating system. Risk ratings
should be risk sensitive, objective, and reviewe for appropriateness. Additional
discussion can be found in the “Loan Review” is booklet.

A strong credit risk review function anyl tool used to assist management’s self-
n

Supervisory Review of CRE Concentratio

Management
While guidance does not establish specific CRE lending li A
“Concentrations in Commercial Real Estate Lending, Sound Rig @ ement Practices:
Interagency Guidance on CRE Concentration Risk Managementggesgg#fibes criteria that,
when approached or exceeded, may prompt further supervisory analysis of the level, nature,
and management of a bank’s CRE concentration risk:

lletin 2006-46,
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(1) Total reported loans for construction, land development, and other land*® represent
100 percent or more of the bank’s total capital;'* or

(2) Total non-owner-occupied CRE loans® represent 300 percent or more of the bank’s total
capital, and the outstanding balance of the bank’s CRE loan portfolio has increased by
50 percent.

The effectiveness of a bank’s risk management practices is a key component of the
supervisory evaluation of a bank’s CRE concentrations. Examiners will discuss
concentrations with management to assess CRE exposure levels and risk management
practices. Banks that have experienced recent, significant growth in CRE lending will receive
closer supervisory review.

d that, as with other concentrations, CRE concentrations should be
ations” page of the Report of Examination (ROE) when these
2nges to management or present unusual or significant risk to the
I nstrates a significantly increased risk of failure among banks
described above.® CRE concentrations of credit

olds should be reported on the “Concentrations” page
of the ROE and any supervis@ry 8Rnc®rns regarding such concentrations of credit should be
discussed in other appropriate\gar@ti ions of the ROE.

Examiners are remings
reported on the “
concentrations p@sSe kg

When evaluating CRE concentratiorfg, exami consider a bank’s own analysis of its CRE
portfolio, including consideration of s %S

portfolio diversification across property typ,

geographic dispersion of CRE loans.

underwriting standards.

level of presold units or other types of take-out ¢ Ligfentgn construction loans.
portfolio liquidity (ability to sell or securitize exposd#§es OMghe ggcondary market).

While consideration of these factors should not change the met c@ ntifying a credit
concentration, these factors may mitigate the risk posed by the cONags#fation.

13 As reported in the call report FFIEC 031 and 041, schedule RC-C—Loans and Lease Financing Receivables
part I, item lal.a. and Memorandum item 3.

14 For purposes of this guidance, the term “total capital” means the total risk-based capital as reported in the call
report FFIEC 031 and 041, schedule RC-R—Regulatory Capital, item 21.

15 As reported in the call report FFIEC 031 and 041, schedule RC-C, part I, items 1a, 1d, le(l.a, 1.d., 1.e.(2),
and Memorandum item 3.

16 An Analysis of the Impact of the Commercial Real Estate Concentration Guidance, OCC and Federal Reserve
Joint Study, April 2013.
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Environmental Risk Management

Environmental contamination may negatively affect the value of real property collateral as
well as create potential liability for the bank under various environmental laws. Therefore,
the bank’s loan policy should establish a program for assessing the potential adverse effect of
environmental contamination and ensure appropriate controls to limit the bank’s exposure to
environmental liability associated with real estate taken as collateral.

The Comprehensive Environmental Response, Compensation, and Liability Act of 1980
(CERCLA), also known as Superfund, was enacted to address abandoned hazardous waste
sites in the United States. The law has subsequently been amended by the Superfund
Amendments and Reauthorization Act of 1986 (SARA) and the Small Business Liability
Relief and Brownfields Revitalization Act of 2002. Under CERCLA, the U.S. Environmental
Protection Agency ) is charged with identifying contaminated property, finding the
parties responsib contaminated property, and requiring the parties to either cleanup
the property or for its cleanup In addition to federal laws, states have their
own environmental s should be familiar with the laws in their market areas.

The EPA’s All Appropriddg Inqulty Winal Rule (AAL), issued in 2006, establishes standards
for due diligence that can allqgv aWyopBerty owner to qualify for defenses to liability under
CERCLA and some state laws ted new standards (ASTM E1527-05)* for
what is commonly known as a “Phage I” engronmental assessment.

Banks that hold mortgages on property as g#Cu enders are exempt from CERCLA

1(20) contains a secured creditor

exemption that eliminates owner/operator liabili r @Agers who hold ownership in a
e

res@in the facility, provided they do

management” may apply if a bank exercises decision-MakKi ol over a property’s
environmental compliance or exercises control at a level I at enjoyed by a manager
of the facility or property. “Participation in management” ' ‘

providing financial advice, or renegotiating or restructuring the tcngaas®T the security interest.
In addition, the secured creditor exemption provides that simply foreclosing on a property
does not result in liability for a bank, provided the bank takes “reasonable steps” to divest
itself of the property “at the earliest practicable, commercially reasonable time, on
commercially reasonable terms.” Generally, a bank may maintain business activities and
close down operations at a property, so long as the property is listed for sale shortly after the
foreclosure date or at the earliest practicable, commercially reasonable time.

While these exemptions may limit a lender’s liability for cleanup, they do not protect the
lender from the decline in value that contamination can cause due to the cost of remediation
that may have to be undertaken by the bank or a prospective purchaser or the stigma
associated with a contaminated property. Further, it does not protect a responsible borrower

17 Standard established by ASTM International, formerly known as the American Society for Testing and
Materials.
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from liability for cleanup, the cost of which may severely impair the borrower’s ability to
repay the loan. For these reasons, a bank should perform an evaluation of the borrower’s or
tenant’s business activities and any property taken as collateral before funding a loan and
before taking title in satisfaction of debt. The evaluation should be commensurate with the
risk of loss that collateral contamination or borrower liability poses to the bank. While the
lender’s exemption from liability under CERCLA does not require that the evaluation meet
the standards under AAI, an AAl-compliant study can provide the best assessment of a
property’s environmental condition, potential liability for a borrower, and disposition
strategies upon foreclosure.

An appropriate environmental risk management program should reflect the level and nature
of the bank’s real estate lending activities, its risk profile, and consideration of applicable
environmental laws. The program should be reviewed and approved with its lending policies
annually by the bankgboard of directors or a designated committee of the board.

In adopting an e#fec vironmental risk management program, the bank should

e develop policies a dures that reflect potential environmental risks associated
with lending in mar and ustries served by the bank. Procedures should clearly
specify the bank’s requirgimes f@& determining potential environmental concerns. For
example, procedures shou gdelines that the lending staff should follow in
conducting an initial analysis of gflotentidd environmental impact. Procedures should also
specify the circumstances in whiga a morggetailed environmental assessment, such as
an AAl-compliant evaluation, shou W ted by a qualified professional.

e provide for the receipt and evaluation Of g#vi ntal risk assessment reports before
the bank’s final commitment to lend on a tr

e establish procedures for assessing environm
acquisition by the bank in workout or foreclos
real estate assets for its own use.

e ensure that persons responsible for evaluating enviro riskapossess relevant
knowledge, skill, and competence. The bank’s programSgoulg#®pe8fy selection criteria
to evaluate and monitor the performance of third-party prof 3 such as
environmental experts or legal counsel, who may be consulteOhnigg#5ess environmental
risk (see next section on “Environmental Legislation”).

e provide guidelines that the lending staff should follow for monitoring potential
environmental concerns for the duration of loans held in the bank’s loan portfolio.
These guidelines should focus on changes in business activities that might result in an
increased risk of environmental contamination associated with the property, thus
adversely affecting the value of the collateral.

e maintain guidelines for loan documentation that protect the bank from environmental
liability and related losses. Loan documentation should ensure that contractual
provisions, including rights of access, are sufficient to facilitate AAl-compliant
evaluations.A bank’s policies and procedures should reflect adequate consideration of
the EPA’s AAl rule. Such a policy should incorporate certain key elements, including

e an analysis of current environmental laws and due diligence requirements for borrowers
and the bank.

0
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e alevel of due diligence internally required in all real estate loan transactions.

e risk thresholds based on property type, use and loan amount for determining when and
what type of due diligence is required.

e varying due diligence methods depending on the type of loan, the amount of the loan
and the risk category, including borrower questionnaire or screening, site visit,
government records review, historical records review, testing or inspections using
qualified professionals.

e the potential for significant impact resulting from the presence of hazardous building
material such as asbestos and lead-based paint.

e appraisal requirements for disclosing and taking into consideration any environmental
risk factors.

e criteria for evaluating environmental risk factors and costs in the loan approval process.

e criteria for determining the circumstances in which the bank would normally decline

bligations, documentation requirements, etc.
sentations and warranties, inspection requirements,

reporting require
allowing for the accel&ati loan, refusal to extend funds under a line of

credit, or exercise other i

e collateral monitoring and perio
properties with higher environme

e ameans of evaluating potential envir liakility risk and environmental factors
that could impact the ability to recover |

e guidelines for maintaining lender liability e
liability, and for qualifying for Landowner Liak

voiding owner/operator
(J
AAI if the bank acquires ownership of the prope

ections under CERCLA and

Comptroller's Handbook 71 Commercial Real Estate Lending



Version 1.1 Introduction > Risk Rating CRE Loans

Risk Rating CRE Loans

Banks are expected to maintain credit risk-management systems that produce accurate and
timely risk ratings. Early and accurate risk identification is critical to ensuring problem loans
are identified in a timely manner. This enhances flexibility in troubled loan resolution,
contributes to the timely recognition of losses, and enables the maintenance of an appropriate
ALLL balance. Credit risk ratings should be reviewed and updated whenever relevant new
information is received. OCC Bulletin 2009-32, “Commercial Real Estate (CRE) Loans:
Guidance on Prudent CRE Loan Workouts,” provides interagency guidance on the risk rating
of CRE loans.

Analyzing Repayment Capacity of the Borrower

The primary focus xaminer’s review of a commercial loan and binding commitments
is the borrower’ repay the loan. The major factors that influence this review are the
borrower’s willingn acity to repay the loan under reasonable terms and the cash
flow potential of thetn ollateral or business.

When analyzing a comm
following factors:

b&rover’s repayment ability, examiners should consider the

e Nature and degree of protection p cash flow from business operations, or
the collateral on a global basis that cog8i e borrower’s total debt obligations.

e Market conditions that may influence reffay rgapects and the cash flow potential
of the business operations or underlying col

e Prospects for repayment support from any fina

e Character, overall financial condgtion, réSogdrces, and payment record of the borrower.
d

gponsible guarantors.

Evaluating Guarantees

The presence of a guarantee from a financially responsible gua @
prospects for repayment of the debt obligation and may be sufficleg
classification or reduce the severity of classification. The attributes of a financially
responsible guarantor include the following.

improve the

e The guarantor has both the financial capacity and willingness to provide support for the
credit through ongoing payments, curtailments or re-margining.

e The guarantee is adequate to provide support for repayment of the indebtedness, in
whole or in part, during the remaining loan term.

e The guarantee is written and legally enforceable.

The bank should have sufficient information on the guarantor’s global financial condition,
income, liquidity, cash flow, contingent liabilities, and other relevant factors (including credit
ratings, when available) to demonstrate the guarantor’s financial capacity to fulfill the
obligation. This assessment includes consideration of the total number and amount of
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guarantees currently extended by a guarantor in order to assess whether the guarantor has the
financial capacity to fulfill the contingent claims that exist.

Examiners should consider whether a guarantor has demonstrated its willingness to fulfill all
current and previous obligations, has sufficient economic incentive, and has a significant
investment in the project. An important consideration is whether previously required
performance under guarantees was voluntary or the result of legal or other actions by the
lender to enforce the guarantee.

Assessing Collateral Values

When reviewing the reasonableness of the facts and assumptions associated with the value of
an income-producing property, examiners should evaluate
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ices, considering sales and financing concessions.
d occupancy or sellout.

leaBes.

NOI of the property as colgpa ith budget projections, reflecting reasonable

operating and maintenance

e discount rates and direct capitaligation rdte
Assumptions, when recently made by quz/ raisers (and, as appropriate, by the bank)

and when consistent with the discussion abo#e, given a reasonable amount of
deference by examiners. Examiners also should W opriate market-value conclusion
ablans to provide the resources to
ive market value in the

Examiners generally are not expected to challenge the under on assumptions,
including discount rates and capitalization rates, used in apprais8 luations when these
assumptions differ only in a limited way from norms that would gefferally be associated with
the collateral under review. The estimated value of the underlying collateral may be adjusted
for credit analysis purposes when the examiner can establish that any underlying facts or
assumptions are inappropriate or can support alternative assumptions.

Many CRE borrowers may have other indebtedness secured by other business assets, such as
furniture, fixtures, equipment, inventory, and accounts receivable. For these commercial
loans, the bank should have appropriate policies and practices for quantifying the value of
such assets, determining the acceptability of the collateral, and perfecting its security interest.
The bank also should have appropriate procedures for ongoing monitoring of the value of its
collateral interests and security protection.
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Other Considerations

Changing economic conditions can have a significant effect on the performance of CRE
portfolios. Factors such as changes or imbalances in supply and demand can significantly
influence a number of variables from vacancy and rental rates to the value of properties. For
these reasons, bankers and examiners should understand current and projected economic
conditions, particularly within the bank’s lending area, and the potential effect to the bank
from changing economic conditions.

Timely payments are not, by themselves, a reliable indicator of the health of a credit. A
troubled borrower often makes debt-service payments his or her highest priority and may
divert funds required to pay real estate taxes, maintenance, vendors, and other expenses to
meet his or her debt obligations. Rather than being an early indicator of distress, late or
missed payments m t occur until a credit has already experienced significant
deterioration.

recognition of potential issues and the ability to recognize
Itieg are important tools in effectively controlling risk.
ude tffe T§llowing:

e Delinquent real estate taxeN

e Declining sales prices or rental rgtes.

e Cancellations in sales contracts 0 rv,

e Liberal sales or unusually generous ¢
allowances, moving allowances, and le

e Slower absorption of space in new projects

e Delinquent lease payments from major tenants

e Higher vacancy and turnover rates.

e Changes to the initial concept or development plan (fQifeRg 2, a2 condominium
construction project converts to an apartment project).

e Construction budget overruns and borrower requests for

funds to other budget line items.

Late or delinquent payments.

Draw requests ahead of schedule for work yet to be completed.

Construction delays or other unanticipated events that could lead to cost overruns.

Liens due to worker or supplier payment disputes.

Borrower requests for additional financing due to unanticipated costs or expenses.

Deterioration in the performance of the borrower’s other properties or businesses.

Interest reserves that have been repacked.

s including rent, tenant improvement

ted.

Underwriting can also reflect changing market conditions. Increasingly liberal underwriting
can be a response to increased competition among banks for loans or a weakening borrower
base. The following are some examples of underwriting weaknesses that may be indicative of
credit deterioration and increasing credit risk.
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e Liberally underwritten loans that fail to take stressed market conditions into account.

e Loans with limited hard equity contributions by the borrower.

e Loans on speculative undeveloped property for which the only source of repayment is
sale of the property.

e Loans for commercial development projects without significant preleasing or presales
commitments, or where prospects for permanent financing are compromised.

e Loans to borrowers with development plans that are not viable because of changes in
market conditions.

e Appraisals that contain market analyses or feasibility studies that reflect unrealistic
assumptions relative to current market conditions.

e Failure to require principal curtailments when appropriate.

e Loans that are renewed on an interest-only basis.

e Rewrites or renewals for the sole purpose of deferring maturity.

and failing.

Classification of CRE Loa

worth and debt service capacity of the arantor, or the underlying collateral

generally should not be classified. Simila#¥, to gound borrowers that are refinanced or
renewed in accordance with prudent underwfiti ds should not be classified or
criticized unless well-defined weaknesses exist
should not be adversely classified solely because tk
industry that is experiencing financial difficulties or Dags
value.

As with other types of loans, CRE I&gns ty adequately protected by the current sound
roiifer

classifications until the bank is able to provide information to support management’s
conclusions and internal loan grades.

Special Mention

A special mention asset has potential weaknesses that deserve management’s close attention.
If left uncorrected, these potential weaknesses may result in deterioration of the repayment
prospects for the asset or in the bank’s credit position at some future date. Special mention
assets are not adversely classified and do not expose the bank to sufficient risk to warrant
adverse classification.

Potential weaknesses in CRE loans may include construction delays, changes in concept or
project plan, slow leasing, rental concessions, deteriorating market conditions, impending
expiry of a major lease, or other adverse events that do not currently jeopardize repayment.
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Such loans require an elevated level of monitoring.

Substandard

A substandard asset is inadequately protected by the current sound worth and paying capacity
of the obligor or of the collateral pledged, if any. Assets so classified must have a well-
defined weakness or weaknesses that jeopardize the liquidation of the debt. Substandard
assets are characterized by the distinct possibility that the bank will sustain some loss if the
deficiencies are not corrected.

Well-defined weaknesses in a CRE loan may include

e slower than projected leasing or sales activity that threatens to result in protracted

repayment or de .
2

lower than prg
changes in cBnce
construction or t§
inability to obtain
planned.

e diversion of needed cash §omWn Otherwise viable property to satisfy the demands of a
troubled borrower or guara

pase rates or sales prices that jeopardize repayment capacity.
due to unfavorable market conditions.

ing or permits necessary to develop the project as

e material imbalances in the constuction et.
e significant construction delays.
e expiration of a major lease or default ¥ a r tenant.

e poorly structured or overly liberal repay#ientte

regate, an individual substandard
Il collection of both interest

Although substandard assets exhibit loss potential § @
asset may not (e.g., because of adequate collateral cOwga#

When a project has slowed or stalled and the guarantor is prowid P support but the
grof principal
payments sufficient to retire the debt under reasonable terms, a subStandard classification is
typically warranted. If the guarantor is keeping interest payments current and shows a
documented willingness and capacity to do so in the future, and collateral values protect
against loss, the loan should generally be left on accrual. This level of support, however, does
not fully mitigate the well-defined weaknesses in the credit and does not preclude a
substandard classification.

Doubtful

An asset classified as doubtful has all the weaknesses inherent in one classified
“substandard” with the added characteristic that the weaknesses make collection or
liquidation in full, on the basis of currently existing facts, conditions, and values, highly
questionable and improbable.
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The amount of the loan balance in excess of the fair value of the real estate collateral, or
portions thereof, can be adversely classified as doubtful when the exposure may be affected
by the outcomes of certain pending events and the amount of the loss cannot be reasonably
determined. If warranted by the underlying circumstances, an examiner may use a doubtful
classification on the entire loan balance. Examiners should, however, use a doubtful
classification infrequently and for a limited time period to permit the pending events to be
resolved. Circumstances that might warrant a doubtful classification for CRE loans could
include collateral values that are uncertain due to a lack of comparables in an inactive
market, impending changes such as zoning classification, environmental issues, or the
pending resolution of legal issues that may affect the realization of value in a sale.

Loss

Assets classified as gggss are considered uncollectible and of such little value that their
continuance as b ssets is not warranted. This classification does not mean that the
asset has absoluf€ oyery or salvage value, but rather that it is not practical or
desirable to defer wrfitin &S basically worthless asset even though partial recovery may
be realized in the futur.

As a general classification Drinci¥e, #r a troubled CRE loan that is dependent on the
operation or the sale of collat ent, any portion of the loan balance that exceeds
the amount that is adequately securel by th@market value of the real estate collateral less
costs to sell should be classified as 8§gss if t ortion of the loan balance amount is deemed
uncollectible. This principle applies w %p nt of the debt is provided solely by the
underlying real estate collateral and wher nggother available and reliable sources of
repayment.

consult OCC Bulletin 2009-
RE Loan Workouts,”
dit Risk” booklet of

For additional guidance on the classification of rea
32, “Commercial Real Estate (CRE) Loans: Guidance
which conveys interagency guidance on the topic, and th
the Comptroller’s Handbook.

Loan Review

Periodic independent reviews should be conducted to verify the accuracy of ratings and the
operational effectiveness of the bank’s risk-rating processes. Objective reviews of credit risk
levels and risk-management processes are essential to effective portfolio management. Loan
review is a key internal control and an element of the safety and soundness standards that are
described in the “Interagency Guidelines Establishing Standards For Safety And Soundness”
found in appendix A of 12 CFR 30 (national banks) and 12 CFR 170 (federal savings
associations). The “Loan Portfolio Management” booklet of the Comptroller’s Handbook
and attachment 1 of the “Interagency Policy Statement on the Allowance for Loan and Lease
Losses” conveyed in OCC Bulletin 2006-47, “Allowance for Loan and Lease Losses
(ALLL): Guidance and Frequently Asked Questions (FAQs) on the ALLL,” provide
additional guidance for the evaluation of a bank’s loan review function.
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Loan Workouts and Restructures

OCC Bulletin 2009-32, “Commercial Real Estate (CRE) Loans: Guidance on Prudent CRE
Loan Workouts” conveys the interagency “Policy Statement on Prudent CRE Loan
Workouts.” Prudent loan workouts are often in the best interest of both banks and borrowers,
particularly during difficult economic conditions. The guidance addresses supervisory
expectations for risk management of loan workout programs, loan workout arrangements,
classification of loans, and regulatory reporting and accounting considerations. Examples of
loan workouts and their effect on loan classification and accounting treatment are provided in
the guidance.

Risk Management Elements for Loan Workout Programs

A bank’s managemg#fgolicies and practices for renewing and restructuring CRE loans

he complexity and nature of its lending activity and consistent with
safe and sound OTagiages and relevant regulatory reporting requirements. These
practices should addgess

e management infrastrU8gire tqdeNtify, control, and manage volume and complexity of
the workout activity.

e documentation standards to
values.

e adequacy of MIS and internal co togllendify and track loan performance and risk,
including concentration risk.

e rower’s financial condition and collateral

e management’s responsibility to ensure tit rghulgory reports are consistent with
regulatory reporting requirements (includin d supervisory guidance.

o effectiveness of loan collection procedures.

e adherence to statutory, regulatory and internal e I

e collateral administration to ensure proper lien perfecti coMateral interests for both
real and personal property.

e anongoing credit review function.

Banks that implement prudent loan workout arrangements will not be subject to examiner
criticism for engaging in such efforts, even if the restructured loans have weaknesses that
result in adverse credit classification, if management has

a prudent workout policy.

a well-conceived and prudent workout plan for an individual credit.

an analysis of the borrower’s global debt service.

the ability to monitor the ongoing performance of the borrower and guarantor.

an accurate and consistent internal loan grading system.

an ALLL methodology that is consistent with GAAP and recognizes credit losses in a
timely manner through provisions and charge-offs, as appropriate.

Comptroller's Handbook 78 Commercial Real Estate Lending



Version 1.1 Introduction > Risk Rating CRE Loans

Key elements of a prudent workout plan include

e updated and comprehensive financial information on the borrower, real estate project,
and any guarantor(s).

e current valuations of the collateral supporting the loan and the workout plan.

e analysis and determination of appropriate loan structure (e.g., term and amortization
schedule), curtailment, covenants, or re-margining requirements.

e appropriate legal documentation for any changes to loan terms.

Loan workouts can take many forms, including a renewal or extension of loan terms,
extension of additional credit, or a restructuring with or without concessions. A renewal or
restructuring of a troubled credit should improve a bank’s prospects for repayment of
principal and interest. A bank should consider a borrower’s repayment capacity, the support

to borrowers who have the ability to repay their debts under
not be subject to adverse classification solely because the
s declined to an amount that is less than the loan balance.

accordance with reasonable m The presence of a guarantee from a financially
responsible guarantor may improve @he progpects for repayment of the debt obligation and
may be sufficient to preclude classifl§gtion ogfduce the severity of classification.

Nonaccrual Status (Updated January

Banks should follow the Federal Financial Instit®ti ination Council’s “Instructions

e” (call report instructions)

e, banks shall not accrue
any asset if

when determining the accrual status for CRE loans. A
interest, amortize deferred net loan fees or costs, or accr

e the asset is maintained on a cash basis because of deterioratig financial condition
of the borrower,

e payment in full of principal or interest is not expected, or

e principal or interest has been in default for a period of 90 days or more unless the asset is
both well secured and in the process of collection.8

18 An asset is “well secured” if it is secured (1) by collateral in the form of liens on or pledges of real or
personal property, including securities, that have a realizable value sufficient to discharge the debt (including
accrued interest) in full, or (2) by the guarantee of a financially responsible party. An asset is “in the process of
collection” if collection of the asset is proceeding in due course either (1) through legal action, including
judgment enforcement procedures, or, (2) in appropriate circumstances, through collection efforts not involving
legal action which are reasonably expected to result in repayment of the debt or in its restoration to a current
status in the near future.
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The call report instructions provide one exception to the general rule for commercial loans:*°

Purchased credit-impaired loans need not be placed in nonaccrual status when the
criteria for accrual of income under the interest method are met, regardless of whether
the loans had been maintained in nonaccrual status by the seller.?

As a general rule, a nonaccrual loan may be returned to accrual status when
e none of its principal and interest is due and unpaid and the bank expects repayment of the
remaining contractual principal and interest, or

e it otherwise becomes well secured and is in the process of collection.

The OCC’s Bank Accounting Advisory Series and the “Rating Credit Risk” booklet provide
more information foge recognition of nonaccrual loans, including the appropriate treatment

e loan should be placed in nonaccrual status to ensure that
loan that has been restructured so as to be reasonably

modified terms need not be m&

any charge-off taken on the asset arg@Supporfied by a current, well-documented credit
evaluation of the borrower’s financi and prospects for repayment under the

In assessing accrual status, management should
repayment performance for a reasonable period
to accrual status. A sustained period of repayment
six months and would involve payments of cash or ca
accrual status, sustained historical repayment performan
restructuring may be taken into account.

ate on which the loan is returned
enerally is a minimum of
s. In returning the asset to
reasgnable time before the

For more detailed criteria about placing a loan in nonaccrual stat eturning a
nonaccrual loan to accrual status, see the Federal Financial Institutions Examination
Council’s (FFIEC) call report instructions.

Troubled Debt Restructurings

All restructured loans should be evaluated to determine whether the loan should be reported
as a troubled debt restructuring (TDR). For reporting purposes, a restructured loan is

19 For more information, refer to the “Nonaccrual Status” entry in the “Glossary” section of the call report
instructions. This entry describes the general rule for the accrual of interest, as well as the exception for
commercial loans. The entry also describes criteria for returning a nonaccrual loan to accrual status.

20 For more information, refer to the call report instructions” *
Impaired Loans and Debt Securities.”

Glossary” section, entry “Purchased Credit-
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considered a TDR when the bank, for economic or legal reasons related to a borrower’s
financial difficulties, grants a concession to the borrower in modifying or renewing a loan
that the bank would not otherwise consider. Guidance on reporting TDRs, including
characteristics of modifications, is included in the FFIEC call report instructions and OCC
Bulletin 2012-10, “Troubled Debt Restructurings: Supervisory Guidance on Accounting and
Reporting Requirements.”

Allowance for Loan and Lease Losses

For performing CRE loans, supervisory policies do not require automatic increases in the
ALLL solely because the value of the collateral has declined to an amount less than the loan
balance. Declines in collateral values should be considered, however, when calculating loss
rates for affected groups of loans when estimating loan losses under the FASB ASC Subtopic
450-20, “Loss Contiglgncies.” For more information, see OCC Bulletin 2006-47,
“Allowance for @ Lease Losses (ALLL): Guidance and Frequently Asked Questions
(FAQs) on the A e OCC’s Bank Accounting Advisory Series.

Foreclosure

Banks should have robust po cedures in place to address risks associated with
foreclosed, or soon to be forec ATopeNies. Acquiring properties in satisfaction of debt
(either for the bank or as servicer foganoth rtgagee) results in new or expanded risks,
including operating risk and market % s, compliance risk, and reputation risk.
Banks should identify all risks and ensuregfie e policies and procedures for monitoring
and controlling such risks.

The “Other Real Estate Owned” booklet of the Cogg

@ s Handbook discusses some of
the risks presented by the foreclosure of commerciaNgLo#fti
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Examination Procedures

This booklet contains expanded procedures for examining specialized activities or specific
products or services that warrant extra attention beyond the core assessment contained in the
“Community Bank Supervision,” “Large Bank Supervision,” and “Federal Branches and
Agencies Supervision” booklets of the Comptroller’s Handbook. Examiners determine which
expanded procedures to use, if any, during examination planning or after drawing
preliminary conclusions during the core assessment.

Scope

These procedures are designed to help examiners tailor the examination to each bank and
determine the scope ghthe CRE lending examination. This determination should consider
work performed g al and external auditors and other independent risk control

iners on related examinations. Examiners need to perform only
those objectives and 8tep e relevant to the scope of the examination as determined by
the following objectiv ill every objective or step of the expanded procedures be
necessary.

Objective: Determine the scope of t &g examination.

1. Review the examination scope 0 an cuss examination goals and objectives
with the examiner-in-charge (EIC) OT | olio manager (LPM) examiner.

2. Review the following for previously identifi
consultation with the EIC, determine wheth
responded to any adverse findings and implem8

alihat require follow up. In
3K maRagement has effectively
\ted ag@rogiate corrective actions.
e Supervisory strategy.

e Previous ROE and work papers, including the result&of a ious CRE lending
reviews.

e Bank management’s responses to previous examination fl

e Bank correspondence regarding CRE lending.

e Audit reports and internal loan review reports and work papers, as necessary.

3. Obtain and review the Uniform Bank Performance Report (UBPR), Bank Expert Report
(BERT), and other OCC reports—including any District Office analytical tools relating
to CRE lending. Identify trends in growth rates, portfolio composition, concentrations,
portfolio performance, pricing, and other factors that may affect the risk profile of the
bank.
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4. Obtain and review the bank’s

e CRE lending policies and procedures, including those related to appraisals and
environmental risk management.

portfolio strategies, risk tolerance parameters, and risk management guidelines.
loan commitment report showing commitments and undisbursed funds.
internal loan review reports.

loan trial balance, past due accounts, and loans in nonaccrual status.

credit risk rating reports, including a list of “watch” credits.

problem loan reports for adversely rated CRE and construction loans.
concentration reports and board approved concentration limits.

exception reports.

financial stategient tracking reports.

Qitoring reports.

board orgfal ghittee reports and minutes related to CRE lending activities.
loans for whi ve been modified by a reduction of the interest rate or
principal pa ferral of interest or principal, or by other restructuring of
payment terms.

e loans on which int hag ben capitalized subsequent to initial underwriting.

e over-disbursed loans.

e |oan participations purchase

e shared national credits, if apMjicable.

e information regarding the comp SM
t

organizational chart, resumes of séni

e credit department including the
d lending authorities.

5. Discuss the bank’s CRE lending activities wit . Discussions should

address

e management’s strategy for the CRE lending functio
— growth goals.

existing and potential sources of loan demand.
— new loan types, property types, or geographic regions.
— new marketing strategies and initiatives.

e the staff’s experience and ability to implement strategic initiatives and achieve
strategic goals.

e current and projected concentrations of credit, as well as management’s plans to
manage concentrations.

e significant changes in policies, procedures, underwriting, personnel, and control
systems.

e internal or external factors that could affect the portfolio.

e stress testing practices.

e observations from examiner review of internal bank reports, as well as OCC and
other third-party generated reports.
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o the extent of syndicated distribution and participation activities as a buyer and a
seller, if applicable.

6. Based on analysis of the information received and discussions with bank management,
determine the factors behind changes in loan growth, loan portfolio composition,
customer or product types, underwriting criteria, or market focus. Consider

growth and acquisitions.

board or management changes.

changes in risk tolerance limits including concentrations.
changes in external factors, such as

— national, regional, and local economies.

— real estate markets.

— industr ok.
— regu ework.
— technolo [ es.
du
andWstgbl

7. As examination pr rformed, test for compliance with applicable laws,
@olicies. Confirm the existence of appropriate
ea

rules, regulations,
internal controls. Identify\gny t have inadequate supervision or pose undue risk.
Discuss with the EIC the ne rforfg additional procedures.

teps and in consultation with the EIC

e examination’s scope and volume of

elect from the following expanded
rocedures necessary to meet the

8. Based on findings resulting from reyfou
and other appropriate supervisors, de i
testing necessary to meet supervisory o
procedures, internal control questions, and v
examination objectives.
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Quantity of Risk

Conclusion: The quantity of each associated risk is
(low, moderate, or high).

Determine the quantity of risk associated with CRE lending activities. Consider the
“Quantity of Credit Risk Indicators” in appendix A of this booklet, as appropriate.

Credit Risk

Objective: To determine the quantity of credit risk associated with CRE lending.
1. Analyze the quaggtiyof credit risk. The analysis should consider such factors as the

3 graphies, technologies, volumes, size of the exposures, quality

metrics, and conge i#ys. Consider whether the “Portfolio Stress Test Tool for

Income Produci elyal Real Estate” should be used by the examiner to analyze

y g@agcentrations.

2. Assess the effect of exterNgl fa&tors, including economic, industry, competitive, and
market conditions.

3. Assess the effect of potential legiSiggive, gfOulatory, accounting, and technological
changes.

Qs to be reviewed. Selection of

jectives, supervisory strategy,
gies” booklet of the

4. Obtain the loan trial balance and select a sa
the sample should be consistent with the exami
and district business plans. Refer to the “Samp
Comptroller’s Handbook for guidance. Consider

new, large loans.

new loan types.

loans originated in new geographic regions.
loans at or above the legal lending limit.
loans to insiders of the bank or any affiliates.
over-disbursed loans.

loans with multiple renewals or extensions, particularly construction loans.
special mention loans or classified loans.

loans with significant policy or underwriting exceptions.

loans with modified repayment terms.

5. Obtain and review credit files for all borrowers in the sample and prepare line sheets for
the sampled credits. Line sheets should contain sufficient analysis to determine the
credit rating; support any criticisms of underwriting, servicing, or credit administration
practices; and document any violations of law. In particular, file readers should:
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A. Determine the primary source of repayment of each loan and evaluate its adequacy.

e For income-producing properties, assess the adequacy of cash flow to meet debt
service requirements. Comment as necessary on trends in NOI, vacancy, and
expenses. Review current rent rolls and leases, and assess the quality and mix of
tenants. Note any significant volume of leases scheduled to expire. Analyze the
potential effect on future debt-service coverage from tenant turnover.

e For owner-occupied buildings, concentrate analysis on the ability of the owner’s
cash flow to service debt.

e For construction loans,

- determine whether project feasibility supported the bank’s decision to extend
credit.
- evaluate the construction budget and determine if cost estimates appear
relia

- review adequacy of reports

onitor construction progress, advances,
sales, leasing, etc. Ascertal j

n reports support disbursements to

If different from the current
have been secured and

C. Analyze secondary sources of repayment provided by guarantors, financial
sponsors, or endorsers. If the financial condition of the borrower warrants concern,
determine the guarantor’s, sponsor’s, or endorser’s capacity and willingness to
repay the credit.

D. Evaluate sufficiency of collateral coverage. Determine whether the appraisals or
evaluations were obtained consistent with regulatory requirements (12 CFR 34,
subpart C for national banks and 12 CFR 164 for federal savings associations) and
meet USPAP. File reviewers should consider

e timing of the appraisal and loan origination date.
e whether the appraisal was commissioned independent of the lending function.
e appraiser qualifications specific to the type of real estate.
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e appropriateness of the valuation method used and the definition of value
provided.

e reasonableness and documentation of assumptions used to derive the collateral
value.

e quality and timing of appraisal review.

e whether new appraisals or evaluations were obtained when conditions
warranted.

e whether LTV ratios are accurately calculated, and whether LTV exceptions are
appropriately documented and approved.

E. Determine whether the borrower is in compliance with the loan agreement and
financial covenants.

0 thg sampled credits. Refer to risk rating guidance in this
booklet, OCC Hgllethy 20Q9-32, “Commercial Real Estate (CRE) Loans: Guidance
on Prudent CRE n WRrkowts,” and the “Rating Credit Risk” booklet of the
Comptroller’s Handb@ok.

6. Review completed line sheets arfll sumn#@rize loan sample results. The examiner
responsible for the CRE lending Wyiew I

¢ identify recommended loan risk-ratigg’dgivnggtdes and ensure such decisions are
appropriately documented.

e maintain a list of structurally weak loans¥e @

e maintain a list of loans for which examiners€ygre
because of lack of information.

e maintain a list of loans not supported by current a
and loans in which collateral documentation is defic

e summarize whether policy, underwriting, or documenta¥g ptions were
appropriately identified and approved. If exceptions are notdeing accurately

identified and reported, including SLTV exceptions, determine the cause and
discuss with management.

0 determine the risk rating

inancial information

7. If the bank actively engages in loan participation purchases and sales,

e test participation agreements to determine that the parties share in the risks and
contractual payments on a pro rata basis.

e determine whether the books and records properly reflect the bank’s asset or
liability.

e determine whether the bank exercises similar controls over loans serviced for others
as for its own loans.

e investigate any loans or participations sold immediately before the examination to
determine whether any were sold to avoid criticism during the examination.
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8. If the bank actively engages in the Interagency Shared National Credit (SNC) program,

e determine whether qualifying credits were sampled as part of the SNC review
process. For each loan in the sample that is also a SNC, transcribe appropriate
information to the line sheets. Grade the loan the same as was done at the SNC
review. Do not perform additional file work on SNC loans.

e determine that the bank, as lead or agent in a credit, exercises similar controls and
procedures over syndications and participations sold as it exercises for loans in its
own portfolio.

e determine that the bank, as a participant in a credit agented by another party,
exercises similar controls over those participations purchased as it exercises for
loans it has generated directly.

9.

10. Discuss the results of the | ith the EIC or LPM examiner and bank
management.

Associated Risks /

In addition to credit risk, CRE lending can gene i

operational risk, compliance risk, strategic risk, @i pn risk. These risks and how
CRE lending can expose the bank to these risks are Sgcugs e “Introduction” section of
this booklet.

rate risk, liquidity risk,

1. Assess the effect of CRE lending on the quantity of interest rat€ . Consider

e the effect of interest rate changes on both the borrowers and the bank.

e underwriting terms such as tenor and management’s pricing structure, e.g., fixed vs.
variable interest rates and the potential exposure to different pricing indices.

o off-balance-sheet exposures.

e the quality and results of sensitivity analysis and portfolio stress testing.

2. Assess the effect of CRE lending on the quantity of liquidity risk. Consider

e CRE and construction portfolio growth rates and the corresponding funding
strategies.
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the composition of the CRE portfolio and the ability to convert the loans to cash.
Consider the level of properties under construction or completed properties that
have not reached stabilization as these properties are less liquid.

current market conditions.

3. Assess the effect of CRE lending on the quantity of operational risk. Consider

4, Assess the effectpf

5. Assess the effect of CRE lending on the level of strat&c r

any operational losses resulting from the CRE lending function.
control weaknesses identified by audit, loan review, or any other control group.
the quality of board oversight.
the quality of credit administration, e.g., segregation of duties, financial analysis,
construction controls, and documentation standards.
the quality and independence of the audit and loan review functions.
staffing turng#&g affecting the CRE function.
@ ternal Control Questionnaire.

ing on the quantity of compliance risk. Consider

the bank’s history&gf confplidyce with lending related laws and regulations,
particularly those estaglisMgd fegarding appraisals, insider lending activities, legal
lending limits, and affi , as safe and sound banking practices.

for federal savings associati@hs, if th@ association is approaching or has exceeded its
HOLA investment limit of 4 rcefOf gotal capital for nonresidential real estate
loans (12 USC 1464(c)).

the quality of the bank’s environme agement program and losses
attributed to liabilities resulting from en

the quality of the controls over CRE len

compliance with internal policies and proce® @

management’s strategy regarding CRE lending and the §
including those posed by concentrations.
board oversight of strategic initiatives.
the adequacy of the bank’s program for monitoring economic and market
conditions.

the ability of the staff to implement CRE strategies without exposing the bank to
unwarranted risk.

the adequacy of CRE risk-management systems.

6. Assess the effect of CRE lending on the level of reputation risk. Consider

the bank’s effectiveness in meeting the CRE and construction credit needs of the
communities it serves.

the volume of foreclosures and the nature of foreclosure practices.

the volume of litigation related to CRE lending activities.
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Quality of Risk Management

Conclusion: The quality of risk management is
(strong, satisfactory, or weak).

Determine the quality of risk management considering all risks associated with CRE lending.
Consider the “Quality of Credit Risk Management Indicators” in appendix B of this booklet,
as appropriate.

Policies

Policies are statements of actions adopted by a bank to pursue certain objectives. Policies
often set standards (@PNgsk tolerances, for example) and should be consistent with the bank’s
underlying missig @ s, and principles. A policy review should always be triggered when
the bank’s objecliveoms| rds change.

Objective: To determine wh
safe and sound banking p
CRE lending activities.

has adopted effective policies that are consistent with
ndYgppropriate to the size, nature, and scope of the bank’s

1. Evaluate relevant policies to det@mine Whether they provide appropriate guidance for
managing the bank’s CRE lendi Vi flecting consideration of the
“Interagency Guidelines for Real Est g Policies” as found in subpart D of
12 CFR 34 (national banks) and 12 CF
bank’s size and nature and scope of its oper

e establish prudent underwriting standards, includin
measurable?

e establish loan administration procedures for the real

e establish documentation, approval, and reporting requirg
with the bank’s real estate lending policy?

e require the monitoring of conditions in the bank’s real estate lending market to ensure
that its lending policies continue to be appropriate for current market conditions?

Consider

the size, risk profile, and financial condition of the bank.
significant CRE concentrations.

current and projected market conditions.

credit administration policies.

construction risk-management policies.

environmental risk-management policies.

loan documentation standards.
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e the loan workout function.
e compliance with the real estate lending standards outlined in 12 CFR 34, subpart D
(national banks) and 12 CFR 160.101 (federal savings associations).

2. Evaluate the bank’s appraisal and evaluation policies and their compliance with 12 CFR
34, subpart C (national banks) and 12 CFR 164 (federal savings associations) and OCC
Bulletin 2010-42, “Sound Practices for Appraisals and Evaluations: Interagency
Appraisal and Evaluation Guidelines.” Determine whether policies

e provide for the independence of the persons ordering, performing, and reviewing
appraisals or evaluations.

e establish selection criteria and procedures for engaging appraisers and persons who
perform evaluations.

c nd procedures to evaluate and monitor the ongoing performance of

sons who perform evaluations.

omply with the agencies’ appraisal regulations and are

consistent wi y guidance.

| aluations contain sufficient information and analysis to

provide for the review of the appr
the review in a timely manner to faci

e develop criteria to assess whether an exi
support a subsequent transaction.

e implement internal controls that promote co these program standards,
including those related to monitoring third-party mamnts.

e establish criteria for monitoring collateral values.

e establish criteria for assessing and documenting whet @ ng appraisal or
evaluation, when relied upon, remains valid.

e establish criteria for obtaining appraisals or evaluations for transactions that are not

otherwise covered by the appraisal requirements of the agencies’ appraisal
regulations.

redit decision.
isal or evaluation may be used to

3. Determine whether policies establish risk limits or positions and delineate prudent
actions to be taken if limits are exceeded. If the bank maintains CRE concentrations,
evaluate compliance with OCC Bulletin 2006-46, “Concentrations in Commercial Real
Estate Lending, Sound Risk Management Practices: Interagency Guidance on CRE
Concentration Risk Management.” In particular, assess the effectiveness of

e CRE concentration assessments.
e Dboard oversight.
e MIS.
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market analysis.

credit underwriting standards.

portfolio stress testing and sensitivity analysis.
the credit risk review function.

Verify that the board of directors periodically reviews and approves the bank’s CRE
lending policies.

Processes

Processes are the procedures, programs, and practices that impose order on a bank’s pursuit
of its objectives. Processes define how daily activities are carried out. Effective processes are
consistent with the underlying policies and are governed by appropriate checks and balances

(such as internal cq

Objective: To determine
activities are carriedou

1.

bank has processes in place to define how CRE lending

Evaluate whether proC8esgs e elliective, consistent with underlying policies, and
effectively communicated§o afpropgate staff. Consider

e whether the board of directofg has cl@agy communicated objectives and risk limits
for the CRE loan portfolio to ﬁv nd staff.

e whether communication to key p ithin the CRE function is timely.

Determine whether appropriate internal con

designed. Complete the Internal Control Questj

make this determination. Consider

place and functioning as
this booklet, if necessary, to

nature and scope of the bank’s real estate lending &g vitfes
size and financial condition of the bank.

quality of management and internal controls.

expertise and size of the lending and loan administration staff.
market conditions.

Determine the quality of credit administration. Consider observations from the loan
sample, including

the volume, trend, and nature of loan policy and underwriting exceptions.
the soundness of underwriting and adherence to standards and policies.

the timeliness of financial statements and their analysis.

loan covenant monitoring and enforcement.

Risk-rating changes.

construction loan administration including draw and disbursement practices.
loan review or audit findings pertaining to loan administration.
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4. Evaluate the bank’s appraisal and evaluation program. Consider the quality, timing, and
independence of the appraisal and appraisal review functions, and management’s
criteria for obtaining, updating or determining the validity of appraisals or evaluations
when appropriate. Do the bank’s processes ensure that

e persons selected possess the requisite education, expertise, and experience to
competently complete the assignment?

e persons selected to perform appraisals hold the appropriate state certification or
license at the time of the assignment?

e appraisal reports and evaluations are reviewed and the review is documented?

e persons selected are independent and have no direct, indirect, or prospective interest,
financial or otherwise, in the property or the transaction and capable of rendering an
unbiased opinion?

e methods, asggMgtions, and value conclusions are reasonable and contain sufficient
informatig @ palysis on which to base sound credit decisions?

e appraisalS or g s comply with the agencies’ appraisal regulations and
supervisory dgidgiQes ag well as the bank’s policies?

Personnel

Personnel are the bank staff an ers Who execute or oversee processes. Personnel
should be qualified and competent,

d shodd gerform appropriately. They should
understand the bank’s mission, value % olicies, and processes. Banks should

design compensation programs to attract, f€v and retain qualified personnel. In addition,
compensation programs should be structured”in that encourages strong risk-
management practices.

Objective: To determine management’s ability to supervi in a safe and sound

manner.

1. Given the scope and complexity of the bank’s CRE activMiegfsses3the management
structure and staffing. Consider

e the level of staffing.

e the staff’s ability to support current operations and planned growth.

whether reporting lines encourage open communication and limit the chances of
conflicts of interest.

the level of staff turnover.

the use of outsourcing arrangements.

capability to address identified deficiencies.

responsiveness to regulatory, accounting, industry, and technological changes.

2. Given the scope and complexity of the bank’s CRE activities, assess the experience,
education and training, and demonstrated expertise and competency of management and
staff. Consider
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e the suitability of the incumbent’s experience and training for his/her position.

e the availability, adequacy, and requirements for training to keep management and
staff current with regulatory and other changes affecting the bank.

e the experience and training or education of individuals responsible for the bank’s
appraisal and evaluation program including licensing or certification for any staff
appraisers.

3. Assess performance management and compensation programs. Consider whether these
programs measure and reward performance that aligns with the bank’s strategic
objectives and risk tolerance.

If the bank offers incentive compensation programs, ensure that the programs are
consistent with OCC Bulletin 2010-24, “Incentive Compensation: Interagency Guidance
on Sound IncentiyCompensation Policies,” including compliance with three key
employees with incentives that appropriately balance risk and
Ibjg with effective controls and risk management; and (3) be

omye governance, including active and effective oversight by the

reward; (2)
supported by str
bank’s board of dirg€to

Control Systems

quality assurance) and information s nk managers use to measure performance,
make decisions about risk, and assess the gffe ness of processes. Control functions

should have clear reporting lines, adequate ¢80
provide timely, accurate, and relevant feedback.

Control systems are the functions (sfich ayal and external audits, risk review, and
S

Objective: To determine whether the bank has systems in
assessments of the risks associated with its CRE lending f

1. Evaluate the effectiveness of monitoring systems to idenNy gife e, and track
concentrations and exceptions to policies and established li

2. Determine whether MIS provides timely, accurate, and useful information to evaluate
growth, asset quality, concentrations, performance and other trends, and risk levels in
the bank’s CRE lending activities.

3. Assess the scope, frequency, effectiveness, and independence of the internal and
external audits of the CRE lending function. Consider the qualifications of audit
personnel and evaluate accessibility to necessary information and the board of directors.

4. Assess the effectiveness of loan review. Evaluate the scope, frequency, effectiveness,
and independence of loan review, as well as their ability to identify and report emerging
problems. Determine whether loan review reports address the
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classification of loans.

identification and measurement of impairments.

loan documentation.

quality of the CRE portfolio.

trend in portfolio quality.

quality of significant relationships.

level and trend of policy, underwriting, and pricing exceptions.

5. Assess the effectiveness of the bank’s systems that ensure the quality and independence
of appraisals and evaluations. Consider

e whether reporting lines are independent of loan production and collection.

e the effectiveness of review procedures.
e the effectiv f the appraiser engagement process.

Q
/4/0
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Conclusions

Conclusion: The aggregate level of each associated risk is

(low, moderate, or high).
The direction of each associated risk is
(increasing, stable, or decreasing).

Objective: To determine, document, and communicate overall findings and conclusions regarding
the examination of the bank’s CRE lending activities.

1.

Discuss preliminary examination findings and conclusions with the EIC, including

violations and otherl” c@nces:

If substantive safety and sound rns remain unresolved that may have a
material, adverse effect on the b&gk, fyxpand the scope of the examination by

completing verification procedures.
egh, including violations,

@ anagement practices. If

Complete the following table summarizing credit an iSKs
operational, compliance, strategic, and reputation) in tifpank

Discuss examination findings with bank'ma
recommendations, and conclusions about ri
necessary, obtain commitments for corrective 4

interest rate, liquidity,
lending activities

Summary of Risks Associated With CRE Len

Risk category

Credit
Interest rate

Liquidity

Operational

Compliance

Strategic

Reputation
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5. Compose conclusion comments, highlighting any issues that should be included in the
ROE. Include conclusions for

the portfolio’s asset quality.

adequacy of policies and procedures and reasonableness of underwriting standards.
volume, trend, and severity of underwriting and policy exceptions.

CRE concentrations and compliance with interagency guidance.

loan sample results including risk-rating changes, compliance with loan policy, and
quality of underwriting.

e quality of board oversight and portfolio supervision.

e appropriateness and attainability of strategic goals.

e quality of staffing.

e accuracy and timeliness of MIS.

o effectivene edit administration and internal controls.

o effectiv bank’s appraisal and evaluation program.
o reliability of ratings.

e theextentto ending activities and risk-management practices affect

erest rate risk, liquidity risk, operational risk,

a les, and regulations.
e recommended corrective acti®ns anddmanagement’s commitment to implement, if

necessary. /
6. If necessary, compose a Matters Req |Wn (MRA) comment.

7. Update the OCC’s information system and e ROE schedules or tables.
8. Write a memorandum specifically setting out wh ould do in the future to
effectively supervise CRE lending activities in the baglt, Mgludtng time periods, staffing,

and workdays required.
9. Update, organize, and reference work papers in accordance policy.

10. Ensure any paper or electronic media that contain sensitive bank or customer information
are appropriately disposed of or secured.
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Internal Control Questionnaire

An internal control questionnaire (ICQ) helps the examiner assess a bank’s internal controls
for an area. ICQs typically address standard controls that provide day-to-day protection of
bank assets and financial records. The examiner decides the extent to which it is necessary to
complete or update ICQs during examination planning or after reviewing the findings and
conclusions of the core assessment.

Policies

1.

Has the board of directors, consistent with its duties and responsibilities, adopted real
estate loan policies consistent with safe and sound banking practices and appropriate to
the size of the bank and to the nature and scope of its operations? In particular, do the
bank’s policies

identify the
establish a lo&n
type and geograNgic
risk loans)?
establish policies for
concentrations?
identify appropriate terms a

condi
establish loan origination and J
type of loan?

establish prudent underwriting stan

— maximum loan amount by type of p
— maximum loan maturities by type of p

— amortization schedules?
— pricing structure for different types of real estd€ 108gs?

— LTV limits no greater than specified in the “Intenggeng QI

areas in which the bank considers lending?
lidvdiversification policy and set limits for real estate loans by
.g., limits on construction and other types of higher

delines for Real
Estate Lending Policies” found in subpart D of 12 htional banks) and

12 CFR 160.101 (federal savings associations)?

For development and construction projects, and completed commercial properties, do
the bank’s underwriting standards also establish

requirements for feasibility studies and sensitivity and risk analyses (e.g., sensitivity
of income projections to changes in economic variables such as interest rates,
vacancy rates, or operating expenses)?

minimum requirements for initial investment and maintenance of hard equity by the
borrower (e.g., cash or unencumbered investment in the underlying property)?
minimum standards for net worth, cash flow, and debt-service coverage of the
borrower or underlying property?

standards for the acceptability of and limits on nonamortizing loans?
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e standards for the acceptability of and limits on the financing of the borrower’s soft
costs on a project?

e standards for the acceptability of and limits on the use of interest reserves?

e preleasing and presale requirements for income-producing property?

e presale and minimum unit release requirements for ADC loans?

¢ limits on partial recourse or nonrecourse loans and requirements for guarantor
support?

e requirements for loan agreements for construction loans?

e requirements for take-out commitments, if applicable?

e minimum covenants for loan agreements?

3. Has the bank established loan administration policies for its real estate portfolio that
address

e docume luding:
— type and fequ of financial statements, including requirements for
verificati§n tion provided by the borrower?
— type and fre§yen ateral appraisals and evaluations?
e loan closing and d seygen@procedures, including the supervised disbursement of
proceeds on constructign 1QRNSZ
payment processing?

escrow administration?
collateral administration, inclu Speglion procedures for construction loans?

loan payoffs?

collection and foreclosure, including

— delinquency and follow-up procedur

— foreclosure timing?

— extensions and other forms of forbearance

— acceptance of deeds in lieu of foreclosure?

e claims processing (e.g., seeking recovery on a defaulgd | ered by a
government guaranty or insurance program)?

e servicing and participation agreements?

4. Are procedures in effect to monitor compliance with the bank’s real estate lending
policies?

e Are exception loans of a significant size reported individually to the board of
directors?

e Are the numbers and types of exceptions monitored so that the loan policy and
lending practices can be periodically evaluated?

e Are loans in excess of the SLTV limits identified in the bank’s records and their
aggregate amount reported at least quarterly to the board of directors?

e Are concentrations monitored and measured against established limits?
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Does the bank monitor conditions in the real estate market in its lending area to ensure
that its real estate lending policies continue to be appropriate, given market conditions?

Are the bank’s real estate lending policies reviewed and approved by the board of
directors at least annually?

Appraisal and Evaluation Program

7.

10.

11.

12.

13.

14.

15.

16.

17.

18.

Are the bank’s policy or procedures for appraisals and evaluations approved by the board
of directors at least annually?

Are the bank’s policy and procedures for appraisals and evaluations in writing and
readily available to bank personnel?

aisal department, is it independent and isolated from influence by
Ollaction staff?

Does the bank havegepMgte palicies and procedures for each department or line of
business?

If the bank maintains a list ppraisers,

e does the bank investigate the ific of appraisers before placing them on the

list of approved appraisers?
e does the bank periodically test apprag
being used and are removed from the ap
e does the bank have procedures in place
appraisers from the approved list if one isu

ure that inadequate appraisers are not

egd if one is used?
@ al and reinstatement of
()
Does the bank have an internal review procedure to rm her appraisal policies
and procedures are being followed consistently?

Does appraisal policy address when appraisals are required?
Does appraisal policy address when appraisals are not required, but evaluations are?
Does appraisal policy address when neither appraisals nor evaluations are needed?

Does the bank’s policy or procedures provide for the monitoring of real estate collateral
values for other real estate owned (OREQ)?

Does the bank’s policy or procedures provide for the monitoring of real estate collateral
values for troubled real estate loans (special mention or substandard)?

Does the bank’s policy or procedures provide for the monitoring of real estate collateral
values for portfolio loans?
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Appraisals—External

19. Are appraisals ordered by the appraisal department or an entitiy or employee that is
independent of loan production and collection functions?

20. Are appraisers selected and engaged for each assignment based on their competency and
experience in appraising similar properties in the subject property’s market?

21. Does the bank make it clear that loan officers cannot recommend an appraiser to be
considered for or excluded from an assignment?

22. Are there procedures for appraisal ordering?

23. Does the bank prgagde written instructions or engagement letters to the engaged
appraiser?

24. Is the appraiser igstr develop an opinion of market value as defined in the
appraisal regulatio

25. Is the appraiser isolated figgmYgfl®ence, pressure, or coercion?
26. Does the bank ensure that apprajers aregpaid a customary and reasonable fee?
Appraisals—Internal

27. Are staff appraisers appropriately licensed o nd competent for the assignment?

28. Does the bank occasionally have appraisals pe
appraisers?

ff reviewed by external

Appraisal Review Function

29. Does the bank’s policy require that every CRE appraisal be r d and is the policy
followed?

30. Does the bank have procedures to evaluate and address the competence of reviewers?
31. Are appraisals reviewed and approved before funds are advanced?
32. Are any appraisal reviews outsourced? If so,

e does bank policy state when such outsourcing is to occur?

e are procedures in place to test the quality of outsourced reviews?

e does the reviewer utilize bank developed review documentation and specifications?
e does the bank have a quality control procedure in place for these reviews?
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33. For internally performed reviews, is the employee independent of the loan production and
collection functions?

34. Are all appraisals reviewed and is each review documented?
Evaluations

35. Has the bank developed appropriate procedures for when and how evaluations may be
performed?

36. Has the bank developed procedures to evaluate the experience and competency of
evaluators?

37. Do bank employggg outside the appraisal department prepare evaluations? Is their
independence by precluding them from the loan production and collection
functions?

38. Is there a list of apg@oveyinternal evaluators?

39. Is there training for int€rngl eWgludtors?

40. Is there a standard evaluation foh?

41. Are evaluations prepared in compli M
“Sound Practices for Appraisals and EVajgti

Guidelines”?

e requirements of OCC Bulletin 2010-42,
-ghteragency Appraisal and Evaluation

42. Are procedures in place to review evaluations (@ dgeare advanced?
43. Are all evaluations reviewed and is each review docugeni®g?
Appraisal Reviews

Reviews should consider the following.

44. 1s it clear that the appraiser was independently engaged? Is the engagement letter
included and, if so, does the letter indicate that the bank or another financial services
institution engaged the appraiser?

45. Are the report and certification signed by an appraiser possessing appropriate credentials
and sufficient experience for the given real estate related financial transaction? Is the
appraiser an appropriate choice for the appraisal assignment? If a fee appraiser was
engaged directly by the bank, has the bank performed appropriate due diligence on the
appraiser?
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46. Are the bank’s instructions to the appraiser (generally in the form of an engagement
letter) included? Is the appraiser’s scope of work sufficient to develop a credible estimate
of value? Does the appraisal support the bank’s lending decision?

47. Is the appropriate ownership interest appraised, and are any assumptions and limiting
conditions consistent with the bank’s intended collateral position in the transaction?

48. Is the *“as-is” market value reported?

49. Are there any significant internal or external factors to the property that may affect the
future cash flow or value of the property? For example,

e does the report address whether the site and improvements are suitable for the market
and can the pgagerty sustain its historical cash flow?

e Dbased on ation in the report, can the reviewer determine the subject’s
relative itQin its submarket and among its competing properties?

e does the rep ture supply and demand? How might that affect the subject
property?

e does the appraisaNgf the @roParty anticipate the need for, and expense involved with,
any replacements or igiprOyerients?

50. Is the property description com;@does it include
s

e the actual or approximate year buli ipated date of completion?
property condition analysis?
building areas and dimensions with refer, source of these?

adequate photos of improvements?
overall evaluation of construction quality, and appearance?

51. If applicable, does the history of the property include

e previous three years of sales?

e analysis of previous sales?

e analysis of current agreement of sale?
e current option or listing?

e changes to the property?

52. If the property is income-producing, are the historical operating statements analyzed, and
are the property’s projected income and expenses supportable, given the market? For
example, does the report consider

e strength of the tenants?

e tenant rollover and anticipated rents?

e probability of lease renewals?

e terms of outstanding leases and NOI compared with budgets?
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current and projected vacancy and absorption rates?

effective rental rates or sales prices including any concessions?

marketing and other re-leasing costs?

property’s age?

expertise of property management?

effect of any planned or new construction or renovation coming on line in the market
area?

e analysis of discount and capitalization rates?

53. For an appraisal report that elicits a value of the enterprise, such as “going-concern
value,” does it allocate that value among the three components of the total value: (1) the
market value of the real estate, (2) the personal property value, and (3) the value of
intangibles? (the bank may rely only on the opinion of the real estate’s market value in
going-concern jsals to support the federally related transaction.)

54. If the sales comp ngRproach is the primary approach to value, are the comparables
truly comparableéqwi Spag to property characteristics and location, and does the
appraiser clearly diSgussWwnd ort the adjustments?

55. Are the assumptions logidgl aMil stpportable with market data?

56. If significant differences are cit st performance for underwriting criteria such as

equate explanation?

terms of the class, property type, and market con
e does the cost exceed or closely approximate value? is not economically
feasible, what is the borrower’s and banks’ motivation {8 in the transaction?

Other

58. Does the bank require that documentation files (e.g., credit or collateral files) include
appraisal reports?

59. Does the bank require that documentation files (e.g., credit or collateral files) include
appraisal reviews?

60. Does bank policy note that residential (one- to four-unit) appraisals must be provided to
borrowers upon request (Regulation B)?

61. Are appraisal fees paid directly by the bank?
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62. Are appraisal fees the same amount regardless of whether the loan is granted?

Construction Loan Applications
Questions 63 through 100 focus on real estate construction lending. Additional questions
concerning other applicable internal controls for real estate lending resume with question
101.
63. Does the bank require

e detailed resumes of the contractor’s and major subcontractors’ construction
experience, as well as other projects under construction?

e current and historical financial statements?
e trade reputajg@Mghecks?

e creditch

e bonding com s?

64. Do project cost estigatesenc

land and construction Qost
off-site improvement ex
cost of legal services?
loan interest, supervisory fees,

M e expenses?

65. Does the bank require a line-item budge¥or regkdown for each construction stage?
66. Does the bank require that cost estimates of ma @ cated projects be reviewed by
qualified personnel, e.g., architect, construction ohg W dependent estimator?

67. Do cost budgets include the amount and source of the
contribution?

ner’s equity

Loan Agreements and Other Documents

68. Are the loan agreement and other documents reviewed by counsel and other experts to
determine that improvement specifications conform to

building codes?

subdivision regulations?

zoning and ordinances?

title or ground lease restrictions?

health regulations?

known or projected environmental protection considerations?
specifications required under the National Flood Insurance Program?
provisions in tenant leases?
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e specifications approved by the permanent financier when applicable?
e specifications required by the completion bonding company or guarantors?

69. Does the bank require all change orders to be approved in writing by

e the bank?

e permanent financier if permanent funding not provided by the bank?
e architect or supervising engineer?

e prime tenants bound by firm leases or letters of intent to lease?

e completion bonding company?

70. Does the loan agreement establish a date for project completion?

71. Does the loan a

ent require that

e on-site inspe ermitted?

e disbursemen®of made as work progresses?

e the bank be all i Id disbursements if work is not performed in
accordance with apprqvespaifications?

e aportion of the loan pRQcedls tained pending satisfactory completion of the

construction?

o the lender be allowed to assugne pro nd complete control of the project in the
event of default and an assign W velopment and construction-related
contracts and agreements?

e the contractor carry builder’s risk an® w

e Dbuilder’s risk insurance be on a nonrepo
periodic increases in the project’s value to

e the bank authorize individual tract housing

e periodic sales reports be submitted from tract devg#opg?

n’a compensation insurance?
a reporting form that requires
®d to the insurance company?

e periodic reports on tract houses occupied under rentglor | rchase option
agreements be submitted?
e periodic reports be submitted on the status of any other p n which the

developer may be involved in?

Collateral
72. Does the bank place primary collateral reliance on first liens on real estate?
73. Does the bank temper the collateral reliance placed on

e ground leases?
e conditional sales contracts?
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74. Does the bank require that construction loans

e Dbe limited to a percent of the completed cost or market value of the project?

e Dbe subject to the bank’s own take-out commitment be limited to a percent of the
appraised value of the completed project?

e De limited to the floor of a take-out commitment predicated on achievement of rents
or lease occupancy?

75. Do construction loan policies preclude the issuance of standby commitments to “gap
finance” projects with take-out conditions regarding rentals or occupancy?

76. Are unsecured credit lines to contractors or developers who are also being financed by
secured construction loans supervised by

: f@ an department?

r sug®sigg the construction loan?

Inspections
77. Are inspection requireme@'
e the loan agreement?
e take-out commitment and tri- % sell agreement, if applicable?
%?

e the constr
e the offic

78. Are inspections conducted on an irregul
79. Are inspection reports sufficiently detailed to @ sbursements?

80. Are inspectors independent and competent?

81. Are inspectors rotated?
82. Are spot checks made of the inspectors’ work?

83. Do inspectors determine compliance with plans and specifications as well as progress of
work?

Disbursements
84. Are disbursements

e advanced on a prearranged disbursement plan?
e made only after reviewing written inspection reports?
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e subject to advance, written authorization by the

— contractor?

— borrower?

— inspector?

— lending officer?

reviewed by a bank employee who had no part in granting the loan?
compared with original cost estimates?

checked against previous disbursements?

made directly to subcontractors?

supported by receipted bills describing the work performed and the materials
furnished?

85. Does the bank update its title policy by obtaining a “date down” endorsement with each
draw?

86. Does the bank o rs of subcontractors’ and materialmen’s liens as work is
completed and d%b ers made?

87. Are periodic reviews oRunisbursed loan proceeds to determine their adequacy to

complete the projects?

dishursement?

88. Does the bank confirm that a ce 'ficaycur)ancy has been obtained before final
89. Does the bank obtain sworn and notarizel rejgagg® of mechanics’ liens at the time
construction is completed and before final djgr ?

90. Are independent proofs made at least monthly 0 loan proceeds and
contingency or escrow accounts? Are statements on s comnts regularly mailed to
customers?

Take-Out Commitments
91. In the event loan repayment is dependent on take-out financing,

e are take-out agreements reviewed for acceptability by counsel?

e are financial statements obtained and reviewed to determine the financial
responsibility of permanent lenders?

e isatri-party buy and sell agreement signed before the construction loan is closed?

e does the bank require take-out agreements to include an “act of God” clause, which
provides for an automatic extension of the completion date in the event that
construction delays occur for reasons beyond the builder’s control?

e does the bank accept stand-by commitments for “gap financing” of limited take-out
commitments?
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Completion Bonding Requirements

Examination Procedures > Internal Control Questionnaire

92. Does the bank require a completion insurance bond for all construction loans?

93. Does counsel review completion insurance bonds for acceptability?

94. Has the bank established minimum financial standards for borrowers who are not
required to obtain completion bonding? Are the standards observed in all cases?

Documentation

95. Does the bank require and maintain documentary evidence of

96. Does the bank require that docume

— real estate taxes?
— hazard insurance premiu

loan applications, if used?
loan commitments?

financial statements for the

— borrower?

— builder?

proposed prime tenant?
take-out lender?

— guarantors?

credit and trade checks on the
— borrower?

— builder?

— major sub-contractor?

— proposed tenants?

a copy of plans and specifications?
a copy of the building permit?
a survey of the property?

soil report?

environmental assessment?
loan commitment?

loan agreement?

include
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e appraisal or evaluation?

e mortgage or deed of trust?

e ground leases?

e assignment of tenant leases or letters of intent to lease?

e tenant estoppels?

e copies of any other legally binding agreements between the borrower and tenants?
e reports of past due leases, including delinquent expense reimbursements?

e acopy of take-out commitment, if applicable?

e acopy of the borrower’s application to the take-out lender?

e atri-party buy and sell agreement?

e inspection reports?

e disbursement authorizations?

e undisbursed Igan proceeds and contingency or escrow account reconcilements?
o title and hagf urance policies?

e evidenceOT 29qi@¥ of a zoning endorsement to the title policy?

e evidence of ity of utilities to the site?

97. Does the bank empl
files?

98. Do documentation files note all @f the b@rower’s other loan and deposit account
relationships? /
99. Does the bank use tickler files that

e control stage advance inspections and di
e assure prompt administrative follow-up on
— recording?
— attorney’s opinion?
— expert review?

100. Does the bank maintain tickler files that will provide at least s advance notice
before expiration of

take-out commitment?

hazard insurance?

workmen’s compensation insurance?
public liability insurance?
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Real Estate Loan Records

101. Is the preparation and posting of subsidiary real estate loan records performed or
adequately supervised by persons who do not also

e issue official checks or drafts singly?
e handle cash?

102. Are the subsidiary real estate loan records reconciled daily with the appropriate general
ledger accounts and are reconciling items investigated by persons who do not also handle
cash?

103. Are loan statements, delinquent account collection requests, and past-due notices checked
to the trial balang®&ysed in reconciling real estate loan subsidiary records to general
ledger amou &e they handled only by persons who do not also handle cash?

104. Are inquiries abdqut
handle cash?

bamces received and investigated by persons who do not also

105. Are documents supportin@recded credit adjustments checked or tested subsequently by
persons who do not also ha 0, explain briefly)?

payments received, and interest collecigd, pport applicable general ledger account

106. Is a daily record maintained sum 'Wt transaction details, that is, loans made,
entries?

107. Are frequent note and liability ledger trial ba¥a ﬂ@ pred and reconciled to controlling
accounts by employees who do not process or régg B sactions?

108. Are subsidiary payment records and files pertaining t&gervised lggns segregated and
identifiable?

109. Are properties under foreclosure proceedings segregated?

110. Is an overdue accounts report generated frequently? If so, how frequently?

Loan Interest and Commitment Fees

111.Is the preparation, addition, and posting of interest and fees records performed or
reviewed by persons who do not also

e issue official checks or drafts singly?
e handle cash?

112. Are any independent interest and fee computations made and compared, or adequately
tested, with initial interest records by persons who do not also
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e issue official checks or drafts singly?
e handle cash?

113. Are fees and other charges collected in connection with real estate loans accounted for in
accordance with ASC Subtopic 310-20, “Nonrefundable Fees and Other Costs™?

Other Areas of Interest
114. Does the bank take steps to determine whether there are any environmental hazards
associated with the real estate proposed to be mortgaged? Are policies in place to ensure
that the bank

e identifies, evaluates and monitors potential environmental risks associated with its

res to determine the extent of due diligence necessary to protect
gRCrests?

rse effect of environmental contamination on the value of
s, including any potential environmental liability
ontaminated properties?

115. When there is reason to be theRg may be serious environmental problems
associated with property that it fplds 7teral, does the bank

inimize any potential liability on the part

o take steps to monitor the situation
of the bank?

e seek the advice of experts, particularly i
considering foreclosure on the contaminateg

where the bank may be

116. Are all real estate loan commitments issued in writte ?
117. Are loan officers prohibited from processing loan paymeMts?

118. Is the receipt of loan payments by mail recorded upon receipt ifdependently before being
sent to and processed by a note teller?

119. Regarding mortgage documents,

e has the responsibility for the document files been established?

e does the bank utilize a check sheet to assure that required documents are received and
on file?

e are safeguards in effect to protect notes and other documents?

e does the bank obtain a signed application form for all real estate mortgage loan
requests?

e are separate credit files maintained?
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e is there a program of systematic follow-up to determine that all required documents
are received?

e does a designated employee conduct a review after loan closing to determine if all
documents are properly drawn, executed, and in the bank’s files?

e are all notes and other instruments pertaining to paid-off loans returned promptly to
the borrower, cancelled and marked paid, where appropriate?

120.Regarding insurance coverage,

e does the bank have a mortgage errors and omissions policy?

e is there a procedure for determining that insurance premiums are current on properties
securing loans?

e does the bank require that the policies include a loss payable clause to the bank?

e are escrow
anticipatg

disbursement§ f d insurance?
i nd insurance are not required, does the bank have a
system to determi nd insurance are being paid?

121. Are properties to which the
real estate owned” account?

122.Does the bank have a written schedul rates, terms, and types of collateral for all
new loans?

123. Are approvals of real estate advances reviewed
such advances do not increase the borrower’s to
bank’s legal lending limit?

isbursement, to determine that
i an amount in excess of the

124. Are procedures in effect to ensure compliance with the r
agencies insuring or guaranteeing loans?

125. Are detailed statements of account balances and activity mailed to mortgagors at least
annually?
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Conclusion

126. Is the foregoing information an adequate basis for evaluating internal controls? Are there
any significant additional internal auditing procedures, accounting controls,
administrative controls, or other circumstances that impair any controls or mitigate any
weaknesses indicated above (explain negative answers briefly, and indicate conclusions
as to their effect on specific examination or verification procedures)??:

127.Based on the answers to the foregoing questions, internal control for CRE lending is
considered (strong, satisfactory, weak).

Q
/4/0

2L See the “Loan Portfolio Management” booklet of the Comptroller’s Handbook regarding the evaluation of the
adequacy of loan review and loan-related audit reports.
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Verification Procedures

Verification procedures are used to verify the existence of assets and liabilities, or test the
reliability of financial records. Examiners generally do not perform verification procedures as
part of a typical examination. Rather, verification procedures are performed when substantive
safety and soundness concerns are identified that are not mitigated by the bank’s risk
management systems and internal controls.

1. Reconcile the trial balance to the general ledger. Include loan commitments and other
contingent liabilities in the testing.

2. Using an appropriate sampling technique, select loans from the trial balance and

institutioggRg whole loans or participations, should be confirmed only with the
servicing’ins oans serviced for other institutions, either whole loans or
participationg s onfirmed with the other institution and the borrower.
include the borrower’s name, loan number, original

an balance, contingency and escrow account balance,
and a brief descriptiofof llateral.)

— After a reasonable , \ail second requests.

— Follow up on any no-repfies oytions and resolve differences.

e examine notes for completeness agff're ile date, amount, and terms to trial
balance.
— Inthe event any notes are not held a quest confirmation with the
holder.
— See that required initials of approving o e note.
— See that the note is signed, appears to be genuig®qad ®negotiable.

e compare collateral held in files with the description oRtj ®ral register. List
and investigate all collateral discrepancies.

e determine if any collateral is held by an outside custodian or has been temporarily
removed for any reason. Request confirmation for any collateral held outside the
bank.

e determine that each file contains documentation supporting guarantees and
subordination agreements, where appropriate.

e determine that any required insurance coverage is adequate and that the bank is
named as loss payee.
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e review participation agreements making excerpts, when deemed necessary, for such
items as rate of service fee, interest rate, retention of late charges, and remittance
requirements, and determine whether the customer has complied.

e review loan agreement provisions for hold back or retention, and determine if
undisbursed loan funds or contingency or escrow accounts are equal to retention or
hold-back requirements.

e if separate reserves are maintained, determine if debit entries to those accounts are
authorized in accordance with the terms of the loan agreement and if they are
supported by inspection reports, certificates of completion, individual bills, or other
evidence.

e review disbyg
signed in 4

ent ledgers and authorizations, and determine if authorizations are
ce with the terms of the loan agreement.

e reconcile delfts igfhe Bydisbursed loan proceeds accounts to inspection reports,
individual bills€Qr oMgr eyddence supporting disbursements.

3. Review the accrued interdgt aGgouhts, and
e review procedures for accouiting foRaccrued interest and handling of adjustments.

e scan accrued interest and inc ccgfmtgfor any unusual entries and follow up on
any unusual items by tracing to inj upporting records.

4. Obtain or prepare a schedule showing the a
real estate loan balances at the end of each

Wnthly interest income and the

he last examination, and

e calculate or check yield.
e investigate significant fluctuations or trends.

5. Using a list of nonaccruing loans, check loan accrual record gfmine that interest

income is not being accrued.
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Appendix A: Quantity of Credit Risk Indicators

Examiners should consider the following indicators when assessing the effect of CRE

lending activities on credit risk.

Low

The level of CRE loans
outstanding is low relative to
capital.

CRE growth rates are supported
by local, regional, or n
economic trends. Gr,

activities, has been pla
and is commensurate

Interest and fee income from CRE

lending activities is not a
significant portion of loan income.

The bank’s CRE portfolio is well
diversified with no single large
concentrations or a few moderate
concentrations. Concentrations
are well within reasonable internal
limits. The CRE portfolio mix does
not materially affect the risk
profile.

CRE underwriting is conservative.
Policies and procedures are
reasonable. CRE loans with
structural weaknesses or
underwriting exceptions are
occasionally originated; however,
the weaknesses are effectively
mitigated.

Moderate

The level of CRE loans
outstanding is moderate relative
to capital.

CRE growth rates exceed local,
regional, or national economic
trends. Growth, including off-
balance-sheet activities, has not
been planned for or exceeds
lanned levels and may test the
apabilities of management, credit
nd MIS.

The bank has a few ma
concentrations that may be
approaching internal limits. Th
CRE portfolio mix may increase
the bank’s credit-risk profile.

CRE underwriting is satisfactory.
The bank has an average level of
CRE loans with structural
weaknesses or exceptions to
underwriting standards.
Exceptions are reasonably
mitigated and consistent with
competitive pressures and
reasonable growth objectives.

High

The level of CRE loans
outstanding is high relative to
capital.

CRE growth rates significantly
exceed local, regional, or national
economic trends. Growth,
including off-balance-sheet
activities, has not been planned
for or exceeds planned levels and
stretches the experience and
capability of management, credit
staff, and MIS. Growth may also
be in new products or outside the
bank’s traditional lending area.

The bank is highly dependent
upon interest and fees from CRE
lending activities. Management
may seek higher returns through
higher risk product or customer
types. Loan yields may be
disproportionate relative to risk.

bank has large CRE
ntrations that may exceed

CRE underwriting is liberal and
policies are inadequate. The bank
has a high level of CRE loans with
structural weaknesses or
underwriting exceptions the
volume of which expose the bank
to loss in the event of default.
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Low

Collateral requirements for CRE
loans are conservative.
Appraisals and evaluations are
reasonable, timely, and well
supported. Reviews are
appropriate and reliable.

CRE loan documentation or
collateral exceptions are low and
have minimal effect on the bank’s
risk profile.

CRE loan distribution acr
pass category is consistent
conservative risk appetite.
Migration trends within the pass
category favor the less risky
ratings. Lagging indicators,
including past dues and
nonaccruals, are low and stable.

The volume of classified and
special mention CRE loans is low
and is not skewed toward more
severe risk ratings.

CRE refinancing and renewal
practices raise little or no concern
regarding the quality of CRE
loans and the accuracy of
reported problem loan data.

The volume of CRE loans with
environmental concerns is not
significant. Environmental
evaluations are timely,
appropriate, and well supported.

Moderate

Collateral requirements for CRE
loans are acceptable. Some
collateral exceptions exist, but are
reasonably mitigated and
monitored. A moderate volume of
appraisals or evaluations are not
well supported or are not always
obtained in a timely manner. A
moderate volume of reviews may
not be appropriate or reliable.

The level of CRE loan
documentation or collateral
exceptions is moderate; however,
exceptions are reasonably
mitigated and corrected in a
timely manner, if applicable. The
risk of loss from these exceptions
is not material.

loan distribution across the
tegory is consistent with a
der@e risk appetite. Migration
treNkls within the pass category

f lcr ratings. Lagging
i ing past dues

e moderate

CRE refinancing and renewal
practices pose some concern
regarding the quality of CRE
loans and the accuracy of
reported problem loan data.

The volume of CRE loans with
environmental concerns is
moderate; however, the risks are
identified and reasonably
mitigated. Environmental
evaluations are not always
performed in a timely manner.

Appendixes > Appendix A

High

Collateral requirements for CRE
loans are liberal, or if policies are
conservative, substantial
deviations exist. Appraisals and
evaluations are not always
obtained, frequently unsupported
or unreliable, or reflect inadequate
protection. Updated appraisals or
evaluations are not obtained in a
timely manner. Reviews are often
not performed or are inadequate.

The level of CRE loan
documentation or collateral
exceptions is high. Exceptions are
not mitigated and not corrected in
a timely manner. The risk of loss
from the exceptions is
heightened.

CRE loan distribution across the
pass category is heavily skewed
toward riskier pass ratings.
Lagging indicators, including past
dues and nonaccruals, are
moderate or high and the trend is
increasing.

The volume of classified and
special mention CRE loans is
moderate or high, skewed to the
more severe ratings, and
jncreasing.

efinancing and renewal
e raise substantial

The volume of CRE loans with
environmental concerns is
material if left uncorrected.
Environmental evaluations are not
performed in a timely manner, or
management’s response to
identified environmental concerns
is not appropriate.
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Appendix B: Quality of Credit Risk Management Indicators

Examiners should consider the following indicators when assessing the effect of CRE
lending activities on credit risk management.

Strong

There is a clear, sound CRE
credit culture. Board and
management tolerance for risk is
well communicated and fully
understood.

CRE initiatives are consistent with
a conservative risk appetite and
promote an appropriajg :
between risk-taking
objectives. New :
products are well reseag@hed,
tested, and approved b®for
implementation.

The appraisal and evaluation
program is fully effective. Policies
and procedures faithfully reflect
relevant guidance and controls
are sufficient to ensure their
consistent implementation. Staff
responsible for performing or
oversight of appraisals,
evaluations, and reviews are
competent, independent, and
have the appropriate experience
and training.

Management is effective. The
CRE lending staff possesses
sufficient expertise to effectively
administer the risk assumed.
Responsibilities and
accountability are clear, and
appropriate remedial or corrective
action is taken when needed.

Satisfactory

The intent of CRE lending
activities is generally understood,
but the culture and risk tolerances
may not be clearly communicated
or uniformly implemented
throughout the institution.

CRE initiatives are consistent with
a moderate risk appetite.
Generally, there is an appropriate
balance between risk-taking and
strategic objectives; however,
anxiety for income may lead to
jgher-risk transactions. New
CRE loan products may be

personnel, ind®en
engagement, or col
monitoring; policies¥nd
procedures may requi
modification or some
improvement may be needed.
Staff may require additional
training in some areas.

Management satisfactorily
manages CRE risk, but
improvement may be needed in
one or more areas. CRE staff
generally possesses the expertise
to administer assumed risks;
however, additional expertise may
be required in one or more areas.
Responsibilities and
accountability may require some
clarification. In general,
appropriate remedial or corrective
action is taken when needed.

Weak

The CRE credit culture is absent
or is materially flawed. Risk
tolerances may not be well
understood.

CRE initiatives are liberal and
encourage risk-taking. Anxiety for
income dominates planning
activities. New CRE loan products
are implemented without
conducting sufficient due
diligence.

The appraisal and evaluation
program is ineffective. Policies
and procedures do not adequately
reflect regulations or guidance or
are not implemented. Staff
performing appraisal-related
duties does not have sufficient
training or experience. Collateral

lues in general may be

liable.

ginagement is

PCRE staff may not
possess sufficient expertise, or
may demonstrate an
unwillingness to effectively
administer the risk assumed.
Responsibilities and
accountability may not be clear.
Corrective actions are insufficient
to address root causes of
problems.

Comptroller's Handbook

119

Commercial Real Estate Lending



Version 1.1

Strong Satisfactory

Diversification management is
effective. CRE concentration
limits are set at reasonable levels.
CRE concentration risk-
management practices are sound,
including management’s efforts to
reduce or mitigate exposures.
Management effectively identifies
and understands correlated risk
exposures and their potential
effect.

Diversification management is
adequate, but certain aspects
may need improvement. CRE
concentrations are identified and
reported, but limits and other
action triggers may be absent or
moderately high. Concentration
management efforts may be
focused at the individual loan
level, while portfolio level efforts
may be inadequate. Correlated
exposures may not be identified
and their risks not fully
understood.

Loan management and personnel
compensation structures provide
reasonable balance between loan
or revenue production, loan
quality, and portfolio

ris ministration.

or revenue produc#fon, I}
quality, and portfolio
administration, including
identification.

CRE staffing levels and exper
are appropriate for the size and ar
complexity of CRE activities. Staff i
turnover is low and the transfer of
responsibilities is orderly. Training
programs facilitate ongoing staff
development.

E s@ffing levels and expertise
enerall

adequate for the

manageme
are adequa!

CRE lending policies effectively
establish and communicate
portfolio objectives, risk
tolerances, loan underwriting
standards and risk-selection
standards.

fundamentally ade
Enhancement, while g€
critical, can be achieved
more areas. Specificity of risk
tolerance or underwriting
standards may need improveme
to fully communicate policy
requirements.

Staff effectively identifies,
approves, tracks, and reports
significant policy, underwriting,
and risk-selection exceptions
individually and in aggregate,
including risk exposures
associated with off-balance-sheet
activities.

Staff identifies, approves, and
reports significant policy,
underwriting, and risk-selection
exceptions on a loan-by-loan
basis, including risk exposures
associated with off-balance-sheet
activities. Little aggregation or
trend analysis is conducted,
however, to determine the effect
on portfolio quality.

Credit analysis is thorough and
timely both at underwriting and
periodically thereafter.

Credit analysis appropriately
identifies key risks and is
conducted within reasonable time
frames. Post-underwriting
analysis may need some
strengthening.
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Weak

Diversification management is
passive or deficient. Management
may not identify concentrations,
or take little or no action to
reduce, limit, or mitigate the
associated risk. Limits may be
established but represent a
significant portion of capital.
Management may not understand
exposure correlations and their
potential effect. Concentration
limits may be exceeded or raised
frequently.

Loan management and personnel
compensation structures are
skewed to loan or revenue
production. There is little evidence
of substantive incentives or
accountability for loan quality and
portfolio administration.

CRE staffing levels and expertise
are deficient. Turnover is high.
Management does not provide
sufficient resources for staff
training.

CRE lending policies are deficient
in one or more ways and require
ignificant improvements. Policies
not be clear or are too

| to adequately

gicate portfolio objectives,
es, and underwriting
pction standards.

Policy exceptions may not receive
appropriate approval, significant
policy exceptions may be
approved but not reported
individually or in aggregate, or
their effect on portfolio quality is
not analyzed. Risk exposures
associated with off-balance-sheet
activities may not be considered.

Credit analysis is deficient.
Analysis is superficial and key
risks are overlooked. Credit data
are not reviewed in a timely
manner.
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Strong

Risk rating and problem loan
review and identification systems
are accurate and timely. Credit
risk is effectively stratified for both
problem and pass credits.
Systems serve as effective early
warning tools and support risk-
based pricing, the ALLL, and
capital allocations.

Special mention ratings do not
indicate any administration issues
within the CRE portfolio.

board receive appropri
to analyze and underst§
effect of CRE activities o
bank’s credit risk profile, inc
off-balance-sheet activities. M
facilitate timely exception
reporting.

Satisfactory

Risk rating and problem loan
review and identification systems
are adequate. Problem and
emerging problem credits are
adequately identified, although
room for improvement exists. The
number of rating categories for
pass credits may need to be
expanded to facilitate early
warning, risk-based pricing, or
capital allocations.

Special mention ratings generally
do not indicate administration
issues within the CRE portfolio.

MIS is adequate. Management
and the board generally receive
appropriate reports to analyze
and understand the effect of CRE
tivities on the bank’s credit-risk
profile; however, modest
0

i ment may be needed in
rihore areas. MIS facilitate
geNerally timely exception
gl

%
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Weak

Risk rating and problem loan
review and identification systems
are deficient. Problem credits may
not be identified accurately or in a
timely manner resulting in
misstated levels of portfolio risk.
The number of rating categories
for pass credits is insufficient to
stratify risk for early warning or
other purposes.

Special mention ratings indicate
management is not properly
administering the CRE portfolio.

MIS is deficient. The accuracy or
timeliness of information may be
affected in a material way.
Management and the board may
not be receiving sufficient
information to analyze and
understand the effect of CRE
activities on the bank’s credit-risk
profile. Exception reporting
requires improvement.
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Appendix C: Glossary

Entries marked with an asterisk (*) are as defined in the “Interagency Guidelines for Real
Estate Lending Policies.” Entries marked with a double asterisk (**) are as defined in the
“Interagency Appraisal and Evaluation Guidelines.”

Appraisal:** A written statement independently and impartially prepared by a qualified
appraiser (state licensed or certified) setting forth an opinion as to the market value of an
adequately described property as of a specific date(s), supported by the presentation and
analysis of relevant market information.

“As-complete” market value: See prospective market value.

“As-is” market val
physical conditiog

X * The estimate of the market value of real property in its current
d zoning as of the appraisal’s effective date.

“As-stabilized” magketgludSee prospective market value.

Broker price opinion ( ):* stimate of the probable sales or listing price of the
subject property provided by @ re\estate broker, sales agent, or sales person. A BPO
generally provides a varying | f bout a property’s condition, market, and
neighborhood, as well as comparabl sales d§ listings. A BPO is not by itself an appraisal or

evaluation, but could be used for moRgoLing ##% collateral value of an existing loan, when
deemed appropriate.

Capitalization rate: Rate used to convert inco
between a property’s stabilized NOI and the pro
an overall rate because it can be computed as a welt
claims on NOI.

e. Specifically, it is the ratio
& price. Sometimes referred to as
of component investment

Debt-service coverage ratio: Cash flow or NOI divided by the debt service.

Discount rate: A rate of return used to convert future payments or receipts into their present
value.

Effective gross income: The expected revenue generated by a property after the application
of a vacancy rate and deductions for expected credit losses. See also “Gross Income.”

Evaluation:** A valuation permitted by the appraisal regulations for transactions that
qualify for the appraisal threshold exemption, business loan exemption, or subsequent
transaction exemption.
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Exposure time: The estimated length of time the property interest being appraised would
have been offered on the market before the hypothetical consummation of a sale at market
value on the effective date of the appraisal. Exposure time is always presumed to precede the
effective date of the appraisal. Exposure time is a function of price, time, and use—not an
isolated opinion of time alone.??

Extension of credit or loan:*

e The total amount of any loan, line of credit, or other legally binding lending
commitment with respect to real property; and

e The total amount, based on the amount of consideration paid, of any loan, line of credit,
or other legally binding lending commitment acquired by a lender by purchase,
assignment, or otherwise.

Federally relateg @ tion:** Any real estate-related financial transaction in which any
on @agfegor contracts for, and that requires the services of an appraiser.
See also “Real Estat@Re inancial Transaction.”

Going concern value:* ey a business entity rather than the value of the real
property. The valuation is Daged Of tH€ existing operations of the business and its current
operating record, with the ass e business will continue to operate.

property operating expenses. Because eVe ases often require some expenses to be
paid by the tenant, the lease itself should S le a
developing an accurate estimate of cash flow an

Gross lease: A lease agreement whegin Vlord is responsible for the payment of
0

lyzed. This analysis is critical to
the property.

Gross income: The revenue generated by a proper§
application of a vacancy rate and deductions for expe
Gross Income.”

Hard equity: A borrower’s tangible equity invested in a prope
unencumbered real estate (e.g., land) and materials for improve

Improved property loan:* An extension of credit secured by one of the following types of
real property:

e Farmland, ranchland, or timberland committed to ongoing management and agricultural
production.

e One- to four-family residential property that is not owner-occupied.

¢ Residential property containing five or more individual dwelling units.

e Completed commercial property.

22 Uniform Standards of Professional Appraisal Practice, Appraisal Standards Board, The Appraisal
Foundation, 2012-2013 Edition.
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e Other income-producing property that has been completed and is available for
occupancy and use, except income-producing owner-occupied one- to four-family
residential property.

Land development loan:* An extension of credit for the purpose of improving unimproved
real property before the erection of structures. The improvement of unimproved real property
may include the laying or placement of sewers, water pipes, utility cables, streets, and other
infrastructure necessary for future development. (Loans secured by already improved
residential building lots are subject to the same 75 percent LTV as land development loans.)

Loan origination date:* The time of inception of the obligation to extend credit (i.e., when
the last event or prerequisite, controllable by the lender, occurs, causing the lender to become
legally bound to fund an extension of credit).

Loan-to-value or -value ratio:* The percentage or ratio that is derived at the time of
loan origination®y n extension of credit by the total market value of the
property(ies) securing or improved by the extension of credit, plus the amount of any
readily marketable or cePptable non-real estate collateral. The total amount of all
senior liens on or intereS{ erty(ies) should be included in determining the LTV
ratio. When mortgage insufargge O c¥lateral is used in the calculation of the LTV ratio, and
such credit enhancement is la replaced, the LTV ratio should be recalculated.

and open market under all conditions r fair sale, the buyer and seller each acting
prudently and knowledgeably, and assum e fricggis not affected by undue stimulus.

Implicit in this definition are the consummation #f
passing of title from seller to buyer under condi

Market value:** The most probabl ric?h a property should bring in a competitive
as of a specified date and the

e Dbuyer and seller are typically motivated.

e Dboth parties are well informed or well advised andcti
own best interests.

e areasonable time is allowed for exposure in the open m¢

e payment is made in terms of cash in U.S. dollars or in ter
arrangements comparable thereto.

o the price represents the normal consideration for the property sold unaffected by
special or creative financing or sales concessions granted by anyone associated with
the sale.

Marketing period or marketing time: The time it might take to sell the property interest at
the appraised market value during the period immediately after the effective date of the
appraisal.

Mezzanine loan: In CRE, a loan that is secured by an assignment of an equity interest rather
than a collateral interest in the property.
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Net lease: A lease agreement wherein the tenant must pay operating expenses, either directly
or by reimbursement to the landlord. Net leases may be referred to as net, double net (NN),
triple net (NNN), or absolute net. Because these terms lack universally agreed upon
definitions, the lease itself should always be analyzed to determine the expenses for which a
landlord or tenant is responsible rather than relying on these terms. This determination is
critical to developing an accurate estimate of cash flow and NOI for the property.

Net operating income (NOI): Annual gross income less operating expenses. Gross income
includes all income generated through the operation of the property. In addition to rents, it
may include other income such as parking fees and laundry and vending. Tenant
reimbursements may also be included if the reimbursed expenses are included in the
operating expenses. Operating expenses are the costs incurred in the operation and normal
maintenance of a property. They do not include interest, principal, or income taxes. While
operating expenses dgapot include depreciation or capital items, they do include a reserve for
the replacement o A items (replacement reserve). The replacement reserve is imputed
for underwriting®urIngg® irgespective of whether it is actually funded.

To determine a proper
determining the gross indgme th

ed NOI for underwriting purposes, the analysis begins with
operty would generate when fully leased. This is then
adjusted by the application*o ary factor to arrive at the Effective Gross Income. The
vacancy factor may be higherggl actual and represents an estimate of the vacancy
that the property is expected to expeffence tRroughout the life of the property. The selection
of a vacancy factor should consider cary comparable properties in the same market.
tigre

Variable operating expenses that are d to occupancy may also be adjusted to
reflect the vacancy assumptions

One- to four-family residential property:* Pr
dwelling units, including manufactured homes per
property (when deemed to be real property under st

Qining fewer than five individual
ixed to the underlying

Presold unit:** A unit may be considered presold if a buyer has entered into a binding
contract to purchase the unit and has made a substantial and nonrefundable earnest money
deposit. Further, the institution should obtain sufficient documentation that the buyer has
entered into a legally binding sales contract and has obtained a written prequalification or
commitment for permanent financing.

Prospective market value “as-completed” and “as-stabilized”:** According to the
USPAP, an appraisal with a prospective market value reflects an effective date that is
subsequent to the date of the appraisal report. A prospective market value may be appropriate
for the valuation of a property interest related to a credit decision for a proposed development
or renovation project. Prospective value opinions are intended to reflect the current
expectations and perceptions of market participants, based on available data. Two
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prospective value opinions may be required to reflect the time frame during which
development, construction, and occupancy occur. The prospective market value “as-
completed” reflects the property’s market value as of the time that development is expected
to be completed. The prospective market value “as stabilized” reflects the property’s market
value as of the time the property is projected to achieve stabilized occupancy. For an income-
producing property, stabilized occupancy is the occupancy level that a property is expected to
achieve after the property is exposed to the market for lease over a reasonable period of time
and at comparable terms and conditions to other similar properties.

Readily marketable collateral:* Insured deposits, financial instruments, and bullion in
which the lender has a perfected interest. Financial instruments and bullion must be salable
under ordinary circumstances with reasonable promptness at a fair market value determined
by quotations based on actual transactions, on an auction or similarly available daily bid and
ask price market. Regglily marketable collateral should be appropriately discounted by

the lender consist the lender’s usual practices for making loans secured by such

dily marketable financial instruments include stocks, bonds,
egotiable certificates of deposit, and shares in mutual funds.

debentures, commergial

Real estate-related finaggial tr, tion:**Any transaction involving the sale, lease,
purchase, investment in or aNge &f real property, including interests in property, or the
financing thereof; the refinan [ perty or interests in real property; or the use of
real property or interests in propertyf#s secuiity for a loan or investment, including mortgage-

backed securities. e/
Replacement reserves: A reserve for the®peg#0j cement of such capital items as

heating, ventilation, and air conditioning (HVA gnd parking lots. A lender may or
may not require that these reserves be funded. gh n®§ a cash expense in all periods,
however, reserves for replacement should be dedud

Reversion value or terminal value: The lump-sum amo
when an investment is sold. In real estate appraisal, the re

net present value of the periodic cash flows.

Value:* An opinion or estimate, set forth in an appraisal or evaluation, whichever may be
appropriate, of the market value of real property, prepared in accordance with appraisal
regulations and guidance. For loans to purchase an existing property, the term *“value” means
the lesser of the actual acquisition cost or the estimate of value.
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References

Laws

12 USC 371, “Real Estate Loans” (national banks)
12 USC 1464(c), “Federal Savings Associations, Loans and Investments”

Regulations

Appraisals

12 CFR 34, subpart C, “Appraisals” (national banks) and 12 CFR 164,“Appraisals” (federal
savings associations)

Authority

12 CFR 7.1006,€ub
income, or earni

12 CFR 160.30, “Gen

ank Powers—Loan agreement providing for a share in profits,
ock warrants” (national banks)
ing and Investment Powers of Federal Savings Associations”

S

12 CFR 159.5, “Subordinate iz&ions—How much may a federal savings association
invest in service corporati | jer entities?” (federal savings associations)

Capital

12 CFR 3.2(e), “Definitions—Total Ca ng#®nal banks) and 12 CFR 167.5,
“Components of Capital—Total Capif@l” ral gavings associations)

Safety and Soundness Standards

12 CFR 30 (national banks) and 12 CFR 170, app ’@ dgral savings associations),
“Interagency Guidelines for Establishing StandarCressér

Real Estate Lending Standards

12 CFR 34, subpart D (national banks) and 12 CFR 160.101 r@ gs associations),
“Real Estate Lending Standards”

Interagency Guidelines for Real Estate Lending Policies

12 CFR 34, subpart D, appendix A “Interagency Guidelines for Real Estate Lending”
(national banks) and appendix to12 CFR 160.101, “Interagency Guidelines for Real
Estate Lending Policies” (federal savings associations)
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