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Any attachments to this document are rescinded only as they relate
to national banks and federal savings associations.

June 11, 1993

MEMORANDUM FOR CHIEF EXECUTIVE OFFICERS

FROM: Jonathan L. Fiechter %f =

Acting Director
SUBJECT: Credit Availability and Fair Lending Initiatives

On June 10, 1993, the four Federal bank and thrift regulatory agencies (Office of Thrift Super-
vision [OTS], Office of the Comptroller of the Currency, Federal Deposit Insurance Corpora-
tion, and Federal Reserve Board) issued interagency statements on credit availability and fair
lending.

The statements released on credit availability are intended to improve the ability of small
businesses and consumers to gain access to credit. The agencies’ policy statements address six
specific issues and establish the following policies:

. In-Substance Foreclosures (ISF): Under the new policy, loans that meet the existing ISF
criteria need not be reported as real estate owned (REQ) until the institution actually
takes possession of the collateral (though the loan should still be written down to the
fair value of the collateral).

. Returning Nonaccrual Loans to Accrual Status: Under the new policy, institutions are
given two methods by which they can return certain nonaccrual loans to accrual status:
(1) the use of troubled debt restructurings that involve multiple notes and (2) when bor-
rowers have resumed paying the full amount due and the institution expects to collect
all principal and interest due (along with some other conditions).

. Reporting Requirements for Financed Sales of REO: Under the new policy, the mini-
mum down payment requirement previously in place for financed sales of REO is re-
moved and, instead, thrifts and banks can report financed sales of REO as “sales” so
long as the GAAP criteria established in FAS 66 is met. The OTS will implement this
change through a revision to the instructions to the June 30, 1993 Thrift Financial Report.

. Reaffirmation of the November 7, 1991 Policy Statement: This statement reaffirms the
agencies’ support for the policies announced in 1991 on the review and classification of
cormumercial real estate loans.
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. Supervisory Definition of Special Mention Assets: This policy statement establishes a
uniform definition of the Special Mention designation and sets forth several other re-
lated new policies.

. Coordination of Holding Company, Thrift and Bank Examinations: This policy state-
ment outlings a program for coordinating examinations of institutions and their holding
compariies so'as to minimize disruption and avoid duplicative examination efforts and
information requests, whenever possible.

Attached are a press'release that summarizes these initiatives and the interagency policy
statements that discliss the initiatives in greater detail.

The agencies also ahnounced on June 10 several initiatives we will pursue to enhance our
ability to detect lending discrimination, to improve the level of education we provide to the in-
dustry and to our examiners, and to strengthen fair lending enforcement. Attached is a copy of
the interagency policy statement that discusses these initiatives.

Please contact your Regional office if you havéany questions about the initiatives and Policy
Statements.

Attachments
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Federal Regulators Announce
Additional Credit Availability Initiatives

June 10, 1993

The four federal regulators of banks and thrifts today announced six additional initiatives to
implement the Présidents March 10 program to improve the availability of credit to businesses
and individuals. These initiatives include changes to regulatory reporting requirements and the
issuance of joint policy statements on the valuation of real estate collateral, use of the "Special
Mention" category in reviéwing loans, and improved coordination of examinations. The
changes to regulatory reporting requirements are consistent with generally accepted accounting
principles (GAAP). i

The agencies noted thab.these latestfactions bring to 2 close the first phase of the President’s
credit availability program. Hofwever, all four agencies emphasized that they are continuing
efforts to reduce the paperwork and regulatory burden that impedes the flow of funds to
creditworthy borrowers. .

The actions announced today cover thesedareas:
= In-Substance Foreclosures

In the past, the agencies’ rules required ger@in loalis o be reported as in-substance
foreclosures. In the revised guidance issued toddy, the agencies make it clear that a
collateral dependent real estate loan need not be'reported as foreclosed real estate unless
the lender has taken possession of the collateral, Howevert, appropriate losses must be
recognized. This guidance is consistent with the approachf taken by the Financial
Accounting Standards Board (FASB) in its new standard .on loan impairment.

= Returning Nonaccrual Loans to Acerual Status
In the past, a loan that was partially charged off could not be feturfied to accrual status
until all missed payments had been made up to bring the loan tocurrent status and the

institution expected to receive the full contractual principal and interest on the loan.

(more)
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This reporting requirement also applied in situations where the borrower showed a
renewed ability and willingness to service the remaining debt. Accordingly, institutions
sometimes found it difficult to work with borrowers who were experiencing temporary
difficulties in a way that would maximize recovery on these troubled loans.

To address this problem, the agencies are making two revisions to their nonaccrual
guidelines. First, banks and thrifts will be allowed to formaily restructure troubled debt
in a manner that will allow a portion of the debt to become an accruing asset, provided
certain criteria are met. This revised reporting guidance makes the policies of the bank
and\thrift regulatory agencies consistent.

Second, in some cases, borrowers have resumed paying the full amount of scheduled
contractualdprincipal and interest payments on loans that are past due and in nonaccrual
status. AJnder)the guidance issued today, banks and thrifts will be allowed to return
suchfiast, due loans to accrual status, provided the institution expects to collect all
prificipal and interest due and the borrower has made regular payments in accordance
with(the terms of tlie’loan over a specific period of time.

Regulatory /Reporting /Requirements ' for Sales of Other Resl Estate- Owned
(OREO) :

The agencies will separately issue guidance to banks and thrifts that generally conforms
regulatory reporting requirements for sales of OREO with generally accepted accounting
principles (GAAP), as'set forth in FASB Statement No. 66. These changes delete
certain requirements for ‘mainifhum down payments for sales of OREQ. Financial
institutions and examiners should’ refer/to FASB Statement No. 66 for a detailed
discussion of the accounting principles(that apply to sales of real estate.

Review and Classification of Commercial Real Estate Loans

The agencies are reaffirming their guidelines issued in November 1991 to ensure that
examiners are reviewing commercial real estate loans ima consistent, prudent and
balanced manner. Today’s policy statement reitetates that the evaliation of commercial
real estate loans is based on a review of the borrower's willingness, and capacity to
repay and on the income-producing capacity of the underiying ‘collateral’over time. The
statement emphasized that it is NOT regulatory policy fa value collateral that underlies
real estate loans on a liquidation basis.

(more)



-3-

L] Supervisory Definition of Special Mention Assets

The agencies are concerned that improper use of the “Special Mention" loan category
in examiners’ reviews of loan portfolios may inhibit Jending to small- and medium-size
businesses. Accordingly, all four agencies have adopted a uniform definition for this

category.

The use of a common definition will lead to more consistent supervision among the
four agencies. It will also enable examiners to more readily segregate Special Mention
asset§)from those warranting adverse classification. The agencies have agreed. to use
classified assets, which by definition do not include Special Mention assets, as the
standard measure in expressing the quality of a bank or thrift’s asset portfolio.

= Coordifation of Holding Company, Thrift and Bank Examinations

THe four agencies are issuing interagency guidelines to coordinate their supervision and
examibations in ofder'to minimize the disruptions and burdens associated with the
examination process. Under the principles laid out in the guidelines, the agencies will
work to eliminate duplication in examinations by maultiple agencies. Examinations and
inspections of a particular legal entity will be conducted by the primary supervisor for
that entity. Thelagencies(will increase coordination of examinations and will establish
procedures to centralize and streamline examinations in multibank organizations.

The initiatives announced today follow a nufiBer of actions previously taken by the four
agencies to implement the Presideént’s credi availability program. Those actions include:

L] Interagency Policy Statemention Dotumentation of Loans (March 30, 1993)

u Interagency Letter on Lending Discrimination (May)27, 1993)

n Proposed Rule on Revised Appraisal Requiréments (June 4, 1993)

L] Interagency Release on Joint Fair Lending Initiatives (June'10, 1993)

The four agencies emphasizcd' that they will continue their efforts o reduce paperwork and
regulatory burdens and improve the ability of small businessés and consumers to gain access
to credit. For example, in the coming months, the agencies expectyto modifygheir procedures

for corporate applications (e.g., applications for charters, mergers, and branches) to make them
less duplicative and more uniform.

HEHAER
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Interagency Guidance on
Reporting of In-Substance Foreclosures

June 10, 1993

On March 10, 1993, the Jfour, federal banking and thrift regulatory agencies issued an
Interagency Policy Statement on Credit Availability. That statement indicated that the agencies
would seek to clarify/the reporting treatment for in-substance foreclosures (ISF) and would
work with the accounting authorities to achieve consistency between generally accepted
accounting principles (GAAP) andqégulatory reporting requirements in this area.

Under existing accounting guidelines for determining whether the collateral for a loan has been
in-substance foreclosed, a loan istransferred to “dther real estate owned" (OREO or REQ) and
appropriate losses are recognized \if certain criteria are met. Such OREOQ designations may
impede efforts to improve credit availability and iay discourage lenders from working with
borrowers experiencing temporary finangial difficulties.

The Financial Accounting Standards Board (FASB) fecently issued Statement No. 114,
"Accounting by Creditors for Impairment of a Loan," addressing)the accounting for impaired
loans. This Standard also clarifies the existing accountingdfor in-substance foreclosures. Under
the new impairment standard and related amendments’to Statement No. 15," Accounting by
Debtors and Creditors for Troubled Debt Restructurings®y(FAS 15), a collateral dependent real
estate loan (ie., a loan for which repayment is expecteduto be provided solely by the
underlying collateral) would be reported as OREQ only if the lender'had taken possession of
the collateral. For other collateral dependent real estate loans, lass recognition would be based
on the fair value' of the collateral if foreclosure is probable. However, such loans would no
longer be reported as OREO. Rather, they would remain in the loan)categofy.

(more)

! Fair value is defined in paragraph 13 of FAS 15.
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Accordingly, the agencies have concluded that losses’ must be recognized on real estate loans ‘
that meet the existing ISF criteria based on the fair value of the collateral, but such IPans need

not be reported as OREO unless possession of the underlying. collateral has been gbtamed. The
agencies believe that this interagency guidance, coupled with o.ther agency actions currently

being taken, will reduce impediments to the availability of credit.

#aHu#
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? Consistent with GAAP, loss recognition would consider estimated costs to seil.
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Revised Interagency Guidance on
Returnin@ ‘Certain Nonaccrual Loans to Accrual Status

June 10, 1993

[ntroduction

On March 10, 1993, the four federaldbanking agencies issued an Interagency Policy Statement
on Credit Availability. That policy statement, outlined a program of interagency initiatives to
reduce impediments to the availability of credit to businesses and individuals.

As part of that program, the agencies)are making,two revisions to existing policies for
returning certain nonaccrual loans to accrual status. The revised policies should remove
impediments to working with borrowers who 4re experiencing temporary difficulties in a
manner that maximizes recovery on their loan§, while at the’same time improving disclosures
in this area. :

The first change conforms the banking and thrift agéncies’ policies on troubled debt
restructurings (TDRs) that involve multiple notes (sometimes referred to as "A"/"B" note
structures). The second change would permit institutions, to returi’past due loans to accrual
status, provided the institution expects to collect all contractual principal and,interest due and
the borrower has demonstrated a sustained period of repayment performancejin accordance
with the contractual terms.

The revised policies are effective immediately. Thus, instituticns ‘may eleét to adopt such
changes for purposes of the June 30, 1993, Consolidated Reports of Condition and Income
(Call Report) and Thrift Financial Report (TFR). Revised Call Report and, TFR instructions
will be distributed as of September 30, 1993.



TDR Multiple Note Structure

The agencies are conforming their reporting requirements for TDR structures involving
multipfe notes. The basic example is a troubled loan that is restructured into two notes where
the first or "A" note represents the portion of the original loan principal amount which is
expected to be fully coilected along with contractual interest. The second part of the
restructured loan. or "B" note. represents the portion of the original loan that has been charged

off.

Such TDRsfgenerally may take any of three forms. (1) In certain TDRs. the "B" note may be
a contingént receivable that is payable only if certain conditions are met (e.g., sufficient cash
flow fromythe property). (2) For other TDRs. the "B" note may be contingently forgiven (e.g.,
note! "B" 15 forgiven if note "A" is paid in full). (3) In other instances. an institution would
have granted a congéssion (e.g.. rate reduction) to the troubied borrower but the "B" note
would remain a contractual obligation of the borrower. Because the "B" note is not reflected
as an asset ondthejinstitution’'s books and is unlikely to be collected. the agencies have
concluded that for reporting purposes the "B" note could be viewed as a contingent receivable.

Institutions may return the "A" note to accrual starus provided the following conditions are
met:

(1) The restructuring” qualifies as“a, TDR as defined by FASB Statement No. 15,
"Accounting by Debtors and Creditors for Troubled Debt Restructuring," (SFAS
15) and there is economic substancesto the restructuring. (Under SFAS 15, a
restructuring of debt'is considereda TDR if "the creditor for economic or legal
reasons related to the debtor’s financial difficulties grants a concession to the
cebtor that it wouid not othefwise cénsider.")

(2)  The portion of the original loafi represented(by the "B" note has been charged
off. The charge-off must be supported #y a cfirrent, well documented credit
evaluation of the borrower’s financial condifion and prospects for repayment
under the revised terms. The charge-off miist be recorded before .or at the time
of the restructuring.

(3)  The "A" note is reasonably assured of repaymentfand, of performance in
accordance with the modified terms.

4) In general, the borrower must have demonstrated Bsustainéd repayment
performance (either immediately before or after the restructurifig) in accordance
with the modified terms for a reasonable period prior to the date on which the
"A" note is returned to accrual starus. A sustained periodiof  payment
performance generally would be a minimum of six months and involve
payments in the form of cash or cash equivalents.



Under existing reporting requirements. the "A" note would be disclosed as a TDR. [n
accordance - with these requirements, if the "A" note vields a market rate of interest and
performs in accordance with the restructured terms. such disclosures could be eliminated in the
vear foilowing the restructuring.  To be considered a market rate of interest, the interest rate
on the "A" note at the time of the restructuring must be equal to or greater than the rate that
the institution is willing to accept for a new receivable with comparable risk.

Nonaccruab, Loans That Have Demonstrated Sustained Contractual Performance

Certaifi borrowers have resumed paying the full amount of scheduled contractual interest and
prificipal \payments on loans that are past due and in nonaccrual staws. Although prior
artearages may not iave been eliminated by payments from the borrowers, some borrowers
have demonstrated sustained performance over a period of time in accordance with the
contractual teris: hUnder existing regulatory standards, institutions cannot return these loans
to acerual stitus unless they expect to collect ail contractual principal and interest and the loans
are brought filly current (ofmless the loan becomes well secured and ir the process of
collection}.

Such loans may henceforth be returned to accrual status, even though the loans have not been
brought fully current, provided two criteria, are met: (1) ail principal and interest amounts
contractually due (including arfearages) are reasonably assured of repayment within a
reasonable period. and (2) there is a sustained period of repayment performance (generaily a
minimum of six months) by the borrower, in accérdance with the contractual terms involving
payments of cash or cash equivalentsiyConsistent with,existing guidance, when the regulatory
reporting criteria for restoration to accrual status aré met, previous charge-offs taken would not
have to be fully recovered before such ldans aré remurned to accrual status.

Loans that meet the above criteria would continue/to b€ discidsed as past due (e.g., 90 days
past due and stll accruing for Call Report and TFR purpose$), as'wy  onate, untl they have
been brought fully curreat.

Additional Guidance

The Financial Accounting Standards Board (FASB) recentlyissued Statement No. 114,
"Accounting by Creditors for Impairment of a Loan.” which establishes a new approach for
recognizing impairment on problem loans and for recognizing income on such loans. In
addition, the standard establishes new disclosure requirements for impaired loans for financial
reporting purposes. [n light of the significance of those changes, the agencies, are reevaluating
regulatory disclosure and nonaccrual requirements that will apply when the statement becomes
effective. and expect to issue revised policies at a later date..

BHABH
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Interagency Policy Statement on
Review and Classification of Commercial Real Estate Loans

" June 10, 1993

On March 10, 1993, the four federal regulators of banks and thrifis issued an Interagency
Policy (Statemént, on Credit Availability. ~This policy statement outlined a program of
interagencyfinitiatives to reduce impediments to making credit available to businesses and
individuals.

One impediment to fhaking, credit available to commercial real estate borrowers may be
* problems in evaluation of real\estate collateral. The federal bank and thrift regulatory agencies
have been working with)their examihation)staffs for some time to ensure that commercial real
estate loans are evaluated in dccordance’| with agency policy. In issuing today’s policy
. statement, the federal bank and thrift regulatory agencies are reaffirming the guidelines in the
November 7, 1991 Interagency Policy Statemient on the Review and Classification of
Commercial Real Estate Loans. “The;November 7, 1991 policy statement provides clear and
comprehensive guidance to ensure supervisory personnel are reviewing commercial real estate
loans in a consistent, prudent and balaned mafiner. A copy of that statement is attached.

The November 7, 1991 statement clarified regulatory polic¥hon real estate valuation and
classification. The evaluation of commercial real @state Joansis based on a review of the
borrower’s willingness and capacity to repay and on the income-producing capacity of the
underlying collateral over time. The value of collateral increases in importance as a loan
becomes troubled and the borrower’s ability to repay the loan becomes miore questionable. The
statement emphasizes that it is NOT regulatory policy to'value coilateral ‘that underlies real
estate loans on a liquidation basis. (See the discussion on "Examiner)Review of Individuai
Loans, Including the Analysis of Collateral Value," beginning on page 3 of)the policy
statement.)

Furthermore, the policy statement discusses management’s responsibility for reviewing
appraisal assumptions and conclusions for reasonableness. Appraisal assumptions_should not
be based solely on current conditions that ignore the stabilized income-producing’ capacity of
the property. :
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Management should adjust any assumptions used by an appraiser in determining values that .
are overly optimistic or pessimistic. The policy statement also indicates that the assurnptions

used in a discounted cash flow analysis (such as discount rates and direct capitalization rates)
should reflect reasonable “expectations about the rate of return that investors require under
normal, orderly and sustainable market conditions. Unrealistic or unsustainable high or low
discount rates, "cap" rates, and income projections should not be used.

The use of appropriate assumptions in a discounted cash flow analysis is particularly important
in determining the value of collateral for a troubled, project-dependent commercial real estate
loan (idvolving income-producing property). The agencies use this valuation for determining
the.dmount of'the loan that is adequately secured by the value of the collateral. The November
741991 Interagency Policy Statement indicates that generally, any portion of the loan balance
that exceeds the afmount adequately secured by collateral values and that can be clearly
identified as uncdllectible should be classified "loss." The portion of the loan balance that is
adequately sefured by the)value of the collateral should generally be classified no worse than
"substandagd.” Thelpolicy statement also indicates that, when an institution has taken a charge-
off in sufficient amount sohatithe remaining recorded balance of the loan (a) is being serviced
(based on reliable sources), and (b) is reasonably assured of collection, classification of the
remaining recorded balance may/not be appropriate.

The federal bank andlthrift regdlatory ‘agencies will continue to ensurc their examiners
implement the policy statement appropriately and uniformly. Each agency has an appeals
process for institutions with significant concerns, about examinations, including any concerns .
relating to the supervisory treatient of commefcial real estate loans.

Attachment: Interagency Policy Statefent ofi Review and Classification of Commercial Real
Estate Loans, November 7,4991

#A#AH
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Office of Thrift Supervision

Interagency Policy Statement on the Review and
Classification of Commercial Real Estate Loans

November 7, 1991

The recerif declifie in credit extended by depository institutions has been attributed to
many factors. These factors include the general slowdown in the economy, the
ovefbuilding of commercial real estate properties in some markets, the desire of some
household and busines§'Bomowers, as well as some depository institutions, to
strengthen, their balance sheets, changes by lenders in underwriting standards, and
concems about(the potential impact of certain supervisory policies or actions. To
ensure that regulatory policies and actions do not inadvertently curtail the availability
of credit to soundborrowers,fie four'Federal regulators of banks and thrifts have
taken a number of steps to/Clarify and communicate their policies. The antached policy
statement is a further step in this effort.

On March 1, 1991, the four agencies — the Office of the Comptroller of the Currency,
the Federal Deposit Insurance Corporation, theFederal Reserve Board, and the Office
of Thrift Supervision — issued genefal guidélines that addressed a wide range of
supervisory policies. Included in the March issuance wefe brief discussions of the
workout of problems loans, lending by undercapitalizéd institbtions, and a general
statement on the valuation of real estate loans.

The attached policy statement expands upon the Mafch 1 and subsequent guidance as
it relates to the review and classification of commercial real estate loans.

The intent of the statement by the agencies is to provide clear and'comprehensive
guidance to ensure that supervisory personnel are reviewing lodns in a consistent,
prudent, and balanced fashion and to ensure that all interested paities are awareof the
guidance.

The policy statement emphasizes that the evaluation of real estate loans is not based
solely on the value of the collateral, but on a review of the borrower’s willingness and
capacity to repay and on the income-producing capacity of the propertes.
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The policy siatement also provides guidance on how supervisory personnel analyze the
value of collateral. In general, examiners consider the institution’s appraisals of
collateral (or intemal evaluations, when applicable) to determine value and they review
the major facts, assumptions and approaches used in determining the value of the
collateral. Examiners seek to avoid challenges to underlying assumptions that differ in
only a limited way from norms that would generally be associated with the property
under review. Nonetheless, when reviewing the vatue of the collateral and any related
management adjustments, examiners ascertain that the value is based on assumptions

that are both prudent and realistic, and not on overly optimistic or overly pessimistic
assumptions. ‘

The policy statement covers a wide range of specific topics, including:

& thelgeneral principles that examiners follow in reviewing commercial real estate
loan portfolios;

+ | the¥indicatofs of troubled real estate markets, projects, and related indebtedness;

" ihe faftors examiners consider in their review of individual loans, including the use
offappraisals and the determination of collateral value;

« a disclission of approaches)to valuing real estate, especially in troubled markets;

« the classification guidelinés followed by the agencies, including the treatment of
guarantees; and

+ the factors considered inlthe evaluation) of an institution’s allowance for loan and
lease losses.

This statement is intended to ensure that all supervisory personnel, lending institutions
and other interested parties have a cleaf understanding of the agencies’ policies.
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Interagency Policy Statement on the Review and
Classification of Commercial Real Estate Loans'

Introduction

This policy statement addresses the review and classification of commercial real estate
Joans by examiners of the federal bank and thrift regulatory agencies? Guidance is
also provided on the analysis of the value of the underlying collateral. In addition,
this policy statement summarizes principles for evaluating an insttution’s process for
determining the appropriate level for the allowance for loan and leasc losses, including
amounts that have been based on an analysis of the commercial real estate loan
portfolio® These guidelines are intended to promote the prudent, balanced, and
consistent supervisory treatment of commercial real estate loans, including those to
borrowers experiencing financial difficulties.

Thé anachments to this policy statement address three 10pics related to the review of
commercial real estategloans by examiners. The topics include the treatment of
guarantees in the classification process (Attachment 1), background information on the
valuarion of inome-producing commercial real estate loans in the examination process
(Auachment 2); and definitions of classification terms used by the federal bank and
thrift regulatory agencies (Anachment 3).

Examiner Review of Commercial Real Estate Loans

This Ip'_[era_gency Policy Statement on The Review of
Classification of Commercial Real Estate Loans (dated

November 7, 1991) was rescinded wi '
, ith the issuan
CEO 325, dated October 30, 2009 . el
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loan documentation are essential to the institution’s management of the lending
function.

The policies goveming an institution’s real estaie lending activities must include
prudent underwriting standards that are periodicaily reviewed by the board of directors
and clearly communicated to the institution’s management and lending staff. The
institution must also have credit risk control procedures that include, for example,
prudent internal limits on exposure, an effective credit review and classification
process, and a methodology for ensuring that the aliowance for loan and lease losses is
maintained at an adequate level. The complexity and scope of these policies and
procedures shouid be appropriate to the size of the institution and the nature of the
instimtion’s activities, and should be consistent with prudent banking practices and
relevant regulatory requirements.

Indicators of Troubled Real Estate Markets and Projects, and Related
Indebtedness. In order to evaluate the collectibility of an institution's commercial real
estate portfolio, examiners should be alent for indicators of weakness in the real estate
markets served by the institution. They shouid aiso be alert for indicators of actual or
potential problems)in the individual commercial real estate projects or transactions
financed by the institition.

Available indicators, suchlas, permits for — and the value of — new construction,
absorptionirates, employment trends, and vacancy rates, are useful in evaluating the
condition of commercial\real estate markets, Weaknesses disclosed by these types of
statistics may indicate that a real estate market is experiencing difficuities that may
result in cash flow problems forfindividual real estate projects, declining real estate
values, and ultimately, in trotibled commercial real estate loans.

This Interagency Policy Statement on The Review of
Classification of Commercial Real Estate Loans (dated
November 7, 1991) was rescinded with the issuance of
CEO 325, dated October 30, 2009 .

Construction delays or other unplanned adverse events resulting in Cost overruns
that may require renegotiation of loan terms.

 Lack of a sound feasibility study or analysis that reflects current and reasonably
anticipated market conditions.

» Changes in concept or plan (for example, a condominium project'converied to an
apartment project because of unfavorable market conditions).

* Rent concessions or sales discounts resulting in cash flow below the level projected
in the original feasibility stdy or appraisal.

+ Concessions on finishing tenant space, moving expenses, and lease buyouts.
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. Slow leasing or lack of sustained sales activity and increasing sales cancellations
that may reduce the project’s income potential, resuiting in promracted repayment or
default on the loan.

. Delinquent lease payments from major tenants.
. Land values that assume future rezoning.
« Tax arrearages.

As the problems associated with 2 commercial real estate project become more
pronounced, problems with the related indebtedness may also arise. Such problems
ifitlude diminished cash flow to service the debt and delinquent intesest and principal

payments. - A
While.some commercial real estate loans become troubled because of a general

downtum infthe market, others become troubled because they were originated on an
unsound(or a liberal basis. Common examples of these types of problems include:

« 4ioans with no or minimal borrower equity.

« Loans on speculative undeveloped property where the borrowers’ only source of
repayment s the sale of the property.

. Loans basedon land valuesgthat have been driven up by rapid tumover of
ownership, but withoutany corresponding improvements to the property of support-
: inctiofie 1 instifv anincrease in value.

This I_nf[era_gency Policy Statement on The Review of
Classification of Commercial Real Estate Loans (dated

November 7, 1991) was rescinded with the i
, e issuance of
CEO 325, dated October 30, 2009 .

« Renewals, extensions and refinancings thar Jackicre:
from reliable sources and that do not have affeasonable repayment schedule.*

Examiner Review of Individual Loans, Including the Analysis/of Collateral Value.
The focus of an ¢xaminer's review of a commercialyreal estate loan, ificiuding binding
commitments, is the ability of the loan to be repaid. Thegpfincipalfactors that bear on
this analysis are the income-producing potential of the underlying collateral and the
borrower’s willingness and capacity to repay under the existing loan terms from the '
borrower's other resources if necessary. In evaluating the overall risk associated with

‘Asdhw:tednmﬁdlyhﬂnmﬂmclu:iﬁuﬁm,"" the refi ing of 1 ing, of loans togound
bmmwulwaﬂdnamndnnuupendmrydmiﬁmﬁmwcﬁﬁdmmleuwdl-deﬁmd exist thatjéopardi
repayment of the loans, Consisizat with sound banking practi instintions should work in an sppropriste and
constrixtive manner with borrowers who may be cxperiencing temporary difficulties.

3
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a2 commercial real estate loan, examiners consider a pumber of factors, including the
character, overall financial condition and resources, and payment record of the
borrower; the prospects for support from any financially responsible guarantors; and
the nature and degree of protection provided by the cash flow and value of the
underlying collateral® However, as other sources of repayment for a troubled
commercial real estate loan become inadequate over time, the importance of the
collateral’s value in the analysis of the loan necessarily increases.

The appraisal reguiations of the federal bank and thrift regulatory agencies require
institutions 1o obtain appraisals when cerain criteria are met.’ Management is
responsible for reviewing each appraisal’s assumptions and conclusions for reasonable-
ness. Appraisal assumptions should not be based solely on current conditions that
ignore the stabilized income-producing capacity of the propenty.” Management should
adjust, any assumptions used by an appraiser in determining value that are overly
optimistic or pessimistic.

Anlexafniner analyzes the collateral’s value as determined by the institution’s most
recerit appraisali(or internal evaluation, as applicabie). An examiner reviews the major
facts, assumptions,jand approaches used by the appraiser (including any comments
made/by management on the value rendered by the appraiser). Under the
circumstances described;below, the examiner may make adjustments to this assessment
of value,) This review and any resulting adjusiments to vaiue are solely for purposes
of an examiner’s)analysis and classification of a credit and do not involve actual
adjustuments 10 an appraisal.

- a disconnied cash flowanalvsis is an aboronriate method for estimating the value of
This Interagency Policy Statement on The Review of
Classification of Commercial Real Estate Loans (dated
November 7, 1991) was rescinded with the issuance of
CEO 325, dated October 30, 2009 .

* The trestment of guanantees in the classification process is discussed in Anachment 1.

* Depanment of the Treasury, Office of the Campuroiler of the Currency, 12, CFRPant 34 (Docket No. 50-16); Board
of Govemors of the Federal Reserve Sysiem, 12 CFR Parts 208 and 225 (Regulstion H and Y: Docket No. R-0685);
Federal Deposit Insursnce Corporstion, 12 CFR 323 (RIN 3064-AB0S); Department of the Treasury, Office of Thrift
Supervision, 12 CFR Pant 564 (Docket No, 90-1495).

7 Stabilized income generally is defined as the yearly net op income produced\by the property at normal
occupancy and rental mates; it may be adj upward or d from today's sctual market conditians.

! The real estate appraisal regulations of the federal bank and thrift reguistory agencies include & requi that an
appraisal (a) follow a ressonable valuation method that addresses the direct sales comparisan, income, and cost approaches
1o market value; (b) reconcile these approaches; and (c) explain the elimination of each approach nat used. “A discounted
cash flow snalysis is recognized as a valuation method for the income approach.

4
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When reviewing the reasonableness of the facts and assumptions associated with the
value of the collateral, examiners may evaluate:

« Current and projected vacancy and absorption rates;

» Lease renewal trends and anticipated rents;

« Volume and trends in past ‘duc leases;

« Effective rental rates or sale prices (taking into account all concessions);

« Net operating income of the property as compared with budget pmjections; and
4 \Discount rates and direct capitalization ("cap") rates.”

The capacity of a property to generate cash flow to service a loan is evaluated based
uponqfents (or sales), expenses, and rates of occupancy that are reasonably estimated to
be achieved over time. The determination of the level of stabilized occupancy and
rental rates should be based upon an analysis of current and reasonably expected
market cofiditions, taking into consideration historical levels when appropriate. The
analysis of collateral values should not be based upon a simple projection of current
levels of net operating income if markets are depressed or refiect speculative pressures
but can be expected over a Teasonable period of time to return to normal (stabilized)
conditions. Judgment is involved in determining the time that it will take for a
property to achigve stabilized occupancy and rental rates.

This Interagency Policy Statement on The Review of
Classification of Commercial Real Estate Loans (dated
November 7, 1991) was rescinded with the issuance of
CEO 325, dated October 30, 2009 .

to value may be appropriate for credit analysis purposes when the valuation assumes
renewal at the above-market rate, unless that rage is afeasonable estimate of the
expected market rate at the time of renewal.

When estimating the vaiue of income-producing realéstate, discount rates and "cap”
rates shouid reflect reasonable expectations about the rate of retun thatdnvestors
require under normal, orderly and sustainable market conditions.” Exaggerated,
imprudent, or unsustainably high or low discount rates, "cap” rates; and income
projections should not be used. Direct capitalization of nonstabilized income flows
shouid also not be used. -

Assumptions, when recently made by qualified appraisers (and, as appropridte, by
institution management) and when consistent with the discussion above/should be

! Atachiment 2 includes & di ion of di rates and direct capitalization maies.

5
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given a reasonable amount of deference. Examiners should not challex:Age the
underlying assumptions, including discount rates and "cap" raies used in appraisals,
that differ only in a limited way from nomms that would generally be associated with
the property under feview. The estimated vatue of the underlying collateral may be

" adjusted for credit analysis purposes when the examiner ¢an establish that a.ny.underly-
ing facts or assumptions arc inappropriate and can support alternative assumptions.

Classification Guidelines

As with other types of loans, commercial real estate loans that are adequately protected
by the current sound worth and debt service capacity of the borrower, guarantor, or the
undeslying collateral generally are not classified. Similarly, loans to sound borrowers
dhat are refinanced ot renewed in accordance with prudent underwriting standards,
including loans to creditworthy commercial or residential real estate developers, should
nobibe classified or criticized unless well-defined weaknesses exist that jeopardize
repayment. Afjinstitution will niot be criticized for continuing to carry loans having
weaknesses(that result in classificarion or criticism as long as the institution has a well-
conceivéd and effective workout plan for such borrowers, and effective internal

contfols to manage the level of these loans.

In evaluating commergial real estate credits for possible classification, examiners apply
standard classification ‘definitions (Attachment 2). In determining the appropriate

_ iacsification. consideration should be given to all important information on repayment

This Ip'_[era_gency Policy Statement on The Review of
Classification of Commercial Real Estate Loans (dated
November 7, 1991) was rescinded with the issuance of

CEO 325, dated October 30, 2009 .

not automatically be classified or chafged-offisolely because the value of the
underlying collateral has declined to an ardount that is les$ than the loan balance.
However, it would be appropriate to classify a perfornting loan when well-defined
weaknesses exist that jeopardize repayment, such as the lack of credible support for
full repayment from reliable sources."

These principles hold for individual credits, even if'portions or segments,of the
industry to which the borrower belongs are experiencing finanGial difficulties. The
evaluation of each credit should be based upon the fundamental characteristics

¥ These definitions are p d in Attachment 3 and address assets classified "substandand.” *doubtful, or “loss™ for
SUPEIVisOry purposes.

1 Another issue that arises in the review of a commercial real esiate loan is the loan’s treatment a$)an accruing asset
orasa | assas for rep P The federal bank and thrift regulstory sgeacies have provided guid

on I stanis in the i 3 fnrtheRzpomd‘Cmdiﬁmmdlnm:(Cle:wm)forhnh.m-dhme
instructions for thg MVFrinmcif.l Repon for savings associations, and in relaed supervisory guidance of the agencies.

6
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affecting the collectibility of the particular credit. The problems broadly associated
with some sectors or segments of an industry, such as cenain commercial real estate
markets, should not lead to overly pessimistic assessments of particular credits that are
not affected by the problems of the troubled sectors.

Classification of troubled project-dependent commercial real estate loans.* The
following guidelines for classifying a troubled commercial real estate loan apply when
the repayment of the debt will be provided solely by the underlying real estate
collateral, and there are no other available and reliable sources of repayment.

As a general principle, for a troubled project-dependent commercial real estate loan,
any portion of the ioan balance that exceeds the amount that is adequately secured by
thie value of the collateral, and that can clearly be identified as uncollectible, should be
classified "loss."® The portion of the loan balance that is adequately secured by the
value ‘of the collateral should generally be classified no worse than “substandard." The
amount of the loan balance in excess of the value of the collateral, or portions thereof,
should be clissified "doubtful” when the potential for full loss may be mitigated by the
outcomes of certain pending events, or when loss is expected but the amount of the
loss cannot be reasonably determined.

If warranted by the ufidérlying circumstances, an examiner may use a “"doubtful"
i i i owever, this would occur infrequently.

H
This Interagency Policy Statement on The Review of
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(based upon reliable sources)andd(b) is neasonably assured of collection, classification
of the remaining recorded balance may'not bedppropriate. Classification would be
appropriate when well-defined weaknesses continue to be present in the remaining
recorded balance. In such cases, the remiaining recorded balance would generally be
classified no more severely than "substandard.’

A more severe classification than "substandard” for the' remainingirecorded balance
would be appropriate if the loss exposure cannot befreasonably determined, e.g., where
significant risk exposures are perceived, such as might be the case fordankruptcy
situations or for loans collateralized by properties subject;tofenvironmental hazards.

In addition, classification of the remaining recorded balance would be appropriate
when sources of repayment are considered unreliable.

12 The discussion in this section is not iniended to address loans that must be treated a3 "cther real esime owned™ for
bmku'ulloirqu’onin;wrpoﬂor”mlumownd'forlhﬁft gulatory reporting purp Gufidance on these assets
is p d in supervisory and i i of the

“Forpnrl_aotuoﬁhi:dismnjon,l'he”vduuflhsedh;ﬂll‘iuhﬂvahleuwdhylheunimfmcndinmlyd:
purp md d-in & previous section of this policy statement. .
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Guidelines for classifying formally restructured loans. The classification treatment
previously discussed for a partially charged off loan would also generally be
appropriate for a formally restrucrured loan when partial charge-offs have been taken.
For a formally restructured loan, the focus of the examiner’s analysis is on the ability
of the borrower to repay the loan in accordance with its modified terms. Classification
of a formally restructured loan would be appropriate, if, after the restructuring, well-
defined weaknesses exist that jeopardize the orderly repayment of the loan in
accordance with reasonable modified terms.* Troubled commercial real estate loans
whose terms have been restructured should be identified in the institution’s intemal
credit review system, and closely monitored by management.

Review of the Allowance for Loan and Lease Losses (ALLL)®

The adequacy of a depository institution’s ALLL, including amounts based on an
analysis of the commercial real estate portfolio, must be based on a careful, well
doctimented,and consistently applied analysis of the institution’s loan and lease portfo-
lio.**

The determination of the adequacy of the ALLL should be based upon management's

consideration of all current significant conditions that might affect the ability of

- i€ ams ir ahlieati institution. While

This IpFerqgency Policy Statement on The Review of
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ability, and depth of lendingymanagement and staff: changes in credit standards; coliec-
tion policies and historical collection experience; concentrations of credit risk; trends in
the volume and severity of past due dnd classified loans; and trends in the voiume of
nonaccrual loans, specific problem loans apd commitments. In addition, this analysis
should consider the quality of the institgtion’s systems and management in identifying,
monitoring, and addressing asset quality problems: Furthefmore, management should
consider external factors such as local and national ecofiomic conditions and

" An ple of 3 d ;al real estate loan that does nohhave redsonable fhodified terms would be &
“cash flow” which requires interest pay mmmmﬂmwumm.mammwmwm
no subswantive benefits 16 the lending institution.

"Eadnofl.hefadenlbmkmdlmiﬁrelulmlgendﬂhlveinued;uidmeeonmedlownuforlmmdluu

losses. The following izes general principies for the of the all for losn and
lease losses.

1% The estimation process described in this section permits for a more i of anticipated losses than could
be achieved by ing the loan pordolio solely on an aggregate basis. However, it is only an estimation process snd
does not imply that any pan of the ALLL is d for, or allocated t0, any parnticular asset or group ofassets.” The

ALLL is available o absorb all credit lasses originating from the loan and lease ponfolio.

8
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developments; competition; and legal and regulatory requirements; as well as
reasonably foreseeable events that are likely to affect the collectibility of the loan

portfolio.

Management should adequately document the factors that were considered, the
methodology and process that were used in determining the adequacy of the ALLL,
and the range of possible credit losses estimated by this process. The complexity and
scope of this analysis must be appropriate 1o the size and nature of the institution and
provide for sufficient flexibility 10 accommodate changing circumstances.

Examiners will evaluate the methodology and process that management has followed
in arriving at an overall estimate of the ALLL in order 10 assure that all of the relevant
factors affecting the collectibility of the portfolio have been appropriately considered.
Ifdaddition, the overall estimate of the ALLL and the range of possible credit losses
estimated by management will be reviewed for reasonableness in view of these factors.
This examiner analysis will also consider the quality of the institution’s systems and
management in identifying, monitoring, and addressing asset quality problems.

L Aim i inuo ian_on_clacsification auidelines the value of the
This Interagency Policy Statement on The Review of
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management’s process/ methodology,land underiying assumptions require a substantial
degree of judgment. Even{when an instiution maintains sound loan administration and
collection procedures and effective intemal systems and controls, the estimation of
anticipated losses may not be precise due tofthe wide range of factors that must be
considered. Further, the abilitystofestimate anticipated loss on specific loans and
categories of loans improves over time as substantive information accumulates
regarding the factors affecting repagment prospects. When management has (a)
maintained effective systems and contrpis for identifyin, monitoring and addressing
asset quality problems and (b) analyzed all significafit faciofS)affecting the
collectibility of the portfolio, considerable weight should/be given to management’s
estimates in assessing the adequacy of the ALLL.
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Attachment 1

TREATMENT OF GUARANTEES
IN THE CLASSIFICATION PROCESS

Initially, the original source of repayment and the porrower’s intent and ability ©
fulfill the obligation withaut reliance on third party guarantors will be the primary
basis for the review and classification of assets.! The federal bank and thrift
regulatory agencies will, however, consider the suppor provided by guarantees in the
determination of the appropriate classification treatment for troubled loans. The
presence of a guarantee from a "financially responsible guarantor,” as described below,
may be sufficient 10 preclude classification or reduce the severity of classification. ‘

For purposes of ﬂ;is discussion, a guarantee from a "financially responsible guarantor”
hasithe following atributes:

« [ The guardntormust have both the financial capacity and willingness to provide
suppoft for the credit,

. Theinamre ofjthe guarantec is such that it can provide support for ‘repayment of the
indebtedness, in whole orin par, during the remaining loan term;

This I-nf[eragency Policy Statement on The Review of
Classification of Commercial Real Estate Loans (dated
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~Considerations TEIATNE 0@ guar amor— -
must have sufficient informationion the guarantor s financial condition, income,
liquidity, cash flow, contingent liabilitiés, and other relevant factors (including credit
ratings, when available) to demonstrite the gharantor’s financial capacity to fulfill the
obligation. Also, it is important to consider the aumberf@nd amount of guaraniees
currently extended by a guarantor, in order to determine thatdthe guarantor has the
financial capacity to fulfill the contingent claims that exist.

Considerations relating to a guarantor’s willingneéss to repay. Examiners normally
rely on their analysis of the guarantor's financial strength and assume a willingness 0
perform unless there is evidence to the contrary. This assumption miay be'modified

| Some loans arc originated based primaril upon the fi dal h of the g who is, it sub the
primary source of repsyment. In such circumstances, exami 8 lly assess the coll ibility of the loan based upoft
the guaranios’s ability to repay the loan.

’Sm;umwesnuyaﬂyprwidefornmﬂorumhphmdlmle:uupmjea. It would not beappropriste
1o rely upon these gusrantees to support a troubied loan after the completion of these phases.

i0
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based on the “track record” of the guarantor, including payments made to date on the
asset under review or other obligations.

Examiners give due consideration to those guarantors that have demonstrated their
ability and willingness 10 fulfill previous obligations in their evaluation of current
guarantees on similar assets. An important consideration will be whether previously
required performance under guarantees was voluntary or the result of legal or other
actions by the lender to enforce the guarantee. However, examiners give limited
credence. if any, to guarantees from obligors who have rencged on obligations in the
past, uniess there is clear evidence that the guarantor has the ability and intent 10
honor the specific guarantee obligation under review.

Examiners also consider the economic incentives for performance from guarantors:

» Who have almady partially performed under the guarantee or who have other
significant investments in the project

« Whose dther sound projects are cross-collateralized or otherwise intertwined with
the cfedit; oF

« {Where the guaraniees are collateralized by readily marketable assets that are under
theycontrol ‘of a third‘party.

Other considérations: In general, only guarantees that are legally enforceable will be

relied upon. However, all legally enforceable guarantees may not be acceptable. In
This Interag e it and rform, it is expected
agency Policy Statement on The Review of
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PIESES U1 W proy TR TR o
support a troubled loan after the completion of those phases.

Examiners also consider the institution’s intent tofenforce the guarantee and whether
there are valid reasons 10 preclude an institution from. pursuing the guarantee. A
history of timely enforcement and successful collection of the full amount of
guarantees will be a positive consideration in the classification process

11
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Attachment 2

THE VALUATION OF INCOME-PRODUCING REAL ESTATE

Approaches to the Valuation of Real Estate

Appraisals are professional judgments of the market value of real property. Three ]
basic valuation approaches are used by professional appraisers in estimating the market
value of real property - the cost approach, the market data or direct sales comparison
approach, and the income approach. The principles governing the three approaches are
widely known in the appraisal field and were recently referenced in parallel reguiations
issded by each of the federal bank and thrift regulatory agencies. When evaluating the
oliateral for problem credits, the three valuation approaches are not equally

appropriate.

1.UCost Approach. In the cost approach, the appraiser estimates the reproduction
cost@Of the building and improvements, deducts estimated depreciation, and adds
1hié value of the land. The cost approach is particularly helpful when reviewing
draws oOh.construction loans. However, as the property increases in age, both
reproduction cost and depreciation become more difficult to estimate. Except
for special purpose facilities, the cost approach is usually inappropriate in a
troubled real estate market because construction costs for a new facility normaily

This Interagency Policy Statement on The Review of
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|ransactions be similar in terms Of MAIKeH IOCATION, NIANICINE TS, propeey

condition and use, timing, andftransaction-costs. The market approach generally
is used in valuing owner-occupied résidential propénty because comparable sales
data are typicaily available. When adequate sales datadare available, an analyst
generally will give the most weight to this type of eStimate. Often, however, the
available sales data for commercial properies arg/not sufficient to justify a
conclusion. :

3. The Income Approach. The economic value of an income-producing,property
is the discounted value of the future net operating income stream, including any
"reversion” value of property when sold. If competitive/markets are working
perfectly, the observed sales price should be equal 10 this Value. For unigue
properties or in markets that are thin or subject to disorderly or, unusual
conditions, market value based on a comparable sales approach may be cither
unavailable or distorted. In such cases, the income approach is usually the
appropriate method for valuing the property.

12
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The income approach convers all expected future net operating income into
present value terms. When market conditions are stable and no unusual patierns
of future rents and occupancy rates are expected, the direct capitalization method
is often used to estimate the present value of future income streams. For
troubled properties, however, examiners typically utilize the more explicit
discounted cash flow (net present value) method for analytical purposes. In that
method, a time frame for achieving a "stabilized", or normal, occupancy and
rent level is projected. Each yeat’s net operating income during that period is
discounted 10 arrive at the present value of expected future cash flows. The
property’s anticipated sales value at the end of the period until stabilization (its
terminal or reversion value) is then estimated. The reversion value represents
the capitalization of all future income streams of the property after the projected
occupancy level is achieved. The terminal or reversion value is then discounted
10 its present value and added to the discounted income stream to arrive at the
total present market value of the property.

Valuation of Troubled Income-Producing Properties

When an income propenty is experiencing financial difficulties due to general market

This Interagency Policy Statement on The Review of
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but over time — offers the most appropfiate method of valuation in the supervisory
process.

Estimates of the property’s value should be based upon reasonable and supportable
projections of the determinants of filure net/operating income: rents (or sales),
expenses and rates of occupancy. Judgnient is involved(in estimating all of these
factors. The primary considerations for these projections include historical levels and
trends, the current market performance achieved By the sdbject and similar properties,
and economically feasible and defensible projections of future demand and supply
conditions. To the extent that current market actiyity is dominated by a limited
number of transactions or liquidation sales, high "capitalization” and discount rates
implied by such transactions should not be used. Ratherjianalysts should use rates that
reflect market conditions that are neither highly speculative nordepressed forithe rype
of property being valued and that property’s location.

13
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Technical Notes

In the process of reviewing a real estate loan and in the use of the net present value
approach of collateral valuation, several conceptual issues often arc raised. The
following discussion sets forth the meaning and use of those key concepis.

The Discount Rate. The discount rate used in the net present value approach o
conven future net cash flows of income-producing real estate into present market value
tarms is the rate of retum that market participants require for this type of real estate
invesyment. The discount rate will vary over time with changes in overall interest
rates and in the risk associated with the physical and financial characteristics of the
property. The riskiness of the property depends both on the type of real estate in
question and on local market conditions.!

The Direct Capitalization ("Cap" Rate) Technique. The use of "cap" rates, or direct
inicome capitalization, is a method used by many market participants and analysts to
relaterihe value of a property 1o the net operating income it generates. In many
applications, a "cap” rate is used as a short cut for computing the discounted value of a
property’s income streams.

-G . canitalizarion method calculates the value of a property by dividing
This Interagency Policy Statement on The Review of
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O Iewuns T ST o,
considered a direct observation of the required eamings-to-price ratio in current income
terms. The "cap” rate also can be yiewed a8 the number of cents per dollar of today’s
purchase price investors would ‘require afinually Over the Life of the property 0 achieve
their required rate of reum.

The "cap" rate method is appropriate ifdhe net operatifig income to which it is applied
is representative of all future income streams OF if dlet operating income and the
propenty’s selling price are expected to increase @t a fixéd rate. The use of this
technique assumes that either the stabilized income of the "cap” rale used accurately
captures all relevant characteristics of the propenty relating to its'fisk and income
potential. If the same risk factors, required rate of retum, financing Arangements, and
income projections are used, explicit discounting and direct capitalization will yield the
same results. .

‘Rzgnmotywﬁcynfunmﬁuofnﬁﬁswuﬁdmxpedﬁumfmwwm.mmwmw
rates that are i withs g Iy d ing principl fwﬂzilu(whinha.llawtlumdmmu-mﬂd—

capital-funds rate W calcailste net realizable value) or di rates that are cousisient with the practices,af ié fedenl
banking agencies.
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‘This method alone is not appropriate for troubled real estate since income generated by
the property is not at normal or stabilized leveis. In evaluating troubled real estate,
ordinary discounting typically is used for the period before the project reaches its full
income potential. A *terminal” "cap" rate is then utilized to estimate the value of the
property (its reversion or sales price) at the end of that period.

Differences Between Discount and Cap Rates. When used for estimating real estate
market values, discount and “cap" rates should reflect the current market requirements
for rates of return on properties of a given type. The discount rate is the required rate
of return including the expected increases in futre prices and is applied t0 income
streams reflecting inflation. In contrast, the "cap” rate is used in conjunction with a
stabilized net operating income figure. The fact that discount rates for real estate are
fypically higher than "cap” tates reflects the principal difference in the treatnent of
expected increases in net operating income and/or property values.

Other/factors, affecting the "cap" rate used (but not the discount rate) include the useful
life of theproperty and financing arrangements. The useful life of the property being
evaluated affects the magnitude of the "cap” rate because the income generated by a
propérty, injaddition'to providing the required retum on investment, must be sufficient
10 compensate)she inyesor for the depreciation of the property over its useful life.

ma: ana usar hence

This Ipf[era_gency Policy Statement on The Review of
Classification of Commercial Real Estate Loans (dated

November 7, 1991) was rescinded with the issuance of
CEO 325, dated October 30, 2009 .

and ‘cap’ Tales is a KEy aSpect U MCORIE ARy Shs: oo

transactions and those chafacterized by highly speculative or unusually pessimistic
amitudes, analysts consider histofical required retums on the type of property in
question. Where market information i available to determine current required yields,
analysts carefully analyze sales prices for differences in financing, special rental
arrangements, tenant improvements, property locationyand building characteristics. In
most local markets, the estimates of discount and séap" raiéslused in income analysis
should generally fall within a fairly narrow range for coimparable propenties.

Holding Period vs. Marketing Period. When thefincome approach is applied to
troubled properties, a time frame is chosen over which a propefty is expected to
achieve stabilized occupancy and remal rates (stabilized ificome), «That time period is
sometimes referred to as the "holding period." The longer the period,before
stabilization, the smaller will be the reversion value included in the total value
estimate.

The holding period should be distinguished from the concept of "marketing period” —
a term used in estimating the value of a property under the sales comparison approach
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and in discussions of property value when real estate is being soid. ’I‘he marketing
period is the length of time that may be required to sell the property in an open

market.

2,

This Interagency Policy Statement on The Review of
Classification of Commercial Real Estate Loans (dated
November 7, 1991) was rescinded with the issuance of
CEO 325, dated October 30., 2009 .

~/,
”’o
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Glossary

Appraisal. A written statement independently and impartiaily prepared by a qualified
appraiser setting forth an opinion as o the market value of an adequately described
property as of a specific date(s), supported by the presentation and analysis of relevant
market information.

Capitalization rate. A rate used to convert income into value. Specifically, it is the
ratio berween a property’s stabilized net operating income and the property’s sales
price. Sometimes referred 0 as an overall rate because it can be computed asa
weighted average of component investment claims on net operating income.

Discount rate. A rate of return used to convert future payments or receipts into their
present value.

Holding period. The time frame over which a propenty is expected to achieve
stabilized occupancy and rental rates (stabilized income).

Market(value. The,most probable cash sale price which a property should bring in a

competitive and open market under all conditions requisite to a fair sale, the buyer and

sellerieach acting prudently and knowledgeably, and assuming the price is not affected
This Interagency Policy Statement on The Review of
Classification of Commercial Real Estate Loans (dated
November 7, 1991) was rescinded with the issuance of
CEO 325, dated October 30, 2009 .

3. a reasonable time is allowed for exposure ifiithe open market;

4. payment is made in terms of €ash in W.S. dollars or in terms of financial
arrangements comparable thereto; dnd

5. the price represents the nommal consideration for thé propeny sold unaffected by

special or creative financing or sales concessions' granted by anyone associated
with the sale.

Marketing period. The term in which an owner of a propeny is aciively atiempting 0

sell that property in a competitive and open market.

Net operating income (NOI). Annual income after all expenses have been deduGted,
except for depreciation and debt service.
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Attachment 3

Classification Definitions

The federal bank and thrift regulatory agencies curtendy utilize the following
definitions for assets classified "substandard," “doubtful,” and "loss" for supervisory
purposes:

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

Doubtfiil Assets. An asset classified doubtful has all the weaknesses inherent in one
classified substandard with the added characteristic that the weaknesses make
collectiofl or liquidation in full, on the basis of currently existing facts, conditions, and
values, highly)questionable and improbable.

This Interagency Policy Statement on The T?ev‘iei/v c;f' - “:
Classification of Commercial Real Estate Loans (dated
November 7, 1991) was rescinded with the issuance of
CEO 325, dated October 30, 2009 .

! Office of the Comp of the Q1 Comptroller's Handbook for National Bank Exami Section 215.1;
"Classification of Credits;” Board of Governors of the Federal Reserve System, Ce ial Bank Examination Manual,
Section 215.1, "Classificmion of Credits;” Office of Thrift Supervision, Thrift Activities Regulatory Handbook, Section 260,

"Classification of Assets;” Federal Deposit Insurance Corporation, Division of Supervision Manual of Examination Policies,
Section 3.1, "Losns.” ) ) ) ] )
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Office of the Comptroller of the Currency

Joint Statement Federal Deposit Insurance Corporation

.' Federal Reserve Board
Office of Thrift Supervision

For immediate relcase

Interagency Statement on the
Supervisory- Definition of Special Mention Assets

June 10, 1993

The March 10, 1993 Interagency Policy Statement on Credit Availability indicated the federal
banking| and thrift regulatory agencies would issue guidance clarifying use of the Special
Mention definition for regulatory supervision purposes. The four agencies have agreed on the
definition of "Special Mention™yas stated below. This definition should also be considered by
an institution when performing its'own internal asset review.

The definition of Special Mention is as follows:

A Special Mention asset/has potential weaknesses that deserve management’s

‘ close attention. If left uincorrected, /these potential weakmesses may result in
deterioration of the repayment prospects for'the asset or in the institution’s credit
position at some future datelySpécial Mentiongassets are not adversely classified
and do not expose an institution to sufficient risk to warrant adverse
classification.

In the past, the agencies used different terminologyand definitions for Special Mention.
Supervisory reports and their contents also varied bétween(agencies. The use of a common
definition will lead to more consistent application of supervisory procedures. The definition
will also enable examiners to more readily segregate Special Mention assets from those
warranting adverse classification. It will also ensure thatithe Special Mention category is not
used to identify an asset which has as its sole weakness credit datd exceptions or collateral
documentation exceptions that are not material to the repayment of the)asset.

The agencies are in the process of developing examiner guidance explaining how the)Special

Mention category will be used in the assessment of the overall condition of afi institution. The
agencies have agreed to conform their policies and guidance to the following principles:

(more)



Classified assets, which by definition do pot include Special Mention assets, will
be the standard measure used in expressing the quality of a bank or thrift's loan
portfolio and other assets, The agencies will not express asset quality in terms
of "criticized assets,” a term that is generally recognized as including both
Special Mention and classified assets. .

The agencies will ensure their policies, examiner guidance, and internal
monitoring systems do not call for internal reporting of criticized asset totals or
percentages. However, examiners will continue to consider the level and trends
of assets categorized as Special Mention in their analysis as appropriate.

In implementing Section 132 of the FDIC Improvement Act, Standards for
Saféty and Soundness, the agencies will use classified assets and not use
cfiticized assets as a measure of asset quality.

Special Mentiéfifassets will not be combined with classified assets in reports of
examination |or in corporate applications.

Each agency will make appropriate revisions to its examiner guidance, and. all will work to
ensure their guidance isiconsistenté@mongithe agencies. The guidance will emphasize that it
is inappropriate to use the Special Mention|category to capture loans solely because of their
nature or type, such as small business lending or affordable housing lending. ,

Implementation of the revised definition will bé effective immediately. Examiner guidance will
be forthcoming shortly.
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Office of the Comptroller of the Currency

Joint Release Federal Deposit Insurance Corporation
Federal Reserve Board

Office of Thrift Supervision

For immediate release

Interagency Policy Statement on
Fair Lending Initiatives

June 10, 1993

The fourdfidancial,institution regulatory agencies are announcing initiatives that they
will pirsue ovef the, next several months to enhance their ability to detect lending
discrimination] to improve the level of education they provide to the industry and to
their examiners, and to Strengthen fair lending enforcement.

Background

A number of interagency efforts are already completed or are under way to improve fair
lending detection techniques, enforcement, and education. For example:

[ The agencies have issued a joint statement to financial institutions that reaffirms
their commitment to the enforcement of;the fair lending laws and provides the
industry with guidance ‘and suggestions on fair lending matters.

™ The agencies are working on 4 revised supervisory enforcement policy for
dealing with violations of the Equal Credit Opportanity and Fair Housing Acts.
This revised policy will replace afpolicy issued’in 1981. The revised policy
specifies comrective actions for several diffefent substantive violations of the
ECOA and FHA.

n The agencies are developing uniform fair lending examination procedures and
training programs. The agencies believe these new. progedures will significantly
strengthen existing discrimination detection programs. These new examination
procedures will be publicly available this summer.

New Initiatives

The four agencies will pursue the following new initiatives over the next several
months: :

(more)
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Fair Lending Training for Examiners

The agencies will develop a new traihing program in fair lending for
experienced compliance examiners that will be conducted on a regional basis.
A pilot program could be held as carly as Fall 1993. :

Fair Lending Seminar for Industry Executives

Thelagencies will develop and sponsor regional fair lending programs for top
level industry executives (chief executive officers and executive vice presidents)
1o, explain their efforts to enforce fair lending laws and to foster additional
sensitivity and awareness among lenders about discrimination issues, specifically
subtle pracficesithat impede the availability of credit to low-income and minority

individulls. The first session of this program could be held later this year.

Alternative Discrimination Detection Methods

The agencies will ‘explore |statistically-based discrimination analysis models.
These models may help identify loan applications files for review as part of the
examination process. /This will'significantly enhance the agencies’ abilities to
identify loan applicants that may have received differential treatment.

Stronger Enforcement 'of Fair Lending(Laws

Each agency will implement an infernal process for making referrals to the
Department of Justice for violations of thé Equai Credit Opportunity Act. These
internal procedures will ensure that appropriate cases are being put forth for
consideration by senior management.

Improved Consumer Complaint Programs

The agencies believe that refinements to their consumer complaint)systems can
also better promote the broad availability of credit omamion-discriminatory basis.
During the next few months, each agency will evaluate thefeffectiveness of its
consumer complaint system in detecting and correcting credit discriminationgand
alerting the agencies to industry practices that may inhibit the free flow of
credit. Each agency will announce its own specific initiatives)in these areas.
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