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these issues in their assessments of

banks’ risk management practices.

FDIC-Supervised Banks Are
Becoming Increasingly Reliant
on CRE Lending

The writers’ field examination experi-

ence, as well as information from other

examiners, indicates that many of the

institutions experiencing moderate to

rapid growth in CRE lending see such

loans as their particular market niche.

Larger financial institutions and other

market participants have gained pricing

advantages over community banks in

other areas of lending, particularly tradi-

tional residential mortgages, home

equity lines of credit, and other

consumer financing. In addition, the use

of predictive credit scoring models for

small and medium-sized business loans

continues to gain wider acceptance

among larger lenders and leasing compa-

nies. Community banks can, however,

compete for CRE loans because of their

knowledge of local markets and borrow-

ers. This characteristic has enabled

community banks to expand their share

of the CRE market nationwide. Growth

in CRE concentrations among FDIC-

supervised banks is detailed in Table 1.

Examiners Report on CRE
Underwriting

In an effort to identify changes in

underwriting practices for CRE concen-

trations, we requested information on

examination findings from each of the
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M
uch has been written about the

increase in commercial real

estate (CRE) lending. The FDIC

has published numerous articles over the

last few years reporting increased levels

of CRE and construction and develop-

ment (C&D) loans as a percentage of

total capital.1 The Federal banking regu-

lators2 have each alerted their supervised

financial institutions to the risks associ-

ated with this rapid growth and the

potential erosion of prudent underwrit-

ing practices in the effort to capture

market share. In 2004, an article in this

journal discussed a CRE lending review

program conducted in the FDIC’s

Atlanta Region, where a relatively high

number of banks reported significant

levels of CRE exposure.3

In this article, we take a closer look at

CRE underwriting and loan administra-

tion practices, present recurring exami-

nation findings, and discuss best

practices for managing CRE portfolios

in the current environment. This infor-

mal review suggests that examiners are

observing weaknesses in CRE under-

writing and loan administration fairly

frequently. A strong economy has thus

far helped protect insured banks against

the risks associated with CRE. Neverthe-

less, the FDIC is concerned about trends

in the underwriting and management of

CRE risks. Examiners are considering
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Examiners Report on Commercial

Real Estate Underwriting Practices

1 FDIC Outlook, Summer 2006; FDIC Quarterly Banking Profile, First Quarter 2006. 
2 Office of the Comptroller of the Currency; Board of Governors of the Federal Reserve System; Federal Deposit
Insurance Corporation; Office of Thrift Supervision.
3 Assessing Commercial Real Estate Portfolio Risk, Supervisory Insights, Vol. 1, Issue 1, Summer 2004,
www.fdic.gov/regulations/examinations/supervisory/insights/sisum04/index.html.
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six FDIC Regional Offices. Examiners

responded either with examples of indi-

vidual institutions from recent examina-

tions or with a synopsis of recurrent

findings.

The most common deficiencies noted

were of institutions failing to monitor

their CRE portfolios properly and fail-

ing to comply with the requirements of

Part 365 of the FDIC Rules and Regula-

tions—Real Estate Lending Standards

(see text box, Major Provisions of Part

365). Other areas of concern were the

lack of effective oversight of construc-

tion projects, weak appraisal review

programs, inadequate knowledge of

lending markets, and poor loan struc-

turing. While noting such deficiencies,

examiners also reported many best

practices that mitigate the risk.
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CRE Monitoring and
Management Information
Systems Can Mitigate Risk

Examiners indicated that many institu-

tions have increased their exposure to

CRE lending without a formal monitor-

ing system or adequate consideration of

concentration risk. Some institutions did

not know what percentage of their CRE

portfolio was concentrated in more risky

speculative C&D loans. Common defi-

ciencies include

• Failure to consider or establish limits

of exposure by type (e.g., condo-

minium conversion, multifamily) or

geographic market;

• Preparing reports of activity for senior

management and the board of direc-

tors that do not provide sufficient

Major Provisions of Part 365—Real Estate Lending Standardsa

• Written lending policies must establish
– Diversification standards

– Prudent underwriting standards that include clear and measurable loan-to-value limits

– Loan administration procedures

– Guidelines for monitoring loan policy compliance

• Market conditions must be monitored.

• Real estate lending policies should reflect consideration of the Interagency Guidelines for Real Estate Lending Policies (Appendix A to
Part 365).

a  Part 365 of the FDIC Rules and Regulations prescribes real estate lending standards to be used in a state nonmember bank’s lending policies. See 
12 CFR 365.2.

Table 1

Region June-00 June-01 June-02 June-03 June-04 June-05 June-06
San Francisco 42.0 46.8 51.8 54.1 55.2 60.0 59.8
Atlanta 21.9 28.6 35.7 40.4 44.1 47.6 50.9
Chicago 12.6 15.3 20.1 20.8 24.8 28.2 30.4
New York 10.5 12.1 17.7 19.2 21.7 24.8 27.6
Dallas 11.5 13.3 15.9 17.7 20.4 22.8 24.8
Kansas City 7.4 8.1 8.8 10.2 12.2 14.7 17.1

Note: Data from June 2000 through June 2006 Reports of Condition.

Percentage of FDIC-Supervised Institutions with 
CRE Loans/Total Capital Ratios > 300% by FDIC Region
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information to enable management to

make informed decisions;

• Inadequate or nonexistent interest

rate stress testing; and

• Failure to prepare timely or consistent

concentrations reports.

This lack of oversight often caused

examiners to cite contraventions of FDIC

Rules and Regulations, specifically

Appendix A to Part 365—Interagency

Guidelines for Real Estate Lending Poli-

cies4 at safety and soundness examina-

tions. Examiners provided examples of

institutions failing to monitor the loan

portfolio appropriately for loan-to-value

exceptions (see text box, Supervisory

Loan-to-Value Limits). The following

were common deficiencies:

• Failure to track exceptions;

• Failure to track the aggregate amount

of loans in excess of loan-to-value limits;

• Originating numerous loans in excess

of loan-to-value limits without docu-

mentation of credit factors that

support the underwriting decision;

• Failure to consider commitment

amounts when computing loan-to-

value limits;

• Underwriting raw land loans in excess

of prescribed loan-to-value limits

based on “As Complete” appraised

values; and

• Failure to provide timely and suffi-

ciently complete reports to the board

of directors as required by Part 365.

There were numerous reports of insti-

tutions whose aggregate amount of all

loans in excess of the supervisory loan-

to-value limits routinely exceeded 100

percent of total capital, in contraven-

tion of Appendix A of Part 365.5

Several examiners reported that banks

were granting extensions of credit of

up to 75 percent of value to acquire

raw land although the borrowers had

no plans to develop this property in

the near term. Certain institutions in

high-growth areas had concentrations

in excess of 150 percent of total capi-

tal for land development loans, but

for purposes of measuring risk, inter-

nal monitoring did not differentiate

4 Appendix A identifies prudent practices an institution should include in its policies in the areas of loan portfolio
management, underwriting, and administration. In addition, the appendix provides supervisory loan-to-value
limits. See www.fdic.gov/regulations/laws/rules/2000-8700.html#2000appendixatopart365.
5 Appendix A to Part 365 requires that the aggregate amount of loans in excess of the supervisory loan-to-value
limits should not exceed 100 percent of total capital. Within this aggregate limit, total loans for commercial, agri-
cultural, multifamily, or other non-1–4 family residential properties should not exceed 30 percent of total capital.
An institution that approaches or exceeds the aggregate limits is subject to increased supervisory scrutiny.

Supervisory Loan-to-Value
Limitsa

Institutions should establish their own
internal loan-to-value limits for real estate
loans. These internal limits should not
exceed the following supervisory limits: 

Loan-to-value 
Loan category limit (percent) 
Raw land 65 
Land development 75 
Construction: 
Commercial, multifamily,b

and other nonresidential 80 
1- to 4-family residential 85 
Improved property 85 
Owner-occupied 1- to 4-family –

and home equityc

a Appendix A to Part 365 of FDIC Rules and
Regulations, www.fdic.gov/regulations/laws/
rules/2000-8700.html#2000appendixatopart365.
b Multifamily construction includes condomini-
ums and cooperatives. 
c A loan-to-value limit has not been established
for permanent mortgage or home equity loans
on owner-occupied 1- to 4-family residential
property. However, for any such loan with a
loan-to-value ratio that equals or exceeds 90
percent at origination, an institution should
require appropriate credit enhancement in the
form of either mortgage insurance or readily
marketable collateral.
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actual land development loans from

raw land loans or speculative invest-

ment land loans.

Mitigation Practices. Despite these

weaknesses, examiners cited a number

of best practices focusing on effective

internal controls and management

information systems that monitor the

activity and control the associated risk.

Establishing policy limits appropriate

to the bank’s size, sophistication, and

appetite for risk is fundamental to

managing CRE concentration risk.

The primary element of a useful moni-

toring process is the integration of

quantitative and qualitative data that

provide a summary of the overall activ-

ities in the CRE portfolio in order to

measure risk across all dimensions of

the portfolio. The size of the portfolio

should not be the sole consideration.

Factors such as geographic diversifica-

tion, types of property held as collat-

eral, and underwriting practices should

be considered in the development of

any risk management process.

Institutions with active and meaning-

ful monitoring programs depended

on a number of in-depth reports that

were reviewed periodically either by

committees of the board of directors

or by the full board. In addition, some

institutions included these reports as

a regular agenda item at monthly

board meetings. The most common

quantitative reports included descrip-

tions of CRE concentration by type

and geographic diversification. Limits

were established, and the reports

provided a mechanism to review expo-

sure and design risk mitigation strate-

gies. Some of the qualitative reports

included quarterly raw land, lot devel-

opment, and construction loan reports

with a detailed narrative summary of

each project’s current status, percent-

age of completion, expected comple-

tion date, and any completion or

absorption issues. Repayment sources

were described, as were other risk

mitigation items of interest.

Market Analysis Is Often
Overlooked

Examiners report that management
could improve its practices of monitor-
ing market conditions in its lending
areas. There were numerous reports of
institutions that either did not prepare
a market analysis or prepared one that
was incomplete or flawed.

Mitigation Practices. Some boards of
directors, directors’ committees, or loan
committees mitigate this risk by main-
taining contact with real estate brokers,
developers, and builders and using the
resulting information to establish maxi-
mum exposure limits.

Real estate markets and economic
cycles are dynamic, and policy guidelines
that were once adequate may, over time,
become overly liberal. Management
needs to monitor both local and regional
economic trends, as well as any national
trend that could impact the local econ-
omy, and adjust policy guidelines accord-
ingly. Market analysis should include a
review of concentrations by type of
property compared to projects through-
out the market, including completed,
pipeline, and proposed developments.

Lenient Terms and Weak Loan
Structuring Carry Risks

Examiners described a number of inci-
dents in which institutions had relaxed

underwriting standards for CRE loans.
Conditions included

• Overreliance on collateral values
instead of cash flow,

• Liberal use of interest reserves,

• Loans with one- to two-year balloon
maturities secured by undeveloped
land, and

• Unsecured loans and letters of credit
granted for the purpose of investing
in units of condominium projects
(located primarily in the Southeast-
ern United States).

From the Examiner’s Desk . . .
continued from pg. 29
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Examiners also reported that many
borrowers were not required or were
unable to put equity into development
projects, and material deposit relation-
ships were either not required or
unavailable.

Mitigation Practices. Repayment of
any CRE loan is dependent upon the
borrower’s ability to produce cash flow
from the project through either rental
income or the sale of the property.
Collateral value, while possibly providing
certain protection, does not provide cash
flow. Sound lending guidelines should
help reduce exposure to borrowers with
insufficient cash flow to meet the repay-
ment terms. Along with good credit
selection, an institution should develop
strong policy guidelines with respect to
loan-to-values, allowable exceptions, and
reporting requirements. Slow or no prin-
cipal reduction can erode the institu-
tion’s collateral protection by allowing
the loan-to-value to increase above
prudent levels in depressed real estate
markets. This is especially true of specu-
lative construction lending, where slow-
ing sales may prevent borrowers from
carrying the debt for a period of time.

Oversight of the Appraisal
Process May Be Weak

Examination findings indicated that

oversight of the appraisal process was

lacking in some institutions. Problems

included

• Inadequate or missing internal

reviews of appraisals,

• Violations of FDIC Rules and Regula-

tions concerning appraisals (12 CFR

323—Appraisals6) for absent or inade-

quate appraisals,

• Funding loans prior to receipt of

appraisals, and

• Including the proposed loan amounts

on appraisal engagement letters.

In certain markets, banks had

extended funds predicated on expected

future gross sell-out values of condo-

minium conversion and construction,

as well as other development projects.

Mitigation Practices. Institutions

that avoided these problems generally

had strong internal appraisal review

programs that provided an independent

analysis of appraisals or internal eval-

uations prior to funding. In addition,

these institutions reviewed the qualifi-

cations of their appraisers on an ongo-

ing basis and removed those that did

not consistently provide a product that

conformed to the requirements outlined

in 12 CFR 323—Appraisals. Loan poli-

cies and practices established guide-

lines for types of appraisals required on

the basis of the type of project (specula-

tive versus owner-occupied). These

internal requirements were often more

conservative than the standards estab-

lished by 12 CFR 323.

Conclusions

Anecdotal information provided by

the examiners suggests that many insti-

tutions would benefit from enhancements

to their existing monitoring systems. The

recently reported softening of real estate

markets also implies that increased

attention is warranted, given the risk

exposure inherent in CRE lending. A

robust program of measuring and moni-

toring CRE portfolios, with special atten-

tion to C&D exposure, is fundamental to

effective risk mitigation.

While examiners have noted some

degree of deterioration in underwriting

practices, these practices have not

adversely impacted the overall condition

of most of the institutions. Capital levels

are reported to be high, with over 99 per-

cent of all insured institutions placing in

the highest regulatory capital category at

year-end 2005.7 The levels of adversely

6 See www.fdic.gov/regulations/laws/rules/2000-4300.html. 
7 FDIC Quarterly Banking Profile, Division of Insurance and Research, December 2005.
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classified assets and past-due loans are

nominal, and earnings performance is

strong, with net interest income provid-

ing most of the profit reported. A strong

CRE market has also mitigated the poten-

tial ill effects of weakening lending stan-

dards over the past few years.

Where significant deficiencies were

found, examiners made recommenda-

tions for corrective action. Many institu-

tions initiated their own corrective action

programs based upon those recommen-

dations or upon the advice of internal

and external auditors. In very few cases,

informal and formal enforcement actions

were necessary. On December 6, 2006,

after careful consideration of comments

received on proposed guidance on

commercial real estate lending issued on

January 13, 2006,8 the Federal banking

agencies issued Final Guidance on

Concentrations in Commercial Real

Estate Lending.9 The guidance reminds

institutions that strong risk management

practices and appropriate levels of capi-

tal are important elements of a sound

lending progrm and reinforces and

enhances existing regulations and guide-

lines for safe and sound sound real estate

lending. Many of the best practices iden-

tified in this article reflect long-standing

supervisory expectations presented in

Table 2.

Marianne Lester
Examiner, Shelby, AL

Lawrence J. Nicastro
Examiner, Atlanta, GA

Tracy E. Fitzgerald
Examination Specialist, 
Tulsa, OK

Brian D. Regan
Examiner (Retired),
Sacramento, CA

8 FIL-4-2005, Commercial Real Estate Lending Proposed Interagency Guidance, January 13, 2006,
www.fdic.gov/news/news/financial/2006/fil06004.html.
9 PR-114-2006, Joint Release/Federal Banking Agencies Issue Final Guidance on Concentrations in Commercial
Real Estate Lending, December 6, 2006, www.fdic.gov/news/news/press/2006/pr06114.html.
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Table 2

� The board of directors should approve the scope of
lending activities and the way real estate loans are
made, serviced, and collected. Market conditions,
concentrations, and lending activity should be moni-
tored, and timely and adequate reports should be made
to the board of directors.

� Internal and external factors should be considered in
the formulation of loan policies and of a strategic plan
considering the size and financial condition of the insti-
tution, the expertise and size of the lending staff, and
market conditions.

� Prudent underwriting standards should be developed
that consider relevant credit factors, including the
capacity of the borrower, income from the underlying
property to service the debt, the value of collateral, the
creditworthiness of the borrower, the level of equity
invested, and any secondary sources of repayment.

� Lending policies should reflect the level of risk that is
acceptable to the board of directors and provide clear
and measurable limits that include the maximum loan
amount and maturities by type of property, amortization
schedules, pricing structure for different types of real
estate loans, loan-to-value limits by type of property,
pre-leasing and pre-sale requirements, requirements
for takeout commitments, and minimum covenants for
loan agreements.

� Loan administration procedures should address the
type and frequency of financial statements required,
type and frequency of collateral evaluations, collateral
administration, requirements for adequate construction
inspections and loan disbursements, and collections
and foreclosure.

Refer to Part 365 of the FDIC Rules and Regulations—Real Estate
Lending Standards; Appendix A to Part 365—Interagency Guide-
lines for Real Estate Lending Policies.

Sound Practices for Commercial Real Estate Portfolio Oversight 




