Contents

ACKNOWIEAGIMENLS. ... eiieviierieiiieiieieesee st et e et e it e st esttesbeesbeesseesseesaesssesssessseasseesseesseessesssesssesssenssensenns il

ADOUL The AULNOTS ...ttt et ettt e b e b e e sbeesa b e e bt ebeesbeesaeesateans \%

How t0 Use This Manual ..........c.coiiiiiiiiiiie ettt ettt ettt et ettt eneeeneeas vii

SUMMAry Table Of CONLENLS ......cceiriiiiieiiectieeie ettt ettt et e st e e te et e bt e saeesatessteenteenteebeesseesnsesnseeane ix
Chapter 1

The Importance of the Loan Review

OVETVIEW ...ttt ettt ettt h et b ettt e bt et esb e st e bt e bt eme e bt ea e et e e bt emb e s bt e st et e ebeemt e bt eatenteebeententeeneens 1—1
The Corporate Structure Supporting OVErsi@ht ..........cccecvevcviriiieiieiieieeeree e e 1—1
Board of Directors and Senior Management ..............ccververrerrenireerreerieeseeseessessessessesssesssesssens 1—1
AUAIE COMIMIEEEE ....eetieitieieeit ettt ettt sttt et e et e et e e sb e e suteeateeabeembeenbee bt esbeesneesneeensean 1—2
INEETNAL AUAIEINEZ ... .eiiiiieiiie ettt e et e e et e e e e estbeeesteeesaseessseeensseessseeensseesssaessseensseeanes 1—2
The Loan REVIEW PrOCESS.......cccuiiiiiiiiiiie ettt ettt et e et e et e s et e etae e abeesaveeeareeeenas 1—3
1o ] o1 SRS 1—3
Risks Associated With Lending...........ccecverieriiiriiiiiiieiieiierte sttt see e sesesebe e esaesseensees 1—4
Benefits 0f @ Loan REVIEW ........ccuoiuiiiiiiieee ettt st enees 1—5
Identifying and Managing DefiCIeNCIeS. ......c.uiecuiiiiiieiiiieecieeeiee et et ereeeeteeeeveesreeeseaeeeseeeeneenes 1—5
Maximizing the Benefits of the “Feedback LOOP™ .......cooviiiiiiiciiieciie et 1—6
Chapter 2

Risk Management and the Lending Process

Structure of the Risk Management PrOCESS ..........cueeuieiiieiiieiierieriece ettt 2—1
The Lending LOOP ...cccveevieriieiieriesie ettt ettt sttt eteestaestaestaessaesnsesssaesseesssesssesssenssensseensens 2—1
[T Yo TS o 1 TR UURRRR 2—2
FEedbDaCK LOOPS ....iiiiiiiieieeieectiee ettt ettt ettt e s b e etbeesbeebeesteessaesssessseesseessaessaesssesssesssensneans 2—3
Developing @ “Circle Of CONLIOL™ ........cccuiiiiiieiiie ettt ereeeee st e st e e sebeesraeetaeesseeessneanes 2—4
Coordinating Loan REVIEWS ........c.cccciiiiiiiiiiiicciieeite ettt s vt e e veeeseveesveeesaseessseeessseesssaaens 2—5
Assessing INternal CONMIOLS .........oviiiiiieiiiiiieie ettt ettt sttt as 2—6
Management’s Commitment to Internal Controls...........cccveevieeierienienienieeieeieesieesee e 2—7

Role of the Board 0f DITECIOTS. .....cc.veruiriieieitieiteieet ettt ettt st 2—7

A Director’s Oath vS. REALILY .......ceevviiiiiiiiieiieiie ettt e e r e reesreesreeseaesene e 2—38
Establishing Good COMMUNICAtIONS .......c.eeervieeeiireriiieireeeriteesreeeteeesereesreeessseessseesseeessseessees 2—8

8/07 xi



8/07 Commercial Loan Review and Audit Manual

AU COMIMILIEE ...ttt ettt ettt e bt e st et s bt et e bt sbe e beebe e st eteeneeneeebeeneas 2—9
Statutory REQUITEIMENLS ....cc.vevvieiieiieiierieeieereeieesieesteeseaessbeesbeesseesseesssessseesseensaessaessnesssesssensns 2—9
RESPONSIDIIITIES. 1..vvevveieieeie e ettt et e b e bt eb e e bt e staestbesebessseesbeesseesseesssesssesssessseassensses 2—10
Internal Audit Responsibilities of the Audit COMMItEE ........cccvvevviiieriieeiiieieeeiee e 2—10
Regulatory Review of an Internal Audit Program...........ccccceeeeiiiiiiinciieeciicceecee e 2—12
Structure of the Internal Audit FUNCHION..........cccoieiiiiiiiieiieeece e 2—15
The Loan Committee’s ReSPONSIDILItICS. .. ..cvervierereriirieiieeieeieeieesieesee e sre e eereereenseeneees 2—15

Management of the Loan FUNCLION..........ccoccuiiiiiciieriicie et seeeenneens 2—16
The Chief Lending Officer (CLO)......coouiiviiiiiiiieiesieeieete ettt ettt et siteseresenessveesseessaeseas 2—17
ROIE Of LOAN OFFICIS ....eoutiiniieiieitiee ettt ettt ettt ettt et eeeas 2—18

The Loan APProval PrOCESS......cccviiiiieiiiieiiiecie ettt eteeeteeesiveesvee e taeesebeeebaeessseessseeensseesssenas 2—18
Underwriting and Risk-Based Pricing.........ccoceeieviniriininiiiiniteitceereeee e 2—19
Contents of the Loan Proposal...........ccccevieiiiiiiiieniieiieriesie ettt see e neees 2—19

L0an AdMINISITATION c...eueeitetiieieie ettt ettt sttt st e e bttt e e bt et sbe et e besaeentesbeeaeenee 2—20
Monitoring the Commercial Loan Portfolio..........c.ccceveviiiiiviienieniesieciecie e 2—20
Training and COMMUNICATION .........ceecvieiieeeiieeetieeeeeesreeeteeesereesteeeereesseeessseessseeassseessseesnnes 2—21

TAentifying RISK ...c.viiieiiieiiicieece ettt ettt e et e e sebeeebaeessbeesateeensaeeenneeas 2—22
Early Identification of Portfolio Problems ............cccecveiiiiiiiiienieieieceeeee e 2—22
Working Within Established Parameters...........ccoecveeiieriieniienienieiie e sie e eie e sne e 2—123

Assessing Credit Risk in the POrtfolio..........coociiiciiiiiiiiiiicniece et 2—123
Scrutiny of Products New to the Bank ..........ccccecviiviiiiiiiieniecie et 2—24

L0an REVIEW REPOITS ....ccviiiiiiiiiieeiiieeieeeite ettt ettt etteesteeeeaeesveeetbeesbaeesbaeessseesssesansseesssenas 2—125

Loan Generation and ManagemeENt...........c..eecvieririeeiieeeirieesireesteeesteeesseessseeessseessesessseesssesesssessssesnes 2—26

DULY OF PIUACNICE ...ttt ettt et et et st e st e st e et et e bt e sbeesseesaeesnneens 2—26
SCOIATIO ...ttt ettt ettt b ettt et e bt s bt et e bt sbe et e bt e st et e ebe e st e sbeeneetesbeeneens 2—26

Loan APpProval PrOCEAUIES ........cccvevieiieiiieiieitesteritese ettt et esieestaessaesnreenbeessaesaessaessnesssesnsenns 2—27

Identifying Risk and Assigning Loan Grades...........cccccvevviereeriieriieniiesreereereesreesseeseeesnesnessneens 2—27
Loan Grades and Anticipated Changes ...........cccocuveeiiiiiiieeiiieiiieeiee et eree e sveeeveeeeve e 2—27
L0an CONCENEIALIONS......couieieeieeitieetie ettt ettt ettt ettt et e bt e sbeesbeesatesabeembeebeenbeenbeeseean 2—28
Managing CONCENETALIONS ... .cccuteruierieeteeteeteeteerteesttesttesteeeeeteeteesseesseesseesneesnseenseenseenseeseas 2—28

Deficiencies in Loan DOCUMENTATION ......cc.ivuiiriiriirierieriieienie ettt st 2—29
Policy and Underwriting EXCEPIONS .......ccvvecvieriieriierienieeieereeieesieesieeseesstesnressseesseesseessnesnnes 2—29
Po0ling POlICY EXCEPLIONS.....cccviiiiiiieitieciiictiereeteeteesteesieesereereesveesbe e teessaesesesssessseesseesseesees 2—30

SHIESS TOSTIMNE . eevvieeiieeiiieeteeeiteeeteeesteestteeestteesbeeesteeessseessseeessseesssaeassseesssasansseessseesssaeenssesansseanes 2—30

Allowance for Loan and Lease LOSSES ......ccceirieriiiiiiiiiiteieeieesee sttt st 2—31

Management Information SYSTEIMS ........cccueeiiiiiieiiieriieriie ettt see et esaee e 2—31
Reports Should “Tell Tt Like [t IS ....oovierieiieeieeieeeeeeeeeesee sttt 2—31

T3 s W 0] 112 () FJ OSSPSR SO 2—33

Risk Assessment and CONMIOL ..........coouiiiiiiiieieeieeee ettt 2—33

The Loan RevIiew FUNCLION ......cociiiiiiiiiiieiiee ettt st 2—34

The Internal Audit FUNCLION .....cocuiiiiiiiiiiiii et 2—34
Applicable Laws/RegUIations...........ccveriieiiiiriiiiiiiie ettt et 2—34
ComMPUANCE RISK .....vieiiieiieiieciecie ettt e et e e e e seesssesnseenseenseenseas 2—35

L0AI REVIEW ...ttt e a et b et e b s bt et e st e sbt e besbe e e e nbesaeenes 2—37

AUt Charter OF POLICY .....iiviiiiiiiiiie ettt ettt e sveeve et e ebeestaessresssesssessseesseessaesssensneans 2—38
PrioritiZIng RISK......c.eiiiiiiiiiieie ettt et et e e ve e st e e etb e e ssbeeestaeeesaeensaeenenas 2—38
Independent Lines of COMMUNICAtION ......eeeviiiiiieiiiiiiiieeeiie et eee e e eeiveesreeeeree e 2—39

xil



Contents 8/07

FUNCHON OF MINMUEES. ...ttt sttt sttt ettt ettt et b et e b et 2—139
Oversight by AUdit COMIMITLEE. ........ccuverierierieeieeieesteerterte e sreereeseesseesseesseesssesssesssessseesseenses 2—40
Contents of the Engagement Letter ........c.ocviviiiriirieiie et ere e sre et ene e 2—41
Loan ReVIEW SamMPIINES .....cccviiiiiiiiiieieeciie et eetee et ste e teeesiaeesbeeessaeessbaeetaeessseesnseeensseesssenas 2—42
ScOPE OF LOAN REVIEW ...ccueviiiiiiiiiie ettt ettt ettt et e et e e sab e e s beeestbeesaseaensaeensaeensaeensnes 2—43
The AUdit FUNCHON .....ooiiiiiiiicie ettt ettt ettt e e e veeestbe e s beeebaeesaseeensaeesseesrneenes 2—44
The RegUIAtOTS” FOCUS .....eiiiiiiieiieiieitectest ettt ettt e sere st e st e e e e teeseessaesssesnseenseessaesseenssenns 2—45
Checklist 2.1: Audit Committee Assessment Checklist..........ceoivirieriniiiinineeceee e 2 —46
Checklist 2.2: Loan Processing Checklist (For Loan/Account Officers).........cceevvevincrincrievieenieennenns 2—50
Exhibit 2.1: Internal Audit Review Worksheet ...........cccooiiiiiiiiiniiiiieeee, 2—52
Exhibit 2.2: Board/Audit Committee Oversight Worksheet..........c.cocveeviiiiciiiniiiiciieeeeee, 2—59
Exhibit 2.3: Sample Loan Approval Guidelines (Real Estate-Oriented)...........cccevvevvennennen. 2—68
Exhibit 2.4: Sample Credit Policies/Procedures..........ocvvvievieeniiereenieniienie e eve e ereeseeeees 2—170
Exhibit 2.5: Credit Underwriting Standards and Portfolio Risk Management...................... 2—112
Exhibit 2.6: Directions for Using the Loan Grade Rating Sheet...........cccevvvevverienienneenens 2—113
Exhibit 2.7: Interagency Proposal on the Classification of Commercial Credit
EXPOSUIES .eoeeiiiiieeiiiee ettt ettt ettt e ettt e e et e e e e tbbee e e sbbeeeensbeee e nsseeeasnssaeeeansseeesnnseens 2—114
Exhibit 2.8: Concentrations 0f Credit..........ccoueiieuieiiiieiiieciie ettt evee e e 2—115
Exhibit 2.9: Update on Accounting for Loan and Lease LOSSES ......ccccoevvverinienencncenienen. 2—116
Exhibit 2.10: Operating a Risk Management Unit ..........cccceririeiininienieneeienceceeeeeenen 2—117
Exhibit 2.11: Strate@ic RISK......c.ccciieiiiiiiiieieiie ettt senesane e 2—118
Exhibit 2.12: CEO Questionnaire — Internal Control and Audit ...........cc.ccceeviiieeeiiieeennen. 2—119
Exhibit 2.13: Loan Portfolio Management ..............cceeecuveeriieeiiieiieeeiee e sreeeieeesveeevee e 2—120
Exhibit 2.14: Interagency Policy Statement on Internal Audit and Internal Audit
OULSOUTCINE ....veevvveeieireeeteeiteeteeieesteesetessaessseasseasseessaessaesssessseassessseesseessessseesssenssesnsennseenseensns 2—121
Chapter 3

Reviewing the Credit File

Contents OF the Credit File......ccvviiiiiiiiiiciie et et er e e e 3—1
What t0 LoOK fOr in the Credit File.........coovvviiiiiiiiiiiiiii ettt e s eaaee e 3—2
Identification Of the BOITOWET ........oooouuiiiiiiiiieeeeee et e e e e e eaaaeeeeeeeens 3—3
Credit FIle ProODIEIMS ......evvviiiiiiieeeeeeeee ettt e e e e e et e e e e e e e eaaaaaeeeeessnnnanes 3—3
WAL IS MISSINE? ..ttt ettt ettt st e et e et e et e e s beesseeenbesnbeenbeeseeseesseesnsesnnesnnenns 3—4
SoUTCES Of REPAYIMENL .....vieiieiiiiiiieiieie ettt ete ettt et e e e stbessbeesseesse e saesseesssesssessseassensseensens 3—5
(07T s W0 2 16 )ROSR 3—5
XTI A @03 11 Yo (o) o FORR N 3—6
RETINANCE ..ottt e e e et e e e e s e et e e e e e e s sessaaaeeeeeessssnarareeeeeeeans 3—6
LS (e [ 015§ Lo 15 (o o NPT 3—7
RISK ASSESSITIEIT .....eeeieiiiieiiiieeeee ettt e ettt e e e e e et e e e e e e e ee e aeeeeeessessnaaaeereeessssnnnsaeeeeeesanns 3—7
Effectiveness Of MILIZANTS ..........ccvevierierieeieereete et eieesieesseeseeeseaessseesseeseessaesseesssesssesnsesssessseenses 3—8
Appropriateness 0f Loan SIUCLUIE ..........ccvvciirriierieriesie ettt ettt saesaesereesbeebeeseesseesens 3—38
How to Evaluate the Credit ANALYSIS........ccveviirieiieriieiiesre e ereeteesieesieesaeseaesssesseesseesseesseesseesseeens 3—9

xiii



8/07 Commercial Loan Review and Audit Manual

Financial Statement ANALYSIS.......cccccuerieriieriiieieeriesteseeste e ereereeseesseesseessaessnessseanseesseessessseenses 3—9
INCOME StAtIMENLS. ....eeitiiiiiieiiie ettt ettt e et e e et e st e ebteesabeesteeessteesnseeenseenass 3—10
Balance SHEET ........oouiiieieiee ettt ettt et e nes 3—13
Cash FIOW Stat@mMEeNLt........cccueiiiiiiiiiieieectie ettt ettt e b e sttt ebeeneeas 3—17

Projections: The Underutilized ToOOL.........cooviiiiiiiiiiiciiecie ettt s 3—19
EVAIUALION ......oiiiiiiciii ettt et e et e e et e e e b e e st e e e tr e e tbeeetaeenrneenans 3—19

Context and COMPATISOMS .....veerveerieerrrerieereerteseesseesseeseessessesseasseesseesseesssesssesssesssesssesssasssaessaesssenns 3—21
A Final Caveat: Profits vs. RiSK........cccceriiiriiriiiiiiiccieceeseese ettt 3—22
Chapter 4
Reviewing the Document File
Contents of a Complete Document File.........c.cciiiiiviiiiieiiieiie ettt 4—2
Adequacy Of DOCUMENTATION .......cccviiiiiieiiieecieeerteeiee et eeeteeetteesreeeteeessbeessreeessseessseeessseesssaesssseensses 4—3

Identity and AULROTILY......c.eiiiiiiiiie ettt e e sae et e e et e e s beesbeeesebeeensaeessaeessessnseeanes 4—3
SCEIMATIO ....eveieeiiieetee ettt e et e e ettt e e bt e e stbeeetee e ebeesabeeesseesebesesseesssasanssseassesansssessseesssesensseessenanes 4—3

| e T o AN (STS) 1013 L APPSRt 4—4

Collateral/Security/Guarantees/SUPPOTTL ........ccveerreerrerrerierrerreesieesteesseesseeseessessesssessseesseesseessaens 4—7
L00) 101 20 (ST 1<) USSR 4—7
GUATANTEES ...eeuteetieeiie et ettt et et e et e e eh e e et e et e e bt e sheeeueeeabeembeeabe e bt e bt e sbteemeeeateeneeenbeenbeesueenbeenseannes 4—7
Standby Letters Of CrEdIt ....cccuuiiiiiiiiiieie ettt ettt e ree e eetv e e s veeetae e eseeessaeesssaenes 4—9
SubOrdination AGIEEMENLS .......cceeeruieriieriieitiertiertteeteeite et esteesteesstesteeseeseesseesseesseesnsesseenseens 4—10
COLLALETAL .....eeeieeeie ettt ettt ettt et e st e st e s b e e be e seessaessaessseasseessaessaesseesssesnsennsennseensens 4—10
Pledges of Accounts Receivable and INVENtOry ..........cccceevcvvviieiieeriieiieiesiesee e 4—11
o o1 o) TSR SOR 4—13
Attachment and Perfection ...........ccooiiiiiiiiiiiiie e 4—14
Issues Of TImMe and Priority......c..coccuieiiieiiieeciie ettt e eere e s e etae e sbeessrae e eveesanas 4—15

SPECIAL TEETIIS ...ttt ettt ettt e st e et st et e et e et e et e esseesaeesasesaseenbeeabeeeneenseennes 4—16
Consistency of Documentation with Approvals and Policies...........cccvevvverierierienienieeieeieeieeniens 4—18
Checklist 4.1: Commercial Loan Structure ChecKIist.........c.cccvvevirriiirierieniesie e eie e eieeieesiee e 4—20
Chapter 5
Commercial Real Estate Loans
0] § ey O PSPPSR 5—2

DIVETSTIICALION ...utieitieiieiete ettt ettt ettt b e bt e e et e e at et e bt e bt e sbeesatesabeeabeemteenteeneeentean 5—3

Underwriting StandardS ..........c.eeeeieeeeiieiiiieciee et eeieeeieeeree st eetreesbeeeteeeseseeesbeeessseessseeesseessseens 5—4

Supervisory Loan-to-Value LIMIS ........cooreeriiriiiininiiicniee ettt 5—5
EXCIUAEd TTranSaCtIONS. .....eevvieriierieeiieiietiesteestteseeesteesteesseesseesseesseesssesssessseesseessesssesssnessnesssenns 5—6
Calculating LTV RAtIOS.....ccveviiiiieiieiieiiesitestesteste st eveete et eessaesssessseesseessaessaessnessnesssensns 5—6

Xiv



Contents 8/07

LaX UNAEIWIIHING. .. .eeviiiieriieieieeie et et esieesteestesteste st esseessaesseessaesssessseassessseesseesssesssesssesssensesnsees 5—38
L0an AQMINISIIALION ....ec.vieriiertieireeteeieeteestteseestesbeeebeeseesseesseesssessseasseessaessaesssesssesssessseensesseensens 5—9
MONItOTING COMPIIANCE ... .ccuviireeriereeriiesieereeteereesseesseessresseesseesseesseesssesssessseessessssesssesssesssessseans 5—11
N Te1S] 1 3 5 [0 OO OO TSSO SRSUPRURUPRRPON 5—11
PIOJECE ..ttt ettt e et e et e e st e e e b e e e b e e e tae e tbeeebte e tbe e tbeearbaeeasbaeetaeesbeeanraenns 5—13
Evaluating Borrowers and GUATANTOTS. ........c.eeruierierieeieeieerieesieesieestesaeereesteesseesseesneesneeenseenseens 5—13
L0703 0010) 1578 (o) 1 N N 1] PSS 5—14
Land LOANS ..ottt ettt bt st h e ettt e h et h et e bt ehe et b eae e 5—15
Loans for Construction of Residential Real EState...........cccovvevieviieiieiiiiiieieeieciecieere e 5—16
OWNET-BULIE. ...ttt st et et sb e bt e st et eaaeeneeas 5—16
Professional Residential ConStruCtion. ........ocueeruierieiiiniiiii ettt 5—16
CommeErcial CONSIIUCTION .......cccuiiiiiiieetieeetiieeteeeetteeeteeeteeeetbeeeteeestbeesaseeereeessseseseeessseessesensseenes 5—17
AssesSMENt OF the PIAYETS ......cocuiiiiiiiiiiiciecieee ettt st e e e ses 5—17
AssesSMENt OF the PrOJECT.......eiiiiiiiiiiiie ettt st e e e se e nns 5—18
ValuiNg the PrOJEC.....icoiiiiiiiieieciecte ettt ettt e b e re e teestaestaessbeesseesseessaesseesens 5—19
Takeout COMMILIMENTS ......cccueiitieiieiieiie ettt ettt ettt et et e st e st e st eabe e beesbeesaeesaeas 5—20
Financing Completed Projects or Improved Property ........ccccveeeiieicieeiiecciie et 5—21
Owner-Occupied BUildings .........c.eeuiiiieiienieeieeie ettt eeeas 5—21
INCOME-ProdUCING PrOPEItY .....ecvviiviieiieeiieiieitete sttt ettt siee st esaesere et e essaessaesseessnesssesnsenns 5—22
SHIESS TESTINEZ...e.vveeerreieeieeieesiesteste et et e beeseesteessaesasessseesseesseesseesssesssesssesnseenseessaesseesseennsenns 5—23
PLACTICE. ..ttt ettt ettt e b e bt sh e ettt e b e bt bttt e bt ebees 5—25
Controlling the OULCOME ........ccccuiiiiiieiiie et eeetee et ste e et e e s beesree e tbeessseeesseeessseesssaeenseeanes 5—25
SCOTIATIO -ttt ettt ettt ettt ettt e b e b e s bt e sat e e ate e bt e bt e bt e sbeesaeesateemteenbe e beesbeesueesateans 5—25
FOTIMIS 1.ttt e ettt e e et e e e ettt e e e e tbbeeeessbbeeeensaaeeeenssbeeennsbaeeeannraeeaan 5—26
Regulatory COMPIANCE .......ceecviiiieiieriieeie ettt ettt sereeae e e esteesaeessaessreesseessaesaesssesssesnsesssenns 5—26
COMSISERIICY .eeuvveereeereeereeteesteesteesereseteesseesseesseesseesssesnseanseesseessaesseesssessseasseasseenseesseesssesssennsennsens 5—26
InSiders and ATFIHALES......cc.eccviiiieiiiereee ettt e e et estbestbeesbessbeesseesbaesseesssenses 5—27
ANTI-TYING PIOVISIONS Loiiiiiiiiiiiiiieciieeiieeette ettt e eee e steesveeeebeessbeeesaeessseeessaeessseesnseeensseesssenas 5—28
L0an AdminISTIAtION ....cecueeitiiiiiiie ettt sttt et e e bt e sbtesat e st e e bt e beesbeesbeesaeesaeeeas 5—28
DocumMENt CONLIOL ......ccuviiiiiiiiiicciee ettt ettt e et e e eer e e s aaeeetbeesebeeetseessbeesnreeessseeeenas 5—28
RECOTAS ..ttt b et b e et e e sb ettt e st e e e beeaeenee 5—29
TranSaction PrOCESSING .......cccvivirriieeieeitieriiesitesie e steeteebeeseesseesseessaessaessseansessseesseeseesssessees 5—30
INSPECLIONS .....evieerieeiieiiecite ettt ettt et e st eeb e et eesbe e bt e staesebeesseesseessaesssesssessseasseasseesssesssesseesssensneans 5—30
Benefit Of TTAINING ...cc.veiieiiiieiieciie ettt e e et e e sbe e stee e abeessseeesbeessseessseeensseessseeas 5—31
Guidance on Commercial Real Estate Loan Concentrations ...........cc.ceecueevieerieenieeneenienieeieeieeneeans 5—31
Commercial Real Estate Lending Regulations ............ccecieriiiiiiiieiienieriiecie e 5—31
HiStOTICAl CONTEXL....uviiuiieiieiieiiieiie et ete ettt et et et e seresateesseesseessaesseesseesssesnsesssennseenseenseensens 5—31
Basis fOr CUITent CONCEIM ......ccueeriieriierieeieeiieteeteesieesteesieeseaesseasseesseesseesseesssesssesssesssessseensees 5—32
The Interagency GUIAANCE .........ccuviriieriierierrecte et eieesteesaesreebeesbeesteesssesssesssessseesseesseesssessseans 5—33
Public Comments 0n Proposal..........cccuiiiiiiiiiiiiiicciiecies et 5—33
The FINal GUIdANCE ......oouiiiiiiiiiieiee ettt ettt ettt sttt as 5—33
Loans Requiring Enhanced Risk Management .............cccocceerieniiniiniriieeieeie e 5—34
CRE THI@SIOIAS. ...ttt ettt sttt st b e st be et e bt nees 5—34
Developing a Credible CRE Lending Program ............ccccccvevievieniienieecieeieeieeiesie e sne e eeeens 5—35
Assessments 0f CRE CONCENTIATIONS ......ccveeeviereierirerriirieriereesieesieesseeseesssesesesssesssesssesssesssens 5—35
Components of a CRE Lending Program ...........cccccveiiiiiiiiieiiie et 5—35
Resolving Regulatory CONCEINS .......cccuvieiieieiiieiiieeiee e eereeeieeesveesteeestveesreeesaeessseeesseeenens 5—37

XV



8/07 Commercial Loan Review and Audit Manual

Effective Risk MANAaZEMENL .......c.cccuieruieriirieeiieiieieerieeseeesresaeeteeseesteessaesssessseensaessaessaessnessnenns 5—37
Board and Management OVErsi@ht...........ccoccveeiieriierieniiiieeieeieee e seesee s 5—37
POTtfOlio Mana@EMENL .......ccveiiierieiieiiesiierteseteeteereesieesteesteesereseneesbeesseesseesssesssesssensseassesssens 5—38
Management Information SYStEMS.........ccveevuiieiiiieiiiierie ettt e e ereeerre e sreeeseae e e 5—38
IMATKEE ANALYSES ...ccuvviiiiiieiiieciee ettt ettt e et e et e e taeeeteeeseseessseeessbeessseeessseassseesssaeensseensses 5—39
Credit Underwriting Standards ..........coooeeierineeiininieieeet ettt 5—40
Portfolio Stress Testing and Sensitivity ANALYSIS......c.cccvecvieriierierieeriieriesiesresreereeseesseensens 5—41
Credit Risk ReVIEW FUNCHOMN ....coouiiiiiiiiiiiieienieec et 5—41

CaAPItAl AQCGUACY ... .cciiiiiieie ettt sttt et e ettt e teestbesebessbeesseessaessaesssesssessseasseesseesseesseesseensns 5—41
ROIE in CRE LeNINg .....ccoouviiiiiiiiiiieiiieciee ettt ettt e et eeeve e satae e aaeessbaeensseessseeennas 5—41
AssesSINg Capital AQCQUACY .....eeecuiieiiiieiieeciie ettt et e s e e e e e eereesbeeessaeessbeesnsaeessseesnnes 5—42
ALLL CalCUIAtIONS .....eiiviiiiiieeiie ettt ettt ettt et e et e e e e e eetaeessreeetaeeseseeenseeessseeensaeessseenes 5—42

Checklist 5.1: Application Checklist Term Real Estate Loan ..........cccoceeeeerininienininicncncene, 5—44

Checklist 5.2: Loan Officer ChecKIiSt ........cceriiiiieiiiieiiieee et 5—46
Exhibit 5.1: File Memorandum on On-Site Review by Account Officer..........ccccevvevvenunnnen. 5—48
Exhibit 5.2: Term Real Estate Loan Analysis FOrm..........ccccoeeeviiiiiiiniieiiieccieecee e 5—49
Exhibit 5.3: Status Report on Term Real Estate Loan FOllow-Up ......c.ccoovvieviieicieicieecreee, 5—50
Exhibit 5.4: Annual Term Real Estate ReVIEW.........cccccviiiiiiiiiiiiiicciee e 5—51

Chapter 6

Reviewing Appraisals

Appraisals and Reviews as Internal CONIOLS ..........covcviriiriieriiieniiesienie st eie et e seeeseesenessreenneens 6—2
Scope of Appraisals and AppraisSal REVIEWS ........cccvvcvieiiiiiienieiie e eeeens 6—3
The Relation of Risk to the Scope of ApPraisals.........cccceceveriieviierienieniesiecieere e 6—3
Complete and Limited APPraiSals .........cceieeireiiieiiieiiiieciee et et e eieeesreesveeeseveesbeeeeaeessseenns 6—3
Market Value APPraiSalS.......cccvieciieiiiiiiiiieeiie et eete e et e estee et e estaeeseveestaeessseesssaeessseessseeenseens 6—4
Engagement Letters and Report FOrmMats ..........ccovviiviiiiiiiiiieiiieieceseee e 6—4
BUIt-I0 CONIOLS. ...ttt b e ettt et be et e ste st eneens 6—5
Qualifications of Appraisers and REVIEWET ........c.cccveviieriierierienieeie et see s esene e e 6—5
Independence REQUITCIMENT ........ccvecviiiiiiieiieiiereeseesteereereere e e e seaeseaeseseeseesseessaesseessnessnenes 6—5
The ApPPraiser’s COMPELEIICY .....cccuuiiiiieriieeeiieeeiiesteeesteeesreeereeessreesseesssseessseesssessssseesssesssseeans 6—6
The REVIEWET™S JOD ......eiiiiiiiiie ettt st ettt et e s esaee e 6—7
Internal vs. External Appraisals, Evaluations, and ReVIEWS ..........cccecverieiienienieniiiiceieeene 6—38
Mitigation O RISK.....ccuiiiiiiiiiiiiiieitee ettt sttt te e s teessaessseenbeesseesseanseensens 6—38
Compliance with Interagency Regulations and the USPAP ..........ccoooiiiiiiiiiiininieeees 6—38
Exempted Loans Eligible for Evaluation.............cccceevuiiiiiiiieniiciecieciesreereere e sve v ens 6—9
Parameters Established by Regulation............ccoociiiiiiiiiiiiiicceccee e e 6—9
MaANdated PraCtiCes .......oouiiiieiieiieiie ettt ettt e sttt et e bt e bt e beesbeesaeeebeeeateeas 6—10
Practices That Ensure Independent, Unbiased Appraisals .........ccceceverienenenienenceneneneenn 6—10
Availability of the “Evaluation” OpPtion.........cccecuvevueeriierieeniesiesiesre e ereeseesseesseesseessnesssesens 6—11
VATUALIOMS ...ttt ettt e b et bt et e bt eat et e sb et e st e ese e be b eae s 6—13
Differences Between State/Federal Laws and Regulations ............ccccvevveevieiiecienieniesieeieeiens 6—13

Xvi



Contents 8/07

AdMINISIrative PrOCEAUIES. ... .c..eeitiiiiiiiiieiiete ettt ettt et e e eaeens 6—14
ASSESSING the APPTAISALS.....vieriieieieiiieiieiieteree st e ste et e ete e teesttessaessseesseanseessaesseesseesssesssesnsennseenseennns 6—15
Compliance ReVIEW PrOGramis..........cccueiviriiiiiieiiiisiiesiiesitecreereereereesseesseesenessaessseesseesseessnessnensns 6—15
PUIPOSES SEIVEA....cueiiiieiieeiie ettt et e bt e e ta e e st e e sstaeessbeessbeeessaeesssaeensseensns 6—15
Appraisal Review Policy and Procedures...........cccoovveeeiiieiiieiiieiie et 6—16
Documenting the ReVIEW PrOCESS ........c.eevuieriiiriieiieiiecie ettt 6— 18
What an Appraisal Review Tells the EXamIners ..........ccocvevierieriieiieeiieeieeieeeesee e sve e eeeens 6— 18
Quality of RiSk Management...........c.eecvveriierienienieiieeieesieeseeseeesereseresseeseesseesseesssesssesnseensens 6— 18
Evaluating the APPIaiSErS.......ciieiieiieereerierieriesteesteeseesresseesseesseesseesseesssesssesssesssesssesssesssees 6— 18
Basic Training for Staff..........ccoiiiiiiiece et e 6—18
Potential PENalties .........cooeeiieiiiiiiii ettt st 6—19
Exhibit 6.1: USPAP Table 0f CONtENLS ......occuieiieiieiieiieeiie ettt 6—20
Exhibit 6.2: Independent Appraisal and Evaluation Functions ...........cccceeevevcvvrcreecieenveneennn. 6—22
Exhibit 6.3: Appraisal Regulations and the Interagency Statement on Independent
Appraisal and Evaluation FUNCLIONS.........c..coverieriiiiiiiieiierteeesee e sre e e esve e neseneeenas 6—24
Exhibit 6.4: Statement on Appraisal Standards for Federally Related Transactions............... 6—25
Exhibit 6.5: The Appraisal Foundation White Paper: Privacy Regulation and the
F N o) 3 1<) PSR 6—26
Chapter 7

Specialized Commercial Loans

BaSIC LGN TYPES...eeiuiiiiieiieiieitestesteste sttt et e e e teesteesseesssessseasseesseessaessaessaessnesssesssenssennseesseenseeses 7—1
CIEAIt LATNES ..ottt ettt bt b e et e e e b et e st e e st e be s bt eneenbeest et e sbeenbesaeeneens 7—1
SHOTt-TerM LENAING ...cvviiiiiiiiiiiieieetteteste sttt e ttesveesb e e be e bt e stbessbessseesseesseesssesssessaessneans 7—2

N Te1S3 1 3 o OO OSSP POR USRS 7—3
LoNE-Term LEeNAING.......cccviiiiiiiiiieiiie et eite ettt e et e eseteesteeeebeessbeeesreesssesessseessseesssasessseessseeanes 7—3
INtErest CalCULAtIONS ......cccviiiiiiiiiiiectie ettt ettt et ete e et e e st e e eteeeetaeeeabee e sseesaseeesseesareeanes 7—4

Participations, Syndications, and Shared National Credits.........ccccoveerenirienenieseneneeeeeeereeeenen 7—5
PATTICIPATIONS ...eevieevieeiieiieritesiteete et et et et e st e st e s ebeesbeesseesseesseessaessaessseasseenseenseesseenssesssenssennsesnsen 7—5
ASSIZINIMEILS.....eevieevietieiiesieeeeteeteebeesteesteestteseseaeseesseasseasseesssessseasseasseassaesseesssesssesssesssesssesssesssensens 7—38
SYNAICALIONS. ...eeeuvvieietieeiieeeiteetteest e et e e ebeeeteeestbeeesteeesabeeesseeesseesssseessseeasseeensseessseeesseesseesssesensses 7—28
Shared National Credits ... ..oo ittt ettt ettt et e bt e sbeesaeeeaeesaneeas 7—38

Accounts Receivable and Inventory FINANCING..........ccceeviiriiiiiiiiieiierieeeieee ettt 7—9
Eligibility Criteria and Advance Rates .........cecverieriiriiiiieieeeeseesee et e e ens 7—10

BTl 1) PSR 7—10
ACCOUNES RECEIVADIE .....ouiiieiiiiieee et e 7—11
Monitoring ARIF FaCIIItIES ......cccviiiiiiiiiiieiiieciie ettt ettt et eaee e seaeessbeeeataeessseeenseeas 7—13
Planning @ LiQUIdation.........cccueeiiiieciiriiieeeiee et eetee et eteeereeeeaeesveeetaeesesaessbaeessseesssesensseesssenas 7—15
FIOOT PLANMINE ..ottt ettt et e st e et st e et et e bt e sbeesaeesnseenseenseesaeesnnenns 7—15

EQUIPMENt FINANCE .....ocuiiiiiiiiieiieiie ettt ettt ettt et e seaessaeesse e taessaessnesnsesnsenssesnseensens 7—16
(€ 1S3 1T 1 E OO OSSOSO OURPRRI 7—16
Valuing the EQUIPIMENT .......c.ccciiiiiiiiieiieitetestese st ete et e siaesvesevessbeesseesaessaessaesssesssensseans 7—16

Xvii



8/07 Commercial Loan Review and Audit Manual

Structuring the TranSACION..........cvvvereerieriieete et et etestesresresreesseeseessaessaesseesssessseenseesseesseenses 7—17
ATNOTHIZALION ...ttt ettt et e e e bt sttt e bt et e s bt et etesbe et e nbeeseebeebeeneenee 7—17
COVEINANES ..ottt ettt ettt e bt e bt st e bt e bt e bt e sbeesae e sat e e bt e bt e sbeesbeesmbeeabeeateeneean 7—18
| T T = SRS 7—18
Capital or OPerating LEASES ......cccveerviiiiiiieiieeeiie et esteesreeertteesbeesstee e ebeesbeeesseesssaesssseenssens 7—18
Bank Leasing CharacteriStiCS .......ceerierierierieeieeieeieeiteieettesteesteesitestesntesaseenbeebeeseesseesseas 7—19
Leveraged Leasing.........ccccveriieriierierieeieete et eteeieesseesseesaesssessseesseesseesseesseesssesssessseenseeseensens 7—20
Japanese Leveraged Leasing........ccocvvevieriieiieciieiieitesieeseeete e esieesieesteesssessseenseensaessaesseessnesnsenns 7—20
Bridge Loans/Warechouse FaCIlIties ........c.cccviiiiiiiiiiiieriieniesieste st ere e ereereesieestaesevesenessneessaesseessens 7—21
BIidE LOANS......ciiiiiiiiiiciie ettt ettt e e et e e et e e e taeesebe e e tae e abeeesbaeestbeeenreeentaeenaeeennaean 7—22
WarehouSe FaCIlItI®S .....ccueeiuiiiiieiiitie ettt ettt sttt ettt e bt e sbeesaeesaee e 7—22
Lending INVOIVING SECUITHIES ......eevueiriiiiieeieesieestieeie ettt et et eesttesetesateenteeteesteesseesnsesaseeabeeseenseenseas 7—23
Lost, Stolen, or Cancelled SECUTIILIES ..........coiivieiieiieeee ettt ettt e e e e e e eessaareeeeesenas 7—24
Complex Structured FInance TranSactions ............cceeeveeeveeriierieereesieesiresseesseeseesseesseesseesssessesssesssenns 7—24
Scope of Proposed GUIACIINES ........cccvieiieiiieiieie ettt ere e e e e ra e taeseaesesesebeesseesseesseeseas 7—25
REA FIAGS ..ottt ettt ettt e st eestb e e sabeeestbe e sbaeesbaeessseesssaeenseeensseesnseean 7—25
Framework for CSFT Risk CONtrol ........cccooiiiiiiiiiieiee ettt 7—26
Policies and ProCeUIES.........cccuiiiiuiiiiiiiciie ettt ettt et e e e tae e re e erae e ebeeeanas 7—27
Role of Credit ReVIEW i CSFTS ..c..oiiiiiiiiieieiee sttt 7—29
Special PUIPOSE ENLITIES.....ccuieriieiieiiiiiiiie ettt esteste s teete sttt e e teessaessaessseanseesseeseesseenseenseennns 7—30
Government-Related LOANS .........couiiiiiiiiiieee ettt 7—30
COUNLTY RISK...uiiiiiiiiticce ettt e et e e s be e e tbeessbee e taeesssaesssaeesseessaeansneanes 7—30

Community Development Lending..........ccviiiiiiiiiiiiiiiii ettt eeteeeiee e iee e sveesaeeeiveeesbeeesasee e 7—32

Consistency with BUSINESS Strat@ZIeS.......cecueeruieriirierieiieeiieie ettt sttt saee s ens 7—32
FOCUS Of CD LENAING ....ecveeiieiieiieiieciesie sttt ettt e s e e sevessbe e e esseeseesseesssesnsesnseensens 7—32

Staffing REQUITEIMENLS ......eevciiiiieiieriieieesieeie ettt et et esteesteeseaessbessseesseesseesseesssesssesnseenseenseenses 7—32
Planning a CD FINance Programi ............ccccoecvieviieniiiniieniesie e ere e e esieeseesesessneseseesseessaessens 7—33

Multifamily Affordable HOUSING LOANS ....cc.veeviiiiiiiiiiiieiie ettt e 7—34

Affordable Housing CONnStIUCTION. ........cccviiiiieiiieeitieeieeeiieeereeeteeesiteesreeeeaeesebeesnseeesseessseeensneas 7—34
ANticipating PitfallS........oooiiiiiiiie e e 7—35
Investing in Standardized DoCUMENtAtION...........ccverierierireieeie ettt seeseee e ereeseeeeas 7—35

Investing in Federal Low-Income Housing Tax Credits.........cccccevieriierciencrienieenienieneeeeeeveeeeens 7—35

Small BUSINESS LOANS .......eeiiiieiieiiieieesie ettt sttt et e ae et eee s eneas 7—36
Competing for Market SHare ...........cccvviiiiiiiiiiiciie et sv e e evaeeeaeas 7—36
Small Business Lending in the CD ATena..........cccccuveeevieeiiieeiieeie ettt 7—37
Effective Strategies for Small Business and CD Lending...........ccccevviviiieniieniieneenienieneeee, 7—37
Varied Small Business Needs and Products ..........ccceeeevererienininnenieese e 7—39
SBA Loans and Partnerships with CD Intermediaries .........c.ccocereererienenenienenceeneeceae 7—39

TTAAE FINAICE. ... ittt ettt ettt e et ea e et e s et et et e eseentesteeseesesaeeneenseeneenes 7—39

DIETINITIONS ..ttt ettt b e b e sa ettt e e e bt e s bt e suteeabeembe e bt esbeesbeenbeesaeesaneaas 7—40

Documentary Collections and Letters of Credit.........ooviiiiciieeciieiiieiiie et 7—41
EXPOTt SUPPOTT AZENCIES ...eeuvieiieriieeiieeie ettt ettt ee sttt ettt et et e bt e s st e sseesasesnteenbeenseeseenseas 7—42

Credit REVIEW ISSUES ......oiuiiiiiiiiiieieiteee ettt st ettt ettt st sbe b 7—43

Leveraged FINANCE ........c.vecvieriiiiieiie st ettt ettt et e et es e ess e e teesseesesessseasseesseessaesseesssesssesssensseenses 7—44

POLICY ittt ettt b e et b e e b e e b e e teestteasbearbeanbaesaesaesraenrrearreans 7—44
ENterPriSE VAIUC .......eiiieiiieiii ettt e e et e etb e e ssteeestaeesssaeensaeennns 7—45

PLACTICE ...ttt b e s h e ettt et e e bt e s bt e s at e ea e e et e e bt e nbeesbeesatesaneens 7—45

Xviii



Contents 8/07

PrOJECt FINANCE......uiiieiiiiieiieiecieesee ettt ettt et et e e teestaessaessbessseasseensaenseenssesnsennseensens
PrOJECE TYPES eveerieniieiieriie ettt ettt ettt et e st e st e bt et ebeestaessaessseasseasseessaeseessseanseanseensaessaesseenssenns

Exhibit 7.1: Intermediate Small Institution Examination Procedures ............cccccocereeereeeeneee.
Exhibit 7.2: Joint Statement on 100 Percent Loan Participations ...........ccceeeveeecieeecveenneennne.
Exhibit 7.3: ABA Press Release: FASB’s Decision on Sales Treatment of Loan
PartiCIPATIONS ...veeutieiieieie ettt ettt et et e st e ste e st e st e eateeabe e be e bt e sneesneesnbeenteenseenseas
Exhibit 7.4: 12 CFR 23 — LEaSING ....ccceevcvieiieiieieeriiereestesresveeveeteesteesseesenesssesnsesnseenseensens
Exhibit 7.5: Statement of Purpose for an Extension of Credit Secured by Margin Stock
(Federal Reserve FOrm U-1)......cccciiiiiieiiieiie ettt st e e e s e esnneesnneas
Exhibit 7.6: Statement of Purpose for an Extension of Credit Secured by Margin Stock
by a Person Subject to Registration Under Regulation U (Federal Reserve Form G-3) .........
Exhibit 7.7: Interagency Statement on Sound Practices Concerning Complex
Structured Finance ACHVIIES .......coeeruiririeriiriieierieriee ettt ettt ettt sttt sae e eaeens
Exhibit 7.8: CBA Regulatory Compliance Bulletin: New CRA Exam for “Intermediate
SAIL BANKS™ ..ottt ettt et
Exhibit 7.9: OCC Community Developments Newsletter.........c.cccveeeiienieeniiieeiie e
Exhibit 7.10: Example: Financing an Affordable Multifamily Housing Project.....................
Exhibit 7.11: Example: Small Business Loan Transaction ............ccceceeveeeiieenieenieeneenieneeene.
Exhibit 7.12: Partnership Resources for Small Business Lending ..........ccccoocevenenieninennene.
Exhibit 7.13: Government CONTACES .........coeerueruirieriireeiesieeitete ettt
Exhibit 7.14: Sound Risk Management PractiCes..........ccocvievrieviierienieniienie e e ereeseesene e

Chapter 8
Analyzing the Commercial Loan Portfolio

Assessing the CUIrent STEUATION .........cccuiiiiiiiciie ettt ettt e e e e e e reeeebeesebaeesbaeesebeesaseeesseeensnas
RSk @Nd REEUIT ...ttt ettt et e sbe e bt st st eeaeeeeean
MIGEationN ANALYSIS ....eevieitieriieitieeie ettt ettt ettt et et e e s teesseesstesnbeembeese e bt esseesaeesanesnneens
More Than Just StresS TESLING......c.vecvierierierierieete et et et eseeseeseessresreeseeseesseesseesseessnessnenns
Tracking CONCENITALIONS.......cccveeriieriierirerteeteeteeeteeteeteesseessaesssessseesseesseessaesseesssesssessseesseensessseesens
2 1316 1813 s USSP
By Related COMPANIES ......c.ceeiiiieiiieiiieeiie et e eieeesveesreeeteeesebeessbeeessaeessseeesseesssaesssseessseessseens
BY GROZIAPIY .....viiiiiieciie ettt ettt e e et e e et e e stb e e sabaeetaeesebaeebaeeerbaeenraeenreenareean
The Nine Elements of Loan Portfolio Management .............ccoocueeieriieneenienienie e
The Preferred POTTfOl10 ......oo.iiiiiiiiee ettt
SETALEEY .. .uveeeuieeeeitee ettt e et e ettt ettt e ettt e ettt e s bt e e s teeeabee e abeesateeessteesnbeeenbeeenteeenteeeabeeenteeateeeanteeenreeenntes
Strengths, Weaknesses, Opportunities, Threats.........ccocvevvveevievieciiesiienieerie e ere e
Positioning the BankK...........cccocciiiiiiiiiiic ettt et et e e saree s
RiSK @Nd REEUIT ...ttt ettt st ettt et e b e saee st eas
Investing in the Circle 0f CONtIOl.........c.oocuiiiiieiieiiee e
L0AI IMIIX 1ttt bt b e et h et bt et bttt eae s
Credit CULTUTE ......eeieieeecee ettt ettt ettt et e b s bt st et s bt et e bt eaeenteemeeneas
Getting to WHere We Want t0 GO.......cccuveiiiriieiierieiiecie st ete et stee e e ae b e sbeesreessaessaessaesenessneans

XIX



8/07 Commercial Loan Review and Audit Manual

Chapter 8A
Allowance for Loan and Lease Losses (ALLL)

INEW POJICY STALCIMENL ... .cccuviiiiiieiiieeiieciee e ertee ettt eeteesree et e e sbeeebaeeebaeesseeeseseesssaeensseessseesssesenses 8A —1
CONCEPIUAL OVEITVIEW ...uveineiiiiieiieeiieitesttesttesite ettt et et e bt e bt e satesseesnsesnseenseenseenseasseesseesnsesnsesnsennns 8A — 1
Loans Not Included in FAS 5 & FAS 114 GUIdance...........cccoeevvevieerienienienienienreereeieenieenenens 8A —2
PrOCESS CRATT ...ttt ettt b et bt et e bt e bt et s bt et e ntesaeeseentens 8A —3
INEW GUIAAIICE ....eeneeeieiieie ettt ettt ettt et e st et et e e st et e eseeneesteese e seebeenee st eneenseeneeneenseees 8A —4
Written Policies and ProCedures ...........eeiiiiiiiiiiiieiei ettt 8A —4
Effective Loan ReVIEW SYSIEML......cccuiiiiiiieiiieiie ettt ctee ettt e tee e ve e eveeetaeesasaessvaeessseesnseas 8A—5
Data Capture and Reporting SYSIEIMS ........cccuieiiieriieiieiieriiesie ettt ettt et beenseesaee s 8A—6
EXerciSing JUAZMENL.........cccuiiiiiiiiiiieriiesie ettt ettt sae et e esbeestaesteessaesssesnsessseesseeseesseensenns 8A —7
Board of Directors CRECKIIST ......c.eeiuiiuieiiiieiee ettt ettt s 8A —7
Frequently Asked QUESLIONS........c..cvviiriieiieiieere et eieeitesttesereeereeseeseesreessaesssessseassessseesseesssessnens 8A—9

Exhibit 8A.1: SR 06-17 (ALLL) c..eoiiiieiee ettt 8A — 15

Exhibit 8A.2: Interagency Policy Statement on the Allowance for Loan

ANA LEASE LLOSSES ...uviiiiiiieiiii ettt ettt e et e et et e e e br e e s beeetae e ebeeeraeesabeeans 8A — 18

Exhibit 8A.3: Questions and Answers on Accounting for Loan and Lease Losses ............. 8A — 40
Chapter 9

Problem Loans

The Management of Problem LOans..........ccccveviieriierieiiieiie ettt seesraesnne e snsens 9—1
Account Officer’s Responsibility to Monitor LOANS ..........ccceeveerieiieeieeiieieeseeseesneseneseresveesnens 9—2
Problem INAICAtOTS. ....co..iiieiietiet et ettt sb ettt e bt e s beesbee st eas 9—2

Loan Reviews Performed by the Account OffiCer ........ccoeviiiriiiiiiiiiiiecie e 9—4
Action on Identified Problems...........cccviiiiiiioiiiiiiecc et 9—6
Temporary Parking for “Special Mention” LOans...........ccceceververeieniieerieereeniesieseesreeseeseesseenenes 9—6
Referrals t0 SPECIal ASSELS ...eccvieriiirierieiieeie et et et et et e stesebesseesbeesseeteessaesseesssesssessseensesnseenses 9—6
Negotiation and COIECHION.......ccuveiieeieeiiete et eieeeestee st e sbeereereeseesseesteesseesssessseasseasseesseessens 9—7
Rehabilitating the Loan and RelationShip .........ccceeeeiiiiiiiiiiieiiecieccee e 9—17

L0AN GUATANTEES ....c.eeeeitietiestieet ettt ettt sttt ettt et e bt e s bt e s bt e subeemte e bt et e enbeesbeesaeesanesaneeas 9—38
FOTECIOSUIES......c.uviieiieeetee ettt ettt et e et e e tt e e st e e eteeesebeeenbaeesssaesasesensseenaseean 9—8
ROPOSSESSIONS ...ceueiieiieiiieieeieestieete ettt et et et e ste et e esbee s eesseesseessaeanseanseesseeseesssesssesnsensaessseans 9—9
BaNKIUPLCY ..veevviiiiiciiecie ettt ettt ettt e st e st e st e et e e be et esstesnseenseense e saensaeesaenraennneans 9—9

IMIIS REPOTES ...ueveeeitieeiieeeieeeiteestee ettt esteesstteessteeeseeeessseeanseeassseeansaesnsseessseesnsseesssessnsssensseenssessseennes 9—9
WEEKIY REPOTLS ...einiieieiii ettt ettt ettt e et e e sev e e ssteeesebeessseeessaeessseesnsaeenssaensnes 9—10
MONERLY REPOTES ...ueiiieiiieciiie ettt ettt e et e e s tbe e ssbaeetbeeesbaeessaeesssaeensseensnes 9—10
QUATLETTY REPOTILS ...ttt ettt sttt et e bt esaeesntesnbeenseenseeneeas 9—10
Board’s Responsibility for the Circle of Control..........ccccceevierieriieniienieniieieeieeeeee e 9—10
Problem Banks and COIrectiVe ACHIONS ........ccverieriieeirieriieieesiieseestesseesseesseesseesseesssessessseesseesseessees 9—11
Problem Bank IAeNtifIerS........c.ccciiviierieiieiiiciieiiett ettt ere et e b s vesebeessaesraeseeessneans 9—11

XX



Contents 8/07

Aggressive GTOWLh SIAtEZIES .....evviiiieiierieerierieeee e eteere et eteesteesteesteessaesssesnseesseeseenseenses 9—11
ECONOMIC FACLOTS ..ottt et 9—12
POOT OVEISIGNL...c.uiiiiiiiiicie ettt ettt st b e e b e e b e e beestaestbesesessbeesseesseessaessens 9—13
Failure to Stop Asset Quality Deterioration ............cccveeecvieerieeniieeiieerieeereeeeieeeseveeeveeesene e 9—13
Fraud and Other “Red FIags™.........cooviiiiiiiiieie ettt ettt e e e s eaaeessveeenaee s 9—15
The Regulators’ Risk ASSESSMENt SYSEMS ....cc.eeruieriiiiieiieieerieesieesiee e eie et eieesiee st e seeeseeeeneeens 9—16
ALLL TSSUBS ..ttt ettt ettt st sttt et ettt sbe e sbee st st e bt e beebeeneee 9—16
Communication Between Management and the Regulators ............cccceveveeeiieciienivenienieneesee e 9—18
During the EXamination PrOCESS..........ceicuiiviiiriieiieriieiieitereesieesieesvesveesreesteessaesssesssesssesssessseans 9—18
EXIt IMIEOTIINES. ... vieeiiiieieiieeite ettt e eteeette e et e e et e e etbeesateeestaeesbeeessseessseesssaeessseessseeansaeessaeassseensses 9—19
Reports of EXAMINAtION ........ccccviiiiiiiiiieeiieeciie ettt e et e estveesveeetaeesebeeestreessseeessaeesseesaseeenes 9—19
EnfOrcemEnt ACLIONS ......cc.eiiiuiiiiiieeiieeeiee ettt ettt e et eeteeesbeeeteeesabeeeabaeesaseesaseeesseesaseesnseeas 9—19
Range of ReGUIAtOTY ACHONS .....cccvieiieiieiieiieeiiesie st et et eteesteesteestaestaessaesnsessseesseesseessnessnes 9—20
Follow-Up and Rehabilitation ..........c.cccvecuieeiieniieiierieriesie e eie et esee e s e ssreenre e enseeneees 9—20
Problem RESOIULION .....cc.eeiiiiiieie ettt ettt ettt et et et et e eeseeeneenes 9—20
Credit Risk Issues and IMpPliCAtiONS ..........cccvieeiieiiiieiiieeiee et sree e eeae e sev e eeeaeeseaeas 9—21
Capital Impairment Problems..........cc.ooociiiiiiiiiieeiiece ettt e e s 9—21
Problems in Federal Branches and AZENCIes..........ccceeviiriiiiieeiiierieriesiieeie ettt 9—21
Credit CUITUTE. ..ottt ettt ettt s h et e bt et et e e bt et e st e sat et e sbeeseenbesneenes 9—22
Checklist 9.1: Foreclosure DOCUMENLS ........cc.cevuiruieiiiniieieriinieeierie sttt st 9—23
Exhibit 9.1: Problem Loan REVIEW ..........ccciiiiiiiiieiiiciee e e 9—24
Exhibit 9.2: Special Mention Quarterly Action Plan Report..........ccccecvvveviieiciieeieeceiee e, 9—26
Exhibit 9.3: Example Special Mention FOIlow-Up List .........ccceviiiiiiiienciieeieeieecee e 9 —28
Exhibit 9.4: Special Assets Transmittal RepOrt.........coccueeviieiierieniiiniiiieeie e, 9—29
Exhibit 9.5: DeliNQUENCY LEET ....ecouviriieiieiieiieieeiteree st et ere e eie et s e e snbeenseensaensees 9—30
Exhibit 9.6: Payment Demand............cccceecuiriieeiieniieniienee e eee et sr e ennes 9—31
Exhibit 9.7: Special ASSets CheCKIiSt.......cvevierieriiiiiiiiciiereeeeie et sreeere v e ereeseeees 9—32
Exhibit 9.8: Classified Loan Review Memorandum and Update Report...........ccceeeeeveennennnee. 9—33
Exhibit 9.9: Foreclosure by Senior Lienholder ............ccceoevieiiiiiiiiiiieceeceeeree e 9—35
Exhibit 9.10: Bankruptcy Overhaul — 2005........c.oooiiriiniiiiieieeeeeeeee e 9—36
Exhibit 9.11: Guidance for Supervising Banks Experiencing Rapid Growth ......................... 9—45
Exhibit 9.12: Update on Accounting for Loan and Lease LOSSES ........ccccevereererierienieneenene 9—49
Chapter 10

Preparing for Bank Examinations

KNOW WRAt 10 EXPECL....iiiiiiiiiiieiiieiieiie ettt et et et e v e seresebeessaesaestaestaesssessseasseesseesssesssessseessesssens 10—2
Risk Management EValUations .........c..cocvuieiiieiiiireiiie ittt eevaeesbee st eeseveeseveaennne s 10—2
Deviations from Policies and Procedures .............ceiieriiiiiiiiiiiieiieiiesieee et 10—2

“The Regulators Are COMING!™ .......cociiiiiiriiiriie ittt ettt ettt et e st e et eete e te e bt esseesaeesaeeeneeenseenseas 10—3
GEttiNg [t TOZELNET ..c.veeiiieeieeie ettt sttt e et e et e e e ssaessbessaeesseesseesseesseenseennns 10—3

Avoid Playing “Hide and SEek™ ........cccocieriiriiiiieiie ettt 10—3
DI UP the DIOCS ...eeviiiiiiieeieeitectteette sttt et e et et e s taestaestvessbessbeesbeesseessesssesssessseasseessens 10—4

xxi



8/07 Commercial Loan Review and Audit Manual

Compliance-Related EXam [SSUES .......covvevieiiiiiieiieriierieriesee sttt seeseaesnnesene e ese e seens 10—4
Practices MaKe PerfeCt ........coouiiuiiiiiiiiieieeee et 10—4
Getting an “A” in TTAININGZ ......c.cociiriieiieiie e ettt e sresre b e eseeseesraesreesesesssessseesseesseessees 10—5

The Regulators’ Approach to Risk Management..............ccoccveeviieeciiieniiesiiee et eieeesveeeive e 10—6

Means 0f ASSESSING RISK ....cccuviiiiiiiiiieiiie ettt et e s e e ste e e sib e e etaeessbeesareeessneessseeas 10—6
Assessing the Quantity and Quality of RisK........ccceeiiiiiiiiiiiiii e 10—6
A Shift in Paradigim .........cccveeiieiiiiieiieiie ettt ettt et ssaessseesseeseessaessaesssenens 10—7
Commitment to Risk Management...........ccccverieriirciieniieriieniesee e e eieeteesieeseeesenesnseenseenseas 10—7

Managing the EXamination PrOCESS.......cvcviiviieiieiiieeiieie ettt et seeesereesreereesteeseaeseressseesseesseessens 10—8

Taking @ Proactive STANCE ........cccvvieciiieeiie ettt e etee et esve e e taeesebeeebaeessseesaseeensseessseeas 10—9
Setting the TONE......ccccviiiiiieciie ettt et e et e e a e e s beeesabeesabeeesbeesssaeessseennnas 10— 10

Communicating with the EXaminers...........ccoocviiiiiiiiiiiiienienieee et 10— 10

The EXTt INTEIVIEW ..ottt ettt ettt st et sttt e b bt e sbeeaeas 10— 11

The RegUIators’ ASSESSITICNILS .......cccueereerrerreeieereeseeseesteesseesssessseesseasseessessseesseesssesssessenssesssens 10— 11
Response to the Report of EXamination ...........cccocvevieiieiieiieeie e svesve e e 10— 12

MOonitoring COTrTECtIVE ACTIONS .....iiiiiieriieeiieeiteeetee ettt esreeereeesereeeseeestaeessseeeseeessseassseeessseessnes 10— 12

Chapter 11

Compliance Issues and Trends
That Impact Commercial Lending

The Impact of Economic Factors and Industry Trends..........cccceccveeeiiiiieeniienienieesie e 11—1
Trends in Underwriting PractiCeS .......ieicuiiiiiiiiiieeiiieciieeite ettt esee e e svee e sveesveeeeveessveeeeneas 11—1
2001-2004 OCEC SUIVEYS ...veeueeniitieiieeeetieteseeetestessteeesseesteseeseensessesseeseaseensaseaseensesseensansesses 11—2
2005 Survey of Credit Underwriting PractiCes.........ccevererierenirieninieienieneee et 11—2
Interest Rate Risk and Profit Margins ...........cceceeevieeiieniienienienie et eie et see e sne e 11—3
The Impact of Interest Rates on INflation............ccceevverieiiieciienieriiereecee e 11—4
Conclusions and Survey of Industry TTeNdS..........coveviiriiiiieiicieceeeree e 11—6
Compliance Issues That Impact Commercial Lending ...........cccceeveviiiviieiiiieeiiieciie e 11—7
Equal Credit Opportunity ACt (ECOA) ....cocuviiiiieeiieectee ettt ettt sve e s esraeeseveeenaae s 11—38
JOINE CIOAIL ...viiiiiieciie et ettt e et e et e e eveeestaeesabeeesbaeeseseeentaeenseeensaeennns 11—9
RiSK-BASEA PIICING ....cc.viiiieiieiieiiesie ettt ettt e e teesteeteesteesseesnsesssesnseenseensaensens 11—9
The FTC Act: Unfair or Deceptive Acts OF PractiCes .........cccvvvierieriieriienieeiieieeieeieeseeseeesenens 11—10
Lending LAMItS......ccvieciiiriiiriieiieiieete et eie et et e sresaesereesseesteesseestaesssessseesseasseesssesssesssesssenssesssens 11—11
Servicemembers Civil REHET ACt ......c.oiiiiiiiiiiiii e 11—12
Garn-St. Germain Depository Institutions Act of 1982 ........ccoevviiiviiieiiiieeeer e, 11—12
Section 106 of the Bank HOIAING ACE.......ccoeiiiiiiiiieieeeeieeeete ettt 11— 14
TRE PAITIOT ACT. ..ttt ettt ettt ettt e b et bt et e st e bt et e e be et e eesbeenean 11—15
Enhanced DUe DilIZENCE ........ecuiiiieiieiieiieriecie ettt ettt sete s sbe e saesseessaesnaessneenseens 11—17
Bank Secrecy Act Reporting REqUITEIMENTS ........c.cccvvivvieriiiriieiieiie e e et esresve v e eereesreesneas 11— 18
Laws That Impact Commercial Real Estate Transactions ...........ccceeeeveeeeieerieesirieesiee e 11—18
Flood Insurance REQUITEIMENES .........cccueiiiieeiieeiiieeiieecieeeteeesiveesveeeteeesebeesreeessseessseeesseenns 11—19
CERCLA, AS AMENAEA ....eevvviiiiiiieeeeeeeeee ettt e e e e e e e e e e ssaaaeaeeeeessesnnnns 11 —20

Xxii



Contents 8/07

Community Reinvestment Act and Commercial Lending.........ccccooceevevinienenenencneenne 1
Gramm-Leach-Bliley Act 0 1999 ........oociiieieiece ettt s 1
Bankruptcy Abuse Prevention and Consumer Protection AcCt.........ccccvevvvevierienvenvesnennneenieens 1
The Sarbanes-OXIey Act 0 2002........ccccuiiiiiiiiiie ettt e esve e eveeesareesbeesreeeseveens 1
Electronic COMMUNICALIONS. .. ..cciutertieitierieeie ettt ettt eete ettt e bt e sbeesbeesatesabeeabeebeebeenbeenaean
Compliance Mana@EmMENL ............eecuieiiieriiertieriieste ettt ete et et esteesstesbeenbeenbe e seenseesseesaeesasesnsenns

Checklist 11.1: Environmental Evaluation Checklist............ccocvoierininiiiniinininineceeee

Exhibit 11.1: Summary of ECOA Rules Applicable to Denials of Business Loan

Applications, Adverse Action Notices, and ApPraisals..........cceceveecveevrierriereesieeneeneesreeneens

Exhibit 11.1(a): Fair Lending Examination Procedures Applicable to Commercial

Exhibit 11.1(b): Issues in BSA/AML Examination Manual Applicable to Commercial

LOIARTS ..ottt et b et b ettt et s be et be s
Exhibit 11.2: Written Flood Procedures ..........c.coooveverirrieniiieieieeesee e
Exhibit 11.3: Environmental Risk Management POliCy ...........cccevverienciiniiiiieniecie e
Exhibit 11.4: CRA Reporting Rules and Pointers ............ccceeeeveeiiieiiie e eee e
Exhibit 11.5: Corporate Governance Regulations...........ccccvvevvieiiiieecireniie e e

Chapter 12
Basel I, Basel 1A, and Basel 11

OVETVICW ..o eutieeeiiee ettt eeitee ettt e ettt e eteeestaeeeabeeeaseesaseeebseesssesensasasseeansseeassseessseensseesssesessaesssesasseessseeanns
Benefits from Basel II IMplementation ............cccecveeuierierienieniesieeieesieesieeseeseesnesssesseesseesseens
Reactions and DevVeIOPMENLS. ........cccvieiviiiiieriieriesierte ettt eteeseeseeeseeseressreesbeeseessaesssesssessseessenns
Benefits from Basel IA Implementation...........c..ccveevierierierieniesreesieeseeseesresenesnessseesseesseesseens

Required IMplementation ............ccooeeeireiiieiierieie ettt sttt ettt et sneeenteeseenaeeas

U.S. BaSEl IT BANKS ......coiuiiiiiiiieieseeee ettt ettt et

The Standardized APPIrOACK .........cocviiiiiiiieiieiererte ettt sa e e e e e e saessaessaessseansenns

The Internal Ratings-Based (IRB) Approach — Portfolio Perspective.........ccccuevveeviecriecieecieenneennen.

Predictable and Unpredictable LOSSES ......cccviiiiiieeiiiiiiieeiieeieeeeieesee e sveeeteeesveesareeeeveeeenee s

Probability Distribution 0f LOSSES .......cccuieriiiiiiieeiiieciiecieeeiee et ereeeieeesiveeeereeestveesereeenseeeseneens
SIMPLIfYINg ASSUMPLIONS ...eouvieuiieiieitieriiesieeie et eteerttesttesteebeeteebeesseesseesseesnseeseenseesseesseesnsenns
Portfolio INVATIANCE ......eeuiiiieiiiiieiee ettt ettt
SINGIE RISK FACLOT ...oviiiiiieiieiieciieceee ettt ettt e s e ssseenseensaensees
ASSEE COTTEIALION ...ttt ettt ettt ettt et s et e et e neeste e st e s e eneeneeneeeneenean
The Internal Ratings-Based (IRB) Approach — Individual Loan Perspective..........c.cccccveeeveennenn.
AASSEE CIASSES -.uvtentieniieteeit et te ettt ettt e b e b e sa e s et e et eat e et e e sbeeeb e e ehbesabeeabe et e e bt e bt e abeeeateeateentean
RISK RALINES ...ttt ettt ettt st e sttt e et e e be e s bt e satesabeenbeenbeeneeenseensean
Expected Loss on an Individual Loan..........c.cccvecieiiiniiniinieiieciecieeeesee e
Foundation APPIOACH ........ecvieiiiiiiieiieieeieeeerte ettt ettt sa e seesseesnnesnseenseens

xxiii



8/07 Commercial Loan Review and Audit Manual

AdVanced APPIOACH .......cocuiiiiiiie ettt s nreenreenrees 12— 14
VAlIAALION ...ttt sttt b ettt sttt be st beeaeen 12—15
Capital Formulae Under Basel IL..........ccoocvieoiieiiiiiiiiccic ettt er e re et 12—15
Risk-Weighting: the Solution to the Apples and Oranges Problem ............ccccoeeveevvieeciirenniennnne. 12—15
The CalCUlAtiONS ......cocueeiiiieiie ettt ettt et e bt e s bt e st e eabeebeebeenteeneean 12—15
Results from QIS4 .......ooiiieeeee ettt et et et eeab e e ab e e eaae e aneenanas 12—16
BaSEL LA ..ottt h ettt e a et bt et b e e h et be et et nas 12—17
Changes from Basel L..........c.cocveciiiiiieiieiiesiesc sttt sae et e e e e e ssaessaessnesssesnnenns 12 —17
RiSK WEIZht Cat@ZOTICS ....vveivreieiieeiieiieiieiestesreereereesteesteesteesebesssessseesseesseesssesssesssesssesssenns 12 —17
External Credit RAtINGS ........cocciiiiiiiiiiiecie ettt e et eesebeeetaeesaeessseeessaenns 12—17
Eligible Collateral and GUATANTEES .........cccveeeeviririieiiieeiieeeteeereeeieeesveesbeeesreeeseveesseeessseees 12— 18

Risk Weights for Residential MOTtZages. ........ccceeveeriiriiieriieniiesiiesieeie ettt 12— 19

CCF: Credit Conversion FaACtOTS ........cccoiiiiiirieiiiieteie et 12—19

OFNET TEEIMIS ...ttt ettt et e bt sb et s bt et et b et e sbeeneens 12—19

Chapter 13

Special Issues Facing Foreign Banks

RALINES 1eviiviiie ettt sttt e et e e bt e s teestaesebeesbeesseessaesssesebeasbeessaestaesseesssenssessbeasseerbeenres 13—1
SOSA: Strength-0f-SuppPOIt ASSESSITIENT ......ccuveieeiiiererieriieeeieeeteeeeeesreeeereeesreesseeessaeesseeassseees 13—1
SOC: SUMMATY Of CONAILION.......cccviiiiiieiieeiiieecte et e ereeeee et eeteeeseveeereeessbeessseeesaeessseeensseenns 13—3
Consequences Of RAINGS ......ccieiieriirieiiecie ettt ettt ettt ste et e e te et e saeesaeenes 13—3

PIEFALLS .ttt et b ettt at et bt et e b eaeenee 13—4
CULTUTE ...ttt sttt h e e bt et e bt e st e bt e bt et e s bt e at e st e ebtemeeebeestenbeabeeseeeesaeeneas 13—4

Scenario 1: SUrprise INSPECHIONS.......iecvieruierierreeiieieeteesieeseesteeseeesreereeeseeseesseesseesseesssessnenns 13—4
Scenario 2: The Consequences of Parking Illegally ..........ccccccovveviiiiiiiiiciiieniiecie e, 13—5
Scenario 3: Marching to the Beat of a Different Drummer .............cccoeeeiieniiiiiciieeieeiee e 13—6
Scenario 4: An Indecent Proposal ..........ccceoiiiiiiiiiiiiiierete et 13—7
Crossing the Cultural DIVIAE ........ccceeviiriiiiiiiiieieceesee e seeseaessreesbe e beesseesaneees 13—8
COMPLIANCE ... veevveeiiieieesiieeie et et et et e teesteestaessteesseessaesseesseesssessseasseasseessaesseesseesssesssennseenseeseensns 13—8
INONCOMPIIANICE ....cuvveeveieieeiteete et esteestesteereebeesbeeseessaessseasseesseesseesseesssesssesssensseessessseesssessens 13— 10
(07031 13'(e ) IO OO UPTPSUPRURONt 13 —11
GOOA INEWS ...ttt ettt ettt et e b e b e b e e s bt e e ae e ea e e emte e be e bt e sbeesatesabesabeembeenbeens 13— 12
COMIMUIICATION ...ttt ettt ettt et et e et e et et e et et eesatesateeateesteenteeseesseesseesnsesnseenseenseennes 13— 13
Exhibit 13.1: International Banking Activities Capital Equivalency Deposits ..................... 13— 14
Exhibit 13.2: ROCA Rating SYSTEM.......cccveriierieriieiieeieeieeieesieeseesnessreeseesseesseesseessnessnenns 13 —20
User Guide

(The User Guide is available on the accompanying CD.)

XXV



