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The German philosopher Georg Wilhelm
Hegel advised that order is the first requi-
site of liberty, and here in the land of liber-

ty, we bankers enjoy considerable order. For the
continuing good of the order, on December 12,
2006, the FDIC, OCC, and Federal Reserve pub-
lished their final guidance on concentrations in
commercial real estate. Absent the OTC1, these
agencies have observed that commercial real estate
(CRE) concentrations2 have been rising over the
past several years and, in their collective opinion,
“have reached levels that could create safety and
soundness concerns in the event of a significant
downturn.”3

Small to mid-size institutions have been espe-
cially attracted to the profit potential of CRE lend-
ing, yet past history has shown the CRE markets
rapidly reverse their fortunes during economic
downturns. A bank’s ability to survive CRE reces-
sions depends on the adequacy of its risk manage-
ment practices and capital levels4, but the agencies
are concerned that the typical bank with a high

CRE concentration may not have the policies and
procedures to manage the risk. Consequently, the
agencies have issued this latest guidance for help-
ing banks manage their CRE risk.5

Concentration Growth and the Final Guidance: 
Up, Up, and Away

The agencies’ concern about CRE concentra-
tion stems from exponential growth in CRE rela-
tive to risk-based capital among smaller banks in
just under three years:

At the same time, surveys of banker practices
as well as examination results indicate that high-
concentration institutions have relaxed their under-
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This article describes the key elements of an interagency guid-

ance issued in December 2006 regarding concentrations in

commercial real estate lending and sound risk management

practices. The guidance can be used to identify possible gaps in

an institution’s commercial real estate risk management 

policies and procedures, as well as practices and processes. The

article concludes with some options and reference resources for

plugging those gaps. 
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Commercial Real Estate

Bank size ($millions) December 31, 2003 September 30, 2006

100-1,000 156% 318%

1,000-10,000 127% 300%
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Commercial Real EstateRisk
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writing standards in response to stiff competition,
and many banks lack appropriate policies and pro-
cedures to manage the related CRE risk.6

CRE concentration criteria. The agencies
will employ two ratios and a growth measure “as a
screen for identifying institutions with potential
CRE concentration risk...that, if breached by a
bank, may invite greater regulatory scrutiny to
ensure the bank has in place heightened risk man-
agement practices and capital levels.”7

• Total reported loans for construction, land
development, and other land add up to 100% or
more of total risk-based capital.

• Total commercial real estate loans meet or
exceed 300% of capital. 

• Outstanding CRE loans have grown 50% or
more over the past three years.

The guidance is aimed at CRE loans for which the
cash flow from the real estate is the primary source
of repayment, not at loans for which real estate col-
lateral is taken as a secondary source of repayment
or through an abundance of caution. Their risk pro-
files are sensitive to the condition of the market and its
drivers—capitalization rates, vacancy rates, rental
rates, and so on. They derive 50% or more of their
repayment source from third-party, nonaffiliated
rental income or from the proceeds of the sale, refi-
nancing, or permanent financing of the property.
Therefore, the following loans fall within the
parameters of the guidance:
• Land development and construction loans,

including one- to four-family residential and com-
mercial construction loans and other land loans. 

• Loans secured by multifamily property and
nonfarm, nonresidential property where the pri-
mary source of repayment is derived from
rental income associated with the property. 

• Also subject to the guidance are loans to real
estate investment trusts (REITs) and unse-
cured loans to developers if repayment depends
on the performance of the CRE market. 
Excluded from the guidance are loans secured

by nonfarm, nonresidential properties where the pri-
mary source of repayment is the cash flow from the
ongoing operations and activities conducted by the
party, or affiliate of the party, who owns the proper-
ty. So, the guidance is aimed at 1) borrowing real

estate developers and investors (REDI borrowers)
and 2) co-REDI borrowers (e.g., the doctor who
decides to build, own, and operate a shopping cen-
ter)—but not at owner-occupied borrowers.8

While these new measures have generated con-
siderable debate between bankers and regulators,
the guidance is now in place, so bankers must learn
to live with it. In fact, the guidance actually pro-
vides an opportunity for financial institutions to
compare their individual CRE risk management
practices with the final guidance, identify any gaps,
and then try to plug them.

Overview of the Guidance: The Magnificent Seven
The guidance looks at seven elements of CRE

risk management that institutions should address in
establishing and maintaining a risk management
framework that effectively identifies, monitors, and
controls CRE concentration risk:
1. Board and management oversight.
2. Portfolio management.
3. Management information systems.
4. Market analysis.
5. Credit underwriting standards.
6. Portfolio stress testing and sensitivity analysis.
7. Credit risk review.
Most bankers will discover that the guidance
offered for each of these seven aspects is very
sound; even better, most institutions already have
sound practices in place. Let’s see what is expected
of an institution for each of these elements and
what remedies might be available to meet regulato-
ry expectations.
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1. Board and management oversight. The
board of directors is ultimately responsible for the
level of risk assumed by the institution, so if the
bank has taken on significant CRE concentration
risk, then the bank’s strategic plan should address
the rationale for the CRE exposure in its overall
growth objectives, financial targets, and capital plans.
Moreover, real estate regulations dictate a written
policy establishing limits and standards for credit
extensions secured by real estate, whether REDI
lending9 or owner-occupied (O-O) financing.

Specifically, the board or a board committee is to
perform these tasks in order to demonstrate the
bank’s oversight:
• Establish CRE lending strategy and policy guide-

lines, including exposure limits10 for individual

borrowers and for property types. Periodically
review them for possible adjustment to changes
in market conditions or bank strategies.

• Ensure that management implements controls
and procedures to comply with and monitor
adherence to the bank’s strategies and policies.

• Follow CRE market trends and conditions for
properties where the bank is concentrated.

• Review portfolio risk reports11 that identify and
quantify CRE concentration risk.
So, the first step in our gap analysis begins with

whether the board is approving your CRE strategy and
policies, is receiving CRE portfolio reports that meas-
ure risk, evaluate concentration, and monitor policy
exceptions, and is regularly informed on how the bank
is responding to CRE markets and conditions. We can

LTV Exposure in Excess of FDICIA Guidelines

Loans Secured by Real Estate FDICIA LTV Aggregate $ Over FDICIA LTV Current Portfolio $ Exposure Portfolio Limit

A. Land carry loans, total

1. Commercial 

2. Residential 

65%

65%

376 

332

1,386

692

694

2,000

B. Land developed loans, total

1. Commercial A&D loans

2. Residential A&D loans

3. Residential developed lots 

75%

75%

75%

512

1,762

356

5,044

1,370

3,127

547

6,000

C. Construction loans, total

1. Commercial construction

2. Residential construction

80%

85%

731

990

11,508

3,987

7,521

12,000

D. Improved property loans, total

1. Commercial O-O MP

2. Commercial non-O-O MP 85% 1,362

14,962

8,479

18,000

3. Mini-perm (MP):

a. Commercial

b. Residential

4. Other:

a. Commercial

b. Residential

c. Ag land

d. Misc

85%

85%

85%

85%

85%

85%

85%

279

0

121

8

0

16

0

5,509

2

732

46

0

191

3

E. One- to four-family mortgages, total

1. Residential O-O 

2. Residential non-O-O

90%

90%

7,585 

119

51,757

49,323

2,434

55,000

Total Aggregate RE, A through E 14,549 84,657 93,000

Total CRE, A1, B1, C1, D1, D3a, D4a, D4d 2,989

Capital for current quarter

1. Aggregate loans in excess of 

supervisory LTV/capital (100% max.)

2. Commercial loans in excess of 

supervisory LTV/capital (30% max.)

73.67%

15.13%

19,750

Figure 1
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dig a little deeper into the gap analysis by assessing
what is expected of portfolio management next. 

2. Portfolio management. Prudent underwrit-
ing of individual CRE loans does not necessarily
result in low portfolio risk. What if all the CRE loans
are made to the top three shopping center develop-
ers in the southwest Chicago suburbs? One step for-
ward is to limit credit exposure to any one REDI
borrower and to any one project. Other alternatives
include hard-dollar limits or percentage of total CRE
exposure limits by project types or for construction-
permanent loan mix. Another option is to establish
underwriting policies that make the loans salable in
the secondary market, or actively pursue participa-
tions and whole loan sales. 

Further, several regulatory measures now offer a
framework for overall guidance of CRE exposure as a
percentage of capital—the FDICIA LTV ratios and,
of course, the new regulatory guidance ratios:
• Total commercial real estate loans secured by

real estate with LTVs in excess of LTV guide-
lines should not exceed 30% of capital. 

• Total commercial and residential real estate
loans secured by real estate with LTVs in excess
of FDICIA guidelines should not exceed 100%
of capital.

• Total commercial real estate loans should not
exceed 300% of capital.

• Total construction, land development, and other
land loans should not exceed 100% of capital.
Quarterly board reporting of the FDICIA LTV

results and the regulatory guidance keeps the organi-
zation focused on concentration measures that matter
to examiners. Figure 1 illustrates a format for report-
ing FDICIA LTV exposure.

The guidance encourages institutions to stratify
the CRE portfolio by property type, geographic mar-
ket, tenant concentrations, tenant industries, devel-
oper concentrations, risk rating, loan structure (fixed
rate versus adjustable rate), loan purpose (construc-
tion, short-term, or permanent), loan-to-value, debt
service coverage, policy exceptions, and bank credit
exposure to tenants. Of course, slicing and dicing the
portfolio this much requires a very robust manage-
ment information system. 

3. Management information systems (MIS).
Even a robust MIS must have clean data to run prop-
erly, and sloppy booking is a serious problem in CRE

lending with its attendant heavy documentation
requirements, complex valuation process, and heavi-
ly negotiated loan agreements. Regulations require
satisfactory real estate valuations—ordered inde-
pendent of the originating loan officer and adjusted
as necessary by skilled valuation professionals—
before a loan can be booked and funded.
Nevertheless, in the rush to judgment, common
omissions and errors include LTV, collateral codes,
purpose codes, and facility codes. The loan prepara-
tion/documentation/closing/booking process is the
Achilles’ heel to MIS. Options to improve data
integrity, stress testing, and sensitivity analysis
include:
• Use of bank-approved CRE attorneys to prepare,

close, and book CRE loans over some
amount—say, $1 million.

• Use of CRE-trained paralegals to prepare, close,
and book CRE loans not handled by outside
attorneys.

• Pre-closing and post-closing review of docu-
ments to identify missing documents critical to
closing a legally, enforceable commitment com-
pliant with bank policy:
• Requiring higher approval levels of loans with

policy exceptions.
• Deferring booking and funding until critical

documents are received by the closing unit.

Real estate regulations dictate a
written policy establishing limits and

standards for credit extensions
secured by real estate, whether REDI

lending or O-O financing.
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• Setting certain data fields as mandatory in book-
ing a CRE loan:
• Original appraised value.
• Bank-adjusted appraised value.
• Capitalization rate from appraisal.
• LTV at inception.

• Requiring the following underwriting data be
available in electronic medium so that it can be
exported for sensitivity analysis:
• Capitalization rate from appraisal.
• Net operating income—

Vacancy rates.
Space rental rates. 

• Debt service coverage.
• Interest rate spread, floor, and ceiling.
• Annual principal and interest payments.

Of course, MIS reporting has to be timely as well as
accurate and be flexible enough to permit ad hoc
analyses in response to potential market events or

changing conditions. For example, what is the
impact of a bankruptcy filing on the bank’s local
shopping center exposure if an anchor tenant such as
a major supermarket chain files for bankruptcy? 

4. Market analysis. Keeping up with market
conditions and trends is necessary to tell whether the
bank’s CRE lending strategy and policies remain in
sync. A number of vendors provide periodic market
analyses for various property types and geographic
markets, and market intelligence is especially critical
if an institution is considering entry into new mar-
kets, new lending activities, or even an expanded
presence in existing markets.

Market information sources include published
research data, real estate appraisers and agents, prop-
erty tax statistics, local contractors, builders, investors,
and community development groups.12 Typical indi-
cators include building permits, housing starts, new-

Lending Authorities for a Bank with an 11-Point Risk-Rating System

Authorities Total Borrower Exposure ($M)

Functional Title Line of Business Risk Rating (1-3) Risk Rating (4-6) Criticized and ClassifiedB

Banking officer Commercial & private banking < 500 < 250 None

Banking officer CREC < 500 < 250 None

Banking officer SADD NA NA < 100

Managers Commercial & private banking < 1,000 < 500 None

Manager CRE < 1,000 < 500 None

Team leaders SAD NA NA < 1,000

Division heads Commercial & private banking < 2,000 < 1,000 None

Division heads CREC < 2, 000 < 1,000 None

Division heads SAD NA NA < 10,000

Senior lender All LOBs < 3,000 < 2,000 None

Credit officer REFGC < 10,000 < 5,000 < 1,000

Credit officer Commercial & private banking < 10,000 < 5,000 < 1,000

Chief credit officer All LOBs < 15,000 < 10,000 < 5,000

Bank president All LOBs < 15,000 < 10,000 < 5,000

Loan committeeD All LOBs > 15,000 < 10,000 > 5,000

ATransactions fully secured by properly margined securities and cash collateral may be approved under the authorities in this column regardless of risk rating.

BThis column includes all criticized assets—special mention (7), substandard (8), non-accruals (9), doubtful (10), and loss (11). 

CREFG (Real Estate Finance Group) is the only LOB that may extend credit to REDI clients (real estate developers and investors).

DThe Senior Loan Committee (SLC) is comprised of seven members, including the CCO (chief credit officer) or designee who chairs the committee. The other members

include the bank president, the three division heads, and the two credit officers.

Figure 2
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Commercial Real Estate Underwriting Standards by Project Type

Project Type for REDI and

Owner-Occupied Borrowers

Bank Max. 
LTV

FDICIA Max. 
LTV

Max. 
LTC

Min. Equity Min. DSC
Min. Pre-sales/

Pre-leasing

Max.
Constructor

Term
Max. Term

Max.

Amortization

Apartments

Shopping centers1

Office buildings

Industrial/warehouses

Self-storage2

Hotels & motels3

Mobile-home parks

Residential condos

Golf course communities

Commercial A&D

Residential A&D

Land

Higher risk
• A&D > 36 months
• Unanchored 

shopping centers
• Land loans > 12 

months

Owner-occupied

• Land
• Agricultural land
• Churches4

• Auto dealers

Other special purpose

Owner-occupied

• Retirement facilities

• Auto care facilities

• Cold storage

• Gas stations

• Convenience stores

• Restaurants & bars 

• Marinas

• Parking facilities

• Amusement facilities

• Recreational facilities

• Health care facilities5

1 Kees, Amy, and Joe Heller, “Lending to Retail Landlords,” The RMA Journal, November 2005, pp. 62-66.

2 Sonne, Christian,  “Lending to the Self-Storage Industry: Cinderella Has Her Day,” The RMA Journal, June 2006, pp. 16-23.

3 Singh, A.J., Raymond S. Schmidgall, and Paul Beals, “A Survey of Community Banker Attitudes toward Hotel Feasibility Studies,” The RMA Journal, April 2004, pp. 54-61.

4 McGovern, John, “Church Lending by the Numbers,” The RMA Journal, June 2006, pp. 30-36.

5 Hutt, Paul, “Getting a Read on Lending to Surgery Centers,” The RMA Journal, December 2002-January 2003, pp. 58-62.

Figure 3
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home sales, used-home sales, vacancy rates, available
commercial space, assessed tax valuations, sales tax
revenues, inventory of commercial real estate prod-
uct, and number of months to absorb the inventory.
Rendering all this information into digestible facts is
a matter of focus: What does the bank need to know
as it steers a profitable and prudent real estate portfo-
lio through this ocean of data?

5. Credit underwriting standards. First, a writ-
ten commercial real estate policy is fundamental to
compliance with guidance expectations and your
bank’s credit culture.13 Some basic components of a
written CRE policy include:
• Portfolio limits. 
• Lending authorities. CRE risk exposure needs

to be evaluated, structured, decided, managed,
and monitored by individuals skilled and experi-

enced in CRE lending. Banks typically restrict
lending authorities to CRE-qualified lenders and
credit approval officers, and the lending authori-
ty is generally apportioned according to rank,
risk, and exposure. Figure 2 depicts an example
of a bank with an 11-point risk-rating system.

• Risk ratings.
• Repayment analysis.14

• Underwriting guidelines. The meat of a CRE
policy is its underwriting guidelines, and the
exercise of establishing underwriting standards
by type of project is where strategy meets the
market. Filling in Figure 3’s template is one way
to establish underwriting standards for a wide
range of CRE projects typical of REDI borrowers
and for owner-occupied facilities representative
of commercial borrowers. The list of projects is
not all-inclusive, and project opportunities may
vary from place to place. For example, underwrit-
ing standards for a ski resort are more appropriate
for a Colorado bank than for a Florida bank.
Further, even if a bank does not actively pursue
hotel projects, the presence of underwriting may
be preferable to the ambiguity of no criteria at
all. By their nature, O-O properties are expected
to be repaid from the cash flow of the borrowers
and not from the liquidation of the real estate,
especially since its liquidation might reduce the
borrower’s operating income. These properties
are also typically special-purpose types with lim-
ited marketability.15 The O-O properties illustrat-
ed in Figure 3 cover a wide range of activities,
but again, as with the REDI projects, location

Project Underwriting Guidelines

Guideline
Apartments 

>100 units

Unanchored

Shopping Center

Multi-tenant

Office Building

Max. LTV 80% 75% 75%

Max. FDICIA LTV 85% 85% 85%

Max. LTC 85% 80% 80%

Min. equity 15% 20% 20%

Min. DSC 1.30X 1.35X 1.25X

Min. pre-leasing/pre-sales NA 0.70X 0.70X

Max. construction loan term 36 months 24 months 24 months

Max. loan term 5 years 5 years 5 years

Max amortization 30 years 20 years 20 years

Figure 4

–

Maximum LTV Differentiating Valuation Requirements: By Borrower, Transaction Size, and New/Renewed Loan

Valuation Guidelines 
Business Purpose Loans

(Owner-Occupied)

Investment Real Estate Loans

(REDI/Co-REDI)

Transaction amount New Loan Renewal1 New Renewal1

If $250,000 or less Evaluation Validation2 or Evaluation Evaluation Validation2 or Evaluation

If between $250,001 

and $1,000,000
Evaluation Validation2 or Evaluation Appraisal Validation2 or Evaluation

If over $1,000,000 Appraisal Validation2 or Evaluation Appraisal Validation2 or Evaluation

1 A renewal with new money is a transaction that extends new funds over the original loan transaction amount in addition to reasonable closing costs. 

A renewal with no new money is a transaction that may extend funds up to the original loan transaction amount in addition to reasonable closing costs.

2 Bank or any federally regulated financial institution or other financial services institution may be an acceptable form of valuation for a new transaction or for a

renewal with or without new money. 

Figure 5
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may suggest others to be added or deleted. For
example, a bank in an agricultural market may
decide to set underwriting criteria for dairy
barns, poultry sheds, or irrigation infrastructure.
The result of the process should be a matrix of
quantifiable measures for each project type that
is simple to understand and easy to enforce.
Figure 4 shows guidelines for a typical project
underwriting.

• Monitoring of policy and documentation excep-
tions. If each of the underwriting criteria is
afforded policy exception status, required to be
documented as such, and mitigated in the
approval document, the financial institution now
has the ability to identify, evaluate, and decide
on variances from policy. Assuming that both
line producers and credit approvers concurred in
setting underwriting criteria reflective of its
CRE strategy and the bank’s overall risk
appetite, the bank now has the ability to gauge

how closely it is adhering to its CRE strategy.
The following list of common policy exceptions
applies to both commercial and CRE lending:
• Risky borrower.
• Risky industry.
• Speculative, unethical, or illegal purpose.
• Unacceptable guarantee.
• Unacceptable collateral.
• Stale financial statements.
• Unacceptable appraisal.16

• Unacceptable environmental audit.
• Excessive LTV.17 

• Excessive LTC.
• Insufficient DSC.
• Insufficient equity.
• Excessive term.
• Excessive amortization.
• Insufficient pre-leasing.
• Insufficient pre-sales.
A common technique for tightening underwriting

Environmental Risk Assessment and Environmental Due Diligence

Environmental Risk Assessment Guidance Environmental Due Diligence Requirements

Transaction Type Transaction Amount ($000) Normal Risk High Risk3

New loan or renewal with change in property usage < $500

Checklist1

ERF

FCAO Review1

Checklist2

GRR

ERF

CLA Review

$501 to $1,000

Checklist2

GRR

ERF

CLA review

Phase I ESA

ERF

CLA review

> $1,000

Phase I ESA

ERF

CLA review

Phase I ESA

ERF

CLA Review

Transaction Type Transaction Amount ($000) Normal Risk High Risk3

Renewal (new money), no change in property usage4 Regardless of dollar amount Determined by FCAO Determined by FCAO

Renewal (no new money), no change in property usage

or other signs of environmental concerns4
Regardless of dollar amount No requirement No requirement

Pre-foreclosure Regardless of dollar amount

Phase I ESA 

ERF

CLA review

Phase I ESA

ERF

CLA review

1 If there are any “Yes” responses on the Environmental Checklist, the FCAO (final credit approval officer) will determine either that no further environmental due

diligence is required or that a GRR (government records review) or Phase I ESA (environmental site assessment) is needed.

2 If any “Yes” responses on the Checklist recommend consideration of a Phase I ESA, a Phase I ESA is required in place of a GRR.

3 High risk is defined as business or property uses that have a higher potential for creating environmental contamination.

4 The previously completed Checklist or Phase I ESA must be in the file. 

Legend: CLA = Construction Loan Administration Officer

Figure 6

–
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criteria is to require one-up approval of a loan request
with a policy exception. Remember, the guidance
expects an institution to cite policy exceptions but to
make them infrequently, say, 10% of monthly transac-
tions. However, if LTV exceptions are occurring 50%
of the time, either the standard is too tight relative to
the market or the market has become extremely risky.
The FDICIA LTV standards offer a useful ceiling on
LTVs because they were set at levels the FDIC noted
as symptomatic of the problem loans encountered in
the recession of the early 1990s. FDICIA requires
quarterly reporting of loans secured by real estate that
exceed the various product LTVs—e.g., commercial
properties with LTV in excess of 85%—to the bank’s
board of directors; so treating the FDICIA LTV for a
given product type as a policy exception ensures more
accurate reporting of FDICIA LTV exposure for the
board while serving as a ceiling LTV. Moreover, a
bank’s own internal LTVs are typically 5-10% lower
than FDICIA’s LTVs. In addition to underwriting
standards, the bank is expected to have policies and
procedures in place for real estate valuations18, envi-
ronmental risk assessment19, and construction loan
administration.
• Valuation (appraisals). It’s key that all of these

tasks be ordered and reviewed20 independent of
the loan production unit in order to be free of
undue influence, be compliant with FIRREA
requirements21, and minimize abuse of abun-
dance of caution to skirt valuation
requirements.22 The valuation policy ought to
differentiate valuation requirements by borrow-

er, by transaction size, and for both new and
renewed loans.23 Figure 5 offers one way to
accommodate these three factors.

• Environmental risk.24 Environmental risk assess-
ment lends itself to a similar approach—transac-
tion size / borrower risk / new loan or renewal—
as shown in Figure 6. Effective November 1,
2006, the steps that purchases must take to qual-
ify for CERCLA25 liability protection are now
governed by Standards and Practices for All
Appropriate Inquiries (AAI). This rule upgrades
the professional qualifications for consultants
who perform assessments, and a new assessment
standard (ASTM E 1527-05) ensures liability
protection.26 Environmental policy should also
address the following questions: 
• Who should order the assessment, the borrow-

er or the bank?
• Should the bank maintain a list of approved

environmental consultants?
Whoever orders the assessment gets the liability
protection, so the bank must consider whether
the borrower or the bank needs the protection.
As for approved lists of appraisers, attorneys, and
other professionals, developing, maintaining, and
monitoring such lists should be considered in
terms of the bank’s available resources to keep
them current.

• Construction administration.27 Development and
construction loan disbursements must be man-
aged to ensure that the borrower continues to
meet minimum equity requirements. Controls

Stress Testing and Sensitivity Analysis for Mild, Moderate, and Severe Scenarios*

CRE Portfolio
NOI Interest rates Capitalization rates LTV DSC

Mild Mod. Severe Mild Mod. Severe Mild Mod. Severe Mild Mod. Severe Mild Mod. Severe

Residential construction

Commercial construction

Residential permanent

Commercial permanent

Land

Total CRE

Bank capital

CRE/capital (%)

*Mild, moderate, and severe scenarios for NOI (10%, 25%, and 50% increase), interest and cap rates (1%, 2%, and 3% increase). Changes in NOI would reflect adverse

changes in vacancy rates, lease-rental rates, maintenance, etc. 

Figure 7 

The RMA Journal   April 200770



CRE Guidance Gap Analysis

CRE Guidance’s Seven Elements

Describe institu-

tion’s current

practice for each

element

Identify gaps between

current practice and

guidance element

Set completion date

deadline for filling

gap and assign task

to appropriate

individual(s)

Monitor progress and

provide comments if

yellow or red status*

1. Board & management oversight:

• Annual approval of CRE strategy and policies

• Periodic review of compliance with strategies and policies

• Periodic review of FDICIA ratios, guidance ratios, and other CRE concentration 

indicators

• Periodic review of market conditions and trends reporting

• Periodic review of CRE portfolio risk management performance

2. Portfolio management:

• Strategies for managing CRE concentration levels, including contingency plans for 

reducing or mitigating concentration

• Periodic assessment of portfolio’s marketability

• Periodic evaluation of bank’s ability to access secondary market

• Periodic reporting to board of CRE portfolio risk management, including 

• FDICIA LTV 

• Guidance ratios 

• Stress testing and sensitivity analysis

3. Management information systems

• Ability to stratify CRE portfolio by:

• Property type

• Geographic market

• Tenant concentrations

• Tenant industries

• Developer concentrations

• Risk ratings

• Loan structure

• Timely, accurate, and readable management reporting of :

• Risk profile changes

• Risk rating migrations

• MIS adequacy as CRE portfolio grows and changes

4. Market analysis:

• Periodic market conditions and trends reporting to evaluate appropriateness of 

CRE strategy & policies

• Periodic market performance reporting of portfolio’s property types and 

geographic markets

5. Credit underwriting standards:

• Written CRE policy

• Repayment analysis

• Feasibility study

• Sensitivity and stress testing

• Project underwriting standards

6. Portfolio stress testing and sensitivity analysis:

• Interest rates

• Capitalization rates

• NOI

• Rental rates

• Vacancy rates

• Maintenance

• Other expenses

7. Credit risk review function:

• Independent credit review

• Risk-rating system

*Green = on schedule to meet deadline   Yellow = currently behind schedule but will meet deadline   Red = behind schedule and will not meet deadline

Figure 8

• Loan purpose

• LTV limits

• DSC

• Policy exceptions

• Affiliated loans

• TBE, including derivatives exposure

• Valuations and appraisals

• Environmental risk assessments

• Policy exceptions

• Documentation exceptions

• Construction loan administration

• Concentration changes

• Ad hoc reporting for CRE market events 

• Effect on DSC

• Effect on LTV
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should include an inspection process, documen-
tation of construction progress, tracking of pre-
sold units, pre-leasing activity, and exceptions
monitoring and reporting.28 The overall goal of
this element for credit underwriting standards is
to make sure that the bank has a workable
framework for evaluating and underwriting the
CRE risk it chooses to assume. Of course, some-
times things just don’t go according to plan, but
a bank needs to expect the unexpected by see-
ing how much adversity its CRE can take.

6. Portfolio Stress Testing and Sensitivity
Analysis.29 Examiners expect a CRE-concentrated
financial institution to stress test its CRE portfolio.
The sensitivity analysis may be very simple for a
bank with a well-margined and seasoned portfolio of
multifamily housing. On the other hand, a bank
engaged in A&D and construction lending is more
vulnerable to cyclical downturns. What if interest
rates rise, vacancies soar30, capitalization rates
increase, and market rental rates decline?

Therefore, common variables to test are usually
rising interest rates, falling net operating income
(NOI), and deteriorating values. How much can inter-
est rates rise and NOI fall before a borrower’s DSC
drops below 1.00X? How much can vacancy rates,
tenant improvement concessions, and repair reserves
increase and lease-rental rates drop before NOI turns
negative? As interest rates rise, so do capitalization

rates, and higher cap rates relative to declining NOI
lead to shrinking values and higher LTVs.

Given the interdependence of these variables,
bankers like to focus their attention on three closely
related indicators—interest rates, DSC, and LTV—
especially in the context of how bad the market can
deteriorate before CRE borrowers are unable to
repay their loans and LTVs rise above 100% into par-
tially unsecured territory. Figure 7 suggests that one
way to think about the portfolio implications of inter-
est rate changes and cap rate changes is to roll up
loans into CRE portfolio segments.

7. Credit risk review function. An independent
credit review function is critical to an institution’s
self-assessment of risk. A good way to do this is by
using an accurate, timely, and consistent risk-rating
system. Further, the Basel Accord effort’s greatest
contribution to the banking industry may be its call
for credit risk to be assessed in two dimensions: the
probability that an obligor will default and the loss
given default.31 Now the borrower’s repayment ability
and the transactional support—collateral, guarantees,
etc.—can be quantified into an estimate of loss.

Gap Assessment: Mind the Gap
Now that you have reviewed the seven ele-

ments, use Figure 8 to 1) see how your institution
measures up to the guidance, 2) set an appropriate
deadline for filling the gaps, and 3) monitor the
progress toward the deadline.

Summary and Closing: You’re Just Liable to Land on
Your Assets

The allure of real estate loan profits has attracted
so many banks that they have embraced film legend
Mae West’s regulatory philosophy—“It ain’t no sin if
you crack a few laws now and then, just so long as
you don’t break any.” Unfortunately, the blockbuster
expansion of CRE portfolios that outpaced the
growth of bank capital to support it—along with reg-
ulatory concern about the industry’s capital adequacy
to cushion CRE risk—led three of the four agencies
to issue the December 2006 regulatory guidance.

The guidance offers us more than just a couple
of capital adequacy ratios to measure our commercial
real estate concentration. It provides an expedient
template by which to measure the key elements of
our CRE risk management. 

You are probably on the right

track toward compliance, but

keep moving. As Will Rogers

used to say, “Even if you’re on

the right track, you’ll still get

run over if you just sit there.” 
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Take the time to read the guidance and judge
how well you comply with it, then take the appropri-
ate steps to comply with it. Most of you will be
pleasantly surprised that the gap between what you
practice and what the guidance preaches is smaller
than you think. You are probably on the right track
toward compliance, but keep moving. As Will Rogers
used to say, “Even if you’re on the right track, you’ll
still get run over if you just sit there.” ❐

Contact Dev Strischek by e-mail at 
dev.strischek@suntrust.com.
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