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Loan Portfolio Management

Internal Control Questionnaire
Effective date November 2005

Section 2040.4

Review the bank’s internal controls, policies,
practices, and procedures for managing the
bank’s loan portfolio. The bank’s system should 2.
be documented completely and concisely and
should include, where appropriate, narrative
descriptions, flow charts, copies of forms used,
and other pertinent information. 3.

LENDING POLICIES AND
PROCEDURES

1. Has the board of directors, consistent with
its duties and responsibilities, adopted writ-
ten loan portfolio management policies and
objectives that—

a. establish suggested guidelines for the
distribution of loans in the commercial,
real estate, and installment categories?

b. establish geographic limits for loans?

c. establish suggested guidelines for aggre-
gate outstanding loans in relation to other
balance-sheet categories?

d. establish the loan authority of commit- 4.
tees and individual lending officers?

e. define acceptable types of loans?

f. establish maximum maturities for vari-

ous types of loans? 5.
g. establish loan pricing?
h. establish an appraisal policy? 6.

i. establish the minimum financial informa-
tion required at the inception of credit? 7.

j- establish limits and guidelines for pur-
chasing paper?

k. establish guidelines for loans to bank
directors, officers, principal sharehold-
ers, and their related interests? 8.

|. establish collection procedures?

m. define the duties and responsibilities of
loan officers and loan committees?

n. outline loan portfolio management 9.
objectives that acknowledge—

« concentrations of credit within specific
industries? 10.

« the need to employ personnel with
specialized knowledge and experience?

e community service obligations?

« possible conflicts of interests?

0. ensure that all of the bank’s loan port-11.
folios are monitored and reviewed to
ensure continued compliance with sec-

tions 23A and 23B of the Federal Reserve
Act and Regulation W.

Are loan portfolio management policies anc

objectives reviewed at least annually to

determine if they are compatible with chang-
ing market conditions?

Are the following reported to the board of

directors or its committees (indicate which)

at their regular meetings (at least monthly):

a. past-due single-payment notes? (If sc
indicate the minimum days past due for
themto beincluded )

b. notes on which interest only is past due’
(If so, indicate the minimum days past
due for them to be included )

c. term loans on which one installment is
past due? (If so, indicate the minimum
days due for them to be included
)

d. total outstanding loan commitments?

e. loans requiring special attention?

f. new loans and loan renewals or restruc
tured loans?

Are reports to be submitted to the board o

its committees rechecked by a designate

individual for possible omissions before the
reports are submitted?

Are written applications required for all

loans?

Does the bank maintain credit files for all

borrowers?

Does the credit file contain information

on—

a. the purpose of the loan?

b. the planned repayment schedule?

c. the disposition of loan proceeds?

Does the bank require periodic submissiol

of financial statements by all borrowers

whose loans are not fully secured by readily
marketable collateral?

Is a tickler file maintained to ensure that

current financial information is requested

and received?

Does the bank require submission o

audited financial statements based on th

dollar amount of the commitment? (If so,
state the dollar minimum for requiring
$ )

Does the bank perform a credit investiga

tion on proposed and existing borrowers for

new loan applications?
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2040.4

Loan Portfolio Management: Internal Control Questionnaire

12.

13.

14.

15.

16.

17.

18.

19.

20.

21.

22.

23.

24.

25.

Is it required that all loan commitments be

in writing?

Are lines of credit reviewed and updated at

least annually?

Are borrowers outstanding liabilities

checked to appropriate lines of credit before

granting the borrowers additional advances?

Does the bank employ a procedure for

disclosure of aloan or combination of loans

that are or will be secured by 25 percent of
another insured financial institution’s stock?

Does the bank employ procedures to ensure

compliance with the requirements of the

Lost and Stolen Securities Program (17

CFR 240.17f-1)? (See Internal Control Ques-

tionnaire questions 6-15 of section 4150.4

“ Review of Regulatory Reports.”)

Isthere an internal review system (it may be

afunction of the internal audit department)

that covers each department, and does it—

a. recheck interest, discount, and maturity-
date computations?

b. reexamine notes for proper execution,
receipt of al required supporting papers,
and proper disclosure forms?

C. determine that |oan approvals are within
the limits of the bank’s lending
authorities?

d. determine that notes bear the initial of
the loan officer?

e. ascertain that new loans are within the
limitations set for the borrower by cor-
porate resolution?

f. recheck the liability ledger to determine
that new loans have been accurately
posted?

Does the bank have aloan-review section or

the equivalent?

Is the loan-review section independent of

the lending function?

Are the initial results of the loan-review

process submitted to a person or committee

that is also independent of the lending
function?

Are all loans exceeding a certain dollar

amount selected for review?

Do lending officers recommend loans for

review?

Is a method, other than those detailed in

steps 21 or 22, used to select loans for

review? (If so, provide details.)

Are internal reviews conducted at least

annually for al lending areas?

In an officer-identification system, are guide-

lines in effect that define the consequences

26.

27.

28.

29.

30.

31

32.

33.

36.

37.

38.

39.

40.

41.

of an officer's withholding a loan from the
review process?

Is the bank’s problem-loan list periodically
updated by the lending officers?

Does the bank maintain a list of loans
reviewed, indicating the date of the review
and the credit rating?

Does the loan-review section prepare sum-
mations to substantiate credit ratings, includ-
ing pass loans?

Are loan-review summations maintained in
a central location or in appropriate credit
files?

Are follow-up procedures in effect for
internally classified loans, including an
update memorandum to the appropriate
credit file?

Are officers and employees prohibited from
holding blank signed notes in anticipation
of future borrowings?

Are paid and renewed notes cancelled and
promptly returned to customers?

Are loan records retained in accordance
with the record-retention policy and legal
requirements?

. Are new notes microfilmed daily?
. Is a systematic and progressively stronger

follow-up-notice procedure used for

delinquent loans?

Does the bank maintain loan interest-rate

schedules for various types of loans?

Does the bank periodically update interest-

rate schedules? If so, state the normal fre-

quency of updates .

Does the bank maintain records in sufficient

detail to generate the following information

by type of advance:

a the cost of funds loaned?

b. the cost of servicing loans, including
overhead?

c. the cost factor of probable losses?

d. the programmed profit margin?

Has the bank conducted industry studies for

those industries in which it is a substantial

lender?

Areloan proceeds either credited to custom-

ers’ accounts or released through issuance

of official bank checks payable to the

borrower?

Isarecord of charged-off loans maintained

by a person other than the one who has

custody of the notes or receives payment? s

this record checked against the notes at least

annually?

November 2005
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Loan Portfolio Management: Internal Control Questionnaire

2040.4

42.

Are adequate procedures in effect with
respect to recoveries?

MORTGAGE BANKING
ACTIVITIES

1

10.

Are the assumptions used in the bank’s
valuation models supported when these
assumptions are not benchmarked to market
participants' assumptions and to the bank’s
actual portfolio performance across each
product type?

. Are there questionable, inappropriate, or

unsupported items in the valuation models
(for example, retention benefits, deferred
tax benefits, captive reinsurance premiums,
or income from cross-selling activities).
The inclusion of such items in the bank’s
mortgage-servicing asset (MSA) valuation
must be appropriate under generally accepted
accounting principles (GAAP) and must
a so be consistent with what awilling buyer
would pay for the mortgage-servicing
contract.

. Does bank management use comparable

market data as a means of supporting model
assumptions and the fair value of MSAs?

. Does bank management frequently change

the assumptions it uses in its MSA vaua
tion models from period to period for no
compelling reason?

. Are there inconsistencies in the MSA valu-

ation assumptions used in vauation, bid-
ding, pricing, and hedging activities as well
as, where relevant, in mortgage-related
activities in other aspects of the bank’s
business?

. Is there satisfactory segregation of duties

from an organizational perspective between
the valuation, hedging, and accounting func-
tions for the bank’s mortgage banking
activities?

. Does bank management use appropriate

amortization practices for its MSAS?

. Does the bank properly stratify MSAs for

impairment-testing purposes?

. Do the bank's MSA impairment ana-

lyses use reasonable and supportable
assumptions?

Does bank management use a vauation
alowance for the impairment of a stratum
of MSAswhen repayment of the underlying
loans at a rate faster than originaly pro-

11

12.

13.

14.

15.

16.

17.

18.

19.

20.

21.

22.

jected indicates the existence of an impair-
ment for which a direct write-down should
be recorded?

Does bank management evaluate MSAs for
impairment at least quarterly to ensure that
amounts reported in the call report are
accurately stated?

Does bank management measure the actual
performance of MSAs by analyzing gross
monthly cash flows of servicing assets rela-
tive to the assumptions and projections used
in each quarterly vauation?

Does bank management validate or update
models for new information?

Does bank management periodically inven-
tory and revalidate its MSA valuation mod-
els, including an independent assessment of
all key assumptions?

Does the bank obtain periodic third-party
vauations by qualified market professionals
to support the fair values of its MSAs and to
update its internal models?

Does the bank have comprehensive docu-
mentation standards for all aspects of mort-
gage banking, including mortgage-servicing
assets?

Does bank management and, where appro-
priate, the board of directors, review and
approve results and assumptions of the
bank’s MSA valuation models?

Does bank management compare models
used throughout the company, including
valuation, hedging, pricing, and bulk acqui-
sition, to identify inconsistencies? Are
identified inconsistencies satisfactorily
supported?

Does the bank have systems to measure and
control interest-rate risk?

Does bank management ensure that appro-
priate systems and interna controls are in
place to oversee hedging activities, includ-
ing monitoring the effectiveness of hedging
strategies and reviewing concentrations of
hedge instruments and counterparties?
Does bank management ensure that the
bank’s hedge accounting methods are
adequately documented and consistent with
GAAP?

Does the bank’s board receive information
on hedged and unhedged positions, mark-
to-market analyses, warehouse aging, the
vauation of MSAs, various rate shock sce-
narios and risk exposures, the creation of
economic value, and policy exceptions

Commercial Bank Examination Manual

November 2005
Page 3
Page 3 of 33



2040.4

Loan Portfolio Management: Internal Control Questionnaire

23.

24.

25.

whenever material exposure to MSAs
exists?
Does the bank have written and consistently
applied accounting policies for its commit-
ments to originate mortgage loans that are
held for resale and its commitments to sell
mortgage loans under mandatory-delivery
and best-efforts contracts?

Has the bank developed, and does it use,

approved valuation methodol ogies and pro-

cedures to obtain forma approval for the
changes to those methodol ogies?

a Are the valuation methodol ogies reason-
able, objectively supported, and fully
documented?

b. Does the bank have interna controls,
including an effective independent review
or audit, in place that give integrity to the
valuation process?

If the bank issues fixed-, adjustable-, and
floating-rate derivative loan commitments
or forward |oan-sales commitments, does it
review an adequate sample that evidences
the full coverage of these types of
transactions?

a Are these types of transactions properly
reported on the balance sheet as an
“other asset” or an “other liability”
according to whether the individual com-
mitment has a positive (asset) or nega-
tive (liability) fair value, in accordance
with the bank Call Report instructions?

b. Arefloating-rate derivative loan commit-
ments and other derivative loan commit-
ments reported at their entire gross
notional amount in the bank Call Report?

c. Is the bank’s balance-sheet presentation
of al such transactions (including the
netting of contracts, the application of
hedge accounting to mortgage banking
activities, the valuation of derivatives,
and any material or other accounting
changes for derivative loan commit-
ments and loan-sales agreements)
accounted for and reported in accordance
with the May 3, 2005, Interagency
Advisory on Accounting and Reporting
for Commitments to Originate and Sell
Mortgage Loans and in accordance with
generally accepted accounting principles
(GAAP)?

d. Are periodic changes in the fair value of
derivative loan commitments and for-

26.

27.

28.

29.

30.

31.

32.

33.

ward loan-sales commitments reported
in current-period earningsin either “ other
noninterest income” or “ noninterest
expense,” as appropriate?
Has the bank’s management failed to follow
the bank’s accounting and valuation poli-
cies for its commitments to originate mort-
gage loans that are held for sale and its
commitmentsto sell mortgage |oans, accord-
ing to the instructions in the bank Call
Report, the May 3, 2005, interagency advi-
sory, or GAAP?
Does the bank have satisfactory systems
that track quality-control exceptions?
Does bank management analyze the bank’s
quality-control reports to determine credit
quality, loan characteristics and demograph-
ics, trends, and sources of problems?
Does the bank have satisfactory systems
that track and collect required mortgage
loan documents?
Does bank management ensure that adegquate
control processes are in place for both
front-end-closing and post-closing loan
documents?
Does the bank have satisfactory systems
that monitor and manage the risks associ-
ated with third-party-originated loans?
Does bank management ensure prudent risk-
management systems arein place for broker
and correspondent approvals and for ongo-
ing monitoring, including controls on the
appraisal and credit-underwriting process of
third-party-originated loans?
Is the bank’s internal audit coverage of its
mortgage banking activities adequate?

CONCLUSION

1

2.

Is the foregoing information considered an
adequate basis for evaluating internal con-
trol; that is, there are no significant deficien-
cies in areas not covered in this question-
naire that impair any controls? Explain
negative answers briefly and indicate any
additional examination procedures deemed
necessary.

Based on a composite evaluation as
evidenced by answers to the foregoing
questions, is interna control considered
adequate?

November 2005
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Concentrations of Credit

Internal Control Questionnaire .
Effective date March 1984 Section 2050.4

Review the bank’s internal controls, policies,5. Are the periodic reports checked for accu
practices, and procedures relating to concentra- racy by someone other than the prepare
tions of credit. The bank’'s system should be before being submitted to the board or its
documented in a complete and concise manner committee?
and should include, where appropriate, narrative. When concentrations exist predicated upon
descriptions, flow charts, copies of forms used, particular crop or herd of livestock, does the
and other pertinent information. bank attempt to diversify the inherent poten-
tial risk by means of—
a. participations or
POLICIES b. arrangements with governmental agencie
such as—

1. Has a policy been adopted that specifically ~ * guarantees or
addresses concentrations of credits? * lending arrangements?

2. Does the policy include deposits and othef- When concentrations exist predicated upon
financial transactions with financial ~Particular industry, does the bank make @
institutions? periodic review of industry trends?

3. Have controls been instituted to monitor the
following types of concentrations:

a. loans and other obligations of one borrowveCONCLUSION
b. loans predicated on the collateral support
afforded by a debt or equity issue of a8. Is the foregoing information an adequate
corporation basis for evaluating internal control in that
c. loans to a company dominant in the local there are no significant deficiencies in area
economy, its employees, and major not covered in this questionnaire that impai
suppliers any controls? Explain negative answers
d. loans dependent upon one crop or herd  briefly and indicate any additional examina-
e. loans dependent upon one industry group tion procedures deemed necessary.
f. loans considered out of normal territory 9. Based on a composite evaluation, as evi

4. Are periodic reports of concentrationsrequired denced by answers to the foregoing
to be submitted to the board or its committee questions, internal control is considerec
for review (if so, state frequency )? (adequate/inadequate).

Commercial Bank Examination Manual May 1996
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Classification of Credits

Effective date June 2004

Section 2060.1

The criteria used to assign quality ratings to
extensions of credit that exhibit potential prob-
lems or well-defined weaknesses are primarily
based upon the degree of risk and the likelihood
of orderly repayment, and their effect on a
bank’s safety and soundness. Extensions of
credit that exhibit potential weaknesses are cat-
egorized as * specia mention,” while those that
exhibit well-defined weaknesses and a distinct
possibility of loss are assigned to the more
general category of ““classified.” Theterm * clas-
sified” is subdivided into more specific subcat-
egories ranging from least to most severe: *“ sub-
standard,” “‘doubtful,” and ““loss.” The amount
of classified extensions of credit as a percent of
capital represents the standard measure of
expressing the overall quality of a bank’s loan
portfalio.

These classification guidelinesareonly applied
to individua credits, even if entire portions or
segments of the industry to which the borrower
belongs are experiencing financial difficulties.
The evaluation of each extension of credit should
be based upon the fundamental characteristics
affecting the collectibility of that particular credit.
The problems broadly associated with some
sectors or segments of an industry, such as
certain commercia real estate markets, should
not lead to overly pessimistic assessments of
particular credits in the same industry that are
not affected by the problems of the troubled
sector(s).

ASSESSMENT OF CREDIT
QUALITY

The evaluation of each credit should be based
upon the fundamentals of the particular credit,
including, at a minimum—

* the overal financial condition and resources
of the borrower, including the current and
stabilized cash flow (capacity);

« the credit history of the borrower;

« the borrower’s or principa’s character;

* the purpose of the credit relative to the source
of repayment; and

« the types of secondary sources of repayment
available, such as guarantor support and the
collatera’s value and cash flow, when they
are not aprimary source of repayment. (Undue

reliance on secondary sources of repayment
should be questioned, and the bank’s policy
about permitting such a practice should be
reviewed.)

The longer the tenure of the borrower’s exten-
sion of credit or contractual right to obtain
funds, the greater the risk of some adverse
development in the borrower’s ability to repay
the funds. This is because confidence in the
borrower’s repayment ability is based upon the
borrower’s past financia performance aswell as
projections of future performance. Failure of the
borrower to meet its financial projections is a
credit weakness, but does not necessarily mean
the extension of credit should be considered as
special mention or be classified. On the other
hand, the inability to generate sufficient cash
flow to service the debt is a well-defined weak-
ness that jeopardizes the repayment of the debt
and, in most cases, merits classification. When
determining which credit-quality rating category
is appropriate, the examiner should consider the
extent of the shortfall in the operating figures,
the support provided by any pledged collateral,
and/or the support provided by cosigners,
endorsers, or guarantors.

Delinquent Extensions of Credit

One of the key indicators of a problem credit is
a borrower’s inability to meet the contractual
repayment terms of an extension of credit. When
this occurs, the extension of credit is identified
as past due or delinquent. An extension of credit
that is not delinquent may be identified as
special mention or classified. Nondelinquent
extensions of credit (also referred to as ‘‘per-
forming” or “current”) should be classified
when well-defined weaknesses exist that jeop-
ardize repayment. Examples of well-defined
weaknesses include the lack of credible support
for full repayment from reliable sources, or a
significant departure from the intended source of
repayment. This latter weakness warrants con-
cern because a delinquent credit may have been
brought current through loan or credit modifica-
tions, refinancing, or additional advances.

Commercial Bank Examination Manual
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2060.1

Classification of Credits

SPECIAL MENTION CATEGORY

A special mention extension of credit is defined
as having potential weaknesses that deserve
management’s close attention. If left uncor-
rected, these potential weaknesses may, at some
future date, result in the deterioration of the
repayment prospects for the credit or the insti-
tution’s credit position. Special mention credits
are not considered as part of the classified
extensions of credit category and do not expose
an institution to sufficient risk to warrant
classification.

Extensions of credit that might be detailed in
this category include those in which—

« the lending officer may be unable to properly
supervise the credit because of an inadequate
loan or credit agreement;

e questions exist regarding the condition of
and/or control over collateral;

 economic or market conditions may unfavor-
ably affect the obligor in the future;

adeclining trend in the obligor’ s operations or
an imbalanced position in the balance sheet
exists, but not to the point that repayment is
jeopardized; and

« other deviations from prudent lending prac-
tices are present.

The specia mention category should not be used
to identify an extension of credit that has as its
sole weakness credit-data or documentation
exceptions not material to the repayment of the
credit. It should aso not be used to list exten-
sions of credit that contain risks usually associ-
ated with that particular type of lending. Any
extension of credit involves certain risks, regard-
less of the collateral or the borrower’s capacity
and willingness to repay the debt.

For example, an extension of credit secured
by accounts receivable has a certain degree of
risk, but the risk must have increased beyond
that which existed at origination to categorize
the credit as special mention. Other characteris-
tics of accounts receivable warranting identifi-
cation as specia mention include arapid increase
in receivables without bank knowledge of the
causative factors, concentrations in receivables
lacking proper credit support, or lack of on-site
audits of the bank’s borrower.

CLASSIFICATION CATEGORIES
Split Classifications

When classifying a particular credit, it may not
be appropriate to list the entire balance under
one credit-quality category. This situation is
commonly referred to as a ** split classification”
and may be appropriate in certain instances,
especially when there is more certainty regard-
ing the collectibility of one portion of an exten-
sion of credit than another. Split classifications
may aso involve special mention as well as
“pass’ credits, those that are neither special
mention nor classified. Extensions of credit that
exhibit well-defined credit weaknesses may war-
rant classification based on the description of the
following three classification categories.t

Substandard Extensions of Credit

A ‘“substandard” extension of credit is inad-
equately protected by the current sound worth
and paying capacity of the obligor or of the
collateral pledged, if any. Extensions of credit so
classified must have a well-defined weakness or

1. Guidelines for the uniform classification of consumer-
installment extensions of credit and credit card plans, as well
as classification guidelines for troubled commercial real estate
credits, are discussed in detail in sections 2130.1 and 2090.1,
respectively.

April 2011
Page 2
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Classification of Credits

2060.1

weaknesses that jeopardize the liquidation? of
the debt. They are characterized by the distinct
possibility that the bank will sustain some lossif
the deficiencies are not corrected. Loss poten-
tial, while existing in the aggregate amount
of substandard credits, does not have to exist
in individual extensions of credit classified
substandard.

Doubtful Extensions of Credit

An extension of credit classified ** doubtful” has
al the weaknesses inherent in one classified
substandard, with the added characteristic that
the weaknesses make collection or liquidation in
full, on the basis of currently existing facts,
conditions, and values, highly questionable and
improbable. The possibility of loss is extremely
high, but because of certain important and
reasonably specific pending factors that may
work to the advantage of and strengthen the
credit, its classification as an estimated loss is
deferred until its more exact status may be
determined. Pending factors may include a pro-
posed merger or acquisition, liquidation proceed-
ings, capital injection, perfecting liens on addi-
tional collateral, or refinancing plans.

Examiners should avoid classifying an entire
credit as doubtful when collection of a specific
portion appears highly probable. An example of
proper use of the doubtful category isthe case of
a company being liquidated, with the trustee-in-
bankruptcy indicating a minimum disbursement
of 40 percent and a maximum of 65 percent to
unsecured creditors, including the bank. In this
situation, estimates are based on liquidation-
value appraisals with actual values yet to be
realized. By definition, the only portion of the
credit that is doubtful is the 25 percent differ-
ence between 40 and 65 percent. A proper
classification of such a credit would show 40 per-
cent substandard, 25 percent doubtful, and
35 percent loss.

Examiners should generally avoid repeating
a doubtful classification at subsequent examina-
tions, as the time between examinations should
be sufficient to resolve pending factors. Thisis
not to say that situations do not occur when

2. This terminology is used in the origina classification
definitions as set forth in the 1938 accord and its amendments.
The term “liquidation” refers to the orderly repayment of the
debt and not to a forced sale of the loan or its underlying
collateral.

continuation of the doubtful classification is
warranted. However, the examiner should avoid
undue continuation if repeatedly, over the course
of time, pending events do not occur and repay-
ment is again deferred awaiting new
developments.

Loss Extensions of Credit

Extensions of credit classified “loss’ are
considered uncollectible and of such little value
that their continuance as bankable assets is not
warranted. This classification does not mean
that the credit has absolutely no recovery or
salvage value, but rather that it is not practical
or desirable to defer writing off this basicaly
worthless asset even though partia recovery
may be effected in the future. Amounts classi-
fied loss should be promptly charged off. (See
SR-04-9 and its attachment.)

Banks should not be allowed to attempt long-
term recoveries while the credit remains on the
bank’s books. Losses should be taken in the
period in which they surface as uncollectible.

In some cases, examiners should determine a
reasonable carrying value for a distressed exten-
sion of credit and require a write-down through
a charge to the alowance for loan and lease
losses, or to other operating expensesin the case
of an *other asset.”” Such adetermination should
be based on tangible facts recorded in the bank’s
credit file and contained in reports on problem
credits submitted to the board of directors or its
committee, and not solely on verbal assurances
from a bank officer.

SITUATIONS NOT REQUIRING
CLASSIFICATION

It is generally not necessary to classify exten-
sions of credit and contingent liabilities that are
adequately protected by the current sound worth
and debt-service capacity of the borrower, guar-
antor, or the underlying collateral. Further, a
performing extension of credit should not auto-
matically be identified as special mention, clas-
sified, or charged off solely because the value
of the underlying collateral has declined to an
amount that is less than the balance outstanding.
Extensions of credit to sound borrowers that are
refinanced or renewed in accordance with pru-
dent underwriting standards should not be cat-

Commercial Bank Examination Manual
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2060.1

Classification of Credits

egorized as special mention unless a potential
weakness exists, or classified unless a well-
defined weakness exists that jeopardizes repay-
ment. The existence of special mention or clas-
sified extensions of credit should not be identified
as an imprudent banking practice, aslong as the
institution has a well-conceived and effective
workout plan for such borrowers, and effective
internal controls to manage the level of these
extensions of credit.

Partially Charged-Off
Extensions of Credit

When an institution has charged off a portion of
a credit and the remaining recorded balance of
the credit (1) is being serviced (based upon
reliable sources) and (2) is reasonably assured
of collection, categorization of the remaining
recorded balance as special mention or classified
may not be appropriate.3 For example, when the
remaining recorded balance of an extension of
credit is secured by readily marketable collat-
eral, the portion that is secured by this collateral
would generally not be identified as special
mention or classified. This would be appropri-
ate, however, if potential or well-defined weak-
nesses, respectively, continue to be present in
the remaining recorded balance. In such cases,
the remaining recorded balance would generally
receive a credit rating no more severe than
substandard.

A more severe credit rating than substandard
for the remaining recorded balance would be
appropriate if the loss exposure cannot be rea-
sonably determined, for example, when signifi-
cant risk exposures are perceived, such as might
be the case in bankruptcy or for credits collat-
eralized by properties subject to environmental
hazards. In addition, classification of the remain-
ing recorded balance would be appropriate when
sources of repayment are considered unreliable.

3. The accrual/nonaccrual status of the credit must con-
tinue to be determined in accordance with the glossary section
of the Instructions for the Consolidated Reports of Condition
and Income (Call Report). Thus, while these partially charged-
off credits may qualify for nonaccrual treatment, cash-basis
recognition of income will be appropriate when the criteria
specified in the Call Report guidance are met.

Formally Restructured
Extensions of Credit

Restructured troubled debt should be identified
in the ingtitution’ s internal credit-review system
and closely monitored by management. When
analyzing a formally restructured extension of
credit, the examiner should focus on the ability
of the borrower to repay the credit in accordance
with its modified terms.4 With formally restruc-
tured credits, it is frequently necessary to charge
off aportion of the principal, due to the borrow-
er's difficulties in meeting the contractual pay-
ments. In these circumstances, the same credit-
risk assessment given to nonrestructured credits
with partia charge-offs (see the previous sub-
section) would also generally be appropriate for
aformally restructured credit. This includes not
identifying the remaining recorded balance as
special mention or classified if unwarranted.
The assignment of special mention status to a
formally restructured credit would be appropri-
ate, if, after the restructuring, potential weak-
nesses remained. It would also be appropriate to
classify a formally restructured extension of
credit when well-defined weaknesses exist that
jeopardize the orderly repayment of the credit,
based upon its reasonable modified terms. For a
further discussion of troubled debt restructur-
ings, see the glossary section of the Instructions
for the Consolidated Reports of Condition and
Income and “‘ Loan Portfolio Management,” sec-
tion 2040.1.

ROLE OF GUARANTEES

The primary focus of areview of an extension of
credit’s quality is the original source of repay-
ment and the borrower’s ability and intent to
fulfill the obligation without reliance on guaran-
tors.5 In situations involving troubled credits,
however, the assessment of credit quality should
also be based upon the support provided by
guarantees. As a result, the lending institution

4. An example of a restructured commercia rea estate
credit that does not have reasonable modified terms would be
a mortgage that requires interest payments only, but no
principa payments, despite the fact that the underlying
collateral generates sufficient cash flow to pay both.

5. Some credits are originated based primarily upon the
financial strength of the guarantor, who is, in substance, the
primary source of repayment. In such circumstances, exam-
iners generaly assess the collectibility of the credit based
upon the guarantor’s ability to repay the credit.

October 2007
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Classification of Credits 2060.1

must have sufficient information concerning the cross-collateralized or otherwise inter-
guarantor’s financial condition, income, liquid- twined with the credit; or

ity, cash flow, contingent liabilities, and other — guarantees collateralized by readily mar-
relevant factors (including credit ratings, when ketable assets that are under the control ¢
available) to demonstrate the guarantor’s finan- a third party.

cial capacity to fulfill the obligation. + The extent to which guarantees are legall

enforceable, although in general this is the
only type of guarantee that should be reliec

Examiner Treatment of Guarantees ~ “P°"-
— Collection of funds under a guarantee

should not be subject to significant delays

A guarantee should provide support for repay- or undue complexities or uncertainties

ment of indebtedness, in whole or in part, and be h iah der leal ¢ bili
legally enforceable. It is predicated upon both ~ that might render legal enforceability
the guarantor’s financial capacity and willing- questionable.
ness to provide support for a credit. — Although the bank may have a legally
To assess the financial capacity of a guarantor ~ €nforceable guarantee, it may decide no
and determine whether the guarantor can honor to enforce it. The examiner's Judgment
its contingent liabilities in the event required, should be favorably affected by previous
examiners normally rely on their own analysis extensions of credit evidencing the t!mely
of a guarantor's financial strength. This includes ~ €nforcement and successful collection o
an evaluation of the financial statements and the guarantees.

number and amount of guarantees currentlyy The type of the guarantee. Some guarantes
committed to. for real estate projects are limited in that they

only pertain to the development and construc
tion phases of a project. As such, these limite
guarantees cannot be relied upon to support
troubled credit after the completion of these
phases.

A guarantor’s willingness to perform is
assumed, unless there is evidence to the con-
trary. Since a guarantee is obtained with the
intent of improving the repayment prospects of a
credit, a guarantor may add sufficient strength to
preclude or reduce the severity of the risk
assessment.

Examiners should consider and analyze the
following guarantee-related factors during thFF-BALANCE-SHEET ITEMS

course of their review of extensions of credit: o )
The principal off-balance-sheet credit-relatec

« The degree to which the guarantors havé&ansactions likely to be encountered during loal
demonstrated their ability and willingness tof€views are loan commitments, commercial let
fulfill previous guarantees. ters of credit, and standby letters of credit. Whel

« Whether previously required performanceevaluating off-balance-sheet credit transaction

under guarantees was voluntary or was thif" the purpose of assigning a credit-quality

result of legal or other actions by the Iender.rating' the examiner should carefully considel

Examiners should give limited credence ifwhether the bank is irrevocably committed to

any, to guarantees from obligors who hav@dvance additional funds under the credit agree
reneged on obligations in the past, unlesent. If the bank must continue to fund the

there is clear evidence that the guarantor h mmitment and a potential weakness exist
the ability and intent to honor the specifict at, if left uncorrected, may at some future datt

guarantee under review. result in the detgriorati_on of repayment pros:

» The economic incentives for performance b ects orthg bank’s credit posmon,.the amount o
guarantors. This includes— he commitment may be cat_egorlzed as speci

: ) mention. If there is a well-defined weakness tha

— guarantors who have already partially perjeopardizes repayment of a commitment, class

formed under the guarantee;  fication may be warranted. If an amount is
— guarantors who have other significaniclassified, it should be separated into two com
investments in the project; ponents: the direct amount (the amount that heg

— guarantors whose other sound projects ar@ready been advanced) and the indirect amoul

Commercial Bank Examination Manual May 2000
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2060.1 Classification of Credits

(the amount that must be advanced in th&tandby Letters of Credit
future).

Most standby letters of credit (SLCs) are unse-
cured and involve substituting the bank’s credit
standing for that of the bank’s customer on
behalf of a beneficiary. This occurs when the

L it N defined as leaallv bi dbeneﬁciary needs to ensure that the bank’s
oan commitments are detined as 1egally biNdz,,stomer ‘is able to honor its commitment to

ing obligations to extend credit (other than in the . ; : B
form of retail credit cards, check credit, and?ﬁ]lgle;:;e \?v?t%dsthog saeé\r/g;eds_ggotgec?l?;le@d lli%(r)n

rela_lted_plans_) for which afee or other CompenE:redit-analysis purposes, SLCs are to be treated
sation is typically received. Different types of(g<

Loan Commitments

| it i based th : ike loans and represent just one type of exten-
oan commitments vary based upon the natureé @, ot credit relative to the overall exposure
the credit granted. Loan-commitment credit r'Skextended by the bank to the borrower. SLCs can
stems from the possibility that the creditworthi-b ‘

ness of the customer will deteriorate betweeg?_c?slyldaer?d m“tr?ort\\?i/r?arr:(]:?;rl] grLo(l:Jéo S Fiﬂnn;]ng:lll

the time the commitment is made and the fund§LCS essentially guarantee repayment of finan-

are advanced. (See “Contingent Claims fronb- .
A . ial instruments and are commonly used to
Off-Balance-Sheet Activities,” section 4110.1.) “guarantee” payment on behalf of customers,

issuers of commercial paper, or municipalities

(relative to tax-exempt securities). Nonfinancial
Commercial Letters of Credit SLCs are essentially used as bid and perfor-
mance bonds to “guarantee” completion of
fprojects, such as building or road construction,

oods and a seller of goods and are instrumengs. (o guarantee penalty payment in case a
g go ; . ?Jpplier is unable to deliver goods or services
issued by a bank serving as an mtermedlarMnoler a contract

between the two for the resultant payment for

the goods. Commercial letters of credit are

customarily used to facilitate international trade

due to the distances involved, as well as differ-

ences in legal, political, and business practiceBEq)UlRED LOAN WRITE-UPS
Additionally, there may be a lack of familiarity ) o )
between the buyer and seller. As a result, th& full loan write-up (see criteria below) is
bank substitutes its credit in place of the buyer'$equired for all significant or material classified
credit and promises on behalf of its customer t@F specially mentioned assets if (1) management
pay predetermined amounts of money to thélisagrees with the disposition accorded by the
seller against the delivery of documents indicatexaminer, or (2) the institution will be rated
ing shipment of goods and representing title t¢0Mposite 3, 4, or 5. The write-ups will be used
those goods. If the shipping documents are if? support the classifications to management
order, the bank is obligated to pay the sellefnd, in the case of problem banks, to support
through the issuance of a sight or time draft. Th@ny necessary follow-up supervisory actions.
bank is then reimbursed by its customer for the An abbreviated write-up may be appropriate
amount of the shipment plus a fee for conductfor other loans to illustrate a credit-administration
ing the transaction. weakness or to formalize certain decisions, docu-

Given the nature of the bank’s commitment tgnent agreements, and clarify action plans for
pay for the goods on behalf of its customer, &nanagement. For example, bank management
commercial letter of credit is typically irrevo- may have agreed to either collect or charge off a
cable. This means that it cannot be cancelled dpan classified doubtful by the next call report
revoked without the consent of all parties condate or to reverse interest accruals and place the
cerned. As a result, there is added credit risk fdean on nonaccrual status. These agreements
the issuing bank since it cannot cancel itgnay be expressed in the report through a brief
commitment in the event the credit standing ofomment under the classification write-up.
its customer deteriorates, even if the deteriora- The examiner may find it beneficial to list
tion occurs before the shipment of the goods. extensions of credit alphabetically by depart-

Commercial letters of credit involve a buyer o

May 2000 Commercial Bank Examination Manual
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Classification of Credits 2060.1

ment and/or branch. When more than one Before a write-up is prepared, the examine|
borrower is relevant to a single write-up, theshould recheck central information files or othe!
alphabetization of the prime borrower or thesources in the bank to determine that all of the
parent corporation should determine the credit'sbligor’'s debt, including related debhas been
position in the list. All other parties to the credit,noted and included. The examiner should con
including cosigners, endorsers, and guararsider identifying accrued interest receivable a
tors, should be indicated directly under thespecial mention or classified, especially whel
maker of the notes or embodied within thethe cumulative effect on classified percentages |
write-up. significant or the accrued interest is appropri
Although classifications and items listed forately classified loss.
special mention may be listed alphabetically on Even though the length of a write-up may be
the report page, examiners may elect to formdimited, the information and observations con-
the listing or write-ups in other ways to illustratetained in the write-up must substantiate the
examination findings or conclusions. For exameredit's treatment as a special mention or clas
ple, examiners may wish to group classificationsified credit. To prepare a write-up that brings
into categories of weakness and to use thesmit pertinent and fundamental facts, an exar
listings to support loan-administration com-iner needs to have a thorough understanding
ments without providing a write-up for eachall the factors relative to the extension of credit
classified item. An ineffective presentation of the facts weaken:
Notwithstanding this guidance, examinersa write-up and frequently casts doubt on the
have the flexibility of writing up more than the accuracy of the risk assessment. The examins
criticized assets, including any special mentiomight consider emphasizing deviations from
credits, if deemed necessary. The decision terudent banking practices as well as loan polic
increase the number of write-ups should b@nd procedure deficiencies that are pertinent t
based on factors such as the overall financidhe credit’'s problems. When portions of a bor-
condition of the bank, quality of the loanrower’s indebtedness are assigned to differer
portfolio, or adequacy of loan portfolio risk categories, including portions identified as
administration. “pass,” the examiner's comments should clearly
It is important that a sufficient number of set forth the reason for the split-rating treatment
write-ups with appropriate content be provided® full write-up on items adversely classified or
to support the examiners assessment of thésted as special mention must provide sufficien
bank’s problem loans, leases, and other extefletail to support the examiner's judgment con
sions of credit. The write-ups should also supcerning the rating assigned. To ensure that th
port any comments pertaining to credit-write-ups provide a clear, concise, and logica
administration policies and practices as thegliscussion of material credit weaknesses, th
relate to this component of the bank's loarfollowing minimum categories of information
portfolio. should be presented, preferably in the orde
listed (see SR-99-24):

1. A general description of the obligation.

General Guidelines for Write-Ups « Amount of exposure (both outstanding anc
of Special Mention and Classified contingent or undrawn) as follows:
Extensions of Credit — Summarize total related and contingent
borrowings, including amounts previ-
Extension of credit write-ups may be in a ously charged off and recovered.
narrative or bullet format, similar to the write- — List the borrower's total related liabili-
ups of shared national credits, where appropri- ties outstanding. Amounts making up
ate. When the special mention or classified this total refer to credits in which the
credit consists of numerous extensions of credit borrower may have a related interest
to one borrower, or when multiple borrowers are and is directly or indirectly obligated to
discussed in one write-up, the write-up should repay, such as partnerships and join
be structured to clearly identify the credit facili- ventures. The rule for determining what

ties being discussed. For example, each exten-
sion of credit could be numbered when multiple . The term “related” refers to direct and indirect
credits are involved. obligations.

Commercial Bank Examination Manual May 2000
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is included in related debt (aggregating
debt), which ultimately has to do with
ascertaining compliance with legal
lending limits, is governed by state
law.

— List and identify the obligor’s contin-
gent liabilities to the bank under
examination. Contingent liabilities
include items such as unadvanced por-
tions of a line of credit or extension of
credit (commitments), guarantees or
endorsements, and commercial and
standby letters of credit. Although con-
tingent liabilities to other lenders rep-
resent an important component of the
financial analysis of the obligor, they
should not be listed in the write-up
unless they are particularly relevant to
the situation, or are portions of both
related and contingent liabilities that
represent participations purchased from
and sold to other lenders. The latter
example should be listed even though
the entire relationship may not have
been identified as special mention or
classified. Additionally, only the clas-
sified portion of extensions of credit or
contingent liabilities of the bank under
examination should be listed in the
appropriate column(s) of the classified
asset page.

» The obligor and the obligor’s location and

type of business or occupatiofror the

type of business or occupation of the obli-

gor, indicate whether the business is a

proprietorship, partnership, joint venture,

or corporation. This information can be

used to compare the purpose of the credit
with the source(s) of repayment, and to
compare the credit's structure with the

obligor's repayment ability. The general

identification of occupation, such as pro-

fessional or wage earner, may not be
definitive enough, so it may be necessary
to indicate that, for example, the extension
of credit is to a medical doctor.

Types of businesses may be clearly indi-
cated in the borrower’s business name and
may not require additional comment. For
example, Apex Supermarket and Ajax
Sporting Goods Store imply a retail super-
market and a retail sporting goods store.
However, examiners should not be misled
in their analysis of the credit; likewise, the
write-up reviewer should not be misled by

assuming that a borrower is necessarily in
the same line of business indicated by the
borrower’s business name. In the preced-
ing example, if the borrower is primarily a
wholesale grocery or sporting goods sup-
plier, or if it radically deviates from the
type of business indicated in its business
name, the situation should be clarified. It is
important to state the borrower’s position
in the marketing process—manufacturer,
wholesaler, or retailer—and to indicate the
types of goods or services.

Description and value of collateralThe
type of lien, collateral description and its
condition and marketability, as well as the
collateral’s current value, date of valua-
tion, and basis for the valuation, should be
included. If values are estimated, the
write-up should indicate the source of the
valuation, such as the obligor's recent
financial statement, an independent
appraisal, or an internal management report.
If valuations are not available, a statement
to that effect should be included. A bank’s
failure to obtain collateral valuations, when
available, is cause for criticism. Also
include any other pertinent information
that might impede or facilitate the possible
sale of the collateral to repay the extension
of credit.

When problem borrowers are involved,
the sale of the collateral often becomes the
sole or primary source of repayment. As a
result, the valuation of the collateral
becomes especially important when
describing the credit, as described in the
specific examples below.

If real estate is pledged to secure the
credit, the write-up should provide a
description of the property, the lien status,
the amount of any prior lien, and the
appraised value. If multiple parcels are
securing the credit, appraised values should
be listed for each parcel, including the date
of the appraisal and the basis for the value.
When bank staff or examiners’ challenges
to appraisal assumptions are supported, the
resulting adjustment in value for credit-
analysis purposes should be indicated. If
the property held as collateral has tenants,
its cash flow should be noted and the
financial strength of the major lessees com-
mented upon, if appropriate.

If the collateral represents shares of or
an interest in a closely held company, the

May 2000
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shares or ownership interest held should be
indicated in relation to the total shares
outstanding, and the financial condition of
the closely held company should be sum-
marized in the write-up. Additionally, the
approximate value of the closely held com-
pany, as indicated by its financial state-
ments, should be compared for consistency
with the value of the company as indicated
on the principal’s or partner’s personal
financial statement. The values often do
not correlate to the extent they should,
which typically indicates overvaluation of
the asset on the balance sheet of the entity
owning the shares or ownership interest.

If a blanket lien on assets, such as
receivables, inventory, or equipment, is
pledged as collateral, the current estimated
value of each asset type should be shown
separately. The basis for these values can
come from various sources, which should
be indicated:

— If receivables are pledged as collateral
for an asset-based extension of credit, a
current aging report and an assessment
of the appropriateness of the advance
ratio is usually necessary to determine
their collectibility and value.

If inventory is pledged as collateral for
an asset-based extension of credit, an
assessment of the appropriateness of
the advance ratio is necessary. Addi-
tionally, the value varies with the con-
dition and marketability of the inventory.
If listed securities or commodities are
pledged as collateral, the market value
and date of valuation should be noted.

Notation if borrower is an insider or a
related interest of an insider.

Guarantors and a brief description of their
ability to act as a source of repayment. If
the financial strength of guarantors has
changed significantly since the initial guar-
antee of the credit facility, this should be
noted. The relationship of the guarantors to
the borrower should be identified, includ-
ing a brief description of the guarantors’
ability (financial strength) to serve as a
source of repayment independent of the
borrower. Any collateral supporting the
guarantees should also be stated. See the
previous subsection, “Role of Guaran-
tees,” for further guidance on considering
guarantees for credit-analysis purposes.

2.

3.

» Amounts previously classified.

» Repayment terms and historical perfor-
mance, including prior charge-offs, and
current delinquency status (with notation if
the credit is currently on nonaccrual sta-
tus). Any changes to the original repay-
ment terms, whether initiated by bank
management or the obligor, should be
detailed with an appropriate analysis of the
changes included in the write-up. Renew-
als, extensions, and rewritten notes that
deviate from the stated purpose and repay-
ment expectations, as approved by manage-
ment, should be discussed in light of their
effect on the quality of the credit. Restruc-
turings should be discussed in terms of
their reasonable objectives, focusing on the
prospects for full repayment in accordance
with the modified terms.

It may be prudent to state the purpose of
the credit. The purpose can be compared
with the intended source of repayment for
appropriateness. For example, a working
capital extension of credit generally should
not depend on the sale of real estate for
repayment. Additionally, the obligor’s prior
business experience should correlate to the
credit’s purpose.

A summary listing of weaknesses resulting in
classification or special mention treatment.
A reference to any identified deficiencies in
the item that will support loan-administration
or violation comments elsewhere in the report.
This information may consist of deficien-
cies in credit and collateral documentation
or violations of law that have a material
impact on credit quality. Loan-portfolio-
administration performance includes, but is
not limited to—

e changes in asset quality since the last

examination;

the appropriateness of loan-underwriting

standards;

the adequacy of—

— loan documentation;

— management information systems;

— internal control systems; and

— loan-loss reserves;

the accuracy of internal loan-rating systems;

the ability and experience of lending offi-

cers, as well as other personnel managing
the lending function; and

changes in lending policies or procedures

since the last examination.

Commercial Bank Examination Manual
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4. If management disagrees with the classifica-
tion, a statement to that effect along with
management’s rationale. Information could
include selected data from the most recent
fiscal and interim financial statements (dis-
cussion of items such as leverage, liquidity,
and cash flow) when the primary reason for
the write-up relates to the borrower’s finan-
cial condition or operating performance. Cost
of goods sold, nonrecurring expenses, divi-
dends, or other items indicating deterioration
in the credit quality may also be highlighted.
Any stated value of the borrower’s encum-
bered assets should be set off against specific
debt to arrive at the unprotected balance, if
applicable. In addition, the examiner should
identify encumbered assets that are pledged
elsewhere.

5. A concise description of any management
action taken or planned to address the weak-
ness in the asset. The action plan should
focus on a concise description of manage-
ment’s workout or action plan to improve the
credit’s collectibility or to liquidate the debt.
Review of the bank’s documented workout
plan should give an examiner a clear idea of
past efforts to improve the prospect of col-
lectibility and management’s current efforts
and future strategy. The plan should clearly
state the bank’s goals and corresponding
timetable as they appear at that point, includ-
ing items such as the degree of repayment
envisioned and the proceeds anticipated from
the sale of the collateral. Based on this
information, the examiner should succinctly
summarize in the write-up the bank’s collec-
tion efforts to date and its ongoing plans to
address the situation.

Optional Information for Write-ups

At the examiner’s discretion, other information
may be included in loan write-ups. For example
the examiner may want to include current finan-
cial information on the borrower, cosigners, and
guarantors. The additional information may con-
sist of discussions regarding current balance
sheets and operating statements. If discussed,
the examiner should indicate whether the finan-
cial statements have been audited, reviewed,
compiled, or prepared by the borrower, and
whether they are fiscal or interim statements. If
the statements are audited, the examiner should
indicate the type of opinion expressed—
unqualified, qualified, disclaimer, or adverse—
and whether the auditor is a certified public
accountant. If the opinion is qualified, note the
reason(s) given by the auditor.

When the examiner includes comments
regarding the borrower’s financial condition, the
comments should always highlight credit weak-
nesses in a manner that supports the risk assess-
ment. It is important that sufficient detail is
provided to identify unfavorable factors. A trend
analysis or details of balance-sheet, income-
statement, or cash-flow items can be included.
The examiner may also include comments when
special mention or classified credits may exhibit
favorable as well as unfavorable financial char-
acteristics. Both types of pertinent factors may
be included in the write-up as long as they are
placed in the proper perspective to demonstrate
the credit’s inherent weaknesses.

April 2015
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Real Estate Loans

Internal Control Questionnaire
Effective date October 2012

Section 2090.4

Review the bank’s internal controls, policies,
practices, and procedures for making and ser-
vicing real estate loans. The bank’s system
should be documented completely and concisely
and should include, where appropriate, narrative
descriptions, flow charts, copies of forms used,
and other pertinent information. Negative
responses to the questions in this section should
be explained, and additional procedures deemed
necessary should be discussed with the examiner-
in-charge. Items marked with an asterisk require
substantiation by observation or testing.

LOAN POLICIES

1. Has the board of directors and manage-
ment, consistent with their duties and
responsibilities, adopted and, at least annu-
ally, reviewed and approved written real
estate loan policies that define—

a. the institution’s target market?

b. loan portfolio diversification standards?

c. acceptable collateral types?

d. prudent, clear, and measurable under-
writing standards, including relevant
credit factors such as—

e maximum loan amount by type of
property?

e maximum loan maturity by type of
property?

* repayment terms?

* pricing structure for each type of real
estate loan?

* loan-to-value (LTV) limits by type of
property?

e. procedures for reviewing real estate
loan applications?

f. loan-origination and -approval proce-
dures (including loan-authority limits)
by size and type of loan?

g. review and approval procedures for
exception loans?

h. loan-administration procedures that
include documentation, disbursement,
collateral inspection, collection, and
loan review?

i. minimum loan-documentation stan-
dards, such as minimum frequency and

type of financial information required
for each category of real estate loan?

j. LTV limits that are consistent with
regulatory supervisory limits?

k. real estate appraisal and evaluation pro-
grams consistent with the Federal
Reserve’s appraisal regulation (12 CFR
208.50-51), the Interagency Appraisal
and Evaluation Guidelines (see section
4140.1), and the October 27, 2003,
interagency statement on Independent
Appraisal and Evaluation Functions (see
SR-03-18)?

I. reporting requirements to the board of
directors relative to loan portfolio moni-
toring, including items such as compli-
ance with lending policies and proce-
dures, delinquency trends, and problem
loans?

2. Are real estate policies and objectives
appropriate to the size and sophistication
of the bank, and are they compatible with
changing market conditions?

LOAN RECORDS

*1. Are the preparation and posting of subsid-
iary real estate loan records performed or
adequately reviewed by persons who do
not also—

a. issue official checks and drafts?

b. handle cash receipts?

c. reconcile subsidiary records to general
ledger controls?

*2. Are the subsidiary real estate loan records
reconciled at least monthly to the appro-
priate general ledger accounts? Are recon-
ciling items adequately investigated by
persons who do not also handle cash or
prepare/post subsidiary controls?

3. Are loans in excess of supervisory LTV
limits identified in the bank’s records, and
are the aggregate amounts of such loans
reported at least quarterly to the board of
directors, along with the experience of the
high-LTV loan portfolio?

4. Are loan statements, delinquent-account-
collection requests, and past-due notices
reconciled to the real estate loan subsidi-
ary records? Are the notices and reconcili-
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*6.

10.

ations handled by persons who do not also
handle cash?

. Are inquiries about loan balances received

and investigated by persons who do not
also handle cash?

Are documents supporting recorded credit
adjustments subsequently checked or tested
by persons who do not also handle cash?

. Does the bank maintain a daily record

summarizing note-transaction details (loans
made, payments received, and interest
collected) to support applicable general
ledger account entries?

. Are note and liability trial balances fre-

quently reconciled to the general ledger by
employees who do not process or record
loan transactions?

. Are subsidiary payment records and files

pertaining to serviced loans segregated
and identifiable?
Avre past-due-loan reports generated daily?

LOAN INTEREST AND
COMMITMENT FEES

*1.

2.

Are the preparation and posting of loan
interest and fee records performed or ade-
quately reviewed by persons who do not
also—

a. issue official checks or drafts?

b. handle cash?

Are any independent interest and fee com-
putations made and compared with or
adequately tested to loan interest records
by persons who do not also—

a. issue official checks or drafts?

b. handle cash?

PROCESSING AND DOCUMENT

CONTROL

*1. Are all real estate loan commitments issued
in written form?

2. Are loan officers prohibited from process-
ing loan payments?

*3. Are loan payments received by mail
recorded upon receipt independently before
being sent to and processed by a note
teller?

*4. Regarding mortgage documents—

a. Has the responsibility for the document
files been established?

b. Does the bank use a check sheet to
ensure that required documents are
received and on file?

c. Are safeguards in effect to protect notes
and other documents?

d. Does the bank obtain a signed applica-
tion form for all real estate mortgage
loan requests?

e. Are separate credit files maintained?

f. Isthere a program of systematic follow-
up to determine that all required docu-
ments are received after the loan clos-
ing and from public recording
offices?

g. Does a designated employee conduct a
review after loan closing to determine if
all documents are properly drawn, exe-
cuted, recorded, and filed within the
loan files?

h. Are all notes and other instruments
pertaining to paid-off loans returned
promptly to the borrower, canceled, and
marked paid, where appropriate?

i. Are charged-off notes and related files
segregated and adequately controlled?

LOAN ORIGINATION

1. Does the bank have a written schedule of

fees, rates, terms, and types of collateral
for all new loans?

. Does the bank have a mortgage errors and

omission policy?

. Are procedures in effect to ensure compli-

ance with the requirements of governmen-
tal agencies that insure or guarantee loans
or with the requirements of private mort-
gage insurance companies?

ESCROW PROCESSING

1. Regarding insurance and property taxes

coverage—

a. Is there a procedure for determining
that private mortgage insurance premi-
ums are current on insured loans?

b. Is there a procedure for determining
that property and hazard insurance pre-
miums are current on properties secur-
ing loans?

October 2012
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c. Does the bank require that the hazard
insurance policies include a loss-payable
clause to the bank?

d. Are escrow accounts reviewed at
least annually to determine if monthly
deposits  will cover anticipated
disbursements?

e. Are disbursements for taxes and
insurance supported by records show-
ing the nature and purpose of the
disbursement?

f. If advance deposits for taxes and insur-
ance are not required, does the bank
have a system to determine that taxes
and insurance are being paid?

nesses? If not, is supervisory action
is necessary?

3. Are properties to which the bank has

obtained title appropriately transferred to
other real estate owned (OREO)? See
“Other Real Estate Owned,” section 2200.1,
for requirements.

. Does the bank have an adequate manage-

ment and sales disposition program for
timely liquidation of OREO? Does the
program take into account the maximum
retention period for OREO allowed under
state law?

. Does the bank have adequate procedures

for filing and monitoring its mortgage
insurance claims for government-insured
or -secured programs and for private mort-

LOAN ADMINISTRATION gage insurance?

*1. Are approvals of real estate advances
reviewed, before disbursement, to deter- HOME EQUITY LENDING
mine that such advances do not increase ..
the borrower’s total liability to an amount ~ POliCies
in excess of the bank’s legal lending limit?

2. Are detailed statements of account bal- 1~ Do the credit policies for home equity

ances and activity mailed to mortgagors at
least annually?

COLLECTIONS AND FORECLOSURES

1. Does the bank have adequate collection

procedures to monitor delinquencies and,

as necessary, have procedures to pursue

foreclosure?

. Are properties under foreclosure proceed-

ings segregated?

a. Has the bank decided not to complete
any foreclosures after the foreclosure
process was initiated? If yes,

1) Are there policies and procedures
for regularly monitoring the prop-
erty values to support the analysis—
to continue or abandon the foreclo-
sure? Is the collateral valuation
information sufficient to support a
decision to initiate, continue, or
abandon a foreclosure proceeding?

2) After discussing the examination
findings with the organization’s man-
agement, were the necessary com-
mitments obtained for corrective
action? Will these actions address
the noted deficiencies and weak-

lending address the underwriting standards
for all relevant risk factors, such as—

a. an analysis of a borrower’s income and
debt levels?

b. an analysis of a borrower’s credit score
and credit history versus the loan’s
size?

¢, the collateral value (including valuation
methodology)?

d. the lien position?

e. the property type and location?

. Are the financial institution’s risk-and

account-management procedures appropri-
ate for the size of the institution’s loan
portfolio, as well as for the risks associated
with the types of home equity lending
conducted by the institution?

. Does the financial institution have reason-

able and adequate policies and procedures
for home equity problem-loan workouts
and loss-mitigation strategies?

Underwriting

4. Has the financial institution purchased

insurance products to mitigate the credit
risks of its high-LTV (HLTV) residential
loans?
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a. If so, do any of those insurance policies
have a coverage limit?

b. Has the institution conducted reason-
able and adequate analyses to deter-
mine whether the coverage may be
exhausted before all loans in the pool
covered by the insurance product mature
or pay off?

. Does the financial institution’s credit-risk
management function oversee the support
function(s) for its real estate lending? Does
the institution have effective controls and
procedures over staff who are responsible
for perfecting liens, collecting outstanding
loan documents, obtaining insurance cov-
erage (including flood insurance), and pay-
ing property taxes?

. Do the financial institution’s underwriting

b. have adequate internal controls for its
delegated underwriting?

c. retain appropriate oversight of all criti-
cal loan-processing activities, such as
verification of income and employment
and the independence of the appraisal
and evaluation function?

d. have adequate systems and controls to
ensure that a third-party originator is
appropriately managed, is financially
sound, provides mortgages that meet
the institution’s prescribed underwrit-
ing guidelines, and adheres to applica-
ble consumer protection laws and
regulations?

e. have a quality-control unit or function
that closely monitors (monitoring

activities should include post-purchase
underwriting reviews and ongo-
ing portfolio-performance-management
activities) the quality of loans that the
third party underwrites?

f. have adequate audit procedures and
controls to verify that third parties are
not being paid to generate incomplete
or fraudulent mortgage applications and
are not otherwise receiving referral or
unearned income or fees contrary to
Real Estate Settlement Procedures Act
(RESPA) prohibitions?

Collateral Valuation

: 9. Does the financial institution have adequate
standards include— - o
a. a properly documented evaluation of collateral-valuation policies and proce-
the borrower’s financial capacity to dures tha_t— - .
adequately service the debt? a. establish criteria for determining the
b. an adequately documented evaluation appropriate valuation methodology for
" of the borTOwWer’s ability to— a particular transaction (based on the
« amortize the fully drawn line of credit “g:(tfo:ino)’;he transaction and loan
over the loan term? b pt it . for determini h
« absorb potential increases in interest - SEL criteria for determining wnen a
rates for interest-only and variable- physical |;15pect|0n of the collateral is
rate home equity lines of credit necessary: .
(HELOCs)? c. ensure that an expected or estimated
. Are the analyses and methodologies under- valug of the property is _n(;t_ ‘?gm’i”“”"
lying the institution’s evaluation of bor- }:ate | 10 an applralsgr c;r Individual per-
rowers reasonable and adequate? forming an evaluation’ .
. Does the financial institution use third d |mpler_ner])t”controls to preclude “value
parties to originate home equity loans? If shopping?” )
so, does the institution— e. require sufficient documentation to sup-
a. delegate the underwriting function to a port the collateral valuation in the
broker or correspondent? appraisal or evaluation?
10. Does the financial institution use auto-

mated valuation models (AVMs) to sup-

port evaluations or appraisals? If so, does

the institution—

a. periodically validate the models, to miti-
gate the potential valuation uncertainty
in the model?

b. adequately document the validation’s
analysis, assumptions, and conclusions?

c. implement controls to preclude “value
shopping™ in its use of AVMSs?

d. back-test a representative sample of
evaluations and appraisals supporting
loans outstanding?

e. evaluate the reasonableness and
adequacy of its procedures for validat-
ing AVMs?

October 2012
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11.

Are tax-assessment valuations used as a
basis for collateral valuation? If so, is the
financial institution able to demonstrate
and document the correlation between the
assessment value of the taxing authority
and the property’s market value, as part of
the validation process?

Risk Concentrations

12.

Does the financial institution have large
home equity loan portfolios or portfolios
with high-risk characteristics? If so, does
the institution—

a. periodically refresh credit-risk scores
on all customers?

b. use behavioral scoring and analysis of
individual borrower characteristics to
identify potential problem accounts?

c. periodically assess utilization rates?

d. periodically assess payment patterns,
including borrowers who make only
minimum payments over a period of
time or those who rely on the credit line
to keep payments current?

e. monitor home values by geographic
area?

f. obtain updated information on the colla-
teral’s value when significant market
factors indicate a potential decline in
home values, or when the borrower’s
payment performance deteriorates and
greater reliance is placed on the
collateral?

Are the frequency of these actions com-

mensurate with the risk in the portfolio?

Management Information Systems

13.

14.

Are the financial institution’s real estate

lending policies consistent with safe and

sound banking practices, and does its board

of directors review and approve the poli-

cies at least annually?

Do the financial institution’s management

information systems (MIS) for real estate

lending—

a. allow for the segmentation of the loan
portfolios?

b. accurately assess key risk characteris-
tics?

c. provide management with sufficient
information to identify, monitor, mea-

15.

16.

17.

19

sure, and control home
concentrations?

Does the financial institution’s manage-

ment periodically assess the adequacy of

its MIS, in light of growth and changes in
the institution’s risk appetite?

Does the financial institution have signifi-

cant concentrations of HELs or HELOCs?

If so, does the MIS include, at a minimum,

reports and analysis of—

a. production and portfolio trends by prod-
uct, loan structure, originator channel,
credit score, loan to value (LTV), debt
to income (DTI), lien position, docu-
mentation type, market, and property
type?

b. the delinquency and loss-distribution
trends, by product and originator chan-
nel, with some accompanying analysis
of significant underwriting characteris-
tics (such as credit score, LTV, or DTI)?

c. vintage tracking?

d. the performance of third-party origina-
tors (brokers and correspondents)?

e. market trends by geographic area and
property type, to identify areas of rap-
idly appreciating or depreciating hous-
ing values?

Do the financial institution’s records iden-
tify loans in excess of the supervisory LTV
limits as high-LTV (HLTV) loans? Is the
aggregate dollar value of such loans
reported quarterly to the instution’s board
of directors? Does the volume of HLTV
loans exceed 100 percent of the institu-
tion’s capital?

equity

Internal Loan Review

18. Does the financial institution conduct annual

credit reviews of HELOC accounts? Does
the review of HELOC accounts determine
whether the line of credit should be contin-
ued, based on the borrower’s current finan-
cial condition?

. Are the financial institution’s authoriza-

tions of over-limit home equity lines of

credit restricted? Are they subject to

appropriate policies and controls?

a. Does the institution require over-limit
borrowers to repay, in a timely manner,
the amount that exceeds established
credit limits?
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b. Is MIS sufficient to enable management
to identify, measure, monitor, and con-
trol the risks associated with over-limit
accounts?

CONCLUSION

1. Does the foregoing information provide an
adequate basis for evaluating internal con-

trol in that deficiencies in areas not cov-
ered by this questionnaire do not signifi-
cantly impair any controls? Explain
negative answers briefly, and indicate any
additional examination procedures deemed
necessary.

. On the basis of a composite evaluation, are

internal controls adequate, as evidenced by
answers to the foregoing questions?

October 2012
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Real Estate Construction Loans

Internal Control Questionnaire
Effective date May 2004

Section 2100.4

Review the bank’s internal controls, policies,
practices, and procedures for making and ser-
vicing real estate construction loans. The bank’s
system should be documented completely and
concisely and should include, where appropriate,
narrative descriptions, flow charts, copies of
forms used, and other pertinent information.
Negative responses to the questions in this
section should be explained, and additional
procedures deemed necessary should be dis-
cussed with the examiner-in-charge. ltems
marked with an asterisk require substantiation
by observation or testing.

POLICIES AND OBJECTIVES

*1. Has the board of directors and management,
consistent  with  their duties and
responsibilities, adopted and, at least
annually, reviewed and approved written
construction lending policies that—

a. outline construction lending objectives
regarding—
 the aggregate limit for construction

loans?
« concentrations of credit in particular
types of construction projects?

b. establish minimum standards for
documentation?

c. define qualified collateral and minimum
margin requirements?

d. define the minimum equity requirement
for a project?

e. define loan-to-value (LTV) limits that are
consistent with supervisory LTV limits?

f. require an appraisal or evaluation that
complies with the Federal Reserve
real estate appraisal regulation and
guidelines?

g. delineate standards for takeout
commitments?

h.indicate completion bonding
requirements?

i. establish procedures for reviewing con-
struction loan applications?

j. detail methods for disbursing
proceeds?

k. detail project-inspection requirements and
progress-reporting procedures?

loan

I. require agreements by borrowers for
completion of improvements according
to approved construction specifications,
and cost and time limitations?

2. Are construction lending policies and
objectives appropriate to the size and
sophistication of the bank, and are they
compatible with changing market conditions?

3. Has the board of directors adopted, and
does it periodically review, policies and
procedures that establish and maintain an
effective, independent real estate appraisal
and evaluation program for the entire bank’s
lending functions? (The real estate lending
functions include commercial real estate
mortgage departments, capital-market
groups, and asset-securitization and -sales
units.)

REVIEWING LOAN
APPLICATIONS

1. Does bank policy require a personal guar-
antee from the borrower on construction
loans?

2. Does bank policy require personal comple-
tion guarantees by the property owner
and/or the contractor?

3. Does the bank require a construction bor-
rower to contribute equity to a proposed
project in the form of money or real estate?
If so, indicate which form of equity.

4. Does the project budget include the amount
and source of the builder’s and/or owner’s
equity contribution?

5. Does the bank require—

a. background information on the bor-
rower’s, contractor’s, and major subcon-
tractors” development and construction
experience, as well as other projects
currently under construction?

b. payment-history information from sup-
pliers and trade creditors on the afore-
mentioned’s previous projects?

c. credit reports?

d. detailed current and historical financial
statements, including cash flow-related
information?
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6. Do the borrower’s project-cost estimates

7.

8.

include—

a. land and construction costs?

b. off-site improvement expenses?

c. soft costs, such as organizational and
administrative costs, and architectural,
engineering, and legal fees?

d. interest, taxes, and insurance expenses?
Does the bank require an estimated cost
breakdown for each stage of construction?
Does the bank require that cost estimates of
more complicated projects be reviewed by
qualified personnel: experienced in-house
staff, an architect, a construction engineer,
or an independent estimator?

Are commitment fees required on approved
construction loans?

CONSTRUCTION LOAN
AGREEMENTS

1.

*2.

*3.

Is the construction loan agreement signed
before an actual |oan disbursement is made?
Is the construction loan agreement reviewed
by counsel and other experts to determine
that improvement specifications conform
to—

a. building codes?

b. subdivision regulations?

¢. zoning and ordinances?

d. title and/or ground lease restrictions?

e. health and handicap access regulations?

f. known or projected environmental pro-
tection considerations?

g. specifications required under the
National Flood Insurance Program?

h. provisions in tenant |leases?

i. specifications approved by the perma-
nent lender?

j. specifications required by the comple-
tion or performance bonding company
and/or guarantors?

Does the bank require all change orders to
be approved in writing by the—

a. bank?

b. bank’s counsel?

c. permanent lender?

d. architect or supervising engineer?

e. prime tenants bound by firm leases or
letters of intent to lease?

f. completion bonding company?

. Does the construction loan agreement set a

date for project completion?

5. Does the construction loan agreement

require that—

a. the contractor not start work until autho-
rized to do so by the bank?

b. on-site inspections be permitted by the
lending officer or an agent of the bank
without prior notice?

c. disbursement of funds be made as work
progresses, supported by documenta-
tion that the subcontractors are receiv-
ing payment and that the appropriate
liens are being released?

d. the bank be allowed to withhold dis-
bursements if work is not performed
according to approved specifications?

e. a percentage of the loan proceeds be
retained pending satisfactory comple-
tion of the construction?

f. thelender be allowed to assume prompt
and complete control of the project in
the event of default? If a commercia
project, are the leases assignable to the
bank?

g. the contractor carry builder’s risk and
workers’ compensation insurance? If
so, has the bank been named as mort-
gagee or loss payee on the builder’srisk
policy?

h. periodic increases in the project’s value
be reported to the builder’srisk and title
insurance companies?

6. Does the construction loan agreement

for residential tract construction loans
require—

a. bank authorization for individual tract-
housing starts?

b. that periodic sales reports be submitted
to the bank?

c. that periodic reports on tract houses
occupied under a rental, lease, or
purchase-option agreement be submit-
ted to the bank?

d. limitations on the number of specula-
tive houses and the completion of one
tract before beginning another?

COLLATERAL

1. Areliens filed on non-rea estate construc-

tion improvements, i.e., persona property
that is movable from the project?

2. When entering into construction loans, does

the bank, consistent with supervisory loan-
to-value limits—

May 2004
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a. limit the loan amount to a reasonable
percentage of the appraised value of the
project when there is no prearranged
permanent financing?

b. limit the loan amount to a percentage of
the appraised value of the completed
project when subject to the bank’s own
takeout commitment?

c. limit the loan amount to the floor of a
takeout commitment that is based upon
achieving a certain level of rents or
lease occupancy?

3. Are unsecured credit lines to contractors or

developers, who are also being financed by
secured construction loans, supervised by
the construction loan department or the
officer supervising the construction loan?

. Does the bank have adequate procedures to
determine whether construction appraisal or
evaluation policies and procedures are con-
sistently being followed in conformance
with regulatory requirements, and that the
appraisal or evaluation documentation sup-
portsthe value indicated in the conclusions?

INSPECTIONS

1. Are inspection authorities noted in the—

a construction loan commitment?

b. construction loan agreement?

c. tri-party buy-and-sell agreement?

d. takeout commitment?

. Are inspections conducted on an irregular
basis?

. Are inspection reports sufficiently detailed
to support disbursements?

. Are inspectors rotated from project to
project?

. Are spot checks made of the inspectors’
work?

. Do inspectors determine compliance with
plans and specifications as well as the
progress of the work? If so, are the inspec-
tors competent to make the determination?

DISBURSEMENTS

*1. Are disbursements—

a. advanced on a prearranged disburse-
ment plan?

b. made only after reviewing written
inspection reports?

c. authorized in writing by the contractor,
borrower, inspector, subcontractors,
and/or lending officer?

d. reviewed by a bank employee who had
no part in granting the loan?

e. compared with original cost estimates?

f. checked against previous disburse-
ments?

g. made directly to subcontractors and
suppliers?

h. supported by invoices describing the
work performed and the materials
furnished?

. Does the bank obtain waivers of subcon-

tractor’s and mechanic’s liens as work is
completed and disbursements are made?

. Does the bank obtain sworn and notarized

releases of mechanic’s liens from the gen-
eral contractor at the time construction is
completed and before final disbursement is
made?

. Does the bank periodically review undis-

bursed loan proceeds to determine their
adequacy to complete the projects?

. Are the borrower’s undisbursed loan pro-

ceeds and contingency or escrow accounts
independently verified at least monthly by
someone other than the individuals respon-
sible for loan disbursements?

TAKEOUT COMMITMENTS

1

2.

Does counsel review takeout agreements
for acceptability?

Does the bank obtain and review the per-
manent lender’s financial statements
to determine the adequacy of its finan-
cia resources to fulfill the takeout
commitment?

. Isatri-party buy-and-sell agreement signed

before the construction loan is closed?

. Does the bank require takeout agreements

to include a force mgjeure—an act-of-God
clause—that provides for an automatic
extension of the completion date in the
event that construction delays occur for
reasons beyond the builder’s control ?

COMPLETION BONDING
REQUIREMENTS

1.

Does the bank require completion insurance
for all construction loans?
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2. Has the bank established minimum finan-

cial standards for borrowers who are not
required to obtain completion bonding? Are
these standards observed in all cases?

3. Does counsel review completion insurance

bonds for acceptability?

DOCUMENTATION

1. Does the bank require and maintain docu-

mentary evidence of—

a. the contractor’s payment of—
« employee withholding taxes?
* builder’s risk insurance?
» workers’ compensation insurance?
* public liability insurance?
e completion insurance?

b. the property owner’s payment of real
estate taxes?

2. Does the bank require that documentation

files include—
a. loan applications?
b. financial statements for the—
* borrower?
* builder?
e proposed prime tenant?
« takeout lender?
e guarantors/partners?
c. credit and trade checks on the—
 borrower?
* builder?
e major subcontractor?
 proposed tenants?

. acopy of plans and specifications?

. acopy of the building permit?
a survey of the property?

. the construction loan agreement?

. an appraisal or evaluation and feasibil-
ity study?
an up-to-date title search?
the mortgage?

. ground |leases?
assigned tenant leases or letters of
intent to lease?

m. a copy of the takeout commitment?

. acopy of the borrower’s application to
the takeout lender?

. the tri-party buy-and-sell agreement?

. inspection reports?

. disbursement authorizations?
undisbursed loan proceeds and con-
tingency or  escrow  account
reconcilements?

S. insurance policies?

Qo

— =

>
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3. Does the bank employ standardized check-

liststo control documentation for individual
files, and does it perform audit reviews for

adequacy?

. Does the documentation file indicate all of

the borrower’s other loans and deposit
account relationships with the bank, and
include a summary of other construction
projects being financed by other banks?
Does the bank analyze the status of these
projects and the potentia effect on the
borrower’s financial position?

. Does the bank use tickler files that—

a. control scheduling of inspections and
disbursements?

b. ensure prompt administrative follow-up
on items sent for—
* recording?
* an attorney’s opinion?
* an expert review?

. Does the bank maintain tickler files that

provide advance notice (such as 30 days’
prior notice) to staff of the expiration dates
for—

a. the takeout commitment?

b. hazard insurance?

c. workers’ compensation insurance?

d. public liability insurance?

LOAN RECORDS

*1.

*2.

*3.

Are the preparation, addition, and posting
of subsidiary real estate construction loan
records performed or adequately reviewed
by persons who do not also—

a. issue official checks or drafts?

b. handle cash?

c. reconcile subsidiary records to general

ledger controls?

Are the subsidiary rea estate construction
loan records reconciled at least monthly to
the appropriate genera ledger accounts?
Are reconciling items adequately investi-
gated by persons who do not aso handle
cash or prepare/post subsidiary controls?
Are loan statements, delinquent account-
collection requests, and past-due notices
reconciled to the real estate construction
loan subsidiary records? Are the reconcili-
ations handled by a person who does not
also handle cash?

. Are inquiries about construction loan bal-

ances received and investigated by persons
who do not aso handle cash?
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*5.

Are documents supporting recorded credit
adjustments subsequently checked or tested
by persons who do not also handle cash?

. Is a delinquent-accounts report generated

daily?

. Are loans in excess of supervisory LTV

limits identified in the bank’s records, and
are the aggregate amounts of such loans
reported at least quarterly to the board of
directors?

. Does the bank maintain a daily record

summarizing note transaction details (loans
made, payments received, and interest
collected) to support applicable general led-
ger account entries?

. Are note and liability trial balances fre-

quently reconciled to the general ledger by
employees who do not process or record
loan transactions?

LOAN INTEREST AND
COMMITMENT FEES

*1.

Are the preparation and posting of loan
interest and fee records performed or

adequately reviewed by persons who do not
aso—

a. issue officia checks or drafts?

b. handle cash?

2. Are any independent interest and fee com-

putations made and compared with or
adequately tested to loan interest by persons
who do not also—

a. issue official checks or drafts?

b. handle cash?

CONCLUSION

1. Does the foregoing information provide an

adeguate basis for evaluating internal con-
trol in that deficiencies in areas not covered
by this questionnaire do not significantly
impair any controls? Explain negative
answers briefly, and indicate any additional
examination procedures deemed necessary.

. On the basis of a composite evaluation, are

internal controls adequate as evidenced by
answers to the foregoing questions?
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Concentrations in Commercial Real Estate Lending,
Sound Risk-Management Practices

Internal Control Questionnaire
Effective date October 2007

Section 2103.4

mitments to particular borrowers or
property types, such as multifamily

CRE CONCENTRATION
ASSESSMENTS

1. Are ongoing risk assessments performed to

identify commercial rea estate (CRE)
concentrations?

. Are CRE concentration limits established
and monitored?

. Is the CRE portfolio stratified into reason-
able and supportable segments that have
common risk characteristics or sensitivities
to economic, financial, or business
developments?

. Are al CRE concentrations reported to
senior management and the board of direc-
tors on a periodic basis?

RISK MANAGEMENT

1. Has a risk-management framework been

established that effectively identifies, moni-
tors, and controls CRE concentration risk?
If such a framework has been established,
does it address—

board and management oversight?

. portfolio management?

management information systems?

. market analysis?

. credit-underwriting standards?

portfolio stress testing and sensitivity
analysis?

g. the credit-risk review function?

0 o0oT®

Board and Management Oversight

2. If the bank has significant CRE concentra-

tion risk, does it have a strategic plan that

addresses the rationale for its CRE concen-

tration levels in relation to the bank’s over-
al growth objectives, financial targets, and
capital plan?

. Has the board of directors or its designated

committee—

a. established policy guidelines and
approved an overall CRE lending
strategy for the level and nature of CRE
exposures, including any specific com-

housing?

b. ensured that the bank’s management
implements procedures and controls to
effectively adhere to and monitor com-
pliance with the bank’s lending policies
and strategies?

c. reviewed information that identifies and
quantifies the nature and level of risk
presented by CRE concentrations, includ-
ing a review of reports that describe
changes in the conditions of the CRE
market in which the bank lends?

d. periodically reviewed and approved
CRE risk exposure limits and appropri-
ate sublimits (for example, by nature of
concentration) in order to conform to
any changes in the bank’s strategies and
respond to changes in market
conditions?

Portfolio Management

4. Does the bank’s management regularly per-

form an analysis of its CRE portfalio, con-

sidering factors such as—

a. portfolio diversification across property
types?

b. the geographic dispersion of CRE loans?

c. underwriting standards?

d. the level of pre-sold units or other types
of take-out commitments on construction
loans?

e. portfolio liquidity (the ability to sell or
securitize exposures on the secondary
market)?

. Has the bank’ s board of directors and senior

management—

a (1) regularly evaluated the degree of
correlation between related real estate
sectors and (2) established internal lend-
ing guidelines?

b. established internal lending guidelines
and concentration limits in order to con-
trol the bank’s overall risk exposure?

c. developed appropriate strategies to man-
age CRE concentration levels?

6. Has the bank’s management developed a
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contingency plan to reduce or mitigate CRE
loan concentrations during adverse market
conditions? If the bank’s contingency plan
includes selling or securitizing CRE loans,
has management periodically assessed the
marketability of the portfolio?

Management Information System

7.

10.

11.

Does the bank’s management information
system (MIS) provide sufficient information
to identify, monitor, and manage CRE con-
centration risk?

. Is the bank’s CRE portfolio stratified by

property type, geographic market, tenant
concentrations, tenant industries, devel oper
concentrations, and risk rating?

. Doesthe bank’s MIS identify and aggregate

exposures to a borrower, including its credit
exposure relating to derivatives?

Are the bank’s management reports timely
and in aformat that clearly indicates changes
in the portfolio’s risk profile?

Does the bank’s management reporting
include a well-defined process whereby
management reviews and evaluates CRE
concentrations, risk-management reports,
and special ad hoc analyses prepared in
response to potential market events that
could affect the concentration risk in the
bank’s CRE portfolio?

Credit-Underwriting Standards

12.

13.

Are underwriting standards clear and mea-

surable, and do they enable the bank’s

lending staff to evaluate relevant credit

factors?

Do the bank’s CRE lending policies address

the following underwriting standards—

a maximum loan amount by type of
property?

. loan terms?

. pricing structures?

. collateral valuation?

. loan-to-value (LTV) limits by property
type?
requirements for feasibility studies and
sensitivity analyses or stress testing?

g. minimum requirements for initial invest-

OO 0T

—h

14.

15.

16.

17.

18.

ment and maintenance of hard equity by
the borrower?

h. minimum standards for borrower net
worth, property cash flow, and debt-
service coverage for the property?

Do the bank’ slending policies permit excep-

tions to its underwriting standards for CRE

concentrations on a limited basis only?

Are permitted exceptions documented; that

is, do the documented exceptions describe

how the loan transaction does not conform
to the bank’ slending policy or underwriting
standards?

Does management analyze trends in excep-

tions to ensure that the bank’s CRE concen-

tration risk remains within established risk-
tolerance limits?

Does the bank have policies and procedures

governing loan disbursements in order to

ensure that its minimum requirements for
borrower equity are maintained throughout
development and construction periods?

Do the bank’ sinternal controls consist of an

inspection process, documentation on con-

struction progress, tracking of pre-sold units,
tracking of pre-leasing activity, and excep-
tion monitoring and reporting?

Portfolio Stress Testing and
Sensitivity Analysis

19.

20.

Are portfolio stresstests or sensitivity analy-
ses performed in order to quantify the
impact of changing economic conditions on
asset quality, earnings, and capital?

If performed, are portfolio stress tests or
sensitivity analyses required to focus on the
more vulnerable segments of the bank’'s
CRE portfolio? Do they take into consider-
ation the prevailing market environment
and the bank’s business strategy?

Credit-Review Function

21.

22.

Does the bank have an effective, accurate,
and timely risk-rating system that supports
its credit-review function?

Are credit-risk ratings reviewed regularly
for appropriateness?

October 2007
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Real Estate Appraisals and Evaluations

Internal Control Questionnaire
Effective date May 2019

Section 4140.4

Review the bank’s internal controls, policies,
practices, and procedures for real estate apprais-
als and evaluations. The bank’s system should
be accurately and fully documented and should
include, where appropriate, narrative descrip-
tions, flow charts, copies of forms used, and
other pertinent information. Items marked with
an asterisk require substantiation by observation
or testing.

POLICIES

1. Has the board of directors, consistent with
its duties and responsibilities, adopted writ-
ten appraisal and evaluation policies that
define the following:

a. bank management’s responsibility for
selecting, evaluating, monitoring, and
ensuring the independence of the indi-
vidual who is performing the appraisal
or evaluation?

b. the basis for selecting staff appraisers
and engaging fee appraisers for a par-
ticular appraisal assignment and for
ensuring that the individual is indepen-
dent of the transaction; possesses the
requisite qualifications, expertise, and
educational background; demonstrates
competency for the market and prop-
erty type; and has the required state
certification or license if applicable?

c. procedures for when to obtain apprais-
als and evaluations?

d. procedures for prohibiting the use of a
borrower-ordered or borrower-provided
appraisal?

e. procedures for monitoring collateral risk
on a loan and portfolio basis as to when
to obtain a new appraisal or new evalu-
ation, including the frequency, trigger-
ing events, scope of appraisal work,
valuation methods, and report option?

f. appraisal and evaluation compliance
procedures to determine that appraisals
and evaluations are reviewed by quali-
fied and adequately trained individuals
who are not involved in the loan-
production process?

g. appraisal and evaluation review proce-
dures to ensure that the bank’s apprais-
als and evaluations are consistent with

2.

the standards of USPAP and the Board’s
regulation and guidelines?

h. appraisal and evaluation review proce-
dures that require the performance of
the review prior to the credit decision,
resolution of noted deficiencies, and
documentation of the review in the
credit file, and, if necessary, obtaining a
second appraisal or relying on USPAP’s
Standard Rule 3 in performing a review
or performing another evaluation?

i. an appropriate level of review for
appraisals and evaluations ordered by
the bank’s agents or obtained from
another financial services institution?

j- adequate level of oversight when the

bank uses a third party for appraisal
management services?

k. use of analytical methods and techno-
logical tools (such as automated valua-
tion models or tax assessment valua-
tions) in the development of evaluations
that is appropriate for the risk and type
of transaction and property?

l. internal controls to prevent officers,
loan officers, or directors who order or
review appraisals and evaluations from
having the sole authority for approving
the requested loans?

m. procedures for promoting compliance
with the appraisal independence provi-
sions of Regulation Z (Truth in Lend-
ing) for open- and closed-end consumer
credit transactions secured by a consum-
er’s principal dwelling?

Does the board of directors annually review
these policies and procedures to ensure
that the appraisal and evaluation policies
and procedures meet the needs of the
bank’s real estate lending activity and
remains compliant with the Board’s regu-
lation and supervisory guidance?

APPRAISALS

*1.

*2.

Are appraisals in writing, dated, and signed
by the appraiser?

Does the appraisal meet the minimum
standards of the Board’s regulation and
USPAP, and contain sufficient information
and analysis to support the bank’s decision
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to engage in the transaction? Does the

appraisal

a. reflect an appropriate scope of work
that will provide for credible results,
including the extent to which the prop-
erty is identified and inspected, the type
and extent of data research performed,
and the analyses applied to arrive at an
opinion of market value?

b. disclose the purpose and use of the
appraisal?

c. provide an opinion of the collateral
market value as defined in the Board’s
appraisal regulation and further clari-
fied in supervisory guidance?

d. provide an effective date for the opinion
of market value?

e. provide the sales history of the subject
property for the prior three years?

f. reflect valuation approaches (that is,
cost, income, and sales comparison
approaches) that are applicable for the
property type and market?

g. include an analysis and reporting of
appropriate deductions and discounts

%4,

*35.

makes its final credit or other credit deci-
sion or was the loan granted a conditional
approval? When loans have conditional
approvals pending receipt of an appraisal,
confirm that appraisals are received, re-
viewed, and accepted for the transaction.
If the bank is depending on an appraisal
obtained for another financial services insti-
tution as support for its transaction, does
the bank have appraisal review procedures
to ensure that the appraisal meets the
standards of the appraisal regulation, includ-
ing independence? (These types of trans-
actions would include loan participations,
loan purchases, and mortgage-backed secu-
rities.)

If an appraisal for one transaction is used
for a subsequent transaction, does the bank
sufficiently document its determination that
the appraiser is independent, the appraisal
complies with the appraisal regulations,
and the appraisal is still valid?

when the appraisal provides a market APPRAISERS
value estimate based on the future . . i )
demand of the real estate (such as 1. Are appraisers fairly considered for assign-

proposed construction, partially leased
buildings, nonmarket lease terms, and
unsold units in a residential tract
development)?

h. evaluate and reconcile the three
approaches into an opinion of market
value estimate based on the appraiser’s
judgment?

i. explain why an approach is inappropri-
ate and not used in the appraisal?

j. fully support the assumptions and the
value rendered through adequate
documentation and information on mar-
ket conditions and trends?

k. evaluate key assumptions and potential
ramifications to the opinion of market
value if these assumptions are not
realized?

l. present an opinion of the collateral’s
market value in an appraisal report
option that addresses the property type,
market, risk, and type of transaction?

m. disclose and define other value opinions
(such as disposal value of the property
or the value of non-real property), if the
bank requests such information?

ments regardless of their membership
or lack of membership in a particular
appraisal organization?

. Before the bank selects an appraiser for an

assignment, does the bank confirm that the
appraiser has the requisite qualifications,
education, experience, and competency for
both the property type and market to
complete the appraisal?

. If a bank pre-screens appraisers and uses

an approved appraiser list, does the bank
have procedures for assessing an apprais-
er’s qualifications, selecting an appraiser
for a particular assignment, and evaluating
the appraiser’s work for retention on the
list?

. The following items apply for large, com-

plex, or out-of-area commercial real estate

properties:

a. Are written engagement letters used
when ordering appraisals, and are cop-
ies of the letters retained or included in
the appraisal report?

b. Does the bank have procedures for
resolving deficiencies in appraisals,
including determining when such ap-

*3. Are appraisals received before the bank praisals should be reviewed by another
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5.

10.

11.

appraiser (that is, a USPAP Standard
Rule 3—Appraisal Review)?

Are appraisers independent of the
transaction?

a. Are staff appraisers independent of the
lending, investment, and collection
functions and not involved, except as
an appraiser, in the federally related
transaction? Has a determination been
made that they have no direct or indi-
rect interest, financial or otherwise, in
the property?

b. Are fee appraisers engaged directly by
the bank or its agent? Has a determina-
tion been made that they have no direct
or indirect interest, financial or other-
wise, in the property or transaction?

c. Are any appraisers recommended or
selected by the borrower (applicant)?

If the bank has staff appraisers to perform
appraisals or appraisal reviews, does the
bank periodically have independent apprais-
ers evaluate their work for quality and
confirm that they have the knowledge and
competency to perform their work and
continue to hold the appropriate state
license or certification?

If fee appraisers are used by the bank, does
the bank investigate their qualifications,
experience, education, background, and
reputations?

Is the status of an appraiser’s state certi-
fication or license verified with the state
appraiser regulatory authority to ensure
that the appraiser is in good standing?

Does the bank have procedures for filing
complaints with the appropriate state
appraiser regulatory officials when it sus-
pects the fee appraiser failed to comply
with USPAP, applicable state laws, or
engaged in other unethical or unprofes-
sional conduct?

Are fee appraisers paid the same fee
whether or not the loan is granted?

Does the bank pay a customary and rea-
sonable fee for appraisal services in the
market where the property is located when
the appraisal is for an open- and closed-
end consumer credit transaction secured
by a consumer’s principal dwelling as
required under Regulation Z?

EVALUATIONS

1.

*2.

*3.

4,

*5.

*6.

*7.

*8.

*9.

*10.

Are the individuals performing evalua-
tions independent of the transaction?

Are the evaluations required to be in
writing, dated, and signed?

Does the bank require sufficient informa-
tion and documentation to support the
estimate of value and the individual’s
analysis?

Are the development and content of the
evaluation reflective of transaction risk
and appropriate for the property type?

Are the valuation methods used, and does
the supporting information in the evalua-
tion provide a reliable estimate of the
property’s market value as of a stated
effective date prior to the credit decision?

If analytical methods or technological tools
are used in the development of an evalua-
tion, is the use of the method or tool
consistent with safe and sound banking
practices?

If an evaluation obtained for one transac-
tion is used for a subsequent transaction,
does the bank sufficiently document its
determination that the evaluation is still
valid?

Are evaluations received before the bank
enters into a loan commitment?

Does the bank have evaluation review
procedures to ensure that the evaluation
meets safe-and-sound banking practices?

If a tax assessment valuation is used in the
development of an evaluation, has the
bank demonstrated that there is a valid
correlation between the tax assessment
data and the property’s market value?

EVALUATORS

1.

2.

Are individuals who perform evaluations
competent to complete the assignment?

Do the individuals who perform evalua-
tions possess the appropriate collateral
valuation training, expertise, and experi-
ence relevant to the type of property being
valued?

. Are evaluations prepared by individuals

who are independent of the transaction?
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MONITORING COLLATERAL
VALUES

1.

Does the bank have policies to monitor
collateral risk on a portfolio and on an
individual credit basis?

Does the policy address the need to obtain
current valuation information for collateral
supporting an existing credit that may be
modified or considered for a loan workout?

Does the criteria for determining when to
obtain a new appraisal or new evaluation
address deterioration in the credit; material
changes in market conditions; and revi-
sions to, or delays in, the project’s devel-
opment and construction?

. Does the bank sufficiently document and

follow its criteria for obtaining reapprais-
als or reevaluations?

THIRD-PARTY ARRANGEMENTS

ANALYTICAL METHODS AND
TECHNOLOGICAL TOOLS

1. Does the bank have staff, or if necessary

engage a third party, with the requisite
expertise and training to manage the selec-
tion, use, and validation of an analytical
method or technological tool?

. Does the bank have adequate policies,

procedures, and internal controls govern-
ing the selection, use, and validation of the
valuation method or tool for the develop-
ment of an evaluation?

. Does the bank have appropriate policies

and procedures governing the selection of

automated valuation model (AVM)? For

instance, did the bank:

* Perform the necessary level of due dili-
gence in selecting an AVM vendor and
its models, considering how model devel-
opers conducted performance testing as
well as the sample size used and the
geographic level tested (such as county
level or zip code).

* Establish acceptable minimum perfor-

1. Did the bank exercise appropriate due mance criteria for a model prior to, and
diligence in the selection of a third party to independent of, the validation process.
perform appraisal management services « Perform validation of the model(s) dur-
for the bank? ing the selection process and document

2. Does the bank have the resources and the validation process.
expertise necessary for performing ongo- * Evaluate underlying data used in the
ing oversight of such third party arrange- model(s), including the data sources and
ments? types, frequency of updates, quality con-

3. Does the bank have the internal controls trol performed on the data, and the
for identifying, monitoring, and managing sources of the data in states whgre public
the risks associated with the use of the real estate sales data are not disclosed.
third party? * Assess modeling techniques and the

4. Does the bank adequately document the 1qherent strengths and weaknesses of

. . ) . different model types as well as how a
results of its ongoing monitoring and peri- model(s) performs for different propert
odic assessments of the third party’s com- types p property

liance with applicable regulations and )
gvith supervis or?pexp ectati or%s? * Evaluate the AVM vendor’s scoring sys-
) . . tem and methodology for the model(s).

5. Does the bgnk tgke tlmel.y remedial actions « Determine whether the scoring system
when deficiencies are discovered? provides an appropriate indicator of

6. Does the bank ensure that the third party model rehablhty by property types and
selects an appraiser or a person to perform geographic locations.
an evaluation who is competent, qualified, . Does the bank have procedures for moni-
independent, and appropriately licensed or toring the use of an AVM(s), including an
certified for a given assignment? ongoing validation process?

7. Does the bank ensure that the third party . Does the bank maintain AVM performance
conveys to the appraiser or the person who criteria for accuracy and reliability in a
performs the evaluation that the bank is given transaction, lending activity, and
the client? geographic location?
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6. Has the bank established a criteria for

determining whether a particular valuation
method or tool is appropriate for a given
transaction or lending activity, considering
associated risks, including transaction size
and purpose, credit quality, and leverage
tolerance (loan-to-value)?

. Does the criteria consider when market
events or risk factors would preclude the
use of a particular method or tool?

. Does the bank have internal controls to
preclude ‘““value shopping” when more
than one AVM is used for the same
property?

. Do the bank’s policies include standards
governing the use of multiple methods or
tools, if applicable, for valuing the same

10.

11.

property or to support a particular lending
activity?

Does the bank have appropriate controls to
ensure that the selected method or tool
produces a reliable estimate of market
value that supports the bank’s decision to
engage in a transaction?

Do the bank’s policies and procedures
adequately address the extent to which

* An inspection or research should be
performed to ascertain the property’s
actual physical condition, and

e Supplemental information should be
obtained to assess the effect of market
conditions or other factors on the esti-
mate of market value.
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