Real Estate Appraisals and Evaluations
Section 2231.0

The Board has a long-standing policy on realppraisal Foundation, a nonprofit appraisa
estate appraisals, which emphasizes the impandustry group, as the authority for establishing
tance of sound appraisal policies and proceduregialifications criteria for appraiser certification
in a banking organization’s real estate lendingnd standards for the performance of ar
activity. In December 1987, the Board and theappraisal. The states were authorized by title X
other bank regulatory agencies jointly adoptedo establish qualification standards for licensing
guidelines for real estate appraisal policies antd established the Appraisal Subcommittee o
review procedures. With the passage of the Fedhe Federal Financial Institutions Examination
eral Financial Institutions Reform, Recovery,Council to monitor the requirements establishe
and Enforcement Act of 1989 (FIRREA), theto meet the intent of title XI.
Board, in August 1990, as well as the other The Board’'s appraisal regulation requires
federal financial institutions regulatory agen-appraisals performed in connection with feder
cies, adopted regulations to implement the statlly related transactions entered into aftel
ute’s title Xl provisions (12 U.S.C. 3310, 3331-August 9, 1990, to comply with the regulation.
3351, and 1844(b)) relating to the performanc®eal estate—related financial transactions enter:
and use of appraisals by federally regulatethto before August 9, 1990, would have had tc
financial institutions. On June 7, 1994, thecomply with the Board’'s supervisory guide-
Board and the federal financial institutions regutines, issued in 1987, as well as with safe ant
latory agencies adopted several amendments sound banking practices. Transactions ar
their appraisal regulations to clarify the agendeemed to have been entered into and a loan
cies’ appraisal requirementsAdditionally, the deemed to have been originated if there was
Board revised its guidelines for real estatéinding commitment to perform before the
appraisal and evaluation programs in Septeneffective date. The requirement to use a state
ber 1992 and October 1994. (See SR-94-5@ertified or -licensed appraiser has a separa
SR-94-55, SR-95-16, SR-95-27, and SR-95-3gffective date, December 31, 1992.
(SuP).)

The intent of title XI of FIRREA and sub-
part G of the Board's Regulation Y (12 CFR2231 0.1 APPRAISAL AND
225) is to protect federal financial and public VAL.U.ATION POLICY
policy interests in real estate—related financial
transactions requiring the services of any

aporaiser. The statute requires that real est banking organization’s board of directors is
ppraiser. u qui altgsponsible for adopting policies and procedure

ﬁ&%’:ﬁfﬂgigﬁgggg anc\j/rgln%, dl|r\]/ igﬁg?:ﬁ?ﬁﬁat establish effective real estate appraisal ar
’ y evaluation programs. Analyzing real estate col

demonstrated competency and whose P'Qateral at a loan’s inception and over its life

fessional conduct is subject to EffeCtIVerequiresasufﬁcient understanding of appraisal

Supervision. and evaluations to fully assess credit risk. While

Title XI permitted each state to establish 3he appraisal plays an important role in the

program for certifying and licensing real eStanoan-approval process, undue reliance shoul

appraisers th are quallfled to perform appPraig;o; pe placed on the collateral value in lieu of ar
als in connection withfederally related trans-

actions? Additionally, title XI designated the

- _ involving (1) the sale, lease, purchase, investment in, o
1. The appralsal_standards for federally related transactions.change of real property, including interests in property
are found in sections 225.61 to 225.67 of subpart G oy the financing thereof; (2) the refinancing of real property or
Regulation Y. Section 225.63 was amended, effective DeceMnterests in real property: or (3) the use of real property ol
ber 28, 1998, to exclude from the Board’s appraisal requirepterests in property as security for a loan or investment
ments transactions that involve underwriting or dealing ir\ncluding mortgage-backed securities.
mortgage-backed securities. The amendment permits bank3  states have the flexibility to adopt an earlier implemen:
holding company subsidiaries engaged in underwriting anghtion date regarding state requirements that an appraiser |
dealing in securities to underwrite and deal in mortgagecertified or licensed to perform an appraisal within his or her
backed securities without demonstrating that the loans undegtate. Financial institutions doing business in a state that h
lying the securities are supported by appraisals that meet thg, earlier effective date for mandatory use of a certified of

Board's appraisal requirements. See 1999 FRB 50. licensed appraiser than the federally mandated effective da
2. Federally related transactiomefers to any real estate— il have to abide by any state laws.

related financial transaction entered into on or after August 9,
1990, that (1) the Board or any regulated institution engages
in or contracts for and (2) requires the services of an appraisdBHC Supervision Manual December 2000
A real estate—related financial transactié® any transaction Page 1
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adequate assessment of the borrower’s repay-
ment ability. However, when a credit becomes
troubled, the primary source of repayment often
shifts from the borrower’s capacity to repay to
the value of the collateral. For these reasons, it
is important to have sound appraisal policies
and procedures.

2231.0.1.1 Appraisal and Evauation
Programs

The appraisal and evaluation programs should
be tailored to the lender’s size, its location, and
the nature of itsreal estate market and attendant
real estate—related activity. These programs
should establish prudent standards and proce-
dures which ensure that written appraisals or
evaluations are obtained and analyzed for real
estaterelated financial transactions before a
final credit decision is made.

Appraisal and evaluation programs should
also establish the manner in which the ingtitu-
tion selects, evaluates, and monitors individuals
who perform real estate appraisals or evalua
tions. Key elements of the programs should
ensure that individuals are fairly considered for
the assignment, possess the requisite expertise
to satisfactorily complete the assignment, hold
the proper state certification or license if appli-
cable, and are capable of rendering a high-
quality, written appraisal or evaluation.

2231.0.1.2 Red Estate Appraisa
Compliance Procedures

To ensure compliance with the Board's red
estate appraisal regulation and supervisory
guidelines, the banking organization should
have established regulatory compliance proce-
dures for al appraisals and evaluations. The
compliance review may be part of a loan offi-
cer's overal credit analysis and may take the
form of a narrative or checklist. The individual
who prepared the appraisal or evaluation should
take corrective action for noted deficiencies.
Unreliable appraisals or evaluations should be
replaced before the final credit decision. Formal
documentation or evidence of the review should
be maintained.

Additionally, a banking organization should
have comprehensive analytical procedures that
focus on certain types of loans, such as large-
dollar credits, loans secured by complex or spe-
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cialized properties, nonresidential construction
loans, or out-of-areareal estate |oans. The bank-
ing organization should establish criteria for
identifying which appraisals should be consid-
ered for more comprehensive analytical proce-
dures. These comprehensive analytical proce-
dures should be designed to verify the
appropriateness of the methods and approaches
used in the appraisal and assess the reasonable-
ness of the appraiser’s analysis, opinions, and
conclusions.

Formal documentation to support the compre-
hensive analytical procedures should be main-
tained. An individual performing this anaysis,
either an employee of the banking organization
or an outside consultant, should have rea
estate—related training or experience and be
independent of the transaction. The individual
may not change the appraisal’s or evaluation's
estimate of value as a result of the review—
unless that person is appropriately licensed or
certified and performs the review according to
procedures in the Uniform Standards of Profes-
sional Appraisal Practice (USPAP), standard 3.

2231.0.1.3 Reappraisals and
Reevaluations

A program should be developed for obtaining
reappraisals or reevaluations as part of a pro-
gram of prudent portfolio review and monitor-
ing techni ques—even when additional financing
is not being contemplated. Examples include
large-credit exposures and out-of-area loans.
The decision to reappraise or reevaluate the real
estate collateral for a subsequent transaction
should be guided by the appraisal exemption for
renewals, refinancings, and other subseguent
transactions. Loan workouts, debt restructur-
ings, loan assumptions, and similar transactions
involving the addition or substitution of borrow-
ers may qualify for the exemption for renewals,
refinancings, and other subsequent transactions.
Use of this exemption, however, depends upon
the condition and quality of the loan, the sound-
ness of the underlying collateral, and the valid-
ity of the existing appraisa or evaluation.

A loan may be renewed or refinanced based
on avalid appraisal or evaluation if the planned
future use of the property is consistent with the
use identified in the appraisa or evaluation.
However, if the property has reportedly appreci-
ated because of a planned change in use, such as
rezoning, an appraisal would be required for a
federally related transaction—unless another
exemption applied (for example, if the amount
financed is below the appraisal threshold).
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While the Board's appraisal regulation gener- 1.
ally allows appropriate evaluations of real estate?2.
collateral in lieu of an appraisal for loan renew-
als and refinancings, in certain situations an3.
appraisal is required. If new funds in excess of 4.
reasonable closing costs are advanced, a new
appraisal for the renewal of an existing trans- 5.
action should be obtained when there is a mate-
rial change in market conditions that threatens
the banking organization’s real estate collateral
protection.

For loan workouts, a reappraisal or reevalua-6.
tion may be prudent, even if it is obtained after
the modification. If there is an expected delay in
obtaining the appraisal or evaluation, the bank-7.
ing organization should first protect its interest
to facilitate the orderly collection of the loan or
to reduce the risk of loss. In a troubled-loan
situation, a reappraisal would not be required
when a banking organization advances funds to
protect its interest in a property, such as to
repair damaged property, because these funds
are being used to restore the damaged property
to its original condition.

Real estate posted as collateral that has been
acquired by a banking organization through 8.
foreclosure or deed in lieu of qualifies for the
appraisal exemption for subsequent transactions.
Therefore, the banking organization is only
required to have an evaluation but may first
initiate the foreclosure proceedings to protect its
collateral interests before obtaining the evalua-
tion. Because the sale or disposal and the financ-
ing of the sale of other real estate owned
(OREO) do not arise from an existing extension 9.
of credit, these OREO transactions do not
qualify for the appraisal exemption. Thus, a

banking organization is required to have a valid.O.

appraisal to support the sale of OREO unless the
transaction qualifies for another appraisal

exemption. If the banking organization already

has a valid appraisal (or an evaluation) of the

real estate, it need not obtain a new appraisal.

2231.0.2 TRANSACTIONS NOT
REQUIRING THE SERVICES OF A
LICENSED OR CERTIFIED
APPRAISER

4.
extension of credit under consideration. For a pool of loans o

the transaction valdés $250,000 or less;

a lien on real property has been taken a
collateral in an abundance of caution;

the transaction is not secured by real estat
a lien on real estate has been taken fc
purposes other than the real estate’s value;
the transaction is a business loan that has
transaction value of $1 million or less and is
not dependent on the sale of, or renta
income derived from, real estate as the pri
mary source of repayment;

a lease of real estate is entered into, unles
the lease is the economic equivalent of e
purchase or sale of the leased real estate;
the transaction involves an existing exten
sion of credit at the lending institution, pro-
vided that there has been no obvious an
material change in market conditions or
physical aspects of the property that threat
ens the adequacy of the institution’s real
estate collateral protection after the transac
tion, even with the advancement of new
monies, or there is no advancement of nev
monies, other than funds necessary to cove
reasonable closing costs;

the transaction involves the purchase, sals
investment in, exchange of, or extension o
credit secured by a loan or interest in a loan
pooled loans, or interests in real property
including mortgage-backed securities, anc
each loan or interest in a loan, pooled loan
or real property interest met the Board's
regulatory requirements for appraisals at th
time of origination;

the transaction is wholly or partially insured
or guaranteed by a U.S. government agenc
or U.S. government-sponsored agency;
the transaction either qualifies for sale tc
a U.S. government agency or U.S.
government-sponsored agency, or involve
a residential real estate transaction in whicl
the appraisal conforms to the Federa
National Mortgage Association or Federal
Home Loan Mortgage Corporation
appraisal standards applicable to that cate
gory of real estate;

Transaction valués defined as the amount of the loan or

a mortgage-backed security, the transaction value is th

. . amount of each individual loan. In determining transaction
The Board has determined that certain Categ%\lue, the senior and junior debt are considered separa

ries of real estate—related financial transactiongnsactions under the appraisal rule. However, a series «
do not require the services of a certified orelated transactions will be considered one transaction if i

licensed appraiser and, as such, are not consi
ered federally related transactions.

fppears that an institution is attempting to avoid the apprais:
requirement by structuring the transactions below the
appraisal threshold.

Transactions not requiring the services of a

certified or licensed appraiser include transa®HC Supervision Manual

tions in which—

June 1999
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11. the regulated institution is acting in a fidu- For a multiphased development or construc-
ciary capacity and is not required to obtairtion loan, the appraisal of an earlier phase can-
an appraisal under any other law; not be used for a new phase due to the change in

12. the transaction involves underwriting orrisk. However, if the original appraisal was pre-
dealing in mortgage-backed securitfes; pared for all phases of the project, the project

13. the Board determines that the services of amppraisal may be used if the appraisal’s value
appraiser are not necessary to protect feder the new phase is still valid at the time
eral financial and public policy interests inadditional credit is extended.
real estate—related financial transactions or

to protect the safety and soundness of the
institution. 2231.0.4 USEFUL LIFE OF AN

APPRAISAL

For transactions below the appraisal thresh- . o .
old, qualifying for the $1 million or less Since a banking organization may wish to use
business-loan exemption, or qualifying for thed €xisting appraisal or evaluation for a subse-
existing extension-of-credit exemption, theduént loan or investment, its appraisal and
Board still requires an appropriate evaluation ofvaluation program should include criteria to
the real property collateral that is consistenflétermine the validity of an existing appraisal or
with safe and sound banking practices. evaluation. The useful life of an appraisal will

The Board reserves the right to require aYa' depending on the circumstances surround-
appraisal on an exempt transaction whenever g the property and the marketplace. When
is necessary to address safety-and-soundned@ciding if an appraisal or evaluation may be
concerns. Whether a banking organization wilkSed for a subsequent transaction, a banking
be required to obtain an appraisal for a particuorganlzatlon should dete:rmme if any material
lar transaction or an entire group of credits willchanges to the underlying assumptions have
depend on its condition. For example, if a bankoccurred that would affect the original estimate

ing organization is in troubled condition that is©f value. _
attributable to underwriting problems in its real Examples of factors that could cause material

estate loan portfolio, the Board may require th€hanges to reported values include the passage
banking organization to obtain an appraisal foPf time; the volatility of the local market; the

all new transactions below the threshold. How&Vvailability of financing; the inventory of com-
ever, regardless of a banking organization’s corR€ting properties; new improvements to, or lack
dition, an examiner may require an appraisal fopf maintenance of, the subject or competing,
a particular real estate—related transaction teurrounding properties; a change in zoning; or

address safety-and-soundness concerns. environmental contamination. The banking
organization should document its information

sources and analyses used to determine if an
2231.0.3 OBTAINING AN APPRAISAL existing appraisal or evaluation remains valid. It
should also document whether the banking orga-

The banking organization or its agent is resporjization will be using that appraisal or evalua-
sible for engaging the appraiser and must havigg, in a subsequent transaction.

sufficient time to analyze the appraisal as part of
its decision process to enter into the transaction.
A banking organization may not accept an
appraisal prepared for a potential borrower a
the appraisal for a federally related transactior.

An appraisal obtained by a financial services

institution may be used by a federally regulated "€ Objective of an appraisal is to communicate
institution so long as procedures have beeH1® @ppraiser's reasoning and conclusions logi-

established for reviewing appraisals, the revie@!ly SO that the reader is led to the appraiser's
gstimation of market value. The contents of
tion's requirements, and the review is docu@PPraisals should conform to the standards of
mented in writing. the Board’s appraisal regulation and to those
established in USPAP as promulgated by the

Appraisal Standards Board of the Appraisal

231.0.5 APPRAISAL
EQUIREMENTS

5. This Regulation Y exemption from the Board'’s appraisal

standards was effective on December 28, 1998. Foundation. _The actual form, length, and_ con-
tent of appraisal reports may vary, depending on
BHC Supervision Manual June 1999 the type of property being appraised and the

Page 4 nature of the assignment. Standard forms com-
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pleted in compliance with the regulation andshould realize that as the degree of departur

USPAP are also acceptable.

increases, the extent of reliability of the limited

appraisal decreases, resulting in a higher leve
of risk.

2231.0.5.1 Appraisal Standards

The minimum standards for appraisals per:
formed in connection with federally related

transactions are those set forth in USPAP, as ) ) .
well as any other standards that the Board deenid'e appraisal report usually includes a disclo

necessary. In summary, an appraisal must—

1.

2231.0.5.3 Appraisal Reports

sure of sales history and an opinion as to th

highest value and best use of the property. Afte
conform to the generally accepted apprais&'eParing a report, appraisers must certify that—

standards as evidenced by USPAP, unless
principles of safe and sound banking requir
compliance with stricter standards; 2

. be written and contain sufficient information3-

and analysis to support the banking organiza-
tion’s decision to engage in the transaction;

. analyze and report appropriate deductions i )
p. they have complied with USPAP,

and discounts for proposed construction o
renovation, partially leased buildings, non-5-
market lease terms, and tract developments
with unsold units; 7.

. be based on the definition of market value as

d. statements of fact are true and correct,
. limiting conditions have been disclosed,

they have no interest (present or future) ir
the transaction or property,

4. compensation is not contingent on renderin

a specified value,

an inspection of the property was or was no
performed, and

assistance was or was not received in th
preparation of the appraisal.

set forth in the regulation; and ]
5. be performed by state-licensed or -certified 1hree different report formats can be used fo

appraisers in accordance with the require€ither the complete or the limited appraisa
ments in the regulation. assignment: a self-contained report, a summa

report, and a restricted report. Since USPAF

The Board’s appraisal regulation also permit§€duires all appraisal reports to encompass &
banking organizations to use appraisals predspects of the assignment, reports will diffes
pared according to the USPAP Departure Provfased on the degree of detail presented. Tt
sion, which permits limited exceptions to “spe-Self-contained appraisal report provides the mo:
cific guidelines” in USPAP. Appraisers using detail; the summary appraisal report condense
the Departure Provision still must comply withthe information; and the restricted appraisa
all “binding requirements” of USPAP and must réport presents minimal information, with sup-
be sure that the resulting appraisal will not borting details maintained in the appraiser’s

misleading. work files. _ .
The restricted report is not appropriate for &

significant number of federally related transac
tions because the minimal amount of informa:
) o tion limits the usefulness of the document for
A banking organization may engage annderwriting, compliance, and other decision:
appraiser to perform an appraisal assignmenfaking purposes. However, a restricted repol
either a complete or a limited appraisal. In anight be used when providing ongoing collat-
complete appraisal assignment, an apprais@fa| monitoring of a banking organization’s real
must meet all USPAP standards and guidelingsstate transactions and under other circur
in estimating market value. In a limited stances when a banking organization’s prograr
appraisal assignment, the appraiser elects {@quires an evaluation.

depart from certain specific guidelines by invok-

ing the Departure Provision. Before beginning

the appraisal, the appraiser must obtain thg231.0.5.4 Appraisal Content

banking organization’s concurrence that the use

of the Departure Provision is appropriate for therhe appraisal must reflect a market value of th

transaction. The appraiser must ensure that thga| estate. The regulation defines market valu
resulting appraisal report will not mislead the

banking organization or other intended users GHC Supervision Manual
the appraisal report. The banking organization

2231.0.5.2 Appraisal Assignment

June 1999
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as the most probable price that a property shoulof the property is the personal residence of the
bring in a competitive and open market undepwner. However, if a single-family residential
all conditions requisite to a fair sale, the buyeiproperty is intended to be used as a rental prop-
and seller each acting prudently and knowledgeerty, the appraiser would have to consider the
ably, and assuming the price is not affected byncome approach as well as the cost and
undue stimulus. Implicit in this definition is the comparable-sales approaches. For special-use
consummation of a sale as of a specified dateommercial properties, the appraiser may have
and the passing of title from the seller to thedifficulty obtaining sales data on comparable
buyer under conditions whereby— properties and may have to base the value esti-
mate on the cost and capitalization of income
1. the buyer and seller are typically motivated, approach. If an approach is not used in the
2. both parties are well informed or well appraisal, the appraiser should disclose the rea-
advised and acting in what they consideson the approach was not used and whether this
their own best interests, had an impact on the value estimate.
3. areasonable time is allowed for exposure in
the open market,
4. payment is made in terms of cash in U.S2231.0.6.1 Value Correlation
dollars or in terms of financial arrangements
comparable thereto, and The three value estimates—cost, market, and
5. the price represents the normal consideratidncome—must be evaluated by the appraiser
for the property sold, unaffected by speciabnd correlated into a final value estimate based
or creative financing or sales concessionsn the appraiser's judgment. Correlation does
granted by anyone associated with the sale.not imply averaging the value estimates
obtained by using the three different approaches.
To properly underwrite a construction loan, aVhen these value estimates are relatively close
banking organization may need to know theaogether, correlating them and setting the final
prospective value of a property and its markemarket-value estimate presents no special
value as of the appraisal date. Prospective valygoblem. However, if widely divergent values
is based on events yet to occur, such as complare obtained by using the three appraisal
tion of construction or renovation, reaching staapproaches, the appraiser must exercise judg-
bilized occupancy, or some other event yet to benent in analyzing the results and determining
determined. Thus, more than one value may biie estimate of market value.
reported in an appraisal as long as all values are
clearly described and reflect the projected dates
when future events could occur. Assumption$231.0.6.1.1 Cost Approach
and projections used to develop prospective
value estimates must be fully supported anth the cost approach to value estimation, the
reasonable in light of current market conditionsappraiser obtains a preliminary indication of
value by adding the estimated depreciated repro-
duction cost of the improvements to the esti-
2231.0.6 APPRAISAL VALUATION mated land value. This approach is based on
APPROACHES the assumption that the reproduction cost is
the upper limit of value and that a newly con-

The appraiser typically uses three market-valugtructed building would have functional and

approaches to ana|yze the value of property: mechanical ad\{antages over an eXisting build-
ing. The appraiser would evaluate any depre-

1. cost approach ciation, that is, disadvantages or deficiencies, of
2. comparable-sales approach the existing building in relation to a new
3. capitalization-of-income approach structure.

The cost approach consists of four basic

All three approaches have particular merit$teps: (1) estimate the value of the land as
depending on the type of real estate beinghough vacant, (2) estimate the current cost of
appraised. For single-family residential propfeproducing the existing improvements, (3) esti-
erty, the cost and comparable-sales approachgite depreciation and deduct from the

are most frequently used since the common ugéproduction-cost estimate, and (4) add the esti-
mate of land value and the depreciated repro-

BHC Supervision Manual June 1999 duction cost of improvements to determine the
Page 6 value estimate.
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2231.0.6.1.2 Comparable-Sales Approach parable properties. Historical trends in these
expense items are also determined.
The focus of this approach is to determine th&. Timeframe for achieving “stabilized” or nor-
recent sales price of similar properties. Through mal occupancy and rent levels (also referre
an appropriate adjustment for differences in the to as holding period).
subject property and the selected comparable An appropriate capitalization rate and valua
properties, the appraiser estimates the market tion technique, selected and applied to ne
value of the subject property based on the sales income to establish a value estimate.
price of the comparable properties. To deter-
mine the extent of comparability of two or more  Basically, the income approach converts al
properties, the appraiser must judge their simiexpected future net operating income into
larity with respect to age, location, condition,value estimate. When market conditions are
construction, layout, and equipment. The salestable and no unusual patterns of future rent
or list price of those properties that the appraisesnd occupancy rates are expected, the direc
determines to be most comparable will tend teapitalization method is used to value income
set the range for the value of the subjecproperties. This method calculates the value of
property. property by dividing an estimate of its stabilized
annual income by a factor called a “cap” rate.
Stabilized income generally is defined as the
2231.0.6.1.3 Income Approach yearly net operating income produced by the
property at normal occupancy and rental rates;
The income approach estimates the project'may be adjusted upward or downward from
expected income over time converted to an estioday’s actual market conditions. The cap rate—
mate of its present value. The income approachsually defined for each property type in a mar
typically is used to determine the market valueet area—is viewed by some analysts as th
of income-producing properties such as officeequired rate of return stated in terms of curren
buildings, apartment complexes, hotels, anthcome.
shopping centers. In the income approach, the The use of this technique assumes that eithe
appraiser can use several different capitalizatiothe stabilized income or the cap rate, used acct
or discounted-cash-flow techniques to arrive at gately, captures all relevant characteristics of th
market value. These techniques include thgroperty relating to its risk and income poten-
band-of-investments method, mortgage-equityial. If the same risk factors, required rate of
method, annuity method, and land-residual techreturn, financing arrangements, and income prc
nique. The use of a particular technique williections are used, explicit discounting and direc
depend on whether there is project financingecapitalization will yield the same results.
there are long-term leases with fixed-level pay- For special-use properties, new projects, o
ments, and the value is being rendered for goubled properties, the discounted-cash-flov
component of the project such as land ofnet present value) method is the more typica
buildings. approach to analyzing a property’s value. In this
The accuracy of the income approachmethod, a timeframe for achieving a stabilizec
depends on the appraiser’s skill in estimatingr normal occupancy and rent level is projected
the anticipated future net income of the propertach year's net operating income during tha
and in selecting the appropriate capitalizatioperiod is discounted to arrive at the presen
rate and method. The following data arevalue of expected future cash flows. The proper
assembled and analyzed to determine potentigl's anticipated sales value at the end of the
net income and value: stabilization period (its terminal or reversion
value) is then estimated. The reversion valu
1. Rent schedules and the percentage @épresents the capitalization of all future income
occupancy for the subject property and foistreams of the property after the projected occu
comparable properties for the current yeapancy level is achieved. The terminal or rever:
and several preceding years. This informasijon value is then discounted to its present valu
tion provides gross rental data and the trengind added to the discounted income stream |
of rentals and occupancy, which are themrrive at the total present market value of the
analyzed by the appraiser to estimate thproperty.
gross income the property should produce.  Most importantly, the analysis should be
2. Expense data such as taxes, insurance, and
operating costs being paid from revenueHC Supervision Manual June 1999
derived from the subject property and com- Page 7
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based on the ability of the project to generatd.
income over time based on reasonable and

supportable assumptions. Additionally, the dis-

count rate should reflect reasonable expectations
about the rate of return that investors require
under normal, orderly, and sustainable market
5. Assessed valuepresents the value on which

conditions.

2231.0.7 OTHER DEFINITIONS OF
VALUE

The Board’s appraisal regulation requires that
the appraisal contain a market value of the red.
estate collateral. Some other definitions of value
that are encountered when appraising and evalu-
ating real estate transactions are described

below.

1. Fair valueis an accounting term that is gen-

erally defined as the amount in cash or cash-
equivalent value or other consideration that a

real estate parcel would yield in a current
sale between a willing buyer and a willing
seller (selling price), other than a forced or
liquidation sale® According to accounting

literature, fair value is generally used in
valuing assets in nonmonetary trans-
actions, troubled-debt restructuring, quasi-

Going-concern valué based on the value of
the business entity, rather than the value of
the real estate. The valuation is based on the
existing operations of a business that has a
proven operating record, with the assumption
that the business will continue to operate.

a taxing authority bases its assessment. The
assessed value and market value may differ
considerably due to tax assessment laws, tim-
ing of reassessments, and tax exemptions
allowed on properties or portions of a
property.

Net realizable value (NRVjs recognized
under generally accepted accounting prin-
ciples as “the estimated selling price in the
ordinary course of business less estimated
costs of completion (to the stage of comple-
tion assumed in determining the selling
price), holding, and disposal.” The NRV is
generally used to evaluate the carrying
amount of assets being held for disposition
and properties representing collateral. While
the market value or future selling price is
generally used as the basis for the NRV
calculation, the NRV also reflects the current
owner's costs to complete the project and to
hold and dispose of the property. For this
reason, the NRV will generally be less than

reorganizations, and business combinations the market value.

accounted for by the purchase method. An

accountant generally defines fair value as The appraiser should state the definition of
market value; however, depending on thevalue reported in the appraisal, and, for feder-
circumstances, these values may not be thally related transactions, the value must meet
same for a particular property. the definition of market value in the regulation.

. Investment valugs based on the data andThis is the most probable price that a property
assumptions that meet a particular investor'should bring in a competitive and open market
criteria and objectives for a specific propertyunder all conditions requisite to a fair sale,
or project. The investor’s criteria and objec-assuming the buyer and seller are both acting
tives are often substantially different thanprudently and knowledgeably, and the price is
those of participants in a broader marketnot affected by undue stimulus. Other presenta-
Thus, investment value can be significantlytions of value, in addition to market value, are
higher than market value in certain circum-allowed and may be included in the appraisal at
stances and should not be used in credithe request of the banking organization.
analysis decisions.

. Liquidation valueassumes that there is little
or no current demand for the property and2231.0.8 EVALUATION
that the property needs to be disposed dREQUIREMENTS
quickly. In this situation, the owner may
have to sacrifice property appreciation for aiThe Board's appraisal regulation requires an
immediate sale. evaluation for certain real estate—related finan-

cial transactions that are exempt from the title

—_— . X| appraisal requirement. These transactions
6. FASB Statement No. 67, “Accounting for Costs andindude_
Initial Rental Operations of Real Estate Projects,” Appen-

dix A—Glossary.

7. FASB Statement No. 67, “Accounting for Costs and
Initial Rental Operations of Real Estate Projects,” Appen-
dix A—Glossary.

BHC Supervision Manual June 1999
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. transactions below the $250,000 threshold; in more complex real estate—related financia
. transactions qualifying for the exemption fortransactions or as its overall exposure in a rez
business loans of $1 million or less, whenestate—related financial transaction increases.
rental income or sales proceeds from real An evaluation for a transaction that needs ¢
estate is not the primary source of repaymore detailed analysis should describe the proy
ment; and erty; give its location; and discuss its use, espe
3. subsequent transactions resulting from aaially for nonresidential property. An evaluation

existing extension of credit (for example,for a transaction that requires a less detaile
renewals and refinancings). analysis may be based on information such a
comparable property sales information from
An evaluation should provide a general estisales-data services (for example, the multiple
mate of the value of the real estate and need nbisting service or current tax-assessed value i
meet the detailed requirements of a title Xlappropriate situation$)Further, an evaluation
appraisak An evaluation must provide appro-may be based on the banking organization’
priate information to enable the banking organiown real estate loan portfolio experience and o
zation to make a prudent decision regarding thealue estimates prepared for recent loans o
transaction. Moreover, a banking organizatioromparable properties, when appraisals meetir
is not precluded from obtaining an appraisal thathe regulatory requirements were obtained
conforms to the regulation for any exemptRegardless of the method, the banking organiz:
transaction. At a minimum, an evaluationtion must document its analysis and findings ir
should— the loan file.

N -

1. be written;
2. include the preparer's name, address, are231.0.9 SELECTION AND
signature, and the effective date of theQUALIFICATIONS CRITERIA FOR

evaluation; APPRAISERS AND EVALUATORS
3. describe the real estate collateral, its condi-
tion, and its current and projected use; The accuracy of an appraisal or evaluatior
4. describe the sources of information used inlepends on the competence and integrity of th
the analysis; individual performing the appraisal or evalua-
5. describe the analysis and supporting informaion, as well as on that person’s expertise a
tion; and developing and interpreting pertinent data fol
6. provide an estimate of the real estate’s mathe subject property. Appraisers and evaluator
ket value, with any limiting conditions. should have adequate training, experience, ar

knowledge of the local real estate market tc
make sound judgments concerning the value c
2231.0.8.1 Form and Content of a particular property. Their level of training,
Evaluations experience, and knowledge should be commer
surate with the type and complexity of the prop-
The documentation for evaluations should fullyerty to be valued. Additionally, appraisers anc
support the estimate of value and include suffievaluators should be independent of the cred
cient information to understand the evaluator'slecision, have no interest in the property bein
analysis, assumptions, and conclusions. Thappraised, and have no affiliations or associe
evaluator is not required to use a particular forntions with the potential borrower. Absent abso-
or valuation approach, but the analysis shoultute lines of independence, a banking organiza
apply to the type of property and fully explaintion must be able to demonstrate that it ha
the value rendered. prudent safeguards in place to isolate its
An individual who conducts an evaluationcollateral-evaluation process from influence ol
should have real estate—related training or expénaterference from the loan-production process.
rience relevant to the type of property. However,
t_he individual dqes not ha_ve to be a state- 9. Assessed values for tax purposes may be a specifie
licensed or -certified appraiser. Prudent pradraction of market value, as determined by the tax assessc
tices require that a more detailed evaluation b&herefore, tax-assessed values should be adjusted to a mark

performed as the banking organization engageﬁglue equ_lvalent. In cases where the assessed value does
ave a reliable correlation to current value, the use of assess

value would be inappropriate as the basis for an evaluation.

8. An appraisal means the kind of specialized opinion on T
the value of real estate that contains certain formal elemen8HC Supervision Manual June 1999
recognized by appraisal industry practices and standards. Page 9
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2231.0.9.1 Appraiser Qualifications approved appraiser list. The practice of pre-
approving appraisers for ongoing appraisal work
Title XI of FIRREA identified two classifica- and maintaining an approved appraiser list is
tions of appraisers to be used in federally relatedcceptable so long as all appraisers are required
transactions: state-certified appraisers ani follow the same approval process. However,
state-licensed appraisers. For a state-certifietl banking organization that requires appraisers
appraiser, title XI anticipated that the statesvho are not members of a particular appraisal
would adopt similar standards for certificationorganization to formally apply, pay an applica-
based on the qualification criteria of thetion fee, and submit samples of previous
Appraiser Qualifications Board of the Appraisalappraisal reports for review—but does not have
Foundation. The Appraisal Foundation stanidentical requirements for appraisers who are
dards set forth minimum educational, testingmembers of other appraisal organizations—
experience, and continuing-education requirewould be viewed as having a discriminatory
ments. For a licensed appraiser, the states hasgelection process.
some latitude to establish qualification stan-
dards, provided criteria are adequate to protect
federal financial and public policy interest. 2231.0.9.3 Appraisals Performed by
The Appraisal Subcommittee of the FFIEC isCertified or Licensed Appraisers
responsible for monitoring state compliance
with title XI. The Board also has the authority toln summary, a banking organization is required
impose additional certification and licensingto use a certified appraiser for (1) all federally
requirements on those adopted by a given stateelated transactions over $1 million, (2) nonresi-
dential federally related transactions of more
than $250,000, and (3) complex residential fed-
2231.0.9.2 Selection of an Appraiser erally related transactions of more than
$250,000'° A banking organization may use
An independent appraisal is one in which theither a state-certified or a state-licensed
appraiser is not participating in the admini-@Ppraiser for noncomplex residential federally
stration of the credit or in the approval of therelated transactions that are under $1 million.
transaction and has no interest, financial or oth-
erwise, in the property. In certain instances . . .
involving small banking organizations, officers2231.0.9.4 Other Appraiser Designations
and directors who perform appraisals must

take appropriate steps to ensure that they afPme states have adopted other appraiser desig-
independent from the transaction undepations that may cause confusion about whether

consideration. a particular appraiser holds the appropriate des-

When se|ecting an appraiser for an appraiS@natlon for a given appralsal a_SSIgn_ment. Addi-
assignment, a banking organization is expectePnally, some states use designations such as
to consider whether the individual holds the'certified residential” appraiser and “certified
proper state certification or license and has th@eneral” appraiser, which leads to further con-
appropriate experience and educational backusion. Other states have no specified license
ground to complete the assignment. Financidlesignation but have used the term “certified
institutions may not exclude a qualifiedresidential” based on the standards for licens-
appraiser from consideration for an appraisdnd- For this reason, a banking organization
assignment solely because the appraiser lacR§€ds to understand the qualification criteria set
membership in a particular appraisal organizaforth by the state appraiser regulatory body and
tion or does not hold a particular designatiovhether these standards are equivalent to the
from an appraisal association, organization, ofederal designations accepted by the Appraisal
society. Subcommittee. . .

In that regard, banking organizations are The Appraisal Subcommittee has recognized
expected to treat all appraisers fairly and equitWo other appraiser designations: certified resi-
tably in determining whether to use the service§ential appraiser and transitional licensed
of a particular appraiser. Generally, bankingPPraiser. For the certified residential appraiser,
organizations have established procedures féi€ minimum qualification standards are those
selecting appraisers and maintaining an

. 10. Complex one- to four-family residential property
BHC Supervision Manual June 1999 appraisal means one in which the property to be appraised, the
Page 10 form of ownership, or the market conditions are atypical.
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established by the Appraiser Qualificationsas part of the inspection of the organization’s
Board for “certified residential real estateoverall activities. This includes a review of the
appraiser.” Under the Board'’s regulation, a cerprocedures for selecting an appraiser for a pal
tified residential appraiser would be permitted tdicular appraisal or evaluation assignment an
appraise real estate in connection with a fedefer confirming that the appraiser is qualified,
ally related transaction designated for a “certiindependent, and if applicable, licensed or certi
fied” appraiser, provided the individual is com-fied to undertake the assignment. If an institu
petent for the particular appraisal assignment. tion maintains a listing of qualified real estate
The Appraisal Subcommittee and the Boardppraisers acceptable for the banking organiz:
are also willing to recognize a transitionaltion’s use, the examiner should ascertair
license that would allow a state to issue a licens&hether the board of directors or senior manage
to an appraiser, provided the individual hasnent has reviewed and approved the list.
passed an examination and has satisfied either|f a banking organization is in troubled condi-
the education or experience requirement. A trartion that is attributable to underwriting prob-
sitional licensed appraiser is permitted tdems in its real estate loan portfolio, the Boarc
appraise real estate collateral in connection witmay require the banking organization to obtair
afederally related transaction as if licensed. Theppraisals for all new real estate—related finar
transitional licensed appraiser is expected toial transactions below the threshold that are nc
complete the missing requirement within a sesubject to another exemption. The Reserve Bar
timeframe or the license expires. Recognition ofvill determine if a particular banking organiza-
a transitional license was believed to be necesion will have to obtain appraisals below the
sary to ease the initial problems and inefficienthreshold.
cies resulting from a new regulatory program. When analyzing individual credits, examiners
The Appraisal Subcommittee has advised th@ill analyze appraisals or evaluations to deter
states that the use of the transitional licensagine that the methods, assumptions, findings
should be phased out once the appraiser reguland conclusions are reasonable and comply wit
tory program is fully established. As a resultthe Board's rule, policies, and supervisory
the use of a transitional license and the applicaguidelines. Examiners should not challenge th
ble timeframe will vary from state to state. underlying assumptions, including the discoun
and capitalization rates used in appraisals, th:
differ only in a limited way from norms that
would generally be associated with the propert
under review. Furthermore, an examiner is no
rRound to accept the appraisal or evaluatiol

person who has experience in real estate—relat %lejﬁiigigzxglsei ojgys?;éhgaﬁnne%:pggz?#
activities, including, but not limited to, apprais- . q 9 €

als, real estate lending, real estate consultin jon. Anl examlmler yvho_cogcflyc;les Ehat an

and real estate sales. A banking organizatio ppraisal or evaluation s deficient for any
S . . reason will take that fact into account when

may also augment in-house expertise by hll’lr:]ﬂjd ina the quality of the credit

an outside consultant familiar with a certai V?/hg thq YO .t blish that th

market or a particular type of real estate. The en the examner can establis at th

evaluation procedures should have establish derlying facts or assumptions are inappropri

standards for selecting qualified individuals tte and can support alternative assumptions, |

perform evaluations and for confirming their®" she may adjust the estimated value of th

qualifications and independence to evaluate %ﬁf’?gyﬂ ngd!t-:ntilgflzﬁuépgﬁié ':,'S '(;nz?;'l
particular transaction. An individual performing nalvsi n% |S|z ification fx : ditSmV b
an evaluation need not be licensed or certifietﬁ alysis and classitication of a cre ay De

2231.0.9.5 Qualifications of Individuals
Who Can Perform Evaluations

Evaluations can be performed by a compete

-Based on other credit or underwriting standards

However, if a banking organization desires, i n if the loan | red by real bropert
may use state-licensed or -certified appraisers fo/S" " th€ loan IS secured by real property
whose value is supported by an appraisal c

prepare evaluations. .
evaluation.

Significant failures to meet standards and pro
2231.0.10 EXAMINER REVIEW OF cedures as outlined above will be criticized anc

APPRAISAL AND EVALUATION corrective action will be required. Furthermore,
POLICIES banking organizations that fail to maintain a
A banking organization’s appraisal and evalBHC Supervision Manual June 1999

uation policies and procedures will be reviewed Page 11
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sound appraisal or evaluation program or tha2231.0.12 INSPECTION PROCEDURES
fail to comply with the agencies’ appraisal regu-
lations and policies, or to the Board’s supervi-l. Test real estate—related financial transactions
sory guidelines, will be cited in inspection
reports and may be criticized for unsafe and
unsound banking practices. Deficiencies will
require corrective action.

The appraisal

regulation and guidelines

require that banking organizations use the ser-
vices of qualified, independent, and certified
or licensed appraisers to perform appraisals.
Furthermore, a banking organization that know-
ingly uses the services of an individual who is
not properly certified or licensed to perform an
appraisal in connection with a federally related
transaction is violating the Board’s Regula-
tion Y. Any action of a state-certified or
-licensed appraiser that is contrary to the
purpose of title XI should be reported to the
Federal Reserve Bank for referral to the appro-
priate state appraiser regulatory agency for
investigation.

2231.0.11 INSPECTION OBJECTIVES

1.

. To determine whether

To determine whether policies, practices,
procedures, and internal controls regarding
real estate appraisals and evaluations for real
estate—related financial transactions are
adequate.

. To determine whether the banking organiza-

tion’s officers and employees are conforming
with the board of directors’ appraisal
policies.

. To determine whether appraisals performed

in connection with federally related transac2-
tions comply with the minimum standards of
the Board’s appraisal regulation and the Uni-
form Standards of Professional Appraisal
Practice.

. To determine if appraisers used in connec-

tion with federally related transactions are
certified or licensed as appropriate.
appraisers are
competent to render appraisals in federally
related transactions and whether they are in-
dependent of the specific transaction or other
lending, investment, or collection functions
as appropriate.

. To initiate corrective action when policies,

practices, procedures, or internal controls are
deficient, or when violations of laws or regu-
lations or noncompliance with provisions of
supervisory guidelines have been noted.

BHC Supervision Manual
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for compliance with approved real estate
appraisal policies and established practices,
procedures, and internal controls. Also,
obtain a listing of any deficiencies noted in
the latest review performed by internal
and/or external auditors and determine if
appropriate corrections have been made.

Based on these results, determine the scope

of the inspection for appraisals.

a. Provide copies of the banking organiza-
tion’s appraisal and evaluation policies
and procedures to examiners assigned to
functional areas when real estate—related
transactions may require the services of
an appraiser or evaluator.

b. Review appraisals and evaluations of indi-
vidual real estate—related transactions dur-
ing the inspection of loans, BHC prem-
ises, DPC assets, or OREO transactions.
Review the appraisals and evaluations for
compliance with the Board’s appraisal
regulation and appraisal guidelines and
with the banking organization’s appraisal
and evaluation programs.

c. When real estate—related transactions are
examined on a portfolio basis, review the
appraisal and evaluation processes. Deter-
mine whether the processes ensure that
appraisals and evaluations comply with
the Federal Reserve Board’'s appraisal
regulation, the interagency appraisal
guidelines, and the banking organization’s
appraisal and evaluation programs.

When performing the above procedures,

determine whether—

a. the board of directors approves and peri-
odically reviews the appraisal policies and
procedures that establish the appraisal and
evaluation programs for real estate lend-
ing, as required by the Board's real estate
lending regulation;

b. the appraisal and evaluation programs
include comprehensive analytical
procedures;

c. the banking organization engages compe-
tent individuals who are independent of
the transaction to perform appraisals and
evaluations, and whether the appraisal and
evaluation programs establish the manner
in which it selects, evaluates, and moni-
tors those individuals;

. the appraisal program ensures that
appraisals conform to the Board’s
appraisal regulation;

e. the evaluation program ensures that eval-

o
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uations conform to the Board’s guidance
on evaluations (SR-94-55 and SR-94-50);
. the appraisal and evaluation programs
appropriately reflect the banking organiza-
tion's size, its location, and the nature
and complexity of its real estate—related
activities;

. policies and procedures require appraisals
and evaluations to be written;

. criteria have been established for deter-
mining when to obtain reappraisals or
reevaluations as part of a program of pru-
dent portfolio review and monitoring;
and

i. the banking organization has appropriate

procedures to assess the validity of
appraisals and evaluations for certain sub-
sequent transactions that are exempt from
the Board's appraisal requirements, or
whether new appraisals or evaluations
were obtained.

. Review and assess the banking organiza-
tion’s compliance procedures to ensure that
the appraisal and evaluation programs are
effective and in compliance with regulatory
requirements and that they review the appro-
priateness of appraisals and evaluations
before final credit decisions. Determine if—
a. The monitoring procedures demonstrate

that appraisals and evaluations comp

ly,
with the Board’s appraisal regulation and4'

the Board’'s appraisal and evaluation
guidelines.

. The program provides that appraisals and
evaluations are obtained before the final
credit or other decision. However, for
transactions involving loan workouts or
restructurings to facilitate the orderly col-
lection of the credit or to reduce the risk
of loss, appraisals or evaluations were
obtained in a reasonable time after the
transaction occurs.

. The programs have review procedures to
verify that the methods, assumptions, and
conclusions in the appraisals or evalua-
tions are reasonable and appropriate for
the transaction and the property.

. Criteria are established to identify which
transactions should have their appraisal or
evaluation considered for more compre-
hensive analytical procedures. For exam-
ple, certain types of transactions, such as
large-dollar credits, loans secured by com-
plex or specialized properties, nonresiden-
tial real estate construction loans, or out-
of-area real estate, should ensure that the

e. The banking organization ensures tha
individuals who perform these reviews
have appropriate training and experience
and are independent of the transaction.

f. There is adequate documentation to dem
onstrate that the review has occurred
While a checklist may serve this purpose
for many of these transactions, a more
comprehensive review would require a
more detailed written analysis.

g. Appropriate procedures exist for any
deficiencies noted in the review, thus
requiring (1) the individual who prepared
the appraisal or evaluation to correct the
deficiencies or (2) a new appraisal or
evaluation to be obtained before the fina
credit or other decision.

h. The program ensures that changes c
an appraisal’s estimate of value were
made in accordance with standard 3 of the
Uniform Standards of Professional
Appraisal Practice (USPAP), and whether
the changes were made by an appropri
ately qualified licensed or certified
appraiser.

i. Appropriate procedures exist for referring
potential cases of misconduct by licensec
and certified appraisers to the appropriat
state appraiser regulatory authority.

Assess the procedures for determining

whether a real estate-related transactio

requires an appraisal or evaluation, or is oth
erwise exempt from the Board's appraisal
regulation.

a. For appraisals required under the apprais:
program, determine that—

» the banking organization engaged the
appraiser or, if the appraiser was en-
gaged directly by another financial ser-
vices entity, the banking organization
determined that the appraisal complies
with its own program and the Board’s
appraisal regulation. (The banking orga-
nization may not accept an appraisal
prepared for the borrower.);
the appraisal was obtained in sufficient
time to be analyzed before the final
credit or other decision;
the appraisal conforms to the generally
accepted appraisal standards as ev
denced by USPAP, for example—

— the appraiser uses the three market
value approaches—cost, compa-
rable sales, and income—and corre:

appraisal or evaluation provides adequatgHC Supervision Manual

support for the particular transaction.

June 1999
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lates the results into a final value
estimate;

— if the above-mentioned approaches
were not used, the appraiser dis-
closes the reason and whether this
affected the value estimate;

— the appropriate type of appraisal
was obtained (complete or limited),
and the appropriate report format
(self-contained, summary, or re-
stricted) was used for the particular
transaction; and

— if a limited appraisal was used (that
is, the appraiser invoked the Depar-
ture Provision), the appraisal fully
discloses the limiting conditions;

the appraisal is written and contains suf-
ficient information and analysis to sup-
port the banking organization’s decision
to enter into the transaction;
if the appraisal is for proposed construc-
tion or renovation, partially leased
buildings, nonmarket lease terms, or
tract developments with unsold units,
the appraisal includes an appropriate
analysis and disclosure of deductions
and discounts for holding costs, market-
ing costs, leasing commissions, rent
losses, tenant improvements, and entre-
preneurial profits;
the appraisal contains an estimate of the
current market value of the property in
its actual physical condition and current
zoning, as defined by the Board’'s
appraisal regulation;
the appraisal contains an estimate of the
property’s prospective market value
based on the completion of improve-
ments or stabilized occupancy, if the
appraisal is for a property where im-
provements or renovations are to be
made;
the appraisal clearly identifies each
value estimate and, for the prospective
value, gives the projected dates when
future events are expected to occur
when more than one estimate of value is
reported;

the individual who performed the

appraisal was independent of the trans-

action and appropriately licensed and
certified for the assignment:

— A certified appraiser must perform 5
the appraisal for a transaction of
$1,000,000 or more, a nonresiden-

tial transaction of $250,000 or more,
or a complex residential transaction
of $250,000 or more.

— A licensed or certified appraiser
must perform the appraisal for any
other type of federally related trans-
action.

e the individual who performed the
appraisal had appropriate training and
experience demonstrating expertise in
appraising similar types of properties
and knowledge of the property’s mar-
ket; and

« incidents of possible appraiser miscon-
duct are documented for possible refer-
ral by the Reserve Bank to the state
appraiser regulatory agency.

b. For exempt transactions requiring an
evaluation, such as transactions below the
$250,000 threshold, business loans less
than $1 million, and subsequent transac-
tions, including renewals and refinanc-
ings, determine that—

« the evaluation at a minimum—

— is written;

— includes the preparer's name,
address, and signature and the effec-
tive date;

— describes the real estate collateral,
its condition, and its current and
projected use;

— describes the source of information
used in the analysis;

— describes the analysis and support-
ing information; and

— gives an estimate of the real estate’s
value with limiting conditions;

the evaluation provides sufficient detail

to support the estimate of collateral

value in more complex real estate—
related transactions, or when the overall
exposure is high;

the individual who performed the evalu-

ation had the appropriate real estate

training and sufficient experience and
knowledge of the market to prepare the
evaluation; and

the individual who performed the evalu-

ation, regardless of whether the banking

organization's staff performed the
evaluation, was independent of the
transaction, credit decision, or function.

Assess management’'s compliance with its

policies and procedures and with the Board’s

appraisal regulation and guidance by review-
ing appraisals and evaluations.

BHC Supervision Manual June 1999 6. If the review of appraisals or evaluations on
Page 14 one- to four-family residential loans or multi-
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family loans indicates that the appraisals or
evaluations do not meet the Board’s require-
ments, or that the loan-to-value ratio at origi-
nation was higher than 80 percent for fixed-
rate loans or 75 percent for floating-rate
loans, then these loans may not be eligible
for the 50 percent risk weight permitted
under the Board's risk-based capital rule.

. Evaluate the banking organization with
respect to—
a.

b.

. internal control deficiencies or exceptions;
. the integrity of the appraisal and evalua9.

factors which would identify the lend-

er's downside risk;

overly optimistic assumptions, such as &
high absorption rate in an overbuilt mar-
ket; and

demographic factors, such as existing
housing inventory, projected comple-
tions, and expected market share, tha
are not reconciled to the value rendered
but are only discussed as backgroun
information.

Report any instances of questionable condut
by appraisers along with supporting docu-
mentation to the Reserve Bank for possible
referral to the appropriate state appraisa
authorities.

Update workpapers with any information that
will facilitate future inspections.

the adequacy of written appraisal and
evaluation programs; 8.
the methods used by the banking organi-
zation’s officers to conform with estab-
lished policy;

tion process, including appraisal and
evaluation compliance procedures;

. the integrity of individual appraisals and

evaluations for their adequacy, their rea-,

sonableness, and the appropriateness eéf231-0-13 INTERNAL CONTROL

the methods, assumptions, and techniqu UESTIONNAIRE

used, and for their compliance with the ) o )
Board's appraisal regulation and realReview the internal controls, policies, practices
estate appraisal and evaluation guidelinend procedures for real estate appraisals ar

recommended corrective action whergvaluations. The appraisal and evaluation sys
policieS, practiceS, or procedures aréem should be documented Comp|ete|y and cor

deficient; cisely and should include, where appropriate

. the degree of any violations of the Board'gharrative descriptions, flow charts, copies o

appraisal regulation, and the extent oforms used, and other pertinent informatidine

noncompliance with interagency appraisaitems marked with an asterisk (*) require sub-
guidelines, if noted; and stantiation by observation or testing.

. the existence of other matters of signifi-

cance, for example—
* misrepresentation of data such as the231.0.13.1 Appraisal and Evaluation
omission of information on favorable Policies

financing, seller concessions, sales his-
tory, feasibility, zoning, easements, orq
deed restrictions;

inadequate techniques of analysis, that
is, failure to use the cost, comparable

sales, or income approach in the

Has the board of directors, consistent with it
duties and responsibilities, adopted writter
appraisal and evaluation policies that
define—

a. management’s responsibility for select-

appraisal, when the approach is appro-
priate for the type of property;

e use of dissimilar comparables in the
comparable-sales approach to valuation
(for example, the age, size, quality, or
location of the comparable is signifi-
cantly different from the subject prop-
erty, making reconciliation of value
difficult);

» underestimating of factors such as con-
struction cost, construction period,
lease-up period, and rent concessions;

e use of best-case assumptions for the

ing, evaluating, and monitoring the indi-
vidual who is performing the appraisal or
evaluation?

. the basis for selecting staff appraisers an

engaging fee appraisers for a particula
appraisal assignment? (This ensures th:
the individual is independent of the trans-
action, possesses the requisite expertis
and holds the proper state certification ol
license, if applicable.)

. the procedures as to when appraisals ar

evaluations should be obtained?

income approach to valuation withoutBHC Supervision Manual

performing a sensitivity analysis on the

June 1999
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. the procedures for when to obtain a reap-
praisal or reevaluation, including fre-
quency and scope?

. appraisal and evaluation compliance
and review procedures? Will those proce-

for a subsequent transaction, are the deter-
minations that the appraisals are still valid
sufficiently documented?

dures ascertain that the bank holding com2231.0.13.3 Appraisers

pany’s appraisals and evaluations are con-
sistent with USPAP and the Board’sl.
regulations, policies, and guidelines?

. Does the board of directors periodically

review its appraisal, evaluation, and review
policies and procedures to ensure that the.
meet the needs of the bank holding compa-
ny’s real estate lending activity?

3.

2231.0.13.2 Appraisals

*1.

*2.

*3.

*4,

*5.

Are appraisals in writing, dated, and
signed?

Does the appraisal meet the minimum stan-
dards of the Board’s regulation and USPAP,

including—

a. purpose;

b. market value;

c. effective date; 4

d. marketing period;

e. sales history of subject property;

f. reflection of the valuation using the
cost, income, and comparable-sales
approaches;

g. evaluation and correlation of the three
approaches into a final value estimate
based on the appraiser’s judgment;

h. explanation of why an approach is inap-

propriate if not used in the appraisal; and
i. full support for the assumptions and

the value rendered through adequate

documentation?
Are appraisals received before making the-
final credit or other decision? (For example,
is the date of the loan commitment letter
later than the date of the appraisal—unless
the loan commitment letter is conditioned
on receipt of the appraisal?) 6
If the bank holding company is depending
on an appraisal obtained for another finan-
cial services institution as support for its /-
transaction, does the bank holding company
have appraisal review procedures to ensure
that the appraisal meets the standards of the
appraisal regulation? These types of trans8-
actions would include loan participations
and mortgage-backed securities. 9
If an appraisal for one transaction is used

BHC Supervision Manual
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. Are

Are appraisers fairly considered for
assignments regardless of their membership
or lack of membership in a particular
appraisal organization?

Do appraisers have requisite knowledge and

experience to complete the appraisal before

taking the assignment?

Do appraisers who discover deficiencies in

their expertise before taking the assignment

or while performing the appraisal—

a. disclose their lack of knowledge and/or
experience to the client before accepting
the assignment or when the deficiencies
become readily apparent?

. describe in the appraisal their lack of
knowledge and/or experience and the
steps taken to competently complete the
assignment?

appraisers

transaction?

a. Are staff appraisers independent of the
lending, investment, and collection func-
tions, and are they uninvolved, except as
an appraiser, in the federally related trans-
action, with no direct or indirect interest,
financial or otherwise, in the property?

. Are fee appraisers engaged directly by the
banking organization or its agents, and are
written assurances obtained that those
appraisers have no direct or indirect inter-
est, financial or otherwise, in the property
or transaction?

If staff appraisers are used, does the bank

holding company periodically have test

appraisals performed by independent
appraisers to check the organization’s knowl-
edge of trends, values, and markets?

independent of the

. If fee appraisers are used, are investigations

performed to determine their qualifications
and reputation?

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

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

. If the transaction is outside the local geo-

graphic market, does the bank holding com-
pany engage appraisers or consultants with
knowledge of the market where the real

estate collateral is located?
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2231.0.13.4 Evaluations the evaluation meets the Board’s regulatior
and guidance?
1. Are individuals performing evaluations

independent of the transaction?

*2. Are evaluations required to be in writing, 2231.0.13.5 Evaluators
dated, and signed?

*3. Does the bank holding company require; are individuals who perform evaluations
sufficient information and documentation to competent to complete the assignment?
support the estimate of value and the evalu, - are evaluations prepared by individuals whc

ator’s analysis? _ are independent of the transaction?
*4. If an evaluation obtained for one transac-

tion is used for a subsequent transaction, is
the determination that the evaluation is still
valid sufficiently documented? 2231.0.13.6 Reappraisals and

*5. Are evaluations received before making thdReevaluations
final credit decision?

*6. If the bank holding company is dependingl. Is a formal reappraisal and reevaluation pro
on an evaluation obtained for another finan- gram followed?
cial services institution as support for its2. Does the bank holding company sufficiently
transaction, does the holding company have document and follow its criteria for obtaining
evaluation review procedures to ensure that reappraisals or reevaluations?

2231.0.14 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Laws$ Regulationg Interpretations’ Orders
Appraisal standards 3310, Subpart G, 4-053—
for federally related 3331, 225.61-67 4-054.4
transactions 3351

1. 12 U.S.C., unless specifically stated otherwise.
2. 12 C.F.R., unless specifically stated otherwise.
3. Federal Reserve Regulatory Serviegerence

BHC Supervision Manual June 1999
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2231.0.15 APPENDIX A—GUIDELINES FOR REAL ESTATE APPRAISAL AND
EVALUATION PROGRAMS

INTERAGENCY APPRAISAL AND EVALUATION GUIDELINES
October 27, 1994

Purpose of the real estate lending guidelines attached to
the regulation. The real estate lending guide-

The Office of the Comptroller of the Currencylines state that a real estate lending program

(OCC), the Board of Governors of the Federashould include an appropriate real estate

Reserve System (FRB), the Federal Deposdppraisal and evaluation program.

Insurance Corporation (FDIC), and the Office of

Thrift Supervision (OTS) (the agencies) are

jointly issuing these guidelines, which super-Supervisory Policy

sede each of the agencies’ appraisal and evalua-

tion guidelines issued in 1992 These guide- An institution’s real estate appraisal and evalua-

lines address supervisory matters relating to retéibn policies and procedures will be reviewed as

estate appraisals and evaluations used to supppsrt of the examination of the institution’s over-

real estate—related financial transactions arall real estate—related activities. An institution’s

provide guidance to examining personnel angolicies and procedures should be incorporated

federally regulated institutions about prudentinto an effective appraisal and evaluation pro-

appraisal and evaluation policies, proceduregram. Examiners will consider the institution’s

practices, and standards. size and the nature of its real estate-related
activities when assessing the appropriateness of
its program.

Background When analyzing individual transactions,

examiners will review an appraisal or evaluation

Title Xl of the Financial Institutions Reform, to determine whether the methods, assumptions,
Recovery, and Enforcement Act of 1989and findings are reasonable and in compliance
(FIRREA) requires the agencies to adopt regulawith the agencies’ appraisal regulations, pol-
tions on the preparation and use of appraisals dgiesd supervisory guidelines, and the institu-
federally regulated financial institutio®sSuch tion’s policies. Examiners also will review the
real estate appraisals are to be in writing andteps taken by an institution to ensure that the
performed in accordance with uniform stan-individuals who perform its appraisals and
dards by an individual whose competency hasvaluations are qualified and are not subject to
been demonstrated and whose professional cooenflicts of interest. Institutions that fail to
duct is subject to effective state supervision. maintain a sound appraisal or evaluation pro-

Common agency regulatiofssued pursuant gram or to comply with the agencies’ appraisal
to section 304 of the Federal Deposit Insuranceegulations, policies, or these supervisory guide-
Corporation Improvement Act of 1991 lines will be cited in examination reports and
(FDICIA) also require each regulated institutionmay be criticized for unsafe and unsound bank-
to adopt and maintain written real estate lendingng practices. Deficiencies will require correc-
policies that are consistent with safe and sountive action.
banking practices and that reflect consideration

a. FRB: “Guidelines for Real Estate Appraisal and Evalua-Appraisal and Evaluation Program
tion Programs,” September 28, 1992; OCC: BC-225, “Real

Estate Appraisal and Evaluation Guidelines,” September 284 - : PR ; ; :
1092 FDIC: FIL-69-92, “Guidelines for Real Estate An institution’s board of directors is responsible

Appraisal and Evaluation Programs,’” September 30, 1992f0r reviewing and _adODting polic_ies and proce-
OTS: Thrift Bulletin 55, “Real Estate Appraisal and Evalua- dures that establish an effective real estate

tion Guidelines,” October 13, 1992. appraisal and evaluation program. The program
b. OCC: 12 CFR 34, subpart C; FRB: 12 CFR 208.185h0u|d_
and 12 CFR 225, subpart G; FDIC: 12 CFR 323; and OTS?
12 CFR 564.
c. OCC: 12 CFR 34, subpart D; FRB: 12 CFR 208, sub-

part C; FDIC: 12 CFR 365; and OTS: 12 CFR 545 and 563. — . . . .
d. The appraisal guidance contained in the “Interagency

. Policy Statement on the Review and Classification of Com-
BHC Supervision Manual June 1995 mercial Real Estate Loans,” November 7, 1991, generally
Page 18 applies to all transactions.
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« establish selection criteria and procedures tan integral component of the credit underwriting
evaluate and monitor the ongoing perforprocess, it should be isolated from influence b
mance of individuals who perform appraisalghe institution’s loan production process. An
or evaluations, appraiser and an individual providing evaluatior

 provide for the independence of the persomservices should be independent of the loan an
performing appraisals or evaluations, collection functions of the institution and have

« identify the appropriate appraisal for variousno interest, financial or otherwise, in the prop-
lending transactions, erty or the transaction. If absolute lines of inde-

« establish criteria for contents of an evaluationpendence cannot be achieved, an institutio

» provide for the receipt of the appraisal ormust be able to clearly demonstrate that it ha
evaluation report in a timely manner to facili- prudent safeguards to isolate its collateral evalt
tate the underwriting decision, ation process from influence or interference

» assess the validity of existing appraisal§rom the loan production process.
or evaluations to support subsequent The agencies recognize, however, that it i
transactions, not always possible or practical to separate th

« establish criteria for obtaining appraisals ofoan and collection functions from the appraisa
evaluations for transactions that are otherwiser evaluation process. In some cases, such as
exempt from the agencies’ appraisal regulaa small or rural institution or branch, the only

tions, and individual qualified to analyze the real estate
« establish internal controls that promote comeollateral may also be a loan officer, other offi-
pliance with these program standards. cer, or director of the institution. To ensure their

independence, such lending officials, officers, o

. . directors should abstain from any vote or
Selection of Individuals Who May approval involving loans on which they per-
Perform Appraisals and Evaluations formed an appraisal or evaluation.

An institution’s program should establish crite-

ria to select, evaluate, and monitor the perforTransactions That Require Appraisals

mance of the individuals who perform a real

estate appraisal or evaluation. The criterid\lthough the agencies’ appraisal regulation:

should ensure that— exempt certain categories of real estate—relate

financial transactions from the appraisal require

* the institution’s selection process is nonprefments, most real estate transactions ove
erential and unbiased; $250,000 are considered federally relate

+ the individual selected possesses the requisiteansactions and thus require appraisala.
education, expertise, and competence to contfederally related transaction” means any real

plete the assignment; estate—related financial transaction in which th
« the individual selected is capable of renderingigencies engage, contract for, or regulate, ar
an unbiased opinion; and that requires the services of an appraiser. A

« the individual selected is independent anchgency also may impose more stringen
has no direct or indirect interest, financial orappraisal requirements than the appraisal regul,
otherwise, in the property or the transaction. tions require, such as when an institution’s

) . ) troubled condition is attributable to real estate
Under the agencies’ appraisal regulations, theyay underwriting problems.

appraiser must be selected and engaged directly

by the institution or its agent. The appraiser’s

client is the institution, not the borrower. An

institution may use an appraisal that was pre- e. To facilitate recovery in designated major disaster area:

pared bY an _appral_ser _eng_aged directly b¥ubject to safety-and-soundness considerations, section 2

another financial services institution, as long age Depository Institutions Disaster Relief Act of 1992 autho-

the institution determines that the appraisal conized the agencies to waive certain appraisal requirements f

forms to the agencies’ appraisal regulations an¢P to three years after a presidential declaration of a natur:
q

. - isaster.
is otherwise acceptable. f. As a matter of policy, OTS requires problem associations

and associations in troubled condition to obtain appraisals fc
. all real estate—related transactions over $100,000 (unless t
Independence of the Appralsal and transaction is otherwise exempt).

Evaluation Function

) ) BHC Supervision Manual June 1995
Because the appraisal and evaluation process is Page 19
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Minimum Appraisal Standards lations. For proposed developments that
involve the sale of individual houses, units,

The agencies’ appraisal regulations include five ~ OF lots, the appraiser must analyze and
minimum standards for the preparation of an ~ 'eportappropriate deductions and discounts
appraisal. The appraisal must— for holding costs, marketing costs, and
entrepreneurial profit. For proposed and
« conform to generally accepted appraisal stan- rehabilitated rental developments, the
dards as evidenced by the Uniform Standards appraiser must make appropriate deduc-
of Professional Appraisal Practice (USPAP) tions and discounts for items such as leas-
promulgated by the Appraisal Standards ing commission, rent losses, and tenant
Board (ASB) of the Appraisal Foundation improvements from an estimate based on
unless principles of safe and sound banking  stabilized occupancy.
require compliance with stricter standards;
* be based upon the definition of market value
Although allowed by USPAP, the agencies’ set forth in the regulation; and
appraisal regulations do not permit an
appraiser to appraise any property in which  Each appraisal must contain an estimate of
the appraiser has an interest, direct or indi- market value, as defined by the agencies’
rect, financial or otherwise. appraisal regulations.

be written and contain sufficient information. pe performed by state-licensed or -certified

and analysis to support the institution’s deci- appraisers in accordance with requirements
sion to engage in the transaction; set forth in the regulation.

As discussed below, appraisers have avail-
able various appraisal development an%\
report options; however, not all options
may be appropriate for all transactions. Ap
report option is acceptable under the ageny
cies’ appraisal regulations only if the
appraisal report contains sufficient informa:
tion and analysis to support an institution’
decision to engage in the transaction.

ppraisal Options

n appraiser typically uses three market value
pproaches to analyze the value of a property—
cost, income, and comparable sales—and recon-
ciles the results of each to estimate market
Svalue. An appraisal will discuss the property’s
recent sales history and contain an opinion as to
r;&e highest and best use of the property. An

analyze and report appropriate deductions al : A
discounts for proposed construction or reno@PPraiser must certify that he or she has com-

vation, partially leased buildings, nonmarketp”ed with USPAP and is independent. Also, the

lease terms, and tract developments Witﬁlppraiser must disclose whether the subject
unsold unitS" property was inspected and whether anyone pro-

vided significant assistance to the person sign-

This standard is designed to avoid havingnd the appraisal report. _
appraisals prepared using unrealistic as- AN institution may engage an appraiser to
sumptions and inappropriate methods. Foperform either a Complete or Limited Apprais-
federally related transactions, an appraisd-9 When performing a Complete Appraisal
is to include the current market value of thedSSignment, an appraiser must comply with all
property in its actual physical condition andUSPAP standards without departing from any
subject to the zoning in effect as of the datdinding requirements and specific guidelines
of the appraisal. For properties whereVhen estimating market value. When perform-
improvements are to be constructed or rehdd @ Limited Appraisal, the appraiser elects to
bilitated, the regulated institution may alsoinvoke the Departure Provision, which allows
request a prospective market value baseiff® appraiser to depart, under limited conditions,
on stabilized occupancy or a value based offom standards identified as specific guidelines.
the sum of retail sales. However, the sum of Of €xample, in a Limited Appraisal, the
retail sales for a proposed development igPpraiser might not utilize all three approaches
not the market value of the development for

the purpose of the agencies’ appraisal regu- g. USPAP Statement on Appraisal Standards No. 7

. (SMT-7)—Permitted Departure from Specific Guidelines for
BHC Supervision Manual June 1995 Real Property Appraisal, issued March 30, 1994, effective
Page 20 July 1, 1994,
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to value. Departure from standards designateal state-licensed or -certified appraiser is nc
as binding requirements is not permitted. Aralways necessary. Instead, less formal evalu:
institution and appraiser must concur that use dfons of the real estate may suffice for trans:
the Departure Provision is appropriate for theactions that are exempt from the agencies
transaction before the appraiser commences tlappraisal requirements. The agencies’ apprais
appraisal assignment. The appraiser must ensuegulations allow an institution to use an appro:
that the resulting appraisal report will not mis-priate evaluation of the real estate rather than &
lead the institution or other intended users of thappraisal when the transaction—
appraisal report. The agencies do not prohibit
the use of a Limited Appraisal for a federally has a value of $250,000 or less;
related transaction, but the agencies believe thatis a business loan of $1,000,000 or less, an
institutions should be cautious in their use of a the transaction is not dependent on the sale ¢
Limited Appraisal because it will be less thor- or rental income derived from, real estate a:
ough than a Complete Appraisal. the primary source of repayment; or
Complete and Limited Appraisal assignments involves an existing extension of credit at the
may be reported in three different report for- lending institution, provided that (i) there has
mats: a Self-Contained Report, a Summary been no obvious and material change in thi
Report, or a Restricted Report. The major differ- market conditions or physical aspects of the
ence among these three reports relates to theproperty that threaten the adequacy of the
degree of detail presented in the report by the institution’s real estate collateral protection
appraiser. The Self-Contained Appraisal Report after the transaction, even with the advance
provides the most detail, while the Summary ment of new monies, or (ii) there is no
Appraisal Report presents the information in a advancement of new monies other than fund
condensed manner. The Restricted Report pro-necessary to cover reasonable closing costs.
vides a capsulized report with the supporting Institutions should also establish criteria for
details maintained in the appraiser's files. obtaining appraisals or evaluations for safety
The agencies believe that the Restrictednd-soundness reasons for transactions that
Report format will not be appropriate to under-otherwise exempt from the agencies’ apprais:
write a significant number of federally relatedregulations.
transactions due to the lack of sufficient support-
ing information and analysis in the appraisal
report. However, it might be appropriate to use .
this type of appraisal report for ongoing collat-Evaluation Content
eral monitoring of an institution’s real estate
transactions and under other circumstancesn institution should establish prudent stan-
when an institution’s program requires andards for the preparation of evaluations. At ¢
evaluation. minimum, an evaluation should—
Moreover, since the institution is responsible
for selecting the appropriate appraisal report te be written;
support its underwriting decisions, its program include the preparer's name, address, an
should identify the type of appraisal report that signature, and the effective date of the
will be appropriate for various lending transac- evaluation;
tions. The institution’s program should consider describe the real estate collateral, its condi
the risk, size, and complexity of the individual tion, its current and projected use;
loan and the supporting collateral when deters describe the source(s) of information used ir
mining the level of appraisal development and the analysis;
the type of report format that will be ordered.. describe the analysis and supporting informa
When ordering an appraisal report, institutions tion; and
may want to consider the benefits of a written provide an estimate of the real estate’s marke
engagement letter that outlines the institution's yajye, with any limiting conditions.
expectations and delineates each party’s respon-
sibilities, especially for large, complex, or out-  An evaluation report should include calcula-
of-area properties. tions, supporting assumptions, and, if utilized, ¢
discussion of comparable sales. Documentatio

) ] ] should be sufficient to allow an institution to
Transactions That Require Evaluations

BHC Supervision Manual June 1995
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understand the analysis, assumptions, and cosdbsequent transaction, if the institution docu-
clusions. An institution’s own real estate loanments that the existing estimate of value remains
portfolio experience and value estimates prevalid. Therefore, a prudent appraisal and evalua-
pared for recent loans on comparable propertig®n program should include criteria to deter-
might provide a basis for evaluations. mine whether an existing appraisal or evaluation
An evaluation should provide an estimate ofemains valid to support a subsequent transac-
value to assist the institution in assessing thgon. Criteria for determining whether an exist-
soundness of the transaction. Prudent practicésy appraisal or evaluation remains valid will
also require that as an institution engages imary depending upon the condition of the prop-
more complex real estate—related financial trangrty and the marketplace, and the nature of any
actions, or as its overall exposure increases, subsequent transaction. Factors that could cause
more detailed evaluation should be performedchanges to originally reported values include the
For example, an evaluation for a home equitpassage of time; the volatility of the local mar-
loan might be based primarily on informationket; the availability of financing; the inventory
derived from a sales data services organizatioof competing properties; improvements to, or
or current tax assessment information, while atack of maintenance of, the subject property or
evaluation for an income-producing real estateompeting surrounding properties; changes in
property should fully describe the current andzoning; or environmental contamination. The
expected use of the property and include ainstitution must document the information
analysis of the property’s rental income andsources and analyses used to conclude that an
expenses. existing appraisal or evaluation remains valid
for subsequent transactions.

Quialifications of Individuals Who
Perform Evaluations Renewals, Refinancings, and Other
Subsequent Transactions
Individuals who prepare evaluations should
have real estate—related training or experiend&hile the agencies’ appraisal regulations gener-
and knowledge of the market relevant to theally allow appropriate evaluations of real estate
subject property. Based upon their experienceollateral in lieu of an appraisal for loan renew-
and training, professionals from several fieldsls and refinancings, in certain situations an
may be qualified to prepare evaluations of cerappraisal is required. If new funds are advanced
tain types of real estate collateral. Examplesver reasonable closing costs, an institution
include individuals with appraisal experiencewould be expected to obtain a new appraisal for
real estate lenders, consultants or salespersofiz¢ renewal of an existing transaction when
agricultural extension agents, or foresters. Instthere is a material change in market conditions
tutions should document the qualifications an@r the physical aspects of the property that
experience level of individuals whom the insti-threatens the institution’s real estate collateral
tution deems acceptable to perform evaluationgrotection.
An institution might also augment its in-house The decision to reappraise or reevaluate the
expertise and hire an outside party familiareal estate collateral should be guided by the
with a certain market or a particular type ofexemption for renewals, refinancings, and other
property. Although not required, an institutionsubsequent transactions. Loan workouts, debt
may use state-licensed or -certified appraisers testructurings, loan assumptions, and similar
prepare evaluations. As such, Limited Appraistransactions involving the addition or substitu-
als reported in a Summary or Restricted formafion of borrowers may qualify for the exemption
may be appropriate for evaluations of reafor renewals, refinancings, and other subsequent
estate—related financial transactions exemptansactions. Use of this exemption depends on
from the agencies’ appraisal requirements.  the condition and quality of the loan, the sound-
ness of the underlying collateral, and the valid-
ity of the existing appraisal or evaluation.
Valid Appraisals and Evaluations A reappraisal would not be required when an
institution advances funds to protect its interest
The agencies allow an institution to use arn & property, such as to repair damaged prop-

existing appraisal or evaluation to support &y, because these funds should be used to
restore the damaged property to its original con-

BHC Supervision Manual June 1995 dition. If a loan workout involves modification
Page 22 of the terms and conditions of an existing credit,




Real Estate Appraisals and Evaluations 2231.

including acceptance of new or additional reatedures should be designed to verify that thi
estate collateral, which facilitates the orderlymethods, assumptions, and conclusions are re
collection of the credit or reduces the institu-sonable and appropriate for the transaction an
tion’s risk of loss, a reappraisal or reevaluatiorthe property. These procedures should provid
may be prudent, even if it is obtained after thdor a more detailed review of selected appraisal
modification occurs. and evaluations prior to the final credit decision
An institution may engage in a subsequenThe individual(s) performing these reviews
transaction based on documented equity from should have the appropriate training or experi
valid appraisal or evaluation, if the plannedence, and be independent of the transaction.
future use of the property is consistent with the Appraisers and persons performing evalua
use identified in the appraisal or evaluation. If @ions should be responsible for any deficiencie
property, however, has reportedly appreciateth their reports. Deficient reports should be
because of a planned change in use of the propeturned to them for correction. Unreliable
erty, such as rezoning, an appraisal would bappraisals or evaluations should be replace
required for a federally related transactionprior to the final credit decision. Changes to ar
unless another exemption applied. appraisal’s estimate of value are permitted onl,
as aresult of a review conducted by an appropr
ately qualified state-licensed or -certified
Program Compliance appraiser in accordance with Standard Il of
USPAP.
An institution’s appraisal and evaluation pro-
gram should establish effective internal controls
that promote compliance with the program’sPortfolio Monitoring
standards. An individual familiar with the
appropriate agency’s appraisal regulation shoul@he institution should also develop criteria for
ensure that the institution’s appraisals and evalwbtaining reappraisals or reevaluations as part ¢
ations comply with the agencies’ appraisal regua program of prudent portfolio review and moni-
lations, these guidelines, and the institution’soring techniques—even when additional
program. Loan administration files should docufinancing is not being contemplated. Example:
ment this compliance review, although aof such types of situations include large credi
detailed analysis or comprehensive analyticaxposures and out-of-area loans.
procedures are not required for every appraisal
or evaluation. For some loans, the compliance
review may be part of the loan officer’'s overallReferrals
credit analysis and may take the form of either a
narrative or a checklist. Corrective action shouldrinancial institutions are encouraged to mak
be undertaken for noted deficiencies by the indireferrals directly to state appraiser regulatory
vidual who prepared the appraisal or evaluatiorauthorities when a state-licensed or -certifiec
An institution’s appraisal and evaluation pro-appraiser violates USPAP or applicable stat
gram should also have comprehensive analyticiw, or engages in other unethical or unprofes
procedures that focus on certain types of loansjonal conduct. Examiners finding evidence o
such as large-dollar credits, loans secured hynethical or unprofessional conduct by apprais
complex or specialized properties, nonresiderers will forward their findings and recommenda-
tial real estate construction loans, or out-of-aretions to their supervisory office for appropriate
real estate. These comprehensive analytical prdisposition and referral to the state, as necessal

BHC Supervision Manual June 1995
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Guidelines for the Review and Classification
of Troubled Real Estate Loans Section 2240

These guidelines are designed to in ensure thattual or potential problems in the individual
troubled real estate loans receive consistembommercial real estate projects or transactior
treatment nationwide. The guidelines are notinanced by the institution.

intended to be a substitute for the examiner's There are several warning signs that rea
judgment or for careful analysis of applicableestate markets or projects are experiencing prol
credit and collateral factors. Use of the wordems that may result in real estate value:
“institution” in these guidelines refers to any decreasing from original appraisals or projec:
lending source within the bank holding com-tions. Adverse economic developments and/c
pany organization, whether the lender is th@n overbuilt market can affect a project’'s eco-
parent company, a bank, thrift, or nonbankinghomic feasibility and may cause a real estat
subsidiary. project and the loan to become troubled. Avail-
able indicators, such as permits for—and the
value of—new construction, absorption rates
employment trends, and vacancy rates, are us
ful in evaluating the condition of commercial
real estate markets. Weaknesses disclosed |
these types of statistics may indicate that a re:
estate market is experiencing difficulties tha
may result in cash flow problems for individual

. TR real estate projects, declining real estate value
As part of the analysis of an institution's com and ultimately, in troubled commercial real

mercial real estate loan portfolio, examiners
estate loans.

review lending policies, loan administration pro- Indicators of potential or actual difficulties in

ced_ures, and credit risk co_ntrol proqedures. .Thgommercial real estate projects may include:
maintenance of prudent written lending policies,

effective internal systems and controls, and
thorough loan documentation are essential to
the institution’s management of the lending,
function.

The policies governing an institution’s real
estate lending activities must include prudent
underwriting standards that are periodically
reviewed by the board of directors and clearly
communicated to the institution’s management
and lending staff. The institution must also have
credit risk control procedures that include, for
example, prudent internal limits on exposure, an conditions).

effective credit review and classification pro- . . .
cess, and a methodology for ensuring that the _Rent concessions or sales discounts resultir

allowance for loan and lease losses is main- m_cgsr: fflow_g_zla_low tr('je level pro;eclted in the
tained at an adequate level. The complexity and original feasibility study or appraisal.

- ’ s Concessions on finishing tenant space, mo\
scope of these policies and procedures should. dl b
be appropriate to the size of the institution and Ing expenses, and jease buyouts. ;
the nature of the institution’s activities, and" Slow leasing or lack of sustained sales activ
should be consistent with prudent banking prac- ity and increasing sales cancellations that ma

> . reduce the project’'s income potential, result
tices and relevant regulatory requirements. ing in protracted repayment or default on the

loan.

2240.0.1.2 Indicators of Troubled Real -« Delinquent lease payments from major
Estate Markets and Projects, and Related tenants.
Indebtedness < Land values that assume future rezoning.

* Tax arrearages.
In order to evaluate the collectibility of an insti-
tution’s commercial real estate portfolio, exam- As the problems associated with a commer
iners should be alert for indicators of weakness
in the real estate markets served by the instittBHC Supervision Manual December 1992
tion. They should also be alert for indicators of Page 1

2240.0.1 EXAMINER REVIEW OF
COMMERCIAL REAL ESTATE
LOANS

2240.0.1.1 Loan Policy and
Administration Review

An excess of similar projects under
construction.

Construction delays or other unplannec
adverse events resulting in cost overruns the
may require renegotiation of loan terms.
Lack of a sound feasibility study or analysis
that reflects current and reasonably antici
pated market conditions.

Changes in concept or plan (for example, «
condominium project converted to an apart
ment project because of unfavorable marke
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cial real estate project become more proresources, and payment record of the borrower;
nounced, problems with the related indebtedthe prospects for support from any financially
ness may also arise. Such problems includesponsible guarantors; and the nature and
diminished cash flow to service the debt andlegree of protection provided by the cash flow
delinquent interest and principal payments.  and value of the underlying collatefalHow-
While some commercial real estate loan®ver, as other sources of repayment for a
become troubled because of a general downtutroubled commercial real estate loan become
in the market, others become troubled becaudeadequate over time, the importance of the
they were originated on an unsound or a liberatollateral’s value in the analysis of the loan
basis. Common examples of these types of prolJSIECessaf”y Increases.
lems include: The appraisal regulations of the federal bank
and thrift regulatory agencies require institu-
Loans with no or minimal borrower equity.  tions to obtain appraisals when certain criteria
» Loans on speculative undeveloped propertpare met Management is responsible for review-
where the borrowers’ only source of repay4ng each appraisal's assumptions and conclu-
ment is the sale of the property. sions for reasonableness. Appraisal assumptions
Loans based on land values that have bedhould not be based solely on current conditions
driven up by rapid turnover of ownership, butthat ignore the stabilized income-producing
without any corresponding improvements toapacity of the property.Management should
the property or supportable income projec@djust any assumptions used by an appraiser in
tions to justify an increase in value. determining value that are overly optimistic or
Additional advances to service an existing?€SSimistic.

loan that lacks credible support for full repay- AN €xaminer analyzes the collateral’s value
ment from reliable sources. as determined by the institution’s most recent

Loans to borrowers with no developmentappraisal.(or inte_rnal evaluatipn, as applicable).
plans or noncurrent development plans. Anngxa:r‘lge; rey&zgse?eu?efgog faf[:rtlz 35&:2}'2&
¢ Renewals, extensions and refinancings th llt(r)lclljdin anp?:omments madeg manapgment
lack credible support for full repayment from g any y 9

. on the value rendered by the appraiser). Under
reliable sources and that do not haveareasoFHe circumstances described below. the exam-
able repayment schedule. ’

iner may make adjustments to this assessment
of value. This review and any resulting adjust-
ments to value are solely for purposes of an

2240.0.1.3 Examiner Review of . examiner’s analysis and classification of a credit
Individual Loans, Including the Analysis and do not involve actual adjustments to an
of Collateral Value appraisal.

The f f - . f A discounted cash flow analysis is an appro-
. ? ocluso anlexam_lnelrz_rewgyvg_ acomm(_ar-priate method for estimating the value of
cial real estate loan, including binding Cc.)mm't'income—producing real estate collaterarhis
ments, is the ability of the loan to _be repald_. Theanalysis should not be based solely on the cur-
principal factors that bear on this analysis arfent performance of the collateral or similar
the income-producing potential of the under-
lying CO”ateral and the borrower's w;llnjgness 2. The treatment of guarantees in the classification process
and capacity to repay under the existing 10ag, giscussed in subsection 2240.0.3.

terms from the borrower’'s other resources if 3. Department of the Treasury, Office of the Comptroller

necessary. In evaluating the overall risk assocpf the Currency, 12 CFR Part 34 (Docket No. 90-16); Board

i ; i 0f Governors of the Federal Reserve System, 12 CFR Parts
ated with a commercial real estate loan, examlrg08 and 225 (Regulation H and Y; Docket No. R0685):

ers consider a numbe?r of faCtors! 'nf?wd'”g thq}ederal Deposit Insurance Corporation, 12 CFR 323 (RIN
character, overall financial condition and3oe4-AB05); Department of the Treasury; Office of Thrift
Supervision, 12 CFR Part 564 (Docket No. 90-1495).
1. Asdiscussed more fully in Manual section 2240.0.2, the 4. Stabilized income generally is defined as the yearly net

refinancing or renewing of loans to sound borrowers would gﬁ‘r:atlgg d'rl(;%r:;? rgrtzgyie%:y ttmzeaz'rgstir(;yuatvvr;?;moarl c?g\fvlri
not result in a supervisory classification or criticism unles2neY ! Y ! P

well-defined weaknesses exist that jeopardize repayment g\fard from today’s actual mgrket °°”d'F'°“S-

the loans. Consistent with sound banking practices, institu- 5. The real estate appraisal regulations of the federal bank

tions ShOL:I|d work in an appropriate and constructive’manneand thrift regulatory agencies include a requirement that an
pprop éppraisal (a) follow a reasonable valuation method that

\é\/igguﬁitl)arsrowers who may be experiencing temporaryaddresses the direct sales comparison, income, and cost

approaches to market value; (b) reconcile these approaches;
. and (c) explain the elimination of each approach not used. A

BHC Supervision Manual December 1992 discounted cash flow analysis is recognized as a valuation
Page 2 method for the income approach.
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properties; rather, it should take into account, oand income projections should not be used
a discounted basis, the ability of the real estatBirect capitalization of nonstabilized income
to generate income over time based upon reflows should also not be used.
sonable and supportable assumptions. Assumptions, when recently made by quali-
When reviewing the reasonableness of th&ed appraisers (and, as appropriate, by instit.
facts and assumptions associated with the vald®mn management) and when consistent with th
of the collateral, examiners may evaluate: discussion above, should be given a reasonab
amount of deference. Examiners should no
» Current and projected vacancy and absorptiochallenge the underlying assumptions, includin

rates; discount rates and “cap” rates used in apprais
» Lease renewal trends and anticipated rents; als, that differ only in a limited way from norms
* Volume and trends in past due leases; that would generally be associated with the
 Effective rental rates or sale prices (takingproperty under review. The estimated value o
into account all concessions); the underlying collateral may be adjusted fol
» Net operating income of the property as comeredit analysis purposes when the examiner ce
pared with budget projections; and establish that any underlying facts or assump
» Discount rates and direct capitalizationtions are inappropriate and can support alterne
(“cap”) rates. tive assumptions.

The capacity of a property to generate cash
flow to service a loan is evaluated based upob240.0.2 CLASSIFICATION
rents (or sales), expenses, and rates of ocCgyy|DELINES
pancy that are reasonably estimated to be

achieved over time. The determination of thexs with other types of loans, commercial real
level of stabilized occupancy and rental rategstate loans that are adequately protected by t
should be based upon an analysis of current angrrent sound worth and debt service capacit
reasonably expected market conditions, takingf the borrower, guarantor, or the underlying
into consideration historical levels when approco|jateral generally are not classified. Similarly,
priate. The analysis of collateral values shoulghans to sound borrowers that are refinanced «
not be based upon a simple projection of currerfenewed in accordance with prudent underwrit
levels of net operating income if markets arqng standards, including loans to creditworthy
depressed or reflect speculative pressures bémmercial or residential real estate developer:
can be expected over a reasonable period @hould not be classified or criticized unless well
time to return to normal (stabilized) conditions.qefined weaknesses exist that jeopardize repa
Judgment is involved in determining the timeément. An institution will not be criticized for

that it will take for a property to achieve stabi-continuing to carry loans having weaknesse
lized occupancy and rental rates. that result in classification or criticism as long

Examiners do not make adjustments to apas the institution has a well-conceived and effec
praisal assumptions for credit analysis purposage workout plan for such borrowers, and effec-
based on worst case scenarios that are unlikefyje internal controls to manage the level of
to occur. For example, an examiner would No{hese |oans.
necessarily assume that a building will become | eyaluating commercial real estate credit:
vacant just because an existing tenant who ig possible classification, examiners apply stan
renting at a rate above today's market rate mayarq classification definitions. In determining
vacate the property when the current leasgye appropriate classification, consideratior
expires. On the other hand, an adjustment tghoyld be given to all important information on
value may be appropriate for credit analysigepayment prospects, including information or
purposes when the valuation assumes renewal@e porrower's creditworthiness, the value of
the above-market rate, unless that rate is a regnd cash flow provided by, all collateral support:
sonable estimate of the expected market rate g the loan, and any support provided by finan
the time of renewal. . cially responsible guarantors.

When estimating the value of income- The Joan's record of performance to date is
producing real estate, discount rates and “capimportant and must be taken into consideratior
rates should reflect reasona_ble expectationgs a general principle, a performing commer-
about the rate of return that investors requirgja| real estate loan should not automatically b
under normal, orderly and sustainable market
conditions. Exaggerated, imprudent, or unsussHC Supervision Manual December 1992
tainably high or low discount rates, “cap” rates, Page 3
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classified or charged-off solely because thshould be classified “doubtful” when the poten-
value of the underlying collateral has declinedial for full loss may be mitigated by the out-
to an amount that is less than the loan balanceomes of certain pending events, or when loss is
However, it would be appropriate to classify aexpected but the amount of the loss cannot be
performing loan when well-defined weaknesseseasonably determined.
exist that jeopardize repayment, such as the lack If warranted by the underlying circumstances,
of credible support for full repayment from reli- an examiner may use a “doubtful” classifica-
able sources. tion on the entire loan balance. However, this
These principles hold for individual credits, would occur infrequently.
even if portions or segments of the industry to
which the borrower belongs are experiencing
financial difficulties. The evaluation of each2240.0.2.2 Guidelines for Classifying
credit should be based upon the fundament@artially Charged-off Loans
characteristics affecting the collectibility of the
particular credit. The problems broadly associBased upon consideration of all relevant factors,
ated with some sectors or segments of an induan evaluation may indicate that a credit has
try, such as certain commercial real estate mawell-defined weaknesses that jeopardize collec-
kets, should not lead to overly pessimisticion in full, but that a portion of the loan may be
assessments of particular credits that are notasonably assured of collection. When an insti-
affected by the problems of the troubled sectorgution has taken a charge-off in an amount suffi-
cient that the remaining recorded balance of the
loan (a) is being serviced (based upon reliable
2240.0.2.1 Classification of Troubled sources) and (b) is reasonably assured of collec-
Project-Dependent Commercial Real tion, classification of the remaining recorded
Estate Loarfs balance may not be appropriate. Classification
would be appropriate when well-defined weak-
The following guidelines for classifying a trou- nesses continue to be present in the remaining
bled commercial real estate loan apply when theecorded balance. In such cases, the remaining
repayment of the debt will be provided solely byrecorded balance would generally be classified
the underlying real estate collateral, and therao more severely than “substandard.”
are no other available and reliable sources of A more severe classification than “substan-
repayment. The guidelines are not intended tdard” for the remaining recorded balance would
address loans that must be treated as “Othdre appropriate if the loss exposure cannot be
Real Estate Owned” for bank and BHC report-reasonably determined, e.g., where significant
ing purposes. risk exposures are perceived, such as might be
As a general principle, for a troubled project-the case for bankruptcy situations or for loans
dependent commercial real estate loan, any pocollateralized by properties subject to environ-
tion of the loan balance that exceeds the amountental hazards. In addition, classification of the
that is adequately secured by the value of theemaining recorded balance would be appropri-
collateral, and that can clearly be identified aste when sources of repayment are considered
uncollectible, should be classified “los3.The unreliable.
portion of the loan balance that is adequately
secured by the value of the collateral should
generally be classified no worse than “substan2240.0.2.3 Guidelines for Classifying
dard.” The amount of the loan balance in excesEormally Restructured Loans
of the value of the collateral, or portions thereof,
The classification treatment previously dis-
6. The discussion in this section is not intended to addressussed for a partially charged off loan would
loans that must be trgated as “other real estate owned” fog|so generally be appropriate for a formally
bank regulatory reporting purposes or “real estate owned” forrestructured loan when partial charge-offs have
thrift regulatory reporting purposes. Guidance on these assets
is presented in supervisory and reporting guidance of thP€€N taken. For a formally restructured loan, the
agencies. focus of the examiner’s analysis is on the ability
7. For purposes of this discussion, f[he “value oflthe collaf[-of the borrower to repay the loan in accordance
eral” is the value used by the examiner for credit anaIys_liNith its modified terms. Classification of a for-

urposes, as discussed in a previous section of this polic . .
Etat’;mem_ P P ﬁwally restructured loan would be appropriate, if,
after the restructuring, well-defined weaknesses
BHC Supervision Manual December 1992 exist that jeopardize the orderly repayment of

Page 4 the loan in accordance with reasonable modified
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terms8 Troubled commercial real estate loansnformation on the guarantor’s financial condi-
whose terms have been restructured shoutibn, income, liquidity, cash flow, contingent
be identified in the institution’s internal credit liabilities, and other relevant factors (including
review system, and closely monitored bycredit ratings, when available) to demonstrats
management. the guarantor’s financial capacity to fulfill the

obligation. Also, it is important to consider the

number and amount of guarantees currentl

2240.0.3 TREATMENT OF extended by a guarantor, in order to determin
GUARANTEES IN THE that the guarantor has the financial capacity t
CLASSIFICATION PROCESS fulfill the contingent claims that exist.

Initially, the original source of repayment and
the borrower’s intent and ability to fulfill the

obligation without reliance on third party guar-
antors will be the primary basis for the review
and classification of assetsThe federal bank g, miners normally rely on their analysis of the
and thrift regulatory agencies will, however,

ider th A ided b A guarantor’s financial strength and assume a will
consiaer tn€ support provided by guarantees iy gneqq to perform unless there is evidence t

2240.0.3.2 Considerations Relating to a
Guarantor's Willingness to Repay

tion treatment for troubled loans. The PresenChacad on the “track record” of the guarantor
of a guarantee from_a “financially reSponS'bl‘?including payments made to date on the ass'(
guarantor,” as described below, may be sulffi-

. e under review or other obligations.
cient to preclude classification or reduce the Examiners give due consideration to those
severity of classification.

S . uarantors that have demonstrated their abilit

For purposes of this discussion, a guaranteg, y yijjingness to fulfill previous obligations in
from a “financially responsible guarantor” hasyq evaluation of current guarantees on simila
the following attributes: assets. An important consideration will be

« The guarantor must have both the financiaémether previously required performance unde

. - . uarantees was voluntary or the result of lege
;:ap?]cny a(;!d willingness to provide Supporty ser actions by the lender to enforce the
or the credit;

. . uarantee. However, examiners give limited cre
» The nature of the guarantee is such that it cag

h : ence, if any, to guarantees from obligors whe
provide support for repayment of the 'ndet.’t'have reneged on obligations in the past, unles
edness, in whole or in part, during the remaing !

. here is clear evidence that the guarantor has tt
ing loan term; antP

ability and intent to honor the specific guarantee
» The guarantee should be legally enforceable.Ob”(;(,;tion under review P 9
. - Examiners also consider the economic incer
The above characteristics generally mdmattaves for performance from guarantors:
that a guarantee may improve the prospects for ’

repayment of the debt obligation. * Who have already partially performed undel

the guarantee or who have other significan

2240.0.3.1 Considerations Relating to a  Investments in the project;

Guarantor’s Financial Capacity * Whose other sound projects are cross
collateralized or otherwise intertwined with

The lending institution must have sufficient the credit; or ,
* Where the guarantees are collateralized b

readily marketable assets that are under th

8. An example of a restructured commercial real estate control of a third party.

loan that doesot have reasonable modified terms would be a
“cash flow” mortgage which requires interest paymeatsy
when the underlying collateral generates cash flow but pro-

vides no substantive benefits to the lending institution. - -
9. Some loans are originated based primarily upon th 240.0.3.3 Other Considerations as to th

financial strength of the guarantor, who is, in substance, th reatr_n_ent_ of Guarantees in the
primary source of repayment. In such circumstances, examirfClassification Process

ers generally assess the collectibility of the loan based upon

the guarantor’s ability to repay the loan.

10. Some guarantees may only provide for support forIn general’ Only guarantees that are Iega”}
certain phases of a real estate project. It would not be appro- .
priate to rely upon these guarantees to support a troubled lodHC Supervision Manual December 1992
after the completion of these phases. Page 5
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enforceable will be relied upon. However, allsuch, these limited guarantees would not be
legally enforceable guarantees may not beelied upon to support a troubled loan after the
acceptable. In addition to the guarantor’s finaneompletion of those phases.
cial capacity and willingness to perform, it is Examiners also consider the institution’s
expected that the guarantee will not be subjedhtent to enforce the guarantee and whether
to significant delays in collection, or undue com-there are valid reasons to preclude an institution
plexities or uncertainties about the guarantee. from pursuing the guarantee. A history of timely
The nature of the guarantee is also considereshforcement and successful collection of the full
by examiners. For example, some guarantees famount of guarantees will be a positive consid-
real estate projects only pertain to the developeration in the classification process.
ment and construction phases of the project. As

BHC Supervision Manual December 1992
Page 6



Retail-Credit Classification

Section 2241.0

During the early 1980s, open-end credit prima-
rily consisted of credit card accounts with small
lines of credit to the most creditworthy borrow-
ers. Currently, open-end credit consists of much
larger lines of credit that have been extended to
diverse borrowers with avariety of risk profiles.
In 1980, the Federal Financial Institutions
Examination Council (FFIEC) (the Federal
Reserve Board, Federal Deposit Insurance Cor-
poration, Office of the Comptroller of the Cur-
rency, and, in 1987, the Federa Home Loan
Bank Board (now the Office of Thrift Supervi-
sion)) adopted a uniform policy for the classifi-
cation of installment credit based on delin-
quency status. The 1980 policy also provided
for different charge-off time frames for open-
end and closed-end credit.

Because open-ended borrowing practices had
changed and institutional practices for charging
off open-end accounts based on their past-due
status were inconsistent, the agencies (the FRB,
FDIC, OTS, and OCC) undertook a review of
the 1980 FFIEC classification policy in concert
with a review of all written policies, as man-
dated by section 303(a) of the Riegle Commu-
nity Development and Regulatory Improvement
Act of 1994 (RCDRIA). In February 1999, an
updated policy was issued, effective for use on
FFIEC bank call reports beginning December
31, 2000. This new policy was revised again
and reissued in June 2000, with the same effec-
tive date. (The June 2000 policy supersedes
both the 1980 policy and the updated February
1999 policy.) The June policy provides supervi-
sory guidance for residential and home equity
loans; fraudulent loans; loans to deceased per-
sons; loans to borrowers in bankruptcy; treat-
ment of partial payments involving past-due
loans;, and re-aging, deferrals, renewals, or
rewrites of open-end and closed-end credit. The
agencies are to use this expanded supervisory
guidance when applying the uniform classifica-
tions to retail-credit loans extended by deposi-
tory institutions. See SR-00-8.

While the terms of the revised policy apply
only to federally insured depository institutions,
the Federal Reserve believes the guidance is
broadly applicable to bank holding companies
(BHCs) and their nonbank lending subsidiaries.
Accordingly, examiners should apply the
revised policy, as appropriate, in the inspection
of consumer finance subsidiaries of BHCs.

When reviewing consumer finance subsidi-
aries of banking organizations, examiners
should consider the methodology used for aging
retail loans. In accordance with the FFIEC bank

call report instructions, banks and their con-
sumer finance subsidiaries are required to use
the contractual method, which ages loans based
on the status of contractua payments. BHCs, in
preparing their financial statements, are permit-
ted to use the range of options available under
GAAP. This, in effect, allows uninsured, non-
bank consumer finance subsidiaries of BHCs to
employ the recency method, which ages loans
according to the date of the most recent pay-
ment, regardless of the contractua terms of the
loan.

In general, the contractual method provides a
more accurate reflection of loan performance
and, therefore, is the preferred methodology,
especially from the standpoint of financial-
statement transparency and public disclosure.
Examiners should encourage BHCs and their
consumer finance subsidiaries to use the con-
tractual method. However, BHCs should not
change their aging methodology from contrac-
tual to recency without the prior concurrence of
the Federal Reserve. A BHC subsidiary may not
change its methodology if the intent or effect of
such a change is to mask asset quality or finan-
cia weaknesses. Moreover, in the event that
consumer receivables are transferred from a
bank to its BHC or the BHC's nonbanking
subsidiaries, the BHC or the nonbanking subsid-
iaries should continue to age the receivables
according to the contractual method.

When a BHC uses the recency method, it
should have adequate controls in place to accu-
rately track the performance of loans within the
retail portfolio and to demonstrate sound and
compelling business reasons for the use of the
recency method. Examiners should see section
3100.0 for further guidance on the review of
consumer finance operations.

2241.0.1 UNIFORM RETAIL-CREDIT
CLASSIFICATION AND
ACCOUNT-MANAGEMENT POLICY

The uniform retail-credit classification and
account-management policy issued by the
FFIEC (and approved by the Federal Reserve
Board) is reproduced below. The Board has
clarified certain provisions of this policy. In this
text, the Board's revisions are in brackets. Sec-
tion numbers have also been added to the sub-
titles of the text.

December 2000
Page 1
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Retail-Credit Classification

2241.0

The Uniform Retail-Credit Classification and
Account-Management Policy? establishes stan-
dards for the classification and treatment of
retail credit in financial ingtitutions. Retail credit
consists of open- and closed-end credit extended
to individuals for household, family, and other
personal expenditures, and includes consumer
loans and credit cards. For purposes of this
policy, retail credit also includes loans to indi-
viduals secured by their personal residence,
including first mortgage, home equity, and
home-improvement loans. Because a retail-
credit portfolio generaly consists of a large
number of relatively small-balance loans, evalu-
ating the quality of the retail-credit portfolio on
a loan-by-loan basis is inefficient and burden-
some for the institution being examined and for
examiners.

Actua credit losses on individual retail cred-
its should be recorded when the institution
becomes aware of the loss, but in no case should
the charge-off exceed the time frames stated in
this policy. This policy does not preclude an
ingtitution from adopting a more conservative
internal policy. Based on collection experience,
when a portfolio’s history reflects high losses
and low recoveries, more conservative stan-
dards are appropriate and necessary.

The quality of retail credit isbest indicated by
the repayment performance of individua bor-
rowers. Therefore, in general, retail credit
should be classified based on the following
criteria:

1. Open- and closed-end retail loans past due
90 cumulative days from the contractual due
date should be classified substandard.

2. Closed-end retail loans that become past due
120 cumulative days and open-end retail
loans that become past due 180 cumulative
days from the contractual due date should be
classified loss and charged off.2 In lieu of

1. [For the Federal Reserve's depository institution classi-
fication guidelines, see section 2060.1, “Classification of
Credits,” in the Commercial Bank Examination Manual.]

2. For operational purposes, whenever a charge-off is nec-
essary under this policy, it should be taken no later than the
end of the month in which the applicable time period elapses.
Any full payment received after the 120- or 180-day charge-
off threshold, but before month-end charge-off, may be con-
sidered in determining whether the charge-off remains
appropriate.

OTS regulation 12 CFR 560.160(b) allows savings institu-
tions to establish adequate (specific) valuation allowances for
assets classified loss in lieu of charge-offs.

Open-end retail accounts that are placed on a fixed repay-
ment schedule should follow the charge-off time frame for
closed-end loans.

BHC Supervision Manual December 2000

Page 2

charging off the entire loan balance, loans
with non—real estate collateral may be writ-
ten down to the value of the collateral, less
cost to sall, if repossession of collatera is
assured and in process.

. One- to four-family residential real estate

loans and home equity loans that are past due
90 days or more with loan-to-value ratios
greater than 60 percent should be classified
substandard. Properly secured residential real
estate loans with loan-to-value ratios equal to
or less than 60 percent are generally not
classified based solely on delinquency status.
Home equity loans to the same borrower at
the same ingtitution as the senior mortgage
loan with a combined loan-to-value ratio
equal to or less than 60 percent need not be
classified. However, home equity loans
where the institution does not hold the senior
mortgage, that are past due 90 days or more
should be classified substandard, even if the
loan-to-value ratio is equal to, or less than,
60 percent.

For open- and closed-end loans secured by
residential real estate, a current assessment
of value should be made no later than 180
days past due. Any outstanding loan balance
in excess of the value of the property, less
cost to sell, should be classified loss and
charged off.

. Loans in bankruptcy should be classified loss

and charged off within 60 days of receipt of
notification of filing from the bankruptcy
court or within the time frames specified in
this classification policy, whichever is
shorter, unless the institution can clearly
demonstrate and document that repayment is
likely to occur. Loans with collateral may be
written down to the value of the collateral,
less cost to sell. Any loan balance not
charged off should be classified substandard
until the borrower re-establishes the ability
and willingness to repay for a period of at
least six months.

. Fraudulent loans should be classified loss

and charged off no later than 90 days of
discovery or within the time frames adopted
in this classification policy, whichever is
shorter.

. Loans of deceased persons should be classi-

fied loss and charged off when the loss is
determined or within the time frames adopted
in this classification policy, whichever is
shorter.
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2241.0

2241.0.1.1 Other Considerations for
Classification

If an ingtitution can clearly document that a
past-due loan is well secured and in the process
of collection, such that collection will occur
regardless of delinquency status, then the loan
need not be classified. A well-secured loan is
collateralized by a perfected security interest in,
or pledges of, real or persona property, includ-
ing securities with an estimable value, less cost
to sdll, sufficient to recover the recorded invest-
ment in the loan, as well as a reasonable return
on that amount. ““In the process of collection”
means that either a collection effort or legal
action is proceeding and is reasonably expected
to result in recovery of the loan balance or its
restoration to a current status, generally within
the next 90 days.

2241.0.1.2 Partial Payments on Open-
and Closed-End Credit

Institutions should use one of two methods to
recognize partial payments. A payment equiva
lent to 90 percent or more of the contractual
payment may be considered a full payment in
computing past-due status. Alternatively, the
institution may aggregate payments and give
credit for any partial payment received. For
example, if a regular installment payment is
$300 and the borrower makes payments of only
$150 per month for a six-month period, [the
institution could aggregate the payments
received ($150 x six payments, or $900). It
could then give credit for three full months
(%300 x three payments) and thus treat the loan
as] three full months past due. An institution
may use either or both methods in its portfolio,
but may not use both methods simultaneously
with asingle loan.

2241.0.1.3 Re-aging, Extensions,
Deferrals, Renewals, and Rewrites

Re-aging of open-end accounts, and extensions,
deferrals, renewals, and rewrites of closed-end
loans® can be used to help borrowers overcome

3. These terms are defined as follows. Re-age: Returning a
delinquent, open-end account to current status without collect-
ing (at the time of aging) the total amount of principal,
interest, and fees that are contractually due. Extension:
Extending monthly payments on a closed-end loan and rolling
back the maturity by the number of months extended. The
account is shown current upon granting the extension. If
extension fees are assessed, they should be collected at the

temporary financia difficulties, such as loss of
job, medical emergency, or change in family
circumstances like loss of a family member. A
permissive policy on re-agings, extensions,
deferrals, renewals, or rewrites can cloud the
true performance and delinquency status of the
portfolio. However, prudent use is acceptable
when it is based on a renewed willingness and
ability to repay the loan, and when it is struc-
tured and controlled in accordance with sound
internal policies.

Management should ensure that comprehen-
sive and effective risk management and internal
controls are established and maintained so that
re-ages, extensions, deferrals, renewals, and
rewrites can be adequately controlled and moni-
tored by management and verified by examin-
ers. The decision to re-age, extend, defer, renew,
or rewrite aloan, like any other modification of
contractual terms, should be supported in the
institution’s management information systems.
Adequate management information systems
usually identify and document any loan that is
re-aged, extended, deferred, renewed, or rewrit-
ten, including the number of times such action
has been taken. Documentation normally shows
that the institution’s personnel communicated
with the borrower, the borrower agreed to pay
the loan in full, and the borrower has the ability
to repay the loan. To be effective, management
information systems should also monitor and
track the volume and performance of loans that
have been re-aged, extended, deferred, renewed,
or rewritten and/or placed in aworkout program.

2241.0.1.4 Open-End Accounts

Institutions that re-age open-end accounts
should establish a reasonable written policy and
adhere to it. To be considered for re-aging, an
account should exhibit the following:

1. The borrower has demonstrated a renewed
willingness and ability to repay the loan.

time of the extension and not added to the balance of the loan.
Deferral: Deferring a contractually due payment on a closed-
end loan without affecting the other terms, including maturity,
(or the due date for subsequently scheduled payments,) of the
loan. The account is shown current upon granting the deferral.
Renewal: Underwriting a matured, closed-end loan generally
at its outstanding principal amount and on similar terms.
Rewrite: Underwriting an existing loan by significantly chang-
ing itsterms, including payment amounts, interest rates, amor-
tization schedules, or its final maturity.

December 2000
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2. The account has existed for at least nine
months.

3. The borrower has made at least three con-
secutive minimum monthly payments or the
equivalent cumulative amount. Funds may
not be advanced by the ingtitution for this
purpose.

Open-end accounts should not be re-aged
more than once within any twelve-month period
and no more than twice within any five-year
period. Institutions may adopt a more conserva-
tive re-aging standard; for example, some insti-
tutions allow only one re-aging in the lifetime of
an open-end account. Additionally, an over-
limit account may be re-aged at its outstanding
balance (including the over-limit balance, inter-
est, and fees), provided that no new credit is
extended to the borrower until the balance falls
below the predelinquency credit limit.

Ingtitutions may re-age an account after it
enters a workout program, including internal
and third-party debt-counseling services, but
only after receipt of at least three consecutive
minimum monthly payments or the equivalent
cumulative amount, as agreed upon under the
workout or debt-management  program.
Re-aging for workout purposes is limited to
once in a five-year period and is in addition to
the once-in-twelve-months/twice-in-five-years
limitation described above. To be effective,
management information systems should track
the principal reductions and charge-off history
of loans in workout programs by type of
program.

2241.0.1.5 Closed-End Loans

Ingtitutions should adopt and adhere to explicit
standards that control the use of extensions,
deferrals, renewals, and rewrites of closed-end
loans. The standards should exhibit the
following:

1. The borrower should show a renewed will-
ingness and ability to repay the loan.

2. The standards should limit the number and
frequency of extensions, deferrals, renewals,
and rewrites.

3. Additional advances to finance unpaid inter-
est and fees should be prohibited.

BHC Supervision Manual December 2000
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Management should ensure that comprehen-
sive and effective risk management, reporting,
and internal controls are established and main-
tained to support the collection process and to
ensure timely recognition of losses. To be effec-
tive, management information systems should
track the subsequent principal reductions and
charge-off history of loans that have been
granted an extension, deferral, renewal, or
rewrite.

2241.0.1.6 Examination Considerations

Examiners should ensure that institutions adhere
to this policy. Nevertheless, there may be
instances that warrant exceptions to the general
classification policy. Loans need not be classi-
fied if the institution can document clearly that
repayment will occur irrespective of delin-
quency status. Examples might include loans
well secured by marketable collateral and in the
process of collection, loans for which claims are
filed against solvent estates, and |oans supported
by valid insurance claims.

The Uniform Retail-Credit Classification and
Account-Management Policy does not preclude
examiners from classifying individual retail-
credit loans that exhibit signs of credit weakness
regardless of delinquency status. Similarly, an
examiner may also classify retail portfolios, or
segments thereof, where underwriting standards
are weak and present unreasonable credit risk,
and may criticize account-management prac-
tices that are deficient.

In addition to reviewing loan classifications,
the examiner should ensure that the institution’s
allowance for loan and lease losses provides
adequate coverage for probable losses inherent
in the portfolio. Sound risk- and account-
management systems, including a prudent retail-
credit lending policy, measures to ensure and
monitor adherence to stated policy, and detailed
operating procedures, should also be imple-
mented. Internal controls should be in place to
ensure that the policy is followed. Institutions
that lack sound policies or fail to implement or
effectively adhere to established policies will be
subject to criticism.

Issued by the Federal Financial Institutions
Examination Council on June 6, 2000.



Domestic and Other Reports to Be Submitted
to the Federal Reserve Section 2250

In carrying out its regulatory and supervisorytory report, or who cause the failure to file or a

responsibilities, the Board requires the submidate filing of a required regulatory report, may

sion of various reports from bank holding com-be assessed a civil money penalty of up t

panies. These reports are an integral part of tH25,000 per day.

Board’s supervision, monitoring, and surveil-

lance functions. Information from these reports

is used to evaluate the performance of banR250.0.2 APPROVAL OF DIRECTORS

holding companies, appraise their financial conAND SENIOR OFFICERS OF

dition, and determine their compliance withDEPOSITORY INSTITUTIONS

applicable laws and regulations. The examiner

must review the reports (submitted to the FedThe Federal Deposit Insurance Act (12 U.S.C

eral Reserve System) for accuracy and timelil811) was amended to require each insure

ness and insist on their being amended if matadepository institution and depository institution

rial errors are found. If inaccurate data areéholding company to give 30 days’ prior notifica-

submitted, the resulting ratios could conceation to the federal banking authority of (1) the

deteriorating trends in the company’s financiaproposed addition of any individual to its board

condition and performance. Bank holding com-of directors or (2) the employment of any indi-

panies should maintain sufficient internal sysvidual as a senior executive officer. This require

tems and procedures to ensure that reporting ient applies to the following institutions:

accomplished according to appropriate regula-

tory requirements. Clear, concise, and orderly. institutions that have been chartered less the

workpapers should support the data presented two years

and provide a logical tie between report dat@. institutions that have undergone a change i

and the financial records. For detailed current control within the preceding two years

information on who must submit reports and3. institutions that are in a troubled condition or

what the reporting requirements are, see whose capital is below minimum standards

the Board's public site on the Internet at the

following address: www.federalreserve.gov/The agencies have the authority to issue a notic

boarddocs/reportforms. of disapproval to stop the appointment or
employment of an individual if they feel that
appointing or employing the person would not

2250.0.1 PENALTIES FOR ERRORS IN be in the interests of the public, taking into

REPORTS account that individual's competence, experi
ence, character, and integrity.

Section 8 of the Bank Holding Company Act

(the act) was amended to provide for the assess-

ment of civil money penalties for the submis-2250.0.3 INSPECTION OBJECTIVES

sion of late, false, or misleading reports filed by

bank holding companies that are required by thé. To determine that required reports are bein

act and Regulation Y and for the failure to file filed on time.

the required regulatory reports. Financial institu2. To determine that the contents of reports ar

tions that have adequate procedures to avoid accurate and complete.

any inadvertent errors but that unintentionally3. To recommend corrective and, if needed, for

submit incorrect information or are minimally  mal enforcement action when official report-

late in publishing or transmitting the reports can ing practices, policies, or procedures are

be fined up to $2,000 per day. The financial deficient.

institution has the burden of proving that the

error was inadvertent. If the error was not inad-

vertent, a penalty of up to $20,000 per day ca2250.0.4 INSPECTION PROCEDURES

be assessed. If the submission was done in a

knowing manner or with reckless disregard forl. A bank holding company’s historical record

the law, a fine of up to $1 million or 1 percentof ~ concerning the timely submission of reports

the institution’s assets can be assessed for eachshould be ascertained by reviewing relevan

day of the violation. Institution-affiliated parties

who participate in any manner in the filing of anBHC Supervision Manual June 1999

institution’s false or misleading required regula- Page 1
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Reserve Bank files. The examiner should.
determine, from documentation in the files,
which reports should have been filed because
of the passage of time or the occurrence of an
event. If a report is delinquent, the bank
holding company should be instructed to pre-
pare and submit the report expeditiously.

2. Copies of regulatory reports filed since the
prior inspection should be reviewed and
compared with company records on a ran-
dom, line-by-line basis, using a significance
test. In some cases, the review will necessaf*-
ily extend to supporting schedules and work-
papers that substantiate the data reflected in
the reports. If the initial reports reviewed are
found to be substantially correct, then the
scope of subsequent reviews may be cur-
tailed. If the reports are found to be incorrect,
the overall review procedures should be
intensified. When an error or misstatement is
considered significant, the matter should be
brought to management’s attention and the
bank holding company should be required to
submit adjusted data. Improper methods us
in preparing reports should be called to man-
agement’s attention. The examiner should
explain all changes carefully and assist bank
holding company personnel in whatever way
possible to ensure proper reporting in future
reports.

BHC Supervision Manual June 1999
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At the conclusion of the review process, the
examiner should discuss the following with
management, when applicable:

a. inaccuracies found in reports and the need
for submission of amended pages or
reports

b. violations of law, rulings, or regulations

c. recommended corrective action when
policies or procedures have contributed to
deficiencies noted in the reports or the
untimely submission of report(s)

Details concerning the late or inaccurate

preparation of reports should be listed in the

inspection report on the Other Supervisory

Issues report page. If the matter is considered

significant, it should be noted on the Examin-

er's Comments and Matters Requiring Spe-
cial Board Attention report page, as well.

When the exceptions are considered minor

and have been discussed with management

and corrected, it will suffice to state this on
the Other Supervisory Issues workpaper sup-
porting page.

&2t When it is determined that false, misleading,

or inaccurate information is contained in
financial statements or reports, consider
whether formal enforcement action is needed
to ensure that the offending bank holding
company, financial institution, or other entity
under the holding company structure will
correct the statements and reports.
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2250.0.5 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Lawd Regulationg Interpretations® Orders

Submission of reports concerningl844(c)
compliance with the act, or
regulations or orders under it

Annual reports 1844(c) 225.5(b)
Report on intercompany 1844(c) 225.5(b)
transactions

Reports emanating from 1844(c) 225.5(b)
inspection report

recommendations

Reports emanating from cease- 1818(b), (c)
and-desist orders

Civil money penalties for errors 324
on bank call and BHC Reports 1847

1. 12 U.S.C., unless specifically stated otherwise. 3. Federal Reserve Regulatory Serviederence.
2. 12 C.F.R., unless specifically stated otherwise.
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Venture Capital
Section 2260.0

2260.0.1 INTRODUCTION those next in generation to existing ones, the
have a wide market appeal and the potential fo
Venture capital activities are usually conductedtrong growth. Such products are preferre
through one or more of the following types ofbecause of their shorter development time an
entities: Small Business Investment Companiegossible faster realization of profits. One of the
(SBIC); Minority Enterprise Small Businessways a venture capital company makes mone
Investment Companies (MESBIC); Non-is by purchasing the common stock of an emerg
licensed Venture Capital Companies; and Partng company and selling it when the company
nerships or Venture Capital Funds. SBIC's andhas grown and the stock has appreciated i
MESBIC's are licensed and regulated by thevalue. It also generates earnings by making cor
Small Business Administration (SBA); the othervertible preferred stock investments and by
types are not. Both SBIC’s and MESBIC’s arelending money in the form of subordinated de-
limited by regulation to investing in and lending bentures and term loans. Usually lending agree
to small businesses; whereas, non-licensed vements contain provisions which enable a ven
ture capital companies and partnerships haverre capital company to acquire shares o
greater latitude. The activities of MESBIC’sincrease existing holdings through the exercis
(section 103d companies) are specifically limof warrants or stock options at a later date
ited to small firms owned by socially or eco-Although in most cases some equity interest i
nomically disadvantaged persons. Most bankisken, venture capital companies, generally, d
and bank holding companies engage in ventuneot acquire a controlling interest in a busines:
capital activities through an SBIC because of itshey finance.
broad ability to take equity positions in other Once financing commences, venture capite
companies. SBIC’s are permitted to own up taompanies typically take an active role in the
49.9 percent of the voting shares of a companynanagement of the companies. They usuall
By contrast, a non-licensed venture capital conreceive representation on the company’s boar
pany that is a subsidiary of a bank holdingof directors, which enables them to review bud:
company may not own more than 4.9 percent ojets and assist in structuring the company’
the voting shares of a business. To escape frolong-range strategic plan. Guiding a compan!
this limitation some bank holding companiesthrough its developing stages is considere
have formed partnerships or venture capitaéssential for the achievement of equity apprecie
funds. However, a bank holding company cartion and realization of the high returns sough
only participate as a limited partner with anby venture capital companies.
ownership interest not to exceed 24.9 percent.
Limited partnerships are preferred by those bank
holding companies who do not possess th2260.0.2 LOANS AND INVESTMENTS
expertise for this type of activity but seek the
potential opportunity for high returns. Investments and lending philosophy may differ
Through the use of private capital and, inamong venture capital companies. Some choo:
some cases, borrowed money, venture capittd be equity-oriented; that is, they look for
companies invest in and lend to new and growhigher returns on investments through capita
ing business enterprises. They prefer to invest iappreciation, while others favor lending in the
and lend to companies that exhibit strong manform of loans or convertible debt securities
agement talent and clearly defined strategiesvhich provide cash flow to fund operations anc
Many of the companies are yet unknown to theservice debt. However, most companies will
public. Their products either have been introstrive for a diversified portfolio in terms of the
duced to the market or are due to arrive in théype of investment and industry mix. The range
next few years. Venture capital companies dof financing possibilities associated with lend-
not favor pioneering research. Instead, they arieg and/or investing is as follows:
interested in financing innovative products, i.e.,

BHC Supervision Manual December 1992
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First Step Financing Funds needed for seed capital to help develop an idea.

Start-up Financing Funds needed to cover the cost of preparing a business plan,
conducting market studies and opening a business.

First Stage Financing Funds needed to start manufacturing and selling the product(s).

Second Stage Financing Funds needed for working capital to expand production and build

inventories. Company is operating but not yet profitable.

Third Stage Financing Funds needed to improve the product, build working capital and
expand marketing and production facilities. At this point, the com-
pany should be generating a profit.

Fourth Stage Financing Additional working capital funds needed prior to initial public
offering which may be as much as a year later.

In addition to the above, venture capital com2260.0.3 FUNDING
panies will consider financing leveraged buy-

outs and turnaround situations. A venture capital company may use private
The degree of risk assumed varies accordingapital, leverage, or a combination of both to
to the stage of financing, i.e., lower stages corfynq its portfolio of loans and investments. Ven-
tain greater risk because of the requirement fof,re capital companies obtain private capital
longer-term investment discipline than highefrom their parent organization, either banks or
stages. Investments in start-up companies tyPank holding companies. Generally, private cap-
cally take five to seven years or more o matur€y| js ysed to fund high-risk, lower-stage invest-
Because of the high risk involved, most bankinents, although some companies may diversify
affiliated venture capital companies will avoidheir portfolio and deploy a portion of capital in
the earlier or lower stages of financing. Newlyjgans, debentures and preferred stock. Leverage
established venture capital companies and esperay pe derived from internal and external bor-
cially those that use leverage tend to focus Ofyyings. SBIC's that are banking subsidiaries
the intermediate and latter stages of flnanclng“ay receive funding in the form of loans from
These stages are represented primarily byeir parent bank. For those companies that are a
debenture financing, preferred stock invests,psidiary of a bank holding company, internal
ments, and straight term loans. In structuring funding may be provided by the bank holding
portfolio, a venture capitalist should considercompany from internal cash flow or its external
both liquidity and capital protection. The 'dea|borrowing sources. A bank holding company
financing mix might entail a limited amount of might borrow from its available bank lines or
money invested in common stock with thesher horrowing sources to fund venture capital
remainder distributed between debenture%peraﬂons_ There is, however, one exception;
loans, and preferred stock. These instrumentgt is the use of commercial paper proceeds to
will provide income to cover operating expensesyng venture capital investments and loans does
and service debt as well as give some protectigiot appear to qualify under the exemptive provi-
should the business start to decline. Limitedjong of section 3(a)(3) of the Securities Act of
holdings of common stock give the companyjg33. SBIC’s and MESBIC's can obtain exter-
the opportunity to enhance earnings througRg financing from the U.S. government and the
capital gains without adversely effecting cashyjyate sector, while, non-licensed venture capi-
flow. Regardless of the type of financingig| companies are limited to only private sources
offered, the ability to exist from an investmentsq their external financing. Under current SBA
or loan through either the issuance of pUbl'_‘%eguIations, an SBIC can borrow up to $35 mil-
stock or a cash buyout by a larger company ifon from the federal financing bank with no

the goal of a venture capital company. limit as to the aggregate amount of private debi.
Because of the investment restrictions on
BHC Supervision Manual December 1992 MESBIC’s, the SBA allows them to incur
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Venture Capital 2260.0

borrow up to four times their capital base andncludes a separate category for net unrealize
issue preferred stock to the SBA up to two timesippreciation (depreciation) on equity interests
their capital base. MESBIC's also have no limitNet unrealized appreciation (depreciation) or
on the aggregate amount of private debt. Alequity interests represents the gross amoul
government borrowings ings are through theeported under loans and investments less &
federal financing bank and carry the guaranteappropriate provision for taxes. Since unreal
of the SBA. Such borrowings are classified aszed appreciation (depreciation) on equity inter-
senior debt. ests represents future profits (losses) they a
measured separately in the equity account rath
than in earnings.
2260.0.4 PROFITABILITY There are no industry norms with which to
measure capital adequacy. What is known, how
Earnings of venture capital companies can flucever, is that the SBA requires a minimum capita
tuate widely depending on the nature of theiinvestment of $1,000,000 to establish an SBIC
activities. Those companies that blend theiMoreover, regulations governing SBIC’s limit
portfolios with loans, debentures and preferrethe dollar amount of investments and/or loans
stock investments tend to be more predictabla single customer to 20 percent of an SBIC’s
and less erratic in earnings performance thacapital base. Although banks are limited by
companies that are strictly equity-oriented. Thatatute to a maximum capital investment in ar
difference being that loans, debentures and pr&BIC of 4.9 percent of their primary capital,
ferred stock provide income to cover operatingtatistics show that SBIC’s have substantially
expenses and debt service requirements, whiless than this limit. By contrast, there are nc
common stock investments may not yield posirestrictions as to the amount of capital that ¢
tive returns for several years. Portfolio diversifi-bank holding company may invest in a nonbanl
cation tends to smooth out earnings, althoughffiliated venture capital company. Dependenc
the potential for major fluctuations in earningson capital to fund portfolio loans and invest-
exists in the future should capital gains be realments seems to be preferred as the cost ¢
ized on equity investments. In measuring earrleverage, at present, cannot provide meaningfi
ings performance, one should consider the conspreads. It can be assumed that the larger tt
bination of net realized earnings (net investmentapital position the higher the dollar amount
income plus net realized gains (losses) on sakevailable for investing and/or lending to a single
of investments) and net unrealized appreciatiooustomer.
or depreciation on investment holdings found in Sustained profitability and satisfactory asse
the capital structure of the balance sheet. It iguality are required to maintain financial sound-
not uncommon to see aggregate returns on capiess and capital adequacy. The SBA will con
tal reach 50 sider an SBIC's capital as impaired if net unreal
or more. Typically, returns of this magnitudeized depreciation and/or operating losses equ
are influenced by either large gains realized 0oB0 percent or more of its capital base. It woulc
the sale of investments or a substantial amoulseem appropriate to use this guideline for mee
of unrealized appreciation on investments helduring the adequacy of capital of non-licensec
or a combination of both. Appreciation or depreventure capital companies that are affiliated witt
ciation in portfolio investments representsa bank holding company.
potential realized gains or losses and, therefore,
should be considered in evaluating the compa-
ny’s earnings performance. Specifically, thex2o60.0.6 INSPECTION OBJECTIVES
change in year-to-year net unrealized apprecia-
tion or depreciation is a factor that should be 1 To determine whether the company is
considered in analyzing results. When measugperating within the scope of its approved activ
ing the company’s contribution to consolidatedties and within the provisions of the Act and
earnings, net unrealized appreciation or depreckRegulation Y.
ation should be ignored. 2. To determine whether transactions with
affiliates, especially banks, are in accordanc
with applicable statutes and regulations.
2260.0.5 CAPITALIZATION 3. To determine the quality of the asset port
folios and whether the allowance for losses i
In addition to the usual equity components of
capital stock, surplus and retained earnings, th®HC Supervision Manual December 1992
capital structure of a venture capital company Page 3
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adequate in relation to portfolio risk and 4. Latest director's valuation of loans and
whether the nonaccrual policy is appropriate. investments and results of latest internal loan or

4. To determine the viability of the companycredit review;
as a going concern, and whether its affiliate 5. Copies of the most recent internal and
status represents a potential or actual adversaternal audit reports;
influence upon the parent holding company and 6. Trial balance of all loans and investments,
its affiliated bank and nonbank subsidiaries anthdicating the percent ownership of a company
the condition of the consolidated corporation. involving an equity interest;

5. To determine whether the company has 7. Listing of loans, debentures and preferred
formal written policies and procedures relatingstock on which scheduled payments are in ar-
to lending and investing. rears 30 days or more or on which payments are

6. To determine if such policies and proce-otherwise not being made according to original
dures are adequate and that management texms;
operating in conformance with the established 8. Details of internal and external borrowing

policies. arrangements; and
7. To assess management’s ability to operate 9. Any agreements, guarantees or pledges be-
the company in a safe and sound manner. tween the subsidiary and its parent holding com-

8. To suggest corrective action when poli-pany or affiliates.
cies, practices or procedures are deficient, or After reviewing the above information, a
when asset quality is weak, or when violationglecision whether or not to conduct an on-site
of laws or regulations have been noted. inspection must be made. Some of the determi-
nants of this decision would include: relative
size; current level and trend of earnings; asset
quality as indicated in the director’s valuation of
2260.0.7 INSPECTION PROCEDURES loans and investments; and the condition of the
2260.0.7.1 Pre-Inspection company when last inspected. From the infor-
mation provided, it might be determined that the

All SBIC’s and MESBIC's are subject to com- company is operating properly and is in sound
prehensive regulations and annual examinatiofg®ndition. In such a case, an on-site inspection
administered by the SBA. Therefore, it is notMay not be warranted. Conversely, a deteriorat-
necessary to conduct a full scope inspection dfg condition might be detected which would
these subsidiaries. The bank holding compan{/arrant a visit even though a satisfactory condi-
inspection should focus on the quality of assetdlon had been determined during the previous
as disclosed in the annual director’s valuatiosspection. All non-licensed venture capital
and financial statements submitted to the SBAOMpanies should be inspected on-site at least
on an annual basis, transactions with affiliate§Nce every three years.
and an overall financial evaluation.
The decision whether the operations of a ) .
non-licensed venture capital company will be2260.0.7.2 On-Site Inspection
inspected “on-site” is based on the availability .
and adequacy of data from either the parerlf the decision was made to conduct an “on-
holding company or that which is obtained uporfite” inspection of the subsidiary, the examiner
request from the subsidiary. The followingshould expand the scope of the review to include
information should be obtained and thoroughlyhese additional procedures: _
reviewed prior to making a decision to go “on- 1. Hold a brief meeting with the chief execu-
site™ tive officer of the company to establish contact
1. Minutes of the board and executive comand present a brief indication of the scope of the
mittee meetings since inception of company ofnspection; )
the date of the previous inspection; 2. Review the company’s policy statements
2. Comparative interim and fiscal financialfor loans, investments, nonaccruals, and charge-
statements containing value accounting adjusffs; _ _ .
ments, including the year-end filing with the 3. Review the latest internal review by the
SBA; company'’s directors or the loan review depart-
3. Listing of contingent liabilities, including ment of the bank affiliate or bank holding
any pending material litigation; company;
4. Conduct an independent review of the
BHC Supervision Manual December 1992 portfolio;
Page 4 a. Establish the minimum dollar of loans
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and investments to be reviewed to achieve at 7. Compare company’s general ledger with

least 70 percent coverage of the portfolio; statements prepared for the latest FR Y—6;
b. Review loans and investments in sam- 8. Review the quality and liquidity of other
ple, giving consideration to the following: investment holdings;

9. Review and classify, if necessary, asset
. NORe Sl e acquired in liquidation of a customer’s busines:
. E:gghactil(lg)y SQ?AZCE?Qgﬁce d by custome?ue to d'efault.. Determine compliance of divesti-

and their market acceptance: ure period with section 4(c)(2) of The Bank
» Business plan; ’ Holl((i)ln%Co‘mpatrllqy Act; df .
» Extent of relationship with customer; . Review he manner and lfrequency Ir
« Funding sources; and \F/)v:rlggt ﬁg%ﬁ:‘déaggmnsgﬂsgement reports to th
* Ultimate source of repayment. 11. Follow-up on matters criticized in the

c. Discuss the more serious problem loanmost recent audit reports and the previou:
and investments with management; inspection report on the subsidiary; and

d. Classify, if necessary, those loans and 12. Assess the expertise of subsidiary mar
investments that exhibit serious weaknessemgement and awareness of subsidiary directors
where collectibility is problematical or worse.

Lower classification criteria must accompany

these assets, which possess a higher degree2#60.0.7.3 Matters Warranting

credit risk than found in other types of nonbankRecommendation in Inspection Report
lending;

e. Determine the diversification of risk Deficiencies or concerns that warrant citation ir
within the portfolio, i.e., the mix of loans and the inspection report for the attention of man-
investments and the type of industries financedagement are:

f. Review the adequacy of the allowance 1. Lack of policies and/or controls in the
for loan losses and determine the reasonablendssiding and investing functions;
of the amount of unrealized appreciation or de- 2. Improper diversification of risk in the loan
preciation reported on the balance sheet in corand investment portfolio;
junction with the asset evaluation; and 3. Adverse tie-in arrangements with the affil-

g. Determine whether the board of direc-ate bank(s):
tors or parent holding company has established 4. Lack of management expertise;
credit limits for the maximum amount of loans 5. Impairment of capital as a result of operat-
and investments to be extended to a single cusig losses or high unrealized depreciation or
tomer. Verify adherence to the limits. equity interests or a combination of both; and

5. Review equity investments for compliance 6. Lack of adequate reporting procedures t
with the 4.9 percent maximum limitation to anyparent holding company management.
one customer;

6. Verify office locations and activities with
system approvals;

» Latest balance sheet and income data;

BHC Supervision Manual December 1992
Page 5



Venture Capital 2260.0

2260.0.8 LAWS, REGULATIONS, INTERPRETATIONS AND ORDERS

Subject Laws$ Regulationd Interpretations® Orders
Acquisition of SBIC by a 1843(c)(8) 225.111 4-173
bank holding company 1843(c)(5) 4-175

4-174
Limitations of an SBIC's 13 C.F.R. 107.901(a)
control over business
enterprises
Criteria for various types of 13 C.F.R.121.3-10
business investments of an 13 C.F.R.121.3-11
SBIC
Acquisition of a non-licensed1843(c)(8) 225.112

venture capital company by a
bank holding company

Formation of joint ventures 1843(c)(6)
(limited partnerships) for

purpose of conducting

venture capital activities

Limitation on equity interests1843(c)(6)
of a non-licensed venture

capital company affiliated

with a bank holding company

Loans to affiliates— 371c
Section 23A of FR Act

Restrictions on 371c
transactions with affiliates

Acquisition of shares 1843(c)(2)
acquired DPC

Acquisition of assets 1843(c)(2) 225.132 4-175.1
acquired DPC

1. 12 U.S.C., unless specifically stated otherwise. 3. Federal Reserve Regulatory Service reference.
2. 12 C.F.R., unless specifically stated otherwise.
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Venture Capital

2260.0

2260.0.9 APPENDIX 1—VENTURE CAPITAL COMPANY SAMPLE BALANCE

SHEET
December 31, 19XX
ASSETS
Cash XXXX
Money Market investments XXXX
Loans and investments XXXX
Loans XXXX
Debt securities XXXX
Equity interests XXXX
Total loans and investments XXXX
Less: Allowance for losses on loans and investments XXXX
Plus: Unrealized appreciation (depreciation) on equity interests XXXX
Net loans and investments XXXX
Interest and dividends receivable XXXX
Assets acquired in liquidation of loans and investments XXXX
Other assets XXXX
Total assets XXXX
LIABILITIES
Notes payable—affiliates XXXX
Notes payable—others XXXX
Accrued taxes payable XXXX
Deferred tax credits XXXX
Other liabilities XXXX
Total liabilities XXXX
STOCKHOLDER'S EQUITY
Common stock (par value XXX) XXXX
Surplus XXXX
Retained earnings XXXX
Net unrealized appreciation (depreciation) of equity interests XXXX
Total stockholder’s equity XXXX
Total liabilities and stockholder’s equity XXXX
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Venture Capital

2260.0

2260.0.10 APPENDIX 2—VENTURE CAPITAL COMPANY—SAMPLE INCOME

STATEMENT

For Fiscal Year Ended
December 31, 19XX

INTEREST INCOME

Interest on loans and debt securities XXX
Dividends on equity interests XXX
Interest on money market investments XXX
Total interest income XXX
INTEREST EXPENSE
Interest on notes payable to affiliates XXX
Interest on notes payable to others XXX
Total interest expense XXX
NET INTEREST INCOME XXX
PROVISION FOR LOAN LOSSES XXX
Net interest after provision for loan losses XXX
OTHER REVENUE
Income from assets acquired in liquidation of loans and investments XXX
Management Fees XXX
Total other revenue XXX
Net interest and other revenue XXX
NONINTEREST EXPENSE
Salaries and benefits XXX
Management and service fees XXX
Other expenses XXX
Total noninterest expense XXX
Income before taxes XXX
Applicable taxes XXX
Net investment income XXX
Realized gain (loss) on sale of securities, net of tax XXX
Net income XXX
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