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F e at u r e d  i n  t h i s  i s s u e :   A Four-Part Examination of CRE Lending and Debt Problems

continued on Page 4

By Michelle Neely

The importance of commercial 
real estate (CRE) lending to U.S. 

banks—especially community banks—
is difficult to overstate.  According 
to Federal Reserve data, the nation’s 
commercial banks hold almost half 
of U.S. CRE debt outstanding.  CRE 
lending has especially edged up in 
significance at the nation’s community 
banks as other types of consumer and 
business lending have been lost to 
competitors.  Now that conditions in 
commercial real estate sectors have 
deteriorated, banks face the possibility 
of significant losses.

Unlike the last commercial real 
estate crisis in the late 1980s/early 
1990s, problems this time stem from 
a lack of demand rather than mas-
sive overbuilding that was spurred by 
tax law changes, among other fac-
tors.  Coming on the heels of tremen-
dous losses in residential real estate, 
the downturn in CRE markets is the 
proverbial second blow of the one-two 
punch that has staggered the nation’s 
banking industry.

Though not as severely affected 
as banks elsewhere, Eighth District 
banks have not been immune to real 
estate woes.  Earnings have rebounded 
somewhat over the past few quarters 
(see “Profits Up at District Banks” on 
Page 3), but continued increases in 
nonperforming rates across all cat-
egories of CRE loans (i.e., construction 

Commercial Real Estate Lending 
Challenges Banks in District

and land development, multifamily, 
and nonfarm nonresidential) threaten 
further improvement.  As of Sept. 30, 
CRE loans made up 43.5 percent of 
total bank loans at District banks yet 
accounted for 63.4 percent of all non-
performing loans.  

The rapid deterioration in CRE 
portfolios over the past two years is 
illustrated in the figure.  The ratio of 
nonperforming construction and land 
development (CLD) loans to total CLD 
loans (which includes residential as 
well as commercial construction) has 
skyrocketed since September 2007 
and is approaching double digits.  (It’s 
near 14 percent for U.S. peer banks.)  
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C E n T R A l  v i E w

too Big to Fail Is  
too Big to Ignore 

In the wake of the global financial cri-
sis, Congress and the administration 

are reviewing a number of proposals 
to reform the structure and regulation 
of the financial industry.  In addition, 
financial regulators are taking action to 
reign in certain activities to ensure these 
practices do not undermine the safety 
and soundness of the banking system. 

To be sure, the Federal Reserve’s 
actions and many legislative initiatives 
seeking to curb suspect banking prac-
tices aim to restore the strong and stable 
foundation on which our nation’s finan-
cial system was built.  Yet one issue that 
does not seem to have gained the same 
level of attention within the legislative 
debate is the question of how to deal 
with extremely large, financially related 
and interconnected organizations, whose instability can 
significantly disrupt operations of the global financial system.  
Dealing with the “too big to fail” issue, or TBTF, is crucial to 
meaningful reform of our nation’s financial system.  

Without question, the inability to deal effectively with 
TBTF organizations is the problem that jeopardized the 
functioning of our global financial system—it is that critical.  
As of this writing, it is simply too early to tell what substan-
tive legislative proposals will take hold and win passage, but 
it appears that regulatory oversight and reforming con-
sumer protection are getting the most attention.  This focus 
is understandable, as many financial institution customers 
have in some way been adversely affected by the recent 
financial turmoil.  

However, this crisis uncovered the susceptibility of world 
economies  to the condition of financial institutions that 
were not only too big, but too big to fail quickly.  The lack 
of clear resolution strategy to manage the rapid deteriora-
tion and eventual resolution of TBTF organizations left 
governments and regulators worldwide scrambling to piece 
together plans for rescue operations for these firms, finan-
cial markets and national economies.   

Reform efforts must deal with this issue and in a substan-
tive manner.  If we learned nothing else from this crisis, 
it is that if these kinds of institutions fail suddenly, panic 
ensues, in much the same way the panic during the Great 
Depression shuttered some 7,000 banks.  We need to focus 
on several channels:  enhanced regulatory oversight that 
is implemented responsibly, development of a resolution 
regime that insulates taxpayers and the macro economy 
from damage, and global cooperation in managing the 
oversight and resolution of TBTF firms with international 
operations.  It is a large task, but one that is too big to ignore 
and one we can’t afford to get wrong.

Joel H. James is 
assistant vice presi-
dent for external 
relations and public 
policy for the Fed-
eral Reserve Bank 
of St. Louis.
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By Michelle Neely

A modest improvement in profitabil-
ity that began in the second quar-

ter continued into the third quarter 
for District banks.  Return on average 
assets (ROA) climbed 6 basis points to 
0.25 percent.  (See table.)  While that 
result would not be cause for celebra-
tion in normal times, it is certainly a 
piece of good news for an industry that 
has been walloped by a housing crisis 
and a deep economic recession.  

For U.S. peer banks (banks with 
assets of less than $15 billion), the 
results were also somewhat encourag-
ing as ROA rose by 4 basis points to 
-0.29 percent.  As in the second quar-
ter, losses were concentrated at larger 
institutions.  Excluding banks with 
assets of more than $1 billion, ROA hit 
0.58 percent at District banks and 0.11 
percent at U.S. peer banks.

The improvement in earnings was 
not driven by earning assets.  The 
net interest margin (NIM) at District 
banks rose by just 1 basis point from 
the second quarter and remains 12 
basis points below its year-ago level.  
What helped profits this quarter was 
a 6 basis-point decline in noninterest 
expense and a leveling off in loan loss 
provisions.  Loan loss provisions as a 
percentage of average assets increased 
by just 1 basis point, the smallest 
quarterly increase in several years.

The smaller additions to loan loss 
provisions, however, do not portend an 
improvement in asset quality.  Non-
performing loans continue to rise at 
District and U.S. peer banks.  The ratio 
of nonperforming loans to total loans 
at District banks rose 18 basis points 
to 2.62 percent in the third quarter; the 
ratio increased 25 basis points at U.S. 
peer banks, reaching 4.02 percent.  

Also troubling is another decline in 
the nonperforming loan coverage ratio 
at both sets of banks.  At the end of 
the third quarter, District banks had 
68 cents reserved for every dollar of 
nonperforming loans.  U.S. peer banks 
had an even thinner cushion, with  
an average coverage ratio of just  

Q u A R T E R ly  R E P o R T

Profits Up at District Banks,  
but Problem assets Cloud the Outlook

52 percent.  Further, other real estate 
owned as a percent of total assets has 
almost doubled at both sets of banks 
over the past year, averaging 0.76 percent 
at District banks and 0.68 percent at U.S. 
peers at the end of the third quarter.

Problem loans remain concentrated in 
the real estate portfolio, and increases 
in nonperforming rates are occurring 
in residential and commercial real 
estate lending.  (See “Commercial Real 
Estate Lending Challenges Banks in 
District” on Page 1 for a more detailed 
analysis of commercial real estate 
lending.)  At the end of the third  

a Glimmer of hope?

3rd Q 2008 2nd Q 2009  3rd Q 2009
RetuRn on AveRAge Assets

District Banks 0.67% 0.19% 0.25%

Peer Banks 0.43 -0.33 -0.29

net InteRest MARgIn

District Banks 3.79 3.66 3.67

Peer Banks 3.83 3.57 3.61

LoAn Loss PRovIsIon RAtIo

District Banks 0.60 0.94 0.95

Peer Banks 0.78 1.52 1.50

nonPeRfoRMIng LoAn RAtIo

District Banks 1.68 2.44 2.62

Peer Banks 2.20 3.77 4.02

Source: call reports

Note:  Banks with assets of more than $15 billion have been excluded from the analysis.  
All earnings ratios are annualized and use year-to-date average assets or average  
earning assets in the denominator.  Nonperforming loans are those 90 days or more  
past due or in nonaccrual status.

quarter, nonperforming real estate 
loans as a percent of total real estate 
loans topped 3 percent at District 
banks and hit almost 5 percent at U.S. 
peer banks.  Because real estate loans 
now make up about 75 percent of all 
loans at these banks, troubles in the 
real estate sector have a profound 
effect on bank performance.

The nonperforming loan rates for 
consumer and commercial and indus-
trial loans increased very modestly  
in the third quarter and remain below 

continued on Page 7
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The nonperforming rate for multifamily 
loans has more than tripled, while the 
rate for nonperforming nonfarm non-
residential loans has more than doubled 
over the same time period.  CRE charge-
off rates have similarly escalated, as has 
CRE other real estate owned (OREO).

According to forecasters, CRE mar-
ket conditions are still a year or two 
away from turning around, which is 
typical of post-recession periods.  Like 
unemployment, CRE vacancy rates are 
lagging indicators of economic activ-
ity.  Further, unemployment and CRE 
vacancy rates tend to move together 
because demand for commercial real 
estate is highly dependent on employ-
ment growth.

The table shows third quarter 2009 
vacancy rates for office and industrial 
space for six metropolitan areas in  
the District plus a national average.  
Also included are forecast peaks in 
these vacancy rates and the associated 
time period.

Office sector
Third quarter office vacancy rates 

varied widely across the District, from 
a low of 6.2 percent in Little Rock to 
17.6 percent in Memphis, and rates in 
all District metro areas except Mem-
phis are at or lower than the national 
average of 15.7 percent.  Fayetteville  
is the only District metro area where 
the third quarter office vacancy rate 
(15.7 percent) was near its forecast 
peak (15.9 percent, occurring in the 
first quarter of 2010).  For the other five 
metro areas in the table, peak office 
vacancy rates are at least a year away.

industrial sector 
The industrial sector is weaker than 

the office sector in most District metro 

areas.  All metro areas have industrial 
availability rates at or greater than 
the national average of 13.2 percent.  
As with office space, peak availability 
rates for industrial space are at least a 
year away in the District.  Springfield 
is the exception here; its rate peaked 
in the third quarter and is expected 
to start coming down, while Memphis 
and Fayetteville have industrial avail-
ability rates in excess of 20 percent, 
and improvement is forecast to be 
more than one year away.

Multifamily sector
Third quarter and forecast multi-

family vacancy rates are available for 
Louisville, Memphis and St. Louis.  
Louisville and St. Louis currently have 
relatively low rates of 6.1 percent and 
8 percent, respectively.  Although the 
vacancy rate is near its expected peak 
in Louisville, the rate in St. Louis is 
forecast to rise to 11.3 percent by year-
end 2011 before starting to decline.  
The multifamily vacancy rate in  
Memphis is substantially higher at  
11.4 percent but is not expected to  
rise much above 12 percent.  

Retail markets are weak everywhere.  
Though up-to-date retail data and 
forecasts are not available for District 
metro areas, anecdotal information 
suggests that this sector’s overhang 
won’t be absorbed for some time.

The trends occurring now in CRE 
markets are typical of post-recession 
periods.  The degree to which the 
banking industry in the District and 
elsewhere ultimately suffers depends 
on how well problem credits are dealt 
with and how quickly jobs-producing 
economic growth picks up.

Michelle Neely is an economist at the Federal 
Reserve Bank of St. Louis.

Vacancy rates are high and Climbing 

MSA 3Q 2009 office Forecast Peak office 3Q 2009 Industrial Forecast Peak Industrial

Fayetteville, Ark. 15.7%  15.9% (1Q 2010) 20.1%  21.0% (2Q 2011)

Little rock 6.2  11.9 (4Q 2011) 16.0  16.7 (3Q 2010)

Louisville 12.7  14.3 (4Q 2011) 14.2  15.3 (1Q 2012)

Memphis 17.6  21.9 (2Q 2011) 20.7  22.8 (1Q 2011)

St. Louis 15.4  19.6 (1Q 2011) 13.2  15.9 (4Q 2010)

Springfield, Mo. 13.3  16.6 (1Q 2012) 14.2  14.2 (3Q 2009)

National Average 15.7  18.4 (1Q 2011) 13.2  15.4 (4Q 2010)

Source:  cBre econometric Advisors 

Lending Challenges
continued from Page 1
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By Sam Ciluffo and Carl White 

Banking organizations’ exposure 
to commercial real estate (CRE) is 

substantial.  Therefore, banks should 
get back to basics and ensure that a 
proactive risk management strategy 
is in place, which is critical to manage 
CRE credits. 

Total outstanding commercial and 
multifamily debt is $3.5 trillion, with 
$1.6 trillion or approximately 45 per-
cent held in U.S. commercial banks.  
Due to the weakness in securitization 
markets and limited ability to place 
CRE debt in these markets, refinance 
risk in banks is high and increasing.  
Projections indicate that $300 to $500 
billion in CRE debt will mature in 
2010.  Increasing capitalization rates, 
coupled with increasing vacancy rates 
and decreasing net operating income 
(NOI), have resulted in a valuation 
problem.  Bankers are expressing a 
growing concern that income-produc-
ing properties will lack sufficient NOI 
to cover break-even debt service cov-
erage (DSC), even on an interest-only 
basis in some cases.  

With these concerns in play, how  
do banking organizations get back to 
the basics in managing CRE loans?  
Here are some best practices to keep 
in mind. 
First, enhance policies and proce-

dures to address today’s emerging issues.  
In general, credit policies should:

•	 articulate clearly the bank’s prac-
tices for identifying, monitoring  
and reporting troubled debt restruc-
tures (TDRs);

•	 provide specific guidance regarding 
loan modifications and restructures;

•	 cover procedures for loans made to 
facilitate the sale of other real estate 
owned (OREO) (terms and condi-
tions, approval process, etc.); and

•	 address procedures for determining 
when to obtain a new appraisal to 
understand the collateral value and 
credit risk implications for a particu-
lar credit.

i n - D E P T h

Get Back to the Basics on CRE
Examiners Offer Six Best Practices To Help Banks

Second, CRE portfolio monitoring is 
important.  Common practices include 
segmenting CRE loans by property 
type, maturity and geographic area  
to obtain a clearer understanding of 
the risk.    
Third, key staff must also become 

active in the monitoring of the cred-
its.  Site visits are a key; they should 
include taking pictures to determine 
the condition of properties, vacancies, 
etc.  Lease and financial information 
needs to be obtained and analyzed 
to determine the property’s current 
performance and future prospects.  

Furthermore, the lender should review 
documentation for completeness and 
ensure that property taxes are paid.  
Fourth, other best practices include 

talking with the borrower to determine 
his or her plans to obtain or retain ten-
ants.  How will these plans affect the 
property’s cash flow?  In addition to 
analyzing market conditions, lenders 
should determine if any new competi-
tion has come into the borrower’s mar-
ket area and what affect it has on the 
borrower’s NOI and ability to retain or 
obtain tenants.
Fifth, most, if not all, of these CRE 

loans have guarantors.  Therefore, a 
robust guarantor analysis is needed 
to assess the value, sufficiency and 
liquidity of a guarantor’s net assets 
and the magnitude of ongoing cash 
flow that considers both actual and 
contingent liabilities.  The analy-
sis of a guarantor’s global cash flow 
should consider inflows, as well as 
both required and discretionary cash 
outflows from all activities.  This may 

Vacancy rates are high and Climbing 

MSA 3Q 2009 office Forecast Peak office 3Q 2009 Industrial Forecast Peak Industrial

Fayetteville, Ark. 15.7%  15.9% (1Q 2010) 20.1%  21.0% (2Q 2011)

Little rock 6.2  11.9 (4Q 2011) 16.0  16.7 (3Q 2010)

Louisville 12.7  14.3 (4Q 2011) 14.2  15.3 (1Q 2012)

Memphis 17.6  21.9 (2Q 2011) 20.7  22.8 (1Q 2011)

St. Louis 15.4  19.6 (1Q 2011) 13.2  15.9 (4Q 2010)

Springfield, Mo. 13.3  16.6 (1Q 2012) 14.2  14.2 (3Q 2009)

National Average 15.7  18.4 (1Q 2011) 13.2  15.4 (4Q 2010)

Source:  cBre econometric Advisors 

continued on Page 9

“Banks should ensure  
that a proactive risk  
management strategy is  
in place, which is critical 
to manage CRE credits.”

CRE
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Debt Restructuring
Is It a Simple Refinancing or Troubled Debt Restructuring?

By Jim Warren 

Given current economic conditions, 
borrowers of all types are expe-

riencing declines in income and cash 
flow.  As a result, many borrowers are 
seeking to reduce contractual cash 
outlays, the most prominent being 
debt payments.  Moreover, in an effort 
to preserve net interest margins and 
earning assets, institutions are open  
to working with existing customers  
in order to maintain relationships.  
Both of these matters lead to the  
question:  Is a debt restructuring a 
simple refinancing or a “troubled”  
debt restructuring (TDR)?   

To answer this question, we need 
to know the three factors that must 
always be present in a troubled debt 
restructuring.  
First, an existing credit agreement 

must be formally renewed, extended 
and/or modified.  Informal agreements 
do not constitute a restructuring 
because the terms of a note have  
not contractually changed.  
Second, the borrower must be 

experiencing financial difficulty.  
Determining this factor requires a 
significant amount of professional 
judgment.  However, accounting litera-
ture does provide some indicators on 
financial difficulties, including:

•	 The borrower has defaulted on  
debt obligations. 

•	 The borrower has declared or is in 
the process of declaring bankruptcy. 

•	 Absent the restructuring, the  
borrower cannot obtain funds  
from another source at market rates 
available to nontroubled debtors. 

•	 The borrower’s cash flow is  
insufficient to service existing  
debt based upon actual or projected 
performance.

Third, the lender grants a con-
cession that it would not otherwise 

consider.  Concessions can take many 
forms, including the lowering of the 
effective interest rate, interest and/or 
principal forgiveness, modification or 
extension of repayment requirements, 
and waiving financial covenants to 
enhance cash flow.

If all three factors are present, 
a troubled debt restructuring has 
occurred, and various issues must 
be considered and appropriately 
accounted for.  Some of these issues 
include the Statement of Financial 
Accounting Standards (SFAS) 114 por-
tion of the allowance for loan and lease 
losses, revenue recognition and inter-
nal credit risk grade.  Under SFAS 114, 
a troubled debt restructuring is con-
sidered to be impaired, and an impair-
ment analysis must be performed.  

While three impairment measure-
ment techniques are available, the 
valuation technique generally pre-
scribed is the discounted cash flow 
method.  This method results from the 
fact that the lender and borrower have 
established an expected stream of cash 
flows.  If these underlying cash flows 
are separate from collateral liquida-
tion or loan sales, then the fair market 
value techniques are not available. 

Consider interest income recognition
Another measurement to consider 

is interest income recognition.  Gen-
erally, if a credit was on nonaccrual 
prior to the restructuring, regulatory 
guidance indicates that the credit 
should remain on nonaccrual until 
the borrower displays a willingness 
and ability to repay.  If the credit was 
on accrual, income may continue 
to be recognized, provided that a 
documented analysis of the borrower 
indicates that performance is assured.  
Lastly, troubled debt restructurings 
should generally remain within an 
institution’s criticized or classified 
internal credit risk ratings until  
repayment is reasonably assured,  

CRE
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well-defined weaknesses have sub-
sided and loss is not anticipated.  

use sound risk Management
Sound risk management practices 

are an important aspect when consid-
ering the issues and risks associated 
with troubled debt restructurings.  The 
foundations of these practices include 
the development and implementation 
of appropriate policies, procedures and 
limits; sound management information 
systems; and adequate internal con-
trols.  An institution’s credit policies 
and procedures must provide a clear 
understanding of what a troubled debt 
restructuring is, how it is to be han-
dled, who has the ability to authorize 
such transactions and what associated 
limits are in place (authority as well as 
risk tolerance limits).  From a manage-
ment information systems perspective, 
procedures must be established to 
ensure that restructurings are cor-
rectly reported in regulatory as well as 
financial filings.  In addition, reporting 
should keep senior management and 
the directorate apprised of the extent 
of this activity and its relative success.  

Moreover, effective internal con-
trol systems are needed to effectively 
identify and manage associated risks.  
Two very important control functions 
are internal loan review and inter-
nal audit.  An effective loan review 
function will report on compliance 
with established policies and proce-
dures, assist in the identification of 
troubled debt restructurings, attest to 
the appropriateness of restructurings, 
and ensure that appropriate internal 
credit risk ratings are maintained.  
Sound internal audit functions verify 
that appropriate reporting procedures 
are in place and reporting is accu-
rate.  They ensure that troubled debt 
restructurings are included within  
the SFAS 114 portion of the allow-
ance for loan loss analysis and that the 
impairment measurement technique 

used is correct.  Finally, they attest 
that sound revenue recognition prac-
tices have been established and are 
being followed.

Jim Warren is a supervisory examiner in 
safety and soundness in the Banking Supervi-
sion and Regulation division at the Federal 
Reserve Bank of St. Louis. 

> > M O r e  O n L i n e

St. louis Fed Safety & Soundness 
Supervision Guidance
www.stlouisfed.org/banking/safety_
soundness.cfm

SFAS 114
www.fasb.org/pdf/fas114.pdf

2 percent at District banks.  Across all 
categories of loans, District banks had 
lower nonperforming rates than their 
U.S. peers did.  For both sets of banks, 
larger banks (those with average assets 
of $1 billion to $15 billion) had higher 
nonperforming rates than smaller 
institutions in most loan categories.

Meager earnings and problem assets 
have had little effect on capital ratios 
thus far.  The average tier 1 leverage 
ratio increased 11 basis points to 9.06 
percent in the third quarter at District 
banks.  U.S. peer banks’ average lever-
age ratio also rose, hitting 9.10 percent.

Michelle Neely is an economist at the Federal 
Reserve Bank of St. Louis.

Quarterly Report
continued from Page 3
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When Problems arise
The Transfer of Problem Assets from Banks to Holding Companies

By Patrick Pahl and Tim Bosch

A growing portfolio of problem 
assets will unfavorably impact 

a bank’s earnings performance and 
capital adequacy.  Asset workouts can 
take time and, thereby, affect finan-
cial performance for several report-
ing periods.  For this reason, some 
banking organizations are considering 
the sale or transfer of problem assets 
from the bank to the parent holding 
company.  Assets could include whole 
loans, loan participations, securities 
and other real estate owned (OREO).

If you’re considering such a move for 
your organization, you should keep in 
mind the following:

is this Legal?
The Federal Reserve System’s Board 

of Governors’ Regulation Y states that 
a bank holding company should be a 
source of financial and managerial 
strength to its subsidiary banks and 
not conduct bank holding company 
operations in an unsafe and unsound 
manner.  Therefore, if handled prop-
erly, a bank may transfer problem 
assets to its parent, as long as the bank 
clearly benefits from the transaction.

how Would a Bank Benefit?
Problem loans, securities and OREO 

typically are nonearning assets.  By 
removing nonearning assets from the 
bank’s balance sheet, earnings per-
formance indicators should improve at 
the bank level.  Asset quality should 
also improve by reducing the volume 
of problem assets and replacing them 
with cash and/or performing assets.  If 
replaced with cash, then liquidity will 
also improve.

What are the regulatory  
Considerations?

The Board of Governors’ Regula-
tion W stipulates that a bank may not 

be disadvantaged as a result of any 
covered transaction with its parent 
company.  Regulation W also requires 
that the terms and conditions of any 
covered transaction are consistent 
with safe and sound banking practices.  
Therefore, the transfer of assets from a 
bank to its parent company must be at 
fair value.  Fair value should be estab-
lished prior to the transaction and be 
supported with appropriate documen-
tation.  You should use a third-party 
valuation for the transfer of real estate.

The transfer of loans or securities 
from a bank to its parent company 
may constitute a nonbanking activity 
for the parent company.  The transfer 
would require prior approval under 
Regulation Y if the parent company 
had not previously received approval 
to engage in lending activities and 
intends to engage in lending on an 
ongoing basis.  No prior Federal 
Reserve System approval is required 
if the parent company is a financial 
holding company in compliance.  

What are the accounting  
Considerations?

There are two simple methods for 
transferring assets from the bank to 
the parent company:  

Dividend in kind involves a dividend 
of the assets to the parent company.  
The assets should be booked at fair 
value, and the bank should fully 
recognize any gain/loss versus book 
value.  The bank should consult with 
its regulator for any possible divi-
dend limitations, restrictions or filing 
requirements.

Sale or transfer involves consider-
ation paid by the parent company to 
the bank.  The transaction must be at 
fair value, and the bank should fully 
recognize any gain or loss.  The bank 
should not fund the parent company’s 
purchase of the asset from the bank.  
With respect to assets acquired in 
satisfaction of debts previously con-

CRE
anD DEBt 
PROBLEMS
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tracted, the required divestiture period 
is not altered by virtue of the transfer 
from bank to parent company.

If you have any questions or would 
like additional information, contact  
Patrick Pahl at 314-444-8858 or Tim 
Bosch at 314-444-8480.

Patrick Pahl is a senior coordinator for new 
member banks, and Tim Bosch is a vice presi-
dent over safety and soundness examinations, 
both in the Banking Supervision and Regula-
tion division at the Federal Reserve Bank of 
St. Louis.  

involve integrating multiple partner-
ship and corporate tax returns, busi-
ness financial statements, K-1 forms 
and individual tax filings.  Anything 
short of a comprehensive global cash 
flow analysis diminishes confidence in 
the assessment of guarantor strength, 
even in the face of significant liq-
uid assets, because liquidity may be 
needed to fund contingent liabilities 
and global cash shortfalls.
Sixth, senior management and 

directors should develop enhanced 
capital analysis and planning pro-
cesses for measuring the appropriate-
ness of the capital structure, given the 
risk profile of the organization.  Good 
analysis takes into consideration  
asset quality and asset concentrations, 
as well as the composition of those 
concentrations.

Sam Ciluffo is a senior examiner and Carl 
White is a supervisory examiner in the Bank-
ing Supervision and Regulation division at the 
Federal Reserve Bank of St. Louis. 

Back to Basics
continued from Page 5

explore innovative ideas for revitalizing 
the LiHtC Market

Eighth District bankers interested in 
how they can work with their communi-
ties on the low income housing Tax 
Credit (lihTC) program should check 
out Innovative Ideas for Revitalizing the 
LIHTC Market.  Released in november, 
the publication’s six short articles were 
prepared by the St. louis Fed’s Commu-
nity Affairs department and the Federal 
Reserve’s Board of Governors and pres-
ent fresh ideas on how to strengthen the 
lihTC market.    

The articles consider:
•	 the St. louis Equity Fund’s strategies to continue developing 

lihTC projects despite the market downturn, 
•	 ways the Community Reinvestment Act could be altered to 

attract increased investment in lihTCs by financial institutions, 
•	 a proposal to restore the market for lihTC projects through 

federal co-investment in the tax credit, 
•	 a case for using innovative ways to expand the lihTC investor 

pool to individual investors, 
•	 a secondary market solution to bring additional investors into 

the market, and 
•	 a model for an enhanced structure for a lihTC fund that 

would provide equity for high-quality projects.
Download the publication at www.federalreserve.gov/newsev-

ents/press/other/other2009111oa1.pdf.

Missouri Homeownership Preservation 
Summit Set for January

what are foreclosure trends in Missouri?  what can your com-
munity do to reduce foreclosures, stabilize neighborhoods and 
maintain the tax base?  what help can you provide your customers 
and community?  

To help answer these questions, bankers in central Missouri 
should consider attending the Missouri homeownership Preserva-
tion Summit on Jan. 14 in Jefferson City, Mo.  Registration fee is $25. 

Topics include current foreclosure, fraud and loan performance 
trends and new consumer protection and residential lending laws.  

See details and register at www.stlouisfed.org/newsroom/
events/?id=101.  For more information, contact the St. louis Fed’s 
Matt Ashby, senior community affairs specialist, at 314-444-8891 or 
matthew.w.ashby@stls.frb.org.

r egiona L SP o t L igH t

Innovative Ideas for Revitalizing  
the LIHTC Market
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the groups were performing at a simi-
lar level of profitability, with an ROA of 
about 1 percent or higher.  Since then, 
there has been a striking difference 
in performance.  Banks in the major 
MSAs have been hardest hit, with a 
weighted ROA of -0.6 percent as of 
June 30, 2009.  Banks in the micro and 
mid-tier metro areas have also experi-
enced challenges, though not as severe.  
Micro-area banks have performed 
consistently better than the other two 
groups through this downturn, with 
a weighted ROA of 0.6 percent, while 
profitability of mid-tier metro area 
banks falls between the two groups, 
with an ROA of 0.2 percent.  

On other aggregated metrics, such as 
nonperforming loans, loan losses and 
net interest margin, the conclusion 
is similar.  Banks in micro areas are 
performing better than banks in mid-
tier metro areas, which, in turn, are 
performing better than banks in major 
metro areas. 

different Metrics reveal similar Gaps 
What affects the performance of 

the different groups of banks?  When 
we aggregate ratios such as ROA, 
larger banks weigh more heavily than 
smaller banks within a geographic 
group.  To overcome this size issue, 
we looked at the median bank perfor-
mance metrics for the three groups of 
banks.  The median banks in the three 
groups are similar in ROA size:  $187 
million in the major metro areas, $171 
million in the mid-tier metro areas 
and $143 million in the micro areas.  
Although some differences in size 
still exist, for practical purposes these 
median banks are all small-sized com-
munity banks.

The table shows the median statis-
tics and bank performance measures 
for the three groups of banks.  Even 
at the median level, banks in micro 
areas performed best, followed by 
mid-tiered metro area banks and then 
the major metro banks.  However, the 
performance range narrows when 

E C o n o M i C  F o C u S

Banks in Smaller Markets  
Have Outperformed Larger Metro Banks 

By Gary S. Corner and Rajeev R. Bhaskar

Data from call reports paint a 
bleak picture for banks in large 

Eighth District cities.  In aggregate, 
banks in the larger metropolitan areas 
are performing worse than banks in 
smaller markets. 

Why are smaller banks doing better?  
The reasons are not yet clear.  We used 
various metrics to help discover why 

2
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Major MSA
Mid-Tier Areas
Micro Areas

rOa for three different Groups of Banks

by reviewing three groups of District 
banks: banks in the four major met-
ropolitan statistical areas, or MSAs 
(St. Louis, Little Rock, Louisville and 
Memphis), banks in 18 mid-tiered 
metro areas (population between 
50,000 and 500,000) and banks in 60 
micropolitan statistical areas (popula-
tion between 10,000 and 50,000).  To 
gauge the performance of banks in 
these three groups, we looked at aggre-
gate numbers for health of the overall 
industry and then looked at the median 
numbers for the health of the average 
banks.  The total number of banks in 
each of these areas is similar: 145 in 
the major areas, 139 in the mid-tier 
metro areas and 175 in the micro areas.

Metrics show Micro area Banks on top 
The figure shows the aggregate 

return on assets (ROA) for the three 
bank groups.  Until the end of 2006, all 
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switching from aggregate to median.  
The median (50th percentile) ROAs 
now range from 0.54 percent in major 
MSAs to 0.91 percent for the micro 
market banks.  This narrowing of 
the performance band shows that the 
performance of larger banks in the 
major and mid-tier metro markets 
pulls down the averages.  Sizable dif-
ferences still exist in the average bank 
profitability for different size markets 
after accounting for outliers.  This dif-
ference in performance holds for most 
of the metrics we analyzed, including 
the ratio of nonperforming loans, net 
interest margin and coverage ratios.  
(See the table.) 

Better Performers or slow  
to recognize risk?

All the factors influencing this 
performance difference may not be 
fully understood today.  However, our 
experience with commercial bank 
examinations raises some possible 
explanations.  One distinguishable 
factor is the level of commercial real 
estate (CRE) lending.  The proportion 
of CRE loans to total loans at a micro 
area bank (18.3 percent) is 3.9 per-
centage points less than at a mid-tier 
metro area bank (22.2 percent) and 
10.5 percentage points below a major 
metro bank (28.8 percent).  CRE, which 
is under severe stress in the current 
environment, could be a possible rea-
son for the difference in performance.  

Another possible explanation is that 
smaller market banks may lend more 
on a relationship basis compared with 
transaction lending in larger banks.  

Economic factors, such as higher 
unemployment rates in the larger mar-
kets, could also be at play.  It is also 
possible that the smaller market banks 
could be somewhat slower to recognize 
troubled assets.  If this is true, then the 
performance gap should close in time.  

Smaller community banks have out-
performed their larger market breth-
ren during this economic downturn 
both at the aggregate and individual 
level.  In the ensuing quarters, the 
reasons will become clear.  We may 
conclude that banks in smaller mar-
kets have indeed been more conser-
vative and managed risk better.  Or, 
we may find it takes varying amounts 
of time for risk recognition to work 
through all sizes of banking markets.  
As Paul Harvey famously stated, “Stay 
tuned for the rest of the story.” 

Gary Corner is a senior examiner and  
Rajeev Bhaskar is a senior research associate 
in the Supervisory Policy and Risk Analysis 
group of the Banking Supervision and  
Regulation division at the Federal Reserve 
Bank of St. Louis.

Median statistical area Bank Performance as of June 30, 2009

Major Metro Areas Mid-Tier Metro Areas Micro Areas

Number of Banks 145 139 175

Median Assets $186.7 million $170.7 million $143 million

return on Assets 0.54% 0.67% 0.91%

Net Interest Margin 3.53 3.82 3.86

Nonperforming Loans / Total Loans 1.88 1.46 1.08

Loan Loss reserves / Nonperforming Loans 77.29 97.87 115.63

Loan Losses / Total Loans 0.31 0.36 0.23

Tier 1 Leverage ratio 9.28 9.08 9.10

cre to Total Loans 28.84 22.21 18.32

SourceS:  call reports. Numbers in red indicate unfavorable differences when compared with the medians  
of other sized markets.

> > M O r e  O n L i n e

Previous MSA banking condition reports
stlouisfed.org/publications/cb/articles/?id=1662
stlouisfed.org/publications/cb/articles/?id=1336
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Reader Poll
Is the vacancy rate for commercial real 
estate (offices and stores, for example) 
in your part of the eighth District higher 
now than a year ago?

•	 Much higher.  i see more vacancies now 
than ever before.  

•	 Only a bit higher.  it looks like vacan-
cies have leveled off.  

•	 the same.  The amount of vacancies i 
see is no different than it was a year ago. 

•	 Lower.  i’m seeing fewer empty com-
mercial buildings now than a year ago.  

Take the poll at www.stlouisfed.org/publications/
cb/.  Results are not scientific and are for informa-
tional purposes only.   

P.O. Box 442
St. Louis, MO 63166
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Special Issue: Central Banker Looks at Commercial
Real Estate and Problem Debt
Commercial real estate lending problems are coming to the fore, possibly creating a one-two punch to banks
on the heels of the tremendous losses in residential real estate. Many banks are finding themselves
challenged by CRE lending, and others are looking for ways to effectively handle problem assets and troubled
debt.

In the Winter 2009 issue of Central Banker, we present four connected articles written by St. Louis Fed experts
relating to CRE lending problems and methods for treating troubled assets. In the audio link, Julie Stackhouse,
senior vice president and managing officer of the St. Louis Fed’s Banking Supervision, Credit and Center for
Online Learning Division, introduces the series.

First, economist Michelle Neely examines challenges in CRE lending for Eighth District banks and runs the
numbers to project when commercial and industrial vacancy rates will finally peak in several District metro
areas.

Next, senior examiner Sam Ciluffo and supervisory examiner Carl White in the Banking Supervision and
Regulation division discuss how banks can get back to the basics on CRE lending. Doing so can help provide
a proactive risk management strategy that is critical to managing CRE credits.

Next, Jim Warren, supervisory examiner for safety and soundness, explores the criteria that make a financial
institution’s debt restructuring no longer a simple refinancing but a troubled debt restructuring, and what banks
can possibly do about it.

Finally, Tim Bosch, vice present over safety and soundness examinations, and Pat Pahl, senior coordinator for
new member banks, detail how banks can legally transfer troubled assets to bank holding companies under
the Federal Reserve Board of Governors’ Regulation Y, thereby lessening the negative impact on a bank’s
portfolio.

https://www.stlouisfed.org/publications/central-banker/winter-2009/commercial-real-estate-lending-challenges-banks-in-district
https://www.stlouisfed.org/publications/central-banker/winter-2009/get-back-to-the-basics-on-creexaminers-offer-six-best-practices-to-help-banks
https://www.stlouisfed.org/publications/central-banker/winter-2009/debt-restructuringis-it-a-simple-refinancing-or-troubled-debt-restructuring
https://www.stlouisfed.org/publications/central-banker/winter-2009/when-problems-arisethe-transfer-of-problem-assets-from-banks-to-holding-companies
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For Your Staff: Stay Informed on New FedCash
Services (New)
Operations managers, cash managers, cash operations staff and any branch network staff responsible for
cash operations at your institution should explore the changes being made this spring to FedCash Services.

Use the road map on the FedCash Services Online Resource Center to help your cash-handling staff and
managers adjust to the changes, and consider registering your staff to receive important e-mail updates.

The Federal Reserve System began standardizing service levels and cash handling processes in 2008 to lay
the groundwork for streamlining overall cash handling. The changes being made this year or already
implemented involve:

Orders — FedLine Web  access solution in 2010 will become the only channel for placing orders and
submitting deposit notifications.

Deposits — This process has already seen the most changes. Notifying the Fed of an incoming deposit,
including information on the contents of each currency bag (or container) in the deposit and its associated
barcode, became a standard requirement in late 2009 across the Federal Reserve System. FedLine can help
you process deposit notifications. Additionally, the Fed now requires that all incoming deposits be sent in bags
or containers that already have barcodes, using a predetermined Federal Reserve barcode standard.

Control tools — FedLine will become this year a one-stop resource for information on the status of your
deposits and orders and will provide drill-down capabilities to help you research differences, including strap
images. In addition, you will be able to submit disputes and claims online.

The Financial Services logo, "FedFocus," "FedLine Web" and "FedCash" are trademarks or service marks of
the Federal Reserve Banks. A complete list of marks owned by the Federal Reserve Banks is available at
FRBservices.org.

®

®

http://www.frbservices.org/fedcash/index.html
http://www.frbservices.org/eventseducation/education/
http://www.frbservices.org/serviceofferings/access/index.html
http://www.frbservices.org/
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Regulations Spotlight: Several Regulation Z (Truth
in Lending) and Regulation E Changes Coming in
2010
Bankers should keep in mind that federal agencies are currently making and proposing several changes to
Regulation Z (Truth in Lending) and Regulation E. These include:

1. Questions about Repayment of Higher-Priced Mortgages

You may have questions about what steps bankers should take to verify a consumer’s ability to repay certain
higher-priced mortgages.

The Board released new guidelines designed to protect consumers in the mortgage market from unfair,
abusive or deceptive lending and servicing practices, especially when the consumer’s ability to repay has not
been considered. The changes apply protections to the higher-priced mortgages category, which includes
virtually all closed-end subprime loans secured by a consumer’s principal dwelling.

Bankers have had questions regarding these new guidelines, which became effective Oct. 1.

2. More Credit Card Act Provisions

Look for more provisions of the 2008 Credit Card Reform Act to come in February. The Act, being implemented
in three stages, is designed to protect consumers from harmful practices and give them greater transparency
with credit card account terms and conditions.

On Nov. 13, the Board of Governors accepted the final rule that requires creditors to obtain a consumer’s
consent before charging fees for overdraft transactions. This means that consumers will have better
information to help them decide whether to apply for overdraft protection. At the same time, creditors cannot
penalize consumers for declining overdraft protection.

The Board's consumer testing indicated that most consumers prefer not to be enrolled in overdraft services for
ATM and one-time debit card transactions unless they give permission. The testing also indicated that most
consumers want overdraft services to cover important bills, such as checks payable for rent, utilities and
telephone bills.

The other second stage proposals, which become effective on Feb. 22, also include:

protecting consumers from certain unexpected credit card interest rate increases;
requiring creditors to get consumer consent before charging fees for transactions that exceed the credit
limit;
prohibiting creditors from issuing a credit card to consumer under age 21 (with exceptions);

http://www.federalreserve.gov/boarddocs/caletters/2009/0909/09-9_attachment.pdf
http://www.federalreserve.gov/newsevents/press/bcreg/20090929a.htm
http://www.federalreserve.gov/newsevents/press/bcreg/20090929a.htm


limiting the high fees associated with subprime credit cards;
banning creditors from using the two-cycle billing method to impose interest charges; and
prohibiting creditors from allocating payments in ways that maximize interest charges.

The first provisions went into effect on Aug. 20, 2009, and the remaining provisions, if finalized, become
effective Aug. 22, 2010.

3. Declining Overdraft Protection without Penalty

In a move related to the credit card provisions, the Board of Governors on Nov. 13 accepted the final rule
under Regulation E that requires creditors to obtain a consumer’s consent before charging fees for overdraft
transactions.

Essentially, consumers will need to affirm whether they want the overdraft protection on ATM and one-time
debit transactions before a creditor can assess overdraft fees. Creditors can’t penalize consumers for refusing
the protection, and need to offer the same features, services, etc., as those who accept overdraft protection.
The rules do not cover check transactions, ACH transactions and recurring account debits.  
A bank can choose to pay an ATM or one-time debit card overdraft even if the consumer has not opted in to
the service, but the bank cannot then charge a fee for covering the overdraft. Conversely, even if a consumer
opts in to the overdraft service, the new regulation does not require a bank to pay an overdraft on an ATM or
one-time debit card transaction.

The rule becomes effective July 1, 2010.

http://www.federalreserve.gov/newsevents/press/bcreg/20091112a.htm
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Regulations Spotlight: Fed Issues Executive
Compensation Proposals
The federal government is looking at executive compensation practices as one of the many factors contributing
to the financial crisis. As part of the ongoing financial reform discussion, the Federal Reserve Board issued in
late October a two-part proposal that considers an organization’s compensation incentives without undermining
safety and soundness.

The first part of the proposal concerns 28 large-bank organizations, while the second is geared toward
community, regional and other banking organizations (ones that aren’t classified as large and complex
according to regular risk-focused examinations).

Supervisors would review the compensation practices for each organization and tailor reviews according to
size, complexity and other characteristics. The guidance and supervisory reviews would cover all employees
who have the ability to materially affect the risk profile of an organization, either individually or as part of a
group. The findings would be included in the organization’s supervisory rating.

The comment period closed before this issue of Central Banker was published, but you can read the proposed
guidelines in full on the Board’s web site.

Agencies Propose Substantive Changes to Accounting Standards

The federal banking and thrift regulatory agencies are proposing changes to the regulatory capital rule of
accounting standards. Beginning in 2010, the agencies will make substantive changes to how banking
organizations account for many items, including securitized assets, that are currently excluded from these
organizations’ balance sheets.

The agencies are issuing the proposal to better align regulatory capital requirements with the actual risks of
certain exposures. Banking organizations affected by the new accounting standards generally will be subject to
higher minimum regulatory capital requirements. The specific standards that would be changed are Financial
Accounting Standards 166 and 167. The new rule will incorporate public opinions gathered during the fall.
Read the original proposal.

Limits Sought on Financial Institution Reporting Burden

Federal agencies are proposing certain changes to Call Report requirements that are intended to provide data
needed for reasons of safety and soundness or other public purposes.

Among the proposed revisions are establishing reporting thresholds for the collection of Call Report
information where practicable to limit the reporting burden imposed on banking institutions. In establishing
such thresholds, the agencies weigh the characteristics of the institutions involved in the activity that would be
subject to the reporting requirements, the number of institutions affected by the reporting requirements, the

http://www.federalreserve.gov/newsevents/press/bcreg/20091022a.htm
http://www.federalreserve.gov/newsevents/press/bcreg/20090826a.htm
http://www.ffiec.gov/PDF/FFIEC_forms/FFIEC031_FFIEC041_20090819_ifr.pdf


type of information being collected, how that information will be used by the agencies, and banks’ costs
associated with gathering and reporting the requested information.

The proposed Call Report changes would take effect on March 31, 2010.

Final Rules Issued for Mortgage Loans Modified under HAMP

Mortgage loans modified under the Treasury’s Home Affordable Mortgage Program generally will retain the risk
weight appropriate to the loans before they were modified. Federal agencies (Office of the Comptroller of the
Currency, Board of Governors of the Federal Reserve System, Federal Deposit Insurance Corporation, and
Office of Thrift Supervision) adopted the final rules with one modification. Mortgage loans whose HAMP
modifications are still in the trial period and not yet permanent will qualify for the risk-based capital treatment
contained in the final rules. The rules are effective in late December.

http://www.federalreserve.gov/newsevents/press/bcreg/20091113a.htm
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Tools
How Have TARP Funds Been Used?

If you’re wondering or questioning how the funds have been used for the Troubled Asset Relief Program
(TARP), take a look at the Treasury’s Financial Stability web site. The distribution of TARP funds is published
several times a month.

Senior Supervisors from Seven Countries Publish Financial Crisis
Lessons

Senior financial supervisors from seven countries, known as the Senior Supervisors Group, have issued a
report that evaluates how weaknesses in risk management and internal controls contributed to industry
distress during the financial crisis.

The report, Risk Management Lessons from the Global Banking Crisis of 2008, reviews in detail the funding
and liquidity issues central to the recent crisis and explores critical areas of risk management practice in need
of improvement across the financial services industry. The report concludes that despite firms’ recent progress
in improving risk management practices, underlying weaknesses in governance, incentive structures,
information technology infrastructure and internal controls require substantial work to address.

The report and the transmittal letter to the chairman of the Financial Stability Board, which summarizes the key
observations and conclusions of the report, can be found on the New York Fed’s web site.

Offer Customers Five Tips for Home Equity Line Freezes or
Reductions

If you are dealing with customers who are seeing their home equity lines of credit (HELOC) frozen or reduced,
you can offer them the Federal Reserve’s latest “5 Tips” guide. The home equity tips guide explains
consumers’ rights and lenders’ responsibilities when credit lines are reduced and provides information for
those seeking to have a credit line reinstated.

The guide explains that lenders can lawfully reduce or limit a consumer’s line of credit regardless of whether
the customer has made timely payments. However, the lender must send a written notice of the action no later
than three business days after the freeze or reduction goes into effect. The notice must include information
about any other changes to the HELOC.

You can also direct your customers to What You Should Know about Home Equity Lines of Credit.

Sign Up To Receive Fed Publications, Alerts and Reports

http://www.financialstability.gov/latest/reportsanddocs.html
http://www.newyorkfed.org/newsevents/news/banking/2009/ma091021.html
http://www.federalreserve.gov/consumerinfo/fivetips_homeequity.htm
http://www.federalreserve.gov/pubs/equity/equity_english.htm


To keep up with ever-changing regulations and guidance and to stay informed about various banking-related
St. Louis Federal Reserve Bank missives, sign up for e-mail notices.

You can receive updates on a variety of Banking Supervision and Regulation categories, including consumer
affairs letters, discount rate changes, H.2 Reports, operating circulars and more.

In addition, you can also sign up to receive e-mail notices for various Fed publications, including Central
Banker. Look for the right-hand box containing links to e-mail subscriptions, print subscriptions and RSS feeds.

https://www.stlouisfed.org/subscribe/mailing-list
https://www.stlouisfed.org/404?item=web%3a%7bEB228A3B-9E42-4668-8D55-22929EB40C8A%7d%40en
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