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Disclaimer
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events discussed will occur as anticipated, if at all, or that actual results on the industry will be as expected. Sagewsrkst
responsible for the accuracy or validity of this publicly available industry data, or the outcome of the use of this dataatele

to business or investment decisions made by the recipients of this data. Sageworks disclaims all representations and
warranties, express or implied. Risks and uncertainties include risks related to the effect of economic conditions and
financial market conditions; fluctuation in commodity prices, interest rates and foreign currency exchange rates. No
Sageworks employee is authorized to make recommendations or give advice as to any course of action that should be made
as an outcome of this data. The forwartboking statements and data speak only as of the date of this presentation and we
undertake no obligation to update or revise this information as of a later date.




Agenda

CRE Loan Origination Best Practices:

A Parties involved in the real estate transaction

A What documents to request and who to request them from
A Metrics and ratios to analyze, and spotting potential red flags
How to Compete and Remain Profitable:

A Specializing in a specific real estate vertical

A Loan pricing strategies for competitive environments

A Reducing turnaround times and improving efficiency

CRE Loan Portfolio Management:

A Stress testing best practices for CRE

A Methods of stress testingor concentrations andrelationships,
A Management reporting for commercial real estate
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Why Are We Talking About CRE Best

Why are we talking about thi®

Standards are loosening at community banks, mainly underwriting
Regulators are scrutinizing CRE portfolios more heavily
Regulatory pressure is hurting growth and profitability

Banks and Credit Unions are STILL looking to grow CRE portfolios
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What are regulatorslooking at?

Asking about stress test practice$OCC Requirement)
Strengthof risk rating practices

Underwriting guidelines

Policies andprocedures

Concentrationreporting
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Standards Loosening at Community Banks

Net Percentage of Domestic Respondents Tightening Standards for Commercial Real Estate Loans
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Standards Loosening at Community Banks

O/ ®&d@ms found looser underwriting
standards with lessrestrictive covenants,
extended maturities, longer interestonly

periods, limited guarantor requirements, and
deficient-stress testing practices$ 6

-OCC July 2016

.................................................................................................................................................................................................................................................
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Regulators are scrutinizing CRE portfolios

(rederal banking regulators put banks on
notice that they were going to be taking a
closer look at CRE loan concentrations

-- CoStarNews

http:// www.costar.com/News/Article/BaniCRH_oanConcentratiorRisksPromptingincreasedRequlatorScrutiny/182805

.................................................................................................................................................................................................................................................
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http://www.costar.com/News/Article/Bank-CRE-Loan-Concentration-Risks-Prompting-Increased-Regulator-Scrutiny/182805

Regulatory pressure is hurting growth and
profitability

O&I1 O 1 1 Aeldlatos pukhBaOkhover

commercial property loans means another

squeeze on growth and profitability that Is
likely to lead to further thinning of bank

numberso

--NY Times

http:// www.nytimes.com/2016/10/04/business/dealbook/scrutinf-commerciadrealestateloanschillssmaltlenders.html

.................................................................................................................................................................................................................................................
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http://www.nytimes.com/2016/10/04/business/dealbook/scrutiny-of-commercial-real-estate-loans-chills-small-lenders.html

Banks and Credit Unions STILL looking to

6" 600 1 AT U AAT EO AOA AA]
lending, despite high concentrations, because
they followed regulators' orders to upgrade

their credit-analysis proceduresinternal
controls and softwareo

-- American Banker

http:// www.americanbanker.com/news/nationaégional/crelendingtime-to-bail-or-dive-in-headfirst-10922661.html

.................................................................................................................................................................................................................................................
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http://www.americanbanker.com/news/national-regional/cre-lending-time-to-bail-or-dive-in-head-first-1092266-1.html

Banks and Credit Unions STILL looking to

O7TEEAE AOAA 1T &£ OEA 1T AT PTI OOAI 1T E]

CRE I, 429
Retail B 5%
C&l I 399
1-4 Family NN 14%
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Institutions can reduce scrutiny with best
practices

(Regulators said that their supervisory
AOAI OAOET T O xI Ol AT60O A.
alone but would bemitigated by the overall
OOOAIT COE | £ Andwslhl EG6 O
management practice®

-- CoStarNews

http:// www.costar.com/News/Article/BankCRH_oanConcentratiorRisksPromptingincreasedRequlatorScrutiny/182805

.................................................................................................................................................................................................................................................

SA0EWOPKS


http://www.costar.com/News/Article/Bank-CRE-Loan-Concentration-Risks-Prompting-Increased-Regulator-Scrutiny/182805

CRE Loan Origination Best Practices
Part 1

Required
Documents

Parties Involved

Metrics to
Analyze

.................................................................................................................................................................................................................................................
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CRE Loan Origination Best Practices

Parties Involved
Parties » Bank
» Borrower/Developer
» " AT E6 O A Olise@dr &xteal)j E |
» "1 OO0 xAO6O AOOI Ol Au
» Guarantor, if applicable
» Equity contributor, if applicable
» Everybodyelse
A Appraisers
A Brokers
A Title insurance
A Environmental consultants
A Engineers/Contractors
A Insurance companies
A Local authorities (planning, codeetc.)

Involved

.................................................................................................................................................................................................................................................
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CRE Loan Origination Best Practices

Required Documents

General CRE Loans:

3 years of operatingstatements
Guarantor financials

Copiesof all leases

Rent rolls

Subordination, Nondisturbance and
Attornment Agreements (SNDA)

Plat surveys

Environmental Phase 1 and/or Phase 2
certificates, as appropriate

Title insurance policy
Property Assessment Report
Sourcesof equity contribution
General contractor financials
Certificate of Occupancy

Required

Documents

To o To T To  To o  To o o o I®

Specific to Construction Loans:
A Assignmentof construction documents

Fixed price or guaranteed max construction
contract, depends on loan size/project value

A

A Larger deals should have a 3rd party engineer
review of contractor

A

Assignmentof leases

..........................................................................................................................................
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CRE Loan Origination Best Practices

Required Documents
A Benefits of using digitaldocs vsoriginals
» Canbe uploaded,meaning increased turnaround time on

Required underwriting
DOCUMEHIS » Do notneed to bemailed

» Can be digitally signed
» Do notneed to be copied and archived
» Long term storage is easier and more accessible

» Easier to collect documents from multiple sources
A Minimizes or eliminates trailing docs issue

.................................................................................................................................................................................................................................................

SA0CWOPKS -



CRE Loan Origination Best Practices

Metrics to Analyze

A Back to the Basics
» Debt Service Coverage Ratio (>1.2)
» Loanto-Value andLoan-to-Cost (generally <75%)
» Debt Yield (>10%) generates return to the bank
» Other metrics to consider:

A 5# &(dbaracter, capacity, capital, collateral, and conditions)
Analyze A NOI (stabilized andunstabilized operation)
A Cashin cashreturn (equity dividend rate)
A Caprate
A Debt ratio

.................................................................................................................................................................................................................................................
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CRE Loan Origination Best Practices

Metrics to Analyze
A Debt yield (Net Operating Income / First Mortgagédebt) * 100
A Advantages

» Increasingly being used by banks lieu of DSCR
A Structure and term can make any DSC look good

» Generates a return for the bank If iforecloses
Metrics to )
NSl A Disadvantages

» Causes loans to be smaller to generate a larger return
» Use this ratio as a best practice even if not required

.................................................................................................................................................................................................................................................
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CRE Loan Origination Best Practices

HVCRE (High Volatility Commercial Real Estate) BASEL Il

A Defined as all Acquisition, Development and Construction (ADC) loans or real property,
prior to perm financing unless:

» 1 to 4 family residential projects
» |nvestment in community development project
» Agriculture

» ADC Loans that:
A Meet regulatory LTV ratios, cannot exceed maximum regulatory limits
& Borrower has invested equity, at least 15%fOA DD OdBEOR AT AOAAS OAI OA

A AND borrower capital cannot be taken outintil converted to permanent financing, sold
or paid in full

A\

A HVCRE Lending Implications:

» HVCRE loans shoulbe assigned a 150 percent riskveight for reserves, adding
50% more to your allowance

» Hassignificant impact on the amount of constructiorioans, it is more pricy
» Increases borrowing rates for HYCRE borrowers
» Forces developers to increase capitaontributions

.................................................................................................................................................................................................................................................
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How to Compete and Remain Profitable
Part 2

Loan Pricing

Specialization Strategies

Improving Construction
Efficiency Loans

.................................................................................................................................................................................................................................................
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How to Compete and Remain Profitable

Specialization
Specialization A Look for niche assetypes or niche markets
» Focus on a specific vertical liksuburban office, hotels apartments etc.

» Example: Current Sageworks clients specialize in medical office, franchise awn
summer camps

Specialize in unique loan structures

Concentrate on certain geographiareas, not just MSA or Zip
Target smaller properties

Use limited recourse debt

STICK TO WHAT YOU KNOW

Opportunity: CMBS deals from 2006 that need to befinanced, prerecession deals
Advantage: Local expertise to get in front of clients and projects early

Advantage: Banker and borrower both benefit from a standardized lending process

To To o o Do To Io I

» Each property type or loan product should have a lending process unique itself

.................................................................................................................................................................................................................................................
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How to Compete and Remain Profitable

Loan Pricing Strategies

A Loan must be appropriately priced based omisk

» Loans with high LTV and low debt service coverage ratios should be priced higher
to account for chargeoffs

Loan Pricing » Probability of Default/Loss Given Default (PD/LGD) matrix automates the risk

Strategies

portion of Loan Pricing

» High loan prices allow the bank to put more money into ALLL augment capital to
support risks being taken

» $1 160 AOOOI A OIil | OAE OEOE xEOEI OO0 AAEI

A Pricing the present value of cash flows vs traditional spreatiased pricing

» Captures lifetime return in todays dollars
» Determines the minimum rate at which the bank makes money

.................................................................................................................................................................................................................................................
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How to Compete and Remain Profitable

Loan Pricing Strategies

| Collateral Grade |

Risk Description Probaility  A® CR c® 0 E® FO ¢®  HO
o Rating @ of Default®  5000% | 10.000% | 20.000% @ 30.000% = 35000% @ 40.000% | 50.000%  75.000 %
Loan Pricing

Strateg ies 1 Minimal Risk 0.050%  0.0025% 00050%  0.0100%  0.0150%  00775%  0.0200% 0.0250%  0.0375%
2 Moderate Risk 0.200% 0.0100% 0.0200% 0.0400% 0.0600% 0.0700% 0.0800% 0.1000% 0.1500%

3 Average Risk 0.500% 0.0250% 0.0500% 0.1000% 0.1500% 0.1750% 0.2000% 0.2500% 0.3750%

4 Acceptable Risk 0.200% 0.0450% 0.0900% 0.1800% 0.2700% 0.3150% 0.3600% 0.4500% 0.6750%

] Marginally Acceptable 2.150% 0.1075% 0.2150% 0.4300% 0.6450% 0.7525% 0.8600% 1.0750% 1.6125%

6 Special Mention 4.300% 0.2150% 0.4300% 0.8600% 1.2900% 1.5050% 1.7200% 2.1500% 3.2250%

7 Substandard 8.350% 0.475% 0.85350% 1.6700% 2.5050% 2.9225% 3.3400% 4.1750% 6.2625%

8 Doubtful N.000% 0.5500% 1.1000% 2.2000% 3.3000% 3.8500% 4.4000% 5.5000% 8.2500%

g Loss 100.000%  50000%  10.0000%  20.0000% 30.0000% 35.0000% 40.0000% 50.0000%  75.0000%

.................................................................................................................................................................................................................................................
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How to Compete and Remain Profitable

Loan Pricing Strategies
A Including the relationship in your pricing
» A relationship might be worth a 1325 BP pick up in pricing
Loan Pricing »$1 160 AA AAOAEA QérvicdsOtteani teasdnA D1 OE OC
Strategies | AT ACAI AT Oh )218h AOAS
» Having multiple products with the same customer decreases the marginal
cost of eachproduct

.................................................................................................................................................................................................................................................
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How to Compete and Remain Profitable

Improving Efficiency
A Reduce turnaround times and improve efficiency
» Use electronicdocuments
» Automate underwriting to quickly see results
» Makerequirements known up front
» Only ask for documents that you actuallyneed/use
» Leverage softwareto connect andautomate processes

Data Screenin Credit Proposal Approval & Document
Gathering g Analysis p Due Dilligence Production

Improving

Efficiency
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How to Compete and Remain Profitable

Construction Loans

A The Loan Administration process for construction is likely one of
the more time consuming and tedious processes for banks

» Have an efficient construction administration process.
A Is this process audited andicklerized?
A Is this process isolated from the front office?

» Consider addingthe cost toyour pricing model

Construction
Loans

.................................................................................................................................................................................................................................................
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CRE Loan Portfolio Management
Part 3

Why Stress Test How to Stress
CRE? Test CRE

Management
Reporting

Examples

.................................................................................................................................................................................................................................................
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CRE Loan Portfolio Management

?
Why Stress Why Stress Test CRE"
=aC= A Regulators are starting to ask community banks

» Small banks not stress testing but doing it as a best practice
What else can you use stress testing for?
A CRE limits
A Measuring actual risk appetite
A Setting lending limits
A Part of the capital and ALM process

.................................................................................................................................................................................................................................................
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CRE Loan Portfolio Management

How to Stress Test CRE

A Fed concentration stress test recommendations
» Shock interest and cap rates
A Shock to where they think they are going
A There is correlation showing between cap and interest rates in some markets

How to Stress » Look for correlation between
Test CRE A Rental decline
A Vacancy
A Cap rate

A Stress Testing Best Practices:
» Board to see at least one comprehensive stress test package per year (OCC)

» Institution test and CRE concentration test that measure the expected loss in terms
of capital ratios, ALLL andore tax income (mild and adverse scenarios)

» Quarterly concentration tests that measure expected losses for CRE and subsets of
CRE (geographic, loan type, property typetc)

» Customer stress test of 20 largest borrowers

» Stress all new loans as part of the underwriting process

.................................................................................................................................................................................................................................................
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CRE Loan Portfolio Management

Management Reporting

A Data quality dashboards/reporting
Origination

By product/property type concentrations
Delinquencies and charge offs

Key risk indicators

» Exceptions/FDICIA limits
VEUEWENIENIE A Comprehensive risk assessments
REDOITE » Geographic markets

» Specialized lending categories
Specific industries
Concentrations

>
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v
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CRE Loan Portfolio Management

Examples

STRESS TEST RESULTS

Concentration Name: CRE-OFFICE > $250K

Today's Balances

Risk Based Capital (RBC): | § 1,185,405,000
Concentration Balance as a Percent of RBC: 2.36%
Target DSCR: | 125
Target LTV: | 7h %!
APPLY TARGETS j&]
Criginal Scenario Mild CRE Office Severe CRE Office
Average LTV 7155 1% 106%
Percent of Loans Outside LTV 47% 47% Sd%

Loans Outside of Target LTV as a

2% 2% 3%
Percent of RBC
Average DSCR 1.54 149 145
Percent of Loans Outside DSCR 24% 35% 35%
Exam pIeS Loans Qutside of Target DSCR as -~ -~ -~
a Percent of RBC
Total Fotential Impairment 20 0

VIEW RESULTS WIEW RESULTS

.................................................................................................................................................................................................................................................
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CRE Loan Portfolio Management

Examples

Examples

Efficiency Ratio: @
Tier 1 Rick Based Capital Ratio: @

Non-Accrual Loans to Total Loans: @

Gross Losses to Average Total Loans: @
Risk-Based Capital Ratio: @
Allowance to Total Loans: @
Allowance to Net Losses: @

400 %
238 %
6727 %
11.16 %
805 %
022 %
081 %
1242 %
105 %
24560 %

406 %
251 %
6727 %
1133 %
546 %
022 %
374 %
854 %
394 %
10565 %

431 %
265 %
6727 %
6.40 %
465 %
D22 %
401 %

4 86 %
1097 %
297.08 %

.................................................................................................................................................................................................................................................
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CRE Loan Portfolio Management

¢ ¢ ¢ ¢ ¢ ¢ ¢ ¢ ¢
Loan Customer Name®  Actual Cash Flow®  Actual Debt Service®  Actual DSCR®  Actual Collateral @ Actual LTVD  Actual I|'r.ating’5.J Faientml
Number® , . Impairment@
""""""""""" : Stressed Cash Flow O Stressed Debt Service @ Stressed DSCR( tressed Collateral @ stressed LTV @ Stressed Eﬂtmg@'
Balance ) ¢ : ¢ : : :
L
47903360150 . $110,000 566,029 167 $1500,000 87% p
sanndgs  omonsUeke g0 00 66,029 167 $1,000,000 130% P 0
479049700-50 Lexington LLC 575,000 565,185 112 §700,000 3% MP 50
$371124 ngen 73,000 §72,025 101 $466.667 0% WP
210111252-50 470,000 439406 178 %875,000 62% P
$542,686 wumbs LLC $70,000 351777 135 $583.333 93% P 0
32



CRE Loan Portfolio Management

Examples

Total Real Estate Secured as 3 % of Capital {Non Owner Occupied + Owner Occupied CRE+Land+Retail)

[ Commercial I Retall I Builder Financ —+=—FDICIA Supenvisory Limi
1208% 120% &
100% Limtt §
9% P
g
-ama
m
- 3% q
H
% @
Dec-08 Mar-9 Jun-0g Sep-08 Dec-09 Mar-10 Jum-10 Seg-10 Dec-10

Examples

.................................................................................................................................................................................................................................................
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CRE Loan Portfolio Management

Income Producing . ) )
Properties Construction/Development Total
Property Type S %o S %
1 Multi Family 540 64% 304 36% 843
2 Retail/Shopping Center 669 82% 143 18% 812
3 |Office 403 75% 138 25% 541
4 Land Acq & Development - 0% 498 100% 498
5 Mnfg/Whse/Wholesale 309 88% 42 12% 351
6 Hotels 297 90% 35 10% 331
7 Residential 1-4 250 97% 8 3% 258
8 Service 109 86% 17 14% 127
9 Lot Loans - 0% 84 100% 84
10 Healtheare 60 100% - 0% 60
11 |Restaurant 33 07% 1 3% 35
12 Entertainment 27 100% - 0% 27
13 Total 2,697 68% 1,269 32% 3,966




CRE Loan Portfolio Management

Examples

— —
w0t -- —L - - - - Sy P (S — L]
T - - - - - --B_ -
0% 1 - - - - - --B_ -
&% 1 -- o= - - - -- - —— - - -
s -- o= - - - -- - —— - - -
4% 1 -- -— - - - - N B BN - - - - - -
0%+ -- -— - - - - - - -- - - - - —— - -- - -
%t -- - - - - --- . — B -
1% 1 - - - - - --J -

Mlad-10 Api-l0 Wag-100 Jes-10 Jual-10 Aug-10  Bep-l0 D10 Mow-10 Des-ld las-ll Feb-11  Mar-l1

B Nonaccrpal B Current (net of Nonaccrnal) @ 1-29 days DQ
B 30-59 days DQ 0 60-89 days DQ 00-120 days DQ
120+ days DQ

Examples

.................................................................................................................................................................................................................................................
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Q&A and Contact Information

Rob Ashbaugh
ExecutiveRisk Management Consultant

robert.ashbaugh@sageworks.com

SA0CWOPKS

SAGEWORKS LENDING SOLUTIONS Banking Platform
Eliminate data entry with the Electronic Tax ReturnrReader and core integrations
Integrated platform for the customer lifecycle

Exclusivebenchmarks & risk models to support decisiormaking

Thought leader to help you navigate changing regulatoriandscape
Responsiveservice & support from product experts

Insight into the best practices & templates used at 1,000+ financial institutions

<K<K <KL KL

.................................................................................................................................................................................................................................................
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2018 Lending & Risk Summit

The premier conference for lending and risk

A Learn:

» Sessions dedicated to lending, credit risk and portfolio risk led
by our consultants & other industry experts

» Led by industry experts to address your challenges around
growth and risk

» Earn CPE credits
» Solutions stations & demo room

A Network:
» More than 350 bankers from 200 institutions attend
» Banker Appreciation Night @ Chicago Sports Museum

A Apply: Lending & Risk Summlt
» g7o/cl><of attendees recommend the Summit to community  CHICAGO, IL | SEPTEMBER 24 - 26 | Sﬂﬂﬂwwks
ankers

Offers actionable insights to help banks grow profitably and .
i mitigate risk J P JOWP Y Sageworks.com/Summit
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Additional Resources

A Sageworks.cony, AAOI AAiI OO 3ACAxi OEO8 OEOE | AT ACAT AT O OOEOA

» Sageworks Credit Analysis

» Sageworks Loan Pricing

» Sageworks ALLL

A Bank Information z Customized bank analysis and targeting intelligence tool

A Interested in talking with a specialist?

» Email us now:sales@sageworks.com

.................................................................................................................................................................................................................................................
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http://www.sageworksanalyst.com/
http://web.sageworks.com/credit-analysis/
http://web.sageworks.com/loan-pricing/
https://bankinfo.sageworks.com/
mailto:sales@sageworks.com

