
 

 

 

MERCY FOR THE VANQUISHED: 
Federal Regulators Announce New Policy Statement on  

“Prudent Commercial Real Estate Loan Workouts” 

 

BY: MOSES LUSKI 

 

It is said that Pittacus, a revered Philosopher General and reputed to be one of the Seven 

Greek Sages from ancient times, when presented with a key enemy in shackles released him 

saying, “Forgiveness is better than revenge.”  The Federal Banking Regulators, including, among 

others, the Federal Deposit Insurance Corporation, the Federal Reserve, the Office of Thrift 

Supervision and the Office of the Comptroller of the Currency (hereafter the “Regulators”) seem 

to have taken a similar policy approach with respect to the failed lending policies that culminated 

in the massive commercial real estate bubble that has now burst.  With lending banks (hereafter 

“Lenders”) brought to their knees by plummeting collateral values and impaired repayment 

ability, the Regulators in their recent October 30, 2009, policy statement, titled “Policy 

Statement on Prudent Commercial Real Estate Loan Workouts” (the “Policy Statement”) have 

taken the position that being “forgiving” in the sense of allowing Lenders greater latitude to 

work out commercial real estate (CRE) loans is preferable to forcing Lenders to liquidate CRE 

loans. 

 

Another quotation from our friend Pittacus sheds further light on the position staked out 

by the Regulators:  “Even the gods cannot strive against necessity.”  Faced with the results of 

irresponsible behavior that has brought the financial system to the brink of ruin, the Regulators 

must forgo punitive policies that would risk plunging the financial system into utter ruin and 

instead deal with the necessity of protecting Lenders from the consequences of their poor 

decisions, even at the risk of moral hazard.  In essence, the Policy Statement recognizes that the 

greater good demands that the unwise decisions of Lenders be unwound in a manner which does 

the least harm to the financial system and our economy.  It remains to been if the “unwise” 

lending decisions which led to the current commercial real estate debacle will be addressed 

through tighter regulations of Lenders so that future debacles may be avoided. 

 

The key takeaway from the Policy Statement may be found in the first two paragraphs of the 

Policy Statement. 

 

The financial regulators recognize that financial institutions face 

significant challenges when working with commercial real estate (CRE) 

borrowers that are experiencing diminished operating cash flows, depreciated 

collateral values, or prolonged sales and rental absorption periods.  While CRE 

borrowers may experience deterioration in their financial condition, many 

continue to be creditworthy customers who have the willingness and capacity to 

repay their debts.  In such cases, financial institutions and borrowers may find it 

mutually beneficial to work constructively together. 

 



 

 

 

The regulators have found that prudent CRE loan workouts are often in the 

best interest of the financial institution and the borrower.  Examiners are expected 

to take a balanced approach in assessing the adequacy of an institution’s risk 

management practices for loan workout activity.  Financial institutions that 

implement prudent CRE loan workout arrangements after performing a 

comprehensive review of a borrower’s financial condition will not be subject to 

criticism for engaging in these efforts even if the restructured loans have 

weaknesses that result in adverse credit classification.  In addition, renewed or 

restructured loans to borrowers who have the ability to repay their debts according 

to reasonable modified terms will not be subject to adverse classification solely 

because the value of the underlying collateral has declined to an amount that is 

less than the loan balance. 

 

In the Policy Statement the Regulators make the following key points related to 

the workout of CRE loans: 

 

• The fact that the “underlying collateral has declined to an amount less than 

the loan balance” will not in and of itself require adverse classification of 

a loan. 

• A Lender seeking a favorable review of a restructured loan must 

demonstrate that it is utilizing the best current information to determine 

existing collateral value and repayment ability.  Essentially, this means the 

Lender must obtain new appraisals of the collateral as well as new 

financial statements from the borrower and any guarantor. 

• A favorable review of a restructured loan may be obtained where 

supported by the “current sound worth and debt service capacity of the 

borrower, guarantor or the underlying collateral.”  Thus, even though 

collateral values and/or debt service ratios have decreased, a loan may 

avoid adverse classifications where debt servicing capacity is sufficient to 

service loan payments. 

• The fact that the loan is in an industry that is experiencing financial 

difficulties does not alone merit classification. 

• The Regulators may permit loan to value ratios to be based on “stabilized” 

value as apposed to “as is” value. 

• A loan requires classification where a restructure is not supported by 

adequate analysis and documentation or where the Regulator concludes 

that the Lender is otherwise administratively inefficient. 

• Where global analysis of sources of payment indicates a lack of debt 

servicing capacity, then a loan restructure will not be looked upon 

favorably. 

 

 In the Policy Statement the Regulators have opted to encourage loan restructures 

where the ability to service debt can be documented, notwithstanding declines in 

collateral values or debt service coverage ratios.  The net effect of this policy should be to 

permit an orderly disposal of the CRE collateral in question at higher prices than would 



 

 

be achieved through distress sales.  This orderly liquidation should in turn maximize the 

availability of bank capital for new lending.  Lurking in the shadows in all this is the 

danger of moral hazard.  The Regulators must be wary that the cure being administered in 

the form of the Policy Statement does not end up killing the weakened patient by 

introducing moral hazard to the system. 

 

 

To Access the Policy Statement referenced in this Article, go to: 

http://www.federalreserve.gov/newsevents/press/bcreg/20091030a.htm 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
Moses Luski is a Partner in Shumaker's Charlotte, North Carolina office whose practice area is 

commercial real estate.   

 

 

 

 
 

Moses’ Practice Areas: 
• Acquisition and Sale of Real Estate 

• Real Estate Development 

• Leasing 

• Real Estate Finance and Lending 

• Title Examinations 

• Foreclosures/Loan Workouts 

• Disposition of REO Portfolios 

• Opinion Practice 
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