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Bankers refer to their institution’s problem loan policy for guidance on acceptable ways to handle different types of problem credits. For example, the policy often provides:
· Answers to questions on accrual/non-accrual status and troubled debt modifications.
· Requirements for quarterly watch meetings.
· Details on requirements for handling criticized and classified loans, Other Real Estate Owned (OREO), and foreclosures. 
The policy is a go-to document for special assets/workout personnel, particularly as they are becoming accustomed to their position. Relationship managers and underwriters/credit analysts refer to it when borrowers and loans begin to deteriorate. 

All associates are responsible for acting in accordance with the policies applicable to their role, and their leaders are responsible for ensuring this occurs. As for the organization as a whole, the bank is subject to audits—credit-related as well as financial—that will look for compliance with all policies and procedures. 

While banks typically have their own problem loan policies, reading one from another institution—such as this example—can help to identify market norms and determine if there are gaps in how the bank is mitigating risk.   
PROBLEM LOAN POLICY
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Policy Statement
It is the responsibility of each banker to monitor their assigned loan portfolios and identify any borrower that may be experiencing financial distress or negative trends with respect to their creditworthiness.  Potential problem situations may be discovered by the Credit Department (Credit Administration or Credit Underwriting) when an annual review is completed, through external independent loan review, or by monitoring monthly payment patterns and delinquencies. The bankers will be supported by the Bank’s credit professionals, under the monitoring and supervision of the Chief Credit Officer.  

General characteristics of problem loans include but are not limited to late or past due loan payments, covenant defaults, weak cash flow coverage ratios, high balance sheet and or operating leverage, declining revenues, operating losses and past due financial reporting. When a potentially adverse situation is identified, the loan officer and/or credit analyst will bring it to the attention of the appropriate Line of Business Head, the Chief Credit Officer, Chief Credit Administration Officer or Special Assets Manager to protect the loan asset and maximize the recovery of the loan and related expenses. In addition, a determination regarding the appropriate risk rating for the credit and involvement of a Special Assets Officer will be made.       

Problem Loan Monitoring, Reporting and Collection Strategies
Loans that have been identified as potential problem assets will be included on either the Bank’s watch list, to provide closer monitoring, or as a criticized (Special Mention) or classified (Substandard or worse) asset, which requires the development and implementation of work through or work out strategies.  A quarterly watch memo will be prepared for all problem loans and presented at the Bank’s quarterly watchlist review meetings (please refer to the watch memo procedures for specific watch list reporting requirements).  The watch list meeting presentations will focus on action plan, strategy, risk rating triggers and if necessary impairment status.

For any loan where the Bank has determined that an exit strategy is appropriate with the primary goal of minimizing any potential loss, the loan will be removed from the banker’s portfolio and moved into Credit Administration under the supervision of a Special Assets Officer.   In most cases, credits that are risk rated Substandard or worse will be transferred to Special Assets and assigned to a Special Assets Officer.  However, in limited circumstances credits risk rated Substandard may remain with the line of business team if there are no actionable defaults with the approval of the Special Assets Manager. In situations where there are multiple obligors in the relationship, Special Assets and or the Chief Credit Officer will determine if those obligors not rated substandard should also be transferred into Special Assets.  

In instances where a credit is rated Special Mention, but remains with the banker, a Special Assets Officer will act as a consult on the credit for exposures greater than $1MM.  Any operational products tied to a problem loan account, including deposit accounts, ACH and other treasury management services, will be monitored by the Special Assets Officer assigned if a decision has been made to transfer the loans into Special Assets.  All ACH Credit exposure to borrowers downgraded to substandard or worse must be moved to prefunding. Any exceptions to the prefunding requirement must be approved by the Chief Credit Officer, Special Assets Manager or the Chief Credit Administration Officer.

For all problem loan situations assigned to Special Assets the Special Assets Officer will be responsible for minimizing losses and expenses associated with the restructure, collection and or liquidation of those assets.  Special Assets Officers will be directly involved in the following areas relating to the management and monitoring of problem loans:
· Resolve problem loans as expeditiously as possible and improve the earnings contribution of assets assigned;
· Develop and implement workout and work through action plans to minimize the losses and maximize the recoveries of non-accrual/restructured assets, principal, interest, and expenses of charged-off loans;
· Assign appropriate outside counsel when necessary;
· Recommend specific reserve and charge-off levels to executive management when necessary;
· Assist with preparation of the quarterly watch memos and present them at each quarterly meeting;
· Manage and liquidate real property (OREO) and Other Foreclosed Assets (OFA) through the foreclosure and sale process;
· Evaluate and decision over-drafts on problem loans;
· Monitor and update the risk ratings of assigned problem loans;
· Recommend loans for Collateral Dependent classification under CECL and interest rate concessions.
· Recommend and track Loan Modifications to borrowers experiencing financial difficulty.

The status of all problem loans and the Bank’s alternatives for collection strategies will be developed and monitored by the Chief Credit Officer and Special Assets Department and reviewed at the watch list meetings or Special Assets Committee as needed.  For any problem loans less than $1 million, which are in a routine foreclosure or exit strategy, the Special Assets Manager and Special Assets Officer shall develop and execute appropriate workout strategies to completion.  For problem loan situations greater than $1 million or for loans that have an unusual or non-routine characteristics, the workout strategy will be reviewed with the Chief Credit Officer and in some cases the Special Assets Committee for concurrence.

Each problem loan situation may have unique characteristics that will help determine the best path of action for the Bank in considering either a work through or work out strategy.  Work through situations are typically characterized by temporary financial hardships where the borrower and/or guarantor have demonstrated a willingness and ability to carry the loan until it returns to acceptable performance and eventually upgraded to a pass rating or repaid in full. The Bank will consider work-through strategies that may include modifications of existing loan terms in exchange for meaningful consideration from the borrower or guarantor, which could include, for example, the delivery of additional collateral or guaranties, the establishment of a collateral account as a payment reserve, or a substantial payment towards the principal balance.  

Alternatively, the Bank may consider modifications to a problem loan when the borrower is experiencing financial difficulty.  In these situations the credit will be classified as a Loan Modification on the Bank’s loan system if the Bank has granted the borrower principal forgiveness, an interest rate reduction, an other than insignificant payment delay or term extension. Work though situations preserve the opportunity for the Bank to eventually get repaid in full from a borrower and/or guarantor who has demonstrated integrity and intention, capability and the financial wherewithal to support the loan and repay it in full.

In all work through or work out situations, the Bank will endeavor to collect updated financial statements and/or tax returns on the borrower and any guarantors.  These should include, but not be limited to, personal financial statements on any individuals, balance sheets and income statements for corporate borrowers, as well as rent rolls and lease information for commercial real estate loans.  For Substandard Non-Accrual, Collateral Dependent and OREO loans, with balances of $500,000 or greater, secured by real estate the Bank will obtain an updated appraisal on an annual basis and use the appraised value less an estimated 15% for costs of maintenance and disposition to determine whether a partial charge off should be taken. For criticized real estate loans, with balances of $500,000 or greater, that are still performing and not considered collateral dependent, the Bank will determine on a case-by-case basis whether to obtain an updated appraisal each year.  The appraisal would help management assess the potential for loss should the borrower and/or guarantor become unable to continue supporting the loan.  These appraisals should be obtained when the Bank cannot obtain adequate documentary support of a borrower’s and/or guarantor’s ability to continue to support the loan for at least one year. In the above situations where no new appraisal is ordered, the Special Assets Officer assigned must conduct an annual site visit either in person or through one of the bank’s approved vendors.

Work out or exit strategies are generally characterized by unavoidable imminent or future expected principal loss to the Bank, where the borrower and/or guarantor(s) do not demonstrate the integrity, willingness and/or ability to repay the obligation in full.  In work-out strategies, the Bank’s objective is generally to minimize the amount of potential principal loss while shortening the time period that the problem asset must be carried in the Bank’s portfolio, to reduce the capital reserves that are allocated to the asset and minimize the amount of management resources that must be utilized during the work out. 
Definition of a Past Due Loan 
Loans with payments that are thirty (30) days or more past their scheduled monthly due date are considered past due. The first past due notice is sent after the applicable grace period, if any (which may be ten (10) or fifteen (15) days after the due date depending on the loan type).  A second past due notice is sent at thirty days past due and every thirty days thereafter. 
Past Due Loan Reports
A past due report is generated on a weekly basis.  This report is distributed to all bankers, the heads of each Line of Business, underwriters and portfolio management and the Credit Risk Management leadership team.  This report assists the bankers, underwriters and portfolio managers in identifying any potential borrowers that may be experiencing financial difficultly.  Special Assets also receives this report on a weekly basis.  The Special Assets Department will act as the lead for the bank on monitoring past due accounts.  Special Assets will be responsible for following up with the appropriate lines of business on the status of past due loans.  For loans that track to 90 days past due, Special Assets will take over the management of the case and determine whether the credit should be moved to non-accrual status.  A summary of all past due loans is reported on the Bank’s Asset Quality Report each month.  


Change Of Loan Status and Other Problem Loan Actions
Managing and evaluating problem loan situations may require the following actions: 
Placing loans on non-accrual, 
Charging off principal balances, 
Taking ownership of real estate collateral,  
 Loan Modifications to Borrowers Experiencing Financial Difficulties, 
Note Sales,
Initiating litigation, 
Annual reviews for problem loans managed in Special Assets, 
Protective Advances, or
Collateral Dependent Loans and Interest Rate Concessions
1.	Nonaccrual Status
Generally, loans should be placed on nonaccrual status when the loan exceeds 90 days past due, when it becomes evident that the borrower cannot or will not make scheduled principal or interest payments, or when the loan otherwise shows evidence of loss. ( Exception may be a loan in process of collection  that has strong collateral coverage ). In evaluating loans for possible nonaccrual status, the Bank may consider the payment history of the borrower as well as any support being provided by a willing and financially capable guarantor, however the 90-day limit overrides.  All loans placed on non-accrual status are coded 801 on the loan system. 
Any accrued interest should be reversed with appropriate accounting treatment with respect to previously reported income ( generally reversing the accrual back 90 days).  Any loan payments received from the borrower after non-accrual status has been confirmed, will be applied to principal.

Loans may be returned to accrual status when there has been a satisfactory period of loan payment performance for a minimum of six months and contractually-owed principal and interest payments are reasonably assured. 

Special Assets is responsible for the quarterly update comments for all collateral dependent and interest rate concession loans.  The commentary is entered into the Bank’s master spreadsheets and reviewed quarterly with the Chief Credit Officer and Finance Team.
2.	Full or Partial Charge-Offs of Loans
Unsecured consumer loans will be charged off when the loan is 120 days past due.  The loan may be charged off sooner if it becomes clear that the principal balance will not be repaid.  Overdrafts should be charged off at the earlier of determination that recovery is not expected or the overdraft becomes 90 days old.  Consumer loans secured by collateral other than the borrower’s primary or secondary residence are to be charged down to net recoverable collateral value when the loan exceeds 120 days past due or sooner if it becomes clear that the principal balance will not be repaid.  

Foreclosure cannot begin on a residential mortgage property until the account is 120 days past due.  Please see the Bank’s separate RESPA policy relating to loss mitigation on residential loans. Residential mortgage loans and other mortgage-secured consumer loans that are in the process of collection and foreclosure are to be charged down to the estimated net realizable collateral value based on an appraised value, which shall be updated annually.  Net realizable collateral value is determined by taking the appraised value and deducting estimated costs of asset acquisition and disposal.
Commercial loans should be charged off when all or a portion of the loan balance is deemed to be uncollectible.  Generally, this will occur when the borrower’s and any guarantor’s ability to generate cash to service debt has become permanently impaired, the borrower and guarantors have no other means available to them, and there is insufficient collateral to support the loan.   If not already in possession of a current or recent appraisal (less than one year old), the Bank will obtain an updated appraisal for the property. Net realizable collateral value equals the appraised value less estimated costs of asset acquisition and disposal.

Problem commercial loans that are secured by business assets will be evaluated on a case-by-case basis to determine estimated net collateral value. Special Assets will review all proposed charge-off levels and specific reserve recommendations with the Chief Credit Officer and as part of the quarterly ACL Committee meeting. (The ACL Committee and the Special Assets Committee will each include the following members: Chief Credit Officer, Chief Credit Administration Officer, Head of Special Assets, General Counsel, and Chief Financial Officer.) A memo supporting any charge-off or specific reserve will be placed in the credit file in credit track and signed by the Chief Credit Officer or Special Assets Manager.
3.	Other Real Estate Owned
Other Real Estate Owned (“OREO”) is booked when the title of a property used as collateral for a loan passes to the Bank or a special purpose subsidiary formed by the Bank for such purpose.  The deed is obtained and an appraisal is performed if the Bank is not already in possession of a current or recent appraisal (less than one year old).  The property is recorded as an asset at the lower of cost, plus costs to acquire the property (i.e., real estate taxes, sewer, legal, title insurance, filing fees) or current appraisal less estimated costs of disposition.  When Commercial Real Property is the collateral, an updated and satisfactory Phase 1 Environmental report must be obtained prior to completion of the foreclosure process and OREO booking. 

Payment of taxes, insurance, and other necessary expenses is monitored and approved by Special Assets and processed by the Finance Department. The Special Assets Officer assigned will determine if the OREO costs exceed our standard discount factor (15%) and if so the carrying value of the asset will be adjusted accordingly. Lending personnel should evaluate potential environmental liability and the cost to comply with the Americans with Disabilities Act (“ADA”) prior to initiating foreclosure proceedings.

Although such financings are discouraged, any loans to facilitate the sale of OREO to a purchaser, must adhere to the Bank’s Loan Policy and to usual and customary credit criteria for the specific type of real estate loan being granted.  Extending loans that could be classified as covered transactions is discouraged.  A covered transaction is defined in Statement of Financial Accounting Standards No. 66 (“FAS 66”).  A covered transaction is a loan to facilitate the sale of OREO where:

The transaction is not considered a sale under generally accepted accounting principles.  FAS 66 defines five different methods of accounting for sales of OREO.  Lending professionals involved in financing sales of OREO should be familiar with the impact to the Bank and the accounting treatment for transactions classified under the full accrual method, the installment method, the cost recovery method, the reduced profit method and the deposit method.
The transaction does not involve a U.S. government agency-guaranteed or insured loan, or a loan eligible for purchase by a federally sponsored instrumentality that purchases loans.
· The borrower’s accumulation of cash, principal and interest payments, and private mortgage insurance totals less than ten percent of the sale price, as measured in accordance with generally accepted accounting principles.

Additionally, there are minimum initial investment requirements that vary by type of property to meet the minimum down payment requirements of FAS 66.  Lending professionals should be familiar with these and other requirements of FAS 66 and work closely with the Bank’s Finance Department as well as an external accounting firm to ensure that the sale and financing are properly reflected in the Bank’s financial statements.
4.	Loan Modifications to Borrowers Experiencing Financial Difficulty
In 2022 the traditional accounting for troubled debt restructurings was eliminated and replaced with enhanced tracking and disclosures on certain Loan Modifications to borrowers experiencing financial difficulty, in which the Bank,  has agreed to forgive principal, reduce the interest rate or provided the borrower with an other than insignificant payment delay or term extension.  The key   factor is whether the borrower is experiencing financial difficulty.  In assessing whether or not a borrower is experiencing financial difficulties (generally indicated by a Substandard rating) the bank will consider the following factors, which are not meant to be exhaustive:

· [bookmark: _Hlk31285348]Is the borrower currently in payment default on any of its debt or whether it is probable that the borrower would be in payment default on any of its debt in the foreseeable future without the proposed modification;  
· The borrower has declared or is in the process of declaring bankruptcy;
· There is substantial doubt as to whether the borrower will continue to be a going concern;
· The borrower has securities that have been delisted, are in the process of being delisted or are under threat of being delisted from an exchange;
· On the basis of estimates and projections that only encompass the borrower’s current capabilities, the bank forecasts that the borrower’s entity specific cash flows will be insufficient to service any of its debt (both P&I) in accordance with the contractual terms of the existing agreement for the foreseeable future; 
· Without the modification the borrower cannot obtain funds from sources other than existing creditors at an effective interest rate equal to the current market interest rate for similar debt for a nontroubled borrower.  

The purpose of a Loan Modification is to enable the Bank to maximize recovery of the outstanding loan balances since the borrower is otherwise unable to pay off the debt in accordance with its original terms. Essentially, when evaluating a potential Loan Modification, the Bank must determine whether the cost of the modification and the probability of full principal repayment are a more compelling alternative than pursuing the cost of foreclosure, litigation, or other collection activities against the borrower and guarantors.  

Loan Modifications may take place for entity borrowers following events of covenant or payment default, uncertainty or insufficiency of business cash flow to service existing debt, or an inability by the borrower to obtain replacement market financing on similar terms. For individual borrowers, triggering events for a Loan Modification classification may include financial distress from loss of employment, medical issues, divorce, unexpected catastrophic expenses or “payment shock” resulting from the conversion of an interest only loan to amortizing payments.  

When reviewing a potential Loan Modification for an individual borrower, the Bank may require an Affidavit of Hardship and pertinent information from the borrower and any guarantors to substantiate all sources of income, other assets that could be used to support or reduce the loan, as well as other debt obligations and expenses.  

When reviewing potential commercial Loan Modifications, the Bank should evaluate current financial statements and/or tax returns for the borrower and any guarantors.  The Bank must also determine that the cause of the financial hardship is temporary and that there is a realistic plan or ability by the borrower to service the modified debt structure. 

A credit that is put into a Loan Modification will be evaluated for collateral dependent status and for interest rate classification under CECL.  Individual impairments are no longer mandated.  Loans placed in modification status on the loan system will not be required to carry a “1” after the risk rating (ex. 701, 601).  The 801 risk rating will be the only rating with a “1” which will designate non-accrual status only. 

For any loans that have been split into A and B notes, where the B note has been charged off, the A note may be upgraded to a pass credit (e.g. Borderline) as long as the ultimate collectability of the loan is reasonably assured, and the borrower has been compliant with the modified contractual debt repayment terms for at least six months. 
5.  Note Sales
Certain problem loan situations may warrant consideration of a sale of the note at par or a discount to a third-party investor.  If a determination is made to solicit pricing from potential note sale investors it is the responsibility of the Special Assets Officer assigned to the loan to ensure that investors execute the Bank’s standard confidentiality agreement.  Any changes to the standard confidentiality agreement must be approved by Bank counsel.  The Special Assets Officer will work with Bank IT personnel to create secure drop boxes for investors to view pertinent data needed to make initial pricing offers on a loan.  If a determination is made to accept a note sale offer from an investor a formal credit approval must be prepared and signed by the appropriate approval authorities.   Special Assets will work closely with the Finance and or Accounting Department to determine when the loan or loans should be classified as held for sale.   All legal documents needed to complete a sale to a note investor shall be prepared by approved Bank counsel.
6. Initiating Litigation
In commercial problem loan situations, for exposures of $500,000 or greater, where litigation is contemplated against the borrower and or guarantors, the Special Assets Manager shall consult with the Chief Credit Officer, General Counsel and any other appropriate members of the deal team and Executive Management of the Bank, prior to authorizing counsel to file the necessary complaints.  The law firm assigned to file the suit on behalf of the Bank must be from the Bank’s approved list.  In litigation where foreclosure of real property is sought, the Special Assets Officer must ensure, if necessary, that a current appraisal and a Phase I environmental report are on.

Some cases may require outside counsel even if litigation is unnecessary or not anticipated. In these instances, Special Assets will consult with bank in-house counsel on selection of the appropriate firm. The Special Assets Officer assigned to the case will work with counsel to review loan documents, order lien searches or any other standard due diligence needed to assess the case. 
7. Annual Reviews for Loans Managed in Special Assets
All commercial loans managed in Special Assets with exposures greater than $250,000 must have an annual review completed.  In some workout situations borrowers may not fully cooperate in providing all reporting required under the loan documents.  It is sufficient in these cases that the annual review be completed using the most recent and best available financial information.  In these situations, emphasis should be placed on the current strategy to resolve the credit.  Annual reviews for credits in the workout portfolio may be submitted using the most recent watch list form completed for the credit rather than the standard underwriting templates.  For larger commercial credits, that are on quarterly reporting cycles, the most recent watch list form can also be used to complete the quarterly review.  The watch list form must include the quarterly statements in the financial spread section of the form.  
8.Protective Advances
In certain circumstances the Bank may need to advance funds to protect our interests in the collateral pledged for a loan. Prior to any advance, an Officer’s review of the loan documents as well as a consultation with an external or in-house counsel will verify that the loan documents are specific to the ‘Protective Advance’.  This will ensure that the advance is permitted and enforceable by the collateral pledged.  

Situations may require protective advances beyond real estate taxes; in these cases, the Special Assets Officer will issue an approval memo, signed by the appropriate approval authorities requesting these funds. The Special Assets Officer will  coordinate with Loan Operations and Finance to ensure any advances made are properly reflected on the loan system and have the supporting documentation in file.
  
Advances may include payment of real estate taxes, essential maintenance costs and other critical or required expenses. The Special Assets Officer will coordinate with the Bank’s escrow department to determine the amount of the tax advance and will issue an email approval to have the funds paid directly to the taxing authority.  The Finance Group and Special Assets will periodically determine if any negative real estate escrow or other advances should be charged off.
9. Collateral Dependent Loans and Interest Rate Concessions
The Special Assets Department will be responsible for analyzing and recommending loans for collateral dependent status under the new CECL guidelines.  In determining whether a loan should be classified as collateral dependent Special Assets will look at whether (i) a foreclosure action has been filed or if it is probable a foreclosure will occur and (ii) the Practical Expedient. If the Practical Expedient rationale is relied upon for Collateral Dependent status classification it must be demonstrated that (i) the borrower is experiencing financial difficulties and (ii) repayment of the loan must be substantially provided through the operation or sale of the collateral.  All loans classified as collateral dependent will be listed on the Bank’s master collateral dependent list and will be reviewed quarterly with the Chief Credit Officer and Finance Team.  The Special Assets Team is responsible for updating the quarterly commentary on all collateral dependent loans and loans where interest rate concessions have been granted.  Please refer to the procedure for collateral dependent and interest rate concessions loans for step by step process on handling these classifications. 
  



Policy Changes
[bookmark: _Toc289787286]This policy may be submitted to the Board of Directors (the “Board of Directors”), the Board of Directors of the Executive Committee of the Board (collectively, the “Board”) or the Board Risk Committee (“BRC”) for approval every 18 months.

Interim Policy changes may be enacted with the approval of any Policy Making Officer of the Bank without the immediate approval of the Board or BRC.  Interim policy changes may include:

· changes made in accordance with regulatory, organizational, procedural and technological changes;
· policy recommendations and comments made by the Bank’s regulators, auditors and consultants; and
· Correction of typographical and grammatical errors.

All interim policy changes will be recorded on the policy cover page.  All revisions will be submitted to the Board or BRC in conjunction with the annual or periodic approval.
Any Policy that is completely or substantially rewritten, beyond an interim policy change, must be submitted to the Board or BRC for approval.
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