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Apeil 10, 2006

Ms, Jeunifer J. Johnson, Secretury

Boird of Governors o' the Federul Reserve System
20" Street and Constitation Avenue, NW
Washington, DC 20551

BY FAXT0O: 202-452-3819

R PROTOSED INTERGENCY GUIDANCE ON CONCENTRATIONS IN COMMERCIAL
REAL FSTATE

KRB Docket No, OP-1248

Dear Sivs:

Arvest Bank i an Arkansas state-chartered commercial bank and a member of the Federal Reserve
Bask of St Louis. Arvest had consolidated banking assets of about $8.1 billion at December 31,
2003, including over $5.8 hillion in loans, The trade territory of the bank stretches from north
centval Arkansas (o soutliwest Oklahoma and from southwest Missouri Lo eentral Arkansas, The
bank operates framn aver 200 braach locations in metropolitan areas including Litile Rock,
Okiahoma City and Talka; sinaller metro arcas such as Northwest Arkansas, Lawton, Oklahoma and
Jophn, Missouri; and smaller cities such as Vinita, Oklahoma and Yellville, Arkansas. A wide
varicty of commercial yeal estate loans, both In size and type, arc made in markefs (throughout the
trade arca,

We have roud and studied the proposal and considercd the proposed provisions in light of our trade
avens, nature of loaw opporiunitics, competitive factors and other matters. Numerous Arvest Ienders
andd members of excculive managenient have diveet experience in dealing with the real estate
difficullies of (he 1980s and later years and have experienec in a variely of business cycles.

In addition, we lave ¥ead the comment lefler dated March 30, 2006 submitted by the Amcrican
Bunkers Association, of which we are an active member. ‘The ABA’s letler provides a very thorough
deseription of the concerns expressed by many bankers and we share the ABA’s coneern in most
respects. We will not repeat the ABA’s comments but rather express our support of the pist of their
cosnmenls and attempti to provide an Arvest perspective on the proposal.

Our comments are grouped into three seetions. The first set of comments relate to broader concepls
s the approach fo {he issuc of commercial real estate lending concentrations. The second section
fyenses on practical concevas. The third sectjon addresses technical observations and comments,
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CONCEPTS AND OVERALL APPROACH

Couceatrations of assets, ineliking loans, present an investor or asscet manager an exposurc Lo value
declines in the asset classes in whicl the eoncentrations exist. Tnvestment managers often choosc to
concentrate in assel classes where there is a reasonable helief (hat the financial reward more than
offse(s any inereased visks, While such a strategy may be appropriate in an investment fund, the
ngture of lending hy federally insurcd depository institulions should, on average, he more
conservittive and judiclous in the aceeptance of risks. We appreciate, and share, the regulatory
interesls in ensuring that concentration visk is appropriately manaped.

Since the Thrift Debacte o the 19805 and early 1990s much kas ehanged in the safety and soundness
of (he bank supervision system. Capital standards have been upgraded and ihe Basel “1,5™ proposal
is a continuiag efTort ty manape capital adequacy. Much work has been done in the ALLL area and
risk management coacepts are more fully infegrated in loan portfolio management.  Real estate
lending standards are more well-defined.

Ta developing a concept and approach to managing commercial real estate concentration risk, we
offer the followinyg ideas for consideration:

o I'he definition of concentration is crucial and different types of credits are not necessarily
additive;
o Realistic and informed underwriting and quality decumenlation are essential precirsors (o
« managing credit risks of all kinds;
s Geographic mxl specific borrower concentrations remain most bank’s primary concentrations;
e Simple measyres allow for examiner fatitude and resulting inconsistent application; and
o  Capital and ALLL provides a cushion Lo absorb risk.

Definition of Concenteation. e proposal would establish a definition of concentration as the ralio of
certain types of loaas us coraparced to the bark’s capifal. In particular, two thresholds would be
established at 100% of capital and 300% of capital.

This concept of concentration presumes that loans of different types can be added togethier Lo arrive
at sonee compusite level, This is a questionable coneept that can be misleading, Alihough a simple
weasyire of conceptrationu risk would be desirable, we are donb(ful that the proposal has solved the

purle.

Recognition that conceatralion is a visk {hat deserves effective management does not logically Jead to
a conclusion that concenteation risk is the most important risk to manage or (hat coneentration risk
can Le apgregated in a simple raanner, For example, a bank with a very low Jevel of concentration
risk ean $till be a high-risk baak if vnderwriting standards are weak. Likewise, an apaviment loan in
Lawton, Gklahoma i oot additive with a physician®s clinic loan in Mountain Home, Arkansas and a
distributor’s warehouse loan in Wehb City, Missouri. Even il all the loans above were to finance
physician clivies, they are sttt not logically added {o arrive at u composite risk as they involve
different borrowery and different markets,



Wliile we agree thal concentration risk Is worthy of good risk management practices, we would
stppest that bropd, aggrepate measures are not very useful in efficient management of the risk, In
siort, a broad defisition forces the bank (o overslate its “real” risk and to likely devote resources in
terms of manpavwer and eperating expenscs to what the proposal calls “heightened risk
wanagenent” rathee thaa to areas that the lender may consider more worthy of the resource. To the
extent that overstatenient of visk Ieads Lo more stringent underwriting, or to a sealing back of
investment in certain Joaa types, then not only does the hank Iose lending (and profil) epportunitics
Lut the market loses a competitor for losns that ean adversely affeet the liguidity in the market and

ad to dowaward pressyee oa asset values. Lack of market liquidity is the staff of which recessions
and depressions are masde,

Definitions of concentralions nced fo be more robust and sophisticated in order (o be most
weaning [ul,

Underwriting and Docgimentation, The niost fundamental aspeet of credit risk management is the
adoplion of sound snderwrifing standards implemented by experienced, well-trained and properly
supervised lenders o properly docuniented fo protect the bank's interest. A bank with strong
underwriting and docuuientation can earry the same or higher level of concentration risk as another
hank with weak underwriting yet be lower risk. While this may be the essence of the proposal’s
“Reightencd risk management™ practices, we see this eleiment as fundamental and not samething that
is part of a “heighlened™ regimen.

Geographic and Specific Concentrations. The proposal makes an underlying presumption that
copamagreial real estate is particularly visky and deserving of some specialized attention. However,
exposure to local or vegional ecanomies is virlually always a hipher risk just as does exposure to a
specific orrower. While Jending limit rules curb the exposure to specific borrower risk, the
geopraply risk generally is a component of every community and regional bauk,

We e disappointed that the proposal iloes not offer ample evidence of the level of risk associated
with cammercist real esinte Iending as compared to other types of loans ln support of such a
presumption,

Exuminer Latitwde. 1he proposed 100% and 300% thresholds are simple encugh as (o how to
coaipute. The issue of concern is how examiners will use the rule, 1 is not clear as to what the
consequences are if the thresholds are exceeded. 'We believe there is much room for inconsistencics
in how examiners from vavioug agencies will apply the vale and that disparate impaet will oecur
dwong competitars in the same markel. [tis not uncommon for different banks in the sanie market
10 be held o diftereal standards in what constitutes sound underwriting based on our expericnces,
capecinlly in markets where de novo banks are present and grawth in loans is an extreme priority. Tt
is nut at all clear how the agencies witl apply the rule in a vreasonably consistent manner to all banks.
While there are masiy worthy supgestions in the proposal as to what constitutes good practices in
managing conccitration risk, surcly 2 bank would not be expected (o enact all of the suggestions but
ruther those haak management foond helpful and necessary, The provisions in the proposal for
eaaminers o apply the guldance where there has heen a “sharp increase” or a “sigaificant
concealration” only poinis oul the high degree of subjectivity that can he expected. ‘The current
situation where (he existing Sapervisory Loan to Value Guidelines are not applied consisiently to
leaiders in the same market exemplifics the problem.



mpital and ALLL to Absarb Risk, The ultimate role of reserves and capital in a bank arc to absorb
losses, Those losses ave absorbed fivst by reserves such as the ALLL and secondarily by
sharcholders® equily, Tiee proposal, in ils threshold ratio caleulations, utilizes » capital adequacy

cancept of risk-based capital, a narrower view of capital

The more poignant itsue is that risk-based capital is an inappropriate base for measucing
comrentration risk. Risk-hased capital is compuled for a specific purpose in measuring one of several
views of capital adequacy and was nof intended to be a broad measure of capilal available to ahsorb
losses. We believe the appropriate hase is tolal sharcholder’s equity plus the entire ALLL.

1t conld he templing (o argue that sharcholder's equity should be baireut for goodwill and intangible
mosots. Tiowever, these assefs are already subject to quarterly impairment analysis and adjusiment.
‘Vherelore, a5 shareholder’s equity is alvendy reduced through those mechanisms, there is no need for
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4 haircut.

PRACTICAL CONCFRNS

These comments include hoth general observations and specific issucs of interest:

T'he proposal sceras 1o address many of the similar issues being discussed in the Basel *1.5”
discussions and the new ALLL documentation proposal.  Each ol these proposals gencrally
deals with credit risk management. It would scem there is more than a little potential for
conllict or inconsisrent rules to be established;

The proposal dacs not scem 1o apply to credit uniens,  Credit Unions continue (o enter the
conmymercial loan bosiness and need to be hield to the same stanclards in such an important
ared;

‘The proposal states on page 5 that when the threshold rutios are excceded, the bank should
have capital “.., higher than the regulatory minimum and appropriate to the risk in their CRE
lending pocfolio”. Furthermore, on page 12 the proposal refees to the existing risk-based
capital rules noting in Foolnote 7 that some CRL exposures are weighted at less than 100%
under cutrent copital vules. This proposed scemingly is in conflict with capilal rules. The
capital rules teeat residential as SU% rish-weighted, yet the 100% threshold-ratio in the
proposal makes no adjustment for such loans,

In addition, l'ootnote 8 on page 12 states that capital may be required at levels exceeding the
“well eapitalized” standard. ‘This is based on the apparent premise that capital rules never
contemiplated concentrations as a risk to be covered by minimum capital levels,  This seems
somawhut a1 odds with “adequate” capital being 8% of risk-based assets while “well
capitalized” requires 10%. Such a premimm surely was to provide for higher than averape
ﬁfl!‘..

Interestingly, on Aptil 6, 2006 Comprroller of the Currency John C. Dugan in & speech to the
New York Bankers Association stated:

“But the stnple fact is that the overwhelming majority of such institutions already hold
capital cushions thal exceed regulatory minimums by more than two hundred basis points,
and, as a reauldt, these institutions gencrally would not be aflected by the capital adequacy part
of the guidanye,”



This observation by Mr. Dugan supports the proposilion that banks arc alrcady adequately
cupitalized for concentration risk except for those banks who choose not ta be well-
capitalized.

This entire section ilustrates the dangers of modifying capital requirements through the back
door, The DBacel “1.5” proposal contains an interesling discussion (Federal Register, Vol. 70,
No. 202, Ovtober 20, 2005, page 61076) on CRE cxposures for ANC loans which scems to
recognize st ADC loans come in different Mavors of risk and while certain ADC loans may
necessitate higher leyels of capilal, others would not.  The proposed Basel “1.5” would
actually not over-weipht ADC loans in the capital standurds that mect the Interayency Real
Kstate Lending Standards thus recognizing the risk-lowering effect of properly underwritten
toany:

Page 8 of tlic proposal deseribes the sirategic plamning issues and would establish a
roquiremcnt for a new contingeney plan if a “concentration” arises {o address actions 1o ake
should adverse market conditions oceur. "The proposal should make clear the cvaluation of
actiona to take <hould oply be to reduce the “concentration” level below the threshold
caleulations;

It {s nol uncommon (hat banks will ask for colluteral out of an abundance of caution and after
the collnfesal is real cstate that would meer the CRE definition in this proposal. This proposal
would have (e anintended consequences of providing an incentive to banks to not ask for the
collateral;

Certain louns, such as SBA Loans, may have agency guarantees yel be collateralized by real
estale meeting (e CRE definition.  Such puarantees are taken into account in loan
classifications, in {he supervisory loan-to-value rules and in risk-based capital calculations.
As wrilten, the proposal could lead to a Joan being treated in a favorable mmanncr as a lower
risk category for scane purposes but high risk CRE {or this proposal; and

Section 11 of the Supplementary Information in tho proposal (“Principal Llements of the
Guidance™) states that:

“Loaas w RL:ITs and unsecured loans 1o developers that closely correlate to the inherent risk
in CRE markets would alsa be considered CRE loans for purposes of the proposed Guidance.”

First, there needs to be a clear safe harbor definition of a “developer” so that Lbanks are not
inconsistently applying this parl of the rule. 1t is also not clear what “inherant risks” are
conteraplated and how “corrclation” would be determined.  'This could become very
burdenswving in gssessing loans to individuals and

busincsses wha may be involved in developrient activities on a less than foll-time basis.
Muny “developers™ are LLPs and similar entities organized for the expross purpose of
developing land and the LLF partners usually have other sources of income on which the
lender telies in whole or in part for repayment (such as the medical praclice income of
physician who is an LLY pustuer and who provides a personal puaraniee).

Being able to make a determination of what borrowers are “developers™ would require a new
coding scheme in loan dota systems,
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TECHNICAL COMMENTS
seweral technieal corrections are offered, as summarized below:

The 300% threshold enleulation allows an offsel for owner occupied propertics included in
commerelal veal estale loans but it is not clear whether owner-occupicd is similarly offsct in
the 1002 shreshold calewlation. Further, it is not clear how custom homes (i.e., homes being
construeted with an underlying sipned sales contract from the eventual owner) are treated in
the 100% and 300% calculations. We have heard conflicting interpretations of the proposal in
this ragard, including comments from regulators, that indicate a need for greater clarily;

The definition of CRE takes into account both consideration ol the collateral (e.g., raw land or
multi-family) as well as repayment source where rental income from a third pary is the
privary soiree, Since the repayment source pereenfage can change over time, it needs to be
cleur that the dejermination of whether or not the loan is CRIE under this vule is o be made at
date of privination or renewal only, Allernatively, a bank could be allowed to establish its
policy as either (a) designating at origination or renewal or (b) wacking changes during the
teri of the loan and modifying the designation accordingly; and

sall reports would need to be modified to collect data on loans for properties thal are owner-
accupicd ar pon-ownet occupied.

SUGGESTIONS

While we appreciate the regulatory desire to institute a comwmon measure of commercial real
estate concentrations for vse in rogulatory monitoring, we believe this proposal should be withdrawn
and reworked, We Iielieve there are serious problems both with the mechanies of the {hreshold
ratios and with the sanclions regimen. At 3 minimum, we malke (he following suggestions as ways to
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address the move major defliciencies:

In he threshold ealeulations, use shareholder’s equily plus the ALLL rather than risk-based
capital as the denominator of the ratio;

Consider how 1o refine the definition ol CRE to beller identify higher risk rypes of lending
and avoid the adding together of a wide range of risk to arrive at an

overall level ol risk, 1t would seom that dispersion of CRE over a variety of geographic
markets is an elfeetive mitipation of much of the CRE concentration risk addiessed in this
proposal;

Maliz clear that owner-occupicd (including costom home construction) and all 1-4 family
residential are excluded from CRE in both the 100% and 300% thieshold caleulation;

Provide utt adjustment for “abundance of caution” collateral;
Lxtend the proposal to cover all insured depository institutions, including credit unions;

Limit the sunctions resulting [rom excecding the threshold limits to implementing additional
risk rapsgoment procedores as considered appropriate by the hunk. Capital requirements
should be addeessed through the capital standards. AL most, the proposed rule should only
provide for as cupital sanctions the requirement for a bank to achicve “well capilalized” status
vader the capital adequacy standards;
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Make clear that any “contingency plans” in the event of severe and prolonged adverse market
conditions need only address mitigating the risk to levels which would not exceed the
threshold galeulation limits;

Irovide for an adjustment o reflect governiment guaranteed loans;

Make clear the doterminalion of owner-occupied (including the 50% or more repayment
sowree) is determined only at the time of origination or renewal or allow the bank to opt-in to
tracking changes; and

Provide a wotkahle and practical definition of “developer” for use in delermining when
onseeured lending Is to he included as CRE loans, including more specific guidance as to how
correlation would be deflined and measured.

Plewse da not hesitate (o contact me should you have any questions regarding our response,

Siucerely,
. ,”‘
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Donald 1, Walker
Peosident & CRO

Arvest Bank



