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Current State of the Economy

and Real Estate Market

o o kWb

Signs of economic recovery building (driven partly by inventory
replenishing)

The stock market has recovered half its losses

Joblessness persists and continues rising

Consumer spending is slow to recover; consumer net worth decimated
Deleveraging continues, credit availability is still tight

Foreclosures continue virtually unabated, more “prime” loans falling into
default

Housing prices may be stabilizing, but impact of another possible 7 million
foreclosures remains unclear

Billions in commercial real estate loans coming due with values depressed

Very slow (uneven?) recovery seem likely; possibilities for a “w” shaped
recession persist

9:15-9:25 a.m.



Massachusetts Economy and Real Estate
Market

1. 8.8% Unemployment ( 9.7% nationally)
2. 37% worsening in unemployment rate since last year end

3. Mass economy shrank 4% and 1.6% in the 1st and 2nd quarters,
respectively

4. UMass projects growth rate for 2nd half of year at almost 1%

5. Homes sales increasing, prices up 3 months in a row for Boston, but still
falling Statewide

6. Foreclosure filings (petitions) up significantly in July

7. Commercial real estate picture still very gloomy, vacancies rising, rents and
values falling

9:15 - 9:25 a.m. 2



National Home Price Index vs. Boston Home Price Ind  ex

Home Price Index

Case Shiller Home Price Index
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Massachusetts Foreclosure Data: Jan 2007 — June 2009

Source: The Warren Group
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Current State of the Economy — Real Estate

“Commercial real-estate loans could
generate losses of $100 billion by the end of
next year...Total losses at those banks could

surpass $200 billion”

Wall Street Journal
May 19, 2009

9:15-9:25 a.m.



Overall Principles for Dealing with
Problem Real Estate Loans

LIABILI

9:25-10a.m.



Overall Principles for Dealing with
Problem Real Estate Loans

OREO

It sure feels like a liability:

* Regulator pressure
e Board pressure
* Ownership Costs (taxes, maintenance, etc.)
* Environmental issues
» Extended holding/selling periods
 Diversion of management resources

9:25-10a.m.



Overall Principles for Dealing with
Problem Real Estate Loans

ONE STRATEGY
FOR DEALING WITH
OREO




Overall Principles for Dealing with
Problem Real Estate Loans

IGNORE IT
MAYBE IT WILL

(D -

PARTY ON
GARTH!

9:25-10a.m.



Overall Principles for Dealing with
Problem Real Estate Loans

Scrip for this Strategy

1.Bank makes no investment in property

2.Bank lists for sale with realtor/broker

3.List price is too high (maybe because nobody will
argue for a lower price — Loss!)

4.Realtor/broker does not work sale

5.Property deteriorates due to lack of maintenance
6.Property goes to auction and sells at huge
discount (but no one is to blame!)

9:25-10a.m.

10



Overall Principles for Dealing with
Problem Real Estate Loans

Examples of Banks Selling Prices for OREO

Banker & Tradesman
Housing Scene (May 2009)
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9:25-10 a.m. 11



Overall Principles for Dealing with
Problem Real Estate Loans

REAL ESTATE
IS A BUSINESS

TREAT IT LIKE ONE




Overall Principles for Dealing with
Problem Real Estate Loans

Key Operating Principles

1.Plan for what you will own (“Buy”) — Portfolio
Approach

2.Know what you are buying, before you buy it
3.Look at your entire real estate business (portfolio)
In making plans (impacts loan modification and
refinance strategy)

4.Ensure proper resources are in place to manage
your business

5.0nce all this is in place, create a written strategy
to invest in, manage, maintain, lease, market and
sell your assets

9:25-10a.m.

13



Overall Principles for Dealing with
Problem Real Estate Loans

Key Considerations

You have the Weakness of Strength ___(i.e., ability to pay
claims)

The market doesn't CARE about your prior plan or pa st
Investment

Real estate is a management intensive asset
"Never underestimate carry costs"

"Never overestimate ease of resale"

9:25-10a.m.

14



Overall Principles for Dealing with
Problem Real Estate Loans

Alternatives for each Property vary

1.Discount heavily and sell “AS 1S” now (take a loss!)
2.List property at market price with minimal or no
Investment (only for properties in good condition)
3.Invest to correct defects and/or improve property and
then list at market

4.Invest In and maintain property; hold until market
Improves; lease if possible

5.Re-position property to be more marketable and list
once work is complete (requires investment)

9:25-10a.m. 15



Overall Principles for Dealing with
Problem Real Estate Loans

THE STRATEGY FOR EACH

PROPERTY IS DRIVEN BY THE

MARKET AND THE
PROPERTY FUNDAMENTALS

NOT YOUR INVESTMENT!!

9:25-10a.m.
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Overall Principles for Dealing with
Problem Real Estate Loans

YOUR INVESTMENT IS A SUNK COST

USING IT AS A GUIDE FOR -

FUTURE DECISIONS
WILL ONLY RESULT IN \
GREATER LOSSES!!

\

9:25-10a.m. 17



Overall Principles for Dealing with
Problem Real Estate Loans

CONCEPTUALLY IT IS BETTER FOR
PEOPLE MANAGING YOUR REAL
ESTATE BUSINESS NOT TO KNOW
WHAT THE BANK'S INVESTMENT IS IN

A SPECIFIC PROPERTY.

THEY CAN AND SHOULD KNOW THE
BANK'S TOTAL INVESTMENT
IN THE BUSINESS!

9:25-10a.m.

18



Overall Principles for Dealing with
Problem Real Estate Loans

BENEFITS OF "PORTFOLIO APPROACH”

« Maximizes return on assets

 Written business plan for regulators and
board

 (Generates some cash now

* Provides support for additional investment, if
needed

e Impairment calculations “fall out” of business
plan

9:25-10a.m.

19



Overall Principles for Dealing with
Problem Real Estate Loans

OTHER BUSINESS CONSIDERATIONS

=

Use of real estate subsidiary
2. Due diligence — negative value considerations:

«  Environmental

e Taxes

 Impact fees/infrastructure/off-sites

« Condo association reserves

« Other
Use of appraisals and broker/realtor "comp sales” analysis
Offering “Seller Financing” on OREO
Insurance - Property & Liability Coverage
Security

. 3/p safety

« Improvements "grow legs" at night.

S el

9:25-10a.m.

20



Legal Considerations — Banks Acquiring OREO

VALUATION

Property must be booked as OREO when the bank obtains physical possession
The bank must obtain an appraisal/evaluation within a reasonable period of time after title is taken
OREDO is accounted for at fair value less costs to sell . This includes expected carry costs.

Book value should never exceed the former recorded amount of the loan. Subsequent declines in
value are to be reported as non-interest expense rather than charged against the ALLL.

HOLDING PERIOD

Legal requirements dictate the terms and conditions under which banks may acquire OREO

The time starts from when the bank acquires the property (additional one year annual extensions
may be granted to hold the property up to 10 years).

Documentation must be maintained reflecting efforts to dispose of the OREO.

DISPOSITION

A valid appraisal is required when the property is disposed (FR SR 95-16 for Real Estate
Appraisal Requirements).

FAS 66 contains the accounting requirements to be used to determine whether a sale with
purchase money financing qualifies as a “sale” for accounting purposes.

Losses upon disposition are to be recognized immediately.

10:00 — 10:15 a.m. 21



Legal Considerations — Managing & Marketing OREQO

Make sure owners’ fire and extended casualty insurance is
canceled and the OREOQ property is added to the bank’s blanked
insurance policy for foreclosed properties

Secure all OREQO property immediately after foreclosure or
abandonment to avoid deterioration.

Self Help is a Trap — Never turn off water, turn off power, change
locks on tenant/ former owner

Assign responsibility for all OREQO activities within the bank to one
officer . At a minimum, the officer should establish a separate file
for each piece of OREO owned by the bank.

Determine the marketing plan for the property and select a broker
as appropriate.

10:00 — 10:15 a.m

22



Legal Considerations — Managing & Marketing OREO

PROS of Holding in a Subsidiary

o Limits Liability

« Conceals Identity of the Bank.
« Eliminates the Right of Set Off

CONS of Holding in a Subsidiary

* Regulatory Approval or Notice Requirement
« Extra Paperwork

e Supervisory Issues

e Tax Issues

* Indemnification Issues

« Liability Insurance

* Adequate Capitalization

10:00 — 10:15 a.m.



Legal Considerations — Investing in OREO

National Bank: 12 CFR 34.86 permits banks to make advances for OREO that
IS a development or improvement project so long as the advances are:

(1) reasonably calculated to reduce any shortfall between the parcel’s
market value and the bank’s recorded investment amount;

(2) not made for the purpose of speculation in real estate; and
(3) consistent with safe and sound banking practices.

Federal Thrift Bank: 12 CFR 563 permits the use of “Salvage Powers” with the
approval of the OTS. The proposed salvage operation must be for the
protection of the investment and must be consistent with safe, sound, and
economical home financing.

State Chartered Banks: Powers, similar to the above, are implied in MGL 167E,
Section 2. With the power to make loans, comes the power to enter into
workout arrangements and protect assets.

10:00 — 10:15 a.m.

24



Legal Considerations — Final Thoughts on OREO

Participation Loans

* Most participation agreements do not adequately deal with what
happens when collateral becomes OREO.

 LLC vehicles to hold property are common. Use “squeeze down”
provisions if your bank is the manager of the LLC.

Financing OREQO Sales

« Banks have the legal power to grant purchase money financing up
to 100% of value on OREO.

» For Massachusetts chartered banks, the authority for this may be
found in MGL 167E, Section 6(e).

* High loan to value ratios to finance the sale of OREOQO property (e.g.
90%) may run into “true sale” issues under FAS 66.

10:00 — 10:15 a.m. 25



REAL ESTATE LOAN WORKOUTS & DISPOSITION OF OREO

Coffee Break

10:15-10:30 a.m.




ACCOUNTING CONSIDERATIONS

Accounting for In-substance Foreclosures

Accounting for Foreclosures and OREO

Accounting for Disposition of OREO
« Sale
e Seller (bank) financing
 |nvestments

10:30 — 10:40 a.m. 26



Residential (Single Family) Loans

For Marketing and Selling Existing Houses

1. Assess condition and location of house and lot — take
pictures to document (for business plan)

2. Assess market — touring/realtors/listings/sales
 Months Inventory on Hand Schedule

3. Poor condition/location — market as “Bank Owned” and
price to sell fast

4. If any positives for house and/or location
o Get “right realtor”; set commissions to accelerate sale

* Invest and maintain to maximize selling price - possible
home inspection

 Price aggressively, but at market
e Consider “marketing gimmicks”

10:40 — 11:00 a.m. 27



Residential (Single Family) Loans

10:40 — 11:00 a.m.

28



Residential (Single Family) Loans —

“Bank Owned”

Wall Street Journal

“REO...banks tend to cut prices faster
than other sellers”

Ventura County Star
California

The New York Times

“’R.E.O. homes typically sell at a
20 percent discount”

“REOSs...where banks want to wash their
hands of it and move on”

USA Today
“banks are foreclosing on homes
and slashing prices”

S
SO7,

Houston Chronicle

“foreclosures...putting downward
pressure

on sales prices”

LA Times
“bank-owned property...priced low to sell”

San Francisco Chronicle
San Francisco, CA

“foreclosures unloaded by banks at
fire-sale prices”

Bankrate.com

“bank-owned properties offer the safest deal
for inexperienced foreclosure buyers”

10:40 — 11:00 a.m.

29



Commercial Loans — New Construction
“Spec Houses”

Add’'l Points For Marketing and Selling
Builder “Spec Houses”

1. Protect your collateral — ensure house is secure and safe
from elements

2. House must have “no warts”
It must be absolutely perfect,
especially at high-end

3. Warranty coverage is an issue

4. Price less important than perfection (inside and outside)

11:00 — 11:30 a.m. 30



Commercial Loans — Land Development Loans

1. Protect collateral
* Physical improvements
 Entitlements
* Rights to utilities
« Marketing infrastructure
Analyze market and competition
Buyer psychology
Average investment pet lot

ldeas to create activity
* Rolling options
« Builder joint ventures
« Discounting early sales to “jump start” project

bk wn

11 -11:30 a.m.

31



Commercial Loans — Land Development Loans

The Unfinished Project

Buildings - "Close it up, then Close it down"

 Land, roads: full stop, absent compelling reason otherwise

"We've gone too far to stop now* a common fallacy, needs clear
eyed, hard-hearted analysis, usually you can and should stop

 What about the permits?
— Calendar deadlines, get written advice re: activity adeguate to exercise.
— Do you have all of them? (Often not)
— The developer's “incredibly special” relationship with the town
— Maybe the town will welcome a change
— Letting the permits go or renegotiation
» Is the original project feasible?
« Will "leaving it ugly" help or hurt permit revision?
e Isit“Your Community”

11 —11:30 a.m. 32



Commercial Loans — Land Development Loans

Discussion:

1.When is it an appropriate to moth-ball a project?
» ALWAYS?
» NEVER?
» SOMETIMES?

2. Is there some kind of middle ground? Part
open/part closed?

3. Should I go it alone?

11 -11:30 a.m.

33



Commercial Loans — Hospitality Loans

1. Extremely depressed segment of
Commercial RE

. “Jingle Mall”

Vulture funds buying 15 mortgage loans
(or “controlling” loan positions)

No financing = Limited buyers

Carry Is only option for at least 2 to 3
years — get professional assistance, not
just Mgmt Co.

w N

o B

11 -11:30 a.m.
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PSYCHOLOGY OF CASH BUYER
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Commercial Loans — Multi-Family Loans

1. Rents down, downward pressure on
values

. No financing = Limited Buyers
WIll recover before other Comm. RE

Ultimately should benefit from more
stringent underwriting for mortgage loans

Lease and hold, get professional
assistance, not just Mgmt Co.

W

o1

11 -11:30 a.m.
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Commercial Loans — Retail/Office/Industrial

1. Key question: tenants’/owner occupant’s ability
to weather storm

Regqgular site visits

Modification/extension/renewal decisions based
partly on portfolio — Business Plan

4. Lease and hold for OREOQO, get professional
assistance, not just Mgmt Co.

5. Some properties can be marketed for sale now,
others may benefit from waiting

6. Key to sale maybe offering financing

W N

11 —11:30 a.m. 37



Real Estate Loan Workouts & Disposition of OREO

Questions & Answers

38



