
The current real estate correction is likely to have the biggest 
impact on construction loan portfolios of banks with the most 
lenient underwriting standards and those whose construction 
loans are concentrated in geographic areas hardest-hit by con-
struction industry declines. Given industry wide increases in 
construction loan noncurrent rates, charge-offs, and Real Estate 
Owned in the past two quarters, all sizes of banks are subjects of 
concern. 

Some differences exist, however, between banks of various asset 
sizes’ performance.  While construction loans make up a larger 
percentage of smaller U.S. banks’ total book of business, larger 
banks have seen the sharpest increases in charge-offs and nonper-
forming assets. This indicates  small banks, under $1 billion,  may 
have better knowledge of borrowers or tighter underwriting stan-
dards and have positioned themselves more favorably to weather 
the storm. 

•	U.S. banks will continue to struggle to work through existing 
loans, while having limited opportunities to replenish construc-
tion portfolios with sound, newly-originated loans.

•	 In the first quarter of 2008, the smallest U.S. banks – those hav-
ing assets under $1 billion – had the lowest rate of construction 
charge-offs,  the lowest construction loan noncurrent rate, and the 
lowest rate of loans emerging 30-89 days past due.

•	Large banks, banks with assets more than $50 billion, led the 
industry surge in delinquencies between the fourth quarter 
of 2007 and the first quarter of 2008 with a 191.4% six-month 
increase in noncurrent construction loan rates.

•	U.S. banks’ current capital is extended to the point where fur-
ther lending expansion is in doubt given their troubled portfolios 
and declining loan demand.
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As the U.S. banking industry works its way 
through a difficult real estate downturn, 
banks are losing ground in the face of 
relentlessly rising noncurrent loans. The 
high noncurrent rate of construction loans 
is a particularly alarming trend given the 
risks they pose to earnings. The noncur-
rent rate for construction loans rose to 
4.7% for U.S. banks as of March 31, 2008, 
after having been at 1.9% as recently as 
Sept. 30, 2007.

 Construction loan performance has var-
ied across bank asset-size groupings. In 
the first quarter of 2008, the smallest U.S. 
banks – those having assets under $1 bil-
lion – had the lowest rate of construction 
charge-offs, the lowest construction loan 
noncurrent rate, and the lowest rate of 
emerging past due construction loans. 
However, they retained a greater percent-
age of real estate acquired from previously 
foreclosed construction loans than other 
banks. 

The highest construction loan charge-offs 
and construction loan noncurrent rates 
were reported by banks having between 
$10 billion and $50 billion in assets. 
Across the board however, banks of all 
sizes together charged-off more construc-
tion loans and experienced sharp rises 

in construction loan delinquencies in the 
first quarter of 2008 (see Exhibit 1). As 
leading economic indicators continue to 
signal reduced future construction activity, 
U.S. banks will continue to struggle to work 
through existing loans, while having limited 
opportunities to replenish construction 
portfolios with sound, newly-originated 
loans.	
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Exhibit 1
Construction Real Estate Loan Charge-Offs Worsen 
Mostly for Large Banks
(Mar 2007-Mar 2008)
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Exhibit 2
Noncurrent Construction and Land Loans 
Skyrocket, Small Banks Fare Better
(Mar 2001-Mar 2008)
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Exhibit 4
Leverage of Construction Loans in Banks’ Porfolios
(Dec 2001-Mar 2008)
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Exhibit 7
American Institute of Architects Residential 
Diffusion Index
(2005-Mar 2008)
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Exhibit 5
Foreclosed Construction REO
(Mar 2001-Mar 2008)
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Exhibit 6
Troubled Loans and Reserves Increase as Reserve 
Coverage Ratios Decline
(Mar 2001-Mar 2008)
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Exhibit 3
Construction and Development Loan Concentrations
(1999-Mar 2008)
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Largest U.S. Banks Saw Highest 
Rises in Noncurrent Construction 
Loans 

Just prior to the fourth quarter of 2007, the 
best-performing construction loan portfolios 
were held by banks with more than $50 bil-
lion in total assets. These larger banks’ annu-
alized quarterly charge-off rates were below 
0.2% per quarter, while their noncurrent con-
struction rate was less than 1%. However, the 
surge in delinquencies in the fourth quarter 
of 2007 and the first quarter of 2008 has had 
a dramatic impact on the loan performance 
of these larger banks, as banks with more 
than $50 billion in assets led the industry 
with a 220.5% six-month increase in noncur-
rent construction loan rates. The smallest 
banks in the U.S. experienced the least, but 
still a dramatic, 104.2% increase in the same 
period. This pattern is consistent with 2002, 
another difficult year for banks, when banks 
with more than $50 billion in assets reported 
the highest percentage increases in nonper-
forming construction loans in the industry 
(see Exhibit 2).

The surge in nonperforming construction 
loans for banks over $50 billion occurred 
despite these banks raising net charge-off 
rates for construction loans. Had charge-off 
rates been consistent with historical stan-
dards, the number of nonperforming con-
struction loans in banks’ portfolios would 
have been much higher. The six-month 
increase in net charge-off rates was 99.9% for 
the industry. Banks over $50 billion increased 
their net construction loan charge-offs by 
183.1%, versus only 18.6% for banks having 
less than $1 billion in assets. The first quarter 
of 2008 level was 13.9 times higher than the 
first quarter of 2007 for the total industry, 
yet 23.2 times - over two thousand percent 
- higher for banks having over $50 billion in 
total assets.

Although banks with more than $50 billion 
in assets saw larger percentage increases of 
nonperforming construction loans and net 
charge-offs, their construction loans make up 
a smaller percentage of their total loans and 
total assets than smaller banks (see Table 1).

Additionally, the two middle groupings report-
ed the highest overall levels of noncurrent 
loans as a percentage of their construction 
loan portfolios (see Table 2).

Banks in these asset ranges are of special 
concern because many of them also reported 
higher concentrations and thus have a higher 
overall exposure of construction lending.

Industry Concentrations  
in Construction Loans

Regulators have been concerned about 
commercial real estate and construction 
loan concentrations for some time. To 
heighten supervision of these institu-
tions, banking regulators in 2006 issued 
calculations to track institutions having 

�

Table 1					   
Relative Size of Construction Loan Portfolios
	 	 	 % of	 	 % of
Bank Range	 Construction	 Total	 Total	 Total	 Total 
By Total Assets	 Loans	  Assets	  Assets	 Loans	  Loans
<$1 billion	 $158,563,680	 $1,512,358,643	 10.49%	 $1,047,173,540	 15.14%
$1-10 billion	 164,319,716	 1,438,161,836	 11.43	 994,981,459	 16.51
$10-50 billion	 79,299,728	 1,669,229,127	 4.75	 1,066,652,893	 7.43
>$50 billion	 229,634,562	 8,749,745,977	 2.62	 4,859,079,369	 4.73
All Banks	 631,817,686	 13,369,495,583	 4.73	 7,967,887,261	 7.93

Sources: FDIC, A.M. Best

Table 2					   
Recent Noncurrent Construction Loan Rates

Bank Range
By Total Assets	 Mar-07	 Jun-07	 Sep-07	 Dec-07	 Mar-08
<$1 billion	 1.12%	 1.49%	 2.08%	 2.93%	 4.21%
$1-10 billion	 0.96	 1.29	 1.88	 3.05	 5.14
$10-50 billion	 1.06	 1.57	 2.19	 4.09	 5.73
>$50 billion	 0.74	 0.99	 1.51	 3.01	 4.40

Sources: FDIC, A.M. Best

Exhibit 1
Construction Real Estate Loan Charge-Offs Worsen 
Mostly for Large Banks
(Mar 2007-Mar 2008)

Co
ns

tr
uc

tio
n 

Re
al

 E
st

at
e 

Ch
ar

ge
-o

ffs
 / 

To
ta

l C
on

st
ru

ct
io

n 
Re

al
 E

st
at

e 
Lo

an
s

0.0

0.5

1.0

1.5

2.0

Assets >$50 billion

Assets $10-50 billionAssets $1-10 billionAssets <$1 billion

Mar-08 Dec-07 Sep-07 Jun-07 Mar-07

Sources: FDIC, A.M. Best

Exhibit 2
Noncurrent Construction and Land Loans 
Skyrocket, Small Banks Fare Better
(Mar 2001-Mar 2008)
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Exhibit 4
Leverage of Construction Loans in Banks’ Porfolios
(Dec 2001-Mar 2008)
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Exhibit 7
American Institute of Architects Residential 
Diffusion Index
(2005-Mar 2008)
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Exhibit 5
Foreclosed Construction REO
(Mar 2001-Mar 2008)
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Exhibit 6
Troubled Loans and Reserves Increase as Reserve 
Coverage Ratios Decline
(Mar 2001-Mar 2008)
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Exhibit 3
Construction and Development Loan Concentrations
(1999-Mar 2008)
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commercial real estate concentrations 
(A.M. Best released two special reports 
about Commercial Real Estate Concentra-
tions in January and April of 2006). Despite 
regulators’ efforts, however, construction 
and development loan concentrations 
continued to climb and reached an all-time 
peak as of year-end 2007 (see Exhibit 3).

The most pronounced concentrations of 
construction loans measured as a percent-
age of risk based capital were within the 
category of banks with $1 billion to $10 bil-
lion in assets.

Poor performance of real estate loans and 
construction and development lending 
have pressured more banks’ capital cush-
ions. During the first quarter, there were 
90 banks on the so-called “problem list” 
compiled by the Federal Deposit Insurance 
Corp. (FDIC), up from 76 in the fourth quar-
ter. Twenty institutions were added to the 
problem list during the first quarter and six 
were removed. 

During Senate testimony in early June, FDIC 
Chairman Sheila Bair said 75% of the new 
problem institutions had concentrations in 
commercial real estate lending or construc-
tion and development lending, or both. 

Levels of construction loans as a per-
centage of tangible capital increased in 
banks across the U.S., rising from 39.3% 
in 2002 to 70.8% as of March 31, 2008 
(see Exhibit 4).  U.S. banks with assets 
between $1-10 billion had the highest 
increase of any bank size range, from 
52.3% to 128.7%, during the same period. 
Banks over $50 billion are the only asset-
size group whose concentrations contin-
ued to increase through the first quarter 
of 2008.

Smallest U.S. Banks Have Highest 
Levels of Real Estate Owned 
Properties

Until recently, large banks have fared best 
in their ability to avoid accumulating larger 
portfolios of construction related real 
estate owned properties from foreclosed 
loans, relative to their total construction 
loan portfolios. However, from the fourth-
quarter of 2007 to the first-quarter of 2008 
the highest rate of increase in foreclosed 

Exhibit 1
Construction Real Estate Loan Charge-Offs Worsen 
Mostly for Large Banks
(Mar 2007-Mar 2008)
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Exhibit 2
Noncurrent Construction and Land Loans 
Skyrocket, Small Banks Fare Better
(Mar 2001-Mar 2008)
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Exhibit 4
Leverage of Construction Loans in Banks’ Porfolios
(Dec 2001-Mar 2008)
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Exhibit 7
American Institute of Architects Residential 
Diffusion Index
(2005-Mar 2008)
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Exhibit 5
Foreclosed Construction REO
(Mar 2001-Mar 2008)
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Exhibit 6
Troubled Loans and Reserves Increase as Reserve 
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Construction and Development Loan Concentrations
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Exhibit 2
Noncurrent Construction and Land Loans 
Skyrocket, Small Banks Fare Better
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Exhibit 4
Leverage of Construction Loans in Banks’ Porfolios
(Dec 2001-Mar 2008)
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American Institute of Architects Residential 
Diffusion Index
(2005-Mar 2008)
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construction REO was by banks over $50 
billion, tripling from 0.05% to 0.15% (see 
Exhibit 5). 

Despite leading the industry in the rate of 
increase, the actual levels of construction 
REO remain lowest for these larger banks. 
Banks under $1 billion reported at the end 
of the first quarter 2008 that their level of 
REOs as a percentage of their construc-
tion loan portfolio was more than six times 
higher than the percentage reported by 
large banks. 

The higher levels of construction related REO 
being carried by small banks, combined with 
significant increases in construction related 
charge-offs and noncurrent assets is cause 
for concern. In many cases, their REO prob-
lems involve halted construction projects. 
As banks fund these assets, they continue 
to accrue interest expenses while facing 
additional non-interest expenses related to 
managing all types of REO properties.

Capital and Loan Loss Allowance 
Levels – “Coverage” Ratio

As the banking industry copes with rising 
nonperforming assets, first quarter 2008 earn-
ings were dampened significantly by $37.1 bil-
lion, or 24% of net operating revenue, in loan 
loss provisions. Yet, despite high provisions 
and charge-offs, the Allowance For Loan and 
Lease Losses (ALLL) lost ground against rising 
levels of noncurrent loans.

The “coverage ratio,” a measure of loan loss 
reserves as a percentage of noncurrent loans, 
fell from 172.5% to 88.9% between June 2005 
and March 2008, with aggregates for the small-
est bank ranges all falling below the industry 
average (see Table 3). While banks with 
more than $50 billion in assets generally have 
higher coverage ratios, across all asset sizes 

Table 3					   
ALLL Coverage Ratio (Mar 2008)

	 Assets	 Assets	 Assets	 Assets
Industry	  <$1 billion	  $1-10 billion	 $10-50 billion	  >$50 billion
88.88%	 79.77%	 75.63%	 76.98%	 96.37%

Sources: FDIC, A.M. Best 
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(Mar 2001-Mar 2008)

Fo
re

cl
os

ed
 C

on
st

ru
ct

io
n 

RE
O 

/ 
To

ta
l C

on
st

ru
ct

io
n 

Re
al

 E
st

at
e 

Lo
an

s

0.0

0.2

0.4

0.6

0.8

1.0

Assets >$50 billion

Assets $10-50 billionAssets $1-10 billionAssets <$1 billion
 M

ar-
08

 Sep
-0

7

 M
ar-

07

 Sep
-0

6

 M
ar-

06

 Sep
-0

5

 M
ar-

05

 Sep
-0

4

 M
ar-

04

 Sep
-0

3

 M
ar-

03

 Sep
-0

2

 M
ar-

02

 Sep
-0

1

 M
ar-

01

Sources: FDIC, A.M. Best
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Table 4		
Emerging 30-89 Day Past Due  
Construction Loans	

Bank Range
By Total Assets	 March 31, 2008	 March 31, 2007
Assets <$1 billion	 2.31%	 1.19%
Assets $1-10 billion	 2.52 	 1.03 
Assets $10-50 billion	 2.77 	 1.15 
Assets >$50 billion	 2.45 	 0.99 
All Banks	 2.47 	 1.08 

Sources: FDIC, A.M. Best

Table 5						    
Construction Loan Performance by Asset Size (Mar 2008)			

Troubled Construction Loans 
Total 	

Troubled

Total Troubled	
as  % of 	

Tangible Equity
Bank Range 	
By Total Assets

Real Estate 
Owned Net Charge-offs

Nonperforming 
Assets 30-89 Past Due

<$1 billion	 0.95%	 0.16%	 4.21%	 2.31%	 8.09%	 8.34%
$1-10 billion	 0.57	 0.32	 5.14	 2.52	 9.49	 12.21
$10-50 billion	 0.53	 0.42	 5.73	 2.77	 10.70	 5.45
>$50 billion	 0.15	 0.28	 4.40	 2.45	 8.11	 4.10
All Banks	 0.51	 0.27	 4.71	 2.47	 8.79	 6.23

Sources: FDIC, A.M. Best



Special Report	 September 8, 2008

�

the ratio dropped below 100%, indicating that 
loan loss reserves are limited relative to non-
performing loans. 

For the short term, there is little relief in 
the credit picture, shown by the continued 
increase in the 30-89 days past due loans 
category. Historically, these delinquencies 
are a precursor to more serious delinquen-
cies. In contrast to the same period one 
year earlier, banks having total assets 
under $1 billion reported the lowest levels 
of emerging past due construction loans, a 
possible indication of better knowledge of 
their borrowers.  Across the industry, how-
ever, emerging past due construction loans 
remain sharply higher than years past, 

indicating continuing increases of nonper-
forming construction loans in the quarters 
to come.  

A look at REO, charge-offs, noncurrent 
rates, and emerging past dues (see Table 
5) provides a snapshot view of division by 
asset size, indicating the greatest credit 
quality concerns are for institutions hav-
ing between $10-50 billion in total assets. 
The small banks continue to look bet-
ter than other assets size groupings, yet 
their concentration levels are almost as 
high as the banks between $1-10 billion in 
assets.  Banks having over $50 billion in 
total assets, which have almost $230 bil-
lion in construction loans – far more than 
any other group of banks – have seen the 
sharpest deterioration in their portfolios.

Evidence suggests that one of the indus-
try’s responses to nonperforming asset 
increases is capital preservation. When 
faced with the impact of high loan-loss 
provisions on earnings, many banks have 
responded by cutting dividend payments 
or suspending them entirely. Despite these 
actions, the amount of earnings retained 
totaled $5.3 billion for the first quarter 
of 2008, down from $9.4 billion in the 
same period in 2007. Capital ratios also 
decreased slightly. As banks have been 
boosting provisions and cutting dividends 
to preserve capital, loan growth rates have 
begun to slow. This has raised questions as to 
whether U.S. banks’ current capital is taxed to 
the point where further lending expansion is 
in doubt because of their troubled portfolios 
and declining loan demand.

Loan Growth and  
Construction Lending

Given these conditions, it is not surprising 
that overall loan growth for all types of lend-
ing slowed during the first quarter, though 
loan growth remained positive. However, 
the high rate of charge-offs and provisions, 
swelling of nonperforming assets, attempts 
by banks to preserve capital and depressed 
economic factors raise the possibility of 
negative overall aggregated loan growth in 
the future.

Augmenting these expectations, data and 
consensus forecasts suggest construction 
activities will continue to decline for some 

Exhibit 1
Construction Real Estate Loan Charge-Offs Worsen 
Mostly for Large Banks
(Mar 2007-Mar 2008)
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Exhibit 2
Noncurrent Construction and Land Loans 
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(Mar 2001-Mar 2008)

No
nc

ur
re

nt
 C

on
st

ru
ct

io
n 

an
d 

La
nd

 
Lo

an
s/

To
ta

l C
on

st
ru

ct
io

n 
an

d 
La

nd
 L

oa
ns

0

1

2

3

4

5

6

Assets >$50 billion

Assets $10-50 billionAssets $1-10 billionAssets <$1 billion
 M

ar-
08

 Sep
-0

7

 M
ar-

07

 Sep
-0

6

 M
ar-

06

 Sep
-0

5

 M
ar-

05

 Sep
-0

4

 M
ar-

04

 Sep
-0

3

 M
ar-

03

 Sep
-0

2

 M
ar-

02

 Sep
-0

1

 M
ar-

01

Sources: FDIC, A.M. Best

Exhibit 4
Leverage of Construction Loans in Banks’ Porfolios
(Dec 2001-Mar 2008)

Co
ns

tr
uc

tio
n 

Lo
an

s 
/ T

an
gi

bl
e 

Ca
pi

ta
l

0

30

60

90

120

150

All USAssets >$50 billion

Assets $10-50 billionAssets $1-10 billionAssets <$1 billion

Mar-08Dec-07Dec-06Dec-05Dec-04Dec-03Dec-02Dec-01

Sources: FDIC, A.M. Best

Exhibit 7
American Institute of Architects Residential 
Diffusion Index
(2005-Mar 2008)

Co
ns

tr
uc

tio
n 

Lo
an

s 
/ T

an
gi

bl
e 

Ca
pi

ta
l

30

40

50

60

70

80

InquiriesBillings

 M
ar-

08

 Dec
-0

7

 Sep
-0

7

 Ju
n-

07

 M
ar-

07

 Dec
-0

6

 Sep
-0

6

 Ju
n-

06

 M
ar-

06

 Dec
-0

5

 Sep
-0

5

 Ju
n-

05

 M
ar-

05

Sources: FDIC, A.M. Best

Exhibit 5
Foreclosed Construction REO
(Mar 2001-Mar 2008)

Fo
re

cl
os

ed
 C

on
st

ru
ct

io
n 

RE
O 

/ 
To

ta
l C

on
st

ru
ct

io
n 

Re
al

 E
st

at
e 

Lo
an

s

0.0

0.2

0.4

0.6

0.8

1.0

Assets >$50 billion

Assets $10-50 billionAssets $1-10 billionAssets <$1 billion
 M

ar-
08

 Sep
-0

7

 M
ar-

07

 Sep
-0

6

 M
ar-

06

 Sep
-0

5

 M
ar-

05

 Sep
-0

4

 M
ar-

04

 Sep
-0

3

 M
ar-

03

 Sep
-0

2

 M
ar-

02

 Sep
-0

1

 M
ar-

01

Sources: FDIC, A.M. Best

Exhibit 6
Troubled Loans and Reserves Increase as Reserve 
Coverage Ratios Decline
(Mar 2001-Mar 2008)
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Exhibit 3
Construction and Development Loan Concentrations
(1999-Mar 2008)

No
nc

ur
re

nt
 C

on
st

ru
ct

io
n 

an
d 

La
nd

 
Lo

an
s/

To
ta

l C
on

st
ru

ct
io

n 
an

d 
La

nd
 L

oa
ns

0

20

40

60

80

100

120

Assets > $10 billionAssets $1-10 billionAssets < $1 billion

Mar-08Dec-07Dec-06Dec-05Dec-04Dec-03Dec-02Dec-01Dec-00Dec-99

Sources: FDIC, A.M. Best

Table 6
American Institute of Architects 
Forecast for Construction

	 Forecast (% change)
	 2008	 2009
Nonresidential Total	 -1.20%	 -6.70%
Commercial Total	 -4.50	 -11.10
Office	 -3.70	 -12.30
Retail/Other Comm	 -8.30	 -9.90
Hotel	 6.60	 -9.90
Industrial Total	 4.60	 -5.50
Institutional Total	 1.50	 -0.20
Health	 0.20	 1.10
Education	 2.70	 -1.10
Religious	 -11.70	 -1.20
Public Safety	 5.90	 -1.90
Amusement/Recreation	 3.60	 -8.50

Sources: FDIC, A.M. Best
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time. As would be expected given well-publi-
cized residential real estate woes, billings and 
inquiries at residential architecture firms have 
been falling. Index measurements of business 
levels at architecture firms have been below 
50 for five consecutive months, according to 
the Architecture Billings Index (see Exhibit 7). 
The index is a nine-to-twelve month leading 
economic indicator of construction activity. 
It measures activity in billings with any score 
above 50 indicating an increase in billings, 
while an index reading below 50 indicates a 
contraction in billings.   

The most recent reading in June was 46.1. 
The March index reading of 39 was the low-
est since the American Institute of Architects 
(AIA) began the index in 1995. 

The AIA also issues forecasts of total non-
residential construction. The group fore-
casts that total nonresidential construction 
will contract by 1.2% in 2008 and by 6.7% in 
2009. (see Table 6). 

As leading indicators suggest continu-
ing declining construction loan demand, 
banks may find it increasingly difficult to 

strengthen their portfolios by originating 
sound new loans.  As existing portfolios 
see higher noncurrent rates despite higher 
charge-offs, construction loan portfolios 
may see negative growth in the quarters 
ahead. 

A decline in real estate prices along with 
a general loosening of underwriting stan-
dards has greatly compounded industry 
difficulties. The recent seizure of IndyMac 
by the FDIC is indication that it is not 
just the smaller banking organizations 
that have concentrations exposing them 
to increased risks. Though a number of 
factors played into its seizure, 34.3% of 
IndyMac’s nonaccrual assets were con-
struction loans as of March 31, 2008. Since 
the current real estate correction is hav-
ing biggest impact on construction loan 
portfolios of banks with the most lenient 
underwriting standards and those whose 
construction loans are concentrated in 
geographic areas hardest-hit by construc-
tion industry declines, it appears smaller 
banks are better positioned to weather 
the storm, but  banks of all sizes fitting 
this description are at high risk. 
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