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Overview

FSP FAS 115-2 amends U.S. generally accepted accounting principles
(GAAP) for recognition and measurement guidance related to Other Than

Temporary Impairment (OTTI) of availabl efor sale and held-to-maturity
debt securities. I

|t does not amend ex&stl ng recognltl on and measurement guidance related
to OTTI of eqUIty Securltles “':_;"jjjj;j_’fﬁﬁ...-~~-

It also improves the presentation and dl sclosure of OTTI for debt and
equity securities in the financia statements
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FAS 115-2 Guidance

Under FSP FAS 115-2, an impal rment for debt securitiesis separated into the
credit loss amount recognized in earnings and the amount related to all other
factors (non-credit 10ss) recognlzed in other comprehensve income, net of

applicabletaxes.
If the “|ntent” tosal OR it |s“ more Ilkely than not” that an Institution WI||

basis and |ts fatr vaI ue shall be recognlzed In earnings.
Otherwisg, if the ¢ expectatl on” isthat the company will not be able to
recover the entire amortlzed cost bass the OTTI shall be separated and

recognized as foIIows -

The non-credlt loss shall be recognlzed In other comprehenswe Income
(OCl), net of applicable taxes which is similar to existing accounting for
unrealized losses of AFS securities.
The credit loss component is the difference between the present value of the cash
flows expected to be collected and the amortized cost basis where NPV

definition is consistent with SFAS 114.
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|mplementation Timeline & Adoption

The FSP is applied to existing and new investments held by an entity as of the
beginning of the interim period in WhICh itis adopted (for example, as of Apiril
1, 2009, if an entity adopts the FSP for perlods ending after June 15, 2009).

of anon-credit component of impai rment is recI assufled from retained earnings
to AOCI. The adjustment shall be calculated In accordance with paragraph 45 of
FSP FAS 115-2. L
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Net Present Value & Impairment Calculation

Net Present Vaue Inputs:

Expected Cash Flows :
Principal
I nterest

Interest Loss (Reduction in recei pts) |
Insurance Coverage - amount recovered from insurer on defaulted cash flows.
*|f App||cab|e T e

Cash Flows Model ing - ‘can be modeled avariety of waysfor
determinati on of NPV
Observed Loss Severrty Ra:tes :
Geographl cal Default and Foreclosure Rates
Delinquency Transition Rates ...
‘Underlying Collateral Analysis
Third Party Cash Flow Models
Historical similar collateral performance
Models should be consistent and replicable across entire portfolio.

Expected Principal Payments drive other cash flow variablesin model.
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Net Present Value & Impairment Calculation o

Discount Rate - used to calculate NPV of cash flows. :

No single prescribed method for discounting of cash flows:
Management discretion as to_ most appropriate discount factor comes into play
for determination of discount rate.

Variety of discount rates can be used to assrgn appropriate risk to cash flows:
Effective Yield of Asset :
10 year Treasury Bond yield plus spread (rlsk premium)
-2+ Swap Spreads plus additional spread (equal to risk premium)

Entrty Level Weighted Average Cost of Capital
Yleld Curve approach to account for term approach to interest rates

Calculating the NPV |
After cd culatl ng nomr naI expected cash flows, discount at chosen
discount factor and sum all DCFs to arrlve a expected present val ue of
coch flows of asset. et haafinid :
Periodic modeling is not astatrc process al each measurement period, an
assessment of proper discount rate and expected cash flows needs to be
conducted to insure proper PV calculation at each period in changing

marker conditions.
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Net Present Value & Impairment Calculation (o)

Impairment Calculation Inputs:

Book Value (BV) — Thisisthe baSIS in the security. For example, the sum
of UPB and the Unamortized Ial ance of all deferred items (e.g.
premlum/dlscount deferred prlce adj ustments, etc)

BV minus the NPV of securlty
If positive value, no |mpa|rment is created for OTTI
|f negatlve vaI ue, the difference s the lmpal rment

NOTE: In general any addltlonal decrease in the PV of the expected cash flows
below the new book value would result in an additional OTTI. However,
improvementsin the PV of the expected future cash flows are accounted for as
a prospective adjustment accretable to yield through interest income.
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Day 1 Accounting — Adoption

The adoption date effectively becomes April 1, 2009 with the cumulative
effect entry hitting OCI, Retai ned Earnlngs and Deferred Taxes.

Adoption Accounting Facts: |
Previously Booked Cumulative Impait rments (POSItI ons at 04/01) (300)
NPV LessBV at 04/01/2009 - (e.g. $1 200 - $1 300) (100)
Changein Retal ned Earni ngs asa result of FSP 1152 Adoption 200

Sample Jour nal Entriesat"‘A;qopfidn DR CR
oCl S 0

Retained Earnings 200

Deferred Tax As@et * 70...,fjj'-‘-
ocl 70

* Assumes 35% Tax Rate ActualizeConsulting



Day 1 Accounting — Post Adoption

Accounting Facts— Day 1 o
Fair Market Value (FMV) of Securlty (FAS 157) 80

(Input from 157 Valuation pre-l mpal rm‘ént)

Book Value (BV) Pre oTTI (FAS 91/115) 100
(aswmes no premlum/dlscount)

Net Present VaI ue (FSP 1152) 92
Resulting Credlt Impal rment:; _________ | (8)
Book Value Pét OTTH (,:SP 1s2) N 92

Non- Credlt Loss (i.e Unreallzed Loss) (12)

Key Relationships:
NPV —BV = OTTI Impairment (i.e. Credlt L 0oss)
FMV — BV Post FSP 115-2 = Non-Credit Loss (i.e. Unrealized L oss)
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Day 1 Accounting — JE Post Adoption

Journal Entry DR CR
Initial Book Value at purchase (Day 0) 100
Cash (Day 0) 100

Post-OTTI Determination Journal Entries
BSMBS Assets Credlt Impa: rment — Non- Accretabl e__‘_ 3

BSMBS Assets — Unreallzed Loss 12
BS OCI — Unrealized Gai n/Losg 12

Resulting Account Balances ;;;;-fjjfjf"'"f-:'
Unrealized Gain/Loss : e, 12

Fair Market Value of Asset &

Non-Interest Income - Realized Credit Loss 8 * Closed to Retained Earnings

OCI Baance 12
Total Reduction in Equity 20
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Subsequent Accounting — Post Initial Impalrment

Accounting Facts — Subsequen?f‘M easurement Periods

FMV, — 80 FMV, — 70 FI\/IV - 87
AFMV,, = FMV,-FMV, =70-80=(10)
AFMV;,=FMV;~FMV, =87-70=17

AN PV 32 =N P\/ —N P\/ = 94 91 3 ........

BVl _ 92 BV 91 BV3 _91 ...........
Where, BV,, =BV, + NPV Deterioration + Accretl on (FAS 91) + Volume A (FAS 115) =
92-1+£0+£0=91

BV;,=BV,+ NPV Deterioration £ Accretlon (FAS 91) £ Volume A (FAS 115) =
920+ 0 i 01=91

NOTE 1: No accretion in period 1 as credit impairment is not accretable
NOTE 2: Assumes no pay-downs or other amortization for the period

NOTE 3: The $3 of NPV recovery in period 3 will be reclassed to accretable AciuclizeConsuI’ring



Subseguent Accounti ng Entries— Period 2

Journal Entries—Period 2 DR CR
BS MBS Assets — Credit Impairment — Non—AccretabIe@a 1
P& L — Credit Impairment Loss (Non-Accretable) 1

BS MBS Assets — Unrealized Loss[(21) - (12)] e :
BS OCI —Unredized Gai n/L 0SS 9

Resulting Account Bal ances""*»-v._,.,_ I
Security Book Value [T
Unrealized Gain/L oss N 21
Fair Market Value of Asset 10

Non-Interest Income - Realized CredltLoss 9 *cl osed to Retained Earnings

OCI Balance 21
Total Changein Equity from Day 0 . (30)
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Subseguent Accounti ng Entries— Period 3

Journal Entries—Period 3 kY DR CR
BS MBS Assets— Credit Impairment — Accretable 3
BS MBS Assets — Credit Impairment — Non-AccretabIé 3

BS MBS Assets — Unrealized Loss [(4)-(21)] 7
BS OCI —Unredized Gai n/ Loss “ 17

Resulting Account Balanc@"“*-v.._,_ R "

Security Book Value N

Unrealized Gain/Loss . 4
Fair Market Value of Asset e

Realized Credit L oss/Retained Earnl ngs I» 9
OClI Balance Lo 4
Total Changein Equity from Day 0 (B

NOTE: $3 of accretable impairment will start accretion (for example, $.50) in period 4 as a component of Net
Interest Income
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Financial Reporting & Disclosure Updates

The FSP amends FAS 130, Reporting Comprehensive Income, to require presentation of
unrealized gains and losses on AFS securltles for which an OTTI has been recognized
separately from unrealized gains and Iowe on AFS securities for which an OTTI has not
been recognized. |

The FSP also requires disclosure of the unamortlzed unreallzed loss relating to impaired
HTM securltlesvvlthln OCI and AOCI.

Additionally, as part of the revised dlsclosures reqU| red by paragraph 19 of FAS 115, an
entity must separately dISC| ose the total OTTI recognized in AOCI by major security type.

Paragraph 43 of the FSP also reqw res atabular rol Iforward in each interim and annual

in income on impai red debt securities for whi ch a portlon of the impairment is recorded in
OCI. The focus here for investors being the disclosure of additional credit losses
recognized on securities for which a credit 1oss had previously been recognized, as this may
provide some indication of management’ s ability to accurately estimate credit losses on a
timely basis.
ActudlizeConsulting
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Financial Reporting - Prior Period Comparability

The cumulative effect of adopting the FSP is recorded within shareholders' equity
as of the adoption date, essentially reété’ting opening retained earnings. Because
prior income statements are not reﬂated the FSP may |mpact the comparability
between current and prior period flnanC|aI statements

Example: .........

in the second quarter of 2009 the Cumul atlve effect entry Would effectively reclassify the
non-credit portion of the pre\/lously recognn zed Ioss from retained earni ngs to AOCI.

securities.

Because prior financial statements are not restated, disclosure of these comparability
considerations should be considered.

ActudlizeConsulting
15



Thingsto watch out for....

Audit Considerations. Discount ?étes and cash flows consistent with other

applications within the company and mdustry Consistency of inputs with other
accounting standards (e.g. 157, 114, 91 etc)

Financial Reporting: Explanati on of prlor perl od mcomparablllty and adoption of
new disclosure: reqw rements t;:,.::‘: _____

losses in determini ng Tier 1 capital.

Operational Considerations: Updates to sub-ledgers, chart of accounts, reporting
Infrastructure, etc.
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Contact Information

Justin Genzlinger
Actualize Consulting Principal
Tel 571.749.8118
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