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his book provides a comprehensive guide to the analysis of financial

instruments and institutions using accounting information and disclo-
sures that are publicly available in financial reports. It is primarily written
for users of financial reports who must confront the complex, voluminous,
and changing nature of financial reporting rules for financial instruments
and institutions. My primary goal is to provide these users with the tools
necessary to construct as coherent a story as possible about how financial
institutions and also nonfinancial firms generate or destroy value using
financial instruments. I show how financial reports provide clues to the con-
struction of such a story through fair value accounting for financial instru-
ments and accompanying estimation sensitivity and risk disclosures that
users can, with focused effort, piece together and interpret in a consistent
and conceptually sound fashion.

Most of the major accounting standards governing financial instruments
and transactions are covered, including those for loans, investment securi-
ties, securitizations, the constituent elements of structured finance transac-
tions, derivatives and hedging, leasing, insurance, and reinsurance. Those
instruments and transactions for which the accounting is straightforward are
excluded. The exposition of accounting standards reflects my belief that
users of financial reports do not need to know all of the myriad details of
each standard but rather only the critical features that make or break the
representational faithfulness of financial reports. For example, in securiti-
zation accounting, these critical features pertain to the valuation and risk of
retained interests; excess value assigned to risky retained interests has led
to a sizable number of large losses by securitizers of risky assets, such as those
experienced by subprime mortgage banks during the hedge fund crisis in the
second half of 1998. This book hones in on these critical features.

My perspective is that fair value provides the simplest and most natural
measurement basis for financial instruments, especially for financial insti-
tutions that hold many instruments with correlated values that hedge or
accentuate risks at the portfolio level. However, I also emphasize that, aside
from securities and other instruments that are publicly traded in liquid
markets, fair value accounting for financial instruments inevitably involves
some degree of subjectivity (and thus possibly intentional bias) and inadver-
tent error (i.e., random noise) in estimation. I discuss how financial report
users can assess this subjectivity and error using required disclosures of
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estimation sensitivity, interest rate and other market risks, credit risk, and
insurance claims risk. Most of the major required estimation sensitivity and
risk disclosures are covered.

A distinctive aspect of this book is its integrated coverage of financial
reporting for financial instruments and institutions. This coverage reflects
my strong belief that financial reporting and analysis for financial instru-
ments must reflect the economic context of the firms and transactions
involved. I examine six types of financial institutions, which were chosen
either because they reflect specific financial transactions in a clear fashion or
because they have distinctive accounting or disclosure requirements: thrifts,
mortgage banks, commercial banks, lessors, property-casualty insurers, and
life insurers. These financial institutions constitute specific understandable
contexts that are often unusually well described in financial reports because
of risk and other disclosures mandated by industry regulators. These insti-
tutions also tend to have more extensive ranges or lengthier histories of
specific financial transactions than nonfinancial firms. For these reasons,
financial institutions provide the best available settings to learn disciplined
analysis of financial instruments. Users of nonfinancial firms’ financial
reports will find learning such disciplined analysis useful in their settings.

WHY | WROTE THE BOOK

In teaching courses on financial instruments and institutions at the Stern
School of Business of New York University over the past 12 years, I have
found that the available treatments of the relevant financial reporting rules
have three weaknesses from the perspective of users of financial reports.
First, the available treatments usually target one of two audiences. Some are
written for preparers of financial statements or practicing accountants, who
naturally are concerned with how to account for specific complex transac-
tions; these treatments tend to be poorly grounded in economic concepts and
overly detailed with respect to implementation issues. Alternatively, some
are written for the generalist student of financial analysis; these treatments
provide little of the context necessary to understand financial transactions
and institutions, discuss the relevant financial reporting rules inadequately
if at all, and apply analytical schemas that invariably have been developed
for nonfinancial transactions and firms. Either approach obscures the nature
and usefulness of the financial report information about financial instru-
ments and institutions from the perspective of users of financial reports. In
contrast, while avoiding needless detail, I provide economically grounded
descriptions of financial transactions and institutions, thorough treatments
of the accounting standards and disclosure rules applying to financial instru-
ments and financial institutions, and many cases drawn from the financial
reports of actual financial institutions.

Second, most of the recently propounded and likely future financial
reporting rules involve some form of fair value accounting for financial
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instruments. The available treatments do not provide sufficient discussion
of the nature, strengths, and weaknesses of fair value accounting for finan-
cial report users to be able to evaluate the information provided by these
rules. I provide a strong conceptual treatment of fair value accounting. I
supplement this with numerous cases drawn from actual financial institu-
tions’ financial reports that illustrate when fair value accounting for finan-
cial instruments works well and when it is fragile. These cases span the
various types of financial institutions covered in the book, which allows me
to emphasize the common issues that apply across types of institutions.
These common issues arise because financial transactions inherently have
common features, but also because smart financial transaction designers
quickly import innovations developed in other settings. Moreover, the dis-
tinctions among various types of financial institutions continue to blur over
time, with the products they offer increasingly competing against each other.
For example, I discuss how the retention of residual risk raises similar finan-
cial reporting and analysis issues in securitizations, leasing, and reinsurance.
These features enable diligent readers to develop robust intuitions about fair
value accounting for financial instruments. They also imply that readers inte-
rested in a subset of the topics will benefit considerably from reading the
whole book.

Third, the available treatments give insufficient emphasis to the analy-
sis of estimation sensitivity and risk disclosures. These disclosures are a crit-
ical complement to fair value accounting for financial instruments, since
they indicate the sensitivity of the fair value of the firm’s financial instru-
ments to changes in risk factors and since assumptions about risk factors are
required to estimate the fair values of financial instruments. Moreover,
financial institutions are in large part and increasingly in the risk manage-
ment business, and so risk disclosures are absolutely essential to the analysis
of these institutions.

ENRON, SARBANES-OXLEY, AND CHANGES IN
FINANCIAL REPORTING RULES FOR STRUCTURED
FINANCE TRANSACGTIONS

The importance and limitations of financial reporting for structured finance
transactions was made apparent by the implosion of Enron, which engaged
in a diverse and complex set of those transactions, many of which were
accounted for properly but some significant examples of which were not.
Enron illustrates how these transactions, even if accounted for properly, can
place considerable stress on financial reporting, especially when they are used
to exploit existing accounting rules to obtain desired outcomes such as
off—balance sheet financing or income management. Enron along with other
accounting scandals such as WorldCom created the political pressure neces-
sary to pass the landmark Sarbanes-Oxley Act of 2002, which has led swiftly
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to many significant changes in financial reporting rules, many of them pertain-
ing to structured finance transactions.

For example, since the passage of Sarbanes-Oxley, the Financial Account-
ing Standards Board (FASB) has issued significant accounting standards on
derivatives and hedging, special-purpose/variable-interest entities, hybrid
financial instruments, financial asset servicing rights, financial guarantees,
and fair value measurements. The FASB’s agenda includes significant projects
on derivatives disclosures, transfers of financial instruments, liabilities and
equity, leases, insurance risk transfer, and the fair value option. The Securi-
ties and Exchange Commission (SEC) has issued comprehensive disclosure
requirements for off-balance sheet financing arrangements as well as a special
report that describes its approach and recommendations regarding account-
ing-motivated structured finance transactions. The SEC, Department of Jus-
tice, Office of the New York State Attorney General, and other regulators
have pursued their enforcement activities with unprecedented resources
and zeal.

This book provides many insights about how structured finance trans-
actions should be accounted for and analyzed using the information provided
in financial reports. It describes the economic substance of and accounting
for some of the most important types of structured finance transactions,
including securitizations, (synthetic) leasing, and (finite) reinsurance as well
as the constituent elements of those transactions including special-purpose
entities, transactions related through netting agreements or by the intent of
the counterparties, hybrid financial instruments, and financial guarantees.
Structured finance transactions often partition the risk and value of under-
lying financial (and, in the case of leasing, nonfinancial) assets and liabili-
ties nonproportionally; for example, securitizations frequently involve the
value of the securitized financial assets being disproportionately but not
fully transferred to asset-backed security purchasers while the risks of those
assets are disproportionately but not fully retained by issuers. When this is
the case, no single method of accounting for these transactions fully cap-
tures their nature, since accounting can describe either the value transfer or
the risk transfer but not both. The critical questions for financial report
users are how the accounting method chosen by the reporting firm does and
does not describe the specific transactions the firm engages in, and, given
the inevitable limitations of the accounting, how the estimation sensitivity
and risk disclosures provided by the firm can be analyzed to address the lim-
itations of the accounting.

In the preface to the first edition of this book, published in the imme-
diate wake of Enron, I expressed concern that Enron might provoke over-
reactions from accounting standards setters and regulators that would
have detrimental effects on financial reporting for financial instruments
and structured finance transactions. Thankfully, this has not been the case.
In particular, in most of its decisions the FASB has continued on a meas-
ured course toward broader fair value accounting for financial instruments.
Although fair values are judgmental for some financial instruments and this
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judgment can be abused, fair value accounting is absolutely necessary to
describe risky financial instruments and structured finance transactions,
especially at the level of portfolios of instruments, which financial institu-
tions by their nature hold. While not all financial instruments currently
should be fair valued and errors in fair valuations will occur even for those
that should, a desirable property of fair value accounting is that it corrects
its mistakes over time, since financial instruments must be revalued each
period based on current market conditions. In this regard, many of Enron’s
problems simply would have taken longer to uncover if its accounting were
not based on fair value.

Moreover, in most of their decisions the FASB and SEC have recognized
that the proper way to deal with the stress placed on financial reporting
rules by structured finance transactions is not to jury-rig accounting stan-
dards in a futile attempt to dissuade abuse. Instead, they have worked dili-
gently to develop conceptually sounder accounting standards, to require
enhanced disclosures about the nature and purposes of these transactions,
and to provide legal and regulatory (not accounting) disincentives to engage
in transactions with no business purpose that impair the transparency of
financial reports. For example, this approach is evident in the SEC’s dis-
closure rule on off-balance sheet financing arrangements and its special report
on structured finance transactions mentioned earlier.

Despite the progress made the FASB, SEC, and other accounting policy-
makers over the past five years, financial reporting rules for financial instru-
ments and structured finance transactions remain highly limited in many key
respects and so will continue to evolve rapidly over the coming years. Fair
value accounting is required only for a small subset of financial instruments.
Virtually all of the major accounting standards for financial instruments
include bright-line, characteristic-based, or intent-based criteria that require
very different accounting for substantively similar instruments, providing
fertile ground for accounting-motivated structured finance transactions.
Disclosures of financial instruments, while voluminous, are disjointed and
often explained poorly or not at all by management. As a result of these lim-
itations, users of financial reports must expend considerable effort and
make significant assumptions in order to draw conclusions about the report-
ing firm. This book’s conceptual approach will help financial report users
understand and cope with this evolution in financial reporting rules.

TOPICAL COVERAGE AND STRUCTURE OF THE BOOK

The structure of this book reflects my belief that it is important for users
of financial reports to recognize that the value and risk of financial instru-
ments depends on the economic contexts in which they are embedded. I
use the six types of financial institutions mentioned earlier as the source of
context. The book is organized around these types of financial institutions,
starting with relatively simple institutions and proceeding to related but more
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complicated ones. I describe the activities and risks of each type of finan-
cial institution in an economically grounded yet intuitive fashion. Financial
reporting and analysis issues are discussed in the same chapter as or imme-
diately subsequent to the chapter covering the most pertinent type of finan-
cial institution. This structure allows readers to progress naturally from
relatively simple financial institutions and associated financial reporting and
analysis issues to related but more complex institutions and issues. For read-
ers interested in a specific topic, however, each chapter (or pair of related
chapters) is written to be as self-contained as possible.

Chapter 1 overviews the financial reporting and analysis of financial
instruments and institutions. Chapter 2 contains useful background material
on the structure and regulation of the two main types of depository insti-
tution: thrifts and commercial banks. Chapter 3 describes the activities, risks,
and financial reporting of thrifts, the simplest depository institution, which
primarily take deposits and hold residential mortgage-related assets. Most
of the material in this chapter also applies to commercial banks. Chapters
4 through 6 develop and illustrate the application of financial analyses based
on the accounting for and mandated disclosures of interest rate risk, credit
risk, and fair value of financial instruments, respectively. Chapter 7 describes
the activities, risks, and financial reporting of mortgage banks, which write
similar loans to thrifts, but which securitize or otherwise sell most of their
loans. Chapter 8 explains the financial reporting rules for financial asset secur-
itizations and develops and illustrates the application of financial analyses of
prepayment risk and retained interests from securitizations. Chapter 9 dis-
cusses the accounting rules governing various important constituent elements
of structured finance transactions, including special-purpose/variable-interest
entities, transactions related through netting agreements or by the intent of
the counterparties, hybrid financial instruments, and financial guarantees.
Chapter 10 describes the financial reporting of commercial banks, which
do everything that thrifts and mortgage banks do but are more involved with
derivatives, hedging, and risk management activities. Chapter 11 explains
the financial reporting rules for derivatives and hedging and develops a
schema for the financial analysis of financial institutions’ derivatives and
hedging. Chapter 12 describes market risk disclosures and illustrates their
critical importance in applying that schema. Chapter 13 describes the activ-
ities, risks, and distinct financial reporting of lessors, which compete with
commercial banks for certain types of commercial lending. This chapter
also develops and applies financial analyses of lessors. Chapter 14 describes
activities, risks, and distinct financial reporting of property-casualty and life
insurers, which provide different sorts of risk management services from
commercial banks. This chapter also develops and applies financial analyses
of these insurers. Chapter 15 describes property-casualty insurers’ loss reserve
disclosures and develops and illustrates financial analyses using those dis-
closures. Chapter 16 describes the accounting and disclosures by ceding
insurers for reinsurance, focusing on retroactive and finite reinsurance.
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SIGNIFICANT GHANGES FROM THE FIRST EDITION

The most significant changes from the first edition are the inclusion of new
chapters on constituent elements of structured finance transactions (Chap-
ter 9) and reinsurance (Chapter 16). Although these topics were covered
briefly in the first edition, events occurring since the publication of the first
edition made it clear that these topics demand fuller treatments. This is
especially apparent in the case of finite reinsurance transactions currently
receiving intense scrutiny from the SEC and other regulators. Both of these
chapters contain comprehensive yet accessible treatments of their topics that
are not available elsewhere.

All of the other chapters have been improved in their exposition and
updated for the many significant changes in financial reporting rules, regu-
lation, and economic conditions that have occurred since the publication of
the first edition, only a portion of which have been mentioned. Although
the conceptual approach taken is the same as in the first edition, readers of
the first edition will find that the new edition serves as a decidedly supe-
rior reference guide.
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Financial Instruments
and Institutions

F inancial reporting for financial instruments and institutions is undergoing
a period of unprecedented change and salience for financial analysis. In
the past decade, the Financial Accounting Standards Board (FASB), the primary
accounting standards setter in the United States, has issued major standards
on derivatives and hedging, transfers of financial instruments including secu-
ritizations, servicing of financial assets, consolidation of special-purpose/
variable interest entities, hybrid financial instruments, financial guarantees,
and fair value measurements. These standards reflect the FASB’s attempts
to address the limitations of prior accounting and disclosure rules that
provided the settings for the huge losses recorded by firms that ineffectively
hedged using derivatives during the interest rate run-up in 1994 or that held
residual or subordinated interests from securitizations during the hedge fund
crisis of 1998. They also reflect its attempts to improve the transparency
of financial reporting for accounting-motivated structured finance trans-
actions that provided much of the impetus for the Sarbanes-Oxley Act of
2002. During this period, the Securities and Exchange Commission (SEC)
developed extensive disclosure requirements for market risk and off—balance
sheet financing arrangements for much the same reasons.

This change will carry on for the foreseeable future, with the FASB’s agenda
including projects on the fair value option for financial instruments, trans-
fers and servicing of financial instruments, liabilities and equity, leases, insur-
ance risk transfer, and derivatives disclosures. All indications are that the FASB
will continue to proceed on a measured course toward fair value account-
ing for almost all financial instruments as well as enhanced disclosures. This
course should improve financial reporting both by providing more accurate,
timely, and relevant information about individual financial instruments and
by eliminating differences in the accounting for different types of financial
instruments. While different accounting methods for different types of finan-
cial instruments may have been appropriate historically, such differences are
increasingly arbitrary and yield noncomparability both across a given finan-
cial institution’s financial statement line items and across different types of
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financial institutions’ financial statements, thereby providing fertile ground
for accounting-motivated transactions.

The development of financial reporting rules for financial instruments
just described has provided users of financial reports with substantial new
information about how firms generate or destroy value using these instru-
ments. Considerable understanding and diligence are necessary for users of
financial reports to identify and analyze this information fully, however, for
several reasons. First, current accounting for financial instruments reflects
a “mixed attribute” model, with some instruments recognized at fair value
while others (most, in fact) are recognized at amortized cost. This model
obscures the economics of natural hedges in which the two sides of the hedge
are recognized using different valuation attributes, yielding excess volatility
in owners’ equity and net income. For example, commercial banks often hold
investment securities recognized at fair value that are natural hedges of deposits
or debt recognized at amortized cost. Although financial report users can address
this problem using required footnote disclosures of the fair values of all finan-
cial instruments, these disclosures are invariably poorly integrated with the
other information in the report, forcing users to perform this integration.

Second, fair value accounting, while preferable to amortized cost account-
ing, does not constitute a complete description of financial instruments. For
financial instruments other than securities and other instruments that are
publicly traded in liquid markets, estimated fair values typically include non-
trivial subjectivity (and thus potential bias) and inadvertent error (i.e., random
noise). Estimation subjectivity and error are of particular concern for finan-
cial instruments that are highly sensitive to valuation assumptions, such as
residual or subordinated interests from securitizations and derivatives. Thus,
the fair values of financial instruments need to be supplemented with infor-
mation about their sensitivity to valuation assumptions. Relatedly, financial
instruments can be risky and financial transactions often involve complex
partitioning of risk among various parties. Thus, the fair values of financial
instruments need to be analyzed jointly with information about their market
and nonmarket risks. Although financial reports do contain some informa-
tion in this regard, the quality, comparability across firms, and integration
of this information are again poor, forcing users to rework and integrate this
information.

Finally, current financial reporting for financial instruments and struc-
tured finance transactions is complex. Much of this complexity is unnec-
essary and should be reduced as the FASB develops a conceptually sound
and coherent set of financial instruments standards, but some of it is an
inevitable result of economically justified complexity in the instruments
and transactions and the FASB’s desire to describe that complexity through
accounting. The only way for users to deal with this problem is to under-
stand the economics of instruments and transactions and how accounting does
and does not capture those economics in as complete and robust a fashion
as possible.
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The primary purpose of this book is to provide users with the tools to
do this, in particular, to exploit fully the various sources of information about
the fair values and risks of financial instruments provided in financial reports
in order to construct the most coherent possible story about how firms gener-
ate or destroy value using financial instruments. In serving this purpose, the
focus is on financial institutions, which provide the best available settings
in which to learn disciplined analysis of financial instruments for two reasons:

1. The value and risk of the financial instruments held by a firm depend on
the economic context of the firm and the correlations among the indi-
vidual instruments. Financial institutions constitute specific understand-
able contexts that primarily involve financial instruments or transactions.
Moreover, financial institutions frequently are required by industry regu-
lators to provide extensive risk disclosures, which supply information
about the correlations among the instruments.

2. Financial institutions generally have more extensive ranges and length-
ier histories of specific financial transactions than nonfinancial firms,
and so are more likely to have experienced the significant issues that
apply to those transactions. For example, readers interested in securi-
tizations of trade receivables by nonfinancial firms will find that the cases
of mortgage banks’ securitizations of residential mortgages discussed in
Chapter 8 generalize to their concerns, since these cases clearly indicate
the conditions under which securitization accounting works well and under
which it is fragile.

The remainder of this chapter provides important perspectives and ter-
minology regarding financial instruments and institutions. The first section
explains the five main ingredients involved in using financial report information
to construct the most coherent possible story about how firms generate or
destroy value using financial instruments. As discussed, the two most impor-
tant ingredients are fair value accounting for financial instruments and
disclosures of the estimation sensitivity and risk of these instruments. The
third ingredient pertains to financial transactions, such as securitizations,
leasing, and reinsurance, in which the value and risk of underlying financial
instruments are partitioned among various parties. Although the simplest
and most flexible way to view these transactions is using a fair value parti-
tioning (financial components) perspective, in cases of disproportionate risk
retention by the firm under consideration, users need to temper this with
a risk partitioning perspective. The fourth ingredient is the evaluation of
individual financial instruments and portfolios of those instruments on both
gross and net bases, because the market and credit risks of the instrument or
portfolio may offset in part but not entirely, and because different risks may
offset to different extents (e.g., market risks generally are easier to offset
than credit risks). The final ingredient is that financial transactions are finan-
cial, even though in many cases, such as leasing and traditional insurance,
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these transactions are treated as operating under current financial reporting
rules. These five ingredients are applied repeatedly in the various financial
analyses described in this book.

The second section describes the various activities and risks of financial
institutions. Financial report users need to recognize that historically distinct
types of financial institutions increasingly perform the same or similar activ-
ities, and so it is most important to distinguish institutions based on the
activities and risks in which they engage. In the last section, the valuation of
financial institutions in practice is discussed.

MAIN INGREDIENTS OF THE ANALYSIS
OF FINANCIAL INSTRUMENTS

Fair Value Accounting

This section explains why and how fair value accounting describes individual
financial instruments and especially portfolios of those instruments—which
constitute the primary rights and obligations of most financial institutions—
better than amortized cost accounting. Definitions for financial instruments,
fair value accounting, and amortized cost accounting that are used through-
out the book are also provided.

The term “financial instruments” as defined by the FASB and as used
in this book includes financial assets and liabilities but not the firm’s own
equity. The firm’s own equity is a financial instrument, of course, just not
one for which direct fair valuation generally is contemplated. Financial assets
are contractual claims to receive cash or another financial instrument on
favorable terms or ownership interests in another firm. Financial liabilities
are contractual claims to pay cash or another financial instrument on unfavor-
able terms.

Fair value is the price that would be received to sell a financial asset or
to transfer a financial liability in an orderly transaction between market par-
ticipants at the measurement date, and so it reflects current expectations of
the cash flows and priced risks of the financial instrument. Fair values can
be estimated either by observing the market prices for the financial instru-
ment or similar instruments or by using an accepted valuation model with
observable market or unobservable firm-supplied inputs.

Full fair value accounting involves three aspects. On the balance sheet,
it involves recognition of financial instruments at fair value. In the United
States, this aspect of fair value accounting currently is required only for trad-
ing and available-for-sale securities, derivatives, hedged items in designated
effective fair value hedges, and the financial inventory of broker-dealers.
(Certain items, such as hybrid financial instruments and rights to service
financial assets, may be accounted for using full fair value accounting under
fair value options for those items. Certain other items, such as financial guar-
antees, must be recognized at fair value at inception but not subsequently.)
On the income statement, full fair value accounting involves the recognition
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of unrealized gains and losses on financial instruments in net income in the
period they occur, which often is prior to their realization through the sale
or repurchase of the instruments. This aspect of fair value accounting cur-
rently is required in the United States only for trading securities, deriva-
tives other than those involved in effective cash flow hedges, hedged items
under fair value hedges, and the financial inventory of broker-dealers. In
particular, this aspect is not required for available-for-sale securities or deriv-
atives involved in effective cash flow hedges, despite the fact that they are
recognized at fair value on the balance sheet. Also on the income statement,
full fair value accounting involves calculating interest revenue or expense
as the fair value of the financial instrument times the applicable current
market interest rate during the period. This aspect of fair value accounting
is not required for any financial instrument under current financial report-
ing rules in the United States. Interest usually is calculated on an amortized
cost basis; when it is not, it is combined with gains and losses, and the total
change in the value of the financial instrument is reported on a single line on
the income statement, as is often the case for trading securities, derivatives,
and the financial inventory of broker-dealers.

Fair value accounting for financial instruments is increasingly feasible
for two reasons:

1. The markets for financial instruments have become much richer over time.
For example, risky assets that previously were difficult to trade, such
as commercial loans, now can be securitized.

2. Financial theory, such as options pricing, has developed and been applied
successfully in many contexts by practitioners.

The fair value of most financial instruments now can be estimated with a
reasonable degree of precision either through observation of the market
prices of similar instruments or through the use of accepted valuation models.
For financial instruments that currently cannot be fair valued with a reason-
able degree of precision, the proper mind-set is not that amortized cost is
unconditionally preferable to fair value accounting but rather that markets
or valuation models simply need more time to develop sufficiently for those
instruments to be fair valued.

Unlike nonfinancial firms, financial institutions typically hold sizable
portfolios of financial instruments. These instruments often have correlated
values—that is, they hedge or accentuate risks at the portfolio level. Full
fair value accounting for all of the financial instruments in a portfolio is the
simplest and most robust way to account for these correlations. In partic-
ular, gains and losses on effective hedges of one financial instrument by another
will offset in net income. In contrast, gains and losses on ineffective hedges
or speculative positions will not so offset.

The alternative to fair value accounting, amortized cost accounting, uses
expectations of cash flows and priced risks determined at initiation to account
for financial instruments throughout their life. Amortized cost account-
ing has three undesirable features compared to fair value accounting. First,
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amortized cost accounting uses old information and so provides untimely
measures of the value of financial instruments on the balance sheet. This
untimeliness resolves only as financial instruments amortize or when they
are sold or repurchased.

Second, since financial institutions typically hold portfolios of financial
instruments initiated at different times, amortized cost accounting provides
measures of the values of these instruments that reflect expectations of cash
flows and priced risks at different times. This yields noncomparability prob-
lems on both balance sheet and income statement. For example, net interest
income for a commercial bank may include interest revenue that is based
on older interest rates than those reflected in interest expense; if so, net inter-
est income does not reflect the bank’s interest rate spread at any point in
time, and so it is likely to be a poor predictor of future net interest income.
Admittedly, hedge accounting may mitigate these limitations of amortized
cost accounting, but hedge accounting is more complex and less transparent
than fair value accounting for all financial instruments. Moreover, hedge
accounting applied to specific hedging relationships within a portfolio, as
is required in most cases under current accounting rules, need not capture
the effects of hedging at the portfolio level.

Third, amortized cost accounting provides firms with the ability to manip-
ulate net income through realizing gains or losses on the sale of financial assets
or repurchase of financial liabilities. This is particularly easy for financial
institutions to do, since they usually hold numerous sets of matched posi-
tions, with one side of each matched position likely having appreciated and
the other side likely having depreciated. For all three reasons, amortized cost
provides a poor basis for accounting for financial instruments and institu-
tions, especially given the existence of increasingly complex and sensitive
financial instruments whose values are subject to rapidly changing informa-
tion and market prices for risk.

Advocates of amortized cost accounting for financial instruments by finan-
cial institutions usually make two related arguments on its behalf:

1. The managers of financial institutions do not manage the fair values of
financial instruments, since these values reflect changes in interest rates
and other market prices that are outside their control. Instead they man-
age investment and financing decisions that yield income on financial
assets that is expected to exceed the expense associated with financing
those instruments over their whole lives.

2. These managers conceptualize financial institutions’ risk not as the vari-
ability of their value over short periods but rather as the variability of
their net income or cash flows over long periods.

Neither of these arguments makes much sense for most financial insti-
tutions. The current interest rates and other market prices embedded in the
fair values of financial instruments are empirically better predictors of
future market prices than are the differentially old market prices embedded
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in amortized costs. Thus, the managers of financial institutions who do not
pay attention to the current fair values of their financial instruments are likely
to find that they are unable to generate income or cash flow going forward.
As discussed, most financial institutions hold portfolios of financial instru-
ments, and these instruments usually trade in reasonably liquid markets. If
financial institutions require liquidity, they usually can sell their financial
assets. In this regard, fair value is the best available estimate of the sales price
of assets and thus of financial institutions’ liquidity. More generally, value
variability, not income or cash flow variability, is clearly the right risk concept
for all but the most illiquid financial institutions.

While preferable to amortized cost accounting, fair value accounting does
not provide a full description of financial instruments. Three general threats
to the economic descriptiveness of fair value accounting exist.

1. When estimates are required to calculate fair values, as usually is the case
for financial instruments other than securities that are publicly traded
in liquid markets, a degree of subjectivity and noise is inevitably involved.
This degree varies substantially across types of financial instruments, and
financial instruments do exist for which fair value accounting is more
problematic than amortized cost accounting.

2. Fair value estimation errors are effectively leveraged in transactions such
as risky asset securitizations in which a low-risk claim to underlying
financial instruments is transferred to another party while a risky residual
or subordinated claim is retained. The fair value assigned to the retained
risky claim typically includes most or all of the estimation error in the
fair value of the underlying financial instruments.

3. Even for financial institutions, it is unlikely that all their economic assets
and liabilities are or will ever be fair valued, either because of estimation
difficulties or because some of these assets and liabilities are real, intan-
gible, or do not meet criteria for accounting recognition. If so, fair value
accounting will not capture the value of all economic assets and liabil-
ities of financial institutions, which will yield nondescriptive volatility
in owners’ equity and net income when these exposures hedge each other.

The first two limitations of fair value accounting are mitigated by its self-
correcting nature, however, since fair values must be reestimated each period.
This situation is in marked contrast to the predetermined nature of amor-
tized cost values. The third limitation will be mitigated in the future by the
expansion of fair value accounting to a broader set of financial instruments.
All three limitations can be addressed through appropriate disclosures, as
discussed in the next section.

Estimation Sensitivity and Risk Disclosures

Subjectivity and noise in estimating fair values, even when leveraged through
the retention of risky residual claims, can be mitigated through clear disclosure



8 FINANCIAL INSTRUMENTS AND INSTITUTIONS

of estimation assumptions and the sensitivity of fair values to those assump-
tions. For example, estimation sensitivity disclosures are required for retained
interests in securitizations under Statement of Financial Accounting Stan-
dards (SFAS) No. 140, Accounting for Transfers and Servicing of Financial
Assets and Extinguishments of Liabilities (2000).! Unfortunately, these disclo-
sures tend to follow boilerplate presentations that do not clearly reflect the
economics of retained interests. For example, the effects of changes in interest
rate and prepayment assumptions on prepayment-sensitive residual inter-
ests typically are disclosed separately and independently, even though interest
rate decreases drive prepayment increases.

Fair values are point estimates of the current value of financial instru-
ments. Realized values can differ substantially from estimated values, especially
for risky financial instruments such as residual or subordinated interests from
securitizations and derivatives. Thus, fair values should be analyzed jointly
with market, credit, and other risk disclosures. Risk disclosures are required
under various FASB standards and SEC rules. In addition, for financial insti-
tutions, industry regulators often require additional risk disclosures.

A key aspect of this book is its emphasis on the importance of joint analy-
sis of fair value accounting and estimation sensitivity and risk disclosures
to construct the most coherent story possible about how firms generate or
destroy value using financial instruments. This analysis invariably involves
piecing together and consistently interpreting information from various places
in the financial reports of financial institutions. Although burdensome, this
analysis often provides a very different perspective on a financial institution’s
activities from what is conveyed in the financial statements or in manage-
ment’s discussion and analysis (MD&A). For example, it is not difficult to
find financial institutions that properly apply hedge accounting to specific
hedging relationships and that smooth their net income as a result but that
are antihedging or substantially overhedging their aggregate exposures.
Unfortunately, clear discussions of the effect of hedging on aggregate expo-
sures in financial reports are infrequent for all but the simplest financial
institutions.

Limitations arising from fair valuation of less than all assets and liabil-
ities can be mitigated through separate presentation of unrealized gains and
losses on the income statement and through management discussion of the
existence of economic hedges of non—fair-valued exposures. In this respect,
fair value accounting prods the managements of financial institutions to explain
their economic exposures better than does amortized cost accounting.

Fair Value versus Risk Partitioning
Perspectives on Financial Transactions

Many financial transactions, such as securitizations, leasing, and reinsurance,
involve partitioning the fair value and risks of underlying financial instru-
ments (or, in the case of leasing, real assets) among various parties. A financial



Main Ingredients of the Analysis of Financial Instruments 9

components perspective, in which the claims to the underlying financial
instruments are accounted for based on their (relative) fair values, is the
simplest and most flexible way to describe these transactions. This perspec-
tive has two conceptually desirable features. First, this perspective is “history
independent,” meaning that the accounting at a given time is based on the
rights and obligations held by each party at that time, not on the history of
transactions that gave rise to those rights and obligations. History indepen-
dence is critical to attaining comparable accounting for structured finance
transactions, because these transactions can be structured in a literally infi-
nite variety of ways that yield the same allocation of rights and obligations
to the parties. Second, this perspective is also consistent with fair value account-
ing for financial instruments.

A financial components perspective is adopted in SFAS No. 140, which
governs securitizations. It has not yet been applied broadly to financial trans-
actions, although it may be applied more broadly in the future. For example,
the FASB decided in July 2006 to comprehensively reconsider lease account-
ing, and it is likely to begin its reconsideration with the proposal of the G4+1
Group of Accounting Standards Setters (the standards setters of Australia,
Canada, New Zealand, the United Kingdom, the United States, and, as an
observer, the International Accounting Standards Committee) to apply a
financial components perspective to leases in its special report Leases:
Implementation of a New Approach (2000).% In its liabilities and equity and
its risk transfer projects, the FASB is considering bifurcation of instruments
with characteristics of liabilities and equity and (re)insurance contracts into
components.

While a financial components perspective has desirable attributes, users
of financial reports should be aware that it is not the only meaningful way
to describe these types of transactions. A risk-partitioning perspective is also
important in cases of disproportionate risk retention. It is possible to trans-
fer most of the fair value of underlying financial instruments while retaining
most of the risk. The breakdown of securitization accounting for subprime
mortgage banks and other securitizers of risky financial assets during the
hedge fund crisis in the second half of 1998 occurred in large part because
these issuers sold most of the fair value of the underlying financial assets
while retaining most of the risk.

Gross and Net Evaluation

Financial instruments exhibit both market (e.g., interest rate, exchange rate,
and commodity price) and nonmarket (e.g., credit, performance, and insur-
ance) risks. Individual financial instruments and portfolios of financial
instruments may need to be evaluated on both gross and net bases, because
the risks of the constituent elements of an instrument or portfolio may offset
in part but not entirely and because offsetting is more likely to occur for market
risks than for nonmarket risks. A gross evaluation considers the constituent
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elements of a financial instrument or portfolio separately, without taking into
account any offsetting of the elements. Conversely, a net evaluation consid-
ers the instrument or portfolio after the effect of offsetting.

Specifically, the market risks of financial instruments usually are rela-
tively easily offset across the instruments in a portfolio. For example, a bank
can offset the interest rate risk of a fixed-rate loan asset by engaging in either
a fixed-rate deposit liability or a receive floating-pay fixed interest rate swap.
Because of this ability to offset market risks, for a portfolio of financial instru-
ments these risks usually are best evaluated net.

In contrast, the nonmarket risks of financial instruments are relatively
hard to offset across instruments. For example, a bank cannot offset the credit
risk on a loan asset, which reflects the borrower’s creditworthiness, with a
deposit liability that reflects the bank’s own creditworthiness. Although credit
derivatives markets are developing to offset credit risks, these markets remain
smaller and less liquid than the markets to offset market risk. Even when
credit derivatives are available and used to offset credit risks, they rarely
do so fully because of contractual features, such as the “cheapest to deliver”
option. Because of this difficulty in offsetting, the nonmarket risks of a port-
folio of financial instruments are often best evaluated gross. A number of
exceptions to this rule exist, however; for example, the credit risk of a port-
folio of financial instruments subject to a close-out or novation netting agree-
ment is best evaluated net.

Structured finance transactions that include multiple legs raise the gross
and net evaluation issue in a similar fashion as portfolios of financial instru-
ments. The market risks of the various legs of the transaction are more likely
to offset than are their nonmarket risks.

In contrast, individual derivative financial instruments raise the gross
and net evaluation issue in mirror-image fashion to portfolios of financial
instruments. Derivatives generally can be thought of as a long position in
one financial instrument and a short position in another financial instru-
ment, with the two positions settling net. For example, a receive floating-pay
fixed interest rate swap is a floating-rate asset and a fixed-rate liability that
settle net. Insofar as derivatives settle net, their credit risks are best evalu-
ated at the net level of the derivative, not the gross level of the offsetting
positions within the derivative. In contrast, the market risk of derivatives
typically reflects only one of the gross positions within them. For example,
the interest rate risk of a receive floating-pay fixed interest rate swap reflects
only the fixed-rate liability. Hence, the market risks of derivatives are best
evaluated at the gross level of the positions within the derivative.

Financial Transactions Are Financial

It is evident that financial transactions should be classified and measured as
such in financial reports. Unfortunately, many financial transactions, such
as operating leases and traditional insurance, are treated as operating under
current accounting standards. Relatedly, by requiring different accounting
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based on bright-line criteria, characteristics of instruments, or the intent of
management, the accounting standards governing financial instruments yield
dramatic differences in the accounting for economically similar financial
instruments. A nontrivial benefit of adopting fair value accounting for all
financial instruments is that it would make transparent the common finan-
cial nature of these transactions and of the institutions that engage in them.

For example, lessors that primarily engage in operating leases appear
to be capital asset management companies under current accounting rules,
with rent revenue and depreciation expense dominating their income state-
ments. This is despite the fact that these lessors often lease long-lived equip-
ment or real estate under long-term contracts that are clearly primarily financing
arrangements expected to generate an interest rate spread for the lessor. This
financial nature would be far more apparent if the economic lease receivables
arising in these transactions were recognized as such on the balance sheet,
with the economic interest revenue on these receivables recognized as such
on the income statement.

ACTIVITIES AND RISKS OF FINANCIAL INSTITUTIONS

Each of the financial institutions discussed in this book could be divided into
subtypes that perform different activities. Moreover, due to deregulation,
mergers and acquisitions, internal diversification, and new product devel-
opment, many financial institutions have expanded the set of activities that
they perform so that these activities overlap with those provided by other
institutions. For example, some property-casualty (re)insurers now offer
products that allow firms to hedge business and accounting risks in much
the same way as the financial derivatives offered by securities firms and com-
mercial banks. Thus, usually the best way to characterize and distinguish
financial institutions is through descriptions of the sets of activities they
perform and the risk-return trade-offs these activities involve, not through
their historical distinct types.

This section describes nine nonmutually exclusive activities performed
by financial institutions. The first four activities— funds aggregation, trad-
ing and investment, yield curve speculation, and risk management—apply
to many types of financial institutions and are of broad economic impor-
tance. These activities are examined in detail, focusing on the risk-return
trade-offs that they yield. The remaining five activities pertain to sources
of fee income important for specific types of financial institutions, and so
these activities are discussed more briefly. This set of activities, while fairly
comprehensive, is by no means exhaustive. Moreover, some of these activ-
ities are complementary, while others are not.

Funds Aggregation

Many types of financial institutions raise funds from many relatively small
depositors, investors, or other customers that they reinvest in larger chunks.
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Examples of funds aggregators include thrifts and commercial banks with
retail branch networks, life insurers offering annuities, and mutual funds.
The funds raised may be very liquid, as is the case with most deposits, or
less so, as is the case with most annuities. When the funds they raise are more
liquid than their assets, funds aggregators are exposed to liquidity risk, for
which they should earn an interest rate spread.

Funds aggregators exist to exploit some form of economy of scale in
investing. Sources of economies of scale include transactions costs that fall
in percentage terms with trade size, the sizable up-front costs of perform-
ing financial research, the expanded investment opportunity set available
to larger investors, and the greater ability of larger investors to diversify
investments. Some funds aggregators invest on their own accounts and provide
a contractually specified return to their providers of funds (e.g., commer-
cial banks), while others invest directly on behalf of their providers of funds
(e.g., mutual funds). When they invest on their own account, funds aggre-
gators attempt to generate income by earning more on their assets than the
cost (including noninterest costs) of the funds they raise. When they invest
directly on behalf of the providers of funds, funds aggregators earn fees that
may be contingent on investment returns. These investment activities are
described in more detail in the sections “Trading and Investment” and “Other
Sources of Fee Income.” Funds aggregators must maintain their stock of funds
for their earnings to persist. This can be difficult because of the many invest-
ment opportunities available to providers of funds. For example, aside from
the period of artificially low interest rates from 2001 to 2004 that has now
ended, thrifts and commercial banks have found it increasingly difficult over
time to raise core deposits, because of the increasing availability of liquid
market-rate alternatives.

Funds aggregators that invest on their own account are strongly affected
by their abilities to earn high returns on their assets and to attract low-cost
funds. Since they transact with many small sources of funds, funds aggre-
gators are usually also strongly affected by their ability to process transactions
in a cost-efficient manner.

Trading and Investment

Financial institutions often trade or invest in financial assets on their own
accounts. A financial institution usually holds a trading portfolio because it
believes it has some advantage over its trading partners in valuing financial
instruments that will yield trading gains. It also may hold a trading portfolio
to facilitate or as a result of its other activities. For example, derivatives
dealers hold trading portfolios of derivatives.

Financial institutions invest in financial assets to generate investment
income. Financial institutions other than the yield curve speculators discussed
in the next section usually try to match the timing of the cash flows of their
financial assets and liabilities to mitigate interest rate risk. For example, insur-
ers usually match the timing of payoffs of their financial assets to those on
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their claim liabilities. In the absence of perfect matching of financial assets
and liabilities, trading and investment portfolios are subject to the same sort
of interest rate risks as yield curve speculators.

The performance of financial institutions that invest is strongly affected
by their ability to screen potential investments in order to accept credit risk
only when it is desirable to do so.

Yield Curve Speculation

The values of fixed-rate (and imperfectly floating-rate) financial instruments
are sensitive to changes in the appropriate interest rates. The value of a fixed-
rate financial instrument varies inversely with interest rates, with the absolute
magnitude of the value change rising with the financial instrument’s dura-
tion, a measure of the weighted-average time to the cash flows or next repric-
ing of the instrument. Increases in the appropriate interest rates yield losses
on financial assets and gains on financial liabilities. Decreases in the appro-
priate interest rates yield gains on financial assets and losses on financial
liabilities.

A yield curve is a function relating the yields to maturity (internal rates
of return) on financial instruments with comparable noninterest rate risks
and cash flow configurations to the maturities of the instruments. For exam-
ple, Treasury notes and bonds are essentially credit riskless and pay coupons
during their terms and face values at maturity; their yields can be plotted
meaningfully against their maturities on a single yield curve. In stable eco-
nomic times, interest rates tend to rise with maturity, so the yield curve tends
to slope upward. The yield curve can move up or down and change slope or
shape, however, subject to changes in current economic conditions and the
market’s expectations about future economic conditions. Financial institu-
tions speculate on the yield curve when they invest in financial assets with
durations different from those of their financial liabilities. There are various
approaches to speculating on the yield curve that expose the financial insti-
tution to different types of interest rate risk.

The simplest and historically most common approach is to invest in long-
term assets using funds provided by short-term liabilities. Since the yield curve
tends to slope upward, this approach tends to yield a positive interest rate
spread. In fact, prior to the mid-1970s, the yield curve sloped upward so
reliably that virtually all thrifts and commercial banks as well as many other
types of financial institutions employed this approach, which barely consti-
tuted speculation.

Changes in the level, slope, and shape of the yield curve strongly affect
the value of financial institutions speculating on an upward-sloping yield
curve by holding long-term financial assets and short-term financial liabil-
ities. For example, these institutions benefit when the yield curve falls by a
constant amount over its whole range (a parallel downward shift), because
they gain more on their long-term assets than they lose on their short-term
liabilities. The opposite is true for a parallel upward shift in the yield curve.
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Financial institutions speculating on an upward-sloping yield curve bear more
interest rate risk when the mismatch between the duration of their finan-
cial assets and liabilities is larger and when movements in the yield curve
are more variable. In this regard, movements in the yield curve have been
much more variable since the mid-1970s than they were before.

Upward-sloping yield curve speculators, especially thrifts, suffered large
losses when the yield curve rose at various points in the mid-1970s, the late
1970s through early 1980s, and 1994. Reflecting this experience, upward-
sloping yield curve speculators are now less common and, insofar as they
remain, are typically less aggressive. They have been aided in this evolution
by the rise of the loan syndication, securitization, and derivatives markets
over the past few decades, which allow financial institutions to sell off long-
term, fixed-rate assets and to hedge their remaining exposures more easily.
Financial institutions that now speculate on an upward-sloping yield curve
to a lesser extent now typically attempt to make up for the lost income by
charging fees for performing services or processing transactions, or by gener-
ating gains on the sale or securitization of their assets. These activities
are discussed in the section “Other Sources of Fee Income.”

More elaborate approaches to speculating on the yield curve employed
by some financial institutions are to exploit the existing shape of the yield
curve or to bet on changes in the level, slope, or shape of the yield curve.
These approaches are subject to interest rate risk in complex ways that are
discussed in Chapter 4.

Risk managers adjust the risk exposures of their clients, usually—but by no
means always—downward. They may do this by absorbing the risk them-
selves and diversifying across clients and time (e.g., insurers may hold the
insurance they write) or by transferring the risk to a third party (e.g., a rein-
surer or counterparty in a derivatives transaction). The primary examples
of risk managers are insurers, but commercial banks and securities firms offer
derivative securities and other products to manage risks, and virtually any
financial instrument issued or purchased by a financial institution modifies
its counterparty’s risk exposure to some extent. For example, firms that secu-
ritize financial assets and hold residual or subordinated securities and lessors
that hold the rights to the residual value of leased assets absorb these risks
for the purchasers of senior asset-backed securities and lessees, respectively.
Recently developed “alternative risk transfer” products, such as catastrophe
bonds and credit derivatives that pay off on discrete events, increasingly blur
the distinction between insurance and other financial instruments.

Risk managers attempt to generate income by charging a premium for
absorbing risk. Assuming competitive markets, this risk premium should fall
with the risk manager’s ability to diversify the risk. For example, in life insur-
ance, mortality risk is generally diversifiable, since it is uncorrelated across
insured individuals in the absence of an epidemic or catastrophe that causes
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the death of a large number of people. In contrast, hurricane insurance in
Florida is much harder to diversify, since a single hurricane results in many
highly correlated claims, and climactic conditions yield no major hurricanes
hitting Florida in most years, while several have hit in certain years. Hence,
the risk premium should be considerably lower for life insurance than for
hurricane insurance in Florida.

Risk managers also attempt to generate income by implicitly or explic-
itly charging fees. A portion of a property-casualty insurance premium is an
implicit fee for setting up the policy and for expected future claim adjustment
services. Securities firms and commercial banks selling derivative securities
may charge either explicit fees or implicit fees tucked into the interest rates
offered. This fact implies that the financial statement classification of fee income
often depends on whether the fee is explicit or implicit.

As in any high-volume business like insurance, efficiency at obtaining busi-
ness is important.

Other Sources of Fee Income

Syndication, Securitization, and Reinsurance. Syndication and securiti-
zation reverse the investment activities of financial institutions. Syndication
involves splitting individually large financial assets and selling the pieces
to other firms. Securitization involves pooling financial assets with similar
features and selling asset-backed securities that convey rights to specified
portions of the cash flows generated by the pool to investors. Similarly, rein-
surance reverses the ceding insurer’s risk management role, with the ceding
insurer paying the reinsurer to assume the obligation to pay claims. Finan-
cial institutions that consistently syndicate or securitize their assets or that
reinsure the insurance they write do so to generate fees for originating busi-
ness and gains on sale without assuming the ongoing risks that business
entails. Such financial institutions are cash flow—oriented businesses that
require continuous origination to maintain their profitability and liquidity.

Market Making and Brokerage. Securities firms and large banks may make
markets in or broker the trading of financial instruments. Market makers
generate income either through a bid-ask spread or through the return on
holding inventory in their trading portfolios. Brokers receive commissions.
Spreads and commissions tend to be largest for new or unique products.

Deal Making. Securities firms and large banks may execute or advise on
various financial deals (e.g., mergers and acquisitions and major security
transactions) and receive commissions. They also may generate trading or
investment income by holding a portion of the securities that are issued or
by offering bridge financing up to the completion of the deal.

Asset Management and Investment Advice. Many financial institutions
manage or provide advice regarding clients’ investments for fees. For example,
thrifts and commercial banks offer trust services. These fees can be fixed,
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a percentage of assets managed, based on the performance of the portfolio,
or mixtures of these options.

Transactions Processing. The performance of any financial institution with
a high transactions volume depends on its ability to process transactions effi-
ciently in its “back office.” For example, large thrifts, commercial banks, and
securities firms may process millions of transactions in a given day. Some
of these transactions result in explicit fee income. Some financial institu-
tions specialize in performing these processing tasks for other firms for a fee.
Financial institutions that process high volumes of transactions make substan-
tial investments in information technology.

Fee income from different sources can have very different risk and persist-
ence. For example, deals tend to be concentrated in bull markets. Sources
of fee income may be correlated, however, since financial institutions aggres-
sively “cross-sell” their services and so can gain or lose multiple sources
of fee income when a major customer is added or dropped or when the firm
becomes more or less competitive in a given market.

Exhibit 1.1 provides a useful matrix for organizing one’s thinking about
a specific financial institution. The matrix displays financial institutions’ activ-
ities horizontally and risks vertically.

VALUATION OF FINANCIAL
INSTITUTIONS IN PRACTIGE

The value of financial institutions stems from two sources:

1. A portfolio of financial instruments that are or will be valued on the
balance sheet at fair value. Most financial instruments are (or quickly
become) commodities in which new investments have approximately zero
net present value.

2. A set of future streams of noninterest income and expense with various
degrees of risk and persistence. If the firm has market power in a given
area, some of these sources of fee income could reflect positive present
value prospects.

In general, the values of these future fee income streams are not recorded
on the balance sheet.

Reflecting these two streams, most financial analysts adopt a two-pronged
approach to valuing financial institutions. They value:

1. The institution’s financial instruments using a balance sheet approach
based on fair value

2. Its future income streams using a discounted cash flow or (residual)
income approach

The relative importance of the two approaches in the valuation of a given
financial institution depends on the types of activities it performs.
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EXHIBIT 1.1 Financial Institutions’ Activities and Sources of Risk and Return

Main Activity

Main Source
of Risk Funds Trading and Yield Curve Risk Fee
and Return Aggregation Investment Speculation Management Generation

Liquidity
risk
Interest rate
risk
Cash flow
risk
Persistence
of income
Cost
effectiveness

This book does not attempt to prescribe how overall valuations for finan-
cial institutions should be performed, since history has shown that the mar-
ket’s approach to these valuations changes over time as financial institutions
and the economy evolve. The specific analyses presented should remain useful
for as long as financial institutions provide the types of services that they
do today.

NOTES

1. All Financial Accounting Standards Board documents are self-published in
Norwalk, CT.

2. Published by the Financial Accounting Standards Board.






Nature and Regulation of
Depository Institutions

rior to the 1990s, depository institutions, which raise funds through
deposits that they invest in loans or securities, were by far the most impor-
tant type of financial institution in the United States. Depository institutions
were the dominant mechanism for raising and distributing capital in the econ-
omy and so were the focal point of the government’s regulation of the finan-
cial system and its conduct of monetary policy. Although some activities
of depository institutions have been partly displaced by securities markets
and other financial institutions, their regulation continues to have a strong
influence on the structure and evolution of the financial system. Moreover,
depository institutions remain very important players within that system.
This chapter provides background information about the nature and
regulation of depository institutions in the United States. The first section
describes the activities of the two main types of depository institutions, thrifts
and commercial banks. When it is not necessary to distinguish thrifts and
commercial banks, they are called “banks.” The second section summarizes
the history and current status of bank regulation. This section emphasizes
capital regulation, which is the clearest embodiment of bank regulators’
approach to the risk-concentration issues addressed in this book from the
perspective of financial analysts and other users of financial reports. The
third section defines important subtypes of banks. The final section discusses
recent trends affecting banks.

ACTIVITIES OF DEPOSITORY INSTITUTIONS

Depository institutions are intermediaries between depositors, a specific type
of lender of capital, and borrowers of capital. From the perspective of depos-
itors, depository institutions provide uniquely liquid, convenient, and safe
investments. Most deposits can be withdrawn effectively at will from many
locations. Under the Federal Deposit Insurance Reform Act of 2003, the federal
government currently insures individual accounts up to $100,000 and certain
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retirement accounts up to $250,000, amounts that may be indexed for infla-
tion every five years beginning in 2010. These attributes allow depository
institutions to pay relatively low interest rates on deposits.

From the perspective of borrowers, depository institutions provide an
alternative to the public issuance of securities, which can be costly or cumber-
some under certain conditions. The issuance of securities works well when
borrowers are well-known entities that borrow sufficiently large amounts with
long enough lead times and for long enough periods to justify the costs of
such issuance. However, securities issuance is difficult for firms that do not
have histories of financial information or that have relatively uninformative
financial information (e.g., start-ups), because it would be difficult to price
the securities based on public information. Depository institutions can obtain
more detailed information from borrowers, monitor them better, and write
more detailed debt contracts than can the holders of securities. These factors
may justify a depository institution lending in circumstances in which secu-
rities issuance would either be infeasible or entail a higher cost of capital.

Depository institutions’ role as intermediaries is summarized in the
schematic balance sheets of borrowers, depository institutions, and depos-
itors depicted in Exhibit 2.1. Depository institutions primarily obtain funds
in the form of deposits. Subject to the reserve and capital requirements
described in the “Bank Regulation” section, depository institutions use these
funds to either make loans or purchase securities. The average size of indi-
vidual loans or holdings of a type of security typically is considerably larger
than the average size of individual deposits, so depository institutions perform
the funds aggregation role described in Chapter 1, for which they earn an
interest rate spread.

Until recently, depository institutions usually invested in financial assets
with a substantially longer duration than their deposits, and so they also
performed the yield curve speculation role described in Chapter 1, for which
they earned an additional interest rate spread. However, this role subjected
them to interest rate risk that led to large losses when interest rates rose
at various points in the mid-1970s, the late 1970s through early 1980s, and
1994. As a result of these losses, most depository institutions currently per-
form this role to a much more limited extent, if at all.

EXHIBIT 2.1 Schematic Balance Sheets of Depository Institutions,
Borrowers, and Depositors

Depository
Borrowers Institutions Depositors
Assets  Liabilities Assets  Liabilities Assets  Liabilities
loans <€«—>» loans deposits -€«—>» deposits

securities —-€—>» securities
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By making capital available for productive activity, depository institu-
tions promote growth in the economy. The ability of depository institutions
to do this depends on the willingness of lenders to hold deposits. In times
of economic uncertainty or when other investments offer better returns,
lenders may withdraw their deposits, forcing depository institutions to reduce
their lending to remain liquid, a process referred to as disintermediation.
During the Great Depression, disintermediation occurred when economic
uncertainty led to runs on and restrained lending by depository institutions.
Milton Friedman and other economists have argued that the Great Depres-
sion would have been much less severe if the Federal Reserve and other policy-
makers had intervened to a greater extent to stop disintermediation and the
shrinkage of the money supply that it caused.

Disintermediation also occurred in a milder form during the mid-1970s
and the late 1970s through early 1980s, when interest rates spiked but banks
were constrained by Federal Reserve Regulation Q from raising the inter-
est rates they offered on deposits. The possibility of disintermediation is less
of a concern now, because the Federal Reserve focuses on maintaining liquid-
ity in the economy, interest rate ceilings have been eliminated, and a variety
of new lending institutions (e.g., finance companies) and market sources of
financing (e.g., commercial paper and financial asset securitization) have arisen.

Thrifts include savings and loan associations, savings banks, and credit
unions. Credit unions are not examined in this chapter, because they are
nonprofit cooperatives, typically rather small, and regulated differently from
other thrifts. Thrifts’ major activities are to take deposits from households
and to make residential mortgages. Savings banks typically engage in a broader
variety of investment and borrowing activities than do savings and loans.

Thrifts are required by the qualified thrift lender (QTL) provision of
the Financial Institutions Reform, Recovery, and Enforcement Act of 1989
(FIRREA) to hold at least 65% of their assets in qualified thrift investments
(QTTs). Qualified thrift investments used to be defined only as residential
mortgage-related assets, but the definition has been broadened over time to
include educational loans, credit card loans, small business loans, and vari-
ous other items. Certain additional assets are considered QTTs to the extent
that they collectively constitute less than 20% of assets. One of these addi-
tional assets is thrifts’ investments in service corporation subsidiaries, which
are counted as QTTIs as long as the subsidiary holds 80% of its assets in QTTs.

Commercial banks typically engage in a much wider set of investment
and borrowing arrangements than do thrifts. In particular, they hold a much
larger proportion of commercial and industrial loans, and they finance these
loans through many sources other than household deposits. The capital
acquired from these sources usually reflects market interest rates and is
referred to as managed liabilities. Commercial banks also provide a broader
variety of financial services than thrifts, such as financial advice, risk manage-
ment, trading, market making, and securities underwriting.
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Due to deregulation and increasing competition, the distinctions among
thrifts, commercial banks, and other financial institutions are gradually dis-
appearing. An important regulatory change in this regard is the creation of
financial holding companies under the Financial Services Modernization Act
of 1999, invariably referred to as the Gramm, Leach, Bliley Act (GLBA).
Under GLBA, healthy depository institutions are allowed either to own
or to be affiliated through financial holding companies with any other finan-
cial institution, although not with nonfinancial firms. Unitary thrift holding
companies that had been affiliated with nonfinancial firms prior to GLBA
are allowed to maintain these affiliations, however. As of November 2006,
641 financial holding companies have been created and remain effective.

BANK REGULATION

This section discusses bank chartering, regulatory supervision, and branch-
ing. In the “Reserve Requirements” and “Capital Requirements” sections,
the two main types of “safety and soundness” regulation of banks, reserve
and capital requirements, respectively, are described. Users of financial reports
must assess banks’ current and expected future reserve and capital levels,
because these levels affect the ability of banks to grow. The “Regulatory
Cycles” section summarizes the historically cyclical path of bank regulation
and recent deregulatory trends.

Chartering, Regulatory Supervision, and Branching

The regulation of banks is a complex patchwork that reflects both histor-
ical accident and bureaucratic politics. Many academics and others have
argued that a simpler, nonoverlapping system of regulation would be more
efficient, to little effect so far.

Both thrifts and commercial banks can be either state or federally char-
tered, in what is referred to as the dual banking system. Federal charters
are granted by the Comptroller of the Currency (COC) for commercial banks
and by the Office of Thrift Supervision (OTS) for thrifts. Both the COC and
OTS are branches of the Treasury Department. Appropriate state authorities
grant state charters.

The Federal Deposit Insurance Corporation (FDIC) regulates any finan-
cial institution for which it provides deposit insurance. Regulatory examina-
tions and other general regulation are performed by: the COC for federally
chartered commercial banks; the Federal Reserve and state authorities for
state-chartered commercial banks; the OTS and FDIC for federally char-
tered thrifts; and the OTS, FDIC, and state authorities for state-chartered
thrifts. The Federal Reserve acts as the umbrella regulator for bank and finan-
cial holding companies, which means it must coordinate with functional
regulators of their subsidiaries. The extent of this coordination has been
increased by GLBA, and it is working out successfully so far.
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Foreign banks operating in the United States generally are subject to the
same regulation as domestic banks. They are also subject to regulation at
the holding company level by the Federal Reserve under Regulation K, which
applies to U.S. banks operating abroad as well.

State authorities determine the ability of banks to branch within a state.
Most, if not all, states now allow unlimited intrastate branching.

Reserve Requirements

Under reserve requirements, banks must hold vault cash or noninterest-
bearing deposits with the Federal Reserve as a percentage of their transac-
tion deposits (interest- and noninterest-bearing checking accounts). For 2007,
this percentage is 0% for the first $8.5 million of transaction deposits, 3%
for transaction deposits between $8.5 million and $45.8 million, and 10%
thereafter. The primary intent of reserve requirements is to ensure that banks
have access to enough cash to meet the foreseeable demands of depositors
and thus to prevent bank runs. Historically, reserves were required at higher
rates and for a broader set of deposits.

For banks with deposits over $207.7 million (which are required to report
weekly to bank regulators), reserve requirements must be met on average
over two-week reserve maintenance periods. Sometimes banks have to
scrounge for reserves on the last days of the period. To meet reserve require-
ments, larger banks usually borrow in the federal funds market, which involves
short-term (usually one-day) uncollateralized borrowing and lending between
financial institutions. When a bank’s credit risk is an issue, it can borrow
in the collateralized securities repurchase market instead. Smaller banks usually
borrow from one of the 12 Federal Home Loan Banks (FHLBs), which they
jointly own along with some insurance companies. The FHLBs have access
to low-cost funding due to their size.

Banks also may borrow at the discount window of the Federal Reserve
under three distinct lending programs described in its Regulation A: primary,
secondary, and seasonal. The primary program is available to all generally
sound banks, but the Federal Reserve sets the primary rate 1% higher than
its target federal funds rate to dissuade discount window borrowing by banks
that can access other markets. The secondary program is available to banks
for which a timely return to market financing is foreseeable and for the
orderly resolution of failing banks; the secondary rate is set .5% above the
primary rate. The seasonal program is available to banks that have recur-
ring intrayear fluctuations in funding needs; the seasonal rate usually is set
close to the target federal funds rate.

Larger banks tend to purchase (borrow) reserves and smaller banks tend
to sell (lend) reserves. The Federal Reserve sets a target for the federal funds
rate to achieve macroeconomic goals, lowering the rate in depressed or poten-
tially deflationary times and raising the rate in boom or potentially inflationary
times. For example, the target federal funds rate is 5.25% in November 2006,
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having been raised by the Federal Reserve in 17 separate .25% increments
from a very low 1% level in June 2004 as the economy improved over this
period. The Federal Reserve has various tools at its disposal to keep the actual
federal funds rate near the target rate. The most important of these are open
market purchases and sales of government securities, which influence the
amount of funds available in the economy. The actual federal funds rate can
fluctuate considerably around the target in the last days of reserve mainte-

nance periods when there are imbalances in the demand and supply for federal
funds.

Capital Requirements

Under regulatory capital requirements, banks must maintain various meas-
ures of equity above certain percentages of corresponding measures of assets.
The intent of capital requirements is to ensure that banks are and will remain
solvent, so that they are able to pay off their liabilities as they come due.

Currently there are three main capital ratios for which requirements
exist:

1. The leverage ratio
2. The Tier 1 risk-based capital ratio
3. The total risk-based capital ratio

The leverage ratio pertains solely to banks’ credit risk. The risk-based capi-
tal ratios pertain to banks’ credit risk and for banks with significant market
risk, as measured by their trading assets plus trading liabilities exceeding $1
billion or 10% of total assets, to their market risk.

As will be discussed, the two risk-based capital ratios will change in Jan-
uary 2008 when U.S. bank regulators begin the four-year phase-in period
for the Basel IT Capital Accord (Basel II) for a small set of large banks and
refine existing capital requirements for other banks. The leverage ratio will
not be affected by Basel II.

This section first describes current capital requirements, and then describes
the expected changes in those requirements resulting from the adoption of
Basel II. Users of financial reports should understand these capital require-
ments, because they indicate bank regulators’ main concerns regarding risks
banks undertake, and these concerns are similar in many respects to those
of users.

Leverage Ratio. The leverage ratio is based on a measure of equity called
“Tier 1” capital. Tier 1 capital equals common equity with these adjustments:

= Minus other comprehensive income associated with unrealized gains and
losses on available-for-sale securities under SFAS No. 115, Accounting
for Certain Investments in Marketable Securities (1993), and effective
cash flow hedges under SFAS No. 133, Accounting for Derivative Instru-
ments and Hedging Activities (1998).
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®  Plus minority interest and noncumulative perpetual preferred stock.

®  Plus qualifying cumulative perpetual preferred stock, including trust
preferred securities issued by unconsolidated special purpose entities that
are accounted for under generally accepted accounting principles (GAAP)
as subordinated debt of the bank. This item is subject to a limit of 25%
of the sum of common stock, minority interests, and noncumulative and
qualifying cumulative perpetual preferred stock for most banks, but it
is subject to a tighter limit of 15% of this sum for internationally active
banks with greater than $250 billion of assets or $10 billion of on-balance
sheet foreign exposures.

®  Minus goodwill and certain other disallowed intangible assets (with any
associated deferred tax liability optionally netted).

= Minus servicing assets and purchased credit card relationships in excess
of 100% of Tier 1 capital and minus disallowed nonmortgage servicing
assets and purchased credit card relationships in excess of 25% of Tier
1 capital.

®  Minus credit-enhancing interest-only strips (with any associated deferred
tax liability optionally netted) in excess of 25% of Tier 1 capital.

= Minus deferred tax assets expected to be realized beyond one year or
that exceed 10% of Tier 1 capital, whichever is greater.

= Minus deductions of percentages of nonfinancial equity (i.e., merchant
banking) investments with exceptions for investments in Small Business
Investment Companies that are less than 15% of Tier 1 capital and for
grandfathered investments held continuously since March 13, 2000.
These deductions are 8% of the investment for investments less than
15% of Tier 1 capital, 12% for investments from 15 to 25% of Tier 1
capital, and 25% for investments in excess of 25% of Tier 1 capital. Non-
financial equity investments are not included in assets for any of the
capital ratios, and so these percentages reflect the amount of Tier 1 capi-
tal that must be held against these investments.

These adjustments to Tier 1 capital reflect in part the reversal of partial fair
value accounting for financial instruments, in part the inclusion of long-term,
nondebt financing and in part the exclusion of less liquid, more subjectively
measured, or riskier assets.

The leverage ratio is Tier 1 capital divided by assets, where the definition
of assets reflects adjustments consistent with those to Tier 1 capital. The lever-
age ratio must be 4% (5%) or above for the bank to be considered adequately
(well) capitalized. If the leverage ratio is below 2%, then the bank is consid-
ered critically undercapitalized. Under the Federal Deposit Insurance Cor-
poration Improvement Act (FDICIA) of 1991, bank regulators must take
specific prompt corrective actions whenever a bank’s leverage ratio falls below
5%, and these actions become more intrusive as the ratio becomes lower.
When the leverage ratio falls below 2%, a receiver generally should be
appointed and the bank sold or liquidated.
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Risk-Based Capital Ratios. Under the 1988 Basel Capital Accord (Basel I),
banks have been required since 1990 to meet capital requirements that attempt
to incorporate the differential risk of various types of assets and also other
on- and off-balance sheet exposures. These capital requirements are based
on a measure of risk-adjusted assets that has evolved considerably over time,
as banks have engaged in an increasingly wide range of activities with consid-
erable risk.

To calculate risk-adjusted assets, each type of on—balance sheet asset is
given a risk weight. For example, cash and most obligations of the U.S. govern-
ment and Ginnie Mae mortgage-backed securities have a 0% risk weight,
interbank deposits and Fannie Mae and Freddie Mac mortgage-backed secu-
rities have a 20% risk weight, first mortgages on residential property have
a 509% risk weight, and commercial and industrial loans have a 1009 risk
weight.

Off-balance sheet items are multiplied both by the appropriate risk weight
and by a credit conversion factor intended to capture the “credit equiva-
lent amount” of the item. For example, direct credit substitute standby letters
of credit (i.e., guarantees of outstanding obligations of third parties) have
a conversion factor of 100%, performance-related standby letters of credit
and loan commitments with an original maturity exceeding one year have
a conversion factor of 50%, commercial letters of credit have a conversion
factor of 20%, liquidity facilities provided to asset-backed commercial paper
conduits with an original maturity less than one year have a conversion factor
of 10%, and other loan commitments with a original maturity less than one
year have a conversion factor of 0%.

Due to the considerable risk of these instruments, special risk-based capi-
tal requirements exist for derivatives, retained interests from securitizations,
recourse obligations, and certain direct credit substitutes. For derivatives,
the credit equivalent amount equals the fair value of the derivative (if it is
positive) plus an additional amount for the potential future credit exposure.
This additional amount equals the notional amount of the derivative times
a conversion factor that depends on the remaining maturity and type of
contract (e.g., interest rate, foreign exchange, or equity). The risk weight for
a derivative depends on various factors determined by regulators, such as the
type of counterparty.

Residual interests from banks” own securitizations, recourse obligations,
and certain direct credit substitutes are given similar special treatment when
they involve risk retention that is disproportionate to the face amount of
the instrument, as is often the case. This similar treatment reflects the fact
that issuers in risky asset securitizations use these alternative means of retain-
ing risk substitutably. Recourse obligations and direct credit substitutes are
defined broadly to include credit guarantees, warranties and representations,
credit derivatives, purchased residual interests from securitizations, certain
loan servicing rights, and clean-up calls in securitizations.

Residual interests, recourse obligations, and direct credit substitutes either
qualify for an external ratings-based approach or they do not. They qualify
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for an external ratings-based approach if they are either traded and rated
by a single external rating agency or not traded but rated by more than one
external rating agency; if not traded, the lowest rating must be one level
below investment grade or better for long-term positions and investment
grade or better for short-term positions. A limited set of recourse obliga-
tions and direct credit substitutes also may qualify for an internal ratings-
based approach for banks with qualified internal ratings systems or for banks
using qualifying software that reflects external rating standards.

For residual interests, recourse obligations, and direct credit substitutes
that qualify for an external ratings-based approach, the risk weights range
from 20% for the highest-rated positions to 200% for the lowest-rated posi-
tions. For recourse obligations and direct credit substitutes that qualify for
an internal ratings-based approach, the risk weights range from 100 to 200%.
For residual interests that do not qualify for any ratings-based approach,
the bank must hold capital equal to the face amount of the residual interests
(the “dollar-for-dollar” capital requirement). For recourse obligations and
direct credit substitutes that do not qualify for any ratings-based approach,
banks must hold capital against the face amount of that position and all more
senior positions up to the maximum contractually specified loss on those
positions less any recourse liability accrued for these positions under GAAP
(the “low-level exposure” rule).

Risk-adjusted assets generally equal the weighted sum of on—balance
sheet assets using these risk weights and off-balance sheet items using these
risk weights and conversion factors, taking into account the special rules for
derivatives, residual interests, recourse obligations, and certain direct credit
substitutes. An exception exists for asset-backed commercial paper conduits
that are sponsored by the bank and are consolidated for GAAP purposes
under FASB Interpretation (FIN) No. 46(R), Consolidation of Variable Inter-
est Entities (2003), as discussed in Chapter 9; these conduits’ assets are not
included in risk-weighted assets. The only risk-based capital required to be
held by banks sponsoring these conduits arises from credit enhancements
or liquidity facilities the banks provide to the conduits.

The Tier 1 risk-based capital ratio is Tier 1 capital divided by risk-adjusted
assets. Any minority interest associated with asset-backed commercial paper
conduits is not included in Tier 1 capital for the purposes of calculating risk-
weighted capital ratios. The Tier 1 risk-based capital ratio must be 4% (6%)
or above for the bank to be considered adequately (well) capitalized. If it
is below 3%, then the bank is considered significantly undercapitalized.

The total risk-based capital ratio is based on a measure of total capital
that equals Tier 1 capital plus Tier 2 capital, where Tier 2 capital cannot
exceed Tier 1 capital. Tier 2 capital includes six categories:

1. Any cumulative perpetual preferred stock, including trust preferred secu-
rities, not included in Tier 1 capital.

2. Hybrid instruments, perpetual debt, and mandatory convertible debt.
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3. DPercentages depending on remaining maturity of nonperpetual preferred
stock with an original maturity of greater than 20 years. These percent-
ages decline from 100% for instruments with a remaining maturity of
five years or more to 20% for instruments with a remaining maturity
from one to two years.

4. DPercentages depending on remaining maturity of qualifying subordinated
debt and nonperpetual preferred stock with an original maturity of at
least 5 years (but less than 20 years for preferred stock), subject to a
maximum of 50% of Tier 1 capital. These percentages are the same as
for the prior item.

5. The allowance for loan and lease losses (not including any allocated trans-
fer risk reserve related to foreign loans and leases and including any
allowance for off-balance sheet credit exposures), subject to a maximum
of 1.25% of gross risk-adjusted assets.

6. Unrealized gains on available-for-sale equity securities, subject to a maxi-
mum of 45% of the unrealized gains on these securities with readily
determinable fair values.

The first four of these items reflect intermediate to long-term subordinated
financing. The fifth item reflects bank regulators’ desire to mitigate banks’
incentive not to recognize loan default to maintain capital, since recogniz-
ing loan default reduces common equity and thus Tier 1 capital. However,
adding the pretax allowance for loan losses to Tier 2 capital implies that
recognizing loan default actually increases total capital, since the allowance
for loan losses reduces common equity only by its after-tax effect. The sixth
item reflects the fact that unrealized gains on equity securities traded in liquid
markets are realizable.

Some additional minor deductions from Tier 1 or Tier 2 capital are
required for investments in unconsolidated subsidiaries, intentional recip-
rocal holdings of the capital of other banks, and various other items deter-
mined by bank regulators. Normally, half of each of these deductions is made
to Tier 1 capital and half to Tier 2 capital, although a higher percentage may
be required to be deducted from Tier 1 capital for riskier investments.

The risk-based capital required for market risk is based on the Value-
at-Risk (VaR) of the bank’s trading positions and nontrading foreign exchange
and commodity exposures at a 99% one-tailed confidence level (VaR is
discussed in Chapter 12). The VaR measure used is the higher of the VaR
for most recent day or three times the average VaR for the past 60 business
days. Additional amounts of risk-based capital are required for any specific
risk or de minimis exposures not captured in the VaR measure. The risk-based
capital required for market risk times 12.5 is added to risk-based assets to
calculate the risk-based capital ratios.

A third type of capital, Tier 3, can be allocated solely to market risk.
Tier 3 capital is short-term, subordinated, unsecured debt meeting various
restrictions; most important, it must include a clause precluding payment of
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either interest or principal (even at maturity) if the payment would cause the
issuing organization’s risk-based capital ratio to fall or remain below the mini-
mum required. Any of Tier 1, Tier 2, or Tier 3 capital can be allocated for
market risk as long the sum of the Tier 2 and Tier 3 capital allocated for
market risk does not exceed 250% of the amount of Tier 1 capital allo-
cated for market risk and the total amount of Tier 2 and Tier 3 capital does
not exceed Tier 1 capital.

The total risk-based capital ratio is total capital divided by risk-adjusted
assets. It must be 8% (10%) or above for the bank to be considered adequately
(well) capitalized. If it is below 6%, then the bank is considered significantly
undercapitalized. Exhibit 2.2 summarizes the current capital requirements
for banks.

Different types of banks are more likely to be constrained by different
capital ratios. For example, banks that hold assets with low risk weights and
few off—balance sheet items (i.e., most retail banks) are more likely to be
constrained by the leverage ratio than by the risk-based capital ratios. The
opposite is true for banks that hold assets with high risk weights and substan-
tial off-balance sheet items (i.e., most wholesale banks). For these banks,
the Tier 1 risk-based capital ratio is more likely to bind when the banks have
alot of subordinated debtlike instruments that qualify as Tier 2 capital; other-
wise the total risk-based capital ratio is more likely to bind.

Banks can raise regulatory capital ratios in various ways, some of which
are purely cosmetic. Asset sales and capital issuance raise capital ratios in an
economically descriptive way. In contrast, selling appreciated assets or repur-
chasing depreciated liabilities while immediately replacing those items raises
regulatory capital without increasing economic capital. The same is true for
any accounting choice that raises (lowers) a measure of capital proportion-
ately more (less) than it does the corresponding measure of assets.

All three capital ratios are limited as measures of banks’ solvency. Each
ratio is based on book values of assets and owners’ equity, which can differ
substantially from the fair values of these items. Each does not account for
the actual risk of different types of assets. The leverage ratio does not take
into account any differences in the risk of assets. The risk weights and conver-
sion factors used in risk-based capital ratios are ad hoc, and they need not

EXHIBIT 2.2 Bank Capital Requirements

Capital Status

Well Adequately Under- Appoint
Capitalized  Capitalized Capitalized  Receiver
Leverage 5% 4% 3% 2%
Capital Ratio  Risk-based Tier 1 6% 4% 3% —

Risk-based total 10% 8% 6% —
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reflect the risks of different types of assets even on average. Moreover, these
risk weights and conversion factors do not take into account variation in risk
within categories. For example, some commercial loans are essentially risk-
less, while subprime residential mortgages can entail considerable risk. Accord-
ingly, regulatory capital requirements provide banks with incentives to hold
assets with a high level of risk relative to the capital required, a behavior
referred to as capital arbitrage. For example, the growth of Ginnie Mae,
Fannie Mae, and Freddie Mac mortgage-backed securities has been positively
affected by their 0 or 20% risk weights, well below the 509% risk weight on
residential mortgages.

Basel Il and Other Forthcoming Changes in Risk-Based Capital Requirements.
In part to address concerns about capital arbitrage and in part to include
capital requirements for operational risk, in June 2006 the Basel Commit-
tee issued a comprehensive revised Basel II risk-based capital framework!
which it expected to be adopted beginning in January 2007. This frame-
work allows banks to adopt several approaches of varying sophistication to
calculating risk-based capital for both credit and operational risk, and it also
refines the definition and treatment of trading books subject to credit and
market risk requirements.

Of the countries internationally that have indicated that they intend to
adopt Basel I and have provided a projected implementation timetable, most
plan to phase the framework in some fashion over the 2007-2008 period.
For example, the member countries of the European Union plan to adopt
Basel II’s simpler approaches at the beginning of 2007 and its advanced
approaches at the beginning of 2008. These timetables may not be met,
however, especially by countries with less developed banking systems. For
example, the central bank of India had indicated it intended to adopt Basel
ITin March 2007, but stated in November 2006 that it had decided to delay
mandatory adoption of the framework for two years due to the lack of pre-
paredness of its banking system.

U.S. bank regulators have stated that they will adopt only Basel II’s most
advanced approaches for credit and operational risk, and they will require
those approaches only for about 10 large, internationally active banks whose
credit and operational risk management systems are and will remain subject
to rigorous evaluation. These regulators have proposed that other banks use
a refined version of existing risk-based capital requirements, and they have
already proposed a number of specific refinements. The other banks will
be allowed to use Basel II’s advanced approaches if their risk management
systems pass through the same evaluation process as for the large banks, and
regulators expect about 10 of these banks to do so. Even for the approx-
imately 20 banks expected to use the advanced approaches, regulators have
stated they intend to adopt Basel IT with a one-year delay (in January 2008)
and a four-year transition period (one-year parallel running with existing
capital requirements and three years of floors based percentages on exist-
ing capital requirements that decline from 95% in the first year to 85% in
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the third year). Thus, Basel IT will not fully replace existing capital require-
ments until 2012.

The remainder of this section describes the proposed refinements of
existing capital requirements that will apply to the vast majority of banks
in the United States. It then briefly describes the advanced and highly complex
approaches that will apply to approximately 20 banks, although due to their
size these banks constitute a large share of the assets of U.S. banks. The
portions of Basel II that will not be adopted in the United States are not
described.

In a September 2005 advance notice of proposed rulemaking, the U.S.
bank regulators proposed refinements to existing risk-based capital require-
ments to make them more sensitive to differences in credit risk across expo-
sures.” The most important of these refinements are:

®  Increasing the number of risk-weight categories to include 35%, 75%,
1509%, and 350%.

®m  Making greater use of external credit ratings from Nationally Recognized
Statistical Rating Organizations (NRSROs) as indicators of credit risk.
For example, it is proposed that long-term exposures with the highest
investment-grade rating have a 20% risk weight, the lowest investment-
grade rating have a 100% risk weight, and ratings two or more categories
below investment grade have a 350% risk weight.

= Allowing all guarantees from guarantors with investment-grade senior
debt and all collateral in the form of all investment-grade securities to
reduce required risk-based capital.

= Modifying the risk weights associated with one- to four-family residential
mortgages to take into account the loan-to-value ratio and the credit
score of the borrower.

= Applying credit conversion factors to short-term, noncancellable loan
commitments of 10% and to securitizations with early amortization
features of 10% or a percentage related to indictors of the likelihood that
early amortization is triggered (such as excess spread).

®  Increasing the risk weights on delinquent or nonaccrual loans and risky
types of commercial real estate loans.

Basel II’s Advanced Internal-Ratings-Based Approach for assessing credit
risk requires banks to assess each borrower’s probability of default, the
expected loss rate given a borrower’s default for each exposure to the
borrower, and the expected amount of each exposure given the borrower’s
default. Banks generally will have to deduct from risk-based capital expected
credit losses (e.g., through the allowance for loan losses) and will have to
set aside capital for unexpected credit losses. Basel II’s Advanced Measure-
ment Approach for assessing operational risk requires banks to model the
drivers and distribution of losses from operational risk using both internal
and external data. Banks generally will have to set aside capital for both
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expected and unexpected losses from operational risk. In September 2006
the federal bank regulators issued a notice of proposed rulemaking that
contains their proposals and requests for comments regarding the imple-
mentation of Basel I1.3

Regulatory Cycles

Historically, bank regulation has cycled between periods of increasing and
decreasing regulation; we are currently in a period of deregulation. The main
types of regulation subject to these trends have been interest rate ceilings,
restrictions on providing nonbanking services (e.g., securities and insurance),
and geographical restrictions (interstate banking and intrastate branching).
A brief history of the highpoints of legislation affecting bank regulation
follows.

From about the time of the Great Depression through the 1970s, bank
regulation increased. Three main laws were passed during this period: the
McFadden Act (1927), the Banking (Glass-Steagal) Act (1933), and the Bank
Holding Company Act (1956). The McFadden Act made branching of nation-
ally chartered banks subject to the same branching regulations as state-
chartered banks. At the time, state-chartered banks typically were not
allowed to engage in interstate banking, and so this act essentially prohibited
interstate banking. The 1994 Riegle-Neal Interstate Banking and Branching
Efficiency Act essentially eliminated the McFadden Act’s prohibitions against
interstate banking, although in 29 states it is necessary to acquire a bank
already operating in that state in order to enter the state. Legislation is cur-
rently under consideration in the House of Representatives that would allow
de novo entry into all states.

The Banking Act prohibited commercial banks from underwriting secu-
rities, with the exception of municipal and U.S. bonds, private placements,
and real estate loans. This portion of the act has been substantially repealed
by GLBA. The Banking Act also established the FDIC to insure bank deposits.

The Bank Holding Company Act prohibited bank holding companies
from owning or being owned by nonfinancial enterprises. This act also
restricted the ability of a bank holding company to acquire banks in other
states unless allowed by the state (i.e., it extended the McFadden Act’s provi-
sions to bank holding companies). Commercial enterprises effectively
circumvented the intent of this act by purchasing banks, renouncing their
bank charters, and performing only a subset of normal banking activities,
thereby becoming “nonbank banks.” The Competitive Equality in Banking
Act of 1987 (CEBA) curtailed the creation of new nonbank banks and subjected
existing nonbank banks to the same restrictions on interstate banking as apply
to banks. CEBA created a loophole for industrial loan companies (ILCs) that
at the time were small local institutions that offered loans to industrial work-
ers and did not offer demand deposits or other checking accounts; however,
it did allow new ILCs to be created if they remained small or did not offer
checkable deposits. Some ILCs have been created and grown very large since
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the passage of CEBA by refraining from offering checkable deposits. The
largest is Merrill Lynch Bank USA, which in March 2006 held assets of $62
billion and deposits of $54 billion. Wal-Mart has applied to create an ILC
in Utah that would service its huge credit and debit card and check trans-
action volume and also offer FDIC-insured certificates of deposits (through
brokers); if allowed, this ILC presumably would quickly become very large.
There has been considerable opposition to ILCs in general and Wal-Mart’s
application in particular, however, and this political pressure caused the FDIC
to decide in July 2006 to delay decisions regarding all ILC applications for
six months.

During the 1970s, high inflation combined with interest rate ceilings
caused banks to lose deposits to higher-yielding investment products offered
by other financial institutions and to securities. Thrifts’ cost of funds from
nondeposit sources often exceeded the rates they were earning on their long-
term, fixed-rate residential mortgage portfolios, causing their widespread
ill health and frequent insolvency. These problems motivated the following
two deregulatory laws in the early 1980s: the Depository Institutions Dereg-
ulation and Monetary Control Act (DIDMCA, 1980) and the Garn-St. Germain
Depository Institutions Act (DIA, 1982).

DIDMCA phased out interest rate ceilings by 1986, allowed interest-
bearing checking through negotiable order of withdrawal (NOW) accounts,
made reserve requirements uniform for all depository institutions, made avail-
able Federal Reserve services such as borrowing at the discount window to
most financial institutions, increased deposit insurance coverage from $40,000
to $100,000 per account, and allowed federally chartered thrifts to make
consumer and commercial loans.

DIA allowed thrifts to issue demand deposits, money market, and super-
NOW accounts, with the last two accounts free of interest rate ceilings. It
enabled thrifts to hold a broad spectrum of assets, including commercial paper
and bonds, even junk bonds.

Together, DIDMCA and DIA eliminated most of the meaningful distinc-
tions between thrifts and commercial banks. Many banking observers view
these acts as contributing to the thrift crisis that occurred in the late 1980s.
In particular, the extension of deposit insurance coverage made thrifts—
and their depositors, who might otherwise have monitored thrifts’ asset allo-
cations—insensitive to downside risk. Accordingly, some thrifts took on too
much risk in an attempt to increase the probability that they would become
or remain solvent.

Although most of the provisions of DIDMCA and DIA still hold, thrifts
now are required to hold a less risky set of assets and are subject to risk-based
deposit insurance and increased regulatory scrutiny, as specified in FIRREA
in 1989 and FDICIA in 1991. The QTL provision of FIRREA (discussed in
the “Activities of Depository Institutions” section) limits the ability of thrifts
to hold risky assets such as junk bonds. The QTL provision created new dis-
tinctions between thrifts and commercial banks.
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Also, FIRREA completely revamped the regulation of thrifts. It created
the OTS to regulate thrifts, because it was widely believed that thrifts had
“captured” their prior regulator, the Federal Home Loan Bank Board. It
transferred deposit insurance for savings and loans from the insolvent Federal
Savings and Loan Insurance Corporation to the (marginally more solvent)
Savings Association Insurance Fund (SAIF). It transferred deposit insurance
for savings banks to the Bank Insurance Fund (BIF), the same fund as for com-
mercial banks. The Federal Deposit Insurance Reform Act of 2005 recently
combined the SAIF and BIF into the Deposit Insurance Fund, which is admin-
istered by the FDIC.

In addition, FIRREA provided a variety of ways to deal with failing thrifts.
For example, it allows healthy commercial banks to acquire failing thrifts.
It created the Resolution Trust Corporation (RTC) to dispose of the assets
of failed thrifts; having performed this task, the RTC disbanded in 1995.
FIRREA also allows healthy thrifts to be chartered as commercial banks.
In addition, FIRREA imposed uniform capital requirements on thrifts and
commercial banks.

As discussed, whenever a bank’s leverage capital ratio falls below well
capitalized, FDICIA requires bank and thrift regulators to take prompt correc-
tive actions. FDICIA limits the ability of the FDIC to employ its too-big-to-fail
policy, in which the FDIC pays off all the depositors of a very big bank regard-
less of whether their deposits were insured or not. However, FDICIA does
allow uninsured depositors of a failed bank to be paid if to do otherwise
would “have serious adverse effects on economic conditions or financial
stability,” referred to as the “systemic risk exception.” Also, FDICIA intro-
duced risk-based deposit insurance premiums, and it limits the ability of the
Federal Reserve to lend to failing banks.

Reflecting the generally good times in the banking industry since the
early to mid-1990s and the consolidation of the financial services industries,
the current trend is toward deregulation, as evidenced most notably by GLBA
in 1999. This act essentially repeals the portions of the Banking Act, Bank
Holding Company Act, and DIA limiting the ability of banks to underwrite
securities and insurance and to be affiliated with nonfinancial enterprises.
As discussed in the “Activities of Depository Institutions” section, GLBA
allows the creation of financial holding companies in which all types of finan-
cial services activity may be performed. Financial holding companies are bank
holding companies that have filed successfully with the Federal Reserve. Each
of their depository institution subsidiaries is required to be well managed and
capitalized and to have a satisfactory rating under the Community Reinvest-
ment Act of 1977.

In implementing GLBA, the Federal Reserve and Treasury Department
negotiated rules regarding where specific financial services activities must
be located within the corporate structure of financial holding companies.
Within limits, securities underwriting and insurance agency activities can
be performed by subsidiaries of banks, while insurance underwriting and
merchant banking must be performed by subsidiaries of financial holding
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EXHIBIT 2.3 Schematic Corporate Structure of a Financial Holding
Company

Financial Holding Company

Y N

Insurance Underwriter ~ Merchant Bank Bank

N

Securities Firm Insurance Broker

companies, that is, by affiliates of banks. Exhibit 2.3 depicts a schematic cor-
porate structure. The logic behind these rules is that activities that have been
performed by many banks for a while without significant problems (secu-
rities) or that are low risk (insurance brokerage) may be performed in sub-
sidiaries of banks and so can be integrated with the banks’ other activities.
Activities that are high risk and for which banks have relatively little expe-
rience (merchant banking and insurance underwriting) must be performed
in subsidiaries of the financial holding company, which better protects banks
from those risks. The Federal Reserve and Treasury Department originally
indicated that they would reconsider the possibility of bank subsidiaries per-
forming merchant banking after five years, although they have not provided
any indication of undertaking such a reconsideration yet.

Exhibit 2.4 summarizes the evolution and current state of bank regu-
lation. Interest rate ceilings (with the exception of usury restrictions) are gone,
geographical restrictions are substantially gone, and healthy banks are free
to align with other financial institutions through financial holding com-
panies, subject to Federal Reserve approval.

BANK SUBTYPES

This section introduces some generally useful terminology and distinctions
pertaining to various subtypes of banks.

Wholesale versus Retail Banks

On the asset side, wholesale banks make mostly large-denomination loans
to businesses, governments, and other large institutions, while retail banks
lend predominantly in smaller amounts to households and small businesses.
On the liability side, wholesale banks tend to raise funds through larger,
higher-interest-bearing deposits and other managed liabilities, while retail
banks tend to raise funds from smaller and lower- or noninterest-bearing
“core deposits,” that is, passbook savings, small time, and checking/NOW
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EXHIBIT 2.4 Cyclical Nature of Bank Regulation

Period
Type of Pre-1980 1980-1987 1989-1991 1994 —Present
Regulation (Regulation) (Deregulation) (Regulation) (Deregulation)

Interest Rate

Regulation Q

DIDMCA

Caps (1993) (1980) phases
introduces out by 1986;

DIA (1982)
eliminates on
money market/
NOW accounts

Line of

Business

Restrictions:

Securities Banking Act CEBA (1987) GLBA (1999)
(1933) allows Section allows financial
restricts 20 affiliates to holding

perform limited companies
activities to perform

Insurance BHCA (1956) GLBA (1999)
restricts allows financial

holding
companies
to perform

Commercial BHCA (1956) Still restricted

restricts
Geographical
Restrictions:
Intrastate McFadden Act Many states Most or all
branching (1927) restricts  allow states allow
if state laws
restrict
Interstate BHCA (1956) Many states Riegle-Neal
branching restricts if state  allow Act (1994)
laws restrict allows

BHCA denotes Bank Holding Company Act. CEBA denotes Competitive Equality in Banking
Act. DIDMCA denotes Depository Institutions Deregulation and Monetary Control Act. DIA
denotes Depository Institutions Act. GLBA denotes Gramm, Leach, Bliley Act.

accounts. Retail banks typically have extensive branch networks, which yield
higher net interest margin but also higher noninterest expenses.

Thrifts and small commercial banks are typically retail, while larger
commercial banks tend to be wholesale. There are exceptions, however. For
example, Bank of America, the second largest bank in the United States, is
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substantially a retail bank. Exhibit 2.5 illustrates some of the differences be-
tween larger (i.e., more likely to be wholesale) and smaller (i.e., more likely
to be retail) commercial banks.

Corporate versus Consumer Banks

This distinction overlaps substantially with the wholesale/retail dichotomy,
but it is based on the clientele of the bank rather than the services offered.
John Reed, the former chief executive officer of Citibank, described a mind-
set difference between consumer and corporate banks, with consumer banks
focusing on the efficient provision of a standardized product and corporate
banks focusing on developing customer-specific products. Citibank is largely
a corporate bank.

As a result of the losses incurred by large banks in the period from 2000
to 2002 on wholesale and corporate positions (e.g., Enron), many of these
banks have moved aggressively in the retail and consumer direction over the
past few years, primarily via mergers and acquisitions. For example, J. P.

EXHIBIT 2.5 Balance Sheet and Income Statement Statistics for
U.S. Commercial Banks in 2005

Bank Size Rank
1-10 11-100 101- >1,000
Largest 1,000 Smallest
(Most (Most
Wholesale) Retail)
Balance Sheet Numbers as a
Percent of Average Assets:
Commercial loans 10.6 12.2 11.8 10.2
One- to four-family residential loans 17.7 21.1 15.2 17.2
Core deposits 40.2 48.2 59.1 67.7
Managed liabilities 40.8 37.0 28.3 21.0
Income Statement Numbers as a
Percent of Average Assets:
Interest revenue 4.47 5.34 5.57 5.78
Interest expense 1.89 1.94 1.84 1.82
Loan loss provision .20 .52 24 21
Noninterest income 2.37 2.75 2.02 1.34
Noninterest expense 2.99 3.55 3.37 3.49

Source: Federal Reserve Board, “Profits and Balance Sheet Developments at U.S. Commer-
cial Banks in 2005,” Federal Reserve Bulletin (June 2006). This data is for individual banks,
not for bank or financial holding companies.
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Morgan Chase acquired Bank One, a primarily retail/consumer bank. As a
result, certain aspects of retail and consumer banking, such as credit card and
mortgage origination and servicing, are now concentrated in a small number
of very large and previously wholesale or corporate banks.

Money Center versus Superregional
versus Regional versus Local Banks

Money center banks are large banks with a wholesale and international focus,
such as Citibank, JPMorgan Chase, and Bank of America, although the latter
is primarily domestically focused. Perhaps because the number of true money
center banks has dwindled due to mergers and acquisitions, this term has
fallen somewhat out of fashion recently. Bank regulators and others are now
more likely to refer to banks with money-center-like attributes simply as
large and internationally active, and to include in this category very large
but almost entirely domestically focused banks such as Wachovia, Wells Fargo,
and SunTrust. Superregional banks operate in a number of states and have
a retail and domestic focus, such as PNC Financial and Keycorp. Such banks
usually grow through acquisitions of regional and local banks. Regional banks
are smaller and less geographically extended versions of superregional banks.
Local banks are retail banks that operate in a narrowly defined geographical
area, usually a single state.

Merchant Banks

Merchant banks take equity positions in nonfinancial firms, and they also
provide various corporate finance services, such as advice on mergers and
acquisitions, securities underwriting, and bridge financing. Merchant banks’
fee income often exceeds their net interest income.

Under GLBA, financial holding companies’ investments in nonfinancial
firms must be made as a part of a bona fide underwriting or merchant bank-
ing or investment banking activity. In particular, these investments may not
be made to evade prohibitions on financial holding companies engaging in
nonfinancial activities prohibited under the act. Merchant banks are allowed
to hold equity investments for up to 10 years, however, and so they do partic-
ipate in the performance of nonfinancial firms.

Investments in nonfinancial firms must be held by a subsidiary of the
financial holding company, not by a bank or its subsidiaries. In contrast,
equity positions in financial firms are allowed by the bank and its subsidiaries.

RECENT TRENDS

Some important recent trends affecting banks include:

®  [oss of market share

=  High profitability and increasing fee income
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" Increasing risk tolerance and diversification
®  Increasingly backup sources of funds

= Industry consolidation and regulation

m  Technological change and cost structure

Loss of Market Share

Various alternative sources of and competitors for funds have arisen since
the 1970s, and as a result, banks hold a smaller share of the financial assets in
the economy. As illustrated in Exhibit 2.6, financial institutions competing
against and growing faster than banks include mutual funds, private pension
funds, and life insurers.

This loss of market share can be attributed to specific types of competi-
tors taking away specific types of borrowers from banks, as illustrated in
the examples that follow. As shown in Exhibit 2.7, the corporate bond and
commercial paper markets and finance companies have taken away large and
small commercial and industrial loans, respectively. As shown in Exhibit 2.8,
finance companies, mortgage banks, real estate investment trusts (REITs),
mortgage-backed securities purchasers, and government-sponsored entities
(GSEs) have taken away mortgages. As shown in Exhibit 2.9, finance compa-
nies and consumer loan-backed securities purchasers have taken away con-
sumer loans. The last two examples largely reflect the growth of financial
asset securitization, an increasingly important market-based source of funds.
Although mortgages and consumer loans are the most commonly securitized
financial assets, even commercial and industrial loans and junk bonds have
begun to be securitized.

Some of these trends have partly reversed over the past decade due to
banks’ good health, as low interest rates reduced the opportunity cost of hold-
ing deposits and as GLBA freed banks to compete in ways not previously

EXHIBIT 2.6 Financial Assets Held by Type of Financial Institution in the
United States ($ in trillions)

Year
1970 1980 1990 2000 2005
Commercial banks ) 1.5 3.4 6.5 9.3
Thrifts 3 9 1.5 1.7 2.5
Mutual funds 1 1 1.1 6.4 8.3
Private pension funds N .5 1.6 4.5 5.0
Life insurers 2 5 1.4 3.1 4.4

Source: Federal Reserve Board Statistical Release Z.1, “Flow of Funds Accounts of the
United States,” tables L.109, .114, .115, .117, .118, and .121-.123.
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EXHIBIT 2.7 Funding Sources for Outstanding Borrowings of Nonfarm,
Nonfinancial Corporate Businesses in the United States by Year
($ in billions)

Year
1970 1980 1990 2000 2005
Commercial banks 104 230 546 853 638
Commercial paper 7 28 116 278 94
Corporate bonds 167 366 1,008 2,230 3,006
Finance companies 20 78 241 413 431

Source: Federal Reserve Board Statistical Release Z.1, “Flow of Funds Accounts of the
United States,” table L.102.

EXHIBIT 2.8 Funding Sources for Outstanding One- to Four-Family
Residential Mortgages in the United States by Year
($ in billions)

Year

1970 1980 1990 2000 2005

Commercial banks 42 159 430 966 1,774
Thrifts 165 483 650 719 1,201
Finance companies and REITs 7 23 81 195 624

Mortgage-backed securities and GSEs 18 165 1,162 3,008 5,476

Source: Federal Reserve Board Statistical Release Z.1, “Flow of Funds Accounts of the
United States,” table L.218.

EXHIBIT 2.9 Funding Sources for Outstanding Consumer Loans in the
United States by Year ($ in billions)

Year

1970 1980 1990 2000 2005

Commercial banks 66 180 382 551 707
Thrifts 17 67 141 249 338
Finance companies 32 79 138 234 517
Consumer loan-backed securities 0 0 77 521 597

Source: Federal Reserve Board Statistical Release Z.1, “Flow of Funds Accounts of the
United States,” table L.222.
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available. In addition, during the hedge fund crisis in late 1998 and other
times of economic uncertainty, both borrowers and lenders often have trans-
acted with banks rather than skittish securities markets.

High Profitability and Increasing Fee Income

Banks’ performance had been very good since 1993, with only a very minor
bump during the 2001-2002 recession. Over this period, the average return
on equity for chartered commercial banks (i.e., the portion of bank/finan-
cial holding companies devoted to commercial banking) was consistently about
15%. In contrast, their return on equity during the banking crisis from 1987
to 1991 averaged about 7%.* Thrifts experienced a similar but even more
extreme pattern of profitability, although they remain somewhat less profit-
able than commercial banks, as discussed in Chapter 3. Reflecting this pro-
longed period of good performance, 98% of chartered commercial bank
assets were held by well-capitalized banks in 2005.°

Fee income is becoming a relatively bigger determinant of profitability
compared to interest margin. For example, noninterest income for chartered
commercial banks has risen from 1.81% of interest revenue in 1990 to 2.37%
in 2005,° with these figures ignoring the fee income earned outside the char-
tered commercial bank in a subsidiary of the financial holding company,
which undoubtedly has grown far more sharply. This rise reflects both lower
net interest income and higher noninterest income. Net interest income is
low both because generally low interest rates have led to low rates earned
on assets and because banks now rely more on managed liabilities, which pay
higher rates than core deposits. Fee income is high because banks perform
more services of various types, for which they charge higher fees.

Increasing Risk Tolerance and Diversification

After the bank crisis of the late 1980s, banks were very cautious in making
lending decisions in the early 1990s. During the period of profitability just
described, banks became progressively more willing to accept credit and other
risks. For example, commercial banks gradually made more commercial and
industrial loans, and they increased the amount of their fixed-rate, long-term
lending.

Working to reduce their risk, banks are better diversified than they were
before the bank crisis. Although thrifts remain constrained by the QTL provi-
sion of FIRREA, this provision has been weakened over time by the broaden-
ing of the definition of QTIs.

Increasingly Backup Sources of Funds

Banks are increasingly backup rather than primary sources of funds, for exam-
ple, issuing standby letters of credit and loan commitments for a fee. During
the hedge fund crisis in late 1998, when credit markets tightened, and also
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during the recession of 2001-2002, many of these commitments were exer-
cised, exposing banks to potentially underpriced credit risk. More generally,
banks are becoming more risk managers or credit guarantors and less depos-
itory institutions.

Industry Consolidation and Regulation

Banking and the other financial services industries are consolidating through
mergers and acquisitions. Some of these combinations are driven by the desire
to expand and/or consolidate branch operations (e.g., Chemical with Chase
Manhattan and many acquisitions of thrifts by commercial banks) or, recently,
to expand retail and consumer banking generally (e.g., JPMorgan Chase with
Bank One). Others are driven by the desire to expand across states (e.g.,
Bank of America with first Nationsbank and then FleetBoston). Others are
driven by banks’ desire to expand into nonbank activities or nonbanks’ desire
to expand into banking and their ability to do so under GLBA (e.g., Travelers
with Citicorp and UBS with Paine Webber). As of March 2003, the number
of financial holding companies (FHCs) engaging in nonbank financial activ-
ities under GLBA were: securities underwriting and dealing (57 FHCs), mer-
chant banking (26 FHCs), insurance underwriting (26 FHCs), and insurance
brokerage (165 FHCs).”

The consolidation and diversification of the financial services industries
poses problems for regulators interested in maintaining a level playing field
for financial institutions or in assessing their risk. Many of these problems
also apply to the analysis of financial institutions.

Technological Change and Cost Structure

Technology (e.g., automated teller machines [ATMs], telephone and Inter-
net banking) is changing the nature of retail banking. Banks now exist that
have no branches and for which all transactions are conducted over the tele-
phone or electronically. As a result, noninterest expense (especially for facilities
and salaries) is declining.
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Thrifts

his chapter introduces the financial reporting and analysis issues for thrifts,

the simplest type of depository institution and similar in most respects
to retail commercial banks. The first section describes the structure of thrifts’
financial statements, interweaving discussion of the historical and current
financial performance of the thrift industry and the financial statements of
a representative thrift. The second section outlines the risk-return trade-offs
that thrifts face and the financial analysis issues they imply. These trade-offs
and analysis issues all apply to commercial banks and most apply to other
types of financial institutions. This section leads naturally into Chapters 4,
5, and 6, which describe in detail three fundamental types of financial analy-
sis for thrifts and other financial institutions:

1. Analysis of disclosures of interest rate risk and net interest earnings
2. Analysis of disclosures of credit risk and losses

3. Analysis of fair value accounting and disclosures for financial instruments

The material in Chapter 2 describing thrifts’ nature and regulation as depos-
itory institutions is not repeated.

As a practical matter, the material in this chapter is most likely to pertain
to the thrift component of a diversified financial or thrift holding company.
Relatively few undiversified thrifts of any size remain today, for two main
reasons. First, under the Savings and Loan Holding Company Act of 1967,
unitary thrift holding companies—which hold only one thrift and comprise
the vast majority of thrift holding companies—had much more freedom to
diversify than did commercial banks prior to the passage of the Gramm, Leach,
Bliley Act of 1999 (GLBA). Unitary thrift holding companies could engage
in any activity that did not directly threaten the subsidiary thrift, including
nonfinancial activities. The ability of thrifts to engage in new nonfinancial
activities has been eliminated by GLBA, however. In 1996, approximately 20%
of unitary thrift holding companies engaged in nonbanking activities, mostly
real estate, insurance, and securities.!

Second, the number of thrifts has decreased rapidly (e.g., from 3,677
in 1986 to 1,305 in 20035) for several reasons, all of which are primarily
attributable to the thrift industry troubles that spanned from the mid-1970s
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to the early 1990s, peaking around 1990.% These reasons are partially illus-
trated by data available from 1990 to 2005 for federally chartered thrifts
regulated by the Office of Thrift Supervision (OTS).? Such regulated thrifts
numbered 2,359 or 83% of thrifts in 1990 and 863 or 66% of thrifts in 2003,
with the percentage decline attributable to a large number of federally char-
tered thrifts converting to state charters. From 1990 to 2005, 439 OTS-
regulated thrifts failed and 65 voluntarily dissolved, with almost all of the
failures occurring from 1990 to 1992. These failure statistics do not reflect
the large number that occurred during the late 1980s. As allowed under the
Financial Institutions Reform, Recovery, and Enforcement Act of 1989
(FIRREA), 213 healthy thrifts converted to commercial banks and 493 thrifts
were acquired by commercial banks from 1990 to 2005.

Historically, the vast majority of thrifts were mutually owned by their
depositors; for example, in 1978, 3330 (76%) of the 4,373 thrifts in the
United States were mutuals.* Due to demutualizations primarily occurring
in the mid-1980s to 1990s, however, most thrifts (and all of the largest thrifts)
now are stock corporations, with some part of a mutual holding company.
In 20035, only 339 (26%) of 1,305 thrifts were mutuals.® The largest mutual
thrift remaining is Third Federal Savings and Loan, the 28th largest thrift
in the United States based on assets, and about 1/40th the size of Washing-
ton Mutual, the largest. Since demutualizations of thrifts have diminished
in number and significance in the past decade, demutualizations are discussed
in more detail in Chapter 14 in the context of insurers.

FINANGIAL STATEMENT STRUCTURE

This section discusses the structure of thrifts’ balance sheets, income state-
ments, and cash flow statements. Descriptions of the historical and current
financial performance of the thrift industry and of sample financial state-
ments from the Form 10-K filing of Golden West Financial Corporation for
the fiscal year ending December 31, 2005, are interwoven to provide context.

Golden West is a large thrift holding company, the second largest in the
United States, that remains largely undiversified. Its primary subsidiary is
World Savings Bank, a federally chartered savings bank. It also owns two
small securities subsidiaries: Atlas Advisors (an investment advisor) and Atlas
Securities (a registered broker-dealer). Golden West has a very simple balance
sheet even for a thrift, and it is traditional in most respects except that it
primarily holds adjustable-rate one- to four-family residential mortgages and
mortgage-backed securities, so that it does not incur substantial interest rate
risk. Golden West is able to earn a positive interest rate spread primarily
because it performs the funds aggregation role discussed in Chapter 1’s
“Funds Aggregation” section. It also charges fees for various activities, such
as account servicing and mortgage origination and servicing. Wachovia agreed
to acquire Golden West in May 2006, and this deal was approved by the
Federal Reserve in September of that year.
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Balance Sheet

The balance sheets of thrifts are unclassified, meaning that there is no distinc-
tion between current and noncurrent accounts. This reflects the liquid nature
of their mostly financial assets and liabilities. Assets and liabilities typically
are listed in order of liquidity, which reflects a combination of intent to hold
and term to maturity.

Exhibit 3.1 reports the average percentage balance sheet (all numbers
are divided by average total assets) for federally insured thrifts in 2005. Thrifts’
primary assets are residential mortgage loans and mortgage-backed securi-
ties, which constitute 63% of total assets, reflecting the qualified thrift lender
provision of FIRREA, which requires that thrifts hold 65% of their assets
in qualified thrift investments. Their primary liabilities are deposits (60%
of which are insured by the Federal Deposit Insurance Corporation [FDIC])
and Federal Home Loan Bank (FHLB) advances, which together total 76%
of thrifts’ financing. Thrifts’ core deposit intangible assets—which represent
the expected future interest cost benefit from core deposits and is discussed
in detail the “Core Deposit Intangibles” section—are generally not recog-
nized on their balance sheets unless acquired in a business combination.

The composition of thrifts” balance sheets has changed in fairly signif-
icant ways over time.® In the highly regulated period prior to 1975, thrifts’
balance sheets were dominated by one- to four-family residential mortgage

EXHIBIT 3.1 Thrift Industry Balance Sheet as a Percentage
of Average Industry Assets in 2005

Assets:
Cash and investment securities 7.3%
Mortgage-backed securities 13.2%
One- to four-family residential mortgages 50.0%
Other assets (fairly diversified) 29.5%
Total assets 100%

Equities:
Deposits (60.2% insured) 58.1%
FHLB advances 17.7%
Other liabilities 13.0%
Total liabilities 88.8%
Owners’ equity 11.2%
Total liabilities and equity 100%

Source: Office of Thrift Supervision, “2005 Fact Book: A Statistical
Profile of the Thrift Industry,” April 2006, Tables 1.11 and 2.2.1.
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assets (about 85% of assets) and core deposit liabilities (about 80% of assets),
and thrifts were generally well capitalized. During the late 1970s and espe-
cially through the deregulatory period in the 1980s, thrifts moved away from
residential mortgages partly into mortgage-backed securities as that market
developed and partly into a wide range of other, often credit riskier assets
allowed under the Depository Institutions and Monetary Control Act of 1980
and the Garn-St. Germain Depository Institutions Act of 1982, with resi-
dential mortgage related assets barely exceeding 50% of thrifts’ assets in the
mid-1980s. Thrifts also lost core deposits during this period due to higher
interest rates and the increasing availability of alternative investments oppor-
tunities for depositors, with core deposits declining to about 65% of assets
in the mid-1980s. Thrifts replaced these deposits with noncore deposits, FHLB
advances, and other wholesale borrowings. Thrifts were undercapitalized
throughout the 1980s.

As discussed, the passage of FIRREA in 1989 required thrifts to hold
more mortgage-related assets. From 1989 to 20035, these changes in thrifts
balance sheet composition have occurred. On the asset side, one- to four-
family residential mortgages have risen from 41% to 50% of total assets
and cash and investment securities have fallen from 13% to 7% of total
assets, reflecting the current dynamic residential mortgage market and also
thrifts’ recent preference for holding mortgages rather than somewhat lower-
yielding mortgage-backed securities. On the liability side, deposits have fallen
from 76% to 58% of total assets; moreover, the percentage of deposits that
are insured by the FDIC (requiring a balance of less than $100,000, a proxy
for core deposits) has fallen from 87% to 60%. These changes reflect the
increasing number of alternative investments in which potential depositors
can place their money, and it implies that thrifts are continuing to become
more wholesale on the liability side. About half of the decrease in deposits
has been offset by an increase in FHLB advances from 8% to 18% of total
assets, with the remainder being offset by a dramatic increase in owners’ equity
from an undercapitalized 3.6% of total assets in 1989 to a very well capital-
ized 11.2% in 2005.

Even now that they are well capitalized, like most types of financial insti-
tutions thrifts have high financial leverage compared to nonfinancial firms
(i.e., liabilities are approximately eight times owners’ equity in 2005). This
high leverage is not a problem in a good economy with low and diversifi-
able credit risk and stable interest rates. It was a problem during the thrift
crisis, however, when thrifts were hurt by high levels of default in the
residential mortgage market in many areas of the country and by holding
much longer duration assets than liabilities given the cumulative effect of
interest rate volatility since the mid-1970s.

Golden West’s balance sheet at the end of 2005 is reported in Exhibit
3.2. Its balance sheet reflects the liquidity ordering just described. Reflect-
ing Golden West’s relative lack of diversification, 96% of its assets are in
residential mortgages and mortgage-backed securities. On the liability side,
Golden West is somewhat more wholesale than the average thrift, with a lower
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percentage of deposits (48% of assets) and higher percentage of FHLB advances
and other wholesale borrowings (44% of assets). Some of this wholesale char-
acter is an artifact of Golden West’s large, entirely organic growth in assets
over the past few years (e.g., from $58.6 billion in 2001 to $124.6 billion in
2005, 126% growth over four years), which has been difficult to finance solely
with deposits, and the still fairly low interest rates on wholesale borrowings

EXHIBIT 3.2 Golden West Financial Corporation and Subsidiaries
Consolidated Statement of Financial Condition ($ in thousands)

December 31
2005 2004

ASSETS:
Cash $ 518,161 $ 292,421
Federal funds sold and other investments 1,321,626 936,353
Securities available for sale, at fair value 382,499 438,032
Purchased mortgage-backed securities available for

sale, at fair value 11,781 14,438
Purchased mortgage-backed securities held to

maturity, at cost 303,703 376,632
Mortgage-backed securities with recourse held to

maturity, at cost 1,168,480 1,719,982
Loans receivable:

Loans held for sale 83,365 52,325

Loans held for investment less allowance for loan

losses of $295,859 and $290,100 117,798,600 100,506,854
Total Loans Receivable 117,881,965 100,559,179

Interest earned but uncollected 392,303 248,073
Investment in capital stock of Federal Home

Loan Banks 1,857,580 1,563,276
Foreclosed real estate 8,682 11,461
Premises and equipment, net 403,084 391,523
Other assets 365,299 338,171

Total Assets

LIABILITIES AND STOCKHOLDERS’ EQUITY:
Deposits

Advances from Federal Home Loan Banks
Securities sold under agreements to repurchase
Bank notes

Senior debt

Taxes on income

Other liabilities

Total Liabilities

$124,615,163

$106,888,541

$ 60,158,319 $ 52,965,311
38,961,165 33,781,895
5,000,000 3,900,000
2,393,951 2,709,895
8,194,266 5,291,840
547,653 561,772
688,844 402,952
115,944,198 99,613,665

(continues)
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EXHIBIT 3.2 (Continued)

December 31
2005 2004
Stockholders’ equity:
Common stock, par value $.10:
Authorized 600,000,000 shares
Issued and outstanding, 308,041,776
and 306,524,716 shares 30,804 30,652
Additional paid-in capital 338,997 263,770
Retained earnings 8,077,466 6,728,998
8,447,267 7,023,420
Accumulated other comprehensive income
from unrealized gains on securities, net of
income tax of $140,482 and $158,347 223,698 251,456
Total Stockholders’ Equity 8,670,965 7,274,876
Total Liabilities and Stockholders’ Equity $124,615,163  $106,888,541

in 2005, which made the interest cost benefits of issuing deposits over whole-
sale borrowings relatively small.

At 7.0%, Golden West has considerably lower owners’ equity as a percent-
age of assets than the average thrift. This reflects the very low level of interest
rate risk associated with its mostly adjustable-rate mortgages and mortgage-
backed securities as well as relatively low credit risk. This percentage increased
slightly from 6.8% in 2004, reflecting a higher growth rate in owners’ equity
than assets during the year.

Income Statement

The order of thrifts’ income statements reflects the historical primacy of net
interest income. This primacy has diminished somewhat over time, however,
as thrifts, especially the larger ones, have focused relatively more on loan
origination and servicing. For example, driven by record mortgage origi-
nations due to historically low interest rates and a hot residential real estate
market, 2003 was the most profitable year ever in thrift industry history.
Washington Mutual, the largest U.S. thrift, issued an earnings warning in
December 2003 resulting primarily from a decline in mortgage originations
and the fees and gains on sale they generate as interest rates began to rise
at the end of the year. Interest revenue is at the top of the income state-
ment, from which interest expense is subtracted to yield net interest income
before the provision for loan losses. The provision for loan losses is subtracted
to yield net interest income after the provision for loan losses. The provi-
sion for loan losses naturally offsets net interest income before the provision
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for loan losses, since loans subject to greater credit risk should carry higher
interest rates, all else being equal. At the bottom of the income statement,
other income, usually mostly fees for account servicing and mortgage orig-
ination and servicing and gains on the sale and securitization of mortgages,
is added. Finally, noninterest expenses, usually primarily the cost of oper-
ating a retail banking network, and tax expense are subtracted.

Exhibit 3.3 reports the average percentage income statement (all numbers
are divided by interest revenue) for federally insured thrifts in 2005. Thrifts’
income statements have changed radically over the past 25 years. Through-
out the 1980s, when thrifts had to pay high interest rates to raise funds, they
had very low (and in 1981 and 1982 negative) net interest income before
the provision for loan losses. Moreover, the provision for loan losses peaked
at 12.6% of interest revenue in 1988, a year of unusually frequent mortgage
defaults due to a depressed real estate market throughout most of the United
States. Industry net income was negative in 6 of the 10 years from 1981 to
1990. In contrast, in 2005, thrifts had net interest income before the provision
for loan losses of 53.7% of interest revenue and a provision for loan losses
of 4.0% of interest revenue.

Noninterest income also has risen gradually as a percentage of interest
revenue over time, from 7.9% in 1981 to 33.0% in 20035, as thrifts have
increasingly provided financial services for fees. Working in the opposite
direction, however, noninterest expense also has risen as a percentage of
interest revenue, from 15.4% in 1981 to 47.4% in 2005, in part because
the cost of operating a retail banking network has increased and in part
because the provision of services for fees involves noninterest expense. The
low interest rates in 2005 compared to 1981 also partly explain the increases
in these noninterest items as percentages of interest revenue.

EXHIBIT 3.8 Thrift Industry Income Statement as a Percentage of
Interest Revenues in 2005

Interest income 100%
— Interest expense (46_.3)
Net interest income before the provision for loan losses 53.7
— Provision for loan losses (4.0
Net interest income after the provision for loan losses 49.8
+ Noninterest income 33.0
— Noninterest expense (47.4)
— Tax expense (12.6)
Net income 22.7%

Source: Office of Thrift Supervision, “2005 Fact Book: A Statistical Profile of
the Thrift Industry,” April 2006, Table 3.3.




92 THRIFTS

Reflecting their relatively small interest-rate spread, thrifts typically have
a low return on assets, averaging 1.19% in 20035. Their high leverage leads
to a relatively normal return on equity, however, averaging 12.84% in 2005.
Thrifts are currently much more profitable than they were during the thrift
crisis, as discussed earlier. Despite their current health, however, in most
years thrifts’ return on equity remains about 85% of commercial banks. The
sole exception to this occurred in 2003, when the profitability of the thrift
industry rivaled that of banks. For example, the thrift industry’s return on
assets was 1.29% and return on equity was 14.299% in 2003, well above the
quite good levels in 2005.”

Exhibit 3.4 reports Golden West’s income statement in 2005. Despite
its low risk, Golden West is more profitable than the average thrift, with net
income equal to 24.0% of interest revenue. It arrives at this level of net
income by assuming and managing low-risk assets and liabilities with a high
level of efficiency. Reflecting its virtually exclusive focus on adjustable-rate
mortgage assets that on average earn lower interest rates than do fixed-rate
mortgages, Golden West has below-average net interest income before the
provision for loan losses as a percentage of interest revenue of 47.3%. It
has very low noninterest income of 7.5% of interest revenue, reflecting a
low level of diversification into fee-based businesses. Golden West is able
to generate high net income mainly because it has virtually zero credit losses
and very low noninterest expenses at 15.5% of interest revenue. It is able
to maintain such low noninterest expense in part by generating a high level
of deposit volume out of its retail branch network by offering close to market
rate transaction accounts and by promoting deposit products that respond
to changes in depositor preferences as conditions change. It also added a
significant amount of wholesale FHLB advances and senior debt in the past
few years to facilitate its growth.

Cash Flow Statement

The distinction of operating, investing, and financing cash flows on the cash
flow statement is generally arbitrary for thrifts and most other financial insti-
tutions, since most of their activities are financial in nature. For example,
Golden West originates some loans that it intends to retain and some that
it intends to sell. The loans it retains are potentially identical to the ones it
sells, although in fact Golden West tends to retain adjustable-rate mortgages
and to sell fixed-rate mortgages. However, the principal cash flows on the
loans it intends to retain are classified as investing while the principal cash
flows on the loans it intends to resell are classified as operating (like inven-
tory). As a result, a thrift’s unverifiable intent to sell a specific percentage
of loans in a year can have a huge effect on the composition of its cash flows
without affecting its net cash flow. Similar cash flow statement classifica-
tion issues arise from intent-based classifications of investment securities and
various other items. In analyzing thrifts and most other financial institutions,
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EXHIBIT 3.4 Golden West Financial Corporation and Subsidiaries

Consolidated Statement of Net Earnings ($ in thousands)

Year Ended December 31

2005 2004 2003
Interest Income:
Interest on loans $5,969,566  $3,976,619  $3,178,087
Interest on mortgage-backed securities 92,746 131,720 261,712
Interest and dividends on investments 137,584 70,517 88,545
6,199,896 4,178,856 3,528,344
Interest Expense:
Interest on deposits 1,550,517 944,493 938,123
Interest on advances 1,221,795 448,535 269,793
Interest on repurchase agreements 155,511 49,589 9,048
Interest on other borrowings 337,002 117,634 102,996
3,624,825 1,560,251 1,319,960
Net Interest Income 2,935,071 2,618,605 2,208,384
Provision for loan losses 8,290 3,401 11,864
Net Interest Income after Provision
for Loan Losses 2,926,781 2,615,204 2,196,520
Noninterest Income:
Fees 369,867 210,576 163,306
Gain on the sale of securities and loans 10,514 13,216 72,274
Other 81,755 70,131 77,750
462,136 293,923 313,330
Noninterest Expense:
General and administrative:
Personnel 655,425 547,432 453,476
Occupancy 92,877 86,117 76,649
Technology and telecommunications 89,900 79,453 78,701
Deposit insurance 7,556 7,068 6,683
Advertising 28,633 26,743 22,516
Other 88,024 93,313 82,490
962,415 840,126 720,515
Earnings before Taxes on Income 2,426,502 2,069,001 1,789,335
Taxes on income 940,338 789,280 683,236
Net Earnings $1,486,164  $1,279,721  $1,106,099

it is usually wise to ignore cash flow statement classifications and to focus
on what the cash flow statement tells us about the institution’s new invest-
ments and sources of funding during the year. The cash flow statement is

usually illuminating in this regard.
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Exhibit 3.5 reports Golden West’s cash flow statement in 2005. Golden
West’s net cash provided by operating activities during the year was increased
by $429 million larger sale than origination of loans originated for sale.
The investing section of the statement indicates that its main investment
during the year is a $17.6 billion net increase in loans held for portfolio.
The supplementary schedule of noncash transactions indicates that $34.3
billion of loans were securitized into mortgage-backed securities to increase
their usefulness as collateral, though because these securities are fully retained
by Golden West, they remain classified as loans receivable. Golden West’s
main sources of funding for this growth are net increases of $7.2 billion in

EXHIBIT 3.8 Golden West Financial Corporation and Subsidiaries

Consolidated Statement of Cash Flows ($ in thousands)

Year Ended December 31

Cash Flows from Investing Activities:
New loan activity:
New real estate loans originated
for investment portfolio
Real estate loans purchased
Other, net

(51,153,125)
(1,277)
213,623

(48,560,551)
(46,769)
(212,104)

2005 2004 2003
Cash Flows from Operating Activities:
Net earnings $ 1,486,164  $ 1,279,721  $ 1,106,099
Adjustments to reconcile net
earnings to net cash provided by
operating activities:
Provision for loan losses 8,290 3,401 11,864
Amortization of net loan costs 343,710 189,367 100,579
Depreciation and amortization 53,423 48,587 42,379
Loans originated for sale (363,274) (428,526) (2,003,352)
Sales of loans 792,212 552,964 3,217,876
Increase in interest earned
but uncollected (139,507) (60,812) (2,114)
Decrease (increase) in deferred
interest (394,200) (34,157) 41,450
Federal Home Loan Bank stock
dividends (71,366) (44,458) (40,854)
Decrease (increase) in other assets (37,437) 60,415 146,553
Increase (decrease) in other
liabilities 248,321 117,431 (10,128)
Increase (decrease) in taxes
on income 43,928 (3,963) 84,061
Other, net 948 (1,228) (1,925)
Net cash provided by operating
activities 1,971,212 1,678,742 2,692,488

(33,981,369)
2,115)
(414,193)

(50,940,779)

(48,819,424)

(34,397,677)
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EXHIBIT 3.5 (Continued)

Year Ended December 31
2005 2004 2003

Real estate loan principal

repayments 33,375,894 23,258,098 18,034,803
Purchases of mortgage-backed

securities held to maturity -0- (19,028) (366,509)
Repayments of mortgage-backed

securities 446,322 897,283 2,007,746
Proceeds from sales of foreclosed

real estate 43,444 49,284 54,231
Decrease (increase) in federal

funds sold, securities purchased

under agreements to resell, and

other investments (385,273) 603,152 (1,160,667)
Decrease (increase) in

securities available for sale 10,326 (10,511) 202,914
Purchases of Federal Home

Loan Bank stock (227,661) (369,979) (37,185)
Additions to premises and

equipment (66,089) (81,396) (53,892)

Net cash used in
investing activities

(17,743,816)

Cash Flows from Financing Activities:

(24,492,521)

(15,716,236)

Increase in deposits $ 7,193,008 $ 6,238,346 $ 5,688,168
Additions to Federal Home
Loan Bank advances 14,239,000 16,700,000 10,240,000
Repayments of Federal Home
Loan Bank advances (9,059,730) (4,918,340) (6,874,865)
Proceeds from agreements to
repurchase securities 9,850,000 6,051,855 4,504,306
Repayments of agreements to
repurchase securities (8,750,000) (5,173,240) (2,005,220)
Increase (decrease) in bank notes (315,944) (305,959) 1,805,929
Net proceeds from senior debt 2,944,509 4,287,595 -0-
Repayment of subordinated notes -0- -0- (200,000)
Dividends on common stock (79,911) (64,157) (54,159)
Exercise of stock options 35,296 29,277 12,728
Purchase and retirement of
Company stock (57,884) -0- (151,230)
Net cash provided by
financing activities 15,998,344 22,845,377 12,965,657
Net Increase (Decrease) in Cash 225,740 31,598 (58,091)
Cash at beginning of period 292,421 260,823 318,914
Cash at end of period $ 518,161 $ 292,421 $ 260,823

(continues)
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EXHIBIT 3.5 (Continued)

Year Ended December 31
2005 2004 2003
Supplemental cash flow information:
Cash paid for:
Interest $ 3,121,663  $ 1,484,231  $ 1,328,673
Income taxes 896,413 793,373 599,367
Cash received for interest and
dividends 5,661,466 4,080,387 3,569,163
Noncash investing activities:
Loans receivable and loans
underlying mortgage-backed
securities converted from
adjustable rate to fixed-rate 521,820 149,776 1,227,486
Loans transferred to foreclosed
real estate 40,676 47,167 57,008

Loans securitized into mortgage-

backed securities with

recourse recorded as loans

receivable 34,332,574 24,535,995 13,663,049
Mortgage-backed securities held

to maturity desecuritized into

adjustable rate loans and

recorded as loans receivable 163,416 1,024,116 -0-
Transfer of loans held for

investment from loans held

for sale 23,070 69,578 144,323

deposits, $5.2 billion in FHLB advances, and $2.9 billion in senior debt. As
noted earlier, Golden West’s reliance on FHLB advances and senior debt
implies that it became more wholesale on the liability side.

MAIN RISK-RETURN TRADE-OFFS
AND FINANCIAL ANALYSIS ISSUES

This section discusses the main risk-return trade-offs for thrifts. The finan-
cial report disclosures useful for the assessment of each trade-off are described.
Most of this discussion applies in whole or part to other financial institutions.

Interest Rate Risk

Thrifts bear interest rate risk when their financial assets and liabilities are
imperfectly matched on duration. As discussed in the “Yield Curve Specu-
lation” section in Chapter 1, historically thrifts tended to have financial assets
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with longer duration than their liabilities, and so they speculated on an upward-
sloping yield curve. When they do this, thrifts are hurt when the yield curve
shifts upward in parallel—that is, when interest rates rise by a constant
amount for otherwise comparable financial instruments of different matu-
rities—because the loss on their longer-duration assets is greater than the
gain on their shorter-duration liabilities due to the greater effects of com-
pound interest on longer-term instruments. The opposite is true when the
yield curve shifts down in parallel, although the ability of residential mort-
gagees to refinance (most without penalty) limits thrifts’ gain on their primary
assets when interest rates fall.

Because of the thrift crisis, thrifts are now much more sensitive to inter-
est rate risk, and most try to reduce differences in the durations of assets
and liabilities. (There are exceptions, such as Washington Federal, which is
analyzed in Chapters 4 and 6.) Golden West takes this to an extreme, hold-
ing almost entirely adjustable-rate or short-term assets and liabilities. More
typically, thrifts sell or securitize a portion of the fixed-rate loans they orig-
inate or hedge these loans in some fashion, for example, by financing them
using long-term debt or by engaging in receive floating-pay fixed interest
rate swaps. Despite this trend, thrifts remain significantly exposed to interest
rate risk for two reasons:

1. Thrifts still find the interest rate spread associated with speculating on
an upward-sloping yield curve to be worth the risk.

2. [Itis often difficult or costly for thrifts to eliminate all interest rate risk.
For example, the effective duration of certain financial instruments such
as mortgages that can be refinanced and core deposits that are not sen-
sitive to market rates depends on the not entirely predictable or even
rational behavior of mortgagees and depositors. A thrift may not know
its duration mismatch with precision.

Even when the durations of thrifts’ assets and liabilities are equal, thrifts
still may be exposed to differential changes in interest rates at different matu-
rities—that is, to nonparallel shifts in the yield curve—unless the entire
distributions of the timing of cash receipts on their assets and cash payments
on their liabilities are identical. Moreover, this identity cannot hold unless
thrifts have exactly the same amount of financial assets and liabilities. Thus,
thrifts effectively always bear some interest rate risk; the only questions are
of what kinds and how much.

Thrifts’ financial reports include various disclosures that are useful for
the assessment of their interest rate risk. Information about the duration or
interest rate sensitivity of assets and liabilities is provided in voluntary repric-
ing gap disclosures and the required market risk disclosures of the Securities
and Exchange Commission (SEC). The SEC also requires disclosures describ-
ing the level (change) in net interest income in the period in terms of the
levels of (changes in) the average balances and interest rates on specific inter-
est-bearing assets and liabilities. Chapters 4 and 12 analyze interest rate risk
based on these disclosures.
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Liquidity Risk

Thrifts bear liquidity risk insofar as the cash inflows on their assets may come
more slowly or less certainly than the withdrawals on their liabilities. Thrifts
need to maintain a cushion of cash or reliably marketable investments to
pay off liabilities as they come due and to maintain reserve requirements.
As discussed in Chapter 2, the Federal Reserve provides liquidity to banks
through its discount window lending programs.

Interest rate and liquidity risks tend to go together for imperfectly mar-
ketable fixed-rate assets; both risks rise with the maturity of the assets, all else
being equal. This is not true for floating-rate assets, however. For example,
Golden West bears fairly normal liquidity risk on its mostly adjustable-rate
mortgage-related assets despite the fact that their value is largely insensi-
tive to interest rates. Like fixed-rate mortgages, floating-rate mortgages pay
principal slowly (ignoring prepayment, which is less interest rate motivated
than for fixed-rate mortgages), and so they yield liquidity risk to the extent
that these mortgages cannot be sold or pledged if and when Golden West
needs liquidity.

Iliquidity occurs most frequently during periods of economic uncer-
tainty, when thrifts may find it difficult to raise new financing or to liquidate
their assets at the same time as their deposits are being withdrawn. These
periods are not necessarily the same as those of interest rate volatility, since
the markets for certain types of financing can become thin or even shut down
in periods of economic uncertainty, so that interest rates do not fully adjust
to reflect that uncertainty. For example, the markets for credit risky subprime
mortgages effectively shut down during the hedge fund crisis in the second
half of 1998. In contrast, the markets for prime mortgages generally are highly
liquid.

The assessment of thrifts’ liquidity risk involves evaluation of the mar-
ketability of their assets, differences in the effective terms of their assets and
liabilities, the persistence of their cash flows and profitability, and current
economic conditions. For example, while Golden West holds cash and vari-
ous types of available-for-sale or short-term securities of about $2.2 billion,
or only about 1.8% of total assets, it holds a very large portfolio of loans
receivable securitized into mortgage-backed securities that it uses as collateral
for borrowing. Moreover, its loans receivable are almost entirely adjustable
rate, so that its interest margin could be squeezed only if interest rates rose
sharply beyond any interest rate caps on the loans. Golden West discloses
that 60% of its deposits are in amounts below $100,000 and so are likely
to be fully insured and thus unlikely to be withdrawn in times of economic
turmoil. It has been successful in borrowing both through deposits and
wholesale liabilities, such as FHLB advances. Together, these factors suggest
it is highly unlikely that Golden West will become illiquid in the foreseeable
future.
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Credit Risk

Thrifts bear credit risk insofar as their loans and securities may not be repaid.
Their credit risk is exacerbated by the fact that they are often not well diver-
sified, in part because of the qualified thrift lender provision of FIRREA.
Moreover, thrifts typically have disproportionate mortgage originations and
holdings in their local region. For example, in its 2005 Form 10-K filing,
Golden West discloses that 629 of its residential mortgage portfolio is collat-
eralized by property in California.

As discussed in Chapter 7, thrifts originate different types of mortgages
with different credit risk: prime versus subprime and manufactured home,
government versus conventional, first versus home equity, and traditional
versus nontraditional interest-only or payment option mortgages with the
potential for negative amortization. In addition, thrifts differ in their credit
extension policies with respect to factors such as loan-to-value and debt-to-
income ratios.

The SEC requires extensive disclosures useful for the assessment of loan
credit quality. Since different types of loans have different probability and
predictability of future default, the SEC requires that the amount of loans
outstanding by major type of loan also must be disclosed. Relatedly, the SEC
requires that the allowance for loan losses and the amount of gross loan
charge-offs and recoveries of prior charge-offs during the year be broken
down by type of loan. The allowance for loan losses and loan charge-offs
can be discretionary, however. As a check on this discretion, the SEC also
requires the disclosure of a relatively nondiscretionary measure of default
called nonperforming loans, which includes loans that are not accruing inter-
est or are more than 90 days past due and restructured troubled debt. Chapter
5 describes the analysis of loan credit quality based on these disclosures.

Persistence of Noninterest Income

Like many other financial institutions, thrifts’ profitability increasingly depends
on noninterest income, such as account fees, mortgage origination and serv-
icing fees, gains on the sale or securitization of mortgages, and impairment
of mortgage servicing rights. Many of these sources of noninterest income
are concentrated in periods that exhibit certain interest rate characteristics,
and they may be positively or negatively correlated with each other. For
example, mortgage origination fees are much larger in periods in which inter-
est rates decline sufficiently to yield mortgage refinancing, as occurred in
dramatic fashion in 2003. However, refinancing yields impairment of the
preexisting portfolio of mortgage servicing rights. Gains and losses on
the sale or securitization or mortgage loans tend to be largest in periods
of substantial mortgage origination and when interest rates decline between
mortgage origination and sale or securitization. The correlations of these
sources of noninterest income are discussed in detail in Chapter 7 in the
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context of mortgage banks; thrifts and mortgage banks originate the same
type of loans, but thrifts hold some or all of mortgages they originate in port-
folio while mortgage banks sell or securitize essentially all of the mortgages
they originate.

Thrifts’ sources of noninterest income are usually disclosed in a disag-
gregated fashion that is useful for these purposes. For example, on its income
statement, Golden West breaks its noninterest income down into fees, gains
on sale, and other. Not surprisingly, Golden West’s fee income and other
noninterest income both appear to be quite persistent while its gains on sale
are more volatile.

Interest and noninterest income interact in various ways. Loan origi-
nations naturally tend to increase both interest and noninterest income.
Implicit service fees often are tucked into the interest rate on a loan or other
financial instrument rather than paid as an up-front fee. Thus, some of what
should be classified as noninterest income is in fact classified as interest revenue.

Operating Efficiency and Operational Risk

Thrifts typically operate retail branch networks that involve large fixed costs
in order to raise low-interest-rate core deposits. The high fixed cost nature
of branch networks leads to operating leverage that magnifies the effects of
thrifts” other risks.

Branch networks provide places to originate loans and to raise and serv-
ice deposits. Branch networks should be used as efficiently as possible and
should be worth the cost and risk they entail. For example, the benefit of
being able to raise low-interest-rate core deposits should not exceed the incre-
mental cost of branch networks that is attributable to that function. Other-
wise, a thrift would be better off raising funds at market rates.

Golden West’s strategy is to raise core deposits by paying a close approx-
imation to market rates. Although this strategy decreases the benefit it receives
from a dollar of core deposits that it would have to be able to raise at lower
rates, it increases the amount of funds that Golden West raises through its
branch network. Depending on the size and stickiness of potential depos-
itors and the cost of operating retail branches, such a strategy might or might
not be efficient. As discussed in the “Income Statement” section, this strategy
appears to work for Golden West.

Servicing mortgages and deposits involves repetitive transactions and
back-office costs. As with operating branch networks, it is important that these
activities be performed efficiently and reliably. Operational risk, manifested
in both financial and reputational losses, can result when back-office systems
break down, which could occur because the systems are inadequate, employ-
ees commit errors or fraud, natural disasters or acts of terrorism occur, or
various other reasons.

Thrifts” disclosures of noninterest expense tend to be fairly aggregated,
and it is generally impossible to determine the costs attributable to specific
functions, such as deposit servicing, loan origination, and loan servicing. For
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example, on its income statement, Golden West breaks noninterest expense
down into personnel, occupancy, deposit insurance, advertising, and other.
Thrifts” operating efficiency can be assessed by comparing the amounts of
their various operating expenses to net interest income and to noninterest
income.

Core Deposit Intangibles

Thrifts’ core deposits generally pay lower than wholesale market interest
rates. This is particularly likely when interest rates have risen recently, because
core deposits are “sticky,” meaning that depositors do not withdraw their
funds from nonterm deposits immediately when interest rates rise. More-
over, depositors often roll over term accounts at maturity even when those
accounts pay less than market rates. Thrifts’ expected future benefits in terms
of reduced interest costs from their core deposits are often referred to as
their core deposit intangibles, which can be viewed either as intangible assets
or reductions of deposit liabilities. In either case, they are inseparable from
the deposit liabilities.

In valuing a thrift, it is necessary to value its core deposit intangible.
This is an inherently difficult task, because the value of the intangible depends
on the behavior of both the thrift and its depositors. A thrift that pays closer
to market rates on its core deposits, as Golden West does, will have stick-
ier deposits that provide less of an benefit in terms of reduction of interest
cost in the current period. Depositors’ propensity to keep their funds invested
in deposits will vary with their views on the stability of the economy and
the desirability of alternative investments.

The OTS posts various documents on its Web site that are useful for
estimating the value of core deposit intangibles, including its model for valu-
ing core deposit intangibles, industry-wide deposit rollover rates, and the
sensitivity of the value of core deposit intangibles to interest rate changes.?

Other Financial Analysis Issues

Thrifts are subject to intense competition from other, often much larger,
financial institutions. Although geographically focused thrifts may derive
economic rents from their superior knowledge of or presence in local loan
and deposit markets, these rents are difficult to maintain in the increasingly
competitive markets for originating residential mortgages and raising retail
deposits, thrifts’ main assets and liabilities. Such rents are more likely to sur-
vive for less commodity-like loans not large enough to attract the interest
of larger banks (e.g., commercial or commercial real estate loans of small
to medium size) and for deposits from underserved groups (e.g., non-English
speaking ethnic groups). Users of financial reports should attempt to assess
thrifts” exposure to competition, in particular to competitors cherry-picking
their most profitable activities (e.g., better credit risks and core depositors).
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Thrifts’ growth can be constrained by reserve and capital requirements
that bind currently or that are likely to bind in the future. Users of financial
reports should attempt to assess thrifts’ ability to grow, by assessing both
their reserve and capital adequacy and their ability to raise capital. As discussed
in Chapter 6, disclosures of the fair values of financial instruments are useful
in identifying thrifts that may not currently be capital constrained but might
become so, since capital ratios largely reflect amortized cost accounting that
can overstate the economic value of their capital.

Management quality is always an important consideration in interpreting
the results of any financial analysis. Management quality is particularly impor-
tant in the competitive and rapidly changing environment facing thrifts and
other financial services firms.
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Interest Rate Risk and
Net Interest Earnings

Interest rates are prices for borrowing money for defined periods of time,
usually a year. Interest rates depend on many factors, some of which
are macroeconomic and some of which are specific to the borrowing or
borrower. Macroeconomic factors include the economy-wide preference for
current versus future consumption, which determines “real” interest rates,
and expected inflation, which determines “nominal” interest rates. Economic
policymakers, most notably the Federal Reserve, influence these macro-
economic factors. Specific factors include the term of fixed-rate borrowings;
the repricing characteristics of floating-rate borrowings; any subordination,
collateralization, or guarantee of the borrowing; and the credit risk of the
borrower.

Changes in interest rates yield changes in the values of financial instru-
ments whose cash flows do not vary in perfect proportion with interest rates.
Financial institutions holding portfolios of such instruments are subject to
interest rate risk to the extent that the construction of their portfolios does
not perfectly hedge the risks of the constituent instruments. Interest rate risk
is the most pervasive type of risk across financial institutions, significantly
affecting thrifts and commercial banks (banks) and also many nonbank insti-
tutions, such as lessors and life insurers.

The first two sections of this chapter contain intuitive treatments of finan-
cial economic theory relevant to the assessment of interest rate risk. The first
section evaluates the relative appropriateness of two common but inconsistent
views of interest rate risk—the variability of value and the variability of cash
flows attributable to changes in interest rates. Value variability is argued to
be the more conceptually correct and workable view for most financial insti-
tutions. This section also describes the ways that value variability can be
reduced. The second section defines various concepts necessary to under-
stand interest rate risk: maturity, repricing interval, duration, yield curves,
and spot interest rates. Simple examples are used to demonstrate the appli-
cation of these concepts to the evaluation of interest rate risk.
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The third and fourth sections describe the analysis of disclosures of the
level and change in net interest earnings required for banks under Securi-
ties and Exchange Commission (SEC) Industry Guide 3. The third section
examines banks’ “analysis of net interest earnings” disclosures, which decom-
pose net interest earnings into the average balance and average interest rate
during the year for each type of interest-earning asset and interest-paying
liability. The fourth section examines their “rate-volume analysis” disclo-
sures, which decompose the change in net interest earnings during the year
into the effects associated with the changes in the average balance and the
average interest rate for each type of interest-earning asset and interest-paying
liability.

The fifth section describes the analysis of interest rate risk using banks’
voluntary repricing gap disclosures. These disclosures report the entire book
value of the main types of financial assets and liabilities that reprice in vari-
ous time intervals. These disclosures indicate the sensitivity of banks to
movements in interest rates at these intervals on the yield curve.

Until 1998, virtually all banks disclosed repricing gap. Since then, most
banks have eliminated these disclosures because they overlap with the SEC’s
market risk disclosures which became required around that time. These
market risk disclosures are now the primary source of information for assess-
ing firms’ interest rate and other market risks, especially for nonbanks.
Discussion of these disclosures is deferred to Chapter 12, since they are moti-
vated by and better understood in the context of derivatives and hedging
activities that are discussed in Chapter 11. The analysis of repricing gap
disclosures described in this chapter applies straightforwardly to market risk
disclosures in the tabular format, one of three possible disclosure options.
In the absence of a voluntary repricing gap disclosure, this analysis can also
be applied to measures of repricing gap pieced together by the analyst from
required disclosures of the maturity or repricing interval of the main types
of financial assets and liabilities for banks.

Sample disclosures from Golden West Financial Corporation’s 2005
Form 10-K filing are used to demonstrate the analysis of interest rate risk
and net interest earnings. As discussed in Chapter 3, Golden West originates
and holds mostly adjustable-rate financial assets and liabilities, so the aver-
age durations of its financial assets and liabilities are both very low, rendering
Golden West almost immune to interest rate risk. Accordingly, the 2005
repricing gap disclosure of a thrift exposed to parallel shifts in the yield curve,
Washington Federal, also is examined.

VIEWS OF INTEREST RATE RISK

There are two alternative views of interest rate risk. Under the first view,
interest rate risk is defined as the variability of the value of a financial instru-
ment or firm that results from uncertainty about interest rates. For value



Views of Interest Rate Risk 65

variability to arise, the future net cash flows of the financial instrument or
firm must not vary in perfect proportion to interest rates, and there also must
be some time until cash flows occur. In particular, if future net cash flows
are fixed or vary in less than precise proportion to interest rates, then their
value moves inversely with interest rates. This correlation becomes more
negative as the time until the occurrence of the net cash flows increases.

For example, consider the obligation to pay a fixed nominal amount of
$100 10 years from today. Assume that the appropriate annual interest rate
for this instrument, denoted 7 is currently 10%, but this rate will change
immediately to a new level that is plus or minus 2% of the current level.
The current value of this obligation is $100/1.110 = $38.55. If r rises to
129 (falls to 89%0), then the value of the obligation decreases (increases) to
$32.20 = $100/1.1219($46.32 = $100/1.0819). In contrast, obligations that
pay a perfectly floating nominal amount of $38.55 X (1 + )10 10 years from
today or that pay $38.55 immediately have a value of $38.55 today, regard-
less of 7.

Under the second view, interest rate risk is defined as the variability of
the cash flows of a financial instrument or firm that result from uncertainty
about future interest rates. In the examples just given, the obligation to pay
$100 10 years from today has no cash flow variability, but the obligation
to pay $38.55 X (14 7)1910 years from today does. This view of interest rate
risk is commonly observed in everyday life. For example, most people buying
houses believe that fixed-rate mortgages involve lower interest rate risk than
do floating-rate mortgages, even though the value of a fixed-rate mortgage
varies with interest rates while the value of a perfectly floating-rate mort-
gage does not. The underlying rationale for this view is that most people’s
salaries do not vary much if at all with interest rates, and so they view their
entire portfolio as less risky with the addition of a fixed-rate rather than
floating-rate mortgage. Even these people really conceptualize interest rate
risk as the variability of the value of their portfolios, however. Fixed-rate
mortgages act as hedges of the values of their salaries, thereby reducing the
variability of the values of their portfolios.

The variability of value is clearly the more conceptually correct and
workable view of interest rate risk for the types of financial institutions that
hold sizable portfolios of financial instruments, such as banks. Implicit in
cash flow variability as a measure of interest rate risk is the idea that liquid-
ity is a primary concern. In contrast to individuals’ salaries, financial instru-
ments are usually fairly liquid. If financial institutions require liquidity, they
do not need to wait for their liquid financial assets to pay cash over time
but rather can sell them and receive fair value. Thus, even regarding liquid-
ity, value variability generally provides the better measure of interest rate
risk for financial institutions. From a workability perspective, the values of
financial institutions’ financial instruments, which often are correlated in ways
that hedge or accentuate risk at the portfolio level, can be analyzed far more
easily than can their streams of cash flows. For example, this workability is
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evidenced in the “Duration and Parallel Shifts in Flat Yield Curves” section
in the portfolio aggregation properties of duration, a concept directly related
to value variability.

Value variability may not be the best measure of interest rate risk for
financial institutions that primarily hold illiquid financial assets and/or gener-
ate volatile streams of fee income, such as mortgage banks originating credit-
risky types of subprime mortgages, or for nonfinancial firms that primarily
hold illiquid real assets, however. For these firms, it may make sense to con-
ceptualize their interest rate risk in terms of cash flow variability, especially
if their borrowing opportunities are or might be limited.

A financial institution can reduce its interest rate risk as defined by the
variability of value in two ways.

1. The financial institution could hold only short-term or floating-rate
financial assets and liabilities, so that interest rate fluctuations have a
minimal effect on the value of each of its financial instruments. For
example, it could hold only floating-rate mortgages on its asset side and
short-term deposits or money market instruments on its liability side,
as Golden West does to a close approximation.

2. The institution could try to match the amount and timing of its cash
inflows on fixed-rate assets with those of its fixed-rate liabilities. For
example, the institution could hold fixed-rate mortgages and issue
long-term debt with the same duration. Relatedly, the institution could
use derivatives, such as interest rate swaps, to eliminate any mismatch
remaining after any asset-liability matching.

In practice, financial institutions that try to insulate themselves from inter-
est rate risk usually combine these techniques.

INTEREST RATE RISK CONCEPTS

This section defines three frequently used measures of the period of time
over which a financial instrument is outstanding and thus exposed to inter-
est rate risk: maturity, repricing interval, and duration. Yield curves are
described in the “Yield Curves” section. The “Duration and Parallel Shifts
in Flat Yield Curves” section shows that duration fully determines the change
in the value of a financial instrument or institution resulting from a small
parallel movement in a flat yield curve. Spot interest rates are defined in
the “Spot Interest Rates” section. The “Nonparallel Shifts in Nonflat Yield
Curves” section describes the steps involved in assessing the exposure of
financial institutions to any type of change in the yield curve. The “Interest
Rate Risk and the Effect of Repricing on Net Interest Income” section dis-
cusses an alternative but more limited approach to assessing interest rate
risk based on the effect on net interest income of financial instruments matur-
ing or repricing during the period.
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Maturity, Repricing Interval, and Duration

Maturity is the remaining time until the final payment on a financial instru-
ment. For example, a 30-year mortgage has a maturity of 30 years at its origi-
nation. Maturity has two obvious limitations as a measure of interest rate
risk:

1. The values of many financial instruments are attributable in part or even
predominantly to cash flows prior to maturity. Maturity overstates the
interest rate risk associated with these cash flows.

2. Many financial instruments accrue interest using a floating interest rate,
which reduces or even eliminates interest rate risk, regardless of maturity.

Repricing interval addresses the second limitation of maturity. Repric-
ing interval is the time until the interest rate on a financial instrument next
resets or its maturity, if the instrument does not reprice before maturity. For
example, a 30-year floating-rate mortgage that resets its interest rate every
six months has a six-month repricing interval at its origination. If repric-
ing is complete when it occurs, then the value of the financial instrument
does not vary with movements in interest rates beyond its next repricing
date. Complete repricing may not occur, however, because floating-rate finan-
cial instruments often include contractual provisions (e.g., interest rate caps
or floors) that restrict the magnitude of repricings or involve repricing using
interest rates that lag market rates. If repricing is not complete, then repric-
ing interval underestimates interest rate risk.

Duration addresses both limitations of maturity. Assuming repricing is
complete when it occurs, duration is the weighted-average repricing inter-
val of the individual expected net cash flows on a financial instrument.
(Incomplete repricing can be taken into account in the calculation of dura-
tion, although such complex calculations are beyond the scope of this book,
and the remaining discussion assumes any repricing is complete.) The net
cash flow at the next repricing date of a financial instrument is defined to
include the entire remaining principal on the instrument if it completely
reprices at that date. This treats all expected cash flows on perfectly float-
ing-rate instruments as occurring no later than the next repricing date. Each
expected cash flow is weighted in proportion to its percentage contribution
to the value of the instrument.

Maturity is weakly greater than repricing interval, which is weakly
greater than duration. The difference between repricing interval and dura-
tion increases with interest rates, since higher interest rates decrease the
weights on more distant cash flows in the duration calculation but do not
affect repricing interval. Repricing interval is a conceptually more correct
measure of interest rate exposure than maturity, and duration is a con-
ceptually more correct measure of interest rate exposure than is repricing
interval. In fact, as demonstrated in the “Duration and Parallel Shifts in Flat
Yield Curves” section, duration completely determines the change in the value
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of a financial instrument or institution resulting from a small parallel shift
in a flat yield curve.

Since duration is the most conceptually correct of the three measures
of interest rate risk, it is defined mathematically and its properties are described.
Some assumptions are necessary to provide a simple mathematical char-
acterization of duration. Assume that expected cash flows are realized only
at the end of each period, and denote the s-period ahead expected cash flow
by CF,. Assume that CF, is known and exogenous, in particular, that it is
not subject to prepayment or other options whose probability of exercise
depends on interest rates. Assume that the periodic market interest rate used
to discount CF; to its current value, denoted 7, does not depend on s, the
number of periods until the realization of the cash flows. This is equivalent
to assuming a flat yield curve. Using these assumptions and notation, the
duration of a financial instrument that reprices in 7 periods is:

CF, CF, CF; CF,
(_1 L 1)+(_(1 o ><2> n (_(m)3 ><3)+ +(7(1 B Xn)

CF, CF, CF;3 CF,
+ + +o
1+7 (1+n* @1+ (1 +n)

periods. (4.1)

The denominator of Equation 4.1 is the current value of the financial instru-
ment, denoted V. The weight on sth period in this calculation is CF;/[(1 +
) X V], which declines with s for given » and CE,, since a dollar of expected
cash flow farther in the future contributes less to the value and thus to the
duration of the financial instrument.

The measure of duration in Equation 4.1 is called simple duration. The
equations and statements that follow that are based on this equation apply
strictly to shifts in flat yield curves. They generally hold as good first-order
approximations for parallel shifts in nonflat yield curves, in which the entire
yield curve shifts up or down by a constant amount. Once one admits the
possibility of nonflat yield curves, however, shifts in the yield curve need
not be parallel, and duration has no direct relation to value changes for non-
parallel shifts in yield curves.

Formulas for the durations of two broad classes of financial instruments
—loans with constant per-period payments and bonds with constant per-
period coupon payments and a single face value payment in the final period
—are derived and discussed. These instruments have streams of cash flows
with simple mathematical structures, which allow for the derivation of simple
expressions for duration.

Consider an n-period fixed-rate loan that pays equal amounts at the end
of each period, that is, it has no prepayment or credit risk. Both the matu-
rity and repricing interval of the loan are 7 periods. Since the periodic cash
flows on the loan are constant, Equation 4.1 for the duration of a financial
instrument simplifies to
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duration of # — period loan =
1 1 1
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periods. (4.2)

Since both the numerator and denominator in Equation 4.2 can be expressed
as power series, this equation can be further simplified to

duration of n-period loan =

1
1-(mn+1)
1 n
a+n + 1 periods. (4.3)
1 r
"y

Equation 4.3 implies that the duration of an #n-period loan asymptotes to
1+ 1/r as n — o, which equals 11 for » = 10%.

Exhibit 4.1 provides calculations of the duration of an #n-period loan
for various values of 7 assuming that » = 10%. These calculations indicate
that the duration of a loan rises slower with » for larger 7 and that the dura-
tion of a 100-period loan (10.99) is trivially different from the duration
of an infinite-period loan. This would not be true if » were sufficiently low,
however, as would be the case if periods were short. Intuitively, the weight
on the s-period ahead cash flow in the duration calculation declines toward
zero with s, reflecting the time value of money.

Consider a bond that includes both constant coupon payments of 7, times
the face value F per period and the face value payment of F at maturity. The
duration of this bond is a weighted average of the duration of the 7 coupon

EXHIBIT 4.1 Duration of Fixed-Rate Loans and Bonds,
r = 10%, n and r, Varying

Duration of Bond

n Duration of Loan .= 0% .= 10% 7, = 20%

1 1 1 1 1

2 1.48 2 1.91 1.85

3 1.92 3 2.74 2.58

5 2.81 5 4.17 3.80
10 4.73 10 6.76 5.99
30 9.18 30 10.37 9.79

100 10.99 100 11 11
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payments, which is the same as the duration of an n-period loan in Equa-
tion 4.3, and the duration of the face value payment, which is 7. The weights
are the percentages of the value of the bond that are attributable to the
coupon payments and the face value payment. The weight on the face value
payment, denoted wg, is 1/[(r./r) X {(1 + r)” — 1} 4+ 1] and the weight on
the coupon payments is 1 — wg. Thus the duration of an n-period bond is

duration of n-period bond =
(1 — wg) X (duration of n-period loan) + wg X 7 4.4)

Exhibit 4.1 provides calculations of the duration of an n-period bond
given in Equation 4.4 for various values of # and r.. The duration of an 7-
period bond always exceeds the duration of an n-period loan, because the
bond’s face value payment has a longer duration than its coupon payments.
Relatedly, the difference between the durations of an n-period bond and 7-
period loan is greater when the bond’s coupon rate is lower, all else being
equal, since a lower coupon rate reduces the percentage of the value of the
bond attributable to the coupon payments.

Yield Curves

A financial instrument’s yield to maturity is the interest rate (internal rate
of return) that equates the current market value of the instrument to the
discounted present value of its remaining cash flows to maturity. A yield curve
is the function relating the yields to maturity for a well-defined class of finan-
cial instruments to their maturities. A well-defined class of financial instru-
ments has comparable noninterest rate risks and cash flow configurations.
For example, U.S. Treasury notes and bonds are essentially credit-riskless and
pay coupons during their terms and face values at maturity, and so their yields
can be plotted meaningfully on a single yield curve. In contrast, U.S. Treasury
bills pay no coupons and so are not strictly comparable to U.S. Treasury notes
and bonds. In particular, the duration of a U.S. Treasury bill equals its matu-
rity, while the duration of a U.S. Treasury note or bond is less than its maturity.
Similarly, yields for U.S. Treasuries and London Interbank Offered Rate (LIBOR)
instruments are not strictly comparable because of the slightly greater credit
risk in LIBOR instruments. As discussed in Chapter 3, credit risk depends
on maturity, so the meaning of comparable credit risk across maturities is
somewhat ambiguous.

Yield curves tend to slope upward, with longer-maturity financial instru-
ments having higher yields. For example, on average at year end from 1993
to 2005, 20-year U.S. Treasury bonds yielded about 2.2% more than did
three-month U.S. Treasury bills, although this spread varied from 3.64% at
the end of 2004 to .23% at the end of 2000.! The tendency for yield curves
to slope upward reflects the fact that longer-duration instruments have more
interest rate risk, consistent with the view of interest rate risk in terms
of the variability of value, not the variability of net cash flows.
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The expected path of future interest rates affects the slope and shape
of the yield curve, however, and sufficiently large expected declines in inter-
est rates cause the yield curve to slope downward. This was the case for the
Treasury yield curve over various ranges of maturities during 2000, because
the Federal Reserve had raised short-term rates during 1999 and 2000 to
cool the economy and long-term rates were low in part because of low infla-
tion and a low supply of long-term Treasury bonds due to budget surpluses
run during the Clinton administration. As depicted in Exhibit 4.2, at the
end of 2005 the Treasury yield curve was virtually flat over maturities from
6 months to 10 years because of repeated increases in the target federal funds
rate by the Federal Reserve during 2004 and 2005 and persistently low long-
term rates. In contrast, the Treasury yield curve at the end of 2003 was steeply
upward sloping, due to unusually low short-term rates.

Since most of the examples in this book are taken from 2005 financial
statements, it is useful to understand how the yield curve moved during that
year in some detail. As indicated in Exhibit 4.2, short- and intermediate-
term yields rose from the beginning to the end of the year, while long-term
yields did not change appreciably. Short-term yields rose fairly continuously,
tracking the eight .25% increases in the target federal funds rate dispersed
throughout the year. In contrast, long-term yields rose in the first quarter
of the year (.27% for 10-year Treasuries), fell in the second quarter (—.51%

EXHIBIT 4.2 Constant Maturity Treasury Yield Curve Year-Ends 2003
to 2005
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for 10-year Treasuries), and then rose in the second half (.39% for 10-year
Treasuries). The path of intermediate-term yields during the year was between
those of short- and long-term yields.

Duration and Parallel Shifts in Flat Yield Curves

The simple duration of a financial instrument as defined in Equation 4.1
completely determines the percentage change in the value of the instrument
resulting from a small parallel shift in a flat yield curve. Specifically, the par-
tial derivative of the value of a financial instrument, V, with respect to the
interest rate, 7, is V/dr = —CF;/(1 + )2 — 2 X CF,/(1 +7)3 — -+ —n X
CE,/(1 + »)**1, Substituting the expression for duration in Equation 4.1 into
this expression yields dV/dr = —duration X V/(1 + r). Rearranging this equa-
tion and approximating the partial derivative by a small change in value divided
by a small change in 7 yields
AV

. Ar
—— = —duration X
1+

\Y%

o for a flat yield curve and small Ar 4.5)

This equation illustrates the analytical simplicity and power of duration as
a measure of exposure to parallel shifts in the yield curve. For example, if
the duration of a financial instrument is 10, then the percentage change
in value to a 1% upward parallel shift in the yield curve is approximately
—10%/(1 + r), which is close to —10% as long as 7 is not too high.

The approximation in Equation 4.5 is good only for fairly small changes
in 7 because duration decreases with 7 as discussed in Equation 4.1. For large
parallel shifts in a flat yield curve, Equation 4.5 overstates the change in
value for an increase in 7 (since duration decreases) and understates the
change in value for a decrease in r (since duration increases). In other words,
the effect of 7 on duration yields “convexity” in the relationship between
the change in value and the change in 7 (i.e., a positive second partial deriv-
ative 92V/dr2) that is not captured by the linear approximation based on the
first partial derivative.

This convexity results from the earlier assumption that the cash flows
do not depend on interest rates. As discussed in Chapter 7, “negative con-
vexity” (i.e., a negative second partial derivative) can result over some range
of interest rates for instruments that include options tied to interest rates,
such as the prepayment options on residential mortgages.

To illustrate Equation 4.5’s application and limitations resulting from
convexity, consider a 10-year loan with constant annual payments starting
in one year. Exhibit 4.3 reports the value and duration of the loan for vari-
ous interest rates assuming a flat yield curve, and also the actual and Equation
4.5 —estimated changes in the value of the loan to various parallel shifts in
the yield curve. The estimated value changes to =1% parallel shifts in the
yield curve from Equation 4.5 are generally close to the actual value changes
for these shifts, illustrating the power of the equation with respect to parallel
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EXHIBIT 4.3 Actual and Equation 4.5 -Estimated Effects of Parallel Shifts
in the Yield Curve on the Value of a 10-Year Loan

Estimated
Change in
Value to
Actual Change in Value to +1% Parallel
Parallel Shift in Yield Curve of Shift in Yield
Interest Curve from
Rate  Value Duration —3% —2% —1% +1% +2% +3% Equation 4.5

2% 8.98 5.34 — 1.02 49 -—-45 -—-87 -1.26 +.47
4% 8.11 5.18 1.36 87 42 -39 =75 -1.09 +.40
6%  7.36 5.02 1.17 .75 36 —.34 —-.65 —.94 +.35
8% 6.71 4.87 1.01 65 31 =29 =57 -—-.82 +.30
10%  6.14 4.73 .88 S7 00027 =26 —49 =72 *.26
20%  4.19 4.07 47 30 .15 —-.14 -27 -39 *.14

shifts in the yield curve as long as they are not too large. Convexity is evi-
denced in this table in two ways. First, as the interest rate increases (i.e.,
moving vertically down the columns of the table), the duration of the loan
and thus its sensitivity to a given change in the yield curve decrease. Second,
for a given interest rate (i.e., moving horizontally across a row in the table),
the value of the loan is progressively more sensitive to the yield curve falling
the further it falls and progressively less sensitive to the yield curve rising the
further it rises.

The duration of a portfolio is the weighted-average duration of the com-
ponents of the portfolio, where the weights reflect the relative contributions
of the components to the value of the portfolio, with liabilities having nega-
tive weights. For example, assume the interest rate is 10% and a bank invests
$10 in the 10-year loans just described (which as reported in Exhibit 4.3
have a duration of 4.73 years for this interest rate) and that it finances those
loans with $9 of deposit liabilities with a one-year duration and $1 million
of owners’ equity. In this example, the duration of the bank’s portfolio of
loan assets and deposit liabilities is (10/1) X (4.73 years) — (9/1)(1 year) =
38.3 years. Note that the duration and thus interest rate risk of the bank’s
portfolio far exceeds that of its assets, reflecting the effect of a debt/equity
ratio of 9 on the duration of the portfolio. This high duration indicates the
substantial interest rate risk associated with thrifts’ historical positions in
long-duration assets and short-duration liabilities.

The duration of a financial institution can be calculated in the same fash-
ion as that of any portfolio of financial instruments. Specifically, the change
in the value of the financial institution to small parallel shifts in a flat yield
curve is determined entirely by the difference between the weighted-average
durations of the institution’s financial assets and liabilities. Denote finan-
cial assets by A, financial liabilities by L, and net financial assets A —L by
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OE. Substituting the weighted-average durations of the financial institution’s
net financial assets into Equation 4.5 yields the change in the value of the
financial institution to small parallel shifts in a flat yield curve:

AV , Vi, , \' Ar
—=—(|d X —=1—|d X —=1] X
Vor <[ urationy VOE:| [ urationy VOE:|) 1+,

, 4.6)

for a flat yield curve and small Ar

The value of a financial institution is insensitive to small parallel shifts
in a flat yield curve when the expression in parentheses in Equation 4.6—
referred to as the leverage-adjusted duration gap—equals zero. This occurs
when the durations of financial assets and liabilities are matched, taking into
account the fact that the values of financial assets and liabilities are gener-
ally not equal. For example, if the value of financial assets exceeds the value
of financial liabilities, then the duration of financial liabilities has to be
proportionately longer than the duration of financial assets to immunize the
institution against small parallel shifts in a flat yield curve.

More generally, Equation 4.6 indicates the three steps necessary to assess
a financial institution’s risk to parallel shifts in a flat yield curve, under the
assumption that the institution’s financial instruments do not have cash flows
that depend on interest rates:

1. Assess the weighted-average durations of assets and liabilities.
2. Take into account differences in the value of assets and liabilities.

3. Recognize that Equation 4.6 overstates the effect of large increases in 7
and understates the effect of large decreases in 7 under the assumptions
just made, which yield convexity (the opposite would be the case with
negative convexity).

Spot Interest Rates

In a yield curve for coupon-paying financial instruments, such as U.S. Trea-
sury notes and bonds, the yield on an instrument with a given maturity is
not the appropriate interest rate at which to discount expected cash flows
that occur at that maturity, since this yield applies in a weighted-average sense
to all the cash flows on the instrument. “Spot™ interest rates are needed to
discount expected cash flows at specific points in time. Spot interest rates
can be calculated directly from observable market values for comparable zero-
coupon instruments, if such instruments trade in liquid markets. Alternatively,
these rates can be inferred from the yields on comparable coupon-paying
instruments.

These inferences are made iteratively, starting with spot interest rates
for one-period financial instruments and calculating spot interest rates on
progressively longer-term instruments. Denote the s-period spot rate by 7, .
The one-period spot rate, 7, 1, equals the yield on a comparable one-period
coupon-paying instrument, which can be calculated directly from the market
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value of that instrument. The two-period spot rate, 70,2, can be inferred
from the market value of a comparable two-period coupon-paying instru-
ment, by equating this value to the discounted value of the cash flows on
the instrument using the previously calculated one-period spot rate, that is,
Vo = CF/(1 + rgy0r,1) + CFy/(1 + 7450r,2)% Similarly, the three-period spot
rate, 7spor 3, €an be inferred from the market price of a three-period coupon-
paying instrument, by equating this price to the discounted value of the
cash flows on the instrument using the previously calculated one-period and
two-period spot rates, Vo = CF/(1 + 7,1) + CF/(1 + rspot,z)2 + CF;/(1 +
Tspor,3)°- And so on.

Spot interest rates are distinct from though related to the “forward” inter-
est rates often appearing in theoretical valuation models. Forward rates are
the interest rates applicable to particular forward periods, for example, the
period from three to four years out. Forward rates can be derived iteratively
from spot rates in a somewhat analogous fashion to how spot rates are derived
from yields. The analyses discussed next using spot rates could easily be recast
using forward rates.

Nonparallel Shifts in Nonflat Yield Curves

Financial institutions may be exposed to changes in the slope (more or less
steep) or shape (more concave or convex) of the yield curve, even when they
are not exposed to parallel shifts in the yield curve. Such exposures occur
whenever the distributions of the timing of the expected cash flows on the
institution’s financial assets and liabilities differ. For example, an institution
with no exposure to parallel shifts in the yield curve could have financial
assets with cash flows that occur over a wide period, while its financial liabil-
ities have cash flows that occur at a specific point in time.

To assess a financial institution’s interest rate risk generally, users of finan-
cial reports would optimally like to know the net expected cash flows (includ-
ing the principal on floating-rate financial instruments that completely reprice)
in fairly finely sliced time intervals. Users can determine these amounts from
the SEC market risk disclosures if the tabular format disclosure option is
chosen, as demonstrated in Chapter 12. The value of the expected net cash
flows in each time interval is sensitive to changes in the appropriate spot
interest rate for that interval. In any time interval for which positive net cash
flow is expected, the institution gains when the spot interest rate for that
interval falls and loses when the spot rate for that interval rises. Conversely,
in any time interval for which negative net cash flow is expected, the insti-
tution gains when the spot rate for that interval rises and loses when the
spot rate for that interval falls. Naturally, these gains or losses are larger for
exposures of larger absolute size and for longer time intervals. The sensitiv-
ity of the financial institution to specific yield curve movements is determined
by its sensitivity to spot rates in the various time intervals along the yield
curve.
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Alternatively, repricing gap disclosures provide the amount of financial
assets and financial liabilities that reprice in relatively broad intervals, which
provides a less accurate indication of a financial institution’s interest rate risk.
The value of a financial instrument repricing in an interval is sensitive to
changes in the appropriate interest rate for that interval given the cash flow
characteristics of the instrument. Specifically, in any time interval for which
a financial institution has net financial assets repricing, the institution gains
when the interest rate for that interval falls and loses when the interest rate
rises. Conversely, in any time interval for which a financial institution has
net financial liabilities repricing, the institution gains when the interest rate
for that interval rises and loses when the interest rate falls. Analysis of repric-
ing gap disclosures using this logic is described in the “Repricing Gap Dis-
closures” section.

For example, assume a financial institution is immune to parallel shifts
in the yield curve because its portfolio has a weighted-average duration of
zero but that it has positive expected cash flows or net financial assets repric-
ing at short time intervals (due to a larger amount of floating-rate mortgages
than nonterm deposits), it has negative expected cash flows or net finan-
cial liabilities repricing at intermediate intervals (due to a larger amount of
term deposits than intermediate-term fixed rate assets), and it has positive
expected cash flows or net financial assets repricing at long intervals (due
to a larger amount of fixed-rate mortgages than long-term fixed-rate borrow-
ings); in fact, this is now a fairly common exposure for banks. This institution
benefits when spot interest rates at short and long time intervals fall and when
spot interest rates at intermediate intervals rise. Together, these movements
imply a more concave (U-shaped downward) yield curve. The institution is
hurt by the opposite interest rate movements.

If a financial institution speculates on interest rate movements, then,
under the (possibly heroic) assumption of no end-of-period window dress-
ing to obscure this speculation, the user of financial reports can use the sign
of the expected net cash flows or net financial instruments repricing in a
given time interval to determine which way the institution expects interest
rates to move for that interval. The institution will have positive net cash
flows or net financial assets repricing in a time interval if it expects the interest
rate for that interval to fall and negative net cash flows or net financial liabil-
ities repricing if it expects the interest rate for that interval to rise.

For example, a financial institution that believes that the yield curve will
become more steeply positively sloped will hold net financial assets that
reprice at short time intervals and net financial liabilities that reprice at long
time intervals. Conversely, an institution that believes an upward-sloping yield
curve will flatten or invert will hold net financial liabilities that reprice at short
time intervals and net financial assets that reprice at long time intervals. An
institution that believes that the yield curve will become more convex by
rising at short and long time intervals and falling at intermediate time inter-
vals will hold net financial assets repricing at intermediate time intervals and
net financial liabilities repricing at short and long time intervals. Conversely,
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an institution that believes the yield curve will become more concave by falling
at short and long time intervals and rising at intermediate time intervals will
hold net financial assets repricing at short and long time intervals and net finan-
cial liabilities repricing at intermediate time intervals.

The amounts of these gains and losses can be determined through straight-
forward present value calculations, as illustrated in the next example. Assume
that a financial institution holds the following portfolio of fixed-rate assets
and liabilities, all of which pay no interest or principal until they mature:
$10 of one-year assets accruing interest at a rate of 5% (that receive $10 X
1.05 = $10.50 at maturity), $20 of two-year liabilities accruing interest at
arate of 7% (that pay $20 X 1.07% = $22.90 at maturity), and $12 of three-
year assets accruing interest at a rate of 8% (that receive $12 X 1.083 =
$15.12 at maturity). Assume that these interest rates reflect current market
spot interest rates but that market spot interest rates change instantaneously
to a 6% one-year rate, an 8% two-year rate, and a 9% three-year rate.

These changes in rates constitute a 1% parallel upward shift in the yield
curve. The value of the one-year assets is now $10.50/1.06 = $9.91, for a
loss of $.09. The value of the two-year liabilities is now $22.90/1.08% =
$19.63, for a gain of $.37. The value of the three-year assets is now $15.12/
1.093 = $11.67, for a loss of $.33. The financial institution suffers a small
net loss of $.05, because the loss on the one-year and three-year assets slightly
outweighs the offsetting gain on the two-year liabilities. Because of its U-
shaped exposure, this institution is relatively insensitive to parallel shifts in
the yield curve, despite its high leverage. This institution is not immune to
nonparallel shifts in the yield curve, however, and would be hurt consider-
ably more by the one- and three-year spot rates rising 1% while the two-year
spot rate fell 1%.

Interest Rate Risk and the Effect
of Repricing on Net Interest Income

Interest rate risk has been described thus far in terms of the effects of changes
in interest rates on the values of financial instruments and institutions. This
is both the simplest and most general way to assess interest rate risk. An alter-
native and fairly common approach describes interest rate risk in terms of
the effects of changes in interest rates on net interest income. Under this
approach, financial institutions benefit when net financial assets mature or
reprice at times when interest rates are higher than expected and are hurt
when net assets mature or reprice at times when interest rates are lower than
expected. Similarly, financial institutions are hurt when net financial liabil-
ities mature or reprice at times when interest rates are unexpectedly high
and benefit when net financial liabilities mature or reprice at times when
interest rates are unexpectedly low.

While this alternative approach is a good way to explain the level and
change in net interest income during the period, as discussed in the “Analy-
sis of Net Interest Earnings” and “Rate-Volume Analysis” sections, and it
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corresponds to one possible disclosure format for the SEC market risk disclo-
sures discussed in Chapter 12, it is highly limited as a way to assess interest
rate risk. In particular, it does not incorporate changes in the value of finan-
cial instruments that mature or reprice in subsequent periods, and so it does
not portray the most important effects of changes in the yield curve during
the period on the value of financial institutions. This approach does give
the correct direction of the exposure of the value of a financial institution
to interest rates under two highly restricted conditions, however:

1. [If the fact that the institution has more assets repricing than liabilities
in the current period implies that it also has more liabilities repricing
than assets in each subsequent period, and vice versa; and

2. If the shift in the yield curve during the period is parallel.

These conditions ensure that increases in a financial institution’s net inter-
est income are associated with increases in its value, and vice versa.

If users of financial reports do not recognize the limitations of this alter-
native approach, it can lead to incorrect and even dangerous conclusions
about how financial institutions can and should operate. It is true that net
interest income will be high if financial assets (liabilities) are originated or
reprice when interest rates on these instruments are high (low). However,
in the absence of capital constraints, there is no reason why such origina-
tions can occur only when financial assets and liabilities mature. For example,
if funds are needed to originate new financial assets, existing financial assets
can be sold or securitized or new financial liabilities issued. More impor-
tant, it is dangerous to think that financial institutions as a group can time
the repricing of their assets and liabilities in anticipation of changes in inter-
est rates, since interest rates are difficult to forecast. Even if a given financial
institution has some ability to forecast interest rates, its attempt to time the
repricing or maturity of assets and liabilities will usually lead to a mismatch
of the durations of its assets and liabilities that will make it more interest
rate risky, not less so.

Users of this approach often use the term “asset sensitive” to describe
a financial institution for which more assets than liabilities reprice in the
current period, implying that net interest income will benefit from a rise in
interest rates, and “liability sensitive” to describe an institution for which
more liabilities than assets reprice in a period, implying that net interest income
will be hurt by a rise in interest rates. This terminology is not used in this
book, because the sensitivity of a financial institution’s value to interest rates
depends on the relative durations of its financial assets and liabilities, not
on the amount of these items repricing in the current period.

ANALYSIS OF NET INTEREST EARNINGS

This section and the next analyze banks’ two required disclosures about net
interest earnings. This section analyzes banks’ analysis of net interest earnings
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disclosures. The “Rate-Volume Analysis” section examines their rate-volume
analysis disclosures. These disclosures are useful because they provide a basis
for understanding the level and change in current net interest earnings and
thus for forecasting future net interest earnings. To illustrate the analysis of
these disclosures, Golden West’s disclosures in 2005 are examined.

SEC Industry Guide 3 requires that banks disclose three things for each
of the past three years for each major category of interest-earning asset and
interest-paying liability:

1. The average amount outstanding during the period

2. The average yield earned/paid
3. The interest earned/paid, that is, (1) X (2)

Two useful summary statistics also are disclosed. “Interest rate spread” is
the difference between the average yield on interest-earning assets and the
average yield on interest-paying liabilities. “Net yield on average interest-
earning assets” is net interest earnings divided by average interest-earning
assets.

The net yield on average interest-earning assets is usually slightly higher
than the interest rate spread, reflecting the fact that banks typically have more
interest-earning assets than interest-paying liabilities. Specifically, denote the
average yield on interest-earning assets (interest-paying liabilities) by 7, (1)
and the average book values of interest-earning assets and interest-paying
liabilities by BV, and BV, respectively. Then interest rate spread is ry— 7y,
and net yield on average interest-earning assets is (ry X BV, — 7 X BV()/BV,
= rp— r. X BV} /BV,, which is usually bigger than interest rate spread because
BV /BV, is usually less than one.

Care should be taken in interpreting the analysis of net interest earn-
ings disclosures, for five reasons. First, average interest rates need not reflect
end-of-year rates. End-of-year interest rates are generally better predictors
of future rates than are the average rates for the year. Relatedly, average bal-
ances need not reflect end-of-year balances. Users of financial reports can
attempt to remedy this aspect of the disclosures by using end-of-year balances
to the extent that they are reported on the balance sheet or in the footnotes
on a sufficiently disaggregated basis.

Second, the yields in these disclosures need not reflect current market
interest rates for various reasons. For fixed-rate financial instruments, the
yields invariably reflect the historical interest rates used in amortized cost
accounting; even for the relatively few financial instruments accounted for
at fair value on the balance sheet, interest on these instruments still is calcu-
lated on an amortized cost basis. For floating-rate instruments, the interest
rates in the disclosure reflects the rate at which interest currently accrues,
which need not be the current market rate if the instrument has not repriced
recently or if restrictions or lags exist in repricing. Relatedly, the average
balances reflect book values, which need not equal fair values. The differ-
ences of historical and current interest rates and of amortized costs and fair
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values are likely to be largest for long-term, fixed-rate financial instruments.
Users can attempt to remedy this aspect of the disclosures using footnote
disclosures of the fair values of financial instruments required under SFAS
No. 107, Disclosures about Fair Value of Financial Instruments (1991), as
discussed in Chapter 6.

Third, financial institutions can make short-term decisions that affect
current net interest earnings in a different way than future net interest earn-
ings. For example, a bank can offer below-market rates on its core deposits.
Since core deposits are relatively sticky, doing this will tend to increase the
bank’s net interest earnings in the short run, but it will make it harder for
the bank to raise core deposits in the long run and will lead to attrition of
existing core deposits over time. Similarly, banks often offer low introduc-
tory “teaser” rates on certain loans, especially credit card receivables and
floating-rate mortgages. When the amount of origination of floating-rate
loans varies over time, the proportion of loans with low teaser rates varies.
For example, when a bank originates a larger amount of loans with low teaser
rates in the current year than usual, it depresses net interest income relative
to its normal level.

Fourth, interest rates earned on loans should be higher when banks accept
more credit risk (or any other type of noninterest rate risk). For example,
credit card loans should have higher interest rates than prime residential
mortgage loans. Accordingly, this disclosure should be interpreted in conjunc-
tion with disclosures of banks’ asset quality and credit risk.

Fifth, interest rates paid on liabilities should be lower for banks that bear
more noninterest costs of raising funds (i.e., with large branch networks).
Accordingly, this disclosure should be interpreted in conjunction with disclo-
sures of noninterest expense.

Golden West’s 2005 analysis of net interest earnings disclosure is reported
in Exhibit 4.4. This disclosure indicates that Golden West’s strategy in 2005
is to invest predominantly in loans receivable and mortgage-backed securities,
almost all of which are (backed by) one- to four-family residential mortgages,
which constitute $111 billion of its $115 billion of average interest-earning
assets and earn an average rate of 5.46%. Golden West finances these invest-
ments primarily with savings accounts with an average balance of $20 billion
paying an average rate of 1.93%, term accounts with an average balance of
$33 billion paying an average rate of 3.34%, and Federal Home Loan Bank
(FHLB) advances with an average balance of $37 billion paying an average
rate of 3.34%. The rates Golden West pays on savings and especially term
accounts are high for core deposits at the end of 2005} its strategy during
2005 was to raise the rates paid on term accounts in anticipation of increases
in interest rates, to facilitate growth in those deposits.

Golden West’s net interest spread is 2.38% and its net yield on average
interest-earning assets is 2.56% in 2005. These are relatively low percent-
ages compared to other banks during this year, and they reflect the fact that
Golden West does not speculate on the yield curve or bear much credit risk,
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and it is highly efficient with respect to noninterest expense. Its spread results
almost entirely from its role as a funds aggregator repackaging small, liquid
deposits into large, less liquid mortgage loans. Its spread fell considerably
during the year from the 2.73 to 2.89% level it earned during the period
of very low deposit and wholesale borrowing rates from 2002 to 2004, and
it appears to be returning to the 2 to 2.2% level Golden West consistently
earned during the decade up to 2000.

Comparison of the 2004 and 2005 average balance columns in Exhibit
4.4 indicates substantial asset growth and some liability composition changes
for Golden West during 2005. Golden West’s interest-earning assets grew
from $92 billion in 2004 to $115 billion in 2005. This growth was almost
entirely in loans receivable and mortgage-backed securities, despite the fact
that the flattening of the yield curve in 2005 reduced the affordability of
Golden West’s adjustable-rate mortgages relative to fixed-rate mortgages. This
growth was financed primarily by increases in term accounts, which grew
from an average balance of $12 billion to $33 billion, and FHLB advances,
which grew from an average balance of $28 billion to $36 billion. In contrast,
savings accounts dropped from $32 billion to $20 billion.

As noted, Golden West’s net interest spread and net yield on average
interest-earning assets both declined considerably from 2004 to 2005. For
example its spread declined by .35% from 2.73% to 2.38%, reflecting a lesser
increase in the average yield on earning assets (.87%) than on interest-
bearing liabilities (1.229%). This compression of its spread seems likely to
continue in 2006, given the sharper rise in end-of-year yields compared to
average yields for interest-bearing liabilities than for earning assets and
Golden West’s historical much lower spread. Alternatively, the relatively slug-
gish rise in the end-of-year yield on earning assets may be attributable to
lags in the indices Golden West uses in repricing its residential mortgage
assets, a temporary effect.

RATE-VOLUME ANALYSIS

The SEC requires in Industry Guide 3 that banks disclose for each of the
past two years for each major category of interest-earning asset and interest-
bearing liability the change in net interest earnings due to:

= Pure volume effects (i.e., the difference between the current and prior
years’ average balances times the prior year’s average interest rate)

®  Pure interest rate effects (i.e., the difference between the current and prior
years’ average interest rates times the prior year’s average balance)

®m  Interactive volume/rate effects (i.e., the difference between current and
prior years’ average balances times the difference between current and
prior years’ average interest rates)
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84 INTEREST RATE RISK AND NET INTEREST EARNINGS

Applying notation developed earlier, these effects can be represented as
follows. The change in net interest revenue during the period is 74 BV, ;
—rpc—1BVa ;—1. With some straightforward algebra, this amount can be
decomposed into the pure volume effect, 7o _1ABVy ,, the pure rate effect,
BVj (—1A7,, and the interactive effect, A7y, ABV, ;. The SEC allows the inter-
active effect to be allocated on a consistent basis to the pure volume and
rate effects, which in practice usually means in proportion to the relative
magnitudes of the pure effects.

These proportions will not be between zero and 1 if the pure rate and
pure volume effects have opposite signs, which can have odd implications
for the reported rate and volume effects, especially if the absolute magni-
tudes of the pure effects are close. For example, assume BV, ,_; =8, BV,
= 10, rp;—1 = .06, and r5; = .05, so that the pure rate effect is —.08 = 8
X —.01, the pure volume effect is .12 = .06 X 2, the sum of the pure effects
is .04, and the interactive effect is —.02 = —.01 X 2. In this example, the
portion of the interactive effect applied to the pure rate effect is .04 = —.02
X (—.08/.04), yielding a reported rate effect of —.04, and the portion of the
interactive effect applied the pure volume effect is —.06 = —.02 X (.12/.04),
yielding a reported volume effect of .06.

The rate-volume analysis disclosure is merely a convenience, since the
user of financial reports could with some tedium construct it from the previ-
ously described analysis of net interest earnings earned disclosure and in fact
could distinguish the pure and interactive effects in the process. Still, this
disclosure makes changes in a bank’s strategy for net interest income clear
at a glance, with the big numbers in absolute value indicating the big effects.

Golden West’s 2005 rate-volume analysis disclosure is reported in Exhibit
4.5. This disclosure clearly indicates the previously described sizable increases
in loans receivable and mortgage-backed securities, term accounts, and FHLB
advances and the sizable decrease in savings accounts during 2005. One can
also see that average yields rose for all assets and liabilities, though less so
for assets.

REPRICING GAP DISCLOSURES

Repricing gap disclosures report the entire book value of each main type of
interest-earning asset and interest-paying liability that reprices in various
intervals. Different banks use different intervals, but the most commonly
used are less than one year, one to five years, and beyond five years. Repric-
ing gap disclosures provide a somewhat crude indication of the sensitivity
of banks to movements in interest rates at these points on the yield curve.

Prior to 1998, all banks disclosed repricing gap. Although there was no
written requirement for these disclosures, their unanimous provision suggests
the SEC leaned on banks to make them. A fairly large number of banks elim-
inated or reduced repricing gap disclosures in 1998 or subsequent years,
presumably because they overlap with the SEC’s market risk disclosures.
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Despite the fact that they are no longer uniformly provided, users of

financial reports should understand repricing gap disclosures for three reasons:

1.

Many banks still disclose repricing gap, which indicates a bank’s strat-
egy regarding interest rate risk in an intuitive way using descriptive
terminology. This terminology applies directly to the analysis of interest
rate risk using market risk disclosures in the tabular format.

Repricing gap disclosures invariably provide incremental information
beyond market risk disclosures when these disclosures are not in the
tabular format.

Under SEC Industry Guide 3, banks must disclose the amount of secu-
rities, loans, and deposits in different maturity or repricing intervals in
financial reports, and some repricing information is provided in regula-
tory reports as well; these disclosures provide the user of financial reports
with some ability to construct repricing gap, especially for simple banks
such as thrifts.

In repricing gap disclosures, “gap” refers to differences in the amounts

of financial assets and liabilities repricing in a given interval, and it is used
in two different senses:

1.

Referring to a specific time interval. In this sense, “negative gap” means
more liabilities reprice than assets in that interval, and “positive gap”
means that more assets reprice than liabilities in that interval. This is now
the more common usage.

Referring to early versus late time intervals, or, equivalently, to whether
a financial institution’s assets reprice quicker or slower than its liabili-
ties. “Negative gap” in this sense means that more liabilities reprice than
assets in early intervals, and more assets reprice than liabilities in late
intervals. “Positive gap” in this sense means that more assets reprice than
liabilities in early intervals, and more liabilities reprice than assets in late
intervals. Prior to the thrift crisis, thrifts were invariably negative gap in
this sense, although this is no longer the case.

Repricing gap disclosures are limited in at least seven respects:

The intervals are generally quite wide, so they provide a crude indica-
tion of repricing interval.

The entire book value of a given financial instrument typically is placed
in a single repricing interval, despite the fact that the instrument may
have cash flows that occur in prior intervals. This makes the calculation
of duration difficult.

Some financial assets, such as residential mortgages and mortgage-backed
securities, include prepayment options, and some financial liabilities
include put, call, or conversion options. While historical rates of prepay-
ment or other option exercise usually are incorporated into repricing gap
disclosures, options whose probability of exercise depends on interest
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88 INTEREST RATE RISK AND NET INTEREST EARNINGS

rates cannot properly be described in a static portrayal of interest rate
sensitivity such as repricing gap.

4. Core deposits can have effective duration (i.e., are sticky) without having
any maturity. In this regard, different banks classify core deposits differ-
ently. Some, like Golden West, classify core deposits as having a zero
repricing interval, while others use deposit rollover rates published by
the Office of Thrift Supervision (OTS) to classify core deposits statis-
tically into repricing intervals. Conceptually, the treatment of core
deposits should reflect the behavior of both depositors and the bank.
For example, a bank that has a policy of paying higher rates on core
deposits, as Golden West does, effectively renders its core deposits as
shorter repricing, regardless of their stickiness. In contrast, a bank that
chooses to milk its core deposits will have slower repricing but also may
lose depositors at a faster rate than implied by the OTS rollover rates.

5. The interest rate indices on which repricing of floating-rate financial
instruments are based often include lags—usually of a month or two,
but sometimes longer —that are not reflected in repricing gap disclosures.

6. Repricing may not fully align rates earned or paid with market rates,
due to repricing caps or floors.

7. Repricing gap can change quickly, especially through the use of deriva-
tives such as interest rate swaps.

Despite these limitations, research shows that repricing gap is significantly
related to banks’ interest rate risk and hedging behavior.?

Exhibit 4.6 reports Golden West’s 2005 repricing gap disclosure. Golden
West reports it is positive gap in the zero- to three-month interval and nega-
tive gap in all subsequent intervals. Almost all of the action is in the zero-
to three-month interval, where $120 billion of Golden West’s $123 billion
of interest-earning assets reprice due to its reliance on adjustable-rate mort-
gages and mortgage-backed securities. Similarly, $89 billion of its $115 billion
of interest-paying liabilities reprice in this interval. In its discussion of this
disclosure, Golden West indicates that its adjustable-rate loans actually reprice
somewhat more slowly than its short-duration liabilities, however, due to
lags in the repricing indices for its loans.

Golden West’s emphasis on very quickly repricing assets and liabilities
makes it close to immune to shifts in the yield curve. In this regard, Golden
West states in its 2005 Form 10-K filing that “a 200 basis point rate increase
sustained over a thirty-six month period would initially, but temporarily,
reduce our primary spread [due to the lags in the repricing indices for its
loans mentioned above], and would not adversely affect our long-term profit-
ability and financial strength.”

It is useful to compare Golden West’s modest interest rate risk to that
of Washington Federal, a thrift that primarily holds fixed-rate mortgage-
related assets that it finances with shorter maturity liabilities. A condensed
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EXHIBIT 4.6 Golden West Financial Corporation, Repricing of Interest-
Earning Assets and Interest-Bearing Liabilities and Repricing

Gaps as of December 31, 2005 ($ in millions)

Projected Repricing (a)

0-3 4-12 1-5 Over 5
Months Months Years Years Total
Earning Assets:
Investments $ 1,702 $ 2 $ -0- -0- $ 1,704
MBS:
Adjustable rate 1,113 -0- -0- -0- 1,113
Fixed rate 15 34 150 172 371
Loans receivable:
Adjustable rate 114,730 1,363 817 -0- 116,910
Fixed rate held
for investment 77 165 408 240 890
Fixed rate held
for sale 82 -0- -0- -0- 82
Other (b) 2,080 -0- -0- 129 2,209
Total $119,799 $ 1,564 $ 1,375 541 $123,279
Interest-Bearing
Liabilities:
Deposits (c) $ 36,479 $ 20,718 $ 2,960 1 $ 60,158
FHLB advances 37,436 328 692 505 38,961
Other
borrowings 12,739 200 2,154 495 15,588
Impact of
interest rate
swaps 1,900 -0- (1,900) -0- -0-
Total $ 88,554 $ 21,246 $ 3,906 $1,001 $114,707
Repricing gap $ 31,245 $(19,682) $(2,531) $ (460) $ 8,572
Cumulative gap $ 31,245 $ 11,563 $ 9,032 $8,572
Cumulative gap
as a percentage of
total assets 25.1% 9.3% 7.2%

(a) Based on scheduled maturity or scheduled repricing; loans and MBS reflect scheduled
amortization and projected prepayments of principal based on current rates of prepayment.

(b) Includes primarily cash in banks and Federal Home Loan Bank (FHLB) stock.

(c) Deposits with no maturity date, such as checking, passbook, and money market deposit
accounts, are assigned zero months.
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repricing gap disclosure for Washington Federal is reported in Exhibit 4.7,
along with more detailed maturity and repricing information about its loans.
Like many traditional thrifts prior to the thrift crisis, Washington Federal’s
repricing gap disclosure indicates it is strongly negative gap in the zero- to
one-year interval and strongly positive gap in intervals beyond four years.
This disclosure clearly incorporates assumptions about the prepayment of
Washington Federal’s fixed-rate mortgages, because its disclosures about the
maturity of its loans indicate it has far larger positive gap exposures at long
maturities. If prepayment turns out to be slower than assumed (say because
interest rates rise and the residential real estate market turns down, events
that have already occurred to some extent), then Washington Federal’s repric-
ing gap exposures will be larger than disclosed. Moreover, although not
reported in Exhibit 4.7, Washington Federal discloses that $1.7 billion of
its liabilities (FHLB advances and reverse repurchase agreements) included
embedded options (call options exercisable by the counterparty) that exac-
erbate its repricing gap exposure if interest rates rise. As a result of these
exposures, Washington Federal’s value would fall considerably if the yield

EXHIBIT 4.7 Washington Federal, Inc.’s Repricing Disclosures for the
Year Ending September 30, 2005 ($ in thousands)

Interest Rate Risk

The Company accepts a high level of interest rate volatility as a result of its
policy to originate fixed-rate single-family home loans that are longer term than
the short-term characteristics of its liabilities of customer accounts and borrowed
money. The following table shows the estimated repricing periods for earning
assets and paying liabilities.

Repricing Period
After 1 Year
Within to Before
1 Year 4 Years Thereafter Total

As of September
30, 2005

Earning Assets*  $ 2,547,230 $ 2,224,709 $3,294.572 §$ 8,066,511
Paying Liabilities  $(4,673,467)  (1,480,044)  (762,994)  (6,916,505)

Excess (Liabilities)

Assets $(2,126,237) $ 744,665 $2,531,578
Excess as % of

Total Assets —25.82%
Policy limit for

one year e€xcess —60.00%

* Asset repricing period includes estimated prepayments based on historical activity.
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EXHIBIT 4.7 (Continued)

Loans Receivable

The Company originates adjustable and fixed interest rate loans, which at
September 30, 2005, consisted of the following:

Fixed-Rate

Term to
Maturity Book Value
Within 1 year $ 49,259
1 to 3 years 103,122
3 to § years 35,766
5 to 10 years 221,593
10 to 20 years 509,041
Over 20 years 4,333,854
$5,252,635

Adjustable-Rate

Term to Rate

Adjustment Book Value
Less than 1 year $ 976,907
1 to 3 years 246,653
3 to 5 years 102,301
5 to 10 years 5,317
10 to 20 years 8,462
Over 20 years —

$1,339,640

curve shifted upward. Washington Federal argues that the additional spread
it earns from accepting this interest rate risk is worth it, noting that it has
never recorded a monthly operating loss. It is important to recognize that
the measure of operating income referred to in this statement reflects interest
revenue and expense measured on an amortized cost basis and does not include

unrealized fair value gains and losses.

NOTES

1. Federal Reserve Board, www.federalreserve.gov/releases/h15/data.htm.

2. M. Flannery and C. James, “The Effect of Interest Rate Changes on the Com-
mon Stock Returns of Financial Institutions,” Journal of Finance 39, No. 4
(1984); and C. Schrand, “The Association between Stock Price Interest Rate
Sensitivity and Disclosures about Derivative Instruments,” Accounting Review

72, No. 1 (1997).






Credit Risk and Losses

IVI ost investments in debt instruments (e.g., loans, leases, debt securities,
and retained interests from securitizations) are expected to yield less
than the contractually promised payments (i.e., default) with some proba-
bility. On default, some portion of the principal and accrued interest invested
in the instrument is expected to be lost. The default probability and expected
loss conditional on default depend on attributes of the instrument and the
borrower as well as economic conditions. To compensate investors for the
expected amount and risk of credit losses, the initial yield on a credit-risky
debt instrument must include a premium above the yield on a credit-riskless
instrument with the same noncredit risks. Contingent lending and financial
guarantees (e.g., loan commitments, letters of credit, recourse obligations,
and credit derivatives) also expose financial institutions to credit risk, for
which they must charge actuarially fair fees, like insurers. After initiation,
a credit-risky instrument will likely perform better or worse than expected,
so the investor will earn an above- or below-normal return.

Accounting for credit-risky financial instruments not recognized at
observed market value generally involves estimating expected future credit
losses. This estimation requires judgment, the extent of which varies across
instruments. For example, large portfolios of individually small and homo-
geneous credit card receivables have more statistically predictable credit losses
than do individually large and heterogeneous commercial real estate loans.
The need for judgment in estimating credit losses allows financial institu-
tions to manage net income, regulatory capital, and other accounting numbers.
For example, during the bank crises from the mid-1970s to early 1990s and
to a lesser extent the 2001 to 2002 recession, the concern was that banks under-
reserve for credit losses in an attempt to appear more profitable or solvent.
In contrast, during the good economic times from the mid-1990s through
2000 and to a lesser extent from 2003 to the present, the concern was that
banks overreserve for credit losses to store income for future periods.

The Securities and Exchange Commission (SEC) and bank regulators
and accounting standard setters have addressed these concerns through
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a number of actions since 1998. Most notably, in November 1998 the SEC
required SunTrust Banks to reduce its perceived overstated allowance for
loan losses by $100 million (about 11%), with the public nature of this act
clearly intended as a signal to the banking industry as a whole. In July 2001,
the SEC issued Staff Accounting Bulletin (SAB) No. 102, Selected Loan Loss
Allowance Methodology and Documentation Issues, which requires banks
to have systematic, consistently applied (e.g., across the business cycle), docu-
mented, auditable methods for calculating the allowance for loan losses. In
July 2002, the SEC agreed to a cease-and-desist order with PNC Financial
that dealt with various transactions in which PNC transferred (and treated
as sold, despite retaining control over and essentially all of the risk of) non-
performing assets without having adequately reserved for the associated credit
losses prior to the transfer. Over this period, the SEC has also explicitly raised
its expectations about management’s discussion of the allowance for loan
losses in financial reports in various significant respects. Although bank reg-
ulators publicly disagreed with the SEC around the time of the SunTrust
restatement regarding whether banks were overreserved for credit losses,!
their recent rulemaking largely mirrors SAB No. 102.2 Accounting standard
setters have changed the accounting for acquired impaired loans and have
proposed to make broader changes in the accounting for credit losses.

This chapter describes the accounting and disclosure rules for thrifts and
commercial banks (banks) regarding credit losses and risk on their loan port-
folios. As in Chapter 4, the focus is on banks because of the unusually detailed
disclosures required of them under SEC Industry Guide 3, but credit risk
is also a significant concern for many other financial institutions, such as
subprime mortgage banks, lessors, and life insurers. Loans and other debt
instruments are the main source of credit risk for the vast majority of banks,
although a few very large banks, such as JPMorgan Chase, assume credit risk
primarily through the other types of credit-risky exposures mentioned earlier.
For these very large banks, the analyst must assess the aggregate credit risk
of their various exposures. The assessment of banks’ loan loss reserve adequacy
and loan portfolio quality using financial report information is illustrated
using disclosures from Golden West’s 2005 Form 10-K filing and various other
sources.

The first section briefly summarizes the economics of credit risk and
related financial economics research. The second section describes the main
accounts for loans and loan losses. In the third and fourth sections, the
distinct accounting and disclosure rules for estimated credit losses on unim-
paired and impaired loans, respectively, are described. The fifth section
illustrates the use of standard accounting ratios to assess banks’ loan loss
reserve adequacy and loan portfolio quality. Empirical research on the man-
agement and market valuation of the allowance and provision for loan losses
is briefly summarized in the final section. Appendix 5SA includes a “classic
case” on SunTrust Banks’ 1998 restatement of its allowance for loan losses.
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ECONOMICS OF CREDIT RISK

For a bank to accept credit risk, it must expect to be paid either interest at
a sufficiently large premium above the risk-free rate or an actuarially fair
fee. The required credit risk premium or fee depends on four main deter-
minants:

1. The probability that the borrower will default
2. The expected loss conditional on default

3. The variability of the loss
4

. The institution’s ability to diversify losses within its own portfolio or
to transfer them to a third party

The first of these determinants reflects the fact that credit risk has a discrete
aspect—a default either occurs or it does not—which is similar to insur-
ance risk. Theoretical research predicts and empirical research finds that the
first two of these determinants are positively correlated,? reflecting macro-
economic factors and the role of collateral, and the other determinants likely
are as well.

Macroeconomic and industry conditions (e.g., interest rates, growth)
and attributes of both the financial instrument (e.g., principal amount, matu-
rity, age, collateral, and covenants) and the borrower (e.g., liquidity, solvency,
profitability, and operating risk) affect each of the first three determinants,
sometimes in subtle ways. For example, the age of a loan affects the prob-
ability of default, because borrowers are unlikely to default immediately after
receiving cash. As a result, the assessment of credit risk is contextual for indi-
vidual exposures and involves nontrivial difficulties in aggregating across
exposures.

Regarding the fourth determinant, the institution’s ability to diversify
credit risk in its own portfolio depends on the correlations of default for
the financial instruments in its portfolio. Not surprisingly, defaults tend to
be correlated in time periods, industry groups, and geographical areas as well
as among significant counterparties. The institution’s ability to transfer credit
risk to a third party depends on the willingness of financial markets to accept
credit risk, which varies over time, often but not always tracking the busi-
ness cycle. For example, credit risk premia rose sharply during the hedge fund
crisis in the second half of 1998, when lenders shunned credit risk despite
no significant economic downturn. After returning to normal levels in 1999,
credit risk premia rose in the second half of 2000 and were high in 2001
and 2002, as financial institutions tightened credit standards as the econ-
omy turned down. Credit risk premia have been fairly low from mid-2003
through 2006. Because credit risk premia tend to track the business cycle, they
also tend to stay above or below average for relatively long periods; research
shows that market average credit risk premia revert to their means over one
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to four years.* Research also shows that changes in the credit risk premia
on individual bonds are driven primarily by market-wide demand and supply
conditions rather than by observable indicators of changes in the credit risk
of the bond’s issuer.®

Reflecting the difficulties in modeling credit risk, historically credit risk
has been estimated primarily using elaborate statistical models developed
by academics, banks, bond rating agencies, and others beginning in the mid-
1960s.° These models explain debt instruments’ credit risk measured in
various ways, including the probability of default, credit ratings, and loan
classifications (e.g., accrual, special mention, substandard, doubtful, and loss).
The models examine both the levels of these credit-risk measures and the
probabilities with which those levels migrate favorably or unfavorably over
time. The explanatory variables in these models are primarily accounting
ratios, which typically are chosen through data mining exercises rather than
on theoretical grounds. The optimal choice and weighting of explanatory
variables depend critically on the assumed “loss function”—for example,
on assumptions about the relative costs of incorrectly classifying a good loan
as bad versus a bad loan as good.

In the past decade, the theory of credit risk has developed rapidly and
is converging in many respects with the theory of interest rate risk (e.g., dura-
tion and the yield curve) discussed in Chapter 4.7 In this theory, the market
prices defaultable securities using discount rates that include a premium to
compensate for credit risk, generating a separate yield curve for each given
level of credit risk. Credit risk interacts in subtle ways with maturity, however,
so that yield curves for instruments with different levels of credit risk gener-
ally are not parallel. For example, currently low-risk borrowers are unlikely
to default quickly, since even if they turn unprofitable it takes them a while
to erode their equity and cash reserves. Thus their credit risk premia tend
to rise over some range of maturities. In contrast, currently high-risk bor-
rowers are more likely to default relatively quickly. Moreover, if they survive
sufficiently long, their credit risk usually moderates. This fact implies that
credit risk premia for relatively high-risk borrowers tend to decline with
maturity.

Complementing this theoretical development, the recent rise of the mar-
kets for credit derivatives and risky asset securitizations has made credit risk
premia more observable, resulting in a boom in research on credit risk esti-
mation using market information.® An issue in this research is that credit risk
premia for one type of financial instrument (e.g., credit derivatives) invar-
iably correspond imperfectly to credit risk premia for other types of financial
instruments issued by or referenced to the credit of the same borrower (e.g.,
bonds), due to differences in the contractual features of the instruments and
the demand and supply characteristics of the markets in which they trade.
In addition, the practical usefulness of this research naturally hinges on the
market’s ability to assess credit risk, which varies across types of financial
instruments and borrowers. Still, the development of these markets is the
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primary reason why the Basel Committee decided in the Basel II Capital
Accord to allow banks to estimate their risk-based capital using either exter-
nal or internal credit ratings.

ACCOUNTS FOR LOANS AND LOAN LOSSES

The accounting for banks’ loan assets differs depending on whether the bank
intends to hold the loans in portfolio or for sale. It also differs for purchased
loans for which it was probable at the time of purchase that the bank would
receive all the contractual payments on the loans due to the lack of credit-
worthiness of the borrower (hereafter “acquired impaired loans”). This
section first describes in detail the accounting for loans that are held in port-
folio and that are not acquired impaired loans (i.e., that were originated
by the bank or are acquired unimpaired loans). This section then briefly
describes the differences in the accounting for loans held for sale and for
acquired impaired loans.

A gross asset, loans outstanding, reports the remaining contractual prin-
cipal on loans held in portfolio, with a separate interest receivable account
reporting interest accrued but not yet received. The sum of loans outstand-
ing and interest receivable equals the present value of the contractually
promised future payments on loans. For each loan, this present value is calcu-
lated using an “effective interest rate” that is determined at the origination
or purchase of the loan. This effective interest rate is the internal rate of
return that equates the initial contractual principal to the present value of
the contractually promised payments. This rate includes a credit risk premium
that reflects both the expected amount of credit losses, which is not risk per
se, and the priced (e.g., nondiversifiable) variability of those losses, which
is risk. This rate is higher than the internal rate of return that equates the
initial contractual principal to the present value of the expected payments
on the loan, which reflects only the priced variability of losses.

A contra-asset account, the allowance for loan losses, reports the portion
of loans outstanding that the bank’s management estimates will not be received,
although aspects of accounting rules to be discussed imply that the allowance
for loan losses generally will not reflect management’s best estimates. The
provision for loan losses, typically classified as an expense (although it is more
properly viewed as partly a contra-revenue and partly a gain or loss, as will
be discussed) records the decrease in income from credit losses on loans in
the period.

The loans outstanding, allowance for loan losses, and provision for loan
losses accounts articulate in various ways that are depicted in schematic T
accounts in Exhibit 5.1. Standard bookkeeping conventions are used in this
exhibit and in T accounts and journal entries throughout the book. Under
these conventions, some accounts (assets and expenses) increase on the debit
(left) side and the other accounts (liabilities, owners’ equity, and revenues)
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EXHIBIT 5.1 Accounts for Loans and Loan Default

Provision for

Allowance for Loan Losses
Loans Outstanding Loan Losses (Contra-Revenue
(Gross Asset) (Contra-Asset) or Expense)
beginning beginning
balance balance
+ loan — principal + provision =+ provision
initiations payments for loan for loan
and losses losses
purchases (unimpaired (unimpaired
loans) loans)
— loan sales
and
securitizations
— net loan = — net + loan = + loan
charge-offs loan write-downs write-downs
charge- (impaired (impaired
offs loans) loans)
= ending = ending
balance balance

increase on the credit (right) side. Contra accounts increase on the side oppo-
site to the accounts they are deductions from (e.g., a contra-asset increases
on the credit side). It is not necessary to know these conventions to follow
the discussion, however, because increases and decreases in T accounts and
journal entries always are indicated using plus and minus signs.

Loans outstanding increase with the principal amount of new loans,
whether initiated or purchased by the bank. Loans outstanding decrease with
principal payments, with the loan principal that is sold or securitized, and
with gross charge-offs of loans net of recoveries of prior charge-offs. The
principal cash flows on loans held in portfolio are classified as investing on
the cash flow statement. While there is very little authoritative guidance as
to when loan charge-offs should be recorded, this should occur only when
a loan is deemed to be uncollectible with high probability. Exceptions to this
principle are reflected in the requirements of the Federal Financial Institu-
tions Examination Council (FFIEC, a cooperative group of the main bank
regulators) for consumer loans, revised in 1999. Under these requirements,
revolving loans (e.g., credit card receivables) must be charged off no later
than 180 days past due, and closed-end (e.g., installment) loans must be
charged off no later than 120 days past due, regardless of the probability
of collection.
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The allowance for loan losses increases with the provision for loan losses
and decreases with net loan charge-offs each period. By reducing both loans
outstanding and the allowance for loan losses, the charge-off of a loan essen-
tially removes all traces of that loan from the bank’s books.

The allowance for loan losses, provision for loan losses, and net loan
charge-offs each provide distinct information about loan default. The allow-
ance for loan losses is a “stock” measure that reflects bank management’s
estimate of future credit losses on its loans outstanding. This estimate should
incorporate the size and composition of the loan portfolio, the default prob-
abilities on loans in the portfolio, and the expected losses conditional on
default. The provision for loan losses and net loan charge-offs are both “flow”
measures of credit losses during the period, but of very different natures.
The provision for loan losses reflects bank management’s estimate of the
expected credit losses due to initiating and holding loans during the period.
It should incorporate the initial estimates of default probabilities and expected
losses conditional on default on the loans initiated during the period; this
portion of the provision for loan losses is properly viewed as contra to interest
revenue earned over the period the loan is held, not as an expense. It also
should incorporate the changes in the default probabilities and expected losses
conditional on default on the loans held during the period; this portion of
the provision is properly viewed as a gain or loss. In contrast, net loan charge-
offs should reflect the realization of default on specific loans held during the
period.

Because allowances and provisions for loan losses reflect estimates of
future credit losses while loan charge-offs reflect the realization of loan
default, the former should be more timely but also more judgmental than
the latter. In cases where managerial discretion has been used to delay making
provisions for loan losses, however, loan loss provisions and loan charge-
offs may occur at close to the same time. For example, this was the case with
large commercial banks’ less developed country (LDC) loans in the 1980s.
Despite the fact that these loans often traded in the early 1980s at a frac-
tion of their book value, banks began significantly to provide for and charge
off these loans only in 1987. Banks were able to delay making provisions
for these loans in part by continuing to lend more to LDC borrowers. Research
on these and other discretionary accounting behaviors is summarized in the
section “Research on Banks’ Loan Loss Reserves.”

Loan charge-offs also include a judgmental component, however, as
evidenced by nontrivial percentages of charged-off loans often being subse-
quently recovered. In fact, one way to overreserve for credit losses without
being obvious about it is to adopt a fast charge-off policy that keeps the
allowance for loan losses at a reasonable level. This possibility is discussed
in the “Loan Portfolio Quality and Loan Loss Reserve Adequacy” section.

Loans held for sale are recorded at lower of cost or fair value, like inven-
tory, under the American Institute of Certified Public Accountants State-
ment of Position (AICPA SOP) No. 01-6, Accounting by Certain Entities
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(Including Entities with Trade Receivables) that Lend to or Finance the Activ-
ities of Others. (AICPA SOPs are issued in the year indicated by their first
two digits.) Unrealized losses on these loans are recorded directly as a reduc-
tion to the asset, and no allowance for loan losses is recorded. The principal
cash flows on loans held for sale are classified as operating on the cash flow
statement.

For acquired impaired loans, AICPA SOP No. 03-3, Accounting for
Certain Loans or Debt Securities Acquired in a Transfer, requires that at acqui-
sition the gross loans outstanding recorded equal the discounted expected
(not contractual) payments on the loans, so that no allowance for loan losses
is recorded. Consistent with this balance sheet valuation, SOP No. 03-3
requires that the effective interest rate for these loans be the internal rate
of return that equates the initial investment to the present value of the
expected payments. Subsequent to acquisition, an allowance is recorded if
it is probable the expected cash flows on the loans have decreased below
those expected at acquisition, and the effective interest rate is recalculated
if it is probable that expected payments have increased significantly.

ACCOUNTING AND DISCLOSURE RULES
FOR UNIMPAIRED LOANS

Estimated credit losses are calculated differently for unimpaired and impaired
loans. Individual loans are deemed impaired when they meet criteria dis-
cussed in the “Accounting and Disclosure Rules for Impaired Loans” section;
all other loans are unimpaired. The very general rules governing recognition
and measurement of credit losses for unimpaired loans are described next.
Significant differences in how these general rules are applied across types
of loans are discussed in the “Importance of Loan Type” section. Disclosures
of credit losses and risk on loans required in SEC Industry Guide 3 are described
in the “Disclosures” section.

Recognition and Measurement

The overarching standard that deals with credit losses is Statement of Finan-
cial Accounting Standards (SFAS) No. 5, Accounting for Contingencies (1975),
which states that loss contingencies should be recognized on the balance sheet
(as liabilities or contra-assets) if they are “probable” and the amount of the
losses can be “reasonably estimated.” Neither “probable” nor “reasonably esti-
mated” is defined precisely. “Probable” usually is interpreted to mean more
likely than some fairly high threshold probability, such as 50%. “Reason-
ably estimated” is clarified somewhat in FASB Interpretation (FIN) No. 14,
Reasonable Estimation of the Amount of a Loss (1976), which states that if
a range of loss can be reasonably estimated, then the most likely amount
within the range should be chosen if one exists. If no amount within the range
is most likely, then the low end of the range should be chosen. SFAS No.
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5’s (1975) requirement to record allowances only for loss contingencies that
are probable and capable of reliable estimation and FIN No. 14’s require-
ment to choose the low end of the range imply that allowances for loan losses
are measured in an anticonservative fashion and so will tend to be revised
upward over time as uncertainty about loan default resolves. Because this
uncertainty generally is greater for credit-riskier loans, such loans tend to
yield larger upward revisions in the allowance for loan losses over time.

The imprecise language used in SFAS No. 5§ and FIN No. 14 provides
ample room for discretion to be applied to the allowance and provision for
loan losses. Although the SEC recently has attempted to mitigate this discre-
tion through the issuance of SAB No. 102, it did not alter those two standards
in any way.

Importance of Loan Type

In practice, the methods used to estimate credit losses for unimpaired loans
vary across two general types of loan:

1. Individually small and homogenous loans (e.g., credit card receivables
and other consumer loans) typically are classified into groups, and statis-
tics based on past experience are used to estimate credit losses. SFAS
No. 5’s criteria that losses be probable and capable of reliable estima-
tion are usually met at initiation for large and homogeneous portfolios,
and so an allowance for loan losses will be recorded at that time that
should be reasonably close to the expected credit losses on those loans
based on historical data. Although some judgment about current market
conditions often is used to temper these statistical estimates, this judg-
ment is constrained by the availability and historical predictive power
of these estimates. Banks need not use equally reliable statistical meth-
ods, however, and they can influence the historical data by charging off
loans too quickly and various other actions.

2. Individually large and heterogeneous loans (e.g., commercial and indus-
trial loans and commercial real estate loans) typically are evaluated on
a loan-by-loan basis primarily by the loan officers responsible for these
loans. SFAS No. 5’s recognition criteria often are not met until shortly
before this type of loan defaults. As discussed in the “Financial Economic
Research on Credit Risk” section, models to estimate credit losses for
this type of loan are still developing, and even in the absence of discre-
tion by loan officers, banks can badly misestimate credit losses for this
type of loan, especially when economic conditions change quickly. More
discretion exists in estimating credit losses for this type of loan, however,
and empirical research finds that loan officers’ incentives are to hide
loan default on the loans they originated.’

The two general types of loans just described should be thought of as
endpoints on a continuum, with specific types of loans falling somewhere



102 CREDIT RISK AND LOSSES

in the continuum. For example, in its 2005 Form 10-K filing, Golden West
states how it calculates its allowance for loan losses for its mortgages:

In order to evaluate the adequacy of the allowance, the Company deter-
mines an allocated component and an unallocated component. The
allocated component consists of reserves on loans that are evaluated
on a pool basis, primarily the large portfolio of one- to four-family
loans, as well as loans that are evaluated on an individual basis, such
as major multi-family and commercial real estate loans. However, the
entire allowance is available to absorb credit losses inherent in the total
loan receivable balance.

To evaluate the adequacy of the reserves for pooled loans, a model is
used that is based on the Company’s historical repayment rates, fore-
closure rates, and loss experience over multiple business cycles. Data
for the model is gathered using an internal database that identifies and
measures losses on loans and foreclosed real estate broken down by
age of the loan. To evaluate the adequacy of reserves on individually
evaluated loans, impairment is measured based on the fair value of the
collateral taking into consideration the estimated sale price, cost of
refurbishing the security property, payment of delinquent property
taxes, and costs of disposal.

The Company has also established an unallocated component to address
the imprecision and range of probable outcomes inherent in the
estimates of credit losses. The amount of the unallocated reserve takes
into consideration many factors, including trends in economic growth,
unemployment, housing market activity, home prices for the nation
and individual geographic regions, and the level of mortgage turnover.
The ratios of allocated allowance and unallocated allowance to total
allowance may change from period to period.

As this passage indicates, even Golden West’s portfolio of relatively homo-
geneous residential mortgages yields an allowance for loan losses that reflects
some discretion. The degree of discretion is greater for its less homogeneous
“major multi-family and commercial real estate loans.”

As noted, a large portfolio of homogenous loans usually will have prob-
able loan default of some amount immediately upon initiation, and so SFAS
No. 5 effectively requires that a loan loss provision be recorded immedi-
ately for these loans. While this implies banks have relatively little discretion
over loan loss provisions for these loans, it also yields poor matching of inter-
est revenues and loan loss provisions for these loans, because no interest
revenue is recorded at initiation. The problem is not SFAS No. 5 (1975),
but rather that the effective interest rate on the loan is based on contrac-
tually promised cash payments and thus rises with expected credit losses.
A conceptually preferable approach would be to calculate the effective inter-
est rate using the expected payments at initiation, as SOP No. 03-3 requires
for acquired impaired loans. Under this approach, the effective interest rate
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and thus interest revenue would reflect a premium only for priced variability
in credit losses, not for expected credit losses. Provisions for loan losses would
be recorded only when credit losses are greater than initial expectations.

Disclosures

Since the extent of credit risk and discretion over the allowance for loan
losses varies across loan types, SEC Industry Guide 3 requires that banks
disclose information about loans and credit losses in aggregate and by major
type of loan, distinguishing domestic and foreign loans. These disclosures
are most important for banks that hold a diverse mixture of loans. This sec-
tion describes these disclosures and illustrates their usefulness using sample
disclosures from Golden West’s 2005 Form 10-K filing as well as the SunTrust
case in the appendix.

SEC Industry Guide 3 requires that banks disclose loans outstanding by
type for each of the past five years. Because different types of loans have
different credit risk that is accounted for differently, this disclosure helps
users of financial reports interpret banks’ disclosures of credit losses both
at the aggregate level and by loan type. Exhibit 5.2 reports Golden West’s
disclosures about the composition of its loan portfolio from 2001 to 2005.
This disclosure is rather dull due to Golden West’s almost complete reliance
on fairly homogeneous one- to four-family residential mortgages. SunTrust’s
more diversified loan portfolio disclosed in its 1998 Form 10-K filing is
reported in Exhibit 5A.3—37.8% commercial loans (fairly heterogeneous),
47.3% real estate loans (fairly homogeneous), and 14.9% consumer loans
(very homogeneous) in 1998.

Industry Guide 3 basically requires that the allowance for loan losses
be decomposed into the amount associated with each type of loan and the
amount not allocated to any loan type, although this disclosure can be
replaced with a narrative discussion of the risk elements in the loan port-
folio. When made, as it usually is now, this disclosure is useful because the
size of the allowance for loan losses should vary across types of loans based
on their differential credit riskiness and also on the speed of charge-offs, if
this speed is too fast or slow. For example, the FFIEC’s required policies
for consumer loans (especially closed-end loans) imply these loans probably
are charged off too quickly on average, thereby reducing the allowance for
loan losses attributable to those loans.

Exhibit 5.3 reports Golden West’s disclosure of the composition of the
allowance for loan losses from 2001 to 2005. The allowance for loan losses
for the one- to four-family residential loans and the multifamily and commer-
cial loans are roughly proportionate to the loans outstanding for those types
of loans, reflecting the generally similar nature of Golden West’s various types
of real estate loans. Golden West’s allowance for one- to four-family residen-
tial real estate loans is almost entirely general to the portfolio, while about
7% of the allowance for multifamily and commercial real estate loans is
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EXHIBIT 5.8 Golden West’s 2005 Form 10-K Filing Composition of
Allowance for Loan Losses Disclosure ($ in thousands)

2005 2004 2003 2002 2001
Real Estate
1 to 4 units
General $283,152 $274,660 $273,894 $263,004 $240,135
Specific -0- 339 -0- -0- -0-

283,152 274,999 273,894 263,004 240,135
S5+ units and

commercial

General 12,062 14,095 15,005 16,521 18,166

Specific 645 1,016 1,038 1,572 2,712

12,707 15,111 16,043 18,093 20,878

Total $295.859  $290,110 $289,937 $281,097 $261,013
Ratio of

allowance for

loan losses to

total loans held

for investment

and MBS with

recourse 25% .28% .37% 43% 47%

specific to individual loans, reflecting the somewhat less homogeneous nature
of the latter types of loans.

More interesting differences in the composition of the allowance for
loans losses are evident in Exhibit 5A.3 of the SunTrust case in the appen-
dix. For example, SunTrust’s consumer loans constitute 14.9% of its loans
outstanding but 44.6% of its allowance for loan losses, because of the high
credit losses on these loans. The high percentage of the allowance attrib-
utable to consumer loans obtains despite speedy charge-offs of these loans.

Historically, the disclosure of the unallocated portion of the allowance
was useful because discretion over the allowance for loan losses often was
concentrated in that portion of the allowance. For example, the SEC appears
to have decided that SunTrust had overstated its allowance for loan losses
in part because of the size of its unallocated allowance. SunTrust originally
reported an unallocated allowance for loan losses of 45.6% of the total
allowance in its 1997 Form 10-K filing. In its amended 1997 Form 10-K filing
submitted in November 1998, SunTrust reduced its unallocated allowance
percentage to 37.2%. In its 1998 Form 10-K filing, SunTrust reduced its unal-
located allowance percentage to 4.5%.
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The SEC has induced banks to reduce the unallocated portion of their
allowances for loan losses through the SunTrust restatement and SAB No.
102’s requirement that banks have systematic methods for calculating the
allowance for loan losses. Although this may have helped reduce banks’ exer-
cise of discretion over the allowance for loan losses, it also has made any
discretionary behavior that remains more difficult to observe.

Industry Guide 3 also requires the disclosure of beginning and ending
balances of the allowance for loan losses, the provision for loan losses, and
gross loan charge-offs and recoveries of prior loan charge-offs by major type
of loan. This disclosure is useful because loan charge-offs are a relatively
nondiscretionary measure of loan default that can be used to assess the ade-
quacy of the allowance and provision for loan losses, as discussed in the “Loan
Portfolio Quality and Loan Loss Reserve Adequacy” section. Recoveries of
loan charge-offs provide an indication of whether loan charge-offs are being
recorded at the proper time; too high a percentage of recoveries indicates
too fast a charge-off policy, and vice versa.

If a bank reports the composition of the allowance for loan losses, then
the provision for loan losses for each loan type can be inferred, since for each
type of loan the change in the allowance equals the provision for loan losses
minus net loan charge-offs. The change in the unallocated allowance for loan
losses equals the portion of the provision for loan losses not attributable to
any specific type of loan.

Exhibit 5.4 presents Golden West’s disclosures regarding the activity in
its allowance for loan losses from 2001 to 2005. As indicated, Golden West
recorded a tiny provision for loan losses of $8.3 million and only $2.5 million
net loan charge-offs on its $119.1 billion loan portfolio during 2003, reflect-
ing essentially zero default on mortgages due to booming real estate markets
and its conservative credit extension policies. Between 2000 and 2003,
Golden West built up its allowance for loan losses by 22% by recording loan
loss provisions well in excess of its minimal net loan charge-offs. Golden
West has experienced almost no loan default in the past five years and has
a healthy allowance for loan losses. Notice that Golden West maintains a
separate recourse liability for loans sold and loans securitized and retained.
SunTrust’s 1998 disclosures regarding the activity in its allowance for loan
losses are reported in Exhibit 5A.2 and are a focus of the case in the appendix.

Complementing these disclosure requirements, the SEC expects detailed
discussion of period-to-period changes in specific elements of the allowance
for loan losses in management’s discussion and analysis (MD&A). It also
expects clear discussion of the methodology for calculating the allowance
for loan losses and any changes in that methodology from prior periods.!?

Disclosures of significant concentrations of economic risks and of signi-
ficant accounting estimation risks are required by AICPA SOP No. 94-6,
Disclosures of Certain Significant Risks and Uncertainties. Disclosures of finan-
cial instruments with concentrations of credit risk are required under SFAS
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EXHIBIT 5.4 Golden West’s 2005 Form 10-K Filing Activity in the
Allowance for Loan Losses Disclosure ($ in thousands)

2005 2004 2003 2002 2001

Beginning allowance
for loan losses $290,110 $289,937 $281,097 $261,013 $236,708

Provision for loan
losses charged to

expense 8,290 3,401 11,864 21,170 22,265
Loans charged off (4,363) (4,613) (3,633) (1,943) (2,425)
Recoveries 1,822 1,385 609 857 351

Net transfer of

allowance from

recourse liability -0- -0- -0- -0- 4,114
Ending allowance

for loan losses $295,859 $290,110 $289,937 $281,097 $261,013

Ratio of net
charge-offs to
average loans
outstanding
and MBS with
recourse .00% .00% .00% .00% .00%

Ratio of allowance
for loan losses to
NPAs 77.4% 84.4% 68.4% 66.2% 66.3%

No. 107, Disclosures about Fair Value of Financial Instruments (1991), as
amended. These disclosure requirements often apply to banks’ loan portfo-
lios. In this regard, Financial Accounting Standards Board (FASB) Staff Posi-
tion (FSP) SOP 94-6-1 (2005) clarifies that nontraditional loan products
which allow zero or negative loan amortization for a period of time, a high
initial loan-to-value ratio, a subordinated claim to collateral, or artificially
low (i.e., teaser) initial interest rates may trigger these disclosure requirements.

ACCOUNTING AND DISCLOSURE
RULES FOR IMPAIRED LOANS

The next section discusses the accounting and disclosure rules for credit losses
on impaired loans. The “Nonperforming Loans” section covers SEC Industry
Guide 3 required nonperforming loans disclosures.
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Impaired Loans

SFAS No. 114, Accounting by Creditors for Impairment of a Loan (1993),
and SFAS No. 118, Accounting by Creditors for Impairment of a Loan:
Income Recognition and Disclosure (1994), govern accounting and disclo-
sures for impaired loans. These standards do not apply to individually small,
homogeneous loans for which loan losses are estimated at the portfolio level,
since impairment is assessed only at the individual loan level. These standards
also do not apply to lease financing receivables, presumably because the FASB
did not want to revisit lease accounting in these standards.

SFAS No. 114 defines a loan as impaired when it is probable that the
contractual payments will not be received. Insignificant delays or shortfalls
in payments do not require a loan to be deemed impaired. In contrast, a
troubled debt restructuring is by its nature impaired. SFAS No. 118 defines
a loan as impaired when the present value of the expected cash flows is less
than the book value of the loan. The FASB does not directly acknowledge
that the SFAS No. 118 definition of impairment is broader than the SFAS
No. 114 definition, since expectations reflect averages that are affected by
any probability, no matter how low, while “probable” usually is interpreted
to mean more likely than some fairly high threshold probability. In any event,
banks appear to use convenient proxies for impairment (e.g., number of days
past due unless sufficiently well collateralized) rather than the definitions
in either of these standards.

When a specific loan is deemed impaired, SFAS No. 114 requires that
the loan be written down to the present value of the expected cash flows
using the effective interest rate determined at the initiation of the loan. The
provision for loan losses should be increased by the amount of the write-
down. The market value of the loan or the fair value of any collateral may
be used in place of the present value calculation. SFAS No. 118 requires that
the firm disclose the amount of interest revenue recognized on impaired loans
and how this revenue is calculated.

The accounting for loan impairment is deficient because an impaired
loan is by its nature riskier than an unimpaired loan, all else being equal,
and so the effective interest rate used is too low. Still, SFAS No. 114 is signif-
icantly tougher than its predecessor SFAS No. 15, Accounting by Debtors
and Creditors for Troubled Debt Restructurings (1977), which required that
a restructured loan be written down only if the undiscounted sum of the
restructured payments is less than the book value of the loan, and, if so, that
the loan be written down only to the undiscounted sum of the payments.

SFAS No. 118 requires that banks disclose the amount of impaired loans,
the portion of the allowance for loan losses devoted to impaired loans, and
any interest revenue recorded on impaired loans; some banks go further and
provide separate accounts for unimpaired and impaired loans. For example,
in its 2005 Form 10-K filing, Golden West makes this disclosure:

The portion of the allowance for loan losses that was specifically
provided for impaired loans was $645 thousand and $1.4 million at
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December 31, 2005 and 2004, respectively. The average recorded invest-
ment in total impaired loans was $347 million and $387 million during
2005 and 2004, respectively. All amounts involving impaired loans
have been measured based upon the fair value of the related collateral.
The amount of interest income recognized during the years ended
December 31, 2005, 2004, and 2003 on the total of impaired loans
at each year-end was $10 million (2005), $10 million (2004), and $13
million (2003).

Nonperforming Loans

Industry Guide 3 requires banks to disclose the amounts of nonaccrual loans,
past-due loans, loans subject to troubled debt restructurings, and potential
problem loans for each of the past five years. “Nonaccrual” means not accru-
ing interest, which usually refers to loans that are more than 90 days past
due and not sufficiently well collateralized. “Past due” refers to loans that
are more than 90 days delinquent with respect to contractual principal and
interest payments, but still accruing interest. Troubled debt restructurings
are defined in SFAS No. 15 as restructurings made because of the borrower’s
financial condition that the creditor would not have otherwise considered;
the standard provides a noncomprehensive list of indicators of such restruc-
turings. Nonperforming loans are the sum of nonaccrual loans, past due
loans, and restructured troubled debt. Potential problem loans include loans
that are performing but for which bank management has serious doubts that
the borrower will be able to comply with the current terms of the loan. Non-
performing assets are the sum of nonperforming loans and other real estate
owned, which is real estate acquired through foreclosure on mortgaged prop-
erty. (Be aware that bank regulators define other real estate owned somewhat
more broadly.)

The criteria used to determine nonperforming loans are likely to be sim-
ilar to (or even the same as) the criteria used to assess loan impairment
discussed in the “Impaired Loans” section, and so this disclosure overlaps
considerably with disclosures of impaired loans. The SEC does not require
disclosure of nonperforming loans by type of loan, although some banks
make this useful disclosure voluntarily. SunTrust does so in its 1998 Form
10-K filing, reported in Exhibit SA.1, presumably because of the pressure
it received from the SEC to justify its allowance for loan losses.

Nonperforming loans are both timely and nonjudgmental compared to
the allowance for loan losses. This is not to say that nonperforming loans
are completely nondiscretionary in amount of classification, however. For
example, a bank can avoid designating a loan as nonperforming by contin-
uing to lend more to the borrower. Judgmental appraisals of collateral affect
designations as sufficiently well collateralized, which determine whether loans
are nonaccrual versus past due. Decisions to repossess real estate affect other
real estate owned and thus nonperforming assets.

A useful feature of the nonperforming loans disclosure is that it enables
the user of financial reports to distinguish the existence of problem loans
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from the determinants of the expected losses on those loans. For example,
a simple way to model the expected losses on a loan portfolio is as the amount
of nonperforming loans times the probability of default on nonperforming
loans times the percentage loss on nonperforming loans given default, plus
the amount of performing loans times the probability of default on perform-
ing loans times the percentage loss on performing loans given default. The
probability of default on nonperforming loans usually is considerably higher
than that on performing loans. The percentage loss conditional on default
should be the same for the two types of loans, however, since a performing
loan usually will become nonperforming before defaulting.

Exhibit 5.5 presents Golden West’s disclosures of its nonperforming loans
from 2003 to 2005. During 2004, Golden West’s nonperforming loans
decreased sharply in total amount and as a percentage of total assets, and
this percentage remained essentially constant in 2005. The decrease in 2004
primarily reflected booming real estate markets in California and elsewhere
in the United States. It also implies, as shown in Exhibit 5.4, that Golden
West’s allowance for loan losses rose substantially relative to nonperform-
ing loans in that year.

LOAN PORTFOLIO QUALITY AND
LOAN LOSS RESERVE ADEQUACY

“Loan portfolio quality” refers to the credit risk of the loan portfolio, in
particular, whether the value of the portfolio has deteriorated or is prone
to future deterioration. “Loan loss reserve” adequacy refers to the appro-
priateness of the allowance and provision for loan losses as stock and flow

EXHIBIT 5.5 Golden West’s 2005 Form 10-K Filing Nonperforming Assets
and Restructured Troubled Debt Composition Disclosure
($ in thousands)

December 31
2005 2004 2003
Nonaccrual loans $373,671 $332,329 $410,064
Foreclosed real estate 8,682 11,461 13,904
Total nonperforming assets $382,353 $343,790 $423,968
TDRs $ 124 $ 3,810 $ 3,105
Ratio of NPAs to total assets 31% .32% 51%
Ratio of TDRs to total assets .00% .00% .00%

Ratio of NPAs and TDRs to total assets 31% .33% .51%
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measures, respectively, of credit losses, given the quality of the loan port-
folio. Assessment of a bank’s loan portfolio quality and loan loss reserve
adequacy begins with a detailed understanding of the types of loans the bank
holds, focusing on concentrations of risk and the current economic condi-
tions that are relevant to those loans. For example, Golden West mostly holds
adjustable-rate residential mortgages on property in California, and so it is
primarily exposed to the California real estate market and economy. The
extent of this exposure is affected and generally mitigated by the fact that
Golden West usually originates loans that have moderate size (e.g., it discloses
that the average size of its mortgage origination in California in 2005 was
$338,000) and have loan-to-value ratios lower than 80% or mortgage insur-
ance. This understanding provides the basis for the interpretation of certain
standard ratios. Whenever feasible, a bank’s ratios should be compared to
those of banks that hold comparable loans. For example, Washington Mutual
provides a fairly good comparison for Golden West, although it is consid-
erably larger and more diversified geographically and by type of loan than
Golden West. In addition, ratios should be calculated to the extent pos-
sible by type of loan, because the ratios behave very differently for different
types of loan.

The ratios used to assess loan portfolio quality and loan loss reserve
adequacy employ the same four measures of credit losses—the allowance
for loan losses, the provision for loan losses, loan charge-offs and recoveries,
and nonperforming loans—and so raise many of the same interpretational
issues. In this regard, the next section discusses the relative strengths and
weaknesses of net loan charge-offs and nonperforming loans as nondiscre-
tionary measures of loan losses, which should be considered in the assessment
of both loan portfolio quality and loan loss reserve adequacy. The “Loan
Portfolio Quality” and “Loan Loss Reserve Adequacy” sections discuss the
respective analyses. Although the assessment of loan portfolio quality is logi-
cally prior to and in many respects more important than the assessment of
loan loss reserve adequacy, more emphasis is placed on the latter due to its
higher accounting content.

Alternative Benchmark Measures of Credit Losses

Since the allowance and provision for loan losses are measured with discre-
tion, less discretionary benchmark measures of credit losses are necessary
to assess loan portfolio quality and especially loan loss reserve adequacy.
The two most common benchmarks are net loan charge-offs and nonper-
forming loans. Each of these benchmarks has strengths and weaknesses.
Net loan charge-offs are relatively nondiscretionary because they should
be recorded when a loan is known to be uncollectible with high probabil-
ity. An issue with net loan charge-offs is that a bank that wants to store income
for future periods without being too noticeable about it might adopt a fast
charge-off policy, so that the allowance for loan losses does not build up
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suspiciously high. A bank adopting such a policy would experience a large
amount of recoveries of prior loan charge-offs. The SEC probably decided
that SunTrust had overstated its allowance for loan losses in part because it
averaged recoveries equal to almost 40% of gross loan charge-offs from 1993
to 1997. SunTrust charged off consumer loans prior to or at a certain number
of days past due (in particular, credit card receivables prior to or at 180 days
past due and other consumer loans prior to or at 90 days past due). While
the FFIEC requires as of June 1999 that banks charge off credit card receiv-
ables no later than 180 days past due and other consumer loans no later
than 120 days past due, most banks do not recover such a high percentage
of loan charge-offs. In any event, such a high recovery rate is inconsistent
with the principle that charge-offs should reflect loans that are uncollectible
with high probability.

Another issue with net loan charge-offs is that they can be relatively
untimely, especially for large, heterogeneous loans for which charge-off deci-
sions are made loan by loan. This untimeliness is a particular concern when
economic conditions are changing. For example, at the beginning of a down-
turn, net loan charge-offs typically remain low for a while even though credit
risk is rising. The opposite is true at the beginning of an upturn. The user of
financial reports needs to think carefully about what loan charge-offs in the
current period imply for future charge-offs.

Nonperforming loans are generally timelier and less discretionary than
net loan charge-offs. An issue is that the implications of a dollar of nonper-
forming loans for future credit losses can vary considerably depending on
the context. Some nonperforming loans default with high probability or yield
large losses conditional on default while others have less severe or even no
negative consequences. Another issue is that when loans are charged off
quickly, as occurs for consumer loans, there may be very few nonperforming
loans on the bank’s books at any given time, even though loans may become
nonperforming with high frequency.

Both net loan charge-offs and nonperforming loans are limited bench-
marks in that they are associated with problem loans that may or may not
indicate credit risk on other loans in the bank’s portfolio. The importance
of this limitation depends on how related problem loans are to these other
loans.

On balance, net loan charge-offs provide a better benchmark for small,
homogenous loans that are charged off quickly using number-of-days-past-
due rules, such as credit card receivables, since nonperforming loans are likely
to be understated for these loans. Nonperforming loans provide a better
benchmark for large, heterogeneous loans that are charged off on a loan-
by-loan basis using judgment, since loan charge-offs are likely to be untimely
and to vary over time for these loans. Thus the best single benchmark for
a given bank depends on the primary kinds of loans the bank holds. Even
for specific types of loans for which one of the benchmarks is generally supe-
rior, the other benchmark often provides distinct and important insights,
however.
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Loan Portfolio Quality

Loan portfolio quality depends on the bank’s credit risk management skill,
loan portfolio composition, and applicable economic conditions, which are
often region or industry specific, especially for smaller banks. In assessing
loan portfolio quality, analysts usually focus on the ratios of the four main
measures of credit losses to loans outstanding, with lower ratios implying
higher loan portfolio quality, all else being equal. The allowance for loan losses,
provision for loan losses, and net loan charge-offs typically provide better
measures of loan portfolio quality than nonperforming loans for homoge-
neous loans, while the opposite usually is true for heterogeneous loans. Be
aware that all of the measures of loan portfolio quality, but especially those
involving charge-offs of heterogeneous loans, often lag actual loan portfolio
quality.

In this regard, loan portfolio quality can also be assessed using infor-
mation outside the bank’s financial report, which is often far timelier. In
particular, banks’ exposures to specific troubled borrowers often can be
gleaned from various sources, including the borrowers’ SEC filings.

As shown in Exhibit 5.6, loan quality measured using the ratios of loan
charge-offs and delinquencies (loans more than 30 days past due, which is
highly correlated with nonperforming loans) to loans outstanding varied con-
siderably from 1991 to 2005 and across loan types. In 1991, still in the bank
crisis period, loan quality was poor for many loan types, with commercial
real estate being particularly troubled. Loan quality improved dramatically
from 1991 to 1994 and remained very good throughout the remainder of
the 1990s for most loan types. The notable exception to this rule is credit
card receivables, which experienced higher levels of default during the
mid- to late 1990s than previously, reflecting the aggressive behavior of
banks in extending consumer credit during this period. Loan quality wors-
ened somewhat in the recessionary period from late 2000 through 2002,
especially for commercial and industrial loans, before generally improving
through 2005.

Inspection of Exhibits 5.2 through 5.5 indicates that Golden West’s loan
portfolio quality is exceedingly high regardless of the ratio examined. The
case in Appendix SA examines SunTrust’s loan portfolio quality, which, while
generally good, varies considerably across its loan types, with its credit card
and other consumer loans experiencing far higher levels of net charge-offs
than its other loans.

Loan Loss Reserve Adequacy

In assessing the adequacy of loan loss reserves, analysts usually focus on three
ratios that incorporate the two less discretionary benchmark measures of
credit losses in different ways:

1. The ratio of the allowance for loan losses to nonperforming loans (ALL/
NPL)
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EXHIBIT 5.6 Net Charge-off and Deliquency Rates for Selected Loan Types,
U.S. Commercial Banks, 1991-2005

Net Charge-off Rates
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2. The ratio of the allowance for loan losses to net loan charge-offs (ALL/
LCO)

3. The ratio of the provision for loan losses to net loan charge-offs (PLL/
LCO)

In each ratio, a relatively discretionary variable recognized on the balance
sheet or income statement (i.e., the allowance or provision for loan losses)
is compared to a relatively nondiscretionary variable that has no direct effect
on total assets or income (i.e., nonperforming loans or net loan charge-offs).
Each of these ratios is discussed in the text that follows.

The ratio ALL/NPL compares two stock measures of credit losses. In
theory, this ratio should rise with the probability that nonperforming loans
default and with the expected percentage loss given default on a loan, because
the allowance for loan losses should capture expected losses on nonper-
forming loans, not just the existence of these loans. This ratio should also
rise with the ratio of performing to nonperforming loans and with the prob-
ability that performing loans default, because the allowance for loan losses
should incorporate expected credit losses on all loans, not just nonperforming
loans. For most loan types, this ratio should rise in bad economic times and
fall in good economic times, because loans are more likely to default and
because the expected percentage loss given default on loan is likely to be
larger in bad times than in good times. However, the ratio of performing
to nonperforming loans tends to be higher in good times than in bad times,
offsetting these effects to some extent.

The actual average ALL/NPL for the banking industry exhibits a pattern
opposite to that predicted, however. Exhibit 5.7 shows that the ratio of the
allowance for loan losses to delinquent loans was very low during the bank
crisis period from 1987 to 1991, approximately doubled by 1994 as the con-
dition of banks improved, remained at about this level through 1999, fell
during the subsequent economic downturn and bottomed out in 2001, rose
through 2004 as economy improved, and then moderated slightly in 2005.
This pattern strongly suggests that banks underreserve for loan losses on a
relative basis in bad times compared to good times, thereby smoothing their
income and Tier 1 capital.

The patterns in this ratio for the banking industry can often be observed
at the individual bank level. For example, as reported in Exhibit 5.3, ALL/
NPL follows a similar pattern for Golden West from 2001 to 20035, rising
from .66 in 2001 to .84 in 2004 and then falling to .77 in 2005. Similarly,
the SEC’s conclusion that SunTrust was overreserved for loan losses prob-
ably reflected in part the increase in SunTrust’s ALL/NPL from 3.42 in 1996
to 5.87 in 1997. After the restatement, SunTrust’s ALL/NPL declined to 4.56
in 1998. This ratio still seems high, however, since it is consistent with Sun-
Trust losing everything on its nonperforming loans plus $3.56 in performing
loans per dollar of nonperforming loans. The alternative view is that this
ratio reflects the fact that SunTrust holds a large amount of credit-risky con-
sumer loans that are charged off quickly, thereby reducing nonperforming
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EXHIBIT 8.7 Loan Loss Reserve Adequacy Ratios, U.S. Commercial Banks,
1987-2005
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Year
ALL refers to allowance for loan losses.

LCO refers to net loan charge-offs.
PLL refers to provisions for loan losses.

Source: Federal Financial Institutions Examination Council and Federal Reserve Board.
Seasonally adjusted annual data for loan charge-offs and delinquencies for the fourth
quarter of each year are used to calculate the ratios.

loans and making it an inappropriate benchmark for the allowance for loan
losses.

The ratio ALL/LCO compares the allowance for loan losses, a stock meas-
ure of credit losses, to net loan charge-offs, a flow measure. In theory, this
ratio should rise with the remaining life of the loans currently held by the
bank, since the allowance for loan losses should reflect expected credit losses
on those loans over their remaining life. This ratio should also rise early in
an economic downturn and fall later in the downturn, and it should fall early
in an economic upturn and rise later in the upturn, because the allowance
for loan losses should reflect credit losses on a timelier basis than do net loan
charge-offs, especially for heterogeneous loans.

The actual average ALL/LCO for the banking industry again exhibits a
pattern opposite to that predicted, however. Exhibit 5.7 shows that ALL/LCO
was low in the bad economic times from 1987 to 1991, approximately tripled
by 1994 as the condition of banks improved, moderated somewhat but still
remained high from 1995 to 1999, fell during the subsequent economic down-
turn and bottomed out in 2001, rose through 2004 as the economy improved,
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and then moderated slightly in 2005. This pattern again strongly suggests
that banks underreserve for loan losses on a relative basis in bad times com-
pared to good times.

The ratio PLL/LCO compares two flow measures of credit losses. This
ratio captures whether expense recognition this period has kept up with the
realization of credit losses and so whether the allowance for loan losses is
being drawn up or down. For the same reasons just discussed for the ratio
ALL/LCO, the ratio PLL/LCO should rise early in an economic downturn
and fall later in the downturn, and it should fall early in an economic upturn
and rise later in the upturn.

The actual average PLL/LCO for the banking industry does not follow
the predicted pattern, however, and it sometimes follows the opposite pattern.
Exhibit 5.7 shows that in most years PLL/LCO closely tracks and slightly
exceeds net loan charge-offs. In contrast to the theoretical prediction, this
ratio declined from 1999 to 2001, early in the economic downturn, before
rising late in the economic downturn in 2002 and then falling subsequently
as the economy improved. Moreover, in occasional years, such as 1987, large
catch-up provisions for loan losses are recorded, skewing the ratio.

As with loan portfolio quality, loan loss reserve adequacy should be
addressed at the level of individual loan types, emphasizing the ratios with the
superior benchmark measure of credit losses in the denominator. The Sun-
Trust case in Appendix 5A requires such an assessment.

An important issue in assessing loan loss reserve adequacy is reclassi-
fications of loans and their effects on allowances for loan losses. The SEC
requires the allowance for loan losses to reflect credit losses only for items
classified as loans on the balance sheet (i.e., loans held in portfolio, includ-
ing any securitized mortgages for which the mortgage-backed securities are
fully retained). Loans held in portfolio can be reclassified as held for sale,
in which case banks account for them at the lower of amortized cost or fair
value, with decreases in value attributable to credit losses not included in
the allowance for loan losses. Loans can be securitized, with the securities
either retained or sold. As discussed in Chapter 6, retained securities are
accounted for at fair value if they are classified as trading or available for sale,
again with decreases in value attributable to credit losses again not included
in the allowance for loan losses. Retained securities that are classified as held
to maturity are accounted for at cost and are subject to a distinct impair-
ment approach than described earlier for loans.

Allowances for loan losses also can be reclassified, since banks often have
distinct allowances for different types of loans (e.g., domestic versus foreign
and unimpaired versus impaired). For example, in 1997, J. . Morgan had
$576 million of assets that became nonperforming due to counterparties
(mostly on swaps transactions) defaulting in Asia. J. P Morgan recorded no
expense during 1997 for this economic loss, because its beginning-of-year
allowance for domestic credit losses was so large it was able to reclassify a
portion of this allowance to cover the foreign economic loss. The SEC now
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states that direct transfers from the allowance for loan losses to other credit
loss accounts are inappropriate. Any allowed reclassifications of allowances
for loan losses should be clearly disclosed.

Loan sales, other loan transfers, and restructurings of loan terms some-
times are used as a way to reclassify credit losses from the provision for loan
losses to realized losses on sale or to defer or avoid recognition of credit
losses. PNC Financial’s transactions that gave rise to the SEC cease-and-desist
order discussed earlier are an example of this.

Overstated allowances for loan losses sometimes are argued to be an
acceptable or even beneficial application of accounting conservatism, for
example, by reducing banks’ tendency to underprice risky loans. Such allow-
ances yield misleading financial reporting, however, as they provide banks
with considerable ability to manage their income upward subsequently. Peri-
odic income is poorly measured when economic volatility is suppressed
through the creation of excess reserves that are subsequently drawn down
as needed.

A manifestation of this argument is often apparent in recent calls by vari-
ous bank regulators in the United States and abroad for “dynamic,” “forward-
looking,” or “statistical” loan loss provisioning. The subtext of these calls
generally is to allow banks to overreserve even more than they do already
in good economic times to cushion the blow when the business cycle inevit-
ably turns down, with the goal of reducing systemic risk. Although it is no
doubt true that banks could use statistics more extensively and effectively
in determining their allowances for loan losses, especially for heterogeneous
loans, good accounting requires that the allowance reflect only expected
losses on the loans currently in the bank’s portfolio over the remainder of
their terms based on information available at the time. In particular, allow-
ances should not be “forward-looking” in the sense that they include losses
arising from future lending activity, even if such losses are highly probable
due to the business cycle or for other reasons.

RESEARCH ON BANKS' LOAN LOSS RESERVES

Empirical research provides two important findings regarding banks’ loan
loss reserves. First, while the results are not uniform across studies, research
generally shows that banks exercise discretion over the allowance and provi-
sion for loan losses to smooth earnings across the business cycle, to raise
regulatory capital when needed, and to reduce taxes.!! With regard to income
smoothing, banks overstate provisions for loan losses to lower income in good
times and understate provisions to raise income in bad times. Banks also make
this income smoothing less apparent by accelerating loan charge-offs in good
times relative to bad times. With regard to regulatory capital, as discussed
in Chapter 2, the allowance for loan losses is included in Tier 2 capital up to
a maximum of 1.25% of risk-based assets. Because the allowance is included
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in Tier 2 capital on a pretax basis, it increases Tier 2 capital by the tax rate
times the allowance, because it decreases owners’ equity on an after-tax basis.
Banks that are in danger of violating Tier 2 capital requirements and are below
the maximum allowance raise the allowance. With regard to taxes, until the
Tax Reform Act of 1986, tax deductions were highly associated with loan
loss provisions, and so banks had the incentive to overstate provisions for
loan losses. Since 1986, tax deductions generally are associated with loan
charge-offs, so there is an incentive to overstate charge-offs.

Second, the market often reacts positively to increased allowances and
provisions for loan losses.'? For example, Citicorp’s market value rose almost
15% on the two days around its several-billion-dollar provision for loan losses
for LDC debt in May 1987. One explanation for this phenomenon is that
banks record loan loss provisions when they are ratcheting up the strictness
of their credit policy or when they believe that their earnings are strong
enough to absorb a hit. There is evidence that the market has not reacted
positively to loan loss provisions recently, however. This is probably attrib-
utable to banks’ generally good economic performance since 1993, which
implies they have little to signal by increasing loan loss provisions.

Research has shown that banks’ loan portfolio composition, profitability,
regulatory capital ratios, and fiscal quarter are related to the timeliness of
and thus the market reaction to loan loss provisions. For example, provi-
sions for loan losses for small, homogeneous loans are timely information
about loan default and are perceived as bad news by the market. The oppo-
site is true for large, heterogeneous loans.

APPENDIX 5A: SUNTRUST BANKS—
AFTER THE RESTATEMENT

Background

SunTrust Banks was required by the SEC in November 1998 to reduce its
allowance for loan losses by $100 million (about 11% of its allowance).
SunTrust amended its 1997 Form 10-K filing, which involved reducing and
reallocating the allowance in 1997 and prior years. This restatement was
attributed primarily to SunTrust’s merger with Crestar, and it was allocated
$40 million to 1996, $35 million to 1995, and $25 million to 1994.

SunTrust’s original 1997 Form 10-K filing had at least three attributes
that suggested overstatement of either its allowance or provision for loan
losses.

1. Its ratio of the allowance for loan losses to nonperforming loans increased
from 3.42 in 1996 to 5.87 in 1997.

2. TItreported an unallocated allowance for loan losses of 45.6% of the total
allowance, up from 14.7% in 1992.
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3. It had a very high percentage (averaging almost 40% from 1993 to 1997)
of recoveries of prior loan charge-offs.

An alternative explanation for the first and third attributes is that Sun-
Trust holds a fairly large amount of consumer loans that are charged off
quickly. Under this explanation, nonperforming loans are artificially small
and a high rate of recoveries of prior charge-offs are to be expected.

Case Materials

SunTrust’s main disclosures regarding its allowance for loan losses and non-
performing loans from its 1998 Form 10-K filing follow. This disclosure is
unusually detailed both in its explanations of SunTrust’s estimation methods
for the allowance for loan losses and in the data it provides about SunTrust’s
nonperforming loans by type of loan. This disclosure includes only SunTrust’s
restated numbers.

Case Questions

®  Calculate the ratio of the allowance for loan losses to nonperforming
loans and the ratio of the allowance for loan losses to net loan charge-
offs for each major type of loan for SunTrust in 1998. Explain the
differences in the two ratios for each type of loan and in a given ratio
across types of loans. Do you believe these differences are primarily
attributable to economic differences across types of loan, to SunTrust’s
provisioning for loan losses, or to SunTrust’s loan charge-off policy?

®m  Calculate the ratio of recoveries of prior charge-offs to gross charge-
offs by type of loan. For what type of loan are recoveries highest? Why?
Do recoveries indicate anything about discretion over loan charge-offs?

= Which is the better benchmark for the allowance for loan losses for Sun-
Trust for each type of loan: nonperforming loans or net loan charge-offs?
Why?

®  Calculate the ratio of the provision for loan losses to net loan charge-
offs for SunTrust from 1993 to 1998. Do its provisions for loan losses
seem excessive?

®  [s SunTrust appropriately reserved for loan losses at the end of 1998?

Case Aftermath

In October 2004, SunTrust restated earnings for the first two quarters of
2004, firing its chief credit officer and two other executives, again as a result
of an overstated allowance for loan losses.
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EXCERPTS FROM SUNTRUST BANK'S 1998 FORM 10-K FILING
ALLOWANCE FOR LOAN LOSSES

SunTrust maintains an allowance for loan losses sufficient to absorb inher-
ent losses in the loan portfolio. The Company is committed to the early
recognition of problems and to a strong, conservative allowance and
believes the current allowance to be at a level adequate to cover such inher-
ent losses. At year-end 1998, the Company’s total allowance was $944.6
million. The allowance for loan losses was impacted by several adjust-
ments in 1998 relating to acquisition, merger, and portfolio management
activity over the course of the year. In 1998, Crestar transferred $13.0
million out of the allowance for loan losses related to the sale of credit
card loans. Crestar also acquired $3.0 million in additional allowance related
to acquisitions. The net result of these transactions was a $10.0 million
decrease in the allowance.

The Company’s total allowance at year-end equated to approximately
3.5 times the average charge-offs for the last three years and 4.9 times
the average net charge-offs for the same three-year period. Because histor-
ical charge-offs are not necessarily indicative of future charge-off levels,
the Company also gives consideration to other risk indicators when deter-
mining the appropriate allowance level.

The allowance for loan losses consists of three elements: (i) allowances
established on specific loans, (ii) general allowances based on historical
loan loss experience and current trends, and (iii) allowances based on
general economic conditions and other risk factors in the Company’s indi-
vidual markets.

The specific allowance element is based on a regular analysis of crit-
icized loans where the internal credit ratings are below a predetermined
classification. This analysis is performed at the relationship manager level
for those loans with total credit exposure of $250 thousand or greater.
The specific allowance established for these criticized loans is based on
a careful analysis of related collateral value, cash flow considerations, and
guarantor capacity (if applicable).

The general allowance element is determined by an internal loan grad-
ing process in conjunction with associated allowance factors. These general
allowance factors are updated annually and are based on a statistical loss
migration analysis that examines loss experience in relation to internal
grading, as well as current loan charge-off trends. The loss migration analy-
sis is performed annually for commercial and commercial real estate loans.
Annual charge-off trend analysis is also completed for homogenous (i.e.,
residential real estate loans, consumer loans, credit card receivables) loan
pool classifications. While loss migration and charge-off trend analysis

(continues)
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are conducted annually, the Company may revise the general allowance
factors whenever necessary in order to address improving or deteriorat-
ing credit quality trends or specific risks associated with a given loan pool
classification.

The general economic conditions and other risk factors element is
primarily determined by management at the individual subsidiary banks
and is based on knowledge of specific economic factors in their markets
that might affect the collectibility of loans. It inherently involves a higher
degree of uncertainty and considers factors unique to the markets in which
the Company operates. Other risk factors take into consideration such
issues as recent loss experience in specific portfolio segments, loan qual-
ity trends and loan volumes, as well as concentration, economic, foreign,
and administrative risk. These other risk factors are reviewed and revised
by the bank and holding company management where conditions indi-
cate that the estimates initially applied are different from actual results.

Concentrations of credit risk are discussed in Note 13 to the Consol-
idated Financial Statements and may affect the Company’s analysis of
other risks and, ultimately, the level of allowance. SunTrust’s only signif-
icant concentration by collateral type exists in loans secured by residential
real estate. At December 31, 1998, the Company had $20.4 billion in loans
secured by residential real estate. A geographic concentration of credit
risk arises because SunTrust operates primarily in the Southeastern and
Mid-Atlantic regions of the United States. Other groups of credit risk may
not constitute a significant concentration, but are analyzed based on other
evident risk factors for the purpose of determining an adequate allowance
level. An example of this would be the Company’s credit exposure to the
healthcare industry, which includes segments experiencing structural change
and market pressures. At year-end 1998, the Company had outstandings
of $1.7 billion of loans in various healthcare segments. Problem loan activ-
ity in this industry group increased during 1998 and charge-offs in the
healthcare segment represented 9% of total net charge-offs during the
year. Although SunTrust engages in international banking activities, only
minor exposure exists in areas of concern in Latin America or Asia. The
Company’s total cross border outstandings are less than $500.0 million
and no significant changes in trends occurred in that portfolio during the
year ended 1998.

A comprehensive analysis of the allowance for loan losses is performed
by the Company on a quarterly basis. In addition, a peer review of allow-
ance levels of large banks is conducted on an annual basis. The Company
also established at year-end the SunTrust Allowance for Loan Losses Review
Committee, which has the responsibility of affirming allowance method-
ology and assessing the general and specific allowance factors in relation
to estimated and actual net charge-off trends. This committee is also
responsible for assessing the appropriateness of the allowance for loan
losses for each loan pool classification at the Company, state, and bank
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levels. As a result of this process, the general allowance factor for commer-
cial real estate loans was reduced for fiscal year 1999 and the general allow-
ance factors for credit cards were increased.

Nonperforming assets are defined and discussed in a following section,
with totals outlined in Table 9 [reproduced here as Exhibit 5A.1]. Nonper-
forming assets increased from $236.9 million at December 31, 1997 to
$242.1 million at December 31, 1998. Many of these loans are of the size
where the Company’s allowance for loan loss methodology requires that
they be specifically analyzed by a relationship manager as previously
described. This analysis results in specific allowance being required for
these loans. The ratio for allowance for loan losses to total nonperforming
loans (excluding other real estate owned) decreased from 494.6% at year-
end 1997 to 456.0% at year-end 1998. As is conservative industry practice,
problem credit card receivables are not classified as nonaccrual but are
charged off when they become 180 days past due. As shown in Table 8
[reproduced here as Exhibit 5A.2], the majority of SunTrust’s charge-offs,
both on a gross and net basis, occurred in the Company’s credit card port-
folio.

The SunTrust charge-off policy is generally consistent with regula-
tory standards; however, a somewhat more conservative set of policies
governs the secured and unsecured consumer loan portfolios. SunTrust
typically places a commercial or real estate loan on nonaccrual when prin-
cipal or interest is due and has remained unpaid for 90 days or more,
unless the loan is secured by collateral having realizable value sufficient
to discharge the debt in full, and if the loan is in the legal process of collec-
tion. Once a loan has been classified as nonaccrual, it also meets the criteria
for an impaired loan. Accordingly, the secured loans may be charged down
to the estimated value of the collateral and previously accrued unpaid
interest is reversed. Subsequent charge-offs may be required as a result
of changes in collateral, market values, or repayment prospects. Consis-
tent with industry practices, confirmation of credit card losses is based
on a pre-determined number of days that the credit card loan is past due.
SunTrust policy for credit cards requires accounts typically to be charged
off prior to or at 180 days past due.

With regard to consumer loans, losses on unsecured loans are con-
firmed at 90 days past due, compared to the regulatory loss criteria of
120 days. Secured installment loans are typically charged off at 90 days
past due if all sources of repayment have been determined to be improb-
able, or at the occurrence of a loss-confirming event (i.e., bankruptcy,
repossession).

The Company’s provision for loan losses in 1998 was $214.6 million,
which was less than total gross charge-offs of $264.3 million and 11%
more than net charge-offs of $193.5 million. The comparable provision

(continues)
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and net charge-off amounts for 1997 were $225.1 million and $190.8 mil-
lion respectively. Net charge-offs for 1998 represented .32% of average
loans relative to .36% of average loans for 1997. Actual recoveries decreased
from $84.4 million at year-end 1997 to $70.8 million at year-end 1998.
In addition, the ratio of recoveries to total charge-offs of 30.7% in 1997
also decreased to 26.8% at year-end 1998. The Company believes this
downward trend in recoveries is likely to continue consistent with the
low levels of charge-offs in recent years.

In connection with the review by the Staff of the SEC of documents
related to the Crestar merger, and the Staff’s comments thereon, SunTrust
lowered its provision for loan losses in 1996, 1995, and 1994 by $40 mil-
lion, $35 million, and $25 million respectively. The effect of this action
was to increase SunTrust net income in those years and to decrease the
allowance for loan losses by a total of $100 million.

The allocation of the allowance for loan losses was modified in 1998
as the result of additional analysis of the Company’s net charge-off trends,
actual loans outstanding, and assessment of other evident risk factors. This
analysis resulted in the allocation of 1998 “general economic and other
risk reserves” to better match loss experience and distinct risk exposure
by loan category. Prior period amounts have also been reclassified using
judgments and estimates based on available information. A minimal unal-
located allowance was maintained in order to allow for the inherent impre-
cision in the allowance allocation process. The 1998 allowance for loan
losses allocation reflects this direct analysis as shown in Table 7 [repro-
duced here as Exhibit 5A.3].

NONPERFORMING ASSETS

Nonperforming assets were $242.1 million at year-end 1998, increasing
2.2% from year-end 1997. At December 31, 1998, the ratio of nonper-
forming assets to total loans plus other real estate owned was 0.37%, the
lowest year-end ratio in the Company’s history. Included in nonperforming
loans are loans aggregating $14.8 million that are current as to the pay-
ment of principal and interest but have been placed in nonperforming
status because of uncertainty as to the borrower’s ability to make future
payments.

Loans classified as nonaccrual, except for smaller balance homogenous
loans, also meet the criteria for impaired loans. The Company considers
a loan to be nonaccrual with the occurrence of one of the following events:
(i) interest or principal has been in default 90 days or more, unless the
loan is well secured and in the process of collection; (ii) collection of
recorded interest or principal is not anticipated; or (iii) the income is

(continues)
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recognized on the loan using the cash basis method of accounting due to
the deterioration in the financial condition of the debtor. Other consumer
loans and residential real estate loans are generally not subject to the
above-referenced guidelines and are normally placed on nonaccrual when
payments have been in default for 90 days or more.

SunTrust measures the impairment of a loan based on the present
value of expected future cash flows discounted at the loan’s effective inter-
est rate. The exception to this policy is real estate loans, whose impairment
is based on the estimated fair value of the collateral. If the present value
of expected future cash flows (or the fair value of the collateral) is less
than the recorded investments in the loans (which include principal,
accrued interest, net deferred loan fees or costs, unamortized premium,
or discount), SunTrust includes this deficiency in evaluating the overall
adequacy of the allowance for loan losses.

Interest income on nonaccrual loans, if recognized, is recorded on a
cash basis. When a loan is placed on nonaccrual, unpaid interest is reversed
against interest income if it was accrued in the current year and is charged
to allowance for loan losses if it was accrued in prior years. When a non-
accrual loan is returned to accruing status, any unpaid interest is recorded
as interest income after all principal has been collected.

For the year 1998, the gross amount of interest income that would
have been recorded on nonaccrual loans and restructured loans at Decem-
ber 31, 1998, if all such loans had been accruing interest at the original
contractual rate, was $22.8 million. Interest payments recorded in 1998
as interest income (excluding reversals of previously accrued interest) for
all such nonperforming loans at December 31, 1998, were $8.2 million.
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Fair Value Accounting for
Financial Instruments:
Concepts, Disclosures, and
Investment Securities

In Chapter 1’s “Fair Value Accounting” section, fair value accounting is
argued to be conceptually and practically preferable to amortized cost
accounting for most financial instruments, especially for financial institutions
holding matched positions in these instruments. The Financial Accounting
Standards Board (FASB) and the International Accounting Standards Board
(IASB) agree with this argument, and they are working actively and coop-
eratively to develop fair value accounting for financial instruments. The FASB
currently plans to issue a standard in the first quarter of 2007 allowing U.S.
firms the option to account for most financial instruments at fair value, i.e.,
such a fair value option already exists internationally under a June 2005 amend-
ment to International Accounting Standard (IAS) 39, Financial Instruments:
Recognition and Measurement—while required fair value accounting for these
instruments will expand at more measured pace.
This chapter has two primary purposes:

1. To provide users of financial reports with a robust understanding of how
fair value accounting works in theory and in relatively simple contexts.
Users must have such an understanding in order to grasp fully the appli-
cation of fair value accounting in the more complex contexts discussed
later in the book, such as securitizations (Chapter 8) and derivatives and
hedging (Chapter 11), and also to cope with the coming expansion of
fair value accounting.

2. To illustrate how users can analyze the information contained in finan-
cial institutions’ fair value accounting and disclosures to assess their:

o Solvency and profitability better than is possible using amortized cost
accounting information.
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o Discretionary “gains trading”—that is, the timing of the sale of secu-
rities and other financial instruments recognized at amortized cost
to realize gains or losses and thereby manage income and book value.
Assessing gains trading is critical for financial institutions that hold
matched positions in financial instruments accounted for at amor-
tized cost, since one side of matched positions inevitably appreciates
while the other depreciates, allowing these institutions to raise or lower
their income by selectively realizing gains or losses on one side of the
positions.

The three sections of this chapter collectively address these purposes.
The first section describes the FASB’s general approach to fair value account-
ing and disclosures most recently expressed in SFAS No. 157, Fair Value
Measurements (2006). This standard defines fair value and includes a hier-
archy of the types of inputs that may be used to estimate fair values. This
fair value hierarchy gives priority to observable market values and other
market inputs, but still allows firms to estimate the fair value of an item when
the firm must model its fair value and supply any unobservable (i.e., non-
market) inputs necessary to apply the model. SFAS No. 157 also requires
disclosures of fair values by category within the hierarchy, with more detailed
disclosures required for fair values estimated using unobservable inputs. This
section develops an understanding of the concepts, strengths, and weaknesses
of fair value accounting for financial instruments. It elaborates on the discus-
sion of the superiority of fair value accounting over amortized cost accounting
in Chapter 1, which should be read prior to this chapter, as repetition of the
prior material is kept to a minimum.

The second and third sections describe the first two significant account-
ing standards that require disclosure or recognition of the fair value of finan-
cial instruments: SFAS No. 107, Disclosures about Fair Value of Financial
Instruments (1991), and SFAS No. 115, Accounting for Certain Investments
in Debt and Equity Securities (1993). These standards have substantial effects
on financial reports of virtually all financial institutions and many nonfi-
nancial firms, and they remain the primary fair value accounting standards
affecting relatively simple institutions such as thrifts.

The second section describes SFAS No. 107 (1991) required footnote
disclosure of the fair value of most financial instruments. How these disclo-
sures can be used to adjust financial statements to reflect the fair values of
financial instruments is demonstrated. These adjusted financial statements
often provide a very different and more accurate picture of a financial insti-
tution’s solvency and profitability than do the reported financial statements.
This section also describes the enhanced disclosures of fair values for items
recognized at fair value required by SFAS No. 157 (2006).

The third section describes SFAS No. 115 (1993) accounting for invest-
ment securities based on the intent of the firm, with investment securities
intended to be held for trading purposes or available for sale recognized at
fair value in distinct incomplete fashions and investment securities intended
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to be held to maturity recognized at amortized cost. While such intent-based
accounting is problematic, SFAS No. 115’s strength in requiring disclosures
that clearly indicate gains trading in investment securities is demonstrated.

FAIR VALUE ACCOUNTING FOR
FINANCIAL INSTRUMENTS

The next section introduces the definition of fair value and fair value hier-
archy in SFAS No. 157 (2006) and describes the main attributes of fair value
accounting when applied fully. The “Arguments against Fair Value Account-
ing for Financial Instruments” section evaluates five specific arguments against
fair value accounting for financial instruments, in part using a numerical
example that illustrates the differences between fair value and amortized cost
accounting. The “Empirical Research” section briefly summarizes empir-
ical research on fair value accounting for financial instruments.

Definition of Fair Value, Fair Value Hierarchy,
and Description of Full Fair Value Accounting

SFAS No. 157 (2006) governs the measurement of fair value for any asset
or liability for which other accounting standards (with a few exceptions)
require fair valuation, not just for financial instruments. SFAS No. 157 defines
fair value as the price that would be received to sell an asset or paid to trans-
fer a liability in an orderly transaction between marketplace participants at
the measurement date. Fair value defined in this way is referred to as exit
value, and it is distinct from the price that would be paid to purchase an
asset or received upon issuing a liability, which is referred to as entry value.
The transaction is assumed to occur in the principal (i.e., most active) market
for the asset or liability or, in the absence of a principal market, in the most
advantageous market for the firm holding the asset or liability. An orderly
transaction means a period of time is allowed for the firm to conduct usual
and customary marketing activities. Market participants mean knowledge-
able, unrelated parties that are willing and able to transact. Fair values do
not reflect most transactions costs such as bid-ask spreads and commissions,
but they do reflect the costs of transporting an item to market. Transportation
costs generally are insignificant for financial instruments, but they may be
significant for commodity derivatives and other contracts similar to finan-
cial instruments that settle physically. Paragraph C34 of SFAS No. 157 is
not clear about whether the envisioned knowledgeable, unrelated parties are
assumed to have equally good information about an item as the party
currently holding it or not, and thus about whether the fair value of the item
can be adversely affected by information asymmetry or not.

Because fair value is defined based on the valuation of marketplace partic-
ipants, in principle the fair value of an item is the same regardless of who
currently holds it, ignoring differential transportation costs. The fair value
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of an asset assumes the highest and best use of the asset by market partici-
pants. If the value of an asset is highest when used in conjunction with other
assets, then the fair value of the asset is determined under the “in-use” prem-
ise that the complementary assets are used together. Otherwise, the fair value
of the asset is determined under the “in-exchange” premise that the asset
is used separately. The in-exchange premise should apply to most or all finan-
cial assets. The fair value of a liability should take into account the risk of
nonperformance by the firm (and any other involved parties, such as guar-
antors), which implies that the fair value of liabilities typically will fall as
the firm’s creditworthiness deteriorates, yielding gains, and vice versa.

SFAS No. 157 (2006) allows fair values to be estimated using one or more
of market-based, income-based, and cost-based approaches, as appropriate
under the circumstances. Market-based approaches, such as matrix pricing
or the use of market multiples, use prices, or other observable information
generated by market transactions involving identical or comparable assets
or liabilities. Income-based approaches use discounted cash flow, option pric-
ing, or other valuation models. Cost-based approaches use estimates of the
cost to replace the service potential of an asset, adjusted for physical dete-
rioration or other obsolescence. Cost-based approaches generally should not
be used for financial instruments.

SFAS No. 157 (2006) contains a hierarchy of the types of inputs that
may be used to estimate fair value, giving higher priority to observable inputs
that use market data more fully. That is, the highest feasible inputs in the
hierarchy should be used. From highest (Level 1) to lowest (Level 3), these
inputs are:

1. Quoted prices (unadjusted) in active markets for identical assets or liabil-
ities. Blockage factors should not be used for large positions.

2. Other observable market data such as:

o Quoted prices for similar assets or liabilities in active markets or for
identical assets or liabilities in inactive markets

o Interest rates, yield curves, volatilities, prepayment speeds, loss sever-
ities, credit premia, and default rates

o Inputs derived principally from or corroborated by market data by
correlation or other means

Level 2 inputs should be adjusted as appropriate for factors specific
to the asset or liability being fair valued, such as condition and location
of the item and the activity level of the market involved.

3. Unobservable inputs reflecting the firm’s own assumptions about the
assumptions that market participants would use in pricing the asset or
liability.

Where the fair value of an item falls in the hierarchy depends on the inputs
used to estimate that fair value. A fair value estimated using inputs from
different levels in the hierarchy is determined by its lowest-level input.
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Unlike prior accounting standards, SFAS No. 157 (2006) does not impose
a minimum reliability threshold on the fair value estimate for a gain or loss
to be recognized on the income statement at the initiation of a financial
instrument when its fair value does not equal the transaction price. The stan-
dard does require enhanced disclosures for fair values estimated based on
level 3 inputs, however. These disclosures are described in the section “Disclo-
sures of the Fair Value of Financial Instruments.”

Full fair value accounting—which is not currently required for any type
of financial instrument, as indicated later—has these aspects:

®  On the balance sheet, economic gains and losses are recognized through
adjustments to the carrying values of assets and liabilities each period.
Economic gains occur either when the fair values of assets rise above
their carrying values or the fair values of liabilities fall below their carry-
ing values. Economic losses occur in the opposite cases. Without this
aspect, accounting could not be referred to as fair value.

= On the income statement, economic gains and losses are recorded as
they occur, not when they are realized. This aspect of full fair value
accounting is not required for various financial instruments recognized
at fair value on the balance sheet but for which gains and losses are recorded
in accumulated other comprehensive income (a category of owners’
equity).

= On the income statement, interest is recognized on a fair value basis,
as the weighted-average fair value of a financial instrument during the
period times the corresponding weighted-average market interest rate.
This aspect of fair value accounting is not required for any type of finan-
cial instrument, and SFAS No. 115 (1993) prohibits it for trading secur-
ities that in other respects are recognized at fair value on the income
statement.

In addition, to maximize the information conveyed by fair value account-
ing, fair value interest and fair value gains and losses should be recognized
in separate line items on the income statement. Gains and losses are predom-
inantly transitory, affecting expected future net income only by the amount
of the gain or loss times the expected rate of return, while interest is predom-
inantly permanent. In practice, these items often are combined with each
other or with other items.

Arguments against Fair Value Accounting
for Financial Instruments

At least five distinct (although related) arguments have been made against fair
valuation of financial instruments. Understanding these arguments is impor-
tant because they speak directly to the strengths and weaknesses of fair value
accounting.
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First, it is argued that fair value accounting yields unnecessary income
volatility for a firm that intends to retain a financial instrument to maturity,
because the firm will receive or make all of the promised payments on
the instrument, and so gains and losses will reverse over its life. This argu-
ment is completely specious. It is true that any accounting system that
properly accounts for cash will record the same net income over the life of
a financial instrument, but this implies nothing about the preferred account-
ing for the instrument. This argument ignores the fact that expected returns
on financial instruments change over time and that these changes have eco-
nomic meaning. For example, if a bank earns interest on a financial asset
at a rate of 10% as promised, but the expected return on similar investments
falls to 8% (rises to 129%), then the bank has gained (lost), because the
benchmark has changed. It is preferable to recognize gains and losses in
a consistently timely fashion, as fair value accounting does, rather than in
an inconsistently untimely fashion, as amortized cost accounting does. Specif-
ically, under amortized cost accounting, gains and losses are recognized in
three distinct untimely ways: when realized at sale, when impairment write-
downs are recorded, and gradually over the life of financial instruments
through misstated net interest income in each period. It is also preferable
to calculate interest using current interest rates, as fair value accounting does,
rather than historical interest rates, as amortized cost accounting does, because
current interest rates are better predictors of future interest rates and thus
future net interest income than are historical interest rates. Moreover, for
the portfolios of financial instruments held by financial institutions, it is crit-
ical to account for each of the instruments in the portfolio on a comparable
basis, and the most natural and best basis uses current market interest rates.

These points are illustrated in the numerical example summarized in
Exhibit 6.1. Assume a bank has just purchased a credit-riskless, nonprepay-
able, zero-coupon bond asset that will pay $100 in three years and that the
initial market interest rate for this bond is 10%, so the bond is worth $75.13
= $100/(1.1)3 at purchase. The bank finances this bond with a one-year zero-
coupon debt liability with the same initial value and interest rate. The debt
requires a payment of $82.64 = $75.13 X 1.1 at the end of year 1. At the
end of years 1 and 2, the bank rolls over the principal and accrued interest
on the debt at the market interest rates that apply at those times, paying off
the debt at the end of year 3 when the bond pays off. If market interest rates
remain at the same level over the life of the bond, then the net income from
the bond and debt each period and in total over the three years will be zero.

However, market interest rates unexpectedly change instantaneously at
the beginning of year 1 to 8%, so that the bond is worth $79.38 = $100/
(1.08)3 yielding an economic gain of $4.25 = $79.38 — 75.13, and the debt
is worth $76.52 = $82.64/1.08, yielding a smaller economic loss of $1.39
= $76.52 — 75.13 due to the shorter duration of the debt than the bond.
The net gain on the bond and debt is $2.86 = $4.25 — 1.39. As reported
in Exhibit 6.1 this net gain is recognized immediately under full fair value
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EXHIBIT 6.1 Fair Value Accounting Example

Year

1 2 3 Total
Bond Asset:
Beginning amortized cost value* 75.13 82.64  90.91
Amortized cost interest 7.52 8.26 9.09 24.87
Beginning fair value* 79.38 85.73 92.59
Fair value gain 4.25 4.25
Fair value interest 6.35 6.86 7.41 20.62
Debt Liability:
Beginning amortized cost value* 75.13 82.64  89.25
Amortized cost interest 7.51 6.61 7.14 21.26
Beginning fair value* 76.52 82.64 89.25
Fair value loss 1.39 1.39
Fair value interest 6.12 6.61 7.14 19.87
Bank Totals:
Amortized cost net interest income .00 1.65 1.95 3.60
Beginning amortized cost owners’ equity* 0 0 1.65
Fair value net interest income .23 .25 27 .75
Fair value net gain 2.86 2.86
Fair value net income 3.09 .25 27 3.60
Beginning fair value owners’ equity* 2.86 3.09 3.34

*The beginning balance sheet values in year 1 are after the change in the market interest
rate from 10% to 8%.

accounting, which with fair value interest on the net gain of $.23 = $2.86
% .08 yields income of $3.09 in year 1. In contrast, this net gain is ignored
under amortized cost accounting, yielding $0 net income in year 1. In each
subsequent year, fair value net interest income equals the beginning fair value
of owners’ equity that year times 8%, and reinvestment of this income causes
fair value net interest income to rise at an 8% rate from year to year, yielding
fair value net interest income of $.25 and $.27 in years 2 and 3, respectively.
In contrast, under amortized cost accounting, the net gain of $2.86 that
occurs in the first year is recognized through overstated net interest income
in years 2 and 3 of $1.65 and $1.93, respectively. Because the bond and
the debt are accounted for inconsistently, amortized cost net interest income
actually is volatile compared to fair value net interest income, and it has no
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meaningful economic relation to the bank’s amortized cost owners’ equity
at the beginning of the corresponding year.

The superiority of fair value accounting in this example is evident in
terms of users of financial reports’ ability to predict net (interest) income
in year 4. Assuming the bank reinvests the net proceeds from the settlement
of the bond and debt of $3.60 at the end of the third year at 8%, its expected
net (interest) income under either fair value or amortized cost accounting
in year 4 is $.29, which is 8% more than the year 3 net (interest) income
under fair value accounting but has no meaningful economic relation to net
(interest) income of $1.95 in year 3 under amortized cost accounting. This
superiority results from fair value accounting for the bond and the debt
employing a consistent interest rate, and from that rate being the current
market interest rate. In contrast, amortized cost accounting uses inconsistent
interest rates to account for the bond and the debt, with the interest rate
on the bond not being the current market rate.

Second, it is argued that gains and losses are by their nature nonrecur-
ring, and so they have little or no predictive power over future income. This
argument is almost correct but misleading. A dollar of (after-tax) gain is worth
a dollar, which if retained by the firm will increase expected future income
by a dollar times the expected rate of return on that dollar. In the prior exam-
ple, the fair value net gain of $2.86 in year 1 yields additional fair value net
interest income of $.23 = $2.86 X .08 in year 1. It is true that the effect
of a gain or loss in this period on future earnings is significantly less than
a dollar, and so users of financial reports need to distinguish gains and losses
from recurring items such as net interest income. In this regard, this argu-
ment actually favors fair value accounting, since it is capable of distinguish-
ing unrealized gains and losses from interest, while amortized cost accounting
combines them, as illustrated in the example.

Third, it is argued that financial instruments often are involved in
economic hedging relationships, that fair value accounting inevitably yields
cases where a financial instrument is fair valued but the exposure it hedges
is not, and that this yields economically unrepresentative volatility in book
value and income. This argument is correct in that the only accounting system
that would fully capture all economic hedging relationships is complete fair
value accounting for all economic assets and liabilities, and such a system
would be impossible to develop or apply. The practical question is whether
(expanded) fair value accounting for financial instruments (and possibly
nonfinancial hedged items) provides a better description of hedging rela-
tionships than does the alternative, amortized cost accounting. As discussed
in Chapter 1, amortized cost accounting has many limitations; in particu-
lar, it suppresses real economic volatility until financial instruments are sold
or repurchased, and it provides financial institutions with considerable abil-
ity to manage income by gains trading. Reflecting these limitations, most
financial analysts and academics have decided that fair value accounting for
financial instruments is preferable to amortized cost accounting.!
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Fair value accounting for all financial instruments largely resolves the
problem of hedging relationships for financial institutions, since they mostly
hedge financial instruments with other financial instruments. For example,
insurers typically hedge their policy liabilities with investment securities of
similar duration. To the extent that financial instruments are effective hedges
of each other, fair value accounting recognizes gains and losses on these
instruments in book value and income in the same period, so these gains
and losses offset. Fair value gains and losses properly do not offset for inef-
fective hedges or speculation. The fair value option proposed by the FASB
also would have this effect if financial institutions chose to apply the option
to both sides of all of their economic hedging relationships involving finan-
cial instruments.

In contrast to financial instruments, nonfinancial items (e.g., expected
future purchases and sales; property, plant, and equipment; and intangible
assets such as goodwill) may not be capable of fair valuation but still may
be economically hedged to some extent by financial instruments. While a
thorny problem, this possibility is a poor reason not to fair value financial
instruments, given the inherent difficulty of assessing the effectiveness of a
hedge when the hedged item is not capable of fair valuation.

Fourth, it is argued that fair values are not reliably measurable for some
financial instruments. For example, fair valuing a bank’s fixed-rate residential
mortgage-related assets requires modeling the prepayment options of the
borrowers of the mortgages, and application of any theoretically sound
prepayment model requires making a host of estimates about interest rate
volatility and the behavior of borrowers. Even the best of these models
applied as best as possible will be limited, so the required estimates will be
noisy or biased. This argument has considerable truth for illiquid, complex,
or highly sensitive financial instruments. However, it is diminished by the
increasing sale and securitization of many of the same types of financial
instruments that have been said to be hard to fair value, such as subprime
mortgages, credit card receivables, commercial loans, junk bonds, and core
deposits. (As discussed in Chapter 8, however, the ability to securitize a finan-
cial instrument does not necessarily imply the ability to fair value it with
precision, especially when risky interests are retained.) The ongoing devel-
opment of both markets and models for financial instruments implies that
if fair value accounting is not yet preferable to amortized cost accounting
for a given financial instrument, the right question to ask is when markets
or valuation models will develop so that it is preferable.

Fifth, some financial instruments—such as credit card receivables, core
deposits, leases, and insurance contracts—are inextricably coupled with cus-
tomer relationships or other nonfinancial items. Fair valuing these instru-
ments requires either including or excluding the nonfinancial item from the
fair value calculation, either of which raises comparability and measurement
issues. This argument is correct, and the FASB recognizes that it needs to make
decisions about which approach is practically preferable for these instruments.
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The best approach for a given financial instrument is likely to depend on
whether the financial and nonfinancial aspects of the instrument typically
trade as a package or separately.

Empirical Research

A considerable amount of empirical research has been done comparing the
fair values and amortized costs of financial instruments in terms of their
explanatory power over firm market value or returns. A few studies exam-
ining settings in which fair valuation is fairly complete and reliable—in par-
ticular, the securities and real estate holdings of various types of investment
companies; all find that fair value accounting for financial instruments domi-
nates amortized cost accounting.? This finding reflects the fact that fair value
accounting is theoretically preferable to amortized cost accounting.

In other settings, the evidence is more ambiguous, although generally
favorable to fair value accounting. Be aware that most of this research uses
disclosed fair values for financial instruments under SFAS No. 107 (1991),
and disclosure need not be an adequate substitute for recognition. Firms may
not estimate fair values with as much effort if they are disclosed rather than
recognized, and their managements invariably do not discuss or analyze fair
value disclosures in financial reports. Most of this research examines commer-
cial banks, which is useful because they hold a wide range of financial instru-
ments that differ with respect to the accuracy of fair value estimates. The
research question typically asked is whether the fair values of their finan-
cial instruments provide information beyond their amortized costs, that
is, whether fair values are useful disclosures, not whether fair value is a pref-
erable valuation basis than amortized cost for financial instruments. A con-
sistently significant finding is that fair values provide information beyond
amortized costs for traded investment securities, reflecting the fact that they
are the instruments for which fair value can be determined most reliably. For
other financial instruments, such as loans, model specification (e.g., inclu-
sion of control variables) is critical to finding that fair values provide infor-
mation beyond amortized costs.?

Research suggests that fair value disclosures, like other accounting num-
bers, are managed to make less solvent banks appear more solvent and that
fair values contain a sizable amount of noise that is ignored by the market.*

Research shows that partial fair value accounting yields more volatile
owners’ equity and net income than does amortized cost accounting and that
this volatility is partly economically descriptive and partly not.> A recent study
shows that the volatility of full fair value income derived from SFAS No.
107 (1991) fair value disclosures is incrementally associated with market-
based measures of bank risk (return volatility, beta, long-term interest-rate
beta, and pricing multiples) controlling for income volatility based on reported
net income or comprehensive income.® This reflects fair value accounting’s
greater desirability as it is applied more broadly.
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DISCLOSURES OF THE FAIR VALUE
OF FINANCIAL INSTRUMENTS

The next section describes the required disclosures of the fair value of most
financial instruments under SFAS No. 107 (1991), and the FASB’s recent
enhancement of those disclosures for items recognized at fair value in SFAS
No. 157 (2006). The “Adjusting Financial Statements to Reflect the Fair Value
of Financial Instruments” section illustrates how these disclosures can be
used to adjust reported balance sheets and income statements to reflect fair
values.

SFAS No. 107 and SFAS No. 157

SFAS No. 107 (1991) requires that firms disclose the fair value and the carry-
ing value (usually the amortized cost) of both on— and off-balance sheet
financial instruments. If it is not practicable to estimate fair value for a finan-
cial instrument, then the firm must disclose why and provide information
about the characteristics of the item (e.g., carrying amount, effective inter-
est rate, and maturity). A typical commercial bank discloses the fair values
of on—balance sheet cash, securities, loans, derivatives, deposits, other man-
aged liabilities and long-term debt, and the fair values of off—balance sheet
loan commitments, letters of credit, and bankers acceptances.

There are some exceptions to the SFAS No. 107 (1991) disclosure require-
ments. The most important ones are mortgage-servicing rights, core deposit
intangibles, leases, insurance contracts, and investments accounted for using
the equity method. Although each of these items has some nonfinancial aspects,
all either are predominantly financial instruments or are inextricably coupled
with financial instruments. The fair value of mortgage-servicing rights must
be disclosed under SFAS No. 156, Accounting for Servicing of Financial Assets
(2006), however, as discussed in Chapter 8.

For each major category of assets and liabilities recognized at fair value,
SFAS No. 157 (2006) requires various additional disclosures in each interim
and annual accounting period, the most incrementally useful of which are:

®  The fair value measurements at the reporting date and the level within
the fair value hierarchy where they all must be disclosed. These disclo-
sures indicate the differing level of judgment involved in estimating fair
values for different items.

®m  When fair values are estimated using Level 3 inputs on a recurring basis
(e.g., for derivatives and trading and available-for-sale securities), the
beginning and ending fair values in the period must be reconciled, indi-
cating the total (realized and unrealized) gain or loss, the net amount
of purchases, sales, issuances, and settlements, and transfers in or out
of Level 3 measurements during the period. In addition, the amount of
the total gain or loss for the period that is attributable to the assets and
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liabilities still held at the reporting date and where those gains and losses
are reported in the statement of income must be disclosed.

®m  When fair values are estimated using Level 3 inputs on a nonrecurring
basis (e.g., for impaired loans and other financial assets subject to some
form of impairment accounting), a description of the inputs and how
they are developed.

The additional disclosures required for fair values estimated using Level
3 inputs indicate the most judgmental components of reported earnings for
the period arising from fair value accounting.

Adjusting Financial Statements to Reflect
the Fair Value of Financial Instruments

Most financial institutions can be viewed in large part as portfolios of finan-
cial instruments. Since fair value is the preferred valuation basis for financial
instruments, it is generally useful to adjust financial institutions’ reported
financial statements to reflect the fair value of their financial instruments
using SFAS No. 107 (1991) disclosures. This exercise can provide a very dif-
ferent and more accurate picture of financial institutions’ solvency and per-
formance than do their reported financial statements, especially in periods
of interest rate, credit, or other economic volatility.

The methods for adjusting the balance sheet and income statement to
reflect the fair value of financial instruments are discussed in the “Balance
Sheet” and “Income Statement” sections, respectively. Golden West’s 2005
balance sheet and income statement are adjusted to reflect the fair value of
its financial instruments in the “Adjusting Golden West’s Financial Statements”
section.

Balance Sheet. Denote the fair value of a representative financial instru-
ment by FV and its book value by BV. (If a financial instrument is not recog-
nized on the balance sheet, its book value is zero.) If FV — BV for a finan-
cial asset is positive (negative), then there is a camulative unrecognized pretax
gain (loss) on the asset since its inception. If FV — BV for a financial liabil-
ity is positive (negative), then there is a cumulative unrecognized pretax loss
(gain) on the liability since its inception.

These pretax adjustments are necessary to make the balance sheet reflect
the fair value of financial instruments:

m  Add the difference between the fair and book value of each financial
asset or liability (FV— BV) to its book value (BV), which yields the fair
value of the instrument, FV.

= The pretax adjustment to owners’ equity is the sum of FV— BV for
the firm’s financial assets minus the sum of FV =BV for the firm’s finan-
cial liabilities.
A tricky issue is how to estimate the effect of this pretax adjustment on
deferred taxes. The tax effects of unrealized capital gains and losses depend
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on whether and when the corresponding financial instruments are sold, the
return on unrealized gains and losses until they are sold, and the firm’s tax
status when they are sold. (In addition, in a few cases, such as municipal
bonds, the income on the item is tax-exempt.) If the firm is expected not
to pay taxes, then there is no need for an adjustment to deferred taxes. Assum-
ing the firm is expected to pay taxes, there are two possible ways to estimate
the adjustment to deferred taxes. The simple approach is to ignore the bene-
fits of tax deferral and increase (decrease) the deferred tax liability account
by the firm’s estimated tax rate times the pretax increase (decrease) in owners’
equity. Under this approach, the after-tax adjustment to owners’ equity is
1 minus the tax rate times the pretax adjustment.

The conceptually correct but far more difficult approach is to estimate
the time at which unrecognized gains and losses will be realized and to discount
the tax effects on the expected realized gains and losses, including accrued
interest in the interim. This estimate depends on the firm’s turnover rate of
financial instruments, which likely differs for unrecognized gains and losses
due to tax and other reasons. This approach reduces the effect on deferred
taxes compared to the simple approach. As this approach raises numerous
estimation issues that are tangential to this book, the simple approach is
employed here.

For example, assume the carrying value of a held-to-maturity (HTM)
security is 10 and its fair value is 12, implying a cumulative unrecognized
pretax gain of 2. Assume that the firm pays income taxes at a rate of 40%.
To adjust the balance sheet to fair value using the simple approach to taxes,
add 2 to HTM securities, .8 = 2 X .4 to the deferred tax liability, and 1.2
= 2 X .8 to retained earnings.

Income Statement. Exhibit 6.2 depicts schematic T accounts that illustrate
the nature of the adjustments necessary to make the income statement reflect
the fair value of financial instruments. For concreteness, the exhibit repre-
sents the specific case of a financial asset that is carried on the balance sheet
at amortized cost and that has experienced a cumulative unrecognized gain.
The logic is the same for cumulative unrecognized losses and financial liabil-
ities, although the signs of the adjustments change for financial liabilities,
as is discussed later. These T accounts assume that interest is accrued in sepa-
rate interest receivable or payable accounts; this is the case for short-term
accruals of interest but not for long-term accruals of interest (e.g., for amor-
tization of bond discounts and premia).

The T account for the recognized financial asset at amortized cost increases
with originations or purchases, which are assumed to be at their fair value,
as is usually the case. This account decreases with principal payments and
also with sales (including securitizations) of the financial asset at amortized
cost. This account may also increase or decrease from transfers of financial
assets across accounts (e.g., available-for-sale securities being transferred to
trading); such transfers are not represented in the T account in Exhibit 6.2.

As for the recognized financial asset, the T account for the disclosed
financial asset at fair value increases with originations or purchases and
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EXHIBIT 6.2 Schematic T Accounts Depicting Adjustments to the Income
Statement to Reflect the Fair Value of Financial Instruments

Recognized Financial Asset Disclosed Financial Asset
at Amortized Cost at Fair Value
beginning beginning
amortized cost fair value
( BVbeg) ( FVbeg)
+ origination | — principal payments  + originations | — principal payments
or purchases or purchases
— sales + total — sales
(amortized cost) (realized plus (fair value)
unrealized) gain
during period
= ending = ending
amortized fair value
cost (BV,nq) (FVend)

Cumulative Unrecognized Gain on Financial Asset

beginning cumulative
unrecognized gain
(Fvbeg - Bvbeg)

+ total (realized plus — realized gain
unrealized) gain during period
during period

= ending cumulative
unrecognized gain
(Fvend - BVend)

decreases with principal payments. Unlike for the recognized financial asset,
the T account for the disclosed financial asset increases with the total (real-
ized plus unrealized) gain on the asset that occurs during the period and
decreases with sales of the asset at fair value, including any realized gain.
Thus, only the unrealized portion of the total gain remains in the account
at the end of the period.

Subtracting the T account for the recognized financial asset from the T
account for the disclosed financial asset item by item (e.g., the beginning
amortized cost balance is subtracted from the beginning fair value balance)
and recognizing that both purchases and originations and principal payments
are equal in the two accounts yields the analytically useful T account for
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the cumulative unrecognized gain on the financial asset. The change in this
account during the period —that is, (FVeng = BVepa) — (FVpeg = BVieg) —
is the total (realized plus unrealized) gain during the period minus the realized
gain during the period, or, equivalently, the unrealized and thus unrecognized
gain during the period. This amount must be added to pretax income to reflect
the fair value of financial instruments.

These three pretax adjustments are necessary to make the income state-
ment reflect the fair value of financial instruments:

1. For each financial asset recognized at amortized cost, add (FVe,q — BVeng)
— (FVpeg — BVy,¢,) for the asset to pretax income.

2. For each financial liability recognized at amortized cost, subtract (FV .4
— BVend) = (FVieg — BVyy,) for the liability from pretax income.

3. For financial instruments that are recognized on the balance sheet at fair
value but for which gains and losses bypass the income statement and
are recorded in accumulated other comprehensive income (i.e., avail-
able-for-sale securities, as discussed in the “Investment Securities” section,
and derivatives that are effective cash flow hedges, as discussed in Chap-
ter 11), adjustments 1 and 2 must be applied replacing BV with the amor-
tized costs of the instruments. The amortized cost of available-for-sale
securities is provided in the investment securities footnote. The amor-
tized cost of derivatives that are effective cash flow hedges can be inferred
from the accumulated other comprehensive income associated with these
items, which is reported in the statement of stockholders’ equity.

The adjustment to deferred tax expense is again a tricky issue. Under
the simple approach, tax expense should be increased (decreased) by the
firm’s estimated tax rate times the net increase (decrease) in pretax income
just described. Net income should be adjusted to reflect the adjustment to
pretax income times one minus the firm’s estimated tax rate.

Continuing the example in the “Balance Sheet” section, assume at the
beginning of the period the held-to-maturity security had a book value of
10 but a fair value of 13, for a cumulative unrecognized pretax gain of
3. Since there was a cumulative unrecognized pretax gain of only 2 at the
end of the period, an unrecognized pretax loss of 1 = —(2 — 3) occurred
during the period. Thus, to adjust the income statement to reflect the fair value
of the security using the simple approach to taxes, subtract 1 from pretax
income, .4 from tax expense, and .6 from net income.

Note that these adjustments do not convert interest to a fair value basis,
and so the adjustment of the income statement is incomplete in this sense.
The total amount of net income is correct, however, because the net pretax
unrealized gain adjustment just described is misstated by exactly the amount
of the adjustment that should have been made to interest. An example illus-
trating this point is provided in the “SFAS No. 115’s Accounting Require-
ments” section. Users of financial reports could attempt the difficult task
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of estimating the appropriate adjustment to interest by estimating the current
and original market rates on the firm’s financial instruments and make an
offsetting adjustment to the gain.

Adjusting Golden West's Financial Statements. Golden West’s SFAS No. 107
(1991) fair value disclosures from its 2005 Form 10-K filing are reported
in Exhibit 6.3. Its balance sheet and income statement in 2005 are reported
in Exhibits 3.2 and 3.4 of Chapter 3, respectively.

Exhibit 6.4 reports the adjustments to Golden West’s 2005 balance sheet
and income statement necessary to make them reflect the fair value of finan-
cial instruments. Financial assets and liabilities that are accounted for at fair
value on both the balance sheet and income statement are omitted from this
exhibit, since they require no adjustments. As noted, available-for-sale secu-
rities are accounted for at fair value on the balance sheet but at amortized
cost on the income statement, and it is necessary to obtain their amortized
costs from the investment security footnote in order to adjust the income
statement to reflect the fair values of those securities. The amortized cost
of Golden West’s available-for-sale securities other than mortgage-backed
securities is $11,968,000 in 2005 and $28,044,000 in 2004, and the amor-
tized cost of its available-for-sale mortgage-backed securities is $11,132,000
in 2005 and $14,624,000 in 2004.

The first and second columns of Exhibit 6.4 report the adjustments to
Golden West’s 2005 and 2004 balance sheets, respectively. To indicate clearly
the effects of each adjustment on owners’ equity and net income, positive
numbers represent cumulative unrecognized gains and negative numbers
represent cumulative unrecognized losses; thus, the numbers for financial
liabilities are minus the adjustments to their balances. The third column reports
the adjustments to the 2005 income statement. These adjustments are the
changes in the cumulative unrecognized gains and losses during 20035. Pretax
effects on owners’ equity are reported in the second-to-last row of the exhibit.
After-tax adjustments to owners’ equity and net income are reported in the
last row.

Interpreting the cumulative and 2005-specific unrecognized gains and
losses for Golden West in 2005 is a bit tricky because of the recent compli-
cated movements in interest rates. Although interest rates generally declined
from 2001 to 2003, short- to intermediate-term interest rates rose fairly con-
sistently in 2004 and 20035, and long-term rates fluctuated considerably in
2004 and 2005 while ending both of these years close to where they started.
The effects of these interest rate movements likely offset to some extent,
but one would need to know how much assets and liabilities of what dura-
tions Golden West originated at each point during this period to be able to
determine the dominant effects with confidence. (Management is in the best
position to make such interpretations, of course, but unfortunately it rarely
provides them in financial reports.) Users of financial reports should attempt
to understand the reasons for these unrecognized gains and losses as best
as possible given the information available.
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EXHIBIT 6.3 Golden West’s 2005 Fair Value of Financial Instruments
Disclosures ($ in thousands)

December 31, 2005 December 31, 2004
Carrying Estimated Carrying Estimated
Amount Fair Value Amount Fair Value

Financial Assets:
Cash $ 518,161 $ 518,161 $ 292421 $ 292,421

Federal funds
sold and other

investments 1,321,626 1,321,626 936,353 936,353
Securities available

for sale 382,499 382,499 438,032 438,032
Mortgage-backed

securities

available for sale 11,781 11,781 14,38 14,438
Mortgage-backed

securities

held to maturity 1,472,183 1,472,609 2,095,614 2,138,894
Loans receivable 117,881,965 118,987,054 100,559,179 101,261,901
Interest earned

but uncollected 392,303 392,303 248,073 248,073

Investment in capital

stock of Federal

Home Loan Banks 1,857,580 1,857,580 1,563,276 1,563,276
Capitalized mortgage

servicing rights 39,134 53,719 53,234 62,273
Interest rate swaps -0- -0- 10,309 10,309

Financial Liabilities:
Deposits 60,158,319 60,260,546 52,965,311 53,022,209
Advances from
Federal Home
Loan Banks 38,961,165 38,978,241 33,781,895 33,790,789
Securities sold under
agreements to

repurchase 5,000,000 4,998,367 3,900,000 3,899,607
Bank notes 2,393,951 2,393,907 2,709,895 2,709,742
Senior debt 8,194,266 8,200,022 5,291,840 5,323,968
Interest rate swaps 37,571 37,571 -0- -0-

The cumulative unrecognized gains on all of the assets and the cumu-
lative unrecognized losses on most of the liabilities generally are more con-
sistent with the decreases in long-term rates rather than with the recent
increases in short- to intermediate-term rates, despite the fact that Golden West
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EXHIBIT 6.4 Adjustment of Golden West’s 2005 Financial Statements to
Reflect the Fair Value of Financial Instruments ($ in thousands)

Income
Balance Sheet Statement
Adjustments Adjustments
2005 2004
Cumulative Cumulative 2005
Unrecognized  Unrecognized Unrecognized
Gain (Loss) Gain (Loss) Gain

Securities available for sale 370,531 409,988 -39,457
Mortgage-backed securities

available for sale 649 —186 835
Mortgage-backed

securities held to maturity 426 43,280 —42,854
Loans receivable 1,105,089 702,722 402,367
Capitalized mortgage

servicing rights 14,585 9,039 5,546

Total assets 1,491,280 1,164,843 326,437
Deposits -102,227 —56,898 —45,329
Advances from Federal

Home Loan Banks —-17,076 —8,894 —8,182
Securities sold under

agreements to repurchase 1,633 393 1,240
Bank notes 44 153 -109
Senior debt -5,756 —32,128 26,372

Total liabilities —-123,382 -97,374 —26,008
Pretax effect on owners’

equity or net income 1,367,898 1,067,469 300,429
Aftertax effect on owners’

equity or net income 820,738.8 640,481.4 180,257.4

holds primarily short-duration assets and liabilities. The unrecognized losses
on securities available for sale and mortgage-backed securities held to matu-
rity and the unrecognized gain on senior debt during 2005 probably reflect
the increases in short- to intermediate-term rates during that year. The expla-
nations for the $402 million unrecognized gain on loans receivable and $45
million unrecognized loss on deposits during 2005 are not apparent, how-
ever. Golden West’s unrecognized gains and losses likely are not entirely
attributable to interest rate movements, however. For example, the $371
million cumulative unrecognized gain on its securities available-for-sale resulted
almost entirely from Golden West’s holdings of Freddie Mac stock, and the
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$15 million cumulative unrecognized gain on its capitalized mortgage serv-
icing rights may reflect declining expected prepayment.

Whatever the reasons, at the end of 2005 there is a cumulative unrec-
ognized gain of $1.5 billion on Golden West’s assets and a cumulative unrec-
ognized loss of $123 million on its liabilities. The $821 million net after-tax
effect of these fair value adjustments on its owners’ equity is nontrivial at about
9% of its $8.7 billion of owners’ equity. Thus, Golden West’s solvency is
higher than it appears on its 2005 balance sheet. Similarly, the $180 million
net after-tax effect of the fair value adjustments on Golden West’s net income
is also nontrivial at about 12% of its $1.5 billion net income in 2005. Thus,
Golden West’s profitability also is better than it appears on its 2005 income
statement.

In periods of interest rate volatility or for financial institutions that hold
positions with more interest rate risk, fair value adjustments generally will
be much larger than they are for Golden West in 2005. Appendix 6A consid-
ers the case of Washington Federal in 20035, a thrift that holds much longer
duration assets than liabilities, as reported in Exhibit 4.7 of Chapter 4. The
fair value adjustment would be very adverse for Washington Federal in a
year with substantial increase in long-term rates. The last year with a substan-
tial increase in long-term rates from the beginning to the end of the year
was 1994. The first edition of this book included a case on T.R. Financial
in 1994, a thrift with an exposure to interest rates similar to Washington
Federal; fair value adjustment reduces T.R. Financial’s reported net income
of $12 million in 1994 by $50 million to —$38 million, which is —26% of
its adjusted owners’ equity of $146 million.

A limitation of SFAS No. 107 (1991) fair value disclosures is that they
do not make gains trading apparent. These disclosures only allow the user of
financial reports to determine the total gain or loss net of the realized gain
or loss, that is, the unrealized gain or loss. Although the income and cash
flow statements may provide some clues about realized gains and losses and
thus gains trading, the information in these statements is usually too aggre-
gated to indicate gains trading clearly. As discussed in the next section, SFAS
No. 115 (1993) remedies this problem for available-for-sale and held-to-
maturity securities by requiring disclosures of unrealized and realized gains
and losses on those securities.

INVESTMENT SECURITIES

The next section describes the main accounting requirements of SFAS No.
115 (1993). The “Restrictions on Reclassifying Securities and the Possibility
of Gains Trading” section describes SFAS No. 115’s restrictions on trans-
fers between types of securities and their implications for the possibility of
gains trading. The “Other-than-Temporary Impairment” section describes
SFAS No. 115’s requirements for impairment write-downs of investment
securities in certain circumstances. The “Disclosures and Assessment of Gains
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Trading” section describes SFAS No. 115’s required disclosures and their useful-
ness for the assessment of gains trading. The “JPMorgan Chase’s Available-
for-Sale Securities” section analyzes JPMorgan Chase’s available-for-sale
securities footnote in 2004.

SFAS No. 115's Accounting Requirements

SFAS No. 115 (1993) provides the accounting and disclosure requirements
for investment securities, including debt and equity securities. SFAS No. 115
is the first standard that requires financial statement recognition of a signif-
icant class of financial instruments at fair value. It is natural that the FASB
started fair value accounting with investment securities, since these instru-
ments are most likely to be traded in liquid markets with observable market
prices, and so the measurement of fair values is least likely to be a problem.
Moreover, gains trading is easiest to accomplish using investment securities
because of their liquid nature. Investment securities often are used in eco-
nomic hedging relationships,” however, and so the third argument against
fair valuation discussed in the “Arguments against Fair Value Accounting for
Financial Instruments” section applies.

SFAS No. 115 (1993) is an inconsistent standard that does not require
fair value accounting for all investment securities or full fair value account-
ing for any security. It requires firms to classify securities into three types —
trading, available for sale (AFS), and HTM—based on their ability and intent
to hold the securities. Most equity securities cannot be classified as HTM,
since they have no fixed maturity. These classes of securities are accounted
for very differently, and these differences influence firms’ classification choices.®

These differences are illustrated in the schematic T accounts for trad-
ing/AFS and HTM securities in Exhibit 6.5. Trading/AFS securities are repre-
sented in a combined account because the asset is accounted for the same
way for the two types of securities, although income and the components of
owners’ equity are not, as indicated in the schematic T account for the accu-
mulated other comprehensive income from AFS securities in the exhibit. The
description of two of the items in this combined account—the increase in
the account from the total (realized and unrealized) gain during the period
and the reduction of the account from any sale—assumes that trading and
AFS securities are written to fair value immediately prior to any sale, as would
be the case if fair value accounting is applied continuously. The T accounts
in this exhibit again assume that interest is accrued in a separate interest receiva-
ble account, and they reflect the effects of other-than-temporary impairment
write-downs, which are treated in most respects like realized losses, as dis-
cussed in the section “Other-than-Temporary Impairment.”

The accounting for trading securities is mostly fair-value based. Trading
securities are accounted for at fair value on the balance sheet. Unrealized gains
and losses on these securities are recognized on the income statement in the
period they occur. Thus, gains trading is not possible with trading securities.
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EXHIBIT 6.5 Schematic T Accounts for Investment Securities

Trading and AFS Securities HTM Securities
beginning beginning
balance balance
(fair value) (amortized
cost, possibly
impaired)
+ purchases — principal payments + purchases — principal payments
— impairment
writedown
+ total — sales (fair value)* — sales
(realized and (amortized cost,
unrealized) possibly impaired)
gain during
period*
ending balance ending balance
(fair value) (amortized
cost, possibly
impaired)

Accumulated Other Comprehensive Income from AFS Securities

beginning cumulative
unrecognized gain

+ total (realized and unrealized)

— realized gain during period” gain during period*

+ impairment write down
during period

ending cumulative
unrecognized gain

*These items are in the amounts indicated only if trading and AFS securities are written to
fair value immediately prior to any sale.

In contrast, AFS securities are accounted for at fair value on the balance
sheet, but unrealized gains and losses on these securities bypass the income
statement and are recorded instead in accumulated other comprehensive
income, a distinct part of owners’ equity. Gains and losses on AFS securities
are recognized on the income statement when they are realized at sale, and
so gains trading is possible with AFS securities. As gains and losses on these
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securities are recognized in income, their effect on accumulated other com-
prehensive income is reversed, a process sometimes referred to as recycling.

Finally, HTM securities are accounted for at amortized cost. Despite this
fact, gains trading is generally not possible using HTM securities, because
these securities cannot be sold without giving up the right to classify secu-
rities as HTM, except in the highly constrained circumstances to be described.

An unappreciated fact is that SFAS No. 115 (1993) requires interest
revenue to be accounted for on an amortized cost basis for all investment
securities. As illustrated earlier, an implication of this fact is that interest
revenue gradually recognizes prior economic gains and losses on securities.
As this occurs, the recognition of prior economic gains and losses in net
income (for trading securities) or accumulated other comprehensive income
(for AFS securities) in prior periods must be reversed. For trading securities,
the reversal of prior gains and losses and their recognition in interest both
affect income, so that the amount of net income is correct each period, but
its gain and loss and interest components have perfectly negatively corre-
lated errors. For AFS securities, the reversal of prior gains and losses affects
accumulated other comprehensive income, while their recognition in interest
affects income, so that the amount of net income is incorrect.

These points are illustrated through the simple example of a zero-coupon
bond asset in the “Arguments against Fair Value Accounting for Financial
Instruments” section, allowing the bond to be classified as any of the three
types of security. The journal entries in the first year are:

at purchase:

trading, AFS, or HTM securities 75.13
cash 75.13

when market rate changes from 10% to 8%
(initial recognition or not of unrealized gain):

if trading:
trading securities (+ asset) 4.25
unrealized gain on trading securities (+ income) 4.25

if AFS:
AFS securities (+ asset) 4.25
other comprehensive income (+ owners’ equity) 4.25

if HTM:

no journal entry

at end of year 1 (accrual of interest and reversal of unrealized gain):

interest receivable (4 asset) 7.51
interest revenue (+ income) 7.51
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if trading:
unrealized loss on trading securities (— income) 1.16
trading securities (— asset) 1.16

if AFS:
other comprehensive income (— owners’ equity) 1.16
AFS securities (— asset) 1.16

Similar journal entries are recorded in subsequent years.

Assume the bond is classified as a trading security. In year 1, net income
includes interest revenue of $7.51, which is overstated by $1.16 relative to
fair value interest revenue of $6.35. Net income includes an unrealized gain
of $3.09, which is understated by $1.16 relative to the fair value gain of
$4.25. Total net income is correct at $10.60, because the errors on its two
components offset. Total owners’ equity is also correct.

Assume instead the bond is classified as an AFS security. In year 1, net
income is the interest revenue of $7.51, which is overstated by $1.16 rela-
tive to fair value interest revenue of $6.35. Total net income is understated
by $3.09, the remaining unrealized gain on the security at the end of the
period. This amount is recognized in accumulated other comprehensive
income, however, so that owners’ equity is correct.

Assume instead the bond is classified as an HTM security. In year 1, net
income is the interest revenue of $7.51, which is overstated by $1.16 rela-
tive to fair value interest revenue of $6.35. Total net income is understated
by $3.09, the remaining unrealized gain on the security at the end of the
period. This amount is not recognized on the balance sheet, so that owners’
equity is also incorrect.

Most financial institutions classify most investment securities as AFS,
although thrifts and insurance companies sometimes classify a fair amount
as HTM, and a few of the largest financial institutions have substantial trad-
ing portfolios. As illustrations of two ends of continuum, in 2005, Golden
West held $1.5 billion of HTM securities (and much larger amounts of mort-
gage-backed securities classified as loans receivable and accounted for in a
similar way as HTM securities) but only $394 million of AFS securities and
no trading securities. In contrast, in 2005, JPMorgan Chase held $249 billion
of trading securities but only $48 billion of AFS securities and $77 million
of HTM securities.

Restrictions on Reclassifying Securities
and the Possibility of Gains Trading

Since the intent to hold securities is unobservable, the classification of secu-
rities into the three types under SFAS No. 115 (1993) allows firms to exercise
discretion to obtain desired accounting treatments, including gains trading.
The FASB attempted to mitigate this discretion in several ways in SFAS No.
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115. First, the standard requires disclosures about transfers between port-
folios.

Second, the standard allows securities to be transferred out the HTM
portfolio only under these conditions:

®  When the security’s credit rating declines significantly
m  When tax law or regulations change significantly

= When a major business combination or disposition takes place that requires
transfers to maintain the firm’s policies

®  When an isolated, nonrecurring, and unusual event that could not have
been reasonably anticipated (e.g., Hurricane Katrina) occurs

A firm that transfers securities out of the HTM portfolio under other
circumstances loses the ability to classify securities as HTM. These restric-
tions substantially limit the ability of firms to gains trade using HTM secu-
rities. The FASB has allowed firms to transfer securities out of the HTM
portfolio on two occasions, however, in late 1995 and upon the initial adop-
tion of SFAS No. 133, Accounting for Derivative Instruments and Hedging
Activities (1998). The first occasion provided relief to the large number of
firms that had classified too many securities as HTM upon the initial adop-
tion of SFAS No. 115 (1993). The second occasion reflects SFAS No. 133’s
prohibition on the use of hedge accounting for economic hedges of the inter-
est rate risk of HTM securities.

Third, SFAS No. 115 (1993) requires that transfers of securities among
the three types be recorded at fair value in some fashion. In particular, a
transfer from the AFS portfolio to the HTM portfolio requires that the exist-
ing unrealized gain or loss on the security be amortized into income over
its remaining life. In other words, pretransfer gains and losses on the secu-
rity are accounted for as if it had remained AFS, while posttransfer gains
and losses on the security are accounted for using the required amortized
cost accounting for HTM securities. A transfer from the AFS portfolio to the
trading portfolio requires that any unrealized gain or loss on the AFS secu-
rity flow through income at the time of the transfer. This implies that firms
still can gains trade without even selling AFS securities, however, by trans-
ferring appreciated or depreciated AFS securities to the trading portfolio.

Other-than-Temporary Impairment

For individual investment securities classified as AFS or HTM that are
impaired in the sense that the fair value has declined below the amortized
cost, SFAS No. 115 (1993) requires that the firm determine whether the
impairment is “other than temporary.” If so, the security is written down
to fair value, which becomes the new cost basis of the security, and the impair-
ment loss is recorded in income as if it were realized.

The Securities and Exchange Commission (SEC) staff states that the
determination of other-than-temporary impairment should depend on the
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length of time the security has been impaired, the magnitude of the impair-
ment, the financial condition and near-term prospects of the issuer of the
security, and the intent and ability of the investor to hold the security until
an anticipated recovery of value. For debt securities, SFAS No. 115 (1993)
states that an other-than-temporary impairment has occurred if it is prob-
able that the investor will be unable to collect all amounts due according to
the contractual terms of the securities, due to default, say. Declines in the
fair values of debt securities resulting from market interest rate movements
generally do not give rise to other-than-temporary impairments, as stated
obliquely in SFAS No. 115 and more clearly in Emerging Issues Task Force
(EITF) 99-20, Recognition of Interest Income and Impairment on Purchased
and Retained Beneficial Interests in Securitized Financial Assets, unless the
firm has decided to sell the securities.

EITF 03-1, The Meaning of Other-than-Temporary Impairment and Its
Application to Certain Investments, now rescinded, constituted a recent attempt
to provide more concrete and stringent guidance regarding what constitutes
other-than-temporary impairment. This attempt was quashed by the bank-
ing industry and other constituents concerned that they would have to record
impairment write-downs associated with interest rate movements based on
the size or duration of the impairments or their histories of selling securities
at a loss.

The rescission of EITF 03-1 was effected by FASB Staff Position (FSP)
FAS 115-1 and FAS 124-1, The Meaning of Other-than-Temporary Impair-
ment and Its Application to Certain Investments (2005), which provides pro-
cedural guidance regarding the assessment of impairment. Despite having
the same title as EITF 03-1, this FSP does not provide any new guidance
regarding what constitutes other-than-temporary impairments, however. It
carries along EITF 03-1’s requirements for tabular disclosures of the fair
value and unrealized losses on impaired securities by category, distinguish-
ing securities that have and have not been in a continuous loss position for
12 months or longer, accompanied by discussion of the nature of the impair-
ments and the reason why they have not been deemed other than temporary.
It also requires some additional disclosures for cost-method investments for
which the assessment of fair value may not have been conducted. These
disclosures provide users of financial reports with some sense as to whether
impairment write-downs are being recorded properly.

Disclosures and the Assessment of Gains Trading

Gains trading may take place in two senses:

1. The firm holds a portfolio of securities that have appreciated or depre-
ciated since purchase, from which it chooses to sell selected securities. (This
sense is what most people have in mind when they refer to gains trading.)

2. The firm holds securities that appreciate or depreciate during the year, but
its realization of gains and losses during the year is not representative
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of this appreciation or depreciation. (This sense is actually more impor-
tant from the perspective of measuring net income.)

SFAS No. 115 (1993) requires various disclosures that allow the user
of financial reports to assess gains trading in each of these senses. Specif-
ically, for each major type of security classified as either AFS or HTM, the
firm must disclose the fair value, amortized cost, gross unrealized gains, and
gross unrealized losses. The firm also must disclose realized gains and losses
on AFS securities and on HTM securities in the infrequent cases they are
sold. The user of financial reports can assess gains trading in the first sense
by comparing the distributions of cumulative unrealized gains and losses and
realized gains and losses during the year for each type of security. The user
can assess gains trading in the second sense by calculating the total gain or
loss during the year and comparing it to the realized gain during the year for
each type of security.

Assuming that information about purchases and sales of securities is
provided in a sufficiently disaggregated fashion on the cash flow statement
and there are no mergers and acquisitions during the year, SFAS No. 115
(1993) disclosures allow the analyst to determine each of the additions to
and subtractions from the T accounts for investment securities in Exhibit
6.5. Specifically, information about beginning and ending balances can be
obtained from the investment securities footnote. Information about pur-
chases and principal and interest payments can be obtained from the cash
flow statement. Information about realized and unrealized gains and losses
can be obtained from the investment securities footnote.

SFAS No. 115 (1993) also requires disclosures of fair value and amor-
tized cost by four maturity categories—Iless than 1 year, 1 to 5 years, 5 to
10 years, and beyond 10 years—that refine the SEC’s Industry Guide 3
disclosure requirements for securities discussed in Chapter 4.

JPMorgan Chase's Available-for-Sale Securities

As an illustration of the disclosures provided under SFAS No. 115 (1993),
excerpts from JPMorgan Chase’s 2004 footnote disclosures for AFS secu-
rities are reported in Exhibit 6.6, omitting its disclosures by type of AFS
security and various other items for simplicity and adding certain histori-
cal information from its 2002 footnote disclosures to enable the assessment
of gains trading over a longer period than is possible with a single disclo-
sure. Be aware that the 2004 amounts reported in this exhibit are affected
by J. P Morgan Chase’s merger with Bank One (thereby creating JPMor-
gan Chase), which became effective July 1, 2004, and that this may contam-
inate some of calculations for that year.

These disclosures indicate that JPMorgan Chase realized net gains on
AFS securities of $100 million in 2004, $769 million in 2003, and $1,222
million in 2002, or $2,091 million over the three-year period. This is despite
it having net unrealized losses on these securities of $429 million at the end
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EXHIBIT 6.6 Excerpts from JPMorgan Chase’s 2004 Available-for-Sale
Security Footnote Disclosures ($ in millions)

The following table presents realized gains and losses from AFS securities:

Year Ended December 31

2004 2003 2002
Realized gains $ 576 $2,123 $1,904
Realized losses (238) (677) (341)
Net realized securities gains 338 1,446 1,563

The amortized cost and estimated fair value of AFS securities were as follows for
the dates indicated:

Gross Gross
Amortized Unrealized Unrealized Fair
December 31 Cost Gains Losses Value
2004 $94,821 $ 570 $989 $94.,402
2003 $60,422 $ 445 $799 $60,068
2002* $82,952 $1,395 $315 $84,032
2001* $59,534 $ 472 $722 $59,284

*The amounts for 2001 and 2002 are from J. P Morgan Chase’s 2002 annual report.

The following table presents the fair value and unrealized losses for AFS securities
by aging category:

Gross
Fair Unrealized
December 31, 2004 Value Losses
Securities with unrealized losses
Less than 12 months $54,449 $532
12 months or more $14,018 $457
Total $68,467 $989

Included in the $989 million of gross unrealized losses on AFS securities at
December 31, 2004, was $457 million of unrealized losses that have existed for
a period greater than 12 months. These securities are predominately rated AAA,
and the unrealized losses are due to overall increases in market interest rates
and not due to underlying credit concerns of the issuers. Substantially all of the
securities with unrealized losses aged greater than 12 months have a market
value at December 31, 2004, that is within 3% of their amortized cost basis.
The Firm believes that all aged unrealized losses, as described above,
are expected to be recovered within a reasonable time through a typical interest
rate cycle. Accordingly, the Firm has concluded that none of the securities in its
investment portfolios are other-than-temporarily impaired at December 31, 2004.

(continues)
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EXHIBIT 6.6 (Continued)

The following table presents the amortized cost, estimated fair value
and average yield at December 31, 2004, of JPMorgan Chase’s AFS securities
by contractual maturity:

Available-for-Sale Securities

Maturity Schedule of Securities Amortized Fair Average
December 31, 2004 Cost Value Yield
Due in one year or less $ 8,641 $ 8,644 2.44%
Due after one year through five years 19,640 19,600 3.18
Due after five years through 10 years 9,270 9,278 3.77
Due after 10 years 57,270 56,880 4.48
Total securities $94,821 $94,402 3.95%

of 2004, $354 million at the end of 2003, and $250 million at the end of
2001, although it did have net unrealized gains of $1,080 million at the end
of 2002. These calculations appear generally consistent with it gains trading
in the first sense in most or all of the years from 2002 to 2004. In addition,
JPMorgan Chase experienced unrealized losses of $75 million = $429 million
— $354 million during 2004 and $1,434 million = $354 million + $1,080
million during 2003, and an unrealized gain of $1,330 million = $1,080
million + $250 million during 2002 on AFS securities. This is consistent
with it gains trading in the second sense in 2004 and 2003 but not in 2002.
The amounts involved are particularly significant in 2003 and 2002, even
for a bank as large as JPMorgan Chase. In particular, the net realized gain
in 2002 is almost half of its pretax net income of $2,519 million in that year.

JPMorgan Chase did not record any impairment write-downs on its
impaired AFS securities in 2004, noting that they are predominantly AAA
rated and that the unrealized losses are expected to be recovered over “a
typical interest rate cycle.” This reflects the fact that firms generally do not
record impairment losses for impairments caused by interest rate movements
unless the firm has decided to sell the impaired securities.

APPENDIX 6A: WASHINGTON FEDERAL'S BIG GAP

Washington Federal’s repricing gap disclosure is provided in Exhibit 4.7 of
Chapter 4 and its fair value of financial instruments disclosure is provided
in Exhibit 6A.1 for the fiscal year ending September 30, 2005 (fiscal 2005).

Case Questions

1. Do Washington Federal’s reported owners’ equity and net income in 2005
differ from its fair value of owners’ equity and net income? Can you
explain the reasons for any differences?
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EXHIBIT 6A.1 Washington Federal’s 2005 Fair Value of Financial
Instruments Disclosures ($ in thousands)

September 30, 2005 September 30, 2004

Carrying Estimated Carrying Estimated
Amount Fair Value Amount Fair Value

Financial Assets:
Cash and cash

equivalents $ 637,791 $ 637,791 $ 508,361 $ 508,361
Repurchase agreements — — 200,000 200,000
Available-for-sale

securities 1,077,856 1,077,856 899,525 899,525
Held-to-maturity

securities 212,479 211,596 156,373 158,792
Loans receivable and

securitized assets 6,008,932 6,086,613 5,093,443 5,203,650
FHLB stock 129,453 129,453 137,274 137,274

Financial Liabilities:
Customer accounts 5,031,505 5,037,419 4,610,358 4,615,616
FHLB advances and
other borrowings 1,885,000 1,871,474 1,300,000 1,357,405

2. Does Washington Federal’s statement that it has never recorded a monthly
operating loss imply it is not very interest rate risky?

3. How large would Washington Federal’s economic loss be if the yield curve
experienced a parallel upward shift of 1%?
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Mortgage Banks

I- ike thrifts, mortgage banks mainly originate or purchase one- to four-family
residential mortgages, although some do significant business in multifamily
and commercial real estate mortgages. Unlike thrifts, mortgage banks usually
hold mortgages only to accumulate enough to sell efficiently and sometimes
to provide evidence that they are creditworthy. Mortgage banks often sell
mortgages through securitizations, in which case they usually retain the right
to service the mortgages and sometimes retain mortgage-backed securities
(MBS). When the securitized mortgages are risky, in order to induce investors
to purchase the MBS, the retained securities usually are residual or otherwise
subordinated claims that concentrate the risk of the underlying mortgages.

Mortgage banking is primarily a fee-based rather than interest rate spread—
based business. Mortgage banks earn fees from originating and servicing mort-
gages. Mortgage banks also generate gains (and sometimes losses) when they
sell mortgages. The amount they receive (in cash, other proceeds, and retained
securities) from securitizations usually exceeds the amount they pay to obtain
mortgages, because MBS have desirable features, such as liquidity or cash
flow characteristics, for which investors are willing to pay. Mortgage banks’
fee-driven nature naturally leads to an income statement focus in valuing
these firms, rather than the balance sheet focus for thrifts.

Because prime fixed-rate residential mortgages usually are prepayable
without penalty (and other types of fixed-rate mortgages may also be pre-
payable without penalty or with a penalty that is smaller than the realized
value of the prepayment option), mortgage banks are exposed to interest-
rate-motivated prepayment risk on their fixed-rate mortgage-related assets.
Specifically, mortgagees often prepay and refinance their fixed-rate mort-
gages when mortgage commitment rates fall sufficiently to make this decision
economically attractive given the costs involved in refinancing. Prepayment
yields large percentage impairment losses on mortgage banks’ mortgage
servicing rights, interest-only strips, and residual securities that have little
or no value upon prepayment of the underlying mortgages, and it yields
smaller percentage impairment losses on most of mortgage banks’ other types
of mortgage-related assets. Offsetting these effects, mortgage banks’ orig-
ination fees and gains on sale are strongly positively affected by refinancing

161
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of fixed-rate mortgages. Understanding interest-rate-motivated prepayment
sensitivity is thus a primary focus in the analysis of mortgage banks. Non—
interest-rate-motivated prepayment (e.g., moving and cash-out refinancing)
has less pervasive but still quite significant effects on mortgage banks.

This chapter examines most aspects of mortgage banks’ financial report-
ing and analysis, with two main exceptions. First, detailed discussions of
the accounting and disclosure rules for securitizations, prepayment-sensitive
retained securities, and mortgage servicing rights under Statement of Finan-
cial Accounting Standards (SFAS) No. 140, Accounting for Transfers and
Servicing of Financial Assets and Extinguishments of Liabilities (2000), and
SFAS No. 156, Accounting for Servicing of Financial Assets (2006), are
deferred to Chapter 8. Since the information provided under these rules is
of critical importance in the analysis of mortgage banks, the type of finan-
cial institution most affected by securitizations, these two chapters should
be read as a matched set. Second, mortgage banks actively use derivatives
to hedge their prepayment and other risks, and their fixed-rate interest rate
lock commitments usually are accounted for as derivatives. Discussion of the
accounting and disclosure rules for derivatives is deferred to Chapter 11.

The next section provides background information about the mortgage
banking industry, its major players, and mortgage banks’ activities. The
“Financial Statement Structure” section describes the structure of mortgage
banks’ financial statements, using Countrywide Financial Corporation (Coun-
trywide) as a representative mortgage bank. The “Main Risk-Return Trade-
Offs and Financial Analysis Issues” section outlines the risk-return trade-offs
that mortgage banks face and the corresponding financial analysis issues that
these trade-offs imply. The final section briefly describes accounting require-
ments regarding fee revenue and associated costs on mortgage banking
activities.

MORTGAGE BANKING INDUSTRY,
MAJOR PLAYERS, AND ACTIVITIES

The federal government essentially created the mortgage banking industry,
which began in the 1950s originating mortgages insured by federal govern-
ment agencies. Mortgage banking took off in 1970, when the Government
National Mortgage Association (commonly referred to as Ginnie Mae), a
federal government agency within the Department of Housing and Urban
Development (HUD), sponsored the first securitization of government-
insured mortgages. The Federal National Mortgage Association (Fannie
Mae) and the Federal Home Loan Mortgage Corporation (Freddie Mac),
previously government agencies and now private corporations with $2.25
billion conditional lines of credit from the U.S. Treasury, also facilitated the
spectacular growth of the MBS market and mortgage banks. Freddie Mac
sponsored the first securitization of conventional (not government-insured)
mortgages in 1971.
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Ginnie Mae currently sponsors securitizations of mortgages insured by
these government agencies:

®  Federal Housing Administration (FHA) within HUD

= Department of Veterans Affairs (VA)

= Rural Housing Service (RHS) within the Department of Agriculture
m  Office of Public and Indian Housing (PIH) within HUD

Ginnie Mae sponsored residential MBS with a value of $377 billion
outstanding at the end of 2005. During 2005, Ginnie Mae securitized $90
billion of mortgages, of which 68% were FHA mortgages and 29% were VA
mortgages. Ginnie Mae securitizes most government-insured mortgages (e.g.,
93% of all FHA and VA mortgages outstanding in 2005 had been securi-
tized by Ginnie Mae).! Ginnie Mae is decreasing fairly rapidly in size as fewer
government-insured mortgages are issued.

Fannie Mae and Freddie Mac are federally chartered and referred to as
government-sponsored enterprises (GSEs). Reflecting restrictions specified
in their charters, Fannie Mae and Freddie Mac primarily purchase and spon-
sor securitizations of conforming conventional mortgages. For a mortgage
to be conforming, it must meet certain criteria including a maximum prin-
cipal that changes annually based on the mean home price and is $417,000
for 2006, a maximum principal-to-property value ratio, a debt-to-income
cap, and mortgage documentation. In July 2006, Fannie Mae held $731 bil-
lion of mortgages in portfolio and guaranteed $1.7 trillion of outstanding
MBS held by others, while Freddie Mac held $711 billion of mortgages in
portfolio and guaranteed $1.1 trillion of outstanding MBS.?

Fannie Mae and Freddie Mac are regulated under the Federal Housing
Enterprise Safety and Soundness Act of 1992, which imposes capital require-
ments. Their regulator is the Office of Federal Housing Enterprise Oversight
(OFHEO) within HUD. OFHEQ?’s statutory powers and staffing are less than
those of bank regulators, although its staffing has increased considerably since
the well-publicized accounting problems identified in the summer of 2003
at Freddie Mac, which led OFHEO to publish a special report on Freddie
Mac in December 2003 and subsequently to investigate Fannie Mae. OFHEO
published a special report on Fannie Mae in September 2004, and it clas-
sified Fannie Mae as significantly undercapitalized in December 2004. Legis-
lation is currently being considered in Congress to replace OFHEO and the
regulator of the Federal Home Loan Banks (FHLBs) with a regulator with
the same statutory powers as bank regulators.

The FHLBs, while also GSEs, are not actively involved in mortgage secu-
ritization. They are actively involved in the mortgage market, however,
primarily by providing funding to their member institutions that is collat-
eralized by the mortgages those institutions hold, but also by holding mort-
gages that they acquire from those institutions. At the end of 2005, the FHLBs
held $105 billion of mortgages.? In the remainder of this chapter, “the GSEs”
refers to Fannie Mae and Freddie Mac.
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The U.S. residential MBS market, with $5.4 trillion outstanding in June
2006, is now somewhat larger than the $4.8 trillion U.S. Treasury securi-
ties market.* The MBS market has had a profound effect on home ownership
in the United States (and thereby on the U.S. economy as a whole) by making
fixed-rate mortgages lower cost and more widely available.

The GSEs claim on their Web sites that they reduce the interest rate on
the fixed-rate conforming mortgages they securitize by .25 to .5% compared
to the fixed-rate jumbo mortgages they do not securitize. While the GSEs
clearly facilitated the development of the MBS market and play major roles
in that market today, a lively public policy debate is ongoing regarding how
much the GSEs reduce mortgage rates, the extent to which they benefit from
an implicit subsidy resulting from investors’ perception that their debt is effec-
tively guaranteed by the federal government, and whether their retained
portfolios are so large as to constitute a systemic risk. In particular, econo-
mists at the Federal Reserve have argued that the interest rate premium on
jumbo prime mortgages over the interest rate on the conforming prime mort-
gages does not primarily indicate the GSEs’ effect on the cost of fixed-rate
mortgages, but rather is largely an artifact of the segmentation and lesser
liquidity of the market for jumbo mortgages that results from the existence
of an arbitrary ceiling on the principal amount of conforming mortgages.’
While he was Federal Reserve Board Chairman, Alan Greenspan argued that
the enormous size of the GSEs’ retained portfolios: (1) has resulted from
their cost of debt capital being reduced by .4% because of investors’ percep-
tion of a federal government guarantee of their debt, a huge advantage
in the highly competitive mortgage market, (2) constitutes a systemic risk,
and (3) could be reduced without significant effect on the mortgage market
because these portfolios are financed by debt that from investors’ perspec-
tive is similar to MBS.¢ As part of a capital restoration program approved
by OFHEO, Fannie Mae reduced its retained portfolio considerably from
its peak at $917 billion in September 2003 to $715 billion in November 2005.
In contrast, Freddie Mac’s retained portfolio grew rapidly over this period.
As part of its comprehensive settlement with OFHEO and the Securities and
Exchange Commission in May 2006, Fannie Mae has agreed to increase its
portfolio only moderately and with OFHEO approval in the future.

The size of the MBS market derives from the huge amount of residen-
tial mortgages in the United States. In March 2006, $9.5 trillion of one-
to four-family residential mortgages were outstanding, with about 56% held
in the form of MBS.” In each year from 2001 to 2005, over $2 trillion of
one- to four-family residential mortgages were originated. In 2003, origi-
nations were a record $3.8 trillion, with an unusually high 66% of these
originations being refinancings due to historically low interest rates in the
middle of the year.® Even now that long-term interest rates have crept up,
originations remain fairly high for non—interest-rate-motivated reasons. For
example, Freddie Mac estimated that 88% of mortgages refinanced in its
portfolio in the second quarter of 2006 involved the mortgagee taking out
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cash in excess of 5% of the mortgage principal?; this level of cash-out refi-
nancing has been made possible by the dramatic appreciation in the value
of real estate over the past decade, a run that apparently has ended.

There are various distinct types of residential mortgages. Government-
insured mortgages are guaranteed in whole or part by an agency of the federal
government, while private firms bear the credit risk on conventional mort-
gages. Approximately 8% (92%) of mortgages outstanding are government-
insured (conventional); the percentage of government-insured mortgages has
declined substantially over time; for example, it was 17% in 1990.1°

Prime mortgages (rated A if conforming and Alt-A otherwise) are made
to individuals with essentially unimpaired credit usually measured using the
Fair Isaac Corporation’s (FICO) credit scores; these mortgages generally must
also have loan-to-value ratios that are not too high given the borrower’s credit
score or private mortgage insurance and other desirable attributes. Subprime
mortgages (rated A— to D) generally are made to individuals with some-
what to very troubled credit histories as measured by FICO scores; these
mortgages may also reflect higher loan-to-value ratios for a given credit score
or other less desirable attributes. No industry standard determines the clas-
sification of mortgages from A to D, although their relative riskiness is
indicated by the usual premia above the interest rate paid on A-rated mort-
gages for lower-rated mortgages: A—, 1 to 2%; B, 2 to 3%; C, 3.5 to 4.5%;
and D, 5 to 6%.'" Manufactured home mortgages usually are subprime;
moreover, the value of their collateral depreciates relatively quickly.

Subprime mortgages first became significant in the mid-1990s due to a
number of regulatory and economic events. The Depository Institutions
Deregulation and Monetary Control Act of 1980 overrode state-mandated
ceilings on interest rates and fees, making high-cost subprime mortgages
possible. The Alternative Mortgage Transaction Parity Act of 1982 allowed
variable-rate and balloon mortgages, common features of subprime mort-
gages, especially the lower grades. The Tax Reform Act of 1986 eliminated
the tax deductibility of interest on consumer debt; while this act has made
all types of mortgages tax preferred to other forms of consumer debt, it is
particularly important for subprime mortgages due to their high pretax inter-
est rates and because subprime mortgagees often engage in cash-out refinanc-
ing or take out home equity mortgages to avoid assuming consumer debt.
Finally, by the mid-1990s, the securitization markets for credit-risky assets
had developed sufficiently so that these mortgages did not have to be held
in full by the originator.

In 2003, subprime mortgages constituted about 27% of the number of
residential mortgages outstanding in the United States but only about 9%
of the dollar amount of mortgage originations,!? due to the considerably
smaller average principal amount of subprime mortgages. Subprime mort-
gage originations have fallen from their peak of 15% of the dollar amount
of mortgage originations in 1997 for two main reasons. First, the lower grades
of subprime mortgages are issued less frequently now, due to the illiquidity
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of and default on these mortgages and the bankruptcies or distress of the
originators of these mortgages during and after the hedge-fund crisis in the
second half of 1998. However, originations of subprime mortgages rated
A— continue to grow, in part because the GSEs now purchase these mort-
gages and in part because the largest mortgage originators, such as Country-
wide, primarily originate this grade of subprime mortgages. Reflecting this
fact, mortgages rated A— constituted 84% of subprime mortgage originations
by number in 2003 but only 62% in 1997.13 Second, subprime mortgages
are less susceptible to the interest-rate-motivated prepayment and refinancing
that has led to historically high levels of originations of prime mortgages
in recent years, 2003 in particular.

As discussed, mortgages must meet a number of criteria in order to be
conforming. Being too large to meet the maximum principal requirement
(“jumbo”) is the most common reason why an otherwise conforming mort-
gage is nonconforming. Jumbo mortgages are approximately 15% of the dollar
amount of conventional mortgages.'* The vast majority of nonjumbo prime
conventional mortgages are conforming.

Home equity mortgages are second mortgages in which the first mort-
gagor has a senior claim on the mortgaged property. Compared to first
mortgages, the credit risk of home equity mortgages depends more on the
creditworthiness of the borrower and less on the value of the collateral. Home
equity mortgages are often in the form of lines of credit that can be drawn
on as desired by the borrower.

In 1997, mortgage banks originated 56.3%, commercial banks originated
24.8%, and thrifts originated 18.3% of one- to four-family residential mort-
gages.!’ Banks and other financial institutions recently have acquired most
mortgage banks, however, so the analysis of mortgage banks now is usually
as a part of a diversified financial institution. Countrywide is somewhat
of an exception as the sole remaining large independent mortgage bank,
although it has diversified into non—mortgage-banking activities, as discussed
in the next section. In 2005, Countrywide was the largest residential mort-
gage originator and servicer in the United States, originating about 16% of
the $3.1 trillion residential mortgages originated that year and servicing about
12% of the mortgages outstanding.'® The second through seventh largest
players in these markets, based on their volume of activity in 2005, are Wells
Fargo Home Mortgage, Washington Mutual, Chase Home Finance, Bank of
America, CitiMortgage, and GMAC Residential Holdings. Residential mort-
gage origination and servicing are both concentrated markets, with these
seven firms together having over 50% market share of these markets.!”

Mortgage servicing entails various activities, such as billing, collecting,
and processing payments; dealing with defaulted mortgages; and providing
customer service. Servicers also have to advance cash in two circumstances.

1. They advance property taxes and insurance on delinquent accounts in
order to maintain the value of the collateral in the securitization trust.
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2. They advance principal and interest payments on delinquent accounts,
unless it is determined that these amounts are not recoverable from the
collateral of the accounts.

As compensation for performing these activities, servicers receive serv-
icing fees, which are usually between .25% and .5% of the outstanding prin-
cipal on the mortgages. In addition to the normal servicing fee, an excess
servicing fee often results from Ginnie Mae and the GSEs issuing MBS at
half-percentage-point increments; the excess servicing fee is the yield on the
underlying mortgages minus the yield on the MBS minus the guarantee fee
paid to Ginnie Mae or the GSEs minus the normal servicing fee.

Servicers can reinvest the float arising from borrowers’ monthly mort-
gage, tax, and insurance payments for a period of time before these payments
need to be passed along to the parties entitled to receive the payments.
Servicers also receive late fees.

There is usually a fairly active market in the sale of mortgage servicing
and subservicing rights. Subservicers perform servicing activities for a con-
tracted period of time, but the servicer remains legally obligated to provide
the service. Special servicers often deal with defaulted accounts. Mortgage
banks often securitize excess servicing fees to raise funds and reduce risk.

FINANGIAL STATEMENT STRUCTURE

The next three subsections describe the structures of mortgage banks” balance
sheets, income statements, and cash flow statements, respectively, using Coun-
trywide’s 2005 Form 10-K filing. As a mortgage bank, Countrywide primarily
originates, securitizes, and services prime first mortgages, although now about
10% of its origination volume is in each of subprime and prime home equity
mortgages. Although Countrywide still is primarily a mortgage bank, the
Federal Reserve approved its application to become a financial holding com-
pany in 2001, and Countrywide has diversified into warehouse lending to
other mortgage banks, banking, various securities activities related to MBS
markets, and insurance. Countrywide’s non—mortgage-banking businesses
are not described in this chapter.

Balance Sheet
Mortgage banks have three main assets:

1. Mortgages and MBS held for sale, which are valued at the lower of cost
or market, like inventory

2. Retained securities from securitizations

3. Mortgage servicing rights (MSRs)
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MSRs are accounted for separately from the underlying mortgages only
when the principal is sold or securitized to third parties, or when MSRs are
purchased from third parties. Mortgage banks also often hold a wide range
of derivatives and other financial instruments that hedge the considerable
prepayment and other risks of their mortgage-related assets. Because these
assets contain embedded written prepayment options, mortgage banks’ hedg-
ing instruments are predominantly purchased options, and thus assets.

Countrywide’s 2005 balance sheet is reported in Exhibit 7.1. At the end
of 2005, Countrywide holds $175.1 billion of assets, of which $11.0 billion
are trading securities held by its broker-dealer subsidiary, $70.1 billion are
mortgages held for investment primarily by its banking and warehouse lend-
ing subsidiaries, and $24.3 billion are generic liquid instruments. Of the
remaining $69.7 billion of assets that may relate to mortgage banking, $36.8
billion (53%) are mortgages or MBS held for sale, $11.4 billion (16%) are
other financial instruments—a footnote indicates this amount includes hedg-
ing instruments of $.8 billion (1%), a variety of senior retained securities
and other securities of $7.9 billion (11%), and residual, subordinated, or
otherwise risky retained securities of $2.7 billion (4%)—and $12.6 billion
(18%) are MSRs.

The percentage of assets attributable to mortgages and MBS held for
sale depends on if and when securitizations and sales of these instruments
occur during the year, which depends on the timing and volume of mort-
gage originations and the liquidity of the markets to sell mortgages.

The percentage of assets attributable to retained securities usually rises
with the credit risk of the mortgages that are securitized. To induce investors
to purchase MBS when the underlying mortgages are credit risky, the issuer
invariably has to provide some form of credit enhancement, the most com-
mon of which is the retention of residual or otherwise subordinated securities.
Since Countrywide primarily securitizes prime mortgages and the subprime
mortgages it securitizes appear to be primarily or solely rated A—, it holds
a relatively small amount of residual or otherwise subordinated securities.
Specifically, Countrywide discloses that it retains $2.0 billion of residual or
otherwise subordinated securities from its securitizations of subprime and
prime home equity mortgages and that the size of the residual interest usually
ranges from 1 to 5.5% of the principal balance of the mortgages securitized.

Mortgage servicing rights have constituted an increasingly smaller per-
centage of mortgage banks’ assets over the past few years, because unusually
high mortgage prepayment rates have shortened their average life. Some
portion of this increase in prepayment rates is attributable to the unusually
low and generally declining long-term rates in recent years, although Fred-
die Mac reports that 30-year conventional, conforming, fixed-rate mortgage
commitment rates were about 1.1% higher in October 2006 than their historic
low in June 2003. However, some portion appears to be attributable to mort-
gagees’ increased tendency to refinance mortgages for non—interest-rate-
motivated reasons, which may persist.
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EXHIBIT 7.1 Countrywide Financial Corporation and Subsidiaries

Consolidated Balance Sheets

Years Ended December 31,

2005

2004

ASSETS
Cash

Mortgage loans and mortgage-backed securities

held for sale
Trading securities owned, at fair value

Trading securities pledged as collateral, at
fair value

Securities purchased under agreements to resell,
securities borrowed, and federal funds sold

Loans held for investment, net of allowance
for loan losses of $189,201 and $125,046,
respectively

Investments in other financial instruments, at
fair value

Mortgage servicing rights, net
Premises and equipment, net
Other assets

Total assets

LIABILITIES

Notes payable

Securities sold under agreements to repurchase
and federal funds purchased

Deposit liabilities

Accounts payable and accrued liabilities

Trading securities sold, not yet purchased, at
fair value

Income taxes payable

Total liabilities

Commitments and contingencies

SHAREHOLDERS’ EQUITY

Common stock

Additional paid-in capital

Accumulated other comprehensive income
Retained earnings

Total shareholders’ equity

Total liabilities and shareholders’ equity

(in thousands)

$ 1,031,108

36,818,688
10,314,384

668,189

23,317,361

70,071,152

11,455,745
12,610,839
1,279,659
7,518,245

$ 751,237

37,350,149
10,558,387

1,303,007

13,456,448

39,661,191

10,091,057
8,729,929
985,350
5,608,950

$175,085,370

$128,495,705

$ 76,187,886

34,153,205
39,489,256
6,307,818

2,285,171
3,846,174

$ 66,613,671

20,465,123
20,013,208
5,594,764

2,912,620
2,586,243

162,269,510

118,185,629

30,008 29,085
2,954,019 2,570,402
61,114 118,943
9,770,719 7,591,646
12,815,860 10,310,076

$175,085,370

$128,495,705
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Reflecting their fee-based nature, mortgage banks’ total assets tend to
be small compared to their volume of originations during the year and, for
mortgage banks that actively service mortgages, compared to the principal
in their servicing portfolios. For example, Countrywide discloses that it orig-
inated $428 billion in 2005 and serviced $1.1 trillion of mortgages at the
end of 2005.

Unlike thrifts, which raise a large portion of their funds from core deposits,
mortgage banks raise funds in securities markets or from banks, and so are
wholesale on the liability side. For example, at the end of 2005, Countrywide’s
primary financing liabilities are $76.2 billion of notes payable with a remain-
ing maturity from 1 month to 30 years, $34.2 billion of short-term MBS
repurchase agreements, and $39.5 billion of deposits in its banking subsidiary.

As a large, successful mortgage bank with A-rated long-term debt, Coun-
trywide has considerable access to securities markets. Despite this fact, it has
$7.3 billion of unsecured and $9.2 billion of secured unused revolving credit
financing from banks and a $6.0 billion reusable commitment from a multi-
seller asset-backed commercial paper conduit to purchase its conforming
mortgages. Countrywide pays fees to maintain these backup sources of financ-
ing, because mortgage banks require a steady flow of capital to originate or
purchase mortgages or MSRs in order to maintain their flow of fees. If capi-
tal flows dry up, mortgage banks decline very quickly, as happened to sub-
prime mortgage banks in the hedge-fund crisis in the second half of 1998.

To facilitate the sale of mortgages, mortgage banks may provide recourse
to the purchasers of their mortgages and MBS, which yields a recourse liabil-
ity. Recourse is not generally required to sell prime mortgages and MBS,
but it may be required to sell subprime or home equity MBS. Countrywide
primarily originates prime mortgages and so has a relatively small recourse
liability of $175.7 million, which is entirely attributable to its subprime and
home equity mortgage securitizations. It also discloses that it has a maximum
loss in excess of the recorded recourse liability of $349.9 million.

Mortgage banks are typically less leveraged than thrifts, both because
they do a relatively large amount of volume off a relatively small capital base
and because MSRs and certain other of the positions they hold are risky. In
its 2002 annual report, Countrywide disclosed its internal financial lever-
age (debt:equity) guidelines were: 15:1 for mortgage origination, which is
similar to a bank; 40:1 for capital market activities, which is similar to the GSEs;
and 3:1 for mortgage servicing, which is similar to a property-casualty insur-
ance company. In part because it now holds a substantial amount of mortgages
in its banking and warehouse lending subsidiaries and in part because MSRs
are a smaller portion of its total assets, Countrywide’s leverage ratio has
increased over time and now is similar to that of a bank.

Income Statement

Mortgage banks’ main revenues are usually fees for mortgage origination and
servicing as well as gains on the sale of mortgages. Although amortization



Financial Statement Structure 17

and impairment of MSRs are logically expenses and losses, respectively, mort-
gage banks often deduct these items directly from mortgage servicing fees
as if they are contra-revenues. This yields the net effect of mortgage servic-
ing (ignoring back-office costs) in a single line on the income statement.

Gains on sale tend to be larger for securitizations than for whole mort-
gage sales, in part because of the desirability of MBS to investors and in part
because investors in MBS tend to have less market power than do investors
in whole mortgages. In favorable markets for risky asset sales, gains on sale
tend to be much smaller for prime mortgages than for credit-riskier mort-
gages, reflecting the less developed state of the markets for credit-riskier assets
as well as accounting measurement and risk retention considerations dis-
cussed in Chapter 8. For example, Countrywide discloses that during 2005
it recorded gains as a percentage of principal amount sold of .829% for prime
mortgages, 2.01% for subprime mortgages, and 2.10% for prime home equity
mortgages. Countrywide’s largest percentage gains on sale were 2.75% for
“reperforming” mortgages that had been nonperforming but returned to
performing status.

Countrywide’s income statement for 2005 is reported in Exhibit 7.2.
In that year, it has total revenues net of MSR amortization and impairment
of $10.0 billion, of which $6.3 billion is primarily due to mortgage bank-
ing activities discussed in detail later, $2.2 billion is net interest income after
the provision for loan losses that is primarily due to banking and warehouse
lending activities, $1.0 billion is net premiums earned due to insurance activ-
ities, and $.5 billion is commissions that is primarily due to capital markets
activities. Of the primarily mortgage banking revenue, $4.9 (78%) billion
is origination fees and gain on sale of mortgages combined and $1.5 billion
(229%) is the net effect of mortgage servicing.

Since 2002, Countrywide has not disclosed mortgage origination fees
separately from gains on sales of mortgages; this presumably is because the
vast bulk of mortgage banks’ origination fees are recognized as revenue at
the date of sale of the mortgages, as discussed later in the section “Account-
ing for Fees and Costs.” Countrywide’s aggregation of these items makes
its financial analysis more difficult, however, because the primary determi-
nants of mortgage origination fees—the volume and mix of mortgages sold
—do not include a primary determinant of the gain on sale of mortgages—
the change in interest rates between the origination and sale of mortgages.

Countrywide discloses that of its mortgage origination fees and gains
on sale of mortgages combined, $2.8 billion (57%) is attributable to prime
first mortgages, $1.5 billion (31%) is attributable to subprime and prime
home equity mortgages, and $.6 billion (12%) is attributable to reperforming
mortgages and various other types of loans. The gains on sale of prime mort-
gages are less than twice that for subprime/prime home equity mortgages
despite the fact that Countrywide originates about five times as many prime
first mortgages as subprime/prime home equity mortgages, reflecting the
much higher percentage gains on credit-riskier mortgages discussed earlier.
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EXHIBIT 7.2 Countrywide Financial Corporation and Subsidiaries
Consolidated Statement of Earnings

Years Ended December 31,

2005 2004 2003
(in thousands)
REVENUES

Gain on sale of loans and

securities $4,861,780  $4,842,082  $5,887,436
Interest income 7,970,045 4,645,654 3,347,801
Interest expense (5,616,425) (2,608,338)  (1,940,207)

Net interest income 2,353,620 2,037,316 1,407,594
Provision for loan losses (115,685) (71,775) (48,204)

Net interest income after

provision for loan losses 2,237,935 1,965,541 1,359,390

Loan servicing fees and other

income from retained interests 4,281,254 3,269,587 2,804,338

Amortization of mortgage
servicing rights

Recovery (impairment) of
retained interests

Servicing hedge (losses) gains

Net loan servicing fees and
other income (loss) from
retained interests

Net insurance premiums earned
Other revenue

Total revenues

EXPENSES

Compensation

Occupancy and other office
Insurance claims
Advertising and promotion
Other operating

Total expenses

Earnings before income taxes
Provision for income taxes

NET EARNINGS

(2,288,354)  (1,940,457)  (2,069,246)

23,345 (648,137)  (1,432,965)
(523,078) (215,343) 234,823

1,493,167 465,650 (463,050)
953,647 782,685 732,816
470,179 510,669 462,050
10,016,708 8,566,627 7,978,642
3,615,483 3,137,045 2,590,936
879,680 643,378 525,192
441,584 390,203 360,046
229,183 171,585 103,902
703,012 628,543 552,794
5,868,942 4,970,754 4,132,870
4,147,766 3,595,873 3,845,772
1,619,676 1,398,299 1,472,822
$2,528,090  $2,197,574  $2,372,950

Countrywide’s net revenue from mortgage servicing and other retained
interests reflects $4.3 billion of mortgage servicing and other fees less $2.3
billion of MSR amortization, less a $23 million recovery of prior impairments
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of its MSRs and other retained interests, and less a $.5 billion loss on its MSR
servicing hedge.

Mortgage banks’ main revenue line items are highly and differentially
associated with fixed-rate mortgage commitment rates, in particular with
the sufficiently large decreases in or historically low levels of rates that yield
substantial prepayment and refinancing of fixed-rate mortgages. These asso-
ciations are discussed in detail in the “Interest Rate and Prepayment Risks”
section.

Mortgage banks’ main pretax expenses are the labor and occupancy costs
associated with operating retail networks to acquire mortgages and back
offices to service mortgages. Mortgage banks that securitize mortgages also
may pay substantial guarantee fees to the agencies, other MBS sponsors, or
credit insurers that guarantee their securitizations. Countrywide classifies
guarantee fees as a reduction of mortgage servicing revenue, not as an
expense, which makes considerable sense, because the guarantee fee is effec-
tively paid out of the gross servicing fee, leaving only a net servicing fee.
In 2005, Countrywide has $5.5 billion of pretax expenses not including $.4
billion insurance claims expense, $3.6 billion (65%) of which is for salaries,
$.9 billion (16%) of which is for occupancy, and $.9 billion (16%) is adver-
tising and other. Countrywide is a unique independent mortgage bank in the
extensive scale of its retail network and back offices.

Cash Flow Statement

Mortgage banks’ main adjustment to net income in the operating section of
the cash flow statement is usually the change in mortgages and MBS held
for sale, which are treated like inventory with respect to cash flow state-
ment classification. This adjustment can be very large compared to income
and so can yield huge variations in cash from operations. Cash from oper-
ations tends to be low in periods in which there is an increase of mortgages
and MBS available for sale, and vice versa. These variations in cash from
operations are generally not a concern as long as the change in mortgages
and MBS held for sale does not reflect difficulty in selling or originating
mortgages. For example, a buildup of mortgages may reflect lags associated
with the need to accumulate enough to securitize efficiently or to hold these
mortgages for a period of time to prove their creditworthiness. However,
if a buildup reflects an inability to sell mortgages, as was the case with sub-
prime mortgage banks during the hedge-fund crisis, then it is a signal of
illiquidity. A decrease in mortgages and MBS may reflect an inability or unwill-
ingness to originate mortgages, although this is less likely to be a concern.

Countrywide’s 2005 cash flow statement is reported in Exhibit 7.3. Its
cash from operations is negative in each of each of the three years presented
but fluctuates considerably over time, from $(10.6) billion in 2003, to $(5.5)
billion in 2004, to $(11.7) billion in 2005. The main contributor to these
fluctuations are the larger excess of originations of mortgages and MBS held
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for sale over proceeds from selling or receiving principal payments on those
instruments in 2003 and 2005 ($10.5 billion and $12.6 billion, respectively)
versus 2004 ($7.0 billion).

Mortgage banks’ main investing cash flows are typically their investments
in MSRs and retained securities from securitizations, assuming these secu-
rities are not classified as trading, in which case they affect cash from opera-
tions. For example, in 2005, Countrywide’s cash for investment of $(41.8)
billion is attributable in part to a $.3 billion net addition to MSRs, although
its main investment is a $33.7 billion investment in mortgages held for invest-
ment in its banking and warehouse lending subsidiaries.

Mortgage banks’ financing cash flows straightforwardly reflect their sources
of funds, either from issuing securities or borrowing from other financial
institutions. For example, to finance its large increases in mortgages held
for investment and MSRs during 2005, Countrywide’s cash from financing
is positive at $53.7 billion. Its cash from financing is primarily attributable
to net increases in short-term borrowings of $8.1 billion, long-term debt of
$12.6 billion, securities sold under agreements to repurchase and federal
funds purchased of $13.7 billion, and deposits of $19.5 billion.

It is often important for users of mortgage banks’ financial reports to
examine their supplemental disclosures about noncash transactions. Certain
of their activities, such as securitizing but not (yet) selling mortgages or dese-
curitizing MBS into mortgages, have no effect on the cash flow statement
but may have implications for financial analysis. Desecuritizations are a
concern if they reflect an inability to sell the MBS.

MAIN RISK-RETURN TRADE-OFFS
AND FINANCIAL ANALYSIS ISSUES

Interest Rate and Prepayment Risks

Mortgage banks are exposed to interest rate risk on their mortgage-related
assets through prepayment and discounting effects that are not entirely dis-
tinct. The prepayment effect reflects the fact that most residential mortgages
give mortgagees a call option to prepay. Prime residential mortgages usually
are prepayable without penalty. Subprime residential mortgages usually are
prepayable, although penalties often apply. In contrast, commercial mortgages
either are not prepayable or include prepayment penalties.

The prepayment call option is valuable primarily for fixed-rate mort-
gages, and so mortgages are assumed to be fixed-rate in the remainder of
this subsection. The value of the option rises as interest rates fall, sharply
so over the range of interest rates for which the probability of prepayment
rises substantially. Since the value of the prepayment call option comes out
of the mortgage, the value of the mortgage falls with interest rates over approx-
imately the same range.
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EXHIBIT 7.3 Countrywide Financial Corporation and Subsidiaries
Consolidated Statement of Cash Flow

Years Ended December 31,

2005 2004 2003

(in thousands)
Cash flows from operating

activities:
Net earnings $ 2,528,090 $ 2,197,574 $ 2,372,950
Adjustments to reconcile net
earnings to net cash used
by operating activities:
Gain on sale of loans

and securities (4,861,780) (4,842,082) (5,887,436)
Accretion of discount on
securities (386,322) (422,683) (474,302)

Accretion of discount and

fair value adjustments

on notes payable (58,397) (32,783) (32,062)
Net change in fair

value of hedged notes

payable and related

interest-rate and

foreign-currency swaps (2,777) 370 330
Amortization of deferred

fees on time deposits 13,706 4,928 —
Provision for loan losses 115,685 71,775 48,204

Amortization of

mortgage servicing

rights 2,288,354 1,940,457 2,069,246
(Recovery) impairment

of mortgage servicing

rights (601,017) 279,842 1,326,741
Change in fair value

of mortgage servicing

rights attributable to

hedged risk 213,166 — —
(Recovery) impairment

of other retained

interests (346,121) 404,226 208,387
Interest capitalized

on loans held for

investment (123,457) (1,503) —
Depreciation and other

amortization 243,101 151,159 110,082
Stock-based

compensation expense 39,909 32,776 23,176
Provision for deferred

income taxes 1,469,093 492,188 344,189

(continues)
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EXHIBIT 7.3 (Continued)

Years Ended December 31,

2005

2004

2003

Tax benefit of stock
options exercised

Origination and
purchase of loans and
mortgage-backed
securities held for sale

Proceeds from sale and
principal repayments
of loans and
mortgage-backed
securities

Decrease (increase) in
trading securities

Decrease in investments
in other financial
instruments

Increase in other assets

Increase (decrease) in
accounts payable and
accrued liabilities

(Decrease) increase in
trading securities sold,
not yet purchased, at
fair value

(Decrease) increase in
income taxes payable

Net cash used by
operating activities

Cash flows from
investing activities:
Increase in securities

purchased under agreements
to resell, federal funds sold,
and securities borrowed

Additions to loans held for

115,117

(448,686,210)

436,083,977

933,354

1,422,310
(1,970,798)

679,285

(627,449)

(181,598)

(in thousands)

93,057

(335,890,238)

328,901,595

(517,263)

517,200
(893,398)

795,106

1,442,976

(184,439)

88,031

(406,775,069)

396,319,952

(2,595,373)

1,369,928
(11,996)

(129,315)

1,023,414

49,224

(11,700,779)

(5,459,160)

(10,551,699)

investment, net
Sales of loans held for
investment

Additions to investments in
other financial instruments

Proceeds from sale and

repayment of investments in
other financial instruments

Additions to mortgage
servicing rights

(9,860,913)
(33,697,649)
2,678,737

(6,071,163)

5,961,014

(302,441)

(3,008,346)

(13,355,505)

(7,042,716)

14,894,871

(385,459)

(4,450,734)

(20,193,110)

(11,506,640)

10,965,252

(49,607)
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EXHIBIT 7.3 (Continued)

Years Ended December 31,

2005 2004 2003

(in thousands)
Purchase of premises and

equipment, net (475,907) (341,738) (260,639)
Net cash used by investing
activities (41,768,322) (9,238,893)  (25,495,478)
Cash flows from financing
activities:
Net increase in short-term
borrowings 8,142,815 9,772,156 16,552,092
Issuance of long-term debt 21,873,808 16,535,096 8,202,650
Repayment of long-term debt (9,282,361) (10,518,279) (5,245,209)

Issuance of

Company-obligated

mandatorily redeemable

capital pass-through

securities — — 500,000
Net increase (decrease)

in securities sold under

agreements to repurchase

and federal funds purchased 13,688,082 (11,548,289) 9,378,573
Net increase in deposit
liabilities 19,462,342 10,680,609 6,213,400
Issuance of common stock 213,303 111,176 542,075
Payment of dividends (349,017) (209,362) (80,376)
Net cash provided by
financing activities 53,748,972 14,823,107 36,063,205
Net increase in cash 279,871 125,054 16,028
Cash at beginning of year 751,237 626,183 610,155
Cash at end of year $ 1,031,108 § 751,237  $ 626,183

As discussed in the “Duration and Parallel Shifts in Flat Yield Curves”
section in Chapter 4, the value of nonprepayable fixed-rate assets varies
inversely with interest rates due to the effect of discounting, more so for
longer duration assets. In addition, the relationship between the value of
such assets and interest rates exhibits convexity. That is, their value falls pro-
portionately less with interest rates for higher interest rates, because higher
interest rates reduce the weights on more distant payments in the calculation
of duration.

The discounting effect for prepayable mortgages is more complex than
for nonprepayable fixed-rate assets. The duration of mortgages rises with
interest rates over a range of rates, as the declining probability of prepay-
ment works to stretch out payments. The increase of duration with interest
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rates is said to yield negative convexity (although “concavity” is a simpler
and more correct term) in the relationship between the value of mortgages and
interest rates. That is, the value of mortgages rises slower or falls faster with
interest rates for higher rates. The extent of negative convexity varies substan-
tially across types of mortgage-related assets, as discussed in Chapter 8.

For sufficiently low interest rates, the value of a prepayable mortgage
rises with interest rates, because the decreasing value of the prepayment call
option dominates. The prepayment effect weakens as interest rates rise, and
the discounting effect exactly equals it at some interest rate. Above that rate,
the value of the mortgage falls with interest rates, because the discounting
effect dominates. The interest rate for which the prepayment and discount-
ing effect exactly offset, and thus for which the value of the mortgage is highest,
depends on the prepayment sensitivity of the mortgage.

The prepayment sensitivity of a portfolio of mortgages depends on the
contract interest rates, remaining terms, demographics, and refinancing history
of the portfolio. An important aspect of the refinancing history is whether
the most prepayment-sensitive borrowers have been “burned out” of the port-
folio by refinancing due to prior interest rate decreases.

Mortgage banks have three main types of exposures to interest rate and
prepayment risks. These exposures tend to offset each other when interest
rates fall sufficiently to induce substantial prepayment and refinancing, but
to reinforce each other when interest rates rise sufficiently so that the discount-
ing effect dominates the prepayment effect.

First, mortgage banks usually have an inventory of unsold fixed-rate
mortgages and MBS as well as a pipeline of mortgage commitments at fixed
interest rates. These instruments are exposed to interest rates through the
prepayment and discounting effects discussed earlier. In the case of mortgage
commitments, prepayment should be interpreted as nonexercise or rene-
gotiation of the commitments. As depicted in Exhibit 7.4, the values of
mortgages and MBS held for sale fall as interest rates move in either direc-
tion away from the interest rate for which the discounting and prepayment
effects are exactly equal. The value function for mortgage commitments has
a similar shape to but is lower than that for mortgages, because prepayment
causes mortgage banks to receive the principal plus any prepayment penalty
on mortgages, while they receive nothing if unfunded mortgage commitments
expire unexercised. (As discussed in Chapter 11, fixed-rate mortgage commit-
ments usually are accounted for as derivatives by the issuer.)

Second, mortgage banks’ mortgage origination fees reflect a base level that
occurs due to people moving or refinancing for non—interest-rate-motivated
reasons, such as moving and cash-out refinancing. Mortgage origination fees
rise steeply when interest rates fall sufficiently to induce substantial prepay-
ment and refinancing, as depicted in Exhibit 7.5.

Gains on the sale of mortgages reflect both of the first two exposures,
being affected by both the percentage gain on mortgages sold, which depends
on interest rate movements between the origination and sale of mortgages,
and the volume of mortgages sold in a period, which tends to be close to
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EXHIBIT 7.4 Interest Rate Sensitivity of Mortgages and MBS Held for Sale

value of
mortgages
and MBS

principal +
prepayment penalty

prepayment

interest rate

the volume of mortgages originated in the period. As discussed in the section
“Accounting for Fees and Costs,” mortgage banks recognize essentially all
mortgage origination fees when the mortgages involved are sold, along with
the gain on sale.

Third, mortgage banks hold MSRs and two types of retained securities
discussed in detail in Chapter 8—interest-only strips and residual securi-
ties—that have minimal or no principal amount that is paid upon prepayment
of the underlying mortgages. For simplicity, only MSRs are discussed here,
although the interest rate and prepayment risks of these retained securities
is similar. The valuation of MSRs is complex in part because their value comes
from a number of sources, as discussed in the section “Mortgage Banking
Industry, Major Players, and Activities.” It has been estimated that the value

EXHIBIT 7.8 Interest Rate Sensitivity of Mortgage Origination Fees

mortgage
origination fees

refinancing

-

interest rate
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of MSRs is, on average, largely attributable to only two elements, however:
(1) 70% to the servicing fee stream and (2) 26% to reinvestment of the float.!8
Both servicing fees and the benefits of reinvesting float cease if mortgages
prepay. This fact causes the value of MSRs to exhibit a far more pronounced
sensitivity to interest rates than does the value of fixed-rate mortgages and
mortgage commitments. Specifically, as depicted in Exhibit 7.6, the value
of mortgage banks’ existing MSRs is zero if interest rates fall sufficiently to
induce prepayment on the underlying mortgages. As interest rates rise above
the rate that induces prepayment, the value of MSRs first rises sharply and
then eventually falls with interest rates as the discounting effect dominates.
The discounting effect begins to dominate the prepayment effect for a higher
interest rate than for mortgages, however, due to the larger percentage losses
associated with prepayment on MSRs.

Mortgage banks’ interest rate and prepayment risks reflect the sum of
these three exposures. Comparison of Exhibits 7.5 and 7.6 indicates that
MSRs are strong natural hedges of mortgage origination fees (and also gains
on sale to the extent that gains on sale are driven by origination volume)
when interest rates decrease but not when interest rates increase enough so
that the discounting effect dominates the prepayment effect. Specifically,
when interest rates decrease sufficiently to induce substantial interest-rate-
motivated prepayment and refinancing, mortgage origination fees and gains
on sale rise, while MSRs suffer impairment losses. (This natural hedge exists
only to the extent that a mortgage bank is able to originate mortgages that
refinance and make a profit on mortgage originations, of course.) When inter-
est rates rise, mortgage origination fees and gains on sale fall, while MSRs
first rise in value as the likelihood of prepayment declines but ultimately fall
in value once the discounting effect outweighs the prepayment effect.

EXHIBIT 7.6 Interest Rate Sensitivity of MSRs

value of

MSRs

prepayment

interest rate
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Despite this natural hedge, mortgage banks remain substantially exposed
to interest rate movements in the absence of additional hedging, although
the nature and direction of their net exposure has changed over time. Histor-
ically, mortgage banks with large servicing portfolios would suffer larger
impairment losses on their MSRs than they garnered in incremental mortgage
origination fees and gains on sale when interest rates decreased sufficiently
to induce substantial prepayment and refinancing. Reflecting lower valua-
tions of MSRs recently, the opposite is usually now the case.

Exhibit 7.7 illustrates these associations by reporting Countrywide’s main
mortgage-banking-related income statement line items for each the fiscal
years 1997 to 2005. To indicate the extent of interest-rate-motivated prepay-
ment and refinancing during the year, the exhibit points out the years in
which the 30-year fixed-rate mortgage commitment rate dropped by more
than .5% during some portion of the year or reached a three-year historic
low, and it also reports the amount of residential mortgage originations in
the United States and the percentage of those originations that are refi-
nancings each year. The years of highest (growth trend—adjusted) mortgage
originations and refinancing percentage are 1998 and 2003, both years in
which mortgage commitment rates reached historic lows. Compared to a
normal year, mortgage originations and refinancing percentage are high in
every year from 2001 to 2005, however, reflecting both low interest rates and
the continuing strength of the residential housing market.

While Countrywide only reports mortgage origination fees separately
from gains on sale for the years up to 2001, as discussed, both origination
fees and gains on sale clearly rise with refinancing activity, being largest in
the years that mortgage commitment rates fall to historically low levels, with
1998 and 2003 being the standout years. Mortgage servicing rights suffer
impairment losses when mortgages prepay, with the standout years being
1998 and 2002, not 2003. The main reason for this is that by the begin-
ning of 2003, valuations of MSRs were low due to shortened estimated lives,
reflecting low interest rates at the time and mortgagees’ demonstrated increased
propensity to prepay.

Because this natural hedge is not perfect, most mortgage banks attempt
to economically hedge the interest rate and prepayment risks of their MSRs
and/or their net exposures. Some MBS or options on MBS are virtually tailor-
made hedges for mortgage banks’ exposures. For example, a principal-only
strip rises in value as interest rates fall sufficiently to induce prepayment, which
effectively hedges their MSRs. Similarly, options to sell MBS effectively hedge
their mortgages, MBS, and mortgage commitments.

It can be difficult for mortgage banks to hedge their exposures effec-
tively, however, for three reasons. First, mortgage banks’ various exposures
are each distinctly nonlinear, as depicted in Exhibits 7.4, 7.5, and 7.6, giving
rise to an even more nonlinear net exposure. Second, prepayment is not a
deterministic function of interest rates, being affected by various economic
and behavioral factors. Third, mortgages banks’ exposures are essentially
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written options and most common types of hedges are purchased options,
and it is necessary for the exercise prices of these options to match precisely.
Otherwise, mortgage banks are subject to the “whiplash” risk that interest
rates will move in one direction and then reverse, causing the options under-
lying their exposures to be exercised while the options underlying their hedges
are not, or vice versa.

The effectiveness of Countrywide’s hedging of its MSRs can be assessed
by examining the correlation of the MSR impairments and servicing hedge
gains from 1997 to 2005 reported in Exhibit 7.7. Although Countrywide’s
servicing hedge is clearly not perfectly effective, in years of larger MSR
impairment, such as 2002, it experiences larger servicing hedge gains, while
in years of smaller MSR impairment, such as 2003, it experiences smaller
servicing hedge gains or servicing hedge losses. Countrywide does not appear
to try to completely hedge the variability of the value of its MSRs, however;
this likely reflects the fact that its mortgage origination fees naturally hedge
its MSRs.

It is easier and cheaper to hedge interest rate and prepayment risks on
lower-credit-risk prime mortgages and MBS than on higher-risk subprime
mortgages and MBS, because the most liquid available hedging instruments
have very low credit risk. In the hedge fund crisis in the second half of 1998,
some subprime mortgage banks that hedged their credit-risky exposures with
low-credit-risk hedges were hurt when the value of both the exposure and
the hedge fell, because credit-risky rates rose and low-credit-risk rates fell
during the period.

Either because they find it necessary to induce investors to purchase their
MBS or because their business model involves retaining the yield spread of
subprime mortgages over subprime MBS, subprime mortgage banks often
retain highly prepayment-risky residual or interest-only securities from their
securitizations. This exposes subprime mortgage banks to high prepayment
risk.

Prepayment risk interacts with credit risk, because borrowers with lower
creditworthiness generally find it more difficult to refinance their mortgages,
especially in periods when markets shy away from credit risk, as occurred
during the hedge-fund crisis. In addition, subprime mortgages may include
prepayment penalties, which deter prepayment.

Mortgage banks commonly provide several useful statistics about their
prepayment risk. The average interest rate earned and term to maturity of
fixed-rate mortgages are both positively associated with prepayment rates.
Historical prepayment rates also may indicate future prepayments, since demo-
graphics vary across mortgage banks.

Various models are used to assess prepayment risk in order to value mortgage-
related assets such as MBS. An options-pricing model is the theoretically
correct approach, since prepayment is an option. These models are discussed
in Chapter 8.
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Credit Risk

Mortgage banks bear credit risk on their mortgages and MBS held for sale,
mortgage commitments, retained interests from securitizations, including
MSRs, and any recourse obligations they assume. The effect of credit risk
on the value of MSRs could go in either direction, because servicers receive
late fees that far exceed their incremental costs when borrowers pay late.
Mortgage servicing rights clearly decrease in value if borrowers default,
however, since the stream of servicing fees stops, and servicers lose cash they
advanced in certain circumstances.

Because of the government’s guarantee of all or part of the principal,
government-insured mortgages are generally less credit risky than conven-
tional mortgages. Despite higher collateral requirements, subprime and manu-
factured home mortgages are considerably credit riskier than prime mortgages.
For example, in an analysis based on GSE prime and subprime mortgages
originated from 1995 to 1998 for which the subprime mortgages all have the
highest rating (A—), credit losses on subprime mortgages were estimated to
be five to six times higher than for prime mortgages.!® Because of their less
valuable collateral, home equity mortgages are more credit risky than first
mortgages on the same property; more generally, their credit risk is less deter-
mined by the collateral and more determined by the borrower. Commercial
mortgages are typically nonrecourse to the general credit of the mortgagee,
which increases their credit risk.

Mortgages that are neither government-insured nor prime and conform-
ing usually require some level of credit enhancement to be sold or securitized.
Credit enhancement comes in various forms, including retention of residual
or subordinated securities, overcollateralization of the securitization trust,
contribution of a cash reserve, assumption of a recourse liability, and purchase
of third-party credit insurance.

Liquidity Risk

Mortgage banking is a cash flow—based business. Funds must be available
to lend, because mortgage origination fees, mortgage servicing fees, and gains
on sale all follow from the mortgage origination. A major source of funds
comes from the sale of mortgages, which has been facilitated by the dramatic
rise of the MBS market since 1970. In periods when it is hard to sell mort-
gages, however, mortgage banks’ cash flow and liquidity can be compromised.
Although this has never occurred for prime mortgages in modern times, it
did for subprime mortgages during the hedge-fund crisis in the second half
of 1998, because investors did not want to hold risky investments. Many
subprime mortgage banks could not securitize their mortgages and so had
to try to sell them in a very unfavorable wholesale market. Moreover, as a result
of subprime mortgage banks’ distress, most of their usual forms of borrowing
dried up. Virtually all pure subprime mortgage banks became illiquid during
this period, and many declared bankruptcy.
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Government-insured and prime conforming conventional mortgages are
easier to securitize and thus more liquid than other types of mortgages. Ginnie
Mae sponsors only government-insured mortgage securitizations, and the GSEs
primarily sponsor prime conforming conventional mortgage securitizations.

Persistence and Growth of Fee Income

The various sources of fee income for mortgage banks tend to be concen-
trated in distinct economic conditions, and so they have different persis-
tence. As discussed in the “Interest Rate and Prepayment Risks” section, mort-
gage origination fees tend to be large in periods in which interest rates fall
sufficiently to induce refinancing, and so can be transitory. Although serv-
icing fee revenue tends to be fairly persistent, impairment losses on existing
mortgage servicing rights occur in periods in which interest rates fall suffi-
ciently to induce prepayment. Moreover, servicing fee revenue persists only
if the mortgage bank refinances its share of mortgages, and the mortgage
origination market is very competitive. Gains on sale of mortgages tend to
be largest in periods in which interest rates drop sufficiently to induce large
amounts of mortgage origination and in which interest rates drop between
the time of origination and the time of sale. Gains on the sale of mortgages
can be manipulated by managing the inventory of mortgages and MBS held
for sale.

Mortgage banks’ growth prospects are tied to the health of the residential
real estate market. Mortgage banks also are affected by general economic
factors, such as gross national product and unemployment rates, and by
specific factors, such the mortgagees’ probability of moving, immigration
rates, and the age and overall desirability of the existing housing stock. The
amount of mortgage commitments is a forward-looking indicator of growth
that is similar in many respects to an order backlog.

Cross-Selling and Diversification

Many mortgage banks, including Countrywide, attempt to cross-sell other
products that are related to mortgages and real estate, such as title insurance,
appraisals, home equity mortgages, and homeowners’ insurance. These cross-
selling opportunities exist because obtaining or refinancing a mortgage is a
relatively infrequent but very important decision for their customers. It is
less clear whether mortgage banks’ customer relationships can be extended
to nonmortgage-related services, although this belief usually has been part
of the rationale behind banks’ recent acquisitions of mortgage banks.

Mortgage banks’ activities lead naturally to diversification into certain
other financial services businesses related to mortgages, MBS, or real estate.
For example, Countrywide has diversified into securities through a broker-
dealer business that focuses on the MBS market and an asset management
business focusing on distressed mortgage assets and into insurance through
an insurance subsidiary that writes creditor-placed property insurance.
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Operating Efficiency

Mortgage banks have different cost structures depending on how they orig-
inate or acquire mortgages. Mortgage banks may originate mortgages directly
from mortgagees through retail branches or the Internet or indirectly through
independent brokers, or they may purchase mortgages originated by other
financial institutions. Countrywide uses all these methods of obtaining mort-
gages. Naturally, more revenue is generated from origination of mortgages
through retail branches or the Internet, but retail branches involve large and
substantially fixed operating costs. As with thrifts, efficient use of costly retail
branches by mortgage banks is critical.

Mortgage banks usually handle the high volume of mortgage origina-
tions that occur in periods when interest rates decline significantly through
the use of temporary employees. Reflecting a decline in mortgage origina-
tions that it expects to persist, in October 2006 Countrywide announced that
it planned to lay off more than 2,500 employees, about 4% of its workforce.

For mortgage banks that service mortgages, technologically advanced
and efficient back offices are also critical, because mortgage servicing is a
competitive business. Although Countrywide prefers to originate mortgages
through its retail branches, it obtains mortgages from other sources in large
part to ensure sufficient servicing volume to employ its back offices efficiently.

ACCOUNTING FOR FEES AND GOSTS

The most important accounting issues affecting mortgage banks pertain to
securitizations, MSRs, and retained securities, which are covered in Chap-
ter 8. This section briefly summarizes accounting issues related to the recog-
nition of fee revenue and the matching of related costs.

Under SFAS No. 65, Accounting for Certain Mortgage Banking Activi-
ties (1982), fees for reimbursing specific costs associated with a mortgage
application (e.g., the cost of an appraisal) are recognized as revenue and the
costs are expensed when the service is provided.

Under SFAS No. 91, Accounting for Nonrefundable Fees and Costs Asso-
ciated with Originating or Acquiring Loans and Initial Direct Cost of Leases
(1986), most other fees (e.g., the cost of a mortgage application) are netted
against the incremental direct cost of providing the service and deferred,
with a net cost yielding an asset and a net fee yielding a liability. If the mort-
gage is held for sale, then the net asset or liability remains unamortized on
the balance sheet until the mortgage is sold. If the mortgage is held in port-
folio, then—assuming that prepayment is probable and capable of reason-
able estimation at the portfolio level, as is usually the case—the net asset
or liability is amortized into interest income to maintain a constant effec-
tive yield on the mortgages over their expected remaining life taking into
account prepayment. Mortgage commitment fees are deferred in the same
fashion as other fees if the commitment is exercised but are recognized in
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income if and when the commitment expires unexercised. Costs paid to acquire
mortgages are added directly to their principal.

The unamortized portion of deferred fees is recognized in income when
mortgages are sold. Since mortgage banks typically sell the mortgages they
originate quickly, leaving little time to amortize deferred fees, the vast bulk
of deferred fees is recognized upon the sale of mortgages. This implies that
mortgage sales have a double effect on income, through recognition of both
a gain on sale and the unamortized portion of deferred fees.

Although generally not a significant issue for mortgage banks that sell
their mortgages quickly, SFAS No. 91 (1986) requires that if actual prepay-
ment turns out to be different from expected prepayment, then the effective
yield must be recalculated as of inception of the mortgages in the portfo-
lio, taking into account actual prepayment and revised expectations of future
prepayment. This gives rise to “catch-up” adjustments being recorded in
interest income; for example, unexpectedly high prepayment yields a reduc-
tion of interest income being recorded in the case of a net asset/cost and an
increase in interest income being recorded in the case of a net liability/fee.
In its special reports mentioned earlier, OFHEQ criticized both Freddie Mac
and Fannie Mae for not properly recording catch-up adjustments for unex-
pected prepayment in order to smooth income.
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Securitizations

his chapter describes the accounting and disclosure requirements for secu-

ritizations, a type of transfer of financial assets governed by Statement
of Financial Accounting Standards (SFAS) No. 140, Accounting for Trans-
fers and Servicing of Financial Assets and Extinguishments of Liabilities
(2000), as amended. In securitizations, the issuer generally transfers finan-
cial assets to a special-purpose entity (SPE) that sells asset-backed securities
(ABS) representing claims to the cash flows generated by those assets to
investors and that conveys the cash it receives from investors back to the
issuer. The focus is on securitizations in which the issuer retains contrac-
tual interests in the transferred financial assets, such as servicing rights, ABS
—which may have the same or different rights as the ABS sold to outside
investors, and recourse obligations. In some securitizations, the issuer may also
provide implicit recourse, a noncontractual understanding that is not directly
accounted for or otherwise considered in SFAS No. 140 (2000).

This chapter also discusses an August 2005 Exposure Draft, Account-
ing for Transfers of Financial Assets (the Transfers ED), that proposes signi-
ficant amendments to SFAS No. 140 (2000). Although it is not clear at this
point which of the Transfers ED’s proposals will be adopted, and the Finan-
cial Accounting Standards Board (FASB) has already backed away from some
of them, these proposals indicate the FASB’s concerns with the implemen-
tation in practice of SFAS No. 140’s (2000) concepts, especially the control
concept. Finally, this chapter discusses the accounting for servicing rights
under SFAS No. 156, Accounting for Servicing of Financial Assets (2006),
and prepayment sensitive securities under SFAS No. 140 (2000), because these
assets usually result from securitizations.

The required accounting treatment for securitizations under SFAS No.
140 (2000) is determined by whether the issuer surrenders control over the
financial assets or not. For control over the financial assets to be deemed
surrendered, the assets must be legally isolated from the issuer, the trans-
feree must be able to pledge or exchange the assets, and the issuer must not
retain effective control over the assets. SPEs are used to legally isolate the
financial assets and for other reasons. SFAS No. 140 (2000) defines “qualify-
ing” SPEs (QSPEs) as those meeting various criteria intended to ensure they

189
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are substantially passive entities distinct from the transfer or that basically
just hold financial assets and distribute the cash flows generated by those
assets. QSPEs are used to satisfy SFAS No. 140’s (2000) effective control
requirements. QSPEs are exempted from consolidation by the issuer, which
is important because such consolidation would reverse any sale accounting
for the securitization.

SFAS No. 140 (2000) requires securitizations in which the issuer does
not surrender control over the underlying financial assets to be accounted
for as secured borrowings. It requires securitizations in which the issuer
surrenders control over underlying financial assets to be accounted for as
sales to the extent that the issuer receives consideration other than bene-
ficial interests in those assets. In other words, securitizations that qualify for
sale accounting but for which the issuer retains some beneficial interests in
the underlying financial assets are treated as partial sales of those assets.

Whether a firm’s securitizations meet SFAS No. 140’s (2000) control-
based requirements for sale accounting or not can have significant effects
on its financial statements. Compared to secured borrowing accounting, sale
accounting reduces reported leverage, raises reported income when a gain on
sale is recognized, and classifies the cash received as operating or investing
rather than financing.

Accounting for securitizations under SFAS No. 140 (2000) is a limited
attempt to describe complex transactions that are structured to yield desired
economic and accounting outcomes. This accounting raises three issues for
users of financial reports.

1. Despite SFAS No. 140’s (2000) focus on control, it is not clear that issuers
are affected substantially by whether they surrender control over the
underlying financial assets. In particular, the surrender of control over
the underlying financial assets need not correspond to the transfer of
the risks and rewards of those assets.

2. Certain retained interests—such as residual and subordinated ABS and
recourse obligations— concentrate the risk of the underlying financial
assets, yielding unreported economic leverage when sale accounting is
used. These retained interests are economically similar to (and may be
or contain) derivatives.

3. Some retained interests are sensitive or illiquid instruments that require
expertise and judgment to value, with considerable possibility for error
even when expertise is high and judgment is applied faithfully and even
more when they are not. Overvaluation of retained interests leads dollar-
for-dollar to overstatement of gains on sale, and vice versa.

The first and second issues imply that, even in the absence of measure-
ment issues, no single accounting approach fully describes securitizations.
Most securitizations constitute real transfers of control, value, risks, and
rewards, although often to very different extents. For example, issuers fre-
quently transfer much of the value of financial assets to the investors in senior
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ABS while retaining residual or subordinated ABS that bear the risk of loss
on the assets from the first dollar up to a cap less than the maximum loss.
Although such securitizations truncate some of the issuer’s downside risks,
the issuer retains far more of the assets’ risks and rewards than of their value.
Sale accounting better captures certain aspects of these securitizations, such
as the realization of most of the value of the financial assets and the trun-
cation of downside risk. Secured borrowing accounting better captures others,
such as the disproportionate retention of risk. Neither method fully describes
these securitizations. In this regard, accounting is simply not a substitute
for clear disclosure. Unfortunately, securitization disclosures are typically
boilerplate, and users of financial reports need to sift carefully through the
available information to determine the economic characteristics of securi-
tizations and to evaluate the inevitable limitations of the accounting for them.

Still, certain securitizations are better described by sale accounting than
secured borrowing accounting, and vice versa. This chapter illustrates this
point by analyzing disclosures from two very different mortgage banks in
two different time periods: Countrywide Financial Corporation (Country-
wide) in 2005 and Aames Financial Corporation (Aames) during the hedge-
fund crisis in the second half of 1998. Countrywide primarily securitizes
prime conforming residential mortgages, for which it retains only mortgage
servicing rights (MSRs). Although highly prepayment sensitive, Country-
wide’s MSRs have relatively verifiable fair values that are a small percentage
of the cash proceeds from the securitization. Sale accounting better describes
its securitizations. In contrast, Aames primarily securitized subprime home
equity mortgages, for which it retained a much larger amount of riskier and
less liquid interest-only strips. Aames recorded losses on these securities
during its fiscal years 1999 to 2003 that in total exceeded the gains on sale
it had recorded over its entire prior life. Secured borrowing accounting would
have better described its securitizations.

The third issue pertains to measurement. Aames constitutes an extreme
case of overvalued retained interests yielding overstated gains on sale that
were subsequently reversed. A subtler but still highly significant example
of this issue examined in the case in Appendix 8A is Doral Financial Corpo-
ration, which in February 2006 restated its 2001 to 2004 results because
of several problems with its securitization accounting, a primary one being
overvaluation of its retained interests resulting from the use of a concep-
tually unsupportable valuation model.

This chapter relies on and continues the discussion of mortgage secu-
ritizations in Chapter 7, which should be read first by any reader not familiar
with these securitizations. The first section explains why firms securitize
financial assets and describes what kinds of financial assets are securitized.
The two main securitization structures are described in the second section.
The third section describes the accounting and disclosure requirements for
securitizations under SFAS No. 140 (2000) as well as the Transfer ED’s
proposals to amend that standard. The fourth section illustrates the financial
analysis issues for securitizations using the examples of Countrywide and
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Aames. The fifth section summarizes recent research on securitizations using
disclosures that are required under SFAS No. 140 (2000). The sixth section
describes the recently changed accounting and disclosure requirements for
financial asset servicing rights under SFAS No. 156 (2006) and the account-
ing for prepayment-sensitive retained securities under SFAS No. 140 (2000).
The appendix contains a “classic case”: Doral Financial’s Interesting Interest-
Only Strips.

Certain economic and accounting considerations with general relevance
to structured finance transactions, including securitizations, are deferred to
Chapter 9. Of particular salience to securitizations accounted for as sales
are the rules governing the consolidation of SPEs other than QSPEs.

WHY AND WHAT?

Motivations for and Alternatives to Securitizations

Issuers have various motivations for securitizations. Securitizations provide
funds for future originations of financial assets. They allow issuers to diver-
sify their holdings of financial assets and to transfer or transform the risk
of those assets in diverse ways. They also allow issuers to focus on the gener-
ation of fee income. Securitizations accounted for as sales enable issuers to
obtain off-balance sheet financing, to record income immediately as gain
on sale rather than over the life of the securitized financial assets as interest
income, and to record the cash received as operating or investing rather than
financing.

Loan sales and syndications are common alternatives to securitizations.
Loans have been sold between financial institutions for well over a century
in the United States. Loan sales are an essential part of “correspondent bank-
ing,” in which a smaller bank has an ongoing relationship with a larger bank.
Both sides of correspondent banking relationships benefit through more
diversified loan portfolios and improvements in operating efficiency. Smaller
banks may originate loans that are too big for them to hold that they sell
in part or whole to their larger correspondent banks, while larger banks may
sell part of the loans they originate to their smaller correspondent banks.
Conducting complex transactions such as securitizations requires incurring
costs to develop expertise and systems; smaller banks avoid these costs by
selling their loans to larger banks, which enables them to spread these costs
across a higher volume of transactions.

Subdivision of loans and sale of the pieces around the time of loan orig-
ination is called loan syndication. In loan syndications, various financial
institutions effectively lend money to a single borrower. Loan syndications
are most likely for large and risky commercial loans, such as the highly lever-
aged transaction (HLT) loans associated with leveraged buyouts.

Loan syndications can be structured legally either as participations or
assignments. A participation is an undivided interest in a single loan that is
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controlled by the loan originator. The legal status of loan participations can
be murky, depending on whether the loan originator is viewed as provid-
ing recourse (even implicitly) to the purchasers of participations. If recourse
is assessed, then a participation could legally be viewed as a secured borrow-
ing by the loan originator. In contrast, an assignment creates legally separate
loans out of the original loan, so that the purchaser of the assignment has
a direct claim on the borrower. In this regard, loan assignments are similar
to properly structured securitizations. Assignments are currently the primary
way in which individually large, heterogeneous loans are divided among
financial institutions.

Credit derivatives (discussed in more detail in Chapter 11) are a now
fairly established alternative to securitization as a means to transfer credit
risk. Credit derivatives may be used by themselves or combined with debt
instruments in “synthetic” securitizations. Investors in synthetic securitiza-
tions purchase securities issued by entities that typically hold portfolios of
low-credit-risk debt instruments (e.g., government or AAA-rated securities)
and write credit derivatives referenced to one or more creditors. In the
absence of default by the creditors, the investors receive the return on the
debt instruments plus the premiums received on the written credit deriva-
tives. In the event of default by the creditors, the debt instruments are used
to pay off the purchasers of the credit derivatives. Synthetic securitizations
are in certain respects more flexible than ordinary securitizations with respect
to the transfer of credit risk, since the credit derivatives employed can be
customized to meet the preferences of the parties involved.

These alternatives are generally not as efficient or as flexible as securi-
tizations for the sale of individually small, homogeneous loans, such as resi-
dential mortgages, credit card loans, and other consumer loans. In particular,
securitizations allow the issuer to spread the risk of the underlying finan-
cial assets across a liquid and competitive financial market rather than across
a few financial institutions with market power. Securitizations also allow
the issuer to retain certain interests in the underlying financial assets and sell
others.

Residential Mortgages

This section extends the discussion of residential mortgage securitizations
in Chapter 7. Residential mortgages were the first and remain by far the most
important type of securitized financial asset, due to the huge number of these
mortgages, their ability to be classified into homogeneous groups, and the
existence of a unique set of facilitating institutions. Most residential mort-
gage securitizations are sponsored (i.e., guaranteed in some fashion) or issued
(i.e., the mortgages are owned) by Ginnie Mae or one of the government-
sponsored enterprises (GSEs). Ginnie Mae sponsors but does not issue
securitizations of mortgages for which the principal is guaranteed in whole
or part by other federal government agencies. Ginnie Mae provides “timing
insurance,” which guarantees that principal and interest is paid in a timely
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fashion to the holders of mortgage-backed securities (MBS). Reflecting these
federal government guarantees, Ginnie Mae—sponsored MBS are generally
considered credit riskless.

The GSEs also sponsor securitizations of government-insured mortgages,
although they usually sponsor and often issue securitizations of conventional
conforming mortgages. For the securitizations they sponsor, the GSEs guar-
antee full and timely principal and interest payments, and so they legally
bear the credit risk on the underlying mortgages. The GSEs usually charge
issuers about .2% of the outstanding principal per year to provide this guar-
antee, although they may have arrangements to share credit risks with the issuers
in exchange for a reduction of this fee. The MBS sponsored by the GSEs
historically have been viewed as having minimal credit risk, in part because
most of their MBS are secured by prime conforming mortgages, and in part
because of investors’ perception that the federal government would step in
were the GSEs unable to honor their credit guarantees. For these reasons,
GSE-sponsored MBS trade at a negligible yield premium to those of Ginnie
Mae.

Various private firms (mostly commercial, investment, and mortgage banks)
also issue MBS, usually with some form of credit enhancement. Private MBS
may have some credit risk, especially those collateralized by subprime mort-
gages, but they are usually highly rated at issuance.

Virtually all prime and some subprime residential mortgages are prepay-
able. Fixed-rate prepayable residential MBS are exposed to prepayment risk,
as discussed in Chapter 7’s “Interest Rate and Prepayment Risks” section.

Securitizations of Other Financial Assets

Securitizations are important to a wide class of financial institutions that
securitize an increasingly wide range of loans, securities, and lease receiv-
ables. For example, $458 billion (23%) of commercial mortgages and $618
billion (28%) of consumer loans were held in securitized form at the end
of 2005." In principle, almost any type of financial asset can be securitized,
although the creation of large pools of homogeneous financial assets whose
risks can be assessed by potential ABS investors is difficult for some types.
Moreover, some types require active management to maximize the value of
defaulted accounts or to maintain their principal balances.

For example, commercial mortgages are individually larger and more
heterogeneous than residential mortgages, and so their value is less determi-
nable based on statistics or other information that could be reliably conveyed
to investors. These mortgages can be credit risky, in part because they are
usually nonrecourse to the general credit of the borrower. These features
make securitizations of commercial mortgages subject to adverse selection
(lemons) problems, because issuers likely know more about the credit quality
of these mortgages than do the potential buyers of the commercial mortgage-
backed securities (CMBS). Because of their size and nonrecourse nature, it
is often optimal that defaulted commercial mortgages be renegotiated or other-
wise worked out.
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Like commercial mortgages, credit card receivables are individually credit
risky. However, their much smaller size implies that this risk can be diver-
sified considerably within the portfolio securitized and that they are less likely
to be renegotiated or worked out. Credit card securitizations involve revolv-
ing credit, so that the borrowers may borrow more or pay off their accounts
faster than expected, and there typically are seasonal variations in account
balances as well. In order to maintain the collateral in the securitization trusts
at the desired level, issuers may have to remove or add accounts over time.

In securitizations of commercial mortgages and credit card receivables,
the issuers typically retain sizable residual, subordinated, or other interests
that insulate investors in the ABS from credit risk and uncertainty about prin-
cipal balances. For example, in credit card securitizations the issuer typically
retains an “excess spread” account, a type of residual interest, which receives
the excess of the yield on the credit card receivables less the yield paid on
the ABS and all other expenses of the securitization trust. Because payment
of the balance of the excess spread account to the issuer is restricted until the
ABS investors are paid, this account credit enhances the securitization. The
issuer also retains a “seller’s interest” that does not credit enhance the secu-
ritization but rather absorbs variation in the principal in the trust. In addition,
credit card securitizations often contain other contractual or noncontrac-
tual features to protect investors, such as early amortization provisions and
implicit recourse. The size and risk of the retained interests, the need for
active management of defaulted accounts and/or principal balances, and these
other features imply that commercial mortgage and credit card securitizations
tend to have more of the economic attributes of secured borrowings than
do prime conforming residential mortgage securitizations.

A distinctive feature of credit card securitizations is the use of “master
trusts” that issue multiple series of securities backed by the same underlying
receivables. In each securitization, the issuer contributes additional receivables
to the master trust, which then issues a new series of securities. The receiv-
ables in the master trust are not segregated in any fashion, and all the receiv-
ables collectively support all the series of securities issued.

Asset-Backed Commercial Paper

Asset-backed commercial paper (ABCP) is a type of short-term financing (less
than 270 days in the United States) that is employed by both financial insti-
tutions and nonfinancial firms. Of the $1.6 trillion of commercial paper
outstanding at the end of 2005, $926 billion (57%) is ABCP resulting from
securitizations.? Either single or multiple issuers may contribute financial
assets to ABCP conduits. In the typical case where the assets in the ABCP
conduit have longer duration than the short-term ABCP issued by the conduit,
the ABCP needs to be reissued in order to pay off the maturing ABCP and
maintain funding for the underlying assets. Because it may not be possible
for the conduit to reissue the ABCP either for issuer-specific or macroeco-
nomic reasons, external liquidity support is required in ABCP securitizations
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unless the issuer is very highly rated. Liquidity support is not credit enhance-
ment per se but rather addresses mismatches in the timing of the cash
generated by the underlying assets and the cash needed to pay off the matur-
ing ABCP. Such support may involve the liquidity provider agreeing either
to lend to the ABCP conduit or to purchase its assets in the event it cannot
reissue ABCP. Depending on the credit riskiness of the underlying assets,
ABCP securitizations may also involve credit enhancement in a similar fash-
ion as other securitizations.

SECURITIZATION STRUCTURES

Securitizations occur using a number of general structures and variations
within those structures; this section describes simplified forms of the two
main structures. Pass-through securitizations are described in the section that
follows. Pass-through securities represent proportional interests in the under-
lying financial assets. Common approaches to estimate prepayment risk on
pass-through MBS are described and evaluated in the “Estimation of Prepay-
ment Risk” section. The “Tranched Securitizations” section describes such
securitizations. Tranched securities represent nonproportional interests in
the underlying financial assets, that is, the risks and rewards of those assets
are partitioned differently across the tranches.

Although many types of financial assets are securitized, this section
emphasizes residential mortgage securitizations due to their importance and
developed state. Securitizations of fixed-rate residential mortgages raise the
issue of prepayment risk, which affects other securitizations to a much lesser
extent, if at all.

Pass-Through Securitizations

The simplest form of securitization is the creation of pass-through ABS by
means of a legally separate SPE, usually a trust. Ginnie Mae sponsored the
first pass-through securitization of government-insured mortgages in 1970,
and Freddie Mac sponsored the first pass-through securitization of conven-
tional conforming mortgages in 1971. In these securitizations, the issuer (often
indirectly through the sponsor, as occurs in securitizations sponsored by the
GSEs) places financial assets in the SPE, which issues pass-through ABS that
entail a proportional interest in the principal and interest payments on the
financial assets, after fees are paid to the securitization sponsor and mort-
gage servicer. Because of these fees and the enhanced liquidity of pass-through
ABS compared to the underlying financial assets, pass-through ABS yield
less than the underlying financial assets; for example, MBS tend to yield about
.5% less than the underlying mortgages. The SPE collects payments on the
financial assets and pays them out to the appropriate parties. When substan-
tially all the payments are collected and disbursed, the SPE typically is dissolved.

Exhibit 8.1 depicts the main flows between the various parties to a simple
residential mortgage pass-through securitization at issuance and subsequently.
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EXHIBIT 8.1 Flows between Parties in a Pass-through Securitization
(Only Mortgage Servicing Rights Retained by Issuer) Example

At Securitization:

~«— cash ~«— cash
issuer ~<«— MSRs SPE investors
mortgages — > MBSs —>

+ guarantee
sponsor

Subsequently:

borrowers

mortgage
principal and
interest
+ payments

MBS principal
issuer | —€— servicing fees SPE and interest investors
payments —>

+ guarantee fees

For simplicity, the issuer is assumed to retain none of the MBS and to assume
no recourse liability, but to retain the servicing rights, similar to Countrywide’s
prime mortgage securitizations.

As a numerical example of a pass-through securitization, assume at initi-
ation the issuer places $100 million of mortgages yielding 6% into an SPE,
which issues pass-through MBS yielding 5.5% with a fair value of $99 million
to investors for cash. The issuer retains MSRs that pay a servicing fee of
.355% of outstanding principal per year and have a fair value of $2 million.
The sponsor provides a credit guarantee for a fee of .2% of the outstand-
ing principal per year. The .5% lower yield on the pass-through MBS than
on the underlying mortgages reflects the increased liquidity of the MBS, the
stripping out of the MSRs which are riskier than the underlying mortgages
and require the servicer to incur operating costs, and the credit guarantee.
To simplify the calculations, all principal payments are assumed to occur at
the end of the year. In the first year of the securitization, the mortgagees pay
and the SPE receives $6 million interest along with $5 million of scheduled
and (mostly) prepaid principal on the underlying mortgages. The SPE pays
the MBS holders $5.445 million interest ($99 million X .055) plus the $5
million principal, the issuer a servicing fee of $355,000 ($100 million X
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.00355), and the sponsor a guarantee fee of $200,000 ($100 million X .002).
The total payments by the SPE to its various claimants sum to the payments
the SPE receives on the underlying mortgages.

Estimation of Prepayment Risk

Since interest and principal payments on pass-through residential MBS gener-
ally are guaranteed by a government agency or a GSE or are credit-enhanced,
credit risk is usually not a concern for investors in these MBS. Fixed-rate
residential MBS are exposed to essentially the same interest-rate motivated
prepayment risk as the underlying mortgages, however. As depicted in Exhibit
7.4, the value of fixed-rate residential MBS is reduced by the value of the
mortgagees’ prepayment call options. The value of this option increases as
interest rates decrease toward the rate for which the prepayment effect domi-
nates the discounting effect.

Various imperfect models are used to estimate the value of this prepay-
ment option. A commonly used approach is based on benchmark prepay-
ment rates that vary with mortgage age originally published by the Public
Securities Association (PSA), a trade group representing bond dealers that
is now called the Bond Market Association. The PSA rates start at 0% per
year for a 0-month-old mortgage, rise by .2% per year for each additional
month of age up to a 30-month old mortgage, and then remain 6% per year
for mortgages older than 30 months. Constant annual prepayment rates (CPR)
that do not vary with mortgage age are also commonly used.

Both PSA and CPR prepayment rates have many limitations. For exam-
ple, the PSA rates are based on historical data on Federal Housing Admini-
stration (FHA) mortgages from the 1980s, and so they are not representative
of current prepayment rates on any type of mortgage. The type of mortgage
and the demographics of the mortgagees in the pool have significant effects
on the probability of prepayment. The PSA rates are too low for most mort-
gages, because prepayments have become more common over time. These
rates do not incorporate the fact that pools of mortgages with lower contract
interest rates, or for which interest rates have previously dropped leading
to pre-payment by the most interest-rate-sensitive borrowers (“burnout”),
are less likely to prepay, all else being equal. These rates do not distinguish
interest-rate-motivated prepayment (i.e., to refinance at lower rates) from
prepayment for other reasons (e.g., moving or cash-out refinancing), despite
the fact that interest-rate-motivated prepayment yields larger losses to the
holders of MBS. In an ad hoc adjustment for these limitations, prepayment
options often are valued using multiples of the PSA rates; for example, 200%
PSA means that twice the benchmark prepayment rate for each mortgage
age is assumed. The Bond Market Association publishes on its Web site the
consensus projected PSA multiples and CPR prepayment rates for mortgages
with different contract interest rates for different levels of interest rate move-
ments derived from a bimonthly survey of major mortgage-market participants.
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The PSA multiples and revised CPR rates do not capture the option-
like nature of prepayment, however. In theory, an option-pricing approach
is the correct way to estimate the value of the prepayment call option. The
most common such approach is called option-adjusted spread (OAS), which
involves estimating the average yield premium required to offset the effect
of prepayment on the value of MBS across the distribution of possible inter-
est rate paths and associated prepayment behavior. Although theoretically
correct, the application of the OAS approach is very sensitive to the assump-
tions made about prepayment behavior, and so different analysts applying
this approach can and do arrive at very different yield premia for given MBS.
It has been suggested that OAS is more useful as an indicator of expected
prepayments than as a risk premium.3

Tranched Securitizations

Tranched securitizations yield distinct tranches of securities with different
prepayment, interest rate, credit, or other risks. Tranched securitizations for
residential mortgages are called collateralized mortgage obligations (CMOs),
for other loans are called collateralized loan obligations (CLOs), for bonds
are called collateralized bond obligations (CBOs), and for other types or
mixtures of debt instruments are called collateralized debt obligations (CDOs).
In the remainder of this chapter, the more general term CDOs also refers to
CLOs and CBOs, but not to CMOs.

CMO securitizations usually involve two steps. The issuer places pass-
through MBS created in a number of first-step securitizations into a second-
step SPE. The second-step SPE sells claims to various nonproportional
partitions of the principal and interest payments made on the pass-throughs.
In contrast, CDO securitizations more frequently involve one step and indi-
vidual pools of financial assets.

Since the Tax Reform Act of 1986, the second-step SPE in CMO secur-
itizations is usually a real estate mortgage investment conduit (REMIC).
Although the holders of their residual interests are like stockholders, REMICs
do not pay tax at the entity level. Legal and tax rules require REMICs to pay
out essentially all cash within a specified time after receipt. The taxation of
the SPE in CDO securitizations is very complicated, depending on the nature
and location of the SPE, the type of assets securitized, and the type of CDOs
issued. The SPE may or may not be a tax-exempt financial asset securitiza-
tion investment trust (FASIT).

The basic CMO securitization structure, developed in 1983 by Freddie
Mac and First Boston, focuses on the prepayable nature of most prime resi-
dential fixed-rate mortgages by creating sequential-pay tranches designated
A, B, C... With two exceptions (discussed later), each tranche receives a
scheduled portion of the principal payments received on the underlying pass-
through MBS until its principal is fully paid off. Each tranche’s principal is
paid off at different times, however, because the tranches receive unscheduled
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prepayments in sequence. Specifically, prepayments are first used to pay off
tranche A in full, then tranche B in full, and so on. Exhibit 8.2 depicts the
flows between parties in the second step of a CMO securitization, assum-
ing the issuer retains only residual securities referred to as R tranche CMOs,
which are described later.

Reflecting this sequential-pay structure, tranche A CMOs have the short-
est duration, tranche B CMOs have the next shortest duration, and so on.
While tranche A CMOs experience prepayments first, it is generally incor-
rect to say that they have the most prepayment risk, since their prepayments
are often predictably quick. Similarly, the last-tranche CMOs often have pre-
dictably slow prepayments. One of the middle tranches usually has the most
uncertain prepayments, since these tranches pay off slowly if interest rates
rise and quickly if interest rates fall sufficiently.

The differences in the valuation of A and B tranche CMOs as a func-
tion of interest rates are depicted in Exhibit 8.3, assuming for pictorial
simplicity that these CMOs have the same value for all interest rates above
and below certain levels. As interest rates fall below this level, prepayment
kicks in later for the B tranche CMOs, and so the discounting effect begins
to dominate the prepayment effect for lower interest rates for those CMOs.

EXHIBIT 8.2 Flows between Parties in Second-Step of a CMO Securitization
(Only R Tranche CMOs Retained by Issuer) Example

At Securitization:

~«— cash <— cash
issuer <«— R tranche | second-step A and B tranche investors
CMO SPE CMOs —>
MBS —>»>
Subsequently:
first-step
SPE(s)
MBS principal
and interest
payments
A and B tranche
issuer R tranche | second-step rinEiN[a(l)and investor
CMO payments SPE princip vestors
interest
payments —>
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EXHIBIT 8.3 Different Values of CMO Tranches as a Function of Interest
Rates (Assuming Values Identical for High and Low Interest

Rates)
value of prepayment
Aand B B tranche
tranche
CMOs

prepayment
A tranche

interest rate

Collateralized mortgage obligation securitizations sometimes create two
special tranches: Z and R. Both of these tranches are paid after other tranches
are paid off, and so they bear the brunt of default. The Z (for zero, because
it has some similarities to a zero-coupon bond) tranche pays neither inter-
est nor principal until the preceding (A, B, C...) tranches are paid, after
which it receives accrued interest and principal payments as they are received
by second-step SPE. The Z tranche naturally has longer duration than the
preceding tranches.

The R (for residual) tranche gets what is left over after all other tranches
are paid, and so bears the first risk of loss on the underlying assets after any
third-party credit enhancement. R tranche CMOs derive value from at least
three sources.

1. An implicit interest rate spread equal to the difference between the
weighted-average spreads on the CMOs and the underlying pass-through
MBS. This spread is essentially an interest-only strip, which is described
later.

2. Interest on the reinvested float between receipts on the underlying pass-
through MBS and payments to the CMO holders.

3. Any excess assets in the trust at the end of the securitization, which could
result either from overcollateralization of the trust or from unexpect-
edly good performance of the securitized assets.

R tranche securities typically rise in value as interest rates rise (i.e., exhibit
negative convexity), because the value of the interest-only strip rises as pre-
payments fall, and the interest on float rises with interest rates.
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As a numerical example of a CMO securitization, assume at initiation
the issuer places the $99 million of pass-through MBS yielding 5.5% from
the prior numerical example into a REMIC, which issues $80 million of A
tranche CMOs yielding 5%, and $19 million of B tranche CMOs yielding
7%. The weighted-average yield on the CMOs is 5.38% = [(80 X .05) +
(19 % .07)1/99, which is below the 5.5% yield on the underlying pass-through
MBS because the distinct cash flow characteristics of the two types of CMOs
are desirable to different classes of investors. Both the A and B tranche CMOs
have scheduled principal payments of 29 in the first year, with unexpected
prepayments going first to the A tranche until it is paid off and then to the
B tranche. The issuer retains an R tranche CMO that receives the accumu-
lated spread with interest between the yield on the pass-through MBS and
the weighted-average yield on the CMOs. In the first year of the securiti-
zation, the A tranche CMO holders receive $4 million interest ($80 million
% .05) plus $1.6 million scheduled principal ($80 million X .02) plus $3.02
million prepaid principal. The B tranche CMO holders receive $1.33 million
interest ($19 million X .07) plus $380,000 scheduled principal ($19 million
% .02). The $115,000 difference between the $5.445 million interest received
on the pass-through MBS and the $5.33 million interest paid on the A and
B tranche CMOs accumulates to the benefit of the issuer’s R tranche CMO,
although this cash remains in the securitization trust credit enhancing the
other tranched CMOs, which are senior to the R tranche. The total payments
by the REMIC to its various claimants sum to the payments it receives on the
underlying pass-through MBS.

Securitizations sometimes are structured with only two classes: one that
receives only principal payments, principal-only strips (POs), and one that
receives only interest payments, interest-only strips (IOs). Any tranche of
securities can be separated into its PO and IO components. The POs and IOs
have high and very different sensitivity to interest rates and prepayment.
As depicted in Exhibit 8.4, POs rise in value steeply as interest rates decline,
inducing prepayment, because prepayment accelerates but does not reduce
the magnitude of principal payments. As discussed in Chapter 7°s “Interest
Rate and Prepayment Risks” section, mortgage banks often use POs to hedge
their MSRs.

In contrast, IOs rise in value as interest rates fall (i.e., exhibit negative
convexity) up to the rate at which increases in prepayment probabilities are
sufficient to dominate the discounting effect. Since prepayment truncates
interest payments, IOs decline in value very steeply toward zero as interest
rates fall beyond this point, like the MSRs depicted in Exhibit 7.6.

CMO securitizations are motivated by the fact that some investors prefer
securities with shorter duration (e.g., traditional depository institutions often
want to reduce their negative repricing gap), while other investors prefer
securities with longer duration (e.g., insurers like to hold securities that match
the duration of their policy liabilities). In addition, some investors are more
willing to accept uncertainty about prepayments and the resulting negative
convexity in the valuation function than are other investors. The issuer of
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EXHIBIT 8.4 Valuations of Principal-Only Strips as a Function of
Interest Rates

value of
principal-
only strips

/

prepayment

interest rate

a CMO securitization profits if it can sell the various tranches for more than
the cost of the underlying pass-through securities.

CMO securitizations typically are structured to facilitate the estimation
of prepayment by being collateralized by many (several hundred is common)
separate pools of pass-through MBS. Moreover, variations on CMOs called
planned amortization class (PAC) bonds remove prepayment risk provided
that prepayments stay within a given range. Support or companion bonds
absorb prepayment risk within this range, by jumping ahead of the corre-
sponding PAC bonds in the payment sequence if prepayments are high and
behind them if prepayments are low. These PAC securitizations do not remove
all prepayment risk, however, since the support bonds may be fully paid off
before the corresponding PAC bonds when prepayments are high, and they
do not provide cash to pay off the PAC bonds when prepayments are low.
“Busted” PACs have occurred in periods of high interest rate volatility. Despite
this limitation, PACs and their various offshoots have dominated CMO issuance
since 1989.4

In the discussion of CMO securitizations thus far, credit risk has been
ignored. This is fine if the underlying pass-through MBS are created in agency-
sponsored securitizations or are otherwise credit enhanced and so have
minimal credit risk. However, credit risk is a significant issue in other types
of CMO and most CDO securitizations. The issuer is likely to have consid-
erable informational advantage over investors regarding the credit risk of
the underlying financial assets in these securitizations, which would make
it difficult to sell securities without some form of credit enhancement. The
most common form of credit enhancement is to subordinate some classes
of tranched securities that are retained by the issuer (or sold to sophisticated
investors) to the senior securities that are sold to investors.
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SFAS NO. 140

SFAS No. 140 (2000) defines transfers of financial assets as conveyances of
noncash financial assets by and to someone other than the issuer of the assets.
Such transfers include securitizations, the focus of this chapter, as well as
repurchase agreements, pledges of collateral, and other transactions involv-
ing previously issued financial assets. They do not include the original issu-
ance of financial assets or the normal cash flows between the issuer and holder
of the assets, for which the accounting is straightforward.

This section discusses the main concepts underlying SFAS No. 140 (2000)
and how they apply to securitizations. Although the concepts underlying the
standard are clear in most respects and work together fairly well, their appli-
cation in specific contexts can be subtle and judgmental, and so diversity in
practice exists. These application issues led the FASB staff to issue in Febru-
ary 2001 and twice revise a lengthy implementation guide for SFAS No. 140
(2000) and are a primary reason why the FASB published the Transfers ED
in August 20035. This section also discusses certain of the Transfer ED’s pro-
posals to amend SFAS No. 140 (2000), in particular those involving the control
concept.

SFAS No. 140 (2000) uses these general terms to describe the transactions
governed by the standard and the parties involved in those transactions:

»

“transfers of financial assets,” “transferors,” and “transferees.” In the context
of securitizations, the analogs for these terms are “securitizations,” “issuers,”
and “investors,” respectively. Both sets of terms are used later, depending
on whether the context is specific to securitizations or not; the terms specific
to securitizations can always be substituted for the more general terms, but

the converse is not necessarily true.

Scope Exclusions

The scope of SFAS No. 140 (2000) excludes transfers of some important types
of financial assets and close approximations to financial assets. Specifically,
transfers of financial assets associated with pension and other postemploy-
ment benefit plans, leveraged leases, and insurance contracts are excluded.
Transfers of unrecognized financial assets (e.g., operating lease receipts) and
recognized nonfinancial assets (e.g., servicing rights) are excluded, even when
they are virtually identical to transfers of recognized financial assets. These
scope exclusions affect banks less than they do lessors and insurance companies.

Concepts and Accounting Requirements

Transfers in which the issuer has no continuing involvement in the finan-
cial assets are accounted for as complete sales. The issuer records an increase
in cash and other net assets for the amount received or fair value, a decrease
in financial assets at their carrying value, and a gain or loss for the difference
between these two amounts, using this journal entry:
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cash and other net assets (+ assets) amount received or fair value = a

loss (— income) b — a, if positive, 0 otherwise
financial assets (— assets) carrying value of financial
assets = b
gain (+ income) a — b, if positive, 0 otherwise.

Transfers in which the issuer has some continuing involvement in the
financial assets raise the question of whether the transfer is a sale or a secured
borrowing. SFAS No. 140 (2000) applies these three concepts to determine
whether a given transfer should be accounted for as a sale or secured borrow-
ing, and, if as a sale, how the transferor should record the sale:

1. Financial assets involved in transfers accounted for as sales should be
broken down into their retained and transferred components.

2. Transfers in which the transferor surrenders control over the financial
assets should be accounted for as sales. Transfers in which the transferor
retains control over the financial assets should be accounted for as secured
borrowings.

3. The transferor should recognize the “net proceeds” of the securitization
at fair value and retained beneficial interests in the securitized financial
assets at the carrying value of those assets times the proportion of the
fair value of those assets that is attributable to the retained beneficial
interests.

These concepts are referred to here as the financial components, control,
and fair value concepts, respectively. The application of each of these concepts
is discussed in detail next.

Financial Components Concept. The financial components concept reflects
the idea that the sequence of transactions leading up to a given position
should not affect the current accounting for that position. For example, a
firm that sells loans with recourse has exactly the same position as a third-
party insurer of the loans. Thus, the firm should derecognize the loans and
recognize a recourse liability in the same way as the third-party insurer does.
This concept allows securitizations in which the issuer retains some but not
all interests to be accounted for as partial sales, reflecting the fact that these
securitizations meaningfully partition claims to the underlying financial assets.
Without this concept, securitizations would have to be accounted for either
as complete sales or as secured borrowings, as was the case prior to SFAS
No. 125, Accounting for Transfers and Servicing of Financial Assets and Extin-
guishments of Liabilities (1996), the predecessor of SFAS No. 140 (2000).

Although the financial components concept is very attractive in theory,
in practice it can work only as well as the accounting for retained interests
were they held by third parties. For example, in the case of the recourse
obligation already discussed, one could argue that sufficiently complete guar-
antees of financial assets by third parties would be better accounted for by
the guarantor recognizing those assets in their entirety on its books rather
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than just recognizing a guarantee or derivative liability as is required under
current generally accepted accounting principles (GAAP).

If applied more broadly, the financial components concept could have
profound implications for the development of accounting for (structured)
financial transactions and hybrid financial instruments. Many financial trans-
actions other than securitizations involve partitioning claims on an underlying
set of financial instruments or nonfinancial items; for example, reinsurance
partitions rights and obligations with respect to underlying insurance poli-
cies between the ceding insurer and the reinsurer, as discussed in Chapter
16. Leases involve partitioning claims on underlying real assets among the
lessee, lessor, and various types of third parties, a point emphasized in a
February 2000 special report on leasing by the G4+ 1 group of accounting
standards setters (the standards setters of Australia, Canada, New Zealand,
the United Kingdom, the United States, and, as an observer, the International
Accounting Standards Committee) and discussed in Chapter 13.> Many finan-
cial instruments have embedded options or other components, a point recog-
nized in SFAS No. 133, Accounting for Derivative Instruments and Hedging
Activities (1998), discussed in Chapter 11, and in SFAS No. 155, Accounting
for Certain Hybrid Financial Instruments (2006) and the FASB’s current proj-
ect on liabilities and equity, discussed in Chapter 9.

Control Concept. The definition of control in SFAS No. 140 (2000) reflects
both legal and effective notions. For the transferor to have surrendered con-
trol over financial assets:

®  The assets must be legally isolated from the transferor, even in the case
of its bankruptcy or receivership.

®  The transferee must have the legal right to pledge or exchange the assets
without any constraint that provides a more than trivial benefit to the
transferor.

®  The transferor does not maintain effective control over the assets through
either

0 An agreement that both entitles and obligates the transferor to repur-
chase or redeem them before their maturity.

0 The unilateral ability to repurchase specific assets, other than through
a cleanup call of the residual assets in the SPE at the end of the life
of the transfer.

To meet the effective control condition, the transferor may remove only
financial assets randomly or conditional on a third-party action, such as
default on or cancellation of the debt by the borrower. If the transferor has
the right to remove specific assets conditional on default or any other event,
then once that event occurs, the transferor regains control over the affected
assets and any prior sale accounting regarding those assets must be reversed.

Since securitizations and many other types of transfers of financial assets
involve SPEs, and SPEs usually are precluded from pledging or transferring
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assets, some tweaking of the control concept is necessary to allow these trans-
actions to be accounted for as sales. In this regard, SFAS No. 140 (2000) defines
a “qualifying SPE” (QSPE) as an SPE meeting certain conditions intended to
insure that it is not effectively controlled by the transferor. Specifically, a
QSPE must

= Be demonstrably distinct from the transferor
= Have significantly limited and entirely specified activities

= Hold only passive financial assets that are appropriate given the restric-
tions on its activities (e.g., it may not hold derivatives with notional
amounts greater than the beneficial interests held by parties other than
the transferor)

®m  Be able to dispose of noncash assets only in automatic response to spec-
ified conditions

For example, a QSPE cannot use discretion in disposing of defaulted loans,
although the transferor or third parties (such as servicers that specialize in
defaulted loans) can be granted an option to purchase defaulted loans either
for a fixed price or for fair value. Because they cannot be effectively controlled
by the transferor, QSPEs are used only in transfers where active management
of assets by the transferor is not critical. The Transfers ED proposes that
QSPEs can hold equity only temporarily in conjunction with the collection
of assets.

QSPEs are transparent to the accounting process, so that the investors
in the ABS issued by the QSPE are viewed as the transferees subject to the
requirement that they are able to pledge or exchange the transferred assets.
Under SFAS No. 140 (2000), transferors do not consolidate QSPEs, since
that would reverse sale accounting for the transfer. This decision is upheld
in FASB Interpretation (FIN) No. 46(R), Consolidation of Variable Interest
Entities: An Interpretation of ARB No. 51 (2003), discussed in Chapter 9. SPEs
that are not QSPEs generally are subject FIN No. 46(R)’s consolidation rules,
however.

In transfers involving QSPEs in which the transferor retains dispropor-
tionate risk in the assets held by the QSPE, a direct transfer from the transferor
to the QSPE generally would not be legally isolated from the transferor. To
overcome this problem, transfers involving QSPEs often are accomplished
using two-step structures. In the first step, the transferor places the assets
into a wholly owned, bankruptcy-remote entity that meets the legal isola-
tion requirement. In the second step, this entity transfers the assets to a QSPE,
which issues beneficial interests to investors, possibly including the trans-
feror, and may engage in other contractual relationships with the transferor
such as recourse.

The Transfers ED proposes to tighten the definition of control in that
SFAS No. 140 (2000) in a number of ways. Although these proposals clearly
are intended to ensure that the transferor surrenders control over the trans-
ferred assets and to remedy diversity in application of SFAS No. 140’s control
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conditions in practice, many of them would be onerous for transferors inter-
ested in obtaining sale accounting, and the FASB appears to be reconsidering
some of them. The most important of these proposals are:

= To meet the legal isolation condition

0 Alegal analysis of whether the transfer achieves legal isolation must
be performed, likely including analyses of whether the transfer is
a legal true sale and whether the SPE must be consolidated by the
transferor.

0 The assessment of legal isolation must consider any arrangement or
agreement made in connection with a transfer even if not contem-
poraneous with the transfer.

o If the transferee is a QSPE, then no arrangements could be made
between the transferor and QSPE’s beneficial interest holders that
would jeopardize isolation if they were between the issuer and the
QSPE.

= To meet the pledge or exchange condition

o If the transferee is a QSPE, each holder of beneficial interests in the
transferred assets, including transferors retaining such interests, must
have the right to pledge or exchange their interests.

o Each entity in a multistep structure must have the right to pledge or
exchange the beneficial interests it receives.

®  To meet the effective control condition

o For SPEs with the ability to roll over beneficial interests, such as most
ABCP conduits, to be QSPEs, no party could have two or more of
the following involvements with the SPE—Iliquidity support, credit
enhancement, or the right to specify the terms, conditions, or timing
of reissuances of beneficial interests— that enable the party to obtain
a more-than-trivial incremental benefit.

In June 2006, the FASB decided to proceed with redeliberations of the pro-
posals regarding the legal isolation condition. In October 2006, the FASB
decided that to meet the legal isolation condition, legal isolation from each
entity represented in the consolidated financial statements must be achieved.
In July 2006, the FASB decided to proceed with redeliberations of the pro-
posals regarding the effective control condition but to defer redeliberations
of the proposals regarding the pledge or exchange condition until comple-
tion of redeliberations on the permitted activities of QSPEs and the effects
of continuing involvements on isolation.

If the transferor does not surrender control over the transferred finan-
cial assets, then the transfer is treated as a secured borrowing. In secured
borrowing accounting, the transferor recognizes a liability for the cash received
and reclassifies the transferred assets as pledged collateral, as represented
in these journal entries:
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cash and other net assets (4 assets) amount received or fair value
debt (+ liabilities) amount received or fair value

pledged financial assets (+ assets)  carrying value
financial assets (— assets) carrying value

Fair Value Concept. SFAS No. 140 (2000) uses fair values in two distinct
ways in accounting for transfers of financial assets for which the transferor
has surrendered control over the assets as (partial) sales. First, the transferor
recognizes the “net proceeds” from the transfer at fair value. SFAS No. 156
(2006) recently broadened the definition of net proceeds to include servic-
ing assets, so that net proceeds now are defined as receipts of cash and other
net assets that are not related to the transferred financial assets plus retained
servicing assets minus retained servicing liabilities and other liability inter-
ests in the transferred financial assets (e.g., recourse obligations). Second,
the transferor recognizes retained beneficial interests in the transferred assets
(i.e., ABS) at the carrying value of the transferred financial assets times the
percentage of the fair value of those assets attributable to the retained bene-
ficial interests. Together, these uses of fair values imply that the extent to
which a transfer is accounted for as a partial rather than complete sale rises
with the percentage of the fair value of the transferred financial assets attribu-
table to the retained beneficial interests. For example, a gain on sale is recorded
equal to that percentage times the difference between the fair value and the
carrying value of the transferred financial assets.

Reflecting the fair value concept, the transferor’s journal entry for a trans-
fer of financial assets accounted for as a (partial) sale is:

cash and other net assets (4 assets) amount received or fair value

=a
servicing rights (+ assets) fair value of retained servicing
rights = b
securities (+ assets) d X (fair value of retained

securities/fair value of
financial assets) = ¢

loss (— income) d+e—a—b—gc, if positive,
0 otherwise
financial assets (— assets) carrying value of financial
assets = d
recourse liability (+ liabilities) fair value of recourse

liability = e
gain (+ income) a+b+c—d—eif
positive, 0 otherwise

For example, assume a portfolio of loans is securitized, the carrying value
of the loans is $100 (item d in the last journal entry), securities backed by
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these loans are sold for $98 cash (item a), and servicing rights with a fair value
of $3 (item b), securities with a fair value of $6 (related to item ¢), and a
recourse obligation with a fair value of $2 (item e) are retained by the issuer.
The net proceeds of the securitization are $99 = $98 + 3 — 2. The fair value
of the loans is the net proceeds plus the fair value of the retained securities
(i.e., $105 = $99 + 6) so that the percentage of the fair value of the loans
that is attributable to the retained securities is 5.71% = $6/$105. Reflect-
ing this percentage, the portion of the carrying value of the loans allocated
to the retained securities is $5.71 = $100 X 5.71%. The gain on sale is the
$99 net proceeds plus the $5.71 allocated to the retained securities minus
the $100 carrying value, or $4.71. This gain is 94.29% = 100% — 5.71%
of the $5 difference of the fair value and carrying value of the loans.

As discussed in the next section, SFAS No. 140 (2000) requires that issuers
disclose the cash received from and the gain or loss on the securitizations of
the period. The remainder of the journal entry for securitizations generally
can be estimated with reasonable confidence using information provided in
the issuer’s financial report.

Disclosures

Concerns as to whether gains on the securitization of financial assets were
being properly recorded under SFAS No. 125 (1996) arose shortly after that
standard was adopted. These concerns were realized in striking fashion in
the huge losses recorded by subprime mortgage banks such as Aames on their
retained interests from securitizations as a result of the hedge-fund crisis in
the second half of 1998. Reflecting this experience, SFAS No. 140 (2000)
requires a long list of disclosures for securitizations accounted for as sales.
These disclosures help users of financial reports to assess whether issuers
have recorded gains on sale in the proper amount and to evaluate the value,
risks, and rewards of retained interests.

SFAS No. 140 (2000) requires minimal disclosures for securitizations
accounted for as secured borrowings, however. This is unfortunate because
a number of securitizers of risky assets, such as Conseco prior to disposing
of its finance businesses in 2003, intentionally (and easily) structure their
securitizations to “flunk” sale accounting. Despite the problematic nature of
sale accounting for their securitizations, users of financial reports may be
worse off when these firms intentionally flunk sale accounting, due to the loss
of informative disclosures.

A brief description of the most important of these disclosures, most of
which apply to securitizations accounted for as sales during both the current
period and any prior period presented in the financial statements, follows.
The issuer must disclose:

® A description of the economic characteristics of securitizations, including
the nature of each retained interest
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®  The policies used to account for and the methodology and significant
assumptions used to estimate the fair values of each retained interest,
or the reason why it is not practicable to estimate their fair values

®  Sensitivity tests indicating the hypothetical change in the fair value of
each retained interest to two or more unfavorable changes in each signifi-
cant assumption used to estimate its fair value

®  The gain or loss on sale during the period

®m  The various cash flows between the issuer and the securitization SPEs
during the period—most important, the amount received from the current
period’s securitizations

Various disclosures are also required about the issuer’s portfolio of man-
aged (i.e., owned plus sold but managed) financial assets.

Excerpts from Countrywide’s loan sale (primarily securitizations) foot-
note for 2005 are provided in Exhibit 8.5. With some effort and residual
uncertainty, a user can piece together information from this footnote and
elsewhere in Countrywide’s financial report to estimate its journal entry for
securitizations and other loan sales during the year.

Specifically, Countrywide discloses in its loan-sale footnote that the cash
proceeds from its securitizations during 2005 are $364.7 billion and the gain
on sale of loans is $4.0 billion, which is relatively small at 1.1% of the cash
proceeds.

In its MSR footnote reported in Exhibit 8.6, Countrywide discloses that
its net addition to MSRs is $5.8 billion during 2005. Not all of this is attributable
to securitizations, however, since Countrywide separately purchases MSRs.
Countrywide discloses in its supplemental-cash-flow-information footnote

EXHIBIT 8.5 Countrywide Financial Corporation, Excerpts from
Securitization Footnote: December 30, 2005 Form 10-K Filing

The Company routinely originates, securitizes, and sells mortgage loans into
the secondary mortgage market. Prime mortgage loan securitizations are generally
structured without recourse to the Company. However, the Company generally
has limited recourse on the Prime Home Equity and Nonprime Mortgage Loans
it securitizes, through retention of a subordinated interest or through its issuance
of a corporate guarantee of losses up to a negotiated maximum amount. While
the Company generally does not retain credit risk on the Prime Mortgage Loans
it securitizes, it has potential liability under representations and warranties it makes
to purchasers and insurers of the loans. The Company had a liability for losses
relating to representations and warranties included in other liabilities totaling
$169.8 million and $139.9 million at December 31, 2005 and 2004, respectively.
The Company recognized gains of $4.0 billion, $4.3 billion, and $5.5 billion from
sales of mortgage loans in securitizations in the years ended December 31, 2005,
2004, and 2003, respectively.

(continues)
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EXHIBIT 8.5 (Continued)

Key economic assumptions used in determining the fair value of MSRs at
the time of securitization are as follows:

Years Ended December 31,

2005 2004 2003
Weighted-average life (in years) 4.4 4.7 6.0
Weighted-average annual prepayment speed 23.0% 21.2% 16.9%
Weighted-average OAS (1) 6.5% 5.9% 4.6%

(1) Option-adjusted spread over LIBOR.

Key economic assumptions used in determining the fair value of other
retained interests at the time of securitization are as follows:

Years Ended December 31,

2005 2004 2003
Weighted-average life (in years) 3.5 3.5 2.4
Weighted-average annual prepayment speed 30.2% 32.9% 28.0%
Weighted-average annual discount rate 20.1% 25.0% 2.6%
Weighted-average lifetime credit losses 2.0% 2.7% 1.5%

The following table summarizes cash flows between the Company and
securitization special purpose entities:

Years Ended December 31,

2005 2004 2003

(dollar amounts in thousands)
Proceeds from new
securitizations $364,669,509 $259,102,621 $346,180,875

Proceeds from
collections reinvested

in securitizations 3,329,840 1,836,796 1,844,332
Service fees received 1,877,780 1,586,166 1,461,747
Purchases of delinquent

loans (3,786,551) (3,387,739) (3,715,193)
Servicing advances (2,524,067) (3,334,357) (2,519,583)
Repayment of servicing

advances 2,352,253 3,576,598 2,124,564
Other cash flows received

on retained interests (1) 1,309,437 704,813 1,237,183

(1) Represents cash flows received on retained interests other than servicing fees.
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EXHIBIT 8.5 (Continued)

Key assumptions used in measuring the fair value of the Company’s MSRs
at December 31, 2005 and 2004 and the effect on the fair value of those MSRs
from adverse changes in those assumptions, are as follows:

December 31,

2005 2004

(dollar amounts in thousands)

Fair value of mortgage servicing rights $12,720,755 $8,882,917

Weighted-average life (in years) 5.6 6.1
Weighted-average annual prepayment speed 22.8% 22.0%

Impact of 5% adverse change $ 238,131 $ 236,789

Impact of 10% adverse change $ 463,010 $ 452,705

Impact of 20% adverse change $ 877,291 $ 859,520
Weighted-average OAS 6.4% 6.0%

Impact of 5% adverse change $ 94,600 $ 106,519

Impact of 10% adverse change $ 187,660 $ 156,338

Impact of 20% adverse change $ 367,225 $ 306,544

Key assumptions used in subsequently measuring the fair value of the
Company’s other retained interests at December 31, 2005 and 2004, and the
effect on the fair value of those other retained interests from adverse changes
in those assumptions are as follows:

December 31,

2005 2004
(dollar amounts in thousands)
Fair value of other retained interests $ 2,675,461 $1,908,504
Weighted-average life (in years) 2.4 2.5
Weighted-average annual prepayment speed 38.3% 34.8%
Impact of 5% adverse change $ 57,329 $ 112,851
Impact of 10% adverse change $ 110,297 $ 211,947
Impact of 20% adverse change $ 214,392 $ 394,330
Weighted-average annual discount rate 17.9% 18.1%
Impact of 5% adverse change $ 25,646 $ 24,022
Impact of 10% adverse change $ 54,844 $ 46,376
Impact of 20% adverse change $ 117,472 $ 88,818
Weighted-average net lifetime credit losses 1.7% 2.0%
Impact of 5% adverse change $ 44,834 $ 41,437
Impact of 10% adverse change $ 90,552 $ 80,833
Impact of 20% adverse change $ 177,589 $ 158,730

(continues)
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EXHIBIT 8.5 (Continued)

These sensitivities are hypothetical and should be used with caution. As the
figures indicate, changes in fair value based on a given percentage variation in
individual assumptions generally cannot be extrapolated. Also, in the preceding
tables, the effect of a variation in a particular assumption on the fair value of
the retained interest is calculated independently without changing any other
assumption. In reality, changes in one factor may result in changes in another
which might compound or counteract the sensitivities.

EXHIBIT 8.6 Countrywide Financial Corporation, Excerpts from Mortgage
Servicing Rights Footnote, December 31, 2005, Form 10-K
Filing

The activity in Mortgage Servicing Rights (“MSRs”) is as follows:

Years Ended December 31,

2005 2004 2003

(dollar amounts in thousands)
Mortgage Servicing Rights

Balance at beginning of period $ 9,820,511  $8,065,174 $7,420,946

Additions 5,835,946 4,142,641 6,138,569
Securitization of MSRs (54,533) (56,038) (1,263,890)
Amortization (2,288,354) (1,940,457)  (2,069,246)
Change in fair value attributable

to hedged risk (213,166) — —

Application of valuation
allowance to write down

impaired MSRs (69,045) (390,809) (2,161,205)
Balance before valuation
allowance at end of period 13,031,359 9,820,511 8,065,174

Valuation Allowance for
Impairment of Mortgage

Servicing Rights
Balance at beginning of period (1,090,582) (1,201,549) (2,036,013)
Recoveries (additions) 601,017 (279,842)  (1,326,741)

Application of valuation
allowance to write down

impaired MSRs 69,045 390,809 2,161,205
Balance at end of period (420,520) (1,090,582) (1,201,549)
Mortgage Servicing Rights, net $12,610,839  $8,729,929  $6,863,625

The estimated fair values of mortgage servicing rights were $12.7 billion, $8.9 billion, and
$6.9 billion as of December 31, 2005, 2004, and 2003, respectively.
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that its MSRs increased by $5.5 billion due to loan sales, which is about 1.5%
of the cash proceeds. Even if this disclosure were not provided, as is typi-
cally the case, it usually can be inferred from other disclosures. For example,
Countrywide discloses in its loan-servicing footnote that its servicing port-
folio increased by $491 billion due to new loan production and by $51 billion
due to purchases of MSRs during 2005. This suggests that approximately
91% or $5.3 billion of the increase in its MSRs is attributable to securiti-
zations.

Countrywide discloses in its supplemental-cash-flow-information foot-
note that its other retained interests increased by $1.9 billion due to loan
securitizations, which is about .5% of the cash proceeds. Again, even if this
disclosure were not provided, as is typically the case, it usually can be inferred
from other disclosures. For example, Countrywide’s securitization footnote
indicates that the balances of its other retained interests are $2.7 billion at
the end of 2005 and $1.9 billion at the end of 2004, for an average balance
and net increase in 2005 of $2.3 billion and $.8 billion, respectively. This
footnote also discloses that the estimated life of its other retained interests
is 2.4 years, so that these interests amortized by about $960 million during
2005 (i.e., the average balance of $2.3 billion divided by the average life of
2.4 years). In addition, in its management’s discussion and analysis Coun-
trywide discloses that its other retained interests experienced a $365 million
impairment loss during 2005. These disclosures yield an estimate of $2.1
billion for the increase in Countrywide’s other retained interests from its
securitizations in 2005 (i.e., $.8 billion + $960 million + $365 million).

Finally, Countrywide discloses a recourse liability of $176 million at the
end of 2005 and $152 million at the end of 2004 in its schedule for valu-
ation and qualifying accounts. The average balance and net change in these
disclosed liabilities in 2005 are $164 million and $24 million, respectively.
Assuming they amortize at the same rate as Countrywide’s MSRs (for which
an average life of 5.6 years is disclosed in the loan-sale footnote), amorti-
zation of these liabilities during 2005 is estimated to be $29 million (i.e.,
the average balance of $164 million divided by 5.6 years). This yields an esti-
mated increase in these liabilities of $.1 billion due to loan sales during 2005
(i.e., $24 million + $29 million).

These disclosures and estimates collectively yield this estimate of Coun-
trywide’s journal entry for its securitizations and other loan sales (in $ billions):

cash (+ assets) 364.7 (disclosed)

MSRs (+ assets) 5.5 (estimated)

other retained interests (+ assets) 1.9 (estimated)
financial assets (— assets) 368.0 (plug)
recourse liability (+ liabilities) .1 (estimated)
gain (+ income) 4.0 (disclosed)

In general, any estimation issues for Countrywide’s securitizations seem
minor, given the relatively small amount of its retained interests, over 70%
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of which are fairly liquid MSRs, and its small percentage gain on sale. Still,
its retained interests are almost twice as large as its gain on sale, so any over-
valuation of these interests would have a larger percentage effect on the gain
on sale and could eliminate the gain on sale if sufficiently large.

Countrywide’s loan-sale footnote contains a variety of other information
of some usefulness. Countrywide discloses the assumed prepayment speeds
and discount rates used to value its MSRs and other retained interests, which
provides indications of their nature and risk. For example, it discloses a
weighted-average life of 5.6 years for its MSRs, which primarily result from
securitization of prime conforming mortgages, that is over twice as long
as the weighted-average life of 2.4 years it discloses for its other retained
interests, which primarily result from securitizations of subprime and home
equity mortgages. This difference reflects a lower expected level of prepay-
ments on prime mortgages than on subprime and home equity mortgages.
These assumptions can be compared to those of comparable firms to assess
the degree of conservatism Countrywide uses in valuing its retained inter-
ests. In fact, based on such an analysis, in February 2003 Fitch Ratings put
Countrywide on a negative credit rating watch for potentially overvalued MSRs
(a concern that Countrywide emphatically refuted).®

Countrywide also discloses sensitivity to 10 and 20% adverse changes
in prepayment and interest rate assumptions for MSRs and other retained
interests. Although these disclosures faithfully follow requirements of SFAS
No. 140 (2000) —in fact, virtually all issuers report sensitivity disclosures
in the same boilerplate format, which is modeled after an example in an appen-
dix to the standard—they are limited in three respects:

1. Changes of 10 and 20% in an estimated prepayment rate of 22.8% for
MSRs and 38.39% for other retained interests are small relative to actual
changes in prepayment that occur when interest rates drop substantially.

2. Separate sensitivity disclosures for prepayment rates and interest rates
do not reflect the fact that sufficiently large interest rate decreases drive
prepayment increases. Relatedly, it is not clear how the two chosen changes
in interest rates correspond to the two chosen changes in prepayment
rates.

3. The probability of prepayment is a highly nonlinear function of interest
rates, rising steeply when interest rates drop sufficiently.

These limitations imply that users of financial reports have to think care-
fully about the available information to assess the risk of retained interests.

FINANCIAL ANALYSIS ISSUES

There are three main financial analysis issues for securitizations:

1. TIssale accounting applied when the issuer still bears most of the risks and
rewards on the financial assets?
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2. Are the amounts recorded for retained interests and thus gains on sale
appropriate?
3. Are these gains persistent, or are they timed to manage income?

These issues are discussed next, contrasting Countrywide today with
Aames during the hedge-fund crisis, and they also are illustrated in the case
in Appendix 8A.

Is Sale Accounting Appropriate?

SFAS No. 140 (2000) requires securitizations to be accounted for as sales
if the issuer surrenders control over the securitized financial assets. This
requirement raises two related issues. First, securitizations involve SPEs with
limited powers that typically are specified by the issuers. Thus, it is not clear
that issuers are affected substantially by surrendering control over the finan-
cial assets. Moreover, SFAS No. 140 (2000) requires sale accounting to be
applied even if issuers hold repurchase options on the securitized financial
assets, as long as the issuer surrenders control over the assets for the period
prior to their repurchase and these options do not provide a more than trivial
benefit to the issuer.

Second, for most financial analysis purposes, the main concern is whether
the issuer retains the risks and rewards of the underlying financial assets,
not whether it retains control over those assets. The issuer can retain dispro-
portionate credit and other risks through residual or subordinated securities
and recourse obligations, which effectively yield unreported economic lever-
age by concentrating the risks and rewards of the securitized assets. As depicted
in Exhibit 8.7, from a risks-and-rewards perspective, securitizations that
transfer the value and the risk and rewards of the underlying assets propor-
tionally from the issuer to the purchasers of the securities are pure partial
sales, while securitizations that transfer none of the risks and rewards are
pure secured borrowings. As discussed, however, most securitizations trans-
fer more of the value than of the risks and rewards of the underlying assets,
and so from this perspective these securitizations are neither pure partial
sales nor pure secured borrowings, although they usually are closer to one
or the other or these pure cases.

The salience of this second issue and thus the most descriptive account-
ing method from a risks-and-rewards perspective varies substantially across
types of securitizations. At one end of the continuum, Countrywide prima-
rily securitizes prime conforming mortgages, retaining MSRs only, to which
the company currently allocates about 1.5% of the value of the underlying
mortgages. These securitizations are clearly better accounted for as sales from
a risk-and-rewards perspective. At the other end of the continuum, subprime
mortgage banks such as Aames and other securitizers of risky assets retain
large amounts of residual or subordinated securities, to which they allocate
a much larger fraction of the carrying values of the underlying assets. These
securitizers may also provide explicit or implicit recourse. These securitizations
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EXHIBIT 8.7 Accounting for Securitization from a Risks-and-Rewards

Perspective*
risks and
rewards
retention ) .
by issuer No risk transfer (secured borrowing
accounting works perfectly)
100% ¢

*Aame’s subprime securitizations (better
accounted for as secured borrowings)

Pure proportional risk sharing
(sale accounting works perfectly)

*Countrywide’s prime conforming mortgage securitizations
(better accounted for as sales)

10009 . .
00% value retention by issuer

*Indicates roughly where the designated firms’ securitizations fall.

are clearly better accounted for as secured borrowings from a risk-and-rewards
perspective. Exhibit 8.7 depicts roughly how Countrywide and Aames’s secu-
ritizations are best accounted for under a risks-and-rewards perspective.

Is the Amount of the Gain on Sale Correct?

The accuracy of an issuer’s reported gain on sale depends on its ability to
estimate the fair value of its retained interests. This ability is highest when
these interests trade in liquid markets. When they do not, the issuer’s exper-
tise and judgment in using models to estimate the value of these interests
determines whether the gain on sale is measured accurately.

The salience of this point again varies across types of securitizations.
At one end of the continuum, Countrywide mainly retains MSRs on prime
conforming residential mortgages. There is a moderately active resale market
in these fairly homogeneous assets. There is also publicly available informa-
tion on the main inputs (e.g., prepayment rates) that major market participants
use to value MSRs. These conditions allow the fair value of MSRs to be
observed or estimated with some reliability and for these estimates to be
refined over time and compared across firms. By comparison, the residual
or subordinated securities retained by subprime mortgage banks and other
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securitizers of credit risky assets are less liquid and more heterogeneous. Illig-
uidity is a particular problem during periods when the market shies away
from credit risk, such as the hedge-fund crisis.

Are Gains on Sale Persistent or Managed?

Sale accounting for securitizations accelerates the recognition of income
compared to secured borrowing accounting or simply holding the financial
assets, so issuers can increase or decrease current period income by timing
securitizations accounted for as sales. Users of financial reports should exam-
ine the intertemporal correlation of gains on sale with the issuer’s level of
income before these gains. Income smoothing is suggested if gains on sale
are high when income prior to gains on sale is low, and vice versa. Users also
should examine the intertemporal correlation of the amount of potentially
securitizable financial assets with the amount actually securitized. For exam-
ple, an issuer that wants to increase (decrease) gains on sale will deplete (build
up) its stock of potentially securitizable financial assets, assuming the fair value
of these assets exceeds their carrying value.

This point is not usually a major concern for mortgage banks, since they
tend to securitize everything they originate as quickly as is feasible and effi-
cient. However, it can be a significant issue for banks and other financial insti-
tutions that hold portfolios of financial assets, from which they sometimes
choose to securitize selected assets.

A Cautionary Tale: Aames Financial in the Hedge-Fund Crisis*

From its founding in 1991 up to the hedge-fund crisis in the second half of
1998, Aames was a fast-growing, apparently profitable subprime home equity
lender. Unlike Countrywide and other large residential mortgage origi-
nators today, which generally lend only to prime (A rated) and the highest
quality (A- rated) subprime borrowers, Aames originated loans to essentially
the whole spectrum of (A to D rated) borrowers, with 35% and 38% of the
loan originations in its fiscal year ending June 1998 being to A- rated borrow-
ers and B or lower-rated borrowers, respectively. Moreover, as a home equity
lender, Aames generally did not have the first claim to the real property collat-
eralizing the loan. For both these reasons, most of its loans were much credit
riskier than prime first residential mortgages.

In its securitizations, Aames retained 1Os (essentially residual interests)
and MSRs. These IOs credit-enhanced and reduced the prepayment risks of
the senior securities sold in its securitizations. In June 1998, the $491 million
carrying value of Aames’s IOs was over 15 times the $32 million carrying
value of its MSRs, and for this reason Aames’s retained interests as a percent-

*This section is derived from the case in the appendix of Chapter 8 in the first edition of
this book. The original version of this case was coauthored with Mohan Venkatachalam.
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age of the cash proceeds from its securitizations were considerably greater
than those of Countrywide. For its securitizations in fiscal year 1998, Aames
discloses that it received cash proceeds of $2.4 billion and that it retained
MSRs of $19.5 million (.8% of the cash proceeds) and IOs of $182 million
(7.6% of the cash proceeds), for total retained interests of 8.4% of the cash
proceeds, four times greater than Countrywide’s 2.0% calculated earlier.
Moreover, the June 1998 balances of its MSRs and 1Os noted earlier imply
that Aames retained interests in prior years’ securitizations that were even
larger percentages of the cash proceeds from those securitizations. Although
its securitizations qualified for sale accounting under SFAS No. 125’s (1996)
control-based approach, due to the size and riskiness of its IOs, Aames’s secu-
ritizations would have been better accounted for as secured borrowings under
a risks-and-rewards perspective.

During the first two weeks of the hedge-fund crisis in August 1998, the
financial markets spurned credit-risky positions, causing immediate sharp
decreases in credit-riskless rates and increases in credit-risky rates, and as a
consequence causing credit risk premia to spike dramatically (e.g., the spread
of high-yield debt securities over U.S. Treasuries of comparable maturity approx-
imately doubled).” In fact, certain risky debt markets virtually shut down, with
the result being that Aames was unable to securitize its loans for a nine-month
period. In addition, many of Aames’s better/improving-quality borrowers
prepaid their loans and refinanced elsewhere at the low interest rates then
available to prime and near-prime borrowers, while many of its worse/dete-
riorating-quality borrowers defaulted because they could not refinance their
loans, a strategy subprime borrowers often use to avoid defaulting.

In its fiscal year ending June 1999, Aames recorded write-downs of $6
million on its MSRs and $186 million on its IOs. It attributed these write-
downs as approximately equally attributable to these three factors: unexpect-
edly high prepayment, unexpectedly high realized credit losses, and an increase
in the rate used to discount future cash flows. Also in that fiscal year, Aames
recorded losses of $37 million on funds advanced as servicer (which credit-
enhanced its securitizations), $15 million on credit-riskless hedges of its
subprime loan commitments (short positions in U.S. Treasuries that lost value
when credit-riskless rates fell), and $64 million from a retrospective write-
down of its IOs from changing its accounting method for credit enhancements
from the conceptually unsupportable cash-in method to the cash-out method.
The cash-in method effectively treated cash held in the trust that credit
enhanced the senior securities sold by the trust as Aames’s cash, while the
cash-out method properly treated this cash as possibly being distributed to
Aames in the future. In June 1998, the cash-in method was not explicitly
disallowed under GAAP and was also used by a number of other issuers.
The cash-in method was disallowed in an implementation guide for SFAS
No. 125 (1996) issued by the FASB staff in December 1998. The collective
effect of these write-downs was for Aames’s retained earnings to decrease
from $54 million at the end of June 1998 to $(197) million at the end of
June 1999. That is, Aames recorded losses during its fiscal year 1999 that were
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approximately five times the retained earnings it accumulated over its eight-
year history up to then.

Moreover, at least one of these write-downs appears to have been insuf-
ficient at the time it was made. The write-down of its 1O strip associated with
the increase in the discount rate resulted from an increase in the discount rate
from the weighted-average rate on the underlying loans (which Aames disclosed
in its 1998 filing to be about 10%, roughly a 5% premium over riskless rates
for comparable maturities at the time) to 15%. Even the revised 15% rate
was too low given that Aames’s IOs concentrated most of the risk of the
underlying loans into a position an order of magnitude smaller. Consistent
with this view, Aames continued to write down its IOs in the fiscal years 2000
to 2003, with these additional write-downs summing to $179 million. By the
end of 2003, Aames’s retained earnings had decreased further to $(365) million.

During the hedge-fund crisis, Aames and other subprime mortgage banks
securitizers of credit-risky assets were accused by financial analysts and in
the business press of misestimating retained interests and thereby overstat-
ing gains on sale.® Although this accusation certainly is consistent with much
of the analysis herein, it should also be noted that even after the fact, it is
difficult to assess how much of Aames’s losses was attributable to lack of
expertise versus willful misjudgment in their ex ante estimation of the value
of their retained interests and how much was attributable to their ex post bad
luck in running up against the hedge-fund crisis, a credit crunch of surpris-
ing force given the overall good performance of the economy at the time.

Perhaps the most striking aspect of Aames’s losses was the complete
absence of any offsetting gains, indicating a total failure to manage their expo-
sure to a credit crunch like the hedge-fund crisis. When such a credit crunch
occurred, as they do periodically, Aames was bound to be badly hurt.

Unlike many other subprime mortgage banks that failed as a result of
the hedge-fund crisis, Aames managed to survive despite its huge losses. In
2004 it converted into a real estate investment trust and in May 2006 it reached
agreement to be acquired by Accredited Home Lenders.

EMPIRIGAL RESEARCH ON SECURITIZATIONS

Enabled by the enhanced disclosures for securitizations now available under
SFAS No. 140 (2000) and similarly expanded disclosures in bank regulatory
filings, empirical researchers have begun to ask whether securitizations eco-
nomically are sales or secured borrowings and whether securitizations are
used to manage earnings and regulatory capital. This research is crude in
that it generally does not distinguish securitizations by either the type of
assets securitized or the nature and magnitude of the retained interests. (It
is difficult to distinguish securitizations along these dimensions while retain-
ing samples of size sufficient to conduct statistical tests with adequate power,
due to the limited number of issuers and years since SFAS No. 140 [2000]
became effective.) In particular, this research does not distinguish securiti-
zations of prime conforming residential mortgages, which are relatively close
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to sales economically, from other securitizations, which are economically
closer to and sometimes indistinguishable from secured borrowings.

This research finds that, on average, securitizations appear to be more
like secured borrowings, with the assets and liabilities of the securitization
trust having the same valuation and risk implications for the issuer as its own
assets and liabilities.” The research also finds that issuers time securitizations,
cherry-pick the assets to be securitized, and manipulate the assumptions use
to value retained interests to manage income and regulatory capital.!?

SERVICING RIGHTS AND
PREPAYMENT-SENSITIVE SECURITIES

Servicing Rights

SFAS No. 156 (2006) recently amended SFAS No. 140’s (2000) accounting
and disclosure requirements for the rights to service financial assets, of which
MSRs are one example. Servicing rights are recognized separately from the
remainder of the financial assets only when those rights are retained in a
securitization or other transfer or are purchased in the open market. At initi-
ation, all servicing rights are measured at fair value if practicable. Although
servicing rights are usually assets, servicing liabilities result if the cost of ser-
vicing exceeds the fees, as might be the case if the credit risk of a portfolio
rises or if the principal in the portfolio is low.

Subsequent to initiation, firms can choose one of two approaches to
accounting for each class of servicing assets and liabilities. Classes should be
identified based on the inputs available to measure servicing assets and liabil-
ities or the firm’s method of managing the risks of those assets and liabilities
or both.

The first approach is to amortize each class of servicing rights over the
period of and in proportion to the estimated net servicing income or loss
for that class. If this approach is used, servicing assets (liabilities) are subject
to a fair value impairment (increased obligation) test. Servicing assets within
a class must be stratified based on their predominant risk characteristics (e.g.,
prepayment risk for MSRs), with the asset for each stratum being written
down to fair value if it is below the carrying value. Servicing liabilities must
be similarly stratified and written up to fair value if it is above the carrying
value. Impairments deemed not other than temporary are recorded in a valu-
ation allowance contra to the servicing asset, while those deemed other than
temporary directly reduce the servicing asset. Previously recorded impair-
ments and increased obligations can be reversed if not deemed other than
temporary. Impairment standards applied to strata within a portfolio are more
conservative than those applied to the portfolio, since gains on one stratum
cannot be used to offset losses on another stratum. This approach is essen-
tially the same as was previously required under SFAS No. 140 (2000).
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The second approach is to irrevocably fair value each class of servicing
rights. This “fair value option” approach was motivated (i.e., made politically
feasible) in large part by mortgage banks’ difficulty in obtaining hedge account-
ing for imperfectly effective hedges of their MSRs. Fair valuing MSRs avoids
the need for special hedge accounting by accounting for MSRs in the same
fashion as the derivatives used to hedge them. Countrywide and most of the
other large mortgage servicers chose this approach for their MSRs in the first
quarter of 2006.

SFAS No. 156 (2006) expanded the disclosure requirements for serv-
icing rights, which are in addition to those required for all retained interests
from securitizations already discussed. It is particularly important for users
to analyze these disclosures for servicing-oriented mortgage banks, for which
MSRs are a primary asset. Firms must disclose how they determine classes
of servicing rights, the risks of servicing rights, the amount of contractually
specified servicing and other fees, where each type of fee is reported in the
income statement, and how they estimate the fair value of servicing rights.
Firms also must disclose essentially the entire activity in the T accounts for
each separate class of servicing assets and liabilities, with different disclosures
naturally required depending on the approach chosen to account for the class
after initiation.

If the amortization/impairment approach is chosen, firms must disclose
the balances and the fair values at the beginning and end of the period as well
as the additions, disposals, amortization, and impairments during the period.
These disclosures are similar to those previously required under SFAS No.
140 (2000), and those from Countrywide’s 2005 Form 10-K filing are pre-
sented in Exhibit 8.6. If the fair value approach is chosen, firms must disclose
the beginning and ending fair values, additions, disposals, and the changes in
fair value resulting from changes in valuation inputs and for other reasons. Like
most large mortgage banks, Countrywide has chosen the fair value approach
for all its MSRs, and its disclosures in its Form 10-Q filing for the first quar-
ter of 2006 are presented in Exhibit 8.8. This disclosure improves upon
Countrywide’s prior disclosures by distinguishing the additions to MSRs due
to purchases and due to securitizations and other transfers of financial assets,
thereby allowing users to reconstruct the journal entry for the securitiza-
tions of the period with greater accuracy.

Prepayment-Sensitive Securities

SFAS No. 140 (2000) requires that retained prepayment-sensitive securities
for which the issuer might not recover substantially all its investment be held
as either trading or available-for-sale securities under SFAS No. 115, Account-
ing for Certain Investments in Debt and Equity Securities (2003), which is
discussed in Chapter 6. The motivation for this is to ensure that these
securities are carried at fair value on the balance sheet. In contrast, under
SFAS No. 134, Accounting for Mortgage-Backed Securities Retained After the
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EXHIBIT 8.8 Countrywide Financial Corporation, Excerpts from Mortgage
Servicing Rights Footnote, March 31, 2006, Form 10-K Filing

The Company adopted SFAS 156 effective January 1, 2006. As a result of
adopting SFAS 156, all separately recognized MSRs created in the securitization
of, or in the sale of loans after December 31, 2005, are recognized initially
at fair value. All MSRs are subsequently carried at fair value with changes in
fair value recognized in current period earnings.

The activity in MSRs carried at fair value is as follows:

Quarter Ended
March 31, 2006

(in thousands)

Mortgage Servicing Rights
Balance at beginning of period $12,610,839
Remeasurement to fair value upon adoption of SFAS 156 109,916
Fair value at beginning of period 12,720,755
Purchases of servicing assets 1,911
Servicing resulting from transfers of financial assets 1,209,424

Change in fair value:
Due to changes in valuation inputs or assumptions in

valuation model (1) 978,281
Other changes in fair value (2) (738,567)
Balance at end of period $14,171,804

(1) Principally reflects changes in discount rates and prepayment speed assumptions, primarily
due to changes in interest rates.

(2) Represents changes due to realization of expected cash flows.

Securitization of Mortgage Loans Held for Sale by a Mortgage Banking Enter-
prise (1998), these securities could have been classified as any of the three
classes of securities under SFAS No. 115 (1993), depending on management’s
intent to hold these securities. SFAS No. 134’s (1998) guidance still holds
for non—prepayment-sensitive securities.

APPENDIX 8A: DORAL FINANCIAL'S
INTERESTING INTEREST-ONLY STRIPS

Case Overview

This case examines Doral Financial Corporation (Doral), the largest residen-
tial mortgage lender in Puerto Rico. When Doral originates governmental or
conventional conforming mortgages, it usually securitizes them through Ginnie
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Mae or the GSEs in securitizations that raise few issues. When it originates
nonconforming mortgages, however, Doral usually sells them to other finan-
cial institutions. Although these sales are not securitizations per se, they have
many of the same features as securitizations. In particular, Doral retains mort-
gages servicing rights and 1O strips and provides partial recourse, while the
purchasers of the remaining interests in the loans receive a variable rate
(three-month London Interbank Offered Rate [LIBOR] plus a spread) on
their investment similar to purchasers of variable-rate pass-through mort-
gage-backed securities. Doral’s retained IOs receive the fixed rate earned
on its nonconforming mortgages less the variable rate paid to the purchasers
less the mortgage servicing fee. Doral’s nonconforming mortgages appear
to be good credit quality, so its credit enhancement of the sales of these mort-
gages is a relatively minor issue.

Doral filed its Form 10-K for 2004 on March 15, 2005. In that filing,
Doral recorded an impairment loss of $102 million on its IOs as a result of
short-term rates rising. In the three days following that write-down, Doral’s
share price fell by about 45%, and market participants began to pressure it
for more information about its IOs. On April 19, 2005, Doral issued a press
release indicating that it planned to correct its methodology for valuing its
IOs. A subsequent independent investigation into its accounting unearthed
other problems in its accounting for nonconforming mortgage sales—most
important, a significant portion were determined not to have legally isolated
the assets and thus not to qualify for sale accounting under SFAS No. 140
(2000)—as well as various other accounting problems that are not the subject
of this case. Four of Doral’s top managers or directors resigned under pres-
sure or were dismissed in August 2005. Doral’s share price declined almost
809% from its peak in January 2005 to the filing of its amended Form 10-
K/A for 2004 on February 27, 2006. Two Puerto Rican mortgage lenders that
engaged in transactions with Doral and/or each other, R&G Financial and
FirstBank, have experienced similar accounting problems and share price effects
as Doral.

These materials are attached:

= Excerpts from Doral’s Amended Form 10-K/A for 2004 filed on Febru-
ary 27, 2006

®  Excerpts from Doral’s Form 10-K for 2004 filed on March 15, 2005

Although most of these excerpts focus on Doral’s nonconforming mortgage
sales, some relate to all its mortgage securitizations and sales.

Case Questions

= Determine as fully as possible how Doral originally accounted for and
restated its accounting for its mortgage securitizations and sales during
2004 (e.g., reconstructing the journal entries would be a good way to do

this).
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®  What are the nature and magnitude of the risks of Doral’s IOs?

= How reasonable and significant are these aspects of Doral’s valuation of
its IOs in its original filing for 2004:

o TIts use of the current LIBOR rate rather than the forward LIBOR
yield curve to project the future cash flows on its IOs and to discount
those cash flows

o Its estimates of prepayment

= Does Doral providing recourse by itself necessarily cause the noncon-
forming mortgages sold not to be legally isolated? When recourse is pro-
vided or risk otherwise retained over transferred assets in securitizations,
how is legal isolation usually ensured?

= Compare the economic descriptiveness of the sale accounting used by
Doral to secured borrowing accounting for its nonconforming mortgage
sales? Is the problem in these sales risk retention by Doral or error in
measuring the value of retained interests or both?

= How much of Doral’s pretax restatement of retained earnings at the end
of 2004 is attributable to

o The incremental effect of reversing sale accounting for some of its
nonconforming mortgage sales

0 The incremental effect of writing down its IOs
o The common effect of these items

= Which and how much of Doral’s accounting problems could have been
determined or suspected from careful analysis of its original Form 10-K
filing for 2004?

DORAL FINANCIAL CORPORATION AMENDED FORM 10-K/A
FILING EXCERPTS FISCAL YEAR ENDING DECEMBER 31, 2004,
FILED ON FEBRUARY 27, 2006

SALE OF LOANS AND SECURITIZATION ACTIVITIES
Residential Mortgage Loan

Doral Financial customarily sells or securitizes a significant portion of the
residential mortgage loans that it originates and purchases. The Company
generally strives to sell mortgage loans that do not conform to GNMA,
FNMA or FHLMC requirements (nonconforming loans) in bulk to local
financial institutions or to FNMA or FHLMC and other financial insti-
tutions in negotiated transactions. Doral Financial’s bulk sales historically
have operated very similar to securitization transactions because when
Doral Financial sells a pool of loans to an investor it retains the servic-
ing rights and agrees to pay the purchaser a specified pass-through rate
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for the entire pool. Any amounts received on the mortgages above the
pass-through rate are retained by Doral Financial. The pass-through rate
paid to the investors may be a fixed rate, but more often is a variable rate
generally based on a spread over the three-month London Interbank
Offered Rate (LIBOR). The present value of the future cash flows retained
by Doral Financial above any contractual servicing fees are recognized
on Doral Financial’s financial statements as interest-only strips.

Doral Financial’s nonconforming loan sales are generally made on a
limited recourse basis. As of December 31, 2004 and 2003, Doral Finan-
cial was servicing mortgage loans with an aggregate principal amount of
$1.8 billion and $1.5 billion, respectively, on a recourse basis. As of Decem-
ber 31,2004 and 2003, Doral Financial’s maximum contractual exposure
relating to its portfolio of loans sold with recourse, including recourse obli-
gations to FNMA and FHLMC, was approximately $884.8 million and
$692.8 million, respectively. As of December 31, 2004 and 2003, Doral
Financial recognized an estimated recourse liability of $11.4 million and
$5.9 million, respectively, to absorb potential losses from such recourse
arrangements.

NON-INTEREST INCOME

Set forth next is certain information regarding the Company’s loan sale
and securitization activities and resulting IO and MSR capitalization.

For the Years Ended December 31,

2004 2003 2002

($ in thousands) (As Restated) (As Restated (As Restated)
Total loan sales and

securitizations $2,531,345 $2,308,070 $1,987,317
Total loans sales resulting

in the recording of 10s 1,063,052 342,560 291,992
IOs capitalized 53,624 30,258 33,864
MSRs capitalized 27,520 31,690 28,290

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
YEARS ENDED DECEMBER 31, 2004, 2003, AND 2002

1. Restatement of Previously Issued Financial Statements
Summary of Accounting Adjustments by Category

The Company has classified the accounting practices and related adjust-
ments that were affected by the restatement into six categories. The classi-
fication involves subjective judgments by management, and particular
accounting errors may fall within more than one category. The cumulative

(continues)
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impact of the changes to retained earnings through December 31, 2004
is summarized as:
Cumulative Increase
(Decrease) of Retained

Earnings Through
($ in thousands) December 31, 2004
Pretax Restatement Adjustments:
Recharacterization of mortgage loan sales
transactions as secured borrowings $ (595,525)
Valuation of 10s (283,082)
Accounting for servicing assets (23,144)
Accounting for derivative instruments and
investment securities (24,381)
Provision for loan and lease losses 7,195
Other accounting adjustments (1,863)
Total pretax restatement adjustments (920,800)
Income tax impact of restatement adjustments 226,396
Total retained earnings and legal surplus impact $ (694,404)

Following is a summary, by category, of each of the principal account-
ing adjustments made in connection with the restatement.

Recharacterization of Mortgage Loan Sales
Transactions as Secured Borrowings

The existence of certain recourse provisions in the Company’s mortgage
loan sales to local financial institutions was not captured by the Company’s
financial reporting process. In particular, the independent investigation
found that it is likely that the former treasurer and the former director
emeritus of the Company inappropriately entered into oral agreements
or understandings with FirstBank, providing recourse beyond the limited
recourse established in the written contracts. Based on an analysis of these
findings and other evidence reviewed by the Company, the Company con-
cluded that the mortgage loan sales to FirstBank did not qualify as sales under
SFAS No. 140, because these sales did not satisfy the “reasonable assurance”
standard of SFAS No. 140 regarding the isolation of assets in bankruptcy.

The impact of the revised accounting treatment of these mortgage
loan sales as loans payable as of December 31, 2004, 2003, and 2002 was
an increase in Doral Financial’s mortgage loans held for sale portfolio,
excluding any necessary adjustment related to deferred loan origination
fees and direct costs, of $3.3 billion, $1.7 billion, and $1.1 billion, respec-
tively, and an increase in loans payable to creditors by similar amounts. The
cumulative effect of the conclusion that the transactions discussed above
should not have been accounted as sales but rather as secured borrow-
ings on Doral Financial’s pretax income through December 31, 2004, was
a decrease of $595.5 million. This includes cumulative decreases of $582.5
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million for 2002, 2003, and 2004 and decreases of $13.0 million for peri-
ods prior to 2002. The impact in earnings was principally attributable to
the reversal of gains on sale recognized and the reversal of subsequent

valuation and amortization adjustments related with the associated 10s
and MSRs.

Valuation of IOs

IOs represent the estimated present value of the cash flows, retained by
Doral, generated by the underlying fixed-rate mortgages (as adjusted for
expected losses and prepayments, as well as by the estimated market value
of caps, if applicable, as explained below) after subtracting: (1) the inter-
est rate payable to the investor and (2) a contractual servicing fee. The
contractual rate payable to investors can be either fixed or variable, while
the underlying mortgages generate interest at a fixed rate. When the con-
tractual rate payable to investors is variable, Doral is required to pay to
the investor a floating rate based on a spread over the three-month LIBOR,
which resets quarterly. Generally, the mortgage loan sale contracts with
a variable contractual rate are subject to either interest rate caps or calls
that are set at or below the weighted-average coupon (less the servicing
fee) of the underlying mortgages loans and, to a lesser extent, based on
a spread above the initial contractual pass-through rate at the time of sale
(which generally does not exceed the weighted-average coupon of the
underlying mortgage loans). For a very small portion of the portfolio, the
contracts are also subject to a floor or minimum rate. In substance, Doral
Financial sells its legal rights over the mortgage loans to counterparties
and is entitled to retained interests on the underlying mortgage loans at
a fixed rate and is required to pay to the counterparty a floating rate based
on three-month LIBOR, subject to a call or a cap and, in certain instances,
a floor provision. 10s are classified as securities held for trading.

The Company has determined that the previous IO valuation was not
in accordance with GAAP. The Company corrected its methodology for
the valuation of its IOs based on these factors:

Use of forward LIBOR rates. Under the previous methodology, Doral
incorrectly determined the estimated fair value of its portfolio of 10s based
on an internal static cash flow model that incorporated internally gener-
ated prepayment and discount rate assumptions and an expected interest
rate spread based on existing three-month LIBOR rates at the close of
the reporting period without taking into account projected changes in
LIBOR rates. In addition, to value its IOs for financial reporting purposes,
Doral Financial historically obtained two valuations from third parties,
compared them to the valuation produced by its internal model, and
recorded the IOs in its consolidated financial statements at the lowest of
the three valuations. Doral has concluded, based on its internal review,

(continues)
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that to properly value the Company’s portfolio of floating rate IOs, the
valuation model (the “New Model”) should use an expected interest rate
spread based on implied LIBOR rates derived from the yield curve at the
date of the valuation.

Market-based prepayment and discount rate determination. Under
Doral’s previous internal valuation model, prepayment assumptions were
generally determined quarterly by management on the basis of prior pre-
payment experiences on Doral’s mortgage portfolio and future prepayment
expectations. Discount rates were historically determined by applying a
premium to an interest rate at the end of the period based on a mortgage
index average. Under the new model, Doral Financial bases its prepay-
ment and discount rates on information derived from publicly available
market sources. For example, Doral Financial’s new 1O valuation model
establishes prepayment assumptions by reference to prepayment forecasts
published on Bloomberg by a predetermined number of mortgage-backed
securities dealers. These forecasts are then adjusted using a regression
analysis designed to correlate the prepayment experiences of the mortgage
loans underlying Doral Financial’s IOs to a generic pool of U.S. main-
land FNMA mortgages. In addition, to calculate discount rates, Doral
Financial uses a zero volatility spread (“Z-spread”) approach, which is the
market recognized spread over the swap curve that takes into consider-
ation additional yield requirements based on the risk characteristics of a
particular instrument. Doral Financial obtains the Z-spread from major
investment banking firms. Accordingly, the prepayment assumptions and
discount rates incorporated into Doral Financial’s valuation model will
no longer incorporate management’s internal assumptions regarding the
future, but will be based on publicly available and independently verifi-
able market benchmarks and statistically derived relationships.

The cumulative effect of changes in the value of the Company’s IOs
that resulted from the above-mentioned changes in the valuation model
and certain reclassifications of retained assets, including the reclassifica-
tion of certain 1O sales as secured borrowings, on Doral’s pretax income
through December 31, 2004, was a decrease of $283.1 million. This includes
cumulative decreases of $72.0 million for 2002, 2003, and 2004 and
$211.1 million for periods prior to 2002.

Sales and Securitizations of Mortgage Loans

At December 31, 2004, fair values of the Company’s retained interests
were based on internal and external valuation models that incorporate
market driven assumptions, adjusted by the particular characteristics of
the Company’s servicing portfolio, regarding discount rates, mortgage
prepayment rates, and implied forward LIBOR rates. The weighted aver-
ages of the key economic assumptions used by the Company in its internal
and external valuation models and the sensitivity of the current fair value
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of residual cash flows to immediate 10% and 20% adverse changes in those
assumptions for mortgage loans at December 31, 2004, were:

Servicing Assets Interest-Only Strips

($ in thousands) (as Restated) (as Restated)
Carrying amount of retained

interest $123,586 $127,361
Weighted-average expected life

(in years) 5.1 4.7
Constant prepayment rate

(weighted-average annual rate) 14.12% 17.04%
Decrease in fair value due to 10%

adverse change $ (4,902) $ (4,964)
Decrease in fair value due to 20%

adverse change $ (9,355) $ (9,597)
Residual cash flow discount rate

(weighted-average annual rate) 9.60% 10.50%
Decrease in fair value due to 10%

adverse change $ (4,054) $ (2,582)
Decrease in fair value due to 20%

adverse change $ (7,857) $ (5,057)

These sensitivities are hypothetical and should be used with caution.
As the figures indicate, changes in fair value based on a 10% variation
in assumptions generally cannot be extrapolated because the relationship
of the change in assumption to the change in fair value may not be linear.
Also, in this table, the effect of a variation in a particular assumption on
the fair value of the retained interest is calculated without changing any
other assumption; in reality, changes in one factor may result in changes
in another (e.g., increases in market interest rates may result in lower pre-
payments), which may magnify or counteract the sensitivities.

The activity in interest-only strips is shown next:

2004 2003 2002

($ in thousands) (As Restated) (As Restated (As Restated)
Balance at beginning of year $128,566 $142,835 $105,780
Capitalization of IOs from

loan sales 53,624 30,258 33,864
Amortization (58,340) (46,985) (43,150)
Gains on the 10 value 3,511 2,458 46,341
Balance at end of year $127,361 $128,566 $142,835

In 2004, 2003, and 2002, the Company recognized gains of $83.6
million, $94.7 million, and $70.2 million, respectively, on the sales and

(continues)
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securitization of residential mortgage loans. Total loan sales and securiti-
zations amounted to $2.5 billion, $2.3 billion, and $2.0 billion for 2004,
2003, and 2002, respectively.

DORAL FINANCIAL CORPORATION FORM 10-K FILING EXCERPTS: FISCAL
YEAR ENDING DECEMBER 31, 2004, FILED ON MARCH 15, 2005

Total loan sales and securitizations were $6.8 billion for 2004, compared
to $5.0 billion for 2003 and $4.0 billion for 2002. Loan sales and secu-
ritizations that resulted in the recording of I0s amounted to $3.5 billion
during 2004, compared to $2.0 billion for 2003 and $1.6 billion for 2002.
Doral Financial retained 1Os as part of its sales activities of $509.3 million
for 2004, compared to $281.3 million for 2003 and $197.9 million for 2002.
During 2004, Doral Financial also recorded $66.9 million in connection
with the recognition of MSRs as part of its loan sale and securitization
activities, compared to $47.0 million for 2003 and $40.1 million for 2002.

Sale of Mortgage Loans

In 2004, 2003, and 2002, the Company recognized gains of $598.8 million,
$390.1 million, and $220.6 million, respectively, on the sales and secu-
ritization of residential mortgage loans. Values used in measuring the
retained interests at the date of the sales of the loans resulting from trans-
actions completed during the year were:

Servicing Assets from Loan Sales. The Company measures the serv-
icing assets at the date of the sales based on current market rates in similar
transactions ranging from 1.40% to 2.30% per annum during 2004 and
2003, depending on the type of loan.

Interest-Only Strips. The Company measures the interest-only strips
at the date of the transaction based on market values computed based on
interest rate spreads on loans sold multiplied by a market multiple. These
market multiples ranged from 4.95 to 5.50 during 2004 (2003 — 4.75 to
5.50).

At December 31, 2004, fair values of the Company’s retained interests
were based on prices provided by dealers as well as external and internal
discounted cash flow models that incorporate assumptions regarding dis-
count rates, mortgage prepayment rates, and spot LIBOR rates. The key
economic assumptions used by the Company in its internal valuation
models and the sensitivity of the current fair value of residual cash flows
to immediate 10% and 20% adverse changes in those assumptions for mort-
gage loans at December 31, 2004, were:

($ in thousands) Servicing Assets Interest-Only Strips
Carrying amount of retained interest $203,245 $878,732
Weighted-average remaining life

(in years) 7 8

Constant prepayment rate (annual rate) 9.45% 7.20%
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($ in thousands, Continued) Servicing Assets Interest-Only Strips
Impact on fair value of 10%
adverse change $ 5,984 $ 24,134
Impact on fair value of 20%
adverse change $ 11,590 $ 45,785
Residual cash flow discount rate
(annual) 9.70% 7.63%
Impact on fair value of 10%
adverse change $ 7,853 $ 31,111
Impact on fair value of 20%
adverse change $ 15,175 $ 60,354

These sensitivities are hypothetical and should be used with caution.
As the figures indicate, changes in fair value based on a 10% variation in
assumptions generally cannot be extrapolated because the relationship of
the change in assumption to the change in fair value may not be linear.
Also, in this table, the effect of a variation in a particular assumption on
the fair value of the retained interest is calculated without changing any
other assumption; in reality, changes in one factor may result in changes
in another (e.g., increases in market interest rates may result in lower
prepayments), which may magnify or counteract the sensitivities.

The next table summarizes the estimated change in the fair value of
the Company’s IOs, net of embedded caps, as of December 31, 2004, given
several hypothetical (instantaneous and parallel) increases in the three-
month LIBOR and does not consider hedging strategies used by the Company.

($ in millions) Change in Fair Value
Change in 3-month

LIBOR (basis points) +25 +50 +100 +200
Change in fair value

of 10s $(69.9) $(138.8) $(274.7) $(542.2)

The analysis in the above table is limited in that it was performed at
a particular point in time and does not incorporate changes in other factors
or assumptions that would impact the sensitivity of the IO valuation in
such scenarios.

The activity in interest-only strips is shown next:

($ in thousands) 2004 2003 2002
Balance at beginning of year $578,124 $359,185 $218,848
Capitalization of IOs from

loan sales 509,349 281,273 197,919
Amortization (101,550) (79,622) (40,527)
(Losses) gains on the IO value (131,007) 7,314 (6,465)
Purchases of 10s 23,816 9,974 10,720
Sales of 10s — — (21,310)

Balance at end of year $878,732 $578,124 $359,185
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Elements of Structured
Finance Transactions

his chapter discusses important and common elements of structured

finance transactions and the accounting issues they raise. Although these
elements—special-purpose/variable-interest entities, netting agreements,
transactions entered into contemporaneously and in contemplation of one
another, hybrid financial instruments, and financial guarantees—may seem
diverse, they are all used in bundling, unbundling, and transforming tradi-
tional financial claims, the essential activities of structured finance. These
elements are often found in the securitization, leasing, and reinsurance trans-
actions discussed in Chapters 8, 13, and 16, respectively, or are combined
with derivatives, which are discussed in Chapter 11. This chapter also dis-
cusses a final rule recently issued by the Securities and Exchange Commission
(SEC) that requires disclosures of off—balance sheet financing and also a special
report recently issued by the SEC that expresses its views on accounting-
motivated structured finance transactions.

For the first four of the elements of structured finance transactions just
listed, the primary accounting question is whether to account for a bundle
as a unit in some fashion or instead as the constituent elements of the bundle.
In particular, should the primary beneficiary of a variable-interest entity
consolidate that entity or not? Should multiple transactions between two
counterparties that are subject to a netting agreement or are engaged in
contemporaneously and in contemplation of one another be accounted for
as a single net transaction or as multiple gross transactions? Should a hybrid
financial instrument (e.g., convertible debt) that pays off in one of two or
more forms be accounted for as a single instrument (e.g., debt, equity, or
something in between) or as components that reflect each of its potential
payoff forms (e.g., debt with some probability and equity with some prob-
ability)? Regardless of how we account for a bundle, some aspects of its
economics usually are lost. For example, if we account for multiple trans-
actions between two counterparties that are engaged in contemporaneously
and in contemplation of one another but are not subject to a netting agreement
as a net transaction, then the credit risk inherent in the individual transactions
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is suppressed. Conversely, if we account for these transactions individually,
then their relationship from a business perspective may not be as apparent.

Financial guarantees transfer the credit or specified other risks of finan-
cial instruments to the guarantor. Financial guarantees raise the issue of risk
concentration in much the same way as do residual and subordinated inter-
ests created in securitizations discussed in Chapter 8.

The first section of this chapter discusses the economic purposes of special-
purpose entities and the recently developed consolidation rules for variable-
interest entities in FASB Interpretation (FIN) No. 46(R), Consolidation of
Variable Interest Entities: An Interpretation of ARB No. 51 (2003). The second
section discusses the economic purposes of netting agreements and the
circumstances under which contracts subject to netting agreements may be
presented net on the balance sheet under FIN No. 39, Offsetting of Amounts
Related to Certain Contracts: An Interpretation of APB Opinion No. 10 and
FASB Statement No. 105 (1992). This section also discusses when and in
what respects transactions that are entered into contemporaneously and in
contemplation with one another must be accounted for as unit versus sepa-
rately under four very narrowly framed accounting rules. The third section
discusses the developing accounting for hybrid financial instruments. The
fourth section discusses the financial reporting requirements for financial
guarantees under FIN No. 45, Guarantor’s Accounting and Disclosure
Requirements for Guarantees, Including Indirect Guarantees of Indebtedness
of Others (2002).

SPECIAL-PURPOSE/VARIABLE-INTEREST ENTITIES

The next section discusses economic purposes of special-purpose entities (SPEs)
and the accounting issues they raise that until recently had been addressed
unsatisfactorily by accounting standards. The “FIN No. 46(R)” section
explains the current accounting rules governing the consolidation of variable-
interest entities (VIEs), a newly defined class of entities that includes almost
all SPEs. An interesting example of a VIE newly consolidated under FIN No.
46(R) (2003) is provided in the “Example: Dell Financial Services” section.

Economic Purposes and the Ineffectiveness
of Prior Consolidation Rules

SPEs are entities that are restricted by contract or corporate charter to engage
in specified and generally limited economic activities. Because of these restric-
tions, SPEs do not have the same ongoing control issues as ordinary firms,
and their equity holders’ voting rights often are of little or no importance.
In addition, the primary bearers of SPEs’ risks and rewards frequently are
not their equity holders but rather parties with other contractual relation-
ships with them. For example, this is likely to be the case when SPEs serve
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as conduits for some form of debt financing and so do not require much if
any equity financing, as occurs in most securitizations and leasing arrangements.

SPEs are used to isolate assets in bankruptcy-remote entities so that all
of the parties to transactions are as insulated as possible from the bankruptcy
of any party to the transaction, with the main concerns usually being the
bankruptcy of the transferor of assets to the SPE (e.g., in a securitization)
or the user of the SPE’s assets (e.g., a lessee). SPEs also serve as nexuses of
contracts; that is, all parties involved in a transaction contract with the SPE
rather than bilaterally with each other, thereby improving the efficiency and
robustness of the contracting. In these respects, SPEs are better thought of
as contractual devices than as firms.

Assuming that an SPE is not consolidated by the firms involved with it,
the SPE enables those firms to obtain off-balance sheet financing of the assets
held by the SPE and to recognize income on transactions with the SPE. Accord-
ingly, the main accounting issue raised by SPEs is whether they should be
consolidated by the firm with the most significant economic relation to them,
which might be the sponsor that set up the SPE, the primary transferor of assets
to the SPE, the primary user of the SPE’s assets, or various other parties. Con-
solidation of ordinary firms is governed by Accounting Research Bulletin
(ARB) No. 51, Consolidated Financial Statements (1959), which requires
an investor firm to consolidate an investee firm in which it has a “control-
ling financial interest.” A controlling financial interest means that the investor
firm controls the investee firm’s ongoing operations and has a sufficiently
large residual claim on the investee firm. In practice applying ARB No. 51
(1959), a controlling financial interest is almost always defined as ownership
of a majority voting equity interest.

The controlling-financial-interest-based approach employed in ARB No.
51 (1959) rarely yields consolidation of SPEs. This is partly because no party
needs to exercise ongoing control over SPEs due to their restricted purposes
and partly because the equity holders often are not the primary bearers of
SPEs’ residual risks and rewards. Reflecting this fact, special consolidation
rules have been applied to SPEs since no later than the issuance of Emerg-
ing Issues Task Force (EITF) 90-15, Impact of Nonsubstantive Lessors, Residual
Value Guarantees, and Other Provisions in Leasing Transactions, in 1990. EITF
90-15 adopted a solely risk-and-rewards-based approach to the consolida-
tion of SPEs. Although EITF 90-15’s language and conditions for consoli-
dation pertain to the leasing setting, it was applied to consolidation of SPEs
generally until it was superseded by FIN No. 46, Consolidation of Variable
Interest Entities (2003). Simplifying and generalizing EITF 90-15’s language
somewhat, under this standard a firm was required to consolidate an SPE
if all of these three conditions were met:

1. Substantially all of the SPE’s assets resulted from transactions with that
firm.

2. The firm bore substantially all of the residual risks and rewards of the
SPE.
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3. The SPE had insufficient equity at risk over the term of the transaction.

In practice, equity at risk usually was deemed insufficient if it was less
than 3% of the SPE’s assets. EITF 90-135 rarely led to the consolidation of
any SPE unless one of the parties involved desired it.! There are various reasons
for this, including the difficulty of applying the standard outside the leasing
setting (which involves indivisible real assets, not divisible financial assets)
and the relative ease of meeting the 3% equity ownership threshold.

EITF 90-15’s ineffectiveness, apparent since its issuance, became widely
recognized as a result of Enron’s implosion. Enron used thousands of SPEs
but rarely consolidated them under EITF 90-15, often consistent with the
standard, but sometimes violating that standard’s intent or letter by using
related parties to appear to not meet the criteria for consolidation or by meet-
ing all of the criteria for consolidation but not consolidating anyway.

FIN No. 46(R)

Recognizing EITF 90-15’s ineffectiveness, in January 2003 the Financial
Accounting Standards Board (FASB) issued FIN No. 46 to govern the consol-
idation of SPEs and other entities whose equity holders do not bear the risk
and rewards of or exercise control over the entity. FIN No. 46 was super-
seded by the largely consistent but somewhat more specific and imple-
mentable FIN No. 46(R) in December 2003. Like EITF 90-15, FIN No. 46(R)
(2003) adopts a risk-and-rewards-based approach to consolidation, but it
includes considerably more stringent criteria for consolidation and more
generally applicable language than the prior standard. Although FIN No.
46(R)’s (2003) title states (misleadingly) that it is an interpretation of ARB
No. 51 (1959), FIN No. 46(R) does not include control as a condition for
consolidation. The only way that control appears in FIN No. 46(R) is that
the equity holders’ lack of control factors into whether the entity is a vari-
able-interest entity subject to that standard’s provisions, as discussed later.
In this regard, FIN No. 46(R) (2003) should be viewed as an extension, not
an interpretation, of ARB No. 51 (1959); FIN No. 46(R) applies to entities
for which ARB No. 51’s controlling-financial-interest-based approach does
not work.

FIN No. 46(R) (2003) pertains to the consolidation of VIEs rather than
SPEs per se. VIEs are defined as entities meeting any of these conditions:

®  The equity investment at risk is insufficient to permit the entity to finance
its activities without additional financial support from any party. This
condition is presumed to be met if the equity investment at risk is 10%
or less of the entity’s assets, a much higher threshold than the 3% previ-
ously used in applying EITF 90-15 in practice. Equity investments cannot
be provided or guaranteed by other parties.

®  The equity investors do not bear either the expected losses or the residual
return of the entity or both.
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®  The equity investors do not have the ability to make decisions about an
entity’s activities that have a significant effect on the entity’s success.
Instead, the activities of the entity involve or are conducted on behalf
of an investor (or its related parties) with a voting interest that is dispro-
portionately small compared to its financial interest. “An investor” means
any party that absorbs the entity’s losses or benefits from its residual
returns through any variable interest (defined later).

FIN No. 46(R) (2003) specifically exempts certain types of entities that may
meet these conditions from its provisions. Qualifying SPEs (QSPEs) under
Statement of Financial Accounting Standards (SFAS) No. 140, Accounting
for Transfers and Servicing of Financial Assets and Extinguishments of Liabil-
ities (2000), which are not consolidated, are the main exception pertaining
to structured finance transactions.

The vast majority of SPEs are VIEs, because the equity investors in SPEs
usually lack substantive control rights and often for other reasons. However,
VIEs need not be SPEs, because the definition of a VIE does not include restric-
tions on business activities. In this regard, FIN. No. 46(R) (2003) distin-
guishes businesses—defined as “a self-sustaining integrated set of activities
and assets conducted and managed for the purpose of providing a return to
investors . . . [that] consists of (a) inputs, (b) processes applied to those inputs,
and (c) resulting outputs that are used to generate revenues”—from other
potential VIEs. Only businesses that meet certain criteria that suggest they
likely are VIEs need to be evaluated for whether they are VIEs.

Under FIN No. 46(R) (2003), consolidation of VIEs is based not on
(voting) equity ownership but rather on the broader notion of variable inter-
ests. Variable interests are ownership, contractual, or other pecuniary interests
in an entity whose values vary positively with the fair value of the entity’s
net assets exclusive of variable interests. Equivalently, variable interests absorb
(rather than create) the variation in the fair value of the entity’s net assets
exclusive of variable interests. Examples of potential variable interests include
the equity, risky debt, or beneficial interests of the entity, guarantees of the
entity’s assets, derivatives that absorb rather than create risk for the entity,
and the portion of management or other fees that are based on the perform-
ance of the entity (i.e., removing the portions of fees that reflect normal
compensation for services provided). FASB Staff Position (FSP) No. FIN 46(R),
Implicit Variable Interests under FASB Interpretation No. 46 (2005), states
that variable interests may be explicit (i.e., direct and contractual) or implicit
(i.e., indirect through related or unrelated parties or not contractual).

Variable interests in specified assets of the entity are considered vari-
able interests of the entity if the fair value of the specified assets is more than
half the total fair value of the entity’s assets or if the investor holding those
variable interests also holds other variable interests in the entity. Specified
assets of a VIE are treated as a separate VIE from the host VIE (making the
host VIE a “silo”) if those assets are essentially the only source of payment
for specified variable interests.
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Unless it is apparent that a firm’s variable interests in a VIE are not signif-
icant and the firm did not participate in the design of the VIE, the firm is
required to determine whether an entity with which it is involved is a VIE
at the time the firm becomes involved with the entity. The firm must recon-
sider that determination whenever there are significant changes in the entity’s
governance, activities, or variable interests. A decline in the value of an
entity’s equity resulting from accumulated losses does not by itself make the
entity a VIE.

A firm must consolidate a VIE if it or its related parties is expected to
absorb a majority of the VIE’s expected losses or to receive a majority of
the VIE’s expected residual returns or both. If one firm will absorb a major-
ity of the VIE’s expected losses and another firm will receive a majority of
the VIE’s expected residual returns, then the firm that absorbs the losses
should consolidate the VIE. As discussed, control plays no role in the consol-
idation decision. Reflecting this fact, the firm that consolidates a VIE is called
its “primary beneficiary.”

Losses and residual returns are discounted and measured relative to the
expected value of the VIE, not zero. Hence, losses and residual returns each
should occur about half the time if the distribution of the VIE’s outcomes
is fairly symmetric. Expected losses equal the probability of a loss of a given
magnitude times the magnitude of that loss summed across all possible levels
of losses. Expected residual returns are defined analogously.

To illustrate, assume the cash flows on an SPE’s investments are $0 with
40% probability, $10 with 30% probability, $20 with 20% probability, and
$40 with 10% probability. These cash flows are to be received in one year
and the interest rate is 10%. The value of the SPE’s investments is ($10 X
3+ $20 x .2 + $40 x .1)/1.1 = $10. The firm experiences losses if the
cash flows are either $0 or $10, which yield discounted values of $0 and
$9.09 and thus losses of $10 and $.91, respectively. The expected loss is
$10 X .4 + $.91 x .3 = $4.27. The firm experiences residual returns if the
cash flows are either $20 or $40, which yield discounted values of $18.18
and $36.36 and thus residual returns of $8.18 and $26.36, respectively. The
expected residual return is $8.18 X .2 + $26.36 x .1 = $4.27. Expected
losses equal expected residual returns because both losses and residual returns
are measured relative to expectations. If an investor in the SPE expects to
incur losses exceeding $2.14 or to receive residual returns exceeding $2.14
or both, then it should consolidate the SPE under FIN No. 46(R) (2003).

As mentioned, a firm’s related parties can affect whether an entity with
which the firm is involved is a VIE and, if so, whether the firm is the primary
beneficiary of the VIE. Undoubtedly reflecting Andy Fastow’s extensive use
of Enron employees (and their significant others) as equity investors in
Enron’s SPEs, related parties of a firm are defined more broadly in FIN No.
46(R) than elsewhere in generally accepted accounting principles (GAAP).
They include parties that:

= Depend on financial support from the firm
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m  Received the funds for their investment in a VIE as a contribution or
loan from the firm

®m  Cannot dispose of their investment in a VIE without the approval of the
firm

®  Have a close business relationship with the firm

®  Are officers, employees, or directors of the firm

If two or more related parties hold variable interests in a VIE that collec-
tively make the related party group the primary beneficiary of the VIE, then
the related party most clearly associated with the VIE is the primary bene-
ficiary.

FIN No. 46(R) (2003) has led to more frequent consolidation of SPEs
than was the case under EITF 90-15. The most significant type of SPE that
must be consolidated under the new standard is asset-backed commercial
paper conduits. These conduits typically must be consolidated by the finan-
cial institution that provides them with liquidity facilities and credit enhance-
ment. Entities issuing collateralized bond, loan, and debt obligations, if not
QSPEs, will be consolidated by the holders of sufficiently large risky (e.g.,
residual or subordinated) interests. Federal Reserve economists inferred from
weekly changes in bank credit data (for chartered banks, not bank holding
companies) that FIN No. 46 and FIN No. 46(R) (2003) together caused large
U.S. commercial banks to consolidate conduits holding $67 billion of assets
in 2003.% This amount appears to be much lower than the actual effect of
these interpretations on the holding companies that own these banks. For
example, JPMorgan Chase disclosed that that it consolidated VIEs holding
$27 billion of assets and Bank One disclosed it consolidated VIEs holding
$39.6 billion of assets as a result of adopting FIN No. 46 and FIN No. 46(R)
(2003) in 2003. Moreover, some holding companies such as Citigroup adopted
FIN No. 46(R) (2003) in 2004.

In some cases, FIN No. 46 or FIN No. 46(R) (2003) led to the decon-
solidation of SPEs previously consolidated under EITF 90-15, however,
because the variable interests held by other parties absorbed more than 50%
of the losses and residual returns. An example of this are trusts issuing pre-
ferred securities that banks use to raise regulatory capital while maintaining
tax deductibility of interest payments that were deconsolidated when FIN
No. 46(R) (2003) was adopted.

As discussed in Chapter 2, U.S. bank regulators ignore the implications
of FIN No. 46(R) (2003) for the consolidation of asset-backed commercial
paper conduits and the entities issuing trust preferred securities for the purposes
of capital regulation.

The bookkeeping for consolidating VIEs based on variable interests
required by FIN No. 46(R) (2003) is modeled after the bookkeeping for
consolidating ordinary firms based on equity ownership required by SFAS No.
141, Business Combinations, (2001). Differences arise, however, because the
primary beneficiary generally will not have recognized certain of its variable
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interests (e.g., future management fees based on the VIE’s performance) prior
to consolidation of the VIE and so these interests cannot be eliminated in
consolidation in the same fashion as equity interests. For the same reason,
certain of the variable interests held by other firms involved with the VIE
cannot be accounted for as minority interests in consolidation.

Under FIN No. 46(R) (2003), at the time of initial consolidation by the
primary beneficiary, assets and liabilities of the VIE are recognized at (possibly
adjusted) fair values unless:

®  Those assets and liabilities were transferred by the primary beneficiary to
the VIE at or shortly prior to the time it became the primary beneficiary.

®  The VIE is under common control with the primary beneficiary.

In both of these cases, the valuations of assets and liabilities do not change
upon either their transfer to the VIE or the consolidation of the VIE, so that
no gain or loss is recorded. In other cases, the fair values of assets are adjusted
downward pro rata if the fair value of the consideration paid is below the
amount consistent with those fair values, taking into account the reported
amount of previously held interests and the fair value of liabilities and
noncontrolling interests. Conversely, if the fair value of consideration paid
is above the amount consistent with the fair values of assets, then goodwill
is recognized if the VIE is a business and an extraordinary loss is recognized
otherwise. In this respect, VIEs that are businesses are treated more like ordi-
nary firms in consolidation.

The bookkeeping required by FIN No. 46(R) (2003) after the initial
consolidation of VIEs is also modeled after that for ordinary firms based
on equity ownership required under ARB No. 51 (1959).

FIN No. 46(R) (2003) requires disclosures about VIEs by primary benefi-
ciaries and other firms holding significant variable interests. These disclosures
include:

®  The nature, purpose, size, and activities of the VIE

®  The carrying amount and classification of consolidated assets that are
collateral for the VIE’s obligations and any lack of recourse to the general
credit of the primary beneficiary (primary beneficiaries only)

®  The nature of the firm’s involvement with the VIE, when it began, and
the maximum exposure to loss as a result of that involvement (other firms
only)

= Why information necessary to apply FIN No. 46(R) (2003) is not avail-
able

These disclosures are useful for a number of reasons. Perhaps most impor-
tant, in many cases FIN No. 46(R) (2003) requires firms to record assets
on their balance sheet that they do not control, such as financial institutions
and the assets in commercial paper conduits that those institutions provide
with liquidity support or credit enhancement. Also important, the distinctions
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between the firms that are required to consolidate VIEs and those that are
meaningfully involved with VIEs but are not so required can be relatively
slight, as the next example demonstrates.

Example: Dell Financial Services

Dell Financial Services (DFS), a joint venture between Dell (a manufactur-
ing company) and CIT (a lessor), provides an interesting example of a VIE
for which FIN No. 46’s (2003) proper application initially was in dispute.
DFS’s purpose is to help Dell’s customers finance purchases of Dell prod-
ucts, as described in Dell’s Form 10-K filing for the fiscal year ending January
31, 2004 (fiscal 2004).

The joint venture allows Dell to provide its customers with various
financing alternatives while CIT provides the financing for the trans-
action between DFS and the customer. In general, DFS facilitates cus-
tomer financing transactions through either loan or lease financing.
For customers who desire loan financing, Dell sells equipment directly
to customers who, in turn, enter into loans with CIT to finance their
purchases. For customers who desire lease financing, Dell usually sells
the equipment to DFS, and DFS enters into direct financing lease
arrangements with the customers.

Dell currently owns a 70% equity interest in DFS. In accordance with
the partnership agreement between Dell and CIT, losses generated
by DFS are fully allocated to CIT. Net income generated by DFS is
allocated 70% to Dell and 30% to CIT, after CIT has recovered any
cumulative losses. If DFS is terminated with a cumulative deficit, Dell
is not obligated to fund any losses, including any potential losses on
receivables transferred to CIT. Although Dell has a 70% equity inter-
est in DFS, prior to the third quarter of fiscal 2004 the investment was
accounted for under the equity method because the company histor-
ically could not, and currently does not, exercise control over DFS.

Subsequent to the issuance of FIN No. 46 (2003), both Dell and CIT
said they were not the primary beneficiary of DFS.3 Dell argued that CIT
bore all losses on DFS (until such time if any that CIT recouped these losses
from subsequent profits) and that losses are more important than residual
returns in determining the primary beneficiary of a VIE. In contrast, CIT
argued that Dell received 70% of all income on DFES (after reimbursing CIT
for prior cumulative losses), and DFS was profitable and so unlikely to gener-
ate losses. Neither of these arguments clearly incorporates the fact that losses
and residual returns are defined relative to expectations not zero under FIN
No. 46(R) (2003). Under this definition, Dell very likely bears more than
half the expected losses and residual returns of DFS, along with being consid-
erably more affected by the success or failure of DFS from a business
perspective. Likely for these reasons, Dell consolidated DFS in August 2003,
although Dell states that it does not control DFS, presumably because it shares
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control with CIT. The consolidation of DFS increased Dell’s consolidated
assets and liabilities by $588 million.

Although FIN No. 46(R) (2003) generally made consolidation of SPEs
more likely than under EITF 90-13, the initial dispute between Dell and CIT
over which should consolidate DFS, despite the fact that it was an asym-
metrically structured joint venture, illustrates that by no means did the new
standard ensure that SPEs are consolidated. Consolidation does not occur
in symmetrical joint ventures, and it is less likely to occur when three or
more parties are each significantly involved with an SPE.

RELATED TRANSACTIONS

Structured finance often involves taking (and subsequently unwinding) multi-
ple transactions that are related in some fashion. The next section discusses
the accounting issues and rules for multiple transactions contractually linked
by netting agreements. The “Transactions Entered into Contemporaneously
and in Contemplation of One Another” section discusses the accounting
issues and rules for multiple transactions that are related in a business sense
but not contractually. The “Example: Structured Prepay Transactions” section
provides an interesting example in which both of these sets of issues may arise.

Netting Agreements and FIN No. 39

Netting agreements are the most common form of contractual relationship
relating multiple transactions. In these agreements, multiple transactions among
two or more counterparties settle by net rather than gross payments being
made among the counterparties in some or all circumstances. For example,
if Firm A owes firm B $10 on Transaction X, Firm B owes Firm A $40 on
Transaction Y, and the two transactions are subject to a netting agreement
that covers all circumstances, then Firm B pays Firm A $30 net for the two
transactions. Netting agreements reduce credit and other performance risks.
For example, if Firm B defaults on its $40 gross obligation to Firm A, then
Firm A would not have to pay the $10 gross it owes Firm B, so that Firm A
bears credit risk only on its $30 net receivable not its $40 gross receivable
from Firm B.

Netting agreements are most useful when counterparties engage in
repeated transactions with each other that offset economically. This occurs
frequently among firms trading derivatives and other financial and com-
modity instruments. Trading firms typically engage in a high volume and wide
variety of transactions with a limited set of counterparties, and they often
modify their trading positions over time by taking offsetting positions rather
than by directly settling positions in order to maximize the speed and mini-
mize the cost of trading. For these reasons, frequent trading counterparties
are likely to have master netting agreements that cover wide classes of trans-
actions.
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There are various types of netting agreements with distinct effects. Close-
out netting agreements specify that if a counterparty to the agreement defaults
on one transaction covered by the agreement, then all the transactions covered
by the agreement terminate and net payments are made. Payment netting
agreements specify that payments to be made at the same time be made net.
Novation netting agreements legally replace economically offsetting contracts
with new contracts whose payment terms reflect the net amounts of the offset-
ting contracts.

FIN No. 39 (1992) requires gross balance sheet presentation of contracts
unless the right of setoff exists. The right of setoff is defined as the enforce-
able legal right to set off determinable amounts accompanied by the intent
to set off. Close-out and novation netting agreements usually constitute an
enforceable legal right to set off. If the right of setoff exists, then FIN No.
39 (1992) allows but does not require the contracts involved to be presented
net on the balance sheet, with its rationale being that gross presentation more
transparently indicates the credit risks of contracts that settle individually.

FIN No. 39 (1992) substantially increased the size of trading-oriented
firms’ balance sheets. For example, due solely to the adoption of FIN No.
39 (1992) in 1994, U.S. chartered commercial banks’ reported assets and
liabilities rose about $90 billion, or 2.3% of assets.* The vast bulk of that
increase was attributable to the 10 largest and most trading-oriented banks,
whose assets and liabilities rose by about 9% of assets. This increase primarily
resulted from large commercial banks’ more limited ability to report their
derivatives positions net.

Transactions Entered into Contemporaneously
and in Contemplation of One Another

Four accounting rules—FEITF 98-15, Structured Notes Acquired for a Specific
Investment Strategy; EITF 00-4, Majority Owner’s Accounting for a Trans-
action in the Shares of a Consolidated Subsidiary and a Derivative Indexed
to the Minority Interest in That Subsidiary; Derivatives Implementation
Group (DIG) K1 (1999); and DIG F6 (2000) —consider the possibility that
a firm engages in multiple transactions that economically offset in whole or
part (rather than a single or no transaction) in order to circumvent account-
ing rules in some fashion. Each of these rules considers one or more very
narrowly framed fact patterns. EITF 98-15 considers two structured notes
with mirror-image contractual terms, so that when one note experiences a
gain, the other note experiences a loss of the same amount. EITF 00-4 consid-
ers minority interest in a subsidiary and a sold put option on that minority
interest. The two DIG issues consider several specific examples of offsetting
instruments that are individually or collectively derivatives.

These four rules all require that the multiple transactions in the fact patterns
under consideration be accounted for “as a unit” for some specified accounting
purpose if the transactions meet all of these four conditions:
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1. Are entered into contemporaneously and in contemplation of one
another

2. Are executed with the same counterparty or are structured through an
intermediary

3. Relate to the same risk

4. Have no apparent economic need or substantive business purpose that
could not have been accomplished in a single transaction

(These are the conditions stated in EITF 00-4, DIG K1 (1999), and DIG
F6 (2000); EITF 98-15 contains similar but not identical conditions.) The
specified purposes of accounting for multiple transactions as a unit in the
four rules are all different. EITF 98-15 prohibits recognizing a gain on one
structured note without recognizing the offsetting loss on the other note,
and vice versa. EITF 00-4 requires treating the minority interest as if it has
been acquired by the firm. DIG K1 requires treating offsetting nonderivative
instruments as a single derivative. DIG F6 prohibits using either of offsetting
derivatives as accounting hedges.

As noted, these rules consider very narrowly framed fact patterns and
require accounting for multiple transactions meeting the four conditions as
a unit in quite different ways. As a result, it is difficult to determine whether
and how multiple transactions that meet the four conditions but are not covered
in the fact patterns under consideration or for which accounting for the trans-
actions as a unit would have different effects are subject to these rules. All
four of the rules consider cases where the measurement of owners’ equity
and net income are affected, and so it seems reasonable to restrict their appli-
cation to situations in which such measurement issues are involved. In addi-
tion, three of the four rules (all but EITF 00-4, which deals with consoli-
dation issues) consider cases where amortized cost accounting is being abused
or fair value accounting potentially avoided in some fashion, and so they
are consistent with the FASB’s expressed preferences for fair value account-
ing discussed in Chapters 1 and 6. None of these rules considers financial
statement classification or disclosure, even though these issues often arise
with multiple transactions that economically offset.

Recognizing the difficulties in deciding when and how to apply these
rules, the EITF attempted in EITF 02-2, When Certain Contracts that Meet
the Definition of Financial Instruments Should Be Combined for Account-
ing Purposes, to provide guidance that applied to multiple financial instru-
ments that economically offset generally. However, the EITF’s discussion
of this issue was discontinued in March 2003 when it realized that the issue
conflicted with decisions reached in the FASB’s liabilities and equity project
and could not decide on the issue’s boundaries. The EITF did preliminarily
agree on a more inclusive version of the third condition that would have
required that the transactions exhibit only one or more economically offset-
ting risks, not necessarily the same risk on all dimensions. It also preliminarily
agreed that a substantive business purpose could not result from accounting
effects in the fourth condition.
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Example: Structured Prepay Transactions

Prepays are hybrid instruments with embedded derivatives. Prepays both pro-
vide financing from one counterparty to another and transfer market price
risk between the counterparties. One counterparty pays cash at the inception
of the prepay while the other counterparty pays cash or other considera-
tion later with a value that depends on the movements in some market price
or prices since initiation. For example, in a commodity prepay, the first coun-
terparty pays a fixed amount of cash up front to the second counterparty
in exchange for the second counterparty’s promise to provide a specified
amount of commodities or cash with the same value later. Although commod-
ity prepays are the most common type, prepays have been structured where
the second counterparty’s payments depend on interest rates, stock prices,
and probably other market prices.

Enron and a number of other firms engaged in structured prepay trans-
actions involving prepays and other financial instruments that hedged the
market price risks of the prepays. If each counterparty to one of these prepay
transactions performed on each instrument, then the realizations of the
market risks of the prepays and other financial instruments would offset
economically, rendering the outcomes of the transaction similar to that of
aloan. The prepay and other financial instruments usually were not subject
to netting agreements, however, so that the instruments did not exhibit the
right of setoff. As a result, if any counterparty did not perform on any instru-
ment, then the realizations of market price risk on the instruments would
not offset and the transaction would yield outcomes very different from that
of a loan.

The next example of a structured commodity prepay transaction involv-
ing one prepay and one hedging instrument is depicted in Exhibit 9.1. The
instruments are engaged in contemporaneously and in contemplation of one
another but are not subject to a netting agreement. For simplicity, the exam-
ple ignores the time value of money. The first instrument, a prepaid com-
modity forward, requires Firm A to pay $80 up front to Firm B in exchange
for the promise of 10 units of a commodity to be delivered in one year with
an expected value of $8/unit. The second instrument, a commodity swap
to be settled in one year, requires Firm B to provide Firm A with units of
the commodity having a value of $80 while Firm A promises to provide Firm
B with 10 units of the commodity. If both firms perform on both instru-
ments, then their net effect is Firm A pays cash of $80 up front to Firm B
in exchange for commodities with a value of $80 delivered in one year, much
the same outcome as an $80 one-year loan from Firm A to Firm B. However,
if there is no netting agreement and either firm defaults on either instru-
ment, then the outcome may be quite different from that for a loan. For
example, if firm B defaults on the prepaid forward, then Firm A might have
to pay Firm B on the commodity swap, depending on the value of the
commodity at the settlement date. To illustrate, if the value of the commodity
turns out to be $10/unit, then Firm A has to pay $20 = 10 units X $10/unit
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EXHIBIT 9.1 Structured Commodity Prepay Transaction Example

Prepaid commodity forward
$80 cash paid up front —>

~«— 10 units of commodity provided in one year
Firm A Firm B

Commodity swap
10 units of commodity provided in one year —>

<«— Commodity valued at $80 provided in one year

— $80 to Firm B on the commodity swap. Thus the structured prepay trans-
action is very different from a loan in this default scenario, because in a loan
the lender does not pay a borrower when it defaults and the amount of the
lender’s loss on default is not tied to commodity prices. Similar conclusions
apply in the default scenario in which Firm A defaults on the commodity
swap and the scenario in which Firm B defaults on the commodity swap but
not the prepaid forward.

How should this structured prepay transaction be accounted for and
analyzed by users of financial reports? Due to the lack of a right of offset,
FIN No. 39 (1992) requires that the two instruments involved the transac-
tion be presented gross on the balance sheet, not on a combined basis as a
loan. For example, Firm B will record some type of financial liability for the
prepay and a derivative asset or liability for the commodity swap. Given the
absence of a netting agreement, gross balance sheet presentation captures
the instruments’ distinct credit risks as well as their market risks to the extent
that those risks interact with their credit risks. Reflecting this fact, for the
purposes of assessing credit risk and also the interaction between commod-
ity price risk and credit risk, users should evaluate this transaction gross.
Assuming there is no substantive business purpose for structuring the trans-
action using multiple instruments for the purposes of assessing most aspects
of the transaction other than credit risk, such as commodity price risk, users
should evaluate this transaction net.

Structured prepay transactions have very different effects than loans on
financial statement classifications, and these effects yield accounting moti-
vations for these transactions. Such classification issues are discussed next
in the broader context of hybrid financial instruments.

HYBRID FINANGIAL INSTRUMENTS

Although not a financial instrument due to its physical settlement, the prepaid
commodity forward in the last example is a hybrid instrument; that is, it is
neither a loan nor a derivative but rather a mixture of the two that settles
as a single instrument. There are many types of hybrid financial instruments
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and also hybrid nonfinancial instruments that are similar to hybrid financial
instruments (hereafter hybrid financial instruments). The risky beneficial
interests created in securitizations (e.g., residual securities and principal-only
and interest-only strips) can be viewed as hybrid financial instruments. Con-
vertible debt, mandatorily redeemable stock, and puttable stock are other
examples.

Hybrid financial instruments constitute a type of structured finance prod-
uct. In order to be successful, these products must be desirable to a sufficiently
large set of investors. These instruments often are components of larger struc-
tured finance transactions, as in the case of the prepay example.

Hybrid financial instruments serve two general economic purposes. First,
they bundle desired features of multiple simple instruments into a single
instrument and/or eliminate the undesired features of single instruments. By
such bundling, hybrid financial instruments can reduce transaction costs,
including the costs of monitoring and settling multiple simple instruments,
and can mitigate the need to assume undesired market risks. Second, by settl-
ing as a single net instrument, hybrid financial instruments can mitigate credit
risks compared to multiple single instruments in much the same way as a netting
agreement.

Hybrid financial instruments raise two sets of accounting issues with
which the FASB currently is grappling. First, should hybrid financial instru-
ments be decomposed into their constituent components? For example,
should the prepaid commodity forward in the last example be decomposed
into a host loan and an embedded commodity price swap? Decomposing
hybrid financial instruments is a daunting task both because it can be diffi-
cult to identify meaningful and understandable components associated with
the various features of the instruments and because the measurement of the
identified components can be judgmental. Decomposing hybrid financial
instruments in this fashion also ignores their mitigation of credit risk discussed
earlier, but, when it can be done reliably, it helps with the next set of issues.

Second, hybrid financial instruments in their entirety do not fall neatly
into the usual characteristic-based classifications of financial instruments,
yielding both accounting measurement and financial statement classification
issues that accounting standard setters have not resolved in a comprehen-
sive fashion. For example, if the prepay in the last example is not decomposed
into its components, then how should it be classified on the contracting firms’
balance sheets, as a loan or a derivativelike instrument? Should the classi-
fication depend on whether the prepay is measured at amortized cost, like
a loan, or fair value, like a derivative, or should the measurement depend
on the classification? Relatedly, how should the cash flow at the inception
of the prepaid commodity forward be classified on the firms’ cash flow state-
ments? If the prepay is classified as a loan, then the cash flow must be classified
as investing by the payor and financing by the payee, but if the prepay is
classified as a derivativelike instrument, then the cash flow usually would
have been classified by both firms as operating prior to the issuance of SFAS
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No. 149, Amendment of Statement 133 on Derivative Instruments and Hedg-
ing Activities (2003), but as financing by the payee subsequently, as discussed
in Chapter 11.

In part because the accounting for hybrid financial instruments is devel-
oping as this book is being written and in part because certain aspects of
current accounting for these instruments are discussed in Chapter 11, only
the three main approaches taken in current accounting standards and the
current status of the FASB’s ongoing project on liabilities and equity are
described in this chapter. The three main approaches taken in current account-
ing standards are:

= Decomposition into components
= Fair value option

= Improved financial statement classification or enhanced disclosure

Decomposition into Components Approach

As discussed in Chapter 11, under SFAS No. 133, Accounting for Deriva-
tive Instruments and Hedging Activities (1998), firms must unembed and
separately account for derivatives embedded in a host hybrid financial instru-
ment if the derivatives are not “clearly and closely related to” the host
instrument and that instrument is not already measured at fair value on both
the balance sheet and income statement under GAAP. SFAS No. 155, Account-
ing for Certain Hybrid Financial Instruments (2006), provides exceptions
to this requirement for plain vanilla principal-only and interest-only strips.

Fair Value Option Approach

SFAS No. 155 (2006) allows firms to choose irrevocably at the inception
of certain hybrid financial instruments to fair value those instruments through-
out their lives on both the balance sheet and income statement, thereby
avoiding decomposition of hybrid financial instruments into their host instru-
ments and embedded derivatives under SFAS No. 133 (1998). Fair valuation
of hybrid financial instruments in their entirety is the simplest approach
to the measurement issues posed by these instruments, although it does not
address the classification issues they raise. Also, because it is a fair value option,
not requirement, firms are likely to exercise this option differently, yielding
noncomparable financial reports.

Improved Financial Statement Classification
or Enhanced Disclosure Approach

SFAS No. 150, Accounting for Certain Instruments with Characteristics of
both Liabilities and Equity (2003), requires that certain instruments with char-
acteristics of both liabilities and equity—mandatorily redeemable stock, obliga-
tions to repurchase shares that require settlement in assets, and obligations
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to issue a variable number of shares with a value unrelated or inversely related
to the value of a fixed number of shares—that previously had been classi-
fied as equity or in the mezzanine between liabilities and equity be classified
as liabilities, reflecting the obligations inherent in these instruments. For firms
whose outstanding stock is all mandatorily redeemable, SFAS No. 150 (2003)
requires that the liability for this stock be clearly labeled on the balance sheet.

SFAS No. 150 (2003) also requires enhanced disclosures for instruments
with characteristics of both liabilities and equity, including the nature and
terms of the instruments, the amounts paid under each settlement alternative,
and how changes in the value of shares affect the settlement amounts. Regard-
less of how the FASB decides to account for hybrid financial instruments,
their complex economic nature clearly makes such enhanced disclosure desir-
able. When provided, these disclosures should be considered carefully by
users of financial reports.

In its ongoing liabilities and equity project, the FASB currently is consid-
ering whether to account for instruments with characteristics of both equity
and nonequity using one or more of the “ownership-settlement,” “owner-
ship,” and “reassessed expected outcomes” approaches. The ownership-
settlement approach views equity as resulting either from direct ownership
instruments or from indirect ownership interests that have payoffs that are
based on and vary in the same direction as direct ownership instruments. This
is distinct from the ownership approach, which views equity more narrowly
as resulting only from direct ownership instruments. The FASB’s decision
to choose one of the ownership-settlement and ownership approaches would
affect whether and how hybrid financial instruments are decomposed into
components and also how (the components of) the instruments are classi-
fied on the financial statements. The reassessed expected outcomes approach
considers the probabilities that an instrument settles in its various possible
forms. The FASB’s decision to choose this approach would primarily affect
how hybrid financial instruments are decomposed into components.

FINANCIAL GUARANTEES

FIN No. 45, Guarantor’s Accounting and Disclosure Requirements for Guar-
antees, Including Indirect Guarantees of Indebtedness of Others (2002),
defines financial guarantees as contracts that contingently require the guaran-
tor to transfer assets or provide services to the guaranteed party or a creditor
of the guaranteed party:

= Based on changes in an underlying (i.e., a price, an index, lawsuit, tax
judgment, or other variable) related to an asset, a liability, or an equity
security held by the guaranteed party

®  Based on another entity’s failure to perform under an agreement with
the guaranteed party
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®=  Asaresult of indirect guarantees of the indebtedness of the guaranteed
party to one of its creditors

Examples of financial guarantees under FIN No. 45 (2002) include finan-
cial and performance-related standby letters of credit and guarantees of the
market value of a financial or nonfinancial asset owned by the guaranteed
party or equity issued by the guaranteed party. FIN No. 45 (2002) provides
exceptions for lessees’ residual value guarantees in capital leases, most insur-
ance contracts, guarantees that are derivatives accounted for at fair value,
and various other items.

Certain contracts that effectively function as financial guarantees will
not be accounted for as such because they do not meet the characteristic-
based definition of a guarantee in FIN No. 45 (2002). Most important, FIN
No. 45 (2002) states that commercial loan commitments, which are com-
monly used to provide liquidity support and/or credit enhancement for asset-
backed commercial paper conduits and various other types of debt financing,
do not to meet this definition. The FASB reasons that these commitments
do not guarantee payment of a specific financial obligation of the holder of
the commitment in the event it defaults on that obligation. Although this
is true, in most cases the primary role of commercial loan commitments
clearly is to support commercial paper issuances by the holders of the
commitments, because of the size and short duration of these issuances. In
supporting its decision, the FASB notes that these commitments usually
include material adverse change provisions that in principle allow the writer
of the loan commitment to back out in the face of deterioration of the holder
of the commitment. Although this also is true, the financial institutions
making commercial loan commitments rarely invoke material adverse change
provisions in practice even in the face of significant deterioration of the cred-
itworthiness of the holder of the commitments (e.g., WorldCom), for both
legal liability and business relationship reasons. The author argues in more
depth elsewhere that commercial loan commitments supporting commer-
cial paper issuances in this fashion would be properly accounted for in the
same fashion as financial guarantees under FIN No. 45 (2002).°

FIN No. 45 (2002) requires financial guarantees to be measured at fair
value at inception, but it does not provide significant guidance regarding
the measurement of the guarantee after inception. It requires the recognition
of financial guarantees that went unrecognized under SFAS No. 5, Account-
ing for Contingencies (1975), due to that standard’s “probable” criterion for
recognizing loss contingencies.

FIN No. 45 (2002) requires firms to disclose relevant information about
their guarantees, including the nature, terms, performance triggers, recourse
provisions, collateral, and maximum potential amount of future payments
on those guarantees. Users of financial reports should evaluate these disclo-
sures carefully. As mentioned, financial guarantees raise the issue of risk
concentration, which is discussed in considerable detail in Chapter 8 on secu-
ritizations. For example, if a firm by guaranteeing the value of an asset bears



Recent SEC Decisions Regarding Structured Finance Transactions 253

most of the risk of that asset, then for most purposes users should treat that
asset as if it were the firm’s asset. More generally, financial guarantees raise
the issue of the nature and magnitude of the involvement of the guarantor
with the guaranteed party or guaranteed items. This issue is most significant
when the guarantor owned or had some other business relationship with the
guaranteed party or guaranteed items prior to the issuance of the guarantee.

RECENT SEC DECISIONS REGARDING
STRUCTURED FINANGCE TRANSACGTIONS

Structured finance transactions often have accounting motivations, such as
off—balance sheet financing and income management. If improperly accounted
for or inadequately disclosed, these transactions can impair the transparency
of financial reports. The SEC issued a final rule in 2003 that expands
mandated disclosure of off-balance sheet financing arrangements, and it issued
a special report in 2005 that puts forth proposals for the development of
accounting standards and provides cautionary words about accounting-moti-
vated structured transactions.

In January 2003, the SEC issued the final rule, Disclosure in Manage-
ment’s Discussion and Analysis about Off—Balance Sheet Arrangements and
Aggregate Contractual Arrangements. In this rule, the SEC views off—balance
sheet arrangements as “means through which companies typically structure
off-balance sheet transactions or otherwise incur risks of loss that are not
fully transparent to investors.” The SEC specifically mentions financial guar-
antees, risky retained interests in securitizations, derivatives, and variable
interests as examples of such off-balance sheet financing arrangements. This
rule requires disclosures of off-balance sheet arrangements that provide a
clear understanding of the material effects of those arrangements on finan-
cial condition, operating performance, liquidity, and other related topics
required to be covered in the management’s discussion and analysis section
of financial reports. This rule requires disclosure of the nature and purpose
of the arrangements and any known condition that might cause the arrange-
ments to be terminated. The disclosures of off—balance sheet financing pro-
vided under this rule are far more voluminous and better integrated then
previously had been the case, and they should be carefully evaluated by the
user of financial reports. By no means do these disclosures capture all off—
balance sheet financing, however. In particular, these disclosure requirements
apply only when an “unconditionally binding definitive agreement exists”
between the parties. Many off—balance sheet financing arrangements, such
as synthetic leases discussed in Chapter 13, include cancellation provisions
or renewal options in which such an agreement does not exist.

In June 20035, the SEC issued the special report, Report and Recommen-
dations Pursuant to Section 401(c) of the Sarbanes-Oxley Act of 2002 on
Arrangements with Off—Balance Sheet Implications, Special Purpose Entities,
and Transparency of Filings by Issuers. This report includes many suggestions
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for future accounting standards with respect to structured finance transac-
tions. It also contains strong criticism of accounting-motivated structured
transactions, by which it means

transactions that are structured in an attempt to achieve reporting
results that are not consistent with the economics of the transaction,
and thereby impair the transparency of financial reports . . . . [W]e
include not only those transactions that would not have been under-
taken but for the perceived “benefits” of the resultant financial reporting,
but also those that adopt a more complex form than would otherwise
be the case, in order to achieve an accounting result.

Relatedly, in a December 6, 2004 speech, Scott Taub, the deputy chief
accountant of the SEC, states that

where registrants seek to structure transactions for financial report-
ing purposes, we will expect disclosures even if the accounting goal
is achieved, and we can expect to see restatement where we don’t believe
the literature has been fully complied with.

Finally, in May 2006, the SEC and the primary bank regulators jointly issued
a proposed statement concerning the elevated risk, including reputational
risk, that may result from banks’ complex structured finance activities.® Firms
and individuals engaging in structured finance transactions should consider
these statements carefully.
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Commercial Banks

he commercial banking industry in the United States comprises a diverse

array of financial institutions that individually and collectively offer a wide
range of financial services. A primary reason for this diversity is the fact that
healthy commercial banks can create financial holding companies (FHCs)
that engage in any financial activity under the Gramm, Leach, Bliley Act of
1999 (GLBA). The health requirement of this act has not been a constraint
on the formation of FHCs by commercial banks, as almost the entire indus-
try currently is profitable and well capitalized and has been so for over a
decade. As of November 2006, 641 FHCs remain effective, the vast major-
ity of which were created by institutions that are primarily commercial banks.!
In addition, frequent mergers and acquisitions involving commercial banks
and other financial institutions have blurred the boundaries between commer-
cial banking and the other financial services industries. Mergers and acquisi-
tions also have dramatically increased industry concentration; from 1990
to 2005, the number of commercial banking organizations in the United States
decreased from more that 12,000 to less than 8,000, and the 10 largest banks’
share of the industry’s assets rose from about 20% to 50%.2

Although this short chapter provides a sense for commercial banks’ diver-
sity, all of the topics covered in this book apply in some fashion to either
them or the FHCs to which they belong. Readers primarily interested in
commercial banking should not begin with this chapter; at a minimum, they
should first read Chapter 2, which describes the nature and regulation of
depository institutions, and Chapter 3’s “Main Risk-Return Trade-Offs and
Financial Analysis Issues” section, which discusses the analysis issues for thrifts,
all of which apply to commercial banks’ traditional activities as depository
institutions.

Compared to thrifts, larger and more wholesale commercial banks tend
to be more like securities firms in two ways. First, they focus more on gener-
ating fee or other noninterest income and less on generating interest income.
Although both thrifts and commercial banks earn noninterest income on
traditional banking activities—such as deposit servicing, loan origination,
trust, and asset management—larger and more wholesale commercial banks
increasingly earn fee income on nontraditional activities usually conducted
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by securities firms previously—such as investment banking, financial advi-
sory services, brokerage, trading (including dealing), and merchant bank-
ing. Their trading positions (and often their merchant banking investments)
are accounted for at fair value on both balance sheet and income statement,
yielding gains and losses that are recognized in income as they occur, as
discussed in Chapter 6. Their interest income is reduced by securitizations
of financial assets, as discussed in Chapter 8.

Second, the largest U.S. commercial banks are extensively involved with
derivatives as dealers, traders, and hedgers. For example, the Bank of Inter-
national Settlements reports that over-the-counter (OTC) derivatives with
anotional amount of $285 trillion were outstanding in December 2005, while
the Office of Thrift Supervision reports that $85 trillion (30%) of this amount
was held by the three largest U.S. commercial banks—JPMorgan Chase
($44 trillion), Bank of America ($21 trillion), and Citigroup ($20 trillion) —
with an additional $9 trillion (3%) being held by the next 22 largest U.S.
commercial banks.? It is critical for financial analysts to understand commer-
cial banks’ derivatives use, in part because derivatives trading is a significant
source of noninterest income for the largest banks and in part because the
use of derivatives could increase or decrease their exposure to market and
other risks, depending on whether they use derivatives for speculation or hedg-
ing. Chapters 11 and 12 describe financial report information about deriva-
tives provided under the accounting standards for derivatives and hedging
and the required market risk disclosures of the Securities and Exchange Com-
mission (SEC), respectively.

Because of commercial banks’ focus on generating noninterest income,
compared to the balance sheet focus of the analysis of thrifts, the analysis
of commercial banks places more weight on income or cash flow statement—
based valuation approaches. These approaches require users of financial
reports to assess the risk and persistence of commercial banks’ various non-
interest income streams. Users depend on the quality of the management’s
discussion and analysis and other disclosures in performing this task, since
sources of noninterest income with differential risk and persistence often are
reported together in the financial statements.

The remainder of this chapter provides descriptive analysis of financial
statement data for the commercial banking industry as a whole and for a
representative bank holding company, SunTrust Banks, Inc. (SunTrust), in
2005. SunTrust is a large commercial bank—the ninth largest in the United
States in terms of assets—that primarily operates in the Southeast. SunTrust
is representative of the industry in many respects, combining traditional con-
sumer and corporate banking activities with a diverse set of other activities,
including investment banking, brokerage, and investment management. With
$117 billion notional amount outstanding at the end of 2005, SunTrust is
a moderately active dealer ($76 billion) and user ($41 billion) of derivatives.
The next three sections describe commercial banks’ balance sheets, income
statements, and cash flow statements, respectively.
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BALANGE SHEET

As with thrifts, the balance sheets of commercial banks are unclassified, with
no distinction made between current versus noncurrent accounts. This reflects
the liquid nature of most financial assets and liabilities. Assets and liabili-
ties generally are listed in order of liquidity, which reflects a combination of
intent to hold and term to maturity.

Exhibit 10.1 reports an average percentage balance sheet (all numbers
are divided by average industry assets) for U.S. commercial banks in 2005.
To provide a sense for differences between larger, more wholesale and smaller,
more retail commercial banks, the exhibit also reports this data for the 10

EXHIBIT 10.1 Commercial Bank Industry Balance Sheet as a
Percentage of Average Industry Assets in 2005

10 101-1,000
All Largest Largest
Banks  Banks Banks

Assets: 100% 100% 100%
Bank deposits, federal funds sold, and reverse RPs 6.9 7.2 4.6
Trading account 4.2 7.8 1
Investment Securities: 17.9 15.6 21.5
U.S. Treasuries, agency backed-MBS, and debt  12.1 10.2 15.9
Other 5.8 5.4 5.6
Loans and leases outstanding, net: 57.9 51.4 65.2
Commercial and industrial 11.2 10.6 11.8
Consumer 9.1 8.8 5.4
One- to four-family real estate 18.3 17.7 15.2
Other real estate 14.1 6.8 30.7
Other 6.0 8.1 3.1
— Allowance for loan losses (.8) (.7) (.9)
Noninterest-earning assets 13.2 16.0 8.7
Liabilities: 89.9 90.8 89.1
Deposits: 67.0 64.0 73.3
Core (transaction deposits, savings, small time)  47.5 40.2 59.1
Other (large time and foreign) 19.5 23.8 14.2
Federal funds purchased and RPs 7.1 8.4 5.5
Other managed liabilities 9.7 8.7 8.6
Other liabilities 6.1 9.8 1.7
Ouwners’ Equity 10.1% 9.2% 10.9%

Source: “Profits and Balance Sheet Developments at U.S. Commercial Banks during 2005,”
Federal Reserve Bulletin (June 2006).

Note: RP denotes securities repurchase agreements.
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largest (assets greater than $88 billion) and the 101 to 1,000 largest (assets
between $457 million and $7 billion) banks. These data are taken from regu-
latory call reports, which reflect only the chartered bank and its subsidiaries,
not the nonbank subsidiaries of the holding company. Some commercial
banks’ securities activities appear to remain in subsidiaries of the financial
or bank holding company, despite the fact that the GLBA now allows these
activities to be performed in subsidiaries of the chartered bank. Moreover,
two of commercial banks’ other nonbanking activities, insurance under-
writing and merchant banking, must be conducted in subsidiaries of FHCs.

Compared to thrifts, which hold 64% of their assets in one- to four-
family residential mortgages and mortgage-backed securities (MBS), com-
mercial banks hold a wide range of assets. Two broad classes, loans (includ-
ing leases) and securities, together constitute about 80% of their assets. The
57.9% of assets attributable to loans is spread across commercial and indus-
trial loans (11.2%), consumer loans (9.1%), one- to four-family real estate
mortgages (18.3%), other real estate loans (14.1%), and other loans and
leases (6.0%). Over the past five years, the percentage of real estate loans
has risen by over 5%, reflecting the robustness of real estate markets.
Commercial loans have fallen by a similar percentage over this period, first
due to commercial banks’ reluctance to make these loans as a consequence
of the corporate bankruptcies and recession of 2001-2002 and subsequently
reflecting firms’ ability to finance their investments either through accu-
mulated profits or securities issuance. The 22.1% of commercial banks’ assets
attributable to securities is spread across trading securities (4.2%), essen-
tially credit-riskless U.S. Treasury, agency-backed MBS, and agency debt
securities (12.19%), and credit-riskier other securities (5.8%).

Commercial banks’ asset mix varies somewhat across size classes, although
by less than it did five years ago, because the 10 largest banks have become
more retail/consumer-oriented, reducing their holdings of commercial loans
and increasing their holdings of consumer loans and one- to four-family resi-
dential mortgages over this period. Within loans, the most significant remaining
difference is the 10 largest banks hold far less other real estate loans (6.8%
of assets) than the 101 to 1,000 largest banks (30.7% of assets), reflecting
the fact that multifamily and commercial real estate loans tend to be fairly
heterogeneous and too small individually to attract the largest banks’ atten-
tion. Within securities, the 10 largest banks hold more trading securities and
less investment securities, reflecting their blurring with securities firms. The
10 largest banks hold a credit-riskier mix of investment securities, with pro-
portionately less U.S. Treasury and agency securities and more other securities.
The 10 largest banks hold more noninterest-earning assets and less loans as
a percentage of total assets compared to the 101 to 1,000 largest banks, reflect-
ing the 10 largest banks’ focus on noninterest income and larger goodwill.

The differences in goodwill are likely to become larger over time. Since
SFAS No. 141, Business Combinations (2001), became effective, commercial
banks’ mergers and acquisitions can no longer be accounted for as poolings
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of interests that do not yield reported goodwill, as usually was the case previ-
ously. SFAS No. 141 (2001) requires a version of purchase accounting that
typically yields large amounts of reported goodwill for the acquirer in the
most significant bank mergers and acquisitions, which not surprisingly usually
is one of the largest banks. For example, J. P Morgan Chase’s acquisition of Bank
One in 2004 gave rise to $34 billion of reported goodwill for the resulting
subtly renamed JPMorgan Chase, a large amount even for bank of its huge size.

On the liability side, much like thrifts, commercial banks primarily raise
funds through deposits (67.0% of assets), although a larger fraction of these
clearly are noncore (e.g., large time and foreign) deposits (19.5%). The
remaining liabilities are wholesale, raised mainly in the federal funds, secu-
rities repurchase, and corporate debt markets. In contrast, thrifts’ wholesale
funds are raised almost entirely from the Federal Home Loan Banks.

Commercial banks’ liability mix varies substantially with bank size. The
10 largest banks hold less total and core deposits but more noncore deposits
than the 101 to 1,000 largest banks. The 10 largest banks also raise more
funds in nondeposit wholesale markets.

Like thrifts, commercial banks are highly leveraged, with owners’ equity
equaling 10.1% of assets. The 10 largest banks hold less owners’ equity as
a percentage of assets (9.2%) than the 101 to 1,000 largest banks (10.9%).
This reflects larger banks’ greater ability to diversify risks across their port-
folios and possibly higher risk tolerance.

The balance sheet composition of commercial banks has remained fairly
stable over time. There has been a gradual movement toward holding secu-
rities rather than loans on the asset side and toward raising funds from whole-
sale sources rather than core deposits on the liability side. Both of these trends
are rather subtle and are dominated by fluctuations around the trend in
specific years, however. For example, due to low interest rates and investor
concerns about the securities markets, it was relatively easy for banks with
retail networks to raise core deposits from 2001 to 2004.

As noted, SunTrust conducts a diverse set of traditional and nontradi-
tional activities that are represented on its 2005 balance sheet reported in
Exhibit 10.2. Reflecting its traditional activities, SunTrust has a relatively
large loan portfolio at 63% of assets. Although loan types are not broken
out on the balance sheet, SunTrust reports in its loan footnote that 59% of
its loans are real estate, 29% are commercial, and 12% are consumer. Sun-
Trust raises significant amounts of funds from both core and noncore deposits
and from a varied set of wholesale markets. Deposits are high for such a large
bank at 68% of assets. Although core deposits are not cleanly broken out on
the balance sheet, SunTrust’s regulatory disclosures indicate that 729 of its
deposits are core.

Reflecting its less traditional activities, SunTrust has moderate-size trad-
ing positions on both sides of the balance sheet. About $1 billion of each
of its trading assets and trading liabilities are matched derivatives SunTrust
engages in as a derivatives dealer.
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EXHIBIT 10.2 SunTrust Banks, Inc., Consolidated Balance Sheets

As of December 31

(Dollars in thousands) 2005 2004
Assets
Cash and due from banks $ 4,659,664 $ 3,876,741
Interest-bearing deposits in other banks 332,444 15,929
Funds sold and securities purchased under

agreements to resell 1,313,498 1,596,269
Trading assets 2,811,225 2,183,645
Securities available for sale 26,525,821 28,941,080
Loans held for sale 13,695,613 6,580,223
Loans 114,554,895 101,426,172
Allowance for loan and lease losses (1,028,128) (1,050,024)
Net loans 113,526,767 100,376,148
Premises and equipment 1,854,527 1,860,415
Goodwill 6,835,168 6,806,013
Other intangible assets 1,122,967 1,061,451
Customers’ acceptance liability 11,839 12,105
Other assets 7,023,308 5,559,765
Total assets $179,712,841 $158,869,784

Liabilities and Shareholders’ Equity

Noninterest-bearing consumer and
commercial deposits

Interest-bearing consumer and commercial
deposits

Total consumer and commercial deposits

Brokered deposits

Foreign deposits

Total deposits

Funds purchased and securities sold under
agreements to repurchase

Other short-term borrowings
Long-term debt

Acceptances outstanding
Trading liabilities

Other liabilities

Total liabilities

Common stock, $1.00 par value

$ 26,327,663

$ 24,878,314

71,244,719 67,231,381
97,572,382 92,109,695
15,644,932 6,100,911

8,835,864 5,150,645

122,053,178 103,361,251

10,374,533 9,342,831

1,937,624 2,062,549
20,779,249 22,127,166
11,839 12,105
1,529,325 1,098,563
6,139,698 4,878,420
162,825,446 142,882,885
370,578 370,578
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EXHIBIT 10.2 (Continued)

As of December 31

(Dollars in thousands) 2005 2004
Additional paid in capital 6,761,684 6,749,219
Retained earnings 9,310,978 8,118,710
Treasury stock, at cost, and other (493,936) (528,558)
Accumulated other comprehensive income 938,091 1,276,950
Total shareholders’ equity 16,887,395 15,986,899
Total liabilities and shareholders’ equity $179,712,841 $158,869,784

INCOME STATEMENT

As with thrifts, the order of commercial banks’ income statements reflects
the historical (although not necessarily current) primacy of net interest income.
Interest revenue is at the top, from which interest expense is subtracted to
yield net interest income before the provision for loan losses. The provision
for loan losses is subtracted to yield net interest income after the provision
for loan losses. The provision for loan losses naturally offsets net interest
income before the provision for loan losses, since loans subject to more credit
risk should carry higher interest rates, all else being equal. At the bottom
of the income statement, noninterest income is added and noninterest expenses
and tax expense are subtracted.

Exhibit 10.3 reports average percentage income statements (all numbers
are divided by average industry assets) in 2005 for all U.S. commercial banks
and for the same size classes as before. Despite a trend toward noninterest
income, commercial banks’ net income remains driven primarily by net inter-
est income. Reflecting the still-low interest rates during 2003, interest revenue
is 4.98%, interest expense is 1.89%, and the provision for loan losses is .30%
of assets. These amounts yield net interest income after the loan loss provi-
sion of 2.79% of assets, which exceeds noninterest income of 2.33% of assets.
Noninterest expenses are 3.19% of assets. These amounts yield a return on
assets of 1.31%. Although this level of return on assets may seem low, in
conjunction with their high leverage, commercial banks earned a fairly normal
return on equity of 13.0% in 2005.

Commercial banks’ income statement composition varies somewhat
across size classes. The 10 largest banks have lower interest revenue than the
101 to 1,000 largest banks, for three reasons.

1. As noted, a lower percentage of their assets earn interest.

2. Their loans yield only 6.16% compared to 6.90% for the 101 to 1,000
largest banks.
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EXHIBIT 10.3 Commercial Bank Industry Income Statement as a Percentage
of Average Industry Assets in 2005

10 101-1,000
All Largest Largest
Banks  Banks Banks

Interest revenue 4980  4.47% 5.57%
— Interest expense (1.89) (1.89) (1.84)
= Net interest income 3.09 2.58 3.73
— Loan loss provision (.30) (.20) (.24)
= Net interest income after loan loss provision 2.79 2.38 3.49
— Noninterest income: 2.33 2.37 2.02
Service charges on deposits .39 42 .36
Income from fiduciary activities 31 27 35
Trading income .17 31 .01
Other noninterest income 1.47 1.38 1.30
— Noninterest expense (3.19) (2.99) (3.37)
= Net noninterest expense (.86) (.62) (1.395)
= Income before taxes 1.93 1.75 2.13
— Tax expense (.62) (.57) (.68)
= Net income 1.31% 1.18% 1.45%

Source: “Profits and Balance Sheet Developments at U.S. Commercial Banks during 2005,”
Federal Reserve Bulletin (June 2006). These data are taken from regulatory call reports and
represent commercial banks, not bank holding companies.

Note: Totals may not sum exactly because small amounts for realized gains and losses
and extraordinary items are omitted.

3. They hold more low-yielding bank deposits, federal funds sold, and reverse
repurchase agreements.

Interest expense is similar across size categories, with the 10 largest banks
having a slightly lower cost of funds than the 101 to 1,000 largest banks.
This fact mainly reflects the still-low-interest-rate environment in 2005,
which yields a relatively small spread between the rates paid on core deposits
and wholesale funds. In a higher-interest-rate environment, larger, more whole-
sale commercial banks typically have a higher cost of funds than smaller, more
retail banks.

Total noninterest income rises somewhat with bank size, at 2.37% of
assets for the 10 largest banks and 2.02% for the 101 to 1,000 largest banks.
Given the prior discussion, one might expect the 10 largest banks to have
relatively more noninterest income. The reason for this is that some of the
10 largest banks’ noninterest income from nontraditional activities is not
reflected in the regulatory call report data, because this income is located
in subsidiaries of the holding company rather than in the chartered bank
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or its subsidiaries. Commercial banks’ noninterest income composition varies
with bank size, with the 10 largest banks having higher trading income than
the 101 to 1,000 largest banks.

Noninterest expense falls somewhat with bank size, at 2.99% of assets
for the 10 largest banks and 3.37% of assets for the 101 to 1,000 largest banks.
This reflects the fact that the smaller, more retail banks have greater costs
associated with operating retail banking networks. However, the 10 largest
banks tend to have more highly trained and thus higher-salaried employees.

Over time, aside from largely offsetting changes in interest revenue and
expense that track changes in interest rates, the main change in commercial
banks’ income statement composition has been an increase in noninterest
income from 1.67% of assets in 1990 to 2.33% in 2005. Again, the call report
data understate this trend, because of the business conducted in subsidiaries
of holding companies.

SunTrust’s 2005 income statement is reported in Exhibit 10.4. Its amount
of net income is slightly below average, with a return on assets of 1.17% and

EXHIBIT 10.4 SunTrust Banks, Inc., Consolidated Statements of Income

Year Ended December 31
(Dollars in thousands

except per share data) 2005 2004 2003
Interest Income
Interest and fees on loans $5,961,122  $3,947,231 $3,593,630
Interest and fees on loans held

for sale 485,724 281,292 448,322

Interest and dividends on securities
available for sale

Taxable interest 1,032,785 844,526 609,500
Tax-exempt interest 35,733 26,340 17,971
Dividends 104,215 72,580 66,671

Interest on funds sold and
securities purchased under

agreements to resell 43,206 18,577 15,673
Interest on deposits in other banks 867 178 146
Other interest 67,657 27,658 16,929
Total interest income 7,731,309 5,218,382 4,768,842
Interest Expense
Interest on deposits 1,832,975 766,188 771,631

Interest on funds purchased and
securities sold under agreements
to repurchase 312,193 108,591 106,174

(continues)
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EXHIBIT 10.4 (Continued)

(Dollars in thousands

Year Ended December 31

except per share data) 2005 2004 2003
Interest Expense
Interest on other short-term

borrowings 94,965 30,195 33,511
Interest on long-term debt 912,210 628,253 537,223
Total interest expense 3,152,343 1,533,227 1,448,539
Net Interest Income 4,578,966 3,685,155 3,320,303
Provision for loan losses 176,886 135,537 313,550
Net interest income after provision

for loan losses 4,402,080 3,549,618 3,006,753
Noninterest Income
Service charges on deposit accounts 772,519 700,022 643,103
Trust and investment management

income 673,720 586,783 502,409
Retail investment services 213,274 192,811 161,753
Other charges and fees 456,481 390,494 326,311
Investment banking income 216,530 206,730 192,480
Trading account profits and

commissions 145,120 127,799 109,878
Card fees 210,779 153,439 119,585
Net gain on sale of RCM assets 23,382 — —
Other noninterest income 450,394 288,059 123,606
Securities (losses)/gains (7,155) (41,691) 123,876
Total noninterest income 3,155,044 2,604,446 2,303,001
Noninterest Expense
Employee compensation 2,117,156 1,804,911 1,585,919
Employee benefits 417,055 363,402 358,644
Net occupancy expense 312,070 268,248 237,266
Outside processing and software 357,387 286,270 246,654
Equipment expense 204,038 184,865 178,443
Marketing and customer

development 156,711 128,291 100,280
Amortization of intangible assets 118,964 77,582 64,515
Merger expense 98,642 28,401 —
Other noninterest expense 908,706 755,068 628,895
Total noninterest expense 4,690,729 3,897,038 3,400,616
Income before provision for

income taxes 2,866,395 2,257,026 1,909,138
Provision for income taxes 879,156 684,125 576,841
Net Income $1,987,239 $1,572,901 $1,332,297
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a return on equity of 12.1%. SunTrust partly makes up for below-average
net interest income and noninterest income by having below-average non-
interest expense. SunTrust provides quite good disaggregation of its non-
interest income in its income statement. Most of its noninterest income is
from fairly traditional activities, although it reports $217 million investment
banking income and $145 million trading account income.

GASH FLOW STATEMENT

As with thrifts, the distinction among operating, investing, and financing
cash flows is arbitrary on commercial banks’ cash flow statements, since most
of their cash flows relate to financial instruments. SunTrust’s cash flow state-
ment in 2005 is reported in Exhibit 10.5. The arbitrary nature of this distinc-
tion is reflected, for example, in its classification of cash flows on loans held
for sale as operating but the cash flows on loans held in portfolio as invest-
ing, even though these cash flows arise from transactions in the same sort
of financial assets. SunTrust’s $7.1 billion net increase in loans held for sale
during 2005 reduced its cash flow from operations by that amount. The same
cash flow statement classification issue arises for commercial banks’ trading
portfolios.

In analyzing a commercial bank, it is usually wise to ignore its cash flow
statement classifications and focus instead on what the cash flow statement
indicates about the bank’s new investments and sources of funding during
the year. The cash flow statement is usually quite illuminating in this regard.
For example, as indicated in the financing section of its cash flow statement,
SunTrust’s main source of new financing during 2005 was a net increase in
deposits of $18.7 billion. Given that 72% of SunTrust’s deposits are core,
one might expect this financing to be raised from core deposits, but in fact
$13.2 billion of this amount was raised from noncore foreign and brokered
deposits, so that SunTrust raised funds primarily from wholesale sources
during 2005. In its investing section, SunTrust’s main investment during 2005
is a $13.7 billion net increase in loans.

NOTES

1. www.federalreserve.gov/generalinfo/fhc/.

2. E. Klee and G. Weinbach, “Profits and Balance Sheet Developments at U.S.
Commercial Banks in 2005, Federal Reserve Bulletin (June 2006).

3. Bank of International Settlements, “Semiannual OTC Derivatives Statistics,”
June 2006, www.bis.org/statistics/otcder/dt1920a.pdf; Comptroller of the
Currency, “OCC’s Quarterly Report on Bank Derivatives Activities: Fourth
Quarter 2005,” Washington, D.C.
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Derivatives and Hedging

his chapter describes SFAS No. 133, Accounting for Derivative Instruments

and Hedging Activities (1998), as amended in significant ways by SFAS No.
138, Accounting for Certain Derivatives and Certain Hedging Activities
(2000), SFAS No. 149, Amendment of Statement 133 on Derivative Instru-
ments and Hedging Activities (2003), and SFAS No. 155, Accounting for
Certain Hybrid Financial Instruments (2006), and in lesser ways by various
other standards. SFAS No. 133 (1998) also has been interpreted and in some
respects altered by 145 Derivatives Implementation Group (DIG) issues that
remain effective as of November 2006 and do not pertain to the initial adop-
tion of the standard. In this chapter, “SFAS No. 133 (1998)” refers to the
standard as originally written, while “SFAS No. 133 (1998), as amended”
refers to the entire literature, which comprises an exceedingly complex and
detailed set of accounting and disclosure requirements. This chapter focuses
on the essential elements and the strengths and weaknesses of these require-
ments from the perspective of users of financial reports.

Although derivatives have been used for centuries, derivatives markets
first developed in earnest in the 1970s, and the widespread use of deriva-
tives took off in the early 1990s. The global derivatives markets are now huge,
and they continue to grow rapidly. Based on its semiannual surveys of major
market participants, which do not capture all derivatives, the Bank for Inter-
national Settlements (BIS) reports that the notional amount of over-the-
counter derivatives at the end of 2005 was $285 trillion, with $215 trillion
of interest rate derivatives ($173 trillion of interest rate swaps, by far the most
common type of derivative), $32 trillion of foreign exchange derivatives,
$10 trillion of credit derivatives, $5 trillion of equity-linked derivatives, $4
trillion of commodity derivatives, and $19 trillion of other derivatives. BIS
also reports that the notional amount of exchange-traded derivatives at
the end of 2005 was $58 trillion, with $52 trillion of interest rate deriva-
tives, $3 trillion of equity-linked derivatives, and $174 billion of foreign
exchange derivatives.! Although the notional amounts of derivatives usually
far exceed their fair values, these amounts generally do indicate the risk trans-
ferred by derivatives.
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SFAS No. 133 (1998) was motivated by desire of the Financial Account-
ing Standards Board (FASB) to make firms’ use of derivatives more trans-
parent in their financial reports. Once derivatives became widely used in
the early 1990s, policymakers became concerned that the value and risks
of derivatives were not well understood by less sophisticated firms or trans-
parent to users of financial reports. This concern was particularly strong
during 1993-1994, a period in which interest rates first fell then rose sharply,
foreign exchange rates and commodity prices fluctuated considerably, and
a number of well-publicized and very large losses on derivatives and hybrid
financial instruments occurred, such as Orange County, California; Gibson
Greetings; Procter & Gamble; and Metallgesellschaft. For example, the Orange
County bankruptcy was caused mainly by its leveraged investment in “inverse
floaters,” hybrid debt instruments with embedded interest rate swaps that
pay interest at a rate that floats inversely with interest rates. This invest-
ment suffered huge losses when interest rates rose sharply in 1994. The Asian
financial crisis in the second half of 1997, which segued into the Russian
debt/hedge fund crisis in the second half of 1998, raised concerns about deriv-
ative counterparty risks and the systemic risks posed by hedge funds’ opaque
and highly leveraged positions in derivatives that are still being debated by
policymakers today.?

Although flawed in a number of respects, SFAS No. 133 (1998) succeeds
in making firms’ derivatives usage more transparent than under prior account-
ing rules and practices, through both its accounting and its disclosure require-
ments. Most notably, the standard requires that all derivatives be fair valued
on the balance sheet as gross assets and liabilities. In contrast, under prior
accounting rules and practices, derivatives used for hedging usually were
either netted against the hedged items or not recognized on the balance sheet.
The standard also requires that unrealized gains and losses on derivatives
that do not qualify for cash flow hedge accounting or that result from most
types of hedge ineffectiveness be recorded in net income as they occur. These
accounting requirements are not universally beloved by firms that use hedge
accounting, however, because they cause the firms to have larger balance
sheets (which reduces return ratios and may raise capital requirements) and
more volatile net income than they would have had for the same positions
under prior hedge accounting rules and practices.

Hedge accounting means that gains and losses on exposures and effec-
tive hedges of those exposures are recognized in net income in the same
periods, which can be accomplished by conforming either the accounting for
the hedged item to that for the hedge or the accounting for the hedge to that
for the hedged item. Without hedge accounting, hedged items and derivatives-
based hedges typically would be accounted for using different valuation bases
—amortized cost for most hedged items and fair value for derivatives—with
the economically nondescriptive consequence that effective hedging would
increase volatility in net income compared to no hedging.

SFAS No. 133 (1998) restricts hedge accounting to effective derivatives-
based hedges of specific exposures or portfolios of highly correlated exposures,
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despite the fact that hedging often can be accomplished more efficiently and
effectively using nonderivatives-based hedges or at the level of aggregate net
exposures. These restrictions are intended to ensure that hedge accounting
is used only for hedging relationships that are clearly documented and deter-
mined to be effective on an ongoing basis.

SFAS No. 133’s (1998) weakest feature is it allows for two distinct and
basically inconsistent approaches to hedge accounting: fair value and cash
flow hedge accounting. Fair value hedge accounting applies to hedges of
exposures that exhibit fair value variability. It conforms the accounting for
the hedged item to the fair value accounting for the derivative hedge on both
the balance sheet and the income statement. In this regard, fair value hedge
accounting is essentially an expansion of fair value accounting to the hedged
item. In contrast, cash flow hedge accounting applies to hedges of exposures
that exhibit cash flow variability. It conforms the accounting for the deriv-
ative hedge to the accounting for the hedged item on the income statement,
but not on the balance sheet, since the standard requires that all derivatives
be recorded at fair value on the balance sheet. To accommodate the incon-
sistent treatment of cash flow hedge derivatives on the balance sheet and
income statement, unrealized gains and losses on these derivatives are initially
recorded in accumulated other comprehensive income on the balance sheet,
where they remain until they are recycled into net income to smooth the
income statement effects on the hedged item.

Fair value and cash flow hedge accounting have very different effects on
the financial statements. An important difference between the two approaches
is that cash flow hedge accounting ignores hedge ineffectiveness due to under-
hedging while fair value hedge accounting captures all hedge ineffectiveness.
Largely for this reason, firms often prefer cash flow hedge accounting and
devise hedging strategies to obtain it. Although it may appear that firms
cannot choose whether to use fair value or cash flow hedge accounting for
a given hedge, since the hedged items in fair value hedges must exhibit fair
value variability while the hedged items in cash flow hedges must exhibit cash
flow variability, this is often not the case for financial institutions. These insti-
tutions hold portfolios of financial instruments, some of which exhibit fair
value variability and others cash flow variability, and so they often are able
to choose the hedged item and thus the hedge accounting method for a given
hedge.

As discussed in Chapters 1 and 6, fair value is the proper valuation basis
for liquid financial instruments held by financial institutions, and so fair value
hedge accounting is preferable to cash flow hedge accounting for these insti-
tutions’ hedges of financial instruments. In this regard, the FASB is working
toward requiring fair value accounting for all financial instruments. If and
when this occurs, hedge accounting for hedges of financial instruments, which
constitute most of financial institutions’ hedging, will no longer be allowed
under SFAS No. 133 (1998). It will also no longer be needed, because consis-
tent fair value accounting for both the derivative hedge and the hedged item
will occur without hedge accounting.
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SFAS No. 133’s (1998) strongest feature is that it makes hedge ineffec-
tiveness more apparent than under prior accounting rules and practices, which
generally ignored the ineffective portion of hedges altogether. As noted, gains
and losses resulting from most types of hedge ineffectiveness are recorded
in net income as they occur; moreover, required disclosures indicate the
amount of gains and losses by type of hedge ineffectiveness and in what
income statement line item those gains or losses appear. Two significant types
of hedge ineffectiveness are ignored under SFAS No. 133 (1998), as amended,
however. First, as noted, SFAS No. 133 (1998) ignores ineffectiveness asso-
ciated with cash flow underhedges. Second, SFAS No. 138 (2000) allows firms
to hedge close to riskless benchmark (U.S. Treasury or London Interbank
Offered Rates [LIBOR]) interest rates within credit or prepayment risky expo-
sures, in most respects ignoring the potentially substantial “basis risk” involved
with these hedges.

For practical reasons, the portions of SFAS No. 133 (1998), as amended,
that pertain solely to foreign exchange derivatives and hedges of foreign
exposures are not discussed in this chapter. To do this properly requires
explaining SFAS No. 52, Foreign Currency Translation (1981), which would
require a chapter of its own. With a few significant exceptions that are men-
tioned in this chapter, the accounting requirements for foreign exchange
derivatives and for hedging of foreign exposures are consistent with those
discussed in this chapter.

The first two sections of this chapter provide intuitive overviews of deriv-
atives and hedging, respectively. Readers well acquainted with these topics
can skip these sections. The accounting and disclosure requirements for deriv-
atives and hedging in SFAS No. 133 (1998), as amended, are described in the
third section. The last section discusses the strengths and weaknesses of this
standard and the issues it poses for financial analysis. A framework for analyz-
ing financial institutions’ derivatives and hedging is developed that emphasizes
the need for users of financial reports to interpret financial institutions’ disclo-
sures of derivatives and hedging jointly with their market risk disclosures.
Market risk disclosures are described in Chapter 12, and the financial analy-
ses recommended by the framework that involve those disclosures are
demonstrated in that chapter as well, so these two chapters should be viewed
as a matched set. In both chapters, excerpts from SunTrust Banks” 2005 Form
10-K filing are used to illustrate the accounting and disclosure requirements
and the financial analysis techniques.

DERIVATIVES

Definition

There is no unambiguous definition of derivatives from an economic perspec-
tive. Any security derived from one or more primitive securities could be
referred to as a derivative; the practical application of this view of a deriv-
ative would require identification of the set of primitive securities, however,
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since otherwise derivatives could be the primitive securities. Rather than
attempting to make such an arbitrary and static identification, SFAS No. 133
(1998) defines derivatives for accounting purposes as instruments that possess
three characteristics common in contracts primarily used to manage risks.

Modifying SFAS No. 133’s (1998) language somewhat to correspond
to that used by market participants, the standard’s first condition for a con-
tract to be a derivative is that its settlement amounts are jointly derived from
the notional amounts and prices of one or more underlying variables (here-
after called “underlyings”). Underlyings are usually economic goods, such
as financial assets or commodities, although they could be almost anything.
For example, derivatives exist that are based on weather-related underly-
ings, such as hurricanes and temperature. Notional amounts are principal
or other monetary amounts for most derivatives and physical quantities for
commodity derivatives. Prices could be interest rates, exchange rates, market
prices for securities or commodities, indicators of default, credit indices, or
virtually any other variable.

SFAS No. 133 (1998) uses the term “underlying” to mean “price”; this
usage is both nonstandard and nondescriptive, so it is not adopted in this
chapter. It probably reflects the fact that price is not always a descriptive
term either, since the prices that determine the settlement payments on deriv-
atives sometimes are not prices in the conventional sense.

Derivatives generally can be viewed as combining offsetting long and
short positions in more primitive financial instruments. For example, a receive-
fixed/pay-floating interest rate swap is a long position in a fixed-rate finan-
cial asset and a short position in a floating-rate financial asset. This feature
implies that the fair values of derivatives at inception are typically zero or
small relative to the notional amounts of their underlyings. Derivatives’ small
initial fair values reduce the liquidity requirements and counterparty risks
that firms face by engaging in risk management activities. Subsequent gains
and losses on derivatives can be very large relative to their initial fair values,
however, since the risk transferred by derivatives depends on their notional
amounts, not their fair values.

Consistent with this offsetting-positions feature, SFAS No. 133’s (1998)
second condition for a contract to be a derivative is that it must require a
smaller initial net investment that other types of contracts that would be
expected to have a similar response to changes in market factors. This condi-
tion is weaker than a relatively small initial net investment condition the
FASB considered imposing during its deliberations of SFAS No. 149 (2003);
for example, a contract that has an initial value that is 90% of other contracts
that would be expected to have a similar response to changes in market prices
would meet this condition, even though its initial value would be relatively
large.

Most derivatives settle net, meaning that only the net value of the offset-
ting positions changes hands at settlement, thereby reducing firms’ exposures
to the credit risk of their derivatives counterparties. Most simple derivatives
settle in cash, even commodity derivatives for which the notional amounts
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are physical quantities. Most compound derivatives, such as swaptions (an
option on a swap), settle in another derivative or a nonderivative financial
instrument.

Consistent with this net-settlement feature, SFAS No. 133’s (1998) third
and final condition for a contract to be a derivative is that its terms must
require or permit net settlement, or the contract must be readily settled net
by a means outside the contract. For example, a commodity forward that
requires the commodity to be delivered to the purchaser would still meet
this condition if the purchaser could easily sell the commodity for cash in
a liquid market. The FASB decided in SFAS No. 149 (2003) that commit-
ments to originate mortgages that will be held for sale should be accounted
for by the potential lender as derivatives if they meet SFAS No. 133’s (1998)
three conditions to be derivatives, but other loan commitments should not
be accounted for as derivatives even if they meet those conditions. The primary
reason why the FASB distinguishes mortgage commitments from other loan
commitments in this fashion is the liquidity of the mortgaged-back securities
(MBS) market and the lender’s contractual right to resell mortgages makes
net settlement of mortgages by a means outside the contract more feasible.

SFAS No. 133 (1998), as amended, exempts various sizable classes of
contracts that may exhibit all three characteristics from being accounted for
as derivatives. These exceptions include contracts indexed to the firm’s own
equity that it classifies in owners’ equity, employee stock options, contin-
gent consideration in business combinations, normal forward purchases and
sales, most insurance contracts, financial guarantees in which the guaran-
teed party is exposed to default by the party referenced in the guarantee,
and plain vanilla interest-only and principal-only strips.

Some instruments that market participants generally do not refer to as
derivatives, such as financial guarantees in which the guaranteed party is
not exposed to default by the party referenced in the guarantee, exhibit all
of SFAS No. 133’s (1998) three characteristics and are not exempted, and
so are derivatives for accounting purposes. Conversely, some instruments
that market participants refer to as derivatives and that are commonly used
for risk management purposes, such as physically settled commodity forwards
that cannot readily be settled net, do not exhibit all three characteristics and
so are not derivatives for accounting purposes.

SFAS No. 133 (1998) requires that a derivative embedded in a hybrid
financial instrument be separated from the host instrument if the hybrid
financial instrument is not accounted for at fair value on the balance sheet
and income statement under otherwise applicable generally accepted account-
ing principles (GAAP) —including SFAS No. 155’s (2006) fair value option
discussed in Chapter 9—and the embedded derivative is not “clearly and
closely related” to the host instrument. Whether an embedded derivative is
“clearly and closely related” to the host instrument is a matter of judgment
that should take in account whether the economic characteristics of the host
instrument and embedded derivative are similar in nature and whether the
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presence of the embedded derivative changes the return on the hybrid finan-
cial instrument sufficiently. For example, a convertible bond includes an
embedded equity call option that is not clearly and closely related to the
host bond both in terms of their economic characteristics and by the abil-
ity of the call option to change the return on the convertible bond. Holders
of convertible bonds should separate the equity call option from the host
bond. Issuers of the same bonds should not separate the option and the bond,
however, because the option is indexed to the issuer’s stock and would on
a stand-alone basis be recognized in the issuer’s owners’ equity, and so is
exempted from being a derivative.

There are many specific types of derivatives, although they fall into three
main types that are discussed next:

1. Futures and forwards
2. Options
3. Swaps

Futures and Forwards

A futures or forward contract obligates one party to buy and another party
to sell something at a future date for a specified price. Futures are stan-
dardized exchange-traded instruments that settle in cash daily and that
involve guarantees of the performance of both parties by the clearinghouse
of the exchange. Since futures settle in cash daily, their fair value at any point
in time tends to be small. Futures involve relatively low transaction costs
and credit risk but often allow only imperfect risk management due to their
standardized nature.

In contrast, forwards are customized to the needs of specific clients.
Forwards trade over the counter (OTC) and usually settle at the end of the
contract period. Forwards are not guaranteed by a clearinghouse and so may
involve substantial credit risk, depending on the creditworthiness of the coun-
terparties. Increasingly, derivative dealers require their counterparties to post
collateral in forward contracts and other OTC derivatives in an amount that
reflects their current fair value. Collateral does not fully protect the dealer
against default, however, since the value of derivatives can change quickly.
Derivatives dealers must have very good internal control systems to moni-
tor changes in the value of their derivatives and the posting of collateral by
their counterparties, since a clearinghouse does not perform these functions.
Derivatives dealers use master netting agreements, which net the cash flows
on the covered contracts between the dealer and a given counterparty, to
mitigate credit risk, as discussed in Chapter 9.

For example, a commodities forward contract involves a notional amount
that is a physical quantity (e.g., bushels of wheat) and the price of a well-
defined commodity (e.g., the price of a bushel of wheat of a given grade to
be delivered in a given place). Assuming net cash settlement, if the spot price
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of the commodity at termination rises above the forward price, then the seller
of the forward contract pays the purchaser the notional amount times the
difference between the spot and forward prices. Conversely, if the spot price
of the commodity falls below the price specified in the forward contract, then
the purchaser of the forward contract pays the seller the notional amount
times the difference between the forward and spot prices. To illustrate, if
the notional amount is 100 bushels of wheat, the forward price is $2 per
bushel, and the spot price of wheat at the maturity of the forward contract
is $2.50, then the seller pays the purchaser $50 = ($2.50 — 2) x 100.

The payoff on a purchased (long) forward contract is depicted in Exhibit
11.1. The payoff on the corresponding sold (short) forward contract is minus
the payoff on the purchased forward contract. The cumulative payoff on a
futures contract is the same as the payoff on a forward contract with the same
terms, ignoring reinvestment of gains and losses from daily settlement of futures
contracts.

A purchaser (seller) of a forward contract is often a user of or holder
of a short position in (supplier of or holder of a long position in) the under-
lying good that is attempting to hedge changes in the price of the good. The
payoff from the contract adjusts the effective price paid or received for the
good in the spot market to the forward price for both parties. Alternatively,
a purchaser (seller) of a forward contract may be speculating on increases
(decreases) in the price of the good.

Options

An option contract provides the purchaser with the right but not the obli-
gation to buy or sell the underlying at a specified strike price over a specified

EXHIBIT 11.1 Payoff on a Purchased Forward Contract
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term. An option to buy is referred to as a call option and an option to sell is
referred to as a put option. Unlike most other derivatives, the purchaser of
an option must pay the seller (called the “writer”) a premium, so that options
have initial value. This premium is recognized initially as an asset by the pur-
chaser and as a liability by the writer. In this regard, options are similar to
insurance contracts.

Assuming net cash settlement, an exercised call option yields a payment
from the writer to the purchaser for the notional amount times the differ-
ence between the spot price at exercise and the strike price. An exercised
put option yields a payment from the writer to the purchaser for the notional
amount times the difference between the strike price and the spot price at
exercise. For example, a stock put option involves a notional amount that
is a number of shares and a price that is the market price per share. The
purchaser of a stock put option is paid the number of shares times the dif-
ference between the strike price and the share price at the exercise date when
the price per share is below the strike price, and zero otherwise. To illustrate,
if the notional amount is 10 shares of stock, the strike price is $30, and the
share price is $22 at the exercise date, then the writer of the put option pays
the purchaser $80 = ($30 — 22) x 10.

The “intrinsic value” of an unexercised option is the amount that would
be received by the purchaser if the option were exercised immediately. The
intrinsic value is:

®  Zero if the option is currently “out of the money”—that is, the spot
price is below (above) the strike price for a call (put) option

®  Zero if the option is currently “at the money”—that is, the spot price
equals the strike price

®  Dositive if the option is currently “in the money”—that is, if the spot
price is above (below) the strike price for a call (put) option.

The value of an option prior to its expiration date is its intrinsic value
plus its time value, which is the incremental value associated with the right
to exercise the option later.

Under the assumptions made in standard option pricing theory (most
relevantly, independent and identically distributed returns on the under-
lying), the time value of an option is greatest when the option is at the money.
Intuitively, an out-of-the-money option requires the price to move a certain
amount in the favorable direction for the purchaser before it has intrinsic
value, and so it has less time value than an at-the-money option. Similarly,
an in-the-money option loses intrinsic value if the price moves in the unfa-
vorable direction, and so it also has less time value than an at-the-money option.
Holding the spot price constant, the time value of the option decreases as
the time to expiration shortens, so as the exercise date approaches, the value
of the option converges to its intrinsic value (i.e., its payoff). The net of pre-
mium value of and payoff at exercise to a purchased call option are depicted
in Exhibit 11.2.
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EXHIBIT 11.2 Net of Premium Value of and Payoff to a Purchased
Call Option
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A previously unexercised purchased call (put) option will be exercised
at the expiration date if and only if the spot price is above (below) the strike
price at that date. Assuming the option can be exercised early, various fac-
tors—most important, the dividend or interest yield on the underlying
—determine how deep in the money an option has to be before it is opti-
mal for the purchaser to exercise the option early. Under the assumptions
of option-pricing theory, a call option on an underlying that will not pay inter-
est or dividends prior to the expiration date of the option will never be
exercised early, since such an option always will have some time value. In
contrast, a put option on the same underlying may be exercised early, because
the strike price is the upper bound of the value of such an option.

Because of the differential incentives for the early exercise of put and
call options, a central relation in option pricing theory referred to as put-
call parity holds only for “European” options that cannot be exercised early.
Put-call parity means that European put and call options on the same underly-
ing with the same exercise price are related in value in this way: A portfolio
of one European put option plus one unit of the underlying has the same
value as a portfolio of one European call option plus cash in the amount of
the strike price discounted from the expiration date of the option to the pres-
ent. At the expiration date, both portfolios yield the underlying if the spot
price exceeds the strike price and the strike price otherwise.

Unlike most other derivatives, options involve payoffs only for spot prices
on one side of the strike price, and so they are used to hedge or speculate
in one direction. Hedging with options usually involves reducing the down-
side risk of an existing position by purchasing a put option (and paying a
premium), although it could involve reducing the upside risk of an existing
position by selling a put option (and receiving a premium). The purchaser
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of a put option who owns the underlying is said to be “covered,” meaning
hedged against decreases in the price of the underlying. The purchaser of
a put option who does not own the underlying is said to be “naked,” mean-
ing speculating on decreases in the price of the underlying.

Options can be combined with other options or derivatives to yield two-
sided effects. For example, purchased call and put options on the same
underlying yield a straddle, which pays off if the spot price either rises above
the strike price of the call or falls below the strike price of the put. Options
often are embedded in lending agreements, either by giving the borrower the
option to borrow on predetermined terms (e.g., loan commitments) or by
restricting the interest rates in some fashion (e.g., caps, floors, and collars).

Options yield a variety of problems for hedge accounting and market
risk disclosures. As depicted in Exhibit 11.2, the value of an option is a non-
linear function of the spot price, and options pay off only for spot prices
on one side of the strike price. These attributes imply that it is difficult to
assess and maintain options’ effectiveness as economic hedges, unless the
hedged item exhibits exactly the same nonlinearity. SFAS No. 133 (1998)
skirts this problem for hedge accounting purposes by allowing the nonlin-
ear time value of an option to be ignored (i.e., only the piecewise linear intrinsic
value to be used) in determining hedge effectiveness. Market risk disclosures
often provide linear characterizations of exposures and so do not describe
nonlinear exposures, such as options, well, as discussed in Chapter 12.

A swap contract is a generally net cash settled exchange of recurring payments
between two parties. Ignoring transactions costs, a swap is equivalent to a
sequence of forward contracts, one for each recurring payment. In this regard,
swaps are really not a separate type of derivative.

The most common type of swap is the “plain vanilla” interest rate swap,
in which one party pays fixed interest payments to and receives floating-rate
payments from its counterparty. The party that receives floating (fixed) and
pays fixed (floating) payments is sometimes referred to as the purchaser (seller)
of the swap, although more commonly swaps are referred to based on what
is received and paid, as in a receive-fixed/pay-floating swap. This language
is more general, because “basis swaps” both receive and pay at (different)
floating rates. The floating interest rates most commonly used in plain vanilla
dollar-denominated swaps are three-month and six-months LIBOR. The fixed
rates in these swaps are referred to as swap rates.

Interest rate swaps have notional amounts that are principal amounts.
Although the price that drives the settlement payments on these swaps is
the floating interest rate (or, for basis swaps, rates), for plain vanilla interest
rate swaps it is simpler to view this price as the value of the fixed-rate finan-
cial instrument that constitutes one side of the swap. This simplicity results
from the fact that the value of the swap rises or falls approximately dollar



280 DERIVATIVES AND HEDGING

for dollar with the value of that fixed-rate financial instrument, as depicted
in Exhibit 11.3, because the value of the floating-rate instrument that consti-
tutes the other side of the swap does not vary significantly with interest rates.
This simpler view of the price of an interest rate swap is used later in this
chapter.

A receive-floating/pay-fixed interest rate swap is effectively a long posi-
tion in a floating-rate financial asset and a short position in a fixed-rate
financial asset. A firm engaging in a receive-floating/pay-fixed interest rate
swap may be attempting to transform a fixed-rate asset into a floating-
rate asset, to transform a floating-rate liability into a fixed-rate liability, or
to speculate that interest rates will increase. Similarly, a receive-fixed/pay-
floating interest rate swap is effectively a long position in a fixed-rate financial
asset and a short position in a floating-rate financial asset. A firm engaging
in a receive-fixed/pay-floating interest rate swap may be attempting to trans-
form a floating-rate asset into a fixed-rate asset, to transform a fixed-rate
liability into a floating-rate liability, or to speculate that interest rates will
decrease.

At the firm level, interest rate swaps effectively move repricing gap
between the 0-1 interval and the interval equal to the tenor of the swap.
(The tenor of a derivative is analogous to the maturity of a cash instrument;
a different term is used for derivatives because they generally do not deliver
the underlying.) For example, a receive-fixed/pay-floating swap with a five-
year tenor creates positive gap in the five-year interval from the receive-
fixed leg, and it creates the same amount of negative gap in the <1-year

EXHIBIT 11.8 Value of Plain Vanilla Received-Fixed/Pay-Floating Interest
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interval from the pay-floating leg. A receive-floating/pay-fixed swap with
the same tenor would do the opposite.

Users of financial reports should be aware that plain vanilla interest rate
swaps have this subtle economic aspect that affects the accounting for them
in practice: When the yield curve slopes upward, as is usually the case, the
fixed payments on these swaps are expected to exceed the floating payments
early in their life; in fact, the first payment on these swaps typically is deter-
mined to be such at inception. To offset these expected early cash flows and
be issued with zero initial value, receive-fixed/pay-floating interest rate swaps
must be expected to experience unrealized losses and receive-floating/pay-
fixed interest rate swaps to experience unrealized gains early in their life.
In accounting practice, firms usually classify the cash flows on interest rate
swaps in interest income but the fair value gains and losses on swaps in
another line item on the income statement. Under this practice, by engag-
ing in interest rate swaps, firms can manage the classification of their income
without affecting their net income on average. For example, a financial insti-
tution that wants to raise interest income while lowering other income in
a period engages in a receive-fixed pay floating swap. Moreover, if the insti-
tution obtains hedge accounting for the swap, it can manage the classifica-
tion of net income in this fashion without increasing the variability of net
income, since unexpected unrealized gains and losses on the swap will be
offset by unrealized losses and gains on the hedged item for effective fair
value hedges and be recorded in accumulated other comprehensive income
for effective cash flow hedges. Empirical research finds that banks engage
in this discretionary behavior when their interest income is above or below
their target level (defined as the prior years’ net interest margin percentage
times the current year’s average interest-earning assets).’

Because plain vanilla interest rate swaps are the most common type of
derivative, especially for commercial banks, they are emphasized in subse-
quent portions of this chapter devoted to accounting and analysis.

Compound Derivatives

Compound derivatives combine futures and forwards, options, and swaps
with each other or with nonderivative financial instruments. For example,
structured notes are debt instruments with embedded options or swaps.
Complex swaps are swaps with leverage or embedded options. Swaptions
are options to purchase or sell swaps.

Credit Derivatives

The types of derivatives just described are used to manage market risks. In
contrast, credit derivatives are used to manage credit or other counterparty
risks, an important consideration for commercial banks and many other types
of financial institution. As discussed in Chapter 8, credit derivatives are used
in synthetic securitizations.
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The most common type of credit derivative is credit default swaps, in
which the purchaser pays a periodic premium to the seller in exchange for
the right to receive payment if a specified credit event (e.g., default) for the
referenced creditor occurs. Credit derivatives are essentially a type of finan-
cial guarantee, although the purchaser of these derivatives need not be exposed
to the credit risk of the referenced creditor.

Credit derivatives have a notional amount that is a principal amount.
The price that determines the settlement payments on credit default swaps
is a discrete indicator of a credit event by a referenced creditor or, in the
case of multiname swaps, by more than one referenced creditor. For other
credit derivatives, these prices may be based on continuous variables, such
as default indices or credit risk premia.

An issue for credit derivatives is the relative lack of observability of a
referenced creditor’s default, which need not be an unambiguously discrete
event. To address this issue, the International Swaps and Derivatives Asso-
ciations (ISDA) published its Credit Derivatives Definitions in 1999, which
it updated in 2003. These definitions standardized the contractual terms of
credit derivatives, most important what constitutes a credit event that requires
payment by the sellers of these derivatives. These events involving the refer-
enced creditor are included in ISDA’s definition of a credit event:

= Bankruptcy

®  The acceleration of, default/other failure to pay on, or repudiation of/
imposition of moratorium on payment of an obligation

®  The restructuring of an obligation in a manner unfavorable to the holders

The ISDA definitions have facilitated the development, use, and liquid-
ity of credit derivatives, currently the fastest-growing type of derivative. For
example, BIS reports $10.3 trillion of credit derivatives outstanding glob-
ally in December 2005, compared to $4.7 trillion outstanding in December
2004, a 1199% increase. The Office of the Comptroller of the Currency reports
credit derivatives held by U.S. commercial banks of $5.8 trillion in Decem-
ber 2005 compared to $287 billion in December 1999, a 20-fold increase
in six years since the ISDA definitions were first published. The rapid growth
of credit derivatives recently has led to operational issues for dealers in confirm-
ing and settling trades that market participants and policymakers have taken
steps to resolve.*

Hedging means taking a position in a hedging instrument, often but not
always a derivative, that offsets risks on hedged exposures in whole or part.
A perfect hedge has risks that are perfectly negatively correlated with and
of the same magnitude as those of the hedged exposure, so that the hedge
“immunizes” the firm against the risks of the hedged exposure.
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Few hedges are perfect, for these and other reasons:

®  Firms may not understand their specific exposures or be able to model
their aggregate exposure perfectly, and they cannot hedge what they
cannot understand or model. Firms may not understand their individ-
ual exposures due to behavioral or other complex effects. For example,
banks’ prepayment-sensitive residential mortgage—related assets and core
deposits are subject to the not entirely predictable behavior of mort-
gagees and depositors, respectively. Firms may not be able to model their
aggregate exposures because of the number and variety of their indi-
vidual exposures or because of the complexity of the interactions among
these exposures. For example, mortgage banks have a number of mort-
gage-related exposures that are highly and distinctly affected by interest
rates, as discussed in Chapter 7.

= Firms often hedge specific exposures rather than their aggregate expo-
sures, in part because SFAS No. 133 (1998) only allows hedge accounting
for hedges of specific exposures. Small imperfections in hedging specific
exposures can add up to large imperfections in hedging aggregate expo-
sures, especially if the different business units of the firm adopt the same
hedging strategy.

®  Perfect hedges may not be available or the cost of obtaining them may
outweigh the benefits, so firms make do with less costly but imperfect
hedges. For example, standardized futures contracts are used frequently
even though customized forward contracts allow for fuller hedging. Simi-
larly, interest rates swaps based on LIBOR or U.S. Treasury rates are used
even though the hedged exposure may reflect a credit-risky interest rate.

®m  Hedging instruments are subject to credit or other counterparty risks.
If the counterparty to a hedging instrument defaults, then the hedge will
be ineffective.

In addition, firms that make profits by accepting risk often choose not to hedge
fully because it reduces their expected profits.

The next two sections discuss two important and understandable concepts
that pertain to hedge effectiveness, delta and basis. The assessment of hedge
effectiveness in practice is discussed in the third section.

Delta and Delta Hedging

The delta of a derivative is the ratio of the change in the price of the deriv-
ative to the change in the price of the underlying, for small changes in the
price of the underlying. In other words, it is the tangent to or first deriv-
ative of the function relating the value of the derivative to the price of the
underlying at a given price for the underlying. Delta is a local measure of
risk sensitivity. The change in the value of a derivative for a small change
in the price of the underlying is approximately equal to the delta of the deriv-
ative times its notional amount times the change in the price of the under-

lying.
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As depicted in Exhibits 11.1 and 11.3, purchased forwards and receive-
fixed/pay-floating swaps have deltas of 1. (This assumes the derivatives are
unleveraged; the absolute values of the deltas of derivatives rise with their
leverage.) Sold forwards and receive-floating/pay-fixed interest rate swaps
have deltas of minus 1. Since the value functions of forwards and interest-
rate swaps are linear in the price of the underlying, delta is a global measure
of risk sensitivity for those contracts.

As depicted in Exhibit 11.2, purchased call options have deltas between
zero and 1 depending on the relation of the current price of the under-
lying to the strike price of the option. When a purchased call option is far
out of the money, the value of the option changes little with the price of
the underlying, and its delta is close to zero. Conversely, when the purchased
call option is deep in the money, the value of the option changes by almost
the same amount as the price of the underlying, and its delta is close to 1.
Written call options and purchased put options have deltas between zero
and minus 1, while written put options have deltas between zero and 1.

Delta hedging reduces the absolute value of the delta of the combina-
tion of the hedged item and hedge (the hedging relationship) toward zero,
so that the value of that relationship does not vary much with the price of
the underlying. Since delta is defined only for small changes in the price of
the underlying, a zero delta hedging relationship may be susceptible to sudden
large changes in the price of the underlying. For example, consider a mort-
gage bank hedging its portfolio of mortgage servicing rights with securities
whose value does not exhibit the same highly nonlinear relationship with
interest rates. In general, a zero delta hedging relationship will not stay zero
delta without portfolio rebalancing.

Delta hedging strategies can be improved on in two general and non-
mutually exclusive ways. First, dynamic delta hedging strategies attempt to
maintain approximately zero delta hedging relationships over time by rebal-
ancing one or both sides of the relationship with some frequency. These
strategies must trade off increased hedge effectiveness against potentially
sizable transactions costs. Second, better static hedges can be constructed
by reducing the second or higher derivatives of the value function of the
hedging relationship toward zero. For example, gamma hedging strategies—
gamma is the change in delta divided by the change in the value of the under-
lying for a small change in the value of the underlying—reduce the sensitivity
of the delta of hedging relationship to changes in the value of the under-
lying. These strategies may require sophisticated modeling of both the hedged
item and the hedge and also intricately constructed hedges, as occurs with
mortgage banks’ hedging of mortgage servicing rights.

Basis is the difference between the prices that drive the settlement payments
on the hedged item and the hedge. Basis risk arises from volatility in basis.
The example of Aames Financial in the hedge fund crisis discussed Chapter
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8 involves a striking example of basis risk; Aames used short positions in
U.S. Treasury securities to hedge the interest rate risks of its credit-risky sub-
prime mortgages. The basis of Aames’s hedge is the large credit risk premium
for subprime mortgages over U.S. Treasury securities. While credit risk premia
may be stable over long periods, they invariably rise in times of high economic
uncertainty, such as the hedge fund crisis, when they approximately doubled.
Basis risk usually occurs in less dramatic fashion, of course, as when mort-
gage banks hedge their prime residential mortgage—related assets with LIBOR
or Treasury-based hedges. Even the basis between U.S. Treasury and LIBOR
rates exhibits basis risk because of the slight credit risk in LIBOR and because
of fluctuations in the demand and supply conditions in both markets.

A basis hedge is an attempt to mitigate basis risk. An example of a deriv-
ative used for basis hedging is a basis swap, where variable interest payments
based on one floating rate (e.g., LIBOR) are swapped for interest payments
based on another floating rate (e.g., the prime rate).

Assessment of Hedge Effectiveness

Since most hedges are imperfect, in practice a less stringent notion than per-
fection is used to decide when hedges are sufficiently effective to allow hedge
accounting. The assessment of hedge effectiveness depends on whether the
designated hedged item exhibits variability of fair value or cash flows. A hedge
usually is said to be effective if changes in the fair value (cash flows) of the
hedge are expected to be between 80 and 125% of changes in the fair value
(cash flows) of the hedged item. Various statistical methods, such as regres-
sion, are used in this assessment. These methods necessarily use historical
data. In this regard, the user of financial reports should keep in mind that
historical hedge effectiveness does not imply future hedge effectiveness. For
example, Aames’s hedging strategy worked well during the 1990s right up
to August 1998, when it failed abysmally. Infrequent but sometimes huge
breakdowns of hedge effectiveness occur for hedging relationships that are
static (e.g., zero delta) or involve substantial basis risk.

SFAS NO. 133 (1998), AS AMENDED

This section describes SFAS No. 133 (1998), as amended, the primary account-
ing standard governing derivatives and hedging. The definition of a derivative
in this standard is provided in the “Definition” section, and the assessment
of hedge effectiveness in practice is discussed in the “Assessment of Hedge
Effectiveness” section; this material is not repeated here. The “Restricted
Scope of Hedge Accounting” section describes the restricted scope of SFAS
No. 133 (1998), as amended. The basic principles of the standard and the two
hedge accounting methods it allows are described in the “Basic Accounting
Principles” section. The “Bookkeeping” section works through the bookkeep-
ing for an example of a bank that hedges the interest rate risk of its aggregate
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exposure using an interest rate swap. This swap can be designated as either
a fair value hedge or a cash flow hedge of different portions of the aggregate
exposure, so the example illustrates the inconsistencies of fair value and cash
flow hedge accounting. The “Required Disclosures” section describes the
required disclosures under these standards.

Restricted Scope of Hedge Accounting

This section summarizes how SFAS No. 133 (1998), as amended, by gener-
ally allowing hedge accounting only for effective derivatives-based hedges
of specific exposures, prohibits hedge accounting for most economic hedging
relationships. It also indicates some exceptions to these prohibitions the FASB
allowed for practical or political reasons.

SFAS No. 133 (1998) generally allows hedge accounting only for hedges
using derivatives. This feature prohibits hedge accounting for natural hedges,
such as a traditional depository institution hedging fixed-rate deposits that
are recognized at amortized cost on the balance sheet using trading or avail-
able-for-sale securities that are recognized at fair value.

The standard allows exceptions to this prohibition for nonderivatives-
based hedges of net investments in foreign operations and unrecognized firm
commitments designated in foreign currencies.

Relatedly, the standard allows hedge accounting for hedges using whole
derivatives or proportional pieces of derivatives, but generally prohibits hedge
accounting for hedges using nonproportional pieces of derivatives. An excep-
tion to this prohibition is that the time value of an option can be excluded
from (i.e., only the intrinsic value of the option can be used as) the hedge.

SFAS No. 133 (1998) generally allows hedge accounting only for hedges
of specific exposures. This requirement is motivated by the FASB’s desire for
unambiguous hedge documentation—which is inherently more difficult to
attain for aggregate exposures—and hedge effectiveness tests that are clearly
linked to that documentation, as discussed in the “Hedge Documentation,
Hedge Effectiveness Testing, and the Shortcut Method” section. However,
this requirement poses two problems for firms that economically hedge expo-
sures at a more aggregate level for cost, hedge effectiveness, or internal man-
agement reasons, and also for users of financial reports.

1. A firm may hold a derivative that constitutes an effective economic hedge
of its aggregate exposure but not of any of its specific exposures, and
so be prohibited from using hedge accounting, yielding economically
nondescriptive volatility in its owners’ equity and net income. This prob-
lem is most likely to arise when the firm’s natural hedging eliminates
risks that cannot be hedged using available derivatives. For example, the
firm might hold partly offsetting long and short positions in a commod-
ity in a specific location that are too large to be hedged individually using
available derivatives, but that net to a position that can be hedged in
this way.
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2. Conversely, a firm may hold a derivative that is an economic antihedge
of the firm’s aggregate exposure but that is an effective hedge of one
of the firm’s specific exposures. This firm would be allowed to use hedge
accounting, suppressing economic volatility in net income.

The second problem is pervasive for financial institutions that hold partly
offsetting positions and so is illustrated in detail using this numerical exam-
ple. Assume a bank holds $50 of fixed-rate assets, $50 of floating-rate assets,
and $100 of fixed-rate liabilities. Ignoring credit risk, $50 of the bank’s fixed-
rate assets and liabilities offset, so that the bank’s aggregate exposure is the
mismatch between its remaining nonoffsetting $50 of floating-rate assets and
$50 of fixed-rate liabilities. The bank could economically hedge this aggre-
gate exposure using a receive-fixed/pay-floating interest rate swap with a
$50 notional principal. This swap would be an effective hedge of the bank’s
specific exposures of $50 of floating-rate assets or $50 of fixed-rate liabil-
ities, and so the first problem mentioned above does not arise in this example.
However, the bank could instead designate its $50 of fixed-rate assets as
the hedged item and effectively hedging this specific exposure with a receive-
floating/pay-fixed interest rate swap with a $50 notional principal. The bank
would use fair value hedge accounting for this designated hedging rela-
tionship, despite the fact that this swap is an antihedge of the bank’s aggregate
exposure. Also problematically, the bank could designate more than $50
of its fixed-rate liabilities as the hedged item, hedge this exposure using a
receive-fixed/pay-floating interest rate swap with a corresponding notional
amount, and use fair value hedge accounting for the hedging relationship.
The portion of the swap exceeding $50 in notional amount would be an
antihedge of the bank’s aggregate exposure.

These problems are mitigated by two fairly narrow exceptions to the
prohibition on hedging aggregate exposures.

1. SFAS No. 133 (1998) allows exposures to be aggregated into portfolios
if they involve substantially the same risks. Although it is not clear exactly
what this means, SFAS No. 133 includes an example that if the value
or cash flows of one exposure in a portfolio are expected to change 10%,
then the value or cash flows of the other exposures should change be-
tween 9% and 11%. SFAS No. 133 also states that it is not acceptable
to take fixed-rate loans with different historical rates and thus differ-
ent prepayment characteristics and aggregate them into a portfolio.

2. SFAS No. 138 (2000) allows hedge accounting for foreign currency cash
flow hedges using internal derivatives (e.g., derivatives traded between
the companies within a consolidated firm and the firm’s risk manage-
ment center), if the firm enters into derivative contracts with unrelated
third parties that offset, on a net basis for each foreign currency, the
foreign exchange risk arising from the internal derivatives.

SFAS No. 133 (1998) does not allow hedge accounting for hedges of the
interest rate risk associated with held-to-maturity securities. The idea is that
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firms that classify securities as held to maturity have decided that fair value
is not a relevant measure of the securities’ value, consistent with the intent-
based classification of securities in SFAS No. 115, Accounting for Certain
Investments in Debt and Equity Securities (1993), discussed in Chapter 6.
The FASB did not want to provide firms with the option to fair value held-
to-maturity securities by choosing to fair value hedge the interest rate risk
of these securities.

Finally, SFAS No. 133 (1998) does not allow hedge accounting for hedged
items that are already measured at fair value on the balance sheet and income
statement under otherwise applicable GAAP; in this case, gains and losses
on both hedge and hedged items will offset in income without special hedge
accounting.

Basic Accounting Principles

SFAS No. 133 (1998) requires that all derivatives be recognized at fair value
on the balance sheet as gross assets or liabilities, not netted against hedged
items. Derivatives not designated as accounting hedges are also fair valued
on the income statement.

The standard allows two distinct and basically inconsistent types of hedge
accounting for derivatives-based hedges that meet requirements regarding
the documentation of the hedge and hedge effectiveness: fair value and cash
flow hedge accounting. This section describes the distinct nature of the two
hedge accounting methods, the hedge documentation and effectiveness test-
ing requirements that must be met to use hedge accounting, and various other
specific aspects of hedge accounting.

Fair Value Hedge Accounting. Fair value hedges are hedges of changes in
the fair value of an exposure. For example, a bank may hold fixed-rate loans
(i.e., assets) whose fair value varies inversely with interest rates. The bank
can hedge this fair value variability by engaging in a receive-floating/pay-
fixed interest rate swap. More generally, a firm can designate a derivative
as a fair value hedge of an on—balance sheet asset or liability or an off-balance
sheet firm commitment, such as a take-or-pay contract.

For an effective fair value hedge, both the hedge and the hedged item
are fair valued on the balance sheet with unrealized gains and losses recorded
in income as they occur. Although this is the normal accounting for a deriv-
ative, it is not for the hedged item, the accounting for which is altered to
conform to that for the derivative hedge. This alteration is most apparent
for a fair value hedge of a firm commitment, in which a previously off-
balance sheet item appears on the balance sheet at fair value.

The income effects (cash flows and unrealized gains or losses) of the
derivative hedge and the hedged item offset to the extent that the hedge is
effective, but not otherwise. Because these income effects do not offset for
the ineffective portion of the hedge, volatility in owners’ equity and net income
results from hedge ineffectiveness.
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Cash Flow Hedge Accounting. Cash flow hedges are hedges of changes in
the cash flows of an exposure. For example, a bank may have floating-rate
debt the cash flows of which vary with interest rates. The bank can hedge
this cash flow variability by engaging in a receive-floating/pay-fixed interest
rate swap. More generally, a firm can designate a derivative as a cash flow
hedge of an on—balance sheet asset or liability or an off—balance sheet fore-
casted transaction, such as expected future purchases or sales.

For an effective cash flow hedge, the accounting for the hedged item
does not change, and the derivative hedge is fair valued on the balance sheet
but the after-tax gain or loss on the effective portion of the hedge is imme-
diately recognized in accumulated other comprehensive income (i.e., bypasses
the income statement and is recorded directly in owners’ equity). The accu-
mulated other comprehensive income effect is reversed and recognized in
net income (i.e., recycled) in the same periods as and in proportion to the
income effect of the hedged item, thereby smoothing net income. For exam-
ple, in the case of an interest rate swap, the accumulated other comprehensive
income effect is reversed into interest income to smooth the interest income
on the hedged floating-rate instrument.

Unlike under fair value hedge accounting, under cash flow hedge account-
ing the accounting for the derivative hedge is altered to conform to that for
the hedged item. This conformity occurs only on the income statement, how-
ever, not the balance sheet. As a result, cash flow hedge accounting really
is not hedge accounting with respect to other comprehensive income or
owners’ equity, which are volatile, as illustrated in the “Bookkeeping” section,
but it is hedge accounting with respect to net income.

In contrast to the natural and immediate recognition of hedge ineffec-
tiveness in fair value hedge accounting, cash flow overhedges require modifi-
cations to the bookkeeping to capture hedge ineffectiveness, while hedge
ineffectiveness is ignored for cash flow underhedges. A cash flow overhedge
(underhedge) occurs when the absolute cumulative change in the value of
the hedge since the inception of the hedge is greater (less) than necessary
to offset the cumulative change in the expected future cash flows on the
hedged item. For cash flow overhedges, the change during the period in the
amount by which the cumulative change in the value of the hedge is greater
than necessary to offset the cumulative change in the expected future cash
flows of the hedged item is recognized in net income that period. In contrast,
for cash flow underhedges, no hedge ineffectiveness is recorded in net
income, although the smoothing of net income associated with such under-
hedges will be incomplete, as illustrated in the “Bookkeeping” section.

This discussion indicates that cash flow hedge accounting under SFAS
No. 133 (1998) is conceptually unsound, yielding nonarticulation of the
balance sheet and income statement, volatility in accumulated other compre-
hensive income, and asymmetric treatment of overhedging and underhedging.
Relatedly, cash flow hedge accounting is conceptually inferior to fair value
hedge accounting, especially for financial institutions’ hedges of their finan-
cial instruments for which fair value accounting is preferred, as discussed
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in Chapters 1 and 6. Cash flow hedge accounting reflects a political compro-
mise between the FASB and its constituents made in order to gain general
acceptance of SFAS No. 133 (1998). This compromise accommodates both
the FASB’s desire to fair value all derivatives on the balance sheet and firms’
desire to report smooth net income for effective cash flow hedges.

Inconsistency of Fair Value and Cash Flow Hedge Accounting. The incon-
sistency of hedge accounting under SFAS No. 133 (1998) is illustrated in
the two prior examples of banks engaging in receive-floating/pay-fixed inter-
est rate swaps. In these examples, the banks receive either fair value or cash
flow hedge accounting, depending on whether the hedged item is fixed-rate
loans or floating-rate debt. Both banks are hedging liquid financial instru-
ments using the same derivative. The first bank uses the swap to reduce the
fair value variability but increase the cash flow variability of its fixed-rate
loans. In contrast, the second bank uses the swap to reduce the cash flow
variability but increase the fair value variability of its floating-rate debt. That
is, the two banks appear to be making opposite risk transformations, yet
SFAS No. 133 (1998) allows hedge accounting of different forms in both cases.

This inconsistency becomes even more apparent if one recognizes that
the two examples could involve the same bank, a traditional depository insti-
tution, which holds fixed-rate loans and floating-rate debt in roughly the
same amounts. As discussed in Chapter 4, this bank will experience economic
losses (gains) on this aggregate exposure if interest rates rise (fall). The bank
can eliminate this risk by engaging in a receive-floating/pay-fixed swap, since
the swap will experience economic gains (losses) if interest rates rise (fall).
Under SFAS No. 133 (1998), the bank’s management has the unconstrained
choice whether to designate the swap either as a fair value hedge of the fixed-
rate loans or as a cash flow hedge of the floating-rate debt. Thus, the accounting
for same derivative and same aggregate exposure varies significantly depend-
ing on the economically meaningless designation of the specific hedging
relationship.

Income Statement Presentation. SFAS No. 133 (1998), as amended, con-
tains few requirements regarding income statement presentation, in partic-
ular, regarding the gross versus net presentation of the hedge and hedged
item and the line item classification of their various income effects. In prac-
tice, the recurring income effects of a hedge and hedged item (e.g., interest
revenue or expense in hedges of interest rate risk) usually are netted and
recorded in the usual income statement line item for the hedged item (e.g.,
interest revenue if the hedged item is an asset and interest expense if the
hedged item is a liability). Insofar as a fair value hedge is effective, unreal-
ized gains and losses on the hedged item and hedge usually are netted and
recorded in the same line item, which may or may not be the same line item
as for the recurring income on the hedged item. Unrealized gains and losses
arising from the ineffective portion of a hedge usually are reported in a sepa-
rate line item. Additional income statement line item classification practices
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specific to hedges of interest rate risk using interest rate swaps are discussed
in the “Bookkeeping” section.

Hedge Documentation, Hedge Effectiveness Testing, and the Shortcut Method.
To receive hedge accounting, SFAS No. 133 (1998) requires formal and unam-
biguous documentation of the hedge, the hedged item, and the hedging strat-
egy at the inception of the hedge. Unambiguous documentation is particularly
important for cash flow hedges of forecasted transactions, because the dates,
amounts, and terms of these transactions generally are not known prior to
their occurrence, which may not happen. The documentation must specify
forecasted transactions in sufficient detail so that as transactions occur, it
is apparent whether they are the hedged forecasted transactions or not. For
example, a firm can hedge the first but not last # transactions in a period,
because the last # transactions can only be determined with certainty at the
end of the period.

SFAS No. 133 (1998) requires that documented hedging relationships
be expected to be effective at initiation and on an ongoing basis. In general,
the standard requires at least quarterly assessment of hedge effectiveness,
considering both the past and expected future performance of the hedge.
Reflecting the onerous nature of this requirement, especially for financial
institutions with many hedging relationships, this is often referred to as long-
haul hedge effectiveness testing.

Exceptions to most or all of the activities involved in long-haul hedge
effectiveness testing exist when the critical terms of the hedge and the hedged
item are identical, not just close, for which the hedge can be assumed to be
effective. SFAS No. 133 (1998) provides two separate sets of conditions under
which the hedge can be assumed to be effective. One set applies to forward
contracts and is listed in paragraph 65 of the standard, while the other set
applies to interest rate swaps used to hedge (possibly benchmark) interest
rate risk and appears in paragraph 68. Although the two sets of conditions
are very similar in nature, the conditions in paragraph 68 are considerably
more numerous and detailed than those in paragraph 65. Perhaps for this
reason—although with no clear justification given the very similar language
used in the two paragraphs—the FASB staff concludes in DIG E4 (2003)
and DIG G9 (2000) that firm may assume hedge effectiveness without any
ongoing hedge effectiveness testing and record no gains or losses from hedge
ineffectiveness only if the conditions in paragraph 68 are met. In contrast,
if only the conditions in paragraph 65 are met, the FASB staff states that
the firm must continue to assess whether the critical terms of the hedge and
the hedged item remain identical and record any gains or losses associated
with hedge ineffectiveness. Reflecting this distinction, in these and other DIG
issues the FASB staff refers to application of the criteria in paragraph 68
(but not paragraph 65) as the shortcut method. Meeting the conditions in
paragraph 65 also substantially reduces the onerous nature of long-haul hedge
effectiveness testing, however.
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SFAS No. 133 (1998) does not provide specific guidance regarding how
to assess hedge effectiveness. It requires the subsequent assessment of hedge
effectiveness to be consistent with the initial strategy; for example, a firm
cannot redesignate a fair value hedge as a cash flow hedge at a later date.
As noted in the “Assessment of Hedge Effectiveness” section, in practice a
hedge usually is considered to be effective if changes in the value (cash flows)
of the hedge are expected to be between 80 and 125% of changes in the
value (cash flows) of the hedged item. To meet this requirement, the docu-
mentation may specify proportions of the derivatives used to hedge or of
the exposure to be hedged. To illustrate, a firm that desires to hedge less than
the full extent of an exposure while obtaining hedge accounting usually will
specify a proportion of the exposure as the hedged item.

SFAS No. 133’s (1998) hedge documentation and effective testing require-
ments place significant burdens on firms that want to use hedge accounting.
These burdens are heaviest for firms that engage in many hedging transactions
for which the shortcut method cannot be used. Reasonable people can disagree
as to whether these requirements are worth their undoubtedly considerable
cost. The FASB likes the idea that these requirements impose a strict dis-
cipline on the use of hedge accounting, and it is possible that this discipline
yields internal control benefits for firms. However, it is also possible that
these requirements deter the use of hedge accounting or even hedging alto-
gether.

Hedges of Benchmark Interest Rates. In order to facilitate the use of hedge
accounting for hedges using the most common interest rate derivatives, SFAS
No. 138 (2000) allows hedge accounting for some hedges of near-riskless
benchmark interest rates within the risky market rates that drive hedged
items. The allowed benchmark interest rates currently are U.S. Treasury
and LIBOR rates, although this list likely would change if these rates were
replaced as the primary ones used in interest rate derivatives. SFAS No. 138
(2000) allows hedge accounting for effective fair value hedges of the bench-
mark interest rate risk of fixed-rate assets and liabilities and firm commit-
ments, and also for effective cash flow hedges of the benchmark interest rate
risk of forecasted transactions involving fixed-rate instruments. However,
the standard prohibits cash flow hedge accounting for hedges of the bench-
mark interest rate risk of existing or forecasted purchases or sales of float-
ing-rate instruments that are indexed to other rates.

When hedge accounting is allowed for hedges of benchmark interest
rates, the basis risk between the risky market rates that drive the hedged
item and the benchmark interest rate is ignored for the purpose of assess-
ing hedge effectiveness. The shortcut method may even be used for hedges
of benchmark interest rates that meet the conditions in paragraph 68 of SFAS
No. 133 (1998). There is no good conceptual reason to ignore basis risk in
the assessment of hedge effectiveness, however. For example, Aames’s previ-
ously discussed use of short positions in U.S. Treasuries to hedge exposures
to subprime mortgages would qualify as effective hedges under SFAS No.
138 (2000), regardless of the volatility of credit risk premia.
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For fair value hedges of benchmark interest rates, the hedged item is
recognized not at fair value but rather at a pseudo—fair value that does not
take into account the change in the basis between the market interest rate
that drives the hedged item and the benchmark interest rate since the incep-
tion of the hedge. Specifically, at any point during the hedge term, the hedged
item is recognized at the net present value of the remaining contractual cash
flows on the entire hedged item (i.e., not just the portion of these cash flows
attributable to the benchmark interest rate) where the discount rate used in
this calculation is the market rate driving the hedged item at the inception
of the hedge plus the change in the benchmark rate from the inception of
the hedge to the current point in time. The use of this discount rate implies
that the hedged item will be recognized at fair value only if the basis of the
hedge has not changed since the inception of the hedge. Thus unrealized
gains and losses arising from basis risk generally are not recognized imme-
diately in net income.

Hedge Termination. Adequately documented and effective accounting hedg-
ing relationships may be terminated either because the firm no longer desires
hedge accounting or because the relationship no longer meets hedge effec-
tiveness requirements. The latter reason is particularly likely for dynamic
hedges of nonlinear or otherwise complicated exposures that must be rebal-
anced over time. When an accounting hedging relationship is terminated
for reasons other than misapplication of hedge accounting, SFAS No. 133
(1998) requires that past statements not be restated but that hedge account-
ing be dropped going forward. For a fair value hedge, the fair value of the
hedged item at termination usually becomes its carrying value, and there-
after the item is accounted for using normal accounting rules. However, at
the termination of a fair value hedge of a firm commitment, the firm commit-
ment is derecognized and the entire gain or loss on the firm commitment
is recorded in net income. For a cash flow hedge, any gain or loss recognized
in accumulated other comprehensive income at termination usually is reclas-
sified into net income over time in the same fashion as if the hedge still existed.
However, if a cash flow hedge of a forecasted transaction is discontinued
because it is probable that the transaction will not occur, then the entire gain
or loss on the hedge is recognized immediately in net income.

When a hedging relationship is terminated, both hedged items and hedges
in discontinued hedging relationships can be redesignated in new hedging
relationships. Again, this is particularly likely for dynamic hedges of nonlin-
ear or otherwise complicated exposures that must be rebalanced over time.

Misapplication of Hedge Accounting. Firms sometimes use hedge account-
ing for hedging relationships they have not properly documented or for which
they have not conducted adequate hedge effectiveness testing. Such misap-
plications of hedge accounting are accounting errors that, if material, require
retroactive restatement of financial statements to reverse the use of hedge
accounting. Restatement is required even if the hedging relationship could
have satisfied the conditions for hedge accounting.
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Glass Lewis & Co. reports that, during 2005, 57 firms restated their
past financial statements for misapplication of hedge accounting, and at least
10 more announced that such restatements were forthcoming.’> Most of these
restatements involved improper documentation of the hedging relationship,
inadequate hedge effectiveness testing, or other unmet requirements for
hedge accounting. About a quarter of the restatements involved misappli-
cation of the shortcut method. SunTrust also misapplied the shortcut method,
but did not restate its prior financial statements and is not in the Glass Lewis
list because the effects of this misapplication were immaterial; instead, Sun-
Trust recorded a cumulative adjustment in the fourth quarter of 2005 to
reverse its prior use of the shortcut method. Bank of America’s 2005 restate-
ment for the misapplication of the shortcut method is examined in the
case in the appendix to Chapter 12. The remaining restatements involved
incorrect valuation of derivatives or bookkeeping errors.

Impairment. SFAS No. 133 (1998) includes various rules regarding impair-
ment of the hedged item, both individually and in conjunction with the hedge.
These rules are most important for cash flow hedges, because the hedged
item is not fair valued. Hedged items are subject to normal impairment
accounting rules. If an impairment loss is recognized on a hedged item in
a cash flow hedge, then any corresponding gain on the hedge is reclassified
from accumulated other comprehensive income to net income to offset the
impairment loss. If a net loss on the hedged item and hedge in a cash flow
hedge is expected because of a loss on the hedge (e.g., if hedged inventory
is expected to be sold at a net loss because of a loss on the hedge), then the
corresponding amount of the loss in accumulated other comprehensive income
is reclassified to net income.

This section works through and intuitively explains the accounting for an
example of a partly ineffective hedge of a financial institution’s aggregate
exposure using an interest rate swap. To illustrate the differences between
the two types of hedge accounting, the swap is designated first as a fair value
hedge and then as a cash flow hedge of different portions of this aggregate
exposure. The financial statements that result from the two types of hedge
accounting are compared, and general conclusions are drawn about the nature
and relative economic descriptiveness of the two types. Finally, the book-
keeping burdens imposed by SFAS No. 133 (1998) are discussed.

The example is based on these assumptions. ANTIDI (designating an
antitraditional depository institution) Bancorp holds this balance sheet at
the end of year 0: floating-rate loans of $100, fixed-rate debt of $90, and
owners’ equity of $10. The floating-rate loans cannot be prepaid, are credit
riskless, have a three-year term, and earn interest in each year at CIBOR
(designating a computationally convenient interbank offered rate, the simple
properties of which are described later) during that year. Accrued interest
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is received at the end of each year, and the principal of $100 is received at
the end of year 3. The fixed-rate debt cannot be prepaid, is credit riskless,
has a three-year term, and pays interest at a 10% annual rate. Accrued inter-
est is paid at the end of each year, and the principal of $90 is paid at the
end of year 3. ANTIDI engages in a receive-fixed/pay-floating interest rate
swap at the beginning of year 1. The swap is credit riskless, and it has a three-
year term and a notional principal of $95. The floating payments out each
year are based on CIBOR during the year. The fixed payments in are based
on a fixed-rate of 10%. The swap has no initial value.

Changes in CIBOR occur only at the end of each year, and so the end-
of-year rate applies during the next year. The realizations of CIBOR are:
end year 0, 10%; end year 1, 12%; and end year 2, 11%. The yield curve
is flat, so that the current CIBOR can be used to discount all the future pay-
ments on the swap, the floating-rate loans, and the fixed-rate debt for the
purposes of fair valuing these items. Relatedly, expected future rates equal
the current rate, so that the current CIBOR can be used to forecast the inter-
est receipts on the floating-rate loans and the cash flows on the swap.

ANTIDI can designate the receive-fixed/pay-floating swap either as a
fair value hedge of its fixed-rate debt or as cash flow hedge of its floating-
rate loans. In both cases, the swap would be designated as an effective hedge,
but it would be partly ineffective because the notional amount of the swap
($95) is more than the principal of the fixed-rate debt ($90) and less than
the principal of the floating-rate loans ($100). This example is very simple
because hedge ineffectiveness results only from mismatches of the (notional)
principal amounts of the hedged items and the swap. As a result, hedge inef-
fectiveness as assessed for accounting purposes easily could be eliminated
by specifying the fair value hedge to be 90/95 of the swap or the cash flow
hedged item to be 95% of the floating-rate loans, although this would not
change the accounting in either of these cases. Specifically, fair value hedge
accounting would not change because the excess 5/95 of the swap would be
fair valued on both the balance sheet and income statement. Similarly, cash
flow hedge accounting would not change, because the accounting for the
hedged item is unaffected and hedge ineffectiveness due to underhedging
is not recognized.

The reader should be aware that, in other settings, rescaling the hedged
item or hedge either may not eliminate hedge ineffectiveness as assessed for
accounting purposes or may change the accounting, however. Specifically,
hedge ineffectiveness results from various sources other than mismatched
principal amounts—such as nonlinearity, basis risk, and mismatched matu-
rity or other terms—and rescaling the hedged item or hedge generally will
not eliminate these sources of hedge ineffectiveness. Moreover, in the setting
of a fair value underhedge resulting only from a principal mismatch, rescal-
ing the hedged item to the size of the hedge changes the accounting, because
the excess of the hedged exposure over the hedged item would not be fair
valued.
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Taxes are ignored in this example. In practice, the effects on net income,
accumulated other comprehensive income, and owners’ equity are all after-
tax.

Fair Value Hedge of the Fixed-Rate Debt. If ANTIDI designates the swap
as a fair value hedge of the fixed-rate debt, then both the swap and the fixed-
rate debt are fair valued on both the balance sheet and the income statement.
The floating-rate loans are accounted for as usual.

As noted, SFAS No. 133 (1998), as amended, contains few requirements
regarding income statement line item classification, and practice appears
diverse. With regard to the fair value hedge of fixed-rate debt using an inter-
est rate swap in this example, the standard does not specify whether interest
expense and gains or losses on the hedged debt and swap should be calcu-
lated on an amortized cost or fair value basis, although Appendix B of SFAS
No. 133 (1998) contains an example in which these items are calculated
on a fair value basis for the swap but on an inconsistent amortized cost basis
for the hedged debt. Ideally, these items would be calculated on a consistent
fair value basis for both the hedged debt and the swap, with interest on the
debt and swap being classified in interest expense and with gains and losses
on the debt and swap both being classified in the same noninterest line item
(e.g., other income). Unlike either the example in Appendix B of the stan-
dard or this ideal, in practice most firms, including SunTrust, measure interest
expense for the hedged debt on an amortized cost basis and interest on the
swap as its settlement cash flows.® This practice yields interest income that
equals fair value interest income for the combination of the hedged debt
and swap only if the hedge is perfectly effective; when there is hedge inef-
fectiveness, this practice yields smoother interest income than fair value interest
income. The mismeasurement of interest income under this approach is
perfectly offset by mismeasurement of unrealized gains and losses of the oppo-
site amount, however, so that net income is unaffected.

In the exposition of the example, the ideal approach of calculating inter-
est and gains and losses on a fair value basis is used for both the hedged debt
and the swap. The differences of this approach from the practice described
earlier are summarized at the end of the example.

These journal entries are recorded by ANTIDI in years 1 through 3. In
year 1, ANTIDI records the interest revenue on the floating-rate loans ($100
X 10% = $10), the interest expense on the fixed-rate debt ($90 X 10% =
$9), and the loss on the swap and the partly offsetting gain on the fixed-
rate debt that result from CIBOR rising to 12%. The expected payments on
the swap are $95 X (12% — 10%) = $1.9 in years 2 and 3, so the loss on
the swap is $1.9/1.12 + $1.9/(1.12)? = $3.21. The fair value of the fixed-
rate debt is $9/1.12 + $99/(1.12)2 = $86.96, so the gain on the fixed-rate
debtis $90 — $86.96 = $3.04. This gain is smaller than the loss on the swap,
because the fixed-rate debt has a lower principal of $90. Both the loss on
the swap and the gain on the fixed-rate debt are recorded in net income, so
the hedge ineffectiveness yields volatility in net income.
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interest on floating-rate loans:
cash (+ asset) 10
interest revenue (+ income) 10

interest on fixed-rate debt:
interest expense (— income) 9
cash (— asset) 9

loss on swap:
loss (— income) 3.21
swap (+ liability) 3.21

gain on fixed-rate debt:
debt (— liability) 3.04
gain (+ income) 3.04

Although in this example the swap is a 5/90 overhedge of the fixed-rate
debt, an underhedge would be treated symmetrically under fair value hedge
accounting.

In year 2, ANTIDI records the interest revenue on the floating-rate loans
($100 X 129% = $12), the fair value interest expense on the fixed-rate debt
($86.96 X 12% = $10.44), and the fair value interest expense on the swap
liability ($3.21 X 12% = $.39). The balances of both the debt and the swap
are adjusted for differences between interest expense and cash paid. Finally,
the gain on the swap and the offsetting loss on the fixed-rate debt the result
from CIBOR falling to 11% are recorded. Since CIBOR decreases to 11%,
the expected payment on the swap in year 3 is now $95 X (11% — 10%)
= $.95. The ending balance of the swap liability is $.86 = $.95/1.11, and
the gain on the swap is $.84 = $1.9/1.12 — $.86. The loss on the fixed-rate
debt is $99/1.11 — $99/1.12 = $.80.

interest on floating-rate loans:
cash (+ asset) 12
interest revenue (+ income) 12

interest on fixed-rate debt:
interest expense (— income) 10.44
debt (+ liability) 1.44
cash (— asset) 9

interest on swap:
interest expense (— income) .39
swap (— liability) 1.51
cash (— asset) 1.9

gain on swap:
swap (— liability) .84
gain (+ income) .84

loss on fixed-rate debt:
loss (— income) .8
debt (+ liability) .8
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In year 3, ANTIDI records the interest revenue ($100 X 11% = $11)
and principal payment ($100) on the floating-rate loans, the fair value interest
expense ($89.19 X 11% = $9.81) and principal payment ($90) on the fixed-
rate debt, and the fair value interest expense on the swap liability ($.86 X
11% = $.09). The balances of both the debt and the swap must be adjusted
for differences between interest expense and interest paid.

interest and principal on floating-rate loans:

cash (+ asset) 111
interest revenue (+ income) 11
loans (— asset) 100

interest and principal on fixed-rate debt:

interest expense (— income) 9.81
debt (— liability) 89.19
cash (— asset) 99
interest on swap:
interest revenue (— income) 95
cash (— asset) .95

The ending balances in the loans, debt, and swap accounts are all $0.

Cash Flow Hedge of the Floating-Rate Loans. If ANTIDI instead designates
the receive-fixed/pay-floating swap as a cash flow hedge of the floating-rate
loans, then both the hedged loans and the fixed-rate debt are accounted for
as if there were no hedge. The swap is fair valued on the balance sheet, and
the change in the fair value of the swap each period initially is recorded in
accumulated other comprehensive income, because this swap is a 5% under-
hedge. If the swap were an overhedge, however, then the portion of the gains
or losses on the swap associated with the overhedge would be recognized
immediately in net income. Prior gains (losses) on the swap are recognized
in net income as the swap receives (pays) cash. Specifically, cash receipts (pay-
ments) increase (decrease) interest revenue on the hedged loans, which in
this example works to smooth 95% of the volatility of interest revenue on these
loans.

These journal entries are recorded in years 1 through 3. In year 1, ANTIDI
records the interest revenue on the floating-rate loans ($100 X 10% = $10),
the interest expense on the fixed-rate debt ($90 X 10% = $9), and the loss
on the swap when CIBOR rises to 12%. This loss is calculated above to be
$3.21 and is recorded in accumulated other comprehensive income.

interest on floating-rate loans:
cash (+ asset) 10

interest revenue (+ income) 10



SFAS No. 133 (1998), as Amended 299

interest on fixed-rate debt:
interest expense (— income) 9
cash (— asset) 9

loss on swap:
acc. other comp. income (— owner’s equity) 3.21
swap (+ liability) 3.21

If the swap had a notional principal of $105 instead, then it would be
a 5% overhedge of the floating-rate loans. The loss on the swap would have
been $3.55. Of this amount, $3.38 is associated with the effective hedge
and so would be recognized in accumulated other comprehensive income,
while $.17 is associated with the 5% overhedge and so would be recognized
in net income.

In year 2, ANTIDI records the interest revenue on the floating-rate loans
($100 X 129% = $12), the interest expense on the fixed-rate debt ($90 X
10% = $9), and the cash payment on the swap ($1.9), which offsets 95%
of the $2 increase in interest revenue on the floating-rate loans. The net change
in the value of the swap liability, which as calculated earlier decreases by $2.36
from a beginning balance of $3.21 to an ending balance of $.86, is recorded
in accumulated other comprehensive income. This amount logically is attrib-
utable to three economically distinct items: (1) the cash payment on the swap
($1.9), (2) plus the gain on the swap attributable to the decline in CIBOR
from 12% to 11% ($1.9/1.12 — $.95/1.11 = $.84), and (3) minus the fair
value interest on the beginning swap liability balance (§3.21 x 12% = $.39).

interest on floating-rate loans:
cash (+ asset) 12
interest revenue (+ income) 12

interest on fixed-rate debt:
interest expense (— income) 9
cash (— asset) 9

cash on swap, adjustment of interest on loans:

interest revenue (— income) 1.9
cash (— asset) 1.9
change in fair value of swap:
swap (— liability) 2.36
acc. other comp. income (+ owner’s equity) 2.36

In year 3, ANTIDI records the interest revenue ($100 X 11% = $11)
and principal receipt ($100) on the floating-rate loans, the interest expense
($90 x 10% = $9) and principal payment ($90) on the fixed-rate debt, and
the cash payment on the swap ($.95), which offsets 95% of the $1 increase
in interest revenue on the floating-rate loans over the original amount of $10.
The net decrease in the value of the swap liability is $.86, which is recorded
in accumulated other comprehensive income.
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interest and principal on floating-rate loans:

cash (+ asset) 111
interest revenue (+ income) 11
loans (— asset) 100

interest and principal on fixed-rate debt:

debt (— liability) 90
interest expense (— income) 9
cash (— asset) 99
cash on swap, adjustment of interest on loans:
interest revenue (— income) 95
cash (— asset) .95
change in fair value of swap:
swap (— liability) .86
acc. other comp. income (+ owner’s equity) .86

Since there are no further cash flows, the ending balances in the loans, debrt,
swap, and accumulated other comprehensive income accounts are all $0.

Comparison of Fair Value and Cash Flow Hedge Accounting. Exhibit 11.4
summarizes the effects on net income, accumulated other comprehensive
income, and owners’ equity of using fair value versus cash flow hedge account-
ing for the preceding example. In interpreting this exhibit, recognize that
ANTIDDI’s net exposure after the swap is the same as if it had $5 of float-
ing-rate assets (the $100 of floating-rate loans minus the $95 notional value
on the receive-fixed/pay-floating interest rate swap) and $5 of fixed-rate
assets (the $95 notional value of the swap minus the $90 of fixed-rate debt).
Thus, ANTIDI has $5 positive repricing gap in the 0—1 year interval and $5
positive repricing gap in the 2-3 year interval, low net exposures compared
to ANTIDDI’s gross loan, debt, and swap exposures. Economically, ANTIDI
loses mildly when CIBOR rises and benefits mildly when CIBOR falls.

When the swap is designated as a fair value hedge of the fixed-rate debt
and full fair value accounting is used for both the hedge and the hedged item,
interest income and net income both fluctuate mildly, as one would expect,
given that the swap is a highly effective but not perfect hedge of ANTIDI’s
net exposure. Interest income rises and falls with CIBOR. Net income is lowest
in year 1, when ANTIDI experiences net losses of $.17 associated with the
rise in CIBOR to 12%. Net income is highest in year 2, when ANTIDI expe-
riences net gains of $.04 associated with the decline in CIBOR to 11%.
Income is normal in year 3, when ANTIDI has no remaining interest rate
risk. The volatility in owners’ equity is determined entirely by the mild volatil-
ity in net income. Fair value hedge accounting clearly describes this hedge
of this aggregate exposure properly.

The practice of measuring interest expense on the hedged debt on an
amortized cost basis and the cash flow on the swap to offset that interest
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EXHIBIT 11.4 Comparison of Fair Value and Cash Flow Hedge
Accounting Example

Year 1 Year 2 Year 3
Fair value hedge of fixed-rate debt
(using fair value interest for debt and swap):
Interest income 1 1.17 1.1
Gains and losses (.17) .04 0
Net income .83 1.21 1.1
Owners’ equity 10.83 12.04 13.15
Fair value hedge of fixed-rate debt
(using amortized cost interest for debt and
cash flow for interest on swap):
Interest income 1 1.1 1.05
Other income (misstated gains and losses) (.17) 11 .05
Cash flow hedge of floating-rate loans:
Interest income = net income 1 1.1 1.05
Other comprehensive income -3.21 2.36 .86
Owners’ equity 7.79 11.25 13.15

expense does not affect the total amount of net income or owners’ equity,
but it mismeasures interest income and other income by offsetting amounts.
For example, Exhibit 11.4 indicates that a gain of $.05 is recorded in year
3 even though the ANTIDI had no interest rate risk in that year.

In contrast, when the swap is designated as a cash flow hedge of the
floating-rate assets, interest income, which equals net income, is quite smooth,
since cash flow hedge accounting removes 95% of the fluctuations in interest
revenue on the floating-rate loans. The fluctuations in net income are entirely
attributable to the swap being a 5% underhedge of the floating-rate loans.
Cash flow hedge accounting does not recognize the interest rate risk from
ANTIDPD’s slight positive gap exposure in the 2—3 year interval, however,
and so this income smoothing understates the economic volatility of ANTIDI’s
net position. However, accumulated other comprehensive income and owners’
equity are highly and misleadingly volatile, since only the swap is fair valued.

The differences in net income under the two hedge accounting methods
in this example result solely from hedge ineffectiveness. In contrast, differ-
ences in accumulated other comprehensive income and owners’ equity under
the two hedge accounting methods would result even if the hedge was per-
fectly effective.

Bookkeeping Burdens. Hedge accounting under SFAS No. 133 (1998), as
amended, involves a lot of journal entries, far more than under prior hedge
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accounting. By itself, the need to record more journal entries does not consti-
tute a significant burden, since most of the bookkeeping process is automated.
Moreover, prior hedge accounting was economical with journal entries because
it kept most derivatives used for hedging off—balance sheet and did not distin-
guish the effective and ineffective portions of hedges, neither of which is a
good thing.

Required Disclosures

This section describes SFAS No. 133’s (1998) disclosure requirements. Using
SunTrust’s disclosures in its 2005 Form 10-K filing, this section also demon-
strates the inferences users of financial reports can make about the accounting
effects of firm’s derivatives and hedging from these required disclosures. The
case examining Bank of America’s 2005 restatement for misapplication of
the shortcut method in the appendix of Chapter 12 also focuses, in part, on
making such inferences.

SFAS No. 133 (1998) requires firms to discuss their hedging objectives
and strategy and their use of derivatives to meet these objectives. Although
these disclosures often are very general, they invariably provide users of finan-
cial reports with a sense for the firm’s approach to hedging. Moreover, some
firms, including SunTrust, voluntarily disclose the notional amounts and
tenors of the various types of derivatives they use for hedging. These disclo-
sures provide users with a much greater understanding of the firm’s hedging,
especially if the firm also provides market risk or other disclosures that indi-
cate the nature and extent of its exposures being hedged, as SunTrust also does.
Chapter 12 demonstrates how such an understanding can be developed using
SunTrust’s disclosures.

Firms must disclose, separately for fair value hedges and cash flow hedges,
the net gain or loss on derivatives recognized in net income or other compre-
hensive income due to:

= Exclusion from the test for hedge effectiveness
®  Hedge ineffectiveness

= Termination of the designation of derivatives as hedges

Firms must disclose where on the income statement these net gains or losses
appear. These disclosures help the user of financial reports observe ineffective
hedging or speculation.

SunTrust makes these disclosures about its fair value and cash flow hedges
in 200S.

Fair Value Hedges

The Company enters into interest rate swaps to convert fixed rate assets
and liabilities to floating rates. For the years ended December 31, 2005
and 2004, the Company recognized additional income in the net inter-
est income of $89.2 million and $197.7 million, respectively, related to
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cash payments from net settlements and income accrued from inteest
rate swaps accounted for as fair value hedges. This hedging strategy
resulted in zero ineffectiveness for the years ended December 31, 2005
and 2004.

The Company maintains a risk management program to manage inter-
est rate risk and pricing risk associated with its mortgage lending activi-
ties. The risk management program includes the use of forward contracts
that are recorded in the financial statements at fair value and are used
to offset changes in value of the mortgage inventory due to changes
in market interest rates. A portion of the forward contracts have been
documented as fair value hedges of specific pools of loans that meet
the similar assets test as described in SFAS No. 133, and the qualify-
ing pools of hedged loans are recorded in the financial statements at
their fair value. The pools of loans are matched with a certain portion
of the forward contracts so that the expected changes in market value
will inversely offset within a range of 80% to 125%. This hedging strat-
egy resulted in ineffectiveness that reduced earnings by $40.4 million
and $50.0 million for the years ended December 31, 2005 and 2004,
respectively. The impact of the hedge ineffectiveness is substantially offset
by higher levels of net interest income from holding first mortgage
loans.

Cash Flow Hedges

The Company uses various interest rate swaps to convert floating rate
assets and liabilities to fixed rates. Specific types of funding and prin-
cipal amounts hedged were determined based on prevailing market
conditions and the current shape of the yield curve. The terms and
notional amounts of the swaps are determined based on management’s
assessment of future interest rates, as well as other factors.

For the years ended December 31, 2005 and 2004, the Company recog-
nized interest income of $15.2 and interest expense of $46.2 million,
respectively, related to interest rate swaps accounted for as cash flow
hedges. This hedging strategy resulted in ineffectiveness that reduced
earnings by $2.4 million for the year ended December 31, 2005 and
resulted in zero ineffectiveness for the year ended December 31, 2004.

SunTrust states its interest rate swaps, whether fair value or cash flow
hedges, convert fixed- or floating-rate assets or liabilities to the opposite type,
reflecting the fact that hedge accounting is applied at the level of specific
exposures. For the purpose of assessing SunTrust’s risk management, how-
ever, users of financial reports should view these swaps as working together
to move SunTrust’s firm-level repricing gap between the 01 interval and
the various intervals corresponding to the tenors of the swaps, as discussed
in the “Swaps” section. SunTrust’s disclosures discussed in Chapter 12 indi-
cate the tenors of its swaps vary from less than 1 year to beyond 10 years.
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SunTrust discloses that fair value hedges of fixed-rate assets and liabil-
ities using interest rate swaps increased its net interest income by $89.2
million during 2005, related to cash receipts from net settlements and also
income accrued from the swaps. SunTrust clearly uses the common prac-
tice of recording interest on fair value hedged items on an amortized cost
basis and interest on interest rate swaps as the settlement cash flows (plus
some additional amount for accrued income). SunTrust states that there was
no ineffectiveness for these hedges during 2005, implying that the unreal-
ized gains and losses on the swaps and the hedged items perfectly offset during
the year. SunTrust’s net journal entries for these fair value hedges during
2005 are (in millions):

increase in interest income as cash is received on swaps:
cash (+ asset) 89.2

interest income (+ income) 89.2

offsetting unrealized gains and losses on perfectly effective hedge:

hedged fixed-rate assets and liabilities
(+ asset or — liability) x

interest rate swaps (— asset or + liability) x

Users of financial reports usually cannot determine the amount of the
offsetting gains and losses on the hedge and hedged item for the effective
portion of fair value hedges, which is why x rather than a specific number
appears in the last journal entry. Unusually, however, SunTrust discloses the
fair value of its swaps by type of hedge at the beginning and end of the year,
as well as the fair value of derivatives that are terminated or dedesignated
as hedges during the year. In conjunction with the $89.2 million cash receipt
on the swaps discussed earlier, these disclosures yield an estimate for x of
$72.8 million (the disclosed ending fair value hedge swap liability of $216
million minus the disclosed beginning fair value hedge swap liability of $38
million minus cash interest received on fair value hedge swaps during year
of $89.2 million minus $16 million positive fair value on terminated/dedes-
ignated fair value hedge swaps).

SunTrust states that its forwards are fair value hedges of pools of simi-
lar mortgages held for sale. These forwards most likely are contracts to sell
MBS that have a tenor equal to the expected holding period of the hedged
pools, which disclosures discussed in Chapter 12 indicate is about four weeks
on average. The ineffectiveness of this hedging relationship reduced earnings
by a fairly sizable $40.4 million (though only 2% of SunTrust’s net income
during 2005), most likely because the actual holding periods of the mort-
gages in the pools did not exactly match the tenor of the forwards, although
there may also be some basis risk in these hedges. Assuming the disclosed
effect on earnings is after-tax and denoting the corporate tax rate by 7, Sun-
Trust’s net journal entry for these fair flow hedges during 2005 is (in millions):
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imperfectly offsetting unrealized gains and losses on forwards
hedge and hedged mortgages:

earnings (— income) 40.4

mortgages x
tax expense (+ income) 40.47/(1 — 1)
forwards x + 40.4/(1 —7)

(If the disclosure is pretax, then the journal entry is the same as when 7 =
0.) Again, users usually cannot determine the offsetting gains and losses on
the hedge and hedged item for the effective portion of fair value hedges.
Although an estimate of x for SunTrust’s swap-based fair value hedges was
made above using its disclosures of the fair value and cash flows on those
swaps, SunTrust does not disclose the cash flows on its forward-based fair
value hedges. Moreover, because these hedges turn over about 12 times a
year, these cash flows likely are large compared to the fair values of the for-
wards. Hence, x cannot be reliably estimated for these hedges.

SunTrust states that its cash flow hedges of floating-rate assets and liabil-
ities using interest rate swaps increase interest income by $15.2 million during
20085, reflecting the settlement cash flows on the swaps. These hedges had
hedge ineffectiveness (i.e., overhedging) that reduced earnings by $2.4 million,
a relatively small amount. Assuming the disclosure of the effect of hedge inef-
fectiveness is after-tax, SunTrust’s net journal entries for these cash flow hedges
during 2005 are (in millions):

increase in interest income from cash receipts on swaps:
cash (+ asset) 15.2

interest income (+ income) 15.2

hedge ineffectiveness:

earnings (— income) 2.4
tax expense (+ income) 2.47/(1 —7)
interest rate swaps (— asset or + liability) 2.4/(1—1)

There would also be a journal entry for the unrealized gain or loss on the
effective portion of the cash flow hedge swaps that is recorded in accumu-
lated other comprehensive income. Disclosures that indicate this journal entry
are discussed later.

SFAS No. 133 (1998) requires additional disclosures for cash flow hedges,
in part because the FASB views cash flow hedge accounting as a less desir-
able form of hedge accounting than fair value hedge accounting, and in part
because firms are allowed to cash flow hedge forecasted transactions, which
are not existing exposures of the firm and may never occur. Firms must
disclose the beginning and ending balances in accumulated other compre-
hensive income associated with cash flow hedges, the change in the balance
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attributable to unrealized gains and losses on cash flow hedges during the
period, and the change in the balance attributable to reclassifications into
net income during the period. The gross additions and subtractions from
accumulated income during the current period indicate the smoothing of
net income in that period resulting from the use of cash flow hedge account-
ing. The balance of other comprehensive income indicates the amount that
net income will be smoothed in future periods as a result of gains on cash
flow hedge derivatives that have already occurred.
SunTrust makes the following disclosures in 2005:

Comprehensive income for the years ended December 31, 2005, 2004,
and 2003, is:

($ in thousands) 2005 2004 2003

Unrealized (loss) gain on
derivative financial instruments,
net, recognized in other
comprehensive income:

Before income tax (17,329) 16,402 45,366
Income tax 6,585 (5,741) (15,878)
Net of income tax (10,744) 10,661 29,488

The components of accumulated other comprehensive income at Decem-
ber 31 were:

($ in thousands) 2005 2004 2003

Unrealized (loss) on
derivative financial instruments (17,339) (6,595) (17,257)

These disclosures indicate that a $17.3 million pretax and $10.7 million
after-tax net unrealized loss on SunTrust’s cash flow hedges was recorded
in accumulated other comprehensive income during 2005. The journal entry
for the net unrealized loss recorded in accumulated other comprehensive income
for its cash flow hedges during 2005 is ($ in millions):

acc. other comp. income (— owners equity) 10.7
deferred taxes (+ asset or — liability) 6.6
interest rate swaps (— asset or + liability) 17.3

As discussed, SunTrust also disclosed a $15.2 million net increase in inter-
est income for its cash flow hedges during 2005, implying thata $2.1 = $17.3
— $15.2 million gross pretax unrealized loss occurred on cash flow hedges
during 2005.

These disclosures allow users of financial reports to undo the net effects
of effective cash flow hedge accounting during the period if they desire,
by reversing the change in accumulated other comprehensive income and
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recording it instead in income. The journal entry to do this for SunTrust
during 2005 is ($ in millions):

net interest income (— income) 17.3
tax expense (+ income) 6.6
acc. other comp. income (+ owners’ equity) 10.7

In addition, firms must disclose how much of the gains and losses on
cash flow hedges currently recognized in accumulated other comprehensive
income will be amortized into net income in the next year, indicating how
much net income is expected to be smoothed in that year from the cash flow
hedges currently in place. For example, SunTrust discloses

Gains and losses on derivative contracts that are reclassified from accu-
mulated other comprehensive income to current period earnings are
included in net interest income. As of December 31, 2005, $16.8 mil-
lion, net of taxes, of the deferred net losses on derivative instruments
that are recorded in accumulated other comprehensive income are
expected to be reclassified to interest expense in the next twelve months
as derivatives mature or as payments are made.

Finally, firms must disclose the maximum length of time over which the
firm is cash flow hedging forecasted transactions. Given that forecasted trans-
actions far in the future are not certain to occur, this disclosure enables
analysts to identify one of the most problematic uses of cash flow hedge
accounting, the period over which net income is being smoothed by these
hedges, and to anticipate the effect if these transactions do not occur. Sun-
Trust does not mention any outstanding hedges of forecasted transactions.

While enhancing required disclosures of derivatives in the respects indi-
cated, SFAS No. 133 (1998) also eliminated useful disclosures of the notional
amounts and credit risks of derivatives that had been required under SFAS
No. 105, Disclosures of Information about Financial Instruments with
Off-Balance Sheet Risk and Financial Instruments with Concentrations of
Credit Risk (1990), and SFAS No. 119, Disclosure about Derivative Finan-
cial Instruments and Fair Value of Financial Instruments (1994). Disclosures
of notional amount had been criticized as meaningless, because the value
and risk of a derivative are generally not determinable from its notional
amount alone. Moreover, notional amounts do not aggregate easily across
the derivative holdings of a firm, because risk sensitivities vary across deriv-
atives, and because derivatives often net economically in ways that are not
apparent from notional amounts.

The elimination of the notional amount disclosures was unfortunate,
however, because the simplest and often best way to determine the nature
and extent of firm’s hedging is to compare the notional amounts and tenors
of its derivatives to the size and maturities of its exposures. Moreover,
research has shown notional amount disclosures to be relevant for the assess-
ment of market risk beyond disclosures of the fair value of the derivatives



308 DERIVATIVES AND HEDGING

and summary market risk measures such as Value-at-Risk.” Intuitively, the
initial fair values of derivatives are small relative to the risk transferred and
so indicate little about the risk associated with holding derivatives, whereas
the notional amounts of derivatives indicate more, especially when combined
with disclosures of the tenors and other contractual features of derivatives.
As noted, some firms, including SunTrust, voluntarily disclose the notional
amounts of derivatives.

The FASB has recognized the drawbacks of eliminating these disclosures
and has an ongoing project to improve disclosures of derivatives. The FASB’s
goals are to require disclosures that provide users of financial reports with
a clear understanding of how and why firms use derivatives, how firms
account for derivatives and hedged items, and how derivatives affect firms’
financial statements. As of November 2006, the FASB has decided to require
these disclosures, with the first two required to be made by primary under-
lying risk (e.g., interest rate, foreign currency, and commodity), accounting
designation (nonhedge, fair value hedge, and cash flow hedge), and purpose:

®  The notional amounts, leverage factors, and fair values of derivatives on
a gross basis even if a netting agreement exists that allows derivatives
to be presented net on the balance sheet under FASB Interpretation (FIN)
No. 39, Offsetting of Amounts Related to Certain Contracts: An Inter-
pretation of APB Opinion No. 10 and FASB Statement No. 105 (1992),
as discussed in Chapter 9.

®  Where fair values of derivatives are recorded on the balance sheet and
where gains and losses on derivatives are recorded on the income state-
ment.

®m  The effects of the effective and ineffective portions of gains and losses
on cash flow hedge derivatives on net income.

= Counterparty credit risk on derivatives and the fair value of uncollat-
eralized derivative exposures.

®m  The existence and nature of contingent features (e.g., payment accel-
eration) and the fair value of derivatives containing those features.

FRAMEWORK FOR ASSESSING FINANCIAL
INSTITUTIONS' DERIVATIVES AND HEDGING

Despite some form of fair value accounting for derivatives and fairly exten-
sive required disclosures of derivatives and hedging under SFAS No. 133
(1998), as amended, evaluating financial institutions’ usage of derivatives
for hedging and other purposes can be difficult, for three reasons:

1. SFAS No. 133 (1998), as amended, has various weaknesses that have been
summarized throughout the chapter. Most notably, hedge accounting
is applied only to hedges of specific exposures, and so it is often diffi-
cult for users of financial reports to determine how these hedges modify
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financial institutions’ aggregate exposures, which is usually the primary
concern. It is possible that effective hedges of specific exposures are anti-
hedges of the firm’s aggregate exposure.

2. Financial institutions often use many derivatives for various purposes,
and this usage typically is described in highly aggregated disclosures, such
as the excerpts provided from SunTrust’s financial reports (which are,
in fact, unusually detailed).

3. Itisvery rare for financial institutions to discuss the threats to their hedg-
ing policies, even at the level of specific exposures, except after the fact
when these policies fail.

These points are exacerbated by the fact that firms’ disclosures regarding
derivatives and hedging often are not clearly tied to their market risk disclo-
sures.

The user of financial reports should try to answer four questions to assess
a financial institution’s derivatives and hedging:
1. What is its aggregate exposure?

0 What is the magnitude and nature of the sensitivity of this aggregate
exposure to changes in market prices?

0 What is the remaining life of the exposure?

2. What derivatives does it use to modify the risk of its aggregate exposure?
o Is it economically hedging or speculating?
o Is any hedge or speculation one-sided or two-sided?

o Is it attempting to modify fair value or cash flow variability? If cash
flow variability, does this make sense?

0 Are the amounts, sensitivities, and tenors of its derivatives reason-
able given its aggregate exposure?

3. What are the threats to hedge effectiveness?

o Nonlinearity?

o Basis risk?

o Exposure not known (e.g., prepayment depends on behavior)?
4. How does accounting describe its derivatives and hedging?

o Do its derivatives qualify as accounting hedges?

o If so, are they fair value hedges or cash flow hedges?

0 What are the limitations of the accounting?

In addition to whatever information firms voluntarily provide about
derivatives and hedging in the management discussion and analysis (MD&A),

users of financial reports are provided with three required disclosures to answer
these questions.

1. Disclosures of the fair value of financial instruments under SFAS No.
107, Disclosures about Fair Value of Financial Instruments (1991), allow
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users to calculate the current and prior period changes in the fair value
of the financial institution’s financial instruments, including derivatives.
Correlation of these fair value changes with market price movements
in those periods provides a backward-looking but fairly objective indi-
cation of the institution’s risk exposures.

Accounting and disclosures under SFAS Nos. 133 (1998), as amended,

provide an indication of the institution’s derivatives usage and the effec-
tiveness of its hedges of specific exposures.

Market risk disclosures provide a forward-looking but often more sub-
jective, aggregated, or nondirectional indication of the institution’s risk
exposures.

Users of financial reports need to construct as coherent a story as possi-

ble about a financial institution’s derivatives and hedging from these sources.
Market risk disclosures and financial analyses techniques that help users
complete this task are discussed in Chapter 12.
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Market Risk Disclosures

his chapter has two complementary purposes. First, it describes the market

risk disclosures required under Securities and Exchange Commission (SEC)
Financial Reporting Release (FRR) No. 48, Disclosure of Accounting Poli-
cies for Derivative Financial Instruments and Derivative Commodity Instru-
ments and Disclosure of Quantitative and Qualitative Information about
Market Risk Inherent in Derivative Financial Instruments, Other Financial
Instruments, and Derivative Commodity Instruments (1997).! These are the
main required disclosures of firms’ exposures to changes in market prices,
including interest rates, exchange rates, commodity prices, and equity prices.
These disclosures are useful in the analysis of financial institutions regard-
less of whether they engage in derivatives and hedging or not. Second, this
chapter demonstrates how these market risk disclosures, in conjunction with
the accounting for and disclosures of derivatives and hedging required under
Statement of Financial Accounting Standards (SFAS) No. 133, Accounting
for Derivative Instruments and Hedging Activities (1998) discussed in Chap-
ter 11, allow users of financial reports to evaluate how financial institutions’
derivatives and hedging affect their market risk.

The first section provides an overview of the salient features of FRR
No. 48’s (1997) disclosure requirements and their usefulness in understanding
how financial institutions use derivatives for hedging or speculative purposes.
The second through fourth sections discuss the three main approaches among
which firms may choose to disclose their market risk: the tabular format,
the sensitivity approach, and the Value-at-Risk (VaR) approach. In each of
these three sections, the disclosure approach under consideration is described,
its strengths and weaknesses are explained, and analyses based on actual
disclosures by Golden West Financial, Countrywide Financial, and JPMor-
gan Chase are conducted. The fifth section compares the three disclosure
approaches. The sixth section draws together the two purposes of this chap-
ter by using SunTrust Banks” market risk and other disclosures to analyze
the effect of its derivatives used for hedging purposes on its market risk.
The final section summarizes recent empirical research on the usefulness of
FRR No. 48’s (1997) market risk disclosures. The appendix contains a case
examining Bank of America’s derivatives and market risk disclosures. This

n
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case also examines Bank of America’s 2005 restatement of prior years’ finan-
cial statements to reverse hedge accounting for misapplication of the shortcut
method, which pertains to material presented in Chapter 11.

OVERVIEW OF FRR NO. 48 (1997)

Like the Financial Accounting Standards Board’s (FASB’s) motivations for
issuing SFAS No. 133 (1998) discussed in Chapter 11, the SEC issued FRR
No. 48 (1997) to address the concern that the market and other risks of
firms’ derivatives were not well understood by firms” managements or trans-
parently presented in their financial reports. FRR No. 48’s (1997) disclosure
requirements apply to derivatives that must settle financially, to commodity
derivatives that by custom settle financially, and to most nonderivative finan-
cial instruments, although leases, insurance contracts, and various other finan-
cial instruments are exempted. Although FRR No. 48 (1997) encourages
voluntary disclosures of the market risk of exempted financial instruments
and nonfinancial items not subject to the rule, in practice firms rarely provide
such disclosures.

FRR No. 48 (1997) defines risk as the possibility of loss, not gain. Possi-
bility of loss is a one-sided notion of risk that translates into overall risk (var-
iance) only when the returns on the item under consideration are distributed
symmetrically. Derivatives and other financial instruments that are or include
options are particularly likely to exhibit asymmetric return distributions.

FRR No. 48 (1997) requires that market risk disclosures be made once
ayear in firms’ Form 10-K filings. Given the infrequency of these disclosures,
they are unlikely to be useful for firms that speculate, since speculative posi-
tions tend to change frequently. In this regard, FRR No. 48 (1997) requires
separate disclosures for instruments held for trading purposes and those held
for other purposes.

A significant limitation of market risk disclosures made under FRR No.
48 (1997) is that they need not be comparable across firms, exposures for
a given firm, or time, for four reasons. First, firms may define loss in terms
of reduction of value, earnings, or cash flow, and the three definitions of
loss are not identical and can be inconsistent. For example, a perfectly float-
ing-rate asset’s earnings and cash flows vary with interest rates, but its value
does not. A fixed-rate asset’s value varies with interest rates, but its cash flows
(and earnings, if the asset is accounted for at amortized cost on the income
statement) do not.

Second, firms may disclose their exposure to each type of market risk using
any of these approaches:

®  Tabular format. This approach reports fair values and information suffi-
cient to estimate the expected cash flows over each of the next five years
and beyond five years for derivatives and other financial instruments
grouped based on common characteristics. With respect to interest rate
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risk, this approach is similar to but generally more detailed and stan-
dardized than disclosures of repricing gap discussed in Chapter 4.

®  Sensitivity approach. This approach reports the loss of value, earnings,
or cash flow attributable to a specific adverse market price movement
chosen by management, subject to the constraint that the movement be
at least 10% of the beginning value of the market price.

®  Value-at-risk approach. This approach reports the loss of value, earnings,
or cash flow that occurs over a certain period with a certain probabil-
ity, usually 5%. When loss is defined in terms of earnings or cash flow,
the measure is properly termed earnings at risk (EaR) or cash flow at
risk (CFaR). In this chapter, “pure” VaR refers to VaR where loss is
defined in terms of value, while VaR refers collectively to pure VaR, EaR,
and CFaR. Pure VaR and EaR are close to the same thing when earn-
ings include most or all fair value gains and losses, as would be the case
for a trading-oriented financial institution, but not otherwise.

These approaches have distinct strengths and weaknesses. The tabu-
lar format provides less processed and more disaggregated data than the other
approaches, and so it allows users of financial reports considerable freedom
to develop their own risk measures. However, this approach does not clearly
convey the nature of option exposures or the covariances among exposures,
so users typically have to make assumptions about these exposures to use
these disclosures. The sensitivity and VaR approaches provide aggregate risk
measures that embed management’s knowledge of option exposures and
covariances among exposures. However, they are hard to interpret without
a full understanding of the assumptions involved in the aggregation. More-
over, the VaR approach does not indicate the direction of market price
movements that causes loss, so it does not help users estimate the effects of
subsequent changes in market prices. This is also a problem for the sensi-
tivity approach when the market price movement is more complex than or
otherwise differs from the chosen movement in the risk disclosure. For exam-
ple, firms using the sensitivity approach for interest rate risk usually report
the loss to parallel shifts in the yield curve, not to changes in the slope or
shape of the yield curve. Even when firms do disclose losses to changes in
the slope or shape of the yield curve, these disclosures do not and logically
cannot cover all possible change in the yield curve. FRR No. 48 (1997) requires
that firms discuss the assumptions and limitations of their chosen approaches,
though in practice these disclosures tend to be boilerplate.

Firms need not choose the same approach for each type of market risk.
This makes it difficult for users of financial reports to develop measures of
firms’ aggregate market risk, since different types of market risk may be corre-
lated. For example, interest rates are correlated with exchange rates.

Third, the period over which loss is measured in the sensitivity and VaR
approaches varies across firms and across different risks for a given firm.
Earnings and cash flow sensitivity usually are measured over a relatively long
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period, most commonly one year. In a pure VaR approach or in an EaR
approach when earnings include most fair value gains and losses, loss usually
is measured over a short period, such as a day or a week. In contrast, in an
EaR approach when earnings do not include most fair value gains and losses
or in a CFaR approach, loss usually is measured over a longer period, such
as a quarter or year. Sensitivity and VaR estimates need not rise linearly or
in any other simple fashion with the length of the measurement time period,
due to portfolio changes over time and for other reasons, although under
simplifying assumptions it usually is possible to make these estimates more
comparable through appropriate transformations. For example, under the
assumption that returns to the portfolio are independent and identically
distributed over time, VaR estimates can be made comparable by dividing
the estimates by the square root of the number of days in the measurement
time period.

Fourth, the size of the market price movements in the sensitivity approach
and the confidence level used in the VaR approach vary across firms. Differ-
ent-size market price movements in the sensitivity approach do not raise
comparability problems if exposures are linear, but they do if exposures are
nonlinear. Different confidence intervals in the VaR approach are easily
adjusted for if the shapes of the lower tails of the distributions of returns on
the portfolios under consideration are known (e.g., this would be the case
if these returns are normally distributed), but not otherwise.

As discussed in Chapter 11, derivatives often have small fair values
but high sensitivity to market price movements. This sensitivity could either
increase or decrease a firm’s market risk. For example, if the sensitivity of
the firm’s derivatives to market price movements has the opposite sign and
the same or smaller absolute magnitude than the sensitivity of its prederiv-
atives exposures to those movements, then these derivatives decrease the
firm’s market risk. Conversely, if the sensitivities of the firm’s derivatives
to market price movements have the same sign as the sensitivity of its pred-
erivatives exposures to those movements, then these derivatives increase the
firm’s market risk.

To evaluate the effect of a firm’s derivatives usage on its market risk,
users of financial reports need to jointly analyze its accounting for and disclo-
sures of derivatives and hedging provided under SFAS No. 133 (1998) and
its market risk disclosures provided under FRR No. 48 (1997). Users are
confronted with two related difficulties in this task, however.

1. Under SFAS No. 133 (1998), hedge accounting is applied and disclo-
sures of derivatives and hedging are required at the level of individual
hedging relationships in which the hedged item must be a specific expo-
sure or portfolio of highly correlated exposures. In contrast, FRR No.
48 (1997) requires market risk disclosures at the (in most cases) more
aggregated level of the firm’s exposure to specific types of market risk.
Thus, users must determine whether and how individual hedging rela-
tionships affect market risks at the firm level.
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2. Market risk disclosures provided using the sensitivity or VaR approaches
generally do not distinguish market risks prederivatives and postderiv-
atives. Thus, additional information about derivatives usage is necessary
to assess how the firm’s derivatives modify its market risks.

Although FRR No. 48 (1997) is the primary source of market risk disclo-
sures, other specific disclosure requirements related to market risk exist,
which were discussed in prior chapters. As discussed in Chapter 4, banks
sometimes voluntarily disclose repricing gap in their financial reports, and
even if they do not, their repricing gap can be estimated from piecemeal
disclosures of the maturity or repricing intervals of their loans, securities,
and deposits. As discussed in Chapter 8, SFAS No. 140, Accounting for Trans-
fers and Servicing of Financial Assets and Extinguishments of Liabilities
(2000), requires disclosures of the sensitivity of the valuation of retained
interests from securitizations to changes in significant assumptions, includ-
ing market prices such as interest rates. As discussed in Chapter 11, SFAS No.
133 (1998) requires hedge effectiveness disclosures that usually pertain to
market risk.

TABULAR FORMAT

The tabular format requires that fair values and information sufficient to
estimate the expected cash flows over each of the next five years and beyond
five years (i.e., six time intervals) be disclosed for derivatives and other finan-
cial instruments grouped based on common characteristics for each market
risk. Users of financial reports should be aware that this information is not
always tabulated in the same way by different firms, and so it is critical to
read their textual discussions of the construction of the tables. For exam-
ple, in presenting this information for the interest rate risk of floating-rate
instruments, most banks—including Golden West, whose disclosure is analyzed
herein—use a maturity-based format in which these instruments are clas-
sified into the six time intervals based on their maturity, while some banks
use a repricing-based format in which these instruments are classified into
the time intervals based on their repricing intervals. Analyzing these data
appropriately given the form of presentation chosen, users can make the same
inferences regardless of that form, however. For simplicity, only the maturity-
based presentation is described herein. In addition, banks may treat differently
mortgage prepayment and the stickiness of core deposits with no maturity.

The information necessary to estimate the cash flows in the six time inter-
vals depends on the type of financial instrument. For example, for fixed-rate
debt instruments, this information includes the expected principal payment
and the weighted-average historical interest rate that applies to the prin-
cipal paid in each of the intervals. For floating-rate debt instruments, this
information includes the expected principal payment and the applicable
weighted-average estimated forward interest rate in each of the intervals.
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For interest rate swaps, this information includes the notional principal
amount that expires and the weighted-average pay and receive rates in each
of the intervals. For forwards and options, this information includes the
notional principal amount that expires and the applicable forward or strike
prices in each of the intervals. Ideally, the underlyings of forwards and options
would be described with specificity, although this frequently is not the case,
and when this is so users of financial reports must make assumptions about
their underlyings in order to analyze the information. An example of this
issue arises for SunTrust’s hedges of its mortgage inventory using forwards
with unspecified underlyings that is discussed later.

FRR No. 48 (1997) includes some guidance as to how to group financial
instruments. Firms must distinguish:

" Fixed- and floating-rate debt instruments

= Long and short positions in futures and forwards

®  Written and purchased put and call options with different strike prices
m  Receive fixed and pay fixed interest rate swaps

®  Foreign exchange instruments that have different currencies as under-
lyings or for which the functional currency differs under SFAS No. 52,
Foreign Currency Translation (1981) (with the ability to aggregate disclo-
sures across currencies that are economically related, managed together,
and highly correlated)

= Commodity instruments that have different commodities as underlyings

®  Derivatives used in hedging forecasted transactions

Depending on the firm’s exposures and its use of derivatives, these disclo-
sures could be voluminous; for example, consider a multinational firm
hedging exposures in many countries whose currencies are not highly corre-
lated.

Regarding interest rate risk, tabular format disclosures under FRR No.
48 (1997) generally are more detailed and standardized than repricing gap
disclosures by banks. This fact should allow users of financial reports to esti-
mate repricing gap and duration with greater precision and more compar-
ability across banks and to estimate these variables with precision for the
first time for other financial institutions. This precision is attributable in part
to the use of annual time intervals from one to five years in the tabular format,
whereas these four intervals are typically combined in repricing gap disclo-
sures. It is also attributable to the provision of information about expected
principal receipts or payments in each interval for fixed-rate instruments.
In contrast, repricing gap disclosures typically treat these instruments as
repricing completely at their maturity. Regarding other types of market risk,
the tabular format disclosures substantially expand on the notional amount
disclosures previously required by SFAS Nos. 105, Disclosure of Informa-
tion about Financial Instruments with Off—Balance Sheet Risk and Financial
Instruments with Concentrations of Credit Risk (1990) and 119, Disclosures
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about Derivative Financial Instruments and Fair Value of Financial Instru-
ments (1994), which were superseded by SFAS No. 133 (1998).

Exhibit 12.1 presents Golden West’s tabular format disclosure from
its 2005 Form 10-K filing. This disclosure is manageable, because Golden
West is a simple financial institution with fairly aggregated groupings of
assets by balance sheet line item; for example, all its deposit liabilities are
summed. As required, Golden West distinguishes fixed- and floating-rate
assets and liabilities. Golden West’s sole type of derivative is receive-fixed/
pay-floating interest rate swaps, which it discloses it uses to convert debt
from fixed-rate to floating-rate. For each group of financial instruments and
each of the six time intervals, Golden West reports the fair value; the amount
of (notional) principal expected to be received, paid, or otherwise expire;
and the weighted-average interest rate or rates that apply to (notional) prin-
cipal payments. Golden West discloses that it takes into account expected
prepayments on its long-term mortgage-related assets and that it classifies
the entire principal of deposits with no maturity in the 0- to 1-year interval.

Golden West’s tabular format disclosure indicates the effect of its use
of derivatives on its repricing gap. Its receive-fixed/pay-floating swaps increase
its repricing gap in the 2- to 4-year interval and reduce its repricing gap in
the 0- to 1-year interval. Golden West’s swaps reduce its repricing gap in
both intervals, because in its 2005 Form 10-K filing it reports a positive repric-
ing gap after derivatives in the 0- to 1-year interval and a negative repricing
gap in the 1- to S-year interval.

Tabular format disclosures provide a disaggregated set of information
that can be used for many analytical purposes. Although analysis of these
disclosures often involves many calculations for many different financial
instruments, given the standardized format of the disclosures, these calcu-
lations can be easily conducted using spreadsheet programs. The next two
sections use Golden West’s tabular format disclosure in Exhibit 12.1 to demon-
strate how these disclosures can be used to estimate repricing gap and dura-
tion, respectively.

Estimating Repricing Gap

Three steps are involved in estimating repricing gap using tabular format
disclosures of interest rate risk. These steps generally yield a more accurate
measure of repricing gap than standard repricing gap disclosures described
in Chapter 4, because they allow a finer treatment of fixed-rate instruments
in the 1- to 5-year interval.

1. Treat fixed-rate financial instruments as a set of zero-coupon instruments
with repricing intervals that correspond to the timing of principal cash
flows reported in the tabular format disclosure. For example, of Golden
West’s fixed-rate mortgage-backed securities (MBS), $72 million reprice
the 0- to 1-year interval, $58 million reprice in the 1- to 2-year inter-
val, and so on. This approach is more economically descriptive than
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treating the entire principal of these instruments as repricing at their
maturity, as is done in standard repricing gap disclosures.

2. Treat floating-rate financial instruments as repricing within the next year,
unless there is reason to believe these instruments reprice more slowly.
For example, Golden West discloses that 96% of its floating-rate mort-
gages and MBS reprice monthly. Assuming for simplicity that all of its
MBS reprice no slower than annually, $1,113 million of Golden West’s
floating-rate MBS reprice in the 0- to 1-year interval.

3. Treat derivatives as the closest available portfolio of cash instruments,
and apply steps 1 and 2. This is particularly easy to do for interest rate
swaps, whose tenor corresponds directly to their effect on repricing
gap. For example, Golden West’s receive fixed interest rate swaps are
equivalent to a portfolio of fixed-rate assets and floating-rate liabili-
ties, each with a book value of $1,900 million. Of the fixed-rate leg of
these swaps, $700 million reprice in the 2- to 3-year interval and $1,200
million in the 3- to 4-year interval. All $1,900 million of the floating-
rate leg of these swaps reprices in the 0- to 1-year interval.

In contrast, to perform this step for interest rate forwards and options,
it is usually necessary to know the maturity of the underlying fixed-rate asset.
For example, SunTrust hedges its mortgage inventory with sold forwards
that have an average tenor of about four weeks. The closest available port-
folio of cash instruments for these forwards is an asset reflecting the right
to receive the forward price in four weeks and a liability reflecting the obli-
gation to deliver the underlying asset in four weeks. The asset creates positive
repricing gap in the 0- to 1-year interval, while the liability creates nega-
tive repricing gap in the interval equal to the four-week tenor of the forward
plus the maturity of the underlying asset. Given that mortgage inventory is
the hedged item, the underlying asset in the forwards most likely is 30-year
fixed-rate MBS, and so ignoring prepayment these forwards create negative
repricing gap in the beyond-10-year interval.

Applying these steps across all the instruments it holds, Golden West’s
repricing gap in the 0- to 1-year interval is $1,322 (federal funds sold and
other investments) + 2 (securities available for sale) + 72 (fixed-rate MBS)
+ 1,113 (floating-rate MBS) + 291 (fixed-rate loans receivable) + 115,256
(floating-rate loans receivable) — 57,197 (deposits) — 2,368 (fixed-rate [Federal
Home Loan Bank] FHLB advances) — 35,436 (floating-rate FHLB advances)
— 4,569 (fixed-rate other borrowings) — 8,370 (floating-rate other borrow-
ings) — 1,900 (floating leg of receive-fixed/pay-floating swaps) million =
$8,216 million. This amount is fairly close to Golden West’s positive repric-
ing gap of $11,563 million in this interval reported in its 2005 repricing
gap disclosure; it is lower primarily because Golden West has larger prin-
cipal payments on its fixed-rate liabilities than on its fixed-rate assets in this
interval. Similar calculations yield Golden West’s repricing gap in other time
intervals.
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In its 2005 Form 10-K filing, SunTrust discloses the notional amount
and tenor of its derivatives by type of hedge. These disclosures are used to
determine how SunTrust’s derivatives affect its repricing gap in the section
“Effect of SunTrust’s Derivatives and Hedging on Its Market Risk.”

Estimating Duration

As discussed in Chapter 4, duration determines the change in the value of
a financial instrument, portfolio, or firm to a small change in a flat yield
curve. Three steps are involved in estimating duration using tabular format
disclosures:

1. Estimate the expected cash flows in each interval for each type of fixed-
rate financial instrument. This amount equals the principal maturing in
that interval plus the expected interest cash flow in that interval. The
expected interest cash flow is the sum of the principal cash flows in that
and subsequent intervals times the weighted-average interest rates that
apply to these principal cash flows. Unless there is reason to believe other-
wise, assume that the principal cash flow in an interval occurs halfway
through the interval, so that half the reported weighted-average interest
rate applies to that principal cash flow.

For example, the expected principal receipt on Golden West’s fixed-
rate MBS in 2008 is $50 million, which is assumed to occur halfway during
the year, and so the applicable weighted-average interest rate is .0568/2.
Similarly, in 2009, the principal receipt is $40 million with a weighted-
average interest rate of .0564; in 2010, the principal receipt is $31
million with a weighted-average interest rate of .0560; and beyond 2010,
the principal receipt is $120 million with a weighted-average interest rate
of .0547. Thus, the expected interest receipt on Golden West’s fixed-
rate MBS during 2008 is $(50 X .0568/2) + (40 X .0564) + (31 X .0560)
+ (120 X .0547) million = $12 million, and the expected total cash receipt
is $50 + 12 million = $62 million.

2. Unless there is reason to believe otherwise, assume that floating-rate
financial instruments pay off in full in the 0- to 1-year interval and that
payment of principal and half a year’s accrued interest occurs halfway
through the interval. For example, under this assumption the expected
cash flow on Golden West’s variable-rate MBS in the 0- to 1-year interval
is $1,113 million (the entire principal) X (1 +.0565/2), or $1,144 million.
(Although 96% of Golden West’s floating-rate mortgages and MBS reprice
monthly, lags in the repricing index make the assumption of a half-year
repricing interval approximately correct.)

3. Again treat derivatives as the closest available portfolio of cash instru-
ments and apply steps 1 and 2.

The expected cash flows determined in steps 1 through 3 can be used to
estimate duration using the formulas provided in Chapter 4 and are also
useful for various other purposes, such as liquidity analysis.
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Strengths and Weaknesses

The tabular format’s main strength is that it provides relatively unprocessed
and disaggregated data that can be used both to assess market risk on an ex
ante basis and to estimate the ex post effect of changes in market prices on
the firm, assuming the firm’s exposures have not changed since the time of
its last disclosure. For example, users of financial reports can use these data
to assess the effect of a change in the shape of the yield curve on the firm
using the techniques described in Chapter 4. As discussed later, the ability
to estimate the effect of subsequent changes in market prices using the tabu-
lar format is much greater than for the sensitivity and especially the VaR
approaches.

The tabular format has two main weaknesses. First, it is a static portrayal
of firms’ exposures based on current market conditions and expectations.
It is particularly limited in the way it portrays options, since these expo-
sures are nonlinear in their sensitivity to market prices. The correct way to
model the market risks of options is by averaging across the various possi-
ble future paths of market prices. For example, Golden West indicates that
the expected principal payments on its fixed-rate mortgages in the table
include expected prepayment. Prepayment is particularly sensitive to suffi-
ciently large downward movements in interest rates. Users of financial reports
have to characterize the firm’s options and how they behave across the future
paths of market prices. This is a difficult task involving many assumptions,
which the reporting firm is generally in a far better position to perform.

Second, the tabular format often does not clearly indicate the covari-
ances across different exposures or market risks. Specific financial instru-
ments held by firms may be exposed to the risks of (domestic) interest rate
movements, various foreign exchange movements, various commodity price
movements, and so on. These risks may covary. Users of financial reports
have to characterize the firm’s exposures and how they interact with each
market price or rate and how market prices covary. Again, this is a difficult
task involving many assumptions, which the reporting firm is generally in
a far better position to perform.

SENSITIVITY APPROACH

The sensitivity approach requires that the firm provide an estimate of the
loss of value, earnings, or cash flow caused by a specific adverse movement
in each market price or rate. The firm can choose the size of the movement,
although it should be at least 10% of the current market price or rate. For
example, in its 2005 Form 10-K, Golden West voluntarily discloses using
the sensitivity approach in addition to the previously discussed tabular format.

We estimate the sensitivity of our net interest income, net earnings,
and capital ratios to interest rate changes and anticipated growth based
on simulations using an asset/liability model. The simulation model
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projects net interest income, net earnings, and capital ratios based on
a significant interest rate increase that is sustained for a thirty-six month
period. The model is based on the actual maturity and repricing char-
acteristics of interest-rate sensitive assets and liabilities which takes into
account the lags [in the repricing of mortgages] previously described.
For mortgage assets, the model incorporates assumptions regarding the
impact of changing interest rates on prepayment rates, which are based
on our historical prepayment information. The model also factors in
projections for loan and liability growth. Based on the information and
assumptions in effect at December 31, 2005, a 200 basis point rate
increase sustained over a thirty-six-month period would initially, but
temporarily, reduce our primary spread, and would not adversely affect
our long-term profitability and financial strength.

Golden West chooses three measures of loss: net interest earnings, net
earnings, and capital ratios. Golden West indicates that its interest rate spread
would temporarily decline from a 2% parallel upward shift in the yield curve
but that none of the measures of loss would be permanently affected if this
shift were sustained for 36 months. Its choice of a 36-month period is unusu-
ally long, and likely reflects the fact that Golden West’s repricing gap expo-
sure is affected by lags in repricing its mortgages. As discussed in Chapter
4, Golden West is somewhat sensitive to changes in the shape of the yield
curve, and this disclosure obscures this aspect of its exposure.

The sensitivity approach is by far the most common form of market risk
disclosure. For example, most banks use the sensitivity approach for their
interest rate risk disclosures, most commonly choosing net interest income
measured over one year as the measure of loss. When this is the case, users
of financial reports can only determine the direction and approximate amount
of the bank’s repricing gap in the 0- to 1-year interval. As discussed in Chap-
ter 4, if interest rates rise during the following year, net interest income will
rise for banks with positive repricing gap and fall for banks with negative
repricing gap in the 0- to 1-year interval. Similarly, if interest rates fall during
the following year, net interest income will rise for banks with negative repric-
ing gap and fall for banks with positive repricing gap in the 0- to 1-year
interval. Assuming a static portfolio, the percentage change in the bank’s
net interest income over the following year from an instantaneous parallel
shift in the yield curve is Ar X GAP/NII, where Ar denotes the shift in the
yield curve, GAP denotes repricing gap in the 0- to 1-year interval, and NII
denotes net interest income. An example of how this expression can be used
to estimate repricing gap in the 0- to 1-year interval is provided in the “Effect
of SunTrust’s Derivatives and Hedging on Its Market Risk” section.

Some banks reporting using the sensitivity approach choose the value
of equity as the measure of loss instead of or, more commonly, in addition
to net interest earnings. When value of equity is the measure of loss chosen,
users of financial reports can determine the weighted-average duration of
the bank’s owners’ equity using equation 4.5 of Chapter 4. An example of
how this equation can be used to estimate the duration of the banks’ owners’
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equity, and thereby make inferences about long-term repricing gap, is
provided in the “Effect of SunTrust’s Derivatives and Hedging on Its Market
Risk” section. As discussed in Chapter 4, banks whose owners’ equity has
positive duration benefit when interest rates fall and are hurt when interest
rates rise, and banks with negative duration benefit when interest rates rise
and are hurt when interest rates fall.

When a bank reports its interest rate risk using the sensitivity approach
and chooses both net interest earnings and the value of equity as measures
of loss, users of financial reports usually can make fairly good inferences
about the bank’s repricing gap in 0- to 1-year, intermediate, and long-term
intervals. The net interest earnings sensitivity directly indicates the bank’s
0-to-1-year repricing gap. The bank’s value of equity sensitivity usually is
dominated by the gap at the repricing interval of its longest-term exposures
(hereafter long-term repricing gap). The bank’s intermediate-term repric-
ing gap usually can be inferred from its estimated repricing gaps in the
0-to-1-year and long-term intervals, since the amounts of a bank’s average
interest-earnings assets and interest-paying liabilities must be disclosed in
its analysis of net interest income disclosure described in Chapter 4. Such
inferences are made using SunTrust as example in the “Effect of SunTrust’s
Derivatives and Hedging on Its Market Risk” section.

Countrywide provides an uncommonly useful sensitivity disclosure in
its 2005 Form 10-K filing, which is presented in Exhibit 12.2. Countrywide
reports the sensitivities of the value of each of its financial assets (includ-
ing mortgage servicing rights), financial liabilities, and derivatives to four
parallel shifts in the yield curve: .5% and 1% shifts both up and down. This
disclosure indicates the sensitivities of Countrywide’s various interest rate
sensitive exposures (not including future loan origination fees, of course,
which are not financial instruments) to these shifts. It also indicates the cor-
relations of these exposures, how these correlations differ for interest rate
increases and decreases, as well the extent of Countrywide’s hedging. For
example, this disclosure indicates that:

®  The values of Countrywide’s mortgage servicing rights and mortgages
are negatively correlated.

= Countrywide’s mortgage servicing rights decline more in value than its
mortgages rise in value when interest rates decrease, being dominated
by the effect of prepayment rather than discounting.

= Countrywide’s mortgage servicing rights rise in value less than its mort-
gages fall in value as interest rates rise, being dominated by the effect
of discounting rather than prepayment.

= Countrywide hedges substantially all of the impairment of its mortgage
servicing rights when interest rates fall, but only about half of the appre-
ciation of those rights when interest rates rise.

= Countrywide overhedges its mortgage loan inventory to interest rate
movements in both directions, though more so for interest rate increases.
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EXHIBIT 12.2 Sensitivity Approach Market Risk Disclosure, Countrywide
Financial Corporation, 2005 Form 10-K Filing

Change in Fair Value
(in millions)

Change in Interest Rate
(basis points) —100 -50 +50 +100

MSRs and other financial instruments:

MSR and other retained interests  $(2,812) $(1,302) $ 1,009 $ 1,714
Impact of Servicing Hedge:

Mortgage-based 261 130 (130) (260)
Swap-based 2,626 991 (429) (598)
MSRs and other retained
interests, net 75 (181) 450 856
Interest rate lock commitments 190 136 (218) (489)
Mortgage Loan Inventory 1,135 691 (862) (1,842)
Impact of associated derivative
instruments:
Mortgage-based (1,454) (890) 1,117 2,387
Treasury-based 187 74 6 74
Eurodollar-based (97) (53) 77 166

Interest rate lock
commitments and Mortgage

Loan Inventory, net (39) (42) 120 296
Countrywide Bank:
Securities portfolio 147 88 (108) (227)
Mortgage loans 555 299 (376) (739)
Deposit liabilities (255) (131) 136 275
Federal Home Loan Bank
advances (235) (115) 156 264
Countrywide Bank, net 212 141 (192) 427)
Notes payable and capital securities (824) (412) 393 759
Impact of associated derivative
instruments:
Swap-based 95 48 (48) 95)
Notes payable and capital
securities, net (729) (364) 345 664
Insurance company investment
portfolios 52 27 (28) 56)

Net change in fair value
related to MSRs and other
financial instruments $ (429) $ (419) $ 695 $1,333

Net change in fair value related to

broker-dealer trading securities $ @18 $ 3) $ an $ (@33)
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It would be helpful to users of financial reports if other financial insti-
tutions provided sensitivity disclosures as useful as this one.

Strengths and Weaknesses

The main strength of the sensitivity approach is its simplicity and ease of
interpretation compared to the tabular format. These disclosures are usually
a paragraph or two long and easy to understand.

The main weakness of this approach is it may not provide users of finan-
cial reports with a good sense for complex or nonlinear exposures. For example,
many banks disclose only the sensitivity of their net interest income to par-
allel shifts in the yield curve, and thereby provide users with virtually no
information about the banks’ repricing gap beyond one year. As a result,
users cannot assess the sensitivity of these banks’ value to parallel shifts in
the yield curve or evaluate most aspects of their exposures to changes in
the slope or shape of the yield curve. Similarly, many banks disclose only
the effect of a single adverse market price movement on their net interest
income or value. This does not clearly portray nonlinear exposures, such
as options. For example, consider a mortgage bank hedging nonlinear expo-
sures to interest rates and prepayment in its mortgage servicing rights or
retained residual interests, as discussed in Chapters 7 and 8. A relatively small
interest rate decrease might yield a proportionally smaller possible loss than
would a larger interest rate decrease. Relatedly, firms that hold prepayment-
sensitive assets often lose if interest rates either rise or fall sufficiently, so one
cannot assume that a firm that loses when interest rates move in one direc-
tion will gain if they move in the other direction.

This weakness could be mitigated easily if firms disclosed sensitivity to
multiple changes in market prices, as Countrywide does. SFAS No. 140 (2000)
already requires disclosure of the hypothetical change in the fair value of
each retained component in securitizations to two or more unfavorable changes
in each significant assumption used to estimate the fair value of that compo-
nent. There is no reason why firms could not provide tables or graphs that
indicate the expected gain or loss to multiple movements in market prices
in both directions.

The tabular and sensitivity approaches provide complementary infor-
mation, and ideally financial institutions would provide both. In particular,
the sensitivity approach provides the direction of market price movements
of greatest concern and an easily understood summary statistic for the magni-
tude of the possible loss. Thus, it provides a starting place and calibration
for analysis of the tabular format disclosure. Golden West is rare in volun-
tarily disclosing using both approaches, however.

VALUE-AT-RISK APPROACH

The VaR approach requires that the firm provide an estimate of the loss
of value, earnings, or cash flow that is expected to result with a specified
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probability (usually 5%) over a specified time interval for each market risk.
Unlike the prior two approaches, the VaR approach is statistical, providing
a confidence bound on the lower tail of the distribution of future realiza-
tions of market risk. This confidence bound sometimes is said to distinguish
normal from abnormal realizations of risk; this phrasing is unfortunate, since
realizations of risk outside this bound are normal but infrequent. Users of
financial reports should not ignore the possibility of the realization of risks
outside the confidence bound, because such realizations are the most likely
to damage the firm.

Three main statistical methods are used to estimate VaR. Each method
uses historical data on the variances and covariances of the returns to the
firm’s exposures in some fashion.

1. Delta-normal method. The firm assumes that the return to each of the
financial instruments it holds is distributed normally, so the returns to
all its financial instruments are linearly related. (Under this assumption,
delta, normally a local measure of risk sensitivity, is a global measure,
explaining the name of this method.) Historical data over some period
are used to estimate the variances and covariances of the returns to the
firm’s financial instruments, and the variance of the returns to its port-
folio is solved for numerically. For firms with many exposures, some
simplifying assumptions are usually made in this calculation. Most
commonly, a portfolio of “standardized positions” in zero-coupon bonds
is used to approximate the firm’s portfolio of exposures.?

2. Historical simulation method. The firm observes the multivariate empir-
ical distributions of the returns to its exposures and, through repeated
sampling from these distributions, simulates the distribution of the returns
to its portfolio of exposures. Since this method does not require the
assumption of normality, it is, in principle, more robust than the delta-
normal method. Both methods depend critically on the future behaving
consistently with the past, however, and the second method is more likely
to reflect the idiosyncrasies of the historical data.

3. Monte Carlo method. The firm assumes return distributions that it believes
apply to its various exposures—most commonly, smooth distributions
that resemble the empirical distributions but abstract from the idio-
syncrasies of the historical data—and uses these distributions to simulate
the distribution of returns to its portfolio. This method combines aspects
of the delta-normal and historical simulation methods.

Exhibit 12.3 reports the disclosure in JPMorgan Chase’s 2005 Form 10-
K filing of the VaRs of its trading activities, which primarily involve market
risk, and its credit portfolio, which refers to its credit derivatives not to its
loan portfolio. JPMorgan Chase defines VaR in terms of loss of value over
a one-day period with 1% probability, as determined using historical simu-
lation. Average, minimum, and maximum VaRs during the current and prior
year are disclosed.
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The disclosure for its trading activities reports the VaRs of its fixed
income (interest rate), foreign exchange, equities, and commodities and other
positions, both individually and combined. The individual average VaRs in
2005 sum to $145 million, while the total average VaR is §9% of that amount
at $86 million. The various types of market risks of JPMorgan Chase’s trad-
ing positions diversify significantly, because it is unlikely that they will all
experience losses in the lower 1% of their distributions on the same day.
VaR is the only disclosure format in which such diversification across types
of market risk is apparent.

The disclosure reports the VaR for JPMorgan Chase’s credit portfolio
individually and combined with its trading activities. The average VaR of the
credit portfolio is $14 million, $12 of which diversified away when com-
bined with the trading activities, so that the total VaR of the trading activ-
ities and credit portfolio is $88 million. Although $88 million is a large number,
it is only about .08% of JPMorgan Chase’s owners’ equity, so it would take
12 realizations of this loss without offsetting gain for it to lose 19 of its capital.

Strengths and Weaknesses

The main strength of the VaR approach compared to the other approaches
is that it does not require users of financial reports to assess the probabil-
ity of given movements in market prices or correlations among exposures.
More generally, the VaR approach should reflect management’s modeling
of the firm’s aggregate exposure and the multivariate distribution of changes
in market prices.

The approach has two main limitations. First, VaR estimates are very
sensitive to the methods used to calculate them, in particular, to the length
of the prior period over which variances and covariances are estimated or
empirical distributions are sampled. This is true even for very low-risk, liquid
exposures, such as portfolios of Treasury securities.’ The implication is that
comparability of VaR estimates across firms and time is low. Relatedly, users
of financial reports should attempt to determine whether and how the firm
stress tests its VaR estimates for possible ways in which the future is not like
the past and to understand the ways and extents to which these estimates
are affected by such tests. For example, do the estimates reflect the possi-
bility of an abrupt downward movement in riskless interest rates and upward
movement in credit risk premia, such as occurred during the hedge fund crisis
in the second half of 1998? Bank regulators have frequently expressed simi-
lar concerns about VaR as a regulatory tool, but despite these concerns VaR
is the basis for the assessment of market risk using the internal models approach
of the Basel II regulatory capital framework discussed in Chapter 2.

JPMorgan Chase makes this disclosure about its stress tests.

While VaR reflects the risk of loss due to unlikely events in normal
markets, stress testing captures the Firm’s exposure to unlikely but plau-
sible events in abnormal markets. The Firm conducts economic-value
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stress tests for both its trading and its nontrading activities using multi-
ple scenarios for both types of activities. Periodically, scenarios are
reviewed and updated to reflect changes in the Firm’s risk profile and
economic events. Stress testing is as important as VaR in measuring
and controlling risk. Stress testing enhances the understanding of the
Firm’s risk profile and loss potential, and is used for monitoring limits,
one-off approvals and cross-business risk measurement, as well as an
input to economic capital allocation.

Based upon the Firm’s stress scenarios, the stress test loss (pre-tax) in
the IB’s [investment bank’s] trading portfolio ranged from $469 million
to $1.4 billion, and $202 million to $1.2 billion, for the years ended
December 31, 2005 and 2004, respectively.

JPMorgan Chase’s stress test losses are an order of magnitude larger than its
average VaR.

Second, unlike the tabular format and the sensitivity approach, VaR does
not provide the direction of the exposure; for example, the firm could be
hurt by increases or decreases in interest rates, and users of financial reports
will not know which from the VaR disclosures. In general, the nondirec-
tional nature of the VaR disclosures makes them essentially useless for assessing
the impact of a given market shock when it occurs. For these reasons, VaR
makes a better risk management tool than it does a periodic disclosure device.
VaR’s main effect on improving risk disclosures is probably through help-
ing management to understand and describe its risk exposures better.

Given these limitations, one might ask why VaR is an allowed disclo-
sure option. Firms argued to the SEC that the direction of the bets they take
on market movements are proprietary, so they should not be required to
disclose them. It is hard to argue with this point. For example, one of the
contributing factors to Long Term Capital Management’s insolvency in 1998
was that other market participants became aware of its highly leveraged out-
of-the-money bets and bet against it, driving its bets farther out of the money.

GOMPARISON OF DISCLOSURE APPROACHES

The three disclosure approaches of FRR No. 48 (1997) differ along three
important dimensions:

1. The three approaches provide disclosures that differ in the degree of
aggregation. A certain level of disaggregation is usually necessary for the
user of financial reports to be able to estimate the gain or loss resulting
from specific movements in market prices. The tabular format provides
by far the most disaggregated information.

2. The disclosures may indicate the direction or just the volatility of firms’
exposures. Value-at-Risk provides a nondirectional measure of volatility,
while the other approaches are directional.
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3. The disclosures may or may not incorporate management’s information
about the correlation of its various exposures or the distribution of future
market price movements, so the user of financial reports may have to
supply this information to assess firm risk. Value-at-Risk embeds far more
of management’s information about these factors than other approaches.

The relative importance of these attributes depends on the finan-
cial analysis question of interest. If the question relates to the firm’s sensitivity
to future volatility in market prices, then a nondirectional measure such as
VaR is fine. Moreover, VaR embeds more total information than any other
approach. If one wants to interpret the effect of a specific movement of a
market risk factor that has happened or might happen, then a directional
measure is necessary. The sensitivity measure is likely to be best for simple
and linear exposures, such as exposures to movements in commodity prices,
while the tabular format is likely to be best for complex or nonlinear expo-
sures, such as exposures to changes in the shape of the yield curve.

EFFECT OF SUNTRUST'S DERIVATIVES
AND HEDGING ON ITS MARKET RISK

SunTrust provides two types of disclosures that allow users of financial reports
to develop a good understanding of the effect of its derivatives and hedging
on its market risk.

1. Tabular disclosures of the notional amounts and tenors of its derivatives
by type of hedging relationship. These disclosures indicate the effect of
SunTrust’s derivatives used for hedging purposes on its repricing gap.
(These disclosures help users of financial reports understand SunTrust’s
use of hedge accounting.)

2. Interest rate sensitivity disclosures using both net interest income and
value of equity as measures of loss. These disclosures provide a fairly good
sense for SunTrust’s repricing gap after the use of derivatives.

Together the two types of disclosures allow users of financial reports
to make reasonably good inferences about whether and the ways that Sun-
Trust uses derivatives for hedging or speculation. These disclosures and the
inferences they allow are explained in detail in this section.

SunTrust’s tabular disclosures of the notional amounts and tenors of its
derivatives by type of hedging relationships are reported in Exhibit 12.4.
Note that these are not in exactly the same format as required for tabular
format market risk disclosures under FRR No. 48 (1997). Specifically, the
time intervals from 2 to 5 years are combined, while the time intervals beyond
5 years are subdivided into 5 to 10 years and beyond 10 years. This alter-
native partitioning is preferable because SunTrust has a sizable exposure in
the beyond-10-year interval due primarily to its (incomplete hedging of its)
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mortgage assets. In addition, these disclosures are only for SunTrust’s deriva-
tives used for hedging purposes.

Four distinct types of hedging relationships using derivatives are listed
in these disclosures.

1. Cash flow asset hedges using swaps. These are hedges of floating-rate assets
using receive-fixed/pay-floating interest rate swaps with $5.8 billion
notional amount and tenors ranging from less than 1 year to 5 to 10 years.

2. Fair value asset hedges using forwards. These are hedges of fixed-rate
assets (mortgages) using sold forwards, in which the underlying is prob-
ably 30-year fixed-rate MBS, as discussed earlier. The notional amount
of these forwards is $14.4 billion, and their tenors are less than one year;
SunTrust discloses elsewhere in its 2005 Form 10-K filing that their aver-
age tenor is .08 year, or about four weeks.

3. Cash flow liability hedges using swaps. These are hedges of floating-rate
liabilities using receive-floating/pay-fixed interest rate swaps with $5.1
billion notional amount and tenors ranging from less than one year to
two to five years.

4. Fair value liability hedges. These are hedges of fixed-rate liabilities with
$7.5 billion notional amount and tenors ranging from less than 1 year
to beyond 10 years.

The effects of these four types of derivatives on SunTrust’s repricing gap
—using the techniques described in the “Estimating Repricing Gap” section
and assuming the underlying of the forwards is fixed-rate mortgages with
a repricing interval beyond 10 years—are presented in Exhibit 12.5. The
net effect of these derivatives is to increase SunTrust’s repricing gap in the
0- to 1-year interval by $5.3 billion, in the 1- to 2-year interval by $4.3 billion,
and in the 5- to 10-year interval by $5.4 billion, and to decrease its repric-
ing gap in the 2- to 5-year interval by $1.7 billion and in the beyond-10-year
interval by $13.2 billion.

SunTrust’s interest rate sensitivity disclosures are reported in Exhibit
12.6. SunTrust reports that its net interest income is expected to decrease
by .1% if interest rates rise 1% gradually over the following year and to
increase by .7% if interest rates fall 1% gradually over the following year.
This disclosure implies that SunTrust is negative gap in the 0- to 1-year inter-
val, more so if interest rates fall than if they rise. The extent of this negative
gap can be estimated using the relationship discussed in the “Sensitivity
Approach” section that the percentage change in net interest income over
the following year from an instantaneous parallel shift in the yield curve
equals Ar X GAP/NII. In applying this relationship to SunTrust, Ar should
be set to =.5% not *+19%, since in its simulation the latter rate changes occur
gradually over the following year. SunTrust’s net interest income (NII) is $4.6
billion in 2005. To explain the reported .1% decrease in its net interest income
when interest rates rise 1% gradually during the following year, SunTrust’s
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EXHIBIT 12.5 Effect of SunTrust’s Derivatives on Its Repricing Gap

Tenor of Derivatives plus Repricing
Gap of Underlying of Forwards (in years)

Notional amounts ($ in billions) <1 -2 2-5 5-10 >10
Cash flow asset hedges

(receive-fixed/pay-floating swaps) -5.5 4.4 .6 5 —
Fair value asset hedges

(sold forwards) 14.4 — — — —14.4
Cash flow liability hedges

(receive-floating/pay-fixed swaps) 3.6 -5 -3.1 — —

Fair value liability hedges
(receive-fixed/pay-floating swaps) -7.2 4 .8 4.9 1.2

Net effect of derivatives on
repricing gap 5.3 4.3 -1.7 5.4 —-13.2

0- to 1-year repricing gap (GAP) must be about —.001 X $4.6 billion/.005
= —8$.9 billion in that event. This is only —.6% of its $147 billion of average
interest-earning assets. Similarly, to explain the reported .7% increase in its
net interest income when interest rates fall 1% gradually over the following
year, SunTrust’s 0- to 1-year repricing gap must be about .007 X $4.6 bil-
lion/—.005 = —$6.4 billion in that event, or —4.4% of its average interest-
earnings assets. Although SunTrust does not explain these negative repricing
gaps in the 0- to 1-year interval, they likely primarily reflect repricing of its
deposit liabilities that is faster if interest rates decrease than if they increase.

SunTrust’s value of equity disclosure indicates that its value declines by
5.9% if interest rates rise 1% instantaneously and rises by 3.2% if interest
rates fall 1% instantaneously. The duration of SunTrust’s owners’ equity can
be estimated using equation 4.5 of Chapter 4. To explain the reported changes
in value, SunTrust’s owners’ equity must have positive duration of about
5.9/(1+7) years if interest rates rise and of about 3.2/(1 + 7) years if inter-
est rates fall. Although SunTrust does not explain these positive durations,
they likely are primarily due to SunTrust’s large holdings of residential mort-
gages that prepay at higher rates if interest rates decrease than if they increase.

This analysis implies that SunTrust has negative repricing gap in the 0-
to 1-year interval and positive repricing gap in the beyond-10-year interval.
These repricing gaps do not by themselves allow the sign or amount of
SunTrust’s repricing gap in the various intervals from 1 to 10 years to be
estimated with certainty. However, because SunTrust has $27 billion more
average interest-earning assets than interest-paying liabilities and its deriv-
atives increase its repricing gap in the 1- to 2- and 5- to 10-year intervals by
$8 billion more than they reduce its repricing gap in the 2- to S-year interval,
unless SunTrust’s positive repricing gap in the beyond-10-year interval is over
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EXHIBIT 12.6 Sensitivity Approach Market Risk Disclosures for Nontrading
Activities, SunTrust Banks, 2005 Form 10-K Filing

The following table reflects the estimated sensitivity of net interest income to
changes in interest rates. The sensitivity is measured as a percentage change in
net interest income due to gradual changes in interest rates (25 basis points per
quarter) compared to forecasted net interest income under stable rates for the
next twelve months.

Estimated % Change in
Net Interest Income over 12 Months

Rate Change

(Basis Points) December 31, 2005 December 31, 2004
+100 (0.1)% 0.3%
-100 0.7% (0.1)%

The valuation of the balance sheet, at a point in time, is defined as the
discounted present value of asset cash flows and derivative cash flows minus the
discounted present value of liability cash flows, the net of which is referred to
as EVE. In contrast to the net interest income simulation, which assumes interest
rates will change over a period of time (ramp), EVE uses instantaneous changes
in rates (shock).

Estimated % Change in EVE

Rate Shock
(Basis Points) December 31, 2005 December 31, 2004
+100 (5.9)% 3.1)%
—-100 3.2% 0.6%

$35 billion, its repricing gap in some or all of the various intervals from 1
to 10 years must also be positive.

Combining these analyses, SunTrust hedges its repricing gap exposures
in the 0- to 1-year and beyond-10-year intervals, as the effect of derivatives
is to reduce its negative repricing gap in the 0- to 1-year interval and to reduce
its positive gap in the beyond-10-year interval. Although it is not certain
whether SunTrust’s derivatives hedge its repricing gap in the various inter-
vals from 1 to 10 years, it seems likely that they worsen its repricing gap in
at least some of those intervals. To the extent that SunTrust is determined
to be hedging its aggregate repricing gap exposure, its use of hedge account-
ing and the smoothing of income that result from that accounting, as described
in Chapter 11, raises less concern for users of financial reports.

SunTrust’s disclosure of its derivatives, hedging, and market risk are more
informative than those provided by most financial institutions. For finan-
cial institutions providing less useful disclosures, such as Bank of America
in the case in the appendix to this chapter, only cruder analyses of the insti-
tution’s exposure before derivatives and how its derivatives modify that
exposure are possible.
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RESEARCH

Empirical research has examined the usefulness of FRR No. 48 (1997) market
risk disclosures for both financial institutions and nonfinancial firms. Although
this research provides some evidence that these disclosures have improved
the market’s overall ability to assess differences in market risk across firms,
most studies have not been able to develop cross-sectional samples of suffi-
cient homogeneity and size to yield powerful statistical tests, due to the varied
approaches and other choices firm make in their market risk disclosures
discussed in the “Overview of FRR No. 48” section. Accordingly, the main
conclusion of this research is that the usefulness of these disclosures is dimin-
ished by their lack of comparability and also by the low quality of firms’
disclosures of their exposures before derivatives.*

The most significant findings in this research are obtained for small
samples of trading-oriented banks that report the market risk of their trad-
ing portfolios using fairly comparable VaR disclosures. This research finds
that these banks’ VaR disclosures explain cross-sectional differences in banks’
unsystematic risk as measured by the volatilities of their trading income and
stock returns as well as cross-sectional differences in banks’ systematic risk
as measured by their betas. These results are more significant for the largest,
more technically sophisticated banks that are better able to estimate VaR, and
they have strengthened over time as VaR becomes better measured by firms
and understood by users of financial reports.’

Due to its cross-sectional nature, this research does not speak to whether
these disclosures are useful for the analysis of individual firms. They certainly
can be, as illustrated in the prior section using SunTrust’s disclosures.

In addition, behavioral researchers have argued that the limitations of
market risk disclosures are exacerbated by various well-known cognitive
biases regarding risk evaluation and that the biases interact with the disclo-
sure alternative.®

APPENDIX 12A: BANK OF AMERICA'S DERIVATIVES,
HEDGING, AND MARKET RISK

This case is based on excerpts from Bank of America’s Form 10-K filing for
the fiscal year ending December 31, 2005. These excepts include Bank of
America’s interest rate risk disclosures for its nontrading financial instru-
ments and tabular disclosures of the notional amounts and tenors of its
derivatives. The main purpose of the case is to evaluate, as best as possible
given these disclosures, how Bank of America’s hedging using interest rate
swaps affects its interest rate risk. Because Bank of America only provides
net interest income sensitivity disclosures, its interest rate exposure after
derivatives is not close to fully described, and so significant questions will
remain after this evaluation is completed. A related purpose of this case is
to determine what additional information about Bank of America’s interest
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rate exposure users of financial reports need to obtain from the bank’s man-
agement to answer these remaining questions.

These excerpts also include disclosures of the cumulative effects on Bank
of America’s 2004 balance sheet of its restatement of its financial statements
for the years 2001 to 2004 for misapplication of hedge accounting, prima-
rily the shortcut method. (The bank also restated its quarterly financial
statements for 2005.) As discussed in Chapter 11, the shortcut method allows
firms to assume rather than periodically test for the effectiveness of hedges
of interest rate risk using interest rate swaps when certain criteria are met.
Bank of America’s misapplication of the shortcut method resulted prima-
rily from its operating units engaging in internal interest rate swaps with its
trading desk; these swaps were not derivatives or anything else for financial
accounting purposes. The trading desk then engaged in identical swaps with
the outside market, which are derivatives for financial accounting purposes,
but did not do so in a sufficiently timely fashion for the operating units’
hedges to qualify for the shortcut method. Bank of America could not retroac-
tively conduct long-haul effectiveness testing for these hedges and so had
to reverse its prior application of hedge accounting even though these hedges
were effective. Because of Bank of America’s disclosures about this restate-
ment, one can see the workings, in reverse, of hedge accounting in more detail
than usual. The final purpose of the case is to determine how Bank of Amer-
ica’s hedge accounting worked for its various types of hedges. Since these
hedges were effective, for analytical purposes users of financial reports might
want to and could reinstate hedge accounting for some or all of these hedges.

Case Questions

Regarding the interest rate risk of Bank of America’s nontrading financial
instruments after its hedging using derivatives at the end of 2005:

®m  What are the directions and amounts of Bank of America’s repricing gap
in the 0-to-1-year, intermediate, and long-term intervals after hedging
using derivatives?

®  What are the effects of Bank of America’s receive-fixed/pay-floating and
receive-floating/pay-fixed interest rate swaps on its repricing gap?

= How do these interest rate swaps hedge or exacerbate Bank of America’s
interest rate risk?

Regarding Bank of America’s misapplication of hedge accounting up to
December 31, 2004:

®  Why does Bank of America’s restatement yield no adjustment to the valu-
ation of derivatives?

®  What types of interest rate swap did Bank of America use to hedge its
loans and leases and also its long-term debt subject to the restatement?
Have interest rates risen or fallen from the inception of those hedges
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to December 31, 2004? Were these swaps fair value hedges or cash flow
hedges?
Which balance sheet accounts were affected by the reversal of fair value

hedge accounting? Quantify the effects on those accounts as of Decem-
ber 31, 2004.

Which balance sheet accounts were affected by the reversal of cash flow
hedge accounting? Quantify the effects on those accounts as of December
31, 2004.

INTEREST RATE RISK MANAGEMENT

Interest rate risk represents the most significant market risk exposure to
our nontrading financial instruments. Our overall goal is to manage inter-
est rate risk so that movements in interest rates do not adversely affect
Net Interest Income. Interest rate risk is measured as the potential volatility
in our Net Interest Income caused by changes in market interest rates.
Client-facing activities, primarily lending and deposit-taking, create inter-
est rate—sensitive positions on our balance sheet. Interest rate risk from
these activities as well as the impact of changing market conditions is man-
aged through the ALM [Asset and Liability Management] process.

Income of numerous interest rate scenarios, balance sheet trends, and
strategies. These simulations estimate levels of short-term financial instru-
ments, debt securities, loans, deposits, borrowings, and derivative instru-
ments. In addition, these simulations incorporate assumptions about balance
sheet dynamics such as loan and deposit growth and pricing, changes in
funding mix, and asset and liability repricing and maturity characteristics.
In addition to Net Interest Income sensitivity simulations, market value
sensitivity measures are also utilized.

forecast utilizing different rate scenarios, with the base case utilizing the
forward market curve. The Balance Sheet Management group constantly
updates the Net Interest Income forecast for changing assumptions and
differing outlooks based on economic trends and market conditions. Thus,
we continually monitor our balance sheet position in an effort to main-
tain an acceptable level of exposure to volatile interest rate changes.

following table [Exhibit 12A.1] reflects the pre-tax dollar impact to fore-
casted Core Net Interest Income over the next 12 months from December
31,2005 and 2004, resulting from a 100 bp [basis point] gradual parallel

EXCERPTS FROM BANK OF AMERICA'S FORM 10-K FILING
FOR THE FISCAL YEAR ENDING DECEMBER 31, 2005

Sensitivity simulations are used to estimate the impact on Net Interest

The Balance Sheet Management group maintains a Net Interest Income

We prepare forward looking forecasts of Net Interest Income. The

(continues)
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increase, a 100 bp gradual parallel decrease, a 100 bp gradual curve flat-
tening (increase in short-term rates) and a 100 bp gradual curve steepening
(increase in long-tem rates) from the forward curve.

EXHIBIT 12A.1 Bank of America’s 2005 Estimated Net Interest Income

at Risk
December 31
(Dollars in millions)
Short Long 2004
Curve Change Rate Rate 2005 (Restated)
+100 Parallel shift +100 +100 $(357) $(183)
—100 Parallel shift —100 -100 244 (126)
Flatteners
Short end +100 — (523) (462)
Long end — —-100 (298) (677)
Steepeners
Short end —-100 — 536 497
Long end — +100 168 97

The above sensitivity analysis [Exhibit 12A.1] assumes that we take
no action in response to these rate shifts over the indicated years.

Beyond what is already implied in the forward curve, we are modestly
exposed to rising rates primarily due to increased funding costs. Con-
versely, we would benefit from falling rates or a steepening of the yield
curve beyond what is already implied in the forward curve.

As part of the ALM process, we use securities, residential mortgages,
and interest rate and foreign exchange derivatives in managing interest
rate sensitivity.

Interest Rate and Foreign Exchange Derivative GContracts

Interest rate and foreign exchange derivative contracts are utilized in our
ALM process and serve as an efficient tool to mitigate our risk. We use
derivatives to hedge the changes in cash flows or market values of our
balance sheet.

Our interest rate contracts are generally nonleveraged generic inter-
est rate and basis swaps, options, futures, and forwards. In addition, we
use foreign currency contracts to mitigate the foreign exchange risk asso-
ciated with foreign currency—denominated assets and liabilities, as well
as our equity investments in foreign subsidiaries. Table 29 [Exhibit 12A.2]
reflects the notional amounts, fair value, weighted average receive fixed
and pay fixed rates, expected maturity, and estimated duration of our open
ALM derivatives at December 31, 2005 and 2004.
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The changes in our swap and option positions reflect actions taken
associated with interest rate risk management. The decisions to reposi-
tion our derivative portfolio are based upon the current assessment of
economic and financial conditions including the interest rate environment,
balance sheet composition and trends, and the relative mix of our cash
and derivative positions. The notional amount of our net receive fixed swap
position (including foreign exchange contracts) decreased $328 million
to $22.8 billion at December 31, 2005, compared to December 31, 2004.
The notional amount of our net option position decreased $266.6 billion
to $57.2 billion at December 31, 2005, compared to December 31, 2004.
The vast majority of the decrease in the option notional amount was related
to terminations and maturities of short duration options which were hedg-
ing short-term repricing risk of our liabilities.

Included in the futures and forward rate contract amounts are $35.0
billion of forward purchase contracts of mortgage-backed securities and
mortgage loans at December 31, 20035, settling from January 2006 to April
2006 with an average yield of 5.46 percent and $46.7 billion of forward
purchase contracts of mortgage-backed securities and mortgage loans at
December 31, 2004, that settled from January 2005 to February 2005
with an average yield of 5.26 percent. There were no forward sale contracts
of mortgage-backed securities at December 31, 2005, compared to $25.8
billion at December 31, 2004, that settled from January 2005 to February
2005 with an average yield of 5.47 percent.

The following table [Exhibit 12A.2] includes derivatives utilized in
our ALM process, including those designated as SFAS 133 hedges and
those used as economic hedges that do not qualify for SFAS 133 hedge
accounting treatment. The fair value of net ALM contracts decreased from
$3.4 billion at December 31, 2004, to $(386) million at December 31,
200S. The decrease was attributable to decreases in the value of options,
foreign exchange contracts and futures and forward rate contracts, par-
tially offset by increases in the value of interest rate swaps. The decrease
in the value of options was due to reduction in outstanding option posi-
tions due to terminations, maturities, and decreases in the values of
remaining open options positions. The decrease in the value of foreign
exchange contracts was due to the strengthening of the U.S. dollar against
most foreign currencies during 2005. The decrease in the value of futures
and forward rate contracts was due to the impact of increases in inter-
est rates during 2005 on long futures and forward rate contracts.

MORTGAGE BANKING RISK MANAGEMENT

Interest rate lock commitments (IRLCs) on loans intended to be sold are
subject to interest rate risk between the date of the IRLC and the date
the loan is funded. Loans held-for-sale are subject to interest rate risk from
the date of funding until the loans are sold to the secondary market. To

(continues)
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hedge interest rate risk, we utilize forward loan sale commitments and other
derivative instruments including purchased options. These instruments
are used either as an economic hedge of IRLCs and loans held-for-sale,
or designated as a cash flow hedge of loans held-for-sale, in which case
their net-of-tax unrealized gains and losses are included in Accumulated
OCI [other comprehensive income]. At December 31, 20035, the notional
amount of derivatives hedging the IRLCs and loans held-for-sale was $26.9
billion. The notional amount of the IRLCs adjusted for fallout in the
pipeline at December 31, 2005, was $4.3 billion. The amount of loans held-
for-sale at December 31, 2005, was $6.1 billion.

We manage changes in the value of MSRs [mortgage servicing rights]
by entering into derivative financial instruments and by purchasing and
selling securities. MSRs are an intangible asset created when the under-
lying mortgage loan is sold to investors and we retain the right to service
the loan. As of December 31, 2005, the MSR balance in Consumer Real
Estate was $2.7 billion, or 13 percent higher than December 31, 2004.

We designate certain derivatives such as purchased options and inter-
est rate swaps as fair value hedges of specified MSRs under SFAS 133.
At December 31, 2005, the amount of MSRs identified as being hedged
by derivatives in accordance with SFAS 133 was approximately $2.3 billion.
The notional amount of the derivative contracts designated as SFAS 133
hedges of MSRs at December 31, 2005, was $33.7 billion. The changes in
the fair values of the derivative contracts are substantially offset by changes
in the fair values of the MSRs that are hedged by these derivative contracts.

In addition, we hold additional derivatives and certain securities (i.e.,
mortgage-backed securities) as economic hedges of MSRs, which are not
designated as SFAS 133 accounting hedges. At December 31, 2005, the
amount of MSRs covered by such economic hedges was $250 million.

Note 1—Summary of Significant Accounting Principles: Restatement

The Corporation is restating its historical financial statements for the years
2004 and 2003, for the quarters in 2005 and 2004, and other selected
financial data for the years 2002 and 2001. These restatements and result-
ing revisions relate to the accounting treatment for certain derivative
transactions under the Statement of Financial Accounting Standards (SFAS)
No. 133, “Accounting for Derivative Instruments and Hedging Activities,
as amended” (SFAS 133).

As aresult of an internal review completed in the first quarter of 2006
of the hedge accounting treatment of certain derivatives, the Corporation
concluded that certain hedging relationships did not adhere to the require-
ments of SFAS 133. The derivatives involved were used as hedges principally
against changes in interest rates and foreign currency rates in the Asset
and Liability Management (ALM) process.

A number of the transactions included in the restatement did not meet
the strict requirements of the “shortcut” method of accounting under SFAS
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133. Although these hedging relationships would have qualified for hedge
accounting if the “long haul” method had been applied, SFAS 133 does
not permit the use of the “long haul” method retroactively. Consequently,
the restatement assumes hedge accounting was not applied to these deriv-
atives and the related hedged item during the periods under review. A
majority of these transactions related to internal interest rate swaps
whereby the Corporation used its centralized trading desk to execute these
trades to achieve operational effectiveness and cost efficiency. These inter-
est rate swap trades were executed internally between the Corporation’s
treasury operations and the centralized trading desk. It has been the Cor-
poration’s long standing policy to lay these internal swaps off to an external
party within a three-day period. In almost all cases, cash was exchanged
(either paid or received) with the external counterparty to compensate
for market rate movements between the time that the internal swap and
the matching trade with the external counterparty were executed. Although
the overall external trade, including the cash exchanged, was transacted
at a fair market value of zero, the cash exchanged offset the fair market
value of the external swap which was other than zero. Swaps with a fair
market value other than zero at the inception of the hedge cannot qualify
for hedge accounting under the shortcut method. Accordingly, the short-
cut method was incorrectly applied for such derivative instruments.

The Corporation also entered into certain cash flow hedges which
utilized the centralized trading desk to lay off the internal trades with an
external party. The key attributes, including interest rates and maturity
dates, of the internal and external trades were not properly matched. The
Corporation performed the effectiveness assessment and measure of inef-
fectiveness on the internal trades instead of the external trades. As a result,
such tests were not performed in accordance with the requirements of
SFAS 133. Accordingly, hedge accounting was incorrectly applied for such
derivative instruments.

The Corporation used various derivatives in other hedging relation-
ships to hedge changes in fair value or cash flows attributable to either
interest or foreign currency rates. Although these transactions were docu-
mented as hedging relationships at inception of the hedge, the up-front
and ongoing effectiveness testing was not performed, documented, or
assessed in accordance with SFAS 133. Adjustments to correct the account-
ing for those hedging relationships are included in the restated results.
We do not believe that these adjustments are material individually or in
the aggregate to our financial results for any reported period.

The following table [Exhibit 12A.3] sets forth the effects of the restate-
ment adjustments on affected line items within our previously reported
Consolidated Balance Sheet as of December 31, 2004.

(continues)
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EXHIBIT 12A.3 Bank of America’s Restatement of Its 2004 Balance
Sheet for Misapplication of Hedge Accounting

December 31, 2004

As
Previously

(Dollars in millions) Reported Restated
Loans and leases, net of allowance for loan

and lease losses $ 513,211 $ 513,187
Total assets 1,110,457 1,110,432
Accrued expenses and other liabilities 41,243 41,590
Long-term debt 98,078 97,116
Total liabilities 1,010,812 1,010,197
Retained earnings 58,006 58,773
Accumulated other comprehensive income

(loss) (2,587) (2,764)
Total shareholders’ equity 99,645 100,235
Total liabilities and shareholders’ equity $1,110,457 $1,110,432
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Lessors and Lease Accounting

his chapter describes lease accounting and disclosures as governed by
Statement of Financial Accounting Standards (SFAS) No. 13, Account-
ing for Leases (1976), and its many amendments. The primary focus is on
the limitations of the required accounting from the perspective of the finan-
cial analysis of lessors and how users of financial reports can remedy these
limitations using the required disclosures. Specifically, SFAS No. 13 (1976)
requires the application of one of two very different lease accounting meth-
ods depending on criteria pertaining to the extent to which the risk and return
on the leased asset is borne by the lessee versus the lessor. Operating lease
accounting treats leases as rental arrangements and so portrays lessors as capi-
tal asset management companies rather than as the financial institutions that
they generally are. In contrast, capital lease accounting—which for lessors
is more precisely referred to as either direct financing or sales-type lease
accounting, depending on the nature of the leased asset and lease arrange-
ments—treats leases as the joint sale and financing of all or a portion of the
leased asset. The first step in the analysis of lessors is usually to recast their
financial statements to treat operating leases as financing transactions. These
adjusted financial statements are amenable to the financial analyses described
in prior chapters for other financial institutions, although lessors are exposed
to various distinct risk-return trade-offs that are discussed in this chapter.
For individuals and firms that desire to finance the acquisition of capi-

tal assets (i.e., land, buildings, and equipment), leasing is a common alterna-
tive to raising funds and purchasing the assets separately. According to the
Equipment Leasing Association (ELA), $199 billion, or 27.6%, of the $722
billion of capital assets purchased in 2004 in the United States was financed
through leases. The dollar volume of capital assets leased has decreased from
a peak of $247 billion in 2000, and the percentage leased has decreased from
an average level of 30.5% from 1990 to 2002.! These declines are primarily
attributable to potential lessees avoiding the enhanced disclosure require-
ments for off-balance sheet financing and the pressure exerted by the Securities
and Exchange Commission (SEC) on firms regarding accounting-motivated
structured finance transactions discussed in Chapter 9. This percentage varies
substantially across industries and types of capital assets, however, with leasing
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volume in 2004 being dominated by information technology (21%), trans-
portation equipment (19%), construction equipment (10%), office machines
(9%), medical equipment (7%), and agricultural machinery (6%), due to the
mobility and commodity-like nature of and liquid resale markets for these
assets.? To a lesser extent, leases also have been used to finance the acquisi-
tion of intangible assets, such as computer software.

Extrapolating from required footnote disclosures of minimum lease pay-
ments for a sample of 200 publicly traded firms in the United States (the 100
largest firms in terms of December 31, 2003, market capitalization and 100
randomly chosen firms, a sample dominated by lessees), the SEC estimates
that $1.25 trillion of undiscounted operating lease commitments were not
recognized on the balance sheets of publicly traded firms in the United States.
This compares with the SEC’s estimate of only $45 billion of undiscounted
lease commitments under capital leases, implying a ratio of operating to capi-
tal leases of almost 28 to 1 and thus a strong preference of lessees for operating
leases.® In contrast, the ELA estimates from its survey of lessors that only
10% of new business volume in 2004 was operating leases.* The dramatic
differences in the SEC and ELA’s statistics undoubtedly are attributable in
part to firms’ recent movement away from off—balance sheet financing, although
one suspects that lessees may be more likely than lessors to record leases as
operating and/or that the SEC and ELA’s samples are inconsistent.

Dividing leases into micro ticket (<$25,000), small ticket ($25,000 to
$250,000), middle market ($250,000 to $5 million), and large ticket (>$5
million), the ELA estimates that the volume of lease originations during 2004
was 6% micro ticket, 29% small ticket, 61% middle market, and only 4%
large ticket. The percentage of leasing volume from large-ticket leases has
declined dramatically from 37% in 2002, as potential large-ticket lessees have
opted for on—balance sheet financing.® The larger the lease, the more likely
its contractual terms are to be customized to meet the desires of the lessee
and other parties to the lease contract. Large-ticket leases can be complex,
structured transactions, although there has been a recent movement away
from such structuring.

Virtually all leases mitigate risks for or partition risks among the parties
to the lease contracts in ways that depend on the contracts’ terms. The lessor
(or a special-purpose entity [SPE]) retains legal title to the asset that is used
by the lessee over the lease term. The lessee is obligated to make periodic
payments over the lease term. Although these payments often are fixed and
constant, like those on a fixed-rate loan, they may rise or fall deterministi-
cally, float with interest rates or specific price indices, be contingent on the
revenue or profit generated on the leased property, or depend on the usage
of the leased assets. Leases also frequently contain provisions that determine
who bears the risk and return on the leased asset at the end of the lease term
(the “residual value”), such as renewal or purchase options, nonrenewal penal-
ties, and residual value guarantees. Third parties often provide financing or
guarantee residual values.
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Lessors are a type of finance company. As such, leasing is primarily an
interest-rate-spread business, although this fact is often not clearly reflected
in financial statements due to operating lease accounting. Lessors are frequently
subject to substantial credit risk, because subprime borrowers often find leas-
ing the most attractive or even the only way to finance capital asset purchases
and because repossessing a leased asset often involves a substantial loss of
value, especially when the asset is customized to the needs of the lessee. In
this regard, lessors typically specialize in remarketing (i.e., releasing or sell-
ing) the assets they lease. Lessors also frequently provide services related to
the assets they lease.

There are three broad types of lessor: (1) banks, (2) captives (usually sub-
sidiaries of capital asset manufacturers), and (3) independents. In 2004,
commercial banks generated 38% of lease originations, captives 25%, and
independents 37%.° Banks engage almost exclusively in direct financing leases
(including leveraged leases). In 2005, $136 billion, or 1.58%, of commercial
bank assets were direct financing lease receivables, with the 100 largest banks
holding almost all of these receivables.” IBM Global Financing, a segment
of IBM, is a captive that primarily leases IBM products. Captives typically
issue sales-type and operating leases. For example, IBM reports that IBM
Global Financing holds a net investment in sales-type leases of $9.9 billion
and equipment under operating leases of $1.8 billion in 2005. Independent
lessors usually specialize in leasing and remarketing particular kinds of prod-
ucts, and they often provide business services related to the products they
lease. For example, GATX Corporation primarily leases transportation equip-
ment (railcars, jets, and ships). Independents typically primarily engage in
operating leases. For example, GATX reports that it holds $3.5 billion of
assets under operating leases compared to $337 million of finance lease receiv-
ables in 2005.

The distinction between the three types of lessor can be blurry. Most
notably, General Electric Capital Services (GECS), a wholly owned subsidiary
of General Electric, is the largest lessor in the United States. In its 2005 Form
10-K filing, GECS reports that it held $64 billion of lease receivables and
$47.9 billion of assets under operating lease and had $11.6 billion of oper-
ating lease rentals in 2005. Although GECS might seem likely to be a captive
of its parent General Electric, in fact it leases a broad range of capital assets,
most of which are not produced by General Electric, and so it is an inde-
pendent lessor. It also holds $228 billion of loans and so is a very large, bank-
like financial institution.

It can be difficult for users of financial reports to observe the leasing
activities of banks and captives in financial reports, due to aggregation with
their other activities. Even wholly-owned captives must file separate public
financial reports, however, if they have publicly traded debt securities. More-
over, parent companies often break out captives’ performance in their financial
reports to distinguish the financial and nonfinancial aspects of their busi-
ness. Reflecting users’ greater ability to observe the leasing activities of inde-
pendents, GATX is the primary example used in this chapter.
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Lessors, lessees, and other parties involved in leasing arrangements have
been significantly affected by two recent standards discussed in Chapter 9:
FASB Interpretation (FIN) No. 45, Guarantor’s Accounting and Disclosure
Requirements for Guarantees, Including Indirect Guarantees of Indebtedness
of Others—an Interpretation of FASB Statements No. 5, 57, and 107 and
Rescission of FASB Interpretation No. 34 (2002) and FIN No. 46(R), Consol-
idation of Variable Interest Entities—an Interpretation of ARB No. 51 (2003).
FIN No. 45 (2002) requires that guarantors of residual values of leased assets
and lease payments record these guarantees at fair value at inception and pro-
vide enhanced disclosures of these guarantees. FIN No. 46 (R) (2003) makes
it much more likely that SPEs used in synthetic and other structured leases will
be consolidated by the lessees. Even if a synthetic or other structured lease
qualifies for operating lease accounting under SFAS No. 13 (1976), a close
approximation to capital lease accounting results if the lessee consolidates the
SPE, because the leased asset is recorded on the lessee’s balance sheet.

The first section of this chapter describes the competitive advantages
of leasing versus conventional financing of capital assets. The second section
describes lease structures and contractual terms. The third section discusses
risk-return trade-offs for lessors. The fourth section describes the main lease
accounting methods. Although the primary focus in this section is on the
accounting for lessors, the accounting for lessees also is described because
the ability to accommodate lessees’ desires for specific accounting treatments
is one of the main competitive advantages of leasing. The fifth section dis-
cusses analysis issues raised by the differences between the main lease account-
ing methods for lessors. The sixth section briefly describes the nature of and
accounting for three special types of lease transaction: (1) leveraged leases,
(2) sale-leasebacks, and (3) synthetic leases. The seventh section analyzes
the financial statements of GATX. The eighth section discusses disclosure
requirements for lessors and shows how these disclosures can be used to recast
accounting for operating leases to better capture the financial aspects of these
leases, using GATX as an example. The final section briefly discusses a pro-
posal in 2000 to capitalize essentially all leases and the 2006 decision of the
Financial Accounting Standards Board (FASB) to undertake a project to com-
prehensively reconsider lease accounting that likely will attempt to refine that
proposal.

GOMPETITIVE ADVANTAGES OF LEASING

Leasing has at least five possible competitive advantages versus conventional
financing of the cost of capital assets. First, leases deemed to be true leases rather
than conditional sales under federal tax law (Rev. Proc. 2001-28, discussed
in detail in the “Synthetic Leases” section) allow lessees that cannot effi-
ciently use the tax benefits associated with the purchase of capital assets (e.g.,
due to net operating loss carryforwards or insufficient taxable income) to sell
those benefits to lessors. Lessors defer taxes through accelerated depreciation



Competitive Advantages of Leasing 351

of the capital assets. Tax deferral is naturally more valuable when inflation
is higher, since higher inflation implies that taxes paid later are paid with
lower value dollars. To the extent that lease markets are competitive, lessees
recapture the tax benefits through lower lease payments.

As recently as 1985, tax benefits were the main competitive advantage
of leasing. From 1981 to 1983, lessors could retain tax benefits while retain-
ing essentially no other risk associated with capital assets (so-called safe
harbor leasing), tax depreciation of capital assets was more accelerated than
it is now, the purchase of virtually all capital assets received a 10% invest-
ment tax credit, the statutory federal corporate tax rate was 52%, and infla-
tion was high. In 1984, safe harbor leasing was eliminated. The Tax Reform
Act of 1986 made tax depreciation less accelerated and eliminated the invest-
ment tax credit. The corporate tax rate is now 35%, and inflation is low. For
these reasons, the tax benefits associated with leasing are now much smaller
than they were then. These tax benefits might reappear in the future, how-
ever, because they tend to be reinstated in economic downturns, when the
government wants to stimulate capital spending in the economy. However,
recent economic stimulus packages have been devoid of incentives favor-
able to the leasing industry. In fact, recent changes in tax law have reduced
or eliminated the tax benefits from certain sale-leaseback-type transactions,
referred to as sale-in/lease-out (SILO) and lease-in/lease-out (LILO) trans-
actions, which are deemed to convey only a future interest in the capital asset
to the purchaser, not the asset itself.

Second, leasing mitigates risks for or partitions risks among lessees, lessors,
and third parties that provide financing or guarantee the residual value of
the leased assets. Relatedly, it can yield efficiency gains regarding the manage-
ment and disposal of the leased asset, especially when the asset is not firm
specific. Some specific ways leasing does these things are:

®  Asa form of secured financing, leases protect lessors and third parties
against default, which lowers lessees’ cost of capital. This is important
because lessees are often subprime credits.

®  [f the term of the lease is less than the whole life of the leased asset and
the lessee does not guarantee the residual value in any fashion, then the
lessee bears the risk and return on the asset only during the lease term,
while the lessor or third parties bear the risk and return on the residual
value of the asset.

®  Since lessors usually actively engage in remarketing the products they
lease, they are generally better able to manage the risk and return on the
residual value of the leased asset than are lessees.

®  ease payments may be contingent in various ways that yield risk sharing.

Risk mitigation or partitioning is now one of the two primary competitive
advantages of leasing. Eades and Marston provide evidence that options to
renew or cancel leases and to purchase leased assets and the efficiency gains
from leasing are primary incentives for leasing.®
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Third, leasing often provides 100% financing of the cost of capital assets.
This is possible in part because of the secured nature of lease financing. In
addition, captive lessors have the incentive to move the product of their
parents. This aspect of leasing conserves cash for lessees, who often are
cash constrained.

Fourth, leasing provides a variety of conveniences for lessees. Lessees
obtain access to the latest technology without having to dispose of their old
technology. Lessors often provide expertise or services related to the leased
assets. For example, transportation equipment of various sorts is commonly
leased, in part because logistical and maintenance requirements for such
equipment are relatively high.

Finally, leasing arrangements often are structured to obtain desired account-
ing treatments for the lessee (and to a lesser extent the lessor and third
parties), usually but not always operating lease accounting. Operating lease
accounting allows lessees to record no liability on the balance sheet for the
financing of capital assets, which is particularly attractive in highly leveraged
industries, such as airlines. In this regard, a considerable body of theoretical
and empirical research demonstrates that the market views operating leases
as economic liabilities of lessees, implying that operating lease accounting
is economically nondescriptive.” In contrast, lessees in industries in which
a preamortization earnings number (such as earnings before interest, taxes,
depreciation, and amortization) is used to measure firm performance often
prefer capital lease accounting, because amortization expense on the capi-
tal lease asset and interest expense on the capital lease liability are not included
in this measure, while rental expense on operating leases is so included. Oper-
ating and capital lease accounting also have significantly different effects on
the timing and classification of net income and on the classification of cash
flow both for lessors and lessees.

LEASE STRUCTURES AND
GONTRACGTUAL TERMS

Large-ticket leases often are structured to obtain desired economic effects
and to exploit tax and financial reporting rules for the lessee, lessor, and
possibly a number of third parties, and so they can be very complex contrac-
tually. To manage these complexities, these leases often involve the creation
of SPEs that hold legal title to the leased assets and that function as the nexus
of contractual and financial relationships among the parties to the lease.

SPEs have two main roles in leasing. First, SPEs help protect the parties
to the lease against the bankruptcy or nonperformance of any of the other
parties. For example, if the lessor declares bankruptcy, then the lessee still
can use the asset for the lease term without being subject to the bankruptcy
proceedings of the lessor. If the lessee declares bankruptcy, then the lessor
and third parties’ claims are on the SPE, and so they are both effectively
accorded (equal) status as secured lenders in the lessee’s bankruptcy proceedings.
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Second, SPEs can be structured in various ways to yield desired economic,

tax, and financial reporting outcomes for the various parties to the lease.
For instance:

Lessors securitize minimum lease payments, which effectively requires
SPEs. Lease securitization volume was $6.3 billion in 2004, with most
of this volume resulting from private placements and commercial paper
issuances.'? Securitizations of capital lease payments fall under SFAS No.
140, Accounting for Transfers and Servicing of Financial Assets and Extin-
guishments of Liabilities (2000), and may yield sale accounting for the
lessor, as discussed in Chapter 8.

In “leveraged leasing,” the SPE issues nonrecourse (to the lessor) debt
to a third-party lender and passes the cash received from the third party
to the lessor. As discussed in the “Leveraged Leases” section, the finan-
cial accounting rules for these leases allow the lessor to record the non-
recourse debt as a reduction of its lease receivable asset rather than as
a liability, so that this financing is off—balance sheet for the lessor.

Historically, SPEs were used in most “synthetic leases,” in which the lessee
retains the tax depreciation deductions associated with the leased asset
but accounts for the lease an operating lease for financial reporting pur-
poses. As discussed in the “Synthetic Leases” section, these leases exploit
differences in tax and financial reporting rules. Synthetic leasing is less
likely to involve SPEs after the issuance of FIN No. 46(R) (2003), how-
ever, because it is likely that lessees would have to consolidate the SPEs
under that standard.

The ownership and other variable interests of the SPE also can