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Look at the Headlines…

AIG Reports $62 Billion Loss for Q4; $99 Billion for Year

U.S. Unemployment Climbs to 8.1%, 
Presaging Further Job Cuts, Foreclosures

Citi's Stock Dips Below $1, Down 85% This Year Alone 

Dow 5000? There's a Case for It

Wells Fargo Says Accounting Change Increases Loss

Federal Home Loan Banks Report Loss For 4Q 
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A Brief History of Fair Market Value Accounting

• “Law of the Land” for most of the Great Depression

• Repealed in 1938

• FAS 115, which became effective in 1994, addressed Other Than Temporary 

Impairment (OTTI)

• FAS 157 fine tuned definition of “fair value” once OTTI is determined
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Evolution of Other Than Temporary Impairment

• FAS 115
o Set the Standard

• SAB 59
o Length and degree to which fair value has been below amortized cost

• EITF 99-20 and SOP 03-3
o Addressed broader accounting considerations specific to debt securities of lesser credit 

quality
• Bonds purchased without expectation that all contractual cash flows will be received
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Other Than Temporary Impairment

What does all of this mean?

A security is OTTI when it becomes probable that 
the investor will not get the cash flows they 
expected at purchase.
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Other Than Temporary Impairment

“No bright lines.”
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What are Potential Warning Signs?

1.  Market value significantly below book

2.  Ratings downgrade
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6 MM

Simple Example - 2006
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TRUST

1,000 borrowers
$200,000 First Lien Mortgage

$200,000,000 Total Mortgage Pool

194 MM
AAA

200 MM

Senior 97%
InvestorInvestor

Sub 3%



©2008 PERFORMANCE TRUST INVESTMENT ADVISORS, LLC All Rights Reserved.

Simple Example – 2009

Assumptions:
o Over the next 27 years, total of 8% will default
o Each liquidated loan will lose 50% (severity)

Total Pool Loss =  defaults x severity
=   8% x 50%
=   4%
=   $8,000,000 Pool Loss
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Simple Example – 2009 (continued)

Sub 3%

TRUST

80 default

200 MM

Senior 97%

920 pay
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Ratings
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Ratings
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Ratings
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Ratings
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Ratings
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CCC

Which Ratings 
Suggest OTTI?
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Ratings
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CCC

Who is the Obligor?
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If OTTI NO

If OTTI YES

What is Fair Value?

then Amortized Cost.

then “Fair Value.”
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How FMV Accounting Works in a “Normal” Economy

• Typically, FMV in a normally functioning market represents the intrinsic 
(economic) value of an asset. For example: 

o On a bond this is determined by present valuing the expected future cash flows
o So FMV = Economic Value = PV of Future Cash Flows
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Challenges of applying FMV in a “Distressed” Economy

• Does FMV apply when you don’t have a market?

• Paragraph 7 of SFAS 157 states:
“A fair value measurement assumes that the asset or liability is exchanged in and orderly transaction

between market participants . . . “

“An orderly transaction is a transaction that assumes exposure to the market for a period 
prior to the measurement date to allow for marketing activities that are usual and 
customary for transactions involving such assets or liabilities; it is not a forced 
transaction (for example, a forced liquidation or distress sale).”

• The FASB is working on clarifying this very issue with Proposed FASB Staff 
Position (FSP) FAS 157-e.
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Considering the Difference between Single and Multi-Obligor 
Securities?
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What is Fair Value for Single Obligor Security?

• Single Obligor
• Rating is probability of default
• Rating makes no mention if expected loss of recovery
• Default 0% or 100%
• Severities typically large
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Consider the Difference between Single and Multi-Obligor 
Securities?
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What is Fair Value for Multiple Obligor Security?

• Multiple Obligor Security
• Rating is probable return of principal
• Includes mention of expected loss recovery
• No “event of default”
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OTTI?

• Purchase estimate is critical
• An important distinction:

o Expected contractual cash flows at purchase
o Did not expect contractual cash flows at purchase

• A security is not automatically OTTI when contractual cash flows are no longer 
expected

o Contractual cash flows = Face Value
o Downgrades from rating agencies do not automatically mean OTTI

• Credit ratings evaluate first dollar of loss from par
• Loss estimate vs. purchase price discount
• Expected yield “range”
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Be Prepared

• Pre-purchase analysis is critical
o Document initial cash flow assumptions and yield estimates at purchase

• Slow down recognition of accretion for bonds purchased at discount
– Keep book price constant
– Accrete to stated maturity
– If possible, accrete to a book price less than par
– GAAP allows alternative methods that are not materially different
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Be Prepared

• Pre-purchase analysis
o Range approach is acceptable

• SFAS 5 – Accrual For Loss Contingencies
– When there is uncertainty as to the amount, a range is appropriate.

• FASB Board member:  
There is a wide range of opinions on the cash flows of MBS in the market today and 
it’s impossible to prove any number right. Investors must get the facts, analyze the 
data objectively, and stress test the possible scenarios.  
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Be Prepared

• MUST document intent and ability to hold until fair value recovers or cash 
is received (“maturity”)

o Intent
• Minutes of ALCO or Board Meeting
• State in Investment Policy
• Budget
• HTM vs. AFS vs. Trading 

o Ability
• Liquidity Policy
• Adequate capital
• Part of normal business practice
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Be Prepared

• Determine a method to assess OTTI and support it
o Document general approach (policies and procedures)

• Compare analysis performed today to analysis performed at purchase

o Document specific analysis for all “cuspy” bonds and conclusions
• Minutes of ALCO or Board Meeting
• State specific bond approach in Investment Policy
• Do this quarterly
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Be Prepared

• Determine a method to assess OTTI and support it
o Create all documentation before auditors / regulators request it!

• “Management’s assertion”
• Easier to be proactive and defend your stance than to refute auditor position already 

established
– Unprecedented market
– Lack of consensus / consistency
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Recent Developments: FASB Proposal

• 3/16/09: Financial Accounting Standards Board (FASB) proposed two changes in 
guidance on OTTI:

o Recognize entire impairment loss as OTTI if intent to sell, or "more likely than not" required 
to sell before recovering cost basis.

o If no intent to sell, and not likely to be forced to sell before recovering cost basis, recognize 
only credit-loss portion as OTTI in earnings. The balance of the impairment loss would be 
charged to "other comprehensive income and would not affect Tier 1 Capital."

• Proposed result: OTTI that is unrelated to credit losses for held-to-maturity 
securities would be amortized over their remaining life and would not impact 
earnings.  

• Proposal available on FASB Web site, with public comment accepted through 
April 1 for consideration at FASB board meeting on April 2.
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Potential Affects of FASB Proposal

• On PLMBS Investments
• On Investments in FHLBank Stock
• On Trust Preferred Investments and Other Investments
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Summary

• A security is OTTI when it becomes probable that the investor will not get 
the cash flows they expected at purchase.

• Purchase estimate is critical.
• We recommend a range method for OTTI.  If current expectation falls 

below original lower band expectation, then the bond may be OTTI.
• OTTI evaluation is still complex and fraught with many assumptions 

(FASB Board member comment).
• Fair Value for multiple obligor securities vs. single obligor securities
• Industry is still wrestling with how to handle OTTI (“Mark-to-market 

Accounting”) and which is more important: full disclosure or preservation 
of capital.

• FASB proposal and possible affects.
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What Can You Do?

• Sample comment letter available at: www.fhlbsea.com
• Send comments to: director@fasb.org by April 1.
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Questions?
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Thank you for attending!

Contact:
Richard S. Berg, Chief Executive Officer
Performance Trust Capital Partners, LLC
Phone: (312) 521-1100
E-mail: rberg@performanacetrust.com

www.PerformanceTrust.com
www.MarkToMarketDebate.com

Ask about our white paper for multi-obligor securities.
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