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M E M O R A N D U M
February 19, 2008
SUBJECT:
Mortgage Banking Accounting Changes under FAS 156, 157 and 159 and SAB 109
This memo summarizes how these new pronouncements affect the accounting for residential mortgage banking activities.  The changes are related to:
1. Interest rate lock commitments – including initial valuation and the inclusion of the servicing value at inception
2. Forward mortgage loan sales commitments – including the ability to record the fair value of “best efforts” commitments
3. Closed loans held for sale – including the ability to record the closed loans at fair value
4. Mortgage servicing rights – including the ability to account for MSRs at fair value
The areas of major change are noted in bold italics throughout the memo.
1. Interest Rate Lock Commitments

Interest Rate Lock Commitments (IRLCs) are agreements under which a lender agrees to extend credit to a borrower under certain specified terms and conditions in which the interest rate and the maximum amount of the loan are set prior to funding.  Under the agreement, the lender commits to lend funds to a potential borrower (subject to the lender’s approval of the loan) on a fixed or adjustable rate basis, regardless of whether interest rates change in the market, or on a floating rate basis.  The types of mortgage loan IRLCs are: 

· Lock ins for fixed-rate loans.  The borrower can lock in the current market rate for a fixed-rate loan.

· Floating rate loan commitments.  The interest rate is allowed to “float” with market interest rates until a future date when the rate is set.

Statement of Financial Accounting Standards (“FAS”) 149 provides that IRLCs on mortgage loans that will be held for resale are derivatives and must accounted for at fair value on the balance sheet.
  We believe FAS 157 modifies the valuation of these derivatives as described below. 
Commitments to originate mortgage loans to be held for investment and other types of loans are generally not derivatives.  Consequently, an institution would have to elect to account for these obligations at fair value.  
Initial Valuation of IRLCs

The value of the loan to the originating institution is based on many components, including:

· The loan amount

· The interest rate

· The price at which the loan can be sold

· Discount points and fees to be collected from the borrower

· Direct fees and costs associated with the origination of the loan (processing, underwriting, commissions, closing, etc.)

· The value of the normal servicing fee

· The servicing released premium to be received

· Internally developed intangible assets   

The fair value of IRLCs is conceptually related to the value that can be generated when the underlying loan is sold in the secondary market.  There have been two recent accounting changes in this area.  First, the IRLC should be recorded at its fair value at inception versus at zero.  Second, the IRLC should include the value of the servicing asset.

FAS 157 issued in September 2006 and effective for fiscal years beginning after November 15, 2007 defines fair value, provides a framework for measuring fair value and expands disclosures about fair value measurements.   The statement was written to simplify and codify guidance within generally accepted accounting principles.  FAS 157 defines fair value as an exit price that would be received  to sell an asset or paid to transfer a liability in orderly transactions between market participants at the measurement date.
  The statement goes on to provide that a fair value measurement assumes that the transaction to sell the asset or transfer the liability occurs in the principal market for the asset or liability or, in the absence of a principal market, the most advantageous market for the asset or liability.
  The principal market is the market in which the reporting entity transacts with the greatest volume and level of activity for the asset or liability.  The most advantageous market is the market in which the reporting entity would receive the highest selling price for an asset, or pay the lowest price to transfer the liability, after considering transaction costs.  The determination of the principal market is a key step in applying FAS 157, because if there is a principal market, the fair value should be based on the price in that market, even if the price in a different market is potentially more advantageous at the measurement date.

FAS 157 also establishes a fair value hierarchy for reporting purposes.  The hierarchy ranks the quality and reliability of the information used to determine fair values with level 1 being the most certain and level 3 being the least certain.  The levels are:

· Level 1 – Quoted market prices for identical assets or liabilities in active markets;

· Level 2 – Observable market-based inputs, other than level 1 quoted prices or unobservable inputs that are corroborated by market data
· Level 3 – Unobservable inputs that are not corroborated by observable market data; valuation assumptions that are based on management’s best estimates of market participants’ assumptions.

One of the changes in FAS 157 relates to the initial valuation of derivatives.  Under prior guidance, IRLCs were valued at zero at inception. FAS 157 amends this prior accounting, including the guidance provided in Footnote 3 of EITF Issue No. 02-3, Issues Involved in Accounting for Derivative Contracts Held for Trading Purposes and Contracts Involved in Energy Trading and Risk Management Activities.  EITF 02-3 prohibited immediate recognition of unrealized gains and losses on losses on derivative contracts for the difference between transaction price and fair value, when the fair value determination relied significantly on inputs that were not based on observable market data.  However, under FAS 157, the use of unobservable data to measure fair value (when observable data is not otherwise available) and the immediate recognition of Day One gains and losses is permitted.
  (We further note that we believe that the marketplace prices used to value the commitments include a risk adjustment as required under FAS 157 because the prices decrease the longer the length of the lock-in, reflecting the fact that the lender is vulnerable to increases in market interest rates for longer time periods.
) 
In Staff Accounting Bulletin No. 105 (SAB 105), the SEC stated that an organization should consider all of the sale value components when initially valuing the IRLC derivative except:

· The value of the contractually specified servicing fee, as well as other direct servicing revenues and costs 

· The value of the servicing released premium to be received

· The costs of servicing released premiums paid

· Internally developed intangible assets 

In short, SAB 105 required that the recognition of the value of servicing be deferred until the loan was sold.  SAB 109, issued on November 7, 2007, amends SAB 105 to provide that the value of the servicing should be included and that only the internally developed intangible assets should be excluded from the value of the IRLC derivative
.  The SEC indicated that in their view, this treatment is consistent with FAS 157.  As a practical matter, we believe that most institutions lock in with an investor at the time they offer the lock to the mortgage applicant and that the secondary market price used to value the IRLC should be based on the prices available from this same investor as this would represent the principal market.
  We further believe this represents a level 2 input because the value of the derivative is based on an observable price in the marketplace.  We note that the servicing value is an element of the IRLC value and that it contains both level 2 and level 3 inputs.  Our assumption here is that institutions are selling loans on “whole loan” basis and not delivering into mortgage-backed securities (“MBS”).  The accounting related to the MBS exit price is more complex and we would be happy to discuss these situations with your firm on a client by client basis.
In general, FAS #157 is effective prospectively as of the beginning of a fiscal year in which it is initially applied.  However, it can be applied retrospectively to the initial valuation of IRLCs as of the beginning of a fiscal year in which the statement is initially applied.
  To retrospectively apply the accounting, an institution should record an adjustment to retained earnings for the difference between the fair value of the IRLCs as measured under FAS 157 and the carrying value of the IRLCs on the day of adoption. 

When estimating the fair value of an IRLC, institutions should consider predicted “pull-through” rates.  A pull-through rate is the probability that an IRLC will ultimately result in an originated loan.  

Following is an example of how to value the IRLC based on the following assumptions:

Loan amount $100,000

Price to borrower or lock-in price 100.50 (premium priced to borrower to cover a portion of their origination costs)

Lock-in interest rate 6.375%

Market interest rate at inception 6.375%

Sales price 101.75 at inception – servicing retained and locked in with an investor 
Value of the servicing 1.00%

Projected origination costs $1,000 or 1.00%

The originating institution thus has an expected gain of $1,250 or 1.25% (101.75 {sales price} + 1.00 {value of servicing} - 100.5 {price to borrower} - 1.00 {projected origination costs})

The table below shows the change in the value of the IRLC as market interest rates and estimated pull through percentages change over time.  The differences are highlighted in yellow.
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Inception 50 bp Processing 100 bp Approved Close

Loan amount A 100,000 $     100,000 $     100,000 $     100,000 $    100,000 $    100,000 $   

Lock in interest rate 6.375% 6.375% 6.375% 6.375% 6.375% 6.375%

Market interest rate 6.375% 6.875% 6.875% 5.875% 5.875% 5.875%

Market value with servicing B 102.75% 100.75% 100.75% 104.75% 104.75% 104.75%

Servicing Value 1.00% 1.00% 1.00% 1.00% 1.00% 1.00%

Origination costs to be incurredC 1.00% 1.00% 0.50% 0.50% 0.00% 0.00%

Price to borrower D 100.50% 100.50% 100.50% 100.50% 100.50% 100.50%

Value as percent of loan (1) E 1.25% -0.75% -0.25% 3.75% 4.25% 4.25%

Dollar value A * E F 1,250.00 $    (750.00) $      (250.00) $      3,750.00 $   4,250.00 $   4,250.00 $  

Pull through percentage G 30.00% 45.00% 60.00% 60.00% 80.00% 100.00%

Derivative Value F * G 375.00 $       (337.50) $      (150.00) $      2,250.00 $   3,400.00 $   4,250.00 $  

Amount recorded 375.00 $       (712.50) $      187.50 $       2,400.00 $   1,150.00 $   850.00 $     

 

(1) B-C-D
As the example shows, the value of the IRLC changes as market interest rates change and as the anticipated pull-through rate changes based on updates in the status of the loan.  Essentially, there are four components to consider when determining the subsequent changes in fair value:

1. The projected sale price of the loan based on changes in market interest rates 

2. The projected fallout rate

3. The decay in the value of the applicant’s option due to the passage of time

4. The remaining origination costs to be incurred based on management’s estimate of market costs (level 3 input)

Additional Valuation Considerations for IRLCs

The example above is highly simplified.  Changes in interest rates can affect the value of the servicing asset as well as the value of the loan.  In addition, pull-through assumptions in the marketplace can be complex.  Factors that may be considered in arriving at appropriate pull-through rates include the origination channel, current mortgage interest rates in the market versus the interest rate incorporated in the IRLC, the purpose of the mortgage (purchase versus refinancing), the stage of completion of the underlying application and underwriting process, and the time remaining until the IRLC expires.  We believe these pull-through estimates are level 3 inputs.
To account for the time decay in the option, one should calculate the market price based on the number of days remaining in the IRLC at the end of the reporting period.  For example, if an institution locks in a rate with a borrower for 60 days on January 1 and is calculating the change in the value of the IRLC at January 31, the market rate should be based on a 30 day lock and not a 60 day lock.  This is necessary to properly account for the marketplace risk adjustment. (In general, commitments with shorter lock lengths have higher prices than longer lock lengths because the buyer is subject to changes in market interest rates {volatility} for a shorter time period.)  
We further note that institutions should consider the risk of nonperformance on their IRLC liabilities based on the institution’s own credit risk
.

Accounting for IRLCs

Changes in the fair value of an IRLC must be measured and reported in financial statements and regulatory reports.  The carrying value of the IRLC, based on its fair value, should be accounted for as an adjustment to the basis of the loan when the loan is funded.  The amount is not amortized under FAS 91 Accounting for Nonrefundable Fees and Costs Associated with Originating or Acquiring Loans and Initial Direct Costs of Leases.  Therefore the value of the IRLC at closing directly impacts the gain (loss) realized upon the sale of the loan.  
In prior guidance, the origination costs were also not amortized under FAS 91.  Like the change in the value of the IRLC, the costs were accounted for as an adjustment to the basis of the loan at closing. However, under FAS 157, we believe that institutions should expense the origination costs for IRLCs as incurred.

Following is an accounting example for our $100,000 loan from inception to loan closing or funding.
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Description Debit  Credit Statement IRLC Cash Warehouse

IRLC A 375 $           375 $          

  Origination income 375 $           (375) $        

Record initial value

Origination expense B 500 $           500 $          

  Cash 500 $           (500) $        

Record origination costs

IRLC C 3,875 $        3,875 $       

  Gain on IRLC 3,875 $        (3,875) $     

Record changes in value

Origination expense D 500 $           500 $          

  Cash 500 $           (500) $        

Record origination costs

Warehouse loan E 104,750 $    104,750 $   

  IRLC 4,250 $        (4,250) $     

  Cash 100,500 $    (100,500) $ 

Record loan funding

110,000 $    110,000 $    (3,250) $      - $               (101,500) $  104,750 $   



Journal Entries


A - Record value at inception

B - Record processing costs of $500

C - Record changes in fair value of IRLC

D - Record commission expense of $500

E - Record loan funding at 100.5

Institutions should report each fixed, adjustable, and floating rate IRLC as an other asset or as an other liability based on whether the IRLC has a positive (asset) or negative (liability) value, with the offset recorded as non-interest income or non-interest expense.

In addition, the IRLCs with positive values may not be offset against the IRLCs with negative values when presenting assets and liabilities on the statement of financial condition.

The servicing asset is not recorded until the loan is sold and is accounted for as a reduction in the carrying value of the loan.

We believe that the fair value of IRLCs is based on level 3 inputs.
2. Forward Mortgage Loan Sales Commitments

To avoid interest rate risk, institutions generally enter into mortgage loans sales commitments at the time they make an interest rate lock commitment to the buyer.  They can enter into mortgage loan sales commitments on a “mandatory” or “best efforts” basis.  Mandatory commitments provide that the loan must be delivered or the commitment be “paired off”.  In general, best efforts commitments provide that the loan be delivered if and when it closes.

Mandatory delivery commitments, also known as forward loan sales commitments, are considered to be derivatives under FAS #133 because they meet all of the following criteria:

· They have a specified underlying (the contractually specified price for the loans) 

· They have a notional amount (the committed loan principal amount)

· They require little or no initial net investment

· They require or permit net settlement as the institution via a pair-off transaction or the payment of a pair-off fee.

Many took the position that best efforts commitments are not derivatives because there in no pair-off provision.  As a result, they could not be marked to fair value to offset the changes in the IRLCs.  However, FAS 159 provides that an institution can elect to mark a firm commitment that would not otherwise be recognized at inception and that involves only financial instruments.
  The statement goes on to say “(An example is a forward purchase contract that is not convertible to cash.  That commitment involves only financial instruments – a loan and cash – and would not otherwise be recognized because it is not a derivative instrument.)
    

We believe the fair value determination should be based on the gain or loss that would occur if the institution were to pair-off the transaction with the investor at the measurement date.  We further believe this is a level 2 input.
We further note that institutions should consider the risk of nonperformance on their forward commitment liabilities based on the institution’s own credit risk
.

Accounting for Mortgage Loan Sales Commitments
The mandatory delivery commitments are to be accounted for at their fair value on the balance sheet.  Institutions should report each forward loans sales commitment as an other asset or as an other liability based on whether it has a positive (asset) or negative (liability) value, with the offset recorded as non-interest income or non-interest expense.

The accounting treatment is similar for the “best efforts” commitments that an institution elects to account for at fair value.

Following is a continuation of our previous example from funding to sale.
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Description  Debit  Credit Statement Cash MSR DerivativeWarehouse

Loss  2,000        2,000         

  Derivative Liability 2,000        (2,000)       

Record loss on forward commitments

Cash 101,750     101,750    

Mortgage Servicing Right 1,000        1,000       

Derivative Liability 2,000        2,000        

  Warehouse Loan 104,750     (104,750)      

Record Loan Sale

Journal Entries Balance Sheet


Thus, we can see that the gain of $3,250 related to the change in the value of the IRLC is offset by $1,000 of origination costs that were expensed and by the $2,000 decrease in the value of the forward commitment derivative.   (This is caused by a net ½ percent fall in market interest rates at a 4 to 1 tradeoff between interest rate and discount points.)  Thus, the institution earned its targeted margin of $1,250 or 1.25%. 

3. Mortgage Loans Held For Sale

The recently issued standards include two major changes to the accounting for mortgage loans held for sale.  First, FAS 157 requires that mortgage loans be reported at the lower of cost or fair value (not “market”), unless the institution elects hedge accounting, or unless an institution elects to account for the loans at fair value.  Second, FAS 159 permits the adoption of fair value reporting.  (We believe most institutions will and should adopt fair value as one can only “lose” under the Lower of Cost or Fair Value accounting and hedge accounting can be very difficult to implement and administer.)
Fair Value

We recommend that institutions elect to value the closed loans awaiting purchase at their fair value.  We believe the fair value of the committed loans is the price at which they could be sold in the principal market at the measurement date as a level 2 input.  Similarly, we believe the fair value of the forward sales commitments should be based on the gain or loss that would occur if the institution were to pair-off the transaction with the investor at the measurement date.  We further believe this is a level 2 input.  Changes in the fair value of the loans should be offset by the changes in the fair value of the forward sales commitments and thus, there should be no overall gain or loss from changes in market interest rates on committed loans.

Similarly, we believe the appropriate uncommitted loan prices are level 2 inputs as well.  There may be an overall gain or loss depending on the economic effectiveness of the forward sales contracts as a hedge, since both the loans and the forward sales commitments are marked to market separately.
Required Disclosures 

FAS 157 requires the following disclosures:

· The fair value measurements at the reporting date;

· The level in the fair value hierarchy – level 1, 2 or 3; and
· For level 3 inputs, a reconciliation of beginning and ending balances, separately presenting changes during the period attributable to:

· Total gains and losses for the period (realized and unrealized), segregating those gains and losses included in earnings, and a description of where those gains and losses are reported in the statement of income

· Purchases, sales, issuances and settlements (net)

· Transfers in and/or out of Level 3 

· The amount of total gains and losses in the period included in earnings that are attributable to the change in unrealized gains or losses relating to the loans still held at the reporting date and a description of where those unrealized gains or losses are reported in the statement of income.

In addition, the statement requires that for annual reporting, the valuation techniques used to measure fair value and a discussion of changes in valuation techniques, if any, during the period be disclosed.

Lower of Cost or Fair Value 
If an institution does not elect “fair value” or “hedge” accounting, the closed loans awaiting purchase (warehouse loans) are accounted for at the lower of cost or fair value.

FAS 157 amends paragraph 9 of FAS 65 to state that the “Fair value for loans subject to investor purchase commitments (committed loans) and loans held on a speculative basis (uncommitted loans) are to be determined separately as follows:

Committed loans – Mortgage loans covered by investor commitments shall be based on the fair values of the loans.

Uncommitted loans – Fair value for uncommitted loans shall be based on the market in which the mortgage banking enterprise normally operates.  That determination would include consideration of the following:

· Market prices and yields sought by the mortgage banking enterprise’s normal market outlets

· Quoted Government National Mortgage Association (GNMA) security prices or other public market quotations for long-term mortgage loan rates

· Federal Home Loan Mortgage Corporation (FHLMC) and Federal National Mortgage Association (FNMA) current delivery prices    

We believe the forward sales commitments used to hedge the closed loan inventory and allocated to loans at the loan level (resulting in “committed loans”) can be used to determine the loans’ fair value.  The fair value for uncommitted loans is calculated as described above.  
The accounting then varies if market interest rates have increased or decreased since the loan was closed and whether or not the loan is committed or uncommitted.  Following are the four possible scenarios:

Committed loan – market rates increase

If market rates have increased, the fair value of the forward loan sales commitment has increased and should be recorded.  The loan has decreased in value by a similar amount and an institution should record a corresponding loss on the value of the loan.  The result is no overall gain or loss to the institution.
Committed loan – market rates decrease

If market rates have decreased, the fair value of the forward loan sales commitment has decreased and the economic value of the loan has increased.  However, the loan cannot be “written up” above cost, resulting in an overall loss. 

Uncommitted loan – market rates increase

If market rates increase, the fair value of the forward sales contracts has increased and the value of the loan has decreased.  The fair value of the loan and the contract are based on market prices.  The result is an overall gain or loss depending on the economic effectiveness of the forward sales contract as a hedge.

Uncommitted loan – market rates decrease

If market rates have decreased the fair value of the forward loan sales commitment has decreased and the economic value of the loan has increased.  However, the loan cannot be “written up” above cost, resulting in an overall loss. 

Hedge Accounting

This asymmetrical accounting resulting from decrease in market interest rates has led some institutions to elect hedge accounting for their closed loan inventory.  Hedge accounting for mortgage loans is an extremely complex area and is beyond the scope of this memo.  Moreover,  we believe the election of fair value is simpler and provides the same benefit.
4. Mortgage Servicing Rights

The proper accounting and reporting for mortgage servicing assets is set forth in FAS 140, its related Implementation Guide; and Statement of FAS 156.  We note that FAS 156 became effective as of the beginning of any fiscal year that begins after September 15, 2006.  

FAS 156 states that “servicing is inherent in all financial assets; it becomes a distinct asset or liability for accounting purposes only in the following circumstances:  An entity that undertakes a contract to service financial assets shall recognize a servicing asset or servicing liability each time 
it undertakes an obligation to service a financial asset that:

a. results from a transfer of the servicer’s financial assets that meets the requirements for sale accounting, 

b. results from a transfer of the servicer’s financial assets to a QSPE in a guaranteed mortgage securitization in which the transferor retains all of the resulting securities and classifies them as either available-for-sale or trading securities in accordance with FAS 115, or 

c. is acquired or assumed and the servicing obligation does not relate to financial assets of the servicer or its consolidated affiliates”.
  

The institution as loan servicer receives the benefits of the servicing, including the contractually specified servicing fees, a portion of the interest from the financial assets, late charges, and ancillary income, and incurs the costs of servicing the assets. 

The benefits of servicing are expected to exceed “adequate compensation”.  If they do not, an institution has a servicing liability.  Servicing assets and liabilities must be reported separately.  The FAS 140 implementation guide states that, “adequate compensation is determined by the marketplace and is based on the specified servicing fees and other benefits demanded in the marketplace to perform the servicing.  FAS 156 and 157 amend FAS 140 to require that servicing be recorded at its fair value in accordance with the methodology specified in FAS 157.

Wilary Winn believes that the fair value of servicing is based in level 2 inputs.  According to FAS 157 paragraph 28 “Level 2 inputs include the following:
a. Quoted prices for similar assets or liabilities in active markets

b. Quoted prices for identical assets or liabilities in markets that are not active, that is, markets in which there are few transactions for the asset or liability, the prices are not current, or price quotations vary substantially either over time or among market makers (for example, some brokered markets) or in which limited information is released publicly (for example a principal-to-principal market)

c. Inputs other than quoted prices that are observable for the asset or liability (for example interest rates and yield curves observable at commonly quoted intervals, volatilities, prepayment speeds, loss severities, credit risks and default rates)

d. Inputs that are derived principally from or corroborated by observable market data by correlation or other means (market-corroborated inputs).” 
  
We believe that the inputs used to value servicing rights are either observable (prepayment speeds, servicing costs, forward curves, default rates, and loss severities) or can be corroborated (discount rates).

The servicing asset is to be initially reported at its fair value.  The servicing is to be subsequently measured using one of the following two methods:

1. Amortization method:  Amortize the servicing asset in proportion to and over the period of estimated net servicing income (level yield method) and assess servicing assets for impairment based on fair value at each reporting date.
2. Fair value measurement method:  Measure the servicing asset at fair value at each reporting date and report changes in fair value of servicing assets in earnings in the period in which the changes occur.  
For more details, See Statement of FAS 156 amendment to FAS 140 paragraph 13A.

While the fair value method is the method preferred by FASB, Wilary Winn recommends that institutions that do not financially hedge their portfolios remain on the amortization method in order to minimize earnings volatility.  We note that different elections can be made for different classes of servicing and that an institution may make an irrevocable decision to subsequently measure a class of servicing assets at fair value at the beginning of any fiscal year.
  

A simplified monthly income statement for the $100,000 loan the month after it is sold follows.  The servicing fee is 25 basis points, the ancillary income is $12.50 per year, the value of the float is estimated to be $2.06 (average escrow balance of $825 at 3 percent interest), and the servicing costs are $50 per loan.  The servicing asset is being amortized on the level yield methodology.


[image: image5.emf]Servicing income 20.83 $     100,000*.0025/12

Amortization expense (18.52) $   

Ancillary income 1.04 $      12.50/12

Value of escrows 2.06 $      825*.03/12

Servicing costs (4.17) $     -50/12

  Profit 1.25 $     

Monthly Income Statement


FAS 156 sets forth increased required disclosures for servicing assets and liabilities.
 

Regardless of the method selected institutions must disclose:

1. Management’s basis for determining the classes of servicing assets and liabilities.

2. A description of the risks inherent in the servicing assets and liabilities, and if applicable, the instruments used to mitigate the income statement effect of changes in fair value of the servicing assets and liabilities.  (Disclosure of quantitative information about the instruments used to manage these risks, including the fair value of the instruments at the beginning and end of the reporting period, is encouraged but not required.)

3. The amount of contractually specified servicing fees, late fees, and ancillary fees earned for each period for which results are presented, including a description of where each item is reported in the statement of income.

Amortization Method

FAS 140 requires that MSRs be stratified and reported by one or more predominant risk characteristics which include “interest rate, type of loan, loan size, date of origination, term and geographic location”.
 Institutions should be deliberate in their selection of stratification bands, 
as a gain in one band cannot be used to offset an impairment loss in another.  Moreover, making 
changes to the bands once they are established is strongly discouraged.  (We note here to check with your independent accountant or primary regulator to discuss the transition of reporting to FAS 156, as you may be able to alter the bands on transition by defining the loans within a band as different classes of servicing assets).

Impairment is best measured at the loan level and is reported at the predominant risk characteristic stratum.  There is a difference between temporary impairment, which is accounted for through an allowance, and “other than temporary” and permanent impairment, which require a direct write off. 

The disclosures required when institutions elect the amortization method are as follows:

1. For each class of servicing assets and liabilities, the activity in the balance of the servicing assets and the activity in the balance of the servicing liabilities (including a description of where changes in the carrying amount are reported in the statement of income for each period for which results of operations are presented) including, but not limited to, the following:

a. The beginning and ending balances

b. Additions (through purchases of servicing assets, assumptions of servicing obligations, and servicing obligations that result from transfers of financial assets)

c. Disposals

d. Amortization

e. Application of valuation allowance to adjust carrying value of servicing assets

f. Other-than-temporary impairments

g. Other changes that affect the balance and a description of those changes

2. For each class of servicing assets and liabilities, the fair value of recognized servicing assets and liabilities at the beginning and end of the period if it is practicable to estimate the value.

3. A description of the valuation techniques or other methods used to estimate fair value of the servicing assets and liabilities.  If a valuation model is used, the description shall include the methodology and valuation procedures, as well as quantitative and qualitative information about assumptions used in the model (for example, discount rates and prepayment speeds).  

4. The risk characteristics of the underlying financial assets used to stratify recognized servicing assets for purposes of measuring impairment in accordance with FAS 156 paragraph 63.

5. The activity by class in any valuation allowance for impairment of servicing assets – including beginning and ending balances, aggregate additions charged and recoveries credited to operations, and aggregate write-downs charged against the allowance – for each period for which results of operations are presented.

Fair Value Measurement Method
Alternatively, institutions may elect to subsequently measure the servicing asset using the fair value method.  Using this method, an institution measures the servicing asset at fair value at each reporting date and reports the changes in the fair value of servicing assets in earnings in the period in which the changes occur.
The disclosures required when institutions elect the fair value method are as follows:

1. For each class of servicing assets and liabilities, the activity in the balance of the servicing assets and the activity in the balance of the servicing liabilities (including a description of where changes in the fair value are reported in the statement of income for each period for which results of operations are presented) including, but not limited to, the following:

a. The beginning and ending balances

b. Additions (through purchases of servicing assets, assumptions of servicing obligations, and servicing obligations that result from transfers of financial assets)

c. Disposals

d. Changes in fair value during the period resulting from:

(i) Changes in valuation inputs or assumptions used in the valuation model

(ii) Other changes in fair value and a description of those changes

e. Other changes that affect the balance and a description of those changes

2. A description of the valuation techniques or other methods used to estimate fair value of the servicing assets and liabilities.  If a valuation model is used, the description shall include the methodology and valuation procedures, as well as quantitative and qualitative information about assumptions used in the model (for example, discount rates and prepayment speeds).  An institution that provides quantitative information about the instruments used to manage the risks inherent in the servicing assets and liabilities, is also encouraged, but not required to disclose a description of the valuation techniques, as well as quantitative and qualitative information about the assumptions used to estimate the fair value of those instruments.  

In addition, we note that there are inconsistencies in the required disclosures under FAS 156 and 157 if the fair value method is elected.  We would be happy to discuss these situations with your firm on a client by client basis.

� FAS 149 – Amendment of Statement 133 on Derivative Instruments and Hedging Activities – paragraph 9





� FAS 157 – Fair Value Measurements, paragraph 5





� FAS 157 – paragraph 8





� FAS 157 – paragraph c28





� FAS 157 paragraph C-17





�  FAS 157 – paragraph C-16





� SAB 109 November 7, 2007





� FAS 157 – paragraph C-28





� FAS 157 – paragraph 37b





� FAS 157 – paragraph A 31





� FASB Interpretation No. 39 paragraph 5 and FASB Staff Position No. 39-1


 


� FAS 159 – paragraph 7b





� Ibid 





� FAS 157 – paragraph A 31





�  FAS 65 Accounting for Certain Mortgage Banking Activities paragraph 4 as amended by FAS 157





� FAS 156 – Accounting for Servicing of Financial Assets an Amendment of FAS 140, paragraph 62





� FAS 140 paragraph 63b as amended by FAS 157





� FAS 157 – paragraph 28





� FAS 156 – Accounting for Servicing of Financial Assets an Amendment of FAS 140, paragraph 63





� FAS 156 – Accounting for Servicing of Financial Assets an Amendment of FAS 140, paragraph 17





� Ibid





Fair Value Accounting for Mortgage Bankers
Prepared by Wilary Winn LLC

Page 1 of 14

_1263819156.xls
Sheet1

								Rates up		Loan at		Rates down		Loan		Loan at

						Inception		50 bp		Processing		100 bp		Approved		Close

		Loan amount		A		$   100,000		$   100,000		$   100,000		$   100,000		$   100,000		$   100,000

		Lock in interest rate				6.375%		6.375%		6.375%		6.375%		6.375%		6.375%

		Market interest rate				6.375%		6.875%		6.875%		5.875%		5.875%		5.875%

		Market value with servicing		B		102.75%		100.75%		100.75%		104.75%		104.75%		104.75%

		Servicing Value				1.00%		1.00%		1.00%		1.00%		1.00%		1.00%

		Origination costs to be incurred		C		1.00%		1.00%		0.50%		0.50%		0.00%		0.00%

		Price to borrower		D		100.50%		100.50%		100.50%		100.50%		100.50%		100.50%

		Value as percent of loan (1)		E		1.25%		-0.75%		-0.25%		3.75%		4.25%		4.25%

		Dollar value A * E		F		$   1,250.00		$   (750.00)		$   (250.00)		$   3,750.00		$   4,250.00		$   4,250.00

		Pull through percentage		G		30.00%		45.00%		60.00%		60.00%		80.00%		100.00%

		Derivative Value F * G				$   375.00		$   (337.50)		$   (150.00)		$   2,250.00		$   3,400.00		$   4,250.00

		Amount recorded				$   375.00		$   (712.50)		$   187.50		$   2,400.00		$   1,150.00		$   850.00
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						Journal Entries				Income

		Description				Debit		Credit		Statement		IRLC		Cash		Warehouse		Derivative

		IRLC		A		$   375						$   375

		Origination income						$   375		$   (375)

		Record initial value

		Origination expense		B		$   500				$   500

		Cash						$   500						$   (500)

		Record origination costs

		IRLC		C		$   3,875						$   3,875

		Gain on IRLC						$   3,875		$   (3,875)

		Record changes in value

		Origination expense		D		$   500				$   500

		Cash						$   500						$   (500)

		Record origination costs

		Warehouse loan		E		$   104,750										$   104,750

		IRLC						$   4,250				$   (4,250)

		Cash						$   100,500						$   (100,500)

		Record loan funding

						$   110,000		$   110,000		$   (3,250)		$   -		$   (101,500)		$   104,750
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		Monthly Income Statement

		Servicing income		$   20.83		100,000*.0025/12

		Amortization expense		$   (18.52)

		Ancillary income		$   1.04		12.50/12

		Value of escrows		$   2.06		825*.03/12

		Servicing costs		$   (4.17)		-50/12

		Profit		$   1.25
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				Journal Entries				Income		Balance Sheet

		Description		Debit		Credit		Statement		Cash		MSR		Derivative		Warehouse

		Loss		2,000				2,000

		Derivative Liability				2,000								(2,000)

		Record loss on forward commitments

		Cash		101,750						101,750

		Mortgage Servicing Right		1,000								1,000

		Derivative Liability		2,000										2,000

		Warehouse Loan				104,750										(104,750)

		Record Loan Sale

				106,750		106,750		2,000		101,750				-		(104,750)
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