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SVP Commentary on…

Increased Transparency
by Michael E. Collins

In previous columns, I have discussed two “IT” topics—information tech-

nology and identify theft. Today, there is increased focus on yet another IT

—increased transparency. The integrity of financial markets and the foun-

dation of the banking system are built on public confidence. Therefore, in-

creased transparency in accounting and disclosure is now a common man-

tra.

The recent increase in creative accounting, accounting irregularities, cre-

ative auditing, and outright fraud has brought accounting issues to the front

page of almost every newspaper in America. Although the banking industry

has not been in the headlines as much as other industries, there nonetheless

have been both high profile and low profile issues that banking supervisors

have had to deal with in recent months. A major focus has been on bank

failures and losses

attributed to im-

proper accounting

for securitizations

and the treatment

of special purpose

entities (SPEs).

SPEs are financial

vehicles used to

convert income-

producing assets,

such as loans, into

cash. The debate

continues in this



2 Second Quarter 2002 • SRC Insights www.phil.frb.org

The fate of the pooling-of-interest

method of accounting for business

combinations was finally decided in

mid-2001. In June 2001, the Finan-

cial Accounting Standards Board

(FASB) issued Statement No. 141

(FAS 141), Business Combinations,

which superseded

APB Opinion No.

16, Business Combi-

nations, and elimi-

nated the use of the

pooling method for

all business combi-

nations. The new

guidance is effective

for all business com-

binations initiated

after June 30, 2001

and all purchase

transactions con-

summated after June 30, 2001. In con-

junction with the issuance of FAS

141, FASB issued Statement No. 142

(FAS 142), Goodwill and Other Intan-

gible Assets, which superseded APB

Opinion No. 17, Intangible Assets.

FAS 142 became effective for com-

panies with fiscal years beginning af-

ter December 15, 2001. Accordingly,

for financial institutions application

of FAS 142 became effective with the

filing of the March 31, 2002 Call Re-

port.

While the application of the basic

provisions of the purchase method of

accounting for a business combina-

tion has not changed significantly, the

implementation of FAS 141 requires

In With the New:

Accounting for Goodwill and Other

Intangible Assets under FAS 142
by Eddy Hsiao, Senior Examiner

arduous price allocation, reporting

unit identification, and separate iden-

tification and treatment of intangible

assets other than goodwill with defi-

nite and indefinite lives. A discussion

of all of these tasks is beyond the

scope of this article. The purpose of

this article is to provide a brief sum-

mary of FAS 142 and its implications

for financial institutions.

FAS 142 vs. Opinion No. 17

and FAS 121

Reflecting FASB’s increased empha-

sis on measuring the fair value of as-

sets and liabilities, FAS 141 and FAS

142 emphasize asset valuation as op-

posed to expense recognition. Ac-

cordingly, FAS 142 eliminated the

amortization of goodwill and indefi-

nite-lived intangibles and focused

instead on asset valuation and impair-

ment. Instead of amortization of

goodwill over a period not to exceed

40 years, FAS 142 introduced a two-

step process to determine if goodwill

is impaired and the amount of any im-

pairment loss to be recognized. This

assessment must be made annually.

To determine if goodwill is impaired,

the fair value of the reporting unit

that caused the goodwill to be gener-

ated (e.g., the bank

that was acquired) is

compared to the re-

porting unit’s carry-

ing amount plus the

related goodwill. If

the fair value is

greater than the car-

rying amount, no fur-

ther analysis is

needed. If, however,

the fair value of the

reporting unit has

dropped below its

carrying value plus the related good-

will, goodwill impairment might have

occurred. Then, in a more difficult as-

sessment, the implied fair value of the

reporting unit’s goodwill is compared

to the carrying value of the goodwill

to determine any impairment. (See

the example under “Testing for Im-

pairment.”)

Indefinite-lived intangible assets,

which appear infrequently in banks,

must also be tested for impairment

annually. However, the impairment

test for indefinite-lived intangibles is

more straightforward and should be

performed on an asset-by-asset basis

rather than on the entire reporting

unit.

Reflecting FASB’s increased empha-

sis on measuring the fair value of as-

sets and liabilities, FAS 141 and FAS

142 emphasize asset valuation as op-

posed to expense recognition.
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FAS 142 also requires more extensive

disclosure concerning goodwill and

other intangible assets. The aggregate

amount of goodwill must be presented

as a separate line item in the state-

ment of financial position (i.e., bal-

ance sheet) and goodwill impairment

losses must be reported as a separate

line item in the statement of opera-

tions (i.e., income statement). Addi-

tional narrative and tabular disclo-

sures are also required in the finan-

cial statements.

The key differences between FAS

142 and the old rules are summarized

below.

Effective Date and Transition

to FAS 142

The provisions of FAS 142 are effec-

tive for fiscal years commencing after

December 15, 2001. Therefore, good-

will and intangible assets that existed

prior to July 1, 2001 would continue

to be amortized until December 31,

2001. However, goodwill and indefi-

nite-lived intangible assets that arose

after June 30, 2001 would not be

amortized, even though the company

had not otherwise adopted FAS 142.

All calendar-year companies must

adopt FAS 142 beginning on Janu-

ary 1, 2002. The first step of the im-

pairment test—the fair value and

book value comparison—must be per-

formed within six months of the ini-

tial adoption of FAS 142. If losses are

determined from the first step, the

amount of impairment must be cal-

culated using the second step as soon

as possible, but no later than by year-

end.

Testing for Impairment

Intangibles Other than Goodwill.

Amortizable intangible assets, i.e.,

those with definite lives, will con-

tinue to be reviewed for impairment

in accordance with FAS 144, Ac-

counting for the Impairment or Disposal

of Long-Lived Assets. Core deposit in-

tangibles are such assets. Indefinite-

continued on page 8

Definite-lived

Intangible Asset (IA)

Indefinite-lived

FAS 142

Goodwill is no longer subject
to amortization

Impairment test, using a two-
step process, must be done
when events or circum-
stances occur that indicate
that goodwill might be im-
paired, but not less than an-
nually

IA is amortized over the use-
ful life without the constraint
of the 40-year ceiling

IA is separated from goodwill
and individually tested for
impairment

More disclosure requirements

Old Rules

Amortization is required un-
der APB No. 17, but for a
maximum period of 40 years

Impairment is determined only
after the occurrence of cer-
tain triggering events, per FAS
121, Accounting for the Im-
pairment of Long-Lived As-
sets and for Long-Lived As-
sets to be Disposed Of

IA is amortized over life, not
to exceed 40 years

IA is normally included with
goodwill, which is subject to
amortization

Less disclosure requirements

Comparison of FAS 142 and Prior Rules

Goodwill Impairment
Test Guidance

Goodwill Amortization

Disclosure
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Proposed Regulation W: New Guidance

on Affiliate Transactions
by William L. Gaunt, Assistant Vice President

In May 2001, the Board of Gover-

nors of the Federal Reserve System

(the Board) announced three actions

designed to strengthen and simplify

regulation of banks’ transactions with

their affiliates. First, the Board pro-

posed and asked for comment on new

Regulation W to implement sections

23A and 23B of the Federal Reserve

Act. Section 23A restricts loans by a

bank to an affiliate and asset pur-

chases by a bank from an affiliate.

Section 23B requires that transac-

tions between a bank and its affili-

ates be on market terms.

In its second action, the Board issued

interim final rules, which became ef-

fective January 1, 2002, that place

restrictions on inter-affiliate deriva-

tive transactions and intraday exten-

sions of credit between banks and

their affiliates.  The comment period

on both of these actions closed on

August 15, 2001.

In the third action, the Board issued

final rules granting several exemptions

from sections 23A and 23B relating

to loans and to purchases of assets.

The final Regulation W is not ex-

pected before mid-2002 at the earli-

est because of the large number of

comments received and the complex-

ity of the issues.  Until Regulation W

is finalized, all previously issued valid

Board interpretations and staff opin-

ions regarding sections 23A and 23B,

together with the interim final rules

on derivative transactions and

intraday credit, will remain in full

force and effect.

This article points the reader to some

of the larger issues posed by the new

affiliate transaction rules, provides a

timetable for implementation of the

new regulations and guides the reader

to where the regulations and related

information can be found.

New Regulation W -

Why is it Needed?

Sections 23A and 23B of the Federal

Reserve Act are key statutory protec-

tions against a bank incurring losses

from its transactions with its affiliates.

In effect, sections 23A and 23B re-

strict the ability of a bank to transfer

to its affiliates the subsidy stemming

from the bank’s access to federal de-

posit insurance.

The adoption of a comprehensive,

unified regulation implementing sec-

tions 23A and 23B is appropriate for

several reasons.  The new regulatory

framework established by the Gramm-

Leach-Bliley Act (the GLB Act)

emphasizes the need for sections 23A

and 23B to isolate banks from poten-

tial losses incurred by the newly per-

mitted affiliates under the GLB Act.

Also, the adoption of a comprehen-

sive, unified regulation would simplify

the interpretation and application of

sections 23A and 23B, ensure that the

statute is consistently interpreted and

applied, and minimize burden to the

extent consistent with the statute’s

goals.

Key Elements of Proposed

Regulation W

Regulation W would replace the ex-

isting framework of Federal Reserve

interpretations and informal staff

guidance with an organized, category

by category approach to sections 23A

and 23B.  It would consolidate the

numerous findings by the Board that

deal with how sections 23A and 23B

apply to bank transactions and also

make various changes to the existing

rules.  Certain of these changes are

required by the GLB Act while oth-

ers reflect an updated look at affiliate

transactions including several pro-

posed exemptions for specified trans-

actions.

Some key issues addressed in proposed

Regulation W are:

• credit exposure on intraday credit

extensions by banks to their affili-

ates;

• credit exposure on derivative trans-

actions between banks and their

affiliates;

• new exemptions;

• treatment of financial subsidiaries;

• the so called “250.250” exemption

permitting a bank to purchase

loans from an affiliate;

• valuation of a bank’s investments

in and acquisitions of affiliates;

• collateralization of a bank’s invest-

ment in debt securities (including

commercial paper) of an affiliate;

and

• application of sections 23A and

23B to U.S. branches and agencies

of foreign banks.
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continued on page 10

Due to the broad scope of the pro-

posed changes, as illustrated by the

120-page proposal and request for

comment, this article will address only

the first four issues in the above list.

Interim Final Rules on Intraday

Credit and Derivatives

On January 1 of this year, in an ac-

tion related to the issuance of pro-

posed Regulation W, “interim final”

rules required by the GLB Act be-

came effective.  These rules place re-

strictions on inter-affiliate derivative

transactions and regulate intraday

extensions of credit between banks

and their affiliates.  The designation

“interim final” for the rules covering

derivatives and intraday credit trans-

actions stems from the fact that the

rules became effective January 1,

2002 and will remain in place until

further notice from the Board. In all

likelihood, the rules will be adjusted

in the future to reflect the comments

solicited from the banking commu-

nity, hence the “interim” designation.

After the Board has considered the

comments on the regulation and de-

clares the final regulation effective,

the derivative and intraday credit

rules will become a part of Regulation

W to create a single comprehensive

regulation.

Intraday Credit. The interim final

rules require that the bank have es-

tablished policies and procedures for

intraday credit. At a minimum, the

bank must monitor and control its

intraday credit exposure to each af-

filiate and all affiliates in the aggre-

gate and ensure that extensions of

intraday credit comply with section

23B (e.g., ensure that the risk man-

agement process for intraday credit is

no less rigorous than the process that

the bank employs for such transac-

tions with third parties). These poli-

cies and procedures must be in place

by January 1, 2002 for the exemption

to apply.

Proposed Regulation W further pro-

vides that an intraday extension of

credit is not subject to the quantita-

tive limits or collateral requirements

of section 23A if the credit extension

arises in connection with the perfor-

mance by a bank, in the ordinary

course of business, of securities clear-

ing and settlement transactions or

payment transactions (for example,

wire transfers, check clearing, and

ACH transactions) on behalf of an

affiliate. In other words, the intraday

credit must not be intended to fund

the affiliate, and the bank must have

no reason to believe that the affiliate

will have difficulty repaying the ex-

tension of credit in the ordinary

course of business.

Finally, all intraday credit extensions

that exist at the end of the bank’s

business day in the United States

would become subject to section 23A

at that time since they are no longer

intraday extensions of credit but be-

come overnight extensions of credit.

Derivative Transactions with Affili-

ates. Determining the appropriate

treatment for derivative transactions

under section 23A is a complex en-

deavor. Accordingly, the Board’s in-

terim final rule addressed only those

provisions required to be imple-

mented under the GLB Act, while

the Regulation W proposal included

requests for comment on a number

of major issues related to derivative

transactions. The interim final rules

require that institutions adopt poli-

cies and procedures to monitor, man-

age and control credit exposures re-

sulting from derivative transactions

with their affiliates. At a minimum,

the policies and procedures must pro-

vide for monitoring and controlling

the credit exposure arising from the

bank’s derivative transactions with

each affiliate and all affiliates in the

aggregate and ensure that the bank’s

derivative transactions with affiliates

comply with section 23B.

Final Rules on Exemptions from

Section 23A

 In its third action dealing with affili-

ate transactions, the Board issued fi-

nal rules effective June 11, 2001 that

provide for three exemptions from

All intraday credit extensions that exist at the end of the bank’s business

day in the United States would become subject to section 23A at that time

since they are no longer “intraday” extensions of credit.
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COVER STORY“Increased Transparency” continued from page 1

Over 45 per-

cent of the

FTC identity

theft

complaints involved credit card fraud  —

opening a new account in the name of the

victim or making unauthorized charges on an

existing account.

area relating to explicit or implicit per-

formance guarantees arising from

securitized assets. However, self-dis-

closure is emerging as a standard.

As businesses have grown more com-

plex, so have the methods of account-

ing for their transactions. Since its

formation in 1973, the Financial Ac-

counting Standards Board (FASB)

has issued 144 Financial Accounting

Standards. This body of guidance has

been supplemented by numerous

FASB Interpretations, FASB Techni-

cal Bulletins, Emerging Issues Task

Force Consensuses, and other au-

thoritative account-

ing and disclosure

guidance. Unfortu-

nately, business com-

plexity always leads

accounting change,

and in the temporary

vacuum of guidance,

creative accounting

practices may be

born.

Invariably, as accounting guidance

has become more complex, loopholes

are formed. Too often, in a misguided

attempt to better serve their clients

in today’s high pressure competitive

marketplace, some accountants look

for the loophole in the accounting

guidance, squeaking by on techni-

calities and on the margin, adhering

to the letter but not the spirit of the

“law.” Alternatively, some clients

pressure their accountants to turn a

blind eye to practices on the margin,

asking for the removal of staff who

question or resist their requests.

Effective and transparent accounting

and disclosure should emphasize the

substance of a transaction over the

form of accounting. While accoun-

tants and economists often debate the

“economic value” of a transaction, se-

lecting the accounting and disclosure

approach that best describes the eco-

nomic substance of the transaction

but follows GAAP for valuation pur-

poses might best serve all constitu-

ents.

The Role of the External Auditor

A common misconception is that the

financial statements are the auditor’s

responsibility. The auditor’s respon-

sibility is to express an opinion on the

financial statements. Accordingly,

auditors plan and perform the audit

to obtain reasonable assurance about

whether the financial statements are

free of material misstatement. This

requires the auditor to use professional

skepticism when considering

management’s assertions and repre-

sentations and to obtain sufficient

evidential matter to allow the audi-

tor to express an opinion. Sufficient

evidential matter is generally a sam-

pling of documents and transactions,

since a review of every transaction,

document, asset, and liability would

be cost and time prohibitive. There-

fore, because of the nature of audit

evidence and the concealment and/

or collusion aspects of fraud, the au-

ditor is able to obtain only reasonable,

not absolute, assurance that material

misstatements are detected.

The Role of the Bank Supervisor

Another misconception is that bank

supervisors are responsible for detect-

ing all fraud in a financial institution

wherever it exists. The examination

process is not designed to ferret out

fraud; indeed, examinations rely to a

significant degree on internal and ex-

ternal auditors to vali-

date the accuracy of

the financial data that

are the raw material of

the examination pro-

cess.

The key objective of

prudential supervi-

sion is to ensure that

banks operate in a safe

and sound manner, thereby maintain-

ing stability and confidence in the fi-

nancial system and reducing the risk

of loss to depositors and the insurance

funds. Effective supervision involves

the collection and analysis of infor-

mation about a bank’s activities.

However, like external auditors, bank

supervisors cannot review every docu-

ment and transaction. Accordingly,

they assess whether bank manage-

ment has established a strong system

of internal controls that is consistent

with the nature, scope, and scale of

their business. It is this system of in-

ternal controls that provides assur-

ance that financial reporting is accu-

Selecting the accounting and disclosure

approach that best describes the eco-

nomic substance of the transaction but

follows GAAP for valuation purposes

might best serve all constituents.
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rate, complete, and timely. Naturally,

effective internal controls would also

minimize the likelihood of and bet-

ter ensure the detection of both fraud

and error.

 To address the risk that fraud places

on the banking organizations that we

supervise, bank examiners have been

trained to identify red flags that might

indicate the occurrence of fraudulent

activity. Many of our examiners have

received training to better enable

them to trace financial transactions;

recognize public company financial

statement misrepresentations; use

examination techniques designed to

ferret out misrepresentations and dis-

tortions in financial statements; un-

derstand and be able to recognize in-

dications of money laundering; rec-

ognize new types of white collar

crime; and assess the adequacy of in-

ternal routines and controls to pre-

vent fraud.

When fraud is suspected or detected,

bank supervisors have processes to

ensure that the fraudulent activity is

reported to the proper authorities and

that appropriate remedial action is

taken. Tools at the examiner’s dis-

posal include the Suspicious Activity

Reporting (SAR) system, the Board

of Governor’s Special Investigations

Unit, and various levels of enforce-

ment actions.

The Role of Bank Management

If external auditors and bank exam-

iners are not responsible for the finan-

cial statements and are not respon-

sible for detecting all fraud, then who

is? Internal controls and the finan-

cial statements are management’s re-

sponsibility. Consistent with the

AICPA’s Statements on Auditing

Standards and Generally Accepted

Auditing Standards, management is

responsible for adopting sound ac-

counting policies and for establishing

and maintaining internal controls

that record, process, summarize, and

report transactions consistent with

management’s assertions embodied in

the financial statements. Therefore,

effective corporate governance is

closely linked to accounting transpar-

ency.

Recent events surrounding the integ-

rity of financial statements have re-

sulted in increased emphasis on the

“responsibility culture.” There is a

clear recognition that leaders of cor-

porations have a special obligation to

shareholders, employees, and the pub-

lic. In the final analysis, fraud preven-

tion may come down to the charac-

ter of employees and customers.

Accounting Transparency and

Market Discipline

The Federal Reserve has long sup-

ported sound accounting policies and

meaningful public disclosure by bank-

ing and financial organizations with

the objective of improving market

discipline and fostering stable finan-

cial markets. The most recent pro-

posal to amend the Basel Capital

Accord recognizes the importance of

market discipline as a supplement to

effective bank supervision. Accord-

ingly, the proposal would create three

pillars to assess capital adequacy—

risk-based capital (pillar 1), risk-fo-

cused supervision (pillar 2), and dis-

closures of risks and capital adequacy

to enhance market discipline (pillar

3). This proposed approach to capi-

tal regulation signals that sound ac-

counting and disclosure will remain

important aspects of bank supervision

since, without accounting transpar-

ency, market discipline will fail.

Disclosure does not come in a one-

size-fits-all package. Prescriptive dis-

closure would create a statistical

nightmare and a false sense of secu-

rity for financial statement users.

Rather, each company should dis-

close in plain English the information

that it believes its stakeholders

(whether regulators, supervisors,

shareholders, or the general public)

would want and need to know to

evaluate the company’s financial po-

sition, internal controls, and risk pro-

file. For in fact, the inability of a com-

pany to articulate clearly and trans-

parently the nature and risk of its ac-

tivities is in itself an indicator that

management might be assuming an

inappropriate amount of risk.

The inability of a company to articulate clearly and transparently the

nature and risk of its activities is in itself an indicator that management

might be assuming an inappropriate amount of risk.



8 Second Quarter 2002 • SRC Insights www.phil.frb.org

“Accounting for Goodwill” continued from page 3

lived or unamortizable intangible as-

sets will not be subject to impairment

testing under FAS 144. Instead, in-

definite-lived intangibles must be

tested for impairment individually

when conditions warrant, but not less

than annually. The impairment test

is performed by comparing the indi-

vidual intangible asset’s carrying

value to its fair value. If the fair value

is less than the carrying value or book

value, the difference is recognized as

impairment loss.

Goodwill. Under FAS 142, goodwill

impairment should be tested at least

annually at the reporting unit level.

For purposes of FAS 142, a reporting

unit is an operating segment as de-

fined in FAS 131, Disclosures About

Segments of an Enterprise and Related

Information, or one level below an op-

erating segment. In general, a report-

ing unit is the lowest level of a com-

pany that earns revenue and incurs

expenses, has discrete financial infor-

mation available, and is reviewed

regularly by the chief operating deci-

sion maker. Reporting units can be

distinguished physically and opera-

tionally and for internal reporting pur-

poses from other activities, operations,

and assets of the entity. For financial

institutions, each bank that files a Call

Report would be considered a report-

ing unit. Nonbank subsidiaries of the

holding company and the holding

company itself are also reporting units.

The annual test may be performed at

any time during the year, but must be

performed at the same time each year.

In addition, an interim test should be

performed if an event occurs that

likely would reduce the fair value of

the reporting unit below its carrying

value.

The two-step process for assessing any

impairment of goodwill might occur

as follows.

Step 1: Comparing the FV and BV

of the Reporting Unit

If the reporting unit’s fair value is

greater than its book value including

goodwill, no impairment has occurred

and the analysis is complete. If the

reporting unit’s book value including

goodwill is greater than its fair value,

the goodwill must be assessed for im-

pairment. This calculation can be best

illustrated by the example below.

In many acquisitions, the resulting

goodwill is recorded on the books of

the parent company instead of being

pushed down to the acquired entity

when the parent company’s control-

ling interest of the subsidiary is less

than 80 percent. For purposes of this

assessment, the goodwill on the par-

ent company’s books re-

lated to the acquisition is

allocated to the reporting

unit.

Step 2: Measuring the

Amount of Impairment

The amount of impairment

is determined by compar-

ing the implied fair value

of the goodwill and the

book value of the goodwill.

This is much more com-

plex than step one testing,

since all assets and liabili-

ties of the reporting unit

must be valued separately.

The implied value of good-

will is calculated as the dif-

ference between the fair

value of the reporting unit

as a whole and the sum of

Step 1:

FV of Reporting Unit $ 325,000 $ 265,000)
BV of Reporting Unit (including $35,000 goodwill) 300,000 300,000)

$ 25,000 $ (35,000)
Stop!! Go to Step 2

Step 2:

Sum of FV of Tangible and Intangible Assets $ 3,000,000)
Sum of FV of Liabilities (2,745,000)
Sum of FV of Net Assets $ 255,000)
FV of Reporting Unit from above 265,000)

Implied FV of Goodwill $ 10,000)
BV value of Goodwill from above 35,000)
Calculated Impairment $ 25,000)

FV > BV FV< BV

The Two-Step Impairment Test
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the individual fair values of its assets,

net of the fair value of its liabilities.

Any impairment must be recognized

in the period in which it is identi-

fied, and cannot be deferred. If the

original goodwill was recorded on the

parent’s books, the impairment is also

recorded on the parent’s books and

not on the books of the reporting

unit.

Impact on Earnings and Capital

Earnings. During the initial phases

of the implementation of FAS 142,

companies will likely report higher

earnings since goodwill is no longer

being amortized. However, future

profitability might not be as predict-

able or consistent given the poten-

tial impairment charges that can be

affected by many

outside factors.

Moreover, com-

panies might

have to provide

additional bud-

get for training

and/or consult-

ing fees to ensure

an appropriate

valuation is per-

formed annually.

Nonetheless, the

overall financial

information pro-

vided to stake-

holders will be

more relevant

and reliable.

FAS 142 does

not recognize the

concept of tem-

porary impair-

ment. Accord-

ingly, if a step-

one assessment

indicates impair-

ment, no matter how temporary, the

step-two assessment must be per-

formed and any impairment must be

recognized. In addition, FAS 142 im-

pairment write-downs of goodwill

and indefinite-lived assets cannot be

recovered in subsequent periods.

Therefore, so-called temporary im-

pairments would be reflected perma-

nently in a company’s financial state-

ments.

Consider the effects of September 11,

2001. The market capitalization (pos-

sibly one indicator of value) of many

publicly traded companies plunged

below the net book value of their as-

sets. For FAS 142 purposes, any good-

will would likely be determined to be

impaired, and would be required to

be written down. After the stock mar-

kets adjusted to the external events

and share prices again rose, the write-

downs could not be recovered.

Capital. Since earnings are transferred

to capital with closing entries, the

impact on equity capital mirrors that

on earnings. However, since goodwill

is excluded from capital calculations

for regulatory capital purposes, regu-

latory capital would be the same un-

der both the new and old rules, ex-

cluding tax implications.

This can be demonstrated by the fol-

lowing example, using the goodwill

information from the previous illus-

tration.

Tier 1 Capital Remains The Same: Opinion 17 FAS 142
Goodwill Amortization Versus Impairment (Old) (New)

Year 1:

$35,000/40 years (assume no impairment) $ 875) $ 0)
Remaining Goodwill 34,125) 35,000)
Tier 1 Capital:
Beginning equity 300,000) 300,000)
Earnings:
(Assumed first year earnings of $40,000 before amortization
or impairment) 39,125)  40,000)
Goodwill Deduction (34,125) ( 35,000)
Tier 1 Capital $ 305,000) $ 305,000)

Year 2:

Assume $25,000 impairment $ 875) $ 25,000)
Remaining Goodwill 33,250) 10,000)
Tier 1 Capital:
Beginning equity 339,125)  340,000)
Earnings:
(Assume second year earnings of $30,000 before amortization
or impairment) 29,125)      5,000)
Goodwill Deduction (33,250)   (10,000)
Tier 1 Capital $ 335,000) $ 335,000)

continued on page 11



10 Second Quarter 2002 • SRC Insights www.phil.frb.org

“New Guidance on Affiliate Transactions” continued from page 5

section 23A.  The first of these ex-

emptions exempts from section 23A’s

“attribution rule” loan proceeds used

by unaffiliated bank customers to pur-

chase securities or other assets from

or through an affiliate of the bank.

The Board has confirmed that sec-

tion 23A does not apply to extensions

of credit by a depository institution

to customers that use the loan pro-

ceeds to purchase a security or other

asset through an affiliate of the de-

pository institution, so long as the af-

filiate is acting exclusively in an

agency or brokerage capacity, and the

affiliate retains no portion of the loan

proceeds. The Board has also specifi-

cally exempted from section 23A that

portion of the loan that the affiliate

might retain as a market-rate broker-

age commission or agency fee for pro-

cessing the transaction.

A similar exemption applies to exten-

sions of credit by a depository institu-

tion to a nonaffiliate to enable the

nonaffiliate to purchase securities

through a registered broker-dealer af-

filiate of the institution that is acting

exclusively as riskless principal in the

securities transaction.

The second exemption exempts from

the “attribution rule” extensions of

credit by a bank to an unaffiliated

customer who uses the proceeds to

purchase securities from the inventory

of a broker-dealer affiliate of the bank

if the loan is made pursuant to a pre-

existing line of credit not entered into

in contemplation of the purchase of

securities from the affiliate.

The Board also released an interpre-

tation that expands an insured de-

pository institution’s ability to pur-

chase from an affiliated, registered

broker-dealer securities that have a

ready market and prices that can be

verified from a reliable independent

source. This exemption was first pro-

posed in 1998, and the final exemp-

tion reflects the industry comments

on the original proposal. For a securi-

ties purchase to be exempt from sec-

tion 23A, several conditions must be

met. Among other conditions, the

security must (i) have a “ready mar-

ket”; (ii) be eligible for a State mem-

ber bank to purchase directly; (iii) not

be a low-quality asset; (iv) not be

purchased during an underwriting or

within 30 days of an underwriting if

an affiliate is an underwriter of the

security, unless the security is an ob-

ligations of or fully guaranteed by the

United States or its agencies; (v) have

a price quoted routinely on an unaf-

filiated electronic service that pro-

vides indicative data from real-time

financial networks; and (vi) not be

issued by an affiliate (with certain

exceptions). In addition, the price

paid by the insured depository insti-

tution should be at or below the cur-

rent market quotation for the secu-

rity and the size of the transaction

should not be so large as to cast ma-

terial doubt on the appropriateness

of relying on the current market quo-

tation for the security.

Treatment of Financial Subsidiaries

With respect to a bank, the old defi-

nition of “affiliate” in sections 23A

and 23B specifically did not apply to

a company that is a subsidiary of the

bank, with certain exceptions. This

definition was consistent with the

scope of activities of bank subsidiar-

ies, which historically were permitted

to engage only in activities that the

parent bank could conduct. Today,

some subsidiaries of banks engage in

activities impermissible for the banks

themselves and, with the passage of

the GLB Act, financial subsidiaries

have an even broader array of pow-

ers beyond permissible banking ac-

tivities. Accordingly, the GLB Act

also amended the Federal Reserve

Act so that sections 23A and 23B

would apply to transactions between

a bank and its so-called financial sub-

sidiaries.

Under the GLB Act and under pro-

posed Regulation W, a financial sub-

sidiary of a bank is considered an “af-

filiate” of the bank for purposes of sec-

tions 23A and 23B and, with certain

limited exceptions, any covered

transactions between a bank and its

financial subsidiaries must comply

with the same quantitative, collateral,

and other restrictions imposed by sec-

tions 23A and 23B on other affiliates.

The GLB Act also establishes other

special rules for financial subsidiaries,

which are described in more detail in

the proposed Regulation W.

However, in passing the GLB Act,

Congress recognized that banks need

The GLB Act also

amended the Federal

Reserve Act so that sec-

tions 23A and 23B

would apply to transac-

tions between a bank

and its so-called finan-

cial subsidiaries.
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to have some flexibility in conduct-

ing transactions with subsidiaries.

Therefore, the GLB Act provided

that the 10 percent restriction on

covered transactions with any indi-

vidual affiliate does not apply to

transactions between a bank and any

of its individual financial subsidiaries.

However, the aggregate amount of

the bank’s covered transactions with

all affiliates, including its transactions

with its financial subsidiaries, would

be subject to the aggregate 20 per-

cent threshold.

Conclusion

 This article only touches upon some

of the many issues that are presented

by proposed Regulation W and the

related rulemaking for affiliate trans-

actions.  All of the rules were pub-

lished in the Federal Register on May

11, 2001 and can be found on the

Board’s web site at <www.federal

r e s e r v e . g o v / r e g u l a t i o n s /

regref.htm#w>.

It is likely that the final Regulation

W will change from its proposed form

as a result of the numerous comments

received by the Board from the bank-

ing industry.  Bankers and their ad-

visors should be prepared to adjust to

the requirements of Regulation W

once it is issued in final form.

In the interim, depository institutions

should direct any questions on the

application of sections 23A and 23B

and the final interim rules to their

primary federal banking regulator.

Institutions supervised by the Federal

Reserve Bank of Philadelphia should

direct questions to the examiner-in-

charge of an ongoing supervisory

event, the institution’s central point

of contact at the Reserve Bank, or

an officer or manager in Community,

Regional, and Global Supervision.

Disclosure Requirement

In addition to transitioning from ex-

pense recognition to fair value, one

of the primary purposes of FAS 142 is

to provide financial statement users

with a clearer view of the investments

made and the subsequent perfor-

mance of the investments. Hence, fi-

nancial statement users can expect to

see more extensive financial statement

presentation and disclosures related

to goodwill and intangible assets, im-

proving transparency and enhancing

the utility of the financial statements.

Open Issues

As with any significant change in

accounting procedure, many ques-

tions remain. For example, under FAS

72, Accounting for Certain Acquisitions

of Banking or Thrift Institutions, finan-

cial institutions can recognize an uni-

dentifiable intangible asset in the

amount that the fair value of liabili-

ties assumed exceeds the fair value of

assets acquired. FASB specifically ex-

cluded these unidentified intangible

assets when drafting FAS 142. How-

ever, FASB has agreed to conduct ad-

ditional research on whether there are

issues unique to business combina-

tions of financial institutions that

have an excess of the fair value of li-

abilities over assets that would require

different guidance from that provided

in FAS 141.

On May 13, 2002, FASB issued an

Exposure Draft that would clarify that

FAS 141 is the appropriate account-

ing guidance relating to the recogni-

tion of FAS 72 intangibles in a busi-

ness combination involving stock-

holder-owned financial institutions.

Comments are due to FASB by June

24, 2002.

In addition, some institutions have

questioned whether capital guidelines

would be adjusted to allow net-of-tax

treatment of goodwill (i.e., total good-

will less the deferred tax liability). The

federal regulatory agencies are con-

sidering this and other issues, and will

issue formal guidance later in 2002.

Final Thoughts

While many acquirers in business

combinations may appreciate the po-

tential boost to earnings from the

elimination of goodwill amortization,

they face a challenge of the rigorous

and complex valuation process. In

order to comply with the provisions

of FAS 142, companies will have to

devote additional efforts in develop-

ing policies and procedures, provid-

ing additional training, and/or engag-

ing outside expertise.

Questions on the application of FAS

141 and 142 for financial reporting

purposes should be directed to the

company’s external auditor or other

qualified individual. Institutions su-

pervised by the Federal Reserve Bank

of Philadelphia that have questions

concerning the appropriate account-

ing and disclosure treatment for good-

will and other intangible assets for

regulatory reporting purposes should

contact Eddy Hsiao, Senior Exam-

iner, (Eddy.Hsiao@phil.frb.org) at

(215) 574-3772.

“Accounting for Goodwill” continued from page 9
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