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This rescission does not change the

Reg ulato ry Bulletin [|applicability of the conveyed document.

To determine the applicability of the
conveyed document, refer to the original
- issuer of the document.
Handbook: Thrift Activities
Subject: QTL; Earnings Sections: 270, 410, 440

Thrift Activities Regulatory Handbook Update

Summary: This bulletin provides updates to the following Thrift Activities Regulatory Handbook Sec-
tions: 270, Qualified Thrift Lender Test; 410, Financial Records and Reports; and 440, Present Value
Analysis. Please replace the existing handbook sections with the enclosed revised sections. We rescind
RB 32-9 dated January 28, 1999, with the issuance of this bulletin.

For Further Information Contact: Y our Office of Thrift Supervision (OTS) Regiona Office or the Su-
pervision Policy Division of the OTS, Washington, DC. Y ou may access this bulletin at our web site:
WWW.OtS.treas.gov.

Regulatory Bulletin 32-24
SUMMARY OF CHANGES

OTSisissuing updates to the following Thrift Activities Handbook Sections. Change bars in the margins
of the handbook sections indicate revisions. We provide a summary of all substantive changes below.

270 QTL

Small Business L oans: Adds change in definition of small business loan.

Penalties: Removes as a prohibition obtaining new FHLBank advances and the accompanying
restriction to repay any FHLBank advances. Revises the remaining restriction to dispose of any
investment when failing to meet the test.

Procedures: Addsto the first objective and No. 5 “achieving or maintaining QTL or DBLA
status.” Addsto No. 15 to include in the examination report a “third failure.”

Appendix C: Addsfootnoteto Line 5 of the instructions to deduct mortgage-servicing assets for
QTL. Removes from line 4 references to OTS' ruleon Liquidity at § 566.1. Line 4 uses new
statutory language “ cash and marketabl e securities’ to define liquid assets. Line 14 uses new
definition of small businessloansin 12 CFR § 560.3.
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Regulatory Bulletin 32-24

410

440

Regulatory R anew heading and a new paragraph that discusses the acces-
sibility of records s. Adds a new subsection regarding associations changing the

location of accounting ol Consolidates the Books and Records sections.
Thrift Financial Reports: In@o ertaining to the Electronic Filing System and the
availability of the TFR Instructi th
¢ent Reports.
Present Value Analysis
Compound Accumulation: Adds heading.
Present Value Analysis: Adds heading.
Discounting a Constant Amount Per Each Period: Omits Pro

Renegotiation of Existing L oans: Adds reference to SFAS Nos. 114,

References: Adds OTS s Directors

Fand 121.
Participation Loan Sale: Omits.

Yield on Remaining Portfolio: Omits section and Problem 21.

Gainsor Losseson Participations Sold: Omits section and Problem 22.

Adjustment of the Gain or Loss by a Reinvestment Rate Assumption: Omits section and
Problem 23.

Portfolio Valuation: Revisesintroductory discussion of APB No. 16 as amended.
References: Adds SFAS Nos. 114, 118, and 121.

Appendix B: Omits Problems 9 and 21 through 23.

St M A< —

—Scott M. Albinson
Managing Director, Supervision
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CHAPTER: Asset Quality

SECTION: Qualified Thrift Lender Status

Section 270

INTRODUCTION

To beaQualified Thrift Lender (QTL), an institu-
tion must either meet the Home Owners' Loan Act
(HOLA) QTL test or the Internal Revenue Service
(IRS) tax code Domestic Building and Loan Asso-
ciation (DBLA) test.

Savings associations may use either test to qualify
and may switch from one test to the other. OTS
has placed no limitations on the election except to
require that the association must meet the time
requirements of the respective test, that is, nine out
of the last twelve months or the taxable year. Ac-
cording to the IRS, ataxable year may be either a
calendar or fiscal year.

QUALIFIED THRIFT LENDER TEST

Under the QTL test, an institution must hold
Qualified Thrift Investments (QTI) equal to at
least 65 percent of its portfolio assets. The ratio of
an ingtitution’s QT divided by its portfolio assets
istheingtitution’s actual thrift investment percent-
age (ATIP). QTI must fall into one of the two
following categories:

Assets that are includable in QTI without
limit.
Assets limited to 20 percent of portfolio assets.

Portfolio assets are total assets minus goodwill and
other intangible assets, office property, and liquid
assets not exceeding 20 percent of total assets. An
institution ceasesto be a QTL when itsratio of
QTI (numerator) divided by its portfolio assets
(denominator) falls, at month end, below 65 per-
cent for four months within any 12-month period.

Assets that are includable as QTI without limit:

Loans (including qualifying real estate owned
as aresult of such loans) to purchase, refi-
nance, construct, improve, or repair domestic
residential or manufactured housing.

Home equity loans.
Educational loans.

Small business |oans.

L oans made through credit cards or credit card
accounts.

Securities backed by or representing an inter-
est in mortgages on domestic residential or
manufactured housing.

FHLB stock.

Obligations of the FDIC, FSLIC, RTC, and the
FSLI1C Resolution Fund (depending on the
date of the issue of such obligations).

Assets that are includable as QTI up to 20 percent
of portfolio assets:

Fifty percent of the amount of domestic resi-
dential housing mortgage loans originated and
sold within 90 days. An institution may, on a
consistent basis, include as QT either the
sales amounts from a previous quarter or the
previous rolling 90 days or three-month pe-
riod.

Investmentsin a service corporation that de-
rives at least 80 percent of its gross revenues
from activities related to domestic or manufac-
tured residential housing.

Two hundred percent of the amount of loans
and investmentsin “starter homes.”

Two hundred percent of the amount of certain
loansin “credit-needy areas.”

Loans for the purchase, construction, devel-
opment, or improvements of “community
service facilities’ not in credit-needy areas.

Loans for personal, family, or household pur-
poses (other than those reported in the assets
includable without limit category).

FNMA and FHLMC stock.

Office of Thrift Supervision
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Domestic Building and L oan Association Test

To beaQTL under the DBLA test (IRS regulation
26 CFR § 301.7701-13A), an institution must meet
a“business operations test” and a* 60 percent of
assets test.”

The business operations test requires the business
of aDBLA to consist primarily of acquiring the
savings of the public and investing in loans. An
institution meets the public savings requirement
when it meets one of two conditions:

The institution acquires its savings in confor-
mity with OTS rules and regulations.

The general public holds more than 75 percent
of its deposits, withdrawable shares, and other
obligations. The general public may not in-
clude family or related business groups or
persons who are officers or directors of the in-
stitution.

Aninstitution meets the investing in loans re-
guirement when more than 75 percent of its gross
income consists of interest on loans and govern-
ment obligations, and various other specified types
of operating income that financial institutions or-
dinarily earn.

The 60 percent of assets test requiresthat at |east
60 percent of aDBLA’s assets must consist of as-
sets that thrifts normally hold, except for consumer
loans that are not educational loans. The DBLA
test does not include, asthe QTL test doesto a
limited or optional extent, mortgage loans origi-
nated and sold into the secondary market and
subsidiary investments.

See Appendix A for the Internal Revenue Code
statutory definition of domestic building and [oan
association (26 USCA § 7701(a)(19)). See Appen-
dix B for the IRS s implementing regulation
defining domestic building and loan association
(26 CFR § 301.7701-13A).

BACKGROUND

Congressfirst established the QTL test as part of
the Competitive Equality Banking Act of 1987
(CEBA). Effective January 1, 1988, the Federal
Home Loan Bank Board implemented the CEBA

provisions. Thisrequired al thrift institutions to
invest at least 60 percent of their tangible assetsin
certain housing and related investments to main-
tain QTL status.

Congress amended the QTL test as part of the Fi-
nancia Institutions Reform, Recovery and
Enforcement Act of 1989 (FIRREA) and raised the
required ATIP to 70 percent. The statute phased in
the changes over atwo-year period. On August 9,
1990, new penalty provisions for failing the QTL
test became effective and on July 1, 1991, the re-
mainder of the FIRREA changes became effective.

The Federal Deposit Insurance Corporation Im-
provement Act of 1991 lowered the required ATIP
to 65 percent and changed the computation period
from arequired weekly average to arequired
maintenance period of 9 out of 12 immediately
preceding months.

The Economic Growth and Regulatory Paperwork
Reduction Act of 1996 (EGRPRA) amended the
QTL requirements to give thrifts a choice of tests.
A thrift must qualify either by meeting the HOLA
QTL test, as amended by the EGRPRA, or by
meeting the IRS' s DBLA tax code test. The
EGRPRA amended the QTL test to allow:

Educational loans, small business loans, and
credit card loans to count as QTIs without
limit.

Loans for personal, family, or household pur-
poses (other than those included in the without
limit category) to count as QTI in the category
limited to 20 percent of portfolio assets.

Exceptions

Section (m)(2) of the HOLA authorizesthe OTSto
grant temporary and limited exceptions from com-
pliance with the QTL test. OTS may grant
exceptions when extraordinary circumstances ex-
ist, or to significantly facilitate an acquisition
under 813(c) or 813(k) of the Federal Deposit In-
surance Act (FDIA).

Section (m)(2)(A) of the HOLA presents an exam-
ple of an extraordinary circumstance: when the
effects of high interest rates reduce mortgage de-
mand to such a degree that an insufficient

270.2 Regulatory Handbook
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Section 270

opportunity exists for a savings association to meet
the QTL requirement. Also, Thrift Bulletin 71,
Serving Communities Affected by Natural Disas-
ters, explains that within the constraints of safety
and soundness and statutory requirements, the
OTSwill facilitate savings association efforts to
assist communities affected by a natural disaster.
In doing so, the OTS may temporarily waive the
QTL requirement to allow capital compliant insti-
tutions to help rebuild non-QTL businesses.

Section 13(c) of the FDIA authorizes the FDIC to
provide financial assistance to facilitate a merger
or consolidation of atroubled insured depository
institution. Section 13(k) of the FDIA setsforth
criteriafor such emergency acquisitions of trou-
bled institutions. When granting an exception to
significantly facilitate a § 13(c) or 813(k) acquisi-
tion, the OTS must determine the following:

The acquired association will comply with a
51-month incremental phase-in transaction pe-
riod (see 8§(m)(2)(B)(ii) and (m)(7)(B) of the
HOLA).

The exception will not have an undue adverse
effect on competing savings associations in the
relevant market and will further the purposes
of the QTL test.

DEFINITIONS OF QTL TERMS

An institution must be able to demonstrate that
items being counted as QTI meet the specific defi-
nitions set forth below:

Acquisition, Development, and Construction
(ADC) Loans

Associations may include ADC loansin QTI with-
out limit provided the association is reasonably
certain the property will become domestic residen-
tial housing. Moreover, to count as QTI, an ADC
loan must meet at least one of the following crite-
ra

Theloan isfor property zoned exclusively for

residential use.

Theloan isfor property zoned to permit resi-
dential use and there are restrictionsin the

deed to the property that limit its use to pri-
marily residential dwellings.

The borrower will construct dwellings imme-
diately on nearly al the residentially zoned

property.
Community Service Facilities

Community service facility means churches or
other places of worship, schools, nursing homes,
hospitals, and facilities serving similar functions
within a community.

Domestic Housing

Thisterm refers to housing located within the 50
states, the District of Columbia, Puerto Rico, the
Virgin Islands, Guam, and the Pacific Islands.

Loans To Credit-Needy Areas

A credit-needy areais a geographic area or
neighborhood in which the credit needs of the low-
and moderate income residents are not being ade-
guately met. Thisincludes any census tract or
block numbering area delineated by the United
States Bureau of the Census where median income
isless than 80 percent of the area median income.
Area median income means the median family in-
come for a Metropolitan Statistical Area (MSA),
or the statewide non-metropolitan areaif located
outside an MSA.

A credit-needy area may also be an areathat meets
either of the following criteria:

An areatargeted for redevelopment by afed-
eral, state, tribal or local government that also
receives some form of financia assistance
from the federal, state, tribal or local govern-
ment.

Identified as credit-needy through consulta-
tions with local government and community
representatives. These determinations will be
subject to review for reasonableness during
examinations.

In addition, if theloan isfor asmall business or a
“community service facility” the association may

Office of Thrift Supervision
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classify it asaloan to a credit-needy areaiif it
meets one of the following criteria:

¥ Theloanisto acommunity service facility
or asmall business within the credit-needy
area.

¥ Theloanisto asmall business owned by an
individual whose home addressiswithin
the credit-needy area.

¥ Theloanisto acommunity service facility
that primarily servesindividuals whose
homes are within the credit-needy area.

For example, under the first criteria, aloan to a
community center, school, or small businessin a
credit-needy areawould qualify. Under the second,
asmall businessloanto aperson living in a
credit-needy area but whose businessis not within
such an areawould qualify. Finally, under the third
criteria, loansto hospitals, churches or school
dormitories that have clientele, the majority of
who livein credit-needy areas, would qualify.

Manufactured Housing

Manufactured housing has the same meaning as
defined by the National Manufactured Home Con-
struction and Safety Standards Act in 42 USC
Section 5402(6):

A structure, transportable in one or more sec-
tions, that in traveling mode measures at |east
eight feet by forty feet, or when erected is at
least 320 square feet, and that is built on a per-
manent chassis and designed to be used as a
dwelling with or without a permanent founda-
tion when connected to the required utilities,
and includes the plumbing, heating,
air-conditioning, and electrical systems con-
tained therein.

Mutual Funds

Aninstitution may count mutual fund investments
as QTI on apro rata basis to the same extent that
the underlying investments are eligible as QTI if
the institution invested directly in the underlying
investments. The mutual funds must aso meet the
other standards set forth in HOLA 8 5(c)(1)(Q).

Residential Housing

For QTL purposes, residential housing includes
OTS'sregulatory 12 CFR Part 541 definitions of
“residential real estate” and “dwelling unit.” Sec-
tion 541.23 also defines residential real estate (or
residential real property):

Homes (including condominiums and coopera
tives).

Combinations of homes and business property.

Other real estate used for primarily residential
purposes other than a home (but which may
include homes).

Combinations of such real estate and business
property involving only minor business use.

Farm residences and combinations of farm
residences and commercial farm real estate.

Property to be improved by the construction of
such structures.

Leasehold interests in the above real estate.

Section 541.10 defines dwelling unit to mean,
“The unified combination of rooms designed for
residential use by one family, other than asin-
gle-family dwelling.”

Small Business L oans
OTS Definition

OTS sdefinition of asmall businessloanisin 12
CFR 8 560.3: Small business loans and loans to
small businesses include any loan to a small busi-
ness as defined in this section; or aloan that does
not exceed $2 million (including a group of loans
to one borrower) and isfor commercial, corporate,
business, or agricultural purposes. The following
guidelines also apply:

Generally, the original amount of aloanisthe
total amount of the loan at origination or the
amount of the loan balance outstanding,
whichever islarger.

For loan participations and syndications, the
original amount of the loan participation or
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syndication is the entire amount of the credit
the lead lender originated.

For loans drawn down under lines of credit or
loan commitments, the original amount of the
loan is the amount when the lender most re-
cently approved, extended, or renewed the line
of credit or loan commitment before the report
date. However, if the amount currently out-
standing as of the report date exceeds this size,
the original amount is the amount currently
outstanding.

Institutions should combine multiple loans to
one borrower and report them on an aggre-
gated basis.

Small Business Administration (SBA)
Definition

OTSregulation 12 CFR 8 560.3 also cites the SBA
definition of small business loans. Savings asso-
ciations familiar with the SBA standards may
prefer to use the eligibility criteria established by
the SBA. See section 3(a) of the Small Business
Act (Act), 15 USC 632(a), as implemented by
SBA’sregulations at 13 CFR Part 121.

Section 3(a) of the Act states that a small business
concern must be independently owned and oper-
ated and not dominant in itsfield of operation. The
Act provides that the definition shall vary from
industry to industry in determining what a small
businessis to the extent necessary to properly re-
flect industry differences. In addition, the SBA is
to make a detailed definition of the term based on,
among other criteria, a business's number of em-
ployees and dollar amount of business.

The SBA size standards at 13 CFR Part 121 define
the maximum sizes to be eligible as a small busi-
ness concern. Two principal maximum size
standards are 500 employees for most manufactur-
ing and mining industries, and $5 million in
average annual receipts for most manufacturing
industries. However, many exceptions exist and
the SBA periodically changes size standards for
different industries. Reference to the regulationsis
necessary to determine size eligibility require-
ments for a specific business concern.

Starter Home Loans

To be defined as a starter home loan for QTL pur-
poses, aloan must meet certain criteria:

Be secured by a one- to four-family home or
multifamily residential dwelling; or by ade-
velopment where 75 percent or more of the
value of the development consists of such
homes. In developments, up to 25 percent of
the loan amount may be for facilities serving
the community such as community centers or
shopping malls.

Be appraised at the time of loan origination at
60 percent less than the median value of newly
constructed one- to four-family housesin the
community where the starter home is located.

If no median figures are available for the local
community, there are three permissible methods
for estimating the median housing pricein the
community.

Federal Housing Finance Board (FHFB)
Method. An institution may rely on the most
recent annual statewide housing value data
generated by the FHFB. OTSregional offices
will make the FHFB data available.

National Association of Home Builders
(NAHB) Method. NAHB publishes median
housing prices monthly for 190 metropolitan
areas as part of its Housing Opportunity Index.
Associations may use the most recent NAHB
dataif it includes the local community in
which the starter home is located.

Private Method. An institution may rely on
figures generated by a private company that
has substantial experience conducting market
surveys. The association may use the data on
newly constructed housing values for one year
after the date of the survey. The survey meth-
odology will be subject to review during
examinations.

CONSOLIDATION OF SUBSIDIARIES

In determining an institution’ s portfolio assetsin
the calculation of its ATIP, the institution must
consolidate its assets with a subsidiary’ s assets in
the following situations:
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The institution consolidates the subsidiary’s
assets with the institution’ s assets in determin-
ing its QTI.

The association includes the subsidiary’ s resi-
dential mortgage loans originated and sold
within 90 days of origination to determine the
institution’s QTI.

Except for these circumstances, an institution has
the option to consolidate or not, and may make
such a decision as frequently as monthly.

PENALTIES

Statutory penalty provisions require an institution
that failsto remain aQTL to either become a na-
tional bank or be prohibited from the following:

Making any new investments or engaging in
any new activity not allowed for both ana-
tional bank and a savings association.

Establishing any new branch office unless al-
lowable for a national bank.

Paying dividends unless allowable for a na-
tional bank.

Any company that controls a savings association
that failsto regain its QTL status within one year
must register as and be deemed to be a bank hold-
ing company.

Three years from the date a savings association
should have become or ceasesto beaQTL, by
failing either to meet the QTL test or the DBLA
test, the institution must comply with the following
restriction:

Dispose of any investment or not engagein
any activity unless the investment or activity is
allowed for both a national bank and a savings
association.

REQUALIFICATION

A savings association may requalify asa QTL only
once. Failure to maintain QTL status after requali-
fication permanently subjects a savings association
to the penalties described above.

MONITORING QTL COMPLIANCE

Y ou are responsible for reviewing an institution’s
policies and procedures for maintaining QTL or
DBLA status. Y ou must aso review documenta-
tion with the primary focus on the following:

Evaluate the digibility of qualifying invest-
ments and to reconcile the amounts recorded.

Ensure that calculations reported on Schedule
Sl of an institution’s Thrift Financial Report
are correct.

Confirm that the institution’s QTL or DBLA
statusis correct.

REFERENCES

United States Code (12 USC)

§ 1430(e) Reduced Eligibility for
Advances
§ 1467a(m) Qualified Thrift Lender Test

United States Code (15 USC)
§632(a) Small Business Act
United States Code (26 USC)

§ 7701(a)(19) Domestic Building and Loan

Association Test

United States Code (42 USC )

National Manufactured Home
Construction and Safety
Standards Act

§ 5402(6)

Code of Federal Regulations (13 CFR)
Part 121 Small Business Regulations
Code of Federal Regulations (26 CFR)

§301.7701-13A  Post-1969 Domestic Building
and Loan Association
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Office of Thrift Supervision Bulletins

TB 71 Serving Communities Affected
by Natural Disasters
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Qualified Thrift Lender Status
Program

Examination Objectives

To evaluate the ingtitution’ s policies, procedures, and controls for achieving or maintaining QTL or DBLA

status.

To confirm theinstitution’s QTL or DBLA status.

To ensure that the institution observes any consequent limitations or penalties for QTL or DBLA failure.

Examination Procedures

Level |

1

Determine if the institution observesthe QTL or DBLA test. If it isthe DBLA test,
determine if the institution meets applicable DBLA criteria.

Wkp.Ref.

Review and assess the accuracy of the Qualified Thrift Lender Worksheet or records of
compliance with the DBLA test.

Determine whether the institution met the requirements of the QTL or DBLA test since
the last examination.

Review the previous examination report to determine the presence of any QTL-related
issues. Determine if management has corrected the deficiencies.

Assess the ingtitution’ s policies, procedures, and controls relating to achieving or
maintaining QTL or DBLA status.

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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Program

WKp. Ref.

6. Determine whether any exceptions to the QTL requirement exist, such as extraordinary
circumstances.
7. Determine if the institution records all investments correctly.
8. Determineif all investments counted as QTI meet the applicable standards.
9. Review documentation supporting the inclusion of any investments that are not clearly
eigible.
10. If theingtitution failed the QTL or DBLA test, perform Level 11 procedures.
Level Il
11.  Whentheinstitution hasfailed the QTL or DBLA test, determineif the failure isthe first
one.
12.  Determine how long the failure has lasted and if the institution has complied with the
appropriate penalties.
13.  Interview management to determine if the institution intends to change the composition of
its balance sheet to re-qualify asa QTL or DBLA.
Exam Date:
Prepared By:
Reviewed By:
Docket #:
270P.2 Regulatory Handbook June 2002 Office of Thrift Supervision



Qualified Thrift Lender Status
Program

WKp. Ref.

14.  Determine management’s plan for maintaining QTL or DBLA status once regained,
stressing the consequences of a second failure.

15.  Statein the examination report if the institution has not complied with QTL penalties
since failure, or if the review uncovers a second or third failure. Outline the actions the
institution needs to take to comply with the applicable penalty provisions.

16.  Ensurethat your review meets the Objectives of this Handbook Section. State your
findings, conclusions, and appropriate recommendations for any necessary corrective
measures on the appropriate work papers and report pages.

Examiner’'s Summary, Recommendations, and Comments

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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Internal Revenue Code Definition of
“Domestic Building and Loan Associa-

tion”

26 U.S.C.A. § 7701(a)(19)

(19) Domestic building and loan association. -
The term “domestic building and loan associa-
tion” means a domestic building and loan
association, a domestic savings and loan associa-
tion, and a Federal savings and |oan association —

(A)

(B)

(©

(i)
(if)

(iii)

which either (i) isan insured institution
within the meaning of section 401(a) of
the National Housing Act (12 U.S.C., sec.
1724(a)), or (ii) is subject by law to su-
pervision and examination by State or
Federal authority having supervision over
such associations;

the business of which consists principally
of acquiring the savings of the public and
investing in loans; and

at least 60 percent of the amount of the
total assets of which (at the close of the
taxable year) consists of —

cash,

obligations of the United States or of a
State or political subdivision thereof, and
stock or obligations of a corporation
which isan instrumentality of the United
States or of a State or political subdivi-
sion thereof, but not including obligations
the interest on which is excludable from
gross income under section 103,

certificates of deposit in, or obligations

(vi)

(vii)

the proceeds of the loan, will become)
residential real property or rea property
used primarily for church purposes, loans
made for the improvement of residential
real property or real property used primar-
ily for church purposes, provided that for
purposes of this clause, residential real
property shall include single or multifam-
ily dwellings, facilitiesin residential

devel opments dedicated to public use or
property used on a nonprofit basis for
residents, and mobile homes not used on a
transient basis,

loans secured by an interest in real prop-
erty located within an urban renewal area
to be developed for predominantly resi-
dential use under an urban renewal plan
approved by the Secretary of Housing and
Urban Development under part A or part
B of title | of the Housing Act of 1949, as
amended, or located within any area cov-
ered by a program eligible for assistance
under section 103 of the Demonstration
Cities and Metropolitan Development Act
of 1966, as amended, and loans made for
the improvement of any such real prop-
erty,

loans secured by an interest in educa-
tional, health, or welfare institutions or
facilities, including structures designed or
used primarily for residential purposes for
students, residents, and persons under
care, employees, or members of the staff
of such institutions or facilities,

(viii) property acquired through the liquidation

of defaulted loans described in clause (v),
(vi), or (vii),

of, a cqrporati on 'organized ur_1der a State (ix) loans made for the payment of expenses
law which specifically authorizes such of college or university education or vo-
corporation to insure the dfepps tsor share cational training, in accordance with such
accounts of member associations, regulations as may be prescribed by the
. i Secretary,
(iv) loanssecured by adeposit or share of a
member, (x) property used by the association in the
) i conduct of the business described in sub-
(v) loans (including redeemable ground rents, paragraph (B), and
as defined in section 1055) secured by an
interest in real property which is (or, from
Office of Thrift Supervision June 2002 Regulatory Handbook 270A.1
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(xi) any regular or residual interestin a
REMIC, but only in the proportion which
the assets of such REMIC consist of
property described in any of the preced-
ing clauses of this subparagraph; except
that if 95 percent or more of the assets of
such REMIC are assets described in
clauses (i) through (x), the entire interest
in the REMIC shall qualify.

At the election of the taxpayer, the percentage
specified in this subparagraph shall be applied on
the basis of the average assets outstanding during
the taxable year, in lieu of the close of the taxable
year, computed under regulations prescribed by
the Secretary. For purposes of clause (v), if a
multifamily structure securing aloan isused in
part of nonresidential purposes, the entire loanis
deemed aresidential real property loan if the

planned residential use exceeds 80 percent of the
property’ s planned use (determined as of the time
the loan is made). For purposes of clause (v),
loans made to finance the acquisition or develop-
ment of land shall be deemed to be loans secured
by an interest in residential real property if, under
regulations prescribed by the Secretary, thereis
reasonabl e assurance that the property will be-
come residential real property within a period of
three years from the date of acquisition of such
land; but this sentence shall not apply for any tax-
able year unless, within such three-year period,
such land becomes residential real property. For
purposes of determining whether any interest in a
REMIC qualifies under clause (xi), any regular
interest in another REMIC held by such REMIC
shall be treated as aloan described in a preceding
clause under principles similar to the principles of
clause (xi); except that, if such REMIC’s are part
of atiered structure, they shall be treated as one
REMIC for purposes of clause (xi).
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Internal Revenue Service’s Regulatory
Definition of “Domestic Building and
Loan Association”

26 CFR Ch. 1 (4-1-96 Edition)

§ 301.7701-13A. Post-1969 domestic building and
|oan association.

(@ Ingeneral. For taxable years beginning after
July 11, 1969, the term “domestic building
and loan association” means a domestic
building and loan association, a domestic
savings and loan association, a Federal sav-
ings and loan association, and any other
savingsinstitution chartered and supervised
asasavings and loan or similar association
under Federal or State law which meets the
supervisory test (described in paragraph (b)
of this section), the business operations test
(described in paragraph (c) of this section),
and the assets test (described in Paragraph
(d) of this section). For the definition of the
term “domestic building and loan associa-
tion” for taxable years beginning after
October 16, 1962, and before July 12, 1969,
see § 301.7701-13.

(b) Supervisory test. A domestic building and
loan association must be either (1) anin-
sured institution within the meaning of
section 401(a) of the National Housing Act
(12 USC 1724(a)) or (2) subject by law to
supervision and examination by State or
Federal authority having supervision over
such associations. An “insured institution”
is one the accounts of which areinsured by
the Federal Savings and Loan Insurance
Corporation.

(c) Businessoperationstest —

(1) Ingeneral. An association must utilize its
assets so that its business consists princi-
pally of acquiring the savings of the public
and investing in loans. The requirement of
this paragraph isreferred to in this section
as the business operations test. The business
of acquiring the savings of the public and
investing in loans includes ancillary or inci-
dental activitieswhich are directly and

(2)

primarily related to such acquisition and in-
vestment, such as advertising for savings,
appraising property on which loans are to
be made by the association, and inspecting
the progress of construction in connection
with construction loans. Even though an as-
sociation meets the supervisory test
described in paragraph (b) of this section
and the assets test described in paragraph
(d) of this section, it will nevertheless not
qualify as adomestic building and loan as-
sociation if it does not meet the
requirements of both paragraphs (2) and (3)
of this paragraph (c), relating, respectively,
to acquiring the savings of the public and
investing in loans.

Acquiring the savings of the public. There-
quirement that an association’s business
(other then investing in loans) must consist
principally of acquiring the savings of the
public ordinarily will be considered to be
met if savings are acquired in all material
respects in conformity with the rules and
regulations of the Federal Home L oan Bank
Board or substantially equivalent rules of a
State law or supervisory authority. Alterna-
tively, such requirement will be considered
to be met if more than 75 percent of the dol-
lar amount of the total deposits,
withdrawable shares, and other obligations
of the association are held during the tax-
able year by the general public, as opposed
to amounts deposited or held by family or
related business groups or persons who are
officers or directors of the association.
However, the preceding sentence shall not
apply if the dollar amount of other obliga-
tions of the association outstanding during
the taxable year exceeds 25 percent of the
dollar amount of the total deposits, with-
drawable shares, and other obligations of
the association outstanding during such
year. For purposes of this paragraph, the
term “other abligation” means notes, bonds,
debentures, or other obligations, or other
securities (except capital stock), issued by
an association in conformity with the rules
and regulations of the Federal Home Loan
Bank Board or substantially equivalent
rules of a State law or supervisory author-
ity. The term “other obligations’ does not
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©)

(@

(b)
(©)

(d)

include an advance made by a Federal
Home Loan Bank under the authority of
section 10 or 10b of the Federal Home Loan
Bank Act (12 USC 1430, 1430b) as
amended and supplemented. Both percent-
ages specified in this paragraph shall be
computed either as of the close of the tax-
able year or, at the option of the taxpayer,
on the basis of the average of the dollar
amounts of the total deposits, withdrawable
shares, and other obligations of the associa-
tion held during the taxable year. Such
averages shall be determined by computing
each percentage specified either as of the
close of each month, as of the close of each
quarter, or semiannually during the taxable
year and by using the yearly average of the
monthly, quarterly, or semiannual percent-
ages obtained. The method selected must be
applied uniformly for the taxable year to
both percentages, but the method may be
changed from year to year.

Investing in loans —

In genera. The requirement that an associa-
tion’ s business (other than acquiring the
savings of the public) must consist princi-
pally of investing in loans will be
considered to be met for ataxable year only
if more than 75 percent of the grossincome
of the association consists of —

Interest or dividends on assets defined in

paragraphs (1), (2), and (3) of paragraph (e)
of this section,

Interest on loans,

Income attributabl e to the portion of prop-
erty used in the association’ s business, as
defined in paragraph (e)(11) of this section,

So much of the amount of premiums, dis-
counts, commissions, or fees (including late
charges and penalties) on loans which have
at some time been held by the association,
or for which firm commitments have been
issued, asis not in excess of 20 percent of
the gross income of the association,

()

(f)

(i)

(@

(b)

(©)

Net gain from sales and exchanges of gov-
ernmental obligations, as defined in
paragraph (e)(2) of this section, or

Income, gain or loss attributable to fore-
closed property, as defined in paragraph
(e)(9) of this section, but not including such
income, gain or loss which, pursuant to sec-
tion 595 and the regulations thereunder, is
not included in gross income. Examples of
types of income which would cause an as-
sociation to fail to meet the requirements of
this paragraph if, in the aggregate, they
egual or exceed 25 percent of grossincome,
are: The excess of gains over losses from
sales of real property (other than foreclosed
property); rental income (other than on
foreclosed property and the portion of prop-
erty used in the association's business);
premiums, commission, and fees (other than
commitment fees) on loans which have
never been held by the association; and in-
surance brokerage fees.

Computation of grossincome. For purposes
of this paragraph, gross income is computed
without regard to —

Gain or loss on the sale or exchange of the
portion of property used in the association's
business as defined in paragraph (e)(11) of
this section.

Gain or loss on the sales or exchange of the
rented portion of property used as the prin-

cipal or branch office of the association, as
defined in paragraph (e)(11) of this section,
and

Gains or losses on sales of participations,
and loans, other than governmental obliga-
tions defined in paragraph (e)(2) of this
section.

For purposes of this paragraph, grossincomeis
also computed without regard to items of income
which an association establishes arise out of
transactions which are necessitated by exceptional
circumstances and which are not undertaken as
recurring business activities for profit. Thus, for
example, an association would meet the investing
in loans requirement if it can establish that it
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would otherwise fail to meet that requirement
solely because of the receipt of a nonrecurring
item of income due to exceptional circumstances.
For this purpose, transactions necessitated by an
excess of demand for loans over savings capital in
the association’s area are not to be deemed to be

another. See paragraph (f) of this section
for definition of certain termsused in this
paragraph and in paragraph (e) of this sec-
tion, and for the determination of amount
and character of loans.

necessitated by exceptional circumstances. For (e) Assetsdefined. The assets defined in this
purposes of paragraph (c)(3)(ii)(c) of this section, paragraph are —
the term “sales of participations’ means sales by
an association of interest in loans, which sales (1) Cash. Theterm “cash” means cash on hand,
meet the requirements of the regulations of the and time or demand deposits with, or with-
Federal Home Loan Bank Board relating to sales drawable accountsin, other financial
of participations, or which meet substantially institutions.
equivalent requirements of State law or regula-
tions relating to sales of participations. (2) Governmental obligations. The term “gov-
ernmental obligations’” means —
(iii) Reporting requirement. In the case of in-
come tax returns for taxable years (i) Obligations of United States,
beginning after July 11, 1969, thereisre-
quired to be led with the return a statement (i) Obligations of a State or political subdivi-
showing the amount of grossincome for the sion of a State, and
taxable year in each of the categories de-
scribed in paragraph (c)(3)(i) of this (iii) Stock or obligations of a corporation which
section. isan instrumentality of the United States, a
State, or a political subdivision of a State,
(d) 60 Percent of assetstest. At least 60 percent other than obligations the interest on which
of the amount of the total assets of a domes- is excludable from gross income under sec-
tic building and loan association must tion 103 and the regulations thereunder.
consist of the assets defined in paragraph
(e) of this section. The percentage specified (3) Deposit insurance company securities. The
in this paragraph is computed as of the term “deposit insurance company securi-
close of the taxable year or, at the option of ties” means certificates of deposit in, or
the taxpayer, may be computed on the basis obligations of, a corporation organized un-
of the average assets outstanding during the der a State law which specifically
taxable year. Such average is determined by authorizes such corporation to insure the
making the appropriate computation de- deposits or share accounts of member asso-
scribed in this section either as of the close ciations.
of each month, as of the close of each quar-
ter, or semiannually during the taxable year (4) Passbook loan. The term “passbook loan”
and by using the yearly average of the means a loan to the extent secured by a de-
monthly, quarterly, or semiannual percent- posit, withdrawable share, or savings
age obtained for each category of assets account in the association, or share of a
defined in paragraph (e) of this section. The member of the association, with respect to
method selected must be applied uniformly which adistribution is allowable as ade-
for the taxable year to all categories of as- duction under section 591.
sets, but the method may be changed form
year to year. For purposes of this paragraph, (5) Residential real property loan. [Reserved]
it isimmaterial whether the association
originated the loans defined in paragraphs (6) Church loan. [Reserved]
(4) through (8) and (10) of paragraph (€) of
this section or purchased or otherwise ac- (7)  Urban renewal loan. [Reserved]
quired them in whole or in part from
Office of Thrift Supervision June 2002 Regulatory Handbook 270B.3
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(8)
(9)
(10)
(11)

(i)

(i)

Institutional loan. [Reserved)]

Foreclosed property. [Reserved]
Educational loan. [Reserved]

Property used in the association’ s business—

In genera. The term “property used in the
association’ s business” means land, build-
ings, furniture, fixtures, equipment,
leasehold interests, leasehold improve-
ments, and other assets used by the
association in the conduct of its business of
acquiring the savings of the public and in-
vesting in loans. Real property held for the
purpose of being used primarily as the prin-
cipal or branch office of the association
constitutes property used in the associa-
tion’ s business so long asit is reasonably
anticipated that such property will be occu-
pied for such use by the association, or that
construction work preparatory to such oc-
cupancy will be commenced thereon, within
2 years after acquisition of the property.
Stock of awholly owned subsidiary corpo-
ration which has asits exclusive activity the
ownership and management of property
more than 50 percent of the fair rental value
of which is used as the principal or branch
office of the association constitutes prop-
erty used in such business. Real property
held by an association for investment or
sale, even for the purpose of obtaining
mortgage loans thereon, does not constitute
property used in the association's business.

Property rented to others. Except as pro-
vided in the second sentence of paragraph
(112)(i) of this paragraph (€), property or a
portion thereof rented by the association to
others does not constitute property used in
the association's business. However, if the
fair rental value of the rented portion of a
single piece of rea property (including ap-
purtenant parcels) used as the principal or
branch office of the association constitutes
less than 50 percent of the fair rental value
of such piece of property, or if such prop-
erty has an adjusted basis of not more than
$150,000, the entire property shall be con-
sidered used in such business. If such rented

(12)

portion constitutes 50 percent or more of
the fair rental value of such piece of prop-
erty, and such property has an adjusted
basis of more than $150,000, an allocation
of its adjusted basisis required. The portion
of the total adjusted basis of such piece of
property which is deemed to be property
used in the association’ s business shall be
egual to an amount which bears the same
ratio to such total adjusted basis as the
amount of the fair rental value of the por-
tion used as the principal or branch office
of the association bears to the total fair
rental value of such property. In the case of
al property other than real property used or
to be used as the principal or branch office
of the association, if the fair rental value of
the rented portion thereof constitutes less
than 15 percent of the fair rental value of
such property, the entire property shall be
considered used in the association's busi-
ness. If such rented portion constitutes 15
percent or more of the fair rental value of
such property, an allocation of its adjusted
basis (in the same manner as required for
real property used as the principal or branch
office) isrequired.

Regular or residual interest in a REMIC —

In generdl. If for any calendar quarter at
least 95 percent of aREMIC' s assets (as de-
termined in accordance with § 1.860F-
4(e)(1)(ii) or 8§ 1.6049-7(f)(3) of this chap-
ter) are assets defined in paragraph (e)(1)
through (e)(11) of this section, then for that
calendar quarter al the regular and residual
interestsin that REMIC are treated as assets
defined in this paragraph (e). If lessthan 95
percent of a REMIC' s assets are assets de-
fined in paragraph (e)(1) through (e)(11) of
this section, the percentage of each REMIC
regular or residua interest treated as an as-
set defined in this paragraph (e) is equal to
the percentage of the REMIC'’ s assets that
are assets defined in paragraph (e)(1)
through (€)(11) of this section. See 88
1.860F-4(e)(2)(ii)(B) and 1.6049-7(f)(3) of
this chapter for information required to be
provided to regular and residual interest
holders if the 95 percent test is not met.
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(i)  Loans secured by manufactured housing. (f) Specia rules. [Reserved]
For purposes of paragraph (e)(12)(i) of this
section, aloan secured by manufactured
housing treated as a single family residence
under section 25(e)(10) is an asset defined
in paragraph (e)(1) through (e)(11) of this
section.
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QTL Worksheet for the Month of
Line Amount

PORTFOLIO ASSETS (in thousands)
Total Assets 1
20% of Total Assets (Line 1 X .20) 2

Office Building 3

Liquidity (cash and marketable securities) 4

Goodwill and Other Intangibles 5
Deductions from Total Assets (Sum of Lines 3, 4, and 5) 6
PORTFOLIO ASSETS (Linesl Minus Line 6) 7
20% OF PORTFOLIO ASSETS (Line 7 X .20) 8
QUALIFIED THRIFT INVESTMENTS (QTI)
ASSETS INCLUDABLE WITHOUT LIMIT
Mortgage Loans 9
Real Estate Owned (Residential) 10
Home Equity Loans 11
Mortgage-Backed Securities 12
Educational Loans 13
Small Business Loans 14
Credit Card Loans 15
Obligations of Deposit Insurance Agencies (Prior to 7/1/89) 16
Obligations of Deposit Insurance Agencies (On or After 7/1/89) 17
Federal Home Loan Bank Stock 18
TOTAL QTI INCLUDABLE WITHOUT LIMIT (Sum of Lines 9 through 18) 19 |
ASSETSINCLUDABLE UP TO 20% OF PORTFOLIO ASSETS
50% Of Residential Mortgage Loans Originated and Sold Within 90 Days 20
80% Service Corporations 21
200% of 1-4 Family Residence Loans (Starter Homes <60% Median) 22
200% of Certain Loansin Credit-Needy Areas 23
Community Service Facility Loans (Purchase, Construction, Improvement) 24
Loans for Personal, Family, or Household Purposes 25
FNMA or FHLMC Stock 26
FOR PUERTO RICAN AND VIRGIN ISLAND INSTITUTIONS ONLY
Loans for Personal Family or Household Purposes 27
Community Service Facility Loans (Purchase, Construction, Improvement) 28
200% of 1-4 Family Residence Loans (Starter Homes<Median) 29
Total QTI Includable Up to 20% of Portfolio Assets (The Lesser of the Sum of Lines 20- 30
26 or Line 8)
TOTAL QUALIFIED THRIFT INVESTMENTS (Sum of Lines 19 and 30) 31 |
ACTUAL THRIFT INVESTMENT PERCENTAGE (Line 31 Divided by Line 7) 32 | %

OTS Form 1427
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Instructions for QTL Worksheet

To calculate the actual thrift investment percent-
age (ATIP), follow the instructions below and
refer to the QTL worksheet. Each institution that
electsto comply with the QTL test must perform
these cal culations on amonthly basis.

Part 1 — Portfolio Assets

Line 1l —Total Assets

Enter total assets. Consolidate a subsidiary if the
association counts as a qualified thrift investment
any of the subsidiary’s assets, or mortgages origi-
nated and sold within 90 days of origination.
Also, if the institution counts its investment in an
80% mortgage-related revenue subsidiary as
qualified thrift investment on Line 21, it must in-
clude that investment in total assets.

Line 2 —20% of Total Assets
Multiply Line 1 by 0.20.

Line 3 — Office Building

Enter the depreciated carrying value of the prop-
erty, furniture, fixtures, and equipment that the
institution uses to conduct its business.

Line4 — Liquidity

Enter the lesser of the institution’s liquid assets
(cash and marketable securities) or the amount on
Line 2. Do not include as liquidity any securities
entered on Line 12.

Line 5 — Goodwill and Other Intangibles

Enter the current unamortized balance of goodwill
and other intangibles (including mortgage loan
servicing rights).

Line 6 — Deductions from Total Assets
Enter the sum of Lines 3, 4, and 5.

! While OTS does not consider servicing assets intan-
giblesfor regulatory capital purposes, our policy isto
deduct mortgage servicing assets for QTL.

Line 7 — Portfolio Assets
Subtract Line 6 from Line 1.

Line 8 —20% of Portfolio Assets
Multiply Line 7 by 0.20.

Part 2 —Qualified Thrift Investments

Note: For al calculations use the outstanding
principal balance and add accrued interest and
premiums; deduct specific valuation allowances,
charge-offs, deferred loan fees, loansin process
and unearned discounts.

A. Assets Includable Without Limit

Line 9 — Mortgage L oans

Enter loans held that were made to purchase, refi-
nance, construct, improve, or repair domestic
residential housing or manufactured housing.
Note: The term “domestic” refers to units within
the 50 states, the District of Columbia, Puerto
Rico, the Virgin Islands, Guam, and the Pacific
Islands.

Line 10 — REO (Residential)

Enter property acquired through foreclosure, deed
in lieu of foreclosure, or in-substance foreclosure
that if it had remained as aloan would have been
aqualified thrift investment reported on Lines 9,
11, or 14. Include real estate in judgment.

Line 11 —Home Equity Loans

Enter home equity loans. Note: Include here any
consumer receivables secured in part by lien on

domestic residential housing. If entered here do

not include on Line 25.

Line 12 — Mortgage-Backed Securities

Enter securities backed by or representing an in-
terest in domestic residential housing or
manufactured housing. Institutions should include
securities purchased and exclude securities sold
from qualified thrift investments on their trade
dates. Note: Thisitem encompasses mortgage-
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pool securities, mortgage-pool pass-through secu-
rities, mortgage-backed bonds, and mortgage-
backed pay-through bonds. This item also encom-
passes any derivative mortgage-related security
created by disaggregating and repackaging the
cash flows received as payments on mortgages
and traditional mortgage-pool securities. The un-
derlying assets of such securities must be
domestic residential housing. Bonds, including
FHLB, FHLMC, FNMA and GNMA bonds, count
only if they are backed by mortgages. Do not in-
clude as a qualified thrift investment Resolution
Funding Corporation (REFCO) bonds.

Line 13 — Educationa Loans

Enter education loans.

Line 14 — Small Business L oans

Enter small businessloans. Generally, small busi-
ness loans are $2 million or less at origination.
See the definition in 12 CFR § 560.3.

Line 15 — Credit Card L oans

Enter loans made in conjunction with the issuance
or extension of credit through a credit card. This
includes loans made to consolidate credit card
debt (including credit card debt that other lenders
previously held), participation certificates, securi-
ties and similar instruments secured by credit card
receivables.

Line 16 — Obligations of Deposit |nsurance Agen-
ciesIssued Prior to July 1, 1989

Enter obligations of the FDIC or FSLIC issued
before July 1, 1989, for a period not to exceed ten
years past the issue date.

Line 17 — Obligations of Deposit |nsurance Agen-
cies Issued On or After July 1, 1989

Enter obligations of the FDIC, the FSLIC, the
FSLIC Resolution Fund, or the RTC issued on or
after July 1, 1989, for a period not to exceed five
years past the issue date.

Line 18 — Federal Home Loan Bank Stock
Enter Federal Home L oan Bank stock.

Line 19 — Total Qualified Thrift Investments In-
cludable Without Limit

Enter the sum of Lines 9 through 18.

B. Assets Includable up to 20% of Portfolio Assets

Line 20 —50% of Residential Mortgage L oans
Originated and Sold Within 90 Days

Enter 50% of loans on domestic residential hous-
ing that the association originated and sold within
90 days of origination, provided that the associa
tion sold these mortgage loans during the quarter
for which this calculation is being made. Associa-
tions may use either the previous quarter’ s figures
or arolling 90-day period.

Line 21 —80% Service Corporations

Enter the investment (capital stock, loans, ad-
vances, and securities) in service corporations that
derive 80% of their gross revenues from dealing
in domestic residential housing or manufactured
housing. Note: Institutions that consolidate such
subsidiariesin Line 1 (Total Assets) and count
any service corporation assets as qualified thrift
investments may not report the institution’sin-
vestment on thisline.

Line 22 —200% of One- to Four-Family Resi-
dence Loans (Starter Homes L ess than 60%

Median)

Enter 200% of loans and investments in domestic
residential housing (if not entered on Line 9), the
price of which is, or is guaranteed to be, less than
60% of the median price of comparable housing
in the community where the housing islocated.
Note: To use this line item, institutions must
maintain records demonstrating that the housing
meets the 60% of median value test. See defini-
tion of starter home loans.
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Line 23 —200% of Certain Loans In Credit-Needy

Areas

Enter 200% of loans on domestic residential
housing, community service facilities, and to
small businesses in credit-needy areas. Do not
include any small business loans here if entered
on Line 14.

Line 24 — Community Service Facility Loans
(Purchase, Construction, | mprovement)

Enter loans for community service facilities ex-
cept those included on Line 23.

Line 25 — Loans for Personal, Family, or House-
hold Purposes

Enter personal, family, household, or share loans,
except those included on Lines 11, 13 and 15.

Line 26 — Stock of the FNMA or the FHLMC

Enter FNMA and FHLMC stock that the institu-
tion holds.

Puerto Rican and Virgin Island Institutions Only
— All Other Thrifts Go to Line 30.

Note: For Lines 27 and 29, the amounts that
Puerto Rican thrifts enter may only be for invest-
mentsin Puerto Rico. Similarly, the amounts that
Virgin Islands thrifts enter may only be for in-
vestmentsin the Virgin Islands.

Line 27 — Loan for Personal, Family or House-
hold Purposes

Enter personal, family, household, or share loans
made to personsresiding or domiciled in Puerto
Rico or the Virgin Islands. Do not include loans
entered on Lines 11 or 25.

Line 28 — Community Service Facility Loans
(Purchases, Construction, |mprovement)

Enter loans for community service facilities and
loans to small businesses in Puerto Rico or the
Virgin Islands, except those included on Lines 23
and 24.

Line 29 — 200% of One- to Four-Family Resi-
dence Loans (Starter Homes L ess than M edian)

Enter 200% of loans and investments in domestic
residential housing in Puerto Rico and the Virgin
Islands, the price of which is, or is guaranteed to
be, less than the median price of comparable
housing in the community where the housing in
located. Do not include loans entered on Line 22.
Note: To use thisline item, institutions must
maintain records demonstrating that the housing
meets the median value test.

Line 30 — Total Qualified Thrift |Investments In-
cludable Up to 20% of Portfolio Assets

Enter the lesser of the sum of Lines 20 through 26
or Line8.

Part 3—Total Qualified Thrift Investments
and Actual Thrift Investment Percentage

Line 31 — Total Qualified Thrift Investments

Enter the sum of Lines 19 and 30. Thisis a sav-
ings association’ s total qualified thrift investment
figure. If you are a Puerto Rican or Virgin Island
savings association, also add Lines 27 through 29.

Line 32 — Actual Thrift Investment Percentage
(ATIP)
DivideLine31 by Line7.
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Section 410

INTRODUCTION

Complete and accurate records and reports are
essential for a savings association’ s board of di-
rectors and officers in making informed decisions
and in clearly understanding and supporting
transactions. Also, an association must have poli-
cies, procedures, and controls established to
ensure that management is properly maintaining
financial reports and records. Inaccurate, incom-
plete, or unreliable information jeopardizes the
safety and soundness of an association because
unidentified or undisclosed problems could pre-
vent or delay necessary corrective action and
undermine the association’ s viability.

The Office of Thrift Supervision (OTS) must
have reliable data to assess and monitor a savings
association’ s financial condition and activities.

Y our review of an association’s books and re-
cords, internal reports, and reports to the regional
officeis very important. Y our review allows OTS
to rely on the association’ s records throughout
the examination, supervision, and monitoring
processes.

RISK-FOCUSED REVIEW

Y ou should direct the focus of your review to
assessing the accuracy and adequacy of a savings
association’ s records and reports. Accuracy is
essential to properly evaluate and monitor an as-
sociation’ s financial condition. Thisinvolves
obtaining satisfactory explanations of all material
variances, trends, or other items and assessing the
reasonableness of financial records. Y ou must
also evaluate an association’s policies and proce-
dures for relevance and sufficiency.

Y ou should not spend an inordinate amount of
time verifying aminor account if it has a small
balance and does not consist of large, offsetting
transactions. Y ou should report to management
minor errors or omissions that you discover.

Regulatory Requirements

Pursuant to Part 562 all savings associations and
thelir affiliates must maintain accurate and com-
plete records of all business transactions. The
savings association must keep the records in the
United States. They must be readily accessible
for examination and other supervisory purposes
within five business days upon request by OTS,
at alocation acceptable to OTS.

Section 563.170(c) requires each savings associa-
tion to establish and maintain an accurate and
complete record of all businessthat it transacts.
An association must establish and maintain such
other records as required by applicable statutes or
regulations. The documents, files, and other ma-
terial or property comprising these records must
be available for examination and audit.

Change in Location of Records

Under 8§ 563.170(d), savings associations must
perform the following actions before they trans-
fer the location of general accounting or control
records, or the maintenance thereof:

Obtain aboard of directors' resolution au-
thorizing the transfer or maintenance.

Send a certified copy of the resolution to the
regional director.

Incomplete or Inaccurate Records

Regions should immediately issue supervisory
directivesif an association’ s books and records
are incompl ete to make an examination impossi-
ble or if they do not provide complete and
accurate details on all business transactions. The
casel oad manager (or equivalent) should
promptly meet with the association’ s board of
directors, discuss the problem, and require
prompt corrective action through aformal super-
visory agreement. If the association does not
correct the deficiency, the caseload manager
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should refer the matter to OTS' s Regional Coun-
sel for initiation of cease-and-desist proceedings.

Y ou should be particularly alert to violations of
Part 562 and § 563.170(c), as the presence of
incomplete and inaccurate records historically is
evidence of severely deficient operating stan-
dards and aresultant deteriorating financial
condition.

Records and Reports

Y ou may gather data from savings association
records, such as;

General ledger
Subsidiary ledgers
Journals
Vouchers

Various schedules and reports.

Various schedules and reports that will be useful
to you in your review process include the follow-

ing:

Internal reports that staff submit to manage-
ment and the board of directors.

The Thrift Financial Report (TFR).
External and internal audit reports.
Holding company annual reports.

Securities and Exchange Commission 10Q
and 10K filings.

Y ou may also obtain additional information from
regional office monitoring activities and work
performed by external and internal auditors who
attest to the integrity of an association’s books
and records.

Savings associations should maintain internal
systems and procedures to ensure that reporting
reflects appropriate regul atory requirements.
Clear, concise, and orderly records should sup-
port the compilation of various data. Proper
documentation provides not only alogical tie
between financial report data and an associa-

tion’ srecords, but also facilitates accurate
reporting and verification.

General and Subsidiary Ledgers

Each savings association should have a chart of
accounts describing the nature and general con-
tent of each general ledger account. Y ou should
encourage associations that do not have such
charts to develop one. The chart of accounts will
not only aid in your review, but will also provide
consistency and continuity in an association’s
accounting department.

Y ou should obtain the general ledger and appro-
priate subordinate organization (for example,
service corporation, operating subsidiary or
lower-tier entity as defined in Part 559) ledgers.
Y ou should review the individual asset, liability,
capital, and income and expense accounts for
their history, recent activity, balance, and propri-
ety. You should investigate any extraordinary
items or items that are not self-explanatory, and
you should review and reconcile any catch-all
accounts (that is, other assets, other liabilities,
miscellaneous, or suspense accounts). If your
review discloses any errors or omissions, you
should determine whether they resulted from in-
adequate policies, deficient procedures, or
practices not in accordance with an association’s
policies and procedures.

During your review of the general ledger and
subsidiary ledgers, you should determine that the
account titles accurately reflect the account con-
tents. A title describing an account may not
always represent its content. The determination
that an account contains the proper items and has
atrue balance helps to ensure that all line items
are being recorded properly onthe TFR. If re-
classifications are necessary, you should advise
management accordingly and follow up to see
that the association has done so correctly.

Thrift Financial Reports

OTS requires each insured savings association to
filea TFR with the Financial Reporting Division
(FRD) office in Dallas on the 30th day following
the end of each calendar quarter. Schedules CMR
(Consolidated Maturity/Rate) and HC (Thrift
Holding Company) are due 45 days following the
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end of each calendar quarter. “Clean” data are
typically available within 45 days following the
filing of the reports. OTS usesthe TFR to collect
detailed financial information in a consistent
format on all regulated savings associations, to
collect uniform information on industry activi-
ties, and to facilitate supervision by OTS. The
TFR discloses an association’ s financial condi-
tion, the results of its operations, and other
supplemental data. OTS uses data from thisre-
port asthe basis for its Thrift Time Series report.
Thisreport in turn produces other reports, such
as the Uniform Thrift Performance Report
(UTPR), the Thrift Monitoring System (TMS),
and the Report of Examination (ROE) financial
pages. Y ou may access Thrift Time Seriesre-
ports through the Thrift Information Management
System (TIMS).

Thrift Financial Report Requirements

The Competitive Equality Banking Act of 1987
(CEBA) requires savings associations to file fi-
nancial reports that use generally accepted
accounting principles (GAAP).

Savings associations must complete the financial
sections of the TFR on a consolidated basis. Y ou
should review the TFRsto ensure that all con-
solidations are performed properly, and that
associations are following TFR instructions in
completing their reports.

OTS uses the Consolidated Maturity and Rate
Information on Schedule CMR to collect detailed
information relating to an institution’ s interest
rate risk. A savings association must file Sched-
ule CMR if it meets one of the following criteria:

Total assets arein excess of $300 million.

The risk-based capital ratio isless than 12
percent.

Theregional director directs the institution to
file the schedule.

Many savings associations that OTS does not
require to file Schedule CMRs do so voluntarily.
These associations must conform to the same
filing deadlines and accuracy requirements as

associations that OTS requiresto file the sched-
ules.

OTSrequires savings associations to file TFRs
electronically with the FRD using the OTS Elec-
tronic Filing System (EFS). The EFS may
interface with the general ledger to create an
electronic relationship between the general
ledger and the TFR line items. This interface
automates the preparation and filing of the TFR
and shortens the learning curve when thereisa
change in an association’ s report preparer. The
software also contains an editing function that
helps reduce reporting errors. It isimportant that
you thoroughly review an association’ s books
and records and not rely on the interface report-
ing capability.

Review of the Thrift Financial Report

Y ou should review the content of the most recent
quarterly TFRsfor accuracy. Y ou should also
reconcile line items shown on the reports to the
general ledger, the subsidiary ledgers, and other
appropriate sources, such as loan registers. The
TFR Instruction Manual provides instructions on
the content of TFR lineitems. The instructions
explain, line-by-line and category-by-category,
what information is allowable for placement in
specific TFR line numbers. OTSrevisesthein-
structions quarterly and generally revises the
forms annually. Both industry and regulatory per-
sonnel must have up-to-date instructions for
accurate classifications and reconciliations.

The TFR Instruction Manual is available on the
OTSWeb site. Also availableisaQ & A and
News which are good sources of information
when reviewing an institution’s TFR.

If you discover any errors or omissions during
the TFR review, you should determine whether
any association policies, procedures, or deficient
or inadequate practices caused them. Y ou should
explain and document in the ROE any significant
adjustments, including their causal factors. A
significant adjustment results in any one of the
following:
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Failure of acapital requirement.

Change in an association’ s prompt corrective
action (PCA) category.

Change in a component rating.

A change that is significant for regulatory
reporting purposes.

Generally, you should not require that an associa-
tion amend a prior period TFR unless the
adjustment is significant. If the adjustments are
not significant, you should direct the association
to show the adjustments on its next TFR sched-
uled filing.

Errors or omissions in one schedule usually have
repercussions within other schedules. As aresult,
when you discover and correct an error in one
schedule, you must also amend other schedules
affected by the error. For example, if an associa
tion classifies acredit in Schedule SC asa
mortgage loan, and you subsequently reclassify it
asacommercial loan, the association then must
make the appropriate changes in Schedule CMR.
Y ou must disclose any errors discovered in the
TFRs on the proper page(s) in the ROE, includ-
ing financial report pages.

The accuracy of the TFRsis extremely impor-
tant, because OTS uses information contained in
the reports to monitor savings associations be-
tween examinations. If associations submit
inaccurate data, OTS may not detect changing
patterns of behavior or deteriorating trends.
When compounded, a distorted picture of the
industry condition could result.

Internal Reportstothe Board of Directors

Boards of directors have extensive fiduciary re-
sponsibilities in guiding the activities of their
savings associations. Creditors and depositors
have the right to expect that an association’s
board of directors and officers use safe, sound,
and ethical practices.

Y ou should do the following examination proce-
dures:

Ascertain whether management presents any
reports to the board besides the required re-
ports, such asthe TFR.

Review for accuracy and adequacy of the
content of the additional reports.

Determine whether the submission of inaccu-
rate or inadequate reportsisthe result of an
intentional act by management.

At aminimum, reports to the board of directors

should include the following operational infor-
mation:

A summary of significant financial activity.
Documentation detailing loans granted.
Delinguencies.

The status of previously approved ongoing
projects (including loan projects).

The status of any real estate workouts.
Liquidity reports.

Profit and loss statements with yearly and
year-to-date comparisons.

Foreclosure status reports.
Classified asset summaries.

Any salient trial balance data.
If you discover any material errors or omissions
in these reports, you should determine and ex-
plain in the ROE the causal factors.
Monitoring Reports

Regional offices monitor savings associations
reports on an ongoing basis. Some regions pro-

vide examiners with reports that the regions

generate from information gleaned during the
surveillance process. If your regional office sends
monitoring reports to you, you should review
them for any of the following:

Incipient adverse trends.

Material deviations from one period to an-
other.
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SECTION: Present Value Analysis

Section 440

INTRODUCTION

Effective management decision making means
making the best possible choices from the avail-
able investment alternatives consistent with the
amount of funds available for reinvestment. To
make the best choices consistently, however, a
basis for analysis must exist that can provide a
common denominator for various investment al-
ternatives. Each alternative will have adifferent
contract rate, maturity, minimum amount re-
guirement, and method of payback.

One idea that both management and regulators
use in the thrift industry is “present value analy-
sis,” based on the time value of money. In this
Section we specifically provide information about
present value analysis. Through a detailed set of
problems, the Section provides assistance in per-
forming present value analysis computations to
arrive at conclusions regarding sound institutional
investments.

A word of caution isin order. Many business
transactions involve considerations other than
those governed by present value theory and its
applications. Consequently, there will bein-
stances where other considerations will temper
management’ s and regulators’ positions.

The primary objectives of this Section are:

To understand and apply the concept of pre-
sent value analysis in management decision
making within the framework of the regula
tory process.

To evaluate the true effect of actual business
transactions and decisions on the overall fi-
nancial condition of athrift institution.

To ensure that savings associations adjust
financial statementsto reflect present value
where necessary.

EXAMINATION CONSIDERATIONS

Financia intermediaries, including thrift institu-
tions, attempt to channel funds effectively and
efficiently from depositors to worthwhile borrow-
ers. Ingtitutions buy and sell financial claims.
Financial assets and financial liabilities, however,
have atime value. Customers present depositsin
return for a promise of future deposit withdrawal
plusinterest. The ability to acquire and retain sav-
ings deposits from surplus sources is a function of
the interest rate, the interest-compounding inter-
val, and the deposit maturity.

Conversely, institutions lend present funds to bor-
rowers in exchange for a promise of future
interest and principal repayment. Savings associa-
tions evaluate such financial transactions based
on present value analysis. Institutions sell inter-
estsin previously originated mortgages; you must
be able to understand the underlying valuation
mechanics. In addition, real estate owned financ-
ing requires present value application knowledge.
The following guidelines show the user how to
compute the future value, present value, and pro-
spective rate of return of various investment
opportunities. Simply stated, the worth of one
dollar tomorrow is different from the worth of one
dollar today.

COMPOUND ACCUMULATION
Compounding an I nitial Deposit

Simpleinterest is the receipt or payment of inter-
est upon principal; compound interest also
includes interest upon interest. General compound
accumulation involves determining some future
value based upon an initial deposit. Calculation of
afuture value sum derives from the stated annual
interest rate (r), the time period funds are depos-
ited (n), the compounding interval (m), and the
amount of theinitial deposit (PV). The future
value increases as the deposit, interest rate, num-
ber of compounding intervals, and time period
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increase. Equation 1 represents the proper nota-
tional relation of these elements.

Computation of future sums becomes unwieldy in
Equation 1 whenever n or m becomes large. Nor-
mally, the compounding interval, m, is annual
(m=1), semiannual (m=2), quarterly (m=4) or
monthly (m=12). Compound value tables simplify
the task, as the amount, [1 + (r + m)]"M, is known
as “future value of $1.” Y ou may solve a com-
pound accumulation problem whenever four of
the five elements of Equation 1 are known. The
present value tablesin Appendix A assume ade-
posit is made at the beginning of each period.

Equation 1

z M

€ o
Sum=PVgl+¢—,
& &mdl

Appendix B to this section provides Hewlett-
Packard HP-12C calculator keystroke sequences
and solutions for each of the following problems.
The solutions presented throughout this Section
incorporate the tables found in Appendix A to
facilitate the reader’ s comprehension of present
value concepts. Once the principles of cash flow,
timing, and interest compounding are assimilated,
use of the calculator will become easy. For ade-
tailed discussion of the calculator’s basic
financial functions, refer to pages 36 through 78
of the HP-12C Owner’ s Handbook and Problem
Solving Guide. Examples follow:

Problem 1

If adepositor places $2,000 in an account, how
much will the deposit grow in 20 years assuming
a 6% interest rate, compounded annually?

Answer: Sum = PV(1.06)%. Future value of $1,
compounded annually at 6% for 20 years, is
3.2071. Sum = $2,000(3.2071) = $6,414.20. The
initial deposit would grow to $6,414.20, assuming
the depositor maintains all interest in the account.

Problem 2

A depositor wishes to accumulate $5,000 within
10 years. Assume a 4% rate of return, com-
pounded annually. How much must the depositor
place in the account to attain the savings goal ?

Answer: Sum = PV/(1.04)10, Here, the present de-
posit, PV, equals the desired sum divided by the
interest factor. PV = $5,000 + (1.4802) =
$3,377.92. Thus adeposit of $3,377.92, earning
4%, compounded annually for 10 years, will gen-
erate the desired $5,000.

Problem 3

A depositor places fundsin an 8% annually com-
pounded account and wishes to determine the
necessary length of time to double the deposit.

Answer: Sum= PV(1.08)". Solve for the future
value factor, which equals the desired sum di-
vided by theinitial deposit, PV. (1.08)" = Sum +
PV =2+ 1=2.000. The 8% annually com-
pounded interest factor that approximates 2.00 is
found at nine years. Thus, a deposit doublesin
nine years when compounded annually at 8%.

The first three examples al assume annual com-
pounding (i.e.,, m = 1). Some tablesinclude an
appropriate future value factor for shorter com-
pounding periods, which facilitate numerical
computations. When multiple compounding inter-
val tables are not available, determine the
appropriate factor by using an interest rate that
equals the annual interest rate divided by the
compounding interval factor (r/m), and using an
annual period that equals the maturity times the
compounding interval factor (n x m). For exam-
ple, the future value factor of $1 compounded
guarterly at 16% for five yearsis equal to the an-
nual factor of 4% (16% + 4) for a period of 20
years (5 x 4). Note that the quarterly compounded
factor of 2.1911 exceeds that of 2.1003 for annual
compounding applicable to 16% over five years.
The quarterly compounding provides more inter-
est on interest.
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Problem4

How much extrainterest would a depositor re-
ceive on a 7%, four-year $1,000 certificate of
deposit if the institution compounded interest
semiannually rather than annually?

Answer: Sum = PV(1.07)4. The future value factor
for a 7%, four-year note compounded annually
equals 1.3108. Sum= PV[1 + (.07 + 2)]%4. SUm=
PV/(1.035)8. The future factor for the semiannual
compounding equals 1.3168 (found directly from
asemiannual table or from an annual table using
3.5% and eight years.) For each $1,000 deposit,
the semiannual compounding increases future
value by $6 at the end of four years
[$1,000(1.3168-1.3108)].

The user should be able to determine various un-
knowns within a compounding framework. The
illustrations relate primarily to computation of the
receipt or payment of interest upon an initial de-
posit.

Compounding a Constant Deposit Each Period

Another compound accumulation processin-
volves a constant amount invested each period for
anumber of years. For example, what sum will
result if $1,000 is deposited each year for three
years at 6% interest? Of course, it is possible to
solve the problem by parts. Determine the future
value of $1,000 deposited each year for three
years at 6% ($1,000 x 1.1910), plus $1,000 depos-
ited for two years at 6% ($1,000 x 1.1236) plus
$1,000 deposited one year at 6% ($1,000 x 1.06).
Thetotal of the three parts equals $3,374.60 at the
end of three years. Fortunately, some tablesin-
clude afactor for a“future value of $1 each
period.” For example, the problem above may be
solved directly by multiplying the $1,000 annual
deposit by afactor of 3.3746, located in the annu-
ally compounded, 6% Future Value of $1 Each
Period Table found in Appendix A. Obvioudly,
the inclusion of such factors greatly simplifies
future value cal culation when a constant amount
is deposited each period.

PRESENT VALUE ANALYSIS
Discounting a Future Amount

Present value analysis provides a common de-
nominator for the evaluation of various income
and expense streams. Simply, al dollar flows and
sums are based at one point intime. That timeis
generally today; hence, the name of present value.
A dollar received or paid one year hence is worth
something different from a dollar received or paid
10 years hence. At aminimum, adollar may be
invested in an institution and earn some rate of
return. In fact, present value analysisisthein-
verse of compounding. Remember, compounding
determines what a dollar deposited today will be
worth in the future. Present value determines the
current value of afuture dollar transaction. Be-
cause of thisinverse relation, the mathematical
representation of present value in Equation 2 is
quickly found by dividing Equation 1 by the in-
terest factor.

Equation 2
PV = Sum
g ru"
A+ — -
& mf

Because of normal presentation of present value
tables and the cumbersome interest factor of
Equation 2, anotational convention has been
adopted: Sn/m/r. The Srepresents a present value
or discounting procedure, n represents the period
in which the transaction is effected, m represents
the compounding time intervalsinvolved, andr is
the interest rate of discount. Asin compounding,
the discount factor is multiplied by the dollars
involved. For example, the present value notation
of $1 to be received five years hence at an 8%
annual discount rate is S5/1/8% and equals .6806.
The present value of $1 received five years hence
discounted at 8% is $.68. A dollar received in the
future isworth less today. Alternatively, $.68 de-
posited for five years at an 8% annually
compounded rate grows to $1 at period termina
tion. ($.68 x 1.4693 = $1). Compounding and
discounting are inverse processes.
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Problem5

A service corporation anticipates atract of land
will be worth $250,000 four years hence. If the
corporation requires a 12% annual rate of return
on investment, what is the maximum price that
the service corporation should pay for the land?

Answer: PV = Sum($4/1/12%). The present value
factor of $1 four years hence discounted at 12% is
.6355 and the sum to be received is $250,000.
Thus, the maximum price for the land is $158,875
($250,000 x .6355). Conversely, $158,875 in-
vested today at 12% interest compounded
annually will equal $250,000 at the end of four
years ($158,875 x 1.5735).

Problem 6

In January 1983, an investor purchased the stock
of an institution for $30 per share. In January
1998, the investor sold the institution stock for
$70 per share. Theinstitution paid no dividends.
What was the annual compound rate of return on
investment?

Answer: PV = SUm(S15/1/r/). In this case, al vari-
ables are known except r. What r will generate an
interest factor that equates the PV of $30/share to
the sum of $70/share? PV/Sum = (S15/1/r) $30 +
$70 = .4286 = (S15/l/r). An interest rate between
5.75% and 6.00% generates a present value factor
for a15-year annual compounding approximately
equal to .4286. Thus, the return is between 5.75%
and 6.00%.

Discounting a Constant Amount Per Each
Period

A common time value technique applicable to
institution investment is discounting a stream of
equal future payments. Most residential mortgage
contracts amortize aloan compl etely from equal
monthly repayments. Payments include both in-
terest and principal. Tables are availableto
account for discounting a stream of equal cash
flows, known as PAY, which are assumed to occur
at the end of each period. PV = PAY (An/m/r). For
example, what is the present value of $1 to be
paid at the end of each year for three years dis-
counted annually at 9%? Note the three $1

payments. Because these three payments occur in
the future, the present value should be lessthan a
simple summation. The discount annuity factor
for (A3/1/9%) from the Present Value of an Annu-
ity of $1 Per Period Table of three years and 9%
equals 2.5313. Because the annual cash flow,
PAY, equals $1, the present value of the stream is
$2.53 ($1 x 2.5313). Alternatively, the problem
could be solved by parts, one period at atime.
The present value of $1 discounted annually at
9% equals .7722 from the third year, .8417 from
the second year, and .9174 from the first year.
The addition of each of the three present values
equals 2.5313. Asyou can see, when equal pay-
ments are involved, use of present value of an
annuity of $1 per period considerably facilitates
computation.

Problem 7

Aninstitution may purchase a mortgage that will
be fully paid in equal annual payments of $700
for the next nine years (that is, there are nine
payments remaining.) If the ingtitution requires a
10% return on investment, what is the highest
price the institution should pay?

Answer: PV = PAY (A9/1/10%). The appropriate
present value factor of $1 for each year for nine
annual payments at 10% is 5.7590. The ingtitution
will receive not $1, but $700 each year, so the
maximum price the institution should pay is
$4,031.30 ($700 x 5.7590). Alternatively, an indi-
vidual depositing $4,031.30 today could withdraw
$700 per year for nine yearsif the account earned
10% on each year’ s remaining deposit.

Problem 8

A bank offers you terms of 9 1/2% and 20 years
for aresidential mortgage. If you must borrow
$40,000, what will be the equal monthly pay-
ments?

Answer: PV = PAY (A20/12/9.5%). The appro-
priate present value factor that accounts for the
240 monthly paymentsis 107.2810. Theloan
amount is $40,000. Therefore, PAY equals PV
divided by the interest factor. PAY =
$40,000/107.2810 = $372.85. Monthly payments
of $372.85 will amortize the $40,000 loan over 20
years.
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Alternatively, you can compute the monthly pay-
ments directly by multiplying the initial loan
times the appropriate factor within the Present
Value of an Annuity of $1 Per Month for n Years
Table. Tables that include this factor ease pay-
ment calculations. For example, the installment
factor equals .00932131 for the given problem. In
this case, the monthly payment equals $372.85
(940,000 x .00932131).

The problems identified above provide the core
for mortgage investment analysis.

Discounting Mixed Types of Cash Flows

Some investment opportunities have a stream of
equal payments plus asingle large payment at the
conclusion. The coupon bond form of contract is
an example. The standard bond has aface value
(par) of $1,000, a stated maturity and a stated
coupon rate. For a bond with a 10-year term to
maturity and a coupon rate of 6%, the annual re-
turn would be $60 (6% of $1,000) for 10 years, at
which time the face amount of $1,000 would be
repaid. The coupon interest payments constitute
the annuity portion, and the principal repayment
isthe large single payment. Bond price evaluation
followsin apresent value formula. PV = PAY
(An/mvr) + Sum (S/n'r).

Problem9

An institution has the opportunity to purchase a
$1,000 bond with a 6% coupon rate and 10 years
remaining to maturity. Because of acyclical in-
crease in interest rates, bonds such asthis one are
selling at apriceto yield 9% to maturity. At what
price should the bond sell?

Answer: Discount the promised future payments
to the present at a 9% rate.

PV = PAY (A10/1/9%) + Sum (SL0/1/9%)
PV = $60 (6.4177) + $1,000 (.4224)
PV = $385.06 + $422.40 = $807.46

A current price of $807.46 will generate a 9%
return to an investor over a 10-year period.

Whenever the rate of return (discount rate) is
equal to the bond coupon rate, the present value is

the face value of the bond. Whenever the rate of
return is higher than the bond coupon rate, the
present value islessthan face and trades at adis-
count (asin Problem 9). Conversely, whenever
the rate of return is lower than the bond coupon
rate, the present value is more than face and
trades at a premium.

MORTGAGE INVESTMENT ANALYSIS

Many present value applications exist within
mortgage investment analysis. Institutions lend
present funds in exchange for future interest and
principa repayment. Effective investment yields
may be increased by numerous mechanics includ-
ing points, prepayment penalties, buying and
selling of whole loans and wraparound loans. The
following examples illustrate the numerical me-
chanics of these various mortgage investments.

The Basic Mortgage L oan

The basic mortgage loan is a primary financial
asset of thrift institutions. A mortgage instrument
normally involves disbursement of alump sum
that is subsequently paid off in level, equal pay-
ments. Obviously, heavy use is made of present
value annuity tables within the heading “ Present
Value of an Annuity of $1 per Month.” Knowl-
edge of the previously presented material is
hereafter assumed.

Problem 10

Aninstitution offers terms of 10% for a 30-year-
maturity mortgage of $50,000. What monthly
payment will amortize the loan?

Answer: PV = PAY (An/m/r)
$50,000 = PAY (A30/12/10%)
$50,000 = PAY (113.9508)
$50,000 + 113.9508 = PAY
$438.79 = PAY

Thus, monthly payments of $438.79 for 30 years
will completely amortize the loan and provide the
lender with a 10% return on the outstanding bal-
ance.
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Sdlling and Purchasing Whole L oans

Thrift institutions use the secondary market to
buy and sell previoudly originated mortgage
loans. In these transactions, the monthly payment
and maturity do not vary as aresult of achangein
mortgage ownership. The market value and the
effective investment return may differ from the
book value and stated contract rate.

Problem 11

Assume five years have elapsed for the hypotheti-
cal loan stated in Problem 10. The loan represents
amonthly stream of level $438.79 paymentsfor 5
years. Thus, 300 payments remain (25 years x 12
months/year.) At what price should the institution
sell the loan so that a buyer receives an 8.75%
return? Compare the selling price with the book
value of the loan (that is, the value obtained with
a10.0% return).

Answer: First, compute the loan value at the mar-
ket yield, 8.75%.

PV = PAY X (An/mr)

PV = $438.79 x (A25/12/8.75%)
PV = $438.79 x 121.6332

PV = $53,371.43

Second, compute the loan book value at the con-
tractual yield, 10.0%.

PV = $438.79 x (A25/12/10.0%)
PV = $438.79 x 110.0472
PV = $48,287.61

Thus, the loan principal has been repaid by
$1,712 with the previous five years of monthly
payments ($50,000 - $48,288 = $1,712). Asare-
sult of an interest decline, however, the institution
may sell the loan for $53,371, which represents a
profit of $5,083.82 over book vaue ($53,371.43 -
$48,287.61).

The decision to buy or sell loansisnot solely a
function of being able to sell at a profit. For ex-
ample, in the problem above, the ingtitution books
a“profit” at the expense of reinvesting funds at a
lower interest rate than is applicable to the initial
loan. Buying and selling mortgages enable institu-

tions to coordinate the assets portfolio with funds
flow.

Discount Points

The effective investment yield of a mortgage may
be increased by the impoasition of discount points
from the face value of the mortgage loan at the
time of disbursement. For example, a $50,000
mortgage loan bearing four points and an interest
rate of 7% results in a disbursement of $48,000,
which is 4% less than anticipated. The monthly
payment and loan pay-off, however, are based on
the full face amount of the loan. Because of the
influence of points, the yield on such aloan will
be higher than the contractual rate. Indeed, the
earlier amortgage loan bearing pointsis paid off,
the greater the effect of points on the yield.

Problem 12

What is the effective investment yield of a
$50,000 mortgage loan at a 7% rate with theim-
position of four points? Assume the loan is not
paid off until the final maturity of 30 years.

Answer: First determine the monthly payments on
the basis of the full face amount of the loan.

PV = PAY x (A30/12/7%)
$50,000 = PAY x 150.3076
$332.65 = PAY

However, the payments are received for adis-
bursement of $48,000, not $50,000. Thus,
determine that rate that equates the present value
of the level payment to the actual disbursement.

$48,000 = $332.65 x (A30/12/r)
144.2958 = A30/12/r

A yield of 7.4% approximates that interest factor
necessary to equate the monthly payment stream
of $332.65 with the actual loan disbursement of
$48,000.

Problem 13
Recompute the investment yield from Problem 12

by assuming the loan is repaid at par in five years,
and not at maturity.
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Answer: The loan payments of $332.65 per month
and the initial loan disbursement of $48,000, re-
main constant. In this case, however, you must
calculate the loan value at the end of five years.
Twenty-five years of monthly payments remain.

PV = $332.65 x (A25/12/7%)
PV = $332.65 x 141.4869
PV = $47,065.62

Now compute the investment yield. Note that the
problem includes a mixed type of cash - both an
annuity for five years and alump sum at the end
of the fifth year.

PV = PAY ( A5/12/r) + Sum(S5/12/r)
$48,000 = $332.65 (A5/12/r) +
$47,065.62(S5/12/r)

The problem may not be solved through the usual
division and factor location within a discount of
discount annuity table. Rather, you must locate,
viatrial and error, the interest rate that equates the
loan disbursement to the present valued annuity
and lump sum. At a minimum, the appropriate
rate should exceed the 7.4% of Problem 12 be-
cause the ingtitution’ s advantage of pointsis
realized much sooner. Therefore, try ahigher rate;
say 7.5%.

$48,000 = $332.65(49.9053) + $47,065.62
(.6881)

$48,000 = $16,601.00 + $32,385.85
$48,000 = $48,986.85

Because the |oan disbursement is considerably
less than the present valued payments at adis-
count rate of 7.5%, try a higher rate; say 8.0%.

$48,000 = $332.65 (49.3184) + $47,065.62
(.6712)

$48,000 = $16,405.77 + $31,590.44
$48,000 = $47,996.21

A discount rate of 8% approximately equates the
funds flow. Thus, the effective yield is dlightly
less then 8% as the problem indicates.

Pointsincrease ayield, which is further increased
with aloan repayment before maturity.

Prepayments and Penalties

Prepayments represent early payments on loans;
they usually occur at the discretion of the bor-
rower. The timing and amount of prepayments are
of concern to the liquidity management of institu-
tions. Prepayments tend to move inversely to the
interest rate level. When interest rates are low,
borrowers benefit by refinancing a mortgage (that
is, prepaying the loan). Conversely, when rates
are high, housing sales slow and individual s sell-
ing houses are not motivated to prepay; rather,
they alow the buyers to assume the loan to facili-
tate the sale. Prepayments run counter to the pro
table investment of funds.

Some mortgage loan contracts contain a prepay-
ment penalty. For example, a mortgage loan
contract may specify a penalty of six months' in-
terest on the amount of the loan principal
outstanding at the time the loan is prepaid. The
effect the prepayment penalty has on the effective
yield of a mortgage loan depends upon the period
of time until theloan is prepaid.

Similar to points, the effective yield from penal-
tiesincreases as aloan is prepaid more quickly.

Problem 14

Determine the effective yield from a $50,000, 30-
year mortgage with a 10% rate that is prepaid at
the end of five years. The prepayment penalty is
Six months’ interest.

Answer: Problems 10 and 11 solved portions of
the problem. First, the monthly payments are
$438.79. Second, the book value of the loan after
five yearsis $48,287.61. The prepayment penalty
of 6 months’ interest (1/2 year) is $2,414.38
($48,287.61 x 1/2 x 10%). The effective yield is
determined by a process similar to that used in
points. Discount the cash inflow by the rate that
equates the inflow to the original l1oan disburse-
ment.

PV = PAY (A5/12/r) + Sum(S5/12/r)

Note that the sum includes both the loan repay-
ment and prepayment penalty ($48,287.61 +
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$2,414.38). $50,000 = $438.79 (A5/12/r) +
$50,701.99 (S5/12/r).

Try adiscount rate of 10.75%. (Remember, thisis
by trial and error.)

$50,000 = $438.79 (46.2578) + $50,701.99
(.5856)

$50,000 = $20,297.46 + $29,691.09
$50,000 = $49,988.55

A discount rate of 10.75% approximately equates
the inflow with the loan disbursement. The pen-
alty increases the effective yield to 10.75% from
the original 10% loan. The penalty partly com-
pensates the institution for the need to reinvest
funds, which will probably be at alower current
rate. Institutions may substantially increase yields
by the imposition of both points and a prepayment
penalty in addition to simply charging a higher
rate. To alarge extent, market forces maintain a
competitive rate.

Wraparound L oans

A wraparound loan enables an institution to lend
an existing borrower an additional amount over
and above the unpaid balance on an old loan.
Even at higher rates, some customers may bein-
terested in the opportunity to refinance old loans
into new loans with larger balances or longer ma-
turities. A portion of the payments on the
wraparound loan continues to amortize the initial
loan, while the residual portion pays off the new
principal. The effective investment yield of a
wraparound is calculated by the interest rate that
equates the present valued incremental payment
stream to the additional funds disbursed. Gener-
aly, theyield to the institution declines as the
amount of new dollars lent increases and as the
maturity of the loan islengthened.

Problem 15

Fifteen years ago, a borrower received a $30,000
mortgage at a 5% rate and a 20-year maturity.
Therefore, monthly payments of $197.99 remain
for five years. Aninstitution offers a wraparound
loan for $1,000 more than the unpaid mortgage at
arate of 8% with afive-year maturity. What is the
effective investment yield for the ingtitution on
the loan?

Answer: First, determine the unpaid loan balance.

PV = PAY X (A5/12/5%)
PV = $197.99 x 52.9907
PV = $10,491.63

The institution offers to lend $1,000 over and
above the loan at arate of 8% for five years. De-
termine the new payments that will amortize the
wraparound loan.

$11,491.63 = PAY X (A5/12/8%)
$11,491.63 = PAY x 49.3184
$233.01 = PAY

Theinstitution receives $233.01 per month, of
which $197.99 per month covers the initial loan.
Thus, $35.02 per month is available for the amor-
tization of the incremental $1,000 lent. Determine
the yield that equates the loan with the payments.

PV = PAY x (A5/12/r)
$1,000 = $35.02 x A5/12/r
28.56 = A5/12/r

The annuity factor represents an interest rate of
about 34%. Note that the wraparound payments
include a higher rate on both the incremental and
the existing loan. The institution receives interest
on funds not additionally disbursed. Asyou can
see, when a small amount of money islent, the
resulting return can be astronomical. The institu-
tion must ensure that appropriate consumer
safeguards and disclosure are properly met.

EXAMINATION PROBLEMS

This section builds upon the present value and
mortgage investment analysis foundation of the
previous sections. Specifically, this section pre-
sents the numerical mechanics necessary for
various phases of the examination process.

Real Estate Owned Financing

To facilitate the sale of real estate owned (REO),
an ingtitution may lend funds to a purchaser at
submarket interest rates. Such a financing proce-
dure induces a purchaser to pay a higher price for
the REO. However, the actual monthly cash dis-
bursement by the purchaser remains constant,
more for the property and less for the financing.
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The purchaser, except for tax benefits, isindiffer-
ent as long as the payment remains unchanged.

It isan unsound practice for an ingtitution to fail
to recognize losses based on the market value of
consideration received when that priceisinflated
due to favorable lending terms. Failure to recog-
nize such losses results in overstatement of an
institution’s net worth and net income. Though
thereisno legal objection to facilitating the sale
of REO by favorable terms, the financial records
should properly reflect the present value of con-
sideration received. In addition, the institution
should factor in the impact of points since points
effectively raise theinterest rate. The institution
must evaluate the cash flows it receives at a mar-
ket discount rate and compare the results with the
book value of property.

Problem 16

Assume the book value of REO for an institution
is $20,000. The institution may sell the REO for
$22,000 with no money down and monthly pay-
ments sufficient to amortize a 6% |oan over 10
years. The market rate for such aloan approxi-
mates 9%. The ingtitution plans to credit $2,000
to the account “unearned profit on real estate
owned.” Obviously, the institution cannot directly
credit the profit because it has not received a
down payment. However, does the institution ac-
tually stand to profit by $2,000, the difference
between book value and sdlling price?

Answer: Determine monthly payments necessary
to amortize the $22,000 loan at the contract rate.

PV = PAY x (A10/12/6%)
PAY = $22,000 + 90.073453
PAY = $244.25

Discount the monthly payments at the market rate.

PV = $244.25 x (A10/12/9%)
PV = $244.25 x 78.941693
PV = $19,281.51

Thus, the present value of the promised payments
discounted at amarket rate is $19,281.51. The
more favorable interest rate offered the purchaser
resultsin a $2,718 present value loss from the

$22,000 “selling” price. The actual loss from
book valueis $718 ($20,000 - $19,282), not a
$2,000 gain.

The $2,000 differential price gain reflects the
benefit of receiving lower financing charges. Y ou
may determine the gain or loss by the following
aternative but anal ogous method:

Determine monthly payments necessary to amor-
tize the $22,000 loan at a market rate.

PV = PAY X (A10/12/9%)
PAY = $22,000 + 78.941693
PAY = $278.69

The institution should receive $278.69 per month.
To facilitate the sale of REO, however, the insti-
tution accepted $244.25 per month. The financing
benefit amounts to $34.44 per month ($278.69 -
$244.25). Evauate the present value of that cash
flow stream lost.

PV = PAY X (A10/12/9%)
PV = $34.44 x 78.941693
PV =$2,718.75

The loss on the REO financing may be seen more
clearly when viewed from the cash flow per
month not received. By either analytical method,
the loss to book remains the same. In this case,
the $2,718.75 represents the present value of the
interest lost that the institution would have re-
ceived had it made aloan at the current market
interest rate.

The institution should record the transaction on
its books as follows:

Account Debit Credit
Mortgage loans $22,000
Real estate owned $20,000
Loss on sale of REO 718
Unamortized discount

on loansto facilitate 2,718

The discount (or imputed interest) should be ac-
credited to interest income. Importantly, the
institution must consider any financing benefit
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offered to sell REO so as to maintain the financial
record’ s integrity.

Problem 17

In some cases, the interest rate charged for aloan
facilitates changes over the period of the loan. For
example, assume the institution in Problem 16
requests a 6% rate for four years and an 8% rate
for the remaining six years. Because a portion of
the new loan has an interest cost closer to the
market rate of 9%, the computed adjustment to
book value is bound to be less. The present value
of consideration received may be solved by are-
cursive process.

Answer: First, determine the monthly payments
necessary to amortize the entire loan of $22,000
at the interest rate initially applicable, 6%. We
completed this step in Problem 16. Payments nec-
essary to amortize the loan on amonthly basis for
10 years at 6% are $244.25.

Second, determine the loan’ s outstanding balance
at expiration of thefirst interest rate charged. In
this case, monthly payments of $244.25 remain
for six years.

PV = PAY X (A6/12/6%)
PV = $244.25 x 60.339514
PV = $14,737.93

The loan balance of $14,737.93 must be paid over
the remaining years of the loan. Determine the
monthly payments necessary to amortize the ex-
isting loan balance at an 8% basis for six years.
Because the interest rate is higher, the monthly
payments should increase.

PV = PAY X (A6/12/8%)
PV = $14,737.93 x .017533
PV = $258.40

Instead of receiving the monthly amount of
$278.69 applicable to the market rate of interest
as determined in Problem 16, the institution
should receive monthly payments of $244.25 for
four years and $258.40 for six years. The monthly
financing concession amounts to $34.44 for four
years ($278.69 - $244.25) and $20.29 for six
years ($278.69 - $258.40). Next, discount the
payments not received at the market rate. Note the

mechanics necessary to evaluate the last six years
of payments.

PV = $34.44 (A4/12/9%) + $20.29
[(AL0/12/9%) - (A4/12/9%)]

PV = $34.44 (40.184782) + $20.29
[78.9416093 - 40.184782]

PV = $1,383.96 + $20.29 (38.756911)
PV = $1,383.96 + $786.38
PV =$2,170.34

As expected, the present value of consideration
not received is less when a portion of the loan to
facilitate carries ahigher interest rate. Again,
though the processis not simple, you may com-
pute the present value by stages.

Renegotiation of Existing L oans

Sometimes institutions offer attractive financing
terms to current or prospective borrowers on ex-
isting loans. That is, an institution may
renegotiate aloan such that the underlying prop-
erty is not foreclosed into REO. Regardless of the
financing advantage (that is, no interest, low in-
terest, longer maturity, payment forbearance),
determination of the appropriate accounting
treatment is necessary as indicated by Statement
of Financial Accounting Standards Nos. 15, 114,
118, and 121. For amore detailed discussion of
thistopic, turn to Handbook Section 240, Trou-
bled Debt Restructurings.

Unsold Real Estate Owned

There are a number of instances in which real es-
tate owned is not sold immediately after
acquisition. Often, an institution acquires aland
devel opment project before completion, and it
must invest additional funds before the property
can be sold. Apartments and office rental units
may be held until the occupancy ratio hasin-
creased sufficiently to reduce the income risk.
Finally, the market may not be capable of absorb-
ing the property, and the institution may have to
wait until it improves. No matter what the reason,
the important point is that the institution should
consider a holding period in analyzing the prop-
erty.
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Prudent REO management practices and applica-
ble regulations require that the institution have all
pieces of REO appraised at the time of acquisition
to determine whether or not the institution should
establish reserves for potential losses. An appro-
priate method for estimating the value of income-
producing property, and one that the institution
should consider in the appraisal process, isto dis-
count the forecasted cash flows at an appropriate
rate. Thisrate should earn an internal rate of re-
turn comparable with projects with similar risk.

Partly Developed Real Estate Owned
(Requiring Capital Additions)

Problem 18

Assume that the institution foreclosed on a piece
of property with a current loan balance of
$7,000,000. The property is not completely de-
veloped, and cost estimates for completion are as
follows:

Y ear 1: $45,000 per month, or $540,000 per year
Y ear 2: $30,000 per month, or $360,000 per year
Y ear 3: $16,000 per month, or $192,000 per year

At the end of three years, the completed project
can be sold for $10,000,000.

Should the institution establish a valuation allow-
ance, and if so, how much?

For this example, assume that the required inter-
nal rate of return for projects with similar risk is
10%.

Step 1 - Determine discount cash inflows.

Sales Price = $10,000,000

PV =Sumx (S/mr)

PV = $10,000,000 x (S3/12/10%)

PV = $10,000,000 x .741740

PV = $7,417,400

Step 2 - Determine discount cash outflows.

PV = Pay x (An/m/r) x (Sn/mvr)

Year 1 PV = $45,000 x (AL/12/10%)

PV = $45,000 x 11.374508 PV = $511,853

Year 2 PV = 30,000 x (AL/12/10%) X
(SV/12/10%)

PV = 30,000 x 11.374508 x .905212
PV = $308,890

Year 3PV = 16,000 x (AL/12/10%) X (S
2/12/10%)

PV = 16,000 x 11.374508 x .819410

PV = $149,126

Tota Discounted Cash Outflow =
$511,853 + $308,890 +$149,126 = $969,869

Step 3 - Determine net present value of property.
NPV = PV Inflows - PV Outflows

NPV = $7,417,400 - $969,869

NPV = $6,447,531 say $6,447,500

Step 4 - Compare net present value of property
with the outstanding balance of the loan.

Loan Balance $7,000,000
NPV 6,447,500
$ 552,500

Because the property’ s estimated value is only
$6,447,500, the institution should establish a
valuation allowance of $552,500. The institution
should reevauate the project periodically and
make adjustments to the valuation allowance ac-
count.

Fully Developed Real Estate Owned (Holding
Until the Market I mproves)

Problem 19

A second type of project an institution may ac-
guire is one in which the occupancy ratiois
increasing and that will not be sold until the ratio
levels out at the expected ratio.

Ingtitution XY Z acquired a compl eted apartment
building with a book value of $6,750,000. The
occupancy ratio is not sufficiently high to attract a
buyer. The building has 400 units available for
rental at $250 per month. Projected occupancy
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ratios and operating expense/gross operating in-
come ratios are as follows:

Year Occupancy Ratio Operating Expense
Ratio

1 50% 45%

2 85% 40%

Thereafter 95% 35%

The effective remaining life of the property is 50
years, giving a straight-line recapture rate of 2%.
The institution expects a return on the investment
of 10% and will sell the property after the second
year.

Step 1 - Determine cash flows.

Year 1 Gross Income = No. Units x Monthly
Rental x Occupancy Ratio = 400 x $250 x .50 =
$50,000 per month

Net Operating Income = Gross Income x (1 - Op-
erating Expense Ratio) = $50,000 x (1 - .45) =
$27,500 per month

Y ear 2 Gross Income = $400 x 250 x .85 =
$85,000 per month

Net Operating Income = $85,000 x (1 - .40) =
$51,000 per month

After Year 2 Gl = $400 x 250 x .95 = $95,000 per
month

Net Operating Income = $95,000 x (1 - .35) =
$61,750 per month

Capitalization Rate = .12

Annualized Net Operating Income = $61,750 x 12
= $741,000

Sales Price= (AN. NOI) + (CAP. RATE) =
$741,000/.12 = $6,175,000

Step 2 - Determine discount cash flows.

Again, the discount rate was determined to be
10%.

Year 1 PV =27,500 x (An/m/r) = 27,500 x
(AL/12/10%) = 27,500 x 11.374508 = 312,799

Year 2 PV = 51,000 x (AL/12/10%) X
(SL/12/10%) = 51,000 x 11.374508 x. 905212 =
525,113

PV = $6,175,000 X (S 2/12/10%)
PV = $6,175,000 X .819410
PV = $5,059,857

Total PV = $312,799 + $525,113 + $5,059,857 =
$5,897,769 say $5,898,000

Step 3 - Compare book value with the present
value.

Book Vaue $6,750,000
PV 5,898,000
Loss 852,000

Because the present value is less than the book
value, the institution should establish an $852,000
vauation alowance.

In appraising rea estate owned, the method of
discounting forecasted cash flows should be con-
sidered. It identifies the cash inflows to be
received and the outflows to be paid and accounts
for the holding period before a project can or will
be sold.

Portfolio Valuation

According to the Accounting Principles Board
(APB) No. 16 Business Combinations as
amended, an acquiring corporation using the pur-
chase accounting method should allocate the cost
of an acquired company to the identifiable indi-
vidual assets acquired and liabilities assumed
based on their relative fair values.

APB No. 16 aso provides general guidelines for
assigning amounts to individual assets acquired.
These guidelines include the valuation of receiv-
ables “at present values of amounts to be received
determined at appropriate current interest rates,
less allowances for uncollectibility and collection
costs, if necessary.” Given the high proportion of
receivables for thrift institutions, accurate valua-
tion isimportant. Generally, the loan portfolio of
an acquired ingtitution is revalued when the port-
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folio'saverage yield is different from the current
required yield.

Problem 20

Assume the institution is acquiring aloan portfo-
lio with a$1,000,000 book value. The average
yield of the portfoliois 7.5%, and the current
market yield is 9.0%. The average remaining con-
tractual life of the portfolio is 25 years.

Because of prepayments, however, the projected
average life of the portfolio isonly 10 years.
What is the current market value of the loan port-
folio?

Based upon these assumptions, sufficient data
exist for the proper evaluation of the loan portfo-
lio. In effect, determine what price an investor
would pay so that the investor earns a current
market yield on the investment.

Asindicated by APB No. 16, first determine the
cash flow “amountsto be received.” A loan port-
folio represents an equal monthly stream of
payments that include both interest and principal
amortization for the life of the contract. Prepay-
ment assumptions, however, shorten the contract
life and are recognized as a large lump sum pay-
ment in a future period.

Step 1 - Determine cash flows.
Monthly payments

PV = PAY (An/nvr)

PAY = PV + (A25/12/7.5%)
PAY = $1,000,000 + 135.319613
PAY = $7,389.91

Monthly payments of $7,389.91 would amortize a
$1,000,000 loan over 25 years and return a 7.5%
yield to the lender.

Payoff balance

PV = PAY (An/mr)

PV = $7,389.91 X (A15/12/7.5%)
PV = $7,389.91 x 107.873427
PV = $797,174.92

The book value of the loan as of the tenth year is
$797,174.92. Asindicated, the book vaueis sim-
ply the discount of the remaining 15 years of
payments at the portfolio rate of interest, 7.5%.
Because the repayment occurs in the future, the
amount is known as a sum in the following market
valuation.

Step 2 -Discount cash flows at current market
rate,

PV =PAY (An/m/r) + Sum (S/m/r)
PV = $7,389.91(A10/12/9.0%) +
$797,174.92(S10/12/9%)

PV = $7,389.91(78.941693) +
$797,174.92(0.407937)

PV = $908,569.15

The market value of the loan portfoliois
$908,569.15. This figure is the present value of
the 10 years of monthly loan payments plus the
present value of the loan repayment, al dis-
counted at the desired current yield of 9%.

When revaluation is warranted, the discounted
cash flow method embodies the intended thrust of
APB No. 16. However, the institution must exer-
cise carein the use of qualifying assumptions.
Rarely is aloan portfolio homogeneousin yield,
maturity, and risk. Obviously, changesin the as-
sumed portfolio yield, average remaining life,
average remaining projected life, and current re-
quired market yield affect the current market
value. Within this framework, however, the dis-
counted cash flow method generates an accurate
fair value.

SALE/LEASEBACK EVALUATION
The Theory

A sale/leaseback isavariation of afinancial lease.
Financial |eases provide alessee with many val-
ues otherwise associated with outright ownership.
The period of the lease generally approximates
the remaining economic life of the asset. The les-
see contractually commits to the lessor payment
of funds that cumulatively exceed the current
market price of the property. Although the lessee
may terminate an operating lease, such astele-
phone service, upon proper notice, the lessee
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many not cancel afinancial lease. In effect, afi-
nancial lease provides afinancing vehicle for the
lessee and is so regarded by accounting theorists.

In a salefleaseback, the prospective lessee re-
ceives current funds in exchange for the asset.
Simultaneously, the |essee receives the continued
use of the asset in consideration for future lease
payments. The sale/leaseback is a contrast be-
tween current funds inflow and anticipated funds
outflow. A decision model must capture the tim-
ing of the after-tax funds flow. Next year’s dollar
isworth something less than today’s. In simplest
terms, the “cost” of a sale/leaseback is the rate of
interest that equates future payments to the cur-
rent sales receipt. Aslease payments increase
relative to a given sale price, the cost of the lease
increases. That is, only a higher rate of discount
forces the eguation between inflow and higher
outflows. For a sale/leaseback to be considered
advantageous, the cost of the lease should be less
than an appropriate benchmark criterion. The
benchmark depends on the use of the sale price:
after-tax cost of funds for a contracting institu-
tion, and after-tax investment return for an
expanding institution.

Cost of Leasing
Before-Tax

Equation 3

After-Tax

Equation 4

n

Sales Price = é_ nleasePayt Ptay t
1 (1 + r)

+3 n(LeasePay t - Depr t)taxrate

(1+1)

n Lease Pay t

(1)

n

. [0}
Sales Price = g
1

The before-tax cost of leasing istherate, r, that
forces equation of the sale price to the annual
lease payments paid until year n. The advantages
of leasing, however, are heavily dependent upon
avoidance of taxes.

Estimate cash flows on an after-tax basis by de-
termining the legitimate expenses incurred by
leasing and those expenses missed as a result of
not owning. Lease payments provide an effective
tax shield because annual taxes are reduced by
lease payments times the tax rate. On the other
hand, the right to depreciate property that is not
owned islost. To the extent that lease payments
exceed depreciation charges, an effective tax
shield is generated. The tax shield reduces the
after-tax cash payments and accordingly lowers
the after-tax cost of the sale/leaseback.

Problem 21

Assume an institution currently owns an office
building and land carried at respective book val-
ues of $800,000 and $200,000. Management
considers the value of such property will be neg-
ligible after 20 years if demolition costs equal the
land’s residual value. A prospective lessor ap-
proaches the institution and offers $1 million cash
in exchange for 20 annual payments of $117,454.

Equation 5

3 $117,454
1 (1 + r)t

$1,000,000 =

PV =PAY (An/m/r)

$1,000,000 = $117,454 (A20/1/r)
8.514 = (A20/1/r)

r = 10%, the before-tax cost of leasing
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SECTION: Present Value Analysis

Section 440

After-Tax

Assume atax rate of 25% and “lost” depreciation
charges of $40,000 per year ($800,000 + 20
years.) The depreciation baseis limited to
$800,000 since land is excluded from considera-
tion.

Equation 6

3 $117.454
1 (1 + r)t

, & (6117.454 - $40,000)25

1 (1 + r)t

$1,000,000 =

PV =PAY (An/m/r)

$1,000,000 = ($117,454 - $19,364)(A20/1/r)
$1,000,000 = $98,090 (A20/I/r)

10.195 = A20/1/r

r = 7.49%, the after-tax cost of leasing

The after-tax cost of leasing, r, increases as the
sales price declines, the tax rate declines, the
missed depreciation charges increase, or the lease
payments increase. |s the sale/leaseback a good
deal for the institution? That depends. If the insti-
tution uses the sales price to retire debt with an
after-tax cost of less than 7.49%, the answer is no.
If the institution uses the funds to expand invest-
ments earning greater than 7.49% after taxes, the
answer may be yes.

Why the qualified answer? To this point, the ex-
ample contains simplifying and, to a certain
extent, unrealistic assumptions. Most institutions
would use an accelerated depreciation. The reduc-
tion of early-term avoidance of taxes and higher
time value of money increases the cost of leasing.
Many properties have an expected residual value
that affects depreciation schedules. Also, any re-
sidual values belong to the lessor, not the lessee,
and increase the cost of leasing. Alternatively, the
sales price in the sale/leaseback may be less than
actually stated. For example, if an institution pro-

vides the lessor with purchase money at less than
market rates, the lessor must similarly reduce the
effective sale price. The institution must consider
the effects of such refinements to either the right
side or the left side of the equation.

Sale/Partial L easeback After Taxes

In some instances, an institution owns a building
far larger than internal requirements dictate. Con-
sequently, the institution may prudently lease part
of the office space to other tenants. If the institu-
tion subsequently decidesto sell its building and
leases back only a portion of the office space, the
effective cost of the sale/partial leaseback may
still be calculated. The sales price reflects the sum
of the seller’ s partial leaseback and the lease
payments of the other tenants. Computation of the
cost of the sale/partial leaseback is analogous to
the previously discussed sale/leaseback. The cost
isthe rate of discount that equates the sales price
to adiscounted sum of the seller’ s annual partial
lease payments, plus the other tenant’s annual
lease payments, minus the annual tax shield.
Again, as aresult of not owning, the prospective
lessee |oses the opportunity to depreciate. On the
other hand, taxable expenses are increased by the
lease charges, and taxable income is reduced by
not including the other tenants' lease payments.

In fact, the cost of a sale/partial leaseback should
be similar to that of a sale/leaseback if other ten-
ants are paying the market price for leasing.
Continuing the previous example, assume other
tenants were leasing office space at $90,000 per
year and will continue to lease regardless of the
building’'s owner. Further, the institution contract
callsfor annual lease payments of $27,454.

Equation 7
20 20
$1000000= 5 S27:454 , 5 890,000
L (1 + r) 1 (1 + r)

, & (827454 - $40,000 +$90,000).25]
a (1)
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Section 440

PV =PAY (An/m/r)

$1,000,000 = ($117,454 - 19,364)(A20/I/r)
$1,000,000 = $98,090 (A20/1/r)

10.195 = (A20/1/r)

r = 7.49%, the after-tax cost of the sale/partia
leaseback

In some cases, the other tenants do not lease at a
current market rate. As aresult, the purchaser ei-
ther pays alower sales price or requires higher
lease payments from the seller. Of course, either
action increases the effective cost of the sale/ par-
tial leaseback. The higher costs may indicate the
economic reality of the present value of the ten-
ants' lease payment, as opposed to a poor
manageria decision by institution management.

Statement of Financial Accounting Standards No.
13, as amended, discusses the accounting implica-
tions for sale/leaseback transactions.

REFERENCES

Financial Accounting Standards Board,
Statement of Financial Accounting Standards

No. 13 Accounting for Leases

No. 15 Accounting by Debtors and
Creditorsfor Troubled Debt Re-
structurings

No. 114 Accounting by Creditorsfor Im-
pairment of aLoan

No. 118 Accounting by Creditorsfor Im-

pairment of aLoan — Income
Recognition and Disclosure

No. 121 Accounting for the Impairment of
Long-Lived Assets and Long-
Lived Assetsto be Disposed of

Accounting Principles Board (APB) Opinions

No. 16 Business Combinations
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Appendix A: Present Value Analysis Section 440

Present and Future Values

Sum of an Annuity of $1 Per Period for n Periods

Period 4% 5% 6% 7% 8% 9% 10% 12% 14% 15%
1 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000
2 2.040 2.050 2.060 2.070 2.080 2.090 2.100 2.120 2.140 2.150
3 3.122 3.153 3.184 3.215 3.246 3.278 3.310 3.374 3.440 3.473
4 4.246 4310 4.375 4.440 4.506 4.573 4.641 4.779 4.921 4.993
5 5.416 5.526 5.637 5.751 5.867 5.985 6.105 6.353 6.610 6.742
6 6.633 6.802 6.975 7.153 7.336 7.523 7.716 8.115 8.536 8.754
7 7.898 8.142 8.394 8.654 8.923 9.200 9.487 10.089 10.730 11.067
8 9.214 9.549 9.897 10.260 10.637 11.028 11.436 12.300 13.233 13.727
9  10.583 11.027 11.491 11.978 12.488 13.021 13.579 14.776 16.085 16.786
10  12.006 12.578 13.181 13.816 14.487 15.193 15.937 17.549 19.337 20.304
1 13.486 14.207 14.972 15.784 16.645 17.560 18.531 20.655 23.045 24.349
12 15.026 15.917 16.870 17.888 18.977 20.141 21.384 24133 271.271 29.002
13 16.627 17.713 18.882 20.141 21.495 22.953 24.523 28.029 32.089 34.352
14 18.292 19.599 21.015 22.550 24215 26.019 27.975 32.393 37.581 40.505
15 20.024 21.579 23.276 25129 27.152 29.361 31.772 37.280 43.842 47.580
16 21.825 23.657 25.673 27.888 30.324 33.003 35.950 42.753 50.980 55.717
17 23.698 25.840 28.213 30.840 33.750 36.974 40.545 48.884 59.118 65.075
18 25.645 28.132 30.906 33.999 37.450 41.301 45.599 55.750 68.394 75.836
19  27.671 30.539 33.760 37.379 41.446 46.018 51.159 63.440 78.969 88.212

20 29.778 33.066 36.786 40.995 45.762 51.160 57.275 72.052 91.025 102.444

21 31.969 35.719 39.993 44.865 50.423 56.765 64.002 81.699  104.768 118.810

22 34.248 38.505 43.392 49.006 55.457 62.873 71.403 92.503  120.436 137.632

23 36.618 41.430 46.996 53.436 60.893 69.532 79.543  104.603  138.297 159.276

24 39.083 44502 50.816 58.177 66.765 76.790 88.497  118.155  158.659 184.168

25  41.646 47.727 54.865 63.249 73.106 84.701 98.347  133.334  181.871 212.793

26 44312 51.113 59.156 68.676 79.954 93.324  109.182  150.334  208.333 245.712

27 47.084 54.669 63.706 74.484 87.351 102.723 121100 169.374  238.499 283.569

28 49.968 58.403 68.528 80.698 95339 112968 134.210  190.699  272.889 327.104

29  52.966 62.323 73.640 87.347 103.966 124135  148.631  214.583  312.094 377.170

30  56.085 66.439 79.058 94.461 113283  136.308  164.494  241.333  356.787 434.745

40  95.026  120.800 154.762  199.635 259.057  337.882 442593  767.091  1342.025 1779.090

50  152.667 209.348 290.336  406.529 573.770  815.084 1163.909 2400.018  4994.521 7217.716

60  237.991 353.584 533.128 813.520 1253.213 1944.792 3034.816 7471.641 18535.130  29219.990
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Appendix A: Present Value Analysis Section 440
Present Value of an Annuity of $1 Per Period for n Periods
Number of
Payments 4% 5% 6% 7% 8% 9% 10% 12% 14% 15%
1 0.9615  0.9524 09434 09346 09259 09174 0.9091 0.8929 0.8772 0.8696
2 1.8861  1.8594 1.8334 18080 1.7833  1.7591 1.7355 1.6901  1.6467 1.6257
3 27751  2.7232 26730 2.6243 25771 25313 24869 24018 23216 2.2832
4 3.6299  3.5460 34651 33872 33121 32397 31699 3.0373 29137 2.8550
5 44518  4.3295 42124 41002 39927 3.8897 3.7908 3.6048 34331 3.3522
6 5.2421  5.0757 49173 47665 4.6229 44859 43553 4.1114  3.8887 3.7845
7 6.0021  5.7864 55824 53893 52064 50330 4.8684 4.5638 4.2883 4.1604
8 6.7327  6.4632 6.2098 59713 57466 55348 53349 49676 4.6389 4.4873
9 74353 71078 6.8017 65152 6.2469 59952 57590 53282 4.9464 4.7716
10 81109  7.7217 73601 7.0236 67101  6.4177 6.1446 56502 5.2161 5.0188
11 8.7605  8.3064 7.8869 74987 71390 6.8052 6.4951 59377 54527 5.2337
12 9.3851  8.8633 8.3838  7.9427 75361 7.1607 6.8137 6.1944 5.6603 5.4206
13 9.9856  9.3936 8.8527 83577 79038 74869 7.1034 64235 58424 55831
14 10.5631  9.8986 9.2950 8.7455 82442 7.7862 7.3667 6.6282 6.0021 5.7245
15 111184 103797 9.7122 91079 85595 8.0607 7.6061 6.8109 6.1422 58474
16 11.6523 10.8378 10.1059 9.4466 8.8514 83126 7.8237 6.9740 6.2651 5.9542
17 121657 112741 104773 97632 91216 85436 8.0216 71196 6.3729 6.0472
18 12.6593 11.6896 10.8276 10.0591 9.3719  8.7556 8.2014  7.2497 6.4674 6.1280
19 13.1339 12.0853 11.1581 10.3356 9.6036  8.9501 8.3649 7.3658  6.5504 6.1982
20 13.5903 124622 114699 105940 9.8181 91285 85136 74694 6.6231 6.2593
25 15.6221 14.0939 12.7834 11.6536 10.6748 9.8226 9.0770 7.8431 6.8729 6.4641
30 17.2920 153725 13.7648 124090 11.2578 10.2737 9.4269 8.0552  7.0027 6.5660
40 19.7928 17.1591  15.0463 13.3317 11.9246 10.7574 9.7791  8.2438 7.1050 6.6418
50 214822 18.2559  15.7619 13.8007 12.2335 10.9617 9.9148 8.3045 7.1327 6.6605
60 22.6235 189293 16.1614 14.0392 12.3766 11.0480 9.9672 8.3240 7.1401 6.6651
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Appendix A: Present Value Analysis Section 440

Future Value of $1 at the End of n Periods

Period 4% 5% 6% 7% 8% 9% 10% 12% 14% 15%

1.0400 1.0500 1.0600 1.0700  1.0800  1.0900  1.1000 1.1200 1.1400 1.1500
1.0816 1.1025 1.1236 1.1449 11664 1.1881  1.2100 1.2544 1.2996 1.3225
11249 11576 11910 1.2250 1.2597 1.2950  1.3310 1.4049 1.4815 1.5209
11699 1.2155 12625 13108 1.3605 14116  1.4641 1.5735 1.6890 1.7490
1.2167 1.2763 13382 14026 14693 15386 1.6105 1.7623 1.9254 20114
1.2653 1.3401 1.4185 1.5007 1.5869 1.6771  1.7716 1.9738 2.1950 2.3131
1.3159 1.4071 15036 1.6058 1.7138  1.8280  1.9487 2.2107 2.5023 2.6600
1.3686 1.4775 15938 1.7182 1.8509 1.9926  2.1436 2.4760 2.8526 3.0590
14233 15513 1.6895 1.8385 1.9990 21719  2.3579 2.7731 3.2519 3.5179
14802 1.6289 1.7908 1.9672 21589 23674  2.5937 3.1058 3.7072 4.0456
1.5395 1.7103 1.8983 2.1049 23316  2.5804  2.8531 3.4785 4.2262 4.6524
1.6010 1.7959 2.0122 22522 25182 28127 3.1384 3.8960 48179 5.3503
1.6651 1.8856 2.1329 24098 27196 3.0658  3.4523 4.3635 5.4924 6.1528
1.7317  1.9799 22609 25785 29372 33417  3.7975 4.8871 6.2613 7.0757
1.8009 2.0789 23966 2.7590 31722 3.6425 41772 5.4736 7.1379 8.1371
1.8730 21829 25404 2.9522 34259 3.9703  4.5950 6.1304 8.1372 9.3576
1.9479 22920 26928 3.1588  3.7000 4.3276  5.0545 6.8660 9.2765  10.7613
20258 24066 28543 3.3799 3.9960 4.7171  5.5599 7.6900 10.5752  12.3755
21068 2.5270 3.0256 3.6165 4.3157 51417  6.1159 8.6128 12.0557  14.2318
21911 26533 3.2071 3.8697 4.6610 56044  6.7275 9.6463 13.7435  16.3665

[\ JS L L L\ N N N (U [
QO OWONNOONMPRWN _2ODOWONOOOTA,WN -

21 22788 2.7860 3.3996 4.1406 5.0338 6.1088  7.4002  10.8038 15.6676  18.8215
22 23699 29253 3.6035 44304 54365 6.6586 8.1403  12.1003 17.8610  21.6447
23 24647 3.0715 3.8197 4.7405 58715 72579  8.9543  13.5523 20.3616  24.8915
24 25633 3.2251 4.0489 50724 63412 79111  9.8497 151786 232122 28.6252
25 26658 3.3864 4.2919 54274 6.8485 8.6231 10.8347  17.0001 264619  32.9190
26 2.7725 3.5557 4.5494 58074 7.3964 93992 11.9182  19.0401 30.1666  37.8568
27 28834 3.7335 4.8223 6.2139 7.9881 10.2451 131100  21.3249 34.3899  43.5353
28 29987 3.9201 51117 6.6488 8.6271 11.1671 144210 23.8839 39.2045  50.0656
29 3.1187 4.1161 54184 71143 93173 121722 158631 26.7499  44.6931  57.5755
30 32434 43219 57435 7.6123 10.0627 13.2677 17.4494  29.9599 50.9502  66.2118
40 48010 7.0400 10.2857 14.9745 21.7245 314094 452593 93.0510  188.8835 267.8635
50 7.1067 11.4674 18.4202 29.4570 46.9016 74.3575 117.3909 289.0022  700.2330 1083.6600

60 10.5196 18.6792 32.9877 57.9464 101.2571 176.0313 304.4816 897.5969 2595.9200 4384.0000
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Appendix A: Present Value Analysis Section 440
Present Value of $1
Period 4% 5% 6% 7% 8% 9% 10% 12% 14% 15%
1 0.9615 0.9524 0.9434 09346 09259 09174 09091 0.8929 08772 0.8696
2 0.9246 0.9070 0.8900 0.8734 08573 0.8417 08264 0.7972 0.7695  0.7561
3 0.8890 0.8638 0.839% 08163 07938 0.7722 0.7513 0.7118 0.6750  0.6575
4 0.8548 0.8227 07921 0.7629 0.7350 0.7084 0.6830 0.6355 05921  0.5718
5 0.8219 0.7835 0.7473 07130 0.6806 0.6499 0.6209 0.5674 0.5194  0.4972
6 0.7903 0.7462 0.7050  0.6663 0.6302 0.5963 0.5645 0.5066  0.4556  0.4323
7 0.7599 0.7107 06651 0.6227 05835 0.5470 05132 04523 03996 0.3759
8 0.7307 0.6768 06274 05820 0.5403 0.5019 04665 0.4039 0.3506  0.3269
9 0.7026 0.6446 0.5919  0.5439 05002 0.4604 04241 03606 0.3075  0.2843
10 0.6756 0.6139 0.5584  0.5083 0.4632 04224 03855 0.3220 0.2697  0.2472
11 0.6496 0.5847 05268 04751 04289 03875 0.3505 0.2875 0.2366  0.2149
12 0.6246 0.5568 04970 04440 03971 0.3555 0.3186  0.2567  0.2076  0.1869
13 0.6006 0.5303 04688 04150 03677 03262 0.2897 0.2292 0.1821  0.1625
14 0.5775 0.5051 04423 03878 0.3405 0.2992 02633 0.2046  0.1597  0.1413
15 0.5553 0.4810 04173 03624 03152 0.2745 0.2394 0.1827  0.1401  0.1229
17 0.5134 0.4363 03714 03166 02703 0.2311 01978 0.1456  0.1078  0.0929
18 0.4936 0.4155 0.3503 0.2959  0.2502 0.2120 0.1799  0.1300 0.0946  0.0808
19 0.4746 0.3957 03305 02765 02317 01945 0.1635 0.1161  0.0829  0.0703
20 0.4564 0.3769 03118 0.2584 02145 0.1784 0.148  0.1037 0.0728  0.0611
25 0.3751 0.2953 02330 0.1842 0.1460 0.1160  0.0923  0.0588  0.0378  0.0304
30 0.3083 0.2314 01741 01314 0.0994 0.0754 0.0573 0.0334 0.0196 0.0151
40 0.2083 0.1420 0.0972 0.0668 0.0460 0.0318 0.0221 0.0107  0.0053  0.0037
50 0.1407 0.0872 0.0543 0.0339 0.0213 0.0134 0.0085 0.0035 0.0014  0.0009
60 0.0951 0.0535 0.0303  0.0173  0.0099  0.0057 0.0033  0.0011  0.0004  0.0002
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Appendix A: Present Value Analysis

Section 440

Present Value of $1 at a Stated Annual Interest Rate Compounded Monthly

Number
of Years 4% 5% 6% 7% 8% 9% 10% 11% 12% 14%
1 0.9609 0.9513 09419 09326 0.9234 09142 0.9052 0.8963 0.8874 0.8701
2 0.9232 0.9050 08872 0.8697 0.8526 0.8358 0.8194 0.8033 0.7876 0.7570
3 0.8871 0.8610 0835 08111 0.7873  0.7641  0.7417 0.7200  0.6989 0.6586
4 0.8524 0.8191 0.7871  0.7564 0.7269 0.6986  0.6714 0.6453 0.6203 0.5731
5 0.8190 0.7792 0.7414  0.7054 06712 0.6387 0.6078 0.5784  0.5504 0.4986
6 0.7869 0.7413 06983 0.6578 0.6198 0.5839  0.5502 0.5184  0.4885 0.4338
7 0.7561 0.7052 06577 0.6135 05723 0.5338 0.4980 04646 04335 0.3774
8 0.7265 0.6709 06195 05721 05284 04881 04508 04164 03847 0.3284
9 0.6981 0.6382 0.5835 05336 04879 04462 04081 0.3733 03414 0.2857
10 0.6708 0.6072 05496 04976  0.4505 04079 0.3694 0.3345 0.3030 0.2486
11 0.6445 0.5776 05177 04641 04160 03730 0.3344 0.2998 0.2689 0.2163
12 0.6193 0.5495 04876 04328 0.3841 0.3410 0.3027 0.2687 0.2386 0.1882
13 0.5950 0.5228 04593 04036 03547 03117 02740 0.2409 02118 0.1637
14 0.5717 0.4973 04326 03764 03275 02850 0.2480 0.2159 0.1879 0.1425
15 0.5494 0.4731 04075 03510 03024 0.2605 0.2245 0.1935 0.1668 0.1240
20 0.4499 0.3686 03021 02476 02030 0.1664 0.1365 0.1119  0.0918 0.0618
25 0.3685 0.2872 02240 01747 0.1362 0.1063  0.0829 0.0647  0.0505 0.0308
30 0.3018 0.2238 0.1660  0.1232  0.0914  0.0679  0.0504 0.0374 0.0278 0.0154
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Appendix A: Present Value Analysis Section 440
Present Value of an Annuity of $1 per Month for n Years

Number

of Years 4% 5% 6% % 8% 9% 10% 11% 12% 14%
1 11.7440 116812 11.6189 11.5571 11.4958 11.4349 11.3745 11.3146 11.2551 11.1375
2 23.0283 22.7939 225629 223351 221105 21.8891 21.6709 21.4556 21.2434 20.8277
3 33.8708 33.3657 32.8710 32.3865 31.9118 31.4468 30.9912 30.5449 30.1075 29.2589
4 442888 43.4230 42.5803 41.7602 40.9619 40.1848 39.4282 38.6914 37.9740 36.5945
5 542991 529907 51.7256 505020 49.3184 481734 47.0654 459930 44.9550 42.9770
6 63.9174 62.0928 60.3395 58.6544 57.0345 554768 53.9787 525373 51.1504 48.5302
7 73.1593 70.7518 68.4530 66.2573 64.1593 62.1540 60.2367 58.4029 56.6485 53.3618
8 82.0393 78.9894 76.0952 73.3476 70.7380 68.2584 65.9015 63.6601 61.5277 57.5655
9 90.5718 86.8261 83.2934 79.9598 76.8125 73.8394 71.0294 68.3720 65.8578 61.2231
10 98.7702 94.2814 90.0735 86.1264 824215 78.9417 756712 725953 69.7005 64.4054
1 106.6476 101.3737 96.4596 91.8771 87.6006 83.6064 79.8730 76.3805 73.1108 67.1742
12 114.2167 108.1209 102.4747 97.2402 92.3828 87.8711 83.6765 79.7731 76.1372 69.5833
13 121.4895 114.5397 108.1404 102.2417 96.7985 91.7700 87.1195 82.8139 78.8229 71.6793
14 128.4776 120.6461 113.4770 106.9061 100.8758 95.3346 90.2362 85.5392 81.2064 73.5029
15 1351921 126.4552 118.5035 111.2560 104.6406 98.5934 93.0574 87.9819 83.3217 75.0897
20 165.0219 151.5253 139.5808 128.9825 119.5543 111.1450 103.6246 96.8815 90.8194 80.4168
25 189.4525 171.0600 155.2069 141.4869 129.5645 119.1616 110.0472 102.0290 94.9466 83.0730
30 209.4612 186.2816 166.7916 150.3076 136.2835 124.2819 113.9508 105.0063 97.2183 84.3973
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Appendix B: Present Value Analysis Section 440
Keystrokes Problem 4
Hewlett-Packard HP-12C calculator key- Keystrokes Display
stroke sequences and solutions for problems
1 though 21. 1. 1000 CHS PV -1,000.00
2. 7 ENTER 7.00
Problem 1 3. 2 = i 3.50
4, 4 ENTER 4.00
Keystrokes Display 5. 2 X n 8.00
6. FV 1,316.81
1 2000 CHS PV -2,000.00 7. STO 1 1,316.81
2. 20 n 20.00 8. 0 FV 0.00
3. 6 i 6.00 9. 4 n 4.00
4. FV $6,414.27 10. 7 i 7.00
1. FV 1,310.80
Problem 2 12. RCL 1 - -$6.01
Keystrokes Display Problem 5
1 5000 FV 5,000.00 Keystrokes Display
2. 10 n 10.00
3. 4 i 4.00 1 250,000 FV 250,000.00
4. PV -$3,377.82 2. 4 n 4.00
3. 12 i 12.00
Problem 3 4. PV -$158,879.00
Keystrokes Display Problem 6
1. 8 i 8.00 Keystrokes Display
2. 1 CHS PV 1.00
3. 2 FV 2.00 1. 30 CHS PV 30.00
4. n 10.00 years 2. 70 FV 70.00
3. 15 n 15.00
Due to a rounding error, the calculator solu- 4, i 5.81%
tion to problem three is ten years. The pre-
cise answer is somewhere between nine and Problem 7
ten years; however, the calculator is pro-
grammed to round the periods up since inter- :
est would not be credited until the end of Keystrokes Display
each compounding period. 1 700 PMT 700.00
2. 9 n 9.00
3. 10 i 10.00
4. PV -$4,031.32
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Appendix B: Present Value Analysis Section 440
Problem 8 Problem 12
Keystrokes Display Keystrokes Display
1. 95 ¢ i 0.79 1 50,000 CHS PV -50,000.00
2. 20 ¢ n 240.00 2 7 ¢ i 0.58
3. 40,000 PV 40,000.00 3 30 ¢ n 360.00
4, PMT -$372.85 4, PMT 332.65
S. RCL PV -50,000.00
6 4 % - -48,000.00
Problem 9 7 PV -48,000.00
; 8 i 0.62
Keystrokes Display 9 g 0 7419
1. 60 PMT 60.00
2. 10 n 10.00 Problem 13
3. 9 i 9.00
4. PV -385.06 Keystrokes Display
S. STO 1 -385.06
6. 0 PMT 0.00 1 50,000 PV 50,000.00
7. 1,000 FV 1,000.00 2 7 ¢ i 0.58
8. PV -422.41 3 30 ¢ n 360.00
9. RCL 1 -$807.47 4, PMT -332.65
5. 5 g n 60.00
6. FV -47,065.79
Problem 10 7 CHS STO 1  47,065.79
; 8 0 FV 0.00
Keystrokes Display 9 0 g 0 360,00
" 0 g 0.83 10. 48000 PV 48,000.00
2. 30 g on 360.00 M. | 062
3. 50000 CHS PV -50,000.00 12 S g 60.00
4 PMT $43879 13. FV -45,375.34
14. RCL 1 PV  47,065.79
15. i 0.66
Problem 11 16. g n 7.89 %
Keystroki Displ
eystrores Py Problem 14
1. 10 g i 0.83 ,
2 30 g n 360.00 Keystrokes Display
3. 50,000 CHS PV -50,000.00
4. PMT 438.79 1 50,000 CHS PV -50,000.00
5. 5 g n 60.00 2 30 g n 360.00
6. FV 48,287.16 3 10 g i 0.83
7. STO 1 48,287.16 4. PMT 438.79
8. 0 FV 0.00 S. 5 g n 60.00
9. 25 g n 300.00 6. FV 48,287.16
10. 875 g i 0.73 7 05 «x 24,143.58
1. PV -53,370.94 8 01 x 2,414.36
12. RCL 1 -$5.083.78 9. RCL FV + 50,701.52
10. FV 50,701.52
1. i 0.90
12. g n 10.74 %
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Appendix B: Present Value Analysis

Section 440

Problem 15 3. 9 ¢ i 0.75
4. PMT 278.69
Keystrokes Display 5. STO 1 278.69
6. 6 ¢ i 0.50
1 30,000 CHS PV -30,000.00 7. PMT 244.25
2 5 ¢ i 0.42 8. RCL 1 - -34.44
3 20 g n 240.00 (loss per monthly payment.)
4. PMT 197.99 9. PMT -34.44
5. STO 1 197.99 10. 9 ¢ i 0.75
6 15 ¢ n 180.00 11. PV $2,718.88
7 Fv 10,491.46 (present value loss)
8 1,000 + 11,491.46
9. CHS PV -11,491.46 Problem 17
10. 0 FV 0.00
1. 8 ¢ ! 0.67 Keystrokes Display
12. 5 ¢ n 60.00
13. PMT 233.01 1. 22000 CHS PV -22,000.00
14. RCL 1 - 35.00 2 10 g n 120.00
(to amortize the incremental $1,000 3 6 g i 050
loaned) 4 PMT 244.25
15. PMT 35.02 5 4 g n 48.00
16. 1,000 CHS PV -1,000.00 6. FV 14.737.63
7. i 2.86 7 CHS PV -14,737.63
18. g n 34.26 % 8 0 FV 0.00
(vield on incremental $1,000 loaned) 0. 8 g i 0.67
10. 6 ¢ n 72.00
Problem 16 1. PMT $258.40
Keystrokes Display The institution should receive monthly pay-
ments of $244.25 for four years and $258.40
1. 22,000 CHS PV -22,000.00 for six years. The monthly financing conces-
2. 6 ¢ i 0.50 sion amounts to $34.44 for four years
3. 10 ¢ n 120.00 ($278.69 - $244.25) and $20.29 for six years
4. PMT 244.25 ($278.69 - $258.40). To discount the pay-
5. 9 g i 0.75 ments received at a sub-market rate:
6. PV -19,281.12
7. STO 1 -19,281.12 Keystrokes Display
8. 22,000 + 2,718.88
(present value loss from selling price) 1. 444 PMT 34.44
9. 20,000 ENTER 20,000.00 2. 4 g n 48.00
10. RCL 1 + $718.88 3. 9 ¢ [ 0.75
(loss from book value) 4. PV -1,383.96
5. STO 1 -1,383.96
You can also use the following approach to 6. 20.29 PMT 20.29
calculate the loss per monthly payment and 7. 6 ¢ n 72.00
the present value loss: 8. PV -1,125.63
(present value at beginning of
Keystrokes Display year 5)
9. CHS FV 1,125.63
1. 22,000 CHS PV -22,000.00 10. 0 PMT 0.00
2. 10 g n 120.00 11. 4 g n 48.00
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Section 440

12. PV -786.38
13. RCL 1 + -$2,170.34
Problem 18
Step 1 - Discount Cash Inflows:

Keystrokes Display
1. 10,000,000 FvV 10,000,000.00
2. 10 g i 0.83
3. 3 g n 36.00
4. PV -71,417,397.04
5. STO 9 -$7,417,397.04
Step 2 - Discount Cash Outflows (using the
cash flow function):

Keystrokes Display
6. f FIN

(to clear the Financial registers.)

7. 45,000 ¢ CFj 45,000.00
8. 12 g Nj 12.00
9. 30,000 g CFj 30,000.00
10. 12 g Nj 12.00
1. 16,000 ¢ CFj 16,000.00
12. 12 g Nj 12.00
13. 10 ¢ i 0.83
14. f NPV $969,869.36

Step 3 - Determine Net Present Value of the
property:

Keystrokes Display
15. RCL 9 + -$6,447,527.67
(Net Present Value)

Step 4 - Compare Net Present Value of
property to outstanding balance of the loan:

Keystrokes Display

16. 7,000,000 + $552,472.33
(valuation allowance should be
established)

Problem 19

Step 1 - Determine cash flows:

The cash flows as previously determined in
this section are $27,500/month in year one,
$51,000/month in year two, and a capitalized
cash flow of $6,175,000 after year two.

Step 2 - Discount cash flows:

Keystrokes Display
1. 27,500 ¢ CFj 27,500.00
2. 12 g Nj 12.00
3. 51,000 ¢ CFj 51,000.00
4. 1M1 g Nj 11.00
5. 6,175,000 ENTER 6,175,000.00
6. 51,000 + 6,226,000.00
7. g CFj 6,226,000.00
8. 10 g i 0.83
9. f NPV $5,897,766.58
(Present Value)

Step 3 - Compare Book Value to the Present
Value:

Keystrokes Display
10. 6,750,000 -$852,233.42
(valuation allowance should be es-
tablished)
Problem 20

Step 1 - Determine the cash flows:

Keystrokes Display
1. 1,000,000 PV 1,000,000.00
2. 25 g n 300.00
3. 75 ¢ i 0.63
4. PMT -$7,389.91

Pay-off balance after 10 years:

5. 10 g n 120.00
6. FV -7197,175.11
7 STO 1 -$797,175.11
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Appendix B: Present Value Analysis

Section 440

Step 2 - Discount the cash flows at the cur-

rent market rate:

Sale/Partial Leaseback After-Taxes:

Keystrokes Display
Keystrokes Display
1. 27,454 ENTER 27,454.00
8. 0 FV 0.00 2. 90,000 + 117,454.00
9. 9 ¢ i 0.75 3. STO 1 117,454.00
10. PV 583,372.14 4, 27,454 ENTER 27,454.00
1. STO 2 583,372.14 5. 40,000 - -12,546.00
12. RCL 1 FV  -797175.11 6. 90,000 + 77,454.00
13. 0 PMT 0.00 7. 025 x 19,363.50
14. PV 325,197 47 8. RCL 1 - -98,090.50
15. RCL 2 + $908,569.61 9. PMT -98,090.50
(market value of loan portfolio) 10. 1,000,000 PV 1,000,000.00
1. 20 n 20.00
12. i 7.50 %
Problem 21 (after-tax cost of sale-partial lease-
Before-Taxes: back)
Keystrokes Display
1. 1,000,000 PV 1,000,000.00
2. 117454 CHS PMT 117,454.00
3. 20 n 20.00
4, i 10.00%
After-Taxes:
Keystrokes Display
1. 117,454  ENTER 117,454.00
2. 40,000 - 77,454.00
3. 025 x 19,363.50
4, 117454 - -98,090.50
5. PMT -98,090.50
6. 1,000,000 PV 1,000,000.00
7. 20 n 20.00
8. i 7.50 %
(after-tax cost of leasing)
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