From: Ryan, Mike [mailto:mike.ryan@millernash.com]
Sent: Friday, May 15, 2009 4:17 PM

To: Jekel, Linda (DFI)

Cc: Vincent, Joseph (DFI); Delimont, Mike (DFI)

Subject: DCU OREO Rulemaking: Federal OREO Guidance

Good Afternoon Linda--

I sat in on the OREO task force conference call last month with Parker Cann. Please add
me to the OREO task force group as an interested party (not as counsel for any WA credit
union). I plan to participate in the second half of next week's call.

During the April conference call you solicited data on comparative OREQ regulations.

I have not conducted a survey of state OREO regulations but I thought that I'd share the
following references to federal regulatory guidance. Some of the federal regulations

and guidance may be useful in addressing concerns raised during the April call regarding
a bright-line preferred holding period of 1 year.

The federal regs and guidance generally contemplate disposal of OREO as soon as
possible subject to an initial 5-year holding period.

e OnJuly 1, 2008, the FDIC issued the attached Financial Institution Letter,
Guidance on Other Real Estate.

e The FDIC generally defers to the holding periods established by Congress and the
OCC for national banks and requires that state nonmember banks,
like national banks, "not hold the property for speculation.” See 12 CFR
362.1(b)(3).

e The National Bank Act and OCC regulations generally require that national
banks "dispose of OREOQ at the earliest time that prudent judgment dictates, but
not later than the [5-year] holding period (or an [up to 5-year] extension thereof)
permitted by 12 U.S.C. 29. See 12 CFR 34.82.

e The Fed's examination manual states that "OREO property must be disposed of
within any holding period established by state law and, in any case, as soon as it is
prudent and reasonable. See the Fed's Commercial Bank Examination Manual
Section 2200.1.

I hope that this is helpful. It looks to be a great weekend in the Pacific NW. Enjoy it!
Regards,
--mjr

Mike Ryan

MILLER NASH LLP

3400 U.S. Bancorp Tower | 111 S.W. Fifth Avenue | Portland, Oregon 97204-3699
Direct: 503-205-2543 | Office: 503-224-5858 | Fax: 503-224-0155
mike.ryan@millernash.com | www.millernash.com

Please consider the environment before printing this e-mail.
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Financial Institution Letter
FIL-62-2008
July 1, 2008

OTHER REAL ESTATE

Guidance on Other Real Estate

Summary: Continued weakness in the housing market and the rapid rise in foreclosures have increased the
potential for higher levels of other real estate (ORE) held by FDIC-supervised institutions. This FIL reminds bank
management of the importance of developing and implementing policies and-procedures for. acquiring, holding,
and disposing of other real estate (ORE). “Guidance on Other Real Estate” is attached.

Distribution:
FDIC-Supervised Banks (Commercial and Savings)

Suggested Routing:
Chief Executive Officer
Chief Loan Officer

Chief Financial Officer

Related Topics:

Real Estate Lending

Appraisals

Accounting for Other Real Estate

Attachment: _
Guidance on Other Real Estate

Contacts:

Beverlea (Suzy) Gardner, Senior Examination
Specialist, at BGardner@FDIC.qgov or (202) 898-
3640 and Leonard J. Bixby, Policy Analyst (Bank

Accounting), at LBixby@FDIC.gov or (202) 898-
6777.

Note:

FDIC financial institution letters (FILs) may be

accessed from the FDIC's Web site at
www.fdic.qov/news/newsl/financial/2008/index.html.

To receive FlLs electronically, please visit -
http://www.fdic.gov/about/subscriptions/fil.html.

Paper copies of FDIC financial institution letters
may be obtained via the FDIC's Public Information
Center (1-877-275-3342 or 703-562-2200).

Highlights:

The attached “Guidance on Other Real Estate™

o Emphasizes the need to properly maintain ORE.

¢ Reinforces the importance of and details the expenses
associated with maintaining and protecting ORE from further

deterioration.

e Addresses the need to comply with requirements for obtaining
initial and updated values for ORE.

e Summarizes the accounting and reporting standards for ORE in
each phase of ownership: acquisition, holding peried, and
disposition.
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Guidance on Other Real Estate

Continued weakness in the housing market and the rapid rise in foreclosures have increased the
potential for higher levels of other real estate (ORE) held by FDIC-supervised institutions ("institutions").
In this regard, as stated in Financial Institution Letters 35-2007, "Working With Residential borrowers:
FDIC Encourages Institutions to Consider Workout Arrangements for Borrowers Unable to Make
Mortgage Payments,” and 76-2007, "Servicing for Mortgage Loans: Loss Mitigation Strategies,” the
FDIC encourages institutions to avoid unnecessary foreclosures of residential properties through loan
modifications that achieve affordable, sustainable mortgage obligations. Where foreclosures are
unavoidable, this Financial Institution Letter reminds institutions of the need to establish policies and
procedures for acquiring, holding, and disposing of ORE. These policies and procedures should ensure
that the institution's interests in the ORE are protected while mitigating the impact on the value of
surrounding properties; ORE is accounted for in conformance with the Instructions for the Consolidated
Reports of Condition and Income (Instructions for Call Reports); and the institution complies with
applicable federal and state laws and regulations pertaining to holding ORE. »

For regulatory reporting purposes, ORE consists of:

e all real estate, other than bank premises, actually owned or controlled by the institution and its
consolidated subsidiaries, including real estate acquired through foreclosure, even if the
institution has not yet received title to the property;

e certain direct and indirect investments in real estate ventures;

o property originally acquired for future expansion but no longer intended to be used for that
purpose; and '

¢ foreclosed real estate sold under contract and accounted for under the deposit method of
accounting.

Safety and sdundness matters regarding ORE are discussed below, and a summary of the primary
accounting issues associated with ORE is provided in the Appendix — "Accounting for Other Real Estate
(ORE)."

VALUATION OF ORE

Institutions typically acquire ORE through foreclosure or deed in lieu of foreclosure after a borrower
defaults on a loan. Institutions should obtain a new or updated valuation that complies with state law at
the time of acquisition.

Many state laws require institutions to obtain an annual valuation for each parcel of ORE. Institutions
should implement procedures to obtain updated ORE valuations as needed to ensure that any material
change in market conditions or the physical aspects of the property are recognized.

Further, upon the disposition of ORE, certain state laws may govern appraisals and/ or valuations. If an
institution is selling and financing the transaction, Part 323 of the FDIC Rules and Regulations and
applicable state laws require an appraisal or an evaluation.

MAINTAINING ORE

Part 364, Appendix A of the FDIC Rules and Regulations, Interagency Guidelines Establishing
Standards for Safety and Soundness, requires institutions to identify problem assets and prevent
deterioration in those assets. Institutions are reminded that maintaining and protecting ORE from further
deterioration is critical to maximizing recovery value. Typical expenses incurred during the ORE holding
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period include:

¢ Maintenance. ORE should be maintained in a manner that complies with local property and fire
codes. Other requirements, such as homeowner association covenants, may also require careful
attention. Efforts to ensure an ORE property is maintained in a marketable condition not only
improve an institution's ability to obtain the best price for the property, but also minimize liability
and reputation risk.

¢ Real Estate Taxes. Taxes on ORE should be paid in a timely manner to avoid unnecessary
penalties and interest.

¢ Insurance. A review of an institution's umbrella insurance policies should be performed to
determine if adequate hazard and liability coverage for ORE exists. If not, management should
consider obtaining policies on each parcel of ORE. If an institution decides to self-insure, this
decision should be documented in the ORE file.

e Other Expenses. Management should implement reasonable procedures for managlng any
other miscellaneous expenses the institution may incur during the ORE holding period. These
expenses could include, but are not limited to, sewer and water fees, utlllty charges, property
management fees, and interest on prior liens.

Appendix — Accounting for Other Real Estate (ORE)

In general, the accounting and reporting standards for foreclosed real estate are set forth in Statement
of Financial Accounting Standards No. 15, Accounting by Debtors and Creditors for Troubled Debt
Restructurings (FAS 15), and Statement of Financial Accounting Standards No. 144, Accounting for the
Impairment or Disposal of Long-Lived Assets (FAS 144). In addition, certain provisions of the American
S — Institute.of Certified .Public Accountants.(AICPA).Statement.of Position 92-3,.Accounting for.Foreclosed

Assets (SOP 92-3), have been retained because they represented prevalent and safe and sound
banking practices. The provisions retained from AICPA SOP 92-3 include that when an institution
receives ORE from a borrower in full satisfaction of a loan, the long-lived asset is presumed to be held
for sale, and the institution should initially record the ORE at its fair value less cost to sell.

The life cycle of foreclosed real estate consists of three phases: acquisition, holding period, and
disposition. Banks should ensure that proper accounting policies and controls are in place during each
phase (see summary of the three phases below). Management should refer to the applicable accounting
standards and the Instructions for Call Reports to determine the appropriate regulatory reporting of ORE
based on the specific facts and circumstances relating to the property and related transactions.
Management is encouraged to consult with knowledgeable accounting professionals as necessary,
especially in those situations where the transaction is uncommon or complex in relation to the bank's
expertise.

Accounting for ORE at Acquisition

Foreclosed real estate received in full or partial satisfaction of a loan should be recorded at the fair value
less costs to sell the property at the time of foreclosure. This amount becomes the “cost" of the
foreclosed real estate. According to FAS 144, "costs to sell are the incremental direct costs to transacta .
sale," which include "broker commissions, legal and title transfer fees, and closing costs that must be
incurred before legal title can be transferred."

When foreclosed real estate is received in full satisfaction of a loan, the amount, if any, by which the
recorded amount of the loan exceeds the fair value less cost to sell the property is a loss which must be
charged to the allowance for loan and lease losses at the time of foreclosure. The amount of any senior
debt (principal and accrued interest) to which foreclosed real estate is subject at the time of foreclosure
must be reported as a liability in the Call Report as "Other borrowed money." Legal fees and other direct
costs incurred in a foreclosure should be expensed as incurred.

Accounting for ORE during the Holding Period

After foreclosure, each foreclosed real estate asset must be carried at the lower of (1) the fair value of
the asset minus the estimated costs to sell the asset or (2) the "cost" of the asset. This determination
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must be made on an asset-by-asset basis. If the fair value of a foreclosed real estate asset minus the
estimated costs to sell the asset is less than the asset's cost, the deficiency must be recognized as a
valuation allowance against the asset which is created through a charge to expense. The valuation
allowance should thereafter be increased or decreased (but not below zero) through charges or credits
to expense for changes in the asset's fair value or estimated selling costs. Changes in the valuation
allowance should be recorded in Schedule Rl — Income Statement, item 5.j, "Net gains (losses) on sales
of other real estate owned," of the Call Report.

In preventing ORE from further deterioration during the holding period, institutions typically incur a
variety of expenses. These holding costs generally should be expensed as incurred and reported in
Schedule RI — Income Statement, item 7.d, "Other noninterest expense," of the Call Report, except for
interest on prior liens, which should be reported in item 2.¢, "Interest on trading liabilities and other
borrowed money."

If permanent improvements are made to a foreclosed real estate asset that increase the property's
value, these expenditures generally would be eligible for capitalization to the cost of the ORE. In
addition, banks that complete the construction of foreclosed real estate projects should refer to such
standards as Statement of Financial Accounting Standards No. 34, Capitalization of Interest Cost (FAS
34), and Statement of Financial Accounting Standards No. 67, Accounting for Costs and Initial Rental
Operations of Real Estate Projects (FAS 67), for relevant accounting guidance. in addition, if the
property generates revenue during the holding period, the institution should recognize the income
generated from the property and report it in Schedule Rl — Income Statement, item 5.1, "Other
noninterest income," of the Call Report. ‘

Accounting for ORE in the Disposition Phase

The primary source of accounting guidance for sales of foreclosed real estate is Statement of Financial
Accounting Standards No. 66, Accounting for Sales of Real Estate (FAS 66). This standard, which
applies to all transactions in which the seller provides financing to the buyer of real estate, establishes
five methods to account for the disposition of ORE -- full accrual, installment, cost recovery, reduced
profit, and deposit. If a profit is involved in the sale of real estate, each method sets forth the manner in
which the profit is to be recognized based on the terms of the sale. However, regardless of which
method is used, any loss on the disposition of ORE should be recognized immediately. Refer to the

. Instructions for Call Reports and FAS 66 for further guidance on the appropriate method to be used
based on the individual facts and circumstances relating to the sale of ORE, including such factors as
the buyer's initial investment (down payment).

In situations where ORE is sold shortly after it is received in a foreclosure (i.e., the holding period was
minimal), the Instructions for Call Reports state that it would generally be appropriate to substitute the
value received in the sale (net of the cost to sell) for the fair value (less cost to sell) estimated at the
time of foreclosure. Any adjustment made to the loss originally recognized at the time of foreclosure
would be charged against or credited to the allowance for loan and lease losses. In all other instances
where the foreclosed real estate is held for more than a minimal period, any declines in value after
foreclosure and the gain or loss from the sale or disposition of the real estate should be reported in
Schedule RI — Income Statement, item 5.j, "Net gains (losses) on sales of other real estate owned."

1 The "recorded amount of the loan" is the loan balance adjusted for any unamortized premium or
discount and unamortized loan fees or costs, less any amount previously charged off, plus recorded
accrued interest.
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