
New FFIEC manual
sets expectations

portfolio reviews and determining
the amounts of allowances and
provisions for loan losses.  

Since FRR No. 28’s release, 
the SEC has asked many regis-
trants why significant favorable or
unfavorable trends in loan portfolio
quality do not correspond with de-
creases or increases in the allow-
ance for loan losses reported in the
financial statements (as evidenced
in statistical data presented in man-
agement’s discussion and analysis
and/or financial statements’ notes).

SEC findings were similar to
those in a 1994 General Account-
ing Office (GAO) report that found
the loan loss allowances of many
reviewed institutions included
large supplemental reserves not
generally supported by evidence or
linked to an analysis of loss expo-
sure.

In 1999, the SEC and the fed-
eral banking agencies formed a
working group to study the allow-
ance for loan loss issues and pro-
vide financial institutions improved
guidance.  

by Ryan Underwood, Little Rock,
runderwood@bkd.com

egulators are placing
renewed emphasis on
two long-standing Fi-

nancial Accounting Standards
Board statements (FASs):  FAS 114,
Accounting by Creditors for Im-
pairment of a Loan, and FAS 5,
Accounting for Contingencies, is-
sued respectively in 1993 and 1984.  

For years, the various regulato-
ry agencies and the Securities and
Exchange Commission (SEC) have
scrutinized FAS 114 and FAS 5 in
an effort to apply them to the allow-
ance for loan losses.

Historical 
perspective

In 1986, the SEC issued Finan-
cial Reporting Release (FRR) No. 28
to address certain registrants’ lack
of adequate procedural documenta-
tion for performing detailed loan
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On July 6, 2001, the SEC and

the FFIEC issued joint guidance:
The SEC issued Staff Accounting
Bulletin No. 102, Selected Loan
Loss Allowance Methodology and
Documentation Issues; the FFIEC
issued interagency guidance, “Poli-
cy Statement on Allowance for
Loan and Lease Losses Methodolo-
gies and Documentation for Banks
and Savings Institutions.”

Recognition 
of impairment

Determining when a loan is
impaired per the guidelines of FAS
114 is a primary element of deter-
mining the allowance for loan loss-
es and complying with the intera-
gency guidance.  

Under FAS 114, a loan is im-
paired when—based on current in-
formation and events—it is proba-

(continued on page 4)by Sean Kulczycki, St. Louis,
skulczycki@bkd.com

f significant importance
to bankers is the much-
anticipated Bank Secre-

cy Act/Anti-Money Laundering
(BSA/AML) Examination Manual,
issued June 30 by the Federal Fi-
nancial Institutions Examination
Council (FFIEC).  

The federal banking agencies
and the Financial Crimes Enforce-
ment Network (FinCEN) collaborat-
ed on the manual to ensure consis-
tency in the BSA/AML examination
process.

In addition to the revised ex-
amination procedures, the 330-
page manual contains more than
two-thirds narrative guidance and
various resource materials.  

New standards 
& expectations

According to the federal bank-
ing agencies, “… the manual does
not set new standards; instead, it is
a compilation of existing regulatory
requirements, supervisory expecta-
tions and sound practices in the
BSA/AML area.”  However, don’t be
misled by this statement.
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True, no new regulations or of-
ficial policy statements have been
issued, but if the purpose of the
manual is to “ensure consistency,”
then by definition many bankers
will be held to standards not previ-
ously imposed on a uniform basis.  

Some of the “new” supervisory
expectations the manual covers
include:

Risk assessments - The manu-
al requires examiners to “… deter-
mine whether the bank has ade-
quately identified the risk within its
banking operations, e.g., products,
services, customers and geographic
locations, and incorporated it into
the BSA/AML compliance pro-
gram.”  

It also states, “… if the bank
has not developed a risk assess-
ment, or if the risk assessment is
inadequate, the examiner must
complete a risk assessment.”  

If you think your examiner will
prepare your risk assessment with-
out criticizing your BSA program,
then think again.

Financial institutions also are
expected to assess their risk pur-
suant to Office of Foreign Asset

Control (OFAC) sanctions.  The
new manual describes an OFAC
risk assessment as “… a funda-
mental element of a sound OFAC
program.”

Customer due diligence (also
known as “know your custom-
er”) - The know-your-customer
(KYC) concept isn’t new, but the
fact it’s back with a new name may
be a surprise.  

Customer due diligence (CDD)
is the phrase the manual uses to
re-establish KYC requirements.  It
states “… the objective of CDD
procedures should be to enable the
bank to predict with relative cer-
tainty the types of transactions in
which a customer is likely to en-
gage.”  Sound familiar?  

The manual goes on to say, “…
under this approach, the bank will
obtain information at account
opening sufficient to develop an
understanding of normal and ex-
pected activity for the customer’s
occupation or business operations.”  

Examiners are specifically re-
quired to determine whether the
bank’s CDD policies, procedures
and processes are commensurate
with the bank’s risk profile.

Monitoring high-risk accounts
- The manual provides further
guidance that CDD information
should be used to help banks moni-
tor the activity of high-risk custom-
ers and entities.  

The manual identifies the fol-
lowing types of accounts as high
risk:  

▲▲ Foreign financial institutions

▲▲ Nonbank financial institutions

▲▲ Senior foreign political figures

▲▲ Nonresident aliens

▲▲ Foreign corporations

▲▲ Deposit brokers

▲▲ Cash-intensive businesses

▲▲ Nongovernmental organiza-
tions and charities

▲▲ Professional service providers

For all the aforementioned ac-
count holders, examiners are re-
quired to determine whether the
bank’s system for monitoring such
accounts and reporting suspicious
activity is adequate given the bank’s
size, complexity, location and types
of customer relationships.  

Making sense of it
Banks will have to allocate

substantial additional resources to
their BSA/AML programs or face
an increased risk of regulatory
scrutiny and/or action.  

Banks should perform a
BSA/AML risk assessment and im-
plement a system to identify and
monitor the accounts of its high-
risk businesses.  

To do this effectively, banks
may have to obtain additional CDD
information at account opening.

Remember, this article addres-
ses only some of the key issues the
manual mentions.  All BSA officers
should carefully review it in its en-
tirety with an eye to other applica-
ble recommendations worth imple-
menting.

* * *
Contact your BKD Financial

Services Group advisor for more
information about the FFIEC
BSA/AML Examination Manual
and other BSA requirements. ❏

New FFIEC examination manual. . .
(continued from page 1)

by Amy Johnson, Lincoln,
ajohnson@bkd.com

he American Jobs Crea-
tion Act of 2004 (Jobs
Act) expanded the

opportunities for banks to become
S corporations by allowing individ-
ual retirement accounts (IRAs)—
including Roth IRAs—to be S 
corporation shareholders.  

Before the Jobs Act, IRAs were
not eligible S corporation share-
holders.  In addition, the sale of
IRA property to an IRA beneficiary
was prohibited without disqualify-
ing the IRA and subjecting the ben-

T

Jobs Act allows IRAs to be  
eficiary to tax on the entire balance
in the IRA. 

The new Jobs Act provision
intends to solve these problems
and allow certain closely held
banks to make an S election
regardless of IRA ownership of its
stock.  

Provision has 
limitations

Despite the provision’s positive
changes, be aware of its limitations
if you are considering S corpora-
tion status:

An IRA is an allowable S cor-

poration shareholder only to
the extent the bank stock was
owned by the IRA when the Jobs
Act was signed into law October 22,
2004. 

This means any qualifying
shares acquired by an IRA after
October 22, 2004, will not be eligi-
ble for this exception.  

In addition, if the stock is held
by an IRA, the individual benefici-
ary must be a U.S. citizen or resi-
dent.  

The new rules provide an ex-
emption from the prohibited
transaction rules for a sale of stock

by an IRA to the individual benefi-
ciary.  The sale is subject to certain
requirements:  

▲▲ The sale is for fair-market
value supported by an inde-
pendent appraisal 

▲▲ The stock was held by the IRA
on October 22, 2004

▲▲ The sale must be in connec-
tion with the S election by the
company

▲▲ The sale must be a single
transaction for cash occurring
no later than 120 days after the
S corporation election is made

▲▲ The terms must be no more
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favorable than those available
to an unrelated party

It’s important to remember the
IRA’s share of S corporation income
will be subject to the tax on unre-
lated business income (UBIT).  

In the event the IRA sells the
bank stock to the beneficiary under
the exemption provided in the new

law, any gain on the sale also would
be subject to UBIT.   

A drafting error caused the stat-
ute to apply only to banks.  Since
almost all IRA-owned shares are
bank holding-company shares, the
provision won’t help the industry
until it’s corrected to include bank
holding companies. 

To revise the statute’s language,
a technical correction was intro-
duced July 21 in both the U.S.
House and Senate.  

Instead of “an IRA shareholder
of a bank,” it would read “an IRA
shareholder of a depository institu-
tion holding company.” 

This correction will most likely
be attached to either the Highway

Bill or the Budget Reconciliation
Act, with passage expected later this
year, possibly in October or Novem-
ber.  

Contact your BKD Financial
Services Group advisor to learn
more about how this new Jobs Act
provision could affect your institu-
tion. ❏

S corporation shareholders

by Pat Hayes, BKD Corporate
Finance, LLC, phayes@bkd.com

he number of an-
nounced transactions in
the BKD service area

picked up slightly in the second
quarter of 2005 but still remains off
the pace set in 2004.  Seventeen
transactions were announced in
the second quarter of 2005 com-
pared to 22 in the second quarter
of 2004.

Through the second quarter,
31 total transactions have been an-
nounced in the BKD service area,
compared to 50 in 2004.  

Nationally, the market showed
a slight rebound as the number of
deals announced in the second

quarter of 2005 was the same as
those announced during the same
period of 2004.

The second quarter proved to
be an interesting quarter for pric-
ing as price/equity and price/net in-
come moved in contradictory di-
rections.

For the BKD service area,
price/equity decreased from 2.27
times in 2004 to 1.73 times in
2005; however, price/net income
increased to 30.22 times in 2005
compared to 22.55 times during
the second quarter of 2004.  

The second half of 2005 will
have to pick up the pace signifi-
cantly to reach the 101 announced
transactions we saw in 2004. ❏

M&A trends 
for financial institutions

T

by Craig Liechty, Cincinnati,
cliechty@bkd.com

t its July 19 board meet-
ing, the Federal Deposit
Insurance Corporation

(FDIC) proposed changes to the an-
nual independent audit and report-
ing requirements and to audit com-
mittee requirements (FDIC’s Part
363).  

The proposed amendments, ef-
fective December 31, 2005, would
apply to all insured institutions,
both public and nonpublic.  The
FDIC is currently soliciting com-
ments about them through Sep-
tember 15.  

Under current “FDICIA report-
ing requirements” (Part 363), insti-
tutions with total assets of $500
million or more must submit an
annual report to the FDIC and
other applicable agencies that in-
cludes:

▲▲ Audited financial statements 

▲▲ A statement of management’s
responsibilities

▲▲ Assessments by management
on the effectiveness of internal
control over financial reporting

▲▲ Compliance with certain laws
and regulations

▲▲ An auditor’s attestation report
on internal control over finan-
cial reporting

In addition, Part 363 requires
each financial institution maintain
an independent audit committee
comprised of outside directors inde-
pendent of the institution’s man-
agement.

Easing regulatory
burdens 

To relieve some of the regulato-
ry burdens of smaller institutions,
the proposed amendments would
raise the threshold for each insured
depository institution from $500
million to $1 billion or more in
total assets.  

The proposed amendment to
the audit committee requirements
would allow an outside director for
financial institutions with between
$500 million and $1 billion in total
assets to include a consultant or
legal counsel to the institution, a
relative of an officer or employee of
the institution or the owner of 10%
or more of the institution’s stock.

However, the FDIC encourages
institutions between $500 million
and $1 billion to make a good faith
effort to establish an audit commit-
tee comprised of outside directors
independent of management.

SOX requirements
impose Part 363 
revisions

The FDIC estimates 1,000 of

the nearly 14,000 FDIC-insured in-
stitutions would be subject to Part
363, which represents approxi-
mately 75% of the assets held by
insured institutions.  

The amendments do not re-
lieve public companies from any of
the requirements of the Sarbanes-
Oxley Act of 2002 (SOX), and the
FDIC is still working to identify
other aspects of Part 363 that—
after SOX was passed—may need
revision.  

Further FDIC guidance is
forthcoming for insured institu-
tions subject to both the FDICIA
reporting requirements and SOX
Section 404.

* * *
For more information about

applicability and implementation
issues for either FDICIA reporting
requirements or SOX, please con-
tact your BKD Financial Services
Group advisor. ❏

Proposed amendments ease regulatory 
burdens of smaller institutions

A
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(continued from page 1)

FAS 114 & FAS 5. . .

ble that a creditor will not be able
to collect all amounts due accord-
ing to the loan agreement’s con-
tractual terms.  

“Probable” means likely to oc-
cur under FAS 5.  “All amounts
due” means the contractual inter-
est and principal payments will be
collected as scheduled in the loan
agreement.

FAS 114 does not apply in
cases of insignificant delay or insig-
nificant shortfall in amount of pay-
ment. A loan isn’t impaired during
a period of delay in payment pro-
vided the creditor expects to collect
all amounts due, including interest

loan and related allowance from
general reserve calculations.  

Properly justify, through narra-
tives, statistical information, eco-
nomic conditions or other analysis
conducted by management, the rea-
sons for any unallocated reserves.

* * *
Contact your BKD Financial

Services Group advisor for more
information or for assistance in
applying FAS 114 and FAS 5 guid-
ance to your financial institution’s
policies and procedures.❏

investment in the loan, a valuation
allowance should be established.

Applicability 
to loans

FAS 114 applies to both collat-
eralized and uncollateralized loans,
with the exception of:

▲▲ Large groups of smaller-
balance homogeneous loans
collectively evaluated for im-
pairment, e.g., credit card, resi-
dential mortgage and consum-
er installment loans

▲▲ Loans measured at fair value or
at the lower of cost of fair val-
ue, e.g., mortgage loans held
for sale

▲▲ Leases as defined in FAS 13

▲▲ Debt securities as defined in
FAS 115

Develop policies 
consistent 
with guidance

Be familiar with guidance from
FAS 114, FAS 5, the staff implemen-
tation guide for FAS 114 (Q&A114)
and the FFIEC interagency policy
statement.  Develop policies and
procedures consistent with it.  

In addition, unless aggregation
is permitted, analyze impaired loans
individually for impairment.  

Include a specific reserve in
your allowance for loan loss ade-
quacy calculations and separate the

accrued at the contractu-
al interest rate for the
period of the delay.

Measurement 
of impairment

FAS 114 generally requires im-
pairment to be measured loan by
loan; however, it does permit im-
paired loans with similar risk char-
acteristics to be aggregated and im-
pairment to be measured by histori-
cal statistics.  

FAS 114 requires creditors to
measure impairment based on the
present value of expected future
cash flows discounted at the:

▲▲ Loan’s effective interest rate

▲▲ Loan’s observable market price 

▲▲ Fair value of the collateral if the
loan is collateral dependent

A creditor may choose a 
loan-by-loan measurement meth-
od.  According to some regulators,
FAS 114 would consider all nonac-
crual loans and loans graded sub-
standard or worse as impaired loans
requiring impairment measurement.

FAS 114 also requires creditors
to consider estimated costs to sell
on a discounted basis if the costs
are expected to reduce the cash
flows available to satisfy the loan. 

If the measure of the impaired
loan is less than the recorded
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This newsletter’s content
comes from sources BKD be-
lieves are reliable and authorita-
tive; however, to apply specific in-
formation to your situation re-
quires careful consideration of all
the facts and circumstances.

Please consult your BKD ad-
visor before acting on any mat-
ter covered in this publication.
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7283.
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your BKD advisor.
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E-subscribe to
Financial Alert

Why e-subscribe to Finan-
cial Alert?  Because it’s fast,
free and easy. Receive your
next issue electronically by fol-
lowing the sign-up instructions
at www.bkd.com/enews/.

As always, your e-mail ad-
dress and other personal infor-
mation will be kept in strict con-
fidence and will never be sold
to outside vendors or shared
with anyone outside BKD. ❏
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