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The_Financial Accounting Standards Board (FASB)_aﬁpreciates this opportunity.
to submit this statement to the Subcommittee in response to Chairman
Dingéll's letter of July 9,_1985. The pronouncements of the FASB apply
broadly to all business enterprises that prepare financial statements in
accordance with generally accepted accounting principles (GAAP), including
thrift institutions. Additional, industry spetific, guidance is found in

the American Institute of Certified Public Accountants (AICPA) Audit and

Accounting Guide, Savings and Loan Institutions, FASB Statement No. 65,

Accounting for Mortgage Banking Activities, and FASB Statement No. 72,

Accounting for Certain Acquisitions of Banking or Thrift Institutions, and

FASB Interpretation No. 9, Appliying APB Opinions No. 16 and 17 When a

Savings and Loan Association or a Similar Institution is Acquired in a

Business Combination Accounted for by the Purchase Method.
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The term "GAAP" is a specialized term in the preparation of general purpose
financial statements and in the practice of public accounting. The
objective of general purpose financial statements is to provide useful,
representationally faithful information to a wide group of investors,
creditors, and 6ther users. Although the objectives of requlatory reporting.
may parallel those for general purpose financial reporting, that is not
always thchase. The special néeds of regulators may differ from those of
the users of ‘general purpose financial statements. The FASB acknowledges
the resulting separation of regulatory and general purpose reporting
requirements as a natural result of these differing needs and objectives.
However, the Board has consistently maintained that accounting méasurements
should be neutrai and unbiased. Revising financial statements, for example;
so that certain institutions will meet regulatory net worth requirements

does little for the credibility of financial reporting.

In accordance with the Subcommittee's request, this submission addresses the
- topics Tisted below. These topics were discussed at a meeting between the
subcommittee staff (both majority and minority staff were present) and the

staff of the FASB on June 7, .1985.

1. Economic and requlatory pressures on the thrift industry and the

role of accounting information in the industry.

2. The accounting model based on hfstorica] cost as it is applied by

thrift institutions.

3. Accounting for loan fees.

2399P



PAGE 3

4. Accounting for real estate acquisition, development, and

construction (ADC) loans.
5. Accounting for repurchase agreements.

The Thrift Industry and the Role of Accounting

Thrift institutions have historically borrowed short-term funds, through
pass-book accounts, and loaned on a long term basis, for residential
mortgages. This relationship caused few problems when interest rates were
stable. The dramatic changes in interest rates during the 1970's and
1980's, coupled with increased competition for both deposits and mortgage
loans, significantly changed the industry's historical borrowing/lending
relationships. Institutions were faced with portfolios of long-term, fixed
interest rate mortgages and liabilities made up largely of short-term, high
interest rate deposits. As a result, in periods of rising interest rates,
earnings on long-term assets tended to remain constant while interest costs
of short-term borrowings tended to increase. If rates increased enough and

the institution's asset mix did not change, net losses resulted.

Like other requlated financial institutions, thrifts must maintain a minimum
lTevel of net worth for reqgulatory purposes. As a result, thrifts are
reluctant to liquidate portfolios of long term fixed-interest assets if

doing so will cause them to incur a loss thereby reducing net worth. Thus,
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interest rate volatility and the need to meet requlatory net worth
requirements have led the management of some institutions to enter into
transactions that are, perhaps in part, designed eifher to avoid reduction
of net worth_by deferring recognition of losses or to increase net worth by.

accelerating recognition of income.

For example, institutions are often faced with the need to obtain cash
either to lend or to meet regulatory liquidity requirements. One poténtial
source of cash is the sale of assets. When assets are reported in the
finanﬁial statements at a cost in excess of current market value, however, a
sale of those assefs would result in a los§ and a corresponding decreaée in
net worth. When that reduction in net worth is Unacceptab]e to an
institution, management may transfer assets to others in exchange for cash
but structure the transaction as a borrowing and thus avoid recognition of a
loss. Such a transaction may often have many attributes similar to those of

a sale of assets.

In addition, management may adopt accounting practices or structure
transactions that permit recognition of income in the current period that
might otherwise be reported 1n.fufure periods. Such accounting practices
alter oniy the timing of income recognition, not the amount of income earned
from a transaction. Accelerated recognition of income is helpful in meeting-
current net worth requirements, but may be at variance from GAAP, which

requires that income be recognized as it is earned.
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The Federa]lHome Loan Barik Board (FHLBB) requires institutions under its
jurisdiction to follow GAAP when reporting to the Board unless different
requlatory accounting p%inciples (RAP) apply. Féced with'widespread
weakness in the thrift industry regulators have, on some occasions,
prescribed accounting practices that provide a means for institutions to
meet minimum net worth requirements. The FASB or its staff has reviewed and
commented on a number of such requlatory accounting proposals. In each
case, the Board or its staff has.acknowledged that a regulatory body may
have specific needs or objectives that lead-it~to depart from GAAP.
However, each response has emphasized the importance of following GAAP in
génera] purpose financial statements provided to shareholders, depositors,

and other users of financial information.

The following briefly summarized differences between RAP and GAAP have been
addressed in correspondence between the FASB staff and various thrift

industry regulatory and professional bodies.

. Net worth certificates issued under provisions of the "Net Worth
Certificate Act" are treated as assets by recipient institutions reporting
financial information under RAP. The certificates do not meet the GAAP
definition of an asset. <(Letters attached; J.T. Ball, FASB Assistant
Director of Research and Technical Activities, to MrlﬁJames 0. Sivon,
Minority Staff Director of the House Committee on Banking, Finance and Urban
Affairs, dated May 19, 1982, and to Roger Cason, Chairman of the AICPA

Accounting Standards Executive Committee, dated November 23, 1983)
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2. Appraised Equity Capital, the excess of the appraised value of certain
fixed assets over their-cost, is included in the RAP definition of net worth
for institutions that participate in the Net Worth Certificate progrém.
Other institutions may elect to use appraised equity capital for repofting
under RAP. GAAP does not allow the use of appraised values to increasé
reported amounts of net worth. (Letter attached; J.T7. Ball to the FHLBB
Office of Communications, dated October 12, 1982. This letter was written
in response to proposed regulations which the FASB staff understood would
not include appraised équity capital in the body of financial statements.
The staff's current understanding is that RAP financial statements prepared -

by some mutual thrift institutions do include appfaised equity capital.)

3. Losses realized on the sale of certain interest bearing assets may be
deferred in financial statements prepared in accordance with RAP. GAAP does
not allow the deferral of realized losses. (Letter attached; J.T7. Ball to

the FHLBB Office of General Counsel, dated September 11, 1981)

The Accounting Model

The thrift ihdustry uses the historical cost model of accounting, as do most:
businesses in the United States. Under this model, assets are generally
stated in terms of their original dollar cost. For example, if a thrift
institution loans $100, that is the amount used to record that loan in the
thrift's accounts. As long as the loan is intended to be held until
maturity, the recorded amount is not adjusted for interim fluctuations in

value brought on by interest rate changes.
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The historicé] cost model generally looks at assets such as mortgage loans
on a "Hold to maturity" basis. The current market value of some instifutibn
loan portfolios may be, at times, significantly less than the portfolio's |
‘historical cost because of changes in interést rates. However, evaluating
an institution's financial condition so]ely on the currentlmarkét value of
its assets ignores the fact that the original costs will be recovered if the
assets are held to maturity. The key question then becomes, "Can a‘thrift

hold its long-term low-yielding assets to maturify?"

Accountants have distinguished assets that are held for sale in the normal
course of business (inventory assets) from the investments that management
intends to hold to maturity as described above. The historical cost
accounting model values inventory at the lower df cost or market. Mortgage
banking, the practice of originating loans for sale to investors rather than
to hold to earn interest, is addressed by FASB Statement No. 65, Accounting

for Certain Mortgage Banking Activities. Some have asserted that the

character of business of some thrift fnstitutions in today's market
resembles more the activities of mortgage banking than of traditional thrift
practice. If that is the case, the provisions of Statement 65 require that

loans held for sale be valued at the lower of cost or market.

The liabilities of thrift institutions are generally short-term but are also
subject to market fluctuations. -The historical cost accounting model does
not adjust the reported amount of liabilities based on changes in interest

rates. Since deregulation, however, thrift institution deposits have become
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very rate sensitive. That is, depositofs, (particularly large depositors)
tend to move funds between institutions if interest rates offered are Hot
competitive. As a result, significant portions of the deposit Tiabilities
of thrift 1nétitutions are generally priced at or‘close to market rates of

interest.

Accounting for Loan Fees

Although loan fees were charged in some parts of the country for many years,
fees were generally 1% of the loan amount or less until recently. The
.practice of charging higheerrigination fees or, "points," began after the
upward pressure on the cost of fuﬁds resulted in 1nterést rates that could
not be passed on in mortgage interest rates becausé of state usury 1éws.
Charging higher loan origination fees provided a way fo increase the return

on loans without violating the usury limits.

As this practice developed, both the thrift industry regqulators and the
public accounting profession took the position\that these fees were an
adjustment of loan yield, or said another way, additional interest.

However, both the regUiators and the accounting profession allowed loan fees
to be recognized in the current period to the extent costs were incurred in |
originating loans. The remainder,.if any, was deferred and recognized as
income over the life of the loan. The practical result of those conclusions
was the immediate recognition of fees totaling approximately 1% 6f the loan
balance with the remainder deferred and recognized over the expected life of

the loan.
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In 1979 the FHLBB revised its rule to allow immediate fee recognition of
approximately double the amount originally provided. " In response, the
accounting profession reaffirmed the principle that the amount of fees to be

To

recognized should be limited to costs incurred.

A task force formed in 1981 by the Accounting Standards Executive Committee
(AcSEC) of'the AICPA studied the issue of accounting for loan fees and costs
and submitted its findings to AcSEC in 1983. The task force concluded that
loan origination is integral to lending money and fees collected for
origination should be recognized over the life of the loan as interest. The
task force also concluded that loan costs should be deferred and amortized
over the loan life as part of the cost associated with interest revenues and
defined those costs more strictly that existing guidance. In September

1983, AcCSEC referred the issues paper to the FASB for consideration.

The FASB placed a project on accounting for 1oan fees and costs on its
technical agenda and a study of the subject was started in February .1984.

In May 1985, after extensive analysis of comments received in response to an
FASB Invitation to Comment issued in June 1984, the Board directed the staff
to proceed with the development of an Exposure Draft of a Standard

expressing its tentative conclusions on four basic issues.

First, the accounting for loan fees and origination and acquisition costs

should be consistent for all types of lending.
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Second, loan origination is integral to 1endﬁhg'and related fees should be

amortized as an adjustment to the yield of the reiated loan.

Third, a fee received for a loan commitment may be either integral to

1énding or for a separate service depending on the nature of the commitment.

Finally, the incremental direct origination and acquisition costs of a loan

should be capitalized and amortized over the loan's life.

Thrift institutions have recently begun to charge fees for other services,
'not directly related;to lending. In such transactions, often referréd to as
credit enhaﬁcements, an institution agrees to pay the'aebt of a third party
should the third party fail to pay. Credit enhancements are, in many ways,
_similar to a bank's standby letter of credit or an insurance comﬁany's
surety bond. Credit enhancement agreements, however, often require the
institution to pledge specific assets to back the guarantee.‘ The accounting

implications of these transactions were recently discussed by the FASB

Emerging Issues Task Force.

‘The FAéB staff expects that the accounting for fees from credit enhancements
and simf]arltransactions will be addressed in the loan fees project. While
the Board has yet to address credit enhancementé, there are three possible
approaches ﬁoAthe recognition of such fees. First, the fees mighf be

included in income when received (a practice cprrently followed by some
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‘thrift institutions). Second, the fees might be included in income on a
pro-rata basis over the life of the agreement (a practice currently
followed by most banks). Finally, the fees might be included in income
based on the release from risk on the_guérantee (a practice similar to

insurance company accounting).

Real Estate Acquisition, Development, and Construction (ADC) Loans

ADC loans made by thrift institutions have been a subject of recent interest
though it should be recognized that other financial 1nst1tutioﬁs make
similar loans. Consequently the accounting issues involved are not limited
to the thrift industry. At the heart of the issue is the question, "When

. does a transaction, characterized and structured as a loan, display more of

the attributes of an investment in real estate rather than a 1oan?“

ADC Loans Generally

"ADC loan" is a generic term used to describe a variety of lending practices
that are extensions of construction lending. The key features of an ADC

loan are summarized below:

1. An ADC loan funds all, or substantially all, of the costs of
acquiring undeveloped real estate, developing the real estate for
construction, and construction of commercial or residential

buildings.
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The loan fees and interest accruing to the ADC loan are funded out

of loan proceeds.

The ADC lender participates.in the ult{mate profitability oflthe
real estate project. This participation may be an expiicit sharing
of sale proceeds. A similar result can be obtained if interest
rates and fees are set at-a level that produces the same payment to
the lender, providing the project is sold for the expected amount.
A financial institution making an ADC loan might also share in
gross rents or operating cash flow from a commercial project or

apartment building.

The ADC loan is usually secured only by the project being financed,

with perhaps the personal guarantee of the borrower.

ADC Toans do not typically require that the developer make any

repayment before compietion of the project.

Characterization of the Transaction

The ADC loan shares a number of attributes in common with transactions that

are accounted for as investments. For example; partnerships in which one

party provides financial resources and another party provides development

skills are common in the real estate industry. The financing partner is

typically entitled to a return of contributed capital with an agreed rate of

return and some share of any ultimate profft. The Financing partner is at
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risk for at least the funds provided and reaps the reward of the investment
through guccessful completion and sale of the projeét: The similarity
between the risks and rewards of an ADC loan and those of the investment:
described above have led some to contend that ADC loans should be
characterized as real estate investments, following the fundamental
‘priﬁciple that accounting should reflect the economic substance of a

transaction father than thg form of the transaction.

This position was taken in repokt of the House Committee of Government
Operations entitled "Federal Home Loan Bank Board Supervision and Failure of

Empire Savings and Loan Association of Mesquite, Texas".

(Mlany of Empire's "loans" for real estate acquisition

and development were in fact investments, with the

borrower taking few risks and Empire bearing the major

risk of an equity participant. Nevertheless, Empire

treated the "income" from the points and fees charged on

these "loans" as income up-front rather than, as'requ1red

in the case of an investment, when the property is sold

or otherwise disposed of.
The characterization of an ADC transaction as an investment in real estate
could have implications beyond those alluded to in the quotation above.
FHLBB reguTations can place a thrift institution under increased regulatory
supervision if the amount of direct investment in real estate exceeds
certain limits. Some institutions could exceed those direct investment
levels if their ADC transactions were considered to be real estate

investments.
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Others contend that a loan, legally made and properly structured as such,
shoula not be reconstrued by accountants. They argue that the making of ADC
Joans is within the Congressionally mandated powers of a savings and loan
institution. fhey further maintain that the lending institution has rights
and powers as a lender that are not typically held by investors. In
addition, they point out that ADC lending shares many attributes with long

established construction lending practice.
Recognition of Income

If an ADC Toan is considered to be an investment, recognition of income from
interest and loan fees is inappropriate. The institution would recognize
income only when the property was sold in accordance with FASB Statement No.

66, Accounting for Sales of Real Estate. Prior to sale, the institution

would capitalize interest costs, based on the institution's cost of funds,

as described in FASB Statement No. 34, Capitalization of Interest, and would

reduce the amount of the investment for any fees and interest received.

If the ADC loan is treated as a loan, interest and loan fees would be
included in income, subject to consideration of the loan's overall
recoverability. The current and proposed accountﬁng for loan fees is

described in a separate section of this submission.
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Collectibility

Whether or not a loan will ultimately be répaid is a major issue in the
accounfing for any loan. The amount of risk accepted by a lender in an ADC
transaction increases the attention that must be given to collectibility.

It is difficult for management, auditors, and regulators to judge the
ultimate collectibility of an ADC loan while development is progressing.
Since the loan typically funds its own interest and requires no payment
before compietion of the project, it is almost impossible for the loan to be

in default during the development period.

Some have contended that the'ADC loan accounting problem is a question of
collectibility. To the extent that collectibility is in question, the
current accounting gquidance is applied to ADC transactions in the same:
fashion as it is to other lending. There does not seem to be a need for new

guidance, dealing specifically with collectibility of ADC transactions.
Guidance on ADC Loan Accounting Issues

The accounting profession first addressed ADC transactions in November 1983
when AcSEC issued a Notice to Practitioners entitled, "Certain Real Estate
Lending Activities of Financial Institutions.‘ll The Notice provided criteria
tHat shoﬁ]d be used to determine whether an ADC transaction should be
réported as a loan or as an investment. That Notice became the basis for
FHLBB rules proposed in October 1984 and finalized in FHLBB rule 85-291 on
April 18, 1985. A second AcSEC Notice to Practitioners entitled, "Notice to

Practitioners on ADC Loans," was issued in November 1984, providing
additional guidance.
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The members of the FASB Emerging Issues Task Force have discussed ADC Loan
accounting issues at a number of Task Force meetings and have recently
.agreed that guidance is needed beyond the two Notices. Following meetings
between the FASB staff and'AICPA representativeé a third Notice to
Practitioners was drafted for consideration at AcSEC's July 30 meeting. The
FASB staff expects that the third Notice will address circums?ances in which
personal guarantees and other factors should be considered in meeting the
criteria listed in earlier notices. At the same time, the FASB staff
understands that AcSEC plans to form a task force to study broader
accounting issues raised by real estate 1ending that provides substantially
all of the cost of a project and funds interest and loan fees from the loan

proceeds.

In summary, the three principal issues in accounting for ADC fransactions

‘are being addressed as follows:

‘Characterization of the transaction is being addressed through AcSEC

Notices to Practitioners and FHLBB rulemaking.

Recognition of income should be resolved when appropriate
characterization of the transaction is determined. ADC transactions
characterized as loans are included in the scope of the FASB project on

accounting for ioan fees.

The evaluation of collectibility and accounting when an ADC loan is
deemed not fully recoverable is addressed by the accounting guidance.
that applies to all lending.
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Repurchase Agreements

The accounting for répurchase‘agreements has also been the subject of recent
study and cbncern. In the summer of 1984, the Financial Corporation of
America restated earnings for the first half of that year as the result of
an SEC objection to its accounting practice invo]ving.certain repurchase
agreements. More recently, the failures of ESM Government Securities, Inc.
and Bevill, Bresler & Schulman Asset.Management Corporation resulted in

_ large losses for many of their repurchase agreement customers.

In a repurchase agreement an entity with a short-term cash shortage and
securities it doesn't presently need contacts a broker and exchanges the
securities for cash. Simultaneously, the entity agrees to repurchase the
securities from the broker at a spe;ific time in .the future for the original
exchange amount plus additional compensation (interest) for allowing the

use of cash. Although structured as a sale and repurchase of the
securities', the substance of the transaction is a collateralized

borrowing by the "seller" and a Toan by the "buyer." The accounting follows

this substance.

Various organizations, including the AICPA, the SEC, and the Governmental
Accounting Standards Board have moved to investigate and address the

financial reporting implications of those losses and of repurchase

' The sale and repurchase structure was originally conceived to provide
the purchaser/lender access to collateral without the difficulty of
perfecting a security interest.
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agreements in general. The staff of the FASB is monitoring the activities
of these organizations. The proposals that have resulted from consideration
of repurchase agreements call for increased disclosure, rather than for a
change in the accounting of the transactions themselves. Most of the
problems surrounding the recent losses incurred by thrift institutions from
repurchase transactions are not accounting issues, as such. Institutions
that sustained losses in the much publicized'failures of government
securities dealers seem to have done so through 1) a failure to understand
or protect against the risks involved or 2) alleged fraud committed by the

dealers involved.

While not directly related to the recent losses described above, there is
one issue in the accounting for repurchase transactions that could have
implications for the thrift industry. Some repurchase transactions call for
the repurchase of exactly the same security as that delivered while others
allow the repurchase of secﬁrities that are different. Borrowing/1ending
accounting is allowed. for the later transactions as long as the securities
returned are substantially the same even though not exactly the same. (For
examble, repurchase transactions involving U.S. Treasury securities of the
same type with the same coupon and maturity) The characterfzation of a
repurchase agreement as a borrowing/lending ié not considered appropriate
when the securities returned are not substantially the same as those held
prior to the transaction. In that case, the trahsaction is accéunted for as

a sale and a gain or loss is recorded.
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Accounting guidance indicates that mortgage baéked securities can be used in
repurchase transactions involving the return of different but substantially
.the samé securities. Some, however, have gquestioned the appropriateness of
that accounting. 'They point out that each group of mortgage loans set aside
(a loanApool) to back the securities is unique in the way the underlying
loans will repay.- As a result, they maintain that other pools cannot be

considered to be substantially the same.

Resolution of this issue could have significant implications for thrift
industry accounting. If pools of mortgages and mortgage-backed securities
are nbt considered to be substantially the same as other pools, then the
repurchase transactions in those pools would no longer justify accounting
treatment as a borrowing. Absent that tréatment, many institutions might
elect not to be participants in the repurchase marketplace for mortgage

backed securities.
The issue of "substantially the same" has been addressed in an AICPA

proposed Statement of Position. The AICPA is scheduled to send this

proposal to the FASB for review in the very near future.
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The Financial Accounting Standards Board appreciates this opportunity to
provide the Subcommittee with a background of accounting issues in the
thrift industry. The Board and its staff continue to monitor developments
in this area through the Board's Emerging Issues Task Force. The preceding
submission discussed what the Board believes to be significant issues with
broad implications for the thrift industry. In addition, the Emerging
Issues Task Force has addressed a number of narrower issues that relate to
thrift ihstitutions and to financial institutions éenerally. The
subcommittee staff has previously been provided with Task Force materials on
those issues. The staff of the FASB is analyzing the issues raised by the
Task Force and other questions concerning various financial instruments and
accounting by financial institutions. The staff expects to report the

results of that analysis to the Board in the coming months.
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