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I 

The F i n a n c i a l  Account ing Standards Board (FASB) app rec ia tes  t h i s  o p p o r t u n i t y  

t o  submit t h i s  statement t o  the Subcommittee i n  response t o  Chairman 

D i n g e l l ' s  l e t t e r  o f  October 29, 1985. The pronouncements o f  t h e  FASB app ly  

b road ly  to a l l  business e n t e r p r i s e s  t h a t  prepare f i n a n c i a l  statements i n  

accordance w i t h  g e n e r a l l y  accepted account ing p r i n c i p l e s  (GAAP) , i n c l u d i n g  

t h r i f t  i n s t i t u t i o n s .  A d d i t i o n a l ,  i n d u s t r y  s p e c i f i c ,  guidance i s  found i n  

the  American I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  Accountants ( A I C P A )  A u d i t  and 

Account ing Guide, Savings and Loan I n s t i t u t i o n s ,  FASB Statement No. 65, 

Account ing for  Mortgage Banking A c t i v i t i e s ,  and FASB Statement No. 72, 

Account ing for  C e r t a i n  A c q u i s i t i o n s  of Banking or T h r i f t  I n s t i t u t i o n s ,  and 

FASB I n t e r p r e t a t i o n  No. 9, App ly ing  APB Opinions No. 16 and 17 When a 

Savings and Loan A s s o c i a t i o n  o r  a S i m i l a r  I n s t i t u t i o n  I s  Acquired i n  a 

Business Combination Accounted for by the  Purchase Method. 
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The term "GAAP" i s  a s p e c i a l i z e d  term i n  t h e  p r e p a r a t i o n  o f  general purpose 

f i n a n c i a l  statements and i n  t h e  p r a c t i c e  o f  p u b l i c  account ing.  The 

o b j e c t i v e  o f  general  purpose f i n a n c i a l  statements i s  t o  p r o v i d e  u s e f u l ,  

r e p r e s e n t a t i o n a l  l y  f a i t h f u l  i n f o r m a t i o n  t o  a wide group o f  i n v e s t o r s ,  

c r e d i t o r s ,  and o t h e r  users.  

may p a r a l l e l  those fo r  general  purpose f i n a n c i a l  r e p o r t i n g ,  t h a t  i s  n o t  

always the  case. 

t h e  users o f  general  purpose f i n a n c i a l  statements.  The FASB acknowledges 

the  r e s u l t i n g  separa t i on  of r e g u l a t o r y  and general  purpose r e p o r t i n g  

requirements as a n a t u r a l  r e s u l t  o f  these d i f f e r i n g  needs and o b j e c t i v e s .  

A1  though the  o b j e c t i v e s  o f  r e g u l a t o r y  r e p o r t i n g  

The spec ia l  needs o f  r e g u l a t o r s  may d i f f e r  from those o f  

However, t h e  Board has c o n s i s t e n t l y  mainta ined t h a t  account ing measurements 

should be n e u t r a l  and unbiased. Rev is ing  f i n a n c i a l  statements,  f o r  example, 

so t h a t  c e r t a i n  i n s t i t u t i o n s  w i  11 m e e t  r e g u l a t o r y  n e t  wor th requirements 

does l i t t l e  for  the  c r e d i b i l i t y  o f  f i n a n c i a l  r e p o r t i n g .  

I n  accordance w i t h  the Subcommi t t e e ' s  request ,  t h i s  submission addresses t h e  

t o p i c s  l i s t e d  below. 

between t h e  subcommittee s t a f f  (bo th  m a j o r i t y  and m i n o r i t y  s t a f f  were  

present)  and t h e  s t a f f  o f  t h e  FASB on June 7, 1985. 

Some of these t o p i c s  were discussed a t  a meeting 

1. Economic and r e g u l a t o r y  pressures on t h e  t h r i f t  i n d u s t r y  and the  

ro le  o f  account 

2.  The account 

t h r i f t  i n s t i  t u t  

ng i n f o r m a t i o n  i n  the i n d u s t r y .  

ng model based on h i s t o r i c a l  c o s t  as i t  i s  app 

ons. 

3. Account ing fo r  loan f e e s .  

i e d  by 
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4 .  Account ing f o r  r e a l  e s t a t e  a c q u i s i t i o n ,  development, and 

c o n s t r u c t i o n  ( A D O  loans.  

5. Account ing f o r  repurchase agreements. 

6. Account ing f o r  business combinat ions i n  t h e  t h r i f t  i n d u s t r y .  

The T h r i f t  I n d u s t r y  and the Role o f  Account ing 

T h r i f t  i n s t i t u t i o n s  have h i s t o r i c a l l y  borrowed shor t - term funds, through 

pass-book accounts, and loaned on a l o n g  t e r m  b a s i s ,  fo r  r e s i d e n t i a l  

mortgages. This  r e l a t i o n s h i p  caused f e w  problems when i n t e r e s t  r a t e s  were 

s t a b l e .  

1980's.  coupled w i t h  increased compe t i t i on  for b o t h  deposi ts  and mortgage 

The dramat ic  changes i n  i n t e r e s t  r a t e s  d u r i n g  the 1970 's  and 

loans,  s i g n i f i c a n t l y  changed the i n d u s t r y ' s  h i  s to r i  c a l  borrowi n g / l  endi ng 

r e l a t i o n s h i p s .  I n s t i t u t i o n s  were faced w i t h  p o r t f o l i o s  o f  long-term, f i x e d  

i n t e r e s t  r a t e  mortgages and l i a b i l i t i e s  made up l a r g e l y  o f  short- term, h i g h  

i n t e r e s t  r a t e  depos i t s .  

earn ings on long-term assets tended to  remain cons tan t  wh i l e  i n t e r e s t  c o s t s  

A s  a r e s u l t ,  i n  pe r iods  o f  r i s i n g  i n t e r e s t  r a t e s ,  

o f  shor t - term borrowings tended t o  increase.  

t he  i n s t i t u t i o n ' s  asse t  m i x  d i d  n o t  change, n e t  l o s s e s  r e s u l t e d .  

I f  r a t e s  increased enough and 

L i k e  o t h e r  r e g u l a t e d  f i n a n c i a l  i n s t i t u t i o n s ,  t h r i f t s  must m a i n t a i n  a minimum 

l e v e l  o f  n e t  wor th f o r  r e g u l a t o r y  purposes. A s  a r e s u l t ,  t h r i f t s  a re  

r e l u c t a n t  t o  l i q u i d a t e  p o r t f o l i o s  o f  l o n g  t e r m  f i x e d - i n t e r e s t  assets  i f  

doing so w i l l  cause them t o  i n c u r  a loss thereby reducing n e t  wor th.  Thus, 

i n t e r e s t  r a t e  v o l a t i l i t y  and the  need t o  m e e t  r e g u l a t o r y  n e t  wor th 

requirements have l e d  t h e  management of some i n s t i t u t i o n s  to  e n t e r  i n t o  
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t r a n s a c t i o n s  t h a t  are,  perhaps i n  p a r t ,  designed e i t h e r  t o  avo id  r e d u c t i o n  

o f  n e t  wor th by d e f e r r i n g  r e c o g n i t i o n  o f  l o s s e s  o r  t o  increase n e t  wor th  by 

a c c e l e r a t i n g  r e c o g n i t i o n  o f  income. 

For example, i n s t i t u t i o n s  are o f t e n  faced w i t h  the  need t o  o b t a i n  cash 

e i t h e r  t o  lend or t o  meet r e g u l a t o r y  l i q u i d i t y  requirements.  

source o f  cash i s  t h e  sa le  o f  assets .  

f i n a n c i a l  statements a t  a cos t  n excess o f  c u r r e n t  market va lue,  however, a 

sa le  o f  those assets would resu t i n  a loss and a corresponding decrease i n  

n e t  worth.  

i n s t i t u t i o n ,  management may t r a n s f e r  assets  t o  o t h e r s  i n  exchange f o r  cash 

b u t  s t r u c t u r e  the t r a n s a c t i o n  as a borrowing and thus avo id  r e c o g n i t i o n  o f  a 

loss. Such a t r a n s a c t i o n  may o f t e n  have many a t t r i b u t e s  s i m i l a r  t o  those o f  

a s a l e  o f  a s s e t s .  

One p o t e n t i a l  

When assets a re  r e p o r t e d  i n  t h e  

When t h a t  r e d u c t i o n  i n  n e t  wor th  i s  unacceptable to  an 

I n  a d d i t i o n ,  management may adopt account ing p r a c t i c e s  or s t r u c t u r e  

t r a n s a c t i o n s  t h a t  p e r m i t  r e c o g n i t i o n  o f  income i n  the  c u r r e n t  p e r i o d  t h a t  

might  o the rw ise  be r e p o r t e d  i n  f u t u r e  'per iods.  Such account ing p r a c t i c e s  

a l t e r  o n l y  the  t i m i n g  o f  income r e c o g n i t i o n ,  n o t  t h e  amount o f  income earned 

from a t r a n s a c t i o n .  Accelerated r e c o g n i t i o n  o f  income i s  h e l p f u l  i n  meet ing 

c u r r e n t  n e t  worth requirements,  b u t  may be a t  var iance from GAAP,  which 

r e q u i r e s  t h a t  income be recognized as i t  i s  earned. 

The Federal  Home Loan Bank Board (FHLBB) r e q u i r e s  i n s t i t u t i o n s  under i t s  

j u r i s d i c t i o n  t o  fol low GAAP when r e p o r t i n g  to  the Board unless d i f f e r e n t  

r e g u l a t o r y  account ing p r i n c i p l e s  (RAP)  apply .  Faced w i t h  widespread 

weakness i n  the t h r i f t  i n d u s t r y  r e g u l a t o r s  have, on some occasions, 

p resc r ibed  account ing p r a c t i c e s  t h a t  p r o v i d e  a means f o r  i n s t i t u t i o n s  t o  
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meet minimum n e t  wor th  requ i rements .  

commented on a number o f  such r e g u l a t o r y  accoun t ing  p r o p o s a l s .  

case, t h e  Board or i t s  s t a f f  has acknowledged t h a t  a r e g u l a t o r y  body may 

have s p e c i f i c  needs or o b j e c t i v e s  t h a t  l e a d  i t  t o  d e p a r t  from GAAP. 

However, each response has emphasized t h e  importance o f  f o l l o w i n g  GAAP i n  

genera l  purpose f i n a n c i a l  statements p r o v i d e d  t o  shareho lders ,  d e p o s i t o r s ,  

The FASB or i t s  s t a f f  has rev iewed and 

I n  each 

and o t h e r  users  o f  f i n a n c i a l  i n f o r m a t i o n .  

The f o l l o w i n g  b r i e f l y  summarized d i f f e r e n c e s  between RAP and GAAP have been 

addressed i n  correspondence between t h e  FASB s t a f f  and v a r i o u s  t h r i f t  

i ndus t r y  r e g u l  a t o r y  and p r o f e s s i o n a l  bod i  es . 

1. Net wor th  c e r t i f i c a t e s  i ssued  under p r o v i s i o n s  o f  t h e  "Net Worth 

C e r t i f i c a t e  A c t "  a re  t r e a t e d  as assets  by r e c i p i e n t  i n s t i t u t i o n s  r e p o r t i n g  

f i n a n c i a l  i n f o r m a t i o n  under RAP. The c e r t i f i c a t e s  do n o t  meet the  GAAP 

d e f i n i t i o n  o f  an asset .  ( L e t t e r s  a t tached ;  J.T. B a l l ,  FASB A s s i s t a n t  

D i r e c t o r  o f  Research and Techn ica l  A c t i v i t i e s ,  to  M r .  James 0. Sivon, 

M i n o r i t y  S t a f f  D i r e c t o r  o f  the  House Committee on Banking, Finance and Urban 

A f f a i r s ,  da ted  May 19, 1982, and t o  Roger Cason, Chairman o f  t h e  A I C P A  

Account ing  Standards Execut ive  Commi t t e e ,  da ted  November 23, 1983) 

2. 

f i x e d  assets  over  t h e i r  c o s t ,  i s  i n c l u d e d  i n  t h e  RAP d e f i n i t i o n  o f  n e t  w o r t h  

Appraised E q u i t y  C a p i t a l ,  t h e  excess of t h e  appra i sed  va lue  of c e r t a i n  

fo r  i n s t i t u t i o n s  t h a t  p a r t i c i p a t e  i n  t h e  Net Worth C e r t i f i c a t e  program. 

Other i n s t i t u t i o n s  may e l e c t  t o  use appra i sed  e q u i t y  c a p i t a l  f o r  r e p o r t i n g  

under RAP. GAAP does n o t  a l l o w  the  use o f  appra ised va lues  t o  inc rease  

r e p o r t e d  amounts o f  n e t  worth.  ( L e t t e r  a t tached ;  J.T. B a l l  t o  the  FHLBB 

O f f i c e  o f  Communications, dated October 12, 1982. Th is  l e t t e r  was w r i t t e n  
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i n  response t o  proposed r e g u l a t i o n s  which the  FASB s t a f f  understood would 

n o t  i n c l u d e  appra ised e q u i t y  c a p i t a l  i n  t h e  body o f  f i n a n c i a l  statements.  

The s t a f f ' s  c u r r e n t  understanding i s  t h a t  RAP f i n a n c i a l  statements prepared 

by some mutual t h r i f t  i n s t i t u t i o n s  do i n c l u d e  appra ised e q u i t y  c a p i t a l  . I  

de fe r red  i n  f 

n o t  a l l o w  t h e  

the FHLBB O f f  

nanci  a1 statements prepared i n accordance w i  t h  

d e f e r r a l  of r e a l i z e d  l osses .  ( L e t t e r  a t tached 

ce o f  General Counsel, dated September 11, 198 

The Account ing Model 

3 .  Losses r e a l i z e d  on the  sa le  o f  c e r t a i n  i n t e r e s t  bea r ing  assets  may be 

RAP. GAAP does 

J.T. B a l l  to  

) 

matur 

va lue 

The h 

ty ,  t h e  

brought  

s tor i ca 

The t h r i f t  i n d u s t r y  uses the  h i s t o r i c a l  c o s t  model o f  account ing,  as do most 

businesses i n  the  U n i t e d  States.  Under t h i s  model, assets  a re  g e n e r a l l y  

s t a t e d  i n  t e r m s  o f  t h e i r  o r i g i n a l  d o l l a r  c o s t .  For example, i f  a t h r i f t  

i n s t i t u t i o n  loans $100, t h a t  i s  t he  amount used t o  r e c o r d  t h a t  l oan  i n  t h e  

t h r i f t ' s  accounts. As l o n g  as the  l oan  i s  in tended to  be h e l d  u n t i l  

u c t u a t i o n s  i n  recorded amount i s  n o t  ad jus ted  f o r  i n t e r i m  f 

on by i n t e r e s t  r a t e  changes. 

c o s t  model g e n e r a l l y  looks a t  assets  such as 

The c u r r e n t  market va lue o f  on a "ho ld  to m a t u r i t y "  bas i s .  

mortgage loans 

some i n s t i t u t i o n  

loan p o r t f o l i o s  may be, a t  t i m e s ,  s i g n i f i c a n t l y  l e s s  than the p o r t f o l i o ' s  

h i s t o r i c a l  c o s t  because of changes i n  i n t e r e s t  r a t e s .  However, e v a l u a t i n g  

an i n s t i t u t i o n ' s  f i n a n c i a l  c o n d i t i o n  solely on the  c u r r e n t  market va lue o f  

i t s  assets ignores the  f a c t - t h a t  t he  o r i g i n a l  costs  w i l l  be recovered i f  the  

assets a re  h e l d  t o  m a t u r i t y .  The key ques t i on  then becomes, "Can a t h r i f t  

h o l d  i t s  long-term l o w - y i e l d i n g  assets t o  m a t u r i t y ? ' '  
2399P 



PAGE 7 

Accountants have d i s t i n g u i s h e d  assets  t h a t  a re  h e l d  for  sa le  i n  the  normal 

course o f  business ( i n v e n t o r y  assets)  from t h e  investments t h a t  management 

i n tends  t o  h o l d  t o  m a t u r i t y  as descr ibed above. 

account ing model va lues i n v e n t o r y  a t  t he  lower  o f  c o s t  or market. Mortgage 

banking, t he  p r a c t i c e  o f  o r i g i n a t i n g  loans for  sa le  t o  i n v e s t o r s  r a t h e r  than  

The h i s t o r i c a l  c o s t  

t o  h o l d  t o  earn i n t e r e s t ,  i s  addressed by FASB Statement No. 65, Account ing 

f o r  C e r t a i n  Mortqage Banking A c t i v i t i e s .  

cha rac te r  o f  business o f  some t h r i f t  i n s t i t u t i o n s  i n  today ' s  market 

resembles more t h e  a c t i v i t i e s  o f  mortgage banking than o f  t r a d i t i o n a l  t h r i f t  

p r a c t i c e .  

loans h e l d  for s a l e  be valued a t  t he  lower o f  c o s t  or market.  

Some have asser ted t h a t  t he  

I f  t h a t  i s  the case, t he  p r o v i s i o n s  o f  Statement 65 r e q u i r e  t h a t  

The l i a b i l i t i e s  o f  t h r i f t  i n s t i t u t i o n s  a re  g e n e r a l l y  sho r t - t e rm b u t  a re  a l s o  

s u b j e c t  t o  market f l u c t u a t i o n s .  The h i s t o r i c a l  c o s t  account ing model does 

n o t  a d j u s t  t he  r e p o r t e d  amount of  l i a b i l i t i e s  based on changes i n  i n t e r e s t  

r a t e s .  Since d e r e g u l a t i o n ,  however, t h r i f t  i n s t i t u t i o n  depos i t s  have become 

v e r y  r a t e  s e n s i t i v e .  That i s ,  depos i to rs ,  ( p a r t i c u l a r l y  l a r g e  d e p o s i t o r s )  

tend to  move funds between i n s t i t u t i o n s  i f  i n t e r e s t  r a t e s  o f f e r e d  a re  n o t  

c o m p e t i t i v e .  As a r e s u l t ,  s i g n i f i c a n t  p o r t i o n s  o f  the d e p o s i t  l i a b i l i t i e s  

o f  t h r i f t  i n s t i t u t i o n s  a re  g e n e r a l l y  p r i c e d  a t  or c lose  t o  market r a t e s  of 

i n t e r e s t .  

Account ing f o r  Loan Fees 

Al though loan  fees were charged i n  some p a r t s  o f  the  country  f o r  many years,  

f e e s  were g e n e r a l l y  1% o f  the  loan amount or l e s s  u n t i l  r e c e n t l y .  The 

p r a c t i c e  o f  charg ing h ighe r  o r i g i n a t i o n  f e e s  o r ,  "po in ts , "  began a f t e r  t h e  
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upward pressure on the  c o s t  of funds r e s u l t e d  i n  i n t e r e s t  r a t e s  t h a t  c o u l d  

n o t  be passed on i n  mortgage i n t e r e s t  r a t e s  because o f  s t a t e  usu ry  laws. 

Charging h ighe r  loan. o r i g i n a t i o n  f e e s  prov ided a way t o  increase t h e  r e t u r n  

on loans w i t h o u t  v i o l a t i n g  the usury l i m i t s .  

A s  t h i s  p r a c t i c e  developed, both t h e  t h r i f t  i n d u s t r y  r e g u l a t o r s  and t h e  

p u b l i c  account ing p r o f e s s i o n  took the  p o s i t i o n  t h a t  these fees were an 

adjustment o f  loan y i e l d ,  or sa id  another way, a d d i t i o n a l  i n t e r e s t .  

However, bo th  the r e g u l a t o r s  and the  account ing profess ion a l lowed l o a n  f e e s  

. to  be recognized i n  the  c u r r e n t  p e r i o d  t o  the  e x t e n t  costs  were  i n c u r r e d  i n  

o r i g i n a t i n g  loans. 

income ove r  the l i f e  o f  t h e  loan. 

was t h e  immediate r e c o g n i t i o n  o f  fees t o t a l i n g  approx imate ly  1% o f  t h e  l o a n  

balance w i t h  the remainder de fe r red  and recognized over  the expected l i f e  o f  

the  loan.  

The remainder, i f  any, was d e f e r r e d  and recognized as 

The p r a c t i c a l  r e s u l t  o f  those conc lus ions  

I n  1979 t h e  FHLBB r e v i s e d  i t s  r u l e  t o  a l l o w  immediate fee r e c o g n i t i o n  o f  

approx imate ly  double the  amount o r i g i n a l l y  prov ided.  I n  response, t h e  

account ing profess ion reaff i rmed the  p r i n c i p l e  t h a t  t he  amount o f  fees  . t o  be 

recognized should be l i m i t e d  t o  costs  i ncu r red .  

A t a s k  f o r c e  formed i n  1981 by the Account ing Standards Execut ive C o m m i t t e e  

(AcSEC) o f  the  AICPA s tud ied  the issue of account ing f o r  loan f e e s  and cos ts  

and submi t ted i t s  f i n d i n g s  t o  AcSEC i n  1983. The t a s k  f o r c e  concluded t h a t  

loan o r i g i n a t i o n  i s  i n t e g r a l  to  lend ing  money and f e e s  c o l l e c t e d  for  

o r i g i n a t i o n  should be recognized over the  l i f e  of the  loan as i n t e r e s t .  The 

task  f o r c e  a l s o  concluded t h a t  loan cos ts  should be de fe r red  and amort ized 

over  t h e  l oan  l i f e  as p a r t  of the cos t  assoc iated w i t h  i n t e r e s t  revenues and 
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de f i ned  those costs more s t r i c t l y  t h a t  e x i s t i n g  guidance. 

1983, AcSEC r e f e r r e d  t h e  issues paper to  the  FASB f o r  c o n s i d e r a t i o n .  

I n  September 

The FASB p laced a p r o j e c t  on account ing for  l oan  fees and cos ts  on i t s  

t echn ica l  agenda and a s tudy o f  the s u b j e c t  was s t a r t e d  i n  February 1984. 

I n  May 1985, a f t e r  ex tens i ve  a n a l y s i s  o f  comments rece ived  i n  response t o  an 

FASB I n v i t a t i o n  t o  Comment issued i n  June 1984, the Board d i r e c t e d  the  s t a f f  

t o  proceed w i t h  the  development o f  an Exposure D r a f t  o f  a Standard 

expressing i t s  t e n t a t i v e  conclus ions on f o u r  bas i c  issues.  

F i r s t ,  the account ing f o r  l oan  fees and o r i g i n a t i o n  and a c q u i s i t i o n  cos ts  

should be c o n s i s t e n t  f o r  a l l  types o f  l end ing .  

Second, l oan  o r i g i n a t i o n  i s  i n t e g r a l  to  l e n d i n g  and r e l a t e d  f e e s  should be 

amort ized as an adjustment to the y i e l d  o f  the  r e l a t e d  loan.  

Th i rd ,  a f e e  rece ived  fo r  a loan commitment may be e i t h e r  i n t e g r a l  to  . 

l end ing  or f o r  a separate se rv i ce  depending on the  na tu re  o f  t h e  commitment. 

F i n a l l y ,  t he  incremental  d i r e c t  o r i g i n a t i o n  and a c q u i s i t i o n  cos ts  o f  a l o a n  

should be c a p i t a l i z e d  and amort ized over the  l o a n ' s  l i f e .  

Real Estate A c q u i s i t i o n ,  Development, and Cons t ruc t i on  ( A D O  Loans 

ADC loans made by t h r i f t  i n s t i t u t i o n s  have been a s u b j e c t  of recen t  i n t e r e s t  

though i t  should be recognized t h a t  o t h e r  f i n a n c i a l  i n s t i t u t i o n s  make 

' s i m i l a r  loans. Consequently the account ing issues i n v o l v e d  a re  n o t  l i m i t e d  

t o  the t h r i f t  i n d u s t r y .  A t  the hear t  o f  t he  i ssue  i s  t he  quest ion,  "When 
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does a t r a n s a c t i o n ,  cha rac te r i zed  and s t r u c t u r e d  as a loan, d i s p l a y  more o f  

the a t t r i b u t e s  o f  an investment i n  r e a l  e s t a t e  r a t h e r  than a l o a n ? "  

ADC Loans Genera l l y  

"ADC loan"  i s  a gener ic  t e r m  used t o  descr ibe a v a r i e t y  o f  l e n d i n g  p r a c t i c e s  

t h a t  a re  extens ions o f  c o n s t r u c t i o n  lending.  

l oan  a re  summarized below: 

The key f e a t u r e s  o f  an ADC 

1. An ADC loan funds a l l ,  or s u b s t a n t i a l l y  

a c q u i r i n g  undeveloped r e a l  es ta te ,  deve op ing  t h e  r e a l  e 

c o n s t r u c t i o n ,  and c o n s t r u c t i o n  o f  commercial or r e s i d e n t  

b u i l d i n g s .  

a l l ,  o f  the  cos ts  o f  

t a t e  f o r  

a1 

2. The loan  fees and i n t e r e s t  acc ru ing  t o  the  ADC loan a re  funded o u t  

o f  l oan  proceeds. 

3 .  The ADC lender  p a r t i c i p a t e s  i n  the  u l t i m a t e  p r o f i t a b i l i t y  o f  t h e  

r e a l  e s t a t e  p r o j e c t .  Th is  p a r t i c i p a t i o n  may be an e x p l i c i t  s h a r i n g  

o f  sa le  proceeds. A s i m i l a r  r e s u l t  can be ob ta ined  i f  i n t e r e s t  

r a t e s  and f e e s . a r e  s e t  a t  a l e v e l  t h a t  produces the same payment to  

the  lender ,  p r o v i d i n g  the  p r o j e c t  i s  s o l d  for t h e  expected amount. 

A f i n a n c i a l  i n s t i t u t i o n  making an ADC loan might  a l s o  share i n  

gross r e n t s  or opera t i ng  cash f l o w  from a commercial p r o j e c t  or 

apartment . b u i l d i n g .  
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4 .  The ADC loan i s  u s u a l l y  secured o n l y  by the  p r o j e c t  be ing  f inanced,  

w i t h  perhaps the personal  guarantee o f  the  borrower.  

5. ADC loans do n o t  t y p i c a l l y  r e q u i r e  t h a t  t he  developer make any 

repayment be fo re  complet ion o f  t he  p r o j e c t .  

C h a r a c t e r i z a t i o n  o f  the  Transact ion 

The ADC l oan  shares a number o f  a t t r i b u t e s  i n  common w i t h  t r a n s a c t i o n s  t h a t  

a re  accounted fo r  as investments.  For example, p a r t n e r s h i p s  i n  which one 

p a r t y  prov ides f i n a n c i a l  resources and another p a r t y  p rov ides  development 

s k i l l s  a re  common i n  the  r e a l  e s t a t e  i n d u s t r y .  The f i n a n c i n g  p a r t n e r  i s  

t y p i c a l l y  e n t i t l e d  t o  a r e t u r n  of  c o n t r i b u t e d  c a p i t a l  w i t h  an agreed r a t e  o f  

r e t u r n  and some share of  any u l t i m a t e  p r o f i t .  The f i n a n c i n g  p a r t n e r  i s  a t  

r i s k  for a t  l e a s t  the funds prov ided and reaps the  reward o f  t h e  investment  

through successful  complet ion and sa e o f  the p r o j e c t .  

between the  r i s k s  and rewards o f  an DC loan and those o f  the  investment  

The s i m i l a r i t y  

descr ibed above have l e d  some t o  contend t h a t  ADC loans should be 

c h a r a c t e r i z e d  as r e a l  e s t a t e  investments,  f o l l o w i n g  the  fundamental 

p r i n c i p l e  t h a t  account ing should r e f l e c t  the economic substance o f  a 

t r a n s a c t i o n  r a t h e r  than the  form o f  the t r a n s a c t i o n .  
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T h i s  p o s i t i o n  was taken  i n  r e p o r t  of  the  House Committee 

Opera t ions  e n t i t l e d  "Federal  Home Loan Bank Board Superv 

Empire Savings and Loan A s s o c i a t i o n  o f  Mesqui te,  Texas". 

o f  Government 

s i o n  and F a i l u r e  o f  

[Mlany o f  Empi re 's  " l oans "  for r e a l  e s t a t e  a c q u i s i t i o n  
and development were i n  f a c t  inves tments ,  w i t h  the  
borrower t a k i n g  few r isks and Empire b e a r i n g  t h e  major 
r i s k  o f  an e q u i t y  p a r t i c i p a n t .  Never the less ,  Empire 
t r e a t e d  t h e  "income" from the, p o i n t s  and fees  charged on 
these " l oans"  as income u p - f r o n t  r a t h e r  than, as r e q u i r e d  
. in the  case o f  an investment,  when t h e  p r o p e r t y  i s  s o l d  
or o t h e r w i s e  disposed o f .  

The c h a r a c t e r i z a t i o n  o f  an ADC t r a n s a c t i o n  as an inves tment  i n  r e a l  e s t a t e  

c o u l d  have i m p l i c a t i o n s  beyond those a l l u d e d  t o  i n  t h e  q u o t a t i o n  above. 

FHLBB r e g u l a t i o n s  can p l a c e  a t h r i f t  i n s t i t u t i o n  under i nc reased  r e g u l a t o r y  

s u p e r v i s i o n  i f  the  amount o f  d i r e c t  inves tment  i n  r e a l  e s t a t e  exceeds 

c e r t a i n  l i m i t s .  Some i n s t i t u t i o n s  could exceed  those d i r e c t  i nves tmen t  

l e v e l s  i f  t h e i r  ADC t r a n s a c t i o n s  were cons idered t o  be r e a l  e s t a t e  

investments.  

Others  contend t h a t  a loan,  l e g a l l y  made and p r o p e r l y  s t r u c t u r e d  as such, 

should n o t  be recons t rued  by accountants.  

loans i s  w i t h i n  t h e  Congress iona l l y  mandated powers o f  a savings and l o a n  

i n s t i t u t i o n .  

They argue t h a t  t h e  making o f  ADC 

They f u r t h e r  m a i n t a i n  t h a t  t h e  l e n d i n g  i n s t i t u t i o n  has r i g h t s  

and powers as a l ender  t h a t  a re  n o t  t y p i c a l l y  h e l d  by i n v e s t o r s .  

a d d i t i o n ,  t h e y  p o i n t  out t h a t  ADC l e n d i n g  shares many a t t r i b u t e s  w i t h  l o n g  

e s t a b l i s h e d  c o n s t r u c t i o n  l e n d i n g  p r a c t i c e .  

I n  
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Recogni t ion o f  Income 

I f  an ADC loan i s  considered t o  be an investment,  r e c o g n i t i o n  o f  income from 

i n t e r e s t  and loan fees i s  i napprop r ia te .  The i n s t i t u t i o n  would recognize 

income o n l y  when the  p r o p e r t y  was s o l d  i n  accordance w i t h  FASB Statement No. 

66, Account ing fo r  Sales o f  Real Estate.  Prior t o  sa le ,  t he  i n s t i t u t i o n  

would c a p i t a l i z e  i n t e r e s t  costs ,  based on the  i n s t i t u t i o n ' s  c o s t  o f  funds,  

as descr ibed i n  FASB Statement No. 34, C a p i t a l i z a t i o n  o f  I n t e r e s t ,  and would 

reduce t h e  amount o f  the  investment f o r  any fees and i n t e r e s t  rece ived .  

I f  the ADC loan i s  t r e a t e d  as a loan, i n t e r e s t  and loan  f e e s  would be 

inc luded i n  income, s u b j e c t  t o  cons ide ra t i on  o f  the  l o a n ' s  o v e r a l l  

r e c o v e r a b i l i t y .  The c u r r e n t  and proposed account ing for loan fees i s  

descr ibed i n  a separate s e c t i o n  o f  t h i s  submission. 

Col l e c t i  b i  1 i t y  

Whether or n o t  a l oan  w i l l  u l t i m a t e l y  be r e p a i d  i s  a major i ssue  i n  t h e  

account ing f o r  any loan. 

t r a n s a c t i o n  increases the  a t t e n t i o n  t h a t  must be g i ven  t o  col l e c t i  b i  1 i ty .  

I t  i s  d i f f i c u l t  f o r  management, a u d i t o r s ,  and r e g u l a t o r s  t o  judge t h e  

u l t i m a t e  c o l l e c t i b i l i t y  o f  an ADC loan w h i l e  de elopment i s  p rog ress ing .  

Since the  loan t y p i c a l l y  funds i t s  own i n t e r e s t  and r e q u i r e s  no payment 

before complet ion of the  p r o j e c t ,  i t  i s  almost mpossible for  the  l oan  t o  be 

i n  d e f a u l t  d u r i n g  the  development pe r iod .  

The amount o f  r i s k  accepted by a l ender  i n  an ADC 
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Some have contended t h a t  t he  ADC l o a n  account ing problem i s  a ques t i on  o f  

c o l l e c t i b i l i t y .  To the  e x t e n t  t h a t  c o l l e c t i b i l i t y  i s  i n  ques t i on ,  t he  

c u r r e n t  account ing guidance i s  a p p l i e d  t o  ADC t r a n s a c t i o n s  i n  t h e  same 

f a s h i o n  as i t  i s  t o  o t h e r  l end ing .  

guidance, d e a l i n g  s p e c i f i c a l l y  w i t h  c o l l e c t i b i l i t y  o f  ADC t r a n s a c t i o n s .  

There does n o t  seem t o  be a need f o r  new 

Guidance on ADC Loan Account ing Issues 

The account ing p r o f e s s i o n  first addressed ADC t r a n s a c t i o n s  i n  November 1983 

when AcSEC issued a No t i ce  t o  P r a c t i t i o n e r s  e n t i t l e d ,  " C e r t a i n  Real Es ta te  

Lending A c t i v i t i e s  o f  F i n a n c i a l  I n s t i t u t i o n s . "  The N o t i c e  p rov ided  c r i t e r i a  

t h a t  should be used to  determine whether an ADC t r a n s a c t i o n  should be 

r e p o r t e d  as a loan or as an investment.  

FHLBB r u l e s  proposed i n  October 1984 and f i n a l i z e d  i n  FHLBB r u l e  85-291 on 

A p r i l  18, 1985. A second AcSEC N o t i c e  t o  P r a c t i t i o n e r s  e n t i t l e d ,  "No t i ce  to  

That N o t i c e  became t h e  bas i s  f o r  

P r a c t i t i o n e r s  on ADC Loans," was issued i n  November 1984, p r o v i d i n g  

a d d i t i o n a l  guidance. 

The members o f  t he  FASB Emerging Issues Task Force have d iscussed ADC Loan 

account ing i'ssues a t  a number o f  Task Force meetings and have r e c e n t l y  

agreed t h a t  guidance i s  needed beyond t h e  two Not ices.  

d r a f t i n g  a t h i r d  No t i ce  t h a t  w i l l  c o n s o l i d a t e  the  guidance p rov ided  i n  t h e  

two p r i o r  Not ices as w e l l  as c l a r i f y  c e r t a i n  language i n  the p r i o r  No t i ces .  

A t  t h e  same t i m e ,  t he  FASB s t a f f  understands t h a t  AcSEC plans t o  fo rm a t a s k  

f o r c e  t o  s tudy broader account ing issues r a i s e d  by r e a l  e s t a t e  l e n d i n g  t h a t  

p rov ides  s u b s t a n t i a l l y  a l l  o f  the  cos t  o f  a p r o j e c t  and funds i n t e r e s t  and 

loan  f e e s  f rom the  loan proceeds. 

The A I C P A  i s  
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I n  summary, t he  th ree  p r i n c i p a l  issues i n  account ing f o r  ADC t r a n s a c t i o n s  

a re  being addressed as fol lows: 

C h a r a c t e r i z a t i o n  o f  t h e  t r a n s a c t i o n  i s  be ing addressed through AcSEC 

Not ices t o  P r a c t i t i o n e r s  and FHLBB rulemaking. 

Recogni t ion o f  income should be r e s o l v e d  when a p p r o p r i a t e  

c h a r a c t e r i z a t i o n  o f  t h e  t r a n s a c t i o n  i s  determined. ADC t r a n s a c t i o n s  

c h a r a c t e r i z e d  as loans a r e  i nc luded  i n  t h e  scope o f  t h e  FASB p r o j e c t  on 

account ing for  loan fees .  

The e v a l u a t i o n  o f  c o l l e c t i b i l i t y  and account ing when an ADC loan i s  

deemed n o t  f u l l y  recove rab le  i s  addressed by the accoun t ing  guidance 

t h a t  a p p l i e s  t o  a l l  l e n d i n g .  

Repurchase Agreements 

The account ing for repurchase agreements has a l s o  been t h e  s u b j e c t  o f  r e c e n t  

s tudy and concern. I n  t h e  summer o f  1984, the  F i n a n c i a l  Corpo ra t i on  of 

America r e s t a t e d  earnings f o r  t h e  first h a l f  o f  t h a t  year  as t h e  r e s u l t  o f  

an SEC o b j e c t i o n  t o  i t s  account ing p r a c t i c e  i n v o l v i n g  c e r t a i n  repurchase 

agreements. More r e c e n t l y ,  t he  f a i l u r e s  o f  ESM Government S e c u r i t i e s ,  I n c .  

and B e v i l l ,  B r e s l e r  & Schulman A s s e t  Management Corpo ra t i on  r e s u l t e d  i n  

l a r g e  l o s s e s  fo r  many o f  t h e i r  repurchase agreement customers. 

I n  a repurchase agreement an e n t i t y  w i t h  a shor t - term cash shortage and 

s e c u r i t i e s  i t  doesn ' t  p r e s e n t l y  need con tac ts  a broker  and exchanges t h e  

s e c u r i t i e s  f o r  cash. S imul taneously ,  the e n t i t y  agrees to  repurchase t h e  
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s e c u r i t i e s  from t h e  broker  a t  a s p e c i f i c  t i m e  i n  t h e  f u t u r e  f o r  the o r i g i n a l  

exchange amount p l u s  a d d i t i o n a l  compensation ( i n t e r e s t )  for  a1 l ow ing  the  

use of cash. A l though s t r u c t u r e d  as a sa le  and repurchase o f  t h e  

s e c u r i t i e s ' ,  t he  substance o f  t he  t r a n s a c t i o n  i s  a c o l l a t e r a l i z e d  

borrowing by the  " s e l l e r "  and a loan by the  ' 'buyer." The account ing f o l l o w s  

t h i s  substance. 

Var ious o r g a n i z a t i o n s ,  i n c l u d i n g  the A ICPA,  t he  SEC, and the Governmental 

Account ing Standards Board have moved t o  i n v e s t i g a t e  and address the  

f i n a n c i a l  r e p o r t i n g  imp1 i c a t i o n s  o f  those l o s s e s  and of  repurchase 

agreements i n  genera l .  

o f  these o rgan iza t i ons .  

The s t a f f  o f  the FASB i s  mon i to r i ng  t h e  a c t i v i t i e s  

The proposals t h a t  have r e s u l t e d  from. c o n s i d e r a t i o n  

o f  repurchase agreements c a l l  f o r  increased d i s c l o s u r e ,  r a t h e r  than fo r  a 

change i n  the account ing o f  the t ransac t i ons  themselves. Most o f  the  

problems surrounding the recen t  l o s s e s  i n c u r r e d  by t h r i f t  i n s t i t u t i o n s  from 

repurchase t r a n s a c t i o n s  a re  n o t  account ing issues,  as such. I n s t i t u t i o n s  

t h a t  sustained losses i n  the much p u b l i c i z e d  f a i l u r e s  o f  government 

s e c u r i t i e s  dea le rs  seem t o  have done so through 1 )  a f a i l u r e  t o  understand 

or p r o t e c t  aga ins t  t he  r i s k s  invo lved  or 2 )  a l l e g e d  f r a u d  committed by t h e  

dea le rs  i nvol  ved. 

' 
t h e  purchaser l lender  access t o  c o l l a t e r a l  w i t h o u t  t h e  d i f f i c u l t y  o f  
p e r f e c t i n g  a s e c u r i t y  i n t e r e s t .  

The sa le  and repurchase s t r u c t u r e  was o r i g i n a l l y  conceived t o  p rov ide  
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Whi le n o t  d i r e c t  y r e l a t e d  t o  the r e c e n t  osses  descr ibed above, t h e r e  i s  

one i ssue  i n  the  account ing for repurchase t r a n s a c t i o n s  t h a t  cou ld  have 

imp1 i c a t i o n s  for  the  t h r i f t  i n d u s t r y .  

t he  repurchase o f  e x a c t l y  t he  same s e c u r i t y  as t h a t  d e l i v e r e d  w h i l e  o t h e r s  

a l l o w  the  repurchase of s e c u r i t i e s  t h a t  a re  d i f f e r e n t .  

account ing i s  a l lowed f o r  the l a t e r  t ransac t i ons  as l o n g  as the s e c u r i t i e s  

r e t u r n e d  a re  s u b s t a n t i a l l y  the same even though n o t  e x a c t l y  the same. 

example, repurchase t r a n s a c t i o n s  i n v o l v i n g  U.S. Treasury s e c u r i t i e s  o f  t h e  

same type w i t h  the  same coupon and m a t u r i t y )  The c h a r a c t e r i z a t i o n  o f  a 

repurchase agreement as a borrowi n g / l  endi  ng i s n o t  considered approp r i  a t e  

when t h e  s e c u r i t i e s  r e t u r n e d  a re  n o t  s u b s t a n t i a l l y  t h e  same as those h e l d  

p r i o r  t o  t h e  t r a n s a c t i o n .  I n  t h a t  case, the t r a n s a c t i o n  i s  accounted fo r  as 

a sa le  and a ga in  or loss i s  recorded. 

Some repurchase t r a n s a c t i o n s  c a l l  for  

Bor row ing / l end ing  

(For 

Account ing guidance i n d i c a t e s  t h a t  mortgage backed s e c u r i t i e s  can be used i n  

repurchase t r a n s a c t i o n s  i n v o l v i n g  the r e t u r n  o f  d i f f e r e n t  b u t  s u b s t a n t i a l l y  

t h e  same s e c u r i t i e s .  Some, however, have quest ioned the  appropr ia teness o f  

t h a t  account ing.  They p o i n t  o u t  t h a t  each group o f  mortgage loans s e t  a s i d e  

( a  l o a n  poo l )  t o  back the  s e c u r i t i e s  i s  unique i n  the  way the u n d e r l y i n g  

loans w i l l  repay. A s  a r e s u l t ,  they ma in ta in  t h a t  o t h e r  pools  cannot be 

considered t o  be s u b s t a n t i a l l y  the same. 

Reso lu t i on  o f  t h i s  i ssue  could have s i g n i f i c a n t  i m p l i c a t i o n s  f o r  t h r i f t  

i n d u s t r y  account ing.  I f  pools o f  mortgages and mortgage-backed s e c u r i t i e s  

a re  n o t  considered t o  be s u b s t a n t i a l l y  the same as o t h e r  pools, then t h e  

repurchase t r a n s a c t i o n s  i n  those pools would no l onger  j u s t i f y  account ing 

t reatment  as a borrowing. Absent t h a t  t reatment,  many i n s t i t u t i o n s  m igh t  
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e l e c t  n o t  t o  be p a r t i c i p a n t s  i n  the repurchase marketplace fo r  mortgage 

backed. s e c u r i t i e s .  

The i s s u e  o f  " s u b s t a n t i a l l y  the same" has been addressed i n  an A I C P A  

proposed Statement o f  P o s i t i o n .  

t h i s  Statement o f  P o s i t i o n  f o r  comment. 

The AICPA i s  i n  t he  process o f  exposing 

Business Combinations 

A business combinat ion occurs when two o r  more i nco rpo ra ted  or 

unincorporated businesses are brought toge the r  i n t o  one account ing e n t i t y .  

The s i n g l e  e n t i t y  c a r r i e s  on the  a c t i v i t i e s  o f  the p r e v i o u s l y  separate,  

independent e n t e r p r i s e s .  

business combinations i s  Account ing P r i n c i p l e s  Board Opinions No. 16 and 17, 

Business Combinations and I n t a n g i b l e  Assets, FASB I n t e r p r e t a t i o n  No. 9, 

App ly ing  APB Opinions No. 16 and 17 When a Savings and Loan A s s o c i a t i o n  or a 

S i m i l a r  I n s t i t u t i o n  I s  Acquired i n  a Business Combination Accounted f o r  by 

t h e  Purchase Method, and FASB Statement No. 72, Account ing f o r  C e r t a i n  

A c q u i s i t i o n s  o f  Banking or T h r i f t  I n s t i t u t i o n s .  Opin ion 16  se ts  f o r t h  t h e  

general  p r i n c i p l e s  t o  be a p p l i e d  i n  account ing f o r  a business combinat ion as 

a purchase. 

The a u t h o r i t a t i v e  account ing l i t e r a t u r e  r e g a r d i n g  

Opin ion 17 discusses the approp r ia te  account ing fo r  the  

i n t a n g i b l e  assets  t h a t  may be recognized i n  a business combinat ion accounted 

for- as a purchase. I n t e r p r e t a t i o n  9 prov ides guidance i n  the a p p l i c a t i o n  o f  

purchase account ing t o  an a c q u i s i t i o n  o f  a f i n a n c i a l  i n s t i t u t i o n .  Statement 

72 addresses the  a m o r t i z a t i o n  o f  the u n i d e n t i f i a b l e  i n t a n g i b l e  asset  

(goodwi 1 1  1 recognized i n  c e r t a i n  f i n a n c i a l  i n s t i t u t i o n  business combinat ions 
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accounted f o r  by the  purchase method. Statement 72 a l s o  addresses t h e  

account ing for the r e c e i p t  of  r e g u l a t o r y  ass is tance i n  connect ion w i t h  a 

business combinat ion.  

Purchase Method 

I n  a business combinat ion accounted for as a purchase, t he  a c q u i r i n g  

c o r p o r a t i o n  must a l l o c a t e  the  c o s t  o f  the  a c q u i s i t i o n  t o  the  bundle of 

assets  acqui red and 1 i a b i  1 i t i e s  assumed. 

t r a d i t i o n a l  p r i n c i p l e s  of account ing f o r  t he  a c q u i s i t i o n  o f  assets .  Once 

t h i s  a l l o c a t i o n  i s  made t o  the  t a n g i b l e  and i d e n t i f i e d  i n t a n g i b l e  assets  

acqui red and l i a b i l i t i e s  assumed, t h e r e  may e x i s t  a r e s i d u a l  premium t h a t  

The purchase method adheres t o  

t h e  a c q u i r e r  has p a i d  for  any number o f  reasons. 

t he  c o s t  o f  an acqui red company and the sum o f  the f a i r  values o f  t a n g i b l e  

and i d e n t i f i a b l e  i n t a n g i b l e  assets  l e s s  l i a b i l i t i e s  i s  recorded as g o o d w i l l .  

Th is  d i f f e r e n c e  between 

I n  purchase account ing,  the business combination i s  viewed as an exchange 

t h a t  r e s u l t s  from barga in ing  between independent p a r t i e s .  

business combinat ion bargains on the bas is  of i t s  assessment o f  t h e  c u r r e n t  

s t a t u s  and f u t u r e  prospects of each company as a s e p a r a t e ' e n t e r p r i s e  and as 

a c o n t r i b u t o r  t o  the opera t i ons  of the combined e n t e r p r i s e .  

e n t e r p r i s e  i s  considered t o  have p a i d  cons ide ra t i on  t h a t  was e s t a b l i s h e d  by 

Each p a r t y  t o  t h e  

The a c q u i r i n g  

the  ba rga in ing  o f  independent p a r t i e s .  

the assets and l i a b i l i t i e s  acqui red a t  t h e i r  f a i r  va lue as an a l l o c a t i o n  o f  

the  purchase p r i c e .  

The a c q u i r i n g  company accounts for  
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Goodwi 11 

Goodwi l l  i s  recognized. when a business combinat ion i s  accounted f o r  u s i n g  

t h e  purchase method and the purchase p r i c e  p a i d  exceeds the f a i r  va lue o f  

t h e  n e t  assets acqui red.  A c q u i r i n g  companies a r e  o f t e n  w i l l i n g  t o  pay more 

f o r  another company than would be d i c t a t e d  by t h e  f a i r  va lue o f  the  n e t  

t a n g i b l e  assets.  

i d e n t i f i e d  i n t a n g i b l e  f a c t o r s ,  such as the  va lue  o f  an e s t a b l i s h e d  customer 

base, management team, unique products ,  s p e c i a l i z e d  manufactur ing or 

market ing techniques, or the  p rospec t  f o r  f u t u r e  earnings. 

That excess p r i c e  may be a t t r i b u t a b l e  to  a number o f  

Opin ion 17 r e q u i r e s  t h a t  the c o s t  o f  acqui red i n t a n g i b l e  asse ts ,  i n c l u d i n g  

g o o d w i l l ,  be "amort ized by systemat ic  charges to  income over  t h e  p e r i o d  

est imated t o  be b e n e f i t e d . "  

a m o r t i z a t i o n  p e r i o d  cannot exceed 40 years.  

an ongoing assessment o f  the a m o r t i z a t i o n  p e r i o d .  Should t h i s  assessment 

i n d i c a t e  t h a t  t he  p e r i o d  t o  be b e n e f i t e d  d i f f e r s  f rom o r i g i n a l  est imates,  

t h e  Opin ion r e q u i r e s  t h a t  t he  remain ing a m o r t i z a t i o n  be changed. 

The Opin ion goes on t o  s t i p u l a t e  t h a t  t h e  

The Opin ion a l s o  p rov ides  f o r  

A p p l i c a t i o n  o f  Business Combinations t o  the  T h r i f t  I n d u s t r y  

I n  February 1976, t h e  FASB issued I n t e r p r e t a t i o n  9 t o  address t h e  

a p p l i c a t i o n  of Opin ions 16 and 17 when a f i n a n c i a l  i n s t i t u t i o n  i s  acqu i red  

i n  a business combinat ion accounted fo r  by the  purchase method. 

I n t e r p r e t a t i o n  9 p rov ides  t h a t  the a c q u i r i n g  e n t e r p r i s e  should determine any 

i d e n t i f i a b l e  i n t a n g i b l e  assets r e l a t e d  t o  the  a c q u i s i t i o n  and amor t i ze  them 

over  t h e i r  est imated l i v e s  i n  accordance w i t h  Op in ion  17. I n t e r p r e t a t i o n  9 

a l s o  prov ides t h a t  any goodwi l l  should be amort ized us ing the s t r a i g h t - l i n e  
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method unless a company demonstrates t h a t  another systemat ic  method i s  more 

a p p r o p r i a t e .  An acce le ra ted  method would be a p p r o p r i a t e  and may be used t o  

amort ize goodwi 11 when a company demonstrates t h a t  t h e  amount ass igned to  

goodw i l l  represents  an amount p a i d  f o r  f a c t o r s  whose b e n e f i t s  w i l l  d e c l i n e  

a t  a d i m i n i s h i n g  r a t e  over  t h e i r  expected l i v e s .  

I n  February 1983, the  FASB issued Statement 72 i n  response to  concern t h a t  

t he  a p p l i c a t i o n  o f  Opinions 16 and 17 to  t h e  a c q u i s i t i o n  o f  c e r t a i n  

f i n a n c i a l  i n s t i t u t i o n s  produced postcombinat ion o p e r a t i n g  r e s u l t s  ' t h a t  w e r e  

n o t  r e l i a b l e .  

rega rd  to  t h e  a m o r t i z a t i o n  o f  the  u n i d e n t i f i a b l e  i n t a n g i b l e  a s s e t  (goodwi 11) 

recognized i n  c e r t a i n  business combinat ions.  Statement 72 p rov ides  t h a t  i f ,  

and t o  t h e  e x t e n t  t h a t ,  t h e  f a i r  va lue o f  l i a b i l i t i e s  assumed exceeds the  

f a i r  va lue  o f  i d e n t i f i a b l e  assets  acqu i red  i n  the a c q u i s i t i o n  o f  a banking 

or t h r i f t  i n s t i t u t i o n ,  the u n i d e n t i f i a b l e  i n t a n g i b l e  asse t  recognized 

g e n e r a l l y  i s  amort ized t o  expense by t h e  i n t e r e s t  method over  a p e r i o d  no 

Statement 72 amended Op in ion  17 and I n t e r p r e t a t i o n  9 w i t h  

longer  than the  est imated remain ing l i f e  o f  the long-term i n t e r e s t - b e a r i n g  

assets acqui red.  

The Board se lec ted  t h i s  a m o r t i z a t i o n  p a t t e r n  as an i n d u s t r y - s p e c i f i c  

standard t h a t  represented a pragmatic s o l u t i o n  to  t h e  anomalous e f f e c t  on 

postcombinat ion earnings t h a t  r e s u l t e d  from the use o f  an extended l i f e  fo r  

g o o d w i l l .  The Board be l i eved  t h a t  any u n i d e n t i f i a b l e  i n t a n g i b l e  a s s e t  

should be amort ized over a r e l a t i v e l y  s h o r t  p e r i o d  because o f  t h e  

u n c e r t a i n t y  about the na tu re  and e x t e n t  of the  estimate'd f u t u r e  b e n e f i t s  

r e l a t e d  t o  t h a t  asset .  The Board ma in ta ined  t h a t  a f i n a n c i a l  i n s t i t u t i o n ' s  

use o f  a 40-year maximum a m o r t i z a t i o n  p e r i o d  o f  goodw i l l  i n  t h e  f a c e  o f  

e x i s t i n g  economic and compe t i t i ve  u n c e r t a i n t i e s  c o n f r o n t i n g  t h e  banking and 
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t h a t  more expl  i c i  t 

t y  o f  f i nancj  a1 

amor t i z a t  i on 

p e r i o d  for goodwi 11 produced f i n a n c i a l  r e s u l t s  t h a t  l acked  economic 

The Board concluded 

evance and r e l i a b i l  

r e p o r t i n g .  The Board noted t h a t  use o f  a 40-year maximum 

substance, t h a t  dest royed b o t h  consis tency o f  r e p o r t  

and c o m p a r a b i l i t y  among s i m i l a r  e n t e r p r i s e s ,  and had 

users and damage t h e  c r e d i b i l i t y  o f  f i n a n c i a l  r e p o r t  

ng by  t h e  

t h e  capac 

ng * 

e n t e r p r i s e  

t y  t o  m i  s l ead  

Statement 72 does n o t  address t h e  account ing f o r  a takeover  o f  an 

i n s t i t u t i o n  by r e g u l a t o r y  a u t h o r i t i e s .  

i n  e i t h e r  l i q u i d a t i o n  o f  t h e  i n s t i t u t i o n ,  i n  which case t h e  i n s t i t u t i o n  

ceases to  e x i s t  or a c q u i s i t i o n  of t he  t r o u b l e d  i n s t i t u t i o n  by another 

i n s t i t u t i o n  w i t h  f e d e r a l  ass i s tance ,  i n  which case t h e  p r o v i s i o n s  o f  

Such a c t i o n s  have t y p i c a l l y  r e s u l t e d  

Statement 72 may apply .  Recent developments i n  t h e  t h r i f t  i n d u s t r y ,  

s p e c i f i c a l l y  t he  Federal  Savings and Loan Insurance C o r p o r a t i o n ' s  Management 

Consignment Program (MCP), r a i s e  account ing quest ions t h a t  had n o t  

p r e v i o u s l y  been a t  i ssue .  

I n  r e c e n t  months, t he  Federal  Savings and Loan Insurance Corpo ra t i on  (FSLIC) 

i n s t i t u t e d  the MCP Program. Under the  MCP Program, the  FSLIC has c losed a 

number o f  f i n a n c i a l  i n s t i t u t i o n s  whose savings accounts i t  insu res  and has 

reopened these i n s t i t u t i o n s  by t r a n s f e r r i n g  s u b s t a n t i a l l y  a1 1 t he  assets  and 

l i a b i l i t i e s  o f  the p r i o r  a s s o c i a t i o n  t o  a newly c h a r t e r e d  f e d e r a l  

a s s o c i a t i o n .  The FSLIC e n t e r s  i n t o  a management agreement w i t h  another 

f i n a n c i a l  i n s t i t u t i o n  t o  oversee the day t o  day o p e r a t i o n s  o f  the  new 

i n s t i t u t i o n .  
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The FASB has r e c e n t l y  developed a means to  dea l  w i t h  such emerging 

account ing  i ssues .  

a s s i s t  t he  Board by i d e n t i f y i n g  and d e f i n i n g  emerging issues  p rompt l y .  

background o f  t h e  Task Force, i t s  development, and i t s  o p e r a t i o n s  a r e  

The Board 's  Emerging I ssues  Task Force was formed to  

The 

desc r ibed  i n  t h e  Board 's  February 20, 1985 submission to  the  Subcommittee, 

pages 49 t o  52. The Federal  Home Loan Bank Board has asked t h a t  t h e  Task 

Force d i scuss  t h e  accoun t ing  issues  t h a t  a r i s e  from the  MCP a t  t h e  November 

7,  1985 Task Force meet ing.  

a t  t h a t  meet ing  w i l l  p r o v i d e  i t  w i t h  a d d i t i o n a  i n f o r m a t i o n  concern ing  t h e  

background o f  t h e  Program and the  t r a n s a c t i o n s  i n v o l v e d .  The Board a l s o  

expects t h a t  t h e  d i s c u s s i o n  w i l l  be h e l p f u l  i n  de te rm in ing  what, i f  any, 

Board a c t i o n  i s  needed. 

The Board expec ts  t h a t  t h e  d i s c u s s i o n  o f  i s s u e s  

F S L I C  Management Consignment Program 

The p r i n c i p a l  accoun t ing  i ssue  o f  t h e  MCP Pmgram cen te rs  on what t h e  

a p p r o p r i a t e  b a s i s  o f  account ing  fo r  the  newly c h a r t e r e d  i n s t i t u t i o n  shou ld  

be a t  t h e  da te  o f  i t s  c r e a t i o n  and on an ongo ing  bas i s .  

The FASB s t a f f  has reviewed the  Issues  Summary t h a t  was prepared by t h e  

FHLBB s t a f f  f o r  d i s c u s s i o n  purposes a t  t h e  Emerging Issues  Task Force 

meet ing.  

r e p r e s e n t a t i v e s  o f  t h e  FHLBB, FSLIC,  or t h e  major  account ing  f i r m s  on t h i s  

i ssue .  Based on a rev iew  of the  i n f o r m a t i o n  t h a t  has been made a v a i l a b l e  t o  

us by t h e  FHLBB, t h e  FASB s t a f f  has i d e n t i f i e d  t h e  f o l l o w i n g  i ssues :  

The FASB s t a f f  has n o t  had s u b s t a n t i v e  d i scuss ions  w i t h  
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I s  t he  f o r m a t i o n  o f  a new sav ngs and loan  a s s o c i a t i o n  and t h e  a c q u i s i t i o n  

o f  t h e  assets and l i a b i l i t i e s  o f  t h e  o l d  savings .and loan a s s o c i a t i o n  a 

business combinat ion? The business combinations discussed i n  Opin ion 16 and 

Statement 72 a r e  the  r e s u l t  o f  an arms-length t r a n s a c t i o n  by one e n t e r p r i s e  

t o  acqu i re  another  en te rp r i se .  I f  the  a c q u i s i t i o n  o f  an i n s t i t u t i o n  and i t s  

subsequent c a r e t a k i n g  pending f u t u r e  sa le  o r  l i q u i d a t i o n  i s  n o t  cons idered a 

business combinat ion then the account ing guidance prov ided fo r  i n  Op in ion  16 

would p robab ly  n o t  be a p p l i c a b l e .  

a p p l i c a b l e  t o  t h i s  type o f  event a r i s i n g  on a nonarms-length b a s i s  ( a  

r e o r g a n i z a t i o n ) ,  Opinion 16 suggests t h a t  a new basis  o f  account ing may n o t  

be approp r ia te .  

While no s p e c i f i c  account ing s tandard i s  

I s  t he  MCP Program a temporary s tep  by the  FSLIC t o  minimize losses t o  t h e  

FSLIC insurance fund? One o f  t he  f e a t u r e s  o f  the MCP Program i s  the  

replacement of t h e  management o f  t h e  f i n a n c i a l  i n s t i t u t i o n  w i t h  a group o f  

managers recognized by the FSLIC as more ab le  t o  operate the t h r i f t .  

group o f  managers i s  ab le t o  improve the  f i n a n c i a l  c o n d i t i o n  o f  the  t h r i f t ,  

t he  FSLIC has i n d i c a t e d  t h a t  such t h r i f t  i n s t i t u t i o n s  would then be s o l d  t o  

o t h e r  h e a l t h i e r  t h r i f t s  or al lowed t o  pursue an i n i t i a l  p u b l i c  o f f e r i n g .  

a turnaround cannot be achieved, t he  FSLIC would pursue o t h e r  a1 t e r n a t i v e s .  

If t h e  

I f  

I f  the  MCP Program represents a c a r e t a k i n g  or t r u s t  a c t i v i t y ,  then a new 

bas is  o f  account ing may no t  be approp r ia te .  

Al though the  t r a n s a c t i o n  may n o t  be considered a business combinat ion,  would 

the  s i g n i f i c a n c e  o f  the a c t i o n  undertaken suggest t h a t  p r e s e n t a t i o n  o f  

f i n a n c i a l  i n f o r m a t i o n  o f  the new savings and loan a s s o c i a t i o n  on a f a i r  

va lue bas is  i s  app rop r ia te?  I f  the  t h r i f t  i s  be ing operated i n  an i n t e r i m  

stage pending sa le  o r  l i q u i d a t i o n ,  f a i r  value account ing may be a p p r o p r i a t e  
2399P 
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s ince  t h e  e n t e r p r i s e  i n  ques t i on  no longer  has the  a b i l i t y  or i n t e n t  t o  

r e a l i z e  t h e  h i s t o r i c a l  c a r r y i n g  amounts o f  assets by h o l d i n g  such assets  t o  

m a t u r i t y .  

The accoun t ing  for  each MCP s i t u a t i o n  may d i f f e r  g i ven  t h e  f a c t s  and 

circumstances r e l a t i n g  to  the  FSLICs a c t i o n s .  I n  a d d i t i o n ,  d i scuss ions  a t  

t he  November 7, 1985 meeting of the  Emerging Issues Task Force may r a i s e  

p o i n t s  n o t  p r e v i o u s l y  considered by the  FASB s t a f f .  

2399P 
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* * * * * *  

The F i n a n c i a l  Account ing Standards Board apprec iates t h i s  opportun t y  t o  

p rov ide  t h e  Subcommittee w i t h  a background o f  account ing issues i n  t h e  

t h r i f t  i n d u s t r y .  

i n  t h i s  area through the  Board's Emerging Issues Task Force. 

submission discussed what the  Board be l i eves  t o  be s i g n i f i c a n t  issues w i t h  

broad i m p l i c a t i o n s  f o r  the  t h r i f t  i n d u s t r y .  I n  a d d i t i o n ,  the Emerging 

Issues Task Force has addressed a number o f  narrower issues t h a t  r e l a t e  to  

The Board and i t s  s t a f f  cont inue t o  moni tor  deve opments 

The p reced ing  

t h r i f t  i n s t i t u t i o n s  and t o  f i n a n c i a l  i n s t i t u t i o n s  g e n e r a l l y .  The 

ded w i t h  Task Force mater subcommittee s t a f f  has p r e v i o u s l y  been prov 

those i ssues .  

a l s  on 

I n  a d d i t i o n ,  the FASB s t a f f  i s  analyz ing the need fo r  a d d i t i o n a l  e f f o r t s  t o  

e s t a b l i s h  broad standards t h a t  would a i d  i n  r e s o l v i n g  bo th  present  i ssues  

rega rd ing  f i n a n c i a l  inst ruments and t r a n s a c t i o n s  and the issues t h a t  seem 

sure t o  a r i s e  i n  the  f u t u r e .  

o v e r a l l  problem should be approached as several  separate quest ions,  

i n c l u d i n g  how r e l a t i o n s h i p s  between p a r t i c u l a r  assets and l i a b i l i t i e s  a f f e c t  

t h e i r  r e c o g n i t i o n  i n  the  balance sheet, how some k inds  o f  f i n a n c i a l  

inst ruments should be measured, how debt and e q u i t y  s e c u r i t i e s  can be b e t t e r  

d i s t i n g u i s h e d ,  and how the  c r e a t i o n  o f  separate l e g a l  e n t i t i e s  a f f e c t s  t h e  

account ing.  The s t a f f  p lans t o  make recommendations concerning an agenda 

d e c i s i o n  t o  the Board e a r l y  next  year.  

The s t a f f  i s  pursu ing the p o s s i b i l i t y  t h a t  t h e  

2399P 





Financial Accounting Standards Board 
wGn WOGE P A E K  STALIFOPO C O N N E C X U T  C6905 203.329.8a~1 

May 19,  1982 

Mr; James 0. Sfvon 
Minority Staff Director 
Connittee on Banking, Finance and Urban Affairs 
2129 Rayburn House Office Bui ld ing  
Washington, D.C. 2051 5 

Dear Mr. Sivon: 
r 

As requested by your l e t t e r  of May 17, the staff  o f  the Financial 
Accounting Standards Board (FASE) has reviewed the provisions of a 
bi l l  entit led "Net Worth Guarantee Act'' (H.R. 6267) t o  determine i f  
a thrift institution should recognize the stated amount of net 
north guarantees issued t o  i t  by a regulatory insurance agency 
( i . e .  FDIC, FSLIC, NCUA) in i t s  financial statements prepared i n  
accordance w i  th general 1 y accepted accounting pri nci pl es ( GAAP 1 
Specifically, you indicated a concern that  those guarantees would 
not resul t i n  an increase i n  a t h r i f t ' s  net worth under GAAP and 
questioned what the accounting treatnent of the guarantees would be 
under GAAP 

The s ta f f ' s  views on your question are se t  f o r t h  i n  this le t te r .  
These coments should no t  be regarded as an expression of the 
pos i t ion  of the Board. 

Based on o u r  reading o f  the b i l l , ,  the FASE staff understands that: 

1 A guarantee of net worth would be a comnitment by the U.S. 
Government for  the Secretary of  the Treasury t o  pay a specified 
anount t o  the receiver of a t h r i f t  i n  the event the t h r i f t  i s  
closed and only i n  that  event. 

2. That commitment would be evidenced by guarantees qf net worth 
issued by a regulatory insurance agency w i t h o u t  the transfer of 
cash o r  other resources. 
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3.  Until a t h r i f t  i s  closed, there are no future cash flows 
directly attributable t o  the guarantee. A guarantee of net 
worth cannot be converted t o  cash, assigned to another e n t i t y ,  
sold, etc. 

4. The required annual reductions f n  the amount of a t h r i f t ’ s  
guarantees of net worth do not  entail  the transfer o f  cash or 
other resources from the thrift to  the regulatory insurance 
agency 

I t  is not clear t o  the FASB staff  whether the ultimate beneficiary 
of this guarantee would be holders of u n i n s u r e d  deposits and other 
uninsured creditors, the regulatory insurance agency, or both. We 
ass.ufne that one i n t e n t  o f  the bill i s  to extend, f n  effect ,  deposit 
insurance coverage to  previously uninsured deposi tQrs and. other 
uninsured creditors in the amount of the guarantee. I f ,  on the 
other hand, the assistance represents only a promise o f  the U S .  
Governnent t o  pay a specified amount t o  a regulatory insurance 
agency of  the U.S. Government, i t  woul d have, i n  our  view, no 
effect  on outsiders. In  any event, however, the t h r i f t  i tself  
would not receive any proceeds of  the guarantee. 

The question of whether the receipt of a guarantee of net worth 
would result  f n  an increase i n  the net worth of a thrift under GAAP 
has two parts. 
me guarantee of net worth qualifies as an asset of the thrift 
i n s t i t u t i o n  under GAAP. 
detemination must then be made as t o  whether the asset results 
frm a borrowing by the t h r i f t  o r  from an infusion t o  its net worth 
by the regulatory insurance agency. 
addressed the second issue because, i n  o u r  o p i n i o n ,  the net worth 
guarantee does not constitute an asset under GAAP based on the 
following guidance frm existing accounting 1 iterature: 

First, a detenination must be made as t o  whether 

If t h a t  i s  answered i n  the affirmative, a 

The FASB staff has no t  

Statement of Financial Accounting Concepts No. 3, Elements of  
Financial Statements of Busi ness Enterprises, states: 

o Assets are probable future economic benefits 
obtained or controlled by a particular e n t i t y  
as a result o f  past transactions or events 
(paragraph 1 9 ) .  An asset. has three essential 
characteri s t i  cs: ( a  i t  enbodi es a probable 
future b e n e f i t  t h a t  involves a capacity, 
singly or i n  combination w i t h  other assets, t o  
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contribute directly or indirectly t o  future 
net cash inflows, ( b )  a particular enterprise 
can obtain the benefit and control others' 
access to i t ,  and ( c )  the transaction or other 
event g iv ing  r i se  t o  the enterprise's r i g h t  t o  
or control o f  the benefit has already occurred 
(paragraph 20). 

o The comon characteristic possessed by all 
assets and economic resources i s  "service 
potent i  a1 'I or "future economic benef 1 t , 'I the 
capacity to provide services or benefits to 
the ent i t ies  that use them. In a business 
enterprise, that service potential or future 
economic benefit eventual 1 y resul ts in net 
cash inflows to the enterprise. 
Characteristic i s  the primary basis o f  the 

(paragraph 22 

That 

, definition of assets i n  this Statement 

o To have an asset, a business enterprise must 
control future economic benefit t o  the extent 
that i t  can benefit from. the asset and 
generally can deny or regulate access t o  that 
benefit by others, fo r  example, by permitting 
access only a t  a price (paragraph 115). Thus, 
an asset of a business enterprise i s  future 
economic benefit that the enterprise can 
control and thus can, w i t h i n  limits se t  by the 
nature of the benefit or the enterprise's 
r i g h t  to i t ,  use as i t  pleases. 
enterprise having an asset i s  the one t h a t  can 
exchange i t ,  use i t  t o  produce goods or 
services, exact a price for others' use of i t ,  
use i t  t o  se t t le  l i ab i l i t i e s ,  h o l d  i t ,  o r  
perhaps distribute i t  to owners (paragraph 
116). 

The 

o Only present ab i l i t i es  t o  obtain future 
economic benefits are' assets under the 
definition . . . (paragraph 1 2 2 ) .  The 
definition excludes fron assets items t h a t  may 
i n  the .future become an enterprise's assets . 
b u t  have not  yet become its assets. An 
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enterprise has no asset for a particular 
future economic benefit i f  the transactions or 
events tha t  give i t  access t o  and control o f  
the benefit are yet in the future (paragraph 
123). 

The FAS8 staff believes t h a t  a guarantee of  net worth lacks the 
f i r s t  and second essential characteristics of an asset and should  
not be recognized as an asset under GAJV by a thrift. The 
guarantee, i n  our  o p i n i o n ,  cannot be considered a probable future 
economic benefit t h a t  has been obtained by and i s  under the control 
o f  the thrift because the thrift i t se l f  will never realize any cash 
f l o w s  t h a t  are directly o r  indirectly attributable to  the guarantee. 

We are not aware of any instances where the potential benefits of  
insurance currently are recognized as assets i n  financial 
statements prepared i n  accordance with GAAP. For example, a net 
worth guarantee appears similar in substance t o  the present 
insurance on qual i f ied deposits of thrifts and tha t  insurance i s  
not an asset of  the thrift. Similar ly ,  insurance provided t o  
pension pl  an partici pants by the Pension Renefi t Guaranty 
Corporation i s  not an asset of the pension plan.  

In srmnnary, i t  i s  the o p i n i o n  of the FASB staff t h a t  a guarantee of 
net wor th  would not be recognized as  an asset of a t h r i f t  
institution under GAAP. Accordingly, a guarantee would n o t  result 
i n  an increase i n  a t h r i f t ' s  net worth under GAAP. I t  shoul d be 
understood, however, t h a t  these views do not address the definition 
of net worth for regulatory purposes. 

If I can be of any further assistance i n  this matter please contact 
ne. 

. Very t r u l y  yours ,  

VJ. T. Ball 

cc: Paul Nelson . 
Majority Staf f  Director 

JTE : 677D 



Financial Accounting Standards Board . 

HIGH RIOGE PARK. STAMFOAO. CONNECTICUT 06905 I 203.329.8401 

Assirilanf Oirecfor 
Research and Technical Activities 

November 23, 1983 

Mr. Roger Cason, Chairman 
Accounting Standards Executive 

American Inst i tute  of Certified 

1211 Avenue of the Americas 
New York, N Y  10036 

Comi t t e e  

Pub1 i c  Accountants 

Dear Mr. Cason: 

I am writing in response t o  your l e t te r  dated October 25, 1983 
informing the FASB of  the Accounting Standards Executive 
Conanittee's (AcSEC) views concerning the Federal Savings and Loan 
Insurance Corporation (FSLIC) net worth cer t i f icate  program. 

The FASB staff reviewed the FSLIC net worth c'ertificate program and 
concluded t h a t  an FSLIC note given t o  a savings and loan 
insti tution (SLL) i n  exchange for a net worth cer t i f icate  from the 
SLL should not be reported as an asset by the SAL in i t s  financial 
statements purporting t o  be prepared in conformity with generally 
accepted accounting principles. That conclusion was based on the 
definition of an asset in FASB Concepts Statement No. 3 and the 
closely linked relationship o f  the note t o  the simultaneously 
issued net worth certif icate.  The FASB staff recognizes t h a t  the 
Federal Home Loan Bank Board (FHLBB) may reach a different 
conclusion f o r  regulatory accounting purposes. 

Although not  addressed by AcSEC, the FASB staff also concluded 
t h a t ,  if recognized, the net worth cer t i f icate  given t o  FSLIC i n  
exchange for  the promissory note would meet the definition o f  a 
l iabir i ty  under Concepts Statement 3 rather t h a n  equity. Again, we 
recognize t h a t  the FHLBB may require different accounting for  
regulatory reporting purposes. 

The Board considered the s ta f f ' s  conclusions a t  i t s  November 16 
Board meeting and were o f  the unanimous opinion t h a t  a n  increase i n  
net worth does n o t  result from the issuance of the net worth 
cer t i f icate  in exchange f o r  the note.  
also of the opinion t h a t  the note  s h o u l d  n o t  be recognized as an 
asset when received i n  exchange for  the net worth cer t i f icate .  

A majori ty  o f  the  Board was 
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Because those conclusions are contrary t o  the majority view stated 
in your le t te r  dated October 25, we suggest t h a t  the AcSEC p o s i t i o n  
not be publicized. 

However, if AcSEC decides t o  announce i t s  position i n  The CPA 
Letter (as discussed in the minutes o f  the June 8-10, 1 9 8 3 S E C  
meeting), we request that the FASB's disagreement w i t h  t h a t  
position be included in that announcement. A l t h o u g h  we do n o t  
expect the Board t o  add the matter t o  i t s  technical agenda, the . 

staff i s  prepared t o  issue a Technical Bulletin t o  communicate the 
FASB's views broadly on this matter. 

Very truly yours, 

JTB/1638P 

cc: Roger Cason, Main Hurdman, NY 
Paul Rosenfield, AICPA, NY 
Sandra Johnigan, Chairman, AICPA Savings & Loan Committee 
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HIGH RIDGE PARK STAMFORD. COF!NECTICUT 06905. 203 329.8401 

Assisianl Oireclor 
Rerearcn and Technical Aclivllies 

October 12, 1982 

Director, Information Services Section 
Office of Comnunications 
Federal Home Loan Bank Board 
1700 G S t e e t ,  N.W. 
Washi ngton, D.C. 20552 

Re: Proposed Rule-Amendments t o  Net-Worth and 
Statutory-Reserve Requirements 

Dear Sir : 

The s t a f f  of the Financial Accounting Standards Board 
reviewed the above refemwed proposed rule issued for 
the Federal Home Loan Bank Board (FHLBB). The s t a f f ' s  
set forth i n  this letter. 

FASB) has 
comnent by 
cannents are 

The FHLBB proposes t o  allow savinqs and loan associations to  
include 'Appraised Equity Capital a s  an off-balance-sheet i t e m  i n  
computing s ta tutory reserves. Me understand the FHLBB has the 
responsibil i ty t o  assess the v iab i l i t y  of insured associat ions i n  
carrying out  its respons ib i l i t i es  under the National Housing Act 
and tha t  s ta tu to ty  net worth i s  one of the measures used i n  maki ng 
t h a t  assessment. The proposal cons t i tu tes  a redef ini t ion o f  net 
worth for  s ta tu tory  purposes and a s  such would not a f fec t  reporting 
i n  f inanclal  statements p r e  ared on the b a s i s  of e i ther  generally 

principles. Accordingly, the FASB s t a f f  has no comnent on t h a t  
portion of the proposal. 

accepted accounting p r f n c i p  Y es o r  regulatory accounting 

The Suppl etnentary I n f o n a t i o n  section o f  the proposal requests 
comnents 'on the issues which would be raised by a broad 
mark-to-market approach i n  which the current  value of a l l  a s se t s  
and l iab i l i t i es  would reflect market value." I n  i t s  conceptual 
framework. project  on accounting recognition, the FASB i s  addressing 
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issues re lated t o  determining, for  purposes of general purpose 
flnancial reportlng, the most decisfon-useful attr lbute of an asset 
or l l ab l l l t y  t o  measure (e.g., current value, replacement cost, 
historical cost). The Board has not y e t  reached any conclusions on 
that  issue. 

The FASB staff is reluctant t o  provide conments on the broad issue 
o f  mark-to market accounting i n  the context o f  t h i s  l imi ted  
proposal. I f  the FHLBB does propose a speclflc mark-to market 
appmach In regulatory financial statements for a l l  assets and 
l iabi l l t les ,  the FASB staff  w i l l  consider submitting comnents a t  
that time. 

Very truly yours, 

d- J.T. saii 
JTB : 0869D/ 
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HIGH RIOGE PARK. STAMFOAO CONNECTICUT 06905 203.329.840; 

AssIstanl Direclor 
Researcn ana tectnicar Ac::vitie: 

September 11, 1 981 

P u b l i c  Information Officer 
Offfce o f  General Counsel 
Federal Home Loan Bank Board 
1700 G StRet ,  t1.W. 
Washi ngton, D. C. 20552 

RE: Proposed Rules Permitting Deferral o f  Gains and Losses from the 
Sal e of Mo rtgage Assets 

Dear Sir : 

The staff  o f  the Financial Accounting Standards Board (FASB) has 
reviewed the proposed rule corcernirig the treatment of gains and 
losses from the sale o f  mortgage assets tha t  was released for 
c m e n t  ty the Federal Home Loan Bank Board (FHLBB) on Au ust 13, 
1981. The s t a f f ' s  views are set f o r t h  i n  this  l e t t e r .  
several members o f  the Board had an opportunity to  review a draf t  
o f  this l e t t e r ,  i t  has not been considered by the en t i r e  Board and 
these coments should not be regarded a s  an expmssion of the 
position o f  the Board. 

A 7 though 

Our review was made w i t h  the understanding tha t  the FHLBB has the 
authority t o  es tabl ish accounting rules t o  be followed f o r  
mgulatory reporting as p a r t  of i t s  supervisory and regulatory 
responsi bi 1 i t i e s  f o r  Savi ngs and Loan Associations (Si' 5 ) .  T h e  
FASB, on the other  hand, has the objective o f  establishing 
standards f o r  general purpose financial accounting and reporting 
for  a l l  e n t i t i e s .  The FHLBB's Insurance Regulations require 
ins t i tu t ions  t o  use generally accepted accounting pr inciples  (GAAP) 
except where other accounting practices are specif ical ly  
authorized. Thus, although regulatory accounting may d i f f e r  fmm 
financial accounting, i n  many cases they will be the same. 
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As described below, the proposed deferral accounting corrflicts w i t h  
GAAP, and the s taff  believes t h a t  t h e  adoption of the proposed rvle 
would resul t  i n  najor differences between general purpose financial 
statements prepared on the basis o f  GAAP and t b s e  prepared for  
regulatory purposes. The FASB s ta f f  also believes t h a t  a d o p t i o n  of 
the proposed rule would have an undesirable e f f ec t  on industry 
c red ib i l i ty  and could pmduce misleading information. 
alternative appmach t o  the pmblern i s  pmsented h e r e i n  fo r  your 
c om i d e n  t i  on. 

The proposed rule, 563c.14 of Subpafi B ,  "Other Accounting 
I \ eq immnts , "  s ta tes ,  i n  part: 

A n  

Gains and losses (net of related income taxes) result ing fmm 
disposition o f  mortgzge loans and mortgage-related secur i t ies  . . . shall be recognized a t  the time such gains and losses are 
realized: pmvided, t ha t  an in s t i t u t ion  may, a t  i t s  option, 
e l ec t  t o  deter  and amortize a l l  g a i r i  and losses . . . 
resulting f r o m  such disposit ion . . . . 

The release containing the proposed rule indicates that  b d t h  GAAP 
and regulatory accounting principles (RAP) currently require an S&L 
t o  recognize "the fu l l  amount o f  the loss on a sale i n  the period 
of sale" a id  t o  report the ' result ing loss of income and emsion o f  
its net w o r t h  resulting fmm the difference betwen the ma&et 
value and book value of the  sold assets." The release continues: 

n\e accounting =qui renent that i nsti tutions recogni ze the 
ent i re  loss  o r  gain on  the sale  of Portgages i n  the period o f  
sale i s  predicated on the  concept tha t  such sale  i s  a completed 
transaction, representing a termination o f  the value of the 
asset t o  the inst i tut ion.  I t  i s  the Board's view t h a t  these 
accounti ng rules dis regard management i ntent t o  reinvest the 
pmceeds so as  t o  increase future p ro f i t ab i l i t y  and reduce 
future interest-rate  risk. T h s ,  ly not considering the use of 
ttw pmceeds fmm such sa les ,  the present m l e s  f a i l  t o  account 
fo r  the on-going natuE of the in s t i t u t ion ' s  business and the  
f ac t  t ha t  releasing funds currently invested i n  mortgages and 
mortgage-tT1ated secur i t ies  permits impmvement of a stream of 
futum earnings and cash flows. 

The Board believes tha t  current accounting nrles, by f a i l i ng  t o  
r e f l ec t  the true economic consequences o f  a sale and 
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reinvestment o f  the proceeds, effectively i n h i  b i t  institutions 
f r o m  s e l l i  rig mortgages artd mortgage-related secur i t ies  when i t  
wuld be i n  their best interest  t o  do so. 
i s  proposing t o  amend i ts  accounting rules . . . t o  allow 
deferral o f  gains and losses on the disposit ion of mortgage 
1 oans and mo rtgage- e l  ated secu ri t i  e s, i n o d e  r t o  e ncou rage 
i nstitutions t o  obtai n the economic benefits  of a m o ~ g a g e  
asse t  disposit ion program and reinvestment of the pmceeds 
without incurri ng Egulatory net-worth deficiencies. . [Emphasi s 
added. J 

Therefore, the Board 

The pmposed rule i s  i n  d i m c t  confl ic t  w i t h  GAAP a s  explained on 
page 34 o f  the AICPA Audit  and Accounting Guide, Savings and Loan 
Associations, which  s ta tes :  

Generally accepted accounting p r i  nciples requilp that gai n or 
loss be recognized a t  the time of sale  of loans o r  
participations.  However, i f  a t  the end of any reporting period 
i t  i s  apparent t ha t  the association intends t o  sell cer ta in  
loans and the anticipated sale will r e su l t  i n  a loss, the 
association stauld establish an allowaKe f o r  losses. The  
allowance f o r  losses  should be deducted from the related asset 
in  the statement of financial condition. Gains and losses 
should not be deferred as new loan yield adjustments. 
ttnpmsi s added. J 

The FASB s t a f f  disagrees w i t h  the assertion included i n  the release 
tha t  current accounting nrles f a i l  t o ' r e f l e c t  the true economic 
consequences o f  a sale and reinvestment of the pmceeds. C u r r e n t  
accounting m l e s  f o r  ga ins  and losses on the sale  of assets produce 
financial information consistent w i t h  the objectives set  f o r t h  i n  
FASB Concepts Statement No. .1, Objectives of Financial Reporting by 
Business Enterprises. Those ObJectives, which ident i fy  the goal s 
and purposes o f  financial r e p o r t i n g ,  include, among others: 

o Financis1 reporting should pmvide information t h a t  i s  useful 
t o  present and potential investors and credi tors  and other 
usem i n  making rational investment, c red i t ,  and similar 
decisions.. . 

o Financial reporting should pmvide informztion t o  h e l p  present 
and potential investors and credi tors  or other users i n  
assessing the amounts, timing, and uncertainty of prospective 
cash receipts  from dividends o r  i n t e re s t  and the proceeds from 
the sale ,  redemption, or matur i ty  of s ecwt i e s  o r  loans. 
LEnphasi s addedJ. .. People engage i n  investing, lending, and 
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s imi la r  activit ies primarly t o  increase t h e i r  cash =sources. 
The ultimate t e s t  of success ( o r  f a i l u r e )  of those a c t i v i t i e s  
i s  the extent t o  which they return more (or l e s s )  cash than 
they cost... 

o Financial reporting should provide information about  the 
economic resources of an enterpr ise ,  the claims to  those 
resources (obligations of the enterpri  se t o  t ransfer  resources 
to  other  e n t i t i e s  and owners' equity) and tk e f f e c t s  of 
transactions, events, and circumstances tha t  change resources 
and claims t o  those resources... 

o Financial reporting should provide information about an 
en terpr i se ' s  financial performance d u r i n g  a period ... The 
primary focus of financial reporting i s  infornation about an 
en terpr i se ' s  performance pmvided ty measures of earnings and 
i t s  components.. . Information about enterpri se eami  ngs and i t s  
components measured by accrual accounting generally provides a 
bet ter  indication of enterpri se performance.. . Accrual 
accounting attempts to  record the financial  e f fec ts  on an 
enterpr ise  of transactions and other events and circumstances 
tha t  have .cash consequences f o r  a n  enterpr ise  i n  the periods i n  
which those transactions, events, and circumstances occur 
rather than only in  the periods i n  w h i c h  cash is  received o r  
paid by the  enterprise ... 

In addition, the FASB has adopted def ini t ions of the basic elements 
o f  financial statements. Parzgraph 1 9  of Concepts Statement 3, 
Elements of Financial Statements of Business Enterpri ses, defines 
asse ts  a s  follows: 

Assets are  probable f u t u r e  economic benefits obtained o r  
contmlled by a par t icular  en t i t y  as  a result  of past 
transactions o r  events. 

Deferred losses on the sale of mortgage loans would not const i tute  
assets  under the above definit ion.  No future economic benefits 
relating t o  the mortgage receivables sold would e x i s t  a f t e r  the 
sale transaction. 

The FASB s ta f f  believes tha t  the sale  of mortgage receivables by an 
St and the subsequent reinwstment of the proceeds are separate 
transactions and should be reported as such i n  the periods i n  which 
they occur, j u s t  as  i s  now required by both GAAP and RAP. 
those tw transactions as  a single transaction ant ic ipates  the 
f u t u r e  p ro f i t s  of reinvestment and offse ts  losses tha t  have 
occurred w i t h  p m f i t s  t h a t  have not and nay never occur. 

Viewing 
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We further believe that changing RAP so that S 8 s  will not appear 
t o  have sustained decreases i n  their net assets would be a 
disservice t o  the users of the financial statements. A better 
approach, i n  our  opin ion ,  would be t o  re-examine the regulatory 
t e s t s  app l i ed  t o  evaluate the adequacy of net worth levels of an 
S t L .  Revising the tests, as was done by the FHLBB i n  November 1980 
(Resolution No. 80-6941, wuld be a direct approach t o  the pmblem 
and would avoid reporting as  though losses and decreases i n  net 
assets had not occurred. Such misinformation m i g h t  wll result i n  
the loss o f  credibility for  institutions that report i t  and 
regulations that encourage it. Ne fur ther  observe that  deferrals 
of gains and losses would obfuscate the results of many futum 
periods; because all  or most deferrals would be losses, f u t u r e  
operations would be penalized by amortization of previously 
deferred 1 o sses. 

If you would like t o  discuss these matters further, please contact 
me. 

Very t m l y  yours, 

vJ. T. Ball 

JTB : 3800 


