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Audit Negligence Issues in the
Thrift Industry

by Gordon Yale

s the thrift industry debacle
continues to unfold, audit neg-
ligence allegations by govern-
ment plaintiffs have become
disturbingly common. Cases such as the
locally prominent Silverado Banking
Savings & Loan Association have ex-
posed formerly arcane audit procedures
to intense scrutiny, resulting in some in-
stances in governmental claims of audit
negligence and charges against a num-
ber of national accounting firms. These
charges, in turn, have led to several mul-
ti-million-dollar settlements.

While many cases against auditors
are still pending, it is not too early to iden-
tify the key battlegrounds on which these
cases will likely be fought. The purpose
of this article, then, is to outline account-
ing and auditing issues in thrift frauds
and to begin to examine whether the pro-
fessional literature provided adequate
guidance to examining auditors.

Inflated Real Estate Appraisals

Common to many claims is the audi-
tor’s reliance on inflated real estate ap-
praisals. The adequacy of real estate ap-
praisals is fundamental to the fair pres-
entation of thrift financial statements.
One critical audit area, for example, is
adequate loan loss provisions, which are
calculated, in large part, as the differ-
ence between the carrying amount of
the real estate-based loan and the ap-
praised value of the real property secur-
ing the loan (less disposal, holding and
financing costs). Inflated appraisals not
only minimize loss provisions, but dis-
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tort net income. This often results in the
overstatement of regulatory capital and
exaggerates a thrift’s net worth, calcu-
lated on the basis of generally accepted
accounting principles (“GAAP”"). Such
overstatements, which allegedly misled
outside directors and regulators in one
Colorado case, allegedly prevented out-
side directors from questioning addition-
al large loans and prevented regulators
from discontinuing funding and requir-
ing the thrift to discontinue lending ac-
tivities.!

Real estate appraisals also are the pri-
mary evidence in valuing real estate
owned or in judgment (real estate ac-
quired or in the process of being acquired
through foreclosure), as well as real es-
tate held for sale or development (real
estate purchased for resale or develop-
ment by the thrift or its subsidiaries).
Failure to write-down real estate assets
acquired in foreclosure to a “fair value”
or real estate purchased directly to “net
realizable value” also distorts earnings,
regulatory capital and GAAP net worth.

Accounting and auditing standards
clearly recognize the sensitivity of thrift
financial statements to real estate ap-
praisals. These standards provide for a
variety of procedures which should offer
assurance that loan and real estate as-
set values and loss provisions are fairly
stated. The Savings & Loan Association
Audit and Accounting Guide (“Audit
Guide”), published by the American In-
stitute of Certified Public Accountants
(“AICPA”), states as follows:

In evaluating the adequacy of allow-

ances for losses on loans, the indepen-

dent auditor should consider delin-
quencies, evidence of the value of col-
lateral, credit standing of the borrow-
er, unusual economic conditions that

may affect the collectibility of loans,

the location and type of collateral, and

all other relevant information.?
Further, GAAP requires that assets ac-
quired in troubled debt restructurings
be valued on a “fair value” basis® and that
real estate acquired other than by troub-
led debt restructurings be valued on the
basis of the lower of cost or “estimated
net realizable value

Auditing Real Estate
Appraisals

Reliance on management represen-
tations concerning fair value or estimat-
ed net realizable value is acceptable.
However, the AICPA Audit Guide states
that the “independent auditor’s exami-
nation should provide sufficient evidence
supporting management’s determina-
tion.. .”8 Further, when “evidential mat-
ter can be obtained from independent
sources outside an entity, it provides
greater assurance of reliability, "¢

Prior to 1990, auditors were directed to
evaluate real estate appraisals in accor-
dance with Statement on Auditing Stan-
dards (“SAS”) No. 11 (“Using the Work of
a Specialist”). Under those provisions,
which still stand, auditors must inquire
as to the professional qualifications and
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reputation of the specialist and should
consider the specialist’s relationship to
the client. Further, SAS No. 11 states that

[although] the appropriateness and
reasonableness of methods or assump-
tions used and their application are the
responsibility of the specialist, the au-
ditor should obtain an understanding
of the methods or assumptions used by
the specialist to determine whether the
findings are suitable for corroborating
the representations in the financial
statements.  If the specialist is re-
lated to the client, the auditor should
consider performing additional proce-
dures with respect to some or all of the
related specialist’s assumptions, meth-
ods, or findings to determine that the
findings are not unreasonable or en-
gage an outside specialist for that pur-
pose.”

Although SAS No. 11 broadly defines
the auditor’s obligation to “determine
whether the findings are suitable for cor-
roborating the representations in the fi-
nancial statements,” the pronouncement
is largely silent as to procedures for ac-
complishing this. The AICPA Guide for
the Use of Real Estate Appraisal Informa-
tion (“Appraisal Guide”), issued Decem-
ber 31, 1990, provides more specific guid-
ance. It states as follows:

The auditor normally relies on the

work of an appraiser unless the audi-

tor’s procedures lead to the belief that

the appraiser’s methods, assump-

tions, or findings are unreasonable.®
The Appraisal Guide also lists proce-
dures the auditor can consider when re-
viewing the appraiser’s findings. The
following (among others) are included:

1) whether the number and quality
of market comparables appear rea-
sonable;

2) whether capitalization rates, dis-
count rates, financing terms and
projections of net income or loss
and cash flow appear reasonable
in terms of market conditions;

3) whether assumptions about the
rate of future sales, sales prices,
selling costs and cost to complete
appear reasonable;

4) whether assumptions about the
development or other use of the
property appear reasonable; and

5) whether the developer’s profit has
been deducted.

The very precision of the above guide-
lines may result in their being used in
negligence cases against auditors, even
in audit examinations which took place
prior to 1990 (the Appraisal Guide's issue

date). Conceptually, the Appraisal Guide
does little to broaden the SAS No. 11 obli-
gation regarding understanding the spe-
cialist’s methods or assumptions in or-
der to make a determination about wheth-
er the specialist’s findings are suitable.
However, the Appraisal Guide adds an
outline of specific, in-depth procedures
which “may be considered” by auditors
when making those judgments. Such
procedures, it will probably be argued,
are necessary to the understanding of
“methods or assumptions,” whether or
not specific auditing standards required
them.

O U PO

“Certain accounts, such
as acquisition, development
and construction loans
receivable, may require
additional attention because
of inherent risk.”

Audit Risk

Establishing audit risk in audit negli-
gence cases is crucial because the level
of such risk substantially determines
the scope and extent of the auditor’s
procedures. Accounting and auditing
standards fully recognize that audits
are not conducted in a vacuum. For ex-
ample, SAS No. 47 (“Audit Risk and Ma-
teriality in Conducting an Audit”) pro-
vides that

[the] auditor should plan the audit so

that audit risk will be limited to a low

level that is, in his professional judg-
ment, appropriate for issuing an opin-
ion on the financial statements.?

SAS No. 47 defines audit risk as

the risk that the auditor may un-

knowingly fail to appropriately modi-

fy his opinion on financial statements

that are materially misstated.
It further states that audit risk should
be considered at the “account-balance or
class-of-transactions level” because such
consideration “directly assists [the audi-
tor] in determining the scope of auditing
procedures.”

Certain accounts, such as acquisition,
development and construction loans re-
ceivable, may require additional atten-
tion because of inherent risk. For exam-
ple, SAS No. 47 states that the

risk of material misstatement of the

financial statements is generally great-

er when account balances and classes
of transactions include accounting es-

timates rather than essentially factu-

al data because of the inherent sub-

jectivity in estimating future events.!®
Uncollectible receivables are among the
classes of transactions specified in the
literature.

Further, SAS No. 47 provides that
sources of audit risk include endemic
risks such as an entity suffering from “a
lack of sufficient working capital or a
declining industry characterized by a
large number of business failures.” Un-
der this standard, the scope and extent
of audit procedures for thinly capital-
ized thrifts engaged in high-yield, high-
risk lending in volatile markets should
have been greater than for healthy thrifts
engaged in the traditional residential
mortgage business.

It follows, then, that establishing the
relative audit risk of a thrift can be a criti-
cal element in negligence cases. Estab-
lishing audit risk includes (1) evaluating
the adequacy of internal controls; (2) an-
alyzing, in detail, the association’s capital
position and its composition; (3) identify-
ing the proportion of its loan portfolio
dedicated to high-yield, high-risk loans;
(4) noting the imbalance between the
maturities of assets and liabilities; (5)
learning the costs and sources of the as-
sociation’s funds; and (6) thoroughly an-
alyzing the markets in which the associ-
ation lends.

Related-Party Transactions
Another area of audit risk is the exis-
tence of material, related-party transac-
tions. While in the absence of evidence
to the contrary, transactions with relat-
ed parties should not be assumed to be
outside the course of business, SAS No.
45 (“Related Parties”) requires caution.
In addition, SAS No. 45 describes a se-
ries of procedures for identifying these
transactions, stating that “[t]he auditor
should  be aware of the possibility
that transactions with related parties
may have been motivated solely, orin
large measure, by conditions similar” to
the following:
1) lack of sufficient working capital
or credit to continue the business;
2) an urgent desire for a continued
favorable earnings record in the
hope of supporting the price of the
company’s stock; and
3) a declining industry characterized
by a large number of business fail-
ures.!!
After identifying related-party trans-
actions, the auditor is obliged to apply
procedures considered necessary to ob-
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tain satisfaction concerning “the purpose,
nature, and extent of these transactions
and their effect on the financial state-
ments.” This includes obtaining “an un-
derstanding of the business purpose of
the transaction.” An accompanying foot-
note in SAS No. 45 states that “[u]ntil the
auditor understands the business sense
of material transactions, he cannot com-
plete his audit.” When it is necessary to
understand a particular transaction ful-
ly, the auditor is urged to consider a se-
ries of additional procedures “  which
might not otherwise be deemed neces-
sary to comply with generally accepted
auditing standards.  ” Clearly, a cir-
cumstance such as a purchase of real
estate from a shareholder who then in-
vests a large portion of the sales pro-
ceeds in the purchaser’s common stock
would appear to require the scrutiny de-
scribed in SAS No. 45.

Income Realization Issues

Appraisals also figure into certain in-
come realization issues. Typically, thrift
institutions are permitted to accrue in-
terest income on delinquent loans until
“it is probable that interest will not be
received.”? Such determinations should
be based not only on the borrower’s abil-
ity and willingness to pay, but also on an
analysis of whether the asset value cov-
ers both unpaid principal and interest.

The issue of interest income recogni-
tion has also arisen in situations where
interest was self-funded by a thrift insti-
tution. Interest reserves or capitalized
interest were common to the structures
of many acquisition, development and
construction loans. In several instances,
the accrual of interest income and the
recognition of loan and commitment fees
continued even when the underlying debt
was extended or restructured.

The propriety of these transactions
has been attacked on the basis of ac-
counting rules relating to collectibility of
receivables. Because self-funded inter-
est payments and loan and commitment
fees increase loan balances, auditors
must assure themselves that adequate
provisions against losses have been
recorded. As the Appraisal Guide states:

In evaluating the adequacy of allow-
ances for losses on loans, the indepen-
dent auditor should consider delinquen-
cies, evidence of the value of collateral,
credit standing of the borrower, un-
usual economic conditions that may
affect the collectibility of loans, the lo-
cation and type of collateral, and all
other relevant information.!®

Unless it is probable that the loan will be
foreclosed, allowances on loans should be
based on estimated net realizable value
(“NRV”). Estimated NRV is defined as the
estimated sales price of the asset reduced
by direct selling expenses, disposition,
completion, holding and capital costs.

If it is probable that a loan will be
foreclosed, GAAP is defined by Financial
Accounting Standards Board (“FASB”)
Statement No. 15 (“Accounting by Debt-
ors and Creditors for Troubled Debt Re-
structurings”). In the simplest terms, debt
restructurings are defined as “troubled”
if

the creditor for economic or legal rea-

sons related to the debtor’s financial

difficulties grants a concession to the
debtor that it would not otherwise con-
sider.'
Extending maturities, granting interest
rate concessions, releasing security as a
result of the debtor’s inability to repay
debt or the transfer of property to satis-
fy debt all constitute debt restructurings.

In the event of foreclosure, FASB State-
ment No. 15 requires that the assets re-
ceived be recorded not on the carrying val-
ue of the debt but on the “fair value” of
the assets received at the time of the re-

structuring, if determinable. Fair value
is defined as
the amount that the debtor could rea-
sonably expect to receive  inacur-
rent sale between the willing buyer
and a willing seller, that is, other than
in a forced or liquidation sale.'s
Reliance on aging appraisals in a dy-
namic real estate market to determine
“fair market value” is not permissible.
In troubled debt restructurings which
involve the modification of loan pay-
ments, no loss is recognized currently
unless the aggregate of expected pay-
ments is less than the carrying amount
of the underlying loan.

Sales of Real Estate Owned

A final area which is beginning to sur-
face in audit negligence cases involves
the recognition of income from the sale
of real estate owned. In one Colorado case,
the plaintiff alleged that the thrift insti-
tution accomplished sales of real estate
owned at prices in excess of market value
by “tying” the transactions to other de-
veloper loans—an apparent regulatory
violation.!® From an accounting stand-
point, tying facilitated the avoidance of
recognizing losses on real estate owned.
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In some instances, it resulted in the rec-
ognition of gains.

If the allegations concerning tying are
sustained, these abuses will be the sec-
ond cycle of accounting fraud involving
self-funded real estate sales. Various
schemes relating to retail and other land
sales in the 1970s led to more precise
accounting criteria for revenue recogni-
tion. In 1982, the standards for special-
ized profit recognition previously cov-
ered by AICPA industry audit guides
and other pronouncements were adopt-
ed in FASB Statement No. 66 (“Account-
ing for the Sales of Real Estate”).

Generally, FASB Statement No. 66
provides that

[plrofit shall be recognized in full when
real estate is sold, provided (a) the prof-
it is determinable, that is, the collec-
tibility of the sales price is reasonably
assured or the amount that will not
be collectible can be estimated, and (b)
the earnings process is virtually com-
plete, that is, the seller is not obligat-
ed to perform significant activities af-
ter the sale to earn the profit. Unless
both conditions exist, recognition of
all or part of the profit shall be post-
poned.”?

Under FASB Statement No. 66, the
collectibility of the sales price is deter-
mined not only by “the credit standing
of the buyer, the age and location of the
property, and adequacy of cash flow from
the property,” but also by

the buyer’s commitment to pay, which
in turn is supported by substantial ini-
tial and continuing investments that
give the buyer a stake in the property
sufficient that the risk of loss through
default motivates the buyer to honor
the obligation to the seller.!®

FASB Statement No. 66 provides that
income can be recognized only if certain

minimum investments have been made.
Raw land held for development within
two years requires a downpayment of
20 percent of the sales price. If develop-
ment is not anticipated to begin within
two years, the required downpayment is
25 percent. Commercial and industrial
properties require initial investments
ranging from 10 to 25 percent, depend-
ing on whether cash flows are adequate
to meet debt service (10 percent) or not
(25 percent).

FASB Statement No. 66 also provides
that the initial investment shall not in-
clude

[a)ny funds that have been or will be

loaned, refunded, or directly or indi-

rectly provided to the buyer by the
seller or loans guaranteed or collater-
alized by the seller for the buyer.!?

Given the complexity that multiple
loans to multiple entities ultimately con-
trolled by a single group can create, it
may be difficult to establish the self-fund-
ing of downpayments in some instances.

Conclusion

Critics of the accounting profession
have long asserted that generally ac-
cepted auditing standards (“GAAS”) and
GAAP too often have been the result of
a reactive process. The courts and even
regulators at times have redefined GAAP
and GAAS, causing some consternation
in the profession.

For the last twenty years, in fact, the
denouement of many national financial
scandals has been accompanied by an-
gry and persistent demands for account-
ing and audit reform. While the savings
and loan scandal has yet to play itself
out, a preliminary review of complaints
against auditors provides increasing ev-
idence that plaintiffs need go no further
than the substantial body of existing

professional literature to establish what
should have been done to detect and
prevent the financial reporting abuses
in the savings and loan industry. Ar-
guably, the breakdown in thrift audits
came not from the inadequacy of profes-
sional standards but was, instead, the
unfortunate product of their application.
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Twenty-fifth Annual Rocky Mountain State-Federal-Provincial
Securities Conference: October 9

Continuing Legal Education in Colorado, Inc., and the Denver Regional Office of the U.S. Securities and Exchange Commis-
sion will sponsor the Twenty-fifth Annual Rocky Mountain State-Federal-Provincial Securities Conference on October 9 at the
Red Lion Hotel in Denver. Program participants include distinguished lawyers, CPAs and the staff of the Commission from Col-
orado and throughout the country. The program agenda includes sessions on: corporate finance developments; current develop-
ments in market regulation and investment management; recent developments in friendly acquisitions of public companies
and in corporate governance; and an enforcement-judicial-legislative developments update. The luncheon keynote speaker will
be The Hon. Mary L. Schapiro, Commissioner of the SEC.

For additional information, contact CLECI in Denver at (303) 860-0608.
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