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How Accountants Fumbled
On 2 Crucial Issues for Thrifts

ast spring, with little fan-

fare and hardly a yawn

from the financial press,

the accounting profession
changed or proposed changes to
long-standing rules for account-
ing for certain types of loans
commonly made by thrift insti-
tutions.

The relative silence which
greeted these changes is remark-
able, for had similar promulga-
tions been effective in the late
1970s and carly 1980s when the
issues were first raised, it is like-
ly the savings and loan scandal
would have surfaced earlier and
more dramatically.

Further, the new rules and
oroposals may well have attenu-
ated some of the most costly and
abusive practices which thrifts
used to fabricate profits and net
worth in the 1980s.

While some accounting prac-
titioners continue to reel under
the weight of dozens of actions
alleging audit negligence and
several national firms have been
staggered by massive settle-
ments with government and
other plaintiffs, there has been
very little public discussion
about the adequacy of the ac-
counting rules and other profes-
sional guidance for firms audit-

ing savings and loan
institutions.
Unwelcome Questions

That new and proposed rules,
in significant instances, are sub-
stantially more stringent than
what was in force during most of
the 1980s, raises a number of un-
welcome questions about the cf-
fectiveness of standard-sctting
as well.

Thus far, these questions have
been deflected by far more with-
ering criticism of the Federal
Home Loan Bank and Congress
over their carly, permissive re-
sponse to the savings and loan
crisis. What then, would more
stringent accounting rules have
accomplished?

For one, a quick, unambigu-
ous professional response to dif-
ficult and material accounting
issucs would have created sub-
stantial risk of litigation for
those firms otherwise willing to
make self-serving interpreta-
tions of unclear rules or
guidelines.

Amblgu:ty will always be a de-
fense in ncgligence cases, but
once generally accepted ac-
counting principles (GAAP) are
clearly established, departurces
from such standards are difficult
to justify to the courts.

Secondly, clear and specific
guidance would have leveled the
competitive playing field. Ambi-
guity over what constituted

Mr. Yale, an accountant, is the princi-
pal of Yale & Co., a Denver-based finan-
cial and litigation consulting firm.

GAAP created a climate which
permitted competing firms to
profit from the conservative ac-
counting positions of more re-
sponsible practitioners.

In turn, rewarding pcrmls-
siveness produccd economic
constituencies within the profes-
sion that may have led to the
policy stalemates that have only
now been broken.

The fact is, on some crucial
thrift issucs, the accounting pro-
fession reacted painfully late.
The purpose of this article, then,
is to trace the genesis of two of
these issues = equily participa-
tion ADC loans and troubled
debt restructurings - and to un-
derstand some of the forces that
shaped them.

Rate Risk for Credit Risk

The story of equity participa-
tion loan accounting probably
began as it should have, with a
practitioner identifying a poten-
tial problem with a new form of
transaction and attempting to
solve it. The year was 1982 and
the thrift industry, beset with a
persistently high cost of funds
but locked into largely long-
term, low-return home mortgage
portfolios, was bleeding red ink,

ONEQUITY partici-
pation ADC loans and
troubled debt restruc-
turings, the profession
reacted painfully late.

Regulatory relief, which per-
mitted a number of new and ar-
tificial inclusions to required net
worth, propped up some institu-
tions but didn’t solve the funda-
mental industry problems of
small or negative interest
spreads and mismatched matu-
rities on interest-carning assets
and interest-paying liabilities.

Consulting firms and aggres-
sive thrift managers quickly re-
alized that acquisition, develop-
ment, and construction (ADC)
lending would not only amelio-
rate thc maturity mismaltches
(since typically the loans re-
priced in one year or less), but
that such transactions would
also generate substantial, and
more importantly, current fee
income.

During the mid-1980s, when
spreads between cost of funds
and interest income remained
relatively narrow, fee income
was a major source of revenue
for many thrifls and often meant
the difference between  profit
and loss.

And it was in scarch of addi-
tional fee income that many in
the industry exchanged interest
rate risk for credit risk at almost
precisely the wrong time.

THERE HAS BEEN
little public discussion
about the adequacy of
the accounting rules
and other professional
guidance for firms
auditing savings and
loans.

In 1982, KPMG Peat Mar-
wick had the largest thrift audit
practice in the country. Because
of the size of its presence, Peat
was exposed to an increasingly
common form of ADC lending
that became known as cquity
participation.

In many instances, equity par-
ticipation loans provided that
the lender commit all necessary
funds to acquire, develop and
complete the project, including
origination and commitment
fees as well as reserves to cover
interest from acquisition
through completion.

Often, while these loans pro-
vided for developer fees, they re-
quired no cash equity, no bor-
rower guarantces and no
recourse, leaving the lender
wholly at risk on the project. In
return, the lender received sub-
stantial origination and commit-
ment fees and a percentage of
the equity in the profits, if any.

By late 1982, Pecat’s national
office began questioning the ac-
counting treatment for these cg-
uity participation loans, reason-
ing that the loans were more
characteristically investments.
By the end of the year, Peat cir-
culated memoranda to the field
which required, under some cir-
cumstances, the deferral by
lending institutions of sclf-fund-
ed fee and interest income,

While the lender could capi-
talize interest while the project
remained a “qualifying project,”
fees and interest in excess of that
capitalized could not be recog-
nized as income until a bona
fide salc was made to an inde-
pendent third party,

Clients began to flee Peat.

Dispute Continued

The then-existing support for
the Peat position in the litera-
ture was a matter of debate.
Tom Bloom, former chief ac-
countant of the Federal Home
Loan Bank in the mid-1980s and
now a partner of Kenncth Le-
venthal, strongly belicved that
the literature was sufficient to
force the deferral of fee and in-
terest income. Even so, the exo-
dus of Peat’s clients continued
in 1983.

In March 1983, Walter
Schuetze, a senior Peat partner,
former FASB board member,

and currently chief accountant
for the Securities and Exchange
Commission, took the issuc of
equity participation loans to the
Accounting Standards Execu-
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tive Committee of the American
Institute of Certificd Public Ac-
countants, of which he was also
a member,

By November, AcSEC pub-
lished a “Notice to Practitio-
ners” in the Journal of Accoun-
tancy, but as we shall sce, the
dispute did not end there.

In part, the 1983 notice stated:
*“Financial institutions, particu-
larly savings and loan associa-
tions, increasingly are entering
into rcal cstate acquisition, de-
velopment, or construction
loans on which they have virtu-
ally the same risks and potential
rewards as those of owners or
Jjoint venturers.

“The American Institute of
CPAs accounting standards cx-
ecutive committee belicves that,
in some instances, accounting
for such arrangements as loans
may not be appropriate and is
providing guidance in this no-
tice to assist practitioners in de-
termining the proper ac-
counting.”

The AcSEC exccutive com-
mittec defined those transac-
tions in which the lender had a
participation interest in the re-
sidual profits and which *“usual-
ly have most of the following
characteristics™ as investments
or joint ventures. Those charac-
teristics included:

® A lender commitment to
provide all or substantially all
necessary funds to acquire prop-
crty and complete the project.
The borrower has title to, but lit-
tle or no equity in, the underly-
ing property.

* The lender funds the loan
commitment or origination fces
or both by including them in the
amount of the loan.

® The lender completely funds
interest during the term of the
loan by adding interest to the
loan balance.

® The loan is sccured only by
the ADC project. The lender has
no recourse to other assets of the
borrower, and the borrower docs
not guarantee the debt.

Illogical Position

The executive commitlee no-
tice provided that loans with ¢q-
uity participations greater than
50% should be treated as invest-
ments, which would force the
deferral of all interest and fec in-
come by the lender.

In the casc of loans with cqui-
ty participations 50% or lcss, the
transaction was to be accounted
for as a joint venture, with a pro-
rata portion of intcrest and fcc
income to be deferred,

Offsetting factors included
substantial ‘borrower equity in
the project “that is not funded
by the lender,” lender recourse

o “substantive net asscts” of the

borrower apart from project it-
self, an irrevocable letter of cred-
it for the full amount and term
of the equity participation loan,
a takcout commitment with at-
tainable conditions, or a non-
cancelable sales contract suffi-
cient to produce cash flows to
service normal loan amorti-
zation,

The notice should have ended

See page 22

Products and Mortgages:
Phil Roosevelt

WASHINGTON (202-347-H629)

Assistant Bureau Chlef:

Robert M. Garsson

Reporters: Claudia Cummins,

Robyn Meredith, Barbara A. Rchm.
REGIONAL BANKM

Senlor Edltor:

John Racine (214 -741-1210)

Editor:

.lncqul-line S. Gold (212-943-7899)
Jeanne lida (212-943-6169)
Suulhu Kenneth Cline (404-814-1277)
Midwest: Steve Klinkerman
(312-629-0937)

Southwest: John Racine (214-741-1210)
Wast: Sam Zuckerman (416-086-8706)
International:

James R. Kraus (2!2 943-6301)
Executlve Changes.

Franklin Smith (2[2 943-6737)

COMMUNITY BANKING (202-347-
Editor: Phil Zahodiakin
Reporters: Dill Atkinson,
Terrence O'Hara,

Barbara F. Is:nmllcn (312-629-0939)
Compllance: Shannon Henry

Credit Unlons: James B. Arndorfer

MORTGAGES

Senlor Editor:

Phil Roosevelt (212-943-6846)

Editor: Edward Kulkosky (212-943-4208)
Roporters:

Jonathan S. Hornblass (212-943-6844)
Snigdha Prakash (202-347-5629)

James H. Saft (212-943-67256)

INVESTMENT PRODUCTS

Senior Editor:

Phil Roosevelt (212-943.6846)
Editor: Debra Cope (212-943-6166)
Reporters:

Kalen Holliday (212-943-6712)
Yvette Kantrow (212-943-5738)
William Plasencia (212 041-2878)
Karen Talley (212-943-4829)

56249)

cn:on/o:arm\m-
nlor
Elr'fl'rry Kullcr (212-943-6983)
dit
Stephen Kloﬁgc (212-943-5727)
Reporters:

Matt Ilnnhrl (212-943-H736)
Lisa Fickenscher (212-943-8266)
Mickey Meece (212-943-2624)
TECHNOLOGY /OPERATIONS,
MANAGEMENT STRATEGIES
Senlor Editor:
Jeffrey Kutler (212-843-6983)
Editors:
Karen Gullo (212-943-2932)
Brian Tracey (212-843-2960)
Deputy Editor:
Beth Piskora (212-943-8039)
Reporters:
Barton Crockett (212-943-8637)
Karen Epper (212-943-2016)
Danicl Strachman (212-043-4268)
Tracey Tucker (212-043-4046)
Jeffrey Zack (212-943-8263)
FINANCE
Senlor Editor:
John Racine (214-741-1210)
Reporters:
William Goodwin (212-043-65728)
Gordon Matthews (212-043-6736)
David Siegel (212-943-6926)
COPY DESK (212-943-6719)
Acting Chief: Martin Daralsky
Copy Editors: Stephen G. Rice (assistant
chief), Terry Bormann, Frank Kelly, Jane
Sandiford

: Christine Arax
ART DEPARTMENT (212-043-6305)
Art Director: Dylan McClain
Artists: Evan Rabeck, Carl Zeichner
Photo Editor: bulq Wadler

Harvey (‘Iassman John Ferring,
Contributing Editor: Paul S. Nadler
Editorlal Assistants:

Karen Puckerin, Kathy Kuno
Editorial telecopier: 212-043-2084.

ADVERTISING
Credit/Debit/ATMa, Mortgages,
T s

Carole Lambert, Associate Publisher
(704-622-T181)

John Wagner (312-620-0034)
Bradford Hoyda (212-943-H287)
Investment Products and Finance:
Edward C. Frey, Associate Publisher
(212-943-5286)

Sarsfield Byrne (212-943-5288)
Classifled and Logal Advertising:
Valerie Galbo, Manager

Penny Ii’_anaknslas (800-221-1910)

Joann Moy-Wong (212-943-4263)

CIRCULATION

Sales: Ernie Buckley (212-943-2086)
Marketing: Janie Amano (212-943-9893)
Fulflliment:

Micki LaPorte (212-943-4204)

DISTRIBUTION AND PRODUCTION

Operatlons: Jack Neber (212-943-2001)
Distribution:

Joe Champey (212-943-7896)

Productl

Erwin " (212-943-4257)

Prosident and Chief Executive:
David 8. Branch (212-943-4867)
Vice Presidents:

Mario DiUbaldi (212-943-8649)
Bruce Dorskind (212-843-2906)




By Gordon Yale

AMERICAN BANKER

Friday, February 25, 1994

Opinion

How Accounting Profession Fumbled

On Two Crucial Issues for T

Continued from page 18

the controversy over cquity par-
ticipation loans, but it didn't.
For onc thing, AcSEC notices
were fairly low on the hicrarchy
of what constituted GAAP.

According to Arthur R. Wy-
att, a former exccutive commit-
tee chairman and FASB mem-
ber, a senior technical partner at
Arthur Andersen, and a profes-
sor of accountancy at the Uni-
versity of Illinois, the perception
in 1983 was that “*AcSEC had no
real authority to set standards
without the concurrence of the
FASB. AcSEC was attempting to
provide guidance, but there were
differences of opinion among ac-
counting firms of whether such
guidance meant anything.”

Donald J. Kirk, a former
FASB chairman and board
member, beliecved such argu-
ments were “‘nonsensc -and a
conscious cffort to evade real-
ity.”

Also, the AcSEC position
didn’t go far cnough. In essence,
AcSEC defined the accounting
for equity participation loans by
the prospect of potential rewards
in addition to the potential risks
of the transaction.

The position was illogical, for
if the lender made an inferior
deal, assuming the same risks of
the transaction, but without an
equity kicker as an additional re-
ward, no intercst or fcc income
nced have been deferred. Only
now, 10 years later, has the pro-
fession moved to redress the
issue.

The issue of equity participa-
tion ADC loans continued to
fester. The Emerging Issucs
Task Force (EITF), a creation of
the Financial Accounting Stan-
dards Board, acknowledged the
inconsistent application of the

1983 “Notice to Practitioners™
and in November 1984, stated
plainly that there was some
opinion “‘shopping™ on the
issue.

While the EITF surveyed its
members to determine prevail-
ing practice, the FASB stood by
a July 1984 dccision that guid-
ance provided by the 1983 “No-
tice to Practitioners” was “ad-
cquate.”

At AcSEC and within the reg-
ulatory bodies, the issuc moved
forward. The AICPA Savings
and Loan Committec published
a second “Notice to Practitio-
ners” in the November 1984 is-
sue of the CPA Letier, an
AICPA publication.

The second notice cautioned
practitioners that personal guar-
antees, which amcliorated the
accounting for ADC loans under
some circumstances, were not
uniformly cnforceable in all ju-
risdictions.

Further, the Federal Home
Loan Bank Board issued draft

regulatory proposals which
adopted both the 1983 and 1984
notices. Regulatory blessing by
the FHLBB of the notices was
significant because of AcSEC's
relatively low standing as a pro-
mulgating body of accounting
standards.

The FHLBB rcgulation, how-
ever, merely repeated AcSEC
language and made no attempt
to cxtend investment account-
ing to those high risk loans
which did not provide for equity
participations by the lender.

Still, given the divisions of
opinion on the legitimacy of Ac-
SEC, the FHLBB regulation was
not without meaning. “1 can re-
member onc meeting,” Mr, Wy-
att said, “where we attempted to
get agreement from all AcSEC
members that we would abide
by an AcSEC notice if we
reached conscnsus on the con-
tent of the notice. One firm re-
fused such an agreement.”

AMBIGUITY will
always be a defense,
but once generally
accepted accounting
principles are clearly
established, departures
are difficult to justify.

Thus, when the FHLBB pro-
mulgated its regulation on ac-
counting for acquisition, devel-
opment and constructions loans
in April 1985, the issuc of au-
thority was finally overcome.

But the issue of whether the
accounting was to be driven
solely by the lenders' risk in-
stead of lenders' risk and reward
may only be resolved now. Ac-
SEC in June forwarded to the
FASB for rcvicw an cxposure
draft of the proposed statement
of position.

The draft statement differed
significantly from the previous
notices in that equity participa-
tion was no longer a classifica-
tion criterion.

Fundamental Questions
Why didn't the FASB provide
its imprimatur early in the pro-
cess, particularly when it knew
there was some opinion “shop-
ping"” on the issue? And finally,
why has it taken so long for the
profcssion to proposc what is
now being proposed as the prop-

cr accounting for ADC loans?

A stock description of the
1980s invariably begins with a
vivid recital of how President
Reagan’s ideological imperative
of less government practically
translated to an cra of permis-
sive regulation, if not the out-

COMPETITIVE
forces, the pursuit of
self-interested solutions
by industries, and the
difficulty o foreseeing
the impact of
accounting rules assure
imperfection.

right deregulation, of key insti-
tutions and industries, which, in
turn, assured future abusc,

To some degree, the model
fits the thrift industry and the
accounting profession’s attempt
to provide adequate rules and
guidelines,

“It was a difficult period,”
said John W. Hoyt, an AcSEC
member in 1983-84 and a part-
ner of McGladrey Hendrickson
& Co. at that time,

“The FHLBB created a cli-
mate of permissivencss, by, for
example, allowing losses on loan
portfolio sales to be deferred
over a number of years. You
couldn’t take a cookbook ap-
proach 1o any issuc because
quantifying approaches 10 issucs
just brought their circum-
vention.”

FASB Reversal

Nevertheless, the antecedents
for the profession’s breakdown
on ADC loans preceded the Rea-
gan cra and may well have been
the result of fears of increased
rcgulation rather than dercgu-
lation.

And like the controversy over
equily participation loans, the
issuc did not disappcar when the
FASB initially dealt with it, but
instead, lingered for 17 years un-
til the FASB reversed an carlier
position with the issuance of
FASB Statement No. 114, which
superseded the earlier FASB
Statement No. 15.

~ And like the AcSEC “Notice
to Practitioners,” had FASB
Statement No. 114 been in force
during the 1980s, lending insti-
tutions would have likely had to
recognize loan losses carlier and
in greater magnitude than was
the case under FASB Statement
No. 15 which preceded it.

The recognition of such losses
may have forced regulators to
face up to the crisis carlicr, or at
the least, forced a vigorous inter-
institutional dcbate had the
FHLBB promulgated regula-
tions that vitiated GAAP.

FASB Statement No. 15, is-
sucd in June 1977, was the
FASB’s responsc to what it per-
ceived was a ‘‘substantial in-
creasc” defaults and restructur-

rifts

ings that resulted from the 1974-
1975 recession,

The statement defined “trou-
bled debt restructurings' as a re-
structuring in which *the credi-
tor for economic or legal reasons
related to the debtor’s financial
difficulties grants a concession
to the debtor that it would not
otherwise consider.”

A key, controversial issue
raised by the pronouncement
was on what basis losscs should
determined and recognized. The
FASB’s discussion memoran-
dum initially contained, among
several alternatives, a proposal
that the carrying amount of the
dcbt be written down 1o a pre-
sent value.

When the pronouncement
was issued in final form, howev-
er, it required writcdowns only if
the “recorded investment in the
reccivable at the time of the re-
structuring .  exceeds the total
futurc cash receipts specificd by
the new terms.”

In other words, if the restruc-
turing agreement provided only
for the repayment of loan princi-
pal and no interest, the lender
would not be required to wrile
down its loan asset.

Now, some 16 years later, the
FASB has reversed itself and
with the issuance of FASB State-
ment No. 114, GAAP currently
provides that a “creditor should
measure impairment based on
the present value of expected fu-
ture cash flows discounted at the
loan's effective interest rate,”
which is defined as “the ratc of
return implicit in the [original]
loan.”

Bankers' Opposition
Like the proposed changes to
guidance for accounting for
ADC loans, the changes 1o rules
for troubled debt restructurings

CHANGES 10 rules for
troubled debt
restructurings have
been greeted bya
relative silence.

have been greeted by a relative
silence given the history of the
issue.

The American Bankers Asso-
ciation again led opposition 1o
the change, but according lo
ABA official Donna Fisher, the
cffort was diffuscd by the organi-
zation’s involvement in oppos-
ing FASB Statement 115 on debt
and equity securitics and its lob-
bying cfforts in connection with
the FDIC Improvement Act of
1991.

In 1976, however, when the
FASB first considered the issuc,
the banking industry’s responsc

was highly organized and over-
whelmingly negative. The FASB
reccived some 850 written re-
sponses to a discussion memo-
randum, more than 700 of them
reportedly from banks and
bankers.

In four days of hearings on the
issuc, a proccssion of banking gi-
ants, including Walter Wriston
of Citibank, David Rockefeller
of Chase Manhattan, and chicf
exccutives from Chemical, Con-
tincntal Illinois, Bankers Trust,
Irving Trust, and Bowcry Sav-
ings, ‘testified against the pro-
poscd changes.

The primary thrust of the
banking industry’s opposition
was the impact that writedowns
would have on the financial con-
dition of many institutions. Var-
ious cxecutives raised the spec-
ter that somc major banks
would be unable to continuc to
pay dividends, write long-term,
fixed rate loans, or report results
of opcrations with any meaning-
ful consistency.

‘Intense’ Pressure

A scnior executive from
Chemical Bank said the changes
would adverscly impact loans to
disadvantaged borrowers, mu-
nicipalitics, cmerging compa-
nies, and less-developed
countries.

Despite supportive testimony
for more stringent criteria from
the accounting profession, the
FASB adopied the banking in-
dustry’s position and the present
valuc of futurc payments con-
cept included in the board’s dis-
cussion memorandum was re-
jected in favor of the less
troublcsome futurc valuc provi-
sion which limited the require-
ments for writc downs.

Like its restructured borrow-
crs, the banking industry suc-
cessfully bought itscll time.

Recalls Mr. Wyatt, who be-
came an FASB member in 1986:
“The pressure from the industry
was intense at a time when the
FASB was ncwly formed. Public
accounting was under great pres-
surc from Congress and the
banking industry and the Feder-
al Reserve were entrenched in-
terests which opposcd the
changes.

Influence Lost

In the end though, the changes
to FASB Statement No. 15 and
the accounting for ADC loans
may have come not 50 much be-
causc of the persisience of the
standard-sctters, but becausc
banks and thrifts, crippled by
massive losscs and in too many
cascs, riddled by scandal, have
simply lost their once-consider-
able influence.

Competitive forces within the
profession, the pursuit of self-in-
terested solutions by impacted
industrics, and the difficulty of
foresceing the full impact of
highly technical and often ar-
canc accounting rules assurc the
continucd imperfection of what
has proven to bec an imperfect
process.

While actions taken by stan-
dard-sctters have forestalled
some reporting debacles, as with
many institutions, on politically
charged issucs, il is, unfortu-
nately, often the debacle itself
that producces impetus for signif-
icant and timely change. 0



	HowAccountantsFumbled1@200
	HowAccountantsFumbled2@200

