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ACCRUAL STATUS OF CERTAIN LOANS 

Withdrawal of FFIEC Proposal

FEDERAL RESERVE BANK
OF NEW YORK

To All State Member Banks, and Others
Concerned, in the Second Federal Reserve District:

Following is the text of statement issued by the Federal Financial Institutions Examination Council announcing 
the withdrawal of a proposal issued earlier this year regarding nonaccrual loans (refer to our Circular No. 10443, 
dated April 2, 1991):

On March 18, 1991, under the auspices of the Task Forces on Supervision and Reports of the Federal Financial In
stitutions Examination Council (FFIEC), the four federal regulators of banks and thrift institutions published in the Federal 
Register a request for public comment on a proposal relating to nonaccrual loans. The proposal would establish criteria 
under which a federally supervised bank or savings association, for purposes of the Reports of Condition and Income (Call 
Reports) or the Thrift Financial Report (TFR), would be permitted to return nonaccrual loans with partial charge-offs of 
principal to accrual status without first recovering the partial charge-off or becoming fully current in accordance with the 
contractual loan terms.

The agencies have reviewed the comment letters received during the comment period that ended on May 2, 1991. 
The majority of commenters expressed concerns about consistency with generally accepted accounting principles (GAAP), 
and a number of commenters expressed concern that differences between regulatory reporting requirements and GAAP 
in the area of loans to borrowers experiencing financial difficulties would likely be viewed negatively by bank analysts 
and other market participants. (While noting these concerns, the agencies also observed that, in some respects, where the 
proposal differed from GAAP —  such as in the areas of loss recognition and disclosure —  the proposal was more con
servative than GAAP) At the same time, as a longstanding practice, the agencies have attempted to minimize differences 
between regulatory reporting requirements and GAAP

The agencies have also noted that certain clarifications presented in their March 1, 1991 joint agency policy statements 
provided a number of the potential benefits that would have been provided by the proposal. The clarifications are consistent 
with GAAP They addressed the cash-basis recognition of interest income on nonaccrual loans, the restoration of formally 
restructured loans to accrual status, and the disclosure of formally restructured loans that yield a market rate of interest. 
The clarifications also suggested enhanced disclosures of important characteristics of nonaccrual loans.

Furthermore, the Financial Accounting Standards Board (FASB) and the American Institute of Certified Public Ac
countants (AICPA) have projects underway which will attempt to develop guidance on the recognition of interest income 
and loan losses on loans to borrowers experiencing financial difficulties. The staffs of the agencies intend to work with 
the FASB and the AICPA to attempt to develop a consistent and objective reporting framework in this area.

In light of these considerations, the agencies have decided that the proposal should be withdrawn. In keeping with 
the joint agency policy statements of March 1, 1991, the agencies will continue their efforts to clarify supervisory and 
reporting policies for depository institutions.

The text of the FFIEC’s notice in this matter has been published in the Federal Register of August 5, 1991, 
copies of which will be furnished upon request directed to the Circulars Division of this Bank (Tel. No. 212-720-5215 
or 5216). The reasons for the FFIEC’s withdrawal of the proposal are discussed in the “summary” and “supplemental 
information” sections of the Federal Register notice, which also contains a summary of the comments received on 
the proposal. Questions regarding this matter may be directed to our Domestic Banking Department (Tel. No. 
212-720-5881).

E. G erald  C o r r ig a n ,
President.
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F E D E R A L  F IN A N C IA L  IN S TITU TIO N S  
E X A M IN A TIO N  C O U N C IL

Reporting Standard Concerning the 
Return of a Loan With a Partial 
Charge-O ff to Accrual Status

a g e n c y : Federal Financial Institutions 
Examination Council.
ACTION: Withdrawal of proposal.
s u m m a r y : On March 18,1991, under the 
auspices of the Task Forces on 
Supervision and Reports of the Federal 
Financial Institutions Examination 
Council (FFIEC), the Office of the 
Comptroller of the Currency (OCC), the 
Federal Deposit Insurance Corporation 
(FDIC), the Board of Governors of the 
Federal Reserve System (FRB), and the 
Office of Thrift Supervision (OTS) 
(referred to as the "agencies”), 
published in the Federal Register a 
request for public comment (56 FR 
11441) on a proposal relating to 
nonaccrual loans. The proposal would 
establish criteria under which a 
federally supervised bank or savings 
association (“depository institution”), 
for purposes of the Reports of Condition 
and Income (Call Reports) or Thrift 
Financial Reports (TFR), would be 
permitted to return nonaccrual loans 
with partial charge-offs of principal to 
accrual status without first recovering 
the partial charge-off or becoming fully 
current in accordance with the 
contractual loan terms.

The agencies have reviewed the 
eighty-three letters received during the 
comment period which closed May 2, 
1991. A summary of these comments is 
presented in section III, below. The 
majority of comments received that 
disapproved of the proposal indicated 
concerns that the proposal was not in 
accordance with generally accepted 

* accounting principles (GAAP) and a 
number of the comments expressed 
concerns that such differences with 
GAAP in the area of nonaccrual loans 
might be viewed negatively by analysts 
and other users of depository institution 
financial reports. While noting these 
concerns, the agencies also observed 
that in some respects where the 
proposal differed from GAAP, the 
proposal was more conservative than 
GAAP. At the same time, as a 
longstanding practice, the agencies have 
attempted to minimize differences 
between regulatory reporting 
requirements and GAAP.

The agencies have also noted that the 
American Institute of Certified Public 
Accountants (AICPA) and the Financial 
Accounting Standards Board (FASB) 
have projects underway which will
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attempt to resolve issues relating to 
income recognition on nonaccrual loans 
and the estimation of credit losses on 
certain loans and restructured debt.

In consideration of those efforts, a 
number of commentators urged the 
agencies to refrain from unilaterally 
issuing further guidance, such as the 
proposal, in these areas, and to work 
instead with these rulemaking bodies to 
ensure consistency between regulatory 
reporting requirements and GAAP.

Furthermore, a number of the 
potential positive impacts attributed to 
this proposal have already been 
accomplished by the guidance presented 
by the agencies in their March 1,1991 
joint policy statements (e.g., cash basis 
recognition of interest income on 
nonaccrual loans, criteria for restoration 
of formally restructured loans to accrual 
status, suggested enhanced disclosure of 
relevant quality and performance 
characteristics of nonaccrual loans, and 
disclosure of market rate restructured 
debt). The agencies also recognize that 
the March 1,1991 joint policy statements 
accomplished this within the framework 
of GAAP.

In i ’ht of these considerations, the 
agencies have decided that the proposal 
should be withdrawn. In keeping with 
the joint agency policy statements of 
March 1,1991, the agencies will continue 
their efforts to clarify supervisory and 
reporting policies for depository 
institutions. In this regard, the agencies 
intend to work with the private sector 
rulemaking bodies to attempt to develop 
a consistent and objective accounting 
treatment with respect to the recognition 
and measurement of interest income on 
nonaccrual loans and other loans to 
borrowers experiencing financial 
difficulties and other issues considered 
in the request for comment.

EFFECTIVE DATE: August 5, 1991.

FOR FURTHER INFORMATION CONTACT: At
the OCC: Zane D. Blackburn, Chief 
Accountant or William J. Lewis, 
Accounting Fellow (202) 874-5180. At 
the FDIC: Robert F. Storch, Chief, or 
Doris L. Marsh, Examination Specialist. 
Accounting Section, Division of 
Supervision (202) 898-8914. At the FRB: 
Rhoger H. Pugh, Manager (202) 728-5883, 
or Gerald A. Edwards, Jr., Project 
Manager (202) 452-2741, Policy 
Development Section, Division of 
Banking Supervision and Regulation. At 
the OTS: David H. Martens, Chief 
Accountant (202) 906-5646 or Robert J. 
Fishman, Program Manager (202) 906- 
5672.

SUPPLEMENTARY INFORMATION:
I. Overview

National banks and federally insured 
state-chartered member banks and 
nonmember banks are required to file 
quarterly Call Reports with the OCC, 
FRB. and FDIC. respectively. Savings 
associations are required to file Thrift 
Financial Reports w'ith the OTS.

The bank Call Report instructions 
provide certain requirements for a 
nonaccrual loan to be returned to 
accrual status. These instructions state 
that a nonaccrual asset may be returned 
to an accrual status when (1) none of its 
principal and interest is due and unpaid, 
and the bank expects repayment of the 
remaining contractual principal and 
interest, or (2) when it otherwise 
becomes well secured and in the 
process of collection (emphasis added). 
For savings associations, the TFR 
instructions state that, in order for 
interest to be accrued on a loan, its 
collection must be probable.

In applying these requirements, 
amounts due and expected have been 
based on the loan's contractual 
amounts. Some depository institutions 
had questioned whether the remaining 
book balance (after any partial loan 
charge-offs) should be the basis for 
applying these requirements in certain 
circumstances. These institutions asked 
whether it might be appropriate to 
return the loan to accrual status in 
circumstances where a suitable charge- 
off was taken and the full collection of 
the remaining book value of the loan at 
a market rate of interest was expected.

These questions arose because some 
institutions believed that nonaccrual 
status based on collectibility under the 
contractual terms was not necessarily 
the most relevant indicator of expected 
earnings on recorded loan balances in 
financial statements prepared in 
accordance with generally accepted 
accounting principles (GAAP).
Therefore, these institutions suggested 
that reporting requirements could be 
developed to permit the return of 
partially charged-off loans to accrual 
status in certain circumstances. The 
agencies were willing to develop and 
issue the proposal (a summary of which 
is presented in section II, below) 
because, in many respects, the proposed 
treatment had the potential to improve 
the quality of information on loans to 
troubled borrowers that is presented in 
financial reports. At the same time, the 
proposed approach would also have 
provided potential benefits to depository 
institutions that were attempting to 
work with borrowers experiencing 
financial difficulties.

While in some respects the proposal 
may not have used the same approaches

as FASB standards, these aspects of the 
proposal were not viewed by the 
agencies as necessarily unsound.
Indeed, in some respects, the proposal 
was more conservative than GAAP. For 
example, while the proposal would not 
have used the same approach as 
required by Statement of Financial 
Accounting Standards No. 5,
"Accounting for Contingencies" (FAS 5), 
in estimating the amount of loan losses, 
the proposal would result in the 
recognition of larger loan losses than 
under GAAP—thus giving a more 
conservative carrying amount for the 
loan to which the reporting treatment 
had been applied. In addition, by 
requiring the discounting of probable 
future cash flows on a loan subject to 
the proposed treatment in order to 
estimate loan losses and accrue interest 
at a market rate, the proposal is again 
more conservative that GAAP. In 
particular, it is more conservative than 
Statement of Financial Accounting 
Standards No. 15, “Accounting by 
Debtors and Creditors for Troubled Debt 
Restructurings" (FAS 15), which does 
not utilize present value calculations to 
estimate losses on restructured debt. 
Furthermore, the disclosures set forth in 
the proposal present a reconciliation of 
loans subject to the proposed reporting 
treatment, and related income and loss 
items, that provide more extensive 
information in financial report 
disclosures than is required under 
GAAP. The agencies believed that these 
extensive disclosures might mitigate any 
inherent differences in reporting 
treatment which might otherwise arise 
from the optional application feature of 
the proposal.

While providing for more 
conservative loan loss recognition 
criteria and enhanced disclosures of 
loans to troubled borrowers, the 
proposal would also provide certain 
benefits to depository institutions. 
Depository institutions had indicated 
that analysts and other financial 
statement users had made the reported 
levels of nonaccrual loans an 
inappropriate indicator of future losses 
and of the appropriate level for the 
allowance for loan and lease losses 
(AI.I.I.)- Advocates of the proposal, 
therefore, had argued that, while the 
proposal would result in the recognition 
of loan losses (i.e., for the portions of the 
loans which were charged-off), the 
proposal would also benefit financial 
institutions by reducing the reported 
levels of nonaccrual loans and, perhaps, 
the level of the ALLL that analysts 
would expect institutions to maintain. 
The extensive charge-offs required by 
the proposal for qualifying loans would
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cleanse those loans of estimated losses 
and, in effect obviate the need for 
attribution of the ALLL to those loans.

Furthermore, it was argued that the 
proposal would permit an institution to 
avoid formal restructuring of the 
troubled debt, thus reducing the risk that 
through the renegotiation process 
borrowers might be able to relieve 
themselves of the obligation to repay the 
full contractual amount of the loan. 
Finally, by making the proposed 
treatment optional, it was argued, the 
management of financial institutions 
could utilize this technique as an 
additional approach for solving difficult 
problem loan situations.

Although some commenters 
recognized that certain aspects of the 
proposal were more conservative than 
GAAP, a number of commenters 
indicated reluctance to have any 
differences between regulatory reporting 
standards and GAAP. In particular, 
some commenters indicated concern 
that such differences in the area of 
nonaccrual loans might be viewed as 
liberal regulatory standards by analysts 
and other users of financial statements, 
thus reducing the credibility of the 
financial reports of depository 
institutions.

Furthermore, the agencies recognize 
that the FASB and A1CPA have projects 
underway which will attempt to resolve 
some of the issues addressed by the 
proposal. These projects are expected to 
address the use of present value 
calculations in determining lean loss 
reserves and losses from certain 
troubled debt restructurings, and to 
determine appropriate methods for 
recognizing interest income on loans, 
including nonaccrual loans. The 
agencies have had discussions with the 
FASB and AICPA regarding these 
projects and the prospects for these 
projects to result in standards that will 
address these issues.

The agencies also agree that the 
adoption of this proposed reporting 
treatment for regulatory purposes would 
provide limited benefits to depository 
institutions if it were not viewed as 
acceptable in public financial 
statements prepared in accordance with 
GAAP. Furthermore, the objectives of 
the agencies and those of the depository 
institutions advocating the proposal 
would not be achieved if the proposal 
were modified to bring it into conformity 
with GAAP, particularly in view of the 
fact that GAAP standards may be 
revised by projects of the AICPA and 
FASB that were mentioned above.

Moreover, the agencies’ March 1,1991 
joint policy statements present certain 
regulatory reporting policies regarding 
nonaccrual assets and restructured debt

that are consistent with GAAP and that, 
when taken together, provide many of 
the potential positive effects that would 
have been provided by the proposed 
reporting standard. For example, the 
interagency policy indicates that cash 
basis recognition of interest income on 
nonaccrual loans is permitted when the 
loan's remaining book balance is fully 
collectible. Thus, when this criterion is 
met, partial charge-offs do not have to 
be recovered before cash basis interest 
income recognition can begin. The joint 
statements also included a suggested 
format for enhanced disclosure of 
attributes of nonaccrual loans, including 
cash basis interest and recoveries 
recorded, charge-offs taken and the 
segregation of those loans which are 
substantially performing relative to 
contractual terms.

Another issue that the Joint policies 
clarified was that nonaccrual assets that 
have been formally restructured under 
FAS 15 may be restored to accrual 
status when certain conditions are met 
without first having to demonstrate 
payment performance for a period after 
the date of the restructuring. Finally, the 
joint policies indicated that market rate 
restructured debt need not be disclosed 
as a FAS 15 restructuring in years after 
the year of restructuring.

In light of these considerations, and 
particularly the benefits already 
provided to depository institutions by 
the March 1 joint agency policies, the 
agencies have decided that the FFIEC 
proposal should be withdrawn. The 
agencies will continue to work with the 
FASB and the AICPA as these 
organizations attempt to develop 
standards that will address income 
recognition and credit losses on loans to 
borrowers experiencing financial 
difficulties.
II. Summary of Proposal

The proposed reporting treatment was 
contemplated principally for collateral 
dependent loans that have been placed 
on nonaccrual status. However, other 
loans for which the primary source of 
repayment was a dedicated and readily 
determinable stream of cash flows might 
have qualified for this reporting 
treatment subject to supervisory review 
during the examination process.

Under the proposal, a nonaccrual loan 
that had demonstrated substantial, but 
less than required, contractual 
repayment performance would have 
been eligible for return to accrual statue 
when all of the following criteria were 
met:

(1) The borrower continued to retain 
control of any associated collateral and 
the loan was not an insubstance 
foreclosure.

(2} The loan had been reduced through 
a charge-off to a balance that would 
have the characteristics of a good loan 
paying interest at a market rate (i.e., that 
rate which the depository institution 
would require for a new loan of the 
same type with comparable terms and 
credit risk). Indicators of a good loan 
would have included prudent loan-to- 
value ratios and adequate cash flow 
support similar to that which would be 
required by the depository institution for 
a new loan under its normal 
underwriting standards. Consequently, 
the book value of the loan following the 
charge-off would be less than the 
present value of the total expected cash 
flows, in order to provide cash flow 
support consistent with prudent 
underwriting standards.

(3) The amount and timing of 
collections would have to have been 
reasonably estimable. Further, the 
amount and timing of anticipated cash 
flows would have to have been 
sufficient to cover the expected lower 
level of debt service [i.e., the reduced 
principal and interest payments) on the 
remaining recorded loan balance and 
demonstrate that the borrower would be 
able to fully repay the reduced loan 
balance plus interest over a reasonable 
period of time.

[4) The borrower would have to have 
performed for a sustained period at the 
level necessary to service the reduced 
principal and interest payments on the 
remaining loan balance.

Under the proposal, only once during 
the life of a loan relationship could a 
nonaccrual loan have been reduced 
through a charge-off to a balance that 
could have been returned to accrual 
status. Interest income would have been 
accrued at the market interest rate used 
in the second criterion, above. Cash 
interest receipts in excess of that 
required to amortize the recorded loan 
balance at this market rate would have 
been recorded as recoveries of charge- 
offs and thereafter as interest income.

If a loan that had been returned to 
accrual states under the proposed 
reporting treatment failed to perform in 
accordance with the criteria for 
adoption of this reporting treatment, but 
no further charge-off was necessary, the 
loan would have been returned to 
nonaccrual status. Also, when a loan 
met the existing Cell Report orTFR 
nonaccrual criteria applied to the 
remaining book balance and related 
debt service, the loan would have been 
placed on nonaccrual status.

Additionally, Call Report and TFR 
disclosure would have been required of 
the loan as partially charged-off and 
accruing interest at a market rate until
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such time as it became contractually 
current, was paid in full, or was required 
to return to nonaccrual status.
III. Summary of Comments Received

The FFIEC received 83 letters 
responding to the proposed accounting. 
The respondents could generally be 
categorized as follows:

Financial institutions...............................  50
Financial institutions industry groups.....  8
Public accounting firms...........................  5
Real estate industry groups..................... 4
Members of Congress.............................  3
Accounting rulemaking bodies (FASB &

AICPA)............ .......    2
Depository institutions supervisory

agencies...............................................  2
Others.....................................................  2
General Accounting Office.... ................. 1

Thirty-six respondents implicitly or 
explicitly agreed with the proposal, 
some with suggested modifications. 
Twenty-two of those supporting the 
proposal did not address whether the 
proposal was in conformity with GAAP. 
One acknowledged that there were 
issues relative to the proposal’s 
conformity with GAAP but approved the 
proposal on the condition they were 
resolved. Of the thirteen who did take a 
position on whether the proposal was 
acceptable under GAAP, three stated 
that GAAP should be changed to 
incorporate this proposal. Three others 
stated that the proposal was in 
conformity with GAAP without 
providing technical arguments to 
support their conclusions. The remaining 
seven provided various interpretations 
of GAAP and/or suggested significant 
modifications of the proposal to make it 
acceptable under GAAP.

Forty-two respondents disagreed with 
the proposal, eight of whom stated that 
they agreed with the premise of the 
proposal but could not accept the 
proposal without substantial 
modification due to significant concerns 
about its acceptability under GAAP. 
Twenty-nine of these forty-two 
respondents indicated the proposal was 
not in accordance with GAAP. Another 
three said the proposal did not represent 
conservative accounting. Three 
respondents indicated the proposal 
would have limited benefit and 
applicability given the stringent criteria 
for eligibility. Three disagreed on the 
premise that the proposed treatment 
would misrepresent an institution’s 
condition and performance. Two 
believed it would diminish the 
credibility of financial reporting of 
depository institutions. Two dissented 
primarily on the basis of the regulatory

reporting burden which they asserted 
the proposal created.

The overall conclusions of five 
commenters were unclear. Two of these • 
commenters each addressed two 
technical aspects of the proposal's 
requirements. Another raised for the 
agencies, consideration the effects that 
adoption would have on entities who 
provide data services to banks. Another 
addressed only the tax treatment of 
nonaccrual loans. Finally, the other 
voiced support for the proposal while 
also highlighting its limited applicability 
and inherent differences from GAAP.

Commenters who believed the 
proposal to be at variance with GAAP 
typically cited one or two principal 
reasons. First, the proposal’s prescribed 
method for determining the charge-off 
necessary to adopt the proposed 
reporting treatment was deemed 
inconsistent with established principles 
for recognizing and measuring loan 
losses. FAS 5 establishes the generally 
accepted standards for loss recognition. 
While viewed by the agencies as more 
conservative than FAS 5, the proposal’s 
methodology would be applied to an 
institution’s better nonaccrual loans, 
while those that did not have readily 
determinable cash flows would be 
recorded using the existing, less 
conservative standards. Second, 
commenters took exception to the fact 
that application of the proposed 
standard was optional. Commenters 
noted that GAAP generally does not 
allow for the application of different 
standards to similar transactions and 
assets.

The agencies found these arguments 
concerning the proposal's lack of 
conformity with GAAP to be persuasive. 
The agencies further concluded that the 
changes to the proposal that would be 
needed to bring it into conformity with 
GAAP would not be likely to improve 
the quality of financial reporting or 
contribute to an environment in which 
depository institutions would make 
credit available to creditworthy 
borrowers and work with troubled 
borrowers—which were important 
objectives behind the development of 
the proposal.

Additionally, at least thirty 
respondents, both among those who 
agreed with and those who rejected the 
proposal, explicitly indicated that the 
applicability of the proposal would be 
limited by GAAP*s existing rules for 
insubstance foreclosure (ISF) 
accounting, as those rule are currently 
applied. Seven respondents implored the 
agencies to “fix” the ISF rules. The 
agencies are not in a position to 
unilaterally amend these rules as they 
are contained in GAAP which are

established by the private sector. 
However, staffs at the agencies have 
begun discussions with the staff of the 
Securities and Exchange Commission to 
address whether the current ISF rules 
are being applied as intended by those 
who developed them and the agencies 
will work to the extent necessary with 
the GAAP standard setters to promote 
consistent application.

In addition, some respondents said 
the standard would not enhance the 
quality of financial reporting and would 
present implementation problems for 
financial institutions and auditors. Some 
respondents stated that the proposed 
disclosures would cause analysts to 
continue considering the reported loans 
in an unfavorable light.

Others commented that GAAP does 
not explicitly address whether income 
can be accrued on partially charged-off 
loans and urged that the development of 
accounting standards in this area be left 
to the private sector. These 
considerations also contributed to the 
agencies’ decision to withdraw the 
proposal.

Apart from the questions as to 
compliance with GAAP, many 
respondents suggested changes to 
various components of the proposal. 
Areas of focus included the level of 
required disclosure, potential 
application to uncollateralized loans, 
suggested clarifications to the several 
qualifying criteria, and transition 
periods for adoption. Because the 
agencies have decided to withdraw the 
proposed reporting treatment, these 
types of comments are not further 
addressed.

As indicated in the summary of 
comments above, several respondents 
provided various interpretations of 
GAAP, modifications of the proposal to 
address shortcomings relative to GAAP 
or alternatives to the proposal. While 
appreciating these comments, the 
agencies did not find any such 
suggestions persuasive in light of the 
arguments set forth by other 
respondents concerning the proposal’s 
lack of conformity with GAAP and the 
changes to the proposal that would be 
needed to achieve conformity.
IV. Comments on Specific Questions 
Asked in Request for Comment

Following is a summary of the 
comments on each of the questions 
specifically asked in the proposal. These 
questions were asked in order to assist 
the agencies in assessing whether the 
proposal, if adopted for regulatory 
reporting purposes, would conform to 
GAAP. For the most part the views 
expressed in the comment letters on

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



37218 Federal Register / Vol. 56, No, 15Q / Monday, August 5* 1991 / Notices

these questions came from respondents 
who opposed the proposal, as most who 
supported the proposal did not directly 
address these questions.

(1) Is the method permitted under this 
proposed reporting treatment an 
acceptable interpretation under existing 
GAAP? Specifically:

(a) Under FAS 5 and the AICPA 
Industry Audit Guides, “Audits of 
Banks" and “Audits of Savings and 
Loan Associations”, is it acceptable for 
an institution to utilize both discounted 
and undiscounted techniques to measure 
probable losses on loans? Is the use of 
both methods acceptable, particularly if 
the less conservative method is used for 
lower-quality loans that do not qualify 
for application of the proposed method?

The majority of the thirty-six 
commenters who addressed this issue 
stated that GAAP allows for the use of 
discounted and undiscounted 
measurement techniques in assessing 
loan impairment. However, they stated 
that GAAP does not allow different 
techniques to be applied to similar 
loans. Additionally, many of these 
commenters indicated that the proposal 
introduces a new variation of the 
acceptable loss recognition methods in 
that it requires discounting to reflect the 
maintenance of a market rate of return 
and a level of cash flow support above 
that required to simply service the debt. 
Respondents indicated this was not 
acceptable under GAAP because it 
would require loss recognition greater 
than that currently required by FAS 5.

Furthermore, because the proposal’s 
discounting approach is intended to 
result in a market rate of return, five 
respondents took exception to the 
proposal being a prelude to a market 
value based accounting model for 
commercial loans.

Eleven commenters noted the existing 
inconsistencies in loan impairment' 
assessment guidance in GAAP and the 
lack of definitive GAAP guidance on 
income recognition issues. They 
acknowledged that these issues were 
being addressed by projects currently 
being undertaken by FASB and the 
AICPA, respectively. These commenters 
indicated that the proposal would add to 
the already diverse practice. They 
suggested that development of GAAP in 
these areas be left to the private sector 
and that the FFIEC actively participate 
in these processes.

(b) Is the use of a market discount rate 
an acceptable interpretation of the 
AICPA Savings and Loan Audit Guide 
which requires the reduction of proceeds 
at a rate equivalent to the C09t of capital 
in determination of net realizable value? 
Can an institution use two discount 
rates for similar loans?

Only ten respondents addressed this 
issue. Some of these respondents 
indicated that a market rate of interest 
would be acceptable and that an 
institution should use the same rate for 
similar loans. Others pointed out that 
the use of a market rate would be at 
variance with the AICPA’s Savings and 
Loan Audit Guide. The agencies 
understand that this matter is included 
in the FASB’s ongoing loan impairment 
project

(c) Is the proposed method consistent 
with Statement of Financial Accounting 
Standards No. 15, “Accounting by 
Debtors and Creditors for Troubled Debt 
Restructurings” (FAS 15), in which the 
gain or loss on restructuring is measured 
on an undiscounted basis?

Responses to this question were 
mixed. A consensus of die twenty-six 
commenters who addressed this 
question indicated that the proposal did 
not comply with FAS 15. Some accepted 
this lack erf conformity given the fact 
that the proposal and FAS 15 have 
different objectives and measurement 
bases. FAS 15 measurement is based on 
undiscounted cash flows. FAS 15 also 
provides for varying effective interest 
rates to the extent that expected cash 
flows exceed the recorded balance. 
These commenters also noted that FAS 
15 limits loss recognition to situations 
where the recorded balance will not be 
recovered. The proposal would currently 
recognize an additional loss to ensure a 
market rate of return on the remaining 
balance.

Other commenters cited FAS 15 as a 
basis for supporting the optionality of 
the proposal. They indicated that fast as 
FAS 15 accounting was available for 
those who opted to enter into a formal 
debt restructuring, the proposal should 
be available to those who opted for a 
“unilateral restructuring.”

(d) Is the proposed method consistent 
with AICPA Practice Bulletin 5, which 
prohibits accrual of income on certain 
loans unless, among other things, the 
loan becomes current as to principal and 
interest payments?

Most of the fourteen respondents who 
addressed this issue acknowledged that 
the proposal is not consistent with 
Practice Bulletin 5, However, most 
stressed that the practice bulletin 
addressed a narrow issue related to 
loans to developing countries and 
should not be analogized in the 
agencies’ assessment of the propriety of 
accrual treatment.

(2) Should the proposed reporting 
treatment be limited only to cotlateral 
dependent loans? If not, are the 
proposed limitations set forth in this 
document, (i.e., loans where the primary 
source of repayment is a dedicated and

readily determinable stream of cash 
flows) sufficiently clear and appropriate, 
or are other criteria for applicability 
necessary? For example, should the 
proposed reporting treatment be 
required for a broader subset of loans or 
for other assets such as leases?

A variety of responses to this question 
were received. Some of the twenty-nine 
respondents on this issue stated the 
proposal should be limited to collateral 
dependent loans. They were concerned 
that without some objective source of 
cash flows, the values ascribed to the 
loans would be arbitrary. Others stated 
that the proposal should be applicable 
to non-collateral dependent loans which 
met the test for a dedicated and 
determinable stream of cash flows. Six 
commenters asserted that the proposal 
should be applied to all loans on a 
mandatory basis. No guidelines were 
provided by these commenters on how 
the proposal could be applied to loans 
without dedicated and readily 
determinable cash flows.

Several respondents added that the 
final rule should provide guidance on 
what sources erf repayment would 
represent ’’dedicated and readily 
determinable” cash flows. Some 
indicated that this definition was too 
subjective and would lead to abuse. 
Conversely, others stated that this was 
too restrictive a criterion and recognized 
that it would preclude certain loans, 
such as construction loans, from being 
eligible for return to accrual status.

(3) Is it reasonable to believe that 
loans meeting the requirements for the 
proposed reporting treatment will not 
also meet the criteria requiring 
insubstance foreclosure accounting?

Most of die thirty-three respondents 
addressing this question indicated that 
few loans would qualify for this 
proposed treatment due to the fact that 
most would likely represent ISFs. The 
responses to this question also appear to 
indicate that the existing ISF rules are 
interpreted in a variety of ways. Some 
indicated that any loan with a partial 
charge-off was potentially an ISF.
Others said that the degree of charge-off 
required in the proposal would force an 
ISF, indicating that some threshold of 
tolerance for partial charge-offs exists in 
assessing ISFs. Several respondents 
indicated that the proposed reporting 
standard’s requirement that the loan not 
be an ISF would so limit die 
applicability of the proposal as to make 
proceeding with the proposal not 
worthwhile. A large number of 
respondents indicated that the agencies 
should work with the private sector 
rulemaking bodies on a priority basis to 
clarify the application of die ISF rules.
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(4) Can existing GAAP be interpreted 
to permit selective or discretionary 
application of the proposed reporting 
treatment by a depository institution to 
only certain of the loans within the 
defined scope? Further, would existing 
GAAP permit an institution to elect to 
adopt or forego this proposed reporting 
treatment entirely? Do the proposed 
bank Call Report and TFR items 
alleviate the concerns inherent in 
selective application, or is the collection 
of additional information in regulatory 
reports necessary to alleviate these 
concerns? If so, what additional 
information would be needed?

The majority of the forty-six 
respondents to this question concluded 
that GAAP did not allow the selective 
application of different accounting 
methods to similar loans. They stated 
that, if adopted by an institution, the 
proposal would have to be applied to all 
leans in order for its application to be 
acceptable under GAAP. They further 
noted that an institution may not 
consider the proposal to be a preferable 
method from among acceptable 
alternatives and that the institution 
could forego its adoption entirely.

Most of the respondents on this 
question stated that a rule allowing 
optional accounting would seriously 
diminish the credibility of bank financial 
reporting. Some observed that the 
required disclosure adequately 
mitigated the inherent risks of selective 
application. However, the proposed Call 
Report and TFR disclosure requirement 
was also criticized. Several respondents 
indicated that the disclosure defeated 
the original purpose of the proposal. 
They stated the disclosure would 
continue to characterize the remaining 
loan as something less than fully 
performing. They stated that the subtle 
accounting distinctions would be 
overlooked and these loans would be 
categorized with troubled loans by 
analysts.

Ten respondents stated that the 
benefits of the proposal would be 
outweighed by the regulatory reporting 
burden which would be caused by the 
proposed additional quarterly 
disclosures.

A few respondents indicated the 
proposal should be applied by all 
institutions. Conversely, six respondents 
indicated they would not support the 
proposal if it were made mandatory for 
all institutions.

(5) Vv ould the adoption of thi3 
proposed reporting treatment represent 
a change to a preferable accounting 
principle under APB 20? Does the 
discretionary application aspect 
preclude, or make more difficult or

otherwise impact the determination of 
whether the change is preferable?

Most of the twenty-five respondents 
to this question thought this was a moot 
point because they did not view the 
proposal as acceptable under GAAP. 
Therefore, it could not be considered to 
be preferable. Thus, the discretionary 
application feature led to the 
respondents’ inability to justify this as a 
preferable approach.

(6) If a loan to which this reporting 
treatment were applied subsequently 
became contractually current, should it 
be excluded from being reported in the 
bank Call Report and TFR items for 
partially charged-off loans returned to 
accrual status? If so, should it happen 
immediately, or after one year-end 
reporting, similar to the requirements for 
FAS 15 disclosure?

Most of the seventeen respondents to 
this issue suggested that a loan to which 
the reporting treatment would be 
applied should be removed from 
disclosure after a nominal period of 
performance at the market rate without 
regard to whether it had become 
contractually current If a loan became 
contractually current, most respondents 
indicated it should be eliminated from 
the disclosure.

Dated: July 30,1991.
Robert I. Lawrence,
Executive Secretary, Federal Financial 
Institutions Examination Council.
[FR Doc. 91-18440 Filed 8-2-91; 8:45 am] 
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