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NOTE

Issues papers of the AICPA's accounting standards division are
developed primarily to identify financial accounting and
reporting issues the division believes need to be addressed or
clarified by the Financial Accounting Standards Board. Issues
papers present neutral discussions of the issues identified,
including reviews of pertinent existing Tliterature, current
practice, and relevant research, as well as arguments on
alternative solutions. Issues papers normally include advisory
conclusions that represent the views of at least a majority of
the Institute's Accounting Standards Executive Committee (AcSEC).

Issues papers do not establish standards of financial accounting
enforceable under Rule 203 of the Institute's Code of
Professional Ethics. They are sent to the FASB for their
consideration.

The accounting standards division (212-575-6369) can provide
information to interested parties concerning actions the FASB has
taken on this paper.




Introduction

1. The AICPA accounting standards division issues paper,
"Accounting for Nonrefundable Fees of Originating or Acquiring
‘Loaﬁs‘and Acquisition Costs of Loan and Insurance Activities,”
sent to the FASB on September 21, 1983, was drafted by the Task
Force on Accbunting for Loan Origination Fees and Initial Direct
Costs. The task force members were selected from AICPA industry
committees and task forces that‘deal with particular types of
financial institutions, namely, banks, savings and loan associa-
tions (S&Ls), credit uniohs, finance companies, mortgage bankers,
and insurance companies. The task forée approach was based on
the view that accounting for similar transactions of those
institutionsvshould be comparable based on the substance of those
transactions rather than the type of financial institution.
2. That issues paper discusses issues telated to accounting
for loan origination fees, commitment fees,‘and loan acquisition
costs. In preparing the paper, the task force did not address
how accounting for credit losses ;elates to the issues dealt with
id the paper. When the FASB staff raised the question of whether
‘credit losses should be deemed acquisition costs, the task force
decided'tb‘consider the accounting for estimated credit losses in

a separate issues paper.



Scope

3. This issues‘paper addresses issues relating to'accounting
for estimated credit losses of certain loan portfolios‘heia by
business enterprises including banks, S&Ls}v credit unions,
finance companies, mortgage bankers, REITs, and ineurance'com—
panies. Specifically, the scope of this paper is .limited to
issues concerning loan portfolios of such business enterprises
for which the total amount of credit losses can be reasonably
estimated when loans are made. For example, if a hank could
estimate total credit losses on its consumer loans‘portfolios’hut
not on its commercial loan portfolios, the paper would;appiytto
the bank's consumer loans portfollos. The questlon of which
types of portfollos are susceptlble to such estlmatlon is' a
factual issue not dealt w1th in this paper.

4. The issues paper applies to all such loan portfollos held
by an enterprlse except for those resultlng from. the sale of
goods or services by any entity w1th1n the reportlng group.. For
purposes of the paper, the reportlng group does not include
affiliates owned 50 percent or less, accounted for under the

equity method. That scope would



® exclude such loan portfolios resulting from
the sale of goods or services by members of

the reporting group,

include all such loan portfolios in the sepa-
rate financial statements of a finance sub-

sidiary, and

include such loan portfolios held by members
of the reporting group not resulting from
sales of goods or services by a member of the

reporting group.

5. | The paper does not address issues on methods of computing
estimated credit losses once principles for their recognition
have been established, though diverse methods are discussed in
the background sections of the paper. Further, this paper does
not deal with credit losses of insurance policy issuances and

pertains only to lending activities of insurance companies.

Relevant Literature and Current Practice

6. The FASB and AICPA literature on accounting for credit

losses of financial institutions includes the following:



FASB Pronouncements

FASB Statement No. 5, Accounting for Contingen-

cies.

FASB Statement No. 13, Accounting for Leases.

FASB Statement No. 15, Accounting by Debtors

and Creditors for Troubled Debt Restructurings.

FASB Statement No. 17, Accounting for Leases-

Initial Direct Costs.

FASB Statement No. 60, Accounting and Reporting

by Insurance Enterprises.

FASB Statement No. 65, Accounting for Certain

Mortgage Banking Activities.

AICPA SOPs, Guides, and Proposed Guides

AICPA Statement of Position 75-2, Accounting

Practices of Real Estate Investment Trusts.

AICPA Audit and Accounting Guide, Audits of

Savings and Loan Associations.

AICPA Audit and Accounting Guide, Audits of

Banks.

AICPA Audit and Accounting Guide, Audits of

Finance Companies.




®* Proposed AICPA Audit and Accounting Guide for
Credit Unions.

AICPA Issues Papers

®* Accounting for Nonrefundable Fees of Originat-
ing or Acquiring Loans and Acquisition Costs of
Loan and Insurance Activities (September 20,
1983).1

®* Accounting for Installment Lending Activities
of Finance Companies (June 25, 1981).

®* Accounting for the Inability to Fully Recover
the Carrying Amounts of Long Lived Assets (July
15, 1980).

®* Accounting for Allowances for Losses on Certain
Real Estate and Loans and Receivables Collater-
alized by Real Estate (June 21, 1979).

Notice to Practitioners

Accounting for Foreign Loan Swaps (May 27, 1985).

lrhe FASB issued an Invitation to Comment based on this issues
paper, added a project on nonrefundable loan fees and costs
to its agenda, and issued an exposure draft, "Accounting for
Nonrefundable Fees and Costs Associated with Originating and
Acquiring Loans."



FASB Statement No. 5

7. FASB Statement No. 5, Accounting for Contingencies,

comprises the present authoritative literature underlying current
practice in accounting for credit losses in all industries. The
Statement does not require identification of specific receivables
that have become uncollectible for recognizing losses. Appendix
A of that Statement (paragraph 22) states that

Losses from uncollectible receivables shall be
accrued when both conditions in paragraph 8 are
met. Those conditions may be considered in
relation to individual receivables or in rela-
tion to groups of similar types of receivables.
If the conditions are met, accrual shall be
made even though the particular receivables
that are uncollectible may not be identifiable.

Paragraph 8 of that Statement requires that

An estimated loss from a loss contingency (as
defined in paragraph 1) shall be accrued by a

charge to income if both of the following con-
ditions are met:

a) Information available prior to issu-
ance of the financial statements in-
dicates that it is probable that an
asset had been impaired or a liabi-
lity had been incurred at the date of
the financial statements. It is im-
plicit in this condition that it must
be probable that one or more future
events will occur confirming the fact
of the loss.

b) The amount of loss can be reasonably
estimated.



Paragraph 23 of the Statement explains how to determine whether
the conditions in paragraph 8 have been met:

If, based on available information, it is prob-
able that the enterprise will be unable to
collect all amounts due and, therefore, that at
the date of its financial statements the net
realizable value of the receivables through
collection in the ordinary course of business
is less than the total amount receivable, the
condition in paragraph 8(a) is met because it
is probable that an asset has been impaired.
Whether the amount of loss can be reasonably
estimated (the condition in paragraph 8(b))
will normally depend on, among other things,
the experience of the enterprise, information
about the ability of individual debtors to pay,
and appraisal of the receivables in 1light of
the current economic environment.

8. Diverse financial institutions use various methods and
approaches to apply the requirements of FASB Statement No. 5
to credit losses resulting from their 1lending activities.
Generally, thé methods and approaches based on financial institu-
tion literature and practice tend to emphasize the adequacy of
the allowance for losses as of the balance sheet date rather than
the amount and timing of credit losses that should be charged to
income. The task force is unaware of any studies that have
explored whether those methods and approaches strictly conform to

the requirements of FASB Statement No. 5.



Finance Companies

9. The finance companies guide discusses two types of credit
losses: (1) expected losses based on factors such as type of
receivable and loan experience and (2) losses that occur because
of unexpected factors or adjustments to original predictions of
expected credit losses.

10. In practice, a finance company develops a percentage based
on its loss experience to apply to the amount of consumer loans
when the loans are made. The resulting amount of credit loss is
recognized as an expense immediately as loans are made, offset by
an allowance for losses to reduce the carrying amount of thg
receivables. However, finance companies tend to use diverse
methods for recognizing credit losses on commercial loans. Some
finance companies use methods based on loss experience similar to
those used with consumer loans. Other finance companies consider
methods based on loss experience to be too difficult and un-
reliable for use in recognizing credit losses when commercial
loans are made. Those companies recognize credit losses on
commercial loans based on management judgment and reviews of
individual 1loans as the potential for specific' losses arises.

Still other finance companies recognize credit losses on



commercial loans based on a combination of loss experience and
individual loan reviews.

11. The finance companies guide describes three acceptable
methods of accounting for finance revenue: the effective yield
method, the combination method, and the pro rata with transfer
method. The calculation of estimated credit 1losses affects
recogni;ion of finance revenue under two of those three methods.

12. Effective Yield Method. The effective yield method of

finance revenue recognition is the most prevalent method used by
finance companies. It relates the amount of revenue earned to
the unpaid 1loan balance. Under that method, no portion of
revenue 1is recognized to offset acquisition costs, and an
allowance for credit 1losses is established by a charge to
operations when the loan is made. Therefore, the calculation of
estimated credit losses has no effect on recognition of finance
revenue under this method. The result is to depress reported net
income in periods of growth and accelerate reported income in
periods of contraction when compared to the two alternative
methods described below. |

13. Combination Method. The combination method of finance

revenue recognition relates revenues from loans to three factors.
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A portion of the finance revenue is recognized when loans are
made equal to the estimated direct and indirect acquisition costs
per loan, including anticipated credit losses computed as a per-
centage of the face amounts of loans. Calculation of estimated
credit losses therefore affects the amount of finance revenue
recognized under the combination method when loans are made. The
remaining finance revenue is recognized on a pro rata or straight
line method to the degree it relates to servicing, collection,
and other operating costs and on the effective yield method to
the degree it relates to the cost of borrowed funds and profit
before income taxes.

14. Pro Rata with Transfer Method. ©Under the pro rata with

transfer method, a portion of finance revenue is recognized when
loans are made equal to direct out of pocket acquisition costs
and anticipated credit losses. Therefore, as under the com-
binatién method, calculation of expected credit losses affects
the amount of finance revenue recognized under the pro rata with
transfer method when loans are made. The remaining amounts of
finance revenue are recognized as revenue in relation to collec-
tions rather than loan balances. Few finance companies follow

the pro rata with transfer method.
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15. Accounting for Installment Lending Activities of Finance

Companies. The finance companies issues paper, "Accounting for
Installment Lending Activities of Finance Companies," was
prepared as part of a project to revise and update the finance
companies guide. The introduction to the issues paper states
that the accounting issueé need to be addressed, in part, because
the finance companies guide permits alternative methods of
recognizing income.

l6. The issues paper addresses accounting for credit losses
as well as accounting for loan acquisition costs, because both
affect finance revenue recognition under the combination and pro
rata with transfer methods. The paper observes that the finance
companies guide permits companies that use either of those two
methods to recognize a portion of unearned interest income when
the credit loss provision is made, because otherwise costs would
be mismatched with related interest income. |

17. The advisory conclusions to the issues paper reflect the
belief that the criteria of FASB Statement No. 5 should control
recognition of credit losses and that the criteria generally are
met when loans are made. The advisory conclusions also state,

however, that applying an enterprise's credit 1loss experience
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percentage to loans as they are made is only a useful com-
putational technique and, further, that such computations in con-
cept should be the same regardless of whether a loan loss
allowance is established in that way or by a periodic evaluation
of the outstanding loans. _

18. Notwithstanding the advisory conclusions to the issues
paper, diverse results are obtained from applying those two
approaches to recognition of credit losses. To illustrate,
a finance company made 1,000 loans of $100 each to credit worthy
borrowers on December 31, 1984, and made no other loans during
the year. Past loss experience indicates that 1% of such loans
made will not be collected. Under the advisory conclusions to
the issues paper, the December 31 balance sheet would present
net loans réceivable of $99,000 ($100,000 of 1loans 1less an
allowance for losses of $1,000). The income statement for 1984
would present an expense for credit losses of $1,000. However,
if the allowance for - losses 1is established by evaluating
outstanding loans, the balance sheet would present the 1loan
portfolio at $100,000 and the income statement would include no
expense for credit losses, because no events have transpired
since the decision to make the loans that would indicate that a

particular loan will not be collected.
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19. In approving the issues paper, a minority of both AcSEC
and the Finance Companies Guide Committee believed that though
the provision for credit losses should be estimated when loans
are made, the provision should be capitalized and amortized as an
expense over the terms of loans in relation to recognition of
interest income.

ssLs

20. S&Ls traditionally have primarily made real estate and
construction loans. The S&L guide permits but does'not require
the allowance for losses on a large portfolio of certain loans,
such as those secured by single family residences, to be deter-
mined using statistical means. However, it requires loan by loan
evaluations for other types of 1loans, such as large loans for
commercial propefty, land, and properties under development.

21. In practice, for all types of real estate and construction
loans, S&Ls do not rely greatly on statistical or experiehce
based calculations in estimating the allowance for losses and
expehse for credit losses. Therefore, S&Ls generally do not
establish allowances for losses based on experience as loans are

made; instead S&Ls evaluate each loan when it appears to have a
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collectibility problem. However, the allowance for losses some-
times is credited for an additional amount that does not relate
to a particular individual 1loan but to unidentifiable loans
included in the overall portfolio.

22. The S&L guide requires the allowance for losses on doubt-
ful or troubled loans to be based on estimated net realizable
value. Estimated net  realizable value is defined as the
estimated sales price expected to be received on sale of the
underlying collateral less disposal costs, costs of completion or
improvement, and direct holding costs. But if it is probable, as
that word is defined in FASB Statement No. 5, that a mortgage
will be foreclosed, the S&L guide requires the allowance fo£
losses to be based on fair value as defined in FASB Statement
No. 15.

23. The allowance for losses on residential loans often is

small at any time because the net realizable value of the

. underlying collateral tends to minimize credit losses.

Generally, mortgage loans are made in amounts 1limited to a
percentage of the appraised value of the underlying collateral.
Those 1limitations may be imposed by the S&L itself or by

regqulatory authorities to reduce credit risk exposure, and thus
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minimizes or eliminates losses on sales of foreclosed properties.
In addition, VA guarantees and FHA and private mortgage insurance
also tend to minimize credit losses on certain loans.

24. S&Ls recently have begun to make consumer loans, though
such loans still constitute a minor activity for most S&Ls. The
S&L guide does not address consumer loans because S&Ls were not
permitted to make such loans when the guide was written. Because
such 1lending activities are relatively new for S&Ls, diverse
practices have developed for recognizing credit losses on con-
sumer loans. Some S&Ls develop a loss experience percentage to
apply immediately when 1loans are made. Others establish an
allowance for losses only when conditions indicate such a need
based primarily on management judgment and individual loan
reviews.

Banks

25. Banks engage in consumer, real estate, and commercial
lending activities. The bank guide does not address accounting
for credit 1losses separately for each activity but states
generally that the allowance for loan losses should be adequate
to cover estimated losses inherent in the loan portfolio as of

the balance sheet date.
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26. Banks generally review and determine the adequacy of their
allowances for loan losses at the end of accounting periods for
all types of loans. Thus, unlike other financial institutions,
banks generally do not apply loss experience percentages or
otherwise estimate credit losses continuously as loans are made.
However, for credit losses estimated based on historical loss
experience, the result generally is the same at the end of a
reporting period regardless of whether the estimate is prepared
as loans are made or at the end of reporting periods.

27. Regardless of the type of loans, the establishment and
review of the adequacy of the allowances for losses are based on
a combination of two broad approaches. First, banks review
numerous loans individually, selected based on factors such as
delinquencies, risks resulting from concentrations in particular
industries or geographic areas, loans in excess of certain
amounts, loans classified by regulatory authorities, and changes
in collateral values. Second, a bank commonly credits the
allowance for 1losses for an additional amount that does not
relate to particular loans but to unidentifiable loans included

in the overall portfolio.
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28. The relative importance of individual loan reviews com-
pared with historical loss experience considerations varies with
the types of loans being evaluated for collectibility.
Individual loan reviews usually are necessary for large or
unusual loans, such as commercial loans. Historical 1loss
experience considerations are most significant for consumer loans
as well as for certain standardized mortgage loans such as
mortgage loans made against personal residences or small multiple
housing buildings.

Credit Unions

29. Credit unions primarily make consumer loans and mortgage
loans. Like the bank audit guide, the proposed credit wunion
audit guide generally states that the allowance for loan losses
should be adequate to cover estimated losses inherent in the loan
portfolio as of the reporting date. Credit unions rely mostly on
historical 1loss experience considerations to esfimate credit
losses and may apply percentages against loans as the loans are
made. However, in circumstances involving wunusual loans or
problems, individual 1loans also may be reviewed for collect-

ibility.
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Mortgage Bankers

30. Mortgage bankers acquire loans to sell to investors. As a
result, mortgage bankers do not assume material credit risks
because before they acquire loans they generally obtain commit-
ments for resale of the loans to investors. However, mortgage
bankers still may assume some credit risk in the circumstances
described below.

31. Sales of GNMA and Other Mortgage Backed Securities.

Mortgage bankers originate and pool FHA and VA mortgages, after
which the mortgage bankers seek GNMA approval to issue GNMA
mortgage backed securities collateralized by the pooled mortgage
loans. GNMA guarantees timely payment of principal and interest
on those loans. If foreclosure becomes necessary on one of the
loans in a pool, mortgage bankers are required to absorb losses
resulting from foreclosure. Credit risk exposures aré limited
for loans supporting GNMA mortgage backed securities, because of
FHA insurance and VA guarantees. In certain instances, some
credit risk remains if the VA guarantee is insufficient to cover
foreclosure 1losses. Also, neither FHA insurance nor VA
guarantees cover all foreclosure costs. Mortgage bankers also

originate other mortgage loans and 1issue mortgage backed
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securities that have no federal guarantees. Private mortgage
insurance coverage helps minimize credit»risk on loans that are
pooled for other mortgage backed securities.

32. Generally, mortgage bankers do not anticipate future
credit losses expected to occur but recoénize such a credit loss
when a 1loss becomes probable. However, if they anticipate a
significant amount of credit losses, mortgage bankers recognize
such credit losses based on estimates.

33. Construction Loans. Some mortgage bankers make short term

construction loans. Before making such a 1loan, a mortgage
banker usually requires another lender to supply a take out com-
mitment, which usually contains a provision that requires certain
cbnditions to be met for the commitment to be effective. If
those conditions are not met, the mortgage banker probably would
be unable to sell the construction loan readily and, therefore,
may incur a loss due to nonpayment. Mortgage bankers provide an
- allowance for 1losses on construction loans by reviewing each
loan. |

Insurance Companies

34. Terms of many life insurance policies permit policy-

holders to borrow against the cash surrender values of their
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insurance policies. Such loans are in effect fully collatera-
lized and therefore never result in loan losses.

35. Insurance companies are involved in lending activities,
such as mortgage lending, which are an integral part of their
investment operations. Insurance companies generally review
loans individually and provide allowances for losses or permanent
impairments when Considered necessary in each circumstance rather
than creating allowances based on historical loss experiehce.
REITS ; _

36.‘ REITs engage in a variety of real estate lending activi-
ties. SOP 75-2 discusses whether REITs should determine provij
sions for loan losses based on systematic provisions (usually
based on fixed percentages of loans or net income), individual
evaluations of loans, or some combinations of those two methods.
The SOP concludes that the allowance for losses should be calcu-
lated based only on individual evaluations of loans.

Direct Finance Leases

37. FASB Statement No. 13 requires lessors to account for
leases that transfer substantially all of the benefits and risks
incident to the ownership of property and do not result in a

manufacturer's or dealer's profit or loss as financing arrange-
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ments. The Statement provides criteria for determining whether a
lease makes such transfers. The Statement, however, does not
address directly the issue of calculating credit losses on leases
that are accounted for as financing arrangements. Nevertheless,
Appendix D to the Statement includes an illustration of a note
disclosure for a 1lessor in which an allowance for losses is
deducted in deriving the net investment in direct financing
leases. Thus, the FASB clearly intended direct finance leases to
be treated the same as other financing arrangements in respect to
credit loss calculations.

38. FASB Statement No. 13 requires lessors to charge initial
direct costs of direct finance leases to expense when incurred.
A portion of unearned income equal to the initial direct costs is
recognized as revenue in the same period. The Statement defines
ihitial direct costs as "those incremental direct costs incurred
by the lessor in negotiating and <consummating leasing
transactions." In FASB Statement No. 17, issued because of
requests to clarify the meaning of "incremental direct costs,"
the FASB redefined such <costs to include costs "directly
associated with negotiating and consummating completed leasing

transactions,” which include certain allocable costs.
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39. - FASB Statement No. 17, paragraph 6, states that "[tlhe
Board does not intend that initial direct costs, as defined,
include a provision for bad debts. Accounting for bad debts that
are expected to result from leases and other financing activities
is a pervasive issue that the Board did not address in FASB
Statement No. 13." However, the Statement also says that "[tlhe
Board ... did not intend that Statement No. 13 would change
existing practices in accounting for bad debts." Therefore, it
is conceivable that a company may recognize a portion of unearned
income equal to credit losses recognized when leases are negoti-
ated, because FASB Statement No. 17 appears to indicate that
FASB Statement No. 13 does not proscribe such accounting. ’
40. Leveraged leases are a special type of direct finance
leases. However, the scope of this paper does not include
leveraged leases, ‘because FASB Statement No. 13 describes them
primarily as investments rather than financing arrangements.

Summary of Current Practice

41. ~ The discussions of how various financial institutions
account for credit losses generally reflect two different kinds
of treatments in accounting for estimated credit losses. Credit

losses that are estimated based on historical loss experience,
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such as 1losses on consumer loans that are statistically
estimated, are recognized as expense without regard to whether
individual loans are identified as uncollectible. Credit losses
that are estimated based on individual loan reviews, however, are
not recognized as expense until specific collectibility problems
have been identified. Thus, estimation based on historical loss
experience causes earlier recognition of c¢redit 1losses than

estimation based on individual loan reviews.
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Issues on Accounting for Credit Losses

42. This paper addresses issues on accounting for estimated
credit losses if the total amount bf credit losses for a port-
folio can be reasonably estimated when loans are made. For
example, such an estimate may be possible for portfolios of
consumer loans. However, this paper does not address questions
regarding the types of portfolios for which such estimates are
possible because that raises factual rather than conceptual
issues. If such an estimate is not possible when loans are made,
nb accounting issues need to be addressed. In those situations,
FASB Statement No. 5 requires recognition when it is probable
that the credit losses have been incurred and the amount of such
losses can be reasonably estimated.
43. The first issue in this paper deals with how estimated
credit losses should be accounted for if the total amount of
credit losses for a portfolio can be reasonably estimated when
loans are made. The remaining issues are relevant only if
estimated credit losses are to be recognized systematically over
the expected lives of loans in a portfolio. Those issues address
®* how to account for changes in estimates of credit

losses,
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whether an additional loss should be recognized

to reduce the carrying value of loans receivable
to their net realizable value if identified
probable 1losses to date exceed the amount of
estimated credit losses recognized to date, and
whether loans receivable should be presented in
the balance sheet as a single amount or separated
into two components.

When should the amount of estimated credit losses be

ISSUE 1:
(a)

(b)

(c)

recognized in income? Three possibilities exist:

Recognize estimated credit losses when loans

are made.

Recognize estimated credit losses only when

it is probable that existing loans have become

uncollectible in whole or in part.

Recognize estimated credit losses systematically

over the expected lives of the loans in a

portfolio.
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44. Recognize estimated credit losses when loans are made.

Some believe that estimated credit losses should be recognized as
expense at the time loans are made. They believe that those
credit losses reflect an impairment in value of the related loans
that should result in an immediate reduction in assets and
income. Those‘who hold that view believe that paragraphs 22 and
23 of FASB Statement No. 5 clearly indicate that the value of the
receivables is impaired in the amount of such losses, assuming
the amount can be reasonably estimated, when the loans are made.

45. They further believe that recognizing estimated credit
losses as expense when loans are made with a corresponding
decrease in the net loan balances is consistent with reporting
loans at net realizable value. Paragraph 67 of FASB Statement of
Financial Accounting Concepts No. 5 describes net realizable
value as an amount "of cash, or its equivalent, into which an
asset is expected to be converted'in due course of business less
direct costs, if any, necessary to make that conversion." They
recognize that lenders frequently are willing to sell new loans
to each other at face value when the loans are made; however,
they observe that net realizable value is based on future rather

than current exchanges. They consider the willingness of lenders
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to sell new loans to each other to be evidence of current selling
price rather than net realizable value as long as the lender
expects to hold the loan and collect interest on it.

46. Some of those proponents believe that credit losses on
trade accounts receivable should be recognized when sales are
made and consider distinguishing between trade accounts receiv-
able and loans receivable to be arbitrary and conceptually
unsupportable. Regardless of whether the receivable results from
a sale of goods or services or a lending activity, they observe
that the enterprise gives;ﬁp something of value in exchange for a
promise of receiving cash in the future, and fulfillment of tha?
promise depends primarily on the credit worthiness of the debtor.

47. Recognize estimated credit losses only when it is probable

that existing loans have become uncollectible in whole or in

part. Some believe credit losses should be recognized as expense
oily when it 1is probable that éxisting loans have become
uncollectible in whole or in part, notwithstanding the ability to
reasonably estimate credit losses when loans are made. They
acknowledge that estimates of credit 1losses generally are a

factor in determining interest rates. Nonetheless, they believe

that estimated credit losses reflect a future and not a present
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impairment in the value of loans. Therefore, they believe such
amounts should not be recognized as credit losses when loans are
made.

48. They observe that the criteria of paragfaph 8 of FASB
Statement No. 5 require an asset to have been impaired or a
liability to have been incurred at the date of the financial
statements. Paragraph 67 further supports that concept, citing
paragraph 25 of APB Statemenf 4, which states that "[flinancial
accounting and financial statements are primarily historical in
that information about events that have taken place provides the
basic data of financial accounting and financial statements." 1In
their view, recognizing an impairment in the carrying ameunts of
loans as loans are made is inconsistent with that concept,
because no event has occurred at that time to render fhe loans
uncollectible. They consider the willingness of lenders eo sell
new loans to each other at face value to be evidence that the
values of such loans have not been impaired at the datesrthe.
loans are made. Therefore, they believe a credit 1ess should not
be recognized until it is probable that a specific' loan hes

become uncollectible in whole or in paft.;'
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49, Recognize estimated credit losses systematically over the

expected lives of the loans in a portfolio. Some believe that

estimated credit losses should be recognized systematically over
the expected lives of the loans in the portfolio to correctly
reflect the effective yields in a portfolio of loans. They agree
that an asset has not been impaired when loans are made because
no event has occurred at that time to render the loans uncollect-
ible, and lenders are willing to sell new loans to each other at
face value. They also observe that the loans would not have
been granted had evidence existed at the date the loans were made
that the loans were impaired or uncollectible.

50. Those proponents, however, disagree with thoée who
conclude a credit loss should not be recognized until it is
probable that a specific loan has become uncollectible in whole -
or in part. 1In their opinion, that approach incorrectly treats
each loan transaction as an isolated and distinct event and
ignores the tendency of financial institutions to view estimable
credit losses within a portfolio as one factor, related to risk,
in determining the interest rates to be charged on individual
loans. They note that, barring unexpected occurrences, the

interest rates thus charged are intended to provide sufficient
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interest income on the entire portfolio to recoup credit losses
incurred in the portfolio and provide a satisfactory return on
funds lent.

51. In their view, the effect of finance income on the
entity's operating results should reflect the effective yield on
a portfolio of 1loans. Thus, they would recognize estimated
credit losses systematically over the expected 1lives of the
loans. They believe that reflects the concept that recognizing
estimated credit losses systematically results from issues
involving revenue recognition and not asset impairment.

52. They consider FASB Statement No. 66, Accounting for Sales

of Real Estate, to provide further support for their position.

Under the full accrual method of accounting for retail 1land
sales, as described in paragraph 70 of that statement, expected
cancellations in future periods reduce reported revenue from
.those 1land sales. Therefore, they believe cancellations on
retail land sales are another example of an adjustment resulting
from issues involving revenue recognition rather than asset
impairmept.

53. Others agree that estimates of total amounts of credit

losses that are made at the inception of 1loans should be
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recognized systematically over the lives of loans in a portfolio.
However, they reach that conclusion through an application of
FASB Statement No. 5 in determining whether losses have been
realized on loans receivable.

54. ‘They note that estimated credit losses rarely occur on
specific dates; rather, 1loans generally become totally or
partially uncollectible over time because of gradual deteriora-
tion in the borrowers' abilities and willingness to repay the
loans. Therefore, they believe such losses should be recognized
systematically over time to best reflect those economic events.
Further, in their view, récognition of estimated‘credit losses
systematically over the expected lives of the loans provides an
accounting estimate of the results that would be obtained under
FASB Statement No. 5 if, at the reporting date, each loan in a
portfolio could be analyzed individually to determine which loans
probably had become uhcollectible in whole or in part.

- 55. Those proponents point to the willingness of lenders to
sell new loahs to each other at face value as evidence that
nothing has happened to affect individual 1loans at dates the
loans were made. Though paragraphs 22 and 23 of FASB Statement

No. 5 appear to indicate ‘that the wvalue of receivables is
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impaired in the amount of estimated credit losses when loans are
made, they believe that reflects an inconsistency within FASB
Statement No. 5, because the statement requires loss recognition
only if events have already occurred to impair the value of
assets, not if events are expected to occur in the future. 1In
their view, the asset impairment occurs gradually over the lives
of the loans in the portfolio rather than when the loans are
made.

56. Still others also believe that estimated credit 1losses
should be recognized systematically over the lives of loans in a
portfolio but reach their conclusion in a different manner. They
observe that, when making loans, a lender gives cash to the
borrowers and, in return, receives promises from the borrowers of
repayment with interest. No other events that cause chahges‘in
assets, liabilities, or both occur at those times in connection
with the loans. Though accounting for the payments of cash to
the borrowers requires 'cash to be credited, they believe
accounting for the receipts of promises to repay is not so clear
cut.

57. Thosé proponents believe that the probability when loans

are made that some loans in the portfolio will not be collected
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is an aspect of receiving promises of repayment that should
affect accounting for the receipts of those promises. They
believe recognition of similar aspects of events exists in other
areas of accounting. For example, health care providers accrue
estimated losses for unreported incidents that have occurred that
could result in malpractice claims in the future, that is,
incurred but not reported (IBNR) claims. That view is expressed
in the advisory conclusion to the AICPA issues paper, "Accounting
for Medical Malpractice Loss Contingencies (Asserted and
Unasserted Claims) and Related Issues of Health Care Providers."
Those proponents believe accounting for product warranties
provides another example. Liabilities are accrued for product
warranties based on sales of goods, though the particular parties
that will make claims under the warranties can not be identified
at the times of the sales.

58. However, those proponents believe that recognizing losses
when loans are made is not the proper way of recognizing the
aspect of the event that some loans will become uncollectible.
They note that FASB Statement No. 5, paragraph 80, in considering
application of the matching concept to uncollectible receivables,

states that losses from uncollectible receivables of credit sales
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_generally can be associated with revenue from those sales based
on cause and effect. The paragraph does not address expected
uncollectible loans receivable arising from lending activities,
but applying the cause and effect rationale leads to the
conclusion that expected credit losses on a portfolio of loans
should be recognized over the same periods in which the related
revenues are recognized. In their view, an alternative con-
clusion could produce an anomalous result of recognizing an
immediate loss each time a lender enters into a transaction,
because most of the transactions are profitable and result in no
actual losses.

59. Some of those proponents acknowledge that some amendment
of FASB Statement No. 5 may be necessary to accommodate their
view. Nevertheless, they believe the results reflect better the
relationship between estimated credit losses and interest revenue
and therefore suppbrt whatever amendments may be necessary. 1In
- their view, accounting for credit losses on 1loan receivables
should differ from accounting for credit losses on trade accounts
receivables resulting from sales transactions. They note that in
commercial sales, for which a product has been delivered or a

service has been performed, the earnings process is complete at
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the time of sale when the trade account receivable is obtained;
recognizing bad debt expense at the time of the sale therefore
gives a proper matching. However, they note that in a 1loan
transaction, the earning process extends over the life of the loan
receivable and has not even begun when the loan is made; they
therefore believe that recognizing estimated credit losses
systematically over future periods best reflects their relation-
ship to revenues earned on loans.

60. Regardless of the rationale for their belief, those who
conclude estimated credit 1losses should be recognized system-
atically over the expected lives of the loans in a portfolig
acknowledge the necessity of identifying credit losses by type of
loan and by periods in which loans were originated. 1In that way,
the adequacy of original estimates of <credit 1losses in a
portfolio can be periodically evaluated against actual credit
losses to date. | |

61. Each estimate would be fecognized only in relation to the
portfolio of loans from which the eétimate was derived. Thus,
the estimate for a portfolio wduld be recognized over the average
expectéd loan repéyment period for that portfolio. Sych periods

should be determined based on the enterprise's experience. If an
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enterprise lacks such experience, for example, when it first
begins operations, the enterprise may base its calculations of
average expected loan repayment periods on the experience of
other enterprises with similar loans in the same geographical

area.

Issues on Changes in Estimates of Credit Losses

ISSUE 2: Assuming estimated credit losses are recognized

systematically over expected lives of loans, should

a change in the estimate of credit losses be accounted

for using

(a) cumulative catch-up treatment or

(b) reallocation treatment?
62. Estimation entails judgment concerning uncertainty.
Therefore, estimates of credit losses'may change over time as
those judgments are reevaluated in light of more experience and
additional information. The periodic reevaluation of a portfolio
of loans may indicate that the original estimate of credit losses
was inaccurate and should be reviééd. If so, how to account for
a change in the estimate needs to be addresSed, because APB

Opinion 20 has been applied in practice in diverse ways.



- 37 -

63. APB Opinion 20 contains general guidance on how changes in
estimates should be accounted for. Paragraph 31 of APB Opinion.
20 states:

The Board concludes that the effect of a change

in accounting estimate should be accounted for

in (a) the period of change if the change

affects that period only or (b) the period of

change and future periods if the change affects

both. A change in an estimate should not be

accounted for by restating amounts reported in

financial statements of prior periods or by

reporting pro forma amounts for prior periods.
64. A change in the estimate of credit losses on a portfolio
of loans affects both the period of change and future periods.
The AICPA issues paper, "Accounting for Changes in Estimates,"
observes that the guidance in part (b) of paragraph 31 of APB
Opinion 20 has been interpreted to permit two alternative
treatments, which it refers to as the cumulative catch-up and
reallocation treatments. Under the cumulative catch-up treat-
ment, the balance sheet at the end of the period and the
accounting in subsequent periods are presented as if the changed
estimate had been the original estimate. Under the reallocation
treatment, the change in estimate is allocated ratably over the

period of the change and future periods.

65. Both the cumulative catch-up and reallocation treatments
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affect the pattern of recognition of credit losses over the
remaining lives of loans in a portfolio after the period of
change. The cumulative catch-up treatment produces credit loss
recognition on the portfolio after the period of change that
reflects what it would have been during those periods had the
revised estimate been used when the 1loans were made. Under
reallocation, however, the credit loss recognition on the port-
folio after the period of change reflects the amount of the
change relating to prior periods as yet another systematic
adjustment over the remaining lives of loans in a portfolio.

66. " To contrast cumulative catch-up and reallocation treat-

ment, the following facts are assumed.

Original estimate of credit losses $100
Recognition of estimate to date $ 70
Revised estimate of credit losses $125

If the revised estimate of credit
losses had been used from the
beginning, the amount recognized

to date would have been $ 84
67. Cumulative catch-up would result in an additional expense
recognition in the current period of $84-$70 = $14. Future

expense recognition would then be adjusted to recognize

$125-$84 = $41 over the remaining life of the portfolio.
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68. Reallocation would result in no cumulative adjustment to
expense in the current period other than the difference resulting
from adjustment of the rate of recognition. The rate of
recognition would be adjusted:to‘recognize 5125-$7OI= $55 over
the remaining life of the portfolio.
69. Some believe that a change in the estimate of credit
losses should be reallocated, because they consider such a change
to be similar to a change in the estimate of periods of benefit
or service and residual values of assets. They hote that APB
Opinion 20 has been applied using reallocation to recognize the
effects of such changes and therefore believe different treatment
is not justifiable for changes in estimates of expected credit
losses. Proponents of using reallocation note that it is also
required for changes in estimated |
®* motion picture gross revenues in paragraph 12

of fASB Statement No. 53,

capitalized software costs in paragraph 8 of
. FASB Statement No. 86, and

capitaiized acquisition costs and proved oil

and gas reserves in paragraph 30 of FASB

Statement No. 19.
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70. Others believe that a change in the estimate of credit
losses should be cumulatively caught-up, because they believe
reallocation misstates the effect on operations over the
remaining lives of loans in a portfolio. They believe the amount
of the change should be reflected in its entirety in income for
the period of change to properly present financial position at
future balance sheet dates.

71. Those proponents point to SOP 81-1, Accounting for Perform-

ance of Construction-Type and Certain Production-Type Contracts,

for additional support. That SOP recommends accounting for
changes in estimates using cumulative catch-up so that the
balance sheet at the end of the period of change and the
accounting in subsequent periods are as they would have been had
the revised estimate been the original estimate. They consider
changes in estimates relating to depreciation to be distinguish-
able from changes 1in ‘estimates of credit losses, because
depreciation is an allocation of cost and not an attempt to
recognize changes in net realizable value. They observe that
estimates affecting depreciation relate to productive facilities.

However, estimates of credit losses relate to loans, and unlike
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productive facilities, 1loans are subject to tests of net
realizable value. They therefore believe the use of reallocation
for productive facilities should not influence whether it should
be used in accounting for changes in estimated credit losses.

72. In addition, proponents of using cumulative catch-up note
that paragraph 46 of FASB Statement No. 13 requires lessors to
use cumulative catch-up to account for changes in estimated total
net income of leveraged leases. They point out that, 1like
changes in estimates of credit 1losses, changes in estimated
residual value of leased property concern writedowns to net
reaiizable value rather than cost allocation.

73. If identified probable losses to date exceed the amount of
estimated credit losses recognized to date, the following issue

must be addressed:

ISSUE 3: If identified probable losses to date exceed the

amount of estimated credit losses recognized to date,

should an additional loss be recognized in the current

period to reduce the carrying value of the loans

receivable to their net realizable value?

74. Issue 3 may be considered in two ways. First, identified

probable losses to date may exceed the amount of estimated credit
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losses recognized to date. Nevertheless, the financial
institution may decide that the estimate should not be revised,
because it expects future identified losses to be less than the
remaining unrecognized amount of the estimate. Alternatively,
the financial institution may decide that the original estimate
of credit losses should be revised. The following illustrates
both applications of Issue 3.

75. No change in the original estimate. The following

facts are assumed:

Original estimate of credit losses $100
Recognition of estimate to date $ 70
Identified probable credit losses to date $ 90

The financial institution decides that its original estimate is
correct though the amount of 1losses identified exceeds the
cumulative amount recognized to date. Therefore, whether the

financial institution should recognize a loss of $90-$70 = $20

-~ currently and reduce the future rate of recognition accordingly

or recognize no additional 1loss for the period and continue
applying the original recognition rate without change needs to be

addressed.

76. Original estimate is revised. The following facts are

assumed:
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Original estimate of credit losses $100
Recognition of estimate to date $ 70
Identified probable credit losses to date $ 90
Revised estimate of credit losses $125

If the revised estimate of credit

losses had been used from the

beginning, the amount recognized

to date would have been $ 84
77. If the answer to Issue 2 supports cumulatiﬁe catch-up
treatment for the change in estimate, a question arises whether a
loss should be recognized in the current period for $90-$70 = $20
to reduce.the cafrying amount of the receivables to their net
realizable value. '.That $20 amount is $6 more than the
$84-$70 = $14 that would otherwise be recognized in the current
period using the cumulative catch-up method. |
78. Alternatively, if the answer to Issue 2 supports realloca-
~tion treatment for the change in,estimaﬁe, whether a $20 loss
should be recdgnized'in the current period to reduce the carrying
amount of the receivables to their net realizable value would

still need to be addressed. If so, the rate of recognition for

the remaining 1life of the portfolio would be adjusted to
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recognize $125-90 = $35 over the remaining life of the portfolio
instead of $125-$70 = §$55.

79. Some believe that if identified probable 1losses exceed
the cumulative amount of estimated credit losses that have been
recognized to date, that is evidence that a loss has aiready
occurred and should be recognized. In their view, the identifi-
ation of credit losses in excess of the cumulative amount of the
estimate recognized to date confirms that an asset had been
impaired at the date of the financial étatements. Therefore,
they believe a loss should be recognized in the current period to
reduce the carrying value of the loans receivable to their net
realizable value, |

80. Those proponents claim conservatism supports 'that
approach. They note thét conservatism is important for financial
statements of financial institutions because of public and lender
expectations. Further, they believe the need to réquire such a
writedown is not likely. | They observé that, for amortizing
loans, recognition of estimated credit losses systematically over
the expected lives of the loans in a portfolio causes the major
portion of the estimate to be recognized towards the beginnihg of

the portfolio's life. Also, under a portfolio approach to
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accounting for estimated credit losses, the uncollectibility of
many loans within the portfolio would have to become probable for
that writedown to be required. In addition, they believe alter-
native accounting would not be consistent with accounting for
credit losses on loans that are not covered in this issues paper,
namely, portfolios of loans for which total credit losses cannot
be reasonably estimated when loans are made. |

81. Others believe no additional writedown should be made if
identified probable losses exceed the cumulative amount of
estimated credit losses that have been recognized to date. In
their view, the important'consideration is the accuracy of the
estimate. of total credit losses, either original or as revised.
Assuming satisfaction with that estimate, they believe it should
be recognized based on that estimate regardless of the fact that
actual identified probable losses do not follow the amount
recognized in any one accounting period.

82. Some of those proponents suppoft that approach because
they believe it best matches costs with revenues. Others support
that treatment because they consider recognizing estimated credit
losses systematically over the expected 1lives of loans in a
portfolio to result from issues involving revenue recognition and

not asset impairment.
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Balance Sheet Presentation

83. If estimated c:edit losses are recognized systematically
over the expected lives of loans in a portfolio, whether the
amount of loans should be presented in the balance sheet as a
single asset or as two separate assets needs to be addressed.
The two separate assets would consist of an intangible asset
representing estimated credit losses expected to be incurred but
not yet recognized in income and loans receivable reduced by the
amount of that intangiblé asset. Regardless of the balance sheet
presentation, the effect on net income and total assets are thg
same under those approaches. Therefore, the following issue is

presented.

ISSUE 4: How should loans receivable be presented in the balance

sheet? Two possibilities are considered.

(a) Present loans receivable at an amount net of

estimated credit losses expected to be incurred

but not yvet recognized in income with the

difference presented separately.

(b) Present loans receivable as a single amount with
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no separate presentation of estimated credit

losses expected to be incurred but not yetA

recognized in income.

84. Some believé the carrying amount of a portfolio of 1loans
should be reduced with separate presentation of another asset
equal to the amount of esﬁimated credit losses expected to be
incurred but not yet recognized in income. They believe that
presentation is preferable because loans receivable are thereby
stated at the amount of loan principal expected to be collected
over the lives of loans in the portfolio.

85. In their opinion, eStimated‘credit losses represent costs
that meet the definition of an asset under FASB Statement of
Financial Accounting Concepts No. 3 in that such amounts are
necessary to produce other benefits, namely, revenue to be
generated from the loans. Paragraph 108 of Concepts Statement
No. 3 states "[i]lf research or development activities result in
an enterprise's acquiring,futune economic benefit, that future
economic benefit,qualified_aS'an asset...." Barring uncertainty
as to whether those activities will produce future economic bene-
fits, their costé conceivably ~would be recognized as assets.

Some believe estimated credit losses are a cost incurred when
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loans are made that also result in an enterprise's acquiring
future economic benefits but without the uncertainties inherent
in research and development activities. Therefore, they hold
analogously that costs of estimated credit 1losses represent
separate assets that should be recognized as expense over the
future periods benefitted.

86. Some of those proponents also believe estimated credit
losses are a form of acquisition cost as defined in the advisory
conclusions to the issues paper, "Accounting for Nonrefundable
Fees of Originating or Acquiring Loans and Acquisition Costs of
.Loan and Insurance Activities." Those advisory conclusions
define acquisition cost of loans as incremental and allocable
costs related to loans, which excludes general and administrative
costs and comprises the same types of costs associated wiph
accounting for manufacturing inventories. The conclusions also
recommend recognizing loan acquisition costs as yield adjustments
over the 1lives of related 1loans. Those who hold that view
consider estimated credit losses to be analogous to the cost of
normal spoilage for inventories, ‘thus falling within the
definition of loan acquisition costs to be amortized as yield

adjustments.
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87. Others believe that estimated credit losses expected to be
incurred but not yet recognized in income should not be presented
as a separate asset. They note that incurring credit losses is a
necessary cost of establishing a portfolio of revenue earning
loans and that the estimated cost should be included in the
balance sheet as part of the loan receivable amount. They
'believe this type of presentation better reflects_ the 1lower
- effective interest rate produced by recognizing the estimate
systematically over the expected lives of the 1loans in the
portfdlio. Those- proponents consider such treatment té be con-
sistent with that suggested for debt issuance costs in paragraph

161 of FASB Statement of Financial Accounting Concepts NWo. 3.
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Adv1sorz Conclusxons

88. Paragraphs 88 to 91 present the advxsory conclusions of
AcSEC and the Task Force on Accountxng for Loan Origination Fees
and Initial Direct Costs. ' |

89. AcSEC (9 yes, 1 no, 1 abstain, 4 absent) and the task
force (7 yes; agree that estlmated cred1t losses should kbe
charged to expense systematlcally over expected 11ves of the
loans in the portfolxo in direct proportlon to the related
interest revenue. | ‘ | |

90. Assuming estinated credit losses are charged to expense’
systematlcally over the expected lives of the loans in the port-
folio 1in direct proportlon to the related interest revenue,
AcSEC (10 yes, 1 abstain, 4 absent) and the task force (7 yes)
agree that a change in the estimate of credit losses should be
saccounted for using cumulative catch-up treatment.

- 91. If identified probable losses to date exceed the amount of
estimated credit losses recognized to date, AcSEC (7 yes, 1 no,
3 abstain, 4 absent) and the task force (7 yes) agree that an
additional 1loss should be recognized in the current period to

reduce the carrying value of the loans receivable to their net

realizable value.
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92. ACSEC (8 yes, 3 abstain, 4 absent) and the task force (5
vyes, 2 no) agree that loans receivable should be presehted in the
balance sheet aé a single amount with no separate presentation of
estimated credit losses expected to be incurred but not yet
recognized in income.: A minqrity of the task force believes
that the carrying amount of  a portfolio of 1loans should be
reduced when loéns are made‘with separate presentation of another

asset equal to the amount of estimated credit losses.
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Appendix
93. The following illustrates the éyStehéticyéllbcation of
estimated credit losses over the expected lives of loans in a
portfolio. An enterprise ‘entered into the following fixed rate
16% consumer loans on December 31, 1985:
° $350,000 three year loans

(]

'$250,000 ‘four year loans
° $400,000 five year loans

Based on its experience: Qith"consumér “loans, the enterprise
expects the estimated lives of those loans will be their contrac-
tual lives. Principal and interest payments are made only at the
end of the quarter and interest is computed on the loan balance
at the beginning of the quarter.

94. To allocate credit losses based on expected interest
revenue, the enterprise must estimate the timing and amount of
loans to be transferred to ﬁonaccrual status. In this illustra-
tion, credit losses are estimated to be $30,000 for the three
year loans, $25,000 for the four year loans, and $45,000 for the
five year loans. The losses are expected to be incurred as

illustrated in the schedule below. Based on its assumptions of

the pattern of estimated credit losses, the enterprise prepared
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the following schedule to determine the beginning loan balance at
each quarterly financialvstatement date. The enterprise con-
sidered all its consumer loans as a single portfolio for purposes
of allocating estimated credit losses as the loans all had the
same interest rate and, based on experience, the enterprise
expected similar risk of loss on its consumer loans regardless of
their term. In this illustration, loans are transferred to
nonaccrual status on the last day of the quarter and the credit
loss is assumed to occur when the 1loan 1is transferred to
nonaccrual status, because it is assumed that all such loans will

be subsequently written off,
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